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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 Iliquefied natural gas storage facility tax
credit, and the qualified in-state oil refinery infrastructure
expenditures tax credit; relating to the minimumtax for certain
oil and gas production; relating to the mninmum tax cal cul ation
for nmonthly installnent paynents of estimated tax; relating to
interest on nonthly installnment paynents of estimted tax;
relating to limtations for the application of tax credits;
relating to oil and gas production tax credits for certain
| osses 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
fromthe oil and gas tax credit fund; relating to a m ninmm for
gross value at the point of production; relating to |ease
expenditures and tax credits for nunicipal entities; adding a

definition for "qualified capital expendi ture"; adding a
definition for "outstanding liability to the state"; repealing
oil and gas exploration incentive <credits; repealing the
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l[imtation on the application of credits against tax liability
for |ease expenditures incurred before January 1, 2011,
repealing provisions related to the nonthly install nment 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;
repealing the calculation for certain |ease expenditures
applicabl e before January 1, 2011; meking conform ng anmendnents;
and providing for an effective date."

- HEARD & HELD
PREVI QUS COW TTEE ACTI ON
BILL: HB 247

SHORT TITLE: TAX; CREDI TS; | NTEREST, REFUNDS; O & G
SPONSOR(s): RULES BY REQUEST OF THE GOVERNOR

01/ 19/ 16 (H) READ THE FI RST TIME - REFERRALS
01/ 19/ 16 (H) RES, FIN

02/ 03/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 03/ 16 (H) Heard & Hel d

02/ 03/ 16 (H) M NUTE ( RES)

02/ 05/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 05/ 16 (H) -~ MEETI NG CANCELED - -

02/ 10/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 10/ 16 (H) Heard & Hel d

02/ 10/ 16 (H) M NUTE ( RES)

02/ 12/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 12/ 16 (H) Heard & Hel d

02/ 12/ 16 (H) M NUTE ( RES)

02/ 13/ 16 (H) RES AT 1: 00 PM BARNES 124
02/ 13/ 16 (H) -~ MEETI NG CANCELED - -

02/ 22/ 16 (H) RES AT 1: 00 PM BARNES 124

W TNESS REG STER

KEN ALPER, Director

Tax Divi sion

Depart nent of Revenue (DOR)

Juneau, Al aska

PCSI TI ON  STATEMENT: On behalf of the governor, provided a
Power Poi nt presentation titled, "Gl and Gas Tax Credit Reform
HB247, Additional Modeling and Scenario Analysis - Part 1."

ACTI ON NARRATI VE
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1: 22: 30 PM

CO- CHAIR BENJAM N NAGEAK called the House Resources Standing
Commttee neeting to order at 1:22 p.m Representatives Tarr
Josephson, Seaton, Talerico, and Nageak were present at the call
to order. Representatives O son and Herron arrived as the
meeting was in progress.

HB 247-TAX; CREDITS; | NTEREST; REFUNDS; O & G

1:23: 25 PM

CO CHAI R NAGEAK announced that the only order of business is
HOUSE BILL 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
t ax credit, and t he qual i fied in-state oi | refinery
infrastructure expenditures tax credit; relating to the m ninmm
tax for certain oil and gas production; relating to the m ninmm
tax calculation for nonthly installnment paynents of estinmated
tax; relating to interest on nonthly installnent paynents of
estimated tax; relating to limtations for the application of
tax credits; relating to oil and gas production tax credits for

certain losses and expenditures; 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
fromthe oil and gas tax credit fund; relating to a mninmum for
gross value at the point of production; relating to |ease
expenditures and tax credits for municipal entities; adding a
definition for "qualified capital expendi ture"; adding a
definition for "outstanding liability to the state"; repealing
oil and gas exploration incentive credits; repealing the
l[imtation on the application of credits against tax liability
for lease expenditures incurred before January 1, 2011,
repealing provisions related to the nonthly install ment 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;
repealing the calculation for certain |ease expenditures
appl i cabl e before January 1, 2011; nmaking conform ng anendnents;
and providing for an effective date.”
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1:24:18 PM

KEN ALPER, Director, Tax Division, Departnent of Revenue (DOR),
on behalf of the governor, first drew attention to two letters
to Representative Seaton from the Tax Division, dated February
2, 2016, and February 19, 2016. He explained that these letters
are the latest iterations and updates to nodeling efforts for
the North Slope and the Cook Inlet that were prepared over the
last interimin response to Representative Seaton's request for
analysis of field lifecycle costs and benefits to the State of
Al aska of various new field devel opnents and what the state's

cash flow is going to look |ike from new devel opnent. The
letters are provided as background docunents for the conmmttee
as well as a precursor to sone of the nodeling that DOR will be
providing in its next presentation to the conmttee. That

nodel i ng | ooks at the current situation, which is what is in the
aforenentioned letters, as well as looks at the inpact on that
of the changes envisioned in HB 247.

MR. ALPER began a PowerPoint presentation titled, "Gl and Gas
Tax Credit ReformHB247, Additional Modeling and Scenario
Analysis - Part 1." He turned to slide 2, "What W WII Be
Di scussing,” and outlined the topics that he planned to cover
today and on 2/24/16: overvi ew of revenue and production; what
credits worked and what didn't; credit cost in perspective; bil
details and how the pieces work; scenario analysis and econom cs
of changes; and gas supply issues in Cook Inlet.

1:27: 01 PM

MR. ALPER noved to the graph on slide 4, "Overview of Revenue
and Production,” to discuss what the state's revenues have
| ooked |ike over the last 10 years [fiscal years 2006-2015]. He
pointed out that the production tax (depicted in dark blue) is
the nost reactive to the changes in the price of oil. This is
followed by the state's other petroleum revenues such as the
corporate incone tax and property tax (depicted in orange),
unrestricted royalties (depicted in gold), restricted royalties
(depicted in grey), and non-petroleum revenues (depicted in
lighter blue). Thus, the graph shows the state's undesignated
general fund (UGF) plus the permanent fund royalties. The graph
puts into perspective how nmuch inpact that changes in the price
of oil have on things, especially on the production tax side.

MR. ALPER displayed the pie chart on slide 5, "Overview of

Revenue and Production,” and reported that 17 billion barrels of
crude oil have been produced on the North Slope since the Trans-
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Al aska Pipeline System (TAPS) began [in 1977]. The great bul k
of that oil, over 90 percent, cane fromtwo fields - Prudhoe Bay
(depicted in red) and Kuparuk (depicted in dark green). Various
other fields are depicted by the other colors on the chart.

MR. ALPER brought attention to the graph on slide 6, "Overview
of Revenue and Production,” to review the declining curve in oi
producti on between the years 1977 and 2025. He expl ai ned that
things ranped up after the commencenent of commrercial operations
and have been gradually declining since then. An expectation of
a flattening in the decline can be seen on the graph, but a
decline still continues from today's nunber of about 500,000
barrels a day to about 300,000-400,000 barrels a day in 8-10
years from now.

1: 28: 53 PM

MR. ALPER showed slide 7, "Overview of Revenue and Production,"
and noted that the graphic is fromthe U S Energy Information
Adm nistration. He said the graph depicts the scale of Alaska's
oil fields and shows production aggregate [from 1990 to date].
The central North Sl ope has produced about 8 billion barrels of
oil [shown in black] and still has a lot of oil yet to be
produced (shown in light blue). A substantial chunk of that oil
is proven, especially in the offshore. There is also a very
| arge amount of wunproved technically recoverable oil, oil that
has not explicitly been discovered but which the professionals
say is there. The two bars at the bottom of the graph depict
the largest shale developnents in the Lower 48, the Bakken and
the Eagle Ford, which in terns of total production are nuch
smal | er than Al aska has had, but they have very | arge vol unes of
potential or technically recoverable oil.

MR. ALPER turned to the pie charge on slide 8, "Overview of
Revenue and Production,”™ to point out that the great bulk of
Al aska's oil production cones fromthe three "majors,” which are
BP, ConocoPhillips, and ExxonMobil. Al aska al so has five other
substantial producers: Chevron, Hilcorp, EN, Anadarko, and
Cael us. Sone of these five conpanies operate smaller fields of
their own and sone have snmaller partnerships in the mjor oil
fields of Prudhoe Bay and Kuparuk; many of the proposed changes
in HB 247 woul d i npact these conpanies. The proposed changes in
the bill would also inpact the explorers, such as the Brooks
Range/ Mustang field, the Repsol/Arnstrong project, Geat Bear,
Furie, BlueCrest, and several others.

1: 30: 54 PM
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MR. ALPER noved to slide 10, "Credits: What Worked, What
Didn't?" He noted that a nunber of credits have been put into
| aw over the years that have never been used. These include the
New Areas Credit [AS 43.55.024(a) and also known as the Mddle
Earth Credit], a credit of up to $6 nmillion that was provided in
House Bill 3001, the production profits tax (PPT) bill that was
passed in 2006 [Twenty-Fourth Al aska State Legislature]. Thi s
credit was structured very simlarly to the Small Producer
Credit: a conpany that began producing in the frontier areas in
the Interior would get a $6 mllion offset to its taxes. That
has not been used because there has not yet been any conmmerci al
production from the Interior portions of the state. Anot her
unused credit is the Jack-Up Rig Credit, which was part of the
various reform neasures passed in 2010 [AS 43.55.025(m Senate
Bill 309, Twenty-Sixth Al aska State Legislature]. Al so unused

is the 80 percent Frontier Basin Drilling Credit that was part
of the Frontier Basin Act of 2012 [AS 43.55.025(n), Senate Bill
23, Twenty-Seventh Alaska State Legislature]. Wiile sone of

those activities have occurred, the conpanies have found it
advant ageous to use ....

