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HB 110 was HEARD and HELD in commttee for
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#hb110
HOUSE BI LL NO. 110

"An Act relating to the interest rate applicable to
certain anounts due for fees, taxes, and paynents nade
and property delivered to the Departnent of Revenue;
relating to the oil and gas production tax rate;
relating to nonthly installnment paynents of estinmated
oil and gas production tax; relating to oil and gas
production tax credits for certain expenditures,
including qualified capital credits for exploration,
devel opnent, and producti on; relating to t he
l[imtation on assessnment of oil and gas production
taxes; relating to the determination of oil and gas
production tax values; making conform ng anendnents;
and providing for an effective date.”

8:05: 38 AM

BRYAN  BUTCHER, COW SSI ONER, DEPARTIVENT OF REVENUE
expl ained that the presentation would be about tax credits
as related to HB 110. He stated that tax credits were a
substantial part of the |egislation.

Co-Chair Stoltze appreciated the pronpt conmunications the
committee had been receiving fromthe departnent.

LENNI E DEES, AUDIT MASTER, TAX DI VISION DEPARTMENT OF
REVENUE, provided an overview of his credentials and work
experience, including a degree in accounting and twenty-
four years of experience in the oil and gas industry, both
in the natural gas pipeline sector and upstream oil and
gas. He noted that he had been with the Departnment of
Revenue (DOR) since 2008, right after Alaska Cear and
Equal Share (ACES) cane into effect.

M. Dees offered a PowerPoint presentation, "Production Tax
Credits, March 17, 2011" (copy on file). He began with a
list of the seven different types of tax credits allowable
under the Alaska oil and gas production tax statute (AS
43.55) on "Types of Production Tax Credits" (Slide 3):

Credits which nmay taken against oil and production
t axes incl ude:

* Capital Expenditure Credits
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e Alternative Tax Credits f or al and Gas
Expl orati on

* Net Operating Loss (“NOL") Carry Forward Credits

e Transitional | nvest nent Expendi ture (“TIE")
Credit

e Additional Nontransferable Tax Credits
 Well| Lease Expenditures Credit
* Cook Inlet Jack-up Rig Credit

8:10: 14 AM

M. Dees noted that the next slide provided a history of
when the various tax credits were created, illustrated with
conparative tinelines on Slide 4, "Tinelines for Production
Tax Credits.” [NOTE: only the types of credits are |isted
bel ow, not the tinelines, which can be found on the slide.]

43.55.023(a) QCE and (b) CFAL credits
43.55.023(1) 40% Well Lease Exp (C)
43.55.023(i) TIE credits (PPT)
43.55.023(i) TIE credits (ACES)

43.55. 024(a) New Area Devel opnent credit
43.55.024(c) small producer credit
43.55.025(20% 40% credit for exploration
43.55. 025(30% 409 credit for exploration
43.55.025(1) Cook Inlet Jack-up Rig credit

M. Dees highlighted that the earliest credit enacted under
AS 43.55 was the alternative credit for oil and gas
exploration; the credit was enacted in 2003. Mst of the
other credits cane into being with the passage the passage
of the petroleum production tax (PPT), starting with AS
43.55.023(a), the qualified capital expenditure credits
(QCE) and AS 43.55.023(b), the carried-forward annual | oss
(CFAL) credits; the two cane into effect April 1, 2006.
Initially the credits were 20 percent each; during PPT,
credits taken under the particular statute could be taken
by a taxpayer in their entirety in the year they were
earned. The provision was changed by ACES so that a
taxpayer could only take 50 percent of the credit in the
year it was earned; the other 50 percent had to be taken in
| at er years.

M. Dees continued that the next credit enacted under PPT

was the transitional i nvest ment [ expendi t ure] (TIE)
credits. Initially, the credit was for expenditures that
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conpani es had made in the five-year period between April 1,
2001 through March 31, 2006; if the particular expenditures
woul d have been QCEs after April 1, 2006, the conpany would
have been able to get 20 percent of the particular
expenditures as a credit. However, each year the credit was
going to be Ilimted by the amount of the conpany's
expenditures during that particular year. The credit
changed under ACES and was only avail able to conpanies that
did not have production prior to January 1, 2008, or
conpani es that were al ready produci ng before 2006 and 2007.

M. Dees turned to the next credit that came into effect
under PPT, the AS 43.55.024 non-transferrable tax credits.
There were two credits under the section. One was the new
area developnent credit, a $6 mllion credit for those
conpani es producing oil and gas outside of Cook Inlet and
the North Sl ope above 68 degrees north |atitude. The credit
could only be taken against a tax liability and was not
transferrable or useable in a succeeding year. The credit
was available to a conpany each year and had a sunset date
of 2016.

8:13:36 AM

M. Dees described the next credit available under AS
43.55.024(c), the small producer credit, with a $12 nillion
credit for conpanies producing |less than 50,000 barrels per
day of oil and gas (BTU equivalent). The credit was pro-
rated dowmn to zero at 100,000 barrels per day, could only
be used against a tax liability, could not be converted
into cash, transferred to another taxpayer or carried
forward, and the expiration date was 2016.

M. Dees infornmed the commttee that the AS 43.55.025
credit came into being prior to PPT and was revised under
ACES for activities after June 30, 2008; the credit becane
a 30 or 40 percent tax credit (it initially had been 20 or
40 percent). The credit anobunt was dependant on where the
activity took place; the activity had to be at |east 25
mles outside the boundary of a unit on the North Slope or
10 mles outside the boundary of a unit in Cook Inlet. A
well drilled under the credit had to be three mles away
froman existing well.

M. Dees directed attention to the two tax credits passed

by the legislature in the prior year: the 40 percent well-
| ease expenditure credit under AS 43.55.023(1) and the Cook
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Inlet Jack-up Rig Credit under AS 43.55.025(1). The well-

| ease expenditure credit was 40 percent for well-I|ease
expendi tures (wel |l -1 ease costs consi der ed i nt angi bl e
drilling and devel opment costs, as defined by the Interna
Revenue Code). He noted that in the drilling of a well,
between 75 and 85 percent of the drilling costs were
typically considered to be intangible; intangible costs

were costs of itens without a salvage value. The credit was
currently only available in areas south of 68 degrees north
|atitude and becane effective for expenditures after July
1, 2010.

8:17: 07 AM

M. Dees provided details about the last credit, the Cook
Inlet Jack-up Rig Credit; the credit was for 100, 90, or 80
percent of the first $25 mllion for conpanies using the
same jack-up rig that targeted a particular zone wthin
Cook Inlet, the pre-tertiary zone. He noted that to date
there was not a jack-up rig in Cook Inlet, but the
departnment anticipated that there would soon be one.

Representative Gara referred to prior discussion that the
credits were too liberal and concerns that the state was
giving away so many credits that conpanies were "gold-
plating." Some had talked about limting credits to things
i ke exploration wells and devel opnent wells. He pointed to
the 20 and 40 percent credits listed for exploration (20
percent inside a field and 30 and 40 percent for further
away). He asked whether the credits covered every sort of
tangi ble capital expenditure Dbesides devel opnent and
exploration wells. He wondered whether there were sone
l[imtations.

