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ACTI ON NARRATI VE

CHAI R BRUCE WEYHRAUCH cal | ed the House Special Conmmttee on Ways

and Means neeting to order at 8:30:14 AM Represent ati ves
Weyhrauch, Sanuels, Seaton, and Mbses were present at the cal
to order. Representati ves Rokeberg, WIson, and G uenberg

arrived as the neeting was in progress.

HIR 12- CONST. AM BUDGET RESERVE FUND REPEAL

CHAI R VEYHRAUCH announced that the first order of business would
be HOUSE JO NT RESOLUTION NO. 12 Proposing anmendnents to the
Constitution of the State of Alaska relating to the repeal of
t he budget reserve fund.

REPRESENTATI VE SAMJELS noved to adopt the proposed commttee
substitute (CS) HIR 12, Version 24-LS0485\G Cook, 4/4/05, as
t he wor ki ng docunent .

8:31:59 AM

CHAI R WEYHRAUCH expl ained that Version G changes HIJR 12 such
that it establishes a capital construction fund that uses the
constitutional budget reserve (CBR) essentially for "capital
projects.”

8:32:49 AM

TOM WRIGHT, Staff to Representative John Harris, Alaska State
Legislature, related that the sponsor likes the idea of a
capi tal construction account.

8:33:31 AM

CHAI R VEYHRAUCH hi ghlighted that Version G still doesn't provide
a budget cushi on.

8:34: 03 AM

REPRESENTATI VE = SEATON  poi nt ed out t hat Al aska has a
constitutional provision requiring that a third of the budget be
in capital for which there has been no way in which to do it.
Since [Version G provides that nechanism he said he supports
the idea of a capital construction fund.

8:34: 42 AM

HOUSE WM COW TTEE - 3- April 8, 2005



REPRESENTATIVE WLSON remnded the commttee that Alaska's
deferred nmaintenance [|ists anount to over $1 billion,
Therefore, the [capital construction fund wll provide relief
for many communities in need].

8:35: 38 AM

REPRESENTATI VE SEATON turned to subsection (b), lines 11 through
15, which says:

Money may be appropri at ed from the capi tal
construction fund for nmaintenance of facilities of the
State or a subdivision of the state. Money may be
appropriated from the fund for paynent of the
principal and interest on general obligation or
revenue bonds issued for the construction of capita
projects by the State of a subdivision of the State,
including a public corporation.

REPRESENTATI VE SEATON said the aforenmentioned subsection could
be problematic because it doesn't specify whether the procedure
is to have an ongoing annual source of revenue for capital
constructi on. Therefore, it seens that one legislature could
appropriate all the funds and obligate those funds for decades
to cone.

CHAI R WEYHRAUCH surm sed that the aforementioned concern is "no
doubt a risk."

8:37:29 AM

CHAI R VEYHRAUCH, in response to Representative WIson, said the
funds would come from the CBR and there wouldn't be any
refunding of the CBR with settlenment noney.

REPRESENTATI VE WLSON charged that such an anmobunt won't be
adequate because it will require reliable sources to regenerate
t he fund.

8:38: 23 AM

REPRESENTATI VE SAMJELS nentioned that he has spoken with the
sponsor regarding HIR 12 including a percent of market value
(POW) met hodology to ensure cash flow during mar ket
fluctuations. He related that M. Wight has indicated the
aforenentioned can be woirked on in the next conmttee of
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referral. Representative Sanuels said his concerns were simlar
to those of Representative Seaton in that "all you're doing is
i ssuing bonds off it." Representative Sanmuels opined that he
woul d be nore confortable with |anguage that allows use of the
POW.

MR WRIGHT related the sponsor's intent is not to spend "one
[unp sum™ The sponsor is also interested in the POW
met hodol ogy, he added.

8:39: 55 AM

REPRESENTATI VE SEATON related he is in favor in the POW and
limting it to capital projects.

8:40: 59 AM

REPRESENTATIVE WLSON opined that the $2 billion currently
available in the CBR should be set aside for emergency purposes
because the state needs that protection.

