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CHAIR THOVAS WAGONER <called the Senate Resources Standing
Commttee neeting to order at 3:38:57 PM Present were Senators
Ben Stevens, Bert Stedman, Ral ph Seekins, A Kookesh, Kim Elton
and Chair Thomas Wagoner. Senators Getchen Guess, Hollis French
and CGene Therriault also attended the neeting.

SB 305-O L AND GAS PRODUCTI ON TAX

CHAIR Thonmas WAGONER announced SB 305 to be up for
consi deration. He asked Dr. Van Meurs to proceed.

DR. PEDRO VAN MEURS, GOl and Gas Consultant to the Governor,
i ntroduced the February 23, 2006 PowerPoint presentation titled
"Petrol eum Producti on Tax".

Slide 2 denonstrates that the Al aska fiscal system applied to
oil and gas consists of four primary conponents: royalties,
production tax (severance tax, "ELF"), property tax, and state
corporate inconme tax. In addition, there is a federal corporate
i ncone tax.

The presentation relates to the international conpetitive
aspects of the proposed petrol eum production tax. Ooviously, he
said, when international fiscal system conparisons are done, the
entire state and federal package is conpared together.

Slide 3 provides an explanation of the PPT. The proposal
outlined in SB 305 calls for a 20 percent tax rate and a 20
percent tax credit rate, a $73 nmillion tax-free allowance, and a
capital expenditure (capex) clawback over the last five years

Capex includes all expenditures related to wells, facilities and
such.

Slide 4 outlines the history of the project, which was finalized
on February 14, 2006. Unti l early January 2006 his
recommendation was for a 20 percent tax and a 15 percent tax
credit based on the international conpetitiveness analysis, but
as the results becane known, he decided to amend that to a 25
percent tax rate and a 20 percent tax credit rate (25/20). Due
to that change, the report contains reference to both 20/15 and
25/ 20.

The 20/20 concept and the capex clawback were suggested after
the report was finalized so reference to that system as the
main feature in the report won't be found. However, Dr. Van
Meur s sai d, from t he per spective of i nternationa
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conpetitiveness, the options are simlar so the (genera
conclusions of the report remain valid for the 20/ 20 concept.

Slide 5 is the table of contents.
Executive Summary
| nt roducti on
New i nternational trends in government take
Econom ¢ anal ysi s
Anal ysis of the 20/ 15 PPT
Anal ysis of alternative PPTs
I nternational conpetitiveness of the 20/15 PPT
International rating of the 20/15 PPT
Conpetitiveness and PPT rate
. International rating of the 25/20 PPT
0. Heavy Q| Incentives
1. Revi ew of 25/20 PPT

RPRrONoOTAhwE

The table in Slide 6 considers the range of cost scenarios for
different field sizes. For this kind of fiscal analysis it's
inportant to consider a wde range of cost and field sizes
because you don't know what size the next find will be. If the
Artic National WIldlife Refuge (ANWR) is ever opened it's
inmportant to have an adequate fiscal analysis in place so the
state can receive maximum benefit. That being said, Dr. Van
Meurs explained that the main focus of the economic work was on
high cost fields of 50 mllion and 150 mllion barrels, since
those field types represent North Sl ope conditions.

Slide 7 analyzes the 20/20 PPT when oil is $40. The chart shows
the royalties, PPT, property taxes, and state and federal
corporate incone taxes for "DRY HOLE," 50 MM 150 MM and 500 MV
barrel fields.

When you exanmine a DRY HOLE you see the nunbers are negative
meani ng the anobunts are deductible for PPT purposes because the
PPT is now on a corporate basis. Looking at how nmuch is returned
from the governnent as a result of |ower PPT or |ower corporate
income tax, you can see that, for $40 oil, 64.7 percent of the
well cost is returned to the investor. The DRY HOLE data clearly
shows that the PPT is an enornously strong instrunment for
exploring or drilling other wells.

The next three colums show 50 MM 150 MM and 500 MM For the 50
MM field the PPT is -110.1. That neans that for new investors
the $73 mllion tax-free allowance applies so for all practica
purposes the investor won't pay the tax, but wll receive the
tax credits. For the larger fields the tax rapidly overcones the
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tax credits and a lot of PPT is payable. If you |look at the
overall "Alaska governnent take," you see that for a small 50 WM
field it is 22.6 percent and that goes up to 35.4 percent for a
500 MM field. The "Federal governnent take ranges from 27.2
percent for the 50 MM field to 22.7 percent for the 500 W
field.

3:51:35 PM

Slide 8 illustrates that tax credits are inportant for small
fields and that they have considerable inpact on the break-even
point. The chart is a sensitivity analysis for PPTs of 20
percent with no tax credit, a 15 percent tax credit, and a 25
percent tax credit. The break-even point is about $22 per
barrel, but with a 25 percent tax credit it rises to as nuch $34
per barrel. The higher the tax credit, the higher the break-even
price, he said.

He made the point that the tax credits make for a riskier system
for the state. The nore tax credits, the greater the chance
there are negative values for fields. That enphasizes the
i nportance of striking the right balance between tax rates and
tax credits. He renmnded nenbers that he had previously
recoomended the 20/15 conbination and then the 25/20
conbi nation. He favors conbinations in which the tax rates are
combined with a sonewhat |ower tax credit rate.

Overall, the 20/20 conmbination is a riskier system than either
20/ 15 or 25/20. The graph clearly denbnstrates that tax credits
have an enornous inpact on the crossover point.

Slide 9 shows the internal rate of return (IRR) for 150 mllion
barrel fields under low well productivity and high costs. The
hi gher the tax credits the higher the rate of return. The chart
shows that with a 25 percent tax credit rate the IRR can be
i ncreased by as nmuch as 5 percentage points for this size field.
Clearly, the tax credits are the main instrument for inproving
the IRR which is an inportant factor in nmaking these tax
paynments so attractive for new investors.

