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Anchor age, Al aska
PCOSI TI ON STATEMENT: Testified during the hearing of the status
of the oil and gas tax regine in Al aska, and answered questi ons.

KEN ALPER, Director
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PCSI TI ON STATEMENT: Conti nued a PowerPoint presentation begun
during the neeting of 1/30/17 entitled, "Alaska Gl and Gas
Taxation - Status Report" dated 1/30/17, and answered questi ons.

ACTI ON NARRATI VE

6: 01: 55 PM

COCHAIR GERAN TARR called the House Resources Standing
Commttee neeting to order at 6:01 p.m Representatives Tarr,

Birch, Drummond, Johnson, Parish, Rauscher, Talerico, Wstl ake,
and Josephson were present at the call to order.

PRESENTATI ON(S):  UPDATE: STATUS CF THE O L AND GAS TAX REG ME

6: 02: 33 PM

CO CHAI R TARR announced that the only order of business would be
an update on the status of the state's oil and gas tax regine.

6: 03: 01 PM

PAT GALVIN, Chief Commercial Oficer and General Counsel, G eat
Bear Petroleum inforned the conmttee Geat Bear Petroleum is
an exploration conpany on the North Slope that holds 590,000
acres of state oil and gas |eases located directly south of
Prudhoe Bay and Kuparuk River Unit fields, but not in the
Foothills. Great Bear has conpleted five years of 3D seismc
acquisition - covering its approximately 1,000 square niles of
| eases - and has drilled three wells, tw that targeted shale
interval s; however, due to economcs, the conpany has turned its
attention to conventional fields. Geat Bear utilized seismc

data to identify six conventional oil prospects that wll be
explored with three wells and that have the potential to produce
billions of barrels of oil. Further, Geat Bear has spent
al nrost $250 mllion in drilling and seismc acquisition, and has
earned about $140 mllion in reinbursable tax credits, a large
portion of which remain unpaid by the state. M. Galvin
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provided a brief personal background. Turning to the status of
Al aska's oil and gas tax system he advised that the oil tax
system is very conplicated because it has devel oped over tine
and through a nunber of adjustnments, and cautioned that under
these circunstances policymakers may fail to see all of the

ram fications of their actions. It is very inportant to devel op
a set of principles or objectives to follow in order to avoid
uni nt ended consequences. One of the driving principles of the

state's oil and gas policy over the past 20 years has been a
recognition of the need for conpetition on the North Slope; new
conpanies as explorers and devel opers, and then as producers,
create a different market with nore activity and conpetition.
He opined the aforenentioned principle ensures economc equity
between the incunbents and new conpanies, so that investnent

dollars hold the sane econom c val ue. M. Glvin cautioned
against a return to a tax credit system that is nore beneficial
to an incunbent. Firstly, the existing reinbursable tax credit

system ensures that new conpanies receive the sane econonic
val ue as incunbents because incunbents imediately deduct their
expenses and reduce their taxes, and reinbursable cash paynents
are equivalent to the value of an incunmbent's tax savings; thus
if the state fails to nmake paynents, the investnent value shifts
back to the incunbent. Secondly, net operating loss credits are
part of the tax system that allow a conpany with no revenue to
deduct expenditures from zero and convert them to a credit.
However, a current producer wth no revenue would deduct

expenses and generate net operating | osses. He clarified that
| osses are not credits and can be carried forward into a
subsequent year; the difference between credits and net

operating | osses nmust be recogni zed and under st ood.
6:14: 14 PM

REPRESENTATI VE Bl RCH asked what other investnents have been nmade
by G eat Bear Petrol eum

MR. GALVIN said the conpany's focus is solely on Al aska and the
North Slope; Geat Bear was created by investors to pursue the
"Shell play" in 2010. Subsequently, the conpany partnered with
a new nanaging partner, and he provided a brief background on
its new CEO. Al of Geat Bear's enployees live in Anchorage.

REPRESENTATI VE PARI SH surmsed from M. Galvin's remarks that

the state's current tax structure puts larger firms at a
conpetitive advant age.
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MR GALVIN clarified that he is worried that the state is
"definitely noving in that direction.”

