HOUSE FI NANCE COW TTEE
April 8, 2017
1: 59 p.m

1: 59: 35 PM

CALL TO ORDER

Co-Chair Foster called the House Finance Commttee neeting
to order at 1:59 p.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 Tanm e WI son

VEMBERS ABSENT

None

ALSO PRESENT

Ken Al per, Director, Tax Division, Departnment of Revenue;
Representative Charisse MIllet; Representative Chris Birch

Representati ve Dan Saddl er, Representati ve Col | een
Sul | i van- Leonar d; Representati ve DelLana Johnson;
Representative Gary Knopp; Representative Gary Knopp;
Representative Dave Talerico; Representative Jennifer

Johnston; Representative George Rauscher; Representative
Loui se Stutes; Representative Lora Reinbold; Representative
Davi d Eastman; Representative Dean Westl ake; Representative
M ke Chenaul t.

PRESENT VI A TELECONFERENCE

Susie Shutts, Legislative Legal Services, Juneau; Rich
Ruggi ero, Consultant, Castle Gap, Houston, TX
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SUMVARY
HB 111 AL & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS

CSHB 111 (FIN) was REPORTED QUT of committee with
4 "do pass" recomendations, 4 "do not pass”
recomrendat i ons, 2 "no recomrendat i on"
recomendations, 1 "amend" recommendation, and
with a new fiscal inpact note by the Departnment
of Revenue.

SB 26 APPROP LIM T & PER FUND: DI VI DEND; EARNI NGS

CSSB 26 was HEARD and HELD in commttee for
further consideration.

Co- Chair Foster reviewed the agenda for the day.

#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.”

2:00: 29 PM

Representative Pruitt inforned the comrmittee that the
consultant [Rich Ruggiero, Consultant, Castle Gap Advisors,
LLC, ] was avail able to answer questions during the neeting.

Vice-Chair Gara comented that the consultant had been
avai lable since md-March for every nenber to contact at
any time. He voiced that he had never been given the sane
courtesy in the past as a longtinme nenber of the commttee.
He noted that the comrittee had previously held 8 hearings
on the bill starting on March 20, 2017 and M. Ruggi ero was
avai l able a week prior to the stated date.

Co-Chair Foster relayed a list of Ilegislators in the
audi ence. [ See above under "Al so Present"]

Representative W1 son appreciated the expert testinony for
prior mneetings. She was not |ooking to slow the bill down
but felt that the bill had changed dramatically and wanted
additional clarification.
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2:05:24 PM

Co-Chair Foster commented that he intended to discuss the
two anendnents and then proceed to questions for the
consul tant.

Representative Pruitt appreciated the acconmobdation. He
noted that the Legislative Budget and Audit Comm ttee (LBA)
approved his request for M. Ruggiero to consult with the
commttee during the neeting.

N AVENDVENTS

2:07: 21 PM

Co-Chair Seaton MOVED to ADOPT Anendment 1.

1 Page 31, lines 5 - 28:
2 Delete all material and insert:
3 "{2) AS 43.55.011{g){3), the nonthly production
tax val ue of oil

4 taxable under AS 43.55.0l1{e) produced by a
producer during a nonth

5 CA) from | eases or properties in the state that
i ncl ude | and

6 north of 68 degrees North latitude is the gross
val ue at the point of

7 production of that oil, less 1/12 the producer's
| ease expenditures under

8 AS 43.55.165 for the calendar year incurred to
em ore for, develop, or

9 produce oil and gas deposits located in the state
north of 68 degrees North
10 latitude or located in |eases or properties in

the state that include |and

11 north of 68 degrees North latitude, as adjusted
under AS 43.55.170;

12 CB> in a calendar year that is before or during
t he | ast

13 cal endar year under AS 43.55.024(b) for which the
producer could take a

14 tax credit under AS 43.55.024Cal. from | eases or
properties in the state

15 outside the Cook Inlet sedinmentary basin, no part
of which is north of 68

16 degrees North latitude, other than |eases or
properties subject to
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17 AS 43.55.0l11Cpl. is the gross value at the point
of production of that oil,

18 |l ess 1/12 the producer's |ease expenditures under
AS 43.55.165 for the

19 cal endar year incurred to explore for, develop,
or produce oil and gas

20 deposits located in the state outside the Cook
I nl et sedinmentary basin and

21 south of 68 degrees North latitude, other than
oil and gas deposits | ocated

22 in a lease or property that includes land north
of 68 degrees North latitude

23 or that is subject to AS 43.55.0l1Cpl or, before
January |, 2027, from

1 whi ch commer ci al pr oducti on has not
begun. as adjusted under
2 AS 43.55. 170;

3 CC) from leases or properties subject to AS
43.55. 011 (p) is

4 the gross value at the point of production of
that oil, less 1/12 the

5 producer's | ease expenditures under AS 43.55.165
for the cal endar year

6 incurred to explore for develop or produce oil
and gas deposits located in

7 | eases or properties subject to AS 43.55.011Cp)
or, before January |, 2027,

8 |ocated in leases or properties in the state
out si de the Cook Inlet

9 sedi nmentary basin, no part of which is north of

68 degrees North |atitude

10 from which comercial production has not begun,
as adj usted under

11  AS 43.55.170;

12 (D) from |eases or properties in the state no
part of which is

13 north of 68 degrees North l|atitude, other than
| eases or properties subject

14 to CB) or CC) of this paragraph is the gross
val ue at the point of?

15 production of that oil less 1/12 the producer's
| ease expenditures under

16 AS 43.55.165 for the calendar year incurred to
explore for, devel op, or

17 produce oil and gas deposits located in the state
south of 68 degrees North
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18 | atitude, other than oil and gas deposits |ocated
in a lease or property in

19 the state that includes land north of 68 degrees
North latitude, and

20 excluding | ease expenditures that are deductible
under (B) or (C) of this

21 par agraph or woul d be deductible under CB> or CO)
of this paragraph if

22 not prohibited by (bl of this section, as
adj usted under AS 43.55.170; a

23 separate nonthly production tax value shall be
cal cul ated for

24 (i) oil produced from each |ease or property in

t he

25 Cook Inlet sedinentary basin;

26 (ii) oil produced from each |ease or property
out si de

27 the Cook Inlet sedinentary basin, no part of
which is north of 68

28 degrees North latitude, other than |eases or
properties subject to

29 CQ of this paragraph [(3) OF TH S SUBSECTI O\ . "

Representative Wl son OBJECTED.

