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BRYAN BUTCHER, Acting Conmi ssioner

Depart nent of Revenue
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POSI TI ON STATEMENT: Presented HB 110 on behal f of the governor.

CHERYL NI ENHUI' S, Petrol eum Econom ¢ Policy Anal yst

Tax- Adm ni stration

Departnent of Revenue

Anchor age, Al aska

PCOSI TI ON STATEMENT: Revi ewed how Al aska's oil taxes work.

FRANK MOLLI, President

Mol |1 Conputer Services, Inc.

Consul tant to Departnent of Revenue

Col orado Springs, Col orado

PCSI TI ON STATEMENT:  Answered questions regarding HB 110.

ACTI ON NARRATI VE

1: 03: 31 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 1:03 p.m Represent ati ves Fei ge

Foster, Dick, Gardner, Kawasaki, P. WIson, Herron, and Minoz
were present at the call to order. Representative Seaton
arrived as the neeting was in progress. Representati ve Hawker

was al so present.

HB 110- PRODUCTI ON TAX ON O L AND GAS

1: 04: 06 PM

CO- CHAIR FEI GE announced that the only order of business is
HOUSE BILL NO 110, "An Act relating to the interest rate
applicable to certain amobunts due for fees, taxes, and paynents
made and property delivered to the Departnent of Revenue;
relating to the oil and gas production tax rate; relating to
monthly installnment paynments of estinmated oil and gas production
tax; relating to oil and gas production tax credits for certain
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expendi t ur es, i ncl udi ng qgual ified capi tal credits for

exploration, developnent, and production; relating to the
limtation on assessnent of oil and gas production taxes;
relating to the determnation of oil and gas production tax

val ues; making conformng anendnents; and providing for an
effective date."

CO CHAIR FEIGE stated that the issue of oil and gas production
tax is inportant for the future of Al aska. If no action is
taken now, he said, there is a good possibility that in |less
than 10 years the oil flow will be too |low to operate the Trans-
Al aska Pipeline System (TAPS). Wth little oil production to
tax, the state will be forced to | ook el sewhere for its revenue.
Many people feel this issue should be addressed now rather than
later and HB 110 is a good start for this debate, he continued.

The committee's objective is to ensure that HB 110 will put nore
oil into TAPS and encourage new exploration and enhanced
recovery methods. The federal governnent continues to create

nore obstacles to resource devel opnment in Al aska, he opined, and
action nmust be taken by the state to keep oil flowng in TAPS
until federal agencies change direction and pronote donmestic oil
production. The recent shutdown of TAPS was a warning that the

state's financial independence is tied to the flow of oil. He
said the commttee will wait to nmake any substantive changes, if
any, to HB 110 until it hears from the Departnent of Revenue,

the governor's office, producers, explorers, contractors, and
t he general public.

1: 06: 35 PM

BRYAN BUTCHER, Acting Conm ssioner, Departnment of Revenue,
i ntroduced HB 110, noting that the bill would change the state's
tax system to nmake Al aska nore conpetitive both nationally and
gl obal Iy, produce nore jobs for Al askans, and increase Al aska's

oi | production. Recent articles project that North Dakota wll
surpass Alaska in oil production and are a wakeup call, he
cont i nued. The federal government has deterred onshore and
of fshore developnment in the state; Alaska nust therefore

maxi m ze production on state lands. Mny of the tax credits and
incentives passed by the legislature over the past few years
have hel ped, but production continues to decline.

ACTI NG COW SSI ONER BUTCHER advi sed there is much oil yet to be
produced in Al aska. Thus, the main objectives of HB 110 are to
develop currently unexplored fields and to get nore production
out of the "Prudhoe and Kuparuk"” |egacy fields that currently
provide over 80 percent of the state's oil production. The
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issue of oil production is inmportant, he continued, because 85
percent of state revenues conme from oil. Last nonth's |eak at
Punp Station 1 shut down TAPS for a couple of days. Thi s | eak
was anot her wakeup call because today the pipeline carries only
one-third the volune it did 20 years ago and there was concern
that the pipeline would freeze up fromthe shut down.

1: 09: 27 PM

ACTI NG COW SSI ONER BUTCHER pointed out that developing oil on
the North Slope is much nore challenging now than it was in the
past - for both the state and producers. The bulk of the
easiest to produce oil has been produced. Therefore, attention
IS now on viscous/heavy oil, developing areas that have little
or no infrastructure, and developing snmaller pools of oil. He
rel ated that Governor Parnell is not focused on growing the size
of state governnent; rather the governor is focused on grow ng
the size of the private sector econony in Al aska, which wll
provide nore jobs for Alaskans. VWile the executive branch has
its opinion on what constitutes reasonable change, industry wll
have to weigh in about what the changes proposed by HB 110 w ||
mean to industry's view of investment and exploration in Al aska.

ACTI NG COW SSI ONER BUTCHER said the three goals of HB 110 are

to address progressivity, pronote infield drilling in the
currently producing |egacy fields, and pronote the devel opnent
of new fields (slide 3). Al aska's oil tax regine needs to be

changed to nmake Al aska nore conpetitive nationally and globally,
to create nore jobs for Al askans, and to increase production in
t he Trans- Al aska Pi peline System (slide 4).

1:11: 31 PM

ACTING COW SSI ONER  BUTCHER discussed the North Slope's
declining production, noting that production peaked in Fiscal
Year (FY) 1988 at just over 2 mllion barrels per day (slide 5).
By FY 2010 production decreased to about 644,000 barrels per
day, a 68 percent decline that has averaged about 5 percent per
year. Over the next 20 years the decline rate is expected to
flatten to between 3 and 4 percent, he reported. Thi s decline
rate is based upon expected production from the new Oooguruk,
Ni kai tchuq, and Liberty fields. Wat the state does in the out

years will have a |arge say over whether the decline steepens or
flattens out. He added that another issue with |less barrels of
oil in TAPS is that tariff costs will be nore because the costs

of transportation are divided by the nunber of barrels flow ng
t hrough the pipeline. The fewer the barrels, the higher the
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cost; the higher the cost, the less profit the state receives on
its royalty barrels.