REPRESENTATI VE PARI SH observed that it is inprudent for the
state to pay statutorily recommended anounts of tax credit
litabilities, given the state's financial difficulties.

MR GALVI N renmar ked:

o | was there witing the statute that dealt wth
the reinbursable fund, and that is not intended to be
a statutorily recomended anount. That was i ntended
to be strictly a nmechanism to establish the fund and
to ensure that there was a way in which the fund woul d
automatically receive a calculated amount, but it was
al ways intended, and was from day one up until
present, fully funded to the expected anmount of the
rei nbursable credits that were supplied; in fact, it
was witten into the budget that it would be funded at
what ever was necessary to cover the credits up unti

the governor vetoed that |anguage a year ago. The
| egi sl ature has always funded it conpletely, and that
statute was never intended to be a Ilimt or a

reconrmended anount

REPRESENTATI VE PARI SH posed the analogy of a person who spends
$100 at a narket and receives a coupon worth $60 off their next
purchase. The state has created an unw se expectation that its
coupon wll be imediately repurchased, which is wunfair to
i ndustry. He questioned how to restructure the current tax
reginmne to level the playing field, because now the majors have
an unfair advant age.

6:21: 15 PM

MR. CGALVIN disagreed with the foregoing anal ogy. For exanpl e,
the state has advertised that exploration conpanies get $0.60
back for each $1 spent, and that current producers get $0.60
off. He described the present situation, and said the state has
“changed [its] mnd." M. Glvin could not say how to fix the
situation; the question is not whether the state can afford to
pay, but that in order for all to participate, the state has to
treat all of the industry the sane. He questioned the
admnistration's "fix" by having conpanies sell their credits to
i ncunbents who then pay |ess, because the state pays out the
sanme anount: the fix is an attenpt to hide the cost on the
"revenue side" for political expediency. M. Glvin said the
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state should not create a profit center for one conpany and a
di sincentive for another, and urged for fairness.

CO CHAI R JOSEPHSON acknow edged there is - or is an appearance

of - a "promise" nmade by the state through the credit regine.
He surmsed M. @Glvin's concern about a tax holiday in the
initial years after production begins, "is that you couldn't get

to production.”

MR. GALVIN said that exploration is different from devel opnment
and production in that it holds significant risk that there may
be no return, thus a conmpany cannot borrow against an

expl oration play. In Alaska there is a long lead tinme between
exploration and production, so the expectation is that the
return will be rmuch higher; in fact, the cost of capital for an

exploration conpany is that a five- to ten-year wait between
expenditure and "a certain anount of cash" neans nothing in
val ue. For an exploration conpany there is a degrading of the
econom ¢ value of a paynent "way out in the first few years of
production ...."

6: 28: 00 PM

CO CHAI R JOSEPHSON questioned whether the state and the people
of the state are entitled to a system that has the Departnent of
Nat ural Resources (DNR) evaluate the financing and geology of a
project, and establish a priority list based on nerits, but not
on the status of a conpany.

MR. GALVIN opined the public discussion that conpanies are
maki ng noney off of the tax credit program w thout nmaking good

econonmic decisions is a fallacy. Great Bear's investors may
invest between $15 mnmillion and $25 nillion to drill an
exploration well in Alaska;, after credits, the cost remains
between $9 mllion and $15 million. An identical well in Texas
would cost $2 million to $3 million. Wth this anmount of noney
at risk, Geat Bear does not need DNR s guidance. He recalled

that when the tax credit program was established it was debated
whet her state oversight was needed, but M. Glvin' s experience
is that the industry is better equi pped than DNR to assess ri sk.

6: 31: 59 PM
DAVID WLKINS, Senior Vice President, Hilcorp Energy Conpany,

paraphrased from the following witten statenment [origina
punct uation provided]:
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Good eveni ng Co-Chairs Josephsen and Tarr, My nane is
Dave WIlkins and |I'm the Senior Vice President for
Hilcorp Al aska. | appreciate the opportunity to speak
with the resources committee today and to take part in
a discussion that is very inportant to nme personally,
it’s inportant to ny conmpany and to our State.

Hi | corp, founded in 1989, 1is one of +the |[argest
privately-held oil and natural gas exploration and
producti on conpani es in t he Uni ted St at es.

