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SENATE BI LL NO 305

“"An Act repealing the oil production tax and gas production tax
and providing for a production tax on the net value of oil and
gas; relating to the relationship of the production tax to other
taxes; relating to the dates tax paynents and surcharges are due
under AS 43.55; relating to interest on overpaynents under AS
43.55; relating to the treatnent of oil and gas production tax
in a producer's settlement with the royalty owner; relating to
flared gas, and to oil and gas used in the operation of a |ease
or property, under AS 43.55; relating to the prevailing val ue of
oil or gas under AS 43.55; providing for tax credits against the
tax due under AS 43.55 for certain expenditures, |osses, and
surcharges; relating to statenents or other information required
to be filed with or furnished to the Departnent of Revenue, and
relating to the penalty for failure to file certain reports,
under AS 43.55; relating to the powers of the Departnent of
Revenue, and to the disclosure of certain information required
to be furnished to the Departnent of Revenue, under AS 43.55

relating to crimnal penalties for violating conditions
governing access to and use of confidential information relating
to the oil and gas production tax; relating to the deposit of
noney collected by the Departnment of Revenue under AS 43.55;
relating to the calculation of the gross value at the point of
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production of oil or gas; relating to the determ nation of the
net value of taxable oil and gas for purposes of a production
tax on the net value of oil and gas; relating to the definitions
of 'gas,' 'oil," and certain other terms for purposes of AS
43.55; making conformng anendnents; and providing for an
effective date."

HEARD AND HELD

PREVI QUS COW TTEE ACTI ON
BILL: SB 305

SHORT TITLE: O L AND GAS PRODUCTI ON TAX
SPONSOR(s): RULES BY REQUEST OF THE GOVERNOR

02/ 21/ 06 (S) READ THE FI RST TI ME - REFERRALS
02/ 21/ 06 (S) RES, FIN

02/ 22/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
02/ 22/ 06 (S) Heard & Held

02/ 22/ 06 (S) M NUTE( RES)

02/ 23/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
02/ 23/ 06 (S) Heard & Held

02/ 23/ 06 (S) M NUTE( RES)

02/ 24/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
02/ 24/ 06 (S) Heard & Held

02/ 24/ 06 (S) M NUTE( RES)

02/ 25/ 06 (S) RES AT 9: 00 AM BUTROVI CH 205
02/ 25/ 06 (S -- Reconvene from 02/ 24/ 06 --
02/ 25/ 06 (H) RES AT 10: 00 AM SENATE FI NANCE 532
02/ 25/ 06 (S) Heard & Held

02/ 25/ 06 (S) M NUTE( RES)

02/ 27/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
02/ 27/ 06 (S) Heard & Held

02/ 27/ 06 (S) M NUTE( RES)

02/ 28/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
02/ 28/ 06 (S) Heard & Held

02/ 28/ 06 (S) M NUTE( RES)

03/ 01/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 01/ 06 (S) Heard & Held

03/ 01/ 06 (S) M NUTE( RES)

03/ 02/ 06 (S) RES AT 1:30 PM BUTROVI CH 205
03/ 02/ 06 (S) Heard & Held

03/ 02/ 06 (S) M NUTE( RES)

03/ 02/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 02/ 06 (S) Heard & Held

03/ 02/ 06 (S) M NUTE( RES)

03/ 03/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 03/ 06 (S -- Meeting Cancel ed --
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03/ 04/ 06 (S) RES AT 10: 00 AM SENATE FI NANCE 532

03/ 04/ 06 (S Presentation by Legislative Consultants
03/ 06/ 06 (S) RES AT 3: 30 PM SENATE FI NANCE 532
03/ 06/ 06 (S) Heard & Held

03/ 06/ 06 (S) M NUTE( RES)

03/ 07/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 07/ 06 (S) Heard & Held

03/ 07/ 06 (S) M NUTE( RES)

03/ 08/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 08/ 06 (S -- Meeting Cancel ed --

03/ 09/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 09/ 06 (S -- Meeting Cancel ed --

03/ 10/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 10/ 06 (S -- Meeting Cancel ed --

03/ 11/ 06 (H RES AT 10: 00 AM CAPI TOL 106
03/ 11/ 06 (H -- Meeting Cancel ed --

03/ 13/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 13/ 06 (S) Heard & Held

03/ 13/ 06 (S) M NUTE( RES)

03/ 14/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205
03/ 14/ 06 (S) Heard & Held

03/ 14/ 06 (S) M NUTE( RES)

03/ 15/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205

W TNESS REG STER

SHARON NI ENHUI' S, Petr ol eum Econoni st
Departnent of Revenue

PO Box 110400

Juneau, AK 99811-0400

POSI TI ON STATEMENT: Comment ed on SB 305.

ROGER MARKS, Economi st

Departnent of Revenue

PO Box 110400

Juneau, AK 99811-0400

PCSI TI ON STATEMENT: Comrent ed on SB 305.

DAN DI CKI NSQN, CPA

Consul tant to the Governor

O fice of the Governor

PO Box 110001

Juneau, AK 998811-0001

PCSI TI ON STATEMENT: Coment ed on SB 305.

ROBERT M NTZ, Assistant Attorney General
Depart ment of Law
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PO Box 110300
Juneau, AK 99811-0300
POSI TI ON STATEMENT: Comrent ed on SB 305.

ROBYNN W LSON, Director

Tax Di vi sion

Depart ment of Revenue

PO Box 110400

Juneau, AK 99811-0400

PCSI TI ON STATEMENT: Comrent ed on SB 305.

ACTI ON NARRATI VE

CHAIR THOVAS WAGONER called the Senate Resources Standing
Commttee neeting to order at 3:37:18 PM Present were Senators
El ton, Dyson, Stedman, Ben Stevens and Chair Thonmas Wagoner. He
announced that they would hear the final presentation on the
questions the |egislature asked the adm nistration on SB 305.

