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SENATE BI LL NO 305

“"An Act repealing the oil production tax and gas production tax
and providing for a production tax on the net value of oil and
gas; relating to the relationship of the production tax to other
taxes; relating to the dates tax paynents and surcharges are due
under AS 43.55; relating to interest on overpaynents under AS
43.55; relating to the treatnent of oil and gas production tax
in a producer's settlement with the royalty owner; relating to
flared gas, and to oil and gas used in the operation of a |ease
or property, under AS 43.55; relating to the prevailing val ue of
oil or gas under AS 43.55; providing for tax credits against the
tax due under AS 43.55 for certain expenditures, |osses, and
surcharges; relating to statenents or other information required
to be filed with or furnished to the Departnent of Revenue, and
relating to the penalty for failure to file certain reports,
under AS 43.55; relating to the powers of the Departnent of
Revenue, and to the disclosure of certain information required
to be furnished to the Departnent of Revenue, under AS 43.55

relating to crimnal penalties for violating conditions
governing access to and use of confidential information relating
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to the oil and gas production tax; relating to the deposit of
noney collected by the Departnment of Revenue under AS 43.55;
relating to the calculation of the gross value at the point of
production of oil or gas; relating to the determ nation of the
net value of taxable oil and gas for purposes of a production
tax on the net value of oil and gas; relating to the definitions
of 'gas,' 'oil," and certain other terms for purposes of AS
43.55; making conformng anendnents; and providing for an
effective date."
HEARD AND HELD

PREVI QUS COW TTEE ACTI ON
BILL: SB 305

SHORT TITLE: O L AND GAS PRODUCTI ON TAX
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Depart ment of Natural Resources

400 W1 1 oughby Ave.

Juneau, AK 99801-1724

POSI TI ON STATEMENT: Conmented on how the PPT would affect the
Qooguruk field.

Bl LL VAN DYKE, Director

Division of Gl and Gas

Departnent of Natural Resources

400 W1 I oughby Ave.

Juneau, AK 99801-1724

PCSI TI ON STATEMENT: Comrented on PPT versus royalty reduction in
t he Oooguruk field.

TI MOTHY RYHERD, Commerci al Anal yst

Division of Gl and Gas

Departnent of Natural Resources

400 W1 I oughby Ave.

Juneau, AK 99801-1724

PCSI TI ON STATEMENT: Comented on PPT versus royalty reduction in
t he Oooguruk field.

ROBYNN W LSON, Director

Tax Divi sion

Depart ment of Revenue

PO Box 110400

Juneau, AK 99811-0400

PCSI TI ON STATEMENT: Answered the Legislature’ s questions on the
PPT for the Adm nistration.

SHARON NI ENHUI' S, Petr ol eum Econom st

Depart ment of Revenue

PO Box 110400

Juneau, AK 99811-0400

PCOSI TI ON STATEMENT: Conpared various PPT ratios and prices.

ACTI ON NARRATI VE
CHAIR THOVAS WAGONER called the Senate Resources Standing

Commttee neeting to order at 3:35:24 PM Present were Senators
St edman, Dyson, Kookesh, Elton, Ben Stevens and Chair Wagoner.

SB 305-O L AND GAS PRODUCTI ON TAX

3:35:24 PM
CHAI R WAGONER said first they would discuss the Oooguruk unit
royalty nodification versus PPT conparison and then take up the
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Adm nistration’s answers to the questions that the Legislature
asked on the PPT.

M KE MENGE, Comm ssioner, DNR introduced Bill Van Dyke, the
Director, Division of Gl and Gas, and stated that he would |et
MR. VAN DYKE go through the conparison

3:38:09 PM

BILL VAN DYKE, Director, Division of G| and Gas, DNR said the
effect of PPT capital credits, the transitional credits and the
| oss-carry forward provisions would be very powerful for a
project |ike Oooguruk that is a new capital-intensive project.
It would give Pioneer a positive instead of negative cash flow -
assum ng that Pioneer would be able to sell the credits.

3:39:12 PM
SENATOR SEEKI NS arri ved.

MR. Van Dyke said under the PPT scenario, the state gets an
opportunity to collect sone revenue from Qooguruk where under
the current ELF (economic |imt factor) it does not collect a
production tax. He explained that the royalty was reduced to 5
percent until the net profit share |eases pay out wunder the
current system

He said the financial information for the project remains
confidential and correct inputs and assunptions make all the
difference when doing the nodeling. The Division assunmed a
project in the range of $500 million and a fee for sharing a
facility at Kuparuk and Pioneer’s own operating costs that would
all be allowed for deductions. The estimated ultimate recovery
was in the range of 50 MB to 90 MB, depending on reservoir
performance and production rates were estimated to be 15,000
barrels to 20,000 barrels per day. He said the project 1is
of fshore, so its costs are a bit nore expensive.

He nodeled a couple of different oil prices and discount rates
and assuned that the credits Pioneer earns could be used by them
or sold for 100 percent of face value (although, in reality
t hey woul d probably have to be sold at a discount). He cautioned
that these figures would not work for Oooguruk, but not for any
ot her project.

