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SENATE RESOURCES COMMITTEE [ttfIfl-fefltf October 22.2007

1. Gavel In & Call to Order: Note time - members present

| CALL THE SENATE RESOURCES COMMITTEE TO ORDER ON
MONDAY, OCTOBER 22, 2007. LET THE RECORD REFLECT
THAT IT IS A.M..

PRESENT ARE:
Vice-Chairman Senator Bert Stedman
Senator Gary Stevens
Senator Lyda Green
Senator Lesil McGuire
Senator Bill Wielechowski
Senator Tom Wagoner
& myself, Senator Charlie Huggins

2. SB 2001 OIL & GAS TAX AMENDMENTS
Conclusion of Administration’s Modules: “A Topical Analysis of
the ACES Bill”
Robert E. Mintz, K & L Gates
To be followed by Legislative Advisors and Consultants
Dan Dickinson, Legislative Budget & Audit Consultant
Steve Porter, Legislative Budget & Audit Consultant
And
Don Bullock, Legislative Counsel

Welcome:
Ask the speakers to introduce themselves for the record.

3. Announce: We'll be back tomorrow @ 9 AM, scheduled to go the
the day with Industry Independents and Associations.
Returning in the early evening for public testimony @ 6:15 PM

6. Meeting adjourned @
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Don Bullock, Legislative Counsel






A Few Background B asics:

The oiland gas production tax...

IS in AS 43.55

IS In addition to royalties, property tax,
and income tax

has existed since before statehood

generally applies a percentage tax rate
to the value of oil and gas produced

unlike royalties, applies to production
from private and federal leases as well

as state leases



Core Provisions of HB 3001

(enacted In 2006)

* AS 43.55.011(e) - (1): tax levied on
value of oil and gas produced

* AS 43.55.160: calculation of taxable
value of oil and gas

* AS 43.55.165 & .170: determination of
upstream costs that may be deducted
In calculating taxable value of oil and

gas

(cont.)



Core Provisions (continued)

AS 43.55.023 & 43.55.024: new tax
credits +

AS 43.55.020(a): monthly estimated tax
payments and final payment on March
31 of year following production
(because this is now an annual, not a
monthly, tax)

AS 43.55.030(a): jJust one annual return



AS 43.55.011(e) (current)

e There is levied on the producer... a
tax for all oil and gas produced
equal to 22.5 percent ofthe production
tax value of the taxable oil and gas as
calculated under AS 43.55.160 ...

e« Note: “production tax value” is net
value



AS 43.55.011(e) (continued)

Exceptions:
e« Tax does notapply to
- state or federal share

- landowner’s royalty share (which 1is
subject to a different tax provision)

e« Cook Inlet production subject to ceilings
based on pasttaxes (AS 43.55.011()) & (k))

North Slope production subject to a
minimum tax depending on price of ANS

(AS 43.55.011(f))



AS 43.55.011(g) (current)

e Foreach month when the net value of a
producer’s oil and gas exceeds $40 per
barrel, the tax rate under subsec. (e) iIs
In effect increased by % of a
percentage point for each dollar per
barrel over $40

e Informally known as “progressivity tax”

e Gas and oil are added together by
treating 6 million Btu of gas as
equivalent to one barrel of oil (see AS

43.55.011(h), 43.55.900(17), (18) & (24)) 7



AS 43.55.011(e) (new) ft
Bill sec. 15

e There is levied on the producer... a
tax for all oil and gas produced
equal to the production tax value of the
taxable oil and gas as calculated under
AS 43.55.160 multiplied by the tax rate
determined under (g) of this section.



AS 43.55.011(g) and (h) (new)

Bill secs. 17 and 18

e “The tax rate ... i1s 25 percent plus” the
progressivity tax rate

e The progressivity tax rate i1s 1/5 of a

percentage point for each dollar per
barrel over $30 net value

e Progressivity is calculated on an
annual, not monthly, basis



North Slope Tax Floor
Bill sec. 16

e New AS 43.55.011(f): minimum tax Is
10 percent of gross value atthe point of
production of oil and gas from a unit
(or nonunitized reservoir) that

e (1) has produced a cumulative total of
1 billion barrels; and

e (2) I1s producing over 100,000 barrels a
day (average during the mostrecent

calendar year)

10



Cook Inlet Tax Ceilings

Bill secs. 19 and 20

e« Tax ceilings are notchanged

(conforming amendments only)

e Note: sec. 21 ofthe bill adds language
dealing with Cook Inlettax credits to be
consistent with sec. 55, which clarifies
how excess lease expenditures are

treated



AS 43.55.160 (bill secs. 52-55)

e« The basic principle i1s unchanged:
taxable value = gross value atthe point

of production minus lease expenditures

e« Wording has been changed:

e (1) monthly values are no longer

needed (progressivity is now annual)



AS 43.55.160 (cont.)

(2) bill is clearer and more specific on when
a producer may or may not use lease
expenditures for operations at one location
as deductions for oil and gas produced at
another location

These rules are necessary to implement the
different tax treatments of different areas and
fields (Cook Inlet ceilings, North Slope floor,
tax credit under AS 43.55.024(a))



AS 43.55.160 (cont.)

e For instance:

e () To avoid undercutting the tax floor,
deductions may not be “exported” from units
subject to the tax floor (AS 43.55.160(f*2))

e (1) To avoid double-dipping re: Cook Inlef”?
tax ceilings, deductions must first be used
up in Cook Inlet and may not be shielded by
the ceilings (AS 43.55.160(h) and (i))

14



AS 43.55.165 (bill secs. 56-59, 64)

L ease Expenditures

AS 43.55.165(a) and (b) are rewritten
and reorganized:

e (1) for more clarity

e (2) to lIlimit lease expenditures to only
what the Department of Revenue allows
by regulation



L ease Expenditures

(continued)

e AS 43.55.165(c) and (d) are repealed.

e Those provisions allowed the
Department to substitute cost billfngs
under unit operating agreements in
place of the general standards for
determining lease expenditures.

16
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L ease Expenditures

(continued)

AS 43.55.165(e): the listofExcluded
costs is—expanded: -

par. (6) - costs arising from violation
of law or noncompliance with lease or

permit obligation

par. (15) - all dismantlement, removal,l
& restoration costs (costs are prorated
for past production under current law)
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L ease Expenditures
C)BSOeik

Exclusions (cont.)

par. (19) - repair or replacement of
facilities or equipment associated with

an unscheduled drop in production or

an oil spill orunpermitted release ' [

K

Qax ocn to*0)

A

par. (20) - crude oil topping plant (but A
deduction i1s allowed for value added of

product used in lease operations)
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Tax Credits under AS 43.55.023
Bill secs. 26-31, 65

~Changes to .023(a) - qualified capital
Investment expenditure credits:

Only 50% ofa credit may be used the?

first year

e« Forexploration, requirements are
conformed to changes Iin .025 credits

(see below) .
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Tax Credits under AS 43.55.023

(continued)

Changes to .023(a) (continued)

Credits for capital expenditures iIn a
unit subject to the tax floor may be
applied only against tax on oil and gas
production from that or another unit
subject to the tax floor lo Iwfal frich



Uy

Tax Credits under AS 43.55.023

(continued)

Change to .023(b) - carried-forward
annual loss credit:

No carry-forward for unused lease
expenditures for units subject to the
tax floor

(Xliommkthe AxM . A jma. ¢ j<-£ Qu /'~
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Tax Credits under AS 43.55.023
(continued)

Change to .023(d) - transferable tax

credit certificates: "PRu«- - A

.-tvazt I"b< >'1L/ s /111 DA-"{

Two certificates will be issued, each for
half of the credit

One certificate cannot be used until the

nextyear ot
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Tax Credits under AS 43.55.023

(continued)

New subsection .023(7J:

Makes clear that a tax-exempt entity
may not obtain a transferable tax credit
certificate

W tdn *
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Tax Credits under AS 43.55.023

(continued)

AS 43.55.023(1) 1s repealed:

This eliminates the transitional
Investment expenditure credits for
Investments that were made during the
five years before April 1, 2006.
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Tax Credits under AS 43.55.025
Bill secs. 36-44

- Sec. 36 - Existing 2016 sunset is
uniformly applied

e Secs. 37 & 43 - Exploration well credit
expanded to delineation wells within 2
drilling seasons (rather than being
limited to discovery well or dry hole)

e Sec. 37 -Well must be completed or
abandoned, notjust suspended, before
credit may be claimed



Tax Credits under AS 43.55.025

(continued)

Sec. 37 - Costs excluded ifdue to
gross negligence or health/safety/

environmental violation

Sec. 38 - Clearer definition of
requirement for new exploration target;
3-mile requirement deleted for Cook
Inlet; DNR evaluation required In

advance and after drilling

26



Tax Credits under AS 43.55.025

(continued)

e Sec. 39 - Data submission

requirements are more specific

e Sec. 39 - Well data confidentiality
limited to 24 months

e Sec. 39 - Two certificates will be
Issued, each for half of the credit; one
certificate cannot be used until the next

year

27



Tax Credits under AS 43.55.025

(continued)

Sec. 39 - Makes clear that basic

Information about tax credit is public

Sec. 40 - Makes clear that a tax-exempt
entity may not transfer a tax credit

certificate

Sec. 44 - New five percent tax credit
available for old seismic data iIf DNR
determines that acquiring the data for
public distribution is Iin state’s Iinterest



> )

State Purchase of Tax Credits ~

Certificates - Bill secs. 45 & 63

UV
New AS 43.55.028 establishes oil and
gas tax credit fund to purchase credit
certificates from explorers or small

producers that have no tax liability to > ~

apply credits against N

| #

Funded by appropriation of a

. v By
percentage of production tax revenues

Replaces existing cash refund authority
under AS 43.55.023(f) (repealed by bill)

29
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State Purchase of Tax Credits

Certificates (continued)

Retains existing criteria for refunds

excepteliminates $25 million maximum
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Payment of the T ax

Bill secs. 22-25, 51

Current system of monthly installment
payments and final payment on March

31 1S retained

Installment payments now take account
of the tax floor for units subject to the
tax floor and also take account of Cook

Inlet tax ceilings b

Installment payments do not take -

account of progressivity rate

p.\
arce.r-
tu'i my C CKvs anau”C » (¢,j ¢ i - a J h j vy j i x f k 1/



Payment ofthe Tax

(continued)

AS 43.55.110(f), Bill sec. 51 - Gives
express authority to Department to

require tax payments to be made

electronically NN A eQ Jmi* M
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Reporting Requirements

AS 43.55.030, 43.55.040

e Bill sec. 46 - Makes clear that every oil
or gas producer must file an annual

return, whether or nottax i1s due

 Bill sec. 46 - Expands the list of
specific information requirements for
returns (note: Department retains

general authority to require more
Information)



Reporting Requirements

(continued)

e Bill secs. 47 & 49 - Additional penalty
of up to $1,000 per day for late filing or
nonfiling of required returns or reports

e Bill sec. 48 - Requires explorers or
producers to file an annual statement
on expenditures (or adjustments) even

If no oil or gas Is produced during the

N
A\ j

year _ -
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Reporting Requirements

(continued)

e Bill sec. 48 - Makes clear that the
Department may also require monthly
reports from producers, explorers, and

operators

eBill sec. 49 - Adds express authority
for the Departmentto require reporting
of forward-looking information for

revenue forecasting purposes



Repenting Requirements

(continued): Bill sec. 51
AS 43.55.110(e) - Gives express
authority to Department to require

returns ancfreport™to be filed

electronically

-at Gud**>

36



Confidential and Public

Inform ation

AS 38.05.035, Bill sec. 2 - broad
authority for DNR to share oil and gas
lease related information with DOR for

purposes of administering the
production tax

AS 43.05.230, Bill sec. 13 - broad

authority for DOR to share production
tax related information with DNR

37



Confidential and Public

Information (continued)

e Under both provisions, confidential

Information 1s still confidential

e« AS 43.55.890, Bill sec. 61 - Makes clear
that Department of Revenue may
publish extensive production tax
iInformation aggregated among at least
three producers orexplorers

to-w >*, fpUu& JicU uxv 3
IP is ck + W U *



A dditional A dministrative

Im provements

AS 39.25.110, Bill sec. 10 - oil and gas
auditors placed Inexemptservice

Transition provision, Bill sec. 67 -

currentemployees may optto stay iIn
classified service

AS 43.05.260, 43.55.075, Bill secs. 14,
50 - statute of limitations for
production tax IS six years, notthree

years AN Aus-



Additional Administrative

Im provements (continued)

« AS 43.55.075(b), Bill secs. 1, 50 -
Legislative confirmation of Department
of Revenue’s interpretation of statute of
limitations as applied to events that
retroactively change amount of
production tax or credit: period of
limitations begins to run when a return

Is filed reflecting the change



Additional A dministrative

Im provements (continued)

AS 43.55.110(g), Bill sec. 51 - Gives
express authority to the Department of
Revenue to issue advisory bulletins
Interpreting production tax statute and
regulations for guidance oftaxpayers
and others; non-binding unless

Department provides otherwise

ft* Utu”te tS (VA



Transition, Applicability, and

Effective D ates

Bill secs. 66, 72 - Most substantive
changes in the production tax are

prospective beginning Jan. 1, 2008

Bill secs. 66, 71 - Changes to lease
expenditure exclusions and use of unit
operating agreements for lease
expenditures are retroactive to April 1,

uu(  TzxHo
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Transition, Applicability, and

Effective D ates (continued)

e Bill secs. 66, 71 - Statute of limitations
extension applies to still-open periods
Njjland retroactive to April 1, 2006

Bill sec. 71 - Clarification that tax-
exemptentities may nottransfer tax
credits applies back to beginning of the

respective tax credit provisions

103
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Transition, Applicability, and

Effective D ates (continued)

e Bill sec. 73 - Mostother provisions of
the bill take effect immediately

e Bill secs. 68, 70 - DOR and DNR may
start developing regulations
Immediately, and regulations may be
retroactive to applicability date of the

statutory provisions they implement

44
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-Stability

-Alaska's Prospectivity

- ACES Incentives

-Summary



Senate Resources

Comments on Governor's ACES Proposal

Steven B Porter
10/22/2007

[Type the abstract of the document here. The abstract is typically a short summary of
the contents of the document. Type the abstract of the document here. The abstract is
typically a short summary of the contents of the document.)