Co-Chair Seaton spoke to the technical anendnent. He
indicated that the original bill mstakenly omtted AS
43.22.160 (h) (2) in section 25 of the bill. He explained

that under current law, oil and gas were taxed separately
after 2022, but |ease expenditures for both oil and gas
were able to be deducted against the tax on oil. The
anendnent ensured that the deduction continued by adding
back the |anguage regarding the expenditures for gas in the
calculation of production tax value, which matched the
| anguage in current statute.

Representative Pruitt thought the amendnent was nore than a
techni cal anmendnent. He wanted verification.

2:09:18 PM
AT EASE

2:11:56 PM
RECONVENED

2:12: 27 PM
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KEN ALPER, DI RECTOR, TAX DI VISIQON, DEPARTMENT OF REVENUE,
wanted the conmittee to understand what would happen in
2022. He noted that the provision was part of the AKLNG
| egislation that passed in 2014 [SB 138 (Gas Pipeline;
AGDC, QI & Gas Prod. Tax) [Chapter 14 SLA 14 - Enacted
05/ 08/ 2014] . He indicated that in 2022 the state
transitioned to a gross gas tax. The tax was part of the
state accepting paynent in kind for gas in lieu of taxes
and royalties for the state's share of throughput into the
pipeline that the state partially owned. He furthered that
a lot of technical and conform ng | anguage was necessary in
statute beginning in 2022. In January 1, 2022, the net tax
was only on oil but the expenses from oil and gas were
subtracted from the tax on oil. The anendnent anended the
section to describe the tax calculation, not only for the
base 25 percent tax but also on the new 15 percent
surcharge on the anount of profits above $60 per barrel.
The Committee Substitute (CS) did not delineate that both
the oil and gas expenditures were counted against the oil
value for calculating the tax. He revealed that the
Department of Law (DOL) attorney, Mary Graming, discovered
the oversight and brought the issue to Co-Chair Seaton's

attention. The anmendnent |anguage was witten by a
Legislative Legal Services attorney, which he agreed, was
in accordance wth the bill's intent. The anmendnent

i ncl uded | anguage regardi ng how the anendnent affected the
Mddle Earth tax cap and Cook Inlet, which he felt was
irrelevant. He detailed that the relevant change was in
subsection (a) that stated oil and gas expenditures were
counted agai nst oil val ue.

2:15: 01 PM

Representative Pruitt reiterated his question regarding
whet her the anendnent "truly" was technical in nature.

SUSIE SHUTTS, LEQ SLATIVE LEGAL SERVICES, JUNEAU (via
tel econference), introduced herself. She provided a brief
overview of AS. 43.55.160. The statute determned the
production tax value of oil and gas that was broken down in
subsection (a) as follows: "for oil and gas produced before
January 1, 2022" and in subsection (H), "for oil after
2022." She elucidated that subsection (h) paragraph 1,
dealt with the production tax value for the purposes of
subsection (e) and paragraph 2, dealt with the production
tax value calculations for the purposes of subsection (Q)
whi ch was the new subsection added to AS 43.55.01 (g) (93),
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for the additional surcharge tax calculated at certain
price points. She relayed that the changes in the anmendnent
added oil and gas |ease expenditures and broke down the
calculation to the same that existed in AS 43.55.160 (h)
and woul d be under subsection (h) (1) in an anended bill.

2:17:35 PM

Representative Pruitt asked why the provision was missed in
the initial CS version. M. Shutts responded that the
production tax value could be calculated differently for
the purposes of (g) versus (e). She indicated that the
anmendnent cal cul ated the production tax for the purposes of
(g) the sane as for (e); the break down was the sanme and
the |ease expenditures for oil and gas was deducted. The
cal cul ations could be done several different ways, but the
amendnent specified the break down and the sanme type of
| ease expenditure deducted in the calculation of production
tax val ue. Representative Pruitt asked whether the
anendnent was a substantial change in policy. He surm sed
that the "ability to break down and separate the two [oi
and gas] was hanpered because the gas was being punped back
into the ground.” The ability to wite off anything rel ated
to gas was limted. He asked whether his understanding of
the anmendnment was correct. M. Shutts encouraged him to
direct his policy question to the sponsor of the anendnent
in terms of intent. She offered that the anmendnent change
was in line wth paragraph 1, subsection (m. The decision
was whether the commttee wanted to deviate from the
existing statute for the purposes of the cal cul ati on under
subsection (Q).

Vice-Chair Gara explained the purpose of the anmendnent. He
recounted that the legislature had made a policy call to
encourage a future gas pipeline by allowing certain gas
expenses to be deducted from oil taxes. He indicated that
one provision in the current CS failed to include the word
"gas" which created uncertainty over whether the previous
policy was included in the CS. He noted that the policy was
not wholly enbraced and m ght be debated again in a future
| egi sl ature. However, Anmendnent 1 nmaintained the policy
that future gas expenses were an allowable deduction from
oil production taxes. M. Alper clarified that in current
statute, oil and gas were taxed together establishing a
single tax on the North Slope. Beginning in 2022, by
existing law, gas tax changed to a gross tax. He drew the
conmttee's attention to page 29 of the CS, subsection (h)
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[AS 43.55.160 (h)] line 16, relating to oil produced after
January 1, 2022, and the words, "oil produced.” He noted
that the words were changed from "oil and gas" in
subsection (a) of the previous CS. He pointed to line 24
that referred to the costs to produce oil and gas deposits,
and commented the calculation against oil revenues applied
in 2022 according to a provision adopted by the 28th
| egislature in 2014. He referred to page 31, subsection ii
[line 1] and reported that the |anguage contained the sane
structure for calculating taxable value for the purposes of
the new 15 percent progressivity bracket. He cited the
| anguage, "applicable to the oil" on lines 12 and 20 [page
31], and pointed out that the references to gas were
m ssing and brought it to the Co-Chair's attention. He
restated that when correcting the bill, the drafters went
further and applied the changes to Mddle Earth and Cook
Inlet in subsections (b), (c), and (d). He enphasized that
the main concern was how oil and gas were taxed, which was

specified on line 9 of the anmendnent. He opined that
subsection (b) was nost |I|ikely unnecessary because the
Mddle Earth credit had never been used. He furthered
clarified that subsection (c) related to oil that was

subject to the Mddle Earth 4 percent gross tax cap through
2027 and subsection (d) referenced the Cook Inlet tax. He
focused attention to subsection (a) that specifically
addressed the rel evant issue.

