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COW TTEE SUBSTI TUTE FOR SENATE BILL NO. 305(FIN) (TITLE AM
"An Act providing that the tax rate applicable to the production

of oil as the average on oil and gas production for
appropriation to the community revenue sharing fund; production
tax value of oil, gas produced in the Cook Inlet sedinentary

basin, and gas relating to the allocation of |ease expenditures
and adjustnents to |ease expenditures; produced outside of the
Cook Inlet sedinmentary basin and used in the state increases and
providing for an effective date."

- HEARD & HELD

HOUSE BI LL NO. 337

"An Act relating to interest on certain underpaynents or
overpaynents for the oil and gas production tax, to certificates
for certain oil and gas production tax credits for qualified
capital expenditures, and to alternative tax «credits for
expenditures for certain oil and gas devel opnent and expl oration
activities for the oil and gas production tax; relating to the
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use of the oil and gas tax credit fund to purchase certain tax
credit certificates; and providing for an effective date."

- MOVED CSHB 337(RES) QUT OF COW TTEE

HOUSE BI LL NO 332
“"An Act providing income tax credits for geothermal resource
expl oration and devel opnent. "

- BILL HEARI NG CANCELED

HOUSE BI LL NO 411
“"An Act providing inconme tax credits for geothermal resource
expl oration and devel opnent."

- SCHEDULED BUT NOT HEARD
HOUSE BI LL NO. 320
"An  Act removing the royalty obligation for geothernal
resources. "
- WAI VED HB 320 OQUT OF COW TTEE
PREVI QUS COW TTEE ACTI ON
BILL: SB 305

SHORT TI TLE: SEPARATE O L & GAS PROD. TAX/ DEDUCTI ONS
SPONSOR(s) :  FI NANCE
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03/ 11/ 10 (S) FIN AT 9: 00 AM SENATE FI NANCE 532

03/ 11/ 10 (S) -- MEETI NG CANCELED - -

03/ 12/ 10 (S FIN AT 9: 00 AM SENATE FI NANCE 532

03/ 12/ 10 (S) Heard & Held

03/ 12/ 10 (S) M NUTE( FI N)

03/18/10 (S FIN AT 3: 00 PM SENATE FI NANCE 532

03/ 29/ 10 (S) FIN AT 9: 00 AM SENATE FI NANCE 532

03/ 29/ 10 (S <Bi |l Hearing Postponed>

03/31/10 (S FIN RPT CS 6DP 1AM NEW Tl TLE

03/ 31/ 10 (S) DP: HOFFMAN, STEDMAN, THOMVAS, EGAN,
OLSON, ELLIS
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04/ 01/ 10 (S) VERSI ON: CSSB 305( FI N) (TI TLE AM)

04/ 05/ 10 (H READ THE FIRST TIME - REFERRALS
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02/ 10/ 10 (H READ THE FI RST TI ME - REFERRALS
02/ 10/ 10 (H) RES, FIN

03/10/10 (H) RES AT 1:00 PM BARNES 124
03/ 10/ 10 (H Heard & Held

03/10/ 10 (H M NUTE( RES)

03/ 27/ 10 (H) RES AT 10: 00 AM BARNES 124
03/ 27/ 10 (H Heard & Held

03/ 27/ 10 (H) M NUTE( RES)

03/ 29/ 10 (H RES AT 1: 00 PM BARNES 124
03/ 29/ 10 (H Heard & Held

03/ 29/ 10 (H M NUTE( RES)

03/ 31/ 10 (H RES AT 1: 00 PM BARNES 124
03/31/10 (H <Bi |l Hearing Cancel ed>
04/ 07/ 10 (H) RES AT 1:00 PM BARNES 124

BILL: HB 320
SHORT TITLE: NO ROYALTY ON GEOTHERMAL RESOURCE
SPONSOR(s): REPRESENTATI VE(s) M LLETT

01/ 29/ 10 (H READ THE FIRST TIME - REFERRALS
01/ 29/ 10 (H) RES, FIN

04/ 07/ 10 (H RES REFERRAL WAl VED

04/ 07/ 10 (H) RES AT 1: 00 PM BARNES 124

W TNESS REG STER

M LES BAKER, St aff

Senat or Bert Stednan

Al aska State Legislature

Juneau, Al aska

PGSI TI ON STATEMENT: | ntroduced SB 305 on behalf of the Senate
Fi nance Comm ttee, sponsor.
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PATRI CK GALVI N, Commi ssi oner

Depart ment of Revenue (DOR)

Juneau, Al aska

PCSI TI ON STATEMENT:  Testified during the hearings on SB 305 and
HB 337.

SENATOR BERT STEDIVAN

Al aska State Legislature

Juneau, Al aska

POSI TI ON  STATEMENT: Provi ded background on the history of SB
305 on behalf of the Senate Finance Conmittee, sponsor.

SENATOR JCE PASKVAN

Al aska State Legislature

Juneau, Al aska

PCSI TI ON STATEMENT: Di scussed SB 305.

ACTI ON NARRATI VE
1:11: 32 PM

COCHAIR MARK NEUMAN called the House Resources Standing
Commttee neeting to order at 1:05 p.m Representatives Neuman
Guttenberg, O son, Johnson, Tuck, Seaton, Kawasaki, and Peggy
Wl son were present at the call to order. Representative Edgnon
arrived as the nmeeting was in progress.

SB 305- SEPARATE O L & GAS PROD. TAX/ DEDUCTI ONS

1:12: 06 PM

CO CHAI R NEUMAN announced that the first order of business would
be SENATE BILL NO 305, "An Act relating to the tax on oil and
gas production; and providing for an effective date." [ Bef ore
the conmmttee was CSSB 305(FIN). ]

1:12: 55 PM

CO- CHAI R JOHNSON announced that anendnents on the bill nust be
submitted by 4/8/10 in order to be introduced on 4/9/10. He
said the schedule for the neeting would be to recess at 3:00
p.m and return to a call of the chair to hear HB 337.

1:14: 27 PM

M LES BAKER, Staff to Senator Bert Stedman, Alaska State
Legi sl ature, introduced SB 305 on behalf of the Senate Finance
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Comm ttee, sponsor. He stated that the current tax rate of oil
and gas activities is based on the conbined British thermal unit
(Btu) value of oil and gas. However, oil and gas can have
vastly different values on a Btu basis. The current structure,
in conjunction with the uncertainty of future prices, exposes
the state to significant financial risk under a major gas sale.
In addition, this structure creates economc instability for any
entity that chooses to participate in +the developnent or
financing of a natural gas pipeline in Al aska. Senate Bill 305
separates oil and natural gas for the purpose of calculating the
progressivity portion of the production tax under AS 43.55. The

intent of the bill is for progressivity surcharges for oil and
Cook Inlet and in-state gas to be calculated together - but
distinctly separate from export gas - instead of the current
practice where oil and gas are conbined. However, the

progressivity mechanism is unchanged, and remains based on 0.4
percent of the production value that exceeds $30 per barrel of
oil, and $30 per Btu barrel equivalent for gas. Furt her nore
the base tax rate is unchanged at 25 percent of production tax
val ue. M. Baker gave a description of the effect of the bill
by saying it is "kind of creating two separate 'buckets' that we

use to do our progressivity calcul ation. | nstead of having one
state-wi de progressivity calculation, we would have two ... the
first would be based on oil, Cook Inlet gas, and other in-state

gas with the progressivity cal cul ated together, and the non-Cook
Inlet gas used in state would be treated as it is now "

1:16: 43 PM

MR. BAKER continued to explain that the reason for this change
is because there is sone gas being produced in the state and the
| oner value of that gas is conbined with the higher valued oil

and that brings down the value of the revenue to the state. The

bill, by splitting out oil and gas, would preclude producers of
gas to use that "dilution" against their oil tax liability. M.
Baker clarified that the intent of the bill is not to create an
additional tax liability, but the estimted cost of the dilution
effect ranges from $40 mllion to $170 nmillion per year. Thus,
the state is currently giving up anywhere from $50 million to
$200 mllion a year. Again, splitting oil and gas directly
represents a tax increase, but this nmechanism will separate the

two for the purpose of a future major gas sale, and not have the
i npact affect the current mnimal in-state gas use. Ther ef or e,
the two buckets allow for the dilution effect for current in-
state gas, and for a separate calculation in the event of a
maj or gas sale, or for export gas.
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1:19: 41 PM

CO CHAIR NEUMAN asked whether the effect on state general fund
revenue i s about $2 billion.

1:20: 07 PM
MR. BAKER, in response, called attention to the docunent
provided in the commttee packet titled, "SB 305: The

Separation of Gl from Gas for the Gl & Gas Production Tax,"
from Logsdon & Associates, and dated 4/7/10. He said the chart
on page 13 shows oil and gas price parity relationships, and
that the $2 billion figure shown in scenario 3 is based on a
$120 oil price and an $8 gas price, which is a parity that is
equivalent to current prices, and what the U S. Departnent of
Energy (DOE) projects for the tinme period at the beginning of
production froma gas pipeline. Therefore, with a $120 price of
oil and an $8 price of gas parity, under the current tax
structure and wthout the separation of how progressivity is
cal cul ated, the annual tax reduction from conbining oil and gas
is estimated to be $2 billion.

1:22: 01 PM

REPRESENTATI VE SEATON observed the estinmate on page 13 assunes
that gas is taxed separately at 25 percent plus progressivity to
generate $1.1 billion in tax revenue. He asked whether the
sponsor has confidence that this tax rate would produce a gas
pi pel i ne.

