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ACTI ON NARRATI VE
1: 05: 54 PM

COCHAIR CRAIG JOHNSON called the House Resources Standing
Commttee neeting to order at 1:05 p.m Present at the call to
order were Representatives P. WIson, Kawasaki, Tuck, Neunan,
and Johnson. Representatives Guttenberg, dson, and Seaton
arrived as the neeting was in progress. Al so present was
Representati ve Chenaul t.

HB 217- TAX ON GAS FOR I N STATE MANUFACTURI NG

1: 06: 04 PM

CO CHAI R JOHNSON announced that the first order of business is
HOUSE BILL NO 217, "An Act relating to the tax applicable to
the production of natural gas used in the state as fuel or
feedstock in produci ng a manufactured end product.”
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1: 06: 58 PM

REPRESENTATI VE P. WLSON noved to adopt the proposed commttee
substitute (CS) for HB 217, Version 26-LS0816\R, Bullock, 2/8/10
("Version R') as the work draft.

REPRESENTATI VE KAWASAKI objected and asked what the differences
are between Version R and the bill as introduced.

REPRESENTATI VE NEUMAN, sponsor of HB 217, replied that the
differences are related to questions previously raised by
committee nmenbers about identifying the tax credits. Departnent
of Revenue staff worked with the bill drafter to address these
gquestions. Because of sone credits that are avail abl e under the
Alaska's Clear and Equitable Share (ACES) law, an either/or
cl ause was added to ensure that the 5 percent credit would act
to the best benefit. Thus, one sentence becane ei ght pages |ong
because it nust be applied to precedi ng statutes.

REPRESENTATI VE KAWASAKI renoved his objection. There being no
further objection, Version R was before the commttee.

1: 08: 41 PM

REPRESENTATI VE NEUVAN said HB 217 would reduce the production
tax for gas that is manufactured within the state of Alaska in
an attenpt to induce manufacturing in the state to create jobs.
It would not affect Cook Inlet gas. He pointed out that
manufacturing is a nolecular change in the gas or the nethane
An exanple of manufacturing is the Fischer-Tropsch process,
which is a catalyzed chem cal reaction for making alternative

fuel s. However, converting gas to liquefied natural gas (LNG
for export is not manufacturing because it is sinply a cooling
and conpressi ng process. He reiterated that the purpose of HB

217 is to create jobs.
1:10: 52 PM

REPRESENTATI VE SEATON requested further explanation of the
di fferences between Version R and the original bill.

REPRESENTATI VE NEUMAN deferred to Donald Bullock, the bil
drafter.

1:11: 47 PM
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DONALD BULLOCK JR., Legislative Counsel, Legislative Legal and
Research Services, Legislative Affairs Agency, Al aska State
Legi slature, pointed out that Section 9 of Version R, beginning
on page 9, line 31, is HB 217 prior to this CS, which was a
change in the definition of "used in the state". That "used in
the state" definition was relevant to what is currently AS
43.55.011(0), which sets a maxinmum tax rate on gas that is
produced and used in the state. In response to [previous
commttee] discussion, the sponsor asked for a CS that would
all ow producers to choose whether to apply the cap to gas that
is used in the state or to have it taxed at the regular rate
that is applicable to other gas no matter where it is used. He
said the reason for this is because, as he understands it, AS
43.55.011(m requires that gas subject to the cap have the
credits applied before the cap is applied; thus, the credits
that were applied to gas used in the state could not be
avai | abl e agai nst ot her production.

MR. BULLOCK expl ained that Section 4 of Version R therefore adds
a new section to AS 43.55 which would provide for an election
that a producer could nmake to either have the gas that is used
in the state taxed as any other gas or have the cap applied. If
the producer makes the election provided by Section 4, then it
is just like AS 43.55.011(0) - the cap on gas used in the state
is the sane as the cap on gas that is produced in Cook Inlet.
Because this is a new section that provides for the cap, nost of
the bill just corrects cross references to the section and
repl aces reference to the cap in AS 43.55.011(o) to the new
section which is 43.55.014. So, the change in the CS is rather
than having the cap applicable to all gas used in the state,
producers have the option to go for the cap that is currently in
AS 43.55.011(0) through the enactnment of this new section or
just have gas used in the state taxed as any other gas that is
taxed without regard as to where it is used.

1:14: 48 PM

REPRESENTATI VE SEATON inquired at what point a conpany could
make this selection. He posed a scenario in which a conpany
that is having a maj or devel opnent takes the tax credits and the
tax wite-offs against all of its upstream expenses at the high

rate and offset that against its oil. Then, once gas starts
flowi ng, the conpany makes this election and its gas tax is now
at a very low rate. In that situation, the state would be

spending 60-70 percent of the developnent cost through tax
credits and deferrals and then when production starts the tax
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would be at 5 percent and the state would never recover its
of fsets even if there is great gas production.

CO CHAI R NEUVAN responded he believes a lot of that is already
done and HB 217 is just adding manufacturing to the end of that.
He deferred to M. Rogers of the Departnent of Revenue for
further explanation.

1:17:25 PM

GARY ROCERS, QI & Gas Revenue Specialist, Tax Division-
Adm ni stration, Departnment of Revenue (DOR), replied that nuch
of the answer to Representative Seaton's question would depend
upon each individual producer's circunstances and he therefore
does not have an answer at the nonent.

REPRESENTATI VE NEUVAN said he believes if that election is made,
then all the rules applicable to AS 43.55.011(0) apply to the
cap on gas used in state. |If the election is not nade, the gas
is taxed at the other tax rate.

MR. BULLOCK added that HB 217 allows a taxpayer to opt to use
what is currently AS 43.55.011(0) or to not have the gas subject
to the limtations, and that limtation comes with requirenments
of how the credits are applied.

1:19: 58 PM

CO CHAIR JOHNSON surmi sed that Representative Seaton's question
is whether a producer has the ability to nove back and forth
between the tax rates depending on flow - is it an either/or, or
is it an and. For exanple, once an election is nade, can the
taxpayer go back and pick a better rate based upon its tax
credit, or is the taxpayer bound to its original election once
gas is flow ng.

REPRESENTATI VE SEATON agreed that that sums up his question. He
cited Point Thonmson as being an exanple because it is a large
gas devel opnent and right now the State of Alaska is neking a
maj or contribution through the 20 percent tax credit. There is
al so the upstream tax on oil of 25 percent plus progressivity,
so at $70 per barrel the state nmay be putting in 70 percent of
the total investnment into that field. After gas starts flow ng,
his question is whether the 5 percent tax rate could then be
el ected for gas that is used in in-state manufacturing. He said
he does not believe that in such a scenario the state would ever
recover its investnent. So, yes, the question is timng and
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whet her a taxpayer could utilize one rate and then at a later
dat e nmake the other election.

1:22: 00 PM

MR, BULLOCK pointed out a disconnect between Sections 4 and 5 in
the CS. Under AS 43.55.014(c) in Section 4, the election is
made annually at the tine the return for the production tax is
filed. However, [Section 5] talks about making the estinmated
paynents during the year that would be based on what the
projected tax would be if the taxpayer nmade the election. So,
43.55.014(c) could be anended to say that the taxpayer makes its
election at the tine the first estimted paynent is due for the
tax for the year, rather than waiting until the end of the year
toclaimit.

REPRESENTATI VE SEATON said his problemw th this is that nost of
the investnment in the exploration and devel opnent of the field
takes place before gas ever flows. So, if this is an annual
election, it would let an oil conpany wite off at mybe 70
percent; thus, the state would be investing in the field at 70
percent of the total expenses. Then, annually, when the gas
starts to flow, the conpany could elect the 5 percent tax rate.
This is sonmething that nust be guarded against. Though that may
be a provision in the fuel and electrical generation portion,
and this is adding mnufacturing, the nmanufacturing could
utilize significant anmounts of gas, much nore than fuel usage
for residences. If the state does not have an export market,
then all of the gas would be this way and the state would be the
maj or investor and would receive very little in taxes.

1: 23: 59 PM

CO CHAI R JOHNSON asked whether that problem would remain if the
manuf acturing aspect of this is taken out.

VR. BULLOCK answered that the rmanufacturing expands the
definition of gas "used in the state" to manufacturing, which it
does not do now. This expands the market for the gas that could
be used in the state. That, in turn, expands the anobunt of gas
that would be subject to an election to have the cap applied.
However, he pointed out that the credits under the production
tax in AS 43.55.023-025 would not be affected by HB 217, and
they would still be generated as they always are. So, the
effect of the bill is that it expands the volune of gas that
could be used in the state by providing nore purposes that are
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allowed to be subject to what is now a cap and, under the bill,
woul d be subject to the el ection.

1:25: 07 PM

REPRESENTATI VE SEATON said his point is that the purpose of this
bill is to expand the anmbunt of gas that would be selling at a
very low tax rate and if the state is giving all of the credits
that are available through other ©provisions and allow ng
upstream deductions of the 25 percent plus progressivity, then

the state will have a lot of noney invested and get very little
back. Wiile the state would receive revenue from nmanufacturing,
manufacturing will not pay the bills.

CO CHAI R JOHNSON commrented that this is a policy call of whether
to trade taxes for jobs.

1:26: 29 PM

REPRESENTATIVE P. WLSON, in regard to page 3, line 26, "make
the election at the tine the return is due", requested M.
Bullock to coment on his previous suggestion to nake the
el ection earlier than that.

MR. BULLOCK expl ai ned that ACES changed what was a nonthly tax
to an annual tax, while at the sanme tinme providing for nonthly
i nstal | nents. So, AS 43.55.020, which is amended by Section 5
of Version R, provides for the calculation of an installnent
paynent that is roughly equal to one-twelfth of the tax
ltability that will be due for the year. There was already a
provision in AS 43.55.020(a) that applied to gas used in the
state and how to determ ne how that cap affects the install nment
paynment . So, his suggestion was that since the taxpayer nakes
i nstal |l ment paynents during the year as the gas is produced, the
taxpayer could nmake the election at the tine an installnent
paynent is made rather than after the end of the year. He
pointed out that the producer has to know whether the gas is
used in the state or not, but in the case of manufacturing there

are not yet any manufacturing facilities in the state. The
credits that are accruing are going to be applying to other
production wuntil this "used in the state" kicks in, which

applies to the question that Representative Seaton had.
1:28:40 PM

CO CHAI R NEUVAN added that HB 217 provides the opportunity for
Al aska's gas to be wused in different ways for nmanufacturing.
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Ri ght now Alaska's gas is used for hone heating and electrica
generati on. The goal is to also use it for manufacturing and
create thousands of jobs in the state. An issue was identified
by the Departnent of Revenue (DOR) and an effort has been nmade
to fix that. The fiscal note is zero. Right now no gas is
being produced for manufacturing in-state and 5 percent of
nothing is zero to the state. Therefore, to him this incentive
i s good. H's goal is to have a pipeline to Southcentral Al aska
to sone nmanufacturing and everything possible nust be done to
try to establish that. He agreed that revenue to the state is
i nportant, but pointed out that by creating nore nmanufacturing,
t hose manufacturers would be paying corporate taxes. Al aska
needs to find ways to diversify its econony, he opined.

