M NUTES
SENATE FI NANCE COWM TTEE
March 31, 2006
9:01 a.m

CALL TO ORDER

Co-Chair Lyda Geen convened the neeting at approximately
9:01: 50 AM

PRESENT

Senat or Lyda Green, Co-Chair
Senator Gary W/ ken, Co-Chair
Senat or Con Bunde, Vice Chair
Senat or Fred Dyson

Senat or Bert Stedman

Senat or Donny O son

Senat or Lyman Hof f man

Al so Attending: SENATOR GARY STEVENS; SENATOR BEN STEVENS; BILL
CORBUS, Commi ssioner, Departnent of Revenue; ROBYNN W LSON, CPA,
Director, Tax Division, Departnent of Revenue; DAN DI CKI NSON,
CPA, Consul tant;

Attending via Teleconference: There were no teleconference
partici pants.

SUMVARY | NFORMVATI ON

SB 305-O L AND GAS PRODUCTI ON TAX

The Commttee heard from the Departnent of Revenue. The bill was
held in Comm ttee.

#SB305
9:02: 24 AM

CS FOR SENATE BILL NO 305(RES)

"An Act providing for a production tax on oil and gas;
repealing the oil and gas production (severance) tax;
relating to the calculation of the gross value at the point
of production of oil or gas and to the determ nation of the
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value of oil and gas for purposes of the production tax on
oil and gas; providing for tax credits against the tax for
certain expendi tures and | osses; relating to t he
relationship of the production tax on oil and gas to other
taxes, to the dates those tax paynents and surcharges are
due, to interest on overpaynents of the tax, and to the
treatment of the tax in a producer's settlement with the
royalty owners; relating to flared gas, and to oil and gas
used in the operation of a |lease or property under the
production tax; relating to the prevailing value of oil or
gas under the production tax; relating to surcharges on
oil; relating to statenents or other information required
to be filed with or furnished to the Departnment of Revenue,
to the penalty for failure to file certain reports for the
tax, to the powers of the Departnment of Revenue, and to the
di scl osure of certain information required to be furnished
to the Departnent of Revenue as applicable to the
adm nistration of the tax; relating to crimnal penalties
for violating conditions governing access to and use of
confidential information relating to the tax, and to the
deposit of tax noney «collected by the Departnent of
Revenue; anending the definitions of 'gas," 'oil,' and
certain other terns for purposes of the production tax, and
as the definition of the term 'gas' applies in the Al aska
St randed Gas Devel opnent Act , and adding further
definitions; making conform ng amendnents; and providing
for an effective date.”

This was the first hearing for this bill in the Senate Finance
Commi ttee.

Co-Chair G een announced the intended schedule for this
| egi sl ati on.

9:03: 58 AM
Bl LL CORBUS, Conmi ssioner, Departnment of Revenue, presented the
bill, giving the follow ng testinony.

Before focusing on SB 305 | would like to comment on DOR

policy of providing tax and economc staff expertise, and
in some cases consultants under contract, to Legislators
and their staffs when contenplating or preparing their own

SFC- 06 (2) 03/ 31/ 06



new legislation or anendnents to legislation under
consi der at i on.

The Tax Division routinely provides this assistance,
subject to the availability of resources, to nenbers on
both sides of the aisle.

If so requested, DOR provides this assistance on a
confidential basis.

DOR provides it for two reasons:

In some cases it is the only part of governnent that has
t he background, data base and the pool of talent

If such legislation is enacted, we want to nmake sure it
works and is in the best form for the Tax Division to
adm ni ster

Providing this assistance does not signal Admnistration

support of a bill or anmendnments to a bill before a
conmittee.
The Comm ssi oner or Deput y Comm ssi oner s normal |y

articulate the policy positions — which is why today | am
representing the Adm nistration.

The CGovernor and his Admnistration strongly support the
Petroleum Profit Tax as originally proposed.

SB 305 is an historic piece of legislation that will:

* Replace a broken ELF based production tax system
* Provide incentives for badly needed i nvestnent

* Provide special incentives for the small si zed
conpani es to explore Al aska

e Provide higher State revenues, particularly at higher
prices

We commend the Senate Resources Committee for their many
hours of hard work.

W note that the Senate Resource CS supports the 25% tax
rate; we support the 20% i nvestnent as originally proposed.
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The Adm ni stration does not support the 25%tax rate.

Over tine oil production has dropped dramatically and nust
rest or ed:

« TAPS operating at |ess than 50% capacity

e QI production was once 2m b/d now about 870k b/d,
projected to 772k b/d by 2016

* Recent investnent in devel opnent and production has
been i nadequat e

e Hi gher tax rates wll further di scourage new
i nvestnments

e Mist not enphasize short term revenues — nust naxim ze
State’s wealth over the long run

W believe 20/20 is the appropriate tax and tax credit
rate to arrest this trend

And we need to keep eye on the prize, which is the gas
pi pel i ne.

Al though the PPT includes investnment incentives, the
stronger link for effecting investnent is the tax rate.

As tax rates go up, investnent goes down.

Let’s try to boil down what a change in the tax rate m ght
mean - in nunbers for 20/20 vs. 25/20.

Assunpt i ons
e $60 oil and $7 gas
* Uninflatted or today’ s dollars

e Covernor’s bill — no progressivity factor, July 1
effective date, transition provision

Wth 20/ 20
e Agas line $2b/yr for 35 yrs or $70b
 Extend life of Prudhoe Bay thru at |east 2050
* 20 year longer life than without a gasline

e State royalty and 20% PPT revenues on oil of
$2.3b/yr for at least 35 yrs worth $83b

Wth 25/20
e Risking gasline or attenpt to change gas econom cs
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» Shortened field life at Prudhoe Bay — say 2030
e State revenues for royalties and 25% PPT $80b
e During the sane period $69b for 20%tax rate

What do you want? $80b from oil only in the short term with
25/20 or with the 20/20 $70b from the gasline and $83b from
oil life thru 2050, a total of $153b.

This Adm nistration believes we should go with the 20% tax
rate.

W note that the CS has several changes from the Governor’s
original bill:

* The transition provision

» The $73, 000, 000 deduction for the small conpanies
« Change of the effective date

* Introduction of a progressivity factor

» They should be carefully scrutinized

In conclusion, this Admnistration strongly supports the
original SB 305, not the Senate Resource CS

* Although we comrend Senate Resources for their hard work
on this conplex |egislation

* We continue to believe the 20/20 is the appropriate |evel
to attract investnment, bring us a gasline and maxim ze
the State’s wealth over the long term

9:16: 20 AM

Co-Chair Green requested the figures the comm ssioner cited.
9:16: 37 AM

M. Corbus noted an editorial opinion paper witten by Governor
Mur kowski distributed to the Conmttee, which also lists the
figures [copy on file].

9:17: 06 AM

Co-Chair WI ken asked the date of the Governor's letter.

9:17:15 AM
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M. Corbus replied the letter is current of as of today and
would be submtted for publication in newspapers across the
st at e.

9:17: 30 AM

Co-Chair W1 ken asked, "Are we now in the process of changing
the rules that we started with two nonths ago?" He explained
that at the start of this legislative session when a change to
the oil tax system was first proposed, the issue was clear that
the current Economic Limt Factor (ELF) was "broken" given the
hi gher oil prices. The conm ssioner had also voiced this to him
two years prior.