1: 22: 45 PM

MR. BAKER asked for the question to be restated.

1:23:29 PM

REPRESENTATI VE SEATON restated his question, and added, "Did the
sponsor ... the Senate Finance Commttee, believe that it was in
the realm of possibility that we would get a gas line at 25
percent profits tax plus progressivity?" He agreed that there

is a discrepancy in nunbers; however, nobst of the testinony
heard by the conmttee asserts that those nunbers are based on a
tax rate that woul d never produce a gas pipeline.

1: 24: 43 PM
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MR. BAKER recognized that with the price parity projections

there is concern that by going into an open season negotiation
with the current tax structure, there would be a negative tax
rate on Al aska's gas. He opined the sponsor feels that, at the
mninmum the tax should be zero, and that the state should not
go into negotiations "starting that far behind the power curve."
Furthernore, it was also recognized that the gas progressivity
structure, if left the sane and affected by rates, slopes, and

triggers, was all "set up on oil, those were never conceived to
be the potentially proper progressivity nechanismthat you would
want if you were going to tax your gas separately."” Thus the

sponsor realized that all of those factors have to be on the
table for negotiation under the ternms of a conditional open
season. In fact, royalty rates, progressivity, and all of
Al aska's tax structure would be part of what would be
negoti at ed. He concluded that splitting oil and gas results in
a tax structure that does not work well for gas, however, this
action acknow edges the state's intent to treat oil and gas
separately for the first tine.

1: 27: 23 PM

CO- CHAIR NEUMAN, noting the approaching open season, recalled
that one of the inducenents of the Alaska Gasline Inducenment Act
(AGA was to lock in the tax rate for up to 10 years. He
guestioned the wi sdom of locking in the present tax rate when it
woul d have a negative inpact on general fund revenues. In
addition, he opined the bill does not change tax structure, but
| ooks at oil taxes and gas taxes differently as they are both
energy producing conponents that are treated differently on the
wor |l d market, and have different val ues.

1:28:57 PM

CO- CHAIR JOHNSON referred to the previous presentation of these
estimates and pointed out that the $2 billion estinmate was not a
predi ction, but a nunber "carried out to a worst case scenario,
and somewhere in between zero, and this nunber, is what we're
basically ganbling." He stressed that testinony by consultants
on the related House bill was identical and the estimtes were
used illustratively.

1:29: 57 PM

REPRESENTATI VE GUTTENBERG asked whether the Senate Finance
Comm ttee explored any scenarios or alternatives that create a
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floor, "so that it would never go below that rate, on either
side, or both, or a conmbination [there]of."

1: 31: 13 PM

MR. BAKER related that the Joint Commttee on Legislative Budget
and Audit (JBUD) hired Dr. David Wod, David Wod & Associ ates,
United Kingdom to create a robust nodel of Alaska' s tax
structure, taking into consideration all of the variables and
unknowns. This nodel has been presented to other I|egislative
commttees; and in fact, the first point of his analysis was
that Alaska's coupled tax structure is fundanmentally flawed.
Furthernore, the analysis indicated that there are many
i ncentives used to encourage production, and Al aska nust address
the decoupling issue and regressive taxes, such as property
taxes and royalty taxes, that are "built-in at the base |evel of

their business.” Although Dr. Wod could address the nechanics
of the tax structure at the legislature's request, M. Baker
opined that the sponsor of the bill decided "to tackle the

decoupling. "
1:35:24 PM

PATRI CK GALVIN, Conmi ssioner, Departnment of Revenue (DOR)
infornmed the commttee the decoupling issue is conplex with many
aspects to explore. He advised that his presentation is from"a
very high level [and I] tried to boil down what | see as the
i ssues, the policy issues, that are presented by this bill." In
addition, significant analysis has been done this session, and
the presentation attenpts to cover the key points relative to
the |l egislature' s decision-nmaking process.

1: 36: 44 PM

CO-CHAIR NEUMAN asked whether this is an issue of which the
departnent is aware.

1: 37: 00 PM

COWM SSI ONER GALVIN said yes. The "dilution effect” was built
into the system as an intended result of the "net base tax

systemwith the progressivity elenment.” In fact, the departnent
testified in 2007 as to its inpact on incentives for heavy oil
devel opnment and the gas project. Furthernore, in January 2008

the departnent cautioned that revenue from a gas |ine, based on
prices then, would result in a reduction of oil taxes of about
$1 billion per year; in other words, that was presented as an
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incentive for gas |ine devel oprment. Since then, oil and gas
prices have caused the projection of the dilution effect to be
much greater than anticipated, and the departnent now recogni zes
that there are significant advantages, in terns of the state's
fiscal policy, of having the conbination of oil and gas worKking
together. Comm ssioner Galvin acknowl edged, however, that there
are extreme situations concerning the price differential between
oil and gas that need to be addressed, hence the decoupling
sol uti on. Al though there are less extrene ways to address the
situation, such as a mninmum tax mechanism the Senate Finance
Comm ttee pursued decoupling, thus DOR has conpleted additional
anal ysis of SB 305.

1:40: 10 PM

COW SSIONER GALVIN continued to explain that his testinony
today will provide a context in which to |look at the decoupling
issue, clarify where the state currently is in the gas line

devel opment process, and exanm ne expectations for the next few
years. (Open season for the Alaska Pipeline Project (APP) begins
April 30, and Denali - The Alaska Gas Pipeline (Denali)
submtted its plan to the Federal Energy Regul atory Conm ssion
(FEC) today. The open seasons will go through the summer, and
negoti ati ons on agreenents will continue through this year.

1:41:10 PM

REPRESENTATI VE GUTTENBERG surm sed the only decoupling issue
facing the state nowis with AG A and not the Denali project.

1:41: 42 PM

COW SSIONER GALVIN clarified that the decoupling bill wll
affect the economcs of either project because it wll becone
the law of +the |and. He agreed, however, that the tax

i nducenent in AGA is not available for the Denali project.

REPRESENTATI VE GUTTENBERG confirmed that decoupling changes the
state's tax law for all projects.

1:42: 45 PM
CO- CHAI R NEUVAN asked how decoupling changes the tax structure.

1:43: 21 PM
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COWM SSI ONER GALVI N explained that the current system conbi nes
oil and gas and taxes them as a whole because oil and gas are
produced together. In contrast, wood and coal have energy
val ue, but they are not produced with oil. However, oil and gas
come out together, and if the state is going to have separate
systens to tax them then the state's current tax system nust be

changed, and SB 305 takes half of the calculation - revenue,
| ess cost, equal profit - and splits those costs in a way yet to
be determned. The result wll be different economcs for oil,

for gas, and for the taxes on the underlying profits.
Comm ssioner Galvin observed, "Regardless of whether the rate,
the progressivity rate, the kick-off rate for progressivity, are
changed, the fact of the matter is, we're going to end up with a
different tax systemfor oil then we have now, [and a] different
tax systemfor gas then we have now. "

1:44: 52 PM
CO- CHAI R NEUVAN opi ned that is the intent of the bill.
COWM SSI ONER GALVI N agr eed.

CO CHAI R NEUMAN poi nted out other gas and gas |ine devel opnents
t hat are underway.

1:45: 44 PM

COWM SSI ONER GALVIN returned to upcomng events related to the
gas line projects and advised that the departnent is |ooking at
pr ecedent agreenent s, full comm t nment s from  shippers,
sanctioning the project, and entering into transportation
services agreenents, all effective around 2014. Between now and
then there will be ongoing discussions about project economcs,
the cash flow needed by producers, and the relative risks the
state is wlling to Dbear. At the conclusion of these
di scussions wll be agreenment on the anount of fiscal
predictability that the producers are going to need to make
comi t ment s. He disagreed with the initial premse that the
state's "take," including property taxes and royalty rates, is
up for negotiation. Conversely, Conmm ssioner Glvin expressed
his belief that "fiscal certainty, fiscal predictability is
sonething that the producers have clearly stated they require.”
However, the departnent |ooked at the econonmics of the project,
in terms of cash flow, and believes that under the state's
current system as of now, there is adequate cash flow to the
producers. He stressed that the state's position should be one
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of not conceding the question of whether a change in the state's
cash flow is required.

1:48: 34 PM

CO CHAIR NEUMAN recalled that one of the inducenents under AG A
is that a participant in the first open season gets a "lock-in
on your tax rate."

COM SSI ONER GALVIN clarified that the applicable rate is on the
gas production tax.

CO- CHAIR NEUVAN said his point is that the state nmay nake ful
commtnents for shipping gas until 2014 at a |ocked-in rate, but
continue to change rates for the fiscal predictability that the
producers need.

1:49:40 PM
COWM SSI ONER GALVIN explained that AJ A legislation assures a

10-year fiscal <certainty aspect to gas production taxes;
however, producers have consistently said 10 years is not |ong

enough, and there is still uncertainty. Regar dl ess of whet her
producers qualify for the AG A inducenent, he said he expects
producers will ask for nore durability and predictability after
t he open season. The question renmains about how flexible the
state will be in ternms of its negotiation position.

1:50:40 PM

CO-CHAIR NEUVAN noted t he Comm ssi oner's reference to
assunptions and stated his concern is with the law as it stands
t oday.

1: 50: 51 PM

COMM SSI ONER GALVI N said he was not contradicting current |aw at
all.

