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ACTI ON NARRATI VE

CHAIR HOLLIS FRENCH <called the Senate Judiciary Standing
Commttee neeting to order at 9:38:48 AM Present at the call to

SENATE JUD COW TTEE - 3- Oct ober 29, 2007



order were Senators Huggins, Therriault, and French. Senator
W el echowski arrived |ater.

SB2001-O L & GAS TAX AMENDMENTS

9:39: 08 AM

CHAI R FRENCH announced the consideration of SB 2001. Before the
commttee was CSSB 2001(RES), |abeled 25-GS0014\M The plan is
to get an overview and wal k through a series of |egal questions.
On Wednesday there will be a discussion of net versus gross
taxation. Today the conmittee will begin to discuss penalties

the legality of penalties; information sharing; Qui Tam (whistle
blower); statute of I|imtations; retroactivity of certain
aspects of the bill, including corrosion; duration of lawsuits
and settlements of a net-based system whereby the public has
expressed concern; and any other |egal questions.

CHAIR FRENCH recognized Senate President Geen and Senator
Hof f man.

9:41: 45 AM

MARCI A DAVI S, Deputy Conm ssioner, Departnent of Revenue (DOR),
said she did a topical analysis of ACES [Alaska's Cear and
Equitable Share] in the resources commttee. There is now
version “E’, which has portions of the bill deferred for later
consi der at i on.

CHAIR FRENCH said a topical presentation of the bill as
initially presented woul d be best.

9:43: 30 AM

SENATOR THERRI AULT said he reviewed the bill and | egal nmeno. “It
appeared that there were a lot of sections that were deleted,
sort of conform ng because a previous section had dropped out.
But | wasn't sure that | was able to track all of those, and so
t he gl obal discussion would be good for me too.”

M5. DAVIS said she can note what | anguage has renmai ned in Senate
version “E".

CHAIR FRENCH said tinme is short and his intention is to nove the

bill this week. Public testinmony will be nore limted and wl|
probably occur at the end of each day. It wll be truncated,
however, so the bill can be noved. He said he's a firm believer

that there are two sides of each question.

9:45: 32 AM
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M5. DAVIS said Robert Mntz is on the line, and he helped
prepare the topical overview

9:46:11 AM

ROBERT M NTZ, Attorney, Kirkpatrick & Lockhart Preston Gates
Ellis LLP (K& Gates), said he has been working with DOR and the
Department of Law (DOL) drafting production tax |egislation. The
oil and gas production tax has been in Alaska |aw since before
statehood. That revenue is in addition to royalties on state
| ands, property tax, and corporate incone tax. A production tax
typically applies a tax rate to sone neasure of the value of oi
and gas that is produced. He said to keep in mnd it is
exercising the state's taxing power and, unlike royalties, it
applies to production fromprivate, federal, and state |ands.

9:48: 42 AM
MR MNTZ referred to slide 3, “Core Provisions of HB 3001
(enacted in 2006)”. Section 011 levies the tax on oil and gas

based on a percentage of value. Section 160 helps calcul ate the
taxabl e value of oil and gas—the production tax value. “Think of
it as the net value,” he said. An inportant part of that
calculation is the deduction of the upstream costs, defined in
Sections 165 and 170. Another change from that law was to
establish new tax credits. Unlike previous production tax |aws,
it provides for an annual tax with an annual return, and it also
provides for nmonthly estimated install nent paynents.

9:50:40 AM

MR MNTZ said he will now speak of the core provisions of the
Governor's bill and how those would change current law. Slide 8
refers to Section 15, which is not in the commttee substitute
(CS). It levies a tax on the producer that is equal to the
production tax value of oil and gas nmultiplied by the tax rate.

Subsection (g) gives the tax rate two conponents: a base rate of
25 percent plus a progressivity tax rate, but the term
‘progressivity’ is not in the bill. That rate is an additiona

1/5 of a percentage point for every dollar per barrel over a $30
net value. The current |aw provides for a slightly steeper slope
of 1/4  of a percentage for each dollar per barrel .

Progressivity currently kicks in at $40 per barrel, but the
governor's wll Kkick in at $30. Currently, progressivity is
calculated nonthly and it's annual under the governor’s
pr oposal .

9:52: 57 AM

CHAIR FRENCH clarified that version \M is before the comittee
and the provisions being discussed were in the original bill
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subnmitted by the governor. He asked how the drafters cane to the
trigger value of $30 versus $40.

JONATHAN | VERSEN, Director, Tax Division, Departnent of Revenue
(DOR), said starting the progressivity at a |ower anount was
made to capture “situations in which there are—where you're
driving down production tax values. You ve got a higher cost
that would drive down the net per barrel, so in a high-cost
environment, when you're at a $30 per barrel amount, that would
start the progressivity trigger at an wearlier time, so it
captures nore of that.”

SENATOR THERRI AULT said, “So you' ve got a lower trigger ...but
starting earlier than PPT [profits-based production tax of 2006—
current law.”

M5. DAVIS said costs are much higher than anticipated when PPT
was passed. “Previously it was thought because the costs were
lower ...the value you |look at to decide whether it's above or
below the trigger is the value at point of production and it’s
the net value at the point of production. So you deduct
transportation costs, you get to the point of production and
then it’s net, so you deduct the OPEX and CAPEX,” which “drives
t he nunber down, and then you |ook at that nunber. And the way
it was witten in the ...PPT; that nunber was $40, and what we
found is because the costs had gone up significantly, it was
going to take a West Coast price of approximately $62 before the

trigger—the progressivity price—wuld kick in. That was
approximately $10 higher than people had anticipated when they
originally passed PPT.” The trigger price was noved to $30, so
it would work as originally intended, “because you're

subtracting a | arger nunber at the point of production.”

9:55:39 AM

SENATOR THERRI AULT asked what all was in play, and “what were
you trying to strike a balance with on the fiscal terns.” He has
heard that part of decision of setting the tax and trigger was
based on the | ower 10 percent gross fl oor.

M5. DAVIS said that was a good description. The adm nistration
made a base tax rate of 25 percent to capture a |arger share of
the revenue, and the progressivity trigger was changed to kick
in sooner. Based on the resulting net present value (npv) to
ongoi ng operations and new field developnents in that climte,
the admnistration nmde an assessnent of the npv of future
projects to see if it would inpact future decisions. “W wanted
to conpare what that resulting governnent take percentage woul d
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be and conpare that to what we thought were our peer group
conpari son—Norway, UK, @ilf of Mexico, and Al berta, and nake
sure we hadn’t ... increased the state’'s governnent take to a
point where it nade us unconpetitive with other countries, in
terms of conpeting for investnent dollars.”

M5. DAVIS said the tax, progressivity, and 10 percent floor—
which were directed at |legacy fields—nade a need for a slightly
| oner slope of recovery. So there is a 0.2 percent increase for
each dollar instead of 0.25 percent. “W flattened the curve
slightly in balance to keep the government take nunmber in the
ball park; to keep the npv of future devel opment projects we're
assessing in the range of positive, so it was a nultifactor
calibration.” Each factor played sone role. “Any tinme you reach
in and take, say, a 10 percent floor out ...then ...the bal ance
there was, if the state was going to secure itself wth a
m nimum stream it does inpact ... from an investnent decision,
they have to evaluate the downside of being in a world where
you've got a mninum tax rate that’s essentially set l|like a
gross, and it mght be uneconomc at |ow prices, and ...conpanies
are willing to take that risk if there’s a nore significant
upside. So that's when ... we didn't push high if we had the
floor. But if the will of this body is to not have a floor, then
the option is now open to then—+n countries around the world
when they .. return capital quickly, even at a low price, in a
| owrisk environnent, the countries generally feel nor e
confortable taking a higher share of the upside. So once you
teeter it here, you actually have the option to teeter it up on
the upper end.” She noted that the commttee has a blank slate
because before it is the current PPT.

9:59: 29 AM
CHAIR FRENCH asked if the progressivity of the current version
takes into account the high cost of devel opi ng heavy oil.

M5. DAVIS said the current progressivity trigger is still a net
nunber; therefore, the evaluation takes into account the costs
of a given barrel produced. Prudhoe oil has high margins of
profit conpared with heavy Kuparuk oil, so the progressivity

woul d be triggered at different points.

CHAIR FRENCH asked if the high costs of devel oping heavy oil is
built into the base that rises before progressivity kicks in.

MS. DAVI S said yes.

Senat or Thomas j oi ned neeti ng.
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SENATOR THERRI AULT said there is an idea that the state should
just get its take by adjusting progressivity instead of the
trade off between the progressivity percentage rate and the tax
rate. He asked how that would change the investnent clinmate,
“because whatever the tax rate is, that’'s also the deduction
rate that the conpanies get.” That isn't set by the
progressivity rate. “So you can reach out and grab nore with a
hi gher tax rate, but that neans you're going to also offer nore
in the incentives through the deductions. If you reach out and
grab nore through progressivity, you don't have an offset on the
i nvest ment side.”

M5. DAVIS said that is an interesting aspect between the base
rate and progressivity rate. As the tax rate is raised,
ironically, it enhances the nore expensive new field devel opnent
because it makes the credits have greater value because they
of fset a hi gher tax.

CHAIR FRENCH said it is counterintuitive and is one of the
aspects of the net tax that the public doesn't get.

10: 03: 00 AM

M5. DAVIS explained that if the tax rate is 20 percent of
profits and $100 is spent and allowed to be deducted against
t axes, then when that $100 is deducted against taxes, there is a
20 percent or $20 savings. So, that capital was really $80. The
state has invested the $20. If the tax rate were 30 percent, the
calculation would be a $70/$30 split between the investor and
the state. “The irony is that in terns of their spend, which my
be the sane thing, they get a greater uplift—a greater subsidy
of their costs, the higher the tax rate is.”

CHAIR FRENCH asked if it is true with or without a credit, or is
it the credit that really makes that viable.

M5. DAVIS said it is true with the base deductions, because
under PPT that capital spend gets two boosts: it can be deducted
in the net tax and it can be a capital credit. So, it's really
nore the base deduction. The credit conmes after “you’ ve applied
your percentage and now it’s just straight off the bottom line
So it’s really the deduction.”

10: 04: 56 AM
MR. | VERSEN said the deduction rate tracks the tax rate. The
credit rates don’t necessarily track the sane way. It’'s fixed.
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SENATOR THERRI AULT said a conpany is going to be attracted to
the investnent by getting the deduction based on the capital
dollar that was spent |ast year, “so you get it back quickly,
and that's real inportant to the conpani es because it’s a dollar
al nrost immedi ately back to them versus sonething well out into
the future.”

M5. DAVIS said that is absolutely correct. As DOR | ooked at the
econom c variables, there’s no question that it was the ability
for a conmpany to receive that imediate return or offset against
their capital <costs that was the nost |everaging in the
determnation of npv for a project. That's where she |earned
that the higher the tax rate, the higher npv the newer
devel opnments had. It is also is inpacted by the capital credits.

SENATOR THERRIAULT said that leads him to believe that if
soneone was interested in getting another dollar of governnent
take, but also concerned about reinvestnent, “you then want to
be careful of your choice of whether you get that governnent
take additional dollar through progressivity or through the base
tax rate.” Doing it through the base tax rate provides nore
incentive for the conpanies to nake the investnent.

M5. DAVIS said that is correct for new developnents. “The
countervailing side of it is when we |ooked at the tax structure
froma state perspective, and we were trying to assess what the
revenue inpacts were; what we found is: increasing the tax rate
is very slow or not significantly an increase in state-revenue
take. In fact what was nore | everaging was the progressivity. In
an environnment that’'s triggering a progressivity, that enhances
the state revenue nore significantly than a tax rate change.”