3:55:16 PM

Slide 10 nakes the followi ng statenent: The conpetitive position
of the Al aska system was analyzed using the sanme field sizes
Ei ght fiscal systens were anal yzed and they all reflect areas in
the world where considerable investnment is currently taking
pl ace. Those systens include: Norway, UK, US Gulf Coast, Alberta
O 1 Sands, N geria, Angola, Russia-Sakhalin, and Azerbaijan
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3:56: 20 PM

Slide 11 establishes the principle that relative to other
jurisdictions, Alaska has the disadvantage of a relatively |ow
wel | head value due to high transportation costs and a |ower
quality than other crude in the world. As a result of those two
factors, there is a $7 differential between a barrel of oil
produced in the Gulf of Mexico and a barrel of oil produced on
the North Slope. The study takes that $7 differential into
consideration so if the rate of return for Al aska and other
jurisdictions is the sane, it neans that it's already taken into
account that the Alaska wellhead price is $7 less than the Qulf
of Mexico or $5 | ess than Al berta.

The slide indicates that many nations have a |ower wellhead
price than the @ulf of Mexico. For instance, Azerbaijan has a $6
differential. Dr. Van Meurs advised that he included Azerbaijan
to make a conparative analysis between jurisdictions with |ow
net back values or | ow well head prices.

DR. VAN MEURS expl ai ned that the next few slides show the actua
international conparison of different fiscal systens that were
st udi ed.

The graph in slide 12 shows the rate of return for a 500 mllion
barrel field in Norway and the United Kingdom The British termns
are very profitable and the Norwegian ternms are sonewhat |ess
profitable. Al the PPTs fall between the British and Norwegi an
terns.

4:00:19 PM

Slide 13 illustrates the IRR for a 50 MM barrel field for a
first investnent. The new investor would benefit from the $73
mllion tax-free allowance. They woul dn't pay any PPT tax on the
first discovery, but they would still receive the tax credit.
The graph clearly denonstrates that by international standards,
the first field would be very profitable. Once the price rises
to $30 or $40 per barrel it doesn't matter nmuch whether a PPT of
20/ 20 or 25/20 or 20/15 is selected, all have a high rate of
return. That's because the tax isn't paid, but the tax credit is
received so there's actually a negative PPT.

Slide 14 shows the average governnent take for a first
investment in a large 500 MM barrel field. The worldw de
spectrum of governnent take is represented here with the United
Ki ngdom governnent take at 50 percent and the Norway government
take at 78 percent. The government take for Al aska is about 60
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percent for each of the various fiscal options. The governnent
take includes the federal corporate incone tax in addition to
royalties, property tax, and the state corporate inconme tax so
the PPT is just a small conponent. The options all have about
the sane take, but when you nove from 20/20 to 25/20 there is a
one or two percentage point increase in governnment take
depending on price and cost |evels.

Slide 15 illustrates the average governnent take for a first
investment in a 50 MM barrel field. In this scenario the
governnment take averages about 50 percent, but at very |ow
prices it feathers off to the point of being uneconomc. That is
in contrast to the last slide showwng that a large field has a
60 percent governnent take.

Slide 16 deals with the conpetitive index covered in chapters 7

8, and 9 of the report, which shows how conpetitive a systemis

Dr. Van Meurs explained that the nmethodology is relatively
sinmple. Collect a nunmber of econom c variables including rate of
return, net present value, and governnent take for a nunber of
different field sizes and cost conditions. In the study, 48
el ements were evaluated for 10 different fiscal systens. If a
fiscal system was the best in all 48 elenents, then a rating of
48 was given. The fiscal system that was the worst of 10 was
given a rating of 480.

4:05: 39 PM

Slide 17 shows new investor ratings for a 20/15 and a 25/20
system The US @ulf of Mexico with a score of 52 is best under
the 20/15 rating while the Russia-Sakhalin score of 444 is the
worst. The score for the Alaska Current system is 364 and the
Al aska PPT score is 272. That means that a new investor would
perceive the PPT as significantly nore conpetitive than the
Al aska Current system He noted that even though he hadn't
evaluated the 20/20 system the sane would hold for that
conbination and certainly it would be nore attractive to the new
i nvestor than the Alaska Current system

Slide 18 relates to PPT and heavy oil. Heavy oil represents a
new generation of oil in Alaska and it's inportant because
there's an estinmated 3 to 5 billion barrels of it on the North

Slope. At this point not nmuch is in production, but the idea is
that PPT would al so stinulate production of heavy oil.

The slide illustrates the inportance of the tax credits for

heavy oil because it is a very capital-intensive operation. The
25/20 system and the higher tax <credit rates show little
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difference, which is an inportant elenment in the conclusion that
a 20 percent tax credit seens to be adequate to boost the rate
of return for heavy oil by approximately 5 percentage points.
That nmeans a 25 percent tax credit isn't necessary.

4:08: 30 PM

Slide 19 concludes that the 20/20 proposal results in very
conpetitive ternms for new investors and existing petroleum
conpani es when anal yzed from an international perspective.

It continues with the followng statenent: "The system wll
therefore result in nore investnment in Al aska, while at the sane
time creating nuch higher revenues, primarily from existing
production and under average and high prices also from new
production. "

4:10: 14 PM
SENATOR STEDVMAN asked how old the data is on slide 17 that
conpares various international regi nes. He related his

inpression that what is currently taking place in Al aska today
has been taking place in other countries for the last two or
three years.

DR. VAN MEURS replied the fiscal terns on slide 17 are based on
the situation today and take into consideration the fact that
some nations have already increased the fiscal ternms. For
exanple, the United Kingdomis rated based on the change made in
Decenber 2005 when it raised the overall tax rate from 40
percent to 50 percent. Simlarly, the information for Norway is
based on the latest version of the Norwegian fiscal system
whi ch was revised | ast year.

DR. VAN MEURS related that Chapter 2 of his report questions
whet her or not the world is under upward pressure for governnent
take. The answer, he said, is absolutely. That trend is very
strong in this "new world." Until a few years ago the governnent
take was sliding down, now the process has reversed.

4:13: 39 PM
SENATOR ELTON referenced the 25/20 rating on slide 17 and asked
if the scoring systemreflects just the governnment take.

DR VAN MEURS said no, scoring is based on four economc
indicators: rate of return, net present value, expected nonetary
val ue, and governnent take. Those variables are applied to 12
different field/cost/revenue configurations to create the 48
el ement system Investors like a high rate of return with a | ow
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government take so if a system scores 1 it neans it has the
| onest governnent take with the highest rate of return on the
present val ue.

