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HOUSE Bl LL NO. 488

"An Act repealing the oil production tax and gas production tax
and providing for a production tax on the net value of oil and
gas; relating to the relationship of the production tax to other
taxes; relating to the dates tax paynents and surcharges are due
under AS 43.55; relating to interest on overpaynents under AS
43.55; relating to the treatnment of oil and gas production tax
in a producer's settlement with the royalty owner; relating to
flared gas, and to oil and gas used in the operation of a |ease
or property, under AS 43.55; relating to the prevailing val ue of
oil or gas under AS 43.55; providing for tax credits against the
tax due under AS 43.55 for certain expenditures, |osses, and
surcharges; relating to statenents or other information required
to be filed with or furnished to the Departnment of Revenue, and
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relating to the penalty for failure to file certain reports,
under AS 43.55; relating to the powers of the Departnent of
Revenue, and to the disclosure of certain information required
to be furnished to the Departnment of Revenue, under AS 43.55;
relating to crimnal penalties for wviolating conditions
governi ng access to and use of confidential information relating
to the oil and gas production tax; relating to the deposit of
noney collected by the Departnent of Revenue under AS 43.55;
relating to the calculation of the gross value at the point of
production of oil or gas; relating to the determ nation of the
net value of taxable oil and gas for purposes of a production
tax on the net value of oil and gas; relating to the definitions
of 'gas, ‘oil," and certain other terns for purposes of AS
43.55; making conformng amendnents; and providing for an
effective date.”

- HEARD AND HELD
PREVI QUS COW TTEE ACTI ON
BILL: HB 488

SHORT TITLE: O L AND GAS PRODUCTI ON TAX
SPONSCR(s) : RULES BY REQUEST OF THE GOVERNOR
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W TNESS REG STER

DR. PEDRO VAN MEURS, QG| and Gas Consul t ant

to the CGovernor

Van Meurs Cor poration

POSI TI ON  STATEMENT: Presented information on the proposed
profits-based Petrol eum Production Tax (PPT).

ROBYNN W LSON, Director

Anchorage O fice

Tax Divi sion

Departnent of Revenue

Anchor age, Al aska

POSI TI ON STATEMENT: Answered questions regardi ng HB 488.

ROGER MARKS, Petrol eum Econom st
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Departnent of Revenue
POSI TI ON  STATEMENT: Presented HB 488 on behalf of t he
Adm ni strati on.

ROBERT M NTZ, Assistant Attorney General

Ql, Gas & Mning Section

Cvil Division (Anchorage)

Depart nment of Law

Anchor age, Al aska

PCSI TI ON STATEMENT: Began t he sectional analysis of HB 488.

DAN DI CKI NSQN, Consul t ant

to the Ofice of the Governor

Anchor age, Al aska

PCSI TI ON  STATEMENT: Presented HB 488 on behalf of t he
Adm ni stration.

ACTI ON NARRATI VE

COCHAIR RALPH SAMUELS called the House Resources Standing
Commttee neeting to order at 12:36:34 PM Representatives
Sanuel s, Seaton, LeDoux, Ranras, and Kapsner and were present at
the call to order. Representatives Crawford and O son arrived
as the neeting was in progress. Also in attendance were
Representatives Gardner, Kel |y, Kerttul a, Kohri ng, Meyer,
Neurman, Hawker, and Rokeberg.

HB 488-O L AND GAS PRODUCTI ON TAX

CO CHAI R RALPH SAMUELS announced that the only order of business
would be HOUSE BILL NO 488, "An Act repealing the oil
production tax and gas production tax and providing for a
production tax on the net value of oil and gas; relating to the
relationship of the production tax to other taxes; relating to
the dates tax paynents and surcharges are due under AS 43.55;
relating to interest on overpaynents under AS 43.55; relating to
the treatnment of oil and gas production tax in a producer's
settlement with the royalty owner; relating to flared gas, and
to oil and gas used in the operation of a |ease or property,
under AS 43.55; relating to the prevailing value of oil or gas
under AS 43.55; providing for tax credits against the tax due
under AS 43.55 for certain expenditures, |osses, and surcharges;
relating to statenents or other information required to be filed
with or furnished to the Departnment of Revenue, and relating to
the penalty for failure to file certain reports, under AS 43.55;
relating to the powers of the Departnent of Revenue, and to the
di sclosure of certain information required to be furnished to
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t he Department of Revenue, under AS 43.55; relating to crimna
penalties for violating conditions governing access to and use
of confidenti al information relating to the oil and gas
production tax; relating to the deposit of noney collected by
the Departnment of Revenue wunder AS 43.55; relating to the
cal cul ation of the gross value at the point of production of oil
or gas; relating to the determnation of the net value of
taxabl e oil and gas for purposes of a production tax on the net
value of oil and gas; relating to the definitions of 'gas,’
‘oil," and certain other terms for purposes of AS 43.55; making
conform ng anendnents; and providing for an effective date."

12:39:27 PM

DR. PEDRO VAN MEURS, Economic Consultant, informed the comittee
that the commttee packet should include the PowerPoint

presentation entitled, "Petroleum Production Tax." Dr.  Van
Meurs said that he would discuss the proposed profits-based
Petrol eum  Production Tax (PPT) from the i nt ernati onal

perspective. He began by highlighting that the fiscal system of
Al aska, applicable to oil and gas, consists primrily of four
conmponent s: royalties, production tax, property tax, and state
corporate income tax. Additionally, the federal corporate
i ncome t ax woul d be i ncl uded when perform ng
wor | dwi de/ i nternational conparisons. He then turned to slide 3,
which lays out the PPT as specified in HB 488. The PPT in HB
488 has a tax rate and tax credit of 20 percent, a tax-free
allomwance of up to $73 nillion, and a capex [capita

expenditure] clawback provision in the anount of 20 percent over
the last five years.

CO CHAIR SAMIELS recalled that when the economic limt factor
(ELF) was instituted an extraordinary tax break incentivized the
devel opment of satellite fields, which, 20 years later, has
resulted in the state having many satellite fields that don't
pay taxes. Therefore, Co-Chair Samuels inquired as to what
woul d prohibit a simlar situation [under HB 488] with the $73
mllion in tax-free all owances.

DR. VAN MEURS said he didn't foresee that problem because the
North Slope will be the terrain of the larger oil conpanies.
The level of investnent and the conplexity of the resource,
particularly in regard to heavy oil, is the kind of investnent
that large/major oil conpanies nmake. Therefore, he predicted
that the vast majority of Alaska oil and gas will be produced by
maj or oil conpani es over the com ng decades. However, the smal

oil conpanies could be attracted and the state would desire to
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attract them to the basins around Fairbanks and Cook Inlet.
Therefore, Dr. Van Meurs opined that there is definitely a place
in the petroleum industry for smaller conpanies, although he
said he didn't foresee a situation in which 90 percent of the
oil would be used by small conpanies 20 years from now.

REPRESENTATI VE LEDOUX i nquired as to what a capex cl awback is.

DR. VAN MEURS related that although he wasn't involved in its
devel opnment, he understood that the <concept 1is that oil
conpani es that have been investing for the last five years can
take capital expenditures as a deduction over a specified price

level, which he estimated to be $40 a barrel. He deferred to
M. Dickinson, consultant to the governor, for further details
and noted that his analysis doesn't include the clawback
provi si on.

12: 46: 17 PM

REPRESENTATI VE KERTTULA inquired as to what other jurisdictions
have inplenented something simlar to the capex clawback
provi si on.

DR VAN MEURS said that the concept of permtting past
depreciation when a new tax is introduced is a nornmal feature.
However, in [Alaska's] context it's a bit unusual since [Al aska]
permts a 100 percent wite-off of the capital expenditures.
Contributing to the uniqueness of the capex clawback provision
is the fact that it would only apply over a particular price
| evel . Therefore, the provision isn't easily identifiable in
ot her countri es.

12:47: 56 PM

DR. VAN MEURS continued with his fourth slide. He rem nded the
commttee that until early January 2006, he had reconmended a 20
percent tax and a 15 percent credit based on the international
conpetitiveness anal ysis. However, as a result of the economc
analysis done in DOR and input from the various other
consultants, he concluded that a 25 percent tax rate and 20
percent tax credit rate was a better package. The 20/20 PPT
package was adopted after his analysis, and therefore he noted
that his report doesn't include specific analysis on that. Dr .
Van Meurs noved on to slide 5 with an outline of his report. He
explained that the reason he preferred the 25/20 PPT and the
20/ 15 PPT is because the tax rate is high enough to bal ance the
credits. The 20/20 PPT is a slightly nore risky package because
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there may not be enough taxes to nmake up for the tax credit. He
cormmented that there are various risk distributions anong these
taxati on systens.

