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MATTHEW FONDER, Direct or

Anchorage O fice

Tax Divi sion
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Anchor age, Al aska

POSI TI ON STATEMENT: During the hearing on CSSB 21(FIN) an(efd
fld), answered questions regarding proposed anendnents to the
proposed commttee substitute, HCS CSSB 21, Version K

M CHAEL PAWLOWEKI, O | & Gas Devel opnent Project Manager

O fice of the Conm ssioner

Depart ment of Revenue (DOR)

Anchor age, Al aska

PCOSI TI ON STATEMENT: During the hearing on CSSB 21(FIN) an{efd
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proposed commttee substitute, HCS CSSB 21, Version K

SUSAN POLLARD, Assistant Attorney General
Ql, Gas & Mning Section

Cvil Division (Juneau)

Depart ment of Law (DQL)

Juneau, Al aska
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PCOSI TI ON STATEMENT: During the hearing on CSSB 21(FIN an(efd
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LENNI E DEES, Audit Master
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Anchor age, Al aska
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MARI E EVANS, Tax Counsel

ConocoPhi | l'i ps Al aska, Inc.

Anchor age, Al aska

PCOSI TI ON STATEMENT: During the hearing on CSSB 21(FIN) an{efd
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Anchor age, Al aska
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ACTI ON NARRATI VE

SB 21-O L AND GAS PRODUCTI ON TAX

[This is a continuation of the April 3, 2013, neeting during the
course of the discussion of Amendnent 31, the text for which is
provi ded at the end of this docunent.]
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12: 00: 23 AM

MATTHEW FONDER, Director, Anchorage Ofice, Tax D vision,
Depart ment of Revenue (DOR), agreed with M. Pol lard' s
testinmony, although he said he would have to research the
gquestion to provide an answer with 100 percent confidence.

CO CHAIR SADDLER asked what the actual fiscal inpact of this
woul d be.

M CHAEL PAW.OWBKI, G| & Gas Devel opnent Project Manager, Ofice
of the Commi ssioner, Departnent of Revenue (DOR), replied he
does not believe DOR has a "fiscal inpact understanding around
this particular provision." The central issue is about the
treatment of transportation costs for a taxpayer that is also an
owner and an affiliated shipper on a pipeline. An exanple would
be when one of the taxpayers owns a piece of the pipeline or
transportation system used for shipping the oil; this is the
issue in the current |aw

CO-CHAIR SADDLER recalled the contentiousness of the Trans-
Al aska Pipeline System (TAPS) tariff case.

REPRESENTATI VE TUCK noted there has been no testinobny on this
issue and over several years no concerns have been raised;
therefore, he said he would vote agai nst the anmendnent.

REPRESENTATI VE TARR asked under what circunstances the state
woul d be able to collect taxes if an adjustnment was warranted.

12: 03: 34 AM

SUSAN POLLARD, Assistant Attorney GCeneral, GIl, Gas & Mning
Section, Cvil D vision (Juneau), Departnent of Law, restated
Representative Tarr's question: If a tariff is later adjusted
and then the transportation costs change, can the state collect
t he adj usted anmobunt? She said the answer is yes.

LENNI E DEES, Audit Master, Production Audit G oup, Tax Division,
Department of Revenue (DOR), further explained that if a tariff
changes after a taxpayer has filed, as authorized by AS
43.55. 075, the taxpayer is required to refile if there is a
change in the tax due, which is a combn occurrence when a
tariff has been disputed before the Federal Energy Regul atory
Comm ssion (FERC) or the Regulatory Conm ssion of Alaska (RCA).
A ruling fromeither commssion to lower the tariff wll inpact
the taxable value of the oil. He described the current process
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of <calculation under ACES, and advised that an effect of
Amendment 31 would be a decrease in the anount of taxes.

CO CHAI R FEI GE asked whether reasonable costs of transportation
have typically been | ower or higher.

MR. DEES clarified that the taxpayer deducts the |ower of actual
or reasonable costs; if the reasonable cost of transportation
calculated by DOR is |ower than actual cost, taxpayers are only
allowed to deduct the reasonable cost. This only occurs wth
t axpayers that have affiliated carriers. As referred to by
Representative Hawker, prior to ACES, three conditions were
required to be true for reasonable costs of transportation to
apply; however, under ACES only one condition has to be true. A
nunber of taxpayers in Al aska have ownership in pipelines, and
are required to neet the "reasonable cost of transportation
test."”

12: 07: 41 AM

REPRESENTATI VE SEATON directed attention to Amendnent 31, page
2, line 5 which directs that transportation costs wll be fixed
by what is on file, instead of what has been adjudi cated as j ust
and reasonabl e by RCA or another agency. He surmised this neans
if a conmpany is shipping on its own pipeline, it can "jack up
the rate in the pipeline" and pay the rate, thereby reducing the
value of the oil and |owering taxes. O, if one owns the
tankers, instead of paying what another would pay for shipping,
the owner could pay nore and subtract the higher "supposed
value." This would artificially create a higher transportation
cost. Representative Seaton recalled this is the situation that
cost the state about $6 billion in the settlenent of TAPS tariff
[itigation. He said allow ng conpanies to have higher rates on
file for affiliates, allows themto value their oil [ower at the
wel | head. He said he would vote agai nst adopting the anmendnent.

12:10: 14 AM

CO CHAIR FEI GE agreed that owners of the pipeline could increase
their actual costs; the anendnent says that the reasonable costs
of transportation are actual costs, except when the parties are
affiliated, or when the <contract is not an arms-length
transacti on. For exanple, BP Exploration Alaska Inc. has an
ownership share in the pipeline, and if shipping its oil,
reasonabl e costs would rule, as opposed to actual costs.
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REPRESENTATI VE HAWKER said he did not believe the circunstances
as previously described are accurate, and invited testinony from
an expert witness to explain the industry's perspective on - and
rationale for - the anmendnent.

12: 12: 24 AM

MARI E EVANS, Tax Counsel, ConocoPhillips Al aska, Inc., recalled
a long-standing practice that existed in |aw under the Econom c
Limt Factor (ELF) [enacted in 1977] and the Petroleum
Production Tax (PPT) bill [enacted in August 2006] changed under
Al aska's Clear and Equitable Share (ACES) [enacted in Novenber
2007]. At the tine of the ELF and PPT statutes, the requirenent
to refile was in regulation, but was noved from regulation into
AS 43.55. 075. If a conpany were to "jack up the tariff," the
state and shippers have the right to protest the rates, and
after the rates are settled or adjudicated, the taxpayer is
required to refile taxes. Interest is paid from the date due,
even though the litigation process may be very |ong. Ms. Evans
urged the commttee to keep in mnd that this situation creates
uncertainty at the tine taxes are filed. As a taxpayer, there
is no choice other than to deduct what is paid and, if prices
are changed, refile relative to the refund from the carrier
conpanies to the shippers. Al so, although DOR was diligent
during the regulation process, the regulations are long and
extrenely difficult to wunderstand, which I|eaves the final
interpretation open to DOR s discretion. She concl uded that,
ideally, a self-assessed tax should be known and cal cul able by
the taxpayer at the time it is due.

12:17: 14 AM

CO CHAI R FEI GE asked whether Ms. Evans worked for ConocoPhillips
Al aska under the previous set of statutes.