1:51:01 PM

REPRESENTATI VE SEATON expressed his belief that Alaska' s dear
and Equitable Share (ACES) inducenent for gas was the difference
between the tax rate during the first open season and what was
subsequent |y negoti at ed.

1:51: 34 PM
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COMWM SSI ONER GALVIN advised that the inducenment is the gas
production tax obligation not the tax rate, but the obligation

under the current system that sets the ceiling. He said,
"Whatever the obligation, the gas production tax obligation
that's wunder the current system in place, is what sets the
ceiling."

1:52: 37 PM

COWM SSIONER GALVIN, in response to Representative Quttenberg,
said he would explain the difference between the rate and the

obligation later in his testinony. He then turned to the
subject of the primary considerations of today, and said that
there will be a period of uncertainty during open season when
there will be ongoing discussions in regard to the state's

fiscal system and what needs to be in place for the long-term
For exanple, if the state's interest can be protected during
this period by achieving a gas pipeline, and by securing an
appropriate share of revenue from oil and gas production once a
gas pipeline is in place. On this issue there are two
consi derati ons: 1. whether our fiscal system is attractive
enough to get a gas pipeline project; 2. whether the potentially
| ocked-in portion of the fiscal systemis set at an acceptable

level for the state. To address these considerations,
Comm ssioner Galvin said the departnment nodeled the provisions
of SB 305, in conmparison to the status quo, using broad and

varied conparisons from an oil price range of $40 to $200 per
barrel and a gas price parity range of $6 to $26. The nodel
al so assuned oil production of 500 thousand barrels of oil per
day (500 MMbl/d); a 4.5 billion cubic feet per day (Bcf/d) gas
pi peline; operating expenses (OPEX) of $2.2 billion; capital
expenses (CAPEX) of $2.2 billion.

1: 56: 05 PM

COWMM SSI ONER GALVI N di spl ayed a PowerPoint presentation by the
Al aska Depart nent of Revenue titl ed, "Conmments on CSSB
305(FIN)," and dated 4/7/10. Slide 5 titled, "In all of the
Cases Run: CSSB305(FIN) Results in a Lower "Locked-in" Gas Tax
oligation,” illustrated two buckets, one of taxes defined by
the bill and one of the status quo. Because the bill does not
set a cost allocation, there are a variety of cost allocation
met hods that can be used by the nodel, such as an individual
basis, or fornmulas using a Btu barrel equivalent (BOE) basis or
a point of production (PoP) basis. He descri bed sonme of these
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nmet hods and cautioned that "you get two different nunbers,
wildly different nunbers, and we'll show you that."

1:58:49 PM

CO CHAIR NEUVAN asked the conm ssioner to identify the colored
areas on the slide. He then observed that the problemwth Btu
equivalents is that not all oil and gas are the sane; in fact,
there is a trenmendous variation depending on the presence of

natural gas |iquids. To try to base the npdel on a Btu
equivalent sinply using "60 percent of your costs for gas, 40
percent for oil, well that gas could be so nuch different

that's the issue |'ve always had with Btu equivalent.... I
don't think it's an appropriate way to do it."

1: 59: 46 PM

COMM SSI ONER GALVI N explained that if the gas stream is broken
down into its Btu equivalents, nore value is given to gas that
has liquids in it, when conpared to other gas, and it wll take
less of it to equate to one barrel of oil. This is a nethod
that allows one to recognize that there is a difference in value
and quality that can be set on a volune basis. On the other
hand, the PoP value nethod can be used, which is based on the
dol l ar value of the commodity itself. He advised that different
cost allocation nethods are used for analysis and because the

bill does not specify which cost allocation nmethod is to be
used, the departnent has "no magic that |1'm going to conme up
with, through a [regulatory] process that's going to sonehow,
enpirically cone up with one. But if you don't like Btu basis

then it would be best to have that in the statute."
2:02: 18 PM

CO- CHAIR NEUMAN restated his point that the departnent is using
Bt u equi val encies that are based on a percentage of gas and oil
out of a well, in volunme, yet the Btu values are different
across just about every oil and gas field.

2:02:48 PM

COWM SSI ONER GALVI N assured the commttee that the Btu value is
establ i shed based upon the quality of the product; however, he
acknowl edged that at this tinme, there is a cause for confusion
during his presentation when he gives exanples and assunptions.
He returned to slide 5 and noted that the assunption, for the
purpose of the nodel, is that the cost allocation would either
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be on a BCE or a PoP basis, sinply to nake the presentation of
the results of the nodel easier.

2:04:17 PM

REPRESENTATI VE P. W LSON observed that the PoP is the net after
the tariff and asked, "Is that counting upstream or ... upstream
and downstream or just downstrean"

2:04:53 PM

COWM SSI ONER GALVI N said for a gas pipeline, it includes the gas
treatment plant, the main pipeline, and smaller pipelines to the
market. Those are the only costs being deducted from the sales
price to establish the PoP val ue. Gathering |ines, processing
plants, and wells are the costs that nust be allocated; thus it
needs to be determ ned which of the upstream costs are being

incurred to produce both oil and gas, and how nuch wll be
deducted fromoil revenue and how nuch will be deducted from gas
revenue. Therefore, for a point of production basis, the

percentages of the value of the gas and the value of the oi
determ ne the way the costs are split. He stressed that this is
not what the tax is based on, but these are the two nethods
bei ng used in the nodel.

COM SSIONER GALVIN, in response to Co-Chair Neuman's earlier
guesti on, said that on slide 5 the bar identified as
CSSB305(FIN) is the separate gas tax and the separate oil tax,
using the sane tax rates that are in current law. The taxes are

illustrated as separate because the bill calculates the taxes
separately. To do that, the costs nust also be separated, and
the cost allocation will nake the adjustnent. Slides 5, 6, and

7 do not use nunbers, but nerely conpare the relative size of
t he bars.

2:07: 46 PM

COM SSI ONER GALVIN stated the right hand bar represents the
status quo under the current conbined tax system and there is
no separate gas portion or oil portion. However, because of the
AG A tax inducenent, the departnent had to cone up with a way to
derive the gas production tax obligation so it could be conpared

to some future law that may be in place. In fact, in the
present regulations, there is a nethod to attribute current
production tax obligations between oil and gas, so the gas
production tax can be established for AGQJA tax inducenent
pur poses. Therefore, slide 5 shows that for all of the
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different price relationships, the gas tax being |ocked-in
wi t hout changes is always higher than the tax set by the passage
of the proposed decoupling statute.

2:09: 44 PM
COWM SSI ONER GALVIN, in response to Co-Chair Neunman, said the

current system under ACES, is the conbined production tax that
results in a single nunber for oil and gas together, that the

producer owes to the state. For example, an oil and gas
producer has a gas line, prepares its taxes, and determnes its
tax obligation to the state is $5 billion. The departnent,

under current regulation, uses the relative PoP value, and
determ nes how nuch is the oil portion and how nuch is the gas
portion. Thus the $5 billion may be divided into $2 billion for

gas and $3 billion for oil. In the sane exanple, if oil and gas
are separated and calculated differently, the gas tax portion
will be Iess than $2 billion in every price comnparison.

2:11:57 PM

COWM SSI ONER GALVI N continued to slide 6 titled, "In Al of the
Cases Run: CSSB305(FIN) Raises G| Taxes," and pointed out that
in all of the nodels that were run, the separate oil tax under
t he proposed decoupled law is larger than the attributed oil tax

under the status quo. Furthernore, in 90 percent of the cases
the conbined tax obligation of separate oil and separate gas is
| arger than when the two are conbined under the status quo. | t

is inportant to understand that while the overall state revenue
is increased by separation, the portion that is "fixed" by the
Ad A open season is always |ower under SB 305 than under the
status quo.

2:13:39 PM

CO CHAI R NEUVAN asked whether the regulations are witten yet.

COWM SSI ONER GALVI N said the regul ations are final.

2:13: 50 PM

CO CHAIR NEUMAN surmised that the regulations are final on
eval uating PoP, yet Btu values are different. He asked whet her
the regulations tell industry and the departnent how to tax

those different rates and vol unes, based upon Btu equival ents at
t he PoP.
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COWM SSI ONER GALVI N sai d yes.
2:15: 03 PM

CO- CHAIR NEUVAN asked for exanples from different fields for
conpari son. In response to Conmm ssioner @Glvin's request for
clarification, he remarked:

You have your point of production ... at the neter

the point of production, and then your value of that
is based on market values, so you've got that point of
production val ue. Then, because the Btu equival ents
are different between different oil and gas fields
that produce both oil and gas, and because those Btu
val ues are so much different between each one of those
wells, what 1'd like to see is a chart that talks
about ... the Btu value...

COWM SSI ONER GALVIN agreed to provide information on potenti al
oil and gas m xes, the potential heat value of the gasses, and
the cal cul ation method for establishing that val ue.

2:16: 30 PM

CO CHAIR NEUMAN observed that the Gubik field has a lot of
net hane, and so has a very low Btu value, but possibly high
| evel s of gas. Therefore, the low Btu value would be a
di sincentive to exploration. Co- Chair Neuman said this subject
woul d be discussed at another tine.

2:17: 46 PM

REPRESENTATI VE P. WLSON understood Conmm ssioner Glvin to be
saying that if gas and oil taxes are separated, the state would
make nore noney because it would nake nore on oil.

