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DAN E. DI CKI NSON, CPA

Consultant to the Legislative Budget and Audit Conmittee

Anchor age, Al aska

PCSI TI ON STATEMENT: During the hearing on HB 308, explained the
changes made by Version P, the proposed comm ttee substitute.

ACTI ON NARRATI VE
1: 05: 21 PM

COCHAIR CRAIG NEUVAN called the House Resources Standing
Commttee neeting to order at 1:05 p.m Represent ati ves
Guttenberg, Edgnon, dson, WIson, Johnson, and Neunan were
present at the call to order. Representatives Seaton, Kawasaki
and Tuck arrived as the nmeeting was in progress.

HB 308-O L AND GAS PRCDUCTI ON TAX

[ Cont ai ns di scussi on of HB 337]
1: 05: 43 PM

CO CHAIR NEUMAN announced that the only order of business is
HOUSE BILL NO 308, "An Act relating to the tax rate applicable
to the production of oil and gas; relating to credits against
the oil and gas production tax; and relating to the period in
which oil and gas production taxes may be assessed.” [ Bef ore
the commttee was HB 308, Version 26-LS1328\E, Bullock, 2/5/10.]

REPRESENTATI VE OLSON noved to adopt the new proposed committee
substitute (CS) for HB 308, Version 26-LS1328\P, Bullock
3/17/ 10, as a work draft.

REPRESENTATI VE SEATON obj ect ed for di scussion purposes.

1: 07: 00 PM
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CO- CHAIR JOHNSON requested M. Dan Dickinson to explain the
changes made by Version P

DAN E. DI CKINSON, CPA, Consultant to the Legislative Budget and
Audit Commttee, noted he is a self-enployed certified public
accountant doing some work for the Legislative Budget and Audit
Conmittee, and HB 308 is part of that work. He began with a
summary of the eight changes and provisions proposed under
Version P [slide 3]. The first change is to the progressivity
provi si on. Version P would |eave the rate the sane but change
the base [the previous proposed commttee substitute, Version E,
woul d have changed the rate]. In response to Co-Chair Neunman

he described base and rate by providing an exanple using sales
t ax: the goods being sold are the base and a 3 percent sales
tax is the rate. However, progressivity is nore conplicated
because different rates apply to different anounts. He used an
income tax exanple to explain progressivity: one tax rate
applies to inconme between $0 and $15,000, another tax rate
applies to the incone between $15, 000 and $20, 000, and another
tax rate applies to i ncone between $20,000 and $25, 000.

1:10: 10 PM

MR. DI CKINSON said the second change is to the interest rate
provision. Version P would set the interest rate charged by the
state for delinquent tax to be the federal funds rate plus 3
percent wth no ceiling [Version E proposed the federal funds
rate plus 2 percent with a ceiling]. The third change is to the
provision that no interest is due on [additional tax owed as a
result of inplenenting] retroactive regulations; Version P
adopts the governor's version of this provision [HB 337, SB 271]
with a few m nor changes.

MR. DI CKINSON said the fourth change is a new provision made by
Version P that would allow credits to be applied imrediately
rather than over two years as required by current statute under
the Alaska's Cear and Equitable Share (ACES) | egislation. The
fifth change is to the 30 percent credit provision for well work
in which one definition from Version E is reworded slightly.
The sixth provision is restoration of the three-year statute of
[imtations which remains the sane as Version E. The seventh
change is a new provision that would renove the requirenent for

mat chi ng spend when a conpany wants to sell its credits to the
state. He said this provision is also proposed in the
governor's bill. The eighth change is that the tax rate tied to

resident hire, as proposed in Version E, has been renoved.
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1:12: 06 PM

CO- CHAIR NEUMAN noted that Co-Chair Johnson's goal as the
sponsor of HB 308 is to work with the admnistration in regard
to simlar legislation proposed by the governor [HB 337]. He
said Version P incorporates the positive aspects of both the
bills to create jobs.

MR. DICKINSON pointed out that four of the major issues
addressed in Version P are also addressed in the governor's

bill, although treatnment of the issues in the two bills may not
be identical. Those four issues are: interest would not be due
on retroactive regulations prior to their inplenmentation

credits would be spread over one year, there would be a distinct
credit for well work, and no matching spend would be required in
order for the state to purchase credits.

REPRESENTATI VE SEATON renoved his objection. There being no
further objection, Version P was before the commttee.

1:13: 57 PM

COCHAIR JOHNSON, in response to Representative P. WIson,
stated that the renoval in Version P of a tax rate tied to
resident hire does not dimnish his desire to encourage resident
hire. He had anticipated five mnutes of discussion on that
i ssue, but instead it took two days. The real issue of HB 308
is to build a structure that allows people to invest and spur
devel opnment and he does not want to cause a sidetrack from that
because the bill would still create jobs, just maybe not for
Al askans as he had hoped.

1: 15: 39 PM

MR. DI CKI NSON commenced his presentation, addressing the topic
of progressivity [slide 5]. He said that wunder the federal
personal income tax rules each bracket represents an anount of
incone that is taxed at a different rate, but the state's
current production tax |aw does not have this feature. Rat her,
the sane tax rate is applied to the net value of every single
barrel of oil. The current base rate is 25 percent and is
al ways there; progressivity then adds an additional 0 to 50
percent up to a maxi mum production tax of 75 percent, and this
then applies to every bit of value generated on every barrel.

1:17: 03 PM
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MR. DICKINSON explained that Version P would create two

production tax brackets [slide 6]. The first bracket would be
the base tax rate of 25 percent on the value of each barrel up
to $30 per barrel. Once above $30 per barrel, the second

bracket would be the 25 percent base rate plus progressivity.
He noted that $30 per barrel has always been used to trigger the
progressivity cal cul ati on.

