HOUSE FI NANCE COWM TTEE
March 22, 2017
9:07 a.m

9:07: 33 AM

CALL TO ORDER

Co-Chair Foster called the House Finance Commttee neeting
to order at 9:07 a.m

VEMBERS PRESENT

Representati ve Neal Foster, Co-Chair
Representati ve Paul Seaton, Co-Chair
Representative Les Gara, Vice-Chair
Representative Jason G enn
Representative David Guttenberg
Representative Scott Kawasaki
Representative Dan Otiz
Representative Lance Pruitt
Representative Steve Thonpson
Representative Cathy Tilton
Representative Tanme W/ son

VEMBERS ABSENT

None

ALSO PRESENT

Ken Al per, Director, Tax Division, Departnment of Revenue;
Representative Geran Tarr.

PRESENT VI A TELECONFERENCE

None
SUMVARY
HB 111 O L & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS

HB 111 was HEARD and HELD in conmmttee for
further consideration.
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Co-Chair Foster relayed that the neeting was a continuation
of the previous day's neeting.

#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.”

9:08:11 AM

KEN ALPER, DI RECTOR, TAX DI VISION, DEPARTMENT OF REVENUE,
relayed he had spent nuch of the previous day walKking
t hrough the history and background of oil tax credits. He
had just started wal king through the bill sections of the
presentation titled: "DOR Presentation - HB 111 Background
and Bill Analysis" when the neeting concluded. He briefly
paged through sone of the sections that had already been
covered; the interest rate section, the transparency and
executive session sections, and the section on mninum tax.
The committee had stopped at the issue of hardening the
floor when tine ran out. He referred to slides 37 and 38
regarding issues with a mninumtax. He had offered that if
the state were to inplenent a mininmum floor the near-term
i npact woul d equate to about $20 nillion.

M. A per turned to slide 39 to look at the different
issues of hardening the floor. Hardening the floor neant
ensuring that the mninum tax was collected in all
ci rcunst ances. There were several separate policy decisions
that needed to be nmade. If the conmttee wanted to harden
the floor in sonme instances and not others it would be
possi ble to parse out certain itens from ot hers.

M. Alper continued that there was an issue of producers
not being eligible for refundable credits. He was talKking
nmostly about the nmmjor producers (conpanies that produced
nore than 50,000 barrels per day). They were unable to earn
cash for their credits under current |law and were required
to carry them forward. The question was whether there
should be clear direction that the carry forward credit
could not be used to reduce the mninmum tax paynent. It
woul d nmean that the conpany would have to hold it and carry
it forward for an additional year or two until the price of
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oil recovered sufficiently and they reached above the
m nimumtax |evel.

M. Al per continued to discuss a second issue related to
hardening the floor. The small producer credit was
sunsetting but there were still a nunber of conpanies
earning it. Upon reaching the mninum tax, he wondered if
the smaller conpanies should be able to reduce it by the
credit of wup to $12 nillion. The regulatory |anguage
allowed them wunder certain circunstances, to reduce their
paynents to zero.

M. A per explained that the third issue related to new
oil. The per barrel credit earned on new oil was not
specifically hardened to the floor presently. The $5 credit
could be used to reduce paynents to zero on new production.
CGenerally speaking, the cross over point above a zero tax
was in the $70 range. He suggested that to harden the floor
for new oil would nean that the production during years
t hat conpani es earned the G oss Val ue Reduction (GYR) would
al so pay the mninmum tax. There was a unique structure in

the bill that had not previously been seen in other oil
bills that would create a reduced mnimum tax specifically
for GVR eligible oil. He would discuss this itemin another
sl i de.

M. Alper drilled deeper into the mninum tax floor on
slide 40. The slide addressed the mmjor producers. It was
clear in statute that major producers were not able to
receive cash. Tax credits were carried forward. The net
operating losses (NOL)s for the explorers were sinply
al l owabl e expenditures. In other words, al | of the
expl orers' spending became their operating |oss because
they did not have any offsetting revenue. The net operating
| oss for the producer was when spending exceeded revenues.
The legal term that the state's auditors used was excess
| ease expenditures, generally referred to as an operating
|l oss or an NOL. An excess | ease expenditure could be due to
a conpany doing nore drilling and just starting up their
producti on wi t hout a signi ficant anount of oil.
Al ternatively, conpanies could be functional, but if the
price of oil were to go far bel ow expected and their costs
were greater than revenues, they could incur a |oss.
Regardl ess, the state paid a credit based on a fraction of
their operating loss. He clarified that at |east one of the
maj or producers claimed an operating |oss in cal endar year
2015. He could show nenbers where in the Revenue Sources
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book inplications showed up. It neant that the conpany was
able to claim certain loss credits against their taxes
beginning in 2016. He noted that it could be seen in the
2-page table in the Revenue Sources Book. It showed where
the 023-B credits clainmed against taxes by North Slope
conpani es. That added up to $107 nmillion between the three
years, FY 17, FY 18, and FY 19. They were carry forward
NCLs. There was no other 023B credit being earned on the
North Slope that would be used to offset taxes by the major
producers.

9:14: 05 AM

M. Al per noved to slide 41 which tal ked about the |anguage
in the bill that would partially harden the floor for new
oil (GVR eligible oil). He noted the three colums on the
slide. He explained that he set the table at $49 per barrel
because the bill had a mninum tax change at $50 - he did
not want the data distorted. He wanted to show the status
guo tax versus what was being proposed in the bill. He
relayed that at $49 oil in 2018 wth average costs
including transportation costs and |ease expenditures the
production tax value of |egacy oil equaled $5.59 (Net Val ue
After GV/R). He noted that there was no GVR with | egacy oil
A tax of 35 percent was applied and equaled $1.96 and the
per barrel credit of $8 w ped the base production tax after
credits to zero. He recapped that under the traditional tax
calculation at $49 oil legacy fields paid zero. However,
that was the point at which the mninmmtax would kick in.
Returning to the wellhead value of $39.32 nultiplied by 4
percent woul d equal $1.57 per taxable barrel.