8:42: 47 AM

REPRESENTATI VE GRUENBERG opi ned that nany Al askans woul d support
the concept of a "capital permanent fund" that protects the
fund's principal. He turned to the appropriation limt in
Article 11X, Section 16, which has a one-third requirenent and
said it isn't unworkable and should be repeal ed. He noted that
the proposed fund has no source of funding aside from the

transfer of funds from the CBR He inquired as to the
possibility of endowing this proposed fund wth a certain
percentage of funds from certain things. Representati ve

G uenberg then related his belief that the POW approach is
attractive, but it's essential to ensure the fund' s principal
not be invaded. He highlighted if the intent of this proposed
fund is to "finance bonds," setting forth the |anguage to all ow
the principal to be used to capitalize or finance those bonds is
appropri ate. He reiterated that in order to "sell" this
constitutional anmendnent to the legislature and the public it
shoul d be entitled, "capital permanent fund."

8.47.32 AM

REPRESENTATI VE SAMUELS hi ghlighted that if the POW nechanismis
used there will be no principal earnings or interest. He asked
what will serve as the state's cash flow if oil drops to $15 per
barr el
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MR. WRIGHT explained that options for a cushion during the
transition are still being discussed. Such options could
include placing a portion of [the proposed fund] into a
statutory budget reserve. However, in the event that oil drops
to $15 per barrel, the CBR wouldn't serve as a cushion to cover
the deficit and thus the state would be forced to find
alternative neasures for revenue. He related his understanding
that currently if oil prices fall below $35 per barrel, the
state will have to dip into it's reserve accounts.

8:49:15 AM

REPRESENTATI VE ROKEBERG recalled, with the exception of three
years during his tinme with the legislature, it has utilized the
CBR to bal ance the budget. He proposed a hypothetical situation
in which the state had a $1 billion deficit, and said that
neither the CBR or any anmpunt of taxation could cover that debt.
Therefore, he didn't believe there are many alternatives w thout

sone type of reserve. Represent ati ve Rokeberg inquired as to
the discussions the sponsor has had with regard to the cushion
and the necessity to fill fiscal gaps in the future.

MR. WRIGHT related that the sponsor is also concerned about the
transition period that would occur until the state adopts a
fiscal plan. The main purpose of HIR 12 is to force the
| egislature to develop a long-range fiscal plan. He offered
that a statutory budget reserve could be wutilized during a
transition period. However, there are alternative options such
as the earnings reserve from the permanent fund, which are
available by a sinple majority vote albeit a political decision.

8:51:59 AM

CHAIR WEYHRAUCH explained that HIR 12 wuld have sinply
elimnated the CBR with a vote of the public, while Version G
of fers several options into which the CBR could be appropriated.
He informed the commttee that he wanted to discuss
Representati ve Rokeberg's proposal to repeal Section 17(c) in
order to nove both resolutions in tandem

8:53:41 AM
REPRESENTATI VE ROKEBERG said that although he supports the
concept of a long-range fiscal plan, he expressed concern wth

the proposal of including the CBR as an integral part of such a
plan for the future. He referred to the concept of "triggers”
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in which the state could manage cash flow around the CBR by
having a tax regine which was triggered when the CBR hit a
particular floor. Some have even suggested having a ceiling for
the CBR such that once it reaches that ceiling the collection of

[certain] taxes would stop. From a political standpoint,
perhaps nore public buy-in could be generated [with the
af orenent i oned] . In order to acconplish sonething such as the

af orenenti oned, he opined that there nust be a corpus of a fund
to reassure the state it can pay its "bills when appropriate.”
The CBR provides that core cash amount, and therefore he related
his reluctance to get rid of it, particularly in the context of
creating a |l ong-range fiscal plan.

REPRESENTATI VE CGRUENBERG said he doesn't support elimnating
[Article 1 X], Section 17(c) because it provides bal ance between
the mnority and mgjority. He related his belief that
Representati ve Rokeberg's concept is an interesting use of the
CBR. He suggested that [HIR 12] and Representative Rokeberg's
concept be reviewed together as part of the commttee's planning
for the state.

