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O o o g u r u k  E c o n o m i c s

•The Division analyzed four scenarios.
-  Case #1: A base case with no royalty modif ication and no PPT.
-  Case #2: The impact o f  jus t  the royalty modificat ion as awarded.
-  Case #3: The impact o f  jus t  the PPT.
-  Case #4: The impact o f  both royalty modification and PPT.

•In the following slides these cases will be compared and differences displayed to protect the 
confidentiality o f  the producer data.
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C h a n g e  i n  O o o g u r u k  U n i t  E c o n o m i c s  f r o m

O n l y  R o y a l t y  M o d i f i c a t i o n
Case #1 versus Case #2

DOR Forecast 
Price

DNR Mean 
Price

High Price 
Case

AIMS WC $25 $33 $50
Producer Cum Discounted Cash Flow @ 10% ($ millions) 25 21 19
Producer 1RR (%) 2.9% 1.3% 1.3%

State Cumulative Revenues @ 5% (S millions) (50) (45) (43)
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O n l y  P P T

Case #1 versus Case #3

C h a n g e  i n  O o o g u r u k  U n i t  E c o n o m i c s  f r o m

DOR Forecast 
Price

DNR Mean 
Price

H igh Price 
Case

ANS WC $25 $33 $50

Producer Discounted Cash F low @ 10% 92 89 58

Producer IRR 6.9% 6.5% 6.6%

State Cunudative Revenues @ 5% (151) (147) (75)
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C h a n g e  i n  O o o g u r u k  U n i t  E c o n o m i c s  f r o m

B o t h  P P T  a n d  R o y a l t y  M o d i f i c a t i o n
Case #1 versus Case #4

DOR Forecast 
Price

DNR Mean 
Price

H igh Price 
Case

ANS WC $25 $33 $50

Producer Discounted Cash Flow @ 10% 116 111 74
Producer IRR 9.4% 8.4% 8.2%

State Cumulative Revenues @ 5% (200) (193) (114)
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O b s e r v a t i o n s :  P P T  w i t h o u t  R o y a l t y  M o d i f i c a t i o n

•PPT is expressly  excluded from N PSL accounting. The State does not extract benefits o f  
the PPT through N PSL payments.
•Qualif ied Capital Expenditure Credits and Net-loss carry-forward Credits substantially 
improve project economics.  DOG assumes they are tradeable credits comparable  to 
“vouchers .”
•Transitional Investment Expenditure deductions (TIE) are an additional help.

-  DO G  assumes that only one-sixth o f  TIE may be used in any year.
TIE are subject to a $40 price trigger below which they cannot be used. TIE cannot 
be transferred.
A ssum ing  that Oooguruk is a stand-alone project, TIE cannot be fully absorbed. If 
the producer  has PPT obligations arising from other projects the TIE can be used.

•PPT paym ents  are deductible from SCIT when there is a liability, they are not added to 
income when there is a tax credit.
•The discounted state revenue (at 5%) attributable to net PPT (PPT obligations minus 
credits) is negative at all price levels modeled.
•The PPT  improves the economics o f  the Oooguruk project by almost three times what the 
royalty modificat ion award was able to achieve.
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O o o g u r u k  E c o n o m i c s

•The Division analyzed four scenarios.
-  Case #1: A base case with no royalty modification and no PPT.
-  Case #2: The impact o f  ju s t  the royalty modificat ion as awarded.
-  Case #3: The impact o f  jus t  the PPT.
-  Case #4: The impact o f  both royalty modif icat ion and PPT.

•In the following slides these cases will be com pared  and differences displayed to protect the 
confidentiali ty o f  the producer data.
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C h a n g e  i n  O o o g u r u k  U n i t  E c o n o m i c s  f r o m

O n l y  R o y a l t y  M o d i f i c a t i o n
Case #1 versus Case #2

DOR Forecast
I'l !, i

DNR Mean 
Price

High Price 
Case

ANS WC $25 $33 $50

Producer Cum Discounted Cash Flow (ci) 10% (S millions) 25 21 19
Producer IRR (%) 2.9% 1.3% 1.3%

State Cumulative Revenues (a) 5% ($ millions) (50) (45) (43)
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O n l y  P P T

Case #1 versus Case #3

C h a n g e  i n  O o o g u r u k  U n i t  E c o n o m i c s  f r o m

DOR Forecast 
Price

DNR Mean 
Price

H igh Price 
Case

ANS WC $25 $43_ $50

Producer Discounted Cash F low @ 10% 92 89 58
Producer IRR 6.9% 6.5% 6.6%

State Cumulative Revenues @ 5% (151) (147) (75)

K R B  3 /2 /2 0 0 6  S lid e  #4



C h a n g e  i n  O o o g u r u k  U n i t  E c o n o m i c s  f r o m

B o t h  P P T  a n d  R o y a l t y  M o d i f i c a t i o n
Case #1 versus Case #4

DOR Forecast 
Price

DNR Mean 
Price

High P ric j 
Case

ANS WC S25 $33 $50

Producer Discounted Cash Flow @ 10% 116 111 74
Producer IRR 9.4% 8.4% 8.2%

State Cumulative Revenues @ 5% (200) (193) (114)
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O b s e r v a t i o n s :  P P T  w i t h o u t  R o y a l t y  M o d i f i c a t i o n

•PPT is expressly  excluded from N P S L  accounting. The State does not extract benefits o f  
the PPT  through N P SL  payments.
•Qualified Capital Expenditure Credits  and Net-loss carry-forward Credits substantially 
improve project economics.  D OG assum es they are tradeable credits comparable  to 
“ vouchers .”
•Transitional Investment Expenditure deductions (TIE) are an additional help.

-  DOG assumes that only one-sixth o f  TIE may be used in any year.
TIE are subject to a $40 price tr igger below which they cannot be used. TIE cannot 
be transferred.
A ssum ing  that Oooguruk is a s tand-alone project, TIE cannot be fully absorbed. If 
the producer  has PPT obligations arising from other projects the TIE can be used.

•PPT paym ents  are deductible from SCIT  when there is a liability, they are not added to 
income when there is a tax credit.
•The discounted state revenue (at 5%) attributable to net PPT (PPT obligations minus 
credits) is negative at all price levels modeled.
• 1 he PPT improves the economics o f  the O ooguruk  project by almost three times what the 
royalty modificat ion award was able to achieve.
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Figure 4a
Annual Oil Severance Tax (Millions o f 2005 Dollars) 
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Figure 4b
Annual Oil Severance Tax (Millions o f 2005 Dollars) 

Low Volume Scenario, No Gasline
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PPT.30/20 - Average annual revenues $790 million more than status quo and $440 million more than io/20
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PPT 30/15 - Average annual revenues $1,780 million more than status quo & $870 million more than 20/20
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M a rc h  2 , 2 0 0 6

Senator Tom Wagoner, Chair 
Senate Resources Committee 
State Capitol, Room 427 
Juneau, AK  99801

Rep. Ralph Samuels, Co-Chair 
House Resources Committee 
State Capitol, Room 126 
Juneau. AK 99801

Rep. Jay Rarnras. Co-Chair 
House Resources Committee 
State Capitol. Room 104 
Juneau. AK  99801

Re: Questions on PPT Legislation (SB 305. HB 488)

Dear Senator Wagoner and Representatives Samuels and Rarnras,

I hank you for the opportunity to respond to questions posed during (and fo llow ing) 
recent committee hearings.

Received 2/28/06. 12:00 p.m.

I . Identify values/amounts for the “ look-back" or transitional section; per year according 
to the actual, by type (exploration, development, production), by company.

The Department o f Revenue model uses SI b illion per year as capital costs, so for the 
transitional period, there would be about $5 billion. This annual costs are based on 
compilations o f  historical data. The attached excel files outlines public data 
regarding investments.

2. How are mob. demob, and platform abandonment costs treated— as tax credits or 
deductions?

Mobilization costs are capitalized for federal tax purposes, as Intangible D rilling  
Costs. As such, they are a capitalized expenditure for PPT purposes, and therefore 
are deductible and creditable. We understand that demobilization and abandonment 
expenditures are both expensed as incurred. This would mean that these costs are 
deductible, but would not generate a credit.
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Letter to Senator Wagoner and Representatives Samuels and Rarnras
March 2. 2006

3. Is there a “ rating" for political stability -  oi one that reflects instability?

We do not have any information on a quantification o f the risk o f  political stability.