CO CHAIR JOHNSON interjected that manufacturing could take place
anywhere in the state.

CO CHAI R NEUVAN agreed and reiterated that manufacturing neans a
nol ecul ar change and woul d not include LNG export.

1: 31: 35 PM

REPRESENTATI VE SEATON agreed that the state has been counting on
gas as the replacenent when oil goes down. However, should HB
217 pass, and the "large" pipeline stays inside the state, and
all of the gas is used in-state, then the state would get no
revenue off of that gas. He said he is using the term "no
revenue" because the tax credits and the upstream anounts woul d
probably fully offset any anmount of tax the state receives.
Wien he |ooks at jobs he is also |ooking at saying there wl
not be forward funding of education and there will not be a
nunber of other things because the state's tax base has gone
down as a result of the decline in oil and alnbst no tax on the
gas wused for nmanufacturing. The state would then need to
substitute another tax regine, such as an incone tax, tax on
m ni ng, or tax on manufacturing.

CO- CHAIR JOHNSON commented that if those other funding sources
were out there, such as the manufacturing, that would be a

pl easant decision to make. It is a policy call, he reiterated.
1:33:49 PM

REPRESENTATI VE SEATON said his problem with HB 217 is whether
the incentive is being given to the right people - it is a
production tax; it does not go to the manufacturer. If the

state wants to have use of gas for manufacturing, a credit would
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be given to manufacturers that use gas as a feedstock. Then it
woul d be the manufacturer that is being encouraged instead of
giving a low tax rate to the producers and hoping that they pass
their lower costs on to the manufacturer using that gas.

CO CHAI R JOHNSON of fered his understandi ng of that concern.

MR, BULLOCK pointed out that AS 43.55.014 would sunset in 2022,
so there would be an end period for the election to apply. As
it went forward it could be seen how it works and the statute
coul d be adjusted by the |egislature.

CO- CHAIR NEUWAN al l owed that this is his concern too, but there
is also revenue from corporate taxes, royalties, |ocal property
taxes, and the purchase of permts and |eases from the state

He noted that HB 217 says "used as ... feedstock” for the
manuf acturing process and this is what the bill started wth.
1:35:50 PM

REPRESENTATI VE GUTTENBERG commented that at tinmes the state's
tax breaks and incentives do not produce what is expected. For

exanple, in the Interior the requirenent that |ogs could be
exported until they were mlled resulted in the logs being run
through the mll to cut off two sides to create slab wood and

then the rest of the log was exported to Japan. He offered his
concern that a mnor part of the gas nolecules could be taken
off and the rest exported, rather than using nost of the gas for
in-state feedstock for lots of different products. He i nquired
whet her such an uni ntended consequence has been | ooked at.

CO CHAI R NEUMAN responded that he hopes lots of products will be
made from the gas. He noted that the Fischer-Tropsch process
creates synthetic transportation fuels and a by-product of that
process is feedstock for plastics. The goal is to have ethanes
for raw plastics, as well as butanes and synthetic propanes. He
urged nenbers to talk to him and M. Bullock to get their
guestions answer ed.

CO CHAIR JOHNSON urged nenbers to speak individually with the
sponsor so their questions can then be put on the record in a
clear and concise manner at the next hearing of HB 217 and
action can be taken on the bill.

1:41: 04 PM
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MR. BULLOCK pointed out that the reason HB 217 has gone from one
paragraph to ten pages is because of all of the cross references
that have to be changed. He advised that when reading the bill,

anything related to such cross references will be seen as (0) in
brackets, because this is the subsection of AS 43.55.011 that is
bei ng deleted, and before that bracketing will be insertion of

the new el ecti on section which is bolded and underli ned.
1:42: 06 PM

REPRESENTATI VE P. WLSON asked why the sponsor chose to provide
the benefit to the producer rather than the manufacturer.

CO- CHAIR NEUVMAN replied that the cost of feedstock will be a
primary consideration for potential manufacturers because that
will eventually be the cost of the finished product. This would
get that cost of the feedstock to a rate that is acceptable. He
related that the <cross references are the result of the

Departnment of Revenue's determnation that maybe - in a few
circunstances - there could be a disincentive to the cost of gas
for electrical generation and home heating use. I f that

happened, it could cause Alaskans to have to pay nore for hone
heating and el ectrical generation. Therefore, he agreed to this
suggestion in an attenpt to reduce the cost for those custoners,
which was the intent of expanding the Cook Inlet rate of 17.5
cents to the rest of the state.

CO- CHAI R JOHNSON hel d over HB 217.

HB 308-O L AND GAS PRODUCTI ON TAX

[ Cont ai ns di scussion of HB 337]
1:45:14 PM

CO- CHAIR JOHNSON announced that the next 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
which oil and gas production taxes may be assessed.” [ Bef ore
the commttee was the proposed conmttee substitute for HB 308,
| abel ed 26-LS1328\E, Bullock, 2/5/10 ("Version E").]

1: 46: 42 PM

REPRESENTATI VE GUTTENBERG inquired whether another committee
substitute (CS) will be com ng before the commttee.
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CO CHAI R JOHNSON responded that he is not married to Version E
and it probably needs sone mnor technical changes that are
cl eanup, but not anything mjor.

REPRESENTATI VE GUTTENBERG requested that nenbers be given sone
| eeway with anendnents that they may have for the sections that
are to be changed.

CO- CHAI R JOHNSON agr eed.

CO CHAI R NEUMAN encouraged nenbers to talk to the sponsor and
t he Departnent of Revenue about the bill.

CO CHAIR JOHNSON added that he wants everything on the record
but that Co-Chair Neuman's suggestion would provide for a snooth
process in conmttee.

1: 48: 32 PM

PAT GALVIN, Conm ssioner, Departnent of Revenue (DOR), noted
that Governor Parnell's oil tax amendnent bill [HB 337/ SB 271]
was read across both floors today. Therefore, while presenting
the departnent's perspective on HB 308, Version E, he and Deputy
Conmi ssioner Davis wll also tie in the governor's bill with the
committee' s proposed CS.

CO CHAIR JOHNSON urged that it be the simlarities between the
bills that are discussed and not the differences, because the
commttee has yet to notice the governor's bill.

COWMM SSI ONER GALVI N agr eed.
1: 50: 13 PM

COWMM SSI ONER GALVI N comrended the sponsor for his intent to find
ways to increase jobs for Alaskans and production in Al aska. He
said the governor and the admnistration share this goal and
want to work wth the sponsor in finding the nost effective and
efficient way to reach that goal. Today's presentation wll
| ook at how Version E would function from the Departnent of
Revenue' s perspective, how the provisions wuld be inplenented
by the departnent, and the issues that need to be addressed in
order to properly inplenent those provisions. He and Ms. Davis
will also talk about sone of the trade-offs associated wth
different ways of trying to acconplish the goal of increasing
production and i ncreasing jobs.
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COWM SSI ONER GALVIN noted that both HB 308 and the governor's
bill would provide increased credits and an increased definition
for new drilling activities within existing fields, and the
departnment views this as very valuable and favorable. He said
the departnent supports the purpose of [Section 15 in Version E]
to maxim ze Alaska hire in the oil patch, which would be done by

providing a tax rebate. The state has always struggled wth
finding ways to do this within the constraints of the U S
Constitution and el sewhere; therefore, he wll talk about this

issue in ternms of the nechanism that is provided and not the
| egal side.

1: 52: 43 PM

COM SSIONER  GALVIN recognized that Version FE s proposed
progressivity change is intended to bring the progressivity rate
to a level simlar to that in the original Alaska's Cear and
Equi tabl e Share (ACES) neasure. He noted, however, that there

are tw differences. The nore significant of the two
differences is the package of the tax that is provided by
Version E. Reducing the progressivity does not put in place

what was seen as the tradeoff for that reduced progressivity,
whi ch was a gross-based floor on the two major fields to ensure
the state had revenue at low price; this was the tradeoff for
the |Iower take at high prices. When that |ow price security -
the guaranteed revenue to the state - was renoved, the
progressivity was supported to go up to provide a risk bal ance
that the adnministration felt was appropriate given the anount of
state credits and participation at the front end of all the new
i nvest ment . That was a package when that part of the bill was
included in the original proposal. The second difference is
t echni cal . In the original ACES proposal there was not a 0.1
percent escal ation beyond the 50 percent total rate. He said
the departnent's presentation will provide from an enpirical
st andpoi nt what that change neans in terns of potential revenue.

1: 54: 38 PM

CO CHAIR NEUVMAN rmaintained that there is a tradeoff between
creating jobs and generating revenue, and that those benefits
outweigh the revenue to the state because of other revenues
gener at ed beyond t hat.

COW SSI ONER GALVI N responded that the intent is to create |obs

through the investnent in oil and gas exploration and
devel opment. The issue for the tax systemis to find not just a
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bal ance, but also a structure that maximzes benefit to the
state in terns of revenue and ensures a structure that
incentivizes investnent in new exploration and devel opnent.
That is where the question of changing the progressivity cones
in. Changing the progressivity will result in |ess noney com ng
to the state and nore noney staying with the taxpayer, but does
it result in new investnent? There will be a lot of debate on
that. Fromthe admnistration's perspective at this tinme, given
the information the departnment has received from conpanies in
the industry, there is no commtnment to take any tax savings
that would result froma lower tax rate and turn it into jobs
and investnent. However, a structure that enphasizes the
credits wll ensure that the state benefits because the
reduction in the tax only goes to those who actually are
investing and creating jobs in the state.