Headquartered in Houston, TX, Hilcorp has nearly 1,500
enployees in nultiple operating areas including the
@ul f Coast of Texas and Louisiana, Womng, the
Northeast United States, and Al aska's Cook Inlet and
North Slope. Here in Alaska, Hilcorp operates in both
Cook Inlet and on the North Sl ope. Just over 500 full-
time enployees support our operations in Al aska and
I’m proud to say that nearly 90% are Al askan
residents. |I'm also proud to say that we ve worked
very hard to build efficiencies over the |ast severa
mont hs. We were successful in doing so, and because of
that |'’m happy to report Hilcorp has had zero |ayoffs
during this unpredicted drop in oil price. The support

industry’s willingness to help us weather the storm
should not go unnentioned. Wile they have seen job
| osses overall, Hilcorp's activity, on average,

enpl oys approxi mately 400 full-tinme cont ract or
positions and hundreds nore part time contractor
positions. Again, these are hard-working Al askans
hel ping us develop the State’s resources safely and
responsibly and are a mgjor part of Alaska s overall
econony. Hilcorp operates approximately 53,000 gross
barrels of oil per day and 150 mllion cubic feet of
gross gas sales per day from approximtely 500
producing wells, for a total net production to Hlcorp
of approximtely 57,000 barrels of oil equival ent per
day. Keep in mnd we did not cone to Alaska until
2012, so this represents a tremendous investnent in
Alaska in a very short tinme period. Before | go any
further, and | realize you ve heard this from earlier
testinmony, but it’'s worth saying again, from our point

of view the systemis working. |I'’m proud to say that
we had a role in last year’s historic increase in
North Slope production. It’'s quite a feat for an

operator that’'s only been on the Slope since late
2014. I1t’'s also inportant to note that we have worked
very hard and invested hundreds of mllions of dollars
in the Cook Inlet basin as well. Qur activity has
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increased both oil and gas production- increasing
revenues for paid to the state and providing long-term
energy security for Alaska s largest population hub.
SB21 was in place when Hilcorp made the decision to
expand our operations in Alaska to the North Slope. It
was a significant investnment at a tinme when prices
were significantly higher than they are today. It’s
worth nentioning that despite the economc and
| ogi stical challenges, Hlcorp continues to invest and
works hard to nove the needle on oil and gas
production. W’ ve nmade great progress in all three
producing fields we operate on the Slope — Northstar,
Ml ne Point and Endicott. W continue to invest tine
and noney in the Liberty Developnent. It’s a project
that could add an additional 70,000 barrels a day down
the pipeline. W also recently built a new drilling
rig for those fields. W call it the Innovation rig,
it’s a state of the art rig that is already bringing
nore production online at Mlne Point. If the
| egislature decides to change tax policy again, we
will evaluate the economc inpact to our conpany and
adj ust our spending accordingly.. W believe that the
passage of SB21 was a good policy decision, and one
that has yielded the results it intended. And as |
watch the new legislative session take shape, |I'm
encouraged to hear that folks are recognizing the
value of stability. Production from new exploration
pl ays can take several years and hundreds of mllions
of dollars to bring online; maintaining and grow ng
producti on from existing/aging fields requires
significant and continual investnents. | urge you to
foster stability let good policy continue to benefit
the state in the way it was intended and as a result

we wll continue to invest our capital in Al aska. W
want to keep Al askans enployed. W want to put nore
oi | in the pipeline, and so I’ close wth

this...Policy matters, the current system is working.
Let’s continue to work together, to provide stability
not only for the industry but for the State. Thank
you.

6: 38: 55 PM

COCHAIR TARR inquired as to tax credits for which Hlcorp was
eligible in Cook Inlet.
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MR WLKINS said Hlcorp was eligible for credits and invested
its credits into activity in Cook Inlet; five years ago there
was concern that natural gas supplies in Cook Inlet were
depleted, and inporting natural gas may beconme necessary.
Because of [Alaska oil and gas tax reginme policies] Hlcorp nade

investnments and earned credits by drilling over 50 wells in the
Cook Inlet basin, which doubled oil production and stabilized
the gas nmarket. At this tinme, Hlcorp can no |onger exercise

cashable credits, but he opined that the tax credit policy was
successful for Al aska.