4. What loss o f  revenue is incurred by moving the effective date from Jan 1. 2006 to July
1. 2006 on both 20/20 and on 25/20?

Using a combination o f  our spring forecast and YTD actuals, the average ANS price 
between January 1. 2006 and July I. 2006 was $58.62.
• The loss o f revenue using the 20/20 system would be about $480 mm in 

additional tax.
• The loss o f revenue using the 25/20 system would be about $770 mm in 

additional tax.

5. Section 9 -  what amount is involved in this section?

A very small amount, probably no more than 1% o f  total state revenue from o il and 
gas. It is lim ited to three areas: 111 Alpine and its satellites: [2] the National 
Petroleum Reserve Alaska; and [3] Cook Inlet.

6. Was there consideration o f  phasing out the $73 m illion  deduction over a certain period 
o f  time?

No, it was not considered.

7. O f the current 14 producers in Alaska, which would pay a severance tax after 
employing the proposed $73 m illion standard deduction?

W ith the merger o f  Chevron and Unocal, there are now 13 producers in Alaska. O f 
the 13 producers. BP. ConocoPhillips and ExxonMobil w ill pay severance tax at 
most price levels after employing the $73 m illion  standard deduction. A t high oil 
and gas prices, and given our cost assumptions. Anadarko and ChevronUnocal w ill 
also pay severance tax after deducting the $73 m illion  dollar allowance, given the 
production volumes reported publicly by those companies.

8. Which other tax regimes -  worldwide - have a progressivity structure?

TO BE PROVIDED

9. How many private royalty owners are there in Alaska -  all areas, not just the North 
Slope (i.e.. Nenana Basin. Kenai Peninsula, native corporation holdings, etc).
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I>€tler to Senator Wagoner and Represen'atives Samuels and Ramras
March 2 .2006

We do not have information on the number o f  private royalty owners in Alaska, 
which would include private o il and gas leases that are not in production. 
Homesteads staked under certain (but not a ll) federal homestead laws included o il 
and gas rights, and any o f  the owners o f  such parcels might enter into an o il and gas 
lease.

10. Provide a graph showing the status quo, the PPT. and the gas line contract terms.

This question appears to query the relationship between tax under the status quo. the 
PPT. and the gas line contract terms. At this time, gas line contract terms are not 
public information.

11. Provide information on the effect o f  previous incentives -  the costs.

Claimed expenses under SB 185 (43.55.025) total $104. 8 m illion  and claimed credits 
total $33. 6 m illion  (see table below]. A claim was received by the Department o f 
Revenue last week, thus the totals has been updated from the $95.5 m illion  and $29.0 
m illion  figures previously provided.

12. What is the rational tor offering the same amount o f  credits for non-state lease lands 
where the state receives no royalty tax benefit -  was there discussion o f a reduction in the 
credit to offset this?

The rationale is that the incentives have the potential to result in higher severance 
taxes: taxes that are assessed on any o il or gas production w ith in  Alaska's sovereign 
territory. Given the overall economic benefit o f increased production o f  o il and gas 
(and particularly gas in the Cook Inlet where significant private lands occur), an 
incentive for exploration and development even in the event that a field would pay no 
taxes after incentives makes sense.

13. Why should Point Thomson be incentivised?

We believe the development o f  Pt. Thomson may be critical for the development o f  
the gasline. Accordingly, incentivizing Pt. Thomson may well incentivize the gasline

Pt Thomson is particularly problematic for two reasons. First, it is a high cost field 
since it is a high pressure gas condensate reservoir and second we do need the gas 
reserves to underpin the gas pipeline economics. By providing incentives, the goal 
would be two fold. First any incentive to encourage Pt. Thomson improves the 
economics o f  the gas pipeline. Second, incentives may encourage early production o f 
the liquids w hich requires expensive infrastructure to handle the high pressure 
production.
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Letter to Senator Wagoner and Representatives Samuels and Rarnras
March 2, 2006

14. Can you provide better definitions for “ point o f  production" and “ o il”  and "gas" and 
has the State litigated these terms9

We’re not clear whether this question seeks more explanation o f  the definitions in 
the b ill or is requesting that we consider m odifying those definitions. Please clarify. 
Regarding past litigation, in general the point o f  production and the definitions o f oil 
and gas have not been major subjects o f  litigation under the production tax statute.
In contrast, there has been considerable litigation o f  related concepts, though not 
necessarily the phrase “ point o f  production." in the royalty context.

In the tax context, there was at least one dispute decided at the internal DOR appeal 
stage relating to point o f  production, but most o f the controversy in this area played 
out in the development o f  regulations defining “ gas processing plant.”  rather than 
litigation. The use o f  the term “ gas processing" in the b ill is consistent w ith existing 
department regulations, but under current law gas processing generally is considered 
an activity occurring downstream o f the point o f production, while under the b ill it is 
considered an activity occurring upstream o f  the point o f  production.

15. What steps must be taken to make the .ox credits refundable rather than transferable?

This would require a language change to Section 12 at Sec. 43.55.024(d) and (e). We 
are available to work w ith drafters on the exact wording.

16. On Page 13. line 24 o f  the b ill, what does “ payment in lieu o f  lie into for oil?

Section 21 (Sec. 43.55.160(d)( I )(B)) clarifies that payments in lieu o f property taxes 
are deductible. Sec. 43.55.160(c) presents the general rule that lease expenditures are 
deductible. Lease expenditures would include property taxes. Sub-section (d) 
provides clarification for items that are not clear, such as “ payments made in lieu o f  
property taxes."

17. Does the lim it on transferable tax credits in section 12 (subsection (e)) lim it the 
amount o f  tax credits that a single taxpayer can take against their own production tax in a 
single year?

Section 12 (Sec. 43.55.024(e)) lim its the amount o f tax that can he reduced through 
purchased credits. There is no lim it on credits utilized by a taxpayer that were 
generated by that same taxpayer.

18. The State o f Alaska has relied on the services and expertise o f  m ultiple outside law 
firms to handle disputes over o il and gas issues: have you conferred w ith such counsel in 
the drafting or review o f this legislation? I f  so, have they assessed the impacts o f  the
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legislation on the State’s legal position in past agreements, eu rent disputes, or future 
disputes?

Yes, such counselfnot all o f  them) have been consulted and such assessments have 
been discussed but have not generally been generated in formal written form.

19. Have you asked the Department o f Law to review this legislation in light o f the 6,h 
Circuit Court o f  Appeals' decision in Cuno v DaimlerChrvsler that is now pending before 
the United States Supreme Court?

The Department o f Law has examined this question. As a Sixth Circuit decision, it 
has no direct precedence for Alaska. It is currently before the U.S. Supreme Court 
and many analysts believe that it w ill not be sustained in its current form.

20. Please pro- ide information regarding the expenditures that w ill qualify for the 
transition credits— including the depreciation method chosen under the federal and state 
income tax systems.

It appears that this question relates to the transition provision in Section 21 (Sec. 
43.55.160(g)) which allows a deduction for capital expenditures made over the last 
five years, deductible over the next six years. The capital expenditures that qualify 
for transitional treatment are the same type o f  expenditures that qualify for ongoing 
credits. These are defined in Section 12 (Sec. 43.55.024(h)). These expenditures 
include exploration expenses and those expenditures that are capitalized for federal 
tax purposes. Exploration expenses include geological and geophysical exploration. 
Expenditures capitalized for federal tax purposes include intangible d rilling  costs.
The capitalized expenditures are subject to a variety o f  useful lives under federal and 
state income rules. See Question o0 below.

21. Have any o f the definitions in sections 30-33 been the subject o f  disputes w ith tax 
and/or royalty payers in the past? To the extent they have, please provide the definitions 
the stale asserted in those disputes.

See question 18 above.

22. Please provide an identification o f the point o f  production at each unit in the state- 
under existing statutes, regulations, agreements, and court decisions. Provide the same- 
under the definition as proposed.

TO BE PROVIDED

23. Please provide an identification o f  “gas treatment' and ‘^as processing' facilities in 
the state under the existing statutes, regulations, agreements, and court decisions.
Provide- the same under the defin ition as proposed.

Letter to Senator Wagoner and Representatives Samuels and Rarnras
March 2. 2006
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Letter to Senator Wagoner and Representatives Samuels and Rarnras
March 2. 2006

TO BE PROVIDED

24. What standard w ill be used to determine whether o il or gas is o f ‘pipeline quality' 
under the defin ition o f ‘gross value at the point o f  production’?