1:57:13 PM

COW SSIONER GALVIN agreed that the policy issue of choosing
between increasing revenue to the state or increasing jobs in
the state is a valid question. The anal ysis cones down to the
relative tradeoff - will the state forego a significant anount
of revenue to create a handful of jobs, or is the state going to
forego a smaller anmount of revenue to create a lot nore jobs

That is the crux and is sonmething nenbers will have to get from
the analytical information the departnent wll provide and
perhaps from testinmony from people that will actually make those
deci si ons. He explained that from a purely analytica

standpoint, a direct relationship can be seen between providing
credits for actual work resulting in actual jobs and being able
to quantify what that cost the state. This gives the state the
ability to provide a rational explanation for why it is doing
t hat . It is difficult to provide the sanme |inkage between a
drop in a tax that just goes back to a conpany and the conpany
gets to decide what to do with that investnent because the

linkage is not in actual nunbers. In such a case, the state is
nerely hoping the conpany will bring it back into the state.
1: 58: 59 PM

COWM SSI ONER GALVI N pointed out that there are two parts to the
interest rate provision in HB 308, Version E. One part is a
wai ver of the interest that would be due on underpaynents of
taxes that are due to regulations that are retroactive. Because
of the conplexity of the changes nmade in the law by ACES, a
series of regulations have had to be developed in order to
refine for the taxpayer the inplenmentation nethod and the
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interpretation nethod. By statute those regulations are being
made retroactive to when ACES becane effective and, in sone
cases, actually retroactive all the way back to when the
production profits tax (PPT) becane effective. Thus, they may
result in underpaynents because in good faith the taxpayer nade
paynments that it thought would be correct. The Departnent of
Revenue shares the sponsor's view that it is fair to waive that
interest to address that particul ar issue.

2:00: 38 PM

REPRESENTATI VE OLSON asked whether the departnment is expecting
any lawsuits in regard to going back that far.

COM SSI ONER GALVIN replied that the departnent is unaware of
any pending lawsuits. In further response, he said nost of the
regulations are now out and he believes the departnent has
significantly mtigated the risk of such a lawsuit through the
met hod used to develop the regul ations. He explained that in
the typical regul ation devel opnent process, a draft is sent out,
comments are taken, decisions are nade behind closed doors, and
then a final regulation is sent out. In this case, the
departnment has had a much nore interactive process that has
engaged the industry so that industry has seen the devel opnent
over the course of the past couple of years and has been
involved in the departnent's analysis of how it wll work and
what the inplications will be. Therefore, he sees less risk of
industry feeling it was unfair or a surprise or an inappropriate
lag time because industry participated in creating that |ag
tinme. He said he is not expecting the departnment to be putting
out any nodified records of decision (MROD).

2:02: 24 PM

CO-CHAIR JCHNSON wunderstood that current law allows the
departnment to forgive the penalty on the tax debt, but not the
i nt erest.

COMM SSI ONER GALVI N answered correct. The departnment has the
authority and the discretion to waive the penalty for
under paynent, but not the discretion to waive the application of
i nterest for underpaynent.

COM SSI ONER GALVIN stated that the departnent's presentation

will also address the restoration of the 3-year statute of
l[imtations that is proposed by HB 308, Version E
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2:04:01 PM

REPRESENTATI VE SEATON inquired whether application of |ease
expenditure regulations is sonewhat mitigated due to the sunset
of the standard deducti on.

COM SSIONER  GALVIN responded that in general, yes. The
definition of |ease expenditures applies to both operating and
capital expenditures, the two conponents of |ease expenditures.
The so-called standard deduction, which expired Decenber 31,
2009, basically froze the allowable |ease expenditures on the
operating side for Prudhoe Bay and Kupar uk. Since those are
|arger fields and a |arger taxpayer, that would be a substanti al
portion of any potential change that m ght come about because of
the operation of the |ease expenditures. The supposition that
it reduced the potential effect of the retroactive application
of the regulations is thus correct. Over the last couple years,
| ease expenditures have been fairly wevenly split between

operating and capital expenses. Therefore, from a taxpayer
standpoint, a substantial portion of half of what the |[ease
expenditure is defined will be unaffected by the change in

definition.
2: 06: 37 PM

REPRESENTATI VE SEATON, in regard to the retroactive application,
surmsed that what is really being |ooked at are problens with
under paynment or those things that would relate to capital
expenditures because operating expenses were fixed until
Decenber 2009.

CO- CHAIR JOHNSON interjected that he thinks the nunber was al so
based on 2006.

COM SSIONER GALVIN, in response to Co-Chair Johnson, replied

right. It was the 2006 grossed up to be annualized because it
started in April, and then noved forward with the escalation
factor. In response to Representative Seaton, he said there are

sone operating expenditures associated with other fields that
woul d be affected by the | ease expenditure definition, but it is
correct that for the nobst part it is going to be the capita
expenditure portion that is affected.

2:07: 57 PM

REPRESENTATI VE GUTTENBERG, in regard to the standard deduction
asked whet her additional perspective on the industry was | earned
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that allowed the Departnment of Revenue to understand tax
structure and how it affected those conpani es.

MARCI A DAVIS, Deputy Conmi ssioner, Ofice of the Comm ssioner,
Department of Revenue, answered that after passage of ACES the
departnent imedi ately undertook an audit of the 2006 operating
expenditures for both Prudhoe Bay and Kuparuk. This audit
establi shed the baseline from which an indexed value could be
applied for what would be allowable | ease expenditures - from an
operating expense point of view for those two fields - for the
rest of 2006 and all of 2007, 2008, and 2009. So, yes, the
department was able to better understand and | earn how operating
expenses were charged across the field, how they were grouped
and where the data was. The departnent engaged with the two
operators and obtained the charge systenms for both sides. I n
turn, the operators received imediate feedback from the
departnent as to what was in and what was out of the bucket for
| ease expenditures and that served as guidance for them even
t hough a formal regulation was not yet in place.

2:10: 02 PM
REPRESENTATI VE GUTTENBERG, in regard to taxpayers understanding
what constituted an allowable expense under the standard

deduction, inquired whether industry had an issue when operating
costs went above the standard deducti on.

M5. DAVIS stated that the 2006 level was the level that the

department accepted as the beginning of the indexed year. She
advised that she can speak with reference to Prudhoe Bay and
Kupar uk because they each contain nore than three taxpayers. In

each of those instances, each taxpayer reports its own view of
its operating expenses on a year-to-year basis, and these
reports do not necessarily match one another because each
t axpayer has its own accounting and allocation systens. Looking
at them as a group, the reported operating expenditures exceed
by a small anount the standard deduction on the Kuparuk side and
on the Prudhoe Bay side it was a little larger than for Kuparuk.
In both instances the actual expenditures exceeded the
l[imtation inposed by the standard deduction for operating
expenses for the foll ow ng years.

2:11:52 PM

CO-CHAIR JOHNSON asked whether the anmount above the standard
deduction is in the tens or hundreds of mllions of dollars.
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M5. DAVIS answered that it depends upon the year. Sonme years it
m ght be less than $100 nmillion and sone years nore. She said
she does not have the actual nunbers before her and it covers
about three years.

CO CHAIR JOHNSON inquired whether the actual nunbers would be
confidenti al .

M5. DAVIS responded that she would have to be reporting an
averaged nunber. In further response, she agreed that generally
the nunber is in the hundreds of mllions of dollars.

2:12:45 PM

COW SSIONER  GALVIN clarified that while the anount of
additional |ease expenditure that the taxpayers experience is
greater than the standard deduction in the three years, the
inmpact on their tax liability was different in each year. I n
2008, for exanple, their price was significantly higher and
progressivity was higher. Therefore, the inpact of the standard
deduction was significantly greater on their tax liability in
2008 than it was in 2009, even though the difference in the
actual spending level was fairly simlar.

CO-CHAIR JOHNSON presuned that this was a function of
progressivity and pri ce.

COW SSI ONER GALVIN replied yes. In further response, he agreed
that the anmount of noney being talked about is in the hundreds
of mllions of dollars.

2:13: 37 PM

REPRESENTATI VE GUTTENBERG surm sed that the other side of that
equation is that the taxpayers' profits had escalated quite a
bit, so the taxpayers were making nore noney while paying nore
t axes.

COWMM SSI ONER GALVI N answered right.

2:13:59 PM

M5. DAVIS began her PowerPoint presentation providing the
adm nistration's comments on HB 308, Version E She noted that
the Departnment of Revenue has reviewed the bill in terns of how

it would inplenent the provisions. In regard to the proposed
resident worker tax rebate [in Section 15], she said that
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Version E is unclear as to whether the rebate would affect only
t he taxpayer's/producer's own discreet workforce, or would also
i nclude the workforce of the contractors that a producer engages
for the various North Slope operations [slide 3]. This is a
significant distinction for the departnment when reviewing the
nunbers, she pointed out, because the vast mjority of the
wor kforce is enployed at the contractor |evel, not the producer
| evel. She asked for clarification in this regard.

2:15:57 PM

CO CHAI R JOHNSON responded that the intention is for the rebate
to apply to both the producer and the contractor. He said he
will work wth the Departnent of Revenue (DOR) and the
Department of Labor & Workforce Devel opnent (DLWD) to conme up
with a CSthat clarifies this.

REPRESENTATI VE GUTTENBERG said this was his concern also. He
directed attention to page 29 of M. Dan D ckinson's 2/8/ 2010
Power Poi nt presentation [which lists the top enployers in the
oil and gas industry] and pointed out that the slide states the
list does not i ncl ude catering/security, engi neeri ng,
transportati on, communi cations, and construction.

CO-CHAIR JOHNSON reiterated that there will be a CS.
2:16: 44 PM

M5. DAVIS continued her presentation, noting that Section 2 of
Version E requires the individual charged with maintaining the
| abor workforce data to keep that data for 3 years. Regar dl ess
of whether this bill is passed and the tax assessnent period is
changed from six to three years, the Departnent of Revenue wl|l
look for a continuity of records being retained for as long as
the tax question remains open. Therefore, it would be hel pful
to the departnent to have this |anguage nodified to state,
"three years, or the close of the relevant tax year." Further,
if the bill is clarified to include contractors, it would help
the departnment if in Section 15 [page 6, lines 7-11] it 1is
clarified that the word "incurs" includes direct |abor costs as
wel | as | abor costs incurred through a contractor.

