SENATE FI NANCE COWM TTEE
May 13, 2016
9:34 a.m

9:34:23 AM

CALL TO ORDER

Co-Chair MacKinnon called the Senate Finance Committee
nmeeting to order at 9:34 a.m

VEMBERS PRESENT

Senat or Anna MacKi nnon, Co- Chair
Senat or Pete Kelly, Co-Chair
Senator Peter M cciche, Vice-Chair
Senator dick Bishop

Senat or M ke Dunl eavy

Senat or Donny O son

VEMBERS ABSENT

Senat or Lyman Hof f man

ALSO PRESENT

Randal | Hof f beck, Comm ssioner, Departnment of Revenue; Ken
Al per, Director, Tax D vision, Departnent of Revenue.

PRESENT VI A TELECONFERENCE

SUMVARY
PRESENTATION: O L and GAS TAX CREDI TS

APRESENTATION:. O L and GAS TAX CREDI TS

9:34:57 AM

RANDALL HOFFBECK, COWM SSI ONER, DEPARTMENT OF REVENUE,
enphasi zed the inportance of a commttee process that was
wor ki ng, and believed that HB 247 had changed dramatically.

He felt that sone of the changes inproved the bill. He
acknow edged the long-terminpacts of carry forward credits
that several wversions of the bill had addressed. He

stressed that the House Rules Commttee version of the bill
advanced the legislation but needed additional work to



garner the governor's support. He spoke to the spring
forecast, and the <concern over whether it adequately
addressed the issues associated with industry expenditure
reductions. He relayed that the Departnent of Revenue (DOR)
exam ned the data through March and found the information
accurate. He noted that the departnment wused information
provided by the industry. On the capital expenditure side,
the departnent forecasted | ess than the actual spend.

Comm ssi oner Hof fbeck continued his opening remarks, noting
that the revenue figures were |ow The forecasted price was
|l ess than $40 bbl. and the actual price was $45 bbl. He
reported that if the prices renained at the |evel the
average price for FY 16 would be $42 to $43 bbl. He noted
that every dollar above the forecasted anobunt equated to
roughly $25 million in revenue. He remarked that "the
critical issue" at the $45 price point was that the issues
associated with carry forward credits were elinmnated. He
expl ained that industry operated at a profit at $45 bbl
under the state's tax structure, and was not eligible for
carry forward loss credits. He supported fixing the carry
forward issue in legislation even though the price of oil
was predicted to nove within a range of $35 to $65/bbl. in
the current fiscal year. He relayed the admnistration's
positon that production tax was a severance tax and not an
income tax. He explicated that the state maintained a
specific oil and gas inconme tax where |losses could be
carried forward. A production tax or severance tax was a
"charge based on severing a non-renewable resource fromthe
state.” He shared that "the admnistration was firmin its
position"” that the tax rate should not drop bel ow zero. The
state should not pay an entity to produce its resources.
The governor said he would accept a 4 percent floor that
allowed |osses to decrease the floor to zero in a given
year but the |osses could not be carried forward to produce
a negative tax. He relayed that the adm nistration would
judge the bill accordingly.

9:40: 48 AM

Senator Dunl eavy asked whether the admnistration believed
the majority of the tax credit issue was centered on Cook
Inlet. Conm ssioner Hoffbeck replied in the affirmative
except for the net operating loss credit (NOL) that applied
to both areas. Senator Dunleavy wanted to make sure the
public understood that the tax credit issues were focused
on Cook Inlet. He thought it appeared as if the |egislature
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was focused solely on the North Slope, when in fact nuch of
the tax credit issue was from production in Cook Inlet.
Comm ssi oner Hof fbeck responded in the affirmative.

Vice-Chair Mcciche thought Senator Dunleavy had asked a
good question, and referred to SB 21 (Gl And Gas

Production Tax) [Chapter 10 SLA 13 - 05/21/2013]. He
believed that some individuals "rhetorically" connected SB
21 wth the state's "cashable <credit exposures.” He

reported that HB 280 (Natural Gas: Storage/ Tax Credits)
[ Chapter 16 SLA 10 - 05/12/2010] known as the Cook Inlet
Recovery Act created the credit issue and not SB 21. He
asked for a response. Conm ssioner Hoffbeck discussed
| egacy issues. He answered that the mpjority of the "cash
flow credit" issues that concerned the admnistration
stemmed from nost of the previous tax regines. He listed
the previous tax systens as: the Cook Inlet Recovery Act,
Alaska’s Cear and Equitable Share (ACES), Pet r ol eum
Production Tax (PPT), and the Economc Limt Factor (ELF).
Vice-Chair Mcciche thought it was inportant for the public
to understand the issue. He understood that SB 21 repeal ed
the 20 percent Capital Expenditure (Capex) credit enacted
with ACES, which he characterized as "detrinental"™ to the
state. He offered that 2013 was the record year for tax
credits under ACES when the state paid approximately $918
mllion due to capex credits. He wondered whet her
Comm ssi oner Hoffbeck wanted to comrent on the topic. He
noted that the ultimte goal was to address the "$4.1
billion" budget deficit which drove reconsideration of the
tax credit system Comm ssioner Hoffbeck deferred to M.
Ken Al per, Director, Tax Division, Departnment of Revenue,
for the answer.

Co-Chair Kelly referred to Vice-Chair Mcciche's conment

that the state's current tax credit liability amunted to
$700 mllion. He clarified that the anpbunt was actually
$500 million due to the governor's veto of $200 mllion
| ast year, which he considered a "false reduction.” He

bel i eved accuracy was inportant when discussing the credit
nunbers. He noted that the repaynent of the $200 mllion
was pending and still owed by the state.

9:44: 58 AM

KEN ALPER, DI RECTOR, TAX DI VISION, DEPARTMENT OF REVENUE,
addressed previous comments. He stated that the tax credit
l[iability for cash, based on the forecast for FY 17 was
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$775 mllion and included the $200 mllion referenced by
Senator Kelly that carried over from FY 16. The FY 16
forecast was $700 mllion and fully funded by the
| egislature. He confirnmed that the governor vetoed $200
mllion. He related that the peak year for "repurchases"”
would be FY 17, if the full amunt of $775 mllion was
fully funded. In relation to Senator M cciche's remarks, he
recounted that FY 14 was the peak year for credits against
l[iability of over $900 million. He added that the figure
represented a "hybrid" due to the cross-over between ACES
and SB 21. The fiscal year included the |ast year of the 20
percent capex credits under ACES and the first year of per
barrel <credit under SB 21. He added that between the
cashable credits and credits against liability the state
paid over $1.5 billion in total credit liability in FY
2014.

