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ACTI ON NARRATI VE

COCHAIR CARL GATTO called the House Resources Standing

Commttee neeting to order at 1:07:08 PM Represent ati ves
Gatto, Johnson, Edgnon, Seaton, WIson, and Kohring were present
at the call to order. Represent ati ves Kawasaki and Cuttenberg

arrived as the neeting was in progress.

Present ati on: NCSL/ USDA

1: 07: 27 PM

CO CHAI R GATTO announced that the first order of business would
be a presentation from the National Conference of State
Legislatures (NCSL) and the United States Departnent of
Agricul ture (USDA).

1: 08: 27 PM

DOUG FARQUHAR, Agriculture & Rural Devel opnent, Nat i onal
Conference of State Legislatures (NCSL), began by informng the
conmittee that he has been with NCSL since 1991. I n about 1998
he said he began working with USDA and the Kellogg Foundation
regardi ng rural devel opnent issues. There is a wide diversity
in rural America in that what is rural in some parts of the
country isn't in others. Furthernore, the rural think tanks
address ethanol and corn, but don't address nmining, oil and gas,
tinber, and fisheries, he highlighted. M. Farquhar then turned
to his PowerPoint presentation titled "Revitalizing Rural
Aner i ca: The Role of State Legislatures.” He turned to slide
2, and enphasized that rural |egislators are becomng rare and
reviewed the redistricting proposals of Colorado, Nebraska, and
Texas. He related that generally census data goes against
rural |egislators.

1:14: 01 PM

MR. FARQUHAR pointed out that many states have created rural
caucuses. These rural caucuses have been established to ensure
that rural issues don't get lost in the |egislative process and
mai ntain services and resources for the rural areas. M.
Farquhar noved on to slide 4 and opined that the federal farm
policy isn't supporting w despread rural econom c devel opnent
and growth. For nmany states, the farmbill will be dramatically
different, which he attributed to the lack of budget, the
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country's trade partners saying that subsidies can't be given,
and corn doesn't need subsidies. He highlighted that if there
isn't a decision by Septenber 30th and a farmbill isn't passed,
it reverts back to the 1948 farmbill. He then opined that the
natural resources econony isn't effectively addressed by the
federal government but rather seems to be "locked up" in the
Department of Interior, the Bureau of Land Managenent (BLM, and

the U S Forest Service. He surmsed that Al aska is very
frustrated that the federal governnent controls nost of the |and
in the state, which is an issue for all Wstern states. The
aforenentioned isn't effectively addressed in the rural
di scussions, and therefore he expressed the desire to work with
the conmttee on that. He informed the commttee that there's

going to be a Rural Summt paid for by the Kell ogg Foundation to
di scuss rural issues with Congress, but he's having difficulty
getting the issue of federally controlled | ands on the agenda.

1:17: 37 PM

MR. FARQUHAR noved on to globalization, and suggested that
there's no way to not integrate globalization into the rural
econony because there are mgjor inpacts to rural areas. For
exanple, the country's manufacturing base is noving overseas.
Furthernore, the trade barriers that once existed are no |onger.
The basic barriers were tariffs or an individual at the port
saying the item couldn't enter. Now, there nust be an exact
reason why an item can't enter and there nust be |awers and
econom sts to support it.

1:18:45 PM

MR. FARQUHAR enphasi zed that trade agreenents and states aren't
in agreenent with one another. Furthernore, [trade agreenents]
haven't been good for the states, from a state policy-naking
Vi ew. Al t hough he acknow edged that [trade agreenents] have
been good for the econony overall, states need to be able to

address situations when a state law is repeal ed because of trade
agreenents with other countries. Wth regard to changing rura
policy, M. Farquhar expressed the need to frame issues for the
rural econony, particular to the state. For instance, those in
rural Alaska can't grow corn, and therefore there needs to be a
new way to define rural devel opnent. He then shared a map of
Al aska that highlights the extensive anount of |ands held by the
federal government in the state. The aforementioned has to be
brought forward because rural developnent in Alaska can't be
addressed the sanme as states with Ilittle to no federally
controlled I ands. Turning to slide 6, he highlighted the
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federal laws that apply, which limt what Al aska and nany
Western states can do on federal | ands.