8:56:47 AM

REPRESENTATI VE SEATON suggested that |[Section 18, subsection
(b)], line 11 should be anended to read, "Mney nmay be
appropriated by the POW nethod from the capital construction
fund."

CHAI R VEYHRAUCH i ndi cated that all anendnents should be brought
before the commttee at the next neeting.

REPRESENTATI VE SEATON added that he wll offer an anmendnment to
[ Section 18, subsection (b)], line 12 through 15, to delete
"bondi ng" so the fund is only used for capital construction and
mai nt enance.

8:59:15 AM

REPRESENTATI VE ROKEBERG, in response to Representative W] son,
said $400 mlIlion was needed as a cash fl ow cushi on.

REPRESENTATI VE W LSON opined that a fiscal plan is essential in
order for the legislature to be responsible and set enough aside
for cash flow reasons.

CHAI R WEYHRAUCH related his belief that this resolution doesn't
address [cash flow i ssues] but rather diverges fromit.
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9:01: 29 AM

REPRESENTATI VE SEATON recall ed that previous testinony from the
Department of Revenue related other options to address the cash
fl ow account wi thout the CBR

REPRESENTATI VE GRUENBERG comrented this resolution should
explicitly state this noney can be used for bonding, therefore,
he di scouraged any deletion of the term

CHAIR WEYHRAUCH added that the commttee needs to review
potential alternatives to neet the long-termfiscal problem

9:02: 55 AM

REPRESENTATI VE SEATON related his problem wth paying off
obligation bonds is that one legislature has the potential of
tying up the entire revenue stream for the next 20 years. The
idea of the capital construction fund is to have the ability to
use an anount to be used for projects and maintenance. If one
| egi sl ature can bond for large projects and dedicate the funding
stream to pay off the debt, then there is a one-tinme capita
bond and a nechanism to pay off the bonded indebtedness. These
are two different phil osophies.

REPRESENTATI VE GRUENBERG said that is not the way he interprets
t he | anguage. He related his belief that the bonds wouldn't be
dedi cated revenue bonds, but rather they would be used for
"financing." Therefore, one legislature couldn't tie-up the
vast majority of the fund in perpetuity but rather those bonds
could serve as a financing source for projects. The state uses
a simlar system for floating general obligation (GO bonds or
ot her financing or |ease bonds, he added.

9: 05: 30 AM

REPRESENTATI VE JOHN HARRI'S, Al aska State Legislature, speaking
as the sponsor of HIR 12, related this CS does not offer the
same "bipartisan spirit" originally proposed. The purpose of
HIR 12 was to elimnate the CBR, its three-quarter vote and
reverse sweep principle. He offered that a constitutional fund
could be established as a cash flow nmechani sm by allocating $500
mllion from the CBR Furthernore, the legislature could also
capitalize on the earnings on the fund wth a POW nethodol ogy
if it so chooses. The [idea behind this] is to generate $100-
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$150 mllion annually for capital. He noted that he has anot her
draft [version] to bring to the conmttee.

9:08: 33 AM

REPRESENTATIVE WLSON inquired as to how the [capital
construction] fund would be repl enished on a regul ar basis.

REPRESENTATI VE HARRI S pointed out that the POW would do that.
He explained that high interest rates will allow the fund to
grow. Furthernore, the legislature could deposit noney into the
account [during tinmes of surplus] simlar to what is done wth
the permanent fund. If the state receives sone infusion of
cash, it's probably not a bad idea to place it into a
constitutionally protected fund such that the |egislature can
use its earnings regularly.

9:10: 27 AM

REPRESENTATI VE WLSON related that she had the notion that it
would grow nore than from the interest. Perhaps a certain
percentage of the [earnings] from the gas pipeline could be
pl aced into the fund. She suggested that the fund should have
addi tional revenue sources in order to neet the states ongoing
needs, which amunt to nore than $100 nmillion annually for
mai nt enance al one.

9:11: 27 AM

CHAI R WVEYHRAUCH, in response to Representative Rokeberg, relayed
that the intent of the resolution is to provide the noney for
revenue bonds. However, it's problematic because the entire
principal could be obligated at one tine, which he didn't
believe to be good policy.