10: 07: 25 AM

SENATOR HUGE NS said he used sonme of the sanme rationale in his
resources commttee. “Because of the balance that you descri bed,
we renoved the floor with the understanding that the bal ance,
now, when you talk about tax rate versus progressivity, and |
never was able to conme to a full conclusion when | |istened to
peopl e presenting about whether tax rate was a big inpacter
versus other variables. And then right towards the end of the
committee process, soneone says, we'll no |onger be the highest
taxing authority in North America because of Al berta. And then |
heard a few hours ago that that was not the case--that Al berta
had, in fact, backed away from sonme of the things that Pedro van
Meurs had described to us.” He asked where Al berta ended up.
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M5. DAVIS said there is an outline of an update of where Al berta
stands. Alberta’' s strategy is a mxed bag-sone things are nore
aggressive and sone are not, but overall Alberta increased its
government take. She doesn’'t know where it falls relative to
ot hers.

SENATOR HUGGE NS said progressivity can be nore surgical and
flexible.

M5. DAVIS said she thinks that's accurate. There are ways to
select different trigger prices for different rates. It doesn’t
have to be a single trigger price and a single sl ope.

SENATOR HUGGE NS said he saw a news program that nentioned
catastrophic events like oil prices at $140 a barrel. Looking at
that scenario, the progressivity has sonme advantages of being
able to self adjust.

M5. DAVIS said a slope can be created to |ook at prices that
hi gh. The question is whether the trigger is a gross or net
nunber. Goss, as defined by the House G|l & Gas Conmittee, is
the sales price without transportation costs. It doesn't matter
what kind of oil it is, it will all pay the sane progressivity.
The trigger price may becone outdated. “If we nultiply the error
by adding in yet another progressivity for a much higher take
we really get an out-of-whack system so we would have to cone
back in and retune the progressivity to match the nmarket.” The
nice thing about a net progressivity is it is self adjusting.

10: 12: 53 AM
CHAI R FRENCH said the tax should be in place for a decade.

SENATOR THERRIAULT said in Alberta the federal governnent
di sallowed the deduction of the royalty, so part of their
severance tax applies to total production, which would skew the
dat a.

M5. DAVI S agreed.
10: 14: 29 AM

MR MNTZ said there are two exceptions in current law to the
tax. One is a tax floor for North Slope production. The

governor’s bill would replace a floor that applies only to
| egacy fields, which are units that have produced a cunul ative
total of a billion barrels and are producing at a rate of at

| east 100,000 barrels a day. The m ninmum tax would be 10 percent
of gross value at the point of production. The second exception
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to the core tax is for Cook Inlet. The new bill won't change
that. It has wording changes to nake it clearer.

CHAIR FRENCH asked where |ease expenditures are defined in
Version \ M

10: 16: 14 AM

MR MNTZ said in Sections 19, 20, and 21 of the CS that is
before the conmmttee. Section 160 of current law is changed by
the governor’s proposal, but the CS doesn't change it. He spoke
of the PPT and a tax ceiling in Cook Inlet.

The comm ttee took an at-ease from 10:19:12 AMto 10:21:56 AM

MR. M NTZ summarized the changes that SB 2001 nmde in Section
160 that are not in the current CS. The changes were nmade to
make explicit sone rules about how |ease expenditures are
deducted to inplenment the different tax treatnent of different
parts of the state.

M5. DAVIS asked M. Mntz to define point of production.

MR M NTZ said the term “well head value” is often used for point
of production. The term inplies the value of oil and gas just

before it conmes out of well, but it is nore conplicated in
practice because of the processing after it conmes out. G|, gas
and water need to be separated. GOl is considered produced when

fluids are separated and it is in marketable condition. It also
requires accurate netering. Typically the gross value at the
point of production is determned by subtracting the cost of
transportation fromthe sales price at the destination.

CHAIR FRENCH noted that the point of production is the |ast
pl ace at which costs can be deducted against the tax. “If it’'s
upstream to the point of production, it’s a deductible cost; if
it’s downstream it is not.”

MR MNTZ said the transportation costs after the point of
production are, and always have been, deductible, but in a
different way. The PPT nmintained the current interpretation for
determining the value at the point of production, and then it
added a new provision for deducting the upstream costs.

CHAIR FRENCH said there is a physical place in each field that
can be identified.

MR. MNTZ said that is generally true.
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CHAIR FRENCH said he was confused previously. He worked at
Kuparuk, and it has a custody transfer neter at the l|last flange

as the oil leaves that facility, and then the oil goes in a
transportation pipeline to punp station one. Wen the |eak
devel oped at Prudhoe, “I assuned that was downstream of the
poi nt of production because it was downstream of the production
facilities.” But at Prudhoe Bay the custody transfers are

handl ed differently; they handle it right at punp station one
He asked about Al pine and Endicott.

10: 26: 56 AM

MR. M NTZ said he understands that the AOGCC requires netering
before oil and gas leave the unit. That would nmean there would
be a point of production before it is taken off the unit. Wthin
each unit there are different satellites. After separation in
the main facility it goes to the last neter. Slide 15 speaks to
a provision that is in the governor’s bill and the CS.

10: 28: 54 AM
SENATOR W ELECHOWSEKI | oi ned the heari ng.

MR MNTZ said Section 165 of the law is where the term “l| ease
expenditure” is described.

CHAI R FRENCH asked for the sections in the CS

M5. DAVIS said Sections 19, 20, and 21.

MR MNTZ said these provisions are the same as in the
governor's bill. Mst of it was witten for nore clarity, but

one substantive change in Section 19 of the CS is that the
departnment nmay, but is not required to, provide further

definition by regulation. The bill changes it to provide that in
order to be a deductible |ease expenditure, a cost nust be
allowed by regulation. It is to make it clearer and nore

predi ctable in determ ning what costs are deducti bl e.
CHAI R FRENCH asked if the regulations are witten.

MR. M NTZ said not on that point, but there is a volum nous set
of regulations that went into effect |last March. Since then the
depart ment has been wor ki ng on devel opi ng phase two.

10: 32: 06 AM
MR. |IVERSEN said the regulations on |ease expenditures were
carved out from PPT. He said the departnent has been on two
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tracks, and one is to get the first set of returns in wthout
having honed in on these particular expenditure |eases. “W have
been grappling with those over tine.”

M5. DAVIS said the departnent was getting ready for the
regulations to go out for coment at the tinme the special
session was called. They didn't want to be inefficient wth
people’s time. The goal is to have the regulations out by
January.

SENATOR HUGGE NS said, “It’s my understanding [that] we are in
concurrence that affirmatively stating the deductions is what
we’'re pursuing and that we concur with that. Is that correct?”

M5. DAVIS said, absolutely, “W want to state what is in and not
sinply what is out.”

CHAIR FRENCH said the PPT had a list of 16-17 things that were

di sal | owed, and it | eft open the universe of ot her
possibilities. That is reversed by saying what a deduction is

and it must be affirmatively listed or it will never qualify. In
the bill in front of the commttee it wll happen in

regul ati ons, not statute.

M5. DAVIS said yes, with the guidelines that the |egislature
places in this bill.

10: 35: 00 AM
SENATOR THERRI AULT asked if the infield costs were deductible
fromthe gross before the tax is applied.

MS. DAVIS said that is correct.

SENATOR THERRI AULT said there was discussion about whether there
are any fields in production that now have an allowance for a
deduction on the royalty side. “Do we have a simlar deduction
of infield expenses on the royalty side, when the royalty
val uation is cal cul ated?”

MR. M NTZ said 100 percent of the qualifying |ease expenditures
are deductible. “There’s no allocation ... between royalty and
non-royalty [indecipherable].” Section 20 |anguage is sinply
noved around for clarity with no substantive changes.

M5. DAVIS said Section 20(c) deals with overhead, which is now
in Section 19(2).
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MR. | VERSEN sai d that was changed because currently the PPT sets
forth overhead as a direct cost which typically isn't.

10: 37: 30 AM

MR. M NTZ said Section 21 of the CS maintains and expands the
list of exclusions. Paragraph 6 of subsection (e) currently
i ncludes costs arising fromfraud, wllful msconduct, and gross
negligence, and the admnistration added costs arising from
violation of law or failure to conply with a |ease, permt, or
license obligation. This change came from a suggestion from a
menber of the public. The second change in the [list of
exclusions is in paragraph 15, and it deals with dismantl enent,
removal, and restoration costs. Current |aw excludes that type
of cost for past production, but it allow it if it is

attributable to future production. “These costs really should
not be deductible under ...and shouldn’'t be considered ...cost of
production.” The change in that paragraph would exclude al

di smant| enent, renoval, and restorati on costs

CHAIR FRENCH asked if the theory is that when building a
facility the economics of dismantling and restoring should be
part of the plan.

M5. DAVIS said yes. Under the |eases the lessee is required to
build in future abandonnent costs. In fact, they generally make
an allowance in their federal tax and depreciate that cost over
time, recovering it as a normal incident of the cost of
busi ness.

CHAIR FRENCH surmised that the day a lease is awarded through
the conpetitive bid process, part of the |ease paynent takes
into account the renoval costs.

M5. DAVIS said yes. “Wien you acquire the |lease you incur the
| egal obligation that should you do any devel opnent ...you wl|
have that incunbent responsibility—financial responsibility—for
doi ng the abandonnent, and for that reason, when we |ooked at
how the state’'s dollars should be targeted by way of the
deductions and the credits, we didn't feel it appropriate to
essentially spend those dollars toward sonething that a party
was already legally required to do and had built in to their
decision.” As |ease-hold expenditures the costs are both
deductions and capital credits.

10: 40: 58 AM
MR. M NTZ said the third change to the list of exclusions deals
with issues from SB 80 of 2007. The bill takes a little bit

SENATE JUD COW TTEE -14- Oct ober 29, 2007



different approach to the sane issue. [He was told that issue
will be discussed tonorrow.] The final exclusion is for costs
for a crude oil refinery or topping plant.

CHAI R FRENCH asked why that is excluded, and he noted that he
wor ked at a crude oil topping plant.

M5. DAVIS said it is not considered an upstream cost. It is a
m dstream refining process. It is oil that is taken from the
lease and is run through a processing plant to yield a
mar ket abl e product, “and we do not consider that in the sane
vein as what we consider upstream costs—the costs to take
production and deliver it to market.”

SENATOR HUGGE NS stated that the resources conmittee asked the
admnistration to continue to look at that, because presently
the diesel would have to be pipelined to Anchorage from Kenai,
railed to Fairbanks, and trucked north. He said that is a left-
handed way to get diesel to the North Slope, so based on risk of
pollution and road degradation, the commttee asked the
admnistration to nmake it attractive for the producers to do
this function on the North Sl ope.

M5. DAVIS said it is a balance of environnmental, cost, and job
issues and the overall revenue to the state. Wen |ow sul phur
diesel is needed, it is manufactured in N kiski and transported
north. Kuparuk has |ower sulphur diesel than Prudhoe, but air
em ssions requirenments will require | ower sul phur. “So they need
to do nodifications to the Prudhoe topping plant that would be
upwar ds of $300 million.”

CHAI R FRENCH asked if the diesel produced on the North Slope is
used to run trucks and ot her equipnent.