CO CHAI R NAGEAK requested a definition of the term "stacking."

MR. ALPER used the Cook Inlet Jack-Up Rig Credit as a neans to
define stacking. Under that credit, he explained, the state
will pay 100 percent of the cost of drilling a well that neets
certain criteria. But tied up with that 100 percent credit are
various conditions, including sone data requirenents and a
requirenment to pay back half the noney if commercial production
is brought in fromthat. |In Cook Inlet, conpanies have found it
nore advantageous to instead use the general purpose 40 percent
Wel | Lease Expenditure Credit and to stack it, conbine it, with
a 25 percent Net Operating Loss Credit. In that circunstance
the state pays roughly 65 percent of a conpany's costs wthout
some of the contingencies and requirenents to pay it back in the
future.

1: 33: 13 PM

MR. ALPER resuned his discussion of slide 10 and reiterated that
the New Areas Credit, Jack-Up Rig Credit, and Frontier Basin
Drilling Credit are in current |law but scheduled to sunset [in
2016] . To qualify for any of these benefits a conpany would
have to do sone activity by sonetine in 2016. He said [the Tax
Division] doesn't anticipate making any paynents on those,
al t hough there is certainly a possibility of it.
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MR. ALPER drew attention to slide 11, "Credits: VWhat Wor ked,
What Didn't?" and discussed credits that have been used but are
scheduled to sunset and be phased out regardless of what the
committee does. Regarding North Slope exploration credits, he
said the Exploration Incentive Credit that came into statute in
2003 is scheduled to sunset on July 1, 2016, nmeaning the work
must be done by that date. Wil e DOR cannot provide specific
nunbers due to confidentiality, he can say that the state has
pai d between $125 million and $200 mllion on those exploration
credits. Anot her $150-$200 million was used against liability,
nmeani ng the conpanies that explored had a tax liability, nobst of
t hose conpanies being the state's major producers, and they used
that credit to reduce their tax paynents. The great bulk of
credits used against liability occurred before fiscal year 2011,
while the refunded credits have been nore used in recent years.
In round nunbers, the North Slope exploration credits have

resulted in between $275 mllion and $400 nmillion of state past
expense, direct or indirect. Regarding non-North Sl ope
exploration credits, primarily Cook Inlet Exploration Credits,
the range of refunded credits is roughly between $25 nillion and

$75 mllion. Not a material amount of credits was used agai nst
liability because there is not a lot of tax liability due to the
Cook Inlet tax caps that are in statute. He further noted that
as part of Senate Bill 21 [passed in 2013, Twenty-Ei ghth Al aska
State Legislature], the Net Operating Loss (NO) Credit was
increased to 45 percent starting January 2014. When that
happened the Exploration Credit of 40 percent could be stacked
with an operating loss and there was a tine period where the
state was paying up to [85] percent of conpanies' costs on the
North Sl ope. That was a two-year increnent that went away at
the end of 2015. Meanwhile, with the addition of the 40 percent
Well Credit in 2010, the Exploration Credit becane sonewhat
redundant. Many of the expenditures that were qualified for the
Exploration Credit were also qualified for the Wll Credit wth
certain exceptions like in seismc work. These exploration
credits are going to be going away under current |aw.

1: 35: 55 PM

MR. ALPER turned to slide 12, "Credits: What Wor ked, What
Didn't?" and discussed two nore credits that are scheduled to
sunset and be phased out. He explained that the Small Producer
Credit is a nonrefundable, non-carry forward credit that can
only be used to reduce a snall producer's tax by up to $12
mllion. This credit has been well used on the North Sl ope:
between $250 million and $400 nmillion was used through fiscal
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year 2015 and another $257 mllion is projected to be used
before this credit goes away. He explained that even though
this credit is going away, the sunset is for applying for the
credit and that is why another [$257] mllion is projected.
Once a conpany starts producing as a new producer, the conpany
can get this credit for up to nine consecutive years. Although
t hose conpani es that m ght have been receiving it since 2007 or
2008 are phasing out, any new conpanies comng into it now wll
be able to receive this credit until approximately 2025, so the
state will be naking sone paynments on this credit until then

1: 36: 58 PM

REPRESENTATI VE JOSEPHSON said that sounds |ike, in effect, the
conpani es control the key to the statute of linmtations because
t hey set the clock ticking.

MR. ALPER replied the clock begins ticking when a conpany first
clainms that credit, which is generally when it first came into
pr oducti on. It is not like conpanies are in production and
choosing not to use the credit, it is that there are conpanies
that are just starting up and they will begin using the credit.

REPRESENTATI VE JOSEPHSON, wusing the North Slope exploration
credits on slide 11 as an exanple, surm sed that soneone within
DOR or DNR knows which of the credits bore fruit as a genera
proposition for the people of Al aska, but cannot fully disclose
t hat because it would violate current |aw.

MR. ALPER responded that [the Tax Division] cannot discuss on a
case-by-case basis. For exanple, [the division] cannot say the
state gave $20 million to Conpany X and Conpany X ended up not
produci ng anything, or that Conpany Y was given $10 nmllion and
subsequently found an oil field that is producing 10,000 barrels
a day. [The Tax Division] is unable to share at a |evel of
detail, but it can aggregate these things. For exanple, |ast
week the conmttee was shown a slide that talked about total
dollars on projects that have borne fruit, are in production
right now, and then dollars spent on credits that have not yet
borne fruit. He said he believes that for the North Slope about
$650 mllion in credits has gone to conpanies or projects that
are not yet in production and about $1.45 billion in refunded
credits has gone to projects that are now i n production.

REPRESENTATI VE JOSEPHSON asked whether as a general proposition
there should be a statute that at least lets [|egislators] neet
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in executive session so that they can do their jobs fully and
not mss this critical fact.

MR. ALPER answered he is not an attorney and is not certain how
that woul d work. He pointed out that Section 8 of HB 247 does
allow for a confidentiality waiver so these things could be
di scussed going forward. To be able to have an executive
session to discuss what credits the state has spent over the
| ast 10 years so legislators and policymakers could understand
the scope of what is before themis an idea that he thinks is
excel | ent. However, he qualified, he does not know the | egal
nuance of that.

1: 39: 43 PM

MR. ALPER returned to his discussion of slide 12. He reiterated
that the Small Producer Credits will sunset slowy. A small er
anount of the Small Producer Credits was used in Cook Inlet
because the volunmes are snaller in the inlet: $50-$100 mllion
has been used against liability and about another $15 million is
proj ected before that credit goes away fully.

MR. ALPER noted that the credit which subsidized the Cook Inlet
Natural Gas Storage Alaska (CINGSA) facility in Kenai was part
of the Cook Inlet Recovery Act of 2010 [AS 43.20.046, House Bil

280, Twenty-Sixth Alaska State Legislature]. That credit was
specifically witten to only allow a single credit for a
specific project and has been used. That statute could

therefore be repealed without any plus or mnus to the system
but [the admnistration] didn't contenplate doing that when
witing the bill. That statute has a specific confidentiality
wai ver, he said, so he is able to tell the commttee that the
state gave $15 nmillion to CINGSA to build its facility.

1: 40: 55 PM

REPRESENTATI VE SEATON inquired as to why the CINGSA credit was
not elimnated from the statute given it is a credit targeted
specifically to corporate incone tax rather than production tax.

MR. ALPER confirmed that this credit is in AS 43.20, which is
the corporate incone tax statute and so was intended to be used
agai nst that tax. He said he does not recall whether CINGSA is
a corporate taxpayer, but that the conpany earning this credit
woul d have the ability to transfer or sell that credit to a
conpany that m ght owe corporate inconme taxes in Al aska. That
occurred and was paid out in fiscal year 2014. According to the
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historic record of credits provided for this neeting, it can be

seen that credits under AS 43.20 are $15 million in fiscal year
2014, which is a specific reference to this credit that has been
pai d. He reiterated that there is no reason why this statute

could not be repealed as part of this or any other |egislation.

REPRESENTATI VE SEATON advocated for repealing this «credit
because, to his know edge, it is the only place where the state
is giving an oil and gas production tax credit against corporate
i ncome tax. He said he thinks this is a nodel that the
commttee would want to renove from statute.

CO CHAI R NAGEAK inquired whether Representative Seaton plans to
nmove his suggestion at a later tine.

REPRESENTATI VE SEATON replied that he wll be doing so, but
added that he is just making nmenbers aware of the probability.