This term only appears in the definition o f  “ o il.”  It was not in the old definition, nor 
the new defin ition o f  “ gas.”  The standard for “ pipeline quality”  has not changed 
under the b ill. The standard is based on a series o f court cases.

25. Provide a historical analysis o f  the results o f  valuation methodologies adopted by the 
Dep nment o f  Revenue. Department ofNatura l Resources (under all agreements), and 
the Department o f  the Interior.

TO BE PROVIDED

26. W ill abandonment costs be eligible for deductions or credits under the legislation? I f  
so. what estimates o f  the tim ing and costs o f those activities does the Department project?

See Question 2 for deductib ility o f abandonment costs. W ith regard to costs, we are 
aware o f  no field having ever been abandoned in Alaska, and so we do not ha\e any 
empirical data on costs.

27. How w ill AS 43.55.160(j) protect the State from a proliferation o f  corporate entities 
and/or companies claim ing the tax free allowance?

TO BE PROVIDED

28. Provide the number o f  exploration and delineation wells estimated to be drilled over 
the first ten years o f your economic models. Include the technical and economic success 
rates projected in the modeling.

Five [5] exploration wells per year are included in the model. The Department o f 
Revenue assumes $100 m illion  is spent on exploration per year. W ith average costs 
o f  $20 m illion  dollars per well, this comes out to five [5] wells per year. Delineation 
wells are separate and included under development expenditures. The model assumes 
there are l r ” r [4] finds o f  large o il accumulations -  reserves in place that would be on 
the order oi 500 m illion  barrels. There are four [4] relatively small fields that are 
characterized as being “ heavy" oil. These fields would pay no production tax under 
the current system because their Economic L im it Factor [ELF] would be zero (0.0].
We did not include a “ success rate" in our model.
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Letter to Senator Wagoner and Representatives Samuels and Rarnras
March 2, 2006

29. Provide estimates for undiscovered resources in Alaska. Include the breakdown 
between technically recoverable and economically recoverable resources to the extent
possible.

TO BE PROVIDED

30. Provide a historical analysis o f  the effective tax rate on each fie ld in production on 
the North Slope over the past twenty years.

See Attachments A1 and A2. These tables contain effective tax rates since 1986 
for all Alaskan fields on gross value at the point o f  production. The effective tax 
rate shown on these tables is the ELF x 12.25% for the first five years o f 
production, and ELF x 15% thereafter. We note the effective rate varies between 
15.0%. for Pi dhoe Bay through 1987 (when the so-called “ rounding rule"' 
rounded the ELF up to 1). and 0.0% for a number o f  fields for a number o f  years.

31. Mow w ill Net Profit Share Leases be affected by this legislation? W ill the gross 
costs o f  exploration and development go into the Development Account— or those costs 
net o f  the credits and deductions?

TO BE PROVIDED

Received 2/28/06. 2:30 p.m.

32. It's  bee., reported that the gas line contract w ill propose the state take its gas 
production tax share in the form o f gas. How does that work in this bill?

In the gasline contract the state has indeed proposed taking deliveries o f  gas in place 
o f a production tax: this is not reflected in the PPT b ill which w ill stand on its own. 
gasline or no. Under the PPT. i f  the producers sell gas. those revenues would be part 
o f the net profit calculation. Under the gasline. they would not. Instead the state 
would receive a percentage o f  the gas. which it would monetize thought marketing. 
Note that the costs o f  developing (for example Pt Thomson) or running (fo r example 
Prudhoe Bay) a field that produces both o il and gas would go into calculating the oil 
profits for the PPT.

33. O f the pre-PPT credit provisions (or claw back), what is the cost to the state for 
legacy fields and what is the cost to the state for frontier regimes?

See question 20.
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Letter to Senator Wagoner and Representatives Samuels and Ramras
March 2, 2006

34. O f the pre-PPT credit provisions (the claw back ), how many investment credits were 
sold under SB 1 £5 and how do we ensure the person who holds the credit, not the original 
recipient, gets the credit?

Sale o f credits under SB 185 do not effect the ability  o f  the seller to claim those 
credits as Transitional Investment Expenditures (that is to qualify for the claw 
back.)

35. I f  we have a gas pipeline in 2015. what w ill the ELF tax “ take" be on North Slope 
gas and what w ill the “ take" be under the PPT? What w ill the “ take" be under PPT i f  we 
take gas in lieu o f the production tax (the take would. I assume be the day-to-day value o f 
the gas less the state’ s cut in selling the gas on the marketplace)?

Without getting into price sensitive forecast, or the confidential draft gas contract, 
we can make the fo llow ing observations about the comparison: The upstream costs 
arc covered in the PPT. so the difference could be as simple as;

(a) under the PPT. a taxpayer would pay 20% o f  the gross value at the 
point o f  production, that is sales revenues less the ta r iff  charged by the 
Gas Treatment Plant and the ta r iff between the North Slope and the 
point o f  sale would be paid to the state. (without taking into account 
the effect o f the $73 m illion dollar allowance).

(b) I Inder the gas contract, the state w ill receive s me percentage o f  the
gas. and then pay the ta r iff  charged by the Gas Treatment Plant and the 
ta riff between the North Slope and the point o f  sale. I f  the state owns 
part o f  the pipeline, then the state w ill also receive that portion o f  the 
ta r iff  which is profit ac uing to the owner.

36. Is current production tax deductible from corporate tax? I f  no. is this impact in the 
models presented by the Administration?

v es. current production is deductible from corporate tax.

37. Referring to Section five, what oil and gas is exempt from taxation— just what is 
discussed in Section 10?

The o il and gas royalty amounts paid to the state and federal government are exempt. 
(AS 43.55.900 (13) “ ownership or right to which is exempt from taxation" means 
any ownership interest o f the federal government or the state.")

Section 10 simplifies treatment o f  flared gas. Under current law there are three 
categories o f  gas -  gas used in production operations which is exempt from tax. gas 
produced in excess o f  that needed for safety purposes which is taxable, and gas 
flared beyond the amount authorized lo r safety which is taxed and subject to a 
penalty. Currently there is no “free use o f o il’ to produce more o il in statute. The bill
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exempts from tax any o il or gas used in production operations, unless the Alaska Oil 
and Gas Conservation Commission determines that it was waste (instead o f  used to 
produce salable hydrocarbons), in which case it is taxed.

38. Referring to Section six, w ill there be any impact to current state taxes or 
municipality taxes from this change?

No, there should be no impact to current state or municipal taxes. This language 
change simply makes the description o f  Intangible D rilling  Costs consistent with 
Internal Revenue Code language, which is how this item is interpreted currently.

39. Why was the payment for taxes and surcharges changed from the 20th day to the last 
day o f  the month? What is the economic impact o f  this change?

There is no economic impact and this just clears up current language. Under AS 
43.55.020, payment for the tax is “ due" on the 20th. however, the tax is not 
“ delinquent" until the last day o f the month. The significance o f  this is that 
according to AS 43.05.225 interest is assessed only when a tax “ becomes 
delinquent." Thus this b ill makes the due date the end o f the month and in section 7 
establishes that “ an unpaid amount o f  tax that is not paid when due in accordance 
with this subsection becomes delinquent."

40. Do other nations with a net profit system have the 90 percent payment o f taxes with 
the su i.-up provision the fo llow ing year? What is the economic impact o f  this change?

TO BE PROVIDED

4 1. What are the penalties for under-payment when sure-up is more than ten percent o f  
the taxes owed?

I f  the taxpayer does not pay 90%. then interest w ill be due on the difference between 
the tax paid and the 90% amount.

42. Referring to Section 10. why does the AOGC (Alaska O il and Gas Conservation 
Commission] role change from focusing on excess needed for safety reasons to whatever 
they determine to be waste? Does this provision provide more power to the AOGC on 
what is included/excluded for taxation?

Under current law, as applied by DOR regulation, the categories o f tlared gas 
recognized by DOR are different from (although related to) the categories .ecognized 
by AOGCC. The b ill w ill s im plify the categorization and harmonize it completely 
w ith AOGCC's. This simply creates one standard administered by AOGCC. in place 
o f  two standards administered by two agencies.
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43. V. hy does it seem the credits and incentive [sic] are on production along with 
exploration i f  our focus is to provide incentives for exploration?

(The b ill is based on the expectation that investment, both exploration and in existing 
fields, w ill increase production.

44. Can the carry-forward amount be used for a credit for more than the first >ear after 
the loss?

Yes, the credit carry-forwards can be used indefinitely. There is no time lim it on the 
credit carryforwards.