Vice-Chair Mcciche stated that he was referring to FY 13,
and offered that the reason he had used $775 nmillion figure
was to try to maintain accuracy due to the "way the press
covered this issue.”" He stated that the highest year of
credits was due to the ACES capex credit and was not
related to the current situation. He believed the ACES
capex credit was over generous.

Co-Chair Kelly concurred wth Vice-Chair Mcciche and
announced that sone of the "stacked" tax credits were
expiring or elimnated. He stated that if the press was
creating a "boogeyman" of credits he wanted to use the
accurate anounts. He voiced that the «credits were
approximately $500 million dollars. He was rem nded of the
"mantra" stated by sonme that the state was paying out nore
than collecting in production tax. He remarked that no one
di scussed the collection of oil royalty, property, and
income tax as well. He referenced Comm ssioner Hoffbeck's
remarks regarding severing a non-renewable resource from
the state, and comented that he ignored the fact that the
oil was paid for in royalty.

9:49: 23 AM

Senator Dunl eavy renenbered that Conm ssioner Hoffbeck
testified that the admnistration had no intention of
revisiting SB 21. Comm ssioner Hoffbeck answered in the
affirmative. Senator Dunleavy referred to the forecast and
wondered if the department was collecting data to determ ne
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whet her a decrease in activity would result in a decreased
use of credits.

M. Alper responded in the affirmative and explained that
the credit forecasts were "tied" to the information the
industry provided regarding its projected work. The out
year forecasts were typically low due to the industry's
uncertainty of wirk in the future. The departnment's
forecast was "fairly accurate" and the |ease expenditures
were tracking very closely with the FY 16 forecast. He
indicated that if the |ease expenditures were on track for
FY 16 the credits expectation was closely matched for FY 18
due to the one and one half to two year |ag between when
the noney was spent and the requests for reinbursenent.

9:51:18 AM
AT EASE

9:52:12 AM
RECONVENED

Co- Chair MacKi nnon relayed that she reviewed the "Indirect
Expenditure Report" dated January, 2015 [published by the
Legi sl ative Finance Division] and viewed the data regarding
the credits and the expiration dates from the D vision of
Ol and Gas. She asked whether the state "blanket credited
the industry with every federal credit available” that a
conpany can use against taxes. M. Alper clarified that Co-
Chair MacKi nnon was referencing corporate incone tax and
asking whether the state internalized the federal tax code
into the state's corporate tax code. He stated that the
income from conpanies that were applied to “"the
"apportionnment forrmula and applied to Alaska by a certain
percentage was also internalizing" the federal tax credits.
He did not consider hinmself an expert on corporate incone
tax and offered to provide nore details. Co-Chair MacKi nnon
asked whether M. Alper could provide the commttee wth
information on the inplications on how nmuch noney or |ack
of noney the state received under the corporate tax. M.
Al per agr eed.

M. Al per discussed the presentation "GOl and Gas Tax
Credit Reform - CSHB 247(RLS)\C' (copy on file). He
commented that although the bill had changed the conmttee
was famliar wth the range of options and issues in HB
247. He noted that each slide addressed a specific issue
and how the governor proposed to address the issue and how
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the House Rules Conmmittee version dealt with the issue. He
drew the conmttee's attention to an additional docunent
titled, "Conparison of Provisions of HB 247 - Ol and Gas
Tax Credits" (copy on file) which provided a conparison of
provi sions of various versions of the bill including the
proposed Seaton-WIson conpromse, which the commttee
m ght discuss in the future but was not included in the
Power Poi nt .

9:55: 20 AM

M. Al per discussed slide 2:
Maj or Provisions in Rules Commttee Substitute:

Exploration Credits

e CGovernor’s bill
o Allows existing credits to sunset on 7/1/16
0 Keeps “mddle earth” extension to 1/1/22
0 Repeal s ol der dor mant DNR  expl oration
credits
* Rules CS
o Also keeps the <change mde in severa
earlier versions to extend the “Frontier
Basin” «credit to protect ongoing AHTNA
i nvest ment
o Extends this |anguage six nonths due to
additional delay in acquiring arig

M. Alper comented that the Frontier Basin credit was
related to Mddle Earth credits and extended the credit
anot her 6 nonths.

Co- Chair MacKi nnon asked for clarification about the bullet
"keeps "middle earth" extension to 1/1/22," and wondered
whet her the credit already expired but the governor's bil

extended it. M. Alper clarified that the credit was passed
in 2003 that contained an original sunset date of 5 years
and was extended by previous legislatures two nore tines.
The |ast extension applied statewide and expired July 1,
2016. He furthered that an anmendnent enbedded within SB 21
extended the credit exclusively to Mddle Earth until 2022.

Senator Bi shop asked whether he was referring specifically
to the "023025 credit.” M. Al per specified that the credit
was the  "025A" [ 43. 55. 025(a) ] credit; the primary
exploration credit. He added that the Frontier Basin credit
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was al so contained in 025 (a) subsection 6 and was the 80
percent credit that sunset in July, 2016 that was extended
in the current version of the bill.

9:58: 30 AM

Co-Chair MacKinnon cited the term "super «credit,” in
relation to the Frontier Basin credit and wondered what the
credit was and why the credit was nmaintained by the
governor when "in all other instances" he wanted to
elimnate or reduce credits. M. Alper answered that the
term "super credit" was first used in relation to the Cook
Inlet Jack-up Rig credit when the Cook Inlet Recovery Act
and SB 309 (Gl & Gas Tax Credits/ Paynents) [Chapter 15
SLA 10 - 05/10/2010] was adopted. He detailed that the
Jack-up Rig credit provided 100 percent support for the
first well drilled with a deep water jack-up rig in Cook
Inlet. The "extra" incentive credit was referred to as a
super credit because the scope was beyond what the state
had previously offered. The Frontier Basin bill in 2012 [HB
276 (Ql/Gas Prod. TaxCredits/ Rates/Value) [Wthdrawn by
Sponsor 04/15/2012] was ultinmately folded into a |arger tax
incentive bill [SB 23 (Tax/Credit: FilmQOIl & Gas/Gas Stor.
/[ Corp) Chapter 51 SLA 12 05/30/2012] and "emul ated" the
jack-up rig provision in an attenpt to finish work in
targeted areas in the basin. He qualified that the super
credit was rarely used and was not nmuch better than
utilizing the 40 percent exploration credit stacked wth
the net operating loss credit. The super credits were not
stackable and the jack-up rig credit required payback. He
related that the AHTNA Corporation was utilizing the jack-
up rig credit in the Gdenallen area while attenpting to
find a gas supply for local utility needs. The project was
permtted and was "in the works" for several years but due
to circunstances beyond the corporations control work was
slowed. The previous conmttees decided the extension
request was reasonable at a cost to the state of $1 million
to $2 million

