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HOUSE BI LL NO. 2001

"An Act relating to the production tax on oil and gas and to
conservation surcharges on oil; relating to the issuance of
advisory bulletins and the disclosure of certain information
relating to the production tax and the sharing between agencies
of certain information relating to the production tax and to oil
and gas or gas only |eases; anmending the State Personnel Act to
place in the exenpt service certain state oil and gas auditors
and their imedi ate supervisors; establishing an oil and gas tax
credit fund and authorizing paynent from that fund; providing
for retroactive application of certain statutory and regul atory
provisions relating to the production tax on oil and gas and
conservation surcharges on oil; making conform ng anendnents;
and providing for an effective date.”
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PCSI TI ON  STATEMENT: During hearings on HB 2001 presented a
topical analysis of the Alaska's Clear and Equitable Share
(ACES) bill.

JERRY BURNETT, Director

Adm ni strative Services Division

Depart ment of Revenue (DOR)

Juneau, Al aska

PCSI TI ON  STATEMENT: During the DOR presentation of Alaska's
Cl ear and Equitabl e Share (ACES), responded to questions.

ACTI ON NARRATI VE

CHAIR KURT OLSON called the House Special Conmmttee on G| and
Gas neeting to order at 10:11:16 AM Representatives 0 son,
Neuman, Sanuels, Ranras, Doogan, Kawasaki, and Dahlstrom were
present at the call to order. Representatives Doll, Edgnon,
Fai rcl ough, Gara, Cuttenberg, Holnes, Kelly, Roses, and WI son
were al so present.

HB2001- O L & GAS TAX AVENDMENTS

10:12:15 AM

CHAI R OLSON announced that the only order of business would be
HOUSE BILL NO 2001, "An Act relating to the production tax on
oil and gas and to conservation surcharges on oil; relating to
the issuance of advisory bulletins and the disclosure of certain
information relating to the production tax and the sharing
between agencies of certain information relating to the
production tax and to oil and gas or gas only |eases; anending
the State Personnel Act to place in the exenpt service certain
state oil and gas auditors and their immed ate supervisors;
establishing an oil and gas tax credit fund and authorizing
payment from that fund; providing for retroactive application of
certain statutory and regulatory provisions relating to the
production tax on oil and gas and conservation surcharges on
oi l; making conform ng anendnents; and providing for an
effective date.”

10:12: 17 AM

MARCI A DAVI S, Deputy Conm ssioner, Departnent of Revenue (DOR),
introduced M. Robert Mntz, who wiill present a topical analysis
of the Alaska's Clear and Equitable Share (ACES) bill.
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10: 12: 56 AM

ROBERT E. M NTZ, Attorney at Law, Kirkpatrick & Lockhart Preston
Gates Ellis LLP (K & L Gates), began with slide 2 "A Few
Background Basics," to ascertain that “we’'re all on the sane
page.” The slide bullets that Alaska's oil and gas production
tax (PPT) resides in AS 43.55; is in addition to other taxes
i nposed, which include royalty, property, and inconme taxes; this

tax has existed since statehood; in general it applies a
percentage tax rate to the value of oil and gas produced; and
unlike royalties, it applies to production from private and

onshore federal |eases as well as state |leases. On slide 3, he
presented that the PPT legislation, HB 3001 enacted in 2006,
allowed for certain core elenents: AS 43.55.011(e)-(i) requires
a tax to be levied on the value of oil and gas produced in the
state; AS 43.55.160 describes the calculation of the taxable
value of oil and gas — also referred to as the net value, which
is the base to which the tax rate applies; AS 43.55.165 & .170
addresses the topic of deductible upstream costs to be
considered in calculating the taxable value of oil and gas -
expl oration, developnment and additional |ease expenditures are
i ncl uded. Continuing on slide 4, AS 43.55.023 & .024 nane the
2006, newy enacted tax credits; AS 43.55.020(a) addresses the
tax paynment provisions for nonthly estimated tax paynents and
final paynent on March 31 of the year follow ng production -
enacted because it becanme an annual vs. nonthly tax; and AS
43.55.030(a) requires the one annual return, again because it
becane an annual tax. He opined that slide 5, bullets the nost
fundanmental part of the PPT law with AS 43.55.011(e) stipulating
the levy on the producer of 22.5 percent of the production tax

value of the taxable oil and gas as <calculated under AS
43.55.160, and note, he said, that the production tax value is a
net val ue. There are exceptions to the general principle of
22.5 percent of the net value. Listed on slide 6, the

exceptions are the state or federal share of production;
| andowner’s royalty share — which is subject to a different tax
provi sion; Cook Inlet production subject to ceilings based on
the pre-existing Economc Limt Factor (ELF) base taxes.
Responding to a question fromthe conmttee chair, he enphasized
that Cook Inlet, other than a conform ng change, was “basically

left alone.” The final exception, he continued, is the
North Slope production subject to a mninmum tax depending on
price of Alaska North Sl ope (ANS) [products].

10: 21: 11 AM
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REPRESENTATI VE DOOGAN asked if this means all North Slope
producti on.

MR. M NTZ responded, “Yes,” under current |aw.

10: 21: 25 AM

MR MNTZ directed attention to slide 7 and explained the
progressivity conponent. In addition to the 22.5 percent base
rate, for each nonth when the net value of a producer’s oil and
gas exceeds $40 per barrel, the tax rate is increased by one-
gquarter of a percentage point for each dollar per barrel over
t he $40. Gas and oil is added together, in this equation, by
treating 6 mllion Btu (British thermal wunit) of gas as
equi valent to one barrel of oil.