MR. ALPER pointed out that there are two other credits in the
oil and gas statutes that go against corporate incone tax,
Cl NGSA bei ng AS 43. 20. 046. He explained that AS 43.20.047 is a
simlar credit that would build storage tanks; for exanple,
liquefied natural gas (LNG storage tanks are envisioned for the

Interior gas wutility. He offered his belief that there is
intention to use that credit, which remains on the books and is
useabl e agai nst corporate incone tax. Li kewi se, he continued,

the "Refinery Tax Credit” in AS 43.20.053 [qualified in-state
oil refinery infrastructure expenditures tax credit] can be used
against the corporate incone tax, and at |east one Al aska
refinery is publicly tal king about an asphalt plant project that
it envisions earning that tax credit against.

1: 43: 24 PM

MR. ALPER brought attention to slide 13, "Credits: Wat Wrked,
VWhat Didn't?" to discuss which credits would be repealed in HB
247. He noted that the bill would change many of the rul es but
woul d not repeal that many credits. He allowed that the two
credits that would be repealed, the 20 percent Qualified Capital
Expenditure (QCE) Credit and the 40 percent Wll Lease
Expenditure (W.LE) Credit, are very large credits. The Qualified
Capital Expenditure Credit existed on the North Slope until
2013, but the Well Lease Expenditure Credit never existed on the
North Slope. [The Tax Division] cannot discuss exact totals, he
noted, but he can say that a total of between $500 mllion and
$800 million in Cook Inlet and sone in the Interior has been
credited, cashed out, for these line itenms. Over 85 percent of
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it occurred after fiscal year 2013, largely because of the
greater activity that was incentivized by the passage of the 40
percent Well Lease Expenditure Credit in 2010. So, the state is

spending $150 mllion to $200 mllion a year. |If these credits
were repealed, the state's credit liability going forward would
go down commensurately by about $150 mllion per year. \V/ g
Al per noted that these credits were created, in part, due to

supply anxiety and the fear that gas was going to run out in the
Cook Inlet. That problem has now been sonewhat fixed. He urged
menbers to keep in mnd that these credits could also be spent

on oil drilling and oil well workovers and activities that
increase oil production, which are good for the econony and
great for having oil in the refineries, but not necessarily the

sane sort of life and death issue...

1:45: 05 PM

CO CHAI R NAGEAK requested M. Al per to expand on well workovers.
MR. ALPER expl ai ned that a workover is when an existing oil well

is cleaned out and new equipnent added, a second-generation
activity to nake an old oil well newer again and produce better.

It fits under the definition of well |ease expenditures, so
generally that sort of activity would get the higher |evel, 40
percent, credit. Cook Inlet has a lot of old oil wells. In the

1960s production was over 200,000 barrels a day. New pl ayers
have come in and worked over sone of the old wells and Cook
Inlet oil production has nore than doubled in the last few
years. A lot of that activity would have been eligible for the
state's credits at the higher level because that activity met
the definition.

CO CHAI R NAGEAK asked whether this is currently being used "up
north" by the conpanies that have taken over production fromthe
bi gger conpani es and are doi ng well workovers.

MR. ALPER replied yes, "Cook Inlet north" is nost definitely
earning these credits.

CO CHAIR NAGEAK clarified he is nmeaning the North Sl ope.

MR. ALPER responded that on the North Slope these well drilling
credits are not available so the conpanies are unable to claim
the credits. However, the conpanies are working over old wells
and trying to get increased production frommmature fields in the
Nort h Sl ope.
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REPRESENTATI VE NAGEAK recounted that he visited one of those
wells last year and was told that smaller conpanies have taken
over fields from BP and others and these conpani es have a system
for doing this to the wells. He said he thinks this will occur
nore and nore as the wells age.

MR. ALPER answered it is inportant to note that, yes, this is
happening on the North Slope and conpanies are not getting

drilling credits for it, although the state is offering drilling
credits in Cook Inlet for simlar work. He surm sed that the
conpanies will provide greater detail in this regard when they

testify before the conmttee.
1:47:20 PM

REPRESENTATI VE SEATON inquired whether splitting out the anount
that was given for oil and for gas can be done w thout breaking
confidentiality.

MR. ALPER replied he wll talk with staff to determ ne whether
that woul d be possible. He asked whether Representative Seaton
is meaning to try to break the oil-related from the gas-rel ated
expenditures for Cook Inlet or non-North Slope credits in this
cat egory.

REPRESENTATI VE SEATON responded yes and added that he would |ike
the information for the years since 2013.

MR. ALPER agreed to do his best to get that to the conmttee.
1:48: 35 PM

MR. ALPER concl uded his discussion of slide 13. He said he wll
make the case later in the presentation that the Cook Inlet gas
supply issues are less problematic than they were in 2010 when
Sout hcentral Al aska was planning and practicing brownout drills.

MR. ALPER noved to slide 14, "Credits: VWhat Worked, What
Didn't?" to outline the credits that would remain on the books
should HB 247 pass as presented. He said the Carried-Forward
Annual Loss Credit, also called the Net Operating Loss (NOL)
Credit, is the primary credit envisioned by [the adm nistration]
as being part of the state's system going forward. This credit
is 25 percent in Cook Inlet and the Interior, and 35 percent on

the North Sl ope. It can be cashed out, with the exception that
| arge producers nust carry it forward and use it against
liability. Regarding the exploration credits that he earlier
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spoke to as being about to sunset, he explained that the
exception to that is the Mddle Earth Exploration Credits, which

are outside of the North Slope and the Cook Inlet. These
credits are 30-40 percent of qualified expenditures depending on
the location of the well and the activity, and will sunset in

5.5 years on January 1, 2022. Regarding the Cook Inlet Tax
Caps, he noted that they are not strictly speaking a credit but
a statutory maxi mum on the anmount of taxes the producers can pay
if they are producing in Cook Inlet. He said this cap is
roughly 17 cents per thousand cubic feet (MCF) of gas and the
oil tax is zero. These tax caps are tied to the old economc
limt factor (ELF) forrmulas that were in place in 2005 and are
currently scheduled to sunset on January 1, 2022.

1: 50: 35 PM

REPRESENTATI VE SEATON drew attention to the Net Operating Loss
Credit that is 35 percent on the North Slope and 25 percent in
the Cook Inlet. He requested M. Alper to explain why 25
percent is working well in Cook Inlet while it is 10 percent
nore on the North Sl ope.

MR. ALPER answered that the Net Operating Loss Credit has
historically been tied to the base rate of the Net Profits
Production Tax. The 2007 bill, Al aska's Cear and Equitable
Share (ACES), had a 25 percent tax rate with a sliding scale, or
progressive factor, that went higher based on that, so the
decision was made to pay |osses at the base level of that 25
percent and that was both Cook Inlet and North Sl ope. On the
North Slope, the passage of Senate Bill 21 raised the tax rate
itself. The rate of 35 percent is nore of a maxinmum tax than a
mnimum tax and it tends to slide down because of the sliding-
scale credit. The way the |egislature addressed that in 2013
was by raising the size of the Net Operating Loss Credit on the
North Slope to 35 percent, tying it to the tax rate. The 25
percent operating loss rate in Cook Inlet is a remant of the
2007 ACES statute. In some ways the North Slope Net Operating
Loss Credit is called a playing field Ileveler: a producing
conpany who owes taxes spends nore noney and reduces its tax
liability, so this creates a parallel benefit to the newconer.
In Cook Inlet where there isn't nmuch tax liability, it is
arguable that the 25 percent Net Operating Loss Credit itself
isn't needed to level the playing field, but it is very much of
an incentive and encourages ongoing work and enables people to
get an advantage to investing noney in Cook Inlet.

1: 52: 36 PM
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REPRESENTATI VE SEATON noted that there is the increased base of
35 percent on the North Slope as well as a "per-barrel well
credit" that is not figured in or subtracted from the 35. He
asked whether the way to nake these things equivalent would be
to sonehow calculate in the [Per-Taxable-Barrel] Credit against
the 35 percent base tax.

MR. ALPER replied that Representative Seaton is really talking
about a calculation of the effective tax rate after [Per-
Taxabl e-Barrel] Credits and sonmehow scaling back the Net
Operating Loss Credit to an effective tax rate. He advised that
there m ght be sone technical conplexities in doing that because
the effective tax rate varies fromfield to field and producer
to producer, but if it was the will of the committee to reduce
that Net Operating Loss Credit to sonme sort of netric that used
an effective tax rate for the North Slope, [the adm nistration]
could help the conmttee produce an anendnent or different
| anguage. He added that Representative Seaton is correct that
as a playing field leveler the state is probably giving nore
than equal benefit. When looking at it fromthe marginal dollar
level - and other conmttees have |ooked at marginal costs and
mar gi nal tax rates over the years - when a nmjor producer spends
one increnental dollar it gets an increnental 35 cent tax
benefit at the margin because the producer has reduced its
taxabl e base, its production tax value, by $1, and then 35
percent off of that is 35 cents. However, the [Per-Taxabl e-
Barrel ] Credit itself is not inpacted by that marginal
additional dollar of spend and therefore this is designed to be
a marginal benefit - the 35 percent Net Operating Loss Credit
equals not so nmuch the effective tax but the tax benefit that
t he conpany receives fromits |ast dollar spent.

CO CHAIR NAGEAK added that the cost of doing business is nuch
higher in the North Slope than it is in the south because of the
transportation cost.

MR. ALPER agreed that w thout question the |ogistical costs, the
nmobi li zation costs, in the North Slope are very different than
anyt hing el se in Al aska.

