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ACTI ON NARRATI VE

3:21:18 PM

CHAIR KURT OLSON called the House Labor and Commerce Standing
Commttee neeting to order at 3:21 p.m Representatives 0 son

Hol nes, Seaton, and Johnson were present at the call to order.

HB 118- RESEARCH AND DEVELOPNMENT TAX CREDI T

3:21: 51 PM

CHAI R OLSON announced that the only order of business would be
HOUSE BILL NO 118, "An Act relating to a tax credit for
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corporate inconme taxes paid for qualified research and
devel opnment expenditures; and providing for an effective date."

3:22:16 PM

CURTI S THAYER, Deputy Conm ssioner, Department of Conmmerce,
Community & Econom c Devel opnent (DCCED), explained that HB 118
woul d provide a 20 percent tax credit for qualified research and
devel opnent conducted by corporate taxpayers in Al aska. The
research and developnent (R&) tax credit 1is intended to
stimulate private sector investnment, entrepreneurial activity,
and business expansion in Al aska. O her states offer simlar
credits and this bill would allow Alaska to conpete with them
and bring long-term benefits to our econony. The cap on the
research and developnent tax credit may not exceed $10 mllion
per taxpayer per year. The research and devel opnent activities
or the payroll of the enployees nust take place in Al aska, he
st at ed.

3:24: 05 PM

MR. THAYER related that purpose of the R& tax credit is to
di scover informational technologies and other R&D activities.
In order to qualify for R& activities, a corporation nust neet
the purpose, which is to discover informational technol ogies and
any application that would be wuseful in developing new or
i nproved conponents. Al of the R&D activities nust constitute
a process of experinentation, such as devel opnent of a new or
i mproved product, process or fornula, devel opnent of prototypes
or nodels, building or inproving manufacturing facilities,
devel opnent or inprovenent of software technol ogies, certificate
testing, and devel opnent or application for patents. Activities
that do not qualify for the R& tax credit would include
exploration activity for asserting the existence, |ocation
extent or quality of ore or mneral deposit, duplication of
exi sting business conponents, surveys or studies such as market
research, advertising, or routine data collection, or research
in the social sciences, arts, or humanities.

MR. THAYER related the R& tax credit could induce corporations
to conduct independent research in Al aska. The R&D tax credit
is supported by the Departnent of Comrerce, Community, and the
Econom ¢ Devel opnment Advi sory Council, which has been directed
to identify means to induce investnment and to help increase the
viability of business. Oher supporters of the R& tax credit
i nclude Al aska businesses and chanbers of comerce, as well as
muni ci palities and econom ¢ devel opnent counci | s. Thi s
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initiative also parallels efforts by the Anchorage Econonic
Devel opnent Cor por ati on to establish rel ati onshi ps W th
corporations looking to relocate to favorable |locations in
Al aska.

3:25: 20 PM

MR. THAYER stated HB 118 would also inpose a reporting
requirenent on the Departnment of Revenue (DOR) so the
| egi slature and the public will be aware of the fiscal inpact
and econom c benefits of the R&D to the state.

MR. THAYER explained that the R& tax credit would be offered
for 20 percent of qualified R& expenditures that exceed the
average qualified R& expenditures as defined in 26 U S. C 41(d)
(I nternal Revenue Code) for the three vyears immediately
preceding the year in which the credit is clainmed. Unused R&D
tax credits may be carried forward for up to seven years after
the expenditure for which the credit is clained.

MR. THAYER related that in order to prevent a corporate taxpayer
fromclaimng nore than one benefit for a single expenditure the
bill also provides that a R& tax credit nmay not be clainmed for
expenditures that a corporation deducted in calculating its tax
litability or for which it claimed a federal credit apportioned
to Al aska. This bill would help put Alaska on a |evel playing
field since over half of other states have simlar prograns.
The R& tax credit would stinmulate private-sector investnent,
entrepreneurial activity, and business expansion in Al aska that
will bring opportunity and sustainable |ong-term benefits to our
econony. He characterized HB 118 as good for econony and
Al askan fam | i es.

3:26: 43 PM

WANETTA  AYERS, Manager , Ofice of Econom ¢  Devel opnent,
Depart ment of Commerce, Conmunity & Econonic Devel opnent (DCCED
provi ded background information on HB 118. She stated that the
f eder al research and devel opnent (R&D) tax credit was
established in 1981, has been reauthorized 14 tines, and is
aut horized through 2011 [slide 1]. There has been substantia
interest in permanently extending the R& tax credit to help
conpani es create good jobs and increase future productivity and
grow h

3:27:47 PM
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M5. AYERS outlined the four part test to determne what
constitutes R&D according to the Internal Revenue Code (IRC
[slide 2], as follows:

Technological in Nature - nust fundanentally rely on

the principles of physi cs, bi ol ogy, chem stry,
mat hemati cs, and conputer science.

