HOUSE FI NANCE COWM TTEE
July 26, 2006
10: 13 a. m

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 10:13:18 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 Carl Moses

MEMBERS ABSENT

Representative Bruce Weyhrauch

ALSO PRESENT

Representative Les Gara; Representative Ethan Berkowtz;
Representative Gabrielle LeDoux; Robynn WIson, Director
Division of Tax, Departnment of Revenue; WIIliam Corbus,
Comm ssi oner, Departnent of Revenue

LEG SLATORS | N ATTENDANCE:

Representati ve John Coghil
Representative Harry Crawf ord
Representative David Guttenberg
Represent ati ve/ Speaker John Harris
Representative Kurt O son
Representati ve Ral ph Sanuel s

PRESENT VI A TELECONFERENCE

Representative Eric Croft
SUVMVARY

HB 3001 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
confidenti al i nformation relating to t he
production tax; anending the definition of 'gas'
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as that definition applies in the Al aska Stranded
Gas Devel opnent Act; maki ng conform ng anmendnents;
and providing for an effective date.

HB 3001 was HEARD and HELD

HB 3003 An Act relating to oil and gas properties
production taxes; providing for a production tax
adjustnent to increase the anmpunt of tax at high
oil prices and a production tax adjustnment to
decrease the tax on the production of heavy oil;
providing for an exclusion of a certain anmount of
oil and gas from the gross value at the point of
production; relating to the determ nation of the
gross value of oil and gas at the point of
production; and providing for an effective date.

HB 3003 was SCHEDULED but not HEARD

HB 3004 An Act relating to oil and gas, and to the oil and
gas properties production (severance) tax as it
applies to oil; providing for an adjustnent to
increase the tax collected when oil prices exceed
certain anpbunts and to reduce the tax collected

when oil prices fall bel ow $16 per barrel
providing for relief from the tax when the price
per barr el is low or when the taxpayer

denonstrates that a reduction in the tax is
necessary to establish or reestablish production
froman oil field or pool that would not otherw se
be economically feasible; delaying until July 1,
2016, the deadline for certain exploration
expenditures that form the basis for a credit
against the tax on oil and gas produced from a
| ease or property in the state; anending the
powers and duties of the Alaska QI and Gas
Conservation Conm ssion; and providing for an
effective date.

HB 3004 was HEARD and HELD

#HB3001
HOUSE BI LL NO. 3001

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 conforming anendnents; and
providing for an effective date.

10: 13: 37 AM
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Representative Hawker declared potential conflict of
i nterest because a nenber of his famly is enployed by the
oil and gas industry in Alaska;, he requested to be excused
from participating & voting. Representative Foster
OBJECTED

Representati ve Hawker asked that a roll call vote be taken
regarding his vote exclusion on HB 3001. Co-Chair Chenault
said it was not his intent to vote on any bills at the
current neeting.

Co-Chair Meyer noted his own conflict of interest but since
it is not the intent to npve the bill, he reserved the
nmotion until the vote.

Representative Hawker withdrew his request, noting he would
not participate in the hearings until a Conmttee vote was
t aken.

Representative Foster commented that it is inappropriate for
a nenber of the Finance Conmittee not to participate during
di scussi ons on conpl ex issues.

Representative Holm agreed, relating the oil industry
hi story with nost | egislative nmenbers.

10:19: 24 AM

Co-Chair Chenault declared his own conflict, yet encouraged
menbers to participate during the commttee process. He
encour aged Representative Hawker’ s partici pation.

Represent ati ve Hawker voiced his appreciation.

10: 20: 59 AM

ROBYNN W LSON, DIRECTOR, DIVISION OF TAX, DEPARTMENT OF
REVENUE, referred to a conparison matrix neant to highlight
two approaches to the Petrol eum Production Tax (PPT). (Copy
on File.)

Ms. WIson explained the four colums:

CSSB 2001(FIN), version F

. HCS SB 2001 (FIN), version X A

. Conf erence CS SB 2001, version C. A
. Governor’s bill, version A

Ms. WIlson pointed out that the handout provides a “limted”
matrix highlighting the differences between those versions
and discussing the ramfications. She indicated that the
bill is consistent with the Conference Conmttee substitute
and instead of using a statew de system there would be a

House Fi nance Conmmittee 3 07/ 26/ 06 10: 13 A M



few slightly different areas — the North Slope, Cook Inlet
special treatnment and the ‘other’ areas. The matrix
identifies the tax rate, progressivity surcharge, credits
for annual 1oss, credit usage floor, gas (GRE) transition
credit, base allowance credit, new area devel opnent credit,
sunset of new area developnent credit, oil spill, and
transition paynment for each.

