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ACTI ON NARRATI VE
1:17: 24 PM

COCHAIR CRAIG JOHNSON called the House Resources Standing
Commttee neeting to order at 1:17 p.m Present at the call to
order were Representatives Quttenberg, Kawasaki, O son, Seaton,
and Johnson. Representatives Tuck and P. WIlson arrived as the
meeting was in progress.

HB 267- SNOW MACHI NE USE | N DALTON HWY CORRI DOR

1:17: 49 PM

CO CHAI R JOHNSON announced that the first order of business is
HOUSE BILL NO 267, "An Act relating to travel by snow machine
wthin five mles of the right-of-way of the Janes Dalton
H ghway." [Before the commttee was CSHB 267( TRA). ]

1:18: 20 PM

CO CHAIR  JOHNSON, in response to Representative Seaton,
confirmed that no public testinony will be taken on HB 267 at
this tinme. He said he knows the bill is contentious, so public
testimony will be allowed the next tine it is brought before the
comittee. In response to Representative Kawasaki, he said no
people are online to testify and the bill is being put forward

today so that it can be heard | ater.

1:19: 06 PM

DEREK M LLER, Staff, Representative Mke Kelly, Alaska State
Legi slature, introduced HB 267 on behalf of Representative
Kelly, joint prime sponsor. He said that since 1980 state |aw
has prohibited virtually all off-road vehicle use along the
Dal ton Hi ghway. The bill would |ift only the ban on snow
machi ne use between the nonths of Cctober 1 and April 30 when
the tundra is frozen. The House Transportation Standing
Commttee anended the bill in three ways in response to the
concerns that were heard: the prohibition for snowrachi ne use

would be lifted, but only to south of Coldfoot [m|epost 176];
the existing snowrachine prohibition would take effect again
after two years so data on the use can be utilized in future
di scussions; and users would be required to obtain a permt so
usage can be tracked. He added that the bill is supported by
t he Al aska Qutdoor Council and the Al aska Qutdoor Alliance.
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COCHAIR JOHNSON stated that HB 267 wll be a policy call
because it is equally contentious pro and con. He held over the
bill.

HB 365- FI SH PROCESSOR FEES, LI CENSES, RECORDS

1: 20: 55 PM

CO- CHAIR JOHNSON announced that the next order of business is
HOUSE BILL NO 365, "An Act relating to sharing records
regarding fish purchased by fish processors with certain federa
agencies, to requirenments to obtain and maintain a fisheries
business |icense, and to paynent of industry fees required of
fish processors; and providing for an effective date."

1: 21: 07 PM

GENEVI EVE WQXTUSIK, Staff, Representative Charisse Mllett,
Al aska State Legislature, introduced HB 365 on behalf of
Representative MIllett, sponsor. She said the bill pertains to
the fishing capacity reduction prograns, known as buybacks.
Buybacks reduce the nunber of permts wthin a fishery by
permanently retiring limted entry permts. The concept is to
provide for long-term stability within a fishery and prevent
over-capitalization, which occurs when too nmany boats are
fishing for small nunbers of fish, or when econonmc factors are
such that no fisherman can nake a reasonable incone from the
fishery. Most of the legal framework for the buybacks exist in
Al aska statute and HB 365 would add the last few adm nistrative
pi eces that enable fisheries to pursue such an option if they so
choose.

CO- CHAIR JOHNSON said HB 365 is priority legislation for sone
people, and the intent is to put the bill forward today so it
can be acted upon quickly in the future. He held over the bill.

HB 414- SEPARATE O L & GAS PRODUCTI ON TAX

[ Cont ai ns di scussi on of SB 305]
1: 22: 18 PM
CO-CHAIR JOHNSON announced that the next order of business is
HOUSE BILL NO 414, "An Act relating to the tax on oil and gas

production; and providing for an effective date.” He noted that
a commttee substitute (CS) had been drafted that is identica
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to the bill version recently passed by the Senate Finance
Conmittee.

REPRESENTATI VE OLSON noved to adopt the proposed comittee
substitute for HB 414, |abeled 26-LS1592\E, Bullock, 3/31/10
("Version E'"), as a working docunent. There being no objection
Version E was before the commttee.

CO CHAIR  JOHNSON, in response to Representative Seaton
confirmed the forthcom ng presentation is on Version E

1:24:15 PM

CHUCK LOGSDQN, Ph.D., Energy Econom st, Logsdon and Associ ates,
Consultant to the Legislative Budget and Audit Commttee,
introduced hinmself and deferred to M. Roger Marks to begin
their presentation on HB 414, Version E

ROGER MARKS, Econom st, Consultant to the Legislative Budget and
Audit Commttee, began the presentation by reviewng the

rationale for HB 414 [slide 2]. He said oil and gas are taxed
t oget her under current |aw Ol is presently worth nmuch nore
than gas and, while that could change, the values of oil and gas
can diverge quite a bit. Because of the way oil and gas are
currently priced, the conbining nmechanism in the tax has the
potential to materially reduce oil taxes and undermne the

state's interests with a mgor gas sale, even though oi
operations are unaffected by a nmmjor gas sale. The prem se of
HB 414 is to address that problem

1: 26: 50 PM

MR. MARKS explained that while oil and gas are produced
together, their values are quite different due to issues on both
the supply side and the demand side [slide 3]. On the supply
side, oil is nore geographically concentrated than gas, which
neans fewer sellers, which nmakes the value higher. G has been
used for a nmuch longer tine so oil supplies are nore depleted.
Rel atively nore lower-cost gas is available in the world than

oil. On the dermand side, oil has fewer substitutes. In the
foreseeable future, nost autonobiles will run on gasoline which
can only cone from crude oil, which will nmake its price higher
Gas is mainly used for powering power plants or providing space
heat and there are many substitutes for that. The result is
that oil is worth nore than gas. VWhile the future is unknown,
there are reasons to believe that this will continue being the
case.
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1: 28: 01 PM

MR. MARKS conpared North Slope oil and North Slope gas to
provide an exanple of how the values are different [slide 4].
Al aska North Slope (ANS) oil delivered to the Wst Coast has a
current market price of $80 per barrel. After subtracting
shipping costs of $2.07 and the Trans-Al aska Pipeline System
tariff of $4.18, the gross value at the point of production for
this oil is $73.75. Each barrel represents about 6 mllion
British Thermal Units (MVBTU), nmaking the oil worth $12.29 per
MVBTU. For North Slope gas, M. Marks provided an exanpl e using
a Lower 48 value of $6 per MVBTU. He noted, however, that the
current value is about half that. In response to Co-Chair
Johnson, he said today's Lower 48 gas price is just under $4
[ per MMBTU], so if [North Slope] gas was being sold today it
woul d | ose noney because its gross val ue woul d be negati ve.

1:29: 53 PM

REPRESENTATI VE GUTTENBERG comrented that historically the gaps
in the equivalents change quite a bit. He asked whether the
presentation wll include a history of prices and the

equi val ents and/ or the coupling effect.

MR. MARKS responded no. He added that there have been periods
where the prices were closer than they are now and periods where
they were farther apart than now. He said the presentation is
not representing that this relationship or prices will be going
on forever. Rather, the point is that since there is the
potential for divergence of value, it creates additional risk
for both the state and producers.

1: 31: 36 PM

REPRESENTATI VE GUTTENBERG i nquired as to what the sweet spot is
or the relationship that the state is trying to be in.

