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ACTI ON NARRATI VE
1: 05: 50 PM

COCHAIR MARK NEUVAN called the House Resources Standing
Commttee neeting to order at 1:05 p.m Present at the call to
order were Representatives P. WIlson, Guttenberg, Edgnon, d son,
Tuck, Johnson (via teleconference), and Neuman. Representatives
Seaton and Kawasaki arrived as the meeting was in progress.

HB 308- O L AND GAS PRODUCTI ON TAX
[ Cont ai ns di scussion of HB 337]

1: 06: 15 PM

CO CHAI R NEUMAN announced that the only order of business is
HOUSE BILL NO. 308, "An Act relating to the tax rate applicable
to the production of oil and gas; relating to credits against
the oil and gas production tax; and relating to the period in
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: 08: 44 PM

DAN DI CKINSQN, CPA, Consultant to the Legislative Budget and
Audit Committee, noted that his presentation today is a follow
up to his 2/8/ 10 presentation in which he discussed two of the
si x changes to current statute that are proposed by Version E of
HB 308. He said he will be discussing the other four proposed
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changes as well as sone of the issues raised by the Departnent
of Revenue (DOR) in testinony before the conmttee on 2/10/10.

1: 09: 41 PM

CO- CHAIR NEUMAN recal | ed Co-Chair Johnson's 2/10/10 statenent to
t he Departnment of Revenue in which he advised that his intent as
sponsor of HB 308 is to create nore jobs and investnent in
Al aska, and that he will continue noving the bill forward while
agreeing with the admnistration on sone things that are simlar
between HB 308 and the governor's bill [HB 337] and disagreeing
on ot her things.

MR. DI CKI NSON responded that he wll address the issues as he
comes to themin his presentation. He drew attention to slide 3
and noted that it depicts where the proposed changes can be
found in Version E He said many of the changes are technical
however, six are substantive and those are the changes he wl|
addr ess.

1: 11: 38 PM

MR. DI CKI NSON began his presentation with discussion about the
proposed change that interest would not be due on retroactive
regul ati on changes prior to those regul ations being inplenented
[slide 5]. He pointed out that both production tax and royalty
tax are due on the last day of the nonth follow ng the nonth of
production [AS 43.55.020(a)], and this is the cash flow that
keeps the state going.

1:12: 01 PM

MR. DI CKINSON, in response to Co-Chair Neuman, further explained
that every 30 days the state can change whether a royalty is in-
kind or in-value, but that change is forward-Iooking by, he
bel i eves, 120 days. In response to Representative GQGuttenberg,
he said the state has changed from royalty in-value to royalty
i n-kind about 20 tines on the North Sl ope over about 33 years,
but he is unsure about Cook Inlet. In response to
Representative Seaton, he said the royalty is exenpt from
taxation regardl ess of whether it is in-kind or in-value.

1:13: 33 PM
MR. DICKINSON returned to his presentation and noted that the

anount of tax that is due for a particular nonth can change at a
| ater date because of a nunmber of things, such as a retroactive
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revision of tariff. If additional tax is due because the val ue
of the oil changed, the taxpayer nust pay that tax plus interest
fromthe tinme that original tax paynent was due. It is explicit
in law that in settlement the Departnment of Revenue can
conprom se on the tax ampunt wthout having to take the
settlenment before a judge. The departnent can also settle in
regard to whether there will be a penalty for tax underpaynent.
However, current |aw does not nention interest and therefore the
department cannot change the anount of the interest due.

1:15: 21 PM

MR. DI CKI NSON expl ained that the 2007 act, Alaska's Cear and
Equi table Share (ACES), namde several major changes and very
explicit directions were given to the Departnment of Revenue to
wite regulations [slide 6]. One mgjor change related to oil
transportation - the cost of shipping oil through the Trans-
Al aska Pipeline System (TAPS) and on tankers. Under ACES, the
transportation cost is the lower of actual cost or what the
Department of Revenue determnes as reasonable <cost [AS
43. 55. 150] . However, the departnent has not yet said how it
will calculate those reasonable costs. Therefore, a taxpayer
that is currently deducting what it pays for TAPS nmi ght owe nore
noney once the departnent publishes its new regulations for the
transportation standard.

MR DICKINSON, in response to Co-Chair Neuman, expounded
further. Under the change proposed by both HB 308, Version E,
and the governor's bill, a taxpayer would not owe interest on
additional tax due as a result of the new transportation
regul ati ons. However, if this change is not made, a taxpayer
will be required to pay interest when those regulations are
finally inplenmented.

MR. DI CKI NSON continued his presentation, stating that there is
a simlar dynamic in regard to the upstream or |ease costs;
transportation being the downstream cost after leaving the
| ease. Under ACES, a |ease expenditure is not deductible unless
it is specifically allowed by Departnment of Revenue regulation
[AS 43.55.165(a)]. The regulations affecting 2007 were just
adopted this last quarter, and taxpayers mnmust now | ook back over
the past tw years to see if they owe additional tax as a
consequence of these new regul ati ons.

1:17:52 PM
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REPRESENTATI VE SEATON inquired whether that was limted by the
standard deduction nethodology so that those regulations are
really only going to be currently applicable because the |ease
expenditures were limted by the percentage increase; thus, the
regul ations were not really necessary at that tinmne.

