SENATE FI NANCE COW TTEE
November 14, 2007
9:21 A M

CALL TO ORDER

Co-Chair Stednman called the Senate Finance Committee
nmeeting to order at 9:21:30 AM

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senator Charlie Huggins, Vice-Chair
Senat or Kim El ton

Senat or Donny O son

Senat or Joe Thomas

Senat or Fred Dyson

VEMBERS ABSENT

None

ALSO PRESENT

Senator Lyda G een; Senator Gary Stevens; Senator Hollis
French; Senator Bill Wel echowski; Senator CGene Therriault;
Representative Mark Neuman; Representative Mke Kelly; Pat
Gl vin, Conmi ssioner, Departnent of Revenue; Steve Porter,
Legi slative Consultant, Legi sl ative Budget and Audit
Comm ttee; Kevin Mtchell, Vice President, Fi nance &
Adm ni stration, ConocoPhillips; Tom WIIlianms, Senior Tax
Counsel, British Petroleum Al aska; Pat Foley, Land &
External Affairs Manager, Pioneer; Mark Hanley, WMnager,
Public Affairs, Anadarko-Al aska; Dan Seckers, Tax Counsel,
ExxonMobi | ; Dan Dickinson, Consultant, Legislative Budget
and Audit Committee; Bob George, Consultant, Gaffney, Cine
and Associates, Inc.; Bernard Hajny, Production Tax and
Royal ty Manager , British Pet r ol eum Al aska; Claire
Fitzpatrick, Senior Vice President, Conmercial, British
Petrol eum Al aska.

PRESENT VI A TELECONFERENCE

Craig Haynes, Production Mnager, ExxonMobil, Al aska; John
Zager, General Manager, Chevron-Al aska.
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SUMVARY

CSHB 2001(FIN) am
O L & GAS TAX AMENDMENTS

SCS CSHB 2001 (FIN) was reported out of commttee
with a “no recommendation” and with zero fiscal

note 1 by the Departnment of Admnistration, new
fiscal note 9 by the Departnent of Revenue, new
fiscal note 10 by the Departnent of Revenue, and
new fiscal note 11 by the Departnment of Natura

Resour ces.

#hb2001
CSHB 2001(FIN) am

"An Act relating to the production tax on oil and gas
and to conservation surcharges on oil; providing a
[imt on the ambunt of tax that may be levied on the
production of certain gas that is produced outside of
the Cook Inlet sedinentary basin; relating to the
sharing between agencies of certain information
relating to the production tax and to oil and gas or
gas only leases; expanding the period in which the
Department of Revenue nmay assess the anopunt of oil and
gas production tax and conservation surcharges;
prohibiting a producer or explorer from receiving tax
credits if certain judgnents are not satisfied and
requiring, as a condition of receiving the tax
credits, the deposit of the ampbunt of certain unpaid
judgnments and certain interest on those judgnents in
the court during an appeal and relating to that
interest; relating to state oil and gas audit nmasters;
maki ng conform ng anendnents; and providing for an
effective date.”

9:26: 04 AM

Co-Chair Hoffman MOVED to ADOPT SCS CSHB 2001 (FIN, G+
0014\ R, dated 11/13, as the working docunent. There being
NO OBJECTION, it was so ordered.

9:27:27 AM

DAN DI CKI NSON, CONSULTANT, LEQ SLATIVE BUDGET AND AUDI T
COMWM TTEE, reviewed “Summary Conparison between Various
Approaches to Production Tax” (copy on file.) He said the
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new docurent was prepared based on a draft version of the
Comm ttee Substitute (CS), therefore the bill sections are
i ncorrect.

M. Dickinson addressed sone of the mmjor econom c issues
in the bill before the commttee. The base tax rate is
22.5 percent. The progressivity is a fornmula which starts
out at .6 percent, and at a margin of $90 it flattens out
and only goes up at a rate of .1 percent for every dollar
of increased profitability per barrel, and caps out at 50
percent . The gross floor looks |ike the floor under
current law with a caveat that there are certain credits
that can not be taken against that fl oor.

M. Dickinson referred to a handout entitled *“Proposed
Senate Finance CS - |Illustrated” (copy on file.) He
conpared the “Structure of t he Levy” between AS
43.55.011(e), .011(g), and .011(h) in each of the four
bills.

9:34: 05 AM

Senat or Dyson questioned the relevance of AS 43.55.011(i).
M. Dickinson explained that it referred to private
| andowners, which is probably less than 1 percent of the
producti on.

M. Dickinson explained the differences in the “Credits
Against Floor” chart related to the different versions of

the bill. Under current law, when the floor is in place,
.023 credits cannot be deducted, whereas .024 and .025 can.
Under the Governor’s bill, none of them can be deducted.
The House version of the bill mrrors current law, and in
the proposed Senate Finance bill only .024 credits can be
deduct ed.

Senat or Huggins noted that the Senate Finance version is
nore protective at low price rates than the House bill.
M. Dickinson agreed. Senator Huggi ns pointed out that the
Governor’s floor is not in any version. Co-chair Stedman
clarified that the original PPT floor is being retained.
M. Di cki nson agreed.

9:39:23 AM

M. Dickinson reviewed conparisons of “lInvestnent Credits.”
The Senate Finance version retains the Governor’s proposal
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in which an investnent credit is spread over two years.
The House version and current |law state that the credit
woul d be taken in the year of investnent.

M. Dickinson explained “Loss Carry Forward Credits” in the
vari ous versions. In the Senate Finance version a current
producer and a new entrant are treated equally at 22.5
per cent .

Senat or Huggi ns asked about differences between the Senate
Fi nance version and the House version. M. Dickinson
clarified that both versions line up with the tax rate
Co-Chair Stedman remarked that this was nore of a clean up
| anguage i ssue.

Senator Dyson requested an explanation of why the Senate

Fi nance bill does not allow the exploration credit.

9:42: 39 AM

M. Dickinson explained “Transitional Investnment Credits”
(TIE). The Senate Finance version elimnates TIE credits
with sone exceptions. In the House Finance version there
is a five-year period in which capital spending “fills the
bucket .” Al'l taxpayers are allowed application of TIE
mat chi ng spending during that period. If there was no
production before 2008, the TIE credits would be figured by
a fornmula based on previous spending. Everyone would be

treated equally.

Co-Chair Stedman remarked that would be about $200 nmillion
a year.

9:47: 27 AM

STEVE PORTER, LEGQ SLATIVE CONSULTANT, LEG SLATIVE BUDGET
AND AUDIT COW TTEE, LEGQ SLATIVE AFFAIRS AGENCY, clarified
that the $200 mllion nunber is mnus the producers’ tax
credits.

Senator Huggins remarked that TIE credits are an incentive
to produce. M. Dickinson agreed.

9:49: 05 AM

M. Dickinson noved on to the Senate Finance version of the
TIE credits conparison — page 5. It has the sanme five-year
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period of matching spending with the sane fornula as the
House version of the bill. An entity that did not produce
between April 1, 2006, and Decenber 31, 2007, is no worse
off than if the TIE credit were not repeal ed. There is a
si x-year w ndow involved through 2013. TIE credits end
Decenber 31, 2007.

Page 6 conbines the information provided on pages 4 and 5
of the handout.

9:52:15 AM

Co- Chair Stedman requested nore information about operating
and capital spending trends in 2005 and 2006. \V/ g
D cki nson thought that would be best answered by the
Department of Revenue (DOR). M. D ckinson understood that
there was a spending increase during those years. Co-Chair
St edman rephrased his question regarding TIE's. He related
that the intent under PPT was to have a 2 for 1 incentive
for the petroleum industry to increase capital spending to
help stem the decline in production. M. Dickinson
remarked that the intent was to give the reward to the
t axpayer who was investi ng.

9: 55: 50 AM

M. Dickinson noved on to conparisons of “Exploration
Credits” on page 2. The Senate Finance version of the bil
reflects closely to what was contained in the Governor’s
bill. Confidentiality of well data is limted to two
years; however, DNR can decline disclosure of the data.
Senator O son asked how private |andowners are affected by
the Dbill. M. Dickinson replied that the specific
exclusion regarding private |andowners, as found in the
House Finance version of the bill, is not included.

M. Dickinson discussed pre-existing well conparisons,
where the season is expanded to two consecutive drilling
seasons so that delineation wells could also qualify for
the 40 percent credit. Any seismc data previous to 2003
is eligible for up to 5 percent credit.

10: 00: 26 AM

M. Dickinson nmoved on to explain “Exceptions to Tax
Credits”. Non-profits are excluded from buying and selling
credits.
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M. Dickinson conpared “State Purchase of Credits”. The

Senate Finance bill reflects current law in that there is
no special fund created. He said he believes that the $25
mllion cap may still be in state | aw

M. Dickinson explained “Allowable Lease Expenditures” on
page 3. The Senate Finance bill contains all of the
concepts contained in current |aw and adds that deductions
must be authorized by the Departnent of Regulations.
Producer audits of operators are allowed, but only costs
t hat have been approved by ot her owners are all owed.

10: 05: 30 AM

Senator Elton asked for clarification of “can use” versus
“must use”. M. D ckinson answered that there is a great
anount of discretion by the departnent of what is allowed.
The state wants to take advantage of work going on between
producers, but not be taken advantage of. There is nuch
sensitivity around this issue.

