SENATE FI NANCE COWM TTEE
FI FTH SPECI AL SESSI ON
July 13, 2016
1:35 p.m

1: 35: 22 PM

[ NOTE: Meeting was held in Anchorage, Alaska at the
Legislative Information Ofice]

CALL TO ORDER

Co-Chair MacKinnon called the Senate Finance Commttee
neeting to order at 1:35 p. m

VEMBERS PRESENT

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

Senat or M ke Dunl eavy

Senat or Lyman Hof f man

Senat or Donny O son

VEMBERS ABSENT

None

ALSO PRESENT

Ken Al per, Director, Tax Division, Departnment of Revenue;
Jenny Rogers, Audit Master, Tax Division, Departnent of
Revenue;

PRESENT VI A TELECONFERENCE

Senator Cick Bishop; Senator Peter Mcciche, Vice-Chair;
Randal | Hof f beck, Conmi ssioner, Departnment of Revenue.
SUMVARY

SB5005 TAX; CREDI TS; PMI'S; | NTEREST; LEASE; O & G

1: 36: 06 PM




#sb5005
SENATE BILL NO. 5005

"An Act relating to the oil and gas production tax

tax paynments, and credits; relating to oil and gas
| ease expenditures and production tax credits for
nmuni ci pal entities; rel ating to t he i nterest
applicable to delinquent tax; and providing for an
effective date.”

Co- Chai r MacKi nnon wel conmed the presenters.

1: 37: 13 PM

KEN ALPER, DI RECTOR, TAX DI VI SION, DEPARTMENT OF REVENUE,
i ntroduced Jenny Rodgers, the Audit Master. She has been
with the division for 28 years. She was a part of the
production tax group.

JENNY ROGERS, AUDIT MASTER, TAX DI VISION, DEPARTMENT OF
REVENUE, i ntroduced herself.

M. Al per introduced the PowerPoint presentation: "Q1l and
Gas Tax Credit Reform SB 5005." He began with slide 3:
"Purpose of the Bill"

SB5005 is a smaller, nore targeted credit reform and
m ni mum t ax package t han HB247

* Addresses “North Sl ope NOL” issue

* Re-introduces several snmaller parts of HB247 that
did not pass

* Increases the mnimumtax at certain prices

* Technical fixes to HB247 sections that my have
i npl enent ation issues

M. Al per indicated that the current tax bill addressed the
North Slope net operating losses (NOLs). He infornmed the

committee that the bill was a smaller and nore cognitive
tax reform and mninmum tax package. It was a far sinpler
bill than what was passed through the legislature in the

previous session. It did a few things including addressing
the North Slope net operating issue. It brought up sonme of
the smaller parts of HB 247 [Legislation passed in June
2016 - Short Title: Tax; Credits; Interest; Refunds; GOl
and Gas].
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Senator Dunl eavy asked if the bill went beyond tax credits
into tax policy.

M. Alper responded in the affirmative. He explained that
there were issues in the bill that affected the m ni nrum tax
and how it was cal cul at ed.

Senator Dunleavy asked if the bill addressed SB 21
[ Legislation passed in 2013 - Short Title: G| and Gas
Production Tax] beyond tax credits.

M. Al per responded that the bill addressed the tax system
The adm nistration had stayed away from the core provisions
of SB 21 including the tax rate, the per-barrel credit,
etc. He furthered that by adjusting the mninum tax, a
portion of statute that had been around since the Petrol eum
Production Tax (PPT) regine cane into being, it addressed
some of the residual older oil and gas tax |laws rather than
the parts placed into SB 21. He reaffirmed that the
| egi sl ati on was beyond the world of credits.

Co- Chair MacKinnon asked if there was a reason why the
adm nistration introduced several of the snmaller neasures
t hat had al ready been deni ed.

M. Al per responded that the governor thought it was
inportant to revisit the issues. He expounded that they fit
into the rest of the reform package. He conmented that
sonmetines the third tine was a charm

Co- Chair MacKi nnon responded that the commttee woul d see.

M. Al per continued that the bill addressed the m ni num tax
(the so called "floor") and how it was calculated. There
were also a couple of technical fixes that if another bill
was going to nove, they would address. Qherw se, the
department woul d address the issues through the regul ation
process. He noved to slide 4: "History of Gl and Gas
Production Tax Credits":

Update: FY 2007 thru ‘16, $8.0 Billion in Credits
Nort h Sl ope
e $4.4 billion credits against tax liability

e Mjor producers; nostly 20% capital credit in
ACES and per-taxable-barrel credit in SB21

e $2.3 billion refunded credits
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* New producers and expl orers devel opi ng new fiel ds
* Non-North Slope (Cook Inlet & Mddle Earth)
e $0.1 billion credits against tax liability

e Another $500 to $800 nillion Cook Inlet tax

reductions (through 2013) due to the tax cap
still tied to ELF

e $1.2 billion refunded credits (nost since 2013)

He explained that in the previous year the governor limted
the credits to $500 mllion. Although the books were not
100 percent closed, he anticipated the nunmber would be
simlar, about $498 [million]. He relayed that if a person
were to add the FY 16 nunber of $498 nillion to the prior
hi story, about $8.0 billion had been put into tax credits
in the so-called tax credit era going back 10 years. He
detailed that of the $8.0 billion in tax credits $4.4

billion went to credits against tax liability on the North
Slope. The mmjority of <credits were used by the nmjor
producers. He reported $2.3 billion going towards refunded

credits to new producers, explorers, and devel opers on the
North Slope. He relayed that of the $500 mllion spent in
the prior year a little over $200 mllion was invested in
the North Slope and less than $300 million was invested
out si de of the North Sl ope.

1:42: 22 PM

Co- Chair MacKinnon had several questions. She nentioned
that from FY 16 to FY 17 the state had issued $8 billion
worth of credits. She was aware that when the state issued
a credit it did not always receive revenue in the sane tine
period. Under the sane time period how nuch revenue cane
fromproduction in the oil and gas industry.

M. Alper nentioned he had docunented the information Co-
Chair MacKi nnon was aski ng about. However, he did not have
it with him He noted that the nunber was roughly $60
billion in overall oil and gas revenues conprised of
royal ties, production taxes, and corporate incone taxes. He
t hought the nunber was about $62 billion, the bulk of which
cane fromthe | egacy fields |ike Prudhoe Bay.

Co-Chair MacKinnon had asked M. Alper to bring the
information with him She nentioned the inportance of being
able to convey to the general public not only what the
state was paying out but also what the state was receiving
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from the industry, an amount large in nagnitude. She
referred back to slide 3. Director Al per had indicated that
if the admnistration was not able to acconplish sone of
the policies proposed in SB 5005 then it would nove to the
regul atory process to begin inplenentation of those things.
She asked him to point out where the admnistration would
make regulatory changes should the |legislature deny a
change in state statute.

M. Al per responded affirmatively and assured Co-Chair
MacKi nnon it was none of the larger pieces. He clarified
that he was talking about technical |anguage relating to
the piece that dealt with the pro-rationing of a utility
that owned its own gas field and how its costs m ght get
apportioned. There was a technical issue with how the fina

| anguage was witten that the departnment was hoping to
clean up. The adm nistration believed it could be resol ved
through the regulatory process wthout doing anyone any
harm He assured the commttee |arge changes to the tax |aw
woul d not be nade wi thout going through the |egislature.

1:44:58 PM

Co- Chair MacKi nnon thought it depended on perspective. She
suggested that if an entity's tax credits were not com ng
in, the entity mght think it was nore inportant than if it
was receiving tax credits based on regulations. She
requested that M. Al per point out itens that the division
could change through regulation if the legislation did not
nove forward.

M. Al per was happy to point out the two places the public
coul d expect to see changes.

Senator Dunleavy asked M. Alper to explain why the
governor was introducing a new bill. He asked him to
clarify the purpose of changing the tax credits. He
wondered if was to generate new revenue or sonething else.
He wondered if the goal was generating nobre revenue or
spendi ng | ess. He asked himto highlight the goals.

M. Al per responded that it was inportant to view the bil

in the context of the rest of the package. The governor
i ntroduced the passage of bills for regular session and had
been trying to nove the admnistration's conprehensive
fiscal package, the New Sustai nable Alaska Plan. It was the
governor's goal to pass the overall package. The current
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bill before the conmttee was only one conponent of the
whol e. Regarding oil and gas there was a broader goal to
pass a series of bills that wuld place Alaska on a
sustainable footing given the state's constrained fiscal
circunstances. In |ooking at the specifics of the bill, the
fiscal note reflected a savings to the state of about $100
mllion to $150 million per year and would raise a little
bit of noney in sonme years through the m ninum tax changes.
For the nost part, it was a savings to the state which
woul d help in reducing the state's deficit.

