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Callan’s Capital M arket Projection Process
Economic Outlook Drives OurProjections

Evaluate the current environment and economic outlook for
the U.S. and other major industrial countries:
- Business cycles, relative growth, inflation.

Examine the relationships between the economy and asset
class performance patterns.

Examine recent and long-run trends in asset class
performance.

Apply market insight:
- Consultant experience -Plan Sponsor, Manager Search, Specialty

- Industry consensus
- Client Policy Review Committee

Test the projections for reasonable results. 2




Capital M arket Expectations as a Set

Relationships between asset class assumptions are as
Important, or more important, than the individual asset class
level of assumptions, with the following relationships being
most Important:

- Inflation versus cash equivalents.

- Fixed income returns versus inflation.

- Stock returns versus bonds -the equity premium.

- Large capitalization versus small capitalization eqifties.

- U.S. equity versus international equity.

These relationships will have a strong effect on the
generation of efficient asset mixes using the optimizer.



The Capital Markets - Context
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Brief Overview

Economy

- Recovery
e Consumer
* Investment spending
» Housing

* Energy
e Dollar

- Inflation
Capital Markets
- Bonds

- Slocks

- Projections
- Efficient Frontier



Consumer Spending: Slowdown or Retreat?

e Consumer spending carried the economy since 2000, fueled by low
Interest rates, tax cuts, and a housing boom.

e The housing boom triggered a “wealth effect” on confidence and
spending, and encouraged the extraction of home equity.

e However.
- Savings rate is low,
- Tax Cuts are Over,
- Interest rates are rising,
- The housing market shows signs of cooling, and
- Energy costs are substantially higher.
 Most observers expect the housing bubble to lizzie rather than pop.

e The bursting of the housing bubble has replaced deflation as the next
disaster sure to strike.




2005 Best Year forJob Growth Since 2000

Employment finally surpassed the February 2001 peak in January 2005.
(Employment -percent change, annual rate)

1999 .4 2004 200 2003 2004 2005



Real Consumer Spending Has Outpaced

Reallncome Growth

(Percent Growth)

2003 2004 2005 2006 2007

m Consumption O Disposable Income

.1 Source: Global Insight
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Cash Generated from Mortgages

Stimulating Consumer Spending
source AllianccBernstein/CI 1/30/06

Mortgage Growth in Excess of % of Personal Consumption
New Housing Investment Expenditures
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Equity Extraction from Housing

Was Huge in 2005

source: Alliance Bernstcin/CIl 1/31/06
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O il Prices Are H itting New Highs...

($/barrel, WTI and deflated by CPI)

— Oil price (WTI) — 2006dollars
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The U.S. Current Account Deficit Heading
to $900 B illion in 2006

* 2006 forecast - Global Insight

| ICurrent Account Deficit — Deficit as % of GDP



oChange Year an Year

INFLATION HISTORY
Source Western Asset Management/CII 1/31/06



Composition of Bond Returns
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Oil

Fve Year Return (%, Annualized)
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Annual Return Histogram for S&P 500

Distribution of S&P 5(H) Annual Returns
(1926-2005)
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Price/Earnings Ratio

Equity Is Now More Reasonably Priced
Tratling P/E Approaching Long-Run Average

Irailiim earnings as rcpnricd P»rthe fiscal scat, intitules ncgatiu’earnings from IW8 ormaul



Domestic Equity vs. Bond Yields

S&P 500 Earnings Yield vs. 10-Year Treasury Yield
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2006 Capital M arket Projections

Modest changes from last year’s projections. Not much has changed in the
environment except that Fed executed policy exactly as expected.

Inflation Is nudged up to 275% which implies moderation from current levels.

Cash returns reflect higher short-term yields, a real return of 125% and
expectations that interest rates will peak in 2006

Bond returns are set at 5.0%
- Reflects current yield-to-worst, with no adjustment.

- Project upward sloping yield curve (if only slightly so), with a very small risk
premium for bonds over cash (1.0%).

%ny returns built from fundamentals: 3-4%real GDP growth which means
l(a/chS% nominal earnings growth, 2%dividend yield, 0.5%-I% “buyback”
yie

Real estate return held at 7.6% reflectlngi Income expectations as high as 8% but
acknowledging rich levels of property valuations.

Private equity return held at 12% a 3% premium over public markets.

Premium of international equity over domestic will continue to be narrowed,
reflecting recent performance and relative valuations. A



2006 Capital Market Projections
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APFC Current Policy With 2006-2010
Projections

Portfolio

Component Max Mix 1 Mix 2 Mix 3 APFC-11-05 Mix 4 Mix 5
Large Cap 100 16 21 27 29 34 40
Small/Mid Cap 100 4 5 6 6 8 9
International Equity 100 7 9 12 16 15 18
Emerging Markets Equity 100 1 1 2 2 2 3
Private Equity 4 2 4 4 4 4 4
Domestic Fixed 100 55 45 33 25 21 10
Non US Fixed 100 5 4 4 4 3 2
Real Estate 100 6 7 8 10 9 10
Absolute Return 4 4 4 4 4 4 4
Cash Equivalents 100 0 0 0 0 0 0
Totals 100 100 100 100 100 100
Expected Return 6.50 7.00 7.50 7.77 8.00 8.50
Standard Deviation 7.30 8.91 10.64 11.61 12.43 14.27
Sharpe Ratio 0.45 0.42 0.40 0.39 0.38 0.37

Note that private equity and absolute return have heen constrained to
4% n each area. Also note that high yield bonds A commodities were not
explicitly modeled.
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Register 200 REVENUE

»

15 AAC 137 is amended by adding new sections to read:

ARTICLE 4. ALASKA PERMANENT FUND CORPORATION
OPERATIONAL ACTIVITIES

Section
610. Confidential records

15 AAC 137.610. Confidential records, (a) The APFC may preserve the
confidentiality of information that discloses the particulars of the business or the
affairs of a private enterprise or investor if the executive director concludes that

such disclosure would

(1) unfairly prejudice the ability of the APFC or its investment

managers to invest and manage fund assets;

(2) reveal trade secrets or technical data reasonably held as
confidential in the finance industry;

(3) reveal matters, the immediate knowledge of which would clearly
have an adverse effect upon the finances of the APFC or the permanent fund,
including information relating lo pending transactions or investments under
consideration; or

(4) violate provisions of applicable law.

(b) In taking ae ion under this section to preserve confidentiality, the
executive director may declare specific records of the APFC, or appropriate

portions of specific records, including documents submitted lo the APFC that were



Register 200 REVENUE

prepared by others, to be confidential and exempt from the public disclosure
provisions of AS 40.25.110 and AS 40.25.120 based on
(1) express determination of the board,;

(2) guidelines of the board,
(3) confidentiality provisions included in contracts; or

(4) confidentiality provisions in requests for proposals or invitations
to bid.
(©) For purposes of AS 37.13.200 and this section, "private enterprise or
investor” includes investment managers, advisors, consultants, counsel, issuers of

securities, and borrowers. (FIT. [ /2005.Register )

Authority: AS 37.13.200 AS 37.13.206 AS 44.62.310(c)

ARTICLE 5. GENERAL PROVISIONS

Section
990. Definitions

15 AAC 137.990. Definitions. Unless the context indicates otherwise, in

15 AAC 137.610- 15 AAC 137.990,

(1) "APFC" means the Alaska Permanent Fund Corporation

established under AS 37.13.040;

(2) "executive director” means the executive director of the APFC:
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(3) "permanent fund” has the meaning given "fund” in
AS 37.13.900. (Eff. [ 72005. Register )

Authority: AS 37.13.200 AS 37.13.206
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15 AAC 137 is amended by adding new sections to read:

ARTICLE 3. ALASKA PERMANENT FUND CORPORATION
INVESTMENT ACTIVITIES

Section

410. Purpose of 15 AAC 137.410-15 AAC 137.530

420. Permanent fund investments; institutional quality

430. Fixcd-incomc investments

440. Publicly traded equity investments

450. Real estate investments

460. Alternative investments; other investment types and strategies
470. Interests in collective or commingled investment funds
480. Foreign currency transactions

