HOUSE FI NANCE COW TTEE
March 21, 2017
1: 37 p. m
RECESSED UNTIL 9:00 a.m ON VWEDNESDAY, MARCH 22, 2017

1: 37: 38 PM

CALL TO ORDER

Co-Chair Seaton called the House Finance Committee neeting
to order at 1:37 p.m

VEMBERS PRESENT

Representative
Representati ve
Representati ve
Representative

Neal Foster, Co-Chair
Paul Seaton, Co-Chair
Les Gara, Vice-Chair
Jason G enn

Representati ve
Representati ve
Representative
Representati ve
Representati ve
Representative

David Guttenberg
Scott Kawasaki
Dan Otiz

Lance Pruitt

St eve Thonpson
Cathy Tilton

Representative Tanm e WI son

VEMBERS ABSENT

None

ALSO PRESENT

Ken Alper, Director, Tax Division, Departnment of Revenue;
Representative Garran Tarr.
SUMVARY
HB 111 O L & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS
HB 111 was HEARD and HELD in commttee for
further consideration.
Co-Chair Seaton reviewed the agenda returning to the

presentation on HB 111 fromthe tax division.
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#hb111
HOUSE BI LL NO. 111

"An Act relating to the oil and gas production tax
tax paynents, and credits; relating to interest
applicable to delinquent oil and gas production tax;
and providing for an effective date.”

1: 38: 38 PM

KEN ALPER, DI RECTOR, TAX DI VI SI ON, DEPARTMENT OF REVENUE,
turned to slide 13 of the PowerPoint presentation: "GO and
Gas Production Tax and Credits: Background and Bil
Anal ysis." The slide discussed the background on Al aska's
oil and gas taxes and anal ysis of CSHB 111(RES).

M. A per noved to slide 14. He explained that the
exploration credit went back to 2003, and was intended to
give a benefit against taxes of some percentage of spending
on desired exploration activities. There was also the
capital expenditure credit, which was part of the Petrol eum

Production Tax (PPT) bill. The capital credit was expanded
in 2010 and created a 40 percent credit called the “wel
| ease expenditure (WE).” The North Slope credit was

repealed with SB 21 [oil and gas tax |legislation passed in
2013] in the previous legislature. House Bill 247[oil and
gas tax legislation, 29th Legislature] elimnated the
capital «credit in tw stages, to be repealed in the
following year. In Mddle Earth there would be a snal
credit remaining into the future. The main credit that what
was discussed the nbst was the Net Operating Loss (NO)
credit, which paid for a percentage of a conmpany’s | osses.
That type of credit was “stackable” with exploration and
capital credits. This lead to up to 85 percent state
participation in conpany expenditures for about a two-year
peri od.

1: 42: 30 PM

Representative Quttenberg wondered about stackable credits
and how preval ent they were in the world.

M. Al per responded that the whol e idea of cashable credits
was quite unique to Alaska. He did not know whether they
existed in other jurisdictions.

1:43: 52 PM
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Co-Chair Seaton acknowl edged Representative Otiz and
Representative Tilton at the table.

Vice-Chair Gara asked whether M. Al per knew of another
jurisdiction that pays for a portion of a conpany’ s | osses.

M. Al per responded that it was not unusual for |osses or
pre-production spending, also considered |osses, to be
carried forward and captured once there was production and
value. There were many ways to do this, but it was the
nature of a profit system that the costs from pre-
production ended up in the taxes post-production.

Vice-Chair Gara indicated that the nmjor producers saw a
35 percent credit for NOL and a 35 percent deduction on
their expenses, but did not pay a 35 percent tax rate. He
asked whether it was not nore commobn to see a deduction
based on tax rate as opposed to sonething nuch l|arger than
the effective tax rate.

M. Al per pointed out the difference between the nom na

versus the effective tax rate. He suggested it would be
easier if it were just a flat tax rate. He had a slide that
provided a better NOL rate. He agreed that the system
creat ed nuances such as those nentioned.

1: 46: 24 PM

M. Alper scrolled to slide 15. He spoke about sone of the
different tax credits. The small producer credit went back
to the beginning of PPT. It was designed to nmake the first
anount of a conpany’'s profits effectively tax-free if it
fell beneath a certain production threshold which worked
out to be the first $12 nmillion of tax liability for the
first nine years of production. In order to qualify, snal
producers had to have first production by My 2016. There
woul d be a gradual phase out of small producer credits over
the subsequent nine years. The per-taxable barrel credit
had been the foundational credit for the SB 21
cal cul ation. He nentioned the sliding scale for |egacy oil.
The new oil would receive the $5 flat rate credit. Oher
credits were essentially cash, and were not really
considered production tax credits, but were against the
state’s corporate incone tax.
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M. Al per discussed credits against corporate incone taxes.
In 2007, the state began to buy back the credits at face
value from the conpanies. He explained the rational e behind
the choice. The state created a tax credit fund and created
certain rules for buyback. One of the rules governing this
was that the conpany had to produce less than 50,000
barrels per day in order to be eligible for cash. The
| arger conpanies would have to carry their credits forward
to the followi ng year. Exxon, ConocoPhillips, and BP, as
well as Hilcorp as of 2015, all fit this category.

1:50: 10 PM

Representative WIlson asked if it nmade a difference whether
a conpany wote off the loss in its taxes or if the state
paid a check to the conpany.