MR. DI CKI NSON conpared progressivity under current |law and as
proposed by HB 308, versions P and E [slide 7; note: Version "S'

on the slide is a typographical error, it should read Version
"P]. Under current law, the tax rate is established by taking
the value per barrel, subtracting $30, and then adding 0.4
percent for every dollar that is left. For exanple, for $10 of

additional production tax value above $30, an additional 4
percent in progressivity is added to the 25 percent base, for a
total tax of 29 percent that is applied to every barrel.
Version P would maintain the current 0.4 percent progressivity
rate, but the base would be the sane as the nunber used to
calculate the rate. Thus, the base would be production tax
value less $30 per barrel, and the progressivity would be
applied only to the net value above $30. Version E woul d have
taken the production tax value per barrel, subtracted $30, and
then added 0.2 percent for every dollar left [which would then
be added to the 25 percent base].

1: 19: 53 PM

MR. DICKINSON, in response to Representative Kawasaki, said the
progressivity provision is under sections 5 and 6 of Version P

CO CHAIR JOHNSON added that this is the sanme way the federa
incone tax is based. A certain tax rate is applied to the first
anount of income and anything above that incone anmount is taxed
at a different rate; the total amount of inconme is not taxed at
t he hi gher rate.

MR. DICKINSON, in response to Co-Chair Neuman, said the net
value is determned by subtracting all of the downstream costs
of transportation and all of the upstream costs of producing the
oil and gas. The idea behind the current tax is that all the
costs are subtracted and what is left is the net val ue.

1:22: 17 PM
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MR. DI CKINSON conpared the state's current progressivity tax
system [AS 43.55.011(g)] to the federal income tax system to
show the difference in tax that would be paid. Assum ng a 25
percent tax rate, under both systens the total amount of tax
paid on a net value income of $27, $28, $29, or $30 per barrel
woul d be the sane [slides 8-11]. At a net value incone of $31,
$32, $33, $34, or $35 per barrel, nore tax would be paid only on
the armount above the $30 under the federal income tax system
but under the state's progressivity system nore tax woul d be on
all of the $31, $32, $33, $34, or $35 of incone [slides 12-16].

1:24: 27 PM

MR. DICKINSON, in response to Co-Chair Neuman, explained that
nost states with income tax, as well as the federal corporate

and personal incone taxes, use a progressivity nmeasure. For
exanple, sales taxes typically have a different rate for food
and clothing than for |[|uxuries. Most states have one or two

different rates, but Alaska's corporate incone tax has nine
different brackets between $0 and $100, 000 and everythi ng above
$100,000 is at one rate. In further response, he explained that
his exanples on slides 8-16 are focused on only one piece of
Al aska's production tax. Royal ties, property taxes, the base
rate of the production tax, and the floor of the production tax
are all regressive. The incone tax is mldly progressive.
Overall, Alaska's system renmins a regressive system However,
in situations of very high prices, such as $130 per barrel, the
progressivity piece so domnates the state take that the system
is actually progressive.

1: 26: 59 PM

MR. DICKINSON, in response to Representative Kawasaki, said the
i ncone shown on slides 8-16 is increasing; it is depicted in
yell ow and increases fromthe bottomto the top of the graphic.
This incone increases less fast than the whole. Under the
state's progressivity system (right graph), as the per barrel
net value increases, the incone increases very slowy relative
to the increase in the tax; whereas, under the federal incone
tax progressivity system (left graph), the tax increases |ess
slowy so the incone increases nore.

1:28:03 PM
MR. DICKINSON, in response to Representative Tuck, said the

rel ati onship between inconme and tax is 75 percent incone and 25
percent tax [slides 8-11] wuntil the bracket trigger [of nore
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than $30 net value per barrel] is reached. |In further response,
he agreed that on slide 16 the ratio between incone and tax is
nearly 50:50 [for the depicted net value of $35 per barrel]. He
clarified, however, that the graphics are not representative of
either the actual federal incone tax rate or State of Al aska
progressivity under AS 43.55.011(g). The graphics are sinply to
illustrate the point of how progressivity noves.

1: 29: 55 PM

MR. DI CKI NSON resuned his presentation, noting that the chart on
slide 17 is from the Departnent of Revenue and depicts the
nom nal and marginal tax rates under current |aw. The graph
shows that when the progressivity trigger is hit, there is a
very rapid change in the nmarginal rate because each percentage
that is added is applied to a very |arge base.

MR. DICKINSON said slide 18 depicts what would happen under
Version P, which would change the state's current system to a
bracketed system Under Version P, the nomnal rate is a little
bit lower and rises less quickly, and there is not a sudden |eap
in the marginal rate when progressivity is triggered [slide 19].
Instead, as the tax rate increases, the marginal rate also
i ncreases.

1: 31: 25 PM

MR DI CKI NSON, in response to Representative P. W son
explained that the red line on slide 18 is the nomnal rate
under current [ACES] | aw. For exanple, at a net value of $100
per barrel, the tax rate would be roughly 42 percent. \en the
val ue goes from $100 to $101, nore of that dollar is consunmed by
tax so the marginal tax rate on that additional dollar is nore
i ke 70 percent because of how progressivity works.

CO- CHAIR NEUMAN understood the marginal rate to increase
proportionately at a rmuch hi gher nunmber than the nom nal rate.

MR. DI CKI NSON agreed, saying one reason it is higher is because
as soon as the progressivity threshold is reached under the
current law there is an imediate bunp-up in the marginal rate
This bunp-up is because every dollar then imediately has this
new rate applied to it.

1: 33: 20 PM
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MR. DICKINSON, in response to nore questions from Representative
P. Wlson, said that to calculate the tax rate, every dollar of
additional value that is taxed creates also a higher rate.
Under current law, the rate and the base both increase after $30
net value is reached. Wen there is no progressivity, the
nomnal rate is 25 percent and it always applies. Once
progressivity is hit, the progressivity fornula determ nes what
is added to the 25 percent base rate, so the tax rate goes up;
t hus, nom nal neans the actual rate. Marginal neans how nuch of
each additional dollar earned goes to the tax collector.

