HOUSE FI NANCE COWM TTEE
March 15, 2011
8:03 a. m

8:03: 29 AM

CALL TO ORDER

Co-Chair Stoltze called the House Finance Conmmittee neeting
to order at 8:03 a.m

VEMBERS PRESENT

Representative Bill Stoltze, Co-Chair
Representative Bill Thomas Jr., Co-Chair
Representati ve Anna Faircl ough, Vice-Chair
Representative Ma Costello
Representative M ke Doogan
Representati ve Bryce Edgnon
Representative Les Gara

Representative David Cuttenberg
Represent ati ve Reggi e Joul e
Representati ve Mark Neuman
Representative Tanme W/ son

VEMBERS ABSENT

None

ALSO PRESENT

Representative M ke Hawker; Senator Cathy G essel; Roger
Mar ks, Legislative Consultant, Legislative Budget and Audit
Conmittee.

SUMVARY
HB 110 PRODUCTI ON TAX ON O L AND GAS

HB 110 was HEARD and HELD in committee for
further consideration.

#hb110
HOUSE BI LL NO. 110
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"An Act relating to the interest rate applicable to
certain anounts due for fees, taxes, and paynents nade
and property delivered to the Departnent of Revenue;
relating to the oil and gas production tax rate;
relating to nonthly installnment paynents of estinmated
oil and gas production tax; relating to oil and gas
production tax credits for certain expenditures,
including qualified capital credits for exploration,
devel opnent, and producti on; relating to t he
[imtation on assessnment of oil and gas production
taxes; relating to the determnation of oil and gas
production tax values; making conform ng anendnents;
and providing for an effective date.”

8:03: 59 AM

ROGER MARKS, LEG SLATIVE CONSULTANT, LEQ SLATIVE BUDGET AND
AUDIT COW TTEE, offered a synopsis of his experience as a
petrol eum economi st . He i ntroduced a Power Poi nt
presentation, "Evaluation of ACES wth HB 110 Proposal,
Roger WMarks, Logsdon & Associates, March 15, 2011" (copy on
file).

M. Mrks explained that he had been asked to present an
eval uation of Alaska Cl ear and Equitable Share (ACES) as a
foundation for the need for HB 110. He noted that since
ACES passed in 2007, there had been updated infornmation on
its performance.

M. Marks informed the conmttee that his basic conclusion
was that the progressivity structure wthin ACES was
dysfunctional; at high prices it generated very high taxes,
which was nmaking Alaska unconpetitive in international
mar kets and having harnful effects in the state. He thought
that progressivity itself was a fine concept and a
straightforward phil osophy when income was |ower and there
was a lower ability to pay as well as a lower tax rate.
However, there was a problemw th ACES and the structure of
progressivity with higher incone, higher ability to pay,
and a higher tax rate.

M. Marks noted that the progressivity structure predated
ACES. The structure was put in place with the petroleum
production tax (PPT) in 2006; ACES nade progressivity nore
aggressive, but the sanme problematic structure carried
over. He stated that he had been concerned about the issue
since 2006 when PPT passed. He pointed out that he had
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publ i shed on the issue the previous fall in the Gl and Gas
Fi nanci al Journal .

M. Marks reviewed the four planned topics of his
presentation (Slide 2):

| . How ACES Qperates / Problens it Creates
I1. International Conpetitiveness

I11. Current Evidence of Problens from ACES
| V. Proposal to Fix ACES (HB 110)

8:08: 04 AM

M. WMarks provided a summary of how ACES worked ("Tax Rate
under ACES," Slide 3):

e Base rate of 25% of net value (after deducting all
costs)

e Progressivity elenent when net value per Dbarre
exceeds $30/ bbl :
o (Net value per barrel value -$30) X .004

e If oil market price is $90/bbl:

Net val ue per barrel is $58/bbl

Progressivity = ($58 -$30) X .004 = 11.2%
Total tax rate = 25% + 11.2 = 36.2%

36.2% X $58 X 0.875 (non-royalty) = $18. 37/ bbl
APPLI ES TO ENTI RE NET VALUE

O O O0OO0Oo

M. Marks detailed that ACES was the oil and gas production
or severance tax, and was based on net income. He defined
"net income" as starting out with the "market value," or
the Al aska North Slope (ANS) price listed in the newspaper
each norning (currently over $100). The "net value" was
derived when all the costs were subtracted, including
transportation, operating, and capital costs. There was a
base rate of 25 percent of net inconme. Costs were around
$32 per barrel (fromthe Department of Revenue (DOR) | atest
Revenue Sources Book on the taxable anount of barrels).

M. Marks continued that progressivity was triggered when
the net value per barrel exceeded $30 per barrel. The
progressivity equation took the net value per barrel mnus
$30, and nultiplied the result by 0.004. The $30 was
referred to as the "trigger"” (where progressivity started)
and 0.004 was referred to as the "slope" (the rate that
progressivity increased as value went up). Wen net value
reached $92.50, the slope would drop from 0.004 to 0.001.
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For exanple, if the price of oil was $90 per barrel, and
the cost for tax was $32 per barrel, the net value would be
$58 per barrel. The progressivity would be $58 mnus $30
times 0.004, or 11.2 percent. The total tax rate would be
the base rate (25 percent) plus 11.2 percent, or 36.2
percent .

8:09:57 AM

M. Marks continued that the 36.2 percent applied to the
entire net value with $58; the nunber would be nultiplied
times the non-royalty amount, since taxes would not be paid
on the royalty portion, which would be $18.37 per barrel as
t he severance tax before credits.

M. Marks stressed that the 36.2 percent tax rate applied
to the entire net value, the entire $58, not just the
portion of the $58 above the $30.

M. Marks directed attention to a line graph on Slide 4
("ACES Severance Tax Rate"). The bottom axis depicts the
net value ($/bbl) and the side axis the ACES severance tax
rate. At $30, the line shows the flat 25 percent rate; at
the $30 trigger, the anpbunt increases at a rate of 0.004.
The sl ope goes down to 0.001 at $92.50.

M. Marks rem nded the commttee that the main credit was
20 percent of the capital costs, which he would cover |ater
in the presentation.

M. Marks wunderlined that when triggered, progressivity
woul d apply to the entire net value, an attribute unique to
Al aska. He stated that progressivity worked differently in
Alaska than in nost other places where progressivity was
used (whether connected to oil or non-o0il). One exanple of
how progressivity usually worked was the Internal Revenue
Service (IRS) 2010 U S tax rates for single taxpayers
(Slide 5). He described the system as "bracketed."” The
increnental tax rate only applied to the increnmental val ue.

2010 U. S. Tax Rate for Single Taxpayer

« First $8,375 10%
* Next $25, 625 15%
* Next $48, 400 25%
* Next $89, 450 28%
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* Next $201, 800 33%
« Anything over $373,650 35%

M. Marks stressed that no matter how nuch noney a taxpayer
made in the bracketed system the first $8,375 would only
pay at the 10 percent rate. That was how progressivity
usual ly worked; however, it worked very differently under
ACES. Under ACES, when progressivity was triggered, it went
back and grabbed the tax for the very first dollar of value
and every single dollar of value and dragged it up.

M. Marks directed attention to Slide 6, "What Happens to
the First Dollar of Value under ACES' with a bar graph
depicting what happens to the first dollar of value under
ACES. He maintained that up to $30 per barrel, the tax rate
was 25 percent; as the net value went up, the tax rate for

the very first dollar was dragged up as well. He underlined
that he had considered several different progressivity
systens, both oil and non-oil; Al aska was the only place

with the descri bed nechani sm

M. Marks added that the tax rate was not only dragged up
on the first dollar of value; it happened to every
subsequent dollar as well. Going from $89 to $90 of net
val ue dragged the value up from the first dollar to the
eighty-ninth dollar. Every tinme the value went up, the tax
was drawn up on nore and nore dollars. The nechani sm was
depi cted through sonething called the "marginal tax rate.”

8:13:46 AM

M. Marks pointed to a graph on Slide 7, "Marginal Tax Rate
under ACES (Al States and Federal Taxes and Royalties):
How Much CGov't Gets Wien Price Goes Up $1." He nmintained
that the marginal tax rate reflected how much of each
dollar went to the government when the value of oil went up
one dollar. The line on the graph illustrated the margi na
tax rate under ACES, and showed the rate for Alaska wth
all the taxes, including royalties, property tax, state and
federal corporate incone tax, and the severance tax.

M. Marks pointed out that at $90 per barrel, the margina

tax rate was 80 percent; when the value of oil went to $89
to $90 per barrel, the producers only got $0.20 and the
other $0.80 went to government. At $120 per barrel, the
margi nal tax rate was 93 percent; when the price went from
$120 to $121 per barrel, the producers only got $0.07 of
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the dollar, and the governnent got the other $0.93. Because
at $92.50 the float dropped from 0.4 to 0.1 and the tax
rate was dragged up, the marginal tax rate would drop to 80
percent, and then would start increasing at a slower rate.
The increase in the marginal tax rate was entirely due to
the severance tax (to the ACES progressivity). The royalty,
property, and corporate incone taxes were a flat rate.