COWM SSI ONER GALVI N agr eed. He referred back to page 13 of the
presentation by Logsdon & Associates, and pointed out that the
gas is not being taxed differently, but that the oil is getting
the full brunt of the tax against it. He said, "The oil 1is
paying full progressivity at that price and it's not getting the
benefit of the gas reducing the progressivity against the oil

tax." In fact, by decoupling, the state is increasing the oi

t ax. He opined this change is not necessarily wong, but that
is "the mechanics of it." In addition, he clarified that the
part being |ocked-in at open season is not the "so-called $2
billion loss", but is the gas production tax obligation.
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CO CHAI R NEUVAN observed that is the dispute with the nunbers.

COWM SSI ONER GALVIN stated the legislature's econom sts are not
di sputing his statenments - they have yet to testify on this.

2:21:09 PM

REPRESENTATI VE SEATON al so referred to page 13 of the report by
Logsdon & Associ ates, and asked whether the anount attributed to
gas tax is higher because of the way the regulations read
regarding the PoP value. In all of the scenarios, the gas al one
tax is $1.1 billion.

2:22:09 PM

COW SSI ONER GALVI N said yes, and added that if the nunbers from
page 13 are projected onto slide 5, at a $120 oil price and an
$8 gas price, the separate oil tax (green) section of the |eft
bar would be $6.4 billion and the separate gas tax (red) section
would be $1.1 billion. The red and green sections conbined
would be $7.5 billion. The bar on the right would be $5.5
billion in total size, as the regulations take that $5.5 billion
and divide it between oil and gas; in fact, he estinmated that
the red section would be $1.2 billion and the green section
woul d be $4.3 billion.

2:23: 32 PM

CO- CHAIR NEUMAN noted sone of these conparisons are shown on
subsequent sl i des.

2:23: 50 PM

COW SSIONER  GALVIN directed attention to slide 8, titled
"Exanpl e Cases,"” and indicated that estimtes on page 13 of the
Logsdon & Associates report are based on splitting costs by 90
percent to oil and 10 percent to gas (90:10). He stated that
this ratio represents "an extrenme allocation that does not
reflect either point of production or a BOE equival ent basis."

He further explained that of the illustrated four graphs, the
first being a BOE cost allocation at $120 oil and $8 gas, which
is a 15:1 price relationship. The second was a PoP cost

al l ocation at 15:1. The third graph was a BOE cost allocation
at $120 oil and $15 gas, which is an 8:1 price relationship.
The fourth was a PoP cost allocation at 8:1. The first graph
also illustrates a total tax difference of about $3 billion to
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the state, exclusively because the oil tax is alnobst double.
The attributed gas portion under the status quo is $1.2 billion,
but the separate gas tax is less, and that is the portion that
woul d be | ocked-in at open season.

2:26: 54 PM

COW SSIONER GALVIN pointed out the second graph that
illustrated the PoP nethod of cost allocation, and said that in

this case, $600 mllion in total state tax revenue is lost, oil
is reduced to $7 billion, and gas increases to $900 mllion.
Thus, the results of the proposed bill are dependent on the

regul ations, but regardless of which, the gas tax generated is
| ess.

2:28: 05 PM

CO CHAI R NEUMAN said he thinks that is what the bill sponsor is
trying to show.

COMM SSI ONER GALVI N agreed it is a significant tax increase.

CO- CHAI R NEUVAN recogni zed the different val ues of PoP and BCE.
2:28:39 PM

REPRESENTATI VE SEATON observed that regardless of the scenario,
if the tax is decoupled the anpbunt of gas tax is going to be
|l ess than the anpunt attributed to gas. Therefore, the state
woul d lock-in at open season a smaller amobunt of gas tax than
under either allocation schene under AG A

COW SSI ONER GALVI N sai d yes.

2:29:57 PM

REPRESENTATI VE P. WLSON opi ned decoupling would raise the oil
t ax.

COWM SSI ONER GALVI N agr eed.

2:30: 22 PM

REPRESENTATI VE SEATON interjected that the significant action is
that the state would be raising the oil tax but |essening the

gas tax and, at open season, under AQ A, guaranteeing that the
conpanies will have the tax liability on gas as the |law exists
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at that time; thus the tax attributable to gas under the
conbined status is higher, and if separated, there is a |ower
tax liability.

COW SSI ONER GALVIN sai d yes.

2:31:14 PM

CO- CHAI R NEUMAN indicated that the regulations do not take into
account "higher oil tax productions.”

2:31:49 PM

COW SSI ONER GALVI N clarified t hat t he af or ement i oned
regul ations deal with attributing the current tax obligation for

the purposes of the AG A tax inducenent. The departnent has
produced a book on how to value the gas and oil, and what the
tax value is; however, the departnment has not produced
regul ations that put in place a cost allocation nethod for al
oil and gas, which the bill requires it to do.

2:33: 08 PM

COMWM SSIONER GALVIN directed attention to slide 9 titled,
"Observations,” and stated that CSSB 305(FIN) increases oi

taxes, and in alnost all cases increases total oil and gas
t axes. It provides a higher starting point for further
di scussions wth producers; however, it negatively affects
proj ected gas pipeline economcs. |In addition, it would lock in

a lower gas tax ceiling, which enhances the value of the AGA
tax inducenent, but reduces the state's flexibility after open
season. He then advised that the bill could be passed after
open season w thout conflicting with the AG A tax inducenent.

2:35:16 PM
The committee took an at-ease from2:35 p.m to 2:36 p. m
2:36: 23 PM

SENATOR BERT STEDMVAN, Al aska State Legislature, said he has not
had an opportunity to review the presentation by the DOR He
noted that over the last three nonths there has been concern
about the potential of a cross-subsidy at the tine of the first
| arge gas flow from Al aska's oil and gas basin. About two years
ago, the Joint Commttee on Legislative Budget and Audit hired
Dr. Wod to study the issue of the tax structure within the oi
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basin, and to consult with the |egislature. Senat or St edman
said the concern of sonme |egislators was about the way the oil

tax 1s structured. In fact, during the discussion about the
Pet rol eum Production Tax (PPT), legislators took the discussion
of gas off of the table and concentrated on the oil tax,

eventually transitioning fromthe Economc Limt Factor (ELF) to
PPT, and then to ACES. At the tinme PPT was witten, fornmer
Governor Miurkowski was adamant that progressivity was not to be
included in the tax. However, during the devel opnent of ACES
the legislature included a conponent of PPT which was the
multiplier Btu equivalency that is part of the tax structure
t oday. As a matter of fact, the legislature has never taken a
policy position on the gas tax itself and as the state
approached open season, there was interest in discussing three
issues of a gas tax: the subject of HB 305, the gas tax |evel
and progressivity on gas. The | egislature, admnistration, and
the industry agreed that sufficient information was not
available at that tinme to develop legislation on the base gas
tax, or on progressivity. However, one conponent remains in the
current tax | egislation.

2:40: 54 PM

SENATOR STEDVMAN further recalled that early in 2010, M. Tony
Pal mer, vice-president for Al aska gas devel opnment, TransCanada,
Al bert a, Canada, gave a presentation to the |legislature
regarding open season and revealed a range of tariffs and
forward price expectations for oil and gas from the DOE for
2020-2030. The tariffs and price expectations were entered into
a nodel, and the offset to the state's gas revenue "actually
took out the royalties and then renoved part of the revenue off
of oil." Senator Stednman then had Dr. Wod conplete nore
detailed analyses that showed the state would be facing a
significant revenue offset and basically giving away its gas
revenue, when the price ratio between gas and oil spreads.
Hi storically, the price ratio has been between 8:1-10:1, but the
state's tax structure is based on energy equival ency, about 6:1,
thus if the price of gas and oil is in the range of 8:1 with oi
being nore valuable, the state is "relatively confortable."
However, in the last three years the ratio has been 14:1-20:1
and there are significant revenue offsets at 15: 1. Today, DOE
expectations are 15:1-17:1, and Dr. Wod can provide projections
on how this would have affected the state's treasury.

2:43: 51 PM
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SENATOR STEDVAN expressed his belief that the ratio staying

around 15:1 versus around 8:1 is nore probable. Clearly, DOE
forecasts and expectations are in the higher range; therefore,
the state's position is unknown. At the tine of the "open
season | ock-down day on May 1," the state will still have the

ability to decouple, but the inpact or flexibility from that
action is substantially higher today because under AGQ A the
flexibility surrounding the gas tax is lost. He maintained this
is the cause for urgency and it is in the state's best interest

to negotiate with two separate revenue streans. In addition,
Dr. Wod has nodeled the ability for the state to predict
outcones, and illustrated that when the price multiple is noved

from 8:1-9:1 to 15:1-20:1, there are huge changes in cash flow
resulting in significant financial damage to the state; in fact,
when oil volunes are renoved predictions becone al nost
i npossi bl e.

2:46: 38 PM

SENATOR STEDVAN opined nenbers of the legislature did not
recogni ze the magnitude of the state's possible |oss, of around
$2 billion, when the ratio is 15:1. He argued that the
probability of an outconme that is not in the state's interest is
substantially higher than the other way around. Furt her nore,
the dynamcs of a global nmarket for shale gas and |iquefied
natural gas (LNG arise as Alaska is "locked-in a position,
under AG A where we can't, we don't have the flexibility."
Senat or Paskvan, who did not experience the PPT, ACES, and AG A
processes, was asked to help look at the l|legal aspects of this
matter because, as Senator Stedman said, "Frankly, [I'm very
confident, that what's going on here is a world-class petro
dol l ar shell ganme being played on the State of Al aska, there's
actually no doubt in nmy mnd." He cautioned that the
| egislature wll be provided wth charts, fornulas, and
regul ations, but the fiscal reginme of every hydrocarbon basin in
the world cones down to the amount of cash flow to the industry
and the sovereign - the state and federal governnment - and urged
the conmttee to watch the cash fl ow.