DR. LOGSDON replied he has that material, but did not bring it
with him for today. He said it takes about 8 MMVMBTU of gas to
give the sanme energy as one barrel of oil, so that is a little
bi gger than energy equival ence which is about 6 mllion. Si nce
1994, the highest nonthly price for gas over that same 16 year
period was $12 per MWBTU, the highest price for oil was about

$120. The point is not so nuch about the averaging, but the
variability, and there is a great deal of variability. The
presentation will not focus on particular prices, but the risk
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the state faces that prices can vary a |ot and when they vary in
certain ways they can have adverse effects on state revenues.

MR. MARKS added that he and Dr. Logsdon would characterize
future prices as unknowabl e. The reason to be concerned about
this issue is because of potential given that future prices are
unknowabl e.

COCHAIR JOHNSON asked that the information requested by
Representative GQuttenberg be provided to nmenbers.

1: 34: 37 PM

MR. MARKS continued his conparison of North Slope oil and gas
val ues [slide 4]. He assumed a Lower 48 price for North Slope
gas of $6 per MMVMBTU, an estimated tariff from Al aska to Al berta
of $3.54 per MMBTU, a cost of 24 cents per MVMBTU to nove the gas
into and out of the Alberta Hub, and a tariff of 85 cents per
MVBTU to nove the gas fromthe hub to the Lower 48. Subtracting
the transportation costs results in a gross value at the
wel | head of $1.37 per MVBTU. Thus, on a straight BTU BTU
conparison, $12.29:%$1.37, oil is worth 9 tinmes as nuch as gas,
whi ch denonstrates that the two values can diverge by a fairly
| ar ge anount.

MR. MARKS pointed out that many things have BTUs: oil, gas,
coal, wood, asphalt, shoe |eather, rubber, coffee grounds,
citrus rinds, corn cobs, and dung [slide 5]. The point being
that just because sonme things have BTUs does not nean they
shoul d be coupled together for taxation, and coupling oil and
gas together for taxation is a very simlar thing.

1: 36: 44 PM

REPRESENTATI VE SEATON inquired whether the presentation wll
address what the carbon tax currently being considered [by
Congress] would do to the conparison val ues between oil and gas.

MR. MARKS answered this was not done because there is nuch
uncertainty as to whether there will be a carbon tax, what form
it would take, and how it would affect these relative val ues.
1:37: 45 PM

MR. MARKS reviewed the nechanics of how the current production

tax works [slide 6]: first, the oil gross value is determ ned
(market price less transport cost), as is the gas gross value
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(market price less transport cost); the two are added together
to arrive at the conbined gross value; the upstream costs of
[l ease] capital and operating costs are then subtracted fromthe
conbined gross value to arrive at the conbined oil and gas net
val ue, which in the tax code is called the production tax val ue;
the conbined oil and gas net value is then divided by the tota
oil and gas barrel of oil equivalents (BOES) to arrive at the
per barrel of oil equival ent net val ue.

1: 39: 14 PM

MR. MARKS described how to put oil and gas on an apples-to-
appl es basis by using barrel of oil equivalents [slide 7]. To
provi de an exanple of how to do this, he assunmed a production of
4.5 billion cubic feet per day (BCF/ D) of North Slope gas.
Because North Slope gas is rich with natural gas |iquids, such
as butane, propane, ethane, and other heavier hydrocarbons, it
has an elevated BTU content of about 1,100 BTUs per MF
[thousand cubic feet], as conmpared to 1,000 BTUs per MCF for
Cook Inlet gas. Natural gas is neasured and sold in mllions of
BTUs (MVBTUs). The 4.5 billion cubic feet per day of gas would
have 4.95 mllion MVMBTUs (4.5 tinmes 1,100). A barrel of oil has
about 6 MVBTUs. When converting gas to BOEs, Alaska statute

specifies the use of 6 MMBTUs of gas to a barrel of oil. Thus,
4.5 BCF/ D of North Slope gas would have 825,000 barrel of oil
equi val ents (BOEs) (4,950,000 divided by 6). |If 500,000 barrels

of oil was produced along with the 4.5 BCF/ D of gas, the tota
BOEs woul d be 1, 325,000 (500,000 plus 825, 000).

1:41: 40 PM

MR. MARKS returned to slide 6 and reiterated that the conbi ned
oil and gas net value divided by the total oil and gas BOCEs

equals the per BOE net value. The progressivity factor is
determined by subtracting $30 from the per BOE net value and
paying 0.4 percent per dollar on the anmount remaining. The

progressivity factor is then added to the 25 percent base rate
to arrive at the single tax rate. That single tax rate is then
applied to the conbined oil and gas net val ue.

1: 42: 45 PM

MR. MARKS, in response to Representative Seaton, said slide 7
illustrates how to get oil and gas on a comobn denom nator so
the per BOE net value anobunt can be determ ned. In further
response, he returned to slide 6 and reiterated that the
conbined oil and gas net value is determ ned by subtracting the

HOUSE RES COW TTEE -9- March 31, 2010



| ease capital and operating costs from the conbi ned gross val ue.
The conbined oil and gas net value is then divided by the total
oil and gas BCEs to arrive at the per BCE net val ue.

1:45: 04 PM

MR. MARKS reviewed the nechanics of how the progressivity
calculation works [slide 8]. The "trigger" equals $30 net
di vided by BOE value. The "slope" is how nmuch the progressivity
goes up as the net value goes up [the 0.4 percent slope changes
to 0.1 percent after $92.50 net per BOE value]. The
progressivity surcharge is determ ned by subtracting $30 from
the net per BCE value and this figure is then multiplied by
.004. For exanple, if the conbined oil and gas net value is $50
the progressivity is determined by subtracting $30 from $50, and
the resulting $20 is multiplied by .004 to arrive at 8 percent.
The 8 percent progressivity is then added to the 25 percent base
tax rate for a total tax of 33 percent on the conbined oil and
gas net val ue.

1:46: 01 PM

REPRESENTATI VE SEATON presuned that all of the |ease costs have
been subtracted before getting to the trigger.

MR. MARKS replied correct. In further response, he said three
di fferent values can be thought about: the narket price in the
Lower 48; the gross value at the point of production, which is
where the oil or gas |leaves the |ease and before any operating
and capital costs are subtracted; and the net value or
production tax value, which is where all the capital and
operating costs have been subtracted out.

1: 47:15 PM

MR. MARKS discussed how gas could inpact oil wunder Alaska's
current tax system [slide 9]. To provide an exanple, he first
assumed a West Coast market price of $80 per barrel for Al aska
North Slope (ANS) oil with shipping and tariff costs of $5, for
a gross value at the point of production of $75. Assum ng
upstream operating and capital costs of $20, the net value [per
barrel or per MBTU is $55. Progressivity is determ ned by
subtracting $30 from the $55, which equals $25. The $25 is
multiplied by .4 percent to arrive at a 10 percent progressivity
sur char ge. The 10 percent progressivity is added to the 25
percent base rate for a total tax rate of 35 percent. He then
assunmed 500,000 barrels of daily oil production [slide 10],
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whi ch is 500,000 barrels of oil equivalent (BOE), since 1 barrel
of oil is 1 BCE Mul tiplying [500,000 barrels] tines 365 days
results in an annual production of 183 mllion barrels of oil or
183 million BOEs of oil.