M. Mrks continued that the high marginal tax rates
provided |imted wupside potential for producers or
investors, who would not meke that nuch noney when the
price of oil went up. He argued that that was a problem
when investors or producers were evaluating where to do a
project, because they have to forecast oil prices. There
was a great deal of wuncertainty around oil prices. He
pointed to a line graph on Slide 8 ("Hypothetical Expected
Price Qutlook"), which he felt was a reasonable exanple of
how oil conmpanies would |look at the possibilities of oil
prices. He said that the entire area under the curved |ine
represented 100 percent. In the exanple on the graph, the
nost likely price was $100 per barrel; but there was only a
20 percent chance of that. However, when considering future
oil prices, nost people would think that there were a |ot
nore things that could happen to make oil prices go up than
down, which caused the curve to be skewed to the right.

M. Marks stated that it was possible to find very serious
oil price forecasts that went up to $200 per barrel by the
year 2020. He believed that was how investors | ooked at the
possibility of oil prices. Producers and investors who were
evaluating the economcs of a project would consider a
range of outcones. The results would revolve around the
average price, not the high nmean. Wth the distribution
depicted on the graph, the average would be towards the
hi gh-price side, or about $140 per barrel. Wat happened in
the high-price area could have a big inpact on the results,
even with a relatively low probability; if a great deal of
nmoney could be made when the high side occurred, a project
could be worth developing, but if the high side was
suppressed (like wunder ACES), the project mght not be
wort h devel opi ng.

8:17:35 AM

Representative Gara did not think the conpanies paid the
mar gi nal tax rates. He asked for a list of actual tax rates
paid by conpanies. M. Marks replied that he would be
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showing the effective tax rates under the production tax
under ACES, which was what conpanies actually paid. He
pointed to Slide 4, illustrating the actual tax rate under
ACES.

Representative Gara directed attention to Slide 6 wth
progressivity triggered at $30 per barrel. He clarified
that progressivity triggered at $30 of profit. M. Marks
responded net val ue.

Representative Hawker referred back to a DOR presentation
to the House Finance Conmittee (March 14, 2011, 8 AM. He
conpared Slide 18 from the DOR presentation ("Nom nal
Production Tax Rates") to M. Mirks's Slide 4 ("ACES
Severance Tax Rate"). He asked whether the two were
simlar. M. Marks agreed that for ACES the tax happened to
be both the nomnal tax rate and the effective rate. Under
HB 110, the meaning of nom nal and effective rates would be
different. He called the nomnal rate a "nushy" concept;
the word nominal had to be used because it neant a nanme
only, because sonething else was going on. Nom nal rates
generally nmeant that sonething else was going on and it was
not what should be focused on. He said he would address the
issue later in his presentation.

8:20:11 AM

Co-Chair Thomas noted that the concern in rural districts
was the price of diesel oil, currently at $4.50 to $6.00
per gallon. He asked whether the tax break proposed in HB
110 would show up in the villages as a drop in oil prices
if ACES were dropped 20 or 30 percent. He had problens with
changing practices if there were no neasurable benefits to
Al askans. M. Marks responded that the price paid for
petrol eum products was determ ned separately from the tax
rate. He stated that the price of petroleum products would
not change because of a change in the tax rate; the
perceived need for change in the tax rate had to do wth
making the production of oil nore rational for the
producers.

Represent ati ve Doogan asked for a breakdown of Slide 7 by
each of its conmponents. M. Mrks responded that he could
not do so off the top of his head, but would be happy to
get the information |ater.
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Representative Doogan questioned M. Marks's inability to
tell the commttee what the slide said, even though he had
made the slide. M. Marks answered that the inportant part
of the presentation had to do with Alaska international
conpetitiveness and looking at the entire fiscal take
conpared to the entire fiscal take of other jurisdictions.
He maintained that was the reason for the entire fiscal
picture in the slide. He added that the increase in
marginal tax rates illustrated was 100 percent attributable
to the severance tax, but he did not have the breakdown
avail able. He offered to get the information.

Representative Doogan stated that the conmittee would
deci de what was inportant about the presentation and what
was not. He wanted the requested information as soon as
possi bl e.

Co-Chair Stoltze thought the breakdowns had been shown in
slides the previous day.

Representative Hawker believed that M. Mrks was taking
the commttee nenber questions very literally. He suggested
speaking to the conponents in approximtions.

8:23:22 AM

M. Marks replied that he preferred to be careful and get a
preci se answer. He said he could get the information within
an hour of adjournnent.

Representative Costello referenced Slide 4. She believed
the discussion was based on the assunption that conpanies
were notivated to invest and risk nore as the price of oil
went up. She referred to material by Scott Goldsmth
regarding what notivated conpanies. She queried the
particular price per barrel of Alaskan oil that was nore
conpetitive on a world scale. M. Marks replied that with
the high marginal tax rates, the higher the price of oil

the greater the schism between Al aska and the rest of the
world. He believed that the higher the price of oil got,
the nore relatively unconpetitive Al aska would be. He
believed the question was related to international
conpetitiveness with other investnent opportunities that
producers had. He stated that ACES created higher tax rates
at high prices relative to the rest of the world. He
believed that the higher the prices got, the nore
unconpetitive Alaska would be and the less oil it would
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get. He claimed he had enpirical evidence to denonstrate
his claimand that the evidence would be presented later in
t he neeting.

Co-Chair Stoltze acknow edged the presence of Senator Cathy
G essel .

M. Marks continued that there were many factors affecting
a jurisdiction's international conpetitiveness, including
resource potential, costs, fiscal stability, and politica
stability. He claimed that a major factor was the fiscal
pi ece, which could often exceed costs. The fiscal aspect of
jurisdiction had signi ficant i npact on relative
conpetitiveness.

M. Marks directed attention to a bar graph conparing the
marginal tax rates of Alaska wunder ACES wth other
i ndustrialized petrol eum jurisdictions ("International
Margi nal Tax Rates @ $100/bbl Market Price Tax and Royalty
Regines,"” Slide 10). He explained that the jurisdictions
covered in the slide were ones that track taxes through
statutes: the US @lf of Mxico (GO, United Ki ngdom
(UK, Alberta, Thailand, Australia, Brazil, and Norway. He
noted that except for Thailand, all the countries had about
the sanme anobunt or nore oil than Al aska; Thailand produced
about 350,000 barrels per day. The listed countries could
be called the "tax and royalty regines" and could be
j uxtaposed with the "production-sharing contract reginmes"
prevailing in the Mddle East, Africa, and the forner
Soviet Republic, where fiscal ternms were admnistrated by
contract (often entailing fiscal stability provisions). The

later list of countries had greater resource potential and
| ower costs, but he did not believe the terns of the
producti on-shari ng contracts in t he countries wer e

transparent.

8:27:44 AM

M. Mrks noted that the figures included all taxes and al

royalties. He pointed out that none of the regimes on the
graph (except for Alaska) had progressivity. The margina
tax rates displayed at $100 per barrel were also the
marginal tax rates at $50 or $60 per barrel, and they were
also the effective tax rates at $50 and $60 per barrel. At
$100 per barrel, Alaska's marginal tax rate was 83 percent,
the highest of all the listed regines. He believed that the
hi ghest marginal tax rate neant the nost limts on upside

House Fi nance Conmmittee 9 03/15/11 8:03 A M



potential relative to anywhere else. He believed the
second- pl ace country, Norway, had to be taken with a grain
of salt, because nobst of the equity production there was
owned by Statoil, which was owned by the governnent; to a
large extent, the Norwegian governnment paid taxes to
itself. The next highest country was Brazil at 63 percent,
a full 20 percentage points l|less than Alaska. There was
some interest in Texas and North Dakota; both had margina
tax rates in the m d-50s percentages.

M. Mrks wanted to address the worth of the differences in
the marginal tax rates. He planned to present two case
studi es that showed pal pable results of how the differences
in tax rates manifested thenselves and how nuch noney the
investors earned in the different jurisdictions due to tax
rates. Before addressing the differences in marginal tax
rates, he intended to |ook at what had happened in Al aska
in 2008.

M. Mirks directed attention to a pie graph on Slide 11,
"Where $100/bbl ($25B) Went in 2008." Since oil prices were
very high in 2008 (averaging about $100 per barrel), it
would illum nate what happened at high prices. The pie
chart depicted how the $100 per barrel was divided in 2008,
given the amount of production and the costs. The $100 per
barrel oil was worth about $25 billion in gross value of
the oil. The first $24 per barrel (about $6 billion) went
to costs (the costs to produce the oil and transport it to
mar ket; the nunber represented the cash costs and not the
sunk investnents). The next $56 per barrel ($14 billion)
went to governnment: the state received $11 billion, of
which $7 billion was the severance tax; the federa
governnent received $3 billion. He noted that the taxes
that went to the governnent anmounted to nore than tw ce the
amount of the costs. The producers got $20 per barrel
(about $5 billion). Sone would say $5 billion was a |ot of
noney; others woul d di sagree.

M. Marks wanted to show two anal yses of what the producers
woul d have nmade in other places.

8: 30: 54 AM

M. Marks turned to the first case study on the next slide,
"After-Tax Incone that Wuld Have Been Earned in Al aska in
2008 Wth Rates from Oher Tax & Royalty Regines
($billions)" (Slide 12):
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@l f of Mexico $10. 3

U K $9.0
Al berta $8. 2
Thai | and $8. 2
Australia $6. 9
Br azi | $6. 6
Al aska $5.0
Nor way $4.1

M. Marks pointed out that the producers would have nade
twice as nuch in the @lf of Mxico than they nmde in
Al aska; working down the list, wth the exception of
Norway, producers would have made considerably nore wth
the tax rates available in other regines.

