SENATE FI NANCE COWM TTEE
March 18, 2010
3:14 p.m

3:14:57 PM

CALL TO ORDER

Co- Chair Stednan called the Senate Finance Committee
neeting to order at 3:14 p.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senat or Bert Stedman, Co-Chair
Senator Charlie Huggins, Vice-Chair
Senator Johnny Ellis

Senat or Denni s Egan

Senat or Joe Thomas

VEMBERS ABSENT

Senat or Donny O son

ALSO PRESENT

Leslie Houston, Director, Division of Admnistrative
Servi ces, Departnent of Corrections; Dwayne Peeples, Deputy
Conmi ssi oner, Departnent of Corrections; Richard Svobodney,
Deputy Attorney Ceneral, Departnment of Law, Dave Bali sdell,
Director, Admnistrative Services D vision, Departnent of
Law, Linda Perez, Admnistrative Director, Ofice of the
Governor; Karen Rehfeld, Director, Ofice of Mnagenent and
Budget , Ofice of the Governor; Roger Mar ks, LB&A
Consul t ant, Logsdon and Associ at es; Pat Gl vin,
Comm ssi oner, Departnent of Revenue;

PRESENT VI A TELECONFERENCE

SUMVARY

Senat e Finance Committee 1 03/18/10 3:14 P. M



SB 230 BUDCET: CAPI TAL, SUPP. & OTHER APPROPS

SB 230 was HEARD and HELD in conmttee for
further consideration.

SB 253 APPROP: DEFERRED MAI NTENANCE/ REPLACEMENT
SB 253 was HEARD and HELD in committee for
further consideration

SB 305 SEPARATE O L & GAS PRODUCTI ON TAX

SB 305 was HEARD and HELD in committee for
further consideration.

3:15: 07 PM

Co- Chair Stedman di scussed housekeepi ng.

#sb230
#sb253
SENATE BILL NO. 230

"An Act nmaking and anendi ng appropriations, including
capital appropriations, supplenental appropriations,

and other appropriations; mnaking appropriations

capitalize funds; and providing for an effective

date."

SENATE BILL NO. 253

"An Act making capital appropriations for deferred

mai nt enance  proj ects, equi pnent repl acenent,

energency repairs; and providing for an effective

date."

Department of Corrections

LESLIE  HOUSTON, DI RECTOR, DVISION OF ADM NI STRATI VE

SERVI CES, DEPARTVENT CF CORRECTI ONS, di scussed
appropriation and deferred mai nt enance requests.
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DM  AMD 49376
Def erred Mai ntenance Projects

$6, 500, 000
The departnent requested general fund dollars to support 11
projects. The projects, listed by priority, were as
foll ows:
e Anvil Mount ai n: Repl ace security control syst em

|ocated in both security control stations. Fire/Life
saf ety code requirenent

$750, 000

e Anvil Mount ai n: Construct new utilidor. Fire/Life
saf ety code requirenent
$1, 500, 000

e Anvil Muntain Correctional Facility: Replace failing
septic tank with waste water treatnent plant.
$1, 500, 000

* Palnmer: Replace fire punp and fix sprinkler piping.
$750, 000

e W/ dwod: Repl ace roofing system
$940, 000

e Spring Creek: Analyze security control system and
perimeter security.

$145, 000
» Ketchi kan: Design secure efficient |lighting system
$55, 000
* Ket chi kan: Replace existing lighting system wth
secure and efficient lighting system
$390, 000

* Palnmer: Replace obsolete fire alarm panels in nedical,
adm ni strati on, warehouse and mai nt enance shop.
$200, 000

« Hiland Muntain: Replace and expand exterior freezer.
$140, 000
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* WIdwod: Replace fire alarm system
$130, 000

Co-Chair Stedman solicited questions pertaining to the
project list. No questions being offered, M. Huston
continued to the FY11l capital budget request. Two itens
conprised the departnental request:

CAP RN 45637
Anchor age Correctional Conpl ex Renovati on and
Renodel i ng
$350, 000

CAP RN 41516
Community Jails Repairs, Renovations, and Equi pnent
$100, 000

Co-Chair Stedman solicited questions pertaining to the
proj ect requests.

Departnent of Law

CAP 49182
Fai r banks and Anchorage Key Card O fice Access
$150, 000

DAVE BALI SDELL, DI RECTOR, ADM NI STRATI VE SERVI CES DI RECTOR,
DEPARTMENT OF LAW explained that the request would fund
i npl ementation  of a Key Card system in Anchorage
facilities. Metal keys were currently being used in the
facilities. Wen the keys are lost, all locks in the
bui l di ng nmust be changed, which is of considerable expense
to the departnment. Key Cards would alleviate the issue.

