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January' 20, 1999

The Honorable Drue Pearce 
Senate President 
Alaska State Legislature 
State Capitol 
Juneau, AK 99801-1182.

Dear Preside^Pearce:

In the interest of improving efficiency within our state government, as well as between 
government and industry, I am transmitting this bill to transfer oil and gas royalty audit 
functions from the Department of Revenue (DOR) to the Department of Natural Resources 
(DNR). It makes sense to put the audit duties in the same department that administers, 
enforces, and is therefore most knowledgeable with, the oil and gas leasing program.

Ironically, the audit functions used to rest with DNR, but were switched to DOR in 1980 
based on a legislative audit report. The recommendation stated cost savings would be 
achieved by having one staff of auditors review both tax and royalty compliance information. 
Since 1980, however, the state has entered into royalty settlements with the major North 

Slope producers and has made changes to its tax regulations. As a result, there is no longer 
as much overlap between royalty and tax audits. In addition, separating DNR’s duty to 
administer and enforce oil and gas contracts, agreements, and leases from the department's 
ability to conduct audits leading to possible enforcement actions, has resulted in 
inefficiencies and other problems.

The bill specifically authorizes DNR to audit reports and costs relating to exploration 
incentive credits and oil and gas licenses. It also grants DNR audit powers commensurate to 
those of DOR currently, including the right to subpoena information for audit purposes. The 
two departments would be allowed to exchange confidential information obtained in the 
course of their respective audits; a breach of confidentiality by any agency employee would 
be a felony offense.

This bill takes a sensible step in how the state does business with the oil and gas industry.

Sincerely,
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Component Tax Division________

Sponsor
Requester

Senate Rules
Senate Resources

E x p e n d i t u r e s / R e v e n u e s

Component No. 

( T h o u s a n d s  o f  D o l l a r s )
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Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2001 FY 2002 FY 2003 FY 2004 FY 2005 FY 2006
Personal Services (230.9) (230.9) (230.9) (230.9) (230.9) (230.9)
Travel (2.5) (2.5) (2.5) (2.5) (2.5) (2.5)
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims
Miscellaneous

TO TA L OPERATING (233.4) (233.4) (233.4) (233.4) (233.4) (233.4)

CAPITAL EXPENDITURES I

CHANGE IN REVENUES ( ) |
FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts
1037 GF/Mental Health
Other (Permanent Fund receipts) (233.4) (233.4) (233.4) (233.4) (233.4) (233.4)

TO TAL (233.4) (233.4) (233.4) (233.4) (233.4) (233.4)

Estimate of any current year (FY2000) cost: 
POSITIONS
Full-time -3 -3 -3 -3 -3 -3
Part-time
Temporary

ANALYSIS: (Attabh a separate page if necessary)

T h i s  b i l l  t r a n s f e r s  f r o m  D O R  t o  D N R  t h e  r e s p o n s i b i l i t i e s  a n d  a u t h o r i t y  f o r  a u d i t i n g  r e p o r t s  a n d  p a y m e n t s  

r e l a t i n g  t o  r e v e n u e  u n d e r  o i l  a n d  g a s  c o n t r a c t s ,  a g r e e m e n t s  a n d  l e a s e s .  T h i s  f u n c t i o n  i s  p e r f o r m e d  b y  

t h r e e  D O R  p o s i t i o n s  t h a t  w o u l d  b e  t r a n s f e r e d  f r o m  D O R  t o  D N R .

T h e  D O R  p o s i t i o n s  h a d  b e e n  f u n d e d  w i t h  G e n e r a l  F u n d  m o n e y  b u t  t h e  L e g i s l a t u r e  i n  1 9 9 9  c h a n g e d  t h e  

f u n d i n g  s o u r c e  s t a r t i n g  w i t h  t h e  F Y  2 0 0 0  b u d g e t  t o  P e r m a n e n t  F u n d  R e c e i p t s .
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Approved by: 
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DNR Ana lys is  o f SB 38 
"An Act re la t in g  to  c e r ta in  a ud its  rega rd ing  o i l  and 