1:22:15 PM

MR. FARQUHAR, referring to slide 7, enphasized that the econony
in rural America is |agging behind. Furthernore, the natural
resource econony is extrenely difficult to maintain. He then
directed the commttee's attention to slide 8 titled "Counties
with net out mgration, 2000-03," which illustrates where people
are noving out of and to. The map on slide 8 illustrates that
people are leaving the rural areas and noving to the nore urban
ar eas. In fact, the only places growing in Al aska are around
Anchorage, which he surm sed that the commttee nenbers already
know.

1: 23: 28 PM

COCHAIR GATTO inquired as to why Southeast Al aska doesn't
prosper nore. He asked if it's due to transportation issues.

MR. FARQUHAR answered that Southeast Alaska is a natural
resource economny and much of the land is held by the U S. Forest

Servi ce. There is very little land available in Southeast
Al aska, over which the state has control. If the scenario was
switched, there would be changes. For exanple, in Colorado
counties where the federal governnment has allowed econonic
devel opnment to occur there has been expansion. In fact, the
North Central portion of Colorado is experiencing a boom because
of natural gas devel opnent. The aforenentioned was a decision

by the federal governnent, he enphasi zed.
1:25:30 PM

REPRESENTATI VE  SEATON comented that on all of Al aska's
resource-based industries, the market prices have been an issue.
He echoed M. Farquhar's earlier comments regarding the inpacts
of trade agreenents. Representative Seaton clarified that
federal government ownership hasn't been the only problem

VR. FARQUHAR said that goes back to his point about
gl obal i zati on. There are nmuch cheaper areas to produce
everything, especially when the areas [outside the U S. ] don't
have to pay the costs required in the U S. such as environnental

studies, health care, etcetera. He pointed out that if a
business has to purchase a certain product, it may be nore
econom cal to purchase it from another country. The
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af orenentioned really hits the rural econom es. M. Farquhar
said that although he doesn't have an answer, he enphasized that
states often don't have people at the table when trade
agreenents are di scussed.

1: 28: 19 PM

MR. FARQUHAR noved on to slide 9, which highlights that states
can't give a preference to |ocal purchasers. The question, he
reiterated, is how can it be equal when those in the U S. have
to pay labor, health, and safety costs that aren't required in
other countries. He then turned attention to the FRTC v. Nati os
case, which was the result of a Massachusetts |aw passed in
1980. The law said that anyone doing business with the country
of Burma and the State of Massachusetts would be assessed a 10
percent penalty, fee, which would be used to educate people
about the atrocities in Burnma. Oiginally, Swtzerland brought
suit against the US. to overturn the Mssachusetts | aw The
case ultimately went to the U S. Suprene Court, which ruled that
trade agreenents are federal foreign policy and states don't
have a role. Basically, the law was repeal ed. From a | egal
standpoi nt, nost trade agreenents don't give an individual the
right to sue a state but a country can file suit against the
entire U S This case dramatically changed the dynamic as it
al l oned an individual conpany to bring suit against a state over
a trade agreenent negotiated by the federal governnent on an
i nternational basis.

1:31: 24 PM

MR. FARQUHAR then turned to the issue of |ocal food preferences
within a state. Although there are 20 states that have adopted
laws with regard to local food preferences, those laws are all

in violation of this trade agreenent. He surm sed that as |ong
as there is no case or controversy, things are fine. [In
relation to Alaska's position on this matter], he said that he
still thinks about Canada's |unber dispute and salnon and
guestioned whether it will come back to haunt Al aska.

1:32:13 PM

MR. FARQUHAR noved on to slide 10 regarding U S. exports and
i mports. He pointed out that 20 percent of all inports are
comng into the US. In fact, Wal-Mart is the nunber one

purchaser of products from China. He said that Wal-Mart is the
one single conpany that has turned the Chinese economny around.
The U.S. has about 12 percent of the world s exports, which is
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agriculture and Boeing. He enphasized that the natural resource
econony, on which Alaska is based, is not comng in from
countries besides the US. Slide 11 titled "State Rural
Agenci es" relates the agencies being created in other states to
address the aforenentioned problens. He highlighted that in the
late 1980s the Governor of North Carolina created the North
Carolina Rural Econom c Devel opnent Center. The goal of the
center was to identify the problens in rural areas, bring those
issues to the forefront, and obtain nore federal resources into

rural North Carolina. The Center for Rural Pennsylvania was
created along the sane lines as the North Carolina Rural
Econom ¢ Devel opnent Center. He noted that rural areas are

inherently not as well represented in Congress and they don't
receive as nuch attention anong the federal agenci es.
Therefore, one nust determne how to bring the data forward into
a rural context in order to discuss the problens. He then
directed the commttee's attention to slides 12-14, which
highlights legislation regarding rural econonm c devel opnment in
various states. The point, he said, is that state |egislatures
are beginning to take a role in rural economc devel opnent by
providing tax incentives, enterprise zones, and loans. In fact,
this year North Dakota is going to provide $500,000,000 to fund
farmer's markets.

