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Combining Gas Processing ari<
Gas Treatment

Current Rules
-  Both post production activities -  no allocation 

of costs necessary

• Proposed Rules
-  may require allocation of costs.
-  Choice -  could move gas treatment to 

upstream of point of production.



Prudhoe Bay: Point of Production
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Bay: Point of Production
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• Simplified definitions that will not lead to 
low value-added conflicts

• Incentivize all production activity
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Library
Senate Resources Committee

An economic research and consulting firm with offices in California (Los Angeles and 
Sacramento) and Texas (Houston and Austin)

* We provide consulting services in various industries, including petroleum and natural gas. 
regulated utilities, electricity, telecommunications, and computer software

• We have worked for:

• A number of state governments on energy-related matters, including the States 
o f Alaska. California. Hawaii, Louisiana. New Mexico, New York, and Texas

• Federal government agencies, including the Department of Justice, the Federal 
Trade Commission, the Department of the Interior, and the President’s Council 
o f Economic Advisors

• A number o f foreign countries and international agencies, including the World 
Bank, Mexico. Nigeria, Turkey, and Tanzania on matters related to economic 
development and privatization of state-owned utilities

• A number o f companies in the petroleum and natural gas industries, including BP, 
Occidental Petroleum, ANR Pipeline, Koch Gateway Pipeline, Sempra Energy, KN 
Energy Corp., Lyondell-CITGO Refining, Total Petrochemicals U.S.A.. Panhandle 
Eastern Corp., and ONEOK, Inc.
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• Economist working in conjunction with Econ One Research, Inc.

• Ph.D. in Economics and Finance from the University of Chicago with over 30 years of 
experience working in the petroleum industry

• Chief Economist for ARCO from 1975 to 1998

• At ARCO, Dr. F iniua was in charge of petroleum price forecasting for the com pany's Long 
Range Planning Process and conducted scenario-planning exercises with senior management 
lesponsible for Investment decisions

• Consulted with the California Energy Commission, the State of Hawaii, and the International 
Hydrogen Infrastructure Group (a consortium of private companies and the U.S. Department 
of Energy) on energy-related matters

• Currently teaches forecasting and modeling at the University of California. Irvine

• Published articles in Business Economics, The Journal of Corporate Renewal, and The 
International Journal o f ForecasOnq

• Senior Fellow with the U.S. Association for Energy Economics

• Former President of the International Association for Energy Economics
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Conclusions/Observations 
Forecasts

Producers are using $40 as a plann ing base case w ith $30 as a 
stress price case. Majors may be using a s lig h tly lower price 
range than independents, but are m oving the ir views up.
-  This range may actually be lower than their best estimate, but is 
consistent with their "prudent" planning approach

-  This range is consistent with recent observed oil asset purchases

This range is cons is ten t w ith pub lic ly available fo recas ts 
a lthough the recent EIA AEO 2006 is above th is range. (~$54)

What really matters is what fo recasts are the 'ris k take rs ” 
us ing?

Forecasters have been humbled (and w ill con tinue to be 
humbled) by the ir fo recas ts
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Factors Suggesting Continued Higher Prices (short-term)
-  Strong oil demand, especially in China and rest of Asia
-  Growing Gap Between Global Demand and Global Non-OPEC 
Supply

• Non OPEC oil supply cannot keep up with growing world demand 
permitting increase in OPEC’s market power

Factors Opposing Higher Oil Prices (lonq-term)
-  Conventional oil faces threat from alternative sources of liquids 
when prices are high

• Tar Sands: economic at -$20-30 oil
- Coal Liquids: economic above $30/bbl
• Shale Oil: economic above $45-50/bbl

-  Penetration of Alternative Transportation Vehicles
• Oil's key position in the transportation market will be eroded by Hybrid 

vehicles, Grid-Connected Hybrid vehicles, Fuel Cell Vehicles
A $10/bbl difference in oil prices is an $73B additional consume^ 
costs per year

E lA 's Annua l Energy Outlook (AEO) January 2006
-  Forecast of oil prices (through 2030, converted to WTI by Econ 
One)

-  Include Alternative scenarios, probabilistic forecasts developed by 
Econ One

In terna tiona l Energy Agency (Paris) -  2005

Reuters Poll o f 18 Oil Ana lys ts fo r WTI in 2010 (March 2006)

NYMEX Futures market 
-  WTI oil contract traded since early 1980s



Oil Price Outlook -  EIA Annual Energy Outlook 2006

EIA AEO 2006 WTI Crude Oil Price Forecast

20 00

10  00

»•

Alternative Oil Price forecasts -  
Reuters Poll (March 10, 2006) '

Source Commodities Week/y. Deutsche Bank, 10 March 2006

P rice  F o re ca s t fo r  W TI in  2010 

R euters  P o ll o f  18 O il A n a ly s ts

Analyst Number
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Producers have been “burned” by forecasts of high oil prices in the
past
Producers will test their projects against a price path that is below their
“Most Likely" view

-  They use the "o ffic ia l price view”  as a speed lim it to signal caution
-  By "h igh-grading," th r will have a suite o f projects resilient to price . isk
-  Their price view lags the current market price by as much as 5-7 years as 

prices r is e ,; id by 2 years as prices fall.
-  Current view m ight be: $35-40/barrel
-  Producers w ill also "s tress" test their projects at $30/barrel

The consequences of erior are not symmetrical
-  If a producer underestimates the future path of prices, they w ill not 

undertake high risk projects and their returns w ill skyrocket (the current 
situation relative to a few years ago)

-  If a producer overestimates the future path o f r rices, they w ill be scorned 
by Wall Street and investors (their position in the late 1990s)

-  They w ill “ m iss" opportunities, but these m isses w ill not be fu lly 
"penalized" by the market

■*111

Marubeni acquisition (2/23/06) o f P ioneer G O M  assets : -  $40 

Norsk Hydro  acqu is ition  (9/19/05) o f Spinnaker Exp loration : -$35 

Statoil acquisition (4/28/05) o f En C an a ’s D eepwater G O M : -  $30



Some Examples of Humbling Oil Price Forecasting

Energy Adm inistration Adm inistration (US DOE)

A Private Oil Company

• Polls of "experts" -  Society of Petroleum Evaluation Engineers





Historical Crude Oil Prices

World Crude Oil Price*
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Investm ent Decision-Making 
by Oil and Gas Companies



Financial Criteria'
Net Present Value |NPV)

Present va lue o f fu tu re cash flow s inc lud ing cap ita l investm en t

A pro jec t w ith a pos itive NPV is a candidate fo r acceptance

t ' ' 4 .* -
‘ * '

The d iscoun t rate at wh ich the NPV o f a pro jec t equals zero.

A ll p ro jec ts w ith an IRR greater than the risk-ad justed cos t o f 
cap ita l shou ld be accepted when there are no cap ita l budget 
restra in ts . Choose higher IRR pro jects when there are capita l 
budget restra in ts . A lthough trie “ market” w ou ld fund pro jects 
w ith IRR above cos t o f capita l, pro ject can be postponed.

IRR o f 12-15% cu rren tly ind ica tes th resho ld rate o f return 
w ithou t s ign ifican t risk factors.



Financial Criteria ,
Cash (Undiscounted)

• *•

Not used  as key investment metric
Often used to view size of project in presentations to sovereign governments 
Antithetical to discounted cash  flow analysis

-  Su ffers from  fa ilure to reward cash earfy
-  E.g. C a sh  flow s below  are equivalent, but not in  d is . ounted terms

Und iscoun ted Project C ash  Flow s



Prudhoe Bay Disco

Conclusions/Observations Regarding Exploration /  
impacts ,  -i.i *

W ithou t ANWR opening, expecta tion o f large o il d iscove ries are 
unlike ly , due to the Field Size D is tribu tion o f rem ain ing 
econom ic reserves

At low prices, 25/20 helps e x p . jre r more than 20/20

Incentives are required at low prices (say, $73 M, a lthough 
a lte rnative approaches cou ld wo rk as well)

At low prices, 20/20 and 25/20 pre ferred ove r SQ, in orde r to 
incen t exp lo ra tion

Under e ithe r a 20/20 or 25/20 program , rem ain ing reserves are 
econom ic, except fo r low prices (<$30?)
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Stylized Lifecycle of New Field

Comparison of Reserves -  Central North Slope vs, 
ANWR •

Deve lopm en t
Capital

Exploration
and

Appra isa l
Period

Production  Phase Econom ic L im it

Undiscovered Techn ica lly Recoverable Oil Reserves

Central 
North Slope

ANWR

Mean Estimate o f Reserves 
(B illions of barrels)

Amount in Fields Over 1 B Barrels

Am ount in Fields Over 500 M Barrels

Amount in Fields Smaller than 64 M Barrels

Note: Not all these reserves are economic

Source: USGS
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Size Distribution of Undiscovered Fields 
North Slope

Technically Recoverable Reserve* 
Central North Slope 

(no ANW R)

Size Distribution of Undiscovered Fields -  ANWR
Techn ica lly Recoverab le Roserves A N W R

