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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
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 determnation 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
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of gas, ‘oil," and certain other terns for purposes of AS
43.55; nmaking conform ng amendnents; and providing for an
effective date."
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Staff to the Legislative Budget and Audit Conmittee

Al aska State Capitol

Juneau, AK 99801-1182

PCSI TI ON STATEMENT: Comented on Admnistrative Amendnents to
CSSB 305(RES), Version Y.

ROBERT M NTZ, Assistant Attorney General
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PCSI TI ON STATEMENT: Commrented on Adm nistrative Amendnents to
CSSB 305(RES), Version Y.

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

Conmittee neeting to order at 3:40:21 PM Present were Senators
Ben Stevens, Stedman, Seekins, Kookesh, Elton and Chair WAgoner.

SB 305-O L AND GAS PRODUCTI ON TAX

CHAI R THOVAS WAGONER announced SB 305 to be up for consideration
and that the commttee would consider anmendnents. [In packets
and under discussion was a proposed conmttee substitute (CS),
Version Y, |abeled 24-GS2052\Y, Chenoweth, 3/16/06. Hereafter it
will be referred to as “Version Y’.]

3:41:31 PM
MARY JACKSON, Staff to Senator Wagoner, said she arranged the
anmendnent s accordi ng to whet her t hey wer e t echni cal ,
adm nistrative, or substantive issues. She presented Techni cal
Amendrent  1:

24- GS2052\ Y. 34
Chenowet h

TECHNI CAL AMENDVENT 1

OFFERED | N THE SENATE
TO. CSSB 305(RES), Draft Version "Y"
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Page 5, line 19, follow ng "owner;":
| nsert "and"

Page 5, line 20:
Del ete "except as provided in (4) of this subsection,”

Page 5, line 26:
Delete "; and"
| nsert "."

Page 5, lines 27 - 29:
Delete all material.

Page 7, lines 16 - 23:

Delete all material .

| nsert "Not wi t hst andi ng any contrary provi si on of
AS 43.05.280, interest on an overpaynent is allowed only from a
date that is 90 days after the last day of the third nonth
followng the calendar quarter of production, as described in
this subsection, and interest is not allowed if the overpaynent
was refunded within the 90-day period. In addition, the producer
shall conmply wth the requirenents of AS 43.55.030(a) and
43.55.030(e). In this subsection, "calendar quarter” neans each
of t he t hr ee- nont h peri ods endi ng March 31, June 30,
Sept enber 30, and Decenber 31."
Page 8, line 21, following "is":

| nsert "produced and"

Page 11, lines 7 - 23:
Delete all material and insert:
"(e) A person to which a transferable tax credit
certificate is issued wunder (d) of this section my

transfer the «certificate to another person, and a
transferee may further transfer the certificate. Subject to
the limtations set out in (a) - (c) of this section, and

notw thstanding any action the departnent may take wth
respect to the applicant under (f) of this section, the
owner of a certificate may apply the credit or a portion of
the credit shown on the certificate only against a tax due
under AS 43.55.011(e). However, a credit shown on a
transferable tax credit certificate nay not be applied to
reduce a transferer's total tax due under AS 43.55.011(e)
on oil and gas produced during a cal endar year to |ess than
80 percent of the tax that would otherw se be due w thout
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applying that credit. Any portion of a credit not used
under this subsection nmay be applied in a later period."

Rel etter the followi ng subsections accordingly.

Page 12, |ine 21:
Delete "(A"

Page 12, line 22, follow ng "service":
| nsert "econom cal | y"

Page 12, |ine 24:
Delete "simlar"
| nsert "any successor"
Delete "; or"
| nsert "."

Page 12, lines 25 - 29:
Delete all material.

Page 13, line 2:
Delete "(i)"
| nsert "(h)"

Page 15, lines 4 - 7:
Delete all material and insert:

(e) In addition to other required information, the
producer shall file a statenment, on or before the |ast day
of each cal endar quarter of a year, showi ng any adjustnents
or corrections to the statenents that were required under
(a) of this section to be filed for the three nonths of the
precedi ng cal endar year during which the oil or gas was
produced. In this subsection, "calendar quarter” nmeans each
of the three-nonth periods ending Mrch 31, June 30,
Sept enber 30, and Decenber 31."

Page 16, |ine 26:
Delete "or"

Page 16, |ine 29:
Del ete "a new subsecti on”
| nsert "new subsecti ons"

Page 17, |line 19:
Delete "(A"

Page 17, |line 21:
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Delete ":;"
| nsert "."

