SENATE FI NANCE COW TTEE
February 10, 2011
9:02 a.m

9:02:40 AM

CALL TO ORDER

Co-Chair Stedman called the Senate Finance Commttee
nmeeting to order at 9:02 a.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senator Lesil McQuire, Vice-Chair
Senator Johnny Ellis

Senat or Denni s Egan

Senat or Donny O son

Senat or Joe Thomas

VEMBERS ABSENT

None

ALSO PRESENT

Bruce Tangeman, Deputy Conm ssioner, Departnent of Revenue;
Lennie Dees, Audit Master, Tax Division, Departnent of
Revenue.

SUMVARY

A"Presentation on Gl and Gas Tax Credits by the Departnent
of Revenue

9:03:13 AM

Co- Chair Stedman discussed the agenda for the norning. He
explained that today's neeting was a continuation of |ast
week's January 25th neeting. He noted that the sane
presentation would be delivered again for the House Finance
Comm ttee.

9:06:12 AM




BRUCE TANGEMAN, DEPUTY COWM SSI ONER, DEPARTMENT OF REVENUE
i nt roduced hi nsel f.

LENNI E DEES, AUDIT MASTER, TAX DIVISION, DEPARTMENT OF
REVENUE, explained his background in accounting and wth
the Departnent of Revenue (DOR). He explained that the
master audit position was created with the (ACES) | aws.

9:09: 59 AM

M. Dees introduced the PowerPoint presentation "Production
Tax Credits" (copy on file).

M. Dees continued with Slide 3: "Types of Production Tax
Credits,"

Credits which my be taken against oil and gas
production taxes i ncl ude:

B Capital Expenditure Credits
B Alternative Tax Credits for Gl and Gas

Expl orati on

B Net Operating Loss (“NOL”) Carry Forward
Credits

B Transitional | nvest ment Expendi ture

(“TIE") Credit

Addi tional Nontransferable Tax Credits
Wel | Lease Expenditures Credit

Cook Inlet Jack-up R g Credit

9:11: 21 AM

M. Dees introduced Slide 4: "Tinelines for Production Tax
Credits."” He described the graph and its various conponents
regarding the credits tinelines.

Co-Chair Stednman asked for details regarding the various
credits. M. Dees explained that the first credit |isted
43.55.023(a) was for Qualified Capital Expenditures (QCE).
He added that 43.55.023(b) the Net Operating Loss (NO)
Carry Forward Credit (CFAL) occurs when a conmpany occurs a
net operating loss (a conpany's expenditures exceed the
anount of revenue) enploying a formula using the revenue
fromthe oil and deducting the incurred | ease expenditures.
The section allows the conpany to take the net operating
| oss and convert it to a credit for a future tax liability.
The credit was updated under ACES to a 25 percent credit.

9:14: 50 AM
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M. Dees introduced the Well Lease Expenditure credit or
43.55.023(1), which was fairly new with little activity.
The <credit provides conpanies a 40 percent credit for
expendi tures rel at ed to i ntangi bl e drilling costs
associated wth the drilling of wells. The credit's
inception was last year. The credit is only available in
areas south of 68 degrees north |atitude.

M. Dees detailed the Transitional |nvestnment Expenditure
(TIE) credit 43.55.023(i), which wunder the Petroleum
Production Tax (PPT) allowed a credit for expenditures
incurred between April 1, 2001 and May 31, 2006. The credit
was altered during ACES and was no longer available to
exi sting tax payers.

9:17: 00 AM

M. Dees discussed the non-transferable tax credits,
(43.55.024). The $6 mllion credit is wused against tax
l[iability and cannot be converted to cash or carried
forward

M. Dees addressed the Small Producer Credit, 43.55.024(c).
The credit is granted based on the conpany's production.
The credit can only be used to offset tax liability and
cannot be carried forward or turned into a cash
certificate. The credit expires in 2016; however, sone
ci rcunst ances permt extension.

M. Dees discussed 43.55025 or the alternative credit for
oil and gas exploration. He noted that the «credit
originated in 2003 for conpanies drilling exploratory wells
and performng seismc work. One requirenment was that the
work occurred at a certain distance from an existing unit
or well. Initially the credit was either 20 to 40 percent,
but has since been revised to 30 and 40 percent through
ACES. The credit is referred to as the exploration credit.

9:20:10 AM

M. Dees finished wth the Cook Inlet Jack-up R g Credit
which will grant the first three unaffiliated persons using
a jack-up rig in the Cook Inlet and targeting a specific
zone, up to 100 percent of the first $25 mllion of
exploration expenditures. If the conpany using the credit
has a successful well, then 50 percent of the credit wll
be paid to the state over a period of 10 years.