1:54:54 PM
MR. ALPER concluded his discussion of slide 14. He reiterated
that the credits that would remain after passage of HB 247 woul d

be the Carried-Forward Annual Loss Credit, the Mddle Earth
Exploration Credits, and the Cook Inlet Tax Caps.
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MR. ALPER turned to slide 15 to continue his review of the
credits that would remain if HB 247 passes. These credits are
| ess known, he noted, because there has not yet been production
in Mddle Earth. The first of these is the Mddle Earth Tax Cap
at 4 percent of the gross value for the first seven years of
production so long as that production begins before 2027. That
is a provision of the "Frontier Basins Credit" bill of 2012
[ Senate Bill 23, Twenty-Seventh Al aska State Legislature]. Any
production that begins in, say, Nenana or simlar areas in the
state, will pay a 4 percent gross tax regardl ess of the price of
oil for the first seven years of production. The other two
remai ning credits are the corporate incone tax credits nentioned
earlier. The LNG Storage Facility Credit and the "Refinery
I nfrastructure Credit" [qualified in-state oi | refinery
infrastructure expenditures tax credit, AS 43.20.053] would
remain on the books, although the Refinery Infrastructure Credit
is scheduled to go away i n 2020.

1: 56: 06 PM

MR. ALPER drew attention to slide 17, "Credit Cost in
Perspective," to discuss how much the state has spent and what
it has received related to North Slope refundable credits

[ between fiscal years 2007 and 2015]. He reiterated that the
state spent $1.45 billion supporting six projects that are now
i n production. Production from those six projects equaled 38.5
mllion barrels of oil in total aggregate. This neans the state

spent $37.30 for every barrel of production from these new
fields that have conme on in the North Slope. That dollar nunber
wll decline over tine because, for the nobst part, the noney is
spent and the oil is going to keep flowing for years to cone and
every new barrel from that is going to dilute/reduce the per-
barrel cost. Meanwhile, the | ease expenditures for all of those
projects through the end of fiscal year 2015 was just less than
$5 billion for the conpanies involved. So, the state's $1.45
billion in credits represents roughly 29 percent of the
conpani es' total |ease expenditures; this is the share of the
project that the state has put noney into on the North Slope
over the last 8-10 years.

1:57:32 PM
REPRESENTATI VE SEATON understood that the per-barrel dollar
anopunt is anticipated to go down, but noted that the state is

continuing to pay | ease expenditures at 29 percent of the costs.
He asked how rapidly that is expected to go down.
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MR. ALPER expected that that nunber will go down because the
incremental |ease expenditures, the operating expenditures to
keep the existing fields going, is less than the start-up costs.
Li kew se, this analysis is only looking at refunded credits.
So, the answer to the question is also largely contingent on the
price of oil - are these conpanies going to be profitable or
not? If they are profitable and they are taxpayers, they are
not going to be getting cash credits. If they are running
operating |losses during production, the state will be continuing
to pay them refundable credits on their operating |osses and
that will bring up the spend nunbers. Therefore, a couple of
different variables are in play here. He said he would expect
this | ease expenditure credit to drop, but not as rapidly as the
per - barrel nunber.

1:58: 41 PM

REPRESENTATI VE JOSEPHSON understood from slide 17 that the North
Sl ope refundable credits for six projects have aided in the
production of nearly 39 mllion barrels.

MR. ALPER answered that "aided" is a subjective term He
repeated that the state has given $1.45 billion to the conpanies
that were involved in six projects that are now in production.
To date, those projects have produced 39 mllion barrels of oil.
He allowed it is fair to say that the state has "ai ded" them

REPRESENTATI VE JOSEPHSON posited that if this were 1988 it would
be the equivalent of 19 days of Alaska North Slope (ANS)
production at 2 mllion barrels a day.

MR. ALPER replied yes and said 1988/ 1989 production was about 2
mllion barrels a day.

REPRESENTATI VE JOSEPHSON, regarding the $37.30 per  barrel,
offered his understanding that if the net value was $74 during
the period in question, the tax rate would be applied against
hal f that because the credit is half the $74.

MR. ALPER responded that the great bulk of these credits were
refunded before there was substantial anobunts of production. So
these were under construction - the conpanies had their capita
credits at the tine and then their operating |loss credits. I t
is therefore hard to answer that question wi thout getting into
project specifics because once a conpany is in production the
conpany's spending is far |ess.
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2:00: 39 PM

REPRESENTATI VE SEATON observed from slide 17 that previously the

state spent $1.45 billion on these six projects and that |ease
expenditures for these projects were $5 billion. He asked
whet her the credit support of 29 percent of $5 billion of |ease
expenditures was in addition to the $1.45 billion.

MR. ALPER answered that the 29 percent is the $1.45 billion:

the conpanies spent $5 billion and the state paid them back
nearly $1.5 billion through the state's credit prograns.
2:01:27 PM

MR. ALPER turned to slide 18, "Credit Cost in Perspective," to
di scuss how much the state has spent and what it has received
related to Cook Inlet Refundable Credits [between fiscal years
2007 and 2015]. He reiterated that the state spent about $450
mllion on credits that went to six producing projects. Those
proj ects have produced about 56 mllion barrel of oil equivalent
(BOE), with the great bulk of that being gas. State spending
cones to $7.80 per BCE or about $1.30 per MCF of gas, with this
nunber decreasing over tinme if additional production cones on
from those sane fields. The | ease expenditures over that tine
period for those conpanies involved in those six projects was a
little less than $1.1 billion. Al though the per-barrel state
cost in Cook Inlet is less, the percentage of the cost is
higher, with the state supporting these projects by about 40
percent of the |ease expenditures.

MR. ALPER drew attention to slide 19, "Credit Cost in
Perspective," to discuss the benefit of the Cook Inlet tax caps.
He said it is inportant to renmenber that there is a delta
between the statutory tax rate and the capped tax rate that is
tied to ELF. The Tax Division's analysis of that wll be
avai lable at the next conmittee hearing, he advised, but the
division estimtes that the value of the tax cap to industry is
bet ween $550 million and $850 nmillion over the years 2007-2013.
This amount is the tax savings from not having to pay at the
statutory rate from Cook Inlet and instead paying at the capped
rate. Cook Inlet produces about 250 MCF of gas per day, so over
that seven-year period that is the equivalent of 640 billion
cubic feet (BCF) of gas or 106 mllion BOCE. Cook Inlet also
produces about 10,000 barrels of oil a day (it was |lower at the
beginning of the period and a little higher towards the end),
whi ch over that seven-year period cones to 26 mllion BOE.  The
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total production of 132 BOE and the $700 million in taxes that
were not paid (using the mdpoint of the division's estinate)
equals a tax savings of roughly $5.30 per barrel or $0.88 per
MCF. Addi ng together the credit support of $1.30 per MF and
$0.88 per MCF equals $2.18 per MCF in benefit that the state has
given to increnental gas production in Cook Inlet.

MR. ALPER next addressed the specific sections of HB 247, saying

he will be providing additional nodeling and explanation as per
the commttee's request and that this is not a conprehensive
sectional . Moving to slides 21-22, "Section 7: I nterest Rate

Compoundi ng," he began reviewing the evolution of the interest
rate | anguage in Senate Bill 21.

2:05: 06 PM

REPRESENTATI VE TARR drew attention to the previous slides to
conpare the per-barrel equivalent of $37 for the North Slope
credits and the per-barrel equivalent of about $13 for the Cook
Inlet credits. She asked M. Alper whether those nunbers
surprised him or seened about right in terns of relative
favorability for the North Sl ope versus Cook Inlet.

MR. ALPER replied that it was a little surprising to him
However, he explained, there are oddities in the data that are

hard to parse out. For exanple, what is really being talked
about here is by conpany. There are conpanies in Cook Inlet
that are producing a lot of oil and gas and all of their

production m ght not have benefitted fromcredits, but all of it
fits into the total production that was worked into this

division factor. So, that mght lead to sone smaller apparent
nunbers in Cook Inlet than the reality of what was actually
i npacted by the state's contribution. It is hard to separate a

specific conpany into its conponent parts in different projects.

REPRESENTATI VE TARR, regarding Al aska's overall conpetitiveness
relative to other jurisdictions, pointed out that the focus is
often on Al aska's base tax rate rather than the aforenmentioned
per specti ve. In terns of conparing Alaska's favorability to
other jurisdictions as a place to invest, she asked whether any
other jurisdiction provides credits of alnbst $40 per barrel
equi valent or, as in the Cook Inlet, in the range of $13 to $15
per barrel equivalent.

MR. ALPER responded that conparative fiscal systenms is a very

conplicated art. He said DOR participated in, and drafted, the
docunent for the Conpetitiveness Review Board. The nost recent
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version of the board's report came out in February. It is very
hard apples to apples because every system is different, he
expl ai ned. Some jurisdictions count sales taxes and property
taxes differently than does Al aska. O her jurisdictions have
production sharing agreenments. In general, it is hard to say.
Al aska's realm of refundable credits tied to expenditure is
relatively unique in the world. There are not a lot, if any,
other jurisdictions that do this to the degree that Al aska has.

