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ACTI ON NARRATI VE
1: 04: 52 PM

COCHAIR MARK NEUMAN called the House Resources Standing
Commttee neeting to order at 1:04 p.m Present at the call to
order were Representatives P. WIson, Tuck, Guttenberg, d son,
Johnson, and Neuman. Representatives Edgnon and Kawasak

arrived as the neeting was in progress.

HB 308-O L AND GAS PRODUCTI ON TAX

1: 05:19 PM

CO CHAI R NEUMAN announced that the only order of business is
HOUSE BILL NO 308, "An Act relating to the tax rate applicable
to the production of oil and gas; relating to credits against
the oil and gas production tax; and relating to the period in
whi ch oil and gas production taxes may be assessed.”

1: 06: 16 PM

REPRESENTATI VE JOHNSON, sponsor of HB 308, stated that a couple
of the bill's provisions, such as the progressivity, are very
simlar to those that were included in the original version of
Al aska's C ear and Equitable Share (ACES) that was introduced by
Governor Palin. He said he believes the state my have
overstepped its bounds with ACES, and therefore HB 308 would
make six changes to the current ACES | aw.

1: 07: 51 PM

REPRESENTATI VE OLSON noved to adopt the proposed comittee
substitute (CS) for HB 308, Version 26-LS1328\E, Bullock, 2/5/10
("Version E') as the work draft.

REPRESENTATI VE TUCK obj ected for purposes of discussion.
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REPRESENTATI VE JOHNSON explained that the primary difference
between the original version of HB 308 and Version E, which he

is asking to be adopted, is the local hire provision. That
provision was not ready at the tinme the original bill was
i ntroduced. Wile the local hire provision is a substantive

change, the other differences between the two versions are
techni cal changes where |anguage was noved from section to
section to nmake the bill read nore snoothly.

1: 09: 57 PM

REPRESENTATI VE GUTTENBERG asked why Representative Johnson
believes the local hire provision in HB 308 would stand up to
constitutional nuster anynore than anything else has in the
past .

REPRESENTATI VE JOHNSON responded that he does not know about
constitutional nmnuster, but he does know that the film credit
bill [Senate Bill 230] passed by the Twenty-Fifth Alaska State
Legislature offered a 10 percent discount for local hire. Those
provi si ons have not been chall enged and have worked successfully
for two years.

1:11: 02 PM

REPRESENTATI VE GUTTENBERG argued that the film industry is a
conpletely different animal than the oil industry and pointed
out that the legal <counsel's neno states there may be a
constitutionality issue. This issue has been to court. The oi
industry has a history of opposing the legislature's efforts to
hire Al askans, and has actively engaged in opposition to hiring
Al askans to such a degree that he has had to explain to top
| evel executives why they are not good corporate citizens in
Al aska. He surmised Version E will go to the House Judiciary
Standi ng Comm ttee.

REPRESENTATI VE JOHNSON responded that HB 308 would put |ocal
hire at the forefront of what the |egislature expects. This is

not like the cases that Alaska has lost for local hire or for
charging nore for out-of-state hunting and fishing |icenses than
for in-state, he maintained. Under HB 308, local hire is not
mandatory, it is an incentive. |If a conpany chooses not to take
advantage of the provision, it wll pay the tax rate it has
t oday. | f a conpany chooses the incentive, it can buy down its
base tax rate by the percentage of local hire. It is no

different than Tennessee offering a 10-year noratorium on taxes
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to Saturn for putting a plant in that state and hiring | ocal
people. He thinks this is a way that is |legal because half the
people he talks to say it is legal and half say it is not, and
M. Bullock's nmeno says the provision may be unconstitutional
not that it is unconstitutional. The only way to know for sure
istotest it and he is prepared to go to court.

1:15: 24 PM

REPRESENTATI VE GUTTENBERG mai ntai ned that incentives have never
wor ked before with the oil industry.

REPRESENTATI VE JOHNSON di sagr eed. He said he thinks the oil
industry is a creature of profit and that no industry or

busi ness has a consci ence. | ndustry adds up the nunbers and if
they are in the black they do it, and if they add up red they do
not, and the largest black nunber gets the investnment. Through

this incentive, HB 308 would help to nake the industry's bottom
line | ook good by replacing sonme of the non-resident workers on
the North Slope with Al askans.

1: 16: 49 PM

REPRESENTATI VE P. WLSON understood Version E would not mandate
a conpany to do local hire; it is just available to the conpany
if it wishes to have a bigger tax wite-off. She asked what the
results of the local hire incentive have been with the film
i ndustry.

REPRESENTATI VE JOHNSON replied that this week a local casting
director was hired for a novie that will be filned in Al aska and
to receive the tax reduction this director is looking for |oca
resi dents. He said he believes the film industry nakes its
decisions the sane way as does the oil industry - the biggest
bl ack nunber gets the investnent.

1:18: 22 PM

REPRESENTATI VE JOHNSON, in response to Co-Chair Neunman, noted
that the current discussion is on the differences between
Version E of HB 308 and HB 308 as introduced, and the nain
difference is the local hire provision. The other five changes
that would be nade to current ACES law are the sane in both
versions of the bill. In further response, he said that all six
changes wll be explained once Version E is adopted and
di scussion begins on it.
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REPRESENTATI VE TUCK mai nt ai ned his objection to adopting Version
E as the working docunent.

1:20: 28 PM

REPRESENTATI VE JOHNSON, in regard to scheduling for HB 308,
stated that today he wll provide his presentation as the
sponsor and presentations wll also be nade by conmttee
consultant Dan D ckinson and bill drafter Don Bull ock. The
adm nistration will be available at the next conmmttee neeting

to answer questions about the six proposed changes. Anyone el se
that menbers wish to have testify can be asked to do so.

CO CHAIR NEUMAN requested that menbers let the co-chairs know
whether there are any particular departnments that should cone
speak to the commttee regardi ng HB 308.