M5. DAVIS said it is used for a wide variety of purposes. It is
i ncunbent upon them to make nodifications, and she believes the
producers are | ooking at nodifying the Kuparuk plant and not the
pl ant at Prudhoe. There also nmay be a third plant constructed
further east if developnent mnmakes it viable. It's a very
expensive retrofit. “Wether the state should undertake to
subsidize those in sonme fashion or decide that they want to
subsidize them to the tune of 20 percent plus whatever the tax
rate is ..it needs to balance that, which has its benefits and
detrinments to the options, which is the haul road repair costs,
which were estimated by the Departnment of Transportation to be
$1.5 million for an increase of up to 150 truck trips, as well
as the fact that in Fairbanks right now, there is a group that
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had purchased a refinery and as a consequence of their contract

with the state, the state sold them royalty oil, and as a
consequence of selling the royalty oil, they were required to
retrofit the plant in Fairbanks to be | ow sul phur. \Wat happened
in lieu of that is they, instead, funded the |ow sul phur

nodi fications to the plant in N kiski.”

SENATOR HUGGE NS noted that is would be 150 trucks per day—a huge
anmount .

M5. DAVIS said that was a cost estinmate.
SENATOR HUGGE NS sai d one can i mgi ne accidents and spills.

M5. DAVIS said the estinmate from ConocoPhillips, if it is not
allowed to nodify its plant at Kuparuk, was an increnental
i ncrease of 10 trucks per day.

10:49: 17 AM
MR. M NTZ said the governor’s bill and the CS repeal AS43.55.165
(c) and (d), and “those provisions allowed the departnent to

substitute cost billings under wunit operating agreenents in
pl ace of the general standards for determning | ease
expenditures.” Instead of applying the general definition of
| ease expenditures, it would be the actual costs that an
operator is allowed to bill wunder a unit operating agreenent

The departnment confronted sone serious inplenmentation issues,
whi ch convinced it that it is preferable not to have the second
track, but go with a single track, which would be regul ations
speci fying allowabl e | ease expenditures. So that is why the bill
repeals it.

10: 51: 54 AM

MR. MNTZ said Slide 19 deals with tax credits. The PPT enacted
a group of new tax credits, and sone are in AS 43.55.023. The CS
omts all of the changes nade by SB2001 except one, which deals
with Transitional Investnment Expenditures (TIE). The governor's
bill, SB2001, nade changes including a provision to spread out
the use of capital credits so that no nore than half could be
used the first year. SB2001 has information-sharing requirenents
that explorers would have to agree to in order to get credits
for exploration expenditures. Slide 20 states the follow ng
change: “credits for capital expenditures in a unit subject to
the tax floor may be applied only against tax on oil and gas
production from that or another unit subject to the tax floor.”
There are several agency rules that follow from the gross tax
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floor on the legacy fields to avoid undercutting that floor, and
this is one of those rules.

MR MNTZ referred to Slide 21 that states the following: “no
carry-forward for unused | ease expenditures for units subject to
the tax floor.” That is a change in the carry-forward annual
loss credit. An explorer or producer that incurs a cost that
woul d be deductible, but there is no production to deduct it
agai nst, those costs can be turned into a credit to be used in
the future or sold. The Governor's bill conforns the percentage
of that credit to the tax rate: 25 percent. If a producer can
deduct costs against the 25 percent tax rate, it reduces the net
cost. Current law only allows a 20 percent credit rate, which
introduces a disparity between producers that have current
production and those that don’'t have any to apply their credits
agai nst .

10: 54: 57 AM
M5. DAVIS said regardless of what tax rate comes forward, “we
just want to council you to match that rate to this provision.”

MR MNTZ said there is another rule to inplenent the North
Slope tax floor to prevent wundercutting that floor. Under
current law, the person that earns the tax credit can turn that
into a transferable certificate. Under the governor's bill, an
expl orer that doesn’t have any production tax liability would be
under the 50 percent rule as well.

SENATOR THERRI AULT said he understands that the admnistration
wants to spread out the application of credit for the benefit of
the state treasury. “But by delaying the conpany’ s recouping
that dollar, you inpact the net present value of their
i nvestment decision, and I'’mjust wondering if it's worth it.

M5. DAVIS said there is that negative effect of delaying the
return of that value for the investor. But this aids in
providing the legislature with clear revenue flow figures to aid
in budgeting. In a year with a spike in spending, it can hit
rigorously and the state will find an unexpected decrease in
revenue. This would noderate the swing | eading into a high year.
It hasn’t been a problemin the recent past. Producers may spend
extraordinarily | arge chunks on heavy oil devel opnment.

10: 59: 20 AM

MR MNTZ noted Section 14 of the CS. The bill gives nore
express authority to require electronic tax filing in a usable
form
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CHAI R FRENCH asked how taxes are pai d now.

MR. M NTZ said |arge paynents nust be nade electronically. This
woul d elim nate any doubt. Referring to Slide 33, under current
law the requirenent to file a tax return is triggered by ow ng
tax. But it is inportant for the departnent to know of tax
credits as well as liabilities. The bill requires producers to
file an annual return whether or not there is tax liability.
That is in Section 14 of the CS

11: 02: 52 AM

M5. DAVIS said an oil or gas producer nust file a report even it
there is no tax due. The report wll contain the information in
14(1) through (9), including the details about where production
is located, the gross anount of the oil, the costs, credit

clainms, and nore. It is a tax return, but this was required only
when payi ng the tax.

11: 04: 33 AM

CHAI R FRENCH said Al aska has a net profits tax system so “how
can we not be in a position of knowi ng what each conpany makes,
given the lay of the | and?”

MS. DAVIS said the state does know.

MR. | VERSEN said the returns for calendar year 2006 were filed
in March of 2007. They aren't public docunents.

CHAI R FRENCH asked if there is any reason the public shouldn't
know the net profit of each conpany since that is the basis for
the tax system

MS. DAVIS said, “W should be able to aggregate the information,
and roll up what a net profit would be across the North Sl ope,
for instance.”

CHAI R FRENCH said he can go to Wall Street and find the profits
of a conpany globally, so why can't Al aska have statutory
requi renents to provide the infornmation.

M5. DAVIS said, “W essentially do.” She said to |ook at page
21, Section 23 of the CS regarding the public disclosure of tax
information. The statute authorizes and clarifies that the state
needs to aggregate at |least three taxpayers and release the
information listed, which provides the ability to calculate
profit by gross value and the deductions.
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CHAI R FRENCH asked why it had to be aggregated.

M5. DAVIS said the aggregation is required because current |aw
prohibits the state from disclosing individual t axpayer
i nformati on. Ceneric information can be provided. Thr ee
conpanies are aggregated because it is successfully done in
fisheries taxes. It is done so as not to violate constitutiona

i ssues related to privacy.

11: 08: 00 AM

CHAI R FRENCH asked how the rights to privacy are overcome on the
New York Stock Exchange. Shareholders get thick, detailed
financial reports fromthese conpani es.

M5. DAVIS said a state |l aw prevents revealing that information
CHAI R FRENCH asked if the bill repeals that.

M5. DAVIS said she thinks it does “in the sense that
basically, not wthstanding those provisions, we can reveal the
information in Section 890. So we are carving out this body of
information saying we're not going to have this type of
information be constrained from public disclosure under that
general statute.”

11: 09: 02 AM
SENATOR THERRI AULT asked if that is normal for an oil producing
state.

M5. DAVIS said there is a sense, globally, that you need to
protect that requirenment. Virtually all other countries had
“sone sense of needing to aggregate it.” Exceptions are sone of
the newer countries that tend to be third world countries that
need to neet standards established by the United Nations for
t ransparency.

CHAIR FRENCH said he is struggling with the idea that the stock
exchange requires revealing information in great detail, yet a
conpany is protected in Alaska. If a conpany gets a profits-
based tax, then the state should know its profits and it
shoul dn’t be forced to guess through an aggregati on process. “I
should be able to go to each taxpayer and say, ‘what did you
make?’” This is not a Mm and Pop store; it is the central
foundation of the state's fiscal reginme, and there is a great
deal of public interest in this. There is a big public push to
have nore transparency.
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11:11: 35 AM

SENATOR HUGA NS said the admnistration is working to respond to
Senator Welechowski’s [request to learn how nuch profit
ExxonMobi| made in Al aska | ast year].

M5. DAVIS said there is a requirenent for materiality before a
conpany has to break out segnents of its report, and because
Al aska doesn't neet the threshold for BP's and Exxon's gl oba
portfolios, Alaska can’t |look at the records that are currently
filed under the SEC and ferret out the Al aska portions. For
ConocoPhi |l lips, Al aska does neet the materiality criteria, and
it can look at its Alaska portion on its public filing.

CHAI R FRENCH said, “lI thought they did it out of the goodness of
their hearts.”

11:13: 10 AM

MR MNTZ referred to Slide 34, provisions that are ained at
insuring that the departnment has the information it needs to
properly adm nister the tax. Section 15 of the CS establishes an
additional penalty for failure to supply all the required
reports. Under current law there are existing penalties for
failure to file; however, the anount of the penalty is based on
the anpbunt of the tax deficiency. Sone of the new reports don’'t
have t axes.

CHAIR FRENCH asked if the reports referenced on page 12 are tax
reports.

M5. DAVIS said yes, they are the annual and nonthly reports
requi red of producers and non-producers. Wthout this provision,
there is no mechanismfor DOR to enforce the requirenent.

MR. M NTZ said Section 16 of the CS inposes an annual reporting
requirenent.

11: 16: 03 AM

M5. DAVIS said there was also a blank spot on the state’s
ability to collect information because an explorer or producer
that was devel oping a project but had not yet had production was
previously not required to file a return. This cl oses that gap.

CHAI R FRENCH suggested that a conpany doing seismc work wll
still need to file a report.

SENATE JUD COW TTEE - 20- Oct ober 29, 2007



M5. DAVIS said yes because it would be incurring |ease
expenditures that will show up later. Having the annual report
gives the departnent an understanding of what is yet to cone
regarding credits and deducti ons.

CHAI R FRENCH sai d that sounds |ike a good idea.

M5. DAVIS said Section 17 in the CS gives DOR the right to
request forecast information. Under existing rules the DOR could
request information as it related to a taxpayer’s tax liability.
That is a backward way to do it, and the revision makes it a

forward-1ooking feature. It is narrowWy focused and does not
make taxpayers create a separate report, but i ncl udes
information already shared wth other interest owners. In
advance of a year the owners wll sit down and develop an
operating plan and nake a proposal to the working-interest
owners. Once they know what the operations will be, they devel op

a cost scenario and essentially issue bills to their working-
interest owners quarterly. There may be changes along the way,

and those will get flagged at that accounting level, and the
bills will change. “W want the state in the sane footing

pretend like we’'re working-interest owners; give us a copy of
all the correspondence.” It wll not be a burden to the
taxpayer, and the state can adjust the revenue forecast

accordingly.

11: 20: 26 AM

CHAI R FRENCH asked about Section 5 on page 14, which describes
that process. But it seens to carve out specific reports on line
28, and it seens that the state isn’'t asking for the bills but
just for the communi cati ons between the two.

M5. DAVIS said it uses comrunications in the broad sense because
the state didn't want it limted to the witten record. She
expressed concern that once the accounting organization is aware
the state is getting copies of everything, things mght be done
verbally.

CHAIR FRENCH said it |ooks like the required information is
l[imted to just conmunications and not billings.

M5. DAVIS said it is intended it to be broad, and an [authority
for expenditure] issued by an operator to a working-interest
owner is a comunication. Bills and solicitation of approvals
are too. If it doesn't read that way, then it should be
r ewor ded.
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CHAIR FRENCH said he will come back to this. He added that this
is a second type of penalty—t’s not a tax report penalty.

11: 23: 59 AM
M5. DAVIS said it attaches to the obligation to respond to the
departnent’s request for reports on the forecast information.

MR. | VERSEN said the penalty is associated with receiving the
information; it’s not related to the forecast being off.