45. Is it the case that £->y allowable expenses for the exploration, development, or 
production o f gas can be deducted from oil revenues in determining net value? I f  so, 
could the expenses o f  a gas line be included in these deductible expenses?

Expenses are allowable only i f  they are “ upstream" costs. A gas line is 
“ downstream" and so would not be a deductible expense.

46. Why not use GAP [sic] accounting rules versus set up or our [ sic | system o f  defining 
revenues and expenses?

GAAP (Generally Accepted Accounting Principles) are useful for determining 
whether an item o f  expenditure can be classified as an “ expense." G AAP does not 
differentiate between expenses incurred specific to a lease and those expenses that 
are indirect to a lease. For example, GAAP does not distinguish between wages paid 
to a lease-based worker, and an employee in the home office.

47 Which credits can be applied to multiple years?

There is no time lim it for credit carryforwards under the b ill, nor for the optional 
credit codified in 43.55.025. However, any dollar o f  investment can only generate 
one credit, and that credit can only be used once.

48. Can a tax credit be sold in any year or just the year after it was accrued?

Once the credit has been turned into a Credit Certificate, it can be sold at any time.
A person can apply for a Credit Certificate at any time, but the b ill allows the Dept, 
o f Revenue a period o f time in which to issue the Credit Certificate. (See Section 12. 
Sec. 43.55.024(g))

49. What is the estimated economic impact to the state o f  the ab ility  to sell tax credits?

TO BE PROVIDED
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50. Referring to Section 16, what is current system and why do we need this change in 
confidentiality?

The b ill codifies current practice embodied in regulations in our treatment o f  
taxpayer information. The only change here is that the b ill makes clear that any 
person receiving information released under current department practices, is subject 
to the same crim inal penalties that apply to a state employee

The current confidentiality law is very general in its exception language -  
information must be kept confidential “ except in connection w ith offic ia l 
investigations or proceedings . . . . ”  The Department believes that current law does 
allow disclosure under the circumstances specified in the b ill, but there has been 
some question about that and it would be desirable to clarify the meaning o f the law. 
as the b ill does. In addition, there is the new provision on penalties, referred to 
above.

51. In what circumstances w-ould oil and gas taxes go straight into the CBR.

Additions to the C’BRF (Constitutional Budget Reserve Fund) are made for any oil 
and gas taxes collected in resolution o f  a dispute. That means that amounts collected 
because o f an audit assessment, or subsequent settlement, are additions to the CBRF.

52. Referring to Section 18 and 19, why change from shall to is?

This change is made in accordance with the state style manual.

5 v  Why does the bill ffer multiple methods to determine gross value? Who w ill 
choose a methodology?

The b ill does not directly allow a taxpayer to elect alternative methods, it just allows 
the Department to authorize use o f an alternative method. The election referred to 
would be an election between using an alternative method or just calculating gross 
value according to the usual rules -  NOT an election among several different 
alternative methods. In implementing this provision, the Department w ill no dou. 
develop criteria for when a particular alternative method would be appropriate. I 
don’t think we can predict now whether there might be circumstances under which 
more than one alternative method might be appropriate and under which the 
Department would authorize a taxpayer to elect among several alternative methods.

54. Section 21. page 1. line 8— why is this clause constrained y Dec. 1, 2005?

TO BE PROVIDED
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55. Section 21. provision (h). which US CPI does the Administration plar >v usmg?

This would he established by regulation. The Department has not evaluated the 
various CPI’s at this time.

56. Are the current o il conservation surcharges deductible from any other taxation? I f  
no, what is the policy reason to make them a credit in SB 305 and what is the economic 
impact?

Yes, current o il conservation surcharges are deductible from corporate income tax. 

Other Questions

57. Do any other state taxes have a “ standard deduction"?

a. Seafood Marketing Assessment (A S M I) tax is imposed only on 
processors/exporters that process or export fisheries resources w ith a value o f 
$50,000 or more in a calendar year. AS 16.51.120(g).

b. M ining License Tax is not imposed when net income is less than $40,000 in a 
fiscal year. AS 43.65.010(c).

c. Gaming tax exempts gross receipts o f  less than $20,000 from paying the 
additional fee under AS 05.15.020(b).

d. Alaska's Estate Tax follows federal rules, but the most recent exemption (Fy05) 
included estates valued at under $1.5M.

58. How many NPSL’s (Net Profit Share Leases) are in the state, and how' much are they 
paying in royalties?

Out o f 19 NPSL's, seven are paying royalties. These seven include five in the M ilne 
Point Unit, and two in the Duck Island Unit, and they began paying in 2001. The 
total o f  NPSL payments received in calendar year 2005 was $ 8 IM . Total receipts 
from NPSL's from 2001— 2005 w'ere $254M.

Out o f 19 NPSL's. seven are paying net profit share payments (in addition to 
royalties and production taxes). These seven include five in the M ilne Point Unit, 
and tw'o in the Duck Island Unit, and they began paying in 2001. The total o f  NPSL 
payments received in calendar year 2005 was $81M. Total NPS receipts from 
NPSL's from 2001— 2005 were $254M. Net profit share payments are not 
deductible for PPT purposes nor for the current production tax. Royalties and 
production taxes are deductible for NPS purposes.
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Royalties, however, are oaid on net profit share leases according to each individual 
lease contract. For example, one NPS lease in Duck Island Unit has a twenty percent 
(20%) royalty rate. Other NPS leases may have the standard royalty rate o f  12.5% or 
another, negotiated royalty rate. Royalties and production taxes are due from a net 
profit share lease as long as there is production, even when there is no net profit 
share payment from the property.

Attached is an Xcel table o f producing and non-producing NPS leases showing the 
lease number, the net profit share rate and the royalty rate for each lease. (Sec 
Attachment B)

59. What are the depreciable lives for O &  G equipment for federal and state income tax 
purposes?

Federal Alaska
Equipment for exploration and production 
including drilling, gathering pipelines, pumping 
equipment, separation equipment, certain
platforms 7 11

Offshore drilling  5 6

Pipelines, excluding gathering and
transmission lines 15 17.5

Vessels, barges, other water
transportation equipment 10 14.5

60. Please provide the tax calculation under the bill, with the fo llow ing assumptions:

--Gross value S60M
-O pex 15M
--Capex 10M

Gross value $60M
Less: Opex (15)

Capex X J0 J
Tentative net profit 

Before standard deduction $35M

Less: standard deduction* (35)

Net Taxable income £4)
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Tax $ 0

Capital investment credit available for carryforward 
(20% o f $ I0 M ) $5M

* this calculation assumes that taxpayer has not reached S73M lim it for the 
standard deduction.

6 1. Are net profit lease payments included as a direct cost under 43.55.160?

Net profit share payments under NPSL's (Net Profit Share Leases) would not be 
deductible lease expenditures because they are in the nature o f lease acquisition 
costs. Lease acquisition costs are not deductible per Section 21 (Sec. 
43.55.160(d)(2)(E)).

62. Are lease bonus payments eligible for capital credit under 43.55.024 and/or are they 
included as a direct cost under 43.55.160?

Lease bonus payments are neither deductible nor eligible for capital credits. Lease 
bonus payments are in the nature o f  lease acquisition costs which are specifically not 
deductible per Section 21 (Sec. 43.55.160(d)(2)(E)).

63. How are payments for “ spec 3D " handled? Are they credit eligible under 43.55.024 
or only allowed as deductions under 43.55.160?

We understand “ spec 3D " to be certain seismic exploration costs. Exploration costs 
are allowed as deductions under Section 21 o f the b ill (Sec. 43.55.160(c)). Such 
costs are also eligible for credits under Section 12 (Sec. 43.55.024) by reference to 
definition o f  “ qualified capital expenditure" at Sec. 43.55.024(h).

64. Please explain the taxation or exemption o f royalties.

Public royalties (paid to federal or state jurisdictions) never enter into the base o f 
gross value. This is so because AS 43.55.011(a) levies the tax on oil except o il the 
“ ownership or right to which is exempt from taxation.1' This phrase is then defined 
in AS 43.55.900(13) as follows:

“ any ownership interest o f  the federal government or the state.''

These sections are not changed in the bill.

Because the b ill changes the tax to a tax on net profits, it is necessary to specify' 
deductions. Royalties are specifically disallowed as a deduction under Section 21
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(Sec. 43.55.160(d)(2)(B)). Royalties paid to state and federal jurisdictions cannot be 
deducted because they are not included in the starting '‘gross value.”  Private 
royalties cannot be deducted because the related production is subject to tax.