490. Short-selling

500. Leverage

510. Lending of permanent fund-owned securities

520. Form of asset holdings

530. Investments not otherwise permitted

15 AAC 137.410. Purpose of 15 AAC 137.410 - 15 AAC 137.530. 'flic

purpose of 15 AAC 137.410- 15 AAC 137.530 is to implement the authority

granted the APFC Hoard of Trustees under AS 37.13.120(a) to specifically

designate the income-producing investments eligible for permanent fund

investments. (EIT. 01/01/2006, Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4, ch. 46. SLA 2005
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15 AAC 137.420. Permanent fund investments; institutional quality.
All permanent fund investments must be of a quality considered acceptable by
other prudent institutional investors, including endowments. (EIT. 01/01/2006,

Reg. )

Authority: AS 37.13.120 AS 37.13.206 See. 4, ch. 46, SLA 2005

15 AAC 137.430. Fixed-income investments, (a) The assets of the
permanent fund may be invested in the following fixed-income investments:

(1) obligations of, or obligations insured by or guaranteed by, the
United States or agencies or instrumentalities of the United Stales;

(2) obligations secured by reserves paid in by the United States or
agencies or instrumentalities of the United States or obligations of corporations in
which the United Stales is a shareholder or member;

(3) certificates of deposit and term deposits of United States
domestic banks that are members of the Federal Deposit Insurance Corporation
and that may be readily sold in a secondary market at prices reflecting fair value or
that arc fully secured at all times as to payment of principal and interest as

described in (b) of this section;
(4) certificates of deposit and term deposits of federally chartered
savings and loan associations in Alaska that are fully secured at all limes as to

payments of principal and interest as described in (bj of this section:
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(5) certificates of deposit and term deposits of mutual savings banks
in Alaska that arc fully secured at all times as to payments of principal and interest

as described in (b) of this section;

(6 ) fixed-term certificates of indebtedness of federally insured credit
unions in Alaska that are fully secured al all times as to payments of principal and

interest as described in (b) of this section;

(7) debt instruments that ha ¢ been issued by domestic entities and
that are rated investment grade, or debt instruments of comparable quality issued

bv nondomestie entities;

(8) subject lo (d) of this section, debt instruments that have been
issued by domestic or nondomestie entities that are rated below investment grade
or are unrated;

(9) short-term

(A) promissory notes that have been issued by domestic

entities and that arc rated investment grade: or

(13) promissory notes ol comparable quality issued by

nondomestie entities;

(10) subject to <d) of this section, short-term promissory notes that
have been issued by domestic or nondomestie entities that are rated below

investment grade or are unrated;
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(11) bankers' acceptances drawn on and accepted by United States
banks each of which has a combined capital and surplus aggregating at least

$200,000,000;
(12) repurchase agreements and reverse repurchase agreements, the

securities underlying the agreements being any of the items listed in (1) - (6) of

this subsection:

(13) the portions of business and industrial loans made under the
Rural Development Act of 1072 that are guaranteed by the Farmers Home

Administration;

(14) the guaranteed portion of Farmers Home Administration loans;
(15) certificates of deposit, term deposits, or bankers' acceptances,
that are issued by a United Stales or nondomestie bank or trust company located
outside of the United Stales and are denominated in United Stales or nondomestie
currency if either
(A) those instruments may be readily sold in a secondary
market al prices reflecting fair value; or
(B) the issuing bank or trust company has capital, surplus,
and retained earnings at the dale of issue equaling at least $5()0,)()().00();
(16) securities of nondomestie governments and nondomestie
government agencies, the principal of. or interest on. which is payable in either

United States dollars or nondomestie currencies;
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(17) taxable or tax-exempt municipal or state debt instruments
whether supported by revenues, general obligations, or guarantees;

v1iS shares in a money market or short-term investment fund that
has either collateral securities of a type authorized elsewhere in this section as

acceptable collateral or securities of similar quality lo those authorized elsewhere

in this section as acceptable collateral;

(19) fixed-income derivatives, including forwards, futures, options,
collateralized securities, structured notes, and swaps, including credit default

swaps;

(20) debt instruments issued by an entity described in 15 AAC

137.450(a)(3).
(h) Except for investments made under (a)( 15) of this section, certificates
of deposit or the equivalent instruments that are not of a quality that may be

readily sold in a secondary market at prices reflecting fair value must be secured

by a pledge as collateral of

<l) investments authorized for the permanent fund under (a)( 1). (2).

or (4) of this section;

(2» obligations ofthe Slate of Alaska or instrumentalities ot the stale

that are rated at least "A" by a major bond rating service and have a demonstrated

secondary market; or

(3) letters of credit issued by an agency of or enterprise sponsored

by the United States Government, including the Government National Mortgage
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Association, the Federal National Mortgage Association, and the Federal Home
Loan Mortgage Corporation.

(c) Investments or obligations pledged as collateral under (b) of this
section must have value at least equal to the lace value of the certificates of
deposit being secured. The APFC may require substitution of collateral in order to
ensure continued satisfaction of the requirements set out in (b) of this section.

(d) The aggregate value of investments made under (a)(8) and (10) of this
section may not exceed 15 percent of the total value of the permanent fund. (EIf.

01/01/2006, Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4. ch. 46. SLA 2005

15 AAC 137.440. Publicly traded equity investments. The assets of the
permanent fund may be invested in the following publicly traded equity
investments:

(1) preferred and common stocl and other equity interests in entities
organized in the United States and elsewhere, including ordinary shares,
convertible debt securities, initial public offerings (IPO's), exchange traded funds
(FTPs). American depository receipts (ADR's), American depository securities
(ADS’s). global depository securities (GDS’s), and grantor trusts;

(2) equity derivatives, including forwards, futures, options, swaps,
collateralized securities, and structured notes. (Ell 01/01/2006, Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4. ch. 46. SLA 2005
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15 AAC 137.450. Real estate investments, (a) The assets of the

permanent fund may he invested in the following real estate investments:

(1) equity interests in, debt obligations secured by mortgages

granting a lien on, and other structured investment forms to finance, real estate
that is located in the United States, is professionally managed, and is
(A) improved by completed and substantially rented
buildings;
(B) located within the market area of real property in which
the permanent fund holds an existing interest and is acquired
(i) lor the purpose of creating or adding to a portfolio
of similar properties; or
(i) lo retain or service the needs of existing tenants; or
(C) timberland or other agricultural land;
(2) subject to (b) of this section, equity interests in. debt obligations
secured by mortgages granting a lien on, and other structured investment forms to
finance, real estate that is located outside the United States, so long as the property

otherwise meets the requirements of (1)(A) or (B) of this subsection;

(3) subject to (e) of this section, equity interests in entities formed to
develop for commercial purposes vacant or underdeveloped real estate located in
the linilcd Stales that, when completed and occupied, would meet the

requirements of (1 )(A) of this subsection;
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(4) interests in a titlcholding entity, real estate investment trust, real

estate operating company, or other entity whose assets consist predominantly of
(A) properly of atype in which the APFC is otherwise

permitted o invest permanent fund assets under (1), (2), or (3) of this

subsection; or

(B) interests in other entities in which the APFC is permitted
to invest permanent fund assets under (4)(A) of this subsection,
(b) The aggregate value of investments made under (a)(2) of this section
may not exceed five percent of the total value ofllie permanent fund.
(c) The aggregate value of investments made under (a)(3) of this section

may not exceed five percent of the total value of the permanent fund. (FIT.

01/01/2006. Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4. eh. 46, SLA 2005

15 ACC 137.460. Alternative investments; other investment types and

strategies, (a) The assets of the permanent fund may be invested in the following

additional investment types and strategies:

11> limited liability private equity investment entities and lunds-of
funds whose investments and investment strategies include one or more of the

following approaches:

(A) acquisitions, including buyouts, growth buyouts,

platform add-ons, and industry consolidation;
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(B) venture capital, including seed, early, middle, lute,

expansion, and diversified,;

(C) debt, including mezzanine/subordinated debt, distressed
debt, and venture leasing/debt;
(D) special situations, including industry-focused,
turnaround, and diverse;
(H) other, including secondaries;
(2) co-investments with entities and funds of funds described in (1)
of this subsection;
(3) limited liability hedge fund investment entities and funds-of

funds whose investments and investment strategics include one or more of the

following approaches:

(A) relative value, including equity market neutral, fixed

income arbitrage, and convertible arbitrage;

(B) event-driven, including merger arbitrage, distressed
securities/discounted bank debt, and special situations;

(C) direciional/lactical/opportunistic, including long-short

equity, managed futures, and global macro;

(«t) commodities and commodity-linked securities and derivatives,

including forwards, futures, options, swaps, and structured notes;

(5) hybrid investments and strategies; these investments may

include domestic, nondomestie, public and private market equity, or fixed income
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securities, financial derivatives, and short positions in publicly traded domestic
and international equity and fixed income securities;

(6) managed futures funds.