MR. MARKS next assumed a Lower 48 market price of $6 for gas
with a transportation cost of $4.50, for a gross value of $1.50.
Assuming an upstream cost for gas of $.50 per MMVBTU, the net
value of the gas is $1 [per barrel or per MMBTU . At an assuned
daily gas production of 4.5 BCF, the MVBTUS per day equals 4.95
mllion; dividing that by 6 equals 825,000 BCEs of gas per day.
Mul tiplying 825,000 BOEs times 365 equals 301 mllion BOEs of
gas per year.

1:49: 54 PM

MR. MARKS next conbined the oil and gas [slide 11]. For oil, he
noted that multiplying the net value of $55 tines 183 mllion
BOES per year yields a total annual net value of $10.038
billion. For gas, a $1 net value times 1.807 mllion MVBTUs

results in a total annual net value of $1.807 billion. Addi ng
together the $10.038 billion for oil and the $1.807 billion for
gas equals a total annual oil and gas net value of $11.844

billion. Addi ng together 183 mllion annual BCEs for oil and
301 mllion for gas, the conbined annual total is 484 mllion
BCEs. Dividing the total oil and gas net value of $11.844
billion by the 484 mllion BOEs equals a net value of $24.49.

Thus, conbining the oil and gas results in the net value
decreasing from $55 for oil alone to $24.49 for oil and gas
conbined [slide 12]. The progressivity goes from 10 percent for
oil alone to 0, because progressivity starts at $30. Bri ngi ng
in gas wth oil dilutes the net wvalue and dilutes the
progressivity, and this dilution effect is critical to

understanding the rational for HB 414.

1:51: 37 PM

MR. MARKS outlined the nmagnitude of this dilution in terns of
taxation [slide 13]. In general, the greater the divergence
between oil and gas, the greater their net values wll diverge,
the greater the progressivity rate will drop when gas is added
to oil, the greater the reduction in tax. He related that

several weeks ago, the Senate Finance Committee brought in
several folks to explain this issue, and all canme up with nuch
the sane conclusion and nunbers given the sane assunptions. He
said he will use the sane nunbers as did the Departnent of
Revenue in its presentation to that conmttee: three scenarios
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of oil prices at $75, $100, and $120, with all scenarios at a

gas price of $8. For each scenario the departnent assunmed an
oil production of 500,000 barrels per day, a transportation cost
deduction of $6.50 per barrel, upstream capital costs of $2
billion [per year], and upstream operating costs of $2 billion
[ per year].
1:52:51 PM

CO- CHAIR JOHNSON inquired whether it is a reasonable assunption
that if oil went to $120, gas would stay at $8. He under st ood
there used to be sone correl ation between the ups and downs.

MR. MARKS answered there is probably sone correlation, but there
is al so some i ndependence for the reasons nentioned earlier.

1: 53: 19 PM

CO CHAI R JOHNSON, for purposes of discussion, asked whether it
is reasonable to use in a formula consistent gas price when oi
has nearly doubl ed.

MR. MARKS responded this is for illustration. Ol is currently
priced at $80 and gas at $4, and it is not being said that any
one of those scenarios is the norm because any one of them could
be the norm In general, there are reasons to believe that
prices nove together, but no one can say which one of those is
t he norm

COCHAIR JOHANSON said he wants to ensure that when naking
assunptions and plugging in nunbers, nenbers are getting a
realistic look at the back end, because what is really being
dealt with is that progressivity factor at the end and it is an
al gebrai c equati on.

DR. LOGSDON advi sed the presentation will get to the exam nation
of progressivity, as well. The current exercise is specifically
designed to exam ne downside risk. There is upside risk and
that gets towards how to deal with progressivity.

1:54: 47 PM

MR. MARKS returned to outlining the magnitude of this dilution
in terms of taxation [slide 13]. For its gas assunptions, the
Departnent of Revenue assunmed a gas production of 4.5 BCF/ D, a
transportation cost to the Lower 48 of $4.50 per MVBTU, upstream
capital costs of $200 million per year, and upstream operating
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costs of $200 mllion per year. In response to Representative
Seaton, he said the Departnent of Revenue used about the sane
transportation costs as did Logsdon and Associ ates. [ AS shown
on slide 4], Logsdon and Associates used a transportation tariff
to Alberta of $3.54, plus the Al berta Hub cost [of $0.24], and
the [tariff] from Alberta to the Lower 48 [of $0.85], which adds
up to [$4.63] as conpared to the departnent's transportation
cost of $4.50 to the Lower 48.

1: 55: 57 PM

MR. MARKS reviewed what happens to the progressivity factor
under each of these three scenarios [slide 13]. At a price of
$75, the progressivity factor for oil by itself is 5.38 percent
and at a price of $120 the progressivity factor is 23.38
per cent . Wien o0il and gas are conbined, the progressivity
factor at an oil price of $75 is O percent; at an oil price of
$120 the progressivity factor is 6.79 percent, for a drop in the
progressivity factor of 5.38 percent and 16.59 percent,
respectively. Taxing oil alone, the production tax at an oi
price of $75 would be $1.7 billion per year; at a price of $120
the production tax would be $6.4 billion per year. Taxi ng gas
al one, the production tax at a price of $8 would be $1.1 billion
per year. If oil and gas were taxed separately, the total tax
at an oil price of $75 and a gas price of $8 would be $2.8
billion; at $120 for oil and $8 for gas the total tax would be
$7.5 billion. If oil and gas tax is conbined, the tax at a $75
oil price and $8 gas price would be $2.5 billion; at $120 for
oil and $8 for gas that tax would be $5.5 billion. Thus, the
annual tax reduction from conmbining oil and gas would be $0.3
billion and $2.0 billion, respectively. The context for dealing
with this issue now is the Al aska Gasline Inducenment Act (AQA).
If the AG A provisions that lock in taxes are manifested and
this issue presents itself, there could be a loss of $2 billion
per year in production tax for 10 years, which would be a tota
of $20 billion. The AG A provisions begin May 1 when the open
season begins, so the rationale for dealing with this issue now
is to avoid this possible outcone, in-so-far as the provisions
are airtight. In response to Co-Chair Johnson, M. Marks
clarified he said "in-so-far" as the provisions are airtight
because there are questions about whether they are.

1:59: 03 PM

MR. MARKS continued, saying there is no way to be sure about
future prices [slide 14]. Different price relationships would
produce different outcones. If gas prices went very high
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relative to oil, the inverse dilution effect would occur, and
the dilution effect of conbining oil and gas would drag the oi

progressivity up rather than down. In that situation, the
producer/taxpayer would |ose noney under the current tax
st at ut es. Since the potential for these outconmes exist, the

current tax structure adds another level of risk to an already
| arge anount of wuncertainty. Not only is there the worry about
the price risk itself, there is the worry about the relationship
bet ween pri ces. If the current price relationship endures,
there is the risk of underm ning the state's finances.

2:00:22 PM

REPRESENTATI VE SEATON recalled conversations at the tinme [AGA
was being considered] about trying to build a robust systemthat
woul d sel f-correct as prices changed and that sonme risk would be
absorbed so the state would get a project to go forward. As he
sees these nunbers, what is really being tal ked about is that if
gas is taxed alone it would not be taxed at the current rates
because a pipeline would not be built due to too nmuch risk on
t he downsi de. If oil and gas remain conbined, there is a risk
of this dilution effect if the gas price is relatively |ow, but
t hat absorbs sone of the risk of the devel opnent of a gas field.
He asked whether the presentation will [ ook at what woul d happen
if there is not a large-dianeter pipeline and the exploration
for gas, along with the additional oil that would come with new
gas fields. He nmintained that if a tax systemis put in place
t hat does not absorb sone of the downside or lowprice risk, the
state would be pulling the plug on North Sl ope devel opnent.