1: 35: 30 PM

MR, DICKINSON, in response to several questions from Co-Chair
Neurman, said the progressivity rate is 0.4 percent for every
additional dollar. The red Iine [ACES nominal rate] on slide 18
is where the 0.4 percent is seen for each additional dollar; as
each dollar 1is increased along the X axis, the tax rate
increases by 0.4 percent. The green |line [ACES marginal rate]
increases much nore quickly [than the ACES nom nal tax rate]
because what it is being applied against is also getting |arger.

REPRESENTATI VE SEATON interjected that the [ACES narginal rate]
could also be thought of as the windfall profit tax. It is a
wi ndfall profit tax because progressivity is triggered when the
net value is above the area where the base tax applies. He said
wi ndfall profit is the term that was used during deliberations
on ACES, and it seens to him that conversations during these
del i berations are being ignored.

MR. DI CKINSON responded that wunder the Departnent of Revenue
assunption for slide 18, there is a $26 cost per barrel that is
not visible in the diagram Therefore, everything depicted on

the diagram is profit. VWhether it is wndfall or not can be
debated, but there is no tax unless there is a profit. When
deciding whether to nmake an investnent that wll generate an
extra dollar, the decision maker considers who will receive that

extra dollar. Thus, soneone thinking about an investnent thinks
about the marginal rate, not the average rate, and that is why
the [ACES narginal rate] is inmportant to | ook at.

1:38: 00 PM
REPRESENTATI VE SEATON noted the graph depicts marketpl ace prices
above the $30 per barrel profit at which progressivity kicks in.

He cautioned that the graph not be confused with the decision
point on whether to drill a well which is based on production
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and anticipated hurdle rates and antici pated revenues. At sone
point in tinme a decision maker will look at anticipated profit
and that is when discussion about what happens above the $30
profit trigger will occur.

CO- CHAIR NEUMAN said a conpany |ooks at how fast its netback
will be because it nust have fluid capital for reinvestnent, and
that is what HB 308 is about.

MR DICKINSON replied tax is one of the things taken into
consideration when a conpany perfornms calculations to decide
whether to invest. The [ACES marginal tax] is what will be used

in that calculation. He said he does not think many investors
will ignore the tax when meking the calculation, and while tax
will not be the only thing that is considered it is clearly

sonmething that is part of the cal culation
1:41:15 PM

REPRESENTATI VE GUTTENBERG inquired whether there is a graph
showi ng total government take when operating along this |ine.

MR. DI CKINSON answered he had such a graph in his previous
presentations, but for today's presentation he only has slides
about production tax.

CO CHAI R NEUMAN urged nenbers to |look at charts in the conmmttee
packet provided by Representative Seaton conparing estimated
production taxes.

REPRESENTATI VE GUTTENBERG asked whether the total governnment
take rises as nmuch as the graph shows [slide 18] or is capped;
i.e., does the state take cone out of the federal take or does
it all rise together.

MR. DI CKI NSON responded both effects are there. For inconme tax
there is sinply some switch between state take and federal take.
However, property tax is fixed, so as the value per barrel of
oil increases the percentage going to property tax decreases.
Thus, graphs showing total governnent take have curves that
slope up as the marginal rate increases, but the variation is
general ly between 65 and 55 percent.

1:43: 20 PM
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REPRESENTATI VE TUCK surm sed the green line representing the
ACES marginal tax [slide 18] is not how nuch in a dollar is
i nvested, but rather how nuch an additional dollar is made.

MR. DI CKINSON replied correct.

MR. DICKINSON, in response to Representative P. WIlson, said the
red line depicted on slide 18 is the nom nal rate under current
[ ACES] | aw. The purple line represents the new nomnal rate
that would go into effect if Version P becane | aw.

MR. DICKINSON, in response to Representative Tuck, explained
that Version P would create a bracketed system like that for
personal [federal] incone tax. He confirnmed that the graph on
slide 18 can be used as a conparison between current |aw and
Version P

1:45: 47 PM

MR. DI CKINSON returned to his presentation, noting that slide 20
depicts the nmechanics of why there is a very large increase as
the net value noves from $30 to $31. At $30, the base tax rate
is 25 percent under both [Version P's proposed bracket
met hodol ogy and current ACES net hodol ogy]. At $31, the
progressivity tax is triggered - wunder Version P s bracket
net hodol ogy the 25.4 percent tax would apply only to the
additional $1, the other $30 would remain at 25 percent; under
current ACES nethodology the 25.4 percent applies to the
additional $1 as well as to the other $30, which generates 12
cents nore in tax. This 12 cents junps the effective tax rate
[on that $1] by 12 percent, from 25 percent to 37 percent.

1: 48: 05 PM

CO- CHAIR NEUMAN, in regard to this trenendous increase for just
one nore dollar, inquired whether this sanme rate follows through
for net values of $32 or $34.

MR. DI CKINSON pointed out that the initial bunp in the green
line [ACES nmarginal tax] on slide 19 is the junp from 25 to 37
per cent . After that initial bunp, the marginal rate increases,
al though it does not continue at that sl ope. The marginal rate
al so increases nore rapidly than the nom nal rate, but nobst of
t he change occurs because of the junp in the base.

MR. DICKINSON, in response to Representative Tuck regarding
slide 20, confirmed that " per sonal f eder al i ncome tax
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progressivity" is the sane as what is proposed by Version P, and
["AS 43.55.011(g) Progressivity"] is the sane as current |aw
under ACES.

VR. DI CKI NSON, in response to Representative Cuttenberg,
clarified that because the junp from 25 percent to 25.4 percent
is on $31, the effective rate on that $1 is 37 percent. He
further confirnmed that for each subsequent dollar there is a

j unp.
1: 50: 30 PM

REPRESENTATI VE SEATON surmised the state is taxing on the
nom nal rate, not the marginal rate, and that M. D ckinson is
extracting the marginal rate to explain the effect of the tax on
that portion of dollars above the $30 profit per barrel.

MR. DI CKI NSON answered correct, the state uses the nom nal rate,
but that does not nmake the marginal rate any less real. A
conpany calculates its taxes with the nomnal rate, but the
margi nal rate tells what is really happening.