Senat e Fi nance Committee 3 02/10/11 9:02 A M



Co-Chair Stedman comrented that the FY12 budget proposes a
total of $850 million in tax credits. He highlighted the
magni t ude of the issue.

9:21:42 AM

M. Dees discussed Slide 5: "Types of Production Tax
Credits,"

Capital Expenditure Credits - (AS 43.55.023(a)(1))

20% of qualified capital expenditures (QCE)
QCE include drilling, construction of
facilities, new equi pnent, etc.

Sanme expenditures may also qualify for NCL
Carry Forward Credit

Sane expenditures do not qualify for
expl oration credit

Must be spread over 2 years (except for
expenditures incurred south of 68 degrees
North latitude — effective July 1, 2010)

O Credits may be cashed or transferred

M. Dees discussed Slide 6: "Types of Production Tax
Credits,"

Expl oration Credits
O Two Main Types
B Capital Credit for Exploration Activity
43.55.023(a)(2) (20%
B Alternative Tax Credits for Gl and Gas
Expl orati on 43.55. 025 (30% 40%

M. Dees inforned about Slide 7: "Types of Production Tax
Credits,"

Capi t al Credit for Expl orati on Activity
43.55.023(a) (2)
O 20% of qualifying expenditures
O Qualifying expenditures related to geologic
and geophysi cal expl orati on, or in
connection with an exploration well
O Must be spread across 2 years (except for
expenditures incurred south of 68 degrees
North latitude — effective July 1, 2010)
O Sane expenditures may also qualify for NOL
Carry Forward Credits
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O Credits may be cashed or transferred

9: 25: 20 AM

M. Dees explained Slide 8: "Types of Production Tax
Credits,"

Exploration Credits
O Two Main Types
B Capital Credit for Exploration Activity
under 43.55.023(a)(2) (20%
B Alternative Tax Credits for Ol and Gas
Expl orati on under 43.55.025
(30% 40%

M. Dees described Slide 9: "Types of Production Tax
Credits,"

Alternative Tax Credits for GOl and Gas Exploration -

43.55. 025

O 30% - 40%  of qual ified expendi tures
depending on well location and proximty to
existing wells and unit boundari es

O Qualified expendi tures i ncl ude certain
expenses associ at ed W th seismc and
geophysi cal expl oration wor K, and
exploration well drilling

O Sane expenditures may also qualify for NOL
Carry Forward Credit

O Sane expenditures do not qualify for Capita
Expendi ture Credit

O To receive credit, taxpayer nust provide
certain well data to DNR

O Expires 2016

O Credits may be cashed or transferred

9:27:22 AM

M. Dees discussed Slide 10: "Types of Production Tax
Credits,"

NCL Carry Forward Credit - 43.55.023(b)
O 25% of net operating |oss
O Applied against tax liability in follow ng
year
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O Credit based on adjusted |ease expenditures
which include both operating and capital
expenses

O Includes capital expenditures which also
qualify for qualified capital expenditure
credit under 43.55.023(a)(1) and exploration
credit under 43.55.023(a)(2)

O Credits may be cashed or transferred

M. Dees described Slide 11: "Types of Production Tax
Credits,"
Transi tional | nvest nent Expenditure (TIE) Credits
43.55.023(i)

O Credit equals 20% of qualifying capita
expendi t ur es:
® incurred between Mrch 31, 2001 and
April 1, 2006, and
B not exceeding 10% of the capita
expenditures incurred between March 31,
2006 and January 1, 2008.

O Revised under Aces to cover only producer or
explorer not having production prior to
January 1, 2008

O Cedits are not transferable and nay not be
carried forward beyond 2013

O Sane capital expenditures nmay not qualify
for exploration credit under 43.55.025

9:29: 40 AM

M. Dees detailed Slide 12: "Types of Production Tax
Credits,"

Addi tional Nontransferable Tax Credit- 43.55.024(a)

O Referred to as “New Area Devel opnent” credit

O Up to $6 nillion

O Available for conpanies producing from
| eases or properties outside of Cook Inlet
and North Sl ope

O Credit can only be applied against tax
l[iability

O Expires 2016 or 9 years after first
commercial oil or gas production if before
May 1, 2016

O Credits may not be cashed or transferred or
carried forward
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9: 30: 53 AM

M. Dees discussed Slide 13: "Types of Production Tax
Credits,"

Smal | Producer Credit - 43.55.024(c)