1:35:41 PM

MR. FARQUHAR informed the commttee that Canada and |daho have
taken an aggressive approach with regard to addressing their

rural constituencies. | daho put together a docunment profiling
rural Idaho in an effort to provide the data necessary for rural
areas to apply for grants and | oans. He nentioned that many

states are identifying a single state enployee who is dedicated
to getting federal noney to rural areas. That enployee's job is
to design the data in a manner that's attractive to gain rura
dollars. Canadi ans are very aggressive because their econony is

based on trade, which will prove to be a difficulty for many of
the states that have the sanme econom c base as Canada. The
aforenentioned is sonething Al aska nmay want to consider. In

conclusion, M. Farquhar inquired as to the types of topics and
comments he needs to take to the USDA and the Kell ogg Foundati on
to neet the needs of rural Al askans.

1:38:18 PM
REPRESENTATI VE EDGMVON poi nted out that a key point lacking in

the presentation was the cost of energy, which can nmake or break
a conpany's decision for going into Bush Al aska. Furthernore, a
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good portion of Bush Alaska and Al aska isn't connected via the
road system and thus every conponent of rural Alaska 1is
different than rural areas el sewhere.

MR. FARQUHAR noted his agreenent that the price of oil has an
enornmous inpact in rural areas, although it affects everyone.
He nmentioned that small businesses have had to relocate from
rural areas to larger areas because of transportation issues.
There is no easy answer, he opi ned.

1: 40: 13 PM

CO- CHAI R GATTO highlighted that general aviation is essential in
Bush Al aska and the federal governnent just added $.50 a gallon
on general aviation fuel. For those in the Bush, that tax is
devast ati ng.

1:40: 52 PM
REPRESENTATI VE WLSON related that her husband lives in the

Bristol Bay area, which isn't even considered a village, where
the cost of something is by weight [due to transportation costs]

and thus it drives up the prices. For instance, a head of
cabbage can cost $9 in sone areas. Furthernore, gasoline in
sone of these areas is $6 a gallon. Al t hough Sout heast Al aska
can obtain things by boat, it's not a dependable system She

then highlighted that the majority of land in Southeast Al aska
is in the Tongass National Forest and there's plenty of forest
that could be cut and it could renew itself. However, the
federal governnent has cut back what |ogging can be done.
Therefore, Alaska really needs relief with regard to economc
devel opnent on federal | and.

1:44:18 PM

MR. FARQUHAR returned to the production of ethanol and the high
price of corn. However, the only reason ethanol is being made
fromcorn in the U S is due to the $.50 a gallon subsidy and a
certain amount of ethanol cones in from Brazil. The et hanol
made in Brazil is made nuch cheaper and the U S. has a barrier
on the anount of Brazil's ethanol that can be inported into the
u. S He related that his friends at the National Renewable
Energy Laboratories who say that what is good [to nake fuel] is
wood. Furthernore, the wood doesn't need to be of great
quality, as what's l|left after a fire can even produce fuel.
Al though it takes a while to get these technol ogi es going, Wall
Street is very excited about this. The natural conditions to
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grow trees at a fast pace occur in Southeast, which could result
in sone exciting things. However, the situation renmins that
Sout heast Alaska legislators have to represent those in
Sout heast Al aska while decisions are made in Wshington, D.C.
M. Farquhar rem nded the conmttee that he is asked to speak
about what state legislatures think about rural devel opnent and
what's been discussed today is often what he brings up. He
noted that in particular he specifies that state |egislatures
should be able to make the decisions. Furt hernore, technol ogy
can provide sone great opportunities, he nentioned.

1:47:37 PM

CO CHAIR GATTO said that he discussed sone options for rural
areas with M. Farquhar. To that end, the presence of a
windm |l could be enornously beneficial. He then highlighted

Gal ena, which is using nuclear to nake steam to run a turbine.
Furthernore, wood chips can be used as can fish oil for making
bi odi esel .