2:08: 07 PM

REPRESENTATI VE SEATON commented that he is trying to determne a
relative-value chain looking at the Cook Inlet tax caps. He
related that according to the radio recently, the Henry Hub was
less than $2 per MCF, yet Alaska is providing credits of $2.18
per MCF and the sales price [in Southcentral Al aska] is about $7
per MCF. He inquired as to where the $2.18 per MF would
conpare to the developnent and operational costs of producing
that gas as far as conparing the relative val ue of gas.

MR. ALPER answer ed:

W don't know the extent to which our credit regine
inmpacts the price of gas in Honer or Anchorage,
wi t hout question. W can't tell you if these credits
were to change how that mght inpact the narket price
of gas. But, if these nunbers are relatively accurate

as the conpanies go through their own internal
econoni cs and say, "we're spending this nmuch noney and
we're selling this nmuch gas and we have a sales
contract,” they are nore or less able to build in the
assunption ... that they're going to be getting $1.30
in refunded credits on the average unit of gas and
that they're avoiding taxation of 88 cents on the
average unit of gas. So, if they're conparing that to

an opportunity they have elsewhere in the country
that should be built into their equations. But |
can't say how any individual conmpany mght build that
into their internal nodeling.

REPRESENTATI VE SEATON said his reason for trying to figure this
out is because at a hearing in Kenai this last interim Hilcorp
testified that it has been able to reduce its [Al aska]
exploration and drilling costs to the sane costs it has in the
Lower 48. He stated he is therefore struggling wth why these
tax and credit supports are necessary wth the price
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differential that is being seen in sedinentary basins and retai
sales in Al aska versus the sane conparisons in the Lower 48.

CO CHAI R NAGEAK comrented that maybe Representative Seaton wl|
come up with sonmething in thinking about it.

MR. ALPER added that Representative Seaton is right that Cook
Inl et does have anobng the nobst generous fiscal reginmes in the
world as far as how the state treats production and also has a
substantially higher price than other areas in the U S.

2:12: 02 PM

MR. ALPER returned to slides 21-22 and resuned his discussion of
the evolution of the interest rate |language in Senate Bill 21.
He addressed why Al aska does not have conpound interest in its
tax right now and noted that this is not just oil taxes but al

of Alaska's taxes. The general tax statute is where the
interest rates are, he explained, so soneone wth delinquent
cigarette taxes would be working from the sanme statutory
f ormul as. Wen Senate Bill 21 was in the other body, the idea
was to reduce the rate from 11 [percent] to a much snaller
nunber. Wen it passed the other body, Senate Bill 21 failed to
pass an effective date vote. This neant that all of the things
t hat changed a nunber on a date certain were not applicable and
it couldn't be said that on January 1 the interest rate would be
changed. For purposes of admnistration one wants to have an
even breakdown on when sonething begins and when sonethi ng ends.
Consequently, when Senate Bill 21 canme to the House Resources
Standing Conmittee in the 2013 session, nultiple parts of the
bill received what is called applicability |anguage, neaning
production before January 1, 2014, falls under "this" criteria
and after 2014 falls under "that" criteria. |t was sonething of
a work-around to the inability to get a two-thirds vote in the
ot her body. When that happened, one of the sections to which
that was done was the interest rate section. Meanwhi |l e the
conmpound | anguage renmained. There was a technical error in the
| anguage that canme out of the House Resources Standing Commttee
that put back sone of this 11 percent |anguage that had existed
in prior statute, but the conpounded |anguage was there. He
noted that for every nmjor bill, especially in the finance
commttee, there is always a cleanup anendnent with the chair's
name on it that fixes about a dozen things and that passes
unani mously. In this case, the cleanup anendnent from the House
Finance Conmmittee that intended to delete the 11 percent
| anguage also deleted the conmpounding |anguage, which [the
adm nistration] believes was inadvertent. The sentence from
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that amendnent stated to delete from page 2, lines 23-25: ", or
at the annual rate of 11 percent, whichever is greater,
conpounded quarterly as of the |ast day of that quarter". The
phrase, "conpounded quarterly", neans that the state is only
charging sinple interest on all delinquent taxes across the
board starting January 1, 2014; that there is no nore interest
conmpoundi ng from that date forward. Restorati on of conpoundi ng
is one of the things that would be fixed with HB 247.

2:14: 42 PM

REPRESENTATI VE JOSEPHSON asked why M. Alper thinks this was
i nadvertent.

MR. ALPER replied that every version of Senate Bill 21 had
conpoundi ng | anguage, there was nuch debate and di scussion about
reducing the interest rate and charging a nuch |ess onerous

rate. There was consensus, at |east anong those who supported
the bill, to do that. There was never any discussion of
elimnating conmpounding, it was never brought wup in any
commttee debate. It just showed up in the l|ast anmendnent in
the last commttee as a technical anmendnent that happened to do
that while it was also doing sonething else. He said he

therefore believes it was inadvertent because he found no
commttee record to show that doing it on purpose was di scussed.

2:15:34 PM

MR. ALPER continued his presentation. He noved to slide 23,
"Section 7: Interest Rate Increase,” and stated that increasing
the interest rate is nuch nore substantive. He expl ai ned that
the current interest rate of 4 percent is a rate that is 3
percent above the federal discount rate. The federal discount
rate changes quarterly and right now that rate is 1 percent. A
4 percent rate, he noted, could actually create incentives to

delay and contest tax paynents. Wien the rate was 11 percent
and the Tax Division inforned a conpany that it owed the state
$100 mllion, even if the conpany didn't want to, it would

typically pay it because if the appeals process went another two
years the conpany would owe 11 percent interest on that $100
mllion and the conpany didn't want to have pay the interest.
So the conpany woul d pay the noney and then if at the end of the
appeal s process the conpany won, the state would pay the conpany
back the difference plus the interest, so the conpany got the 11
percent back from the state. At 4 percent, the incentive
structure is flipped on its head a little bit and conpanies are
nore likely to not pay contested taxes. The appeals process is
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gone through with the noney in the conpany's bank instead of the
state's because the company is generally able to earn nore than
4 percent on its noney; if the conpany |loses at the end, it has

actually nade noney over the tine. So, [the adm nistration]
bel i eves that sonewhere in between 4 percent and 11 percent is
the right nunber. Inportantly, in a |low price environnent where

the state is spending its savings to operate the state every
day, every dollar of tax that is not paid is one nore dollar

that the state is taking out of its savings. Therefore, when
that tax is eventually paid, it should conpensate the state for
what it would have earned had it remmined in savings. The

nunber from the permanent fund's financial advising conpany,
Call an & Associ ates, is about 7 percent.

2:17: 09 PM
CO CHAI R NAGEAK requested M. Al per to provide correspondence to
tell the commttee if it is actually happening the way he is

explaining it.

MR. ALPER responded that the permanent fund publishes an
estimate of returns and also publishes its actual returns as

time goes by. The permanent fund's nost recent publication
shows an expected earnings rate for the next 10 years or so as
averagi ng about 7 percent per [year]. He said he will be happy
to keep the committee up to date as those nunbers change going
f orward. He clarified that the bill isn't tied to this nunber

rather, the bill has a fixed nunber of 7 percent above prineg,
which currently works out to 8 percent. That is an error on
[the administration's] part, it probably should say 6 percent
over the discount rate, which would be 7 percent. A formul a

could be built that is sonmehow tied to the permanent fund' s
estimated earnings or its actual earnings and have it change
every quarter. There would be a way to nake an adjustable rate

within statute, it's just one step nore conplex. When putting
the bill together, [the admnistration] chose to go with a
sinpler formula tied to currently expected earnings. But, he

advised, that mght not fully conpensate if there are broad
SWi ngs in expected earnings in years to cone.

2:18: 35 PM

REPRESENTATI VE JOSEPHSON understood M. Alper to be saying that
the intent was really to achieve 7 percent so the bill should
properly say 6 percent. He remarked that this seens |ike a
multi-mllion dollar question and inquired whether it is the

adm ni stration's preference that the conmttee adopt 6 percent.
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VR. ALPER answered that his understanding is yes, t he
admnistration's preference is to have a nunber tied to the
permanent fund's estimate, which is 7 percent. The bill, as
witten, really says 8 percent, so the admnistration would
prefer 7 percent in that that is tied nore closely to the
per manent fund' s esti mate.

2:19: 16 PM

REPRESENTATI VE OLSON recalled that the last audit conpleted [by
the Tax Division] on the production tax was 2008. He requested
M. Al per to provide a breakdown of the audit amount due on the
interest for 2008.

MR. ALPER replied that the conplete set of audits for all the

producers that paid taxes clained - not all has been paid and
sone is being contested - the division assessed $265 mllion, of
whi ch about $110 million, or alnobst half, was interest. That

was based on the 11 percent conpounded interest for the years
2008 to January 1, 2014. The interest rate did not change until
the effective date of Senate Bill 21. For the last year of it
the interest was a nuch smal |l er nunber.

REPRESENTATI VE OLSON understood it took six years to conplete
the audit or to get to the point that the division is at now.

MR. ALPER confirmed that the 2008 audit was conpleted six years
after the taxes were received. He clarified that the division
was not working on that audit for six years; it was doing lots
of other things during that time, including the 2007, 2006, and
2005 audits. The division wused all of the statute of
[imtations available to it |ast year.