2:17:55 PM
M5. DAVI S observed that the rebate use and paynment nechani sm for

the local hire provision is wunclear in ternms of how the
departnment would inplenent it [slide 3]. Version E couches the
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incentive in the formof a rebate and has the rebate arise after
the filing of the annual report that is due on March 31. What
actually happens in the state's tax world is that a taxpayer
| ooks through the year and files nonthly paynents that are based

on estimates of what the taxpayer thinks its tax bill is going
to be. Each nonth the taxpayer will true up its paynent as it
| earns nore and nore what it thinks will be its tax bill.

M5. DAVIS said the departnent is therefore |ooking for sone
clarity from this conmttee as to whether a taxpayer 1is

authorized to anticipate that it wll wultimtely receive a
rebate and can factor that into the nonthly paynents. O, is
the intent that the taxpayer pay its tax bill wthout

consideration of the rebate such that at the end of the tax year
the Departnent of Labor & W rkforce Developnment obtains the
records and verifies for the Departnent of Revenue whether the
appropriate hiring rate has been net to qualify for rebate? In
that case it would truly act as a rebate and would be sinmlar to
how the departnment does credits. For exanple, a taxpayer
applies for credits, the departnent gives it a value, and by
then the departnent knows what the tax bill is and can apply the
credit or rebate, which would be simlar to a certificate. | f
that is the nechanism there needs to be clarification as to
where the noney will conme from to pay the rebate; for exanple,
whether it would cone out of the credit fund that is set aside
and renewed through general funds.

2:19: 55 PM

M5. DAVIS referred to the definition of "resident worker"™ which
is provided by Section 15 [page 8, line 12] as being the neaning
given in another section of the tax code [AS 43.40.092]. Under
[ AS 43.40.092] a resident worker may be required to swear under
oath that he or she is in fact domciled in the state. She said
it would be hel pful to know whether authority is being given to
the Departnent of Revenue or the Departnent of Labor & Wrkforce
Devel opnent for adnministering that definition. Sonmeone wi | |
need to create a form that would be given to the producers and
their contractors should it becone necessary for an enployee to
make that affirmation of residency.

CO- CHAIR JOHNSON related that he is working with the Departnent
of Labor & Workforce Developnent in this regard. He inquired
whether this is sonmething that is wanted in the statute or would
be handl ed t hrough regul ati on.
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M5. DAVIS said it could be handl ed through regulation as |ong as
sonmething is in this statute that gives one of the departnents
the authority to inplenment that section of the definition.

2:21: 15 PM

REPRESENTATI VE GUTTENBERG poi nted out that often a contract with
a contractor is seasonal or for just a few weeks or nonths. He
posed a scenario in which an Arkansas contractor conposed of
three Arkansas enployees is hired for a short period of time and
that contractor then hires twenty Al askans. He asked whether it
is only the percentage of time that the contractor is in Al aska
actually doing the job or also count the tinme for paperwork that
is conpleted after the contractor is back in Arkansas.

M5. DAVIS replied that she would defer to the Departnent of
Labor & Wbrkforce Developnent in this regard because deciding

who is a resident or nonresident is DLW s jurisdiction. She
said the statutory definition seens |like a solid definition as
to what constitutes an Alaskan year around. Therefore, she

would say that the seasonal workers in the aforenentioned
scenario woul d not qualify as Al aska residents.

REPRESENTATI VE GUTTENBERG stated that that was not what he was
asking and he will ask the question of the Departnent of Labor &
VWor kf orce Devel opnent .

2:23:49 PM

M5. DAVIS continued her presentation and advised that Version E
does not address or make it clear that the Departnent of Revenue
has the legal authority to adjust the tax post-audit [slide 3].
Currently, the departnment has the right to review the
information that the Departnment of Labor & Workforce Devel opnent
acquires from its audits, but there is no authority for the
Department of Revenue to adjust the tax bill when subsequent
review finds that a rebate was qualified or disqualified. She
expl ai ned that the departnent has the authority to adjust a tax
bill if an audit finds that a credit was inappropriately
granted, and this just needs to be expanded to ensure that the
departnment can also adjust the tax bill if it finds that a
rebate was i nappropriately granted.

CO CHAI R JOHNSON i nquired how the Departnent of Revenue handl es
the filmindustry's 10 percent rebate for local hire.
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M5. DAVIS answered that the departnment has not yet audited one

of those, although the regulations are out. She said she
believes the authority resides in the corporate incone tax to
adjust the tax on audit. She offered to look at the film

i ndustry | anguage and see how it has been addressed.
2:25:29 PM

M5. DAVIS pointed out that the [portion of Section 15], which
deals with the Departnent of Labor & W rkforce Devel opnent's
right to require the data be nmade available for verification and
audit of the certificates of residency, is witten such that it
only covers agents or enployees of such person, and a contractor
mght not fit that criteria. Therefore, the |anguage needs to
be corrected to ensure that the Departnent of Labor & Wrkforce
Devel opnent has the right to review the contractor's data. In
all likelihood, a producer wll sinply ask a contractor to
provi de a docunent that verifies the producer's conpliance, but
the underlying data will reside with the contractor.

M5. DAVIS explained that the Departnent of Revenue conducted a
nunerical analysis to understand how the resident hire rebate
woul d wor K. She drew attention to slide 4 which depicts the
bill's structure in terns of the rebate anount for various
percentages of resident hire. The rebate anmount depicted is the
percent reduction of the total tax bill when these hiring
criteria are net.

2:26:58 PM

CO CHAIR JOHNSON stated the rebate applies only to the base tax
rate and does not include the progressivity tax or royalties.

M5. DAVIS responded that the departnment did not understand this

and will have to rerun the nunbers.
CO- CHAIR JOHNSON offered to clarify this in the bill if it is
not cl ear.

M5. DAVIS said she will skip [slide 5] until the departnment is
able to rerun the nunbers. She explained that the slide takes
three different conpanies of three different sizes with roughly
three different tax bills that are aspiring to receive the tax
rebate by hiring nore Al askans. The analysis was an effort to
di scern the nunber of enployees that it would take for each
conpany to nove to the next rebate bracket and what the cost to
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the state would be per enployee. [ Commi ssioner Galvin and Ms.
Davis returned to slide 5 later in the nmeeting at 4:05:42 p.m]

2:28:24 PM

V. DAVIS added that while conducting this analysis the
departnment learned that there are two ways to approach this

[slide 8]. The analysis was done with the assunption that an
enpl oyer would sinply keep its status quo and seek to hire
Al askans to raise its percentage of l|ocal hire. However, she

cautioned, there is the possibility that an enployer could fire
nonresi dents without hiring any new Al askans and thereby alter
its overall percent of Al aska hire.

CO CHAI R JOHNSON replied he appreciates that, but he is going to
operate under the assunption that these are for-profit conpanies
and they are going to want to have enpl oyees to generate revenue
to generate profits. Thus, he cannot think that they will fire
all of their non-Al askan enpl oyees to get to 100 percent.

M5. DAVIS pointed out that while it mght not nake sense for big
noves, it would make sense for a conpany on the bubble to fire
one or two people to fall into a bracket that gets the conpany
$10 million or $20 million.

CO- CHAIR JOHNSON comrented that when the conpany hires those
peopl e back they will be Al askans.

REPRESENTATI VE TUCK referenced the commttee's discussions [of
2/ 8/ 10] regarding the legality of disparity between residents
versus nonresidents. He pointed out that this could end up
being a case that nonresidents can fight to show disparity and
he woul d hate to see sonething |ike that actually take pl ace.

CO CHAIR JOHNSON stated his belief that that would be recourse
agai nst the conpany and not the state.

2:30:34 PM

COWM SSI ONER GALVI N reported that when conducting the analysis

t he departnent discovered that Version E's proposed structure of
tiers based upon a percent of resident hire wll result in
behavi oral issues that are unique to each taxpayer and that wl|
create inefficient behavior. Under this proposed structure of
tiers, the addition of one or two enployees could nean tens of
mllions of dollars of additional rebate. Therefore, because
the nethodology is hours worked, a for-profit conpany 1is
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incentivized to bring in three or four people to just stand
around for m ni num wage and the conpany would then get an extra
$10 mllion. He said he is sinply bringing this outcone of the
proposed tiered structure to the sponsor's attention.

COCHAIR JOHNSON responded that his reason for the snal
increnents is that once a conpany gets from 80 percent resident
hire to 85 percent, he does not want there to be such a big junp
to the next hurdle that the conpany decides to stop hiring
Al askans. There needs to be a bal ance sonmewhere. He offered to
work with the departnent to correct the problens, but said he
does not want to take away the incentive for a conpany to keep
hiring nore Al askans. He would Iike conpanies to strive for 95
or 100 percent and he wants to incentivize themwth steps.

2:32:23 PM

COWMM SSI ONER GALVI N suggested that from a structural standpoint,
it may nmake nore sense to have a straight line as opposed to
tiers. A nmechanism could be established where for each

addi ti onal Al askan a conpany gets an increnmental change in tax.

CO- CHAIR JOHNSON replied he thought about this, but the bill
drafter said it would be very difficult to wite such a bill.

2:33:19 PM

M5. DAVIS noted the departnent has conpleted its regulations
defining what |abor costs qualify as |ease expenditures. She
said M. John Larsen will share with nmenbers what the departnent
understands to be the labor costs that would fall wthin this
category of | ease expenditures [slides 9-13].

JOHN LARSEN, Audit Master, Tax Division-Production Audit G oup
Department of Revenue, explained that there are two classes of
al l owabl e enpl oyee expenses for the operator [slide 10]. The
first class of expenses is enployees that are l|located on the
site of the oil or gas exploration, developnent, or production
operations, including the infrastructure for those operations.
The second class of expenses is enployees having special and
specific engineering, geological, or other technical skills.
These enpl oyees do not need to be |located onsite, but the costs
of their labor are |limted to the handling of specific problens
or operating conditions involving the operations there, and only
the tinme actually incurred working on those problens. CQut si de
of the operator's |abor would be the contractor's |abor, which
is 100 percent deducti bl e.
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2:35: 07 PM

REPRESENTATI VE SEATON surmised that the second class of
enpl oyees coul d be | ocated anywhere, including other countries.

MR. LARSEN responded right. The essential criteria is that
historically, prior to electronic telecomunications, it was a
clear cut distinction that if an enployee was on a |ease or
property the enployee was chargeabl e. However, the new
technol ogi es have expanded the |ease boundary. The depart nent
realizes that there are people who are enployed directly in the
operations but who may not necessarily be directly on the |ease
site itself. There is a benefit for both the operator and the
state to recognize that there is a cost savings in not having
technical |abor onsite of the |ease, such as savings in travel
housi ng, and safety costs.