2:03: 20 PM

REPRESENTATI VE SEATON, to clarify his question for M. Marks,
said he is asking whether the current system of conbined tax
does not mtigate the risk of building a pipeline for |owprice
gas. He offered his opinion that if there is not sonething to
mtigate that risk, the state would have to negotiate a much
lower tax rate on the gas because otherwise it would be
difficult to finance and build the project.

MR. MARKS surm sed the question is whether the tax system should
provi de sone cushion for |owprice gas.

REPRESENTATI VE SEATON said yes, and further asked whether M.

Marks does not believe that the current system is self-
correcting and robust so that it works at a variety of prices.
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2:05:23 PM

MR. MARKS responded that, first, he thinks having taxation based
on net is one way to address the low cost issue; there will be
no tax if the conmpany is not nmaking noney. Second, one
advantage of separating oil and gas is that down the road the
state can deal with gas by itself and determ ne the taxation for
gas w thout having oil affect things. Third, at face value it
is easy to say that a taxpayer could save $2 billion in oil
taxes by undertaking this gas project if oil is priced at $120
and gas at $8. However, there are other considerations, one of
which is uncertainty and investors dislike uncertainty nore than
anyt hing el se. Taxpayers understand that a tax system has to
work for both sides. An outconme of the legislature's rejection
of the stranded gas developnment contract advanced by the
Mur kowski Administration is that it displayed the state has a
bar it is setting for what it is expecting.

2:07:59 PM

MR. MARKS said these conversations and this bill are occurring
because, as he has shown, it is crystal clear that there is what
he would call a big crack in the tax system which is the $2
billion revenue loss. Notw thstanding any provisions for fisca
certainty in AGA which my or my not be airtight, he
cautioned that taxpayers will look at this crack as an issue of
much volatility, given it is unknown who will be governor or who
will be in the legislature in 10 years. VWhile solving this
probl em now woul d not reduce all fiscal uncertainty, he said his
personal opinion is that it would take a big piece out of it.

2:09:34 PM

REPRESENTATI VE GUTTENBERG understood M. Marks to be saying that
the $2 billion less in tax revenue that would be collected under
the current conbined tax system as conpared with a separated
tax system creates volatility for the state which creates
uncertainty for industry so that industry does not know what to
do. He said many people believe that if there are fiscal terns
on a gasline, industry will conme back to the state to address
fiscal certainty. In his opinion, to "decouple” now is to put
the state's hand on the table, so it would be better for the
state to wait for industry to put its proposals forward first.

2:11: 31 PM
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MR. MARKS responded he thinks there is a general expectation

that there will be sone discussion down the road between the
state and the producers about fiscal terns. |If fiscal certainty
is essential, it is unclear whether the constitution would have
to be changed to achieve that, so it is unclear what the outcone
of a negotiation would be. This bill would not preclude future
di scussions; rather, it is a neasure to protect the state from

the scenario where the current tax systemis |ocked in place for
the first 10 years of production under the AG A provisions.
Even if the fiscal certainty proves not to be airtight, a future
| egislature may feel committed to upholding the terns that were
in place on May 1, 2010. However, the question is what should
be upheld and whether today's |egislators would want the current
tax system upheld knowing what would happen to the state's
finances if those prices materialized.

2:14:14 PM

REPRESENTATI VE GUTTENBERG proffered that the producers nay cone
back to the state with fiscal terns that are considerably
different than those in HB 414. He said that since this issue
is not new and is sonething being dealt with around the world

the state has the obligation to find out whether there are other
possi bl e scenarios, even though the scenario being presented is
very legitimate and appreciated. He recognized producers may
not cone to the table at all with fiscal ternms and right now the
state is risking whether producers may even want any changes.

MR. MARKS replied there are mllions of scenarios out there. He
said the issue is not what wll happen, but what has the
potential to happen, and that is what needs to be thought about.

2:16: 24 PM

REPRESENTATI VE P. WLSON understood M. Marks to have said that
producers do not I|ike uncertainty and the nore things can be
| ocked in, the better. She asked whether M. Mrks is saying
that if taxes were separated there would be nore participation
in an open season because producers would have nore certainty,
even t hough they woul d be paying nore in tax.

MR. MARKS answered he believes the producers would love to
proceed on a gasline under the current system and have their oi

tax bill reduced by $2 billion. However, when producers think
about commtting gas at an open season, there are nunmerous
considerations, one of which is the tax side. Under AG A

provisions the current tax system would be |ocked in, but there
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are a lot of reasons to think those provisions are not airtight.
| f people are concerned now about what will be happening in 10
years, they will be even nore concerned on that first shipping
day. Additionally, it is unknown what the state's finances wll
be then. Even if HB 414 passes, a tax system is not being
nail ed down, but having a problem will nmake producers nervous
and having that problem fixed neans the range of outcones
narrows, which could make them feel nore confortable. He said
this sane kind of effect can be seen when a corporation is sued.
Even when a large judgnment is handed down, the corporation's
share price will generally go up after the judgnent because now
i nvestors know the result and the uncertainty has been renoved.

2:20: 07 PM
REPRESENTATI VE OLSON inquired whether any nodels were run that

showed the current system appears to be working and | ooks nore
favorabl e than what is being seen right now.

MR. MARKS responded that Departnment of Revenue nodeling showed
that if the oil and gas are flip-flopped so that the gas val ue

is very high relative to oil, a reverse dilution effect would
happen with a mmjor gas sale that would drag the oi
progressivity factor up rather than down. In further response

he said the past three years have had rel ationships where the
BTU val ue of oil has been nmuch hi gher than the BTU val ue of gas.

DR. LOGSDON added that the highest nonthly average price for oi

over the last 16 years has been a shade over $120 per barrel

and the highest nonthly average price of gas has been just over
$12 per MVBTU. On the low side over this sane 16-year period,
gas has been as low as $2 per MVMBTU and oil has been as |ow as
about $30 per barrel. The average oil price over that 16 years
is about $40 per barrel and gas is about $5-%$6 per MVBTU. The
statistical analysis shows the one thing that is consistent is

the volatility in oil prices. In 2004, oil was about $30 per
barrel and recently it was as high as $145 per barrel on a daily
basis. |If |ooked at statistically there will be an average, but

the standard deviation, or the neasure of average volatility, is
extrenely high.

2:23.35 PM
DR. LOGSDON continued, saying that from his and M. Rogers
perspective what can be done now before the lock-in period is to

put into effect a kind of insurance policy against this type of
thing happening in the future. He agreed it is unknown how this
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would be viewed by industry and how it would affect
negoti ati ons. He said he and M. Marks chose these particul ar
nunbers to show sone of the down side the state may be facing as
t he open season approaches. A $120 oil price and $8 gas price
are plausible scenarios, he stressed, although he is not saying
there is a 100 percent chance this would be the scenario for 10
years. However, it is one reason why he and M. Marks think
that separating oil and gas m ght be sonmething that would ensure
safe financial stability for the state in the future.