SENATOR ELTON offered the view that investors would also |ook
for stability. Gven current events and what's happening in
regimes around the world he surm sed that Nigeria mght be rated
artificially high.

DR. VAN MEURS agreed then reiterated the point that this is just
a fiscal rating for giving a general inpression of inproved
conpetitiveness. He observed that, in general, the quality of a
resource base is inversely proportional to the rating. The
countries with the best ratings are places that have no oil and
gas at all while the worst ratings are in the Mddl e East where
large lowcost oil reserves are found. He acknow edged that
apart from the fiscal elenments on the chart, many other factors
figure into an investor's decision.

SENATOR ELTON suggested that because political stability and
fiscal stability are such nmmjor issues, a tax premum for
factors that aren't reflected in the chart on slide 17 m ght be
in order.

DR. VAN MEURS responded there are firms whose core business is
doing different kinds of risk evaluations. H's rating relates to
the fiscal terns and doesn't address overall attractiveness.

4:19: 54 PM

SENATOR BERT STEDVMAN noted that on page 126 the report discusses
the 25/20 system and in the overall rating section it talks
about 25/20 being nore attractive to new and small investors
than the 20/ 15 system

DR. VAN MEURS expl ained that the reason is that within a certain
range the tax credit rate is actually nore inportant than the
tax rate itself. He added he's confident the 20/20 system wll
rate very well.

SENATOR STEDMVAN noted that the chapter conclusion says "If it
can be concluded that the 20 percent tax rate and the 20 percent
credit would be conpetitive from the international point of
view, and the overall governnent take would be simlar to other
countries that have equal or |esser resource quality, therefore
it is a fair and reasonable system" He asked why one tax rate
woul d be better than the other.
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DR. VAN MEURS replied his recormmendation for the 25/20 system as
well as the work done by M. Marks and the Departnent of Revenue
clearly indicated that the 25/20 system results in nore
revenues. The Governor has to take other factors into
consideration and he settled on the 20/20 system However, when
you look at all the various systens, the governnent take isn't
that different because the tax conponent is just one of a nunber
of other conponents. He rem nded nenbers that he told the joint
body that a 20 percent or higher tax and 15 or 20 percent tax
credit are all conpetitive systenms. Basically, all the systens
in the range could be recommended, but when the tax rises to 30
percent then you start to |lose conpetitiveness. His report also
indicated that a tax rate of 10 or 15 percent is too |ow and not
in the best interest of the state.

4:25: 05 PM
CHAI R WAGONER asked by what percentage the governnent take
differs between the 20/20 system and the 20/ 25 system

DR VAN MEURS replied the overall difference is about 2
percentage points, but in ternms of noney the difference is
relatively large. According to M. Mirk's graph for $40 oil,
there's about $300 mllion difference per year between 25/20 and
20/ 20.

4:26: 17 PM

SENATOR HOLLIS FRENCH asked Dr. Van Meurs to articulate and
quantify the increased risk in the 20/20 system conpared to the
25/ 20 system

DR. VAN MEURS responded it's always a good idea to |look at the
risk in addition to the revenues. He clarified that he defines
risk froma fiscal standpoint so the evaluation relates to what
happens at low oil prices. The PPT is a profit-based system so
if prices are low, you're worse off than with the current tax
system The higher the tax credits relative to the tax rate, the
greater the risk because with down-side prices you have |arge
tax credits that could be transferred to other conpanies. That
would result in a significant reduction of the PPT. If prices
are up and the tax rate is |ower, you wouldn't collect rmuch nore
than if the tax rate were higher. That's why, from a risk point
of view, 20/15 and 25/20 are the two best conbinations; the tax
rates are higher than the tax credit rate. Wen prices are high
the gains are greater than the credits that may be lost on the
down si de.

4:28:51 PM

SENATE RES COW TTEE - 10- February 23, 2006



CHAIR WAGONER asked Dr. Van Meurs to provide figures for
government take for the proposed system as well as 5 and 10
percent peer group discounts.

DR. VAN MEURS agreed to do so and continued to explain that the
conpetitiveness position changes depending on discount rates.
Wth discount rates the Alaska Current system tends to drop in
conpetitiveness, the PPT stays the sane relative to others, and
back-end | oaded systens inprove.

4:31:50 PM

SENATOR GENE THERRI AULT referenced data from Al berta Canada
relating to governnent take. The information indicates that on
the down side governnent take is up to 80 percent due to a
royalty system that is somewhat regressive at |low prices. For
m d range the governnent take is about 70 percent and on the up
side the governnment take is 65 percent. He noted that page 15 of
the report says that on a $50 MM barrel field as price goes up
the governnment take rises to about 50 percent and for |arger
fields overall government take rises to about 60 percent. He
asked why it's still |ower than what Al berta receives and what a
fair overall governnent take m ght be

MR. VAN MEURS replied Al berta doesn't have a |ow well head val ue

like Alaska does so, on average, it is $5 better off than
Al aska. In other words, depending on cost conditions, if the
government take were the sanme, the rate of return or net present
value in Alberta wuld still be higher than in Al aska. The

difference is due to transportati on costs.

SENATOR STEDVAN referenced table 9.19 of the report show ng
percentage of governnment take and asked if he should be
concerned that governnent take drops as price rises.

DR VAN MEURS replied not necessarily. The purpose of the
ti dewater analysis was to illustrate what Al aska resources woul d
look like if they were in Texas. The $5 transportation fee was
changed to a 12.5 percent royalty, which is a regressive system

O her consultants were confortable wusing the figures for
conparative purposes. They show that overall governnent take for
20/ 15 or 25/20 is within the range of reason

4:38:42 PM

SENATOR THERRI AULT asked how many international jurisdictions
are nodifying their tax systens.
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DR. VAN MEURS expl ai ned that progressive nations are changing to
a systemin which the governnent take goes up automatically. H's
perception is that there is clear upward pressure on governnent

take for oil so Alaska is well wthin the internationa
framework. He added that isn't necessarily the case for gas
because there is still a lot of stranded gas avail abl e.

4:41:51 PM

SENATOR THERRI AULT asked if the 20/20 system would be
destabilizing if the price of oil were to rise to $200 per

barrel in the next five years because the state's share would
drop at very high prices.

