SENATE FI NANCE COW TTEE
November 5, 2007

2:38 P.M
CALL TO ORDER
Co-Chair Bert Stedman called the Senate Finance Committee
meeting to order at 2:38:32 PM
VEMBERS PRESENT
Senat or Lyman Hof f man, Co- Chair

Senat or
Senat or
Senat or
Senat or
Senat or
Senat or

VEMBERS

Bert Stedman, Co-Chair
Charlie Huggins, Vice Chair
Kim El ton

Donny d son

Joe Thomas

Fred Dyson

ABSENT

None

ALSO PRESENT

Senat or
Comm ssi
Gaf f ney,

Lyda Green; Senator Gary Stevens; Patrick Galvin,
oner, Departnment of Revenue; Bob GCeorge, Consultant,
Cline and Associ ates, Inc.

PRESENT VI A TELECONFERENCE

None
SUMVARY

SB 2001

"An Act relating to the production tax on oil and gas
and to conservation surcharges on oil; relating to the
i ssuance of advisory bulletins and the disclosure of
certain information relating to the production tax and
the sharing between agencies of certain information
relating to the production tax and to oil and gas or gas
only | eases; anending the State Personnel Act to place
in the exenpt service certain state oil and gas auditors
and their inmmediate supervisors; establishing an oil and
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gas tax credit fund and authorizing paynment from that
fund; providing for retroactive application of certain
statutory and regulatory provisions relating to the
production tax on oil and gas and conservation
surcharges on oil; mking conform ng anendnents; and
providing for an effective date.”

SB 2001 was HEARD & HELD in Committee for further
consi derati on.

#sb2001

SENATE BILL NO. 2001

"An Act relating to the production tax on oil and gas and
to conservation surcharges on oil; relating to the issuance
of advisory bulletins and the disclosure of ~certain
information relating to the production tax and the sharing
bet ween agencies of certain information relating to the
production tax and to oil and gas or gas only | eases;
anending the State Personnel Act to place in the exenpt
service certain state oil and gas auditors and their
i mredi ate supervisors; establishing an oil and gas tax
credit fund and authorizing paynent from that fund;
providing for retroactive application of certain statutory
and regulatory provisions relating to the production tax on

oil and gas and conservation surcharges on oil; nmaking
conform ng anendnents; and providing for an effective
date."

2:39: 30 PM

Co-Chair Stedman enphasized the conplexity of the issue and
observed the discussion revolves around “governnent take” or how
the value of state resources would be divided between the State,
federal governnent, explorers and developers, and major oil
conpani es which harvest those assets. He observed that the
State receives revenue from the oil industry primarily through

royalty, property tax, corporate incone tax, and production tax
(PPT). He stressed the need to consider cash flow |ease
expendi tures, base tax, progressivity or surcharge added to the
base tax, trigger or speed that the surcharge escalates, credit
that stinulate PPT, transitional credits, net operating |oss
carry forwards, credits and incentives, tax admnistration
(filing penalties, tax auditing and wi ndows), and other issues.
He explained that the focus would be the tax value citizens of
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the State receive for their resource, but enphasized the need to
keep an eye on the treasury.

2:48:10 PM

PATRI CK GALVIN, COW SSI ONER, DEPARTMENT OF REVENUE, gave a
presentation titled, "Senate Finance, Novenber 5, 2007" [copy on
file].

2:48: 49 PM
Comm ssion Gal vin addressed Page 2:

Topi cs
 Ol's inportance to overall Alaska State revenue
 Producer Econom cs
o PPT
o CS SB 2001 (JUD)
» Covernnent Take
o Al aska and Feder al
o Under PPT and CSSB 2001(JUD)

Conmi ssioner Galvin reiterated the four revenue sources received
by the State through taxes. He highlighted the difference
between royalty and production tax and explained that royalty
tax is only applied to oil and gas produced on state owned | and.
Production tax is applied to all oil and gas produced in the
state.