Fi«U> S u e ( M M B )

HflKraUirib;' sdf- ■ ’* ■ ?}• ■' v>~.-2- r * - -'iv
10 Billion Barrels of Technically Recoverable Oil Reserves^ ANWR
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How An Explorer Will Look At The Exploration \
Proposition , ' v,,

Calculate the Net Present Value o f all outcom es, weighted by 
the expecta tion o f the outcome
EMV= NPV (a success fu l deve lopment pro ject) x (Chance o f 
h itting oil) less NPV (cash flow from undertak ing exp lora tion)

Expend Exploration Capital 

5:6 (83.3%) chance 1:6 (16.7%) chance'

*  Hit Oil
Dry Hole

Develop field

Negative Cash Flow: Pos itive Cash F low (H ope fu lly )

Exploration expenditures Wellhead revenue less Royalty,
less government credits, p p T  p r o p < j r 1 y  TaXi Development

allowances, tax sheltering
CAPEX and OPEX, SIT, FIT, and 

adjusted fo r government credits, 
allowances, tax sheltering

•Tho oxporionco in A la ska  Irom 1994-2003 is 17.9% accord ing  to W ood Mac G O G RR  2004



Schematic of Cash Flows For This Example

Cash Flow From 
Exploration

100% of Time

Cash Flow From 
Development 
and Production

16.7% of Time I

O '

t.-i;
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Avoiding Gambler’s Ruin f
Say the chance of drilling a 
successful well is 1-in-6, or .167

An explorer will want to mitigate 
the risk of failure by c lling 
more wells. (Possibly shared.)

The chance of failure with one 
well is .833 (=1-.167). The 
chance of failure with a 6 well 
program is .334 (=.833A6)

An explorer can drill six wells 
with an e x p e c te d  n u m b e r o f 
s u c c e s s fu l w e lls  =  1.0

No of 
Successes

Chance Expected
Value

0 .3341 0
1 4019 4019

2 2015 .4030

3 0538 1614

4 0081 0324

5 0007 0033

6 0001 0078

Total 1000 (



Illustration of A Failed Exploration Program -1  Well
A One Well Dry Hole Program at $20 Million

20/20 25/20 SQ
Year

1 -2.4 -2.3 -3.1
2 -2.3 •2.2 -3.1
3 -2.3 -2.2 -3.2
4 •̂ 1 00 -7.4 -10.3

Total Producer 
Cash Flow -14.8 -14.2 -19.8

Producer NCFNPV10 -11.1 •10.7 -14.9



Economics of an 6-Well Exploration Program 
50 MM Field (High Cost, Low Productivity)

Without $73 M Allowance

Explorer NCF NPV10

Price (Real (2006) 20/20 25/20 SQ

$30 -37.0 -35.7 -79.2

$40 44.9 41.1 23.1

$50 120.9 110.5 125.5

State Revenues ($M) NPV10

$30 0.0 -2.1 69.0

$40 64.8 71.1 100.4

$50 139.2 156.2 131.8

Economics of an 6-Well Exploration Program 
50 MM Field (High Cost, Low Productivity)

With $73 M Allowance

Explorer NCF NPV10

Price (Real 12006) 20/20 25/20 SQ

$30 -13.2 -6.0 -79.2

$40 78.3 82.8 23.1

$ 50 158.8 157.9 125.5

State Revenues ($M) NPV10

$30 -38.8 -50.6 69.0

$40 10.3 2.9 100.4

$ 50 77.3 78.8 131.8



Economics of an 6-Well Exploration Program
Without $73 M Allowance

Explorer NCF NPV10

Price (Rui (2006) 20/20 25/20 SQ

$30 -34.9

$40 148.3

$50 331.6

Explorer IRR

$30 9.9

$40 14.9

$50 21.1

State Revenues ($M) NPV10

$30 139.2

$40 200.6

$ 50 261.9

■>k. Imt Wr
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Economics of an 6-We£Bcpk>ration Program

Without $73 M Allowance
Explorer NCF NPV10

Price (Real WOOf) 20/20 25/20 SQ

$30 5.1 3.3 -34.9

$40 149.7 138.9 148.3

$50 284.1 261.7 331.6

Explorer IRR

$30 10.3 10.2 9 9

$40 17.1 16.9 14.9

$50 22.8 22.5 21.1

State Revenues (SM) NPV10

$30 51.2 54.1 139.2

$40 165.7 183.4 200.6

$50 296.9 337.5 261.9



Economics of an 6-Well Exploration Program
With $73 M Allowance

• Explorer NCF NPV10
•

Price (rm i $2006) 20/20 25/20 SQ

$30 32.6 37.7 -34.9

$40 184.5 182.4 148.3

$50 323.5 311.0 331.6

4 Explorer IRR

I . $30 11.7 12.0 9.9

$40 18.5 18.7 14.9

$50 23.9 24.0 21.1

State Revenues ($M) NPV10

$30 6.2 -2.2 139.2

$40 108.9 112.3 200.6

$50 232.6 253.0 261.9
■ ... 

i . ■
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Conclusions/Ob&rvations Regarding Exploration w 
Impacts' 0

• W ithout ANWR opening, expectation of large oil d iscoveries are 
unlikely, due to the Field Size Distribution of remaining 
econom ic reserves

• At low prices, 25/20 helps explorer more than 20/20

• Incentives are required at low prices (say, $73 M, althougn 
alternative approaches could work as well)

• At low prices, 20/20 and 25/20 preferred over SQ, in order to 
incent exploration

• Under either a 20/20 or 25/20 program, remaining reserves are 
econom ic, except for low prices (<$30?)
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Projected North Slope Crude Oil* Production
(FY 2007-2030)

800.000

\  .. • '
Change in Projected Taxes Under a 20/20 Tax . r; \  ^
DOR Forecast Production (FY 2007*2030)* . • *

•  • ' .* ; ________

i l s s s s a s s s
F Y  2007-2016 F Y  2007*2030

T o ta l P P T  T a x  (JM .IIion ) $15,272 $29,255

T o ta l D iffe r e n c e  fro m  S Q  ($ M lllion ) $7,471 $17,971

A n n u a l A v e r a g e  D iffe r e n c e  fro m  S O  (S M illio n ) $747 $749

P P T  E f fe c t iv e  T a x  R a ta  (P e rc e n t) 1 2 4 % 1 2 6 %

S Q  E f fe c t iv e  T a x  R a le  (P e rc e n t) 6.3% 4 .9 %

•' v  • ■ .

2 6



F lA »Vr  Pnt# for F<>m
|4QP*.-«

rrxcrx'* F'XC’XX) 
Rr—»u'Mr a»ewew'

A T I  (*m» r\ Hmi WDHOctm t >44 fC
y

Tot* PPT T | |  (UMiOn 70061, >7W 744 »12 *S >44 n o  210

Tot* > V w x a  »m i i K U  Quo <Uuon JOOC1« If7.»7» (4 U 4 IX ) 707 la  s i r

A r w *  A A  a j«  C V**«va *ot" 5t»'u* O-o V-uon 3 W I >749 WO' I I  701 444 r

PPTLitec* «  ■*. KAio.Patc«iMj f / # X 4 7% U S X 10 o x

Status Q u o te d  «■ Tea Nat* iP«*tont) 4 C> SAX 4 7 \ 4 OX



Change in Pro jected Taxes Under a 20/2OTax w itb 
*  Costs Increased by 20%
DOR Forecast P roduction (FY 2007-2030)* • \

E *A WTl Pme* » or* m i F*M FY2007JD10 FT 2007-2030
Rom lew *40 Pot* RraMew- A /tttm *

A M V  *V P Prn* 0• *Mt 3006 Datm • t u  ro 172 00 Hono $M 00 $32 30

FY AK / TCit

Tot* PPT Tm  (M*mt jOOOS) SU M J H  UC fit»o«e 17 419 S* $79

Tot* .- V * v a  ram 3!OM OjO iUm*  «06J HOC/ u r n 110 219 SI 9 tt SO

* n v a  lo »  $Utu4 Otto (U-om 20031/ MOO $214 $1022 1197 SC

PPT Efettn* Tm  Ham tPwcortl 11.*% m i n 02%

SU'ui Quo Ctbc»M To* R*a ,P*t.oot, i n i n 02% o n 0 3%

i y  to o r jo x

Tot* p p '  Tm  .Mao* 2006J 12* V5 110070 *41 0M $10 400 10 149

Tat* Cadence Sl*-€ Ouo .tM»nr 2000S, t i i .n i $2‘J* 127*11 $* M0 SO

A n n*  A*raga M m k i  to*  3u>*  GuO w .«n i d t l i U M M |1 140 S2S2 so

PPTC%ctrvo Tm  Mato |P*c*nti I I M l i t 13 8% 6 3% 49%

Status Quo t f e c t*  *m  Roto (Poraomti t w S4% 4 7% 49% 49%
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Difference in Projected Taxes Mfctween a25/20.and a 20/20 Tax 
DOR Forecast Production (FY ■07-2030)*

* • ■ .