10: 22: 12 AM

M5. DAVIS enphasized that under both current |law and ACES, the
net value of $40 a barrel represents the value at the point of
production, after netting the operating and capital expenses,
but before consideration of capital credits. This provides the
poi nt of conparison nunber to ascertain if there are any dollars
that fall above $40, or, in the ACES nodel, above $30.

10: 22: 58 AM

MR MNTZ directed attention to slide 8, to indicate how [HB
2001] would change the current |aw New sub sections (g) and
(h) are added to AS 43.55.011, to determne the tax rate. Bi |
sections 17 and 18 raise the tax rate to 25 percent plus the
progressivity tax. The progressivity tax rate becones one-fifth
of a percentage point for each dollar per barrel over $30 net
value and it is calculated on an annual, not nonthly, basis.
Because the tax is calculated annually, rather than nonthly,
it's easier to calculate, and perforns differently due to the
trigger point being lowered to $30 a barrel as well as the
change to one-fifth of a percentage point.

10: 24: 36 AM

REPRESENTATI VE SAMUELS asked, regarding the progressivity tax,
“you’re averaging the nonth, you re not just going to collect at
the end of the year every individual nmonth.”

M5. DAVI S responded that the average is averaged over the year,
not by individual nonths.
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REPRESENTATI VE SAMJELS stated his disagreenent with this
approach, and asked if it would be helpful to mnimze the
accounting burden on the admnistration by establishing an
annual cal cul ati on/ paynment system He stressed the inportance
of calculating the nonths individually vs. the yearly average
This captures nonthly spikes in price fluctuations, which he
opi ned was the point of establishing the progressivity section.

M5. DAVIS cited ease of administration in performng a one tine
calculation vs. a per nonth average throughout the year. Thi s
keeps the adm nistrative burden down. The econonmic effects are
different than what is proposed.

REPRESENTATI VE SAMJELS asked the deputy conm ssioner to provide
the commttee with a conparison figure of the tw different
met hods of cal cul ation. Specifically what wll be lost in
adm ni strative costs; and what is given up in the tinme-value of
noney.

10: 27: 04 AM

REPRESENTATI VE HOLMES asked what was the admnistration's
rationale for an annual, rather than a nonthly, calcul ation.

M5. DAVIS responded that it was an effort to strike a bal ance
point with the producers, as well as easing the adm nistrative
bur den.

10: 27: 56 AM

REPRESENTATI VE DOOGAN requested a sinplistic checklist of the
t akeaways and gi vebacks represented in the bill.

M5. DAVIS said that could be acconplished, wutilizing certain
assunpti ons.

10: 28: 59 AM

REPRESENTATI VE NEUMAN inquired what was analyzed to start
progressivity at $30, what were the considerations, and what
deductions were scrutinized, to arrive at this figure.

M5. DAVIS reviewed the process and calculations considered in
changing the existing system The involved exercise included:
testing calculations based off of a nunber at wellhead val ue
val ues without inpact on the fields were tested through a range
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of trigger prices; curves were calibrated utilizing net present
val ue structure; calibrations were run on new devel opnent; and
review of existing North Slope investnent structures were
conpared to standings in the global environnent.

REPRESENTATI VE NEUMAN i nquired about the percentages that were
used, and was 25 percent the primry nunber.

M5. DAVIS answered that a range of calculations were used
ranging from the 22.5 percent to 30 percent. “We tried to hit
the wall, in a lot of different areas,” she said, “And then once
we figured out where the nunbers hit walls, we then had to step
back and ask ourselves the political salability.” The goal was
to test the existing elenments of the PPT, pushing them out step
wi se, and thus avoid shocking the systemwith an extreme nove in
one direction, and fine tuning in others.

REPRESENTATI VE NEUMAN surm sed that the wall was reached at 25
percent .

M5. DAVIS clarified that it fell solidly in the mddle of a safe
zone. To the conmttee nmenber’s further query, she said it is
not a percentage, but established from a nunber that hit the
wal | and then “com ng back hal f-way.”

10: 33: 58 AM

REPRESENTATI VE  DOOGAN asked, “1f there was a politica
calculation involved in this did you nodel it?”

MS. DAVI S said that has not cone up

10: 34: 24 AM

MR. M NTZ continued with slide 10 to provide section 16. The
new AS 43.55.011(f) applies a tax floor to l|legacy fields. The
mnimm tax is 10 percent of gross value at the point of
production of oil and gas froma unit or non unitized reservoir
that (1) has produced a cunulative total of 1 billion barrels;
and (2) is producing over 100,000 barrels a day based on an
average during the nost recent cal endar year.

10: 35: 33 AM

REPRESENTATI VE SAMUELS observed that this would only apply to
Prudhoe Bay and Kupar uk.
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M5. DAVIS replied, “Yes.” To a followup question she said
Al pine falls well short of this production.

10: 36: 02 AM

MR. MNTZ restated that the mninum tax is 10 percent of the
gross value at the point of production, to stress that this
concept has long been in the PPT and remains unchanged. Slide
11, he said, focuses on Cook Inlet. The tax ceilings have not
changed but conform ng anendnents include |anguage relating to
how | ease expendi tures are addressed.

10: 37: 29 AM

REPRESENTATI VE SAMJELS recalled that during |last year’s hearings
a ceiling of 50 percent for progressivity was discussed and he
asked if that ceiling has made the final version of the bill.

MR. MNTZ replied, “Yes.” It is the ceiling on the total tax
rate; 50 percent. It is the sane as under current |aw, Section
17(9).

REPRESENTATI VE SAMJELS clarified that there is not a change
pending in the current bill.

MR. M NTZ answered, “No.”

REPRESENTATI VE SAMUELS pointed out that in current |law the tax
cap is at 50 percent.

M5. DAVIS interjected that in the existing PPT it is worded as a
25 percent tax cap, but the cal culations equivocate it to the 50
percent all owed.