2:24: 13 PM

Representative Pruitt asked whether the intent of the
change neant that the new 15 percent tax would remain the
same beyond 2022. M. Alper answered in the affirmtive. He
explained that the 25 percent tax applied to the net; gas
and oil costs were deducted. The anendnent enabl ed
subtraction of gas costs to the base tax. He maintained
that the amendnent was not nerely a correction, but nore of
a policy anendnment. He felt that the amendnent kept the new
tax policy beyond the 2022 tinmeframe and was a substanti al
change.

Representative Wl son MAI NTAI NED her OBJECTI ON.
A roll call vote was taken on the notion.
IN FAVOR. Gara, Grenn, Cuttenberg, Kawasaki, Otiz, Foster,

Seat on.
OPPOSED: Pruitt, Thompson, Tilton, WIson.
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The MOTI ON to ADOPT Anendnment 1 PASSED (7/4).

Representative WIson wondered whet her her Anmendnent 2 "was
on the right track."

2:27: 44 PM

Representative WIson comented that the CS was nuch
different from the original proposal. She understood that
it was very simlar to Alaska’s Cear and Equitable Share
(ACES) when applied to the lower oil price ranges of $55 to
$90 versus $100. She asked for coments.

2:28: 49 PM

RICH RUGE ERO, CONSULTANT, CASTLE GAP, HOUSTON, TX (via
tel econference), commented that her question contai ned many
guestions. He deduced that the CS was not the sane as ACES

The CS changed to a progressive net tax wth a nuch
different form of progressivity. He delineated that the
progressivity was nmuch nore favorable to issues regarding
margi nal tax rates and only applied to dollars and vol unes
above a certain point, instead of being retroactive to all

vol unes and profits. He offered a high-level view regarding
the bill. He discerned that Al aska had a very conplex tax
system and the conplexity could be renobved through a tax
system that started taxing at a low rate and increased as
the profitability increased versus the existing high base
rate with per barrel credits, which was a form of negative
progressivity. He had recommended an alternative structure
and advised that nenbers review the "conpendiunt of his
former presentations. He advised utilizing "nore than two
| evel s" for a net progressive tax system He indicated that
the way the CS was crafted, heavy oil and Cook Inlet was
not included but believed they should be included as a
"multi-step net systenf versus a two-step system He
recoomended elimnating Mddle Earth, Cook Inlet, North
Sl ope, gas and heavy oil distinctions and utilize one tax
system In his tax scenario, the decisions focused on how
much the legislature thought a fair tax rate was at |ow
profitability and how high a tax should increase as
profitability inproved. He recounted previously discussing
achieving two goals sinultaneously: one was addressing the
taxable credits issue and the other was to maintain oil

t hroughput. He thought that the |egislation solved sone of
the cashable credit issues by renoving some of the state's
financial burden. In terns of increasing the anount of oil
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in the pipeline, he felt that at |least one nore
progressivity step was necessary to account for the | ower
unit profitability in Cook Inlet and other areas to boil it
dowmn to one tax system He judged that the nore the tax
system was conbined into one sinpler system the |ess other
elements like oil versus gas expenses, state and federal
| and i ssues, etc. needed to be factored in separately.

2:33: 56 PM

Representative WIson provided a hypothetical exanple
regarding non-transferrable credits between exploration
conpani es and devel opnment conpani es. She expressed concern
regarding the consequences of the bill being antithetica
to the main goal of incentivizing nore oil production. M.
Ruggi ero responded that the way to neet the goal of nore
oil in the pipeline was to ensure developnment |ead to
production. He heard concerns about conpanies merely using
the credits as deductions against inconme; where conpanies
purchased credits and did not develop fields. He concluded
that the goal of increased production was not met in that
scenario. He warned that allowing a third-party to purchase
credits from an explorer needed a system that ensured the
credits were used in the production of new oil and not
current oil. Representative WIson agreed and shared the
concern. She asked about the provision that began to expire
| ease expenditures after 7 years. She asked whether that
woul d deter developers that anticipated unforeseen project
delays. M. Ruggiero answered that Representative WIson
raised a valid concern regarding the "forces outside a
conpany's control"” that can influence how quickly a project
was conpleted. He was unclear whether the seven-year
timeframe was adequate. He thought that data regarding
conpani es' act ual experiences should be accessed. He
deduced that the anmount of the total devel opnent costs that

were spent until the time of the delay was encountered
m ght need to be considered, but felt that npbst of the
projects costs were not incurred until after the problem

was solved and devel opnent ranped up. He favored a cutoff
date because it forced the discovery into a production
st age.

2:38: 23 PM
Representative WI son ment i oned conpetitiveness. She
wondered whether the bill rmade Al aska conpetitive. M.