MR DICKINSON replied that for the Ilimtations wunder [AS
43.55.165](j) and (k), a taxpayer would clearly not be affected
by the definition for 2007, 2008, and 2009 because this
requi renent that the department define it by regulation was not
there under the rules for 2006, the year that laid the base and
whi ch increases by 3 percent a year.

1: 18: 59 PM

MR. DICKINSON returned to his presentation and explained that
the production tax is a yearly tax. Twel ve estimated paynents
are made and these are trued up in March. Many of the ACES
reforms were affective in the mddle of the year, which required
that two half years be nelded into a single year. It took the
Department of Revenue several years to wite the regulations on
that. There were also new report requirenents [AS 43.55.030 and
AS 43.55.040] and there were new rules for exploration credits
[ AS 43. 55. 025] .

MR. DI CKINSON noted that slide 7 summarizes the Departnent of
Revenue's status for each of these projects. The reporting
requi renents were published in May 2008, effective June 2008.
The next project was the changing of 35 sections of the
regul ations which included the md-year regulations; those were
adopted in Septenber 2009 and becane effective in Cctober 2009.
The regul ations for exploration credits were adopted in Novenber
2009, effective Decenber 2009. Regul ations regardi ng deductible
| ease expenditures were adopted in January 2010, effective
February 2010. Regul ations regarding reasonable cost of
transportation have not yet been adopted, but the public draft
was released in February 2010. There are also a nunber of other
projects, sone which will have retroactive effects, and sone
which wll not; of these major projects, a period of nearly two
years has gone by in which the taxpayers have not necessarily
known what their obligations are.

1:21: 23 PM
MR. DI CKINSON said Governor Parnell's proposal would require

that interest be waived by anending AS 43.55.020(i) [slide 8].
Two things make the governor's proposal nore explicit than HB
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308, Version E, and commttee nmenbers nay want to consider the
governor's language to aneliorate the |anguage of Version E
The first is the recognition that just because there are no
regul ati ons does not nmean there are no rules; a taxpayer stil
needs to consider what tax would be owed under existing rules.
The second is that Governor Parnell's proposal is explicitly
retroactive

REPRESENTATI VE P. WLSON understood M. D ckinson to be saying
the tax goes back retroactively, but the interest does not.

MR. DI CKI NSON answered correct. Under both of these approaches,
the tax is always going to be retroactive and the anount of
nmoney owed is not going to change; it is just who is bearing the
interest for it.

1: 23: 47 PM

MR. DI CKI NSON continued his presentation and advised that if the
governor's approach was adopted by HB 308, Version E, the
restructuring [of AS 43.05.225] would not be required and half
the sections in the bill wuld disappear because all of
references would no |longer need to be changed [slide 8]. He
poi nted out that currently under Section 6 of Version E, page 3,
line [4], all the changes would be to subsection (a), but when
AS 43.05.225 itself was changed, the (a) was not introduced,
whi ch may cause confusion in how that all ties together.

MR. DICKINSON, in response to Representative Seaton, stated that
the governor's bill just deals with the issue of production
taxes, but HB 308, Version E, would affect all taxes. In
response to Co-Chair Neunman, he explained that the governor's
provision would be in AS 43.55 which deals just with production
taxes, and HB 308, Version E, deals with AS 43.05 which deals
with interest on all taxes.

1:26:18 PM

MR. DICKINSON, in response to Representative Tuck, clarified
that the governor's bill alleviates only the interest due, not
the tax that is due. In further response, he said HB 308,

Version E, does not waive the other non-production taxes that
are due and both HB 308, Version E, and HB 337 deal only wth
the interest issue.

REPRESENTATI VE TUCK understood that Section 6 of Version E, page
3, line 4, should read "Sec. 43.05.225(a)."
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MR. DI CKI NSON responded correct.
1:27:38 PM

REPRESENTATI VE SEATON inquired whether both bills would affect
the interest that would be due on settlenent amounts that have
been negotiated for the amount of tax that is due. He further
understood that under the governor's bill a waiver of interest
on settlements woul d not be discretionary.

MR DICKINSON, in regard to the first part of Representative

Seaton's question, replied that he thinks this affects
settlenments and non-settlenments the sane way. Currently, when
there is a settlenment of an issue, agreenent is reached on the
anount due and interest is added on top of that. M . Dickinson

said that during the seven years when he was the director of the
Division of Tax settlenents were typically nore by the issue
than by the dollar anmount, and one of the first things that was
done in settlenment discussion was the identification of the
anount of each issue and everyone was aware of the interest that
was tagged with it. In a settlenment under current |aw, neither
the attorney general nor the Departnent of Revenue can
conprom se the amount of the interest, but the anobunt of penalty
and anount of tax due can be conprom sed.

1: 30: 03 PM

MR DICKINSON, in regard to the second part of Representative
Seaton's question, stated that waiver of the interest is not
di scretionary in both HB 337 and HB 308, Version E However,
there is an inportant distinction and one thing he would like to
talk about is possible upgrades to the governor's |anguage in
Version E. Under the governor's proposal the Departnent of
Revenue would be required to nmake a determnation that "the
producer made a good faith estimate of its tax obligation in
light of the regulations then in effect when the paynent was

due" [slide 9]. Therefore, the departnment nust first make a
determ nation that the taxes were paid in good faith and then
the interest waiver automatically follows. M. Dickinson

suggested that nenbers consider an inprovenent to the governor's
| anguage such that the departnent would not be required to nake
a determnation of good faith and the interest would just be
automatically waived. However, interest would be charged in
those cases where the departnent nmakes a determnation that a
t axpayer acted in bad faith [slide 10].
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1: 31: 37 PM

REPRESENTATI VE SEATON posed a scenario in which a dispute is
settled and the producer agrees that it owes the state $100
mllion from two years ago, but no interest is due on that
settlenment anount. He asked whether that would be the
di scretionary or non-discretionary point that is being talked
about by M. Dickinson. For exanple, there would be no reason
to pay the full taxes because the producer would know that
wai ver of the interest in the settlenent is nandatory.