Ms. WIlson discussed the separate Economic Limt Factor
(ELF) rate for Cook Inlet oil & gas. The Governor’s bil
contains no progressivity surcharge; the Admnistration
bel i eves that progressivity is not needed.

10: 25: 24 AM

Ms. WIson referenced the annual credit |oss at various
rat es. She highlighted the credit wusage floor & the
di fferences resulting, which the Conference Conmttee pl aced
at 22.8% That version also provides for a 3% floor; the
cap credits could not be used to reduce the tax bel ow 3% of
the gross & North Slope region. The floor was elimnated in
the Governor’s version. She pointed out that gas (GRE) had
not been a feature in recent versions of the bill.

Ms. WIson explained the transitional investnment credit
(TIE). The Governor’s bill maintains the | anguage indicated
in the Conference Conmittee version and provides for reviews
of the 2 for 1.

10: 28: 28 AM

Ms. Wlson related that the base allowance credit of $12
mllion dollars, based on production, varies depending on
which bill version is considered. She pointed out that only
Version F (CSSB 2001 (FIN)) is not based on production.

10: 29: 52 AM

Ms. WIson discussed devel opnent credits for some parts of
the State, not Cook Inlet. That credit anounts to $6
mllion dollars, available at $500 thousand dollars per
nmonth, for areas not in the North Slope or Cook Inlet; the
| anguage 1is consistent wth the Conference Conmttee
substitute. The credit has a rolling ten-year sunset for
new area devel opnent.

Ms. WIlson addressed the oil spill conmponent and the
transition paynent, which is the sanme as the Conference
Conmittee version. She noted that the graph clarifies the
amendnent .

10: 31: 49 AM
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Co- Chair Chenault inquired about the difference about the
TIE credit in the Governor’s bill and the Conference
Comm ttee version. Ms. Wlson said there is no difference
and highlighted why it should be “corrected”. A page nunber
change resulted with no progressivity included in the
Governor’s bill

Co- Chair Chenault requested Ms. WIlson explain the fisca
i mpact .

10: 33: 54 AM

Ms. WIson explained that fiscal note #2 by the Departnent
of Revenue includes funding for regulation & contractual
regulation witing for ten positions. During various
revisions, the nunber of audit positions has fluctuated.
Co-Chair Chenault asked about the increase to the new note
as conpared to the others. Ms. WIlson offered to research
that information

10: 35: 23 AM

Co-Chair Chenault pointed out that the plan before the
Conmittee brings the bill back to the original 20/20 as
proposed by the Governor and excludes the progressivity
sur char ge.

HB 3001 was HELD in Conmittee for further consideration.

#HB3003
HOUSE BI LL NO. 3003

An Act relating to oil and gas properties production
taxes; providing for a production tax adjustnment to
increase the anmpbunt of tax at high oil prices and a
production tax adjustnent to decrease the tax on the
production of heavy oil; providing for an exclusion of
a certain amount of oil and gas fromthe gross val ue at
the point of production; relating to the determ nation
of the gross value of oil and gas at the point of
production; and providing for an effective date.

10: 37: 13 AM

Representative Croft noted that he was available to discuss
HB 2003. Co-Chair Chenault stated that HB 3003 would be
heard at the next schedul ed neeting.

HB 3003 was SCHEDULED but not HEARD

#HB3004
SPONSOR _SUBSTI TUTE FOR HOUSE BILL NO. 3004
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An Act relating to oil and gas, and to the oil and gas
properties production (severance) tax as it applies to
oil; providing for an adjustnent to increase the tax
coll ected when oil prices exceed $20 per barrel and to
reduce the tax collected when oil prices fall bel ow $16
per barrel; providing for relief fromthe tax when the
price per barrel is low or when the taxpayer
denonstrates that a reduction in the tax is necessary
to establish or reestablish production from an oi
field or pool that would not otherw se be economcally
feasi ble; delaying until July 1, 2016, the deadline for
certain exploration expenditures that form the basis
for a credit against the tax on oil and gas produced
from a lease or property in the state; anending the
powers and duties of the Alaska GOl and Gas
Conservation Conm ssion; relating to the conservation
surcharge and additional conservation surcharge on oil;
and providing for an effective date.

10: 38: 18 AM

REPRESENTATI VE LES GARA, sponsor of HB 3004, distributed
information from the Wod Mackenzie materials, which
i ndicates how Al aska ranks on conpany profitability & the
internal rates of return. Overall, Al aska has |ower costs
than nost places in the world; in Alaska, oil @the $40/ bbl
price, the industry’ s net is approximtely 42%

Representative Gara provided nenbers with another handout on
HB 3004: “The Al aska Fair Share Bill”. (Copy on File). HB
3004 provides a nodification to current law. There are many
ways to reach that goal, but initially, a revenue goal at
various price schenes nust be determ ned. Nunbers are
noveable to attain the goal. He agreed with Dr. Van Meurs
that investnment decisions are affected with nonetary reward
for investnent. Once oil conpanies are given a “carrot of
the credit”, they may attenpt to reduce their tax rates by
t aki ng advantage of that rule.