2:49:40 PM

SENATOR STEDVAN provided the exanple of today's nultiple of
20: 1, which are an $85 oil price and a $4 gas price. Thirty
days after the gas is turned on, he predicted DOR would report
no increase in revenue, that no revenue was nade from the gas,
and that the oil revenue has declined. Nowhere else in the
world is hydrocarbon given away; in fact, troubled basins are
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incentivized through tax relief, royalty relief, and perhaps
progressivity, but the hydrocarbon is not given away. Senat or
Stedman concluded that after all of the analyses, the answer is
found in the cash. The bill is not an incentive for the
industry and will not affect open season, but it wll affect the
state's ability to protect its revenue stream from the marketing
of its gas.

2:51:54 PM

CO- CHAIR NEUMAN referred to the variance in differentials over
time and pointed out that the ratio in 1982 was 20:1. He asked
for the effect of present-day conpetition, pointing out that was
not an issue for energy in the '80s. Today there is financial
support from the governnment for hydro, solar, and w nd energy;
in fact, the world has changed, and the nmarket in Anerica has
changed.

2:53: 45 PM

SENATOR JOE PASKVAN, Alaska State Legislature, addressing the
previous point regarding the difference between the price of the
coormodity and the Btu equivalency, said historically there is
deviation from the 6:1 benchmark. He questioned what magnitude
of risk that would nake to the state, considering that the DOE
forecasts a ratio of 14:1-18:1 for 100 percent of the tine into
the future. He advised that at 12:1 the production tax is
elimnated, at 15:1 the royalty revenue is elimnated, and at
20:1 savings would be used to export the resource. Senat or
Paskvan said he reviewed this situation, "looking at it through
the legal weyes,” and his alert to the attorney genera

instigated alnpst $1 nmillion in research by the departnent of
law (DQL). This is inportant, not because of the cost to the
state, but because it is an indication that this is an extrenely
conplex legal issue of "first inpression” to the state, and
hol ds significant legal risk. Therefore, the only answer would
come at a tinme in the future when Al aska is being sued, billions
of dollars are at risk, and the state is waiting for a decision
from the Al aska Suprene Court. Senat or Paskvan opined action
can be taken before May 1 with zero legal risk, but after My 1,
the attorney general has advised any action is subject to |ega

I Ssues. He observed that Al aska has two world-class resources,
oil and natural gas, and each resource should be addressed on
its own nerits; for exanple, the gas pipeline should stand
al one, and decoupling now allows that to occur wthout the
effect of dilution on the state's treasury. Senat or Paskvan
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concluded that this is not a Republican or Denocratic issue, but
an action to protect the state's treasury and cash fl ow.

2:58:24 PM

CO CHAI R NEUMAN asked for Senator Stedman's opinion on taxing
for val ue based on Btu equival ent.

2:58: 51 PM

SENATOR STEDVAN responded that cost allocation is a difficult
section of the bill due to its inmportance to cash flow between
the state, the industry, and the federal governnent. There were

two constraints when dealing with the issue of cost allocation:
the admnistration was encouraged to use a barrel of oil
equi val ency through regulation, and there was an urgency to put
the bill on the House calendar. He opined there is insufficient
information to answer the cost allocation question; however, the
departnments have access to confidential information and are in a
better position to find the correct answer, along wth the

| egi slature's expert consultants. Mor eover, between now and
sanctioning, that subject wll come to conclusion during
negoti ati ons between the state and producers. Senat or St ednan
urged the committee to study Dr. David Wod s calculations on
t he revenue i npact. Even today w thout gas running, for Cook
Inlet and on the North Slope, the cross-subsidy inpact over the
| ast three years is about $250 million to the treasury.

3:01: 35 PM

REPRESENTATI VE P. WLSON observed that DOR scenarios indicated
that decoupling dropped the gas revenue, but increased the oil
tax. She asked whether Dr. Wod reported on this effect.

3:02:34 PM

SENATOR STEDVAN has heard a simlar debate in the media and
agreed, "You could look at it that way." However, the gas
revenue is the state's revenue, not the industry's revenue.
This is not a tax increase and that argunent is a bizarre tw st
of the mathematics of what is going on. He renarked:

Have the gas tax calculation run and put a stack of
cash on the table, have the oil tax run and put a
stack on the table, and then start playing this shell
gane, and watch the state's pile go down, and the
industry's pile go up. And everything else stays the
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same. ... But to what references exactly that the

conmi ssioner nmade, | wasn't in the room | haven't
seen his presentation, so | can't really coment on
t hat .

3:04: 05 PM

[ SB 305 was held over.]
3:04:14 PM

The House Resources Standing Commttee neeting was recessed at
3:04 ppm to a call of the chair.

[ Transcription of the Gavel to Gavel audio recording from
6:38:09 p.m to 6:42:55 p.m follows:]

COCHAIR CRAIG JOHNSON called the House Resources Standing
Commttee neeting back to order at 6:38 p.m Represent ati ves
Johnson, Neuman, P. WIlson, Quttenberg, Seaton, and O son were
present at the call back to order. Represent ati ves Edgnon,
Kawasaki, and Tuck arrived as the neeting was in progress.
Representati ve Dahl stromwas al so i n attendance.

HB 337-O L AND GAS PROD. TAX: CREDI TS/ | NTEREST

CO- CHAI R JOHNSON announced that the next order of business would
be HOUSE BILL NO 337, "An Act relating to interest on certain
under paynents or overpaynents for the oil and gas production
tax, to certificates for certain oil and gas production tax
credits for qualified capital expenditures, and to alternative
tax credits for expenditures for certain oil and gas devel opnent
and exploration activities for the oil and gas production tax;
relating to the use of the oil and gas tax credit fund to
purchase certain tax credit certificates; and providing for an
effective date.”

CO- CHAIR JOHNSON stated the docunent before the conmttee is
Version R He recalled that Representative Guttenberg had noved
Conceptual Anendnent 3, |abeled 26-GHR057\A. |1, Bullock, 8/24/10,
at the 3/29/10 neeting; however, the anendnent was w thdrawn so
the neeting could adjourn wi thout any business before it.

REPRESENTATI VE GUTTENBERG noved Conceptual Anmendnent 3, |abel ed
26- GH2057\ A. 1, Bull ock, 8/24/10, which read:
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Page 1, line 2:
Delete ","
| nsert "and"

Page 1, lines 3 - 4:

Delete ", and to alternative tax credits for
expenditures for certain oil and gas devel opnment and
exploration activities for the oil and gas production
t ax"

Page 3, line 7:
Del ete "AS 43.55.025(f) [AS 43.55.025(f)(2)]"
I nsert "AS 43.55.025(f)(2)"

Page 3, line 9:
Del ete "AS 43.55.025(f) [AS 43.55.025(f)(2)]"
I nsert "AS 43.55.025(f)(2)"

Page 4, line 5, through page 9, line 5:
Delete all material .

Renunber the follow ng bill sections accordingly.

Page 9, lines 11 - 25:
Delete all material.

Renunber the followi ng bill sections accordingly.

Page 10, lines 2 - 6:
Delete all material.

Renunber the followi ng bill sections accordingly.

Page 10, |ine 19:
Delete "Sections 4 - 12 of this Act take"
| nsert "Section 5 of this Act takes"

Page 10, |ine 20:
Delete "sec. 17"
| nsert "sec. 9"

CO CHAI R JOHNSON obj ected for the purpose of discussion
REPRESENTATI VE GUTTENBERG explained that the anmendment is

conceptual because it was witten for a different version of HB
337.
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The commttee took a brief at-ease.
[ FTR audi o recordi ng restored.]
6:42: 55 PM

REPRESENTATI VE GUTTENBERG, for "practical purposes at this tine"
wi t hdrew Concept ual Amendnent 3.

6:43:10 PM

CO- CHAIR NEUWAN inforned the conmttee Version E "does not have
the [Alaska Retirenent Managenment (ARM] Board anendnent in
there." He then noved to adopt Version E.

6:43: 47 PM

CO CHAI R JOHNSON announced the notion to bring back before the
commttee Version E, the effect of which allows the ARM Board to
purchase the credits.

REPRESENTATI VE P. W LSON objected for the purpose of discussion.

CO CHAI R NEUMAN poi nted out that Version E "does not include the
ARM Board version."

CO- CHAIR JOHNSON corrected his previous statenent. He said,
"That's the effect of what [Version E] does, it takes away the
ARM Board version."

6: 43: 55 PM

REPRESENTATI VE P. WLSON spoke to her objection and asked why
t he ARM Board anendnent should be renoved fromthe bill.

6: 44: 30 PM

CO CHAI R NEUMAN expl ained that his request to renove the ARM
Board is not for the purpose of disallowwng the board to
purchase credits, in fact, he expressed his belief that these
opportunities should be expanded; however , the commttee
received a legal opinion from Don Bull ock, Attorney, Legislative
Legal Counsel, Legislative Legal and Research Services, advising
that the provision may violate the single-subject clause.
Because of this advice, he stated that his intent is to provide
ot her opportunities to use for purchases of the credits. In
addition, Co-Chair Neuman expressed his understanding that the
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commi ssioner of the Departnment of Revenue said the ARM Board
woul d not purchase the tax credits.

