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ACTI ON NARRATI VE

COCHAIR CARL GATTO called the House Resources Standing
Commttee neeting to order at 1:31:05 PM Represent ati ves
Gatto, Johnson, Fairclough, WIson, Seaton, Roses, QCuttenberg,
and Edgnon were present at the call to order. Also present were
Representatives Coghill, Dahlstrom Guenberg, Johansen, Kelly,
Lynn, and Sal non.

HB2001- O L & GAS TAX AVENDMENTS

1: 31: 42 PM

CO CHAIR GATTO 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 imrediate supervisors;
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establishing an oil and gas tax credit fund and authorizing
paynent 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 anendnments; and providing for an
effective date."

1:32:53 PM

CO- CHAIR JOHNSON moved to adopt CSHB 2001(C&5, Version L, as
the working docunent. There being no objection, it was so
or der ed.

1:33:30 PM

CO- CHAIR GATTO announced that M. Bullock would explain the
changes incorporated in CSHB 2001( Q&G .

DON BULLOCK, Attorney, Legislative Legal Counsel, Legislative
Legal and Research Services, Legislative Affairs Agency, Al aska
State Legislature, began by clarifying that he is not present to
advocate any particular position on the |egislation. As
drafted, the legislation is enforceable if it were enacted in
its current form M. Bullock opined that it's helpful to step
back and review how the petrol eum production profits tax (PPT)
works. The tax is on the production of oil and gas, which is an
activity that is subject to tax under AS 43.55. Wthin that
statute there is the tax rate, which is proposed to be increased
from 22.5 percent to 25 percent in Alaska's Clear and Equitable

Share (ACES) [HB 2001]. Furthernore, there's a progressive
aspect to the PPT, which is based on the taxable value, the
gross value mnus the allowable |ease expenditures. A new

approach to progressivity is included in CSHB 2001(0C&35, which
is based on the gross value at the point of production. He then
expl ai ned that one nust also review what is taxable. VWhat is
t axabl e under PPT remains under ACES [HB 2001], the gross val ue
at the point of production mnus the allowable |ease
expenditures, except for the way in which the new progressivity
tax would work. After the determination of the gross value
m nus | ease expenditures, the tax value for PPT purposes is
determined and then the tax rate applies to that, which
continues to be 22.5 percent.

1: 35: 56 PM

CO CHAIR GATTO inquired as to where that barrel of oil is at the
poi nt of production.
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MR. BULLOCK specified that in the case of the North Slope, the
point of production is on the North Slope, Punp Station 1 or
t her eabout s. He explained that value is derived by |ooking at
the sale price of the oil at the ultimte point of sale and then
the tanker <costs back to Valdez are subtracted as is the
pipeline tariff. Therefore, the gross value at the point of
production values the oil at the sale price mnus the cost to
get it there. The aforenentioned was the basis of the tax prior
to the enactnment of the PPT and is the basis for the new
progressivity tax proposed in HB 2001.

1: 36: 56 PM

MR. BULLOCK continued by explaining that one nust determ ne the
taxabl e amobunt and then apply the tax rate, which is the gross
tax liability. Agai nst that anount of revenue, there can be
credits; different investnent expenditures will be recognized as
a credit and they have to be authorized |ease expenditures.
This legislation doesn't nmake many changes to the credit
provi sions. The taxpayer then files a return to the Departnent
of Revenue (DOR), which then begins its audit process to verify
the infornmation. This legislation includes additional tools to
help DOR determ ne the proper anmount of tax. At the sanme tine,
some of that information may be helpful to the departnent
regar di ng whet her any changes in the tax should be recomended.

1: 38: 03 PM

JERRY BURNETT, Legislative Liaison; Director, Admnistrative
Services Division, Departnent of Revenue (DOR), highlighted that
all of these barrels are reduced by the royalty percentage that
the state takes or the federal |andholder takes. Ther ef or e,
it's the gross value of the taxable oil, not all of the oil at
t he poi nt of production.

MR. BULLOCK commented that royalty is interesting to conpare to
the tax because it is generally taken free of the cost of
production. Royalty is a contractual obligation as opposed to a
tax obligation. He pointed out that the state has sone
experience with net profit share leases in which the state
received royalty as a percentage of what was left after the
costs were deducted. There have only been a few such | eases, he
not ed.

1: 39: 12 PM
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MR. BULLOCK then turned to the particulars of [CSHB 2001((0&G,
which offers a new progressive tax based on the gross value at

the point of production. The current progressivity, which is
based on a dollar amount and the production tax value of oil and
gas, is repealed in Section 38. The new progressivity is in

Section 18 on page 13 where it adds a new subsection to AS
43.55.011. Under [CSHB 2001(Q&G, progressivity is based on the
gross value at the point of production of the taxable oil and
gas. The tax, he explained, has a nomnal tax rate of .225,
which is then nultiplied by the total gross value at the point
of production of the taxable oil and gas. Then the value of the
t axabl e production is divided by the volunme of production, which
is effectively the gross value at the point of production per
British thermal unit (BTU) equival ent barrel.

1:41: 21 PM

MR. BULLOCK, in response to Co-Chair Gatto, specified that the
tax is calculated on a nonthly basis. Therefore, if the gross
value at the point of production for the nonth averages nore
than $50 per BTU equivalent barrel, then this tax is triggered

and calculated for that nonth. Utimately, for the year it's
added together and becones part of the tax liability for the
year.

1:42:08 PM

REPRESENTATI VE SEATON asked if the tax is a nonthly tax or an
annual tax.

MR. BURNETT explained that the tax is [calculated] on an annua
basis, while the progressivity addition to the tax is cal cul ated
on a nmonthly basis under CSHB 2001(0&5 . The tax is payable in
monthly installnments, but there is an annual true-up on the
anount of total tax for each producer.

MR. BULLOCK said that it's inportant to note that the trigger is
$50 and the calculation is against the full value at the point

of production of all the taxable oil and gas. Therefore, the
$50 is only a factor in the following tw instances: "First of
all, whether for that nonth, you do the calculation at all. | f

it's less than $50, you don't do it for that nonth. And also as
a basis for determining what that nmultiplier is that multiplies
the .225 times the gross value at the point of production for
the tax for oil and gas.” M. Bullock then pointed out that
Sections 14, 16, 17, 19, and 20 are conform ng anmendnments maki ng
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reference to the new subsection (0) and to delete references to
the former progressivity tax in AS 43.55.011(9).

1: 44: 05 PM

REPRESENTATI VE ROSES surm sed that M. Bullock said that on the
progressivity factor, the .225 is nultiplied times the gross
val ue. However, he also recalled that M. Bullock said that the
225 is multiplied tinmes the value of the oil.

VR. BULLOCK replied no, and clarified that it's [.225]
multiplied by the total gross value at the point of production
of all the oil and gas.

1:44: 42 PM

REPRESENTATI VE ROSES referred to page 13 [subsection (o) in CSHB
2001(C&G ], and opined that it speaks to the difference between
the quotient and the $50. Therefore, it appears to be
subtracting $50. He requested an expl anati on of the | anguage.

MR. BULLOCK said to forget the $51 for a minute and suggested
|l ooking at all the oil and gas that is taxable and was produced
in a nonth, which has a val ue. He said that one could start
with the value per barrel and multiply it by production and
that's the nunber you would get. M. Bullock expl ai ned:

Back to your $51, if the BTU equivalent was $51, then
it'd be the quantity times the $51. So whatever the
total gross value at the point of production, the
total of all the oil and gas that's taxable that was
produced that nonth, you take that value and you
multiply it by .225. ... SO you get a nunber that's
.225 times gross value at the point of production,
it's a small fraction .... The next thing you do
is you ... figure out sonething simlar to your $51.
You figure out how that ... total gross value at the
point of production relates to a per barrel basis.
And so, you divide that big nunber, that value of
everything that's taxable that was produced, and you
divide it by the quantity that was produced so you get
an anount, so many dollars per BTU equival ent barrel
So, ... say that it comes out to $70, and you subtract
the $70 from the $50, there's l|language in here that
says you don't subtract the dollars to dollars because
you'd then be multiplying dollars by dollars .... So,
you take the $20 and ... you nmultiply, effectively,
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that $20 tinmes the .225 so you cone up with a new
fraction that's then applied to the total gross val ue
of the taxable oil and gas. And then that's the
anount of the progressive tax. So, as the tax
increases, that .225 is going to be a higher and
hi gher nunber as the value of the taxable oil and gas
ri ses above $50. And there's limts in here, too,

that says ... whatever it is it's not going to exceed
25 percent. ... 1In the assurance provision in here,
we say that it won't be below zero. Al ready, you
woul dn't calculate the tax under this section, if the
value is $50 or |ess because there's no tax. It also
says you don't calculate it if it's lower, there's no
credit that's generated by low gross value at the
poi nt of production for that nonth. So, you have a
rate that applied to all the value and then it's
multiplied by another nunber that's based on the
di fference between the actual gross value at the point
of production for that nonth at $50.

1: 48: 10 PM

MR.  BULLOCK, in further response to Representative Roses,
explained that .225 is nmultiplied tines the gross value at the
poi nt of production tinmes 20, in the case of 70. He specified:

So, it's .225 tines x times y, and y is the difference
between the per barrel gross value at the point of
production and $50.

MR, BULLOCK stated that it's a progressive tax based on the
gross value at the point of production. The tax increased as
the gross value at the point of production. Therefore, the rate
under ACES is different than under the current law, and it's
also applied to a larger nunber under ACES because the current
progressivity is just applicable to the production tax val ue,
which is gross value mnus the | ease expenditures.

1: 50: 18 PM

REPRESENTATI VE GUTTENBERG asked if the progressivity calculation
is standard or are there other ways in which to do the
calculation that arrive at a simlar place.

MR. BULLCCK confirmed that this is just one option in which the

tax increases by the difference between the value of the oil and
gas produced conpared to $50.
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REPRESENTATI VE GUTTENBERG asked if, in the end, [other nethods]
arrive at the sane pl ace.

MR. BULLOCK answered that it depends. In further response to
Representative Cuttenberg, M. Bullock noted that in the past
there have been different tax rates that were applicable to
di fferent ranges. Under the fornmer law, there were different
tax breaks; 12.5 percent of the gross value at the point of
production for the first five years and then it increased to 15

[ percent]. There are a nunber of options and it cones down to
the policy decision as to what the legislature wants to
encourage through credits or tax reductions and what 1is

determned to be the fairest neasure of what the tax shoul d be.
1:52: 27 PM

MR. BURNETT pointed out that the nmethod [in CSHB 2001(O&35)] is a
different nmethod than what was in the original bill [HB 2001].
The nmethod proposed provides a snooth function and the sane
progressivity for all taxpayers regardless of the taxpayers

costs and circunstances whereas the net progressivity provides a
different tax rate for each taxpayer, depending upon their
costs. He nmentioned that a tax table in which there are
different rates at different prices could be used.