1:47:32 PM

Senat or Dunl eavy, as an educator, had seen certain benefits
for schools when oil had taken off in the 80s. He wondered
how the bill woul d ensure ongoing oil expl oration

devel opnment, and production to keep oil in the pipeline. He
nmentioned that there were two canps; pro-oil and pro-other.
However, he believed everyone was pro-Al aska. He wanted to
make sure that whatever policy was put in place by the
| egi sl ature hel ped Alaska in the short, md, and |long-term
He wondered how t he approach woul d ensure investnent.

M. Al per could not ensure anything. As a state governnent,
the executive in the legislative branch could not ensure

guar ant ee, or force private conpanies to act. The
government could encourage and incentivize. Things such as
resources and the price of oil (currently very low would
i nfluence investnment. He concluded it was reasonable to say
that there mght be fewer investors in the short-term
because of oil prices. He added that the state's taxes and
tax credits were considerations but were not the only

consideration. The bill reduced the state's participation
in and incentives for new players which could result in
fewer investors. However, tax credits were only one

consi deration. The overarching question was could the state
afford the | evel of support it was currently providing.

Senat or Dunl eavy asked about the admnistration's response
to a negative effect on the oil industry wth the
| egi sl ation.

M. A per was sure the admnistration would be engaging
with the oil industry. He acknow edged that the oi

industry was the state's "bread and  Dbutter." The
adm nistration would be looking to naximze the state's
position to develop its resources for the maxi num benefit
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of the people of Alaska and to make sure the maxi num were
devel oped. He suggested that if the state noved too far in
one direction there would be a novenment to bring it back
He stated that it was an inherently dynam c process as seen
fromyear-to-year.

1: 50: 52 PM

Co-Chair Kelly thought it was inportant to describe the
approach the legislature was taking versus the approach
some nenbers around the table would take regarding oi
revenue. He relayed that the legislature was |ooking at
revenue stream He believed the admi nistration was | ooking
at an expense stream He nentioned that M. Al per's opening
comments had to do with the amount of revenue the state had
received. The state spent $8 billion on tax credits which
resulted in $61 billion in revenue. Mst people would say
that that was a pretty good deal. The legislature realized
that the tax reginme in 2009, 2010 and 2011 was going in the
wong direction. The state was attenpting to extract as
much revenue as possible from oil conpanies, but the
| egislature realized that it was discouraging production
and exploration. Therefore, the state adopted SB 21 wth
the approval of the people of Alaska. He pointed out that
the sonmetines nore investnent was needed to achieve
additional revenue. He reiterated his question about what
the bill did to increase production. He wondered if the
| egi slation would increase production, |eave production the
same, or decrease production. He supposed the |egislation
woul d decrease production. The state m ght extract a little
nore noney, but would ultimately tilt the production curve
downward again. He wanted to see a tax or credit regine
from the governor that increased production or, if changes
had to be nmade, at least kept it from declining. The state
should be in the business of getting nore oil through the
line resulting in nore noney for the state.

M. Alper could not argue that the Ilegislation would
i ncrease production. The bill reduced incentives for the
oil industry and, there was nothing inherently in it that
woul d make producers want to do nore. He wondered how much
| ess production the state would see and whether the cost
benefit analysis would show the state giving up nore than
what it was gaining. The credits were put into place to
invest in Alaska's future during a tinme when the state
understood it had a large anobunt of noney comng in from
the industry. The state wanted to reinvest sone of its
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surplus revenue in future production. At the tinme, the
state was receiving $3 billion to $6 billion just from
production tax and putting about $300 million back into tax
credits, which made intuitive sense and was a rational
behavi or towards the future. Wth the drop in the price of
oil, the state's revenue shrunk to a level of less than $1
billion. Currently, it appeared that oil prices would not
be returning to previous levels anytine soon. He wondered
if the state could afford the sanme |evel of investnent in
the industry at a time when there was no |longer a
reinvestnment of surplus profits. He suggested there was an
entire diversion of the bulk of Alaska s revenue. The
paradi gm had shifted to the point that Al aska needed to
| ook nore aggressively at ranping back its support of the
i ndustry based on fiscal reality. He argued that Al aska
could not afford the level of participation it had
previ ously.

1: 56: 18 PM

Co- Chair MacKi nnon asked if the conmttee would be seeing
sone statistical analysis on where the admnistration's
proposal set Alaska's tax regine in conparison to other
sovereigns around the world and in conparison to other US
states. She recalled a previous conversation about the past
oi | regi ne. Some felt Alaska's governnent take was
excessive overall. The state tried to balance its tax
regime nationally between Texas, North Dakota, Wonm ng, and
other sovereigns that had production. Alaska was not
| ooking so much at the goal of what it took to pay for
state governnent. Al aska was | ooking at how to conpete with
other state structures. Alaska then went to a broader
perspective looking at how Alaska conpared to other
nations. There was a debate about who Al aska shoul d conpare
itself to. She restated her question. She asked if the
committee woul d see statisti cal anal ysi s on t he
adm ni stration's proposal during the special session.

M. Alper responded that the Departnent of Revenue (DOR)
did not currently have outside analysis on contract to
provi de such work. If the conversation continued into the
next regular session the admnistration would expect to
provide the information. The adm nistration had been in
touch with the new consultant, M. Meyer, hired by the
Legislative Budget and Audit Commttee. He was putting
together his nodeling, presentation, and package. He
believed M. Meyer would be bringing the type of analysis
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the legislature was |ooking for to the commttee. He
mentioned that the current bill was not touching on the
core governnent take issues that were being discussed. The
conparable total governnment take percentage of different
price points was the significant analysis of SB 21. The
credits were not a part of the calculation or analysis for
SB 21. The change in the legislation before the conmttee
was a tax increase between prices of around $55 to $80 per
barrel. Taxes renmmi ned neutral above $80 per barrel. He did
not believe there would be significant novenent than what
was brought before the legislature with SB 21.

1:59: 11 PM

Co- Chair MacKinnon asked if M. A per saw a difference
between tax credits and a net operating loss (NO).

M. Al per was uncl ear about the senator's question.

Co-Chair MacKinnon relayed that in the previous special
session the legislature passed a billed that renoved about
$400 mllion from available funds for the oil and gas
industry, nore specifically in the Cook Inlet Region. The
gross value was touched and the floor was hardened a bit
with allowable deductions. She explained that NOL's were
simlar to a federal inconme tax. She relayed an exanple. If
she submtted her federal inconme tax and had an expense
that qualified, it was a deduction rather than a credit

Net operating |osses were allowabl e expenses. She specified
that a tax credit was a tool wused to incentivize. She
speculated if the commttee was talking about how to
incentivize or not incentivize exploration in Al aska. She
al so wondered if the commttee was discussing a structura
change concerning allowable deductions. She was not sure
there was a difference between the two.

M. Al per replied that nuch of the language in the bill was
simlar to what the House passed late in the regular
session. He explained that it prevented operating | osses
from being carried forward, noved, and turned into credits
by the major producers. He understood that it was a |arge
and controversial step. Alaska had a |large and broad fisca
system related to oil and gas. WMy of the conparable
countries had one tax with a fixed percentage. Norway had a
78 percent tax. Alaska had a property tax, a corporate
income tax, a royalty, and there was a federal incone tax.
Al aska's royalty was strictly a gross tax, regressive at
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low prices. The state had a corporate incone tax in which
| osses carried forward and were recaptured in a future year
receiving full value. Alaska's production tax was a hybrid;
it was not a pure incone tax or a pure royalty or a
severance tax. Comm ssioner Hoffbeck had done a good job of
expl aining that Al aska had a net profit tax at high prices.
As the prices decreased and a mninum tax kicked in it
became a gross tax. Once the break-even point was crossed
at about $45 per barrel it becane a net profits tax again
in the negative. The producers received the full value of
their loss at the 35 percent rate. The admnistration
thought it was unbalanced. He reported that if the state
was at the gross at a relatively small tax, between $45 and
$80 per barrel, he questioned why the state should return
to a net below $45 per barrel. He suggested the nore
appropriate approach would be that if a producer was | osing
money only a small mninmum tax would apply or no tax woul d
apply. However, a producer should not be allowed to go
negative carrying the |losses forward, specifically for the
production tax. No one was questioning the ability to carry
forward | oses within the corporate incone tax structure.

Co- Chair MacKinnon asked M. Alper to remnd her whether
the 35 percent NOL dropped to 25 percent at a particular
poi nt .