Stability

1) Decision on Prudhoe Bay Satellites - Borealis, Midnight Sun, Orion, Polaris, Point
Mcintyre, and Aurora are integrated and collectively managed. Merely implemented the
intent of the statute. When you consolidate wells with PBU facilities the regulations

I( K " contemplate consolidation for tax purposes.
2) PPT tax. The producers have generally opposed any changes to the ELF prior to the
\ SGDA negotiations. They liked the economics of ELF but knew they were going to have
\jluC to a9ree 10 some change in order to get

a. Fiscal certainty under their contract
b. They were also hoping for contract approval if they agreed to the change
c. They lost on all counts.
I.  They did not get the tax they‘agreed to"
ii. They did not get any type of certainty on the tax
iii.  They did not get the contract
3) The governor has called you back to review the tax because of the “cloud" on the tax. |
don't think this review will cause the world to see you as unstable. The industry will
certainly say it is true, but anyone who really looks undemeath their rhetoric will know
the truth. They also know the truth. This is merely an evaluation of what was done - with
a possible early mid-course correction.

4) Ifyou change the tax now and change it again during the regular session, there may be

a problem



Alaska’s Prospectivity

1 Qi
a. State lands- less than 20% of the future potential are on state lands where we
receive both royalty and tax.
I. Puddles
ii. Heavy Oil - will come back to this
b. NPRA - around 30% of future potential is in NPRA
I. No royalty but 4 the royalty comes back to the state first as impact aid,
then to fund PCE then another fund before it has a possibility to get to the
general fund. Of the millions of dollars that the state has received from
NPRA | don't think any of it has reached the general fund.
ii. Taxes - you still get taxes. But high costs will result in high opex and
capex.
c. Offshore OCS - over 50% of future potential is in the OCS
i. No royalty
ii. No taxes

d. What is the future vision for oll
I.  Gov shouldgo to congress and get us the sameas theGulf States have.

They get a share of theOCS revenues because the feds recognize that
the local state jurisdictions are impacted by OCS development - and they
can oppose it and prevent it from proceeding forward

1 This should be before shell drills any exploration wells

Page 3
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2. Should work with the NSB to make sure that the operations in the
OCS minimize the impact to the environment and local
communities and subsistence culture
ii. Heavy ail should be encouraged because it has the greatest chance on
state lands of contributing to the future revenue stream of the state
1 One of the slides yesterday showed the industry doing stress case
economics at $40. Commissioner Galvin stated that heavy oil will
be impacted around $41 dollars from the implementation of the
10% gross tax which means that we may actually create a
situation where we have prevented or slowed one of the most
prospective ail reservoirs on state lands by passing the gross
minimum tax. The minimum tax looks like it was designed to
penalize heavy ol not help it
e. Alaska competitiveness -
I. We are a mature (between Colville and canning) province as far as oll is
concerned. Geology is king. Heavy oil and puddles
ii. NPRA has larger potential in the Alpine type range
iii. OCS still has the elephants but at great cost and high environmental/legal
risk.
2) Gas
a. Pedro said the gas pipeline was uneconomic
b. 1would call it indeterminate
I. Four things needed to say economic or uneconomic
1 Costs of the pipeline
2. Future price of gas
3. Stability of the taxes and what they are
4

Internal Rate of Return/Project evaluation criteria

Page 4



c. The submittal of the proposals will not change the above substantially unless the
applicants accepts, transfers, or provides a way to handle some of the above
risks to the state's ?nd the shipper’s satisfaction.

d. When the proposals come out at the end of November the state should review
the proposals then evaluate how they can help the state move the project
forward. The project is not a gasline through Canada or an LNG line to Valdez. It
is monetizing the North Slope gas resource to the greatest benefit of the people
of the State of Alaska. It may mean making adjustments to the law in January. It
may mean taking a new course, it also may mean AGIA is working and all that
needs to be done is to implement it

3) Timing of development in general and gas pipeline development specifically.

a. A reasonable timeline for gas pipeline development is at least 10 years. Anything
less than that you need to examine the proposal closely to make sure they are
not shortcutting process that may impact them and the state in the future.

b. A reasonable timeline for oil development depends on proximity to existing
facilities. E.g.,

I. Tarn took around 2 years and was probably one of the fastest because it
was near Kuparuk.
i 6to8years is a better estimate for prospects that are within 25 miles of
existing facilities.
iii. Around 10 years for projects that is more remote.
iv. These are rough rules of thumb that don't take in to consideration specific
environmental, logistics, cultural and subsistence issues of a particular

project - each of which could delay development for several years.



ACES Incentives

1) Legacy fields and all other existing fields.
a. Places a higher tax burden on them
b. Takes away the TIE credits
c. Ring fences certain credits.
2) Explorers
a. Places a higher tax burden on them
b. Gives them a guarantee of getting their tax credit giving them 2% to 3% extra
on their transferable credits
c. Moves net operating losses to 25% carryover.
d. The costs of the higher tax exceed the credit benefit



. A eTeE P ,

Summary

Someone asked yesterday what the governor's economic policy should be regarding

ol and gas.

| recommend a few things

1) Encourage heavy oil development; don't place penalties in front of it

2) Work with Congress to get our fair share of OCS revenue before shell or any
other ail company drills in the OCS.

3) Works with local communities to make sure their concerns are addressed before

development proceeds and so that responsible development can proceed.

Page 7



Senate Resources Committee

SB 2001 D etails

Presentation by Dan E. Dickinson, CPA
For Legislative Budget & Audit Committee
October 22, 2007



1. R ate etc

e« Caveats on government take statistics

- Apples to apples comparisons very useful -
but be very wary about plucking numbers
from different studies

- Need to look at rest of the fiscal system. For
example, some governments encourage
developing high paying jobs (low Industry
taxes), and pick it up in personal income and
consumption taxes.




2. Progressivity

e Switch In factors

e« Switch from monthly to annual typically

means lower dollars
Spikes don’t average out

Higher base - butwon’'tcapture as much
upside

Less progressive

* Modeling Issue - requirements
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f
A

Mon thly Analysis, $40 Adjustment and .0025% Parameter under Current Law

Jul
Aug
Sep
Oct
Nov
Dec
Jan
Feb
Mar
Apr
May
Jun

Progressivity
Comparing Annual and Monthly analysis of FY 2008 with hypothetical spike

us
W est
Coast
Price/
bbl
$/bbl
B

51.43
51.43
51.43
51.43
51.%3
51.43
77.15
102.86
77.15
51.43
51.43
51.43

j

Per
Barrel
T otal
Costs
$/bbl
C

(23.85)
(23.85)
(23.85)
(23.85)
(23.85)
(23.85)
(23.85)
(23.85)
(23.85)
(23.85)
(23.85)
(23.85)

Per Barrel

Adjustm ent
Converting
Production

Production Tax Value to

Tax Value

$/bbl
D=
(B+C)

27.58
27.58
27.58
27.58
27.58
27.58
53.29
79.01
53.29
27.58
27.58
27.58

Yearly Analysis, $30 Adjustment

Yr

60.00

Source:

(23.85]_

Dickinson

36.15

October 3 2007

Price Index
2 $/bbl
E

(40.00)
(40.00)
(40.00)
(40.00)
(40.00)
(40.00)
(40.00)
(40.00)
(40.00)
(40.00)
(40.00)
(40.00)

Price
Index
$/bbl

F=

/D +E)

13.29
39.01
13.29

Rate
per
Dollar of
Price
Factor
%

G

Incre-
mental
Progres-
sivity %
%

H=
(F*G)

and .002% Parameter, as Proposed

(30.00)

6.15

report:

Volum es
(millions of
bbls)
MM bbls |
1

0.25% 0.00% 20.7
0.25% 0.00% 20.7
0.25% 0.00% 20.1
0 25% 0.00% 20.7
0.25% 0.00% 20.1
0.25% 0.00% 20.7
0.25% 3.32% 20.7
0.25% 9.75% 18.7
0.25% 3.32% 20.7
0.25% 0.00% 20.1
0.25% 0.00% 20.7
0.25% 0.00% 20.1

244.0
0.20% 1.23% 244.0

NOT A PREDICTTION

Progres-
sivity Tax
(millions
of dollars)
MM $
J=
(D*H *I)

36.7
144.2
36.7

217.6

108.5



ANS West Coast Price, July 1977 - Sept 2007
7>

$ per barrel
GG

&
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Source: Alaska Department of Revenue, Tax Division
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Effect of G ross Floors - L ow E n

tS* 9? ,0?% kfi?

Proposed floor

Cost assumption = $7.22 downstream cost, 16.63 upstream cost,

barrels assumed to be

legacy production

d



3. Effect of Gross Floors - Low End

P
©

.

c

o

e

(&)

-]

©

o

LS

o

k]

&

ANS West Coast Price
B ase Base + Prog -"Current Floor Proposed floor

Cost assumption = $7.22 downstream cost, 16.63 upstream cost,

barrels assumed to be legacy production



3. Effect of Gross Floor- Windfall

Cost assumption = $7.22 downstream cost, 16.63 upstream cost,

barrels assumed to be legacy production



3.

Legacy Ring Fencing - O ne W ay

Proposal is to ring fence Prudhoe Bay and
Kuparuk into a “legacy field”
Profits generated :n Legacy Fields could

be offset by investment credits and losses

elsewhere (except when floor in place)

Investment credits and losses generated

iIn Legacy Fields could be offset by profits

generated elsewhere



023 Investment Credits

.023 (b) Proposes to have loss carry forward
credits calculated at the tax rate instead of 20%

m akes sense to treat explorers and producers sam e

.023 (d) proposal spreads credits out over two
years-

because of difference between fiscal year and
calendar year m ay not im prove predictability that

m uch

little actual fiscal effect after first year

023 (1) Proposed elimination of TIE credits

Compare rules to DNR Com missioner’s proposed

ability to grant credits for pre 2003 work in .025 (i)



024 Non Transferable Credits

« Only proposed change would not allow

these to be applied against the floor.



025 Exploration Credits

Proposal adds specific disallowances in .025(b)
(3) for “costs arising from gross negligence or

violations of health safety, or environmental

statutes or regulations”

Compare to lease expenditure disallowance iIn
.165 (e) (6) for “costs arising from fraud, willful
misconduct, gross negligence, violation of law,
or failure to comply with an obligation under a

lease, permit of license issued by the state or

federal government”



025 Exploration Credits

Current AS 43.55.025 (c) says bottom whole
must be three mile from previously drilled bottom
hole, except in Cl, ifDNR determines “distinct

exploration target”

Proposal has three requirements - DNR
approval before hand, must meet 3 mile
requirement ifnot in CI, DNR approval

afterwards.

Change from rules to seeking agency approval.



025 Exploration Credits

« Proposal would make data on non state
lands more available to DNR and public as

condition of credit.

« Using tax code for other (worthwhile) goals



.025 Exploration Credits

e Under current law, only additional wells
spudded in a drilling season (150 days)

can qualify for exploration credits

« Under proposal that figure is expanded to

two drilling seasons (540 days)

« Shifting credits to explorers



.025 Exploration Credits

« Proposal will create mini-TIE allowing
D NR to authorize tax credits for pre 2003

seismic work.

e« Shift from rules to agency approval



/. Allowable Lease Expenditures
AS 43.55.160

Proposal greatly simplified section
because monthly calculations no longer
needed for progressivity.

However, a monthly gross (destination value)
based windfall profits tax would not require

division of costs between months.



/. Allowable Lease Expenditures

AAS 43 .55.1625

Under proposal allowable lease
expenditures must be a defined iIn
regulation
Switch from what is not forbidden is permitted
to what is not permitted is forbidden.
Can Joint interest billings be used?
although specific language iS gone,
appears DOR may still go down this road

under its regulations



/. Allowable Lease Expenditures

A'S 43.55.165 (e) (6)

Current prohibition - “costs arising from

« fraud,

« willful misconduct or
 gross negligence”
Proposal adds

« violation of law; or

« failure to comply with an obligation under a
lease, permit, or license issued by the state of
federal government.

« Compare to proposed AS 43.55.025(b) (3)



/.Allowable Lease Expenditures
AS 43.55.165 (e)(15)

Dismantling, Removal and Restoration cash

payments (DR&R) upstream

» does not Include common carrier pipelines
» ‘matching’ accruals during operations not allowed

Current law - allowed multiplied by a fraction of

production before 2006 over total production

Proposal totally disallows DR &R

Even under current law much DR &R Ilikely to

never be deducted as no offsetting revenues.



/. Allowable Lease Expenditures

AS 43.55.165 (e)(19)

Proposal disallows costs arising in response to a
problem which required an unscheduled
reduction in production or resulted in an release
of gas.

Regulations will probably define “unscheduled?” -2 4
hour notice? W eekly? Annual? What ifreduction
amount is different from “scheduled”amount. W hatif
one week of scheduled maintenance takes two

weeks?

Encouraging capital investm ents to create

Redundancy?

Still allowed if “acts of God?”



7. Allow able Lease Expenditures
AS 43 .55.165 (e) (18)

e Current law disallows 30 cents a barrel

from what would otherwise be allowable

capital costs

« This was described as dealing with the

Kknown corrosion issue.



/. Allowable Lease Expenditures
AS 43.55.165 (e)(19)

Compared with SB 80 approach which was built

around the concept of “Improper maintenance?”

Under current property tax law (AS 43.56), state
actually taxes “replacement cost new less
depreciation” or “as-if North Slope facilities
generated by cost studies. Millions of state and

company dollars and spent on these models.

Would probably build AS 43.55 "“as-if “well

maintained?” facilities



/. Allowable Lease Expenditures
AS 43.55.165 (e)(19)

Currently topping plants generate diesel

on North slope that is used iIn production,

and costs of plant are allowed.

Under proposal cost of plant not allowed,;
iInstead “fair market value” of diesel less
prevailing value of crude.

Market may not be broad

Specific plant under consideration



8. State Purchase of Credits (AS

43.55.028)

Currently allowed if
Less than 50,000 bbls a day - i1.e. not one ofthe big 3
Reinvest in state (including lease bids)
Taxpayer has no other delinquent taxes

Limited to $25 million a year
Proposal eliminates $25 million limit
Proposal establishes fund with percentage of tax
revenues
Removing cap not necessarily tied to separate

fund.



9. Information A S 43.55.040 (5) &

(6)

Requires taxpayer “to file reports and copies of records
that are considered by the department as necessary to

forecast state revenues under AS 43.55”7;%$1,000 a day

penalty

Regulations will be needed to define

- "necessary” (as opposed to say useful),
- how far inadvance (one, two, many years?)

- how often thﬁ reports neng to be updated (monthly, 1% change,
man?e out three years...:

ow Tar dogs due qiligence have to go? Board of directors
scussed b year plan:

0
UG e b
S 1 e i




9. Inform ation (general rule AS

43.05.230 - proposed rule AS 43.55.890)

« Currently under AS 43.05.230 (e) DOR
can publish statistics with individual data
combined so as to “prevent the
identification of particular returns or

reports”

¢« Proposal only requires combination of
three taxpayers “regardless ofwhether the
iInformation ...prevents] the identification

of particular returns or reports”



9. Inform ation (general rule AS

43.05.230 - proposed rule AS 43.55.890)

W as described as “same as DOR does for

Salmon Pricing Report”

Alaska Salmon Price Report reporting
rules are NoOotremoved from general AS
43.05.230 (g) - the general reporting tax

confidentiality rules.



