SENATE FI NANCE COW TTEE
February 19, 2010
9:02 a.m

9: 02: 38 AM

CALL TO ORDER

Co-Chair Stednman called the Senate Finance Committee
nmeeting to order at 9:02 a.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senator Johnny Ellis

Senat or Denni s Egan

Senat or Joe Thomas

VEMBERS ABSENT

Senat or Charlie Huggins, Vice-Chair
Senat or Donny O son

ALSO PRESENT

Pat Galvin, Comm ssioner, Departnment of Revenue; Susan
Pol I ard, Attorney, Department of Law, Senator John Coghill;
Senat or Joe Paskvan.

PRESENT VI A TELECONFERENCE

None
SUMVARY

VEEK | N REVI EW PRODUCTI ON TAX ELEMENTS

TAX CREDI T- FOLLOM UP TO COW TTEE QUESTI ONS
REVENUE FORECASTI NG & SHARI NG

TAX PAYMENT PENALTI ES

"\Week in Revi ew Production Tax El enents

9:02: 45 AM
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PAT GALVIN, COW SSI ONER, DEPARTMENT OF REVENUE, presented
the PowerPoint "Summary of the Production Tax Review
expanded format of information requested earlier.” (Copy on
File) He explained that the information was in response to
earlier requests. The information regarding the revenue
forecasting includes a separate discussion involving
conparison with the Economic Limt Factor (ELF) system

9:06: 12 AM
Comm ssioner Galvin began with Slide 2: "Production Tax
Cal cul ation--FY2009." The presentation consolidated the

information provided in the week prior. He discussed Slide
4 and "Q1l Price and Production CQutlook," which addresses

the various conponents of the <calculation sheet. He
informed that costs are crucial to calculation when using
t he producti on f or ecast met hod. Pr evi ous committee

di scussi ons captured the "incone statenent" approach.

Comm ssioner Galvin turned to Slide 5-6 and "Transportation
Costs. " He pointed out the deduction for mari ne
transportation, the tariff on the Trans-Al aska pipeline,
and information on the history of the tariff including
i ssues regarding the cal cul ati on nethodol ogy. The currently
producing fields <constituted the mmjority of ~capita
expendi t ur es. The under devel opnent expendi tures have
experienced the greatest expansion in the capital
expendi ture projection.

9:09:12 AM
Comm ssi oner Gl vin di scussed Slide 7 and "Lease
Expenditures.” The process wused to draft regulations

defines qualified |ease expenditures by providing a clear
and predictable nmethod of discerning which costs can be
deduct able. Projections relating to spending |evels across
the North Slope in an aggregated fashion are shown on Slide
7. The slide exhibits growing capital expenditure |evels
collectively. The currently producing fields conprised a
majority of the capital expenditures. Once the |ease
expenditures were deducted from the point of production
val ue, the production tax value (PTV) was conputed. The PTV
is the per barrel value that derives the progressivity
rate. Progressivity rate is the tax rate applied to
production for an individual tax payer. The base tax is 25
percent along with the progressive tax, which increased at
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a rate of .4 percent per dollar. He explained the exanple
provided on the slide. If the expenditures had been greater
per barrel by one dollar, reducing the production tax val ue
by one dollar, the progressive tax rate would have been
reduced by .4 percent. He pointed out the dynamc of an
altered progressive tax value and progressivity charge with
an increase in the price of oil.

9:13: 58 AM

Comm ssioner Galvin continued with "Tax Credits"” on Slides
10 and 11. The general capital expenditure credits equal 20
percent of all capital expenditures. Exploration credits
fall into different categories. Operating |osses where the
conpany has nore expenditures than production val ues
results in a credit.

Comm ssioner Galvin discussed Slide 12 "The Updated Credits
Applied Against Tax Liability." He noted that the graph is
presented in cal endar years as opposed to fiscal years. For
2006, 2007 and 2008 the departnent has annual tax returns
to derive the credits from For 2009, 2010, and 2011, the
departnment is basing the nunber on the expected |evel of
capi tal expenditure.

Co-Chair Hoffman asked about the capital expenditure
credits under t he governor's pr oposed | egi sl ation.
Comm ssioner @lvin responded that the bill wll contain
the requested information including a breakdown of capita
costs.