MR MNTZ called attention to current law .011(g), and said it
provides a cap on the progressivity conponent of 25 percent.
Add that to the base rate of 22.5 and the sum totals 47.5
per cent .

10: 39: 38 AM

MR MNTZ continued with slide 12, stating that 43.55.160
(sections 52-55) have retained the basic principles: t axabl e
val ue equals gross value at the point of production mnus |ease
expendi t ur es. The wording has been changed for clarity and
conform ng purposes to (1) nonthly values are no |onger needed
as progressivity is now cal cul ated annually.
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10: 40: 52 AM

REPRESENTATI VE SAMJELS referred to the tax cap, and asked, “Wat
will be the current price of oil when we hit that cap ... the 50
percent ?”

M5. DAVIS offered to provide that information to the comm ttee.

10:41:51 AM

REPRESENTATI VE DOOGAN referred to the wording change that states
nmonthly values are no |onger needed, and asked, “Do we have any
i dea what the value of that giveback is?”

VB. DAVIS answered that the calculation for 2009 was $25
mllion.

10: 42: 18 AM

MR MNTZ continued with slide 13, and said that the | anguage
changes in section .160 are to make the law clearer and nore
specific on when a producer may or nay not use |ease
expenditures incurred in one |ocation as deductions for oil and
gas produced at another |ocation. The original PPT concept
allowed a producer to tally their statewide gross value of
producti on, subtract the tally of their statewide |ease
expenditures, and sinply subtract one from the other to arrive
at the single taxable val ue. Eventual |y distinctions were nade
by the legislature, which gave rise to the Cook Inlet tax
ceilings, the North Slope tax floor, and special credits for
smal | producers outside of Cook Inlet and the North Sl ope.

10: 43: 43 AM

REPRESENTATI VE NEUMAN observed that the bill sections are being
taken in groups and not necessarily in order.

MS. DAVI S explained that the sections are being presented based
on the topic as opposed to noving directly through the bill
sections.

10: 45: 37 AM

MR. MNTZ continued to describe how the segregation of tax
treatnents, and values, evolved for the different areas of the
st ate. Over tine, sonme of the values have been addressed via
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departmental regulation, but it is reconmended that the basic

tax structure be addressed in statute. Therefore it is
necessary to enbed the various aspects into the different
sections of the bill. The exanples on slide 14 give “for

i nstance” possibilities of how the tax floor deductions and the
tax ceiling deductions, of sections 54 and 55, could be
mani pul ated and cause “doubl e-di pping. The rules set out in the
bill help to prevent these scenari os. Further, the new text in
. 160, which addresses Cook Inlet as previously nentioned on
slide 11, ensures consistent operation and prevents doubl e-

di ppi ng.

M5. DAVIS relayed that this |anguage has been introduced to
provide clarity and uphold the original intent of the |aw She
enphasi zed that the law is not being changed, the ELF ceiling
continues to be the ceiling.

10: 50: 51 AM

REPRESENTATI VE HOLMES translated that this neans other fields
can interchange credits back and forth from one field to
anot her, Prudhoe and Kuparuk have a ring around them and Cook
Inlet is nmostly excluded..

MS. DAVIS said, “Correct.”

10: 51: 33 AM

REPRESENTATI VE SAMJELS inquired about the possible double-
dipping in Cook Inlet, and whether regulatory policies have
prevented this.

M5. DAVIS assured that it is not occurring.

10:52:12 AM

MR. MNTZ recapped what has been reviewed: t he percentage
changes in the basic tax levy; and the mnor changes in the tax
base and how to arrive at the taxable value of oil and gas. The
next area for review, he said, is the |ease expenditures; the
types of costs that a producer is allowed to deduct to arrive at
t he taxabl e val ue. He directed attention to slide 15, and said

t hese expenditures are contained in AS 43.55.165, bill sections
56-59, and 64. New text was witten, (a) and (b), to add
clarity and to Ilimt |ease expenditures to only what the

Department of Revenue (DOR) allows by regulation. Currently the
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department nmay, but is not required to, interpret and define
deducti bl e | ease expendi tures by regul ation.

[Chair O son turned the gavel over to Representative Sanuels.]

10: 54: 26 AM

REPRESENTATI VE NEUVAN referred to sections 56 and 57 and read
the | anguage dealing with deductions. He stated his interest in
having a discussion on what constitutes “reasonable” overhead
expenses; “what’s there now, and what’s going to be, with ACES.”

M5. DAVIS said that the Ilanguage relating to overhead now
appears on page 41, section 56, subsection (a)(2).

10: 55: 49 AM

MR MNTZ turned to slide 16 to explain the next change in the
treatment of |ease expenditures; subsections (c) and (d), of AS
43.55. 165 are repeal ed. Under current |aw these sections allow
a “separate alternative” track for determ ning what constitutes

an allowable |ease expenditures. The departnent proposes the
repeal of this |anguage because the utilization of a “single”
track for these determnations, is nore feasible for the

adm ni stration to manage.

10: 58: 03 AM

REPRESENTATI VE SAMJELS provided a private business scenario for
conplying with changing regulations based on regulatory regine
changes. He asked the deputy conm ssioner to comment on the
concepts of statute vs. regulation.

M5. DAVI S sai d:

The idea of putting enough detail into a statute
that’s fixed for a very, very long, and fairly
inflexible period of time is wunusual, because it
really isn"t as workable long term as far as industry
[is concerned]. ... Unless it’s sonething that is

[a] high, intense public concern, and scrutiny needs
to be at that level, that the legislators can't
delegate it out; you need to keep that type of
control . Under ACES what we're proposing, is it has
to be spelled out now. Instead of PPT which said,
‘it’s got to be direct, it's got to be reasonably
related, and here’'s sone general rules, ... go forth
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and deduct.’” And then it was up to the departnment to
figure out ... does this deduction fit that generic
rule. ... The judgnent call to put the detail in the
regulation, we think is a sound one, and a good one

Qur goal is, as we inplenent these regulations,
it’s going to be bringing industry in, it’s going to
be trying to nmake sure our [regulations] fit their
realities.

