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HOUSE BI LL NO. 247

"An Act relating to confidential information status
and public record status of information in the
possession of the Departnent of Revenue; relating to
interest applicable to delinquent tax; relating to
disclosure of oil and gas production tax credit
information; relating to refunds for the gas storage
facility tax credit, the liquefied natural gas storage
facility tax credit, and the qualified in-state oil
refinery infrastructure expenditures tax credit;
relating to the mninmum tax for certain oil and gas
production; relating to the mninum tax calculation
for monthly installnment paynents of estimted tax;
relating to interest on nonthly installnent paynments
of estimted tax; relating to limtations for the
application of tax credits; relating to oil and gas
production tax «credits for certain losses and
expendi t ur es; relating to limtations for
nontransferable oil and gas production tax credits
based on oil production and the alternative tax credit
for oil and gas exploration; relating to purchase of

tax credit certificates from the oil and gas tax
credit fund; relating to a mninmm for gross val ue at
t he poi nt of producti on; rel ating to | ease
expenditures and tax credits for nmunicipal entities;
addi ng a definition for "qualified capi tal
expenditure"; adding a definition for "outstanding
liability to the state"; repealing oil and gas
expl oration i ncentive credits; repeal i ng t he
[imtation on the application of credits against tax
liability for I|ease expenditures incurred before

January 1, 2011; repealing provisions related to the
monthly installment paynents for estimated tax for oil
and gas produced before January 1, 2014; repealing the

oil and gas production tax credit for qualified
capital expenditures and certain well expenditures;
repeal i ng t he cal cul ation for certain | ease

expendi tures applicable before January 1, 2011; making
conform ng anendnents; and providing for an effective
date. "

1: 36: 48 PM
AT EASE

1: 38: 33 PM
RECONVENED

House Fi nance Conmmittee 2 03/31/16 1:35 P. M



KEN ALPER, DI RECTOR, TAX DI VISION, DEPARTMENT OF REVENUE,

i ntroduced the PowerPoint presentation, "New Al aska Pl an:
Pulling Together to Build Qur Future - Gl and Gas Tax
Credit Reform - CS HB247(RES), Departnent of Revenue

Presentation to the House Finance Committee, March 31,
2016" (copy on file). He addressed Slide 2:

What W' Il Be Di scussing

Hi story and Devel opnent of Credits
Credits- What Wrked, Wiat Didn’'t?
Credit Cost in Perspective

Overview of the Tax & Credit Cal cul ations
Bill Summary- What is in the CS?

. Changes from Governor’s to Resources

Ver si on

7. Fiscal Inpact of Changes

8. Sunmmary of Scenario Analysis and Life Cycle
Model i ng: Econom cs of Changes

9. Inplenentation

SOhONE

1:41: 00 PM

M. Al per addressed Slide 4:

History of Q| and Gas Production Tax Credits

e First “nodern” Ql and Gas credit was the
Alternative Credit for Exploration (AS 43.55.025)
passed in 2003 while Alaska still had the “Economc

Limt Factor” (ELF) G oss Tax

» Several added in 2006 with passage of the “Petrol eum
Production Tax” (PPT) and switch to net profits
t axati on.

I ncluded Cook Inlet tax caps as well as the first
“state repurchase” provisions

e Credits substantially nodified wth passage of
“Al aska’ s

Clear and Equitable Share” (ACES) in 2007; state
repur chase nmade nore open-ended

e Cook Inlet Recovery Act and related legislation in
2010

» Frontier Basin credits added in 2012

e SB 21 passed in 2013, dramatically changed North
Sl ope credits, replacing “spending” wth “production”
f ocus
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M. Al per elaborated up until 2006 Alaska's oil and gas
production tax had been based on gross value and was known
as the Economc Limt Factor, or ELF. During the ELF era
the legislature added credits, nost prominently the
exploration credit, which was a percentage of a conpany's
expenses that could be off-set from their taxes if they
performed a desired activity. The credit reginme was
expanded in 2006, when the |egislature passed the Petrol eum
Production Tax (PPT), which switched to net-profit taxation
and added new credits as well as the Cook Inlet tax caps

The caps were a hold-harm ess provision that was built into
PPT that kept the Cook Inlet taxes what they were before

the effective date of the tax bill. He said that the state
began to cash out certain credits at that tinme. He said
that the Alaska Clear and Equitable Share (ACES) bill in

2007 substantially increased taxes and was the nonent when
the repurchase of credits by the state becane open-ended.
Prior to that there had been a cap of $25 mllion, per
conpany, per year. In 2010, the Cook Inlet Recovery Act and
related | egislation were passed. The act tried to encourage
new exploration and developnment in Cook Inlet, nostly in
[ight of supply shortfalls. Simlar credits were added to
the frontier areas in order to encourage people to |ook for
and develop oil in wundeveloped areas of the state,
primarily the interior. He said that the North Slope oil
tax rewite, or SB 21, passed in 2013, elimnated the
spending credits. Al of the capital credits for the North
Slope were replaced with a per barrel <credit tied to
producti on.

1: 43: 37 PM

M. Al per turned to Slide 5 and continued to address the
hi story of oil and gas production tax credits:

 Credits initially added to encourage certain desired
behaviors, tied to anxiety over declining production
and a need for new invest nent

e Later credits were added as core conponents /
of fsets of the net profits system

e At tinmes credits were |layered on top of each other,
creating unanticipated circunstances

* Credits can either be used against tax liability,

e sold / transferred to a taxpayer, or cashed out
(“repurchased”) by the state
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e Per AS 43.55.028(e)(4), a conpany producing over
50, 000 bbl/day cannot have their credits repurchased
by the state

M. Al per relayed that the passage of SB 21 had been based
on the desire for nore exploration and putting new oil in
the system He said that the hope had been that new
conpanies would invest in Alaska. He elaborated that
eventually the new credits becane "baked in" to the tax
formul a; higher taxes were designed to be off-set by large
credits tied to capital expenditures or base production. He
noted that the cashing out, or repurchasing, of the credits
was the primary focus of HB 247. He noted that there were
currently 4 major conpanies working at the 50,000 bbl/day
in the state.