O Available for conpanies producing |ess than
100, 000 bbl/day of oil BTU equi val ent
Up to $12 mllion, depending upon |evel of
producti on
Production not restricted by region
Credit can only be applied against tax
[iability
Expires 2016 or 9 years after first
commercial oil or gas production if before
May 1, 2016
O Credits may not be cashed or transferred or

carried forward

M. Dees discussed Slide 14: "Types of Production Tax
Credits,"

Wel | Lease Expenditure Credit - 43.55.023(1)

O 40% of well |ease expenditures incurred in
the state south of 68 degrees north latitude
O Must be intangible drilling ~costs or

geol ogi cal / geophysical exploration

O Credit may be applied against tax liability,
or certificated and cashed or transferred to
anot her taxpayer

9:34: 57 AM

M. Dees discussed Slide 15: "Types of Production Tax
Credits,"

Cook Inlet Jack-Up Rig Credit - 43.55.025(1)

O Credit of 100% 90% 80% of up to $25 million
each of exploration expenditures for first 3
unaffiliated persons drilling wells using
the same jack wup rig penetrating and
eval uating prospects in the pre-Tertiary
zone.

O Taxpayer obtaining credit may not claim.023
credit for sanme expenditures
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O 50% of credit to be repaid over 10 year
period if well yields sustained production

9: 36: 30 AM

Co-Chair Hoffrman asked if the 50 percent repaynment in the
Cook Inlet jack-up rig credit is the only repaynent received
by the state. M. Dees concurr ed.

M. Dees discussed Slide 17: "Credits Applied Against
Production Tax Liability,"

Credits may be redeened in two ways:
(1) Al Credits may be applied agai nst production tax
liability
B Capital Expendi ture and Capi t al
Expl oration Credits split over two years
(except south of 68 degree North
[atitude — eff. July 1, 2010)
B NOL : TI E, Smal | Pr oducer and
Alternative Tax Credits for Ol and Gas
Expl oration may all be applied against
tax liability in total in a single year
(2) Sone Credits may be converted into a transferable
Tax Credit Certificate
B Capital Expendi ture, Capi t al
Expl oration, NOL, and Alternative Tax
Credits for Gl and Gas Exploration are
convertible to tax certificates
B Capital Expenditure, Capital Exploration
and NOL Tax Credit Certificates nust be
applied over two years (except south of
68 degrees North latitude — passed 2010)
B Alternative Tax Credits for Gl and Gas
Expl oration Certificates can be used in
singl e year

M. Dees detailed the figures on Slide 18: "Production Tax
Credits Applied Against Tax Liability (Fiscal Year)." He
expl ained that conmpanies wth sufficient production and
revenue to contribute tax revenue for the state offset the
paynments. Credits are taken before the tax paynents hit the
treasury. He encouraged the tracking as a benefit.

9:40: 08 AM

Co- Chair Stednman expl ained that the budget summaries do not
readily exhibit the credits. He expressed concern regarding
t he conmuni cati on and education for existing |egislators.

M. Dees pointed out that the mjority of the credits

applied against tax liabilities fall into QCE, which are
based on the level of capital expenditure dollars incurred
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by taxpayers. He explained the tinmeframe for the credits
incurred as exhibited by the table on Slide 18.

Co-Chair Hoffman asked if extrapolation for 2011 exhibits
the highest year for credits. He wondered if a correlation
with exploration exists. M. Dees clarified that capital
spending is the basis for the figures. M. Tangenan added
that true figures for the capital will not be known until an
audit is conpleted.

Co-Chair Hoffrman asked if 2011 is estimated to be the
hi ghest fiscal year for tax credits. M. Dees replied yes,
based on the forecasted data.

9:43: 34 AM

M. Dees continued with Slide 19 "Production Tax Credits
Applied Against Tax Liability (Fiscal Year). The bar graph
represents the figures presented in Slide 18.

Senator Thomas asked if the transitional credits exist now
for those producers or explorers w thout production prior to
January 1, 2008. He wondered if the production for N kiachuk
woul d energe in this information. M. Dees replied that a
capital expenditure between the period of April 1, 2001 and
March 31, 2006 woul d qualify.

Co- Chair Hoffman asked if the largest portion of QCE credits
will not expire until 2017. M. Dees stated that the QCE
credits do not expire. The only credits that expire are the
43.55. 024 and 43.55.025 credits.

Co-Chair Hoffman asked if the QCE credits are avail able
indefinitely.

Co-Chair Stednman added that the tables address dollars in
the mllions.