1:53:14 PM

REPRESENTATI VE GUTTENBERG recalled that early on in the House
Speci al Commttee on GOl and Gas hearings there was a
calculation [that resulted] in nore than one tangent on a
progressivity chart. Wthout changing the nunber <could a

tangent |ine be achieved by changing the cal cul ati on, he asked.

MR. BULLOCK pointed out that the other tax aspect in this bill
[CSHB 2001(0O&G)] is a tax cap on new gas production outside of
the Cook Inlet sedinentary basin and no part of which is north
of 68 degrees North |atitude. The aforenentioned applies only
to production from | eases or properties that first produced gas
after the end of this year.

CO- CHAIR GATTO interjected that 68 degrees is the North Sl ope.

MR. BULLOCK specified that it's the nountain range in the area.
That division line is the same as what's in the PPT.

1:54:10 PM
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REPRESENTATI VE GUTTENBERG recal |l ed that CSHB 2001(0&G5 incl udes
a provision that discusses everything south of 64 degrees,
referring to Nenana Basin. “"What |'m wondering," he asked, "is
if it's a different nunber, do you leave a ring around the state
of a gap where there's nothing dealt wth?"

MR. BULLOCK reiterated that the reference to 68 degrees is
consistent with the tax law while the 64 degrees addresses a
different subject area that isn't related to the tax. In
further response to Representative GQuttenberg, M. Bullock
related his belief that the provision in CSHB 2001(0&35 that
addressed the Nenana Basin al so used the 68 degrees.

1:55:15 PM

MR. BULLOCK then turned to the expenditures for which there were
some adjustments in AS 43.55. 165. There are some changes in
Section 32, AS 43.55.165(a), and Section 33, AS 43.55165(e). He
explained that AS 43.55.165(a) provides guidance for DOR to
identify |ease expenditures that may be allowed. He then
pointed out that AS 43.55.165(c) and (d) were repeal ed. The
repeal ed sections had to do with what was happening in the unit
and the agreenent regarding cost sharing between the operator
and the working interest owners as well as what was being paid
by the working interest owners. Under the new AS 43.55.165(a),
DOR has the discretion to review whatever it wants and consider
it in determining which |ease expenditures are authorized. M .
Bul | ock opined that the aforenmentioned provides nore flexibility
to "cone up with the best information.™

MR. BULLOCK noted that these changes on expenditures in Sections
32 and 33 go back to the beginning of the PPT. Section 33
i ncludes sonething simlar to SB 80 and HB 128, which addresses
costs related to equipnment that may not have been properly
mai ntai ned and resulted in cost effects. He then highlighted
that Section 33(e) disallows |ease expenditures that relate to
breaking the law or violating a | ease provision and expenditures

for dismantlenent, renoval, surrender, and abandonnent. Section
33(e)(19) is a new provision that relates to the corrosion
i ssue. He opined that the aforenentioned provision is hel pful
from an audit standpoint because it reviews an event as the
basis for reviewing the expenditures. Once that event is
identified, the auditors can review the circunstances of the
need for the repair. If the requirenents specified aren't net,

the exercise of due care in operating and nmintaining the
facility, then the costs for that repair would be disallowed
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under [AS 43.55.165(e)(19)]. However, as was the case with HB
128, one of the difficulties was to identify the standard of
care that's expected from an operator in the field. This bill
[CSHB 2001(0&G)] uses the standard of exercising "due care" in
operating and maintaining the facility.

1: 59: 09 PM

MR. BULLOCK recalled that there have al so been sonme discussions
regardi ng negligence. However, negligence [can't be defined]
until the expected behavior is defined. Gross negligence
continues to be disallowed as under current |aw. As far as
sinple negligence, [AS 43.55.165(e)(19)] specifies that if a
conpany failed to exercise due care that resulted in harmto the
state, in the form of low production or extraordinary costs,
those costs won't be all owed. He characterized it as a policy
decision in this area. Again, anytime a deduction is given for
an expenditure or credit, there's the decision as to whether the
state will share the cost or otherwi se reduce the tax liability.
The issue, then, is what standard of care an entity devel oping
oil in this state is expected to neet. This provision
establ i shes the standard of due care. As an aside, the recent
settlement with BP is witten in the ternms of negligent; it may
rise to the level of gross negligence or it may not. Under the
current PPT gross negligence isn't allowed while sinple
negligence would be an allowable |ease expenditure wthout a
provi sion such as proposed in [CSHB 2001( Q&G ] .

2:00:56 PM

REPRESENTATI VE ROSES recalled that the plead was for crimna
negli gence, and therefore he requested that M. Bullock parlay
that into this discussion.

MR. BULLOCK said that there's often simlar penalties, even in
the tax area. There are civil penalties for negligence as well
as crimnal penalties for negligence and fraud. He said that he
didn't know the particular elenments of the negligence in the
crimnal case. However, the statute the settlenent was based on
also generally refers to negligence and thus, he opined, the
guestion is still open as to whether it rose to gross
negl i gence.

2:01: 43 PM

REPRESENTATI VE ROSES opined that it appears that in this
particular situation the standards are being defined after the
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act has occurred. He inquired as to how soneone is held
accountabl e wunder negligence, gross negligence, or crimnal
negl i gence when the term nol ogy hasn't been defined prior.

MR, BULLOCK said what should be defined is what is expected.

Common law will define what expected behavior is. If the
expected behavior is what a "reasonable, prudent person” would
do, then there hasn't been negligence. However, if that

standard isn't reached and harm results, then there's a |egal
conclusion that the action constituted negligence and thus there
woul d be liability to follow

2:02:36 PM

REPRESENTATI VE ROSES expressed concern with the defensibility of
determ ning whether an action is sinple or gross negligence if
the conditions of retroactivity are determned to be prior to
t he action.

MR. BULLOCK said that part of what Representative Roses is
guestioning is whether it's constitutional to apply the
provi sion retroactively. He offered his opinion, that it is
constitutional to apply this change retroactively. The standard
is generally that the first legislative session following the
first filing of a return is the time when changes can be nade
that are retroactive; after that time, there would be an issue
as to whether that woul d be all owed.

2:03:41 PM

REPRESENTATI VE SEATON conpared [paragraph] 19 to the addition of
t he | anguage on page 26, line 14. |If there's a plea of crimnal
negligence in the [BP case], then there seens to be a violation
of law If that's the <case, isn't that covered in the
addi ti onal |anguage in [paragraph] 6, he asked.

MR. BULLOCK pointed out that [paragraph] 6 refers to the
existing |aw "costs arising from fraud, wlful msconduct,
[ OR] gross negligence" and then refers to " violation of |aw, or
failure to conply with an obligation under a |ease, pernmt, or
license issued by the state or federal governnent”, which is new
| anguage. One interpretation of this paragraph is that it would
apply to the costs that arose from the violation of the |aw,
which would be penalties, other fines, or other dollar anounts
that relate to the violation itself, as opposed to repairing the
equi pnent that went bad, which is addressed in [paragraph] 19.
M. Bullock clarified that the aforementioned is just the
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literal reading of this "and I'm not sure, this ... was offered

by the admnistration and | don't know whether they had an
interpretation that would reach the repairs that were required
froman accident that also resulted in a violation of law" The

settlenment with BP specifically says that BP can't deduct the
penalty costs it's paying under the settlenent and that BP can't
say other donations constituting conmunity service are just
regular comunity service because they're related to the
settlenment of the crimnal charge.

2: 06: 02 PM

REPRESENTATI VE SEATON suggested obtaining a witten statenent
from the admnistration as to how broad violation of law is

because [paragraph] 19 is very problemtic. For instance, what
woul d be considered a schedul ed shutdown versus an unschedul ed
shut down. If the |anguage could be nade broad enough, then al

of the unintended consequences can be avoided with regard to
unschedul ed interruptions as nentioned in [paragraph] 19.

2:06: 58 PM

MR. BURNETT, in response to Co-Chair Gatto, related his
understanding that the departnment would be adopting regul ations
that would specifically define what is neant by "unschedul ed”
with a tinmefrane.

CO-CHAIR GATTO, noting that the legislation is before the
committee, questioned whether it's preferable to strike the term
"unschedul ed". He expressed concern that once the termis used
in legislation, it may supersede any regul ations.

MR.  BURNETT comented that regulations have to conform to
statute. He said that he would discuss the suggestion with the
Departnment of Law (DOL) and let the commttee know He
menti oned that he would also do so for Representative Seaton's
guesti ons.

2:08: 13 PM

REPRESENTATI VE GUTTENBERG inquired as to who nmkes the
determ nation of failure to conply under a | ease.

MR. BULLOCK responded that the first person who nmakes that

decision is the taxpayer, then the auditor l|looks at it and
applies the departnent's standards, probably in conjunction with
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DOL's standards. The determ nation of what expenses are all owed
occurs during the audit process.

2:09:15 PM

REPRESENTATI VE GUTTENBERG inquired as to the timefrane from the
time that the tax is filed and the auditor conpleting an audit.

MR. BULLOCK specified that under current law it's three years
after the return is filed. Under CSHB 2001(0&G5, that's
extended to six years.

REPRESENTATI VE GUTTENBERG inquired as to the average tine to
conplete an audit.

MR. BURNETT inforned the commttee that none of the tax returns
under the current |aw have been fully audited. Hi storically,
audits for production tax have taken two to three years.

2:10: 04 PM

CO-CHAIR GATTO inquired as to how a discrepancy is resolved
under current | aw.

MR. BURNETT explained that normally in the course of an audit,

the auditor will find exceptions and work with the taxpayer to
resol ve those. If the exceptions can't be resolved, an
assessnment will be filed by the departnent. At that point, it's

the taxpayer's responsibility to prove that the assessnment isn't
appropri at e.

2:10: 54 PM

CO CHAIR GATTO posed a scenario in which there are too few
auditors and a four-year-old assessnent is discovered.

MR. BURNETT clarified that if nothing was found in the first

three years, the taxpayer would be free and clear. Therefore

extending it to six years would provide additional tinme to the
state. He noted that wunder current law, auditors often work
with the taxpayer and extend the tinme of the audit. Wthout an
extension there's a |jeopardy assessnent, which is when the
audi tor doesn't know what the assessnent anount will be so the

auditor estimates the maximum anmount it mght be and works
backwar ds.
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CO CHAI R GATTO asked if extending it to six years is endorsed by
the adm nistration and the taxpayer.

MR. BURNETT said that he couldn't speak to whether taxpayers
i ke that extension or not.

2:12: 07 PM

CO- CHAIR JOHNSON inquired as to who determ nes whether due care
was used.