M. Dickinson discussed the disallowing of bad acts.
Insertion of AS 43.55.165(e) says that royalties and net
profit shares are not deductible costs. The Senate Finance
bill adds a footnote that says a net profit share or |ease
granted by the Departnent of Natural Resources (DNR) is
deducti bl e.

M. Dickinson discussed the corrosion issue. There is a
di sal l onance provision at $.30 a  barrel. Unschedul ed
interruption costs and field topping plants are not
al | oned. The |anguage found in the Governor’s bill
regarding off leases is the same as in the Senate version
of the bill. There is a list of public outreach costs.
Unlike the House bill, this bill maintains that actual

costs are used to cal cul ate the operating cost deducti on.

10: 09: 46 AM

Senator Thomas questioned if the |anguage “shall consider
anong other factors” allows for enough discretion. M .
Di cki nson pointed out the |ocation of that |anguage on page
40, lines 6 and 7, of the Senate version of bill and in AS
43. 55. 165(Db). M . Di cki nson enphasi zed t hat t he
regul ations still have to tie back to the list of allowable

| ease expenditures.

Senat e Finance Committee 6 11/14/07 9:21 A M



M. Dickinson called attention to AS 43.55.165(c), which
looks at the unit operating agreenent. First, the
departnment has to find that the unit operating agreenent
nmeets the standards and only allows direct costs, and that
there is a working interest owner party with substantial
incentive and ability to effectively audit billings under
the agreenent — lines 26 and 26 on page 40. He conti nued
to read from line 27, “subject to conditions prescribed
under regul ations adopted by the departnent, to treat as
that portion of its |ease expenditures for a cal endar year
applicable to oil and gas produced froma |ease or property
in the state” for only those costs incurred by the
oper at or.

Senator Thomas tal ked about the differences in the use of
the words “may” or “shall.” M. Dickinson agreed wth
Senat or Thonmas’ interpretation. Senator Thonas referred to
page 41, lines 25 and 26, the |anguage used regarding fraud
and w llful msconduct, and asked for M. Dickinson to
coment . M. Dickinson replied that the House Finance
added “crimnal |anguage”.

10: 16: 07 AM

M. Dickinson turned attention to disclosure of tax
i nformati on found on page 3 of the handout. In the Senate
Fi nance version of the bill, the information regardi ng DNR

sharing royalty information with DOR, and DOR sharing tax
information with DNR, is the sane as in the GCGovernor’s
pr oposal .

M. Dickinson addressed “Statute of Limtations.” The
current bill states four years for statute of limtations.
Senator Elton questioned if having four years puts nore
pressure on oil and tax auditors than six years, as
provided for in other versions of the bill. M . Dickinson
replied that if, after four years, the tax information has
not been attained, there are three options. One is to let
the statute of limtations expire, which is not a good
option. The other choices are to assign an extension or to
i ssue a “blue sky assessnent”.

10: 20: 01 AM

M. Dickinson noved on to “DOR Auditors” and the creation
of new exenpt positions of master auditors in DNR and DOR
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M. Dickinson discussed the “Effective Date” differences.
He announced that there would be a technical anendnment that

woul d make t he “unschedul ed i nterruption” | anguage
retroactive to April 1, 2006. Senator Thomas questi oned
the 6-year versus 4-year statute of limtations, auditor

increase, and the deletion of the penalty. He wondered if
the increase in the nunber of auditors would be enough to

speed up the auditing of returns. M. Dickinson replied
that under the federal system the way to avoid the gross
understatenent penalty is to flag the issue. He agreed

that Senator Thomas had correctly identified a way, in the
first year of a new tax, that the taxpayer could neet

obligations, but not over neet them He predicted that
there still would be issues.

10: 24: 42 AM

M. Dickinson noved to “Downstream Costs” on page 4. In
the current bill, the |anguage says that downstream costs
are actual costs unless reasonable costs are |ower. He

opined that in *“a tankering business” the state already
| ooks at actual costs. He predicted that there would be a
change in the Trans Al aska Pipeline System (TAPS) tariff
He summarized that the expectation is to |lower actual and
reasonabl e costs for both tankers and transportati on.

In response to a request by Co-Chair Stedman, M. Dickinson
defined TAPS, which is owned by BP, ConocoPhillips, and
ExxonMbbi | . There are conpanies on the North Slope that
don’t have ownership of TAPS.

10: 29: 29 AM

M. Dickinson noved on to “Gas Ceilings thru 2002” on page
4. The current bill does not include the exception of Cook
Inlet and gas used in the state. It does include an

interaction between ceilings and credits that was not well
delineated in the original regulation.

Senat or Thonas asked what inpact the pipeline tariff has on
the state’'s royalty shares shipped through the pipeline.
M. D ckinson explained that the change for how taxes are
calculated will not have any effect on royalties. In
response to a question by Senator Thonmas, M. D ckinson
replied that there would be no effect on the wellhead
val ue.
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Senator Thomas asked for information on the range between
Cook Inlet gas and potential Prudhoe Bay gas. M .
Di ckinson said that the range would be |arge because Cook
Inlet price has been bel ow market price and noving toward a
worl d market standard. The problem on the North Slope is
that there is essentially no established narket. The tax
Wil | af f ect gas sellers, but not gas purchasers.
Typically, gas sales contracts include a reinbursenent for
t he severance tax.

10: 35: 40 AM

Senator Huggins asked if the House Finance and the Senate
Fi nance versions of the bill raise the tax on both gas and
oil. M. Dickinson related that the tax and progressivity
apply to both gas and oil in both versions. Senat or
Huggi ns expressed concern that gas is not being adequately
addressed and that Al askans have been m sl ed.

M. Dickinson spoke to “Additional Penalties”, which were
in the House Finance version, but not in the Senate Finance
ver si on.

M. Dickinson reviewed “Intent ®“Language. The dollars that
float fromretroactivity will flow to the public education
fund. Increnental dollars will go to other investnents.

10: 39: 21 AM

Co-Chair Stedman referenced page 2, line 15, of the CS; a
list of the public education fund, the budget reserve fund,
unf unded liabilities of state enpl oyees, and t he
devel opment and inplenentation of a |ong-range fiscal plan
for the state. He noted that there is a substantial
revenue change to the state with the inplenmentation of the
| egi sl ation. There is an opportunity for the legislature
to nmove funds forward to help the state get to the point
when there is a gas pipeline or “first gas.” |If a gas line
does not nove forward and beconme a reality, the Senate
Finance Conmittee will be looking at long-term fiscal plan
for the state. The intent of the funds is not to increase
the size and the scope of the operating account of the
state.

10:41: 38 AM
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Senator Elton referred to page 2, line 21, of the work
draft, the areas to where the appropriations would be made.
He stressed the inportance of noving forward with a plan to
use the funds from the gas and oil tax as intended in the
bill and not to increase the size and scope of the
operating budget. Senator Elton referenced page 2, line
21, regarding the devel opnent of a long-range fiscal plan

He opi ned that some of the revenue stream woul d be reserved
“to inplenent, but not to develop” such a plan. Senat or
St edman agr eed.

10: 42: 51 AM

M. Dickinson discussed the admnistrative provisions in
the bill. The nonthly estinmated paynents |anguage was
changed to <clarify anbiguities. There is a technical
amendnent to whistl ebl ower provisions regarding bad faith.

M. Dickinson noted that a report to the |egislature would
be required in 2011. This provision was deleted in the
House Fi nance version

In response to a question by Senator Elton, M. Dickinson
responded that in the Senate Finance version, t he
whi st | ebl ower | anguage allows for a $500, 000 recovery.

10: 45: 29 AM

Senat or Thomas questioned |anguage in the progressivity
section regarding the installnment plan. M. Dickinson
referenced page 14, section 21. On page 15, line 3,
mentioned is nade of the installnment paynent and it does
not include progressivity. Page 17, line 5, states that
any tax levied by AS 43.55.011(e)—(i) is due at the end of
the year. Even though progressivity is calculated on a
monthly basis in the bill, it retains the Governor’s

proposal that the paynments are not due until March 31.

RECESS: 10: 47: 13 AM
RECONVENE: 11: 14: 05 AM
11: 15: 15 AM

PAT GALVIN, COW SSI ONER, DEPARTMENT OF REVENUE, commented
on his disappointnent regarding the fiscal terns in the
bill. The Administration believes that the appropriate
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base rate is 25 percent and the progressivity rate in the
Senate Judiciary and House Finance versions of the bill is
reasonabl e, when not including a robust floor. I n | ooking
at the conparison between the House Finance version and the
Senate Finance version, there is a tradeoff of |ooking to
get a higher share at substantially high prices, versus a

fair share when |ooking at a long-term future. The
crossover point of $71 Wst Coast price is an exanple of a
recent phenonenon. The Adm nistration |ooks at the tax

proposal as a long term solution to provide a reasonable
share at the cost and price expectation for the next 25
years.

11:18: 46 AM

Co-Chair Stedman questioned whether there was an analysis
done on the base rate. M. @Glvin responded that the
anal ysis provided | ooked at a range of net values as well
as gross tax rates. It showed that a nove to a base rate
of 25 percent provided a positive investnent environnment
and did not have a negative inpact in that the state could
position itself in the price range that is wthin
expectations, and balance the state’s share with having an
i nvest ment environnent.