1: 45: 50 PM

M. Alper noved to Slide 6, which listed a summary of the
maj or credits in AS 43.55:

Maj or Credits Available (current |aw):
e .023(b) Net Operating Loss (25-45%
This is the min refundable credit on the North
Sl ope and the |argest statewi de credit. “Stackable”
e .024(i & ) Per-Taxable Barrel ($0 to $8)
Only on North Sl ope
Only can be used against tax liability
e .023(a& ) Capital and Well Expend (20-40%
Only outside North Sl ope, usually refunded
» .025(var) Exploration Credit (30-40%
Expires 7/16 in North Slope and Cook Inl et
Extended in Interior / Frontier Areas until 2022
e .024(c) Small Producer Credit (up to $12 ml)
Closed to new applicants in 5/16

Co- Chair Thonpson asked M. Al per to avoid the use of
acronyns, or to explain them

1:49: 39 PM

Vice-Chair Saddler pointed to the spreadsheet provided by
the departnment, "Table of Tax Credits under AS 43.55 - The
Alaska Gl and Gas Production Tax and Conparison to
Proposed Changes in HB 247" dated March 2016 (copy on
file). He asked whether QCE was an acronym for Qualified
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Capital Expenditures, and WE stood for the WII Lease
Expendi t ure.

M. Al per replied in the affirmative. He clarified that the
.023(1) was the suite of well |ease expenditure credits and
the .023(a) was the QCE, or capital expenditure credits.

Vice-Chair Saddler noted that consistent nonencl ature woul d
help to limt confusion while discussing the bill.

M. Aper noted that the spreadsheet referenced the
proposed changes to the bill and the credits; however, the
spreadsheet had not been wupdated for the conmttee
substitute currently before nenbers.

Representative Edgnon referred to Slide 6. He requested a
breakdown of the 5 credit categories in terns of what the
state was liable for nonetarily in the FY 17 budget

1:51: 37 PM

M. Alper referred to Page 2 of the docunent, "Prelimnary
Spring 2016 Forecast Production Tax Credits Detail, FY 2007
to FY 2025" (copy on file). He explained that over the past
few years the credits had been 50/50 between the North
Sl ope and Cook Inlet. He said that the North Slope credits
were conprised of approximately 90 percent operating |oss
credits, the rest were exploration and mscellaneous
credits. The credits in Cook Inlet were split between the
operating loss credits and the capital/well credits, in
addition to a small anmount of exploration credits. He
stated that the credits used against liability in the North
Sl ope were the per taxable barrel credit and a small anount

of small producer credit. In Cook Inlet, because the
underlying taxes were so low due to the statutory tax caps,
there were very little actual credits wused against
liability.

Represent ati ve Edgnon asked for a rough ball park nunber of
the total that the state would pay in oil credits in FY 17.

M. A per replied that he could try to provide a nunber,
but that the per taxable barrel credit was contingent on
the price of oil. He noted that the price in FY 14 had been
$600 mllion, but would be $28 mllion in FY 16. He
asserted that it wuld be easier to "carve out" the
refunded credits from credits against liability, of those,
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three-quarters were operating loss credits. Approxinmately
20 percent were the capital and well credits and |ess than
5 percent were exploration credits.

Co- Chair Thonpson welcomed Conmm ssioner Hoffbeck to the
testifier table.

1:54: 20 PM

M. Alper turned to Slides 7 and 8:
Credits - Wiat Worked, What Didn't?

Some Credits have Never Been d ai ned

e Mddle Earth “New Areas” $6 nillion Credit
(AS 43.55.024(a); part of HB3001l/ PPT, 2006)
e Cook Inlet “Jack Up Rig” 100% Credit
(AS 43.55.025(m); part of SB309, 2010)
* Frontier Basin 80%Drilling Credit
(AS 43.55.025(n); part of SB23, 2012)

Conpanies did sonme of the activities incentivized by
these, but were able to get better results from
“stacking” other credits

Al'l of these progranms are sunsetting in 2016
M. Al per turned to Slide 9:
Credits- What Wrked, Wiat Didn’'t?

To-date cost of Sunsetting Credits

Expl oration Credits (various) 2007-sunset

e North Slope Refunded: $270 million

e North Slope Against Liability: $190 nmillion
e Non-North Sl ope Refunded: $160 million

e Non-North Slope Against Liability: $0

Smal | Producer Credits 2007-2016

e North Slope Against Liability: $340 nmillion
e Non-North Slope Against Liability: $60 million
* (these cannot be refunded)

Total: slightly over $1 billion

M. Al per continued to Slide 10:

Credits- Wiat Wrked, Wiat Didn't?
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Credits Remaining if HB247 Passes

* Carried-Forward Annual Loss Credit
(al so called “net operating |oss”)
o 35% on North Slope and 25% in Cook Inlet and
el sewhere (non-NS reduced to 10% by H(RES))
* Non-North Slope Drilling Credits
o “QCE’ and “W.LE" were repealed in governor’s bill
mai nt ai ned at 20%in H(RES) version
e Exploration Credits outside North Slope and Cook
Inlet (“mddle earth exploration”)
0 30-40% dependi ng on | ocation
0 Sunset January 1, 2022

M. Al per addressed Slide 11

Credits- What Wrked, Wiat Didn’' t?