O. Inform ation

Alaska Salmon Price Report

¢« Sec. 43.80.065. Confidentiality of reports.

Information in reports submitted under AS
43.80.050 ,and price averages calculated
by the department from the information in
the reports, are public information, except
that information that identifies or could be
used to 1dentify a particular fish processor

Is confidential.



O. Information

Alaska Salm on Price Report

“W e use the following guidelines when

evaluating confidentiality

Ifthere are three or more processors for a given are,

the information is reported unless one processor

accounts for over 80 % of total value, or tw o

processors accountfor over 95% of total value.

Ifthere are only one or two processors for a given

are, the information is not reported?”

« From Cover letter - October 15, 2007 Alaska

Salm on Price Report



9. Information - (AS 43.05.230(h))

Proposal will require D OR to share
Information with D NR obtained under AS
43.55 - including forward looking

information required by AS 43.55.040 (5).

This may have competitive implications if
DNR returns to markets as seller of royalty

in kind (RIK) oil or gas.



9. Information - A S 43.55.030 (e)

and (f)

* Proposes to set forth in statute the actual
data required to be filed by taxpayers.
Thorough summary of costs, volumes,

sales, monthly estimates etc.



10. Statute of Limitations (Old general

AS 43.05.260, new AS 43.55.075)

Proposed extension from 3 years to 6

years

Currently frequently extended by mutual

agreement of parties

-Ability to assess$1,000 a day reporting

penalties also extended



11. Auditors as Exem pt Em ployees

« Good step to enter a competitive market.

« DOR Income auditors also face national
corporate income tax staffs. Income tax
(both special oil and gas and general)

generate over 14 billion dollars a year in

tax revenues.



12. Other Admin - Information
Management System

Electronic Information - including information
beyond that required for the payment of the tax
such as returns, statements, reports,
notifications and applications- “in a form or

manner approved or prescribed by the
department.”
May be great - and the kind of thing you would

have seen me pushing for when Iwas Director

of Tax, bringing the Division into the 21stcentury



12. Other Admin - Information
Management System

It may be information the taxpayer have
already - but itmay not be in our format.
Especially for forward looking information,

there may be burden on the taxpayer to

restate material

Do we miss underlying changes because

we force financial data into our world view

as defined by our forms?



12. Other Adm in,; Interest (A S

43.55.020 (g))

e Note: Concerns about interest in Dr. van

Meurs’ 10/18/07 presentation unfounded.

¢« IRS interest rules only apply to estimated
payments through march 31 - then switch

to higher state rate found in as 43.05.225

(11%)



13. Cook Inlet Simplicity

Suggest Cook Inlet Ceilings could be
Im plemented more simply.
Current statutory language historical

product

Currently calculations have to be done
individually for each lease or property, (twice

If produces gas and oil)
Could be done Once for Cook Inlet

Regulations imported into Statute



13. Cook Inlet Simplicity

Two rules -

(1) Ceilings - Cook Inlet oil remain zero and gas
taxes preserve 2005-2006 gas prices, tax rates

and ELF (volumes are actual) until 2022

(2) Because Ceilings were meant to benefit
consumers, not producers, any pertinent credits
and losses that would have been needed to
reduce CI| taxes to ceilings cannot be applied

elsewhere - Taxpayer doesn’tget benefits of

credits and ceilings.



13. Cook Inlet Simplicity

Cl Tax without ceilings or credits: $10

Apply “Cl Credits?”

Tax after Credits

Ceiling

Taxpayer cannot pay $3

try to sell $5 credit

In tax,

(5)

)

$3

and then



14 . E ffective D a te

« Generally Effective January 1, 2008
Two good tax policies
change corresponded to tax year

Limited retroactivity

Corrosion provisions retroactive.
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O utlin e

Part I: Context - Observations from 30,000 feet

« Clear tax rules are better than an approval process

in front of a government agency

« Broad and Robust rules applied to everyone better
than a narrow rule applied to a single or few

(known) taxpayers
« Windfall Profits can be an effective taxing tool

e Inform ation informs judgm ents

Part Il: Detail - applies these conclusions to SB

2001, section by section.



W h at’s going on?

« Is this a discussion oftax - or is trying to

“Initiate a bidding round.”

e Is this a commercial discussion with

partners or is ita debate on fiscal policy?



Milion Barrels/ Day

Il a s k a Or I Prodwuction, 1965 - 2020

Actual Projected
— — w 19W tuuu 2010 2015
Fiscal Year

Source: Alaska Department of Revenue, Fall 2006 Revenue Sources Book, extrapolated
(1) Cook Inlet, Duck Island, Milne Point, Greater Point Mcintyre, Liberty, Known On & Offshore, Fiord and NPRA.

2020

Other (1)
Northstar
Alpine
Kup-Sat
Kuparuk
PBU-Sat

FVudhoe Bay



$ per bPTel

&

ANS West Coast Price, July 1977 - Sept 2007
IS

65

15
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Source: Alaska Department of Revenue, Tax Division



ANS West Coast Price and Oil Production

*\West Coast ANS Price —  ANS Production

Linear (\West Coast ANS Price) sLinear (ANS Production)

2.0

$ nar harra

0.0

Jun8 Jun9l Jun93 Jun9s Jun97 Jun99 Jun0l Jun(03 Jun05

Source: Alaska Department of Revenue, Tax Division



P roduction vs. Price

2 million barrels a day at $15 = $30 million

.7 million barrels a day at $80= $56 million

7 million barrels a day at $15 = $10 million



A la s k a Constitution

Article 1 - Declaration of Rights

8§ 1. Inherent Rights

This constitution is dedicated to the principles
that all persons have a natural right to life,
liberty, the pursuit of happiness, and the
enjoyment of the rewards of their own industry;
that all persons are equal and entitled to equal
rights, opportunities, and protection under the
law; and that all persons have corresponding

obligations to the people and to the State.



Moving beyond the idea of taxes as a set
of mutual obligations within a society
and focusing on f‘leaving money on the

table.’

For a tax - rules are better than seeking

approvals from regulatory agencies.

For a tax - broad and robust rules are better
than narrow rules that affect one or a few

(known) taxpayers.



W hat is the right level of tax?

If you believe that there are windfall profits
that should be accruing to the government
(the people) and not oil companies - then

there should be a windfall profits tax.

If you believe this is just another commercial
arrangement and only chumps take a net,

then our piece should be a piece ofthe gross.



Taxation iIs said to be an absolute power...
and like sovereign power of every other
description, is trusted to the discretion of

those who use |it.

Chief Justice Marshal in McCulloch v

Maryland (1819)



Increasing Costs



FY 2007 Operating Cost

Assumption (Smillions)

3
N~ fxf,

2000

1000

HB 3001 Fiscal Note Spring 2007 Forecast

Source: DOR August 3, 2007 report



General Fund Revenue including Public
Education Fund versus Appropriations*

FY?nnn - FY9HnNftrnnforgnpg Pnmmittep lpgqg x/ptnpc

$6,000

$5,500

$5,000

$4,500

$4,000

$3,500

AMillion*

$3,000

$2,500

$2,000

$1,500

$1,000

FYOO

Historic GF Revenue
plus available GF
from the Public
Education Fund

Historical GF
Appropriations4

FY0O1l FY02 FYO3

FYO4 FYO5 FYO6 FYO7 FYO8 FY0O9 FY10 FY11 FY12 FY13

*Excludes appropriations to Public education Fund and some other savings accounts. For example, FY07 excludes SI.(XX) appropriation to Public Education Fund, $182.7 million
appreoriation to Power Cost Equalization Endowment, $50.0 million to CBR and estimated S104.7 appropriation to the Alaska Capital Income Fund.

Source: Office of Management and Budget and Alaska Department of Revenue Spring 2007 Revenue Sources Book.



Historical and Forecasted Budget Surpluses and Deficits
FY 2000 to FY 2020

assumes officialrevenue forecast (officialprices, officialproduction)
and budgetappropriations growth of2.5%

$2
History Forecast

$1

$0 T T
m 2000 2005
k= 1 1
° %1
()
©
=
e OFFICIAL FORECAST:
o %2 .
= ori official dd] CBRF Likely
‘5 rices: Official (mi e) Depleted in 2013
@ Production: Official (high)
S -S3
el Appropriations: Official (middle)

-$4

-$5

Note: Surpluses are deposited in the Education Fund, shortfalls are withdrawn from the CBRF

-$6



In form ation

« Information informs and helps with
judgments - Butitdoesn’'tusually “speak

for itself;

« What would have happened differently in

FY 2007 with better information?



FY 2007 first snapshot

Regular
Session -

FY 2007 - All figures in millions of dollars May 2006

TOTAL GF REVENUE:

Oil and Gas Property Tax 36.7
Oil and Gas Income Tax 479.2
Oil and Gas Production Tax 959.8
Oil and Gas Hazadous Release 7.8
Oil and Gas Royalties 1,524.9
Total Oil & Gas 3,008.4
Non oil and gas: All other Taxes, Charges, fines & Forfeitures,

Rents, non oil and gas Royalties, Investment Revenues 428.3
Total GF Revenue 3,436.7

Forward funding of Education used in current year:
TOTAL GF Appropriations/Authorizations: 3,209.1

SURPLUS $(1227.ed

Source: Leg Finance and DOR Spring 2006 RSB; average forecast price$53.60



FY 2007 second snapshot

FY 2007 - All figures in millions of dollars

TOTAL GF REVENUE:
Oil and Gas Property Tax
Oil and Gas Income Tax
Oil and Gas Production Tax
Oil and Gas Hazadous Release
Oil and Gas Royalties

Total Oil & Gas
Non oil and gas: All other Taxes, Charges, fines & Forfeitures,

Rents, non oil and gas Royalties, Investment Revenues
Total GF Revenue

Forward funding of Education used in current year:
TOTAL GF Appropriations/Authorizations:

SURPLUS

Note: FY 2006 PPT payment in 2007
FY 2007 payments in 2006:

Regular
Session -
May 2006

36.7
479.2
959.8

7.8
1,524.9
3,008.4

428.3
3,436.7
3,209.1

2217.6

PPT

1,343.0

1,343.0

420.0
923.0
1,343.0

Special
Session
Aug 2006

36.7
479.2
2,302.8
7.8
1,524.9
4,351.4

428.3
4,779.7
3,493.6

1,286.1



FY 2007 third snapshot

Regular  Special Spring
Session - Session  Forecast Rec to Leg

FY 2007 - All figures in millions of dollars May 2006 Aug 2006 2007 Fin 2007

TOTAL GF REVENUE:
Oil and Gas Property Tax
Oil and Gas Income Tax

36.7 36.7 52.0
479.2 479.2 565.1

Oil and Gas Production Tax 959.8 2,302.8 2,114.2
Oil and Gas Hazadous Release 7.8 7.8 104
Oil and Gas Royalties 1,524.9 1,524.9 1,583.0
Total Oil & Gas 3,0084 43514 4,324.7
Non oil and gas: All other Taxes, Charges, fines & Forfeitures,

Rents, non oil and gas Royalties, Investment Revenues 428.3 428.3 655.5

Total GF Revenue 3,436.7 4779.7 4,980.2

Forward funding to Public Education Fund used in current year: 572.9
Total: 5553.1
TOTAL GF Appropriations/Authorizations: 3,209.1 3,493.6 4,980.2
Forward funding to Public Education Fund used in current year: 572.9
Total: 5,553.10

SURPLUS 2217.6 1,286.1

NB: CBRF: 20.0 70.0



FY 2007

FY 2007-Alfiguresinmiliasof ddiars

TOTALGFREVENUE

Ql adGas gty Tax

Al adGss InareTax

Al adGas RodLdion Tax

Gl adGas Hezadous Rdlease

Ql adGasRoydlties

Tad Ql&Gas

Nonal adges All anarTaxes, Grargss, fires&
Fafaitures, Rais, inal adges Roydlties,
Inesnet RRELes

Tod GFReeLe

482

com parisons

&D
(1856)

810
(@0

2
209

42
18%
3%
33

%
-1%

3
X%



Iln form ation

W hen and how would a ‘better’ forecast

have made a difference?

W hen and how would closer monitoring

have made a difference?

Separate debate about regulatory control

iIssues - but that is different from the fiscal

debate.

Separate issue about long term policy



O ne w ay to use the
Simple Model of FY 2008 Prodfiction Tax Revenue to matcn Administrations Sept 4th Handouts:

1 base Tax [ ProfifesstvHy ] | Credits
£ 8 0 £
f $ 8
/ ¢ / 8 /
g 3 8 U 1
f f1 / s
*’y /J I // /
A * L | / «r
IPI #A 4 /
. St
I MM$ | MMS$ | % |
A B c= D E F= G H= 1 J K= L M= N= 0- p= Q=
(A *B) (C+D+E) (F*G) (F/B) (1-3) (K1) (M-F) (H+N)  (Q12)
Under Current Law Total Cost:
Perbbl:  (7.22) 1,900.0
30 244 7.320 (1,762) (4,058) 1,500 22.5% 337.6  6.15  40.00 3376 (190.0) (380.0)
40 244 9760 (1,762) (4,058) 3,940 22.5% 8086 1615 40.00 806 (1900) (380.0)
50 244 12,200 (1,762) (4,058) 6,380 22.5%  1,435.6  28.15  40.00 1,435.6  (190.0) (380.0)
60 244 14,640 (1.762) (4,058) 8,820 22.5%  1,984.6 36.15  40.00 1,984.6  (190.0) (380.0)
70 244 17,080 (1,762) (4,058) 11,260 22.5%  2,533.6  46.15  40.00  6.15 0.25% 1.54% 173.1 2,706.7  (190.0) (380.0)
80 244 195520 (1,762) (4,058) 13,701 225%  3.082.6  56.15 40.00  16.15 0.25% 4.04% 553.1 3,635.7  (190.0) (380.0)
Under Changes indicated in Sept 4th Handouts
30 25.0% 375.1 6.15  30.00 375.1 (190.0)
40 25.0% 985.1  16.15  30.00 985.1 (190.0)
50 25.0%  1,595.1  26.15  30.00 1,595.1 (190.0)
60 250% 22051  36.15 30.00  6.15 Q20% 1.23% 1085 2,313.6 (190.0)
70 250% 28151  46.15 30.00 16.15 Q20% 3.23% 363.7 3,178.8 (190.0)
80 250% 34251  56.15 30.00 26 15 (20% 523% 7165 4,141.6 (190.0)
Incremental Change- Droposal less Current Law
30 37.5 375 1900  190.0
40 98.5 985 1900  190.0
50 159.5 159.5  190.0  190.0
60 2205 (10.00)  6.15 123% 1085  329.0  190.0  190.J
70 281.5 (10.00) 100D 169% 190.6  472.1  190.0  190.0
3425 (10.00) 100D 1.19% 163.4  505.9  190.0  190.0

80

R=
(O+P+Q)

316.6
065.6
1,414.6
2,136.7
3,065.7

185.1
795.1
1.405.1
2,123.6
2,988.8
3,951.6

185.1
478.5
539.5
709.0
852.1
885.9

600
1,300
2000

2,900

A0
600
600
700
900

in form ation

T
(S-R)

(116.6)
(165.6)
(114.6)
(136.7)

14.9
4.9
(105.1)
(123.6)
(88.8)

14.9
121.5
60.5
(90)
47.9

U=
(T/S)

-58%
-24%
-9%
-T1%

7%
1%
-8%
-6%
-3%

7%
20%
10%
-1%
5%



W ork T o D ate

Summary Comparison between Governor’s October 1,
2007 Production Tax Proposal and Current Law (2
pages dated 10/8/07)

Detail Comparison between Governor’s October 1, 2007
Production Tax Proposal and Current Law (6 pages
dated 10/8/07)

Preliminary estimate of the FY 2008 revenue effects of
four changes proposed bv Governor Sarah Palin to the
oil and gas production tax as 43.55 ON Sept 4. 2007 and
October 1. 2007 (October 3, 2007)

Sectional Analysis (with Steve Porter) On October 1
work draft, and supplemental analysis on SB/HB 2001



Part Il -detail

Looking for places where

e tax rules are replaced by the discretion of

an agency (or vice versa)

 Broad and robust rules are replaced with

narrow specific approaches.

e might make production tax, or features of it

look more or less like a windfall profits tax

e« Data might not yield hoped for information



REPORTTO THE ALASKA STATE LEGISLATURE
on the

PRELIMINARY ESTIMATE OF THE FY 2008 REVENUE EFFECTS OF FOUR
CHANGES PROPOSED BY GOVERNOR SARAH PALIN TO THE OIL AND GAS
PRODUCTION TAX. AS 43.55.