M. Al per answered that there was no real difference. He
pointed to a big table in the Revenue Sources Book, Table
8-4, which broke out cash credits, credits subtracted
against liability, North Slope/non-North Slope, with a |ot
of detail. The main difference was tine. |If the conpany was
set to receive cash, they would receive it the follow ng
year, whereas if the credit was used against the conpany's
own taxes, they nmay receive it five or seven years |ater

Representative WIson asked if those were the sane credits
that a conpany could take to a bank as coll ateral.

M. Al per responded that there had been a provision added
in 2013 that enabled a conpany to assign the rights to its
credit cash to a bank. For the state, that neant that it
was paying directly to the bank, which allowed for sone
bankruptcy protection to the bank. Mich of the lending for
small oil conpanies was venture capital, high-risk noney.
What began to occur was conpanies would borrow an extra $50
mllion in year 1. They had the sanme startup noney from
venture capitalists and would bank on that credit to pay
the second |ender back. The banks that were naking the
short-term | oans were left hanging with the lack of credit
cash.

Representative WIlson asked if the credit system increased
oi | production.
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M. Al per responded that he did not want to speculate on
i ncreased production, but that it certainly had accel erated
spendi ng.

1: 53: 07 PM

M. Al per noved to slide 16 on the history of oil and gas
production tax credits.

FY 2007 thru 2016, $8.0 Billion in Credits
North Sl ope
e $4.4 billion credits against tax liability
Maj or producers; nostly 20% capital credit in
ACES and per-taxable-barrel credit in SB21
e $2.3 billion repurchased credits
New producers and expl orers devel opi ng new fi el ds

Non- North Sl ope (Cook Inlet & Mddle Earth)

e $0.1 billion credits against tax liability
Another $500 to $800 mllion Cook Inlet tax
reductions (through 2013) due to the tax cap stil

tied to ELF
e $1.2 billion repurchased credits (nbst since
2013)
M. Al per elaborated that $8 billion was offered in credits

in the first 10 years of the program About $4.5 billion of
that was not an expenditure by the state, but an offset to
taxes and a reduction in revenue received. This occurred
mostly in the North Slope, and alnost entirely via either
the per-barrel credit in SB 21 or the old 20 percent
capital credit from ACES. If a major producer spent $600

mllion, and earned 20 percent capital credit, they would
be subtracting $120 nillion from that year’'s taxes. The
other $3.5 billion were cash credits.

1:54: 28 PM

Vice-Chair Gara asked if the state still allowed conpanies

to sell their credits to other conpanies at a discount.

M. Al per explained that the credits could be sold to
anot her conpany and that the conpany had to inform the
state of the activity, but it was not required to specify
how nuch it received. The private market for secondhand tax
credit was an unknown, private negotiation.
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Vice-Chair Gara provided an exanple of the state buying
back credits fromBP for the full amount. He asked whet her
it had been proposed that the state participate at the sane
| evel, buying themat a discount.

M. Al per responded that he did not know whether that had
been proposed, but the Senate added |anguage to HB 247 in
the previous year which said that a conpany could get up to
$70 mllion in a given year. The first $35 mllion had to
be paid at face value. If it wanted nore, the conpany woul d
have to accept a 25 percent haircut. The nobst any conpany
could get would be $61.25 mllion to purchase $70 million
worth of credits. There had never been a discussion to buy
the credits at a discount.

1:56: 51 PM

Representative Pruitt spoke to the credits against tax
liability. He asked whether when M. Alper neant the $8
$7, $5 when referring the per-taxable barrel credit in SB
21..

M. Al per replied in the affirmative.

Representative Pruitt asked how rmuch of the $4.4 billion
was associated with that particular credit.

M Alper replied that the credit becane effective in
January 2014, with the effective date of SB 21. In the
first 18 nmonths or so, it was around half a billion
dollars. It had been a much small er nunber since prices had
fallen, to where nost North Sl ope production was well under
the mnimum tax threshold. He noted that a l|ater slide
woul d show that the nunbers quickly went to $8 [slide 47]
then dropped rapidly at prices under $70 and conpanies
bunped up agai nst m ni nrum t ax.

1: 58: 06 PM

Representative Pruitt was trying to recall the discussion
around SB 21. He recalled that there had been concern that
the state was noving away from the progressive tax in
Al aska’s Clear and Equitable Share (ACES). He wondered if
the state should be grouping the tax with other credits. It
was an integral part of that particular tax.
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M. Al per remarked that the answer to the representative's
previ ous question was $1.2 billion. He stated that it was a
credit, it was called a credit in statute, it needed to get
accounted for when credits were accounted for, and it was
used to offset taxes. He agreed it was an integral part of
the SB 21-based tax system The change had been nmade for
reasons of progressivity. The original bill presented by
Governor Parnell had been a 25 percent flat tax, wthout
progressivity or per-barrel credits. The problem with that
was that, when layered with royalty, which was slightly
regressive, it lead to an overall regressive tax regine.
The goal of the then legislature had been to have a
relatively flat total governnent take curve. That changed
from $25 with no credit to $35 with a $5 credit, and was
roughly revenue neutral at $100 per barrel oil. It wasn't
viewed as a tax increase, only an increase in the tax rate,
with a credit benefit that roughly equal ed each other out.
Suddenly, it added $800 nmillion a year in credit liability
to the state, even though it was revenue-neutral.

2:00: 47 PM

Vice-Chair Gara reported that the 35 percent credit was
called a 35 percent tax - he strongly disagreed. When the
so-called credit, which was really a price-sensitive tax
reduction, takes place, at $80 per barrel the state
received 15 percent profits tax. He stated it was not
really a 35 percent tax.