Prica: E 'A  B u t  Fo ra ca .1; WTI * *54.70 Rm I Avaraga

S 8 8 S 5 5 P  ? s ? t 5 ? 8 5 S S s S S S S S il l i i R 8 S 8 * 8 8 S R S S R S S S S 8 S 8 8

To ta l 2 W O  P P T  T a x  (S M illio n )

T o ta l D iffe r e n c e  from  20720 P P T  T a x  ( M i l l io n )

F Y  2007-2014 F Y  2007 2030

I 19.7M

A n n u a l A v * ' « q *  D iffe r e n ce  fro m  20/20 P P T  T a x  (U fc llio n )

20/20 P P T  E f fe c t iv e  T a x  R a la  (P arcan t)

2S/23 P P T  E f fa c t i v a  T a x  R a te  (P arcan t)

S37.MO
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.'JOfl O o 'tn 534 70 STS 40 t r j o c 1-40 00 534 70 573 40 577 » 540 00

fYJOOTlO  I*
i ta u a  Ouo 33 7% 33 0% 37 4% 36 3% 74 0% .T  0% 73 7% 77 2%
7<Y20P«T 37 7% 3/0 % 57 i% 3«7% 70 0% >0 0% V  0% 71 3%

2320 PPT 30 0% 30 0% 30 0% 00 0% M 3% 343% 34 0% 33 ?%

FY /OCfTOJC

Statw* Qwo 3» 0% w  /% 30 0% 37 7% 77 4% 27 2% 22 0% 73 7*»

2 0 7 0 PPT 30 0% 37 •% 30 0% 37 7% 7f 7% 30 0% 3* 3% 3 ' 3%
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Effective Average Tax Rates at Various Price Levels
(F * 2007-2016)

9 r , *
i-x x ___i : ____« ___________t ___r> _ x ____.1  \ ____ *  n _ :  —  i /Effective Average»Tax Ratqs at Various Price Levels
(FY,.2007-2016)'
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E ffec tive  A v erag e  Tax R a te s  6 t V ario u s P rice  L ev els
(FY 2007-2016) *

125 IJO *M U0 US ISO Hi MO MS »70 $?S
(WTI Pnc* in 12006)



Assu m p tion s : 0.25% per dollar over $45/barrel W T I (threshold); 
$55/barrel W T I price;
$47/barrel A N S  w ellhead price;
20/20 PPT.

■ Sliding Scale Tax in Addition to PPT, and Deductible Against PPT 

• If WTI is <= Threshold price (e.g., $45): No Additional Tax

■ If WTI is > Threshold price; Additional Tax Equals 0.25% Der
Dollar Over Threshold x Gross Wellhead Value

Add itiona l Tax = (W TI Price -  Threshold) x Increm ent Rate x 
A N S  W ellhead  Price x (1 -  PPT  Tax Rate)

= ($55 -  $45) x 0.25% x $47 x (1 -  20%)

= 2.5% x $47 x 80%

= $0.94
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E ffec tive  A v era g e  Tax R a te s  a t  V ariou s P rice  L evels
(FY 2007-^016) .. .

-.r . - -- • ; v |

ni n

Effective Average Tax Rates at Various Price Levels
(hr 2007-2016)

20(20 Tat*

Avaraga
Hi store ai Rata

20/20 Tat*, US 
Siding Seals. 0 25%
25/20 Tat*

Protactito 
Statu* Quo

525 530 535 U0 US 550 555 550 545 570 575
(WTI Pr*ca in 52000)

20/20 7**• 540 
SKdmg Seal*. 0 25%

20/20 Tat* US 
Si ding Seal* 0 35%



E ffec tive  A v erag e  Tax R a te s  a t  V arious P rice  b e v e ls  * >
(FY2007-2030) ' 1 ‘

US 550 
(WTI Pnce in 12004;

tV 20 TU*. 141 
Udlng Sc«* 0 3S%|
20/20 Tm*.U0

Sc** 0 2SX|

Average
Historical Reta

Project ed 
Status Quo

Projected Effective Tax Rates with Sliding Scale Tax /
. DOR Forecast Production (FY 2007-2030)* f

> vT :. 7 j > JB b v l f c t lu S S B ai

ir «»e ---vy f« —  *>«

(5 2004)
(1) 12) (3) l«i

(PWMMJ
(5) (0) (7) (01 :•) (10)

IX • ex 55% S 4% S4X • ex 5*X sax 59% sax sax
540 40% '■00% 11 cx 11 3% ’ 5% nex ioo% 100% ioc% ’0 0%
ISC 4 OX n OX ’4 OX 15 7% .4% 17 2% 130% *44% *40% 154%
tec 4 OX 134% 14 4% 15 7% ; <x 22 2% •»4X •9 4% •6 4% 2T4X
|7D 4 ex ’4 5X 21 SX 2)2% 25 0% 20 7% 20 5% 23 0% 23 5% 25 OX
lao 4 ax 15 2X .4 2% 215% 20 7% 31 OX 23 2% 23 2% 27 7% 26 2%

„■*> ̂  «*r !*»̂ a v »• !»*
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March 15 ,2006

Senator Tom  Wagoner, Chair 
Senate Resources Committee 
State Capitol, Room 427  
Juneau, A K  i.9801

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

)  Juneau, A K  99801

Rep. Jay Ramras, Co-Chair 
House Resov.ces Committee 
State Capitol, Room 104 
Juneau, A K  99801

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

Dear Senator Wagoner and Representatives Samuels and Ramras,

Thank you for the opportunity to respond to questions posed during (and following) 
recent committee hearings. This letter incorporates answers presented during testimony 
which was based on our interim draft reports dated M a*:h  2 and March 7, 2006, and 
provides additional information not previously available. In addition, this letter expands 
some o f the answers in response to followup questions posed during the hearings. We 
have included a substantial number o f attachments which are indexed to the question 
number. Lastly, we have included an index, by topic, which should prove helpful.

1. Identify values/amounts for the “ look-back” or transitional section; per year 
according to the actual, by type (exploration, development, production). The 
Department o f  Revenue model uses $1 billion per year as capital costs, so for the

)
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transitional period, there would be about $5 billiot. This annual costs are based on 
compilations o f  historical data.

(m illions) Exploration Dev. &  Production* Total
2001 152 1,636 1,788
2002 125 1,054 1,180
2003 90 970 1,060
2004 67 980 1,047

•  W e  do not have information on the split between development and production expenditures.

Although wc have not completed this work, we have some evidence about costs in 
2005 and the first h a lf o f 2006 and it appears they w ill continue the downward trend 
seen in the four years presented.

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

M obilization costs are capitalized for federal tax purposes, as Intangible Drilling  
Costs. As such, they are a capitalized expenditure for PPT purposes, and therefore 
are deductible and creditable. We understand that demobilization and abandonment 
expendituies are both expensed as incurred. This would mean that these costs are 
deductible, but would not generate a credit.

3. Is there a “rating” for political stability -  or 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 Y T D  actuals, the average A N S price 
between January 1, 2006 and July I ,  2006 is estimated as $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 sm jll amount, probably no more than 1% o f total state production o f  oil and 
gas. Currently it is limited to Alpine and its satellites and Cook Inlet, though 
production expected soon from the N PRA w ill also have private leasehold interest.

2



6. Was there consideration o f phasing out the $73 m illion allowance o \er a certain 
period o f time?

No, if was not considered.

Letter to Senator Wagoner and Representatives Samuels and Ramras
March 15,2006

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

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 anticipated price levels after employing the $73 m ill’on standard allowance. At 
high oil and gas prices, and given our cost assumptions, Anadarko, Marathon, and 
ChevronUnocal v, ill also pay severance tax a fe r  deducting the $73 million dollar 
allowance, given the production volumes reported publicly by those companies.

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

Note: this question answers progressivity generally, but see definition at Question 
91.

Progressive features are relatively common around the world. Fol’owing is a list o f 
the main fiscal regimes with such features. “Old" features are defined as features 
that have been in existence for more than 20 years. "N ew " less thar 20 year«.

There is a wide variety o f systems that arc progressive w ith the level o f well 
production or field production. These systems are not included in the list.