» Cook Inlet Tax Caps
Ol tax of zero, gas tax averages 17 cents / ncf
Sunset January 1, 2022

e Mddle Earth Tax Caps
4% of gross value (first seven years of production
t hat begi ns before 2027)

e LNG Storage Facility Credit
Lesser of 50% of cost or $15 million

e Refinery Infrastructure Credit
40% of cost up to $10 million/year per refinery,
bef ore 2020

M. Al per expounded that, as the state went about a new tax
regime on the North Slope under PPT, it had been witten in
statute that the tax rates and the price of oil and gas
stay as they were in the year before the effective date of
PPT; the period between April 2005 and March 2006, which
was what was used to establish the tax rate on oil and gas
in Cook Inlet. He noted that HB 247(RES) would establish a
wor ki ng group that would explore a new tax regine for Cook
Inlet, and other areas of the state, that will replace the
sunsetting Cook Inlet tax caps. He elaborated that the LNG
Storage Facility Credit would provide state assistance for
maj or tanks for the Interior gas utility.

2:00:18 PM

Vi ce-Chair Saddler queried the evaluation criteria that the
departnment used to determine which credits worked and which
had not .
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RANDALL HOFFBECK, COWM SSI ONER, DEPARTMENT OF REVENUE
replied that there were three categories that had been
determ ned: credits that had not been used at all, credits
that had worked and had served their purpose, and those
that had an ongoing need and were incentivizing activity;
the governor had |l eft those intact within the bill.

Vice-Chair Saddler agreed that it was possible to assune
that a credit that had never been clained did not work. He
asked about the second category. He wondered whether an
anal ysis could be done to determne the effects of credits
that had "served their purpose.”

Comm ssi oner Hof fbeck answered that the departnent had not
parsed out what portion of the credit's success had been
due to lifting Regulatory Conm ssion of Alaska restrictions
on price, versus an increased price environnment, versus the
credits thenselves. He said that the departnment had worked
to determ ne the best places to continue to invest.

2:04:43 PM

Vice-Chair Saddler lamented that the departnent could not
provide an analysis on how they determned the areas
affected by the credits and the extent of effect of the
credits.

Comm ssi oner Hoffbeck replied that all of the changes in
the Regulatory Commssion of Alaska restrictions had
occurred in a tight tineframe, and it would be hard to
determ ne which credit drove gas exploration. He said that
the $6 to $8 dollar price point for gas in Cook Inlet would
be sufficient to incentivize exploration and devel opnent
anywhere in the world, and would not need an underlying
credit structure at that price point.

Vice-Chair Saddler spoke to the goal of incentivizing
wi t hout spending nore than necessary. He hoped for evidence
of a precise nethodology that allowed the level of the
credit to be set.

M. Al per interjected that the overarching theory that the
governor had hoped to mamintain in the nodified system
noving forward was to protect the concept of the operating
| oss credit, which provided a level playing field between
the incunbent and the new players. He said that the caveat
of the fields in Cook Inlet being profitable was that there
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woul d be sonmewhere to sell the gas. He said that there
would be no problem if enough wells could be drilled to
produce the gas from the new fields correctly. But, if a
well needed to be drilled every three years for |ack of
custoners, the economcs of the fields would be problematic
and could result in the need for additional credit support.

2:08: 09 PM

Co-Chair Neuman queried the market conditions wthin Cook
I nl et and exporting to Japan.

M. Al per replied that the base utility consunption in Cook
Inlet was approximately 80 to 90 billion cubic feet per
year. He said that a trillion cubic feet was nearly enough
to last 12 years for the utility market in Cook Inlet. He
said that the exporting from the Conoco Phillips facility
was sporadic and had no regular deliver schedule. He stated
that the proven reserves held nearly a 15 year supply for
that market, and those which had been clained to be proven
by producers would add several years to that. He thought

that once drilling began there would be nore than was
initially claimed. He said that there was 1.2 to 1.6
trillion cubic feet that was known of in the ground, and
much nore was theorized: possibly 10 to 15 trillion cubic

feet of gas.

Co- Chair Neuman probed whether the state was getting a net
loss or a net benefit from the credits. He hoped that the
departnment could provide information on the neasured val ue
of the credits.

Representative Gara spoke to the different types of fields
that a paid profits tax, but that also got to wite-off 35
percent fromtheir taxable incone.

M. Al per answered that with the assunption that the price
of oil was higher and the net profit tax was in play, the
capital and operating spending would be subtracted fromthe
price that was received from selling the oil. He relayed
that the newer fields that were eligible for the gross
val ue reduction had a further reduction fromthat figure on
adjusted net; a 35 percent tax was taken from the adjusted
figure.

2:12:11 PM
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Representative Gara referred to a past discussion about
whether credits would work to get gas to Southcentral
Al aska. He asked what portion of the credits were being
paid for that had not been intended, mainly oil and gas in
Cook Inlet that was being exported by Conoco Phillips.

M. Al per answered that part of how Cook Inlet had adjusted
to the supply uncertainty had been to downsize to base
needs. He said that approximately one-third of the Cook
Inlet credits had supported oil devel opnent, and two-thirds
gas devel opnent.

Representative Gara understood that the state received $.17
per mllion cubic feet for gas exported by Conoco Philli ps.

M. Aper replied in the affirmative. He said that all
production from Cook Inlet was subject to the $.17 per
mllion cubic feet price. He added that nost producers in
Cook Inlet fell into the category that qualified them for
the small producer credit, which could off-set the $.17
down to zero

Representative Gara stated that one-third of the credits
were paid for oil. He wondered whether year-to-year figures
of the portions of the credits for gas that were exported
to Asia could be provided by the departnent.

Comm ssi oner Hof fbeck responded that gas wells preferred to
have a steady state of production. He said that the excess
sumrer production did not have a nmarket demand, versus
sonething specifically developed for export. He thought
that it would be difficult to attribute credits that may
have been wongly applied to sumer gas and that the wells
could not sinply be shut off.