10: 42: 36 AM

Representative Gara referenced Page 3 of the handout, gross
taxation as straightforward.

* Current |aw taxes a percentage of the sale value of oi
* Sale value is easier to verify than the company profits

10: 44: 00 AM

Representative Gara advised that the Petroleum Production
Tax (PPT) bets Alaska's future on high prices. According to
the U S. Energy Information Adm nistration, the long term
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annual -average world oil price is forecasted at $47/bbl
t hrough 2025.

10:44:11 AM

Representative Gara noted that according to British
Petroleum (BP), they anticipate prices wll stay at about
$40/ bbl average. He highlighted gas field costs.

10: 45: 02 AM

Representative Gara addressed additional PPT revenue at
$40/ bbl . According to Econ One:

e Covernor’s PPT: $490 mllion over status quo

 House PPT: $588 million over status quo

 Senate PPT: $492 mllion over status quo
10:45: 31 AM

Representative Gara stated that the PPT gas credits and
deductions largely erase the PPT revenue benefits. Ten
years of additional PPT revenue at $40/bbl equal s:

e Covernor’s PPT: $4.9 billion over status quo

 House PPT: $5.88 billion over status quo

 Senate PPT: $4.92 billion over status quo
10:46: 20 AM

Representative Gara thought that gas field credits and
deductions should be taken from gas taxes, not oil taxes.

10: 46: 28 AM

Representative Gara referenced Page 11 of the handout from
the report, indicating that Alaska is a nore profitable
worl d market place for the industry to invest. The graph
indicates risks and rewards shown for 2004. Even at
$22/bbl, the global average rate of return is about 19%
while in Alaska, that nunber reaches 24% a gap that
continues to rise as prices increase.

10:47: 04 AM

Representative Gara discussed a straightforward fix to the
current system and presented information on how the current
syst em wor ks.

10:47: 31 AM
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Representative Gara explained the intent and effect of the
Economic Limt Factor (ELF), a system designed to pronote
devel opnent of less profitable small and ol der fields. He
guestioned if the option had provided producers with nore
benefit than needed. The ELF ranges between 0 & 1 depending
upon a conbination of factors. GCenerally speaking, they are
the size of a field and the field s per well production.

10: 48: 36 AM

Representative Gara discussed the ELF and production tax

The 15% oil production or severance tax varies because of
the ELF. At the sinplest, the ELF is a nunber between 0 &
1. (Production tax = ELF X 15). He suggested that ELF
ignores economc reality - A field that pays 0% in
production taxes, pays that rate at $20/bbl, $40/bbl, or
even $100/ bbl of oil.

10: 48: 58 AM

Representative Gara addressed the need to make changes,
despite the nane “economic |limt factor”. The nunbers
ignore the |argest, single economc determ nant — the price.

10: 49: 56 AM

Representative Gara stressed that only three fields in
Al aska currently pay a production tax:

» Prudhoe Bay pays about 12%
* North Star pay about 6%
* Al pine pays about 12%

He pointed out that Alaska currently is charging a zero
percent tax on sone of the largest oil fields in the
country. Mst of the State’'s production is at zero per cent
fields. The ELF is “out of whack” & needs to be multiplied
in order that Al aska can receive a fair share.

10: 51: 26 AM

Representative Gara addressed additional flaws with the ELF
because it provides a tax rate based on a particular field -
the Tarn field, a satellite to Kuparuk. In determning the
ELF rate, the fields are not conbined. He enunerated cost
savings of that measure at Tarn. That field is the nation’s
67" largest oil field with only two drilling sites and three
ten mle pipelines to Kuparuk’'s facilities. They pay 0%
production tax.

10: 52: 15 AM
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Representative Gara continued, the ELF is decreasing each
year. In 1993, the average North Slope production tax was
13.5% and in 2004, it had fallen to 7.5% I f Al aska does
nothing, it would fall to approximately 1.5% by 2015.

10: 54: 29 AM

Representative Gara stated that current fields are
profitable at oil prices of $20/bbl. He shared a vi ewoint
that the State of Al aska should offer two separate taxation
systenms — one for the existing fields and one for the new
fields. The existing fields were designed to be profitable
at $15-$20/ bbl price. Presently, the State is encouraging
nore expensive developnent & it may be that the fields
devel oped from here on out will be tested at higher prices
to be profitable.