Senator Thomas wondered about future technol ogy involving
retinal scans. M. Blaisdale replied that the technology is
avai |l abl e but expensi ve.

Co-Chair Stednman invited questions pertaining to the
request .

O fice of the Governor Language
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LI NDA PEREZ, ADM NI STRATIVE DI RECTOR, OFFICE OF THE
GOVERNOR, gave an overview of the tw capital budget
proj ect requests.

CAP 49388
Di vi sion of Elections Technol ogy Refresh
$123, 800

The request represents the schedul ed replacenent of desktop
conputers, software, and operating systenms, wthin the
departnent, every four years.

CAP RN AMD 48416
El ections Reform Under the Federal Help Anerica Vote
Act
$1, 499, 900

Ms. Perez explained that the request was to expend federa
nmonies received in the election fund fromthe Help Anerica
Vote Act, which is an ongoing appropriation from the
federal governnent to better the process of elections
t hroughout the state.

KAREN REHFELD, DI RECTOR, OFFICE OF MANAGEMENT AND BUDGET,

OFFI CE OF THE GOVERNOR, pointed out changes in the capita

| anguage sections of the budget. There were four anendnents
in the | anguage section that had already been transmtted.

Section 7 allows for state agencies to refer to Legislative
Budget and Audit concerning incomng requests for federal

or other program receipts. Section 8 is the Fund Transfers
portion of the bill. Sub-section (a), speaks to the Al aska
Capital Income Fund. Sub-section (b) pertains to the
federal Help Anerica Vote Act funds; Line 24 was anended to
read $1,425,000. Line 25 was anended to read $74,900 from
the general fund for the mtching portion. Because the
Division of Elections had been notified that the match
requi renents had been net and no additional funds were
necessary, the admnistration planed to submt an anmendnment
that woul d renove the general fund match requirenent.

3:23:11 PM

Ms. Rehfeld discussed Sub-sections (c), which was a $25
mllion request for the Renewable Energy Fund. The anount
in Sub-section (d) was anended to read $140 mllion, based
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on the latest information available from the Departnent of
Revenue (DOR).

Co-Chair Stednman requested a detail ed breakdown of who was
being paid by TransCanada, and how nuch. M. Rehfeld
replied that DOR conpiled a nonthly report, and that copies
woul d be made available for the commttee.

Ms. Rehfeld continued to Sub-section (e), which speaks to
the Alaska Industrial Devel opnent Export Authority (Al DEA)
dividend into the power project fund. Section 9 is the
insurance claim section. Section 10 is the Nationa
Petrol eum Reserve- Alaska Inpact G ant Program which was
reduced to $4,847,165, for specific grants. The revenue was
derived from |leasing, and the additional revenue had not
been anticipated during this period, thus the reduction of
the grant anmount in the budget. Section 11 deals with the
cost of certificates of participation.

3:25:24 PM

Ms. Rehfeld highlighted that one of the proposed anmendnents
concerns the Alaska Cass Ferry. The anmendnent requests
access to $60 mllion that had been set aside in the vessel
repl acenent fund, and the redirection of two prior federa
appropriations for fast ferries to the Al aska Cass Ferry
Project. Section 12 provides for the lapse of various
capi tal appropriations and an effective date.

Co-Chair Hoffman asked for a list of [|apse extension
projects. M. Rehfeld explained that the section describes
appropriations nmade in the various conponents of the entire
capital budget that would have a |apse extension for
capital projects.

3:26: 56 PM

Senator Thomas noted simlar Information Technology (IT)
project requests within different departnments. He wondered
if individual contractors had been hired by departnents to
research the IT requests. M. Rehfeld replied that an
extensive | T planning process was enployed vyearly, and
projects went through internal review The departnents
share information in order to prevent duplication of
i nformati on between agencies. She felt that the itens that
had been brought forward were of significant inportance to
the departnment. Al |IT projects are reviewed by the
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Enterprise Investnent Board, which is conprised of M.
Rehf el d, t he Conmi ssi oner of Admi ni strati on, a
representative of the technical group and one ot her nenber.
The board goes through the review process of agency
requests and formul at es budget deci si ons and
recommendations to the governor.

Co-Chair Hof fran asked why Alaska Housing Capital
Corporation funds, and not the general funds, were being
considered as the funding source for the $150,000 Al aska
Gas I nducenment Act reinbursenment fund. M. Rehfeld stated
that the admnistration felt that the funding source was
t he nost appropriate source for the project.

3:31: 05 PM AT EASE
4:10: 28 PM RECONVENE

#sb305
SENATE BI LL NO. 305

"An Act relating to the tax on oil and gas production;
and providing for an effective date.”

Co-Chair Stedman introduced the bill.