6:46:21 PM

PATRICK GALVIN, Comm ssioner, Departnent of Revenue (DOR),

advised that the inclusion of the ARM Board as a potential

market for the «credits is no |longer necessary as other
provisions of the bill renove any barriers to a credit-
certificate holder getting 100 percent of his/her cash back from
the state, whereas the ARM Board would offer 92 cents on the
dol | ar. Furthernore, given the advice from Legislative Legal

and Research that the provision raises the possibility of a
singl e-subject violation, he said the departnent decided not to
put sonething unnecessary in the bill and risk creating a |ega

i ssue.

6:47:21 PM

CO CHAI R JOHNSON expressed his understanding that the bill now
allows the state to purchase, "100 cents on the dollar,” and
there is no need for other options.

COWM SSI ONER GALVI N said correct.

6:47: 34 PM

REPRESENTATI VE KAWASAKI recalled previous debate on this version
of the bill. He said,

Version R is the version that |'ve marked up, we've
passed two anendnents, at | east di scussed two
amendnents to this version, R | think that the idea
would be that if you don't want the ARM Board in
there, that we could later anend it out. ... To switch
from version to version | think is confusing, I'd

prefer to stick with this version for now. ...
6:48: 20 PM

CO- CHAI R JOHNSON observed that the conmmittee could vote on that,
as any nenber can nmake a notion.

6: 48: 28 PM

REPRESENTATI VE SEATON observed, "This is actually rescinding an
action we took, wthout rescinding the action." He recalled
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that the comrttee had a choice and discussed Version E, but
Version R was adopted. He then rem nded the conmttee he had
provided a | egal nmeno from 2008 quoting the suprenme court, which
held that in matters with such themes such as taxation, a "broad
breadth” of interpretation is acceptable. Further, testinony by
the comm ssioner pointed out that the bill deals wth tax
credits and with the ARM Board's ability to buy those specific
tax credits in the bill, thus "this is probably the closest call
you would ever had." Representative Seaton opined that a
precedent has been set on the floor of the House that subjects
as varied as scallops, hair crab, and fishing |icenses have
econonic inpact, as do Al aska Regional Devel opnment O ganization
(ARDOR) boards; yet these do not violate the single-subject
rul e. He disagreed with legislative counsel in this regard and
objected to the adoption of Version E instead of Version R

6: 50: 50 PM

CO-CHAIR JOHNSON noted there are tw ways to handle this
situation, one way is to rescind the conmttee's action, and
bot h neans are technically appropriate.

6:51:12 PM

REPRESENTATI VE OLSON asked the comm ssioner if he was speaking
from experience and as a nenber of the ARM Board.

COWM SSI ONER GALVIN said he was a nenber of the ARM Board. In
further response, he advised that this has not been an issue for
t he ARM Board, thus has no previous experience; however, he said
the advantages to the ARM Board that were previously identified

are being elimnated by the bill. Therefore, he said he did not
see the value of having the ARM Board alternative in the bill
from the perspective of the credit-certificate hol ders. From

the perspective of the ARM Board, it nmay have the opportunity to
buy the certificates, but there will be no sellers.

6:52:31 PM

CO CHAIR NEUVAN observed that the commissioner finds this
provi sion unnecessary, and expressed his belief that the
commttee did not discuss Version E Al t hough there may have
been other pieces of legislation that have not been chall enged
by the single-subject rule, if there is a challenge, it wll
cost the state noney for a defense, which wuld affect
| egislation "which is desperately needed.™ He pointed out the
current legal opinion from M. Bullock that there is the
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possibility of a violation, and stated, "Then let's just not
even go there.”

6: 53: 52 PM

CO CHAIR JOHNSON agreed that the provision is not needed, and
opined the single-subject <clause is of |less <concern than
all owi ng 100 percent on the dollar fromthe state.

6: 54: 09 PM

REPRESENTATIVE P. WLSON asked whether that 1is the only
difference in the two bills.

CO CHAI R JOHNSON sai d yes.
6: 54:. 22 PM

REPRESENTATI VE KAWASAKI advised it is easier and cl eaner working
on Version R and "anending out the portions of ARM Board for the
folks that object to the ARM Board addition,” rather than trying
to add anendnents into Version E

6: 54: 48 PM

CO-CHAIR JOHNSON stated his intention "to vote to have Version
R, and offer that anendnent |ater."

6: 55: 17 PM

A roll call vote was taken. Represent ati ves Edgnon, P. W/ son
A son, and Neuman voted in favor of adopting Version E.
Representatives Cuttenberg, Kawasaki, Tuck, Seaton, and Johnson
voted against it. Therefore, Version E failed by a vote of 4-5.
6: 56: 37 PM

CO- CHAIR JOHNSON said, "I'm going to vote no, but | want to
qualify that with the anmendnents com ng. And only because we've
got anendnents nmade to this, | would hope that everyone would
remenber this vote."

6: 56: 39 PM

CO CHAI R NEUMAN noved Conceptual Amendnent 4 which read:

Page 7
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Delete lines 24-31
Page 8
Delete lines 1-2
Titl e change
Del ete reference to ARM Board

CO- CHAIR JOHNSON restated the conceptual amendnent and added
t hat conform ng | anguage woul d al so be appropriate.

6:57: 29 PM
REPRESENTATI VE KAWASAKI obj ected for purpose of discussion.
6: 58: 08 PM

COWMM SSI ONER GALVIN pointed out a reference to the ARM Board in
Sec. 3 on page 2.

6: 58: 32 PM
CO- CHAIR JOHNSON clarified the conceptual anmendnent is to renove

the ARM Board from the title, and the bill, and for conformng
| anguage where appropri ate.

6: 58: 38 PM

A roll call vote was taken. Representatives Tuck, P. WIson
A son, Edgnon, Neuman, and Johnson voted in favor of Conceptua
Amendrent 4. Representatives CQuttenberg, Kawasaki, and Seaton

voted against it. Therefore, Conceptual Amendnment 4 was adopted
by a vote of 6-3.

6: 59: 33 PM

REPRESENTATI VE SEATON offered Anendnent 5 to rescind the
commttee's action on 3/29/10, in failing to adopt Amendnent 2,
| abeled R 1, Bullock, 2/29/10, which was drafted to Version R
and which read:

Page 7, line 2:
Del ete "that expenditure”
Insert "the expenditures during a calendar year
t hat exceed t he aver age annual wel | -rel ated
expenditures for the calendar years 2008, 2009, and
2010; the producer or explorer shall submt the anount
of well-related expenditures for each of the years
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2008, 2009, and 2010 at the tinme an election is nade
to apply the credit authorized by this subsection”

[ Amrendnent 2 was anended on 3/29/10 to delete all references to
"2010."

REPRESENTATI VE SEATON rem nded the commttee that Anendnent 2
rel ates expenditures to the average expenditures during 2008 and
2009, thus the credits are extended to expenditures that exceed

that average anount. The purpose of the anendnent is to
acconplish the goal of the bill which is to stinulate additional
i nvestment and production. In fact, the anmendnment would

encourage conpanies to increase their investnent and in-field
exploration because they would get a higher credit if they
exceeded the amount of their current annual expenditures.

7:02: 00 PM

CO CHAIR NEUVAN objected for the purpose of discussion. He
asked the comm ssioner how much work it would be for the
departnment to average all well-related expenditures for 2008 and
2009.

7:03:21 PM
COWM SSI ONER GALVI N explained that it would not be possible for

the departnent to determine this average based on the
information received thus far from taxpayers regarding 2008 and

20009. The departnment would have to request that taxpayers
provi de supplenmental tax returns, including docunentation of
their well-related expenditures. Currently, the tax reporting

system does not break out expenditures in that way.

7:04:12 PM

CO- CHAIR NEUMAN asked whether the anendnment would set a
precedent for the DOR to average well-related expenditures for
prior years; and if so, would this affect any changes in the tax
code.

7:04:57 PM
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COM SSI ONER GALVIN explained that it would establish for each
taxpayer a fixed nunber for their 2008-2009 expenditures, and
that nunber would determne whether the 30 percent credit
created by the bill is available, or not.

7: 05: 33 PM

CO- CHAIR NEUMAN restated his question about whether there were
any changes in the tax code, regulations, or statute since 2008
that affect well-rel ated expenditures.

7:05:53 PM

COM SSIONER GALVIN related that the regulations that define
| ease expenditures, as well as those that define qualified
capital expenditures, have been put in place recently and are
retroactive

7:06: 32 PM
CO CHAI R NEUMAN assuned that if there have been changes dealing
with well-related expenditures since 2008, additional changes

may have negative inpacts on conpanies that have made financia
deci si ons.

7:07:18 PM

COM SSI ONER GALVIN clarified that the information submtted to
the depart nent for 2008-2009 would not have specified

expenditures that were, or were not, well-related. Thus, new
information from 2008-2009 would have to be provided so that
taxpayers could seek a credit from 2010 forward. He recalled

his previous testinony on this anendnent, pointing out that
taxpayers would be notivated to mnimze their well-related
expenditures for 2008-2009, perhaps wth controversy. He
concluded, "It's doable, as long as you take what they say for
face val ue.™

7:09: 35 PM

CO- CHAIR NEUMAN observed that for the governor's bill a
determ nation was nade about penalties for taxes that were
under pai d. If the state changes the rules, it may create an
"inverse" situation that taxpayers would not be able to take
advant age of. He also cautioned about the anount of work

changes woul d require of the departnment and the producers.
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7:11:14 PM

COWMM SSI ONER GALVI N advi sed that this anmendnent and the in-field
drilling credit in the bill would not affect a tax liability
from 2008-2009; however, when taxpayers submt a request for an
in-field drilling credit, they must show that their well-rel ated
expenditures are consistent. The amendnment wll create sone
addi tional accounting issues, but it wll not inpact the past
tax liability.