Representative Gara contended that the intent of the
credits had been to incentivize |local production. He
wonder ed how nuch noney was being spent for producers that
were exporting the gas.

M. Al per replied that the departnment could study the
i ssue. He asserted that looking at the demand in
Sout hcentral Al aska nonthly, rather than annually, showed
that it could be 10 tinmes as high in January as it was in
July because people were heating their hones.

2:15: 49 PM
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Vice-Chair Saddler felt that it was inportant to discuss
the dynam cs of natural gas production. He said it was not
a zero sum gane, and wondered whether the production of gas
that was exported benefitted the production of gas for the
state.

Conmmi ssi oner Hof fbeck answered in the affirmati ve.

Vice-Chair Saddler asked whether a distinction could be
made between incentives used to generate gas for
consunption in-state versus what was export ed.

M. A per replied that he was unsure that a distinction
could be nmade other than applying the multiplier that he
referenced earlier. He said that there was a successful
credit that had yet to be nentioned: the Gas Storage
Facility Credit. The credit had been part of the Cook Inlet
Recovery Act, and had provided econonmic support to build
under ground storage that had enabl ed seasonal stability.

Representative Pruitt spoke to credits in Cook Inlet. He
asked whether any stipulations to gain the credits included
listing gas as the specific resource. He believed both oi
and gas would be produced in Cook Inlet, he worried that
the credit mght only be applied to gas.

M. Al per answered that no stipulation had been nade; oil
versus gas had not been specified. He said that once
drilling began the drilling credits becanme eligible for
wor k- overwork, where and active well 1is nodernized and
inproved. He asserted that conpanies understood the way
that the credit worked.

2:19: 18 PM

Representative Gara asked whether the admnistration
t hought that the $0.17/ntf, or lower, tax on exported gas
was fair to residents of the state.

M. Al per clarified that the tax had been $0.17 since 2005,
and had a 15 year lifespan witten in to statute. He shared
that the legislature had chosen to no change it. He said
that in the devel opnent of the bill, the Governor had been
careful not to change the Cook Inlet Tax Caps prematurely;
al t hough, Cook Inlet taxes on oil and gas would need to be
conprehensively examned, and a long-term tax regine for
Cook Inlet would need to be established.
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Comm ssi oner Hof fbeck reference the discussion with Vice-
Chair Saddl er about credits that had not perforned as well
as expected. He expounded that oil was still "king" even
though gas was inportant to the state; oil was nore
inportant than gas from the perspective of for-profit
resource developnent. He stated that the fact that the
credits could be used to incentivize oil production, in a
reginme where an oil tax was not being paid, was reflective
of how the credits could be problematic.

Representative (Quttenberg remnded the commttee that
Al askan's paid very high honme heating prices, the nost
recent mld winter being an exception, and felt that the
credits should be targeted towards in-state use of
af fordable, long-term energy. He assuned that the credits
had been designed to affect the behavior of the industry.
He noted that sone people wondered about the effectiveness
and transparency of the credits. He wondered whether the
departnment would delineate which aggregated credits would
monetarily benefit the state.

2:23: 20 PM

M. Al per responded that l|ife-cycle nodeling was included
at the end of the presentation, and would speak to the
guestion of what the state would receive, even wthout the
production, and what would be the net benefit to the state
over time. He opined that as prices fell the possibility
that the state m ght never recoup noney becane an issue. He
felt that the state could benefit in areas other than the
treasury, such as enploynent and energy security. He added
that the departnment faced chall enges when addressing the
nuances of the credits using the normally enployed nethods
of anal ysis.

Representative GQuttenberg requested that the range of costs
used in price nodels be included in future tax credit
rel ated presentations.

M. Al per replied that the nunmbers would be provided. He
asserted that the admnistration had worked to avoid the
politics that usually surrounded the issue of oil taxes. He
stated that part of the reason the state found itself in
the current fiscal climte was because prices were very
low, and past participants had not adequately considered
what mght happen with the tax structure when prices
plunged for a prolonged period of time. He shared that
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there were oddities to the system at very |ow prices; when
ACES had been before the body in 2007, people failed to
exam ne what woul d happen when the price reached over $70 -
$80 per/bbl. He stressed that what the adm nistration was
attenpting to do was to put in place a system that worked
at all plausible rage of prices.

2:25:41 PM

Representative Pruitt wunderstood that the admnistration
was endorsing Section 31, which would establish a working
group that would eval uate whether or not adjustnents shoul d
be mde wth Cook Inlet credits. He wondered whether
di scussing those credits now was necessary since they would
be anal yzed by the working group in sunmrer 2016.

M. Al per responded that right now, state support for
ongoi ng devel opnment work in Cook Inlet was at 50 to 60
percent. The state had spent $404 mllion on credits for
the inlet in 2015. He said that gaining the support for the
short-term desire of ranping down the Cook Inlet credits
was necessary and inportant. However, even with the change
it would still be inportant to discover what the tax would
be in 2022, when the caps went away. He concluded that the
primary purpose for the working group was for future
pl anni ng and not for inmediate gratification.

Representative Pruitt asked whether the working group had
been included in the legislation by the House Resources
Comm ttee.

Comm ssioner Hoffbeck replied in the affirmative. He
t hought that the |anguage had been included in response to
credits being put back into the system He felt that
reviewing the credits was urgent. He pointed out that there
had al ready been several working groups that had net on the
subject, and felt that the issues had been fairly
established. He hoped that all action would not be del ayed
until 2017 sinply to accommopdat e anot her worki ng group.

Representative Pruitt asked whether the House Resources
Comm ttee woul d concur W th t he adm nistration's
sumari zation of the working group established in Section
31.

Comm ssi oner Hoffbeck interpreted that the House Resources
Commttee had felt that a working group would be necessary
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in order to further understand how to proceed with the
credits in the future.