9:47:17 AM

M. Dees discussed Slide 21: "Tineline for processing of
Transferable Credit under AS 43.55.023(a). He expl ai ned t hat
the first bar in the graph illustrates the taxpayer incurred
expenditures. A conpany can apply for a credit on a
quarterly or annual basis. The departnent has a 120 day tine
line for processing the claim Once an application is
processed and the «credit certificate is admnistered,
additional expenditures nust be incurred prior to resale

The processing of applications is ongoing for DOR

9:51:45 AM

M. Dees explained Slide 22: "Tineline for processing a
Transferable Tax Credit Certificate under AS 43.55.023(b)."
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He explained that the graph illustrated nonths in the
tinmeline.

M. Dees described Slide 23: "Tineline for Application for
AS 43.55.025 Alternative Credit for Ol and Gas
Expl oration.” He explained that the conpany nust apply for

the credit within six nonths of conpletion of the drilling
or seismc activity. The graph estinmates a nine nonth
drilling season. The conpany then has six nmonths to apply

for the credit. The departnment audits the application for an
exploration and then issues a certificate. An audit can take
a year or nore to conplete. The credit is the only one
requiring a full audit prior to the issuance of a
certificate. When a conpany applies for the credit with a
tax liability, they may choose to apply it to the tax
litability and potentially owe the state noney follow ng the
audi t.

9:55: 01 AM

M. Dees described Slide 24: "Transferable Tax Credit
Certificates,"

Conpanies may also claimtax credits by applying for a
Transferable Tax Credit Certificate (TTCC)
O Available to conpanies (explorers) wth no
tax liability to which credits can be applied
O 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 |atitude
effective July 1, 2010)
O May be transferred to another taxpayer or
cashed with the state

9: 56: 35 AM

M. Dees discussed Slide 25: "Production Tax Credits Under
AS 43.55 Clainmed by FY ($M. He expl ained that the conpanies
have no tax liability and apply for the certificates to
either convert them into cash or sell them to other
conpani es. The "Pre-2007" colum includes the exploration
credits which occurred prior to PPT in 2003. He explained
that the departnent has received requests for $1.2 billion
worth of transferable tax credit certificates.

Co- Chair Stednman asked about Slide 18 s total of
approximately $1.9 billion. He asked if the total inpact
i ncludes a conbination of the $1.9 and the $1.2 billion. M.
Dees replied yes, although the $1.2 billion listed in Slide
25 illustrates the anobunt requested, not granted.
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Co-Chair Hof frman asked if the state has $3 billion worth of
"skin in the ganme" since inception.

10: 00: 09 AM

M. Dees illustrated Slide 26: "Transferable Tax Credit
Certificates.” He explained that the chart illustrates the

capital expenditure credits and the NOL carry forward
credits.

Co-Chair Stedman pointed out that 2011 does not suggest an
inmplosion. M. Dees agreed that the graph charts only
applications received up to a certain date and a forecast is
not a conponent of the presentation. The chart shows the
nunber of applications received through January. Additional
applications will come forward in March of FY11.

10: 02: 22 AM

M. Dees discussed Slide 27: "Transferable Tax Credit
Certificate Activity by Fiscal Year ($M." Co-Chair Stednan
added that he requested this information because of a
concern that the industry may bank the credits.

M. Dees agreed and added that the conpanies wth the
transferable tax credit certificates can now turn the
credits around inmediately.

10: 03: 48 AM

Co-Chair Hoffman asked about correlations between the
increase in the refunds and the increase in exploration. M.
Tangeman responded that the departnent views the difference
in the tax credit used, whether they are tax credits applied
against the tax liability or those turned in for cash.

10: 05: 13 AM

M. Dees discussed Slide 29: "Cash Refunds History."

Cash Refunds Governed by AS 43.55. 028:
e To cash nust be usable against tax liability
* Mist show subsequent (24 nonths) QCEs or |ease bids
equal to cash sought (repealed in 2010)
e Have a zero tax owed in current and past years
* Have no nore than 50,000 BOE/ d

M. Dees discussed Slide 30: "Cash Refunds History." He
explained the breakdown by fiscal year of the anount
refunded by the state for tax credit certificates. These
anounts are shown through 2/4/2011. The history indicates
that the state paid $851.6 mllion for tax «credit
certificates.
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M. Dees discussed Slide 31: "Cash Refunds History." He
pointed out that $904 mllion has been appropriated since
the inception of the fund. The bal ance was $75 mllion as of
two weeks prior to the neeting.