M. Marks enphasized that the issue was not how nuch noney
producers made in Al aska, but how much nore they could have
made i n other places.

M. Marks directed attention to the second case study,
noting that ConocoPhillips isolated Alaska as a separate
segnent, so it could be seen how Al aska perforned relative
to the rest of the world (Slide 13, "ConocoPhillips
Fi nanci al Performance: Al aska vs. Rest of World ($mllions)
2008 ($100/bbl) vs. 2009 ($60/bbl)"):

Al aska Rest of

the Wrld
Addi tional pre-tax incone
2009 over 2008 $3, 673 $14, 707
Addi tional taxes
2009 over 2008* $2, 898 $7, 163
Addi tional after-tax income
2009 over 2008 $775 $7, 544
Per cent age of additi onal
pre-tax incone retained
after-tax 21% 51%

* Al aska: 80% severance tax / 20% i ncone tax; Rest of
Wrld: 10% severance tax / 90% i ncone tax
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M. Marks detailed that ConocoPhillips was a true nmjor
international oil conpany with a major presence in about 30
countries around the world. He enphasized that what the
rest of the world |ooked |like was a good baroneter of the
international investnent climate conpared to Alaska. He
expl ai ned that he had consi dered ConocoPhillips's financial
reporting for Alaska and the rest of the world. First, he
| ooked at 2008, when oil prices were $100 per barrel. Then,
he | ooked at 2009, when oil prices were $60 per barrel. He
then | ooked at what happened to the additional noney the
conpany made in 2008 conpared to 2009. In Alaska, the
additional pre-tax income (2009 relative to 2008) was about

$3.7 billion. The company's additional taxes in Alaska in
2008 versus 2009 (when prices were high) were $2.9 billion.
O that $2.9 billion, about 80 percent was severance tax

and 20 percent was corporate inconme tax. Their additiona
after-tax incone in 2009 relative to 2008 was $775 mllion.
So ConocoPhillips got to keep 21 percent of the additiona
pre-tax inconme after tax.

M. Marks then conpared the nunbers to what had happened in
the rest of the world. In the rest of the world, the prices
were $100 per barrel in 2008 and $60 in 2009. In the rest
of the world, the additional pre-tax inconme (2009 over
2008) was $14.7 billion, and the additional taxes were $7.2
billion. In the rest of the world, of that additional $7.2

billion, at 10 percent severance tax and 90 percent incone
tax, the conpany's additional after-tax income was $7.5
billion. In the rest of the world, ConocoPhillips got to

keep 51 percent of the additional inconme; in Al aska they
only got to keep 21 percent of it.

M. Mrks questioned why any oil producer would want to
invest in Alaska, given the huge disparities between what
t he producers got to keep after tax.

8:34:31 AM

M. Mrks turned to Slide 14, "GO Severance Tax Rates by
State" (Slide 14):

State Rate (% of gross)
| owa NONE

New Yor k NONE

Pennsyl vani a NONE

Chio 10 cent s/ bbl
California 0. 10%
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| ndi ana 1.00%
Nebr aska 3.00%
New Mexi co 3.75%
Al abana 4. 00%
Kansas 4. 30%
Kent ucky 4.50%
Sout h Dakot a 4. 50%
Texas 4. 60%
Ar kansas 5.00%
[11inois 5. 00%
Col or ado 5.00%
West Virginia 5. 00%
Ut ah 5. 00%
M ssi ssi ppi 6. 00%
Womni ng 6. 00%
M chi gan 6. 60%
Gkl ahoma 7. 00%
Fl ori da 8. 00%
Nort h Dakot a 11. 50%
Loui si ana 12. 50%
Mont ana 12. 50%

ALASKA @ $90 nmarket (25 % of gross equival ent)

M. Mirks noted that there were 27 states (including
Al aska) that produced oil. The slide showed a breakdown of
the severance tax rates, which for nobst states was a
percentage of gross. Since Alaska was based on net, he
converted the net tax to a gross equivalent at $90.
Alaska's tax rate at $90 was 25 percent of gross
equivalent, twice as high as the next highest states,
Mont ana and Loui siana. About two-thirds of the states have
severance tax rates of 6 percent or |ess.

Vice-chair Fairclough directed attention to Slide 11
(breaki ng down costs, producers, and governnent take). She
asked whether the proportion represented the credits that
Al aska provided to producers or whether the costs were
borne by the producers. M. Marks responded that the
governnment part was net of credits, so the $5 billion to
the producers included the credits that reduced their
t axes.

Vi ce-chair Fairclough asked whether the costs shown were
actual costs borne by the producers. M. Marks responded
that the nunber represented the costs in ternms of breaking
down the $100 per barrel. The $24 per barrel costs were
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borne by the producers and were the costs to produce and
deliver the oil to market.

Vice-chair Fairclough wanted a yes or no answer. She
wondered whether the costs were borne by the producers or
by Al aska through credit incentives. M. Marks responded
that the costs were costs before credits. The values the
producers and the state nade were net of the credits. The
credits were just a transfer paynent from one to the other;
the $24 per barrel represented the actual costs incurred
without regard to who paid for them The $100 per barrel
was reduced by $24 per barrel because of the costs. After
tax, the value of the oil was $76 per barrel, which was
split $56/$20.

8:37:40 AM

Representative Gara pointed to Slide 10 (internationa

marginal tax rates). He noted that the industry used the
term marginal tax rates when referring to Alaska' s tax
rates, as the rate was higher than that the actual tax rate
paid in the state. Slide 10 used the term "marginal tax
rate.” He asked whether there was a slide conparing the
actual tax rate conpanies pay in Al aska conpared to what
they pay in the listed regines. M. Mirks responded that
the other regines did not have progressivity, so the slide
showed the effective tax rate (all taxes included). For
Al aska, the marginal tax rate was ever increasing and drew
the effective tax rate up. He offered to provide the
effective tax rate for Al aska versus the other regines.

Representative Gara pointed to Slide 4 showing the actua
tax rate for ACES (not including royalties) at 50 percent
for $80 per barrel. He directed attention to Slide 10 and
asked whether Alaska would be at 50 percent if only the
ACES portion was counted and actual tax rates were neasured
and not marginal tax rates. He wondered whether Al aska
would then be placed below other jurisdictions in the
nodel . M. Marks answered that he had the slide, but it was
not part of the presentation he was giving that day. He
stated that in terns of the effective tax rates, Al aska was
bel ow Norway but above all the other jurisdictions at
prices between $50 and $100 per barrel.

Representative Gara continued that the marginal tax rate
woul d go up, but the marginal tax rate was the rate on the
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| ast highest dollar, not the rate paid on all the taxes.
M. Marks agreed.

Representative Gara continued that M. Mirks had picked a
price ($100) that had only been matched once in l|ast 100
years. He asked whether there was a chart show ng nargina
tax rates at the average price of the last five years. M.
Marks pointed to Slide 7 to show the marginal tax rates
from $50 to $150 per barrel. He nmmintained over the | ast
five years the marginal tax rate was at $70 or $80 per
barr el

Representative Gara clarified that he wanted the nunbers
conpared to the other reginmes. M. Marks answered that the
marginal tax rate at $50 to $60 to $70 for other regines
was the same, since they did not have progressivity.

8:41: 28 AM

Representative Gara noted that M. Marks had chosen certain
countries [for Slide 10]; he did not see Russia, Iraq,
Azerbaijan, Libya, or Venezuela on the list. He asked
whet her there were countries that charged actual tax rates
in the 80 and 90 percent range. M. Marks answered in the
affirmative.

Representative Gara believed Alaska's tax rates would be
| oner than those places. M. Mrks agreed

Representative Gara asked for the nanes of the countries
with tax rates in the 80 to 90 percent range. M. Marks
answered that the marginal rates were in the md-80s
percentile for the production-sharing countries, according
to work done for the state by PSC Energy in 2007. He
di scounted the production-sharing countries because they
had hi gher resource potential and |ower costs than Al aska.
There was an elenent of fiscal stability because the
production-sharing contracts were adm nistered by contract.
He opined that Alaska was conpeting nore with the listed
jurisdictions [on Slide 10] for investnent than with the
ot her countri es.

Representative Gara asked for exanples of the countries

taxed in the 80 and 90 percent range. M. Mrks replied
that he could not give the information off the top of his
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head, but nmedian in the PSC Energy marginal tax rates data
was the m d- 80s.

8:43: 20 AM

Representative Costello understood that marginal tax rate
was the tax on the next barrel of oil. M. Mirks replied
that the question was how much of each dollar went to the
government when the net value went up one dollar.

Representative Costello surmsed that it was not a |ook
backward as much as a |ook forward. She questioned the
value of <considering the marginal tax rate versus the
effective tax rate. M. Marks answered that he had focused
on the marginal tax rate because it was the best tool to
measure the upside potential. Wth high marginal tax rates,
there was not that nuch nore noney as prices went up. The
problem with ACES was what happened to taxes at high
prices; the marginal tax rate depicted that.

Representative Costello sumrarized that the effective tax
rate was then not the best indicator of what oil conpanies
were |looking at; they were looking at marginal tax rates

M. Marks answered that conpanies were |ooking at both.
Under ACES and the progressivity structure, when the
margi nal tax rate went up as prices went up, the effective
tax rate was dragged up as well. The effective tax rate was
what conpanies paid the actual tax on, but the marginal tax
rate was the nmetric showi ng upside potential; that was why
he focused on it.