Co- Chai r St edman recal |l ed t esti nony from t he
Adm nistration’s experts that they were not involved in the
sel ection of the ACES conbination of |owering progressivity
and keeping the base at 25 percent. He questioned whet her
the Conmm ssioner was not now advocating for  ACES.
Comm ssioner Galvin said he recognized that the votes were
not there and so had to adapt to the direction the
| egi slature was headed, recognizing that there was a
bal ance to be had. The primary focus is the price/cost
rel ati onship and the appropriateness of a 25 percent rate.

Co-Chair Stednman noted that EconOne reviewed the Senate CS
taking into consideration expected price ranges in the

mar ket pl ace. He summarized that the price of oil 1is
volatile at best. He recalled discussion of oil at $40 per
barrel . He asked if the Adm nistration wants to set the

price at that range.
M. @Glvin replied that they were not advocating for

setting the rates for $40 per barrel. He expl ai ned that
when the various versions of the bill are conpared, the
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issue is not a tradeoff between $80 and $40, but rather
whet her oil will fall below a $71 price.

Co-Chair Hof fman commented that Al askans don’t relish the

concept of higher prices. There needs to be a tax
structure that anticipates the possibility of higher
prices. The finance structure recognizes that. At $100

per barrel the tax structure difference between the House
version and the Senate version brings $400 mllion into the
state treasury. He agreed that the price of oil would be
changing and the Senate version's tax structure anticipates
hi gher prices, which mkes nore sense and provides
protection from hi gher savings.

Comm ssioner @Glvin comented on fair share and the
guestion of retroactivity, which he nmuintained is a
separate question. He discussed fair share in terns of the
House version and of the Senate version. He felt
confortable with the House version, which does not include
retroactivity.

Senator Huggins felt that Al askans were being mslead in
terms of limting the discussion to 22.5 versus 25 percent.
He pointed out the econom cs of highly popul ated countries.
He observed that futures markets are at $80 a barrel. He
guestioned the durability of the bill. He noted that
progressivity and other factors add to the debate.

11:39: 47 AM

Co-Chair Stedman rmaintained that a fair share was
i nadequate in PPT and not supported by the Adm nistration
He did feel that the current Admnistration’s proposal
represented a fair share. The fair share is up to $2
billion at $100 per barrel. There is little correlation at
high oil prices between the fair share in ACES and in the
| egi sl ature.

M. Glvin responded that the allocation of risk is at
i ssue. Risk sharing 1is across the spectrum The
Adm nistration’s proposal was a derivative of nore data,
which was not available to the previous |egislature. The
previous legislature was also considering AGA The
current  proposal IS based wupon an analysis of the
rel ati onship between the state and the industry and the
sharing of oil revenues. It points to the appropriateness
of a 25 percent rate.
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Co- Chair Stedman di sagreed

11: 43: 52 AM

Co-Chair Hoffman pointed out that the Admnistration’s
proposal is only 30 days old. He opined that the tax rate
cannot be isolated and ought to take progressivity into
consideration. He pointed out that Alaska' s take increased
by over 100 percent from the Admnistration’s previous
pr oposal . He questioned how supporting the House version
relates to fair share.

11: 45: 50 AM

M. Galvin discussed the relationship between progressivity
and the base rate. Wen the swing is down there is no
progressivity. The question is whether the state can live
with the floor. The legislature has changed the dialog
The Adm nistration is confortable with the floor.

Co-Chair Hoffman responded that the delta between the
Adm ni stration’s proposal at $80 - $100 is far greater than
the delta between what the House or the Senate nunbers are.

AT EASE: 11: 47: 49 AM
RECONVENE: 1: 49: 00 PM
1:49:12 PM

Comm ssioner Galvin returned to the issue of progressivity.
Under the House Finance version, both the base rate and
progressivity paynments would be nonthly; under the Senate
Fi nance version base rate paynents would be nade nonthly,
but there would be an annual progressivity paynent due on
March 31.

Co-Chair Stedman noted that it was an oversight and would
be corrected to nonthly paynents.

Comm ssioner Galvin spoke to the |anguage differences
related to allowable deductions for |ease expenditures.
One of the primary rules associated with ACES was to put
the Departnment of Revenue in the position of having to
define, through regulations, what are allowable |Iease
expenditures as opposed to having it being open ended. The
adm ni stration would prefer to return to the original ACES
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language in this area as well as for joint interest
billings. The purpose is to allow the departnent to use
those joint interest billings as a tool to begin the
auditing process and identify the appropriate costs, but
not to bind the departnment in how they are to be used. He
mentioned the flexibility of the ACES | anguage.

1:51: 39 PM

Comm ssioner Glvin highlighted the Transitional |nvestnent
Credits (TIE), whose purpose was to have parity between new
explorers and existing incunbents. Under the House
version, those conpanies that did not have any production
yet could freeze the TIE credits earned and use them
agai nst future production. The Senate version changes that
entirely to where, upon the effective date, expenditures
that a new entrant has made during the PPT period would
have no consequence. Only from the effective date forward
would the explorers earn TIE credits on new investnents.
The intent of the Admnistration is to create equity. He
requested a reinstatenent of the l|anguage in the House
version, which is the sane as the House Judiciary version

1:54: 11 PM

Senator Elton asked what the net fiscal inpact would be
when conparing the old and new | anguage. Comm ssi oner
Galvin replied that there is no difference. The goal is to
have the sane “deal” for both producers and explorers.

Comm ssioner Galvin addressed the exploration incentive
program (EIC), which predated PPT. Wth PPT there was a 20

percent credit for all capital expenditures. The EIC
provided either a 20 percent or a 40 percent credit
depending on certain conditions. Because of the limted

nature of the EIC program given 20 percent for PPT or for
EIC, there would be no reason to choose the EIC option.
The ACES 30 percent credit for md-range EIC s was dropped
in the Senate Finance Commttee Substitute. It is the
Adm nistration’s opinion that 30 percent needs to be
rei nst at ed.

Comm ssioner Galvin discussed the |anguage that was added
on the House side as it relates to seismc data generated
on private | ands. There is a choice to be nade by the
party applying for the credit in that if they want to avail
t hensel ves of the credit, they nust provide the state with
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the seismic data. The question becanme how nmuch of the data
shoul d be nmade public. The crafted |anguage states that if
the seismc data is shot on private |ands, and the state is
going to pay its share through the credit program that
data will be nmade available to the state, but it won't be
made public w thout the consent of the private |andowner.
The Admnistration feels that that |anguage should be
rei nst at ed.

Conmmi ssioner @Galvin nentioned concern with the statute of

l[imtations. Tax prograns in the state have a 3-year
statute of limtations. He stated support for a 6-year
statute of Ilimtations for production taxes due to the
conplexity of the tax. He felt a 4-year statute of

l[imtations puts both the state and the taxpayer into a
situation where a decision has to be nade whether to go to
a formal discussion, which could becone confrontational.
He assured the conmittee that the auditing process would
continue to be productive in spite of the extended tine
peri od.

2:00: 47 PM

Comm ssioner Galvin addressed the corrosion provisions
which are going to be retroactive to April 1. He addressed
concerns about in-state gas issues. During the special
session, several interests requested that the Cook Inlet
tax treatnment apply to their potential projects. There
were projects brought forward from other |ocations dealing
with local gas and |I|ocal areas. Comm ssioner Galvin
mai nt ai ned that production tax was not intended to address
tax statew de. The resolution was to maeke it clear that
those developing gas for instate purposes would get the
sane tax rate treatnment as Cook Inlet. These are parity
i ssues. He hoped that the Regulatory Conm ssion of Al aska
would be in alignnent with the tax savings to be enjoyed by
t he consunmer.

2:03: 37 PM

Co-Chair Hoffman referenced parity. He reported that
during the initial discussion of PPT, it was well known
that the tax structure in Cook Inlet was well below the tax
structure in other places and that resulted in gas being
sold cheaper than in the |lower 48 states. He said, “W
woul d be at parity if the rest of the state was using gas,
such as the Anchorage Bow and now Fairbanks is currently
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converting to that.” He questioned the issue of parity
when vast portions of Alaska are not using natural gas for
consunpti on.

Conmi ssioner Galvin agreed that there is not parity in the
costs. The only focus of this provision is production tax
that is applied to gas that is produced within the state
“W can't affect the cost of fuel oil that’'s arriving
because it’s not produced here, necessarily,” he added.

Co-Chair Hoffman asked if there was assurance that those
using gas would continue to have |ower costs than Lower 48
states, but those not using gas woul d surpass Anchorage and
all other states in cost. He wondered how all Al askans
could benefit. Comm ssioner Glvin responded that the cost
of gas is based upon factors that are beyond the production
t ax. The Admi nistration wants to insure that the inposed
production tax does not provide a higher burden for sone.

2: 06: 41 PM

Co- Chair Hoffman voi ced concern about the policy associated
with consunption of energy, whereby “the rich get richer

and the poor get poorer.” He asked if there was a way for
all to wn. Comm ssioner @Glvin explained that the
Adm ni stration does recognize the current high oil costs
and higher energy costs for comunities. It is the

responsibility of the state to take that into account and
find a way to buffer it.