11: 05: 31 AM

REPRESENTATI VE SAMJELS agreed with the DOR proposals for |eaving
t hese provisions under regulatory authority. However, he opined
further on the effects of fluctuating regulatory changes that
create difficulty in an industry.

11: 06: 53 AM

REPRESENTATI VE NEUMAN stated, “Regulations ... allows ... for
nore adaptation as industry changes; statutes you re |locked in.”

M5. DAVI S agreed.

11: 07: 57 AM

MR MNTZ related his observation that there has been progress
in production tax regulations by the incorporation of many
resolutions that will mnimze future disputes. He stated that
slide 17 continues the |ease expenditure provision changes. AS
43.55.165(e) is a list of excluded costs that will never qualify
as a deduction. Section 58 of the bill expands this existing
list. Paragraph (6) is nodified to include costs arising from
violation of law or nonconpliance wth Ilease or permt
obl i gati ons. Paragraph (15) now includes all disnmantlenent,
removal, and restoration (DR&R) costs. Continuing with the
exclusions on page 18, paragraph (19) includes repair or
replacenent of facilities or equiprment associated wth an

unschedul ed drop in production or an oil spill or release. | f
there is a problem with the pipeline or other facility, the
state will not share in the repair costs.

11:12: 02 AM

REPRESENTATI VE SAMUELS inquired how soon after the effective
date of the legislation would the | anguage on this regul ation be
avai |l abl e.
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M5. DAVIS responded that the drafts are still being worked on
and industry will be consulted as the |anguage is established
The range and magnitude of disruptions in production wll be a
maj or consideration. Once passed, she anticipates regulation to
be enacted “as soon as possible.”

REPRESENTATI VE SAMJELS asked if regulation could be enacted with
the effective date of the bill.

M5. DAVIS offered that energency regulations can be issued to
provi de guidance in the near term if necessary.

11:15: 07 AM

REPRESENTATI VE DOOGAN asked how paragraph (19) addresses the
i ssue of the pipeline suffering a shooting incident.

M5. DAVIS responded that the provisionary |anguage was inported
to address acts of God and third party acts, as exclusions;
unl ess reasonable neasures were not taken to avoid such
i nci dents.

11:16: 27 AM

REPRESENTATI VE DAHLSTROM continued to discuss the liability
i ssues pursuant to providing security for the pipeline.

[ Representative Sanmuels returned the gavel to Chair d son]

M5. DAVIS suggested that perhaps a first time, unforeseen
i nci dent occurs, the conpany would not be penalized but put on
noti ce.

REPRESENTATI VE DAHLSTROM rem nded the committee that many first
time incidents would totally shut the pipeline down. She
recomrended scrutiny of the definition for this aspect of the
bill.

MS. DAVIS underscored that this |anguage is about the cost to
repair or replace, and does not address the econom c inpact of
production | oss.

11:19: 43 AM

REPRESENTATI VE NEUMAN presented the issue of being able to
establish whet her approved nmamintenance was scheduled or
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unschedul ed. He elaborated on how “things happen,” and the
reason may not be clear.

M5. DAVIS agreed that this is the mmjor point of concern for

adm ni strati on. She described the process and considerations
that the departnment undertook to address this topic. The
result/effect of the producer’s acts becane the bottom line for
the departnment to scrutinize. It is inmportant to note, she

said, that this provision does not replace or take away the
ot her exception that remains in the |law, which stipulates gross
negl i gence. “This,” she said, “is what | call ... a strict,
liability, event based exclusion.”

REPRESENTATI VE NEUVAN nmi ntai ned, “This is going to cone down to
a reqgulator, in an office sonewhere, who just nmakes his
deci sion.”

M5. DAVIS stated agreenent and stressed that the regulations
need to be “ground based, and the way operations actually happen
on the slope.”

11: 24: 46 AM

MR. M NTZ pointed out that the scenarios described would have to
do with activity downstream from the point of production, and
the language for this legislation only addresses upstream costs.
He returned to slide 18, paragraph (20) to explain the fina
change in cost exclusions, which pertain to crude oil topping
plants or refineries. One of the inputs to the production costs
is diesel fuel used in the oil and gas operations. Assuming it
is a direct cost of production, the cost of the diesel fuel
woul d be an allowed deduction. Paragraph (20) clarifies that,
al t hough the cost of fuel may be deducted, the deduction may not
be expanded to cover the cost of building, acquiring, or
operating a refinery or topping plant that generates the diese
product .

MR MNTZ recapped how the anpbunt of tax is levied on a
pr oducer : beginning with the gross value of the oil and gas,
subtract the |ease expenditures, and nultiply the renmainder by
the tax rate. However, he said, the final elenment in the
process is the application of tax credits. Slide 19 addresses
the application of these tax credits. The current |aw, enacted
under HB 3001, provides for several new tax credit provisions,

ai ned at public policy to create econom c
i ncentives/inprovenents benefiting both the producers and the
st at e. He described the anmendnents as i nprovenent s,
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clarifications, and conform ng changes. The first set of tax
credits appear in AS 43.55.023, and found in bill sections 26-31
and 65. Subsection (a) addresses qualified capital investnent
expenditure credits, which are capital investnents for oil and
gas exploration/devel opnment, which earn a 20 percent credit
agai nst the production tax. Several changes were made to this
subsection beginning with a provision that “requires spreading

out of the credit.” No nore than 50 percent of the credit may
be taken in the first year. The second sets of changes are
associated wth exploration expenditures that qualify for
capital credit. Long before the PPT bill was enacted, he

rem nded the conmttee, the |egislature enacted sone exploration
incentive credits; appearing in section 025 of the production
t ax statutes.