1:21: 37 PM

REPRESENTATIVE TUCK, in regard to the factory in Tennessee,
i nquired whether that corporate tax credit was for the factory
nmoving there and/or for an audit program to ensure the factory
was hiring in-state workers.

REPRESENTATI VE JOHNSON answered he is uncertain how Tennessee
set up its plan, but that it was a 10-year tax noratorium - not

a tax credit - so the factory paid no taxes for 10 years. The
basic prem se of Version E is that the state would be offering
incentives with the understanding that there will be local hire.

There is probably no direct correlation with anything el se other
than the filmindustry that could be | ooked at regardi ng sonmeone
getting a discount for hiring Al askans.

1: 22: 58 PM

REPRESENTATI VE JOHNSON added that Al aska charges nore for out-
of -state fishing |icenses than resident |icenses. The state
al so charges nore for out-of-state comrercial |icenses than in-
state, thus a bidder preference of 10-15 percent is provided as
a direct discount for just living here. Version E does not even
go to those levels; it would provide that a conpany can choose
to take advantage of a discount. There would be no mandate that
a conmpany hiring an Al aska resident gets sonething another
conpany is not entitled to - which is the basic prem se, called
equal treatnent, for the lawsuits that the state has lost. Each
i ndi vi dual conpany, not the state, would make the determ nation
as to the hiring of an out-of-state person or a |local resident.
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COCHAIR NEUVAN said the crux is that a conpany can take
advantage of tax «credit progressivity by hiring Al aska
resi dents.

1:24:29 PM

REPRESENTATI VE JOHNSON expl ai ned the nechani sm by which the tax
credit progressivity would work. Al aska currently has a flat
base production tax rate of 25 percent. According to the

Departnent of Labor & Wrkforce Devel opnent (DLWD), about 70
percent of the 5,000 people working on the North Slope are
Al askans. Version E would provide increnmental buy-downs of the
tax rate in return for hiring a workforce that is greater than
80 percent Al aska residents. A conpany with 85 percent | ocal
hire would have its base production tax rate reduced to just
over 24 percent. A conmpany with 100 percent |ocal hire would
have its base production tax rate reduced to 20 percent. Each
half point increase in local hire would have a correlating
reduction of the base production tax rate. Conpared to the
original ACES, the 5 percent tax reduction would reduce annua
revenue to the state treasury by about $500 mllion while
generating about $1.2 billion in econom c benefit to the state.

1: 26: 00 PM

REPRESENTATI VE JOHNSON portrayed |egislators' potential support
or opposition to Version E as being related to tw differing
phi | osophi es: one philosophy being it is better to have $500
mllion in the state's treasury and one philosophy being it is

better to have $1.2 billion in the private sector. He said his
phi | osophy is that $500 nmillion in the hands of private citizens
is better than $500 mllion in the state's treasury;
phil osophically, he believes it is better that his constituents
have the noney and neke their own decisions. However, he
recogni zes that the various regions of the state will differ in
phi | osophy, and sone regions will believe it is better for the

noney to go to government because that would mean work through
capital projects and other social prograns.

CO CHAI R NEUVAN agreed with Representative Johnson
1:27:57 PM
REPRESENTATI VE TUCK di sagreed that Version E is about private

versus public as he thinks all committee nenbers want to see
Al askans get jobs on the North Sl ope. Rather, it is about
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whet her the nethod proposed in Version E would be successful in
the courts. He understood a recent court decision found that
the price difference between out-of-state and resident fees for
fishing licenses is unconstitutional under the basis of equality

between the states. To him Version E is about out-of-state
j obs versus in-state jobs. He knows plenty of Al askans that
would love to have those jobs on the North Sl ope. It is the

hi ghest paying industry in the state and Al askan famlies would
prosper fromthose job opportunities.

REPRESENTATI VE TUCK rel ated that when he first becane involved
with the Alaska Process Industry Careers Consortium an
organi zation that trains Al askans for jobs on the North Sl ope,
wor k was being done on an instrunmentation program that would be
i npl enented nationwi de. However, when his organization tried to

get buy-in, the oil industry refused while utilities were all
for it, so it subsequently went to the back burner.
Fortunately, the oil industry is now getting nore involved
because, he thinks, industry has realized it wll soon need to

repl ace workers on the North Sl ope due to top-heaviness in age.

REPRESENTATI VE TUCK said he does not know whether it really is
cheaper to hire out-of-state workers than to train |ocal people
and put themto work. He wants to make sure that Version E will
actually acconplish the intent and do so effectively and
| egal | y. He does not want to see the state get balled up on
good intentions by nmaking a mstake along the way, so he wants
to work through this to find the best way to acconplish the
i ntent.

1: 30: 50 PM

REPRESENTATI VE JOHNSON responded that Version E is not |Iike
fishing |licenses because it does not charge anyone for anything;
it would not charge a conpany an additional business |icense for
not hiring Al askans. He hopes there has been a sea change in
the oil industry and that there will be cooperation in hiring
nore Al askans and he wants to incentivize the industry to do so.
He wants it to nake sense to the accountants sitting in offices
in Houston, Texas, to decide to hire Al askans for those $83, 536-

per-year | obs. He also hopes that if a conmpany cannot find a
resident for a job that it wll require the non-resident it does
hire to nove to Alaska in order to be hired. He predicted the
oi | conpanies wl| becone the state's biggest training
facilities. The industry will do what is right for its bottom

line and he is trying to align that bottom line with what works
for Al askans.
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CO CHAI R NEUMAN pointed out that the State of Al aska provides a
7.5 percent buyer preference when the Departnent of Corrections
purchases cheese, nmlk, or produce from Alaska' s farners.
Additionally, the state offers corporate tax credits for
trai ni ng prograns.

1: 34: 27 PM

REPRESENTATI VE GUTTENBERG related that for approximately 20
years under the economc limt factor (ELF), the tax rate for
the Kuparuk oil field was close to zero and the investnent rate
was very | ow Had industry been investing at the rate the
sponsor is projecting, the state wuld not be seeing the
production decline that it is seeing now He asked whet her
anyone will be available to answer questions about how reducing
the tax rate as provided under Version E wll change the
i ndustry's business plan of very little reinvestnent even when
it had al nbst no taxes.