M. Dees responded that exploration credits under AS
43.55.023(a)(2) and under AS 43.55.025 had a very limted
scope as to the activity that would qualify. The credits
could only be wused for activities associated with the
drilling of an exploration well or a geological or
geophysical (&G activity such as a seismc shoot. The
scope was very limted and the purchase of vehicles would
not be allowed. The credit that would include all tangible
purchases (like the truck) would be the AS 43.55.023(a)(1)
credit, the qualified capital expenditure <credit; the
expenditures that qualified for that credit were a broad
definition of what a capital expenditure was under |Internal
Revenue Code 26 U . S.C. The credit would apply to the
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purchase of equipnent, vehicles, and the inprovenent of
buildings, in addition to the drilling of wells and the
construction of facilities.

8:20:52 AM

Representative Gara referred to the 20 to 40 percent
capital exploration credit (limted to nore exploration-
related activities). He thought there was also the broader
AS 43.55.023(a) credit. He asked why the 20 percent capita
exploration credit was needed if a broad array of credits
was avail abl e under the first one.

M. Dees answered that the capital exploration credit under
AS 43.55.023(a)(2) was typically for those particular
exploration well or G&G activities that occurred within a
unit, so they would not qualify for the 30 to 40 percent AS
43.55.025 credit for outside the unit; it would be wthin
the 20-mle limt or within the 3-mle distance from an
existing well. The purpose was to allow for those conpanies
currently producing and conducting exploration activities
in the vicinity of their unit. He noted that another reason
for the separation was that there was a requirenment for the
conpany to submt information to the Departnment of Natura

Resources (DNR) for the types of activities related to the
credits, in addition to the exploration wells.

Representati ve Doogan requested that the common nanes of
the tax credits be used in the discussion rather than the
nuneri cal statute designations in order to  Dbetter
under stand the references.

8:23:18 AM

Vi ce-chair Fairclough queried the reporting mechanisns for
credits in totality. She referred to grids that the
committee had seen, with conpanies that were drilling and
permtting in various years (provided by Roger Marks in a
prior presentation). She asked whether there was a sunmary
of what credits were being accessed, the amounts of the
credits, and the conpanies using the credits.

M. Dees answered that the reporting mechanism for the
conpanies taking the credits off the top of tax liabilities
was the annual true-up based on the projected forecasted
capital expenditures. He noted that throughout the year,
the conmpanies nade installnment paynents based on the
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projected forecasts and took credits against their tax
liability based on the projections. At the end of the year
when the conpanies did the true-up (on March 31), they
subnmitted information to DOR about the capital expenditures
amounts that led to the credits taken against their
ltability. At that point, the departnent did not get the
detail; the invoice-level details on the expenditures would
not be acquired until the audit. The conpanies that were
not producers and did not have a tax liability and were
sinply comng to the departnment to apply for transferrable
tax credit certificates had to submt (along wth the
application) sufficient detail to support the anount of
expenditures for the credits clained. For the AS 43.55.023
CE credits and for the annual |oss credits, the departnent
did a due-diligence review of the detail. He noted that
t here had been occasions when clains were disallowd. After
issuing the certificate, the departnent maintained audit
rights to go back later and do a nore thorough review of
the expenditures. When conpani es applied for t he
exploration credits under Section AS 43.55.025 (alternative
credit for oil and gas exploration), they had to submt
sufficient detail, and DOR conducted a full audit of the
claims prior to issuance of a certificate.

8:26:52 AM

M. Dees continued that for the transferable tax credit
certificates, DOR would have either done a full audit or a
review of the information, so there would be npre detail
about what types of expenditures there were and where they
were incurred. He added that the credits taken against the
tax liabilities would follow when the conpany's tax return
was audit ed.

Vi ce-chair Fairclough agreed that the procedures described
met governnment and general accounting standards. For the
credits just listed, she wanted a break-out per year of how
much noney had been given away or invested in Al aska by the
entity asking for the credit. She wanted the commttee to
be able to see whether the recomendations from the
adm nistration matched with what the l|egislature wanted to
acconplish. She wanted to know who had accessed the
credits. She wunderstood there was a six-year auditing
backl og. She wanted to know who the "wi nners and | osers”
were in order to understand who the state was backi ng.
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Comm ssi oner Butcher responded that DOR woul d be happy to
put the information together for the conmttee. He warned
that there were confidentiality issues related to the tax
returns of individual conpanies; the departnment was linmted
regardi ng a breakdown by conpany.

Vi ce-chair Fairclough stated that she did not want to break
confidentiality. She felt the legislature should still be
able to see how many dollars were applied per category in
order to analyze which credits were working. She commented
that the information should be available to the tax
di vision through an accounting system query. She asked how
t he departnent woul d access the information requested.

8:30: 34 AM

Comm ssi oner Butcher replied that DOR woul d provide as much
detail as possible. He noted that the departnment was
somewhat hanpered by its current accounting system a new
dat a-base would be able to produce the information nore
qui ckly. He pointed out that DOR was currently working with
the Departnent of Adm ni stration (DOA) on a nore
conprehensive review of what was needed related to
sof t war e.

Vice-chair Fairclough clarified that to get the information
the departnent had to look through actual paperwork.
Comm ssi oner Butcher answered "pretty nuch yes."

Co-Chair Stoltze asked that the report of the information
request ed use the comon nanes of the tax credits.

Representative Hawker addressed a "m scharacterization”
made of M. Marks's presentation about credits and gol d-
plating. He stated that gold-plating was the result of high
tax rates and not of the existence of credits.

Co-Chair Stoltze noted that there would be a presentation
by M. Marks.

Representative WIson wunderstood that <credits could be
detailed until full audits had been done. She asked what
was happening to credits if full audits had not been done
si nce 2006.

M. Dees answered that the credits had been taken off the
top of the tax liabilities. As long as the audits were
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conpleted within the assessnent periods, adjustnments nmade
through the audits would be assessed to the taxpayer wth
interest. The credits would not be in a holding pattern
because the statute allowed the taxpayer to take the credit
off the top of the liability.

Representative WIlson referred to the information requested
by Vice-chair Fairclough. She asked how the comm ttee could
know which one of the conpanies could conme back and say
which credit was not allowed w thout the information.

M. Dees agreed.

Representative WIson asked whether a nodel could be
produced that would show what nbst conpanies would do (tax
l[iability and types of credits normally used for a new
operation) to conpare the nunbers of new producers and
| onger -t erm ones.

M . Dees thought the nodel could be done.

8:34:26 AM

Comm ssioner Butcher offered to work with DNR to provide
the information for the commttee.

Representative Wl son wanted to know the bottom i ne.

Co-Chair Stoltze referred to a Seinfeld episode reference
to "wite-offs.”

Co-Chair Thomas asked whet her wor k- over wel |l s wer e
avai l abl e for credits.

M. Dees replied that it depended; not all workovers were
"capital” in nature. He did know that a portion of the
al | owabl e credit under t he 40 per cent wel | -1 ease
expenditure credit referred to work-overs as being part of
the activity allowable. However, the costs had to be
intangible drilling and devel opment costs. A work-over to
increase the efficiency or through-put of a well could be a
capital activity; a repair job to get a well back to its
normal production would not apply. He noted that the issue
woul d be a chal l enge for auditors.