2:29:18 PM

Vice-Chair Saddler stated that the |legislature had been
criticized for not forecasting a drop in oil prices when
establishing the credits. He thought that it would be
beneficial to research the credits thoroughly.

2:29: 53 PM

M. Al per spoke to Slide 13:
Credit Cost in Perspective

FY 2007 thru 2016, $8.0 Billion in Credits
Nort h Sl ope
* $4.4 billion credits against tax liability
o Mjor producers; nostly 20% capital credit
in ACES and per-taxable-barrel «credit in
SB21
e $2.3 billion refunded credits
o0 New producers and explorers developing new
fields
Non- North Sl ope (Cook Inlet & Mddle Earth)

e $0.1 billion credits against tax liability
0 Another $500 to $800 million Cook Inlet tax
reductions (through 2013) due to the tax cap
still tied to ELF

e $1.2 billion refunded credits (nost since 2013)
M. Al per continued to Slide 14:
Credit Cost in Perspective

O the $3.0 billion in state-refunded credits through
the end of FY15:
e $1.45 billion went to six North Slope projects
t hat now have production
e $650 million went to 13 North Slope projects
that do not have any production. Sonme of these
are abandoned, and sone are in process
e $450 mllion went to six non-North Slope
proj ects that have production
e $450 mllion went to eight non-North Slope projects
that do not have any production
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2:32:47 PM

M. Al per

advanced to Slide 15:

Credit Cost in Perspective

North Sl ope Refundable Credits
O the $1.45 billion that was spent between FY07-

FY15

M. Al per

supporting six producing projects:
Total production through end of FY15 is 38.5
mllion barrels
Total credits = $37.30 / barrel

o This nunber will decrease over tine due to

addi tional production fromthese fields

Lease expenditures for these projects, through
FY15, were $4.94 billion

0 Credit support was 29% of | ease expenditures

turned to Slide 16:

Credit Cost in Perspective

Cook

I nl et Refundable Credits

O the $450 million that was spent between FYO7-

FY15

supporting six produci ng projects:
Total production through end of FY15 is 55.9

mllion BOE (nmuch of this was gas)
Total credits = $7.80 / BCE or about $1.30 / ncf
o This nunber wll decrease over tine due to

addi ti onal production fromthese fields

Lease expenditures for these projects, through
FY15, were $1.09 billion
0 Credit support was 40% of | ease expenditures

2:34: 42 PM

M. Al per

expl ained Slide 17:

Credit Cost in Perspective

Cook

I nl et Tax Caps

Estimated value to industry $550-$850 over the
years 2007-2013

Total Production Estinmate
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o Gas: ~ 250 mllion cubic feet [/ day for

seven years = 640 BCF of gas or 106 million
BOE
o Gl: ~ 10,000 barrels / day for seven years

=26 mllion BCE
o Total Production = 132 mllion BCE

e Using mdpoint $700 mllion estimate, value of
caps = $5.30 / barrel or $0.88 / ncf

M. Al per stated that adding up the Cook Inlet tax caps and
the direct credits reflected a $2.18 total for state
support of gas developnent in Cook Inlet over the past 8
years.

2:35: 47 PM

Vice-Chair Saddler queried the total value of the oi
produced for which the credits were earned from 2007 to
2015. He wondered whether the ratios of the total values to
the value of the tax credits could be provided to the
conmittee.

M. A per replied in the affirmative. He understood that
Vice-Chair Saddler was requesting the specific resource
that was incentivized thorough the credits; the oil and gas
produced by the conpanies that received the tax credits.

Vi ce- Chai r Saddl er asked for both options.

M. A per replied that he would provide nunbers for all
production; the $4.4 billion would be a function of a great
bulk of the oil that was sold for Al askans livelihood, the
refunded credits would consist of the targeted, smaller
nunbers referred to in subsequent slides.

Vi ce-Chair Saddl er asked whether the state retai ned seismc
3-D and 2-D work and well data from wells that had been
drilled using credits.

M. Aper replied in the affirmtive; if the work was
incentivized with an exploration credit the data was made
public after 10 years, which the Departnent of Natural
Resources (DNR) used for marketing of state lands to entice
future new i nvest nent.

Vice-Chair Saddler wunderstood that the information was
retained in the Geologic Material Center, and was avail abl e
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to help the state in marketing for future |ease sales and
drilling prograrns.

M. Al per understood that DNR had the data and could use it
i mredi atel y for nodel i ng and i nt ernal confidenti al
purposes. He reiterated that the information would becone
avai lable to the public after 10 years.

Vice-Chair Saddler believed that explorers who were

interested in doing business in Alaska would sign
confidentiality agreenments and visit the center to exam ne
wel | 1 ogs and ot her data before making a bid.

M. A per said that the comm ssioner of DNR had tried to
value the seismic and other data that the state had
received. He said that the issue of seismc data was
somewhat tied up in the inpending sunset of the exploration
credits. He said that depending on what the legislature did
with the credits, the hope was to wite into statute a
continuing nmechanismto ensure that the state could get the
data should the exploration credits eventual ly end.

2:39:29 PM

Representative Pruitt noted that the tax reginme under SB 21
was in its infancy. He reference Slide 13, and probed the
credit anmount under ACES, versus SB 21.

M. Al per responded that the type of conpany that had been
eligible for refunded credits during the final vyears of
ACES, was receiving approximately 45 percent of their
expenses repurchased. He said that SB 21 had elimnated the
capital <credit and replaced it wth the 35 percent
operating loss credit and the sliding scale. He relayed
that concern that a reduction from 45 percent to 35 percent
could harm projects, a two-year hold harmess had been
built into SB 21, which increased the net operating |oss
credit to 45 percent for calendar years 2014 and 2015. Al

of the credits that had been repurchased, to-date, fromthe
North Sl ope had been at the 45 percent rate. He added that
the credits against liability was the 20 percent capital
credit under ACES, which was $3-4 mllion on a typical
year, and allowed conpanies between $1.5 billion and $2
billion, per year, in allowable capital expenditures. He
said that a conparable credit since the passage of SB 21
was the per barrel credit, which was over $500 mllion in
FY 14 and 15 the two years it was in effect. The credit had
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dropped wth oil prices; the per barrel credit was
estimated at $28 million in 2016, and $16 million in 2017.