ON SEPTEMBER 4. 2007 AND OCTOBER 1 2007

Dan E. Dickinson, CPA, CMA
October 3,2007

Executive Summary

On September 4, 2007, the Palin Administration proposed changes to Alaska’s oil and
gas production tax (AS 43.55). Also handed out at that time was a chart demonstrating
estimated FY 2008 production tax revenues under different scenarios. That chart showed
that at a price level of $70 dollars a barrel, a revenue estimate under current law and cost
and volume assumptions to be roughly:

» abillion dollars higher than revenues had the ELF-based tax still been in place;
however,

» abillion dollars lower than under current law and summer of 2006 cost and
volume assumptions; and

» 800 million dollars lower than under the Governor’s plan also using summer of
2006 cost and volume assumptions.

On October 1,2007, the Administration made public a work draft of a bill incorporating
these and other changes. This paper analyzes four of the proposed changes. If
implemented for all of FY 2008, these four changes proposed by the Governor would
have large and immediate revenue impacts, and in fact account for the 800 million dollar
difference identified above:

The tax rate w juld go ffom 22.5 to 25%. At currently predicted volumes and
costs, that would generate a revenue increase of about 37.5 million dollars if
oil is at $30 a barrel for the entire year and 342.5 million dollars if oil remains
at $80 for the entire year.

Progressivity - a mechanism that imposes an additional tax when net values
are very high - is changed so that in most circumstances at prices greater than
$55 dollars a barrel it will raise up to roughly 190 million more dollars a year
than current law. However, because the Administration has opted for the
administratively less complex method of calculating progressivity on an
annual rather than monthly basis, in cases of short duration spikes in price the
proposal may capture fewer dollars.



Preliminary Estimate of Four Proposed Changes on FY 2008 Revenues
Dan E. Dickinson
October 3,2007

The TIE (Transitional Investment Expenditure) credits would be eliminated.
Those credits allowed producers that are making both current investments,
and had been making investments in the period 2000 through 2005, to
“supercharge” their current investment credits from 20% to 30%. In FY 2008,
eliminating TIE credits will increase revenue by about $190 million a year.

A fourth proposed change will likely have a large revenue impact in its first
year but little impact thereafter. It will require capital credits to be taken over
two years instead of in the year of investment. If the change were effective
July 1, 2007, the State would receive a revenue boost of about 190 million
dollars in FY 2008, but would notice little change thereafter.



Preliminary Estimate of Four Proposed Changes on FY 2008 Revenues
Dan E. Dickinson
October 3, 2007

Analysis

On September 4,2007, the Palin Administration proposed 10 changes to Alaska’s oil and
gas production tax (AS 43.55) summarized in a 150 word handout. Also handed out at
that time was a chart handout entitled “FY 2008 Production Tax Estimates.” This chart
showed FY 08 production tax revenues over a range of oil prices between $30 and $70
using the four following sets of assumptions:

(a) Current law and production and cost assumptions;

(b) Current law using production and cost assumptions from the summer of 2006;
(c) The Governor's proposed changes; and,

(d) The ELF-based tax as though it were still in place.

At a price level of $70 dollars a barrell, the revenue estimate shown under current law
and assumptions is roughly:

» A billion dollars higher than revenues had the ELF-based tax still been in place;
however,

* A billion dollais lower than under current law and summer of 2006 cost and
volume assumptions; and

» 800 million dollars lower than under the Governor’s plan also using summer of
:076 cost and volume assumptions.

On October 1,2007, the Administration made a work draft of a bill public. This paper
analyzes four of the proposed changes from that bill. Using a very simple one page
model (Attachment One), the Governor’s proposed changes are compared with existing
law using the same cost and volume assumptions. If implemented for all of FY 2008,
these four changes proposed by the Governor have large and immediate revenue impacts,
and, in fact, account for the 800 million dollar difference identified above between
cureent law and the proposal. The four changes are:

A change in tax rate on net profits from 22.5% to 25%;

Two of the three changes proposed for the method of calculating progressivity;
Elimination ofthe TIE credit, and

Requiring taxpayers to take investment credits over two years.

On September 4,2007, when the chart was released the Commissioner of DOR stated
that he did not know when the bill would become effective. However the analysis that

1Although on September 4, 2007, the ANS price was in the mid seventies, according to
archival price data at DOR’s website, it had been 70.76 as recently as August 22 (Site

accessed October 2,2007:
http://www.tax.state.ak.us/programs/oil/prices/monthlydata/2007/Aug07.xls
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best fits the September 4 handouts, and that is presented in this paper is driven by a July
1,2007, effective date. The work draft of the bill, however, has proposed a January 1,
2008, effective date. Using the effective dates in the Governor’s proposed legislation
would cut the 800 million difference for FY 2008 roughly in halfto $400 million.

“25% Tax Rate on Net Profits”

AS 43.55.011(e) levies a tax 0of 22.5% on the “production tax value of the taxable oil and
gas.” The proposed change found in sections 15 and 17 ofthe October 1,2007, work
draft modifies AS 43.55.011(e) and (g) to up that figure by an additional 2.5% to 25%.
The effect of this change on 2008 revenues is modeled on the table below.

Simple Model of FY 2008 Production Tax Revenue: Base Rate

Less Base Tax
Total Upstream Calculation
Price Destination Less costs at 22.5%
Scenarios Annual  Value of non Downstream (capex  Resulting and 25%
on Sept4  Volumes Royalty costs from and opex) Production Tax and
Handout (w/o royalty)  Barrels RSB from RSB Tax Value Rate difference
S/bbl | MM bbls | MM$ | MM$ | MM$ MMS I % | MMS
A B C= D E F= G H=
(A*B) (C+D+E) (F*G)
Under Current Law
7.22 per bbl
30 244 7,320 (1,762) (4,058) 1500 22.5% 337.6
40 244 9,760 (1,762) (4,058) 3940 22.5% 886.6
50 244 12,200 (1,762) (4,058) 6,380 22.5% 1,435.6
60 244 14,640 (1,762) (4,058) 8820 225%I 1,984.6
70 244 17,080 (1,762) (4,058) 11,260 22.5% 2,533.6
80 244 19,520 (1,762) (4,058) 13,701  22.5% 3,082.6

Under Changes Indicated in Sept 4th handouts

30 25.0% 375.1
40 25.0% 9851
50 25.0% 1,595.1
60 25.0% 2,205.1
70 25.0% 28151
80 25.0% 34251

Incremental Change: Proposal less Current Law
30 375
40 98,5
50 1595
60 220.5
70 281.5
80 3425
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The format of this table will be repeated several times in this report excerpting columns
from the entire table which can be found as Attachment One. The table is divided into
three horizontal sections. Within each section the analysis is shown at prices that range
from $20 a banel up to the today’s price of $80. (Note - when comparisons are made to
the Governor’s chart, the analysis uses the Administration’s assumptions and only goes
up to $70.) The fir t section is based on current law. Below it, the second section is
based on the Governor’s Septr nber 4, 2007, proposals. Finally, the third section isjust
the difference between the firs two sections - the incremental dollar effect of
implementing the change.

Columns A thro i*h F are identical whether under current law or the proposed changes.2
The first, column A, is the destination value. The next column has taxable barrels based
on the volumes found in the Department of Revenue’s spring 2007 Revenue Sources
Book (RSB). Column C is the product of the first two. In the next two columns, costs
also found in the RSB are deducted. In column D, downstream costs are quoted at $7.22
a barrel, which must be multiplied by volumes, while upstream costs are given as total
dollars in column E. Finally, costs are subtracted to arrive at the “production tax value”

shown in column F.

Starting with column G, the section under current law and the section describing the
effect of the proposals are different. Current law multiplies “production tax value” times
22.5%, while in the second section the Governor’s proposed rate of 25% is used. The
“Incremental Change” portion of Column H shows the annual difference this proposed
change would make at this year’s production levels and it ranges from $37 million at the
$30 per barrel price level to just under 10 times that or roughly $342.5 million dollars at

the $80 price level seen today.

“Progressive Feature that Kicks In at $30 Net Value (annual) and rises at Two-
tenths of a Percent per Dollar”

This proposal incorporates three changes to the progressivity feature of which two are
incorporated into this model. Under current law, AS 43.55.011(g) and (h), the
progressive feature is calculated as an additional tax of two and a half tenths of a percent
for every dollar per barrel of net value over the $40 price index starting point. This
proposal, found in sections 17 and 18 of the October 1work draft, suggests the
progressive feature should be calculated as an additional tax of two tenths ofa percent for
every dollar per barrel of net value over a $30 price index starting point.

7That is, they are identical in this simple model. The Governor has also proposed some
smaller changes described below that would affect the total deductible costs as well;
however, they have not been modeled here.
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Current Law Proposed Change
Price Index starting point $40 per barrel $30 per barrel
Rate per $ in Price Index 25% .20%

Put more plainly, under the proposal, progressivity will start at lower per barrel values
than under current law. However, once it starts, progressivity will rise more slowly.
Until the net production tax value reaches $80 dollars a barrel, the Administration’s
suggested change to these two parameters will consistently produce more progressivity
dollars than the current statute. At a net of $80, the suggested changes and current law
will yield the same result.3 At net values above $80, the formula in current law will
produce more progressivity dollars.4 However, under both the current statute and the
Governor’s proposal, the total tax rate progressivity is capped at 25% - which occurs at
an even higher price.

$per barrel Difference from Proposed Change to
Progressivity Rules

0 10 20 30 40 50 60 70 80 90 100 110

Net Value per Barrel

Current Law . . . . Proposed Change

As might be expected at today’s high prices, changes to progressivity are an important
part of calculating the overall tax burden and the difference between current law and this
proposal. The table on the next page illustrates the dollar effect of these two changes in

FY 2008.

This table has the same format as the table described on pages 4 and 5 above — the table
is divided into three horizontal sections for current law, the September 4,2007,
proposals, and, the difference between those two. Within each section the analysis is

1Because (80 - 30)*.002 = (80 - 40) *.0025 for those who care about the algebra.

4To translate $80 net value into WC market prices total RSB costs of $23.85 per barrel
need to be added meaning the cross over point would be about $103.85, roughly 20%
higher than current prices.
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shown at prices that range from $20 a barrel up to the today’s price of $80. The
computations to reach column F are not reproduced.

Column | converts the column F production tax value back to dollars per barrel by
dividing column F dollars by the barrels in column B. Column J shows the starting point
for the Price Index as $40 under current law and $30 under the Governor’s proposal. In
Column K, the price index is calculated by subtracting J from I. In Column L, the current
and proposed progressivity rates per dollar of price factor are shown as .0025% and
.002% respectively. In column M, these are multiplied by the price index to yield the new
progressivity rate. Finally, in column N, the dollars of progressivity are calculated by
multiplying the column M rate by the same base that was subject to taxation found in

column F.

Simple Model of FY 2008 Production Tax Revenue: Progressivity

Progress
ivity Progress
Price Annual MEMO: Adjustment Rate per ivity Tax
Scenarios Volumes Resulting Per Barrel  for Price Price Resulting = Rate
on Sept 4 (w/o Production  Production Index Price Index progressi Times
Handout  royalty) Tax Value  Tax Value Calculation Index Dollar  vity rate  Value
S/bbl IMMbbls1l MM$ 1 Shbl | S/hbl | Sbol I % | % | MMS
A B F= I= J K= L M N=
(C+D+E) (F/B) ) K (M*F)
Under Current Law
30 244 1500 $ 615 40.0
40 244 3940 $ 1615 40.0
50 244 6380 $ 2615 40.0
60 244 8820 $ 36.15 40.0
70 244 11260 $ 46.15 400 $ 615 0.25% 154% 1731
80 244 13700 $ 56.15 400 S1615 0.25% 4.04% 553.1

Under Changes Indicated in Sept 4th handouts

30 $ 615 30.0
40 $ 1615 30.0
50 $ 2615 30.0
60 $ 3615 300 $ 615 0.20% 123% 1085
70 $ 4615 300 $16.15 0.20% 3.23% 3637
80 $ 56.15 30.0 $26.15 0.20% 523% 7165

Incremental Change: Proposal less Current Law

30
to
50
60 (100) S 6.15 1.23% 1085
70 (10.0) $10.00 1.69% 1906
80 (10.0) S10.00 1.19% 1634
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When just these two elements are considered, the Governor’s proposal can be seen to
yield between $108.5 and $190.6 million more than the current rules at prices of $60 or
above. (With this set of inputs the maximum difference is close to $190.6 million.)

However, what these two elements take in higher revenues, a third part of this proposed
change may more than give back. To many people in the Legislature in 2006, the
purpose of the progressivity was to capture a premium when there were price spikes.
Therefore, current law requires the analysis to be done on a monthly basis. (Although
now as daily prices hover around the $80 per barrel level it may seem quaint; but in the
summer of 2006 as the current law was being crafted, prices were surpassing $70 a barrel
for the first time and to many that seemed like a spike.) The Administration’s proposal
would be administratively simpler requiring only an annual analysis. However, this
change might reduce taxes by hundreds of millions of dollars.