SB 305-O L AND GAS PRCDUCTI ON TAX

3:37:18 PM

CHAI R THOVAS WAGONER announced SB 305 to be up for consideration
and that Dan Dickinson and Cheri N enhuis would address the
committee’s questions to the adm nistration.

DAN DI CKI NSON, CPA, Consultant to the CGovernor, said that Robert
Mntz, Assistant Attorney GCeneral, Sharon N enhuis, Petroleum
Econom st, Departnent of Revenue, and Roger Marks, Econom st,
Department of Revenue would assist in the presentation. He
recapped that a lot of the answers to the 91 questions had
al ready been answered. Twenty are remaining to be answered
today. He junped in at question 22. [The answers to the
guestions correspond to the Departnent of Revenue’'s letter to
Senat or \Wagoner, Chairman, Senate Resources Commttee, and
Representati ves Sanuels and Ranras, Co-chairnen, House Resources
Comm ttee, dated March 15, 2006. The answers are indented, but
not necessarily verbatim for this docunent.]

3:39: 03 PM

22. Please provide an identification of the point of production
at each unit in the state under existing statutes, regulations,
agreenents, and court decisions. Provide the sane under the
definition as proposed.
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He answered the point of production for crude oil
woul d not change under the proposal and would remain

the point where the oil is first netered or neasured
in a condition of pipeline quality. (Note that certain
oil used on the lease will no |onger be taxable under

the proposed production tax refornms, but that is not a
poi nt of production issue.) As exanples, the points of
production for oil are and wll be the LACT (I|ease
automatic custody transfer) neters at the inlets to
TAPS (for Prudhoe Bay) and the Kuparuk Pipeline (for
Kuparuk), and at the onshore production facilities for
t he Cook Inlet platforms.

Wat wll change, in sone cases, is the point of
production for some gas. At Prudhoe Bay, while the
current point of production for nost gas is the inlet
to the Central Gas Facility (CGF), there are other
potential points of production for other gas uses. For
exanple, in the separation facilities, gas is taken
right out of the flow stream and burned in that
facility (however this gas is not taxable under the
free use of gas rules).

For taxable gas, the inlet to the CG- is generally the
poi nt of production for all gas that energes from the
CG-, including the NG.s that are recovered in liquid
form This conpares to other gas plants that are or

have been operating at Kupar uk, Endi cot t and
Li sbur ne. For these facilities, the point of
production for gas wunder current law is the outlet
where the facility is tied to a sales or other line

that take the gas off the unit. Wiy? Because in each
of these facilities, the liquid hydrocarbons extracted
from the processed gaseous stream are reblended wth
oi | and run through gas-oil separators again.
Therefore, the gaseous stream entering the facility
has not yet been conpletely separated fromoil and the
poi nt of production for gas nust be downstream of the
facility. Under the bill, al | gas pr ocessi ng
operations (as long as they do not also include gas
treatment) are considered upstream of the point of
production. Therefore, the point of production for gas
run through the Prudhoe Bay CGF will be where the gas
is netered after leaving the CG-. In this respect, the
poi nt of production for gas will change at Prudhoe Bay
but remain the sanme — downstream of the gas processing
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facilities — at the other North Slope fields using gas
pr ocessi ng.

3:42: 00 PM
SENATOR SEEKI NS joined the commttee.

3:42:11 PM

23. Please provide an identification of “gas treatnent” and “gas
processing” facilities in the state under the existing statutes,
regul ati ons, agreenents, and court decisions. Provide the sane
under the definition as proposed.

To date in admnistering the tax, there are no gas
treatnent facilities on the North Slope. The only “gas
processing plant” «currently in the state is the
Central Gas Facility (CGF), because by definition in
the departnent’s regulations, a facility is a gas
processing plant only if it is |ocated downstream of
the point of production for gas (15 AAC 55.900(b) (7).

Under the definitions in the bill, it will no |onger
matter whether a facility is a “gas processing plant.”
Al four of the North Slope facilities will continue
to be characterized as conducting “gas processing,”
which will be upstream of the point of production for
gas.

Under the proposed definitions, plants renoving CO2
and H2S from gas for delivery to a sales line, which
in the sponsor group proposal is assigned to a new @&as
Treatment Plant (GIP), would be a new Gas Treatnent
Pl ant .

3:42:50 PM

SENATOR BEN STEVENS asked to go back to question 22. He asked if
the Pt. Thonson facility would be built the same as other North
Slope facilities using gas processing and Prudhoe Bay so they
woul d all be functioning the sane.

MR. DICKINSON replied yes — at the outlet of those plants. “If

there is gas processing going on in the plants - if that’s where
the separation between the stream that becone gas and the stream
t hat becone oil.” He sai d t he definition has f our

characteristics, but he was trying to |ine themup the sane.

3:44: 49 PM
SENATOR SEEKI NS apol ogi zed for arriving late and asked if the
poi nt of production is where a future pipeline would begin and
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if the tariff costs start at that point with deductible costs
under the PPT behind that point.

MR. DI CKI NSON replied yes and added that that’s how it works for
oil now The problemwth gas is that it has traditionally been
sold with lots of liquids still in it and the state doesn’'t have
a clean definition of pipeline quality being transferred to it.
The notion is that the last step needed to get ready for
pipeline quality is now being called “gas treatnent.” So, the
gas treatnent plant would be tariffed and PPT type credits would
not apply for it. The point of production would be at the
boundary where you were entering gas treatnment, anything
upstream woul d be upstream of the point of production and would
be gas processing; all the PPT benefits, credits and deductions
woul d apply.

SENATOR SEEKINS asked if the dehydration plant is all PPT
deductible. He asked if the envel ope could carry the liquids and
t hose get stripped out for some other reason, is that stripping
pl ant deducti bl e.

MR. DI CKINSON replied that gas processing in general would take
out the valuable |iquids. People would make econom c decisions

about them Now they are put in TAPS and that will continue to
happen, in general, because transformng theminto oil is their
hi ghest value. If a gas line is built and enters into an
i ntegrated system soneplace down the road at a “straddle plant”
that pulls out nethane or butanes, those decisions will be nmade
at the time. He said the heavier hydro-carbon liquids wll be

stripped out to make it pipeline quality.