M. A per confirned that it remained at 35 percent. The
bill that passed by the other body ranped it down towards
25 percent. It did not stay in the version passed by the
Senat e Finance Committee.

Co- Chair MacKinnon was trying to recall the credits that
wer e supposed to sunset in 2017 but were extended under the
bill that was just passed.

M. Alper responded that for the North Slope specifically
there were no material changes to the credits. The capita
credit had been previously elimnated as part of SB 21. The
exploration credit was sunsetting and continued to sunset.
The operating loss credit of 35 percent remained. There was
a tenporary bunp to 45 percent for 2014 and 2015 that
ranped down. The Frontier Basin, with a large 80 percent
credit, was specifically extended to 2017. Ahtna, Inc.
addressed the commttee with their concern about m ssing
their w ndow because of a lost rig. That «credit was
extended for a single year and was the only short extension
in HB 247.
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2:04: 25 PM

RANDALL HOFFBECK, COWM SSI ONER, DEPARTMENT OF REVENUE (via
tel econference), wanted to explain that the net operating
loss credit canme in two flavors. First, credits were used
by devel opers and explorers and, they were truly credits.
They were cash flow credits paid by the state. Secondly,
credits were used by the producers as deductions or wite
of fs against revenues. A net operating loss credit was a
credit in one circunstance and a deduction in another.

Co-Chair MacKi nnon thanked the conm ssioner f or t he
clarification.

M. Al per indicated he was halfway through slide 4. He
reported there were very Ilittle «credits against tax
liability outside of the North Slope because of the tax
caps, the very |ow maxi num taxes in place going back to the
PPT bill from 2006. He relayed there was a robust anount of
refunded credits in the anmount of $1.2 billion, primarily
in Cook Inlet and within the previous 3 or 4 years.

M. Al per turned to slide 5: "Wrk Done Since January":

e Spring 2016 Revenue Forecast includes |arge expected
operating |osses from major producers, which would
of fset m nimumtax paynments for several years

» Forecast also updates FY17 demand for refunded credits
to $775 mllion (includes $200 mllion that had been
vetoed fromthe FY16 budget, carried forward)

e HB247 passes after over 60 hearings with substanti al
reforms in Cook Inlet credits and how North Slope
“Gross Value Reduction” is treated

* FY17 budget passes with $30 million G- funding for

credits via statutory fornmula, plus $430 mllion
from ot her funding sources in the HB247 fiscal note
» Governor Wl ker vetoes the additional $430 mllion,

| eaving only the $30 million fromthe fornula

M. Al per reported that the bill was introduced with a set
of expectations at the beginning of the |l|ast regular
sessi on. Those expectations changed with the spring
forecast released in late March or early April [2016].
Suddenly, with the extended period of low oil prices, |arge
anticipated operating |osses could be seen for the major
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producers. It <changed how the admnistration calculated
things. He furthered that because of the ability to use
operating loss credits carried forward against the mninmum
tax it started seeing zero nmininmumtaxes for production for
2,3, and 4 years into the future rather than receiving
roughly $150 mllion to $200 mllion the state had been
counting on as the mninmum tax paynment in a low price
environment. In a low price environnent the departnent
still saw $775 million in expected demand for refunded tax
credits in FY 17. He explained that of the $775 nmllion
there was $575 million of new applicants and $200 nillion
carried forward from the previous year's veto. The denand
equal ed $775 million. He explained that with the passage of
HB 247 there were trenendous reforms to the Cook Inlet
credits which would be conpletely phased out by 2018. On
the North Slope the calculation and the application of the
new oil provisions of the gross value reduction were
aggressively r ef or med. The under | yi ng credits, t he
operating |losses, and how they were treated on the North
Sl ope, were not refornmed. Meanwhile, the |egislature passed
an operating budget with $30 mllion in general fund (GF)
funding determned by a statutory forrmula and $430 from
ot her funding sources making up $460 mllion in tax credits
for FY 17. He reported that the governor vetoed the
additional $430 million which left only $30 mllion from
the formula. It neant that the state only had $30 nillion
to be spent on $775 million worth of denmand. He thought
there would be a large amount of tax credits carried
forward into FY 18 if additional action was not taken.

2:08:47 PM

M. Al per noved to the spreadsheet on slide 6: "Potentia

NCL Carry-Forward Liability." He explained that the top
half of the slide reflected the beginning of the credit era
through the last fiscal year. The third colum showed how
many credits were clained and how nmuch the state spent on
tax credits. He relayed that the colums further to the
right showed the calculation had the |egislature funded at
the statutory fornmula which was tied to 10 percent to 15
percent of production tax revenue. He pointed to the colum
titled "Credit Cap per AS 43.55.028 (c) show ng what the
appropriation would have been. He noted that the nunbers
between FY 09 and FY 13 were l|arger than the amount spent
on credits. In other words, had the fornula appropriation
taken place, rather than funding what had been requested,

the state would have been out of funds. The state would
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have built wup an anount of set-aside nobney to fund tax
credits. The end year fund bal ance was the bal ance of the
fund which would have peaked at $655 million at the end of
FY 13. He continued that beginning in FY 14 the revenue
woul d have been dropping off but there would have been the
nmoney in the fund and with the demand the state woul d have
spent the fund down. The fund would have been close to
wi ped out by the end of FY 15. Going into the [ast budget
cycle a year previously the state would have been roughly
in the same place - the state would need to find noney to
pay for tax credits only there would not be the cultural
expectation that the legislature would fully fund the
demanded tax credits over a year. The expectation would be
that the state would fund at the statutory fornula. There
woul d not have been the sane |level of anxiety from short
f undi ng.

M. Al per pointed to the bottom of the page. He queried
what woul d happen if the state continued the process into
the future. He highlighted the blue nunbers. The blue
nunbers were updated based on the passage of HB 247. He
noted there had been different and |arger nunbers when he
had presented the sane slide a nmonth prior. Due to the
changes, the Cook Inlet tax cuts, and additional revenue
from a couple of other calculations the state would be
spending less nmoney on tax credits. It would also have
slightly smaller carry forward NO.s for the major
producers. The demand in the followng year [FY 17] would
decrease to about $760 nmillion down from $775 million. In
FY 18 the demand would be $445 mllion down from $500
mllion. He suggested that in looking at the $760 million
when the legislature was only paying the statutory anount
of $30 million, left a carry-over of $730 mllion. If $730
mllion of carry forward was added to $445 nillion (the
claimed credits for FY 18) it would result in a credit
demand worth alnost $1.2 billion in FY 18. Meanwhile, only
$33 mllion would be appropriated in FY 18 by the statutory
formula leaving a $1.1 billion carry-forward. By FY 25 the
state would be behind in tax credits by about $2.0 billion
if it continued to fund at the statutory cap.

2:12: 30 PM

Co- Chair MacKinnon stated that what the slide showed her
was that by FY 18 the governor would have created a $600
mllion hole in the state's budget by not paying a bill
t hat was owed via his veto power.
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M. Alper stated that it was noving an obligation from FY
17 to FY 18. The producers would have certificates of
credits, an obligation of the state. Wth the certificates
i n-hand the conpanies would request paynent and would be
waiting until the state had noney available to make the
paynents.

Co-Chair MacKinnon stated that the admnistration was
creating the problem while advocating for a solution. She
conveyed that wth the current veto, over half of the
probl em stemmed from the adm nistration not paying a bill
when it was supposed to. It was sonmething the |legislature
could override, but nore inportantly she wanted to
understand the administration's reason for not advocating a
fix and for creating nore of a problem by not paying its
bill.

M . Al per stated t hat t hr ough | egi sl ation t he
admnistration was attenpting to change the underlying
prograns so that there were less tax credits owed and
earned in the future. The veto had to do with when past
obligations had to be paid. He argued that the state was
not required to pay the obligations imediately. There was
no requirenent that the state buy the credits and there was
not cost of delay. The governor struggled with his decision
to execute his veto power. M. Alper reported being part of
t he discussions around the governor's veto. He reported the
decision was heart-felt, difficult, and would potentially
put a strain and burden on the industry. The governor's
ori gi nal pr oposal in January [ 2016] i ncl uded an
appropriation to fund all the credits wiping the slate
clean. However, the original proposal was part of a
conprehensive fiscal package. There were several pieces of
legislation that would solve the state's problem and
bal ance its budget into the future. In the absence of a
conprehensive plan in place, the governor's |arger concern
became how to keep the light on for the comng 2 or 3
years. The state was on a path to deplete the
Consti tuti onal Budget Reserve (CBR) a year from the
present. The state had school obligations, healthcare
obl i gati ons, transportation obl i gati ons, pensi on
obligations, and other costs related to the day-to-day
functioning of government. If the state was uncertain that
it wuld be able to neet the obligations |isted, he
wondered if it could afford to fully fund the tax credit
program He suggested that the state could legally make a
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smaller installnent paynent, save sone noney for the
future, and hopefully resolve its underlying fisca
problens in the foll ow ng year.