M. Al per stated that the bill introduced in 2013 had a
flat 25 percent tax. Had that structure survived, it would
be a 25 percent tax at all prices. By throwing in the

subtractive feature, nomnally the state received above 25
percent at certain prices, but for the last three years
those prices were quite a bit |ower than that.

2:02:17 PM

M. Al per explained slide 17.

Provi ding sone detail out of confidential data:
O the nearly $3.5 billion in state-repurchased
credits through the end of FY16:
e $1.5 billion went to eight North Slope projects
t hat now have production
* $0.8 billion went to 11 North Slope projects that
do not yet have any production. Sone of these are
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abandoned, and sonme are in process

* $0.9 nillion went to eight non-North Slope
proj ects that have production

* $0.3 nillion went to eight non-North Slope
projects that do not yet have any production

M. Alper remarked that the data was all confidential, but
that of the $3.5 billion in state-repurchased credits,
about $1.5 billion went to 8 conpanies on the North Sl ope
that were currently in production. Another roughly $0.8
billion went to 11 North Slope projects that did not yet
have production. $0.9 mllion went to 8 non-North Slope
projects that had production, and about $0.3 mllion went
to 8 non-North Slope projects that did not yet have
pr oducti on.

M. Al per continued to slide 18.

North Sl ope Repurchased Credits
« Between FYO7-FY16 spent $1.5 billion supporting
ei ght produci ng projects
e Total production from these producers through end
of 2015 is 63 mllion barrels
e Total credits = $24 / barrel
o Doesn’'t include paynments to non-producing
proj ects
o This nunmber wll decrease over tinme due to
addi ti onal production fromthese fields
* Lease expenditures for these projects, through
FY15, were $6.0 billion
o0 Credit support was 25% of | ease expenditures

M. Al per elaborated on slide 18 Narrowng down to North
Slope credits that went to conpanies in production, through

the end of calendar year 2015, that came to 63 mllion
barrels of oil produced. The state’s investnent was about
$24 per barrel. The total <credit support for |ease

expendi tures was 25 percent.

2:04: 24 PM

Representative WIson asked how mnuch noney the state
received through royalty, oil, and other taxes up to FY 16.

M. Al per explained that $61 billion was the total oil and
gas revenue.
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Representative WIlson surmsed that the state had paid out
$3.5 billion for the $61 billion that it received.

M. Al per suggested it was inportant to recognize that the
great bulk of that revenue cane from ol der assets that were
producing long before the state began buying tax credits

He agreed that a relatively small anpbunt had gone to tax
credits in the early years. It was becomng a |arger
percentage as prices declined.

2:07: 06 PM

Representative WIson disagreed, stating that sone of the
repurchasing was owed for what had been previously
recei ved

M. Al per responded that the nunmbers represented in the
slides were paid in full. The issue of unpaid tax credits
was |imted to FY 17 and beyond.

Representative WIson asked whether there was not a way to
say that credits comng forward had nothing to do wth
projects that canme online that provided benefit to the
state.

M. A per remarked that the slide attenpted to identify
projects that were specifically tied to the credits
recei ved.

Representative Wl son stated that a ot of the credits that
were witten off had to do wth production already
received, as there were not a lot of new projects going
forward. She wanted to ensure that it was not the case that
the state was not getting its noney’s worth from 2017.

M. Al per gave the exanple of a project for which a conpany
received $100 mllion in credits over tinme, with 5 mllion
barrels of production in a few years. Sinple division would
say that the state had invested $20 per barrel. Three years

on, that conpany could be up to 10 mllion barrels, from
those sanme wells, and not earning nore credits as they were
not drilling nore. At that point the $20 per barrel figure

drops to a $10 per barrel figure, as all the old credits
woul d be divided anong nore barrels.

2:08: 32 PM
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Representative QQuttenberg reiterated that the state had
paid $1.5 billion on eight producing projects, for a tota
of 63 mllion barrels. He asked how nmany of the barrels
were in production before the credits cane online. A lot of
the projects were already in place pre-SB 21, which changed
the economcs. People applauded all of the things that
happened with SB 21, but many of those were already in
pl ace. He asked M. Alper to extrapolate how much of the
$63 million was a result of those credits.

M. Al per responded that there were inevitably decisions
that had to be nade when putting together the data set he
was presenting. The projects which were already in the
pi peline before SB 21 were not included, however Econom c
Limt Factor (ELF) projects were included in the 63 mllion
barrels.

Representative GQuttenberg concluded that it was really
difficult to understand the results of the credits outside
t he boar droom

M. Al per explained that he attenpted to get as nmnuch
information to the decision-makers as he could within the
current |laws regarding confidentiality.

2:11: 08 PM

M. Al per spoke to slide 19. He highlighted that the slide
showed the production tax received by year since FY 07. The
first bar showed calculated tax, or the tax rate. The
m ddl e bar showed the anmount of revenue actually received
by the state. The darker red bar was the net incone to the
state after cash credits have been paid. The system had
developed in a time in which the state was receiving $2

billion to $6 billion a year. Investing in the future of
Al aska made a certain fiscal and |long-term strategic sense.
Then the price fell and the credits remained simlar in

scope. Suddenly, the revenue was offset by the credits. In
FY 15 and FY 16, the anount of credits paid was nore than
the revenue comng in. Al of the liability for FY 17
rolled forward and would becone FY 18 liability, shown in
the negative red bar in the slide. The forecast showed a
smal | nunber

M. Al per turned to slide 20 which showed the sane data set
but with unrestricted petrol eum revenue. The only thing not
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shown was royalties going into the Permanent Fund. High
nunbers get higher, but the amobunt of total revenue is nore
dramatically inpacted by having a several hundred mllion
dollar credit system

2:13: 59 PM

Vice-Chair Gara asked M. Alper to return to slide 19. He
asked whether, with all owed credits paid, there would be a
net zero in 2019.