MR. VAN DYKE said he assunmed Pioneer had about $45 mllion in
transitional credits for this project, because it has been
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spending a lot of noney up there on engineering, fieldwrk and
exploratory wells.

He expl ai ned that the Oooguruk project has four net profit share
| eases and they overlay a “sweet spot” in the field, which wll
be where the developnment takes place. The PPT doesn’'t really
effect the net profit share calculations in any way. There would
not be a production tax today using the ELF;, I|ikewi se he has
assunmed that under a PPT, if Pioneer pays any tax, it would not
be a deduction under the net profit share accounting system

3:47: 42 PM

MR. Van Dyke explained that Oooguruk was given a royalty
reducti on because Pioneer would not have gone ahead without it.
The state gave up $45 mllion to get the project on line. He
said the first of four nodels was a base case w thout royalty
nmodi fication and with no PPT on the project a year ago; case two
was the royalty nodification that was awarded; case three was a
hypot hetical case that the chairman requested supposing the
royalty nodification had not been granted and just the PPT was
in effect; and fourth, a project with a royalty nodification and
a PPT.

He said the royalty reduction, which went from 12.5 to 5
percent, sounded like a lot, but it didn't affect the rate of
return very nuch (up about 1.3 percent). H's nodel conparisons
showed that the PPT was a nore powerful tool than royalty
reduction. He advised:

They would not reap a windfall by any nmeans, for this
project. This is a really challenged project. It’s ny
belief Pioneer — they want to get their foot in the
door. They were willing to come up to Alaska and at
| east start a project that wasn’t the greatest project
in the world, but it got them on the Slope; it got
them up there as an operator. And they have bigger and
better plans el sewhere on the Sl ope.

3:54: 04 PM
SENATOR ELTON referenced the case 1 versus case 4 nodel and
asked if there could be another |ine stating how nuch the state

is getting now along with how nuch less the state would be
getting.

MR. VAN DYKE replied that with the royalty reductions in place,
the state was still collecting about $168 nmillion fromthe field
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in income tax, royalty and property tax, as well as the net
profit share paynents.

TI MOTHY RYHERD, Commercial Analyst, Division of QI and Gas,
DNR, comrented on the chart conparison, but his comments were
i ndi scerni bl e.

MR. VAN DYKE clarified that M. Ryherd said under the base case,
the state gets $130 mllion to $500 nmillion and royalty
reduction takes a little off of that. The PPT would actually
take off of the upfront credits. “But, there certainly is stil
a fair anmount of revenue comng into the state.”

CHAI R WAGONER t hanked them for their presentation and announced
that the conmittee would go on to the Adm nistration’s answers
to the Legislature s questions.

3:59: 08 PM

ROBYNN WLSON, Director, Tax D vision, Departnent of Revenue
(DOR), introduced Sharon N enhuis, Petroleum Econom st, DOR, who
worked on the nodel to provide information on sone of the
Legi sl ature’s questi ons.

She also provided a letter with sonme specific tax and price
scenarios and said she would highlight sone of the information
that would be provided and answer questions and they go al ong

She then turned the presentation over to Ms. Nienhuis.

M5. NIENHU S said the departnment was asked to provide sone
additional scenarios wth different tax rates and different
credit rates and to provide a simlar analysis to that which
Roger Marks presented on February 23. H's analysis included
annual revenues to the state under three different oil prices -
$20, $40 and $60. He provided that at the 20/20 scenario and
under the status quo.

4:01: 28 PM

She presented graphs of three scenarios - 25/20, 30/20 and 30/ 15
— and the status quo at $20, $40 and $60 per barrel. She used
the sane cost and volunme assunptions that M. Marks used in his
February 23 presentation, but her volune scenario was wthout
the gasline or future oil finds. The revenues were in today’s
dol l ars and not i nfl ated.

4:04: 21 PM
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SENATOR DYSON asked if her estimate of investnment credits in the
out years took into account the increased production because of
the addition of incentives.

M5. NTENHUI' S replied no. She followed the departnent’s fall 2005
revenue forecast. She tried to not nodel things that would | ead
to nodeling error. She remnded them that at $40 oil, the
transition provision (five years of credits taken over six
years) doesn’t Kkick in.

4:08:40 PM

SENATOR STEDMAN said it was hard to get any information out of
the charts and asked how it could be best used to find the
bal ance point between the tax rate and the tax credit.

M5. NIENHU S replied they would get to those nodels relatively
soon.

SENATOR STEDVAN said that it was easier for him to |ook at
percent ages versus doll ars.

M5. NIENHU S agreed to provide percentages.

CHAI R WAGONER thanked her and said they would go on to the
witten questions.

M5. WLSON explained that the House Resources Commttee and
Chair Wagoner had submtted a list of 31 questions for the
Adm ni stration to answer and she woul d begi n answering them now.

4:13: 54 PM

1. | dentify val ues/anmounts for the “look-back” or transitiona
section per year according to the actual, by type (exploration
devel opnent, production), by conpany.

The Departnent of Revenue nodel uses $1 billion per year as
capital costs, so the transitional period would be about $5
billion. O the $1 billion, about 10 percent is exploration

and about 90 percent is elenents of production. These annua
costs are based on conpilations of historical data. The
attached Excel files out |l i nes public data regarding
i nvestnments.