11: 29: 25 AM

REPRESENTATI VE NEUMAN pointed out that this “doesn’t affect the
big operators, but it affects the little guys who ... Alaska is
trying to attract.”

M5. DAVIS said that, fromthe state’'s perspective, this does not
represent a nonetary issue. The goal, she explained, was to
nodul ate inpacts to the state’s revenue and mnimze spikes
created by capital credits; “we danpen that effect and spread it
over two years.” By creating the way in which information is
reported to the state, future forecasts wll allow the
adm nistration to prepare this legislature for those “spikes.”

REPRESENTATI VE NEUMAN said that this does not represent a
significant revenue issue.

M5. DAVI S agreed.

11: 31: 56 AM

REPRESENTATI VE DOOGAN pursued further discussion on how this
credit would work, creating a liability displacenent to the
state, not elimnating it. He said that it seens “fool hardy ..
to be proposing a change of this nature without ... know ng what
the real world effects are going to be.”

M5. DAVIS suggested that this has been considered by the DOR
and offered how this has been | ooked at in creating this nodel.

11:35:57 AM
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REPRESENTATI VE SAMJELS asked how the diesel fuel credits are
considered by the auditors in the event that ConocoPhillips
Al aska, Inc., chooses to build the refinery on the North Sl ope.

M5. DAVI S expl ained how the fair market value of the product was

assessed for the nodel. Further, she clarified the 50 percent
credit approach, in response to a further question from the
conmittee.

The conmmttee took an at-ease from 11:37:52 AMto 12:02:47 PM

12: 03: 07 PM

VR. MNTZ finished explaining the second point of the
conformati on | anguage on slide 19. The final change made to the
capital credit position, slide 20, prevents undercutting the
purpose of the tax floor by disallowng capital credits from
being applied, or exported, outside of the legacy field from
which they were incurred. The | anguage reads: credits for
capital expenditures in a unit subject to the tax floor may be
applied only against tax on oil and gas production from that or
another unit subject to the tax floor. Beginning on slide 21, a
set of changes is addressed, which deals with the type of tax
credits associated with “loss carried-forward;” AS 43.55.023(b),
bill section 27. This section conforns the percentage all owed,
from 20 percent to the percentage tax rate of 25 percent. He
expl ained how a carried forward credit mght be incurred by an
expl oration conpany; however, there is no carry forward all owed
in a legacy field.

12: 07: 15 PM

M5. DAVIS pointed out that in nmaking this change from 20 to 25
percent, the new entrants and incunbent exploration conpanies
maintain a parity; without this, new entrants were placed at a
tax credit disadvantage. In response to a question from the
committee, she explained how this disparity could arise out of
the current structure, and how this change creates equality
bet ween the taxpayers.

12:10:19 PM

MR. M NTZ presented slide 22, AS 43.55.023(d), bill section 28,
which clarifies the use of transferable tax credit certificates.

The new | anguage specifies that two certificates wll be issued,
each for half of the credit; and one certificate cannot be used
until the followng year. Additionally, the [|anguage of
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subsection .023(1) namkes it clear that a tax-exenpt entity nmay
not obtain a transferable tax credit certificate.

12:13: 16 PM

REPRESENTATI VE DOOGAN clarified that the credits are being
provided for exploration purposes, and pointed out that
exploration may not |lead to production. He suggested that this
may cause a disparity if the tax credits are not offered to tax
exenpt entities, which may undertake exploration/production
activities.

M5. DAVIS answered that this is addressed in bill section 40,
slide 29, which also excludes the ability of a tax exenpt entity
to purchase a tax credit certificate under the exploration
incentive program The intent of this |anguage is to direct tax
credits to conpanies that would pay production tax. Using a
municipality and utility as an exanple, she pointed out that
t hese | and owners would not be eligible to pay a production tax,
shoul d oil be discovered on their |and.

REPRESENTATI VE DOOGAN stated his wunderstanding that this is
aimed at conpanies that are in the business of exploring and
produci ng oil.

M5. DAVIS said, "Correct."

12:15: 43 PM

MR MNTZ directed attention to slide 24, bill section 65, which
repeals AS 43.55.023(i); the transitional investnent expenditure
credits for investnents that were nmde during the five years
before April 1, 2006. The departnent believes this is no |onger
good public policy. The | anguage for this anmendnent is stil
being drafted to avoid unintentional effects that were
identified after subm ssion.

12:18: 02 PM

MR MNTZ introduced slide 25, dealing with the exploration
incentive credit provisions; AS 43.55.025, bill sections 36-44.

As previously nentioned, the exploration well <credit program
existed prior to enactnment of the PPT, and was rewitten to
conform to the PPT. In ACES, additional mnor adjustnents are
pr oposed. He explained the changes in each of the sections
beginning wth section 36. This section stipulates four

categories of exploration expenditures that qualify for credits.
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It is recomended that a wuniform sunset date, of 2016, be
applied to all four of these categories. As currently witten
this date applies only to wells drilled 25 mles from an
existing unit, or in Cook Inlet 10 mles away, not otherw se
nmeeting qualifications for the strict criteria for exploring a

previ ously untested prospect. In the bill, sections 37 and 43,
change |language to allow for delineation wells wthin two
drilling seasons. This is acconplished in the bill by

redefining the termpre-existing well.