Co- Chair Thomas pointed out that there had been over 500
wor k-over wells the previous year alone. He thought that
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giving tax credits where they were not due w thout audits
woul d nean the state was operating "blind." He questioned
whether tax <credits would be allowed for exploratory
drilling and devel opnent of oil too far frominfrastructure
to deliver the oil

M. Dees replied that activity on state land neeting the
di stance requirenments from wunits and wells wuld be
al | owed.

Co- Chair Thomas thought the activity would only be allowed
if the oil was put into the pipe.

8:37: 56 AM

Conmi ssi oner Butcher believed the incentive of including
all possibilities was neant to encourage conpanies to
explore in new areas and not be penalized twice if nothing
was found (no oil and no credits).

Vi ce-chair Fairclough asked whether taxpayers historically
tended to over- or under-report credits if the result neant
t here woul d be penalti es.

M. Dees opined that taxpayers did not over- or under-
report intentionally; he believed conpanies reported
expenditures they believed they were eligible for. He
stated that he had not cone across a situation in which a
conpany had intentionally over- or under-reported. The
departnment had had disagreements with interpretations of
how types of expenditures fit a particular credit, but he
did not think the clainms were deliberate.

Vice-chair Fairclough asked whether audits historically
resulted in nore taxpayers receiving additional credits or
penal ti es.

M. Dees replied that typically, audits had resulted in the
state trying to get noney back from taxpayers.

Vi ce-chair Fairclough asked whether the taxpayers received
a penalty and were charged interest.

M. Dees replied that as long as the filings were tinely,

the taxpayer did not get a penalty. He added that there was
interest attached to an assessnent.
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Representative Doogan queried the status of the conpleted
audi ts.

M. Dees answered that the 2006 PPT audits had
substantially been conpleted and the work on the 2007
audits had been started. He added that the 2006 audits were
still under the three-year statute; the assessnment period
for those audits expired March 31, 2010.

8:41: 35 AM

M. Dees continued that the assessnent period for the 2007
audits woul d expire March 31, 2014.

Representati ve Doogan asked whether the audits were under
the current tax system and not the proposed one. He
wonder ed what woul d happen if the system were "backed up."

M. Dees replied that the tineline wuld be tw years
sooner. He believed the departnent would be able to
acconplish the task. The 2007 audits would be conpleted
sonmetinme in the current cal endar year.

Representati ve Doogan asked how the proposed new deadline
woul d affect the situation.

M. Dees replied that wunder the four-year statute of
l[imtation, the 2007 tax filings were filed March 31, 2008;
the statute of limtation would be Mirch 31, 2012. The
particular section of the bill was scheduled to start in
2014, which he thought would provide the opportunity to get
nore current on the audits.

Comm ssi oner But cher added that the nost difficult
transition for the auditors was from the net tax to the
gross tax, which took place in the 2006 audits just done
until then, DOR was working off the gross and not | ooking
at everything that could be taken off what was potentially
paid in taxes. He pointed out that the particular provision
was taken out in the House Resources Conmittee; the current
version of the bill was back to the six years.

Representative Doogan questioned forwarding a bill that
woul d cause a | ot nore paperwork just because it would nean
a lot nore noney for the industry.

8:45:01 AM
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M. Dees spoke to the ways credits could be redeened. He
directed attention to Slide 6, "Credits Applied Against
Production Tax Liability":

Credits may be redeened in two ways:

(1) Al Credits may be applied against production tax
l[iability
» Capital Expenditure and Capital Expl oration
Credits split over two years (except south of 68
degree North latitude — eff. July 1, 2010)

e NO., TIE, Small Producer and Alternative Tax
Credits for Ol and Gas Exploration may all be
applied against tax liability in total in a
singl e year

(2) Sone Credits may be converted into a transferable
Tax Credit Certificate
e Capital Expenditure, Capital Exploration, NO,
and Alternative Tax Credits for QI and Gas
Expl oration are convertible to tax certificates
e Capital Expenditure, Capital Exploration and NOL
Tax Credit Certificates nmust be applied over two
years (except south of 68 degrees North latitude
— passed 2010)

e« Alternative Tax Credits f or al and Gas
Exploration Certificates can be used in single
year

M. Dees detailed that the <credits converted to a

transferable tax credit certificate could be either sold to
anot her taxpayer or sold back to the state for cash.

M. Dees turned to a chart on Slide 7, "Production Tax
Credits Applied Against Tax Liability (Fiscal Year)" wth
hi storical and projected information related to tax credits
applied against tax liabilities since 2006. He noted that
the credit nost wused by taxpayers was the capita

expenditure credit. He pointed to the TIE credit, which
went away for nost taxpayers effective at the end of 2007

the 2008 nunber represented data for the last six nonths of
2007 (part of fiscal year 2008). There had been use of the
smal | producer credits; there were sonme taxpayers producing
| ess than the 100,000 barrels per day required for the use
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of the credit. The exploration credits have also been
applied in some situations.

Representative Doogan thought the current |aw stipul ated
that some of the credits had to be applied in two-year
segnents. He wondered how a person could tell when the
credits were applied as opposed to when they were earned.

M. Dees responded that the information would be nostly on
the capital credit expenditure line; the major producers
use the credit the nost and it was limted to the 50
percent split. Under PPT, 100 percent of the credits were
used in the year they were earned, but beginning in 2008 to
2010, there was a lag; 50 percent of one year's credit and
50 percent of the previous year's credit were used. He did
not think the nunbers would provide the answer, because
there were variant |levels of capital expenditure. He stated
that the nunbers on the chart would suggest that as the
amount of the credits went wup, the wunderlying capital
expenditures giving rise to the credits increased for those
years.

Representative Doogan thought t hat the nunber was
i ncreasi ng because of the popularity of the credits; on the
other side, the state's liability was increasing in terns
of having to pay the credits.

8:49: 40 AM

M. Dees clarified that the question related to the state's
liability referred to the actual credits the state was
paying out in cash. He stated that the two had to be
separated. The credits were not the ones the state was
paying out in cash, but were the credits resulting from a
conpany spending an anobunt in capital expenditures in a
gi ven year and taking 20 percent against the liability; the
anount woul d never cone to the state treasury. For exanpl e,
there would be a check for $280 million to the state on a
tax liability of $300 mllion. He was trying to account for
the fact that although the amounts did not come to the
state's treasury, the anobunts represented the benefit to
the conpanies from making the capital expenditures. He
added that an upcom ng slide would show the state's payout,
which was related to a different group of taxpayers.

Representative Doogan apologized for using the word
“"liability" with an accountant. He surmi sed that overall,
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the credits seened to be costing the state increasingly
nore each year. He asked whether the increase would
conti nue.

M. Dees replied that the ascending curve on the credits
(especially the capital expenditure credit line) had to be
directly tied to the amount of capital expenditures made by
conpani es. He said the nunbers would increase correspondi ng
to the increase of capital expenditures by the conpanies.
He noted that a later slide would show what capital
expendi tures had done over the l|last few years. He stated
that there was a direct correlation to the capita
expenditures nade by a conpany. The nunbers would continue
to rise if the capital expenditures continued to rise
because the nunmbers would be 20 percent of a higher nunber
(unless the credit |aws changed).

8:53: 09 AM

Co- Chair Thomas asked whether there had been an increase in
oil production with the tax credits. He suggested the
credits should be abolished if there had not been an
i ncr ease.