MR. BURNETT responded that an auditor would look at the
departnment's regul ations, which would be so promul gated under
this bill, and which would define what to | ook at for due care.

2:13: 01 PM

COCHAIR JOHNSON surm sed t hat this is t hen sonmewhat
di scretionary.

MR. BURNETT responded that he did not think it would be

di scretionary. It would have to be in accordance with the
regulations as to what constitutes due care and industry
practices. At this point, however, there is not a regulation

that he can show to the commttee.

MR. BULLOCK said one type of thing an auditor would look at is
what woul d have been the reasonabl e expectation for maintaining
a particular field, such as how often to run an inspection or
cleaning pig. However, conparisons for what constitutes
standard nai ntenance cannot be with just any field, they nust be
with simlar fields with simlar oil because characteristics of
the oil can affect corrosion. Thus, a cost would be disallowed
only if the conpany did not follow what is considered the norm
for that particular type of field. He said it goes back to how
much soneone is expected to do to prevent a problem

2:14:18 PM

CO- CHAIR JOHNSON conmented that this goes back to previous
di scussions by the commttee and the difficulty it had in trying
to find the specifics as to what constitutes "good oil field
practices". He urged that DOR be very specific in witing the
regul ations because they wll be nore inportant than the
deci sions made by the |egislature. He said that very specific
gui delines and regulations are sonething he will be |ooking at
very cl osely.

HOUSE RES COW TTEE -15- Oct ober 29, 2007



2:16:10 PM

REPRESENTATI VE ROSES followed up on extending the auditing
process from three years to six years. He reviewed M.
Burnett's previous statenents that, currently, it is not
uncommon for an auditor and the taxpayer to negotiate an
extension and that the jeopardy standard is inposed if DOR is
unabl e to negotiate an extension. He asked how often a jeopardy
situation has occurred.

MR. BURNETT said he would get back to the commttee with that
i nformati on.

REPRESENTATI VE ROSES stated that he did not want to extend the
anount of tinme if the jeopardy issue has not cone up very often.

2:17:30 PM

MR, BULLOCK explained that there are things outside the control
of the auditors that affect when they can get the information

for making the assessnent. One exanple is that the PPT has
opened up the issue of expenditures in the field and those are
subject to audits by the Internal Revenue Service (IRS). In
sonme cases, he said, the IRS will get an extension of its
statute of limtations, resulting in a change to the Al aska tax
liability. Pipeline tariff is a factor in determning gross
value at the point of production. A retroactive adjustnent to
the tariff affects the value of oil and gas produced on the

slope and, in turn, affects Alaska's tax liability. Taxpayer s
are required to notify the state when these types of changes are
made, he said. An argunent in favor of extending the period to
six nmonths, he continued, is that you wouldn't have to keep
opening up the statute of limtations. Therefore, it may be a
reasonable period to get everything settled so that at the end
of six years it is possible to say what the liability is.

2:18:45 PM

REPRESENTATI VE ROSES asked whether M. Bullock is saying that
the three years are not the issue; rather, the issue is that
not hi ng can be done until these other determ nations are made.

MR. BULLOCK said right. There may also be determ nations nade

outside of the scope of what the auditor is |looking at or can
do.
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MR. BURNETT, in response to Representative Roses reiterating his
previ ous questions, said that he would get information to the
commttee about how often the jeopardy issue has occurred. He
stated that since PPT was enacted only 14 nonths ago, DOR has
not yet gotten through an audit.

2:19:26 PM

CO CHAIR GATTO related that when the Federal Energy Regul atory
Comm ssion (FERC) investigated the pipeline tariff it took six
years for the agency to determne that an excessive tariff had
been charged. He asked whether, in a case like this, the excess
charges woul d be forgiven because of the three-year limtation.

MR. BULLOCK responded that it could happen, but there is the
expectation that people would be reasonable and fair.

MR. BURNETT agreed with M. Bull ock
2:20: 34 PM

MR. BULLOCK pointed out that there is a statute of limtations
that is applicable to state clains or civil actions in court,
and this is a six-year period of Ilimtation. There are sone
things that the state benefits from he said, because the state
is not just the DOR or the legislature, it is the public. So,
in responding to a civil action or court case, the state has a
| onger period of time to answer a conplaint so that it doesn't
suffer default judgnent. There is sonme flexibility to allow the
government to protect the interests of Al askans. This is the
factor that the commttee nust | ook at when deciding what is an
appropriate anmount of time to determne the actual tax that is
due.

2:21:12 PM

CO CHAI R GATTO asked whether the clock starts when the chall enge
is filed or when the chall enge is resol ved.

MR. BURNETT answered that the statute of limtations for the tax
woul d generally start when the tax is due and filed, so it would
be three years fromthe annual March 31 deadli ne.

2:21:39 PM

REPRESENTATI VE W LSON understood that there is a manual for oi
industry standards that the industry itself goes by and,
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therefore, there is sonething for neasuring what is considered a
normal and accept abl e standard.

MR. BULLOCK responded that this is the ["Manual of Gl and Gas
Terms: Annot ated Manual of Legal, Engineering, and Tax Wrds and
Phrases" by WIlians, Meyers, Mrtin, and Kraner] and that he

thought the term that was in there was "good oil field
practice". He explained that one reason it doesn't cone up, and
why it can't be said to be relevant, is because governnents
generally don't get involved with |ease expenditures. He gave

t he exanpl e of royalties:

In other states it mght be the farnmer that owns oi
under the ground, a traditional property interest you
own from the surface to the center of the earth. The

state owns the oil and gas reserves, but since our
royalty has always been free of expenditures, we don't
know what |ease expenditures are, we never (et
involved in it. And...the Internal Revenue Service in
figuring incone tax - the state does not audit those
expenses, the Internal Revenue Service does - and they
determine the tax liability for a multi-state or

mul ti-national corporation and then Alaska gets an
apportioned amount based on the volune of production
in the state, what the tariffs are, property
i nvestment, and other information. So, the state has
no history of |ooking at these expenses, and other
states don't because it is a can of worns. But ,
that's a policy decision that...has already been nade.
But, it...creates a problem when you get into |ease
expendi tures as what reasonabl e expenditures are.

2:23:43 PM
MR. BURNETT added t hat:

Al aska's petroleum production tax - we call it a net
tax - it is actually a tax on the gross nargin on
production, gross profit level. Unlike inconme tax, we
don't have the sane expenditure rules you would have
for a corporate income tax. Not all of the costs that
a conpany would normally deduct on a corporate inconme
tax, even if we had a non-apportioned state incomne
tax, would be the sanme ones that are deductible as
| ease expenditures. So there can be a nunber of costs
in the state that an oil conpany has while they are
pr oduci ng oi | t hat are not deducti bl e | ease
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expendi t ur es. And it is our mssion here to define
what those are and to make it clear.

2:24:34 PM

MR. BULLOCK further explained that other sources of information
as to what constitutes "good oil field practices"” usually cone
up in the context of environnental l|law and that these sources
were discussed in terns of HB 128. On the tax side, however,
there just is nothing out there.

2:25:26 PM

REPRESENTATI VE SEATON i nqui red whether the state is again in the
situation of adopting a standard of exercise of due care or
foresight for which there is not a judicial qualification or
definition.

MR. BULLOCK said he did not know because it is the
adm ni stration's | anguage.

MR. BURNETT said he will have a DOR attorney get back to the
committee in this regard. In response to Co-Chair Gatto, he
said the conmmttee would receive this information today or
t onor r ow.

2:26:53 PM

COCHAIR JOHNSON stressed that it is inperative for the
commttee to receive requested information quickly. He said he
will be providing a witten |ist of requests, not only fromthe
House Resources Standing Committee, but also for information
requested, but not received, by the House Special Conmttee on
Ol and Gas.

MR. BURNETT, in response to Co-Chairs Johnson and Gatto, said
that Ms. Davis or Conmissioner Glvin nmight be able to answer
the [standard of due care] question later in the hearing but, if
not, he wll get soneone else to do so.

2:28: 34 PM
REPRESENTATI VE EDGMON returned to the issue of auditors, and
asked what is the possibility that the work |load of an auditor

m ght be significantly nmore in the future than what is currently
anti ci pat ed.
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MR. BURNETT answered that there is no intention for needing a
ot nore auditors than there are today. He recalled that there
are currently 6 or 7 vacancies within the 17 positions for audit
staff. The legislation includes |anguage that would allow
auditors to be paid nore. The departnment is intending to
contract with a firmto obtain the help necessary for conpleting
the first and second years' audits and the fiscal note includes
a funding request for this purpose. In further response to
Representative Edgnon, M. Burnett said that the departnent has
been working on this for over a year now and has quite a bit of
know edge about where the departnent is heading.

2:30:43 PM

CO CHAIR GATTO asked whether the contracts will be made wth
auditing firnms that specialize in oil and gas auditing.

MR. BURNETT said the intent is to find a firm specializing in
oi | and gas conpany auditi ng.

2:31:21 PM

MR. BULLOCK noted that the other disallowed | ease expenditure is
listed in Section 33, [paragraph 20], of the bill: "costs
incurred to construct, acquire, or operate a refinery or crude
oil topping plant". He explained that a topping plant is
somewhat |like a still; it is used to renpove hydrocarbons to
procure diesel oil. He understood that the process is done at
some of the fuel stations. In response to a question from Co-

Chair CGatto, he offered his understanding that it is the first
four punp stations that have a supply of natural gas.

CO CHAI R GATTO surm sed that the amobunt of gas available in the
product going down the line has been exhausted, so there would
have to be a shift to different power sources.

MR. BULLOCK answered he did not know and that there are probably
i ssues related to pipe size and demand to be consi dered.

MR. BURNETT explained that a crude oil topping plant is an
expensive plant that produces a product that is comercially
avai l able from other sources. The admnistration does not
consider a topping plant to be a |ease expenditure because
building a small refinery for a fuel supply is not sonething
that is required by the |ease. "There are other issues
surrounding that," he added, "and so this is a topic that has
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had sone discussion in other commttees as to whether it's in
the best interest of the state to do it this way or not."

2:33: 02 PM

CO CHAI R GATTO asked if buying the product from Fairbanks woul d
be considered a | ease expenditure.

MR BURNETT answered that purchasing the product from a
commercial vendor would be considered an operating expense. He
cont i nued:

The difference is if you build the refinery on site,
and you consider it a |lease expenditure, it wuld be a
capital expense, which would be a deduction, and it
would qualify for <capital credits. So, the state
woul d be participating in a nmuch larger portion of the
cost upfront.

2:33: 36 PM

REPRESENTATI VE SEATON asked if a plant built "on the |ease
itself" woul d escape production tax and royalti es.