Co-Chair Stednman added that access to economc benefits
nmust be addressed when building the state gas system The
i ssue i s huge.

Senator Thomas commented that the intention of the
resolution was to add equity throughout the state. He
sumarized that the Cook Inlet rate was 5 percent and the
effective rate at Prudhoe Bay would be 22.5 or 25 percent,
depending on the version of the bill. Comm ssioner @Gl vin
said that was the base rate, but there would also be
progressivity at higher oil prices.

2:09:33 PM

Senator Thomas noted that there was gas currently sold at
Prudhoe Bay. He questioned how that rate was determ ned.
Conmi ssioner Galvin replied that there is a prevailing
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value that 1is set based wupon regulations, which are
currently being rewitten.

2:10:42 PM

Senat or El t on i nqui red about addi ti onal penal ti es.
Comm ssioner Galvin replied that penalties are an inportant
tool to ensure that there is a disincentive for under
reporting income or for overstating costs. There are
crim nal penalties for fraud. The Adm nistration
appreciates the desire of the legislature to create an
addi tional disincentive for potential underpaynent and for
inclusion of provisions requiring recoupnent of costs
associated wth recovery.

Senator Elton suggested that Comm ssioner @Glvin's answer
was anbi val ent . Comm ssioner Galvin stressed that they do
not know what m ght happen regarding understating
production tax. He acknow edged the skepticism around the
i ssue.

2:14: 24 PM

In response to a question by Senator Huggins, Conm ssioner
Galvin spoke to “unscheduled interruption or reduction”
He noted that the issue has been evolving throughout
di scussions of SB 80. The struggle has centered around
determ ning what standards should be used for making sure
deductions for inproperly nmaintained equiprment are not
al | owed. A bright line standard was identified and is
included in the current version of the bill. Triggers
occur with violations of crimnal or AOGCC standards.

2:20: 41 PM

BOB GEORGE, CONSULTANT, GAFFNEY, CLINE, AND ASSOCI ATES
INC., provided nenbers with a power point presentation
entitled “Government and Petroleum Tax Take” (copy on
file). He conpared governnent take in PPT, HB 2001, Senate
Judiciary CS, and Senate Finance CS.

There is an underlying assunption of $20 per barrel for

this nodel. The Y axis represents percent of governnent
take, less costs, and the X axis is oil price. The take in
Norway and the UK are represented. UK has a 50 percent

take for new fields. Legacy fields, those devel oped before
1983, have a higher take. Toget her, that anounts to 75
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percent of profits. Norway has the highest take with two
taxes, which anpbunts to 78 percent of profits. The graph
shows that there is royalty take in all categories. | t
al so shows production tax take and total governnent take.

In response to a question by Co-Chair Stedman, M. GCeorge
reported that he used a flat $20 cost in creating the
sl i des.

2:25:47 PM
The red line in each of the slides represents the
production tax. The Dblue 1Iline represents the tota

government take, which includes the take from royalty, the
take from property tax, and the take from state/federal
i ncone tax.

M. GCeorge turned to the slide on government take as it
relates to ACES, or HB 2001. It shows the base rate at 25
percent and a slight |lowering of the progressivity.

M. George discussed the Senate Judiciary CS in terns of
government take. It has a 25 percent base rate with a
progressivity that increases at .4 percent for every dollar
up until there is a total take of 50 percent.

The Senate Finance version has a 22.5 percent base rate and
a sliding progressivity scale.

2:28: 46 PM

Co-Chair Stednman spoke to “fair share.” In response to a
guestion by Co-Chair Stedman, M. George pointed out that
the legislature would consider where the fair share I|ine
woul d be. Co-Chair Stedman asked if the Senate Judiciary
version would have a simlar shape to the blue line. M.
Ceorge replied that it would. Co- Chair Stedman thought
there would have to be a significant policy change to take
the “belly” out. He questioned if a substantial overhaul
woul d be needed.

M. Ceorge noted the difficulty of finding a suitable
| evel . Co-Chair Stedman questioned if there were nodels
used in the conparison. M. George said none were used.

Senator Thonms asked if the various credits are factored
in. M. GCeorge observed that none were factored into this
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chart. The UK does not have any uplift or credits. Norway
has an uplift for sone of the credits, but has not been
i ncl uded.

2:32:42 PM

Co-Chair Stedman inquired if Alaska nodeled its |egacy
field wth government take simlar to UK and Norway, would
the econony in Al aska be subjected to possible acceleration
of volume declines in the pipeline, or wuld it stinmulate
production vol une. M. Ceorge stressed that the specific
proposals would have to be considered in order to answer
t hat questi on. One of the facets of the structure of al

of the proposed systens, wth the progressivity feature
included, is that while there may be a higher rate on
| egacy properties, it can, at the sanme tine, help those
fields by lowering the tax across the portfolio as a whol e.

2:34: 20 PM

Co-Chair Hoffrman asked if costs would go up as prices
continue to rise and if there is a nodel to show that. M.
CGeorge explained that the projections could be changed to
depict different rel ationships between price and cost.

2:35: 05 PM

Senator Thomas asked for feedback on standard deducti ons.
M. George could not respond to the request.

Senator Huggins inquired about the Zulu Fields, the
margi nal fields, and how the Senate Finance version of
progressivity would affect them M. George reviewd
progressivity as investnents were added, which would | ower
the effective tax rate on the investnments bel ow what they
woul d attract as a stand alone investnent. He reiterated a
past presentation on progressivity.

Senator Huggins summarized that steeper progressivity
equal ed potentially enhancing marginal fields. M. George
did not agree with that interpretation. He clarified that
existing reservoirs begin wth higher rates than the other
three rate systens.

Senator Huggins wondered if, wthout PPT, the Senate

Finance version would assist marginal fields better than
the other two systenms. M. Ceorge agreed.
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RECESS: 2:39: 58 PM
RECONVENED: 2:46: 01 PM

Co-Chair Stedman explained that industry representatives
had been contacted and would be given an opportunity to
speak to the Senate Finance Commttee regarding Version R
of HB 2001. He observed that the industry would bear the
brunt of a new tax adjustnent.

KEVIN M TCHELL, VI CE PRESI DENT, FINANCE AND ADM NI STRATI ON

CONOCOPHI LLIPS, highlighted prior witten coments from
ConocoPhillips regarding HB 2001 which still stand. He
mai ntai ned that the CS has serious concerns. Hi gher taxes
wi Il have an inpact on investnent. It is unrealistic to
expect that an increase of this magnitude would not have an
i mpact . He maintained that testinony given that increased
taxes woul d not have an inpact was m sl eading. He observed
that the legislation has noved significantly away from the
Governor’s original proposal with a 25 percent base rate

with progressivity at .2, starting at $30 profit per
barrel. That proposal would have been effective January 1,

2008. The current version has the same base rate, but has
a very steep progressivity rate wth a retroactive
effective date of July 1, 2007. He said he understood the
desire to have a higher take at higher prices.

2:53:16 PM

M. Mtchell enphasized that the potential upside of higher
oil prices is being renoved. The retroactive application
of tax law is alnost wuniversally seen as unfair. There
should be sone tine to transition into the new tax
structure. Under this proposal there wuld be two

consecutive years of retroactive tax change, whi ch
reinforces concerns regarding the stability of t he
investnment climate in Alaska. The retroactive conponent is
a penalty.

2:55:31 PM

M. Mtchell spoke to the overall unfairness of the bill
and hi dden taxes. The proposal abolishes TIE credits,
which were put in place to provide sone neasure of
transition from ELF into PPT. Renoving them hurts

investors that have invested in the past and plan to
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continue investing into the future. TIE credits soften the
transition, and renoving them results in another tax
I ncrease.

Capital credits can be taken at 100 percent in the year
whi ch they occurred under PPT. In the current version of
the bill, they are split over two years which anounts to
anot her form of tax increase because of the tim ng change.

Lease expenditures are subject to definition by the
Department of Revenue through regulation. The CS allows
the departnent to put in place allowable deductions through
the regulatory process. It provides the opportunity for
legitimate | ease expenditures to be excluded, which is, in
effect, another tax increase. The unschedul ed nai nt enance
provi sion | anguage from the Governor’s bill is back in the
current CS. It disallows expenditures related to
unschedul ed mai nt enance.

M. Mtchell provided a graph on “Daily Kuparuk Production”
that denonstrated the constant change in production over a
12-nmonth period (copy on file.) He stressed the difficulty
in adm ni stering the unschedul ed nai ntenance provision. He
felt that the House version was nore workable. The Senate
| anguage woul d equate to anot her tax increase.

M. Mtchell spoke to transportation costs, which will add
another layer of conplexity and wll likely result in
anot her tax increase.

3:00: 21 PM

M. Mtchell comented that the period of confidentiality
on exploration well data was being reduced from ten years
to two years. The receipt of the credit is conditional
upon the receipt of the data. He argued that this is a
di sincentive. The Senate version gives the state access to
non-state land, which is a potential conflict.

M. Mtchell nmaintained that credits alone wll not get
explorers to invest. The entire devel opnent scenario wll
be taken into consideration. If the revenue stream is

subject to higher taxes, it would offset the value created
by the credits.