Page 17, lines 22 - 23:
Delete all material and insert:

"(e) A fornula prescribed by the departnent under (d)
of this section may not incorporate a reference to royalty
val ue, royalty valuation nethodol ogy, or royalty settlenent
agreenent . "

Page 19, line 3:
Del ete "an"

Page 19, line 17:
Del ete "the operator or a working interest owner"
Insert "a producer that is an operator”

Page 20, line 6:
Del ete "of capital assets”

Page 21, line 3, follow ng "service":
| nsert "econom cal | y"

Page 21, line 5, following "simlar
| nsert "regul atory”

Page 24, line 4, follow ng "Code), ":

I nsert "as anended, "
M5. JACKSON expl ai ned that Technical Anendnent 1 had three notes
to go with it:

1. Page 2 - to insert Technical Amendnent 1 after the second

“jg”
2. Page 2 - line 13 - should read *“transferee’ s” (not
“transferers”)
3. Page 3 - lines 8 - 15 - Admnistration is checking on
whet her it still needed this section (item 6)
M5. JACKSON also noted that “page 2, line 21", [of Technica
Amendnent 1] should read “page 12, line 21”. Back to page 1 she
said lines 1 - 12 pertained to Topic 4 of the conmttee’s
“Roadmap,” which related to the deletion of tax on royalty

| anguage. She explained that the del eted | anguage authorized the
commi ssioner to establish the tax and the comm ssioner pointed
out that tax creation was a legislative function. Lines 1 and 2
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and lines 6 — 12 on page 1 were both technical changes; lines 4
and 5 deleted reference to the previous subsection. Lines 14 -
22 related to Item 6 of the commttee’s Roadnmap regarding the
safe harbor provision that was in the original bill. The
original bill was set at 90 percent. This |anguage was revised
to read 95 percent with a true up on a quarterly basis.

On page 2 [of Technical Anmendnent 1], lines 1 — 2 related to
Item 7 of the Roadmap regarding oil and gas sold and oil and gas
not sold. “Produced” was put in front of one section, but that
| anguage was not followed through in the second section. This
anendnent does that by inserting |anguage on page 8, line 21 [of
Version Y] that would then read: “If oil or gas is produced, but
not sold, or if oil or gas is produced and sold”.

On page 2 [of Technical Amendnent 1], lines 4 — 16, dealt wth
Item 9, an error in |anguage suggested by AOGA. Specifically,
line 13 on page 11 changed “transferer’s” to “transferee’s” in
Version Y. It also corrected Item 10, which was an inproper
insertion of House |anguage into the Senate bill. The
subsections need to be renunbered accordingly.

3:50: 46 PM

Page 2, line 20, [of Technical Anendnent 1] referred to Itens 13
and 22 of the Roadmap. The admi nistration expressed concern that
t he term “simlar regul atory” was over | y- broad. So,

“econom cally” was inserted in one area, which admnistration
agreed wth. A second change on line 26 [of Technical Amendnent
1] deleted “simlar” and inserted “any successor” on page 12,
line 24, of Version Y. M. Jackson explained that Ms. WIson
director of the Tax Division, said this |anguage needed to be
clarified to mean the successor body to the Regulatory
Conmi ssion of Al aska (RCA).

3:52: 33 PM

Page 3, lines 1 — 2, of Technical Anendnent 1 related to Item 14
on the Roadmap. The Chairman reconmended deleting lines 25 — 29
on page 12 of Version Y. Page 3, lines 4 — 6 [of Technical
Amendnent 1], were drafting insertions to correct deletions.
Page 3, line 8 [of Technical Anmendnent 1], related to Item 6 on

t he Roadmap and the adm nistration now supported it.

3:55:03 PM

SENATOR SEEKINS asked how a person filed the quarterly
statenents nentioned on page 3, line 13, of Technical Amendnent
1.
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3:55:42 PM

DAN DI CKI NSON, CPA, Consultant to the Governor, explained that a
quarterly true up was required in the original bill and this
| anguage he addressed situations in which a person didn't have
an actual tax obligation at the end of a quarter. He would still
have to file for the true up, but the |anguage inposed no
addi tional obligation.

SENATOR SEEKI NS poi nted out that |anguage on page 3, line 13, of
Techni cal Anmendnent 1, required a quarterly true up and referred
back to the previous cal endar year, not to the previous quarter.

3:58: 01 PM

MR. DI CKINSON admitted that Senator Seekins caught a glitch. He
suggested inserting “calendar quarter” and deleting “year” on
page 3, line 13 of Technical Amendnent 1.

CHAIR WAGONER said they would treat that as an editorial
correction. There were no objections.

3:59: 23 PM
M5. JACKSON said page 3, line 17, of Technical Amendnment 1
related to Item 15 that deleted “or” on page 16, |line 26, of

Version Y. She said after considerable discussion, t he
adm ni stration persuaded the chairnman to renove that word. Page
3, line 20, of Technical Amendment 1, was a drafting correction
to page 16, line 29, of Version Y.

4:00: 46 PM

Page 3, line 24, of Technical Anendnent 1, related to Item 17 of
the Roadmap that concerned how the valuation was established.
She explained there was a lot of discussion on whether or not
royalty settl enent agreenments should be a basis.

4:01:46 PM

SENATOR BEN STEVENS requested that this item be renmoved fromthe
Techni cal Anmendnent category and be put into the Substantive
Amendnent category, because it concerned a substantive change in
policy. There were no objections.

M5. JACKSON followed up that |anguage on page 3, lines 24 - 31,
and page 4, lines 1 — 4, of Technical Amendnent 1 would becone
new Subst antive Amendnent 5.

4:03:11 PM
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SENATOR BEN STEVENS asked to go back to page 17 of Version Y and
remar ked that two conponents refer to two different subchapters.
One relates to AS 45.55.160 and the other relates to AS
45.55.150. One has to do with transition investnments and the
other has to do with val uation

CHAI R WAGONER said he would check those references to make sure
they were correct.