7:12:41 PM

CO- CHAIR NEUVMAN noted that it would inpact the value of a
t axpayer' s noney.

7:13:19 PM

REPRESENTATI VE GUTTENBERG cl arified that new information will be
needed whether the anendnent is adopted or not; in fact, the
departnment wll be looking at new reporting forns for well
credits because well credits for capital and operating are all
"new ground." He surmsed that if the bill passes, auditors
will be evaluating nunbers from one year to the next to dea

with well rework.
7:14: 50 PM

COW SSI ONER GALVIN agreed that the nature of the credit itself
requires a different accounting nethodology than what s
currently required for a taxpayer, but noted that the anmendnent
does create a requirenent for the taxpayer to retroactively
resubmt information for 2008-2009.

7:15: 20 PM

REPRESENTATI VE GUTTENBERG confirnmed it does not change the past
tax liability in any way.

7:15:34 PM
REPRESENTATI VE KAWASAKI asked how a conpany would view this
aspect of the bill. For exanple, a conpany may decline the

credit to avoid submtting additional information.

7:16: 01 PM
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CO-CHAIR JOHNSON remnded the conmmissioner that he is not
required to answer for oil conpani es.

7:16: 06 PM

COM SSI ONER GALVIN opined that if taxpayers are offered an
opportunity to save noney, they wll.

7:16: 26 PM

REPRESENTATI VE KAWASAKI further asked whether there is reason to
believe that the conpanies nay not di scl ose accurate
i nformati on.

7:17: 06 PM

COWM SSI ONER GALVI N rel ated that the anendnent is sonmething that
the departnment could inplenment, but it will create conplexities
for DOR and for the taxpayer. He acknowl edged that taxpayers
may "low ball" their expenditures and added that, from a tax
adm ni stration standpoi nt, the anendnent inposes a burden.

7:18:20 PM

REPRESENTATI VE KAWASAKI guessed that the conpanies "are pretty
honest when they do their taxes, right?"

7:19: 01 PM

COWM SSI ONER GALVI N advi sed t hat taxpayers will interpret the
tax code to their maxi num advantage, not to violate the statute,
but to take advantage of accounting principles. Thi s amendnent
will notivate taxpayers to |lower their 2008-2009 expenditures in
order to maxim ze their ability to obtain credits.

7:20: 24 PM

REPRESENTATI VE KAWASAKI suggested the assessnment of penalties
for false clains of tax liability.

COMWM SSIONER  GALVIN assuned the normal tax penalties for
m sreporting tax return data would apply.

7:21: 28 PM

CO CHAI R JOHNSON opi ned that the anmendnent sets a policy for a
nunber that only above which an oil conpany can take a tax
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credit. This will create a disincentive and affect a decision
to conmplete rework or not. He questioned whether the state
wants to encourage in-field work, or create a barrier by setting
an arbitrary nunber. The policy call is to either "raise the
bar of disincentive,” or to encourage conpanies to do all the
wor k they can. It is basically whether the state wants nore
incentive or |less incentive.

7:23: 25 PM

REPRESENTATI VE KAWASAKI expressed his belief that the policy is
to try to create an incentive for nore investnent and nore jobs.
The baseline set by the anendnent identifies a conpany's present
investnment, and shows that it can put in nore noney and apply
for a credit. He recalled testinony that conpanies mght spend
nore in Alaska, but decisions to invest are "made in boardroons
in Houston and London, and they're not made here in the State of
Al aska." Thus the amendnent goes to the heart of why we are
trying to push for credits for better investnents and w thout
it, the noney goes to other states or countries.

7:24:26 PM
CO- CHAI R JOHNSON di sagr eed.
7:24: 35 PM

CO CHAIR NEUVAN read from Amendnent 2, 26-GH057\R 1, Bull ock,
8/ 26/ 10, [amended and not adopted on 3/29/10] paraphrasing as
fol |l ows:

Expenditures during a calendar year that exceed the
average well head-related expenditures for '08 and '09

the producer or explorer shall submt the anobunt
of well-head, well-related expenditures for those
years at the tine an election is made, applied, by the
credit authorized by this subsection.

REPRESENTATI VE NEUVAN pointed out that the aforenentioned
subsection [found on page 6, line 25, of HB 337, Version R] in
the bill deals with credits taken after June 30, 2010, and
before July 1, 2016. He surm sed the departnment would go back
and average 2008-2009 and apply that information to the credit
aut horization in the subsection. Representative Neuman
questioned whether the time, issues, and dates "all falls in
[ine."
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7:26:28 PM

COW SSI ONER GALVI N responded that the elimnation of 2010 makes
it mthematically possible to arrive at an average for
conpari son. However, the concern for the departnent is what
happens when an attenpt is nmade to isolate individual taxpayers,
thus creating anonmalies and unintended situations. For exanpl e,
a taxpayer may have well-related expenditures in 2008, but not
in 2009. The other issue of concern is that when taxpayers
apply for tax credits, they are also nenbers of partnerships
with varied interests dependent upon |ease relationships and
ot her consi derati ons. This problem is exacerbated if the state
sets up a situation in which one partner is allowed to take a
di sproportionate advantage of a tax credit, even though "the
concept is, you know, pure, the application ends up not being
so." He warned that the situation would lead to manipul ation

frustrating the underlying purpose.

7: 30: 14 PM

CO CHAI R NEUVAN observed t he problem would conmpound
exponentially when nultiple conpanies are invol ved.

7:30: 50 PM

REPRESENTATI VE SEATON reminded the conmttee that the present
structure allows for a 20 percent capital credit of 2008-2009
expenditures - expenditures and credits that were determ ned by
the conpanies to be adequate incentives for the anpunt of work
that they did. This bill not only allows 30 percent on capita

credits, but expands the credits into additional well-related
expenditures, which are of a greater proportion than the capital
credits. Therefore, the bill allows for a very large credit "on
a much broader sweep of expenditures, under this bill, than the
20 percent capital credit which was sufficient to get the anpunt
of work that was done in 2008 and 2009; it's obvious it was
enough incentive because they did the work with a 20 percent
capi tal credit.” Addressing the conplexity involved to
i npl enent the anendnent, he pointed out that the conpanies al

have joint operating agreenents and are sophisticated partners
with clear financial arrangenents. He acknow edged that since
this is a new category of well-related expenditures, the
conpanies will have to develop new conputer nodels, but these
will be based on standard accounting principles; in fact, the
bi ggest guestion is the fiscal I npact to the state.
Representative Seaton referred to the analysis contained in
Fiscal Note #3 **Corrected**, dated 2/08/10, from Tax Division
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DOR, and stated that revenues are estimated to be reduced by
$325 mllion in 2011 for doing the same work that is already
sanctioned, and that will garner a 20 percent capital credit.
The fiscal note further indicates that revenues are estimated to
be reduced by $350 million from 2013 to 2016. He concl uded that
t he anmendrment would likely reduce that |oss by $200 mllion per
year.

7: 34: 33 PM

CO- CHAIR JOHNSON interjected that predicting a |loss of revenue
to t he state is specul ati on, and guesti oned whet her
Representative Seaton could "extrapol ate the nunbers the way you
are doing it."

7: 35: 05 PM

REPRESENTATI VE SEATON called attention to the Al aska Departnent
of Revenue presentation dated 3/29/10, slide 2 titled,
"Production Tax Revenue wth Additional Wll-Related Credit
Under HB 337," found in the commttee packet. The chart
illustrated projected FY 08 expenditures in the anount of $245
million, FY 09 expenditures in the amount of $255 mllion, and
FY 10 expenditures in the anpunt of $297 million. This program
will put all well-related expenses in these years in a new
category that enjoys a 30 percent tax credit - not only raising
the capital credit by 10 percent - but giving 30 percent on the
new category of "intangible drilling and devel opnent costs."
Al t hough the nunbers may be specul ative, they have been provided
by the departnent and indicate the reduction of the revenue
stream even though the conpanies are basically operating at
exactly the sane |l evel as they have operated in the | ast year.

7:36: 36 PM

CO- CHAIR JOHNSON acknow edged Representative Seaton's point;
however, the facts are unknown and whether the bill spurs
devel opment will be known very quickly.

7:36: 47 PM

REPRESENTATI VE SEATON specul ated that the anendnment wll save
the state about $200 million per year, and asked the departnent
whet her the additional tax evaluations woul d be an unsustai nabl e
bur den.