M. Al per responded that he would have to examne the
nunbers but that to the naked eye it looked like a fairly
| ow nunber.

Representative WIson wondered why the state would not add
all of the royalties into the chart, as the state stil
receives them

M. Al per answered that the chart was nmade at the begi nning
of the process. The unrestricted royalties could be added.

Representative WIson Dbelieved t hat including all
royalties namde the graph transparent and easier for
constituents to understand.

M. Alper indicated that it was a robustly edited graph,
with requests from commttees over the |last year. He would
be nore than happy to add anot her | ayer.

Representative Pruitt asked if M. Alper recalled that the
t hroughput forecast for 2026 was around 309,000 barrels per
day.

M. Alper agreed that it was in the 300,000 to 350,000
range. At the beginning of the chart, it was around 700, 000
per day of throughput in 2007 and 2008.

M. Alper turned to slide 21. He spoke to the wunpaid
bal ance:

 FY2009- 2015 Legi sl ature used “open ended”
appropriation | anguage. Al credit certificates
presented were purchased

 FY16 Appropriation Capped at $500 million
o0 $498 mllion paid out by end of June
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o About $211 mllion North Slope, $287 mllion non-

NS
» FY17 Governor proposes $1 billion to clear credit
liability as part of reform package and full fiscal
pl an
0 Legislature appropriated $460 nillion towards
expect ed demand of $775 million
o Covernor vetoed all but $30 mllion (fornula
calc.)
o Funds were paid first in-first out; npbst went to
Cook Inlet capital and well |ease expenditure
cl ai ns
M. Al per expounded that the anount presented for

repurchase estimated to be $400 mllion was appropriated
from the General Fund to the tax credit fund. He stated
that the nost that was ever spent in a given year was $628
mllion. For FY 16, the governor struck out the open-ended
| anguage and replaced it with $500 mllion. It turned out
to be $498.5 nillion, so the appropriation was spent. A
little over 40 percent was North Slope, and the rest non-
North Sl ope, neaning half of the credits were Mddle Earth
and Cook Inlet credits. He reported that Representative
Geran Tarr had nentioned the governor’s conplete fiscal
package introduced in the previous |egislative session
including a one-tine $1 billion appropriation to put noney
into the tax credit fund. This was envisioned as an overal
solution that would elimnate nost of the credits into the
future and fix the existing problem The package had not
passed and what was eventually appropriated by the
| egislature was $460 million. He did not know the origin of
the amount. At the tinme the estinmated denand had been $775
mllion, so this was underfunded. The governor vetoed $460
mllion down to $30 mllion, based on a formula
calculation. The fornula was a statutory guideline.

2:19:19 PM

M. A per continued to address slide 21 showing the
$30 million had been spent and nost of the noney had gone
to Cook Inlet earlier clains. He noved to slide 22 and
shared that the Tax Division had issued about $600 nillion

in certificates in FY 17; about $100 mllion had either
been paid or transferred.

e $600 mllion in certificates have been issued in
FY17
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O these, about $100 million have either been:
o Paid (from the roughly $30 mllion available
funds);
o Transferred (to be used agai nst anot her conpany's
tax liability); or
o Are ineligible for repurchase
e Total remaining awaiting repurchase ~$500 million

« Applications in-hand about $200 mllion
o $50 million “023" credits (NOL and Cook Inlet

drilling)
o $150 mllion “025" credits (Exploration; have
sunset)
e So total known demand is roughly $700 million

e Additional ~$400 mllion forecasted for FY18

M. Alper specified that the current anount awaiting

repurchase was $500 nillion. About $200 million was in-hand
applications, about $50 mllion in NO.L and Cook Inlet
drilling, and $150 million in the exploration credits had

sunset. The division was currently working through a very
large last slug of the exploration credits. The division

knew  about $700 mllion and antici pat ed anot her
$400 mllion in FY 18. That neant $1.1 billion in
lTability, m nus appropriations and current credits
changi ng hands, | eaving a hangi ng bal ance of $900 m | li on.
2:21:53 PM

Representative Pruitt asked  what ki nd of credits
represented the $400 million forecast in FY 18.

M. Al per answered they were nostly NOLs and Cook Inlet
capital and WLE credits. Al of the 2016 NOLs would cone in
roughly March 31 [2017].

Representative Pruitt suggested the NOLs were not cashabl e.
He was trying to understand the partial paynent .
Utimately, he wondered how nuch would have to be cashed
out .

M. Al per responded that they were cashable. The current
nunmber was nore |ike $500 million.

M. Aper turned to slide 23. He explained that the
greybars represented what the statutory fornula would
appropriate in a given year, expected to be $50 mllion to
$100 mllion. Meanwhile credits would accrue at a faster
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rate. The rate of increase was shrinking due to reforns.
The graph only represented known, current projects, |eading
to $1.6 billion by 2026.