2:20: 37 PM
REPRESENTATI VE TARR understood that Section 7 would change the

interest rate from 3 percent to 7 percent above [the federal
di scount rate], so wth the 1 percent that would nake the rate 8

percent. She asked whether instead of the cap at 7 percent,
[the administration] would want it to be an either/or scenario
so the l|language would give a cap of whichever is greater - 7

percent or....
MR. ALPER responded that this gets a bit beyond his expertise,

but explained that the 1 percent discount rate has sone tie to
inflation. If there was a spike in inflation it wuld be
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expected to have a spike in that rate and therefore a spike in
the interest that the state would be charging. Al so, the
permanent fund would start seeing higher returns as well. Even
though the real returns mght remain the same, the interest
enbedded in all of its portfolio would be going up along wth
inflation. That 7 percent nunber assumes about 4.5-4.75 percent
real returns offset by 2.5-2.25 percent expected inflation.

REPRESENTATI VE TARR remarked that it sounds like this is the
scenario that [the admi nistration] would want to avoid if there
was a change in inflation because that would end up getting the
state close to the current scenario of 11 percent, which is what
[the administration] is saying is too high. She said it seens
that maybe the alternative would be to put this plus 1 or 7
percent, whichever is greater.

MR. ALPER responded that the |anguage prior to the passage of
Senate Bill 21 was the higher of 11 percent or of 5 percent over
di scount, which would be 6 percent in today's world. So, the
hi gher of calculation was elimnated and the 5 was replaced with
a 3. Representative Tarr is suggesting a mnimum rate of 7 so
that if the state was going 6 above discount, and the discount
rate was below 1 percent for several vyears, which was an

hi storical anomaly. If it gets down below that, he said he is
personally not terribly worried about the difference between 6.5
and 7 in the returns. Rather, he is nore curious about what

happens if the discount rate gets a lot higher and an 8 or 9
percent interest is starting to be seen; but, on the other hand,
there is a lot nore underlying inflation and then the permanent
fund would be growi ng faster. | deal ly they should be bal ancing
each other. He suggested that if trying to tie this to the
permanent fund, it mght wise to find a nore explicit way to tie
it to fund performance inside the state's assets.

2:23:49 PM

MR. ALPER resumed his presentation and brought attention to the
chart on slide 24, "Section 7: Interest Rate Increase."” He
explained that the chart conpares an interest rate calculation
on a standard $1 mllion assessnent under current |aw and under
HB 247. He said the chart uses a snaller nunber because these
are general tax statutes, not oil and gas |anguage, and for many
of Alaska's smaller taxes the assessnents are much snaller. As
wel |, nost of the general fund noney that is going to cone in as

a result of this change is going to be in these snaller nunbers.
For the major oil and gas settlenments and assessnents that cone
in, alnost all go to the Constitutional Budget Reserve and not
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to the general fund. |If there is a $1 mllion assessnent at the
end of the 2015 tax year it would be the end of second quarter
2017 by the tinme the Tax Division assesses it, so the conpany

would owe a year and a half's worth of interest. At sinple
interest on $1 mllion, the total interest would be $60,000 at 1
percent per quarter or 4 percent per year. |If an interest rate

of 8 percent is begun on the proposed effective date in HB 247
of July 1, 2016, and if fromthat date forward that interest was
subj ect to conpounding, the net effect of status quo and changes
by the bill is $42,000 in additional interest to the state. | f
instead of $1 mnmillion the assessnent is $100 mllion, that
$40, 000 becones $4 nmilli on.

2:25:44 PM

REPRESENTATI VE OLSON inquired whether it is delinquent if the
division waits six years to do the audit.

MR. ALPER allowed it is not ideal business practices. He noted
that there have been a few extenuating circunstances, including
mul tiple tax changes and the inplenentation of a major software
rewite that took everyone off task for a long tine. The Tax
Division is doing everything in its power to catch up and nobve
off of that statute of limtations, which was sonething that he
i nherited when he took the job. He said he is extrenely proud
of the division's staff in the Audit G oup and he believes that
in a year fromnow there will be substantial catchup

REPRESENTATI VE OLSON recalled that a few mnutes ago M. Al per
stated that the division used the statute of limtations fully.

MR. ALPER replied he is unsure what he just said that
contradicted that. He said the division did go up against the
statute of limtations, nmeaning it took all of the tinme allotted
to it to get the 2008 audits out. The 2009 audits are due at
the end of March. The audits were expected a nonth or two ago,
but the division was given a snafu in a court ruling that
affected sone tariff rates from 2009; they need to get reworked
through the system and this threw a lot things back into the
work pool for a little while. He reiterated that 2010 and 2011
are going to be conpleted sinultaneously and by a year from now
t he division should be at |east one full year off the statute of
[imtations and by three years from now the division would |ike
to be three years off the statute of limtations.

2:27: 27 PM
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REPRESENTATI VE TARR understood M. Alper is projecting that a
year from now the division will be nore wthin the three-year
range of the statute of limtation. She understood there is
likely some expected period of delay and that once the division
is caught up a two-year to three-year delay is reasonable.

MR. ALPER responded that three years, possibly four, is probably
reasonable. The old statute before the passage of ACES was four
years. It was extended two years because of the understanding
that the system got a whole lot nore conplex with the switch to
a net profits tax. The division's work plan right now is to be
five years off the statute one year from now, four years off the
statute two years from now, and three years off the statute
three years from now. The division is going to be doing two
years in one for the next two or three years. He said his hope
is that the division's resources hold out and that no strong
winkles get throwmm at the division, but the division believes

that it will be able to do that. The new software in 2011 is
making an order of magnitude difference in DOR s ability to
handle data, as well as in DORs ability to handle data for

every other tax type.

2:29: 07 PM

MR. ALPER returned to his presentation and concluded discussion
of Section 7 by noving to slide 25, "Section 7: Interest Rate
| ncrease. " He explained that while he created an exanple wth

$42,000, it is difficult to quantify future revenue inpact
because the division cannot know what is going to be assessed
and cannot know what is going to be delinquent because these
things are different every year in every tax type. The near -
term inpact would be very small because the difference does not
start accruing until July 1, 2016, but increasing delta would be
seen between that point and years afterwards. |In the production
tax, nost of the inpact is going to be in the Constitutional
Budget Reserve.

MR. ALPER noved to the graph on slide 26, "Section 12: Increase
M ni mum Tax." He said Section 12 of the bill increases the
[gross] minimum tax from 4 percent to 5 percent. The grey |ine

on the graph, he explained, depicts the underlying Senate Bill
21 net tax of 35 percent after credits w thout any mninmm tax.
Currently, that tax would go to zero at an oil price of around
$70 and fortunately the state benefits from the 4 percent
m nimum tax depicted by the blue |ine. Current revenue | ooks
like the blue line until it crosses the grey line and the grey
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line is to the right of the mark for roughly $80 a barrel. A 5
percent mninumtax is depicted by the orange line that is seen
above the blue line and which then crosses over with the grey
l'ine. The delta of revenue is the wedge between the blue line
and the orange line.

2:31: 01 PM

REPRESENTATI VE OLSON asked whet her any nodels have been done for
prices up to $135 or $140 a barrel, given that the m stake a few
years ago was stopping at $95 a barrel

MR. ALPER answered that [the division's] standard nodeling is
now using $20 to $130 a barrel. There is now a giant table of
royalty production tax, wunrestricted royalty, and restricted
royalty at all oil prices from $20 to $130 for the next 10
years. He said he will provide this table to the commttee.

MR. ALPER returned to his review of slide 26 and noted that
while the grey line will continue to go up and |arger nunbers in
revenue would be seen at an oil price of $130, slide 26 is
illustrating the inpact of the mninmum tax and the mninum tax
is irrelevant at those prices. Slide 26 |ooks at the crossover
point between the mninum tax and the net profits tax, which

currently occurs at an oil price of around $80. [|f that m ninum
tax were to be raised to 5 percent, the crossover would nove to
a price of somewhere between $80 and $85. If the legislature
were to desire a very large mninmum tax of 10 or 15 percent, a
much higher parallel line would be seen on the graph and the
crossover of the grey line mght not happen until an oil price

of $100 or higher. The higher the mninumtax, the nore a gross
tax paradigm is being introduced over the net tax system that
Al aska has.

2:32:42 PM
MR. ALPER drew attention to the illustrative npdel on slide 27
"Section 12: I ncrease M ni num Tax." He said the nobdel shows

how nmuch noney is being talked about if all of the oil were at
the sane price and none of the oil was eligible for the Goss
Val ue Reduction (GYR). The nodel sinplifies the whole system at
a range of prices between $20 and $100, and |ooks at the net
value (fifth row down) after a per-barrel cost of roughly $46
which is the cost estimate for the current year in the Revenue
Sour ces Books. The cal cul ated net value cannot be below zero
The tax rate is 35 percent of that, and then there is a sliding-
scale credit. Bringing attention to the two lines for "Tax
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After Credits" and "M nimum Tax", he explained that these are
calculated in parallel and the conpanies pay the higher of.
Were the Wllhead Goss Value is $10, the state is getting
$0.40; where the Wllhead Goss Value is $20, the state is
getting $0.80. \When the Wl lhead G oss Value is $60, the state
is getting $2.40 and the calculated tax after credits is only
$0. 40. But, at an oil price of $80, the mnimm tax is $2.80
and the calculated tax junps up to $3.90 because that is where
the crossover is. The revenue from a 5 percent mninum tax
woul d increase by $16 [at an oil price of $20] on up to $96
mllion at an oil price of $70. At an oil price of $80 it
[drops to no increase]. That roughly parallels the graph seen
on slide 26. The nunmber in the fiscal note is $50 million, a
nunber that roughly lines up with DOR s forecasted revenue.