DR. VAN MEURS replied the typical governnent take wth the |ower
netback has slight progressivity, but there 1isn't strong
progressivity in the overall system as proposed. The reason is
that the highly regressive royalty and the highly regressive
property tax are canceled by the progressive PPT thereby
creating a neutral system

He noted that there are nobre progressive systens, but investors
| ook at the entire range of prices and perceive nore up side if
there isn't as nuch progressivity. |If you have progressive
systens you typically pay the price on the down side. The focus
of the Al aska proposal is to nmake sure that Al aska significantly
i nproves its income on average.

4:46: 11 PM
SENATOR THERRI AULT asked if any country has a system that's the
sane as the current proposal.

DR. VAN MEURS said no, but the Norwegian systemis nost simlar
to the PPT. The primary difference between the two is that
Al aska has tax credits and the Norwegian system uses uplifts,
which are extra cost allowances. Tax credits are nore attractive
to small investors because they can be sold the foll ow ng year.

4:48: 06 PM

SENATOR BEN STEVENS read the last sentence from slide 10 and
asked Dr. Van Meurs if he considers Alaska to be a place in
whi ch "consi derabl e investnent is taking place.

DR. VAN MEURS replied he wouldn't say it's considerable, but he
woul dn't qualify it as small either. The large oil conpanies are
certainly doing interesting things on the North Slope, but not
on the level that Alaska needs to avoid the decline of oi
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production. Alaska would like a higher |evel of investnent,
which is why the PPT is designed the way it is.

SENATOR BEN STEVENS asked if the conparison relates to the
fiscal terns on oil alone or oil and gas.

DR. VAN MEURS clarified the conparison is only for oil. The
stranded gas contract is based on the concept that the state
would take royalty and tax gas in kind, which involves a
conpletely different set of circunmstances. However, if the
stranded gas contract does not conme through, then the PPT woul d
apply to gas, which would raise the question of whether or not
the PPT is a conpetitive framework for gas as well.

4:53:46 PM

SENATOR BEN STEVENS referred to the conparisons between the
Al aska production nmechanisns and those in other countries and
asked how many of those countries re-inject their gas, how many
flare their gas and how many take their gas to market.

DR. VAN MEURS replied it's different from country to country.
Norway has large gas fields that are already developed and it
has very large export lines. The United Kingdom actively
devel ops and uses its gas. In Nigeria significant flaring of gas
is occurring so few projects are being done. The governnent
recogni zes that the flaring nust stop for obvious environnmenta
reasons and conpanies are in the process of putting in re-
injection schenes. Angola already has significant re-injection

of gas, but the market is snmall. Russia-Sakhalin has al ways been
a joint oil and gas devel opment schene. Azerbaijan is not gas
prone, but it is in the process of twinning its oil line with a

gas line to supply gas to Georgia and Turkey. That export schene
i s nodest.

SENATOR BEN STEVENS said his point is that each country that
Al aska is analyzed with has different economcs in its petrol eum
i ndustry, which is why he is suspect of blanket conparisons
bet ween Al aska and ot her international jurisdictions.

DR. VAN MEURS agreed and reiterated the fiscal conparison is
just one of the conponents. Just because a system conpares
favorably from a fiscal point doesn't nean that investors should
invest. Investors nust also factor the resource base and the
econom ¢ and political risks. Under no circunmstance would he say
that the fiscal conparison would stand alone in determning
whet her or not a conpany shoul d invest.
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4:59:41 PM
SENATOR STEDMAN asked how the $73 mllion tax-free all owance was
det er n ned.

DR VAN MEURS explained that he ran cases for $50 million and
$100 mllion and the fiscal terns wouldn't change much. The $73
mllion figure cones from allocating $200,000 per day for 365
days. That calculation is convenient if tax is figured on a
nmont hl 'y basi s.

SENATOR STEDVAN remarked it could anmbunt to a substantial anopunt
of revenue if a large nunber of small conpanies becane
investors. He said he'd think about that over the next severa
days.

DR. VAN MEURS responded it's true smaller conmpanies will cone to
Al aska, but that isn't cause for concern. He suggested it would
be a good idea if nore small conpanies invested in the Fairbanks
region or Cook Inlet. Those fields are marginal so the state
shoul dn't be concerned about the tax because economc activity
and enploynment is created. In contrast, the North Slope wll
attract nore |arge conpanies. Furthernore, the bill has specific
anti-splitting provisions to discourage conpanies from splitting
up solely for the purpose of paying | ess tax.

Al berta has worked with a simlar system for decades and found

it to be quite successful. Small conpanies receive fiscal
incentives and create niches for thenselves going after the
mar gi nal conventional oil wells while the |l|arge conpanies
develop the oil sands and heavy oils. He suggested that

sonething sim|lar woul d probably evolve in Al aska.

5:06: 24 PM
CHAIR WAGONER asked if a conpany operating under the 20/20
systemcould sell its credit.

DR. VAN MEURS replied definitely; that's what nmakes this fisca
system so attractive. For exanple if a new conpany canme to

Alaska to drill near Fairbanks, it would have little or no
income. Because it has the $73 mllion tax-free allowance it
woul dn't pay the PPT. However, the investnment would create the
t ax credits SO t he conpany's posi tion has i npr oved

significantly. It has the tax credits, but it doesn't pay the
tax. That, he said, it about the strongest stinmulus you could
give to encourage new investors to cone to Al aska. The incentive
is the sane for small and large investors, but once a conpany
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makes a significant discovery, the next investnent wouldn't
benefit. The goal is to attract new conpani es.

5:08: 46 PM

SENATOR ELTON questioned the "shotgun" approach and asked why
the state wouldn't target conpanies comng in and investing in
frontier areas or in heavy oil. He questioned why the state
should give a $73 nmillion credit to Exxon.

DR. VAN MEURS agreed that the $73 million credit is applicable
to all conpanies regardless of size, but targeting nmakes for a
nore conplicated system which is a disincentive from an
i nvestment standpoint. The goal is to balance sinplicity wth
effecti veness.

5:12: 02 PM
CHAI R WAGONER acknow edged the explanation, but if every oi
conpany in Al aska receives a $73 mllion discount every year for

20 years that would anobunt to $4, 380,000,000 for just the three
maj or conpani es.

DR.VAN MEURS clarified the $73 mllion is only the tax-free
i ncome.