Level of Technol ogical Uncertainty - activities have
an associated level of wuncertainty related to the
devel opnment or inprovenent of a product or process.

Process of Experinentation - incorporates a process of
t heoreti cal and physi cal eval uation designed to
eval uate one or nore alternatives.

Permtted Purpose — requires that the goal of the
activity is to inprove the fit, form or function of a
product or process for a business conponent.

M5. AYERS commented that nuch of the permtted purpose was
outlined by M. Thayer's information.

3:28: 37 PM

M5. AYERS discussed the Innovation Agenda [slide 3], which she
said is being discussed at the national |evel. The Anmerica
COVMPETES Act changes the approach to econom c devel opnent, she
sai d. A large part of this seeks to strengthen the capacity of
the U S. Econonic Devel opnent Adm nistration (EDA) to accelerate
the commercialization of new technol ogies, products, processes

and services. The EDA has been restructured and the federal act
formally establishes the EDA's Ofice of Innovation and
Entrepreneurship at the Departnment of Commerce to foster
innovation and the commercialization of new technol ogies,
products, processes, and services with the goal of pronoting
productivity and economc growmh in the United States.

MS. AYERS related that U S. President Barack Obhama wants to out-

build, out-innovate, out-educate, and out-hustle and be the
econoni ¢ survivors [slide 4].
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M5. AYERS referred to the U S nmap that highlight the 34 U S
states that have some form of R&D tax credits or incentives
[slide 5].

M5. AYERS related that HB 118 would create a new tax credit for
qualified R& devel opnent, essentially for every five dollars
spent by the private sector for R&, one dollar would be
credited back against the state's tax obligation. Cor por ati ons
are allowed a total R&D credit up to $10 mllion per taxpayer
per tax year for the three years imrediately preceding the year
in which the credit is clained, she said.

3:30:45 PM

JOHANNA BALES, Deputy Director, Tax Division, Anchorage Ofice,
Departnment of Revenue (DOR), stated that the governor is hoping
to bring in new businesses to Alaska and to entice R& in
Al aska. The main focus of HB 118 is to help diversify the
econony, she said.

M5. BALES provided a section-by-section analysis of the bill
Section one would allow a taxpayer 20 percent credit on the R&D
expenditures that are incurred in Al aska that exceed a three
year average of R&D expenditures in the prior three years. She
said that any existing R& would not qualify for a credit unless
the R& increased or iif new R& activity happened. The
corporate taxpayer would be allowed 20 percent credit not to
exceed $10 mllion per year. The corporate taxpayer could carry
forward any credit towards tax liability for up to seven years.
As Deputy Conm ssioner Thayer previously pointed out, a taxpayer
could not take a deduction for the expenses in the calculation
for the corporate inconme tax liability. She related that a
federal R&D tax credit also exists. Currently, wunder Al aska's
corporate tax structure, conpanies can apportion a part of the
federal credit for business in Al aska, but they would not be
allowed to take the federal credit, as well. She commented that
the Departrment of Revenue (DOR) would report back to the
| egi sl ature any R&D activity.

3:34:01 PM

REPRESENTATI VE HOLMES said it sounds |like a good idea. She
referred to state and federal credit. She wondered what the
advantage would be since a federal credit process exists. She

asked for the necessity of allowwng a state R&D tax credit since
the corporation would not be eligible for both the state and
federal credit.
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M5. BALES expl ained the federal process. Taxpayers perform a
calculation of all the R& activity conducted throughout the
nation. The corporate tax is based on a "water's edge basis" so
even though the activity is not conducted in Alaska, the
corporation can take a credit in Al aska. She pointed out that
the credit is generally very small since the portion of the
activity that took place in Alaska is also very small. Thi s
bill would allow a 20 percent R&D tax credit on expenditures
that took place in Al aska. The state is hoping to entice
corporations to do R& in Al aska. She related a scenario in
which a conpany perforns cold regions R&D, which mght be
conducted in a northern state such as M nnesota or W sconsin.
She related that if those states offer tax credits and Al aska
does not, that this bill would help entice the corporations to
do business in Al aska. She predicted that the R& tax credit
offered credit directly for those expenses would be |arger than
the federal credit the corporation is currently taking.

3:36:16 PM

M5. BALES, in response to Representative Hol nes, explained that
R&D tax credits offered by other states vary significantly from
state to state. Some do not have a |limt and sone have a credit
for the ampunt of expenses until the corporation has exhausted
the credit. Sonme offer six percent tax credits and other states
offer 20 percent R&D tax credit. She said it is difficult to
find an average. The DOR piggybacked the federal |aw, which
allows corporations R& tax credits ranging from 14 to 25

per cent, depending on whether the expenditures are new
expenditures or prior expenditures. She stated that even
federal calculation is conplicated and diverse. The DOR

reviewed other states and took a md-range approach of 20
percent, but only for expenditures that were increasing in the
st at e.

