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CHAIR THOVAS WAGONER <called the Senate Resources Standing
Commttee neeting to order at 9:05:18 AM Present were Senators
Kim Elton, Ral ph Seekins, Bert Stednan, Ben Stevens, and Chair
Thomas Wagoner.

"SB 305
SB 305-O L AND GAS PRODUCTI ON TAX

9: 05: 29 AM
CHAl R THOVAS WAGONER announced the committee would start where
they left off the previous day on SB 305.

"Departnment of Law, Robert Mntz, Assistant Attorney Ceneral,
Division of O1l, Gas and M ning

ROBERT E. M NTZ, Assistant Attorney Ceneral, GOIl, Gas & Mning
Section, Departnent of Law (DOL), inforned the conmmttee that he
woul d go through the details of SB 305 that he didn't get to
earlier.

Section 1 expresses legislative intent with regard to Section
11. That section adds a few words to an existing provision of
the production tax act that has been there for a long tine. It
deals with the concept of what is called “prevailing value.” AS
43.55.020(f) says where there is a sale of oil and gas and the
price is below market value, the departnment can require tax to
be paid on the market value. The question is what if there is no
sale at all, for exanple, if the sane conpany that produces it
refines the oil and gas. The departnent has always used the
concept of prevailing value to cone up with the market val ue.
There was a challenge to this application a few years ago that
was upheld in a public hearing. Wile M. Mntz wasn’t aware of
any continuing live controversy, if the Legislature does anend
the production tax, it would be a good idea to clarify that
point to avoid future chall enges.

9:07:41 AM
Wen it cones to calculating gross value at the point of
production in section 152, the bill wuld allow sinplified

formulas to be used. In that case, there probably wouldn't be
any issue about conparing prevailing value to sonething else
anyway. That is covered in Sections 1 and 11.

Sections 2 and 3 anend the income tax statute, AS 43.20, to

clarify that the production tax still remains deductible for
incone tax purposes and is not added back to federal taxable
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income for incone tax purposes. This has always been the way
production taxes have been treated and because this production
tax changes from gross value to net value, it is inportant to
make sure the traditional treatnent continues in the future.

The tax |aws have strong confidentiality provisions to protect
taxpayer information. Some exceptions exist in connection wth
an official investigation or proceeding of the departnent. There
are few instances when due process considerations for a taxpayer
would argue in favor of that taxpayer having access to sone
particular information that nmay have been obtained from anot her
t axpayer. An exanple of that is prevailing value, which in sone
cases is determined in part by transportation costs. If a
certain taxpayer is assessed a tax based on prevailing val ue and
the transportation cost elenment that went into that cal culation
is based in part on transportation costs of other taxpayers, the
t axpayer whose tax is being determ ned may have to find out what
the basis of that was — in order to have an idea whether it’s
correct or if it should be challenged. This part of the bill
confirms that where it’'s necessary to determne the taxpayer’s
liability, he can have sone access to information that 1is
obtained from others. The departnent nmay allow that w thout
violating confidentiality statutes.

Sections 4 and 16 anmend AS 43.05.230 and 43.55.040 to clarify
rules for using one taxpayer’s information to determ ne another
t axpayer’s tax.

9:10: 25 AM

The bill also says that the departnent would inpose appropriate
[imtations on the use of that information to make sure it is
only used for the purpose of determning the tax. The bill would
also subject recipients of that information to potential

crimnal penalties, the sanme penalties that apply to state
enpl oyees who violate the confidentiality provisions.

9:11:10 AM

Section 5 is the core of the bill and was discussed at |ength
the previous day. Section 6 anends AS 43.55.017(a) to conform
| anguage to the internal revenue code (IRC) to which it refers.
There is no substantive change here.

9:11: 59 AM
SENATOR BEN STEVENS asked M. Mntz whether expiration expenses
wer e consi dered devel opnent costs.