M5. DAVIS turned to slide 36, Section 18 of the CS, which
requires electronic filing of reports in a format prescribed by
the departnment. The state is creating a database that wll be
popul ated with the annual and nonthly returns that get filed

The correct format will reduce errors, time lag, and staffing
needs. She hopes that it wll wupload automatically giving an
i mredi ate picture. Sone information will be shared with DNR

11: 26: 21 AM
CHAI R FRENCH asked what stage the database is in.

MS. DAVIS said there are bids on the cost.

MR. | VERSEN said a scoping contract has been done. It is like a
needs assessnent, but bids haven't been solicited.

CHAI R FRENCH asked how long it will take to create.

MR. | VERSEN said it will be a nulti-year process to get it fully
i ntegrated and functional.

CHAI R FRENCH asked how returns are filed now.

MR. | VERSEN said it's a m x of paper and electronic returns. The
t axpayers can also use a tenplate fromthe state’s website. Sone
of the provisions in the bill are geared to getting information
in a useful fornmat.

11:29: 01 AM

M5. DAVIS said subsection (g) of Section 18 was added. The state
wants to be able to issue advisory bulletins to give guidance
through the initial phases. M. Mntz researched and found that
this section gives the departnent the authority to be able to
i ssue advisory bulletins for any tax.

MR MNTZ clarified that it is limted to the production tax.
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SENATOR THERRI AULT questioned the use of the bulletins.

M5. DAVIS said advisory bulletins have been used to head off
audit problems with regard to how the departnment is interpreting
and applying a regulation. It can flag things early.

SENATOR THERRI AULT asked if a taxpayer can still disagree.
MS. DAVI S said yes.

CHAI R FRENCH asked how many taxpayers are on the North Sl ope.
MR | VERSEN estimated there to be about 30.

CHAIR FRENCH asked who else is making noney besides the big
t hree producers.

MR. | VERSEN said he will look up who is actually making noney.
It is probably significantly |ess than that.

CHAIR FRENCH said it probably boils down to 10-15 corporate
entities.

MR. |VERSEN said that mght be closer to it. There are also
ot hers generating credit.

11: 33: 49 AM

M5. DAVIS said Slide 37 references ACES Section 2, and this
| anguage was included in the Senate CS. It authorizes DNR to
share oil and gas information with DOR It is a provision that
has a conpanion piece for sharing information the other way.
There are confidentiality requirenents for both agencies, and
the ability to speak to each other about relevant information is
very limted. The two have had to junp through a lot of hoops to
be able to work together, including making nodels generic, for
exanple. Consultants were quite surprised that the state put the
two agencies in “such silos.” That is not found in other places,
so the goal is to enable the sharing while keeping the
protection of information.

SENATOR W ELECHOWSKI said page 3 shows two reasons that the
director can request the information, and one is for forecasting
revenue and the other is for adm nistering AS 43.55. He wants to
make it broad enough. How do you define forecasting revenue and
what is 43.55?
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M5. DAVIS said 43.55 is specifically the production tax
provision. It would not include the oil and gas incone tax
provision. This was the area where the information cane into
play. Section 13 of ACES or Section 12 of the CS is the parallel
provision. It doesn't have a limtation on DNR s use of it.

11: 38: 24 AM

CHAIR FRENCH said to suppose conm ssioners couldn't decide if
the information is released fast enough. A governor could
strai ghten that out.

SENATOR W ELECHOWSKI said it may be best to have the sections
conform nore. He expressed concern over hanstringi ng DOR

MS. DAVIS said the intent is that DOR would be able to use the
information it needs, so she wouldn't object to that.

11: 39: 56 AM

MR MNTZ said to keep in mnd the scope of the proclamation.
Venturing outside the production tax could be a problem But it
is witten very broadly to nake sure the departnment can get the
rel evant information for adm ni stering production taxes.

M5. DAVIS said Section 23 in the CS is about public disclosure
of information and how to aggregate it. She referred to a list
on Slide 39 of administrative inprovenents. There is an auditor
provision and a transition provision to keep current auditors to
stay in classified service. There are two places that relate to
the statute of |imtations, and it was not picked up in the CS
The governor’s bill proposed a change from three to six years,
and the CS doesn’t.

11:42: 32 AM
M5. DAVIS said Slide 40 deals with a provision that was in the
governor’s bill and not in the CS. Its intention was for the

| egislature to confirm an existing regulation of DOR \Wen
taxabl e value changes, the DOR has always taken the position
that the statute of limtations does not run on a claimfor the
state to recover the differential, even though it may have run
on that tax period. There is not a current lawsuit on that
issue. The AOCGA said this had a hidden agenda related to
interest on the tax due—that when we recognize that our statute
of limtations operates to allow us to go back and pick up a
period that had otherw se been closed such that there was now a
tax liability for a previously closed period, their concern is:
does this provision alter the balance of the ability to fight
about what interest rate should apply and when it should attach
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to that liability. It was never our intention to affect that
di al ogue or that |egal debate.”

11:44: 59 AM
CHAI R FRENCH said the \M CS doesn't have that provision

MS. DAVIS said that is correct.

SENATOR W ELECHOWABKI asked about a current tariff dispute, and
“how many years back would that cover if we were to prevail ?”

MR MNTZ said Congress recently passed a law placing sone
limtations on that. He said he didn't think it would affect any
pendi ng di spute on TAPS tariff.

SENATOR W ELECHOWSKI said it seens that if there was a l|lawsuit
and the state was supposed to be getting X tariffs but didn't,
the state would be due interest. That is standard civil law, “so
| think we need to be careful when crafting that provision.”

MR MNTZ said that one of the reasons for the debate is that
typically when FERC orders a retroactive refund, it does cone
with interest. However, if the interest rate is different

11: 47: 05 AM
SENATOR W ELECHOWSKI said if it was noney the state should have
gotten under the state system it should be the state interest.

CHAI R FRENCH asked the difference between interest under a FERC
ruling versus the state.

MR. | VERSEN said the state would assess interest at 11 percent.
The I RS charges about 8 percent, but he doesn’t know about FERC.

11:47:59 AM
M5. DAVIS said Slide 42 relates to transition, applicability and
effective dates. They are essentially the same in both versions.

MR. M NTZ added that applicability and retroactivity are
conmpani on provisions. The expansion of the list of exclusions
and the repeal of 155 (a) and (d) on unit agreenents are nmade
retroactive to 2006, when PPT started. O her changes are either
prospective or i mredi ate.

CHAIR FRENCH said the commttee wll discuss how far back

retroactivity wll go, but tax changes wll take effect next
year and corrosion issues go back to April 1, 2006
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11:50: 15 AM

M5. DAVIS said there is a provision that the resolution of
statute of limtations applies to tax periods that are still
open, so if something was in its second year and had not passed
the three-year statute of limtations, six years would extend it
out another four years. Nothing would be reopened that was
cl osed.

MR. M NTZ added that Section 29 was done in the PPT |egislation,
and it nmakes sure the departnent is inplenenting regulations as
soon as the new statuary provisions apply, even though it wll
take sonme tinme to devel op the regul ati ons.

CHAIR FRENCH said he is having trouble understanding how sone
provisions wll be retroactive to 2008 if the bill passes in the
next nont h.

MR. M NTZ said the regul ations m ght not be adopted by then.

11:52: 39 AM

M5. DAVIS said the CS didn't carry through Section 023 (I)
regardi ng tax-exenpt entities not receiving credits. However, it
was anmended to the House version yesterday, she said. It needs
to be di scussed.

11: 53: 24 AM
CHAI R FRENCH outlined this afternoon's schedul e and recessed the
nmeeting from11:54:16 AMuntil 1:23:52 PM

The commttee reconvened with Senators Wel echowski, Huggi ns and
French.

1:24:21 PM

KEVI N BROOKS, Deputy Conm ssioner, Departnent of Adm nistration
(D), Juneau, Alaska, explained that Sections 9 and 28, in
version M CSSB 2001(RES), noves classified oil and gas auditors
to the exenpt service with the intention of being able to pay
them what the market is requiring these days. He said he has
been seeing difficulties in recruiting revenue auditors, and the
DOR did a pay analysis. There are 60 individuals in the auditor
job class famly, but the primary focus was the oil and gas
auditors, but the system requires dealing with the fanmly as a
whol e. They raised the pay 15 percent across the board for all
60 enpl oyees based on the market. This bill refers to about 23
auditors from DNR and DOR, and it exenpts them
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CHAI R FRENCH asked what it neans to be exenpt.

MR. BROOKS replied that they aren't represented by a union.
Every enployee is considered classified unless the position is
listed as exenpt. Alaska is a right-to-wrk state; enployees are
represented by unions.

MR. BROOKS said the increased pay didn't have its “desired
effects.” DOR and DNR are still having problens attracting
enpl oyees because private industry pays significantly nore.

CHAIR FRENCH surnmised that the public is asking why you can't
pay these enpl oyees nore.

SENATOR THERRI AULT joined the comrttee.

VR. BROOKS replied that statutorily, classifications are
constructed on a "like-pay for I|ike-work™ concept. It's not so
simply to pay enployees what the market wll bear. The pay
adjustnment was the first attenpt to work within the constraints
of the rules. Instead of <changing the conplex statutes, the
other strategy is to nake the enployees legislatively exenpt.
Medi cal professionals, oil and gas geologists, and the Limted
Entry Comm ssion are fully exenpt. So he is suggesting taking
t hese specific jobs and making themfully exenpt.

CHAIR FRENCH asked if classified and exenpt are the only two
choices. What is a partially exenpt enpl oyee?

NI KKI NEAL, Director, Division of Personnel and Labor Rel ations,
Department of Adm nistration, Juneau, Alaska, said partially
exenpt enpl oyees are subject to the classification and pay plan,
so they cannot be paid an override rate. They are not subject to
recruitnment provisions and are often at-will enpl oyees.

1:32: 49 PM
MR. BROOKS said we all serve at the pleasure [of the governor].

CHAI R FRENCH sai d you coul d be discharged for any or no reason
1:33: 09 PM
JAN DEYOUNG Attorney, Departnment of Law, Anchorage, Al aska,

said there are sone restrictions on termnation for bad reasons.

1: 33: 35 PM
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CHAI R FRENCH said but a person can be discharged for no reason
but is still subject to the pay classification rules. He asked
who the partially-exenpt enpl oyees are.

MR. BROOKS said they are identified in statute and include
assistant attorney generals, division directors, deputy and
assistant comm ssioners, and executive assistants for the
conmi ssi oners.

CHAI R FRENCH asked if the exenpt enployees are at-will and not
tied to the |ike-pay strictures.

MR. BROOKS replied yes. He said he is partially exenpt and
serves at the pleasure and political whins. There are a nunber
of fully-exenpt enployees including pharmacists and nedical
pr of essi onal s. There is less turnover wth fully-exenpt
pr of essi onal s as opposed to political appointees.

MR. BROOKS, referring to the topic at hand, said there are 23
positions classified as oil and gas revenue auditors, and the
bill specifies: and their imediate supervisor. Currently there
are six vacanci es.

CHAI R FRENCH asked if 23 are enough to maintain a strong cadre
of sharp pencils.

1:35:51 PM

MR. BROOKS replied that DNR and DOR should answer that. Sone
positions were added after the PPT was passed. Sone people have
asked if the positions can be contracted, but the bargaining
contracts require a feasibility study. It has to be nobre cost
effective, and the idea is to pay these people nore. Making the
positions fully exenpt allows themto be contracted tenporarily.

SENATOR W ELECHOWSKI said Section 28 would allow people who are
currently in the bargaining unit to opt in or out of the exenpt
servi ce.

MR. BROOKS sai d yes.

SENATOR W ELECHOWSKI asked if the current exenpt enployees will
get paid nore.