CHAI R WAGONER said he didn't see the correlation between trying
to attract new exploration and granting this to existing
conpanies. Furthernmore he didn't believe the three nmjor
conpanies are the only ones that top out over the $73 mllion
per year.

DR. VAN MEURS responded he'd defer to M. Marks, but that's why
the assunption is for nore.

5:14: 03 PM

SENATOR THERRI AULT asked if there are many jurisdictions that
offer the certainty that nodifications are out of the
governnent's reach

DR. VAN MEURS replied about eight nations provide absolute
fiscal stability and about ten nations provide a high degree of
fiscal stability. Still others have nodest fiscal stability
provisions related to certain taxes. Few nations provide fisca
stability of the quality that is being contenplated in the
stranded gas act. A nunber of nations have progressive fiscal
systens w thout having fiscal stability.
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It's possible to pre-design a strongly progressive fiscal system
but you don't necessarily have to attach fiscal stability to
progressivity.

SENATOR STEDMAN noted that the bill has a |ook-back provision
for recapturing historical costs by neans of a credit. He asked
Dr. Van Meurs to comment on how that relates to the report.

DR. VAN MEURS expl ained that the capital expenditure clawback or
| ook-back provision is a recent innovation that was added to the
package after he delivered his report. M. D ckenson did nost of
the work on that provision and he would explain it in detail.

H's wunderstanding is that the idea is to allow major oi
conpanies to pay less tax and deduct sone costs from the
previous five-year period. Apparently that applies only when oil
is above $40 per barrel. He further understands that in the
entire scheme of things this feature is relatively nodest, but
that doesn't nean that it's uninportant.

5:21: 32 PM
SENATOR SEEKI NS asked if he still believes that the 25/20 system
is fair.

DR. VAN MEURS replied froma fiscal point of view yes, but he's
aware that the Governor nust make deci sions on a broader basis.

SENATOR SEEKI NS commented he hadn't seen Dr. Van Meurs back down
fromhis original report.

CHAI R WAGONER thanked Dr. Van Meurs and asked M. WMarks to
proceed.

5:23: 06 PM

ROGER MARKS, Petrol eum Econom st, Departnent of Revenue, said he
woul d conpare the PPT revenues wth the status quo. He inforned
the conmttee that he would describe: the departnent's nodel

| ong-term cunul ati ve revenues, annual revenues, and corporate
take. Tonorrow he woul d present how SB 305 affects small and new
investors so the issue of the $73 mllion tax free allowance,
the marketability of credits and the conversion of |osses to
credits would be covered at that tinme.

To nodel how nuch nmoney the state wll get from the tax an
inmportant elenment is how nmuch oil wll be produced. That's
difficult to forecast, but two scenarios were exam ned. The
first relates to enhanced exploration and success in production.
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That could be NPR-A, ANWAR, the Foothills, or the devel opnment of
heavy oil. He also |ooked at whether or not there's a gas line
because it affects oil production in three ways. First it
suppresses oil production in Prudhoe Bay, but that would extend
its life because nmany expenses could be shared with the gas. In
terms of net, the estimate is that production would drop about
150 mllion barrels over about 30 years.

The second way a gas line affects production is the Point
Thonpson field. Those unit owners have represented that it’s not
economc to produce oil and reinject the gas to pressurize the
reservoir because it's under such high pressure it's too
expensive. The state has assuned that with a gas line Point
Thonpson is possible and without a gas line it isn't.

Finally, between Prudhoe and Point Thonpson there's about 35

trillion cubic feet (tcf) of gas. A gas line would carry at
| east 50 tcf and the belief is that the additional 15 tcf of gas
can be found and if the gas is found additional oil wll be with

the gas. The nodel shows about 600 mllion barrels of oil wth
yet to find gas.

MR. MARKS advi sed that the departnent | ooked at the high and | ow
vol ume scenarios. The low volume scenario with no enhanced
volunmes and no gas line would have 5.5 billion barrels through
2030 including 0.8 billion barrels of heavy oil. No additiona

investment for heavy oil is nodeled at prices below $30. The
vol unmes indicated conme from the DOR Fall Revenue Sources Book,

which include resources in devel opnent, resources under
devel opment and resources under evaluation. It assunmes no new
di scoveri es.

The high volume scenario wth a gas |ine and enhanced vol unes
shows 10.5 billion barrels through 2050. That includes an

additional 3.2 billion barrels of conventional oil wth 700
mllion barrels net stemmng fromthe gas line. Also included is
an additional 1.8 billion barrels of heavy oil and no additional

heavy oil at prices under $30. Reports from state geol ogi sts and
the USGS indicate that between ANWR, NPR-A and state |ands an

estimated 23 billion barrels for the nmean case of comerci al
reserves could be discovered. Therefore, the volume scenarios
range from5.5 billion barrels to 10.5 billion barrels.

5:29: 02 PM

Slide 6 shows a graph of the low and high scenarios. The
fluctuation in the high volume line indicates that a series of
fields are comng into production every five years. Interactive
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effects were not nodel ed, but the departnent knows the
following: with nore investnent there is nore production; wth
incentives there is nore investnent; the PPT credits provide
incentives. It also knows that when taxes are higher there is
less investment and when prices are higher there is nore
investnment. Furthernore, investnent is driven by conpetitive
i nternational opportunities. What isn't known is how to quantify
such future events, which is why the nodel took the volunes as
"a given" and attributed all revenue effects to the tax
nmechani cs.

M. Marks explained that slide 7 shows costs and prices. The

departnent assuned the follow ng costs: $100 mllion per year in
exploration costs through 2040; $1 per barrel in on-going
capital costs on all barrels; $3.50 per barrel in devel opnent
capital on two-thirds of the existing conventional oil; $8 per
barrel for developnent capital on two-thirds of the existing
heavy oil; $3.50 per barrel in developnental capital on new
conventional oil; $8.00 per barrel in developnental capital on
new heavy oil; $3.00 per  Dbarrel in operating costs on
conventional oil; and $5.00 per barrel in operating costs on
heavy oil.