65. Under Section 21 (Sec. 4 3 /5 .160(d)), “ direct costs... include...”  Does the word 
“ include”  serve to restrict the list o f  allowable expenses to only those items included 
below in (A )— (C)?

No, Sec. 43.55.160(d) provides additional clarification for the general rule stated at 
sub-section (c). Sub-section (c) provides the general rule that lease costs are 
deductible. Sub-section (d) addresses only those items that may have been 
questionable under the general rule. Additionally, we note that under AS 
01.10.040(b):

“ When the words 'includes' or 'includ ing ' ate used in a law. they shall be 
construed as though followed by the phrase 'but not limited to.’ ”

Questions Received 3/1/06 12:00 p.m.

66. The discussion o f o il field needs, i.e. not to deplete the gas pressure, did not 
recognize the CO2 re-injection. How w ill that lengthen the field life(s) and at what 
volumes, i.e. how w ill it affect taxes?

TO BE PROVIDED

67. What happens i f  the “ Big Three”  sell o f f  their assets to 20 smaller companies? W ill 
the significant gax benefits ever be realized?

TO BE PROVIDED

68. How is it possible that any corporation gets triple the sale price for a commodity, 
having invested capital at the expected low'er returns, and then maintains that they need a 
claw back provision? Why should we offer it?

TO BE PROVIDED

60. Please show us an international competitiveness rank and score for PPT under the 
follow ing tax/credit scenarios, both overall and for new producers:

a. 30/15
b. 30/20
c. 25/20
d. 20/20

TO BE PROVIDED
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70. Please present Mr. M arks’ charts on pages 14-16 to show the difference between a 
PPT and status quo, annually under the fo llow ing PPT plans at $20, $40. and $60/bbl:

a. 25/20
b. 30/20
c. 30/15

TO BE PROVIDED

71. Please show the corporate take chart on page 24 o f Mr. Marks' presentation given the 
follow ing tax/credit scenarios:

a. 25/20
b. 30/20
c. 30/15

TO BE PROVIDED

72. Please show the price point where DOR estimates corporate profit margins hit 15% 
and 20%.

TO BE PROVIDED
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Attachm ent A1 (Question 30)

Effective Tax Rates, North Slope by Field, FY86 - FY05

Prudhoe
Bay

15.00%

Midnight
Sun Polarla Orion Aurora Borealis

■ M M
«

FV86 0.00% 0.00% 0.00% 0.00% 0.00% 7.07% 0.00% 0.00%■ — " ■ — 0.00% 0.00%

FY87 15.00% 0.00% 0.00% 0.00% 0.00% 0.00% 7.47% 0.00% 0.00% 0.00% 0.00%

FY88 12.66% 0.00% 0.00% 0.00% 0.00% 0.00% 8.33% 0.00% 0.00% 0.00% 0.00%

FY89 12.33% 0.00% 0.00% 0.00% 0.00% 0.00% 8.71% 0.00% 0.00% 0 00% 0.00%

FY90 '4 71% 0.00% 0.00% 0.00% 0.00% 0.00% 12.89% 0.00% 0.00% 0.00% 0.00%

FY91 14.917o 0.00% 0.00% 0.00% 0.00% 0.00% 13.19% C.00% 0.00% 0.00% 0.00%

FY92 14.90% 0.00% 0.00% 0.00% 0.00% 0.00% 13.33% 0.00% 0.00% 0.00% 0.00%

FY93 14.L5% 0.00% 0.00% 0.00% 0.00% 0.00% 13.34% 0.00%----- 1 0.00% 0.00% 0.00%

FY94 14.81% 0.00% 0.00% 0.00% 0.00% 0.00% 13.09% 0.00% 0 0 0 % 0.00% 0.00%

FY95 14.76% 0.00% 0.00% 0.00% 0 00% 0.00% 12.85% 0.00% 0.00% 0.00% 0.00%

FY96 14.67% 0.00% 0.00% 0.00% 0.00% 0.00% 12.35% 0.00% 0.00% 0.00% 0.00%)

FY97 14.59% 0.00% 0.00% 0.00% 0.00% 0.00% 11.72% 0.00% 0.00% 0.00% 0.00%

FY98 14.44% 0.00% 0 00% 0.00% 0.03% 0.00% 11.38% 0.00% 0 00% 0.00% 0.00%

FY99 14.23% 0.00% 0.00% 0.00% 0 0 0 % 0.00% 10.53% 0.00% 0.00% 0.87% 0.00%)

FY00 13.96% 0.00% 0.00% 0.00% 0.00% 0.00% 8 97% 0.00% 0.00% 0.58% 0 0 0 %

FY01 13.76% 0.00% 0.00% 0.00% 0.00% 0.00% 7.40% 0.00% 0.00% 0.05% 0.00%

FY02 13.44% 0.13% 0.00% 0.00% 0.00% 0.96% 5.29% 0.00% 0.00% 0.52% 0.00%

FY03 13.05% 0.10% 0.00% 0.00% 0.00% 1.40% 3.44% 0.00% 0.00% 1.22% 0.00%

FY04 12.82% 0 00% 0.00% 0.00% 0.00% 1.03% 2.70% 0.00% 0.00% 0.84% 0.00%)

FY05 12 6 5 % 4.43% 4 4 3 % 3.63% 3.62% 3.69% 0.76% 0 00% 0.00% 0.15% 0.00%

Note: The effective tax rate for M idnight Sun, Polaris. Orion. Aurora. Pt. McIntyre, and 
Borealis for FY 05 reflects 5 months' effect o f the aggregation decision effective Feb. 1, 

2005.
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A t t a c h m e n t  A 2  (Question 30)

Milne
Point Fntilcott Elder L isbum e

P nt 
McIntyre Nlakuk

West
Beach NPBS Alpine N orthstar

FY86 2.24% 0.00% 0 00% 0.00% 0 00% 0.00% 0.00% 0.00% 0.00% 0 00%

FY87 0.62% 0.00% 0.00% 4.48% 0.00% 0 00% 0.00% 0.00% 0.00% 0.00%

FY88 0.00% 8.17% 0.00% 7.73% 000% 0.00% 0.00% 0.00% 0.00% 0 00%

FY89 0.00% 12.25% 0.00% 6.25% 0.00% 0.00% 0.00% 000% 0.00% 0.00%

FY90 0.00% 10.37% 0.00% 0.54% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

FY91 0.00% 9.44% 0.00% 0.09% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

FY92 0.00% 9.51% 0.00% 0.03% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

FY93 0.00% 11.50% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

FY94 0.00% 11.53% 0.00% 0 00% 728% 1.56% 0.00% 0.00% 0 00% 0.00%

FY95 0.00% 11 30% 0.00% 0.00% 11.30% 6.15% 0.00% 0.00% 0.00% 0.00%

FY96 0.00% 10.39% 0.00% 0.00% 1 i .60% 1.76% 0.00% 0.00% 0.00% 0.00%

FY97 0.29% 7.10% 0.00% 0.00% 11.63% 1.51% 0.00% 000% 0.00% 0.00%

FY98 0.46% 4.54% 0.00% 0.00% 11.29% 0.89% 0.00% 0.00% 0.00% 0.00%

FY99 0.64% 1.29% 0.00% 0 00% 11.75% 0.70% 0.00% 0.00% 0.00% 000%

FY00 0.38% 0.73% 0.00% 0 00% 945% 1.32% 0.00% 0.00% 0.00% C.00%

FY01 0.16% 0.13% 0 00% 0.00% 647% 0.17% 0.00% 0.00% 424% 000%

FY02 0.02% 002% 0 00% 0 00% 3.10% 0.15% 0.00% 0 00% 10.76% 5.14%

FY03 0.00% 0 01% 0.00% 0.00% 2.40% 0.02% 0.00% 0.00% 10.50% 10.59%

FY04 0 00% 0.00% 0.00% 0 00% 1.63% 0 00% 0.00% 0.00% 10.33% 10 37%

FY05 0.00% 0 00% 0.00% 0 00% 4.78% 0 00% 0.00% 0 00% 10 17% 10 18%
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Attachm ent B (Question 58)
By. G. Rogers, March 1, 2006, source 
DNR

N P S  LEASES, N P S  R A T E S  & R O Y A L T Y  R A T E S  & S T A T U S
Unit - lease number Royalty Rate N P S  Rate NPS Statu