COCHAIR TARR, as an aside, stated that if a conpany produces
over 50,000 barrels of oil per day it is eligible to deduct net
operating loss against tax liability, but not for cashable
credits.

REPRESENTATI VE RAUSCHER asked where the Hilcorp rigs are
| ocat ed.

MR. WLKINS answered on the North Slope, the Kenai Peninsula,
and of fshore on the King Sal non platform

6:42: 07 PM
BENJAM N JOHNSON, Pr esi dent / CEQ, Bl ueCr est Ener gy, I nc.
(BlueCrest), informed the comrittee that he supports the

previ ous testinony by other nmenbers of the industry and stressed
the inportance of fostering an environment that brings Al aska's
resources to developnment and value to its residents. Pol i cy
matters here, and positive changes to the state's tax system
have stemmed the natural decline of oil through TAPS, fostered a
rebirth of oil fields in Cook Inlet, and ensured that |arge new
fields such as BlueCrest Cosnopolitan are under devel opnent.

Further, new large oil finds have just been announced, which
will require tinme and a lot of noney to reach production, and
begin a new era of productivity and wealth for Al aska. Al so

BlueCrest is developing a smaller field in Cook Inlet which has

the potential to deliver oil and natural gas within a short
period of tine and for years to cone. In Cook Inlet, BlueCrest
is utilizing an extended reach drilling (ERD) rig specifically

designed to finish a new well that should be in production this
summer, and a second new well may be producing by late fall

M . Johnson advised that the foregoing activities were comrenced
based on the belief that the state wll stand behind its
commtnments concerning incentives to invest in Al aska. He
acknow edged that the incentive plan may change, but urged that
the state honor its conmmtnents for the anounts that have
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al ready been earned. M. Johnson provided brief personal
background information. Now, as a manager representing gl obal
private investors, he nust ensure the highest returns possible
from assets; he restated that the oil business is a conpetition
for investnent dollars and the noney follows the promse of

hi ghest return. In its search for investnent opportunities,
Bl ueCrest knew that Al aska has resources, but its high cost of
devel opment did not conpete wth the Lower 48 wuntil the
incentives offered by the state were sufficient to offset the
hi gher cost. He stressed that BlueCrest would not be devel oping
Cosnopol itan except for its trust in the state to follow through
on its pron ses. At the tinme BlueCrest was evaluating the
Cosnopol i tan proj ect, it relied on t he "one- of - a- ki nd

opportunity" announced by the state and based its plan on that a
portion of the investnment funds would be covered by the state
tax credit. Bl ueCrest has successfully proved-up Cosnopolitan,
conpleted a production facility, and built a large drilling rig
which is drilling wells. Furthernore, BlueCrest has invested
al nrost $400 million in a project that will require $500 nillion
to reach the point of positive cash flow, and has earned the tax
credits for the remaining, which should have been paid. Wthout
confidence that the tax credits will be paid as due, in a tinely
manner, BlueCrest nmay lack the ability to continue uninpeded
devel opnent; the results to the state are tangible, and
Bl ueCrest may be forced to slow or stop drilling new wells that
will provide large returns to the state. He recalled his
previous testinony that the tax credits are a good investnent
for Alaska and represent a return of several hundred percent on
the state's tax credit investnment. In addition to oil reserves,
BlueCrest also has a large proven gas field offshore in Cook
Inlet that could provide energy security to Southcentral, but
has stopped gas well drilling due to the wuncertainty of the
future of the tax credit program M. Johnson urged that the
commttee work with industry to wi sely devel op Al aska's weal th.

6:51: 21 PM
CO- CHAIR TARR inquired as to which credits benefit BlueCrest.

MR.  JOHNSON responded that BlueCrest wutilizes credits for

intangible and tangible well | ease expenditures and net
operating |loss; House Bill 247 cut the earned credits in half,
and after calendar year 2017, there will be no further credits

available in Cook Inlet.