M. Al per noved to the fornula on slide 24:

Credit appropriation formula AS 43.55.028(b) and (c)

e Based on a percentage of production tax revenue
before subtracting credits that are taken against
liability)

o Forecast price bel ow $60: 15%
o Forecast price above $60: 10%

 Was never used in previous years’' budgets before

FY17

e Earlier years woul d have gener at ed | ar ge
appropriations that would have exceeded the denmand
for credits, “endowi ng” the fund

 Recent years would have spent down any past
sur pl uses; reducing the fund to zero by FY2016

 Wd be in the same place now only there wouldn’t
be the expectation that we'd provide wunlinmted
f undi ng

M. Alper relayed that had the formula been followed then,
the anount appropriated would have been nore than the
demand. It would have endowed a tax credit fund. Once |ower
prices occurred, the wunpaid credits would still be an
issue, but the difference would be that there would not be
the expectation from industry that the state would provide
unlimted funding.

2:26:24 PM

M. Al per advanced to slide 25, showing how the formula
worked and how it would have worked. Open-ended | anguage
for the appropriation becane nore convenient and was nore
for the sake of sinplicity rather than policy. He explained
the differences between budgeted versus actual versus
statutory tax credit funding formula. The graph showed
credits received, actual production tax, credits against
liability, revenue due to AS 43.55.011, oi | price
forecasts, credit caps per AS 43.55.028 (c) and end year
fund bal ances.

Representative W son asked whet her, because t he
cal cul ation was based on ACES, when there was a change to
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credits, the state should have been utilizing the fornula
to ensure that funding followed the formula as well. She
wondered if the nunbers would be different. She thought the
formul a should be | ooked at every tine there was a proposed
t ax change.

M. Alper answered that had the fornmula been followed from
t he begi nning, what she had described would the case, and
the formula woul d have been revisited. As no one was in the
habit of using the formula, it had not been revisited. The
moment in which that would have been inportant was in the
era of the Cook Inlet Recovery Act. It created what lead to
a new liability of a couple of hundred mllion dollars per
year. Had it been built into the system the fornmula my
have had to adapt.

Representative WIson asked whether one could speculate
that, had the fornmula been used, and the nunbers were
positive rather than negative, the state would be
revisiting the tax structure if there was not the liability
since the state had a fornmula that worked and that the
state fol |l oned.

M. Al per responded that the poster child for the tax
credits were the conpanies wanting to explore areas that
were too marginal for the major producers - the 50 mllion
to 10 to 20 thousand barrel per day fields. Wat happened
was a handful of rather large, unexpected discoveries. |If
the current system applied to those projects going forward,
that would nean billions of dollars in credit liabilities
which the state sinply did not have the resources to pay
for. The system woul d need to be revisited anyway.

Representative W/l son explained that nost of the tinme North
Sl ope and Cook Inlet were thrown together, when one of them
was subsidized. She wondered if Cook Inlet were taken out,
| eaving only North Sl ope, what the nunmber would | ook |ike.

M. A per stated that the departnment would |ook at the
assunption that Cook Inlet had its own revenue-neutral
fundi ng source, and what the endowed fund woul d have | ooked
like with only the North Slope credits.

Representative WIson asked in the departnent to include
interest in the data it was conpiling.
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M. Aper replied that the departnent would put the
i nformation together.

Co- Chair Foster recognized the presence of House Resources
Co- Chair Representative Geran Tarr.

2:32:25 PM

Vice-Chair Gara asked for verification that the Cook Inlet
credits disappeared in FY 19.

M. Al per responded that Cook Inlet credits would di sappear
conpletely in calendar year 2018. The last credits from
cal endar 2017 would be paid in FY 19, so they would
di sappear conpletely in FY 20.

Vice-Chair Gara asked to return to slide 19. Wth no new
Cook Inlet credits in FY 19 and FY 20, the graph showed
North Slope credits deducted from production taxes, close
to zero.

M. Al per responded that in the 2020s, the forecast price
of oil was creeping up, but still in the range of receiving
the minimumtax. At very low prices, very little per-barre

credit could be used. Once oil prices reached the $60 to
$70 range, there was still a mninum tax but all $8 was
bei ng used. He noted that cash credits (represented by the
gap between the second bar and the red bar on slide 19),
were using up about half of the remaining revenue.

Vice-Chair Gara referred to the large fields as non-GVR
fields. The GVR fields were new fields and post-2002
fields. The fields that received credits for the first
seven years pay close to zero production tax at oil prices
up to $70 per barrel. He asked for verification that this
was true.

M. Al per responded that the $5 per barrel credit for new
oil was not held to the mninmnumtax so it would pay zero.

Vice-Chair Gara reported the state was getting a zero
percent production tax wuntil oil prices reached $70 per
barrel. He asked for comrttee discussion on the zero
revenue for no production, when sonme of those were projects
t hat were al ready novi ng ahead.
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M. Al per replied that there were many things the bill did.
He remarked that the legislation was substantial. It shrunk
the size of effective NOL credits, it abandoned cash
paynents for them and it hardened the mninmm tax.
Specific provisions in the |egislation addressed the issues
in the status quo.

2:37: 04 PM

M. Aper returned to slide 25. He posited what would
happen to a conpany that had $900 mllion in credits. The
credits were not considered debt and did not incur
interest. They were a tax offset docunent. They could be
sold or transferred to another conpany. There was not nuch
demand at present especially as even nmjor producers have
low tax liability. The conpanies were not paying very mnuch,
and it could only be used to offset 20 percent of tax. The
exploration credits were not under that restriction,
however, the last of the exploration credits would be
issued later in the year. The secondary market for credits
was not robust.