~“Dan Di cki nson, CPA, Consultant to Governor Mirkowski
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DAN DI CKI NSON, CPA and Consultant to Governor Mur kowski |,

responded the |IRC talks about tangible drilling costs. Even
t hough they propose to delete the word “exploration,” it really
refers to using a rig to create tangible drilling costs and they
want to make sure it corresponds to the proper |IRC code. The
short answer is, he said, yes it will still include exploration
drilling.

9:13: 18 AM

Section 8 is a conformng change that gets the grammar and
syntax consistent with the changes. Section 9 deals with an
issue that only applies to small production. The overwhel m ng
bul k of oil and gas produced in Al aska cones from state oil and
gas leases and the royalty share of those |eases belongs to the
state and is tax exenpt. The issue that Section 9 deals wth
only applies to a small mnority of production, which does not
come fromstate oil and gas |eases.

In case of |eases on private land, such as Native Corporation
Land, the royalty share is taxable. The tax is accessed on the
producer but the producer can charge back that tax to the
royalty owner. The bill provides a default definition of what
the value is for tax purposes. If the royalty owner and the
| essee want to create an agreenent for royalty tax share, they
can. The default definition basically takes the total statew de
tax of the producer divided by the non-royalty barrel, which
gives the tax-per-producer barrel and then multiply that tax
rate tines the nunber of private royalty barrels.

9:16: 09 AM

MR. DI CKI NSON expl ained the formula with two exanpl es:

The scenario is a producer with two |eases - one a state |ease,
the other a private |ease. Each |ease produces 100 barrels and
both of the royalty shares are 12.5 percent. After all the
net back, the value of the wellhead is 10 dollars. To calculate
the taxes, take the private royalties where all the barrels are
taxable. In the state lease, only the non-royalty barrels are
t axabl e.

9:19:39 AM

MR. DI CKI NSON expl ained the problemwth the formula is that the
private producer and the royalty owner need to work things out.
In the absence of that, Section 9 creates the rule.

SENATOR BEN STEVENS asked M. Mntz the anmnount of state
production that falls under Section 9.
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MR MNTZ said he did not know but speculated it was a snal
percentage. The only significant private |ease production is
Arctic Sl ope Corporation and Cook Inlet Region |Incorporated.

MR. DI CKINSON added there are additional federal royalties,
which are exenpt just |like the state. The private royalty share
is under one percent currently. As the exploration pushes west,
t he percentage coul d increase.

SENATOR BEN STEVENS asked whether private royalty share includes
both private | andowners and federal | and.

MR. DICKINSON said they are different. Federal land is I|ike
state land and is not taxable.

9:21:57 AM

MR. M NTZ said Section 10 repeals and reenacts AS 43.55.020(e)
to sinplify the three-tiered system where flared gas was either
tax free, taxed, or subject to a penalty. The bill changes
flared gas to two categories; if the flaring is authorized it
would not be taxable, if it were not authorized, it would be
taxable and treated with the same forrmula as all the other oil
and gas to find the net value. There is already and would stil
be a penalty on flared gas that is wastefully prepared.

MR. DI CKI NSON added Section 10 attenpts to bring adm nistrative
sinplicity to the tax. Much time is spent cross tracing records
and tracking down the tax and this rmakes it cl eaner and sinpler.

9: 24: 38 AM
MR. MNTZ continued Section 12 is the tax credit section that
was di scussed previously. He asked M. Dickinson to comment.

MR. DI CKI NSON gave a brief explanation of Section 12. Subsection
(a) allows the annualizing as well as Jlooking at nonthly
actual s. Subsection (b) deals with loss carry-forwards.
Subsection (c) tal ks about non-refundable credits. He said they
tried to create a situation where the market could be devel oped
and credits could be traded but the state would not be in the
position of refunding or paying out for the use of the credits.

CHAI R WAGONER asked whether there was danger of <creating a

mar ket flood of credits. He asked at what point the credits
cease to be sold.
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MR. DI CKI NSON responded at high and noderate prices, the market
woul d not be flooded. At |low prices, there would be a danger of
falling demand.