10: 01: 28 AM

Co- Chair MacKinnon referred to the Cook Inlet Jack-Up Rig
credit that was successfully used to find gas. She wondered
whether the state expected to receive the 50 percent
payback over ten years and if it was included in the
forecast. M. Alper replied that the jack-up rig credit was
not actually used in Cook Inlet. The conpani es enpl oyed the
exploration credit or the WI| Lease Expenditure (WE)
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credit stacked with the NOL credit and received 65 percent
state support. The 100 percent jack-up rig credit required
50 percent payback, a higher information hurdle, and a nore
l[imted expenditure barrier and was avoi ded.

10: 02: 35 AM

M. Al per addressed slide 3:
Maj or Provisions in Rules Commttee Substitute:

Cook Inlet (and Mddle Earth) Credits
» Covernor’s bill
o Elimnated 20% QCE and 40% WLE, kept 25% NCL
0 Kept 2022 “tax cap” sunset
* Rules CS
o NOL kept at 25% in 2017 but only if
producing by 1/1
0 QCE repealed 1/1/17
o0 WE reduced to 20% for 2017-18 and repeal ed
in 2019
o0 Keeps 2022 tax cap sunset but “working
group” section explicitly calls for new tax
systemto take effect in 2019

M. A per stated that the Cook Inlet credit system was
really the old ACES system He explained that the 2022 “tax
cap” sunset was replicated from the PPT era maxi num taxes
that applied to Cook Inlet. He added that the expectation
was that a future legislature would resolve the Cook Inlet
tax issue. He described the House Rules CS as being a
sl ower ranp-down to what the governor had wanted.

M. Al per |ooked at slide 4:
Maj or Provisions in Rules Commttee Substitute:

North Slope Credits, Limts, Carry-Forwards
» CGovernor’s bill
0 Kept 35% NOL rate (not current
adm ni stration policy)
o Capped repurchase at $25 million / conpany /
year, | arge conpany excl usion, 10 vyear
sunset

 Rules CS
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o 35% NOL for 2017-19 transition period, only
for smal | producers and pre-production
devel opers

o Capped at $75 million / conpany / year

o After 2020 all conpani es  nust “carry
forward” |ease expenditures to use against
future revenue

o Effectively keeps the 35% tax value for
carry-forward

M. A per informed the commttee that based on the spring
forecast exposing the "potential extent of najor producer
operating |osses" the governor wanted to elimnate or
reduce NOL credits. He delineated that the original version
disqualified a large conpany with nore than $10 billion in
annual revenue from receiving cash credits and required
that the NOL credits were carried forward to future years
for use against its taxes. He believed the House Rules CS
took a different path that had not been seen before. He
indicated that "small producers” were defined as conpanies
producing less than 15 thousand barrels per day. The NOL
|l oss had traditionally been used by conpanies that did not
have revenue due to the pre-production devel opnent stage
and was reverting back to that specific use. He stated that
after 2020 the NOL credit was elimnated. He reveal ed that
converting the NOL credit into a carry forward credit
created "dissonance" between the incunbent producer and a
new producer several years away from production. The
i ncunbent producer was able to use the carry forward
expendi ture agai nst revenue when the price of oil increased
but new devel opers not in production had to hold the carry
forward | ease expenditures for future years. He shared the
concern that the "playing field leveling" effect was |ost
by not offering credit support.

10: 08: 49 AM

Vi ce- Chai r M cciche stated that he used different
term nol ogy, and thought the playing field was |eveled. He
opined that the «credits prior to the change were
advantageous to smaller conpanies and the current
provisions provided a |evel playing field for al |
conpani es. He asked whether M. Al per agreed. M. Al per
answered that in the past when the prices were high, "it
truly was a level playing field to have cash credits
because the mmjor producers were offsetting their expenses
and paying fewer taxes by spending noney." He furthered
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that when the price dropped, the playing field was tipped
in favor of independent producers who were receiving cash
for their credits and the major producers were required to
carry their losses forward. He felt that the new provision
was a "rebalancer”™ but once the prices increased the
advantage went to the producers since they receive revenue
of fset by | ease expenditures.

Co-Chair Kelly referred to the 35 percent NOL credit that
expired in ten years. He asked whether the conpanies that
had credits when the expiration date matured would wite

the losses off, or if the losses were still eligible for
repaynent. M. Alper asked whether Co-Chair Kelly was
referring to the governor's original proposal. Co-Chair

Kelly replied in the affirmative. M. Al per responded in
the affirmative. He clarified that the idea was considered
a "first in first out" situation and on the tenth year the
conpany would lose the credits. Co-Chair Kelly asked
whet her the provision was elimnated. M. Al per responded
in the affirmative and stated that the House Rules
Commttee version elimnated the sunset and the carry
forwards were unlimted. Co-Chair Kelly asked whether the
adm ni stration wanted the provision reinserted in the bill.
M. Alper replied that the adm nistration's preference was
to elimnate operating |losses for the major producers’
carry forward and allow use of the losses in a single year
tolimt reducing the tax to zero.

10: 12: 38 AM

Comm ssioner Hoffbeck affirnmed M. Alper's statenents. He
indicated that credits could be used in an individual year
to zero out taxes but that any excess credits above that
would be lost. Co-Chair Kelly asked whether the provision
would be in place within ten years. Comm ssioner Hoffbeck
replied that it would be effective i mediately.