REPRESENTATI VE SEATON presuned that this includes accountants
and others if they are working on maintaining records for |eases
in Al aska.

MR. LARSEN replied correct.

2:37: 04 PM

REPRESENTATIVE P. WLSON, in regard to contract |abor being 100
percent deductible, inquired as to what is nornmally contracted
out because a producer could contract every single thing that

there is.

MR. LARSEN answered that it goes back to the assunption that

these are for-profit conpanies. They are also working in
conjunction wth their joint operating partners, and the
presunption is that they wll not nake a decision that 1is

contrary to all of their best financial interests there.

COWM SSI ONER GALVI N added the idea is that the contract l|abor is
going to be for services that the conpany needs soneone else to

do. It is presuned that this takes the place of the conpany
hiring sonmeone itself and having that person do the sane
servi ce. For the departnent, it really is either/or because

hopefully the conpany is finding a nore efficient contractor
than what it would cost for the conmpany to pay this person

itsel f. Thus, the state benefits from the conpany's notivation
to bring in contractors where it is nore efficient to do so, and
the state gives them 100 percent of that cost. He pointed out
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that the state also pays 100 percent of the class one and class
two enpl oyee expenses, and contract |abor substitutes for one of
t hose two.

CO CHAIR JOHNSON surmsed there is nothing at this point that
says contract |abor is Al askans.

M5. DAVI S responded correct.
MR. LARSEN al so replied correct.
2:39:21 PM

REPRESENTATI VE TUCK posed a scenario of an Al askan enpl oyee who
is in the state of Wshington to oversee the building of a
nodul e. He asked whether the enployer would receive a deduction
for that enployee.

M5. DAVIS answered that as long as Alaska renmains that
enpl oyee's state of domcile and it is a tenporary |location on a
project basis, the departnment would assume that that enployee
woul d still neet the criteria for defining Al aska resident.

REPRESENTATI VE GUTTENBERG understood Ms. Davis to be saying that
the construction of npdul es outside of Al aska would be included
in the definition.

M5. DAVIS responded that the departnment would actually be
| ooking at each individual Ilaborer, and 1in the scenario
presented by Representative Tuck the enployee was the project
manager who had flown down to WAshington to oversee construction
of that particular project.

COM SSIONER  GALVIN interpreted Representative (Quttenberg's
guestion to be whether the construction of a nodule is a
deducti ble |ease expenditure under the departnment's definition
of | ease expenditures.

M5. DAVIS deferred to M. Larsen.

MR. LARSEN said he believes construction of a nodule in the
state of Washington woul d be considered a | ease expenditure - as
long as it is placed in service [in Al aska]. If the nodule is
not placed in service, then he does not think it would count as
a | ease expenditure.

2:41: 27 PM
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MR. LARSEN revi ewed exanples of type one allowable |abor [slide
11]. Any enployee working onsite of the oil or gas exploration,

devel opnent, or production operation will be chargeable. Such
enpl oyees i ncl ude: drillers, r oughnecks, roust about s,
el ectricians, plunbers, pipefitters, welders, nechanics, and
others onsite. These exanples pertain to the exploration,
devel opment, or production operations thenselves. O her type
one allowable labor is enployees working in infrastructure or
support operations [slide 12]. This woul d include: people in
the canps doing housekeeping, janitorial, and food service;
operations centers and the technicians wthin the centers;
staging pads, road bridges, | andi ng areas, and simlar

transportation structures and therefore all enployees operating
graders and doing road rmaintenance; enployees working on
communi cations systens out in the field in the support area, but
not enpl oyees working on comuni cati ons who go back to an office
outside of Alaska; nedical facilities; energency personnel;
security personnel; and security, repair, and mai ntenance shops.

MR. LARSEN, in response to Co-Chair Johnson, clarified that a

person flying up to Alaska to wor k onsite on a
t el ecommuni cati ons system woul d be an al | owabl e charge.

2:44: 32 PM

MR. LARSEN highlighted exanples of type two allowable |[abor,
which is enployees wth special and specific engineering,

geol ogical, or other technical skills. He said these enployees
woul d be chargeable whether or not they are on site of the
oper ati on. Only that portion of time the enployee actually
devotes to the exploration, devel opnent, or production
operations is chargeable. These enpl oyees i ncl ude: engi neers,
such as reservoir and petroleum engineers; geol ogi st s;

envi ronnment al specialists because they nay have to do permtting
or archeological work in order to be in conpliance with permts;
enpl oyees engaged in field automation systens, such that the
field could be renotely operated from a distant |ocation; and
enpl oyees engaged in conputer applications that are specific to
the oil or gas exploration, devel opnent, or production
oper at i ons.

2:45:40 PM

REPRESENTATI VE  SEATON asked whet her an account ant could
determne not to include a geologist or other type one or type
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two enployee as a |ease expenditure and instead apply those
enpl oyees to the local hire tax rebate.

MR. LARSEN replied that the |ease expenditure regulations are
anbi valent to who the person is and where the person lives. A
person's place of residency has no bearing on whether or not it
is a lease expenditure and is a separate issue with the bills
pendi ng before the conmttee.

COWM SSI ONER GALVI N added that deducting a particular enployee
because the enployee would qualify as a | ease expenditure is not

mandat ory. Under Representative Seaton's scenario, enployees
outside of Alaska would, under the definition of |[ease
expenditures, actually qualify as a |ease expenditure. | f

Version E were to pass in a simlar form and adding an enpl oyee
to the calculation [for |ease expenditures] would result in the
conpany not hitting a particular threshold and enjoying a
particular rebate, then the conpany could choose not to claim
t he enpl oyee as a | ease expenditure.

2:48:16 PM

COMM SSI ONER GALVIN, in response to Co-Chair Johnson, said |oca
hire does have to do with |ease expenditure because HB 308,
Version E, defines it is the total labor that falls as a |ease
expendi t ure. He explained that the departnent is going through
this exercise to show nenbers what is in the universe of |ease
expenditures. If the legislation were to break that and instead
say it is all labor <costs under sone other definition of
connected to Al aska, a whole different problem would be created
because a different definition of what is connected to Al aska
would have to made in order to define that whole - the whole
being the denomnator of the percentage calcul ation. The
departnent recognizes the need for defining the whole of the
| abor costs around |ease expenditures that works, but the
departnment wanted to make sure the commttee understands where

the edges are for that. Regardl ess of how it is defined, sone
aspect of voluntary reporting will always be faced, and the
Department of Revenue will work with the Departnent of Labor &
VWor kf orce Devel opment to confirm whether all the parts that have
been included are proper. Realistically, if something is not
reported, DOR will never know. So, in regard to Representative

Seaton's question, that is a possibility, but it goes to the
question of what is the behavioral reaction to this and nmaking
sure that that is tightened down.

2:50: 35 PM
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REPRESENTATI VE SEATON drew attention to page 6, [lines 7-11],
Version E, regarding the |abor costs that are allowable Iease
expenditures, and the entitlenent to a rebate if 80 percent or
nore of that |abor is done by resident workers. The state's
normal consideration is that the taxpayer will get credited for
a | aborer and get to deduct the |aborer's wage expenditures from
its taxes as long as that |aborer is classified as part of the
al l omabl e | ease expenditures. He is concerned that by not
decl aring non- Al askans as | ease expenditures or by paying them
under the table, a taxpayer could save 5 percent on its gross
taxes by saying it had a 100 percent Al aska resident workforce.

CO CHAI R JOHNSON al l owed that that is a possibility.
2:51:57 PM

M5. DAVIS offered to run sone nunbers in this regard. As | ong
as this credit does not dom nate the value to an operator of
having that underlying |ease expenditure, then the drive to get
the | ease expenditure should still dominate and this tax credit
wi || hopefully be subordinated to that.

CO- CHAIR JOHNSON said he is hoping the math works out that it is
better for the operator to hire the Al askan than to cheat.

COWM SSI ONER GALVI N qui pped that the departnent prefers to call
it tax avoidance as opposed to tax evasion. He noted that it is
a conpany's right to avoid taxes where |egally possible.

2:52: 54 PM

REPRESENTATI VE P. WLSON commented that if she were a |aborer
she would not want to be paid under the table because there
woul d be no protection supplied by unenploynent insurance and
ot her benefits.

CO- CHAI R JOHNSON answered that he does not think it is under the
table that is being talked about but rather being off the
records that relate to the tax structure of Al aska. | n other
wor ds, tax avoi dance, not tax evasi on.

The conmmittee took an at-ease from2:54 p.m to 3:02 p.m

3:02: 38 PM

HOUSE RES COW TTEE - 29- February 10, 2010



MR. LARSEN related that prior to ACES, overhead was considered a

di rect cost. However, ACES nmade a distinction between direct
cost and overhead, and overhead was changed to being a |ease
expenditure separate from direct cost. This is not a mnor

distinction out in the oil field, he advised. He explained that
the previous portion of his presentation regarding type one and
two labor referred to the direct charges that operators wll
make pursuant to operations. The purpose of the overhead is to
all ow an operator to recover costs that it incurs as operator of
the property that are not recovered through the direct charges.
The nmechanism used to do that is overhead. One of the tenants
of overhead in a joint operating agreenent is that an operator
shall neither profit nor incur cost due to its position as the
operator, so all the working interest owers and parties to the
agreenent have resolved to make the operator whole for these
types of costs.

MR. LARSEN explained that typically, the joint operating
agreenent allows the operator to recover certain indirect and
overhead costs incurred offsite of the exploration, devel opnment,
or production operations [slide 14]. This is because if it was
an onsite cost it would be recovered as a direct cost. The
overhead costs are not directly billed but recovered through the
over head al | owance.

3:04: 50 PM

REPRESENTATI VE SEATON understood that people on the job would be
included in the overhead allowance and would therefore not be
individually reported as a |ease expense because they would be
covered in the overhead.