Representative Edgnon referred to a slide from a past
presentation by M. Seanount that had depicted the
precipitous drop in exploration activity in 2010 and the
years before that. He asked why the capital expenditure
credit nunber seened to be going up and how that related to
the information fromthe previous presentation.

M. Dees answered that exploration activity would not be
reflected in the nunbers listed in the credits. He noted
that there would be a slide further on in the presentation
that was nore in line with M. Seanobunt's nunbers and the
drop. He stressed that there was always a |ag between
activities that were occurring and the request for credits;
the two did not necessarily happen in the sanme year.

Representative Edgnon recalled earlier information that
there were basically three types of wells: exploration,
devel opment, and service wells. He was having difficulty
maki ng a connection between earlier presentations and the
nunbers M. Dees was presenting, particularly the nunbers
under capital expenditure credits. He had read in the press
that the state had issued $3 billion worth of credits over
t he past few years.
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M. Dees pointed out that the $3 billion referred to was
inclusive of the nunbers on Slide 7, plus nunbers on
another slide. He added that nobst of the exploration
activity was being conducted by conpanies that did not have
a production tax liability. The nunbers on the slide were
from conpani es that were paying a production tax liability.
The credits that had been clainmed against the liabilities
were depicted. He explained there would be another slide
showing information from conpanies that did not have a
production tax liability.

Representative Edgnon asked whether the «credits were
working for smaller conpanies and not working for |arger
compani es.

M. Dees responded that he <could not say that; all
conpani es were taking advantage of the credits available to
them Conpanies were incurring expenditures and doing the
activities that generated the credits. He did not know if
the conpanies would be doing the work if they were not
getting sone benefit.

8:58: 29 AM

Representati ve Gara apol ogi zed for an earlier
m sunder st andi ng about M. Mrks's statenents about gol d-
plating. He explained that he had not intended to change
anything said before. He stated that "your words on gold-
pl ati ng woul d be your words on gold-plating.” He thought if
the gold-plating argunent was that the conbination of
deductions and credits put together were lucrative, then it
sounded nore |ike what it was than what he had said.

Representative Gara recalled previous discussion about a
four-year statute of limtations. He thought the PPT audits
from 2006 were done "just in the nick of time" if there
were a four-year statute of limtations. He thought there
were currently a lot nore taxpayers and people claimng tax
credits, and a greater need for audits. The departnent had
gone froma tinme when it could barely do the audits in four
years (with fewer conpanies) to a proposal to do them in
four years for nore conpanies. He asked how many additiona
conpanies were filing credit and tax returns.

M. Dees responded that the 2006 audits had been conpleted
in 2010, one year before the four years would have been up;
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the 2006 audits would have been due in 2011 had they been
on the four-year statute of l|imtations. The audits were
conpleted a year earlier than the statute stipulated. As
far as the credits were concerned, the credits applied for
with the departnent received a due-diligence review (like a
"light audit") prior to issuance of the credits. A full
audit was done for the exploration credits up-front, so
there was no danger of running out of the statute of
limtations for the exploration credits. For nost of the
conpanies for which the departnment did the due-diligence
review, there would be a determ nation about the need for a
full audit; there had not been a need to-date. He stated
that the departnment was current wth nost of the tax
credits, except for the ones that were taken on tax
liabilities. He stated that the nunber of taxpayers had not
substantially increased.

Representative Gara asked for the nunber of taxpayers that
would have to be audited, conpared to 2006. M. Dees
offered to get the information to himat a later tine.

Representative Gara asked whether the presentation would
cover operation expenses.

9:02:12 AM

M. Dees replied that nost of the credits were issued as a
result of capital expenditures. He noted that the only tine
operation expenditures came into the credit picture was
when they were part of the expenditures that led to a net
operating loss credit. He added that he did not plan to go
into operating expenditures.

Representative Gara referred to a Novenber 30, 2010 Juneau
Enpire article in which the commssioner of DOR had
estimated that operation-only capital expenditures had been

$4.7 billion the prior year. The nunbers for the current
year were expected to be $5.1 billion, and the projection
for the following year was $5.5 billion. He estimated the

nunber represented an increase of about 8 percent per year.
He asked whether the nunbers cited were correct.

Comm ssi oner Butcher responded that he did not have the
information referred to but acknowl edged there had been a
slow increase in spending in operating and capital
expenditures, which was one of the issues DOR had begun
resear chi ng. The industry had comunicated that the
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expenses replaced things in a mature field and were not
exploration related. He stated that DOR did not have that
kind of information, although it had since |earned that
asking for nore detail was allowed in the statutes through
regul ations. He noted that the departnment had not requested
the information previously but it intended to include the
| egislature as the informati on was devel oped. He offered to
get information about the capital and operating expenses by
year .

Representative CQuttenberg referred to testinony that the
t axpayers were taking advantage of all the tax credits
available to them He asked whether any of the tax credits
qualified as gold-plating. He wondered whet her t he
conpani es were spending additional noney because it was
avai l abl e to them

M. Dees replied that he did not know whether conpanies
wer e gol d-pl ating.

Representative GQuttenberg pointed to the top line (for
capital expenditure credits) on Slide 7 ("Production Tax
Credits Applied Against Tax Liability"), and asked how the
increase from 2006 to 2011 related to oil production. He
wonder ed whet her there was a correl ation.

M. Dees responded that at the present tinme, DOR did not
have information to correlate the two, as the departnent
did not get information about how conpanies were spending
the noney. He noted that the departnent was going to
request the categories of expenditures.

9:06: 15 AM

M. Dees directed attention to "Transferable Tax Credit
Certificates"” (Slide 9):

Conmpani es may also claimtax credits by applying for a
Transferable Tax Credit Certificate (TTCC)

* Available to conpanies (explorers) with no tax
liability to which credits can be applied

e Tax Credit Certificates under 43.55.023(a) and
(b) nust be split or applied over two years
(except credits issued for expenditures incurred
south of 68 degrees North latitude effective July
1, 2010)

House Fi nance Committee 17 03/17/11 8:05 A M



My be transferred to another taxpayer or cashed
with the state

M. Dees detailed that the certificates were available to
all conpanies, even those wth production tax liability.
However, nost conpanies preferred to take the credit off
the top of their tax bill. He enphasized that transferable
tax credit certificates were especially inportant to those
conpanies or explorers with no tax liability to which the
credit could be applied (for various reasons), as the
certificates could be sold to other conpanies or could be
sold back to the state.

M. Dees continued that tax credit certificates were split
in two when issued, because they had to be applied or split
over two years. He added that the prior year's legislation
made it so that effective July 1, expenditures incurred
south of 68 degrees north latitude could be issued in one
certificate.

M. Dees next discussed "Production Tax Credits Under AS
43.55 Cained by FY ($M" (Slide 10). He noted that the
previ ous slide had shown the tax credits that were directly
applied against tax liabilities; Slide 10 represented all
the requests for tax credit certificates received over the
years by DOR from various explorers or conpanies wthout
tax credit certificates. He pointed out that an earlier
version of the slide had a different amount in 2008 for
exploration AS 43.55.025 credits, but the net anount of
credits issued woul d not be changed.