Vice-Chair Mcciche noted that M. Alper had referred to
t hi ngs beyond the control of the state, and the definition
of a level playing field, price, and whether or not a
conpany was producing. He was concerned that the state had
spent hundreds of mllions on conpanies that never produced
oil and even left the state. He felt the scenario left a
"significant exposure” for the state. He believed the
current system was inequitable. He asked for M. Alper's
coorments. M. Alper voiced that it was reasonable to say
the policy of the state in previous years was to encourage
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new players especially on the North Slope. The open-ended
refundable credits were designed to give advantages to
devel oping conpanies that had not yet generated revenue
simlar to the advantages producing conpanies received. He
bel i eved abuse occurred and the state absorbed sonme | osses
t hat were unrecoverable. He thought the danger was that the
state had already substantially invested in new producers
and new discoveries and did not want to "pull the rug out”
under conpanies that were farther along in devel opnent with
the help of the state "subsidy" while trying to reduce the
state's exposure.

Co-Chair Kelly asked whether nost of the excess |osses
occurred wunder ACES and not wunder SB 21. M. Al per
responded that the abuse occurred under a mx of tax
systens due to the longevity of the system that was in
pl ace. He recounted that under ACES the NOL credit was 25
percent and the capex credit was 20 percent. The state was
paying for 45  percent of North Sl ope conpanies’
expenditures for ongoing devel opnment work up through 2013.
Subsequently, under SB 21 the NOL credit was raised to 45
percent for 2 years through the end of 2015. He delineated
that the increase was designed as a "hold harnless" to
conciliate producers. Al of the current credits due were
based on the 45 percent NOL. The credits were reduced on
January, 2016. He indicated that two circunstances were
unique to the gross value reduction (GVR) and new oi
benefit in SB 21; a conpany was able to artificially
inflate the size of an NOL credit resulting in a benefit
| arger than 45 percent. He believed that the result was not
intentional but the admnistration was attenpting to reduce
t he benefit through HB 247.

10: 17: 30 AM

Co-Chair Kelly thought M. Alper had nostly described
credits from the previous tax reginme (ACES). He wondered
how large the NOL credit grew under the GVR M. Al per
replied that if a conpany had a cash flow loss, the NOL
woul d be a percentage of the |oss. He expounded that the
GVR was a "subtraction nechanisni where |osses were
subtracted from revenue and taxes were paid on a snaller
figure. The loss to the state was in the $25 to $50 nillion
per year range. Co-Chair Kelly nentioned that sone of the
tax credits that were losses to the state were also from
PPT and ELF and "far fewer were related" to SB 21. M.
Alper clarified that the NOL credit was part of the oil tax
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regime since PPT. The idea of reinbursing the conpanies for
a percentage of lost revenue was a "consistent feature"
since the inception of a net profits tax.

M. Al per presented slide 5,
Maj or Provisions in Rules Commttee Substitute:

M ni mum Tax Changes
» Covernor’s bill
o Increased “floor” to 5%
o “Hardened” mninmum tax against NOLs, $5 per-

barrel credit for new (GYR) oil, smal
producer, and exploration credits
* Rules CS

o0 Keeps current 4% floor and doesn’t harden
agai nst additional credits

0 Because NOLs end (2017 for majors, 2020 for
others), floor indirectly hardened because
no NCOLs to use

0 Revenue inpact delayed to 2020 because pre-
effective date NOLs can still be used to go
bel ow f | oor

M. Al per explained that currently the tax floor was harder
under SB 21 than under ACES. Under ACES, the 20 percent
capex credit was able to reduce taxes to zero and was
elimnated. The equivalent |arge credit was the per barrel
credit and was Ilimted by the floor. The departnent
di scovered that if a conmpany had a loss in year one it
could be utilized in year two to reduce taxes below the
floor. The governor's original proposal hardened the fl oor
against the carry forward scenario as well as the other
credits listed on the slide.

Co-Chair MacKi nnon asked whether the education credits
could be stacked against the floor. M. Alper stated that
the education credit could be used against nultiple taxes
and the governor excluded the tax under the 5 percent hard
floor. The House Rules version elimnated the governor's
har deni ng proposals. The bill indirectly hardened the floor
by elimnating the NOL credit. Wth the renoval of the NO,
a mjor producer may carry forward the current year's
expenditure's into the next year to reduce their tax
l[iability but only up to the 4 percent floor. He summarized
that "it was an indirect hardening of the floor for the
maj or | egacy producers.”
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10: 22: 08 AM

Comm ssioner Hoffbeck interjected that wth a 35 percent
net operating loss a producer could reduce its tax
l[iability to zero from the 4 percent floor. Under the
current version, a conpany was able to carry forward its
expenditures and wite-off 35 percent of the narginal tax
rate but was prohibited fromuse until the anount was above
the mnimum tax, which was at the price of $75 bbl. He
stated that maintaining a 4 percent tax floor was a benefit
to the state. The provision deferred the liability to a
point of tinme in the future when oil prices increased.

Senator Bishop thought that the provision "partially
el im nated double dipping." M. Al per was unsure about the
concept of double dipping. Senator Bishop thought the
governor's version did not allow for the 35 percent carry
forward forcing the expenditure in the sanme year. The
current version allowed a carry forward and a liability
owed sonetine in the future. M. Al per clarified that the
governor's proposal disallowed NCL use to reduce liability
below the floor but allowed the credits to roll forward
until the price of oil was higher. The House Rules
Commttee Substitute (CS) had allowed for future deduction
of expenditures and could lower a conmpany's taxes to the
floor. He specified that the provision was "a back door
way" of acconplishing the sane thing by "subtracting
expenditures instead of preventing the subtraction of
credits.”

10: 24: 37 AM

Co-Chair Kelly was under the inpression the floor was | ower
than 4 or 5 percent. Comm ssioner Hoffbeck assured himthat
the floor was no lower than 4 percent depending on the
version of the bill. M. Al per stated there was a distinct
“inflection point" of $80 bbl. where the hard floor "kicked
in." He qualified that currently the point was set at $75
bbl. due to the decrease in industry spending. Co-Chair
Kelly asserted that industry's |ower spending was a result
of revenue |osses which resulted in the reduced spending
that lessened its liability to the state. He believed his
perspective was a "general over-arching discussion that we
di sagree on and that is okay.”" M. Alper clarified that the
expendi ture assunptions were down and the departnent had
i ncluded the | ower nunbers in the forecast.
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Co- Chair MacKi nnon asked whether the current statute had
the floor set at 4 percent. M. Al per answered that the
floor was 4 percent if the price of oil was above $25 bbl
and step | addered down to 3 percent between a price of $20
bbl. and $25 bbl. and 2 percent between $17.50 and $20.
bbl. In addition, certain credits reduced liabilities bel ow
the floor. Under SB 21, the "per taxable credit"” could not
be utilized bel ow the floor.