REPRESENTATI VE BI RCH asked for the magnitude of BlueCrest's tax
credit liability against its total investnment in Cook Inlet.
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MR JOHNSON stated that BlueCrest has invested $400 nmillion and
has received $26 nmillion in total tax credit paynents to date.
By the end of this year, BlueCrest will have an additional $100
mllion due, which is approximately 25-30 percent of its total
i nvest nment .

REPRESENTATI VE Bl RCH asked for the range of the ERD rig.

MR. JOHNSON said 30,000 feet is reasonable; the well underway
will be 22,000 feet.

REPRESENTATI VE RAUSCHER questioned how far the rig could reach
hori zontal ly.

MR. JOHNSON expl ained that the horizontal reach is a function of
depth; for exanple, the wells underway are about three mles out
and about one and one-half mles deep.

REPRESENTATI VE PARISH inquired as to BlueCrest's experience
selling tax credit certificates.

MR. JOHNSON answered that BlueCrest has no experience selling
tax credit certificates to a maj or conpany.

REPRESENTATI VE PARI SH asked for BlueCrest's average return on
equity, exclusive of Cook Inlet exploration.

MR, JOHNSON advised that BlueCrest is entirely focused on Cook
Inlet, and has no return on equity for investors so far.

REPRESENTATI VE RAUSCHER asked for the cost of drilling a well in
Cook Inlet.

MR JOHNSON stated that an offshore well drilled in 2013 cost

$45 mllion; the ERD wells underway cost between $40 nillion and
$45 mllion each. Conpared to wells in the @ulf of Mxico, the
same well in Alaska is three tinmes nore expensive.

6: 59: 04 PM

KEN ALPER, Director, Tax Division, Departnment of Revenue,
continued an update begun during the neeting of 1/30/17
entitled, "Alaska G| and Gas Taxation - Status Report" dated
1/ 30/ 17. M. Al per acknowl edged that the industry was very
unhappy with [Alaska's Clear and Equitable Share (ACES) passed
in the 25th Al aska State Legislature] tax system because of high
margi nal rates, especially at high prices, and the w ndfal
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profits tax; however, industry strongly supported Senate Bill 21
because of its effects at different price points and a
perception that it nore strongly favors investnent. He
explained that wth nulti-year developnments it is hard to
determine at what point a tax change inpacts a decision,
i nvestment, or production. M. Al per opined |large investnents
were driven by high prices and the state's generous system of
cashable credits that was financed by state surplus revenue;
neither of which were tied to the tax system in place at that

tinme. The ACES tax system incentivized capital spending and
Senate Bill 21 [passed in the 28th Al aska State Legislature]
incentivized the production of lower cost oil (slide 42). He
provided a "looking backwards”™ graph that estimted what

production tax would have been under the tax regimes of [the
Pet rol eum Production Tax (PPT), passed in the 24th Al aska State
Legislature], ACES, and Senate Bill 21 for the years FY 07
t hrough FY 18. At high prices Senate Bill 21 generates |ess
revenue, although he questioned whether the foregoing is "the

essential issue before the legislature right now ...." (slide
43) .

7: 03: 36 PM

REPRESENTATI VE BIRCH characterized tax credits not as a gift
but, in a manner simlar to a child care tax credit, as an
offset on one's taxes. He asked whether tax credits are an

integral part of what the government levies in its tax program

MR. ALPER explained tax «credits that are deducted against
liability are an integral part of the tax system and are rel ated
to the tax rate set by legislation; however, cash credits are
unique to Alaska and no nmatter their definition, they are part

of an incentive program to encourage desired behavior. He
advised at this point, the cost benefit of the incentive program
in the future nust be eval uated. In response to an earlier

guestion, he directed attention to slide 43 and pointed out that
in FY 16 and FY 17 projected revenue from ACES is zero because
the 20 percent capital credit not bound by the mninmum tax floor
woul d have of fset any taxes due from producers.

CO CHAIR JOSEPHSON referred to nodeling for ACES and Senate Bill
21 and opined the legislature "did not adequately consider this
sort of marketplace ...."

MR. ALPER recalled the Senate Bill 21 nodel was bound by an $80-

$120 per barrel of oil expected price range. The ACES nodel
| ooked at the $40-3$80 per barrel of oil price range; however, in
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2007, spending was about $20 per barrel and now it is $40, which
creates a big difference when calculating a net profits tax,
t hus ACES did not consider very |low prices either. He said:

the mninum tax was a stopgap, sonething of an
energency tax. The fact that we've been exclusively
living under it for the last three years and ... it's
our primary production tax for the foreseeable future,
i's probably outside the expectations of the bill.