Representative Costell o asked whether the marginal tax rate
could make Al aska |less conpetitive. M. Mrks turned to
Slide 8 (Hypothetical Expected Price Qutlook) and said that
was his judgnent, because in evaluating projects, what
happens on the wupside can have a huge inpact on the
viability of a project; there could be a significant inpact
if the wupside potential was suppressed because of high
mar gi nal tax rates.

Representative Edgnon directed attention to Slide 11 (pie
chart illustrating where 2008 noney went). He asked whet her
the $6 billion listed under "Costs" included tariff costs
that the owners of Alyeska paid thenselves. M. Mrks
responded that the tariff was included; there were sone
costs, but it was nostly the tariff.
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Representati ve Edgnon asked how the $6 billion nunber was
related to the $11 billion that went to the state.

8:47: 03 AM

M. Marks responded that there was a relationship between
the two. What was paid to the state was based on the net
after costs, and the noney going to the governnment was
generated based on what happened after the costs were
deduct ed.

Representative Edgnon surmsed that the $6 billion was
related to the $11 billion; it was also related to the $3
billion, but the situation was not as "cut-and-dried" as

the slide mght suggest. The costs were investnents that
the conmpanies had and profit they accrued. M. Marks
responded that he was correct; producers retained a very
smal| piece (the profit conponent TAPS tariff). He thought
perhaps $1 or so went to the producer category; other than
that, it was cash outlays incurred to produce and ship the
oil.

Representative Neuman turned to Slide 10 (International
Mar gi nal Tax Rates). He wanted clarity regarding effective,
mar gi nal , and nom nal taxes. He queried the different types
of taxes used internationally, such as those used by Norway
and Al berta (countries not charging 100 percent of the tax
base until after expenditures were fully anortized). He
t hought the systens were potentially very different. He
requested a description of the differences. M. Marks
answered that each of the countries had unique features
related to taxation. He said that nost of the oil would
come from devel opnments occurring in the North Slope (such
as Prudhoe and Kuparuk fields). The fields were already
developed and a Ilot of the capital had already been
incurred. Conpanies would need to incur nore capital costs
if they wanted to develop. Al of the countries listed on
the slide had their own ways of dealing with what happened
with capital expenditures and their own features to
incentivize devel opnment. Alaska had credits (a conpany can
deduct costs) as incurred. In nmany Alberta fields, there
was only a 5 percent royalty for the first vyear. 1In
Australia, a conpany could deduct $1.50 when it incurred
$1.00 for exploration.

8:51: 05 AM
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M. Marks continued that in Norway, a conpany could deduct
$1.20 for every dollar of capital incurred and a conpany
would not owe taxes until investnent was recovered. The
various countries were different in that they had different
features, but the slide showed the end result of what
happened after the taxes were taken when |ooking at what
happens on the upside for already devel oped fiel ds.

Representative Neuman surmsed that Alaska's system of
taxation was unique conpared to other countries because of
progressivity. M. Marks replied that all the systens were
uni que, but Al aska was uni que for the reasons stated.

Represent ati ve Doogan asked whether nost of the world' s oil
was produced in countries of the sort listed on the chart
or in countries not listed on the chart. M. Mrks answered
that nost of the oil was produced in countries not on the
chart. His judgnent was that the countries listed [on Slide
10] were the ones Al aska conpeted with nost directly, given
Al aska's resource potential, costs, and the way it
adm ni stered taxes through statute.

Representative Doogan stated that he was not happy that
only a small segnment of the world' s oil-producing countries
were |isted.

Representative WIlson directed attention to Slide 14 (G|
Severance Tax Rates by State) and noticed that the gross
was |isted rather than the net. She asked how the credits
worked within the systens. M. Mirks answered that he had
not | ooked at how every state's credit structure worked.

Representative WIson thought that |isting Alaska on the
slide in relation to one piece nade it |ook |ike Al aska was
way above. She thought it would be easier to judge Al aska's
conparative position wi thout |ooking at the tax structures.
She asked for a conparative analysis of at |east part of
the states listed, such as North Dakota and Texas. M.
Mar ks responded that he could provide a summary of the
i nformation.

Co-Chair Stoltze noted that there would be opportunity to
cone back to the conmittee with nore refi ned answers.

8:54: 22 AM
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Representative CQuttenberg addressed Slide 14. He thought
Al aska was unique as far as who owned the oil; the state
owned all the subsurface. He asked how nuch private
property owners took in other states such as Texas. He
wondered how the nunbers on the slide would be affected by
factoring in private property. M. Mrks responded that
nost of the states had royalties, either public or private.
The royalty rates varied up to 30 percent; many of the
royalties in Texas were private. In Texas, there could be
an effective tax rate in the md-50s when coupling the 30
percent royalty and a tax rate of 4.6 percent. There could
be marginal tax rates in the m d-50s.

Representative Quttenberg pointed to Slide 10. He thought
the countries left off the list were in nany cases the ones
Al aska was conpeting with, because Al aska's producers were
exploring in those places as well. He thought the chart
would be different if it showed the places wth which
Al aska was actually conpeting. He did not think M. Marks
was saying that the marginal tax rate was the only
influential factor in making an investnent decision. M.
Mar ks responded certainly not; there was the resource base,
costs, as well as the issue of political and fiscal
stability. He noted that he had included the countries
listed for a reason. A higher fiscal take could be
commanded when there was a spectacular resource base wth
| oner costs (as there were in the countries that were not
included) than with a lower base and higher costs. He
stated that he did not include the jurisdictions because
the conparison was "apples to oranges.” Countri es,
i nvestors, and producers would put up with a lot (high
taxes, political instability) to get to huge resource, as
in Venezuela, Libya, or lIrag. He did not believe it was
appropriate to conpare Alaska wth those places, as
investors would not pay so nuch for the kind of resource
base Al aska has.

8:57:35 AM

M. Marks argued that some of the jurisdictions on the
list, such as Brazil, were sone of the nobst prospective
places in the world. Brazil had huge discoveries offshore
and was one of the hottest places in the world to devel op
oil and gas; he noted that it admnistered taxes by
statute.
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Representative Quttenberg enphasized that his point was
that there were a lot nore factors besides the tax rate
af fecting what happened in Al aska and other jurisdictions.

Representative Gara noted that when conpanies decided to
invest, they took into consideration the danger of a
| ocation. For exanple, ConocoPhillips had invested in Libya
and Venezuela, but had to renove enployees. He wondered
whether political stability should be considered in a
conparison; he thought Al aska would rank highly in that
regard. M. Marks responded that political stability was a
factor in where conpanies invested. He did not know how
much weight investors placed in political stability; he
t hought that producers would risk a lot if a good return
was |ikely.

Representative Gara turned to Slide 13 (ConocoPhillips
Financial Perfornmance 2008 and 2009). He had thought
ConocoPhillips had a world-wide loss in one of the years
because they wote off assets in Venezuela when
nationalized. M. Marks replied that that had not been in
2008 and 2009, unless it showed up as an extraordinary | oss
outside the regular inconme statenent.

Representative Gara discussed ConocoPhillips's incone; he
had |ooked at the conpany's Securities and Exchange
Comm ssion (SEC) filings and noted it took in approximtely
$7.5 billion in Alaska profits during the four years under
ACES (2007 to 2010). He asked whether M. Mrks believed
the conpany would have invested in Alaska nore if it taken
in higher profits.

9:01: 33 AM

M. Marks responded that ConocoPhillips was both an oil
conpany and a gas conpany. Mst conpanies were one or the

other; oil and gas were worth very different figures
currently. In Al aska, about 94 percent of ConocoPhillips's
assets were oil (North Slope, Beluga R ver, and Cook
Inlet). In the lower 48, the conpany was about 30 percent
oil, and worldwide it was about 50 percent oil and 50
percent gas. He thought ConocoPhillips was relatively nore
profitable in Al aska, but that only reflected the fact that
it had nore oil in Alaska. Wrldwde, oil was conpeting
against oil; the issue was what the conpany was naking

worl dwide on oil and not what the conmpany was meking in
Al aska.
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Representative Gara pointed to the $7.5 billion profits
taken in Al aska during the four years. He wondered whet her
t he conpany woul d have been investing nore in Alaska if it
had nade higher profits. M. Mirks answered that when
prices were high, ConocoPhillips kept 20 percent of the
increased value in Alaska; in the rest of the world, it
kept 50 percent of the increased value. Therefore,
investnment in other |ocations was nore attractive.

Vi ce-chair Fairclough queried working conditions in Brazil
Li bya, and Al geria, and | abor-cost conparisons. She
wondered whether permtting processes and transportation
were nore expensive in Alaska than in other areas. M.
Marks replied in the affirmative; regulatory hurdles were
anot her factor contri buting to i nt ernati onal
conpetitiveness.

Vice-chair Fairclough referred to a conversation that had
occurred during the ACES process. She thought many things
i npacted a conpany's decision-naking process. She believed

ConocoPhi | l'i ps was being picked on because the conpany had
broken out the Al aska nunbers. She conmended the conpany
for doing so and for all it had done for Al aska. She

t hought perhaps the state should do nore for the conpany
and help it be nore conpetitive.