MR. LARSEN replied correct, their costs are not billed direct,
but are recovered through the overhead nechani sm

3:05:21 PM

M5. DAVIS explained that the departnment is discussing this to
make it clear that overhead does contain |abor costs. It is
allowed as a lease expenditure and therefore the departnent
would read Version E to include the |abor costs incurred by an
operator that are corporeal to the operator's overhead charge
even though it is an indirect charge and does not |ook as
dom nant or as obvious as the direct charges for labor. Typical
overhead |abor includes technical supervisors, drafting and
engi neering ai des, accounti ng, clerical, certain | ega
activities but not attorneys, and offsite conputer and
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comuni cations activities [slide 15]. These are things that
support the operator in doing its job and the operator is
allowed to charge the costs for it. As currently witten,
Version E woul d cover all of those |labor costs and this is being
flagged in case that is not the intent of the conmttee.

CO- CHAIR JOHNSON responded that he wants to |ook at the
advant ages and di sadvantages of doing this. He wants to include
as many people as possible in the fornmula that pushes Al askan
j obs, although there nmay be sone point at which that needs to be
cut off because it does not make sense.

3:07:11 PM

M5. DAVIS asked M. Larsen whether overhead |abor is generally
the people who are working out of the headquarters office and
woul d that office be |ocated in Al aska.

MR. LARSEN replied that care nust be taken when talking about
over head because in general it is not specific jobs or functions
that are being tal ked about; rather, it is a kind of general
al l omnance neant to cover a category of costs that are incurred
by the operator. Specifically identifying those individuals is
therefore an area where he would want to tread pretty lightly.

REPRESENTATI VE GUTTENBERG i nquired whether M. Davis's question
was about including in the bill the accountant who spends a
portion of his or her time doing the calculations for the North
Sl ope.

MS. DAVI S answered yes.

3:09: 15 PM

REPRESENTATI VE SEATON presuned the rebate woul d be by taxpayer.
M5. DAVI S agreed.

REPRESENTATI VE SEATON asked whether there are any |arge
taxpayers that do not operate any fields and that would
therefore have few enployees and a high resident hire
percent age, or does Version E ook at the field and divvy up the
nunber of enployees on the field based upon the percentage of

ownership of that field?

M5. DAVI S responded that DOR would | ook at the cost reported on
each taxpayer's tax return. Each taxpayer gets allocated a

HOUSE RES COW TTEE - 31- February 10, 2010



share of the | ease expenditure for each field in which it has an
ownership interest. For exanple, a taxpayer owning 20 percent
of Prudhoe Bay would be charged 20 percent of those |ease
expenditure costs and that would be reflected in the tax return.
Those costs are offset against the taxpayer's revenue to arrive

at the tax value from which the tax is calculated. The
departnment would consider that taxpayer, as it does the
operator, an enployer of those people. So, every working

interest owner on the North Slope would be considered to have a
share of these labor costs and therefore have a share of the
rebat e. The taxpayer is driven by the operator because the
operator controls who gets hired and who is doi nhg what.

3:11:19 PM

COW SSI ONER GALVI N added that all of this revolves around the
word "incur" and whether the taxpayer "incurs |abor costs" [page
6, line 9, Version E]. The departnent is interpreting this to
mean that if a taxpayer is charged for Ilabor costs it has
incurred those costs, regardless of whether the charge is from
the operator of the field in which the taxpayer is a working
interest owner or from a contractor hired directly by the
taxpayer. Initially, it is the operator that incurs 100 percent
of the labor cost. That operator will have a certain percentage
of Al askans that it hires. The operator will then divvy up that
cost anong the working interest owners according to percentage
of ownershi p. Each working interest owner will then ultimtely
incur its portion of that |abor cost wth that percentage of
Al aska hire. A taxpayer that is the operator of one field and
the working interest owner of another field has nore direct
control over the percentage of resident hire allocated in the
field it is operating, but will be a "rider in the car" for the
other field. A blend of the two will ultinmately determ ne that
taxpayer's qualification for this rebate.

3:13: 22 PM

COM SSIONER  GALVIN, in further response to Representative
Seaton, pointed out that the unit of neasure under Version E is

hour s. Therefore, the percentage for each working interest
owner would be based upon the total nunber of hours worked for
the whole field for the year. A 20 percent owner would get 20
percent of the total hours worked - both the total hours worked
and the total Al aska hours. If that field dom nates that
taxpayer's Al aska portfolio, it may not matter too nuch what the
t axpayer's other ownerships are because the taxpayer wll get

that 80 percent as a significant portion of its overal
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cal cul ation. He posed another scenario in which a taxpayer is a
working interest owner of a field with 80 percent Alaska hire
and the operator of another field with 70 percent Al aska hire

In this case, the taxpayer would be knocked from qualification
for the first tier because the blend of the two fields brings
t he taxpayer bel ow 80 percent. However, if the working interest
partner of that field has no other operations in the state, it
would get the rebate. The rebate is taxpayer specific and
depends upon each taxpayer's portfolio and the nunber of hours
being worked for the wvarious fields and the individua

t axpayer's share of those hours.

3:15:48 PM

REPRESENTATI VE SEATON i nquired whether the departnent would use
a fornmula of sonme kind for salaried workers.

M5. DAVIS deferred the question to the Departnment of Labor &
Wor kf orce Devel opnent. However, she guessed that DLWD coul d use
a little nore guidance. The problem with people who are
salaried is that they could in actuality work 20 hours a day,
rather than 8 hours, and therefore guidance fromthe |egislature
woul d be hel pful in what to do in that kind of instance.

3:17: 00 PM

MR. LARSEN resuned his presentation and began discussion about
non-deducti ble |ease expenditures for Ilabor [slide 16]. He
acknowl edged that sone types of |abor are included under both
overhead and non-deducti ble and that he nmay have been rem ss to
have identified specific jobs or people associated with the
overhead, specifically the legal and accounting people. In
regard to labor that is not an allowable |ease expenditure, he
provi ded the follow ng exanples: tax; legal; accounting; |abor
expenses that are for the benefit of an individual |essee or
producer only, and not necessarily for the benefit of the joint
operations or production; and community, public, and governnent
rel ations.

MR. LARSEN explained that no two joint operating agreenents are
ali ke, and sonme nmay have an election where a partner indicates
that certain classes of cost shall constitute a direct expense
or shall be included in the overhead rate. Dependi ng upon the
election, the overhead rate is adjusted accordingly. Exanpl es
of those classes of costs would include certain types of
technical [abor, such as the conmputer and the |ease operations
application for renot e t echnol ogi es, and | egal costs
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specifically for perfecting the lease or protecting an owner's
interest in the |lease. The accounting necessary for paying the
people that are up there would be covered as a part of the
overhead rate, but the rest of the day-to-day operations of the
accounting function for the operator's or producer's other
enpl oyees woul d not be covered by the overhead rate.

3:19: 53 PM

MR. LARSEN el aborated further in regard to the |abor expenses
that are for the benefit of the joint operations. He said the
| ease expenditures are allowed for the operator, which is the
conpany that actually runs the | ease. It is the operator, not
the working interest owners, that is involved in the day-to-day
operations and in determ ning who is enployed on the |ease. The
working interest owners then pay their share of the operator's
costs for those enployees. The individual geologists or
engi neers who are | ooking out specifically for the interest of a
conpany are not chargeable as a |ease expenditure because they
are not involved in the day-to-day production operations and
this is a production tax that is being tal ked about.

3:21: 08 PM

MR. LARSEN, in response to Representative Cuttenberg, confirnmed
that the sole owner of a lease is the operator of the |ease and
would therefore qualify for those expenditures. In further
response, he said the departnent's regulations apply whether it
is an operator that has other parties as working interest owners
or an operator that is the sole party of interest in the field.

3:22: 06 PM

M5. DAVIS, in response to Representative Seaton, explained that
an operator will nearly always represent all of the owners in
the relationship to contractors and others, so the operator wll
incur the legal obligation and be responsible for paying the

entire bill. The operator then bills out the costs to the other
parties to be reinbursed. There may be a rare instance where a
very small operator cannot afford to take the hit so the
operator allocates the bill; however, that is very unusual. In

further response, she clarified that once a working interest
owner pays its share of the billed costs to the operator, the
owner incurs that cost and that cost beconmes the owner's | ega
| ease expenditure that can be reported against the owner's tax
return.
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3:24:24 PM

REPRESENTATI VE COLSON, in regard to when a CS for Version E is
done, asked whether it would be easier to take the original
version of ACES and put the local hire provision into that.

COWMWM SSI ONER GALVI N responded no, because then there would be
two different wuniverses of |ease expenditure and both the
taxpayer and the state would have to simultaneously have two
different definitions and that would create a significant burden
for both. In further response, he said the base tax in the
original version of ACES was 25 percent, the progressivity was
0.2 percent, and there was a gross tax fl oor.

3:25:53 PM

REPRESENTATI VE SEATON i nquired whether it would be a |ot cleaner
to have the state give a rebate of $20,000 for every enployee
above a specified percent that is hired into the conpany. Then
it would be a known anmount and it would be a significant
incentive for actual hiring of Al askans w thout going through
conpl ex cal cul ati ons and regul atory procedures.

CO- CHAIR JOHNSON replied that Representative Seaton's suggestion
woul d not be optional and woul d nake Al askans on a different par
t han nonresidents and would not stand nuster. Version E makes
it optional. However, he said he will take a look at it.

REPRESENTATI VE SEATON added that his suggestion could be made an
optional credit that a taxpayer could choose to apply for.

CO- CHAIR JOHNSON answered that the local hire provision in
Version E was nodeled a little bit after the filmcredit because
that credit has withstood sone tine, although there has not been
a legal challenge to it.

3:27:58 PM

M5. DAVIS returned to the Departnent of Revenue's presentation
to discuss the progressivity rate change proposed by HB 308,
Version E She called attention to slide 18 depicting the
nom nal tax rates currently in effect under ACES, and which
include the [25 percent] base tax and the 0.4 percent
[progressivity] that goes up to 0.1 percent [after a 50 percent
production tax rate is reached]. Under the nomnal tax rates
proposed by Version E, the progressivity kickoff point would be
simlar but the progressivity would be 0.2 percent up to $155
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per barrel production tax value [slide 19]. For conpari son,
slide 20 is an overlay of the two aforenenti oned charts.

M5. DAVIS specified that the change in state revenue from the
[ proposed change in progressivity] is what is relevant to the
Department of Revenue. The departnent asked the question, |If
the state does not have the revenue, who does? Slide 21 depicts
t he answer under three different scenarios of oil prices. The
key point is that when the state gives up revenue, it is not a
purely efficient transfer to the contractors because the federal
governnent captures a chunk. Once the annual average oil price
reaches $76 per barrel and progressivity starts to take effect,
noney woul d begin shifting to the federal governnent. At $100
per barrel a sizeable anmobunt of noney would shift to the federa
gover nment . Thus, as progressivity starts to play a bigger
role, nmoney would shift to the federal governnent. The direct
nmoney transfer that Representative Seaton was describing m ght
have sone linkage to the federal tax as well.