MR. BULLOCK replied that he did not believe it would. He
explained that there are separate provisions that describe when
oil and gas are considered as produced. He added, "I expect

that it would be considered produced.™

MR. BURNETT said he believed that is true.
2:34:16 PM

CO CHAI R GATTO sai d:

But he nmakes a point that it's already produced when

it shows up as crude. If we then take the crude and
produce another thing, would that be double taxation
t hen?

MR. BULLOCK responded that refined products are not subject to
the production tax. He said, "So, if it's oil and crude oil
and it's natural gas that's produced, it's subject to the tax."

MR. BURNETT suggested a better way to look at it is that the

producer is selling a certain amount of its production to itself
for use on site,.

HOUSE RES COW TTEE -21- Oct ober 29, 2007



2:34:52 PM

REPRESENTATI VE SEATON offered his understanding that any
produced product sold off the lease hold to soneone else is
established at a value and taxed, while any product used on the
| ease hold itself "does not have that." He requested that the
committee be provided with a better definition from someone who
is nore certain of the answer.

MR. BURNETT replied, "Certainly."
2:35: 27 PM

MR. BULLOCK continued his review of CSHB 2001( Q&G . He noted
that there is only one change related to tax credits, and it has
to do with transitional investnent expenditures (TIE). There is
a change that is retroactive to the start of the PPT. \Wen PPT
was enacted, it allowed taxpayers to |ook back to certain
expenditures they nade in the previous five years, between Mrch
31, 2001, and April 1, 2006. He said that CSHB 2001(C&G
changes the five years to three years.

CO CHAI R GATTO nenti oned a cl aw back provision

MR. BURNETT said the original governor's bill [HB 2001]
elimnated the TIE credit provision entirely, but that CSHB
2001(C&G reinstated the TIE provision at three years instead of
five years. He said there is a sunset of January 1, 2008.
Under the original governor's bill, sone conpanies wll have
taken advantage of the TIE credits; but there are conpanies that
made expenditures and had no production to use against those
expenditures, thus these conpanies wuld be wunable to take
advant age of sone of those TIE credits.

MR. BULLOCK noted that that credit provision is in Section 24 of
the bill and it is an anendnment to AS 43.55.023(i).

2:37:45 PM

MR. BULLOCK said that after the credits, the taxpayer knows what
must be paid and files a return. Then it is tinme for review to
determine how the returns and paynents line up with the |aw
The bill has changes that will help expand the information that
[ DOR] has avail able. Furthernore, it gives [DOR] nore tine.
The expansion from the three-year statute of limtation period
for making assessnents is in AS 43.55.075, and is shown in
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Section 29 of the bill. Section 13, he noted, anends the
current statute of limtations that recognizes an exception for
the six-year period in the new section.

2:38:41 PM

MR. BULLOCK stated that the bill will allow [DOR] new auditors
that would be in exenpt service. Section 9, he said, nakes oi
and gas tax auditors and oil and gas royalty auditors in the
Department of Natural Resources (DNR) exenpt enployees. Section
40 provides transition |anguage that allows auditors that are
currently enployed by the departnent to opt to beconme exenpt or
remain in the classified service.

2:39:10 PM
MR. BULLOCK said the bill contains additional information
requi renents from the explorers and producers. Those show in:

Section 26, amending AS 43.55.030(a); Section 27, anending AS
43.55.030(e); and Section 28, which adds AS 43.55. 040. One of
the changes in the information requirenents, he noted, is that
an annual report would be required from explorers, even if they
didn't owe a tax. He said he thinks the intent is to allow the
departnment to know what is going on and "help them with a
revenue forecast."” Furthernore, there are provisions in the
bill that will allow DOR and DNR to share infornmation that m ght
ot herwi se be confidential. Those departnents will have access
to an encyclopedia of facts regarding oil and gas production in
the state that relates to how the tax will be enforced, what the
expenses are, what the future holds in ternms of exploration and
the likelihood of success. Sections 1-8, 10, and 12 relate to

the information sharing. He clarified that the bill would not
change the confidentiality of the information; it just allows it
to be shared. In response to a question by Co-Chair Gatto, he

said the structure of the confidentiality agreenents of the two
departnments varies slightly, nostly in how the information is
descri bed. There are also outside limtations on DOR s
information; anything that the departnent gets from the IRS is
subject to different confidentiality requirenents.

2:41: 21 PM

MR. BURNETT said DOR has the ability to look at taxpayers

federal tax returns under certain circunstances and nust foll ow
the rules of the IRS in that respect. The departnent, for a
number of other reasons, has other areas where it has
confidential data and strict guidelines for handling that data
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internally. In response to a question from Co-Chair Gatto, he
stated that, wunder statute, there is a crimnal penalty for
reveal ing confidential information.

MR. BULLOCK said the issue is taken pretty seriously, because
the state wants taxpayers to report the information voluntarily
the first tinme and to have confidence that the information wll
be protect ed.

2:42: 22 PM

CO CHAIR JOHNSON said he is concerned about confidentiality. He
gquestioned if it is necessary for everyone in the departnent to
have the capability or if the |anguage could be narrowed down to
l[imt that capability to the auditors only. At sone point, he
observed, sone of the state's departnents are actually
conpetitors of the producers, depending upon the situation.

MR. BURNETT proffered that at this point, the departnent
certainly would not give confidential information to secretaries
or others. That information would be given to tax technicians,
tax auditors, the director, appeals officers, and executive
managemnent of the departnent.

2:43: 42 PM

CO CHAIR JOHNSON responded that what M. Burnett describes is
good business practice. He suggested that |anguage is needed in
the proposed bill that would set restrictions regarding
confidentiality.

MR. BULLOCK stated that as a practical mtter, what Co-Chair
Johnson suggests would be difficult to do. For exanple, he said

Section 28 of the bill allows the departnent to require returns
to be filed electronically. People in the mail room handle
returns as they arrive. He said, "Wuether they actually open

the envelopes or not, they're going to see the information."
The restriction, he said, applies to every person in the
departnent, and if any one of them discloses the information,
that is a violation of the confidentiality statute. He said
this is a managenent issue; it's the job of nanagenent to ensure
that only those who need the information actually see it.

2:45: 00 PM

MR. BURNETT confirmed M. Bullock's renarks. He expl ained that
tax paynents cone into the treasury, and there are people who
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wor k cash managenent who have to be able to take care of the
credit paynent information. He said there are a nunber of
pl aces within the departnent where certain types of information
must be handl ed, and these can change over tinme; therefore, it
woul d be difficult to define in statute which enpl oyees woul d be

allowed to see confidential material. |In response to a question
from Co-Chair Johnson, M. Burnett said every enployee in DOR
signs a confidentiality agreenment when he/she is hired. He

stated his belief that everyone in the tax division, treasury,
and the financial section takes [the issue of confidentiality]
"extrenmely seriously,” as do those working in the Child Support
Servi ces Division and the Perrmanent Fund Di vi dend Divi sion.

MR, BULLOCK noted that he worked for DOR 30 years ago at which
time he signed a confidentiality form and, therefore, he stil
cannot reveal anything.

2:47: 14 PM
CO- CHAI R JOHNSON asked if the same could be said for DNR

MR. BURNETT said he could not speak for DNR, but that the
Departnment of Administration requires all state enployees to
sign a form that requires that they keep all confidential
i nformati on confidential.

2:47:41 PM

REPRESENTATI VE WLSON said confidentiality is demanded in the
fishing industry related to when the processors pay their taxes,
and she has never heard of anyone there saying that that
i nformati on has ever been | eaked.

2:48: 36 PM

COCHAIR JOHNSON reiterated that he wants to ensure the
integrity of confidentiality.

MR. BURNETT repeated that the departnent takes the issue
seriously. In response to a question from Co-Chair Gatto, he
said he is unaware of any violations occurring during his three
years of working at DOR He said a small anount of taxpayer
information was inadvertently |eaked to a legislative commttee
from DNR several years ago, but he offered his understanding
that the information was "captured pretty quickly" and did not
involve the oil industry. In response to a question from Co-
Chair Gatto, he said there have been no violations regarding
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confidentiality in the three years since he has worked for the
depart nment. He recollected that a small anount of tax payer
information had been inadvertently leaked to a Ilegislative
committee from DNR several years ago, but that it was captured
qui ckly and did not involve the oil industry.

2.:49: 38 PM
MR, BULLOCK said there is a current exception to the disclosure

of taxpayer information if it is possible to cleanse the
information for statistical purposes. For example, to show how

much revenue is received from a particular tax. That can be
di sclosed, and that type of information is disclosed in the
revenue forecast, he said. One of the changes in the bill is to
allow the publication of additional infornmation. Section 35

adds a new section, AS 43.55.890, which would authorize DOR to
di scl ose sone tax information, provided that the information is
an aggregation of three or nore producers.

2:50: 34 PM

MR, BULLOCK recomended viewi ng CSHB 2001(0&5 as having three
segnents: the tax segnent, with its change of progressivity and
tax cap; the expenditure segnment, whi ch i ncludes the
di sal | onances of certain costs, vi ol ati ons of I aw,
di smantl ement, repairs resulting from negligent naintenance, the
topping plant, and the tax credit change from five years to
three years; and finally, that segnment of the bill that relates
to determining the actual anobunt of the cash that the state
shoul d receive, what the tax should have been, and auditors and

information available to the departnent to nake assessnents. In
response to Co-Chair Gatto, he said he does not believe there
are any changes to penalties in the bill. He noted that there

are existing penalties in Chapter 5 of Title 43 that apply to
failing to pay w thout good cause and a penalty for negligence
or intentional disregard of the law, the latter of which is 5
percent of the tax anount.

2:52: 01 PM

MR. BURNETT, in response to a question from Co-Chair Gatto, said
the interest currently has an 11 percent fl oor.

CO- CHAIR GATTO said 5 percent seens |ight.

MR. BULLOCK clarified that the federal failure to file penalty
is 5 percent a nonth up to 25 percent and half a percent a nonth
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for failure to pay. He said penalties are separate from
i nterest. Interest, he said, is just the conpensation to the
state for the loss of use of the noney, whereas penalty is an
imposition for not doing sonmething that should have been done
and not having a good reason. He stated that if there is an
honest di spute about the interpretation of law, then that is an
i ssue where there mght have been a reason for what the person
di d. He said there are also crimnal penalties for negligence
and fraud. He stated, "Fraud is when they know what it ought to
be and they intentionally try to deceive the departnent
ot herw se. "

MR. BURNETT noted that tax evasion is a Cass C fel ony.
2:53:56 PM

MR, BULLOCK, in response to a question from Representative
Seaton regarding installnent paynents, said the federal penalty
is a penalty equal to the interest and from the date the
i nstal |l ment paynment was supposed to be made until the date when
the tax is due on April 15. He said when it is unpaid at that
date, then a statutory rate of interest applies. He added, "And
if you don't pay it on that date, then the failure to pay
penalty applies.” He said the way the PPT is witten is that if
there is an underpaynent of the installnment during the year, the
t axpayer would have to pay interest until that filing and due
date, and then at that point it becomes an wunpaid tax, as
opposed to an unpaid installnent, and then the interest is due
on that anount. He said he did not know off-hand whether
interest accrues on the interest on the underpaynent of the
i nstal | ment .

