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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 value of
oil or gas under AS 43.55; providing for tax credits against the
tax due under AS 43.55 for certain expenditures, |osses, and
surcharges; relating to statenents or other information required
to be filed with or furnished to the Departnment of Revenue, and
relating to the penalty for failure to file certain reports,
under AS 43.55; relating to the powers of the Departnent of
Revenue, and to the 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
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noney collected by the Department of Revenue under AS 43.55;
relating to the calculation of the gross value at the point of
production of oil or gas; relating to the determnation of the
net value of taxable oil and gas for purposes of a production
tax on the net value of oil and gas; relating to the definitions
of 'gas,' 'oil," and certain other terns for purposes of AS
43.55; nmaking conform ng amendnents; 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
SPONSCR(s) : RULES BY REQUEST OF THE GOVERNOR

02/ 21/ 06 (S READ THE FI RST Tl 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)
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03/ 03/ 06 (S) RES AT 3:30 PM BUTROVI CH 205

03/ 03/ 06 (S -- Meeting Cancel ed --

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

03/ 15/ 06 (S -- Testinmony <Invitation Only> --
03/ 16/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205

03/ 16/ 06 (S -- Meeting Cancel ed --

03/ 17/ 06 (S) RES AT 3: 30 PM BUTROVI CH 205

03/ 17/ 06 (S) Heard & Held

03/ 17/ 06 (S) M NUTE( RES)

03/ 18/ 06 (H RES AT 10: 00 AM CAPI TOL 124

W TNESS REG STER

DR. PEDRO VAN MEURS

Consul tant to the Governor

O fice of the Governor

PO Box 110001

Juneau, AK 00911-0001

PCSI TI ON STATEMENT: Comrent ed on SB 305.

Bl LL CORBUS, Conmi ssi oner

Depart ment of Revenue

PO Box 110400

Juneau, AK 99811-0400

POSI TI ON STATEMENT: Commented on SB 305.
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DAN DI CKI NSON

Consul tant to the Departnent of Revenue
Departnent of Revenue

PO Box 110400

Juneau, AK 99811-0400

PCSI TI ON STATEMENT: Conmment ed on SB 305.

ROBYNN W LSON, Director

Tax Divi sion

Depart ment of Revenue

PO Box 110400

Juneau, AK 99811-0400

PGSI TI ON STATEMENT: Comrent ed on SB 305.

ANGUS WALKER, Comrercial Vice President
BP Al aska

Anchor age AK

POSI TI ON STATEMENT: Commented on SB 305.

BRI AN VEENZEL, Vi ce President

Fi nance and Admi ni stration

ConocoPhi | I'i ps Al aska

Anchor age AK

POSI TI ON STATEMENT: Supported SB 305; opposed CSSB 305(RES).

Rl CHARD OVEN, Producti on Manager
ExxonMobi | Al aska

Anchor age AK

PCOSI TI ON STATEMENT: Supported SB 305.

ACTI ON NARRATI VE

CHAIR THOVAS WAGONER called the Senate Resources Standing
Commttee neeting to order at 10:06:01 AM Menbers present at
the call to order were Senators Ral ph Seekins, Ben Stevens, Fred
Dyson (via teleconference), Bert Stednman (via teleconference),
Kim Elton and Chair Thomas Wagoner.

SB 305-O L AND GAS PRODUCTI ON TAX

CHAI R WAGONER announced SB 305 to be up for discussion. [In the
packets was a proposed conmittee substitute, (Version Y, |abeled
24- GS2052\Y, Chenoweth, 3/16/06.]

10: 06: 37 AM

SENATE RES COW TTEE -4- March 18, 2006



BILL CORBUS, Commi ssioner, Departnent of Revenue, inforned

menbers that he strongly supported the bill as it was originally
introduced with the 20/20 schenme and he strongly urged them to
return to it. It would provide badly needed incentive for

increasing Alaska’'s declining oil production. He said that the
TransAl aska Pipeline (TAPS) is currently operating at |ess than
hal f - capacity. Production was once at 2 mllion barrels a day
and now it’'s at 870,000 per day and projected to be 772,000 by
2016. Recent investnent and devel opnent has been inadequate and
hi gher tax rates would further discourage new investnents.

He said in the short-term the next five years, the target has
to be known reserves from existing fields and records show that
exi sting producers have done that devel opnent. He advised that
the | egislature nust not enphasize short-term revenues fromthis
tax, but nust |look at maximzing the state’s wealth over the
long run and the l|evel of investnent the state needs wll not
occur unless there is an enlightened or balanced tax climate.
The nunbers show that 20/20 is the right m x.

10: 08: 57 AM

Thirdly, he exhorted them to keep their eye on the prize - the
gas line. At current prices, it would bring the state nore than
$100 billion over the first 35 years of its existence. It would
al so extend the life of TAPS beyond the year 2030 until the gas
runs out. He again urged the comrittee to return to the origina
20/ 20 schene.

COWM SSI ONER CORBUS nentioned that Dr. Pedro van Meurs would
testify on the problens in the CS. He had been a consultant to
the state on oil and gas taxation issues since 1996. He also
menti oned that Robynn WIlson, Director of the Tax Division,
woul d address admnistration problenms within the CS and Dan
D ckinson, its former director who was now a consultant, would
address its tax policy problens.

10: 10: 39 AM

DR. PEDRO VAN MEURS, Consultant to the Governor, informed the
committee that many issues in the proposed CS required his
attention. There were so many different ideas in the bill, it
was sonewhat difficult to grasp the total concept. It was even
difficult to understand some clauses, such as the progressivity
factor, which wasn’t actually progressive. He referred to the
formula on page 6, lines 4 and 5, and suggested that oil would
need to be over $1000 a barrel before the state would get a 20-
percent tax.
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DR. VAN MEURS said the PPT bill is the first step in a process
that people hope wll Jlead to a stranded gas contract.
Department of Revenue research indicates that there is a very
inportant interaction between the gas line and the state’'s oi
production. |If the gas line goes forward, that will prolong the
life of the fields associated with TAPS. It wll also provide
the opportunity for considerable additional oil devel opnent.

10: 14: 32 AM
DR. VAN MEURS referred to page 3 of his handout that was a
repeat of Roger Marks’ slide to illustrate the point that

wi thout the gas line, production on the North Slope may becone
uneconom c or inpossible after the year 2030. The gas line would
add significant oil, as well as particulate condensates and
ot her possibilities.

10: 15: 27 AM

DR. VAN MEURS said that they are potentially |ooking at very
hi gh revenues from the gas |ine, depending on the various price
levels, as nmuch as $4 billion a year at very high prices of
maybe, $7.50 - at current prices, nmaybe $3 billion. There is
enor nous synergy between gas and oil.

10:17: 11 AM

DR VAN MEURS said the conbination in the PPT opens the
possibility of presenting a gas contract to the |egislature. He
said there had been a |lot of debate and evidence presented to
them on the relation between the tax rate and the anount of
investnment. But he said the PPT was a nodest change to the
overall governnent take, not a dramatic one, and he didn't see
nore investnent occurring over that rate alone saying,
“Nevertheless, it would be an error to say that there is
absolutely no relationship between tax rate and investnent. O
course there is a relationship between tax rate and i nvestnent.”

The legislature had requested him to prepare conpetitiveness

indexes at $36 a barrel. It showed the conpetitiveness of the
PPT wunder various fiscal options - long term — and didn't
include the $73 mllion allowance. This is how large oi

conpanies would look at it. The table indicated that the nunbers
clearly change under the PPT system and not wunder Al aska's
current system Under his ranking system the |ower the nunber,
the nore conpetitive the systemand it showed that the 20/20 was
clearly nore conpetitive than the current systemwth this price
for the |arge conpanies. O her systens in the world are far nore
attractive — the U S @ilf of Mxico or the UK for instance.
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However, the PPT proposal inproves the conpetitiveness at 20/ 20.
At 25/20, there is a slight inprovenent, but not significant. At
30/ 20, the PPT becones less attractive and at 30/15, it becones
much | ess attractive.

10: 21: 47 AM

DR. VAN MEURS said these figures were not based on any analysis
of a specific investnent, but were generated from the math in
his report once he nmade assunptions about field sizes, costs and
circunstances. His conclusion was that definitely there is sone
rel ationship between tax rate and Ilevel of investnent. He
sumari zed that relationship on page 8 of his handout with the
foll owi ng conments.

Wth the $73 mllion tax-free allowance proposed by the
governor, new investors who conme to Alaska for the first tinme
woul dn't pay any PPT on their first field. Consequently, the
credits wunder the PPT would always nmke the system nore
favorable for new investors’ first investnments no matter what
the tax rate. “And that was a very inportant concept of the PPT
- to encourage this new investnent, to bring new investors to
Al aska.”

10: 24: 09 AM

DR. VAN MEURS said, at the sanme tine, the reality of the North
Sl ope production is that any increases in production will comne
from reserves that have already been discovered. “It take years
to explore; it takes years to develop and fairly |large resources
have been identified.” He believed if the state wanted to

mai ntain production or decline it less, then it nust increase
i nvestnent by | arger oil conpani es.

At 25/20, he believed the producers would invest about the sane
- about $1 billion dollars a year. The systemis clearly nore
conpetitive under the 20/20 and logically, investnent would
increase - how nmuch is difficult to say. Wth 30/20, the state
would have less investnent; wth 30/15, even nuch |ess. One
thing they know is that at the current |evel of investnent -
25/ 20 - production has declined.

We know that for a fact fromthe last five years. That

if you invest a billion dollars a year, the production
declines. So, | would say it would also be a fact, a
reasonabl e forecast of the nodel | developed, that if

you adopt 25/20, this decline will continue. WII they
continue to invest? Yes. As | said, ny belief is that
investnment will continue on a noderate pace - sone
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conpani es nmaybe nore than others - but not enough to
change the decline rate. And this is the debate that
took place internally, but what Is the Dbest
conbi nati on?

10: 27: 10 AM

And consequently, the governor decided that the 20/20
was the best conbination because he believes strongly
that we need to stop the decline of the oil
production. W need to do whatever possible to stop
that decline and the total revenues to the state are
not just how nuch you get per barrel, but also how
much barrels you produce. That is also | ogical.