ACTI NG COW SSI ONER BUTCHER reviewed the expected production
from old and new fields (slide 6). He noted that by 2020
approximately half of the projected oil production will be from
new fields, neaning 50 percent of the projected oil production
must come from current fields. Therefore, he continued, HB 110
has provisions for both unexplored and current |egacy fields.

1:14: 31 PM

ACTING COW SSIONER BUTCHER warned that the nunber of
exploration wells is declining, according to the Alaska G| and
Gas Conservation Conmmission (AOGCC) and the Departnment of
Nat ural Resources (DNR) (slide 7). Bet ween 2005 and 2007 the
nunber of exploratory wells drilled each year increased [from 7
to 18] as the price of oil increased, but each year since 2008
t he nunmber has declined despite the price of oil staying in the
range of $80-$90 per barrel. Only three exploration wells were
drilled in 2010 and DNR expects one exploration well to be
drilled in 2011.

ACTI NG COW SSI ONER BUTCHER reviewed the total nunber and type
of wells that have been drilled on the North Slope (slide 8).
He pointed out that the total nunber of currently producing
wel ls has decreased a little, but in general has stayed fairly
level [131 wells in 2005, 110 in 2010]. He explained that
service wells [38 wells in 2005, 33 in 2010] are drilled for the
pur pose of supporting production in the field, and include gas
injection, water injection, and oil devel opnent wells. He drew
attention to the nunber of exploration wells [7 in 2005, 3 in
2010] .

1:16: 09 PM

ACTING COW SSIONER BUTCHER related that annual surveys are
conducted by the Frasier Institute to judge the overal
attractiveness of the world's oil and gas jurisdictions [slide
9, entitled "Frasier: Alaska is #68 of 133 in terns of overal
attractiveness"]. The survey asks seventeen questions about
possible barriers to investnent, including infrastructure,
envi ronnent al protection, resource potential, and the tax

system This slide depicts a conposite index of the 17 aspects
of conpetitiveness used to rank each jurisdiction, he explained.
The bars on the graph indicate the percentage of negative
responses for each jurisdiction - the blue color within each bar
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represents the percentage of responses that said there are
noderate barriers to investnent, vyellow represents extrene
barriers, and green represents the percentage of conpanies that
said they would absolutely not invest in that jurisdiction. The
overall negative response for Al aska was about 40 percent, he
specified, which puts Alaska in about the mddle of the pack

Al aska ranks worse than other North Anerican jurisdictions, such
as Alberta and North Dakota, and ranks worse than Norway. He
poi nted out that these surveys are sonmewhat subjective, but said
they help show in general ternms how the conpanies view Al aska
relative to other states and countries. Acting Conmm ssioner
Butcher further elaborated that the nost difficult investnent
climtes tend to exist in other continents, such as the Mddle
East, Asia, and Venezuela in South America (slide 10). In North
Anerica, Al aska conpetes for capital dollars from North American
conpanies as well as nulti-national corporations, yet falls in
the sane [third] quintile as China, Egypt, and Pennsyl vani a.

1:18: 44 PM

ACTI NG COW SSI ONER BUTCHER continued discussing the [Frasier
Institute 2010 G obal Petrol eum Survey], reporting that Al aska
ranks 31 out of 38 jurisdictions in North Anerica for fiscal
attractiveness (slide 11). Those states near and worse than
Al aska in attractiveness are typically high tax states, he said,
such as New York, Florida, and California. Expoundi ng further
(slide 12), he said the least attractive jurisdictions in North
Anerica are Alaska, California, Florida, New York, Quebec, and
Nort hwest Territories. The high-producing states of North
Dakota, South Dakota, Texas, and Louisiana [nobst attractive
quintile] rank considerably better for investnent climate than
Alaska [third quintile]. Par aphrasing from the 2010 Frasier
report, he said:

Seven U.S. states and regions (New York, Florida,
California, the Atlantic O fshore, Alaska, Kentucky,
and Pennsylvania) had relatively wunattractive third
quintile scores. | nvestors were concerned about
envi ronment al regul ati ons in each of t hese
jurisdictions, except for Al aska where the fiscal
regime is also an issue.

1:20: 59 PM
ACTING COW SSIONER BUTCHER, in response to Representative

Gardner, returned to slide 9 and reiterated that the blue within
each bar on the graph represents the percentage of conpanies
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that said a jurisdiction has noderate barriers to investnent,
yell ow represents extrene barriers to investnent, and green

represents absolutely will not invest in that jurisdiction. He
specified that the least attractive jurisdictions are Bolivia,
Venezuel a, Russia, Ukraine, and Iran, all of which have
political upheaval that nakes investnment extrenely risky. Most
attractive are South Dakota, Texas, Illinois, Womng, and

Austria, he added.

ACTING COW SSIONER BUTCHER, in response to Representative
Munoz, said he does not have a breakdown on whether the
production in other states is from state or federal |and, but
will get that information and provide it to nenbers.

1:22:52 PM

ACTI NG COW SSI ONER BUTCHER, regarding how Alaska is rated in
the Frasier report for specific investnment factors (slide 13),
said Alaska's strengths include geopolitical risks, the |egal
system process, and other things related to the U S. having a
stable environment in which to do business. Alaska is in the
mddle of the pack in terms of commercial environment, quality
of infrastructure, and l|abor availability. Al aska's weaknesses
i ncl ude envi ronment al regul ati ons, cost of regul atory
conpliance, wuncertainty concerning protected areas, disputed
land clains, and the tax regine. Alaska can do sonethi ng about
its tax regine, he added. Expoundi ng further, he pointed out
that 44 percent of survey respondents said Al aska's tax regine
deters investnment (slide 14). The negative inpact of Alaska's
tax system is probably understated, he continued, because snal
exploration conpanies |ike Alaska's generous credit provisions,
while the larger conpanies that produce the nost significant
amount of oil and pay state taxes have a different perspective.
Al aska has steep progressivity, he pointed out. At low oil
prices, say $30-$40 per barrel, Al aska wuld score better
because the state's tax would then be conparatively [|ow
However, at today's high oil price of $90 per barrel, Alaska's
uni que progressivity nmethod i ncreases the tax on industry.