2:55: 03 PM
REPRESENTATI VE SEATON sai d:

But as | recall, the interest was not the statutory 11

percent interest until the actual true-up tax date,

and that it was a |lower federal rate and depended upon
how much it was underpaid as to that rate.

MR. BULLOCK read:
The unpaid anmobunt of an installnent paynent required
under the installnment paynent statute that's not paid

when due bears interest at the rate provided for an
under paynent under the IRS Section 66.21, conpounded

HOUSE RES COW TTEE -27- Oct ober 29, 2007



daily from the date the installment is ... due unti

March 31.

I nterest accrued, under that paragraph, that
remains unpaid after March 31, is treated as an
addition to the tax, and bears interest for the unpaid
t ax.

MR. BULLOCK said that answers what he did not know The
interest that is a penalty for underpaying the installnent is
fixed when the return is due, and that continues to bear
interest the sane as the unpaid tax, if there is any at that
poi nt .

2:57:28 PM

MR BULLQOCK, in response to a followup question from
Representative Seaton, explained that this interest is on the
underpaynent of an installnment; therefore, if the payer was

brought current, then interest would just run for the period in
whi ch that installnment was underpai d.

2:57:46 PM

REPRESENTATI VE SEATON noted that wunder the old Economc Limt
Factor (ELF), a nmonthly tax was paid, and that this was changed
by the PPT to a tax based on a taxpayer's annual yearly profit,
t hus becom ng an annual tax. He inquired whether a conversion
was made back to a nonthly tax for progressivity when oil and
gas was changed from a net tax to a gross tax under subsection
(o) [in CSHB 2001( Q&G ] .

MR. BULLOCK said whether or not sonebody is subject to the
progressivity tax is determned on a nonthly basis. If the
gross value at the point of production is above $50 in a nonth

then that triggers the tax for that nonth. The next nonth, if
it's $49, there's no tax under that provision, because it does
not apply for that nonth. He continued, "And then, over the
year, you look at all the nonths for which the progressivity tax
was required to be paid, what that total ampunt was, and that's
t he amount that would have to be trued-up.” He said there is a
provision "in here" that anends .020 and addresses how nonthly
i nstal |l ment paynents are determ ned.

2:59:48 PM
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REPRESENTATI VE SEATON asked, "Is that nonthly installnments for
the net tax or is that..."

MR. BULLOCK interjected, "It's for both. They continue to nake
install ment paynents."” He specified:

The second of two anpunts wused to calculate the
installment paynent for a nonth is the anount
calculated for the nonth under AS 43.55.010, which is
t he new provi sion.

MR. BULLOCK said there will always be timng elenents. He
expl ai ned, "Because it takes tine fromthe tinme it cones out of
the ground ... wuntil it gets delivered to a refiner and they

deternm ne sal es price. And so, the times aren't always exact;
there's sone adjustnents, and those adjustnments should show up
in the true-up in a year." He reiterated that he had worked for
DOR and in the case of nonthly taxes, every tinme there was a
return filed for that nonth it starts a whole new statute of

limtation. Therefore, he continued, changing to an annual
basis lunps everything together and provides a neat way of
truing up before April 1, and then the statute of limtations

can apply to that whol e year.

3:01: 08 PM

REPRESENTATI VE ROSES inquired why it is necessary to nake the
auditors exenpt, as opposed to having a contract or
reclassification of the position. Does [DOR] not already have

the capability of making a position exenpt wthout the help of
the | egislature, he asked.

MR. BURNETT said [DOR] does not have the authority under
existing law to nmake positions exenpt in the executive branch
wi thout additional |egislative authority. He said there is a
section that allows the governor to create exenpt positions for
a specific study or project for a tenporary purpose, but this is
ongoi ng work of the departnent.

3:03: 09 PM

REPRESENTATI VE ROSES asked about reclassifying the current
positions, as opposed to naking them exenpt.

MR. BURNETT responded that all of the departnent's auditor

positions were reclassified about three years ago. He
conti nued:
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However, ... when you're doing a classification under
the state classification and pay plan, you have job
class famlies, and each job class famly is a group
of related jobs that have a simlar type of work, and

there are different levels .... The pay plan conpares
those jobs on, | believe, eight factors that relate to
the type of work - the conplexity, the qualifications,
et cetera. The difference between the oil and gas

revenue auditors and the corporate incone tax auditors
is not a difference specifically in qualifications or
in the difficulty of work. It is that people with a
specific industry know edge have a market - there's a
niche market for people in the oil and gas industry.
And the nmarket for those people is a higher paid job
market than it is for people in other parts of those
professions, while they may have the sane technical

qgual i fications. ... If you look at the statute
Title 39, |1 don't renenber exactly the site
several years ago the legislature nmade ... petrol eum

geol ogists and petroleum engineers exenpt from the
classification pay plan for exactly the sane reason -
because they could not offer a conpetitive salary for
people who were specifically in that industry. It's
not so nmuch the job they're doing, but t he
relationship with the industry and the pay in the
i ndustry.

3:05:32 PM

REPRESENTATI VE ROSES said his summary of M. Burnett's statenent
is that reclassification does not work because the entire group
of enployees that do auditing would have to be reclassified, as
opposed to those that just do oil and gas auditing.

MR. BURNETT answered yes. He said that |ast year the Mirkowski
Adm nistration adopted a market-based pay plan. That plan
identified job class famlies where the market pay was |ess than
where state enployees were. Conpared to other jobs in state
enpl oyment, he said, those jobs were not necessarily underpaid.
However, there are certain jobs, like nursing, where there is a
nati onw de | abor shortage. Therefore, nurses and related jobs
and tax auditors and related jobs were given a two-range pay
increase, which is approximately equal to an increase of 15
percent in pay. Even with that increase, the state has
continued to have difficulty in attracting people who have
speci fic industry experience who would be famliar with the cost
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of an actual oil production facility or an oil conpany. So,
this is the reason for the request, he said.

3:07:17 PM

REPRESENTATI VE W LSON asked why the departnent doesn't just
continue to contract "these positions.™

MR. BURNETT expl ai ned:

We have not let any contracts at this point for this.
This is ongoing work, which is done by nenbers of a
coll ective bargaining unit in state governnent. And
every collective bargaining agreenent that |'m aware
of in state government has a provision that does not
allow the state to contract out work that's normally
done by the nenbers of that collective bargaining
unit, wunless the state can clearly show through a
feasibility study that it's less expensive for the

state to do that. It is not |ess expensive for us to
do this. It's necessary because we need to find an
auditing conpany that has the skills - the specific
i ndustry know edge and experience - to help us do
this.

3:08: 33 PM

REPRESENTATI VE W LSON asked if M. Burnett was saying that the
department cannot contract out because the union agreenent won't
allowit.

MR. BURNETT replied that it is his understanding that it would
require a feasibility study and/or sone type of negotiation with
the union before the departnent could change the agreenent to
contracting out. He continued:

And that would not allow us ... to be able to hire
enpl oyees. ... W Dbelieve we need enployees wth
specific industry experience [and] qualifications, and
we believe that the market price for those is nmuch
hi gher than what we can pay under the classification
and pay plan for the state.

3:09:24 PM
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REPRESENTATI VE WLSON recalled a simlar situation related to
the nursing field and it took two years to conplete a market
conpari son study.

MR. BURNETT said he was involved in that work and confirned that
it took at |east two years.

3:09: 59 PM

CO- CHAIR GATTO remarked, "So, doing that is sort of Ilike an
investnment in future earnings."

MR. BURNETT concurr ed.
3:10: 08 PM

CO CHAI R JOHNSON asked whether there has been any analysis on
contracting out:

| mean, right now it's not cheaper or |ess expensive
to contract out with enployees that we have now. Has
there been any kind of analysis once we get our market
conparison to the nore skilled type auditors that
we're going to have to pay for? Has that analysis
been done?

MR. BURNETT answer ed:

That type of analysis would be sonething that would be
ongoing as we contracted with people and hired people.

So, what the ultimate mx wuld be is -- it's very
difficult. If you look at the fiscal note that was
presented with this bill, it indicates that our intent

is to hire an auditing conpany full-tinme for the next
three years, at least, and also bring in expertise so
that we have people in the departnent.

3:11: 08 PM

REPRESENTATI VE GUTTENBERG remarked that the House Resources
Standing Committee is the fourth commttee that has been faced
with this question. He asked whether the adm nistration has sat
dowmn with one of the bargaining groups and asked, "How can we
resol ve this?"

MR. BURNETT said he could not speak to that issue because the
conmi ssioner of the Departnent of Adm nistration is responsible
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for collective bargaining, not DOR A solution is trying to be
found that |east conpronmises the state's classification and pay
pl an, has the |east inpact on the work force, and yet "allows us

to ... acconplish this." He continued:
If you look at the statutes, you'll find that jobs
like phar maci st s, doctors, psychi atri sts, .
petrol eum economi sts, ... petroleum geologists, [and]

commercial analysts are in the exenpt service, and the
reason is because there are nmarket pay niches where

you can't conpare them to other work. ... So, that's
what we're looking at here is a very specific niche
mar ket .

3:13:48 PM

REPRESENTATI VE SEATON said he would like M. Bullock to share
any sectional analysis or notes with the conmttee.

CO CHAI R GATTO nentioned material from [ DOR Deputy Comm ssioner|]
Mar ci a Davi s.

MR. BURNETT said a nore descriptive docunent is being worked on
currently. He said Ms. Davis and [DOR Comm ssioner] Pat Galvin
are presently in a neeting with the governor but that they wll
probably attend the commttee nmeeting in the afternoon.

3:14: 49 PM

CO- CHAIR GATTO confirnmed that Steve Porter was present in the
room

The commttee took an at-ease from 3:15:14 PMto 3:36: 20 PM

3:36:44 PM

CO CHAIR GATTO asked whether there were further questions for
M. Bul | ock.

CO- CHAIR JOHNSON offered the conmittee's appreciation for M.
Bul | ock' s hard work.

MR. BULLOCK responded that it is an honor to be doing this work
because it is inportant to the future of the state and the
peopl e living here.

3:38:47 PM
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COCHAIR GATTO inquired whether the Jlimted information
regarding results of the PPT and the lack of auditing is because
of not enough DOR auditors.