So, the 20/20 is a system that at |east, based on ny
nodel, would result in nore investnent. You can
reasonably forecast that; and consequently, if we just
produce another billion barrels nore, or two or three
billion barrels nore, over the next 30 years,
obviously, at <current prices, that neans tens of
billions of dollars nore for the governnent. So,
consequently, there is this inportant bal ance between
investment and tax rate. So, that is what 1'd like to
| eave you with. The evidence that | presented to you
in nmy report before and in ny subsequent answers to
the legislators clearly illustrate that there is sone
rel ati onship between investnent and tax rate.

As | said, | don't believe in dramatic statenents. |

don’t believe that at 25/20 that the oil industries
will |eave Alaska and at 20/20 they wll all storm
back. It is not that extreme. W live in an area of

uncertainty — that investnent patterns, | believe,

will be nodest. But, there is clear evidence that at

25/20 1 think the decline in oil production wll

cont i nue, because investnments will continue at

approximately $1 billion a year. At 20/20, logically
i nvest ment shoul d i ncrease and consequent |y,

production wll decline less or nmay even stop
decl i ni ng.

10: 29: 33 AM

DR. VAN MEURS said sone provisions in the CS about Cook Inlet
puzzled him and were neant to protect it sonmehow. And even
t hough he understood the concern, he thought carving out
specific areas to be dealt with separately would be
counterproductive. First of all, |language did not clearly apply
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to oil or to oil plus gas and he firmy believed that even in

Cook Inlet there are further possibilities for further
devel opnent and exploration. The PPT was neant to encourage and
reward those people who are wlling to develop the fields

further and willing to explore. It would reward them with very
significant tax credits. He persuaded:

We need nore exploration, not just in the North Sl ope;
we also need it in Cook Inlet. And carving out Cook

Inlet fromthe main bill does not serve the purpose of
seeing nore exploration. In fact, what | sense from
the special Cook Inlet provisions is that we go in a
harvesting nmode — in Cook Inlet. W don't want to

explore nore; we don’t want to develop nore. Just
| eave us alone, we have sone profits now Let’s just,
you know, enjoy it and don’t bother us. | think that's
the wong approach. | believe we should strive to also
increase activities in Cook Inlet and we should also
reward investors in the Cook Inlet region, just as we
woul d do all across Al aska.

10: 32: 45 AM
And | don’t think that putting Cook Inlet in the
harvesting node is the right thing to do. | also

believe that it would be an unfair balance struck as a
result in this proposal between those who operate in
Cook Inlet and those who operate in other areas.

DR. VAN MEURS said if oil prices go to very high levels, Cook
Inlet would not be subject to a severance tax, but conpanies
outside Cook Inlet would and he wasn't clear what the proposa
entailed. If there are very high prices, he could see why
everyone would want to share in the extra benefit. He also
didn't think it was fair for explorers in Cook Inlet to be
assured of no taxes while explorers outside Cook Inlet are put
on a very tight rein of only getting either the 30 percent or
the 4,000 barrel exenption for seven years.

10: 34: 08 AM

DR VAN MEURS cautioned that a conplex fiscal system is
difficult to admnister and is a disincentive for investnent to
begin with. There is great virtue in sinplicity and clarity in
tax legislation. Nations that made sinple tax laws applying to
the whole country get nore investnment than nations that try to
optim ze every little corner and piece.
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DR. VAN MEURS asked the conmittee to reflect on how the current
ELF system on oil and the new PPT for gas would work together.
He asked how one woul d distinguish between a devel opnent for oil
or one for gas and remarked that how the whol e geographi c system
woul d have to be set up to trace where investnents were nade. It
becones very conplex. He strongly urged them to not divide
Al aska into pieces.

10: 36: 35 AM
DR. VAN MEURS said there seened to be some m sconception on
pronoting exploration in the CS. He said the PPT already targets

massive incentive for expl orati on, particularly for new
i nvestors. The Expected Mnetary Value (EMV) columm on page 10
indicated how attractive exploration would be. It conpared

Al aska's current system with the PPT and showed an enornous
increase in conpetitiveness, such that Al aska would be al nost
anong the top in the world in exploration incentive. Encouraging
nore exploration would be overdoing it and there is no need to
conplicate the law further

10: 40: 02 AM

DR. VAN MEURS referenced pages 11 and 12 of his handout saying
there is a big difference between pronoting exploration and
enhancing the economcs of small oil conpanies. The proposed CS
seens to help the new snmall conpanies with a 4,000-barrel
exenption for several years, but that is not what is so
i mportant about small conpanies. He explained that hundreds of
smal | conpani es have operated in Alberta, Canada for over fifty
years - as small conpanies; only a few will become big. As a
smal | conpany, they contribute to the econony in ternms of jobs
for one thing. They also have a roll in exploration taking on
projects that the larger oil conpanies aren't interested in.
That's why the governor's bill included permanent benefits, not
just one-time benefits, for the small conpanies. He stated that
permanent fiscal policy for snmall conpanies, Alberta-style, is
good policy. He thought the CS confused exploration enhancenent
with small conpany protection

10: 42: 34 AM

He said the governor’s bill had options to the $73 mllion
al | owance, but he advised nmaking it permanent protection for the
smal | conpanies reasoning if a conpany becones large, it can pay
the PPT, but if it struggles on and stays small, it wll have
protection for the entire tinme period. He sunmari zed:

The PPT bill does everything necessary to pronote
exploration — 20 percent tax credits are strong tax
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credits by international standards. The tradability of
the losses is a nagnificent feature from an
i nt ernati onal per specti ve. That w || attract new
explorers. At the sane tine we like to protect snall
conpani es because of the contribution they nmake to the
state and the potential contribution they would nake
to the state in the long term — not a one-tinme shot -
but as a long-term strategy - so that very gradually
we build up these conpanies to a permanent role in the
state. That was the spirit of what was presented and |
don’t discover that spirit in this substitute.

10: 44: 48 AM

DR. VAN MEURS commented on "State Omed Assets,” on page 13 of
the handout. He cited AS 43.55.024(i)(3)(B) [in the CS], which
stated that no credits would be provided for an asset in which
the governnment participates for 5 percent. He reflected that he
knew of no assets in which the government participates for 5
percent. So, it seens the clause was put in there as a result of

statenments the CGovernor and he had nmade many tines - that to
make this project go, there nust be state participation and risk
shari ng. He hoped to denonstrate that to the legislature with

anpl e evi dence.

DR. VAN MEURS began his argunent saying we live in a very
conpetitive world and this very large gas project may be del ayed
if the contract is not strong enough to put it at the top of the
stack and in a rapid execution node. He believed that could only
be achieved with direct participation of the state. He urged
menbers to delete [the 5 percent governnment participation
provision] - to hear the evidence first and then foll ow up.

SENATOR JOHN COWNDERY j oi ned the neeting at 10:47:27 AM

10: 48: 53 AM

SENATOR ELTON said it seens there are two ways for the state to
invest in a gas pipeline; one is to purchase an equity share
(let’s assunme it's 20 percent) or to allow credits against
paynents that otherwi se would cone to the state. He asked if it
uses credits that don't give a larger ownership share, what is
t he advantage to the state.

10: 50: 18 AM
DR VAN MEURS agreed that the participation in the Iline,
particularly taking the gas in kind, is a very inportant

nmet hodol ogy for inproving the rate of return of the project.
Providing a credit is another way to inprove the rate of return.
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The two don't have to go together; they are two separate

deci si ons. It’s inmportant not to preclude any options and to
mai ntain an open mnd with regard to how this gas |ine should be
st ruct ur ed. He cautioned against closing doors before the new

law is integrated into the contract.

10: 53: 04 AM

SENATOR BEN STEVENS agreed with Dr. Van Meurs' comments, which
related to Section 16 (i)(b) of the CS - that it’'s a preenptive
strike on an issue the legislature hasn't seen. It is up to the
| egislature to nmake the policy call when the issue arises and
it’s not up to consultants and drafters to insert a preenptive
clause. He also asked Dr. van Meurs to further define the
conpari sons on page 7 of the handout. He asked why the nunbers
decrease fromleft to right.

10: 55: 23 AM

DR. VAN MEURS replied that the decline was caused by the fact
that in this type of conpetitive rating analysis, you rate all
of the fiscal systens in accordance with the rate-of-return
(ROR). For exanple, the best ROR is 21 percent, then 19 percent,
et cetera. If you change fiscal terns for any one of the
systens, you are actually changing many of the other variations
- because suddenly the PPT beconmes nore attractive relative to
the current system

10: 57: 09 AM
SENATOR BEN STEVENS asked for clarification on the conparison on
page 8.

DR. VAN MEURS answered that it indicates he expects the sane
| evel of investnment for the proposed system as under the current
fiscal terns. He made a sinplifying assunption that if the ROR
is the sanme under the current system and the new system there
was no argunent for an investor to invest nore or |ess. However,
conpani es may disagree with his rating features.

10: 59: 27 AM
SENATOR BEN STEVENS asked why he said the escalator clause, on
pages 5-6 of the proposed CS, didn't have an accurate formul a.

DR. VAN MEURS replied that he didn't have an opinion on it
because he didn’'t understand it.

CHAI R WAGONER answered that that | anguage needed clarification.
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DR. VAN MEURS responded that it wuld have a huge inpact
potentially on his econom c eval uati on.

11: 02: 15 AM

SENATOR GRETCHEN GUESS said she enjoyed reading his report,
whi ch tal ked about exploration credits, but not production and
devel opnment credits. She asked:

| ncl udi ng production and devel opnent both in the |ease
expenditure capital asset that is counted under the
| ease expendi ture and t he qualified capita
expenditure, are production and devel opnent capital
expenditures in those two in these nunbers?