Co-Chair Stedman asked about effects of the large capita
expenditure credit. He asked if the presentation will break
down Prudhoe Kuparuk data and conpare it to that of Point
Thonpson. Conmi ssioner @Glvin responded yes, that a full
break down of the different fields will be presented |ater
i n the norning.

Co-Chair Stedman noted that the presentations are fast
paced and he appreciated the departnent providing up to
date information.

Comm ssioner Galvin explained Slide 13: "How Credits are
Used" The use of credits depends upon the tax payers own
si tuation.

Two Exanpl es
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[New Ent r ant

[$200 m I lion exploration project

[No Current Production
O ncunbent Producer

[$200 m | lion new devel opnment proj ect

Conmi ssioner Galvin addressed Slide 14 and the "Credit

Exanple 1: New Entrant’
A new entrant with no current production pursues an
expl oration project requiring $200 mllion in
i nvest ment

[0Conmpany receives a 20% -40% i nvest nent credit
(depending on location), worth $40 -$80 nillion

[(OConpany al so receives an additional 25%credit for

its “tax loss” or “net operating loss (NOL)”, worth up

to $50 million

9:20: 05 AM

Conmmi ssioner @Glvin discussed Slide 15 and the "Credit

Exanple 1: New Entrant (cont.)"
The total credits of $90 -$130 mllion, can be:

[Directly recouped (cash) fromthe state

(OTransferred to a person that does pays tax, so that
the Transferee pays $90 -$130 million less in tax

[Ei t her way, State pays $90 -$130 million for the
expl oration; conmpany pays $70 -$110 mlli on.

(0f the exploration effort fails, the state never
recoups this noney.

The state bears the risk for failure as does the new

entr ant

Conmi ssioner Galvin addressed Slide 16 and the "Exploration
Dry Hole- New Entrant."” He explained that the state share
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was 65 percent and the state could expense the 12 percent
of the federal incone tax.

9:23: 24 AM

Comm ssioner Galvin continued wth Slide 17, "Credit
Exanpl e 2: I ncunbent Producer”

O ncunbent with current production pursues a
devel oprment requiring $200 nmillion investnent

(OConpany receives a 20% capital investnent credit,
worth $40 million

By reducing their Production Tax Value (PTV), the
conpany reduces their taxes due by the total capital
expense multiplied by the tax rate:

$200 million * 25% worth $50 mllion; plus

$200 million * progressivity surcharge rate (which is
reduced due to the drop in PTV)

9:25: 55 AM

Co- Chair St edman poi nt ed out t he st at enent t hat
progressivity applies to all barrels produced, once
triggered. Comm ssi oner Galvin agreed wth Co-Chair
St edman.

Comm ssioner @Glvin addressed Slide 18: and the "Credit
Exanpl e 2: | ncunbent Producer (cont.)"

Deductions and credits total nore than 45% of the
$200 nmillion, greater than $90 nmillion

(St ate pays nore than $90 nillion of the new
devel opnment’ s capital cost; true investnent cost for
the i ncunbent is less than $110 nmillion

0 f the devel opnent fails, the state never recoups
t his noney

The state bears the risk for failure as does the
i ncunbent investor

Comm ssioner @Glvin referenced an exploration project on

Slide 19: "Unsuccessf ul Devel opnent Proj ect - Exi sting
Producer” He explained that the state share is greater than
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under the experience of the new entrant because of the
progressivity inmpact. Assunming that the state had a $70
wel | head value, the result was a 9 percent progressivity
rate, which results in 76 percent as the state's share of
t he i nvestnent cost.

Co-Chair Stedman asked about an estimate in the event that
t he expl oration i ncentive credit was unavai |l abl e.
Comm ssi oner Gl vin r esponded t hat t he expl oration
incentive credit would be dropped from 40 percent to 20
percent reducing the state share to 56 percent. The federal
share would then increase to 15 percent resulting in a
conpany share of approximately 28 percent.