M. Al per continued to slide 42 which addressed a new part
of the bill, although it was sonething nenbers had seen
before. The issue of mgrating credits was originally
proposed by the governor in the original version of HB 247
[ Legislation passed in 2016 - Short Title: Tax; Credits;
Interest; Refunds; Ol and Gas]. The producers referred to
the issue of mgrating credits as the "true-up problem"™ He
explained that the per taxable barrel was earned on a
nmont h- by-nonth basis. In statute it stated that, based on
the average gross value of the oil in a specific nonth, the
credit earned per taxable barrel was $8, $7, or $6 down to
zero depending on the gross value. It also stated that the
credit could not be used below the m nimum tax. Inevitably,
in a lowpriced nonth, sone of the per barrel credit could
be lost. The credit could not be cashed or carried forward,
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it was a use-it or lose-it credit. If a conpany's average
gross value was so low that it could not use the entire $8,
the credit would essentially be lost. He continued that the
mnimum tax at the annual tax calculation was an annual
m ni num tax. A conpany could use certain per barrel credits
that were earned in a lowpriced nonth to offset taxes from

a high-priced nonth where the conpany was still paying at
above the mninmum tax. He indicated that the follow ng few
graphs would illustrate his point.

Co-Chair Foster relayed that Representative QGuttenberg had
joined the table and Representative CGeran Tarr was in the
audi ence.

Vice-Chair Gara had a question about slide 41. He thought
M. Al per had suggested sone change to a possible m ni num
tax for GV/R oil in the new bill. He had mssed M. Alper's
corments. He asked for a recap. M. Al per explained that
previous legislation that hardened the floor equated to 4

percent of the gross value being paid. It basically
elimnated any benefit for GVReligible oil because 4
percent of the gross was 4 percent of the gross whether it
was old oil or new oil. He furthered that HB 111 took the

gross value upon which the 4 percent or 5 percent were
calculated and adjusted the gross by the GVR Conpanies
could take the 20 percent benefit off of the gross val ue
and then take the 4 percent calculation. He described it as
the mnimumtax for G/R oil: 4 percent of 80 percent of the
gross, a 3.2 percent gross tax.

9: 20: 09 AM

M. Al per advanced to slide 43 which he thought provided a
good visual depiction based on actual data for calendar
year 2014. He highlighted the grey line at the top of the
chart representing the price of oil by nmonth with a scale
on the right-hand side. In January, February, and March the
price was in the |ow $100 range. In June, the price went up
slightly, in July the price of oil began to rapidly
decline, and by Decenber the price of oil reached just over
$50. The bar represented the actual revenue collected by
the state per the nonthly estinmated tax cal culation by the
various producers. He noted that the top vyellow bar
represented the total calculated tax of 35 percent of the
production tax value. The green bar showed what was
actually paid to the state. He clarified that the size of
the yellow was the per barrel credit - the anount

House Fi nance Conmmittee 5 03/ 22/ 17 9:07 A M



subtracted from the tax calculation before the paynent
itself. The red bar represented the mninumtax if it cane
into play. He comented that that everything was nore or
|l ess normal by the tinme July cane around when prices began
to decline but remained confortably above the m ninmum tax.
In COctober, the yellow bar was very large. By OCctober,
producers were earning the entire $8 credit. At the sane
time the price of oil was about $75 per barrel. Conpanies
were able to claim the $8 credit. He pointed to the green
sliver in Cctober which indicated that the anmount received
was only slightly above what the mninmum tax calculation
woul d have been. If the price per barrel went down another
$1 or $2 the minimum tax would have kicked in. He reported
that in Novenber the yellow bar was not quite $8 high
because of the little black dotted area on top. The dotted
black area represented the difference between the per
barrel credits that were used and the per barrel credits
that were earned. Producers were able to earn $8 and use $7
per barrel in Novenber. In Decenber, the price failed to
the point where conpanies mght have earned $8 but were
only able to use $2. The dotted line made up the rest of
the per barrel credit that was essentially foregone for the
nmont hs of Novenber and Decenber. As far as the nonthly
estimated paynent went it |ooked like slide 43.

M. Alper turned to slide 44. He highlighted that the two
dotted lines in Novenber and Decenber were nore or |ess
used to offset several taxes from earlier nonths in the
year. They were shown being connected to January on the
chart. In other words, the difference between the 12
monthly estinated taxes and the end of year true-up was
that the state ended up paying $112 mllion in refunds
based upon the ability to use the full $8 from the later
nmont hs against nonths in the year that had a higher tax
liability. Conceptually, the issue was that the per barre
credits were being used in a nonth other than which they
were earned. He explained that the |anguage in Section 7
and 8 in HB 111 tried to define that the credits could only
be used to offset taxes accruing in the nonth the credits
were earned. However, unused credits could not be noved to
of fset taxes from another nonth. The | anguage was technica
and had been worked on by the departnent and the
| egislature's legal departnent. He was not certain that the
techni cal |anguage did exactly what it was supposed to do.
He suggested that if it was the comittee's wll to
mai ntain the section, he wanted the legal teanms to work
together to ensure the use of correct |anguage.
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9:24:37 AM

Representative WIson asked how difficult it would be for
the conpanies and the departnment to go back and make sure
both parties agreed on what credits were in a specific
nmont h. She asked how the change would be inplenented. M.
Al per thought it would be fairly easy to inplement with the
departnent's existing software. It was a mtter of
program ng changes to how different things were treated.
The per barrel «credit was earned by the nonth. The
department knew the gross value and the production to the
nunber of taxable barrels. The departnent knew the |ease
expenditures which were averaged out over the year with a
one-twelfth forrmula. It was not |ike the nobney a conpany
spent in January got deducted in January. It was a
conpany's annual expenses which was in existing law He
surmsed that calculating the taxes owed in a nonth based
on the nunbers was not difficult. The state was not
returning to a nonthly tax calculation simlar to the way
Al aska’s Clear and Equitable Share (ACES) was, which was a
true nonthly tax. It was a matter of changing how the
credits were applied.