DR. VAN MEURS replied no. The 20 percent applies to exploration
as well as all capital-devel opnment costs. The reason is that
actually nost of the new oil production in Alaska won't cone
from new discoveries, but from oil that is already discovered.
That is why it is so inportant to grant the 20 percent tax
credits for developnent of oil that is already discovered as
wel | as for exploration. He expl ai ned:

In the exploration analysis, people don’t just |ook at
the exploration well. They also |ook at what follows
and, consequently, if you see tax credits all the way
t hrough, then you know that you have better econom cs
for your developnent and if there’'s better economcs
for your devel opnent, you nmake the exploration again
much nore attractive. So, that’s the phil osophy of the
I aw.

SENATOR GUESS t hanked him for his answer and went to slide 7 on
the international conpetitive nodel and asked him to reconcile
what he just said about increasing tax credits helping with
conpetitiveness and his testinony was that the state doesn’t
need any nore tax credits in the bill.

11: 05: 41 AM

DR. VAN MEURS concurred with her analysis and expl ained that the
reason, internationally, one is careful with pushing tax credits
too high is that it exposes the state on the down side. If it
gives 30 percent credit on everything when prices are high and
everyone invests and then the price collapses, the state is in
really bad shape - “because now you have all these tax credits
and suddenly no incone.” He said he actually soul-searched a
little bit about whether 20 percent was already on the high side
and initially recommended 20/ 15.
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Al so, Alaska is contributing to the capital of the investnent by
inplenmenting tax credits and if they are too high (the termis
“gold-plating”), as sone nations have done, investnments becone
irrational and becone hard to admnister. That's why there's a
bal ance between tax credits, risk, proper admnistration and
i nvestment behavior. You have to strike a balance and that’s
what he thought the 20/20 formula did.

11:10: 32 AM

CHAI R WAGONER referred to page 8 of the handout and asked how
t he cl aw back provision - for every $2 invested by a conpany, it
can reach back and get $1 - would affect a 20/20 or a 25/20 if
it were inplemented for four or five years.

DR. VAN MEURS answered that a two-for-one provision is a nore
creative way of getting sonething back for Al aska.

As | nentioned, the $1 billion investnent per vyear
that you have seen over the last five years is not
enough to stop the decline. Consequent |y, to
officially enshrine in the legislation the concept
that yes, if we see $2 billion a year, then we are
willing to give sone extra benefit for that - rather
than — as you did in the law to just reduce the claw
back. And | agree, if you reduce the claw back, of

course, the state ends up with nore noney and the
conpanies end up with |less noney. That’s obvious! But
my concerns is what benefit other than this little bit
of extra nmoney - now, | shouldn’'t say little, but
hundreds of mllions of dollars for nost Al askans
sounds like a lot of noney. | know that — but in the
total schene of things... this is a small conponent.

He expounded that it is nore creative to structure the provision
so that it actually does something for Alaska - and gives a
reward, especially to those conpanies that aren't eager to
increase their investnment wunder the new fiscal system He
believed all conpanies should be eager to increase investnent
under the 20/ 20 system

11:14: 14 AM

DR. VAN MEURS suggested that while it would encourage
investnent, it would also increase the state’s risk for a
l[imted period of tinme - such as five years. Investors who
double their investment in Alaska could be rewarded. He

expl ai ned that the claw back proposal has a limt that applies
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only to oil over $40 a-barrel. It wuld be an interesting
feature to have and would express a philosophy that the state
wants to see. He didn't think conpanies would inmediately start
doubling their investnent.

CHAIR WAGONER said he was thinking of conpanies already
produci ng here.

DR. VAN MEURS agreed and said those would get an extra reward
for enhanci ng production fromexisting fields.

11:16: 39 AM

SENATOR GENE THERRI AULT said that the *“sunk cost” to the
conpanies was basically a giveaway and wouldn't inpact their
future decisions and he favored limting it. However, with the
new t hought of two-for-one suggested a little further work would
make it useful to the state. He thought it would change the
25/ 20 scenario from being the same as the status quo to
increasing activity fromthe |arge producers.

11:19: 50 AM

SENATOR THERRI AULT turned his attention to page 13 and the
troubling aspect of the state's paying for its percentage of
ownership, as well as for sone of the partners' ownership. He
asked Dr. Van Meurs if he could sonehow nodel the benefit to the
state of doing so. He conpared the claw back to a bicycle built
for two.

W re willing to get on the bicycle and help our
partner pedal to make investnent, but we’'re not going
to be the drivers. Wre not going to be holding the
handl ebars. That’s going to have to be the conpani es.
| think the way the PPT is structured, we're
encouraged to push on the pedals and so are they....

11:22: 59 AM

He saw the original problem was that the conpanies might be
reluctant to get on board the bicycle, but the |ook back’s
potential value to the conpanies of up to $1 billion was a real
incentive for themto get on the bicycle and start pedaling with
t he state.

11:24: 28 AM

CHAI R WAGONER asked that Dr. Van Meurs hold his answer until the
foll ow ng Monday so further work could be done and ot her nenbers
woul d be able to be present.
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11: 24: 57 AM
SENATOR STEDVAN asked that the same table on page 7 be run at
$46 a barrel oil for the follow ng Monday.

DR. VAN MEURS responded that nmajor oil conpanies don't forecast
at $46 a barrel, and thus it wouldn't reflect their investnment
behavior. He believed the $26 - $36 was the range used for |ong-
term oil price forecast by the major oil conpanies, but he
agreed to generate that table for the commttee s information.

CHAI R WAGONER asked Senator Stedman whether he'd neant for the
formula on page 6 to have .20 percent for each $10-increnent or
for each $1.

SENATOR STEDMAN replied that he used Econ One’s nunbers and that
needed to be clarified.

11: 27: 26 AM

SENATOR ELTON asked if he was mssing sonething when Dr. Van
Meurs said there is a difference of three points under 30/20
resulting in less investnent and when there’'s a difference of
five points the other way, which would keep investnment about the
sane.

DR. VAN MEURS replied that was a good question. He used that
j udgnment because, in his rating, both NPV [Net Present Val ue]
and are EMW i ncluded. He discounted the EW a little bit
because it reflects investnent in fields that are already there,
not expl oration.

If I would include the EMV kind of fully, then it
| ooks like the figures are slightly better for 25; if
you discount for EMV, which | have to do if you only
| ook at primarily devel opnent fields, then it cones
out nore or less as | have it here.

11: 30: 10 AM
SENATOR ELTON asked if the 20/20 zero on page 7 was with or
wi thout the $73 million.

DR. VAN MEURS replied 20/20 zero indicated that a |arge producer
woul dn’t benefit anynore fromthe $73 mllion because it already
took the all owance on a corporate basis.

11: 30: 38 AM
CHAI R WAGONER returned to the issue of Cook Inlet, saying that
the CS didn't excluded it from the PPT — just the current
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production. He explained that the Inlet has 20 producing units
and those fields are virtually at the end of their |ifespan.
The CS |anguage rolls those into one area and naintains them at
the their royalty reduction level that was established a few
years ago. Placing a tax on them would greatly increase their
burden even with oil at $60 a barrel and, “Things wll start
shutting down.” Two platfornms are already shut down. The attenpt
is to mintain that infrastructure. The provision in the CS only
affects current production of oil; the PPT applies to all new
producti on.

DR. VAN MEURS replied that sone parts of the CS were difficult
to interpret on short notice and he is well aware of the
marginality of the fields in Cook Inlet, but he wanted to
structure the PPT in a way to achieve the nore exploration. By
excluding a certain portion, as inplied in this draft, it would
beconme difficult to admnister and w thout necessary achieving
the desired results. He opined that perhaps sonme other

"wrinkles" could be added to the PPT bill to obtain the
provision’s objectives. He subscribed to the philosophy that if
sonething is good for Cook Inlet, it should be good for all of

Al aska. He urged themto keep the franmework united.

CHAI R WAGONER said he wanted that infrastructure up and running
for future production.

DR. VAN MEURS totally agreed.

11: 35: 46 AM

SENATOR GUESS requested a slide of Dr. Van Meurs’ assunptions on
what is included and excluded on costs, the |ease expenditures
and the qualified capital expenditures.

DR. VAN MEURS agreed to that.

11: 36: 29 AM
SENATOR BEN STEVENS asked if the committee would need a new
draft before beginning with anmendnents.

CHAI R WAGONER said they would just do a cleanup and then work on
amendnent s.

SENATOR BEN STEVENS said the reason he asked was because the
chair put a tineline of Tuesday afternoon for anmendnents due in
his office and it would be nice to have the cleaned-up version
bef ore then.
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CHAI R WAGONER sai d they would get an update on when the CS would
be cl eaned up by drafting.

CHAl R WAGONER call ed an at-ease from 11:38:29 AMto 11: 39: 27 AM

11: 39: 32 AM

DAN DI CKINSON, Consultant to the Departnment of Revenue, cane
forward with Robynn Wl son, Director, Tax Division to comment.

MR. DICKINSON said there are four separate tax conponents
created [in the CS] — a tax on Cook Inlet oil, which is based on
the old ELF system and a tax on Cook Inlet gas and ot her Al askan
oil based on the PPT; there is also a tax on private royalty and
the 20 percent of each $10-increnent. Maybe that |evel of
conplexity was appropriate, but what struck him was that folks
had not carefully identified which ones they were tal king about.

11:41: 36 AM

ROBYNN WLSON, Director, Tax Division, Departnent of Revenue -
said she would wal k through the bill and invite M. Dickinson to
add coments. She started with page 3, l|ine 18, of the CS

[version Y]. This section levies the tax and tries to address
Cook Inlet properties, but the |anguage that is used tal ks about
“from each | ease or property within a field or unit...that was
in production”. Her concern was that there could be multiple
fields within a unit and if part of a field is in production and
a new one conmes on line within the same unit, how that would
wor k together wasn't clear. The clause “was in production” could
be applied to “l ease”, “property”, “field” or “unit”.

Anot her definitions issue was that “unit” is the equivalent of a
participating unit, which is a Departnent of Natural Resources
definition; the AOGCC |ooks a pools and Departnent of Revenue
regul ations |ook at fields. So, she asked for nore clarity in
t hat | anguage.

