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ACTI ON NARRATI VE
1: 04: 20 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 1:04 p.m Represent ati ves Fei ge,
Seaton, Herron, P. WIson, Kawasaki, Gardner, Dick, and Foster
were present at the call to order. Representative Minoz arrived
as the neeting was in progress.

DI SCUSSI ON(S): 7-Day Conmercial Fishing Crewran's License

1: 05: 19 PM

CO CHAI R FEI GE announced the commttee would hear discussion on
an issue pertaining to the Fisherman's Fund Advi sory and Appeal s
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Counci | . The issue deals wth nonresident 7-day crewrenber
fishing |icenses.

1: 05: 59 PM

CO CHAI R SEATON directed attention to a letter in the commttee
packet dated 4/4/12 from Janes Herbert, representative of the

Fi shermen's Fund Advisory and Appeals Council. M. Herbert's
correspondence was in response to the conmttee's inquiry as to
the effect of $30, nonresident, 7-day commercial fishing

licenses on the fees for insurance coverage collected by the
Fi shermen's Fund, Division of W rkers' Conpensation, Departnent
of Labor & Workforce Devel opnent. An attachnment to the letter
provi ded anal ysis from 2004-2011, which showed the growh in the
nunber of nonresident, 7-day crewnenber |icenses to 2,296 sold
in 2011. Representative Seaton explained the issue is whether
revenue to the state fromthe sale of short-duration licenses is
sufficient to pay the cost of insurance coverage, which is the
same as for a full-price license. The original intent of the 7-

day license was to provide an economc incentive for "dude
fishing" aboard a commercial fishing vessel. Al t hough that
econonm ¢ potential has not been realized, over 2,000 short-term
|icenses have been sold in lieu of full-price licenses. I n
fact, in a short season fishery |like Bristol Bay, a nonresident
commercial fisherman could buy consecutive 7-day |icenses and
avoid paying the intended price. He concluded that this

di scussion is to inform the conmittee, the public, and state
agencies of this situation, and no action is recommended at this
tinme.

REPRESENTATI VE GARDNER referred to the attachnent and asked how
sal es expenses are cal cul at ed.

CO CHAI R SEATON expressed his belief that the sales expense is
about 10 percent and goes to the vendor selling the |icense.

1:11:13 PM

M KE MONAGLE, Director, Central Ofice, Dvision of Wrkers'
Conpensat i on, Departnment of Labor & Wrkforce Devel opnent

(DLWD), informed the conmittee he is also the conm ssioner's
designee and chair of the Fisherman's Fund Advisory and Appeal s
Counci | . M. Mnagle said he did not know the answer to
Representative Gardner's question, however, the Fisherman's Fund
gains one percent of each commercial crewrenber |icense issued
and of each Conmercial Fisheries Entry Comm ssion (CFEC) permt
renewed. Having only been nade aware of M. Herbert's letter

HOUSE RES COW TTEE - 3- April 6, 2012



this nmorning, he said he could not speak to the veracity of the
data attached thereto, although the balance of the fund is
al nost $12, 000, 000, against clains in the range of $700, 000-
$800, 000 per year. M. Mnagle offered his belief that the sale
of the licenses under discussion has not been a significant
i npact to fund revenues.

CO- CHAIR SEATON recalled that at the time the legislature
approved the sale of this license, the |egislation was changed
to allow one person to purchase the |license nore than once in a
year. He asked M. Mnagle to research whether the 7-day
license is a way to avoid paying the full nonresident conmerci al
fee, which is intended to pay for admnistration of the fund

and to cover liability to the state. He further asked M.
Monagle to provide data on how many |icenses were purchased by
t he sanme person

MR MONAGLE said that the Alaska Departnment of Fish & Gane
(ADFG) does not capture specific information on each |icense
sold, but he agreed to research the performance of the
Fisherman's Fund prior to the passage of this legislation in
2005, and afterward.