SENATOR SEEKINS asked if that straddle plant would be deductible
under the PPT.

MR. DICKINSON replied the building of the plant would not be

eligible for a credit; it wuld be deductible as a
transportation cost when the gas that was stripped out will be
valued, but it wll be on the sanme basis as a pipeline or
t anker.

SENATOR SEEKINS said he wanted a good idea on where the
deduction on the PPT ended and where the tariff on gas began.

MR. DICKINSON finished answering question 23 saying that gas
treatnent is where CO2 and H2S are renoved. There nmay be sone
use for those for enhanced oil recovery, but on the other hand,
it could be a big problem and the question is how to deal wth
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it. “But it’s going to have to stripped out before it goes into
t he pipeline.”

He ski pped ahead to question 27.

3:48: 46 PM

27. How wll AS 43.55.160(j) protect the state from a
proliferation of corporate entities and/or conpanies claimng
the tax-free allowance? (He explained these are standards that
the comm ssioner uses to determ ne whether a conmpany qualifies
for the $73 million all owance.)

AS 43.55.160(j) does not establish a nmaxi num nunber of
conpanies entering the market that could utilize the
standard allowance. However, this section requires
that the Departnment of Revenue evaluate each conpany
claimng the deduction, on an annual basis, to
determine if the conpany qualifies for the deduction

This section goes on to require the conpany to show
that it has not split operations or property ownership
anong nultiple entities in order to gain usage of
multiple $73M deductions, when only one deduction
shoul d have been grant ed.

3:49:35 PM

SENATOR SEEKINS asked if Seekins G| Conpany has a standard
deduction and joint ventures with a new conpany, does he get an
addi ti onal deduction through that joint venture.

MR. DICKINSON replied that the difficulty is going to be that
joint ventures are an economc fact of life and the state isn’t
trying to warp that situation. If a joint venture were created
Wi thout creating a new entity, that wouldn't occur.

SENATOR SEEKINS asked if he would get it if he were under a
corporate structure of a new conpany as a sharehol der

MR. DICKINSON replied that is the nub of the issue. “Watever
rules we set up, you'll probably find folks who wanted to avoid
themtaking it one step further.” So, the standard was set up so
that the commssioner could look at the transaction and
determ ne whether a conpany has denonstrated it has intended to
sinply split value to take advantage of that allowance, and he
woul dn’t allowit.

3:51: 02 PM
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SENATOR ELTON followed up asking if this would be further
defined in regulations or does the department or comm ssioner
apply an ad hoc process.

MR. DI CKINSON replied that whether it becones a regulatory issue
or not depends on the activity. If there were a whole |ot of
controversial clainms, regulations would be witten or the
| egi slature may chose to revisit it.

3:51: 55 PM

29. Provide estimates for wundiscovered resources in Al aska.
Include the breakdown between technically recoverable and
econonmi cally recoverabl e resources to the extent possible.

Resources estinmated are those that would enter the
TAPS north of the Brooks Range. These include
estimates of recoverable oil from the National

Petrol eum Reserve — Alaska [NPRA], the Central North
Sl ope, the Beaufort Sea and the Al aska National

Wldlife Refuge [ANWR]. Estimates are presented in
terms of barrels of technically and economcally
recoverabl e reserves. Technical |y recoverabl e
estimates are nean estinmates. Econom c recovery is
based upon the Departnent of Revenue [DOR] long term
forecast of Alaska North Slope [ANS] <crude oil

delivered on the west coast at $25.50 per barrel in
nom nal terns.

For purposes of analysis, all economically recoverable

oil is presumed to be produced by 2046 [within 45
years]. Estimates are obtained from United State
Feder al government sources — the United States
CGeol ogical Service [USGS], the Mnerals Mnagenent
Service [ MVB] and t he Ener gy | nf or mati on

Adm ni stration [ElA].

Techni cally Econom cally Natural Gas:

NPRA 10.6 Bbl 2.95 Bbl 59.7 Tcf

Central North Slope 3.98 Bbl 0.88 Bbl 35 Tcf
Beaufort Sea 6.94 Bbl 1.79 Bbl Renmi nder plus
exi sting PBUANVWR 10.40 Bbl 4.21 Bbl

Total 32.38 Bbl 9.83 Bbl 200 Tcf +

NPRA — The entire area is estimated to contain 10.6
billion barrels of technically recoverable oil.
Economi cally recoverable reserves consist of 2.95
billion barrels of oil.1 (US. Geological Survey,
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2002, Petroleum Resource Assessnment of the National
Petrol eum Reserve in Alaska (NPRA), USGS Fact Sheet
045-02, Table 3 and Figure 7).

Central North Slope - The technically recoverable
yet-to-be-di scovered barrels of oil are estinated at
3.98 billion. Economcally recoverable reserves are

set at 0.88 billion barrels (USGS, 2005, Econom cs of
Undi scovered Ol and Gas in the Central North Slope
Al aska, Qpen-File Rpt 2005-1276, Table 5)

Beaufort Sea — There are 6.94 billion barrels of oil
technically recoverabl e. Economi cal |y recoverabl e
reserves during the period under consideration are set
at 1.79 billion barrels, the nmean estimate at |ower
oil prices. (Mneral Managenment Service, Beaufort Sea
Planning Area Ol and Gas Lease Sales 186, 195, and
202 OCS FEI'S, 2003, MVS 2003-001, Appendix B, Table B-

1)

ANVR — There are 10.4 billion barrels of technically
recoverable oil. Economically recoverable reserves
consist of 4.21 billion barrels. (Energy Information

Adm nistration, Analysis of Gl and Gas Production in
the Arctic National WIdlife Refuge, March 2004, pg 5
and Table 1)

Natural Gas - Most natural gas that is technically
recoverable is considered economcally recoverable
provided there is a means of transmi ssion to market
Assuming gas flow through a pipeline beginning in
2015, the period through 2046 production totals 49.6

trillion cubic feet. Best estimates of natural gas
reserves on the North Slope far exceed this anpunt and
include: proven reserves — 35 trillion cubic feet

within Prudhoe Bay Field, Pt. Thonson, and other
fields (EIA, March 2004), NPRA - 59.7 trillion cubic
feet (USGS Fact Sheet 045-02); and, together with ANWR
and offshore undiscovered reserves totals above 200
trillion cubic feet (USGS, Conventional Natural Gas
Resource Potential, Alaska North Slope, 2004, Rpt
20041440) .