Ruggiero surmsed that the provision to nove from 50
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percent NOLs (net operating |osses) to 100 percent NOLs was
beneficial because it allowed conpanies to recover costs
and kept the state in a conpetitive position. He stated
that the tax rates in the CS were |less than many other
countries' tax rates. He furthered that timng and
mnimzing the risk of cost recovery played an inportant
role in investnent. He indicated that the CS allowed for
deductions as soon as revenues were realized, which kept
Alaska in a "very good conpetitive position." He noted the
necessity to factor in other elenents of the tax system for
a conplete assessnent of conpetitiveness. He provided an
exanpl e by questioni ng when and how an NOL could be used in
a scenario where a conpany did not incur enough revenue to
cover current expenses and carry forwards. The NOLs could
be reduced or elimnated, if current expenses were required
to be deducted first. He counseled that allowng NO
deductions first provided a nore beneficial outcone for the
conpany. He advised that the "nuts and bolts" of how the
tax worked determ ned the conpetiveness of the system

2:41:19 PM

Representative Pruitt asked whether the provisions in the
CS was nore conplex or weasier to admnister than the
current system M. Ruggiero believed the system was novi ng
in a nore streanlined direction. Representative Pruitt
recalled a <chart from previous testinony that showed
increases and decreases in tax systens over the last 10
years. He asked whether the CS included a tax increase and
where the state fit in on the chart. M. Ruggiero believed
he was referencing the "IHS" chart on fiscal regine changes
that was plotted against the price of oil and had green
boxes denoting nore favorable fiscal ternms by governnent
and orange boxes for less favorable ternms [found in Castle
Gap Advisors presentation titled: "Petroleum Fiscal Design
HB 111" WMarch 23, 2017 slides 18 through 20 (copy on
file).] He suspected that by sinply looking at the tax
rates payable over a range of taxes and expected wunit
profitability the CS increased taxes, but when |ooking at
the overall package, he would have to examine the bil
further to discover whether the effects were net positive
or negati ve.

Co-Chair Foster recognized Representative David Eastman in
t he audi ence.
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Representative Pruitt asked about the issue of ring fencing
for a conpany currently producing on the North Sl ope.

2:45:57 PM

M. Ruggiero answered that ring fencing by project was
preval ent worl dw de. Secondly, he referred to AS 43.55. 160
(a) (1) and reported that the tax system already included 7
different ring fencing options. How it inpacted the
traditional 3 |egacy producers on the North Slope versus
the new producers comng in required analysis of new
projects versus the |egacy production and the ability to
wite off expenses on new itenms against exi sting
production. He defined that a ring fence noved the
deduction out in time. The deduction was still allowed, and
he viewed the effect as a tinme value |oss that depended on
the amount of tinme to determne whether it was a "nmmjor
i ssue." Representative Pruitt commented that the conmttee
had had two days to review the bill. He wondered whether
the bill needed nore time for review or whether two days
was enough. M. Ruggiero opined that he would need nore
time but understood the |egislative process.

2:49: 48 PM

Representative Pruitt asked how M. Ruggiero viewed how the
bill would inpact North Slope investnent. M. Ruggiero
urged nenbers to look at Ilikely fields to conme into

production within the next 5 years. Alaska only had linmted
types of projects. He suggested obtaining data from the
Departnent of Natural Resources (DNR) and producers to
identify the projects and assess the tax system agai nst the
projects. He comunicated that until the state analyzed
projects likely to cone online it was inpossible to
det erm ne how taxes woul d af f ect new  production.
Representative Pruitt used the Arnstrong Energy, LLC. and
Repsol oil find as an exanple. He comruni cated that Repsol
was an international conpany with investnment dollars and
Arnmstrong owned the |eases but were not producers. He
wondered how the CS affected such conpani es noving forward
with production. M. Ruggiero indicated that every conpany
used a set of criteria to determ ne where to invest and the
best use its resources. He observed that a benefit for
Al aska was that energy projects had a long life; industry
tended to invest in new technology on long life fields to
increase extraction. He reported that the benefits of
switching from NOL credits to NOL carry-forwards for 7
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years then reducing them 10 percent each year was currently
unknown. He reiterated his belief that each project should
be neasured against the tax system to determ ne the inpact

on overall profitability and the timng for investnent

returns. He was wunable to offer an opinion wthout

performng calculations for each project. Representative
Pruitt referenced information from M. Ruggiero' s initial

presentation [cited wearlier in the neeting] regarding
"long-term drivers and short-term drivers" that highlighted
two things that helped to fill the pipeline: "nore from
|l egacy fields and new big North Slope fields devel oped”

[slide 9]. He questioned whether the Ilegislation would
result in nore production in the legacy fields. M.

Ruggi ero responded that the CS raised taxes which |owered
t he producer's share of revenue. He guessed that due to the
lower profitability environnent, conpanies would view the
CS negatively.

2:56: 26 PM

Representative Pruitt inquired whether the I|egislation was
representative of a slight increase or a "substantial”
increase in taxes, relative to the current price of oil.
M. Ruggiero recounted that he had cautioned agai nst using
"averaged" data when raising taxes. He restated that the
i npact depended on the "overall profitability" of the
specific field and its cost structure. He ascertained that
the per-barrel credit was based on market price and the
current tax was based on unit profitability. He discerned
that in terns of averages, average field costs and a $30
per-barrel cost structure; fields that were currently
accruing 7 percent to 15 percent effective tax rates paid
the Dbase rate of 25 percent wunder the |egislation.
Representative Pruitt asked how M. Ruggiero viewed the
| egislation's effect on new investnment in Al aska. He asked
whet her the tax would be a deterrent for new entrants. M.
Ruggi ero answered that "overall" many oil regines attracted
"significant investnent"” that enacted nultiple changes to
their fiscal systenms. He qualified that the changes noved
in the "right direction;" higher state take with higher oil
prices and lower taxes at lower oil prices. He remarked
that the unit costs were high, and the project lead tine
was long in Alaska along with other places in the world. A
new entrant assessed the two factors against the risk of
profitable investnment returns. He perceived that Al aska was
"still attractive to new entrants"” because it allowed
i nvestnment cost recovery as quickly as production and the
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mar ket price allowed. He stated that "players that would
conme to the Alaska North Slope were not players that were
in it for the short-term" He added that short-term
devel opers were not the type of conpanies the state would
want on the North Slope. Representative Pruitt asked that
in terns of stability, whether the structure in the CS was
a concern for long-term entrants considering operating on
the North Slope. M. Ruggiero felt that producers would
view the legislation unfavorably, but producers understood
the economic reality in the state and that it was not
uncomon for heavily oil dependent reginmes to engage in tax
changes during fiscally challenging tines.