M. A per noved to the topic of the major provisions and
regional inpacts of HB 247 on slide 28. The final |aw had
been | argely based on the Senate’ s version of HB 247.

Cook Inl et
« Conpl ete phase-out of NOL, QCE, and WLE by 2018
e Extends “tax caps” on gas indefinitely, adds $1/

bbl oil tax
e Minicipal utility pro-ration of costs
M ddl e Earth

e Reduces the NOL, QCE, and WLE credit rates
* Extends “Frontier Basin” exploration credit to

July 2017
North Sl ope
* GVR “Graduation” provision after three to seven
years
* GVR can’'t be used to increase the anount of an
NOL
St at ewi de
e $70 mllion per conpany per year cap ($61 with
“hai rcut”)
* Interest rates increased for 3 years, then drops
to zero
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 Transparency, | ocal hire, state obl i gati on
of fsets, surety bond

2:43: 17 PM

Co- Chai r Seaton referred to the qualified capital
expenditure (QCE) credit, which had been extended past a
July 1 date in the Senate version of the bill. He asked if
the particular credit could be used for Hilcorp's flow out
gasline in Cook Inlet.

M. Al per responded that the QCE credit had been reduced
from 20 percent to 10 percent for 2017. Mddle Earth woul d
continue on and Cook Inlet would go to zero. If capital
work was to be carried out in 2017, the conpany could apply
for the credit. He did not know about specific restrictions
for repairs. There was specific language in statute that
covered restrictions.

2:44:18 PM

Vice-Chair Gara asked M. Alper to explain the effective
tax rate on oil produced in Cook Inlet.

M. Al per relayed that the Cook Inlet oil and gas paid the
| onest tax under ELF. The smaller fields paid the |owest
tax. He detailed that PPT |ocked ELF nultipliers from 2005
into place for all oil and gas fields in Cook Inlet through
2022. On the gas side the average gas production was taxed
at 17 cents per 1,000 cubic feet, and all oil was taxed at
zero. In HB 247, the 17 cent tax was extended in
perpetuity, and it would no |longer sunset. On the oil side
the zero was seen as unsustainable; therefore, the Senate
placed the $1 tax in HB 247. There were about 5 mllion
barrels of oil produced in Cook Inlet, so the result was $5
mllion.

2:46: 55 PM

Vice-Chair Gara asked if there was a way of converting to
terms of gross or profits tax that were nore conmonly used.

M. A per said that he did not know the actual costs of

producing oil in Cook Inlet. The tax cap in place nmade it
| ess inportant for tax calculation. He reported that all of
the oil produced in Cook Inlet was sold to |[ocal

refineries, not to the global narket, and did not have the
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same shipping costs associated with it. It would be easy to
describe it as a gross tax. He did not think there was
enough information to convert it to a net tax.

Vice-Chair Gara stated that oil was a global commodity so
the price was the sane regardless. Taxing oil by a dollar
woul d not make the cost for oil higher.

M. Al per agreed. For the sake of sinplicity, one could
assune that that oil was being sold for $50, which was
about what a barrel of oil was worth. He specified that a
$1 production tax was about 2 percent of the gross.

2:48: 56 PM

Co-Chair Seaton asked M. Alper to provide a conparison
which would help to determ ne an appropriate tax for Cook
Inlet, considering that it did not incur the sane expenses
as North Slope oil.

M. Al per conplied and suggested that if the market price
was $50, the gross tax from the North Slope was 4 percent
of $40 and the dollar tax in Cook Inlet was 2 percent of
$50, it could be determined what tax would be conparable
for the Cook Inlet.

Co- Chair Seaton asked about the gross val ue reduction of 20
percent. He asked whether the extra 10 percent used to
| oner the royalties was still on the books.

M. Al per thought Co-Chair Seaton was referring to the late
addition to SB 21, which created the gross val ue reduction.
It was a 20 percent benefit for “new oil,” and a new | ayer
was added. If all leases on a given field are greater than
12.5 percent then the conpany would receive a 30 percent
benefit. This was characterized as a payback for high state
royalties. He wunderlined that this only regarded state
royal ties.

2:51:53 PM

Representative Pruitt asked where the oil would conme from
if the refineries did not purchase the Cook Inlet oil. M.
Al per thought it would conme from the North Slope or
somewhere el se in the world.
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Representative Pruitt asked if the cost for a sinmlar
product from sonmewhere else would include delivery. M.
Al per thought that all oil contracts were different, but
believed that there would be a higher price due to
del i very.

Representative Pruitt indicated that the market cost of $50
for oil, for exanple from the Mddle East, would have an
added <cost for delivery.M. Alper nentioned that the
contracts were private, but that he assuned that closer oi
woul d be attractive due to this |esser cost for delivery.

Representative Pruitt asked whether a state increase to
Cook Inlet oil tax would increase the costs to custoners.

M. Alper thought it was reasonable to assunme that
conpani es would pass those costs on. It would be another
cost to the refineries. He underlined that there was no
change to Cook Inlet tax in the |egislation.