Co-Chair Kelly suggested that M. Alper's slide essentially
cried out, "Help stop ne before | nmake another irrationa
veto!" He agreed with what Senator MKi nnon had said about
the governor creating a problem with his veto and the
adm nistration asking the legislature to nmake a conplete
change to Alaska's oil tax reginme rather than the governor
acting nore sanely. He also pointed out that prior to the
governor's plan of paying off the tax credits with a |arger
fiscal plan, he recalled that it assumed the use of the
CBR. He asked M. Alper if he was correct.

M. Al per responded affirmatively.

Co-Chair Kelly stated that there was an assumed CBR draw
t hat was never, ever, ever going to happen. He thought it
was i npossible. He reported telling the governor that a CBR
draw was inpossible early on in the current year's regular
session. He relayed that the governor seened surprised at
his comments. He continued that the adm nistration saying
it had a plan that was not working and wanting to do
sonmething else was a poor response. He opined that the
|arger fiscal plan the adm nistration was hoping would be
enacted was irrational. He thought 2 things were going on
in slide 6. First, the governor created a problem and now
the legislature had to do sonething else instead of the
governor changing his behavior. Second, the Tax Division

cane up with a $2 billion nunber, an extrenely political
nunber - the nunber that had been thrown around for severa
years as the $2 billion give away. It was never true and

the people of Al aska voted for SB 21 because of what a sham
it was. Currently, the state was back with another slide
He reiterated that he thought slide 6 was a very politica
sl i de.

2:17: 46 PM

Senator O son realized that the State of Alaska was in a
bi nd. He wondered about any considerations being nade for
the smaller conpanies trying to survive. Late paynments to
busi nesses made survival difficult and effected people's
livelihoods. He was not only talking about producers but
also the contractors. He was concerned that sone of the
private sector businesses would go bankrupt.
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M. Al per replied that the state had significant
obligations not just to the oil industry. It had the rest
of the government to run. The anxiety over how to handle
the state's fiscal condition wth reserves rapidly
depl eting becane the overarching factor. He suggested that
if the state paid its obligation in full it mght not be
allowed to do sonething else in the following day. He
believed a conprehensive fix was necessary either in the
current year or the followi ng year. He conveyed the nessage
of the governor. He nentioned that the governor's office
had rel eased paperwork regardi ng what would happen if the
state went off of the cliff. He supposed he would have to
generate a couple of bullet points about how his agency
woul d function with 75 percent |ess funding. He was certain
it would not be pretty. The state did not want to do damage
to its private sector investors. He thought it was about
priorities and making sure the lights stayed on | onger.

Senat or a son asked about assurances t hat t he
adm nistration could give to the private sector. HE
conpared the governor's veto to either paying a partial
credit card paynment or naking a full paynent of the
bal ance.

M. Al per stated that it was about making a m ni num paynent
on a credit card rather than paying off a balance as the
state had been with the tax credits for the past 3 or 4
years. He could not speak for the governor or guarantee any
future action. He believed that once the governor was
satisfied the state had solved its fiscal woes, he would
want to set aside the funds to pay down the state debt.
There was nothing positive about having $1 billion debt
over the state. The state needed to get to the point of
knowi ng it had the noney.

2:22:15 PM

Co- Chair MacKi nnon comented that the state did not pay
interest in reference to M. Alper's credit card exanple
and could make the nonthly paynent, the issue that the
Senate Finance Commttee was concerned with was job |oss

bankruptcy, and people having simlar |oses, and the
state's credit down rating. The governor had been a
proponent of maintaining the state's credit worthiness. She
was not sure, as bankruptcy occurred as a result of the
non- paynent of tax credits, she could consider it a mninmm
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paynent. The interest would be very different. It would be
job loss, downgraded credit, and other things. She asked
M. Al per to respond.

M. Al per wi shed he had an answer for her. It was obviously
a burden on the industry. It was not a place the state was
confortable being in or wanted to be in. She was accurate
that the state did not have to pay any interest. However,
the conpanies did have to pay interest to their finances.
Many of them had cash calls. He continued that the great
bulk of the credits were owed against borrowed noney. The
conpani es did not have their own cash reserves to invest in
their field but rather they borrowed noney wth the
expect ation of payi ng it back. The adm ni stration
understood. It was an unconfortable and unfortunate reality
of the state's fiscal situation. He noted Co-Chair Kelly's
prior comrents about how a CBR draw to pay the credits
would not work. The reality was that the budget that just
passed was funded 2/3 out of the CBR Wether the funds
were GF or set a side special CBR appropriations, if the
state placed $600 billion into tax credits the noney would
be com ng out of the CBR

Senator Bishop returned to the forecast on slide 6
regarding the NOL liabilities. He wanted to see the sane
nunbers ran with the debt paid as it was encunbered to see
what the bottom |ooked |Iike. He thought that the
adm nistration was chasing a red herring. Alaska was not
Texas, North Dakota, or Wonmng. It took 10 years, at best,
froman initial discovery to point of production to bring a
field online. It was a long-term commtnent. He reiterated
his desire to see the nunbers ran with the debt paid in the
year the credits were encunbered ultimtely |ooking for the
bottom | i ne.

Co- Chair MacKi nnon asked if the nunbers could be run.

M. Alper responded in the affirmative. He addressed
Senator Bishop. He enphasized that the state would stay
abreast of its obligations every year in the scenario on
the slide and pay it. It neant that the state would spend
about $2 billion nmore which would cone out of reserves
assum ng the noney was available. The state would butt up
against the bottom of the CBR and would possibly have to
get into the earnings reserve account (ERA) and address
fundamental questions of restructuring. The Senate passed a
bill that had gone a long way towards fixing the problem

Senat e Fi nance Comm ttee 17 07/13/16 1:35 P. M



Part of the adm nistration's struggle was that the rest of
the legislature had not followed suit. The nunber on the
slide of $2 billion was the real obligation of the state
for the next 6 or 7 years. He added that what was
interesting in updating the slide was that it used to be $3
billion. The reason for the change was due to the passage
of HB 247. There was an authentic savings of $1 billion on
tax credits reducing the burden to the state.

2:27:40 PM

Co- Chai r MacKi nnon appr eci at ed t he i nformation and
suggested that it be referenced in sone of the governor's
press releases. She comented that the general public
believed that the legislature did not act on anything in
the governor's package. However, the |legislature took
action. She loved the idea of saving $1 billion over the
following 10 years based on what the |egislature passed
whi ch was part of the fiscal plan. However, the information
had not been conveyed in a press rel ease.

M. Alper turned to slide 7: "Regional |npacts of HB 257"

Cook Inl et
» Conpl ete phase-out of NOL, QCE, and WLE by 2018
* Extends “tax caps” on gas indefinitely and adds a
e $1 / bbl “tax cap” on oi
e Minicipal utility pro-ration of costs

M ddl e Earth
e Reduces the NOL, QCE, and WLE credit rates

e Extends “Frontier Basin” exploration credit for one
year to July 2017

North Sl ope

 GV/R “Gaduation” provision after three to seven
years
e GVR can't be used to increase an NOL

St at ewi de
e $70 mllion per conpany per year cap ($61 wth
di scount)
* Interest rates increased for 3 years, then drops to
zero
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« Transparency, local hire, state obligation offsets,
surety bond

M. Alper listed the bul k of the changes.

2:32:36 PM

Co- Chair MacKi nnon asked how many of the provisions were in
the new bill SB 5005. She noticed interest changes on page
1 of the bill.

M. Al per responded that there were interest changes and
the nmunicipal pro-ration had a technical cleanup section.
The administration was |ooking at extending things on the
North Sl ope when the state was done in Cook Inlet. However,
the admnistration was not |ooking to changing any of the
pi eces al ready addressed in HB 247.