1:48: 14 PM

MR, FARQUHAR commented that he didn't discuss healthcare and
education via the Internet. In fact, the biggest thing for
econom ¢ devel opnent has been the Internet and cell phones.

Furthernore, there are rural school districts in Colorado that
have closed their school buildings and provide instruction via
the Internet in their hones. He related that he teaches courses
on line for the University of Denver. Healthcare is taking that
same path by utilizing the Internet. This is part of rural
devel opnent, he enphasi zed.

1: 50: 49 PM

COCHAIR GATTO turned to the pharmaceutical industry and
informed the committee that a French conpany contracted wth
American farnmers to grow genetically nodified corn that produced
a drug to treat cystic fibrosis. The aforenentioned was nuch
| ess expensive than synthetically producing the drug. However,
the genetically nodified corn has to be confined and can't get
out . Co-Chair Gatto opined that the aforementioned woul dn't be
a problemin Al aska.

MR. FARQUHAR noted that there is controversy with genetically
nodi fied corn because if it gets out [there are problens]. The
corn stock is designed to produce a lot and thus not much is
necessary. Furthernore, it can be grown in greenhouses.
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CO CHAIR GATTO related his belief that an individual with one
acre of land in Al aska could have a farm ng operation. He then
related that he is searching for help in the really rural areas
of the state.

1:54:55 PM

MR. FARQUHAR pointed out that there are sonme parts of the world
that cannot get decent food, such as Bethel. However, that's
not on the [USDA' s] radar at all because it views rural areas as
havi ng bountiful food. In fact, New Mexico has initiated an

effort to utilize farmers' markets from which fresh produce is
shi pped to rural areas that don't have fresh produce.

1: 56: 21 PM

REPRESENTATI VE WLSON inquired as to who is paying for it to be
shi pped.

MR. FARQUHAR answered the state |legislature appropriated the
f unds.

REPRESENTATI VE W LSON then inquired as to what occurs when the
majority of the legislators are in a railbelt and don't want to
fund things for other areas.

MR. FARQUHAR said that such a situation exists in New Mxico
The problem is in relation to the extra dollars being paid in
Medicaid dollars to rural areas w thout nedical insurance. The
effort in New Mexico was based on the public health effects of
unheal t hy peopl e and that everyone pays for them

REPRESENTATI VE W LSON interjected that the crux of the problem
is that no Al askan pays for state governnent.

1: 59: 02 PM

REPRESENTATI VE WLSON i nquired as to what Alaska can do [to help
with regard to rural econonic devel opnent].

MR.  FARQUHAR suggested that [the legislators] should keep
f eedi ng hi m anecdotes and keep having Co-Chair Gatto cone to his

nmeet i ngs. He announced that in the last week of June, the
Kel l ogg Foundation is holding a neeting in Wshington, D.C.,
where it will talk to the rural caucus and discuss how to build

up this rural agenda.
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2:00: 02 PM

MR. FARQUHAR, in response to Co-Chair Gatto, said that there
probably would be an opportunity to nmake a presentati on about a
rural condition for which no resolution has been found. He
informed the conmttee that he is being asked to get a speaker
fromthe group in Alabama. Wth the exception of Idaho, who is
very aggressive, nost states step back thinking they can't do
anyt hi ng about [rural econonic devel opnent].

2:01: 38 PM

CO CHAIR GATTO inquired as to whether there is any place back
East that's considered rural. |f so, what is considered rural
he asked.

MR. FARQUHAR related that five mles [froma major urban center]
is considered rural .

2:04: 07 PM

CO CHAIR GATTO asked if the federal governnent is pulling back
fromrural devel opnment or are they advancing.

MR. FARQUHAR informed the conmittee that part of the 2002 Farm
Bill included the Rural Strategic Investnent Act, which would' ve
provided funds to rural devel opnent and have neetings. However

t he budget office cut it. There are a |lot of disincentives in
Congress for rural Anmerica. In fact, nobst congressnen from
rural America are being defeated. Furthernore, sone of the
large [rural] advocates, such as Bob Dole, have stepped down.
Denogr aphi cs are against rural |egislators, he said.

2:05:40 PM

COCHAIR GATTO surmised then that it's a shift for rura
legislators to be replaced by those who are nore urban in
character.