Consider the price spike preceding the first Gulf War when prices doubled between July
and September 1991, and then soon returned to where they had been. The following table
illustrates what might happen should FY 2008 have just such a spike in it:

Comparing Annual and Monthly analysis of FY 2008 with hypothetical spike

us Adjustment Rate

West Per Converting per Incre- Progres-
Coast  Barrel Per Barrel Production Dollar of  mental Volumes sivity Tax
Price/  Total Production Tax Value to Price Price Progres- (millions o (millions
bbl Costs Tax Value Price Index Index Factor  sivity % bbls)  of dollars)

| $/bbl | $/bbi j bbbl | $/bhl | S/bbl | % | % | MM bbls | MM $

A B C D= E F= G H= | J=
(B+C) (D+E) (F-G) (D*H*1)

Monthly Analysis, $40 Adjustment and .0025% Parameter under Current Law

Jul 5143 (23.85) 27.58 (40.00) 0.25% 0.00% 20.7 -
Aug 5143 (23.85) 27.58 (40.00) 0.25% 0.00% 20.7 -
Sep 5143 (23.85) 27.58 (40.00) 0.25% 0.00% 201 -
Oct 5143 (23.85) 27.58 (40.00) 0.25% 0.00% 20.7 -
Nov 5143 (23.85) 27.58 (40.00) 0.25% 0.00% 201 -
Dec 5143 (23.85) 27.58 (40.00) 0.25% 0.00% 20.7 -
Jan 7715 (23.85) 53.29 (4000) 1329 0.25% 3.32% 20.7 36.7
Feb 10286 (23.85) 79.01 (4000) 3901 0.25% 9.75% 187 1442
Mar 7715 (23.65) 53.29 (40.00) 1329 0.25% 3.32% 20.7 36.7
Apr 5143 (23.85) 27.58 (4000) - 0.25% 0.00% 201 -
May 5143 (23.85) 27.58 (4000) *  0.25% 0.00% 20.7 -
Jun 5143 (23.85) 27.58 (4000) - 0.25% 0.00% 20.1 -
2440 2176

Yearly Analysis, $30 Adjustment and .002% Parameter, as Proposed
Yr 60.00 123.85] 36.15 (30.00)0 6.15 0.20% 1.23% 244.0 108.5
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In the simple model presented on page 7, no progressivity dollars were generated under
current law at the $60 scenario level. Implicit in the model is that the price stays flat at
$60 all year. But, in the model presented on page 8, instead of a flat $60, the price hovers
around $51.43 for most of the year except for a three month spike5. In this hypothetical
spike, like in 1991, prices will double over two months and then fall back. The $51.43
was chosen so that the year's price would average out to $60 —and the point would be
dramatically illustrated. Under this scenario, the current law would generate ~217.6
million of progressivity over the year - just about twi :e what would be generated under
the rules the Governor is proposing. (The $108.5 figure under the Administration’s plan
can be found in both the tables on page 7 and 8.)

Please note the table on page 8 is not a forecast but an illustration!!! If prices stay
relatively flat, incorporating the kind of variation seen in most 12 month periods, the
Governor’s proposal will produce more progressivity dollars than current law. However,
it will not necessarily catch a single peak or spike. Incidentally, as might be expected, if
the Governor’s two suggested parameter changes are combined with a monthly analysis,
then a spike such as that illustrated in the table on page 8 brings in significantly more
revenue than current law.

Eliminates the Transitional Investment Expenditures (TIE) Credits”

The Transitional Investment Expenditures (TIE) credit, AS 43.55.023 (i), was
transformed in the Legislative process. As originally introduced by the Murkowski
Administration, it permitted capital costs incurred in the prior five years to be used as
additional capital credits through 2013 with certain restrictions. The Legislature
transformed the idea and required new matching investment before the TIE credits would
be allowed. Ifa producer were in harvest mode and not making any new investments, the
TIE would be of no use, whereas a producer that increased its investment by about 40%
could take full advantage of the TIE credit. The law allowed certain producers with a
good history of investment to “supercharge” their new investments made between 2006
and 2012 and to boost their credit for that investment by an additional 10% from 20% to
an effective rate 0of 30%. To take advantage of this 10% credit, a producer had to have
two things - prior investment and current investment. The credit would have expired in
2013 on its own The Palin Administration, in section 63 of the October 1,2007, work
draft, proposes ending it sooner - December 31, 2007 —which means that TIE credits
would still be allowed for half of FY 2008. However, for simple modeling purposes to
best match the Administration’s September 4, 2007, model, the elimination of the TIE

credit is shown for the entire year.

The simple model incorporates the following assumptions. In its August 3,2007,
Petroleum Profits Tax (PPT) Implementation Status Report, the DOR estimates that $1.9

30f all the places in the future to place the spoke, February was chosen with only 29 days of production in
FY 2008 to model a conservative scenario.
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b. njn in capital costs will be reported for FY 2008. The model further assumed that in
the second year of the TIE program, every dollar invested in FY 2008 still has a match
from prior years’ investments - that is, all the investment was supercharged from 20% to
30%. Thus, current law allows, and the Governor’s proposal will disallow, 10% of
$1,900 million or $190 million a year regardless of the price of oil. In the table below,
column E is a memo column that shows total upstream costs, columns H and N were
calculated in previous tables, and column O sums those results together to generate total
tax before credits. In column P, under current law, a credit of 10% of 1.9 billion dollars is
taken; no credit is allowed under the Governor’s proposal. The final column shows the
effect of applying the credit in column P against the tax in column O.

Simple Model of FY 2008 Production Tax Revenue: TIE

MEMO: MEMO:
Less Base Tax

Upstream Calculation Taxes Due

Price costs at 22.5% Total after
Scenarios  (capex and and 25% MEMO: Taxes application

on Sept4  opex) from and Progressivity  before TIE of TIE

Handout RSB difference Dollars credits Credits Credit

S/bbl I MM $ || MM $ || MM $ | MM$ | MM$ | MM$

A E H N 0= P
(H+N)
Under Current Law

30 (4,058.0) 337.6 337.6 (190.0) 147.6
40 (4.J58.0) 886.6 886.6 (190.0) 696.6
50 (4,058.0) 1,435.6 1,435.6 (190.0) 1,245.6
60 (4,058.0) 1,984.6 1,984.6 (190.0) 1,794.6
70 (4,058.0) 2,533.6 1731 2,706.7 (190.0) 2,516.7
80 (4,058.0) 3,082.6 5531 3,635.7 (190.0) 3,445.7

Under Changes Indicated in Sept 4tl«handouts

30 375." 375.1 3751
40 985 | 985.1 985.1
50 1,590.1 1,595.1 1,595.1
bu 2,205.1 1085 2,313.6 2,313.6
70 28151 363.7 3,178.8 3,178.8
80 34251 7165 4,141.6 4,141.6

Incremental Change: Proposal less Current Law

30 375 375 190.0 227.5
40 98.5 98.5 190.0 288.5
50 159.5 159.5 190.0 349.5
60 220.5 108.5 329.0 190.0 519.0
70 2815 190.6 4721 190.0 662.1
80 342.5 163.4 505.9 190.0 695.9
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“Requires Capital Expenditure Costs to be Taken as Credits over Two Years
Rather than Immediately”

Under current law, AS 43.55.023 (a), capital investment credits may be taken in the year
the investment is made. The proposal, found in section 26 of the October 1,2007, work
draft, will require that for a credit generated in year one, only halfcan be applied in year
one and the rest in year two. In DOR Commissioner Galvin’s oral presentation
September 4, 2007, he stressed that this change was intended to make annual revenues
more stable and predictable. There will, however, be immediate one-year revenue
implications and the model below assumes the effective date of the change in the law
would be timed so as to maximize the revenue effect on FY 2008.

However, this large revenue effect will essentially be limited to one year. In the next
year, the total credits allowed will be half of that year’s investment and half of the
investment made the year after that and so forth each year forward. If investment stays
roughly constant, in subsequent years there will be no revenue effect. Thus from the
point of view of the State, this appears to create first year savings only. From the
taxpayers’ point of view, the value of the credits essentially falls by one half year’s time

value of money.

In the simple model on page 12, columns E, H, N & O are as they were in the TIE table.
In column Q, FY 2008 current law will allow 20% of $1,900 or $380 million a year. The
Governor’s proposal will disallow halfofthat, 10% of $1,900 or $190 million, and allow
the other half. Again, this is regardless of the price of oil. In the final column of the
table, this amount is subtracted from the taxes derived in the prior two sections.

This model assumes that the tax and forecasting are on the same basis; but, the world is
not that simple. The tax system is based on the calendar year, while the fiscal year (FY)
runs from July 1to June 30. Thus the effect of this change on fiscal year revenues will be
split between two fiscal years (FY 2008 and 2009) but thereafter will have little revenue

effect.
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Simple Model of FY 2008 Production Tax Revenue: Cap Credit

MEMO: MEMO:
Less Base Tax Taxes Due
Upstream Calculation First Year after
Price costs at 22.5% Total Capital  application
Scenarios  (capex and and 25% MEMO: Taxes Investment of Capital
on Sept4  opex) from and Progressivity  before  Credit (full Investment
Handout RSB difference Dollars credits or half) Credit
$Mbbl || MMS$ 'l MMS$ || MM$ | MM$ [ MM$ | MMS
A E H N 0= Q
(H+N)
Under Current Law
1,900.0
30 (4,058.0) 337.6 337.6 (380.0) (42.4)
40 (4,058.0) 886.6 886.6 (380.0) 506.6
50 (4,058.0) 1,435.6 1,435.6 (380.0) 1,055.6
60 (4,058.0) 1,984.6 1,984.6 (380.0) 1,604.6
70 (4,058.0) 2,533.6 1731 2,706.7 (380.0) 2,326.7
80 (4,058.0) 3,082.6 5531 3,635.7 (380.0) 3,255.7

Under Changes Indicated in Sept 4th handouts

30 3751 375.1 (190.0) 185.1
40 985.1 985.1 (190.0) 795.1
50 1,595.1 1,595.1 (190.0)  1,405.1
60 2,205.1 1085 2,313.6 (190.0) 21236
70 2,815.1 3637 3,1788 (190.0) 298838
80 3425.1 7165 4,141.6 (190.0)  3,951.6

Incremental Change: Proposal less Current Law

30 375 375 190.0 2275
40 98.5 98.5 190.0 288.5
50 159.5 159.5 190.0 3495
60 220.5 108.5 329.0 190.0 519.0
70 2815 190.6 472.1 190.0 662.1
80 3425 163.4 505.9 190.0 695.9

The table on the next page sums up the results of the four tables presented previously to
show the amount of revenue, and revenue differences, accounted for by this simplistic
accounting. Column H and N are summed in column O to show total tax before credits.
Columns P and Q are the two credits discussed; and, the final result of applying the
credits is seen in Column R.

To determine the Administration’s estimates under current law and under the Governor’s
proposal, figures were simply extrapolated off the September 4, 2007, handout table and
these are shown in column S. The sole purpose of making this comparison is to suggest
that simplistic models of the four items yield most, but not all, of the revenue differences.
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Simple Models of FY 2008 Production Tax Revenue: Summary
Dollar figures in millions (except when per barrel)

/ if
o I

& "$k/ g
g-° <

£

Ct c*
A
$/Mbl] MM$ IMM$| MM$ | MM$ | MMS$ | MMS$ IMMS$S | MM$ | % |

A H= N= 0= p= Q= R= s T U=
(F*G) (M*F)  (H+N) Q/72) (0+P+Q) SRy (1/9)
Under Current Law Total Cost:
1,900.0

30 3376 3376 (190.0) (380.0)
40 8866 8866 (190.0) (380.0) 3166 200 (116.6) -58%
50 14356 14356 (190.0) (380.0) 8656 700 (1656) -24%
60 19846 19846 (190.0) (3800) 14146 1300 (11460 9%
70 25336 1731 27067 (190.0) (3800) 21367 2000 (1367) -I%
80 3.0826 5531 36357 (190.0) (380.0) 3.065.7 -

Under Changes indicated in Sept 4th Handouts

0 3751 375.1 (190.0) 1851 200 149 7%
40 9851 985.1 (1900) 7951 800 49 1%
50 15951 1,595.1 (1900) 14051 1300 (1051) -8%
60 22051 1085 23136 (1900) 21236 2000 (1236) -6%
70 28151 3637 31788 (1900) 29888 2800 (888) -3%
80 34251 7165 4,1416 (1900) 39516 . -S nom

Incremental Change: Proposal less Cjrrent Law

375 375 1900 1900 1851 200 149 %
985 985 1900 1900 4785 600 1215 20%
1595 1595 1900 1900 5395 600 605 10%

2205 1085 3290 1900 1900 7000 700 ©0) -1%
2815 1906 4721 1900 1900 8521 800 479 5%
3425 1634 5059 1900 1900 8859

838888

There are many other bells and whistles in the existing law, and their effect on individual
taxpayers, or even on the totals, should not be trivialized. However, these numbers
suggest, at least at this simple level of analysis, that the four items quantified in this
report account for a great deal of the FY 2008 revenue change the Administration

suggests will flow from their changes.

Attachment One: Simplistic Revenue Model

13
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General Calculation:

A: The 5 price scenarios shown in the September 4, 2007, handouts

B: Annual taxable volumes taken from the RSB, where the forecast is for 764,000 barrels
a day. This is multiplied by 363 to convert to an annual number and .875 to remove
royalty barrels (estimated at 12.5%) to yield 244 million taxable barrels a year.

C: The total value (of non royalty barrels) at destination is the product of price multiplied
by taxable volume.

D: The estimate of 7.22 for downstream costs for FY 2008 is taken from the RSB, Table
B-2b “Nominal Netback Costs- Forecast.” This is multiplied times volumes for a total
downstream cost of $1,762 billion.

E: Upstream costs are listed at page 16 of the RSB executive summary as $4,058.3
million.

F: The resulting production tax value is calculated at each price level by subtracting costs
from destination value.

At this point, every calculation is done under existing law, then in accordance with the
changes in the September 4,2007, handouts, and, finally, the former is subtracted from
the latter.

Base Rate:

G: Current law at 22.5% or proposal at 25%
H: Production tax value is multiplied by either 22.5% or 25%

Progressivity:

I: The Production Tax Value is divided through by taxable barrels to generate a per barrel
value (Note: same calculation for existing law and proposed changes.)

J: Used to derive the Price Index Calculation. Either $40 or $30.

K: The Price Index is calculated where the per barrel value less the factor is positive.

L: The progressivity rate of .0025 or .002 per dollar of Price Index.

M: Price Index times progressivity rate.

N: This rate is then multiplied by the same Production Tax Value (as for the base rate.)
O. The total tax before credits is the sum of the base rate and the progressivity.