M. Al per noved to slide 8: "Fiscal |npact of HB247":

Revenue

* $0 to $25 mllion increase through FY21 due to |oss
of Cook Inlet credits used against tax liability,
plus new $1 / bbl oil tax

e $40 to $115 million tax cut beginning FY22 due to
above conbined with up to $20 million from sunset of
GVR tax break, but offset by extension of Cook Inlet
gas tax caps

Spendi ng
e Full inpact of credit cuts won't be seen until FY19
e Annual savings $65 to $115 million. Largest portion
is Cook Inlet cuts, less from the per-conpany cap
and the fix to the GVR/ NOL interaction issue

M. A per indicated that the slide was a snapshot of the
fiscal note for HB 247. He explained that all of the bills
had 2 halves to the fiscal note; raising or changing
revenue in some way and changing spending such as buying
tax credits. He reported that the $1 per barrel tax would

generate about $5 million to $10 nmillion. There was also a
tax cut in the bill which mght lead to seeing negative
revenue. He had stated there was $1 billion in savings and

spending on the previous slide that was offset by the tax
cut in some of the out years. As a result the public's
perception of the inpact of HB 247 m ght have been dil uted
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because of the extension of the Cook Inlet tax caps past
2022. They were scheduled to cone off the books and the
underlying 35 percent tax would kick in in 2022. By
extending them into the future it showed up as a negative
in the revenue estimates. He thought that it was an
over bl own nunber. No one really expected the 35 percent tax
to kick in in 2022. However, it was the adm nistration's
statutory base |ine.

2:35: 36 PM
Co- Chair MacKi nnon asked M. Al per to pause and di scuss why
the 35 percent would not likely come to fruition in the
Cook Inlet.

M. Alper explained that when the Petroleum Profits Tax
(PPT) system legislation cane before the legislature in
2006 the Economic Limt Factor (ELF) system had been in
pl ace for 20 years or nore. The ELF formulas were thought
to be distorted. It generated tax fromfields tied to per-
wel | productivity including the Prudhoe Bay and Al pine
fields. However, nost of the other fields on the North
Sl ope were paying a |low production tax (less than 1 percent
of the gross). In Cook Inlet the tax was zero. The Cook
Inlet gas taxes under ELF were also low. While there was a
desire to raise revenue from the North Slope through the
PPT bill (it was an inportant reform package and part of
Governor Miurkowski's Stranded Gas Devel opnent Act process),
no one wanted to raise the tax on gas in Cook Inlet. At the
time there was a |larger concern about gas supply and
utility security. He suggested that in the ELF bill there
was a hold harm ess provision which outlined that taxes on
oil and gas in Cook Inlet would not exceed what they were
prior to the passage of the bill (from 2005). It was a 15
or 16 year hold harmess provision until 2022. He relayed
that in 2022 the underlying statutes kicked in. However the
underlying statutes had not been built for Cook Inlet
leaving the state with a hodge-podge of nmultiple other
bills. There was the 35 percent SB 21 tax rate wthout a
per-barrel credit or conparable benefit on the North Sl ope.
There were no new oil benefits and the 20 percent capita
credit was going away. There would be a large 35 percent
net tax. He opined that sonetine between now and 2022
someone would have to fix the system He suggested that the
attenpt made with HB 247 extending the tax caps, was
probably too low The 17 cent per MCF tax on gas in Cook
Inl et was probably not the state's highest and best use of

Senat e Fi nance Comm ttee 20 07/13/16 1:35 P. M



the resource. Another part of the equation was $150 mllion
nore fromat 35 percent net tax. He though the right answer
was somewhere in the mddle.

2:38: 20 PM

Co-Chair MacKi nnon asked where the oil from the Cook Inlet
regi on was sol d.

M. Alper responded that it went to a refinery in Cook
I nl et and used in Al aska.

Co-Chair MacKinnon stated that the oil was sold to an
instate refinery, and accounted for about 30 percent of the
feed stock at the Tesoro refinery. She asked M. Alper to
coment .

M. Al per reported hearing simlar nunbers. He stated that
the refineries in Al aska were ready to absorb all of the
oil production from Cook Inlet and were still inporting
crude oil .

Co- Chair MacKi nnon asked how the refinery would collect an
i ncrease of 35 percent.

M. Al per responded that if there was a higher tax on Cook
Inlet oil it would be taxed simlarly to North Slope oil
It would likely be worked through. He thought that Cook
Inlet gas was what was really being referred to. He
suggested that if there was a higher tax it would affect
the utility rates in South Central.

Co- Chair MacKi nnon enphasi zed that rate payers in Anchorage
and the Central region would have to pay the tax. From a
political perspective folks that would be opposed to a 35
percent increase in taxes within the region were trying to
protect the consumers on the other side.

M. Al per clarified that it was not a 35 percent increase
but a 35 percent net profits tax which would be a very high
tax in Cook Inlet, 5 or 6 tinmes the current tax.

Comm ssi oner Hof fbeck concurred that a large portion of the
Cook Inlet gas tax would get passed to consuners. As far as
the oil and its use in refined products, prices depended
largely on the conpetition of other refiners. It really
depended upon the refining margins and whether refiners
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could absorb the tax. There was a good chance the 35
percent tax rate would not be passed to the consuners
because the price was set based on other conpetitive
products delivered by other Wst Coast refiners.

Co- Chair MacKi nnon concurred that about 30 percent of the
feed stock going into the local refinery came from Cook
Inlet. She continued that 70 percent cane from another
source. She was depending on others in the market. Cook
Inlet gas was being sold at sone of the highest prices in
the world. Alaska' s consuners would be picking up sonme of
t he proposed price changes.

Conmmi ssi oner Hof f beck concurr ed.

2:42: 43 PM

Vice-Chair Mcciche also concurred. He added that the |ess
conpetitive Alaska oil was, produced by Alaskan jobs at an
Al askan facility, the nore likely inports would conpete. In
the current nmarket, he thought throwi ng another tax in the
way could have a negative effect. He believed a 35 percent
tax on Cook Inlet oil and gas was unreasonable. He
suggested that the reason for holding off on another
increase would be to take the tinme to evaluate what the
proper tax should be rather than sinply applying a 35
percent rate in 3 years.

M. Al per stated that there was no change proposed for the
Cook Inlet oil and gas tax in the current |egislation. He
mentioned that the admnistration had an issue wth the
extension of the caps in the previous |legislation. The
adm ni stration was not |ooking to make a change until 2022.
He indicated that if the sunset remained in place the
adm nistration would be passing a tax cut because of
sonething that would occur in 2022. However, when | ooking
to put in the right Cook Inlet tax in the future it would
be sold with a tax increase and would be nore difficult to
get acconpl i shed.

Co- Chair MacKinnon asked the question because when the
committee | ooked at the $775 million that was distorted by
the $200 million veto that would be distorted further in
the following year by the $430 million veto he interjected
t he conparison. She agreed that it would have never reached
the 35 percent. There was a reason why the legislature
woul d wal k cautiously into the conversation. She wanted the
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people in the Central Region to wunderstand that the
committee was trying to look at who in the end would pay
some of the increases. The state would not be the one to
pay the increases, it would be the consuner that would be
covering the costs as the state withdrew tax credits and
i ncreased taxes.

M. A per noted that his point was a distraction from the
current | egislation. He raised the issue because it
explained why the legislature had not received enough
credit for the good HB 247 did. He furthered that if a
person was to read the fiscal note for HB 247 the bottom
line did not add up to $1 billion. It added up to a nuch
smal | er nunber because the nunber was eroded by the paper
tax cut on the Cook Inlet side. On the spending side it

added up to $1 billion. Negative nunbers could be seen on
the revenue side. He pointed to the spending reductions of
about $1 mllion on the bottom of slide 8 The state woul d
not see the full inpact of the spending reductions until FY
19 as a result of the slow ranping down of the Cook Inlet
tax credits. The annual saving would be between $65 nillion

to $115 mllion. There would be an overall reduction in
what the state would be spending on tax credits and cash
credits, or obligated to spend. He estimated the reduction
to be between 30 percent and 40 percent. The |argest
portion of the spending reductions were the Cook Inlet
cuts.

2:47:19 PM

M. A per turned to slide 9: "Oiginal HB 247 Conponents
Not Passed":

 Mninmumtax increase to 5%

* Floor *“hardeni ng” against various credits

* Per-barrel credit mgration (“true up”) issue
* GVPP cannot go below zero for a field

e Restrict repurchase to conpanies with < $10 billion
revenue and sunset NOLs after 10 years
e Interest rate increase limted to three years, and

then reduced to below current rate after that

M. Al per continued to slide 10: "House-Passed HB 247
Conponents Not Passed":

(I'n addition to conponents of Governor’s original bill)
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e Cash paynents limted to conpanies wth Iless than
15, 000 bbl / day

* NOL credit rate ranps down to 25%

* No NOLs earned by conpanies wth production over
15, 000 bbl / day

e Cook Inlet tax cap sunset noved up to 2019
 ARM Board alternative purchase option

M. A per noved on to slide 11: "Myjor Features of SB
5005":

1. North Slope Operating Loss (NOL) credit phased out:
35% today to 15%in 2017 and zero in 2018
 Effectively sets a tax rate that can’t go bel ow zero
for

* non-profitabl e conpanies

* Inpacts major producers by preventing credits from
carrying forward, indirectly “hardening” the m ninmm
tax floor

e Inpacts independents by elimnating credits earned
during the devel opnment stage prior to a conpany’s
profitability

New | anguage not in any version of HB247
M. Al per added that the new | anguage was a nore aggressive
stance towards operating loses than seen in any of the

prior versions of |egislation during the current session.