The  studies also  set ranges for technically
recoverable oil wth a 5 percent and 95 percent
confidence interval. These w de ranges are presented
bel ow. Economically recoverable estimtes were based
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on 2001 dol | ars o) t hat $23. 50 equat es to
approxi mately $25.50 in 2005 dol |l ars.

Recoverable oil volunes wll vary by price of oil.
However, higher valued oil wll also be higher cost
oil to produce with each increase in price resulting
in increased volune strictly related to the cost of
producti on.

Range of Technically Recoverable Ol - 5th Percentile
Mean 95th Percentile:

NPRA 5.90 Bbl 10.6 Bbl 13.20 Bb

Central North Slope 2.87 Bbl 3.98 Bbl 5.85 Bb
Beaufort Sea 3.56 Bbl 6.94 Bbl 11.84 Bbl

ANWR 5. 70 Bbl 10.40 Bbl 16. 00 Bbl

3:54: 03 PM

31. How will Net Profit Share Leases (NPSL's) be affected by
this legislation? WII the gross costs of exploration and
devel opnment go into the Devel opnent Account — or those costs’

net of the credits and deducti ons?

Production taxes are currently deductible for NPSL
purposes. This legislation is not intended to change
the deductibility of the production tax. However, NPSL
| eases are adm nistered by the Departnment of Natural
Resources, which is better equipped to address these
guestions and which we understand is doing so. Also
see Question 58.

3:55: 01 PM

33. O the pre-PPT credit provisions (or claw back), what is the
cost to the state for legacy fields and what is the cost to the
state for frontier regines?

Also see Question 20. The assunption made for this
request is that the Pre-PPT cost clawback will be the
| ast adjustnent made to the tax. All other deductions
and credits allowed under the PPT wll have been
exercised. There was approximately $4.8 billion of
capitalized investnent made by the industry during in
t he period 2001 t hrough 2006.

Using the Departnent of Revenue price forecast, which
has prices falling and remai ni ng bel ow $40 after 2008:
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Legacy Field Owmers: $316.6 nmillion

Frontier Field Owmers: None. Due to no production or
the inability to generate revenues sufficient to have
a tax liability after other deductions or credits are
t aken.

Assuming a flat price of $45 for 2007-2050:

Legacy Field Omers: $935 nillion
Frontier Field Omers: 15 mllion
Total $950 million

Assuming a flat price of $60 for 2007-2050:

Legacy Field Omers: $936 nillion
Frontier Field Omers: 15 mllion
Total $951 mllion

3:56:12 PM
49. What is the estimated economc inpact to the state of the
ability to sell tax credits?

He advised themto focus on page 21 that had a sunmary
of costs he used in nodeling what happens. The very
conservative estimate, which is wthout a gasline and
without any additional fines, no additional oil
outside of the departnent’s forecast, he sees total
capital spending at around $25 billion. On the other
extrene, if the gasline gets built and there is a |ot
of additional exploration, the nunmber would be nore
than twice that at $55 billion

The next question people focused, he said, was on
saturation and what would happen with the credits in
the marketplace. WIIl the credits be used up or wll
they “go begging,” will the small producer not really
get the effect of the credits, because they can't do
anything with them Hi s analysis, which used a $40 per
barrel price, showed how much of the production tax,
itself, would be reduced by credits and dependi ng on
whi ch scenario is used, it went froma |ow of about 25
percent to a high of close to 40 percent, but in no
case did he find that the wmarket would becone
saturated. He said the sensitivity analysis was run
with a 95 percent production by the majors and room
was found for them to be used even if the producers
have nost of paynents and the smaller users have 25
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percent of the credits. Saturation mght occur if the
price was nuch | ower than $40.

3:59:16 PM
54. Section 21, page 13, line 8 —why is this clause constrained
by Dec. 1, 20057

This constraint is intended to avoid industry changi ng
cost allocations in contenplation of this |egislation,
in order to avoid taxation

4:00: 20 PM

68. How is it possible that any corporation gets triple the sale
price for a commodity, having invested capital at the expected
| ower returns, and then mamintains that they need a claw back
provi sion? Wy should we offer it?

a. The first part of this question appears to be
intended to be answered by oil conpanies.

b. We should offer a transition deduction because we
are converting from a tax on gross to a tax on net
val ue. Wen neasuring net value, it is necessary to
al l ow deductions, not only for current expenses, but
also a deduction for the capital investnment that is
generating the value. For new assets acquired after
the PPT is in effect, a full deduction for the cost

the capital investment is allowed in the year
acquired. Assets acquired within the last five years
are currently producing taxable oil and gas, and a
deducti on shoul d be al | oned for, in effect,

depreci ati on on those assets.

4:01: 09 PM

69. Please show us an international conpetitiveness rank and
score for PPT under the following tax/credit scenarios, both
overall and for new producers:

a. 30/15
b. 30/20
c. 25/20
d. 20/20

MR. DI CKINSON explained that Dr. Pedro Van Meurs
formulated this question that has as its answer a
bunch of tables. However, he explained that he ran his
conpetitiveness rankings, basing those on the four
di fferent scenarios (above). Hi s analyses were for the
| arge producer economcs and for the new investors.
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The conclusion is that the PPT puts the state in a
better position internationally anong the peers that
he ranks than the current system does. This is true
for the larger producer econonics and especially true
for the new investor econom cs.