Co-Chair WI ken continued that the legislature was instructed to
consider the nerits of this bill separately, as it would be a
tax on oil. However, the Departnent of Revenue is now asserting
that to increase the proposed tax rate of 20 percent would
af fect negotiations to secure a natural gas pipeline. Therefore,
he concluded that the "rules" had been changed. If this is the
case, the legislature nust change its approach and investigate
the negotiations. The details of +the negotiations nust be
learned if the legislature were to nake an informed decision
regarding this bill. The legislature could not be expected to
act upon this legislation without full know edge of all its
i mpacts. Two nonths ago, the legislature was advised this bill
had no linkage to the gasline negotiations; however, such a
linkage is clear. He would be unable to nake a decision on a tax
changes w thout knowing how it would affect the devel opnent of
natural gas resources.

9:20: 20 AM
M. Corbus indicated he would provide a witten response.
9:20: 28 AM

ROBYNN WLSON, CPA, Drector, Tax Division, Departnent of
Revenue, i ntroduced M. Di cki nson. They would provide a
conparison of the Senate Resources Conmittee substitute to the
original version submtted by Governor Mirkowski. They gave a
presentation titled, "Petroleum Profits Tax (PPT), CS for SB 305
(RES) Overview, Alaska Departnent of Revenue before the Senate
Fi nance Commttee, March 31, 2006.." [copy on file].
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9:21:56 AM

DAN DI CKI NSON, CPA, former Director of the Tax Division, secured
as a consultant by the Ofice of the Governor, began the
presentati on.

Page 2

Al aska G| Production

[Line graph showing MIllion Barrels/Day for the fiscal
years 1965 t hrough 2020 of: Qher (Cook Inlet, Duck Island,
MlIne Point, Geater Point MIintyre, Liberty, Knowmn On &
O fshore, Fiord and N-PRA), Northstar, Al pine, Kup-Sat,
Kupar uk, PBU Sat, and Prudhoe Bay. ]

M. D ockinson wuld focus on the "ideas that notivated the
Governor when he submtted this bill." The graph denonstrates
the production history, which peaked between 1985 and 1990 and
is steadily declining. In the mddle 1980s nearly $2 mllion
barrels were produced per day, of which $1.6 mllion were from
fields at Prudhoe Bay. Prudhoe Bay production has been steadily
declining. Production at other smaller fields is beginning and
is offsetting the decline. However, the Governor is concerned
that if nore investnent does not occur, the decline would
increase. This would not be in the best interest of the State
treasury or Al aska's econony.

9:23:22 AM
Page 3

The Governor's 3 Big |deas
e The current Production Tax systemis broken.
* W need to use the tax systemto encourage investnent

W ought to get a fair share of tax revenues when
prices are high, especially if reinvestnment is |ow

M. Dickinson listed the itens, expressing the Governor's
particular concern that the <current tax system could be
di scour agi ng i nvest nent.

9:24:12 AM

Page 4
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The Governor's 3 Big |deas

e The current Production Tax system is broken. The CS
al so replaces it.

W need to use the tax systemto encourage investnent.
The CS has incentives for investnent.

« W ought to get a fair share of tax revenues when
prices are high, especially if reinvestnent is |ow
The CS pushes the tax rate to 25% nmaintains credit
rate of 20%

M. Dickinson overviewed this page. Many of the incentives
included in the conmmttee substitute reflect the Governor's
proposal s and sone are different.

9:25: 09 AM
Page 5

The Governor's 3 Big |deas
* ldea one: The Production Current Tax Systemis broken
o W are not getting the investnent we need - could
the structure of the Production Tax be to bl ane
o W are not getting a fair share of revenues when
Prices are high and investnent is |ow

M. Dickinson read this into the record.
9: 25: 30 AM
Page 6
Unrestricted & Restricted Revenue
$ Billion
[Pie chart indicating the breakdowmn for FY 05: Federal
$1.9; Investnent $2.8; G| $3.4; and O her $0.8.]
M. Dickinson utilized this chart to give perspective. The tota
State revenues are divided into three nain categories and a
category for other sources. The "investnent" revenue represents
investnment fromthe Al aska Pernmanent Fund.
9:26:17 AM
Slide 7
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FY 2005 Petrol eum Revenue

$ Mllion

[Pie chart listing the breakdown of: Royalties + Bonuses +
I nterest $1,419.8; Production Tax $863.2; Corporate |ncone
Tax $524.0; Property Tax $42.5; NPR-A Rents & Bonuses
$31.6; Royalties to PF & PSF $486.5; and CBRF Settlements
$27. 4]

M. Dickinson noted the revenues were unrestricted with the
exception of Consti tuti onal Budget Reserve (CBR) Fund
settlements, royalties to the Al aska Permanent Fund and the
Public School Fund, and the National Petroleum Reserve - Al aska
(NPR-A) rents and bonuses. This bill relates to the production
tax. It would have no affect on the restricted funds or the
corporate incone tax.

9:28: 07 AM
Page 8

1. Destination Value at Market (2005)
[ Tabl e calculating the following information related to the
330 million barrels produced:
Destinati on Val ue at Market
$43. 43 per barre
$14,332 million
Less Tankering & Pipelines
$4.51 per barrel
($1,488) million
Gross Value at Point of Production
$38. 92 per barrel
$12,844 million
Less Upstream Costs
Operating: $3.33
Capital : $3.18
Total : $6.52 per barrel
($2,150) million
Net Val ue at Point of Production
$32. 40 per barrel
$10, 694 million]

M. Dickinson outlined this information. He corrected an error
as the $6.52 amobunt was incorrectly shown as $96. 52.
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M. D ckinson noted the destination value reflects the cost of
transportation nostly to Los Angeles, California.

M. Dickinson stated this information provides an understandi ng
of the value of Al aska resources.

9:30: 24 AM
Page 9

2. Current Production Tax
$in Billion

Gross Value at Point of Production $12, 844
1 - Royalty Rate 0. 875
Val ue Net of Royalty $11, 238
Tax Rate 0.15
ELF Rate 0. 55
Tax $927

M. D ckinson posed the question of how to tax the value. He
detailed this page. The State does not tax royalties, which
reduces the gross value 0.875 percent to the anobunt to be taxed.
The gross value is then multiplied by the tax rate and the ELF

9: 31: 55 AM

Page 10

I mplicit Cost

$inBillion

Production Tax Net of Royalty $11, 238

Less Inplicit Cost from Proxy (%5, 057)
$6, 181

Tax Rate 1.05

Proposed Production Tax $927

M. Dickinson defined ELF in this table as "a proxy for the cost
of getting the oil ready to go to market; the cost of getting
the oil out of the ground”. He stated, "If the ELF is a proxy it
isn't working" explaining this is why the systemis "broken"

M. Dickinson posed the question that if the State were all ow ng
deductions of actual costs instead of wutilizing a proxy, how
nmuch investnment would be necessary to equal $927 mllion. He
answered that approximately $5 billion worth of deductions woul d
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be required. Less than one-half that anobunt was actually
i nvest ed.

M . Dickinson enphasized that the ELF was designed as a proxy
when the gross value was at a "certain dollar range", which
"wor ked". Wen prices increased to unprecedented |evels and the
ELF is a percentage, the proxy is no longer effective. Gl
conpanies operating in the North Slope are being allowed
deductions that are "all out of line" with the actual costs.
"They are paying their taxes as if they were naking huge
investnents," although they are not nmaking those investnents.
The Governor suggests that the proposed Petrol eum Production Tax
(PPT) should reflect the actual investnents. The deduction
shoul d be allowed only for investnents actually made.