2. How are nob, denob, and pl atform abandonnent costs treated —
as tax credits or deductions?
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Mobi | i zation costs are capitalized for federal tax purposes as

Intangi ble Drilling Costs. As such, they are a capitalized
expenditure for PPT purposes, and therefore, are deductible
and creditable. W understand that denobi li zation and

abandonnment expenditures are both expensed as incurred. This
woul d nean that these costs are deductible, but would not
generate a credit.

3. Is there a “rating” for political stability — or one that
reflects instability?

W do not have any information on a quantification of the risk
of political stability.

4. What | oss of revenue is incurred by noving the effective
date from January 1, 2006 to July 1, 2006 on both 20/20 and on
25/ 207

Using a conbination of our spring forecast and YTD actuals

t he average ANS price between January 1, 2006 and July 1, 2006

was $58. 62.

« The loss of revenue using the 20/20 system would be about
$480 million in additional tax.

« The loss of revenue using the 25/20 system would be about
$770 million in additional tax.

5. Section 9 — what anmpbunt is involved in this section?

A very small amount, probably no nore than 1 percent of tota

state revenue fromoil and gas. It is |limted to three areas:

[1] Alpine and its satellites; [2] the National Petroleum
Reserve Al aska; and [3] Cook Inlet.

6. Was there consideration of phasing out the $73 mllion
deduction over a certain period of tinme?

No, it was not considered.
4:18:18 PM
SENATOR STEDVAN asked if the 1 percent was |ooking forward or
backwar d.
M5. WLSON replied backward.
7. O the current 14 producers in Alaska, which would pay a

severance tax after enploying the proposed $73 mllion standard
deducti on?
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Wth the nerger of Chevron and Unocal, there are now 13
producers in Alaska. O the 13 producers, BP, ConocoPhillips
and ExxonMobil w Il pay severance tax at nost price |evels
after enploying the $73 mllion standard deduction. At high
oil and gas prices, and given our cost assunptions, Anadarko
and ChevronUnocal will also pay severance tax after deducting
the $73 mllion dollar allowance, given the production
vol unmes reported publicly by those conpani es.

8. Which other tax regines — worldwi de - have a progressivity
structure?

TO BE PROVI DED

9. How many private royalty owners are there in Alaska - all
areas, not just the North Slope (i.e., Nenana Basin, Kenai
Peni nsul a, native corporation holdings, etc).

W do not have information on the nunber of private royalty
owners in Alaska, which would include private oil and gas
| eases that are not in production. Honest eads staked under
certain (but not all) federal homestead |aws included oil and
gas rights, and any of the owners of such parcels mght enter
into an oil and gas | ease.

10. Provide a graph showi ng the status quo, the PPT, and the
gas |ine contract terns.

This question appears to query the relationship between tax
under the status quo, the PPT, and the gas |ine contract
termns. At this tinme, gas line contract terns are not public
i nformation.

11. Provide information on the effect of previous incentives -
t he costs.

Clai ned expenses under SB 185 (AS43.55.025) total $104.8
mllion and claimed credits total $33.6 mllion. A claim was
received by the Departnent of Revenue |ast week, thus the
totals were updated from the $95.5 nmillion and $29.0 nillion
figures previously provided for clained credits.

12. VWat is the rationale for offering the sanme anount of
credits for non-state |ease |lands where the state receives no
royalty tax benefit? WAs there discussion of a reduction in the
credit to offset this?

SENATE RES COW TTEE -9- March 2, 2006



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 wthin Alaska's sovereign
territory. G ven the overall economc benefit of increased
production of oil and gas (and particularly gas in the Cook
I nl et where significant private |ands occur), an incentive for
expl oration and devel opnent even in the event that a field
woul d pay no taxes after incentives nmakes sense.

13. Wy should Point Thonson be incentivised?

We believe the devel opnent of Point Thonmson may be critica
for the devel opnent of the gasline. Accordingly, incentivizing
Poi nt Thonson may wel |l incentivize the gasline.

Poi nt Thonmson 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 economcs. By providing
incentives, the goal would be two-fold. First, any incentive
to encourage Point Thonson inproves the economics of the gas
pi pel i ne. Second, incentives nay encourage early production
of the liquids, which requires expensive infrastructure to
handl e the hi gh-pressure production.

14. Can you provi de better definitions for “poi nt
of production” and “oil” and “gas” and has the State litigated
t hese terns?

We're not clear whether this question seeks nore explanation
of the definitions in the bill or is requesting that we
consi der nodi fying those definitions. Please clarify.
Regardi ng past litigation, in general the point of production
and the definitions of oil and gas have not been nmgjor
subjects of litigation under the production tax statute. In
contrast, there has been considerable litigation of related
concepts, though not necessarily the phrase *“point of
production,” in the royalty context.

In the tax context, there was at |east one dispute decided at
the internal DOR appeal stage relating to point of
production, but nost of the controversy in this area played

out in the devel opnent of regul ations defining *“gas
processing plant” rather than |itigation. The use of the
term “gas processing” in the bill is consistent with existing

departnent regul ations, but under current |aw, gas processing
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generally is considered an activity occurring downstream of
the point of production, while wunder the bill it is
considered an activity occurring upstream of the point of
producti on.