MR. DICKINSON, in response to Co-Chair Neuman, reiterated that
the nomnal rate is what a conpany needs for calculating its
tax, but the marginal rate tells a conpany what is really going
on with any additional investnent or cash inflow when it tries
to figure out what will happen if it adds an additional dollar.

REPRESENTATI VE SEATON said that happens wth an additional
increase in price, not an additional investnent, so it is not an

i nvest nment . That cal culation can be nade, but it does not tie
into a conpany's investnment, it wmy tie into investnent
strategy. Looking at the marginal on what a dollar earns is

totally based on the differential between the Al aska North Sl ope
(ANS) West Coast (WC) price and a conpany's expenses in that
nonth's tinme. Therefore, it is a price variable, not an
exploration or production variable, so it is inportant to not
get these things confused.

1:52: 39 PM

CO CHAIR JOHNSON said he does not think there is any confusion
at all because he thinks the marginal tax rate does influence

investnment, so they correlate. Testinmony was recently heard
that the ability to get a return on investnent is what triggers
a conpany's investnent decisions. This is precisely what the

conpani es were tal king about regarding return on investnent.
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REPRESENTATI VE GUTTENBERG surm sed that even if a conpany does

not hing, profits will be made because the price of oil is going
up regardl ess of what a conpany does; therefore, a conpany nay
not do anything until it can take better credits off its noney.

MR. DI CKI NSON responded that, clearly, taxes are thought about,
along with a forward-|ooking price forecast. He cited Ronald
Reagan who, during a tinme of very high increnental and margina
tax rates, said it was better to nmake four novies rather than
five because taxes nmade the fifth novie not worth doing. Thus,
deci sions are nade based on the nmarginal tax rates.

1:54: 42 PM

CO-CHAIR NEUMAN interjected that taxes can get to the point
where netback on the profits is not there, and in essence that

is what progressivity is. A conpany nmaking noney in Alaska is
not a bad thing because then the conmpany will continue to invest
nore in Al aska. Wen taxes get too high, it wll affect how

much noney a conmpany wants to continue to invest in Al aska.

MR. DICKINSON reiterated that clearly taxes are part of the
decision and clearly they are not the only part of the deci sion.

1:55:32 PM

MR DI CKI NSON  conmmenced his presentation, descri bing what
happens in production tax as the destination value increases
[slides 21-23]. He said the figures in these slides are based
on the assunption that the destination value is $26 higher than
the production tax value per barrel of oil. The slides conpare
current tax law with the tax proposed by Version P. As the
destination value increases, the anount of tax paid under
Version P would be less than that paid under current |aw because
the Version P tax rate would remain at the 25 percent base rate
when destination values are [between $26 and $56] (the red
triangle at the bottomleft of the graph).

MR. DICKINSON, in response to Representative Seaton, said that
at a destination value of $156 per barrel, the production tax
woul d be roughly $10 |ess per barrel under Version P than under
current | aw.

1:57:13 PM
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MR. DI CKI NSON conpared current law, Version P, and the previous
commttee substitute [Version E], which posed to halve the
current progressivity rate [slide 22]. At destination values
above $90 per barrel, Version P would generate nore
progressivity than would Version E

MR. DICKINSON, in response to Representative Tuck regarding
slides 21-23, explained that destination values of $0-$26 per
barrel are the anobunts where a conpany is recovering its costs.
Destination values of $26-$56 (the red triangle) are within the
thirty-dollar bracket and above $56 is when progressivity
appl i es. Therefore, progressivity would apply to everything in
the blue line [current law]; but in the purple line [Version P],
progressivity would apply only to the anount above the thirty-
dol | ar bracket [above the destination value of $56]. In further
response, he clarified that for Version P the 25 percent rate is
all that would apply to destination values of $56 or |ess.

MR. DICKINSON, in response to Co-Chair Neuman, explained that
"PTV' is the production tax value, which is what is taxable
after subtracting all costs. The Departnent of Revenue used $26
for these costs, so he inported that figure into these graphs.

VR. DI CKI NSON, in response to Representative P. WIson
confirmed the turquoise line on slide 22 represents [Version E].

1: 59: 28 PM

MR. DI CKINSON explained the black line on slide 23 represents
the base tax rate of 25 percent, and depicts the anmount of
production tax that would be paid per barrel at each destination
value if there was no progressivity. It can therefore be seen
how much tax is generated from progressivity. At a destination
val ue of $136, Version P would renove about one-quarter to one-
third of the progressivity. At destination values around $90
Version P would halve the progressivity, but the anount of
progressivity being halved is rmuch snaller.

REPRESENTATI VE SEATON, in regard to the destination value of
$136, stated that under a 25 percent base rate the tax would be
about $30 and under current law the tax would be about $60.
Thus, at $136, the total production tax of $60 under current |aw
woul d be about 50 percent [of the destination value], which
means the conpani es woul d be retaining about 50 percent.

MR. DI CKI NSON agreed that is correct, roughly speaking.
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2:01:16 PM

MR. DI CKI NSON reviewed slide 24 which depicts the progressivity
that would be generated over a tine period of one year in which
the oil price increases by $10 each nonth. At $50 [in
destination value] no progressivity would be generated under
either current |aw or Version P because of the $26 in production
costs and the $30 at which there is no progressivity. As the
destination value rises, the increase in progressivity is nore
under current |aw than Version P. For exanple, at a destination
val ue of $140, Version P would bring in about $420 million per
nmonth in progressivity, whereas the current law would bring in
about $600 m | li on.

REPRESENTATI VE P. W LSON surm sed that as price goes up, Version
P woul d al |l ow producers to keep nore noney [than current |aw].

MR. DI CKINSON replied correct.

2:03: 02 PM

MR. DI CKINSON, in response to Co-Chair Neuman, stated there are
five bites at the apple that a producer mnust worry about:

federal tax, and State of Alaska property tax, production tax,
income tax, and royalties, given 99 percent of the production in

Al aska is on state |and. The revenue generated per barrel is
primarily fromthe state inconme tax and state production tax and
not so nmuch the property tax. In further response, he confirmnmed

that slide 24 shows neither the total tax nor the 25 percent
base production tax; it only shows the progressivity.