9:33:31 AM
Page 11

Kuparuk Crude O 1| Production & ELF

[ Bar graph showing Production in MIlion Barrels per Day
and ELF for the years 1990 through 2005 and forecasted for
2006 t hrough 2015.]

M. Dickinson stated that the relationship between volunes and
the ELF could become "supercharged". This slide denonstrates
that ten to 15 years ago, Kuparuk was producing approximtely
320,000 barrels per day with an ELF of approximately 0.8. An ELF
of 1.0 would pay the full 15 percent rate. Over that ten-year
period, the volunme has decreased by about one-half to about
160, 000 barrels per day. However, over that same period, the ELF
has decreased from 0.8 to zero and the field is paying no
production tax. The nethod of exenpting certain fields from tax
could have been considered effective at one point, but it is
not .

M. Dickinson informed that Kuparuk is the second |argest oil
field in the United States even with the dramatic decline. Yet
it is not paying any production tax as of this year. That
suggests that the nechanism used to exenpt fields from tax was
no | onger effective.

M. Dickinson surm sed agreenent has been reached on this issue

and how the system should be changed is the next step in the
process.
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9:35:14 AM
Page 12

Econom c Limt Factor

FY 1995- 2005 and FY 2006-2016

[ Bar graph showi ng the percentage rate of ELF for the years
1995 through 2005 and the projected rate for 2006 through
2015. ]

This page was not directly discussed.
Page 13

The Governor's 3 Big |deas

e |ldea two: We need to use the Tax system to encourage
i nvest ment

e Investnent |eads to nore production
* Mre production |eads to nore revenue
» Four ways the bill recognizes investnent

M. Dickinson indicated Ms. WIlson would give this portion of
the presentation.

9:35:41 AM

Ms. WIlson stated the Governor's legislation utilized the tax
systemto inprove and encourage investnent. The understanding is
that investnent leads to nore production and nore production
leads to nore revenue. The bill recognized four ways to
encour age i nvest nent.

9:36: 00 AM
Page 14
Governor's Bill: 4 ways of encouragi ng i nvest nent
* Net vs. gross - all investnent is a deduction

e 20%credits for capital investnents
e Up to a $73 mllion Annual Allowance
* Recognition of Transaction Investnent Expenditures

Ms. WIson outlined this page.
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9:36: 31 AM

Page 15
CS: 4 ways of encouraging investnent
* Net vs. gross - all investnent is a deduction - CS
preserves
» 20%credits for capital investments - CS preserves
e U to a $73 million annual allowance - CS has a tax-

free all owance based on production

* Recognition of Transition Investnment Expenditures - CS
changes this from a deduction to a credit with a
requi renent for current investnent

Ms. Wl son overviewed the conparison of the commttee substitute
adopted by the Senate Resources Conmittee to the original bil
subm tted by the Governor

Page 16

Tax Based on Net Profits
» (overnor's bill provided a tax based on Net Profits
e CS maintains this approach.

Thi s page was not specifically discussed.
9:37:21 AM
Page 17

G 0oss vs. Net
Current Tax on G o0ss

Val ue at wel | head $50. 00

Tinmes: tax rate 15%

Tax before ELF $7.50
PPT on Net

Val ue at wel | head $50. 00

Less:

Lease op exps (12.50)

Net taxable $37.50

Tinmes: tax rate 20%

Tax before credits $7.50
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Ms. WIlson remarked this page denonstrates that sinply changing
tax from net to gross would not necessarily change the bottom
line taxable <collections. The tax rate is the real issue.
Additionally, the tax rate is expected to increase by changing
fromgross to net.

9:38:12 AM
Page 18

Tax Base
Gross val ue at point of production

Ms. WIlson explained the rate starts with the tax base, which is
the gross value at the point of production. The tax base is what
is taxed.

9:38: 27 AM
Page 19

Det erm ni ng val ue under current system

[Illustrations depicting: Wst coast value $; an oi
tanker; a pipe with oil flowng out the end; and an off-
shore drilling platform]

Ms. WIlson surmsed the matter would be sinple if all oil sales
occurred on the North Slope. However, nost sales occur on the
West Coast and therefore, the selling price at the Wst Coast
must be considered. This price is not the value at the well head.
To account for the differences, transportation costs and
pipeline tariffs are backed out to cal cul ate the wel | head val ue.

9:39:16 AM
Page 20

Gross Val ue under PPT
Departnent of Revenue can allow a producer to elect the use
of :
* Royalty val ue
 DOR formula that estimates a value at a specific
| ocation such as point of delivery into a conmon
carrier pipeline
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Ms. WIlson stated the intention of both the original bill and
the commttee substitute is sinplification. Currently, two sets
of State auditors review the sanme "nunber" and are reaching
close, but not identical results. The bill would instead allow
royalty values to be wused. The formula may include other
factors, such as published prices, quality differentials,
applicabl e transportation costs and inflation adjustnents.

Ms. WIson noted this approach preserves the current statutes
and regul ations pertaining to gross val ue.

9:40: 23 AM
Page 21

Tax Based on Net Profits
G oss value at point of production
Less: Lease expenditures

* (Operating costs
» Capital expenditures

« All owance for overhead
Equal s: Net Profits

Ms. WIson overviewed this page. She qualified that allowable
operating and capital expenses nust be necessary and directly
attributable to the |ease. Allowance for overhead nust be
directly related to exploration, devel opnent and producti on.

Ms. WIson furthered that the bill directs that substantial
wei ght be given to industry practices. An option is provided
that would include as |ease expenditures, the costs paid by a
producer that are paid by an operator under the terns of a unit
operating agreenent. Lease expenditures would be reduced by any
rei nbursenents received by the producer from other producers or
gover nnent .

Ms. WIlson noted that capital expenditures are allowed at 100
percent in the year of acquisition. This is in contrast to usual
accounting practices in which an asset 1is purchased and
depreci ated against its useful life. The intent is to encourage
investment and allow for an imrediate deduction for those
expendi t ur es.

9:42: 23 AM
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Page 22

Non- deducti bl e expenses
* Depreciation
* Royalty Paynents
» Taxes based on net incone
* Interest & financing charges
» Lease acquisition costs
e Other costs

Ms. WIlson reiterated that because 100 percent of wite off is
allowed in the first year an asset was purchased, depreciation
in future years would not be all owed.

Ms. WIlson listed two reasons royalty paynents could not be
deducted, the gross value at point of production excludes
federal and state royalties and therefore royalties are not
included in the calculation of the tax, and because private
royalty leases is taxable. Oher costs would include the costs
of arbitration, donations, cost of organizing partnerships and
joint ventures and ot her business entities.

9:43: 37 AM

Senator Stedman asked for additional information about the
depreciation factor, as the proposal would differ from current
i ncone tax procedures. He wanted to know how the issue would be
handl ed with a producer paying both PPT tax and corporate incone
t ax.

9:44: 00 AM

Co-Chair Geen remarked this matter woul d be di scussed.