9: 06: 22 AM

Represent ati ve Doogan wondered how much noney the other two
major oil conpanies made in Alaska during the sane tine
period and whether the results would be higher than what
ConocoPhillips had made. M. Marks believed ConocoPhillips
had about 40 percent of the North Slope production; the
ot her two conpani es woul d have about 30 percent each.

Co-Chair Stoltze noted that there would be a neeting at
1: 30 wi th Conmi ssi oner Butcher.

M. Marks informed the commttee that when ACES passed in
2007, there was a lot of activity on the North Slope that
was not going anywhere. The entrenched activity had paid
the tax and the state was nmking lots of noney. The
guestion was why Al aska needed to reevaluate the issue. He
noted that there was sone analysis about how ACES was
perform ng; DOR showed that investnent was up. There was
m xed data about whether enploynent had gone up. He
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asserted that people had not focused on the npbst inportant
thing: what was actually happening to production.

M. Marks pointed to a bar graph on Slide 16, "A History of
DNR Forecasts of Total Production between 2010 and 2020."
He noted that both DNR and DOR independently put out
production forecasts, and the results were simlar. Wen
DOR put out forecasts, it |ooked ten years out and was
al ways considering a different ten years. Wen DNR did
forecasts, it went to 2020 or beyond. The DNR forecast
could provide an outlook about what had changed for the
same set of years. Slide 16 showed DNR s forecast since
2000 for the period between 2010 and 2020, to see how its
outl ook for production had changed. The DNR forecast cane
out about once every other year; since 2002, there had been
six forecasts (the last one in Novenmber 2009). In 2002, DNR
was forecasting that between 2010 and 2020 there would be a
total of 2.6 billion barrels produced. In 2003, the outl ook
went up; in 2004, the outlook went up; in 2006 the outl ook
went up to 3.2 billion barrels. In 2006, DNR believed 3.2
billion barrels would be produced from the North Slope
between 2010 and 2020. Then PPT passed in 2006, and the
direction reversed.

9:11: 05 AM

M. Mrks continued that DNR s |ast forecast (Novenber
2009) was for about 2.4 billion barrels. Prices were going
up during the period, as they were at the other period, but
at the pivotal point, the outlook started going down. The
difference between when before PPT passed wth the
dysfunctional progressivity structure and today was that
the outl ook had gone from 3.2 billion barrels over the ten
years to 2.4 billion barrels (a 25 percent loss; a |oss of
800 mllion barrels total, or 200,000 barrels per day for
ten years).

M. Marks turned to Slide 17 "Departnent of Natura

Resources ANS Production Forecast Before & After PPT
(bbl s/day)" with a blue line representing the My 2006
forecast (last forecast before PPT) and a red Iline
indicating the current forecast (Novenber  2009). He
enphasi zed that five years prior, DNR was forecasting that
in 2011 there would be 900,000 barrels per day produced;

now the forecast was for 600,000 barrels per day, or a |oss
of 300, 000 barrels per day.
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M. Marks noted that the production gap (the area between
the Iline curves) represented 800 mllion barrels, or
200,000 barrels per day for the ten-year period. He
stressed that the situation was not the result of sone
fields not comng on as sone had thought; the nunbers
represented less oil comng out of the sane fields.

M. Mirks did not think the reduction was conpletely
attributable to ACES, but he believed ACES was a nmmjor
contributing factor. He referred to a track record of
producers announci ng that projects and devel opnent had been
deferred explicitly because of the tax. Wwen the 900, 000
barrel per day forecast had been nade five years prior, the
price forecast for 2011 was $50 per barrel; the price was
actually $90 per barrel or nore. People might think that as
prices went up, conpanies would want to produce nore oil
however, because of the progressivity structure in ACES, he
believed there was an increasing schism between Al aska and
the rest of the world. Alaska had becone relatively |ess
conpetitive as prices went up, resulting in |less investnent
and | ess production.

M. Mrks directed attention to a bar graph on Slide 18,
"QG | Production Forecast 2010-2050." The graph illustrated
that DNR production forecast going out to 2050 showed t hat
about 85 percent of the oil would conme from core, existing
fields (Prudhoe Bay, Kuparuk, Alpine). The fields would
have a conbination of in-field drills, hundreds  of
i ndi vi dual pockets of oil that did not drain to the rest of
the field and had to be drilled explicitly, and about 85
percent of the oil wuld cone from the existing core
fields.

M. Marks pointed out that two-thirds of the 800 mllion
barrel production gap between 2006 and 2011 was from the
existing fields. About 530 mllion barrels (132,000 barrels
per day) was fromthe existing fields.

9:14: 28 AM

M. Marks turned to (Slide 20) "lInvestnent: The Big
Picture":

* Production requires capital investnent

At the corporate l|evel Alaska conpetes for capital
with other jurisdictions
o Capital is finite
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o Capital is fluid
o Capital will go to where it gets the best deal

M. Mar ks enphasi zed t hat gi ven t he conparative
international rates showed earlier, he did not think the
drop in production was a surprise, as production required

capital investnment and at the corporate level, Al aska
conpeted for capital with other jurisdictions, and there
was only so nuch capital to invest. In the age of

gl obalization, the capital was fluid. He questioned where
t he capital would go.

M. Marks maintained that the basic cornerstone of all
econom c theory was the sinple principal that nore noney
was better than |less noney. Two notions come out of that:
first, conpanies wll do what gets them the nobst noney, and
second, conpanies wll change their behavior if structures
are changed to give them either nore noney or |ess noney.
The credit structure makes things |ess expensive, and
i nduces investnent. He conpared the oil credits with the
filmcredits given by the state for filns nmade in Al aska.

M. Mrks maintained that on the flip side, structures can
be created that nmke people do less of sonething. For
exanple, increasing the cigarette tax can get people to
snoke |l ess. He believed the structure created through ACES
woul d cause conpanies to invest in places in the world with
nor e advant ageous structures, because they could make nore
noney.

M. Mrks noted argunent that there was still a decline
rate under the ELF structure, under which sonme fields had a
very low tax rate. However, it was not known what would

have happened during the ELF years if there had been tax
rates of 30 to 50 percent. During the ELF years, literally
billions of dollars were invested in gas capacity on the
North Sl ope; about 25 percent of the oil conming out of the
North Slope was the direct result of the investnents. He
wondered whether the investnents would have occurred wth
tax rates at 30 to 50 percent relative to what they were
under the | ow ELF years.

M. Marks noted that DOR analysis had shown that capital
spending was up after ACES; he wanted to consider the
context of that spending (Slide 23, "Context of Spending"):

e Core fields down*
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* Non-core fields up* (N kaitchug and Pt. Thonson)
o A small share of potential reserves

* No other new fields on the horizon
e old-plating

*Departnment of Revenue “Q | and Gas Production Tax Status
Report to the Legislature,” January 18, 2011, p. 8.

M. Marks introduced the concept of "gold-plating,” which
he defined as a conpany spending nore than it nornmally
woul d because soneone el se was picking up the tab. The way
ACES worked (with high marginal tax rates), |ess noney was
spent by a conpany after taxes because state governnment was
picking up a big part of the tab. He clained that the
concept of gold-plating was conplicated, but inportant to
under st and because of what was going on in the state.

9:17:56 AM

M. Mirks returned to Slide 7 (Mrginal Tax Rates Under
ACES). He explained that the marginal tax rate was how much
the governnent received as the price went up. The reason
the marginal tax rate went up under ACES was that the tax
was drawn up on nore and nore dollars of value as value
went up. He pointed out that going the other direction, or
right to left on the graph (representing the net value
going down either because prices went down or nore noney
was spent) would make the exact opposite occur. Instead of
drawing up the tax value for all the previous dollars of
value, going fromright to left when spending noney would
make the tax rate from all the previous dollars of value
get drawn down. Going fromleft to right, the marginal tax
rate was what the governnent got as prices went up; going
fromright to left and costs went up, the government gave
up noney as the producer spent it. As a result, when
producers spend noney, it has not cost them that nuch after
tax because the governnent has paid a lot of the cost in
reduced t axes.

M. Marks directed attention to a slide with details about
gold plating (Slide 24, "Gold Plating: Spending nore
because soneone else is picking up the tab"). He noted that
the information was the sane as on Slide 3 related to ACES.
The beginning point on the first colum is $90 (ANS nmarket
price); there are $32 in costs for $58 in net value. G ven
a tax rate of 36.2 percent and capital costs at $13 per
barrel at 20 percent ($2.60), the severance tax would be
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$15.77, and an incone tax of $17.31; the bottom line is
i ncome of $24.91 per barrel after tax.

M. Marks pointed to the second colum, what would happen
when an extra dollar is spent. The capital cost goes from
$13 to $14, and four things happen. First, the net value
goes from $58 to $57. Second, the tax rate goes down,
because the net value has gone down (from $36.20 to
$35.80). Three, because the net value has gone down, there
is a lower tax rate to a | ower net value. Four, because an
extra dollar is spent, the credit has gone up. The bottom
line is that, even though an extra dollar is spent, the
reduction in income is only $0.17. The purchase only cost
the producer $0.17 after tax; the other $0.83 has been
picked up by the governnent in reduced taxes (about 90
percent of the $0.83 is the state).

M. Mrks enphasized that the reason for the change was
that at high marginal tax rates at high prices, a dollar
spent neant a big drop in the tax rate that applied to
reduced value, resulting in a big drop in tax. The
nmechani sm woul d be exacerbated nore at high prices.