M. Dees continued that Slide 10 represented what had been
requested by tax payers or explorers. He noted there had
been a trend related to exploration activity; the AS
43.55. 025 nunbers increased in FY 2008, cane down a little
in FY 2009, and then had a big increase in FY 2010. He
enphasi zed that fiscal years were depicted; he stressed
that the period for drilling a well (the drilling season)
on the North Slope was typically between October of one
year through March of the next year. Accordingly, the $99.5
(mllion) nunber in 2010 did not nean that there was that
much activity in the state; it just reflected when the
particular applications were submtted to DOR for credit.
Most of the activity that was related to the $99.9 nmillion
occurred during the exploration season from Oct ober of 2008
through March of 2009; in the fall of 2008, exploration
activity was high and there had been a large increase in

House Fi nance Conmmittee 18 03/17/11 8:05 A M



oil prices. Six nonths after the exploration activity was
over, the conpanies were required to submt their
applications for the AS 43.55.025 clains. The $99.5 million
figure represented clains that were submitted in Septenber
of 2009 (which was part of FY 2010).

9:11: 02 AM

Representative CQuttenberg surmsed that the AS 43.55.025
credits in 2010 reflected expenditures that had been nade
because of the increased price of oil.

M. Dees responded that the nunber reflected activities

that had occurred during the drilling season beginning in
Cctober 2008 and conpleted in Mrch 2009; after the
drilling season was over, the conpanies had to apply for

the AS 43.55.025 credit within six nonths for the conpleted
exploration activities. Generally, around Septenber every
year (when there was a lot of activity), DOR would get
inundated with a lot of applications for wells that were
drilled the previous season. He had hoped to illustrate
t hat even though the chart indicated the year 2010, it did
not nmean that the activity had occurred in 2010. The chart
showed when the applications were received for activity
that occurred in a previous drilling season.

Representative CQuttenberg asked whether DOR was finished
processi ng conpani es that had applied for credits in 2011

M. Dees replied that the departnent had not finished
processing the applications, as FY 2011 went through June
30 of 2011. He provided an exanple related to dates between
Oct ober 2010 and March 2011; there was only one application
for $2.4 mllion, which indicated that there had not been
much exploration activity at the end of 2009. He believed
the nunbers would correspond to a chart that had been
presented by M. Seanmount. He underlined that there was a
|l ag between the exploration activity and the application
for the credit.

Representati ve Doogan opined that the chart was confusing.
He thought the chart seened to say that up until 2011 (for
which there were no nunbers) things were going well in
terms of exploration, and that it would not be known what
woul d happen in FY 2011 until the process was conplete. He
t hought the explanation of the chart just provided had
communi cated sonmething very different. He asked M. Dees to
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rework Slide 10, because it did not nmatch what was being
reported by the testifier.

M. Dees clarified that there was a |ag between when the
activities occurred and when DOR got the application for
the credit. For exanple, for a drilling season that began
at the end of 2009 and went through the spring of 2010
under the statute, the conpany had six nonths after the
exploration activity was conpleted to file for a tax credit
certificate. In Septenber of 2009, DOR had only received
one application for exploration activity totaling $2.4
mllion; his interpretation of that was that there had been
very little exploration activity going on in the drilling
season that preceded the application.

Representati ve Doogan asked when M. Dees would know how
accurate the $2.4 nmillion nunber was.

9:16: 47 AM

M. Dees replied that the nunbers (on Slide 10) represented
applications received through January 4, 2011; the nunber
was accurate through the listed date only. The departnent
had not received additional AS 43.55.025 applications.

Representative Doogan wondered when DOR would have the
final nunmber. M. Dees replied that at the end of FY 2011
(June 30, 2011), he would update the chart to include all
t he applications received through that date.

Representative WIson wondered whether there had been
applications received between January 4 and the current
date (March 17).

M. Dees responded that typically the departnent was
i nundated with year-end applications during the period that
it received the annual true-up. He noted that there was a
statutory requirenent that everyone doing business in the
state that was incurring | ease expenditures or expenditures
for which they would apply for credit had to submt the
information to DOR by March 31. He expected that
applications would be comng in; he thought nost would be
recei ved by March 31.

Representative WIson suggested using the sane deadline for

each year to be able see a conparable true-up over the
years. She wondered whether the information was avail abl e.
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Comm ssi oner Butcher replied that DOR would try to get the
information to the conmttee. He noted that t he
presentation showed all tax credits that had cone in up to
the date it was prepared.

Representative WIlson did not believe that the presentation
reflected the information stated. She wanted to see the
nunbers based on the sane date every year

9: 20: 25 AM

M. Dees pointed out that the slide did reflect the sane
date each year, June 30 of each year. Since it was not June
30 yet in the current year, he had provided the fiscal year
nunbers to-date.

Representative WIson wanted the nunbers to reflect the
cal endar year, since the decision would be nade before the
end of the current fiscal year. She wanted to see the
nunbers yearly to see whether the nunbers had decreased
during the current year.

M. Dees clarified that DOR typically received the
exploration clains in Septenber, wthin six nonths after
the COctober through March drilling season. Mst of the
$99.5 (mllion) nunber reflected clains that were received
in Septenmber of 2009 (for FY 2010). In FY 2011, the $2.4
(mllion) was all that was received in Septenber of 2010
The sane period was somewhat reflected. He enphasized that
the nunbers illustrated that there had been a lot |ess
exploration activity in the drilling period.

Representative Wl son asked what DOR expected to receive by
March 31. M. Dees responded that he did not expect to get
many exploration clainms, if any.

Vi ce-chair Fairclough thought DOR had given the conmmttee
what was needed from an accounting perspective, but
observed that the conmttee was trying to get to a policy
per specti ve.

9:24: 00 AM

Co-Chair Stoltze Dbelieved Conm ssioner But cher woul d
provi de the policy perspective.
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Representative Gara hoped to draw conclusions from the
nunbers on Slide 10. He summarized that the vyears
represented were ACES years. In 2010, the state paid al nost

$100 million in exploration credits and in 2011, the nunber
was significantly smaller. He wondered whether t he
fluctuations reflected the change in oil ©prices. For

exanple, in 2008, the price reached $140 per barrel and
then went down to $30 per barrel in 2009. He asked whether
there was a correlation between different prices and
different results for the different years.

M. Dees did not know whether there was a correlation. He
suspected that conpanies would tend to explore nore during
the period of higher prices.

Co-Chair Stoltze asked whether the subject of the question
asked reflected M. Dees' area of expertise.

M. Dees replied that it did not.

Comm ssioner Butcher replied that the answer could be
obtained from conpanies that nade the decisions. He added
that he could reply to questions about price and other
issues, but ultimately the conpanies made the decisions
about whether or not to explore and the criteria they used
when maki ng the deci si ons.

Representative Gara pointed to the small 2011 nunber ($2.4
mllion). From a policy perspective, he wanted as nmuch
i nput as possible fromthe governnent proposing the oil tax
and not fromthe conpanies that wanted the change.

Co-Chair Stoltze enphasized that there was a separation
bet ween the two, and that was the problem

Representative Gara referred to testinony that reflected an
expectation of one real exploration well in 2011. He noted
that the current presentation had helped him understand
that there was a |ag between the nunbers and the years the
exploration wells were done. He wanted to know whether
there was only one well for 2011 or whether that could
change between the current date and June. He wondered
whet her the $2.4 million figure was from 2010 and not 2011

Comm ssioner Butcher replied that DOR got the information
about the one well in 2011 from DNR and not DOR data. He
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had asked DNR whether there was an expectation of nore than
one well and DNR had replied no.