12:51: 52 PM

DR. VAN  MEURS, in response to Representative Kerttula,
hi ghli ghted the need to understand the bal ance between the tax
rate and the tax credit rate. He explained that if large tax
credits are wused due to high investnents, it results 1in
significantly less incone. Therefore, the notion is to have
sufficient incone for the tax credits to be taken, if the
conpani es heavily invest. He reiterated that good bal ances are
20/ 25 and 25/20, although he noted that the difference between
all of these packages is really small. Still, when there is a
lower tax rate conbined with a somewhat higher credit, it's
somewhat riskier for the state, he said.

REPRESENTATI VE ROKEBERG questioned whether the admnistration's
preference for the 20/20 ratio was inpacted by negotiations wth
the producers. He then asked if Dr. Van Meurs has been able to
guanti fy/ nodel the capex cl awback.

DR. VAN MEURS again deferred to M. Dickinson regarding the
cl awback provision. However, he related his understanding that

at higher prices, these taxes bring in billions nore in tax.
The cl awback provision, he opined, is just $1 billion and thus
is a relatively mnor conponent that wouldn't dramatically
change the economc inpacts. "Consequently, it is just a

feature that results in sonmewhat lower tax in the comng few
years than otherwise would ve been created, but it's not
sonmething that ... would change the basic conclusions that |I'm
al so presenting,"” he said.

12:56: 05 PM

DR. VAN MEURS rem nded the committee that he and M. Marks, DOR
presented the full slate of options to the House Finance
Comm ttee. He opined that all of the options are attractive to
the state, if there is at least a 20 percent tax rate.
Therefore, it becomes a question as to the precise balance for
the state in the opinion of the governor. From a consulting or

international analysis point of view, all of these systens are
closely related in ternms of conpetitiveness. The higher the tax
rate and the lower the tax credit, the nore revenue there is for
the state, he rem nded the comm ttee.
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12:57:19 PM

REPRESENTATI VE ROKEBERG i nquired as to why HB 488 wasn't drafted
with a 30/20 [ PPT] when anot her benefit was included.

DR. VAN MEURS pointed out that there can be higher tax rates

He noted that his report analyzed higher tax rates, including a
30 percent tax rate. However, he recommended not having a tax
rate that is too high because he believes it would gradually
make the system | ess conpetitive and the overall governnent take
beconmes gradually unattractive relative to other international
fiscal systens, and therefore conpanies would probably start to
invest less in Al aska. Dr. Van Meurs related his understanding
that the goal was for the taxes to bring in nore revenues, which
any of the [PPT] conbinations achieve. However, at the sane
time there was a desire to see nore investnent and stabilized
production. Therefore, the goal is to find the bal ance between
t he af orenmenti oned obj ectives, he said.

12: 59: 25 PM

DR. VAN MEURS noved on to slide 6, which relates the range of
cost scenarios that were anal yzed. He conmented that with this
type of fiscal analysis it's inportant to take a w de range of
cost and field sizes because one never knows what is there. | f
the Arctic National WIldlife Refuge is ever opened to oi
devel opment, the desire is to ensure that there's a fiscal
system in place that's adequate and that the fields provide the
benefit to the state. However, he acknow edged that the ongoing
devel opnments of the North Slope relate to the smaller fields
that are gradually getting expensive. In order to test whether
this test is suitable for a wide range of field sizes, prices,
and costs, much enphasis was placed on the high cost fields
because there is abundant evidence that the majority of the
fields will be "looked at" in the com ng years.

1: 02: 08 PM

DR. VAN MEURS pointed out that slide 7 relates the various
outcones with a 20/20 PPT tax. He explained that the negative
figures under the "dry hole" colum are due to the tax credits
and the deductions of the dry hole itself, for PPT purposes and
corporate inconme tax purposes. The 64.7 percent specified for
the total under the "dry hole" colum neans that the federal
government and the state absorb 64.7 percent of the cost of a
dry hole in terns of deductions. Therefore, the PPT will nake
an enornous contribution to increase the attractiveness of
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expl oration because a conpany could receive $6.47 back for every

$10 spent. Furthernore, exploration would becone far nore
attractive throughout Al aska. He then turned attention to the
"50 MM" and explained that the snaller fields are nore

attractive because of the $73 nmillion allowance and don't pay
the PPT, although they receive the tax credits. The hope is

that will increase [exploration] activities, particularly
outside of the North Sl ope. He then reviewed the Al aska
government take under various scenarios, which illustrates that,
in terms of field size, there is a progressive system with a
heavy burden on the larger fields. Therefore, new investnents

woul d generate very significant revenue flowto the state.

DR VAN MEURS noved on to slide 8, which illustrates the
importance of tax credits for small fields. The tax credits
have a considerable inpact on the break-even point, he rem nded
the commttee. The graph provides sensitivity analysis for a
PPT of 20 percent with no tax credits, a 15 percent tax credit,
and a 25 percent tax credit. The slide illustrates that the

break-even point, in ternms of the PPT received, depends upon the
tax credits. He pointed out that the higher the credit, the
hi gher the break-even price.

1:07: 16 PM

DR. VAN MEURS highlighted that the graph on slide 9 illustrates
the rate of return on a 150 mllion-barrel field. Again, this
is a sensitivity analysis of the tax credits. The graph

illustrates that the internal rate of return (IRR) is primarily
determined by these tax credits. Therefore, the 20/20 [PPT]
would result in the same return as the current system in Al aska
for the specified field size. As the tax credit increases, the
| RR increases. The graph specifies that the IRR can be
i ncreased by alnost 7 percentage points by nmoving from O to 25
percent. The 20/20 [PPT] proposal in HB 488 would significantly
increase the IRR, and therefore it makes investnent in smaller
fields or fields of any size by smaller conpanies far nore

attractive. Slide 10, he said, enters into the international
conpari son. He explained that his job was to ensure that
what ever system was sel ected woul d be internationally
conpetitive. The anal ysi s careful ly compar es ei ght

jurisdictions in which the conpanies are very active and thus
the terns are sufficiently attractive to nerit significant
i nvest nent .

1:11: 16 PM
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DR. VAN MEURS said that slide 11 is inportant. He expl ai ned
that one of the large drawbacks on the Alaska North Slope is
that the wellhead prices are nuch less than anywhere in the
world relative to Wst Texas Internmediate (W) taxes. He noted
that there is a quality differential of about $2.00, which
varies from day-to-day. Therefore, in conparing the North Sl ope
with the U S @lf of Mexico, Al aska inmediately has to overcone
a $7.00 difference [in value wth Mexico]. He noted that
Azerbaijan is simlar to Alaska in that it is a |ow netback
country and thus has low well head prices relative to the world
price. Wthin the econom c conparison, Dr. Van Meurs said that
he subtracted the differential in order to address it and thus
if Alaska is conpared with Norway or the United Kingdom the

assunption is that the value of the crude oil in Alaska is $7
less than in the @lf of Mxico or $6 less than in Norway.
Therefore, if the graph illustrates that Alaska is conpetitive

it's a real conpetitiveness because it corrects for the |ow
wel | head pri ces.

1:13: 51 PM

DR. VAN MEURS then turned the commttee's attention to slide 12,
whi ch presents a graph conparing Norway and the United Kingdom
The af orenmenti oned exanple was chosen because it presents a good
spread in that the United Kingdom has an overall governnent take
that is an overall percentage of the profits of about 50 percent
whereas for Norway it's about 78 percent. Consequently, that
al nost represents the world from the |ower governnent takes to
t he hi gher governnment takes. Slide 12 represents an IRR on a
very large field. Slide 13 addresses smaller fields for new
i nvestors whereby the IRR becones very significant due to the
tax credit. From an international perspective, these snaller
fields would be nore attractive for the new investors, he said.

1:15: 49 PM

DR. VAN MEURS, in response to Representative Seaton, explained
that the 20/20 [PPT], which has an attractive tax credit, would
have a high IRR Furthernore, it fits right over the United
Kingdom and is a bit higher than the United Kingdom at the
hi gher price levels. At the low price levels for small fields,
it's difficult to be attractive conpared to internationa
circunstances because at $22 the $7 has to be subtracted for the
net back, and furthernore there is a very high cost for that
field. Therefore, no matter the case, at |low prices small
fields aren't very attractive and not nmuch can be done to
address it.
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REPRESENTATI VE KERTTULA asked if she understands the graph on
slide 13 correctly in that the 25/20 [PPT] at the high price
provi des the highest IRR

DR. VAN MEURS replied yes. He explained that small fields with
new i nvestors who receive the $73 nmillion allowance woul dn't pay
taxes and would still receive the tax credits. Therefore, the
higher the tax rate and the tax credits, the higher the IRR
because of the nuch higher carry forward on the |osses and thus
it actually boosts how nuch the conpany gets back. In other
words, the 25/20 [PPT] provides $.45 per dollar while the 20/20
[PPT] only provides $.40 per dollar, and therefore the 25/20
[PPT] is nore attractive. However, once one reviews |arge
fields, that's not necessarily the case.