1: 15: 23 PM

CO- CHAIR FEIGE asked whether it is possible to differentiate
what class of l|icense was held by a crewnenber who filed a
wor kers' conpensation claim

MR. MONAGLE answered that his division could identify whether a
crewnenber was a resident or a nonresident. He was unsure about
information on the type of |icense.

CO CHAIR SEATON requested that the division, on behalf of the
Fisherman's Fund, request analysis by ADFG on whether the
I icenses being sold are purchased serially - to avoid paying the
full, nonresident fee - or if they are purchased individually.

MR. MONAGLE agr eed.

1:16:43 PM

HB 328-O L AND GAS CORPCORATE TAXES

1: 16: 48 PM
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CO CHAI R FEI GE announced that the final order of business would
be HOUSE BILL NO 328, "An Act relating to the oil and gas
corporate incone tax; relating to the credits against the oil
and gas corporate inconme tax; naking conform ng anmendnents; and
providing for an effective date."

[Before the commttee was Version |, which was adopted as the
wor ki ng docunent on 3/28/12.]

1:17: 31 PM

JOHANNA BALES, Deputy Director, Anchorage Ofice, Tax D vision
Department of Revenue (DOR), expressed her understanding that
the conmttee wshed to hear discussion regarding the 4/3/12
letter to Representative Seaton from Bruce Tangenan, Deputy
Conmi ssi oner, DOR

CO CHAI R SEATON stated the proposed comrittee substitute (CS)
for HB 328, Version |, was offered by the commttee to address
the questions raised earlier by DOR and industry. He said his
goal was to hear DOR s response to Version |, and how the bil
can efficiently inplenent policy. He asked Ms. Bales to review
the letter in an orderly fashion.

M5. BALES advised that as requested, the letter is a review of
the CS by DOR, and also identifies previously-discussed issues.
She cautioned that the issues identified in the letter are not
al | - enconpassi ng. Begi nning with paragraph (A), she noted DOR s
first concern that there is a requirenment for conpanies to nake

estimated tax paynents, but there is no penalty for
nonconpl i ance. The departnment suggested that the |anguage of
the proposed CS include the penalty provisions of Internal
Revenue Code Sec. 6655. She pointed out that the penalty

provi sions under the Production Tax that are included in the CS
do not belong, cause confusion, and conflict with the Interna
Revenue Code provisions. The renedy recommended by DOR is that
the Production Tax penalty provisions are taken out and the
penalty provisions of the Internal Revenue Code are adopt ed.

CO CHAIR SEATON surm sed adequate |anguage under the penalty
provi si on woul d read:

Penalti es woul d be those as under the |Internal Revenue
Code Sec. 6655, using Al aska interest rates.

M5. BALES opined DOR is "fairly certain” those provisions would
wor K. Ri ght now under the corporate income tax structure, DOR
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adopts the Internal Revenue Code and all of the provisions
apply.

1:21:49 PM

COCHAIR FEIGE, in response to Co-Chair Seaton's request,
encouraged the drafter of the bill to interject, if necessary.

M5. BALES directed attention to paragraph B of the letter,

concerning the |anguage in Sections 3 and 5 of the bill. She
advised that a corporation operating in Al aska would not be
subject to separate accounting provisions until it was actually
produci ng oil. Therefore, DOR is concerned that if there were

an exploration corporation operating in the state, it would not
be subject to separate accounting, but would have to conpute its
taxable income wusing a water's edge fornulary apportionment,
because it is not an oil and gas conpany under that provision
In that case, when the exploration corporation began producing
oil and gas, it would be subject to separate accounting, and any
| osses carried forward fromits exploration phase would have to
be dealt with in the separate accounting provision. Ms. Bal es
remar ked:

The way that this language is witten doesn't get us
there, because the problem you have is that the
| anguage that allows any type of |losses to be carried
into [AS 43.21] are in 43.21, and yet you're not
subject to that until you're actually producing.
There needs to be sone very straightforward |anguage,
probably not even within 43.21, that basically says
that if you're an oil and gas exploration conpany and
... you incur losses, and then you are subject
eventually to 43.21, that those |osses incurred during
those exploration and devel opnent phases get to be
carried forward into 43.21.