(b) An investment under (a) of this section may be nr dc only

(1) through an investment manager under contract with the APFC
with demonstrated skill and experience investing in the specific investment type or
strategy authorized under (a); or

(2) on the recommendation and advice of an independent fiduciary
retained by the APFC to evaluate a specific proposed investment or investment

strategy. (FIT. 01/01/2006, Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4, eh. 46, SLA 2005

15 AAC 137.470. Interests in collective or commingled investment
funds. The assets of the permanent fund may be invested in shares or other
interests in collective and commingled investment funds that invest predominantly
in investments otherwise permitted under 15 AAC 137.410 - 15 AAC 137.530.

(FIT. 01/01/2006. Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4. ch. 46. SLA 2005

J5 AAC 137.480. Foreign currency transactions. A manager of
permanent fund assets may, with the prior approval of the executive director or the

chief investment officer, utilize foreign exchange transactions. Such transactions

10
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include currency forwards, futures, swaps, and options, as well as currency
strategics, including hedging, cross-hedging, and long or short directional

strategics. (HIT. 01/01/2006, Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4, ch. 46, SLA 2005

15 AAC 137.490. Short-selling. In addition to the specific authority for
the use of short-selling strategies granted under 15 AAC 137.460, a manager of
permanent fund assets may. with the prior approval of the executive director or the
chief investment officer and consistent with the limitations on the use of leverage
provided under 15 AAC 137.500, utilize short-selling as a part of the manager's

overall investment strategy. (EIf. 01/01/2006. Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4, ch. 46. SLA 2005

ISAAC 137.500. Leverage, (a) A manager of permanent fund assets
may. \vith the prior approval of the executive director or chief investment officer,
utilize leverage as part of the investment strategy for the portfolio for which the
manager is responsible, so long as the creditor’s recourse on the leverage amount is

(1) not a general obligation of the permanent fund or the APFC: and
(2) is limited to either

(A) the permanent fund assets for which the manager acts as

manager: or

(B) other specific assets ol the permanent fund.
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(b) A manager of permanent fund assets shall use leverage, if at all, in a
prudent manner that is consistent with leverage applied by professional asset
managers using similar investment strategics. (Eff. 01/01/2006, Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4, eh. 46, SLA 2005

15 AAC 137.510. Lending of permanent fund-owned securities.
Securities purchased by or otherwise held for the permanent fund may be loaned
to securities dealers or financial institutions, provided the loan is collateralized by
cash or securities having a market value of at least 102 percent of the market value
of securities loaned (Eft* 01/01/2006, Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4, ch. 46, SLA 2005

15 AAC 137.520. Korin of asset holdings. Unless otherwise provided in
15 AAC 137.410- 15 AAC 137.530, the APFC may invest permanent fund assets
directly in the name of the permanent fund, through a limited liability entity,
including a corporation, limited partnership, limited liability partnership, or
limited liability company, or through a collective or commingled investment fund.

including a lund-of-funds. (FIT. 01/01/2006. Reg. )

Authority: AS 37.13.120 AS 37.13.206 See. 4, ch. 46. SLA 2005

15 AAC 137.530. Investments not otherwise permitted, (a) The

permanent land may hold assets not otherwise authorized under 15 AAC 137.410

15 AAC 137.520 that

12
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(1) were held by the permanent fund before January 1, 2006;

(2) are distributed to the permanent fund as the result of a

liquidation of other assets held by the fund; or

(3) are acquired by a manager of permanent fund assets because the
assets are included in an investment index that is applied by the APFC to measure

that manager's investment performance.

(b) The permanent fund may hold an asset described in (a) of this section
so long as holding the asset satisfies the prudcnl-invcslor rule stated in

AS 37.13.120(a).

(c) 'Flic APFC must liquidate, restructure, or otherwise bring into
compliance a permanent fund investment that ceases to satisfy the prudent investor

rule staled in AS 37.13.120(a) within six months alter the asset first fails to satisfy

that rule. (Eff. 01/01/2006. Reg. )

Authority: AS 37.13.120 AS 37.13.206 Sec. 4, ch. 46. SLA 2005

15 AAC 137.990 is repealed and readopted to read:

15 AAC 137.990. Definitions. Unless the context requires otherwise, in

15 AAC 137.410 - 15 AAC 137.990

(1) "APFC" means the Alaska Permanent Fund Corporation

established at AS 37.13.040;

13
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(2) "chief investment officer”™ means the chief investment officer of
the APFC;

(3) "co-investment™ means a direct investment of permanent
fund assets in ail entity at the same time and on the same economic terms as

an investment of permanent fund assets in that entity made through a private

equity fund under 15 AAC 137.460(a)(1);

(4) "collective or commingled investment fund™ means an entity
whose purpose is to direct the collective investment of assets, including a common
trust fund, a collective trust fund, a unit investment trust, an open-end or closed-
end mutual fund, an open-end or closed-end registered investment company, or
any other collective or commingled investment vehicle that is engaged primarily
in the purchase and sale of securities or other assets;

(5) "commodities" means

(A) materials, such as gold, copper, silver, and petroleum;

(11) limber and other agricultural crops;

(C) foods;

(D) other natural resources; and

(li) products of the items identified in (A) - (D) of this
paragraph;

(6) "derivative' means an instrument whose value, usefulness, and

marketability is dependent upon or derives from an underlying asset; classes of

14
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derivatives include futures contracts, options, forward contracts, including
currency forward contracts, swaps, and options on futures;

(7) ™derivative based strategy™ means an investment strategy used
by investors that invest in markets typically dominated by derivative instruments;

(8) ™executive director’” means the executive director of the APFC;

(9) "hybrid investment or strategy' means a multi-part investment
that may include hedge funds, arbitrage funds, derivative-based strategies,
strategic block investment funds, or crossover funds where the underlying
investments consist of both public and private investments, including both debt

and equity instruments;

(10) "includes™ or "including™ has the same meaning given in
AS 01.10.040;

(11) "investment grade” means a Standard & Poor’s Corporation
rating BUB or better, or Moody’ Investors Service, Inc., rating of Baa or better,
including a rating with a "+" ordesignation or other variations that occur
within these ratings, or a comparable rating by another nationally recognized
rating organization or by a recognized rating service in the jurisdiction of the
issuer;

(12) "leverage'™ means the use of various financial instruments or
borrowed capital, such as margin, to increase the potential return ol an investment;

(13) "manager of permanent fund assets” means an individual, firm,

or other entity that, either by contract or employment with the APFC, has
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responsibility for the investment and management of it portion of the assets of the

permanent fund;

(14) "permanent fund™ has the meaning given "fund™ in

AS 37.13.900;

(15) "security' means an instrument that signifies an ownership
position in a corporation or other private entity, a creditor relationship with a
corporation, other private entity, or governmental body or entity, or rights to
ownership such as those represented by an option, future or forward contract,

subscription right, or subscription warrant; *security" includes

(A) stocks, bonds, convertible bonds, bills, notes, debentures,
bankers acceptances, commercial paper, certificates of deposit, and shares
of a real estate investment trust or real estate operating company;

(H) the types of securities identified under (A) of this
paragraph purchased on a when issued basis; and

(C) combinations of the types of securities identified under
(A) and (li) of this paragraph issued as a single instrument;

(16) "short-selling™ means

(A) the selling of a security that the seller does not own; or

(1i) any sale that is completed by the delivery of a security

*

borrowed by the seller. (Eff. 01/01/2006, Reg.

Authority: AS 37.13.120 AS 37.13.206 Sec. 4. ch. 46, SLA 2005

16
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A BILL
FOR AN AC | ENTITLED
"An Ad repealing' the oil production lax and iptx production tax and providing for a
production tax on the net value of oil and uax; relating to the relationship of the
production lax to other taxes: relating to the dates tax payments and surcharges are due
under AS 43.55; relation to interest on overpayments under AS 43.55: relation to the
treatment of oil and nss production tax in a producer's settlement with the royalty
owner; relation to flared n:s. and to oil and n”s used in the operation of a lease or
property, under AS 43.55; relation to the presallinn \alue of oil or j*as under AS 43.55:
providinn for tax credits anainst the lax due under AS 43.55 for certain expenditures,
losses, and surcharnes: relation to statements or other information required to he filed
with or furnished to the Department of Revenue. and relation 11 the penalty for failure
to file certain reports, tinder \S 43.55; relation to the powers of the Department of

Revenue, and to the disclosure of certain information required to lie furnished to the
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Department or Revenue, under AS 43.55; relating to criminal penalties for violating

conditions governing access to and use of confidential information relating to the oil and

gas production tax; relating to the deposit of money collected liy the Department of

Revenue under AS 43.55; relating to the calculation of the gross value at the point of
production of oil or gas; relating to the determination of the net value of taxable oil and
gas for purposes of a production tax on the net value of oil and gas; relating to the

definitions of 'gas,” 'oil," and certain other terms for purposes of AS 43.55; making

conforming amendments; and providing for an effective date.”