REPRESENTATI VE JOHNSON replied that soneone will be testifying
on all aspects of the bill. Ti mes have changed considerably;
for exanple, it was heard on the House floor today that it wll
be very difficult for anyone to invest in the National Petrol eum
Reserve- Al aska (NPR-A). The only place where conpanies will be
able to invest for awhile is Kuparuk and Prudhoe Bay, and this
is what the state nmust look at to fill the Trans-Al aska Pi peline
System (TAPS). The focus is going to be on those |egacy fields
and HB 308 deals with that by addressing well workover in
addition to new exploration for tax credit.

1: 36: 57 PM

REPRESENTATI VE TUCK inquired as to the reasons for the oi
industry's hiring of so many out-of-state workers.

REPRESENTATI VE JOHNSON suggested this question be asked when
i ndustry representatives are before the comittee, but he
guesses it is a little bit the noney as well as the availability
of hel p. He thinks Version E addresses this issue by making it
worth industry's while to train Al askans as opposed to the easy
way of hiring soneone from out of state. He reiterated his
belief that the oil industry would becone the state's nunber one
trainer in order to take advantage of this tax break.

1:38: 17 PM
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REPRESENTATI VE JOHNSON, in response to another question from
Representative Tuck, said the [base production] tax rate is
currently 25 percent. |If 100 percent resident hire is achieved,
the tax rate would be reduced to 20 percent. Thi s reduction
represents about $500 million less to the state's treasury and
about $1.2 billion nore to the private sector, wusing a 1.9
mul tiplier factor.

CO CHAI R NEUVAN pointed out that there are several charts in the
commttee packet in this regard and witnesses will be expl aining
it further as well.

1:41: 13 PM

REPRESENTATI VE JOHNSON, in response to Representative P. WIson,
explained that there are 5 percentage points in tax reduction

and that this percentage is split into 10 equal increnents
bet ween 85 percent resident hire and 100 percent resident hire.
He wanted the increnments to be snmall enough to provide an

incentive to go beyond an 80 percent resident hire and to strive
for 100 percent |ocal hire.

REPRESENTATI VE P. WLSON said she likes this as she thinks nore
Al askans are not hired by the industry because they are
uneducated in the areas desired by the oil industry. Version E
woul d be a definite incentive that nmakes it worth the industry's
while to educate Al aska workers.

1:43:34 PM
REPRESENTATI VE KAWASAKI di sagreed, saying he thinks a lot of

people in Alaska are qualified for these jobs but have not been
hired. Even with a nomnal to O percent tax rate on the |egacy

fields, the conpanies still refused to hire |ocals. He cited a
report in the conmmttee packet regarding mning, oil, or gas
extraction jobs that states: 3,000 workers are residents and
1,000 are nonresident workers; wages for resident workers are
$440 mllion and for nonresidents the wages are $150 nillion;
and for earnings per quarter resident workers received $37,000
and nonresidents received $44, 000. Wiile he appreciates

offering an incentive to industry to do nore for local hire, the
university has done a lot of training, as has the Departnent of
Labor & Workforce Devel opnent and |ocal pipeline construction

conpani es. He offered his opinion that sonething is being
m ssed by chasing an industry that has done well in the state
and that has refused to hire |ocal. He is tired of providing

corporate welfare to this industry, as both the industry and the
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state are making noney off this non-renewable resource and that
is a fair thing to do.

1:46: 54 PM

REPRESENTATI VE JOHNSON agreed the state has done a |lot and has
trained a ot of people, and that it is not working. Therefore,

he is trying sonmething different by offering an incentive. | f
i ndustry does not play, it does not get the tax advantage and
the state still gets its noney. The only thing being chased is

jobs for Alaskans, and under Version E this would be done
through the local hire provision as well as the other provisions
related to investment credits.

1:48: 43 PM

REPRESENTATI VE TUCK, referred to page 4, Version E, line 19, and
asked whether the tax savings are based on how ACES is currently
adm ni stered or on the changes proposed by the bill.

CO- CHAIR NEUMAN requested Representative Johnson to first
identify the section that the local hire provision is in.

REPRESENTATI VE JOHNSON said the local hire provision is |ocated
on page 6 wunder [AS 43.55.022]. The section that is being
referenced by Representative Tuck is in the original bill and
has to do with progressivity, and Version E makes no change to
that. The only difference between the original bill and Version
E is Section 43.55.022, which relates to |local hire.

CO CHAIR NEUVAN interjected that this is Section 15 [page 6,
Ver sion E|.

REPRESENTATI VE JOHNSON agr eed. He said the section he was
referring to is on page 6, lines 12-31, Version E, which deals
with local hire, not progressivity.

1:50: 33 PM

REPRESENTATI VE TUCK surmised that the provisions on page 6,
roughly lines 12-31, Version E, are related to the new nunber
frompage 4, lines 19-23, Version E

REPRESENTATI VE JOHNSON said that is incorrect and is an apples

to oranges conparison because one is progressivity and one is
| ocal hire. One deals with the base rate and the other deals
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with progressivity, which is a different section of law and a
different tax.

REPRESENTATI VE TUCK understood that the local hire provisions
are not tied to the tax progressivity.

REPRESENTATI VE JOHNSON replied correct, [the |ocal hire
provisions] are tied to the base rate of 25 percent.