REPRESENTATI VE ROKEBERG nentioned that this resolution could be
probl emati c in t hat it obl i gat es future | egi sl at ures.
Represent ati ve Rokeberg highlighted the difficulties the CBR has
faced due to its short-term horizon of the cash nmanagenent

pri nci pl es. Therefore, the proposal [enconpassed in Version G
is that a longer term horizon policy simlar to the Al aska
Permanent Fund's policy could be wutilized. Therefore, a

statutory constitutional draw coul d generate higher vyields.

REPRESENTATI VE GRUENBERG opined that if there's a constitutiona
capital fund then there will be political choices annually as to
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whether the legislature wi shes to deposit excess funds solely
into the permanent fund or into a conbination of the two funds.

CHAIR WEYHRAUCH added |[that the legislature <could also
appropriate those excess funds] into a statutory reserve fund.

REPRESENTATI VE HARRIS opined that the aforenentioned situation
"is a good problemto have."

9:15: 54 AM
REPRESENTATI VE GRUENBERG opined this is an inportant issue, and
therefore he urged the chair to take the tinme necessary to focus

on this matter.

HB 235- DECOUPLI NG FROM FED TAX DEDUCTI ON

9:17:18 AM

CHAI R VEYHRAUCH announced that the final order of business would
be HOUSE BILL NO 235, "An Act excepting from the Al aska Net
I ncome  Tax  Act the federal deduction regarding incone
attributable to certain donmestic production activities; and
providing for an effective date."

9:17:32 AM

REPRESENTATI VE SEATON noved that the commttee adopt CSHB 235
Version 24-GH1137\F, Kurtz, 4/7/05, as the working docunent.
[ No objection was stated, and Version F was treated as adopted
and before the commttee.]

9:17:46 AM

DAN DI CKINSON, Director, Tax Division, Departnent of Revenue,
noted that the commttee should have a packet of information
from the departnent. He explained that effective January 1,
2005, Alaska's tax laws relating to corporate incone tax had
fundanentally changed so that under federal |aw taxpayers nmay
exclude a portion of their qualified production activity incone
(QPAI) when calculating the gross taxable incone. The QPAI
i ncludes inconme from extraction, production, and manufacturing
within the U S In Alaska the affected industries include: oi

and gas production, refining and marketing, construction, fish
and fish processing, and m ning. In 2005, the deduction is 3
percent of QPAlI, thereafter the deduction rises over tine to 9
per cent . He expl ained that when calculating federal income tax
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one subtracts his or her expenses from his or her revenue.
[Wth the new tax |aws] now a portion of income earned can al so

be deducted from one's actual expenses. This inpacts Al aska
because Al aska automatically adopts federal inconme tax |aws,
although the Ilegislature has the ability to not adopt any
specific rule. For exanple, the state hasn't adopted the
federal depreciation nethods. The inpact to Alaska is nore
dramatic conpared to nost other states due to the dom nance of
natural resources in Al aska. He highlighted that one of the

problens is that under the rules established by the |egislature,
when cal cul ating taxable inconme of Alaska's major industry, the
oil and gas industry, the calculations begin with the worl dw de

income of the oil and gas corporations. M. Di ckinson opined
that although the federal law only applies to the QPAl wthin
the U S., the departnent believes that due to Alaska' s tax

structure the calculation wwuld have to include worldw de
activity.

MR. DICKINSON turned to the inpact of these rules. In fisca
year (FY) 04, if the full 9 percent QPAl deduction had been in
place, there would ve been $24.7 to $27.4 mllion less in
revenue collected wunder Alaska's corporate inconme tax. He
estimated the projected corporate revenue |oss over the next
decade to be approximately $100 nmillion as a consequence of this
deducti on. M. Dickinson specified that wthout HB 235
decoupling Alaska fromthe federal law, the departnent will face

the burden of determning the QPAI-like activity outside of
Al aska.

9: 24: 45 AM

REPRESENTATI VE SAMUELS asked what are the circunstances used to
differentiate between a foreign and a domestic corporation.