15. \What steps nust be taken to make the tax credits refundable
rat her than transferabl e?

This would require a |anguage change to Section 12 at Sec.
43.55.024(d) and (e). W are available to work with drafters
on the exact wording.

16. On Page 13, line 24 of the bill, what does “paynent in lieu
of” tieinto for oil?

Section 21 [Sec. 43.55.160(d)(1)(B)] clarifies that paynents
in lieu of property taxes are deductible. Sec. 43.55.160(c)
presents the general rule that |ease expenditures are
deducti bl e. Lease expenditures would include property taxes.
Sub-section (d) provides clarification for itens that are not
clear, such as “paynents nade in lieu of property taxes.”

17. Does the limt on transferable tax credits in section 12,
(subsection (e) limt the amount of tax credits that a single
t axpayer can take against their own production tax in a single
year ?

Section 12 (Sec. 43.55.024(e)) limts the anmpbunt of tax that
can be reduced through purchased credits. There is no limt on
credits utilized by a taxpayer that were generated by that
sane taxpayer

4:28:14 PM
SENATOR BEN STEVENS said he thought there was a |imt stating
the taxpayer couldn’t take his liabilities down to zero.

M5. WLSON replied that was correct. The limt is on purchased
credits. She explained nore that if a taxpayer has its own
credits and reduces its tax down to sonme nunber, then this limt
applied at that level. The order of credits was not specified in
the bill, but that is how she woul d expect it to be appli ed.

SENATOR BEN STEVENS asked if that could be clarified in
regul ati on.

M5. WLSON replied yes.
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CHAIR WAGONER directed, “Let’s make it easy to get there in
| anguage.”

M5. WLSON responded that she would be happy to work with the
conm ttee on drafting | anguage.

4:29:46 PM

18. The State of A aska has relied on the services and
expertise of multiple outside law firns to handl e di sputes over
oil and gas issues. Have you conferred with such counsel in the
drafting or review of this legislation? If so, have they
assessed the inpacts of the legislation on the State’'s | egal
position in past agreenments, current disputes, or future
di sput es?

Yes, such counsel (not all of thenm) has been consulted and
such assessnments have been discussed but have not generally
been generated in formal witten form

SENATOR ELTON asked if the discussion resulted in changes to the
bill.

M5. WLSON responded that she would add clarification about
t hat .

19. Have you asked the Departnent of Law to review this
legislation in light of the 6'" Grcuit Court of Appeals’
decision in Cuno v DaimerChrysler that is now pending before
the United States Suprene Court?

The Departnent of Law has exanmined this question. As a Sixth

Circuit decision, it has no direct precedence for Al aska. | t
is currently before the U S. Suprenme Court and many anal ysts
believe that it will not be sustained in its current form

20. Pl ease provide information regarding the expenditures that
will qualify for the transition <credits — including the
depreciation nethod chosen under the federal and state incone
tax systens.

It appears that this question relates to the transition
provision in Section 21 [Sec. 43.55.160(g)], which allows a
deduction for capital expenditures nmade over the last five
years, deductible over the next six years. The capital
expenditures that qualify for transitional treatnment are the
sanme type of expenditures that qualify for ongoing credits

These are defined in Section 12 [Sec. 43.55.024(h)]. These
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expendi tures i ncl ude expl oration expenses and t hose
expenditures that are capitalized for federal tax purposes.
Expl oration expenses include (geol ogical and geophysi cal
exploration. Expenditures capitalized for federal tax purposes
i ncl ude i ntangi bl e drilling costs. The capitalized
expenditures are subject to a variety of useful |ives under
federal and state income rules. See Question 59 bel ow.

4:33:28 PM
SENATOR STEDVAN asked if she had the actual dollars anounts they
were dealing with

M5. WLSON replied that she had totals, but not depreciation
schedules for all of that equipnent by specific conpany doing
busi ness up here.

4:35: 37 PM

SENATOR DYSON said it looks like a consistent pattern of the
state giving |onger depreciation schedules than the feds. He
asked if that works to the state’'s advantage or to the
conpani es’ working in Al aska.

M5. WLSON replied that it is to the state’s benefit, because
under the federal rules, conpanies can wite off an asset
qui cker and on an accel erated basis.

SENATOR DYSON asked if the state has considered reducing the
depreciation period in order to encourage nore investnent in the
ki nds of equi pnent that woul d i ncrease production.

M5. WLSON replied no.

4:37:48 PM

SENATOR STEDVAN asked if there had been discussions about
accelerating the tax rate to stinulate exploration and
devel opment .

M5. WLSON replied that those tools were at their disposal. The
state uses a worl dw de conbi ned nethod for income tax purposes.
This neans that all of the incone worldwide for oil and gas
conpanies is conbined in a pie and the state gets a piece of it.
When addressing depreciation nethods, they are addressing not
just what would happen with the particular production conpany
doi ng business in Al aska, but depreciation nethods for the whole
corporate groups in every other state and for our country -
potentially.
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21. Have any of the definitions in sections 30-33 been the
subj ect of 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.