REPRESENTATI VE TUCK mai ntai ned his objection to adopting Version
E as the working docunent. He requested that nenbers be able to
ask questions of M. Donald Bullock, the drafter of Version E

1:52: 33 PM

DONALD BULLOCK JR., Legislative Counsel, Legislative Legal and
Research Services, Legislative Affairs Agency, Al aska State
Legislature, stated that he wote the [2/5/2010] neno referred
to earlier. He explained that Version E takes a different
approach to local hire than what has been seen before. It would
not require that 5 percent of the workers be residents, which
means that 5 percent of those jobs my not be filled by

nonr esi dent s. It is distinguished from the I|icense issues
because workers from out of state are not paying anything
differently to cone in and work. Rat her, Version E would

introduce an econonmc factor to the enployers to take into
consideration the cost through the tax of hiring different
percentages of Alaska residents versus nonresidents. That is
only one factor because enployers nust also |ook at whether the
skills are available. The tax break would be offset if out-of-
state | abor was | ess expensive than in-state |labor, and in that
case it would be an econonmic decision to hire workers that cost
| ess. Therefore, Version E introduces another factor by
providing an incentive that |owers a conpany's taxes when it
hi res Al askans.

MR. BULLOCK pointed out that Version E does not say a conpany

must do this. It gives the conpany a benefit if it does, and
that is why his nmeno does not say it is a waste of tinme to do
this. It is a different approach that would be open to

interpretation, and he is unaware of a case that has dealt wth
t hi s approach. Version E would provide incentives to enpl oyers
to hire Alaskans and see where their econonmics lie in their
busi ness.

MR. BULLOCK noted that this is also different than the situation
where there were no taxes due for an oil field because w thout
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an incentive it does not nmke any difference who a conpany
hires. It would be an economic decision if the field is comng
close to breaking even or if the conpany can start saving costs.
It is not a residency or non-residency issue; the tax is already
zero - there was not an incentive for the state to offer.

MR. BULLOCK said he cannot tell mnmenbers that if the state is
taken to court it is going to |lose. However, he expects that it
will be taken to court, and the issue will be whether this is
enough of an incentive that is offered to enployers that it in
fact is onerous to nonresidents. He does not know the answer to
this and that is why he did not offer anything affirmative in
his neno. Had this been |ike other bills or other passed
| egislation that requires 20 percent of a conpany's workers be
Al askans, it would be pretty clear that no, this cannot be done.

1:55: 35 PM

REPRESENTATI VE TUCK i nquired whether there was a simlar concern
when the tax advantage for the film industry was being
considered [Senate Bill 230].

MR. BULLOCK answered he cannot speak to that bill because he did
not work on it; he can only speak to Version E of HB 308, which
he draft ed.

1:56:12 PM

REPRESENTATI VE KAWASAKI asked whether other industries m ght
chal l enge that this benefit is only given to the oil industry.

MR. BULLOCK responded probably. This offer is an economc

incentive; other industries could be eligible to the sane thing.
Cal cul ation of the percentage is based on the nunmber of hours
that are worked for projects and expenses that are qualified
expenditures wunder ACES 43.55.165, and the nunber of hours
directly relates to the nunber of people that would be working.
Because contractors, as well as the conpanies thenselves, are
maki ng | ease expenditures that may be allowed, contractors would
be included within this rebate system However, the benefit
goes to the person that is subject to the production tax, the
person who i s paying the contractor.

1:57: 58 PM
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REPRESENTATI VE GUTTENBERG understood M. Bullock to be saying
that this would apply not just to the |easeholder but to all the
| easehol der's subcontractors down the |ine.

MR. BULLOCK replied any work that is done on a | ease expenditure
that is allowed as a deduction in determining what the
production tax is.

1:58: 12 PM

REPRESENTATI VE GUTTENBERG i nqui red whether a non-resident person
could claimthat this is a conmerce clause issue - if it cannot
be done one way, then it cannot be done another way that would
acconplish the sane thing.

MR. BULLOCK answered that he is not saying it wll not be
chal | enged. He reiterated that there is not a direct burden on
a non-resident, the burden is only indirect. It is on the one
that makes the decision - the enployer - as opposed to a |aw
that says a person wll pay nore to buy sonething, such as a
|icense, because he or she is a non-resident. The state woul d

not be requiring that a certain percentage nust be Al aska
residents, which would nmean that that percentage is unavail able
to nonresidents. All jobs are available to all people, whether

residents or nonresidents. If nonresidents are hired, they may
cost nore; however, they could cost |ess because of differential
| abor costs. So, Version E takes an econom c approach rather
than requiring a certain nunber of positions or a certain
per cent age. That is where he is unsure, because it is not a

direct burden, it goes through the enployer and what it costs
the enpl oyer to run the business overall.

1:59: 57 PM

REPRESENTATI VE GUTTENBERG asked whether there is sonething
conparable to this that has happened in the past.

MR. BULLOCK responded not that he is aware of. Mst of what has
happened in the past is that the state has charged nonresidents
nore to do sonething, such as go to college or fish. O the
state has said enployers nust have a certain percentage of
residents. So, Version E is different than the mgjority of the
cases that have cone. He is just saying there is a possibility
that it could be challenged; the plaintiff would have to show
that it is a direct inpact on nonresidents.
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REPRESENTATI VE GUTTENBERG said he thinks the legislature would
hear that it is a direct inpact on nonresidents, but he respects
M. Bul |l ock's opinion.

CO CHAIR NEUVAN said nenbers are the legislature and it is the
| egi sl ature that makes the | aws.

2:01: 13 PM

REPRESENTATI VE KAWASAKI noted that sone industries already have
a workforce of 80-90 percent residents. He asked whether this
woul d i npact how t he state does business with other industries.

MR. BULLOCK replied he is unsure what is being asked, but that
under the equal protection argunment there is a sliding scale in

econom c issues. |If the legislature says there is a good reason
why it is discrimnating in this case and that good reason does
not have to do with a fundanental right - but working is a
fundanmental right - that there is nore flexibility. The state

must show that it is good public policy and in the best interest
of the state to do that discrimnation, and that the neans of

doing it is a reasonable way to get there. This is a bill for a
particular industry and it could be done in different industries
but it would depend on the nechanism that is used. In this

particular case, there is a significant tax on Al aska' s | argest
i ndustry, so there is a clear vehicle for providing a rebate or
a tax break. The state could have another break in AS 43.20
whi ch has a benefit to corporations that pay incone tax, but it
does not do anything for taxpayers that are not subject to that
because they are not incorporated.