1
Duck Island

312828 20% 79 5935% in payout
2 312834 20% 48.8703% in payout

3
Milne Point

355016 12.5% 40.0000% in payout
4 355017 12.5% 40.0000% in payout
5 355018 12.5% 30.0000% in payout
6 355021 12.5% 30.0000% in payout
7 388235 12.5% 30 0000% in payout

8

Kuparuk River

355023 12.5% 30.0000%
not in 
payout

9 355024 12.5% 30 0000%
not in 
payout

10 355030 12.5% 30 0000%
not in 
payout

1 355032 12.5% 30 0000%
not in 
payout

Colville River

12 364470 12.5% 30.0%
non
producing

13 364471 12.5% 30.0%
non
producing

14 364472 12 5% 30 0%
non
producing

15 364477 12.5% 30 0%
non
producing

16 364478 12 5% 30 0%
non
producing

Point Thompson Unit

17 312866 20% 52 352%
non
producing

18 343109 12 5% 40%
non
producing

19 343110 12 5% 40%
non
producing

20 343111 12.5% 40%
non
producing

21 343112 closed closed
non
producing
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•  •

WHO SAID IT ... and when?
 . --------------- ■ --------------- ■ ---------------m--------------- ■ --------------- ■ ---------------■ --------------- ■ ---------------■ --------------- i --------------- a --------------- ■

« “Since discovery of oil in commercial quantities on 
the Kenai 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 investment climate toward 
attracting new payrolls and realizing rental and 
royalty income for the state.”
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•  •

The Challenge
 ■ --------------- ■ ---------------■ --------------- ■ --------------- ■ --------------- ■ --------------- ■ ----------------■ ---------------■ --------------- ■ ----------------a ---------------■ ------

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

*  Among your 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 o f credits 

and deductions
« Not much control o f these uncertainties -  best judgment.
« Your choice o f words, however, can reduce fiscal risk and provide 

greater certainty.
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©  •

The Past
« Cook Inlet example - “wells” versus

“completions”
« North Slope example -  the disaggregation and 

aggregation issue.
«  A N S  L i t i g a t i o n  H i s t o , y  -  t h e  p a s t  c a n  b e  t h e  k e y  t o  t h e  

f u t u r e .

«  T h e  m o s t  c o s t l y  w o r d s  -  t h e  A N S  r o y a l t y  l i t i g a t i o n .

* *  W h e r e  a n d  h o w  -  “ a t  t h e  w e l l ”  a n d  i n  a  m u l t i t u d e  o f  w a y s .

4
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The Lessons
_ _ ■ --------------- ■ ---------------■ --------------- ■ --------------- ■ --------------- ■ --------------- i --------------- ■ --------------- ■ --------------- ■ ----------------■ --------------- ■

«  M i l e s t o n e s  i n  t h e  A N S  L i t i g a t i o n .

♦  A N S  f i e l d  c o s t  a l l o w a n c e  s e t t l e m e n t  ( 1 9 8 0 )

♦  T A P S  A g r e e m e n t  -  “ j u s t  a n d  r e a s o n a b l e  r a t e s ”  ( 1 9 8 5 )

♦  R o y a l t y  S e t t l e m e n t  A g r e e m e n t s  ( e a r l y  1 9 9 0 ’ s )

k  O n e  c o m m o n  l e s s o n  l e a r n e d  -  r e a s o n a b l e  o p p o r t u n i t y  t o  

r e v i s i t  f i s c a l  p r o v i s i o n s  c r i t i c a l  t o  l o n g  t e r m  s a t i s f a c t i o n

♦  A N S  f i e l d  c o s t  a l l o w a n c e  h i s t o r y  a n d  m a g n i t u d e

♦  T A P S  S e t t l e m e n t

♦  R o y a l t y  S e t t l e m e n t  A g r e e m e n t s

5
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m

Examples of Concerns
4

& P o in t o f  P roduc tion
« D e f in it io n  o f  Gas P rocessing F ac ilit ie s
« D e f in it io n  o f  Gas T rea tm en t F ac ilit ie s
« The u n know n  re la tionsh ip  o f  term s to a 

stranded gas con trac t
«  The unquan tifie d  bu t m a jo r deduction  

and /o r c red it exposure -  “ abandonm ent”
« Pend ing Questions

6



Recurring Historic Themes
--------------- ■ --------------- i --------------- ■ --------------- ■ --------------- a --------------- ■  a  a --------------- *  ■ -  -

~ The use o f  the u n it opera ting agreements
♦Substantial weight (see Sec. 21, pg. 12)

® The adop tion  o f  ro y a lty  se ttlem ent 
m ethodo log ies (see Sec. 20, pg. 10)

~ A rb itra t io n



Recommendations
_  - i ---------------h-------------- ■---------------■---------------■-------------- ■-------------- ■---------------■-------------- ■---------------■---------------■-------------- ■

& Take the tim e  to c o n firm  the lessees’ A N D  
the D O R ’ s in te n t w here there is an 
am b ig u ity

** E xpec t linkages and try  to understand how  
they m ay a ffe c t o r be a ffec ted b y  fu tu re  
events

« Take advantage o f  y o u r “ extra eyes”





Library
Senate Resources Committee

A l a s k a ’ s  P r o p o s e d  P r o d u c t i o n  T a x

“PPT 20/20% 95

S B  3 0 5 / H B  4 8 8

Issues for Discussion and Further Research

Daniel Johnston
J u n e a u ,  A la s k a  

6 M a rc h ,  2006

D a n ie l J o h n s to n  &  C o ., Inc . 
wvvw. ( la n ie lio h n s to n .c o m  

60 S hady  Lan e  
H a n c o c k , N H  03449



D a n i e l J o h n s t o n  &  C o . ,  I n c .  —  F o u n d e d  i n  1 9 8 5

Serv ices in c lu d e :

C o n s u lt in g  -  (Similar to this work)
Economic and Financial Analysis and Modeling 
Risk analysis 
Economic modeling 
Negotiations

T e a c h in g
Public C ourses (each year: Singapore, Middle East, Houston, Europe) 
In-house Courses (for Governments and Oil Companies)
University o f Dundee, Scotland 
University o f North Texas

Institute o f Petroleum Accounting
Petroleum Accounting and Financi I Management Journal

E x p e rt W itn e ss  W o rk
A rb itra tion , L itigation, Mediation 

HigI Court -  New Delhi,
Supreme Court -  India 
International Court o f Justice 
High Court -  Wellington, New Zealand 
Brussels, London, USA, etc

In the past 15 years my work has been fairly equally divided between oil 
companies and governments. Further inform ation is provided at the end o f 
this report.

Alaska SU 305- HU -1X8 Testimony 0 Mar do 1 D an ie l Jo h n s to n  A C o .. Inc
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M i n e r a l  r e s o u r c e s  a r e  a g i f t  f r o m  G o d

I  d e d ica te  th is  w o rk  to  the  c u r re n t  a nd  fu tu re  g e n e ra tio n s  o f  A la s k a n s  and  to 
m y  fa m ily .

M a y  G o d  bless us a ll.

D a n ie l J o h n s to n
6 March, 2006

©

Alaska SH 305- HU 4SS Toslmons 6 Mai 00 ■) D an ie l Jo h n s to n  iC C o .. Inc
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P P T  2 0 / 2 0 %  A n a l y s i s  a n d  D is c u s s io n

M y  m a n d a te :

A n a ly s is , R esearch , D iscuss ion , R e co m m e n d a tio n s

H e lp  des ign  a F a ir  System

N o b o d y  W a n ts  a P u n it iv e  A rra n g e m e n t.

Alaska SH 3(15- IIH -4.S.S I'cs'iinon) (> Mar (16 3 D an ie l Jo l in s to n  &  C o ..  Inc.



F u t u r e  G e n e r a t i o n s  w i l l  a s k :

(1 ) D id  w e design  Ihe  system  r ig h t  w ith  the  best in fo rm a t io n ,  too ls , 
an d  resources  a v a ila b le  to  us?

(2 ) D id  we ne g o tia te  e ffe c tiv e ly  and  f ro m  a p o s it io n  o f  s tre n g th ?
I f  n o t d id  we do  th e  best we co u ld  w ith  w h a t we had?

(3 ) D id  we m anage to  s tre n g th e n  o r  u n d e rm in e  the  b a rg a in in g  p o s itio n  
fo r  fu tu re  gen e ra tions?