2:51: 35 PM

Senator Dunleavy asked if price inpacted the NOLs. He
wondered if there was a certain price at which the NOLs
di sappear ed.

M. Al per responded, "Half yes, half no." He expl ained that
for independents developing a field that did not have any
revenue price it did not matter. Their NOL would be 35
percent of whatever their costs mght be. He continued that
for the major producers it was only relevant if they had a
loss. It varied dramatically from conpany-to-conpany. The
wei ghted average breakeven price on the North Slope at
present was about $45 per barrel. If the price of oil was
denonstratively higher than $45 the state would not expect
to see a significant amount of NOLs from the major
producers. The provision would be mnute.
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Senator Dunleavy thought the price of oil was currently
cl ose to $45 per barrel

M. Alper reported that the previous day's price was about
$44 per barrel. Two weeks prior the price reached $50.

Senator Dunleavy asked M. Alper about his conmment
regarding investing or dealing with the oil patch as Al aska
had done 35 years prior.

M. Al per responded that when Prudhoe Bay and Kuparuk and
other large fields were built there were no tax credits or
carry forward operating |osses. Instead there was a gross
tax and no incentives for devel opnent. There were just oil
fields.

Senat or Dunl eavy asked if new technol ogies, such as those
used in North Dakota, had altered the concept of
traditional oil exploration, devel opnent, and production.

M. Alper responded that the increase in technol ogy,
precise directional drilling, hydraulic fracturing, and the
i ke had made pools available that m ght not have otherw se
been devel oped. He thought there was a significant anount
of oil available that m ght not have been avail abl e w t hout
new technol ogy. He believed the biggest difference between
the current day and the past was scale. There were |arger
econonmes of scales and the North Slope was snaller.
Smal ler fields had a higher per barrel cost. He surm sed
that the higher per barrel cost was behind the push to
provi de incentives for operators.

Senator Dunleavy remarked that the world was vastly
different than it was 35 years previously in ternms of
sci ence advances and technol ogy.

Co-Chair Kelly asked if the regulatory environnent had
resulted in conpanies spending nore noney to develop a
field. He nentioned Senator Dunleavy's reference to a
nunber of technol ogical changes in developing fields. He
wondered if regulatory practices from 35 years ago had been
taken into consideration.

2:56: 01 PM
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M. Al per answered "probably." He comented that Senator
Bi shop had discussed that it took 7 years to 10 years to
get an oil filed in place. He clarified that not all of the
time had to do with logistics, much of it was devoted to
permtting. He believed the state was tighter in handling
the wunique environmental issues on the North Slope. He
added that the frozen season being shorter nade it nore
difficult to operate. The ability to build ice roads and
other factors made it nore challenging. He admtted that it
was not easy to develop an oil field on the North Slope of
Al aska.

Co-Chair Kelly asked how long it used to take to bring an
oilfield online. He noted that 10 years was frequently
mentioned. There had been an earlier reference nmade to the
Lower 48 fields being brought online within 30 to 60 days.
He acknowl edged that both the physical and regulatory
environnents in the Lower 48 were conpletely different from
those in Alaska. He reiterated his question about how | ong
it used to take in 1979 or 1980.

M. Al per answered that in 1930 it was nothing. Once the
Clean Air Act and Clean Water Act passed there was a fairly
robust process in place. He recalled conpanies shipping a
| ot of pipe to Alaska which ended up sitting in piles along
the haul road for 4 or 5 years waiting on federal permts
to build the Trans- Al aska Pi peline System ( TAPS).

Comm ssi oner Hoffbeck relayed that the last field devel oped
on the North Slope was Al pine which took close to 10 years
to devel op.

Co- Chair MacKi nnon asked about ConocoPhillips' CD-5 field.

Comm ssi oner Hof fbeck answered that CD-5 did not take as
long. He explained that the Al pine field was brand new in
the Colville Delta with no infrastructure around it. He
indicated that CD-5 had a bridge issue that held it up for
a long tinme. He was unclear of the total nunber of years it
took to develop it.

2:59: 11 PM

M. Al per addressed slide 12: "Mjor Features of SB5005":

2. Reduces eligibility for cash credits from 50,000 bbl /
day to 15, 000
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Was i n House- passed HB247

3. Mninmum tax increased to 5% when the price of oil is
greater than $55 / bbl

e Current 4% rate is at all prices above $25; would
remain in effect between $25 and $55

e Current “crossover” between mninum tax and SB21
profits tax is about $75-$80 / bb

Gov orig. bill had a 5% mnimumtax at all prices.
House- passed HB247 had a 5% m ni num above $65

M. Al per explained that the change in nunmber 1 was of
relatively limted inpact. It would nake a difference in
2017 where there was the 15 percent NOL. He furthered that
by elimnating the operating loss credit on the North Sl ope
it becane a Mddle Earth credit. Feature nunber 2
restricted the eligibility to producers of l|less than 15, 000
bbl /day. Currently there was no production from the
I nterior.

M. Al per discussed item 3 which was the mninum tax

i ncrease. |t was a mlder ver si on of what t he
adm ni stration had proposed 6 nonths prior. It did not Kick
in to the 5 percent level until the price of oil reached

$55 /bbl (per barrel). He explained that the 4 percent rate
in statute was actually a stair step. He clainmed that the
steps were witten years ago and were unrealistic. The
price had to be below $25 /bbl for a full year for the
percentage rate to go to 3 percent, $20 /bbl to drop to 2
percent, etc. As long as the price was about $25 /bbl the
rate woul d be 4 percent.

Co-Chair Kelly asked about a mandatory 4 percent rate
between $25 and $55 regardless of |osses. He also asked
about the percentage between $75 /bbl and $80 /bbl and
whether it essentially returned to the current regine.

M. Al per answered that currently the rate was 4 percent
bet ween $25 /bbl and $75 /bbl or $80 /bbl. In SB 5005 it
would be 4 percent from $25 /bbl to $55 /bbl and then 5
percent from $55 /bbl to the crossover point.

Co-Chair Kelly asked if it returned to the current regine
at $75 /bbl to $80 /bbl .
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M. Alper replied that there was a breakeven point in the
cal cul ation where 35 percent of the net mnus $8 /bbl (the
per barrel credit) was exactly equal to 4 percent of the
gross, the crossover point. It was roughly between $75 /bbl
to $80 /bbl. As the mnimum tax was raised it pushed the
crossover point to the right a couple of dollars. It would
go from $76 /bbl to $78 /bbl if there was an increase to
the 5 percent.

MVs. Rogers believed that the annual tax was one
cal culation, but the nonthly installnment paynents went back
and forth.

Co- Chair MacKi nnon asked for clarification of the specific
| anguage in the bill. She suggested that the people
required to pay the tax would want specificity concerning
how the tax calculations worked. She understood that once
the price of oil went over $55 /bbl for a year the m ninum
tax would be triggered. She wondered whether it stayed at 5
percent or whether it went back and forth. She requested
addi tional information.

M. A per replied that the division would supply sonething
in witing. He confirnmed that it was one mninmum tax rate
based on the average price for a cal endar year. The nunber
could be a different nunber from one year to the next. The
state received estimated tax paynents and there was a true-
up at the end of the year. Every year was a separate
cal cul ati on.