9:30: 18 AM

Co-Chair Hoffman referred to Slide 12 and commented that
the increase in values from 2006 to 2011 is a result of the
state's financial responsibility for the vast majority of
exploration. Conm ssioner Glvin agreed that the state
revenue is increasing and the tax burden on the industry is
increasing and the state has distributed the inpact so that
those investing in the new exploration and devel opnent in
Al aska receive a tax benefit. The departnent is endeavoring
to bring in additional revenue while incentivizing
production and enpl oynment opportunities.

Co-Chair Hoffman asked about the top line of capital
expenditures rising in 2009 to 2011 with an additional $130
mllion in state expenses. He opined that the incentive was
working as there is a dramatic $200 mllion increase from
2006.

Co-Chair Stedman requested clarification regarding Prudhoe
and Kuparuk and the exploration and devel opnment expenditure
definitions. Conm ssioner Galvin replied that Prudhoe and
Kupar uk were consi dered devel opnent expenditures.

9:33: 35 AM

Senator Thomas referred to Slide 12 and the reference to
cal endar years. He asked if the information presented on
Slide 12 was historical or estinmated. Comm ssioner Glvin
expl ained that the shaded areas are estimated and refer to
monthly reports, which are not as detailed as the annua
report. He noted that a different fornmat was enployed with
the projections of spending levels to anticipate credit use
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and application. He recalled a past presentation discussing
the difference between credit earning and application. He
clarified that Slide 12 represents the taxes applied by
producers.

9: 36: 33 AM

Conmi ssioner @Galvin discussed "Overall Sharing of Gl
Revenue and Profit" on Slide 20. He commented on Slide 21
"Al'l ocation of Revenue and Profit on $76 Barrel of Al aska
North Slope QG I" which represents the allocation of revenue
generated froma barrel of oil at a $76 price. He explai ned
the graph and its various conponents. He determ ned
production and transit costs to be $24. State royalty was
approximately 12.5 percent calculated with the point of
production value. The production tax, state inconme tax,
state property tax, the federal inconme tax and the after
tax value for the conpany are also exhibited on Slide 21.
The graph is broken down by dollars and after cost profit.

Co- Chair Stednman asked about the production tax and whet her
it includes a progressivity calculation. Conmm ssioner
Glvin replied yes, the production tax includes both the
base tax rate and the progressivity.

Co-Chair Hoffman questioned the use of 34.4 percent on
Slide 2.

9:41: 20 AM AT EASE
9:46: 01 AM RECONVENED

Comm ssioner @Glvin responded that a deduction of the tax
and the royalty allows for the production tax value. The
production tax equals the progressivity conponent as
mentioned earlier. He pointed out that Slide 21 shows an
after credit portion exhibited in the green band of the
graphic imge. The percent of the profit is therefore |ess
than the tax rate nultiplied by remaining $43. The
conbi nati on of 25 per cent pl us t he progressivity
subtracting the credits results in 23.8 percent of the
profit.

Co-Chair Stedman pointed out that the net of the credit is
not taken into account with high |evel calculations of the
tax structure. Comm ssioner Galvin agreed and noted that
the provided exanple uses $76 per barr el as a
generalization across the North Sl ope. The exanple
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represents the state's share of the profit as 47 percent.
The royalty drives the state share higher at the | ower end.
The wupper end wth the progressivity elenent of the
production tax drives the state share higher.

Conmmi ssioner Glvin noved on to Slide 22: and the "Shares
of North Slope QI Profit at D fferent Prices.”" He
explained that the slide does not account for the costs
paid to arrive at the profit. The share of the revenue
generated from the oil did not reveal the fact that the
producers will recover costs first. The percent allocated
to the producer to cover costs provided a different picture
of the distribution of the revenue.

Comm ssioner Galvin addressed the Slide 23: "Split of Total
O | Revenue."

0 Revi ewi ng only “Take” does not reveal the fact that
t he Producer recovers all costs before taxes are
assessed.

0 Whereas State share of profit is high at |ow prices,
the Producer retains the mpgjority of the revenue.

9:51:28 AM

Senator Thomas requested a chart simlar to Slide 23
illustrating the investnment made by the parties in
relationship to the dispersion of revenue. Conmm ssioner
Gal vin responded that he had such a slide and woul d present
it to the conmttee. He nentioned earlier charts exhibiting
the marginal tax rate or the nmarginal governnent take,
whi ch represent the share of the dollar of investnent born
by the state and federal governnment versus the producer.
Wien the price approaches $92.50, the state and federal
gover nnment share is approaching 90 percent of the
i nvest ment dol | ar. Senat or Thomas appr eci at ed t he
i nformation.