12: 20: 56 PM

CHAIR OLSON inquired whether this wll have an inpact on
specific platformwells in Cook Inlet.

MR. M NTZ explained that it comes down to a question of geol ogy
and location; in Cook Inlet a presunptive three mle |imt has
been renoved.

12: 22: 11 PM

REPRESENTATI VE HOLMES asked if unintentional consequences have
been considered in proposing this action, and whether it is
expected to encourage devel opers.

MR. M NTZ responded by describing the categories of devel opnent
addressed in section 37. Concern arose for the overuse of the
suspensi on category, and DNR proposed this |anguage to m nim ze
that concern. To receive the credit the well rnust be conpleted
or abandoned, but a suspended well could still qualify for a
credit, under specified terns.

M5. DAVIS offered to have DNR generate a response to the
comm ttee.

12: 25: 05 PM

MR MNTZ continued with slide 26, addressing the proposal to
exclude costs arising from gross negligence or violation of
health, safety, or environnental statutes/regul ations. Secti on
38, considered by the departnent to be a core inprovenent,
requires a clear, geologically based definition, to indicate
that a new exploration target is being explored; the target nust
be pre-approved through the Departnent of Natural Resources
( DNR) .

12: 27: 28 PM
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REPRESENTATI VE RAMRAS pointed out that DNR is currently
understaffed, with 139 vacant positions, and asked if this m ght
create a “bureaucratic lag in the process.”

MR. M NTZ responded that a determ nation deadline of 60 days is
i ncluded in the | anguage.

M5. DAVIS clarified that section 38 (c) inbeds a 60 day
timeframe in which DNR nust respond.

MR MNTZ said that no automatic |egal consequence would be
i nposed, however, the departnments take these deadlines very
seriously. Nei t her, he said, should this <create an
adm ni strative burden to be carried out.

REPRESENTATI VE RAMRAS revi ewed counsel from Conmm ssioner lrwin's
statenent with regard to lack of staff; this is an endenc
problemw thin state departnents.

M5. DAVIS noted her agreenment that with the inposition of this
type of hurdle, a realistic stance nust be taken. She offered
to have DNR respond to the comrittee on how this directive wll
be acconplished within the departnent. To her know edge, this
function wll be perforned by the scientific geology group,
which is fully staffed.

12: 31: 46 PM

REPRESENTATI VE HOLMES referred to section 37 and asked if
addi tional adm nistrative concerns are being added by including
a gross negligence standard; does this invite argunents for
[itigation.

M5. DAVIS assured that this language is not unlike the
general i zed statute that exists. The prem se of the underlying
| egi sl ati on has not been changed.

12: 33: 08 PM

REPRESENTATI VE NEUVAN observed that if DNR does not neet the 60
day deadline, the consequences are mninal. However, if
industry is required to provide docunents, daily fines may be
i ncurred.

12: 33: 56 PM
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MR. M NTZ continued to slide 27, bill section 39, that sets out
specific data requirenments for exploration credit eligibility.
Addi tionally, exi sting | aw  provides for 10 years of
confidentiality for well data, and represents an inconsistency
with existing | aw

12:35: 37 PM

REPRESENTATI VE HOLMES referred back to slide 26, regarding gross
negli gence and observed that gross negligence issues appear in
different aspects of the bill. Crimnal negligence also occurs,
and she asked if this would be considered automatic admn ssion
prima facie for gross negligence.

M5. DAVIS suggested that the attorney general could provide a
response on this type of torte question.

12:37:42 PM

MR MNTZ returned to the tax credit requirenments on slide 27,
and continued to explain the confidentiality period. Section 39
requires well data confidentiality to be limted to 24 nonths.

Al so, a 50 percent rule for tax credits will be inposed in this
section. Proceeding to slide 28, continuing with bill section
39, and the basic information about the tax <credits for
exploration will be nade public. Section 40 is a conpanion

provision to .023 credits, and specifies that a tax-exenpt
entity may not transfer a tax credit certificate. A new five
percent tax credit is nmade available in Section 44, for old
seismc data if DNR determnes that acquiring the data for
public distribution is in the state’s interest. This is a nmeans
for the state to acquire valuable data for DNR that otherw se
woul d not be avail abl e.

M5. DAVIS pointed out that the 5 percent credit in section 44
purchases historical information for the state.

12:41: 32 PM

REPRESENTATI VE DOOGAN questioned if a conpany with old seismc
data could receive 5 percent of their current tax liability by
providing the information to DNR

MR. M NTZ answered that 5 percent of the original expenditure
incurred to obtain the data would be considered. In further
response to commttee discussion, he stepped through the neans
by which the state would purchase seismc data froman entity.
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[A brief discussion on the viability of obtaining seismc data
ensued. |

12: 45: 02 PM

MR MNTZ continued with the final subject of tax credits, as
indicated on slide 29; how an explorer can turn credits into
cash if no tax liability exists to which to apply it against.

This bill repeals AS 43.55.023(f), which authorized the
departnment to provide cash refunds for particular tax credit
circunstances up to a limt of $25 mllion per year, per
expl orer. The bill replaces that with a new program AS

43.55.028, establishing an oil and gas tax credit fund to
purchase credit certificates from explorers or snall producers
that have no tax liability to apply credits against. The fund
is an appropriation of a percentage of PPT revenues. Wth the
exception of the $25 mllion cap, the remainder of the criteria
for qualifying provisions remains intact. He reviewed the
exi sting policies.

12:47: 25 PM

REPRESENTATI VE HOLMES asked if this is a dedi cated fund.
MS. DAVI S responded, no.

12:47: 45 PM

JERRY BURNETT, Director, Admnistrative Services D vision

Departnent of Revenue (DOR), responded that this fund is subject
to appropriation each year by the legislature. He explained the
process for making it a dedi cated fund.

