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State of A lask.a
OFFICE OF THE GOVERNOR

Juneau

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, | 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,



FISCAL NOTE

STATE OF ALASKA BILL NO. SB 38

2000 LEGISLATIVE SESSION

Revision Date/Time (Note if correction) March 24, 2000 - Noon  Dept. Affected Revenue

Title Oil & Gas Audits BRU Revenue Operations
Component  Tax Division

Sponsor Senate Rules

Requester Senate Resources Component No. 115

Expenditures/Revenues (Thousands of Dollars)

Note: Amounts do not include inflation unless otherwise noted below.

OPERATING EXPENDITURES FY 2001  FY2002  FY2003 FY2004  FY2005  FY2006
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
TOTAL 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)
TOTAL (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)

This bill transfers from DOR to DNR the responsibilities and authority for auditing reports and payments

relating to revenue under oil and gas contracts, agreements and leases. This function is performed by

three DOR positions that would be transfered from DOR to DNR.

The DOR positions had been funded with General Fund money but the Legislature in 1999 changed the

funding source starting with the FY 2000 budget to Permanent Fund Receipts.

Prepared by: Dan Dickinson, Director Phone 269-1033
Division Date/Time 3/24/00 12:00 AM
Approved by: Date 03/24/2000
Agency Department

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE
For further distribution information, call the Governor's Legislative Office
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DNR Analysis of B 38
"An Act relating to cer)asrn audrsf% regarding oil and

gas royalty and net profits../

B 38 wil|] transfer the authority to auajt r altr(
revenues from the D loartment of Revenue ]( RS) he
DNR&. nIs

artment of Na ura Resources S
§rs|a ion will create administrative etficiencies and
rovide DNR with the tools to successfull Pursue the

state's rnter sts in its relationship with the ol
industry.

Background

Most of state 9overnmen etroleum revenues come from

two sources production taxes levied Y and royalty
payments admrnrstered by DNR.1 The ca cula ron of

oI ductron tax and ro aty fr])aymens involves very
srmrar arithm etic. ?t cages, d percenta(ge of 0.l

H ﬁ bgcﬁ \lrjazlu(enrsstr?eudrlpelﬁence/a eto rrcevgu%he

or or gas at the market destipation mrnus marrne
transportation costs and pipeline tariffs.

DAR and DOR used to conduct audits of their respective
revenues independently. In. 1980 the Ie Islatyr
consolidated auditing functrons under The

egislature felt then tha} a srnge a dit aut horr
mae sense because most o the o1l gas rod uc lon
35 subect {0 ro& Pgments wa su bject
yction taxes. Give

ca culation of production taxes zsrrlrm Irla“Pr rn rr]r?nts
vrt]a% In%%rsl(aturepbe?reved a single aucw wa>s EaNW

Since 1980 crrcumstances have changed and It now makes

sense, for audit authorty for 1
transf errers %ack to DNR. h)e mpacy ¥he economrc

1“Roya|ly payments’ in this context refers to both royalry payments ami net profit share payments. It is the audit of
these revenue streams that are the subject of HB 58.
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2

I|m actor (ELF) me ns hat mor ?e” and?

uc flon Is exe pt fr axes W ro gayments
are s || reqmre For exam le, 0| ucer
thn let zﬁl ro uction axes ecause of
e

‘ ga% royalties. The nefb
calculati |ons requ|re y e ch department also have
become more d|33|m|lar over |me Production taxes are

|m$ ie on the ol ﬁn >gas pro u?erlahplest tute ana

ations and eac ayer calc T the net ack
value for taxes oIIowm |dent|ca rules.  DNR

calculates the netback value on the basis of leases and
royaly settlement agreements that have evolved over
time and are different for each lessee.

Efficiency
Th state will benefit from the specialization of a D\R
ouse. audit sta f? and by the eﬁm%nation of

duphca lon between the departments.

» Specialization. Aud|tors within DI\Rpar icipate in
the development of royaly valuation me hod? used in
he easef and rom}l settlemen% and are familiar

glc and Nist ory of each lessee's unique
unremen S 3B WI a/rann DAR hetter access to
It information and be able to more
e ficiently guide aud|s while theg are underwag
mvesté]ate |ssues important to 5 department

» Redyced Duplicatjon- Rcurren tly re uests a royalty
audit after DORhas completed t g pro ucmn tax
audit. DOR Il start anew aydit separate from the
original tax aud|t and Wl mclude tax audit
m ormat|on on e 05Sib e un the Jaw In

dmon sqn e au DAR
st ff. must be mvolved Iy nErocess as much
possmle R needs to be familiar with