See question 18 above.

22. Please provide an identification of the point of production
at each unit in the state under existing statutes, regulations,
agreenents, and court decisions. Provide the sane under the
definition as proposed.

TO BE PROVI DED

23. Please provide an identification of ‘gas treatnent’ and ‘gas
processing’ facilities in the state under the existing statutes,
regul ati ons, agreenents, and court decisions. Provi de the sane
under the definition as proposed.

TO BE PROVI DED

4:40: 28 PM
SENATOR ELTON wanted to know if the definitions should be in
statute or regulation.

24. \What standard will be used to determ ne whether oil or gas
is of ‘pipeline quality’ under the definition of ‘gross value at
t he poi nt of production?

This term only appears in the definition of “oil.” It was
not in the old definition, nor the new definition of “gas.”
The standard for “pipeline quality” has not changed under the
bill. The standard is based on a series of court cases.

25. Provide a historical analysis of the results of valuation
nmet hodol ogi es adopted by the Departnent of Revenue, Departnent
of Natural Resources (under all agreenents), and the Departnent
of the Interior.

TO BE PROVI DED
26. WIIl abandonnment costs be eligible for deductions or
credits under the |egislation? If so, what estimates of the

timng and costs of those activities does the Departnent
proj ect?
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See Question 2 for deductibility of abandonment costs. Wt h
regard to costs, we are aware of no field having ever been
abandoned in Al aska, and so we do not have any enpirical data
on costs.

27. How wll AS 43.55.160(j) protect the State from a
proliferation of corporate entities and/or conpanies claimng
the tax-free all owance?

TO BE PROVI DED

28. Provide the nunber of exploration and delineation wells
estimated to be drilled over the first ten years of your
econom ¢ nodel s. Include the technical and econom c success

rates projected in the nodeling.

Five exploration wells per year are included in the nodel

The Departnent of Revenue assunmes $100 mllion is spent on
exploration per year. Wth average costs of $20 nillion
dollars per well, this cones out to five wells per year.

Delineation wells are separate and included under devel opnent
expendi tures. The nodel assunes there are four finds of |arge

oil accunmulations — reserves in place that would be on the
order of 500 mllion barrels. There are four relatively snal
fields that are characterized as being “heavy” oil. These

fields would pay no production tax under the current system
because their Economic Limt Factor [ELF] would be zero. W
did not include a “success rate” in our nodel.

29. Provide estimates for wundiscovered resources in Al aska.
Include the breakdown between technically recoverable and
econonmically recoverabl e resources to the extent possible.

TO BE PROVI DED

30. Provide a historical analysis of the effective tax rate on
each field in production on the North Sl ope over the past twenty
years.

See Attachnents Al and A2. These tables contain effective
tax rates since 1986 for all Al askan fields on gross val ue
at the point of production. The effective tax rate shown
on these tables is the ELF x 12.25 percent for the first
five years of production, and ELF x 15 percent thereafter

We note the effective rate varies between 15.0 percent, for
Prudhoe Bay through 1987 (when the so-called *“rounding
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rule” rounded the ELF up to 1), and 0.0 percent for a
nunber of fields for a nunber of years.

31. How will Net Profit Share Leases be affected by this
| egislation? WIIl the gross costs of exploration and devel opnent
go into the Developnent Account—er those costs net of the
credits and deductions?

TO BE PROVI DED

4. 45: 37 PM

32. It’s been reported that the gas line contract will propose
the state take its gas production tax share in the form of gas
How does that work in this bill?

In the gasline contract the state has indeed proposed taking
deliveries of gas in place of a production tax; this is not
reflected in the PPT bill which will stand on its own,
gasline or no. Under the PPT, if the producers sell gas,
t hose revenues would be part of the net profit calculation.
Under the gasline, they would not. Instead the state would
receive a percentage of the gas, which it would nonetize
t hought marketi ng. Note that the costs of developing (for
exanple - Point Thonmson) or running (for exanple - Prudhoe
Bay) a field that produces both oil and gas would go into
calculating the oil profits for the PPT.

4:46: 58 PM
SENATOR ELTON asked if she nmade an adjustnent for what it costs
the state to nonetize its gas that it’'s taking in |ieu of cash.

M5. WLSON responded that she would have soneone get in touch
wi th himabout that question.

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

See question 20.
SENATOR ELTON asked how nmuch of the $5 billion that the | ook
back costs the state would be accrued on the legacy fields and

versus the frontier regions.

M5. WLSON responded that she didn’t have that information, but
she woul d research it.
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34. O the pre-PPT credit provisions (the claw back), how many
i nvestrment credits were sold under SB 185 and how do we ensure
the person who holds the credit, not the original recipient,
gets the credit?

Sale of credits under SB185 do not effect the ability of
the seller to <claim those <credits as Transitional
| nvest nent Expenditures (that is to qualify for the claw
back.)

35. If we have a gas pipeline in 2015 what wll the ELF tax
“take” be on North Slope gas and what will the “take” be under
the PPT? \What will the “take” be under PPT if we take gas in
lieu of the production tax (the take would, | assune be the day-
to-day value of the gas less the state’s cut in selling the gas
on the marketpl ace) ?