1:26: 02 PM

ACTI NG COW SSI ONER BUTCHER said the Frasier report ranks the
attractiveness of Alaska's tax regine at 34 of the 38 North
American jurisdictions (slide 15). He related that 25 percent
of respondents said Alaska's tax reginme is encouraging to
i nvestnment, which suggests the state has done a good job of
marketing to sone oil and gas conpanies, such as the smaller
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explorers that have received cash for sone of the tax credits.
However, Al aska has discouraged |arge conpanies that invest and
produce fromthe state's major fields.

ACTING COWM SSIONER BUTCHER illustrated the subjectivity of
jurisdictional ranking by directing attention to a 2010 study
conducted by Wod Mackenzi e Research and Consulting, which ranks
Al aska's fiscal attractiveness at 129 of 141 jurisdictions
wor | dwi de (slide 16). He pointed out that the Wod Mackenzie
study places Alaska at the negative end along wth such
countries as Venezuela and Al geri a. He included this slide in
his presentation, he said, because the legislature is |ooking at
purchasing a detailed study from Wod Mackenzi e.

1:27: 31 PM

ACTI NG COW SSI ONER BUTCHER directed attention to a Departnent
of Natural Resources map depicting areas of heavy oil and gas
devel opnment and areas that Governor Parnell has tal ked about in
recent speeches (slide 17). The areas being tal ked about by the
governor are |located just south of the Kuparuk and Prudhoe Bay
fields and they have had very little exploration in recent
years, he said. The administration believes there is a high
chance of finding new fields once opportunities and incentives
are given to conpanies to explore such areas, he related. Since
hitting the huge field of Prudhoe Bay 40 years ago, he added

conpani es have put nost of their exploration and devel opnent
dollars into it because the field is known.

ACTING COWM SSIONER BUTCHER said the Departnent of Revenue

believes there is a ot of oil left in Al aska (slide 18). The
curmul ative production through 2010 has been over 16 billion
barrels. The departnent believes the remaining North Slope
reserves exceed 5-7 billion barrels, he reported, and the

geol ogy-based estimates of total oil volumes are nuch higher.
For exanple, the departnment does not include any of the
approximately 20 billion barrels in the Ugnu deposit or offshore
vol umes fromthe Chukchi or Beaufort Seas in its forecast.

1: 30: 18 PM

CHERYL NI ENHUI S, Petrol eum Economc Policy Analyst, Tax-
Adm ni strati on, Depart ment of Revenue, in response to
Representative WIson, understood the Ugnu deposit to be a
fairly large deposit underlying several North Slope wunits,
primarily the Prudhoe Bay and Kuparuk units. In further
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response, she understood the deposit to be shallower than the
Prudhoe Bay and Kuparuk deposits.

FRANK  MOLLI, Pr esi dent Mol | i Conput er Servi ces, I nc.,
Consul t ant to Depar t ment of Revenue, in response to
Representative Gardner, explained that the Ugnu deposit is not
included in the departnment's forecast of remaining North Slope
reserves because, at this point, there has not been a sustained
test or proof of production. Until he sees that, he hesitates
to put it into the Departnment of Revenue forecast, he said. In
response to further questions from Representative Gardner, he
said industry is attenpting to produce the Ugnu deposit, but to
date there has not been a successful nethod of significant,
sust ai ned production. This is because the Ugnu deposit is
conposed of heavy oil that does not easily flow toward the wells
that are drill ed.

1:33: 40 PM
The commttee took a brief at-ease.
1: 34: 03 PM

M5. NIENHU S recapped how Al aska's oil taxes work (slide 19)
Prior to 2006 oil and gas were taxed under a gross production
tax, she said. In April 2006 the oil tax was restructured with
passage of the petroleum profits tax (PPT), which changed the
tax system to a net of the cost of production. Al aska's O ear
and Equitable Share (ACES) was passed in 2007. Most of its
provi sions becanme effective on July 1, 2007, the start of Fiscal
Year (FY) 2008, although sone provisions were retroactive. The
two maj or conmponents of ACES are a net production tax, rather
than a gross tax, and tax credits for various activities in oi
and gas production on the North Sl ope.

1: 38: 25 PM

M5. NENHU S discussed the various terns used in the ACES
production tax (slide 21). She explained that the point of
taxation is at the North Slope well head. The "wel | head val ue”
is the West Coast market price less the cost of getting the oi

and/or gas to the Wst Coast. The "gross value at point of
production” is the wellhead value nultiplied by the nunber of
barrel s produced. The "production tax value" (PTV) is the gross
value at the point of production mnus the upstream cost to
produce the oil and/or gas. The upstream cost can be broken
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down into capital and operating expenses. Thus, the basis of
the oil tax is like a net incone.

M5. NIENHU' S, in response to Co-Chair Feige, understood that the
dividing line between upstream and downstream is Punp Station 1
[on the Trans-Al aska Pipeline System (TAPS)], although there are
sone feeder pipelines.

M5. NIENHUS, in response to Representative Minoz, confirned
that upstream cost includes the cost of enployees. Upstream
cost is the direct cost of producing oil and gas, she said.

1:40: 22 PM
M5. NIENHU S continued her discussion of terms, noting that the

"base tax rate" under ACES is 25 percent of the production tax
value (PTV), but under the petroleum profits tax (PPT) the base

tax rate was 22.5 percent. The "progressive surcharge rate" is
a fornmula-driven rate that increases as oil profits grow
"Credits" are also a part of ACES She said credits were

started prior to PPT, were expanded during PPT, were expanded
even nore during ACES, and she believes nore credits were passed
| ast year.