9BK IT KNACTED BV THE LEGISLATURE OFHIE STATE OF ALASKA:

10
n
12
13
14
15

21

o
23
24
25
20

* Section I. The uncodilied law of the State of Alaska is amended by adding a new section

to read:
INTENT OF SEC 11 OF THIS ACT. I' is the intent of the legislature through sec.

of this Act to confirm In clarification the long-standing interpretation of AS 43 55 020(0 by

u

the Department of Revenue.

*Sec. 2. AS 43 20.031(c) is amended to read
<:) In computing the tax under this chapter, the taxpayer is not entitled to

deduct any taxes based oil or measured by net income. The laxpaxer max deduct the
tax levied and paid under AS 43.55.

* Sec. 3. AS 43.20072(b) is amended to read
Ib) A taxpayer's business income to be apportioned under this section to the

state shall be the leder.il taxable income of the taxpayer's consolidated business for the
tax penod, except that

11) taxes based on or measured by net income that arc deducted in the
determination of the federal taxable income shall be addcii back, ilu- tax lexied and
paid under As 43.55 max not hr added back;

(2) intangible drilling and development costs that are deducted as

expenses under 26 I' S (" 263(c) (Internal Revenue Code) in the determination ol the

federal taxabl income shall be capitalized and depreciated as if the option  treat

MIO.W.X
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them as expenses under 26 U.S.C. 263(c) (Internal Revenue Code) had not been
exercised;

(3) depiction deducted on the percentage depletion basis under 26
U.S.C. 613 (Internal Revenue Code) in the determination of the federal taxable income
shall be recomputed and deducted on the cost depletion basis under 26 U.S.C. 612
(Internal Revenue Code); and

(s) depreciation shall be computed on the basis of 26 U.S.C. 167
(Internal Revenue Code) as that section read on June 30. 1981.

*Sec. 4. AS 43.05.230(1) is amended to read

(0 A wilful violation of the provisions of this section or of a condition
imposed under AS 43.55.040( I)(K) is punishable by a fine of not more than Sf.000.
or by imprisonment for not more than two years, or by both.

*Sec. 5. AS 43.55.011(a) is repealed and reenacted to read.

(a) There is levied upon the producer of oil or gas a tax for all oil and gas
produced each month from each lease or property in the state, less any oil and gas the
ownership or right to which is exempt from taxation Ihe tax is equal to 20 percent of
the net value of the taxable oil and gas as calculated under AS 43 55 160.

*Sec. 6. AS 43 55 017(a) is amended to read

(a) I:\cept as provided in this chapter, the taxes imposed by this chapter are in
place of all taxes now imposed by the slate or any of its municipalities, and neither the
state nor a municipality may impose a tax upon

11) producing oil or gas leases;
(2) oil or gas produced or extracted in the state.
(3) the value of intangible drilling and development costs, as defined
in 26 1.S.C. 263(e) (Internal Revenue Code), as amended tlmuieli January I
1074 (liXIM.ORA 1ION L\IM-.NSI S).
*Sec. 7. AS 43.55.020(a) is icpcalcd and rccnacicd to read

(at The production tax on oil and gas shall be paid as set out in this subsection
Ninety percent ol the tax levied under AS 43 55 <3 |. net of any credits applied under
this chapter, is due on the last day of each calend.n month on oil and gas produced

from each lease or property during the preceding month Ilie remaining portion ol the
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lax levied under AS *13.55,011 net of any credits applied under this chapter, is due on
March 31 ofllie year following the calendar year during which the oil and gas were
produced. An unpaid amount of tax that is not paid when due in accordance with this
subsection becomes delinquent. An overpayment of tax with respect to a month may
be applied against the tax due for any later month. Notwithstanding any contrary
provision of AS 43.05.280, interest on an overpayment is allowed only from a date
that is 90 days after the later of (1) the March 31 described in this subsection; or (2)
the date that the statement required under AS 43.55.030(a) and 43.55.030(e) to be filed

on or before that March 31 is tiled. However, interest is not allowed if the
overpayment was refunded within the 90-day period.

*S-e. 8. AS 43.55.020(b) is amended to read;
tb) The production tax on oil and [OR] gas shall be paid by or on behalf ol the

producer.

* See. 9. AS 43.55.020(d) is amended to read:
(d) In making settlement with the royalty owner with respect to oil or »as
that i\ taxable under AS 43.55.011. the producer may deduct the amount of the tax
paid on taxable royalty oil and [OK] gas, or may deduct taxaly ¢ royalty oil or gas
equivalent in value at the tune the tax becomes due to the amount of the tax paid.
t’nlcss otherwise at;reed between the producer and the royalty owner, the
amount of the tax paid oil taxable roxaltv oil and gas for a month is deemed to bo
the product ol llul Quantity of that taxable rovaltx oil and gas produced during
the month times the Quotient ofllie producer's total tax liability for the month of
production under \S 43.55.011 divided hx the producer's total unantitx of
taxable oil anil gas, oilier llian roxaltx oil and gas, produced (rom all leases and
properties in the slate during the month. | nr purposes of the product calculated
under this subsection, (300(! cubic leel of gas are considered lo be eonhnlcn! in
amount to one barrel ol oil.
* Sec. It). AS 43 55 i>2<i(c) is repealed and reenacted to tead
(e) (».is Hared, released, or allowed to escape in excess of the amount

authorized by the Alaska Oil and Gas Conservation Commission is considered, for the

purpose of AS 43 55.011 *43 55 If>0. as gas produced front a lease or property Oil or

o4 SHIHIS \

M1 105
rrMt vh.ti'titr.” i trm :i'0 ti:xt i<Mc*r:tr



24-GS2052VA

gas used in the operation of a lease or property in the state in drilling for or producing

2 oil or gas. or for repressuring, except to the extent determined by the Alaska Oil and
3 Gas Conservation Commission to be waste, is not considered, for the purpose of
4 AS 43.55.011-43.55.160, as oil or gas produced from a lease or property.
5 * See. 11. AS 43.55.020(0 is amended to read:
ft (0 Ifoil or gas is not sold, nr if oil or gas is sold under circumstances where
7 the .le price docs not represent the prevailing value for oil or gas of like kind,
8 character, or quality in the Held or area from which the product is produced, the
9 department may require the tax to be paid upon the basis of the value of oil or gas of
10 the same kind, quality, and character prevailing during the calendar month of
11 production for that field or area.
12 *See. 12. AS 43.55 is amei ded by adding a new section »o read:
13 See. 43.55.* 24. Tax credits for certain losses and expenditures, (a)
M Notwithstanding that a qualified capital expenditure may be a deductible lease
15 expenditure for purposes of calculating the net value of oil and gas under
16 AS 43.55.160(a). a producer or explorer that incurs a qualified capital expenditure
17 may also elect to take a lax credit in the amount of 20 percent of that expenditure,
IS utiles , a credit for that expenditure is taken under AS 43.55.025. A credit under this
19 subsection may be applied only against a tax due under AS 43 55 Oil - 43.55.lot).
20 Only for a calendar year for which the producer makes an election under
21 AS 43.55 160(0, a producer that incurs a qualified capital expenditure during that year
and that wishes to apply a credit based on Mat expenditure against a tax due under
23 AS 43.55.011 » 43.55.160 shall calculate and apply every month an annuali/cd tax
24 credit in an amount equal to one and two-thirds percent ol the total qualified capital
25 expenditures incurred during that year and for which the tax credit is taken for that
26 year, instead of taking a tax credit of 2< percent of each separate qualified capital
27 expenditure after it has been incurred.
28 (b) A producer may elect to take a tax credit m the amount of 20 percent of a
2% carried-forward annual loss A credit under tins subsection may be applied only
30 against a lax due under AS43 55 | 4355 160 |or puiposes ol tins subsection, a
31 earned-forward annual loss is the amount of a producer's adjusted lease expenditures
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under AS 43.55.160 for a previous calendar year that was not deductible in anymonth

under AS 43.55.160(a) and (b).