3:03: 07 PM

Vice-Chair Gara recalled M. Ruggiero's term "bracketed"
when referring to the surcharge at $60 in profits. He asked
how the overall tax rate increases conpared to the previous
two profits based tax systens. M. Ruggiero conpared the CS
progressivity to t he progressivity under Pet r ol eum
Production Tax (PPT) and ACES. He explained that under PPT
and ACES "as the profit per barrel increased the tax rate
increased and the tax rate was applied against the entire
production tax value." He conpared a bracketed tax to a
weddi ng cake. The 25 percent was an overall base rate, but
the next layer up was snaller; the 15 percent surcharge
only applied above the $60 price and unlike PPT and ACES
was not applicable back to the first dollar of profit.
Vice-Chair Gara asked whether a bracketed profits tax was
nore favorable to industry. M. Ruggiero replied that he
woul d "no-brainer" choose the current CS versus ACES if his
choice was the way brackets were handled wunder both
systens. Vice-Chair Gara referred to "a |law' that reduced
the paynment fromindustry if a conpany proved the reduction
"made the field economc.” He asked how a royalty relief
statute calculated into the decision to invest. M.
Ruggiero was not famliar wth requests for relief in
Al aska. He believed that the option was available for
producers in Alaska. Vice-Chair Gara asked whether M.
Ruggi ero thought royalty relief was favorable for high cost
fields. M. Ruggiero answered in the affirmative but
recommended a mnuch lower tax rate on "a first bracket,"
therefore, low profitability due to high costs garnered a
| ower tax. Vice-Chair Gara w shed the CS addressed the |ow
tax situation in Cook Inlet. He inquired whether M.
Ruggiero had an opinion on the nmatter. M. Ruggiero
responded that the anmpbunt of changes to the tax structure
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was t he commttee's deci si on. He reiterated hi s
recormendation to include nore than two brackets in the CS.

3:09:25 PM

Representative Thonpson asked whether the loss «carry
forwards and the ring fencing provisions conbined
di scourage new independents and their ability to find
investors. M. Ruggiero responded than what Alaska had in
conparison was not different from other reginmes. He voiced
that one concern was that the ring fencing provided |ess
options for <cashing in or selling out and the costs
remai ned with the project, which was the practice "across
t he worl d." Representati ve Thonpson expressed sone
confusion about ring fencing. M. Ruggiero relayed from
personal experience working in the United Kingdom with two
different types of fields in the North Sea; one highly
profitable and the other with high costs. The ability to
"cross deduct one versus the other"™ was not avail able;
therefore, one field paid high taxes while the other field
covered the loss. He was aware of the situation prior to
investing and did not view it negatively. He worked harder
to increase production and made wuse of carry forward
| osses.

3:12: 17 PM

Representative Tilton referred to M. Ruggiero statenents
regarding noving towards a sinpler system She asked
whet her the CS reflected his recommendations. M. Ruggiero
responded that he had offered nore reconmendations that
were not included. He voiced that in the end, he was not
t he decision maker. He noted that if changes outside of his
reconmmendat i ons wer e made he would of fer further
suggestions to avoid potential "pitfalls and unintended
consequences” from the decisions. Representative Tilton
nmenti oned prior discussions regarding increasing taxes at a
| oner per-barrel price point, which was the opposite
conpared to other regines. She wanted to encourage
conpetition and wondered how higher taxes at |ower prices
per-barrel helped Alaska. M. Ruggiero reiterated that the
whol e tax system required consideration and he used Norway
as an exanple. He articulated that two of the big oil
conpanies that operated in Alaska were major investors in
Norway and every dollar of production tax value (PTV) was
taxed at 78 percent by a conbination of petroleum and
corporate taxes. He observed that both conpanies were not
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deterred from investing in Norway. Norway had extrenely
favorable ternms for investnent recovery. He believed that
the favorable terns on investnent returns was the reason
investnment occurred in high tax reginmes. He cautioned
against focusing on any one aspect and encouraged an
evaluation of the tax as part of a whole package.
Representative Tilton asked whether two days was enough
time to assess how all the tax elenents worked together.
M. Ruggiero was uncertain about whether enough tine was
allotted and attributed the issue to "the workings of the
| egislature.” He addressed her question regarding the
interplay of the tax provisions. He believed that the
bracketed tax, renoving the per-barrel credits, and NOL
provisions contained in the CS "fixed" many of the issues
he had identified in the old system and the prior CS from
t he House Resources Conmittee version

Vice-Chair Gara asked M. Ruggiero to elaborate on his
comments concerning the inprovenents in the current CS. M.
Ruggiero cited his assessnent of NOLs in the docunent
previously provided to the comrittee titled "Understanding
the I npact of NOLs" dated March 29, 2017 (copy on file). He
relayed that his analysis discovered that where a producer
expected to recover costs through deductions and not paying
tax during cost recovery, that the conbination of per-
barrel credits, Goss Value Reductions (GVR), floors etc.
reduced NOLs to approximately 30 percent or 60 percent or
an anmount |lower than their full value. He added that he
could not nodel a situation where an NOL was above 80
percent of its value. He reasoned that the cause was due to
the interaction with the per-barrel credits nore than the
m nimum tax. He pointed out that through elimnation of
per-barrel credits (based on market price) and basing the
tax on unit profitability, the focus of the taxation was on
profitability. He stated that the NOLs offered nore cost
recovery and were nore useful to the producers.

3:21:14 PM

Vice-Chair Gara remarked that in the House Resources
Commttee version the mninum tax was raised to 5 percent
and the CS elimnated the increase on the gross tax. In
addition, the House Resources CS elimnated the decreasing
gross tax from zero to 4 percent and adjusted the tax to a
mnimum of 4 percent. The <current CS reinstated the
decreasing gross tax. He asked how M. Ruggiero viewed the
changes. M. Ruggiero restated that an evaluation of the
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inmpact on the entire tax system on different operators at
different prices was preferable. He deenmed that elimnating
the 5 percent to 4 percent on the top grossing anount
| onered taxes and the 25 percent tax at the first barrel of
profitability represented an increase in taxes. The
reinstatenent of the decreasing tax was based on very |ow
prices that were highly unlikely. He doubted that the tax
had any effect at all; positive or negative.