4:05: 27 PM

M5. JACKSON went to page 19, lines 3 and 4, of Version Y, and
read the end: “or producing an oil or gas from a deposit of oi
or gas”. Either “from a” or “an” needed to be renoved. The
drafter determined it would be appropriate to renove “an”. The
net result is that the line would read: “or producing oil or gas
froma deposit of oil or gas”.

4:06: 17 PM

Page 4, line 9, of Technical Amendnment 1 referenced Item 20 of
the Roadmap that was requested by AOGA. The admnistration
agreed. The changes delete: “the operator or a working interest
owner” and insert “a producer that is an operator”. The result

of it would be on page 19, lines 16 and 17, of Version Y that
would now read: “(2) the Departnent of Revenue nay authorize a
producer that is an operator to treat as its |ease

expenditures....’

4:07:19 PM

Page 4, line 13, of Technical Amendnent 1 referenced Roadmap
ltem 21 and was requested by the admnistration. It deleted “of
capital assets” on bill page 20, line 6, of Version Y.

4:07:59 PM

Page 4, lines 16 — 23, of Technical Anendnent 1 was requested by
the departnment and corrected conflicting |anguage about the
regul atory board on page 2, lines 23 - 31, of Technical
Amendnent 1.

4:10: 15 PM
CHAI R WAGONER asked if definitions would be inserted on page 19,
line 29, of Version Y.

M5. JACKSON replied yes; but those definitions would show up in
the Adm ni strative Amendnents group

4:11:13 PM
SENATOR SEEKI NS noved to adopt Techni cal Amendnent 1.
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SENATOR BEN STEVENS obj ected for a point of order. The conmittee
had not adopted the working draft yet.

4:11: 44 PM
SENATOR SEEKI NS noved to adopt CSSB 305(RES), Version Y, as the
wor ki ng draft.

SENATOR BEN STEVENS objected saying he didn't agree with the
rates that were proposed in CSSB 305(RES), Version Y.

4:12:39 PM

SENATOR SEEKINS pointed out that they needed to adopt the CS
because the amendnents wouldn’t work with the original bill. He
| ooked upon the bill as a work in process that was subject to
anmendnent and not the final product of the conmmttee.

4:13:10 PM
SENATOR STEDVAN added that the bills and anendnents would all
get anple debate the conmmttee needed a forumto work from

4:13: 36 PM
SENATOR BEN STEVENS suggested that they could adopt the original
bill and nove the substantive anendnents. He maintained his
obj ecti on.
4:14: 13 PM

SENATOR SEEKINS said if the commttee adopted the CS, it would
be subject to even further amendnents.

CHAI R WAGONER agreed and asked for a roll call vote. Senators
Stedman and Ben Stevens voted nay; Senators Elton, Kookesh,
Seeki ns and Wagoner voted yea. Senator Stedman changed his vote
fromnay to yea; so, by a vote of five yeas and one nay, CSSB
305(RES), Version Y, was adopt ed.

4:15:51 PM
SENATOR SEEKI NS noved to adopt Techni cal Amendnent 1.

SENATOR BEN STEVENS obj ected. He acknow edged all the work that
had gone into the anendnent, but he stated that some of the
changes in Technical Anmendnent 1 were substantive changes to
policy. He had anticipated debate on the substantive policy
changes as to why it was changed. Wth that statenment, he
removed his objection.
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SENATOR SEEKINS said that he agreed with Senator Ben Stevens
that sone of the changes in Technical Anendnent 1 nay have
crossed over into the substantive area, but his intent on making
the notion was to cone up with an integrated docunent that he
could further consider.

4:18: 32 PM
SENATOR STEDVAN agreed with that statenent.

SENATOR BEN STEVENS wit hdrew his objection to adopting Technica
Amrendnent 1 and wi thout further objection, it was adopted.

4:18:44 PM
M5. JACKSON went on to present Technical Amendnent 2 that was
requested by the administration as foll ows:

24G 2
3/ 22/ 2006
(10:53 A M)

TECHNI CAL AMENDVENT 2

OFFERED | N THE SENATE RESOURCES
COW TTEE

TO  CSSB 305( RES) (24-GS2052\Y) (3/16/06 Wrk Draft: Chenowet h)

Page 29, followi ng Iine 28:

Insert the follow ng naterial :

"(e) Not wi t hstandi ng any contrary provision of
AS 43.55.020(a), as repealed and reenacted by sec. 10
of this Act, or of AS 43.55.020(g), enacted by sec. 15
of this Act, for oil and gas produced on or after
April 1, 2006, and before the first day of the first
month that begins at least 180 days after the
effective date of secs. 10 and 15 of this Act,

(1) the anpbunt of the taxes that would have
been | evied upon the producer under AS 43.55, as the
provi sions of that chapter read on March 31, 2006, is
due on the |ast day of each calendar nonth on the oi
and gas that was produced from each | ease or property
during the precedi ng nont h;

(2) the portion, if any, of the taxes
| evied under AS 43.55.011(a), as anmended by sec. 5 of
this Act, and under AS 43.55.011(e), (f), and (g9),
enacted by sec. 7 of this Act, that renmains unpaid,
net of any credits applied as allowed by law, is due
on the last day of the second nonth that begins at
| east 180 days after the effective date of secs. 5 and
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7 of this Act.