MR.  BURNETT explained that when PPT passed last year it
aut horized seven additional auditor positions for DOR for a
total of ten positions that includes tax technicians as well as
auditors. \Wiile DOR has been hiring people over the past year
the existing production tax auditors were, and still are,
auditing production tax returns under the old statute.
Additionally, the existing auditors were also witing the
regul ations for PPT. He pointed out that there is a time |ag
because an audit cannot be done wuntil after the taxpayers
returns are received which is in April.

3:41: 11 PM

CO- CHAIR GATTO asked if April is when the data is just starting
to be received or is conpletely received.

MR. BURNETT said April is when the tax returns are conpletely
received. Wiile the state knows how nuch noney it has fromthe
monthly filings, the audit process cannot begin until after the

annual return is filed and the data is conplete. That is one of
the inmprovenents that the state is looking for in the statute.

MR. BURNETT, in response to Co-Chair Gatto, stated that DOR has
no intent to add new auditor positions beyond filling the
departnment's five existing vacancies and hiring the contract
auditors included in the fiscal note.

3:43:10 PM

REPRESENTATI VE WLSON inquired whether it is normal to be two
years behind in the state's auditing process.

MARCI A DAVIS, Deputy Conm ssioner, Ofice of the Comm ssioner,
Departnent of Revenue (DOR), confirnmed that two years is nornal.
She explained that at the end of March DOR receives returns for
the prior calendar year. However, many taxpayers are in joint
ventures on the North Slope for which federal tax returns are
not due wuntil October, and this invariably results in the
i ndi vidual operators then having to file anmended returns wth
DOR. It is therefore better for DOR to wait until Novenber to
begin the auditing process. Because the departnent is nearly a
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year behind at the outset, she continued, being two years behind
is actually quite good.

3:44: 59 PM

REPRESENTATI VE FAI RCLOUGH  asked how DOR  processes its
advertisenments for auditor positions.

MR. BURNETT responded that all final recruitnments for state
enployees in the classified service are posted on Wrkplace
Al aska through the Departnent of Adm nistration. Addi tional ly,
during the past year DOR also spent over $100,000 for print
advertising throughout the U S. in trade magazines and genera
circul ati on newspapers.

3:45:59 PM

REPRESENTATI VE FAI RCLOUGH inquired whether centralizing the
hiring process [through Workplace Al aska] causes so nuch del ay
in the processing of applications that applicants have taken
ot her jobs before the state is even able to respond.

MR. BURNETT noted that DOR s hiring nanager is able to see
applications as they come into Wrkplace Al aska and can contact
applicants as soon as the application period is over. However
he said, very few qualified auditors have applied and al nost
none have had the specific oil and gas experience and know edge
that DOR i s seeking.

M5. DAVIS, in response to a further question from Representative
Fai rcl ough, acknow edged that the state hiring process is
certainly less ninble than in private enterprise against which
the state is conpeting for auditors. In those cases where
applicants had accepted another position prior to being
contacted by the state, she said it was unknown whether that was
the result of timng or the clear disparity in pay.

3:49: 26 PM

REPRESENTATI VE FAI RCLOUGH related that some of the departnents
have said that nodifications to the hiring practices by the
previous admnistration resulted in slowwing the tineline for
hiring. She asked whether DOR advertised for its vacant
posi tions.

MR. BURNETT stated that DOR had advertised over the previous
year for all of the positions. He explained that due to
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insufficient applicants for the higher level positions, DOR
decided to downgrade positions and try hiring people at the
entry |evel. The departnment stopped advertising on Wrkpl ace
Al aska during the process of reclassifying the positions which
took a long tine.

3:50:43 PM

CO CHAIR GATTO commented that attracting teachers to the state
is also becomng nore difficult each year. He inquired whether
the state is allowed to use nore active, aggressive hiring
nmet hods than just waiting for people to apply.

MR. BURNETT said that having the positions be exenpt would all ow
DOR to contact people and offer them a position. This could be
done in a day as long as the conm ssioner and the governor's
Chief of Staff agreed with the sal ary.

COCHAIR GATTO comented further that DOR needs to tell the
commttee what it wll take to attract qualified auditors for
t he positions.

3:53:27 PM

CO- CHAIR JOHNSON requested organizational charts for the
auditing divisions of both DOR and DNR that show staff positions
and whet her or not they are vacant.

MR. BURNETT agreed to provide a chart. He said the last tine he
| ooked there were 19 vacant positions in the tax division,
including the oil and gas auditors.

3:54:30 PM

CO CHAI R GATTO asked whether there is a cost-cutting environment
directing that not all of the vacant positions be filled.

MR. BURNETT answered that there are guidelines on how many
vacancies a departnent should budget for and the range is
approximately four to seven percent depending on the size of the
or gani zati on. He said that 20 out of 120 positions is
significantly nore than 7 percent and DOR is certainly not
intentionally budgeting for that.

3:55:19 PM
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STEVE PORTER, Consultant for Legislative Budget and Audit
Commttee, Alaska State Legislature, stated that as forner
deputy comm ssioner for DOR he is famliar wth the state's
difficulty in filling auditor positions. It is a problem that
began six years ago and is not associated with the start of the
PPT. He said that while he was with DOR, various strategies for
attracting auditors were discussed, including one l|ong-term
strategy of hiring auditors fresh out of school and hiring many
nore than needed with the idea being to "train up your own."
During the training period which can take up to six years, the
state would lose its trainees to federal governnment and private
i ndustry because - on the salary scale - the state is at the
bottom of the pile. Those auditors remaining with DOR would be
staying out of loyalty to the state, not because of being well
pai d. Thus, he said, the vast mjority of people before you
today are working out of commtnent to public service.

CO CHAIR GATTO remarked that Alaska needs to pay its auditors
enough so that Alaska is their first loyalty because they could
work as | oyal public servants for any state.

3:59:19 PM

REPRESENTATI VE FAI RCLOUGH pointed out that no audits have yet
been done under PPT because of the two year tinme |ag. She
expressed her concern that the bill before the conmttee is

based on auditing experience under the old ELF system and is
therefore only a "best guess" at what information is needed by
t he state.

M5. DAVIS responded that DOR addressed this weakness by sending
its current staff of auditors for training with an outside
contractor whose specialty is auditing the joint interest
accounts of conpanies operating around the world. The auditors
who received this training were consulted during the drafting of

the adm nistration's bill, she said.

4:01:27 PM

REPRESENTATI VE GUTTENBERG said he is aware that DOR is about to
| ose sone senior people who have been there for 20 years. He
i nquired whether DOR has a plan for filling these positions and

addressing this loss of institutional know edge.
M5. DAVIS said DOR's plan is to stop hiring entry |evel people

and use the exenpt auditor positions [established under HB 2001]
to bring in "high-level” people with extensive oil and gas
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experience. The exenpt status will allow a higher pay scale for
attracting experienced people from industry as well as
gover nnment . Further, she explained, DOR wll fill current
vacant positions with the nost experienced people that can be
found and the senior auditors who are about to retire wll work
side-by-side with these junior auditors to ensure that they
recei ve training.

4:03: 36 PM

CO CHAIR GATTO requested Ms. Davis to conpare the differences
[in the various versions] of HB 2001.

M5. DAVIS stated that her typed conparison is between the
original HB 2001 [ACES], and [CSSB 2001(RES)], and the House
Special Commttee on QI and Gas (HO&S proposed conmttee
substitute (CS) for HB 2001, Version 25-GH0014\K, Bull ock,
10/ 27/ 07 ("Version K'), but that her handwitten notes on the
conparison relate to the bill actually passed by the commttee -
CSHB 2001(0&3, Version 25-GH0014\ L.

The commttee took an at-ease from 4:05:41 PMto 4:12:58 PM to
distribute copies of Ms. Davis's witten conparison to conmttee
menbers.

4:13:18 PM

M5. DAVIS reviewed how to interpret her witten conparison and
then addressed the differences between the bills. Section 1 of
ACES [HB 2001] was renoved in [CSHB 2001(C&35], she said, but
the admnistration would |like the provision to be reinstated.
She explained that Section 1 requested a statenment of
| egislative intent regarding the interpretation of AS 43.05. 260
by a DOR regulation. These relate to how the statute of
limtation is applied when circunstances change after the
statute of limtations runs out. Currently, the departnent has
three years from the date a return is filed to claim that the
return is incorrect. After three years, the state is precluded
fromre-opening the return. M. Davis continued explaining that
under this statute and regulation, DOR has taken the position
that it can go back and re-open a return after the statute of
limtations has expired when a Federal Energy Regul atory
Comm ssion (FERC) ruling nodifies the tariff rate for that tine
period or when expenses are disallowed on a federal tax return,
resulting in an increase of taxes that would have been owed the
state.
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4:18: 13 PM

CO- CHAIR CGATTO asked whether the FERC ruling zeroes out the
clock so that the state can go back three years after the FERC
ruling.

M5. DAVIS answered that she was not sure and would get back to
the commttee, but that it does re-open the departnent's
opportunity to |l ook at a return.

4:18: 40 PM

M5. DAVIS stated that DOR is not aware of any outstanding
|awsuit on whether the statute should or should not be opened.
But, she said, the Alaska Gl and Gs Association (AOCGA)
expressed its concern before HO&G that this statute was sonehow
a way to lock down an interpretation of how interest would be
cal cul at ed. She said that it was not contenplated by DOR that
this statute would affect other laws related to interest.
Therefore, the Senate Judiciary Standing Committee isS review ng
the language to nmke sure it does not override existing |aw
relating to interest.

4:19:29 PM

M. DAVIS skipped the differences in provisions relating to the
progressivity factor and tax rate elenents of AS 43.55.011(e)-
(p), saying that they are scheduled for discussion by the
committee on 10/ 30/07. Ms. Davis also skipped the provisions
relating to AS 43.55.020 that describe how the tax gets paid,
saying that any changes made to the tax rate in AS 43.55.011
will affect the provisions of AS. 55.020.

4:21:28 PM

M5. DAVIS noved to a provision relating to economc terns in AS
43. 55. 023(b) . She explained that under existing law the tax
rate is 22.5 percent and that a conmpany producing oil and gas
can take deductions and capital credits, thus receiving a 22.5
percent relief against that tax. For a conmpany wth no
production and therefore no tax liability, PPT allows the
expenditures to be carried forward and used as deductions in the
future, but only at 20 percent a year. She said this disparity
probably arose when the tax rate was 20 percent and the carried
forward loss was 20 percent, and that when the tax rate was
changed it was forgotten to al so change the operating |loss carry
f orward. She said that the admnistration had asked HO&G to
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correct this disparity by matching the operating loss carry
forward to whatever tax rate the commttee established
However, she stated, the commi ttee overl ooked this.

4:23:25 PM

CO- CHAIR GATTO inquired whether the 20 percent per year |o0ss
carry forward di sappeared after five years.