3:29: 54 PM

M5. DAVIS, in regard to the retroactive interest waiver proposed
by Version E, explained that DOR can waive the penalty
associated with an anended or revised tax bill that is caused by
a change or by retroactive application of a regulation
However, the departnent does not have the statutory authority to
wai ve the interest that would accrue. So, when asked by the
governor what the departnent would see as an inportant
i mprovenent to ACES, the departnent reconmended that the
interest not begin wuntil a reasonable period after the
regulation is put in place. Under the proposed provisions of
Version E, underpaynent woul d not be considered delinquent until
after 30 days fromthe effective date of the regulation. Under
the proposed provisions of Governor Parnell's bill [HB 337],
interest for underpaynent would be waived before the first day
of the second nonth followng the nonth in which the regulation
becanme effective; thus it could be as low as 31 days, but as
high as 60 days. It is a mtter of naking sure that both the
departnent and the taxpayer have enough tine to react.

3:30: 59 PM

M5. DAVIS addressed the proposed change in interest rate for
interest the state would owe the taxpayer when taxes are
overpaid [slide 24]. She asked nenbers to disregard the
t ypographi cal error at the bottom of the page which states that
Version E changes the long-standing rule that interest is not
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allowed if an overpaynent is refunded within 90 days; Version E
woul d not change this rule. The place where Version E adds a
unique factor is the change in the interest rate itself. The
department looked into this and learned that the interest rate
was raised [in 1991] because interest rates were nuch higher at
that tine. Additionally, there was a view at that tine that
taxpayers were essentially using the state as the bank so to
speak. So, there needed to be a high enough interest rate that
taxpayers would be incentivized to go ahead and pay disputed
anounts. For exanple, the state mght earn 5 percent on the
di fference, but a conpany m ght be able to make 10-15 percent on
the noney that it kept in its pocket. From a revenue forecast
and flow point of view, DOR believes it is easier to not nake
the state the bank and that is why Governor Parnell's bill does
not propose to change the interest rate.

CO-CHAIR JOHNSON stated that Version E is npdel ed after what the
| nt ernal Revenue Service does.

3:32:34 PM

M5. DAVIS spoke to the proposed provision for a 30 percent
credit for well-related expenditures [slide 26]. [HB 308,
Version E, would provide this credit by amending AS 43.55.023

the governor's bill would anmend AS 43.55. 025.] She noted that
that there is a gap in the statutes for well credits. Vel s
that are less than three mles out do not qualify for credits
under AS 43.55.025, and AS 43.55.023 provides a 20 percent
credit only for qualified capital expenditures. Wen working on
the governor's bill, the departnment's goal was to find a place
for a 30 percent credit on well work that would yield imed ate
production benefits. Capital expenses needed to go from 20
percent to 30 percent and operating expenses needed to go fromO
percent to 30 percent. Therefore, the governor's bill puts the
proposed 30 percent well credit under AS 43.55.025 because that
statute covers both capital and operating expenses. Also, it is
inmportant to share information with the Departnent of Natural
Resources (DNR) and an information-sharing requirenent is
al ready provided by AS 43.55. 025. Additionally, to correct the
inequity when an explorer is less than three mles out, the
governor's bill proposes to collapse and neld the three-mle and
in-field expenses in a rewite of AS 43.55.025. Thus, the
depart ment approached the same problem as did the sponsor of HB
308 and got nuch the sanme result. However, the departnent
believes that admnistratively the proposed credit for well work
m ght be cleaner in AS 43.55.025 and therefore recommends the
commttee look at that statute for HB 308.

HOUSE RES COW TTEE - 37- February 10, 2010



3:34:42 PM

COCHAIR JOHNSON said AS 43.55.023 only deals wth capital

expendi t ures. He surmsed that if both capital and operating
expenditures are credited it will be nore noney that can be
deduct ed.

M5. DAVIS responded that when DOR read HB 308, it was unclear
that the credit was being limted to capital costs, and the
departnment thought the sponsor's intent was to pick up the
capital and operating expenses.

CO- CHAIR JOHNSON stated that it was, by the nature of it being
in AS 43.55.023. He presuned the effect would be the sane; it
is just where it is placed in the statute.

M5. DAVIS agreed that it is.

COW SSIONER GALVIN pointed out that AS 43.55.023 defines
capital credits. To get the well wrk that is currently
considered to be an operating credit, not a capital credit, a
portion of AS 43.55.023 would have to be carved out that says
that for this category AS 43.55.023 is broader. It is this
amalgam within the AS 43.55.023 credit that becones a bit
probl emati c because this extra concept is attached to the side
of it. Wen dealing with this same problem the departnent
found that AS 43.55.025 provided a cleaner way of expanding that
definition.

3:36: 22 PM

REPRESENTATI VE SEATON pointed out that with in-field work there
is no risk because it is known that the pool is there. The
trade-off was that the further the step-out, the nore risk, thus
the nore credits that are needed. Now, it is being proposed
that there be 30 percent capital and 30 percent operating
credits. In addition, the 25 percent base rate and the
progressivity wll be deductible since these are |ease

expenditures. He expressed his concern that the state could end
up paying nore than 100 percent of these non-risky investnents.

3:38:19 PM
COW SSI ONER GALVIN replied that AS 43.55.025 credits cannot be

added to AS 43.55.023 credits; they are nutually exclusive of
each other and a conpany cannot receive Dboth. Under
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Representative Seaton's scenario, the state would provide a 30
percent credit for well work and the conpany woul d get to deduct
that cost and the 25 percent plus progressivity. But that is
where it would stop because it is one systemor the other.

COM SSIONER  GALVIN, in regard to incentivizing risky and
economcally <challenged projects versus less risky in-fil

drilling, said he is not suggesting that this now be seen
differently. Rat her, he is recognizing is that there is within
a field a spectrum of potential projects that could be pursued
and those projects are going to have different economcs
dependi ng upon what the expected cost is to reward. He al | owed
that there will likely be projects that will qualify for this
credit that would have proceeded w thout the credit. However,
the intent of the governor's proposal, which he thinks is shared
by Co-Chair Johnson's proposal in HB 308, is that there are al so

likely to be a suite of projects that this credit will kick over
the threshold from no-go to go, and those are the ones DOR is
trying to target. The department feels this tradeoff 1is

appropriate given that at the end of the day a conpany is going
to have to actually spend noney to earn these credits.

CO CHAIR JOHNSON said he renenbers the step-out differently.
Yes, the step-out was nore risky, but it was also new oil for
the Trans- Al aska Pipeline System However, it is his view that
anyt hing that acconplishes that goal, whether it is three mles
out or in the existing field, is eligible for those credits. |If
it puts oil down the pipeline, that is what the state is after.
It is not necessarily the risk, but the oil that is put down the
pi pel i ne.

3:42: 05 PM

REPRESENTATI VE SEATON requested that the departnent provide an
analysis of what the state's participation would be at these
hi gher credit lines for in-field, no-risk projects under various
oil price scenari os.

COW SSI ONER GALVI N agreed to do so.
CO CHAI R JOHNSON cauti oned against using the termno risk. Any
time a drill rig is set up there is a risk, it just mght be

| ess ri sk.

3:43: 14 PM
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REPRESENTATI VE GUTTENBERG comented that sone of the re-work
activities only require a small crew, not setting up a full
drilling rig. He agreed that sone of these things would get
done anyway because it is in the conpany's econonic interest to
so, regardless of tax credits or other incentives. He inquired
whet her there is a way to separate these out and make this only
for those that need an incentive.

CO CHAI R JOHNSON responded that this is not what is being tal ked
about here, but Representative CGuttenberg would be welcone to

i ntroduce such a bill. |If it were the case that conpanies would
do it anyway, then the conpanies would be doing it, but the
conpani es are not despite an oil price of $70 per barrel. The

guestion i s why not.

REPRESENTATI VE GUTTENBERG said he is not sure that is true.
Conmpani es have a lot of these things on schedule and that is
what he is talking about. Things that are on a conpany's nornm
mai nt enance schedule, such as re-logging, re-cracking, re-
casing, are being done anyway.

CO CHAIR JOHNSON replied that the conmttee will be hearing from
t he producers in this regard.

3:45:36 PM

M5. DAVIS drew attention to a section of the proposed well
credit in HB 308, Version E, that defines what is a well-related

expendi t ure: up to the flange and connecting the well head to
the well line [slide 26]. She said the departnment is unclear
whether this nodifier references only the intangible drilling

and devel opnent costs or also reaches up and is a qualifier on
the other listed well-related activities.

CO-CHAIR JOHNSON answered that the intention is the well

activity and not beyond the well, so it is setting the rig up
and not the pipeline or other things that mght need to be
redone. It is strictly the well workover expenditure.

M5. DAVIS added that the departnent was thrown off by the well-
related seismic work that is included in the provision. She
suggested that sone drafting finesse be done to clarify that.
3:46: 38 PM

M5. DAVIS reviewed the |ast change proposed by HB 308, Version
E, which is the change in the statute of Ilimtations for
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production tax assessnents. She began this discussion by
reviewing the departnent's current production tax audit status
[slide 28]: ei ght production profits tax (PPT)/ACES audits are
in progress for the time period of April-Decenber 2006, wth
conpletion of these audits estimated to be 3/31/2010; two
PPT/ ACES audits pending from the year 2006 which wll be
conpl eted after 3/31/2010; one economc limt factor (ELF) audit
in process from the 2003, 2004, 2005 tinme period [which will be
conpleted after 6/30/2010]; and three credit audits for 2006
[wWwth estimated conpletion by 3/31/2010]. She noted that as a
result of ACES, the department nust also now do credit audits,
and out of the departnment's eleven auditors, four are dedicated
full-time to just auditing credits. Six auditors, and soon
seven, are focused on production tax returns. There are two
enpty auditor positions.

3:47: 59 PM

CO CHAI R NEUMAN i nquired whether audits generally result in nore
noney comng in to the state or the state ow ng noney.

M5. DAVIS responded that generally nost audits result in sone
increase in tax paynments to the state.

CO CHAI R NEUVAN asked where that noney woul d be seen.

