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To: Senate Finance Committee 

Attn: Senator Bert Stedman 

Co-Chair, Senate Finance Committee 

From: David Wood 

Date: 25 February, 2010 

Re: Answer to Question & Request Raised by Senator Thomas during My 

Testimony Given Today (25 February 2010) 

The very pertinent and perceptive question asked earlier today by Senator Thomas sought 

information with respect to how might the gas dilution / cross subsidy effect identified in 

Alaska's current production tax rules have impacted the production taxes actually paid in recent 

periods had a gas line had been in operation at the time? 

In order to provide an indicative answer to this question I have taken the data for price, volume 

and costs (excluding Cook Inlet Gas) for fiscal year 2008 (i.e. July 2007 to June 2008), which is 

available from the Alaska Department of Revenue (DOR), Fall 2008 Revenues Sources Book 

(RSB), (Dec 2008). That period is selected because of the wide range of oil prices that prevailed 

and the fact that the ACES rules were in place. The three tables attached to this document 

provide the necessary data and calculations to establish the impact. 

Table 1 calculates the production tax for oil based on actual data showing the components of 

that calculation. As no gas is exported the calculations are based upon oil barrels only. This 

results in total production tax of $ 7.482 billion which is reduced by investment credits of 

$411.S million to $ 7.071 billion. The calculation shown essentially reproduces the figures from 

the RSB. 

Table 2 assumes a 4.5 bcf/day gas line and calculates production tax for this hypothetical gas 

stream on a stand-alone basis (i.e. not combined with oil). The calculation uses the U.S. 

wellhead natural gas prices from the EIA's records for the months in question. There would be 

some small differentials between these prices and AECO prices in Alberta, but I believe they are 

close enough for the purpose. I have also assumed gas transportation costs of $4.5/mcf 

($27/boe) and field costs (capital costs plus operating costs) of $400 million ($1.46/ boe) which 

are those used by Commissioner Galvin in the examples he provided from the DOR in his 
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testimony of 24 February 2010. This data computes a total production tax of $ 1.140 billion to 

which no investment credits are applied. 

By adding the computed production taxes in tables 1 and 2 the stand-alone oil and gas 

production tax for this FY 2008 (assuming 4.5 bcf /day) would be $8.622 billion (reduced to 

$8.211 billion by the deduction of $411.5 million investment credits). 

Table 3 calculates the production tax by combining the revenue cost and volume streams from 

table 2 to provide a combined oil and gas production tax calculation of $6.795 billion (reduced 

to $6.383 billion by the deduction of $411.5 million investment credits). 

For this period the loss to the State in production tax revenue caused by the cross subsidy 

effect of combining oil and gas in the production tax calculation would have amounted to: 

$6.795 billion less $8.622 billion = -$1.827 billion. 

This calculation is in line with the figures of potential loss in fiscal revenue discussed during the 

testimonies. 

Sincerely. 

David Wood 

dw@dwasolutions.com 

L-______________________________________________________________ . _______ __ 
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LEGAL SERVICES 
DIVISION OF LEGAL AND RESEARCH SERVICES 

LEGISLATIVE AFFAIRS AGENCY 
(907) 465-3867 or 465-2450 
FAX (907) 465-2029 

STATE OF ALASKA State Capitol 
Juneau, Alaska 99801-1182 

Deliveries to: 129 6th St., Rm. 329 Mail Stop 3101 

MEMORANDUM February 22, 20 I 0 

SUBJECT: Gas production tax limitation in AS 43.90.320 
(Work Order No. 26-LSI526) 

TO: Senator Tom Wagoner 

FROM: Donald M. Bullock Jr. 
Legislative Counsel 

You asked to what extent is the state bound by the tax exemption in AS 43.90.320. 1 The 
exemption in that section is offered to producers that commit to acquire fimn 
transportation capacity in the first binding open season of the gas pipeline project license 
under AS 43.90 (Alaska Gasline Inducement Act, "AGIA"). 

The exemption in AS 43.90.320 is statutory and not contractual. Under article IX, sec. I 
of the Alaska constitution, the state may not contract away its taxing authority except as 
otherwise provided in article IX. Article IX, sec. 4 authorizes the legislature to grant 
exemptions from tax "by law." The tax exemption in AS 43.90.320 is granted by law, but 
as a law, is subject to amendment or repeal by the legislature.' 

1 The amount of the exemption is described in AS 43.90.320(a), which reads as follows: 

(a) If a person qualified for a resource inducement under 
AS 43.90.300 agrees under (c) of this section, the person is entitled to an 
annual exemption from the state's gas production tax in an amount equal 
to the difference between the amount of the person's gas production tax 
obligation calculated under the gas production tax in effect during that tax 
year and the amount of the person's gas production tax obligation 
calculated under the gas production tax in effect at the start of the first 
binding open season held under this chapter. If the difference is less than 
zero, the gas production tax exemption is zero. 

(Emphasis added.) 

2 As you are aware, the legislature has faced the issue of whether a contractual limitation 
on oil and gas production taxes is pemnissible under the state constitution. If such a 
contract were allowed under article IX, the legislature could not pass a law that impaired 
the obligations of that contract because of the prohibition in article I, sec. IS. In 
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Senator Tom Wagoner 
February 22, 20 I 0 
Page 2 

While a person offered the exemption may reasonably expect that the legislature would 
allow the exemption to continue during the specific IO-year period described in 
AS 43.90.320(b), the continuation of the exemption is subject to legislative discretion. A 
similar statutory tax incentive was offered in AS 43.55.011(b) (repealed, sec. 34, ch. 2, 
TSSLA 2006), in which new oil production was taxed at the rate of 12.25 percent of the 
gross value at the point of production for the first five years, and IS percent thereafter. 
That tax incentive was in place from its enactment in 1981 until its repeal in 2006. 

Although the exemption in AS 43.90.320 is offered to producers, a change in the law that 
reduces the value of the inducement may affect the license agreement with the AGIA 
licensee. The state and the AGIA licensee have a contract under which, in return for 
commitments and costs incurred by the licensee to develop the pipeline project, the state 
shares the costs and offers the services of the Alaska Gasline Inducement Act 
coordinator.' The royalty and tax exemption inducements are offered as incentives to 
commit to acquire firm transportation capacity in the pipeline project. If the legislature 
removes or reduces the inducements and the first binding open season fails to produce 
sufficient commitments for the project to move forward, the licensee may claim the state 
reduced the value of its exclusive license, contrary to article I, sec. IS of the state 
constitution. 

As a practical matter, the licensee's open season is expected to begin May I, 20 I 0, and 
the inducements are only offered during this first open season. If no firm commitments 
are received, the inducements expire. If firm commitments are received, the inducements 
take effect for the I O-year period described in AS 43.90.320(b), unless amended by law. 

If! may be of further assistance, please advise. 

DMB:ljw 
1O-118.ljw 

AS 43.90.320, the state offers an exemption in the amount of any increase In gas 
production tax liability during the designated period. 
, AS 43.90.11 O(a). 