P. The TIE is calculated as 10% of the capital investments or as zero.

Q. Capital Investment credit calculated as 10 or 20% of capital investment (from DOR
Petroleum Profits Tax (PPT) Implementation Report (August 3, 2007)

R. The two credits are then subtracted from the tax to arrive at the tax net of credits.

S. Tax extrapolated from the DOR handouts, rounded to the nearest 100 million dollars.
T. The difference between the DOR model and my simple build-up is the amount not
accounted by the simple build-up.

U. This difference is also measured as a percent.

14
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Simple Model of FY 2008 Production Tax Revenue to match Administrations Sept 4th Handouts:

Progressivity

Men

/lé?/

1$/bbl|MMbbls|

A

B

I/
!/

C-
(A*B)

/

/

Vs

/

MM$ | MMS$ | MMS | MM $ §

D

Under Current Law

30
40
50
60
70
80

Under Changes indicated in Sept 4th Handouts

30
40
50
60
70
80

244
244
244
244
244
244

Per bbl:
7,320
9,760

12,200
14,640
17,080
19,520

(7.22)
(1,762)
(1,762)
(1,762)
(1,762)
(1,762)
(1,762)

E

~4,058)
(4,058)
(4,058)
(4,058)
(4,058)
(4,058)

F=
(C+D+E)

1,500
3,940
6,380
8,820
11,260
13,701

Base Tax
-
#/
/
J
[ 9
% | MMS | Sibbl
G H« I»
(F'G) (F/B)

22.5% 3376 6.15
22.5% 886.6 16.15
*2.5% 1,435.6 26.15
22.5% 1,984.6 36.15
22.5% 2,533.6 46.15
22.5% 3,082.6 56.15
25.0% 375.1 6.15
250% 985.1 16.15
25.0% 1,595.1 2615
25.0% 2,205.1 36.15
25.0% 2,815.1 46.15
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SB 2001/HB 2001
October 20,2007
Supplement to the Sectional Analysis of October 1 2007
Authors: Dan Dickinson & Steve Porter

Approximately SOsections of the bills submitted on the first day of the special session
were changed from the October 1 work draft. Where those changes were only
punctuation, style, word, or grammar edits that do not affect the original analysis they are
merely listed as “minor changes.”

Minor changes - Section 1

Section 2 - Expands “data” that must be provided by DNR to DOR to “reports, files and
other information.”

Section 8 - Although this section adds approximately 5 pages of text to the bill, it merely
restates the entire existing text of AS 38.05.180 (j) in order the make a change to AS
38.05.180(j) (6) (B). Section 8 was originally just the text of AS 38.05.180(j) (6) (B).

Section 10 - Adds Department of Natural Resource royalty auditors to the list of exempt
employees.

Minor changes - Sections IS - 22; 24 - 26
Section 26 also incorporates two substantive changes.

1 If more than one explorer holds an interest in a well, to obtain a .023 credit for
exploration, that explorer, and any others holding an interest in the exploration, have to
agree in writing not to invoke their rights to have information held confidential by DNR

longer than 2 years.

2. The two legacy fields - Prudhoe and Kuparuk are “combined.” Credits still cannot be
applied against taxes from other non-legacy fields. However, unlike the October 1 work
draft of the bill, credits from one legacy field can be applied against taxes from the other.

Minor changes = Sections 27 = 29; 36 - 39
Section 39 also incorporates two substantive changes

1. If more than one explorer holds an interest in a well, to obtain a .025 credit for
exploration, that explorer, and any others holding an interest in the exploration, have to
agree in writing not to invoke their rights to have information held confidential by DNR

longer than 2 years.

2. The 30 day period that an explorer has to provide certain data to DNR may be
extended to “a period provided by the Department of Natural Resources.”



Supplemental Sectional Analysis of SB/HB 2001

Minor changes = Sections 42, 44 - 46

SECtlon 47 - Makes clear that the $1,(H)a day reporting penalty applies to both “reports”
and “statements.”

Minor changes = Sections 48- 50
SQC’[IOH 51 - Authoriﬁoﬁe DORto issue non-binding “advisory” opinions. The opinion
is not binding on the y meaning that if a taxpayer relies on the opinion and the

department subsequently changes its mind, merely having followed the advisory opinion
does not shield the taxpayer from interest and penalties.

Minor changes = Sections 42, 54, 55, 56
%Cl]on 58 Adds any costs arising from “violations of law, or failure to comply with an

obligation under a lease, permit or license issued by the federal government” to the list of
costs which must be excluded from qualified lease expenditures.

Minor changes - Sections 59, 60 and 62

Section 63 (a), fb) and (c) are now section 63, 64 and 65, and subsequent sections 64-71
are renumbered 66-73.

In the new Section 67, DNR auditors are given (as DOR auditors were in the original bill)
90 days to opt to either become exempt or to retain their status in a union position.

October 20, 2007 2



Detail Comparison Between Governor's October 12007 Production Tax Bill and Current Law

Bill Statute
Issue Section  #Section Current Law Governor's 10/1/2007 ProDosal
Statute Section is AS 43.55.xxx unless other wise indicated
Base Rate
.011(e) &
Base Rate 15,17 gsz 22.5% 25%
Tax on Private royalties under .011 (i) not changed (section 23 corrects reference)

Progressivity
Difference subtracted from net
(Production Tax) Value to Arrive

at Price Index - (i.e. progressivity sec .011(g)
starting point) 17,18 & (h) $40 $30
Progressivity Tax per dollar of 011(g) &
Price Index 17. 18 (h) 0.25% 0.20%
Progressivity Calculation *011(9)&
Averaged over what Period? 17, 18  (h),.160 (a) Month Year
Floor sections 15,16, and sections 32-36,41-42 to remove ability to apply credits
Prudhoe & Kuparuk, Individually (no other fields
Entire North Slope collectively, before application come dose to 1 billion barrel standard), after

Base 16 .011(f) of credits application of credits
Gross Calculation 16 .011(0 No change: Gross Value at Point of Production
Rate 16 .011(f) ranges from 0% to 4% 10%

Exploration (.025) and Non Transferable (.024)
Can credits be applied to further credits can be applied against floor, Investment
reduce tax if floor applies? 16 Ol and all other .023 credits cannot No
Status of credits not used implicit: can be carried forward, or applied to non explidt: only applied against that legacy field: when
because of floor 16 .011(0 North Slope areas carried forward

Credits
Investment & Loss Forward Credits (. >23 Credits)

Maximum of 50% of any year's credits taken in that

Investment Credits 26 .023(a) Taken inyear of investment year.
Applied against tax due under

floor? 26 .023(a) No change: .023 credits cannot be applied against tax due calculated under the floor
DED

10/8/2007

Matrix Detail page 1



Detail Comparison Between Governor's October 12007 Production Tax Bill and Current Law

Bill Statute
jssue section  Section Current Law

Statute Section is AS 43 55 xxx unless other wise indicated

Governor®s 10/1/2007 Proposal

Investment & Loss Forward Credits (.023 Credits) cont.

Loss Carry Forward Credits 27 .023(b) 20% 25%
Restrictions on use of Loss explicit: if costs occurred in legacy Field subject to
Carry Forward Credits 27 023(b) no similar restriction floor, loss can only be applied against that field.
Restrictions on use of Can be taken any time although cannot be applied 50% of credit cannot be taken until following year,
Purchased Credits 28.29 023(d) against more than 20% of tax due (retains 20% rule)

Qualified investment from 2001 - 2006 used as a
Transitional Investment Credits 63 .023(i) credit at 10% if matched by new investment. eliminated

Nontransferable Cred ts (.024 Credits

.024
Applied against tax due under  41,42. 32- (a).(c),(e),
floor? 36 (8 Ves No
Exploration Credits (.025 Credits)
Applied against tax due under .025(a) &
floor? 36,41 () Yes No
"administration, supervision...management... adds "costs arising from gross negligence or
community relations or environmental costs..." not violations of health, safety, or environmental
Disallowances 37 025(b) allowed statutes or regulations’ to costs not allowed
Before drilling DNR must make determination that
new target "distinctly separate from any trap that
has been tested by preexisting well," ang after
Bottom whole must be more than 3 miles from drilling DNR must determine well achieved
DNR approval and 3 mile rule for previously drilled bottom hole, except in Cl, if DNR  objective and if not in Cl bottom hole must b~ 3
40% credit 38 025(c) determines "distinct exploration target" miles from previously drilled bottom hole.

note: .025(d) and (e) unchanged

DED
Matrix Detail page 2



Detail Comparison Between Governor's October 1 2007 Production Tax Bill and Current Law

ML Statute
Issue section  Section Current Law Governor’s 10/1/2007 Proposal

Statute Section is AS 43.55.xxx unless other wise indicated

Exploration Credits (.025 Creidits) Cort.

Data Explorer must submit to *025(f)(2)  explorer must provide DNR with list of "data sets

DNR 39 (A)&(B) available" Detailed list of data
*025(f)(2)

Confidentiality of Well Data 39 (c) 10years 24 months

note: Seismic data still at 10 years
2 certificates, each for 1/2 of amount, one

Applicability of Credit certificate cannot be used until the following

Certificates 39 .025(f)(5) Can be used immediately calendar year
Explorer, location and date of work and when Hwill

Non Confidential Information 39 .025(H)(5) under general tax confidentiality rules become public is public
Tax Exempt Entities Ability to
Sell Credits 31,40 *025(g) not mentioned not allowed
Applied Against Tax Due under *025(a), (h)
Floor? 36,41,42 and (i) Yes No

old .025 preexisting well is one that was spudded more preexisting well is one that was spudded more
Definition of Pre-Existing Well - ©)(2)(a) than 150 days and less then 35 years eartier. than 540 days and less then 35 years earlier.
in Effect Whether Delineation new Limits ability to come back next season and get Allows two seasons worth of work to qualify for
Wells Qualify for Credits 43 025(k)4 credit for delineation well. credit.

note: 025(i) appears to have also been rewritten for clarity in section 42 and definitions are moved to (k) in section 43 or added in 62
If DNR deems "best interests of state" served by

acquisition and distribution of seismic data shot

"DNR TIE’ Seismic Credits 44 ,025(1) none before 2003, a 5% credit allowed for cost.

DED
Matrix Detail page 3



Detail Comparison Between Governor's October 12007 Production Tax Bill and Current Law

Statute
Section

ML
Issue Section

Statute Section is AS 43.55.xxx unless other wise indicated

Allowable Lease Expenditures

Carry Forward of Unused Lease

Expenditures 54 .160 (e)

Current Law

Lease expenditures that would reduce production
tax values below zero can be used to establish a
loss carry forward credit under .023(b)

.165 Reorganized for clarity and as to between what is in (a) and what is in (b) in sections 56 & 57

Cost must allowed in

department's regulations? 56 165(a)
Use Portions of Existing Cost
Sharing Agreements or intra-
producer audits to determine .165(c) &
costs? 63 (d)
DR&R Allowed? 58 .165(e) (15)
new .165(e)
Deferred Maintenance allowed? 58 & 64 (19)
new .165(e)
Field Topping Plants allowed? 58 (20)
State Purchase of Credits
new.028
Funding of Purchase of .023 and replaces
.025 Credits by State 30,45 023(f)
new.028
Limits on Purchase of .023 and replaces
.025 Credits by State 30,45 .023(f)
DED
10/8/2007

Matrix Detail

no

allowed
allowed for portion allocated to production after
April 1,2006

Allowed

Allowed

"subject to appropriations made by law*
Entity receiving refund had to (i) have been
producing fewer than 50,000 bbls a day (currently
all but big three); (ii) reinvest that money in state,
(iif) had no other delinquent taxes and (iv) was
limited to $25 million a year

page 4

Governor's 10/1/2007 Proposal

Adds two more categories that can be used for
carry forward credit: costs not associated with
production or ownership interests

yes

not allowed
not allowed at all

not allowed if undertaken in response to an
problem which required a reduction in production,
unless caused by something unavailable even to
someone exercising due care.
not allowed; however a deduction for the fair
market value' of the products from the topping
plant will be allowed.

Creates the oil and gas credit fund, which is
funded by 10% or 15% of production taxes
depending on whether ANS WC is forecast
(when?) to above $60 or below $60. Credits are
purchased from fund.

Same restrictions except $25 million cap
eliminated



Detail Comparison Between Governor's October 12007 Production Tax Bill and Current Law

Issue

section

Bill Statute
section

Current Law Governor's 10/1/2007 Proposal

Statute Section is AS 43.55.xxx unless other wise indicated

Information

Required Reporting of Forward
Looking Information

Disclosure of Tax Information
DNR Sharing Royalty
Information with DOR

DOR Sharing Tax Information
with DNR

Required Reporting

Required Reporting

DED
10/8/2007
Metrix Detail

requires taxpayer "to file report and copies of
records that are considered by the department as
necessary to forecast state revenues under AS
43.55". For unit with multiple working owners
limited to unit budget matters. Penalty of not more
than $1000 a day. Not clear how far in advance

data must be disclosed to avoid penalty.

49 .040 (5) none

As long as data is aggregated among 3 producers
11 categories of data can be made public
(production, taxes, effective tax rates, gross value,
costs, production tax value and credits). Such
aggregation is explicitly ’irrespective of whether
the information...prevents(s] the identification of
particular reports.” (i.e. one large taxpayer
aggregated with two very small taxpayers)

old
43.05.230 Published information must combine data, so as to

61 new .890 "prevent the identification of narticular returns.”
royalty
29& 11 statutes limited ability expanded ability
AS
12-13  43.05.230 limited ability expanded ability
Producer (whether tax due or not) will report same
"The person paying the tax..." will report "with information plus certain cost, credit and monthly
46 030(a) other information required” certain data data. Penalty of not more than $1000 a day.

in statute: thorough reporting of costs, volumes,
sales, monthly estimates and other information

48 .030(e) & (f) some requirements in regulations required by department

page 5



Detail Comparison Between Governor's October 12007 Production Tax Bill and Current Law

Bill Statute
Issue sWt19f> Sg£}ion Current Law Governor's 10/1/2007 ProDosal

Statute Section is AS 43.55.xxx unless other wise indicated

Statute of Limitations

old
43.05.260

Statute of Limitations 1.14,50 new .075 3 Years for all Taxes 6 years for Production Ta:
DOR Auditors
Are DOR auditors exempt new AS
employees? 10,65,67 39.25.110 no yes
Other Administrative Provisic>ns

ambiguity (tried to resolve in regulations) about  Clear and separate rules for (i) non Cl, not subject

interaction between annual tests and credits and to floor under (f), (ii) Cl, and (iii) subject to floor
Monthly filings 22. 24,25 0.02 monthly filings under (f).
Penalty for Failure to Report
(when no tax is due) 47 .030(d) none (penalty was tied to tax being due) up to $1,000 a day under departments regs
Retroactive Changes Require
Payment 50 new .075 Regulatory provision 15AAC 55.200 incorporated into Statute
Electronic Payment and Filing 51 |]_’|_CX6)4(O silent DOR may require

sections 66 & 67 are transitional rules

Cook Inlet - no substantive change, however regs imported into statute
Allocations and trying to fit all the other terms of

the statute into the statutory ceiling language
19-21, new .165(f)- found in 1I5AAC 55.360, 15 AAC 55.223 & 15AAC

Cl Allocation Rules 55. 59 W 55.235. adopted into statute

Effective Date

General Rules 64, 69 Jan 12008
new .165(e)

Deferred Maintenance Rules 64 (19) Apr 12006

DED
10/8/2007
Matrix Detail page 6



Governor's Proposed Production Tax Legislation
October 1 2007
Sectional Analysis

Authors: Dan Dickinson & Steve Porter

Section 1 Uncodified Laws (Legislative Intent)

Legislative Intent - refers tochangesmade in Section 50, page 31.Itsuggests that the changes

are only clarifying a long-standinginterpretation of AS 43.05.260 bythe Department of Revenue

(DOR). Details will be discussed in Section 50.