2:25: 18 PM

REPRESENTATI VE OLSON asked whet her over the past three years the
ratio of oil to gas nunbers has stayed relatively cl ose.

DR. LOGSDON replied the average ratio has been 8. 8. Ri ght now,
at prices of $4 and $80, it is a catastrophic ratio of 20. Over
the last 16 years, it has been below 6 in a couple of nonths,
but not very often. It actually averaged close to 6 in 2005 or
2006. He said Senator Paskvan distributed a graph in this
regard and nost of the tine the ratio has been above 6 over a
fairly long period of time. Cenerally speaking, 6 is the amount
of energy it takes to equal the BTUs in a barrel of oil.

2:26: 52 PM

REPRESENTATI VE TUCK inquired what ratio is the point of the
reverse dilution effect.

DR. LOGSDON answered the ratio is inportant, but what is really
inportant is the taxable value of the gas. At a fairly |ow net
taxabl e value for gas and oil prices sonewhat higher than that,
there will be dilution because a |owvalue substance is being
added together with a hi gh-val ue substance.

2:28: 09 PM

REPRESENTATI VE TUCK asked what the ratio would be to trigger the
reverse dilution effect, based on all things being equal and the
tax structure of today.

DR. LOGSDON responded he will have to get back to nenbers in
this regard. However, once the net taxable value of gas gets
into the teens, the pipeline would begin spinning off a |lot of
gas revenue.

[ CO- CHAI R JOHNSON passed the gavel to Representative O son.]
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REPRESENTATI VE TUCK surm sed that at gas prices of $4-$5 per
MVBTU t here woul d be nore than a $2 billion gi veaway.

MR. MARKS nodded yes.

2:29:59 PM

REPRESENTATI VE TUCK proffered that the tax incentive/giveaway
m ght be needed to get the pipeline built if gas drops to $4
because at that price it may not be worthwhile for any conpany.
DR. LOGSDON replied that once a gas pipeline is built, the

investnment is fixed. He said the scenario M. Marks was | aying
out is that a conmpany or investor wants fiscal certainty so it

knows that once $40 billion has been spent on building a
pipeline the state wll not conme back and demand the $2-%4
billion it is losing by changing the fiscal system

2:31:53 PM

REPRESENTATI VE TUCK argued that would be true of any scenario,
not just this one. Gyven that oil and gas are produced together
on the North Slope, he said he does not have a problem wth
allowing industry to take advantage of the conbined tax system
as a way to incentivize getting the gas to market. He asked
whet her gas is always valued in BTUs conpared to oil.

[ Representative O son returned the gavel to Co-Chair Johnson.]

MR. MARKS answered not that he is aware of; gas is universally
val ued on a BTU basi s.

2:32: 45 PM

DR. LOGSDON explained that gas is valued and bought and sold in
BTUs throughout the world market. |f, going forward, nenbers
want to focus on how to nake the gas pipeline robust, |ooking at
gas separately is one way to seriously have a policy discussion

about how to do that. He recogni zed that Representative Seaton
considers the conbined system to be robust and said that is a
decision conmttee nenbers wll have to nmake. He said any

scenario presunes there is a pipeline, and he and M. Marks are
trying to show this potential downside that could happen in the
future that could be avoided by splitting apart gas and oil.
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REPRESENTATI VE TUCK comented that the dilution effect is to the
benefit of industry, but the reverse dilution effect would be of
concern to industry and that is why he wants to know where that
ratio is going to be under the current structure. He would like
to know what the possibility is of that happening and how often
it mght happen.

2:36: 17 PM

REPRESENTATI VE P. WLSON proffered that gas prices are currently
| ow because of the current oversupply, but this oversupply could
change if hydraulic fracturing is disallowed. Therefore, her
opinion is that gas is also volatile, which makes it hard to
deci de what to do.

MR. MARKS agreed there is uncertainty now over gas, but said
there will always be uncertainty over gas and oil. He added
there is another consideration besides the market. Returning to
slide [4] he pointed out that the transportation cost for
getting oil to market is about $6, or about $1 per MVBTU as
conpared to about $4.50 per MVBTU for gas. The reason for this
difference is physics. The BTUs in crude oil are very dense and
lots of BTUs can be wapped in a little bit of netal. The BTUs
in gas are dispersed and |less dense, so it takes a l|lot nore

metal to wap around the sanme nunber of BTUs. Therefore, no
matter the ratio or market price, the transportation cost for
gas will always unequivocally be much higher on a BTU basis than
the transportation for oil, which will exacerbate this issue of

the difference between oil and gas even if the nmarket price of
gas conmes up relative to oil

DR. LOGSDON interjected that it is the cost overrun ri sk.
2:40: 08 PM

REPRESENTATI VE GUTTENBERG understood the [5/1/10] lock-in to be
for gas only, not oil.

MR. MARKS responded correct, it is the gas tax that gets | ocked
in.

2:40: 22 PM
REPRESENTATI VE TUCK asked whether there is sonme part of

transportation that needs to be considered that is not being
shown in slide 4.
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MR MARKS replied the [$6.25] shown for oil transportation
includes the current Trans-Al aska Pipeline System and shipping
infrastructure. To line up the transportation cost on an
appl es-to-appl es basis, this cost would be divided by 6 to cone
up with a cost of $1 per MWBTU for oil; the MVBTU cost for gas
i s about $4. In further response, he confirnmed that this is a
9:1 ratio, all considered.

COCHAIR JOHNSON pointed out that the tariff for the Trans-
Al aska Pi peline System (TAPS) is known, but the gas tariff is an
estimate and could be nore if there are cost overruns.

2:42: 07 PM

REPRESENTATI VE SEATON said he is certain that if gas was taxed
alone wusing the calculations shown in the presentation, the
gasline would never be built because there needs to be sone
absorbing of the downside risk with the oil tax. According to
what he has heard, gas taxes structured under the current base
rate and progressivity would be a non-starter. He surm sed M.
Mar ks and Dr. Logsdon are tal king about an inflexible, gross tax
rate on gas and said he thinks those would have to be at a
pretty low rate to get agreenment for taxing gas separately. He
inquired whether M. Marks thinks a gasline would be built if
gas was taxed separately.

2:45:49 PM

MR. MARKS answered that regardless of whether HB 414 passes,
nost people think there needs to be a deliberative discussion on

gas taxes down the road. This bill wll not and should not
supersede that. This bill is being proposed as a backstop
nmeasure in case of a lock-in of AG A tax provisions. Menber s

need to decide whether the current system creates incentive for
the industry and so HB 414 should not pass, or that the current
system undermines the state's financial picture and the bill
shoul d pass. He and Dr. Logsdon are |laying out the options and
it is the legislature's decision. He said even if HB 414
passes, the state will be far from a perfect tax system on gas,
which is why further deliberation in this regard is needed. The
intent of HB 414 is to guard against what the sponsor saw as an
unfavorabl e outcone under a certain scenario, and it is up to
ot her nenbers to deci de whether that is unfavorable or not.