gas ro y a lty  and ne t p ro f its . . / '
SB 38 w i l l  t ra n s fe r  the a u th o r ity  to  a u a it ro y a lty  
revenues from the Department o f Revenue (DOR) to  the 
Department o f N a tu ra l Resources (DNR). This 
le g is la t io n  w i l l  c rea te  a dm in is tra tiv e  e f f ic ie n c ie s  and 
p rov ide  DNR w ith  the to o ls  to  su c ce ss fu lly  pursue the 
s ta te 's  in te re s ts  in  i t s  re la t io n s h ip  w ith  the o i l  
in d u s try .
Background
Most o f s ta te  government petroleum revenues come from 
two sources: p roduc tion  taxes le v ie d  by DOR and ro y a lty  
payments adm in is te red by DNR.1 The c a lc u la t io n  o f 
p roduc tion  ta x  and ro y a lty  payments invo lves  ve ry 
s im ila r  a r ith m e tic . In  both cases, a percentage o f o .il 
and gas p roduc tion  is  m u lt ip lie d  by a "netback" va lue . 
The netback va lue is  the d if fe re n ce  o f the p r ic e  o f the 
o i l  o r gas a t the market d e s tin a tio n  minus marine 
tra n sp o r ta t io n  costs and p ip e lin e  t a r i f f s .
DNR and DOR used to  conduct aud its  o f th e ir  re spec tive  
revenues independently. In  1980 the le g is la tu re  
conso lida ted  a u d it in g  fu nc tio ns  under DOR. The 
le g is la tu re  f e l t  then th a t a s in g le  a u d it a u th o r ity  
made sense because most o f the o i l  and gas p roduc tion  
th a t was sub jec t to  ro y a lty  payments was a lso  sub jec t 
to  p roduc tion  taxes. Given the s im i la r i t y  in  the 
c a lc u la t io n  o f p roduc tion  taxes and ro y a lty  payments, 
the le g is la tu re  be lieved  a s in g le  a u d it was a l l  th a t 
was needed.
Since 1980, circumstances have changed and i t  now makes 
sense fo r  the a u d it a u th o r ity  fo r  ro y a lty  to  be 
tra n s fe rre d  back to  DNR. The impact o f the economic

1 “Royally payments’’ in this context refers to both royalry payments ami net profit share payments. It is the audit o f 
these revenue streams that are the subject o f HB 58.
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l im i t  fa c to r  (ELF) means th a t more o i l  and gas 
p roduc tion  is  exempt from taxes w h ile  ro y a lty  payments 
are s t i l l  re qu ired . For example, o i l  producers in  the 
Cook In le t  pay no p roduc tion  taxes because o f the ELF 
bu t they s t i l l  must pay ro y a lt ie s . The netback 
c a lc u la tio n s  requ ired  by each department a lso  have 
become more d is s im ila r  over tim e. P roduction taxes are 
imposed on the o i l  and gas producer by s ta tu te  and 
re gu la tio n s  and each taxpayer ca lcu la te s  the netback 
va lue fo r  taxes fo llo w in g  id e n t ic a l ru le s . DNR 
ca lcu la te s  the netback value on the basis o f leases and 
ro y a lty  se ttlem en t agreements th a t have evolved over 
time and are d if fe r e n t  fo r  each lessee.
E ff ic ie n c y
The s ta te  w i l l  b e n e f it from the s p e c ia liz a t io n  o f a DNR 
in-house a ud it s ta f f  and by the e lim in a tio n  o f 
d u p lic a t io n  between the departments.
• S p e c ia liz a tio n . A ud ito rs  w ith in  DNR p a r t ic ip a te  in  

the development o f ro y a lty  va lu a tio n  methods used in  
the leases and ro y a lty  se ttlem ents and are fa m il ia r  
w ith  the lo g ic  and h is to ry  o f each le ssee 's  unique 
requ irements. SE 38 w i l l  g ran t DNR b e tte r  access to  
a u d it in fo rm a tio n  and DNR w i l l  be able to  more 
e f f i c ie n t l y  guide aud its  w h ile  they are underway to  
in v e s tig a te  issues im portan t to  the department.2

• Reduced D up lica tio n - DNR c u r re n t ly  requests a ro y a lty  
a u d it a f te r  DOR has completed the p roduc tion  ta x  
a u d it . DOR w i l l  s ta r t  a new a ud it separate from the 
o r ig in a l ta x  a u d it and w i l l  in c lude  ta x  a u d it 
in fo rm a tio n  on ly  when poss ib le  under the law. In  
a d d it io n  to  DOR s ta f f  assigned to  the a u d it , DNR 
s ta f f  must be invo lved  in  the process as much 
p o ss ib le . DNR needs to  be fa m il ia r  w ith  the 
in fo rm a tio n  acqu ired in  the a ud it and DNR needs to

2
DOR recognizes the value o f  specialization and usually assigns the same staff to work on royally auditor when 

possible. However, D OR’s auditors do not work exclusively on DNR royalty audits.
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prov ide  d ire c t io n  and o ve rs ig h t w h ile  the a ud it is  
conducted. When the a ud it is  completed and de live red  
to  DNR, DOR must keep i t s  own records as w e ll as 
tra n sm itt in g  copies to  DNR. I f  DNR conducted i t s  own 
a ud its , fewer a ud it s ta f f  w i l l  be requ ire d  and there  
w i l l  be no need fo r  in te r-depa rtm en t re p o r t in g . The 
paperwork burden fo r  each department w i l l  be reduced.