1:19: 00 PM

COCHAIR SAMJELS related his understanding then that the
assunption is that it's a small new conpany with no other wite-
offs for the $73 mllion.

REPRESENTATI VE KERTTULA inquired as to what would occur with a
30/ 20 [ PPT]. She asked if it would result in the [IRR being
even higher for the small fields.

DR. VAN MEURS replied yes, and reiterated that the higher the
tax rate and the higher the tax credit, the higher the IRR  For
exanple, if the system in place was a 30/30 [PPT], the conpany
woul d receive $.60 per dollar, which illustrates that one nust
take care with these high tax credits and find the right
conbi nati on

1: 20: 40 PM

CO CHAIR SAMJELS surm sed then that a 30/20 [PPT] would have a
hi gher IRR for the conpany than would a 25/20 [PPT]. However,
he inquired as to whether both [the tax rate and the credit]
woul d have to go up because only increasing the tax rate would
seemto |l ower the IRR

DR. VAN MEURS explained that the reason for the situation is
because the conpany isn't paying the tax because of the $73
mllion shelter. Therefore, it's an enornous incentive for the
conpani es.

1: 21: 30 PM
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DR. VAN MEURS noved on to slide 14, which reviews the overall
governnment take of the various countries with Norway being on
the high end of the international scale and the United Kingdom

on the |ow end. The graph illustrates that Alaska fits in the
m ddl e, although l|ocated nore closely to the United Kingdom
The graph further illustrates that the governnment take [in

Al aska] is nodest, which is because of the earlier nentioned $7
[net differential] problem that doesn't allow [Al aska] to "ask"
the same as Norway or the United Kingdom However, the graph

highlights that from an overall governnment take it doesn't
really matter whether the [PPT] is 25/20, 20/20, 20/15, or
25/ 20. At nost, there is a 2 percent difference between the
options and thus small changes in the PPT only have snall
effects on the international conpetitiveness. He said that the

same is true for smaller fields, although the [governnent take
for the various countries] starts to spread a bit at very |ow
prices due to the high costs of these fields and thus creates a
nodest degree of progressivity on the PPT.

1: 24: 28 PM

DR. VAN MEURS continued with slide 16, which reviews the PPT and
conpetition. He explained that he systematically rated the
fiscal systenms to conpare themw th the other nations around the
world in order to determ ne whether there was an inprovenent in
conpetitiveness when noving fromthe current system to the PPT
Slide 17 clearly rates the 20/15 and 25/20 systenms for the
various countries. He highlighted that under the 20/15 [ PPT]
Al aska doesn't rate very well. However, with Alaska's PPT, the
rating inproves. Wth the 25/20 [PPT], the conpetitiveness is
improved a bit, primarily because stronger tax credits are
achi eved. Dr. Van Meurs opined that under the 20/20 [PPT] it
woul d show a slight further inprovenent in the conpetitiveness
i ndex.

1:27:13 PM

REPRESENTATI VE GARA inquired as how Al aska's conpetitiveness
woul d be inpacted if the 30/20 [PPT] was in place.

DR. VAN MEURS opined that it wouldn't be too different fromthe
25/ 20 [ PPT]. He further opined that the 30/20 [PPT] would be
somewhat |ess conpetitive because of the higher tax rate that
would begin to [infringe] on the overall governnment take.
Still, [the 30/20 PPT] would be nore conpetitive than Al aska's
current system He explained that how the 30/20 woul d precisely
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rate conpared to the 25/20 [PPT], depends upon the effect on the
smal ler fields. However, he suggested that it would rate
sonmewhat |ess that 244, but significantly better than 363. In
further response to Representative Gara, Dr. Van Meurs agreed to
provide the conmttee wwth a rating for the 30/20 [PPT].

1: 29: 29 PM

REPRESENTATI VE ROKEBERG hi ghlighted that slide 17 specifies that
the 20/20 [PPT] would rate sonewhat nore attractive to investors
than the 25/20 [PPT], although not significantly nore. He asked
if that includes the provisions for the capex clawback. He also
inquired as to what inpact that would have on the cal cul ati ons.

DR. VAN MEURS clarified that the aforenentioned statenments don't
i nclude the capex clawback. He related his understanding that
the capex clawback is a corporatewide feature and thus isn't a
field-by-field feature. However, Dr. Van Meurs related that his
anal ysis was performed on a field-by-field basis, which is what
his conpetition analysis is based on because investors nake
decisions on individual field opportunities. Therefore, the
[ capex] clawback wouldn't typically be included in a rating of
this nature because the conpanies can deduct it regardless of
t he econom c anal ysi s.

1: 31: 23 PM

CO CHAIR SAMUELS related his understanding that the analysis on
slide 17 is for a new conpany that can take advantage of the $73
mllion if that conmpany has not taken advantage of that $73
mllion in another field in another investnent.

DR. VAN MEURS said that would be true. He then posed an exanple
in which a new conpany enters [a field] for the first tinme and

receives its $73 mllion tax-free allowance. If that conpany
invests in another field, it places the conpany over the $73
mllion allowance and the PPT would rate significantly |ess
attractive. Consequently, the rating is for first investors who
would really obtain a boost to enter. Once the first investors
are in and settled, the PPT is still better than the current
system However, not significantly better, as illustrated in
the ratings and thus conpanies would still view Al aska as a nore
attractive environment than before. The aforenentioned is

exactly what's desired because once the conpanies are
established, the incentives to reinvest through the tax credits
are beneficial although the $73 million allowance is gone and
the full tax is paid on any size field.
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1: 33: 03 PM

DR. VAN MEURS confirmed that the analysis and the $73 mllion is

for new investors wth their first investnent in Al aska.
However, he noted that the report also includes rating analysis
for current operators. He related that the analysis illustrates

that the [proposed] system would be sonewhat nore attractive
from an investnent point of view, although not as attractive as
slide 17 presents.

REPRESENTATI VE ROKEBERG surmised then that current producers
with some costs in capital investnents would have a slightly
hi gher rate of return than are shown because of the cl awback.

1: 35: 00 PM

DR. VAN MEURS replied yes, and explained that from an overall
corporate perspective the clawback would primarily benefit the
| arger conpanies in Alaska and would |lower their total PPT
paynents for a few years.

CO CHAIR SAMUELS related his understanding that ConocoPhillips

Al aska, Inc. ("ConocoPhillips") would receive the $73 mllion
wite-off, but as it noves forward to invest in another field
the $73 mllion won't be counted because it has already been
witten off. Therefore, the proposal wll only apply to a
conpletely new conpany with zero [current investnent in the
state]. He surmsed that this won't apply to even sone of the

smal l er conpanies, such as Anadarko Petroleum Corporation
("Anadarko") that mght be comng close to $73 nillion in
current investnents in Al aska.

DR. VAN MEURS agreed and specified that he is attenpting to

illustrate that Alaska is attractive to new conpanies. He
pointed out that these slides are representative of snall
conpanies that don't go over the $73 mllion or new investors
such as Shell. Al t hough a conmpany such as Anadarko is in the
mddle, and wll still benefit significantly in the overall
corporate cash flow from the $73 mllion, there wll be
production that would go over that limt, making the
reinvestnment in new fields not as attractive. For the smaller

conpanies in a heavy investnent node, such as Pioneer, the
conpany would have so nmany tax credits that it wouldn't pay
anything, even if it's over the $73 mllion. The |arge
conpanies, as illustrated by M. Marks' analysis, have so mnuch
exi sting production that the $73 million is alnost neaningless.
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Furthernore, the larger conpanies' level of reinvestnent as
conpared to existing production is relatively nodest, and thus
as long as the prices are reasonably high, the |arger conpanies
will pay a significant additional PPT.

1: 39: 38 PM

REPRESENTATI VE SEATON asked if the |arge conpanies still receive
the tax credit for their investnent.

DR. VAN MEURS replied yes. Therefore, wunder the 20/20 [PPT]
system if ConocoPhillips wanted to drill a new exploration well,
it would receive $4 for every $10 it invested. Consequent | y,
even for the ConocoPhillips conpanies, this proposal is a
significant encouragenment to reinvest. Faced with |large
i nvestnment and budgets, the tax credit portion of the PPT is
really designed to get [the |arge conpani es] going on those kind
of devel opnents.

1:41: 32 PM

DR. VAN MEURS pointed out that slide 18 shows the heavy oil
i nvestnment and the various PPTs. The graph illustrates that no
matter the system the tax credits are very inportant for heavy
oi | devel opnent. Therefore, he opined that there will be much
nore action with heavy oil, which is necessary to fill the
pi peline and mai ntain production. Dr. Van Meurs further opined
that much of the production in Alaska will come from the major

oil conpanies and this systemis designed to provide themwth a
strong incentive to maintain production on the North Slope and
ensure that new technol ogi es and i deas are bei ng devel oped.