M. Dees discussed Slide 32: "Inpact of Production Tax
Credits Total State Stinmulus." He detail ed the bar graph and
commented that the estimate for 2011 is based on inconplete
information and $450 nmillion will be offset against tax
liabilities. The graph illustrates the total state stimnulus
by fiscal year since the inception of the tax credits.

10: 09: 16 AM

Co- Chair Stedman requested separate information for the Cook
Inlet Jack-Up Rig credit. He stated that the assunption was
for all credits to be active in 2012. M. Dees concurred.

10: 09: 39 AM

M. Dees concluded with Slide 33 "Capital Expenditures by
Year ($M . The graph describes the expenditures estimted by
year based on actual tax filings and forecasted data.

Co-Chair Stedman asked about the i ndividual capi tal
expenditures and fields to further clarity the disclosure
i nformation. M . Tangeman stated that the presented
information regarding capital expenditures is limted for
DOR. He reconmended Departnent of Natural Resources (DNR) as
anot her resource for information.

10: 12: 53 AM

Senat or Thomas struggled with the charts on Slides 18 and 25
and the anmount of noney spent in different categories. M.
Dees explained that the figures on Page 25 reflect
activities from conpanies that are not taxpayers, but
instead explorers seeking credits through the application
process. He referred to Slide 18, which illustrates activity
from conpanies that report tax information via filings. He
mentioned that the conpanies shown on Slide 25 exhibit
applications but not details about expenditures applied for
inthe credits. He noted that conpanies applying for credits
must provide details about the expenditures clainmed. He
added that the details are not provided until the auditing
process.

10:17: 47 AM

Senator McQuire requested further clarification of the two
categories. She suggested distinguishing between credits
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associated wth new drilling and activity and those
connected to naintenance and upgrading of facilities. She
under stood that even under the credit of new exploration, an
ol der field would include a m xing of different expenditures
if audited. M. Dees agreed and stated that the credits are
avail abl e to everyone w thout the distinguishing factors.

Co-Chair Stedman understood that the audit for 2006 was
conplete. He asked about the statutory deadline for the
conpletion of the 2007 audit. M. Dees stated that the
departnment has 6 years to conplete the audit. The intention
is to conplete the process nmuch nore quickly. Many changes
affected 2007 including those in statute with PPT and
progressivity.

10: 21: 53 AM

Co-Chair Stedman struggled with the issue presented by
Senator McCGuire due to the substantial delay in the audit.

Co-Chair Hoffman recalled several charts regarding Al aska
and the tax structure as conpared to other countries and
parts of the nation. He asked if the schedules reflect the
total tax and whether they include credits. M. Tangeman
responded that survey reports do include the credit system

Co-Chair Hoffrman asked if tax credits are reflected in the
total tax structures. M. Tangeman believed so.

Co- Chair Hoffman requested verification. M. Tangeman agreed
to provide the verification

Co-Chair Stedman recalled simlar distortions during prior
t esti nony.

Senator Ellis commented on | egislators' inpressions that the
state does not participate and incentivize the industry in
new exploration. He noted that the industry reports little
exploration, but instead spending on the necessary facility
upgrades. He suggested that the industry may be providing a
bill to the state for routine nmaintenance in conparison to
new devel opnent which was the initial goal of the tax
credits. He believed that the tax credits would |ead to new
production as opposed to necessary maintenance of existing
facilities. He opined that the fault may be in the statutes
as they do not clearly delineate between new expl oration and
routi ne mai nt enance.

Co- Chair Stedman added that the PPT process included a 13
cent per barrel exclusion for capital expenditures, which
amounts to $59 million to help protect the state from norma
mai nt enance on an aging field.

10: 27: 52 AM
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Senator Ellis added that the next step is to invite industry
to neetings. Co-Chair Stedman agreed and stated that
guestions and concerns exi st.

Senator McQuire appreciated the thoughtful approach of the
chairman. She pointed out that another arbitrary change in
the tax code would provide an unstable fiscal regine. She
expl ained the various divisions of credits. She advocated
for crafting and redefining credits into maintenance and new
investnment in a clearly articulated nethod. She understood
t he questions regarding progressivity.

Senator Thomas asked if the figures presented in Slide 33
were gross nunbers. M. Dees replied yes, the tax credits
were not applied to the presented nunbers.

M. Dees pointed out that timng between tax credit
activities and when they are cashed out can be different.
Co-Chair Stedman added that he had a docunent displaying an
expl anation of the FY 12 credit, which is spread over two
years.

10: 32: 53 AM

#
ADJ OURNVENT

The neeting was adjourned at 10: 33 AM
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