2:49: 38 PM
Comm ssioner Galvin continued his presentation with Page 3:

Sources of Al aska Gover nnment
Revenue From Petrol eum
0 Royalty
o Based on the gross value at the "point of
producti on”
0 Rate established in | ease contract
0 Property Tax
o Based on adjusted (for inflation) depreciated
i nvestment costs and remai ning useful life
o Production Tax
o Based on conpany's net cash flow per barrel of
production after costs and rei nvest nent
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o State Incone Tax
o After deduction of allowed costs, i ncl udi ng
Royal ties, Property Tax and Production Tax based
on apportioned worl dw de incone

2:53: 37 PM

Senator Dyson asked if there is any real difference between
severance tax and a production tax. Comm ssioner @lvin
responded that for the ease of dialog the ternms can be
consi dered equi val ent.

2:54:18 PM

Senat or Dyson asked what the Comm ssioner nmeant by “we figure
out what portion would be applicable to Alaska”, when
cal cul ating i ncone tax.

2:54: 40 PM

Comm ssioner @lvin explained that the percentage of the
corporation’s enployees, volume and value of production in
Al aska and a nunber of other factors are used to determ ne how
much of a corporation’s worldwide profit is attributable to
their Al askan properties. The corporate tax rate is applied
agai nst the result of those cal cul ati ons.

2:55:28 PM

Senator Dyson asked the Conm ssioner if the process is outlined
in statute. Commi ssi oner Glvin affirned. Senat or Dyson
summari zed that the State does the analysis and determ nes what
portion of a corporation’s worldw de inconme can be attributed as
their share. Comm ssioner Galvin agreed.

2:55:57 PM

Senator Dyson asked if conpani es had appeal rights. Comm ssioner
Gal vin observed that conpanies have the sane appeal rights as
t hey woul d under any tax system

2:56: 06 PM

Senator Dyson asked if conpanies ever counter the findings of
the State. Conmi ssioner @Glvin explained that the share is
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calculated with easily determ nable factors, so there is not the
sanme |evel of auditing that would be found in the nore conplex
production tax.

2:56: 57 PM

Senator Dyson questioned if the apportionnment nethod would be
sophi sticated enough to pick up a scenario where all of a
conpany’s purchasing and admnistrative offices were outside
Alaska with a small portion serving their Al askan operation.

Comm ssioner Galvin was not able to answer the question, but
promsed to provide information on the actual apportionnment
nmet hods.

2:57:58 PM
Comm ssioner Galvin continued his presentation with Page 4;
Total State Revenues

FY 2007 - $11.9 Billion
[ Pie chart depicting the breakdown of revenues as foll ows:

Federal (restricted) 26%
| nvestnent (restricted) 24%
Ol (unrestricted) 36 % (%$4.3 Billion)
Q| (restricted) 5% ($1.3 Billion)
O her (unrestricted) 4%
O her (restricted) 4%

| nvestnent (restricted) 1%

He explained that state funds are conprised of restricted and
unrestricted revenue. Restricted revenue is designated for
specific purposes and is not avai lable for legislative
appropriation. Restricted investnent 1is made wup of both
per mmnent and non permanent fund noney.

2:59:19 PM

Comm ssioner Galvin addressed the next slide (page 5) that
item zed the percentages of Unrestricted Petrol eum Revenues:

Royalty 35% ($1.6 billion)

Production Tax 47% (2.3 billion)

State Corporate Income Tax 12% ($0.6 billion)
Property 5% (nmunicipality)
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Property 1% (state)
3:00: 14 PM

In response to a question by Senator Elton, Conmm ssioner Galvin
noted the $4.6 billion did not include the property tax portion,
whi ch goes to mnunicipalities.

Senator Huggins asked for <clarification regarding the $300
mllion in property tax. Comm ssioner Galvin explained that
corporate inconme tax brings in about $60 mllion, $300 nillion
represents the nmunicipal portion and the state portion is
approxi mately $50 million.