M. Alper turned to slide 45. He explained that the
| anguage stated that the anount paid due in the nonth could
not be different than the anobunt that was due based on
anot her section of the bill. He thought the |anguage was
conplicated. However, he did not believe it would be that
conplicated to nake the change. He clarified that the
information on the slide was only relevant in a year where
there was substantial volatility. In a nornmal year there
was no value to the forecast, but rather an indeterm nant
revenue item The reason was because the departnent did not
forecast volatility. He provided an exanple. In order for
the section to have any use or value sonme nonths of the
year had to result in a tax collection below the mnimm
tax cross over and sonme nonths where they were above the
m ni mum cross over. He relayed that 2014 was an exanple,
which lead to a circunstance where the departnent's
forecasts were off due to having to pay l|arge refunds. The
departnment began | ooking for a statutory fix and devel oped
the current |anguage in the bill.

Representative WIson asked if he knew how the bill would

affect through-put. M. A per could not answer the
guestion. There were several decisions that a conpany nmade
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about investnents and production. He was unaware of how
substantial of an inpact the bill would have. He argued
that the $112 mllion was a relatively mld exanple. One of
the advantages of having a nonthly tax structure was to
benefit from a price spike. He provided an exanple where
the state would have $50 per barrel oil for an entire year.
However, in the sumrer if a war broke out and oi
transportation was disrupted, the price of oil mght spike
to $150 per barrel for 3 nonths and return to $50. He
suggested that in the exanple, with a nonthly tax, the
state would benefit. The state would be getting a 35
percent tax for 3 nonths. For the other 9 nobnths, when the
price of oil was at $50 per barrel, there would be a
significant anount of unused $8 per barrel credit. At
annual true-up the state would be receiving the 4 percent
mnimum tax during the spike vyears. He estimted a
potential |oss of foregone revenue of about $300 mllion.

Representative WIson asked if the departnment consulted
wth the oil conpanies about the |egislation. M. Al per
relayed that the division heard fromtax payers all of the
time. He noted talking to them about nundane information

He suggested that what was being discussed was a technica

concern originating fromthe Tax Division. The division had
brought the issue to the attention of the bill sponsors
from previous | egislation.

9: 30: 28 AM

Representative Quttenberg comented that the issue of
mgrating credits was a policy call. He asked about other
uni nt ended consequences based on the nodeling. He asked if
the departnent had | ooked at the potential scenarios. M.
Alper indicated that it was the largest unforeseen
consequence the departnment was digesting from SB 21
[Legislation passed in 2013 - Short Title: QI and Gas
Production Tax]. The other issue was resolved with a bill

that passed the prior year. It had to do wth the
interaction of the gross value reduction with the net
operating loss. Essentially, if a conpany lost $20 nillion

but also earned a GVR which was subtracted, the state could
be paying a credit based on a $50 mllion to a conpany that

only lost $20 million. The credit would beconme 100 percent
of their loss. It happened a couple of tinmes and was
corrected in the bill that passed in the previous year. He

continued that there were regulatory issues regarding the
sequencing of credits that the departnment was continuing to
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work through. He adnmitted there was still sonme statutory
fixes were needed, but the commttee was currently
addressing the main issue.

Representative CQuttenberg asked, in a case where the
calculation was nore that 100 percent, if the state had
ever paid a conpany nore than 100 percent of their costs or
| osses. M. Alper answered that the state had paid tax
credits equal to or in excess of 100 percent of a conpany's
loss on a couple of occasions. The state had issued
certificates that were paid based on prior |aw. He asserted
that it would not be happening in the future because of the
correction nade in HB 247 [Legislation passed in 2016 -
Short Title: Tax; Credits; Interest; Refunds; Ol and Gas].

Vi ce-Chair Gara considered the proposed changes as m ni nmal .
He asked about a press release that provided a statenent
from Repsol. The press release indicated the conpany woul d
be coming to Alaska and investing three-quarters of $1
billion on |eases and devel opnent and would nove forward
with projects that the state deenmed econom c. The conpany
did so wthout asking for any tax relief under Al aska's
Clear and Equitable Share (ACES), a stiff tax system He
asked M. Alper if he recalled the press release. He
el aborated that the press release nentioned the geol ogy and
stability in Al aska which nade the state an attractive
place to do business. He asked if geology and a state's
stability were inportant factors in deciding whether to
invest. M. Alper recalled the press releases but did not
remenber their precise timng. He thought it was a |arge
open debate. He agreed that Alaska had great rocks and
people preferred a friendly tax regine. He did not know how
t he decision-meking worked, but he believed the initial
commtnment from Repsol to conme to Alaska was prior to the
passage of SB 21.

Co- Chair Seaton asked about the mgrating credit issue. He
asked if the issue had been addressed in HB 247 in the
prior year. M. Al per responded affirmatively. He reported
that the version of HB 247 that passed the House included
| anguage that woul d have resol ved the issue.

Co-Chair Seaton asked if the language in the bill was the
same. M. Alper relayed that the |anguage was slightly
different. There was a technical problem with the version
that cane out of the House. He believed the | anguage in the
finance commttee's version was better. He thought the
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current |anguage in the bill was closer to what was in the
governor's original bill. He suggested the |anguage was in
a couple of places. It was in the use of credits and in the
definition of the nonthly estimted paynments section. He
did not want to comment definitively that the bill did
exactly what it was intended to do.

9:36: 20 AM

Representative Pruitt appreciated M. Alper's exanple. He
t hought there were two challenges with the $50 price; the
dearth of supply and the oversupply in the market. He
surmsed that if a war broke out, the oversupply in the
market, while there mght be a spike in price, would tenper
grow h. He thought the likelihood of a short tineframe was
low, a longer tinmeframe mght be possible with a war. He
t hought 2014 was the nobst extrene exanple he would expect
to see at a drop of $50 or $60. He wondered about
volatility in a normal year in the $50 to $70 range.