2:04: 00 PM

REPRESENTATI VE SEATON noted that a third of the tax difference
between Version P and current |law would be taxed by federal
income tax anyway. So, under Version P, a producer would pay a
little over one-third of that difference to the federa
government instead of the State of Al aska.

MR. DICKINSON answered that is correct because this would be
fully deductible for federal taxes.

REPRESENTATIVE P. WLSON inquired what difference it makes to
the conpany as to who it is paying the tax to.

MR. DI CKI NSON responded probably not nuch, but every dollar that
is deductible only has a 35 percent effect on inconme tax.
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Changi ng state taxes by $1 woul d change federal incone tax by 30
cents; so, net, a conmpany would still be 65 cents ahead.

2:05: 08 PM

REPRESENTATI VE P. WLSON, given that producers would be | ooking
at overall taxes and not just Al aska taxes, asked what the
difference would be if Alaska lowered its taxes and the federa
government then took it anyway.

MR. DI CKINSON pointed out that of the eight |argest producing
states, the conbined federal and State of Alaska tax is nuch,
much higher at current price levels than it is in any of the
next seven. Further, the @ulf of Mexico has no state taxes so
only federal taxes apply. Thus, when nmking a decision, one
pi ece of a conpany's thinking is that in Alaska it would keep 35
percent of the noney but in the Gulf of Mexico it would keep 65
per cent .

2: 06: 58 PM

CO- CHAIR NEUWAN inquired whether Al aska's taxes are simlar to
those of Alberta, Canada, before Alberta' s taxes were changed a
year or two ago.

MR. DICKINSON replied that in 2007, Alberta instituted a much
hi gher royalty wunder a docunent called "Qur Fair Share".
Royalty in Alberta is like tax in Al aska, and Al berta also has a
property tax and an incone tax. This increase resulted in much
push-back by industry, and last week Alberta announced that
starting in 2011 it wll roll back the rates to |ower than they
were in 2007. The limt of no nore than 5 percent in the first
year of a well's existence will stay.

2:08: 53 PM

CO-CHAIR NEUMAN related that Alberta had a trenmendous |o0ss in
revenue, which forced the roll back to create nobre investnent.

MR. DI CKI NSON agreed, saying the statenents made by the Al berta

government |ast week were focused on attracting industry
i nvest ment because investnment had fallen off or not increased in
sonme areas to the degree that had been hoped. In further

response, he said an inportant distinction between Al berta and
Al aska is that Alberta is nuch nore heavily invested in gas than
is Alaska. The gas price has fallen by several hundred percent
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fromits high point and gas probably accounts for the majority
of Alberta's royalties.

2:10:44 PM

REPRESENTATI VE GUTTENBERG understood that the [marginal rate]
from progressivity is 37 percent on the dollar over $30. He
asked what happens to the investnent dollar, such as what
credits are received for that investnent dollar.

MR. DI CKI NSON answered this is accounting for any dollar change.
So, if a conpany did not invest and therefore generate an extra
dollar of free cash flow, this would have the sane effect and
that is the whole reason it is structured the way it is. That
is to say, the state is going to pick up a significant portion
of a conpany's investnents because every tine an investnent is
made it is deductible, and in Al aska even capital expenses are
deducti ble costs and | ower the production tax value (PTV), which
is the value that is taxed. By deliberately choosing the high
point of the marginal rate, it can be shown that the state is
pi cking up over 90 cents of every dollar invested and taking
over 90 cents of every additional dollar being earned, although
t hat probl em does not happen very often.

2:12: 15 PM

REPRESENTATI VE GUTTENBERG surnised that in sone ways the higher
the rate, the nore a conpany gets back on its investnent dollar.

MR. DI CKINSON responded that the investnent dollar has an

i medi ate value from the state. When making an investnent, a
conpany is looking for long-term return. If less is spent
initially, then the rate of return mght |ook better, but
ultimately a conpany is looking at the return that wll be
received in future years. So, just looking at the dollars, an
investor would like to invest at a point at which the marginal
rate is very high and then collect it all Ilater when the

margi nal rate is | ower.
2:13:11 PM

REPRESENTATI VE GUTTENBERG inquired how that affects the tota
lifting cost.

MR. DICKINSON replied there are two ways an investor can think

about those taxes. When the marginal rates are very high, an
investor is witing a nuch |larger check. Wen the marginal rate
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is really high, a drilling manager is not thinking that the
government is paying for nost of what he or she is doing because
actual out-of-pocket costs remain relatively constant and what
is changing is the anbunt of tax that a conpany pays on that.

REPRESENTATI VE GUTTENBERG argued the drilling rmanager is not
doing that because an accountant is doing that. He said
| egi sl ators have heard repeatedly that the nost inportant thing
is stability. The nost stable location shown to |egislators by
industry was a place where the governnent take was sonething
i ke 95 percent and had not changed in 30 years. There are lots
of things in play and legislators are trying to balance all
those things against what is in the state's best interest.

REPRESENTATIVE P. WLSON commented that in locations like the
af orenenti oned there are no environnental rules so the conpanies
have much |l ower costs than in the U S

2:15: 21 PM

MR. DICKINSON returned to his presentation and addressed the
proposed interest rate provision for delinquent taxes [slide
26] . Version P would do away with a floor [and ceiling] and
woul d charge the federal funds rate plus 3 percent, which is the
same general interest rate that a corporation would pay for
under paynment of tax under the Internal Revenue Service system
In response to Co-Chair Neunan, he said slide 26 incorrectly
states Version S instead of Version P

CO CHAIR JOHNSON explained this interest rate is being proposed
because a taxpayer that is delinquent on taxes through no fault
of its own should not be punished. However, an intentional
m st ake woul d be another set of circunstances. In response to
Co- Chair Neuman, he confirmed that it is the conm ssioners in
the admi nistration who nmake the initial assessnent as to whether
an under paynent is intentional

2:17:58 PM

MR. DI CKINSON related that under current law the interest rate
on delinquent taxes is 11 percent, although the rate did go
slightly above that for a short period (red line on slide 27).
The federal funds rate is currently at a historic low of 0.5
percent (dark Dblue line). Under Version P, the interest rate
woul d be the federal funds rate that is announced each quarter
plus 3 percent; thus, the current rate under Version P would be
3.5 percent (turquoise line).
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REPRESENTATI VE TUCK, in regard to Co-Chair Johnson's previous
statenent, said he can see how soneone would intentionally hang
on to noney knowing a good rate of return would be received on
t hat noney through investnments or even deposits.