3:01:40 PM
Comm ssioner Galvin addressed the pie chart on Page 6:

General Fund Unrestricted Revenues
FY 2007 - $4.9 Billion

The breakdown is as foll ows:
Ol 88% (%$4.3 billion)

O her 10%

| nvest ment 2%

3:02: 08 PM

Co-Chair Steadnman pointed out that the 88% or $4.3 billion
varies fromyear to year depending on volune and price, but 80 —
90 percent of state comes fromthe oil industry.

3:02: 38 PM

Senator Elton clarified that the percentage does not represent
the anmount of unrestricted inconme that cones in from the
Per manent Fund. Comm ssioner Galvin agreed and clarified that
the discussions only pertain to the portion that is available on
an annual basi s.

3:03:13 PM

BOB GEORCGE, CONSULTANT, GAFFNEY, CLINE AND ASSCCI ATES | NC.
provi ded informati on. He addressed Page 7:
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FY 2009 Producer Share of Revenues Under PPT

M. GCeorge explained that the charts reflect calculations for
fiscal year 2009 because it is the first full year, wthout
transitional inpacts that forecasts would be available. He
reviewed the chart.

He pointed out that the percentage columm represents individual
nunbers as a percentage of the sales revenue. He clarified that
this is different from the percentage on profits. He further
hi ghlighted the anount under the Trans-Al aska Pipeline System |
(TAPS) . He explained that the nunber represents actual costs,
but enphasized that there is a higher cost allowance anmount of
approximately $5 per barrel under PPT. The presented scenario
t he Producer incone is $20.02 per barrel.

3:09:47 PM

M. George noved on to Page 10 in order to show a conparison of
PPT and CSSB 2001(JUD).

3:09: 58 PM

Senator Elton asked for clarification of the state incone tax
percentages. He observed that the producer revenues under PTT
shows state income tax at $763 mllion or 4% incone tax, but the
chart on page 5 seens to suggest that state inconme tax is 12%
Comm ssioner Galvin explained that the 12%is all state revenue;
the four percent of the sales revenue. The pie chart represents
total state corporate incone tax revenue. The pie chart
conpares state incone tax as a percentage of state revenues. The
4% represents the sales tax ampbunt as a percentage of oil sales
for the conpany.

3:11:34 PM

Co- Chair Hoffnman asked what the production tax would bring in
under ACES (HB 2001) if the oil prices were at $66.30 Al aska
North Slope (ANS). M. Ceorge said he did not have the nunbers
avai |l abl e, but prom sed to provide them

Senator Steadman noted that the Governor’s bill (ACES) was not
before them and asked if the Conm ssioner could get the nunbers
for conparison purposes at a later date. The Comm ssioner said
he woul d accommbdat e t he request.
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3:13:15 PM

M. George noted that the primary difference under CSSB
2001(JUD) is that the base rate of the production tax is noved
from 22.5% to 25% and progressivity starts at a cash flow per
barrel of $30 rather than $40 under PPT. He further outlined the
changes as follows: progressivity is 4% on the dollar per barrel
when the net cash flow exceeds $30 as opposed to .2% under PPT.
The final change was the elimnation of TIE credits in CSSB
2001(JUD) .

3:14:11 PM

Co-Chair Steadnan asked M. George to discuss page 13. M.
George explained that the nunbers are the same from previous
tables (of ANS at $66.30 per barrel), but specifically focuses
on the governnment take and the Al aska share. He expl ained that
the Net cash flow nunber equals the ultinate sales price, |ess
costs. He further pointed out that under a PPT scenario the
total governnent take (both federal (20% and state (38%) would
be 58% whereas the producers would receive 42% He noted an
error in the chart: Production Tax should say Property Tax and
Petrol eum Tax should say Production Tax. He item zed the 38% to
state governnent noting the percentages for each of the four
t axes.