REPRESENTATI VE HOLMES said, “So this is another one of these
funds that we like to create and ... put noney over here but the
| egislature still has the authority to pull it out and put it
sonmewhere el se.”

MR. BURNETT replied, “That is exactly correct.” Ref undabl e
credits are unique. That is, the state is paying a tax payer
for a tax refund, when in actuality no tax liability exists.
The current PPT |law stipulates that these credits are a genera

fund appropriation. During the past year, the departnent
requested a supplenental appropriation to pay the tax credit
liability. He reviewed the recent authorization figures that

have cone before the legislature for funding tax credits: FY 07
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totaled $59 mllion; FY 08 wll be $25 mnillion, and a
suppl enental request will be nmade to pay the actual $100 nmillion
plus that wll be due. Forecasting the tax credits 1is
difficult, he explained, and the departnent believes that it
woul d be prudent to set aside the total PPT liability to ensure
that noney will be available at the end of the year.

12: 50: 27 PM

REPRESENTATI VE DOOGAN specul ated that if the departnent has the
ability to conpute the percentage of the total tax liability for
creating the fund, why not apply that to the appropriation.

MR. BURNETT clarified that DOR conmputes an estimate for the fund

and the noney renmaining, after payment, wll carry forward or
not, based on legislative action. He explained how the
estimated revenues work in the bill's fiscal note, and when
reported in the general fund. He maintained that the proposed

change will create a nore transparent process.

REPRESENTATI VE DOOGAN stated that he could see no reason for
this to not <cone wunder the appropriation request system
currently in place.

M5. DAVIS agreed that status quo would be an alternative
nmechani sm However, the departnent attenpted to take an
i ndustry perspective on this issue. It is difficult to package
this in a “way that gives confidence to industry that we are
taki ng seriously this funding requirenent.”

REPRESENTATI VE DOOGAN underscored that argunments continually
cone before the Ilegislature regarding funds that are not
dedi cated. He opined that *“all you're really trying to avoid
here is the appropriations process.” Unl ess a better argunent
can be brought, he said, he cannot support this proposal.

MR. BURNETT pointed out that this proposal still requires an
appropriation decision from and to, the fund each year by the
| egi sl ature. The intent is to place paraneters around how much
noney, |ooking forward, would be available for that purpose. In
a time of falling revenues there would potentially be carry
forward noney from a previous year, that could be used for
paying credits vs. using current year general funds.

12:54: 15 PM
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REPRESENTATI VE SAMUJELS provided a scenario of a conpany without
a tax liability, that incurs a credit but the |legislature
doesn’t appropriate funds to purchase it; what happens legally
to the credit.

M5. DAVIS responded that the credit wll remain viable and
transferabl e. Thus, it could be comuted to another conpany
that owes a tax to the state, and that conpany would subtract it
fromits tax liability.

12:55: 46 PM

REPRESENTATI VE SAMJELS ascertained that the fund couldn't be
used for anything el se.

MR. BURNETT said that the legislature is able to appropriate
money fromthis fund for any |egal purpose.

REPRESENTATI VE SAMUELS continued to pursue the question of the
fund availability for other than the legislature’ s intent.

MR. BURNETT assured that the executive branch and DOR do not
spend nmoney in ways for which it isn't appropriated.

REPRESENTATI VE SAMUJELS asked if there would be admnistrative
costs to operate the fund.

MR. BURNETT responded that there would be no increnental costs.
Furthernore, the fund would earn interest at the sane rate as
ot her state funds.

REPRESENTATI VE SAMUELS referred to slide 30, and questi oned how
and who would establish the specified "criteria” for this fund.
He recalled advice from former Commi ssioner Bill Corbus who
cautioned that, when dealing wth nunbers this Jlarge, an
i ndi vi dual shoul d not be maki ng the deci sion.

M5. DAVIS responded that the criteria enbodied in the |aw now,
are verifications that expenditures occurred, are accurate, and
conplete; there is no discretionary call. Al so, she pointed
out, under ACES it is split into tw years, and the cap is
renoved

12: 58: 56 PM

MR MNTZ interjected that the criteria for issuing the
certificate is different than the criteria for cashing the
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certificate. On page 31 of the bill, the objective criteria are
set forth, and do not involve discretion.

12:59: 55 PM

REPRESENTATI VE HOLMES i nquired how the fund woul d be managed.

MR. BURNETT explained that a fund of this type would be managed
in the Treasury Division of DOR and accounted for by the
Department of Administration (DQA). It would be invested with
the general fund and other simlar type of investnents.
Treasury woul d have the control of the actual investnent.

REPRESENTATI VE HOLMES referred to the investnent fornula in the
committee packet, and the provision in section (f) indicating
the carry over from year to year. She asked, “How big is big
enough.”

MR. BURNETT stated that the departnent would cone before the
| egislature to report and receive advice on the size of fund
He used FY 08 projections as an exanple of what could be
expected if this fund were in place right now

REPRESENTATI VE HOLMES suggested that this creates a presunption
in law, and predicted that it could be growing “out of contro
for awhile until sonebody noticed.”

MR. BURNETT agreed that oversight would need to be exercised.
1:04:52 PM

MR. M NTZ continued with slide 31, to understand how the paynent
of tax occurs. The exact rules of calculating nonthly
i nstal |l ment paynents have been conforned to the changes in the
t ax. That is, the different tax floor, and accounting for the
Cook Inlet tax ceiling. The progressivity aspect is not
included in the nonthly installnment paynents, but wll be
considered in the total anpbunt of tax due on March 31. Slide 32
clarifies that the departnment can be particular about the form
of electronic paynments nade, for uniformty purposes.