3:04: 55 PM

M. Al per spoke to slide 13: "Major Features of SB5005":

4. “Mgrating Credits” fix preventing per-barrel credits
from being used in another nonth than the nonth they
wer e ear ned

* Inportant volatility protection for the state
In both the Gov. Orig. and House versions of HB247

5. G oss Value at the Points of Production can’'t go bel ow
zero for a | ease or property

e Protects the state from effective negative taxation
at high-transportation cost fields

In both the Gov. Orig. and House versions of HB247
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M. Al per continued that item 4 created sonme confusion
about the issue of the interaction of the per barrel
credit, a nonthly credit that changed value from nonth-to-
month. In a year with significant volatility such as in
2014 when there were certain nonths the tax calculation
fell below the mininmum tax only a portion of the $8 /bbl
figure could be subtracted because of the 4 percent of
gr oss cal cul ati on. A per barrel credit was non-
transferrable and could not be carried forward. It was a
use-it or lose-it credit. Credits would be lost in the |ow
priced nmonths. In other nonths the full credit would be
used and the conpanies would pay a net profit tax. At the
time of annual true-up conpanies were able to recapture the
unused per-barrel credits from the Ilow price nonths
effectively offsetting tax obligations from the higher
priced nonths. The state paid about $110 million in refund
checks after the 2014 tax true-ups. A fixed nunber floor
would prevent it from happening. It would turn the per
barrel credit into a true nonthly tax calculation. It was
not an overall nonthly tax such as in the Alaska' s C ear
and Equitable Share (ACES) system It was a limted
application of a nmonthly tax for one specific issue. It
would only kick in in a year with a ot of volatility. The
itemwas in the governor's original bill and also in one of
the versions of HB 247. He highlighted item 5 which stated
that the gross value at the point of production could not
go below zero. The provision had to do wth avoiding
negative taxation. He provided an exanple where if there
was a high transportation cost and a very low price it
mght result in a negative wellhead value. Point Thonmson
was used as an exanple in testinony. Point Thonson filed
tariff to return to the preexisting infrastructure at about
$19 /bbl. By the tinme oil went from Point Thonson all the
way to market the tariff was at about $31 /bbl. If the
price of oil was $30 /bbl there would be a negative
wel | head val ue of $1 /bbl which could be offset against the
wel | head value from other fields and inpacted sonme of the
other taxes. |If corrected, for a given field the gross
value could not go below zero. It was rare for the
provision to apply. He brought up the exanple of the Smth
Bay prospect.

3:08: 28 PM

M. Al per discussed item 6 on slide 14: "Mjor Features of
SB SB5005":
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6. Interest Rate on delinquent taxes changed from HB247
amendnent s

« Change from 7% + Fed conpounding, for three years and
then zero after that; to 5% + Fed conpounding, for
four years and 5% + Fed, with sinple interest after
t hat

* Substantial concern that zero interest rate wll nake
it difficult to settle tax cases. Also it may kick in
i medi ately even if a delinquency has paid only the
3% 4% “SB21” rate for three years

e Changes applied to all taxes rather than carving out
t he O&G Producti on Tax

Language was i n House-passed HB247

M. Al per addressed item 6 dealing with the interest rate
on delinquent taxes. He relayed that the |aw that passed as
part of SB 21, included a sinple interest rate of 3 percent
above the federal discount rate. The sinple interest was an
anendnent error in the late stages of SB 21 when the bil

was in the House Finance Conmittee. Prior versions had
conmpound interest. The administration wanted to raise the
interest rate from 3 percent to 7 percent. The rate under
ACES was 11 percent. He nentioned reverting to sinple
interest after 4 vyears of entities paying conmpound
interest. He added that the admnistration had rea
concerns about the inpact of a zero interest rate. It was
not about years 4, 5, and 6, but about years 7, 8, and 9.
If a conpany were to get assessed and decided to fight the
audit findings there would be no reason to hurry the
process along because no interest would be accrued. He
remarked that =zero interest was unsustainable for the
state. The admi nistration also wanted sone clarification on

transitional |anguage from the previous version of the
bill. Another change was to the interest rate |[|anguage.
House Bill 247 carved out a new reginme for just the oil and

gas production tax and left the old interest rates in place
for all other taxes. It created sone programm ng conplexity
and the admnistration would like to have a consistent
interest reginme across all of its taxes.

Co- Chair MacKi nnon encouraged M. Alper to continue to try
to make his case. However, there were 3 nenbers in the
House that stepped forward to send the ball down the field
to the Senate, but she was uncertain that everything in the
House version would be acceptable to the group. The Senate
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had a difficult tine renoving over 10 years of tax credits
worth billions of dollars. The Senate would |listen
carefully, as they did not want auditors to have nore
conpl ex procedures. The Senate had done battle regarding

some of the issues in the bill already. She renarked that
al t hough the House passed a certain version of a bill, the
Senate would pass a bill that reflected what it thought was

the right thing to do in a conpromse position. She
encouraged M. Alper to provide a nore detailed proposal.
She thought the issue had al ready been vett ed.

M. Al per appreciated her words. He enphasized that the
adm nistration wanted a nore enforceable and rational
structure for the interests. There were sone technical
concerns wth the Senate |anguage which gave the
adm ni stration sone anxiety, but it would adapt to the |aw
if it remained inits current form

Co- Chair MacKinnon highlighted that M. Alper had stated
that he would try to solve the problem through a regulatory
process if the legislature did not take it up statutorily.

3:13: 53 PM

Senator Dunl eavy asked if M. Al per had stated that if the
bill did not pass he would accept the law as it was and
i npl enent it.

M. Alper responded affirmatively. He added that the
regul ations would provide sone clarity as to how the
adm nistration enforced different pieces. The part that
could be addressed from a regulatory standpoint was how
exactly the effective date applied to existing debts of a
certain age and how things kicked in. He thought the
| anguage needed to be cleaned up for a transition period.
He commented, "The law is the law and, we wll, of course

enforce it".

Senator Dunleavy wondered if there would be any further
attenpts to change SB 21 if the bill was not passed.

M. Alper was not in a position to prom se one way or
anot her .

Senat or Dunl eavy was trying to clarify.

M. Al per advanced to slide 15: "Mjor Features of SB5005":
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7. Technical correction to Sec. 30 of HB247. Fixes
error in the nunicipal entity / only a portion of
production is sold / proration of costs issue.

New | anguage

8. Alows for seismc and geophysical data to be
released in less than 10 years if the |ease for which
the data was acquired is term nated.

New | anguage

M. A per explained that in a circunstance where a
municipally owned utility owed a gas field and consuned
all of their own gas in their own turbines they would not
be taxable and they would not get «credits for their
expenses. |If they sold sonme of their gas and gai ned a snal
anount of revenue and becane a tax payer, they would be
able to get credits on all of their spending. The technical
correction would allow the utility to get credits only on
the share of the costs related to the anount of gas sol d.

Ms. Rogers detailed that all of what the nunicipally owned
utility produced was taxable. However, because they were a
muni ci pal entity they could not be taxed. In other words

the portion that they sold was subject to tax and the other
portion that they produced and did not sell was stil

t axabl e. However, because they were a nunicipal entity they
were not taxed. The technical correction aligned the
expenditures wth the portion that was produced and sol d.

M. Al per clarified that the issue was technical in nature.
It was not that the gas was taxed low, it was that the tax
payer was exenpt. The |anguage needed to be changed to
restrict the ability of a nunicipal owned utility to
receive certain refundable credits.

Co- Chair MacKinnon stated that it was her understanding.
She wondered if the legislature had changed the | anguage.
She thought the original admnistrative |anguage was
inserted in an attenpt to help the admnistration with the
i ssue.

M. Al per responded that every commttee had kept the

adm nistration's |anguage. The Tax Division realized late
in the ganme that the |anguage was witten incorrectly. He
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reported that item 8 addressed the issue of seismc and
geophysi cal data becoming public. Currently, if a conpany
owned a credit and obtained certain data it becanme public
in 10 years. The proposed change was that if a conpany gave
up a lease in less than 10 years the data would becone
public inmediately upon giving up a |ease. The state could
then use the data publically to release the land to get a
new devel oper in place.

3:18: 45 PM
Co- Chair MacKinnon asked if item 8 applied to a |ease that
was wllingly forfeited or a |ease forfeited through
[itigation.

M. Al per would have to get back to her

Co- Chair MacKi nnon nmade reference to the Prudhoe Bay unit.
She wanted clarification on data associated with a |ease in
[itigation.

M. Al per responded that litigation would |ikely take about
10 years.

Co-Chair  MacKinnon suspected M. Alper was probably
correct. She wanted to better understand what the |anguage
di d.

M. Aper replied that he would get clarification. The
issue inpacted DNR nore than the tax division. He would
consult with them and provide a coherent response to the
conmittee.

M. Al per scrolled to slide 16: "Inplenentation Cost":

» The changes anticipated in this bill wll require
addi tional reprogramm ng of the Tax Revenue Managenent
System (TRVMS5) and Revenue Online (ROL) which allows a
taxpayer to file a return online and update the
current tax return forms

e The fiscal note from HB247 included $1.2 nmillion in
capital funds for this purpose

« W are not requesting any additional funds with this
bi |

W do not anticipate any additional costs to
adm ni ster the tax program
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« W are beginning the scoping process for the nmjor
regul atory changes to inpl enent HB247

Co-Chair MacKinnon was waiting for the regulatory review
process.