1:43:57 PM

REPRESENTATI VE ROKEBERG recal | ed the 400-500 differential in the
IRR, particularly as it relates to heavy oil. However, the
graph doesn't really illustrate the [magnitude] of the
difference between a 20 and a 25 percent tax credit. He

requested that Dr. Van Meurs speak to the actual nunbers and the
i mpact of the 5 percent difference on the IRR

DR. VAN MEURS explained that there's about a 1-2 percentage
point difference between a 20 percent tax credit and a 25
percent tax credit. He further explained that the graphs were
included in the report because there was the desire to determ ne
whet her the state should support heavy oil production, even with
a higher tax credit than the 20 percent. As the graph
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illustrates, the difference isn't that nuch, and therefore at
the 25 percent tax credit, the risk for the state becones too
hi gh. Consequently, Dr. Van Meurs opined that the 25/20 or
20/ 20 [PPT] are good systens to pronote heavy oil and there is
no need to over stinulate that production wth higher tax
credits. In further response, Dr. Van Meurs confirned that
those figures are available in his report.

1: 46: 36 PM

DR. VAN MEURS, in further response, clarified that the PPT is
designed to stinmulate heavy oil exploration as well as
[exploration] in the smaller fields in other areas.

CO- CHAIR RAMRAS recalled the presentations' from prior day's
hearing, and expressed the need for there to be an apples-to-
appl es conpari son. He then inquired as to whether Dr. Van
Meurs, on the tax credit side, is confortable with the things
that are not included, such as the depreciation, the royalty
paynents, the tax on which it's based, et cetera. He rel ated
hi s understanding that adopting the approach [in HB 488] would
make the accounting arm of these large oil conpanies nmuch nore
material in regard to how to formulate new investnent in the
state because they wll take advantage of these tax credits.
"Are you satisfied that we have enough of a collar on the
ability of the accounting arns of the large oil conpanies to not
be too exploitative of how to manage the credit side of this
equation,” he asked. He requested that Dr. Van Meurs al so speak
to the cost side as well.

1:49: 56 PM

DR. VAN MEURS noted that the vast mpjority of countries have
established a profit-based system Wen a country establishes a
profit-based system it requires a deeper accounting of costs
and revenues. He explained that there nust be sufficient power
and definition in order to prepare detailed regulations and
accounting procedures for conpanies to calculate the PPT. He
noted that also contenplated is to nmake use of the joint venture
accounting systens that the conpanies naintain. Ther ef or e,
there are different ways to tie into the extensive accounting
that is already being done. Moreover, it wouldn't be a nmgjor
probl em to organize those systens. Dr. Van Meurs pointed out
that [HB 488] also contenplates that in 2006 conpanies wll be
allowed to continue on the old basis and then in March 2007
there will be a "through up” to ensure that everything has been
cal cul ated properly. From the governnent side there will be a
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shift in enphasis. He pointed that Al aska already has nodest
experience with running profit-based systens through the net
profits leases that it has held for decades. However, the scale
of the PPT will be much larger and thus Alaska will also have to
prepare for nore in-depth auditing and accounting. He pointed
out that although conpanies will try to take advantage of [what
they can], in Alaska there is an extrenely sound base of highly
know edgeabl e people who can be hired. Alaska, he opined, is on
the forefront of the oil and gas industry and has the
infrastructure to properly do this without rmuch difficulty.

CO CHAI R RAMRAS asked, "What kind of a shift and what kind of an
enpowernment are we going to see from the different accounting
arms of the |arge producers and sone of these smaller conpanies
to begin to nake that shift and that assessnent of whether
projects in Al aska are viable as they try to shelter incone by
t aki ng advantage of tax credits and the different variables that
are going to drive that?"

1:55:47 PM

DR. VAN MEURS related his belief that the world is reacting
quickly to the new incentives as the world is beconing nore
conpetitive. The introduction of the PPT system which is
oriented toward reinvestnent and investnment while gaining
significant revenues will gain the attention of a w der group of
i nvestors. The aforenmentioned is desirable and will increase
production, he said.

1:57: 35 PM

REPRESENTATI VE SEATON referred to slide 3 of Robynn WIlson's
[ Tax Division, Departnent of Revenue (DOR)] presentation on
February 22nd, which speaks to increnental revenue based on the
Department of Revenue forecast. That slide illustrates that
Al aska's inconme under the PPT will perform better through md
2008 than under the current system with ELF. However, the PPT
seens to under perform and generates |ess noney than the current
system through md 2010 after which tinme the PPT and the current
system remai n even. He then pointed out that Dr. Van Meurs'
slide 15 shows the current system out perform ng the PPT system

DR. VAN MEURS pointed out that [the outcones] depend on the

various assunptions made, including the oil prices. If oil
prices are assunmed to be relatively low and it's assuned that
there will be considerable investnent, the PPT won't be very
st rong. If the prices are high, the PPT will be much higher.
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He rem nded the conmittee that he has not been able to eval uate
the clawback and doesn't know whether M. WIson's graphs
i nclude that feature. The broad concept, he explained, is that
at low prices, the PPT could be less than the current system
Dr. Van Meurs remnded the conmttee that he has been working
with the state since 1996 and has been nonitoring the ELF
annual | y. The nost striking discovery is that the predictions
of the ELF seemto decrease each year. For exanple, three years
ago the ELF was predicted to be at .1 or .2 in the year
2011/ 2012. However, it is all gone and the ELF is crashing a
ot faster than the typical production forecasts. Ther ef or e,
when |l ooking forward to 2015 or later, one nust keep in mnd
that the ELF may decline faster than the official forecast. The
af orenenti oned, he opined, nmakes the introduction of this new
system very inportant to avoid entering a situation that's far
wor se than al ready predicted.

2:02: 06 PM

ROBYNN W LSQN, Director, Anchorage O fi ce, Tax  Division,
Depar t ment of Revenue, interjected that Dr. Van  Meurs'
presentation is on assuned field sizes while the figures in the
fiscal note and the charts provided [by her to the conmttee
yest er day] are actual Al aska nunbers based on certain
assunptions, which will be fully explained |ater.

2:03: 07 PM

REPRESENTATI VE CRAWORD related his wunderstanding that [this
proposal] is setting tax rates for both oil and gas at the rate
of 6,000 cubic feet of gas per barrel of oil. However, all the
charts are related to the worldw de conpetitiveness of oil.
Therefore, he inquired as to whether, by setting these rates,
the state's conpetitiveness with gas is being changed.

DR. VAN MEURS expl ained that the reason the charts focus on the
conpetitiveness with oil is related to [the notion] that a
stranded gas contract would be presented, which includes
provisions with respect to the production tax for gas that
differ fromwhat's presented today. The idea with the stranded
gas contract is that the state takes its taxed gas in-kind,
which is a totally different concept. Since it's a totally
different package with regard to the North Slope gas that nmay
come on-line as a result of the stranded gas contract, he said
he didn't present the hypothetical case of the system also
applying to the large gas developnents in the North Sl ope. | f
the stranded gas contract doesn't pass or isn't submtted, then
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these ternms will apply to gas as well as oil. |In that case the
Poi nt Thonson field would be positively inpacted. The overal
structure and investnent behavior of the tax would be simlar,
he sai d.

2: 06: 35 PM

REPRESENTATI VE CRAWFORD asked if Dr. Van Meurs neans that Point
Thomson woul d be positively affected for the |easeholder or the
current operator of the field. If so, would it be nore
conpetitive and reduce the state's take, he al so asked.

DR. VAN MEURS answered that the behavior will be the sane. He
posed a situation in which there is no stranded gas contract and
[HB 488] only applies to Point Thonson. |In regard to what would
happen, he explained that Point Thonson would receive the sane
40 percent tax credit as any oil devel opnent. Therefore, since
the capital costs at Point Thonson are high, that would be an
attractive feature. At the sane tinme, Point Thomson is a |arge
field and thus over tinme the PPT would decrease significantly

and the revenues for oil and gas would be added together. The
aforenmentioned would result in the total gas take being very
significant and very high if prices increase. Therefore, the
overall behavior denonstrated for oil would also apply to the
gas developnent, in case there isn't a stranded gas contract
If there is a stranded gas contract, the law would still apply
for oil.

2: 08: 50 PM

CO CHAIR SAMJELS asked if the following is correct: the gas
line itself is paid for by the tariffs; this [legislation]
woul dn't have any inplications on the nmain gas line or the gas
treatment plant (GIP)

DR. VAN MEURS resounded that the tax credits he nentioned wll
not apply to the main gas Iine. In further response to
Representative Samuels, Dr. Van Meurs confirnmed that the tax
credits are paid for by the tariffs, the users, and the shippers
of the gas.