4:02: 48 PM
SENATOR STEDMAN asked if anything in his tables would put Al aska
at a conpetitive disadvantage.

MR. DI CKINSON replied the short answer is no; but the ones wth
the nore anbitious tax credits place the state in a better
position than the ones that have either the lower credits or the
hi gher tax rates. He suggested that the overview on page 32 was
the best way of |looking at that. No matter which schene you | ook
at, things look nore attractive to the new small investor and
ot of that has to do with their focus on the credits and the
al l omance. The large producers, at 20/20, you can expect nore
investnment; at 25/20 you can expect the same and as you start
going to 30 percent rates, you can expect either less and a 30
percent tax rate coupled with only a 15 percent credit is much
| ess. The legacy fields would feel the sting of the marginal tax
rate nore; the new conpanies would feel the benefit from the
i ncentives.

4:05:48 PM
SENATOR ELTON asked if there has been sone controversy about
investnment in the UK North Sea being treated differently.

MR. DICKINSON replied that he would tiptoe around that one. He
said that UK had made sone dramatic changes recently to its
met hodol ogy and just weeks ago essentially doubled the rate.
There is debate about its effects.

CHERI N ENHU S, Petroleum Econonist, Departnent of Revenue
(DOR), said that Roger Marks, Petrol eum Econom st, DOR was al so
onl i ne.

4:09: 02 PM

She recapped that she had answered only question 70 that asked
for the annual oil severance tax anobunts at various prices and
for various scenarios. Wien she answered it she didn't have the
nunbers presented beside the chart. She had also run additiona
scenarios with 15/20, 25/20, 15/25, and 22.5/22.5. The packet
contained all the runs.
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CHAI R WAGONER said they have the information and can review it
| ater.

4:14: 31 PM

M5. NIENHU S sunmarized information at $40 a barrel for a frane
of reference. She conpared severance tax revenues that would be
collected from 2007 - 2030 with the status quo and found for
15/25 that it was 21 percent greater; for 15/20 it was 36
percent greater; for 20/20 it was 100 percent greater; 22.5/22.5
was 126 percent greater; 25/25 was 151 percent greater; 25/20
was 165 percent greater; 30/20 was 230 percent greater; and
30/ 15 was 245 percent greater than the status quo.

SENATOR STEDVAN asked if she was nore confortable wth the
anal ysis between the first 10 years versus the last 10 years for
prof essi onal estinmating val ues.

M5. NIENHUI S replied that the reason 2030 is the tinme frane used
is because that is the period in which it is believed the TAPS
woul d either shut down or the North Slope will shut down.

She said the House Resources conmittee also wanted to know what
the difference would be in annual severance tax wth just an
increnental 1 percent change in both the tax rate and the credit
rate. That relevant chart was 70(i) and it conpares the status
guo with a 19/20, 20/19, 20/20, 20/21, and 21/20. She also ran
anot her graph to illustrate the difference between a 1 percent
tax rate increase or decrease and what a 1 percent credit rate
i ncrease or decrease would anmobunt to. She found a 1 percent tax
rate increase inpacts the severance rate at a 3$40 level quite
significantly by a 5 to 1 ratio. So every 1 percent tax increase
was equivalent to about a 5 percent credit decrease. “So, the
tax rate is significantly nore inportant based on this analysis
than is the credit rate.” She added that the ratio decreases
cl oser to 2030 because of the projected decrease in production.

MR. DI CKINSON said that the tax was very price sensitive because
the credit is going to be $1 of spending whereas the tax rate

would be on a $1 of profit. So if there were $1 billion of
spending a year, at $20 oil with $5 profit, if you double the
price, the size of the credit will still be precisely the sane.

MS5. NIENHU S said that Daniel Johnston also said that it would
be a 5to 1 ratio.

4:18: 33 PM
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SENATOR BEN STEVENS renarked that M. Johnston said the tax rate
was inelastic and the elasticity was in the credit rate.

SENATOR STEDMAN responded that wasn’t right; he said the tax
rate is the sl edge hamrer and the credit is the tack hamer.

SENATOR BEN STEVENS agreed with that, but he thought he heard
M. Johnston say that the tax rate was inelastic in relation to
investnment. He said he would check on it.

4:19:59 PM

M5. N ENHU S continued saying that 70(j) was a summary table
showing the effective tax rate for all scenarios. They were all
price sensitive except the status quo. For this exanple, she
expl ai ned, the way the average effective tax rate was cal cul ated
by taking the severance tax liability and dividing it by the
gross well-head value less the royalty. This nmakes an apples to
appl es conparison with the status quo tax, which is a tax on
gross revenues, less royalties.

4:21:04 PM

SENATOR BEN STEVENS found M. Johnston’s statenent that was
contrary to what MR DI CKINSON said. On page 13 of his testinony
on March 6, “I believe there is a strong evidence that producing
activities are relatively unaffected by changes in the tax rates
unl ess they are dramatic.”

MR. DICKINSON replied that he said sonething different, but he
had no opinion on the elasticity issue, which is what happens if
you change one thing. He was focused on a the mathematical point
that the anmount of the credit, 1 percent change in the credit,
woul d not have any relationship to price, whereas a 1 percent
change in the tax rate woul d be dependent on pri ce.

SENATOR BEN STEVENS sai d he under st ood now.

SENATOR STEDMAN recalled that the point M. Johnston was trying
to make was that at a 20 or 25 percent tax rate, he didn't
expect a significant change in what the majors produce on the
Nort h Sl ope.

4:24:00 PM

SENATOR ELTON said Econ One added, what they called, a historic
line of 12 percent for the historic tax rate. He asked if she
agreed with that nunber.
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M5. NIENHU S replied that she hadn’t |ooked at it, but believed
it to probably be accurate and she referenced page 43 that had
the effective tax rates for the North Slope by field since
FY' 86.