)

Country Region/Type Feature Oil/Gas Old/New
Canada N W T IR R  based profit sharing 

royalty
Both Old

Newfoundland IR R  based profit sharing 
royalty

O il Old

Nova Scotia Payout based profit 
sharing royalty

Both New

Alberta Production/Price 
sensitive royalty

O il Old

Alberta Price Sensitive royalty Gas Old
Alberta oil 
sands

IR R  based profit sharing 
royalty

O il Old

Colombia Price sensitive windfall 
profits tax

O il New

Venezuela Conventional IR R  based profit share O il New
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)

)

Oil
Peru R-factor royalty Both 1 N ew
Bolivia Profit sensitive Surcharge 

with uplifts
Both 1 New

Trinidad &  
Tobago

Conventional
O il

Supplemental Petroleum 
Tax, Price sensitive

O il 1 New

Deep water

I

Production/Price 
sensitive profit oil/gas 
shares

Both 1 New

Norway Uplifts on Hydrocarbon 
Tax

Both Old

U K Old licenses Uplifts and Oil 
Allowance on PRT

Both Old

Denmark Uplifts on Hydrocarbon 
Tax

Both Old

The
Netherlands

Uplifts on Special Profit 
share

Both Old

Algeria Cumulative Revenue 
sensitive PRT and uplifts

Both New

Tunisia Sliding scale taxation Both New
Libya R-factor based profit oil 

splits
O il Old

Nigeria Uplifts and tax credits O il Old
Angola IR R  based profit oil 

shares
O il New

Qatar R-factor based profit oil 
shares

O il N ew

Saudi
Arabia

IR R  based corporate 
income tax rates

Gas New

Iran Buy Back contracts Both New
Pakistan Offshore Price Sensitive W indfall 

profits tax
Both New

India R-factor based profit oil 
shares

Both New

Thailand Profit sensitive SRB Both >New
Malaysia Price sensitive windfall 

profits tax
Both Old

Indonesia Uplifts Both Old
Australia Offshore IRR  based PR Both Old
PNG IR R  based AP i Both Old
Russia Sakhalin IR R  based profit oil 

shares
Both New

Kazakhstan Tengiz IR R  based profit share O il 1New
General New models with variety Oil New
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) o f progressive features
Azerbaijan A lO C IRR based profit oil share O il New

Other R-factor based profit oil 
shares

O il New

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).

W e do not have information on the number o f private royalty owners in 4 laska, 
which would include private oil and gas leases that are not in production. 
Homesteads staked under certain (but not all) federal homestead laws included oil 
and gas rights, and any o f the owners o f such parcels might enter into an oil 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 cffee' o f previous incentives -  the costs.

Claimed expenses under SB 185 (43.55.025) total $104.8 million and claimed credits 
total $33.6 million [see table below]. A  claim was recently received by the 
Department o f Revenue, thus the totals has been updated from the $95.5 m illion and 
$29.0 million figures previously provided.

Exploration Production Tax C red it Program  Sum m ary, AS 43.55.025
As of February  28, 2006

No. o f C laim ed Claim ed
Projects Expenses Credits

FY  0 4 ,0 5

Audited &  Issued:
N. Slope wells 
Cook Inlet wells 
Cook Inlet seismic

)
Audits In  progress:
N. Slope wells

$51,050,000  
$ 3,430,000  
$ 3,178,000

$ ii,3 0 8 ,0 0 0  
$ 392,000  
S 1,085,000

$ 2 6 ,6 1 5 ,0 0 0  $10 ,6 4 6 ,0 0 0
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N. Slope seismic 
Other - seismic 
Other - wells

$ 7,957,000 $ 3,182,000
$ 3,295,000 $ 1,318,000
$ 9,286,000 S 3,714,000

Total 12 SI 04,811,000 $33,646,000

12. What is the rational for 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 oil or gas production within Alaska's borders. 
Given the overall economic benefit o f increased production o f oil 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 gaslinc. Accordingly, incentivizmg 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 
tl ' liquids which requires expensive infrastructure to handle the high pressure 
production.

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

See the answers to questions 22-24, below. 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 D O R  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
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legation. The use o f the term “gas processing” in the bill 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 bill it is 
considered an activity occurring upstream o f the point o f production.

15. What steps must be taken to make the tax credits r e a d a b le  rather than transferable?

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

16. On Page 13, line 24 o f the bill, what does “payment in lieu o f ’ tie into for oil?

AS 4 3 .5 5 .160(c) presents the general rule that lease expenditures are deductible.
Lease expenditures vould include property taxes. Section 21 AS 43 .55 .160(d )(1 )(B )) 
clarifies that payments in lieu o f property taxes are also deductible.

17. Dees 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 (A S  43.55.024(e)) limits the amount o f tax that can be reduced through 
purchased credits. There is no lim it on credits utilized by a taxpayer that were 
generated by thai same taxpayer.

18. The State o f  Alaska has relied on the services and expertise o f  multiple outside law  
firms to handle disputes over oil and gas issues; have you conferred with such counsel in 
the drafting or review o f  this legislation? I f  so, have they assessed the impacts o f  the 
legislation on the State’s legal position in past agreements, current disputes, or future 
disputes?

Yes, such counsel (not all o f  them) has been consulted and such assessments have 
been discussed but have not generally been generated in fomial written form.

Did such advice result in any changes to the legislation?

The bills reflect discussions with counsel that took place during the drafting process, 
so in that sense such advice did affect the legislation.

19. Have you asked the Department o f  Law to review this legislation in light o f  the 6 th 
Circuit Court o f Appeals’ decision in Cuno v DaimlerChrvsler that is now pend;ng before 
the United States Supreme Court?
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The Department o f Law has examined this matter. The court decision calls into 
question, under the Commerce Clause o f  the United States Constitution, investment 
tax credit provisions that are found in state tax laws throughout the country.
However, the decision’s applicability to tax credits under a production tax, rather than 
an income tax, is not clear. In any event, the decision is currently being reviewed by 
the United States Supreme Court, and we should learn within the next several months 
whether it w ill be sustained.

20. Please provide 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 (AS  
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 tvs  o f expenditures that qualify for ongoing 
credits. These are defined in Section 12 (AS 43.55.024(h)). These expenditures 
include exploration expenses and those expenditures that arc capitalized for federal 
tax purposes. Exploration expenses include geological and geophysical exploration. 
Expenditures capitalized for federal tax purposes include intangible drilling costs. 
The capitalized expenditures are subject to a variety o f  useful lives under federal and 
state income tax rules. See Question 59 below.

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

Sec question 1 b 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.

For crude oil, the point o f production w ill not change under our proposal. It will 
remain the point where the oil is first metered or measured in a condition o f pipeline 
quality. (Note that certain oil used on the lease w ill no longer be taxable under the 
proposed production tax reforms, but that is not a point o f production issue.) As 
examples, the points o f  production for oil are and w ill be the L A C T  (lease automatic 
transfer custody) meters at the inlets to TAPS (for Prudhoe Bay) and the Kuparuk 
Pipeline (for Kuparuk), and at the onshore production facilities for the Cook Inlet 
platforms.
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What w ill change, in some cases, is the point o f production for some gas. A t 
Prudhoe Bay, while the current point o f production for most gas is the inlet to the 
Central Gas Facility (C G F), there are other potential points o f production for other 
gas uses. For example, in the separation facilities, gas is taken right out o f the flow  
stream and burned in that facility (however this gas is not taxable under the free use 
o f gas rules.) For taxable gas, the inlet to the CC F is generally the point o f  
production for all gas that emerges from the C G F, including the NGLs that arc 
.ecovcred in liquid form.

This compares to other gas plants that are or have been operating at Kuparuk, 
F.ndicott, and Lisbume. For these facilities, the point o f  production for gas under 
current law is the outlet where the facility is tied to a sales or other line that take the 
gas o f f  the unit. W hy? Because in each o f  these facilities, the liquid hydrocarbons 
extracted from the processed gaseous streamare reblcnded with oil and run through 
gas-oil separators again. Therefore, the gaseous stream entering the facility has not 
yet been “completed separated" from oil, and the point o f  production for gas must be 
downstream o f  the facility

Under the bill, all gas processing operations (as long as they do not also include gas 
treatment) are considered upstream o f the point o f  production. Therefore, the point 

\  o f  production for gas run through the Prudhoe Bay CGF w ill be where the gas is
' metered after leaving the CGF. In this respect, the point o f production for gas w ill

change at Prudhoe Bay but remain the same -  downstream o f the gas processing 
facilities -  at the other North Slope fields using gas processing.

23. Please provide an identification o f ‘gas treatment’ and ‘gas processing’ facilities in 
the state under the existing statutes, regulations, agreements, and court decisions.
Provide the same under the definition as proposed.

To date in administering the tax, there are no gas treatment facilities on the North
Slope. The only “gas processing plant” currently in the state is the Central Gas
Facility (C G F), because by definition in the Departm-:nt’s regulations, a facility is a 
gas processing plant only i f  it is located downstream o f the point o f production for 
gas. 15 A A C  55.900(b)(7). However, the Lisbume, Endicott, and Kuparuk facilities 
conduct “gas processing,” as defined in the regulations, 15 A A C  55.900(b)(6) even 
though they are not “gas processing plants.”

Under th definitions in the bill, it w ill no longer matter whether a facility is a “gas 
processing plant.” A ll four o f  the North Slope facilities w ill continue to be 
characterized as conducting “gas processing,” which w ill be upstream o f the point o f  
production for gas.

)
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Under the proposed definitions, plants removing CO j and H :S from gas for delivery 
to a sales line -  which in the sponsor group proposal is assigned to a new Gas 
Treatment Plant (G T P ) -would be a new Gas Treatment Plant.