M. Mirks turned to a graph depicting "Gold Plating:
Percentage of Capital Cost Paid by Producers After-Tax
under ACES (with 20% capital credit)" (Slide 25). He noted
that the flip side was that the state would pay what the
producers did not pay. At $90, the producers would only
incur 17 percent of the cost when spending a dollar; the
state would pay the other 83 percent. At $120, the producer
would incur only 3 percent of costs; the governnent would
pay the other 97 percent.

M. Marks illustrated what happens to the nunbers under
ACES through the netaphor of a conpany buying a truck on
the North Slope. The conmpany wants to buy a Ford F-150 at
$20, 000. At $100 per barrel, they incur 10 percent of the
cost, so the $20,000 would only cost them $2000 after tax.
The conpany could buy a Ford F-350 at $30,000, and could
reason that the governnent was paying for 90 percent, so
the better truck would only cost them an extra $1000. So
the conpany could buy a Ford F-350 only though it only
needed a Ford F-150; it puts out $30,000, but its taxes are
reduced $27,000. The nechanism could apply to anything, not
just the truck; it could apply to conpressors, punps, or
val ves. The conpany may even pay itself nore noney. Under
the tax structure with the high marginal tax rates, there
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was an incentive for a producer to pay nore for sonething
than it normally would or buy things that were not needed,
because soneone else was paying. He noted that producers
may not know that they were gold-plating. A receipt for the
Ford F-350 m ght cone across the desk of an auditor, but he
did not believe an auditor would deny the claimand say the
producer only needed a Ford F-150.

9:23: 57 AM

M. WMarks listed the "Inplications of Gold-Plating” (Slide
26) :

e old-plating is not efficient spending (spending to
produce barrel s)

e old-plating happens because of high marginal tax
rates at high prices under ACES

e old-plating may explain a lot of spending wthout the
conmensurate increase in production

M. Marks argued that gold-plating was not in the state's
best interests because the state was contributing to the
spendi ng t hrough deductions and credit.

Representative Doogan pointed to Slide 16 (related to the
history of forecasts). He asked whether the nunbers
forecasted happened. He believed the anobunt of oil had been
goi ng down steadily during the years represented on the bar
graph. M. Mrks replied that generally the forecasts have
been too high because of wunanticipated things that went
wrong, such as brief shutdowns.

Representati ve Doogan asked what good it did to look at a
sheet of wong forecasts. M. Marks responded that the
forecast history showed what the outl ook was; be believed
it represented the nost intelligent view available of what
woul d be happening. He knew the forecasts would be wong
(like any forecast), but experts in the field would have a
better recent perspective of what would happen. The graph
showed what experts believed the outl ook was.

Represent ati ve Doogan understood, but since the outl ook was
wrong and always showed declining production, he did not
understand the purpose. M. Marks answered that the chart
showed that what the experts thought would unfold was going
up before PPT passed and what they believed would happen
after PPT was declining. He noted that the experts have
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access to the conpany's devel opnment plans and information
about the resource base.

9:27:00 AM

Represent ati ve Doogan asked why he should care what people
t hought was going to happen when he already knew what
actual | y happened.

Representative Costello asked whether tax credits could
mask unattractive tax rates. M. Marks responded that one
significant elenent that contributed to gold-plating was
the credit. He added that he would address the issue in
nore depth later in the presentation. He stated that the
credit was a contributing factor.

Representative Gara referred to an earlier question about
the profits of the other oil conpanies. He noted that BP
had reported (with a caveat) roughly $8.4 billion in profit
in Alaska for the last four years under ACES. The caveat
was related to a petroleum newsletter that had reported
that BP was able to wite of $1.5 billion of its Al aska
profits for the @ulf oil spill. He underlined that BP did
report its Alaska profits, and the profits were higher than
ConocoPhi | I'i ps.

Representative Gara directed attention to Slide 25 (related
to gold-plating). He stated that M. Marks was the first

person he had heard criticize the "flagship" part of ACES—
that the state would contribute to the cost of capital

expenditures. He clarified that the state paid for two
ki nds of capital expenditures under ACES. First, a conpany
could deduct the cost of capital expenditures; the higher

the tax rate, the nore the state would pay. For exanple, in
years when the conpany's tax rate was 50 percent because
the price of oil was $90 per barrel, the state would pay
the other 50 percent. Second, a conpany could get 20
percent for the capital credit (unless the field was one
that got 40 percent). He asked whether the state was the
bi ggest investor in capital expenditures on the North Sl ope
under ACES in nost cases at higher prices.

9:30: 52 AM

M. Marks pointed out that the taxes listed included the
federal incone tax deduction. He noted that the governnent
was the major contributor.
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Representative Gara questioned whether granting conpanies a
high credit and deduction if they agreed to invest inside
the state of Al aska was a good thing. M. Marks thought it
was good, but could be excessive when it got to the point
t hat spending noney after tax did not cost a conpany nuch.
A conpany could either pay too nuch or pay for things that
were not necessary and spend noney that was not productive
(producing barrels of oil because the state was bankrolling
t he operation).

Representative Gara stated that he could be talked into
anending the tax «credit system if the focus was on

exploration wells, for exanple, instead of unnecessary
equi pnent. He was concerned about |owering the tax, because
conpanies that were already taking $8 billion over four

years in profits could take the noney out of the state to
other places with nore attractive regimes. However, a tax
credit could be good because the noney would have to be
spent in the state. He thought a «credit system that
required spending the noney in the state was an advantage
over reducing tax credits, if the goal was in-state
i nvest nment .

M. Marks responded that producers wanted to nake noney. He
t hought there should be a tax system that would allow them
to nake noney as a result of investnment. He did not think
credits would be successful towards getting nore oil if a
| arge share of the profits were taxed away conpared to what
woul d happen if conpani es invested el sewhere.

9:33:13 AM

Vice-chair Fairclough directed attention to Slide 23
(Context of Spending). She believed that during past
di scussions regarding ACES there had been an anendnent to
freeze or disallow credits on legacy fields for a period of
time. M. Marks could not recall exactly; he did renmenber a
proposal related to different tax treatnent for |egacy and
non-| egacy fi el ds.

Vi ce-chair Fairclough recalled disallow ng cost recovery on
| egacy fields for a period of 18 nonths to two years. M.
Mar ks responded that what passed was a ceiling on operating
costs based on past operating <costs (the "standard
deduction"); the practice had been grandfathered out in
20009.
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Vi ce-chair Fairclough wondered whether reinvestnent could
be expected with the ability to recover costs in |egacy
fields. M. Marks replied that the deduction was standard;
producers mght not have been able to recover all costs,
but many of them He believed the big issue in terns of
incentivizing investnent was what happened to taxes at high
rates related to the rest of the world. He reiterated his
belief that it was possible for Alaska to becone |ess
conpetitive and have | ess production at hi gher prices.

Vi ce-chair Fairclough thought that conpanies m ght invest
nore w thout any change because of the ability to take the
credits and recover costs. She was intrigued by M. Mrks's
analysis of the way tax credits were currently being used.
She wondered whether anything else was going on. She
surmsed that it was a gl obal econonmy and Al aska was stil
not conpetitive when considering the overall take. M.
Marks responded that he Dbelieved that was the nost
inportant thing to | ook at.

9:36: 52 AM

M. Marks turned to the subject of fixing ACES, beginning
with "Fair Share: Econom c Aspect"” (Slide 28):

« Maximzing benefit to people
0 Long-term benefit
o Linked to maxi m zing | ong-term production
0 Production maxi m zed by continual investnent
* In designing a tax need to be mndful of how Al aska
stacks up internationally
e Wrat is “fair” is what you can get in a conpetitive
envi r onment

M. Marks noted that the concept of "fair share" was a
conplicated subject and people had different opinions about
what it neant. He spoke about the subject as an econom st
in terns of international conpetitiveness. The state
constitution stipulates maximzing the benefit of resource
devel opment to the people; he assuned nost people believed
that neant the long-term benefit. He believed maxi m zing
long-term benefit was linked to maximzing long-term
producti on, so that future generations could avail
t hensel ves of the resources. He thought production was
maxi m zed by continual investnent and that it was inportant
to be conpetitive. He believed it was inportant to conpare
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Al aska internationally when designing a tax structure. As
an econom st, he thought "fair share”™ was what could be
gotten in a conpetitive environment.

M. Marks provided the analogy of a |oaf of bread. The fair
share of resource revenues was simlar to the fair price
for a loaf of bread: If bread sells everywhere in town for
$1.00 per loaf, a seller believing they are entitled to get
$2.00 per loaf may not end up selling much bread. He noted
precedence for countries that believed they were entitled
to a much l|arger share of revenues than the rest of the
world (such as Bolivia and Pakistan). The countries had
terrific endowents of natural resources and thought for
generations that they were entitled to nore than what the
world was willing to give. The rest of the world has
subsequently disregarded the two countries and gotten the
resources el sewhere.