M5. EVANS said she came to work for ConocoPhillips Al aska as in-
house counsel after ACES passed, thus her experience with the

previous tax policy was gleaned while working on appeals. In
further response to Co-Chair Feige, she opined that adopting the
amendnent will result in less challenge and nore certainty when

the tax is cal cul at ed.

REPRESENTATI VE HAWKER expressed his concern that the bill is
asking taxpayers to file taxes - that are subject to audits -
foll ow ng regul ati ons "nobody quite understands." He restated
that prior to ACES there was a nechanism in place that worked
for everyone; this anendnent replaces that nechanism The
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anount that a taxpayer actually pays is a reasonable amunt to
pay for a transportation deduction, and pointed out the
exception that certain circunstances will lead to a rate that is
on file with a regulatory body, and that is subject to change by
a regul atory body.

12:19:47 AM

REPRESENTATI VE SEATON urged the commttee to consider that the
| anguage deleted is "adjudicated as just and reasonable,” and is
being replaced with "what you pay yourself." He suggested nore
testinmony is needed from | egislative attorneys to advise on tax
liability and calculations, and also to advise on the prior
l[itigation that showed that higher charges, in order to reduce
gross value at the point of production, occurred.

REPRESENTATI VE HAVWKER guesti oned t he af orenent i oned
characterization of the issues surrounding the tax settlenent.

REPRESENTATI VE TARR nmai nt ai ned her objection, and said her staff
estimates that the cost of the anendment nmay be over $150
mllion per year. She requested DOR to coment on the potentia
fiscal inpact.

VR. PAW.OWSKI indicated that wthout knowing the actua
calculations around the particular tax rate and per Dbarrel
al l owances in the bill, he was hesitant to respond.

12: 22: 35 AM

DAN STI CKLE, Assistant Chief Econom st, Anchorage Ofice, Tax
Di vision, Departnent of Revenue (DOR), said to calculate the
fiscal inpact he needed to know the potential change in the
tariff.

REPRESENTATI VE TARR, in response to Co-Chair Feige, said her
estimte was based on information from her staff. She said she
is requesting this information because it would be helpful to
have sone idea of the inpact in order to protect the state's
i nterests.

MR. STICKLE, referring to Representative Tarr's estimte, said

"My gut feeling is that's probably on the high end of the range
that we would arrive at if we did do a detailed analysis.”
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MR. PAW.ONBKI asked whether the Tax Division in Anchorage knows
what is currently deened as reasonable transportation cost
versus actual transportation cost.

MR. FONDER said his division is unable to run nunbers at this
time because the enployees who work with the reasonable cost of
transportation are not present and woul d need additional time to
delve into this issue.

12: 24: 33 AM
A roll call vote was taken. Representati ves Hawker, d son,
Johnson, and Feige voted in favor of Amendmnent 31.

Representati ves Tuck, Seaton, Tarr, P. WIson, and Saddl er voted
against it. Therefore, Anendnent 31 failed by a vote of 4-5.

12: 26: 25 AM

REPRESENTATI VE HAWKER noved to adopt Anendnent 32 [text provided
at the end of this docunent].

REPRESENTATI VE TARR obj ect ed.

REPRESENTATI VE TUCK asked whether Amendnment 32 was drafted by
Legi sl ative Legal and Research Services.

REPRESENTATI VE HAWKER said the structure of the anmendnent
drafted by Legislative Legal and Research Services was
unsati sfactory; therefore, Anendnent 32 is presented with the
same |anguage, but "the organization of the |anguage is
different.” He asked for Amendnent 32 to be considered a
conceptual anendnent and said the purpose of the change in the
structure of the anmendnent is to ensure that this [subsection]
of statute is placed as [subsection] (a) instead of [subsection]

(m.

REPRESENTATIVE TARR stated that during this session the
commttee has been following a policy that all anendnments nust

cone from Legislative Legal and Research Services. On two
occasions she offered anmendnents that were not accepted by the
committee for this reason. At this critical tinme, she urged

that the rule not be broken.

REPRESENTATI VE TUCK recalled he offered an anmendnent to correct
a small drafting error which was denied for the sane reason and
he was directed to offer an amendnent to the anmendnent. He
urged that the commttee not accept this conceptual anendnent.
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REPRESENTATI VE HAWKER sai d New Amendnent 32 is forthcom ng.

12:29: 03 AM

The commttee took an at-ease from12:29 a.m to 12:41 a.m

12:41: 25 AM

REPRESENTATI VE HAWKER wi t hdrew Amendnent 32 as offered. He
noved to adopt New Anmendnent 32, |abeled 28-GS1647\K. 34,
Nauman/ Bul | ock, 4/3/13, [text provided at the end of this
docunent ] .

REPRESENTATI VE TUCK obj ect ed.

12: 42: 10 AM

REPRESENTATI VE HAWKER noved to adopt Anmendnent 1 to New
Amendnent  32. He explained the purpose of Anmendnent 1 to New
Amendnent 32 is to replace New Anendnent 32 with the docunent
that was provided to conm ttee nenbers | abel ed Anendnent 32.

REPRESENTATI VE TUCK obj ect ed.

REPRESENTATI VE HAWKER expressed his preference for the |anguage
in Anendnent 32 because it preserves the sequential order of
statute, it is nore |egible and understandable, and it is easier
to interpret. The substance of the |language in Anendnent 32 is
identical to the |anguage in New Anendnent 32.

REPRESENTATI VE TUCK rmai ntai ned his objection, saying there have
been anendnents drafted by Legislative Legal and Research
Services that had sinple mstakes, but attenpts to offer

anendnents to correct the mstakes were denied. He said
Amendnent 1 to New Anendnent 32 is a way to get around what has
been denied to other conmttee nenbers. Representative Tuck

asked for comments from Representative Johnson, chair of the
House Rul es Standing Commttee.

REPRESENTATI VE JOHNSON asked whether Representative Tuck was
requested to amend his anendnent at the tinme of t he
af orenenti oned i nci dent.

12:44: 49 AM
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REPRESENTATI VE TUCK relayed that after the introduction of his
anendnent was denied, he suggested anending the anendnent.
However, his suggestion was al so deni ed.

REPRESENTATI VE JOHNSON said the procedure to anend an anmendnent
is proper, and the decision to accept or deny an anendnent rests
wi th each individual commttee chair.

REPRESENTATI VE SEATON drew attention to Anmendnent 32, page 1,
line 7, with a date of March 31, 2006, and to New Anendnment 32,
page 1, line 10, wth a date of January 1, 2014, and pointed out
t hat the anendnents were described as identical.

REPRESENTATI VE HAWKER acknow edged the January 1, 2014, date in
t he docunent drafted by Legislative Legal and Research Services
IS incorrect.

REPRESENTATI VE SEATON said there is also a title change in the
docunent drafted by Legislative Legal and Research Services, and
guestioned whet her there are other substantive changes.

REPRESENTATI VE HAVKER sai d no.

REPRESENTATI VE TARR asked whether the chair has ruled that the
previous requirenents of "24-hours" and that all amendnents nust
be drafted by Legislative Legal and Research Services are no
| onger in place.