Information acquwed In the aud| and DNR needs to

DOR recognizes the value ofspecialization and usually assigns the same staffto work on royally auditor when
possible. However, DOR’s auditors do not work exclusively on DNR royalty audits.
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rovide direction and oversight while the au
gonduc ed,  When the audit rsg compdeted and efrvered
to DNR,_DOR must keeo Its own records as wel
ransmrtrng copies R conducted r s oW
au rt% fewer audr staff will be requrred and there
e no need for inter-department reporting.
paperwork burden for each department w il be reduced

ecause ne 0o entraltS }r] oV rlaggSe res onsrbrlrtres

etween gdeo%rmen ove trme
single audit o axes] Paymens rs not
SB 38 should no creae an additional

really possible

burden on the axpayer n fact, in po other state are
the tax and royaIy audrt func tions shared by
epartments.

What does SB 38 do?

The dﬁa provided from these audrts are rnvaluable
when evaluating wnether or not %

se tlement agreements are _achieving the correct royalty

nethack vaIue As the DNR crafts new valuation methods
and sets new e se ermé the au dits will reveal what

rssues need to be consi ere n(tjakes sense that

acquire audrt information first- han rather han vra

summary reports and worksheets provided by

The Ianguage In Sectrons 1, 2, 3, and 5 of SB 38
cleaves royalty audit role from DOR and transfers

the audit aut orr¥ to DAR V\/hen he Ie&;rs ature
|

ranted to DOR the” sole authority to audit roy
gaymen DOR alread nad in AS 43 a too 0 conduct

audits. ~The oJr gina AS 380d5036 Was arrI
strﬂ]r htforwar 8 proviges DNR wrt onlg the

con ro Ity audits but also provide
wrt so e oofjs r yﬁ )heedj to conduc IOo[rts hese

sectrons also retain or each department the exist rng
auth orrt¥ ﬁo acqgrre data from t e ot her In order t
successtully conduct its own au
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4
Section 1 also adds a provision to explicitly provide
DN\R the authoalt{/J to audit exgoloratmn incentive
credits awarded under AS his remed|es an
oversght In the on%mal statu e where neither DOR nor
DNR had such authori
B A A il A S
aDCRa)udn B he? confi en El under Hrea of

criminal penalty. The enalties of d|vu gln(r;
Information ? 0 DN\R and considered confidential
un er curren AS 38 05.035 are not so exPhcn
Section 4 imposes the same criminal penalty protection
on royalty audits conduct edD0¥z DNR. " Section 6 provides
Erieuc ﬂr%%aall protection when acquires DNR royalty

Section 4 also extends sybpoena owers 0 DNR. When
D(R performs an audit, ‘hﬂ% roducu%n tax or
g it has the au hony under AS 43 10 subpoena
ks and records B 3B does not expand the state's
ower I ony transfers eX|s |ng subpoena powers to
Fé Without this chan%e gower féhe state to
it YaItZt réaymen Il be diminished. As a

prac ica I, subpoena powers are rarely exercised.

Fiscal Impact

As noted ip the F|sca| Not fha accompanles B 38,
three staff are rans erre rom DOR R at no
addt|onal cost to the state. With |m roved

L T Pl et
eliminate

B 38 achieves an impaortant and simple goal. In the
gerformance of Its dlties to maximize the Vﬁ ue of the

tate's o| and gas royalty revenues, ould
conduct 1ts own audits.



SENATE COMMITTEE RE'TRT

First Committee of Referral

DATE: 1/21/99 FURTHER: Finance
Date of 5-Day Notice: 3 VQ'h oo DATE TURNED

(in accordance with Uniform Rule 23) INTO OFFICE: 00
Resources Committee considered SENATE BILL NO. 38

“An Act relating to certain audits regarding oil and gas royalty and net profits and to audits regarding
costs relating to exploration incentive credits and oil and gas exploration licenses; and providing for

an effective date.”

Senate Bill:
same title
) [ ] new title

[ 1 be replaced with 6
6 House Bill:

and recommends:
[ ]

) [ ] same title

[ 1 adopt previous
| ] technical title
[ ] attached amendment(s) [ ] new: SCR"___
[ 1 adopt Letter of Intent by _ Committee
[ ] further referral to the Committee
SONNGDOPAS [P OHRRECOMMENDATIONS NR OV AVim
mirr J S
L |l w y u -
g( Al oy n .
K JJ/ V
S
— IV
AR
NEW FISCAL NOTE(S): PREVIOUS &ISCAL NOTE(S)*
Department Date Zero Fiscal Department Date Zero Fiscal
"MS 3|*|VC V/ Rei/wnm - v X
v/ O i Vu I(ft L

[ 1] APPROPRIATION - no fiscal note sinclude fiscal notes accompanying Governor’s bill