CHAI R WAGONER asked what would happen to all of the credits if
production were to stop. He asked whether the state would becone
liable to fund the credits.

9:28: 53 AM
MR. DI CKI NSON responded the credits would not be refundable. In
fifty years, there may well be an overhang of unused credits.

CHAl R WAGONER asked whether that would then result in a bonus to
t he state.

MR. DI CKI NSON sai d per haps.

9:29:22 AM
SENATOR KIM ELTON asked whether a discussion was held regarding
time limts for the credits.

MR. DICKINSON said yes. They wanted to |limt the nunber of
restrictions on the credits so as to allow them to nonetize
close to the value with an eye on protecting the state’s
revenue. A limt on the use of credits was inposed but not a
[imt on tine.

SENATOR ELTON said it has been noted that it would be an
unstable situation if the state reinbursed for the credits at
100 percent. He asked whether that was a larger problem than
having the state not collect revenues at sone point.

MR. DICKINSON said yes and no: financially dollar for dollar,
no. Paying out a dollar or not receiving a dollar has the exact
sanme effect on the state treasury. |If the Departnent of Revenue
falls short of its projections, and it were paid out, there

woul d have to be a specific authorization. In the event of a
price crash and huge pressures on the budget, the Legislature
would be approached wth a supplenental bill asking to

suppl ement the credits, which would probably not be the best
scenario. One scenario would require an appropriation and the
ot her woul d not.

SENATOR ELTON said he assuned that scenario would be Iless
beneficial to the smaller conpanies and nore beneficial to the
| arger ones since the major conpanies will be buying tax credits
that the smaller producers accunul ate.
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9:32:51 AM
MR. DI CKI NSON said that was correct with sone exceptions.

CHAI R WAGONER commented it would still be very beneficial to the
smal | er producers and explorers.

MR. DI CKI NSON agreed. He said what Senator Elton was saying was
the restrictions on them would harm the sellers nore than the
pur chasers.

SENATOR ELTON said the snmaller conmpanies would be getting 90
cents on the dollar instead of 100 cents on the dollar and so it
could be nore beneficial to the smaller producers to get 100
cents on the dollar.

CHAI R WAGONER said that is not going to happen.

SENATOR STEDVAN said it was nore about cash flow and protecting
the state’s interest. Allowing the snmaller and |arger conpanies
to trade the credits allows the market to set the value. He said
the state should nove in the direction of a free-flow ng market
that would allow themto trade the credits back and forth

9:35: 09 AM

MR. DI CKI NSON summari zed subsection (e) referred to the eighty
percent limt on uses of credit certificates. Subsection (f)
refers to the ability of the departnent to investigate or audit
a tax credit claim after the drilling season. The audit

adjustnent goes to the seller of the credit. Subsection (h) is
very inportant and defines “qualified capital expenditure.”

9:37:51 AM

MR MNTZ turned the conmttee’s attention to Sections 13, 14
and 15 and said they mainly conform the tax return requirenents
to the changes in the production tax. The $25 a day filing
penalty is repealed. There was at |east one case where a

producer with a very small interest in a field whose tax
paynments were supposedly being taken care of by the operator but
weren't. Over tine the penalties added up to several mllion

dollars, so there is a limted discretion to waive the penalty.

9:40: 07 AM

Section 17 anmends AS 43.55.080 to conform the statute to the
Al aska State Constitution. Sections 18 and 19 conform and update
| anguage for AS 43.55.135 and .150(a). Section 20 regards the
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change in calculating the gross value of oil and gas at the
poi nt of production.

9:41: 25 AM

Section 21 is another core part of the bill and refers to
determ nation of net value on which the tax is based. Sections
22 through 29 anends AS 43.55.200 and 43.55.300 concerning
conservations surcharges. The two substantive changes are that
the conservation surcharges could be taken as credits against
the production tax only to the extent that there is a positive
tax. There wouldn't be any refunds. Second, for the production
tax purposes, gas is currently tax-free if it is used on a
| easer property and the bill would nmake oil tax-free if used on
a leaser property and it wuld also be free from the
conservati on surcharge.