M. Alper continued with slide 29 regarding concerns over
tax and credit system

e Hybrid system with a net tax above $75, a gross
tax between $45 and $75, and a net tax (via the
NOL credit) bel ow $45

e Possible multi-billion dollar future Iliability
for | arge new di scoveries

e Possible ability to use carried forward operating
loss credits to zero out all taxes (“hardening
the floor”)

* Equity between major producers and new explorers
if maj or changes made to operating | oss credits

e High per barrel <credit keeps us in the 4%
“mnimumtax” at up to nearly $80 oi

Representative Wl son asked if the sanme effect occurred due
to constant changes to the tax structure.

M. Alper was unaware of how oil conpanies factor in
changes in Alaska oil tax. He thought that the current
structure was unstable. The potential credit liability was
larger than the anticipated revenue. Regardless of what
action was taken, the state still would not have the neans
to pay $1 billion per year in tax credits going forward
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Conpani es needed to know how the state would resolve that
i ssue before they could commt to producing that oil.

2:59:24 PM

Representative WIlson remarked that Al aska was the unstable
entity. The projects are long-term and the changes to the
tax system were yearly. She asked M. Al per whether he was
confident that the proposed legislation would ensure the
tax structure could stay in place for at |east three years,
resulting in nore oil in the pipeline.

M. Al per replied that he could not prom se anything, but
noted the inportance of resolving the credit issue in a
stable manner. He did not think the current bill before the
commttee would address the issue of tax. He thought issues
of oil tax would continue to cone up inevitably, but the
issue of oil credits needed to be addressed in the current
year.

3:01: 47 PM

Representative Pruitt asked which credits M. Al per thought
shoul d change.

M. Al per answered that NOLs in current law were not
af fordable as cash. If the policy were to be that the state
woul d not buy credits, then it should be put into statute.
He woul d address the sectional of the bill in later slides.
The overarching change in the legislation was getting the
state out of the business of paying cash for NOLs.

Representative Pruitt asked if the oil conpanies felt
simlarly about the issue and whether the state could
expect a simlar conversation with them

M. Al per suggested that no conpany would gladly give up a
benefit, however no one was proposing taking away the
$900 million in credits. Going forward, the state needed to
know what the conpanies need to nove ahead with projects,
with the understanding that the State of Al aska was getting
out of the cash business.

Representative Pruitt stated that the conpanies neke plans
years into the future. He wondered if they would come to
the state to indicate that |losing that benefit would affect
t hose pl ans.
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M. Alper said that the oil conpanies had paid 90 percent
of state governnment in the past. Wen the state needed
noney, it would previously go to oil conpanies rather than
a cigarette tax which would have raised $25 mllion

Suddenly a substantial percentage of the GF was com ng out
of invested assets. In all likelihood, it would take sone
of the pressure off future |egislatures because expectation
and demand woul d be | ower ed.

3:07:28 PM

Vice-Chair Gara asked about the page 2 in M. Al per's
response to Vice-Chair Gara dated February 6, 2017 (copy on
file), regarding the effective tax rates on GVR and non- GVR
oil at various prices. He asked for verification that there
was an approximate tax of 4 percent from non-GVR fields
(i.e. Prudhoe Bay and older fields) at prices slightly
above $70 per barrel.

M. Alper replied that the statenent was nostly accurate
but noted things varied from producer to producer. He added
that the mninumtax governed to around $70 or so.

Vice-Chair Gara referred to new oil (i.e. Nakaitchuq,
Qooguruk, Point Thonson, and other post-2003 oil). He
stated that for the GV/R oil the state did not receive the 4
percent tax up to oil prices at about $70 per barrel. He
stated that according to M. Alper's report, the average
North Slope GVR field did not pay the 4 percent m ninmum tax
and paid no taxes up to prices of about $70 per barrel for
the first seven years.

M. A per replied in the affirmative related to production
tax. He detailed that there was no hard floor on new oil
There tended to be zero tax at |ow prices.

Vice-Chair Gara stated that one of his biggest concerns was
related to what he ternmed the "zero percent and four
percent tax problent the state would live with until oi
prices exceeded the current price by 25 to 40 percent. He
suggested that if the state were to have the audacity to
rai se those taxes, for every $1 increase the conpany only
pai d about $0. 60.

M. Al per thought the net $0.60 was fairly accurate.
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Co-Chair Foster indicated that the commttee would have to
adj ourn in about 20 m nutes.

M. Alper stated that the next few slides would prove
inportant as they contained graphs which illustrated the
| egi sl ation.

Co-Chair Foster asked M. Alper to proceed wth the
sectional anal ysis.

M. Al per advanced to slide 31. He spoke to the inpact on
interest rates in Section 2:

I nterest rates were anmended i n HB247
 DOR expressed concern when Senate Finance CS
introduced the “zero interest after 3-year”
provi si on
e Mkes it very hard to settle tax disputes
e Sought to get it renoved in Conference Committee
» Proposed renoving it in HB 5005(July session)

e Currently, doesn’t inpact any actual interest
calculation until 2020 so can be retroactive to
1/ 1/ 17

Concern with | anguage: HB247 separated the G| and Gas
Production Tax interest rate from all other taxes for
the first time. HB11l1l does not fix this. W would
prefer all taxes to use the sane interest.

M. Alper elaborated that the problem with interest going
to zero after three years was that there was no incentive
to settle. This bill could go through the court system
while earning the tine-value of noney in appeal. He thought
the interest rate should stay the sane. He did not think
there should be a zero interest rate. No one would be
paying zero until 2020, so it could be nade retroactive to
2017.