M. Al per responded that if volatility stayed in the $50 to
$70 range, the state would not see a substantial inpact. If
$75 was the crossover for the average tax payer between the
m nimum tax and the gross tax and there were a few nonths
with the price in the $65 range and a few nonths at the $85
range, the state would see something less than $112

mllion. It depended on how extrene the difference was. It
had to do with how nuch per barrel credit was unusable. In
the lowprice nonths, it depended on how far below the

cross over a conpany got before it lost or was unable to
use a large portion of its per barrel credits. He suggested
that at the crossover at $75 a conpany was using exactly $8
of its per barrel credits. At $74 they nmight be using a
little over $7. At $50 or |ess conpanies would start using
zero, where 35 percent of their net w thout any per barre

credit started equaling 4 percent of their gross. It
happened right around $5 above their break-even point - $46
or $47 per barrel. How close conpanies got and how high

above the mnimum tax would determne the size of the
nunber. It would be less than $50 mllion in the $20
exanpl e.

Representative Pruitt asked about the change nade in the
House Resources Committee to the sliding scale. He wondered
if the change had an inpact on what was presently being
di scussed. M. Al per replied that it was an annual tax.
Under current |law, the calculation of the per barrel credit
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was a nonthly determ nation. He explained that the change
made to the per barrel credit in the House Resources
Comm ttee changed the nunbers. It was done differently in
the original bill versus the comrmittee substitute. Both of
them were changes to the anmount. He reviewed the changes

In the current version all of the brackets were nmoved $20
to the left. The $8 credit happened bel ow $60 per barrel
rather than below $80. The $7 credit happened below $70
instead of $90. It changed the places at which conpanies
earned different values. However, it did not change the way
the credits were used except for the mgrating issue. It
did not nake the tax nore nonthly except with mgrating
credits.

9:41:14 AM

Representative Pruitt wondered if it was a mgration. He
asked if it was still an annual tax. M. Al per responded
that it was still an annual tax. The particular credit was

earned nonthly and was used nonthly for the determ nation
of estimated tax. To the extent the state was turning it
into a nonthly calculation, it was hardening the nonthly
estimated tax. The anmount of per barrel credit used for the
total of the 12 nonthly taxes could not be nore than the
per barrel credit used in the actual original 12 nonthly
taxes. In other words, a conpany could not use nore per
barrel credit annually than they would have been able to
use in their nmonthly estimted tax.

M. Al per advanced to slide 46. He relayed that the |argest
change in the legislation was that the state was
elimnating direct state cash support for North Slope
activities. It was a dramatic shift from what the state had
done for the previous 10 years. He explained that in
Section 9, in the NOL statute describing how a conpany
earned an operating loss credit, it elimnated the 35
percent operating loss credit earned on the North Sl ope.
Sections 9 [11] and 11 [18] talked about how credits were
cashabl e, transferable, and saleable to other conpanies. It
carved out the North Slope NOL from the definitions around
who could do various thing with the credits earned. The
North Sl ope benefit and the benefit, itself, was el sewhere
in the bill, which he would be explaining. Since the North
Sl ope benefit would no longer be a credit, it would no
| onger be transferable and had to be held by the conpany.
There was still a structure for cashable credits. The cash
fund would still exist, and other things would be eligible
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for cash, just not as many of them He relayed that the 4
itens that would be eligible for cash was listed on the
sl i de:

Remai ning credits eligible for repurchase:

1. Qualified Capi t al Expendi ture and Wl | Lease
Expenditure credits (only in Mddle Earth after 2017)

2. Exploration credits (only in Mddle Earth after 2016)

3. LNG Storage and Refinery Infrastructure credits
(corporate incone tax credits that aren't earned by
oi | producers)

4. (new dry hole credit added in Sec. 17)

Representative WIson asked how long the LNG storage
credits would remain. She wondered if they had a cap. M.
Al per was aware that it was capped at $15 mllion, the sane
as the Cook Inlet Natural Gas Storage Al aska, LLC (Cl NGSA)
credit. He did not know whether it had a specific subset.
The state kept anticipating the cap would occur in the
foll ow ng year but kept rolling it for a year at a tine.

9:46: 20 AM

Representative WIson renenbered the LNG storage credits
but could not recall whether there was a sunset. M. Al per
confirmed he woul d get an answer for her.

Vice-Chair Gara wondered about the refinery credit from a
few years prior. He nentioned there was a little innocent
royalty sales contract and all of a sudden, a refinery
credit was added to it. The conpany that wanted the
refinery credit was Tesoro. They had stated they did not
need the refinery credit, but other conpanies wanted it. It
ended up passing and 3 conpanies qualified for it, 2 owned
by Arctic Slope Regional Corporation (ASRC) and 1 by
Tesoro. He suggested that the state was not privy to sone
of the credits due to confidentiality. Some credits were
deducted from conpany profits and sone were cashable for
conpani es that did not have profits. He asked if M. Al per
could share how much has been deducted from conpany
profits. He asked if the ampbunt was up to $10 nillion per
refinery.

M. Al per answered that there was no way to aggregate the

i nformation because t here wer e | ess t han t hree
transactions. He was aware the state had not paid any
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credits sinply because of the timng. There was no cash in
the fund presently. The first applications would not have
arrived wuntil the prior fall. The «credit took effect
January 2015 and the bill had passed in 2014. He spoke of
an inherent delay. There was at least 1 claim for a
refundable credit. However, the state was not able to pay
it because of limted funds.

Vice-Chair Gara was trying to get as nuch information
without infringing on confidentiality. He asked if the
| egislature could know how nmuch had been deducted by
refineries that made a profit. He continued to ask about
the applications that had been made for a certain amount of
nmoney for cash credits and about the anobunts being
requested. M. Alper did not believe the information could
be provided because of the |imted nunber of payers. The
departnment woul d parse together whatever was possi bl e.