Wthout getting into price sensitive forecast, or the
confidential draft gas contract, we can make the follow ng
observations about the conparison: The upstream costs are
covered in the PPT, so the difference could be as sinple as:
(a) Under the PPT, a taxpayer would pay 20 percent of

the gross value at the point of production, that is
sales revenues less the tariff charged by the Gas
Treatnment Plant and the tariff between the North
Slope and the point of sale would be paid to the
state (without taking into account the effect of the
$73 mllion dollar allowance).

(b) Under the gas contract, the state will receive sone
percentage of the gas and then pay the tariff
charged by the Gas Treatnent Plant and the tariff
between the North Slope and the point of sale. If
the state owns part of the pipeline, then the state
will also receive that portion of the tariff, which
is profit accruing to the owner.

4:50: 34 PM
36. Is current production tax deductible from corporate tax?
If no, is this inpact in the nodels presented by the

Adm ni stration?

Yes, current production is deductible from corporate tax.

37. Referring to Section five, what oil and gas is exenpt from
taxation —just what is discussed in Section 10?
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38.

The oil and gas royalty amounts paid to the state and federal
government are exenpt. (AS 43.55.900 (13) “ownership or
right to which is exenpt from taxation” means any ownership
interest of the federal government or the state.”)

Section 10 sinplifies treatnent of flared gas. Under current
law there are three categories of gas - gas wused in
production operations which is exenpt from tax, gas produced
in excess of that needed for safety purposes which is
taxable, and gas flared beyond the anount authorized for
safety which is taxed and subject to a penalty. Currently

there is no ‘free use of oil’ to produce nore oil in statute.
The bill exenpts from tax any oil or gas used in production
operations, unless the Alaska QI and Gas Conservation

Comm ssion determines that it was waste (instead of used to
produce sal abl e hydrocarbons), in which case it is taxed.

Referring to Section 6, will there be any inpact to current

state taxes or nmunicipality taxes fromthis change?

No, there should be no inpact to current state or nunicipa
t axes. Thi s | anguage change sinply makes the description of
Intangible Drilling Costs consistent with Internal Revenue
Code |anguage, which is how this item is interpreted
currently.

4:53:24 PM

39.

Wiy was the paynment for taxes and surcharges changed from

the 20'" day to the last day of the nonth? What is the econonic
i npact of this change?

There is no economc inpact and this just clears up current
| anguage. Under AS 43.55.020, paynent for the tax is “due” on
the 20'". However, the tax is not “delinquent” until the |ast
day of the nmonth. The significance of this is that according
to AS 43.05.225, interest is assessed only when a tax
“becones delinquent.” Thus this bill nakes the due date the
end of the nonth and in Section 7 establishes that “an unpaid
anpunt of tax that is not paid when due in accordance wth
t his subsection becones delinquent.”

4:54: 07 PM
SENATOR ELTON asked if the tax would still be delinquent from
the | ast day of the nonth.

IVS.

WLSON replied yes.
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40. Do other nations with a net profit system have the 90
percent paynment of taxes wth the sure-up provision the
follow ng year? What is the econom c inpact of this change?

TO BE PROVI DED

41. What are the penalties for under-paynent when sure-up is
nore than 10 percent of the taxes owed?

|f the taxpayer does not pay 90 percent, then interest wll
be due on the difference between the tax paid and the 90
percent anount.

4:55:14 PM

CHAI R WAGONER asked how many | awsuits the state had been in over
interest accrued on the tax penalties. The dispute he was nost
famliar wwth was pretty drawn out.

M5. WLSON replied that she was aware of sone in the incone tax
safe harbor area, but she didn't know if any of those had been
litigated.

CHAIR WAGONER said he wasn't referring to those, but to the
true-up and whether they had to pay the full 90 percent on tine
to the state. The state assesses a penalty that accunul ates
pretty fast and that caused sonme litigation at one point.

M5. WLSON responded that under current |aw, production tax has
no safe harbor clause to the 90 percent rule. She offered to
research this issue further.

42. Referring to Section 10, why does the Alaska G| and Gas
Conservation Comm ssion’s (AOGSCC) role change from focusing on
excess needed for safety reasons to whatever they determine to
be waste? Does this provision provide nore power to the AOGCC
on what is included/excluded for taxation?

Under current law, as applied by DOR regulation, the
categories of flared gas recognized by DOR are different
from although related to, the categories recognized by
AOGCC. The bill Wil | sinplify the categorization and
harnoni ze it conpletely with AOGCC s. This sinply creates one
standard administered by AOGCC in place of tw standards
adm ni stered by two agenci es.
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43. Wiy does it seem the credits and incentives are on
production along with exploration if our focus is to provide
incentives for exploration?

The bill is based on the expectation that investnent, both
exploration and in existing fields, wll increase production.
5:00:11 PM

44. Can the carry-forward amount be used for a credit for nore
than the first year after the | 0oss?

Yes, the credit carry-forwards can be wused indefinitely.
There is notime limt on the credit carry-forwards.