COCHAIR SAMJELS clarified that the tax structure for the gas
pipeline will be established in the contract. Furthernore, if
there is a contract, the tariffs will pay for the gas line and
t he associated facilities.
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REPRESENTATI VE GARA said he is trying to differentiate between
the 25/20 and the 20/20 plans. He recalled that Dr. Van Meurs
had related [prior to the 20/20 plan] that the 25/20 plan and a
January 1st effective date would place the state in a strong
position conpetitively and would provide a fair return to the
st at e. He asked if that assunption renmains the sane with the
25/ 20 pl an.

2:10: 49 PM

DR. VAN MEURS echoed his earlier coments that the 25/20 and
20/ 20 plans are both very conpetitive systens and considered
very attractive to investors. However, a retroactive start date
in January as conpared to a md-year start would gain an extra
hal f year of inconme to the state, although typically taxes start
after they have been approved. Dr. Van Meurs confirnmed that a
January 1st start date wouldn't inpact the conpetitiveness of
the system because new investors will not have to pay tax for a
whi | e. However, the difference between a January 1st and July
1st start date is the inpact on current production.

2:13: 29 PM

REPRESENTATI VE KERTTULA surnmised that [the January 1st start
date] would provide another six nmonths and would result in the
full five years for the clawback

DR. VAN MEURS deferred to M. Dickinson

REPRESENTATI VE  KERTTULA turned attention to the royalty
reduction and related her belief that it nakes sense during
expl orati on. However, once the conpany starts producing, she
guesti oned whether the credit should continue. She asked if Dr.
Van Meurs has seen systens that work that way.

2:15: 20 PM

DR. VAN MEURS expl ai ned that the reason to | ook at a broader tax
credit I n Al aska IS because bui | di ng t he necessary
infrastructure is an enornous obstacle for nmany of the investors
entering Al aska. The beauty of the proposed tax is that it is
an enornous help for the smaller conpanies when building the
infrastructure such that a w der group of conpanies can have
access to it. Furthernore, a nmuch stronger basis for
devel opnent is forned, he stated.

2:17: 33 PM
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REPRESENTATI VE LEDOUX asked when the capex clawback feature was
first discussed.

DR. VAN MEURS said it was discussed over the |ast week. He
noted that the capex clawback was part of the discussions the
governor had with the oil conpanies and was a conponent [that
attributed] to the conpanies supporting the package. He
clarified that the concept of recovering prior cost was
di scussed anong the experts in DOR when alternatives to the ELF
were di scussed and when the PPT was discussed, but the officia
inclusion in the package occurred in the |ast tw weeks.

2:19: 58 PM

ROGER MARKS, Petrol eum Econom st, Departnent of Revenue (DOR),
informed the commttee that he would provide a quantitative
analysis of HB 488 and how it inpacts revenues as conpared to
the status quo. He further informed the conmttee that he would
describe the departnment's nodel and its assunptions as well as
the long-term cunulative revenues, annual revenues, and
observations regarding the corporate take resulting from the
t ax. M. Marks then referred to the PowerPoint entitled, "PPT
REVENUE STUDI ES. "

2:22:47 PM

MR. MARKS explained that it is inportant to know how nuch oi

there will be, which is difficult to forecast. For the nodel

whet her there is enhanced exploration success and devel opnent or
not and whether there is a gas |line or not, both of which would
i npact vol une scenari os, were segregated. He specified that the
presence of a gas |line would inmpact oil volunmes because Prudhoe
Bay volunes would decline earlier on, although the |life would be
ext ended. Mor eover, the assunption is that Point Thomson woul d
conme on line, although whether or not it's economc wthout the
gas line is a question that remains. The assunption, from DOR

is that Point Thonson will only come on line with a gas line
The DOR, he related, believes that with Point Thonmson there wll
be 15 trillion cubic feet (tcf) additional gas that wll be
di scovered, and furthernore the departnent believes oil wll

al so be discovered with that.

MR. MARKS explained that he would present a |low and high
scenario such that the |ow scenario doesn't include the enhanced
vol unes and gas |ine. As specified on slide 5, no enhanced
vol unes and no gas |line produces a total of 5.5 billion barrels
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t hrough 2030. The nodel includes no additional heavy oil at
prices under $30. The basis of the volunmes are included in
DOR s revenue sources book, including oil that is in devel opnent
now and some fields that are wunder evaluation. He then
expl ai ned that the high volune scenario assunes enhanced vol unes
and a gas line, which would produce 10.5 billion barrels through
2050. The departnent further assumes that at the aforenentioned
point, the North Slope would be cut off at 2030 because it

beconmes questionable whether there would be enough oil to
support the pipeline at that point. The high scenario includes
an additional 3.2 billion barrels of conventional oil, including
700 mllion barrels fromthe gas line as well as an additiona

1.8 billion barrels of heavy oil. Al t hough DOR doesn't know
from where the oil wll cone, the United States GCeol ogica

Survey (USGS) and Al aska's state geologists, in reviewing the
reserves on state and federal l|and, estimate that 23 billion
barrels would be discovered in the nmean comercial case.

Therefore, the volune scenarios range from 5.5 billion barrels
to 10.5 billion barrels.

2:26:49 PM

MR. MARKS turned attention to the graph |ocated on slide 6. He
explained that the fluctuation in the high volunme scenario
represent a series of new fields starting every four years. M.
Mar ks pointed out that DOR knows the follow ng: the nore that
is invested, the nore is produced; the nore incentives there
are, the nore investnent there is; the credits in the PPT are
i ncentives; higher taxes provide |less investnment; higher prices
elicit nore investnent; and investnent is driven by conpetitive
i nternational opportunities. However, the departnent doesn't
know how to quantify the aforenentioned. Therefore, the vol unes
as given were taken and the revenue effects specified are
entirely attributable to tax mechanics.

MR. MARKS then turned to the question as to why the proposa
went from a 25/20 [PPT] to a 20/20 [PPT]. He commented that
what is internationally conpetitive is a broad spectrum that's

continually evol ving. I f high prices continue, much oil that's
not economc wll becone so and there could once again be a
situation in which governnents are conpeting for investnment. He

opined that nore oil comng on line may reduce the conpetitive
edge governments have if there are nobre governments conpeting
for the sane anount of investnent. He rem nded the commttee of
the Lafer (ph) curve, which showed that as taxes increase, nore
revenue is collected. However, if taxes increase too nmnuch,
income could be lost and international economsts don't know
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exactly the point at which high tax rates lead to reduced
activity. Therefore, the governor's 20/20 proposal attenpts to
[ensure that the tax rates don't becone high enough to lead to
reduced activity].

2: 30: 23 PM

MR. MARKS returned to the PowerPoint and the assunptions related
to costs and prices, as specified on slide 7. He acknow edged
that "at the end of the day" these nunbers won't be correct

M. Marks inforned the commttee that the PPT will subject the
[state] to cost wvolatility such that if the ongoing capital
costs, operating costs, and devel opnental capital costs are off
by $1, the annual revenues of the state wll differ by $200
mllion up or down. He highlighted that for nodeling purposes,
the costs and prices are in real 2005 dollars and the heavy oil

is discounted 8 percent for quality while viscous oil is
di scounted at 4 percent for quality. M. Marks then turned
attention to the cunul ative revenues for the high and | ow vol une
scenarios as presented on slide 8. In the enhanced volune

scenario, which includes the oil fromthe gas |line, the revenues
specified don't include the gas |line severance taxes, although
they do include the gas |ine costs. He expl ained that the PPT
is structured such that the upstream costs associated with the
gas and the capital costs for devel oping new gas fields would be
subj ect to deductions and credits through the PPT. I n response
to Co-Chair Sanuels, M. Mirks confirned that "it" would be
upstream of the GIP and wouldn't include the nmain |ine.

2:35:41 PM

REPRESENTATI VE GARA surnmised then that there will be enhanced
volunes of oil if there is a gas pipeline because oil wll be
found during the developnent of the gas fields. However, the

producers have always said that once gas is produced, |ess oi
will be derived from those [gas fields]. He asked whether the
notion that there will be nore oil if the gas line is built is
based on science or is it debatable.

MR. MARKS said there are two different effects. At Prudhoe Bay,
once gas is depleted from the reservoir, there is a loss in

pressure, and initially Prudhoe Bay volunes wIl|l decrease.
However, M. Marks opined that in the absence of a gas Iine,
Prudhoe Bay will shut down in 2030. Therefore, with a gas |ine,
it beconmes nore economc to keep the oil flowng and thus
extended fuel life is experienced at Prudhoe Bay. He pointed
out that the extended life doesn't offset all the oil |ost
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earlier. He estimated that at the end of 45 years, Prudhoe Bay,

as a result of a gas line, may [produce] 150 mllion barrels
| ess. The other effect is that between Prudhoe Bay and Point
Thonmson there is about 35 tcf. Since [the departnent] believes
the gas line would be built with 50 tcf in mnd, it believes
people wll |ook for another 15 tcf, which the departnent
believes is there. When that 15 tcf is discovered, there wll
be oil associated with it. The gas line is a net effect of
about 700 mllion Dbarrels of addi ti onal oi |, i ncl udi ng
approximately 250 mllion from Point Thonson, 150 mllion | ost

from Prudhoe Bay, and 600 mllion from the yet defined gas
field.