Representative WIson responded that Tesoro had not taken
any of the credits. She had verified the information with
Tesoro. She also nentioned that Petro Star had not taken
any cashable credits but had applied for their asphalt
proj ect and another project. They were the only 2 conpanies
eligible with Flint Hlls turning into a tank farm

Vice-Chair Gara comrented that conpanies might not have

received any cash credits, but he still wanted to know
whet her they had deducted a certain anmount from profits. He
continued his line of questioning. He wondered about a

potential cost to the state of $30 nmillion per year for 5
years totaling $150 million. M. Alper responded in the
affirmative. He clarified that 1 year had gone by and one
of the conpanies had taken thenselves out of the running

whi ch woul d reduce the maxi mum footprint of the tax. He was
aware of the Petro Star asphalt issue. He could not specify
how nmuch they did or did not claimin a tax credit for that
specific project. He had just been handed sone information

He relayed that work had to be done before January 1, 2020
in relation to the LNG storage credit. The credit would
equal $15 mllion or 50 percent of the activity, whichever
is | ower.

9:50: 32 AM

Representative Pruitt referred to the Mddle Earth credits
sun setting in 2022. He asked for an estimate of the
cashable credits. M. Alper answered that the «credits
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against liability were forecasted at zero because there was
no forecasted production. No one had any revenue to offset
for Mddle Earth. The hope was for soneone to find
comercial quantity oil or gas that they would be able to

produce and sell for a profit or, in sonme cases, used in
local wutilities. The anmount the departnent estimted was
about $20 mllion. In the departnent's forecast, Mddle

Earth and Cook Inlet were nerged because there were so few
transactions that the departnment could not separately
report due to tax payer confidentiality. He reported a
hearing in the Fall of 2015. The Senate Resources chair had
conducted a series of outreach neetings on tax credits in
the previous interim one of which covered Mddle Earth
credits. At that particular hearing M. Alper, in response
to a question, indicated he could not be specific because
of confidentiality agreenents. However, a gentleman from
Doyon stood up and answered that the credits were nostly
Doyon's. Doyon had received about $60 million in state cash
credit support over several years.

Representative Pruitt Ilisted the credits eligible for
repurchase that would continue to exist with the passage of
the bill. He nmentioned $20 mllion, the LNG storage at $15
mllion, and the refinery credit. He was unclear about the

nunber of years remaining for the refinery credit. M.
Al per responded that the credit would be used through 2022.
Representative Pruitt asked if it was $10 mllion per year.
M. Al per responded, "Yes." Representative Pruitt indicated
that the state was creating a new dry hole. M. Al per added
that, barring anything unusual with the dry hole credit,
the total credit spend would be less than $50 mllion.
Representative Pruitt asked if M. Al per nmeant $50 mllion
per year. M. Al per responded affirmatively.

9:53: 38 AM

M. A per continued to slide 47. He addressed the per
barrel credit. The current credit was a sliding scale of $8
per barrel with the well head or gross value bel ow $80; $7
bel ow $90; $6 bel ow $100; and going to a zero credit when

the well head value exceeded $150. It was subtracted as
part of the standard cal culation for the net tax for SB 21.
The anmendnent would change the section of the bill. It

woul d keep the same stepdown | anguage but changed the steps
to where $8 woul d be bel ow $60; $7 bel ow $70; $6 bel ow $80
and shifting nost of the tiers to a |lower threshold point
by $20 with a larger step at the end at the higher price
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poi nt. He suggested that it was inmportant to recogni ze that
it was rare conpanies received the whole $8 benefit because
of the interaction of the mninum tax. In practice, there
was fairly little of the credit that could be used at
prices below about $70. The real change was the effective
subtraction once conpanies were above the mninum tax
cutoff. He indicated that it was a reduction of $2 per
barrel in credit benefit. Once the price of oil reached
above $80, $90, and $100 it anmounted to about a tax
i ncrease of about $300 million. It was $2 per barrel that
woul d not be subtracted from tax by the typical tax payer
The inpact at | ower prices would be fairly nodest.

M. Alper continued that as far as the |anguage, it was an
awkward structure that the credit junped in dollar
increments. He supposed that if a conpany nade $109.99 and
went to $110 in gross value, they would be losing $1 in
val ue when they gained a penny in oil price. He opined that
it would be nice if the fornmula was snoother. He thought it
could be done with a statutory straight-line fornmula and
create the sanme net affect. However, it was an issue that
had not been resolved during the SB 21 deliberation. The
bill also created a $3 drop at $110, dropping it to zero
instead of a $1 change, with a one penny increase in price,
it becanme a $3 change. He indicated that the graph on slide
48 illustrated his point.

Representative Guttenberg asked M. Alper to explain the
rationale for the $8 credit. M. Al per discussed the $8
credit conpared to the $5 credit and to the zero credit.
First, he would go through the legislative history of SB
21. As originally proposed by the previous governor's
adm nistration, there was a 25 percent flat tax. The idea
behind the flat tax was to create a progressive curve in
whi ch the effective tax was higher at high prices and | ower
at low prices. The Senate proposed a 35 percent tax with a
$5 per barrel credit. At expected prices of $100 or $110
per barrel, the tax was revenue neutral with a little nore
money at high prices and a little less at |ow prices.
| ncentivizing production was only a talking point. He did
not know whether the per barrel <credit specifically
incentivized production, as nost of the barrels were
al ready in production. He continued that going from $5 to a
sliding curve was a |ate anendnent that was offered in the
House Resources Conmittee. The intent was to add slightly
nore progressivity. In exchange, there would be a Ilarger
benefit at the low end. The $6, $7, and $8 found its way
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into the formula that created a nuch lower tax at oil
prices below $100 or $90 per barrel. Oiginally, it was a
correction to the progressivity calculation. He was unsure
of the rational behind noving the per barrel credit from $5
to $8.