CO CHAIR SEATON asked whet her having the aforenentioned
provision in AS 43.20 or in AS 43.21 wuld take care of DOR s
concern.

M5. BALES expl ained | anguage needs to be in either AS 43.20 or
AS 43.21 that addresses when a corporation is subject to tax
under another provision, if that provision relates to oil and
gas. She turned attention to paragraph C of the letter, saying
this is simlar to the concern in paragraph B that there is a
provision that allows for |ease acquisition paynents, property
taxes, and interest incurred prior to production; those itens
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would not be allowed to be deducted against future production
i ncome, because the nethodol ogy that gives those deductions is
in AS 43.20. This also causes confusion and is a "disconnect."
Ms. Bales continued to explain that in addition to the |oss
itens discussed in paragraph B, capital expenditure itens need a
provision to carry theminto AS 43.21 when a corporation starts
pr oduci ng.

CO- CHAIR SEATON clarified that if in AS 43.20 there were a
provi sion that expenses could be carried forward into AS 43.21
and used against taxes - if they had not been previously offset
by credits - that would take care of the situation.

M5. BALES said DOR requires |anguage that tal ks about ensuring
that capitalized itens, and any renmaining basis in those
properties and capitalized itens, are carried forward into AS
43. 21.

CO- CHAIR SEATON repeated for the benefit of staff from
Legi slative Legal and Research Services, Legislative Affairs
Agency.

1:27: 50 PM
CO CHAI R FEI GE passed the gavel to Co-Chair Seaton

M5. BALES turned to paragraph D of the letter, and observed that
there is no language in AS 43.21 that requires property to be
capitalized and depreciated; there was an attenpt to do that in
AS 43.21.210 (c)(5) but that |anguage allows a conpany to wite-
off the direct cost of purchasing a piece of equipnent, and al so
allows the conpany to take depreciation on the sanme equipnent.
Al though the intent here was to require that property be
capitalized and not taken as a direct expense, that is not what
this | anguage says. Agai n, specific language is needed that
says property must be capitalized and depreci at ed.

CO CHAI R SEATON asked Ms. Bales to restate the |anguage needed
in Section 5.

M5. BALES advised there are nmany provisions in the Internal
Revenue Code that deal with these issues and it is extrenely
conpl ex. In further response to Co-Chair Seaton, she
acknow edged it was possible to adopt a provision in the code
but cautioned that the code has lots of different ways to handle
property, and adopting the provisions in the Internal Revenue
Code nmakes sense. She clarified that the capitalization

HOUSE RES COW TTEE -7- April 6, 2012



provi sions that talk about capitalization, and how to determ ne
basis for depreciation, are in Section 1231. The provisions
within the Internal Revenue Code are various and different code
sections nmay be relevant. It is difficult for DOR to pinpoint
that a specific code section is relevant, because the departnent
needs to know the full intent of the |egislation.

CO CHAI R SEATON explained that the intent is to get property
capitalized, using the current capitalization depreciation
schedul es. He asked whether there exists in Al aska Statutes
such a regul ati on.

1: 33: 23 PM

M5. BALES said under the current corporate inconme tax, DOR
adopts the entire Internal Revenue Code - including all of the
regul ati ons, revenue rulings, and court cases - which gives DOR
a broad basis of guidance. She summarized that the biggest
issue is that because AS 43.20 is "stand alone" and does not
adopt the Internal Revenue Code, many situations are not
addr essed. Furt her nore, the proposed  bill requires a
corporation's oil and gas production activity to be taxed under
AS 43.21, but other activity to be taxed under AS 43.20, and DOR
antici pates problens bringing those two activities together.

CO CHAI R SEATON suggested the | anguage could say, "Property wll
be <capitalized wunder 43.21 in the same manner that it's
capitalized in 43.20."

M5. BALES opi ned that |anguage would help for the capitalization
of property, but there would still be questions on provisions in
AS 43.21 related to previous deductions, the depreciation of
assets, and timng.