M5. DAVIS answered yes, as it pertains to each particular

"bucket of costs". For exanple, if the tax stayed at 22.5
percent, the admnistration would seek to have the loss carry
forward changed from 20 percent to 22.5 percent. In further

response to Co-Chair Gatto, Ms. Davis explained that the maxi num
per year for loss carry forward is 20 percent for each bucket of
costs and that this amount is not reduced or increased for each
successive year during that five year period.

4:24: 23 PM

REPRESENTATI VE GUTTENBERG asked whether there is a point of
havi ng the same nunber between the tax rate and the tax credit.

M5. DAVIS responded, yes, the point is to give them the sane
econom ¢ benefi t associated wth having those capital
expenditures and being able to use them as a deduction. Thi s
way, soneone who is already producing will not have an econom c
advant age over sonmeone who has not yet entered into production.

4:24:57 PM

REPRESENTATI VE SEATON inquired whether M. Davis is talking
about net operating loss carry forward or TIE credits.

M5. DAVIS said she is referring to the net operating |loss carry
forward in AS 43.55.023(b), but that this provision is not
included in the bill that is before the conmttee [CSHB
2001( Q&G 1.

4:25:48 PM

MS5. DAVIS reviewed the difference between the adnministration's
original bill [HB 2001] and [CSHB 2001(0O&3] regarding treatnent

of the TIE credits. She said the original bill renoved TIE
credits in their entirety because they had already been used for
2006 and 2007 and the effective date of the bill would be

HOUSE RES COW TTEE - 40- Oct ober 29, 2007



January 1, 2008. Therefore, she continued, benefit was received
for one and two-thirds years.

4:27:16 PM

COCHAIR GATTO commented that the previous House Resources
Standing Conmmittee (HRES) had addressed TIE «credits and
el i m nated them al t oget her.

M5. DAVIS replied correct.
CO CHAIR GATTO said the HRES's justification for elimnating TIE

credits was because conpanies had already nade the benefit of
that investnent, so being able to go back and access the benefit

a second tine constituted "double dipping". He said HO&G
returned the TIE credits to the bill [CSHB 2001(O&5 in a
slightly different form

4:28: 08 PM

M5. DAVI S responded that under CSHB 2001(0O&G5 the TIE credits go
back three years instead of five years. In working with the
Senate Resources Standing Commttee, she conti nued, t he

adm nistration discovered a problem with conpletely elimnating
TIE credits: incunbents can use their TIE credits for 2006 and
2007, but new entrants that have incurred costs but do not yet
have production cannot. So, to put new entrants on equal
footing wth incunbents, the senate's version of the bill [CSSB
2001(RES)] allows the carrying forward of wunused credits for
2006 and 2007. She said the admnistration estimates that this
will preserve 60-70 mllion dollars' worth of credits from the
smal | er producers. Under CSHB 2001(0&(5, which preserves unused
2006 and 2007 credits for incunbents as well as new entrants,

the admnistration estimates it wll be an additional $900
mllion to $1 billion.
4:30:10 PM

COCHAIR GATTO asked M. Porter if he agreed wth the
adm nistration's estimte on the anount of noney invol ved.

MR. PORTER said yes. The way the fornmula works is that a
conpany's 20 percent credit is a fixed nunber - whatever the
conpany spent during that five years it gets to take a credit on
that at 10 percent per year. He explained that renoving the
years 2001 and 2002 results in roughly $1.2 billion or so being
taken off of the total value, but that the total value is only
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what is subtracted against. Therefore, 2008 doesn't change
because the formula doesn't change, it just reduces the anount;
and the years 2009-2013 don't change either. The only thing
that happens in those last two years is the loss of that

proportion of the 20 percent. The noney is taken off the back
end, he continued, thereby leaving nost of the credit the
conpany would have applied for anyway. He agreed with M.
Davis's estimate and said it's about $200 nmillion per year. In
further response to Co-Chair Gatto, M. Porter explained that
[unli ke a deduction] credits reduce a conpany's tax bill dollar-
for-dollar.

4:31:52 PM

REPRESENTATI VE SEATON inquired whether the <credit for each
conpany will be recal cul ated and adjusted down to the |ast three
years.

MR. PORTER answered that the credit is a "single batch nunber”
so that the year doesn't matter because it is a total nunber
that is being reduced.

4:32: 47 PM

IVS. DAVI S, in response to questions from Representative
Fai rcl ough, stated that [HB 2001, as introduced,] did not have a
provision for allowing new explorers to take their unused TIE
credits, a harsh inpact that the admnistration had overl ooked.
Therefore, she said, the adm nistration sought an amendnent to
correct this harsh effect on new entrants. She expl ained the
inportance of a level playing field in order to attract new
entrants to the state. Gving new entrants the full benefit of
incentives created by the state's tax policy is not giving them
an advance leg up, rather it is treating them the sane as

i ncunbent s. New i nvestnent by incunbent producers is equally,
if not nore, inportant to the state's revenue picture, she
opi ned.

4:34: 42 PM

REPRESENTATI VE FAI RCLOUGH asked whether it was an issue of
fairness, then, fromthe admnistration's perspective.

M5. DAVIS answered yes, because the administration is asking to
make the |law effective January 1, 2008. The benefit has been
recei ved, banked, and booked by incunbents for the 2006 and 2007
time period, she said, and it would be unfair to not provide the
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sane benefit to new entrants that were unable to use the credit
because they had not yet gotten their production going.

4:35:24 PM

REPRESENTATI VE FAI RCLOUGH agreed that it is an issue of fairness
for new entrants because they had laid plans. But, what about
fairness for the incunbents that had laid exploration plans as
wel |, she asked.

M5. DAVIS stated that in the five years prior to PPT, there was
no expectation by conpanies that they would receive deductions
for capital costs and investnents made during that tine period.
The incunbents' decisions, she said, were based on the econom cs
as they knew themat the time and all conpanies were treated the
same in that tinme period. Now, one and two-thirds years after
passing PPT, their TIE credit provision is being reconsidered
and the question is how to change things while nmaking sure that
i ncunbents and new entrants are treated the sane. This is done
by allow ng incunbents to keep the TIE credits that they used in
2006 and 2007 and giving new entrants the sane opportunity for
those years, because they both spent noney in 2006 and 2007
relying on the TIE credit being in place at that tine. Thus

what mekes it fair is to nake the |aw change effective January
1, 2008.

REPRESENTATI VE FAI RCLOUGH commented that she wunderstood the
adm nistration's perspective and the distinction being mnade.
She said that despite the cloud over the past legislature's
head, she wanted to honor the body's recognition that both new
and i ncunbent investors had noved forward.

4:39: 25 PM

CO- CHAIR JOHNSON opined that the major producers have nade
i nvestment decisions over the past 18 nonths that were based
upon receiving TIE credits. Were is the fairness regarding the
noney they invested on the basis of receiving credits that are
now bei ng taken away, he asked.

M5. DAVIS responded that there are clearly key drivers in
decision making, such as the ability to imedi ately apply
capital credits in the year incurred. This additional credit
that can exceed 10 percent of the total anobunt, may or may not
have served as an added bonus or been a key change in the
decision process for the years 2008 onward. She said the
admnistration is |ooking forward, not backward; thus, the
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guestion is fair in terns of benchmarking what increnental
difference the TIE credit nade for future investnment decision.

4:41: 25 PM

CO CHAIR JOHNSON expressed his concern that conpanies nade
deci sions based on the 10 percent credit being enough for noving
ahead and assum ng an investnent risk. He said he would rather
have jobs than $900 million nore in the state's treasury.

M5. DAVIS said the economc analysis due out on 10/30/07 wl
play a prominent role in evaluating what constitutes an
appropriate tax structure and risk for both the state and
i ndustry. Wth the TIE credits being $900 mllion-$1 billion
spread out over five years, the question is whether $200 million
a year makes a difference. This figure can serve as a benchmark
while reviewing the nunbers and what the conpanies were | ooking
at for the next five years.

CO CHAIR JOHNSON remarked that he is looking forward to the
econonmi ¢ anal ysis because no one, including the conpanies, has
been able to deliver any type of information as to what the
conpani es were | ooking at for the next five years.

M5. DAVIS said she was |ooking forward to the information as
wel | .

4:43: 43 PM

REPRESENTATI VE = GUTTENBERG submtted t hat t he i nvest ment
decisions nmade three to fours years ago were nade at oil prices
of $60-$70 per barrel, but now the price is about to sail past
$100. The time the conmpany goes into production is the time it
gets its return. Gving the conpany a credit carrying forward
m ght be nothing conmpared to what it is going to get on the
dollar for the barrel; so, there is a balance there.

CO CHAI R GATTO surm sed that many investnent decisions are based
upon projections of at least five years, thus the decisions were
made | ong before there were any TIE credits.

M5. DAVIS agreed that decisions nmade prior to 2006 did not

contenpl at e TIE credits. What conmpani es woul d have
contenpl ated, she said, is a stress price. Prices in 2000-2004
were $20-$40 a barrel, so a stress price would have been

sonewhere in the $20 range. Eval uati on of whether a project is
a "go" or "no go" is based on a very conservative estimte of
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the future oil price. This stress price is used because a
conpany has no control over what happens from there forward
relative to price.

4:45: 48 PM

M5. DAVIS next explained that Sections 36-44 of the original
bill [HB 2001] contained provisions for i mproving the
exploration incentive credits (EIC) in AS 43.55.025. She said
DNR assisted with naking these inprovenents which expanded the
scope of wells eligible for the EIC and shored up DNR s right to
receive data, well logs, and seismc information in the course
of providing those credits. These provisions were left out of
[ CSHB 2001( &G ], she said.

4:47:01 PM

REPRESENTATI VE SEATON inquired whether these provisions were
left out for a future commttee to address or rejected by HO&G

MR. PORTER said he thought they were left out with the intent
for a future conmmttee to address. He said there were
positives, such as date changes, that benefit the industry, but
that there were also sone added burdens on industry such as the
types of data they are required to provide. The previous
committee did not spend nuch time dealing with this issue, he
continued, but the details could be addressed by this conmttee
if it so w shed.

REPRESENTATI VE GUTTENBERG urged that the commttee address the
i ssue because the lack of information hinders the state's
ability to manage its "oil patch".