MR. DI CKI NSON expl ai ned that for tax purposes the term "foreign”
often describes anything outside Al aska, however, in this
context it's used in a broader sense. A donestic corporation is
one headquartered in the U S. while a foreign corporation is one
headquartered outside the U S

9:25:25 AM

REPRESENTATI VE W LSON asked what percent of Al askan corporate
incone is foreign

MR. DICKINSON replied, "None of it, we only tax inconme in
Al aska. But the way we calculate it is we |ook at the worldw de
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income and figure out what percentage of that is Al askan and
that’s of course all we can tax."

CHUCK HARLAMERT, Juneau Section Chief, Tax Division, Departnent
of Revenue, clarified that the percentage of the aforenentioned
base assigned to Alaska is hard to calcul ated because the state
has 12,000 taxpayers. He related that in 2003 Al aska's | argest
three taxpayers generated roughly two-thirds of their profits
overseas. Therefore, he estimated that approximtely two-thirds
of the QPAI activity is non U S

9:26: 48 AM

REPRESENTATI VE GRUENBERG related his belief that this is an
"attractive bill." He asked if there are any other new winkl es
in federal |aw that should be decoupl ed.

MR. DI CKINSON highlighted that although the |aw passed in 2004
is "massive" and proposes many changes, this is the only one the
departnment suggests is appropriate to decoupl e.

9:27: 44 AM

MR. DICKINSON returned to his presentation. He explained the
reasoning for the federal tax policy was to advantage
manufacturing or activity within the U S relative to that which
is foreign. He said the governor views this as an unfunded
federal mandate. However, sone wll argue that the state wll
be the beneficiary of this federal initiative because when
conpani es, such as oil conpanies, bring noney back hone Al aska
will benefit. However, he highlighted the need to realize that
it's not just exploration and production that's advantaged but
also refining and marketing of any refined products that create
QPAI . He clarified that the total revenue of the conpany
affected because the [conpanies] earn incone in every state.
The adm nistration believes "that the system that existed before
January 1, 2005, worked just fine" and now Al aska needs to take
steps to decouple fromthe federal tax law on this point.

MR, DICKINSON turned to a chart entitled, "Projected State
Revenue Loss from QPAl Deduction", which shows after 10 years of
[this new federal tax law] the loss wll average approximately
$100 mllion. He continued with a page entitled, "Status of
QPAI in Oher States", which details that other states are
attenpting to decouple on this particular issue. In fact,
Massachusetts has actually passed decoupling |egislation.
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9:31:46 AM
CHAI R WEYHRAUCH asked if the QPAl is only that within the U S

MR. HARLAMERT responded that under the federal law the
aforenentioned is exactly the definition; the federal governnent
can and does draw a line around U. S Therefore, for federa
pur poses, the QPAI for oil conpanies includes exploration and
production as well as all the refining and marketing whether the
crude canme from a donestic well or abroad because refining is

manuf act uri ng. However, Al aska cannot sinply adopt a federal
di scrimnatory provision because of an established ruling by the
u. S Suprene Court. Al aska cannot discrimnate against
interstate or foreign conmerce. He specified that the basic

definition of discrimnation is the different treatnent, for tax
pur poses, of economic interests in a state versus those out-of-
st at e.

9:33: 04 AM

CHAI R WEYHRAUCH surm sed then that the state's position is it's
required, by the constitution, to Jlook at potential QPAI
wor | dwi de, not just in Al aska.

MR. HARLAMERT replied, "Absolutely."

9:33:11 AM

REPRESENTATI VE ROKEBERG asked if the aforenentioned ruling was a
U S. Suprene Court Case.

MR. HARLAMERT replied, yes.
9:33:15 AM

REPRESENTATI VE GRUENBERG related his belief that the CS nerely
conmbi nes subsections (a) and (b).