2:47:51 PM
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CO CHAI R JOHNSON said he does not want anyone to |eave the room
thinking that if HB 414 does not pass the state is going to |ose
$2 billion in revenue; although that could be the case, it is an
unknown at this point. This scenario may or may not happen, he
continued, and different consultants may cone up wth different
outcones. There are a |lot of scenarios out there that would not

fit this. In response to Representative Seaton, he clarified
that this possible scenario would not be wuntil there is a
pipeline and gas is flowng down it. He added the conmttee

needs to |look at whether there is a risk and, if there is a
ri sk, whether separating the taxes is the solution to that risk

He urged nenbers to focus on that rather than the nunbers in the
charts that are being presented as facts, because he does not
think they are facts. He understood Representative Seaton's
poi nt that keeping the current tax system nmay be incentivizing.

2:50: 26 PM

REPRESENTATI VE GUTTENBERG appreci ated Co-Chair Johnson's comment
because he thinks in many ways it boils down to what is in front

of the nenbers in the bill and the bill plays out in these
charts. Regardl ess of what the |egislature does now, there are
other things that will be happening, such as elections and what

producers put on the table.

CO-CHAIR JOHNSON said that is his point. He does not want to
get wapped around the nunbers or lock in the next generations
of legislators; rather, he wants to |look at whether this road
shoul d even be taken.

2:52:24 PM
REPRESENTATI VE P. W LSON, should HB 414 be passed, asked whet her
the only thing that would be provided between April 30 and May 1

is certainty for the gas producers.

MR. MARKS responded that a section in AGA provides upstream

resource inducenents. On the royalty side, the section spells
out how the royalty oil is to be valued, along with sone
provi sions for switching between in-kind and in-val ue. On the
tax side, the section provides that anyone commtting gas in the
first binding open season, which is My 1, 2010, wll be
entitled to a tax exenption for the first 10 years of comerci al
producti on. That tax exenption is equal to the difference

bet ween what the actual tax would be for that first 10 years and
the tax that is on the books at the tine of the open season.
For exanple, if the AG A project started flowng on 1/1/20 and
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t axes had been increased between now and then, anyone commtting
gas at this summer's first open season would be entitled to a
tax exenption of the difference between what the tax code is on
1/1/20 and what it was on 5/1/10. He reiterated there are
nunerous issues as to how airtight the AG A inducenent provision
is.

2:55: 04 PM

REPRESENTATI VE P. WLSON asked whether a producer mght sue if
the state takes the position that the provision is not airtight.

MR. MARKS replied that while he is not a |awer, he can explain
two of the several issues that have surfaced regardi ng whether
that provision is airtight. First, the state constitution
prohibits one legislature frombinding a future |legislature; the
power to tax cannot be contracted away. Second, the early
versions of AG A stated the royalty and tax resource inducenent
provi sions are contractual. However, sone |egislators were
concerned about the constitutionality of that, so the term
"contractual” was renoved from AGQ A Thus, there is the stark
difference of one inducenent saying it is contractual and one

that does not. According to lawers he has talked to, this
| eaves open the door that this inducenent is not airtight. He
al l oned, however, that it may be a noral commtnent that future
| egislatures are reluctant to change. He said he cannot say

whet her producers would argue that the provisions are airtight
and sue.

2:57: 46 PM

REPRESENTATI VE P. WLSON understood M. Marks to be saying that
the gas of any company signing up for the AG A open season wl|
be tax free for 10 years, regardless of whether the state raises
the tax during that 10-year peri od.

MR. MARKS answered that if taxes are raised during the first 10
years, those conpanies would pay the lower of the tax on May 1,
2010, or the tax at the end of those 10 years. |If that |ower of
includes a $2 billion reduction because of this effect, that is
what would be in there.

COCHAIR JOHNSON interjected that that scenario would be
accurate if everyone bid the 4.5 BCF/D on day one. However,
this AG A provision applies only to those that bid in the first
open season; the provision does not apply to anyone conming in at
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a later tine. This would therefore reduce the | oss nunber that
i s being presented.

2:59:38 PM

REPRESENTATI VE GUTTENBERG inquired how long the first binding
open season is, how definitive the length of that season is, and
whether the length is defined in statute or determned by
TransCanada's negotiation with the Federal Energy Regulatory
Comm ssion (FERC). For exanple, could soneone claimthe binding
open season is not actually closed until all conditions are net
for the firmtransportation (FT) commitnents.

DR. LOGSDON responded that according to TransCanada docunents,
the open season runs from May 1, 2010, to July 31, 2010.
However, he said he does not know if that could be anmended.

CO-CHAIR JOHNSON offered his belief that FERC can drive that
timeline somewhat .

REPRESENTATI VE GUTTENBERG said that was part of his point - many
of these hard and fast lines are not hard and fast.

3:02: 24 PM

MR. MARKS, in response to Representative Guttenberg, confirned
that [the original version of] HB 414 woul d renove progressivity
on gas, but the Senate conmttee substitute (CS) [SB 305] would
not [slide 15]. In response to Representative Seaton, he
explained that while the presentation addresses the original
version of the bill, he wll be talking about Version E. He
said that the Senate CS and Version E would separate out the
progressivity calculation for oil and gas and would include
progressivity on both oil and gas.

3:04: 07 PM

MR. MARKS related that as the bill evolved in the Senate, two
i ssues presented thensel ves: [ cost allocation and tax
neutrality on current activity]. Regardi ng the cost allocation
i ssue, he said oil and gas are currently conbined and the costs
are subtracted to determne the net value [slide 16]. To
separate them costs would need to be allocated between oil and
gas. Ri ght now, Prudhoe Bay produces about 275,000 barrels of
oil a day, and this oil comes up with gas. The gas is separated
and re-injected into the ground. By 2020, when a gas pipeline
starts, Prudhoe Bay nmay be producing about 200,000 barrels of
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oil a day, and out of 4.5 BCF/ D of gas, about 3.0 BCF/ D would
come out of Prudhoe Bay. Thus, Prudhoe Bay would truly be an
oil and gas field, as would nost other fields, and the costs to
produce oil and gas are truly joint costs.

3: 06: 04 PM

MR. MARKS pointed out that industry separates these costs all
the time and there are many nethods for doing so. The state's
current tax code has certain situations where costs nust be
all ocated between oil and gas - in Cook Inlet and in |eases
producing gas that is sold in-state. Al aska Statute
43.55.165(h) gives the Departnent of Revenue the authority to
adopt regulations for allocating costs between oil and gas, and
the Senate Finance Commttee determined it should stay this way.
He explained that the allocation nethod adopted by the
Department of Revenue uses the barrel of oil equivalent (BOE)
approach. The rational for using this approach is that the sane
costs that produce oil produce gas and, since produced together,
the costs are allocated based on the anounts produced. The BCE
met hod puts oil and gas on an appl es-to-apples basis in terns of
rel ati ve produced vol unes, which he and Dr. Logsdon agree is the
nost reasonabl e approach

3:08:18 PM

MR. MARKS related it was the Senate Finance Conmmttee's feeling
that sonme instruction should be given to the departnent on
al l ocating costs. Thus, the conmittee's CS provides authority
to the Departnent of Revenue to develop regulations to allocate
costs and the CS states that, at a mninmum the departnent
shoul d consider the sane BOE approach, but that the departnent
is free to look at other nethods as tine goes on. This sane
| anguage is included in HB 414, Version E

3:09: 01 PM

CO CHAI R JOHNSON noted oil is nore valuable than gas, but a wel
is a well. Sonmeone exploring for gas would have a |ower profit
margin than someone exploring for oil, yet the two are being
conpar ed. He inquired whether this would be a disincentive to
sonmeone exploring just for gas.