9:58: 35 AM

M. Al per noved to the graph on slide 48. The blue Iline
showed existing law. He explained that the Alaska North
Sl ope (ANS) price was roughly $10 higher than the well head
price. The graph showed the wusable rate of per barrel
credits at different prices. He reviewed the chart from
right to left. At $160 per barrel the usable rate was zero.
At $150 per barrel it was $1, and the | adder continued to
step upwards. At around $90 per barrel a conpany earned the
full $8 credit. He continued that at $70, when the m nimm
tax got in the way, the wuse of the credit fell
dramatically, and conpanies were not able to use it. He had
mentioned this drop when he discussed the mgrating credit
earlier in the neeting. Conpanies lost the ability to claim
the entire $8 as prices got lower. The ability to use the
per barrel credit fell to zero at around $50 per barrel.

M. Al per continued that the anendnents in Section 14
replaced the blue line with the dotted red line. He
expl ained that everything was $20 over or $2 less. There
was still the issue of not being able to use the credits
bel ow $70. The real inpact was in the range between $80-
110. He highlighted that at a gross value of $110 the
credit dropped from $3 to zero. The assunption was nade
t hat above $110 per barrel conmpanies did not need a per
barrel incentive and the 35 percent tax was adequate for
the state. He noted a very large drop of $3 per barrel
which equated to approximately $450 mllion at $120 per
barrel price point.

Representative Genn asked M. A per to place sone
si deboards on the word snoother. M. Al per responded that
the formula in statute currently stated that if the gross
value was nore than $80 and less than $90 it was "X " |If
the gross value was nore than $90 and |l ess than $100 it was
"Y." He suggested that a forrmula could be created that
would result in a straight diagonal line that would reflect
the same curve. He noted an anmendnent offered on the House
Fl oor by Representative Tarr during the debate of SB 21 in
2013 that did the sane thing.
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Vice-Chair Gara thought the change really did not go into
effect at $65 to $70 per barrel. M. Al per responded that
once prices got low and the per barrel credit essentially
becane unusabl e because of the mninum tax getting in the
way, changes to the nunber did not matter that mnuch. An
affect could not be seen until getting over the m ninmmtax
crossover in the $70 range.

Vice-Chair Gara asked if the sane was true with the new
bill. M. Al per responded affirmatively. Although it was a
different per barrel credit, the mninum tax crossover was
the same. The slight gap between the red and the blue lines
on the left side of the chart reflected the 5 percent
versus 4 percent mninum tax change. Vice-Chair Gara asked
when the departnment was forecasting $70 per barrel oil. M.

Al per thought it was about 4 or 5 years into the future

Co-Chair Seaton interjected that the Senate's version of SB
21 had a flat $5 per barrel credit. It was seen as
progressive because the $5 flat credit was a nuch snaller
portion of the price as the price per barrel clinbed to the
range of $160-%$200. It was supposed to be a progressive
el enent but did not have nuch of an effect until the price
increased to nmuch higher levels. It started stepping down
from$5 in dollar increments. He pointed to the blue I|ine.
He noted the last-mnute change in the conmttee
substitute. No one knew where the stair step above $5 cane
from The change above $5 was very late in comng. M.
Al per thanked Co-Chair Seaton for the information. Co-Chair
Seaton continued to provide sonme history on SB 21. M.
Al per appreciated the information.

10: 04: 46 AM

M. Al per nmoved to slide 49. He explained that the slide
showed the change to the mininum tax and the change to the
per barrel credit in total state revenue. The flatter |ines

represented the mninum tax curve. The steeper |ines were
the net tax curve which dropped to zero. The tax that the
state paid was the <crossover between the two |ines.

Currently, Alaska's revenue could be seen as the blue line
neeting the dark blue line. At $50 or $55 revenue woul d be
wel | below $500 million. At $75 per barrel revenue steeply

increased to where the state was naking $2 billion to $2.5
billion. The change to the mninum tax was the shift from
the blue line to the red [orange] line. The shift in the
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per barrel credit was the shift in the dark blue line to
the yellow line. The state would be paying the orange to
yellow Iine which would be reflected in the tax increase of
about $50 million in the $50 to $75 range. There would be a
| arger tax increase above $75 represented by the gap in the
two steeper lines on the chart.

M. Alper turned to slide 50 and addressed Sections 15 and
17 of the legislation regarding the dry hole credit. The
| anguage was new and entailed that there was an expl oration
credit that was cashable for conpanies prepared to declare
failure. Conpanies would report the work they had done,
declare they would not go into production, pay their
vendors, and return their |leases to the state. He agreed
with the chairman that if conpanies wanted to give their
data to the state it would be hel pful. Conpanies would not
be able to use the related expenditures for another credit.
He had a couple of technical concerns. First, he conveyed
that as the bill was witten the benefit would apply in
Cook Inlet. However, all Cook Inlet credits were elimnated
by the legislature in the prior year. He just wanted to
make the committee aware of the potential of adding another
credit benefit in Cook Inlet. He suggested that it could
also be carved out of statutory [|anguage. H's second
concern was related to a conpany getting a fraction of
their |ease expenditures paid back at a discount if they
were prepared to declare a failure. It would be linked to
the idea of carried forward | ease expenditures. It would be
a separate credit and tied to the exploration |anguage wth
a different set of «criteria and rules for allowable
expenditures. It potentially created a double dip problem
He provi ded an exanpl e of doubl e di ppi ng.

10: 08: 55 AM

M. A per noved to slide 51 and addressed cash limts in
Section 19 of the legislation. The section tal ked about the
ability to earn cash fromthe tax credit fund. It used to
not have restrictions other than the 50,000 barrels per day
nunber. In the previous year, the legislature added the 70
mllion per conpany per year restriction with the haircut
provi sion on the second $35 mllion. He noted that the bill
reduced that from $70 mllion to $35 nillion and repeal ed
the section later in the bill that provided for the 25
percent haircut on the anount above $35 million. They were
obviously linked with each other. The per conpany per year
cash |imt becane $35 nmillion and <created a flat
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ineligibility for cash if production was below 15,000
rat her than 50,000 barrels per day. It was a provision from
the House version of HB 247 that went over to the other
body in the prior spring. He relayed that although those
were the changes in Section 19, there was a broader issue.
Much of this was nore or less superfluous to the other

changes made in the bill because the state was no | onger
of fering cashable net operating loss credits on the North
Slope. Al of the sections that talked about |imts and

what conpani es could receive cash would only apply to those
few cashable credits. The anendnents to Section 19 would
only be restricting the issuing of cash credits for Mddle
Earth activities. Currently, no one was claimng $35
mllion per year or nore. The anendnent m ght not have any
mat erial inpact in the near future.