COCHAIR FEIGE noted the original anendnent was drafted by
Legi sl ative Legal and Research Services, and the sponsor has
offered an anendnent to the amendnent. This is proper
procedure, he said.

REPRESENTATI VE TUCK nmi ntained his objection, pointing out that
t he anendnent was drafted on 4/3/13. To conply with the 24-hour
rul e, the anmendnment woul d have had to be drafted on 4/2/13.

COCHAIR FEIGE explained that all of the anendnents were
returned to Legislative Legal and Research Services to be
conformed to the commttee substitute, Version K

12: 48: 03 AM

A roll call vote was taken. Representati ves Johnson, d son
Seaton, P. WIson, Hawker, Saddler, and Feige voted in favor of
Amendnment 1 to New Anendnent 32. Representatives Tarr and Tuck
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voted against it. Therefore, Anmendnent 1 to New Amendnent 32
was adopted by a vote of 7-2.

12: 48: 50 AM

REPRESENTATI VE HAWKER explained that New Anendnent 32, as
anended, addresses the issue of joint interest billings. The
amendnent would restore |language in AS 43.55.165, on |ease
expenditures, to what the |anguage was for [subparagraphs] (A),
(B), (©, and (D), prior to the passage of ACES. "So we are
sinmply going back to |anguage that was established to define
| ease expenditures when the original PPT |egislation passed,” he

sai d. One of the significant changes, for exanple, is that on
page 1, line 12, the language from PPT is restored to "the
department shall consider, anong other factors," instead of "nmay

consider,” which was the |anguage under ACES. He advi sed that
the changes preface allowable |ease expenditures to include the
ordinary and necessary costs upstream of the point of
production, and this relates to the |anguage that says the

departnment  "shall consi der, anong other factors, typi cal
i ndustry practices and standards in the state that determ ne
costs.” He directed attention to [subsection] (c), on page 2,

beginning at line 17, and paraphrased as foll ows:

if the departnent finds that the pertinent provisions
of a unit operating agreenent or simlar operating
agr eenent are substantially consistent wth the
departnment's determ nations and standards under (a) of
this section concerning whether costs are |ease
expenditures, the departnent may authorize or require
a producer, subject to conditions prescribed under
regul ati ons adopted by the departnent, to treat as
that portion of its |ease expenditures ..

12:51: 34 AM

REPRESENTATI VE HAWKER continued to explain that the anendnent
will enable conpanies to utilize costs that are incurred by the
operator and that are billed from one to another, or that would
be billed. As an aside, he characterized the costs that are
billed from one operator to another as a reasonable and
fundanmental determination of the costs of operating in the oi
fields. Directing attention to Section 37 of the bill, which is
adding (d) back into statute, on page 3, beginning at |ine 15,
he paraphrased as foll ows:
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if the departnent mekes the finding described in
(c) of this section with respect to a unit operating
agreenent or simlar operating agreenent and, in
addition, finds that at |east one working interest
party to the agreenent, other than the operator, wth
substantial incentive and ability to effectively audit
billings, under the agreenent in fact is effectively
auditing billings under the agreenent, the departnent
may authorize or require a producer, subject to
conditions prescribed under regul ati ons adopted by the
depart nent, to treat as that portion of its |ease
expenditures for a cal endar year applicable to oil and
gas produced from a |lease or property in the state
only ...

12:54: 45 AM

REPRESENTATI VE HAWKER further explained that the | anguage
applies if the departnment finds that the wunit operating
agreenents are substantially consistent with the departnment's
determ nations and standards, and further determ nes that one
party who is not the operator, but that has the incentive and
ability to audit the billings, is doing so. He clarified that
the agency nust find that the agreenents are substantially
simlar, and then that the audit process underway is effective
and in place. If the aforenentioned two requirenents are net,
the departnment nay adopt regulations to treat - as a portion of
a party's lease expenditures in a calendar year - those costs
that are billed in the working interest agreenents. He rem nded
the commttee that working interest agreenents are the
foundati on of how the industry on the North Slopes works: t wo
or three producers operate together, wth one running a
particul ar devel opnment and billing its partners. He said these
billings are audited, and there can be no collusion between the
parties, because these billings are the manner by which the
industry defines and details the sharing of the expenses for
operating the fields. |In fact, the anendnent puts back in place
the ability of the departnent to utilize the audits and consi der
them anong typical industry practices; this is done by repl acing

"may" with "shall." He restated that the |anguage is not new
and was legally crafted and existed in the original PPT
| egi sl ati on. Furthernore, the joint interest billings are used

by the oil and gas industry to file federal incone tax returns,
thus this information is also audited internally, subject to
audit by the Internal Revenue Service (IRS), and is certified by
seni or managenent of the conpanies. |f the conpanies agree that
these are the correct costs of operating, he suggested that the
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| egislature is overstepping its authority if the state wites a
regul ation that does not allow the state to use the costs as a
basis to audit producer tax returns. Representati ve Hawker
noted testinmony by the oil and gas industry seeking consistent,
one-time filing, wthout nmultiple sets of books driven by
departnent regulations that are not relevant. He opined the
department has been unable to conplete audits in a tinely manner
because it does not rely upon the work of other auditors as was
done wunder PPT. Restoring the prefacing |anguage back into
statute on what constitutes a |ease expenditure as established
in the PPT legislation before ACES will tell the departnent that
it is required to use operating agreenments - under the
conditions allowed - as guidance for what is typical industry
practice for ordinary and necessary costs upstream of the point
of producti on.

1: 01: 21 AM

REPRESENTATI VE HAWKER continued, saying when ACES passed, the
departnent's interpretation was that it would not wuse the
billings, and that was a change that created a great deal of
confusion, multiple bookkeeping, and inconsistency. The present
| anguage does not capture typical industry practice, or allow
appropriate deductions of ordinary and necessary costs by an
oper at or. He stressed New Amendnent 32, as anended, is not a
nullification of present regulations, but does require a review
of present regulations for consistency, and a recognition and

greater acceptance of joint interest billings as a standard upon
which to look at costs of production in an easier, nore
efficient, and nore effective way for all of the parties

i nvol ved. The anendnent puts back in place the |anguage in the
original PPT |egislation, which would be effective fromthe date
of the original PPT |egislation.

1: 03: 32 AM

REPRESENTATI VE P. WLSON ascertained that the current procedure
is for the departnent to audit the operator and each party, but
with the passage of this anmendnent, the departnment will only
audit the operator.

REPRESENTATI VE HAWKER stated that joint interest billings are
agreed to and audited anpbngst the participants. The amendnent
would allow the departnent to decide that iif the audit is
properly executed by a party that is not the operator, the audit
can be accepted as a basis of the oil and gas production tax
return.
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CO CHAI R SADDLER asked the Tax Division for the advantages and
di sadvant ages of the current system

1: 06: 08 AM

JOHN LARSEN, Audit Mster, Anchorage O fice, Tax Division, DOR

addressed the statenent that the departnment's regulations have
no bearing on how industry functions, and the statenent
regarding the |ease expenditure statute. The Ilegislature
repealed AS 43.55.165 (c) and (d) as of 7/1/07, thus the
department wote a set of regulations for determning the
reasonabl e costs of allowable |ease expenditures. In addition

regul ati ons were necessary in the case of a single operator with
no third party auditing of the agreenent. Turning to the use of
typical industry practices, his professional opinion is that the
regul ations do account for ordinary and necessary costs of oil

field operations for exploration, developnent, and production.