Co- Chair MacKi nnon asked about previous statenments that the
governor was not going to change SB 21 and wondered whet her

the governor's proposal i ncreased taxes. Comm ssi oner
Hof f beck affirnmed that the 4 to 5 percent hardened fl oor
pr oposal increased taxes and was one area the bil

attenpted to change SB 21. He conmunicated that the floor
provision was not intended as a direct attack on SB 21 but
as an alteration to the tax reginme in general. He related
that the governor decided against including provisions such
as "maturing of new oil" because he wanted to avoid
changi ng SB 21.

10: 28: 42 AM

Co-Chair Kelly asked Conmi ssioner Hoffbeck if he knew how
much the total dollar anmpbunt of the 4 or 5 percent hard
fl oor was. Conmi ssioner Hoffbeck voiced that the difference
was approxi mately $50 mlli on.

M. Al per clarified that $50 mllion represented the amount
of increase to the floor. The anpbunt varied with the price
of oil; i.e., at $75 bbl. the amount was $75 million and at

$40 bbl. the amount totaled under $50 nmillion. He added
that one percent of nmagnitude equated to roughly $50
mllion. The other portion of revenue derived from
hardening the floor changed between the fall and the
spring, which grew to $150 million from $50 mllion because
the amount of operating |losses earned by the mjjor

producers increased dramatically, but the floor was
hardened and the state was able to "scoop back nore
revenue" through a lower price of oil in the original bill.

Co-Chair Kelly asked whether the total anount of revenue at
a 4 percent hardened floor was "about $150 mllion." M.
Al per explained that roughly 160 mllion taxable barrels of
oil were produced on the North Slope each year. If the well
head value was $40 bbl. nultiplied by 160 nillion equated
to $6.4 billion multiplied by 4 percent the total was $250
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mllion that amunted to the base nunber notw thstanding
the extent that some anmount was |ost or added back, which
represented the "cap."

Senator Dunleavy thought the idea behind SB 21 was to
curtail the decline of oil production in order to increase
the state's revenue. He wondered whether the adm nistration
had shared the philosophy, and if the adm nistration shared
concerns that changes to the current tax credit structure
for the North Slope would interfere with the goal of
i ncreased production. The issue was the "crux" of his
concern. He wanted nore production resulting in nore
revenue. Conm ssioner Hoffbeck thought that "any noney that
was taken off the table would have an inpact."” He thought
the issue was whether the inpact was in “relative
proportion to the anmount of noney" renpved from the system
He expressed concern that the level of credit support was
unsust ai nable. The admnistration wanted to establish a
sustai nable credit system at the level the state treasury
could neet its credit obligations. He expressed a greater
concern over projects in process that relied on the credit
support to date and needed the additional credits to
conplete the project. He wanted to avoid credits for
"specul ative" projects and elimnate credits that never
benefitted the state. He acknow edged that "pulling back on
the credits would have sone inpact” but felt that it was a
"necessary step." He revealed that the adm nistration was
concerned that sone projects were becom ng credit-dependent
and woul d never benefit the state.

10: 34: 12 AM

Senat or Dunl eavy wondered whet her Conm ssi oner Hof f beck was
aware that developing a new oil field was a long-term
process, up to ten or fifteen years. He believed the state
needed to maintain "rolling exploration and production” to
preserve oil production levels and he thought any
interruption at present could inpact the state in 10, 15

or 20 years. He wondered whether the departnent had
calculated the inpact in the future. He was concerned about
the long-term consequences to the state. Conm ssioner
Hof f beck reported that the admnistration held "active
di scussions wth developers and producers”™ when drafting
the bill in an attenpt to accommodate their issues if
possi ble. He comunicated that the bigger driver to the
success of oil devel opnment was the price of oil rather than
tax credits. He thought it would take a "price recovery” to
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bring nore fields "online" at a "balance point." He
di sagreed that the state could afford a credit program that
could "force" the fields into developnent at a |ow oi
price environnent. He reconmended patience and stated that
no matter what the state did to incentivize production the
i ndustry was shuttering rigs and slow ng devel opnent until
oil prices recovered.

Co-Chair Kelly referred to remarks by the conm ssioner that
sonme of the credits would never payoff on sonme projects. He
restated that oil brought other inconme besides production
tax. He asked whether the projects actually cost the state
a net loss of nobney or was not profitable relative to a
production tax. He asked the conm ssioner to define

"payoff." Comm ssi oner Hof f beck reported t hat t he
departnment exam ned projects utilizing credits against just
the production tax and all wunrestricted and restricted

revenues. He discovered that the credit support versus the
size of sone project's field developnment had a negative net
present value to the state. He added that the size of the
field was a factor.

10: 38: 58 AM

M. Al per spoke to royalties. He referred to the Nationa
Pet rol eum Reserve Al aska (NPRA) and the G eater Mose Tooth
fields and relayed that the areas were federal |eases wth
federal royalties and the state received only 50 percent of
the royalties. He stated that the state received only 27
percent of any near off shore oil developnment and no
royalties on fields like CD5 owned by Arctic Slope Regiona
Corporation (ASRC) that was on private land. He expounded
that there "was currently no filter inside the credit
prograns.” He believed it was inportant to ensure the state
gai ned revenue "on the back end" of credits that provided
| arge anmounts of state support. Co-Chair Kelly asked
whet her the situation was w despread or restricted. M.
Al per deduced that the problemwas small but grow ng.

Senator dson held that the state could encourage
production. He nentioned |ooking at the situation from "a
nmore gl obal perspective,” and wondered whether other tax
regimes were successful in increasing production by
"mani pulating” its tax system He was concerned that the
state would appear unstable by changing its tax system so
of ten. Comm ssi oner Hof f beck expected that enal ytica
[ Energy Consultants contracted by the legislature] had

Senat e Fi nance Comm ttee 16 05/13/16 9:34 A M



anal yzed the question nore than DOR had. He reported that
oil companies were "laying down rigs" all over the world in
the current low price environnent. He deduced that at a
stable $50 bbl. price point sonme rigs would conme back into
production but the price needed to increase before new
i nvestment began again. Senator O son asked whether the
conmi ssi oner was "optimstic." Comm ssi oner Hof f beck
t hought prices would recover slowy.