Co-Chair Hoffman MOVED to adopt CSSB 305 26-LS1577\S as a
wor ki ng docunent. Co-Chair Stedman OBJECTED for the purpose
of di scussi on.

4:11: 35 PM

ROGER MARKS, LB&A CONSULTANT, LOGSDON AND ASSOCI ATES, began
the power point presentation, “SB 305: CS Version S &
Amendnents” (copy on file). He discussed Slide 2, "Version
S Committee Substitute", which lists the recent changes in
t he | anguage of the bill:

e Title has tightened scope further

« Technical changes in Section 5
= Sonme of the proposed changes to AS 43.55.020(a)(1)
did not need to be there- CS reverses those changes.

» Techni cal change- new Section 8
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= Gves authority to departnent to adopt regul ations
to allocate AS 43.55.170 adjustments to |ease
expendi tures between oil and gas.

Co- Chair Stedman requested further discussion on Section 8.
M. Mirks explained that 1in [|ease expenditures were
di scussed in AS 43.55.170. The accounting could be tricky
and care should be taken that neither costs nor revenue was
doubl e counted. Wen discussing the split of oil and gas
progressivity, it becones necessary to define which |ease
expenditures apply to oil and which apply to gas. Section 8
gives the admnistration the authority to adopt regul ations
concerning how the | ease expenditures shoul d be divided.

4:15:39 PM

Co-Chair Stedman REMOVED his OBJECTION to the CS. There
being NO OBJECTIQON, the CS 26-LS1577\S was ADOPTED as a
wor ki ng docunent .

4:16: 14 PM

PAT GALVI N, COW SSI ONER, DEPARTMENT OF REVENUE, discussed
the fiscal note. He stated that the nethod of acquiring and
managing information from taxpayers would need to be
changed prior to the decoupling of oil and gas, and fundi ng
was necessary in order to inplenent the changes. Currently,
oi | and gas production statewide 1is conbined when
determning the progressive tax rate. The potential change
in state revenue was indeterm nate.

4:18:37 PM

Comm ssioner @Galvin continued. The bill would affect
current producers and the departnment had exani ned potential
annual financial inpact through the tax receipts. Refernced
in the fiscal note was the range of tens of mllions to
hundreds of mllions in a given \year. The nunber
fluctuates, which has added to uncertainty.

4:20:49 PM

Co-Chair Stedman understood the nunbers had been flexible.
Comm ssioner Galvin agreed. He added that the potential
inpact was that nore revenue could be expected when the
price of gas and oil were divergent, and less than the
status quo when prices were closer to the 10 to 1 ratio.
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Co-Chair Stedman requested that the fiscal note be
rewitten due to changes mnmde by the anendnents. He
referenced the l|language in the fiscal note. Comm ssioner
Glvin said he would provide as nmany nunbers as possible
Co-Chair Stedman said the commttee would work with the
depart nment to craft a conprehensive fiscal not e.
Comm ssioner Galvin stated that the |anguase was not in
reference to the expected market price. Co-Chair Stedman
and  Conmmi ssi oner Galvin discussed the semantics of
“normalcy” as it was witten in the fiscal note. Co-Chair
Stedman’s nmaintained that the normalcy, under the price
rel ati onship between gas and oil, was a different nornalcy
t han between the British Thermal Unit (BTU) equival ency.

Co- Chair Stedman MOVED to adopt Amendnent 1.
Co- Chair Hof fman OBJECTED for the purpose of discussion.
M . Marks continued to Slide 3, "Anendnent 1: Tax

Neutrality on Current Activity", which explains the intent
of the anmendnent:

e Currently sone producers produce oil and gas.

o |If you separate oil & gas for cal cul ating
progressivity, progressivity on oil will be
undi l uted by gas and taxes will increase.

e It is not intent of bill to raise taxes on current

oil and gas activity

e Amendnent 1
= Credit equal to difference between tax determ ned
under bill and tax determ ned now
= Credit expires in 2015

4:26:45 PM

Co-Chair Stedman noted that the credit would expire in
2015.

M. Marks explained that the 2015 expiration date would
protect the state froma collapse in oil revenue if an AG A
plan is inplemented, wthout causing taxes on current
activity. Hopefully discussions on a tax regine for gas
wi || have occurred by the 2015 date.
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Senat or Thonmas inquired about Cook Inlet gas production.
M. Marks responded that there were sets of producers that
had North Slope oil and Cook Inlet gas. Those producers,
based on current activity, would see tax increases wthout
t he anmendnent .

Co-Chair Stedman REMOVED his OBJECTION to Amendnent 1.
There being no further OBJECTI ON t he amendnent was ADOPTED.

Co- Chair Hof f man MOVED Anmendnent 2.
Co- Chair Stedman OBJETED for the purpose of discussion.