2: 38: 05 PM

CO- CHAIR SAMUELS interjected that the GIP and the gas line wll
be paid for by the users of the gas. Therefore, the GIP is
included in the tariff.

MR. MARKS clarified that the high volune scenario includes the
gas line costs not the gas |line revenues. At $5 gas, the gas
line's revenues would anpbunt to about $1 billion a year. In
order to provide further clarity, M. Marks explained that the
costs that are deductible and subject to the <credit are
technically costs upstream from the point of production. He
confirmed Co-Chair Samuels understanding that the GIP and the
pi peline woul d not be subject to these deductions and credits.

MR. MARKS then noved on to Figure 2A on slide 9, which shows

cunmul ati ve revenues between the status quo and HB 488. The
graph illustrates, depending upon the price, that the total
revenues are either $2 billion less or $25 billion nore. The
crossover point under the specified assunptions is $26.50. In

reviewing these graphs, M. Mrks encouraged the conmttee to
keep in mnd that the ELF is a nodest standard of conparison.
Wth regard to the crossover point, he encouraged everyone to
keep in mnd the slope of the line as well as the [anmount] at
the crossover point. In reference to Figure 2B on slide 10, M.
Mar ks highlighted that although Plan B has a higher crossover
point, it [over the long term receives nore noney that Plan A

2:42: 11 PM
REPRESENTATI VE GARA returned to Figure 2A on slide 9, which
specifies a crossover point at $27 a barrel and illustrates that

the state would receive | ess noney under the proposed 20/20 plan
versus current |aw He recalled the departnent's fall forecast
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for the next fiscal year that estimates total gross revenue of
about $6.5 billion and conpany profits of about $2 billion,
which is about a 30 percent profit margin. Representative Gara
guestioned whether that's a high profit margin at which to begin
to reduce taxes.

MR. MARKS offered to provide Representative Gara an answer after
thinking it through. He mentioned the need to be careful
because heavy oil is expensive and under $30, the departnent
doesn't believe it makes sense. Furthernore, one nust take into
account what other countries are doing at those prices, the
answer to which he deferred to Dr. Van Meurs.

REPRESENTATI VE GARA asked if the nunbers provided by the
department in regard to corporate profitability are reliable.

MR. MARKS said he hasn't reviewed the nunbers hinself, and
therefore he said that he was unconfortable addressing them at
this point.

REPRESENTATI VE SEATON recalled that since this is a percent
profits tax, the inpact of heavy oil isn't as great as it would
be for a gross tax. However, now he understands M. Marks to be
saying this is not the case, and "not only do we discount what
is going to be there, but even with the percent profits tax and
the credit back, now we're again reinjecting a consideration
that heavy oil has to be considered differently."

MR. MARKS clarified that the [crossover point] of $26.50 is a

m xture of all the oil, both the heavy and the |Ilight.
Therefore, increasing the tax rate or decreasing the credit rate
to decrease the crossover point inpacts all the oil, including
the heavy oil. The effect is to water down the beneficial
effects of the PPT because heavy oil requires a lot of
i nvest ment . This all nakes heavy oil nore of a challenge than

it's structured to be treated in HB 488, he said.

2:46: 13 PM

MR. MARKS nmoved on to Figure 3A on slide 11, which relates the
hi gh vol ume scenari o. He highlighted that the crossover point
is higher, which reflects the gas line costs and the heavy oil
wi thout the gas revenues. Therefore, wunder the high volune
scenari o, depending upon the price, [the state] receives from $3
billion less to $42 billion nore. On slide 12, the high vol une

scenario with 2.5 percent inflation results in a crossover price
of $28. He then turned his attention to slide 13 regarding the
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annual revenues. He pointed out that at $20 a barrel, the state
woul d | ose noney and woul d have bigger problens than having the
wong tax system

MR. MARKS, in response to Representative Croft, confirned that
the status quo nunber [on the graph on slide 14] decreases due

to the ELF as well as the defining volune. He then directed
attention to slide 15, which reviews the |ow volunme scenario
with $40 per barrel. He then infornmed the comnmttee that one

year at $40 per barrel oil allows the state to recover what it
lost in the three years at $20. Therefore, the state nakes nore
nmoney at high prices than it loses at |ow prices. He rem nded
the commttee that with the capex clawback included at prices
over $40, [the state] would [receive] $170 million less for five
years. He then turned to why the clawback is included in HB
488, and explained that nost of the investnment nade to produce
oil is made to produce future oil. The rationale for having the
clawback is to not penalize the producers for not deferring
t heir investnents.

2:51:28 PM

REPRESENTATI VE HOLM pointed out that the [producers] made the
i nvestment when oil was predicted to be about $25 a barrel, and
therefore when the price of oil increases, it changes the
[ producers'] view of their investnent life as well.

MR. MARKS reiterated that investnments are for future oil, that
is oil taken three to fifteen years in the future. The
conpanies could have deferred those investnents, and this
woul dn't penalize them for not doing so.

CO- CHAIR SAMJELS inquired as to when the producers expect the
i ncrease in vol une.

2:53: 15 PM

MR. MARKS recalled the 1990s during which extensive gas handling
expansion projects were inplemented. At that time, nore gas was

comng up with the oil, and that was the limting factor of
producti on. Therefore, nmnulti-billion dollar facilities were
built in order to process the gas. O herwi se, the producers’
oi | production would have pl unmeted. Those investnents nade in
the early 1990s are still producing lots of oil. Along the sane

vein, M. Mrks indicated that the effective date was changed
because making taxes retroactive is inpossible to plan for and
creates a weak business environnent.
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REPRESENTATI VE SEATON surmsed then that HB 488 proposes to
retroactively do the tax credits, but not the tax.

2:54:54 PM

M5. WLSON said the so-called recent recovery [clawback] of the
investnments is not a credit, but rather is a deduction simlar
to depreciation expenses. Furthernore, it recognizes that the
asset is generating inconme into the future. She expl ai ned that
any time net incone is measured in accounting, it's inmportant to
match the income with the expenses. The [cl awback provision]
recogni zes that "this is an anortized expense so it is not a
credit that is being taken."

REPRESENTATI VE GARA surm sed that under a 20/20 [PPT], whether
it's a 20 percent credit or deduction, the conpanies receive the
sane anount of noney.

M5. WLSON replied yes.

2:56:19 PM

MR. MARKS continued with Figure 6, which illustrates a |ow
vol ume scenario at $60 barrel oil. He noted that the transition
rules are nodeled and thus there is a reduction of $170 mllion
for the first six years. He highlighted that [at $60] the
average annual revenue anmounts to over $600 nillion nore a year
than the status quo. "This is, at $4.70 gas price in Chicago

this is our gas line revenues wthout the gas line at current
oil prices," he pointed out.

REPRESENTATI VE KERTTULA inquired as to how much nore the state
woul d have nade under the 25/ 20 scenari o.

MR. MARKS said he could nodel that for the commttee.
2:57: 32 PM

MR. MARKS then turned to the high volunme scenarios under the
$20- $60 pri ces. He rem nded the conmttee that these include
the gas line costs without the gas line revenues. As specified
on slide 17, under the high volune scenario with $20 a barrel
oil, the average annual revenue is $110 million less than the
status quo while $40 a barrel oil anpbunts to about $190 nillion
nore than the status quo.
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REPRESENTATI VE CROFT inquired as to why the graphs have bunpy
lines.

MR. MARKS explained that in the high volume scenario a series of
fields come on line every five years. Therefore, the bunps
illustrate the field comng on |line and then declining. The dip
bet ween 2025 and 2030 is when new investnents for new gas fields
cone on |ine. The dip prior to 2014 is the upstream deduction
for the Point Thonson field.

REPRESENTATI VE CROFT highlighted that the Iines converge even
with the ELF in 2030 and then separate out.

MR. MARKS explained that the [dip] in the graph in the year 2030
illustrates about $3 billion of investnent for new gas fields

He then turned attention to Figure 9 on slide 19, which
illustrates that at the $60 scenario, the average annua

revenues are $800 mllion nore than the status quo. He
continued with the effective tax rate wunder a |ow volune
scenario, as specified on slide 21. He explained that the total
severance tax divided by the total wellhead value less the
royalty amounts to the effective tax rate. Wth the PPT,
because the upstream costs are deductible and the tax increases,
a higher percentage of the wellhead price is received as the
price increases. M. Marks explained that when the ELF was
originally submtted in 1977, it was supposed to be such that
[ conpanies] didn't have to pay tax on the anmpunt of production
necessary to cover the operating costs at the price of oil at
the tine the tax is being paid. Therefore, as prices increase,
|l ess oil would be tax free and thus there woul d be an increasing
progressive rate. However, what ultimately resulted was a flat
$300 a barrel per well per day. He noted that the high volune
graph on slide 22 | ooks about sane.