10:42: 37 AM

Senat or Dunl eavy pondered that the cost to do business on
the North Slope was nore expensive than in the Lower 48.
Comm ssioner Hoffbeck agreed. He wondered whether tax
policy mattered with regard to retaining sone investment
through the period of Ilow prices and in avoiding a
situation where industry "rethinks its investnent” and |eft
the state due to changing tax policy. Conm ssioner Hoffbeck
believed that stable tax policy was inportant. He
mai ntai ned that the current system was not stable because
it was unaffordable for the state. He asserted that "a
change had to be nade" after recognizing that "the anount
of nmoney made was not comensurate with the outlay."” He
stated that "credits were not price sensitive." The credits
went up as the price of oil dropped. He remarked that until
the state inplenmented a "stable regine” long-term stability
was unatt ai nabl e.

Co-Chair Kelly declared that "words mattered,” and referred
to Comm ssioner Hoffbeck's comment that the treasury could
not sustain the current tax policy. He thought that many
| egislator's would "disagree” with the concept. He deened
that if the Cook Inlet credits were renmoved from the debate
t he disagreenent would increase. He stated that "60 percent
of the credit problent was rooted in Cook Inlet. He did not
believe that the treasury could not support the system He
referred to a slide from a previous presentation (while
recogni zing that the nunbers were not current) and recalled
that $7.4 billion was invested in credits and gained the
state $61 billion in revenue. He felt that $7.4 billion was
acceptable and the notion that the figure was "too high was
debatable.” He determned that "nost people would buy into
an investnment like that." He understood that the state was
no longer able to afford the equivalent |evel of investnent
but that the concept was "the same” and the credits had
"attracted conpanies to the North Slope."” He believed that
the idea that the state would "run out of noney" paying for

Senat e Fi nance Comm ttee 17 05/13/16 9:34 A M



credits under the current tax system was not a true

statenent."

10: 46: 39 AM

Comm ssi oner Hoffbeck contended that the mpjority of the
| arge anount of revenue generated "was at a point in tine
the state had very little exposure” to credits. He stated
that "the credit exposure had grown over the l|ast few
years" during a period of |ow revenue. He questioned the

"correlation.” Co-Chair Kelly asserted that the $7.4
billion was the departnents figure. Conmm ssioner Hoffbeck
agreed but offered that the over $60 billion in revenue was

attributed to past tax regines. Co-Chair Kelly agreed but
felt that the "principle" behind the credits remained that
"credits stacked up against revenue was a pretty good
investnment" and was | ess so in the current environnent.

Senator Bishop wanted to confirm Comm ssioner Hoffbeck's
st at enment t hat credits wer e not price sensitive.
Comm ssi oner Hof fbeck confirmed his statenent.

Vice-Chair Mcciche voiced that "production for the sake of
production had very little value" for the states "bottom
line." He stated that the problem was "net negative
production across a broad spectrum of pricing." He added
t hat Kuparuk and Prudhoe Bay were developed in the absence
of <credits. The developnent was based on "price and
geology.”" He referred to a statenment by the comm ssioner
regarding the high price of producing oil on the North
Slope. He believed that the costs were variable depending
on each oil field. He referred to sone non-conventional
exploration in the Lower 48 that was nore costly than
production on the North Slope. He thought the issue was an
"appropriate” discussion to engage in and felt that sone
i ssues needed to be reexam ned. He wanted to proceed wth
"accurate nunbers," and wanted to "understand the exposure
to the state.” He discussed the spring forecast and
requested an "update." He asked whether the departnent had
run nunbers under new assunptions due to the higher price
than forecasted. He thought there were adjustnents that had
to be made, and wondered whether the departnent could
provi de updated figures. M. Al per cited the conm ssioner's
statenent that the state gained roughly $25 to $30 nillion
for every additional dollar above the forecasted price. He
indicated that for FY 16 the price was approxinmately $2 or
$3 higher than the forecasted price. In FY 17, the
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forecasted price was $39 bbl. He offered to send the
commttee a report updated for the spring that showed
general fund unrestricted revenue forecasted over the next

ten years based on the price of o0il. He indicated that he
carried around a stack of fiscal notes reflecting the
different versions of the bill. He furthered that each

fiscal note had two subtotals; one was revenue and the
other figure was savings to the state. He attenpted to
provi de accurate figures through the various and mnultiple
version of the bill. He offered to provide a conparison of
all of the version's fiscal notes for review

10: 53: 37 AM
Vice-Chair Mcciche announced his goal as "willing to
conpromse.” He wanted to purge the discussion from

rhetorical |anguage, and use real nunbers in order to help
Al askans understand the issue. He wanted information
regarding the state's exposure related to price and val ue
that would result in a "forward |ooking" process that
fostered healthy production in the future. He wanted to
have an honest discussion with Alaskans and "nake good
deci sions using those facts" and thought DOR was hel pful in
providing the information. M. Al per concurred that "honest
facts and figures" were inportant. He stated that the bil
was not able to change the state's credit liability in FY
17 of $775 mllion. The bill could affect the state's
exposure for FY 18 and beyond.

Co- Chai r MacKi nnon  believed that the admnistration
"conpounded t he pr obl ent by vet oi ng $200 mllion
appropriated the previous year for the credit liability.
She thought the "conversation had becone convol uted"” when
the $775 mllion figure was quoted that "should be closer
to $500 mllion to $600 mllion." She shared her
frustration over the veto and related that the |egislature
had nmet the obligation. She believed that the veto had
negati ve consequences for many conpanies. She recounted
di scussions with the Ofice of Mnagenent and Budget (QOVB)
director, Pat Pitney, regarding the negative effects for
the state and industry and believed the veto conpounded the
probl ens. She held that the governor vetoed the nobney wth
good intentions. She voiced that the |egislature attenpted
to point out the -consequences of the veto wth the
adm ni stration. She asserted that the $775 nmillion figure
"exasper at ed t he conversation” and " conpounded t he
frustration” regarding the credit figures. She referred to
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a variety of nedia outlets shaping the conversation based
on its perspective of the situation. She spoke about "the
baggage" the legislature had to carry in regards to the
adm nistrative decision and past |egislative decisions
concerning the tax structure and decades old credits. She
t hought the issue was creating instability in the industry.
She maintained that the noney diverted from the one-tine
expense versus investing in long-term production would
inpact the state. She agreed with Vice-Chair Mcciche's
coorments that the state should not support incentives
resulting in negative inpacts for the state. She believed
that the governor and the nedia were pointing to the net
negative credits and not reporting that the |egislature was
prepared to provide "corrective reforns.” She alluded to
NCL credits on slide 5. She cited an announcenent by BP
regardi ng decreased production in FY 17 by 40 thousand bbl.
She asked for clarification regarding whether the decrease
woul d happen in FY 17. She asked whether the departnent
knew the ampunt of net operating |osses based on the | ower
pr oducti on.