MR. DI CKI NSON expl ai ned because of the change in the definition
of oil and gas, the natural gas liquids that are currently
defined as gas woul d now be defined as oil.

9:43: 48 AM
MR MNTZ continued Section 30 and 32 provide for a new
definition of “gas.” Section 31 redefines “gross value at the

poi nt of production.” The point of production is intended to be
downstream of gas processing and upstream of gas treatnment and
so the two need to be defined.

Section 33 defines “gas processing” and “gas treatnent.” Gas
processing is the physical process of extracting liquid
hydrocarbons from a gaseous stream Gas treatnment is renoving
non- hydrocarbon substances and conditioning gas for the sales
l'ine.

MR. DI CKINSON explained a diagram regarding well fluids and
nmechani cal separation

9:48: 24 AM

MR. M NTZ continued Section 34 repeals ELF. Sections 35 through
40 are conplicated due to applicability and timng. The nonth of
production determnes everything wunder the production tax
statute.

Transition provisions relate to several provisions that are
based on a full calendar year but SB 305 is designed to start on
July 1, 2006 so adjustnents have to be made toward a half
cal endar year.
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9:51: 08 AM

CHAI R WAGONER asked the reason the bill was so different when it
was previously presented by the governor’s office. He expressed
concern over the gap in revenues during the change of start
dat es.

MR. DI CKINSON replied that changes should be made in a forward
manner so that conpanies can plan ahead for the change in taxes.
The changes reflect that Governor Mirkowski was |ooking at the
bi gger picture, he said.

9:54: 37 AM

SENATOR ELTON observed that M. Dickinson’s argunment seened
agai nst the claw back provision. He said, “Wre forward | ooking
when we start the tax and we’'re backward | ooking when we apply
the credits.”

MR. DI CKINSON argued |ong-term investments generally take past
t hings into account.

9:55: 27 AM

MR MNTZ noted the provisions that have to do wth the
production tax begin on July 1, 2006 and other provisions would
take effect imediately. As a transition item the departnent
may devel op and adopt PPT inplenenting regulations immed ately.
The term “alternative credit” would begin to be used. He
concl uded the presentation.

"Department of Revenue, Bill Corbus, Conm ssioner

9:56: 56 AM

Bl LL CORBUS, Conmi ssioner, Departnment of Revenue (DOR), w apped
up the presentation and advised the conmttee that the
adm nistration strongly encourages tinely enactnent of the bill.
He gave a list of reasons that Governor Mirkowski supports the

nove. It wll replace a broken ELF based severance tax,
encourage badly needed oil and gas production investnents,
provi de special incentives for small explorers, and wll| provide

enhanced revenues for the state.

9:58:46 AM

COMM SSI ONER CORBUS expl ai ned Governor Murkowski had two targets
for Dr. Pedro van Mires in preparing the PPT |egislation,
i ncreased state revenues based on what producers are paying in
simlar oil producing reginmes, and increased incentives to
explore and invest in the 50 to 150 mllion barrel range. H's
final proposal was a 25 percent tax rate and a 20 percent tax
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credit. The Governor wanted to tilt toward nore exploration and
investment and so he reduced the tax rate to 20 percent.
Governor Murkowski feels that nore exploration would nean nore
noney to the state over tinme than the 25 percent tax rate.

10: 00: 58 AM

MR CORBUS remnded the conmttee that the Governor has
negotiated a good thing for the State of Al aska. The tax rate of
the producers wll be increased 100 percent and the producers
have agreed to build the gas |ine.

10: 01: 41 AM
CHAIR WAGONER thanked Commissioner Corbus and asked M.
D ckinson for a report of investnent dollars.

MR. DI CKI NSON responded he would get together with M. Jackson
to cover all of the requests they have received and get back to
the conmmttee on Monday, February 27, 2006.

There being no further business to conme before the commttee
Chai r Wagoner adjourned the neeting at 10:03:27 AM
#
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