As the regul ations were being devel oped, the departnment anal yzed
and conpared wunit operating agreenents, because the joint
interest billing is the invoice for the shared cost, which is an
i ndustry standard. He pointed out that the departnment sought to
| ook not only at standard industry practices in Al aska, but also
relied on interpretations by the Council of Pet r ol eum
Accountants Societies (COPAS), a nationw de organization of
conpani es throughout the industry. The organization 1is
dedicated to the promulgation of fair accounting standards for
all conpani es. Specifically, a COPAS nodel-form accounting
procedure was used as a baseline for the regulations. M.

Larsen said the departnent also used the Departnent of Natura

Resources (DNR), Division of Ol & Gas (DOG, net profit share
| ease (NPSL) regul ations. He offered to prepare a matrix that
denonstrates the symetry between the departnent's regul ations
and COPAS standards. One of the goals of the departnent was to
establish a single standard of |ease expenditure regulations
that could be applied throughout the state. Turning to
Representative Hawker's conment on IRS filings, he acknow edged
that there are IRS standards; however, he pointed out, the IRS
audits for inconme tax and not for oil and gas production taxes.

MR. LARSEN advised that joint venture audits, which are
performed by the conpanies, are audits in the interest of the
conpany, nhot in the interest of the state, and if the state is
bound by the joint interest agreenent, it is bound to an
agreenent of which it is not a party.

1: 13: 01 AM
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CO CHAI R SADDLER restated his question

MR. LARSEN said one advantage of using the state's regulations
is that a single standard is established throughout the state.
He said he would give nore thought to the disadvantages of the

current system One advantage to the system proposed by the
amendnent is the convenience of using joint interest billings

however, he reiterated, the auditors are auditing for the
interest of their conpanies. He further opined the IRS

determ nes allowable costs for inconme tax, not production audit
tax, and there is quite a difference.

1: 15: 33 AM

CO CHAI R FEI GE asked whether the division will be able to audit
as effectively on behalf of the state, if New Anendnent 32, as
anended, is adopt ed.

MR. LARSEN replied no, because the audit authority is being
removed from the departnment and placed in the hands of the
parties of interest.

CO- CHAIR FEIGE wunderstood the anendnent provides that the
departnment would be able to audit the books of the operator of a
parti cul ar devel opnent and determne which expenses are
al | owabl e, which would pass to the other | easehol ders.

1:17: 03 AM

MR. DEES said that is one of the approaches the departnent coul d
take in the case of joint venture operating agreenents; however,
there has been resistance from the partners to this approach
because each individual conpany is being assessed a production

tax based on its own filing. Therefore, a conmpany nmay be a
partner in several joint ventures, and also have activities in
st and- al one operations. The departnment |ooks at each conpany
individually in order to maintain confidentiality during an
audi t . Changing to net tax in a situation where there are
taxpayers that are not operators presents challenges, as the
details are on the joint interest billings. He opined the

anendnent does not change current procedures because departnent
regul ati ons do consider several operating agreenents within the

state. Furthernore, wusing the departnent's standards for
allowabl e |ease expenditures is to maintain the same set of
standards for each taxpayer for consistency. For exanple, in

statute, certain expenditures are not allowable, even though
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they are shared costs billed between partners in a joint
operating agreenment, such as those defined in AS 43.55.165
[ subsection] (e). M. Dees concluded that the approach taken by
t he departnent best serves the statute as witten.

1: 20: 37 AM

CO CHAIR FEIGE asked whether the departnent would be able to
process audits nore efficiently if the anendnent is adopted.

MR. DEES pointed out that |ease expenditures are just one part
of the activities perused in an audit; other activities audited
are revenues and transportation costs. He acknow edged that
this approach may accelerate the |ease expenditure part of the
audi t.

REPRESENTATI VE HAWKER di sagreed with the inplication that the
amendnent will "allow unallowabl e expenditures." He said the
anmendnent changes in statute "the departnment may consider anong
other factors,” and drew attention to the anmendnent on page 1,
[ine 12, which read:

department shall consider, anong other factors,

(1) the typical industry practices and standards in
the state that determne the costs, other than itens
listed in (e) of this section,

1: 23: 47 AM

REPRESENTATI VE HAWKER expl ai ned that [subsection] (e) includes
the disall owed costs. He then turned attention to page 3, and
said the |anguage directs the departnent to review and ensure
that there is at |east one working interest owner party to the
agreenent, thus there is no issue regarding a single operator.
On page 3, beginning at line 18, he paraphrased as foll ows:

ot her than the operator, with substanti al
incentive and ability to effectively audit and is in
fact effectively auditing C subj ect to -
regul ati ons adopted by the departnent, ... other than

itens listed in (e) of this section

REPRESENTATI VE HAWKER urged that the departnent should inplenent
the standards the legislature has determned - rather than its
own set of standards - on what are allowable | ease expenditures.
He restated that the nechani sm worked well before it was changed
under ACES wi thout scrutiny, and said, "W didn't contenplate
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that we would be in fact, the legislature, abrogating our
policy-making role to regulators in the Departnent of Revenue."
Al though still leaving a great deal of power wth the
departnment, the anendnent directs that the "working billings"
will be used as a place to begin an audit, and that they w|
not be discounted. On page 2, beginning on Iline 17, he
par aphrased as foll ows:

if the departnent finds that the pertinent
provisions of a unit operating agreement or simlar
operating agreenment are substantially consistent with
the departnment's determinations and standards under
(a) of this section concerning whether costs are |ease
expendi t ur es,

1:26: 28 AM

EPRESENTATI VE HAWKER said (a) is the policy provision that
reflects the legislature's intention: Lease expenditures are
ordinary and necessary costs upstream of the point of production
incurred by a calendar year ... that are direct costs of
exploring for, developing, or producing oil or gas deposits
| ocated within the producer's |eases or properties in the state
or, in the case of land in which the producer does not own a

working interest, that are direct costs of exploring for oil or
gas deposits located within other land in the state.

1: 28: 08 AM

REPRESENTATI VE TARR said she objects to the amendnent because
the state will no longer get needed information from the audit.
She conpared the effect of the anendnent to negotiating on taxes
with one's self, which would result in a better position than
negotiating with the IRS She understood that the reason for
the change in ACES was because under the PPT tax, the tax
revenue was $800 million less than expected, partly due to
larger than expected |ease deductions. Therefore, ACES
| egislation was witten to prevent a reoccurrence.

MR. DEES, although he did not have direct experience, agreed the

af orenenti oned may have been a factor. He opined what led to
the changes in ACES was related to costs from failures due to
deferred maintenance in 2006. In response to Co-Chair Feige, he

said the inpact of |ease expenditures that are higher than
expected would be that production tax values are |ower than
expect ed.
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COCHAIR FEIGE said his question is whether the difference was
due to the definition of |ease expenditure or because of
audi ting practices.

MR. DEES opined it was not due to auditing practices but to the
actual reported expenditures.

REPRESENTATI VE HAWKER noted that the anendnent was drafted to
i ncl ude every change to subsection (e) that was nade in the ACES
| egi sl ati on. “I"'m not trying to go back and change that," he
sai d.