1: 07: 12 PM
M5. DAVIS interjected that also included in bill section 51 is

| anguage to provide DOR the authority to issue advisory
bulletins to industry.
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1: 08: 03 PM

MR. M NTZ continued, stating that the tools for the departnent
to inprove the administration and transparency of the PPT begin
on slide 33. Bill section 46 nmakes clear that every oil or gas
producer nust file an annual return, whether or not the taxpayer
believes that a tax is due. Additionally, the existing list of
information exanples required in the return is expanded in this
section, and the departnent retains the right to require nore

information if deenmed necessary. Reporting requirenents
continue on slide 34, where bill sections 47 and 49 require
additional penalties, of up to $1,000 per day, for late or non
filing of returns or reports. There are existing general

penalty provisions that apply to the revenue statutes, including
penalties for late filing; however, they are based on the anount
of tax deficiency without a penalty for failing to file a

report. Explorers or producers are required, under bill section
48, to file an annual statenent on expenditures or adjustnents,
even if no oil or gas is produced during the year. Bill section
48 provides DOR clear authority to require nonthly reporting.
This wll keep the departnment better inforned of activity
t hroughout the year. Addi tional authority is included in bil

section 49. Al though the departnent has general authority to

require reporting, this would allow it the express authority to
require reporting of forward-looking information for revenue
forecasting purposes. The final reporting requirenment, slide
36, bill section 51, clarifies that the departnent can require
returns and reports to be filed in a specific electronic format.

1:12:17 PM

MR. M NTZ noved on to the confidential and public information on
slide 37. Beginning with AS 38.05.035, bill section 2
recogni zes the overlap of information required by DOR and DNR
This «clarifies to what extent these agencies nay share
information while respecting the necessity for rmaintaining
information confidentiality. Under the heading of additional
transparency, slide 38 clarifies how PPT information my be
published; in an aggregated form based on information from at

| east t hree producers or expl orers, to mnimze t he
i dentification of i ndi vi dual t axpayers. Addi ti onal
adm nistrative inprovenents in the law, slide 39, bill section

10 places oil and gas auditors into exenpt service. He provided
that this is necessary in the recruitnment/retention of highly
qualified auditors who can perform the sophisticated audits.
The transition provision, bill section 67, allows current
enployees to opt to remain in classified service. The
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adm nistrative inprovenment in bill sections 14 and 50, extend

the statute of limtations for PPT fromthe current three years
to six years. This is in recognition of the expanded audit
requi renents. Slide 40, he said, deals with section 1 of the
bill and could be considered to be arcane. He expl ained the

current understanding of how the statute of |limtations has been
handl ed, and said that this provides a clear interpretation of
how these statutes are to be applied. There are no outstanding
di sputes around this issue, but this provision is tinely for
clarification purposes.

M5. DAVIS said that AOCGA comented on this provision and
expressed concerns that interest rates may be i npact ed.

MR. M NTZ addressed the AOGA interpretation and when interest
rates begin to run, regar di ng retroactive statute  of
limtations. That is not the intent of this provision, he
assured the conmttee. He said:

W are just trying to make clear that when there’s an
event that occurs years after the original tax was
due, and that event actually involves new noney
changi ng hands, that retroactively relates back to the
amount of the tax, that the statute of Ilimtations
starts to run again with that event, and we're not
forecl osed fromrecogni zing the tax consequences.

1:19: 47 PM

MR MNTZ referred to slide 41, stating that, as previously
mentioned, it provides |language in bill section 51 to allow DOR
the ability to issue advisory bulletins on the interpretation of
the PPT statute and regulations for the benefit of the taxpayers
and others, wi t hout runni ng af oul of the admnistrative
procedures act. The final slides address the issue of
transition, applicability, and effective dates. Slide 42,
sections 66 and 72 set out that the changes in the PPT are
prospective and would begin on January 1, 2008. The changes to
| ease expenditure exclusions and the use of wunit operating
agreenents for |ease expenditures are established in bil

sections 66 and 71 as retroactive to April 1, 2006. Also, this
is where 165(c) and (d) are repealed, as previously discussed.
Slide 43, bill sections 66 and 71 extend the statute of
[imtations to still-open periods and sets a retroactive date of
April 1, 2006. Bill section 71 nmakes clear that the tax exenpt
entities may not transfer tax credits back to the beginning of
the respective tax credit provisions. The final slide, 44, bil
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section 73, aside from specified provisions nentioned, all other
aspects of the bill are effective date inmediately. Bill
sections 68 and 70 address the tine line for DOR and DNR to
devel op and inplenment regulations; providing a retroactive date
for applicable statutory provisions being inplenented.

1: 23: 56 PM

REPRESENTATI VE SAMUELS referred to t he “swi t chi ng of
i nformati on” between the departnents, and asked how crim nal
penal ties woul d be appli ed.

VB. DAVIS stated that the intent wuld be to have the
confidentiality penalties carry over to both departnents. She
deferred to M. Mntz for further clarification.

MR MNTZ stated that he is not famliar with DNR s penalties
regarding confidentiality protection, and offered to provide
further information to the conmttee.

1:25:54 PM

REPRESENTATI VE DOOGAN referred to the reported vacant auditor
positions, stated that conflicting information has Dbeen
received, and asked to how many oil and gas auditor positions
are not filled; what is the requirement history for these
positions; and what alternatives to exenption classification
coul d be consi der ed.

M5. DAVIS agreed to provide this information to the conmttee.
1:27:22 PM

CHAI R OLSON cl osed public testinony.

[ HB 2001 was hel d over.]

1:28:14 PM

ADJ QURNVENT

There being no further business before the commttee, the House
Special Committee on QI and Gas neeting was adjourned at
1:28: 18 PM
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