MR. FARQUHAR noted his agreenent, adding that every tine
redistricting occurs there are nore seats from urban areas and
urban suburban areas. Rural |legislators have less clout, he
pointed out. Therefore, the rural folks have to make thensel ves
nmor e known.
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CO CHAIR GATTO reviewed the situation in Alaska and rel ated that
a third of Alaska's population isn't on the road system and is
scattered throughout the state. There isn't an answer for those
rural areas to establish an econony to provide sonme self-
sufficiency.

2:07:41 PM

CO- CHAIR GATTO nentioned that there are folks in the building
addr essi ng how val uabl e broadband is for education. He rel ated
his belief that education is going to have to change from brick-
and-nortar school s. He enphasized that the state's entire
future is the proposed natural gasline.

[ A di scussion ensued regarding the proposed natural gasline.]
2:13:54 PM

MR. FARQUHAR urged conmittee nenbers to contact him when there
are probl ens.

HB 128-O L & GAS PRODUCTI ON TAX: EXPENDI TURES

2:15:15 PM

CO CHAI R GATTO announced that the final order of business would
be HOUSE BILL NO 128, "An Act relating to allowable |ease
expenditures for the purpose of determning the production tax
value of oil and gas for the purposes of the oil and gas
production tax; and providing for an effective date.” [ Bef ore
the commttee was CSHB 128( 0&G) . ]

The conmttee took an at-ease from2:16 p.m to 2:17 p. m
2:18:35 PM

KEVIN BANKS, Acting Director, Division of Gl & Gas, Departnent
of Natural Resources (DNR), began by relating DNR s support for
HB 128. He then turned to paragraph (19) [on page 3, lines 19-
23] of the legislation, which suggests a new category of costs
that would be elimnated from a potential deduction in
calculating the petroleum production profits tax (PPT) should
there be repair or replacenent or inproperly maintained

property.

2:20:11 PM
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CO-CHAIR GATTO asked if DNR has a definition of the term
“i nmproper."”

VR. BANKS related his understanding that John |versen,
Department of Revenue (DOR), has been working with Legislative
Legal and Research Services, hinself, and staff of the Al aska
Ol and Gas Conservation Commi ssion (AOCGCC) to develop clear
| anguage. M. Banks related his belief that this is a provision
of the petroleum production profits tax (PPT) that would not be
used very frequently. He suspected that there could be a
situation in which an auditor determnes there has been sone
kind of failure, which would indicate that there's a problem
At that point the comm ssioner of DOR, under this provision,
woul d be able to consult with DNR the Conservation Comm ssion

or the Departnent of Environnental Conservation (DEC) and ask
whet her sonething had occurred or whether the failure had
occurred due to I npr oper mai nt enance. After t hose
conversations, the conmssioner will be able to assenble an
opi nion regarding whether or not a facility had been inproperly
mai nt ai ned. At this point, the conm ssioner of DOR could take
it or leave it as he is only tasked with taking such into
consi derati on when naking a decision regardi ng whether the cost
i s deductible or not. He highlighted that DNR is now enbarki ng
on an effort, as a consequence of the events last spring and
sunmer, to create the Petroleum Systens Integrity Ofice (PSIO.
The PSIO will be responsible for collecting information
regarding how facilities owned and operated by the [state's]
| essees are being nmaintained. The PSIO will rely on the
internal controls that the operators nornmally use in scheduling
mai nt enance, various industry standards, as well as the
operators' own internal controls for maintaining equi pnent.

2:24: 47 PM

REPRESENTATIVE WLSON related her understanding that the
departnment can already do what HB 128 says.

2:25:14 PM

MR. BANKS explained that [the departnent], as the landlord, wll
be extending the oversight over operations conducted by the
| essees. The purpose of this organization is not to provide, on
a routine basis, information that's relevant to a taxing
authority of the state. He clarified that [the departnment] is
going to assure that the facilities in operation in the oil
field are being taken care of. When the comm ssioner of DOR
comes to DNR and wants to know whether or not equi pnment has been
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mai nt ai ned appropriately. Once [the PSIQ is up and running
there will be evidence to share to answer the aforenentioned
questi on. In fact, he suggested that a |essee know ng that
potentially the cost of nmaintenance activities mght not be
deducti ble under taxes may have the incentive to provide the
PSIO with information that they have properly maintained their
equi pnent . The evidence DNR may collect would serve as a
benefit to establish that the |essee or taxpayer had legitimte
costs to be deduct ed.