3:02:56 PM
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M. Mtchell reported that the House version of the bill
contained a standard deduction for operating expenses for
Prudhoe Bay and for Kuparuk. That standard deduction would
be a disincentive to investing in new activity and new
production. He explained the standard cost deducti on.

M. Mtchell did not know how ConocoPhillips would be
affected by the requirenment that |ease expenditures nust be
incurred in the state, but felt that it would be a
di si ncenti ve.

He noted that all of the previously nmentioned conponents of
the bill have the inpact of reducing allowabl e expenditures
by about 5 percent and are equivalent to a one percent tax
rate increase. He asserted that some of the changes woul d
have staggering affects.

M. Mtchell concluded that the changes are noving in the
direction of a hybrid tax system

M. Mt chel | di scussed the penalty provisions for
underpaynent. He maintained that paynments wll be off
wi t hout any deliberate intent due to the lack of clarity in
t he regul ati ons.

3:08: 06 PM

M. Mtchell sunmarized that the legislation is a huge tax
increase at today’s prices. It is not just about the base
rate and the progressivity having an inpact to the overal
structure. It is the admnistrative conplexity and
difficulty of conpliance which give grave causes for
concern. The tax structure in Al aska has becone nore

restrictive to investors.

Senator O son asked if the legislation was a disincentive
to offshore exploration activity. M. Mtchell noted that
of f-shore activity would not be subject to the |egislation.
He described the permtting difficulties associated wth
of f-shore expl orati on.

3:11: 44 PM

Co- Chair Stedman questioned how the inpact of progressivity
after capital/operating/shipping could be weighed. \V/ g
Mtchell acknow edged that the cost structure will npbve as
prices nove. An aggressive progressivity renoves the
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upside and causes the downside to be reeval uated. He
acknow edged the state’s role.

3:14: 56 PM

In response to a question by Co-Chair Stedman, M. Mtchel
di scussed base tax versus progressivity. M. Mtchell said
it depends on future prices that are difficult to pick.

3:15:47 PM

Senator Elton asked for «clarity as to why investnent
deci sions should change dramatically. PPT is higher than
any of the alternatives. G ven the expected tax bite of
PPT, it is as if ConocoPhillips knew projections were
W ong. M. Mtchell responded that cost assunptions were
hi gher now. PPT is higher due to a nmuch |ower cost
assunpti ons. Wth the different cost assunptions the
projections seem better. He spoke to ConocoPhillips

testinony regarding trends in the previous |egislature.

3:19: 07 PM

CLAIRE FITZPATRICK, SENIOR WVICE PRESIDENT, COMVERCI AL,
BRI TISH PETROLEUM ALASKA, addr essed t he Conmittee
Substi tute. She referred to the handout by M. Dickinson.
Ms. Fitzpatrick asserted that there are “many, nany hidden
taxes” contained in the |egislation. She expressed
pl easure that the CS contained a 22.5 percent tax base,
whi ch renoves one el ement of concern.

Ms. Fitzpatrick spoke to the steepness of the progressivity
in the bill. She acknowl edged the desire to use
progressivity as a t ool , but not ed t hat addi ng
progressivity would prevent investnent.

3:26: 05 PM

BERNARD HAJNY, PRODUCTI ON TAX AND ROYALTY MANAGER, BRI TI SH
PETROLEUM ALASKA, conmented on investnent credits spread
over a two-year period creating a hidden tax. He spoke of
admnistrating difficulties with such a tinme period. He
asked the conmttee to re-evaluate the provision.

3:28: 04 PM
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Co- Chair Stedman asked for specific nunbers on the hidden
t axes. M. Hajny thought it would be over “tens of
mllions”. Co-Chair Stedman guessed at $150 million and
M. Hajny said he would not be surprised at that figure.

M. Hajny tal ked about the TIE credits. He noted that two
dollars for everyone dollar of fixed credit would need to
be spent to reach that benefit. The credits expire in 2013
according to the current PPT fornmula. The Departnent of
Revenue testified that the credits in 2006 were
approximately $114 mllion.

3:31: 59 PM
V5. Fitzpatrick added ~conments  about removing the
transition credits. It assunes a risk for all other

avail able credits.

Ms. Fitzpatrick noted that BP does not do exploration, but
she echoed and endorsed the remarks of M. Mtchell.

Ms. Fitzpatrick described allowable |ease expenditures and
unschedul ed interruptions. She thought that it was nearly
i mpossible to identify an unscheduled interruption, which
is complicated to define and identify.

3:34:50 PM

Ms. Fitzpatrick said that a failure problemor event is not
allowed and costs would prevent inprovenents that could
occur at the sane tine. The question is should credits be
given now or later. She concluded that it is a policy
choice, but there is a financial inpact.

M. Hajny discussed regulations for |ease expenditures and
i nformati on sharing.

TOM WLLIAM5, SENIOR TAX COUNSEL, BRI TISH PETROLEUM

ALASKA, reported t hat current | aw  defines | ease
expenditures in AS 43.55.165 and joint interest billing is
found in subsections (c) and (d). Both areas say that the
Departnent of Revenue “may authorize or require” the use of
joint interest billing. He observed that Conm ssioner
Galvin testified that he wants to be able to use joint
interest billings as a tool. He di scussed conpli ance. He

remai ned concerned about unintended consequences related to

Senat e Finance Committee 24 11/14/07 9:21 A M



billed costs. He addressed discretion and the need to take
care to establish clear intent.

3:40: 26 PM

M. Hajny requested nore information about the use of
regulations to define |ease expenditures. M. WIIlians
referred to page 38, line 28, of version R He said, *“For

purposes of this chapter, a producer’s |ease expenditures
for a calendar year are cost, other than forbidden itens
under (e) of this section, that are (A) incurred by the
producer during the calendar year after March 31, 2006, to
explore for, develop, or produce oil or gas deposits in the
state.” He continued to explain (B), on page 39, l|ine 6,
“all owed by the departnent by regul ation”. He noted that
the costs nust be upstream ordinary and necessary, and
direct.

3:44:10 PM

M. WIllians continued to describe direct costs on page 39.
The definition of *“ordinary and necessary” is found in
subsection (j): "ordinary and necessary"” has the nmeaning
given in 26 US.C. 162 (Internal Revenue Code), as anended,
and regul ati ons adopted under that section. It is a term
of art. He didn’t think there was anything in these

categories that the legislature intended to disallow He
suggested that this section not be rewitten by regul ation.
He questioned if the conm ssioner should be allowed to
change those itens that are currently not allowed as direct
costs.

3:50: 27 PM

Senator Elton pointed out that DOR cannot put anything in
regul ation that contravenes any of these three points. The
Regul atory Review Committee would prevent that from
happeni ng. It should not be a problem but if it is, DOR
woul d be directed that the regulations were not supported
by statute.

M. WIIlianms described allowable costs and said that the
commi ssioner’s list would only exclude itens.

Senator Elton assuned the |ist wuld be helpful to

i ndustry. M. WIIliams acknow edged that a list could be
hel pful and pointed to the Senate Judiciary version of the
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bill where itens are added to subsection (b). That context
gives clarity.

3:54:40 PM

M. Hajny discussed sharing confidential information. He
had concerns wth information |eaking and pointed to a
$1,000 a day penalty for sonething that mght not be
fort hcom ng. He questioned the definition of “not
forthcom ng”.

Ms. Fitzpatrick touched on the sharing of information
bet ween depart nents. She requested confidentiality during
t hat process.

M. Hajny added concern about the additional three years
proposed in the statute of [imtations.

3:59:11 PM

M. Haj ny descri bed concerns regar di ng pi peline
transportation costs. In the event that there is a
retroactive adjustnent to the pipeline tariff, BP' s

liability would be affected. The CS creates uncertainty in
this area. He described the nost straight-forward approach
whi ch woul d continue to utilize the current TAPS Tariffs.

4:01: 23 PM

Ms. Fitzpatrick brought up the issue of retroactivity and
the concerns she has regarding the inconsistencies. She
guesti oned whether this type of provision would incentivize
i nvest nent . She further conmmented on cost increases. She
said that the costs will go up with the price of oil. In

addition, she noted the high costs of extracting heavy oil
and that many of those costs would be done out of state
because the technology is not available in the state. She
addressed penalties, which she felt was just an additiona
tax as there is never 100 percent accuracy in tax returns.
Wth a 400 percent tax increase, investnent is highly
unl i kel y. She said her conmpany put a plan together to
provide sustainability in the future but many of things in
the plan will not be possible.

4:07:22 PM
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Co-Chair Steadman asked if there is anything that would
stinmulate production. M. Fitzpatrick said perhaps sone of
the exploration credits.

Co-Chair Steadman asked M. Fitzpatrick which of the
conbi nations of the |ower/higher base and |ower/higher
progressivity is the nost palatable to British Petrol eum

Ms. Fitzpatrick nmade a comrent equating both the base tax
and progressivity as inportant ingredients.

Senator Hof fman asked if standard deductions were renoved
fromheavy oil, would projects fall off as a result.

Ms. Fitzpatrick said she could not give definitives as she
woul d have to plug all variables into her business plan.
She noted that the standard cost acts as a cap or a gross
fl oor.