(c) A credit under this section may not be used to reduce a person's tax
liability under AS 43.55.011- 43.55.160 for any month below zero;any portion ofa
credit not used for that reason may be applied in alater month.

(d) A person entitled to take a tax credit under this section that wishes to
transfer the unused credit to another person may apply to the department for a
transferable tax credit certificate. An application under this subsection must be on a
form prescribed by the department and must include supporting information and
documentation that the department reasonably requires. The department shall either
grant or deny an application, or grant it as lo a lesser amount than that claimed and
deny it as to the excess, no later than 60 days after the latest of (1) March 31 of the
year following the calendar year in which the qualified capital expenditure or carricd-
forward annual loss for which the credit is claimed was incurred; (2) if the applicant is
required under AS 43.55.030(a) anil 43.55.030(e) to file a statement on or before the
March 31 described in (1) of this subsection, (lie date the statement was filed; or (3)
the date the application was received by the department. If. based on the information
then available to it. the department is reasonably satisfied that the applicant is entitled
to a tax credit, the department shall issue the applicant a transferable tax credit
certificate for the amount of the credit. A certificate issued under this subsection does
not expire.

(e) A person to which a transferable tax credit certificate is issued under (d) ol
this section may transfer the certificate to another person, and a transferee may further
transfer the certificate Subject to the limitations set out in (a) - (c) of this section, and
notwithstanding any action the department may take with respect to the applicant
under (fl of this section, the owner of a certificate may apply the credit or a portion of

the ciedit shown on the certificate only against a tax due under AS 43.55.011

43 55.160 However, credits shown on transferable tax credit certificates may not be
applied so as to reduce a producer’s total tax due under AS 43 55 U = 43 55.160 on
oil and gas produced during a calendar year to less than 89 percent ofllie tax that

would otherw ise be due without applying those credits Any portion of a credit not
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used for that reason may be applied in a later period.

(0 The issuance of a transferable tax credit certificate under (d) of this section
does not limit the department's ability to later investigate or audit a tax credit claim to
which the certificate relates or to adjust or deny the claim if the department determines
that the applicant was not entitled to the amount of the credit for which the certificate
was issued. The tax liability of the applicant under AS 43.55,011 - 43.55.160 is

increased by the amount ol' the credit that is in excess of that to which the applicant

was entitled. That amount bears interest under AS 43.05,225 from the date the

transferable tax credit certificate was issued, for purposes of this subsection, an
applicant that is an explorer is considered a producer subject to the tax levied under
AS 43.55.011

(g) The department may adopt regulations to carry out the purposes of this
section, including prescribing reporting, record-keeping, and certification procedures
and requirements for purposes of verifying the accuracy of credits claimed and

ensuring that a credit is not used more than once, and otherwise implementing this

section
(h) lor purposes of this section.

(1) "explorer" has the meaning given m AS 43,55.025(h);

t2) "qualified capital expenditure"
(A) means, except as otherwise provided under IB) of this

paragraph, an expenditure that is a lease expenditure under AS 43 55.160 and
is
() incurred for geological or geophysical exploration;
or
(ii) treated as a capitalized expenditure under 26 CSC
ilnternal Revenue Code), as amended, regardless of elections made
under 26 U.S.C. 263(c) (Internal Revenue Code), as amended, and
either is treated as a capitalized expenditure by the person incurring the
expenditure or is eligible to be deducted as an expense under 26 U S C.

263(c) (Internal Revenue Code), as amended.

(B) does not include an expenditure to acquire an asset (i) the
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cost of previously acquiring which was a lease expenditure under

AS 43.55.160(e) or would have been a lease expenditure under
AS 43.55.160(e) if it had been incurred on or after July 1, 2006; or (ii) that has
previously been placed in sendee in the slate; an expenditure to acquire an
asset is not excluded under this subparagraph if no more than an immaterial
portion ofllie asset meets a description under (i) or (ii) of this subparagraph;

for purposes of this subparagraph, "asset" includes geological, geophysical,

and well data and interpretations.

* Sec. 13. AS 43.55.030(a) is amended to read:

(@) The tax shall be paid to the department and the person paying the tax shall

Ille with the department at the time the tax or a portion of the tax is required to be
ailment,

paid a statement, under oath, on forms prescribed by or acecig3sBo2 V
giving with other information required, the following:

(1) a description of each [TIIIi] lease or property from which the oil
and [OK] gas were |WAS] produced, by name, legal description, lease number, or
[BY] accounting codes [CODI- NI MBI RS] assigned by the department;

(2) the names of the producer and the person paying the tax;

(3) the gross amount of oil and the cross amount of [OK] gas
produced from each [fill-] lease or property, and the percentage of the gross amount
of oil and of gas owned by each producer lor whom the tax is paid;

(4) the cross |10TAI ]\alue al the point of production ofllie oil

and of the|()K| gas produced from each | Illli] lease or property owned by each

producer for whom the tax is paid; [AND]
(5) the name of the first purchaser and the price receiu’d for the oil

and lorthe ]JOK]| n.is. unless relieved Irom this reiinirement in whole or in partbv

the department; and

((») the producer's leaseexpenditures anil adjustments as

calculated under AS 43.55.161) IIl SOI I) IN11Il. S 1A 1]

*Sec. 14. AS 43.55.030(d) is amended to read

sit .105

(d) Reports In or on behalt ol the producer are delinquent the llrstday

following the day the tax is due. (I-AC’Il KKCDUCIIR IS SI BJI-CI TO A IMNAI |V

SHO0.105A

nw o Miiuldiri tmrn> e\? ek



10
11
12
13
14
15
16

17

10
20
21
*m>
23
24
25
26
27
2S
29
30

31

24-CJS2052\A

OF $25 A DAY FOR I-ACM LEASE OR PROPERTY UPON WHICH THE
REPORT IS NOT FILED. THE PENALTY FOR FAILURE TO FILE A REPORT IS
IN ADDITION TO THE PENALTY FOR DELINQUENT TAXES, AND IS A LIEN

AGAINST Tl IE ASSETS OF THE PRODUCER.]
* See. 15. AS 43.55.030 is amended by adding a new subsection to read:

(e) In addition to other required information, the statement recjuired to be filed

on or before March 31 of a year must show any adjustments or corrections to the

statements that were required under (a) or this ;etbn to be filed for the months ofllie

preceding calendar year during which i« -dlor gas was produced.

* See. 16. AS 43.55.040 is amended to read:
See. 43.55.040. Powers of Depai Client of Revenue. Except as provided in

AS 43.05.405 - 43.05.499, the department may

(1) require a person engaged in production and the agent or employee

of the person, and the purchaser of oil or gas, or the owner of a royalty interest in oil
or gas to furnish, whether bv the filini; of regular statements or reports or
other wise, additional information that is considered by the department as necessary to
compute the amount of the tax: notwjthshmding anv contrary provision of law, the
disclosure of additional information under this parauranh to the producer

obligated lo t>nv the tax does not siolate AS 40.25.1110(a) or AS 43.05.230(a):

before disclosing information under this paragraph that is otherwise rcuiiitcu to
be held confidential under \S 41).25.100(a) or AS 43.115.2311(a), the department
shall
(A) provide the person that furnished the information a
reasonable opportimits lo be heard rcipirdim; the proposed disclosure and
ilic conditions to tie imposed under (It) ol lhis paraL'raph: and
lit) impose nnpronriate conditions liniiline
(i) access to the information to those Ici»al counsel,
consultants, employees, oHiccrs, and agents of the producer who
liase a need lo hums that information for the purpose of
dctcrmininu or contestinii the nnuluccr's lax obliualion; and

(ii) the use of the information to use for that

Sit 305
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DINDOSO:
(2) examine the books, records, and tiles of [SUCH] a persoi

described in (1) of this section;

(3) conduct hearings and compel the attendance of witnesses and the

production of books, records, and papers ofany person; and

(4) make an investigation or hold an inquiry that is considered
necessary to a disclosure of the facts as to
(A) the amount of production from any oil or gas location, or of
a company or other producer of oil or gas; and

(B) the rendition of the oil and gas for taxing purposes.

* Sec. 17. AS 43.55.080 is amended to read:
Sec. 43.55.080. Collection and deposit of revenue. Kvcept as otherwise
pros ided under art. IX. sec. 17. Constitution of the Slate of Alaska, the [TUI:]
department shall deposit in the general fund the money collected by it under

AS 43.55.011 -43.55.160 [AS 43.55.011- 43.55.150J.