2:27: 05 PM

CO CHAIR GATTO asked if this requires a person on-site or wll
t he poor mai ntenance or nonmai ntenance be based on the evidence
of a leak, <corrosion, or a pipe shut down. He noted his
understanding that there can be a pipe shut down for a nunber of
reasons, none of which are inproper naintenance. Therefore, he
guestioned whether there is a test that would determ ne whether
there is proper nmaintenance, inproper nmaintenance, failure, et
cetera.

MR. BANKS responded that as part of the routine function of the

PSIO, PSIO staff will exam ne the records and docunents provided
by the lessees that illustrate the types of maintenance plans
and equi prment replacenent planning in place. The PSIO wll

verify that the lessee did what it said it would do. There wll
al so be occasional on-site inspections to ensure that equipnment
is in place that the |essees specify and neet the standard
certification expected in the various settings utilized. The
idea, he clarified, is to ensure nothing happens. M. Banks
enphasi zed that the PSIO won't pursue a problem However ,
pursuing a problem nmay be the result of a tax audit that reveals
a failure due to inproper mai nt enance. Under t hose
ci rcunst ances, the comm ssioner of DOR may request that DNR hel p
determ ne whether [the failure] was caused by an accident or
gross negligence or sonething in between, which is what
paragraph (19) attenpts to address. At that point [the PSIQ
can turn to its records and information to establish that.

2:30:11 PM

REPRESENTATI VE W LSON recalled that the PPT |egislation included
| anguage that would cover the existing situation. Ther ef or e,
she questioned whether, because of regulations, BP' s request for
a tax credit could be disallowed, if the departnent so chose.
She expressed interest in understanding what HB 128 is doing
that's different.
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VR. BANKS replied that the regulations regarding the
i npl emrentation of terms |ike inproper mai nt enance, gr oss
negl i gence, and other aspects of this particular section of the
PPT is the responsibility of DOR

2:31:55 PM

JONATHAN | VERSEN, Director, Anchorage Ofice, Tax D vision,
Department of Revenue, said that there are a nunber of
provisions in the PPT already that would be applicable to this
sort of repair costs. Al though there are a nunber of tools
under the PPT to exclude costs, HB 128 would help to clarify
whet her costs attributable to inproper naintenance can be
excluded, in the absence of gross negligence. The | egislation
before the commttee today makes it bull etproof, he opined.

2:33:20 PM

ROBERT E. M NTZ, Attorney at Law, Kirkpatrick & Lockhart Preston
Gates Ellis LLP, explained that the current law has an area
which is clear and an area that isn't. The area of existing |aw
that is clear is the exclusion of costs due to gross negligence.
However, gross negligence is a much narrower category than what
this legislation is trying to address, which is the lack of
mai nt enance or inproper mai ntenance. The unclear portion is the
general definition of |ease expenditures or deductible costs,
which are ordinary, necessary, and direct costs of exploring,
devel opi ng, or producing oil and gas deposits. He said that in
interpreting that general definition, current law directs the
departnment to review typical industry practices and standards in
the state that are reflected in the types of costs that nay be
billed under joint operating agreenents. If the departnent
reviewed this and determ ned that inproper naintenance costs are
typically disallowed by industry practice, then it would be

firmer ground to disallow them If the facts are otherw se, the
department would have to rely on the gross negligence standard.
M. Mntz specified his agreement wth M. Iversen that

legislation is appropriate if the legislature is interested in
maki ng clear that costs due to lack of nmintenance or inproper
mai nt enance shoul d be excl uded.

2:35: 29 PM
REPRESENTATI VE SEATON related his understanding that M. Mntz

is excluding the Ilease expenditure portion of +the enrolled
version of House Bill 3001 on page 28 [which was passed in
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2006] . Under that provision, there is another fallback so that
if the other producers within that |ease don't allow that those
deductions were legitimate deductions or were caused by
negligence, then the state automatically doesn't allow them as
wel | or can exclude those costs as well. Therefore, there seens
to be gross negligence and negligence as seen by the other
owners on that |ease. He questioned, "Can you tell me then, in
reference to that, where is this new standard of inproper
mai nt enance conme from our standpoint if the other owners of that
| ease don't consider that the inproper maintenance was enough to
not allow that to be deducted from the operator's costs that
they're billing them At what point does our standard of
i mproper nai ntenance conme i n?"