5:31:57 PM

M. Marks explained that the state has already been exposed to
price and volune volatility in the taxes and it wll also be
subject to cost volatility. A sensitivity analysis indicates
that if the per  barrel estimates for on-going capital,
devel opnent capital on conventional oil, and the operating costs
are all off by $1 that results in a $200 mllion increase or
decrease for the year. It could go either way depending on

whet her the costs are higher or lower, but the point is that
there is exposure to volatility in the PPT.

In the nodel presented to the House and Senate Finance
Conmittees, the departnent inflated costs at 2 percent annually
to show nomi nal dollars. Subsequently the departnment realized
that many of the results it was seeing are attributable to
inflation alone. To correct for that, all costs and prices are
now shown real 2005 dollars. To show sensitivities for different
prices, heavy oil is discounted 8 percent for quality and
viscous oil is discounted 4 percent.

Slide 8 relates to cunul ative revenues for |ow and high volune

scenarios. The |ow volune is through 2030 and the high volune is
through 2050. Showing the revenue over such a long term
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accentuates the difference in the volune scenarios as well as
long-termtrends. That's particularly so in the current system

He explained that in the high volunme scenario, which includes
the gas line, the nunbers shown include the upstream costs of
devel opi ng the gas because that would be subject to the PPT. It
doesn't include the severance tax revenues from gas because they
will be included in the gas contract. Showing the gas I|ine
severance taxes with the PPT and with the status quo fiscal
system woul d be a wash so they are not included.

He reiterated the PPT would include as deductions the upstream
costs for developing gas at Point Thonpson as well as the
capital costs for new fields that are discovered. He explained
that the borderline where the PPT stops is upstream of the point
of production or the |ease boundary. There would not be credits
for the gas treatnent plants or the main gas |ine.

Under the status quo severance tax at a $5 Chicago price, the
gas line revenue would armount to about $1 billion per year. He
cautioned that "if you want to include those in your mnd you
have to add them for both the status quo and the PPT as well so
the thing we're seeing here is just the real difference between
them"

5:35: 59 PM
SENATOR THERRI AULT questi oned why he included costs, but not the
revenues and asked for a graph show ng bot h.

MR. MARKS said he hadn't done that because he wanted to focus on
the inmpact of the PPT. He agreed to provide that graph and
advised that the difference between PPT and the status quo is
exactly what woul d be shown.

SENATOR THERRI AULT responded it would ultimately be status quo
and the gas contract.

5:37:17 PM

MR, MARKS said if PPT doesn't pass and there is a gas contract
there would be the severance taxes from the gas line and the
current severance tax for oil. If the PPT does pass and there's

the same gas contract there would be the PPT oil revenues and
the severance tax from the gas contract. Ei ther way, he said
the severance tax fromthe gas contract is the sane.

SENATOR THERRI AULT asked whether the flat 10 percent severance
tax for gas woul d ratchet up
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MR. MARKS clarified there's the status quo severance tax for
gas, which is 10 percent subject to ELF.

SENATOR THERRI AULT interjected saying Point Thonmpson is
amazingly productive and nore than |likely the ELF on that would
not change.

MR. MARKS responded it would have a very high ELF

SENATOR THERRI AULT added the ELF isn't the sanme problem as for
the gas that's anti ci pat ed.

MR. MARKS agr eed.

SENATOR THERRI AULT continued to say that the dynamc for PPT is
interesting. Dr. Van Meurs has indicated that there is nore
conpetition and nore stranded gas on natural gas and under PPT
the proposal is to nove from 10 percent up to 20 percent. It's a
strange dynamc if there's nore conpetition but the tax isn't
increased to potentially nmake it |less conpetitive. Utimtely,
he said, the conparison nust be nade with what's in the gas
contract. Having that information now would be illustrative, he
sai d.

5:40: 32 PM

MR. MARKS rem nded nenbers that the nunbers show the cost for
the gas reducing the taxes, but not the revenues. He turned to
Figure 2A on slide 9, which conpares status quo and the 20/20
PPT under the |ow volunme scenario. Renenber though, he said, the
current status quo [ELF] is a nodest standard of conparison. The
graph shows the crossover point is $26.50 ANS West Coast price.

Figure 2B illustrates that slope is as inportant as crossover
poi nt. The graph conpares hypothetical Plans A and B against the
status quo. Plan A would be a low tax rate and low credit
scenario. That crossover point is $15. Plan B would be a higher
credit and higher tax rate scenario. The slope is steeper and
the $20 crossover point is higher. Wwen the ANS price is above
$25, Plan B with the higher crossover point starts naking nore
nmoney than Plan A, Clearly, he said, focusing on the crossover
isn't enough; the slope is of equal inportance.

SENATOR BEN STEVENS asked what the crossover point is a function
of .

MR. MARKS said it's mainly the tax rate.
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SENATOR BEN STEVENS asked if it's correct that the slope has
hi gher sensitivity to the tax rate and less to the credit rate.

MR. MARKS responded the credit controls "how up down it is" and
the tax rate how steep the sl ope is.

Slide 11, Figure 3A shows the status quo and 20/20 cunulative
oi |l severance taxes between the years 2007 and 2050 for the high
vol une scenario. The scale is larger than Figure 2A because
there's nore oil over nore years. The graph indicates a higher
$33.80, crossover point. It includes the nore expensive heavy
oil and the gas line effects of <costs, but not revenues.
Depending on price the total revenues would range from $3
billion less at low prices, to $42 billion nore at high prices.

Figure 3B shows status quo and 20/20 for the sanme high vol une
scenario as Figure 3A, but with 2.5 percent annual inflation.
The severance tax values on the vertical axis are nuch |arger
and the crossover point drops because a large quantity of oil is
sold at inflated prices at the tail end.

Slide 13 lists annual revenues for high and |ow volunmes at $20,
$40, and $60 barrel oil.

5:45:18 PM

M. Marks suggested that Figure 4 denonstrates that at |ow
prices there are larger problens than having chosen the wong
tax system Under the |ow volune scenario and $20 barrel oil

t he average annual revenue is $100 | ess than the status quo.

CHAI R WAGONER asked M. WMarks to clarify that this is only 25
percent of the overall income from oil because corporate incone
tax, property tax and royalty wouldn't be affected.

5:46: 08 PM

MR. MARKS responded the property tax wouldn't be affected but at
$20 oil the royalties and corporate income taxes would "be in
the tank." He reiterated the point that at low prices, it’s hard
to make noney regardl ess of the tax system

Figure 5 shows $40 oil wunder the |ow volume scenario. Under
these conditions the average annual revenues are $330 mllion
nore than the status quo.