MR. DI CKI NSON responded that there are two parts to the answer.
The first part is that this does not change the law as it
affects settlenents. The attorney general and the comm ssioner
must still approve the settlenment of the principal anmnount and
the penalty if they are different than what was assessed. The
only case in which the waiver of interest would be required is
when the amount in dispute arises as a consequence of there not
being a regulation in place and the regulation conmes in after
the fact; thus, a carte blanche waiver of interest would not be
the case. Additionally, a tineline is being talked about here.
The statutory requirenent cane in 2007, the regulatory
fulfillment cane in 2009, and under the current six-year statute
of limtations it may be 2012-2013 before an assessnent is
i ssued. The interest between 2010 and 2013 is not changed at
all by these rules. All that is changed is the application of
the interest before the rules were in place up until they cane
into place. Fromthen on, once the rules are official and known
by the taxpayers, it is as if the rule had al ways been there.

1: 34: 41 PM

REPRESENTATI VE SEATON surnmised the aforenentioned would not
apply to Prudhoe Bay or Kuparuk production.

MR. DICKINSON replied that the fixing of costs at 2006 |evels
will only apply to the | ease expenditure issue. The downstream
transportation was not affected by that; neither was how the
22.5 percent and 25 percent rates are neshed, nor how the
reporting requirenments are dealt wth.

1:35:39 PM
REPRESENTATI VE P. WLSON understood the governor's bill would

deal only with the production tax, but that HB 308, Version E,
woul d deal with all of the taxes. She asked whether that would
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apply only to the tineline between when it started and when the
regul ations are in place.

MR. DI CKI NSON answered yes. He said he believes the intent in
both bills is only to deal with the issue of when a taxpayer has
to file a return and does not know what the rules are. Then
there is the question of whether that happens in the cigarette
tax or the alcohol tax as opposed to the production tax; so when
he used the term "all" he nmeant the other 20 tax types of the
state's 21 tax types.

1: 37: 05 PM

REPRESENTATI VE KAWASAKI commented that it seens the commttee is
taking up a bill that has not yet been cal endared. He said he
thinks it may be out of order to talk about the governor's bil
until the provisions of HB 308, Version E, are addressed and it
is known how those provisions would inmpact the state. He woul d
therefore prefer to stay away from HB 337 until it is before the
comm ttee.

CO- CHAI R NEUVAN responded that the Departnent of Revenue talked

to the committee about the governor's bill on 2/10/10
Additionally, nenbers should have HB 337 in their offices
because it has been read across the House fl oor. The point is

to look at where there is agreenent between the two bills and
develop the best legislation to nove forward; therefore, M.
Di cki nson | ooked at the departnment's presentation and at HB 308,
Version E, and is presenting those |ikenesses and differences.

REPRESENTATI VE KAWASAKI reiterated his disconfort with draw ng
another bill into the discussion unless it is officially planned
to do that.
1:39: 56 PM

REPRESENTATI VE GUTTENBERG, in regard to the good faith estinate
| anguage on slide 9, (1)(B), inquired how good faith is defined.

MR. DICKINSON replied that he does not know and an attorney

would need to be asked. He said that in sone ways he was
speaking to this sanme point when he suggested the inprovenent to
the governor's |anguage [slide 10, second bullet]. He noted

that four versions of transportation regulations have cone out
so far [slide 7] and that the departnment is considering two very
different approaches for these regulations. So, while the
taxpayers are famliar with the four versions that have cone
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out, they are still left with having to figure out which version
will be the nost likely. The point is that until the departnent
really defines sonething, there is not really a rule out there.

1:42: 55 PM

REPRESENTATI VE GUTTENBERG stated he was unaware that there were
regulations in the past regarding facility sharing [slide 7].
He asked whether there wll be inpacts on taxes from these
regul ati ons.

MR. DICKINSON said that is the exact point. There is currently
a rule, but the rule has never nentioned facility sharing.

Until that rule is adopted, taxpayers are going to act as if
there is not a special rule for facility sharing and that it is
just like any other cost. Wen a law is passed that says the

departnment shall now define by regulation, there is no rule in
pl ace until the departnment actually does so.

CO CHAIR NEUVAN stated that a taxpayer is acting in good faith
when adhering to the rules that are currently in place and a
change in the rules that increases the taxpayer's taxes does not
negate this; therefore the taxpayer should not have to pay
i nterest.

MR. DI CKINSON agreed that that is the intent of the bill.
1:45: 44 PM

REPRESENTATI VE SEATON, in regard to M. D ckinson's suggested
change to HB 308, inquired whether it would it nake sense to say
that if a taxpayer has paid its full tax obligation under the
rules that existed at the tinme, then the interest is waived.