1: 31: 51 AM

REPRESENTATI VE TARR asked M. Dees for clarification on whether
t he proposed process woul d becone nore conplicated when one sole
venture operator is in partnership with others in a joint
venture, and sone exceptions apply but others do not.

VR. DEES suggested that a set of standards for |ease
expenditures that are applicable to all parties affected by a
tax structure is better for the state and the auditors. If the
state establishes standards, just because parties to an
operating agreenent agree to certain costs, would not nean that
the costs are | ease all owabl e expenditures.

CO CHAIR FEI GE expressed his understanding that an auditor who
is auditing the operator would make the determ nation on whet her
a cost is a deductible cost.

MR. DEES observed that the departnent audits the operator as a
t axpayer, not as an operator. Thus, if a cost is not allowable,
it affects that particular taxpayer's assessnent, but not that
of all of the partners. He relayed conpanies are resistant to
the "operator approach”" because taxes are proprietary, and
conpanies do not want the departnent to apply others' tax
assessments on them He explained that with joint operated
costs, one conpany may capitalize a cost and another nay treat
it as an expense; therefore, in response to the w shes of the
conpani es, the departnent audits each taxpayer separately.

1:35: 44 AM
COCHAIR FEIGE questioned why there are differences in

accounting and how costs are accounted for, when all parties are
payi ng based on the sane tax code.
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MR. DEES said the IRS views a partnership as a taxable entity;
however, in production tax the state does not tax partnerships,
and each taxpayer, explorer, or producer is assessed as an
i ndi vidual entity.

REPRESENTATI VE TARR gave an exanple that an individual taxpayer
woul d have different accounting because of differing state and
federal tax codes.

MR. DEES said no; but it could be an internal accounting policy
that differs between the joint interest partners.

REPRESENTATIVE TUCK inquired as to the "push back" the
departnment receives from conpani es.

MR. DEES said he was referring to push back from conpanies that
do not want the departnent to audit an operator, and then use
the results of that audit for assessing others.

1: 38: 35 AM

REPRESENTATI VE SEATON was surprised to hear that the audit
process worked well under PPT, because no audits were conpl eted.
He said his first concern is that the effective date of the
amendnent is 3/31/06, and questioned whether the devel oped
auditing schene and regulations, and the recently funded
conputer system wll have to be revised to apply to joint
operating agreenents. In addition, he asked whether audits wll
apply to all parties at once because "we're auditing a conpany -
not a ring-fence operation.” In fact, all of the information is
needed, thus all of the operators nmay have to be audited first
in order to decide from the joint operating agreenments what was
di sbursed to each individual conpany.

MR. DEES responded that the operator does not have to be audited

first. The department audits all of the activity for that
taxpayer and looks at all of its joint interest billings. A
reconciliation docunent between the billings and the |ease
expenditures that are being deducted, including the excluded

costs in accordance with AS 43.55.165 (e), is requested. The
tax is not calculated on individual joint ventures; for exanple,
the tax structure identifies segnents by areas of the state, and

the North Slope is a single segnent. So, for a conpany in
several joint ventures that produce oil on the North Slope, the
tax is calculated on the totality of its activity. In further

response to Representative Seaton, M. Dees said tw years ago,
the departnment was approved for a tax revenue nanagenent system
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in order to help the departnent catch up with vol um nous anmpbunts
of data, and that systemw || be operational in two years.

1:43: 43 AM

REPRESENTATI VE HAWKER cl osed, saying the intent of the amendnent
is to allow appropriate regulatory oversight for the use of

joint interest billings in order to determne how costs are
al l ocated anongst partners in the oil fields. He said one of
the reasons to go back to using the billings as an auditing tool
is due to the failures and weaknesses that exist in the state
internal accounting control systens. He referred to state

single audit findings for the fiscal year (FY) ending 6/30/12
[ docunent not provided to the commttee] and sai d:

[ The report found] audit findings of material internal
accounting control weaknesses in the Departnent of

Revenue. These are consi dered significant
deficiencies and that is, that in years fiscal 08 to
11, significant deficiencies ... in the controls over
the Tax Division, severance tax audits, were reported.
Control deficiencies included: insufficient audit
oversight, lack of standard procedures gquiding the

audit process, inadequate audit reviews, and untinely
tax return reviews and reconciliation. Addi tionally,
the Tax Division |lacks standardi zed tenplates for the
annual tax return. The current position - this is a
year later - the Tax D vision nmanagenent has nade
i nprovenents in audit oversight, witten standard
procedures, and audit reviews, yes, nevertheless, the
control deficiencies identified in prior audits have
not been fully addressed.

1: 45: 39 AM

EPRESENTATI VE HAVKER t hen pointed out that although the witten
standards were inplenmented in FY 11, the state auditor could not
confirm the full inplenentation of recomrended procedures and,
as of FY 12, no audits were conpleted under the new procedures.
Al so, the audit plan guiding the auditors for tax systens under
PPT and ACES | egislation was not fully designed at the end of FY
12. He read [from a docunent not provided to the commttee] as
foll ows:

Tax Division managenent expects the audit plan to be

conpleted in FY 13 and used for audits starting in
t hat year. Although ... no tax return audits were
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conpleted in FY 12 wunder the new procedures, the
division did conplete an audit of a 2006 tax return
and audits of tax credits.

REPRESENTATI VE HAWKER said |egislative assessments found that
supervisory reviews by the audit tax master were not docunented,
and the audit supervisor review checklist was not consistently
conpleted. Further, he said the report he cited also noted that
noney has been appropriated for managenent and inprovenents, and
the agency response to the report was that it agreed with the

findi ngs. He said the audit division is understaffed and does
not have adequate resources to conplete its task; the anmendnent
will provide a tool to allow the taxpayer and the tax auditor to

wor k together in a reasonabl e and responsi bl e manner.
1:48: 14 AM

REPRESENTATI VE TARR mai nt ai ned her objection, and expressed her
understanding that sone of the delay was caused by the change to
ACES just as the regulations for PPT were devel oped. She asked
whet her the delays are due to a failure of the audit departnent,
or because of the course of tine needed to facilitate two
substantial changes in |egislation. She said she was told that
"once they get the first year done, then they're going to be
able to catch up very quickly."

MR. FONDER agreed. He said his division is currently finalizing
2007 audits; part of the conplexity of the 2007 audits is that
one-hal f of the year is conputed under the provisions of PPT and
one-half of the year is computed under the provisions of ACES
Additionally, the Tax D vision has begun audits on 2008 and
2009, and is planning on conbining two years at a tinme when its
resources all ow

1:52:18 AM

A roll call vote was taken. Represent ati ves Hawker, Johnson
A son, P. WIlson, Seaton, Saddler, and Feige voted in favor of
New Anendnent 32, as anended. Representatives Tarr and Tuck
voted against it. Therefore, New Amendnment 32, as anmended, was

adopted by a vote of 7-2.
A brief at-ease was taken.

1: 52: 20 AM
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COCHAIR FEIGE noved to adopt Conceptual Amendment 33 [text
provi ded at end of this docunent].