4:30:52 PM

M. Marks continued his presentation. He explained that
Prudhoe Bay was producing 270,000 barrels of oil per day.
al cannot be removed from the earth wthout the
acconpani ment of natural gas. The gas is separated and sone
is placed back in the ground to re-pressurize the field for
oil production. If in the future the gas is also narketed

Prudhoe Bay would becone an oil and natural gas field,
whi ch nost fields are. The costs to produce oil and gas are
joint, which nakes it necessary to allocate costs between
oil and gas in order to tax them separately. Slide 5,
"Amendment 2: Cost Allocation", details the changes made by
amendnent 2, and are as foll ows:

e Retain current agency authority, and
» Consi der BCE approach

* Costs to produce oil and gas are truly joint costs
t he sane process that produces one produces the other

e Benefit of current approach (AS 43.55.165(h)) that
gives department authority to adopt regulations for
al l ocation costs between oil and gas:
= As recipient of confidential cost data they are in

t he best position to evaluate costs
= Aregulatory process allows nore tine
= The regul ator process is public

M. Marks explained the BTU Equivalent Barrel (BOE)
Approach. He stated that it was the sane approach that was
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currently enbraced in the departnmental regulations. The
mechani cs (AS 43.55.900(3)) read:

1 barrel of oil=1 BCE
6 Mbtu’s to the barrel
Gas mmbt u’ s/ 6= gas BOE' s

M. Marks said that the rationale for the BOE approach is
that the same costs that produce oil also produce gas. The
BCE nmethod puts oil and gas on an “apples to apples” basis
in ternms of relative produced vol unes.

4:34:50 PM

M. Mar ks  conti nued. Slide 7, "Problenms wth other
Met hods", which details the different approaches that could
be taken to allocate costs. He discussed the various
approaches and the scenarios that could conme into play:

e Itemby itemattribute
= |nappropriate where costs are truly joint

e Dom nant use (either all oil or all gas)
* |Inappropriate when large volunes of both are
pr oduced

e Deened approach (deened one unless itemid 100 percent
t he ot her
= | nappropriate when |arge volunes of both produced

* Reserves
= Uncertain nunbers/subject to taxpayer contro

e G oss value
= Upstream costs should not change wth downstream
prices

4:36:55 PM

M. Marks continued to Slide 8, "A Note on 15 AAC 55. 220"

e Departnent of Revenue’'s proposed regulation on AGA
uses the G oss value approach to allocate the total
tax between oil and gas
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 Allocation tax is different than allocating costs

e (Goss value is a very material determnant of the
differences in tax val ue between oil and gas

e Allocating tax by gross value for this purpose is
reasonabl e

M. Mirks addressed the concern for the treatnent of Point

Thonmson. Slide 9, “A Note on Allocation of Capital Costs
Associ ated with Devel oping Pt. Thonmson”, reads:

e High devel opnent costs will be incurred prior to gas
sal es: these costs will allocated agai nst oi

e Pt. Thonmson is also an oil (condensate) field (est.300
mllion barrels)

e Could be developed such that it produces condensate
years before it produces gas

 PPT/ACES were deliberately designed so that cost
deductions and credits would be utilized i medi ately

4:41:59 PM

M. Marks reiterated that the anendnent allows the
departnment to mamintain authority for the allocation of
| ease expenditures.

Co-Chair Stedman renoved his OBJECTION to the anmendnent.
There bei ng NO OBJECTI ON, Anmendnent 2 was ADOPTED.

Comm ssioner Galvin expressed appreciation for the |anguage
in Amendnent 2. The desire of the departnment would be to
put the |anguage into statute in order to avoid problens in
the regul atory process.

4:45:55 PM

Co-Chair Stedman stated that the commttee was detern ned
to work with the departnent on the |anguage pertaining to
cost allocation. He asserted that this was not the nmin
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reason that the bill was on the table but hoped that
significant conversation on the issue would be had before
2015. Comm ssioner Glvin replied that if the allocation
was to be based on current or projected costs, there were
significant costs that would be joint costs in production

He felt other considerations would need to be exam ned. He
assured the commttee that the departnment would continue to
work with the conmttee, but felt that further guidance
woul d be necessary.

4:48: 12 PM

Co-Chair Stedman said that a solution was necessary. He
requested that the departnent provide records fromthe |ast
three years on the inpact of the dilution, dealing wth
Cook Inlet and the North Slope, to educate the comrmttee on
the nunbers. Conmm ssioner Glvin said that Amendment 1
nmakes the fiscal note noot. Co-Chair Stednan said that a
new fiscal note would be needed to ensure that the public
has the opportunity to see the I|anguage and the fiscal

i mpact .

4:50: 09 PM
#
ADJ QURNVENT

The neeting was adjourned at 4:50 PM
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