M. Alper offered to review the sectional anal ysi s
beginning on slide 17 "Sectional Analysis". He began
readi ng the sectional analysis.

Co- Chair MacKi nnon called an "at ease."

3:21: 51 PM
AT EASE

3:22:34 PM
RECONVENED

Co- Chair MacKi nnon asked M. Alper to send the sectional
analysis in a word docunent for nenbers.

M. Al per would provide a copy for the commttee.

Co-Chair MacKinnon stated that a separate docunent was
easier for the general public to access online.

M. Al per responded that the docunments that were presented
to the coomittee included the fiscal note, the PowerPoint
Presentation, and a one page analysis of the expected
future spend for credits as nodified to HB 247.

Co-Chair MacKinnon notified the public that the docunent
titled, "Estimated Tax Credit Paynents with Inpacts of FY
17 Budget and HB 247", was prepared by Dan Stickle and was
avai l abl e online. The docunent was dated, July 12, 2016 and
was 2 pages. The second page contai ned a graph.

M. Alper explained that the graph on the second page
reflected what he had nentioned earlier: 30 percent to 40
percent of the credits were reduced in HB 247.

Senator Hoffman had a question on the fiscal note. He
wondered if the nunbers would continue to decline beyond
2022. He asked M. Alper what he envisioned for 5 years
t hrough 2027
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Co-Chair MacKinnon noted that there was a fiscal note
nunber attached to SB 5005, Fiscal Note 1, dated 7-11-2016.
It had fiscals fromFY 17 through FY 22.

M. A per relayed that the fiscal note was a 4 page
docunent. Mst of the narrative had been covered throughout
the meeting. He noted on the back page there was a
hori zontal formatted table showing the years and the line
item description of the different provisions of the bill
Goi ng past 2025 there were two halves to it: The half that
reduced the state's spending on credits and the increase of
a mninmnumtax in the years of 2022, 2023, 2024, 2025. Once
the price of oil increased the additional revenue would not
be seen.

3:26:43 PM

Co- Chair MacKi nnon thought it was inmportant for the people
of Alaska to know that for the first tine in the prior
decade the state had an increase in oil production of about
3.3 percent. She wondered if she recalled the nunber
correctly.

M. Al per confirnmed that she was correct. There had been 15
t housand barrels per day of production nore than |ast year
or the year before.

Co-Chair MacKinnon asked if the state was above or below
the price point provided in the spring revenue forecast
The spring forecast |owered when the |egislature nodified
the price per barrel anpbunt. She wondered if the price was
| oner or higher than the state was currently experiencing.

M. Al per responded that the spring forecast had an FY 17
price of $39. Currently, the price was in the $43-%44
range. |If the price held, the state woul d be about $4 above
the estimate - round nunbers at these prices was $1 and the
price of oil made the state about $30 million per year.

Co- Chair MacKi nnon supposed the state was over estimating
expenses and under estimating revenue on what was before
the commtt ee.

M. Al per stated that the admnistration was estimating
revenue based on the price of oil. The volune of oil would
not nmake a material bit of difference. Mich of the new and
increnental production that lead to the increase was in
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NPRA and areas that did not pay a high royalty to the

state. At low prices the so called new oil, the gross val ue
reduction eligible oil, did not really pay a production
t ax.

Senator Dunleavy commented that the transportation of oil
woul d help by | owering the pipeline costs overall.

M. Al per agreed. The admnistration was nore or |ess
diluting the annual operating costs of TAPS with every
extra barrel of oil.

Senator Dunleavy asked if the bill contained all of the
changes to SB 21 that +the admnistration would be
pr oposi ng.

M. Al per responded that he could only speak to the bill
before the commttee. He did not know what night be
proposed at a future tine.

Senator Dunl eavy asked, "So there could be nore proposals
to 21?"

M. Al per replied that it was not for him to say. He
suggested that perhaps the comm ssioner could respond.

Comm ssi oner Hof fbeck was uncertain whether there would be
addi tional changes. The governor stated when he cane into
office that rewiting SB 21 was not on his agenda. The
adm ni stration had found areas that needed fine tuning. He
believed that wuntil the entire fiscal package was put
together it would be difficult to make a commitnent that
there would be no other changes. He was not aware of any
changes in the works.

Co-Chair MacKi nnon asked if there were other tax credits
t hat woul d be suspended.

Commi ssi oner Hoffbeck responded that the film tax credit
had been elimnated in the prior year. In terns of smaller
credit prograns he deferred to M. Al per.

M. Al per stated that the progranms, thenselves, were not
bei ng suspended. However t hr ough t he veto t he
adm ni stration was suspending the purchase of tax credits.
Many different credits fall under the sanme unbrella. Only
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the refundable tax credits were suspended. The state only
refunded credits in the world of oil and gas.

Co- Chair MacKi nnon asked about an indirect expense report
showing mllions of additional dollars going to other
i ndustries. /she wondered if there would be a bill in the
session to suspend the tax «credits or delay the
i npl enent ati on of paying those tax credits.

M. Al per stated that they were all credits used to reduce
tax payments.

Co- Chair MacKi nnon was awar e.

M. Al per explained that no one was preventing or trying to
prevent anyone from using them to reduce their taxes. |If
soneone earned them and had a tax obligation they could
reduce it. There had been |egislation regarding indirect
expenditures elimnating sone of the credits. He personally
wanted to see a nore aggressive look into sonme of the
itens.

3:32: 29 PM

Senator Dunl eavy noted that M. Al per had just provided an
opi nion on where he would like things to go.

M. Al per had opinions.

Co- Chair MacKinnon responded that there were industries
that contributed across the state. Al of those industries
were being hit at the sane tine the oil and gas industry
was being affected based on either the jobs created or
nmoney that was comng into the state of Alaska from
revenues. The noney was paying for, not receiving, taxes
from the other industries. It was not a tongue and check
matter. She was asking if there was any reason the
adm nistration was holding off paying all of the other
industries that were contributing to Al aska's econony but
were paying less taxes to the governnment in doing so. She
woul d appreciate an evaluation. She opined that one
i ndustry was being held as a reason to argue about their
busi ness practices, while other industries were benefiting
from the revenue of a particular industry that had
contributed to Alaska for nore than 35 years. Everyone was
trying to ride the fiscal situation the state was in. She
wondered if the state could suspend the other credits or
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delay paying the other credits agai nst their t ax
liabilities so that the state saw nore revenue rather than
a deferral of the revenue by allow ng other deductions.

M. Alper agreed that it was worth investigating and woul d
talk to the assistant attorney general. He was aware of a
credit reduction built into the m ning tax conponent.

Co- Chair MacKi nnon responded that it was the only bill the
committee had at present.

M. Alper expressed his gratitude to the conmttee for

hearing the adm nistration's bill. He nentioned other bills
that were looking for other industries to contribute nore.
There was a mning bill, a fisheries bill, a notor fuel
bill, and an alcohol and tobacco tax bill. The intent was
to pass all of them along wth a Permanent fund
restructuring bill. He encourage noving towards building

Al aska instead of fighting over how to fix Alaska. He was
par aphrasi ng the governor.

Co- Chair MacKi nnon apologized to the conmttee. Her office

did not receive the governor's tax bill until Jlate
afternoon on Monday. She reported reaching out to
contractors to look at the bill before the beginning of the

special session. The legislature's contractor was not
avai l abl e. The legislature had to change contractors in My
and actively pursued another contractor to do the fiscals.
That person was not available at least until the foll ow ng
Monday. The conmittee also reached out to the industry to
give them a chance to review the |egislation. They were not
avai lable until after Monday. At present she had nothing
else to go before the commttee between now and Monday. She
wondered if any conmttee nenbers wanted nore from the
adm nistration. The analysts also wanted to be well
prepared to provide the legislature wth correct
i nformati on.

3:37:45 PM

Vice-Chair Mcciche was processing the points brought
before the commttee.

Co- Chair MacKi nnon added that the commttee would continue
to pursue the analysis as well as prepare for the industry
that was affected by the bill and then nove to public
testimony. She encouraged conmttee nenbers to enmail her
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office with any requests for additional information on the
bill.

3:38:35 PM
AT EASE

3:38:52 PM
RECONVENED

Co- Chair MacKi nnon added that the conmttee had reached out
to the industry and would hear from the Ilegislature's
anal ysts prior to hearing fromthe industry.

#
ADJ OURNVENT

3:39: 23 PM

The neeting was adjourned at 3:39 p.m
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