M5. NI ENHUI S explained that the ACES base tax is calculated by
mul tiplying the production tax value (PTV) by the 25 percent
base tax rate (slide 22). A progressive surcharge is cal cul ated
by multiplying the production tax value by the progressive
surcharge rate. The progressive surcharge rate is the anount of
tax, in addition to the base rate, that is applied on profits
per barrel above $30. The base tax and progressive surcharge
are added together and then the credits are subtracted to arrive
at the total production tax owed to the state.

1: 42: 57 PM

M5. N ENHU S denonstrated how the projected Fiscal Year (FY)
2012 production tax would be calculated (slide 23). She said
that at the forecast price of $82.67 per barrel and the forecast
production of 622,182 barrels per day, the value is $51.4
mllion per day. This daily value is multiplied by 365 days to
arrive at the annual production value [$18.7 billion]. Royal ty
barrels are then subtracted to arrive at the annual taxable
production/val ue [192, 426,540 barrel s/$15.9 billion]. Next, the
marine transportation costs, TAPS tariff, and other costs are
subtracted to arrive at the gross value at point of production

From here the total |ease expenditures (deductible operating
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expenditures forecast at about $2.5 billion and deductible
capital expenditures forecast at about $2.5 billion) are
subtracted to arrive at the forecasted production tax value
(PTV) of $9.6 billion. The base tax rate of 25 percent is
multiplied by the production tax value to arrive at a base tax

of $2.4 billion. The progressive tax rate, calculated here at
8.1 percent, is nultiplied by the production tax value to arrive
at a progressive tax of $785 mllion. [ The base tax and

progressive tax are added together], so the total tax due before
credits is $3.2 billion. The projection for credits in FY 12 is
$450 mllion. Thus, the total projected tax after credits for
FY 12 is about $2.7 billion. She cautioned, however, that this
is a very sinplified, averaged view of the calculation for the
production tax.

1:46: 10 PM

M5. NIENHU S, in response to Representative P. WIson, confirned
that | ease expenditures are consi dered upstream costs.

M5. NIENHU S, in response to Representative Kawasaki, confirned
that at the projected FY 12 oil value of $18.7 billion, the
state will receive $2.7 billion. In further response, she said
the deductible capital expenditures are projections that the
state receives from the conpanies. Tw ce a year the state asks
the conpanies to forecast their projected expenditures for five
years out and the figures used in this exanple are the nost
recent forecast.

1: 48: 03 PM

M5. NIENHU S reviewed the tax credits currently avail abl e under
ACES (slide 24), explaining that the "qualified capital
expenditure credit" is an automatic 20 percent credit for
qgual i fied capital expenditures.

The conmi ttee t ook a bri ef at - ease due to t echni cal
difficulties.

VB. NI ENHU S conti nued, noting that a qualified capital
expenditure credit of 40 percent was passed by the |egislature
| ast year for well |ease expenditures outside the North Slope
She explained that the "carried-forward annual loss credit" is
primarily for producers that are spending noney devel oping
fields but do not yet have incone exceeding their expenditures;
these producers are given a 25 percent credit for that loss in
the follow ng year.
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M5. NIENHU S said the "small producer and new area devel opnent
credit" is a non-refundable credit that can only be applied in
the year the producer can use it. Conmpanies with North Slope
production of |ess than 100,000 barrels a day can receive a
credit of [up to] $12 nmillion [per year]. Conpanies wth
production outside the North Slope and Cook Inlet of less than
100, 000 barrels [a day] can receive a credit of up to $6 mllion
per year. She added that the credit ranps up between 50,000 and
100, 000 barrels and there is a formul a.

M5. NIENHU'S, in response to Representative Kawasaki, agreed to
provi de nenbers a list of those producers with production rates
bel ow 100, 000 barrels a day.

M5. NIENHU S, in response to Representative Gardner, said she
believes the $12 nillion credit and the $6 nmllion credit are
additive, so a conpany can receive both.

1: 51: 26 PM

M5. NIENHU S returned to her review of credits, explaining that
the "alternative credit for exploration" has been a relatively
attractive credit for conpanies exploring in renote areas where
exploration is quite expensive. This credit is 30 or 40 percent
depending on whether the exploration neets certain criteria.
Prior to ACES this credit was 20 and 30 percent.

M5. NIENHU S expl ained that the "Cook Inlet jack-up rig credit,"”
passed [in 2010], provides credit of up to 100 percent for the
first three exploration wells that are drilled using a jack-up
rig in Cook Inlet.

M5. NIENHU'S, in response to Representative Kawasaki, said she
woul d provide nenbers with a listing of federal credits that are
available to conpanies, but that she is unsure the departnent
can provi de conpany-specific information in this regard.

1: 52: 54 PM

M5. NIENHU' S, in response to Representative Gardner, confirned
that no conpani es have yet qualified for the jack-up rig credit,
given it was just passed this last spring. However, several
conpani es are conpeting to do so.

ACTI NG COW SSI ONER BUTCHER added that the first conpany to
bring a jack-up rig to Cook Inlet will receive 100 percent of
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the cost up to $25 mllion. The second jack-up rig must be
brought up by a different conpany and that credit would be up to
90 percent or $22.5 million, and the third jack-up rig would be
up to 80 percent or $20 mllion. If the drilling results in
sustai ned production, 50 percent of the credit would be paid
back over a 10-year period.

ACTING COW SSIONER BUTCHER, in response to Co-Chair Feige,
confirmed that two conpanies are seriously discussing jack-up
rigs.

1:53: 59 PM

M5. NIENHU' S, in response to Representative Herron, understood
that the $12 million and $6 mllion credits were passed by the
| egi sl ature to encourage devel opnent of new fields. She said it
takes sonme tinme for small producers to get to the point of where
i ncome exceeds expenses. In further response, she said she
woul d | ook at the legislative history and provide information to
nmenbers about why the particular dollar amounts of $12 mllion
and $6 mllion were chosen.