MR. DI CKI NSON responded that that would cover nmany situations.
However, in a situation where a cost is a cost as defined by the
department by regulation, there is technically no rule that
applies. A lot of time could be spent trying to figure out what
rule should have applied. For exanple, should a taxpayer have
| ooked by analogy to some other section of the regulations, or
applied the statute directly, or known the regulations were
com ng.

CO CHAIR NEUVAN interjected that under ACES it is up to the

Department of Revenue to nmake the determination that a taxpayer
acted in good faith.
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1: 47:54 PM

REPRESENTATI VE SEATON stated that there were regulations in
pl ace [when ACES passed], so if a conpany paid its taxes
consistent with the regulations existing at the tine, then that
could be the bar to qualify as acting in good faith.

MR. DICKINSON reiterated that that m ght nmake sense in a |ot of
si tuati ons. However, he 1is asterisking that when the |[|aw
changed in July 2007, the regulations had been witten under
prior laws, so it nust be determ ned what pieces apply and how
wel | they apply. For exanple, Alaska had separate accounting
income tax from 1978-1981, but the regulations for that were not
witten until 1980. In a large hearing on this case in the
1990s one of the things being fought was what rules were in
place if the regulations were not there. Conflicts occur
because there are two ways to think about sonething.

1:51:42 PM

REPRESENTATI VE TUCK posed a scenario in which there are no
regul ations in place, but a conpany still pays what it estinmates
its taxes would possibly be. In this case the interest could be

wai ved under all tax schemes when regul ations are inplenmented at
a later date. He asked whether under HB 308 a conpany that did
not make any tax paynents would be considered to not have acted
in good faith and would therefore owe interest.

MR. DICKINSON said he hesitates to answer because that is
getting into attorney areas. However, in general he does not
think there is an obligation to follow regul ations that have not
been properly adopted. This is because not all regulations that
get proposed get adopted.

1: 53: 43 PM

MR. DICKINSON returned to his presentation and addressed the
proposed tax rate tied to resident hire under Section 15 of HB
308, Version E [slide 12]. He explained that this section
applies to taxpayers that are subject to the base tax rate of 25
percent wunder AS 43.55.011(e)(1). Any direct labor that is a
| ease expenditure would have to be accounted for as being either
resident or nonresident by a set of definitions. At the end of
the year, the taxpayer could get a tax rebate if its resident
hire rate is at |east 80 percent. The new effective tax rate
woul d then be sonewhere between 20 percent and 25 percent. | f
an 80 percent resident hire rate is not achieved, the taxpayer's
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tax rate would remain at 25 percent. He reconmended this
provi si on becone effective at the beginning of a year because a
change in md-year would require lots of regulation witing.

1: 55: 38 PM

REPRESENTATI VE KAWASAKI, in regard to the third bullet on slide
12, inquired how the accounting of direct |abor as resident or
nonresident would work in a practical manner. For exanpl e,
there are many nonresident subcontractors working on what woul d
be considered a | ease expenditure deducti on.

MR. DICKINSON said he will be addressing this in future slides
and that this question is a good point because the production
t axpayers conprise less than one-fourth of the actual enployees
in the oil patch

1:57:40 PM

REPRESENTATI VE SEATON understood that the Departnent of Revenue
currently limts what is an allowed expenditure. He asked
whether the third bullet on slide 12 would nean establishing a
new category and that the state woul d mandate what the conpanies
put into |ease expenditures as well as |imt what is put into
| ease expenditures

MR DICKINSON replied no, there is no mnmandating. The rules
about what constitutes a | ease expenditure have been established
by the Departnent of Revenue. A separate test would then say
that the labor in that is classified as either resident or
nonresident and the ratio would subsequently be determ ned. He
said he will be dealing with how the |labor is defined and how it
all fits together later in his presentation.

1: 59: 30 PM

MR. DI CKINSON returned to his presentation, noting that slide 13
depicts how the resident hire ratio translates into an effective
tax rate after the rebate. He said he started at a 70 percent
resident hire ratio because that is currently the average rate
in the oil patch according to Departnent of Labor & Wrkforce
Devel opnent fi gures. He explained that the tax rebate would be
O percent for resident hire ratios between 70 percent and 80
per cent . Starting with 80 percent, there would be a 2 percent
rebate for every 2.5 percent increnental increase in the
resident hire ratio. Froma 97.5 percent resident hire ratio to
100 percent, the tax rebate would increase by 4 percent. The
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effective tax rate would be cal culated by multiplying the rebate
anount by the 25 percent nom nal [base] tax rate. Thus, for 70-
80 percent local hire ratios, the effective tax rate would
remain at 25 percent. At an 80 percent ratio the effective tax
rate would drop to 24.5 percent and at 100 percent local hire
the effective tax rate would drop to 20 percent.

2:01: 18 PM

REPRESENTATI VE KAWASAKI cited the issue brought up by Marcia
Davi s, Deputy Conm ssioner of the Departnent of Revenue, where a
conpany mnmight choose to fire a non-Alaskan to reach a 2.5
percent increnent rather than hire an Al askan as a new enpl oyee.
He asked why a step approach was used rather than a |inear
appr oach.

MR. DI CKINSON answered that later in his presentation he wll
explain why a |inear slope would work better.

2:02: 33 PM

MR. DI CKINSON noved to slide 14, a depiction of oil industry
nonresi dent workers from a Departnent of Labor & Wrkforce
Devel opnent publicati on. He said that in 2008, 29.8 percent of
the 17,000 workers in the oil industry were out-of-state, which
translates to 5,043 out-of-state workers and about 12,000 Al aska
resi dent workers.