MR. BROOKS said yes, if they are doing the sane kind of work.

SENATOR W ELECHOMNSKI noted that there will be people working
side by side getting different salaries.
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MR. BROOKS replied yes, but wth different protections and
rights.

1:39: 03 PM

CHAIR FRENCH asked if the work is highly technical, why isn't
that sufficient reason to create a higher classification. That
set of skills must require a higher price out in the market.

MR. BROOKS replied that it is a bit of a quandary. The |ike-pay
for like-work requirenments would have to get into a niche anong
audi t or worKk.

CHAIR FRENCH asked if he is concerned that creating a higher
classification for these oil and gas revenue auditors would
encourage other auditors to demand the sane.

MR. BROOKS said there is an elenment of that. Currently there are
auditors 1 through 4, and they start at a range 18. An oil and
gas auditor 4 who has been around about 5 or 6 years is naking
about $85,000 a year after adding the 15 percent. A partially-
exenpt division director is a range 27, and the auditors would
go beyond that.

CHAI R FRENCH asked how nmuch the state will need to pay auditors.
1:42: 26 PM

MR. BROOKS replied that he is not sure, but fully-exenpt oil and
gas engineers and geologists working in DNR and in the Ol and
Gas Conservation Conmi ssion make $125,000 to $150, 000.

CHAI R FRENCH asked how many fall under that category.

MR. BROCKS replied about 25, and they are in another section.
1:44:.22 PM

SENATOR W ELECHOWSKI asked if grievances can be filed by the
bar gai ni ng unit or by individuals.

MR. BROOKS said it can be an individual or a group.

SENATOR W ELECHOWSKI said he thought that the union pursues a
gri evance on behal f of the individual.

M5. DEYOUNG replied that is correct.
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SENATOR W ELECHOWSKI said if the union agreed to sone kind of
solution, would that preclude an individual from di sagreeing.

M5. DEYOUNG said there is a process for the union enployee, but
the state is in litigation frequently with enployees who have
exhausted that process and have ot her cl ai ns.

SENATOR W ELECHOWEKI asked about the union agreeing.

M5. DEYOUNG said, “W Ilike to argue that that should be the
final decision ...but that's not actually clear in the case law.”

SENATOR W ELECHOWBKI said that is usually discrimnation issues.

M5. DEYOUNG said that is one area because one has a statutory
right to make those clains that the union can't foreclose.

1:46: 44 PM
SENATOR THERRI AULT asked if  professional geol ogi sts nake
$125, 000 to $150, 000.

MR. BROOKS said it is petrol eum engi neers.

CHAIR FRENCH said the auditors wll be pursuing potentially
multi-mllion dol | ar cl ai s agai nst extrenely power f u

conpanies. He asked what assurance they wll have against
political pushing and retribution.

M5. DEYOUNG said they would be exenpt from those protections.
The grievance procedure applies to classified enpl oyees.

1:48: 56 PM

CHAIR FRENCH said, “You could imgine that you mght have a
governor who takes a position that we shouldn’'t be pursuing
clainms too rigorously ...It is an item of concern for ne in these
audits with mllions of dollars at stake that there be sone
i nsul ation between the person pursuing those clains and the
political forces in the world.”

SENATOR THERRI AULT asked if there could be a whistle-blower
provi sion to protect them

M5. DEYOUNG said statutory protections are there, and the
whi st | e- bl ower woul d be one of them
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CHAI R FRENCH said he thought a whistle blower was someone inside
the organization. These are state enployees |ooking at oi
conpani es.

SENATOR THERRI AULT expl ai ned that soneone could be pressured not
to follow the dictate of the statute.

1:50: 19 PM

M5. DEYOUNG replied there are lots of protections against
unl awful discrimnation, and that would be one. But there
doesn’t need to be good cause to fire an at-w || enpl oyee.

SENATOR THERRI AULT suggested getting a good understanding of the
prot ections.

MR. BROOKS added that there are thousands of exenpt and
partially exenpt enployees. Previous |egislatures have provided
this tool to others to specify positions.

Senators Thomas and Hof fran are in attendance.

1:52:41 PM

SENATOR W ELECHOWBKI said he was a hearing officer for workers
conpensation. He was glad to have the protection of being a
classified enployee. Al hearing officers who were exenpt had
been fired when a new admnistration took office. He was
concerned that these positions can be termnated for any reason
at all.

1:55:26 PM

SENATOR HUGGE NS said these are key positions for professionals
in a very conpetitive environment, “so |I’m supportive of the
adm nistration being able to do this because it's .. a

cornerstone to what we’'re asked to do in this case for a net
tax.”

1:55: 57 PM

JIM  DUNCAN, Busi ness Manager , Al aska State Enpl oyees
Associ ati on--Local 52 (ASEA), said ASEA is the exclusive
representative of nmany of these positions being discussed here
today. If they are not supervisors, the auditors are in his
union. It is critical to have auditors who can perform the
necessary duties to protect the revenues of Al aska. The
di sagreenent is that those positions can be in the classified
service. The nmerit system of state enployees is set up in the
constitution. Exenpt  personnel should be in policy-Ievel
positions. A revenue auditor is not setting policy. The exenpt
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auditor would be exenpt from the state personnel act, the state
pay plan, and a conpetitive hiring process. They can be
di scharged at any tinme. Title 39 has a list of exenpt positions,
and nost of those work for boards and conmi ssions; they are not
in the departnments thensel ves.

2:00:42 PM
MR. DUNCAN said the auditors won't have a right of appeal a
dismssal to the state personnel board. They w Il be subject

only to general |abor |aws of Al aska and personnel policies of
the agency. Those policies can change wth admnistrations.
There is a legitinmate concern about the pressures these auditors
will come under. There will be clients out there very interested
in what oil and gas revenue auditors are doing. Cients can
approach the admnistration and request a change. He said he
doesn’t believe the current adm nistration would respond to that
type of pressure, but there will be other adm nistrations. The
state risks continuity of service in exenpt positions.

MR. DUNCAN said the auditors could be subject to outside
pressures, and the public would be opposed to that. He said he
heard M. Brooks say they need to do this to fill the positions
even after the two-range increase. He finds it difficult to
understand why they can't find the auditors. There are 7
auditor-4 positions at a range 24, and 6 are filled. There are 2
auditor-3 positions, and they are filled. There are 6 auditor-2
positions, and 2 are filled, but it is noted that the other
positions are being held vacant. They are not having trouble
recruiting based on the organizational chart. The adm nistration
hasn't expressed this problem to the wunion. He was just
bargaining, and this issue about recruitnment of auditors was
never brought up. He said ASEA was just presented wth
adm ni strative order 237 from August 24, where a cabinet-I|eve
work group was created, and the chair asked for input. He gave
her several suggestions on positions that were hard to recruit
for. That task force should deal with this if it is an issue.

2:07:12 PM

MR. DUNCAN said several things could be done. There is no reason
not to have auditors-5 at a range of 26, and that would be 15
percent higher pay. Salary ranges in ASEA's contract go up to
range 27—=we could even put 28 and 29 if we want to negotiate

that.” If it gets to close to supervisor salaries, then perhaps
their pay needs to go up too. He is willing to provide |anguage
for the bill to resolve the issue. He recommended tenporary

establishment of wunique salary schedules and offering noving
al  owances, hiring bonuses, and forgiving student |oans. There
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is a way to inprove the conpensation package if the state is
flexible.

2:09: 57 PM

MR. DUNCAN noted page 2 or 3 on the 10/17/07 fiscal note, and he
said he would work with managenment on the issue of “contracting
out to hire sone experts to help train the auditors.” The
auditors should be trained and have the best know edge possi bl e,
and he offered help with witing a provision for this.

2:12: 19 PM
CHAIR FRENCH said the administration wants to pay up to
$150, 000. He asked if that can occur with classified service.

MR. DUNCAN said it can't happen wth the current salary
schedul e, which goes through range 27, but he proposes
constructing sone | anguage to create unique sal ary schedul es and
remain in classified service.

MR. DUNCAN said right now the schedule maxes out at range 27,
but nore ranges can be added. Wen |last at the bargaining table,
“we could very well have just added a range 28 and range 29 if
we had sone specific issues that needed to be addressed.”

2:14: 07 PM

SENATOR W ELECHOWSKI thanked M. Duncan for pointing out page 2
of the fiscal not. “These are auditors doing the sanme type of
work that the other current auditors are doing.” It is $4,000
per week. It would seem that the state doesn't need to pay
anything near that. The state could pay half of that 1in
classified service, he surm sed.

MR. DUNCAN said he thinks that is reasonable. He repeated that
six out of seven positions are filled, and by unique salary
schedul es, the state can find the people to do the job.

SENATOR THERRI AULT asked if it’s a problem to allow higher
ranges in a narrow band of enploynent.

MR. DUNCAN answered that it wouldn't open the door. There is
al ways pressure to raise salaries. And nurses were all noved up
recently. The state won’'t have to nove everybody up. This would
addr ess uni que circunst ances.

SENATOR THERRI AULT asked if the nursed were noved up within the
al ready established range.
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MR. DUNCAN guessed that they were noved froma range 15 to 17.

SENATOR W ELECHOWBKI presented the question of if the enployees
are exenpted and with high salaries, will the state start paying
the directors and commi ssioners nore too.

MR. DUNCAN replied that is another problem Conm ssioners and
directors got a sizable raise three or four years ago.

SENATOR W ELECHOWBKI asked if an auditor-5 was created, could it
be isolated to oil and gas auditing.

MR. DUNCAN replied that he wasn't sure. There could be an
internal alignnment problem but that could be addressed by
putting an auditor-5 in all categories. It would not have to be
filled if the work is not as specialized.

2:20: 51 PM

SENATOR W ELECHOWSKI asked if it would be possible to break out
the oil and gas auditors in a separate job classification, which
is done with hearing officers.

MR. DUNCAN replied it's possible.

CHAI R FRENCH asked if worker’s conpensation hearing officers get
paid differently than a standard hearing officer.

MR DUNCAN said there are two different classifications.

2:21:54 PM
SENATOR THERRI AULT said hearing officers were put into a pool.

MR. DUNCAN said ASEA is working with nanagenent on that issue.

2:22:51 PM

BRUCE LUDW G, Busi ness  Manager, Al aska Public Enpl oyees
Associ ati on/ AFT, said he represents supervisory enployees
including two of the auditors being discussed. He stressed that
the constitution requires a civil service system which is very

important. It is what Kkeeps governnent clean in a lot of
respects. The exenpt statute has “whol e pages of exceptions, and
it alnost makes you wonder what’'s left in the other.” It is

likely that nost of the thousands of exenpt enployees get salary
overrides. The Mirkowski adm nistration raised conm ssioner pay
by 39 percent. But there is deferred nmaintenance on the
classified service. “Qur pay is virtually 39 percent |ess than
what the cost of living has done in the last twenty years.” The
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result is not finding people to fill jobs. Sone division
directors have a 33 percent vacancy, and he has been told by
sone directors that “if we can't do sonmething to spur
recruitnent, they’'re not even going to have people that are
going to be able to permt AGQ A when we get applications in five
years.” Sonething has to be done wth the salaries. Making
auditors exenpt defeats the purpose of the classified service.
This came up when the legislature took pharmacists out of
classified service.

MR LUDWG said, “The division of personnel is saying they
aren’ t speci al enough that they could be their own
classification that we could set salaries on. If it’s this big
of a problemthat’s dragging you all into it, seens to ne that’s
speci al enough that it would require a special classification.”
He said his bargaining unit is still open and he would be
willing to add salary ranges. He said auditors tend to be
conservative people and mght not want to take a job that is at-
will.