Conmi ssioner Galvin addressed Slides 24 and 25, "Estimated
FY 2010 Tax-Prudhoe Bay and Kuparuk" and the various
categories. The North Slope fields are separated into three
categories. The initial category is Prudhoe Bay and
Kuparuk. The second category includes all producing fields
ot her than Prudhoe and Kuparuk. The third category includes
non producing fields. The nunbers seen here were deduced as
rounded estimates for 2010, and were not intended to be
specific dollar anmounts. These aggregate the production tax
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by field. Each player has a different category of interest.
This exercise provides the conmttee with a sense of a
proportionate share between the different conponents of the
field.

9:56: 10 AM

Comm ssioner Galvin continued that current production price
estimates for Prudhoe Bay and Kuparuk was 488 thousand
barrels per day, which equaled $32 mllion per day,

equi valent of $11 billion annually in value. Subtracting
royalty barrels results in taxable barrels with a val ue of
approximately $10.5 billion. Rounded transportation costs
reduce the estimate by approximately $1 billion. Lease

expenditures are valued at approximately $10 per barrel,
operating expenditures are valued at $6 per barrel, and
capital expenditures result in a production tax value of $7
billion resulting in a progressivity rate of 6.2 percent.
The total derived taxes before credits were $2.2 billion,.
The credits include 20 percent of the anount expended. The
after-tax revenue generated from Prudhoe and Kuparuk
resulted in an estinmated $2 billion.

Conmi ssioner Galvin noved on to "Estimated FY 2010 Tax for
Producing North Slope units excluding Prudhoe and Kuparuk, "
Slides 27 and 28. He explained that the nethodology was
simlar to that discussed in Slides 25 and 26, but wth
| ess production resulting in taxable barrels on an annual
basis of $3.5 billion. The transportation deduction equals
approximately $300 million. Lease expenditures are simlar
to Prudhoe at $9, but capital expenditures are greater. The
productions tax value for these fields was | ower due to the
addi ti onal capi tal expenditure resulting in a |ower
progressivity rate and after-credit tax of approximtely
$528 mllion.

10: 00: 11 AM

Conmmi ssioner Galvin addressed Slide 29: "Estimated FY 2010
Tax for Developing Units." These wunits provide zero
production and therefore zero costs on a per barrel basis.
He explained that expenditures would result in a negative
production tax value simlar to a new entrant. Sone fields

will take the loss and apply it against the revenue
generated by other fields resulting in a 25% reduction in
the state's tax bill or a credit of $243 nillion.
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Comm ssioner @Galvin detailed Slide 31: "Summary of Tax
Calculation for Different Fields.”" He comrented that the
majority of production and tax revenue was generated from
the two largest fields. The operating expenditures were
simlar on a per barrel basis.

10: 03:12 AM

Co- Chair Stedman assunmed that Prudhoe and Kuparuk had | ower
operating costs. Comm ssioner Galvin responded that the
operating expenditure level for a field reaches the | owest
| evel during the peak of production. Prudhoe and Kuparuk
are no longer in peak production. He sunmarized that the
other North Slope producing wunits were nearing peak
production allowing for the simlarity in operating
expendi t ures.

10: 04: 44 AM

Co-Chair Stedman commented on the anmount of investnent
required to stem decline in production thereby doubling the
capital expenditures. He asked if the capital expenditures
targeted those included in the original Pet r ol eum
Production Tax (PPT). Conm ssioner Glvin indicated that
addi tional investnent was necessary. The data reflects that
the level of investnent was not evenly spread throughout
the fields.

Comm ssioner Galvin continued that Slide 31 provides an
interesting conparison regarding the different fields. The
commttee views the line itemin the budget representing a
reduction of $400 mllion, which nearly equates to the
amount of tax generated by the non-producing units.