Representative Pruitt asked whether the state could expect
the refundable credits to decrease in the future.

M. Alper replied that the departnment had expected the
credits to remain the sanme; nost conpanies that were
receiving the loss credit were also getting the capital
credit, holding the credits at the 45 percent |evel. He
said that the credits were expected to decline to 35
percent and that the departnment's forecasted a decline in
repurchase credit nunbers.

Representative Pruitt spoke of the hold harnless carry-over
from ACES to the current structure under SB 21. He asked
whet her credits would be further reduced under SB 21.

2:43: 31 PM

M. Al per responded that the nunbers had been rising. He
said that $628 nillion had been paid in FY 15, which was
the | argest nunmber of refunded credits the state had ever
paid. He believed it was fair to say that the North Sl ope
credits had been on a downward trend the last 3 to 4 years.

Representative Pruitt pointed to Slide 14 and the $1.45
billion that had gone into the six producing projects. He
gueried the total anount that was spent on the projects.

M. Al per responded $4.94 billion.

Representative Pruitt asked how nmuch the state could expect
to receive for the $4.94 billion investnent.

M. A per replied that it was highly contingent on the
price of oil. He said that |low prices were forecasted over
the next 8 to 10 years, with very little revenue comng to
the state from those smaller fields that had the tax
reducti ons.

Comm ssi oner Hoffbeck thought that it was difficult to
separate the credit related oil fromthe non-credit.

Representative Pruitt whether the «credit related oil
i ncl uded production tax, royalties, and property tax.
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2:46:51 PM

M. Al per replied in the affirmative. He explained that the
nodel ing explored 3 different analysis: the production tax
credits, the total state take of royalties, corporate
income tax, and property tax, and the producer's econom cs.

Representative Pruitt pointed to Slide 16. He understood
that there had been no qualifying capital expenses from
2007 to 2010. He wondered why there had still been a fear
of brown-outs in areas of the state when a boom had been
going on in Cook Inlet.

M. Al per answered that at the tinme PPT was being debated
in the legislature, the Cook Inlet "Gas Wars" were
underway. He understood that nmuch of the conflict had been
with the RCA;, at the time the Southcentral facilities had
been used to a long history of very low prices, but there
had been a boom in prices in the Lower 48. He continued
that proposals for gas sales contracts had been brought to
the RCA, in order to try to match Cook Inlet to the Henry
Hub price. He said that the RCA had rejected sone of the
contracts, which had led to disinvestment. He stated that
the stage had been set for pricing issues of the gas
supply. He said that brown out conversations nade a storage
facility essential in order to solve the seasonality issues
in Sout hcentral Al aska.

Co- Chair Thonpson asked nenbers to hold their questions
until the end of the presentation.

2:50: 44 PM

M. Al per addressed Slide 19:
Overview of Tax and Credit Cal cul ati ons

How t he Production Tax Wrks at $100 oi

Tax on a single barrel of taxable North Sl ope oil.

W currently have about 160 nillion taxable barrels /
year

Mar ket Price $100
Transport Cost $10

G oss Val ue $90

Lease Expenditures $35
Producti on Tax Val ue $55
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Tax @35% $19. 25

Per-Barrel Credit $6.00

Net Paynent $13.25

M ni mum Tax Gross x 4% $3. 60

Hi gher OF (Actual Tax) $13.25
Approx. Annual Revenue $2.1 billion

M. Al per turned to Slide 20:

Overview of Tax and Credit Cal cul ati ons
At $70 G I, the “m ninmumtax” takes over

Mar ket Price $70

Transport Cost $10

G oss Val ue $60

Lease Expenditures $35
Producti on Tax Val ue $25

Tax @ 35% $8. 75

Per-Barrel Credit $8.00

Net Paynent $0.75

M ni rum Tax Gross x 4% $2. 40
Hi gher OF (Actual Tax) $2.40
Approx. Annual Revenue $380 mllion

M. Al per continued to Slide 21:

Overview of Tax and Credit Cal cul ations
At $40 G|, producers have operating | osses

Mar ket Price $40

Transport Cost $10

G oss Val ue $30

Lease Expenditures $35

Production Tax Val ue ($5)

Approx. Operating Loss $800 mllion
Tax @ 35% ($1. 75)

Per-Barrel Credit $8.00

Net Paynment ($9.75)

M ni mum Tax Gross x 4% $1. 20

Hi gher OF (Actual Tax) $1.20
Approx. Annual Revenue $190 nmillion
Carried Forward Loss Credit 35% $280 million

2:55:15 PM

M. Al per spoke to Slide 22:
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Overview of Tax and Credit Cal cul ati ons

$40 for second year neans Qperating Loss credits can
be used to reduce paynents bel ow the m ni numt ax

Year 1 Year 2
Mar ket Price $40 $40
Transport Cost $10 $10
G oss Val ue $30 $30
Lease Expenditures $35 $35
Production Tax Value ($5) ($5)
Approx. Operating Loss $800 million $800 mllion
Tax @ 35% ($1. 75) ($1. 75)
Per-Barrel Credit $8. 00 $8. 00
Net Paynent ($9. 75) ($9. 75)
M ni nrum Tax Gross x 4% $1. 20 $1. 20
Hi gher O (Actual Tax) $1.20 $1. 20
Appr ox. Annual
Revenue $190 million $190 mllion
Less Carri ed- Forward
Loss Credit ($190 million)
Actual Tax Paynent $190 million $0
Carri ed- Forward
Loss Credit 35% $280 mllion $370 million