MR. DI CKI NSON added that she was referencing page 43, question
30, Table (a). He walked them through an exanple. In 1988,
Prudhoe Bay was 1.6 mllion of the 2 mllion barrels of
production. In that year, the Prudhoe ELF was 12.66 percent. The
only other field of any major size was Kuparuk at close to
200,000 barrels a day for 8.33 percent. If you average them al
together, you get something in the 11 to 12 percent effective
tax rate range. Before the aggregation decision and with 1
mllion barrels of production in 2004, Prudhoe Bay represented
400,000 of that although 50,000 of that would be gas (and,
therefore, not part of the ELF). Alpine and North Star,
conbi ned only produce as nuch as Kuparuk that had an effective
tax rate of 2 or 3 percent.

He advised if they are asking for the average tax rate on the
North Sl ope, because of the ELF, you need to get the dates.

4:27:57 PM

SENATOR BEN STEVENS thanked him for that explanation. He said
the reason it stayed so high was because it included the years
of massive production. The chart that was presented yesterday
went back to 1977 at the beginning of production, but they can
only accurately use charts 10 years out. If you go 10 years
forward, you should just go only 10 years back. M. D ckinson
just said that the  historical effective rate would be
dramatically different depending on the nunber of years it went
back. So, he asked to see the nunbers for average historical
rate in 10-year increnents.

MR. DI CKI NSON responded that nmde sense and he could produce
t hat .

SENATOR STEDVAN pointed out that Econ One’s figures were based
on a forward projection of ELF on status quo.

MR. DI CKINSON agreed with that and so did Senator Ben Stevens.
4:31:29 PM
SENATOR BEN STEVENS said he was trying to clarify that included

in the historical nunbers were years when the state was at ful
capacity and production.
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And | think if we ever got to that again, those would
be the nunbers we should use, but we’'re not talKking
about full capacity and full production; we're talking
are talking about maintaining existing production,
which is one half or less than 40 percent of what it
was at one point. So, | think that we have to use
historical figures in context of where we're going to
go into the future.

MR. DI CKINSON observed that Econ One pointed out that these
rates are not historically unprecedented.

What is historically unprecedented is the |evel of
support that the Governor suggested we nmake to the
industry in the future work going on on the North
Slope. And | think if you look at when these rates
were at this rate, it was Prudhoe Bay. Prudhoe Bay was
the entire story with Kuparuk. .

4:32:58 PM
M5. NIENHU S noved on to question 71. Please show the corporate
take chart on page 24 of M. Mrks presentation given the
foll owi ng tax/credit scenari os:
25/ 20
b. 30/20
c. 30/15
d. 15/20
e. 25/25
f. 15/25
g. 22.5/22.5

She said this chart was slightly different and has the status
guo presented next to the PPT under each of the scenarios. M.
Marks used the EIA forecast, which is an average of $57 a barrel
t hrough 2040.

MR. MARKS corrected her saying, “I think it’s 20/50.”

M5. NIENHUI S said the charts were high volune and nost of the
costs remained the sane. They showed primarily the difference in
the state take (royalties, corporate inconme tax, severance tax
and property tax (which stays fairly steady throughout)), but
also the difference in the federal tax and the difference in the
corporate take.

4:35: 03 PM
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MR. DI CKINSON explained that the royalty and production tax
stays the same, but the nodeling shows increase in the severance
tax and with the dimnution in both federal take and corporate
t ake.

IVS. NIlENHU S said that was correct. For 25/20 wth the
cunmul ative revenues were $580 billion (gross revenues), the PPT
produces about 28 or 29 percent for the corporate take. There is
a fairly large difference between the severance tax collections
in the two scenari os between status quo and the PPT.

4:36: 10 PM

The next slide considered 30/20 and has the corporate take
significantly down to $155 billion from the previous one of $164
billion, a higher state take overall and a comensurate decrease

in federal tax. This is due to the fact that severance taxes are
deductible for federal tax purposes. Since the severance tax is
hi gher in the PPT than under the status quo, that has an effect
on the federal tax, as well.

The next chart showed the sanme information for the 30/15
scenario. It has slightly less in the way of corporate take and
slightly nmore in the way of severance tax.

The next one, 15/20, was a little different. Even at that rate,
the severance tax is significantly higher than the status quo
and a fairly high corporate take, as well.

The next was 25/25 had significantly nore severance tax, about
four times nore than the status quo.

The next one was 15/25 showed the corporate take to go up quite
a bit, but the federal tax was not that much different than
under the status quo. The severance tax was up over the status
quo.

Lastly, 22.5/22.5 was close to the 20/20 in ternms of total
revenues to each entity. Cose to 30 percent of gross revenues
to the corporations and about $55 billion to severance tax.

4:39:30 PM

72. Please show the price point where DOR estimates corporate
profit margins hit:

a. 15 percent

b. 20 percent.
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M5. NIENHU S said the question was nmade in the context
of the presentation of these charts and she understood
the question to be show where on the chart the
corporate take is 15 and 20 percent. That would not
necessarily represent a profit; that would be the 15
percent of the gross revenues. So, actually the profit
would be mnus the Opex and the Capex costs,
transportation and et cetera. It's true that $20 a
barrel is a problem for the state no matter what tax
system you go with. In Chart 72(a)(1l)she showed that
$20. 15 per barrel was the price at which the corporate
take is 15 percent; it shows the state take to be
quite low at that amount. For clarification she said
the total cunulative revenues of this chart is $100
billion including costs.

4:41: 36 PM

At a high volune scenario the sane corporate take has
some additional costs associated with it because the
hi gh vol une scenario has the heavy oil that would cone
on line as well as the gasline. The price at which the
corporate take is 15 percent under this scenario would
be $27 per barrel ANS. It showed a cumnul ative revenue
of $283 billion.

The next question was price does the corporate take go
to 20 percent under the |ow volunme scenario without a
gasline and she showed that it would be $24.50 a
barrel ANS. The state takes I|less revenue at this
amount than under the status quo.