MR. MARKS concluded by discussing the corporate take. He
explained that he reviewed the U S Departnent of Energy's
current long-term forecast, which amobunts to about $58 a barrel
in 2004 dollars and nodeled it under the status quo and the PPT.

The graph [on slide 24] illustrates that $58 over 45 years
amounts to about $600 billion in gross revenues that would be
generated, with 2 percent inflation it anounts to about $1
trillion. M. Marks highlighted that under the PPT the

severance tax increases while the federal incone tax decreases.
Because severance taxes are deductible from the federal incone
tax, the federal governnment essentially picks up 35 percent of
the PPT from the producer. The corporate take, in terns of
gross revenues, goes from about 33 percent to 30 percent of
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gross incone under the PPT or 49 percent to 44 percent of the
econonmc rent. The state, he noted, ends up with 32 percent of
the economc rent. He remi nded the commttee that although the
current system is a fairly nodest standard of conparison, the
corporations receive 30 percent of $600 billion, which anounts
to $180 billion.

3:04:31 PM

REPRESENTATI VE KERTTULA requested annual scenarios under the
25/ 20, 30/20, and 30/15 proposals at $20, $40, and $60 a barre
oil. She requested that the aforenentioned proposals also be
presented in the sane type of chart as is presented on slide 24.

REPRESENTATI VE BERKOW TZ requested analysis of a straight 50/50
split between the state and the conpanies' profits.

M5. WLSON surmised that Representative Berkowitz is pointing
out that often governnment take is quoted based on profit after
expenses. She further surm sed that Representative Berkowtz
was interested in the net profit and a 50/50 split.

REPRESENTATI VE ROKEBERG said that he would |ike the charts to be
based on the fiscal note and the credits to be increased to 25
percent such that the 25/25, 30/25, and 15/25 proposals are
revi ewed.

REPRESENTATI VE SEATON requested that Figure 12 on slide 24 be
presented under $20, $40, $60, and $100 a barrel price
scenari os.

3:09:21 PM

REPRESENTATI VE GARA asked where, under current law, the
corporate profit margin would "sink" to 20 percent and 15
percent in order to consider if those are good crossover points.

REPRESENTATI VE ROKEBERG asked if the departnment has any
progressivity nodels that would represent a sliding scale schene
that illustrated the change in both the tax and the credit rates
at different levels of pricing as related to the anount of
revenue.

MR. MARKS offered to put together a hypothetical sliding scale
range.
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CO CHAIR SAMJELS pointed out that the 20/20 proposal would be
considered flat not regressive nor progressive.

3:12: 04 PM

REPRESENTATI VE M CHAEL KELLY, Al aska State Legislature, related
that once sonme of these sensitivities are done, then all the
ones in between can be determned and analyzed in regard to
whether it's appropriate for the state.

REPRESENTATI VE REGA E JOULE, Al aska State Legislature, turned to
the fiscal note, and pointed out that with the proposed tax
regime, three additional auditors and another |ower |evel staff
person are required. He asked if the aforenentioned staffing
will be enough to keep up with the changes.

M5. WLSON explained that the departnent, under HB 488, wll be
auditing different things than what it's accustoned and the
departnment views this as the necessary increnent to increase the

departnent's capacity to audit additional things. She pointed
out that included in contractuals is tenporary audit help to
assist in the transition. She predicted that the primary and

i medi ate needs are auditing the transition assets and witing
regul ati ons.

3:16: 57 PM

CO CHAIR RAVMRAS opined that over the years there has been a
great reluctance to adjust the tax system However, no one has
tested any nunbers |ower than 20/20, which he surm sed to nean
that [the administration] is predisposing the tolerance of the
producers lays at that |evel. Therefore, he questioned the
responsibility in proposing the 20/20 |evel.

M5. WLSON remi nded the conmttee that a range of options were
offered by Dr. Van Meurs. Furthernore, the governor carefully
consi dered the whole picture. She then pointed out that other
states are conpeting state-by-state and although Alaska is not
forced to conpete with other states, it is forced to conpete
gl obal ly. She opined that the governor surely took the
aforenentioned into consideration when selecting what he
considers to be the best scenario for Alaska in the world
mar ket .

3:21: 29 PM
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ROBERT M NTZ, Assistant Attorney Ceneral, Ol, Gas & Mning
Section, G vil D vision (Anchorage), Depart ment of Law,
announced that he would review the highlights of the PPT as
presented in HB 488. M. Mntz specified that the fundanenta
provision of HB 488 is Section 5, which is a repeal and

reenact nent of AS 43.55.011(a). He explained that the current
production tax has a separate tax on oil and on gas, wth
different rates, mninmum tax, and ELF. However, under HB 488

those differences are inmmterial because it proposes a single
tax on all oil and gas. Furthernore, the production tax renains
a monthly tax with a flat tax rate of 20 percent that is being

applied to the net val ue. The aforenmentioned differs from the
current production tax that taxes the gross value of oil and gas
at the point of production. In response to Co-Chair Samnuels,

M. Mntz confirnmed that if the gas is used in the operation of
the |ease of property, it's not considered produced and thus
isn't subject to tax.

MR. M NTZ then turned attention to the net value, which is found
in Section 21. He infornmed the conmttee that net value stil

starts with the gross value at the point of production. He
then explained that one of the philosophies with HB 488 is to
preserve the existing |aw as nuch as possible. Wth HB 488, al

of the gross value fromall of the |eases and properties in the
state that belong to a producer together determ ne the statew de
value for a producer. Once that value is determ ned, there wll

be the following tw categories of deductions: | ease
expenditures as adjusted and a fraction of transitional
i nvest ment expenditures. He then pointed out that Section 31

slightly redefines "gross value at the point of production.”
The major change, he highlighted, is noving the point of
producti on downstream of gas processing plants. Under current
law, once the oil or gas |eaves the nechanical separators, the
matter is either oil or gas depending upon its state. However

gas often continues to contain heavier hydrocarbons that can be

extracted by gas processing. This legislation proposes to
include gas processing in the wupstream of the production
process, which results in +the liquids extracted by gas

processing being treated as oil and the cost of gas processing,
i ncluding investnment costs, would be deductible and subject to
the capital investnment credit. The purpose, he explained, is to
encourage small producers to be able to afford investing in gas
processi ng, which is nore econonical .

REPRESENTATI VE CROFT asked if the aforenentioned is the opposite
of what was said in regard to gas treatnent.
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CO- CHAIR SAMIJELS clarified that earlier he was referring to a
gas treatnment plant for gas entering the gas pipeline.

DAN DI CKINSON, Consultant to the Ofice of the Governor,
clarified that HB 488 distinguishes between gas processing and
gas treatnent. Gas processing involves production and
separating the heavier hydrocarbons. However, gas treatnent is
specifically a transportation process. M. Dickinson explained
that gas treatnent is being treated as a transportation cost and
is viewed as the first step of the pipeline process. However,
with gas processing, as occurs in the central gas facility,
there will be an upstream cost for both the gas and |iquids
produced at that point. M. Dickinson highlighted that under
current rules about 8 percent of what is in Trans-Al aska
Pi pel ine System (TAPS) is considered gas because the natural gas

l[iquids were extracted at the central gas facility. However,
under the new definitions proposed in HB 488, that 8 percent of
the TAPS will be considered oil. He said that wunder HB 488

about 99 percent of what is done at TAPS will be considered oil.
3:30: 57 PM

CO CHAIR SAMUELS recalled M. Mrks' exanple in which current
gas production facilities were held out as a long-term
i nvestment as opposed to the GIP

REPRESENTATI VE SEATON nentioned that there has been discussion
of stripping sone of the liquids at Fairbanks or el sewhere al ong
the |ine. He surm sed that these definitions wouldn't shift the
pi peline or a portion of it to Fairbanks.

MR MNTZ said that's not the intent of HB 488 because once the
[gas] is in the main line it will be downstreamto the point of
producti on. He pointed out that Section 33 defines gas
processi ng and gas treatnent.

3:32:19 PM

MR MNTZ, in response to Representative Rokeberg, confirned
that the |anguage on page 20, lines 3-4, redefines oil. He then
turned attention to [Section 19], which addresses gross val ue at
the point of production in the same manner as current statute,
save one respect that wll be nentioned |ater. Basi cal | y,
[ Section 19] codifies the net back approach to cal culating val ue
and thus the cost of transportation is deducted.
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REPRESENTATIVE CROFT related his understanding that t he
reasonabl e costs of transportation being used are the actual
costs of transportation. However, sonetines reasonable and
actual are not the sane. Therefore, he inquired as to why the
two are being equated.