(1) Not wi t hstanding any contrary provision of
AS 43.55.030(a), as anended by sec. 18 of this Act,
for oil and gas produced on or after April 1, 2006,
and before the first day of the first nonth that
begins at least 180 days after the effective date of
sec. 18 of this Act, the person paying the tax shall
file wwth the Departnent of Revenue, at the tine an
anount of tax is due

(1) under (e)(1) of this section, the
statenent required under former AS 43.55.030(a), as
t hat subsection read on March 31, 2006; and

(2) under (e)(2) of this section, the
statenents required under AS 43.55.030(a), as anended
by sec. 18 of this Act.

(9) For purposes of taxes to be cal culated and
due under (e)(1) of this section and statenents to be
filed under (f)(1) of this section, regulations that
were adopted by the Departnent of Revenue under
AS 43.55, as the provisions of that chapter read on
March 31, 2006, and that were in effect on that date
apply to those taxes and statenents.”

Page 29, line 31, follow ng "REGULATI ONS"
Del ete "."
| nsert "AND RETROACTIVITY OF REGULATIONS. (a)"

Page 30, followng line 3:

Insert the follow ng naterial :

"(b) Not wi t hstandi ng any contrary provision of
AS 44.62.240, a regulation adopted by the Departnent
of Revenue to inplenment, interpret, make specific, or
otherwi se carry out the provisions of secs. 5 - 8§,
10 - 13, 15 - 18, 20, 24 - 35, and 37 of this Act my
apply retroactively as of April 1, 2006, if the
Department of Revenue expressly designates in the
regulation that the regulation applies retroactively
to that date.™

MR. DI CKI NSON expl ai ned that Technical Anendnent 2 was witten
because there wouldn’t be enough tine between when the bill was
introduced and the tine the first paynents would have to be nade
for taxpayers to get their technical systens in order.

Transition provisions were created on page 1, lines 1 — 14 [of
Techni cal Anmendnent 2], that adjusted for the three-quarters of
a year. The adm nistration’s bill had six nonths. Page 1, line

15 - page 2, line 9 [of Technical Amendnent 2], said for the
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first 180 days taxpayers can pay what they would have owed under
existing statutes. In the seventh nonth they would have to true
everything up. Finally, language on page 2, lines 11 - 17 [of
Techni cal Amendnment 2], granted the department authority to nmake
regulations to enforce these provisions retroactive to the
effective date of the bill, which was April 1

CHAI R WAGONER asked if this gave the conpanies and the state
enough time to set up their accounting procedures.

MR. DICKINSON replied that it conpressed the tineframe, but it
was adequat e.

4.22:46 PM
SENATOR BEN STEVENS asked if the first six nonths carried any
penal ty.

MR DICKINSON replied if taxpayers underpaid what they owed
under the current rules, they could have a penalty or interest;
but as long as they paid what was owed under current rules, they
woul dn’t have a penalty.

SENATOR SEEKINS noved to adopt Technical Anmendnent 2 and
objected. He said that in his own code of ethics a retroactive
tax is not fair. He would have a hard tinme voting for any tax
that precedes the effective date of a bill.

4:23:54 PM

SENATOR STEDMVAN said at first this tax was going to be in place
as early as January 1 and now they were considering the end of
the third quarter. He thought that would work out fairly well.

SENATOR SEEKI NS renoved his objection, but he said he m ght have
a further anendnent if this one was adopted. He renewed his
obj ection for Senator Ben Stevens’ comrent.

SENATOR BEN STEVENS said he felt the same way as Senator
Seekins. He renoved his objection.

SENATOR SEEKI NS renoved hi s objection.

CHAIR WAGONER announced that W t hout further obj ecti on,
Techni cal Amendnent 2 was adopt ed.

4:25: 34 PM

CHAI R WAGONER announced Adm nistrative Anmendnent 1 to be up for
consi deration as foll ows:
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ADM NI STRATI VE AMENDVENT 1

OFFERED I N THE SENATE BY SENATOR WAGONER
TO CSSB 305(RES), draft version 24-GS2052\Y

Page 18, line 4: insert after “than zero”:
If a producer does not produce taxable oil or gas
during a nonth, the producer is considered to have
generated a positive production tax value if the
calculation described in this subsection yields
appositive nunber because the producer’s adjusted
| ease expenditures for a nonth are less than zero as a
result of the producer’s receiving a paynent or credit
under (e) of this section or otherw se.

Page 18, line 23: insert new paragraph (3):
(3) an explorer that has taken a tax credit under AS

43.55.024(b) or that has obtained a transferable tax

credit certificate wunder AS 43.55.024(d)

for the

anount of a tax «credit under AS 43.55.024(b) is
consi dered a producer, subject to the tax |evied under

AS 43.55.011(e), to the extent that the

generates a positive production tax value

result of the explorer’s receiving a paynent
described in (e) of this section.