MR. MARKS replied that when allocating the costs, the costs are
i ndependent of the val ue. The BOE approach | ooks at the costs
of produci ng the substances and the costs are allocated based on
the relative anobunts produced. The problem with allocating
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costs based on value is that world events could cause the val ue
of oil to skyrocket even though the costs to produce the oil did
not change. This is why he and Dr. Logsdon do not believe that
value is the way to allocate costs, and that the reasonable way
to allocate is by BTU content independent of the value. He
reiterated that the proposed statute would give the Departnent
of Revenue the authority to consider the BTU approach, but would
not require that approach to be adopted.

COCHAIR JOHNSON repeated he does not want to create a
di si ncenti ve.

3:11: 38 PM

REPRESENTATI VE SEATON observed that no gas would be produced
during the 10 years of <constructing the gas pipeline. He
presuned that if gas is now segregated and taxed at base and
progressivity rates different than oil, everything for gas would

be witten off against oil and oil progressivity until the start
of gas flow because gas would not be considered produced unti
it is flowng down the pipeline, given that the provision in
Version E is for produced oil and produced gas.

MR. MARKS agreed that that is how it would work. One of the
cornerstones of the petroleum production profits tax (PPT) and
Al aska's Clear and Equitable Share (ACES) was that instead of
depreciating costs or deferring the recovery of costs, the
producer receives instantaneous deduction, and the whole credit
rate and tax rate were designed around that instantaneous
deducti on.

3:14: 13 PM

REPRESENTATI VE SEATON understood the current instantaneous
wite-off is a wite-off of costs at oil and oil progressivity
instead of gas tax rate and gas progressivity because the gas is
not yet fl ow ng.

MR. MARKS agreed that is how it woul d work.

3:14:55 PM

MR. MARKS discussed the second issue that presented itself
during Senate deliberations [slide 17]. Sonme producers are
currently producing both oil and gas. If the oil and gas were

separated for calculating progressivity, the oil progressivity
woul d be undiluted by gas so the oil progressivity would go up
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and taxes would increase for these producers. Wiile the
progressivity would go up by a fairly small anmount, the tax
increase would be notable when applied to the large volunes
produced at today's relatively high prices. However, it was not
the intent of this bill to raise the taxes on current activity;
it was to deal with what would happen with a nmajor gas sale
So, the proposed progressivity structure in the Senate CS was

designed to not increase taxes on current activity. This is
done by providing one progressivity on oil, Cook Inlet gas, and
other in-state gas, |ike what is currently going on in the

st ate. A second progressivity would be applied to export gas.
This would replicate the current situation so there would be no
increase in taxes on current activity, while at the sanme tine
preventing the major gas sale gas from diluting the oi
progressivity.

3:17: 53 PM

REPRESENTATI VE SEATON commented it seens the proposal is to
protect the state now by splitting apart oil and gas so one does
not dilute the other; but, in 10 years, the effect of separating
oil and gas taxes to protect the state would be cancell ed out.

MR. MARKS responded a mni-dilution effect is going on right
now. Sonme producers have North Slope oil and Cook Inlet gas
and if oil and gas progressivity was separated, the oil would

not be diluted and taxes would go up for those producers. | t
was the sense of the Senate Finance Conmttee in developing this
CS that the intent of this bill was not to increase taxes on

current activity, but to protect the state on the long-term
scenario what would happen with a major gas sale, and that is
why this is structured the way it is.

CO CHAI R JOHNSON sai d he thinks Representative Seaton is right.
3:19:33 PM

REPRESENTATI VE GUTTENBERG understood the bill's intent is not to
raise taxes on current activity, or |lower gas taxes; the bill
woul d separate oil from gas and would have progressivity and a
tax rate; and would lock-in gas, but not oil. He asked what is
changed if after May 1, 2010, sonething happens.

MR. MARKS replied that if there is a major gas sale, the

progressivity on export gas would be calculated by itself and
woul d not dilute the progressivity of the oil.
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REPRESENTATI VE GUTTENBERG surm sed that separating oil and gas
changes the econom cs, but said he nust be m ssing sonething.

3:21:31 PM

REPRESENTATI VE SEATON referenced charts previously shown to the
commttee that depicted progressivity and the marginal tax rate.
He said he thinks what is being said is that the effect of the
current system of conbined oil and gas taxes is that gas noves
the progressivity down for certain conpanies. The objective of
HB 414 is to nake it so gas will not [ower the progressivity of
oil. However, the Senate CS proposes keeping oil and gas
progressivity together for those conpanies already doing this,
so that an oil conpany can |lower progressivity with its current
gas producti on.

MR. MARKS confirnmed that that is basically correct and suggested
this may beconme clearer once Dr. Logsdon explains the bill.

3:23: 01 PM

DR. LOGSDON noted that in the CS for SB 305, Version T, the
title has been tightened to focus the bill's scope [slide 23].
He expl ai ned that, under ACES, Cook Inlet gas and non- Cook Inl et
gas used in-state are subject to the economic Iimt factor (ELF)
tax that was in effect in March 2006 [slide 24]. These two
el enents of the tax systemresult in the current mni-dilution.
The notion behind HB 414 is to separate the gas that is exported
out of state, which would primarily be the gas feeding the
gasline off the North Slope, and it is this separation that
woul d get rid of the big dilution.

3:25: 45 PM

REPRESENTATI VE  SEATON inquired  whet her Dr . Logsdon has
confidence in Alaska being able to maintain a differential tax
rate on producers between the gas that is used in-state and the
gas that is shipped to another state under the conmerce cl ause.

DR. LOGSDON said he does not know the answer to that question.

REPRESENTATI VE SEATON suggested that if the comrerce clause is
ruled by the courts to prevail and the tax rate is going to be
the Cook Inlet Sedinentary Basin and the in-state tax rate, then
perhaps the thing to do right now is to renove the in-state tax
rate as being the sanme as the Cook Inlet rate because then all
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the North Slope sales would be at the sane rate whether in-state
or out of state.

3:27:48 PM

CO CHAIR JOHNSON noted that another option would be to do away
with the North Slope rate and use the Cook Inlet rate.

REPRESENTATI VE SEATON agr eed.

DR, LOGSDON said the mni-dilution he has described is what is
in statute right now and was established by ACES. Cook Inl et
gas and any non-Cook Inlet gas, or oil, that is sold for use in-
state, would pay the conbined oil/gas progressivity rate because
that is how it works today. By separating out just the export
gas from the North Slope, as proposed by the Senate CS, the
state would preserve the <conbined oil and gas rate for
progressivity for Cook Inlet and in-state gas use. The separate
gas progressivity rate would only be applied to North Slope
exports.

3:29: 26 PM

MR. MARKS added that right now every producer conputes a
statewi de progressivity factor with all its activity. Cook
Inlet gas activity goes into conputing a producer's statew de
progressivity factor, but the tax that Cook Inlet oil and gas

pay is based on ELF and not the progressivity factor. The
progressivity factor that is derived from the Cook Inlet oil
Cook Inlet gas, North Slope oil, and North Slope gas is the
producer's statewi de progressivity factor for when the producer
pays tax on progressivity. So, the "bucket” wth oil, Cook
Inlet gas, and other in-state gas, is the activity the state
currently has. Under HB 414, that bucket would still operate
the way it operates now - that activity will go into conputing a
producer's progressivity for where progressivity applies, and
the tax paid on Cook Inlet oil and gas will be based on ELF
3:31:43 PM

REPRESENTATI VE GUTTENBERG recol |l ected there was a case that went
to court regarding tariffs for oil used in-state versus tariffs
for oil going all the way to the Wst Coast.