10: 55: 47 AM

Representative Gara pointed out that Alaska G| and Gas
Associ ation (AOGA) has indicated that $12.82/bbl is a “high
end estimate” of what producers need to find, produce and
transport for the Alaska North Slope (ANS) oil. BP and
ConocoPhillips report their Al aska profits, while Exxon does
not .

In 2002, the |owest recent annual oil price was reported @

$24. 72/ bbl . At that price, ConocoPhillip took in
approximately a 30% conpany profit margin; BP assuned
approximately 24% profit. In 2005, oil was reported @

$53. 48/ bbl price; ConocoPhillips took in approximately 43%
conpany profit margin & BP received 53% profit.

10: 57: 43 AM

Representative Gara referenced Page 27, a distribution from
Department of Revenue indicating revenue between the State
and the oil conpanies at various prices, generated in prior
years.

I n 2005, they estinmated corporate net revenue @$5.2 billion
dollars for Alaska oil & the State’'s share @ $3.2 billion
dol | ars. The Departnent of Revenue can estimate what the

conpany’s excess cash is but do not know the conpany’s
depreci ati on schedul e.

10: 59: 05 AM

Representative Gara said based on sal es val ue of the ANS oi

produced | ast year at about $13 billion dollars, their net
revenue was approximately $5.2 billion dollars. In FYO5

the profit margin was approxi mately 40%
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He noted that with last year’'s profit, North Slope profits
grew to an estimated $2.7 billion nore than the State’'s
share.

11: 00: 10 AM

Representative Gara added in FYO06, ANS prices averaged
approxi mately $62/ bbl and at that price:

$16.8 billion dollars
$6.9 billion dollars
41%

$2.7 billion dollars

 Producer gross revenue:

» Estimated Producer net profit:
* Profit margin:

» Exceeds State share by:

He comented that HB 3004 could equalize shares better
between the State and the industry. He highlighted Page 31
of the handout. The goal is to equalize shares, |eaving
Alaska with a fair share. He pointed out that in Norway,
they take 70% of profit price.

11: 03: 34 AM

Representative Gara explained that HB 3004 | eaves a healthy
conpany profit margin with the North Sl ope producer’s margin
at:

e @%$20/bbl price = 11. 2%
e @%$26/bbl price = 21.6%
e @%$40/bbl price = 29. 4%
e @%$60/bbl price = 33.5%
e @%$80/bbl price = 35.3%

11: 04:12 AM

Representative Gara addressed the “mechanics” of HB 3004.
He explained in the bill, there would be a mninmm 5% base
tax and all fields would be required to pay that anount;
whereas, in the Governor’s, the base tax would increase on
fields paying 0% by changing the ELF fornmula. In both HB
3004 & the Governor’s proposal, the current |aw base tax
woul d remain the sane for the larger fields. Both HB 3004 &
the Governor’s proposal, differ from “Shelf the ELF
efforts, which inpose a flat 15%tax on all fields.

11: 07: 09 AM

Representative Gara continued, under HB 3004, the base tax
rate remains the same on the three Alaska fields that pay
nore than 5%

 Prudhoe Bay 12. 38%
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* Al pine 11. 93%

* North Star 6. 10%
HB 3004 addresses the price factor. The CGovernor’s proposal
and the Fair Share bill start with a nodest tax and
progressivity at $20/bbl. As the price rises, so does the

production tax. The second reform bases the production tax
on the price on conpany profitability and again as the price
rises, so does the production tax. He pointed out that BP
profits, above the $20/bbl are in excess of their financial
needs; conpany upside reward protected with a 27.5% nmaxi num
tax and as the price of oil falls bel ow $16/bbl, so does the
t ax.

11: 09: 19 AM

Representative Gara pointed out that Page 36 shows the
average effective tax rate under the Fair Share bill. | f
the price of oil is $20/bbl, the tax would be 9% @ $40/ bbl,
the tax would be 18% @ $60/bbl, the tax would be 21.4% and
@ $80/ bbl, the tax would be 23.2% The status quo price for
all barrel prices is 7.8%

11: 09: 59 AM

Representative Gara added that if oil prices fell below
$10/ bbl, HB 3004 waives half the production tax and defers
payment of the other half until the price rise above $16/ bbl
price.

HB 3004 extends the 20% - 40%tax credit for new exploration
as established in SB 185. The bill could anend | anguage
allowing credit for expenses to extend the |ife of existing
fields, although existing incentives mght not justify the
credits.

11:12: 05 AM

Representative Gara pointed out the incentives for heavy
oil. It exenpts heavy oil [less than 20 Anerican Petrol eum
Institute (API) gravity] from any of its measures. Heavy
oil, Iike that contained in the West Sak reservoir, requires
nor e expensi ve drilling and producti on neasur es.
Al ternatively, approaches to heavy oil should also be
consi der ed.