2:03:19 PM

REPRESENTATI VE GUTTENBERG requested a definition of residency
wor ker under AS 43.40.092 and severability, as there is no
severability in Version E at this tine.

MR, BULLOCK answered that severability is presuned in every act.
While severability is sonetines put in specifically, the court
will separate what nmay be separated. The definition of a
resident worker is in the notor fuel statutes, and it takes on
from the definition in Title 1, which is that soneone is
physically present with the intent to renain. That statute is
about the burden of proof and one of the proofs is whether a
person is eligible for a dividend from the Al aska Permanent
Fund; a resident worker is not defined anywhere in the statutes
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except in that one provision. Therefore, he took what the state
had avail abl e when drafting Version E

2:04:57 PM

REPRESENTATI VE GUTTENBERG posed a scenario in which HB 308,
Version E, passes in its current form as a tax incentive, but
the residency provision is cut by the courts. He asked whet her
the other provisions in the bill would still remain in place.

MR. BULLOCK responded that there is no direct |ink between the
provi sion providing a rebate for Al aska hire and the provisions
for relief from interest on retroactive regulations and change

in the progressive tax rate. Therefore, it is possible the
court would | eave the remainder of the bill in place.
2:05:51 PM

REPRESENTATI VE TUCK mai ntai ned his objection to adopting Version
E as the working docunent. He said he thinks the concept of
ensuring that Alaskans are taken care of first is very good.
Therefore, he would like to see this provision as its own bill
to ensure that it gets all the way through the |egislature. He
has always tried to figure out ways to ensure that Al askans get

those North Sl ope jobs. One way is to make sure Al askans are
trai ned. The state's high schools and universities could be
doing nore, as could the Departnent of Labor & Wrkforce
Devel opnent . For sure, however, is that the oil industry could
be doing a |lot nore. To get nore Al askan hires, he would |ike
to see the oil industry do the training rather than relying on

the state to do the training. He pointed out that he has worked
on the North Slope as an electrician and that people without a
southern drawl or British accent usually feel out of place on
the North Sl ope. He further stated that nobst of those North
Sl ope workers do not spend their noney in Al aska because they
fly directly fromthe North Slope to where they live outside of
the state. Version E would provide the opportunity to see
whether this works and whether it has potential for being
applied to other industries.

REPRESENTATI VE TUCK wi thdrew his objection. There being no
further objection, Version E was before the commttee.

2:08: 31 PM

REPRESENTATI VE JOHNSON said that to himHB 308, as a whole, is a
jobs bill. The best way to reduce social ills such as donestic
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vi ol ence, drugs, and prisons is to give soneone a hone, respect,
and a reason for getting up every day, and the way to do that is
with a job. Therefore, he has naned the bill the Al aska Job
Security Act. He said he hopes the bill will be transferable to
other industries and welcones nenbers to file other bills in
this regard. He stated that in terns of progressivity, the
| anguage in HB 308 is the sanme as the original ACES bill
introduced by Governor Palin to take the place of the petrol eum
production profits tax (PPT). He offered to go over the history
of the ACES legislation with Representative Tuck since he was
not in the legislature at that tine.

2:10: 44 PM

REPRESENTATI VE JOHNSON reviewed the six changes that would be
made to existing law by HB 308, Version E. He said sone of
t hese changes are related to small errors and oversights in the
ACES bill and sone are substantive policy changes. The first

change is that Version E would allow credits for workover rigs,
the philosophy being that anything that puts a barrel of oil
down the pipeline, whether from a new or existing well, should
be allowed to have those credits. Additionally, he related,
both a new well and a workover each represent 100 | obs,
according to industry. The second change is that Version E
would drop the interest rate so that 11 percent is the
[ceiling]. The third change is that HB 308, Version E, would
provide that until the ACES regulations are accepted and
publ i shed, the state can go back and collect any taxes that are
m spaid by a producer, but it cannot charge interest on those
m spaid taxes if the taxpayer was operating in good faith.

2:12:26 PM

CO CHAIR NEUMAN pointed out that wunder existing statute, the
credits are forwarded to try and get further exploration, but
that he thinks HB 308, Version E, targets new technology for the
wor kover of existing wells. He surmised that this provision
will also be an incentive for smaller conpanies to do workovers
on smaller wells.

REPRESENTATI VE JOHNSON replied that a qualified workover may be
as sinple as a collapsed casing that is causing reduced
producti on. In an effort to put nore flow through the Trans-
Al aska Pipeline System the tax credit would apply to anything
from exploring for new geology to basically everything bel ow the
wel | head, regardless of whether a well s already there.
Currently, it is considered new exploration when the distance is
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something like one to three mles froman existing well and the
credit does not apply to wells that are drilled within a shorter

di stance than that. He thinks that was an oversight in the
original ACES that has deprived the state of both royalties and
t hr oughput . Governor Parnell has indicated this is sonething
that will be included in his bill as well [the governor's bill

HB 337/ SB 271, was introduced on 2/10/10].
2:15:20 PM

REPRESENTATI VE JOHNSQON, in response to Representative
GQuttenberg, said he will have M. Dan D ckinson point out where
the six changes are located in Version E, but for the nonent he
IS providing an overview.

REPRESENTATI VE JOHNSON continued his review of the changes. He
noted that ACES changed the | ook-back period for an audit from
three years to six years, and HB 308 would return this | ook-back

period to three years so that the oil industry is treated the
same as other industry. The fifth change is the local hire
provi sion that has already been tal ked about. The sixth change

woul d reduce the progressivity from 0.4 percent to 0.2 percent.
He explained that 0.2 percent was the figure proposed in the
adm nistration's original ACES bill and that it was changed
somewhere in the commttee process. A 0.2 percentage would
preclude the possibility of having 110 percent progressivity.
He maintained that this change is also about jobs because it
| eaves nore noney for investnent which would translate into nore
oil flowing through the pipeline. He related that in 2009 there
were 2,776 unenploynent clainms for the oil industry, alnost
double the 1,067 clains made in 2007 and the 1,350 clains nade
in 2008.