MR. MARKS replied that that was a tariff issue.
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MR, MARKS, in response to Representative P. WIson, further
explained that the tax paid on Cook Inlet oil and gas is the
| oner of the ELF tax or the ACES tax. The ELF tax is so |ow
that the producer alnobst always pays on ELF, however, the
producer nust still go through the exercise of calculating what
its tax would be using the ACES progressivity and what its tax
woul d be using ELF.

DR. LOGSDON added that a producer may not pay tax based on the
taxabl e value of oil and taxable value of gas because of the ELF
[imt. However, there is still some dilution of the North Sl ope
oil tax because the progressive rate is calculated using the
taxabl e gas from the Cook Inlet along with the taxable oil from
the North Sl ope.

3:35:01 PM

DR. LOGSDON explained that wunder HB 414 there would be two
"buckets" for progressivity. In the first bucket, the paynent
of taxes would be the same as it is now in that one
progressivity is calculated on oil, Cook Inlet gas, and other
in-state gas, so there would be no increase in taxes [slide 25].
The second bucket is for a mmjor gas sale, and would

specifically carve out export gas for separate tax treatnent
He noted that a pipeline noving gas for in-state use would
result in a bigger dilution effect than there is right now,
whi ch nmay be a good thing.

DR. LOGSDON pointed out there is upside risk as well as downside

risk [slide 26]. If gas prices went high under the flat rate,
the state would | eave noney on the table, which is why HB 414
includes progressivity on exported gas. The bill would

establish the rates exactly like they are currently calcul ated
for the conbined substance: every dollar above $30 per barrel
net taxable value would increase the tax rate by 0.4 percent and
anyt hi ng over $92.50 would increase it by 0.1 percent.

3:37:15 PM

DR. LOGSDON said the other element of HB 414 is the requirenent
that BTU equivalent barrels be considered as a nethod for
allocating |ease costs between oil and gas [slide 27]. The
Department of Revenue already has regulations that use this
method for allocating joint production. This nmethod is
straightforward, knowable, and relatively stable, and is based
on production activity. However, the bill recognizes it is the
Department of Revenue that has the resources, tinme, procedures,
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public processes, and confidenti al i nformation, and the
departnment nmay ultimately determine that another nethod is
pr ef er abl e.

3:38:37 PM

REPRESENTATI VE SEATON asked whether Dr. Logsdon is confident the
state will be allowed to have different tax rates for gas that
is used in-state and gas that is exported to the Lower 48.

DR. LOGSDON responded his answer as an economst is that the
val ue of the substance being taxed is not a pass forward. The
market will determne the price, and the costs of getting it to
mar ket and of producing it wll determne the tax base. The
state's taxes have no influence on the price that soneone in the
Lower 48 is going to pay. He allowed there is another aspect,
however, which is whether this is a violation of equal treatnent
anong taxpayers and he does not have an answer to that.

COCHAIR JOHNSON said it is an answer that the conmttee needs
to get.

3:40: 48 PM

REPRESENTATI VE P. WLSON observed that HB 414 would require the
Department of Revenue to consider the BTU equival ent nmethod.
She inquired whether the departnent could junp back and forth
bet ween net hods.

DR. LOGSDON replied the |language is what it says. The
departnment is being seeded the ability to determ ne what the
appropriate nethod is, but it is a recommendation that the BTU
equi val ent nmet hod be consi dered.

MR. MARKS, in response to a further question from Representative
P. Wlson, said this language is in Section 8, page 11, of
Version E

3:42:31 PM

REPRESENTATI VE P. WLSON surm sed from reading the |anguage that
the bill really does not tell the Departnent of Revenue which
nmet hod to use.

DR. LOGSDON clarified that the specific |language is on page 12,
lines 1-2. In further response, he confirmed the |anguage does
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not say the departnent has to use the BTU equival ent nethod,
just that it nust consider it.

REPRESENTATIVE P. WLSON asked whether the departnent nmnust
deci de on one nmethod or another and then stick to that.

MR. MARKS answered the current statute says the Departnent of
Revenue shall adopt regulations on how to allocate costs. Al

the anmendment in HB 414 says is that when doing that, the
departnment should consider this BTU BCE equivalent nethod; it

does not conpel the departnent to use it. What ever the
department does, it nust go through the regulatory process and
if over tinme the departnent decides that it does not |ike how a

method is performng, it would have the freedomto alter it.
3:44: 26 PM

REPRESENTATI VE GUTTENBERG said the provision seens ambi guous as
far as which nethod to use and that the nethod used could be
changed.

MR. MARKS responded the Departnent of Revenue is not conpelled
to use the BCE nethod, which is the method the departnment cane
up with when it had the authority to adopt regulations to
address pretty nuch the same question. It was sinply the sense
of the Senate Finance Commttee that it would be useful to give
t he departnent sone guidance as to how to address this issue.

3:45: 58 PM

REPRESENTATI VE SEATON said he is a bit stuck because it seens
the purpose of HB 414 is the worry about the May 1, 2010, date
and that the binding open season might be sonething that is
probl ematic for the state. He said it seens to himthat a far
greater liability than separating oil and gas is that the in-
state usage and ELF system could becone the required tax system
should the state be sued for commerce clause reasons, and this
tax is essentially near zero.

MR. MARKS replied those are two different problens that are not
rel ated; solving one does not solve the other. The belief that
the current tax structure for Cook Inlet gas is defective is an
i ndependent issue of what HB 414 is addressing and could be
rectified by other neans.

3:48:12 PM
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REPRESENTATI VE SEATON said he would agree if it was Cook Inlet
Sedi nentary Basin that was being tal ked about. However, that
tax framework has been expanded to North Slope gas that is used
in-state; so, it really is the state's current tax rate for the
Nort h Sl ope. He said it seens an argunent could be nmade in a
court of law that that was the tax structure in place on My 1,
2010. Wiile he also worries about progressivity, he sees this
as a greater concern.

3:49: 32 PM

CO CHAIR JOHNSQON, in reference to the title, asked whether the
bill would change the way revenue sharing is done [page 1, |ines
5-6, Version E].

MR. MARKS answered that when the progressivity provisions were
adopted this community revenue sharing fund was established and
funded by a proportion of the progressivity revenues. The
"bucket one" progressivity would be under AS 43.55.011(g) and
the "bucket two" progressivity would be under AS 43.55.011(p).
Section 1 of Version E would provide that a share of the new
progressivity go into the comunity revenue sharing fund as
wel | . That fund is up and running and has been receiving a
share of the progressivity revenue since 2006. In further
response, he said the only anmendnent is that which is on page 1,
[ine 12.

CO CHAI R JOHNSON said he wants to nmake sure that revenue sharing
is not being codified.

3:51:30 PM

CO CHAIR JOHNSON stated that HB 414 is a policy call and it is
i ncunbent upon committee nenbers to exercise due diligence by
going through the bill with a fine-tooth conb.

[ HB 414 was hel d over.]

3:53:43 PM

ADJ OQURNNMENT

There being no further business before the commttee, the House
Resources Standing Conmmttee nmeeting was adjourned at 3:53 p. m
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