3:15: 05 PM

M. Al per continued to address slide 31 and pointed out
that HB 247 had separated the production tax from
everything else. If the legislation was going to address
interest rates, the admnistration requested that the
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interest rate be the same for all taxes. He noved to slide
32 and addressed Sections 3 through 4 of the |egislation:

| nformati on about credits nade public
e These sections were originally introduced as HB99

* Expands provision from HB247 requiring annual DOR
report of who received tax credits and the anount
* Adds to the report how nuch in tax credit
certificates is issued, as well as
o A description of each conpany’ s
expendi t ures;
o The purpose of the expenditure; and
o The lease or property on which it’s

| ocat ed
Concern with |anguage: As this bill nostly elimnates
“credits,” to neet the intent of the original bill it
may be necessary to redraft Sec. 4 to report “lease

expenditures. Also, Sec. 22 is redundant wth the
other report requirement in Sec. 4

Representative Pruitt shared M. Alper's concern. He felt
it represented a huge change. He understood the
conversation about transparency, but he wondered if there
were Securities Exchange Comm ssion (SEC) violations that
could occur related to | ease expenditures.

3:18: 59 PM

M. A per replied that the point was valid and he was not
necessarily suggesting that conprehensive expenditures were
rel eased. Since it was converted to a carry forward | ease

expenditure, if the sane information was desired, the
drafted sections would not obtain that goal. He noted that
Rich Ruggiero [oil and gas consultant hired by the

| egislature in 2017] knew nore about the nature of
transparency and what was |egally required.

3:20: 23 PM

M. Al per continued to slide 33 related to Section 5 on
executive sessions:

Provi des authority for DOR to share certain
confidential taxpayer information with |egislators
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e As witten, legislators would have access to
t he same information as our audit
enpl oyees

« Section requires devel opi ng a substantia
confidentiality agreenent to be signed by
| egislators

e Sone administrative costs and possible taxpayer

concer ns

 Wuld likely engage | RS rul es i ncl udi ng
background checks, chain of custody, information
retention, et c.

Concern wth [language: Also my need to change
reference from*“credits” to “l ease expenditures”

M. Al per thought this would involve creating a very robust
confidentiality system He relayed that when an enployee
| eaves the tax division, all other enployees nust be
infornmed so that no information is thereafter shared.

3:21:34 PM

Representative WIson asked about the Iliability. She
wondered if the liability would rest on the I|egislator or
on the state.

M. Alper inmagined the state could be held accountable for
negligence. The IRS [Internal Revenue Service] could cut
off access to certain taxpayer data if they deened it
necessary. The Tax Division was under additional scrutiny.

Representative WIson wondered about information being
taken with pictures on a smartphone. She wanted to be able
to provide information to her constituents but wanted to be
certain that there was no risk of liability.

3:24:05 PM

M. Al per noved to the subject of a mninmum tax on slide
34:

The mnimumtax is an “alternative” cal cul ati on

» The taxpayer calculates their net-profits tax,
which is 35% of “production tax value” less the
sliding scale per barrel credit
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e In parallel, they calculate the *“gross mninmm
tax”, which is 4% of gross (well head) value when
oil prices are above $25 / bb

e Actual tax due is the ‘higher of’ the two
cal cul ati ons

« Typical “crossover” occurs at about $70-$75 oi

e Amendnent raises this mninmum tax from 4% to 5%
when the oil price is above $50

M. Al per expounded that the anmendnent changing Section 6
woul d change the tax from 4 percent to 5 percent when the
price of oil was above $50 per barrel.

M. A per referred to the graph on slide 35. He reported
that revenue to the state at various price points was
illustrated by blue, orange and grey lines. He pointed to
the grey line indicating zero mnimm tax. Starting at $50
there would be additional revenue. The graph on slide 36
represented the change due to a 1 percent tax increase. At
just over $50 a barrel, the increase represented $60
mllion, at $70 per barrel, $85 mllion. A 1 percent
i ncrease, from 4 percent to 5 percent, actually represented
a 25 percent increase.

3:26:19 PM

M. A per noved to the subject of hardening the floor on
slide 37. He explained that the sliding scale per barre
credit was statutorily hardened to the floor. Many of the
other credits could go below the floor, potentially to
zero. There were six different sections due to changes in
t he | anguage regarding a series of different credits.

3:27:29 PM

M. Al per discussed the neaning of hardening the floor. He
indicated that regulations say that if the sliding scale
credit was used, no other credit could go below the fl oor.

The legislation ained to avoid all other credits going
below the floor. The near-term inpact at |ow prices was
about $20 [million]. In the fiscal note there was an anount
of $20 million. He explained that the fiscal note contained
a spreadsheet in which each |line represented a different
change in the bill, each with its own cost. The sum tota

of the fiscal note was $20 million in short-termrevenue.
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3:29: 00 PM

Representative WIson asked if the four credits, because
they could not go beneath the floor, could be carried
forward

M. Al per responded that the small producer credits and the
per barrel credit could not be carried forward. He stated
that in general, credits under AS 43.55.024 fell under the
"use it or lose it" category; however, credits under AS
43.55.023 and 43.55.025 could be carried forward into
future years (i.e. NCOLs and exploration credits).

Co- Chair Foster reviewed the agenda for the follow ng day.

3:31: 22 PM
AT EASE

3:32:16 PM
RECONVENED

Co-Chair Foster RECESSED the neeting wuntil 9:00 a.m,
Wednesday, March 22, 2017.

ARECESSED UNTIL 9:00 a.m ON VWEDNESDAY, MARCH 22, 2017

3:32:16 PM
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