Page 19, line 29: replace (A “outlays for capital

expl orer
as the
or credit

assets” with:

(A) an expenditure, when incurred, to acquire an item
if the acquisition cost is otherwise a direct cost,

notw thstanding that the expenditure may be

required

to be capitalized rather than treated as an expense

for financial accounting or federal i ncone tax
pur poses;
Page 21, line 9: replace “anobunts that have not been paid” wth

anounts i ncurred

Page 21, lines 14 - 15: after “business entity” delete all

materi al and insert:

, whether or not the transaction is treated as an

asset sale for federal incone tax purposes.
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Page 21, lines 16 - 17: replace “any paynent of credit the
producer receives for” wth:

Certain paynents or credits received by the producer,
as provided in this subsection. If one or nore paynent
or credits subject to this subsection are received by
a producer during a nonth or, wunder (f) of this
section, during a calendar year, and if either the
total amount of the paynments or credits exceeds the
anount of the producer’s |ease expenditures or the
producer has no | ease expenditures, the producer shal
neverthel ess subtract those paynents or credits from
the | ease expenditures or from zero, respectively, and
the producer’s adjusted |ease expenditures for that
noth or cal endar year are a negative nunber and shal
be applied to the <calculation wunder (a) of this
section as a negative nunber. They paynents or credits
that a producer nust subtract from the producer’s
| ease expenditures, or from zero, under this
subsection are paynents or credits received by the
producer for

Page 21, lines 18 — 22: delete all nmaterial, insert:

(1)the use by another person of a production facility
in which the producer has an ownership interest or the
managenent by the producer of a production facility
under a nmmnagenent agreenent providing for the
producer to receive a nmanagenent fee;

Page 22, line 1: replace (n) with (n) and after “2006;” insert:

For purposes of this subsection, if a producer renoves
from the state, for use outside the state, an asset
described in this subparagraph, the value of the asset
at the tinme it is renoved is considered a paynent
received by the producer for the transfer of the
asset ;

Page 23, line 28: insert “(b),” at the beginning of the line

Page 23, lines 29 - 30: replace (d)(2)(L) with (d)(2)(N) and
delete “or (d)(2)(M”

Page 23, Iline 31:. delete “(d)(2)(L) or (d)(2)(M” and insert
(e)(3) (A
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Page 24, line 10: delete “(d)(2)(L) and replace with (d)(2) (N
Page 24, line 4. insert after “Revenue Code”:
as anended

Page 24, lines 12 - 13: delete all material after *“due” and
i nsert:

If a producer fails to conply with a request under
this paragraph, there shall be added to any
under paynent determned by the departnment under this
section a penalty in the anmount of 20 percent of the
under paynent .

Page 24, lines 14 — 27: delete all material and reorder
Page 24, lines 28 — 30: delete all material and insert:

(n) For purposes of determning the anount of the
adjustnment by subtraction that mnust be nade to a
producer’s |ease expenditures as a result of the
producer’s receiving a paynent or credit under
(e)(3)(A) of this section

Page 25, lines 7 — 11: delete all material and reorder

CHAIR WAGONER explained that M. WIlson had questions in
previ ous neetings about the taxes in this bill and M. Bal ash
had been working with the adm nistration on the di sagreenents.

JOE BALASH, staff to the Legislative Budget and Audit Commttee,
said that tax counsel, M. Kirchner of Geenberg & Traurig LLC
had recommendations for Section 26 that dealt with a nunber of
tax base adjustnents, determinations of value, credits and
paynents. The departnent now has a better understanding of what
he was attenpting to acconplish in crafting the |anguage and was
able to resolve a nunber of the issues that would allow the
legislation to flow nore efficiently. He said a nunber of
references were mxed up in the drafting process and those were
easy to correct. The departnment helped craft a provision on
managenment fees, asset churning and renoval of assets from the
state. It also agreed to include the acquisition of a business
entity in the list of (d)(2) itenms, which do not count as direct
costs. He said the departnent would have drafted this anendnent,
but Robert Mntz, Assistant Attorney Ceneral, needed to focus
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his attention on the additional provisions. The technical pieces
of the amendnent work and a note from M. Mntz indicates his
agreement .

CHAIR WAGONER asked him to distribute that note to the
comm ttee.

MR. BALASH noted that one itemwas l|left unresolved in subsection
(), on page 23, line 29, through page 24, line 13. The
departnment was not certain it needed the additional audit powers
granted by this subsection. It seened to be a substantive issue
that was beyond its charge to resol ve.

4:31:12 PM

SENATOR STEDMAN asked him to explain the second paragraph on the
first page of Admnistrative Amendnent 1 that began wth “Is
consi dered a producer”.

MR. BALASH expl ai ned that was requested by the departnent.

CHAl R WAGONER announced an at ease from 4:32:03 PM to 4:32:04
PMto get further help fromthe Attorney General’s office.

ROBERT M NTZ, Assistant Attorney Ceneral, explained that severa

of the amendnents were intended to deal wth a timng msmatch

One of the provisions in the bill said the main tax credits
could be used by conpanies that are doing exploration even if
they don’t have any production and, therefore, wouldn’t have a
production tax to deduct them agai nst. He expl ai ned:

One of the things you can get a credit for is |ease
expenditures should be actual net |ease expenditures.
Subsection (e) of new section 160 of the production
tax statute provides that when a producer gets certain
types  of rei nbursenents for assets that wer e
previously acquired, those reinbursenents have to be
netted against the expenditures so that you only get
to deduct net expenditures.