MR. DI CKINSON provided an exanple [slide 15] of the inpact of
the tax rebate derived from the Departnment of Revenue's
[ 2/ 10/ 10] presentation. He pointed out that when a conpany's
resident worker ratio is right next to the line between tiers,
an increase in the ratio of just 0.5 percent would have a huge
[ per enpl oyee] tax effect. However, when the ratio is not near
a tier line, an increase in the ratio would have a small [per
enpl oyee] tax effect. This tiered, or step, nethod nakes it
difficult to determne what the tax effect will be for a change
in the nunber of resident enployees. He said the extrene
exanple put forth in a [2/11/10 Anchorage Daily News] article
correctly depicted that the hiring of just one Al askan would
result in a $30 mllion tax savings [slide 16].

2:05: 02 PM
MR. DI CKI NSON provi ded another exanple of the inpact of the tax

rebat e. He posed a scenario in which Conpany C, the
hypot heti cal conmpany used in the Departnent of Revenue's 2/10/10
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exanple, has 4,500 resident workers for a ratio of 70 percent
[slide 18]. The addition of 650 resident workers would bring
the ratio to 79.98 percent. This increase would be at no cost
to the state because the ratio nust be at |east 80 percent to
receive a rebate. He offered his understanding that the sponsor
of HB 308 purposely chose 80 percent because it is significantly

higher than the state's current average of 70 percent. He
pointed out that his exanple is expressed as nunber of workers
while HB 308, Version E, is witten in ternms of hours.

Therefore, he has provided an exanple on slide 19 that uses 2000
hours a year per worker.

2:06: 36 PM

MR. DI CKINSON said his purpose in providing these two different
exanples is to illustrate that a small increase in the worker
ratio, even as little as one hour, could result in a large tax
rebate, and the opposite could also occur whereby a |arge
increase in the ratio results in no tax rebate. Ther ef or e,
Representati ve Kawasaki was therefore correct in hi s
identification of this problem

MR. DI CKINSON noved to another exanple [slide 20] in which a
| arge conpany has 5,200 resident workers [out of 6,500 total
wor kers] for an 80 percent ratio and a 24.5 percent tax rate.
|f that conpany increased its ratio to 82.49 percent by adding
162 resident workers there would be no change in its tax rate.
He suggested a formula as an answer to this problem [ The
formul a depicted on slide 21 would be a continuous function with
roundi ng. The rebate would be equal to the tax base (production
tax value) tinmes the higher of resident hours divided by total
hours or 0.8, less O0.8. That would transform resident hire
rates between 80 percent and 100 percent into a series from O
percent to 20 percent.] He said he has attached "the bottom
pi eces” in his suggested fornula, but that a formula could be

run that hits the "tops" or the "mddles". Regardless of which
piece is used, the point of using the fornmula is that any extra
hour or extra worker will nove a conmpany by the sanme anount.

2: 08: 02 PM

REPRESENTATI VE TUCK noted that even if the linear fornmula is
used there would be no tax rebate for increasing the nunber of
resident workers when the ratio still remains below 80 percent.
He therefore surmsed that it is possible a conpany converting
from nonresident workers to resident mght not receive a tax
rebate for sone tine.
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MR. DI CKI NSON responded correct, the 80 percent is a choice that
has been nmade and getting up to that 80 percent would get a
conpany no additional tax breaks.

2:09: 20 PM

REPRESENTATI VE KAWASAKI conmented that a carrot is being given
to those enployers who hire Alaskans but a stick is not being
used on those that refuse to hire Alaskans. Could this baseline
be | owered, he asked.

MR. DICKINSON replied that a decision nust be made on where the
baseline is and whether there is a penalty below that or a

benefit above. He added that a better way to answer this
question is to look at what is really happening in the oil patch
and to | ook at another problem For exanple, at a previous

neeting the question was raised about whether a conpany could
simply not report its nonresident workers and not apply for a
deduction, thereby letting its taxes rise as a result of not
taking that deduction but still com ng out ahead because of the
rebate. The answer to that question is yes.

2:11: 20 PM

MR. DI CKI NSON provi ded an exanple of how this would work for the
year 2009 for the entire North Slope using the assunption of a
$10 billion tax base/production tax value (PTV) [slide 23].
Under AS 43.55.011(e)(1), that $10 billion is taxed at a rate of
25 percent, thus the total tax burden is $2.5 billion. The
maxi mum possi ble resident hire rebate on that tax burden would
be 20 percent or $500 million. In 2008 there were 5,000
nonresi dent workers in the industry at an assuned average wage
of $100,000, for a total of $500 mllion in nonresident wages.
Not claimng the nonresident wages as | ease expense woul d result
in the wages not being deductible, and the tax base would go
from $10 billion to $10.5 billion, which would increase the tax

burden by $125 nillion. However, the rebate would drop the tax
rate from 25 percent to 20 percent, which would decrease the tax
burden by $500 mllion. The taxpayer would therefore conme out

ahead by $375 nmillion. Thus, setting up a situation where this
can occur does not drive conpanies to hire nore Al askans, which
is the point of HB 308, Version E

2:14: 32 PM
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CO CHAI R NEUMAN pointed out that a large corporation will often
form several corporations within itself so that A buys from B,
and C buys from D, and D buys from A, and therefore who reports
| abor costs can get pushed down the line. He said this needs to
be kept in mnd when |ooking at the next set of M. Dickinson's
slides so that the state does not get gamed in this regard.