7:37: 43 PM
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COMWM SSI ONER  GALVIN appreciated the committee's attenpt to

sinplify the issue before it; however, he described the
chal l enges faced by the departnent as it was trying to wite a
bill for a credit that will spur the devel opnent of additiona
wel | s. He cautioned against assumng that there will be the
same nunber of well-related expenditure opportunities from one
year to the next. As a matter of fact, conpanies operate on a
basis of opportunity, developnent, schedules for fields, and
sophi sticated investnent nethods, including the economcs of a
specific well. The state does not have a nethodology to discern
whet her certain costs are for work a conpany would be doing
anyway, and other if <costs are "additional stuff." The
governor's bill attenpts to give an across-the-board credit for
wel | -rel ated work because drilling wells is good for the state.
7:40: 25 PM

REPRESENTATI VE TUCK acknow edged that the purpose of the bill is
to change behavior, create jobs, and increase the flow of oil in

the Trans-Al aska Pipeline System (TAPS). He stressed that the
hope is to have production above and beyond what is already
taking place, but the bill gives tax credits for work that is
al ready being done. On the other hand, the anendnent offers
credit to those conpanies that are going above and beyond,
t hereby producing nore jobs, nore revenue for the state, and
nmore oil for TAPS. Representative Tuck acknow edged the
difficulties created by the anmendnent, and related that he
supported the new capital and exploration credits, but said he
had concerns about the operating portion. Spending nore on its
operating budget to produce nore oil is beneficial to a conpany
and to the state, but testinony before the comittee has
i ndi cated that doing that may be hindered because of the current
tax regine. Wt hout the anmendnent, he said he was hesitant to
i ncl ude operating expenses, although he supported the origina
proposals that gave capital credits "where we know we're
successful, and give a little bit nore for that."

7:42: 53 PM

REPRESENTATI VE EDGVON said a clear picture is not evident; in
fact, there remains an elenent of false econony and specul ati on.
Hearing the debate leads him to support the anmendnment, and he
recalled that previous testinony on oil and gas topics failed to
reveal the financial aspects of the industry. He cautioned,
however, that the bill my not do what it intends to do, and it
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could cost the state nobney in the process. Representati ve
Edgnon then call ed the questi on.

7:43:56 PM

REPRESENTATI VE GUTTENBERG restated the estimted production tax
revenue credits from aforenentioned slide 2: $297 mllion in FY
10; $327 mllion in FY 11; $336 mllion in FY 12; $390 mllion
in FY 13. He suggested that the conpanies wll be happy wth
this bill in any form even if they have to hire accountants,
because they will receive unexpected credits for work that they
were going to do anyway.

7:45: 02 PM

CO CHAIR JOHNSON observed that the bill my not work, and the
anount of noney involved is unknown; however, what is known is
that enploynment on the slope continues to decline, and the state
is losing $100 million per year in revenue. The focus of the
commttee is on the loss of revenue to the state, but the
committee did not even discuss the nunmber of jobs that these
credits create.

7:45: 50 PM

REPRESENTATI VE NEUVAN nai nt ai ned his objection to the notion.
CO-CHAIR JOHNSON clarified that a yes vote [on Amendment 5]
woul d put Anendnent 2 before the conmttee.

7:47:16 PM

A roll call vote was taken. Represent ati ves Kawasaki, Tuck, P
Wl son, Seaton, Edgnon, and Guttenberg, voted in favor of
[ Avendnment 5] rescinding the previous vote on Anmendnent 2.
Representatives d son, Neuman, and Johnson voted against it.
Therefore, Amendnment 5 was adopted by a vote of 6-3.

7:47:19 PM

CO-CHAIR JOHNSON announced that Amendnent 2 was before the
commi ttee.

7:47: 26 PM

REPRESENTATI VE SEATON noved to adopt Amendnent 2.
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CO- CHAI R JOHNSON obj ect ed.

COM SSIONER GALVIN pointed out that Anendnent 2 originally
affected 2008, 2009, and 2010, but there was an anmendnent to the
amendnent .

CO- CHAIR JOHNSON, in response to Comm ssioner Glvin, clarified
that Amendnent 2, as anended, renoves 2010 from the years that
are aver aged.

7:48:39 PM

A roll call vote was taken. Represent ati ves Kawasaki, Tuck,
Seat on, Edgnon, and Guttenberg voted in favor of Amendnent 2, as
anmended. Representatives P. WIlson, O son, Neuman, and Johnson
voted against it. Therefore, Amendnent 2, as anended, was
adopted by a vote of 5-4.

7:48: 41 PM

CO CHAI R JOHNSON announced that HB 337 was before the commttee.
7:48: 47 PM

CO CHAI R NEUVAN rnoved to report CSHB 337, out of committee with

i ndi vidual recomrendations and the acconpanying fiscal notes.
He then wi thdrew his notion.

7:49: 24 PM

CO- CHAI R JOHNSON, hearing no objection to the wi thdrawal of the
nmoti on, announced that the bill was before the commttee.

7:49: 35 PM

REPRESENTATI VE KAWASAKI offered Conceptual Amendnment 6, which
read as foll ows:

On page 3, line 1
Delete the word "t hree"
| nsert the word "five"
7:50: 06 PM

REPRESENTATI VE TUCK said that was an error that was previously
not ed.

HOUSE RES COW TTEE -40- April 7, 2010



7:50: 24 PM

CO CHAIR  JOHNSON, hearing no objection, announced that
Conceptual Amendnent 6 was adopt ed.

7:50: 36 PM

REPRESENTATI VE KAWASAKI offered Conceptual Anmendnent 7, which
read as foll ows:

On page 6, line 26
After the word "expenditure"
I nsert "incurred"

7:51: 00 PM
There bei ng no objection, Conceptual Amendrment 7 was adopt ed.
7:51:47 PM

REPRESENTATI VE NEUMAN noved to report CSHB 337, 26-GH2057\R, as
anended, out of commttee with individual recomendati ons and
t he acconpanying fiscal notes.

REPRESENTATI VE = GUTTENBERG obj ect ed for t he pur pose of
di scussi on. He spoke to his objection by first remnding the
commttee the purpose of the bill is to encourage a heightened
level of jobs for Alaskans and an increased level of oi
production through TAPS, however, no analysis to support this
result has been offered. Al t hough passage of the bill inplies
that nore jobs will be available after the industry is granted
these credits, there is no guarantee, but only specul ation. He
read from witten testinony given by an oil and gas attorney,
Spencer Hosie, Hosie MArthur, San Francisco, California, to the
Regul atory Conmmi ssion of Alaska (RCA) [date and source not
provi ded] :

Under the duty to develop, a royalty owner's project
need not be the nobst econom c devel opnent project on
the producers' platter. After the lease is signed,
the royalty owner is not in conpetition wth other
potential projects in this country and abroad for the
producers' devel opment dollars. Under the |[ease
agreenents, the producers' obligation is to continue
to produce from and develop a field if reasonably
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econonic, despite individual preferences to defer
devel opnment or invest capital dollars el sewhere.

7:58:10 PM

REPRESENTATI VE GUTTENBERG explained that M. Hosie is saying
that a conpany that signs an oil and gas |lease with the state is
obligated to put the state on equal footing; in fact, the duty
to develop the | eases neans they nust. The only way the conpany
is not obligated to do all the things the state grants credits
for, is for the state to "let them off the hook." Furthernore,
there is a duty to develop in the developnment clause of the
resources section of the state constitution, thus when the state
signs a |ease agreenent it expects devel opnent for the good of

all Al askans. Routinely, |easeholders ask for and receive
credits for devel opnent; however, M. Hosie advises that the
| easehol ders al one have the duty to devel op. Representati ve

GQuttenberg gave the exanple of former Governor Mirkowski's
statenment that the |easeholders at Point Thonson have an
obligation to devel op. He concluded that well drilling, 1in-
field drilling, and processes to enhance production are part of
the schedule that every oil field has and now, 20-30 years into
production, the obligation to enhance production remains wth
t he | easehol der. He restated his objection to giving credits
for actions that the |easeholders "knew that they were going to
do." On the other hand, the standing of the bill would be
inmproved if the sponsors provided definitive answers on jobs,
the flow of oil, and revenue for the state. Representati ve
GQuttenberg said he could not support the bill.

7:58: 26 PM

CO CHAIR NEUMAN questioned the objectivity of the testinony
quoted by Representative Quttenberg because the testinony was
solicited by the state. He agreed that |eases call for the due
regard for the interests of the |andowner, which is the state,
and to that regard, he said the governor and the conmm ssioner
recogni zed the recent l|large increases in oil production along

wWth a decrease in new investnent. He said he disagreed wth
sonme earlier testinony about, "how we're giving this noney away,
well, it's just noney that we're not taking." Representati ve
Neuman opined that the "trade-out" is the sweet spot of the
policy call that nust be made by the |egislature. He recalled
that at the introduction of the bill, he assumed the governor
and the conmm ssioner believed the bill provides incentives for

further exploration. Although there is |ess noney comng in as
revenue due to the credits, there is also less oil flow ng
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through TAPS, and the solution is nore exploration, nore oi
flow ng through TAPS, nore jobs, nore economc diversification
and nore benefits to the state and the econony. He expressed
his support for the bill.

REPRESENTATI VE GUTTENBERG mai nt ai ned hi s objection.

8:01:14 PM

A roll call vote was taken. Representatives Tuck, P. WIson

A son, Seaton, Edgnon, Neuman, and Johnson voted in favor of HB
337, Version R, as anended. Representatives QQuttenberg and
Kawasaki voted against it. Therefore, CSHB 337(RES) was

reported out of the House Resources Standing Commttee by a vote
of 7-2.

8:02: 26 PM

REPRESENTATI VE SEATON asked Co-Chair Johnson to ensure that the
committee receives copies of the revised fiscal note.

8:02: 37 PM
CO- CHAI R JOHNSON agr eed.
ADJ OURNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 8:03 p. m
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