11:43: 31 AM

MR. DI CKI NSON brought attention back to page 4, lines 10 - 23,
that used the existing definition for “value at the point of
production (POP) for oil only. He could see three problens with
that. First, he believed the DOR s definition cleans up archaic
| anguage for oil, but he would want to suggest that having two
different definitions apply in tw different places, that the
| egi sl ature thinks they mean sonething different. He expl ai ned:
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As a matter of legislative history, we believe we are
not changing the point of production and the fact that
we have the language in here and need to put it in two
different places mght suggest otherwi se. [He offered
a handout - see packet]. The point I'd like to nake
here is the two definitions essentially are going for
the exact same notion. The proposed definition for
Cook Inlet, which is our existing definition — it
repeats this several tinmes, once dealing wth on the
prem ses and one dealing off the prem ses. The key
idea is it'’s the value of the oil where it's first
netered or neasured by an automatic custody transfer
nmeter, a tank gauge, or other nethod approved by the
comm ssioner in a condition of pipeline quality.
That’s the current definition and if you go, you'll
find that phrase in here three separate tinmes. Wat we
have done is try to rewite it and the proposed
definition, which is the second piece of this piece of
paper — and again, we used all those sane phrases, but
we tried to tie them together in a way that we felt
was nore coherent — saying the value of the oil at the
automatic custody transfer neter, which in fact is the
uni versal standard in Alaska, or a device through
which the oil enters into the facilities of a pipeline
carrier or other transportation carrier, again, in a
condition of pipeline quality, or in the absence of an
automatic custody transfer neter. W need to put this
| anguage in so we're covered - even though as a
general rule this doesn’t happen.

The gross value at the point of production neans the
value of the oil at that mechanism or device, which
measures the quantity of oil that has been approved by
the departnent for that purpose through which the oil
is tendered or accepted in a condition of pipeline
quality in the facilities of a pipeline carrier or
ot her transportation carrier or a field topping plant.

MR. DICKINSON said the other tension is, given the definition
Ms. WIlson talked about wearlier, you could have a single
production facility in which an old oil stream and a new oil
stream were conming in at the sane time. The departnent wanted to
avoid having two different systens and two different definitions
of points of production because that could get awkward.

11:47: 07 AM
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M5. WLSON returned to her testinony and went back to page 5,
line 27, where the CS indicated that the comm ssioner shal
determne the anmounts of royalties on all fields developed in
ANVR and the NPRA. She wasn't’ sure that was the drafter’s
intent, since the conm ssioner doesn’t set royalty. She wondered
whet her it needed to be “tax on royalty”.

CHAIR WAGONER replied that it was supposed to be “tax on the
royalty”.

M5. WLSON said that needed to be clarified and al so suggested
that |evel of discretion would be best left to statute rather
than to the conmi ssi oner.

11:48: 07 AM

MR. DI CKINSON went to page 6, lines 4 and 5, and said his nmain
concern was that it wasn't clear if the tax referred to net or
gr oss.

M5. WLSON agreed. Mowving on to page 7, lines 16 — 20, she said
Section 10 of the governor's bill had a 90 percent safe harbor
paynent scenario with an annual true up and she wasn’t sure
about the purpose of the yearly true up. Lines 16 -20 talked
about how interest on an over-paynent works. The governor’s bill
tal ks about only allowing interest from a date that was 90 days
after the March 31 true up. Once a quarterly true up is thrown
in, the language indicates that interest wll start 90 days
after the later of March 31 or the 90 days after the end of each
cal endar quarter. That doesn’t make sense.

11: 50: 53 AM

M5. WLSON noved on to page 8, |line 21, that described
situations where oil and gas is sold under circunstances that
don’'t represent prevailing value. Carifying |anguage was added

to the governor’s bill. It read: “If oil or gas is not sold or
if oil or gas is sold under circunstances that do not represent
prevailing value”. The CS added a couple words — “produced, but

not sold”. Someone m ght question why those words were not added
in front of the second clause, which is “or if oil or gas is
sold under circunstances that are not prevailing value”.
One could argue if it's sold, obviously it would have been
produced; she suggested that one can buy or sell anything and
advi sed taking that |anguage out, and added that woul d make that
| anguage consistent with the governor’s bill.

11:52: 33 AM
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M5. WLSON turned to the section on credits, page 9, lines 10 -
12. The CS envisioned a 20 percent credit for production or
devel opnent (A) and a 30 percent credit for exploration (B). The
rest of (B) says “a credit under this subsection rmay be applied
only against a tax due under AS 43.55.011 - 43.55.160;” She
interpreted that to nmean that it’s creditable only against the
PPT, that it’s not creditable against the oil, the spill fee or
the progressive piece of the tax. But the confusing part is if
that restriction was only on the 30 percent credit, then the
subsection needs to be sub-paragraphed. If the intent is to put
that restriction on both, she said that is not clear.

CHAIR WAGONER interrupted to say that section could be taken
out .

11: 54: 15 AM
M5. WLSON said, “Ckay.” She turned to page 10, lines 2 - 6, and
asked if those could al so conme out.

CHAI R WAGONER replied, “Yes, Ma'm”

11:55: 21 AM
SENATOR THERRI AULT asked if the credits could be applied to what
is owed in the spill fund.

MR. DICKINSON replied that he believed the intent is to have

not hi ng creditabl e against the spill funds or vice versa.
11:56:11 AM

M5. WLSON noved to page 11, lines 7 — 13, Section (e) that
tal ked about transferable tax credit certificates to another
person. The governor's bill had an 80 percent limt on the tax

that could be offset by a transferred credit. The CS took that
out and she didn't think that had been nentioned yet. On the
same page, lines 14 - 22 say the conm ssioner may repurchase a
transferable tax credit certificate.

CHAI R WVAGONER said that was a drafting error and was coni ng out.

11:57: 33 AM
MR. DI CKI NSON asked if lines 14 - 23 were coning out.

CHAI R WAGONER nodded yes.

11: 57: 52 AM
M5. WLSON noved on to page 12, lines 16 — 20, that tal ked about
not taking tax credit for expenditures and paragraph (2) talked
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about abandonment and used “extended period”, which was not

defined and that could be the subject of Ilitigation wth
t axpayers. She noted simlar | anguage on page 20, lines 26 - 31.
11: 59: 20 AM

M5. WLSON went to page 12, lines 22 — 24, that indicated that
overall a person cannot take a tax credit for an expenditure
incurred for or directly related to a regulated pipeline, but
the problem she saw was that it also says, “regulated pipeline
per the FERC or the RCA or "simlar regulatory body”. That may
be intended to nean a successor agency, but that was not clear -
particularly because |language on |ine 22 says not just
“pi pelines”, but “facilities, other assets, or services”. |If
that is paired with the idea of “simlar regulatory body”, then
you don’t know if you' re dealing with things that mght be
regul ated by DEC or sonme other entity.

CHAIR WAGONER said that had already been covered by M.
Di cki nson.

12: 00: 46 PM
MR. DI CKINSON said he was going to spend a lot of time talking
about one word - "or" on page 16, lines 17 - 28. He explained

that existing statute sets up three criteria. The CS takes those
three criteria and linked them with an “or”. They have Section
(a) in front of them and he passed out Section (b) of the
current statue, which takes the three criteria and says:

| f the department finds that the conditions in (a)(1),
(a)(2), and (3) of this section are present, then the
departnent shall determne the reasonable costs of
transportation.

The point he wanted to make is if they are going to insert an
"or" in (a), then insert it in (b), as well. Not doing that
woul d change the neaning in ways that he didn't think would
solve an existing problem The statute says the costs of
transportation are the actual costs and regulations have 127
pages on how to determ ne actual costs. He further el ucidated:

The world that was envisioned by this statute and by
the consultant is a world in which there are transfer
costs and the consultant says when you have transfer
costs and you have affiliated parties and they sell
each other things by the transfer costs, you can get
into trouble. That's absolutely correct! But there’'s
no transfer cost. In the early *80s conpanies cane to
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us and said gosh, here’s the costs that our shipping
conpany charges our production conpany. The state was

not interested — either in looking at royalties or
| ooking at taxes of those. What we do is we |ook at
act ual costs. Wien we audit, we’'re looking at

invoices. The big issues that arise are how you take
the $100 million plus that you take to buy a tanker,
that construct a tanker, in American shipyards wth
certain tax benefits and you recapture those over the
20 years in which you use that tanker. That is the
major issue.... | think this notion of trying to find
the market value of services or equally efficient
services, the kinds of things that are in the statute,
the rate, that the consultant talks about, sinply
aren’t necessarily appropriate.

To resolve this, he suggested leaving out the "or" - as the
governor's bill had it or else change it in several places.

SENATOR BEN STEVENS asked if it were to be changed in severa
pl aces, would that change the intent of the existing statute.

MR. DI CKINSON replied yes and he strongly recommended not doing
that, but it they chose to leave it in, to nake it consistent.

12: 04: 58 PM
MR. DI CKINSON noved on to page 19 and said the consultant from
the sane firm focused on line 29 of the governor's bill on

allowable direct costs and said, if you re going to say just
allow outlays of capital assets, folks are going to show up
havi ng bought stock in a conpany and ask for a deduction. A
better definition was needed and he suggested the follow ng
| anguage:

An expenditure when occurred to acquire an itemif the
acqui sition cost IS ot herw se a direct cost
notw t hstanding that the expenditure may be required
to be capitalized rather than being treated as an
expense for financial accounting or federal inconme tax

pur poses.
12: 06: 25 PM

SENATOR BEN STEVENS went to page 17, lines 22 - 24, where old
Section 20 of the governor’'s bill was changed and rewitten to

Section 25 in the CS and noted that |ine 22 had a big change.

SENATE RES COW TTEE - 23- March 18, 2006



MR. DI CKI NSON responded that the governor's bill proposed that
the departnent could do one of several things. One of them was
to see if the DNR was | ooking at the sanme set of transactions as
the DOR and if so, to allow DOR to incorporate those. Secondly,
they could set up fornmulas that | ook at market values (which is
where 150(b) would take thenm). One of themis on line 3 and the
second one starts on line 16. The CS says in option one, you can
incorporate DNR generated values; but the second formula says
you may not. So, you have to look at other things |ike indices
of market transportation. He wunderstood that they nmay not
incorporate a royalty value, royalty nethodology, value or
royalty settlenent agreenent. But lines 22 and 23 only refer to
t he second kind of fornula, not to the first.