MR. ALPER turned to the bar graph on slide 28, "Section 12:
| ncrease M ninmum Tax," depicting the revenue inpact of raising
the mninumtax from 4 percent to 5 percent. He expl ai ned that
while slide 27 was a nore illustrated and cal cul ated nodel, the
graph on slide 28 is closer to the actual revenue. This is
because the graph lines up with the state's forecasted price of
oil, the forecasted production, and how the specific
circunstances of the state's individual producers interact. | f
the price of oil remained at $30 for all of fiscal year 2017,
the proposed 5 percent tax would only get the state $20 nmillion.
But if the price of oil were to rise to $50, the 5 percent tax
would get the state $50 mllion. [At a price of $75, the 5
percent tax] would peak at about $80 million and then drop off.

2:35: 18 PM

MR. ALPER noved to slide 29, "Section 17(b): Strengthen the
M ninmum Tax," to review which credits can break through the
fl oor under current |aw He explained that the slide depicts
the 4 percent tax floor and underneath that floor is the
"basenent" of zero tax. He discussed what is and is not |imted
by the fl oor. Limited by the floor is the sliding-scale per-
barrel credit specifically on non-GVR-eligible oil, nmeaning
|l egacy oil, and this old oil is |limted by the floor. Al other
credits under current law can go below the floor and include:
the Net Operating Loss Credits, Per-Barrel Credits on G/R-
eligible oil (new oil), the Exploration Credit that is schedul ed
to sunset, and the Small Producer Credit. Al of these credits
are being used to reduce tax paynents below the mninmm tax, he
pointed out, and in many circunstances are being used to reduce
tax payments to zero.
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CO CHAI R NAGEAK requested M. Alper to further explain that.

MR. ALPER replied that each one of these is a slightly different

si tuation. He posed a scenario of a small producer producing
| ess than 50,000 barrels a day that is a junior partner in a
major oil field that pays at the legacy rate. In other words, a
conpany that owns a snaller percentage of Prudhoe Bay. Thi s

conpany's profits would be subject to the 4 percent floor just
as this conpany's larger partners would be paying at the 4
percent floor. However, this small producer would earn a credit
of up to $12 million that could be subtracted off the top of its
taxes. If this conmpany's mninmumtax was |less than $12 nillion,
this conpany would pay the state zero tax. M. Al per posed
anot her scenario of a small producer operating a newer field on
the North Slope. This conpany would pay a tax on its production
tax value and would be eligible for the GVR which tends to
reduce the conpany's liability, but if the oil price is high
enough the conmpany will have a tax liability. However, the
conpany's $5-Per-Barrel Credit can offset the conpany's taxes
all the way down to zero and, if it doesn't, the conpany could
also be eligible for the Small Producer Credit. So, at a wde
range of prices it is reasonable to say that the smaller
producers with the smaller fields can generally offset their
taxes all the way to zero between the $5-Per-Barrel Credit and
the Small Producer Credit.

2:37:56 PM

REPRESENTATI VE JOSEPHSON noted that industry got a legislature
to pass Senate Bill 21, which then went to a referendum and
industry prevailed in the referendum He surm sed that this may
not have gotten nmuch attention in the debate that occurred in
August 2014 because it is conplicated. He inquired as to
whet her the "basenent" issue was vetted by the legislature in
conmittee in 2013.

MR. ALPER responded that this condition is not a by-product of
Senate Bill 21, but rather a pre-existing condition going back
to Alaska's Cear and Equitable Share (ACES) and the production
profits tax (PPT) that cane before ACES. Senate Bill 21 created
the limted hardening of the floor: the | egacy producers wth
the sliding-scale credit cannot use that credit to go below the
fl oor. The conparable large credit earned by the |egacy
producers before 2013 was the 20 percent Capital Credit and that
could be used, and was used, to go down below the fl oor. The
other reality is that until 18 nonths ago the mninmumtax was an
academ c conversati on. The price of oil had not gone into the
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territory in nodern history where the mninmumtax canme into play
in any material way, nodern history being since Al aska has had a
net profits. The mnimum tax is now suddenly relevant and is
being discussed in greater detail because that is where the
state is getting its revenue from whereas during the referendum
debate it was not part of the conversation in any material way.

2:39: 57 PM

REPRESENTATI VE OLSON said the other mmjor variable that is still
not being tal ked about is the lack of production over the years.
When he was first sworn into office 12 years ago the price of
oil was $30, but a major difference fromnnow is that a mllion
barrel s a day was goi ng through the pipeline.

MR. ALPER offered his belief that Representative A son is right
that production has dropped by half during the last 12 years

He further stated that $30 then is different than $30 now and
that the cost of producing those barrels and the tariff for
nmovi ng them down the pipeline are also higher than they were. A
lot of things are working against the state in addition to
reduced production. Many of these incentives were put in place
to do what they could to reverse or at |east slow that decline

The decline has continued. There is geology in place that he
cannot speak to, but there are other people who can.

2:41:15 PM

REPRESENTATI VE TARR recalled that the goal when Senate Bill 21
was passed was to see 100,000 new barrels of production. She
asked what the current Revenue Sources Book forecasts for
production increase.

MR. ALPER replied he doesn't know the nunbers off the top of his
head, but said that a nunber of fields are under devel opnent and
under eval uation. He explained that DOR considers the oil that
is currently being produced and adds the oil that DOR believes
to be happeni ng. The departnent applies probabilities and risk
factors to the oil that 1is under developnent and under
eval uati on. The Mustang, Nuna, and Point Thonson projects, he
reported, are presuned to be happening within the period studied
in DOR s forecast. He offered to provide the commttee with a
conprehensive list of the fields and projects that are in DOR s
forecast.

REPRESENTATI VE TARR said she would like to receive that |ist.
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2:42:59 PM

MR. ALPER resuned his presentation. He brought attention to
slide 30, "Section 17(b): Strengthen the Mnimm Tax," and
specified that current law allows all credits to go below the
floor with the exception of the sliding-scale per-barrel credit.
[ The adm nistration] is seeking to change the |aw under HB 247
so that four distinct different credits al so cannot reduce taxes
bel ow the floor. The bill would make it so that: smal |
producers would have to pay the mnimum tax level; new GVR-
eligible fields would pay at the mnimum tax level; the Net
Operating Loss Credits that are carried forward could not be
used to reduce paynents below the mninum tax; and Exploration
Credits, if wused against liability, could not be used to go
bel ow t he m ni num t ax.

MR, ALPER turned to slide 31, "Section 17(b): Strengt hen the
M ni rum Tax." He advised that three very different policy
guestions are before the conmmttee and allowed that nenbers
m ght have a different opinion and a different desired result on
each one. Several things are being done with the mninmm tax,
he expl ai ned. First, regarding the Small Producer Credit, the
guestion being asked is whether everyone, not just the nmjor

producers, should pay at the mninum tax |evel. Under current
law, only the large producers pay that floor. Second, regarding
the Per-Taxable-Barrel Credits for "new' oil, the question being

asked is whether the tax on production from new fields should be
allowed to go to zero. The third question is whether a ngjor
producer that carries a loss forward into the next year should
be able to use that Net Operating Loss Credit to reduce its
paynments below the floor or should the conpany be forced to pay
at the mininumtax level and then continue to carry that credit
forward into a future year when it has nore tax liability. And,
if it is made so that the net operating |oss cannot be used
against mninmum tax paynents, the question is whether that
shoul d be nade retroactive to January 1, 2016, as proposed in HB
247. M. Alper reported that at |east one nmjor producer showed
a loss for 2015 and wll be offsetting mnimm tax paynents
beginning this nonth to the level of zero by wusing its Net
Operating Loss Credit from cal endar year 2015 to offset m ninmum
tax paynments from 2016.