* Sec. 18. AS 43.55.135 is amended to read:
Sec. 43.55.135. .Measurement. For the purposes of AS 43.55.U11 - 43.55.100

|AS 43.55.011 *43.55.150], oil is [SIIAL.l. HI:] measured m terms ofa "barrel of oil"
and gas is [SIIAI.l. HI*j measured in terms ofa "cubic foot ofgas.”

* Sec. 19. AS 43.55.150(a) is amended to read:
(a) For the purposes ol AS 43.55.1111 -43.55.1td) [AS -*3.55.011 - 43.55.150],

the gross value at the point of production is [SHALL HI] calculated using the
reasonable costs of transportation of the oil or gas |he reasonable costs ol
transportation arc [SIIAIl.l 111 the actual costs, except when the

(1) [WIIF.N fill:] parties to the transportation of oil or gas ate

affiliated;
(2) [Will N 1IlI:] contract for the transportation of oil or gas is not an

arm’s length transaction or is not representative of the market value of that

transportation;
(3) [WIF.N Till:] method ol transportation of oil or gas is not

reasonable m views of existing alternative methods o f transportation

-10- S110305A
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*Sec. 20. AS 43.55.150 is amended by adding a new subsection to read:
(d) Under regulations adopted by the department, the department may allow a

producer, subject to limitations prescribed by the department as to the frequency of
making elections, to elect prospeetively to calculate the gross value at the point of
production of oil or gas based in whole or part upon
(1) a royalty value determined under a royalty settlement agreement
between the producer and the state, with adjustments ifappropriate;
(2) a formula prescribed by the department that uses, with adjustments
if appropriate, a royalty value or valuation methodology accepted by the
(A) Department of Natural Resources under AS 38.05, in the
ease of oil and gas produced from a lease issued by the Department of Natural
Resources or produced from a lease or property that is part of a unit approved
by the Department of Natural Resources: or
(13) United States Department of the Interior under applicable
federal oil and gas leasing statutes, in the case of oil and gas produced from a
lease issued by the United Stales Department of the Interior that is not part of a
unit approved by the Department of Natural Resources, or produced from a
lease or property that is part of a unit approved by the United States

Department of the Interior but not approved by the Department of Natural

Resources; or
3) another formula prescribed bv the Department of Revenue that

reasonably estimates a value for the oil or gas at a specilic geographical location such
as the point of tender or delr cry into a common carrier pipeline; the formula may use
such factors as published price indices for oil or gas 1l or outside the state, quality
differentials for oil or gas, transportation costs between markets, and inllation
adjustments.

*See. 21. AS 43.55 is amended by adding a new section to article | to read:

Sec. 43.55.160. Determination of net value of oil and gas. (a) l:\cept as
ptovnled in (I) and (i) of this section, for purposes of AS 43.55.011, the net value of
the taxable oil and gas produced during a month is the total of the gross value at the

point of production ofllie oil and gas taxable under AS 43 55.011and produced by the
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producer from all leases or properties in the state, less (1) first, the producer's lease
expenditures for the month as adjusted under (c) of this section, and (2) second, to the
extent allowed under (g) of this section and until the total amount of the producer's
transitional investment expenditures has been deducted, an amount equal to 1/72 of the

producer's transitional investment expenditures. However, the net value calculated

under this subsection may not be less than zero.

(b) Any adjusted lease expenditures that would otherwise be deductible in a

month but whose deduction would cause the net value calculated under (a) of this
section of the taxable oil and gas produced during the month to be less than zero may
be added to the producer's adjusted lease expenditures for one or more other months in
the same calendar year. The total of any adjusted lease expenditures that are not
deductible in any month during a calendar year because their deduction would cause
the net value calculated under (a) of this section of the taxable oil and gas produced
during one or more months to be less than zero may be used to establish a carried-
forward annual loss under AS 43.55.024(b). An amount of transitional investment
expenditures that would otherwise be deductible in a month but whose deduction
would cause the net value calculated under (a) of this section of the taxable oil and gas
produced during the month to be less than zero

(1) may be deducted in a later month during any calendar year to the
extent allowed under (g) of this section, but no more than 172 of a producer's

transitional investment expenditures may be deducted in any month,

(2) may not be used to establish a carricd-fbrward annual loss under

AS 43.55.024(b).

(c) for purposes of this section, a producer’ lease expenditures for a period

aro the total costs upstream of the point of production of oil and gas that are incurred
on or after July I, 2006, by the producer during the period and that are direct,
ordinary, and necessary costs of exploring for, developing, or producing oil or gas
deposits located within the producer's leases or properties in the state or, in the case of
land m which the producer owns no working interest, direct, ordinary, and r ecessaty
costs of exploring for oil or gas deposits located within other land in the stale.

However, lease expenditures do not include the costs incurred to satisfy a work

-12- S110305A
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commitment under an exploration license under AS 38.05.132. In determining whether
costs are direct, ordinary, and necessary costs of exploring for, developing, or
producing an oil or gas deposit located within a lease or property or other land in the
state, the department shall give substantial weight to (1) the typical industry practices
and standards in the state and in the United States as to costs that an operator is
allowed lo bill a working interest owner that is not the operator, under unit operating
agreements or similar operating agreements that were in effect on or before
December 1, 2005, and were subject to negotiation with working interest owners, not
the operator, with substantial bargaining power; and (2) the standards adopted by the
Department of Natural Resources as to the costs, other than interest, that a lessee is
allowed to deduct from revenue in calculating net profits under a lease issued under
AS 38.05.180(f)(3)(B), (D), or (L1:). The Department of Revenue may authorize a
producer to treat as its lease expenditures under this section the costs paid by the
producer that are billed to the producer by an operator in accordance with the terms of
a unit operating agreement or similar operating agreement, if the Department of
Revenue linds that the pertinent provisions of the operating agreement are
substantially consistent with the Department of Revenue's determinations and
standards otherwise applicable under this subsection ami that at least one working
interest owner party to the agreement, o'lier than the operator, has substantial incentive
and ability to effectively audit billings under the agreement.
(J) for purposes of (e) of this section, direct costs
(1) include

(A) outlays for capital assets;

(Hj payments m lieu of property taxes;

(() a reasonable allowance, as deternn. tinder regulations

adopted by the department, for overhead expenses directly related to exploring

for, developing, and producing i | or gas deposits located within leases or

properties or other land in the state;
(2) do not include

(A) depreciation oi amortization of capital assets.

() royalty payments;
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(C) taxes based on or measured by net income;
(D) interest or other financing chaigcs or costs of raising equity

or debt capital;
(i) acquisition costs for a lease or property or exploration

license;

(I;) costs arising Iroin fraud, wilful misconduct, or negligence;

(G) fines or penalties imposed by law;

(1 costs of arbitration, litigation, or other dispute resolution
activities that involve the state or concern the rights or obligations among
owners of interests in, or rights to production from, one or more leases or
properties or a unit;

(M) donations;

(J) costs incurred in organizing a partnership, joint venture, or
other business entity or arrangement;

(K) amounts paid for purposes of indemnification.

(e) A producer's lease expenditures must be adjusted by subtracting any

payment or credit the producer receives

(1) for the use by another person ol a production facility in which the
producer has an ownership interest;

(2) lor a reimbursement or similar payment that offsets the piodueer's
lease expenditures, including any payment from the state or federal government for
reimbursement of the producer's upstream costs, including any costs for gathering,
separating, cleaning, dehydration, compressing, or other field handling costs
associated with the production of oil or gas upstream of the point of production;

(3) for the sale or other transfer of

(A) an asset, including geological, geophysical, or well data or
interpretations, acquired by the produviras a result of a lease expenditure or an
expenditure that would be a lease expenditure if it were incurred on or after
July 1. 2000; and

(H) oil or gas

(i) that is not considered produced from a lease or

SO00305A
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properly under AS 43.55.020(e); and

(ii) the cost of acquiring which is a lease expenditure
incurred by the person dial acquires ihe oil or gas.
(1) In place of the adjusted lease <xpenditures for a month under (a) of this
section, a producer may at any time elect to substitute for every month of a calendar

year one-twelfth of the producer's adjusted lease expenditures for the calendar year.