9:44: 20 AM

Ms. WIson explained that depreciation would be taken over the
lives of the assets on federal incone taxes. Mch of the
equi pnent is depreciable over seven years, sone offshore
drilling equipment has a five-year life and other equipnent is
depreciable up to 17 years. Longer useful life is granted for
State corporate income tax purposes, wth slower depreciation
for oil and gas <conpanies. This legislation would allow

i medi ate wite-off.
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9:45:17 AM

Senat or Stednman understood that the State corporate incone tax
is calculated on a percentage of a conpany's worl dw de incone.
Despite the loss of the depreciation schedule for the proposed
PPT tax, equiprment would still be depreciable.

9:45: 57 AM

Ms. WIlson affirmed. The State corporate incone tax considers
wor | dwi de income and apportions incone attributable to Al aska,
based on a formula. That result is taxed. Depreciation is taken
into account in that cal cul ation.

9:46: 46 AM
Page 23

Governor's Bill: Credits to Encourage |nvestnent
e 20% of qualified capital expenditures
« My be taken on:
o Exploration costs
o Capital costs incurred on | ease
Credits are transferable

Ms. WIlson told of another Kkey element for encouraging
investment is a provision that credits would be transferable.
The third party to whom credits are transferred could only use
those credits to offset up to 20 percent of the transferee's
tax. The recipient of transferred credits would apply to the
Department of Revenue for a credit certificate. The Departnent
woul d maintain information on credits and if deened appropriate,
the certificate would be issued. This would not preclude the
Departnment from undertaking future audits and reviewing the
credit in nore detail.

Ms. Wl son noted that exploration costs would include geol ogi cal
and geophysi cal expenses.

9:48: 35 AM
Page 24

CS: Credits to Encourage I|nvestnent
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CS maintains credits

Credits may not be taken on:
o0 Abandonnent costs

Ms. WIlson noted that the conmmttee

addi ti onal exenption for abandonnent costs.
9:48: 57 AM
Page 25

Friendly to New I nvestors

Ability to nonetize credits
Ability to nonetize | osses
Base al | owance

substitute

o Governor's bill: $73M deducti on
o0 CS: converts this to tax-free all owance based on

producti on:
(5000 - .2 x [ADP - 5000]) /

ADP

ADP = average daily production

Sunsets in 2013

Ms. WIlson outlined the conparison.

9: 50: 05 AM

Page 26

CS: 5,000 bbl plan
[ Tabl e showi ng the foll ow ng:

SFC- 06

Dai ly Production: 5,000
PPT t ax-fee production: 5000

Percent age of net incone tax-free:

Dai |y Production: 6,000
PPT t ax-fee production: 4800

Per cent age of net incone tax-free:

Dai ly Production: 7,000
PPT tax-fee production: 4600

Percent age of net incone tax-free:

Dai |y Production: 8,000
PPT tax-fee production: 4,400

Percent age of net incone tax-free:

(18)

100%

80%

66%

55%

added an
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Dai |y Production: 9,000
PPT tax-fee production: 4200
Percent age of net incone tax-free: 47%

Dai |y Production: 10,000
PPT t ax-fee production: 4000
Percent age of net incone tax-free: 40%

Dai ly Production: 15,000
PPT tax-fee production: 3000
Percent age of net incone tax-free: 20%

Dai |l y Production: 20,000
PPT t ax-fee production: 2000
Percent age of net incone tax-free: 10%

Dai |y Production: 25,000
PPT tax-fee production: 1000
Percentage of net inconme tax-free: 4%

Dai ly Production: 30,000

PPT tax-fee production: O

Percent age of net incone tax-free: 0%
Ms. WIlson outlined this informtion.

9:50: 13 AM

Senator Bunde asked why the presenter chose to denonstrate a
five-year "w ndow'.

9:50: 25 AM

Ms. WIlson deferred to the sponsor of the conmittee substitute.
9:50: 49 AM

Senat or Stedman requested conversion  of the information
contained on pages 25 and 26 from percentages to dollars and
determ ne which producers were included and excluded from the

tax to show how broad the provision would be.

9:51: 21 AM
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M. Dickinson explained the current three-tier system The three
| arge producers have productions of significantly nore than
100, 000 barrels per day. These producers would never realize a
tax savings from this provision of nore than five or ten
percent. Two other producers intend to produce 20,000 barrels
per day and other conpanies would likely produce Iless. He
deferred to the upcom ng presentation to further explain this.

9:53:16 AM

Senator Stedman relayed that the Senate Resources Conmittee
spent nunmerous hours on this issue, deemng it inportant. The
Senate Finance Comm ttee should understand it as well. The risk
of potential gains or increased nunber of producers nust be
understood and further investigated.

9:54: 21 AM
M. Dickinson would address this in an upcom ng heari ng.
9:54: 28 AM

Senator Stedman remarked that the conmttee substitute before
the nmenbers is "radically different” and that both versions nust
be under st ood.

9:55: 01 AM
Page 27

Transition Provision

* CGovernor's bill allowed deductions for recent capita
expendi tures
o Last five years' capital expenditures
o Allowed over 6 years
o Allowable on when price of oil exceeded $40

Ms. WIlson corrected an error indicating that the deductions
woul d be allowed over six years rather than five, as shown on
the original version of the presentation.

Ms. WIlson characterized this provision as one of fairness.
Assets purchased over the past several years would be generating
revenues calculated at the higher rates proposed in this
| egi sl ation.
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9:56: 08 AM
Senat or Bunde surmised that investnments made five years prior
were not made with expectation of this "claw back" provision.

| nstead the investnents were nade based on the econom cs at that
tinme.

9: 56: 38 AM

Ms. W/Ison agreed, but qualifying that the investnents were nade
with the expectation that the ELF based system would not be
changed.

9:56: 49 AM

Senat or Bunde found the argunent counterintuitive and that the
producers would need a claw back for tinmes when oil was |ess
t han $40 per barrel

9:57: 04 AM

Ms. WIlson remarked the decision was a policy call made by the
Governor in conjunction with the "bal ance he envi si oned".

9:57:16 AM

Senator Hof fman asked why an increased tax for the past six
years was not included in the bill. Deductions would be
permtted but increased taxes would not be inposed on revenues
generated during this period.

9:57:48 AM

M. Dickinson responded that the tax would not be retroactive.

9:57: 55 AM

Senat or Hof f man understood, and asked why the tax change would
not be retroactive if the deductions woul d be.

9: 58: 04 AM

M. Dickinson relayed the intent is that producers not regret
any investnents already mnade. Those conpanies that had been
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investing in Al aska should be allowed to recuperate from those
i nvest nments.

9:58: 53 AM

Senator Stedman identified two incentives: a transition period
aimted to benefit larger producers that have nmde nore
investnments, and a "barrel holiday" exenpting |ow production
rates fromthe tax that would benefit snaller producers.

9:59:41 AM

Co-Chair Geen discerned the claw back is designed as a
transition between the old and new tax systens.

9:59: 56 AM

Ms. WIlson affirned.

9:59: 59 AM

M. D ckinson agreed, but pointed out that Pioneer Natural
Resources is investing currently. The transition provision would
acknowl edge those investnents if the tax structure were to
change in the mdst of their project. Smaller producers would

al so benefit fromthis provision.

10: 00: 30 AM

Page 28

Transition Provisions in CS
* CS maintains 5 year |ook-back

 Allows recoupnment of $1 for every $2 currently
i nvest ed

* Renoves oil price test
e Changes froma deduction to a credit

Ms. WIlson noted the commttee substitute would allow for |ess
recoupnent .