Co- Chair Seaton asked if the restriction would not apply to
the currently issued certificates if conpanies wanted to
redeem them for cash. M. Alper replied in the affirmtive.
The limts did not apply to things existing before the
effective date. Similarly, the $70 mllion in current |aw
did not apply to the $500 million in certificates issued
before January 1, 2017. He also noted that the other limt
with the resident hire percentage for HB 247 did not apply
to the $500 nmillion of in-hand certificates from before
January 1.

Representative Pruitt had a question about the change in
cashable credits from 50,000 to 15,000. He wondered about
the nunber of eligible credits at 50,000 and at 15,000. M.
Al per relayed that the mgjority of the conpanies that had
received cash credits had zero production which would not
change. He reported that four conpanies were above the
50, 000 taxable barrel level. He was unsure of the nunber of
conpanies that fell within the range. He nentioned
conpani es such as Eni and Caelus that were in the range.
There were al so conpani es such as Anadarko and Chevron who
had junior mnority interests in sone of the |arger |egacy
fields. They could fall into the range. He did not know if
any of the conpani es were above or bel ow 15,000 barrels per
day. He thought, for the nost part, they were bel ow 15, 000.

10: 13: 08 AM

Representative WIson nentioned having a |lot of discussion
regarding the range between 15,000 and 50,000. It was her
understanding only one conpany would be affected. She
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expressed her concern about targeting one particular
conpany.

M. Al per spoke on slide 52. He relayed that there had only
been one conpany that had received nore than $200 mllion
cash «credits in a single year. There had been 5
ci rcunstances where a conpany received between $100 nillion
and $200 nmillion in a year, and 11 instances where a
conpany received between 450 mllion and $100 mllion. He
highlighted a current issue which was that of the $500
mllion pending and awaiting cash, there were 3 different
conpanies with nmore than $100 mllion worth of certificates
in hand. They were not limted per the new $70 mllion cap.
Should there be a large appropriation in the current year
to pay off the old balance, those conpanies would not be
restricted, and the state would be able to pay the $100
mllion or nore to those three entities.

M. Al per continued to slide 53 to explain the gross val ue
at the point of production not being able to go bel ow zero.
He relayed that the gross value was the nmarket price m nus
transportation costs. GCenerally, transportation costs were
not supposed to exceed the value of the oil. If they did

the negative value <could mgrate into the other tax
calculation and be used to offset taxable profits from
ot her production fromthe producer. It had been possible in
early 2016 when the price of oil dropped to $30 per barre

and bel ow. He relayed that the average price of
transportati on was $10, but there was a w de range of costs
depending on the specific circunstances of the |ocation of
the oil and where it was going. If oil were to go bel ow $20
per barrel, it could inpact nore properties.

M. Al per advanced to slide 54 that showed the chart of
tariffs for the mgjor North Slope units. He noted the box
around Poi nt Thonmson. Point Thomson was a new and expensive
project wth Jlow production presently. The regulatory
tariff on the Point Thonmson pipeline, which spanned 22
mles fromits production site to the nearest connection to
infrastructure, was $17.56. Point Thonson's total tariff
was $26.54 to get product to Valdez in addition to a $3
marine transport cost. He relayed that it cost nearly $30
to get Point Thonson oil to narket. If the price of oil was
bel ow $30, the production would have a negative gross val ue
that could find its way into the tax calculation. The
change made in Section 23 of the bill would indicate that
for tax purposes, it would be considered zero. Conpanies
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would not be able to use a negative nunber specifically
from the gross value calculation to be used elsewhere in
the tax cal cul ati on.

M. Al per turned to slide 55 regarding carry forwards:

This is the major change to how | osses are treated on
the North Slope, and incorporates advice from LB&A
consul tant Ruggiero

e Current |law conpany earns a credit based on a
percentage of a | oss

Losses becone a 35%credit, eligible for cash

« HB111, 50% of |ease expenditures carry forward
to a future year to offset taxes

» Since carry-forward bal ances can offset taxes,
this is equivalent to a 17.5% NOL rate (50% of
35%

e Adds an “uplift” (Sec. 26) where carry-forward
bal ances can earn interest for seven years

M. Alper indicated that Section 25 housed the |argest
change. He indicated that the section outlined how to take
something that was previously a loss and turn it into a
carry forward. Under current law, a conpany earned a credit
based on a percentage of their loss, a 35 percent credit.
The credit was tied in mny ways to the 35 percent
statutory tax calculation. The way the bill changed it was
to take 50 percent of the |oss (excess |ease expenditures)
and carry theminto the followi ng year. Presum ng there was
production and value in the followi ng year, it would offset
the following year's value. The equivalent would be as if
it were a 17.5 percent NOL credit rate. The reason for that
was because if a conpany lost $1 and carried forward $.50
and offset a 35 percent tax with it, the conpany would
recei ve 50 percent of 35 percent of a tax benefit, or a NOL
rate of 17.5 percent. An anount would get added to
conpensate for tinme and wuplift. Essentially, the state
would be paying interest on carry forward |osses. The
uplift would be such that for up to 7 years a conpany coul d
earn interest on their loss from their initial year unti
they were able to use it in the future. If the conpany were
to wait nore than 7 years to use it, there would be no
specific sunset on the value. However, the state would stop
payi ng interest.
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M. Al per advanced to slide 56 which showed the carry
forward calculation. He reviewed an exanple. He relayed
that the followng section of the bill addressed the
uplift.