He said the problem was that deductible expenditures m ght have
been nmade in one period that didn't also have production and
those mght not be able to be recaptured in a later period.
These several provisions say even if you don’'t have any oil or
gas production in this period, if you get one of these
rei nbursenents or simlar paynents during that period, that
rei nbursenent or paynent has to be treated as a negative |ease
expenditure, which leads to a positive production tax. So, they
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came up with |anguage stating, “For purposes of this kind of
recapture provision, the explorer will be considered a producer
and he will be subject to production tax.”

4:36: 07 PM

SENATOR BEN STEVENS said he was lost at the end of M. Mntz's
explanation. He asked if an explorer has no production tax
l[tability, what’'s the purpose of creating that entity as a
production taxpayer.

MR. M NTZ went through the foll ow ng exanpl e:

If an explorer in 2007 spends $1 mllion on
exploration and he is allowed to treat that as |ease
expenditures. Since there is no oil and gas production
to generate positive value, he basically gets a |oss
of $1 million. He could convert that into a credit at
25 percent under the CS and sell it for $250,000. If
during that year the explorer had sold the asset that
he acquired for $1 mllion, for $500,000, he could
only take a credit for the net outlay of $500,000. But
suppose the sale doesn’t take place until 2008. It’'s
no longer a $1 mllion expense to net the half
mllion-dollar revenue against. So, basically, the
explorer would have received the benefit of the full
$1 mllion expense w thout having to net that revenue
against it. This says in that second year, 2008,
you're going to have to treat the half-mllion dollar
revenue as a negative |ease expenditure, which would
create a tax liability. And that's why this
provision...the explorer could be treated as a
producer subject to the net production tax. Oherw se
we wouldn’t be able to follow through with the basic
principal that only net expenses would be deductible
and eligible for credit.

SENATOR BEN STEVENS t hanked himfor the explanation.

4:39: 01 PM

SENATOR STEDMAN asked himto explain the first paragraph on page
2 that read:

Page 19, line 29: replace (A “outlays for capital assets”
Wi t h:

(A) an expenditure, when incurred, to acquire an
item if the acquisition cost is otherwise a
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direct cost, notwi thstanding that the expenditure
may be required to be capitalized rather than
treated as an expense for financial accounting or
federal inconme tax purposes;

He wanted to make sure the credits applied to what the
| egi sl ature intended themto.

MR. M NTZ answered that the reason the original the bill had the
term “outlays for <capital assets” was to make clear that
expenditures for capital assets were being treated differently
under the new production tax. GCenerally, there is a the
distinction between operating expenses, which are fully
deductible during the time period that they are incurred, and
capital expenditures on the other hand, which because they |ast
a long tinme, generally have to depreciated over tinme. This
| anguage says they are not followng the general rule in the
bill, but instead the full amount of noney that is spent on a
capital expenditure is deductible in the tinme period it was
made.

He said that tax consultants for the commttee raised concerns
that the term “capital assets” could be interpreted to include
the purchase of a company or stock. The proposed |anguage nore
directly acconplishes what they are trying to do which is to

say, if you spend nobney to acquire sonething, it should be
treated as a direct cost - even if the normal capitalization
rules under IRS or financial accounting rules would require that
to be spread over time. In this case you can deduct the

expenditure when it's incurred so the interpretation of “capital
assets” isn't an issue.

4:42: 25 PM

SENATOR SEEKI NS asked if that sanme expenditure was treated as an
expense in financial accounting or as a deductible for IRS tax
pur poses, would that item be deductible on state incone tax.

MR MNTZ replied that the intent was to not affect how itens
are handl ed for federal inconme tax purposes.

SENATOR SEEKINS said it wasn't the legislature’s intent to
create doubl e-deductibles and he was wondering if this provision
m ght do that.

MR MNTZ responded that it was his wunderstanding that an

expenditure that would be treated as a capital expenditure for
income tax purposes would continue to be treated that way. Al
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this is saying is that for production tax purposes, it would be
deducted in the sane way as an operati ng expense.

MR. DICKINSON agreed with M. Mntz and added that they were
building on existing rules that apply to incone tax so the
departnment has less work to do and gets fewer arguments from
t axpayers.

4. 44: 42 PM

SENATOR STEDVAN asked when a producer purchases an office
building in Anchorage, could it get a credit to take against the
PPT.

MR. DICKINSON replied generally no. He envisioned a set of
direct costs that would be the kinds of things that partners
agree to pay for when they have joint operating agreenents -
like in Prudhoe Bay where there are many owners. Typically an
office building in Fairbanks would not qualify. But, you m ght
see an overhead rate built in, which recognizes the fact that
when you have enpl oyees working on the North Slope, you have to
house them soneplace rather than fly them back and forth to
wor k.

4:46: 10 PM

SENATOR STEDVMAN asked if a bunkhouse were built in Prudhoe Bay
versus a bunkhouse in Fairbanks, would either one of them be
avai l able for the PPT credit.

MR. DICKINSON replied if a producer were to build a bunkhouse
and people who were working on that field rotated in and out,
that could qualify as a direct cost.

4:47:17 PM
SENATOR STEDVAN asked if that could be interpreted to nean a
bunkhouse in Dall as.

MR. DI CKI NSON replied no.

4. 48: 29 PM

SENATOR BEN STEVENS went to page 23, lines 29 — 31, of Version Y
and asked which item was being deleted. He was confused about
whet her it was substantive or adm nistrative.