SENATOR BEN STEVENS asked if they were both at the discretion of
t he conm ssi oner.

MR. DI CKI NSON replied yes.

12:09: 01 PM
M5. WLSON noved on to page 20, lines 26 - 31, beyond the
abandonnment | anguage. This section lists things for which a

person cannot take an expense; that includes abandonment in (n).
However, that is nodified on the top of the next page where
| anguage di sall ows abandonnent and reads, “(i) or proportionate
to the production of oil or gas occurring before the effective
date of this section; or”. Wat that neans to her is that
abandonnent that happens on April 1, 2006, which would clearly
have to do wth old production, wuld be disallowed, but
abandonnment that happened down the road on a well that just
started producing in My 2006, that would be allowed. She saw
problenms with handling abandonnment that happens sone tinme after
the effective date for a well that was producing both before the
date and after the date. It suggested to her that sonehow the
expense had to be split up between the old and the new
producti on.

CHAlI R WAGONER sai d he woul d check on that.

M5. WLSON remarked that in that sane vein, (i) 1is one
nodi fication and then an alternate nodification is in (i)
sayi ng abandonnent will not be allowed if it has to do with a
regul ated pipeline, if the tariff takes into account abandonnent
restoration obligations. Again, she had simlar problens and she
wasn't sure how to adm nister that and wanted clarification.

12:11: 55 PM
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M5. WLSON asked them to keep their finger on page 20, but to
turn to page 23, beginning at line 29, where subsection (I)
began (and went through page 25) that said, “(l) For purposes of
making a determ nation of direct cost under (d)(2)(L)” and she
asked them to flip back to page 20 where (d)(2)(L) has to do
with surcharges and (d)(2)(M has to do wth abandonnent and
then asked them to conpare the two. She said it |ooked like the
purpose of the subsection on page 23, beginning on line 29,
appears to be in situations where there mght not be arms
| engt h exchanges. So, it doesn’'t nmke sense to refer to page 20
(L) surcharges and (M abandonnments. She thought perhaps it was
m s-referenced and was neant to refer to page 21, line 8, (N
where it tal ks about non-arm s |ength transactions.

M5. WLSON asked nenbers to keep that in mnd and directed their

attention to page 21, line 12, to Section (O, which talked
about purchases of businesses. She asked them to flip to page
24, line 2, where it said: “(1) the departnment nay adopt
regul ations incorporating the concepts of the 26 U S C 482
(I'nternal Revenue Code),” and remarked that that section talks
about transfer pricing. She remarked, “It is a really ugly audit
section.... | mean we could enploy auditors for years on that
one.”

M5. WLSON said in addition to Section IRC 482, |ine 3 [page 24]
allowed the departnent to look at |IRS Code 6662(e) that

addressed substantial valuation msstatenent. It is included in
|RC Section 6662, which overall addresses “inposition of
accuracy-related penalties on underpaynents.” Section 6662(e)

particularly addresses valuation msstatements. She just didn’t
know what they were doing wth that section overall.

12:16:17 PM
M5. WLSON noved on to page 24, line 13. This paragraph said the
producer shall provide contenporaneous docunentation avail able

at the tinme the docunment was prepared. So, if the departnent
asks for that docunentation and the producer fails to conply
with that request, they will be liable for a penalty, but what
sort of penalty is not addressed.

She noted that line 14, Subsection (n), says “The provisions of
this subsection apply to the purchase or acquisition of a
business entity”, then it goes on to address particularly an
acquisition that is accounted for under |IRC Section 338. That
section provides that where one conpany sells the stock of a sub
to another conpany, they can agree that it will be treated for
federal tax purposes as a sale of assets. That has specific
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application under incone tax |law having to do with the basis of
those assets and she was conpletely unclear about why it was
appl i ed here.

12:18: 40 PM

M5. WLSON noved on to page 25, lines 7 — 11, that referenced
where a taxpayer has taken a credit in one year for a qualified
| ease expenditure and then that asset for which the expenditure
was made is subsequently renoved from the state, and the
taxpayer would have to recapture that credit. She noted this
paragraph had no tinme I[imt, so if the asset was 80 years old
and was taken out to sal vage or whatever, the taxpayer still has
to recoup that. She questioned whether that was the intent. She
said that concluded her comments on the proposed CS, although
she might find a few other itens.

12:19: 52 PM

MR. DI CKINSON interrupted that he had two itens to add to the
list. He skipped back to page 21, lines 20 — 22 that defined the
kinds of things a producer has to net against their |ease
expenditures. The CS added the following condition to the
governor’s bill regarding a producer who has an ownership
interest in a facility and they are paid for it:

subject to a nmanagenent agreenent that provides for
the producer to receive a managenent fee determ ned by
whole or in part of the incone or gross revenue earned
by the production facility;

He was concerned about how expansively that might be read if the
producer doesn’t have to have any ownership interest and asked
if someone could explain what was trying to be acconplished
t here.

Lastly, language on page 22 talked about the kinds of things
that have to be "netted out"” when arriving at net value. This
referred explicitly to the transition investnment expenditures.
Line 18 says if they were “a result of expenditures the producer
incurred on or after January 1, 2003, and before April 1, 2006,”
and he suggested deleting the phrase "on or after January 1,

2003," — the notion being if you had sonething to acquire five
years ago, when you sell it, it's part of your net outlay
cal cul ati on. So, selling something under non-transitional

expenditures goes into your calculation and it doesn't nmnake
sense to limt it to January 1, 2003.

12: 22: 05 PM
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SENATOR GUESS referred to page 25, lines 21 — 23, and said that
“ordinary and necessary” was not defined anywhere. She asked if
Ms. WIson was confortable that 26 U S.C. 6662 was clear enough
or that the case law around it was clear enough to limt the
risk of litigation of the definition.

M5. WLSON replied that quite a body of court cases exist that
address this and she expected that would continue. She said she
was nmuch nore confortable with a big body of case law than with
setting a different standard that has no precedence.

MR. DI CKI NSON added that the standards they have set have to be
"direct, ordinary, and necessary”. Merely neeting a standard of
ordinary and necessary doesn't qualify them as a |ease
expendi t ure.

CHAI R WAGONER said that concluded the presentati on and announced
a short break from 12:23:35 PMto 12:33: 37 PM

CHAIR WAGONER announced that they would hear from British
Pet r ol eum next.

12:34: 02 PM

ANGUS WALKER, Commercial Vice President, BP Al aska, had two
handouts, one was entitled BP s Presentation on SB 305 and the
ot her Addendum BP Presentation on SB 305(PPT). He said since
1999, both industry and the Departnment of Revenue have
consistently overestimted production. This was a huge concern
to BP as he thought it was for the state. He al so concurred that
production had been declining at the rate of 6 percent per year
with the nost recent DOR forecast of 3 percent per annum going
forward. He nentioned the devel opnent of Alpine and Northstar.
[ The tel econference transm ssion becanme unclear at this point.]

12:37:11 PM
CHAI R WAGONER i ndi cated that his testinony was breaking up.

MR. WALKER <continued by vyelling into his Blackberry. He
referenced the second graphic, a slide of the latest DOR
forecasts that indicate the natural decline of the fields would
be 15 percent per year. He said that at the current investnent

level, $1 billion to $1.5 billion per year, that decline wl
continue be around 6 percent. Significantly nore investnent was
needed around $2 billion to $3 billion per year, to get that

line to nove in the other direction. He said that legislators
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needed to ask thenselves what it would take to get that kind of
i nvest nment .

12: 39:42 PM
CHAI R WAGONER broke in to say he was hearing only half of M.
Wal ker’s comment s.

MR. WALKER asked if they could proceed with soneone else while
he found a different phone.

CHAI R WAGONER said he would proceed with ConocoPhillips and then
return to M. \al ker.

12: 42: 22 PM

BRI AN WENZEL, Vice President, Finance and Admi nistration
ConocoPhillips Al aska, presented ConocoPhillips’ views on the
proposed changes to SB 305.

Your conmttee substitute, if enacted into law, 1is
going to have a negative inpact on the attractiveness
of Alaska for ConocoPhillips’ investnent dollars.

ConocoPhillips absolutely opposes this CS and any
proposal that increases our industry’'s taxes above $1
billon per year proposed by the governor’s bill.

The proposal before us today, although difficult to
interpret and confusing in several places, mght
increase oil taxes by an annual average of nore than
$2.4 billion. If today’'s prices continue, this is $24
billion over the next 10 years. The approach reflected
in this conmttee substitute is clearly to maxim ze
short-term state revenue, while putting at risk |ong-
term production, state revenues, growh in the private
sector and jobs. The CS you are considering destroys
t he bal ance of the original bill.

ConocoPhillips’ view is that our relationship with the
state is one in which we are partners that share a
common, all-inmportant goal - naximzing production.

For the State of Alaska, naximzed production wll
naturally lead to neximzed state revenues and jobs.
W rmust both strive to find ways to maintain current
production, mtigate natural field production decline
and, where possible, develop new production. In our
i ndustry, production projections and reserves can be
nore inportant the current cash flow and earnings.
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This is because we take a long-term view about how to
create value in the future regardless of our inability
to predict prices. Alaska also needs to take a | ong-
tem view by focusing on how to notivate |ong-term
i nvest ment and increase production rather t han
extracting increnental short-term revenue increases
above and beyond the $1 billion already accepted by
t he i ndustry.

We realize you have developed this revised bill after
listening to the advice of various consultants. If we
understand your consultants’ testinmony, they are
suggesting that you can jettison the balance of the

original proposal and adopt an approach 1like that
reflected in the CS with no adverse consequence on
investnment. Indeed, they suggest you wll actually

i ncrease investnent in the state by doing so.

W also have hired a nunber of consultants and wll
use their input as we lay out for the House and Senate
Fi nance comittees t he samne poi nts we wer e
unsuccessfully in denonstrating to you. However, at
the end of the day, neither your consultants nor ours

must meke or live with the decision currently before
the Alaska State Legislature. Simlarly, none of these
consultants ever has or ever wll make an investnent
decision on behalf of ConocoPhillips. To the extent
your consultants are telling you that the CS wll not
have a negative inpact on ConocoPhillips’ investnent
decisions going forward, | can tell you they are 100

percent w ong.