10: 01: 00 AM

Co-Chair W1l ken asked for an explanation of the change from a
deduction to a credit.
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10: 01:16 AM

Ms. WIlson gave an exanple of personal income tax in which
charitable contributions and business expenses are utilized to
establish the anmount of incone to be taxed. Credits allowed for
personal income tax include <childcare and education. The
commttee substitute assigns a deduction of 25 percent, to a
credit worth 20 percent.

10: 02: 28 AM

Senator Dyson understood that for this application, the credit
is for investnent rather than credit agai nst taxes.

10: 02: 51 AM

Ms. WIlson corrected that the credit is against taxes and only
pertains to the transition recognition of previous investnents.

10: 03: 27 AM

Senator Dyson shared that <credits are significantly nore
val uabl e than deductions in calculating his income tax. He asked
the extent of the value difference for oil conpanies.

10: 03: 53 AM

Ms. WIlson replied that how the tax rate conpares to the credit
rate is the determining factor. She affirnmed that credits are
nore valuable in relation to personal incone tax.

10: 04: 28 AM

Senator Dyson asked if the variation would be different for the
maj or producers than smaller producers.

10: 04: 38 AM

M. Dickinson clarified that the credit is not 100 percent. A $1
mllion investnent allowed as a deduction would |ower taxes by
$250, 000 at the 25 percent rate. As a credit, $200,000 at the 20
percent rate would be applied after taxes were calcul ated,
reduci ng the tax by that anount.
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10: 05: 30 AM

Senator Dyson asked if the provisions of the conmttee
substitute would benefit all participants equally.

10: 05: 47 AM

M. Dickinson responded that credits don not always transfer at
face value. A small explorer mght need to nonetize the
investnment credit before production begins, by selling the
credit. In such an instance, the explorer would Ilikely only
receive 90 percent of the credit amount. Credits do not always
transfer at face val ue.

M. Dickinson pointed out that a small explorer took the
deduction but did not reach production, that deduction could
increase the size of the loss. As a consequence that anount
woul d be transferred to a credit to carry forward.

M. Dickinson identified the main feature between the deduction
and the credit as the 25 percentage and the 20 percentage.

10: 06: 56 AM

Senator Stedman noted that the commobn assunption of these
credits is as investnent tax credit, in which a 20-cent
i nvestment would reduce the tax bill by 20 cents. He asked M.

Di ckinson to further explain this.

10: 07: 30 AM

M. Dickinson detailed that a small business owner could deduct
from incone tax the entire anobunt paid for an equipnent item
The anount of marginal rate would be the anount gained fromthat
transaction. The investnent tax credit provides that ten percent
of the purchase price could be applied against inconme for a
reducti on of basis.

10: 08: 12 AM

Senator Stedman informed that the tax credit is subtracted
directly from the tax "bill". The credit is therefore a "nuch
nor e powerful nechanisnt than a busi ness expense.

10: 08: 28 AM
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M. Dickinson agreed. A $10 tax credit reduces tax by $10; a
$100 investnment results in a tax reduction of $10.

10: 08: 43 AM

Senator Stedman stressed the inportance of this issue because of
the multiple conplexities.

10: 09: 11 AM

Senat or Bunde asked if the difference between a deduction and a
credit is that a credit could be sold and a deducti on could not.

10: 09: 33 AM

Ms. WIson corrected that deductions, if they generate |oss at
end of year, could be converted to credits then sold. The net
operating loss could not be sold. The depreciation provision
coul d not generate a | oss, which could be sold.

10: 10: 15 AM

Senator Bunde concluded that a credit is nore valuable to the
producers than a deducti on.

10:10: 20 AM

Ms. WIlson affirned.

10: 10: 25 AM

M. Dickinson qualified this is generally true; however in the
context of commttee substitute it is reverse because the tax
rate is 25 percent and the credit is only 20 percent.

10: 10: 45 AM

Senat or Stedman  not ed, "The magnitude of the tax 1is
approximately five to one versus the credit.” As the tax is
i ncreased, it would have substantially nore inpact than

increasing the credit percentage.

10:11: 11 AM
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M. Dickinson acknow edged this is <correct at current oi
prices. However, at different prices the anbunt woul d vary.

10: 11: 32 AM

Page 29

The Governor's 3 Big |deas

e ldea Three: W ought to get a fair share of tax
revenues when prices are high, especially if
reinvestment is | ow

 Wth high prices we are not getting a fair share

e W& should be treated as fairly as other jurisdictions
whil e remai ni ng conpetitive with themfor reinvestnent

M. Dickinson pointed out that investnent dollars "would nove
around" and Alaska nust therefore remain conpetitive. O her
regimes protect, so nust remain conpetitive. O her reginmes act
in manners to protect their natural resources, and do not allow
i nvestnment to "escape", which the Governor's proposal intends to
acconpl i sh.

10:12: 15 AM

Senator Bunde asserted that the State should be treated fairly
and should treat industry fairly. Some discussions have given
hi m t he understanding that either the Governor's proposal or the
Senate Resources Conmttee proposal is very conpetitive and
woul d provide a better tax break than other venues. He asked if
this information is accurate and whether Alaska would remain
conpetitive.

10: 13: 08 AM

M. Dickinson responded that "peer groups” to which Al aska could
be conpared, Dr. Pedro Van Miirs concluded that the 20-percent
proposal would place Alaska in a better relationship to the
ot her jurisdictions than the 25-percent proposal woul d.

M. Dickinson cautioned on the need to be careful in conparing
Alaska to a location with large resources near tidewater and
mar ket s and wi thout arctic engi neering chall enges.

10: 14: 02 AM
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Page 30

Fair Tax Rate
Governor's bill: 20%

Page 31

Fair Tax Rate

Governor's bill: 20%

CS pushes tax rate to 25% and adds progressive feature

M. Dickinson overvi ewed these pages.

10: 14: 27 AM

Page 32

Progressivity Surcharge
* Ol surcharge applies when oil price (ANS West Coast)
exceeds $40/ bbl
(ANSwc - $40) x .0015
X ANS PV "wel | head" x taxable barrels of oi

Different definition for gross value at point of
producti on

e Deductible from PPT

M. Dickinson detailed the fornmula. The fornmula contained in the
commttee substitute has several nore terns, but those are
fixed.

M. Dickinson noted that although not expressively stated in the
bill, it is likely that a surcharge would be deducted as a
busi ness expense in cal cul ati ng PPT.

10:16: 10 AM

Co-Chair Geen asked why the formula includes both ANS West
Coast price and wel | head pri ce.

10: 16: 40 AM

M. Dickinson replied that the ANS Wst Coast price just forns
an index and is taken as a marker to conpare to the $40 anount.
The well head value would be |ower by approximately $5 for 2005
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and would likely increase to approximately $7. This definition
of the wellhead value is different than the gross value
definition.

10: 17: 36 AM

Senator Stedman surmsed that the tax provision |anguage could
require anending. The surcharge should not be a "double
deduction”. He suggested stipulating an "in effect” or "after
tax deduction"” to avoid this due to the calculation on the gross
rather than the net. The surcharge should not be enbedded in the
formula and then allowed as a deduction. He preferred "one |ess
the PPT rate". He cautioned against allow ng the surcharge to be
taken as a deduction, stating it would allow the industry to
"nove expenses forward and backward" depending on the price of
oil or other factors for the benefit of industry versus the
State.