2:19:11 PM

REPRESENTATI VE P. WLSON inquired whether the proposed changes
in HB 308 could make it beneficial for industry to drill even
when it is known there is no oil in a certain |ocation. She

further asked whether there will be a sectional analysis.

COCHAIR NEUVAN said the bill wll be reviewed section by
section so nenbers can ask questi ons.

REPRESENTATI VE JOHNSON added that the plan is to spend sone tine

reviewing the bill and that Legislative Legal and Research
Services is in the process of preparing a sectional analysis.
In regard to encouraging the drilling of a dry hole, he pointed
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out that if $1 mllion was spent to drill a well, the 20 percent
tax credit would anpbunt to $200,000; so drilling dry holes for
the tax credit just would not happen.

2:21: 29 PM

REPRESENTATI VE KAWASAKI asked what the value is of the credit
for well workovers.

REPRESENTATI VE JOHNSON responded that if a producer does not do

a workover, it gets nothing, and it costs the state nothing. |If
a workover is done, the credit will depend upon the anount of
capital expenditure and he thinks each individual well wll be

dealt with differently. He suggested this question be asked of
t he producers when they testify.

2:22: 35 PM

REPRESENTATI VE KAWASAKI inquired whether industry is currently
doi ng these workovers and whether it is a higher or |ower nunber
t oday.

REPRESENTATI VE JOHNSON understood that very little workover is
occurring on the North Slope and that nobst of those rigs are
setting on their sides. He suggested that this question also be
asked of the producers when they testify because such rig counts
are avail abl e.

2:23:12 PM

CO CHAIR NEUMAN offered his wunderstanding that the state is
still witing some of the regulations for ACES, and HB 308 would
work in a coordinated effort in this regard. He asked where the
state is in witing these regulations and who is witing them

REPRESENTATI VE JOHNSON replied he does not know He related
that he has talked to nenbers of the industry and for the nost
part they are clueless as to what will be in the regulations
even though ACES was passed two years ago. Some of the
regul ati ons are done and sone are not.

2:24. 54 PM
REPRESENTATI VE KAWASAKI pointed out that it took this body
al nrost four nonths to decide on [Marnot] Day, so not having

regulations in nearly tw years does not seem out of the
ordi nary. He said he thinks it is premature to talk about

HOUSE RES COWM TTEE - 18- February 8, 2010



rolling back taxes on the oil industry when comittee nenbers
have not heard fromthe adm nistration or industry experts about
how ACES is working to date. He said he hopes it is the
sponsor's and co-chair's intent to hear from these fol ks before
HB 308 is noved out of commttee.

CO CHAI R NEUMAN assured Representative Kawasaki that it is the
intent of both co-chairs to take a | ook at where things are at.

REPRESENTATI VE JOHNSON stated that he will try to get any person
that nenbers wish to have cone speak and that the adm nistration
is due to testify, as are industry experts. The committee is
al ready ahead because of the four nonths that |egislators spent
review ng and becom ng educated about ACES. He intends to have

serious discussions, not railroad the bill through. He said he
thinks there is a problemand that it is costing the state jobs
and opportunity. If the state does not develop its own

resources and take charge, the state's future is dismal
Legislators can talk and tal k, but nothing gets done until there
is a bill before nenbers. It wll be up to nenbers of the
commttee and the full body to determ ne which way to go with HB
308.

REPRESENTATI VE KAWASAKI reiterated he would like to hear what
the adm ni stration has to say.

CO- CHAIR NEUVAN added that everyone is working through the
regul ations and all else the best they can.

2:29: 01 PM

REPRESENTATI VE TUCK, in regard to the unenpl oynent nunbers cited
by Representative Johnson, inquired how it is known whether the
nunbers are not Al askans that are being replaced by people from
the Lower 48. He further asked whether those unenploynent
nunbers include out-of-state workers that have been laid off.

REPRESENTATI VE JOHNSON said he believes those were resident
nunbers that he cited. Bot h nunbers are avail able because the
Depart ment of Labor & Workforce Devel opnment tracks both in-state
and out-of-state nunbers. He added that he believes the nunber
would be <closer to 5,000 if the out-of-state figures are
included. He offered to get that nunber for conmittee nmenbers.

2: 30: 43 PM
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REPRESENTATIVE TUCK related that according to the report
entitled, Nonresidents Wrking in Al aska, 2008, issued by the
Department of Labor & Wirkforce Devel opnent, the percent of
total new hires for nonresidents in oil field services went up
42.7 percent. It would be nice to know whether Al askans are
bei ng di spl aced, he reiterated.

REPRESENTATI VE JOHNSON answered that the Departnent of Labor &
Wor kf orce Devel opment will be before the commttee and able to
address that. The departnent wll also be responsible for
auditing and making sure that the [42.7] percent starts going in
t he opposition. He said Version E is his attenpt to fix the
probl em that he has perceived.

REPRESENTATI VE TUCK agreed, provided it does not go in the
opposite direction so that the state is losing jobs overall. He
i nquired whether there is a fiscal note that reflects Version E

REPRESENTATI VE JOHNSON said he will get that to nmenbers.
2:32:44 PM

REPRESENTATI VE P. WLSON stated she is pleased that nenbers are
| ooking at this and determ ning how HB 308 would affect ACES
She pointed out that even though it took the legislature a |ong
time to look at ACES, a |ot of anmendnents were done on the floor
and many were done on the fly, making it hard to determ ne what
all was affected.

REPRESENTATI VE JOHNSON responded that he likened it to a feeding
frenzy and that there were anendnents nenbers did not
understand. Nunerous nenbers wanted to prine co-sponsor HB 308,
but he refused so he could maintain a certain anpunt of contro

and ability to slow it down to enable everyone to know what they
are voting on. G ven the nonths that were spent on ACES, nost
of HB 308 has already been reviewed by nenbers. It is not a
revisit of a whole new concept; it is a tweaking of what the
governor originally brought to |egislators.