4:10: 51 PM

CRAI G HAYMES, PRODUCTI ON  MANACER, EXXONMOBI L, ALASKA,
(TESTIFIED VIA TELECONFERENCE) . He read from witten
t esti nmony regar di ng ExxonMbbi |’ s Vi ews on t he

Adm ni stration’s proposed tax increase (copy on file.) He
rel ated that ExxonMobil believes that the proposed increase

will not result in additional investnment needed to maxim ze
the developnent of Alaska s resources. Taking into
consideration Al aska' s resource potential and the current
production decline, ExxonMbbi | does not support the
proposed tax increase and wll need to re-assess all
current and future projects in Al aska. In addition to the
significant increase in base and progressivity aspects of
the proposed tax  bill, there is also significant

uncertainty in allowable cost recoveries and credits. This
uncertainty conbined wth another tax increase wll
significantly reduce the attractiveness of future projects
in Al aska.

M. Haynes predicted that at today’s prices, since 2005,
there would be a 580 percent increase in production tax
within three year.

M. Haymes pointed out that Alaska has significant

undi scovered resources. He said that ExxonMbil is pleased
to see that the Senate Finance CS does not increase the
base tax rate beyond 22.5 percent. He reported that oil
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production is declining and Alaska’s world ranking has
declined from 14'" to 30'". Increasing the base tax rate and
progressivity wll not help attract investnents. He urged
the commttee not to adopt Section 17 of the bill.

4:15:45 PM

M. Haynes addressed Alaska's future oil production. He
mai ntai ned that Section 24 limts to 50 percent the anobunt
of a tax credit that may be clainmed in a single cal endar
year. He did not see how reducing the 20 percent tax
credit would increase the capital investnments necessary to
mtigate Al aska s oil decline.

M. Haynmes drew attention to the DOR North Sl ope Production
Forecast and described the declining revenue forecast. He
t hought that between $30 to $40 nmillion in investnents
would be needed in the next ten years to achieve DOR s
forecast. The inpact on all economc paraneters nust be
wei ghed before a decision to invest is made. | nvest nent
tax credits enhance the present value economcs of new
investnments and help alleviate a project’s otherw se high
cost. The tax rate and investnent tax credit |evels nust
be carefully bal anced.

4:18:42 PM

M. Haymes di scussed Section 28, line 12, of page 21, which
proposed to elimnate the availability of tax credits for
capit al expenditures incurred during the five years
i medi ately preceding the enactnment of PPT for producers
with existing production. He described ExxonMobil’s
position on the transition provision and suggested that the
commttee reinstate the transition <credits originally
intended by the legislature to mtigate the inpacts of
converting to PPT.

4:20:01 PM

M. Haynmes pointed out that Alaska has large oil fields.
He reported that ExxonMbil was pleased to see Section 50

removed fromthe bill. M. Haynes opined that it is unfair
for industry to be held to a 3 percent benchmark versus
actual costs. This proposed I|imtation denies true

recovery of costs to operate fields.
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M. Haymes enphasized that fiscal predictability is
inmportant. The chart on page 7 shows that the proposed tax
i ncreases are significant.

M. Haynmes said that all provisions in the CS anount to tax
I ncreases, cause greater uncertainty, and are excessi ve.

He addressed page 8 of the handout, additional reporting
requi renments for exploration tax credits, which ExxonMobi l
is opposed to. The confidentiality provisions in the bil
are al so of serious concern.

4:25:13 PM

DAN SECKERS, TAX COUNSEL, EXXONMOBIL, reported that he was
happy to see the substantial penalties renoved from the
bill. Regarding information requests, he said it is
troubling to see the legislature try to craft broad tax
st at ut es. He addressed page 30, section 41, line 8, where
DOR requests information every nonth. He objected to the
request for other records and information the departnment
consi ders necessary.

4:27:56 PM

M. Seckers addr essed t he producti on of t axpayer
information. He voiced two concerns. He spoke against the
proposal that taxpayers with at |east 100,000 barrels a day
production nust report their gross sales revenues and

expenses. He testified against a four-year statute of
[imtations. He reported that the statute of |limtation in
federal law is three years. There are exceptions to siXx

years, but three is standard.

M. Seckers addressed paragraph 6 of Section 52, |ine 26,

page 41, which disallows costs from non-conpliance. He
guestioned why the state should draft tax policy.
Contracts have specified renedies. He discussed the
di sal | owance for schedul ed nmai ntenance. He agreed with the
previous testinony on regulations by M. WIIians. M.
Seckers echoed concerns regarding what wll be allowable

under regul ations. He pointed out that regulations change
all the tinme without |egislative approval.

4:35:32 PM
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M. Haynmes concluded that ExxonMbil does not support the
proposed changes and questioned what would be allowed for
cost recovery and credits. Current and future projects
woul d be uncertain. Al aska needs a long-term resource
devel opnment policy.

4:37:52 PM

Senator Elton referred to the graph conparing the various
tax increase proposals. He thought that it was not hel pfu

because it does not refer to the “sweet spot”, but rather
to the price of oil today. He requested information about
industry profits at current prices in order to determ ne

the issue of fair share. He question the 580 percent
increase in taxes and wanted to know if that is a tax
i ncrease for ExxonMbil, a blended rate, or sonething else.

He wunderstood that the nore profits exported from the
state, the higher the tax.

M. Haynmes responded that the graph is based on DOR s four-
year 2008 production forecast. It includes CAPEX and OPEX
spending, 1is representative to the industry, and the
estimate i s conservative.

4:41:59 PM

In response to a question by Senator Elton, M. Haynes
expl ai ned that ExxonMbil is involved in all Prudhoe Bay
activities. They have invested over $20 billion in Al aska

and are active investors in Al aska.

Senator Elton asked about reinvestnent. M. Haynes
reported that they invest as actively as any conpany in
Al aska.

Senator Thomas asked if the 580 percent increase is based
on the entire field. M. Haynes confirned that. The graph
cane from the Departnment of Revenue's current 2008
CAPEX/ OPEX nunbers and reflects the entire industry.

4:47:19 PM

Senat or Thomas asked what the total net revenue is. M.
Haynmes replied that the graph depicts a 44 percent net tax
rate based on the Departnent of Revenue’s nodel; for PPT
the effective net tax rate would be 29 percent. He
concluded that it is a significant increase.
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4:48:45 PM

Senator Thonmas asked if it is a little less than half of

what would be $16 billion of revenue “if we ran the chart
up”. M. Haynes reported that he had not done a gover nnment
t ake anal ysis. He summarized that PPT was around 61-62

percent of government take; ACES increased to about 68-70
percent, heading toward 75 — 80 percent.

Co-Chair Stedman referenced a simlar table from EconOne.

AT EASE: 4:51:02 PM
RECONVENE: 5:39:32 PM

Senator Steadman noted he had invited Chevron earlier but
they were not available. He wanted to provide the courtesy
to themto address the CS.

JOHN ZACGER, GENERAL MANAGER, CHEVRON- ALASKA, (TESTIFIED VIA
TELECONFERENCE) . He outlined his concerns as follows: the
| atest revisions regarding progressivity are a considerable
adjustment to what was originally fair and equitable in
ACES.

He referenced the EconOne chart, “Total Revenue Under
Various Scenarios”, and noted a $1.5 billion difference
between the original progressivity and the latest figures
in the Senate Finance CS. He said the underlying
assunption in the graph is that taxes do not affect
investnment, and therefore, do not affect production. He
shared calculations needed to mintain the 6 percent
decline and to shift the decline to 8 percent. He | ooked
at the effects five years and ten years forward. He

suspected that if one looked at the curve and how it
affects investnment, things could change significantly.

M. Zager pointed out that when the |egislation noved from
ACES progressivity to the nore aggressive progressivity,
part of the rational was the renoval of the gross floor;
however, taking the floor out had an effect. Ref er enci ng
t he EconOne nunbers, he noted that the gross floor provided
$200 to $300 million of downside protection to the state.
He thought that renoving the gross floor may equate wth
i ncreasing the progressivity from.2 to . 25.
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M. Zager reported that according to EconOne cal cul ations,
at the price range of $80 — $90, today’s governnent take is
about 73 percent. He said that increnental governnent take
is about 85 percent. He felt that progressivity is
val uabl e and should lead to nore stability and nore durable
fiscal terns.

M. Zager felt that it was inportant to |ook at what
notivates investnent. He cited the @ilf of Mexico,
according to the Wod Mackenzie Study, where large fields,
at $50 a barrel, have a governnent take of 47 percent. He
reported that at $45, the governnent take is 45 percent
Wth increased prices the governnent take is |ess.

M. Zager warned of unintended consequences. He further
noted concerns about progressivity based on nom nal
dol l ars, not real nunbers.

In addition, he touched on TIE credits; he felt that it was
not fair to change the rules mdstream He found the
“corrosion | anguage” unworkabl e. He discussed | anguage
i ssues regarding “unschedul ed events” and he cited exanples
of unschedul ed events such as punps that eventually fail
and then are replaced. He suggested returning to the House
Resources version of the bill for “bad intent |anguage” and
“crimnal negligence” provisions.

He expounded on retroactivity: it is normal when tax |aw
changes.

He concluded that the industry provides the |argest source
of jobs for the private sector. He went on to say that it
is not only the nonetary value to the state that is at
st ake.

5:54:14 PM

Senator Gene Therriault, Representative Mrk Neuman, and
Representative Mke Kelly joined the neeting.