M. Al per relayed that the slide reflected the cal culation
of the high operating |loss credit carry forward due to nany
years of expected |ow prices, which had been forecasted in
the departnent's 2016 spring forecast. He qualified that
this was the baseline scenario for legacy oil from the
North Sl ope. He spoke to slide 23:

e This is just the “baseline” scenario, for |egacy
oil fromthe North Sl ope

» Does not account for the fact that roughly 9% of
production qualifies for the “Goss Value
Reduction” new oil tax break

e Can also provide exanple calculations for North
Slope GVR Eligible Production as well as Cook
I nl et scenari os

M. Al per explained that 91 percent of the oil from the
North Sl ope used the above cal cul ation, the other 9 percent
was new oil that qualified for the Goss Value Reduction
(GVR), the difference being that at higher prices the tax
would be lower. The new oil would not be subject to the
m ni mum tax and coul d pay zero under current | aw.
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M. Al per addressed Slide 25:
Bill Summary - What is in the H RES) CS?:
Expl oration Credits

HB247 Proposed / Kept in CS

« Al ow ng t he . 025(a) “alt. credit for
expl oration” to expire on 7/1/16, for North Slope
and Cook Inl et

o 025(a) credits remain for “Mddle Earth”
until 2022

 Also allowwing the “Jack up R g” and “Frontier
Basin” credits to expire at the sane tine

* Preenptively repeal other exploration credit
prograns that are not currently being used, in AS
38.05.180(i) and AS 41.09.

2:58:53 PM

M. Al per addressed Cook Inlet credits on Slides 26 and 27:
Bill Summary- What is in the HRES) CS?

Cook Inlet Credits, Current Conditions
New Fi el d Devel oper
e Currently receives a 25% Net Qperating Loss (NQ)
credit stacked with either the 20% Capital (QCE)
or 40% well (WE) credit. Generally a weighted
average of the two “spending / drilling” credits

« State typically refunds 50-60% of costs
Exi sting Producer

e Currently pays low to zero taxes due to Cook
Inlet tax caps, yet is eligible for 20% Capital
or 40% Well|l Lease Expenditure credits

e State typically refunds 25% 35% of costs
Bill Summary- What is in the HRES) CS?

Cook Inlet Credits, Changes in CS
New Fi el d Devel oper
* NOL (Loss) credit reduced from25%to 10%in 2017
 WE (Well) credit reduced to 30% in 2017 and 20%
in
» 2018 (effectively repealing it)
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« QCE (Capital) credit remai ns unti | 2022
(anticipating sunset of Cook Inlet tax caps)
e State will typically refund 35% of costs in 2017
and 30% in 2018 and beyond
Exi sting Producer
e Tax caps remain until 2022. Continuation of 20%
QCE credit neans state will continue to refund
20% of capital spending
CS sets path for broader Cook Inlet tax reform by 2022

3:01: 49 PM

M. Al per addressed repurchase [imts on Slide 28:
Bill Summary- What is in the HRES) CS?
Repurchase Linits

Changes in Conmttee Substitute

e Adds an annual “cap” on per-conpany credit
repur chases of $200 million

 Miltiple partners in the sane project can
each claim

e $200 mllion. However, a single conpany
cannot artificially split thenselves to
mul ti ply the benefit

e Cash flow protection in the case of a large

“outlier” pr oj ect such as proposed by
Ar st rong
o Mdeling showed annual credits from a
simlar project of up to $800 nmillion

M. Al per continued to Slide 29:

Bill Summary- What is in the H RES) CS?
Repurchase Limts (cont’d)
Hi storic Notes on | arge annual credits:

Over the 2007-2016 history of the tax credit program

e There has only been one instance of a conpany who
ever received > $200 mllion in a single year

e Five times ever when one conpany received between
$100 -$200 nillion in one year

e 11 times ever when one conpany received between
$50 - $100 nillion in one year
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M. Al per turned to Slide 30:

Bill Summary- What is in the H RES) CS?

Renove Exceptions / Loophol es
CS retains t wo pr oposed changes to pr event
artificially inflated net operating | osses

e« Can't wuse GVYR (new oil value reduction) to
increase the size of a Net Operating Loss (has
led to credits greater than 100% of | oss)

e If a nmunicipal entity owns production and sells
only a portion of that production to an outside
party, only the pro-rata share of expenses can be
deduct ed agai nst revenue

3: 05: 49 PM

M. Al per addressed slide 31:

Bill Summary- What is in the HRES) CS?
Brief explanation of G/R/ NOL Problem
(Sec. 12; AS 43.55.23(b)(2))

 CSHB 247 would prohibit the gross value reduction
(GVR) from being used to increase size of net
operating |l oss and by extension, the NOL credit

e In the low oil price / |ow cost exanple shown on
the next page, the net operating |loss would be
limted to the net value before GVR which is $6
per barrel instead of $12 per barrel

* The resulting credit is 35% of the actual net
operating loss, reducing the credit liability to
the State by 50% For a GVR-field producing
10, 000 taxable barrels per day, the difference is
$7.6 mllion

M. Al per elaborated on the topic of current |aw allow ng
the gross value reduction to increase a net operating |oss
credit (Slide 32).

3:08:18 PM

M. Aper turned to Slide 33 and provided a brief
expl anation of nunicipal wutility problem [If a nunicipal
utility owned a portion of a gas field and used all of the
gas to generate its own power, the gas would not be
taxabl e. However, if a portion of that gas was sold to a
third party, those sales would be taxable. Current |aw
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allowed all |ease expenditures to be used to offset the
conparably small anount of sales, which could potentially
generate late credits. HB 247 proposed to |limt the |ease
expenditure calculation to just the pro-rate share of the
expenditures equal to the proportion of the gas that had
been sol d.