24. What standard w ill be used to determine whether oil or gas is o f  “pipeline quality" 
under the definition o f “gross value at the point o f production”?

The current production tax statute taxes the “gross value at the point o f production” 
o f oil and gas. The quoted phrase was enacted in 1977 and replaced the previous 
statutory phrase “gross value at the well.” This change was aimed at ensuring that 
costs o f production operations downstream o f the well would not be deductible in 
calculating the taxable value o f oil or gas; rather taxable value would be calculated 
at the point that production is complete

In the case o f oil, “gross value at the point o f production” was defined as the value o f  
oil where it is metered “ in a condition o f pipeline quality,” and “pipeline quality” 
was defined as “good and merchantable condition." This definition essentially 
adopts commercial standards o f marketability for oil. H B  488 and SB 305 would 
simplify and shorten the definition o f  gross value at the point o f  production for oil 
but do not materially change it. In addition, the definition o f “o il” is broadened to 
include liquid hydrocarbons recovered by gas processing in the case o f leases or 
properties whose production is subject to gas processing. The bottom line is that the 
point o f production under these bills would still be the point where oil is metered in a 
condition o f pipeline quality, and “pipeline quality” would mean the same thing it 
has always meant under the production tax statute.

In the case o f gas, neither the existing statute nor the new bills use the phrase 
“pipeline quality" or “good and merchantable condition” with respect to gross value 
at the point o f production. Rather, the statutory definitions o f “gross value at the 
point o f  production” for gas, as interpreted and clarified by the Department’s 
regulations, 15 A A C  55.900(a)(6)(B ) and (C ), focus on where gas is accurately 
metered after separation from oil. The new bills retain this concept but, in effect, 
expand “separation” to include gas processing, so that in the case o f leases or 
properties whose production is subject to gas processing, the point o f production for 
gas recovered by gas processing is the point where it is metered downstream o f  the 
processing.

25. Provide a historical analysis o f  the results o f  valuation methodologies adopted by the 
Department o f  Revenue, Department o f Natural Resources (under all agreements), and 
the Department o f the Interior.
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' a. North Slope:

W hile there is much that is parallel in the calculation o f gross value between royalty 
and tax, many differences have developed. Both start with destination value in the 
market, and then subtract the tankering, pipeline and other costs to arrive at a royalty 
or tax value. The Department o f Revenue’s (D O R ) valuation for lax comes from 
statute and regulation. The Department o f Natural Resources’ (D N R ) valuation for 
royalty comes from lease contracts supplemented by Royalty Settlement Agreements 
(R SA s) which set forth different methods for each large North Slope producer.

Destination value, for DO R, is what the oil was sold for, or when the oil is not sold 
or is sold for a bclow-market price, the so called prevailing value, generally based on 
spot price. Destination value for D N R  is a formula driven by the price o f ANS or a 
basket o f  similar crudes.

From the destination value, each method subtracts marine transportation costs, TAPS  
costs (including tariffs, losses and quality bank changes from mid-point refineries), 
feeder line cosis (including tariffs, losses and quality bank differences), and other 
miscellaneous costs. D O R  deducts the costs specific to each taxpayer, while for 
royalty, some o f  the RSAs have formulaic deductions and others use the royalty 
payer’s actual cost. In addition, D N R  subtracts field costs for most DL-1 lease form 

 ̂ leases on the North Slope whereas D O R  does not.

A  critical point is that DO R uses actual proceeds, and only resorts to Prevailing 
Value when the conditions o f AS 43.55.020 ( 0  arc met, thereby taxing on the higher 
o f proceeds or Prevailing Value. For production covered by Royalty Settlement 
Agreements, D N R  uses a single destination formula based on spot prices, not actual 
proceeds.

b. Cook Inlet

In the Cook Inlet, the O il ELF has been at zero for quite some time so there is no 
developed DOR methodology. Instead, it is appropriate to compare Department o f 
the Interior royalty methodology with D N R  methodology.

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

See Question 2 for deductibility 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 have any 
empirical data on costs.

)
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27. How w ill AS 43 .5 5 .160(j) protect the State from a proliferation o f corporate entities 
and/or companies claiming the tax free allowance?

AS 4 3 .5 5 .1600 ) does not establish a maximum number o f companies entering the 
market that could utilize the standard allowance. However, this section requires that 
the Department o f  Revenue evaluate each company claiming the deduction, on an 
annual basis, to determine i f  the company qualifi js for the deduction. This section 
goes on to require the company to show that it has not split operations or property 
ownership among multiple entities in order to gain usage o f  multiple $73M  
deductions, when only one deduction should have been granted.

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 arc included in the model. The Department o f  
Revenue assumes $100 million 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 four [4] finds oflargc oil accumulations -  reserves in place that would be on 
the order o f 500 m illion barrels. There arc 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 Lim it Factor [ELF] would be zero [0.0]. 
We did not include a "success rate” in our model.

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

Resources estimated are those that would enter the Trans Alaska Pipeline System 
[TA PS] north o f the Brooks Range. These include estimates o f  recoverable oil from  
the National Petroleum Reserve -  Alaska [N P R A ], the Central North Slope, the 
Beaufort Sea and the Alaska National W ild life  Refuge [A N W R ], Estimates are 
presented in terms o f  barrels o f technically and economically recoverable reserves. 
Technically recoverable estimates are mean estimates. Fconomic recovery is based 
upon the Department o f Revenue [D O R ] long term forecast o f Alaska North Slope 
[A N S] crude oil delivered on the west coast at $25.50 per barrel in nominal terms.
For purposes o f analysis, all economically recoverable oil is presumed to be 
produced by 2046 [within 45 years]. Estimates are obtained from United State 
Federal government sources -  the United States Geological Service [U SG S], the 
Minerals Management Service [M M S ] and the Energy Information Administration 
[E1A].
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O il
Technically Econom ically N a tu ra l Gas

N PRA 10.6 Bbl 2.95 Bbl 59.7 T c f
Central North Slope 3 98 Bbl 0.88 Bbl 35 T c f
Beaufort Sea 6.94 Bbl 1.79 Bbl Remainder plus 

existing PBUA N W R 10.40 Bbl 4.21 Bbl
T o ta l 32.38 Bbl 9.83 Bbl 200 T c f  +

■ N P R A  -  The entire area is estimated to contain 10.6 billion barrels o f technically 
recoverable oil. Economically recoverable reserves consist o f 2.95 billion barrels 
o f  o il.1 (U .S . Gcologicul Survey, 2002, Petroleum Resource Assessment o f  the National 

Petroleum Reserve in Alaska (N P R A ), U S G S  Fact Sheet 045-02, Tabic I and Figure 7)

- C en tra l N orth  Slope -  The technically recoverable yet-to-be-discovered barrels 
o f  oil arc estimated at 3.98 billion. Economically recoverable reserves arc set at 
0.88 billion barrels (U SG S , 2005, Economies o f  Undiscovered O il and Gas in the Central 

North Slope. Alaska, Open-File Rpl 2005-1276, Table 5).

•  Beaufort Sea -  There are 6.94 billion barrels o f oil technically recoverable. 
Economically recoverable reserves during the period under consideration are set 
at 1.79 billion barrels, the mean estimate at lower oil prices. (Mineral Management 

Service, Beaufort Sea Planning Area O il and Gas Lease Soles 186, 195, and 202 O C S  FF.1S, 2003, 

M M S  2003-001, Appendix B, Tabic B -l)

■ A N W R  -  There are 10.4 billion barrels o f technically recoverable oil. 
Economically recoverable reserves consist o f  4.21 billion barrels. (Energy 

Information Administration, Analysis o f  O il and Gas Production in (he Arctic National W ild life  

Refuge, March 2004, pg 5 and Table I )

■ N a tu ra l Gas -  Most natural gas that is technically recoverable is considered 
economically recoverable provided there is a means o f transmission to market. 
Assuming gas flow  through a pipeline beginning in 2015, the period through 2046 
production totals 49.6 trillion cubic feet. Best estimates o f  natural gas reserves on 
the north slope far exceed this amount and include: proven reserves -  35 trillion 
cubic feet within Prudhoe Bay Field, Pt. Thomson, and other fields (E IA , March 

2004), N PRA -  59.7 trillion cubic feet (U S G S  Fact Sheet 045-02); and, together with 
A N W R  and offshore undiscovered reserves totals above 200 trillion cubic feet 
(U S G S , Conventional Natural Gas Resource Potential, Alaska North Slope, 2004, Rpt 2004- 

1440).

The studies also set ranges for technically recoverable oil with a 5%  and 95%
confidence interval. These wide ranges arc presented below. Economically

Econom ically recoverable estimates were based on 2001 dollars so that $23.50 equates to 

approximately $25.50 in 2005 dollars.
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recoverable oil volumes w ill vary by price o f  oil. However, higher valued oil w ill 
also be higher cost oil to produce w ith each increase in price resulting in increased 
volume strictly related to the cost o f  production.
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Range o f  Technically Recoverable O il

5 lh Percentile M ean 95,h Percentile
N PR A 5.90 Bbl 10.6 Bbl 13.20 Bbl
Central North Slope 2.87 Bbl 3.98 Bbl 5.85 Bbl
Beaufort Sea 3.56 Bbl 6.94 Bbl 11.84 Bbl
A N W R 5.70 Bbl 10.40 Bbl 16.00 Bbl

30. Provide a historical analysis o f  the effective ta- rate on each field in production on 
the North Slope over the past twenty years.