12: 45: 38 PM
Taking billions of dollars for our industry wll have
a hnegative inpact on investnent. Taking away a

significant portion of the upside potential in a basin
with lead times of a decade or nore in an area wth
| ow prospectivity and higher costs than al nost
anywhere else in the world wll negatively affect
i nvest ment and consequent |y negatively af f ect
production, state revenues and jobs. This is a natural
consequence of the action you are taking.

Moreover, the negative effect on our decision-nmaking
and on the decision-making of others, will not result
just from the increased tax burden you are seeking to
i npose. There is also the question of our and others

SENATE RES COW TTEE - 29- March 18, 2006



confidence in the future investnment climate here in
the state. Adverse changes in the key paraneters of
the originally proposed bill Wil | result in a
fundanmental shift in the balance of risks and rewards
of reinvestnents in Al aska. Unreasonable changes |ike

those inbedded in this CS wll cause not only
ConocoPhillips, but also other investors to question
not whether, but when, Alaska wll again change its

fiscal regime and inpose wunfair and unreasonable
burdens on those who have taken great risks and

invested billions of dollars to develop the state’'s
resour ces.

It is irrelevant whether that future change will be in
the state’'s production tax, its property tax, its
corporate inconme tax or in the <creation of sone
entirely new tax. The point is that investors wll now
need to consider another is significant risk in making
their economc decisions in Alaska - the risk that
Alaska will not approach future fiscal policy changes
in a reasonable manner that recognizes the conm tnent
and contribution of conpanies |ike ConocoPhillips.

When you are considering how to finalize this CS, 1'd
encourage you to ask yourselves, is Alaska getting

enough industry investnent today? If you don’t think
there’ s enough investnent today, how can raising taxes
lead to nore investnent? Ganted, the investnent
incentives for exploration can be expected to garner
some additional production, but that wll be years
away. The additional production we need to tem decline
of the next several years can only conme from
additional investnent around existing infrastructure.
Rai sing taxes on existing infrastructure as you are
doing in the CS can only deter that investnent.

12:48: 20 PM

MR. WVENZEL drew the committee’s attention to the handout on
satellite fields developed over the last 10 years. He pointed
out that there are only four fields greater than 50 mllion
barrels. In Al aska, prospectivity is low and costs are high. He
cautioned the state about |ooking at other conparable countries
and determining that its governnment take should be equivalent to
t hem because of the |ow prospectivity and the high cost. He al so
poi nted out that some of the largest investors are also the ones
who are developing the new fields; it’s not comng from new
investors into Alaska. Even in the future, the State of Al aska
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should not expect the list to change dramatically wth new
names. He said the production wuld conme from the known
resources today and further developing them and mtigating
decline in the already discovered big fields.

12: 49: 54 PM
MR. VWENZEL returned to his witten testinony, saying:

From our quick review of your CS, it appears that you
have changed nearly every key paraneter in the
original bill in a decidedly one-sided manner that
benefits the state and 1is at the expense of
ConocoPhillips and the other major North Slope
producers. You have destroyed the balance previously
represented in the bill.

Through the CS, you propose to not only significantly
increase the base PPT rate to 25 percent, but also
further increase that tax rate on the industry at all
pri ces above $40. At current prices, depending on how
we interpret the unfinished |anguage in the CS, the
addi tional surcharge will result in anywhere from $1.8
to $2.4 billion in annual tax Iliability for the
industry over the current system This change is
neither fair nor reasonable to existing investors and
will be viewed as unfair and unreasonable by potenti al
future investors.

You have severely reduced the intended transition plan
such that investors wth |arge, recent capita
i nvest ment proj ects, whi ch haven’ t even begun
produci ng yet are penalized for apparently investing
in Alaska too early and being too optimstic about the
future of Alaska. | want to enphasize this point. This
CS penalizes the very conpanies that have been
investing, creating jobs and building the resource
base in the state of Al aska.

You have provi ded for differentially hi gher
exploration tax credits, but as one of +the few
conpanies who have actually applied of exploration
credits under the current statue, our experience that
that, in fact, current regulation effectively reduces
the value of these credits to 70 percent or |ess of
their stated value. Further, these credits only affect
about 4 percent of the DOR s expected future sources
of production and investnent in Al aska.
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12:51: 41 PM

Finally, you have noved the effective date of this
bill back to a date that is conpletely inpractical.
The necessary regulations, procedures and conputer
systens cannot possibly be adopted and put in place by
April 1 of this year, which neans that production tax
payers in Alaska wll have to guess at their tax
l[tability and make unsupported paynents of tax in an
uncertain attenpt to avoid punitive interest costs.

Unfortunately, we are unable to precisely quantify the
dol lar inpact formthe CS due to the short turn-around
tinme and the fact that many of the key paraneters are

apparently still subject to change. However, in our
view, these changes from the original bill are
conpletely inconsistent with the goals of a fair and
reasonabl e fiscal pol i cy, i ncrease | ong-term

investnent in Alaska and a vibrant, secure Al aska oi
industry. W wurge you to reconsider the long-term

impact of this bill on future production, Al aska jobs
and the future of the State of Al aska generally. W
urge you not to nove this bill out of comrmittee unti

it can be re-crafted with a nore bal anced, |ong-term
perspective. Thank you for considering our views.

12:52:53 PM
SENATOR ELTON turned to page 2 of M. Wnzel's witten testinony
to his comment that governnent take would amount to $24 billion

over the next 10 years and asked him what the industry take
woul d be - using the same assunptions.

MR. VENZEL answered that he didn't have that nunber with him
but said that no doubt, the industry would nmake significant
profits.

SENATOR ELTON asked that information to be provided to the
conmittee.

12:54: 09 PM
SENATOR BEN STEVENS asked how nmany people ConocoPhillips
enpl oyed i n Al aska.

MR. VENZEL replied about 900 enpl oyees.

SENATOR BEN STEVENS asked what effect he thought the CS would
have on mai ntai ning that nunber.
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MR. VWENZEL said this CS wouldn't imediately change enpl oynent.
But in the long term positions would be |ost through attrition
and managenment would not approve as nmany projects. He stated
that is not their goal in Al aska.

12: 55: 29 PM
SENATOR CONDERY asked if he had an estimate of the nunbers of
subcontractors ConocoPhillips has.

MR. VENZEL replied that he had no estimate of subcontractors.

12:56: 06 PM
SENATOR GUESS referred to Dr. van Meurs' testinmony that the CS
i ncentivizes exploration too nuch and asked himto conment.

MR, WVENZEL replied that as the state's |eading explorer, he
woul d not agree that the state is incentivizing too rmuch. It
would not neet all of ConocoPhillips’ needs to inprove
production and mtigate production in current facilities.

SENATOR GUESS said she understood that both the original bill
and the CS provide that all production and devel opnment in the
| ease expenditures are depreciated in the first year; and yet
M. Wenzel testified that this legislation does nothing for
current production. She asked why he said that.

MR. WENZEL answered that a couple of things conme to m nd. He
mentioned the transition effect. Al so, much of the investnent
that goes into facilities to maintain current production are
repair and replacenent dollars, which don't qualify as capital

expenditures. “In our view those investnents are as inportant as
your capital expenditures....” H's other concern was that the CS
severely limts the transition program in the original bill.
ConocoPhillips has two projects underway, but not yet producing
- Fjord and Nanook. |If Alaska goes forward with this sort of
approach, it wouldn’'t get credit for the several hundreds of
mllions of dollars spent on those projects and that says to

investors that they should have waited and done their
i nvestments | ater.

1: 00: 18 PM

SENATOR BEN STEVENS | ooked at page 2 of M. Wmnzel's witten
testimony where he said production projections and reserves are
nore inportant than current cash flow and earnings. He rel ated
that to his statement on page 6 about being too optimstic for
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the future and asked whether the conpany remains optimstic
about Al aska.

MR. VENZEL replied yes, optimstic and comm tted.
SENATOR BEN STEVENS asked if this CS would dimhis optimsm

MR. VENZEL replied yes.

1: 01: 50 PM

CHAI R WAGONER said he didn't see this bill being too nuch nore
punitive than the governor's bill. He asked what the governor’s
bill would do for his outlook on Al aska.

MR. WENZEL respectfully disagreed that the CS is not much nore

punitive. The governor's bill stated additional taxes would be
$800 mllion per year and the CS could be easily over $2 billion
per year. The governor's bill proposed a significant increase in

tax liability, but that was |ooked at in the context of all the
things the conpany expects to do in the future and it felt it
could step up to that |evel of investnent.

1:02:59 PM
SENATOR THERRI AULT asked if he was quantifying the tota
addi ti onal governnental take in the $800 million - $1 billion or

the total shift fromthe producers.

MR. WENZEL replied that was the increnental additional tax
liability over the current system

SENATOR THERRI AULT said the federal governnent picks up 30 to 35
per cent al so.

MR. VENZEL responded no, those were just production tax nunbers.

1: 03: 53 PM

SENATOR GUESS went back to her previous question on production
Mai nt enance would be a | ease expense because it’s an operating
expense, not a capital expense. But if you replace a “w dget”
that woul d be a capital expense.

MR. WENZEL replied that he didn't have enough accounting
knowl edge, but he understood that it would have to extend life
of field. He wasn’'t sure what that neant, but capita
expenditures would allow the conpany to bring on additional
production, extend the Ilife beyond what they expected, et
cetera, as opposed to sinply repairing or replacing equipnment.
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SENATOR GUESS asked if they needed to repair or replace
sonething to keep current production or increase it, would those
come under capital assets in this bill.

MR. VENZEL replied that he wasn’t convinced of that.

1: 05: 33 PM

SENATOR SEEKINS said he thought those would be operation and
mai nt enance expenses in a different category. As he |ooked at
information from nmultiple consultants and experts in the field,
the 20/20 program as laid out by the governor with the | ook

back provisions and the $73 nillion floor on taxes would
increase taxes in terns of the effective tax rate of about 6
percent. If all other factors were the sane and then the state

adopted a 25/20 program it would be increased by about another
2.5 percent. He asked if that was a good characterization of
what he sai d.