1:55:19 PM

M5. NIENHU' S provided exanples of how the tax and the credits
affect the different types of producers. For the first exanple
she used a new entrant with no current production in Al aska that
is pursuing an exploration project requiring $200 mllion in
i nvestnment (slides 25-26). Dependi ng on whether that project
neets certain criteria, she said the state would give this
conpany a credit of 20, 30, or 40 percent, which would be $40-
$80 mllion in tax credit for this size project. |f the conpany
were to experience a loss it would be eligible for a 25 percent
net operating loss tax credit, which could be worth up to $50
mllion. Thus, for this $200 mllion investnent the conpany
could receive a credit of $90-$130 nmillion fromthe state. The
credit could be directly recouped from the state via refundable
tax credits or the credit could be transferred to a conpany in
the state that does pay tax. Regardl ess of whether the credit
is directly refunded or transferred, she explained, the state
woul d pay $90-%$130 for the exploration and the conpany woul d pay
$70-3$110 nillion. The state therefore bears the risk for
failure, as does the new entrant, because the state does not
recoup this noney even if the exploration effort fails.

1: 57:46 PM
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M5. NIENHU'S, in response to Representative P. WIlson, allowed
that $200 million is high for just an exploration well. The
exploration tax credit was set at 40 percent, she said, because
exploration costs can be very high depending upon the distance
fromexisting infrastructure.

1: 59: 19 PM

M5. NIENHU S next provided an exanple of an incunbent producer
that already has current production to which a tax credit can be

applied (slides 27-28). If this incunbent pursued a non-
expl oration devel opnment requiring $200 mllion in investnent,
she said, it would receive a 20 percent capital investnent

credit of $40 mllion. That capital investnment woul d reduce the
i ncunbent's production tax value (PTV), which would reduce the
t axes due. This is because the progressive surcharge rate is
triggered off the profit per barrel, so if expenditures are
hi gher the profit per barrel is lower and this would |ower the
tax rate. The deductions and credits would total nore than 45
percent (greater than $90 mllion) of the $200 mllion. The

state would therefore be paying nore than $90 million of the new
devel opment's capital cost, nmeaning the incunbent would be
spending |l ess than $110 mllion. Once again, the state would be

an investor in the project and would bear the risk for failure
as woul d the incunbent investor.

2:01:16 PM

M5. NIENHU S summari zed the key points of tax and credits under
the ACES system (slide 29). For credits, the state can cut a
check [to new entrants] or reduce the tax liability owed by
i ncunbent s. In both cases the state is an investor and shares
the risk with the conpany doing the project. She said the aim
of ACES is to incentivize investnent through the state bearing
risk and reducing the costs incurred by explorers and producers.
Tax credits and the net-based structure make the state an
investor in exploration and new devel oprment activities.

IVS. NI ENHUI S, in response to Representative P. Wl son's
recol l ection that the average nunber of dry wells is 5 out of 6,
agreed the state is sharing a lot of the risk and cost. Tax
credits have increased, she allowed; for exanple, in FY 2010 the
state paid about $250 mllion in tax credits. She said she
thinks the belief at the tinme ACES was passed was that this was
a trade-off the state could bear.

2:03: 15 PM
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M5. NENHUS, in response to Representative Dick, said she
believes other states also provide incentives, although she
could not say whether they are of the same magnitude as those in
Al aska. Also, she added, there are federal tax credits.

M5. NITENHU S, in response to Representative Kawasaki, nodded her
agreenent to provide conmttee nenbers with information on what
the federal tax credits would be for the exanples she provided
earlier (slides 26-28).

2:04: 08 PM

M5. NIENHU S, in response to Representative Foster, said she
believes the Interstate G| and Gas [Conpact] Conm ssion (1 OGCC)
publishes the tax rates and incentives offered by other states.
She agreed to provide nenbers with this information.

ACTI NG COMWM SSI ONER BUTCHER cauti oned that nost other states are
based on gross and Alaska is net, which makes it conplicated to
put together an accurate conparison. He said the departnent is
putting together a slide to provide such a conparison, but was
unable to have it ready for today's presentation. I n response
to Co-Chair Feige, he agreed to put together a conparison of the
top 10 states that Al aska is conpeting agai nst.

2:05:47 PM

ACTI NG COW SSI ONER BUTCHER said the main changes proposed by HB
110 are in the progressivity rates, the tax cap, the tax
calculation, the tax credits, and the base tax rate (slide 31).
He explained that HB 110 would define progressivity as discrete
brackets rather than a continuous function and, |ike the bracket
system used for federal incone tax, the progressivity would be
applied only to the increnmental revenue. Under current |aw, the
progressivity rate is 0.4 percent on each dollar over $30 per
barrel in profit up to $92.50 in profit, and after $92.50 the

progressivity drops to 0.1 percent on each dollar. Thi s
increase in tax percentage is on the entire barrel, not just the
|ast dollar, which at high oil prices can result in 70-80
percent of each increased dollar in profit going to governnent.
He pointed out that the oil industry is very high risk/high
reward; for exanple, "Shell" has put $3 billion into devel opi ng
the outer continental shelf and is at risk of not getting this
nmoney back. The mmjority of exploration is not productive

enough to develop, so when it is productive enough to devel op
t he conpany nust recoup those | osses.
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2:09: 28 PM

ACTI NG COW SSI ONER BUTCHER, regarding the tax cap, noted that
state taxes can currently go up to 75 percent on a barrel.
Under HB 110 the tax cap would be limted at 50 percent of the
profit per barrel for legacy fields and 40 percent for new
fields. The lower tax cap for new fields is to encourage
exploration and devel opnent because the taxes for those fields
woul d be | ess.

ACTI NG COW SSI ONER BUTCHER said HB 110 proposes a yearly tax

cal cul ati on based on average prices and costs. Currently, this
is done on a nonthly basis, which has proven difficult for both
i ndustry and the Departnment of Revenue. A yearly calculation

would be a nore sinplified nethod. Regarding the base tax rate,
HB 110 would keep the current base rate of 25 percent, except
| eases or properties not producing as of 12/31/2010 would pay a
base rate of 15 percent.