She used another high volume scenario to answer what
price would the ANS per barrel have to be for the
corporate take to be 20 percent. She got an average of
$32 per barrel ANS.

4:43:45 PM

90. Please show the cunulative production tax from 2007—2030
under the PPT given the follow ng tax/credit scenari os:
25/ 20

30/ 20

30/ 15

15/ 20

25/ 25

15/ 25

22.5/22.5

A summary chart showi ng all above scenari os

SQ TP aooTo
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i. Asunmary table showing all above scenari os

Her first slide started with 25/20 and a |ow vol une
scenario; the crossover point was $24. The crossover
poi nt for 20/20 was $26.50 per barrel.

4:44:. 38 PM

The low volune scenario for 30/20 had a crossover
point at $22 a barrel ANS. It rises fairly steeply
past $25 a barrel

The low volune scenario for 30/25 had a crossover
point of $21 a barrel. For 15/20, it was at $34 a
barrel. She said that several of the scenarios don't
generate much revenue at prices below $25 - $35. The
scenario for 25/25 had a crossover at $25. At 15/25,
the crossover point was at $36 per barrel. The 20/20
stays high above the 15/25. The crossover on 22.5/22.5
was $26 a barrel and it behave very like the 20/ 20.

The last slide addressed question 90(i), which shows
what the cunulative tax revenues would be at the
different prices in the graphs she just presented.

4:47:40 PM

ROGER MARKS, Petrol eum Economi st, DOR comented on the status
quo $20-dollar colum in question 90(i) indicates the state
woul d get only $123 mllion per year in revenues with which to
cover its budget and at that point it would have bigger problens
t hen having chosen the wong conbination of taxes and credits.
He advised that worrying about how much noney you |ose at the
low end under $20 is probably not a real fruitful exercise and
it was pathetic. That doesn’'t nean prices couldn’t be $20; but
it does underscore the need for broad-based taxes. At $20, the
state would need nore than the oil industry to keep it afloat
and the CBR (Constitutional Budget Reserve) would be just a
pl easant nmenory especially if the prices were low for as long as
a coupl e of years.

4:50: 14 PM
MR. DI CKI NSON j unped back to page 34, questions 73, 74, 76. They
all related to the Cook Inlet analysis. The first question

anal yzes it under the proposal. The second question is how mnuch
does the $73 nillion allowance play in that and the third
gquestion is what happens to a new player. Hs answer was:
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If we look wunder the «current analysis and the
assunption — and this is the big one in the Cook Inlet
— What happens to gas prices if you assunme that they
nove towards world prices, then, in fact, you will see
the folks that have gas paying a PPT. If you don't
nove towards world prices and you stay in the $2 - $3
range, then you will find the folks that have the gas
are not paying the PPT. So, fundanentally, the
guestion here is not so much a PPT question as right
now there’s one contract between Enstar and Unocal
that uses world pricing, if you will, or US pricing
Most other contracts are at nuch lower rates. Cook
Inlet has been isolated for narkets. Essentially you
have ConocoPhillips selling on a world market, but
aside fromthat it’s been internal use and the prices
reflect that.

MR. DI CKI NSON contended that if they go to world prices in
around the $7 range, the ELF would not be appropriate at
that point and the PPT would have to be there.

Movi ng on the second question: Wat happens when the $73 million
al l onance conmes in. He analyzed this specifically going
backwards, which brings with it the assunption of |ow prices.
Wthout the allowance there would be a small increase; with the
al | omance they would see about the sane or a dimnishing of the
take. His finally conclusion was with just the $73 nmllion
al l ownance and isolating Cook Inlet, at low prices they wuld see
a significant production tax being paid under the PPT.

4:53: 23 PM
76. Model a newconer to the Cook Inlet that explores for, finds,
devel ops and sells gas. Wiat wll their taxes |ook |ike under

the status quo and the PPT?

It is inpossible to answer this question wth any
accuracy because of the numerous assunptions one would
have to make. Cenerally, a newconer to Cook Inlet
woul d spend at |east a couple of years exploring for
gas, and during this tinme, would presumably not
produce any gas and in fact may not realize any incone
from these operations. So for the years of exploring,
the newcomer would not pay any tax under either the
status quo or the PPT system Under the PPT system
t he newconer would have earned capital credits in the
first couple of years that they could either hold or
sell, as well as any loss carry-forwards they may have
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accrued. The question is if they are selling at world
mar ket prices, they will use those capital credits up
very quickly. If they are selling in the $3 range,
those credits will give them a shield for a numnber of
years. After the credits have been used and noneti zed,
they still have the $73 mllion. So if a player was
generating less than that, as they do in the Cook
Inlet, they are covered and not paying additional tax.

4:54.24 PM
78. Could we look at (1) a standing offer to purchase tax
credits for 10 percent of their face value - wth the

inplication that the departnment could treat that as a receipts
funded program so that the |legislature would not have to
authorize the purchase amount and (2) “Alaska bucks” - 1i.e.
allow credit certificates to be used in |ease sales or other
| ease acquisition activities as cash.

He answered that Dbasically rather than having a
buyback, the state would make the credit refundable

The state could set a limt on the refund. The tota

credits are going to represent between 25 — 30 percent
of the revenues, so if some of those are purchased
rather than taken, the net effect on the state is the
same. The notion here was why let a market player
i ntervene and get 10 or 15 cents on the dollar.

If value is added to them by allowng them to be
reinvested or used for a l|lease sale or nmake them 110
percent, that is a policy call by the legislature. How
equal it wants the people who are bidding to be is
anot her issue. Perhaps they would want to incent
someone who has worked here before versus soneone who
is comng up for the first tine. He advised to steer
cl ear of having any incentives built in to the process
of acquiring the leases and they have focused on
getting themon the process of devel opi ng those.

4:56: 58 PM
79. Could we draft up alternative standards for the anti-hiving
provi sion so the |egislature can choose.