11:12:53 AM

Representative Gara spoke to fair tax relief. HB 3004
all ows taxpayers production tax relief and borrows from
2003's Royalty Relief Law (HB 28). If production tax relief

was needed for fields to be economcally feasible, the
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Department of Revenue has power to waive all additional
production tax and royalties for that field.

11:14: 37 AM

Representative Gara discussed nmjor devel opnent incentive
and facilities access. He pointed out that the fornmer
Division of Ol and Gas Director, Mark Mers stated that
facilities access is one of the nost inportant things Al aska
can do to encourage new devel opnent. HB 3004 clarifies that
if there is excess capacity at a facility, the facility
owner shall make it available to independent producers at a
reasonabl e rate. That standard is currently used by the
Regul at ory Conmi ssion of Alaska (RCA) in tel ecomunications.

Co- Chair Chenault asked if capacity availability was a | arge
concern for Al aska at present. He thought that the problem
with the North Slope was not re-injecting the volunme of gas
received fromexisting wells. He agreed to open access but
t hought that gas facilities were limted by the nunber of
production wells.

11:18: 59 AM

Representative Gara acknowl edged that if all wells were
operating at full capacity, then the concerns expressed by
the small producers that fair access was being deni ed, would
not be correct. He said it is difficult to discuss since
the small producers do not want to go public. He proposed
having a hearing on facility access, to make the North Sl ope
nore “friendly” for devel opnent.

11: 20: 26 AM

Representative Gara discussed that giving conpanies nore
profit does not guarantee nore investnent. He mai ntai ned
that Alaska is giving away way too nuch noney while under-
taxing the industry.

11: 21: 20 AM

Representative Gara enphasized that providing extra revenue
to oil conpanies does not equal additional investnent. He
enunerated revenues generated by the three mjor oil
producers in Al aska.

* FY02 @$%$21.78/bbl generating $1.7 billion dollars
* FYO3 @$28.15/bbl generating $2.9 billion dollars
* FYO4 @$31.74/bbl generating $3.5 billion dollars
* FYO5 @$43.44/bbl generating $5.2 billion dollars

11: 22: 09 AM
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Representative Gara wondered what will happen if the State
does not hing, while encouraging the other options:

* Adding new exploration credits

o Dr. Van Meurs recommended that a gross tax could
be nodified to achieve desired revenue |evel and
the credit would attract investnment by conpanies
seeking to reduce their tax burden

* Heavy o0il - Alaska could inpose a nodified tax,
al l owi ng conpanies to apply for royalty and tax relief

o Dr. Van Meurs recommended “stopping the bl eeding”
on |ost revenue of existing fields should be the
priority and perhaps applying new rules only to
existing fields

11:24:42 AM

Representative Gara concluded that reform is needed by any
measur e. He pointed out that production tax effectively
exenpts huge fields. The exenptions apply even at prices

where oil conpanies earn windfall profits and at average &
hi gh prices, corporate profit shares vastly exceeds Al aska’s
share. Corporate profit margins are larger in Al aska than
| ess safe places in the world.

Representative Gara stated that Al aska can make the ELF work
better; he concluded his testinony.

11: 26: 24 AM

Co- Chair Meyer nentioned a statenment regarding the vastness
of profit margins, but worried about investnent decline.
Representative Gara agreed but pointed out that as profits
i ncrease, oil conpanies have not been investing nore in
Al aska. He felt that the geology of the land was nore
inportant than the tax rate, noting that the producible oil
in Alaska wll be produced. He did not agree wth
i ncreasing subsidies over the next five years. | f Al aska
oil fields are slated for exploration and devel opnent over
the next twenty years, giving away nore noney now so that it
happens next year as opposed to 2012, does not nmake good
sense & does not help the State. Al aska has been nuch nore
attractive in terns of tax rate and profit margins than
anywhere else in the world. He added that it would benefit
the State to have oil cone on line in 15 years, benefiting
t he next generation and creating a stable revenue stream

11: 29: 21 AM

Co- Chair Meyer hoped that down the road, the State would be
using nore alternative energies. He disagreed wth hol ding
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off on producing oil in the next twenty years. He
reiterated the difficult geology in Al aska for conpany
expl oration, which adds expense.

Co-Chair Meyer referenced comments regarding “stopping the
bl eedi ng”, pointing out that through adm nistrative action,
the CGovernor had incorporated sone of the marginal fields

into Prudhoe Bay. He thought that would be additional
revenue the State receives. Representative Gara responded
that given oil prices, it could have anpbunted to $200

mllion dollars. He credited the Governor for that action
and recomrended that it happen at Al pine and Kuparik al so.