Representative Wl son recounted that SB 21 was brought to a
public vote. She remarked that since that taxation system
went into effect oil production increased. She referenced
M. Ruggiero's remarks from previous testinony that a nore
equitable way to deal wth cashable credits was to add
interest to NOLs to nmaintain their value. She asked whet her
her interpretation was correct. M. Ruggiero responded that
he thought it would be fair to elimnate the ability to use
an expense as a cashable <credit and receive cash
i medi ately. However, he favored sonme "uplift"™ wth the
expectation that expenses were recovered from production,
in consideration of the tine value of noney between when
the expenses occurred and when the costs were recovered

Representative Wl son asked M. Ruggiero if he was aware of
any location in the world where a system appeared to work
and was changed in a period of low profitability. M.
Ruggiero referred to the IHS chart he previously discussed.
He noted that many changes were instituted in many regines.
He enphasized that the scenario was not the first tinme an

increase happened in a |lowprice environment by a
governnent that heavily relied on oil revenue for its
exi stence.
3:26: 05 PM

Representative WIson renmarked that he had stated the
| egi sl ation had many noving parts. She anticipated that the
oil producers would "react” to the changes. She wondered
whet her the |egislature should have a better understanding
of how the bill worked to avoid revisiting the issue next
year. M. Ruggi er o rest at ed t hat i ssue  was t he
| egi sl ature's decision. He thought that snmall changes were
easier to adopt; the consequences would be discovered by
the actions of the producers. He voiced that mjor changes
necessitated nore tine. Representative WIson asked if he
t hought the CS was a maj or change or a noderate change. M.
Ruggi ero assessed that the changes in the CS were "very
small or noderate.” He recomended elimnating the 7
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different categories of taxes currently in statute (AS
43.55.160), Mddle Earth, Cook Inlet, and North Slope
distinctions and enploy a bracketed system with 4 to 5
brackets to sinmplify the tax system for all. The sinplified
system provided incentives to small new entities or high
cost projects and appropriately taxed |arge conpanies and
profitable projects. Representative WIson opined that the
sinmplified system would not incentivize nore oil production
in the state.

3:29:04 PM

Representative Wl son MOVED t o ADOPT Amendnent 2.

Page |, lines |- 9:

2 Delete all material and insert:

3 ""An Act relating to the interest applicable to
del i nquent oil and gas production

4 tax; relating to the net operating loss credit
agai nst the oil and gas production tax;

5 relating to | ease expenditures; and providing for
an effective date.""

6

7 Page |, line 11, through page 2, |ine 16:

8 Delete all material. 9

10 Page 2, line 17:
11 Delete "Sec. 3"

12 | nsert "Section |"

13

14 Renunber the follow ng bill sections accordingly.
15

16 Page 3, line 12, through page 21, line 28:

17 Delete all material. 18

19 Renunber the followi ng bill sections accordingly.
20

21 Page 22, |ine 29:

22 Delete "[OR (Q)]"

23 I nsert "or (g)"

2 Page 23, line 1, through page 27, line 24:

3 Delete all material. 4

5 Renunber the followi ng bill sections accordingly.
6

7 Page 27, |ine 28:

8 Delete "(h) (1) [(h)]"

9 Insert "(h)"

| O

11 Page 28, line 5:
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12 Delete "(h) (1) (Q [(h) (3)]"

13 Insert "(h) (3)" 14

15 Page 28, line 15, through page 31, |ine 28:

16 Delete all material. 17

18 Renunber the following bill sections accordingly.
19

20 Page 32, lines 21 - 30:

21 Delete all material and insert:

22 "(3) l|lease expenditures, as adjusted under (m of
this section, that

23 (A) net the requirenents of AS 43.55.160(e) in
t he year that

24 the | ease expenditures were incurred;

25 (B) were deducti bl e in t he
i mredi ately precedi ng 10

26 calendar years, not counting the year in which
the expenditure was

27 i ncurred;

28 (© have not been deducted in the determ nation
of the

29 production tax value of oil and gas under AS

43.55.160(a) in a previous

30 cal endar year;

31 (D) were not the basis of a credit under this
title; and

1 (E) were incurred to explore for, develop, or
produce an oi

2 or gas deposit located north of 68 degrees North
| atitude."

3

4 Page 32, line 31, through page 33, |ine 10:

5 Delete all material and insert:

6 "* Sec. 5. AS 43.55.165 is anmended by adding a
new subsection to read:

7 (m A loss carried forward under (a) (3) of this
section shall increase in val ue

8 at a rate of 10 percent, conmpounded annually. An
i ncrease in value under this

9 subsection begins to accrue on January | of the
cal endar year imediately foll ow ng
10 t he cal endar year i n which t he | oss was

accrued and no | onger accrues on

11 Decenber 31 of the calendar year imrediately
precedi ng the cal endar year in which a

12 carried-forward annual loss 1is applied. The
i ncrease in value accrued under this
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13 subsection has no value except as applied in this
section. An increase in value may not

14  accrue

15 (I') for a partial cal endar year;

16 (2) for nore than 10 cal endar years, consecutive
or nonconsecutive; or

17 (3) on a loss carried forward by a producer whose
aver age anmount of

18 oil and gas produced a day and taxable under AS
43.55.01l (e) is nore than 50, 000

19 BTU equivalent barrels during the cal endar year
that the | oss was accrued." 20

21 Page 33, line 11, through page 38, line 4:

22 Delete all material and insert:

23 "* Sec. 6. The uncodified law of the State of
Al aska i s anended by adding a new section to

24 read:

25  APPLICABILITY. (a) AS 43.55.023(b), as anended by
sec. 2 of this Act, applies to

26 | ease expenditures incurred on or after the
effective date of sec. 2 of this Act.