11: 00: 14 AM

M. Al per answered that the BP rig |aydown was reflected in
the spending and production forecast. He thought that the
decrease woul d happen over two years but would speed up the
decline curve. He conveyed that the carry forward NOL was
forecasted at $357 million in FY 17. Every dollar shift in
the price of oil would alter the total by $65 mllion. He
added that at the breakeven price of $46 bbl., the NOLs
were zero.

Co-Chair MacKi nnon asked whether the |legislature should
change mgjor policy that supported |ong-term investnent and
revenue to the citizens of the state versus proposing
alternative tax policy to stabilize a "particular nonent in
time." She noted that |egislation proposing taxes on other
i ndustries was stalled. She referred to the oil and gas tax
issue | abeled as the "log jam' in regards to concluding the
| egi sl ative sessi on. M. Al per not ed t hat t he
adm ni stration shared the commttee's frustration regarding
lack of novenent on the governor's fiscal package. He
concurred that the matter was sonething of a logjam He
noted that the other six revenue bills only added up to
$150 million and did not balance the budget. He thought the
oil tax issue had a substantially larger inpact on the
state and coul d hel p bal ance the budget. He voiced that the
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“"NCLs could be gigantic or non-existent,"” but the state
needed to protect itself for the tine when the price of oil
recovered and the state gained revenue. The adm nistration
worried that the carry forwards would "eat tonorrow s
revenue” when the price of oil recovered and the bil
attenpted to address the situation.

Co-Chair MacKinnon enphasized the point because the
admnistration wanted to elimnate credits that provided
the state $61 billion from 2007 to 2015. M. Alper stated
that the great bulk of oil production that payed taxes was
from "wells drilled long ago" regardless of policies of
past |egislatures. He commented that to the extent that SB

21 did not anticipate low oil prices, ACES had not
accounted for high oil prices. He thought that the $7
billion in production tax revenue and the $9 billion in oi

and gas revenue windfall in a single year was well outside

anyone's forecast and provided the savings to help the
state through the current fiscal crisis. He referred to a
slide that illustrated that the state spent $38 in credits
for every dollar of new oil and felt that was "unfair"™ on
the high side and the figures of $7 billion in credits
producing $60 billion in revenue was "unfair" on the |ow
side and the real answer |ied sonewhere in between.

11: 05: 44 AM

Co-Chair Kelly was disturbed by M. Al per's comment that
carry-forward | osses would detract from future revenue when
prices recovered. He asserted that the state wanted to
i ncrease production even when the price was |low. He did not
want to discourage conpanies from producing in a |low price
envi ronment so when the prices recovered there "was a whol e
bunch of noney." He concurred that initially the state
would receive l|less but revenues would increase in the
future. Comm ssioner Hoffbeck thought that that the
governor's plan focused on the sustained "reality" of the
low price environment of $35 to $60 bbl. price range for
the long-term future. He believed that sone of the
adj ust ments were necessary because sone of the credits did
not work within the price point range.

Co- Chai r MacKi nnon asked whet her t he commi ssi oner
understood why she was concerned over the veto and the
public's perception of the oil tax credit issue that

conpounded the problem by not paying all of the credits
when due. She remarked that the admnistration was asking
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the legislature to adopt sonething that mght reduce a
revenue shortfall in the future but al so reduce production.
Comm ssi oner Hof f beck recogni zed t he situation she
described. He shared M. Alper's remarks to the House Rul es
Conmittee that the $775 million was an "anonmaly" and was a
high water mark" and credits in that anmount were not
anticipated to happen again. He comunicated that the
adm ni stration wanted to correct an unforeseen issue in SB
21 created by prolonged |Iow oil prices.

11: 09: 41 AM

Senator Bishop referred to six different proposals on oil
tax policy in the |egislation, and wondered when enough was
enough. He believed the issue related to stability, and
wondered who could guarantee that tax policy was not going
to be readjusted again in another six nonths for sonething
unforeseen. He thought that if the state "did not have the
guts” to ride out the tough times with the current tax
policy, the state should not enter into a 30 year natural
gas project at 25 percent ownership with its own inherent
cyclical commodity prices.

Senator Dunl eavy thought that the present conversation was
getting confusing. He felt that Conm ssioner Hoffbeck had
spoken in a way that would provide newspaper headlines. He
referred to the commssioner's coments that stated the
majority of the credit issues concerned Cook Inlet and
previous tax regines and that the governor was not altering
SB 21, yet he had just spoke of fixing an anomaly in SB 21.
He believed that the comm ssioner was "nuddling” the
conversation. He strongly suggested dealing with the Cook
Inlet credits in a separate bill. He thought that multiple
i ssues were being discussed and getting "balled up."

11:13: 56 AM

Comm ssi oner Hof fbeck responded that the issue of dealing
wth carry-forward had developed during the session wth
the spring forecast and that the governor's original bil
did not deal with the carry forward issue. He added that
the governor initially did not intend to adjust SB 21.
Senat or Dunleavy conmented that the issue should be a
"nunbers issue" for the state.

11:14: 59 AM
AT EASE
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11:21: 33 AM
RECONVENED

M. A per continued to discuss slide 5, recounting the
subject of NOLs. He clarified that after the effective date
of the House Rules CS, the NO.Ls changed to the |ease
expenditure construct. The carry forward NOLs would be
utilized against mninmm tax paynents wuntil they were
depl eted. Therefore; the revenue inpact fromthe hard fl oor
was not apparent until 2020.

Co- Chai r MacKi nnon asked whet her the provision was
intentional. M. Al per answered that the NOLs as a carry
forwards were current law and through the creation of the
new system with an effective date of 2017 the result was
"how t he system absorbed those things that would already be
exi sting."