MR. BALASH replied by reading the text: “for the purposes of
making a determnation of direct cost” referenced direct costs
listed [on page 21, line 8 of Version Y] in “(d)(2)(N) in a
transaction that is not at armis length transaction,”.
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He explained that “amounts incurred” would be inserted before
“to the extent those anobunts exceed fair market value;” [on page
21, lines 9 — 10 of Version Y]. Those are not direct costs. He
said that the reference to (d)(2)(M was del eted on page 23.

BEN STEVENS asked why it was del et ed.
MR. BALASH replied that it was a drafting error.

4:56: 53 PM
MR. M NTZ added that all the references nake sense, but they are
confusing. Sonetinmes they are redundant.

4:58: 07 PM
SENATOR DYSON arrived a few m nutes earlier.

4:58: 59 PM
SENATOR BEN STEVENS asked the purpose of the repetition.

MR. BALASH explained that (L) sets out how the departnent
est abli shes whether or not the transaction occurred at arms
length; (N) establishes what sorts of occurrences they |ook for
to determine (e)(3)(A), which is an adjustnment to direct costs
as | ease expenditures.

SENATOR SEEKINS remarked that it appears to not be a circular
non sequitur.

5:00: 57 PM
SENATOR STEDMAN asked for an explanation of page 4 of
Adm ni strative Amendnent 1 that referenced page 24, lines 12 -

13, of Version Y that inserted a 20-percent penalty for
under paynent of a tax.

MR. BALASH replied that the 20-percent penalty for underpaynent
was determned by the departnment in its audit process. The 20
percent cane from 26 USC 6662(e), that portion of tax code that
sets out penalties that are a result of Section 482 audits. He
noted that 6662 states that an egregi ous underpaynent is subject
to a 40-percent penalty.

5:03: 31 PM

SENATOR SEEKINS asked if this penalty applied if the departnent
requested docunentation that didn't exist at the tinme the entity
t ook the deducti on.
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ROBYNN WLSON, Director, Tax Division, Departnent of Revenue
(DOR), replied yes.

SENATOR SEEKINS remarked, “So, it’s alnost tantanmount to a
penalty for commtting fraud — or just not producing.”

M5. WLSON responded that she didn't have an opinion on his
conparison to fraud. It hones in on the fact that the production
taxpayer needs to have contenporaneous docunentation for
transfer pricing issues. This would address the situation where
either affiliated conpanies or non-affiliated conpanies make an
arrangenment to sell sonething for a non narket price. She
hesitated to use the word fraud, but it’s not typically the
result of a m stake.

5:05:48 PM

SENATOR BEN STEVENS asked what current nethodologies are in
place to audit these transactions and what is the existing
recourse for violations of them

M5. WLSON replied that generally, the state doesn’'t get into
transfer pricing issues, particularly wth oil and gas
conpanies. The IRS may have a transfer issue between a donestic
conpany and a foreign affiliate, but the state doesn’'t have
t hose i ssues.

MR. DI CKINSON said the departnment now has a standard of actua
costs, which is sufficient to look to for transfer pricing
transactions. A 5-percent <civil penalty already exists for
negligent or intentional disregard of the |aw

SENATOR BEN STEVENS asked if that applied to transfer pricing.

MR. DI CKINSON replied that the existing civil penalties apply to
any statement on the tax return.

SENATOR BEN STEVENS asked if the statenent could be about
i ncome, property or a production severance tax filing.

MR DICKINSON replied that the 5-percent penalty applies to
anyt hing the departnment adm nisters.

SENATOR BEN STEVENS questioned the fact that the departnent has
existing civil penalties for any filer on any sort of
transaction and asked why it would all of a sudden treat one as
5 percent and another as 20 percent.
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MR. DI CKI NSON responded that fraud has a 50-percent penalty, but
it has a nuch higher standard than negligence or intentional
di sregard.

5:09: 56 PM
SENATOR SEEKI NS asked why the anendnent del etes the section that
allows soneone to prepare evidence of an arms length

transaction after the fact.

MR. DI CKINSON replied that he should direct that question to the
maker of the anmendnment, because the department had no problem
with it and was just trying to nake it fit. It nornmally | ooked
at costs between the point of production and the point of sale,
but now it would |ook at upstream costs and there may be new
issues there. Legislative consultants thought the additional
powers woul d be appropriate; but the adm nistration did not seek
t hem

5:11:37 PM

SENATOR BEN STEVENS asked if the reason he was |ooking at the
upstream costs was because the profit sharing tax goes towards
the entire corporate incone versus the cost of producing one
barrel of oil.

MR. DI CKINSON replied yes.

SENATOR BEN STEVENS asked if the state is now |looking at the
corporate profit of an entity that operates in the petroleum
business the same way it l|ooks at the corporate profit of an
entity that operates in the fish business or any other business
and the 5 percent penalty for intentional msfiling and the 50
percent penalty for fraud are already on the books.

MR. DICKINSON replied this is not an incone tax and other
i ndustries would typically be paying an inconme tax. A production
tax is different than incone tax, but sonme incone tax
applications can be appropriately applied to transfer costs. He
said the departnent’s audits are brutal and one issue that arose
was if docunentation was contenporaneous or created after the
fact. And this is what they determ ned.