Royal ty 16%
Propery Tax 2%
Production Tax 13%
State I ncone Tax 6%

3:16: 40 PM

Co-Chair Steadman directed M. George to skip the chart because
the bill (CSSB 2001 JUD) was not before the conmttee.

3:17: 00 PM

M. Ceorge referred to page 15 noting the conparison of
government take under PPT and the Senate Judiciary CS (CSSB
2001(JUD)). Co-Chair Stedman asked how this conpared to other
basins around the world when considering the share between
state, federal governnment and producer.
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3:17:46 PM

M. George naned several places in the world wth percentages.

In the UK sector of the North Sea the tax rate on older fields
pay 75% of profits with newer fields paying 50% of profit. In
Norway the state take is 78% Co- Chai r Stedman  asked
specifically about Al berta. M. Ceorge did not know the |atest
figures since the inplenentation of changes in Al berta. Prior to
current changes in Alberta, the governnent take was in the md
40 percent range.

3:18: 41 PM

Senat or Huggi ns asked the Conm ssioner what the goal of the
Adm nistration was regarding governnent take. Comm ssi oner
Galvin clarified that the Adm nistration |ooked primarily at the
bal ance of Al aska investnent opportunities to ensure the rates
set would not inpinge new investnent, rather than a specific
governnent take nunmber. Wth regards to the share to the state
t he conm ssioner explained that though it was secondary to the
i nvestment concern, the Administration wanted to nmake sure the
percentage of share was not outside the norm He specifically
noted that based on research of other countries with simlar
variables the rate could be between the UK rate and Norway of
50% - 75% M. GCeorge explained that in the UK older fields
have two taxes that apply resulting in an aggregate of 75%
government share. This differs from newer fields that pay only
one tax at 50% He reiterated that wth Norway’s tax structure
t he governnent tax is 78%

3:20: 54 PM

Senator Huggins questioned the Conm ssioner about the gross
floor and opined that is was a dysfunctional elenment of the ACES
bill.

3:21:32 PM

Comm ssioner Galvin countered that the Adm nistration believed
the gross floor had nerit. He went on to say that rather than
relying on taking nore at the high end and saving for the
future, the gross floor ensured a revenue stream at |ow prices.
He acknow edged that the industry put forth an opinion that the
gross floor would inpinge on their investnent decision nmaking,
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but naintained that the Adm nistration believed the gross floor
struck the appropriate bal ance.

3:23: 00 PM

Senat or Huggins nmaintained his point that no one, thus far had
been advocating for the gross floor.

3:23:14 PM

Senator Thomas put forth that it may be helpful to |ook at
hi storical years pricing index and conpare the ELF system PPT
and ACES systens, when establishing estimates. He expressed
skepticismregarding prices remaining high.

3:24: 45 PM

Comm ssioner @Glvin agreed wth Senator Thomas and further
poi nted out that the hope is that the tax structure would be in
pl ace long term

3:25:41 PM

Senator Thonas noted a concern regarding the frequent use of the
current high oil prices as a standard for future projections. He
felt a historical perspective created a nore realistic picture.

3:26:13 PM

M. George said page 17 describes the difference between the
existing PPT system and the CSSB 2001(JUD). He discussed
specifically the base and the credits and deductions allowed
under PPT that no | onger exist in the CSSB 2001(JUD)

3:27:32 PM
Co- Chair Stednan noted the inportance of view ng each conponent;

TAPS tariff, marine transportation, credits, and the total
effect on the tax. Conmm ssioner Gl vin concurred.

3:28: 24 PM

M. George discussed details of the chart: FY 2009 Share of
Sal es Revenue. He observed that <costs remain relatively
constant and becone a smaller portion of the overall sales
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revenue. He further pointed out that as the price of oil
i ncreases so does governnent take and the percentage for the
pr oducer.