CO CHAIR NEUVAN urged nenbers unfamliar with ACES to learn
about it fromthe adm nistration.

2:35:39 PM
REPRESENTATI VE GUTTENBERG said it is currently unknown whether

ACES is working because nany of the regulations are not yet in
pl ace. Menbers | earned nmuch from both the Mirkowski and Palin
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adm nistrations and were taught that international conditions
have a lot nore to do with what happens in Alaska than what is
done by the |egislature. The part of ACES that did pass and
whi ch has now | apsed is the standard deducti on. W t hout doi ng
anything, the industry will be getting a tax break of $230-%$250
mllion from now on, and he would like to see what effect that
wi |l have on devel opnent and exploration. Mich of ACES is still
in play and it cannot be determned what it did or did not do.
Additionally, the stock market has a lot of effect on
ever yt hi ng. At this point, people can only speculate rather
than tal k about real history.

2:39:25 PM

DAN DI CKINSQON, CPA, Consultant to the Legislative Budget and
Audit Conmttee, began his PowerPoint presentation by pointing
out where each of the six proposed changes can be found within
Version E [slide 3]. He explained that Version E is volum nous
because of the changes in technical definitions about interest,
and every tinme it is referred to in the rest of the statute

book, the reference nust be changed. The sections highlighted
in yellow are the neat of the bill and are the sections that he
wi || discuss.

2:41: 00 PM

MR DICKINSON said Section 6 of Version E deals wth the
proposed change in interest rate that is paid on delingquent
taxes [under AS 43.05.225]. Section 6 would change this rate to
be the [lower of] the federal funds rate plus two percent or up
to a ceiling of 11 percent [slide 5]. He explained that this
interest rate applies to all of Alaska's 20 tax types, such as
cigarette, bed, and other taxes, and that percentage-w se the
oil and gas production tax is by far the largest [source of

revenue] at well over 90 percent. Under current |aw, the
interest rate is established as the higher of the federal funds
rate [plus 5 percent] or 11 percent. He suggested that the

revisions be nade effective on the beginning or ending of a
gquarter, given that the interest is conpounded quarterly.

2:42:26 PM

MR DICKINSON related the historical context of the current
interest rate, which was inplenented in 1991 when a huge series
of litigations in both royalty and tax were comng to a peak.
In the 1970s and early 1980s, many people were irked that the
state's interest rate, particularly for royalty clainms, was a
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sinple rather than conmpound rate; thus, in a 20-year-old claim
the difference between a sinple and a conpounded rate was huge.

These people argued that from a conpany's standpoint, it nade
sense to underpay taxes and then pay sinple interest when the
bill becane due because - in essence - the conpany was getting a

loan from the state for an incredibly |low rate. Therefore, in
1991 the focus was on naking the rate compound for both royalty
and tax. Over the decade of the 1980s, the federal funds rate
declined from about 14 percent to about 6 percent; thus, by 1991
the 11 percent floor had beconme a ceiling [slide 6]. | nt er est
rates continued to fall over the next 20 years and under current
law this 11 percent has becone the required interest rate.
Today the federal funds rate is 0.5 percent, but the interest
rate that is being charged for taxes is 11 percent, which is 22
times the federal funds rate. He said this context is inportant
because when the current interest rate was put in place, it
represented a nunber below which the federal funds rate plus 5
percent was expected to be.

2:45: 52 PM

MR. DI CKI NSON conpared the actual interest rate charged by the
state from 1980-2009 to the rate that would have been charged
had Version E been in place during that sanme tinme period [slide
8]. He pointed out that the interest rate under Version E would
have been considerably Ilower than 11 percent; thus, under
Version E, the prevailing rate applied to all taxes would have
been the federal funds rate plus 2 percent.

2:47: 21 PM

VR. DI CKI NSON, in response to Representative Cuttenberg,
reiterated that the interest rate for all tax types is the sane;
thus the interest rate on oil taxes is the sane as for the other
types of taxes. He explained that the thick blue line [slide 7]
represents the federal funds rate, and the thick red |ine above
that blue line is the flat 11 percent floor and the thin purple
line above that blue line is the federal funds rate plus 5
percent. Since passage of the [1991] bill, there have been only
one or two quarters in which the federal funds rate plus 5
percent actually exceeded that 11 percent; thus, over nost of
[ 1991-2009], the interest rate has been 11 percent.

2:48: 48 PM

MR. DI CKINSON conpared Alaska's current interest rate to the
federal interest rates under the Internal Revenue Service and
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the tax code [slide 9]. For individuals, the interest rate is
the federal funds rate plus 3 percent for both overpaynent and
under paynment of taxes. For corporations the interest rate for
overpaynment of taxes is the federal funds rate plus 0.5 percent
and for a large underpaynent it is the federal funds rate plus 5
percent. Thus, Alaska's current rules line up with the federa

situation of corporations with |arge overpaynents. Version E
woul d change Alaska's interest rate to being nore in line wth
the federal general corporate rate [federal funds rate plus 2
percent for tax overpaynent and federal funds rate plus 3
percent for tax underpaynent]. He pointed out that the federa

rate does not have a ceiling or a floor; it is only the federa

funds rate plus a percent.

2:49:59 PM

MR. DI CKINSON noved to the second proposed change located in
Section 7 of Version E [slide 11]. Section 7 would mandate that
interest is not due on an increase in tax liability that is the
direct result of the adoption of regulation with retroactive

application wuntil 30 days after the effective date of the
regul ati on. Governor Parnell has proposed to address this sane
issue in a bill that he will soon be introducing [the governor's
bill, HB 337/SB 271, was introduced on 2/10/10]. In a January

14, 2010, press release the governor states that he would "all ow
for the waiver of interest charges on |late paynents due to the
retroactive application of new regul ations."”