M5. DAVIS said she believes noney received from audit and
resolution settlenents goes into the Constitutional Budget
Reserve (CBR).

CO CHAI R NEUMAN presuned the funds would cone out of the CBR if
the state owed a taxpayer noney after an audit.

COWM SSI ONER GALVI N answered that he is not aware of many tines
when an audit resulted in a repaynent; usually a taxpayer pushes
the definition to its advantage. If there is a necessity to
repay a taxpayer, it would have to be appropriated by the
| egislature as that is not sonmething the departnent would do on
its own.

3:50: 02 PM

REPRESENTATI VE GUTTENBERG noted that the |egislature previously
authorized the Departnent of Revenue to hire nore auditors at a
prem um sal ary range. He inquired whether nore auditors would
all ow the departnment to decrease the audit tinme [from six years]
to three years.
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M5. DAVIS responded that the authorization was for naster
auditors and that by statute those individuals supervise audits

as opposed to doing audits. The departnment has what it needs
for master auditors, but needs "worker bees."™ The challenge is
being able to attract qualified auditors with oil and gas

experience that can step in and imediately do these high |evel,
conplicated audits. Generally, what the departnment can attract
is beginning level individuals who nust be trained; so the
departnment is using the credit audits as the training ground.

3:51: 33 PM

REPRESENTATI VE GUTTENBERG noted that slide 28 shows that the
audits for all taxpayers for the years 2007 and 2008 have not
yet been started. He surm sed that a taxpayer submts its taxes
for the previous year and sonething triggers an audit or an
audit is just done automatically. He inquired whether it is the
departnment's tinme that is delaying this or the departnent
wai ting for industry responses.

M5. DAVIS replied that it is a conbination of both. The
departnment gets after the imredi ate ones, such as the ol der ones
where the tinme limt is comng up. But, by and l|arge, the

departnent is driven by information gathering. The information
that is required to do an audit under ACES is substantially nore
expansive than it is for the tax type under ELF [slide 29]. For
exanpl e, additional information required by ACES includes all of
the |ease expenditures, joint operating agreenents, tracking
overhead charges, and all of the various credits that nust be
rolled up to apply against the tax bill. Audits are now nuch
nore work than they were under ELF, and that is the reason why
ACES extended the statute of limtation fromthree years to six.

If the statute of limtation is returned to three years, as
proposed by HB 308, Version E, the departnment would definitely
require additional oil and gas tax auditors to be able to

conplete the work in that timefrane.

M5. DAVIS returned to Representative Q@uttenberg's question,
saying that it is an alnost equal conbination of departnent
staff and the taxpayers needing to pull together all of the
af orenentioned information for the audit. The departnent is
very driven to stay within that two- to three-year tinefrane of
stal eness because the departnent recognizes it costs the
taxpayers noney to keep the records around. However, once the
departnment has the information, it takes awhile to digest and
analyze it and have discussions wth the taxpayer, and this
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takes the departnent from the three years to the four and five
year tinmeframe to conclude a tax audit.

3:54:28 PM

M5. DAVIS, in further response to Representative Quttenberg,
expl ai ned that the proposed change in the statute of limtations
requires the departnment to conclude an audit within the three-
year tinefranme, not begin the audit, because at the concl usion
of the audit is when the assessnent is nmade as to what the
departnment believes the tax bill truly should be. The
department would be forced to scranble because it could not risk
| oss of value to the state and would essentially shift what is
now a nostly cooperative environnent wth the taxpayers to a
confrontational one. More hearing officers would likely be
needed and there would likely be nore litigation acconpani ed by
[itigation costs.

3:55:48 PM

REPRESENTATI VE GUTTENBERG asked what the average audit tine is
ri ght now.

GARY ROCERS, QI & Gas Revenue Specialist, Tax D vision-
Adm ni stration, Departnent of Revenue (DOR), answered that once
an auditor has all of the information it can take a year or nore

to do. It takes a long tine to get the information, digest it,
process it, re-run cal cul ations, discuss those wth the
t axpayer, and go back and forth to get nore information. Thi s

is why it takes years to do these audits.

JONATHAN | VERSEN, Di rector, Tax Di vi si on- Adm ni stration

Department of Revenue, agreed with M. Rogers. He pointed out
that on slide 29 it can be seen that the nunber of bullets for
i nformation required under ACES is double that of ELF. However,
those bullets represent three to five tines nore information
that is required under ACES than under ELF. The ELF audits took
roughly 3 years to do and were being done by people with 15-20
years of experience. Today, by and large, the departnent has a
very inexperienced staff due to retirenent.

3:58: 30 PM

REPRESENTATI VE P. WLSON presuned that DOR is not getting the
i nformati on back fromthe taxpayers soon enough.
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M5. DAVIS allowed that this is one of her concerns. Ri ght now

the departnent's entire tax system is nmanual . The depart nent
has endeavored to have on-line filing and a 56-page tax form has
gone out to the taxpayers to use next year. The oil conpanies

are struggling to interface with the state's antiquated system
The tax formis a Mcrosoft Excel spreadsheet and when it cones
back the auditors will have to search through it to find things.
There is nothing automated that wIll Kkick out capital or
operating expenditures or credits. It does not flow easily.
Having an automated system would help with the information
sharing and would be a key part. The departnent must |aunch an
audit within two years so it can begin to get data while it is
fresh and have anple tine to exchange it wth the taxpayer.
Some of the information is lying outside of Alaska in |ocations
where the conpanies have centralized their accounting and tax
syst ens.

4:00: 15 PM

REPRESENTATI VE P. WLSON inquired how nuch an automated system
woul d cost.

M5. DAVIS responded that it was in a prior year appropriation
and at that time it was about $30-$35 nillion to automate all of
the tax types so that fisheries and all the other folk would be
able to have on-line filing and interface with the systens. The
governor's budget this year has $300,000 to study how the
departnment would go about getting an automated system She
poi nted out that DNR has six years to do audits on the royalty
side, and the set of information that DNR nust review is
substantially less than that for the Departnent of Revenue.
Ther ef or e, DOR is happy to have a six-year statute of
[imtation.

4:01: 37 PM

CO- CHAIR JOHNSON said a reliable conmputer system is reasonable
for the departnent that is responsible for 85 percent of the
state's budget. He asked whether DOR audits everyone.

M5. DAVIS replied no.

COCHAIR JOHNSON surmised it is like the Internal Revenue
Service and there is a fornula that Ms. Davis cannot share.

M5. DAVIS answered that that is probably accurate.
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COCHAIR JOHNSON inquired whether M. Davis can state the
percentage that is audited.

M5. DAVIS responded that it depends upon the tax type because
the departnment is trying to ensure that the lion's share of the
revenue comng in is accurate.

4:02: 34 PM

CO CHAI R JOHNSON asked why everyone is not audited given that
audits result in nore noney.

M5. DAVIS replied that DOR does not have the staff to do that.

CO- CHAIR JOHNSON inquired whether it would nake sense to have
staff to do that, and how nuch noney woul d that cost.

COW SSI ONER GALVIN answered that it is like the "80-20 rule,”
where with 20 percent of the effort, one gets 80 percent of the
results. In terns of responding to the question, the departnent
must nake sure that it is requesting and providing a picture of
where it believes it can get the best return for the additiona
expenditure. Simlar to how a tax systemrelates to investnent,
there are a nunber of different factors that would go into the
ability of just giving the departnent nore staff and nore
appropriation and having nore audits and nore effective audits.

COCHAIR JOHNSON interjected that he is not interested in
audi ting everyone. In regard to the six years, he requested
that the departnment think about whether there are ways to
stream i ne things and nmake them nore efficient.

4:05:42 PM

COM SSIONER GALVIN returned to the resident hire provision
proposed by Version E and noted that in retrospect the nunbers
shown on slide 5 are still valid.

M5. DAVIS directed attention to the far right colum of the top
table on slide 5 |abeled, "Current Tax Liability before Rebate,"”
and instructed nenbers to assune the figures are calculated
appropriately with the rebate going against the base tax only.
The slide depicts three conpani es: Conmpany A is small, Conpany
B is nedium sized, and Conpany C is |arge. She then directed
attention to the bottom table on slide 5 and explained that
Company A currently has a workforce of 87 percent Al aska
residents and wants to get to 87.5 percent. Conpany A is
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currently enjoying a 6 percent rebate so the current tax rebate
is $6 mllion. |If Conpany A gets to the 87.5 percent [by adding

20 Al askan enpl oyees], it will receive $8 mllion in rebate, an
increase of $2 mllion. Conpany B is currently at 82 percent
Al aska workforce and if it goes to 82.5 percent by adding 29
Al askan enployees it wll receive an additional $10 mllion.

Conmpany C is at 79.5 percent and has no rebate, but if it goes
to 80 percent by adding 50 Al askan enployees it would receive a
$30 million rebate.

4:08: 06 PM

COWMM SSI ONER GALVI N added that the nunber of enpl oyees neans the
hiring of Alaskans who are currently not part of a conpany's
| abor pool; the Alaska hires would be an addition to the
conpany's existing |abor pool. It is not being said that the
Al askan enployees would substitute for out-of-state workers,
whi ch would be a potentially |ower nunber to make that change.

M5. DAVIS interjected that the chart is not assum ng any firing.
4:08: 35 PM

M5. DAVIS noved to slide 6, which depicts the |east anount that
the rebate would be. | f Conpany A noved from an 87.5 percent
Al aska workforce to 90 percent, then that would be an addition
of 20 enployees and it would cost about $19,000 per enployee.
It could be anywhere from $2 million to that nunber depending
upon how close Conpany A is to the line in the tier. This gets
to the discussion of whether it would be better to do it in a
linear fashion if there is a way to draft it because that would
avoid the inequities on either end of the |ine.

CO CHAI R JOHNSON responded that he is not locked in if there is
a way to draft it as he does not want to deter sonmeone from

going from 82 percent to 85 percent. He said he would like to
see that every enployee hired is a benefit and allowed that
maybe Representative Seaton's way is the right way to go. He

added that he would like to work with the departnent on sone of
the finer points. The commttee should nove with the things on
which there is agreement and where there is disagreenent there
should be an attenmpt to make them as palatable to the
adm ni stration as possi bl e.

[ HB 308 was hel d over. ]

4:10: 54 PM
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ADJ OURNVENT

There being no further business before the commttee, the House
Resources Standing Conmmttee neeting was adjourned at 4:11 p.m
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