3:30: 00 PM

M. Ceorge addressed the next slide, Share of profit, and noted
that the chart strips out costs and illustrates profit under the
different price ranges.

3:30:47 PM

Co- Chair Stednan asked the Comm ssioner to reflect the sane data
under PPT and ACES structure, noting that it would provide a
better reference point. The Conm ssioner agreed to provide the
i nformati on.

Co-Chair Stedman discussed the progressivity inpact, shipping
and tariffs, as well as other variables outside the general
arena. He enphasized the inportance of deliberation on these
conponents when the issue of progressivity is discussed.

3:32: 30 PM

Senator Elton asked the Commissioner iif +the Governor is
confortable with the Senate Judiciary version (CSSB 2001(JUD)).
Conmm ssi oner @Glvin observed that the Admnistration is
confortable with either version

3:33:52 PM

Senator Huggins said he was interested in what elenents of the
Transitional Investnment Credits (TIE) the Admnistration is
supportive of and what questions remain. Commssioner Glvin
said the Adm nistration’s position is that TIE credits should
not be allowed forward fromthe effective date of the bill.

3:35: 00 PM

Co-Chair Stedman noted that the Conmmittee would review each
i ndividual credit and the financial inpact they would have on
the treasury. The Commttee would al so address inpact with an
i ncome statenent approach to PPT.

3:36: 05 PM
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Co-Chair Hoffrman enphasized that there is a significant
difference in Progressivity between the Governor’s bill and the
Senate Judiciary version. He asked what the Admi nistration's
position was on progressivity.

3:37:20 PM

Comm ssioner @lvin observed that the original bill had a
conmbination of gross tax floor to protect the State at the |ow
end and a nore nodest two percent progressivity slope starting
at $30 per barrel. He said the Administration recognized the
Legislature was taking a different direction, with wthout the
gross floor and a higher four percent progressivity, to save the
anount when prices are low. The Adm nistration was confortable
with a four percent progressivity in lieu of a floor.

3:38:35 PM

Co-Chair Hoffman cited a revenue conparison having a gross floor
with low progressivity and a higher progressivity wthout the

floor. He enphasized the significant dollar difference between
the two. The price difference wthout the floor may range
between $100 and $200 nmillion. The difference between

progressivity at $100, PPT and what was passed by the House
woul d be $3 billion dollars.

3:39:31 PM

Conmi ssioner Galvin pointed out that the original intent of the
floor was to protect the State when oil prices are |ow He
acknowl edged that the progressivity feature in the Senate
Judiciary version does bring in nore than ACES, but said that it
beconmes a matter of a commtnent to saving. He further comrented
that the Legislature has <chosen to go wth a steeper
progressivity and no floor, but is commtted to saving for the
future. The Conmmi ssioner stated that the Administration was
confortable with the different version on the progressivity
pi ece.

3:40: 55 PM
Co-Chair Hoffman reiterated and enphasized the significant

dollar difference at high oil prices. At a $100 per barrel, the
difference is $3 billion dollars, which is staggering.
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3:41: 29 PM

Comm ssioner Galvin clarified that when evaluating netrics of
ACES in July, August and Septenber, the price of oil was in a
$70 range and considered at historic levels. He stated that
cal cul ations were based on that nunber and attenpting to base
figures on a $100 price range would have been unrealistic. He
voi ced the concerns of Senator Thomas, that focusing only on the
returns during $100 price range creates an unrealistic picture
for the future.

3:43: 20 PM

Co- Chair Stednman expl ai ned that the previous Admnistration when
creating PPT |ooked at prices of oil in the $20-$60 range. The
current Administration created ACES |ooking at a $70-%$90 price
range. He said that he intends to |ook at a structure based on
prices between $50 and $150 so that there will be no need to
revisit the tax issue.

3:44:41 PM

CS HB 2001 (FIN am was HELD in Committee for further
consi derati on.

#

ADJ OURNVENT

The neeting was adjourned at 3:44:59 PM
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