MR. DICKINSON reviewed four possible solutions that he has
di scussed with the sponsor to prevent the no reporting of
nonresi dent wages [slide 24]. One solution would be to shift
the scale so that resident hire would only swing the tax rate
bet ween 24 percent and 25 percent rather than 20 percent and 25
percent. This way, the swing would only be $100 nmillion, rather
than $500 mllion, and therefore it would not be worth not
reporting nonresident workers in the deduction.

CO- CHAIR NEUVAN interjected that slide 28 lists the |argest
enpl oyers in the oil and gas industry.

2:16: 40 PM

MR. DI CKINSON continued his review of solutions, saying that a
second solution would be to put out rules that require that any
time any labor is included as a |ease expense, all the |abor
from that conpany nust be included. This would address the
issue of pass through that was raised by Co-Chair Neuman.
However, the problem with putting down nore rules is that it
results in ever nore conplex rules to get there, which is not
Co- Chair Johnson's intent. A third solution would be to focus
on new hires only and provide a specific dollar rebate for every
new Al askan. The problemwth this solution is that it does not
recogni ze a conpany that already has a good Alaska hire rate
above a conpany that does not; so, part of the issue is whether
the intent is to focus on new hires versus the overal
experi ence. A fourth solution, given the structure of the
i ndustry, would be to have the Departnent of Revenue
comi ssi oner publish the amount of the tax rate each year. This
tax rate would be based upon the resident hire ratios of the 10-
20 largest enmployers in the industry that are generating the
| ease expenditures.

2:18: 56 PM

MR. DICKINSON said his reason for stating "given the structure
of the industry" is that he wants to focus on what is really
happening on the North Slope, which is that the producers are
the taxpayers, but enployees are working for the operators and
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not necessarily the producers [slide 25]. This is because
producers hire an operator to operate the field for them and it
is the operator that hires the enployees that actually work in

the field. Typically, however, nuch of the field work is done
by contractors. According to Departnent of Labor & Wrkforce
Devel opment nunbers, direct enploynment in the oil and gas

industry is [4,055] while indirect enploynent in oilfield
services is [12,875].

2:19:54 PM

MR. DICKINSON, in response to Co-Chair Neuman, noted that the
Department of Revenue's annual sunmary shows there are 15
entities that file production tax [slide 26]. Twel ve of those
are filing a zero return or a return for $10 or $15 that is
based upon the requirenent to pay a conservation surcharge of 5
cents for every oil barrel produced. There are really only
three | arge taxpayers and two smal | taxpayers.

MR. DI CKINSON further explained that the structure on the North
Slope is in units. On the Prudhoe Bay unit, "ConocoPhillips"
produces about 130,000 barrels a day, "BP' produces about
96, 000, "ExxonMobil"™ about 130,000, "Chevron" about 4,000, and
sonme other taxpayers are down in nuch snmaller ranges; "BP" is
the operator and passes on the costs proportionately to how nuch
oil each producer is being assigned. The Kuparuk wunit is
operated by "ConocoPhillips" and "BP" gets about 50,000 of the
80, 000 barrel s t hat are pr oduced t here each day.
"ConocoPhi |l lips, BP, and ExxonMbil" own nost of the production
from each of the fields. These three najors are not a part of
the "Pioneer and EN"™ group. "Anadar ko" has a piece of the
Al pine field. "Chevron" has very small pieces in several
fields. Thus, while there are quite a few different fields, the
underlying ownership is by three large corporations and those
corporations depend upon the operator. The Oooguruk field is
operated by "Pioneer" and all the rest are operated by either
"BP or ConocoPhillips."

2:22: 28 PM

MR. DI CKINSON related that production is about 700,000 barrels
per day or about 250 mllion barrels a year, according to 2009
fiscal data. Cook Inlet produces about 10 percent of that, nost
of which is in gas. However, Cook Inlet pays |ess than one-half
of one percent of the taxes because under the current production
tax law the economc limt factor (ELF) was frozen in place for
the Cook Inlet until 2022. Thus, the tax for Cook Inlet oil is
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zero and the tax for Cook Inlet gas is about 17.5 cents per
t housand cubic feet (Mf).

CO- CHAIR NEUMAN interjected that at one-half of one percent of
the taxes, Cook Inlet production is mninmal conpared to Prudhoe
Bay.

2:23:43 PM

MR. DICKINSON pointed out that AS 43.55.024 provides a $1
mllion per nonth credit for production that is |ess than 50, 000
barrels per day [slide 27]. Thus, nost of the taxpayers in Cook
Inlet, as well as the smaller taxpayers on the North Sl ope, have
no production tax obligation other than the AS 43.55.011(i)
conservation charge, which is only in the tens of dollars. This
| eaves the state with three nmjor producers covering 95-98
percent of the taxes and two others picking up the remainder.