See attachment section, indexed by question number. These tables contain effective 
production oil tax rates since 1986 for all Alaskan fields on gross value at the point 
o f production on non-royalty volumes. The effective tax rate shown on these tables 
is the E LF  x 12.25% for the first five years o f production, and ELF  x 15% thereafter. 
W e note the effective rate varies between 15.0%, for Prudhoe Bay through 1987 
(when the so-called “rounding rule” rounded i'ie ELF up to 1), and 0 .0%  for a 
number o f fields for a number o f years.

31. How w ill Net Profit Share Leases (N P S L ’s) 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?

Production taxes are currently deductible for NPSL purposes. This legislation is not 
intended to change the deductibility o f the production tax. However, NPSL leases 
arc administered by the Department o f Natural Resources, which is better cqmpped 
to address these questions and which we understand is doing so.

Also see Question 58.

32. I t ’s been 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 bill 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 through marketing.
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Note that the costs o f developing (for example Ft Thomson) or running (for example 
Prudhoe Bay) a ficl that produces both oil and gas would go into calculating the 
taxable statewide value o f a producer’s oil and non-gaslinc gas under the bill.

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

Sec Question 20.

The assumption made for this request is that the Pre-PPT cost claw-back w ill be the 
last adjustment made to the tax. A ll other deductions and credits allowed under the 
PPT w ill have been exercised.

There was approximately $4.8 billion o f capitalized investment made by the industry 
during in the period 2001 through 2006.

Using the Department o f  Revenue price forecast, which has prices falling and 
remaining below $40 after 2008:

Legacy Field Owners: $316.6 million
Frontier Field Owners: None. Due to no production or the inability to generate

revenues sufficient to have a tax liability after other 
deductions or credits are taken.

Assuming a llat price o f $45 for 2007-2050.

Legacy Field Owners: $935 million
Frontier Field Owners: 15 million

Total $950 million

Assuming a fiat price o f $60 for 2007-2050.

Legacy Field O w ner $936 m illion
Frontier Field Owners: 15 m illion

Total $951 million

34. O f the pre-PPT credit provisions (the claw back), how many investment credits were 
sold under SB 185 and how do we ensure the person who holds the credit, not the original 
recipient, gets the erec t?

a. O nly 2 credits that have been issued have been sold to another party.

b. The Division w ill first obtain a waiver o f confidentiality from the seller allowing 
the Division to confirm the credit amount to the prospective purchaser. Once sold, 
the Division makes the transfer and issues a new credit certificate to the purchaser

Letter to Senator Wagoner and Representatives Samuels and Ramras
March 15, 2006

15



Letter to Senator Wagoner and Rqircscntatives Samuels and Ramras
March 15,2006

upon receipt o f documentation and confirmation o f the transaction from the seller o f  
the credit. The credit exists as an electronic entry in a Division database, therefore 
only the Division can make the actual transfer o f the credit in that database. A  new 
certificate is entered in the database to the purchaser and the old certificate is marked 
as transferred and its balance is zeroed out. The Division then notifies both the 
purchaser and the seller, in writing, o f the completed transfer o f the credit, at which 
time the purchaser may then apply the credit to its own production tax liability.
When a credit is applied to a tax liability by a producer, the Division then verifies the 
holder and amount o f the claimed credit against the credit certificates in the database.

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 following observations about the comparison: The upstream costs 
are 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 riff charged by the 
Gas Treatment Plant and the tariff 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 milli< n dollar allowance).

(b) Under a gas contract a > now contemplated, the state would receive 
some percentage o f the gas, and then pay the tariff charged by the Gas 
Treatment Plant and the tariff 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 tariff which is profit accruing 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?

Yes, currem production tax is deductible from corporate income tax.

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

The oil 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.”

)
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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 for safety which is taxed and subject to a 
penalty. Currently there is no “free use o f o il” to produce more oil in statute. The 
bill exempts from tax any oil 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 cun-ent 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 Drilling Costs consistent with 
Internal Revenue Code language, which is how this item is interpreted currently.

39. W hy 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 r • d ihis 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 bill 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 sure-up provision the following year? What is the economic impact o f this change?

a. Net profits systems in the world typically work on the basis o f three different 
concepts:

(a) monthly payments based on actual production, revenues and expenditures, 
without an annual truc-up, as is the case in most production sharing 
agreements

(b) yearly payments based on a yearly return, filed within a few months after the 
year, without a need for monthly payments on account, as is the case for the 
Thai SRB, for instance. This means there is only a single annual payment.

(c) Yearly paymei. s based on a yearly return, filed within a few months after a 
calendar year or a lease/contract year, with monthly payments on account. In 
this last case, the monthly payments could be based on:
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a. Estimate? for each month, as for instance with the Nova Scotia profit 
sh ring royalty. These estimates Cu. be challenged by government 
and different estimates may be required.

b. Payments based on a mixture o f actual information from the previous 
month and estimates, such as in Algeria

c. Corporate income tax style procedures, whereby payments are based 
on taxes paid in the prior year (Norway for the Hydrocarbon Tax).

The 90%  rule proposed for Alaska is unique. The overall economic i npact would 
depend on the taxpayers’ cost estimates ,or each month. We expect that taxpayers 
w ill experience underpayments in some months, but w ill experience overpayments 
(because o f estimates used) in other months, In addition, falling production amoun’s. 
or unforeseen costs w ill serve to likely create overpayments in later months. Overall, 
we do not expect any material net economic impact.

4 1. What are the penalties for under-paymcnt when sure-up ftruc-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 * \x paid and the 90%  amount.

42. Referring to Section 10, why does the AO G C [Alaska O il and Gas Conservation 
Comm'ssion] 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 A O G C  on 
what is included/excluded for taxafion?

Under current law, as applied by D O R  regulation, the categories o f flared gas 
recognized by D O R  are different from (although related to) the categories recognized 
by A ^ G C C  The bill w ill simplify the categorization and harmonize it completely 
with A O G C C ’s. This simply creates one standard administered by A O G C C , in place 
o f two standards administered by two agencies.

43. W hy does it sem i the credits and incentive [sic] are on production along with 
exploration i f  our tocus is to provide incentives for exploration?

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

Letter to Senator Wagoner and Representatives Samuels and Ramras
March 15,2006

44. Can the carryforward amount be used for a credit for more than the first year after 
the loss?



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

45. Is it the case that any 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. W hy not use G A P [sic] accounting rules versus set up or our [sic] system o f defining 
revenues and expenses?

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

47. W hich credits can be applied to multiple years?

There is no time limit for credit carryforwards under the b ill, or for the optional 
credit codified in AS 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 bill allows the 
Department, o f Revenue a period o f time in which to issue the Credit Certificate.
(See Section 12, AS 43.55.024(g))

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

W e believe the economic impact on the state w ill be positive as the credits w ill cause 
additional exploration, investment and development in the state creating jobs and 
demands for local goods and services. W e believe there w ill also be positive 
impact on the state treasury, and that while the cost o f  the credits w ill be 
considerable as 4iscusscd below, a better comparison is total revenue collected with 
the incentive driven investment and with the incentive driven investment. Because
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we don’t know exactly how much investment w ill occur as a consequence o f  these 
credits (and because without having some certainty about that number, comparing 
two sets o f  revenues from two different sets o f  volumes can become an exercise in 
wishful thinking, the rest o f this answer focuses on the narrow question o f  the cost to 
the states PPT collections from the credits

In short, the proposed twenty percent capital credit against production tax would 
result in total credits o f between $5,369.9 and $12,506.0 m illion depending on 
whether there are additional major (Alpine like) fields discovered on the A N S  and 
whether or not a gas line is built triggering additional discovery and development (the 
gas line itself w ill have no direct effect on the PPT credits). These w ill amount to 
between 25.0%  and 37.4% , respectively, o f total pre credit PPT owed. Transferable 
credits, presuming that 95%  o f production is by major three companies but only 75%  
o f credits are generated by them, result in an overall cost to the State o f financing 
these credits of between $1,342.5 and $3,126.5 million.

Background

Permitting transferability o f tax credits provides a strong economic incentive for full 
us-' o f  the credits. Credits accruing to companies with insufficient offsetting revenues 
would be more likely to be used rather than banked or lapsed. This w ill result in less 
production tax revenue to the State.