2:27:25 PM

MR LUDWG said his union used to represent doctors and the
state epidemologist. A doctor called him and said federal
services are making $40,000 per year nore than him He had been
told by personnel that the only way the doctor could nmake nore
noney was by going into the exenpt service, but he liked the
protection he had. There are no nore doctors in the bargaining
unit. Many departnents contract out work for $200,000 a year,
and “we don’t pay our own people anywhere close to that.”

2:29:10 PM
Senator Ellis joined the hearing.

SENATOR W ELECHOWNSKI asked if the adm nistration has raised this
as an i ssue.

MR. LUDWG said, “No, in fact at our table we raised recruitnent
and retention. W brought it up from the very first day.” The
only thing they got back from the admnistration was a slogan
contest and an idea from the conm ssioner of relaxing hiring
requirenents.

2:30: 30 PM
SENATOR THERRI AULT asked if 6 of the 7 positions are full.

MR. BROOKS clarified that out of 23, 6 are vacant. He offered to
get accurate vacancies. Gl and gas revenue auditors are a
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separate job classification with 4 series. He doesn’t know which
are vacant.

CHAI R FRENCH asked for that. He asked for a response to the idea
of keeping the positions in a classified service.

MR. BROOKS said there were a |lot of general statements that are
di scussed with the union on a regular basis. “Perhaps you could
put a fifth level, but there’'s a lot of different factors.” As
you progress up the salary schedul e, once you pass range 25, the
spread between ranges is only 3.5 percent. Everything 1is
conpressed as the ranges get higher. “1I’m sure that higher range
woul dn’t bother the unions at all; I'’msure if we added whatever
nunber of steps or ranges that we wanted to, and those becone
part of a nore conpl ex bargai ni ng exchange.”

2:33:31 PM
CHAI R FRENCH said he would like to pay auditors sufficiently and
protect themw thin the union at the same tine.

MR. BROOKS said they did a market-based pay analysis, and about
1,000 classified enployees have benefited from the adjustnents.
Nurses were part of one of the study groups and hundreds of
nurses got raises. The attenpt to do that with auditors had sone
success, but this group needs a surgical adjustnent.

2: 35: 24 PM
SENATOR W ELECHOWNSKI asked about the executive order

MR. BROOKS said that was Adm nistrative Order 237, and they are
| ooking at recruitnment and retention issues nore broadly. The
goal is to make recommendations to the governor in Novenber.
The belief is that there are other things to do outside of pay,
like flexible staffing and flexible work weeks. Input was
solicited fromthe unions. This won't be sol ved overni ght.

SENATOR W ELECHOWSKI asked if recruiting is difficult el sewhere
within the classified service.

MR. BROOKS replied yes - sone nore than others.
SENATOR W ELECHOWSKI said he is hearing it's systemc
MR. BROCKS replied it's many, but not all. The admnistration is

trying to establish criteria of failed recruitnment rates and
then do a narket-based anal ysi s.
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2: 38: 58 PM
SENATOR W ELECHOMSKI asked if the admnistration plans to cone
to the legislature and exenpt nore individuals.

MR. BROOKS replied there is no intent to whittle away at the
uni oni zed work force; the admnistration is trying to address a
specific need here. “It’s not sonething you see very often.”

2:39:32 PM

SENATOR THERRI AULT asked about recruiting the oil and gas
auditors and if they need to be trained. A CPA has |earned al
kinds of accounting, but this is very specialized. “Are you
trying to get to a point where you actually have the potential
of attracting sonebody from a conpany who's done that training
up for you?”

MR BROOKS said to ask the DOR

SENATOR THERRI AULT said he is curious if the state is |ooking
for soneone who is already trained and ready to work.

MR. BROCKS said the requirenents are established for the famly,
and then the DOR | ooks for the specific experience in the field.
A | ess experienced person could be hired at a | ower |evel.

2:41:51 PM
SENATOR W ELECHOWNSKI noted the fiscal note had just over a
mllion dollars for 3 auditors, and the math doesn’t conpute.

MR. BROOKS said it is a weighted nunber because contractors have
to pay their own social security tax or benefits. The DOR put
the fiscal note together.

SENATOR W ELECHOWBKI asked if it's an average of $340,000 per
audi t or.

MR. BROOKS said to ask the DOR

2:43: 13 PM
SENATOR W ELECHOABKI asked the average sal ary of ranges 24-28.

MR. BROOKS replied that a range 24-F is $7,000 nonth.
CHAIR FRENCH asked M. Brooks for the nunber of auditor

vacanci es by class and the allowable pay scale. He asked for him
to have a conversation with Ji m Duncan of ASEA.
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The commttee recessed from 2:44:37 PMto 2:59: 03 PM

SENATOR GARY STEVENS j oi ned the conmm tt ee.
CHAI R FRENCH asked for an overview of the penalty sections.

JONATHAN | VERSEN, Director, Tax Division, Departnent of Revenue
(DOR), said penalties relate to the transmttal of information
to DOR and are not based on delinquent tax paynments. It is up to
$1,000 per day for failure to provide nmonthly, annual, or
forecasting information. This is the way to force conmpanies to
file the reports whether tax is due or not. Current statutes
deal only with unpaid tax.

CHAI R FRENCH not ed a hel pful nenp on that topic.

MR. |IVERSEN said there are several penalty provisions. AS
43. 555. 430, Section 46 of ACES, and Section 14 of the CS discuss
t he annual reporting requirenent.

CHAI R FRENCH asked the penalty for not filing it tinely.

MR IVERSEN said it is up to $1000/day in ACES and is in
addition to other civil and crimnal penalties.

CHAI R FRENCH asked if this makes certain that anyone doing oi
and gas business on the North Slope files a return.

MR. |IVERSEN said it is statew de.
SENATOR THERRI AULT asked for clarification.

3:04: 20 PM

MR. IVERSEN replied it could be an additive penalty if there is
failure to file with an underpaynent. The first one is related
to the annual filings.

CHAIR FRENCH asked if an oil conpany decides to not file a
return, could it skirt the law by paying a $365,000 penalty for
m ssi ng 365 days of reporting.

3:05:43 PM

MR. |VERSEN replied he wll answer that by discussing other
penalty provisions. The basic penalty provision is in AS
43.05. 220, and it sets up a civil penalty of 5 percent for each
30-day period, or fraction of that period, during which a
taxpayer fails to file or underpays. That penalty may not exceed
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25 percent in the aggregate underpaynent. If a conpany fails to
file, the DOR will do an assessnent and jeopardy audit, and it
will base the tax on that.

CHAI R FRENCH asked if the new requirenment in ACES is on top of
existing laws to bring taxpayers into conpliance.

MR. | VERSEN replied yes. There is a “get-out-of-penalty” free
card if the burden of proof is net where the taxpayer can show—
which is not easy—that the failure to file or to nake paynent is
due to a reasonable cause and not willful neglect. He said that
wording is based on internal revenue code standards and it’'s a
tough burden to nmeet. From Section (b) there is another penalty
due to intentional disregard of the law or to negligence wth an
additional 5 percent assessed of the unpaid anopunt. There is an
option for reasonable cause. In the sanme section, (c) covers
fraud penalties, which are 50 percent or $500. There are other
penalty provisions addressing interest. AS43.05.290 describes
crimnal penalties based on willful attenpts to evade taxation
There are felony and m sdeneanor charges, perjury penalties, and
abetting penalties. Wat ACES adds are just penalties for
failing to file reports even if there is no tax consequence.

3:11: 36 PM
SENATOR W ELECHOWEKI asked how often the penalties are used.

MR. | VERSEN said interest is a different matter, but “we don’'t
see a failure-to-file type penalty currently.” There are a
limted nunber of taxpayers. There is a penalty provision that
relates to the estimated install nent paynments fromthe PPT.

3:14: 36 PM
CHAIR FRENCH asked about failure to provide independent
information in ACES.

MR. | VERSEN said Section 17 is the penalty for not reporting.

CHAI R FRENCH asked if it was for specific information requested
by the DOR

MR. | VERSEN said it is information that is deenmed necessary for
forecasting revenue.

CHAIR FRENCH said it needs to be worked out, but he wanted to be
clear that there are two types of penalties, one for returns and
one for forecasting. The forecasting information penalty is the
same as the report penalty--%$1, 000 per day.
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MR. |IVERSEN said yes. That one penalty provision hits both
monthly and annual reports. The other hits the forecasting
information. The annual one is due on Mirch 31. The final
monthly is due at the end of January for Decenber production.

CHAI R FRENCH surm sed there are 12 nonthly reports and 1 annual.
“So soneone who is getting into trouble at |east knows that the
maxi mum anmount of trouble they’'re going to get into is 13 per
year.” But is seens different under the forecasting information,
whi ch could be requested everyday. It is brand new, so how wll
it work and how will penalties be assessed?

MR. |IVERSEN said there are a |ot of vagaries, but DOR woul d
request budget-related materials that are being conmunicated
between parties in the units. If there is only one working-
interest owner in a unit, DOR would request whatever budgetary
projections they have. At that point, DOR would |ikely ask for
specific information about how often those are done, wth
updates on a nonthly basis. If a unit is only doing quarterly
budget updates, then DOR m ght get only that.

CHAI R FRENCH asked how to know what to ask for, and if any of
that information is collected now.

MR. |IVERSEN said it will likely not cone from the auditors, but
fromthe economc research staff. Mchael WIIlians heads up that
section. There is a certain anount of value in these forecasts,
but it is not the be all and end all. It won’t be used to harass
t he taxpayers for everything they have.

3:22:45 PM

CHAI R FRENCH assuned a scenario of the state nmaking a reasonable
request that is not conplied with, and he asked if that is one
vi ol ati on or an ongoi ng vi ol ati on.

MR. | VERSEN said if DOR requested a report that it knows exists,
it would be $1,000 per day until it was received.

CHAI R FRENCH noted that 10 reports would add up to $300,000 in
one nmonth. He asked if there will be appeal rights.

MR. |IVERSEN said it will be the same as exists now It would
first go to an informal conference wthin the DOR, and it could
end in the Superior Court.

3:25:43 PM
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CHAI R FRENCH nentioned a neno from M. Bullock on penalties. He
bel i eves these penalties are defensible.

MR. | VERSEN spoke of the statute of limtations—the tine period
from when the return was filed until DOR could assess it. ACES
made it 6 years; the CS keeps it at 3 years.

CHAIR FRENCH asked if that pertains to the twd penalty
provi si ons.

3:27:46 PM

MR. | VERSEN said the statute of limtations begins when the
return is filed. That period can easily be nore than three years
anyway if both parties agree. If the state runs out of tinme with
the statute of Ilimtations and the taxpayer still hasn't
provided the information, DOR would be forced to do a jeopardy
assessnment, meking its best guess at the tax. DOR wants to use
the joint-interest billings as part of its audit process, and
the audits of joint-interest billings between taxpayers. Those
can take years to acconplish. After filing, there are “a few
years there where we’'ve got joint-interest audits ongoing and
then conflicts and hopefully an eventual resolution.” That would
be through arbitration, negotiation, or litigation between the
parties, and “we would like to have the benefit of those audit
resolutions in making our own assessnent.” That is part of the
impetus for the extended statute of Ilimtations. Also, DOR is
now dealing with the extra figures of upstream costs.

SENATOR THERRI AULT asked for the section.

MR |VERSEN said the first reference in ACES is in Section 14.
It is also in AS 43.55.075, Section 50.

3:34:17 PM
SENATOR W ELECHOWEKI asked the revenue consequences to the state
if the statute of limtation is not extended.