CO CHAIR JOHNSON responded that is why the ceiling on the
interest rate was renoved. Should the interest rate go up in
the future, he did not want the state to be stuck wth a
ceiling. Additionally, Version P would nmake the rate consistent
wi th what the federal governnent charges for use of its noney.

2:19: 33 PM

MR. DI CKI NSON di scussed the proposed provision for interest from
retroactive regulations [slide 28]. Version E would not have
considered tax paynents owed as a result of retroactive
regul ations to be delinquent. Version P adopts the nore conpl ex
scheme proposed under the governor's bill, which is that the

Departnent of Revenue (DOR) is required to waive the interest
between the tinme of production and inplenentation of the

regulation if an wunderpaynent arises. However there is one
di fference between the governor's bill and Version P: under the
governor's bill, DOR is required to make a finding that the

producer acted in good faith; Version P provides that no
interest is due if DOR does not find that the producer failed to
make a good faith estimate.

2:21: 03 PM

REPRESENTATI VE SEATON asked whether that puts the onus on DOR to
come up with a legal denonstration that the taxpayer acted in
bad faith

MR. DI CKINSON replied he does not think it is a question of bad
faith. Rather, if DOR finds sonething that appears not to be in
good faith, then it can require interest. He said it is unclear
to him where the burden of proof would be, but Version P takes
away the affirmative requirenment that DOR determ ne good faith
bef orehand in every case.

REPRESENTATI VE SEATON said he thinks it would be advisable to
obtain a legal opinion as to whether that change nakes a shift
of burden to the departnent to prove sonething.

2:22:25 PM
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REPRESENTATI VE SEATON noted that slide 26 states the proposed
interest rate would apply to alnbost all taxes, but the
di scussion has been about only one tax. He inquired what the
implications would be across all the other departnents fromthis
proposed change in general |aw and asked which taxes this change
woul d apply to.

MR. DI CKI NSON answered he believes this change would not apply
to the property tax, the insurance tax, and a third tax which he
cannot remenber at the nonent.

REPRESENTATI VE SEATON said this does not tell nenbers what the
econonmc effect is to the state given that all of these other
t axes woul d be covered by this bill.

MR. DI CKI NSON responded he has not done a fiscal note on this
provision, but the vast mgjority of the taxes that would be
affected, in terns of dollars, are the production tax and the
income tax. Al the other taxes together would constitute only
2-3 percent of the total tax burden conpared to those two.

MR. DI CKINSON, in response to Co-Chair Neuman, said he does not
know of any nodels that are being built to |look at the incidence
of delinquency in the insurance, fisheries, or other taxes.

CO CHAI R NEUMAN suggest ed Representative Seaton discuss with M.
Di cki nson the nodeling being done related to production tax.

2:25:34 PM

REPRESENTATI VE SEATON asked whether M. D ckinson has | ooked at
the dollar effect of any retroactive regulations that apply to
Cook Inlet or other small producers that are not in Prudhoe Bay
or Kuparuk where a standard deduction was inplenented for
upstream expenses [for the tinme period of 2007-2010].

MR. DI CKINSON replied the upstream expenses that were frozen are
one piece of the calculation. For Prudhoe Bay and Kuparuk there

is downstream transportation. The law changed in 2007, the
regul ations were not inplenmented until 2010, so there were three
years in which the gross value could vary. The capital piece

was not frozen and the capital piece is of the sane order of
magni tude as what he has seen for Prudhoe Bay and Kuparuk.
Roughly speaking for those three years, the piece of costs that
will be regulated that way is larger than the piece of cost that
was frozen.
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2:27:49 PM

MR. DICKINSON, in response to Co-Chair Neuman, clarified that
slide 26 focuses on the interest rate and slide 28 focuses on
the issue of regulation changes. He confirmed that penalties
would not be applied to any additional tax that is owed as a
result of the changes.

MR. DI CKINSON reviewed the proposed provision for credit
recovery [slide 29]. The 2007 ACES legislation required that
certain credits be recovered over a two-year period. Version P
woul d restore the 2006 rule that allowed credit recovery over a
one-year peri od. He related that the Department of Revenue has
advocated for this change because the two-year period has
created a lot of conplexity with very little val ue.

MR. DICKINSON, in response to Co-Chair Neuman, confirmed this
provi sion woul d assi st the Departnment of Revenue.

2:29: 23 PM

REPRESENTATI VE SEATON recalled that the reason for inplenenting
the two-year credit recovery period was to protect the state
from having to pay large capital credits during times of |ow oi
prices when taxes would be |ower because of the profits-based
tax system He asked whether the assunption now is that the era
of high oil prices is here to stay so there is no |onger a need
to worry that they may go back down.

MR. DI CKI NSON answered that that argunment m ght hold up under an
assunption that a level of high and |ow investnent corresponds
exactly with the years of high and | ow revenue. Wi | e | ooking
t hrough Departnent of Revenue slides, the only argunent that he
saw advanced for advocating a two-year credit recovery period
was that nost places have two, three, or four years. The
federal tax code considers five years to be nuch accel erated.
In-so-far as these «credits are considered analogous to
depreciation, [one year] was the fastest depreciation found
around the world and therefore the departnent was trying to
spread it out. He said he thinks it assunes a precision in the
correspondence that may not have been seen over the past two and
a half years.