MR. DI CKINSON indicated agreenent. In further response to
Representative Guenberg, M. Dickinson replied that the state
woul d have the sanme effective date as the federal nandate,
January 1, 2005, and therefore there would be no revenue | o0ss.
9:34:18 AM

MR. HARLAMERT, in response to Representative G uenberg, replied
that there are states that automatically adopt the federal |aw
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and have to affirmably accept it, while other states don't

automatically adopt and have to affirmably adopt rules. In
general, it's sound tax policy to conform with the federal
gover nment , particularly W th regard to m nor timng

di ff erences. He acknowl edged that the aforenentioned does turn
over sone of the state's policy making authority to the federa
government, and therefore the state needs to decide which
policies are appropriate. The departnment, he noted, has never
asked the legislature to address mnor timng differences. This
QPAl deduction, line 26 for corporate federal tax returns, is a
per manent difference.

REPRESENTATI VE GRUENBERG cl arified that the departnent would not
recommend "flipping it around.”

MR. HARLAVMERT answered, "No, we would not."
9:36:39 AM

REPRESENTATI VE SEATON posed a situation in which a fishing
conpany pays corporate tax. He related his understanding that
if the state decouples, there is nothing in this legislation
that would reduce the fishing conpany's corporate tax break from
t he federal governnent.

MR. DI CKINSON confirmed Representative Seaton's understanding,
and added that this legislation has no effect on federal taxes.

REPRESENTATI VE SEATON surmised that if the state doesn't
decouple, the corporate tax for the state would be reduced by 9
percent over the years.

MR. HARLAMERT said it depends on the individual conpany because
the QPAI calculation could be a subset of overall taxable inconme
or it could exceed net taxable incone. However, the federal
statute limts the deduction to the percentage to the |esser of
QPAI or taxable income, so it wll never exceed 9 percent of
t axabl e incone. Al though it <could exceed 9 percent of [a
conpany's] tax because it reduces tax and then has credits, the
percentage reduction of net tax liability will be greater than
the percentage reduction of taxable incone. He added the
guestion is difficult to answer, and thus the departnent has
estimted a rough range of percentages. In further response to
Representative Seaton, M. Harlanmert explained that [coupling]
essentially allows a nmultistate or nultinational business entity
to take the QPAI wherever it's earned, regardless of geol ogica
boundaries, and have the exact inpact and deduction in the

HOUSE WM COWM TTEE -14- April 8, 2005



cal culation of Alaska incone. At the federal level it's an
incentive because it can be restricted to U S. profits while at
the state level it cannot be restricted. Therefore, it offers
no i ncentive.

9:39: 49 AM

JUDY BRADY, Executive Director, Alaska Ol and Gas Associ ation
(AOGA), said AOCGA opposes this legislation for two reasons.
First, the justification for this legislation has been
m sst at ed, and therefore the fiscal i npacts have been
significantly overstated. Second, the [oil] industry views this
| egislation as yet another tax increase to the [oil] industry.
She explained that Congress passed the federal Jobs Act
creating, anong other things, a tax incentive to bring nore
manufacturing and production to the U'S. because Congress
believed that many conpanies were disadvantaged overseas.
Furthernore, this federal legislation applies to all conpanies
t hat manufacture and produce in the U S. and doesn't just target

the oil and gas industry. This tax incentive nmakes it
unequi vocal that the QPAl has to conme from manufacturing
activity occurring in the US., not overseas. The purpose of

[the Act] was to give advantage to conpanies in the U S Thi s
| egi sl ation, HB 235, proposes to undo the automatic adoption of
Section 199 and prevent it from taking effect for state incone
tax purposes. In the fiscal note for this legislation, the
Department of Revenue clains that l|etting Section 199 take
effect for Alaska purposes would cost the state between $95
mllion and $105 mllion from now until fiscal year 2013.
Furthernore, the departnent charges that it could cost nore than
$500, 000 annually to administer Section 199 if it takes effect.

However, AOGA believes the aforenentioned estimtes are
"severely overstated because of a faulty premse in DORs
analysis.” She said this premse is stated in the fiscal note

as foll ows:

In order to avoid inpermssible discrimnation agai nst
econom c activity outside of the state, taxpayers wll
be allowed the QPA [Incone] deduction on their Al aska
return for all production wherever the activity
occurred in Alaska, another state, or in a foreign
country. Production activity conducted in-state,
domestic out-of-state, or in a foreign country will be
awar ded an equal deducti on.