MR. | VERSEN answered that the state could run out of tinme wth
the conpressed tinme frane and the additional data it needs to
deal with. There may not be nobre tax revenue. But there are
extra costs associated with that. Jeopardy assessnents are a
tough way to do business and the state prefers not to. He would
rather have the time to do it right the first time and not fight
it out during appeals, with all the associated costs.

3:36:11 PM
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SENATOR W ELECHOAMSKI  surmised that there mght be a little
saving in noney or time and aggravation. The other side is
conpl ai ning about the 6 years of back interest at 11 percent.

MR. | VERSEN said if they underpaid their tax, that's correct
Using waivers under current |law, they now have to pay that

interest. “If we do a refund of the anpbunt that has been
assessed within ...90 days of the date the return was filed and
the state does not owe interest ..for an overpaynent. It is an
i ssue.” The counter argunment is that nore information is needed,

and under PPT and ACES, the state is required to look at the
billing practices. The pressure wll burden information
managenent and being able to use the information in making the
assessnents. Auditing is always behind; one nmust wait until the
returns are filed. That triggers an anended return, which would
start the clock again. He said DOR has been rather speedy,
however. But PPT returns audits have not begun.

3:39:45 PM
SENATOR W ELECHOWNSKI asked if the state |oses anything when
negotiating the tine limts with taxpayers.

MR. | VERSEN replied no, it is not a conpromise at all. “W don't
decrease the amobunt of tax due; we don’'t abate any penalties; we
don’t reduce any interest ...because we'll just go ahead and nmake
the assessnent.” The provision is nore of a neans to reduce
conflict.

SENATOR W ELECHOWSKI asked if the state doesn’t have the tinme to
do an assessnent and three years cones up, “can you just make an
assessnment wth not very nuch foundation?”

MR. | VERSEN replied he didn't know of any specific prohibition
but he would want to avoid that. “It would be horrible on
taxpayer relations.” A jeopardy assessnent would come into play
when the state is not getting the information and there is no

wi |l lingness by the taxpayer to waive the tinme limt.

3:.42: 06 PM

SENATOR HUGA NS said a witness spoke about 38 cents and 92 cents
on the dollar wth regard to this provision. It needs

exam nati on

SENATOR W ELECHOWBKI said it is based on conpound interest.
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MR. | VERSEN added that other states have gross production taxes
with a statute of limtations of 4 or 5 years, and Al aska is the
only state using a net production tax.

CHAI R FRENCH noted that 6 years appears to be the outer boundary
of what other states use, but no state has adopted the conplex
net production tax.

SENATOR W ELECHOWSKI asked why the state really needs 6 years
“I's it the joint billings?”

MR. |IVERSEN took him to AS 43.55.165 where there is a
requi renent for determning what costs are |ease expenditures,
and the state is required to look at direct costs and typica
i ndustry practices and standards. Joint-interest billing audits
are a tool in seeing what itens have been excluded by other
i nterested partners.

CHAI R FRENCH said the itens excluded are what the partners won't
be rei nbursed for

3:47:52 PM
SENATOR HUGA NS said the DOR is not bound by that, so there is
flexibility.

3:48:31 PM
CHAIR FRENCH asked about the itemi zation of returns and how
detailed and specific it is.

MR. | VERSEN replied that it varies. DOR has not been able to
determ ne costs attributable to a particular well fromthe filed
returns. It can determ ne operating and capital expenses and the
val ue of production froma unit. For exanple, “For a taxpayer in
the Prudhoe Bay wunit it would be that particular taxpayer’s
share of that unit, and sonmetines it is broken down, in addition
to that, by field.” He said it depends on the area. It is nore
specific in Cook Inlet, for instance, because the calculation is
made based on each | ease or property. There is a level of detai
provided and it is delineated according to the conmponents that
would go into the tax calculation. The DOR gets varying degrees
of backup dat a. Sonme taxpayers submitted very detailed
spreadsheets down to the nuts and bolts level of capital and
operati ng expenses.

CHAI R FRENCH asked if DOR has the level of specificity that is
needed to do accurate audits.
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MR. | VERSEN said that is the start; “that is the base docunent
that we audit.” So by taking that information, then with every
audit, “we ask a lot of questions.”

CHAIR FRENCH surm sed: “You volley back with 20, 30, 40, 50
gquestions and try to separate that out.”

MR | VERSEN said that is correct in sone instances.

CHAI R FRENCH asked why not require that information in the first
pl ace.

MR. | VERSEN said DOR is working toward that to sone degree. It
has to be audited anyway. ACES asks for “the additional
authority ...with the annual reporting requirenments, there are at
least a couple nore delineations. And, really, we have this
authority anyway, but we wanted to clarify it and crystallize it
in the ACES bill so that when we get to the point of
standardizing that information that we want to feed into the
dat abase in the formthat we want—el ectronically--that we’'re not
going to have any pushback to get there.” It's a step toward
standardi zation, and it has been a | earning process.

CHAIR FRENCH said he is asking if the state will be able to get
enough information through this |egislation because it wll be
hard to make changes in the future if the state needs nore power
to do that.

MR. | VERSEN said there is a catchall provision, which has caused
sonme angst wth the taxpayers. Section 48 of the bill and
Section 16 of the CS refer to the nonthly reports: other records
and information the department considers necessary for the
adm nistration of this chapter. He noted that under the genera
powers of the conmm ssioner of revenue, it gives the departnent
broad powers to gather information for conputing tax. W have
the authority, arguably, under current law. Wat we' re seeking
to do with ACES, again, is to crystallize that--particularly
with (f) relating to the nonthly reporting requirenments.” Under
current law there isn't the same type of nonthly reporting
requi renents.

3:57:36 PM

CHAI R FRENCH said "qui tanml is a provision for whistle blowers.
Qui tamis a legal provision in the United States code under the
false clainms act. It dates back to the Gvil War when there were
a lot of false billings. It conpensates people who report the
wr ongdoers. Recently, ConocoPhillips was fined for an oil spil
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from a tanker, and the crew nmenber who reported it to the Coast
GQuard got $250,000. Wthout that tip-off the spill mght not
have been discovered. There is no qui tam provision in ACES. It
was argued that it would only pertain to oil taxes because that
is the issue at hand. He asked the adm nistration's position.

MR. | VERSEN said he doesn’'t have the authority to state that
right now. There are concerns of just relating it to the
production tax. He said Illinois had such a provision, and it
was repealed as it applied to taxes. There are at |east two
states, Oregon and Florida, that have whistle-blower provisions
relating to tax.

The commttee took an at-ease from 4:01:47 PMuntil 4:15:07 PM

MARI LYN  CROCKET, Executive Director, Alaska Ol and Gas
Association (AOGA), said AOGA is a trade organization with 17
nmenbers representing the majority of oil and gas exploration,
production, refining, marketing, and transportation activities
in Alaska. She introduced Tom Wlliam who is a tax attorney for
BP. He was once the Director of the Tax Division in the DOR and
| ater the conm ssioner. He was the architect of several oil and
gas tax nmethodologies that are in place today. He wote the
regulations that inplenented the state’'s former separate
accounting tax and the tax nethod that replaced it. He
supervised the first property tax valuation of the Al aska
pi peline, and he administered the state’s tenporary reserves tax
in 1976. He was on the Board of Trustees for the pernmanent fund.
He becanme the father of ELF [economic limting factor tax
met hod] . He was vice president of Cook Inlet Regi onal
Corporation before joining BP. The tax conmttee developed a
unani nous testinony for SB 2001.

4:18: 55 PM

TOM WLLIAMS, Senior Royalty And Tax Council, BP Exploration-
Al aska, Inc., Chair of the ACGA tax comm ttee, said AOGA concurs
that the state should have capable auditors. “Session audit

staff is essential for |legislators, governnent officials, and
the public to have full confidence that Alaska’s tax |laws are
being firmy, fairly, and consistently enforced.” That will help
provide stability and transparency, which will help AOCGA nenbers
pay the correct anount of tax as it becone due. He doesn't nean
to disparage any auditor currently working for the state. The
| egislature can make the tax fair and straightforward for
auditors, or it can nmake it a nightrmare for them as well as for
the taxpayers. The difference lies in whether producers and
explorers may rely on an operator’s joint-interest billings to
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them |If allowed by DOR, such billings would still be adjusted
to renove expenditures in them that are specifically disallowed
or to adjust those that are subject to allocation. AOGA is
worried that repealing AS 43.55.165 (c) and (d) could deprive
DOR of this inportant tool.

4:21:17 PM
CHAI R FRENCH sai d he has a copy of the white paper on that.

MR WLLIAVMS said it was encouraging to hear that M. |versen

would |ike to use the joint-interest billings where it 1is
appropriate. He said the authority to use themw | be repeal ed.
The original version of the bill, Page 42, adds |anguage to
43.55.165 (b), which says: “in determ ning whether cost or |ease
expendi t ur es, the departnent shall consi der, anong ot her
factors, typical industry practices and standards in the state
that determne the costs that an operator is allowed to bill a
producer that is not an operator.” AOGA's concern is if
beginning with industry standards and practices, “it is a little

li ke saying ‘here is books and records with 10,000 or ...100, 000
recei pts that we’ve been invoiced for and we're going to let you

.we're just going to hand the internal revenue code to see
where you start.’” That is different from starting the audit
with the filed tax return. “Here it’s saying use the
principles.” It can use this authority to adopt regulations to
proscri be exactly what those practices and standards are. He
doesn’t dispute that, but once a standard is set, it’s not
always the sane as starting with the results that have been
created under them The work for the auditor and the taxpayers
will be much harder if DOR doesn’t start with the billings.

4:24:46 PM

MR. WLLIAMS said he thinks M. lversen was agreeing wth that
point. It can be a very useful starting point, especially for
the people who don’t operate the field. “That’s all they get is
the billings fromthe operator, and they wite their checks.”

MR. WLLIAMS said it starts on page 16 of version m

SENATOR THERRI AULT asked what part of that |anguage is being
proposed for del etion.

MR WLLIAMS said that is in his white paper. The first page of
the white paper has |anguage in bold that reads: “the departnent
may authorize or require ... that the costs that are incurred by
the operator during a year and are billable or billed to the
producer may be used as the | ease expenditures.” He said this is
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the specific authority to use billings from the operator to the
partners. It is not mandatory and is subject to conditions of
regul ations. The departnent can put conditions upon the use of
the joint-operator billings if it finds that it is appropriate
to do that. These will be in phase 2. H's whole point is if this
is discretionary, DOR may do it, but if the conditions are net
and conply with the regulations then the billings can be used.
Under (c), if there was a field right next door, the departnent
could authorize to take the principles from the field where
there are arns-length billings and extend them to that next
field. It wouldn’t have to, he noted.

4:27:58 PM

MR WLLIAMS said that if the discretion is repeal ed—ot the
directive—~doesn’'t that wusually nean that the departnment can’'t
do it?” He said there is nothing proposed for deletion that is
tricky, other than the fact that it does say that the departnent
may authorize or require these materials to be used as a
starting point. That is a good starting point, but if it gets
repealed it inplies that now DOR can’'t use those, they nust go
back to the first principles. This is the short cut for
t axpayers and auditors, because they will know where to start.
They don’t have to figure out what costs weren't billed. The
costs that aren't going to be billed may be costs that an
operator has that aren't sufficiently direct costs. “W don't
get into fights about whether it’s ordinary or necessary. Wat
we have instead is a starting point—whhat the partners were
willing to pay, who aren’t in the business of Iletting the
operator spend their noney unless it’s for the right purpose.
And that’'s the point.”

CHAIR FRENCH said is seens like M. WIlianms is arguing to give
t he DOR nore power.