11: 32: 40 AM

Co- Chair Meyer asked in reference to geology what is a stand
alone or satellite field. Representative Gara expl ained
that the Departnment of Law and the Departnent of Revenue
have indicated that the fields being taxed as independent
stand alone fields at a zero percent tax rate, under the
current statute should be defined as part of the overall
field. However, the interpretation approved the |eases on
those fields, the Departnent has allowed them to be stand-
al one and zero percent fields. The definition is |oose
enough that there is room for argunent on both sides. The
|aw states that if they are an integrated economc unit, it
shoul d be one field; he did not think that it should be a
continuous pool of oil. Leaving nore noney on the table for
oil conpanies will not work.

11:35:17 AM

Co-Chair Meyer commented that if the profits were so |large
for the oil conpanies currently in Al aska, why every conpany
in the world wasn’'t attenpting to explore in this State. He
asked if profits made by the oil industry had been conpared
to other industries such as soft ware or pharnaceutical.
Representative Gara responded that there are no other
i ndustries that generate 40% profit margins outside of oil
in Al aska; adding that 20% profit margins in the
pharmaceutical industry would be huge.

11:37:19 AM

Co- Chair Meyer was not sure. He pointed out that 40% was at
the current high oil prices and is not normal. He added
that HB 3004 is “truly” not a gross bill.

Representative Gara responded that HB 3004 could bring the
State back to the “good part of a net bill, not the bad
part”. The good part provides that there is a tax that is
hi gher when profits are high and | ower when profits are | ow
It would not discourage investnment when profits are |ow and
results in a fair share when profits are on the table. The
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bad part of a net bill is that it only taxes a percentage of
profits. He did not have confidence that the industry wll
honestly report profits in a real manner. Tax advice al ways
pushes the margin. The industry has a duty to push the
margins for their shareholders, which is the danger of
taxing profits. The State will be paying about $4 billion
dollars for gas field developnent after the pipeline is
built out of oil taxes. The big expense is the actual
pi pel i ne. Putting gas deductions on an oil tax is a “big
danger” created in the PPT system He recommended that oil
tax shoul d have oil deductions and gas taxes should have gas
deducti ons.

11:41: 35 AM

Representati ve Hol m asked Representative Gara the intent of
using “fair”. He worried about a reduction of oil noving
t hrough the pipeline.

11:43: 14 AM

Representative Gara defined “fair”, referencing a quote from
the Alaska State Constitution that the “citizens of the
State are entitled to the nmaximum benefit from their
resources”. That nmeans maxi mum |ong-term revenue. To
provi de that conbines a high enough tax, but a |ow enough
tax to spur future developnent with a goal of not only
spurring new investnent. He reiterated, “Fair share” should
| ead to the maxi num revenue possi ble. He acknow edged it is
nore difficult to develop new fields; right now Al askans
know t he anmount generated on the North Sl ope.

11:46: 19 AM

Representative Gara stated that the goal of the bill is to
encourage new i nvestnment & make sure that Al aska receives a
fair share. Encouraging investnment does not happen just by
giving noney to the industry what the State has done for
years; that have not sparked trenendous new i nvestnent. He
encouraged investnents that wll cause conpanies to do
t hi ngs that they would not otherw se; he nentioned severance
tax relief.

Representative Gara discussed various tax breaks for
different types of devel opnent. He naintained that spurring
new i nvest ment can happen, once the industry knows what they
can expect in the future.

11: 48: 39 AM

Representative Holm asked about the |ost production at
today’s prices. He maintained that the State receives
royalty, severance and incone tax from the industry; he
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wondered how tax reinvestnent could happen in Al aska unl ess
a decline in production stopped.

Representative Gara replied it is not possible to stop the
decline. The goal is to produce long-terminvestnent, stem
decline and stabilize the industry. He recomrended the
foll owi ng strategies:

* Tax relief when needed

* Facilities access

* Investnent exploration credit
* Access to smaller producers

11:53: 05 AM

Representative Holm enphasized that capitalism has raised
nore people’s economc status in the world than any other
system Capitalism neans that people take noney and invest
their own noney into facilities that provide jobs and
benefits. Q1 conpanies provide 80%90% of all the nopney
comng into the State; he highlighted benefits unrelated to
those dollars. Representative Holm commented that the
Legi slature should not “kill the golden goose”. He thought
that a conmpany will not nake investnents based upon a 24-
nonth price increase. He maintained that higher taxes would
change the world market and be detrinental to Al aska.

Representative Gara argued that he had not “taxing the
industry at the highest possible rate”. The remaining
profits margins have been quite healthy. He agreed that
capitalismis a systemthat works and that it is inportant
not to kill the goose that |ays the golden egg, but that it
is also inportant that the goose not take all the gold. It
is inmportant is to draw the bal ance.