CO CHAI R SEATON recomended adopting the depreciation schedule
currently used by the Internal Revenue Service (IRS)

M5. BALES observed that currently oil and gas conpanies do not
calculate their depreciation the same way as for their federa
t axes, because they are required to use the Internal Revenue

Code as of 1981. Again, in the bill there remains separate
accounting for oil and gas, but worldw de apportionnent for
ot her activities. In fact, DOR is highly concerned because it

cannot | ook to the Internal Revenue Code for guidance pertaining
to interconpany transactions, and capital gains and | osses,
since those transactions are now being accounted for
significantly differently. Moreover, the capital gains and
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| osses provisions in the Internal Revenue Code are even nore
numerous than the consolidated corporation rules. Ms. Bal es
then directed attention to paragraph E of the letter, noting
again that the provision in AS 43.21.210(c)(7) has no related
| anguage in AS 43.20. Paragraph F addresses AS 43.21.210(c)(8),
whi ch all ows expenses that were incurred on dry hol es, abandoned
wel I's, and unsuccessful exploration, to be witten off; however,
t hose expenses would have already been deducted under AS 43.20
as part of an operating |oss. Needed is |anguage that allows
t he cal cul ati on of operating |oss under different nethodol ogy.

1:39: 40 PM

CO- CHAIR SEATON inferred there could be a restriction so that
the state would not pay a tax credit on an expense, and then
all ow the expense to be deducted. |In response to Ms. Bales, he
said he was referring to a production tax credit.

M5. BALES surmi sed Co-Chair Seaton intended that a conpany that
received a credit in its production tax neans that the val ue of
t hat expense in corporate tax should be reduced.

CO CHAI R SEATON said yes, the tax should be reduced, or the tax
credit should be declared as incone.

MS. BALES advised that is a definite departure fromthe Interna
Revenue Code, so there would need to be specific |anguage to
that affect. M. Bales continued to paragraph G and questioned
whether the intent was to disallow the film production tax
credit.

CO-CHAIR SEATON indicated the commttee would further discuss
the filmproduction tax credit.

M5. BALES, as an aside, pointed out that the Internal Revenue
Code credits are adopted under AS 43.20, thus federal credits
are allowed for expenses incurred in Alaska or elsewhere, but
woul d not be under AS 43.21.

1:44: 07 PM

CO- CHAI R SEATON confirmed that those federal credits are all owed
to be used anywhere in the U S.

M5. BALES said yes. She returned attention to paragraph H,

saying that this provision is probably DOR s biggest concern; as
a matter of fact, DOR is unsure as to whether adopting the
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I nternal Revenue Code in its entirety provides the solution. As
the bill directs, interconpany transactions would only be
al l oned when they are to the benefit of an oil and gas producing
activity in Al aska. Under the Internal Revenue Code, rmany
i nterconpany transactions are not recognized - they negate
t henmsel ves - thus adopting the Internal Revenue Code does not
necessarily put the issue to rest. She said DOR would need
specific l|language that identifies what type of transactions a
corporation in Alaska has with a sister conpany that provides a
benefit to the oil and gas production activity in Al aska. In
response to Co-Chair Seaton, she gave the exanple of an oil and
gas parent conpany that has a subsidiary which is a production
conpany producing oil and gas in Al aska. If the parent conpany
creates a sister conpany which supports the production activity
of the subsidiary, the parent conpany is required to calculate
its t ax under water's edge formul ary apportionnent.
Furthernore, based on the |anguage of the bill, the sister
conpany would no |onger be an oil and gas conpany, and not part
of the consolidated group conducting predom nately oil and gas
activity. In this case, DOR is unsure how to deal wth the
sister conmpany's activities and expenses.

REPRESENTATI VE GARDNER asked whether conpanies divide up their
activities for tax purposes; if so, are services by a subsidiary
- which nmay have other partners - that are paid by the parent
conpany, direct costs.