5:00: 14 PM

45. Is it the case that any allowable expenses for the
expl oration, devel opnent, or production of gas can be deducted
from oil revenues in determning net value? |If so, could the

expenses of a gas line be included in these deducti bl e expenses?

Expenses are allowable only if they are “upstreanf costs. A
gas line is “downstreanf and so would not be a deductible
expense.

5:02:11 PM

46. Wiy not use generally accepted accounting principles (GAAP)
versus setting up our own system of defining revenues and
expenses?

GAAP are useful for determining whether an item of
expenditure can be classified as an “expense.” GAAP does not
differentiate between expenses incurred specific to a |ease
and those expenses that are indirect to a | ease. For exanple,
GAAP does not distinguish between wages paid to a | ease-based
wor ker, and an enpl oyee in the hone offi ce.

5:02: 58 PM
47. Wiich credits can be applied to nultiple years?

There is no tinme limt for credit carry-forwards under the
bill or for the optional credit codified in AS 43.55.025.
However, any dollar of investnment can only generate one
credit, and that credit can only be used once.

5:03: 29 PM

48. Can a tax credit be sold in any year or just the year after
it was accrued?
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Once the credit has been turned into a Credit Certificate, it
can be sold at any tine. A person can apply for a Credit
Certificate at any time, but the bill allows the Dept. of
Revenue a period of tinme in which to issue the Credit
Certificate. [See Section 12, Sec. 43.55.024(9)]

49. VWhat is the estimated economc inpact to the state of the
ability to sell tax credits?

TO BE PROVI DED

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

The bill codifies current practice enbodied in regulations in
our treatnent of taxpayer information. The only change here
is that the bill mkes clear that any person receivVving

information released under current departnent practices, is
subject to the sanme crimnal penalties that apply to a state

enpl oyee.

The current confidentiality law is very general in its
exception language — information mnust be kept confidential
“except in connection wth official i nvestigations or

proceedi ngs. . .. The Departnment believes that current |aw
does allow disclosure under the circunstances specified in

the bill, but there has been sone question about that, and it
woul d be desirable to clarify the meaning of the law, as the
bill does. In addition, there is the new provision on

penalties, referred to above.

51. In what circunstances would oil and gas taxes go straight
into the Constitutional Budget Reserve Fund (CBRF).

Additions to the Constitutional Budget Reserve Fund are nade
for any oil and gas taxes collected in resolution of a
di spute. That neans that anmounts collected because of an
audit assessnent, or subsequent settlenent, are additions to
t he CBRF.

52. Referring to Section 18 and 19, why change from “shall” to
“i S”?

This change is made in accordance with the state style
manual .
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5:07: 08 PM
53. Wiy does the bill offer multiple nethods to determ ne gross
value? Wiwo w Il choose a net hodol ogy?

The bill does not directly allow a taxpayer to elect
alternative nethods; It just allows the Departnent to
aut hori ze use of an alternative nethod. The election referred
to would be an election between using an alternative nethod
or just calculating gross value according to the usual rules
— NOT an election anobng several different alternative
methods. In inplenenting this provision, the Departnent wll
no doubt develop criteria for when a particular alternative
met hod woul d be appropriate. | don’t think we can predict now
whet her there mght be circunstances under which nore than
one alternative nethod might be appropriate and under which
the Departnent would authorize a taxpayer to elect anong
several alternative nethods.

SENATOR ELTON assunmed it authorizes the departnent to select
anong alternatives that could be negotiated wth the taxpayer

M5. WLSON that was not the intention, but it was to sinplify
nmet hods of coming up with val ue.

5:09: 07 PM
54. Section 21, page 1, line 8 —Wiy is this clause constrained
to Dec. 1, 20057

TO BE PROVI DED

55. Section 21, provision (h), which US CPI does the
Adm ni stration plan on using?

This would be established by regul ation. The Departnent has
not evaluated the various CPlI's at this tine.

56. Are the current oil conservation surcharges deductible from
any other taxation? |If no, what is the policy reason to nmake
thema credit in SB 305 and what is the econom c inpact?

Yes, current oil conservation surcharges are deductible from
corporate incone tax.

O her Questions

57. Do any other state taxes have a “standard deduction”?
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a. Seaf ood Marketing Assessment (ASM) tax is inposed only
on processors/exporters that process or export fisheries
resources with a value of $50,000 or nore in a cal endar year
[ AS 16.51.120(9)].

b. Mning License Tax is not inposed when net incone is |ess
t han $40,000 in a fiscal year [AS 43.65.010(c)].

C. Gam ng tax exenpts gross receipts of less than $20, 000
from payi ng the additional fee under AS 05.15.020(b).

d. Al aska’s Estate Tax follows federal rules, but the nobst
recent exenption (FY05) included estates valued at under $1.5
mllion.