Section 2 AS 38.05.035(a)

This section allows the DOR access to the Department of Natural Resources (DNR) confidential

information for
1) its use in forecasting state revenue under AS 43.55 or
2) administering AS 43.55, the production tax

In an apparent stylistic change this draft deletes previously repealed portions of AS

38.05.035(a) requiring subsections references to change as indicated in bill sections 3-9 bhelow.

Section 3 AS 38.05.036(b)

Conforming references in Title 38 required by renumbering in sec. 2 of the proposed legislation.

Section 4 AS 38.05.036(f)

Conforming references in Title 38 required by renumbering in sec. 2 of the proposed legislation.



Sectional Analysis of Governor's October 1 2007 Production Tax Legislation

Section 5 AS 38.05.036(g)
Conforming references in Title 38 required by renumbering in sec. 2 of the proposed legislation.
Section 6 AS 38.05.123(f)

Conforming references in Title 38 required by renumbering in sec. 2 of the proposed legislation.

Section 7 AS 38.05.133(e)

Conforming references in Title 38 required by renumbering in sec. 2 of the proposed legislation.
Section 8 AS 38.05.180(j)(6KB)

Conforming references in Title 38 required by renumbering in sec. 2 of the proposed legislation.

Section 9 AS 38.05.275(c)

Conforming references in Title 38 required by renumbering in sec. 2 of the proposed legislation.

Section 10  AS 39.25.110(42)

Section 39.25.110 is exempt service. This section adds oil and gas auditors performing
production tax auditors and their immediate supervisors to the exempt service. This leaves oi’

and gas income tax auditors in the classified service.

Section 11  AS 41.09.010(d)

Conforming references in Title 41 required by renumbering in sec. 2 of the proposed legislation.

Section 12 AS 43.05.230(a)

Section 43.05.230 covers disclosure of tax returns and reports. Section 43.05.230(a) (5) adds a
reference to AS 43.55.890. The reference to AS 43.55.890 (new section discussed in Section

61) in the proposed legislation would create an exclusion for certain information ifaggregated

October 7, 2007 2



Sectional Analysis of Governor’s October 12007 Production Tax Legislation

among three or more producers or explorers. This type of information would be allowed under
AS 43.05.230(e) ifthe publication of the statistics was so classified as to prevent the
identification of a particular tax payer’s return or report. The new section would seem to lower
the standard. This proposal would permit information which was "aggregated among three or
more producers or explorers” to be divulged to the public even if, forexample, a very large
taxpayer's information was aggregated with two very small taxpayers so that the large

taxpayer's individual taxpayer information could easily be extracted from the information

disclosed.
Section 13 AS 43.05.023(h)

The Department of Revenue currently has the authority to share copies of returns, reports, «.nd
documents filed under AS 43.65 (Mining License Tax) with DNR. This language broadens the
authority of DOR to also share returns, reports and documents filed under AS 43.55 (0il and

Gas Production Tax and Oil Surcharge) with DNR.

Section 14  AS 43.05.260(a)

This section adds AS 43.55.075 (Section 50 of this legislation) to the exceptions to the

requirement to have taxes imposed within three years after a return is filed. Details will be

discussed in Section 50.
Section 15  AS43.55.011(e)

The current production tax is calculated on a monthly basis. In the proposal tax would be
calculated based on a calendar year. This structure of the law is also changed. Currently AS
43.55.011(e) establishes the base tax rate (22.5%), and progressivity was dealt with elsewhere.
However now this section refers to the percentage determined in AS 43.55.011(g) where both
the base and progressivity rates would be established. This simplifies the comparison with the

floor in AS 43.55.011 (0 - which iscompared with a combined base and progressivity tax.

October 7, 2007 3



Sectional Analysis of Governor's October 12007 Production Tax Legislation

Section 16  AS 43.55.011(f)

This section makes changes to the minimum tax.

The current minimum tax is applied is 4% of gross value at the point of production over $25, 3%
of gross over $20, 2% of gross over $17.50 and 1% of gross over $15 and 0% for $15 and

under. The new minimum tax is 10% of gross value at the point of production.

The current minimum tax is applied to all oil and gas produced north of 68 degrees North
latitude, i.e. the entire North Slope. The proposed minimum tax would apply only to oil and gas
produced from leases or properties within a unit or non-unitized reservoir that have cumulatively
produced one hillion BTU equivalent barrels of oil or gas and from which the average daily oil
and gas production during the most recent calendar year exceed 100,000 BTU equivalent
barrels. Based on this limitation, the new minimum tax would only apply to oil and gas produced

at Prudhoe Bay and Kuparuk.

The current floor compares net values to gross values, and then allows certain credits to be
applied against the result- even against the floor. The proposed floor test compares 25% of net
plus any progressivity less any credits with 10% of gross. If10% of gross is higher, that is the
tax and a taxpayer may not apply tax credits to reduce its tax liability to below 10 percent of total

gross value at the point of production.

Section 17  AS 43.55.011(g)

This section proposes a tax of 25 percent plus 0.2 percent times the progressivity price index,

defined in .0 11(h), however the sum is not to exceed 50 percent. The current law is 22.5 percent

October 7, 2007 4



Sectional Analysis of Governor’s October 12007 Production Tax Legislation

plus 0.25 percent times the progressivity price index, however the sum is nottoexceed 47.5

percent.
Section 18  AS 43.55.011(h)
This section amends the price index from a monthly calculation to a calendar year calculation.

This section also changes the starting net value of progressivity from $40 to $30 a barrel.

Section 19  AS 43.55.0110)

Conforming changes recognize that both the base and progressivity taxes would be levied in

section .01ll(e) in the proposed legislation.

Section20  AS 43.55.011(k)

Conforming changes recognize that both the base and progressivity taxes would be levied in

section .011(e) in the proposed legislation.

Section21l  AS 43.55.011(m)

This section clarifies what a producer could claim in excess credits from Cook Inlet against

taxes on leases or properties elsewhere in the state.

If the amount of excess adjusted lease expenditures multiplied by 25 percent is greater than or
equal to the total of the reductions for all leases calculated under the Cook Inlet ceilings in AS

43.55.011(j) or (k), the total calculated under this paragraph would be zero.

Otherwise the remainder calculated by subtracting the excess adjusted lease expenditures
multiplied by 25 percent from the total of the reductions for all leases calculated under AS

4355.0110) or (k) would be the total calculated under this paragraph.

This language is currently found in regulation at 15 AAC 55.360 (d)

October 7, 2007 5



Sectional Analysis of Governor’s October 1 2007 Production Tax Legislation

Section22  AS 43.55.020(a)

This section would reconcile the monthly installment payments of tax to be consistent with other
proposed changes, and incorporates some regulatory solutions to some of the ambiguities in
the existing legislation concaming Cook Inlet ceilings and credits that could only bhe applied on

an annual basis.
Section 23 AS 43.55.020(d)

Conforming changes recognize that both the base and progressivity taxes would be levied in

section .011(e) in the proposed legislation.
Section 24  AS 43.55.020(Q)

Reference changes and clarifiesannual due date.
Section 25  AS 43.55.020(h)

Reference changes and clarifies annual due date.

Section 26 AS 43.55.023(a)

This section stipulates that no more than half ofa capital expenditure tax credit may be applied

ina single year.

Section AS 43.55.011(f) states that a tax credit may not be applied to reduce a producer's tax
liability below 10 percent of the total gross value at the point of production. This section deals
with the excess tax credit left over aftera producer reduces their tax to 10 % of gross. This

section stipulates that the excess tax credit left over may not be used to reduce the producer’s

taxes outside that unit.

A significant portion of the language -which had originally been copied from section .025 -would

now he invoked by referencing AS 43.55.025(f).

October 7, 2007 6



Sectional Analysis of Governor’s October 1 2007 Production Tax Legislation

Section 27  AS 43.55.023(b)

This section changes the amount of carried-forward annual loss that may be taken as a tax
credit from 20 percent to 25 percent. (In current law the loss carry-forward at20% does not

equal the base tax rate at 22.5% percent.)

This section also prevents lease expenditures subject to AS 43.55.011(f) i.e., Prudhoe and

Kuparuk, from contributing to a carried-forward annual loss.

Section 28  AS 43.55.023(d)

This section would end the ability to transfer or obtain a cash payment foran unused tax credit
under AS 43.55.028 (new section) ifthat unused tax creditis described in the floor sections (i.e.

Prudhoe Bay or Kuparuk.)

This section changes the time period that the department has to grant or deny the application

from 60 days to120 days and amends the language that designates the start of the 120 day

period.

This section also splits the certificate into two transferable tax credit certificates, one that is

available to use any time and the other that is not available until the next calendar year.

Section 29  AS 43.55.023(e)

Conforming changes to changes made in the proposed legislation.

Section 30 AS 43.55.023(g)

Conforming changes to changes made in the proposed legislation.

Section 31  AS 43.55.023(1)

This new section clarifies that an entity which is exempt from tax under the chapter cannot apply
for a transferable tax certificate (for example the Alaska Natural Gas Development Authority or

the Alaska Gasline Port Authority.) See section 40

October 7, 2007 7



Sectional Analysis of Governor's October 1 2007 Production Tax Legislation

Section 32 AS 43.55.024(a)

Proposal changes law so .024 credits cannot be applied against the tax floor in .0 11 (f).

Section 33  AS 43.55.024(c)

Proposal changes law so .024 credits cannot be applied against the tax floor in .0 11 (f).

Section 34  AS 43.55.024(e)

Proposal changes law so .024 credits cannot be applied against the tax floor in .0 11 (f).

Section 35 AS 43.55.024(g)
Proposal changes law so .024 credits cannot be applied against the tax floor in .0 11 (f).

Section 36 AS 43.55.025(a)

n 01l ().

Proposal changes law so .024 credits cannot be applied against the tax floor

Section 37 AS 43.55.025(h)

This section changes the date for expenditures for work performed to be eligible fora production
tax exploration credit from Julyl, 2003 to December 31, 2007. (That is, even if this bill becomes

law, the old rules will apply through December 31, 2007))

This section adds the obligation thata well must be “completed or abandoned™ at the time the

explorer claims the exploration credit. Application would not be allowed prior to finishing the

well.

This section would exempt costs arising from gross negligence or violations of Health Safety &

Environmental statutes or regulations from expenditures that qualify for the exploration credit.

October 7, 2007 8



Sectional Analysis of Governor’s October 12007 Production Tax Legislation

Section 38  AS 43.55.025(c)

The current law requires a well to be drilled 3 miles away from a preexisting well to be eligible
for a credit, exceptin CI, where DNR can certify that the well tests a “distinct exploration target*.

The proposed law would require

(1) That the well be drilled to a structural or stratigraphic trap that is distinctly separate from
any trap that has been tested by a preexisting well, with this determination made by the

commissioner of DNR before the well is spudded;
(2) The existing three mile requirement for all wells not in the CI, and

(3) The commissioner of DNR to determine, after the well is completed or abandoned that

the well adequately achieved the explorer's stated objective.

Scind)  ASA355.025()

This section defines what data would be necessary to he submitted to claim an exploration
credit. The new language clarifies the obligation of the explorer to provide the DNR with all

seismic data, on state lands and off state lands, within and outside unit boundaries.

In the case of well data the proposed legislation reduces the time period the data is required to
be kept confidential from 10 years to 2 years. In addition AS 31.05.035(c) allowed an explorer to
request the DN R to extend the time of confidentiality from 2 years for as long as necessary. The

proposed legislation in (D) prohibits the explorer from requesting an extension if they want the

credit.

This section also explains that the certificate issued will be two certificates, each for half the
credit, one to be used whenever the explorer wants and one not to be used hefore the next

calendar year. All certificates will have the date on which the information required to be

submitted will be released.
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Sectional Analysis of Governor's October 12007 Production Tax Legislation

Section40  AS 43.55.025(Q)

This new section clarifies shat an entity which is exempt from tax under the chapter cannot
transfer a transferable tax certificate (for example the Alaska Natural Gas Development

Authority or the Alaska Gasline Port Authority.) See section 31
Section41l  AS 43.55.025(h)

Proposal changes law so .025 credits cannot be applied against the tax floor in .0 11 (f).

Section42  AS 4355.025(1)

Proposal changes law so .025 credits cannot be applied against the tax floor in .01l (f), and

recognizes the proposed change from a monthly to an annual tax.

Section 43  AS 43.55.025(k)

This section changes the definition of preexisting well from a well spudded more than thel50
days to 540 days in the proposed legislation. In other words, itexpands the window to qualify

as an exploration well from one season of work to two seasons, and thus may include

delineation wells.

Section44  AS 4355.025(1)

This new section would allow the DNR approve a credit for seismic shot prior to July 1, 2003 if
the Commissioner of DN R finds itin the best interest of the state to acquire the seismic for

public distribution. The creditwould be 5% of the old investment expenditure.

Section 45 AS 43.55.028

This section would create an oil and gas tax credit fund to purchase certain transferable credit
certificates issued under AS 43.55.023. The amount of revenue deposited into the fund would
he based on the average price value forecast by the DOR of ANS oil sold on the West Coast.

For $60 or higher the percentage is 10 % ; for less than $60 the percentage is 15%. For example,
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Sectional Analysis of Governor's October 1 2007 Production Tax Legislation

the current forecast by the DOR for 2008 is $51.25; so 15% of all revenues production tax
received during 2008 would go to the fund after deposits to the CBR. Production tax revenues
for 2008 are forecast to be $995.4 million; so, the deposit to the fund would be approximately
$150 million. Ifthe DOR projections are wrong or the tax is increased, the amount going into the

fund would be different.