M. A per turned to slide 57. The slide tal ked about why
the 35 percent NOL rate mght be slightly off. It had to do
with amendnments to SB 21. He elaborated that when the
change was nmade from a 25 percent tax wth zero credits to
a 35 percent tax with a per barrel credit, it was perceived
to be revenue neutral. The chart showed the revenue from a
single barrel of oil under SB 21 in its original form and
as it was anended. A barrel of oil priced at $100 with $40
in costs, net $60 of taxable net. At the 25 percent tax
rate, the tax equaled $15. At a tax rate of 35 percent with
a $6 per barrel credit it would also equal $15. The revenue
was the sanme as far as the state was concerned. The
guestion was, when the anendnent was made, did the NOL
credit rate get increased from 25 percent to 35 percent. He
thought it was a reasonable question. He noted that the
House version of HB 247 reduced the NOL credit rate to 25
percent over several follow ng years.

Vice-Chair Gara asked M. Alper to return to slide 56. It
was easier for himto understand the effective tax rate and
how much the state was giving away in per barrel credits

The per barrel credit had al ways been confusing to him In
| ooking at slide 56, it appeared that even with the change
in the bill, at expected prices, the deduction rate was a
hi gher percentage than the tax rate a conmpany paid. In a
worl d where nost people received a deduction equal to the
tax rate, not higher, they would still be allowed a higher
deduction rate percentage than a conpany paid as its tax
rate. He wondered if was understanding the slide correctly.

M. A per would rather wait until he reached slide 58 to
respond. The slide graphically showed effective tax rates.
He commented that the attenpt to reduce the NOL rate was an
attenpt to nmake the «credit rate about equal to the
effective tax rate. Wiereas, at 35 percent it was currently
hi gher at all price points than the effective tax rate.

10: 22: 17 AM

M. Al per continued speaking to slide 57. He relayed that
the slide showed the side-by-side calculation. He
hi ghlighted the NOL credit rate in yellow. He asked why the
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credit rate increased when the effective taxes stayed the
sane.

M. Al per turned to slide 58 to answer his question. He
reported that the solid blue line reflected the effective
tax rate of Alaska' s Cear and Equitable Share (ACES) - the
tax plus the progressivity mnus the capital credit at a
2018 spending rate. He highlighted the steep progressivity
with ACES which yielded a very high effective net tax rate
at higher prices. The net operating loss rate, the credit
earned by North Slope conpanies 1osing noney, was 25
percent represented by the dotted blue line on the chart.
There was a point at higher prices which the effective tax
rate was above the credit rate, and there was a point at
| ower prices below about $85 which the effective tax rate
was below the NOL rate. It was sonewhere in the m ddl e.

M. Alper continued that the red solid line was the
effective tax rate under SB 21. It was the nunber Vice-
Chair Gara had referred to. The effective tax rate as a
percentage of profits went down and tailed up again at
| ower prices because of the hard floor in SB 21. Once a
conpany went below the m ninum tax and conpanies were still
paying 4 percent, the 4 percent could becone a very |arge
percentage of their profits. The m ninum tax was the upward
tail of the red line on the chart. M. Al per continued that
the dotted red line was the NOL rate for SB 21, which was
above the effective tax rate on the entire graph. The red
line was not reached until oil reached $160 per barrel. The
t hought was that a |ower nunber should be the appropriate
NCL credit rate. He highlighted the green line representing
the effective NOL rate of the commttee substitute from the
House Resources Conmittee - the 17.5 percent reflecting 50
percent not wuplifted of a conpany's carry forwards. He
noted the dark green line which represented the effective
tax rate for HB 111. He pointed to the shift to the left of
the per barrel credit on the slightly higher mninmmtax on
the left side to the tail. The effective tax rate would be
below the NCL rate between $60 and $80 and above the NOL
rate at higher and | ower prices.

M. Al per noved to slide 59. He did not see nuch difference
between a NOL credit or a carry forward. By naking it a
carry forward, it automatically becanme non-transferable.
The bill was witten to create carry forwards which was
nore conparable to what other jurisdictions did that
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al l oned conpanies to reclaim their costs once they went
i nto production.

M. Al per scrolled to slide 60. He noted sone concerns with
Section 25. The way the 50 percent provision was witten
m ght further reduce the anobunt another 50 percent every
year. For instance, if a conpany had $100 nillion in the
current year and $50 million in the following vyear, it
m ght become $25 mllion in year 3. The |anguage m ght
require a technical fix. The carry forwards also appeared
to be available statewde. It went back to the Cook Inlet
guestion whether it was the conmttee's intent to expand
the benefit and recapture for tax purposes to Cook Inlet.
There was a question of how to apply carry forwards when a
mnimum tax was in place. For exanple, if a conpany had $1
billion in carry forwards and cane into production and
began earning $200 mllion per year, the question would be
whet her they would offset the entire $200 mllion to zero
for 5 years and still pay the mninum tax. He suggested
other ways to handle the mninmum tax as well. He thought
the issue needed clarification in the bill. He noted that
the departnent had done nodeling in one way whereas, M
Ruggeri o had nodeled it another way. There also mght be a
need for conform ng |anguage regarding limting deductions
for cal endar years.

10: 28: 45 AM

M. Al per discussed slide 61. He relayed that another
possi ble concern was that the carry forwards were not

supposed to be usable until the conpany got into
production. It was possible that a conpany could invest $2
billion into a project then decide it was no |[|onger

wor kabl e. The conpany could then sell their entire Al aska
subsidiary to a nmjor producer at a great discount. The
conpany would be buying $2 billion worth of carry forward
| ease expenditures which could then be used to offset their
production tax value from Prudhoe Bay and Kuparuk. He
t hought sone sort of ring fencing mechani sm m ght be needed
to nake sure the carry forward expenditures were tied to
the project or property rather than other val ues.

HB 111 was HEARD and HELD in commttee for further
consi derati on.

Co-Chair Seaton indicated that the neeting would have to
stop due to the House Floor session beginning. He indicated
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that the conmttee would pick up with Section 26 of the
bill at 1:30 pm and woul d be hearing industry testinony.

#
ADJ OURNVENT

10: 30: 16 AM

The neeting was adjourned at 10:30 a.m
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