He explained that the transition rules [Capex clawback] say that
conpanies may take a 20 percent deduction for capital costs from
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the last five years and noving forward over the next six years
if oil prices are over $40 per barrel. The graphs were nade for
$40 barrel oil so if the price nobves up just one cent the
cl awback deduction would apply and the PPT graph would be about
$170 million | ess per year for six years.

5:48: 06 PM
SENATOR BEN STEVENS asked about $39 barrel oil.

MR. MARKS responded the clawback doesn't kick in until oil rises
above $40 so the deduction isn't reflected in the graph.

5:49: 04 PM
M. Mrks pointed to Figure 6, which illustrates a |ow volune
scenario at $60 barrel oil. Under these conditions the average

annual revenue for the 20/20 PPT is about $900 million nore than
under the status quo and is equivalent to what the total state
gas |ine revenues would be at $4. 70/ mbtu i n Chi cago.

5:49: 51 PM
SENATOR THERRI AULT asked if the clawback had been added to the
graphs show ng costs.

MR. MARKS said yes; the departnent estimates that about $1

billion has been spent in capital investnent each year for the
past five years. A 20 percent deduction on $5 billion spread
over six years is $166 million per year. That represents the tax

reduction to the state.

The rational for the clawback provision is that if conpanies had
known that PPT was com ng they could have deferred sone of the
capital expenditures that were nade over the past five years. He
likened it to buying an item from a store one day and finding
that it went on sale the next.

5:51:20 PM

CHAI R WAGONER di sagreed with the statenent.

5:51: 54 PM

SENATOR BEN STEVENS added the business decision was nade on the
fact that it was possible to anortize the Ilife of the

investnment, but with the change of system the anortization of
the life of the investnment isn't there any | onger.

ROBYNN WLSON, Director, Tax Division, Departnent of Revenue,

clarified that for state and federal incone tax purposes there
is still a depreciation deduction. VWhat iIs currently
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contenplated is noving to a production tax based on profit.
Norrmal |y you'd expect depreciation deductions to be in there but
the current plan proposes a wite off in year one of all assets
pur chased. From an accounting standpoint it's inportant to match
i ncome and expenses; what you have is recently purchased assets
that produce incone that wll be taxed as inconme wth no
representation for the wite off of those recently purchased
assets. She reiterated depreciation isn't allowed as a deduction
for here on out, but what's contenplated is a transition
provision to transition taxpayers and assets for a specific
period of tine.

Anytinme a new tax systemis put in place there is consideration
of transition rules. This is an inportant rule here because the
proposal is to nove froma tax on gross to a tax on net.

5:54:40 PM

SENATOR BEN STEVENS clarified his previous statenent saying that
when the investnent decision was nmade, there was a provision for
depreciation on the schedule and this takes it away neaning the
depreci ati on schedule is col |l apsed.

SENATOR STEDMAN said it's the inpact of the severance tax today
versus the PPT tonorrow.

M5. WLSON agreed with Senator Stedman and added there would
still be federal and state deductions for depreciation and there
would continue to be a deduction on the conpany's financial
statenents. The production tax is a nove to a system of tax on
net profit so this is effectively a depreciation. New assets
will be witten off in year one so there will be no depreciation
deduction for them under PPT. Those assets will continue to have
state and federal depreciation for income tax purposes.

SENATOR BEN STEVENS asked how an investor could take the
deduction plus the credit on an investnent in year one and then
use the sanme investnment and invest it over the normm
anortization life on the state and federal side. He then asked
whether the state tax isn't deducted from the federal and
corporate obligation.

M5. WLSON acknow edged there are several ways to |ook at this,
but in this instance there are two taxing authorities that wll
decide how much of the pie to take after having nade separate
calculations to determne how large the pie is in the first
pl ace.
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5:58: 06 PM

SENATOR BEN STEVENS said he's not concerned about the federa
side he's concerned because it sounds as though there are two
pies in the state system

M5. WLSON responded the state currently has a corporate incone
tax based on profit and a severance tax that's currently based
on gross. Wat is contenplated is |eaving the corporate incone
tax as is and calcul ating the severance tax differently.

There are two taxing "buckets" and each "pie" is reviewd
differently. To calculate the corporate income taxes, start with
the federal taxable inconme and work from there. For the
severance tax the sanme nunbers are J|looked at a little
differently and for a different purpose.

SENATOR BEN STEVENS interpreted that as a dual accounting system
on the credit side.

M5. WLSON said she was speaking of deductions for depreciation
instead of credits, but it's not unexpected for a conpany to
make three or four different depreciation runs.

6:01: 06 PM

SENATOR THERRI AULT stated that there is no change in
depreciation in the state or federal system but the conpanies
are frustrated because they <couldn't take advantage of a
deduction to a system that didn't exist five years ago. The
i nvestnments were nmade, but what wasn't known is what the price
woul d be going forward five years. Now we know what the price
was over those five years and | would portray, he said, that
t hose conpani es have been well rewarded for the investnents they
made. It's certainly understandable why the conpanies would ask
for the clawback, but he couldn't wunderstand why it would be
gr ant ed.

6: 02: 20 PM

SENATOR ELTON posed a hypothetical scenario. Conpany X made a
$100,000 capital investnment in 2001 and on July 1, 2006 the
depreci ated value is $50,000. He asked if the clawback provision
woul d provide 20 percent of $100,000 rather than 20 percent of
$50,000. If that's the case he questioned why the state would
agree to that.

M5. WLSON replied the interpretation is correct. It could have

been done on depreciated value and although that was consi dered
the bill isn't witten that way.
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6: 04: 03 PM

SENATOR STEDVAN said if the bill is enacted and a conpany buys a
pi ece of equiprment and depreciates it over five years there
woul d be a depreciation schedule on the state corporate incone
tax and there would also be a credit in the purchase year.

M5. WLSON answered yes.

SENATOR STEDMAN continued to say that in year two there would be
no credit, but there would still be a depreciation schedul e of
four years.

M5. WLSON said for federal purposes yes, but as far as
production tax is concerned they got a deduction for 100 percent
of the equipnment in year one and assumng that the credit wasn't
carried over, they took the credit in year one as well. In year
two they have not hi ng.