Senator Stedman next spoke to the issue of utilizing West Coast
pricing rather than Wst Texas pricing. Both options have
benefits and drawbacks. When this bill was under consideration
by the Senate Resources Committee, West Texas pricing was
originally proposed because it is considered a "nore liquid
mar ket, nore actively traded and less likely to be manipul ated.”
That Commttee anended the bill to provide for Wst Coast
pricing. In the event of decreasing production, the Wst Coast
pricing would be subjective to significant variations due to a
| oner vol une. However, the current version of the bill includes
| anguage providing the State the ability to utilize a proxy if
publ i shed West Coast prices were not an "accurate reflection" of
the worth of the comopdity. He acquiesced to the "logical
argunent” for utilizing West Coast pricing.

Senator Stednman continued explaining that Al aska North Sl ope
wel | head (ANS) West Coast pricing, less the trigger anount of
$40, is the current formula. He noted the $40 anmount is subject
to discussion. The ANS price, at the point of sale would be
multiplied by the taxable barrels to calculate the surcharge on
the barrels produced at the well head. This involves considering
"where the oil is produced" and "where the price is triggered
front.

Senator Stedman noted that the fornmula is not mathematically

correct, or "conpressed" because the calculation would change if
the PPT rate was increased to .25, .3, or another anount. The
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surcharge formula would be adjusted to "float with" the PPT rate
ultimately adopted. This is a "conceptually easier way" to
understand the PPT tax rate enbedded in the fornula.

10: 22: 40 AM

Co-Chair Green pointed out this is reflected in the conmmttee
substitute.

10: 22: 43 AM

Senator Stedman affirnmed. The actual formula would be |onger.
The abbreviated formula is utilized at this stage to provide
clarity.

10: 22: 54 AM

M. Dickinson further confirnmed this, stating that once the
| egislature determnes the PPT tax rate, the fornmula would be
conpressed. This is intended to avoid drafting errors nade
during the amendnent processing of the bill remai ni ng
uni dentified before enactnment into | aw.

10: 23: 22 AM

Senator Stednan supported this nmethod, as he anticipated
significant discussion on the trigger point and the "slope
nunber " .

10: 23: 46 AM

Senat or Hof f man asked how often the fornula would be cal cul at ed
and whether it would be done daily.

10: 23: 59 AM

M. Dickinson responded the fornula would be cal cul ated nonthly.

10: 24: 04 AM

Senator Hof fman hypot hesized the price of oil increasing from
$20 per barrel at the beginning of a nonth to $30 at the end of
the nonth, although at some point in that nonth reaching a
maxi mum of $40. He asked if in such an instance if the formula
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woul d be cal cul ated on the ending price of $30 and not take into
account the tenporary higher price.

10: 24: 23 AM

M. Dickinson clarified the fornmula would be calculated on the
average daily price during the one nonth period.

10: 24: 41 AM

Senator Stedman asked if the Senate Resources Conmittee
substitute stipulated that a "weighed average" of "barrels
produced” would be wutilized in the formula, rather than a
"sinple average on barrels produced". He recommended the
wei ghted average, as it would take into consideration rate of
production at different price |evels.

10: 25: 11 AM

M. Dickinson replied that over tinme, a "different effect” would
be experienced. He questioned the benefits of establishing
different triggers for each producer and subsequently different
cal cul ations for every producer.

10: 25: 29 AM

Senator Stedman pointed out the need to anmend the bill to
stipulate the wuse of "average" North Slope wellhead price,
nothing the multiple well head prices for the North Sl ope.

10: 25: 48 AM

Co-Chair Geen asked if the intent is to be consistent with West
Coast prices.

10: 25: 58 AM

Senator Stedman affirned, as he understood there to be severa
wel | head prices for the North Slope. The State mnust specify
whi ch woul d be utilized for t hese cal cul ati ons. The
Adm ni stration could assist in acconplishing this.

10: 26: 11 AM
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M. Dickinson informed that "gross well head" is already defined
in statute and proposed utilizing it for this tax as well. Al
terms affecting the gross at the point of production are
detailed in the Departnent's regulations, including calculation
of the average, rounding, accounting for days not reported, and
addressing retroactive changes in reporting services. These
smal | amounts when accunul ated are significant.

10: 26: 33 AM

Co-Chair Geen clarified such regulations currently exist.

10: 26: 37 AM

M. Dickinson answered in the affirmati ve.

10: 26: 45 AM

Page 33

CS. Progressivity Feature

House Resource Progressivity Feature

[ Li ne graph depicting additional billions of dollars in tax
based on the ANS Wst Coast price per barrel. The
additional tax 1is inposed at a price of $35bbl and
increases steadily to approximately $15 at a price of
$120bbl . ]

Thi s page was not di scussed.

Page 34
Governor's bill provided a fair tax rate
ANS West Coast Price $70. 00
Downstream Transportati on (7.00)
Vel | head Val ue (gross) 63. 00
Upstream Production Costs (7.00)
Production Tax Val ue (net) 56. 00
20%
11. 20
Percent age G oss 17. 8%
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Per cent age Net 20. 0%
And
Page 35
CS: How Does Progressivity Feature Work?

Progressivity

PPT Fact or
ANS Wl | head (PV) $63. 50
ANS wc $70. 00
Downstream Transportati on (7.00) 4. 5%
Vel | head Val ue (gross) 63. 00
Progressivity 4. 5%
Progressivity Amount (2.90) 2.90
Upst ream Producti on Costs (7.00)
Production Tax Val ue (net) 53.10

M. D ckinson stated that these pages, plus the follow ng page,
provi de a conparison of the commttee substitute to the origina

bill introduced at the request of the Governor.
10: 27: 34 AM
Page 36
How Does Progressivity Feature Wrk?
(Cont.)
Senate Resources CS
Pr ogr ess-
PPT ivity Tot al
Producti on Tax Val ue (net) $53. 10 $53. 10
PPT Rate 25%
Total Tax 13. 29 2. 86 16. 15
Percent age G oss 25. 5% 28. 8%
Per cent age Net 21. 1% 25. 6%

M. D ckinson explained that the same ANS Wst Coast Price
figure of $70 is utilized in this chart. The tax has increased
to al nost 29 percent cal cul ated on the net.

10: 28: 09 AM
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Senator Bunde asked if the 29 percent increase is to the current
economc limt factor (ELF) rates.

10: 28: 23 AM

M. Dickinson corrected that these are the "current rates". The
current "take on gross" for the North Slope on average is
approxi mately seven to ei ght percent.

10: 28: 43 AM

Senator Bunde requested further definition of the 28.8 percent
figure cited on Page 36.

10: 28: 52 AM

M. Dickinson replied this would be the effect of the comittee
substitute at a price of $70 per barrel expressed as a percent
of the gross value at the point of production. This would
conpare to the ELF tax, which also taxes at the gross value at
t he poi nt of production.

Senat or Bunde asked the net tax in this scenari o.

10: 29: 11 AM

M. Dickinson answered the net tax would be approximately 25.6
percent .

10: 29: 20 AM

M. Dickinson qualified that Senator Stedman had expressed that
he did not intend for this as calculated to be deductible.
Therefore, the actual anmunt would be higher. The current
| anguage of the commttee substitute provides that it would be
deducti bl e.

10: 29: 39 AM

Senator Bunde had understood that a PPT rate of 25/20 would
result in a net tax burden of approximately 12 percent.

10: 29: 57 AM
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M. Dickinson explained that a price per barrel of $70 would
trigger the progressivity increase. The cited anount includes
the progressivity feature.