I;or the puqtoscs of this section, a producer's transitional investment

(9)

expenditures are (I) the sum of the expenditures the producer incurred on or after
July 1. 2001, and before July I, 2006, that would be qualified capital expenditures, as
delined in AS 43.55.024(h), if they were incurred on or after July 1, 2006, less (2) the

sum of the payments or credits the producer received before July I, 2006, for the sale

or other transfer of assets, including geological, geophysical, or well data or

interpretations, acquired by the producer a. a result of expenditures the producer

incurred on or after July 1, 2001, and before July 1, 2006, that would be qualified
capital expenditures, as defined in AS 43.55.024(h), if they were incurred on or after
July I, 2006. An amount of transitional investment expenditures may not be deducted
under (a) of this section for a month for which the average price of Alaska North
Slope oil delivered on the United States West Coast, as determined under (h) of this
section, is equal to or less than $40 per barrel, as adjusted for inflation under (h) ol this

section.

I lie average price described in (g) of this section shall be an average, as

(h)

calculated using a formula prescribed by lhe department by regulation, of published
daily spot price assessments during the month for Alaska North Slope oil delivered on
the United States West Coast. However, if the department determines that such daily
assessments cease or appear likely to soon cease to be published throughout the
calendar year or that they cease or appear likely to soon cease to be reliable evidence

of market conditions, the department shall by regulation provide that the average price

described in (g) of this section is the prevailing value of Alaska North Slope oil

delivered on the United States West Coast as determined under regulations of the

dcpaitment implementing AS 43.55.020(f). for each year aHer 2006, the reference

price of $40 per barrel set out in <g) of this section shall be adjusted for inflation using
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an appropriate consumer price index published by the United Stales Bureau of Labor

Statistics, as prescribed by the department by regulation,

(i) For a month for which the net value of the taxable oil and gas produced

during the month calculated under (a) of this section exceeds zero, a producer that is
qualified under (j) of this section may reduce the net value by deducting an allowance
in an amount calculated such that (1) the net value for the month is not reduced below
zero; and (2) the total of the allowances deducted for all months during the calendar
year does not exceed S73,000,000. An unused allowance or portion of an allowance
under this subsection may not be carried forward to a later calendar year or used to
establish a carried-forward annual loss under AS 43.55.024(b).

(i) Upon written application by a producer, including any information the
department may require, the department shall determine whether the producer
qualities under this subsection for a calendar year. To qualify under this subsection, a
producer must demonstrate that its operation in the state or its ownership of an interest
in a lease or property in the state as a distinct producer entity would not result in the
division among multiple producer entities of any net value of taxable oil and gas. as
defined under (a) of this section, that would be reasonably expected to be attributed to

a single producer entity if the allowance provision ol (u of this section did not exist.

(h) If a cost that would otherwise constitute a lease expenditure under (c) of

this section is incurred to explore for. develop, or produce (1) both an oil or pa**
deposit located within land outside the state ami an oil or gas deposit located within a
lease or property, or other land, in the state, or (2) an oil or gas deposit located partly
u ithin land outside the state and partly v.ilhin a lease or property, or other land, m the
state, the department shall specify or approve a reasonable allocation method for
determining the portion of the cost that is appropriately treated as a lease expenditure
under (c) of this section.

(/) The department may adopt regulations that establish additional standards
necessary to carrying out the purposes of this section

tin) For purposes of AS43.55024(a) and Ib) and only av to expenditures
incurred to explore for an oil or gas deposit located witlun land in which an explorer,

as defined in AS 43.55.025(h), owns no working interest, the term "producer" in to
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and (c) of this section includes "explorer."
(n) For purposes of this section.

(1) "explore” includes to conduct geological or geophysical
exploration;

(2) the drilling of a stratigraphic test well is considered geological
exploration for an oil or gas deposit located within land in the state only if the well's
target zones are located in the state; for purposes of this paragraph, a stratigraphic test
well is a well drilled for the sole purpose of obtaining geological information to aid in
exploring for an oil or gas deposit.

* Sec. 22. AS 43.55.201(b) is amended to read;
(b) The surcharge imposed by (a) of this section is in addition to and shall be

paid m the same manner as the lax imposed by AS 43.55.011. except that
notwitlisinmlimi anvtliiiie to the contrary in AS 43.55.020(a), the full amount of
the smxlliirge is due on the last dav of each calendar month on oil produced from
each lease or property during the preceding month. |he surcharge (AS 43.55.011
- 43.55.150; AND] is m add.non to the surcharge imposed by AS 43.55.300 -

43.55.310.
* See. 23. AS 43 55 201(c) is amended to read:

(c) A producer of oil shall make reports of production in the same manner and

under the same penalties as required under AS 43.55.011 - 43.55.160 (AS 43.55.011 -

43.55.15U|.
* See. 24. AS 43.55.201 is amended by adding a new subsection to read:
(d) Oil not considered under AS 43.55.020(e) to be produced from a lease or

property is not considered to be produced from a lease or property lor purposes of this

section.
* Sec. 25. AS 43.55 is amended by adding a new section to read:

Sec. 43.55.205. Fax credit for surcharge payment. The amount of a
surcharge paid by a producer under AS 43.55.201 may be applied as a credit against
the producer’s taxes due under AS 43.55.011 - 43 55.160 A credit under this section
may not be used to reduce a person’s tax liability under AS 43,55 011 - 43 55.160 Ibi

any month below zero; any portion of a credit not used for that reason may be applied
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in a lalcr month.
* See. 26. AS 43.55.300(b) is amended to read:
(b) The surcharge imposed by (a) of tins section ts in addition to and shall be

paid m the same manner as the tax imposed by A S43.55.011, except that

notvvithxtnmliin; ;»n\tliint* to the contrary in AS 43.55.020(a). the full amount of

the surchariic is due on the last dav of each calendar month on oil produced frnm

each lease or property durint; the orecedini» month. |lie sureharue I1AS 43.55.011

- 43.55.150; AND] is in addition to the surcharge imposed by AS 43.55 201 -

43.55.231.
* Sec. 27. AS 43.55.300(c) is amended to reau:

(e) A producer of oil shall make reports of production in the same manner and

under the same penalties as required uiuhr AS 43.55.011 *43.55.1611 [AS 43.55.011 -

43.55.150]
* See. 28. AS 43,55.300 is amended by adding a new subsection to read:
(d) Oil not considered under AS 43.55.020(e) to be produced from a lease or

property is not considered to be produced from a lease or property lor purposes of this

section.
*Sec. 29. AS 43 55 is amended by adding a new section to icad

See. 43.55.305. Tax credit for surcharge payment. The amount of a
surcharge paid by a producer under AS 43.55 300 may be applied as a credit against

the producer's taxes due under AS 43 55.011 ¢ 43.55 160 Acredit under this section

may not be used to reduce a person's tax liability under AS 43 55011 43 55 160 for

any month below zero; any portion of a credit not used for that reason may be applied

m a later month
* Sec. 30. AS 43.55 900¢(s) is repealed and reenacted to read
(6) "gas" means
(A) all natural, associated, or casinghead gas;
(1i) all hydrocarbons that

ti) are recovered by mechanical separation of well

thuds or by gas processing, and
(u) exist m a gaseous phase at the completion of

SIIOJO5A
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mechanical separation and any gas processing; and

((") all other hydrocatbons produced from a well not defined as

3 oil;

4 * Sec. 31. AS 43.55.900(7) is repealed and reenacted to read:

5 (7) "gross value at the point of production” means

6 (A) for oil, the value of the oil at the automatic custody transfer

meter or device through which the oil enters into the facilities of a carrier

S pipeline or other transportation carrier in a condition of pipeline quality; m the
9 absence of an automatic custody transfer meter or device. "gross value at the
10 point of production" means the value of the oil at the mechanism or device to
11 measure the quantity of oil tI\ ' has been approved In the department for that
12 purpose, through which the oil is tendered and accepted m a condition or
13 pipeline quality into the facilities of a carrier pipeline or other transportation
14 carrier or into a Held topping plant,

15 (B) for gas. other than gas described in (C) of this paragraph,
lo that is

17 til aol subjected to nr recovered by mechanical
IS separation or gas processing, the value of the gas at the first point
19 u here the gas is accurately metered;
21 (n) subjected to oi recovered by mechanical separation
21 but not gas processing, the value of the gas at the first point where the
Sl gas is accurately metered after completion of mechanical separation.
23 (ml subjected to or recovered by gas processing, the
24 value ol the gas at the first point where the gas is accurately metered
25 after completion of gas processing.
2b t1*) lor gas run through an integrated gas processing and gas
27 treatment facility that docs not accurately meter the gas alter the gas
2K processing and before the gastreatment, the value ol thegas at the lirst point
29 where gas processing iscompletedor where gas treatmentbegins, whichever is
3d further upstream.