11:56: 16 AM

Representative Joule thought that access to facilities
should be discussed at greater |length and recomended the
Comm ttee pursue that issue.

Representative Gara agreed with Representative Joule. Co-
Chair Meyer al so agreed & thought that smaller oil conpanies
teamup with major conpanies to achi eve access.

11:58: 35 AM
Representative Kel |y i ndi cat ed appreci ati on for
Representative Gara's presentation, noting that t he

Legislature only has short time to nmake these inportant
decisions. He referenced Dr. Van Meur’s comments regarding
gr oss. In response, Representative Gara pointed out that
the Legislature has not been interested in tax reform

House Fi nance Conmmittee 16 07/ 26/ 06 10: 13 A M



Representative Kelly asked had the gross been inplenented
earlier, would Alaska be at the place they currently are

Representative Gara concl uded that Al aska would not be here
if the proposal had been accepted, believing the proposa

was simlar to the one proposed in HB 3004. He i ndicated
that the progressivity feature could nake the tax |law nore
stable in the future. Representative Kelly agreed that
separating gas and oil was attractive and necessary and
di sal l oned expenses should be defined. He asked if
Representative Gara had conpiled that list. Representative
Gara replied that gas was nunber one; sone items wll
require Court challenges as they mght be illegal. He
encouraged that |anguage be added that only “direct Al aska
costs” be deducted. He recommended that the Departnent of
Revenue help create the |ist.

12: 04: 44 PM

Representative Kelly inquired about disallowed costs, using
exanpl es of rebuilding Prudhoe Bay. Representative Gara
expl ained that to make a profit tax work, allowabl e expenses
need to be defined at Prudhoe Bay. He addressed subsi dies
and severance tax relief and suggested a nethod for all ow ng
deduct i ons. Currently, the nunbers considered are
arbitrary.

12: 07: 30 PM

REPRESENTATI VE GABRI ELLE LADOUX said she prefers a gross tax
as it appears sinpler, suggesting that nost of the country
operates on a profit system Representative Gara agreed, it
is fine to tax profits in sone areas, but not on oil and not

the way the Governor purposes. He suggested weighing the
benefits and burdens of a profit tax and expressed shock
that gas was being included in the oil tax bill - not

“revenue neutral”.

12: 10: 10 PM

Co- Chair Meyer commented on the “gam ng” aspect of a profit
tax and thought a gross tax could have the sane potenti al

Representative Gara agreed it is okay to tax profits in many
areas. He pointed out that around the world, nost taxation

on oil is determned by the profits and worried there would
be no way to determ ne conpany profits for taxation. A
severance & production tax relief systemis not “ganed’” and
that there exists clear evidence to that effect. He

referenced past royalty taxes.

Co- Chair Meyer nmaintained that gam ng was possi bl e under any
system and that is why auditors are used. Representati ve
Gara disagreed, explaining that the gamng in a profits tax
does not profit access to a conpanies books; they tell the
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State what the profits are and if the State does not
challenge them +the State never sees what their profits
truly were. There is no way to guess their profits
accurately because they do a federal tax return, which does
not item ze the Al aska profits. There is a |ot of roomfor
gam ng in that system

12:13:18 PM

Co-Chair Meyer said he appreciated inclusion of incentives
for heavy oil in Representative Gara’s bill but questioned
how much was recoverable. Expl oration is very costly;
perhaps only one of ten wells is recoverable. Expl orati on
is risky and costly. He asked if there were incentives
i ncluded to recover heavy oil.

Representative Gara replied that heavy oil is a flexible
system and that needs change. He proposed that current |aw
be left in the bill to address heavy oil & then on |arge
heavy oil fields, there should be a tax; nost fields would
not include a production tax. |If a tax break is needed, it

woul d need to be proven.

Co-Chair Meyer inquired how gamng on heavy oil could be
prevented. Representative Gara explained they would need to
provi de geological evidence and wunless a hearing is
schedul ed, there is not nuch avail abl e evi dence.

12: 17: 26 PM

Representative Kerttul a pointed out that no other state uses
the profit sharing system Representative Gara understood
that nost states use a gross value tax system and that
wor | dwi de, many countries own their own wells.

12: 18: 19 PM

Co- Chair Chenault understood in those systens, they pay for
all exploration and nost costs.

Representative LeDoux inquired about the hearings for tax
break petitions. Representative Gara said that process is
already in place and would be the same one used to hear
royalty relief applications. Representative LeDoux asked if
there was a right to appeal. Representative Gara understood
there is always a right to appeal any agency deci sion.