M5. BRADY opined that if the aforenentioned statenent was true
AOGA woul d not oppose this |egislation. In assessing the state
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revenue inpact of letting Section 199 take effect, the
Department of Revenue |ooked at potential "production activity
i nconme” everywhere in the world, because Al aska's corporate
income tax is worldw de. However, the Departnent of Revenue did
not look just at the "qualified production activity incone" as
defined by Congress, which is only that incone which cones from
production activity inside the U S. M. Brady said:

Despite what DOR asserts to the contrary in its fiscal
note, when Al aska passively adopts a limted federal
deduction, it does not legally or logically follow
fromthis fact that DOR nust, or even can, under the
Foreign Commerce Clause of the U S. Constitution,

conpletely renove the Ilimtation in the course of
adm nistering the deduction for state tax purposes.
And there is, in fact, anple precedent when a
geogr aphical |y limted federal provi si on remai ns
l[imted in precisely the same way when it is applied
under the Alaska inconme tax. For i nstance,

expenditures for enhanced oil recovery (EOR) give rise
to a federal tax credit that Al aska also allows, and
the federal tax credit is limted to expenditures for
ECR projects in the United States — admi nistering the
ECR credit for state purposes, DOR does not inpute a
hypot hetical credit for EOR projects outside the U S
| nst ead, DOR wuses the sane donestic territorial
limtation as the federal credit has. W [AOGA] do
not see how the donmestic territorial limtation in the
new QPA inconme deduction would be any different for
the one for EOR in ternms of its potential for
i nperm ssi ble discrimnation. In other words, since
the DOR isn’t applying the EOR credit on a worldw de
basis, it is inconsistent for DOR to say it nust apply
the QPA incone deduction on a worldw de basis.
Because of its faulty prem se about how broadly the
QPA incone deduction nust be applied for state
pur poses, DOR s esti mat ed revenue i npact s are
overstated by at least a factor of two or three tines,
dependi ng on how much QPA incone it foresaw from non-
U.S. production activities ... they [DOR] believe that
about 40 percent of the production activity ... or
two-thirds 1is non-U.S. Simlarly, the estimted
adm ni strative cost of $500,000 is entirely a result
of this same faulty assunption. The IRS will audit
t axpayers' QPA incone from activities in the U S., and
there will be nothing left for the DOR to audit and
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enf or ce. The $500,000 a year then should disappear,
interms of a fiscal issue.

MS. BRADY conti nued:

W [AOGA] also disagree with DOR s conclusion in the
fiscal note that the anticipated beneficial effects of
the QPA incone deduction at the federal |evel cannot
be replicated at the state |evel. At least wth
respect to oil and gas, the two principals of
qualified production activity in the United States are
the deep-water @ulf of Mexico and Al aska. Wth only
two hot spots for the action to occur in, it seens
likely that Al aska would be ahead of the gane when the
incentive works if it attracts new production to the
US. W believe that given DOR s contrary concl usion
about any benefit accruing to Alaska as it becones
nore conpetitive, it seens inprobable that DOR nade
any serious attenpt to estimate and include increases
in state tax revenues from the new production

activities ... because this is indeed a tax incentive.
Thus, both on policy grounds as well as potential
fiscal inpacts, the justification that DOR has given
for this | egislation has been overstated and
m sst at ed.

And the second reason is that ... to the industry this
represents yet another tax increase on the oi
industry from this admnistration. It is a tax

i ncrease because Section 199 of the Internal Revenue
Code was automatically adopted for state purposes as
of January 1, when it took effect. This section, in
other words, is already the status quo. HB 235
proposes to change the status quo by undoing the
adoption of the section, and raising incone tax for
our industry and every other industry in the state
having qualified production activity. | think nost of
you have seen DOR s just released spring revenue
sources book, which tal ks about the need for literally
tens of billions of dollars of new investnent to keep
oil production steady, and they have decreased the
kind of production they think they're going to get in
the next years. Wiat we all know, and fortunately for
us, Alaska is one of the tw places in the United
States and one of the 30 or 40 places in the world
that's considered to have good rocks. W still have
good enough potenti al reserves so that | ar ge
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conpanies, |ike Shell ... are still interested in
com ng up here.