Capital credits as proposed in the Governor's PPT are equal to 20% o f capital 
expenditures (Section 12, AS 43.55.024(a)). They may be used in the year o f  
expenditure, carried forward to following years, or transferred (they are fungible). I f  
transferred, the credit can not lower a producer’s production tax liability below 80%  
o f what it would otherwise be (AS 43.55.024(e)). These credits w ill have market 
value that would not exceed their face value, and w ill frequently be less than face 
value. A  company generating them but unable to use them faces a choice -  use them 
in some following year ( i f  they have taxable income), or sell them for a discount.
The value to the purchaser is in the size o f  the discount they get in the purchase.

Each company that conducts exploration or development work within the State w ill 
accmc capital credits. However, only those with production tax obligations w ill be 
able to deduct a credit. In order to determine production tax obligation, each 
company w ill deduct from gross value, operating costs and capital costs. From this 
net amount each company w ill have a $73 million allowance that effectively exempt 
that much taxable value from the PPT. Analysis based on publicly available 
information indicates that at anything but high prices, only three companies w ill have 
significant production tax liabilities remaining following these deductions and 
exemptions.
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During FY06, three oil companies (BP, C  nocoPhillips, ExxonM obil) account for 
95% o f  oil production on the A NS. Future production modeling is based on known 
reserves and these three companies continuing to account for thir 'avcl o f ownership.

The capital credit system is designed to provide incentives to invest in infrastructure 
and exploration. Taken with the $73 million allowance, it particularly encourages 
companies which do not already have a major presence in Alaska To the extent this 
system is successful, the major three companies w ill see a decrease in their share o f  
production. However, without modeling ownership percentages, it is not possible to 
accurately estimate who w ill be spending what and selling credits to whom. 
Therefore, wc assume in our modeling that all capital credits w ill be generated 
generally as they would be now.

In order to estimate the capital credits, it is necessary to estimate total oil and gjs 
development spending in Alaska. This is problematic in that a successful program 
w ill incenlivize more exploration and development and therefore more spending both 
on the North Slope and elsewhere in the State.

Capital costs for the A N S are modeled based on the following cost assumptions:
$100 m illion per year in exploration expenditures through either TAPS closure 2030  
(without gasline); $1.00 per barrel in ongoing capital costs; and, $3.50 per barrel in 
capital costs for conventional oil and $8.00 per barrel in capital costs for heavy oil, 
both taken across 100% o f barrels in new fields and 2/3s o f barrels in existing fields. 
There are four scenarios: with and without additional large finds and with and 
without a gas line. The four capital cost totals are:
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Gas related capital costs in the A N S are accrued only to the scenarios that include a 
gas line. These total $4,701 million per scenario.

Capital costs for Cook Inlet (and by proxy, the rest o f the State other than North 
Slope) arc modeled to be $3,051 billion through 2050. This is based on capital costs 
o f $4.00 per barrel o f  oil and $0.50 per M c f o f gas as forecast to be produced through 
2050 in the Spring RSB.

Taking A N S  oil, Cook Inlet (and the remainder o f the state), and ANS gas capital 
expenditures together results in a range ot investment until 2050 o f between 
S26,849.4 and $62,530.0 million. The twenty percent credit would amount to 
between $5,369.9 and $12,506.0 million.

AN S -  O il
Without Finds 
With Finds

M illions o f  Dollars 
Without Gas Line With Gas Line 

$23,798.6 $32,688.1
$51,543.8 $55,462.2



The total production tax owed the State prior to credits is modeled using a constant 
$40 per barrel A N S west coast price. Depending on the scenario, this results in total 
prodii ;tion taxes o f $21,488.4 to $33,416.6 million. The total credits amount to 
between 25.0%  (no gas line and no finds) to 37.4% (gas line with finds) o f  the total 
production tax owed.
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Scenario

r

A N S

Exp l

ore

A N S  O il 

Ongoing

A N S  O il 

Develop

A N S

Gas
C.I.

Total

Capital

Costs

20%
Credit

Productio 

n Tax

Credit

% o f

Prod.

Tax

w/Gas

w/o

Finds

S3,50 

0.0
S7,096.5

522,091.

7

$4,017.

0

$3,050.

8

539,755.

9
57,951.2

$22,007.

6
36.1%

w/Gas 

w/Fin 4s

S3,50 

0.0

510,468.

1

S 4 1,494. 

1

$4,017.

0

53,050.

8

562,530.

0

512,506.

0

$33,416.

6
37.4%

w/o G is

w/o

F ind '

$2,00

0.0 S5.543.5
S I 6,255. 

1

53,050.

8

$26,849.

4
55,369.9

$21,488.
4

25.0%

w/o Gas 

w/t inds

S3,50 

0.0
S9,674.0

538,369.

9

53,050.

8

$54,594.

6

510,919.

0

532,388.

1
33.7%

Sensitivity analysis was run with 95%  production by major three companies and both 
95%  and 75% o f credits owned by majors. In both cases all credits were usable. The 
largest State exposure to transferability o f credits is when there is this wide 
distru .tion, i.e. when 95%  o f  the production comes from the three majors. In that 
case, between $1,342.5 and $3,126.5 million in credits arc transferred, depending on 
scenario.

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

The bill codif.es current practice embodied in regulations in our treatment o f 
taxpayer information. The only change here is that the bill makes clear that any 
person receiving information released under current department practices is subject 
to the same criminal 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 with official 
investigations or proceedings . . . . ” The Department believes that current law does 
allow disclosure under the circumstances specified in the bill, but there has been 
some question about that, and it would be desirable to clarify the meaning o f the law, 
as the bill does. In addition, there is the new provision on penalties, referred to 
above.

22



51. In what circumstances would oil and gas taxes go straight into the CBR?

Additions to the C B R f (Constitutional Budget Reserve Fund) arc 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 addition:: 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.

53. Why docs the bill offer multiple methods to determine gross value? W ho 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 of in alternative method. The electh i referred to 
would be an election between using an alternative method and just calculating gross 
value according to the usual rules -  N O T  an election among several different 
alternative methods. In implementing this provision, the Department w ill no doubt 
develop criteria for when a particular alternative method would be appropriate. If is 
difficult to 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 13, line 8—  why is this clause constrained by Dec. 1, .2005?

This constraint is intended to avoid industry changing cost allocations in 
contemplation o f this legislation, in order to avoid taxation.
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55. Section 21, provision (h), which US CF1 [Consumer Price IndcxJ does the 
Administration plan on using?

This wo Id be established by regulation. The Department has not evaluated the 
various C P I’s at this time.

56. Are the current oil 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?

1 es, current oil conservation surcharges are deductible for corporate income tax 
purposes.
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57. Do any other state taxes have a "standard allowance"?

a. Seafood Marketing Assessment (A S M I) tax is imposed only on 
processors/exporters that process or export fisheries resources with a value o f  
$50,000 or more in a calendar year. AS 16.51.120(g). However, note that i f  value 
exceeds $50,000, then tax is imposed on the entire amount.

b. M ining License Tax is not imposed when net income is less than $40,000 in a 
fiscr.l year. AS 43.65.010(c). However, note that i f  net income exceeds $40,000, 
then tax is imposed on the entire amount.

c. Gaming tax exempts gross receipts o f less than $20,000 from prying 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 N P S L ’s (Net Profit Share Leases) are in the s.-’ ie, and how much are they 
paying in royalties?

Out o f  19 N P S L’s, seven are paying net profit share payments (in addition to 
royalties and production taxes in cases of a positive ELF). These seven include five 
in the lne Point Unit, and two in the Duck Island Unit, and they began paying in 
2001. j'hc total o f  N PSL payments received in calendar year 2005 was $81M . Total 
NPS receipts from N P S L ’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 arc deductible for NPS purposes.

Royalties, however, are paid 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 a 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.

Also sec Question 31.
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59. W hal are the depreciable lives for O il &  Gas 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 littes 15 17.5

Vessels, barges, other water
transportation equipment 10 14.5

60. Please provide the tax calculation under the bill, with the following assumptions:

--Gross value $60M
—Opex 15M
—Capex 10M

Gross value $60M
Less: Opex (15)

Capex (10)

Tentative net profit 
Before standard allowance $35M

Less: standard allowance* (35)

Net Taxable income

Tax $ 0

Capital investment credit available for carryforward
(20%  o f $10M ) $2M

* this calculation assumes that taxpayer has not reached $73M  lim it for the 
standard allowance.

)
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61. Are net profit lease payments included as a direct cost under AS 43.55.160?

Net profit share payments under N P S L ’s (Net Profit Share Leases) would not be 
deductible lease expenditures because they arc in the nature o f lease acquisition 
costs. Lease acquisition costs arc not deductible per Section 21 (AS  
43.55.160(d)(2)(H )).

Lcltcr to Senator Wagoner and Representatives Samuels and Ramras
March 15. 2006

62. Are lease boni’s 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 arc specifically not 
deductible per Section 21 (AS 43.55.160(d)(2)(E )).

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

W e understand “spec 3D " to be certain seismic exploration costs. Exploration costs 
arc allowed as deductions under Section 21 o f the bill (AS 43.55.160(c)). Such costs 
are also eligible for credits under Section 12 (AS 43.55.024) by reference to 
definition o f “qualified capital expenditure” at AS ^3.55.024(h).