MR. DICKINSON, in response to Representative Tuck, said "NS
stands for North Slope and the fields listed on the top half of
slides 26 and 27 are North Slope fields. He further pointed out
that his statenments about who is paying tax and who is not are
based purely upon his own estimates because he has not seen the
tax returns for any of the conpanies as that is confidential

i nf ormati on. He said he is certain about his conclusions,
however .
2:25:24 PM

MR. DICKINSON directed attention to a list of the state's
| argest oil and gas industry enployers [slide 28]. He said "BP
Conoco, and Chevron" are field operators and are probably the
enpl oyers of the 4,000 direct enployees. All the rest of the
enployers on the list are oil field service conpanies. He
further noted that this list shows only those enployers under
the categories of oil and gas extraction and oil field services.
There are additional North Slope oil and gas industry enployers
under the categories called catering and security, engineering,
communi cations, and construction. "ConocoPhillips and BP" wll
nmake decisions on which contractors to hire and he therefore
surm ses that the sponsor's goal with HB 308, Version E, is to
make the nunber of residents in a contractor's workforce an
i nportant bid variable. This woul d be acconplished through the
[fourth suggested solution on slide 24], which sets the tax rate
by | ooking at the industry as a whol e.

2:28: 22 PM
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MR. DICKINSON noted that "Exxon"™ 1is the operator of Point
Thomson, but is not on the list of the top 100 enpl oyers because
that field is not yet producing and that corporation is not the
operator of any other fields. He turned to slide 39 and pointed
out that the Prudhoe Bay field constitutes nost of the oi
production in Alaska and all of the work being done on Prudhoe
Bay goes through to the three |argest taxpayers. Kuparuk is the
next |argest oil producer and all of the work on that field wll
also go through these three |argest taxpayers. He said his
point in reviewwng this is that the industry-wide work may be
best reflected by |ooking at an industry-w de enploynent nunber
as opposed to parceling it out between each taxpayer.

CO CHAI R NEUMAN commrented that M. Dickinson is talking about a
structure that offers a beneficial bid variable to a lot of the
support conpani es.

2: 30: 34 PM

MR. DICKINSON, in response to Representative Kawasaki, explained
that the Departnent of Labor & W rkforce Devel opment reports
enpl oyment nunbers in ranges. Thus, on slide 28 the two nunbers
depicted under the colum for total enployees represent that
range; where there are no nunbers depicted in that columm, the
nunbers inmediately above the blank space are applicable. He
added that this infornmation is available in the departnent's
docunent entitled, Nonresidents Wrking in Al aska, 2008, that
was released in [January 2010].

REPRESENTATI VE EDGVON stated he would |ike to see a breakdown in
the nonresident colum [of slide 28] as to how nmany of those
positions could actually be filled by Alaska residents. He
surm sed that sone of those are skilled positions that Al aska's
wor kf orce cannot support. For exanple, a comercial fisherman
from Alaska could work as a |laborer but not as a chem cal
engi neer. This type of breakdown would help show the potentia
for converting these jobs fromnonresidents to residents.

2:32:35 PM

REPRESENTATI VE GUTTENBERG said he has worked on the North Sl ope
nost of his life and he does not at all read HB 308, Version E
as a jobs bill. The bill is based on total work hours and has
nothing to do with wages. It would use state revenue to buy
jobs for Al askans plus give the conpanies hundreds of mllions
of dollars, all w thout knowi ng whether that noney wll be used
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to put nore oil into the Iine or provide |egacy jobs. There is
not hi ng that says those jobs w Il be high-paying, high-skilled,
generational |egacy |jobs. Wiile he recognizes that the bill
will come back with mmjor changes, there is nothing that says
jobs are needed on the North Sl ope. Gving noney to the
industry to hire Alaskans is not the right track because it
woul d be a subsidy for existing jobs, he opined. The bill would
not create new jobs or new investnent. | ndustry says Al askans
are too expensive to hire, therefore if industry receives
anything it should be the difference in cost between hiring a

resi dent versus a nonresident. He cited exanples for why he
believes the bill would create inefficiencies rather than
efficiencies, and said he thinks the bill could be witten in a

whole different way that would better reflect the real economc
si tuation.

2:38: 40 PM

REPRESENTATI VE SEATON said it seens there would not be any
inpetus for 12 of the 15 conpanies to hire Al askans given that
they have no production tax liability. He surmsed that this
provision is therefore targeted only at the three payers of
production tax.

MR. DI CKI NSON agreed the provision is targeted at the production
tax. The operators are the critical |ink between the taxpayers
and the contractors and that three-step renoval is inportant.

2:40:26 PM

REPRESENTATI VE TUCK, in regard to resident versus nonresident
hire, presuned that this would be for workers that have to do
with particul ar | eases.

MR. DI CKI NSON answered that generally to be qualified the |abor
must be a | ease expenditure.

2:40: 56 PM
REPRESENTATI VE TUCK inquired whether catering and security,
engi neering, transportation, comunications, and construction
are positions that are typically held with |ease expenditures
[slide 28].

MR. DI CKI NSON responded yes. Such positions in the oil patch
are deductible |ease expenditures. Wiile these services can
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happen in different industries, in Alaska they tend to happen
predom nantly in the oil industry.

REPRESENTATI VE TUCK surnmised that there is potential for this
provision to reach into other industries that are not included
on slide 28.

MR. DICKINSON replied yes, this would nmake them part of that
total equation.

2:42: 35 PM

CO CHAI R NEUMAN requested the help of the Departnent of Labor &
Wor kf orce Devel opnent in answering both Representative Edgnon's
guestion and Representative GQGuttenberg's concerns. G ven the
economc nultiplier effect, he presuned that the inpact of the
| ocal hire provision could be w despread.