ACTI NG COW SSI ONER BUTCHER noted that the proposed changes for
progressivity rates, tax cap, tax calculation, and base tax rate
woul d take effect 1/1/2013. He pointed out that due to the |aws
changing fromthe Economc Limt Factor (ELF) to the PPT in 2006
and then changing again at the end of 2007 under ACES, the
department is only now catching up with its audits. The passage
of HB 110 would be the third law change in five years.
Therefore, this effective date would give the departnent the
opportunity to wite the regulations and work out the Kkinks.

2:12: 03 PM

ACTI NG COWM SSI ONER BUTCHER further explained that HB 110 woul d
allow tax credits to be clainmed in the first year instead of
splitting the credit into two years as required by current |aw
This change would take effect on 1/1/2012 and would have a
negligible effect on the state. Additionally, HB 110 would

extend the 40 percent well |ease expenditure tax credits to the
North Sl ope. G ven the expectation that in 10 years 50 percent
of production will be from currently existing fields, the state

needs to do what it can to help overcone the problem of viscous
oil and other challenges in the existing fields.

ACTI NG COWM SSI ONER BUTCHER, in response to Representative P.

Wl son, said the tax cap is currently at 75 percent. In
response to further questions from Representative P. WIson, he
expl ai ned that under HB 110 conpanies would still make estinmated
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tax paynents to the state on a nonthly basis, but those paynents
woul d be based on the rolling average for the year. Regar di ng
the base tax rate, he said the proposed 15 percent base tax rate
for oil and gas coming from | eases or properties not producing
as of 12/31/10 would be in permanent statute until the governor
or legislature decided to nmake a change at a future date.

2:15: 31 PM

ACTI NG COW SSI ONER BUTCHER, in response to Representative Dick,
explained that a unit is defined in statute as a group of |eases

covering all or part of an accurmulation of oil and gas. The
| essees agree to operate the |leases as a single unit under an
approved plan of exploration or plan of devel opnent. The basis

for being a unit is the approved unit agreement which gets
approved by the appropriate agency, which for state land is the
Departnent of Natural Resources and for federal land is the U S
Bureau of Land Managenent.

ACTING COW SSIONER BUTCHER, in response to Co-Chair Feige,
confirmed that a "unitized" area is an area that a conpany woul d
plan to put into production as opposed to exploration.

2:16: 50 PM

ACTING COWMWM SSIONER BUTCHER, in response to Representative
Munoz, agr eed to provi de menber s W th esti mat es for
infrastructure costs to tie pipelines from new fields into the
Trans- Al aska Pipeline System along with information as to who
woul d pay those costs.

REPRESENTATI VE MUNQZ, in response to Co-Chair Feige, said she
i magi nes "the line would need to be extended into the new areas"
t hat have been tal ked about.

CO- CHAIR FEIGE responded that it would depend upon where the
di scovery was nade.

ACTI NG COW SSI ONER BUTCHER added that he is sure "Shell" has
put a lot of thought into what its costs will be to connect with
the Trans-Al aska Pipeline System from the developnents it is
| ooking at in the Beaufort and Chukchi seas. He reiterated that
he will see what information he can find on this type of cost.

ACTING COW SSIONER BUTCHER, in response to Representative

Herron, said that when devel oping HB 110 the departnent did not
ook into brackets for progressivity as it would relate to
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decl i ni ng producti on. He explained that the departnent kept HB
110 on the sane curve for progressivity as currently exists in
state | aw because the departnent thought brackets had nore val ue
t han tweaki ng the current | aw.

2:19: 57 PM

REPRESENTATI VE P. WLSON asked how much revenue the state would
forego as a result of these changes, although she understood the
reason for making these proposed changes is to get nore flow
t hrough the Trans- Al aska Pi peline System

ACTI NG COW SSI ONER BUTCHER replied that the departnment's fisca
note estimates a revenue reduction of approximately $5 billion
over the next five years, which does not include the revenue
increase that the departnent expects further out the road after
the increased devel opnment has occurred. It is very difficult to
try to figure out, he continued. If the price of oil were to
reach $100 or $110 [per barrel] for two years in a row, that $5
billion would be gone and there would be even nore than
anticipated, and it goes the other way if the price drops |ower.
He added that the Ofice of Mnagenent & Budget (OVB) projects
that at the end of that five-year period, the state would stil

have significant reserves in the Constitutional Budget Reserve

(CBR) even with a sizeable increase in state governnent. He
noted that the departnment will have details at a | ater date.
2:21:59 PM

ACTI NG COW SSI ONER BUTCHER returned to his presentation and
addressed the effective, nomnal, and nmarginal tax rates (slide
32). He said the effective tax rate is the tax rate that a
conpany would pay after taking out tax credits and anything
else. The nomnal tax rate is the rate in statute; for exanple,
the 25 percent base going up, but it is not applied in the rea
world to the pluses and mnuses of tax credits. The nmargi nal
tax rate is a theoretical rate that would be applied to each
additional $1 of profit; for exanple, for higher and higher
potential profit it would be the anmount of governnent take and
the amount left over for the producer. As progressivity is
currently calculated, the higher the profit the higher the
mar gi nal tax, which can reach over 80 percent.

ACTI NG COWM SSI ONER BUTCHER, in response to Representative P.
Wl son, further explained that the nomnal tax rate is the
nunber in the bill. Under current |law, for exanple, the nom na
tax rate is the base rate of 25 percent up to $30 a barrel [in
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profit] after which each additional dollar [in profit] would
increase the tax rate by 0.4 percent, so the tax would be 25.4
percent, 25.8 percent, and so on. It is the tax rate "on paper"”
and does not include subtraction of tax credits. In further
response, he confirmed that the nomnal tax rate is the tax rate
not counting all the pluses and m nuses al ong the way.