27 (b) AS 43.55.165(a) (3) and 43.55.165(m, added
by secs. 4 and 5 of this Act, apply to

28 a |ease expenditure incurred on or after the
effective date of secs. 4 and 5 of this Act." 29
Renunber the followi ng bill sections accordingly.
Page 38, |ine 14:

Del ete "Section 3"

I nsert "Section |I" 4

Page 38, |ine 15:

Del ete "Sections 3, 30, 36, and 37"

I nsert "Sections 1, 7, and 8" 8

Page 38, line 17:

10 Del ete "Section 26"

11 | nsert "Section 4" 12

13 Page 38, |ine 19:

14 Del ete "secs. 38 and 39"

15 | nsert "secs. 9 and 10

LO\IOU(HOOI\JI—‘C&)

Co- Chair Seat on OBJECTED.

Representative WIson expl ai ned the anmendnent. She remarked

that the goal was to address the state's liability from
cashable credits. She explained that the anmendnent del eted
nost of the bill, converted the cashable credits into NOLs

that accrued interest to protect their initial value, and
only applied to the smaller conpanies that currently
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received the credits. In addition, the |ease expenditures
were extended to 10 years and would end wthout any
decrease in value over tinme. She believed that the
extension would address unanticipated project delays and
woul d of fer a tax benefit.

Co- Chair Seat on MAI NTAI NED hi s OBJECTI ON.
Aroll call vote was taken on the notion.

IN FAVOR: Pruitt, Thonmpson, Tilton, WIson.
OPPCSED: G enn, Gut t enber g, Kawasaki , Gar a, Seat on,
Foster.

The MOTION to adopt Anendnent 2 FAILED (4/7).

Vice-Chair Gara reviewed the new Departnent of Revenue
(DOR) fiscal note allocated to the Tax Division. He pointed
to page 4 of the fiscal note analysis, which included a
chart that reported the bill's revenue inpact. He relayed
that the inpacts were $20 mllion in FY 18, $85 mllion in
FY 19, $90 million in FY 20, $100 million in FY 21, $145
mllion in FY 22, and $190 mllion in FY 23. He noted that
the increases were based on forecasted rising oil prices.
He reported a capital cost of $1.2 mllion.

3:34: 00 PM

Representative WIlson remarked that DOR testified in prior
testinmony that the price of o0il was not expected to
i ncrease soon. She wondered whether any other factors were
taken into consideration when predicting the bill's revenue
impact. M. Al per responded that the nunbers built into the
fiscal note were predicated on the Fall 2016 revenue

forecast. The nunbers reflected a situation where as the
price of oil rose above $50 to $55 it initiated significant
change in the use of the per-barrel credit. He delineated
that the reason total revenue did not also change
dramatically was due to the 4 percent mninmum tax floor. A
conpany only used a small portion of its per-barrel credit
at $50 to $52 oil before the credit bunped against the
floor, as the price increased nore of the per-barrel credit
was used before the mninmum tax was reached. He noted that
the anount of per-barrel credit offset on line 5, of the
chart grew significantly larger as nore use of the per-
barrel credit was used to achieve the mninum tax floor.
Representative WIson asked whether the calculations

House Fi nance Conmmittee 21 04/08/17 1:59 P. M



included volune. M. Alper replied in the affirmative.
Representative WIson asked whether the expected increase
in oil production was based on the tax structure in SB 21

M. Al per responded that future oil production projections
were based on "a nunber of things including what was known
about conpany investnents.” He did not attribute the
forecast to "any particular law " Representative WIson
gueried whether M. Al per was suggesting that no matter how
much a conpany was taxed its behavior remained the sane.
M. Al per responded that it was reasonable to say that
significant changes to a tax system woul d change conpani es’

behavi or. Representative WIson asked whether it was
accurate to say that the state had not seen the anopunt of
increased production in the Jlast 14 years since the
inception of SB 21. M. Alper reported that the production
of oil increased |ast year over the year prior and was the
first increase since 2001. He agreed that her statenent was
correct. Representative W/Ison asked how M. Al per nmade the
anal ogy considering the production increases because the
state taxed conpanies fairly under SB 21. She asked what
kind of response the state should expect wunder increased
taxes. M. Al per responded that he thought it was a matter
of opinion and speculation and he could not accurately
answer the question. Representative WIson disagreed wth
the fiscal note and commented that fiscal note information
shoul d be accurate.

M. Al per directed nmenber’s attention to the note included
on page 4 of the fiscal note. He read the foll ow ng:

Note: The fiscal inpact of this proposal is an
estimate based on the Fall 2016 revenue forecast.
Estimates shown here are draft/prelimnary data based
on our interpretation of possible changes, and do not
i ncl ude any changes in conpany behavior as a result of

the proposal. W reserve the right to nmake
nodi fications to estimates for any forthcom ng fisca
not es.

M. Al per shared that the departnent was not trying to
interpret any changes in conpany behavior, investnent, or
pr oducti on.

3:40: 36 PM

Representative QQuttenberg voiced the difficulty for M.
Alper to speculate on activity that took place in
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boardroons full of local, national, and international
corporations. He believed that it was DOR's job to present
the best facts and not forecast based on assunptions that
were inpossible to predict. He stressed that "things that
happened during the time SB 21 was in place did not nean
they were the result of SB 21." M. Al per added that the
fiscal note was nostly a "mathenatical exercise" based on a
nodel .

3:42: 20 PM

Co-Chair Seaton MOVED to report CSHB 111 (FIN) out of
Commi ttee W th i ndi vi dual recommendat i ons and t he
acconpanyi ng fiscal note.

Representati ve Wl son OBJECTED.

Representative WIson spoke to her objection and stated
that "Al askans would be the true losers.” She spoke to job
| osses on the North Slope. She agreed that cashable credits
were problematic. She suggested addressing the situation
with adding interest to NOLs. She described provisions in
the CS she felt were damaging to the state: the elimnation
of the utilization of cashable credits as collateral, and
transferrable credits. She declared that the «citizenry
spoke when they voted for SB 21. She suggested that SB 21
was working, and nore fields were comng online. She
anticipated that conpany behaviors would |ikely change and
continued to argue against the CS. She believed that the
oil industry "paid the bills for the state" and was being
penalized for nmaking a profit. She believed that the bil
woul d stop exploration and increase oil job |osses. She
believed that Al aska was owed a good portion of revenue for
its resources, but the state received a |ot of revenue from
royalties and corporate taxes. She was thankful for the oil
conpanies and predicted a loss in state revenues. She
apol ogized to the oil conpanies for the legislation that
she coul d not stop.