REPRESENTATI VE HAVWKER obj ected for the purpose of discussion.
CO CHAI R FEI GE renar ked:

Wen we instituted the floating per barrel credit, one
of the results was that the tax below [$60 per barrel]
- if you renenber from the [Econ One Research] slide
M. Pulliam showed vyesterday evening - the tax
actually went to zero. What this anendnent will do is
make sure that the floating per barrel credit does
not, because it is applied after the tax is assessed

and calculated, this will nake sure that the floating
per barrel credit does not run the total tax bill
bel ow the m ninum tax. So it ensures that our 4
percent mninum tax on the gross is retained - no

matter what - within the | egacy fields.
1:54: 01 AM

REPRESENTATI VE HAWKER observed that the anendnent is clarifying
| anguage, and renoved his objection. There being no further
obj ection, Conceptual Anmendnent 33 was adopt ed.

1:54: 54 AM

REPRESENTATIVE P. WLSON noved to adopt Anendnent 34 [text
provided at end of this docunent].

REPRESENTATI VE TARR obj ect ed.

REPRESENTATI VE P. W LSON expl ai ned Anmendnent 34 woul d change the
proposed tax rate of 35 percent to 33 percent.

REPRESENTATI VE TARR pointed out that Anmendnent 34 would also
adjust the net operating loss credit down to 33 percent, which
she argued, woul d di sadvantage smal| producers.

MR. PAW.OASKI agreed with Representative Tarr that the anmendnent
woul d adjust the loss carry forward credit. However, he said,
it is consistent with previous policy to maintain parity between
that and the base rate from which a taxpayer with a tax

obligation gets a benefit for their expenditures. The | oss
carry forward credit also gives the sane benefit to a new or
i ncunbent producer. Regarding its effect the economcs of a
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smal | producer, the departnment would have to look at the total
econonmcs of the proposed commttee substitute to know the
i npact or to take a position.

1:57:56 AM

REPRESENTATI VE TARR clarified she nmeant to say "a non-taxpayer
so, a small producer or an explorer in that context. So ... by
lowering a tax rate for a taxpayer, that advantages them but
si mul t aneousl y di sadvantages by |lowering the credit for the non-
t axpayer."

CO CHAI R SADDLER surm sed the amendnment directs adjustnments in
the base rate for production tax, except on lines 21-23, which
direct a change to the net operating |loss carry forward.

MR. PAW.OABKI said correct.

REPRESENTATI VE TARR nuai nt ai ned her obj ection.
1:59:13 AM

MR, PAW.OABKI renarked:

Before we nove too far with this I'd just like to
point out that we need to reserve the ability to go
back and rerun these economics <considering the
totality of the anendnents that have been passed
tonight including, in particular, the inpact of the 4
percent gross mninmum on colum (8) [on a slide
provided by Econ One Research entitled, "Average
Government Take for Al Existing Producers (FY2015-
FY2019"], which | believe reflects the ... proposed
amendnent in front of you, which is 33 percent wth
the sliding scale. But it would have a different
inpact at the |ower prices, given the adoption of the
m ni num t ax. "

1:59:41 AM

A roll call vote was taken. Representatives O son, P. WIson
Hawker, Johnson, Saddler, and Feige voted in favor of Anmendnent
34. Representatives Seaton, Tarr, and Tuck voted against it.

Therefore, Amendnent 34 was adopted by a vote of 6-3.

2:00: 43 AM
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CO- CHAIR SADDLER noved to report House Conmttee Substitute
(HCS) for CSSB 21, Version 28-GS1647\K, as anended, out of
commttee with individual recomendations and attached fiscal
not es.

REPRESENTATI VE TUCK obj ect ed.

2:01: 07 AM

The conmittee took a brief at-ease.

2:01: 38 AM

CO CHAI R SADDLER w t hdrew hi s previous notion.

2:01:41 AM

CO CHAIR SADDLER noved to report HCS CSSB 21, Version 28-
GS1647\ K, as anended, out of conmttee wth individual
recommendati ons and forthcom ng fiscal notes.

2:02: 06 AM

REPRESENTATI VE TUCK obj ected, saying nore work needs to be done
on the bill. Many hours have been spent in conmttee hearings
and floor sessions, but there has not been an opportunity to
think things through. His said his objection to noving the bil

is that it has been rushed. In addition, there is other
forthcom ng | egislation on state oil tax policy to consider.

REPRESENTATI VE TARR said her objection to noving the bill is
that substantial changes have been made in the early hours of
t he norning, even though these changes wl| affect every Al askan

for many years to cone. Mst of the fiscal inpacts are unknown,
except for the effect of the commttee substitute, which is
estimated to be alnmost $1 billion in FY 14. However, there is
no information on the fiscal inpact of the other provisions.
She pointed out there are errors in sonme anmendnents, and nore
care should be taken. Finally, the commttee has not had an
opportunity to hear from its constituents regarding these
changes due to the late hour. She opined the public is not well
served by these circunstances.

REPRESENTATI VE SEATON appreciated the opportunity to have |ong

di scussions on the anendnents, although changes may still be
incorporated in the future. He said he wanted to ensure that
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the previously discussed report includes the |anguage related to
the Al aska I ndustrial Devel opment and Export Authority (Al DEA).

2: 06: 29 AM

CO CHAI R SADDLER expressed his belief that the commttee has
made good changes from the ACES tax system through the commttee
process of deliberation. The bill wll be further examned in
the next commttee of referral and on the House fl oor. He said
the need for tax reform in Alaska is clear and the stakes are
hi gh.

CO CHAIR FEI GE thanked nenbers of the committee for their work
on tax law, beginning with HB 72. The process has been an
exhaustive anmpunt of work for nmenbers and their staff, and for
Legi sl ative Legal and Research Services, and he deeply comended
their efforts.

REPRESENTATI VE TUCK mai nt ai ned hi s objection.
2:09: 28 AM

A roll call vote was taken. Representati ves Seaton, P. W] son,
Hawker, Johnson, O son, Saddler, and Feige voted in favor of
reporting HCS CSSB 21, Version K, as amended, out of commttee.
Representatives Tarr and Tuck voted against it. Therefore, HCS
CSSB 21(RES) was reported out of the House Resources Standing
Committee by a vote of 7-2.

2:09: 27 AM

CO- CHAIR FEIGE announced that Legislative Legal and Research
Services has the authority to make technical and conform ng
anendnents to the bill as necessary.