2:44: 07 PM

REPRESENTATI VE TUCK asked whether a conpany that uses a |ot of
subcontractors would be able to cone out ahead by not reporting
t he subcontractors' nonresident workers.

MR DICKINSON replied that all the taxpayers do lots of
contracting. Non-reporting of nonresident workers would nean
the penalty of no tax deduction for that cost. However, as he
di scussed earlier, the problem could arise that the rebate
benefit outweighs the penalty, which would incentivize a conpany
to not report the nonresident workers that it enploys directly
as well as all the way through to the subcontractors. It
therefore does not nmake sense to create a system as Version E
m ght, where this could happen.

2:45:59 PM

REPRESENTATI VE TUCK stated he does see where there are any
checks and bal ances in regard to a conpany with direct enployees
that are predom nantly residents but has subcontractors that are
predom nantly nonresident. What is to keep that conpany from
not reporting its subcontractors' nonresident workers, he asked.
He further understood that the Departnent of Revenue can see who
a conpany's direct enployees are. He inquired whether this is
al so true for the conmpany's subcontractors.

MR. DI CKI NSON answered yes. One of the things that will happen
this bill aside, is that nost of the time and effort wll be
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spent | ooking at contracting because that is how nost of the
work is done. Under current |abor figures, one-fourth of the
labor is done by enployees and three-fourths 1is done by
contractors. The work done by contractors is the vast majority
of deductible |ease expense. The effect on a taxpayer of not
reporting the dollar spent to hire a nonresident to do |ease
work is the sane whether it is paid directly as a wage or is
bounced down through a contractor or a subcontractor.

2:47:43 PM

REPRESENTATI VE GUTTENBERG asked how M. Dickinson sees the first
three bullets on slide 29 being addressed. He further asked
whet her there would be a reason for |eaving out overhead | abor
contractor |abor, or professional service labor from the
resident hire cal culation

MR. DI CKI NSON responded no, but posed a scenario to outline the

pr obl em A taxpayer gets a bill from the operator. The
operator gets a bill from a contractor. The contractor built
some things with materials and | abor. A bill is presented at
each point. Sonmeone goes to a hardware store and buys a unit
that has already been built. Sonmeone built that wunit from
manuf act ured parts. So, how far down does this go? These are

i ssues that he therefore thinks should be figured out in statute
rat her than regul ati on because they could be very problemati c.

2:50: 20 PM

REPRESENTATI VE SEATON pointed out that right now the state has a
l[imtation on allowable expenses. However, under Version E
there would be both allowable and required expenses which would
result in mandating a conpany to declare sonething as a |ease
expendi ture or mandating what a conpany can deduct. He inquired
whet her that gives the state a |ot of additional problens.

MR. DICKINSON returned to slide 24 which provides four options
for solving that particular problem and said that option two
fits Representative Seaton's description. He said this option
woul d require a bunch of new rules and he does not think that is
the nost appropriate way of solving the incentive problem that
he identified earlier. However, he continued, he does not think
that option four would be a nandate. In further response, he
expl ained that the notion behind option four is that there are
only three taxpayers responsible for 97 percent of the tax and
all three are basically in the same sets of units and hiring the
same kind of contractors. Therefore, the overall ratios of
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those contractors could be |looked at and used to set the tax
rate for all three major taxpayers. This way there would be no
maj or winners and no major |losers. These three taxpayers would
then be driving towards the hiring of nore residents.

2:53: 38 PM

REPRESENTATI VE SEATON said he thinks option four gets to not
havi ng a conpany-specific profit tax rate. He asked whether his
understanding is correct.

MR. DI CKI NSON expl ai ned that the structure of the net tax would
not be changed. The profits determ ne the base. The tax would
be a rate tines the base, and the rate would be determ ned by
the taxpayer's local hire. For exanple, there are several sets
of rates for federal inconme tax - individual, married, and so
forth - and each of these rates is applied to the sane base.

2:55: 33 PM

MR. DI CKI NSON provi ded a quick overview of the next 10 slides in
his presentation. He said [slides 32-35] address the proposed
30 percent «credit for well work. Slide 34 outlines the
differences of putting this provision under AS 43.55.023 or
under AS 43.55. 025. Slide 35 conpares the definitions of well
wor k between HB 308, Version E, and the governor's bill. Slide
37 addresses the proposed change in the statute of limtations.
The Departnent of Revenue used to have three years to set the
anount of tax due, but typically that three-year statute was not

met and this resulted in extensions. In 2007, the statute of
limtations was extended to six years for production taxes.
Under HB 308, Version E, the statute of limtations would be
returned to three years. He pointed out that the statute of
l[imtations does not apply in cases of fraudulent returns or
when it can be shown there was an intent to evade taxes. The
statute of I|imtations only applies for a disagreenent and
subsequent audit. Tax avoi dance, not tax evasion, is where the

statute of limtations cones in.

2:57: 35 PM

MR. DI CKI NSON concluded by drawing attention to slide 39 which
depicts the decline of Alaska oil production. He said that 20

years ago Al aska was producing 2 mllion barrels a day and today
it is only produci ng 600,000 barrels a day.
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CO- CHAIR NEUMAN noted that the governor's bill was read across
the House and Senate floors on 2/10/2010. He urged nenbers to
address further questions to staff at the Departnent of Revenue
and Departnent of Labor & Workforce Devel opnent.

[ HB 308 was hel d over. ]

2:59:43 PM

ADJ OURNNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:00 p. m
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