10: 30: 16 AM

Senator Stednan referred to M. D ckenson's conmment that the
percentage would be higher if treated as a deduction. Senator
St edrman again cauti oned agai nst doubl e deducti on, as
progressivity formula is witten to reflect the deduction.

Senat or Stedman reported that the consulting firm EconOne, had
al so cal cul ated the Percentage Net at 25.6 percent under a 25/20
rate with a .2 escalator at $70 per barrel. That is an effective
tax rate estimated for 2007 to 2016. The fornerly considered
si x-year transition would have allowed deduction of 75 percent
of expenses incurred in FY 05, 50 percent deduction for FY 04
expenses, and 25 percent deduction for FY 03 expenses with an
exclusion of $75 mllion. He was unsure whether the percentages
i nclude the six-year transition provisions.

Senator Stedman expressed intent to request that EconOne
recal culate the figures incorporating the changes nade by the
Senat e Resources Commi ttee.

M. D ckenson indicated the Departnent has prepared a fiscal
note that includes this information. This would be detailed to
the Commttee at a | ater date.

10: 32: 00 AM

Senator Hoffman, noting that the graph on Page 33 reflected
action of the House Resources Commttee, requested a simlar
chart reflecting the Senate Resources Comm ttee substitute.

10: 32: 24 AM

M. Dickinson acknow edged the title of the graph is in error
and should read Senate rather than House. The data is reflective
of the Senate Resources Conmittee actions.

10: 32: 33 AM

Page 37
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CGovernor's Bill: OQher Provisions
« Mnthly return filing
* 90% paynent safe harbor
e Yearly true-up on 3/31

Ms. WIlson reiterated that the existent practice of producers
filing on a nmonthly basis would not change under either the
Governor's proposed |l egislation or the commttee substitute.

Ms. WIlson stated that the Governor's version contained a 90
percent "safe haven" paynent provision, which is simlar to
citizens' estimated tax paynents for federal personal incone tax
returns. The intent is to accommpdate for the necessary
estimates involved. As a matter of fairness, the Governor
determned that a safe haven be provided. This provision also
includes a "yearly true-up® on March 31, to «correct any
di fferences between the estimtes and the actual tax.

10: 33: 30 AM

Senator Stedman referenced the graph on Page 33, noting that the
exponential curve starts at the price per barrel of oil at $35
rat her than $40. The higher anpbunt is the point specified in the
commttee substitute at which progressivity would take effect.

10: 34: 04 AM

M. Dickinson identified this as an error nade in the graph. He
confirmed progressivity would begin at $40 under the provisions
of the commttee substitute and stated that a corrected graph
woul d be prepared.

10: 34: 33 AM

Senator Stedman requested that once details including the tax
percentages had been agreed upon, other provisions, such as
"trigger points" could be discussed.

Co- Chair Green agreed.

10: 35: 03 AM

Page 38
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CS: O her Provisions

e Mnthly return filing
CS mai nt ai ns

e 90% paynent safe harbor
CS increases this to 95%

e Yearly true-up on 3/31
CS changes this to quarterly true-up

Ms. WIlson outlined the differences between the original bill
and the commttee substitute.

10: 35: 22 AM

Co-Chair Green surmsed that the producer would have less tinme
to reconcile discrepancies once the actual tax anmount was
det er m ned.

10: 35: 40 AM

Ms. Wlson affirmed that the true-up period would be shortened.
Governor Murkowski determned that an annual reconciliation
woul d be nore appropri ate.

10: 36: 07 AM

Page 39
O her Provisions in CS

Spill fee increases total fee 1¢ to 6¢

» Suspended fee (AS 43.55.201)
0o 2 cents changed to 1 cent

* Non-suspended fee (AS 43.55. 300)
o 3 cents changed to 5 cents
No Longer Creditable as in Governor's Bil
Ms. WIson overviewed this information.

10: 36: 30 AM

Page 40

O her Provisions in CS
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o Existing Private royalty oil tax rate set at 5% 1.5%
in Cook Inlet

o Bill sets no tax rate on new private royalty |ease
producti on

o Effective date changed from7/1/06 to 4/1/06

Ms. WIlson explained that the conmi ssion of the Departnent of
Revenue would recommend a tax rate for new private royalty
| eases; however no tax wuld be established until t he
| egi sl ature took specific action.

10: 37: 14 AM

Ms. WIlson remarked that retroactive taxes are problematic from
effective date, from "a tax admnistration standpoint”. The
Governor determned that July 1 would be a "fair" date for the
new tax structure to be inplenented.

Ms. W son announced this concluded the prepared presentation.

10: 37:48 AM

Co-Chair WIlken returned to Page 8 depicting Destination Value
at Market (2005). He asked if the referenced Point of Production
woul d be established at Punp Station 1.

10: 38: 15 AM

M. Dickinson replied that this 1is <correct for resources
originating at Prudhoe Bay. Point of production for the Al pine
field and other sites would be established at the point the
resources enters a conmon carrier pipeline. Typically, the point
of production is established where the resource enters a
pi peline that has a published tariff.

10: 38: 43 AM

Ms. WIson next spoke to the fiscal note provided for the
commttee substitute. She directed attention to the final two
pages outlining the projected revenues. The calculations are
based on the projections of the Spring 2006 Departnent of
Revenue forecast. She detailed the information, noting the
conparisons of the original bill to the coomttee substitute and
to the existing tax structure.

SFC- 06 (37) 03/ 31/ 06



10: 40: 48 AM

Ms. Wlson informed that the Departnent requests four additional
positions to adm nister the new tax structure: three auditors
and one tax technician. Al though the workload would be sonmewhat
| ess, additional responsibility would be required.

10: 41: 33 AM

Ms. WIlson referencing page 3 of the fiscal note, spoke to the
transitional and auditing costs. Records of the prior five years
nmust be audited to inplenent the new structure. Funds would al so
be necessary for costs associated with the adoption of new
regulations to provide for an immedi ate or retroactive effective
dat e.

10: 42: 21 AM

Senator Stedman asked if the information contained on the third
page of the fiscal note pertains to the Senate Resources
Commttee substitute or a conmittee substitute adopted by a
House of Representatives commttee, as stated.

10:42: 46 AM

Ms. Wlson clarified that the fiscal note should state that the
i nformati on rel at es to t he Senat e Resour ces Committee
substitute.

10: 42: 52 AM

Senator Stednman spoke the issue of the proposed 20 percent tax
credit for exploration expenses and the effect this credit would
have on revenues for the State. He requested an explanation of
the "magnitude"” of the credit and how it is addressed in the
fiscal note.

10:43: 30 AM

Ms. WIson deferred to Roger Marks, who would be giving the next
present ati on.

10: 43: 45 AM
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Senat or Hof f man, speaking to the nunber of positions required to
adm nister the new tax. He surmsed that transitioning from a
tax based on gross profits to one based on net profits could
jeopardize billions of dollars if the «calculations were
incorrect. He asked if the four additional positions would be
sufficient for this undertaking.

10: 44: 18 AM

Ms. WIson explained that the four nmentioned new positions would
be in addition to three existing positions that are currently
vacant. Once filled, six positions would be utilized for this
purpose. Also, the Departnent intends to secure assistance from
outside auditors to garner baseline data. Many fields |ocated on
the North Slope are under joint ownership and each producer
effectively nonitors the expenses of the others. Thi s
information would also be utilized, although the calcul ations
would not be solely dependent on producer-generated figures.
Safeguards would be in place to ensure that the data and
cal cul ati ons were accurate.