10: 07: 30 AM

Conmmi ssioner @Glvin sunmmarized with the information on
Slide 32: "At the C ose of the Wek"

Covered Informati on on Production Tax Conponents,
their Function, and Rel ationship

[OProvi ded a Broad Understanding of How G| Production
Tax is Cal cul ated

(Upcom ng Topi cs
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[How Al aska’ s Fi scal System stacks up to d obal
Conpar abl es

[How t he Production Tax perfornms in an Ol and Gas
producti on basin

Co-Chair Stedman comented on the helpful nature of
presentati on.

10: 11: 08 AM AT- EASE
10: 13: 33 AM RECONVENED

TAX PAYMENT PENALTI ES

SUSAN POLLARD, ATTORNEY, DEPARTMENT OF LAW referred to an
overview entitled, "Tax Paynent Penalties" (copy on file).
She began with Slide 2: "Presentation Overview'

Tax penalty provisions with general application
Conpr om se and settl enment

Provi sions that apply to production tax

She turned to Slide 3: "OverviewTax Penalties and
| nt erest”

Al aska Statutes 43.05

Ceneral application to Title 43 except as provided
in specific tax chapters

Covers returns, agreenents on liability,
conprom se of tax or penalty, assessnent, interest on
under paynents and refunds

Production tax has sonme specific provisions on
interest and penalties, discussed bel ow

D sputes over tax assessnents, including
penalties, are first heard through informal conference
at DOR

Appeal is to Ofice of Adm nistrative Hearings —
confidential until final adm nistrative decision AS
43.05.470 (may be subject to protective order)
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10:16: 27 AM

Ms. Pollard explained Slide 4: "Penalties"

AS 43.05.220: civil penalties

Failure to file or pay: 5% for each 30 days up to
25%
-Penalties won’t be inposed if taxpayer shows that
failure to file or pay is due to reasonabl e cause and
not willful neglect.
-Regul ations apply adm ni strative and judici al
interpretations of IRC 6651 15
AAC 05. 200 (reasonabl e cause for del ay)

Negl i gence or intentional disregard: 5% of
defi ci ency
-Includes substantial deviation fromstatutes in
reporting incone or claimng deductions, exaggerated
deductions, failure to keep adequate records, or
failure to justify understatenent of incone. 15 AAC
05. 220

Fraud: greater of 50% of deficiency or $500
-Requires clear and convincing evidence that tax
l[Ttability was understated as attenpt to evade tax. 15
AAC 05. 230

Penal ti es are cumnul ati ve

10: 19: 42 AM

Ms. Pollard di scussed Slide 5: "Penalties-Crinmnal™

AS 43.05.290: crimnal penalties

WIllful attenpted tax evasion, failure to collect,
or truthfully account for and pay tax: class C felony

WIllful failure to pay, make return, keep records:
cl ass A m sdeneanor

Wl fully making and subscribing, or assisting in
maki ng, a false return (perjury): felonies, up to $25k
and 3 years inprisonnent
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WIllfully delivery or disclosure of a fal se
return: class A m sdeneanor

WIllful failure to obtain a required |license:
m sdenmeanor, up to $2000 fine, 6 nonths inprisonnent

Ms. Pollard discussed Slide 6: "Conprom se and Settl enent”

AS 43.05.070 — If in opinion of DOR there is doubt
over liability or collectability of tax or penalty,
DOR, with approval of Attorney General, may conproni se
tax or penalty

Agreenents are final absent fraud, nalfeasance or
m srepresentation of material fact

Confidential under AS 43.05.230

Senat or Egan asked, si nce t he penal ti es i nvol ve
corporations, who would go to jail. M. Pollard did not
know. Conm ssioner @Glvin relied on know edge of other
situations where corporations were liable. Jail tine would
only be relevant in an instance where an individual breaks
the law, but a corporation can be subject to other crimnal
penal ti es such as probation and fi nes.