9:27:54 AM

Representative Neuman referred to the statutes. He queried
how the nunbers for new exploration should be understood,
related to AS 43.55.023(b) providing for exploration
credits for new well exploration.

M . Dees replied that AS 43.55.023(b) was not for
exploration wells, but was the net operating |loss carry-
forward

M. Dees believed there was confusion being expressed about
dates. He stated that the year 2011 did not nean the
cal endar year 2011, but the fiscal year beginning on July
1, 2010. In each of the years discussed, the dates were
between July 1 of one year and June 30 of the follow ng
year. He was trying to reflect what had been received by
DOR in ternms of clains for incurred expenditures, not in
terms of credits that had actually been issued.

M. Dees turned to the next chart, "Transferable Tax Credit
Certificate Activity by Fiscal Year ($M" (Slide 11). He
enphasized that the <chart showed the transferable tax
credit certificates that were issued each fiscal year, how
much the departnent had refunded to the taxpayers, how nuch
the taxpayers had either transferred or applied to tax
liabilities, and the bal ance as of a given date.

M. Dees directed attention to "Cash Refunds History"
(Slide 13):

Cash Refunds Governed by AS 43.55. 028:
* To cash nust be usable against tax liability

Must show subsequent (24 nonths) QCEs or |ease
bi ds equal to cash sought (repealed in 2010)

* Have a zero tax owed in current and past years
* Have no nore than 50,000 BOE/ d

M. Dees reviewed the attributes of cash refunds in Slide
13, "Cash Refunds History":

Cash Refunds Governed by AS 43.55. 028:
* To cash nust be usable against tax liability
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e Mist show subsequent (24 nonths) QCEs or |ease
bi ds equal to cash sought (repealed in 2010)

* Have a zero tax owed in current and past years
* Have no nore than 50,000 BOE/ d

M. Dees spoke to Slide 14 ("Gl and Gas Tax Credit Fund"),
a history of the fund that had been appropriated in order
to pay the transferable tax credit certificates:

Ol & Gas Tax Credit Fund

Appropri ati ons $ 904 M

Tax Credit Purchases (TC Fund) (772) M

Tax Credit Purchases (GF) (79) M

| nt erest Earned 22 M

Bal ance $ 75 M
9:32:10 AM

M. Dees concluded with Slide 15 ("lInpact of Production Tax
Credits Total State Stinulus") with a bar graph depicting a
conbination of the credits taken against tax liabilities
and the actual cash paid out by fiscal year. He noted that
2011 and 2012 were estimted nunbers for what was expected
to occur by the end of the fiscal year.

Vi ce-chair Fairclough acknow edged that the adm nistration
was providing data for a body that was trying to make a
policy decision. She voiced concerns about a statenent made
related to legacy fields or large producers receiving tax
credits. She felt the conmttee was being told that there
was no different benefit in the tax-credit structure for
| egacy fields versus for the explorers that the state was
trying to incentivize through ACES

M. Dees replied that there was no difference other than
the 40 percent well-lease expenditures for well-I|ease
expenditures north of 68 degrees north latitude and the
Cook Inlet Jack-up Rig Credit. Oherwi se, the sane benefits
woul d accrue to the legacy fields; they would get an oil
credit if they happened to get into a net-operating |oss
situation. They would get the same 20 percent capital-
expenditure credit and the exploration credits if they were
doi ng the appropriate types of activities.

Vi ce-chair Fairclough thought M. Dees was providing a
technical response; from a policy perspective, she wanted

House Fi nance Committee 24 03/17/11 8:05 A M



to differentiate that the legislature was trying to
incentivize smaller exploration and smaller drilling
through ACES. She did not think that everyone had equal
access related to tax credits. The slide made it |ook like
t hat was not happeni ng.

Vi ce-chair Fairclough spoke to concerns about jobs for
Al askans. She thought jobs were being decreased on the
North Slope, specifically in the Ilegacy fields. She
wondered whether there was additional information related
to tax credits that she had not yet heard.

9:36: 37 AM

BRUCE TANGEMAN, DEPUTY COWM SSI ONER, DEPARTMENT OF REVENUE,
explained that M. Dees was describing the technical way
the tax credits were being used. The credits were avail able
and in statute, and conpanies were taking advantage of
them He pointed to testinony from conpanies that were
ent husi astic about the tax-credit system already in place,
like Geat Bear Petroleum He enphasized that those
conpanies were not yet close to production. The other side
of the equation was the progressivity on the tax when the
conpani es started producing. He noted previous testinony in
the House Resources Conmittee by a conpany that was close
to production; wup wuntil that point, they had taken
advantage of the tax system but progressivity was a
di sincentive once they were |looking at production. He
stated that all of the provisions in ACES were not being
thrown out, just the progressivity conponent, which the
departnment viewed as a serious problem on the production
si de of the equation.

Representative Doogan referred to Slide 15. He asked
whether the graph meant to comunicate that in 2012,
approximately half of the tax credits were going to the big
three conpanies and the other half to the smaller oi
conpani es.

M. Dees responded that he was correct; a little over half
was projected as going to conpanies applying tax credits to
their tax Iliability. He «clarified that the conpanies
represented were nore than just the "big three.”

Representative Doogan asked whether the representatives
fromDOR at the testifier's table had witten the bill.
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Comm ssi oner Butcher responded "yes, we did; the three of
us primarily, as well as Joe Balash from the Departnent of
Nat ur al Resources. " [ Conm ssi oner But cher, Deputy
Comm ssi oner Tangeman, and M. Dees were at the testifier's
tabl e.]

Representati ve Doogan asked whether the ideas behind the
bill and the approach to it were theirs.

Comm ssi oner Butcher answered "yes." He noted that there
had been many conversations with the industry discussing
what individual conpanies would see as incentives and
"gane-changers,” as DOR did not operate in a vacuum He did
not think there would be a point to comng up wth
| egislation that would not work. He acknow edged that there
had been "a lot of conversations” [with industry] but
ultimately, when the bill came out in January, they did not
see it before anyone el se.

Represent ati ve Doogan asked whether "conversations"” nmeant
nmeet i ngs.

Comm ssioner Butcher responded that there were neetings
wi th nmenbers of the industry.

Represent ati ve Doogan asked whether the neetings were about
the bill.

Comm ssi oner Butcher replied that the neetings were to get
input from the industry on what industry felt could be a
"gane changer." He reported that industry was not happy
with all parts of the bill, as had been heard in testinony;
those were not things that had been di scussed.

9:40: 54 AM

Representative Edgnon referred to the subject of gold-
plating brought up in the detailed presentation by Roger
Mar ks, who had 25 years with the departnment as well as
extensive experience on the subject. He stated that he
could not tell from comments by the DOR senior officials
and the auditor whether there was gold-plating by
conpanies. He was troubled by the discrepancy and wanted
assurance that sonmeone had a better idea of what was going
on with tax credits.
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M. Tangerman replied that the departnent had stated that it
had gone from gross to net just in 2006 and had done the
audit for 2006. He believed M. Dees had stated that he had
not seen gold-plating taking place in the audit that was
substantially conpleted. He noted that DOR was in the m dst
of auditing 2007 and that new information going from gross
to net would be avail abl e.