SENATOR SEEKINS remarked that this is a new area of taxing power
for t he depart ment and t he penal ty for not havi ng
cont enpor aneous evidence was elimnated in the anendnent. It
just says to produce it; it doesn’'t have to be in existence at
the tinme of the deduction.
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5:15:22 PM

SENATOR BEN STEVENS recapped that the current system audits
transactions that occur on the downstream side and asked if they
woul d now be |ooking at transfers of cost anong affiliates on
the upstream side. He asked if that neant that the downstream
portions would also see a 20-percent penalty rather than 5
per cent .

MR, DICKINSON replied this penalty was very specific and
addressed not providing information for a 482 audit that would
only apply to the upstream portions. The 20-percent penalty was
not replacing any other penalty or taking the standards that
apply to 5 percent and applying them on a 20 percent scale.
“I't’s sinply this one pinpointed item”

5:16: 55 PM
SENATOR BEN STEVENS asked if there would still be a 5-percent
penalty for using fraudulent information in corporate statute.

MR. DI CKI NSON r esponded:

| believe that if the penalties that are being sought
in this amendnment were applied, we would probably
argue that there was also intentional disregard and
ask for the 5 percent penalty on top of that.

5:18:10 PM

SENATOR BEN STEVENS remarked that it seened to himthat it was
now double jeopardy and he wondered what the justification was
for this section.

5:19: 24 PM

SENATOR ELTON said this |anguage was saying the departnent wll
make a determ nation and can ask for additional information. If
the entity refused to provide any information, an additional
penalty could be levied. It didn't seem unusual to him

V. WLSON added that she thought t hat was a fair
representation.

SENATOR SEEKINS agreed with Senator Elton that it applied to the
guy who refuses to substantiate their arms length transaction
wi t h cont enpor aneous dat a.

SENATOR STEDMAN said he thought these were substantive changes
rat her than adm nistrative.
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5:21:50 PM
SENATOR STEDMAN asked why | anguage on lines 7 — 11 on page 25 of
Version Y was bei ng del et ed.

M5. WLSON replied that the issue was the fact that the |anguage
in those lines does not have a tinme limt. So, an asset could be
80 years old, it could be taken out of the state and all of a
sudden it would require recapture of any benefit a conpany
received fromit — even though it was well past its useful life.
The question was cured through page 3 of Admnistrative
Amendnent 1 regarding page 22, line 1 of Version Y that limts
the recapture to the value that was received. |If sonething is 80
years old and the salvage value is all that was received, that’s
all that is applicable.

5:23: 44 PM
MR. DI CKINSON added that nothing is received if an asset is
taken out of the state. He expl ai ned:

Qur objection was to using cost, because if you used
it here for 10 years, probably costs isn't
appropriate. So, what we're saying is that you | ook at
the value of it when you renove it fromthe state and
treat that as though for transaction purposes of an
Al aska producti on.

5:24:23 PM

M5. WLSON added that the last line of that anmendnent says the
value of the asset at the tine it is renpved is considered a
paynment received.

5:25:17 PM
SENATOR STEDVAN asked why book val ue woul dn’t be used.

MR. DI CKINSON answered that would be another way of [|ooking at
it, but this language net the admnistrations objection. He
suggest ed aski ng that question of the naker of the anendnent.

SENATOR SEEKI NS asked what he neant by book val ue.
MR. DI CKINSON added that there were a lot of values to choose
from Using book value would require financial accounting and
all that entails.

What satisfied us is the value here recognized the

fact that if such a thing occurs, the departnent and
the taxpayer may disagree, but at least you're all
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trying to get to the sane thing — the value of the
asset.

5:26:21 PM
SENATOR SEEKI NS asked who assigned a value when an asset was
renmoved

MR. DICKINSON replied if it were sold, it would show up through
accounting. This applies when an asset isn't sold.

SENATOR SEEKINS asked if the state would recapture the value
under both the PPT and i ncone tax when it was resol d.

MR. DI CKINSON replied that was correct. “Both transactions would
show up, but renpoval from the state would not trigger an incone
tax obligation, but it would trigger a PPT obligation.”

5:28:45 PM
SENATOR BEN STEVENS said he wanted Legislative Legal to explain
why an extra layer of penalty was needed in civil, as well as

crimnal, statutes that have to do with transfer costs, fraud,
and wi thhol ding of docunents. He wasn't convinced this provision
was needed.

5:30: 05 PM
SENATOR STEDVMAN said he didn't think getting the answer to that
guestion would slow the commttee’ s deliberations on this issue.

5:30: 36 PM

SENATOR ELTON nmade a friendly suggestion to have the
admnistration explain the provisions it wanted and to have
Legi slative Legal |ook at the penalty conponent.

5:32: 03 PM
SENATOR SEEKINS stated that he wanted to see a percentage nunber
as a penalty.

5:32: 31 PM

MARY JACKSON said that Legislative Legal’s involvenent has been
mnimal and she would get a better explanation from the
adm nistration on its insertions. She added that she called the
amendnent adm ni strative not because it wasn't substantive, but
because these issues were raised predomnantly by the
adm ni strati on.

CHAI R WAGONER recessed the Senate Resources Conmmittee neeting
until 10:00 a.m tonorrow, March 23.
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