4:48: 34 PM

M5. DAVIS outlined Section 45 included in the original house
bill [but excluded in CSHB 2001(Q&Q]. She expl ained that the
provi sion expanded the tax credit fund in AS 43.55.028 to
include the buy back of exploration incentive credits in
addition to the buy back of capital credits under PPT. The
departnment nust request an appropriation in advance for
purchasing the capital credits; however, DOR is working blind
because the capital credits have not cone in by the tinme that

t he request mnust be nmade. Under current PPT law, the credits
must be refunded within a 60-day turn around. Therefore, DOR
must come back with supplenental appropriations. For exanpl e,

she said, the appropriation for next year is $25 mllion, an
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anount that is clearly inadequate. The original bill set up a
fund that would be there for the comng vyear, M. Davis

conti nued. The fund is 15 percent if the price of oil is less
than $60 and 10 percent if it is above $60. Since it is a non-
dedi cated fund, it 1is available for the legislature to

appropriate to other purposes, but its express purpose is for
providing the refunds presented to DOR She suggested that
whenever any funds are left over, the legislature could choose
to either appropriate less for the followng year or let the
nunber increase and create a cushion for those tinmes when
extraordinary costs are being offset against net tax or the
price of oil plunges.

4:51: 04 PM

M5. DAVIS noted that CSHB 2001(C&35 includes the original bill's
requirenent for producers to file annual reports and non-
producers to file both annual and nonthly reports. However, the
penalty provision for failure to file a report was not included
in CSHB 2001(0&5, she pointed out. Additionally, both versions
provide DOR with the right to request forecast information, but
again the penalty provision for conpanies that fail to provide
forecast information is left out of CSHB 2001(0&5. The result
is that DOR can request information fromthe industry but cannot
enforce that request. She explained that under existing |aw the
penalties that DOR can inpose are percentages of the existing
tax liability. However, since there is no tax Iliability
associated wth information reports there is no penalty and,
thus, no neans of enforcing DOR s requests for information.
Therefore, she said, DOR is requesting that the conmttee
consider reinserting these penalty provisions.

4:52:27 PM

REPRESENTATI VE SEATON related concern by industry that the
penalty provisions would allow DOR to go back under the six year
timeline and assess fines of $1000 per day for that entire tinme
peri od. He asked whether DOR woul d assess the penalty based on
the date the report is requested or the date the report was to
have been fil ed.

M5. DAVIS responded that she had not heard of this particular
concern. In further response to Representative Seaton, she said
she woul d get back to the commttee in this regard.

4:53:54 PM
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M5. DAVIS stated that the provision in Section 56 of the
original house bill was excluded from CSHB 2001(C&G . She
explained that this provision would re-wite AS 43.55.165(a) to
require DOR to issue regulations that specifically define what
are considered |easehold expenditures, rather than having the
statute define what are not |easehold expenditures. The current
statute is self-inplementing and therefore precludes DOR from
issuing regulations. This has resulted in producers being given
too much discretion in interpreting what constitutes direct and
reasonabl e | easehol d expenditures related to the devel opnent of
oil and gas upstream

MR. PORTER added that the provision would reverse the current
structural relationship between the industry and the state.

CO CHAIR GATTO surm sed that it is nmuch easier to say what is in
because it is inpossible to come up with all of the outs.

MR. PORTER responded that saying what is in is not wthout
probl ens because it is possible to accidentally exclude nunerous
things that are probably normal |ease expenditures. So, both
occur and the state needs to be aware of the risk of both sides
of the equation, he advised.

4:57:07 PM

REPRESENTATI VE SEATON asked whether this provision was omtted
intentionally by HO&G or was a deferral for another commttee to
deal wth.

MR PORTER said he did not know.

M5. DAVIS, in response to Co-Chair Gatto, explained that non-
substantive conform ng |anguage had to be inserted into [CSHB
2001( &G ] when it excluded the Section 56 provision.

4:58: 07 PM

REPRESENTATI VE GUTTENBERG requested an el aboration of the cost
allocation for expenditures upstream in AS 43.55.165(h) [a
provi si on excluded from CSHB 2001( &G ] .

M5. DAVIS said this was a rewite by DOR of AS 43.55.165(h) in
regard to the departnent adopting regulations that describe the
means for allocating costs between oil and gas and between
| eases and properties in order to determne which |easehold
expenditures apply to which |leases. \Wile drafting regulations
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to inplenent the PPT statute regarding this issue, it was
di scovered that the statute is not as clear as DOR would IiKke.
Because the departnment has witten the regulations, she said,
this is only a clarifying amendnent because it doesn't change or
speci fy any allocation rules.

4:59:35 PM

REPRESENTATI VE SEATON said he thought the whole goal of having
oil and gas together in PPT was so that there wasn't a cost
al l ocation between oil and gas. Is this now instituting an
al | ocati on between oil and gas, he asked.

M5. DAVIS answered that this is exactly right regarding concerns
that were expressed during the last time. This does not change
the language in PPT to that extent because the original |anguage
still remains. \Were there is a reasonable nethod of allocating
cost between oil and gas in between |eases, she explained, there
can be instances when facilities are shared between units and it
IS necessary to figure out which costs go to which participating
area (PA).

5:00:48 PM

REPRESENTATI VE SEATON inquired whether the clarification is
related to the wupstream utilization of energy that is non-
taxabl e when the energy is used within the unit, but is taxable
when it is sold outside of the unit.

M5. DAVIS responded that there mght be nunerous reasons why,
from a tax point of view, there is a need to allocate a
| easehol d expenditure between oil or a gas in between fields or
PAs, and that Representative Seaton's exanple could be one of
t hem because there is non-taxable and taxable product flow ng at
the sane tine.

5:01: 33 PM

M5. DAVIS finished her conparison of the bills by noting that
the differences in regard to definitions, repeal, retroactivity,
and applicability are due only to the need for conformng
| anguage as a result of renoving sections from[CSHB 2001( O&G) ] .

5:02: 26 PM
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CO- CHAIR JOHNSON reiterated that maintaining confidentiality is
of utnost inportance to him He asked for assurance that there
woul d be no breaches of confidential information by the state.

M5. DAVI S responded that both DOR and DNR take their obligation
for preserving taxpayer confidentiality very, very seriously.

Sharing of information between the departnents would be
undert aken usi ng aggressi ve syst ens for mai nt ai ni ng
confidentiality that would be put into place from the very
begi nni ng. She said she envisioned that a protocol comittee
would be established by the two conmssioners to set up
standards, |ockdown procedures, and a list of the individuals

havi ng access to the information.
5:04:51 PM

CO CHAIR GATTO surm sed that confidential docunents would be
related to property rights and that the release of these
property rights would be a crimnal offense.

M5. DAVIS stated that DOR s standards for confidentiality inpose
crimnal sanctions for any release and that those crim nal
sanctions would also apply to DNR personnel who have access to
confidential DOR information.

5:05:31 PM
CO CHAI R GATTO asked whether it would be a Cass C fel ony.
MR. PORTER said he did not know.

MS. DAVIS said she is unsure whether it is a Cass C m sdeneanor
or felony and that she would get back to the commttee.

CO- CHAIR GATTO opined that this is an inportant issue because
information sharing between the two departnments wll increase
the volunme of docunents being viewed by individual state
enpl oyees and that the commttee was as concerned about this as
the industry.

5:06: 20 PM

REPRESENTATI VE GUTTENBERG poi nted out that |egislators also have
confidentiality agreenments and cannot tal k about any proprietary
information given to them He asked what the penalty is, other
than job |oss, for an industry enployee who releases
confidential information.
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MR. PORTER answered that there is no requirenent for the
industry to keep its own data confidential and that each conpany
woul d determine its ow penalty. |If information is accidentally
rel eased, he said, it beconmes public data.

5:07:17 PM

REPRESENTATI VE GUTTENBERG said he is referring to the concept of
the whistle blower - where industry gives the state confidential
information, but sonmeone from inside the conmpany then rel eases
information that shows there is something wong wth the

information that was given. Wiile the information nmay be
confidential for the state, the industry person releasing the
information wll only suffer ramfications from inside the
conpany.

M5. DAVIS said that this is correct. However, conpanies usually

have contractual arrangenents with each other and with operators
about what information can and cannot be publicly divul ged.

5:08: 30 PM

REPRESENTATI VE GUTTENBERG asked why sone people were required to
sign confidentiality agreements in order to see the Woaod
Mackenzi e reports, while others were not.

M5. DAVI S explained that Wod Mackenzie sells its product to an
entity, such as the state or a conpany. Cenerally, the ternms of
that contract allow the sharing of the information internally
with the entity's enployees, directors, and officers. Any
sharing of information beyond this circle, such as wth a
contractor hired to help analyze the report, nust be approved by
Wod Mackenzi e. She said that DOR and the Legislative Budget
and Audit Conmittee purchased the report together and that Wod
Mackenzie reserved the right to approve the list of contractors
with whomthe report woul d be shared.

5:09: 58 PM
CO-CHAIR GATTO inquired whether DOR ever has confidentia
docunents that nust be supplied to the producers for which the

department insists nmust remain confidential.

M5. DAVIS responded that DOR can discuss confidential taxpayer
information only with that taxpayer.
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CO CHAI R GATTO surm sed that whatever DOR tells the taxpayer is,
in turn, confidential.

MS. DAVIS said correct.
5:10: 38 PM

CO CHAIR GATTO asked if DOR included legislators in the group
that it would be sharing the Wod Mackenzie information wth.

MS. DAVIS said she was unsure because the contract was with the

Legi sl ative Budget and Audit Comittee. The report was shared
between DNR, DOR, and the conmmttee, and it was DOR s intent
that the information also be shared with |[|egislators. The

protocol was that any l|legislator viewing the report would need
to affirmthat he/she understood the terns inposed on the report
by Wod Mackenzi e.

REPRESENTATI VE SEATON confirnmed that |egislators were required
to sign a confidentiality agreenent, but that [the ability to
review the Wod Mackenzie report] did not extend to
[legislative] staff.

5:12: 05 PM

REPRESENTATI VE SEATON referred to the new | anguage in paragraph
(6) on page 26 of CSHB 2001(C&G) . He recalled that there was
some question as to whether the costs [specified in paragraph
(6)] could be interpreted as fines and court fees. He opi ned
that it seens very unreasonable that "we would say that a |ease
expenditure does not include costs arising from fraud or wlful
m sconduct and then |imt it to court fees and fines." He
related his wunderstanding that a clarification of what "a
violation of |aw' neans and whether it includes a crimnal
negligent plea by BP on the North Sl ope. He then said that he
wants to find out whether paragraph (19) [on page 28 of CSHB
2001(0&GE] is necessary for the intent of the legislature or
whet her the new |anguage in paragraph (6) is sufficient. He
characterized paragraph (19) as problematic for the industry to
work with in the future.

5:15:40 PM

CO- CHAIR GATTO commented that he is always cautious wth regard
to uni ntended consequences of | anguage.

5:16: 47 PM
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CO CHAIR GATTO reviewed the schedule for tomorrow, during which
public testinony will be taken at 6:30 p.m

ADJ QURNVENT

There being no further business before the commttee, the House
Resources Standing Conmittee neeting was adjourned at 5:18:07
PM
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