Comm ssi oner Butcher pointed out that the departnment would
never have the staff to address the kinds of questions
raised during the presentation by M. Mirks (related, for
exanple, to the decisions to buy different kinds of trucks
because of possible incentives). He added that the
departnment was | ooking for signs of gold-plating insofar as
the existing audit staff coul d.

9:44: 14 AM

Representative Edgnon thought there was still a big gap
between what the commttee was being told and how the
information was being substantiated by the departnent
through the auditing process. He stressed that the
| egislature would have to nmke a mmjor policy decision
based on information from audits, which were |agging behind
the real-tinme activity. He expressed confusion about how to
substantiate his deci sion.

Co-Chair Stoltze interjected that there was a "great dea
of subjectivity" in the whole area of gold-plating. He
asked for further comrent by the departnent.

Comm ssi oner But cher agr eed t hat t he subj ect was
tremendously subjective. He thought the group could spend
an hour debating whether there could be a need by a conpany
for a nicer truck; he thought it all depended on how the
i ssue was being | ooked at. He argued that whether there was
overreaching by a conpany was very difficult to sort out,
ot her than through an audit.

Co-Chair Thomas referred to a television "reality" show in
whi ch soneone shot seven tinmes at a caribou; he thought the
| egi sl ature was at shot three on the discussed subject. He
pointed to people who thought the state had gone back and
forth from taking too much to giving away too nuch. He
wondered whether the admnistration had a goal or a cap
related to how nuch it wanted to give back to the industry,
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so that the legislature could get the bill right and shoot
t he cari bou once and for all.

Comm ssi oner Butcher responded that the adm nistration had
considered what it called the "zone of reasonableness.” He
argued that when dealing wth progressivity and tax
credits, the nunbers changed; there would never be an
"exact sweet spot." Regarding progressivity, for exanple,
when the department considered the difference between
changing progressivity from a 0.4 to a 0.3 or 0.2
[ percent], or considered brackets as a different approach

it would run the nunmbers through a nodel to try and see
where it evened out at different prices. He stressed that
the departnment was trying to find where the state was

continuing to get its fair share while still allow ng an
oil company (particularly when oil prices were higher) to
get a little nore to incentivize exploration and
production. He believed a tax bill would always be an

i nexact science.

Co- Chair Thomas agreed; he pointed out that with ACES, no
one had imagined oil could reach the high prices it did. He
wanted to assure the public that functioning progranms would
continue to receive state funding.

Co-Chair Stoltze recomended not spending so much tine
arguing over how the profits would be split that the job
never got started.

9:49: 12 AM

Representative Gara stated that he was disturbed by the
lack of information on the bill. He referred to DOR
information published in the Juneau Enpire that investnent
spending on the North Slope was increasing about 8 percent
each year over the past four years. He pointed to another
statenent by DOR in the Juneau Enpire in Decenber 2010 that
had the answer to a question the testifiers from DOR were
now saying they did not have an answer to; the quote was
that the increase in capital spending was not driven by an
increase in maintenance costs but primarily driven by new
projects comng on line. He asked whether the prior
commi ssioner was able to answer the question [in the Juneau
Enpire] because he had information Comm ssion Butcher did
not have.
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Comm ssioner Butcher replied that he had not been in the
room with the prior comm ssioner [when the statenment was
made] and he did not know what information he was | ooking
at and what evaluation he was making from the information

He reported that in the few nonths prior, hi s
adm ni stration had considered what the decline curve | ooked
like, the lack of exploration wells, and had tried to make
connections about where the credits were. He added that
there was not a lot of activity expected in the near
future; he did not see much exploration or fields that were
ready to go.

Representative Gara asked why there was not a proposal
directing the state to enhance exploration and devel opnent
credits if the state was trying to get nore exploration. He
t hought testinmony by M. Mirks had led the conmttee to the
conclusion that the state was spending noney (about $1
billion each year) on things it perhaps should not be
spending noney on. He asked whether the admnistration
woul d consider starting over wth the legislation and
focusing on things that were wanted, such as a credit for
processing facilities so that conpanies could develop the
smaller fields, or a credit that would be better for
exploration, or for devel opnent wells.

Comm ssi oner Butcher responded that they had spoken to many
i ndependent conpanies that had cone to Alaska in response
to tax credits passed in ACES. He noted the conpanies woul d
be testifying about the issue. He believed the credits had
made the conpanies interested in Al aska, but there had been
chal | enges with negotiations related to the production. The
departnment believed nore than incentivizing credits was
needed, because ultimately the tax paid over many years on
a producing field did not add up to nuch nore than the
credits on the front end. Credits m ght bring conpanies in,
but the neasure would only be half-effective if it did not
result in production through TAPS.

9:53: 57 AM

Representative Gara referred to questions by Representative
Doogan about who the admnistration had worked with in

witing the bill. He asked which conpanies were involved in
t he nmeet i ngs. He asked whet her Exxon, BP, and
ConocoPhillips were involved in the neetings.
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Comm ssi oner Butcher responded that the adm nistration had
had neetings wth ConocoPhillips, BP, Exxon, Chevron
Ar st rong, Pi oneer, and wth virtually every conpany
operating in the state. Everyone on the state team was not
in each neeting, but between them the admnistration had
touched base with as nmany conpanies as possible to get as
much input as possible. He did not think there was a point
to creating a bill to incentivize private-sector decision
maki ng wi t hout i nput about what potentially m ght work.

Co-Chair Stoltze interjected that there had recently been a
statenent in a newsletter that industry had witten the
bill.

Representative Gara was not concerned about who wote the

bill but about who had influenced it. He asked whether
menbers of the conpanies had requested the nmajor provisions
in the bill, including reducing progressivity and going

fromnmonthly to annual taxation

Comm ssioner Butcher replied that the discussions had
covered many topics, not specific requests. From the
begi nni ng, conversations with nmenbers of the conpanies were
about doing sonmething with progressivity, as the governor
had raised the issue nonths earlier; the governor thought
progressivity was inhibiting exploration and devel opnent
production on the North Sl ope.

Representative Costello noted that she considered the
constitution when thinking about the state's resources, and
quoted that it was the "policy of the state to encourage
the settlenment of its land and the developnent of its
resources by meking them available for the maxi num use
consistent wth the public interest.” She questioned
whether it was in the interest of the public to devel op and
produce the state's oil.

Comm ssi oner Butcher responded that he believed it was in
the best interest of the state to develop its resources in
an environnental |y safe manner.

9:57: 05 AM

Representative Costello pointed out that production was
declining. She queried the purpose of tax incentives in
statute.
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M. Dees replied that although it was not explicitly stated
in statute, the credits were intended to provide incentives
for conmpanies to spend noney in a way that would lead to
nore oil and gas production. He noted that no outconme was
explicitly tied to whether or not a credit was given, but
he thought it was inplied that if someone spent capital
dollars to drill wells, the result would be to either
mai ntai n or increase the amount of oil and gas production.

Representative Costello continued that exploration and
devel opnent were two separate processes and that the state

was wWilling to take a significant anmount of the risk. She
recalled information given that a |ow percentage of wells
drilled resulted in oil. She argued that the state should

be willing to take the risk at the beginning of the
exploration process for the long-term benefit of the
public. However, it seenmed that the result had not been
production. She asked what the state was incentivizing and
whet her it was incentivizing the right things.