Fol | owi ng are Anendnents 31, 32, New 32, Conceptual 33, and 34:

Anmendment 31, | abel ed GS-1647\ K. 4, Nauman/ Bul | ock, 4/2/13:

Page 1, line 8, follow ng "production;":
Insert "relating to the determnation of gross
val ue at the point of production;"”

Page 22, following line 5:

I nsert new bill sections to read:
"* Sec. 31. AS 43.55.150(a) is anended to read:
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(a) For the purposes of AS 43.55.011 -
43.55.180, the gross value at the point of production
is calculated using the reasonable [ACTUAL] costs of

transportation of the oil or gas. The reasonabl e
costs of transportation are the actual costs, except
when t he

(1) parties to the transportation [ SH PPER]
of oil or gas are [IS] affiliated [WTH THE
TRANSPORTATI ON CARRIER OR WTH A PERSON THAT OMS AN
| NTEREST | N THE TRANSPORTATI ON FACI LI TY] ;

(2) contract for the transportation of oi
or gas is not an armis length transaction [;] or is
not representative of the nmarket value of that
transportation; and

(3) met hod [OR TERMS] of transportation of
oil or gas is [ARE] not reasonable in view of existing
alternative nethods of transportation [ OPTI ONS]

* Sec. 32. AS 43.55.150(b) is anmended to read:

(b) If the departnent finds that the conditions
[A CONDITION in (a)(1), (2), and [OR] (3) of this
section are [IS] present, the [GROSS VALUE AT THE
PO NT OF PRODUCTION IS CALCULATED USING THE ACTUAL
COSTS OF TRANSPORTATION, OR THE REASONABLE COSTS OF
TRANSPORTATI ON AS DETERM NED UNDER THI'S SUBSECTI ON,
VWH CHEVER |S LOWER. THE] departnent shall determ ne
t he reasonabl e costs of transportation, using the fair
mar ket value of Ilike transportation, the fair market
value of equally efficient and available alternative
nodes of transportation, or other reasonable nethods.
Transportation costs fixed by tariff rates properly on
file wth [THAT HAVE BEEN ADJUDI CATED AS JUST AND
REASONABLE BY] the Regul atory Comm ssion of Alaska or
ot her [ANOTHER] regulatory agency [AND TRANSPORTATI ON
COSTS IN AN ARM S LENGITH TRANSACTI ON PAI D BY PARTI ES
NOT AFFILIATED WTH AN OMER O THE METHOD OF
TRANSPORTATI ON| shal | be considered prima facie
reasonabl e.”

Renunber the followi ng bill sections accordingly.
Page 29, line 6:

Del ete "sec. 31"

| nsert "sec. 33"

Page 29, followi ng Iine 10:
| nsert a new subsection to read:
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"(d) Sections 31 and 32 of this Act apply to the
transportation of oil and gas produced on and after
January 1, 2014."

Page 29, |ine 20:
Del ete "sec. 36"
| nsert "sec. 38"

Page 29, |ine 24:
Del ete "37"
| nsert "39"

Page 29, |ine 25:
Del ete "sec. 31"
| nsert "sec. 33"

Amendnment 32

Page 25, followi ng |ine 20
| nsert new subsections to read:

* Sec. 34. AS 43.55.165 (a) is repealed and
reenacted to read:

(a) Except as provided under (c) - (e) of this
section, for the purposes of AS 43.55.160, a
producer's |ease expenditures for a cal endar year are
the ordinary and necessary costs upstream of the point
of production of oil and gas that are incurred during
the calendar year by the producer after March 31,
2006, and that are direct costs of exploring for,
devel oping, or producing oil or gas deposits |ocated
within the producer's |eases or properties in the
state or, in the case of land in which the producer
does not own a working interest, that are direct costs
of exploring for oil or gas deposits located wthin
other land in the state. In determ ning whether costs
are | ease expenditures, the department shall consider
anong ot her factors,

(1) the typical industry practices and standards
in the state that determne the costs, other than
itens listed in (e) of this section, that an operator
is allowed to bill a working interest owner that is
not the operator, under wunit operating agreenents or
simlar operating agreenents that were in effect
before Decenber 2, 2005, and were subject to
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negotiation with at |east one working interest owner
with substantial bargaining power, other than the
operator; and

(2) the standards adopted by the Departnent of
Nat ural Resources that determne the costs, other than
itens listed in (e) of this section, that a |lessee is
allowed to deduct from revenue in calculating net
profits under a | ease I ssued under AS
38.05.180(f)(3)(B), (D, or (E).

* Sec. 35. AS 43.55.165 (b) is repealed and
reenacted to read:

(b) For purposes of (a) of this section,
(1) direct costs include

(A) an expenditure, when incurred, to acquire an
item if the acquisition cost is otherwse a direct
cost, notwithstanding that the expenditure may be
required to be capitalized rather than treated as an
expense for financial accounting or federal inconme tax

pur poses;

(B) paynents of or in lieu of property taxes,
sales and use taxes, notor fuel taxes, and excise
t axes;

(C a reasonable allowance, as determ ned under
regul ati ons adopted by the departnent, for overhead
expenses directly rel at ed to expl ori ng for,
devel opi ng, and producing oil or gas deposits |ocated
within |eases or properties or other land in the
st at e;

(2) an activity does not need to be physically
| ocated on, near, or within the prem ses of the |ease
or property within which an oil or gas deposit being
explored for, developed, or produced is located in
order for the cost of the activity to be a cost
upstream of the point of production of the oil or gas.

* Sec. 36. AS 43.55.165 (c) is repealed and
reenacted to read:

(c) Subject to (g) and (h) of this section, if
the departnent finds that the pertinent provisions of
a unit operating agreenment or simlar operating
agr eenment are substantially consistent with the
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departnment's determ nations and standards under (a) of
this section concerning whether costs are |ease
expenditures, the departnent may authorize or require
a producer, subject to conditions prescribed under
regul ati ons adopted by the departnent, to treat as
that portion of its |ease expenditures for a cal endar
year applicable to oil and gas produced from a |ease
or property in the state only

(1) the costs, other than itens listed in (e) of
this section, that are incurred by the operator during
t he cal endar year and that

(A) are billable to the producer by the operator
in accordance with the terns of the agreenent to which
that | ease or property is subject;

(B) for a producer that is the operator, would be
billable to the producer by the operator in accordance
with the terns of the agreenent to which that |ease or
property is subject if the producer were not the
oper at or;

(© would be billable to the producer by the
operator in accordance with the terns of the agreenent
if that |ease or property were subject to the
agreenent; or

(D) for a producer that is the operator, would be
billable to the producer by the operator in accordance
with the terms of the agreenent if that |ease or
property were subject to the agreenment and if the
producer were not the operator; and

(2) a reasonable percentage, as determ ned under
regul ati ons adopted by the departnment, of the costs
that are billable under (1) of this subsection as an
al l omance for overhead expenses directly related to
exploring for, developing, and producing oil or gas
deposits located within the |ease or property, to the
extent those expenses are not billable wunder the
agr eenent .

* Sec. 37. AS 43.55.165 (d) is repealed and
reenacted to read:

(d) Subject to (g) and (h) of this section, if
the departnent makes the finding described in (c) of
this section wth respect to a wunit operating
agreenent or simlar operating agreement and, in
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addition, finds that at |east one working interest
owner party to the agreenent, other than the operator,
with substantial incentive and ability to effectively
audit billings wunder the agreenent in fact is
effectively auditing billings under the agreenent, the
departnment nmay authorize or require a producer,
subject to conditions prescribed under regulations
adopted by the departnent, to treat as that portion of
its |lease expenditures for a calendar year applicable
to oil and gas produced from a |ease or property in
the state only

(1) the costs, other than itens listed in (e) of
this section, that are incurred by the operator during
t he cal endar year and that

(A) are billed to the producer by the operator
under the agreenent to which that |ease or property is
subject and are either not disputed by a working
interest owner party to the agreenment or are finally
determined to be properly billable as a result of
di spute resol ution; or

(B) for a producer that is the operator, would be
billable to the producer by the operator in accordance
with the terms of the agreenent to which that |ease or
property is subject if the producer were not the
operator; and