2:45: 43 PM
MR ALPER drew attention to the table on slide 32, "Section

17(b): Strengthen the Mnimum Tax," to illustrate how the GVR-
eligible per-barrel credits [can reduce taxes below the m nimum
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tax] at a West Coast oil price of $80. He explained that the
table includes two parallel calculations of how the mninmm tax
treatment applies under current law to legacy oil and to GVR-
eligible new oil. At a price of $80 and a transportation cost
of [$10], the wellhead value (also called the gross value at the
poi nt of production) is $70. The mninmum tax is tied to the
gross calculation, not to the nmarket ©price. The | ease
expenditure cost of $36 is subtracted from the well head val ue,
arriving at a net value of $34. If that oil is subject to the
20 percent Gross Value Reduction (GVR), then 20 percent of the
$70 gross is $14; this $14 is then further subtracted from the
net value of $34, arriving at a net value after GVR of $20.
This is where the disparity is seen: the net value after GVR is
$34 for legacy oil and is $20 for GVR-eligible oil. The tax is
then cal cul ated by taking 35 percent of the net value after GVR
so the tax before credits is $11.90 on the legacy oil and is $7
on GVR-eligible oil. For legacy oil the Per-Taxabl e-Barrel
Credit is a sliding-scale credit; at a price of $80 this credit
reaches its maxi mum of $8, which reduces the base production tax
after credits on the legacy oil to $3.90. For the GVR-eligible
oil, the Per-Taxable-Barrel Credit is $5, which reduces the base
production tax after credits to $2.00. At a price of $80, the
m nimum tax calculation is $2.80. The tax of $3.90 paid on each
taxabl e barrel of legacy oil is above the mninmmtax. However,
the tax of $2.00 paid on the GVReligible oil is below the
mnimum tax; this is because under current |aw the mninum tax
does not count for the GVR-eligible oil. Under HB 247, a
producer in that circunstance would be forced to pay at the
| evel of $2.80.

2:49: 17 PM

REPRESENTATI VE JOSEPHSON surm sed that bringing G/R-eligible oil
up to the legacy rate is the parity M. Al per was tal king about.

MR. ALPER responded correct. He pointed out that because the
taxes are higher, the legacy oil is not inpacted by the floor at
$80, but the GVR-eligible oil is. If the floor were in place,
the GVR-eligible oil would be paying $2.80, whereas under the
current statutory rate the tax on that oil is $2.00.

2:49: 48 PM

MR. ALPER resuned his presentation. He nmoved to slide 33,
"Section 17(b): Strengthen the Mnimum Tax," and did the sane
calculations at a price of $60. At this price, he noted, the

t axabl e net value goes down to $14. At a tax rate of 35 percent
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t he base production tax before credits is $4.90 for |egacy oil.

The full value of the $8 per barrel credit is partially |ost

when applied because the tax goes to zero. The mninmumtax then
conmes into play: at 4 percent of the wellhead value, which is
$50, the mininumtax is $2.00. So, under current law at a price
of $60, the tax on legacy oil is $2.00 per barrel. For GVR-

eligible oil, the net value of $14 is reduced by the 20 percent

Gross Val ue Reduction, reducing the net value to $4.00. At a 35
percent tax rate the tax before credits is $1.40. The $5- per-
barrel credit reduces that tax to zero. So, under current | aw,

GVR-eligible oil is paying a tax of zero. Under HB 247, GVR-

eligible oil would pay [a mninum tax] at the same rate as the
| egacy oil - 4 percent of the gross or $2.00 a barrel.

MR.  ALPER brought attention to slide 34, "Section 17(b):
Strengthen the Mnimum Tax," to discuss the portion of Section
17(b) that is related to the Net Qperating Loss (NOL) Credit and
woul d affect the major producers. This provision would prevent
conpanies from applying a Net Operating Loss Credit against the

m ni mum tax. The statutory definition of a loss is when a
producer's total |ease expenditures for the year exceed the
gross value [at the point of production]. In plain English,

this is when a producer has negative net incone based on Al aska
I aw. He pointed out that this is for a calendar year, not a
fiscal vyear. At around $50 and below, sone Al aska producers
start experiencing operating | osses.

2:51: 53 PM

MR. ALPER turned to the tables on slides 35-36, "Section 17(b):
Strengthen the Mninum Tax," to review how Net Operating Loss
(NOQL) Credits are earned and used. He explained that the table
on slide 35 is a stylized reality for the aggregate of all of
Al aska's producers for calendar year 2015. The table depicts
each nmonth of the year and how the production tax val ue, neaning
after all expenses, is calculated. The negative nunbers are
shown in grey. Those nunbers cannot really be below zero when
calculating them he explained, but they are calculated when
dealing with Net Operating Loss Credits. This |eads to negative
taxation or tax calculations that would be negative if these

operating losses were calculated into the tax. What actually
happens is that the mninumtax is charged and from the m ni mum
tax cones certain credits. The State of Alaska's actual tax

paynents for cal endar year 2015 roughly equals the bottom line
on slide 35 - about $187 million. Adding up all of the negative
nunbers on the production tax value line will show that the
conpanies lost $183 nmillion in Al aska |ast year. So, at the
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2015 Net Operating Loss Credit rate of 45 percent, this $183
mllion loss translates into a Carried-Forward Annual Loss
Credit of $82 mllion.

2:53: 25 PM
MR. ALPER noved to slide 36 to explain what happens to the

Carried-Forward Annual Loss Credit in 2016 if the price of oi
goes to $40 and stays there through Decenber. He noted that the

second to last |line on the table is the application of the
carried-forward credits. The third to last |ine should be the
conmpani es' mninmum tax paynent. However, the conpanies are

subtracting the carried-forward credits from the mninmm tax
paynment and paying zero tax all the way through until Septenber.
By Septenber the conpani es have used up all their Operating Loss
Credits and are then left with only paying the amount that is in
the last row of the table for the nonths of OCctober, Novenber

and Decenmber - a total of about $27 mllion. So, the state only
gets the mninumtax for the last three nonths out of the year

More inportantly, if these trends continue, and these are well
below the state's forecast, the conpanies would show a $1.2
billion loss in 2016, which at the credit rate in play at the
time would result in over $400 million in Carried-Forward Annua

Loss Credits. If these low prices continue for another couple
years, that's another two years of zero tax revenue because the
conpanies would be able to conpletely offset any mninmm tax
paynents for two years into the future until they have run
through the $400 nmllion in credits and possibly earning
additional credits along the way. Essentially, the state would
not start seeing any revenue until there is substantial cost
recovery. It is being proposed under HB 247 that this credit
cannot reduce the mninmum tax paynents. Even if the conpanies
are losing noney, [the adm nistration] wants them to pay the 4
percent gross tax because the state should be getting at |east
sonmet hing. Those credits would then be carried forward and used
in a future year once there was adequate recovery in the price
of oil and adequate tax liability that the conpanies would be
able to offset it with their credits.

2:55:31 PM

REPRESENTATI VE OLSON inquired whether the conpanies are doing
anything illegal or unethical in their calcul ations.

MR. ALPER answered that, to his know edge, they are not. The

conpanies are followng the law and paying and filing their
taxes the way Al aska's rules and regul ations instruct themto.
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REPRESENTATI VE OLSON remarked that the conpanies are paying
approximately 90 percent already and now the state is going to
go after the other 10 percent.

2:56:10 PM

MR. ALPER recommenced his presentation, stating that slide 37,
"Section 17(b): Strengthen the M ninmum Tax," talks about the
previous two slides. He said the information on slides 35-36

shows how those operating | osses would be used to carry forward.
He reiterated that the net operating |oss for cal endar year 2015
is $183 mllion, this loss would generate a credit of $82
mllion, and this loss <credit wuld start offsetting 2016
m ni mum taxes beginning in January. If oil prices were to rise
to $40 and stay at that |evel through all of cal endar year 2016,
[the North Sl ope producers] would see a | oss of over $1 billion.
That | oss would stack up yet another $400 nmillion loss credit
that would be applied beginning in January 2017. The changes
proposed by HB 247 would not take the credits away from anyone,
he stressed. An Operating Loss Credit is sonmething that has

value and is wanted to be carried forward. He advised that
there are other changes to Qperating Loss Credit payback
el sewhere in the bill. He said [the admnistration's]

expectation is that these would be deferred, kicked forward, to
some future year when the state had nore noney and higher tax
revenue coming in from production tax. Those Operating Loss
Credits would be used then to reduce tax paynents and take noney
fromthe state in the future when it has noney instead of in the
present when the state doesn't have noney.

2:58:36 PM

REPRESENTATI VE TARR recalled that the negative scenario depicted
on slide 36 was not contenplated during consideration of Senate
Bill 21. She noted she was on the commttee at that time and
feels that if this very Ilow price environnent and the
consequences had been contenplated the conmttee nay have done
sonething differently. She asked whether there are other
cal endar years that mmc what is being shown on slide 36.

MR. ALPER replied that he can provide other calendar years to
show stylized how it worked. In none of those years was there
an issue of mninmm tax. He recalled that there was a price
collapse in the early nonths of 2009 and therefore that m ght be
a year to provide the conmttee. The ACES regine was in effect
at that tine. He stated that these issues are not unique to
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Senate Bill 21 and said this is not the appropriate tine to cast
di spersions at the current tax regine. These are issues that
have been enbedded in Alaska statute since switching over to a
net profits regine. They happened to have conme to the forefront
now, not because of Senate Bill 21, but because oil prices have
col l apsed to such a degree that operating |osses are starting to
be seen in the industry.

REPRESENTATI VE TARR requested M. Alper to provide the commttee
with [the 2009] cal endar year for conparison purposes.

MR. ALPER agreed to do so, and added that he would continue his
presentati on when he was next before the commttee [on 2/24/16].

[ HB 247 was hel d over.]
3:02:37 PM
ADJ QURNVENT

There being no further business before the commttee, the House
Resources Standing Conmmttee neeting was adjourned at 3:02 p. m
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