M. Tangeman replied that M. Dees was very know edgeable
about tax credits and how they were inplenented, but the
guestion related to setting policy. He agreed that the
credits had gotten the state to a certain point; new
conpanies were exploring. However, there was a distinct
break between exploration on the one hand, and production
and throughput on the other, which had raised the concerns.
At high oil prices, people were interested in |ooking for
oil, but there was still not an increase in production
conparable to other areas in the world (such as North
Dakot a) .

Representative Costell o asked whether the bill would change
t he base tax rate.

M. Tangeman replied in the negative.

Representative Costello likened the situation to two
different things on either end of a balancing toy called a
seesaw. On one side, there were the tax «credits or
incentives; on the other side was progressivity. She wanted
to achieve a balance, so that too nuch activity would not
be incentivized on one side. She queried the balance the
state was trying to achieve between incentives offered and
the tax rates the conpani es woul d pay.
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M. Tangeman answered that the bill would only make one
change to the tax credit side, because the admnistration
believed that the tax credits already in place were being
used and were effective. The proposal was to go from 20
percent to 40 percent. He noted that the bulk of the bill
woul d address the progressivity side; everything else was
wor ki ng.

10: 03: 01 AM

Representative Costello queried the value of the resource
in the ground that the state wanted to incentivize enough
to get to production.

M. Tangeman referred to earlier "optimstic" testinony by
the Alaska OI and Gas Conservation Conmm ssion (AOGCC)
regarding the anount of oil present in the state. He noted
that the state was assisting industry wth short-term
expenses through the tax credits in order to get the |ong-

term value of the oil. He did not think the departnent was
the expert on the amobunt of the resource, but AOGCC was; he
did believe there was enough oil for the pipeline for

decades to cone.

Conmi ssi oner Butcher added that the value was certainly in
t he hundreds of billions of dollars.

Representati ve Doogan stated that he wanted a list of the
neetings that were held related to the bill by Comm ssioner
Butcher, any of the people at the table, any of their
predecessors, and anybody in the governor's office. He
wanted to know when they nmet and who was at the neetings.
He understood that sonebody mght offer a privileged
defense regarding the contents of the neetings; he was not
asking for that. He wanted to know who the admnistration
had spoken to and when.

Comm ssioner Butcher replied that he wuld relay the
request to the governor's office. He asked whether

Representative Doogan also wanted a list of Native
Corporations. He stated that the group involved was broad
and not limted to just a handful of folks that they were

eliciting opinions from
Representative Doogan stated that he wanted a list of

everybody involved. He wanted to know who was tal ked to and
when they were tal ked to.
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10: 06: 01 AM
AT EASE

10: 14: 35 AM
RECONVENED

Representati ve Doogan wondered whether the conmttee would
receive sonething in witing based on the presentation.

ROGER MARKS, LEGQ SLATIVE CONSULTANT, LEQ SLATIVE BUDGET AND
AUDI T COW TTEE, provided a brief sumary of his background
experience. He had been a petroleum econom st with the Tax
Division at DOR before retiring in 2008. He had spent a | ot
of tinme analyzing the production tax and had sone role in
designing both the statutes and the regul ati ons.

M. Mrks presented an overview on the intent and design of
PPT and ACES, particularly the relationship between the
credit rates and tax rates and how it was all intended to
fit together.

M. Marks reported that PPT was designed in 2006 to do two
main things. The first was to increase taxes; nost people
realized that the economic limt factor (ELF) had not been
wor ki ng properly. The second goal of PPT was to incentivize
new i nvestnment. A two-pronged system was designed to reach
the goals. Exploration and new devel opnment would get the
credits, and production would pay the tax. The cycle was
supposed to work with a credit system an entity could
convert losses to a credit. For exanple, under ACES, $100
mllion in exploration costs would convert into a $25
mllion carry-forward loss and a 20 percent credit,
totaling $45 mllion in credit.

M. Marks explained that the credit system was inportant
because in exploration economcs, the main thing driving
the outcone was the probability of success and the cost of
drilling the well. He enphasized that the failure |leg
carried nore weight if there were a 90 percent chance of
comng up with a dry hole. He noted that a 90 percent
chance of failure was not an unreasonable nunber. Part of
the goal in designing the credit structure was for the
state to assunme a share of the failure risk as a way of
i ncentivizing exploration.
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M. Marks continued that new field-devel opnent costs were
nostly on the front end. The goal was "backend-1|oading the
tax," which nmeant reducing the cost to the devel oper on the
front end of the project to increase the value of the
project on the net present-value basis. He pointed out that
the described structure was used all over the world and
that accelerated appreciation was one exanple. The state
had a credit system that would give the producers nore
nmoney on the front end and get it back on the tail end.

10: 19: 18 AM

M. Marks explained that the system contained was a bal ance
between the tax rate and the credit rate to nake sure
things worked right. He stated that his judgnent was that
ACES had created a distortion in the balance. Currently, he
felt the state had a great system for incentivizing
exploration. For exanple, the governnent assuned 45 percent
of the dry-hole risk. In addition, costs for state and
federal corporate incone tax could be deducted, which added
up to the governnment assuming 70 percent of the dry-hole
risk, a great incentive. However, exploration econonics
(given a 90 percent chance of failure and a 10 percent
chance of success) neant that taxes were not relevant for
an entity in the exploration phase. Costs and probability
of success were the drivers.

M. WMarks used the analogy of a scene in the novie "Butch
Cassidy and the Sundance Kid." The characters were being
chased by the law and cane to the edge of a cliff; they had

to junp into a river. Sundance said to Butch, "I don't know
how to swm" Butch answered, "Don't worry, the fall wll
probably kill you."™ During exploration, the taxes do not

matter that nmuch, because when comng up dry, there would
be no taxes to pay.

M. Marks believed the current credit system worked well
for exploration. The tax was designed so that taxes would

be paid if a conpany found oil. However, currently, the
exploration incentives were so good the conpanies found
oil, began to produce, and then |ooked at the tax rate and
t hi ngs sl owed down as the inpact of paying the taxes becane
real . He bel i eved t he current di sconnect bet ween

exploration and production was a problem that was built
into the structure of ACES.

House Fi nance Conmmittee 34 03/17/11 8:05 A M



M. Marks enphasized that the credit system was strong,
with taxes that were not too high or too low, the problem
was the high taxes.

M. Marks addressed Representative Edgnon's question about
gold-plating. He did not believe that even a very strong
audit could tell that a conmpany had purchased a better
truck than it needed to. He thought the solution to the
gol d-plating problem was to have a tax structure that did
not incentivize such spending. He noted the nmin elenent
contributing to gold-plating was high marginal tax rates,
under which the tax rate and net value dropped wth
additional costs. He estimated the credits contributed
perhaps 20 to 25 percent to the problem but the main
driver for gold-plating was high marginal tax rates at oil
hi gh pri ces.

HB 110 was HEARD and HELD in commttee for further
consi derati on.

Co-Chair Stoltze reviewed upcom ng presentations.

10: 24: 25 AM

#
ADJ OURNVENT

The neeting was adjourned at 10:24 AM
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