Co-Chair Kelly asked whether M. Alper could reiterate his
|ast conmment. M. Alper restated that wunder current |aw
conpanies earned NOL credits and major producers had to
carry the NOLs forward, utilize them against future taxes
and reduce liability below the floor. He explained that on
January 1, 2017 the House Rules CS abolished NOL credits
per say. The costs that generated the credit was the
el ement that carried forward instead of a credit. The costs
could not be reduced below the floor but were calcul ated
into future taxes. Before the effective date of the bill,
it wuld take two years before any inpact on revenue from
t he change woul d be realized.

11: 24: 15 AM

M. A per turned to slide 6, "Major Provisions in Rules
Conmittee Substitute":

New G 1 “GVR’ Provisions

e (Governor’s bill
o No changes

* Rules CS
0o 10-year *“graduation” of GVR oil to becone
| egacy oil

o (Note- concept of “graduation” started wth
House Finance CS; various versions in the 5-
7 year range)
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M. Al per relayed the concept that new oil should not be
new oil forever. The CS provided sunsets for the various
benefits for new oil such as; reduced taxation through the
subtraction mechanism from the GVR, the per barrel credit,
and the ability to reduce tax liability below the floor.
The CS included a 10 year graduated sunset period.

11: 25: 43 AM
AT EASE

11: 26: 29 AM
RECONVENED

M. Al per discussed slide 7, "Mijor Provisions in Rules
Comm ttee Substitute":

6. M sc and Techni cal Provisions

a) Gov: GVR can’'t be used to increase the size of an
NOL
Rul es: Kept as witten

b) Gov: Municipal Utility Lease Expenditure pro-
ration
Rul es: Kept as witten

c) Gov: Transparency, can release anount of credits
recei ved and the work done to earn them
Rules: Limted to refunded credits, and dollar
total only

d) Gov: Interest Rate increase from 3% over Federa
Reserve, sinple to 7% over Fed, conpoundi ng
Rul es: Increase to 5% over Fed, conpoundi ng

M. Al per repeated that the GVR Ilimt produced a $25 to $50
mllion inmpact in revenue generation. He explained the
Municipal Uility Lease Expenditure as the non-taxable
activity of a municipal wutility that owns its own gas
field, burned the gas in its own turbine but was permtted
to sell any excess to a third party; which was considered a
taxable sale. Currently, the utility was allowed to
subtract 100 percent of its |ease expenditures even if it
only sold 10 percent of its gas; the provision offered a
pro-ration fix. In addition, he noted that the House Rul es
CS permtted a limted release of information containing
the conpany's nanme and the dollar anount of cashable
credits received.

11:29: 09 AM
AT EASE
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11: 29: 23 AM
RECONVENED

M. Al per continued to discuss slide 7. He stated that
because the House Rules CS elimnated the cashable credits
in three years the transparency provision vanished upon
expiration. He remnded the commttee that the delinquency
tax rate was reduced in SB 21 from 11 percent conpounded
interest to 3 percent sinple interest for all taxes. He
reveal ed that the 3 percent with sinple interest instead of
conpounded was an error in the bill. The Rules CS
instituted a rate of 5 percent over the federal rate. The
departnment favored the provision which currently totaled 6
percent with conpounded interest. He elaborated that when
an audit reveal ed additional taxes were owed it resulted in
| ost opportunity costs for the state. The state had to
cover in savings what it did not receive in taxes and
viewed the 6 percent interest as payback for the conpany's
shortfall.

M. Al per spoke to slide 8, "Mjor Provisions in Rules
Conmittee Substitute":

6. M sc and Techni cal Provisions (con’'t)

a) Gov: Alaska Hire tied to percentage of credit
t hat can be refunded
Rul es: Al aska Hre as prioritization for
repurchase given limted funds

b) Gov: Credits can be wused to offset other
delinquent obligations to the state such as
royalties

Rul es: Credits can be held back, but if contested
must get conpany’s consent to use to pay
obl i gation

c) Gov: No bonding or other formal neans to protect
| ocal vendors from bankruptcy
Rul es:  $250k surety bond wth 1local vendor
priority

M. Al per communicated that the House Rules CS allowed the
conpanies that net the 80 percent Al aska-hire threshold to
receive the highest priority in ranking for credit
repaynents in a situation of limted funds by the state. He
noted that the House Rules CS nmintained the credit offset
for delinquent obligations under the restrictions that the
non-oil related obligation was reversed and nust be
rel evant to the conpany's oil and gas busi ness.
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M. Al per continued to discuss slide 8. He relayed the
adm nistration's support for the surety bond provision to
protect |ocal vendors.

11: 35: 43 AM

M. A per reviewed slide 9, "Summary of Fiscal |Inpact,™
which gave a sunmmary analysis of the different bill
versions in chart form The versions included were the
governor's original HB 247, the Senate Resources [CS SB 130
RES] version and the House Rules CS. He observed that the
governor's bill contained nore "aggressive" effective
dates, especially related to hardening the floor versus the
other versions that offered nore delayed and gradual
i npl enentation. He noted the House Rules CS inpact of $175
mllion by FY 2020 that represented the hardening of the
floor, "ranmp down" of the Cook Inlet credits, and the caps
on credit repurchasing. He thought that one "weakness" of
the governor's bill was the very large NOL carry-forward

and described it as borrowng noney from the future. He
characterized hardening the floor w thout restructuring the
NOL credits as accepting nore revenue now but paying it
back in the future. He enphasized that by softening the
fl oor hardening the carry forwards were decreased. However,
the CS still projected $685 nmillion in FY 20 in Iost
revenue to the state fromthe NOL carry forwards.

11: 37: 51 AM
AT EASE

11: 38: 05 AM
RECONVENED

Vice-Chair Mcciche comented on "borrowing from the
future” and thought it was inportant to also note the NOL
carry forward of $508 mllion predicted in the Senate
Resources version and the over $1.2 billion in the
governor's bill in FY 20. M. Al per concurred, and
qualified that the anount reflected his previous statenent
regarding the hardening of the floor provisions in the
governor's bill.

Co- Chair MacKi nnon pointed to the docunent provided by the
departnment titled, "Conparison of Provisions of HB 247 -
Ol and Gas Tax Credits" (copy on file).

#
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ADJ OURNVENT

11: 39: 12 AM

The neeting was adjourned at 11:39 a. m
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