Because the p o te n t ia l fo r  ove rlapp ing  re s p o n s ib i l i t ie s  
between the departments has decreased over time, a 
s in g le  a u d it o f both taxes and ro y a lty  payments is  not 
r e a l ly  p o ss ib le . SB 38 should not crea te  an a d d it io n a l 
burden on the taxpayer. In  fa c t ,  in  no o the r s ta te  are 
the ta x  and ro y a lty  a u d it fu n c tio n s  shared by 
departments.
What does SB 38 do?
The data p rov ided from these aud its  are in va lu ab le  to  
DNR when e va lua tin g  whether o r not i t s  ro y a lty  
se ttlem en t agreements are ach iev ing  the c o rre c t ro y a lty  
netback va lue . As the DNR c ra f ts  new v a lu a tio n  methods 
and se ts new lease terms, the aud its  w i l l  revea l what 
issues need to  be considered. I t  makes sense th a t DNR 
acqu ire a u d it in fo rm a tio n  f ir s t -h a n d  ra th e r than v ia  
summary re po rts  and worksheets p rovided by DOR.
The language in  Sections 1, 2, 3, and 5 o f SB 38 
cleaves the ro y a lty  a ud it ro le  from DOR and tra n s fe rs  
the a ud it a u th o r ity  to  DNR. When the le g is la tu re  
gran ted to  DOR the so le  a u th o r ity  to  a u d it ro y a lty  
payments, DOR a lready had in  AS 43 a to o lbox  to  conduct 
a u d its . The o r ig in a l AS 38.05.036 was f a i r l y  
s tra ig h tfo rw a rd . SB 38 p rovides DNR w ith  not o n ly  the 
a u th o r ity  conduct ro y a lty  aud its  but a lso  p rov ides DNR 
w ith  some to o ls  i t  w i l l  need to  conduct a u d its . These 
sec tions a lso  re ta in  fo r  each department the e x is t in g  
a u th o r ity  to  acqu ire data from the o the r in  o rde r to  
su cce ss fu lly  conduct i t s  own a ud its .
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Section 1 a lso  adds a p ro v is io n  to  e x p l i c i t l y  p rov ide  
DNR the a u th o r ity  to  a ud it e xp lo ra tio n  in c e n tiv e  
c re d its  awarded under AS 41.09. Th is remedies an 
o ve rs igh t in  the o r ig in a l s ta tu te  where n e ith e r DOR nor 
DNR had such a u th o r ity .
Parts o f Section 4 were added a f te r  d iscuss ions w ith  
in d u s try . Under cu rre n t law, in fo rm a tio n  c o lle c te d  in  
a DOR a ud it is  he ld  c o n f id e n t ia l under th re a t o f 
c r im in a l pena lty . The p ena ltie s  o f d iv u lg in g  
in fo rm a tio n  g iven to  DNR and considered c o n f id e n t ia l 
under cu rre n t AS 38.05.035 are not so e x p l ic i t .
Section 4 imposes the same c r im in a l p ena lty  p ro te c t io n  
on ro y a lty  aud its  conducted by DNR. Section  6 p rov ides 
re c ip ro ca l p ro te c t io n  when DOR acquires DNR ro y a lty  
a ud it data.
Section 4 a lso  extends subpoena powers to  DNR. When 
DOR performs an a u d it, whether fo r  p roduc tion  ta x  o r 
ro y a lty , i t  has the a u th o r ity  under AS 43 to  subpoena 
books and records. SB 38 does no t expand the s ta te 's  
power i t  on ly  tra n s fe rs  e x is t in g  subpoena powers to  
DNR. W ithout th is  change, the power o f the s ta te  to  
a ud it ro y a lty  payments w i l l  be d im in ished . As a 
p ra c t ic a l m a tte r, subpoena powers are ra re ly  exerc ised .
F isca l Impact
As noted in  the F isca l Note th a t accompanies SB 38, 
th ree s ta f f  are tra n s fe rre d  from DOR to  DNR a t no 
a d d it io n a l cost to  the s ta te . W ith improved 
e f f ic ie n c ie s ,  more ro y a lty  aud its  can be completed in  
the course o f a year and the backlog o f a ud its  
e lim ina ted .
SB 38 achieves an im portan t and simple goa l. In  the 
performance o f i t s  d u tie s  to  maximize the va lue o f the 
s ta te 's  o i l  and gas ro y a lty  revenues, DNR should 
conduct i t s  own a ud its .
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