R e m e m b e r, th e  w h o le  w o r ld  is w a tc h in g  a nd  we w i l l  c o n tin u e  to  be observed  
and  ju d g e d  fo r  yea rs  to  com e.

M usk .i SH  3 0 5 -  H U  fNX T e s t im o n y  6  M  0(> 4 D an ie l J o h n s to n  & C o .  Ine



W a r n i n g :

Before we go fu r th e r  1 m ust po in t ou t tua t I have had bare ly  one m onth to 
address and /o r p repare  fo r  m any o f these com plex issues, the s itua tion , the 
proposal, the SB 305/H B 488 B ills , and a ll tha t goes w ith  i t  ( ,.a ve l, meetings, 
hearings, analysis and everyth ing). I need m ore tim e.

I cannot c la im  to have exercised due diligence on a v a rie ty  o f m atters in  the 
lit t le  tim e I have had so fa r  —  there is too much at stake. M o re  w o rk  must 
be done.

I do believe th a t even th is  p re lim in a ry  assessment o f the proposed tax 
regim e (PPT 20/20% ) can help fa c ilita te  discussion and foster an 
understand ing  o f the key issues and concerns. T h is  re p o rt is p rov ided  in 
con junc tio n  w ith  m y testim ony on 6 M a rch , 2006. The app ro p ria te  context 
fo r any statements here m ust inc lude m y o ra l testim ony.

I have never subm itted  a such a large and com plex docum ent to the k in d  o f 
sc ru tin y  I expect th is one to undergo w ith  so lit t le  tim e, under such pressure, 
and w ith  so much at stake.

The testim ony fro m  various o il companies occupied an immense am ount o f 
tim e w h ile  I was p repa ring  th is re p o rt but 1 believe 1 was obligated to 
observe those hearings. M uch  o f tha t testim ony was he lp fu l to me. 
Responding to some o f the rem arks I believe is m andators and is inc luded in 
th is p re lim in a ry  analysis.

I appreciate the assistance from  personnel w ith  the Leg is la tu re  and the 
A d m in is tra tio n  p a rt ic u la r ly  D r. van M eurs and D r. Roger M a rks , and the 
Econ One consultants. I appreciate tha t no one has pressured me to lean one 
way o r the o the r -  th is  is im p o rta n t.

Th is re p o rt should be viewed as a p re lim in a ry  in d ica tion  o f  th ings I in tend 
to address in  de ta il when I have had su ffic ien t tim e to fina lize  m y research 
and review the results o f economic m odeling tha t is being perfo rm ed as I 
w r ite  th is  repo rt.

1 reserve the r ig h t to co rrec t, amend, change and /o r add to th is p re lim in a ry  
repo rt.

Danie l Johnston 
6 M a rch , 2006

Alaska sH 305- MB -Ikn lVslimonv i> Mar no 5 D an ie l J o h n s to n  &  ( n  Jnc



C O N C L U S I O N S

1. A la s k a  has e ve ry  r ig h t  to change the  system .

a) A laska is not the on ly region considering o r m aking  changes these days, 
h) A laska m ay have m ore ju s tif ic a tio n  to change than most:

(1) because of the ordinary regressive effect of the royalty,
(2) :he ordinary regressive effect of a severance tax,
(3 he inefficiencies of ELF’s field production rate element 
(4 the inefficiencies of ELF’s daily well production rate element

2. T h e  new system  sh o u ld  increase  revenues to  th e  S ta te  o f  A la s k a  and  
enhance  e x p lo ra t io n  a c t iv ity .

a) t hese sound like  m u tua lly  exclusive objectives. Not necessarily.
b) Increasing taxes on existing p roduction  is re la tive ly  inelastic.
c) Incentives like  those proposed (cred its) can w o rk  well fo r  exp lora tion .

3. T h e  new system  shou ld  be a w e ll des igned  m o d e rn  system .

t) PPT 20/20%  w ould  ju s t b r in g  A laska up to the end o f  the last century, 
b) The system should be flexib le , progressive, sim ple, and transparent.

* .  F ry in g  to  c ra f t  one system  to  f i t  a ll s itu a tio n s  here  m a y  be im poss ib le .

a) L ike  try in g  to design a saddle fo r y o u r horse that must also f it  you r dog.
b) E xp lo ra tion  is extrem ely d iffe ren t than p roduc tion  fro m  existing fields.
c) W ith  the Legacy Fields like  Prudhoe Bay there is lit t le  m arg in  fo r  e rro r. 

G e tting  it w rong by even 1 o r 2 percentage points o f G overnm ent Take 
w i l l  be measured in the hundreds o f m illions  o f do lla rs.

d ) M a rg in  fo r  f r o r  w ith  exp lo ra tion  term s is not nearly  as c r it ica l.

5. T h e  P ro d u c e rs  w a n t “ fis ca l c e r ta in ty ” .
a) Fo r the pipe line I don ’ t blame them and it may s im p ly  be . equired.

But A laska must be extrem ely care fu l - it  is not a sim ple m atter.
b) For the o il tax law I d o n 't blame them  -  bu t it is not as c r it ica l.

Companies operate regu la rly  w ith  much less ce rta in ty  than is being demanded.
c) For eve ry th ing  to be “ lin ke d ”  —  does A laska w ant to be the pioneer on 

th is r is ky  and extrem ely unusual proposal? Its an issue o f sovereignty.

-Mask.i Sli JOS IIH 4SS Icsiunom 0 Vtar 06 6 D an ie l Jo h n s to n  & C o  Inc.



6. M u c h  o f  the  deb a te  he re  re g a rd in g  o il revo lves  a ro u n d  G o v e rn m e n t T a ke . 
W ith  th e  gas p ip e lin e  p ro je c t  a G o v e rn m e n t T a k e  s ta tis tic  is m uch  
less m e a n in g fu l.  T h e  t im e  w i l l  com e to  address th is  issue and  i t  is c r it ic a l.  

7. C r a f t in g  la ngua ge  to  a v o id  “ leakage ’ " deserves a p p ro p r ia te  te rm s  on the  
f r o n t  end  —  get th e  dea l r ig h t .

8. T h e re  a re  severa l issues o f  c r i t ic a l im p o rta n c e  th a t  I have n o t had  t im e  yet 
to  add ress  in  a w a y  th e y  deserve . These in c lu d e :

a) R e linqu ishm ent provisions. In  A laska companies have the r ig h t to hold 
acreage in ways tha t w ou ld  astonish most o the r countries.
I t  has placed A laska in a d if f ic u lt  position— an issue o f sovereignty.

b) A bandonm ent provis ions (site restoration, cleanup, dismantlement) need w ork . 
B ig d iffe rence between ex isting and fu tu re  facilities.

c) The proposed “ L inkage ”  w ith  the gas p ipe line deal is extrem ely disconcerting. 
The risks associated w ith  th is unique s itua tion  are immense.

Alaska SH 305- Jss I'oMimom (> M.irOo 7 Daniel Johnston .A t o Inc.



A lig n m e n t  o f  I n te re s t s  -  n o t  good . W e  k n o w  th a t .

F irs t  o f  all th e  tax  is b a se d  on p ro d u c t io n  n o t  p ro f i t s  (i.e. regressive)

Reference:

^ h e  In d o n e s ia n  S to ry :  the DMO Holiday! Separate fie ld status. 
(Definition o f  a Field)

T h e  C a l i fo rn ia  S to ry :  the Cunningham Field story 
(P rod u ction  per w ell)

The State lost in 2 ways: lower royalty AND lower taxes

O t h e r  p e r s p e c t iv e s  o n  E L F :

Alaska SB 305-1 IB 4NS I cstimony 6 Mar 06 8 Daniel Johnston & Co.. Inc.



If the system is going to be changed then: what criteria?

T h e  sy stem  m u s t  be  p ro g re s s iv e

T h e r e  m u s t  be a fa i r  d iv is ion  o f  p ro f i ts

T h e r e  m u s t  be no u n h e a l th y  d is - incen tives

H o p efu lly ,  th e  new  system  will be  s im p le  a n d  t r a n s p a r e n t

One critical issue centers on whether or not raising (or lowering) taxes has an effect 
on investment activity in the petroleum sector.

Alaska SO '05- HU -4SS Testimony 6 Mar n(i Daniel Johnston <V C o.. Inc



Every Country is Unique — Is Alaska More Unique?