2:37:26 PM

MR. M NTZ stated his agreenent that if the costs were in a unit
subject to a unit operating agreenent that the departnment had
approved or acquired under [AS 43.55].165(c) or (d) and the
producers disallow the bill, it wuld be disallowed for tax
purposes as well. He then related his understanding that
Representative Seaton is proposing a situation in which HB 128
is passed, but there's a situation in which the costs are billed
under an operating agreenment and the partners don't dispute it,
they pay it. The question is whether the state would have to
allow it as a deduction, to which the answer is no because
subsections (c) and (d) specifically exclude all of the itens

listed in subsection (e). He directed attention to the lead-in
| anguage to subsection (c)(1l) on page 28 and subsection (d)(1)
on page 29 of House Bill 3001. The | anguage specifies that

| ease expenditures that are deductible are the costs that are
listed other than itens listed in (e) of the section, which is
the list of excluded itens.

2:39:16 PM

REPRESENTATI VE SEATON sai d:

That's what | was recognizing. Al of these, whether
it's the gross negligence standard or the ... strict
liability clause of 16 if there's a spill. And then
we have this third fallback that we're just talking
about in | ease expenditures. |If they're disallowed by
the other operators. ... | guess if we're talking
about standards of the industry and we're talking
about standards that are used, ... is your position

that the other owners are going to automatically roll
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over for these big high costs or you would expect them
to roll-in and pay a good percentage of these high
costs if they attribute themto negligent operation of
the unit. If that's not the case, then what we're
tal king about a whole series that is beyond what they
woul d di sallow for negligence. |Is that correct?

MR MNTZ said he wasn't sure he could predict how the other
owners are going to behave. However, he recalled that in one of
the early hearings of [House Bill 3001] a representative from
ConocoPhil li ps Al aska, Inc. (ConocoPhillips) discussed that its
corporate policy in reference to bills is to challenge bills
that they believe are due to gross negligence or the acts of an
i nprudent operator. He further recalled that the ConocoPhillips
representative said that a determination had not yet been made
as to the conpany's position related to the particular costs
related to pipeline corrosion.

2:41: 49 PM

DON BULLOCK, Attorney, Legislative Legal Counsel, Legislative
Legal and Research Servi ces, Legislative Affairs Agency,
expl ai ned that under the PPT the producers are allowed to deduct
the allowable |ease expenditures in determning their tax.
Under the 22.5 percent tax rate if there's a $1 deduction, the
state shares 22.5 cents of +the cost. In addition to the
deduction allowed in determning the anmount of the tax to be
paid, there is also a credit for certain qualified capital

expendi t ur es. The aforenentioned provides [the producers]
another 20 percent of their qualified capital expenditure. He
highlighted that to be a qualified capital expenditure, it has
to also be an allowable |ease expenditure. This bill, he

stated, presents the question of how nmuch risk the state wants
to be for certain costs. M. Bullock then turned to negligence,
and pointed out that an entity would be negligent because it
didn't do what was expected. Therefore, HB 128 requires the

commi ssioner of DOR to determne what is good oil field
practice. The legislation specifies that certain deductions for
cost wll be given, but a certain level of performance is
expect ed. How rmuch of a deviation from what's expected to be
good oil field practice will be determ ned by the comm ssioner
of DOR.

MR, BULLOCK then turned to the matter of depreciation. The PPT
has sone aspects of an income tax as it starts wth a gross
value at the point of production and the costs are allowed.
However, the [costs] are all expensed and there's no

HOUSE RES COW TTEE -17- March 21, 2007



capitalization. This neans that regular maintenance costs would
be deducted over the year as they go, but if equipnment isn't
mai nt ai ned, then there would be a disproportionate deduction to
make up. Therefore, if the cost is one that could ve been
prevented, then the question with HB 128 is whether the state is
going to share in the cost of sonething |less than what the state
finds to be an acceptabl e standard.

2:45: 23 PM

CO- CHAIR GATTO posed a scenario during which the first three
years there are normal rmaintenance costs of one, one, and one

for a total of three. He then posed a scenario in which a
conpany doesn't do maintenance until the fourth year when it's
four, which would ve been nornal. In such a situation should

the conpany be penalized for doing all of its mmintenance in
year four, or should the conpany be penalized for not doing
mai nt enance during the first three years.