Co-Chair Steadman agreed with the tradeoff of the renpova
of the gross floor and inserting progressivity. M. Zager
agreed that it is not an equal tradeoff.

M. Zager noted that Norway has the highest tax rate in the
worl d and shoul d not be Al aska’s benchmark.
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5:56:18 PM

Senat or Dyson asked for nore information regarding trigger
points. M. Zager said that the value of the trigger point

will erode and he noted that costs in the oil industry
woul dn’t be tracking the Consuner Price |ndex. M. Zager
said that the cost of goods and services is calculated in
the net. He posed a scenario that when barrels are at

$120, the profits to the business get smaller at the $30
trigger point.

5:59:15 PM

PAT FOLEY, LAND AND EXTERNAL AFFAI RS MANACER, Pl ONEER

rem nded the commttee that many of the concerns that the
bi g conpani es have, the smaller conpani es al so have. He
noted the various projects that his conpany is involved in,
i ncludi ng invol verent with Anadarko. He noted that his
conpany has behaved as a nodel new investor. He outlined
concerns regarding the tipping of the tax scale. He
reiterated that the consultants said the raising of taxes
will not affect investnent. The industry says it wll.

M. Foley related that the | egislature has considered a tax
based on gross, not net. He stated opposition to that
i dea.

M. Foley reported that during the past winter, Pioneer had
over 650 enpl oyees on the Slope. He said there were

t housands of enpl oyees in Oooguruk. He thought the nessage
of those enpl oyees would be to please be careful not to

| eopardi ze j obs.

M. Foley noted that there is no progressivity feature in
ot her states in which Pioneer does business. The effect of
the progressivity feature is that the conmpany woul d prefer
to do busi ness el sewhere when prices are high because it
does not have that feature. He did note that Al aska has

t he advantage of having | arge amounts of oil. The

di sadvantage i s the anount needed for investnment. He noted
that Oooguruk is unique, as it is based on net profit share
| eases, and the governnent take is 80 percent or nore.

They have nade an appeal to the Governor and | egislature
regarding this concern. It is the understanding, as a
result, that the | ease paynents can be deducted fromthe
production taxes. He expressed appreciation to the
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Governor’s office and requested the conmttee to retain
this provision.

M. Foley reported that Pioneer spent $100 mllion during
t he wi ndow when transitional investnment credits could be
earned, and has spent roughly $200 mllion since the

i nception of PPT. They, in good faith, followed all the
provi sions. Under the current CS they could not use the

| ast two years of investnment. He noted that in the House
version, the conpany could enjoy the credits and he stated
support for that |anguage.

6:10: 32 PM

M. Fol ey asked the conmittee to adopt the | anguage
regarding the EIC, changing the 20 percent to 30 percent.
He further noted that the Senate bill describes all data
that must be given to the state and includes all derivative
wor k products. He asked that the EIC version fromthe
House be placed in the Senate version.

He di scussed splitting the credits, one half in one year
and one half in the next. Fromthe perspective of Pioneer,
it just reduces the credits. He requested that the credits
be available to be used in the same year.

The House version says it applies only to gas. 1In the
Senate version it applies to both oil and gas. M. Foley
interpreted this to nmean that the $12 mllion small conpany

exenption could be used only on the North Sl ope and woul d
not be allocated to also include an oil property in the
Cook Inlet. He voiced concerned with the change offsetting
profits.

M. Foley discussed the |oss carry forward percentage. He
noted that the Senate version matched the House version and
said that this was agreeable to Pioneer.

6:16: 59 PM

MARK HANLEY, MANAGER, PUBLI C AFFAI RS, ANADARKO- ALASKA,
outlined specific concerns.

6:18: 33 PM
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He said that many provisions in the bill are a tax

i ncrease, whether it is through credits, progressivity, or
TIE credits. He underlined that these provisions have an
i mpact on conpany costs and profits.

He went on to say Anadarko supports the | anguage in the
House Fi nance version giving the Cook Inlet tax rate to al
pl ayers and he noted that this provision is also in the
Senate Judiciary version. He explained that this provision
hel ps keep the tariffs down, which enables nore vol une and
| ower transportation costs.

He said that Anadarko does not support retroactivity.

He noted that the EIC | anguage that canme over fromthe
House was a consolidation of concerns and he encouraged the
commttee to adopt that |anguage.

Wth regards to penalties, he said if the intent is to
apply 10 percent or ten mllion, it’'s the | esser of the
two. This is a concern as the conpani es do not even have
the regulations in place. He further noted that the
effective date should be a year after the regulations are
adopt ed so conpani es can consider all costs.

He addressed the | ease cost issue and noted the various
concerns in the | anguage regardi ng al |l owabl e | ease costs.
He questioned the intent of Iimting costs to in state. He
noted that under EIC the state intends to get seismc data
and requires the conpanies to provide this. He noted a
concern that no one does seisnm c data calculations in

Al aska, so the cost incurred for that would not be

al | owabl e.

6: 30: 01 PM

M. Hanl ey went back to the question regardi ng which tax
scenario would be nore palatable. M. Hanley referenced a
chart he made noting the curve of the progressivity. The
range in which they are maki ng deci sions are nmade on an
average price, rather than the current actuals. An
increase in progressivity increases costs.

AT EASE: 6: 33: 50 PM
RECONVENE: 9:22:17 PM
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Co-Chair Hoffman MOVED to ADOPT Amendrment 1, |abeled 25-
GH0014\ R. 14, Chenowet h/Bul | ock, 11/14/07. He OBJECTED in
order to reference a handout entitled “lIncreases in Total
State Revenue under Various Production Tax Systens” which
i ndi cates changes to the rate. (Copy on File)

Co- Chair Hoffman explained that the anmendnent changes the
base tax rate from 22.5 percent to 25 percent and changes
the progressivity rate from .6 percent to .4 percent and
follows the House progressivity rate with the exception
that at the tail end it goes back up. At $90 it |evels out
at 1 percent with a 50 percent overall cap.

Co-Chair Hoffman pointed out that the brown line on the
chart represents the Senate Finance Commttee’ s version of
the tax system The green line is the new line depicting
Amendnent 1.

Co- Chair Hof fman w t hdrew his OBJECTI ON.

There bei ng NO OBJECTI ON, Anmendrment 1 was adopt ed.

9: 24: 36 PM

Co-Chair Hoffman MOVED to ADOPT Anendnent 2, |abeled 25-
GHOO14\ R 22, Luckhaupt/Bullock, 11/14/07, and OBJECTED for
di scussi on purposes. The anmendnment says that collection of
the progressive tax paynents is due on a nonthly basis
instead of on an annual basis. Co- Chair Hoffman renoved
hi s obj ection.

There bei ng NO OBJECTI ON, Anendnent 2 was adopt ed.

9:25:02 PM

Co-Chair Hoffman MOVED to ADOPT Amendnent 3, |abeled 25-
GHO014\ R 23, Cook/ Bul | ock, 11/ 14/ 07, and OBJECTED for
di scussi on purposes. On pages 38 and 39 of the bill there
was testinmony by the industry that there were serious
problenms with all of the work on PPT that gave definition
to expenditures. In the bill there was |anguage that
allowed the departnment to adopt those expenditures by
regulation. This anmendnent would renove that provision and
the status quo found in PPT would renain.
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Senat or Elton OBJECTED for a question. He wondered if the
anendnent reverts the provision to PPT and not to the
Governor’s original bill. Co-Chair Hoffrman deferred to M.
Di cki nson.

M. Dickinson explained the intent of the anendnent which
was in agreenment with the comments of Senator Elton.

Senat or Elton W THDREW hi s OBJECTI ON
Senat or Dyson OBJECTED.

AT EASE: 9:28: 09 PM
RECONVENE: 9:28:41 PM

Senator Dyson spoke to the OBJECTI ON. He requested that
the Adm nistration speak to the anmendnent.

Conmi ssioner Galvin addressed Amendnent 3. He stated that
it would underm ne a fundanental part of ACES, which is to
provide the state with the ability to determ ne what an
al l onwabl e expense is. The existing PPT states that if the
expense is directly related to exploration production and
is ordinary and necessary, it is deductible. Under ACES
one of the requirements was to have clear rules to
establish what is deductible. Amendnent 3 deletes that
provi si on. He stated that the Administration strongly
opposes Anmendnent 3.

Co- Chair Hof fman pointed out that the |egislature has spent
many hours addressing the concern and is proud of the work
done on this |egislation.

9:31: 36 PM

Senator Dyson MAINTAINED his OBJECTI ON. He pointed out
that the Administration has put together a teamto work on
this issue.

A roll call vote was taken on the notion.

I N FAVOR: Elton, Huggins, O son, Thomas, Hoffnman, Stedman
OPPOSED: Dyson

The MOTI ON PASSED (6-1).

There being NO further OBJECTI ON, Arendnment 3 was adopt ed.
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9:32:43 PM

Co-Chair Hoffman MOVED to ADOPT Anendnent 4, |abeled 25-
GHO014\ R 17, Kane/Bull ock, 11/14/07. He OBJECTED for the
purpose of an explanation. Co-Chair Hoffrman recalled a
reference to spending a percentage of the nobney saved with
progressivity on statew de energy needs of Alaskans to
assist with rising energy costs. That is the purpose of
Amendnent 4.