Boundary Conditions
Land-locked -  High T ran sp o r ta t ion  costs 
Arctic -  high cost
Field s i/e  d istribu tion  expectations relative to Arctic conditions 

Concerns
Need for fiscal ce rta in ty  for Gas Pipeline (?)
Issues o f  sovereignty

Objectives
Fix E lf -  O b ta in  a fair share of profits -  Nothing punitive 
C ra f t  a “ m o d ern ” state-of-the-art system 
Magnify exploration  activity

Policy
Provide fiscal certa in ty?
T ake  g rea te r  risk?

Strategy
Reduce exploration risk exposure for oil companies 
C ra ft  a progressive tax

Tactics
Allocation mechanism s

Mask.! Mi 305-1Ili 4S.S Testimony (> Mar (>(' 10 Daniel Johnston & ( o , Ine



Fiscal System Analysis and Design -  Things to Consider

This table is relatively self-explanatory b u t  notice th a t  G overnm ent Take has a b road  
context within which it fits as far  as C o n trac t  T erm s (using; the te rm  broadly) are 
concerned. W hen evaluating  Alaska 's  position with respect to o ther  elements it 
stacks up fairly well. This area/discussion deserves fu r the r  examination.

The Balance Sheet
Prospectiv ity C ontract Term s

‘.’ Expected Field S i/e  Distributions ?Type of System
? Petrophysical characteristics PS(\ Service Agreement. Royalty/Tax System

Porosity, Permeability, Saturations, etc ? Signature Bonus
Stratigraphy, Age, Depths, Thicknesses ? Work Program Seismic + Drilling

? Well Deliverability S, Timing, Relinquishment. Guarantees
"Estimated Success Probability ? Royalty

Source, Seal, Reservoir, Migration, etc ? Cost Recovery Limit
? Oil vs Gas -  Fluid Properties ? Effective Royalty Rate

API Gravity, Wax, H*S etc '.’ G overnm ent T ake
? Data Quality and Quantity ? Government Participation
‘.’ Exploration Drilling Costs ? Entitlement
? Post Discovery Costs ? Cost Savings Index

Development Drilling ? Ringfencing
Production Facilities ‘.’“Crypto" Taxes
Transportation Costs ? Other (Lots of strange things)
Operating Costs ? Contract Stability

? Water Depth and Climate ? Allocation System
? Political Risk

From: Johnston Course  Materials.
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Choosing the Appropriate Peer Group

Every mention of the UK in this debate mentions a Government Take 
of 50%.

Perhaps a better comparison for Prudhoe Bay wou'd be the Brent or 
Forties Oil Fields. These fields pay a 50% Petroleum Revenue Tax 
(PRT) in addition to the 50% Corporate Tax, i.e. they have a 
Government Take or Effective Tax Rate of 75%.

Why has nobody mentioned the 75% Government Take in the UK?

As far as the choice of peer group is concerned, there is much work 
needed. Picking a peer group for Alaskan exploration (future) is one 
thing. Picking a peer group that fits both exploration and the Legacy 
Fields is quite another matter. 1 agonize over this.

The problem of “HOW” to calculate Government Take regardless of 
the peer group is quite another matter. And it is a huge issue.

Al.iskii SU 305- HH 488 Tcstun< v Mm (16 12 Daniel Johnston & Co.. Inc



Will increasing tax rates reduce investment in Alaska?

I believe there is strong evidence that producing activities a»*e relatively 
unaffected by changes in tax rates unless they are dramatic.

The issue of industry response to changes in tax rate was addressed by BP 
(discussed in the following pages).

Do credits work?

1 believe that “incentives” like the “credits” proposed can work quite well. I 
have experienced it.

In fact my inclination at this time is that we could enhance credits for 
exploration —  still looking into that but supporting information is being 
generated and some follows.

The information that follows is preliminary. Gathering this information 
was prompted by remarks by the Producers and struck me as odd and 
inconsistent with my experience. I have had less than 5 very busy days to 
respond to this BUT it is critical. Alaskans don’t want to lose jobs.

The producers say that a dramatic reduction in Government Take spurred 
investment activity in the UK in 1993. I disagree. There should be 
sufficient information to make an informed opinion even though my 
historical expenditure and drilling data comes from graphs (UKOOC) that 
had to be “reduced”. Further work is required here. See below:
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B P  G r a p h  o f  P r o d u c t io n  vs. T a x  R a te

The g rap h  below is not a fair  representation  of w hat the result o f  lowering the tax ra te  
in 1993 was. In fact exploration expenditures went down significantly in 1994 and 
developm ent expenditures  did not go up (see following page). They went down but not 
as d ram atica lly  as exploration expenditures.
I th ink  every Alaskan should consider this carefully and  co m pare  it to the da ta  on the 
following page.
I experienced the “ boom ” in the mid-1980s in the UK sector of the N orth  Sea tha t 
resulted from  incentives provided tha t were very similar to the “ cred its” proposed here 
in Alaska. T he  increase in p roduction  was the result of exploration  th a t  occurred years 
before the 1993 reduction  in taxes as one would expect. I do not see how it could be 
possible for industry  to gear up and  respond as quickly as this g rap h  would suggest.
Please consider my w ork  on the following page with caution. I had  very little time to 
respond to this g rap h  on such short notice with the busy schedule here in Jun eau . With 
a bit m ore w ork  we can verify —  it is so im portant.

.. . But lowering tax rates will encourage investment
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UK Petroleum Taxation History
Marginal Take Brent Annual (£.MM)
Old New Price Expenditures (1)

Year Kovaltv SPI) PRT CT Fields Fields S/BBI. K* Pi- Dev.
1974 12.5% 52% 58% 58% 1,625 3,625
1975 12.5 45 52 76.9 76.9 1,750 6,813
1976 12.5 45 52 76.9 76.9 1*375 8,875
1977 12.5 45 52 76.9 76.9 1,500 7,750
1978 12.5 45 52 76.9 764 1,000 7375
1979 12.5 60 52 83.2 83.2 750 6,750
1980 12.5 70 52 87.4 87.4 1,063 6,688
1981 12.5 20 70 52 90.3 90.3 1375 6,875
1982 12.5 20 75 52 91.9 91.9 2,000 6.688
1983 75 50 87.5 87.5 2,125 6.250 Ring fence dropped in
1984 75 45 86.3 86.3 2,875 6375 1980s for the PR I . When .’
1985 75 90 85.0 85.0 28.43 2,813 5,500
1986 75 35 83.8 83.8 14.44 2,000 4,563 Price Crash
1987 75 35 83.8 83.8 18.42 1,438 3,688
1988 75 35 83.8 83.8 14.88 1,938 3,750 Piper Alpha Disaster (2)
1989 75 35 83.8 83.8 18.21 1,875 3,500
1990 75 35 83.8 83.8 23.79 2,375 4,125
1991 75 34 83.5 83.5 20.06 2,750 6,125
1992 15 33 83.3 83.3 19.31 2,000 6,250
1993 50* 33 66.5 33 17.04 1,625 5,063 Tax Rate Drops
1994 50* 33 66.5 33 15.87 1,188 4.750
1995 50* 33 66.5 33 17.00 1,375 5,500
1996 50* 33 66.5 33 20.61 1,313 5,313
1997 50* 33 66.5 33 19.19 1,438 5,063
1998 50* 33 66.5 33 12.84 875 5,938 Price Crash
1999 50* 31 65.5 31 17.83 500 5,563
2000 50* 31 65.5 31 28.55 375 3,125
2001 50* 30 65.0 30 24.43 438 3,875
2002 50* 40 70.0 40 24.86 375 3,875
2003 50* 40 70.0 40 28.7“ 313 3,563
2004 50* 40 70.0 40 38.30 344 3,188
2005 50* 50 75.0 50 53.73

* New fields receiving development approval after 16 March 1993 exempt from PRT.
Also, these take statistics ignore the effect o f “ uplifts" on the PRT.

SPI) Supplementary Petroleum Duty
PRT Petroleum Revenue Tax
CT Corporate Tax
(1) Derived from UKOOC graph - it was all 1 had at the moment. I f anybody has the correct

information I would appreciate it.
(2) Industry spent an extra £5 Billion for new safety equipment in the UK North Sea

1 hnt'o ctiKfr*»«*»arl ̂1 (Wl \4illirxn rs«»r t/s»or Vxr ihis N v»virc frtllixtnnn th*s rlioct^r /m»'

The actual investment activity contradicts the theme that production after 1993 was 
strongly influenced by the tax reduction. Notice, there was a “boom ” in the 1980s.
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