9:39: 32 AM

M. Marks addressed the subject of how not to fix ACES. He
indicated a graph on Slide 29, "Cash Flow Inpact: Credits
vs. ACES Severance Tax." He detailed that the graph
depicted the tax per barrel for ACES on the upper (red)

line and the credits on the lower (blue) line. He noted
that the credits were 20 percent and the capital costs were
about $12 or $13 per barrel, so the credits were about

$2.50 per barrel, whether the price was $50 or $150 per
barrel. He nmmintained that the table showed that the tax
dwarfed the credits. He believed the problem was that the
taxes were too high, not that credits were too |low He
t hought there was a strong credit structure coupled wth
the ability to deduct costs. He maintained that the graph
depicted that the too-high-taxes problem could not be fixed
by altering the credits and that the tax needed to be
| ooked at directly.

M. Marks directed attention to details for fixing ACES
outlined in the "Proposal for Fix: Bracketed Tax Structure"
(Slide 30):

e« The problem is not progressivity —  but t he
progressivity structure

e Changing the progressivity structure
o HB 110:
0 Bracketed progressivity structure

e Values within structure
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M. Marks believed the issue was changing the progressivity
structure through a bracketed tax structure simlar to the
| RS structure outlined on Slide 5. House Bill 110 would set
up a bracketed tax structure with values detailed on Slide
29, "Proposed Bracket Structure: HB 110":

Proposed Bracket Structure: HB 110
(Existing Units)*
Based on Net Val ue p/bbl **

$0/ bbl -$30. 00/ bbl 25. 0%

Next $12.50/bbl ($30.00 -$42.50/bbl) 27.5%
Next $12.50/bbl ($42.50 -$55. 00/ bbl) 32. 5%
Next $12.50/bbl ($55.00 -$67.50/ bbl) 37.5%
Next $12.50/bbl ($67.50 -$80. 00/ bbl) 42.5%
Next $12.50/bbl ($80.00 -$92.50/ bbl) 47. 5%
Anyt hi ng over $92. 50/ bbl 50. 0%

* For other fields outside existing units the tax
rates are 10 percentage points |ess

** These net values are approximately $30 |less than
mar ket val ues (the ANS West Coast price).

M. Mirks detailed that HB 110 would establish seven
brackets. The first bracket would be the base tax rate of
25 percent up to $30 per barrel before progressivity would
kick in. Progressivity would then apply in brackets and go
up $12.50 per bracket wuntil the price was $92.50 per
barrel. As the price went from $30 to $92.50 net value, the
tax rate would increase from25 percent to 50 percent.

M. Marks turned to a graph on Slide 32, "Conparison of
Effective Severance Tax Rates (Before Credits)" depicting
the effective tax rates with ACES through the top (blue
dotted) line, the HB 110 bracket for existing fields on the
m ddl e (green dashes) line, and the HB 110 system for new
fields on the bottom (bl ack dashes) Iine.

M. Marks noted that the effective rate was the tax divided
by the net value. He added that ACES was a tax based on the
direct net value. Bracketing would take the total tax
divided by the total net value to get the effective rate
shown.

9:42:49 AM
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M. Marks directed attention to another |ine graph on Slide
33, "Marginal Tax Rates (Al state & federal taxes and
royalties)." He noted that all taxes were included. Under
HB 110 for existing fields (the mddle, green-dashes line),
the | ower values would be unaffected as the prices went up

the | ower tax value would not be drawn up as happened under
ACES. The nmarginal tax rate would therefore be stabilized
and woul d peak at about 74 percent.

M. Marks turned to a bar graph on Slide 34 showi ng how HB
110 conpared with other systens ("International Marginal
Tax Rates @100/ bbl Market Price Tax & Royalty Regines")
He noted the bar for HB 110 for existing fields (third from
the right). He stressed that Alaska's tax was higher than
all the other regines, except for Norway.

M. Marks noved to a line graph on Slide 35, "CGold-Plating:
HB 110 (Existing Units) vs. ACES." He noted that HB 110
woul d propose a 40 percent well-lease credit (blue dotted
line) and the graph illustrated the gold-plating effect
using the current 20 percent credit versus the 40 percent
credit; the producers would receive |less nmoney with the 40
percent credit.

M. WMrks turned to "Revenue Losses from Proposal ?" (Slide
36) :

e Initial revenue | osses likely

 DOR s producti on f or ecast does not consi der
avai lability of capital
o Very plausible that status quo production
forecast is too high
* Very plausible that with lower taxes there wll be
greater investnent and production
o Very plausible that production forecast under HB
110 is too | ow
e Cannot conpare revenues between taxes using the sane
nunber of barrels

M. Marks enphasized that the severance tax per barrel
would be less wth HB 110 and that initial revenue | osses
woul d be |ikely.

M. WMarks comented on the production forecasts backing up
the fiscal note. He noted that DOR s production forecast
was basically an engineering nodel that generated decline
curves and assuned that capital was available to devel op
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the reserves in the decline curve. He stressed that he did
not intend to second guess the professionalism of the
forecast; he thought it was the best that could be done
but though the capital availability was a crucial input, it
was absol utely unknowabl e because of the corporation budget
cycles worked (nore than a year out). Production forecasts
would be too high if the capital was not available to
develop the oil in the forecasts and was diverted to other
jurisdictions because of fiscal or other reasons.

M. Mrks continued that with |ower taxes, conpanies would
produce nore if they were nmaking nore noney producing in
the state. He thought it was very plausible that the
production forecast backing up the HB 110 fiscal note was
too low. In general, he believed it was plausible that the
fiscal note had too many barrels for the status quo and not
enough for HB 110. He did not think the sanme nunber of
barrels could be used to conpare revenues with and w thout
t he proposal.

9:47: 04 AM

Representati ve Doogan referenced Slide 31 (Proposed Bracket
Structure) asked how the increnents in the brackets had
been set up. M. Marks responded that he did not know how
the brackets were set up for HB 110, although he knew how
they were set up in HB 17. He reconmmended asking the
comm ssi oner of DOR

Representative Doogan referenced Slide 32 (showing the
severance tax rates). He assunmed the anmount of severance
tax the state would receive was included. He asked how mnuch
the system would cost in real nunbers. M. Marks responded
that assumng the sane production wth and wthout the
bill, the difference in tax per barrel was about $4 per
barrel (at current prices). He offered to get the specific
nunbers, but he believed the difference in prices would be
$4 per barrel at $90 per barrel, and $6 per barrel at $100
per barrel.

Representati ve Doogan wanted to know the total cost to the
state; he had heard in other commttees that the total cost
started out at $1.5 billion annually and had gone up to
over $2 billion annually. M. Mrks believed DOR should be
asked the question. He was happy to provide the nunbers of
what would happen to the tax per barrel, but he warned
agai nst using the sane nunber of barrels with and w thout
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the proposal, as it would create an exaggerated sense of
what the revenue picture would be. He said that taking the
nunber of barrels that people thought would be produced
five years ago and conparing with HB 110, even though the
severance tax per barrel was |ess, nore noney would be nade
wth a |lower tax and nore barrels than with the higher tax
and less barrels. He cautioned that using the sane nunber
of barrels to conpare with and w thout the proposal would
gi ve an exagger ated sense of the revenue | osses.

9: 50: 55 AM

Representative Doogan wanted an idea of how nmuch the
proposal would cost. M. Marks replied that it was
absolutely inpossible to forecast the cost, to know how
capital mght get re-appropriated to the state, how that
woul d be spent, and how production would be affected. He
stressed that the state could not know what would happen
under the proposal. The production forecasts assuned
capital would be there, but the capital mght not be there.
He reiterated that it was inpossible to tell.

Representative Gara asked Conmi ssioner Butcher to bring the
Frasier Report to a future neeting, as he had questions
about it.

Representative Gara noted that although M. Marks had
tal ked about incentivizing, he had not nentioned that 35
percent of any tax reductions would go to the federal
governnent. He recalled previous discussion about the
fiscal note indicating that HB 110 woul d reduce revenue by
around $3 billion at $100 per barrel. Assumng that was
accurate, he thought roughly $1.2 billion of the noney the
state would get back would go to the federal governnent and
not to incentivizing anything. M. Marks did not know the
exact nunbers, but agreed in principle that 30 to 35
percent of any tax reduction in the state would go to the
federal governnent. However, the other portion would go to
t he producers.

9:53: 58 AM

Representative Gara understood M. Mrks's point that under
progressivity, corporate profits got smaller under higher
oil prices. He asked whether oil conpany profits would
increase with every price increase, as the price of oil
increased from $50 to $51, $100 to $101, or $150 to $151.
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M. Marks replied that he was right, as long as the
mar gi nal tax rate was under 100 percent.

Representative Gara pointed to Slide 34 (lInternationa
Margi nal Tax Rates). He stated concerns that M. Mrks had
only picked countries that taxed |less than Al aska and |eft
out countries that taxed nore. He believed the conparison
was inconplete and wanted that renedied. He also thought
that a very high oil price had been used to nake a marginal
tax rate argunment, when the conpanies did not pay that
rate, but paid an actual tax rate. He wanted to see the
chart with the actual tax rate paid by oil conpanies. He
t hought conpanies considered the actual taxes they paid.
M. Marks agreed to provide the information. He offered to
get PFC Energy work done for the departnent in 2007 on the
production-sharing contract reginmes. He added that it was
his judgnment that it would be wunrealistic for Al aska to
assune it could command the sane fiscal take as the other
regi mes, given the resource base in the nations.

Representative Gara wanted to see a conparison with the
countries and with the actual tax rate, not the nmargina
tax rate. M. Marks said he would see what he coul d do.