Senat or Dyson OBJECTED in order to hear testinony from the
Admi ni strati on.

Conmi ssioner Glvin comented that the Administration
recogni zes the need for excess revenue to be spent on
rising energy costs. He spoke in favor of the anmendnent.
Senat or Dyson W THDREW hi s OBJECTI ON.

There bei ng NO OBJECTI ON, Anmendnent 4 was adopt ed.

9:34:27 PM

Senator O son MOVED to ADOPT Anendnent 5, 25-Gh0014\R 15,
Kane/ Bul | ock, 11/14/07, and OBJECTED for further testinony.
He explained that the anmendnent changes the near field

explorer tax credit from 20 to 30 percent. He reported
that the Administration is in favor of the anendnent, as
are “people on the Arctic Slope”. He WTHDREW his
OBJECTI O\

There being NO OBJECTI ON, Anendnent 5 was adopt ed.

9: 35: 08 PM

Senator Oson MOWED to ADOPT Anmendnent 6, |abeled 25-
GHO014\ R 13, Cook/Bull ock, 11/14/07. He OBJECTED for
comment . He explained that the anendnment has to do wth

exploration information confidentiality and allows seismc
and geophysical information to be held in a confidential
manner, especially on private | ands. Private |and owners
on the North Slope have been pushing for this to happen.
Senator O son W THDREW hi s OBJECTI ON.

There bei ng NO OBJECTI ON, Anmendnment 6 was adopt ed.
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9:36: 09 PM

Co-Chair Hoffman MOVED to ADOPT Anmendnent 7, |abeled 25-
GHO014\ R 19, Chenowet h/ Bul |l ock, 11/ 14/07. He OBJECTED for
further explanation.

M. Dickinson explained that there are two places in the
bill that refer to credits - AS 43.55.023 and AS. 55.025.
Both have a list of “bad acts”. If costs arose from those
bad acts, they would not qualify for the credits. The
lists were different and the anendnent conforms that
| anguage.

AT EASE: 9:37:39 PM
RECONVENE: 9:39:14 PM

M. D ckinson noted that the first part of the anendnent,
on page 23, sets the costs for the .025 credits, the
exploration credits. On page 41, the sane standards are
set for allowable | ease expenditures.

Co- Chai r Hof f man W THDREW hi s OBJECTI ON\.

There bei ng NO OBJECTI ON, Anmendnent 7 was adopt ed.

9:40: 05 PM

Co-Chair Hoffman MOVED to ADOPT Amendnent 8, |abeled 25-
GH0014\ R 21, Cook, 11/14/07. Co-Chair Hoffman OBJECTED f or
di scussi on purposes.

M. Dickinson explained that the anendnent deals with AS
43.55.024(a) credits, which are small producer credits of
$12 million each, and new area devel opnent credits, “nmddle
earth”, which qualify for an additional $6 mllion. These
credits are non-transferrable and non-saleable and, as in
ACES, no credits are all owed against the floor.

Co- Chai r Hof f man W THDREW hi s OBJECTI O\.
There being NO further OBJECTI ON, Anendnent 8 was adopt ed.

9:41:46 PM

Co-Chair Hoffman MOVED to ADOPT Anendnent 9, |abeled 25-
GH0014\ R. 24, Cook/Bul |l ock, 11/14/07. He OBJECTED for the
pur pose of di scussion.
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M. Dickinson explained that the |anguage deleted in the
anendnent was not needed in the Governor’s proposal for a
fl oor. It renmoves the requirenment that credits nmove from
the legacy fields to fields |like Endicott, MIne Point, or
ot her North Sl ope fields.

Co-Chair Hoffman W THDREW his OBJECTI ON. There being NO
OBJECTI QN, Anendnent 9 was adopt ed.

9:43: 27 PM

Senator Elton MOVED to ADOPT Amendnent 10, |abeled 25-
GHO014\ R 8, Cook/Bull ock, 11/14/07, and OBJECTED in order
to provide a short explanation. Senator Elton inforned the
conmmttee that the anmendnent addresses an issue regarding
muni ci pal entities, which was not clear in the original

bill. It brings clarity to the liability for production
taxes of municipal entities that are producers of gas or
oil. Under the anendnent, and consistent with a Suprene
Court ruling, municipal entities are not liable for taxes
and surcharges, nor eligible for credits for production of
oil or gas used in house. Al so, under this amendnent,
muni ci pal entities are liable for taxes and eligible for
credits for production of oil and gas that is sold to

anot her party, just as any other producer woul d be.

Senator Elton reported that Anchorage has been working with
the Adm nistration on this matter. He termed the anmendnent
an “artful solution to the original bill.” Senator Elton
W THDREW hi s OBJECTI ON.

Co-Chair Stedman OBJECTED. Senator Dyson thanked Senator
Elton for bringing forward the change. He noted that it
was inmportant to his district.

Co- Chair Stedman MAI NTAI NED hi s OBJECTI ON.

Senat or Huggi ns request ed t esti nony from t he
Admi ni stration.

9: 45: 25 PM

Comm ssioner @Glvin explained that the original |anguage
excluded those entities that exenpt from the production tax
the production tax credit. He cited an exanple of an
entity that was selling sonme product under a contract that
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required it to nmke a production tax paynent. The
anmendnent will allow that entity to enjoy the credits.

Co-Chair Stedman W THDREW hi s OBJECTI ON t o Anendment 10.
There being NO further OBJECTI ON Anrendnent 10 was adopt ed.

9:46: 17 PM

Senator Elton MOVED to ADOPT Anendnent 11, | abeled 25-
GHO014\R. 6, M schel /Bul |l ock, 11/13/07, and then OBJECTED in

order to provide a short explanation. He expl ai ned that
t he anendnent deals with the issue of exenpt auditors. The
bill provides for four exenpt auditors in the Departnent of

Revenue and two exenpt audit masters in the Departnment of
Natural Resources. The issue has always been what happens
to this very special group. The anmendnent sunsets the six
exenpt auditors and provides an opportunity to nmke a
deci si on on Decenber 31, 2011, on the best approach for the

st at e. He pointed out that this is not the only audit
provision in the bill. There is also a provision that
provides for contract auditors. He suggested that the

Depart ment of Revenue testify in response to Anendnent 11.
Senat or Elton W THDREW hi s OBJECTI ON.

Comm ssioner Galvin objected strongly to Amendnment 11. He
stated that the purpose of creating the exenpt positions is
to allow the departnment to attract highly experienced
audi t ors. He predicted that it would be difficult to
provide incentive to attract auditors if the position is
for only three years. He enphasized that Anendnent 11
would undermine the whole purpose for having exenpt
positions. He stated that requesting only a few exenpt
positions was al ready a conprom se.

9:49:29 PM

Senator Elton voiced appreciation for those concerns. He
suggested that <creating a new job <class would nake
recruitnment easier.

Senat or Dyson OBJECTED. He thought that the auditor
positions would be very high level positions and would not
need protection. He reflected on the Admnistration's

strong need for highly qualified auditors and his
wi | lingness to acconmmopdate the Adm nistration’s request.
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Aroll call vote was taken on the noti on.

IN FAVOR: Elton, Stedman, d son, Thomas, Hoffman, Huggi ns
OPPOSED: Dyson

The MOTI ON PASSED (6-1).
There being NO further OBJECTI ON, Amendnent 11 was adopt ed.

9:51: 26 PM

Co-Chair Hoffman MOVED to ADOPT Anendnent 12, | abeled 25-
GHO014\ R 18, Bull ock, 11/14/07. He OBJECTED for conment.

M. Dickinson explained the technical changes. The first
change on page 15, lines 4 and 8, renoves a superfluous
reference to the tax on private |easehold interests. The
second change on page 34, following line 17, is new
| anguage, which 1is an addition to the whistleblower
| anguage, and was adopted on the House fl oor. It further
clarifies what conprises a whistleblower situation.

M. Dickinson explained the third change found on pages 47—

50 of the bill. It deals with the conplications of making
the changes to AS 43.55.165.(e)(19) related to unschedul ed
i nterruptions. Those itens which cannot be included in

costs are being nade retroactive to the passage of PPT.
Most of the language is in the uncodified section of the
| aw making sure that when the changes becone retroactive,
t he taxpayer is able to catch up.

9:54:29 PM

Co- Chai r Hof f man W THDREW hi s OBJECTI ON.

There being NO further OBJECTI ON, Amendnent 12 was adopt ed.

Co-Chair Hoffman MOVED to REPORT SCS CSHB 2001 (FIN), as
anended, out of commttee with individual recomendations
and updated fiscal notes.

Co-Chair Stedman comented on the hard work done by the

Senate Finance Conmmittee. He thanked the commttee and
staff for all their hard work.
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Senat or Dyson voiced his appreciation of the work done on
the bill.

SCS CSHB 2001 (FIN) was reported out of conmittee with a
“no recommendation” and with zero fiscal note 1 by the
Department of Admnistration, new fiscal note 9 by the
Depart ment of Revenue, new fiscal note 10 by the Departnent
of Revenue, and new fiscal note 11 by the Departnent of
Nat ural Resources.

ADJ OURNVENT

The neeting was adjourned at 9:56 P.M
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