M5. BRADY concluded by highlighting that conpanies are always
| ooking to determ ne where their investnent noney wll have the
nost advant age.

9:50:44 AM

CHAI R VWEYHRAUCH indicated that AOCGA's letter would be entered
into the record.

9:51: 30 AM

M CHAEL HURLEY, Vice Chair Tax Commttee, ConocoPhillips Al aska,
Inc., in response to Representative Rokeberg, answered that the
federal governnent accounts for the EOR credit at the federal
| evel, audits it, and then that's part of the total federal
i nconme which is apportioned to Al aska versus ot her states.

9:53:13 AM

REPRESENTATI VE SEATON related his understanding that AGCGA
beli eves [the inpact of decoupling] would result in $33 nillion
in corporate incone taxes as opposed to the aforenentioned
projected $100 mllion.

M5. BRADY replied that AOGA' s valuation is based on what it
believes the production outside Al aska, outside the U S., and
I nside the U. S However, antitrust |aws prevent conpanies from
knowi ng [exact anounts].

REPRESENTATI VE SEATON reiterated that if one takes DOR s two-
thirds of non-U'S. QPAl would result in [a loss of] $33 million
rather than $100 mllion.

MS. BRADY added the aforenentioned amount would be over a 10-
year peri od.

9:54:45 AM

MR. HURLEY, in response to Representative Rokeberg, added that
the Departnent of Revenue includes the foreign inpact, which

makes the state revenue loss less by roughly two-thirds. In
further response to Representative Rokeberg, M. Hurley said
it's hard to estimate [the exact figure] but from ConocoPhillips

Al aska, Inc. perspective it would be at |east half.

HOUSE WM COW TTEE - 18- April 8, 2005



9:56: 05 AM

REPRESENTATI VE ROKEBERG rel ated hi s under st andi ng t hat
ConocoPhillips Al aska, Inc. has less international activity than
other oil conpanies. According to Ms. Brady, the enactnent [of
HB 235] would be the renpval of an incentive for the industry to
invest in Al aska, but the effect is "de mnims." He asked
whether this is a "hard nunber" issue or a policy call.

CHAIR WEYHRAUCH commented that the first part of ACGA' s
testimony was hard nunber and the second part was policy call.

M5. BRADY nentioned that oil conpanies are concerned wth both
t he cost of business and policy issues in an area.

9:58: 14 AM

REPRESENTATI VE WLSON inquired as to the inpact if every state
decoupl es.

M5. BRADY relayed that the federal law is intended to make
pl aces nore attractive to do business in the U S rather than

overseas. She related her belief that the oil industry gets hit
t he hardest because the oil industry pays nost of the tax. Even
$30 mllion over a 10-year period is a lot of noney. She

hi ghlighted the need for all sides to address this matter from
t he perspective of conpetition.

10: 00: 47 AM

REPRESENTATI VE SEATON expressed concern that Al aska doesn't have
the ability to discrimnate, and therefore Alaska will be giving
tax breaks for QPAl earned in any U S. |ocation. The fishing

i ndustry provides many exanpl es of this, he noted.

MR. HURLEY said Representative Seaton's analysis is correct
because the purpose is to keep manufacturing and production
within the U S

10: 02: 08 AM

REPRESENTATI VE ROKEBERG highlighted that wthin the US 14
states export oil and gas. He recalled that AOCGA' s testinony
was that adoption of this legislation would raise taxes and
deviate from the status quo. However, he opined that this
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| egislation would maintain the status quo that existed prior to
January 1, 2005, and therefore not raise taxes.

M5. BRADY replied the deduction is in place now

10: 04: 12 AM

REPRESENTATI VE GRUENBERG highlighted the inportance of the
governor's opinion that this deduction hoisted upon the states
is the sane effect as an unfunded federal nandate.

ADJ OURNMENT

10: 04: 52 AM

There being no further business before the conmttee, the House
Special Commttee on WAays and Means neeting recessed at 10:04
a.m to April 11, 2005.
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