10: 22: 30 AM

Ms. Pollard continued wth Slide 7: "Production tax
penalties: failure to provide information"

AS 43.55.030-Filing of statenments 43.55.030

Annual report due March 31 whether or not tax
paynent due

Statenent: description of |ease or property,
producer nanme, gross anount of oil or gas production,
gross val ue at point of production, purchaser and
price information, qualified capital expenditures,
| ease expenditures and paynments or credits from
facility sharing

Depart ment adopted standards in regulation for
del i nquent reports
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Penal ty maxi mum $1, 000 a day

Regul ati on 15 AAC 55.840 covers notice and penalty
anmount

In addition to other penalties

Ms. Pollard included the regulation in Slide 8. "15 AAC
55.840 (b)-Penalties AS 43.55. 030"

(b) I'f, 30 days after a report required to be filed
under AS43.55.030 is due, the departnment has not
notified the person required to file the report ...the
departnment will not assess ..a penalty .. that Dbegins
earlier than a date specified in a witten notice to
t he person, except in case of the person's fraud or

w Il ful concealnent. ...[T]he departnment will specify a
date that is at |east 10 days after the date of the
departnment's delivery of the notice ... Nothing in this

subsection affects the person's obligation to file a
conpl ete and accurate report.

Comm ssioner Galvin stressed that the inportance of the
reports cannot be underestimated. The function of the
production tax is noted through the reports. The additional
penalty addresses those who choose not to provide the
reports.

Ms. Pollard sunmarized that the reports provide a useful
tool for all concerned.

10: 30: 25 AM

Ms. Pollard detailed Slide 9: "Production tax penalties:
failure to provide informtion”

AS 43. 55. 040:

DOR nmay require person engaged in production,
purchaser or royalty owner to provide information
necessary to conpute the tax

| f person fails to provide information, DOR may
assess a penalty, under standards determ ned by DOR of
not nore than $1,000 a day for each day the person
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fails to file after notice by the departnment. 15 AAC
55. 840

In addition to any penalties under AS 43.05.220 or
43. 05. 290

Ms. Pollard discussed Slide 10: "15 AAC 55.840(c)-Penalties
43. 55. 040"

(c) If a person fails to file a report, statenent,
or other docunent required to be filed under AS
43. 55. 040, the departnment will provide witten notice
of the failure to the person and will specify in the
notice a date begi nning on which the person will be
liable for a penalty under AS 43.55.040(7) if the
person does not renedy the failure before that date...
|f, 30 days after the date specified, the departnent
has not assessed a penalty or otherw se notified the
person in witing that the person has failed to renedy
the failure before the date specified, the departnent
wi |l not assess a penalty under AS 43.55.040
(7) for the failure, except in case of the person's
fraud or willful conceal nent.

Nothing in this subsection limts the departnment's
right to require the additional or nore conplete and
accurate filing of a report, statenent, or other
docunent .

Ms. Pollard spoke about Slide 11: "Penalties 43.55.030 and
. 040"

To determ ne anount of penalty, DOR will consider:
WIIful or know ng nature of act or om ssion

| nportance of required information and effect on
ability of DOR to proceed in absence of information

Benefits to person in failure to file
Hi story of nonconpliance by person

Need to deter future nonconpliance by that person
and ot hers

Ef fort made by person to correct nonconpliance
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15 AAC 55. 840(d)

10: 33: 49 AM

Ms. Pollard reviewed Slide 12: "Sumary"

Penalties are inposed for failure to conply with
reporting provisions of production tax

In addition to penalties under 43.05.220 and
. 290

DOR has i npl enented cl ear and bal anced regul ati ons
for taxpayers

Co-Chair Stednan recalled a case necessitating paynment of
tens of mllions of dollars in interest. He recalled
concern that the system |l acked flexibility. He conmented on
the inflexible rate of interest. He observed that he was
unsure where to direct his question.

10: 36: 08 AM

Comm ssi oner Gal vin apol ogi zed that interest rates were not
included in the packet. He agreed that a discussion about
interest rates was inportant and he suggested a separate
presentation. Co-Chair Stednman concurred.

Senator Thomas recalled a comment that for every dollar
spent in a lawsuit, the state recovered ten dollars. He
asked about the statistic. Ms. Pollard offered to provide
an answer follow ng consultation with her supervisor.

10: 39: 28 AM

#
ADJ QURNVENT

The neeting was adjourned at 10:41 AM
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