MR. WLLIAMS said, “We want the Departnent of Revenue to be able
to start with the thing that nmakes the npbst sense. W want to
have a tax that, when we report and pay it, and we nmay have al
these penalties that you just heard about if we underpay it;
we'd |like to be able to get it right the first tinme.” It wll be
audited, and nothing will be slipped by. There is a value to
getting it done right. A lot of it is automated for the
operators and partners. If the software is right the first tineg,
it will repeat with the same groups of billings. It wll rmake
t hi ngs easier for taxpayers and sinplify it for the auditors.

4:31:22 PM
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MR WLLIAVS said he thinks the repeal could have unintended
consequences. The authority is that the DOR “may” do this, so
there is no harm by keeping it on the books. It is not forcing
the departnent to do anything, but it gives it the discretion.

SENATOR W ELECHOWBKI said he would like DOR's comrents. AS
43.55.165 seens to lay out a way for the DOR to determ ne what
is a | ease expenditure. On page 16 of the CS, there is a section
t hat r eads: “in determ ni ng whet her costs are | ease
expendi t ur es, the departnent shall consi der, anong ot her
factors, a nunber of things listed.” He asked if there is a
conflict there and that is why the DOR took it out.

4:33: 06 PM
MR WLLIAMS said he doesn’t know where the concern was.

SENATOR W ELECHOWBKI asked if there is a dispute between the
| anguage requiring DOR to make a finding of fact and page 16 in
the CS. “I’mwondering if that is why they changed it.”

MR WLLIAVS said the |anguage of the CS is currently al nost
exactly the sane as in 165 (a) now. This is not new | anguage in
the tax law, it is being relocated from (a) to (b). But (c) and
(d) are in there as well, and that is the discretionary
authority to start with what’s been billed to the partners.

SENATOR W ELECHOWSKI said it requires the DOR to make a finding
that operating agreenents are substantially consistent with DOR
determ nations of standards. “It 1is very conplex, but 1|’'m
wondering if that’s the difference because what they’ re changing
requires them to make an actual finding, and |I’m not sure the
new | aw actually requires themto make that simlar finding.”

4:35:32 PM
MR. WLLIAMS said the new | aw does. The word is ‘determ nation’
at the bottom of Page 16. The DOR will nmake a determ nation.

There is nothing here that the DOR isn't going to do in
enforcing the tax, and the whole purpose is not to get into a
debate with the DOR, but to caution about repealing it for no
reason.

CHAIR FRENCH said the |law doesn’t say it is mandatory, nor does

the overview It allows, not mandates, DOR to substitute
billings. Perhaps they have been inprecise in their testinony,
but the |anguage suggests it is still allowable. “Am | m ssing

somnet hi ng?”
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4:37: 08 PM

MR WLLIAMS said the comm ssioner said it was mandatory at
hearings. “lI don't know why he thinks that, but if that’s the
reason, then so be it.” But it seens that nothing in (c) and (d)
seens to be mandatory, but the justification has been that they
aren’t necessary. He is not telling the commttee what it does,

but the commttee will know after reading it carefully. But if
there is a high elenment of discretion about using the joint
interest billings, and it 1is taken away, the nost | ogical

consequence and inplication is that it can’'t be done any nore
If there is a problem with the language, fix it rather than
repeal it.

4. 38: 33 PM
CHAI R FRENCH asked if changing the word “shall” to “may” on Page
16, line 31, would satisfy this concern.

MR WLLIAVS said, “That |anguage is not the source of our

concern.” “Qur concern is that when you have | anguage el sewhere
that’s going to be repealed that says you may use the joint
interest billings, that doing that repeal may be construed to

t ake away that authority.”
SENATOR HUGGE NS suggested conferring on this. It is interesting.

4:39:48 PM

MR WLLIAVS said AOGA has no position on whether [auditors]
should be classified. On the issue of penalties, AOGA has
problems with the two penalties referred to by M. Ilverson. He
noted the $1,000 per day for late tax returns in addition to
$1,000 per day for each report, statenent, or other docunent
that DOR considers necessary to forecast state revenue. It runs
from the date that DOR requires the information. The penalties
are unnecessary because there are already significant penalties
on the books, and they threaten to becone excessive out all
reasonabl e proportion to the nature of the infraction in nost
situations. There already is a 5 percent penalty for failure to
file based on the anobunt of the unpaid tax. If a conpany ends up
paying a tax but doesn’'t file a return, there may still be a
penalty for not paying on tine. It is capped at 25 percent after
4 nmonths and a day.

MR WLLIAVMS said there is a second one for underpaying. The
third penalty is 5 percent for an underpaynent due to negligence
without intent to defraud. Sonetines taxpayers believe a
regulation is wong, and their position is legally correct. The
penalty is paid unless the taxpayer wins. By regulation, DOR has
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linked this failure-to-pay penalty to the 25 percent penalty,
making it a 30 percent paynent. There is a 50 percent penalty
for underpaynent due to fraud. In addition, AS 43.05.130 already
provi des that a person who violates a provision of the tax code
or a regulation adopted under those provisions is subject to a
civil penalty of not nore than $1, 000 for each violation.

4:43: 38 PM

MR WLLIAMS said in ternms of DORs ability to use other neans
of getting the information it needs, 43.05.010 nmakes the
conmi ssi oner hol d i nvestigations necessary for t he
adm nistration of state tax and revenue |aws. “That gets you
right into the issue of forecasting—that’'s existing authority.”
The comm ssioner can issue subpoenas and require the production
of necessary docunents and correspondence. Section 40 of the
general provisions of the tax code also anplifies on the powers
of the DOR to 1issue subpoenas and provides for judicial
enforcenment of them |If DOR wants information it can get it.
Wth respect to forecasting information, DOR could just as
easily wite a regulation on the types of information it wants.
There is sufficient statutory basis for such a regulation. It
has the further advantage of being open to updating when
ci rcunst ances change. For these reasons, the proposed penalties
are not necessary. A penalty of $1,000 per day for each
“docunent” can quickly reach disproportional |evels.

4:46: 05 PM

MR. WLLIAMS said to suppose an individual docunment is given to
the DOR on a tinely basis, but copies of it are two weeks | ate.
It is the information that DOR needs--not all the docunents.
This should be dealt wth in regulations. He recalled a
situation involving the forner $25 a day late filing penalty,
and DOR issued an audit for $28 mllion, even though the anount

of tax was less than $4 million. There is nothing in the bill to
indicate the standards for setting the penalty. This is the
admnistration’s bill, so DOR <could have explained sone

standards. He said to ask the DOR on how the penalty should be
scaled down from $1,000 per day and for what reasons. Even if
the | egislature chooses not to proscribe standards for reducing
the penalty, at least DOR s opinion can guide taxpayers if the
penal ty becones | aw.

4:48:24 PM

MR. WLLIAMS asked if he can submit testinony on the statute of
limtations. Qui tam is the kind of Jlawsuit that arose in
nmedi eval England, and it became common in the United States as a
suit by a private person brought against soneone for alleged

SENATE JUD COW TTEE - 50- Oct ober 29, 2007



fraud against the federal governnent, wusually by overcharging
t he government for goods and services. Under it, the lawsuit is
filed under seal and the defendant is forbidden from disclosing
anyt hing about the case to anyone. The U S. attorney has a
choice of appearing in the case and taking over the prosecution
of the clains. O herw se, the plaintiff--or rel at or—an
prosecute the case alone. A successful relator gets a percentage
of the governnent’s recovery plus attorney’'s fees. The whole
concept is inapplicable to the concept of the oil tax. Because
of the confidentiality of the tax information, no one wll have
the information except for conmpany enployees and the state
enpl oyees who enforce the tax. No one working for the conpany
preparing the tax return is a plausible candidate, because those
peopl e are under oath, and the penalties for perjury would be
applicable if a false return were knowingly filed. State
enpl oyees already audit the tax returns, so it is their job to
find erroneous cl ains.

4:51:18 PM

CHAI R FRENCH asked about people working for the conpany who are
not in charge of preparing the returns, but may stunble upon a
false claimor another attenpt to deceive the state.

MR WLLIAVS said that is a renote possibility given the size of
even the small conpanies. He noted the thousand or tens of
t housands of bills Prudhoe Bay pays each nonth to contractors.
So it is automated as nuch as possible. The opportunities for
individuals to intervene are slim because it is a conputer. A
software error should be fairly easy to find, “but the
opportunities for a person to actually say, ‘well, is this in or
out?’ --those are pretty unusual.”

4:53:26 PM

CHAI R FRENCH said that reasoning doesn’'t go to the point that no
one working for the conpany is a plausible qui tam candi date.
There may be individuals who become aware of tax m sdeeds, and
absent a financial incentive, they won't expose their conpany
and risk their jobs.

MR WLLIAMS said there are two people working in volune
accounting at BP, and they nake sure that all the partners know
how many barrels of oil are being produced and that their share
is exactly what they nomnated to receive. Qher people are
responsible for talking with software people regarding changes.
O herwise, they are nostly working with the state in response to
audit requests. The head of the division is a federal tax person
working with the IRS. He said his job is to provide |egal advice
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when regul ations change. “lI suppose it is me who could be a
whistle blower, and | can tell you from personal experience that
if there were anything that | thought was false or incorrect
that was in the return, | would blow the whistle internally to
try to stop us from doing it before it ever got so far as 1’'d
have to conme to the state in a qui tam proceeding.”

4:57:11 PM

SENATOR W ELECHOWSKI said no one is inplicating you, but there
are bad apples in organizations, and crimnal negligence was
just pled. There are breakdowns in systens. This revenue is 85
percent of Alaska’s budget. If information is being hid, there
is a lot of trepidation by the Al aska people in going to a net
profit system and qui tamis an extra |layer of protection.

4:58: 22 PM
M CHAEL HURLEY, D rector, Governnent Relations, ConocoPhillips,
spoke of noving the statute of limtations from three to six

years. “Qur perspective was: we were hiring nore auditors, so if
you have nore auditors you shouldn’t need extra tinme.” Six years
is a long time, especially wth 11 percent interest. The
auditor’s job is to find underpaynents, and they always do. “W
fight about it, and sonmetimes we just pay it off, and sonetines
we argue about it sonme nore.” Going to six years nmkes it
difficult.

MR. HURLEY said reporting and penalties go together. In the CS,
Section 14, there is a discussion about what is going to be in
an annual return. Additional detail is required. That’'s fine,
but subsection (f) on page 13 covers nonthly reporting. That is
anal ogous to federal quarterly filings. The annual filing is
awful with fornms of all kinds and detail once a year. Quarterly
filings are just one little form and that was the way the PPT
was set up. He understands the departnment’s desire to get nore
than just a check, but there are seven things required on a
nont hly basis plus anything el se DOR wants. “l have no clue what
that nmeans; | don’t know if it means ny entire set of books and
records, or what?” He said he doesn’t feel confortable with the
DOR getting whatever it wants every nonth

5:03: 13 PM

MR. HURLEY said the other reporting relates to forecasts. In
asking for information about the future, the tax division
director said it includes whatever the operators and worKking-
interest owners talk about. He said he understands that, but
when there is no working-interest owner, it could be lots of
information. For exanple, ConocoPhillips regularly participates
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in lease sales, and under this |anguage, DNR and DOR can share
information. So DNR can tell DOR to ask ConocoPhillips what it
plans to spend on a |ease sale. That would be legal. The DOR can
require the conpany to tell what it plans to spend. Sharing that
information isn’'t always a good thing.

5:06: 12 PM

CHAIR FRENCH said it is unreasonable to ask what you will spend
for a lease next nonth. He said he reads it differently but
under st ands hi s concerns.

SB 2001 was held in comm ttee.
The conmm ttee adjourned at 5:06: 38 PM
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