The department would be able to use the fund to purchase tax certificate but the purchase could
not exceed the amount incurred by the applicant for qualified capital expenditures or lease
bonuses in the 24 months subsequent to the application. The applicant's total production cannot
exceed 50,000 BTU equivalent barrels per day, thus excluding the 3 largest taxpayers. All the
qualifications currently found in AS 43.55.023 (f) (which is repealed under this proposal) have

heen retained, except the maximum of $25 million a year to each taxpayer
Section 46  AS 43.55.030(a)

This section would amend what a tax payer is required to file by March 31*' of the following year.
It makes explicit the requirement to submit the costs for transportation of the oil and gas,
qualified capital expenditures, and lease expenditures under AS 43.55.165 and 170, the

production tax value of the oil and gas, and any claims for credits.

Section 47  AS 43.55.030(d)

This section defines the penalties of up to $1,000 a day for not filing the required reports.
Section 48  AS 43.55.030(e-f)

Section (e) would add a reporting obligation to explorers thatdo not produce oil orgas.

Section (f) details what the department could require of a producer, explorer, or operator on a

monthly basis.
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Sectional Analysis of Governor’s October 12007 Production Tax Legislation

Section 49 AS 43.55.040

This section would add a clause to the powers of DOR giving them the right to require a
producer, explorer or operator to file reports that are "considered necessary”to forecast state
revenue under AS 43.55. To the degree that this lines up with statutory authority (37.07.060 (b)

(4), the forecast is for the current and next fiscal year; however the limitation is not explicit.

The section also provides for penalties of up to $1,000 a day for a person that does not file the

reports “considered necessary" by the department.

Section 50  AS 43.55.075

This section was referred to in the legislative intent language of the proposed legislation - which
recognizes that historically most production tax audits took longer than 3 years and relied on AS
43.05.260(c) (3) which permits a longer audit ifthe “taxpayer... consented in writing". The

proposal requires the amount of tax imposed by this chapter to be assessed within 6 years after

the latest return is filed. The section also details various filing time period obligations.
Section 51  AS 43.55.110(e-f)

Section (e) allows the department to require electronic filing

Section (f) allows the department to require electronic payments

Section 52 AS 43.55.160(a)

This section is a simplified rewrite of existing law, a consequence of no long having to do

monthly calculations for progressivity.

Section 53 AS 43.55.160(b)

Continues the simplification from the prior section
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Sectional Analysis of Governor's October 12007 Production Tax Legislation

Section 54  AS 43.55.160(e)

The proposal would expand section (e) to include among the costs that may bhe used to
generate loss carry forwards those costs associated with leases of a producer that are not
producing oil and gas or are on lands where the producer does not own an operating or working

interest.
Section 55  AS 43.55.160(f-I)

This section deals with ~locations of costs that a taxpayer incurs in one lease or property
against revenues from another lease or property. Proposed North Slope rules are in (f), New
Area Development rules are in (g) and Cook Inlet rules are in (h) and (i). This section would

import regulatory language into the statute:

Section (f) clarifies that costs subject to the floor in AS 43.55.011(f) could not be allocated to

other leases or properties. Otherwise costs must be allocated to producing properties

Section (g) applies to leases outside the North Slope and outside Cook Inlet, in other words
costs that qualify for the .024 new area development credit. Those expenditures must be

applied to leases outside the North Slope and outside Cook Inlet.

Section (h) deals with CIl allocations and which costs (defined as “Cook Inlet excess adjusted
lease expenditures”)can be used in calculating carried-forward annual loss These rules are

currently found in regulations in15 AAC 55.235.

Section (i) sets forth the calculations for determining the carried-forward annual loss in (h), using

rules currently found in regulations in 15 AAC 55.223.

Section 56 ~ AS 43.55.165(a)

Section (a) is rewritten and would delete the “typical industry practices and standards" language

in the current legislation. The language thatis deleted from (a) is inserted in (b).

October 7, 2007 13



Sectional Analysis of Governor's October 12007 Production Tax Legislation

Section 57 AS 43.55.165(b)

Section (b) was modified by deleting reasonable allowance language that was inserted in

165(a).
Section 58  AS 43.55.165(e)

The current law allows for the costs for dismantlement, removal, and surrender or abandonment
(DR&R) toqualify as lease expenditures if they are incurred after April 1, 2006. The proposed
legislation would disallow all dismantlement, removal and surrender or abandonment costs to

qualify as lease expenditures.

Section (19) was added to (e). twould d™allow costs incurred for repair, replacement, or
deferred maintenance that is undertaken in response to a failure or problem that results in an

unscheduled interruption or reduction in the rate of oil or gas production.

Section (20) was added to (e). Itwould disallow costs of refineries or crude oil topping, plants,
including those on the North Slope that produce fuel for North Slope production operations.
Instead a taxpayer will be allowed a deduction for what it (and the State's auditors) reckons is
the “fair market value™ for refinery products less the underiying value of the oil used in the

refinery.
Section 59  AS 43.55.165(h)

The original language of this section directed the department to write regulations where (as in C|
under .011(j)and .011 (k)) lease costs need to be allocated between oil production and gas

production. The proposed change would expand that directive to include any required allocation

of costs.
Section 60  AS43.55.170(a)

This section would delete qualifying language regarding payment or credit that has already heen

subtracted in calculating billable or billed costs under AS 43.55.165(c) or (d).
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Sectional Analysis of Governor’s October 1 2007 Production Tax Legislation

Section 61 AS 43.55.890

This is a new section regarding the disclosure of tax information. Itwould allow the department
to publish certain information if the information is aggregated from three or more producers or

explorers. The potential impact of thischange was previously discussed in Section 12.
Section 62 AS 43.55.900

This section adds the definitions of “non-unitized reservoir", “pool", “producer”, and "unit"
Section 63 Repeals

This section would repeal the following:

AS 43.55.023(f), (State purchase of certain credits),

AS 43.55.165(c), (Use of operating agreements)

AS 43.55.165(d), (Use of audits under operating agreements)

AS 43.55.011(1), (Ordering of CI taxes against credits)

AS 43.55.023(i), (Transitional Investment expenditure credits),

and AS 43.55.160(c), (Monthly allocation of annual costs).

Section 64 Uncodified Laws

This section stipulates the applicability dates for each of the sections. In general, the new rules
would become effective January 1, 2008, except for the deferred maintenance/corrosion

provisions of .165 (e) (19) which would be retroactive to April 1, 2006.

Section 65 Auditors

This section would assign oil and gas auditors to exempt wervice.
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Sectional Analysis of Governor’s October 1 2007 Production Tax Legislation

Section 66 Retroactivity of Regulations

This section stipulates the dates on which the regulations implementing this statute could apply.

Section 67 Pending Applications

This section stipulates how to handle credit applications that are currently pending before the

Department and have not been approved.

Section 68 Regulations

This section would grant DOR and DNR the authority to adopt regulations necessary to

implement this legislation.

Sectioned Retroactivity

This provision explicitly provides that certain provisions of the act are retroactive to specific

dates.

October 7, 2007 16



Summary Comparison between Governor®s October 1, 2007 Production Tax Proposal and Current Law

Issue

Base Rate

IBase Tax Rate

Progressivity
Starting point

Tax/$ of Price Index
Average Value over

Gross Value Floor
Base

Rate
Credits further reduce floor tax?

Credits

Investment Credits

Loss Carry Forward Credits
Transitional Investment Credits

Exploration Credits

DNR approval reguired?
Confidentiality of well data

Pre-existing well

"DNR TIE" Credits for pre 2003 seismic
work?

Allowable Lease Expenditures

Use producer audits of operators?
DR&P Allowed?

Deferre :i Maintenance allowed?
Field Topping Plants allowed?
DED

10/&/2007
Matrix Summary

Current Law

Governor®s 10/1/2007 Proposal

as 4355.011 @) a (9 biii sections 15 a 17
22.50% j 25%
AS 4355011(g) A () Bill Sactions 17,16
$40 $30
0 25% 0.20%
month year

AS 4355.011(f)
Prudhoe & Kuparuk
ranges from 0% to 4%
Yes

AS 4355.023 and 55.025
Taken in year of investment

20%
Yes
AS 4355.025
In Cl, to avoid 3 mile limit
10 years

One drilling season

no

AS 4355.165
Yes
Some
Yes
Yes

page 1

Bill Section 15,16. 31-36, A 4142
North Slope
10%
No

Bill Section 2628, 3844 A 63
1/2 in each of two years
25%
No

Bill Section 36-44
Always
2 years
Two consecutive drilling seasons

5%

Bill Sections 5264

No
No
No
No



Summary Comparison between Governor®s October 1,2007 Production Tax Proposal and Current Law

Issue Current Law

State Purchase of Credits AS 4355.023(f) A (9)

"appropriations made by law"
$25 million

Paid from:
Annual dollar cap per taxpayer?

Information AS 43.05.230 and royalty statutas

none
if aggregated to "prevent the
identification of particular returns.”

forward looking information required
Disclosure of tax information

limited ability
limited ability

DNR sharing royalty information w/ DOR
DOR sharing tax information with DNR

Statute of Limitations AS 4305260

State assessment must be issued within 3yrs

DOR Auditors As 39.25.100
DOR auditors exempt employees? I no

Effective Date

Generally
Deferred Maintenance Rules

DED
10/872007

Matrix Summary page 2

Governor®s 10/1/2007 Proposal

Bill Saction 45 (AS 43.55.028)
oil and gas credit fund, funded from
production taxes
none

Bill Sactlons 29,1113, 498 61
information "necessary to forecast...
revenues under AS 43.55". Penalty up to
$1000 a day.

if aggregated w/2 other producers

expanded ability
expanded ability

Bill Sactlons 1,1450nowAS 43.55.075

6 yrs

Bill Sactlons 10, 65, 67
yes

Bill Section 64

Jan 12008
Apr 12006
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Stability

1)

Decision on Prudhoe Bay Satellites - Borealis, Midnight Sun, Orion, Polaris, Point
Mcintyre, and Aurora are integrated and collectively managed. Merely implemented the
intent of the statute. W hen you consolidate wells with PBU facilities the regulations
contemplate consolidation for tax purposes
PPT tax. The producers have generally opposed any changes to the ELF prior to the
SGDA negotiations. They liked the economics of ELF but knew they were going to have
to agree to some change inorder to get
a. Fiscal certainty under their contract
b. They werealso hoping for contract approval ifthey agreed to the change
c. They loston all counts.
i. They did notget the tax they “agreed to"
ii. They did not get any type of certainty on the tax
iii. They did not get the contract
The governor has called you back to review the tax because of the “cloud” on the tax. |
don'tthink this review will cause the world to see you as unstable. The industry will
certainly say itis true, but anyone who really looks underneath their rhetoric wil' know
the truth. They also know the truth. This is merely an evaluation of whatwas done - with
a possible early mid-course correction
Ifyou change the tax now and change itagain during the regular session, there may be

a problem.

Page 2



Alaska’s Prospectivity

a. State lands- less than 20% of the future potential are on state lands where we
receive both royalty and tax.
i. Puddles
ii. Heavy Oil - willcome back to this
b. NPRA - around 30% of future potential is in NPRA
i. No royalty but % the royalty comes back to the state firstas impact aid,
then to fund PCE then another fund before ithas a possibility to get to the
general fund. Of the millions of dollars that the state has received from
NPRA Idon'tthink any of ithas reached the general fund.
ii. Taxes - you still get taxes. But high costs will result in high opex and
capex.
c. Offshore 0CS - over50% of future potential is in the 0CS
No royalty
iil. No taxes
d. Whatis the future vision for oil
Gov should go tocongress and get us the same as the Gulf States have.
They get a share of the0OCS revenues because the feds recognize that
the local state jurisdictions are impacted by 0CS development - and they
canoppose itand prevent itfrom proceeding forward

1. This should be before shell drills any exploration wells
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2. Should work with the NSB to make sure that the operations in the
0CS minimize the impact to the environment and local
communities and subsistence culture

ii. Heavy oil should be encouraged because ithas the greatest chance on
state lands of contributing to the future revenue stream of the state

1. One of the slides yesterday showed the industry doing stress case
economics at $40. Commissioner Galvin stated that heavy oil will
be impacted around $41 dollars from the implementation of the
10% gross tax which means that we may actually create a
situation where we have prevented or slowed one of the most
prospective oil reservoirs on state lands by passing the gross
minimum tax.The minimum tax looks like itwas designed to
penalize heavy oil not help it

e. Alaska competitiveness -
i. We are a mature (between Colville and canning) province as far as oil is
concerned. Geology is king. Heavy oil and puddles
ii. NPRA has larger potential in the Alpine type range
iii. 0CS stillhas the elephants but at great cost and high environmental/legal
risk.
2) Gas
a. Pedro said the gas pipeline was uneconomic
b. Iwould call itindeterminate
i. Four things needed to say economic oruneconomic

1. Costs of the pipeline

2. Future price ofgas

3. Stability of the taxes and what they are

4. Internal Rate of Return/Project evaluation criteria
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3)

Timing

a.

The submittal of the proposals will not change the above substantially unless the
applicants accepts, transfers, or provides a way to handle some of the above
risks to the state’'s and the shipper’s satisfaction.
W hen the proposals come out at the end of November the state should review
the proposals then evaluate how they can help the state move the project
forward. The project is not a gasline through Canada or an LNG line to Valdez. It
ismonetizing the North Slope gas resource to the greatest benefit of the people
of the State of Alaska. ltmay mean making adjustments to the law in January. It
may mean taking a new course, italso may mean AGIA is working and all that
needs to be done is to implement it
ofdevelopment in general and gas pipeline development specifically.
A reasonahble timeline for gas pipeline development is at least 10 years. Anything
less than that you need to examine the proposal closely to make sure they are
not shortcutting process that may impact them and the state in the future.
A reasonable timeline for oil development depends on proximity to existing
facilities. E.g .,
i. Tarn took around 2 years and was probably one of the fastest because it
was near Kuparuk.
ii. 6 to8 years is a better estimate for prospects that are within 25 miles of
existing facilities.
iii. Around 10 years for projects that is more remote.
iv. These are rough rules of thumb thatdon'ttake in to consideration specific
environmental, logistics, cultural and subsistence issues of a particular

project -each of which could delay development for several years.
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ACES incentives

1) Legacy fields and all other existing fields.
a. Places a higher tax burden on them
h. Takes away the TIE credits
c. Ring fences certain credits.
2) Explorers
a. Places a higher tax burden on them
b. Gives them a guarantee of getting their tax credit giving them 2% to 3% extra
on their transferable credits
c. Moves netoperating losses to 25% carryover.

d. The costs of the higher tax exceed the credit benefit.
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summary

Someone asked yesterday what the governor's economic policy should be regarding

oil and gas.

I recommend a few things

1) Encourage heavy oil development; don't place penalties in frontof it.

2) Work with Congress to get our fair share of 0CS revenue before shell or any
other oil company drills in the 0CS .

3) Works with local communities to make sure theirconcerns are addressed before

development proceeds and so that responsible development can proceed.
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