5:11: 49 PM

58. How many Net Profit Share Leases (NPSL) are in the state
and how nmuch are they paying in royalties?

Qut of 19 NPSLs, seven are paying royalties. These seven
include five in the MlIne Point Unit, and two in the Duck
Island Unit, and they began paying in 2001. The total of
NPSL paynents received in cal endar year 2005 was $81 mllion.
Total receipts from NPSLs from 20012005 were $254 mllion

Qut of 19 NPSLs, seven are paying net profit share paynents
(in addition to royalties and production taxes). These seven
include five in the Mlne Point Unit, and two in the Duck
I sland Unit, and they began paying in 2001. The total of NPSL
paynments received in calendar year 2005 was $81 nillion.
Total NPS receipts from NPSL's from 20012005 were $254
mllion. Net profit share paynents are not deductible for PPT
purposes or for the current production tax. Royalties and
production taxes are deductible for NPS purposes.

Royal ties, however, are paid on net profit share |eases
according to each individual |ease contract. For exanple, one
NPS lease in Duck Island Unit has a twenty percent (20
percent) royalty rate. Oher NPS | eases may have the standard
royalty rate of 12.5 percent 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 paynent fromthe property.

Attached is an Excel table of producing and non-produci ng NPS

| eases showing the |ease nunber, the net profit share rate
and the royalty rate for each | ease. (See Attachnent B)
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59.

60.
f ol

VWhat are the depreciable lives for O & G equipnment for
federal and state incone tax purposes?

Federa
Al aska
Equi prrent for exploration and production
including drilling, gathering pipelines, punping
equi pment , separation equi pnment ,
pl at f or ns 7

O fshore drilling 5

Pi pel i nes, excl udi ng gathering and
transm ssion |lines 15

Vessel s, barges, other water
transportation equi prment 10

certain
11

17.5

14.5

Pl ease provide the tax calculation under the bill, with the

| ow ng assunpti ons:

--G&oss val ue $60M
- - Opex 15M
- - Capex 10M

Gross val ue
Less: Opex
Capex

)
[ —
o
N

*

Tentative net profit
Bef ore standard deducti on

Less: standard deducti on*

Net Taxabl e i ncone

$60M
(15)

$35M

—_
w
(&)

N—

&
o

Tax $0

Capital investnent credit available for carry forward

(20% of $10M $5M

this calculation assunes that taxpayer has not

limt for the standard deducti on.
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SENATOR STEDVAN asked if the capital carry-forward would be 20
percent of $10 mllion.

M5. WLSON replied yes.

5:15:48 PM
61. Are net profit |ease paynents included as a direct cost
under 43.55.1607?

Net profit share paynents under NPSLs woul d not be deductible
| ease expenditures because they are in the nature of |ease
acqui sition costs. Lease acquisition costs are not deductible
per Section 21 [Sec. 43.55.160(d)(2)(E)].

62. Are |ease bonus paynents eligible for capital credit under
43.55.024 and/or are they included as a direct cost under
43.55. 1607

Lease bonus paynents are neither deductible nor eligible for
capital credits. Lease bonus paynents are in the nature of
| ease acquisition costs which are specifically not deductible
per Section 21 (Sec. 43.55.160(d)(2)(E)).

63. How are payments for “spec 3D’ handled? Are they credit
eligible under 43.55.024 or only allowed as deductions under
43. 55. 1607

W understand “spec 3D to be certain seismc exploration
costs. Expl oration costs are allowed as deductions under
Section 21 of the bill [Sec. 43.55.160(c)]. Such costs are
also eligible for credits under Section 12 (Sec. 43.55.024)
by reference to definition of “qualified capital expenditure”
at Sec. 43.55.024(h).

64. Please explain the taxation or exenption of royalties.

Public royalties (paid to federal or state jurisdictions)
never enter into the base of gross value. This is so because
AS 43.55.011(a) levies the tax on oil except the “ownership
or right to which is exenpt from taxation.” This phrase is
then defined in AS 43.55.900(13) as follows:
“any ownership interest of the federal government or the
state.”

These sections are not changed in the bill.
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Because the bill changes the tax to a tax on net profits, it
is necessary to specify deduct i ons. Royal ti es are
specifically disallowed as a deduction under Section 21 [ Sec.
43.55.160(d)(2)(B)]. Royalties paid to state and federa
jurisdictions cannot be deducted because they are not

included in the starting “gross value.” Private royalties
cannot be deducted because the related production is subject
to tax.

65. Under Section 21 [Sec. 43.55.160(d)], “direct costs..

i nclude...” Does the word “include” serve to restrict the |ist

of allowabl e expenses to only those itens included below in (A —
(Q7?

No, Sec. 43.55.160(d) provides additional clarification for
the general rule stated at sub-section (c). Sub-section (c)
provides the general rule that |ease costs are deductible.
Sub-section (d) addresses only those itenms that may have been
guestionabl e under the general rule. Addi tionally, we note
t hat under AS 01.10.040(b):

“When the words ‘includes’ or ‘includingg are used in a
law, they shall be construed as though followed by the
phrase ‘but not limted to.’”

5:18: 48 PM
M5. WLSON said that the rest of answers would be provided next
week.

5:19: 29 PM

SENATOR STEDMAN asked to go back to question 24 and asked if
those court cases were settled by a judge or if they were
negoti ated settl enents between the departnment and the industry.

M5. WLSON replied that they were actual court cases and she
offered to get nore informati on on that issue.

CHAIR WAGONER noted there were no further questions and
adj ourned the neeting at 5:21:05 PM
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