(2) a reasonable percentage, as determ ned under
regul ati ons adopted by the departnent, of the costs
that are billed under (1) of this subsection as an
al l omance for overhead expenses directly related to
exploring for, developing, and producing oil or gas
deposits located within the |ease or property, to the
extent those expenses are not billable wunder the
agr eenent

Renunber follow ng sections accordingly

Page 29, line 20 follow ng “sec.”
Del ete “36”
| nsert “40”

Page 29, line 24 follow ng “and
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Del ete “37”
| nsert “41”

New Anmendnent 32, | abel ed 28-GS1647\ K. 34, Nauman/ Bul | ock,
4/ 3/ 13:

Page 1, line 11, follow ng "properties;"
Insert "relating to the <calculation of |[ease
expendi t ures”

Page 25, followi ng Iine 20:

Insert a new bill section to read:

"* Sec. 33. AS 43.55.165 is anmended by adding new

subsections to read:

(m Except as provided under (e), (o), and (p) of
this section, for the purposes of AS 43.55.160, a
producer's | ease expenditures for a cal endar year are
the ordinary and necessary costs upstream of the point
of production of oil and gas that are incurred during
the calendar year by the producer on or after
January 1, 2014, and that are direct costs of

exploring for, developing, or producing oil or gas
deposits located wthin the producer's |eases or
properties in the state or, in the case of land in
which the producer does not own a working interest,
that are direct costs of exploring for oil or gas

deposits located within other land in the state. In
determi ning whether costs are |ease expenditures, the
departnent shall consider, anong other factors,

(1) the typical industry practices and
standards in the state that determne the costs, other
than itenms listed in (e) of this section, that an
operator is allowed to bill a working interest owner
that is not the operator, under unit operating
agreenents or simlar operating agreenents that were
in effect before Decenber 2, 2005, and were subject to
negotiation with at |east one working interest owner
with substantial bargaining power, other than the
operator; and

(2) the standards adopted by the Departnment
of Natural Resources that determne the costs, other
than itens listed in (e) of this section, that a
lessee is allowed to deduct from revenue in
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calculating net profits under a |ease issued under
AS 38.05.180(f)(3)(B), (D), or (E).
(n) For purposes of (m of this section,

(1) direct costs include

(A an expenditure, when incurred, to
acquire an itemif the acquisition cost is otherwse a
direct cost, notw thstanding that the expenditure may
be required to be capitalized rather than treated as
an expense for financial accounting or federal incone
t ax purposes;

(B) paynments of or in lieu of property
taxes, sales and use taxes, nmotor fuel taxes, and
exci se taxes;

(O a reasonable allowance, as determ ned
under regulations adopted by the departnment, for
overhead expenses directly related to exploring for,
devel opi ng, and producing oil or gas deposits |ocated
within |eases or properties or other land in the

st at e;

(2) an activity does not need to be
physically |ocated on, near, or within the prem ses of
the lease or property within which an oil or gas

deposit being explored for, devel oped, or produced is
| ocated in order for the cost of the activity to be a
cost upstream of the point of production of the oil or
gas.

(o) On or after January 1, 2014, subject to (9)
and (h) of this section, if the departnent finds that
the pertinent provisions of a unit operating agreenent
or simlar operating agreenent are substantially
consistent with the departnent's determ nations and
standards under (m of this section concerning whether
costs are |ease expenditures, the departnent may
aut horize or require a producer, subject to conditions
prescri bed under regul ati ons adopt ed by t he
departnment, to treat as that portion of its |ease
expenditures for a cal endar year applicable to oil and
gas produced from a |lease or property in the state
only

(1) the costs, other than itens listed in
(e) of this section, that are incurred by the operator
during the cal endar year and that

(A are billable to the producer by the
operator in accordance with the ternms of the agreenent
to which that | ease or property is subject;

(B) for a producer that is the operator,
would be billable to the producer by the operator in
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accordance with the terns of the agreenent to which
that | ease or property is subject if the producer were
not the operator;

(O would be billable to the producer by
the operator in accordance with the terns of the
agreenent if that |ease or property were subject to
t he agreenent; or

(D) for a producer that is the operator,
would be billable to the producer by the operator in
accordance with the terns of the agreenent if that
| ease or property were subject to the agreenent and if
t he producer were not the operator; and

(2) a reasonabl e percentage, as determ ned
under regul ations adopted by the departnent, of the
costs that are billable under (1) of this subsection
as an allowance for overhead expenses directly rel ated
to exploring for, devel oping, and producing oil or gas
deposits located within the |ease or property, to the
extent those expenses are not billable wunder the
agr eenent .

(p) Subject to (g) and (h) of this section, if
the departnment makes the finding described in (0) of
this section wth respect to a wunit operating
agreenent or simlar operating agreenment and, in
addition, finds that at |east one working interest
owner party to the agreenent, other than the operator,
with substantial incentive and ability to effectively
audit billings wunder the agreenent in fact is
effectively auditing billings under the agreenent, the
departnment may authorize or require a producer,
subject to conditions prescribed under regulations
adopted by the departnent, to treat as that portion of
its |lease expenditures for a calendar year applicable
to oil and gas produced from a |ease or property in
the state only

(1) the costs, other than itens listed in
(e) of this section, that are incurred by the operator
during the cal endar year and that

(A are billed to the producer by the
operator under the agreenment to which that |ease or
property is subject and are either not disputed by a
working interest owner party to the agreenent or are
finally determined to be properly billable as a result
of dispute resolution; or

(B) for a producer that is the operator
would be billable to the producer by the operator in
accordance with the terns of the agreenent to which
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that | ease or property is subject if the producer were
not the operator; and

(2) a reasonabl e percentage, as determ ned
under regul ations adopted by the departnent, of the
costs that are billed under (1) of this subsection as
an all owance for overhead expenses directly related to
exploring for, developing, and producing oil or gas
deposits located within the |ease or property, to the
extent those expenses are not billable wunder the
agreenent . "

Renunber the followi ng bill sections accordingly.

Page 29, line 1:

Del ete "and 43.55.160(c)"

I nsert "43.55.160(c), 43.55.165(a), 43.55.165(b),
43.55.165(c), and 43.55.165(d)"

Page 29, |ine 20:
Del ete "sec. 36"
| nsert "sec. 37"

Page 29, |ine 24:

Del ete "37"
| nsert "38"

Concept ual Anmendnent 33:

Page 18, line 1, follow ng "2013"

Insert "from |eases or properties north of 68
degrees North |atitude."”

Page 18, line 1, followng "not"

Insert "be applied against the tax calculated
under AS 43.55.011(f). A tax credit authorized by the
subsection may not"

Page 18, line 2, follow ng "bel ow

| nsert "t he anount cal cul at ed under AS
43.55.011(f)"

Delete "zero"
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Amendnent 34:

Page 6, line 8:
Del ete "35"
| nsert " 33"

Page 10, line 17:
Del ete "35"
| nsert " 33"

Page 11, line 1:
Del ete "35"
| nsert " 33"

Page 11, |ine 14:
Del ete "35"
| nsert " 33"

Page 11, |ine 23:
Del ete " 35"

I nsert "33"

Page 15, |ine 10:

Del ete "35"
| nsert " 33"
2:09:58 AM
ADJ OQURNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting of April 3, 2013, was
adjourned at 2:09 a.m April 4, 2013.
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