2:24: 36 PM

ACTI NG COW SSI ONER BUTCHER conpared the current nom nal tax
rate under ACES with that proposed by HB 110 (slide 33). Under
ACES the nominal tax rate is 25 percent until a production tax
val ue of $30 per barrel is reached, at which point the tax rises
in a continuous 0.4 percent per dollar until leveling out at 0.1
percent [when the production value reaches $92.50]. Under HB
110, the base rate on production from current fields would
remain at 25 percent up to a production tax value of $30 per
barrel, at which point the tax would rise in brackets until it
reached a tax cap of 50 percent. Under HB 110, the base rate on
production from new fields would be 10 percent |ower and would
rise in brackets until reaching a tax cap of 40 percent.

ACTI NG COW SSI ONER BUTCHER conpared the current narginal tax
rate under ACES with that proposed by HB 110 (slide 34).
Starting at $30 per barrel in production tax value, the marginal
tax rate under ACES is very steep, he said. This is because
each 0.4 percentage per dollar applies to the entire barrel, not
just that next dollar. At [$92.50] per barrel in profit, the
ACES tax reaches 87 percent, at which point onward the
progressivity drops from 0.4 percent per dollar to 0.1 percent.
Under the bracketed system proposed by HB 110, the marginal tax
rate would increase in bracketed steps, but it would not rise as
steeply as under ACES because the brackets apply the tax rate
only to the bracketed anobunt instead of to the entire barrel.

2:27: 10 PM

ACTI NG COW SSI ONER BUTCHER, in response to Representative P.
Wl son, agreed to provide one graph depicting both the margina
and the effective tax rates so that comittee nenbers can see
the difference between the two. He explained that the nargina
tax rate is what industry |ooks at when determ ning whether to
develop a field. Each conpany has its own projections on the
price of oil and how it perceives the future, and |ooking at the
marginal tax rate provides an indication of the high end of
potential tax. It is the marginal tax rate that is seen in a
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negati ve sense when the differences between Al aska and other
jurisdictions are discussed.

ACTING COWM SSIONER BUTCHER, in response to Representative
Herron, explained that HB 110 would cap the tax once the profit
per barrel reaches a certain level, rather than provide a stair-
st epped decrease in tax. He clarified that all three tax rates
are based on the production tax value or profit per barrel, not
the price of oil. The [$92.50] cap is the profit per barrel
not the price per barrel. On average, the subtracted costs are
$25-30 per barrel. Thus, the [$92.50] profit represents a price
per barrel of about $120.

2:29:46 PM

ACTI NG COWM SSI ONER BUTCHER, in response to Representative P.
Wl son, elaborated further about the cost per barrel versus the
price per barrel. Because the tax is on the profit, not the
gross, what is |looked at is the dollar anmount per barrel tines
the production mnus the transportation, operating, and capita
costs. The total of these three costs averages about $30.
Therefore, at a price of $90 per barrel of oil, less $30 in
production cost, the profit is $60; therefore, tax on the $60 in
profit is 40 percent.

ACTI NG COW SSI ONER BUTCHER, in response to Co-Chair Feige about
whether there is incentive to control costs under this type of
tax reginme, said the lower the spending that a conpany has, the
hi gher the profit. Even though the state would be taking 40 or

50 percent of the profit, it would still create nore profit for
the conpany by reducing the costs than it would be to increase
t hem He offered to have the departnent's auditors address

menbers about this issue at a | ater date.
2:32: 07 PM

ACTING COW SSIONER BUTCHER, in response to Co-Chair Feige,
confirmed that the Departnment of Revenue sets the costs of
production and transportation.

M5. NIENHU S pointed out that the cost for each barrel on the
North Slope can be different because the crudes cone from
different areas of the state and the properties are devel oped by

di fferent conpani es. So, while the departnent uses an average
cost of $26-3%30 per barrel, each property can have a different
anount than that. Thus, this tax is really a conpany-specific
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tax in that the conpany's tax rate and tax Iliability are
determ ned by the taxes on the conpany and what it spends.

2:33: 03 PM

ACTI NG COWM SSI ONER BUTCHER returned to his presentation and
conpared the current effective tax rates under ACES on the gross
value at the point of production with the effective tax rates
proposed by HB 110 (slide 35). He said the effective tax rate
under HB 110 would not rise nearly as quickly or as steeply as
it currently does under ACES, and [the administration] believes
this reduction would spur devel oprent.

ACTI NG COW SSI ONER BUTCHER concluded by reiterating that the
current well |ease expenditure credit under ACES is 40 percent
outside of the North Slope and 20 percent within the North Sl ope
(slide 36). He said HB 110 proposes to increase the North Sl ope
credit from 20 percent to 40 percent for capital expenditures
directly related to exploration wells, stratigraphic test wells,
producing wells, and injection wells.

2:34: 54 PM

M5. NIENHU' S, in response to Representative Gardner, described
the different kinds of wells, but qualified that her know edge

of the different kinds of wells is linted. She said an
exploration well is presumably pretty far from existing
infrastructure. She understood a stratigraphic test well is
drilled to determine and delineate the various areas of the
reservoir. A producing well is drilled to produce oil and an
injection well injects fluids into a reservoir to enhance the

oi | recovery.

ACTI NG COW SSI ONER BUTCHER added that an injection well is a
service well and this type of well is included under service
well's on slide 8.

M5. NIENHU'S, in further response to Representative Gardner,
expl ained that there are tangible and intangible drilling costs.
An intangible drilling cost is not a physical asset; rather it
is the cost of engineering, |labor, and other things that go into
drilling a well.

2:36: 55 PM
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CO CHAI R SEATON asked whether the 40 percent tax credit for
capital expenditures in Cook Inlet has been effective in
produci ng the expected rapid exploration and devel opnent.

M5. NIENHU' S replied that this tax credit is relatively new,
having been put in place in spring [2010]; therefore, she
believes the departnment's experience with the credit is too
short to be able to fully evaluate any effect.

M5. NIENHU' S, in response to Co-Chair Feige, offered her belief
that wells have been drilled by conpanies that expect to get the
40 percent [qualified capital expenditure] credit.