M. Aper turned to Slide 34 and addressed other
provi si ons:

Bill Summary- What is in the HRES) CS?
O her Provisions
Interest Rate Reform
 Fixes a technical error in SB21 that prevents
conpound i nterest on under paynent s and
assessnments. Since 2014 we have collected only
si npl e interest
* Interest rate remains 3% above federal discount
rate
Bankruptcy & Debt Protection
e Credit certificates can be wused to satisfy
obligations to the state for the conpany' s oil
and gas busi ness before repurchase
e Surety bond of $250,000 for developers, to
protect unsecured creditors in event of default

M. Al per

3:12: 07 PM

M. Al per addressed the changes nade fromthe Governor's to
the House Resource Conmittee version of the bill to the
bill beginning on Slides 36:

Changes made in House Resources

* Kept and inproved many of the technical fixes,
i ncludi ng inadvertent “double dip” credit for new
oil on the North Sl ope

* Reduced Cook Inlet credits, with different
enphasi s and del ayed phase- out

* Increased repurchase “cap,” limting its inpact
to just very large ‘outlier’ projects

* Renobved all changes to mninum tax “floor,”
transparency provisions, interest rate increase,

and several smaller provisions

House Fi nance Conmmittee 26 03/31/16 1:35 P. M



* New legislative working group to review tax
regi mes outside the North Sl ope

M. Al per noved to slide 37, which addressed Cook Inlet
credits:

Changes nmade in House Resources

Cook Inlet Credits
Oiginal proposal was to repeal 20% Capital (QCE) and
40% Well (W.E) credits on 7/1/16, while naintaining
the 25% Operating Loss (NQL)

» Effectively, three substantial changes:

1. Timng: CS phased in the changes over 18
nmont hs, taking full effect on 1/1/18

2. Total: CS retained a 30% | evel of devel opnent
support vs. 25%in original bil

3. Applicability: CS mintained 20% credit
support for producers who earn a profit, vs. no
support in original version. Means additional
conpanies will still qualify for cash credits

M. Al per continued to Slide 38:

Changes made in House Resources
Repurchase Limts
Original proposal added four limts to repurchase:
e Per-conpany / per-year cap of $25 nmillion
e Large conpanies, wth annual revenue over $10
billion, are ineligible for credit repurchase
» Percentage of repurchase tied to percentage of
Al aska resident hire
10-year carry forward sunset
Inpact of Changes
* A large percentage of projected savings were in
these provisions, although tighter repurchase
l[imts would increase the total anount of
“carried forward” credits that could offset
future production

3:16: 38 PM

M. Aper turned to Slide 39 and continued to address
changes made to the bill in the prior commttee:

Changes made in House Resources
St rengt hen M ni mum Tax
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CS elimnated- itens that inpact |egacy producers:

e Can’'t wuse an operating loss credit, to reduce
paynents bel ow the 4% fl oor

* This was the | argest “added revenue” conponent

* Prevent per-taxable-barrel <credits earned in
one nonth from being used against another
nonth’s taxes at true-up

* Increase in mnimnumtax from4%to 5%
CS elimnated- itens that inpact new oil producers:

e Extend minimumtax to GVR-eligible “new oi

* Not allow small producer credit to reduce tax
paynents bel ow t he fl oor

Co- Chai r Thonpson

M. Al per addressed the fiscal inpact of the bill beginning
on Slides 40. He noted that the fiscal note for the bil

was 5 pages. He said that the provisions of the bill could
be broken out into three main sections: two related to
spending, and one to increased revenue. He relayed that
when originally proposed the bill would have had a tota
fiscal inmpact of $500 million, but the nunber had increased
to $785 mllion after the spring forecast. He said that the
bill would have little inpact in FY 17 because it would not
take effect until January 1, 2017, which would be halfway
through the fiscal year. He stated that the provisions that
deferred credits and hardened the floor had been renoved
He said that the $200 million cap was the remaining credit

deferring provision in the current bill, and did show as
fiscal inpact in the fiscal note because the departnent had
not predict any conpanies would earn $200 nmillion, or nore,

in the 6 year period covered by the note. He noted that FY
18 offered a nore appropriate conparison because the bil
would be nore fully inplenented. He concluded that the
nunbers on the slide reflected larger and nore detailed
fiscal note, with all of the associated narrative that had
been previously provided to the commttee.

3:22:27 PM

M. Al per spoke to the spring forecast and the reason the
nunbers differed fromfall 2015 to spring 2016 (Slide 42):

Fi scal | npact
| npact of Changes fromFall 15 to
Prelimnary Spring 16 Forecast
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e Mich lower prices for |onger period neans:
o Larger conpany operating | osses
o Status quo, production tax goes to near zero
as all of it is offset by NOL credits
o Large carried-forward NOL's, $630 nillion
after FY17
e Refundable credit estimate for FY1l7 increases by
$200 m |
o Larger conpany operating | osses
o Higher than expected work on exploration
projects, before expected sunset this year
(up to 85% on NS)

M. Al per turned to Slide 43:

In future years, our “status quo” credit forecast
appears to decrease.
This can’t really be built into future budgets.
o CQur credit f or ecast only includes “known”
proj ects
* Mst “new projects would add to the amount of
projected credits
 Credit projections wuse the sane conservative
nmet hodol ogy as DOR s production forecast

M. Aper noted that the nunbers wuld need to be
recalculated if Arnstrong continued forward wth their
project. He suggested continuing the next section of the
presentation when nore tine could be nade avail abl e.

Co- Chair Thonpson di scussed housekeepi ng.

#
ADJ QURNVENT

3:26: 06 PM

The neeting was adjourned at 3:25 p. m
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