6: 05: 25 PM

SENATOR THERRI AULT asked if there was any data available on the
investnments nmade over the five year period with regard to the
fields the investnents were nake in or the wells that were
drilled.

MR. MARKS responded if SB 305 passes, the departnment would audit
those costs. There's already general know edge that noney was
spent in Prudhoe Bay, Kuparuk, Al pine, and North Star, but it's
confidential taxpayer data so he wasn't sure about the
provi sions for providing that.

SENATOR THERRI AULT expressed frustration that those who del ayed
i nvestment woul d now be rewarded for going forward.

6: 06: 43 PM

SENATOR ELTON said this creates a distortion to the system
because the credits don't need to be taken in the year the
i nvestment was made. They could be used in an out year for a
| arger tax advantage or the credits could be sold to another

party.

MR, MARKS clarified it isn't a credit; it’s a deduction against
net incone subject to the 20 percent tax rate for the next six
years unless prices are very low As long as oil is above $40
there isn't an option for when the benefit is realized.
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M5. WLSON suggested the conmttee hold the question for
Assi stant Attorney General Mntz and Dan Di ckenson.

6: 09: 02 PM

MR. MARKS turned Figures 7, 8 and 9, which show the high vol une
scenarios for $20-$60 oil prices. For $20 oil the average annual
revenues for 20/20 PPT are $110 less than the status quo. Wen
the price is $40, the average annual revenues are $190 nore than
the status quo and for $60 oil the average annual revenues are
$800 mllion nore than the status quo.

Figures 10 and 11 show graphs of the effective tax rate for |ow
and high volune scenarios based on the wellhead value. He
rem nded nenbers that the tax rate is currently based on the
wel | head value, which is the nmarket price less transportation
costs with no consideration of the |ease costs. Wth the PPT the
tax rate is a flat 20 percent of net incone.

Under the current system the effective tax rate is ELF
multiplied by the nomnal 15 percent rate. Figure 10 shows the
effective tax rate on the sane |ow volunme basis with the PPT
The effective tax is defined as severance tax over the 25-year
period divided by the wellhead value less the royalties. Wth
the ELF and unaffected by price it's about a 5 percent tax rate
under the status quo regardless of price. Wth the 20/20 PPT the
system is progressive with regard to wellhead value. Wen the
ELF was passed in 1977 it was intended to give a nunber of
barrels tax-free to cover operating costs. As prices go up,
fewer barrels would be needed so the tax rate would go up with
price.

SENATOR ELTON questioned whether it's taken into account that
the wellhead price would be different for conpany Y that isn't
an owner of the transportation system than it would be for
conpany X that is a partial owner of the transportation system

MR MARKS replied the statutes accept public tariffs as a
sui tabl e transportati on deducti on.

SENATOR ELTON observed that conpany Y, as a part owner, would
receive a profit fromthe transportati on system

MR. MARKS agreed then turned to the high volune scenario in
Figure 11 and noted that it is nmuch the sane.

6:12:51 PM
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MR. MARKS concluded his coments with a review of corporate
take. Figure 12 conpares corporate take at the Departnent of
Energy (EIA) forecast price of $58 barrel gas under the status
guo and the 20/20 PPT for a high volune scenario. The graph

shows the breakdown of the projected $600 billion in gross
revenue over the next 45 years [2007-2050]. The breakdown
i ncl udes: Capex, Opex [operating expenses], transportation

costs, property tax, royalty, state CIT, severance tax, federa
tax and finally the corporate take.

Focusing on severance tax, federal tax and corporate take
illustrates that the severance tax increases under PPT and the
federal incone tax is noticeably |ess under PPT. Because the
severance tax is deductible for federal corporate incone taxes,
the feds are picking up 35 percent of the tab from the conpanies
for the PPT. The corporate take difference under the status quo
is about 33 percent and under PPT it's about 30 percent. That
nmeans the corporation is left with about 30 percent of the $600
billion, which is $180 billion.

MR. MARKS inforned nenbers that he would be happy to run
additional nodels if the conmttee so desired.

6:14: 48 PM
SENATOR BEN STEVENS asked him to reiterate the nodeling
assunpti ons.

MR. MARKS recapped the followi ng: The high volune scenario is
for the years between 2007 and 2050. Miltiplying 10.5 billion
barrels of oil by the Los Angeles price of $58 yields an
estimated $600 billion in gross revenues in real 2005 doll ars.

CHAl R WAGONER asked Ms. Wlson to review the fiscal note.

6: 16: 09 PM

M5. WLSON pointed out that in ternms of expenses the division
assunmes expanded auditing duties and because the  bill
contenpl ates expanding the credit program so credit auditing
would increase. The division proposes to handle the added
responsibility with three additional auditor positions. She
advised that she also provided for a tax technician to handle
the additional filings. Producers currently file nonthly and a
yearly filing will be added to "true up" the paynents. The tax
technician would handle the increased filings and the additional
auditors would handl e the increased audits.

6:18: 09 PM
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She drew attention to contractual positions and stated that is
need for imrediate tenporary audit help. As M. Dickenson
i ndi cated yesterday about $5 billion in assets need to be
audited right away, because the transition deduction, which
affects the depreciation, wll be taken immedi ately.

The second critical issue relates to witing regulations and the
overhead allocations because they need to be witten
i medi ately. She stated that she envisions using contractual
nmoney to hire outside auditors and help with the regul ations.
The last piece relates to increased costs for the additional
programm ng that will be required.

On the revenue side the assunptions that have been nade are
listed and should mirror M. Marks' presentation. It also gives
the revenue projections under three price scenarios. The first
is the Departnent of Revenue (DOR) forecast prices fromthe fall
Revenue Sources Book. She rem nded nenbers that those nunbers
were on a chart she presented on 2/23/06. The second price
scenario is for $40 barrel oil and the third is for $60 barrel
oil.

CHAI R WAGONER questioned how easy it would be to find three
audi t ors.

6:21:14 PM
M5. WLSON acknow edged that is a chall enge.

There were no further questions or coments and Chair Wagoner
held SB 305 in comm ttee.

There being no further business to cone before the committee,
Chai r Wagoner adjourned the neeting at 6:21:47 PM
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