MR. BULLOCK explained that it's the history of the maintenance
as well as whether the conmpany shoul d' ve done sonething in prior
years that later resulted in extraordinary cost. The [question]
is whether the company deviated from the standard of good oil
field practice. This legislation has the following two aspects:
it tells a producer what |evel of performance is expected, that
they be consistent with good oil field practice; and if the
producer doesn't [follow good oil field practices], the state
doesn't want to share in costs that coul d ve been avoi ded.

2:46: 33 PM

CO CHAI R GATTO posed a situation in which in year four a conpany
only has an expense of three, and asked whether the conpanies
should be rewarded for delaying naintenance to year four or
shoul d they be penalized for not doing one, one, and one.

MR. BULLOCK said, "You do that in the forns already in the bil
[by] giving credit for devel opnent of new equi pnent. That is
sonething you can consider." The narrow scope of HB 128
addresses the level of operation that's expected for the state
to share the cost.

2:47: 14 PM
REPRESENTATI VE SEATON conmmented that he is unclear wth regard

to the standard for |ife expectancy of sonething. He posed a
situation in which sonmething has a |life expectancy of 20 years,
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but in the 22nd year it breaks and causes the pipeline to be
shut down. In such a situation, when does the anount of
mai nt enance and sonething's wuseful life conme into play wth
regard to inproper nmaintenance and subparagraphs (B) and (C) in
relation to a partial or conplete shutdown.

MR. BULLOCK opined that the aforementioned is why the bil
sponsor asked the conm ssioner of DOR to determ ne the expected
st andar d. Still, it's logical to assune that toward the end of
the useful life of property, it would require nore maintenance.
He nmentioned the notion of normal wear and tear versus unusua
wear and tear. He reminded the commttee that it's a matter of
what good oil field practice requires after [the useful |ife of
an iten. One option is to insert presunption specifying clear
exanpl es of what should be done. He recalled that during the
hearings in the House Special Conmttee on Ol and Gas, how
often the inspection pigs were utilized was nentioned. As a
policy, certain inspections could be required in addition to
good oil field practice.

2:49: 33 PM

CO CHAIR GATTO read lines 19-23 on page 3, and opined it's an
al nost inpossible standard to neet. He asked if there's any way
to get to an easy standard.

MR. BULLOCK said that the commttee is facing whether this is a
high standard or nerely the expected standard. The state is
sharing in the costs through these deductions and credits.
Therefore, it's a policy determination as to how nuch [|atitude

the commttee wants to allow He pointed out that AS
43.55.165(a) discusses ordinary and necessary costs. The
aforenentioned is the rule of thunb. Subsection (e) being
anended by HB 128 is where the |egislature decides how much risk
the state will take and what costs will be shared as well as for
whi ch expenditures, through |eases expenditures and qualified
capital expenditures, a credit will be allowed.

2:52:12 PM

CO CHAIR GATTO recalled that the $.30 was inserted for a
speci fic mai ntenance reason. He asked if it would ve helped to
have never had that $.30 cents or should it be higher.

MR. BULLOCK replied that there may be different reasons to have

the $.30. One of the ironies of the [$.30 provision] is that if
there are malfunctions and declining production and the vol une
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decr eased, the $.30 times the Ilower volune broadens the
deduction that can be taken as it |lowers the threshol d.

2:53:19 PM

REPRESENTATI VE SEATON expressed concern that nost all of the
standards are fairly firm save this one. "The industry,” he
opined, "is going to have a very hard tine pinning down what
proactively is going to be determned in retrospect if sonething
happens ... to have been inproper naintenance."” He further
opined that this standard will depend nore on whether the state
is running a surplus or deficit in the budget. The earlier
suggestion of including sone presunptions mght help, he

coment ed. He then turned attention to the |anguage on page 3,
line 19, where it says, "costs or that portion of the costs" and
recalled that one of the conm ssioners that would be deciding
that didn't seemto know what that standard is.

2:55:12 PM
CO CHAI R GATTO announced that this Friday at 1:00, the commttee
will accept testinony on what constitutes proper oil field
practices.

[HB 128 was hel d over.]
2:55:50 PM
ADJ OQURNMVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 2:55 p. m
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