MR. VWENZEL replied that the CS results in an additional $1.8
billion to $2.4 billion in tax burden.

SENATOR SEEKI NS asked if that was the result of the 25/20 versus
20/ 20 or did he use a progressivity nunber at the $40-range and
t hen back out all the credits.

MR. VWENZEL answered yes and he included all elenments of this CS
i ncluding the change in the effective date.

SENATOR SEEKINS asked he agreed with the estimate of $250
mllion for the changed effective date (of one quarter).

MR. WVENZEL replied that figure was roughly correct for the
i ndustry.

SENATOR SEEKINS said they are all put together, it |looks like a
pretty big chunk, but no one has provided him with the total
i mpact of all the things that would cone out of that in the CS
He asked for a graphic, as sinple as possible, of the total
i npact of the CS.

MR. WENZEL said he would attenpt to provide that, but making
esti mates about other conpanies would be difficult. He suggested
that he ask the adm nistration, as well.

1:10: 02 PM
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CHAI R WAGONER asked when M. Wwnzel said an additional $1.8
billion to $2.4 billion, if he nmeant in addition to the status
gquo or in addition to the governor’s bill.

MR. VENZEL replied in addition to the status quo.

SENATOR GUESS added that the difference she saw between the
original bill versus the CS is that the state gets nore of the
upside, but with nore risk — because of the credit structure
She asked what price range those estimtes used.

MR. VENZEL replied that estinmate was based on today's prices.

CHAI R WAGONER asked what woul d be the additional noney under the
governor's bill.

MR. VENZEL replied that he concurred with the admnistration’s
numbers of $800 nmillion to $1 billion nore to the state at
today’ s prices.

CHAIR WAGONER said the adjusted credits and the additional 5

percent, which 1is really only about 2 percent in tota
governnent take would result in an additional $1 billion to $2.4
billion fromthe industry.

MR. VENZEL replied yes.

1:12:13 PM

SENATOR BEN STEVENS asked how he calculated the PPT rate wth
the escalator to get that nunber — at current prices. He thought
the governnment take would go up nore significantly than the
chair just stated.

MR. VENZEL replied that he didn't know the exact rate, but
today's price was $59 or so. He said there are different
interpretations of how the progressivity would work.

SENATOR BEN STEVENS asked if the CS was 29/20 at current rates.

MR. VENZEL replied that was correct, but the 29 percent was the
nom nal rate before any credit.

1:14: 01 PM

SENATOR SEEKI NS asked what ConocoPhillips' long-term projection
was on the price of oil
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MR. WENZEL respectfully declined to answer saying that was
proprietary information.

SENATOR SEEKINS asked with $40 as a starting point and a 2.5
percent incline that would put the tax at 25/20 at $60 a barre
and with all other elenents being the sane, would that be a
punitive rate.

MR, VENZEL answered that he was not sure "punitive" was the
appropriate term but he believed it was too high and would
result in less investnment over the long term conpared to a 20/20
scenari o.

1:16: 13 PM

SENATOR BEN STEVENS said he thought M. Wnzel’'s rate of the
escal ator was inaccurate, because it was pegged to West Texas
I nternational (W) crude. Yesterday's WII was $63 and typically
ANS is |ess.

SENATOR ELTON said Dr. Van Meurs used $36 a barrel oil for his
conpetitive index rating on investnent and said that the 25/20
would result in the sanme level of investnent as is now
occurring. He asked M. Wnzel if he used $36 a barrel, would he
conme to the sane concl usion

MR. WENZEL replied no. He suggested that legislators listen to
the consultants, but also consider whether a consultant who
doesn't invest in Alaska knows best what is going to happen at
20/ 20 or at 25/20. He suggested listening to what the people who
are maki ng those investnents are saying and he said it would be
potentially “less” than the “sane.” He reiterated that the 20/20
scenari o was a good bal ance.

1:19:11 PM
CHAI R WAGONER asked whet her Senators Stedman and Dyson, both on
t el econference, had questions.

SENATOR STEDVAN didn’t.

SENATOR DYSON asked why at today’s nuch lower tax rates there
hasn’t been nore investnent.

MR. WENZEL replied that was one of ConocoPhillips’ concerns

al so. He questioned whether this was the right environment to
i ncrease the tax burden.
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SENATOR DYSON said he'd conclude, then, that taxes aren't
per haps even a significant portion of the issue. He asked if M.
Wenzel would prefer them to drop the tax rate below the
governor’s recomendati on.

MR. WENZEL said he would encourage legislators to look at all
possibilities to find the best mx that would notivate the
activity and behavior the state wanted. He couldn’'t say that
fiscal policy conpletely effected investnent or non-investnent.

1:22:17 PM
SENATOR DYSON asked how nuch investnent might increase using a
15/ 30 scenari o.

MR, WENZEL replied that he didn't have estinmates for that,
al t hough ConocoPhillips’ |evel of investnment would definitely be
greater. The focus of the conpany is not on prices, but rather
on opportunities to increase production.

1:23:26 PM
SENATOR STEDVMAN asked to get total nunbers for the governnent
and industry take so they could be conpar ed.

CHAI R WAGONER asked if ConocoPhillips would invest nore under
t he governor's bill at 20/ 20.

MR. VENZEL replied yes, under the long term But nore than the
current system — he said it would be difficult to quantify. The
20/ 20 proposal has real potential for a gas pipeline;, it
represents sonething that provides comon ground to go forward.
Al so, 20/20 stands on its own as a fair bal ance.

CHAI R WAGONER asked if governor's proposal at 25/20 would be a
pi pel i ne deal - br eaker.

MR. WENZEL replied that ConocoPhillips didn't control the
decisions for all three conpanies. GCetting to 20/20 was very
difficult.

1:28:27 PM
CHAI R WAGONER t hanked M. Wnzel for his testinony and said they
woul d go back to Angus Wal ker from BP

MR. WALKER returned to page 2 of his witten testinony and took
up where he left off:
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Whi | st devel opnent of Alpine, Northstar, and the
Prudhoe Bay satellites between 2000 and 2002
successfully flattened North Slope production for a
nunber of years, 2005 saw decline return to the 6-
percent rate that has characterized this basin in the
past. Unfortunately for all of us, there are no nore
fields of Alpine or Northstar’s magnitudes waiting to
be devel oped.

1:34:25 PM

MR. WALKER presented a graphic addressing the current situation
under three different scenarios that showed with no investnent
the natural decline of the fields would drop. At the current
| evel of investnent of $1 billion to $1.5 billion per year, the
decline would be around 6 percent a year. The |atest DOR spring
forecast translated into an approximate 3 percent decline, which
is the status quo. He said:

However, the 3 percent decline cannot be net wthout
significant additional investnent in the order of $2

billion to $3 billion per year. Unl ess those
investnments are nade, history wll repeat itself,
decline will continue at the current rate and the DOR
will be revising its production forecast down yet
agai n.

The real question for you to be asking industry and
the consultants is ‘Wat wuld it take to double
investrment in the Alaska North Sl ope?’

Encouragi ng new exploration is good, but it is a fact
acknowl edged by all who have testified that the
resour ces expect ed to be di scovered t hr ough
exploration will likely be significantly |ess than the
resources we already know about. It is investnent in
t hese known resources that offers the greatest chance
of stemmi ng the decline of ANS production. As you | ook
at incentives for exploration, you nust not overl ook
incentives for investnents, which are nore likely to
succeed.

The tax reginme, which you approve will directly inpact
how attractive Alaska is for investnment and that wll
translate into what the future decline will be. It is
in the interest of all, industry and Al aska, that w
focus o growing the pie rather than increasing state
take from a declining pie. [He explained a graphic
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illustrating his point.].... The point 1'd really I|ike
to make here is this is not just about severance tax.

MR, WALKER said the status quo of a 6-percent decline is
happeni ng under the current tax system The 20/20 proposal is a
big tax increase on the industry and is a disincentive to
i nvestnment rather an incentive and he predicted a bigger decline
withit.

SENATOR ELTON followed up, referring to page 2 of M. Wilker's
witten testinony. He asked whether M. Wal ker was suggesting
that an additional $2 billion to $3 billion investnment per year
was needed to get to the 3-percent decline |level and that 20/20
made things difficult. He didn’t understand how investnent would
doubl e under the new proposal if they couldn’'t get there under
ELF.

MR. WALKER answered that he was correct.

There is no prospect of getting to $2 billion or $3
billion per year of investnent under the new proposal
because we couldn’t get there under ELF. In fact our
belief is that the new proposal causes an additiona
burden on industry and wll vyield a decline rate
hi gher than 6 percent, rather than one that is |ess
than 6 percent.

SENATOR ELTON followed up that the only way to get to the
production |evel needed for the 3-percent decline was to go a
tax recipe that is |less severe than the existing ELF

MR. WALKER replied that was correct. He would talk |ater about
exanpl es.

1:38:04 PM
SENATOR BEN STEVENS tried to elucidate by asking M. Wl ker if
he was speaking to the CS as proposed.

MR. WALKER replied that he hadn't addressed the CS. He clarified
that the governor's 20/20 proposal increased tax on industry and
thus was a disincentive. He advocated rather than increasing the
tax burden on industry, to reduce it to stinulate investnent.

Returning to Senator Elton's question about the investnent

required to get to a 3-percent decline; it is a total investnent
of $2 to $3 billion per year, not increnental.
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1:39: 52 PM

MR. WALKER said the state could collect zero severance tax and
get a better outcone than collecting high severance tax and
havi ng | ess resource devel opnent. He sai d:

The size of the pie is the nost i nport ant
consideration. Maximzing the value of resources for
Al askans nmeans maxim zing state revenue and maxi m zi ng
production. Resources left in the ground are sinply a
wasted opportunity. This should be the focus of our
del i beration. Al aska needs nore investnent, nore jobs,
nor e production, not higher taxes.

The good news for Alaska is that you have a huge known
resource base on the North Slope and the bad news is
that it is going to be technically difficult to
extract and it is one of the nost expensive places in
the world to produce oil and gas.