n » See. 32. AS 44 55 9(i()( tot is repealed and reenacted to read
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(10) "oil" means

(A) crude petroleum oil; and

(B) all liquid hydrocarbon.-,that arc recovered by mechanical

separation of well fluids or by gas processing;
* See. 33. AS 43.55.900 is amended by adding new paragraphs to read:

(17) "gas processing"

(A) means processing a gaseous mixture of hydrocarbons

(i) by means of absorption, adsorption, externally

applied refrigeration, artificial compression followed by adiabatic
expansion using the Joule-Thomson effect, or another physical process

that is not mechanical separation;

(i) for the purpose of extracting and recovering liquid
hydrocarbons; and

(in) upstream of any gas treatment and upstream of the
inlet ofany gas pipeline system transporting gas to a market;

(B) does not include gas treatment;

(IS) "gastreatment”

(A) means conditioning gas and removing front gas non-
hy drocarbon substances, for the purpose of rendering the gas acceptable for
tender and acceptance into a gas pipeline system; and

(B) may include incidentally removing liquid hydrocarbons
from the gas

- Sec. 34. AS 43.55.011(h), 43 55011(c), 43 55.012(b). 43 55.013(b). 43.55 013(c).
43.55 913(d), 43 55.013(g). 43 55.013(h). 43.55.013(0. 43.55 013<j). 43.55.013(k).
43 55 016. 43 55 9ti()( 1). 43.55.900(8). 43.55.9()0( 11). 43 5S.9(H)< 12). and 41 55 900(16) are

repealed
* Sec. 35. |llie uncodilied law ofllie Stale of Alaska is amended In adding a new section to

read
ABN K AHII11 V (a) Sections 5. 7 - |o. 12. 13. 15. and 19 - 34 o! this Act apply to

oil and gas produced on or alter July 1. 2006
(bi Section Il of this Ast applies to oil and gas produced bclbrc. oil, or after the

-20- S003(15A
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effective date of see. 11of this Act.
* Sec. 36. The uneodificd law of the Stale of Alaska is amended by adding a new section to

read:

TRANSITION PROVISIONS, (a) Notwithstanding any contrary provision of
AS 43.55.024(a), enacted by sec. 12 of this Act, for oil and gas produced on or after July 1.
2006, and before January I. 2007, the phrase "every month an annualized tax credit in an
amount equal to one and two-thirds percent” in AS 43.55.024(a). enacted by sec. 12 of this
Act, shall be replaced by the phrase "every month during the period July I, 2006, through
December 31, 2006, an annualized ta\ credit in an amount equal to three and one-third
percent."

(b) Notwithstanding any contrary provision of AS 43.55.024(e). enacted by sec. 12 of
this Act, tor oil and gas produced on or after July 1. 2006, and before January I, 2007 the
phrase "a calendar year" m AS 43.55.024(e). enacted by see. 12 of this Act, shall be replaced

by the phrase "the last six months of the ealend u vear."

(c) Notwithstanding any contr.uy provision of AS 43.55 160(f), enacted by see. 21 of
this Act, tor oil and gas produced on or alter July I. 2006. and before January 1 2007, the
phrase "lor every month ol a calendar year one-twelfth of the producer's adjusted lease

expenditures for the calendar year" in AS 43.55.160(f), enacted by see. 21 of this Act, shall be
replaced by the phrase "for each of the last six months of 2006, one-sixth ol the producer's
adjusted lease expenditures for that six-month period "

(d) Notwithstanding any contrary pm\ ision of AS 43 55.100(i). enacted by see 21 of
this Act, h>r oil and gas produced on or alter July I, 2006. and before January |. 2007, the
number "S73.000.0D0" in AS 43 55,160(1), enacted by see 21 of this Act. shall be replaced by
the number "$36,500,000 "

(e) Tor oil and ga> produced before July 1, 2006, the provisions ol AS 43 55. and
regulations adopted under AS 43 55. that were in el feet before July 1. 2006, and that were
applicable to the oil and gas continue to apply to that oil and gas

» See. 37. llie uncodilicd law ol the Sta,. 3 Alaska is amended by adding a new section to
read

I'KANSIIION RI (iULLA IIONS Ihe Department of Revenue may proceed to adopt

regulations to implement the changes made by this Act Ihe tegulations take elleet under

-21- MI 305
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AS 44.62 (Administrative Procedure Act), but no' before the effective dale of the law
implemented by the regulation.

* Sec. 38. The uncodified law of the State of Alaska is amended by adding a new section to

read:
RHVISOR'S INSTRUCTION. The revisor of statutes is instructed to change the

heading of
(1) AS 43.55 from "Oil and Gas Production Taxes and Oil Surcharge™ to "Oil

and Gas Production lax and Oil Surcharge";
(2) article 1 of AS 43.55 from "Oil and Gas Properties Production Taxes" to

"Oil and Gas Production Tax";
(3) AS 43.55011 from "Oil production tax" to "Oil and gas production tax";
(41 AS 43.55.025 from "Tax credit for oil and gas exploration or gas only
exploration" to "Alternative tax credit for oil and gas exploration or gas only exploration":

(5) AS43.55.150 from "Determination of gross value" to "Determination of

gross value at the point of production.”
*See. 39. Sections 1- 4. 6. 1. 14. 16. and 37 of this Act take ellect immediately under

AS 01 ]|0.07(»lc)
*See. 40.1xcept as provided in sec 39 of this Act. this Act takes effect July 1. 2U06

MI 305 2., . 8110305A
okt QOhtsinem IFFtVM' mr\r I'RACM:;



P resentation by Jim E a s on

SB 305/HB 488 -Olil & Gas Production Tax
March 4, 2006

- Consultant to Legislative Budget and Audit
Committee

- My Background



H O S A I D I T ... and w h e n ?

Since discovery of oil iIn commercial quantities on
the Kenal Peninsula in 1957, two great interrelated
responsibilities face the Legislature. One will be
that of encouraging further exploration and greater
production. Greater cost factors such as those
Incurred In reaching and developing inaccessible
fields may affect Alaska’s competitive position in
world markets. We will wish to consider how far to
go In creating a favorable invescment climate toward
attracting new payrolls and realizing rental and

royalty income for the state.”
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T he C hallenge

] | ] | ] ] | ] | ] ] ] ] a ]

Your responsibility is not unique - but you are relatively better situated
because you have the benefit of historical perspective.

Among >our considerations, there is only one certainty - your numbers
are wrong, but not necessarily bad.

Why are your numbers wrong?
¢ Geological uncertainty
¢ Production volume forecasts
¢ Price forecasts
¢ Failing to identify and quantify the range and magnitude of credits
and deductions
Not much control of these uncertainties - bestjudgment.

Your choice of words, however, can reduce fiscal risk and provide
greater certainty.
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;7 AN S Litigation History -

T h e P a st

Cook Inlet example - “wells” versus
“completions”

“ North Slope example - the disaggregation and

aggregation issue.

the past can be the key to the

future.

The most costly words - the AN S royalty litigation.

W here and how - “atthe well” and in a multitude o fw ays.
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M ilestones in

¢ A N S

¢ TAPS

field

Agreement

T h e L e s s o n s

the AN S Litigation.

cost allow ance

settlement (1980)

“just and reasonable rates” (1985)

¢ Royalty Settlem ent Agreem ents (early 1990°'s)

One com

m O n

revisit fiscal

¢ A N S

¢ TAPS

field

Set

lesson learned

reasonable opportunity to

provisions critical to long term satisfaction

cost allow ance

tlem ent

history and m agnitude

¢ Royalty Settlem ent Agreem ents



E xam ples of C onwcerns

sPoint of Production
* Definition of Gas Processing Facilities
v Definition of Gas Treatment Facilities

- The unknown relationship of terms to a
stranded gas contract

»<The unquantified but major deduction
and/or credit exposure - “abandonment”

+ Pending Questions




R ecurring H istoric T hem e s

_-m

« The use of the unit operating agreement
¢ Substantial weight (see Sec. 21, pg. 12)

5 The adoption of royalty settlement
methodologies (see Sec. 20, pg. 10)

" Arbitration




R e com m endation s

" Take the time to confirm the lessees’ AND
the DOR'’s intent where there is an
ambiguity

« Expect linkages and try to understand how
they may affect or be affected by future
events

% Take advantage of your “extra eyes’