Representative Thonpson conpared the bill to his property
tax at home. The bill was tripling the tax and negatively
i npacted production, jobs, and investnent. He strongly
opposed the bill.

Co- Chair Foster acknow edged Representative Chenault in the
room
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3:48: 33 PM

Vice-Chair Gara relayed that M. Ruggiero stated that
Al aska was still attractive to new entrants under the bill.
He el aborated that nmany fields paid no production tax to
the state; the CS raised taxes above zero. He reported that
as new production took the place of older field production,
the state would have nore and nore fields in the future
that had a zero percent production rate up to $70 per-
barrel for the first seven years of production. He thought
the public was right in wanting to balance the public's
interest and treat producers fairly. He thought zero was
out of balance. He thought the public wanted to know t hat
if they were being asked to "chip in," the oil conpanies
were also expected to chip in. He noted that Conoco
Phillips had made a profit in the previous year in Al aska
at $41 per-barrel, but |ost revenue el sewhere in the world.
He thought the tax was fair and was raised or |owered
according to profits. He related that the bill established
a "nodest profits tax rate of 25 percent." He reported that
if a field was not profitable, a conpany was not charged
the 25 percent profit tax and only paid the 3 or 4 percent
gross tax. He rem nded the committee that under Al aska | aw,
a royalty relief reduction was available wunder proven
"uneconom c" circunstances. The relief offset the 3 or 4
percent gross tax by 7 to 13 percent in royalty reduction,
which he believed was nore generous and erased the gross
tax. He nentioned three previous cases of royalty relief.

He believed the bill balanced both the state's and
industry's interest. He cited M. Ruggi ero st at enent
regarding the nodest nature of the tax change. He
characterized the bill as instituting a "nodest profits
tax." In addition, the bill offered NOLs and carry forwards
on losses. He felt that the bill was fair and bal anced.

3:54: 44 PM

Representative Pruitt declared that he ascertained that the
bill increased taxes. He reported that BP lost $87 mllion
and paid $822 mllion in royalties and taxes over the |ast

two years according to the Al aska Journal of Comrerce. He
hi ghlighted how difficult it was to get royalty relief. He
reported fromthe Petrol eum News, Decenber 2014 that only 8
cases were submtted to the Departnent of Natural Resources
(DNR) for royalty relief since 1995, and only two resulted
in royalty relief. He stated that royalty relief was not
"prevalent.” He read from BP tal king points that called the

House Fi nance Conmmittee 24 04/08/17 1:59 P. M



CS a "rig killer" for the North Slope legacy fields. He
believed that the oil conpanies would reduce spending
resulting in job loss and reduced throughput. In addition

| oner property tax values were a possible "ancillary
effect." He disagreed wth increasing taxes when the
industry was "struggling" and felt the action sent the
wrong nessage to business. He acknow edged that cashable
credits needed changing but thought the bill went too far

He spoke of people crying when he |ast canpaigned going
door to door and hearing from constituents who had | ost

their jobs because of the low oil price. He felt that
current job |osses were caused by the "inability of the
| egislature to control its own budget.”™ He cautioned

agai nst supporting the |egislation.

3:59: 53 PM

Representative Kawasaki remarked that he did not want to
see anyone cry. He relayed that BP had just published its
annual report for 2016. The report noted that BP made $115
mllion worldwide and $85 million of the total was profit
from Alaska. He did not believe the bill would decrease or
cease production in the state. He would be voting in favor
of the bill.

Co- Chair Foster acknow edged Representative Zach Fansler in
t he audi ence.

Co-Chair Seaton commented on the remarks regarding having
to revisit the issue next session due to unintended
consequences. He thought that if the CS was not adopted the
| egi slature would have to deal with another oil tax bil

next year. He believed that industry was aware that the
current tax system was unworkable and was not designed for
the low oil price environment. Solving the matter now
ensured that a bill was not necessary next session. He
offered that the tax was based on profits and was what the
i ndustry had wanted for nmany years. In response to industry
testinmony, the bill only applied to profitable fields and
at over $60 PTV per-barrel a 15 percent surcharge kicked
in, but only on the amunt over and above $60. He added
that the bill elimnated detrinmental cash credits, but
offered carry forward NOLs at 100 percent for 7 years. He
reasoned that the 7-year limt incentivized production but
offered tinme sensitivity for non-production. He noted that
ring fencing on net operating losses primarily applied to
new fields where conpani es were producing or exploring. The
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NCL's were not transferrable for legacy fields that were
operating and profitable and left new field undevel oped. He
believed that transferring NOLs to offset profitable |egacy
field taxes as a way to increase oil production "nmade no
sense". He maintained that ring fencing NOLs would "push"
project developnment. He felt that the bill was bal anced,
and supported the |egislation.

Representati ve W I son MAI NTAI NED her OBJECTI ON.
Aroll call vote was taken on the notion.

I N FAVOR. Quttenberg, Kawasaki, Otiz, Gara, Foster, Seaton
OPPCSED: Pruitt, Thonpson, Tilton, WIson, Genn

The MOTI ON to REPORT OUT CSHB 111 (FIN) PASSED (6/5).

CSHB 111 (FIN) was REPORTED QUT of commttee with 4 "do
pass"” recommendations, 4 "do not pass" recommendations, 2
"no recommendat i on” recommendat i ons, 1 "amend"
recommendation, and with a new fiscal inpact note by the
Depart ment of Revenue.

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

Co-Chair Foster recessed the neeting to a Call of the Chair
[ Note: the neeting never reconvened].

#
ADJ QURNVENT

4:07: 04 PM

The neeting was adjourned at 4:07 p.m
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