ROBERT M NTZ, Assistant Attorney GCeneral, Departnent
of Law, answered if nultiple entities take advantage
of the allowance, that neans that one entity would
have to be producing and it would have to get sone
kind of benefit in return for that. That was the
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trigger for the approach that the departnent wll
disallow an allowance deduction if it finds that a
benefit attributable to a producer’s allowance 1is
shared with or enjoyed by another producer. This
concept mght be nore effective if it were adopted as
a supplenent to, rather than a substitute for, the
current |anguage in proposed AS 43.55.160((j).

4:59:46 PM
MR. DI CKI NSON said question 81 was a request to share the node
and he declined to do that, but fundanentally, his experience is
that this nodel is not user-friendly and only a handful of folks
know how to use it. He vowed to help people get answers to their
gquesti ons.

5:00: 34 PM

Ski ppi ng ahead, he went to a sequence of questions on what is
t he meaning of progressive tax. Wiat is proportional and what is
mar gi nal ?

Black Law Dictionary said that a progressive tax is a
tax structured so that the effective tax rate
increases nore than proportionally as the tax base
increases. Clearly how the tax base is nmeasured has
caused some confusion. The tax base could be the net
or the gross. The confusion has arisen in trying to
restate the PPT, which is a tax on the net, in terns
of gross to nake it conparable to the ELF. On one of
them estinmates for capital costs would have to be
made, and the departnent has actuals on the gross
goi ng backwar ds.

SENATOR STEDMAN asked what hi s concl usi on was.

MR DICKINSON replied, “A progressive tax is one in which
wherever you neasure your base, and as your base changes, does
the rate change nore quickly than the base — not nearly in
proportion to it.”

5:02:36 PM
SENATOR STEDVAN asked if they were | ooking at percentage changes
of the total pie as the dollar value went up

MR. DI CKINSON replied that he believed it could be neasured as a

change in the percentage or as a change in the total dollars.
“The main thing is you need to be consistent about which one you

SENATE RES COW TTEE - 24- March 15, 2006



are neasuring as the total of one goes up, the total of the
ot her goes up nore quickly.”

SENATOR STEDVAN said he didn't necessarily agree with that.

CHAIR WAGONER said he would let the two of them get together
| ater on that issue.

MR. DI CKI NSON responded t hat he has seen folks do it both ways.

5:04: 03 PM
93. Wiat is the nmeaning of the term “marginal tax rate,” which
is the rate of tax applied to the last dollar of the tax base?

He explained that according to WXL Tax Dictionary
(2004), a marginal tax rate is, “The rate of tax
applied to the last dollar of the tax base.”
Therefore, if a tax is based on net incone, a margina

tax rate is nmeasured based on the last dollar of net
income. This is nost often found in inconme tax |aw
such as AS 43.20.011 where the top marginal rate is
9.4 percent and this tax rate is applied to anmounts of
Al aska corporate taxable income over $90, 000.

5:04: 33 PM
94. What is the neaning of the term*“effective tax rate?”

In general, whenever there are several factors at play
this neasure cuts through all their effects and
typically divides the tax paid by sone neasure. For
exanple, an incone tax, the effective tax rate 1is
normally expressed as the actual incone tax paid
di vi ded by taxable incone, expressed as a percentage.

For exanpl e:

G oss incone: $100
Less deductions: ($90)
Net incone: $ 10

Tax at 20 percent: $ 2
Less credits: (1)

Tax due: $1

He explained that in this exanple, the effective tax
rate is 10 percent, which conpares the $1 tax due with
the taxable incone of $10. In Question 30, earlier,
the effective production tax rate was the percentage
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of gross revenue wthout taking exploration credits
i nto account .

5:06: 24 PM
95. Please differentiate the definition of “exploration,”
“devel opnent,” and “production.”

He noted that, in general, the bill provides the sane
tax treatnment to oil and gas exploration, devel opnent,
and production. In other words, it generally makes no
di fference whether an expenditure is for exploration,
or for developnent, or for production, and it was
therefore not felt necessary to define the ternms in
the bill. The terns exploration, developnent, and
production are addressed in FASB (Financial Accounting
St andards Board) Current Text Standards say:

Exploration involves identifying areas that may
warrant exam nation and exam ning specific areas that
are considered to have prospects of containing oil and
gas reserves. Expl oration costs include drilling
exploratory wells and exploratory-type stratography
test wells. The principal types of exploration costs

include costs are topographical, geol ogi cal and
geophysi cal .
5:07:22 PM

SENATOR ELTON asked he would have thought |ease costs would be
an expl oration cost.

MR. DI CKI NSON responded that he didn't believe |ease costs were
considered exploration costs. Lease acquisition costs are
usual |y separate and distinct from exploration costs.

5:07: 59 PM
ROBYNN WLSON, Director, Tax Division, DOR said that M.
Di cki nson was correct.

MR. DI CKI NSON added that devel opnent costs are what is necessary
to get the reserves, delineate them figure out what is there,
provide the facilities for getting them up, treating extracting,

gat heri ng, storing. The ki nds of costs for typi cal
infrastructure costs would be road building, power |Iines,
drilling, platfornms, the casing, the tubing, the equipnents.

Once that devel opnent has occurred and the investnent has been
made, the last category is production and that involves the
actual lifting to the surface, gathering it, storing it, and
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getting to mar ket . Pr oducti on costs, operating costs,
mai nt enance costs, replacenent |ike |labor to operate the wells,
repairs, nmaintenance, material, supplies and the fuel consuned
to operate the wells.

5:08: 32 PM

SENATOR ELTON said he nentioned sonething that was not included
in the witten answer - getting it to market is not listed as a
producti on cost.

MR. DI CKINSON replied that he neant getting it ready for nmarket,
typically an E&P that would turn it over to a m dstream conpany
that would have transportation. Senator Elton was correct, a
pi pel i ne woul d not be consi dered production.

There being no further questions to cone before the conmttee
CHAI R WAGONER adj ourned the neeting at 5:10:10 PM
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