2:31: 17 PM
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REPRESENTATI VE GUTTENBERG said he is looking for the practica
effect on this sanme subject: who has benefitted and who has
been unable to use the credits.

MR. DI CKI NSON responded that given the prices seen over the two
and a half years this statute has been in effect, he believes
the three large taxpayers have probably used their credits

fairly effectively and still have a lot of tax obligation
remaining for the state. |In further response, he said the other
t axpayers can have the state purchase their credits. Having to

hold off on sone of that cash flow for six nmonths m ght have an
effect in the first year, but for a conpany in roughly a steady
state of investnment not nuch difference would be seen in the
cash flows by having to split the credits over two years.

2:32: 48 PM

MR. DICKINSON outlined the proposed provision for capital
investnment credits [slide 30]. Version P would only provide a
change to a definition; therefore, it would provide a 30 percent
credit for well work that includes operating and capital costs.
He conpared the differences between Version P and the governor's

bill. The governor's bill would rewite the existing
exploration credits in AS 43.55.025 as well as insert a
devel opment well credit [slide 31]. Version P would take the

exi sting system of |ease expenditures and allow certain |ease
expenditures that are used for well work to also qualify for the
30 percent credit. In response to Co-Chair Neuman, he confirned
t hat devel opment wells would include the reconditioning of old
wells, the notion being to develop a well further even if it has
been producing for awhile.

2:34: 18 PM

REPRESENTATI VE SEATON observed that Version P would provide a 30
percent credit for both capital and operating expenses for well
work. He inquired whether the governor's bill also proposes the
30 percent credit for operating expenses.

MR. DICKINSON replied he believes the governor's bill is for
both because there is no specific requirenent that it be a
capital cost. In response to Co-Chair Neuman, he said that this
well work would be an upstream cost, not a mdstream cost.

Version P requires it be a l|lease expenditure first, and then
this is a subset of |ease expenditures; there is nothing simlar
to that in the governor's bill. In further response to
Representative Seaton, he stated that Version P includes
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injector wells while the governor's bill specifically excludes
service [injector] wells. He said intangi ble devel opnent costs
(IDC) are all the costs that are necessary for drilling a well.
First, however, this nmust be a |ease expenditure and, if not, it
woul d be excl uded.

2:37:38 PM

REPRESENTATI VE GUTTENBERG inquired as to what the state gives
now for well work.

MR. DI CKINSON answered that any capital expense is already
included and is at a 20 percent credit, and capital investnents
already include the creation of wells. Version P woul d boost
that 20 percent credit to 30 percent. He explained that at the
poi nt of production the well fluid com ng out of the ground is a
conbi nation of oil, gas, water, and sand, and it requires tine
and noney to separate them Version P would provide that the
costs for getting the fluid out of the ground are eligible, but
the costs dedicated to separation would not be eligible.

2:38: 48 PM

REPRESENTATI VE GUTTENBERG observed that expenses for putting in
a well, such as hooking up the Christmas tree and flow |lines and
constructing the shack would be capital expenditures. Then
there are normal yearly nmaintenance expenses which are covered
under operation expenses. Enhancenents would be such things as
fracking, nore seismc work down in the well, and so forth. He
asked whether the state gives credits for that now. He further
asked where the definition of a service well can be found.

MR. DICKINSON, regarding the definition of a service well,
responded that he goes to the definitions in Al aska regul ations,
which he believes are those used by the Alaska Gl and Gas
Conservation Comm ssion (AOGCC). In regard to the difference
bet ween mai ntenance and capital expenditures, he said fracking
is considered an intangible drilling cost that would currently
be eligible for a 20 percent capital cost credit. Version P
woul d raise that 20 percent credit to 30 percent. In further
response, he confirned that the governor's bill would also raise
this to 30 percent.

CO- CHAI R NEUVAN added that the idea behind this provision is to
hel p re-devel op older fields to raise production.

2:40: 56 PM

HOUSE RES COW TTEE -22- March 17, 2010



REPRESENTATI VE SEATON referenced page 9, lines 29-31, of Version

P and inquired what is "26 U S.C 263(c)". He further asked
whet her the | anguage on these lines neans that all operations of
the well itself during the entire operation of the field will be
given a 30 percent tax credit for operating expenses. W1 I

punpi ng the oil through a collector line be the only thing that
does not receive this credit, he queried.

MR. DI CKINSON, regarding the second question, replied no. He
expl ained that the huge above-ground facilities on the North
Sl ope are separation facilities. The cost of the well is bel ow
the ground and where it hits the Christmas tree is where the
cost deductions cease.

2:43: 13 PM

REPRESENTATI VE  SEATON offered his belief that under the
definition on page 9, the injector wells, operation of the
injector wells, pressurizing of the field, bringing the fluid to
the surface, and anything connected to that portion of operating
these fields would all receive a 30 percent credit.

MR. DI CKINSON answered that the processing by which the gas is
pressurized up before being re-injected is not eligible for the
credit.

2:43: 50 PM

REPRESENTATI VE SEATON understood an injection well is permtted
under Version P. Gven that operation during production
i ncludes costs of operating a well and noving well fluids up, he
inquired how the costs of operating a well are excluded when an
injection well is specifically allowed.

MR. DI CKINSON responded that upon listening to Representative
Seaton's definition, perhaps nore |anguage would be appropriate
and could be done here in statute or in the regul ations. He
explained that an injection well is not bringing fluids to the
surface; rather, it is punping sonmething back down into the
wel | . For purposes of an injection well, the process of
drilling the well would be included. But, during production,
well related expenditure would be the cost of operating a well
and noving the well fluids.

2:45:14 PM
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REPRESENTATI VE SEATON requested that the sponsor state his
intent on this | anguage when the commttee gets to di scussion.

REPRESENTATI VE P. WLSON requested that before the next neeting
on HB 308, M. Dickinson provide nenbers with sonething that
shows the cumul ative effects of all of this and whet her anything
will be left for the state.