MR. DI CKINSON explained that the statute establishes three
conditions, which if net, the market value of the transportation

services are used. However, the three conditions establish a
fairly high barrier and thus nost of the time actual costs are
used and they are deductible. He indicated that [AS

43.55.150(a)] has generated hundreds of pages of regulations in
order to define actual <costs for owners of tankers and
pi pelines.

REPRESENTATI VE CROFT surmised then that the current standard is
to assune that actual is reasonable unless it neets all three
criteria.

3:34: 05 PM

CO- CHAI R SAMUELS opined that there won't be the TAPS settl enent
nmet hodol ogy (TSM fight again rather it wll be determ ned by
the Federal Energy Regulatory Comm ssion (FERC or the
Regul at ory Comm ssion of Al aska (RCA).

MR. DI CKINSON replied yes.

MR MNTZ clarified that Section 20 the bill varies from the
existing law with regard to the net back calculation. He
expl ained that the legislation would authorize the departnment to
allow taxpayers in certain situations to use fornmulas to
calculate the gross value at the point of production. For
exanple, if a taxpayer has a royalty settlenment agreenment wth
the Departnment of Natural Resources (DNR) under which there is a
royalty value that is simlar to the tax value, rather than have
two duplicative calculations the departnment could allow the
royalty settlenent value to be used subject to appropriate
adj ust nent s. However, there are other alternatives, such as a
royalty valuation that the federal governnent utilizes on its
| eases when no state |eases are involved. He noted that this is
an option that the departnent would have.

3:36: 25 PM

MR. M NTZ, referring to Section 21, explained that net value is
determined by subtracting various itenms from gross value,
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including |ease expenditures. Lease expenditures are an
aggregate of cost of a producer across the state and are defined

as direct, ordi nary, and necessary costs of expl oring,
devel oping, or producing oil or gas deposits in the state. He
noted that exploring can include geological and geophysical
expl orati on. He rem nded t he committee t hat [l ease

expenditures] are wupstream of the point of production and
downstream costs are already taken into account in reaching the
gross value at the point of production.

REPRESENTATI VE BERKOW TZ asked if these definitions have been
litigated.

3. 37:56 PM

MR. M NTZ specified that the terns "ordinary and necessary" are
used in the Internal Revenue System (IRS) code as well as
exi sting departnent regulations for transportation costs.
Al though the term "direct" my not have as nuch |ega
interpretation, the legislation specifies particulars regarding
the types of costs that would be excluded and included. In

continuing wth Section 21 subsection (c), he explained that
this provision provides additional guidance to the departnment in
determining the direct, ordinary, and necessary costs. The
guidance has to do with the experience of the oil and gas
industry in unit operating agreenents and other joint operating
agreenents, which are situations in which an operator actually
does the drilling and producing and other |essees share in the
production and expenses. Therefore, the other |essees don't
want to pay nore than they owe. The aforenentioned are exanples
of industry practice to which the departnent would review in
devel oping its standards for what would be considered allowable

costs. He then pointed out that there are appropriate
safeguards in an existing actual joint unit operating agreenent
in the state. For exanple, a working interest owner, not the
oper at or, has enough incentive to audit it effectively.
Therefore, the departnment is authorized to allow producers to
rely on their actual billings under the operating agreenent in
determ ning the deductible costs. In response to Representative

Croft, M. Mntz clarified that it's a new concept because it
addresses upstream costs that are currently not deducti bl e.

REPRESENTATI VE CROFT surm sed that it gives substantial weight

to the industry practice, although it's not how the state
assesses under the incone tax or any other oil taxes.
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MR MNTZ replied yes. The income tax, he explained, doesn't
usually get into that detail because it starts with the federal
taxabl e inconme and nerely apportions. He nentioned that HB 488
also directs DOR to look to DNR s standards and regulations in
regard to what costs are deductible under net profit share
| eases.

CO- CHAIR SAMUELS commented that the costs are a huge concern.
He recalled yesterday's testinony relating that the |[|arger
fields at Kuparuk [River Unit] and Prudhoe Bay have the dynam c
of the three major producers |ooking over each other's shoul ders
exi sts. He characterized the aforenentioned as good for the
state. Therefore, he asked whether it's a conpletely different
procedure for DOR when nultiple producers are present versus a
sole operator, as is the case at the MIne Point [Unit]. He
then inquired as to the total revenue of the MIlne Point [Unit]
versus the Kuparuk [River Unit] and Prudhoe Bay.

MR. DI CKINSON highlighted that the larger units are all owned
jointly and they pale in size to Prudhoe Bay and Kuparuk [Ri ver
Unit]. He informed the commttee that DOR doesn't have any
procedures because currently the departnment stops at the point
of production. He related that the departnent intends to review
the standards being used with joint operating agreenents in
order for the state to utilize when there is a sole owner and
the state [provi des oversight].

CO CHAIR SAMIJELS posed a situation in which an individual works
for BP solely on Alaska issues but lives in London, and asked if
that individual's salary is excluded [under the Comrerce
Cl ause].

MR. DI CKI NSON said the unit operating agreenment would have to be
reviewed regarding whether the tasks neet the standard versus
where the task was perforned. He noted that there are certain
things for which all parties agree to pay.

CO CHAIR SAMUELS, returning to the fiscal note, asked if it's a
"shot in the dark" because the departnent doesn't know how many
auditors it wll need until the first audit is perfornmed at
M1l ne Point Unit.

MR. DICKINSON related that in Texas there are firns that perform
joint venture audit billings for smaller partners. The thought
is to hire a firm or several to review the transitional costs
and at the sane tinme help bring Alaska's auditors up to speed.
He indicated that there wouldn't be a long-term relationship
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with those firns. Therefore, the fiscal note specifies a large
increnent up-front for contract work and three specialized
auditors with one support person.

3:45: 43 PM

REPRESENTATI VE BERKOW TZ inquired as to who wote this section
and the instructions given to wite it.

MR MNTZ said that he basically wote HB 488 through a |ong
process. In terms of the direction given, M. Mntz said that
he attenpted to inplenment the concepts he was asked to do.
Al t hough a nunber of people were involved, he noted that he
worked closely with M. Dickinson who was generally the conduit
for the direction provided. In further response to
Representative Berkowitz, M. Mntz said that the process was an
iterative process involving many drafts, reviews, and changes.

REPRESENTATI VE BERKOW TZ asked whether it would be possible to
review earlier drafts.

MR MNTZ offered to check into that.

REPRESENTATI VE ROKEBERG informed the commttee that the House
Rul es Standing Conmttee introduced legislation to reallocate 10
auditors to help with this issue. He then turned attention to
[AS 43.55].160(a) and (b), which refer to transitional
expendi t ur es. He asked if those subsections only relate to the
transitional investnent expenditures.

MR. M NTZ explained that [AS 43.55].160(a) provides the basic

structure with regard to how net value is calculated. In
further response to Representative Rokeberg, M. Mntz confirned
that the |anguage on page 12, Ilines 3-6, relate to the

cal culations for the clawback, which is addressed in subsections
(g) and (h) on page 15. Subsection (b) addresses to what extent
either are deductible in a given nonth, and what can be done if
t he deduction caused the net value to fall below zero. The $40
floor is nmentioned at the end of subsection (g) and el aborated
on in subsection (h).

3:49: 27 PM
REPRESENTATI VE ROKEBERG related his belief that there are

elenments in subsections (a) and (b) that go beyond the
transitional investnent expenditure.
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MR. DI CKINSON clarified that subsections (a) and (b) are general
statenents with regard to everything that's deductible.
However, subsections (g) and (h) on page 15 specifically refer
to the transitional investnent expenditures and subsection (j)
on page 16 refers to the all owance.

REPRESENTATI VE ROKEBERG referred to page 14, line 1, which
relates that taxes based on net incone are excluded. He
inquired as to the federal policy effects on the revenue stream
to Alaska if [a windfall profits tax] is enacted.

MR. M NTZ related his understanding that nost taxes that aren't
income taxes, including the production tax, are deductible for
i ncome tax purposes. Therefore, the wndfall profit tax would
not directly affect the production liability if it works like
any other incone tax. However, presunmably price controls would
effect the gross value at the point of production and could |ead
to a |l ower taxable value than if there were no price controls.

3:52: 04 PM

MR. DI CKINSON recalled when price controls have been inposed
and related that if the departnment believed the producers were
following the price controls, it would just flow through and the
| ower profits would be recognized.

COCHAIR SAMJELS then related that tonorrow he would Iike
assurance that the legislation addresses the $73 mllion in a
situation in which the Kuparuk River Unit is split into 20
l[imted liability conmpanies (LLC). He al so requested assurance
with regard to [the $73 million] in a situation in which a snal
conpany finds a good size oil field.

[ HB 488 was hel d over]

3:53:41 PM

ADJ OURNNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:53 p.m
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