10: 45: 43 AM

Senator Hoffrman requested affirmation that the nunber of
requested positions to inplenent the conmttee substitute is
unchanged fromthat of the original version

10: 45: 58 AM

Ms. WIlson answered this was correct. She qualified that
addi tional expenses would be incurred for the contractual costs
of witing new regulations to provide for the retroactive date
stipulated in the conmttee substitute.

10: 46: 30 AM

Co-Chair W1 ken questioned the figure of $25.50 reflecting the
Departnment's forecasted price per barrel for FY 09.

10: 46: 49 AM

Ms. Wlson replied that the long-term forecast, which is updated
every two years, is currently projected at $25.50 for 2009 and
into the future. The fiscal note also provides calculations
using a price per barrel of $40.
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10: 48: 23 AM

ROGER MARKS, Petrol eum Econom st, Departnment of Revenue, gave a
presentation titled, "PPT Revenue Studies, Presentation to
Senate Finance, Alaska Departnent of Revenue, March 31, 2006"
[copy on file].

10: 49: 58 AM

Page 2

Overvi ew

o Description of tax
Description of nodel
Long-term cunul ati ve revenues
Annual revenues
Effective tax rate
State take
Cook I nl et

(ol elNolelelNo)

M. Mrks listed these itens, which would be discussed in the
presentati on.

AT EASE 10:50: 15 AM

10: 51: 06 AM

M. Marks noted that due to time constraints, he would focus on
certain issues during this neeting, deferring others to the
fol |l ow ng neeti ng.

10: 51: 32 AM

M. Marks provided observations on certain aspects of the tax
proposal s.

10: 51: 44 AM

Page 5

Assi st Small Conpanies & Attract New | nvestors
o Small Investors
o Bigger appetite for smaller targets
0 New targets
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o Diversity

0 Less risk averse
0 New | nvestors

o ANVR, NPRA

M. Marks reiterated Ms. WIlson's testinony that provisions were
contained in the original version of the bill to encourage
investors for both large and small new investors. One is the
ability to deduct costs. Historically, the tax has been based on
the gross value at the point of production and does not include
any capital or operating costs. Under this system any
investments nmade do not reduce taxes. As a result, producers
could take the profits earned on Al aska operations and reinvest
those nonies in localities where investnents do reduce taxes.

M. Marks relayed that the Murkowski Adm nistration determ ned
that small investors should conprise an inportant part of oil
devel opnent in Alaska. He listed the Nenana Basin, Mnto Flats,
and the southern foothills of the North Slope as |ocations that
smal | er i nvestors woul d be i nterested in devel opi ng.
Addi tionally, opportunities would be available for new investors
to participate in the developnent of the Arctic National
Wldlife Reserve and offshore operations. Provisions in the bill
are intended to attract these investnents.

10: 53: 48 AM

Page 6
Smal|l & New | nvestors Mechani sns

Selling credits
Converting |l osses to credits
Bi g NPV boost
St andard al | owance
o (5,000 - 0.2 x [ADP - 5,000])/ADP
= Wiere ADP is average daily production for
conpany
= Expires after 2013

o O 0O

M. Marks characterized the Governor's proposal as a three-part
approach. Developnment of an oil field takes a couple of years
and requires investnment during that tinme. Revenues would not be
achieved for several years. The woriginal bill would allow
credits on the investnent to be sold imediately. This would

SFC- 06 (41) 03/ 31/ 06



"nonetize credit on day one on a net present value (NPV)" and
woul d be a significant value for new investors.

M. Marks conpared this to the current system in which
i nvestnments nmade on operations that prove unproductive would be
lost to the investor. A wildcat outfit that spent $10 million to
drill a well that "cane up dry" would carry the entire burden of
that investnent. Under the provisions of the Governor's
proposal, the investor could convert the expenses to credits and
sell those credits. The State would be "risk sharing” in these
activities would essentially pay 40 percent of the costs. The
State would pay 45 percent of these costs under the provisions
of the commttee substitute. This is inportant for pronoting
expl orati on.

M. Marks detailed the standard allowance. The original version
of the bill provides a standard allowance of "5,000 barrels per
day at a $40 barrel net incone". Under the current system snal
fields pay no tax, a provision inportant to attract small
i nvestors.

10: 56: 37 AM

Page 7

[ Li ne graph showi ng the Percentage Allowance of the Conpany
Daily Production. At a production rate of 5,000 barrels per
day, the allowance would be 100 percent. The percentage of
the allowance would decrease as production increases and
would be elimnated at a production rate of 30,000 barrels
per day. ]

M. Marks explained this graph depicts "what percentage of your
production is tax fee depending on what your total production in
the state is.” No tax would be inposed on a production rate of
5,000 barrels or fewer per day. Daily production rates higher
than 5,000 would be assessed a tax on a percentage of the
barrel s produced; for exanple 50 percent of the barrels produced
woul d be taxed on a production rate of 9,000 or lower. The tax
woul d be assessed on all barrels produced for production rates
of 30,000 barrels and higher.

10: 57: 43 AM
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Senat or Bunde asked if the graph reflects the original bill or
the conmittee substitute.

10: 57: 49 AM

M. Mrks responded this information pertains to the provisions
in the Senate Resources Comm ttee substitute.

10: 57: 55 AM

M. Marks gave exanples of the amount of barrels that would be
taxed for independent operators devel oping smaller fields.

10: 58: 42 AM

M. Marks noted that all producers would receive a tax waiver on
the first 5,000 barrels produced each day. Because this 1is
"gauged to incone" as prices increase and decrease, the nunber
of tax free barrels would vary.

10:59:41 AM

Senat or Dyson asked if snmaller producers would nmake an effort to
[imt production to |less than 5,000 barrels per day to avoid the
tax, thus extending the production over a |onger period.

11: 00: 12 AM

M. Marks replied that the incentive for doing this is
insignificant because the all owance percentage is provided on a
sliding scale. Forgoing the revenue of $50 per barrel to save
the tax is illogical unless the tax rate is very high. He was
al so unsure why a producer would limt production under a net
present value basis, thus delaying earnings. He remarked, "Tine
is everything in business.™

11: 00: 50 AM

Senator Stedman infornmed that the under the provisions of the
original bill, at a price per barrel of $40, approximately $14.6
mllion of production annually would be tax free per producer.
The nunber of producers operating in the future is unknown,
although it is hoped that nore producers would be operating and
that production would be higher than the current Ilevel. The
forgone tax on $14.6 mllion annually for each producer would
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over ten to twenty years be a significant amount of |ost revenue
to the State. Concern was expressed in the Senate Resources
Commttee that the "large exclusion" would raise questions. The
anended provision in the comrttee substitute represents a "re-
mani pul ated” of the tax exenption. However, new concerns have
been raised that the anended provision could be too restrictive.
Regardl ess, the intent is to have "a tax-free holiday [of] |ess
than 5,000 barrels for all the conpanies."

Senator Stedman enphasi zed this is one portion of the incentives
for smaller producers. The other portion is a "two for one | ook-
back"”. This matter should be revisited by this Conmttee.

11: 03: 17 AM

Co-Chair Geen announced that M. Mark's presentation would
continue the foll ow ng day.

#
ADJ OURNIVENT

Co- Chair Lyda G een adjourned the neeting at 11:03:52 AM
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