12: 20: 10 PM

Representative Kelly reiterated the time constraints
surrounding the issues and foresaw difficulties from the

i nvestor’s perspective. He recommended splitting the oil
and gas issues. Representative Gara responded that he is
reluctant to use a net formula. | f gas deductions were
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elimnated and taxes were based on world averages, he would
then consider it. He believed that Senator Wagoner’'s bil
cones the nost close to addressing that consideration. He
was reluctant to give credit to Point Thonpson.
Representative Gara maintained that he is wlling to
negoti at e.

Representative Gara noted that the reason he was pushing the
gross is to determine a credit system with desired needed
revenue. Determining that criteria, the Legislature could
craft an acceptable bill. He opined that a gross tax would
be easier and better than nothing and recommended taxing
existing oil as a solution.

12: 25: 27 PM

Representati ve Hol m asked why there was such a significant
di fference between the fiscal note for HB 3001 and HB 3004.
Representative Gara replied that he had not viewed notes.

Ms. WIlson interjected that the key difference between the
two fiscal notes would be the nunmber of auditors — four in
HB 3001 and eight in HB 3004. Representati ve Hol m poi nted
out that it takes fewer auditors to inplenent a gross than

net tax bill. M. WIson agreed.

12:28: 44 PM

Representative Joule pointed out Legislative reluctance to
change and accepting new tax. He believed that staffing
i ssues were inportant because nore auditors could stop sone
gam ng potenti al. He noted the tension between Departnent
of Revenue and Departnent of Natural Resources.

12:31:53 PM

Representative Kerttula questioned if current audits found
non-al l owed evidence, in the operating agreenent. Ms.
W1l son responded, currently, the wupstream costs are not
audi t ed. Representative Kerttula noted that she would be

surprised if current wording allowed non-acceptable itens.
Ms. WIlson referred to Page 1600, “substantial weight
shoul d be given to industry standards if consistent with the
principles of the rest of the bill”. Representative
Kerttula noted that she would check with the Departnent of
Nat ural Resources regarding areas that should not be all owed
in the operating agreenents. Ms. WIson noted that right
now, the only things being audited were the transportation
costs.

12: 35: 36 PM

Representative LeDoux commented that to date, the producer’s
word has been accepted to date. She wondered where the
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burden of proof is and if it would change in the future
Ms. WIlson responded that it lies with the taxpayer. The
bill does not change the burden of proof requirenent and
that the audit powers wunder the Admnistrative Section
#43. 05 are broad.

Representative Gara enphasi zed that |ack of enough auditors
causes inaccurate results; he questioned how frequent audits
currently happen.

Representati ve LeDoux conmented that the State can follow an
audit procedure paper trail. Ms. WIlson said that was
correct and that the State has the authority to do that
Undertaking an audit is a judgnent call depending on the
risk involved and the potential revenue.

12: 40: 48 PM

Representative Kelly asked about the problens associated
with separating the PPT oil fromgas. M. WIson responded
that there are asset allocation issues that could create a
burden on record keeping and auditing. Representative Kelly
inquired how that is currently done. M. WIson replied at
this time, it is not an issue. Representative Kelly thought
it would be worth the risk to consider conmbining the two
i ssues.

12: 43: 21 PM

REPRESENTATI VE ETHAN BERKOW TZ asked about current auditing
di screpanci es. Ms. Wlson advised that sonme are
mat hematical errors or could be a different interpretation
of law. She did not know the dollar anount.

Representati ve Berkowi tz was curious about the incidence of
resulting conflict. Ms. WIson deferred that query until
she could get nore information.

12:45:17 PM

Co-Chair Chenault referred to Page 26, State profits from BP
and ConocoPhillips and asked why BP's were greater
Representative Gara guessed that the BP' s portfolio was
hi gher and perhaps ConocoPhillips was operating on a |arger
portfolio of smaller fields.

Co- Chai r Chenaul t ref erenced t he severance t ax
relief/royalty tax relief and asked if royalty relief
actually cane from the royalty share. Representative Gara
said it does. Co-Chair Chenault inquired if Representative
Gara’s bill proposes severance tax versus royalty tax
relief. Representative Gara responded that it gives the tax
payer the option. Production tax relief is proposed in HB
3004.
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12:47: 56 PM

Representative Joul e addressed the conparison of the net to
the gross and asked about the “shelf life length” on the
gross. Representative Gara explained that the reference to
shelf-l1ife expired about five years ago because it included

no progressivity feature. |Including such a feature, changes
as the world price of oil changes & provides a nore stable
system He acknow edged that any system wll experience

sone fl aws.

HB 3004 was HELD in Conmittee for further consideration.
#

ADJ OURNVENT

The neeting was adjourned at 12:50 P. M
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