3:37:57 PM

REPRESENTATI VE HOLMES said it would be hel pful to have sonething
in witing that outlines the exceptions. She asked to what
extent these credits are applicable to oil and gas, and m ning.
She offered her belief that the R& tax credits would not apply
to oil and gas but she thought perhaps sonme technol ogy research
m ght qualify.

M5. BALES explained that with respect to mneral exploration
that if the corporation qualifies for federal <credit the
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corporation would qualify for the proposed R& tax credit in
Al aska. She noted that federal |aw does not allow expenses for
exploration to ascertain the existence, |ocation, or extend of a

m neral ore deposit. The reason for this is because under
federal l|aw those activities are allowed to use an exploration
incentive credit. Thus, the federal |aw would not also offer a

R&D tax credit. She offered her belief that would be the only
l[imtation for oil and gas conpani es. She pointed out that if
the oil and gas corporation also perfornmed other R&D, such as
tertiary recovery or other activities, the credit would apply in
Al aska so long as it qualified under federal |aw. She offered
to provide research on the types of expenses oil and gas
conpani es coul d use.

REPRESENTATI VE HOLMES al so asked her to address the extent that
this would overlap with existing credits in the oil and gas
arena. She referred to the zero fiscal note. She asked whet her
the departnent could provide a ballpark figure on the
anticipated credits, and if it would range from $10 mllion or
$10 billion.

M5. BALES suggested that the state would like to attract new
corporations so any additional activity would bring in increased
revenues from corporate taxes. She said she was unsure of the
| evel of current activity, but she offered to try to provide the
committee with sonme ideas on the anount of projected activity.

3:41: 53 PM

MARK MEYERS, Vice Chancellor, Research, University of Al aska,
explained that the overall research at University of Al aska
(UA), is approximately $123 mllion per year, largely stenm ng
from the National Science Foundation grants. He stated the UA
al so conducts sonme private research. He related that the UA is
interested in stronger private public partnerships in research

He said that his office sees sone significant opportunities to
do so. Thus, the UA is forming an office for intellectual
property and conmmrercialization. The lab capacity is quite
si zeable and other states have used that to their advantage to
devel op private/public partnerships. He said that in devel oping
intellectual property, sone of the noney returns to the state in
the form of royalties on the developed intellectual property.
Along that |line, there are many opportunities for ongoing
research in bionmedical fields, advanced instrunentation for
space craft, for unmanned aircraft, and unmanned submarine
vehi cl es. He suggested a substantial work is also performed in
engi neering design, energy technology, aviation technol ogy,
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transportation infrastructure and construction. Thus, any
credit the state could offer nmay help entice additiona
research. Al aska has a unique natural |aboratory for this type
of research, including the ability to use air space to fly
unmanned vehicles since there are few places in the country this
activity can happen. He said that the unique environment offers
opportunities to train Alaskans at the UA to use these research
capacities and to develop the research thensel ves. He offered
his support for HB 118 as a neans to strengthen the state's
econony.

3:45:19 PM

CHAI R OLSON asked whether his research at the UAA is simlar to
the research he conducted at the federal United States
Geol ogi cal Survey (USGS).

MR. MEYERS answered yes, but his research ranges from bi ol ogy,
water, renote sensing, atnospherics and geophysics. The
difference at UAA is that his research also involves the
humani ties, arts, and engi neering.

3:45:52 PM

KATHRYN DODGE, Econom ¢ Devel opnent Specialist, Fairbanks North
Star Borough (FNSB), stated that the Fairbanks North Star
Bor ough (FNSB) supports HB 118. She expl ained that the FNSB has
worked wth the University of Alaska Fairbanks (UAF) to
strengthen the private industry funded research and the
federally funded research in the comunity and in the state.
This bill provides a tool to help nove that effort forward. She
related that she works with oil and gas recovery. Wile the UAF
and FNSB have developed sone relationships wth private
i ndustry, additional effort could be nade. Bi g conpanies tend
to conduct research in their headquarter areas and the R&D tax
credits provide enough of an incentive for conpanies to at | east
consi der conducting research in Al aska. She offered her belief
that this is a very strong and inportant tool to nove Al aska
towards an innovative econony. The state has struggled with | ow
nunbers of patents. She anticipated that HB 118 would increase
t he nunber of patents, which is indicative of an entrepreneurial
econony. The FNSB has also worked to conmmercialize the
technol ogy but the research doesn't necessarily lend itself as
well, but she thought this bill could help focus on research
with commercial potential. She concluded by offering support
for HB 118. She encouraged nenbers to nove the bill forward.
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3:48: 20 PM

CHAIR OLSON stated his intention to keep the public testinony
open.

[HB 118 was hel d over. ]

3:49: 03 PM

ADJ QURNIVENT

There being no further business before the commttee, the House

Labor and Commerce Standing Conmttee neeting was adjourned at
3:49 p.m
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