COCHAIR FEIGE, regarding the Frasier report, asked what other
factors besides Alaska's fiscal structure cause the state to be
ranked in the mddle in terns of conpetitiveness.

ACTI NG COW SSI ONER BUTCHER responded that it generally has to
do with the U S. political system which is stable and seen as a
positive conpared to politically volatile countries. He
suggested this question be asked of industry nenbers when they
testify before the committee at a l|ater date because each
conpany has a different view of the positives and negatives of
i nvesting in Al aska.

2:39:40 PM

CO CHAI R FEI GE asked what the Departnent of Revenue's record has
been on predictions versus what actually happened.

ACTI NG COW SSI ONER BUTCHER replied that in ternms of production
the departnent has tended to be optimstic. He said this has to
do with a nunber of variables, one of which is that the
departnment's forecasts are based on the assunption that TAPS
will be running 365 days a year. In terms of oil price, he
all owed the departnent has been "all over the place,” but that
it is thought the departnent has inproved in these forecasts
over the last few years.

ACTING COW SSIONER BUTCHER, in response to Representative
Kawasaki, nodded his agreenent to provide nenbers with a copy of
the 2010 Frazier report. In further response, he said he would
provide nenbers with what information he can in regard to how
Al aska's position of overall attractiveness would be shifted in
the Frazier report if Alaska were to have the best tax regine.
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ACTING COW SSIONER BUTCHER, in response to Co-Chair Feige,
confirmed that the nore attractive Alaska's tax regine, the |ess
woul d be the state's revenue.

2:42: 13 PM

REPRESENTATI VE = KAWASAKI asked how Alaska's strengths and
position in the Frazier report would be changed if the billions
of dollars in foregone tax revenue were instead used to punch a
road to Umak or provide infrastructure that inproves the
state's econony. He said he does not think the admnistration
has made a case that the tax changes proposed by HB 110 would
actually bring nore jobs to the state.

ACTING COW SSI ONER  BUTCHER responded that for today the
departnment was asked to present a high level explanation of HB
110 as well as to discuss where the departnment thinks the state
is today. He said the departnment wll be providing nore
detailed information at its next presentation before the
commttee and these details my provide answers to the
af orenenti oned questi on.

REPRESENTATI VE GARDNER posited that in addition to the state
doing sonething about its tax reginme, Al aska could also do
sonmet hi ng about many of the other investnent factors |isted on
slide 13. For exanple, Alaska could do a Ilot about the
avai lability of labor and the quality of infrastructure because
those are responsibilities of state governnent.

ACTI NG COW SSI ONER BUTCHER agreed, but said that for today the
departnment was just focusing on what HB 110 had to do with it.

2:44: 30 PM

CO CHAIR SEATON inquired whether the Frasier report has noved
the producers in Alaska to make significant investnents in the
five nost attractive jurisdictions Ilisted on slide 14 -
II'linois, Chile, Uah, Northern Territory, and Uruguay.

ACTI NG COWMM SSI ONER BUTCHER suggested this question be asked of
the producers directly and pointed out that Al aska has no
control over what states or countries are studied by the Frasier
I nstitute. He acknow edged that just because Illinois has the
| onest and nost attractive tax regine does not nean there is a
ot of activity in that state.
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CO CHAI R SEATON noted that the title of slide 14 states "44% of
respondents say Al aska tax regine deters investnent." He asked
whet her this neans that 56 percent of respondents did not say
that Al aska's reginme deters investnent.

ACTING COWMM SSIONER BUTCHER replied that 44  percent of
respondents in the survey specifically pointed out that they
consider the tax regine a deterrent. He said he does not know
whet her 56 percent said "not a deterrent at all.” He offered to
provide nore information in this regard.

CO CHAIR FEI GE suggested that nmybe the other 56 percent were
not considering investing in Al aska because they are invested in
ot her pl aces.

CO CHAIR SEATON added it may be that this 44 percent of
respondents are not considering investing in Al aska either,
given this is a general survey which makes it difficult to
interpret exactly what the response neans.

2:47:27 PM

CO CHAIR SEATON referenced the nominal tax rates depicted on
slide 33 and asked whether it 1is the stepped increase in
marginal tax rate that is being addressed by HB 110. He
surnmsed that the gestalt is about a bracketed tax like the
[federal] income tax where the lower tax rate is paid on the
| oner armount of incone and the higher tax rate is paid only on
the higher amount of incone and asked whether this is
incorporated into the proposal. He noted that slides 33-34
depict the profit, so the [average production] cost of $26 is
bel ow the starting point of $0 [in production tax value] shown
on the graphs. For exanple, he said, no barrels of oil were
produced this year in the $0-$40 range, which would be
equivalent to the [federal] incone tax of where be no tax is
paid on the first $10,000, and the tax rate on the next $10, 000
woul d be at 15 percent, and so on. Under HB 110, the tax would
be whatever it averages for the year rather than the nonth. He
guestioned whether the analogy to an incone tax is appropriate
because it seems to him that there would no base anount of

production that is taxed at 25 percent. For exanple, if the
average [price] this year is $82 [per barrel], the tax would be
48 percent for all of the oil, none would be at 30 percent. He

asked whether he is correct in this cal cul ati on.

2:50:32 PM
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ACTI NG COW SSI ONER BUTCHER responded that the first $30 of
profit per barrel would be taxed at 25 percent. In response to
further questions from Co-Chair Seaton, he said that at $50 of
profit on the barrel, $30 of the profit would be taxed at 25
percent and then the $30-$50 of profit would be taxed at the
bill's proposed bracketed increases. He confirnmed that the
bill's effective tax rate would be nuch lower than it currently
is under ACES (slide 35).

COCHAIR FEIGE offered his appreciation for the Departnent of
Revenue's work on HB 110.

[HB 110 was hel d over.]
2:52:52 PM
ADJ OURNMENT

There being no further business before the conmttee, the House
Resources Standing Commttee neeting was adjourned at 2:53 p.m
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