Assuming the new 20/20 is put in place, Al aska would
al so becone the area in the United States with the
hi ghest marginal tax rate. And needless to say, this
i ntroduces one nore barrier to attracting investnents.
I ncorporation of a yet higher tax rate at higher
prices is yet another take fromindustry and creates a
bi zarre fiscal reginme being regressive at |ow prices
and progressive at high prices — thus reducing the
space for industry and creating yet nore barriers to
attracting investnents.

MR. WALKER S next graphic indicated U S. marginal tax rates.
Wth the PPT at 20/20, the marginal tax rate in Al aska wll be
61 percent, significantly higher than any other place in the
United State. Wien you add nore taxes at higher prices, that
adds additional hurdles to investnment. He concl uded:

To maxim ze the value of the resources in the ground,
the legislature should be focused on naxim zing North
Slope production by attracting investnent. The
priority for the State of Alaska should be to
encourage investnment to help industry develop those
known resources, not to nmake it nore difficult and
risky than it already is.

1:42: 53 PM

MR. WALKER drew attention to the United Kingdom [see handout]
and said he couldn't agree nore with Daniel Johnston who said
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that reducing taxes virtually created and subsequently sustained
an economc boom in the UK He read a quotation from Dani el
Johnst on:

O dinary mneasures of governnment taken throughout the
1990s nmade the United Kingdom governnent appear rather
crazy and irresponsible.... The ‘gross benefits to
the UK government go way beyond direct tax revenues
and royalties received fromthe upstream sector of the

petrol eum industry. The economic inpact of the
i ndustrial hyperactivity in the UK sector or the North
Sea, a direct result of the ‘lenient’ ternms of the

1990s is difficult to neasure. Furthernore, the
activity in the UK started in the late 1980s and early
1990s when the UK governnent dropped the ring fence
for the 75 percent Petrol eum Revenue Tax (PRT) before
governnment take, as it is ordinarily neasured, was
drastically reduced. The UK offshore becane the nopst
active offshore province in the world. Reducing the
governnent take in the followng years managed to
sustain that boom Activity and enploynent in the
British petroleumsector is healthy and robust.. ..

The actions of the UK during the 1980 and 1990s
provide an excellent role nodel for any governnent
hoping to attract investnent. Let us please not forget
the urgent need to stem decline and attract
significantly nore capital (about twi ce what is being
spent today to the North Sl ope).

In order to maximze the value of Alaska s resources
we believe you should be adopting tax rates |ower than
t hose proposed by the governor. In so doing, you would
maxi m ze investnent, maximze production and maxim ze
jobs for Al askans. You would also take an inportant
step towards creating a healthy oil business, which
ill be the foundation for gas.

We recognize the burden on your shoulders in nmaking
t hese decisions. There are many people advising you to
increase taxes, which wll indeed increase state
revenue, but for how long? One year - two years? But
at what cost to future production?

MR. WALKER said that BP hadn't had the opportunity to review the

CS, but could not support the substantial increase in take from
the industry. The base tax rate of 25 percent was too high given
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Al aska’s urgent need to attract |arge-scale capital to stem
decline. Alaska needs a conpetitive fiscal regine to attract the
i nvest ment required.

1:47: 21 PM

MR. WALKER said the change in the effective date neant the tax
would be inplenented before it was enacted; the transition
provi si ons have been significantly reduced maki ng the
i npl enmentation unfair for its investors. He urged them not to
adopt the CS

1:49: 28 PM

CHAIR WAGONER noted there were no questions and thanked M.
Wal ker for his presentation.

1:50: 21 PM

Rl CHARD OVEN, Production Manager, ExxonMobil Al aska, said he was
Vi ce President, ExxonMbil Al aska Production, gave the follow ng
st at enent :

| am here today to express ExxonMbil’s concerns wth

the proposed Conmmttee Substitute to SB 305. On
February 28, | testified about our key concerns wth
SB 305 as originally proposed. These changes
exacerbate the concerns | described on February 28.
Specifically, I wll nake comments on two areas: the

proposal to change the tax rate; and the proposal
around reduced transition provisions.

SB 305, as originally proposed, represented a dramatic

tax increase on the industry. As | previ ously
testified, we expressed concern that the higher tax
rate included in the bill could prevent sone of

Al aska's challenged resources from being devel oped.
We understand the Commttee is now considering even
hi gher tax rates.

Too high a tax rate discourages investnent. Conpanies
are willing to accept the risks of long-term capita
intensive investnments when there is a corresponding
opportunity for upside potential through a variety of
factors, such as increased production or higher

prices. Wien you |limt or reduce the benefit that
Conpanies can achieve from the upside factors, vyou
reduce t he attractiveness of t hose i nvest nment

opportunities. The proposal to increase the already
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high base tax rate and then further increase that tax

rate as oil prices rise, does reduce or |imt the
upside potenti al and wll result in Conpanies
recalibrating investnent decisions. Reduced investnent
will result in reduced resource recovery, dimnished

state revenues and fewer enploynent opportunities,
with a resultant negative inpact on the state's
econony. Again, let me reenphasize this point. \Wile
hi gher taxes may bring in additional revenues in the
short-term any reduction in investnent and subsequent
production will significantly inpact those revenues in
the longer term W believe the focus of the tax bill
shoul d be to encourage investnment and grow producti on.

ExxonMbbil is concerned with the significant change
from the ELF-based system to the PPT system and the
need for sufficient transition provisions to mtigate
the adverse inpact on recent i nvestments. Ve
understand the Commttee is considering reducing those
transition provisions. Wile the benefits from a
typical oil and gas investnent take many years to be
realized, the Admnistration's proposed five-year
transition into the higher tax PPT system represented
a reasonable transition. The Conmttee Substitute's
proposed transition provisions do not sufficiently
address the significant increase in tax burden these
past investnents will now have to bear.

1:54:08 PM

Despite our concerns wth SB 305 as originally
proposed, we are prepared to nove forward under that
system since it sought to provide a balance of
revenues to the state and producers across a range of
oi | prices, provi ded sufficient i ncentive for
producers to wundertake exploration and devel opnent
risks, and included reasonable transition provisions
for past investnents. And, nost inportantly for
ExxonMobil, oil fiscal contract ternms consistent wth
the Admnistration's proposal would provide the
predictability and durability necessary to advance the
gas project to the next phase.

It is inportant that the quality of the resources, the
ri sks undertaken by a producer, and the inpact on the
state's overall investnent climte be factored into
the design of the tax system Wile industry needs
predictably and durability wunder which to gauge
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i nvest nent deci si ons, the attractiveness of t hat
predictably and durability is lost if it cones at too
hi gh a cost.

As | nentioned wearlier, the Commttee' s proposed
substitute exacerbates our key concerns regarding both
tax rates and transition provisions. W urge this
Comm ttee to support SB 305 as originally proposed.

Thank you again M. Chairman for the opportunity to
testify today.

1:55: 29 PM
CHAI R WAGONER asked if he heard Dr. van Meurs’ testinony on the
two-for-one credits for the | ook back.

MR. ONEN replied yes.
CHAI R WAGONER asked what his reaction to that kind of incentive.

MR. ONEN replied that the transitional arrangement was trying to
transition past investnents that will incur significantly higher
tax burden than was originally foreseen when they shortly cone
on line. Those transition arrangenents, while they are based on
capital investnments in the past are sinply trying to reduce the
significantly increased tax burden of those revenue streans. He
favored the original proposal.

CHAI R WAGONER asked what effect the 20/20 proposal would have on
the positive side to maintain current |evels of production or to
stop the decline.

MR. OWNEN answered that the original 20/20 provided a balance
between the tax rate the credit rate. It provided incentives
that all ow ExxonMobil to go ahead with those investnents.

1:58: 06 PM

SENATOR SEEKINS asked if Dr. Van Meurs’ conpetitive rating index
indicating that the 20/20 was nore favorable than the status quo
was a reasonabl e assunpti on.

MR. ONEN answered that was very good question. The 20/20 system
as proposed, based on the kinds of opportunities that Dr. Van
Meurs was |looking at, inproved the rate of return of the
projects by shrinking the pie. It offset sonme of the upfront
i nvestnment and reduced the stream going forward by 20 percent.
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One confusing part of the picture is that it was dealing with
average scenari os, not specific opportunities.

2: 00: 53 PM

SENATOR SEEKINS referred to Dr. Van Meurs' page 8 that indicated
what he thought would be a level of investnent. He suggested
that under 20/20, both |arge producers and new investors would
increase investnment and asked if he thought that was a
reasonabl e assunpti on.

MR. OAEN replied that he would make the sane observation as
before, that it was based on an average of projects, not a
specific project. It was dom nated by the rate of return, which
used date from previous charts. Hs characterization was
correct, but if you look at the broader scale, sonme of the
projects didn't look as attractive as they mght under an ELF
system where a producer would be paying zero severance tax. The
pie is shrunk, but there is a better cash flow for a while.

2:03: 06 PM

SENATOR GUESS asked the sanme question she asked ConocoPhillips -
that the CS provided increased credits and Dr. Van Meurs thought
it provided too many and she asked himto conment on that.

MR. OVEN replied that he hadn’'t enough tinme to look at the CS
Hi gh credits, by their very nature, do provide incentive. The
governor's proposal balanced a | ot of these conponents. Wile it
i ncreased taxes, it provided the basis to nove forward.

2:04: 54 PM

SENATOR BEN STEVENS commented that he interpreted Dr. Van Meurs
statenents about over-incentivizing exploration to refer to the
clause that included a 20 percent for traditional production and
devel opment and 30 percent for exploration. He also nentioned
that the 25 percent increased the state’'s exposure on the
downsi de.

2:05: 55 PM
SENATOR THERRI AULT asked whet her M. Owens supported the 20/ 20.

MR. OWNEN answered yes and specified that he did not oppose the
governor's bill.

2:07: 19 PM

CHAI R WAGONER t hanked M. Owaen for his testinony and announced
that SB 305 would be held over. There being no further business
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to cone before the commttee, he adjourned the neeting at
2:07:41 PM
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