9:56:44 AM

Representative WIlson directed attention to Slide 36
related to revenue | osses fromthe proposal. She understood
that it was difficult to project nunbers for taxes into the
future. She asked whether it was possible to go back to the
| ast two years and consider the actual nunbers conpared to
what the nunbers would have been if HB 110 had been in
effect. M. Marks replied that could be done. However, the
producers had announced specific projects that they
deferred because of the tax; the projects would have been
inpl emented if the tax had not been in place. He believed
usi ng the sane nunber of barrels with ACES and HB 110 woul d
exaggerate the revenue | osses.

Representative WIson thought that would represent the
worst case scenario. She wunderstood that HB 110 would
represent sone kind of |oss, but wanted to get an idea of
how much the |osses would be. M. Mrks thought DOR was
goi ng to produce the nunbers.

Co-Chair Stoltze noted that the comm ssi oner of DOR nodded.
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9:58: 55 AM

Co-Chair Thomas asked whether the new tax could be
sunsetted if it did not work and the state returned to the
ACES system He believed there needed to be pressure on the
producers to change. He asked how to attract the
i ndependent oil conmpanies. He queried a way to give tax
credits to independents and not the big conpanies. M.
Marks replied that Alaska already had good features to
attract independent conpanies and that independents were
being attracted. There were already very generous credits

on the exploration side (up to 40 percent). In addition,
there was the snall-conpany credit. He stated that in
general, the ACES structure was actually Dbetter for

starting fields up than for keeping existing fields going.
However, sone independents had explicitly addressed the
concern about the tax structure being a barrier for
investing in Alaska. He believed providing upside potentia
woul d be a big incentive for attracting independents; they
woul d go to other places where they could get it.

Co-Chair Thomas thought there were disadvantages for
i ndependents related to the delivery of the oil. M. Marks
poi nted out that there was plenty of space in TAPS, and by
law no one who wanted to ship could be denied the ability
to ship.

10: 02: 16 AM

Representati ve Hawker described the two maj or conponents of
the tax structure: the front-loaded incentive capita
credits, and out - year taxation on oper ati ons and
production. He recalled the ACES debate four years prior
and a presentation offering the premi se that the higher the
tax rates were set, the nore attractive it would be to
invest capital in the state. He referred to a slide show ng
high oil prices and gold-plating and the state paying 90
percent of every dollar of capital investnment; he thought
that was "giving away" noney. Gven the prem se (discussed
under ACES) that high tax rates were needed to attract
investnment, he asked why there was not a frenzy of
investnment on the North Slope. He wondered why industries
were sending people to North Dakota instead. M. Marks
replied that he was anmazed that there had not been nore
investnment with the state picking up 90 percent of costs.
He opined that the reason was that the conpanies could not
make noney was because too nuch was taken through taxes
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conpared to putting the investnent in other places like
Br azi | or Kazakhst an. He referred to Slide 13
(ConocoPhil l'i ps Financial Performance: Al aska vs. Rest of
the World) showing the higher profits from other places in
t he worl d.

10: 05: 25 AM

Representative Hawker stated that it was not enough for
Alaska to be an economc province; it also had to be
conpetitive wth the rest of the world. M. Mar ks
acknow edged that producers nade a good anmount of noney in
Al aska, but the issue was how nuch nore conpanies could
make other places. He believed the conpanies were going to
ot her places because they could nmake nore noney in those
pl aces.

Representati ve Neurman recal |l ed M. Mar ks' s earlier
statenment that what was wong wth ACES was progressivity.
He queried the proposed changes to progressivity. He
pointed to Slide 31 regarding the proposed bracket
structure. He asked about the reduction in base rates wth
a cap on exploration. M. Marks responded that the whole
idea of bracketing was to pay the increnental tax on the
i ncrenental value and not reaching down to every value and
drawing it up as ACES did. He believed the ACES system was
unique in the world and created a situation in which an
i ncredi ble anmobunt of tax was paid on the increnental value
when the value went wup. He referred to Slide 33 and
marginal tax rates under HB 110; as value went up, the
| oner val ues woul d be protected and not drawn up.

Representative Neuman asked for «clarification regarding
Slide 31 (the proposed bracket structure for HB 110). M.
Mar ks responded that the first bracket was the base rate.
Bet ween zero and $30 per barrel was 25 percent; if the net
val ue was $35 per barrel, the conpany would only pay 27.5
percent on the $5 above the $30, or increnental tax on the
i ncrenental val ue.

10: 08: 47 AM

Representative Joul e announced that John Baker of Kotzebue
had won the Iditarod, and that he had broken the previous
record.
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Representative Joule believed that one of the reasons for a
bill to reduce the tax structure was to increase production
and generate additional revenue through new revenue com ng
into the pipeline, even though possibly |osing noney
through the current people paying taxes. He questioned
whet her nodifying the tax structure should be based on real
i nformation, such as about the resource avail able;
otherwise, the decision would be a ganble. He hoped the
state's total revenues would be okay because production
woul d i ncrease.

10: 12: 24 AM

Representative Joule stated that he did not grasp what HB
110 was trying to do. He wunderstood that there were
different kinds of fields to take into consideration, such
as unitized and non-unitized fields wth different tax
structures. He questioned what needed to happen in
different fields to encourage conpanies to invest in the
state.

M. Marks recalled an earlier presentation to the House
Resources Committee on the history of the oil tax in
Al aska. He noted that since before statehood, there had
been several changes to the production tax; every change
had gone up. He stated that HB 110 was the first tine the
| egi sl ature had been faced with a proposal to decrease oil
taxes. He understood it was difficult. He had laid out the
rationale of why he believed the state should consider
| owering the tax: give people a structure under which they
can nmake nore noney, and they would do so.

M. Marks detailed that in 1961, President Kennedy had
proposed a major tax decrease in the country, and there was
anxi ety; the tax decrease happened and the econony
rebounded well. The sane thing happened wth President
Reagan in 1981. He thought the present |legislation was
nodel ed on simlar rationale and sim |l ar hopes.

M. Marks stated that the resource base in Al aska was good.
He referred to a 2007 U S. Departnment of Energy study
establishing that there was 10 billion Dbarrels of
econonmically recoverable oil in the core fields alone
(excluding the OCS, NPR, and ANWR). The question was
whet her conpanies would develop in Alaska or in other
pl aces in the world.
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10: 15: 38 AM

M. Marks reconmmended not distinguishing between unitized
and non-unitized fields for two reasons. First, the current
unitized fields had heavy oil, which was as chall enged as
the non-unitized oil. In addition, the small-producer
credit was a very strong incentive to bring in people to
develop the non-unitized fields. He noted that the
adm ni stration could have a different view

Representative Quttenberg referred to personal experience
as a North Slope |aborer for 25 years. He liked to | ook at
things in a solid, pragmatic manner. He referred to the
early years of the pipeline when ELF was in place and taxes
were very low the industry put a couple billion dollars
into gas facilities. The result of not doing that was
probably a steep decline in production. He described the
process as a "physical thing, I|ike an orgasm certain
things have to happen.” There were things that have to
happen to keep the process going on a day-by-day basis. He
believed that the loss of revenue to the state could be
catastrophic if production kept going down and the pipeline
had to shut down, but there was a liability for the
i ndustry as well. He questioned the value to the liability
if the dismantling, renoval, and restoration (DR&R) system
had to kick in, which could cost $50 billion to $70
billion. He thought that <calculation was a pragmtic,
physi cal thing to consider. He wondered how the value would
be calculated. M. Marks responded that it was conplicated.
He did not think the standards to fix and replace TAPS had
been established, so the cost was an unknown. He believed
there were other ways for industry to transport the oil
(depending on the value of oil) even iif TAPS becane
obsol ete. For exanple, a smaller pipeline could be built;
oil could be shipped out of Prudhoe Bay if there was |ess
ice; a pipeline could be built to Fairbanks and oil could
be transported by rail to Val dez, Seward, or Wttier.

10: 19: 46 AM

Representative Quttenberg did not think industry wanted to
at all consider stranding the facilities on the North
Sl ope.

Vi ce-chair Fairclough asked for three things to be provided
to the commttee. First, she understood that producers had
been <collecting $0.50 per barrel for deconmi ssioning
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renoval and restoration of the environnent for the
pi peline; she wanted to see the docunments. Second, she
wanted to hear from the conm ssioner of the Departnent of
Labor and Workforce Devel opnent about industry job |oss and
unenmpl oynent in the state. She noted that North Dakota was
a "right-to-work"” state, which she believed set Alaska up
differently related to economc conpetition. Wen she
considered ACES, she was not only looking at projected
dollars comng into the state, but who was being enpl oyed.
Third, she believed Alaskans were heavily invested in
receiving the annual permanent fund dividend; she thought
the permanent fund had investnents in the conpanies being
di scussed. She questioned the economcs inside the
per mmnent fund and how the revenue woul d be repl aced.

Co-Chair Stoltze noted that the private sector would be
testifyi ng about jobs issues.

Co-Chair Stoltze noted that the afternoon neeting would be
devoted to DOR Conm ssioner Bryan Butcher, and that the
following day there would be presentations by DOR and the
Alaska QI and Gas Conservation Conm ssion. There was
di scussi on about scheduling for the Anchorage hearings and
other hearing issues related to HB 110, including public
testinmony opportunities.

10: 26: 16 AM

#
ADJ OURNVENT

The neeting was adjourned at 10:26 AM
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