MR. DI CKINSON explained why this second change is necessary
[slide 12]. Production tax is due on the last day of the nonth
follow ng the nonth of production [AS 43.55.020(a)]. Cenerally,
within that 30 days a conpany can get a fair estimte of the tax

due. However, lots of things can happen that wll change the
anount of tax due: audits, the taxpayer receiving new
information, retroactive revision of tariffs, and retroactive
changes in regulations. Under current ACES |aw, when such

changes happen, the change goes back to the first nonth that the
conpany owed the tax. For exanple, if a tax is owed on the |ast
day of August 2007 for production in July 2007, and an ACES
regulation is later put into place that says something the
t axpayer thought was an expense is not, the taxpayer will owe
interest on that back to August 2007. The law says that if
there is a tax dispute, the attorney general or the Departnent
of Revenue can settle a conpromse with the taxpayer in regard
to a figure and a penalty [AS 43.55.070]. However, the statute
does not nention interest and thus the attorney general's
interpretation is that i nterest cannot be  conprom sed.
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Therefore, even if a taxpayer's position is deened as having
been reasonable at the tinme the tax was paid, the taxpayer mnust
still pay the interest if nore tax is owed as a result of
subsequent regul ati ons.

2:52: 44 PM

MR. DI CKINSON outlined the five major areas in which ACES gave
the Departnent of Revenue new rules for taxpayers [slides 13-
14] . The new reporting requirenents [AS 43.55.030 and . 040]
came out in regulation in My 2008, effective as of June 2008.
New regul ations directing how taxpayers nust deal wth conbining
two half years of production tax came out in Septenber 2009,
effective Cctober 2009. Because production tax is a yearly tax,
and the effective dates of nobst of the ACES reforns was July 1,
2007, ways of conbining two half years had to be inplenented.
Furthernore, ACES directed that allowable costs shall be defined
by the departnent under regulation [AS 43.55.165(a)] and those
new rul es cane out in January 2010, effective February 2010. He
pointed out that the <costs of enployee training are not
deducti bl e under these new regul ations. In regard to new rules
for reasonable transportation for things |ike the Trans-Al aska
Pipeline System and tankers, ACES directs that the cost a

taxpayer is allowed to deduct will be the lower of what is
actually paid or what the departnent thinks 1is actually
reasonable [AS 43.55.150]. However, two vyears later, no
regul ati on has been pronul gated and taxpayers still do not know

what the departnment thinks is reasonable. Under HB 308, Version
E, interest could not be charged on the difference in the tax
when the regul ation cones out retroactively.

2:54:56 PM

MR, DICKINSON turned to the third proposed change l|ocated in
Section 11 of Version E [slides 15-24]. Section 11 would change
progressivity [AS 43.55.011(g)] from 0.4 percent to 0.2 percent.
He pointed out that the progressivity can be huge. O the $6.9
billion brought in from the production tax in fiscal year 2008,
$4.2 billion cane from the 25 percent base tax rate and $3.2
billion canme from progressivity [slide 17]. This $3.2 billion
in progressivity is the sanme anobunt that was received from
royalties that sane fiscal year. The anount received for incone

taxes was $0.6 billion and the anount for state and | ocal
property taxes was $0.4 billion.
2:56: 05 PM
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MR. DI CKI NSON revi ewed how the proposed change in progressivity
woul d work [slide 18]. Progressivity would start at 0.2 percent
until an additional 25 percent in progressivity is added. Then
it wwuld go to 0.1 percent per additional dollar wuntil 50
percent in progressivity is added, at which point the
progressivity is capped. Under current law, the initial
progressivity goes up at 0.4 percent for every extra dollar
until the 25 percent is reached [slide 19]. Then it goes at 1.0
percent [until the 50 percent cap is reached]. He noted that
the progressivity proposed by Version E is identical to the
original version of ACES introduced by Governor Palin, except
that Governor Palin's proposal would have capped progressivity
at 25 percent.

2:57:28 PM

MR. DICKINSON, in response to Representative Quttenberg, said he
has not done an analysis of what this would have neant over the
past two years. However, slide 21 depicts a graph from the
Departnent of Revenue's January 14, 2010, analysis in which the
departnment tal ks about three inportant aspects of the tax rate:
the nomnal rate; the marginal rate, which is the anmobunt paid in
tax for every additional dollar of revenue that a conpany
receives; and the effective rate, which is a restatenment of the
tax as a gross figure. He referred nenbers to [slides 22-24]
for a further sense of what would have happened in the
i nterveni ng years.

2:58:27 PM

MR. DI CKINSON addressed the fourth proposed change regarding
| ocal hire [Section 15 of Version E]. He noted that nobst of the
enployers in the oil and gas industry on the North Slope are
conpanies that provide oil field services, and the enploynent
figures shown on [slide 29] are only for conpanies that provide

direct services. Not included on that slide are Al askan
conpani es that provide services for catering, security,
engi neering, transportation, comunication, and construction.
He pointed out that these are the conpanies that will have to
i mprove their local hire rates, and they will have to pass that
information on to the taxpayers to get the credit. So, what
wi |l happen is that the taxpayers will insist in their contracts
with these conpanies that the amount of |ocal |abor be proven.
Therefore, the proposed provision will translate down from the
taxpayers to the operators of the units to the contractors to
the subcontractors. This is not an inposition; it is an
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econonmic incentive that is renoved several tines from the fol ks
who actually have to make t he behavi oral changes.

CO CHAI R NEUVAN urged nmenbers with questions to speak to staff
at the Departnent of Revenue and to Representative Johnson.

3:00: 36 PM
MR. DI CKINSON pointed out that slide 33 deals with the fifth
proposed change regarding the 30 percent credit for well work

[ Section 17 of Version E].

REPRESENTATI VE JOHNSON reiterated that work on HB 308 wll

continue and that M. D ckinson will be avail able by phone for
further questions when the bill is again considered by the
comittee. In response to Representative Kawasaki, he stated
that it will be up to the admnistration to determ ne which

people to bring before the conmittee to answer questions and
present the admi nistration's position.

[ HB 308 was hel d over.]

3:02: 52 PM
ADJ QURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:03 p. m
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