MR. DICKINSON replied there will be quite a bit left for the
state and there will be a fiscal note from the admnistration
that will tie together all the net effects.

REPRESENTATIVE P. WLSON said she would like to see the effect
in picture formrather than in words.

CO- CHAIR NEUVAN requested M. Dickinson to work wth Deputy
Comm ssi oner Davis of the Departnment of Revenue.

2:47: 40 PM

MR. DICKINSON returned to his presentation and addressed the
proposed provision that would change the current statute of
[imtations for production tax from six years to three years
beginning with the 2011 tax year [slide 32]. He said this
provision is the sane in Version Pas it was in Version E.

MR. DI CKINSON discussed the provision that would renove the
mat chi ng spend requirenent [slides 33-34]. He explained that
under current law, a producer that is producing fewer than
50,000 barrels per day can bring its transferable credits to the
state for purchase, assumng the producer has already | owered

its taxes to zero. He clarified that these would be credits
that have cone about as a consequence of investnent, not as a
consequence of being a small producer. Currently, three

conditions nust be net for the state to purchase these
transferable credits: 1) it is not earlier than allowed on the
certificate, a condition that will become nmoot if the earlier
provision to change the certificates is enacted; 2) within 24
nmonths of applying for a certificate, the taxpayer pays out a
simlar anount in capital investnment or |ease bids - this is the
requi renent that would be renoved by Version P; and 3) there are
no other outstanding tax liabilities.

MR. DI CKI NSON concl uded by noting that the local hire provision
that was included in Version E has been renoved from Version P.

2:49: 44 PM
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CO- CHAIR NEUMAN requested further explanation regarding the
first condition that nust be net.

MR. DI CKI NSON responded there are currently two paths a conpany
can take if it makes an investnent or does sonething that earns
a credit: the conpany can use the credit itself or it can get a
transferable tax certificate from the Departnment of Revenue. A
transferable tax certificate can be sold to another party, held
for use in a future year, or sold to the state.

CO CHAIR NEUVAN added that Version P would allow use of the
transferable credits within the first year

MR DICKINSON related that when a taxpayer uses the credit
itself, it estinmates its taxes every nonth and applies one-
twelfth of the credit. Everything is then trued up at the end
of the year when the actual credit is known.

COCHAIR NEUVAN said this allows for nore fluid capital for
rei nvest nment.

MR. DI CKINSON replied yes, the notion is to nake reinvestnent as
gui ck and effective as possible.

CO CHAIR NEUVAN noted there are incentives in Version P to try
to attract that reinvestnent.

MR. DI CKI NSON agreed. The idea behind this bill, as articul ated
by Co-Chair Johnson and the governor, is that nmaking specific
things subject to the credits, like well work, which is the

nexus of the production, encourages reinvestnent in these areas.

CO- CHAIR NEUMAN remarked that what nust be found is that sweet
spot for stinulating reinvestnment back into Al aska and finding
out whether a reduction in taxes results in the industry
reinvesting that noney back into Al aska. The goal is for that
reinvestnment to create nore jobs in Al aska for Al askans.

2:52:39 PM

COCHAIR JOHNSON stated that every drill rig provides 100
Al askan jobs. Mre than a tax credit for well workovers, HB 308
is about the human elenent of |obs. At some point the state

must | ook at the human consequences should that well not be re-
worked to provide nore oil down the pipeline. Version P should
slow the fall in jobs that is now happening.

HOUSE RES COW TTEE -25- March 17, 2010



2:55:46 PM

REPRESENTATI VE SEATON recalled a producer's previous testinony
about wanting to have nore on the upside, which is what HB 308
is intended to do. At that time there was discussion about re-
initiating a balance on the downside if nore is added on the
upside. To provide the public and commttee nenbers the tinme to
review the anmendnent he is proposing in this regard, he noved
Conceptual Anmendnent 1, witten as follows [original punctuation
provi ded], to be considered at the next neeting:

Page 2 after line 22
| nsert new Section 5

AS 43.55.011(f) is repealed and reenacted to read:

(f) The provisions of this subsection apply to oil and gas
produced from each |ease or property within a unit or
nonuni ti zed reservoir from which 1, 000, 000, 000 BTU
equi valent barrels of oil or gas have been cunul atively
produced by the close of the nobst recent cal endar year and
from which the average daily oil and gas production during
the nost recent calendar year exceeded 100,000 BTU
equi val ent barrels. Notw thstanding any contrary provision
of law, a producer nay not apply tax credits to reduce its
total tax liability under (e) of this section for oil and
gas produced from all |eases or properties within the unit
or nonunitized reservoir below 10 percent of the total
gross value at the point of production of that oil and gas.
If the anmpunt <calculated by nultiplying the tax rate
determned wunder (g) of this section tinmes the total
production tax value of the oil and gas taxable under (e)
of this section produced from all of the producer's | eases
or properties within the unit or nonunitized reservoir is
| ess than 10 percent of the total gross value at the point
of production of that oil and gas, the tax |evied by (e) of
this section for that oil and gas is equal to 10 percent of
the total gross value at the point of production of that
oi | and gas.

Renunber foll ow ng sections accordingly
CO CHAI R JOHNSON obj ected for future di scussion purposes.

2:58:11 PM
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MR. DI CKINSON, in response to Co-Chair Neunman, drew attention to
slide 36, which depicts Alaska' s past, present, and projected
oi | production for the years 1965-20109.

CO- CHAIR NEUMAN pointed out that the projection is for a
decrease in oil production; the projection is not even for
holding a level anobunt of production. He noted that oi
production affects 90 percent of the state's general fund
revenue and it is only three conpanies that are paying these
taxes, which is sonmething to be concerned about.

2:59: 38 PM

REPRESENTATI VE  SEATON noted that Concept ual Amendnent 1
addresses the previous version of the bill, Version E He said
it is his hope that the conmttee wll be able to |ook at the

i ssue and how the anendnent would have affected things had it
been in effect over the past three years.

[ HB 308 was hel d over. ]
3:00: 28 PM
ADJ OURNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:00 p. m
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