MS. BALES agreed that subsidiaries are often created for tax or
geogr aphi cal purposes. Common problens dealing with billings
that are all going to be paid for by the parent corporation are
transfer pricing, overpricing, and switching inconme from one
jurisdiction to another. She reconmmended that DOR and the bil
sponsor have further discussions related to sister corporations.

1:50: 20 PM
CO CHAI R SEATON suggest ed | anguage as fol | ows:

| nterconpany expenditures nust be calculated on a
commercially reasonable rate

MS. BALES acknowl edged the aforenentioned |anguage would be
hel pful ; however, during an audit one of the biggest issues the
RS deals with is when a donestic corporation transfers incone
offshore to a foreign corporation wth the sane parent
cor porati on. An additional concern about this legislation is
that conpanies will learn to legally "inconme shift" within the
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confines of this proposed statute. Returning attention to the
letter, Ms. Bales explained that paragraph | is a list of issues
incongruent wth the Internal Revenue Code such as certain fines
and penalties that are not deductible against corporate incone
tax, but are deductible under AS 43.21. Al so, subchapter S
corporations are not taxed as corporations under Al aska
corporate income tax, but are - in certain cases - taxable under
AS 43. 21.

CO- CHAIR SEATON asked whether there are subchapter S
corporations in Alaska that are -engaged in oil and gas
producti on.

M5. BALES said she would provide that information. Cont i nui ng
with the list of issues from paragraph 1, she inforned the
commttee intangible drilling <costs are required to Dbe
capitalized and depreciated wunder current Al aska corporate
income tax, but are not under AS 43.21, and dividend incone nmay
or may not be taxable. In response to Co-Chair Seaton, she
explained dividend income nmay be interest i ncone from
i nvestnments or from operations by a parent corporation. At this
time, HB 328 dividend incone is separated from oil and gas
production activity. The fifth issue in paragraph | was that
the bill does not require an anmended return if there is a
federal audit or federal anended return. The sixth issue in
paragraph | was that charitable contributions made by a
corporation solely engaged in oil and gas production activity do
not appear to be deducti ble. In response to Co-Chair Seaton,
she explained that this issue would arise because a corporation
whose only activity is oil and gas production is currently
all owed to deduct its contributions.

1:58:44 PM
MS. BALES continued to the seventh issue in paragraph |, noting

t hat under federal |aw, gains and | osses are separated into many
types, but it is unclear to DOR as to how gains and |osses

shoul d be treated under the proposed bill. The eighth issue in
paragraph | was that as the bill is witten, everything cones
under AS 43.21, and the Internal Revenue Code needs to be
adopted to maintain consistency. In conclusion, M. Bales

reiterated there are likely other issues and itens that DOR did
not consider and, although nost issues could be taken care of by
adopting the Internal Revenue Code, DOR nust |ook at the effect
of different segnments of the |legislation on corporations, and at
the intent of the |egislature.
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CO CHAI R SEATON t hanked Ms. Bales for her helpful presentation
He spoke of the legislature's responsibility to create policy
with few questions, and the value of cooperation from agencies.

He also noted that a policy call on separate accounting is
especially rel evant in I'ight of t he announcenent by
ConocoPhillips that it has split into two corporations:
Phillips 66 will have all of the downstream operations, nost of
which are outside of Alaska, and ConocoPhillips wll retain

upstream oper ati ons.

There followed discussion about ConocoPhillips, and Co-Chair
Seaton recommended a recent article in Petroleum News on the
organi zati on of integrated conpanies.

REPRESENTATIVE P. WLSON observed there was another letter
included in the conmttee packet from DOR dated 3/16/12.

CO CHAIR SEATON explained that CS Version | was created in
response to the issues brought forth in DOR' s letter of 3/16/12.
The letter discussed today, dated 4/3/12, would be the basis for
further refinement of the bill.

2: 08: 54 PM

[ HB 328 was hel d over. ]

ADJ OQURNNMENT

There being no further business before the commttee, the House
Resources Standing Conmttee neeting was adjourned at 2: 09 p. m
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