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

Public royalties (paid to federal ot Uate 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 oil the 
“ownership or right to which is exempt from taxation." This phrase is then defined 
in A S  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 bill changes the tax from a tax on gross value to a tax on net values, it is 
necessary to specify deductions. Royalties are specifically disallowed as a deduction 
under Section a . /A S  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 royalty share o f production 
is subject to tax.
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65. Under Section 21 (A S  43.55.160(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. As provided under AS 01.10.040(b), “When the words ‘ includes’ or ‘ including’ 
are used in a law, they shall be construed as though followed by the phrase ‘but not 
limited to.’”

There are specific reasons why each o f the enumerated categories o f costs is set out 
in AS 43 .5 5 .160(d)( 1). “Outlays for capital assets” is set out to avoid any doubt that 
the bill intends to deviate from the usual principle that capital expenditures are 
recovered over time through depreciation allowances. Instead, under the bill, the 
entire outlay for an allowable capital expenditure is potentially deductible when 
incurred. (Correspondingly, AS 43 .55 .160(d )(2 )(A ) makes clear that “depreciation 
or amortization o f capital assets” is not deductible.)

“ Payments in lieu o f  property ta>es" is set out to clarify that when a producer makes 
payments that are the equivalent o f property taxes; those payments are deductible 
just as property taxes themselves are deductible.

"A  reasonable allowance . . .  for overhead expenses , . .  “ is set out to implement a 
policy decision that a certain amount o f  overhead expenses should be deductible 
even though "overhead” is often not considered a "direct” cost.

Just as the enumeration in AS 43.55.160(d)(1) is not intended to be an exhaustive list 
o f direct costs for purposes o f AS 43.55.160(c), neither is the enumeration in 
AS 43.55.160(d)(2) intended to be an exhaustive list o f  costs that are not direct costs 
for purposes o f AS 43.55.160(c). Some o fth e  items listed in AS 43.55.160(d)(2) are 
set out to implement policy decisions that certain types o f costs should not be 
deductible whether or not they might ordinarily be considered “direct” costs; other 
items are set out simply for clarity, or to avoid any potential disputes over 
deductibility o f categories thai past experience indicates may be prone to 
controversy.

66. The discussion o f oil field needs, i.e. not to deplete the gas pressure, did not 
recognize the C O 2 re-injection. How w ill that lengthen the field life(s) and at what 
volumes, i.e. how w ill it affect taxes?

At Prudhoe Bay about 8.5 billion cubic feet o f gas a day is reinjected into the field for 
pressure maintenance. A fter stripping out certain hydrocarbon liquids, C 0 2 is 
reinjected along w ith the other hydrocarbons (and non-hydrocarbons). When an 
export line is built on the North Slope, the CO : w ill be stripped (in “gas treatment”), 
and there is some question about what w ill happen with that C 0 2, whether it w ill be 
treated as waste, or whether it w ill be treated as a by-product.
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67. What happens i f  the “ Big Three” sell o ff  their assets to 20 smaller companies? W ill 
the significant gas benefits ever be realized?

Assume 20 n- companies suddenly showed up on the North Slope and each 
qualified foi .»ie $73 million dollar allowance. A  total o f  $1.4 billion in oil and gas 
value would be sheltered from taxes. I f  these companies had simply purchased their 
way in, then taxes would be lower by $280 m illion (20%  o f  1.4 billion) than they 
would be otherwise. At current prices, or say even at $40 oil, this could be a material 
portion (though not all) o f  the tax.

I f  that is the future o f  the North Slope and the sell o ff  was for business purposes, the 
legislature may choose to act and make it less attractive to new firms coming in. I f  
these were tax motivated sales, we hope the powers o f the commissioner that are built 
into the bill would prevent the new entrants from using the $73 m illion allowance

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

a. The first part o f  this question appears to be intended to be answered by oil 
companies

b. W e should offer a transition deduction because we arc converting from a tax on 
gross, to a tax on net value. When measuring net value, it is necessary to allow  
deductions, not only for current expenses, but also a deduction for the capital 
investment that is generating the value. For new assets acquired after the PPT is in 
effect, a full deduction for the cost the capital investment is allowed in the year 
acquired. Assets acquired within the last five years are currently producing taxable 
oil and gas, and a deduction should be allowed for, in effect, depreciation on those 
assets.

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

a. 30/15
b. 30/20
c. 25/20
d. 20/20
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The following tables arc a competitiveness index overview for a number o f  
altem itive fiscal options. The methodology o f determining the competitiveness 
index has been described earlier in my February 14, 2006 report.

Four fiscal options were evaluated:

•  20%  tax rate 20%  tax credit rate
•  25%  tax rate 20%  tax credit rate
•  30% tax rate 20%  tax credit rate
•  30% tax rate 15%  tax credit rate

Furthermore these four scenarios were evaluated under two corporate alternatives:

•  Investment is a re-investmcnt by a large producer which has already used its 
corporate tax free allowance

•  Investment is a first investment with full use o f  the $ 73 million tax free 
allowance

Large Producer Economics

The tax rate is an important economic factor for the large producers.

This can be studied in the following thiee tables. These tables display the 
competitiveness at a W T I price of $ 26 per barrel and at S 36 per barrel. The two 
indexes are then added up to provide the total index.

$26 20-20-0 25-20-0 30-20-0 30-15-C

Alaska Current 196 193 192 191
Alaska PPT 154 158 162 177
Norway 182 181 160 175
UK 66 68 68 68
US GOM 27 27 27 26
Nigeria 80 80 80 80
Alberta-Oil Sands 80 80 80 80
Angola 151 151 150 146
Russia-Sakhalin 214 214 214 212
Azerbaijan 168 168 167 165
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$36 20-20-0 25-20-0 30-20-0 30-15-0

Alaska Current 161 158 157 156
Alaska PPT 147 153 160 166
Norway 214 214 214 213
UK 63 63 63 63
US GOM 25 25 25 25
Nigeria 92 92 90 89
Alberta-Oil Sands 74 74 74 73
Angola 160 158 157 156
Russia-Sakhalin 226 226 ??4 224
Azerbaijan 158 157 156 155

TOTAL 20-20-0 25-20-0 30-20-0 30-15-0

Alaska Current 357 351 349 347
Alaska PPT 301 311 322 343
Norway 396 395 394 388
UK 131 131 131 131
US GOM 52 52 52 51
Nigeria 172 172 170 169
Alberta-Oll Sands 154 154 154 153
Angola 311 309 307 302
Russia-Sakhalin 440 440 438 436
Azerbaijan 326 325 323 320

The $ 26 per barrel tabic shows how the PPT is more attractive than tht Alaska 
current system under any combination. This is due to the fact that the current system 
is very front end loaded and regressive.

Therefore at low pnees the current Alaska fiscal system is rather unattractive in a 
world wide comparison. This is the reason for the low level o f activity on the North 
Slope during the last two decades. It is also the reason why the PPT w ill provide 
significant encouragement for investment for companies with conservative long term 
price forecasts.

M any large and major companies, however, are now moving to a long term price 
forecast in the range o f $ 30 - .$ 40 per barrel. This makes the $ 36 per barrel rating 
an important rating.

A t $ 36 per barrel the PPT is clearly more attractive than the current system under 
the 20-20 scenario.

Under the 25-20 scenario the PPT is only marginally better than the current system. 
This is consistent with the opinions expressed by Anadarko and the major oil 
companies that a 25-20 system would not lead to mere investment. However, it is
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also my opinion that 25-20 w ill not result in a significant drop in investment by large 
producers. I believe that the level o f investment by large producers w ill stay about 
the same.

The 30-20 system is marginally less attractive than the current system and could 
then fore result in a drop in investment in my view.

The 30-15 system would be more unattractive and would under a S 36 per barrel 
price forecast result in a considerably less attractive system with very likely a 
substantial drop in investment. It is for this reason that I did not recommend a 30%  
tax rate.

The Total Rating reflects the combination o f the $ 26 and $ 36 per barrel ratings.

N ew  Investor Economics

The following three tables show the same ratings but now for first investors which 
can fully benefit from the $ 73 million allowance.
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$26 20-20-73 25-20-73 30-20-73 30-15-73

Alaska Current 198 199 196 197
Alaska PPT 130 124 126 135
Norway 185 188 189 186
UK 70 72 72 71
US GOM 27 27 27 27
Nigeria 82 83 83 82
Alberta-Oil Sands 84 84 85 84
Angola 157 156 156 153
Russia-Sakhalin 217 217 217 216
Azerbaijan 170 170 169 169

$36 20-20-73 25-20-73 30-20-73 30-15-73

Alaska Current 165 164 163 162
Alaska PPT 119 120 121 130
Norway 214 214 214 214
UK 67 67 67 66
US GOM 26 27 29 27
Nigeria 96 96 93 91
Alberta-Oil Sands 79 79 79 78
Angola 167 166 164 162
Russia-Sakhalin 228 228 228 228
Azerbaijan 159 159 159 159
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