7:08: 04 PM

REPRESENTATI VE PARI SH returned attention to slide 43 and said
all things being equal, the state would be about $10 billion
poorer if under the Senate Bill 21 tax reginme since FY 07.

MR. ALPER pointed out that other factors, such as budgeting and
savi ngs, i nmpact the estinated revenue. In response to
Representative Parish's repeated question, he said yes.

REPRESENTATI VE TALERI CO r emar ked:

we talk about the $10 billion, that's under the
assunption that capital spending and investnent in all
of our oil industry would have remained at the |evel
it did, had the tax regime stayed there under ACES and
the capital was not actually available to the
conpanies to invest. So | think an assunption that
that would actually be available mght, mght be kind
of tough for us to [arrive] at.

MR. ALPER agreed. In response to Co-Chair Tarr, he said for a
period in FY 08, oil prices were over $130 per barrel thus the
state received the ACES greater-than-50-percent tax rate for a
period of two nonths; further, the progressive tax rate changed
every nonth based on average profits, which capitalized on the
i ndustry's windfall.

REPRESENTATIVE BIRCH recalled the |legislature significantly
increased the amount originally proposed by former Governor
Palin in ACES | egislation.

7:12: 33 PM
MR. ALPER said yes, and added that the tax base rate of ACES was

25 percent, which was an increase from PPT; in addition, the
sl ope of progressivity as profits go up was increased from 0.2
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percent per dollar to 0.4 percent per dollar. He stressed that
the original bill also provided for a 10 percent mnimum tax on
certain large l|legacy fields, which was renoved in response to
i ndustry objections, thus the higher percent "was a tradeoff for
t he ot her."

REPRESENTATI VE BI RCH observed that Senate Bill 21 incorporates a
fl oor of 4 percent.

MR. ALPER advised the 4 percent floor renains unchanged since
PPT; however, the degree to which certain credits can offset the
m ni mum tax have changed. For exanple, in ACES the 20 percent
capital credit could |lower beneath the floor, but Senate Bill
21, with the exception of <certain factors, holds the |egacy
fields to 4 percent of the gross value of oil.

REPRESENTATI VE BI RCH observed Senate Bill 21 is "saving the day
for us here ... under the current price reginme."

MR. ALPER questioned whether Senate Bill 21 or ACES adequately
determ ne state revenue in a very |owprice environnent.

CO CHAI R TARR di scussed the three ways of "hardening the floor"
included in Senate Bill 21.

MR. ALPER explained that credits that can be used to go bel ow
the mninum tax would be any refundable exploration credits,
whi ch have now expired; the small producer credit; the $5 per
barrel credit for new, gross value reduction (GVR) eligible oil

and any net operating loss (NOL) credits. He el aborated that
al though the exploration credits, other than for [non-North
Sl ope, non-Cook Inlet areas of the state known as Mddle Earth],

have expired, and the small producer credit eligibility has
expired, those that have qualified can receive credits for nine
consecutive years. M. Al per then presented two graphs that
conpared ACES and Senate Bill 21 in a range of oil prices based

on the Departnment of Revenue (DOR) fall 2016 forecast nodels,
not including and including the inpact of repurchased tax
credits (slides 44 and 45).

CO CHAIR TARR referred to the representation of the per barre
credit on slides 44 and 45.

7:19:44 PM

MR. ALPER noted different proposed versions of Senate Bill 21
called for a flat $5 per barrel credit or one based on a sliding
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scal e. The sliding scale found in the final version, creates
"odd marginal tax inpacts as one gains or loses right at the
margin ... [thus] the oddity of the stair step.” He conti nued
to "loomng problems” (slide 46). One issue is not enough
revenue now and possibly in the future. The state's net profit
system is not a pure net profit system but is a hybrid; for
exanple, incone tax is based on profit and royalty is tied to
gross. He provided details on how the production tax systemis
also a hybrid (slide 47). He expressed DOR s concern that
cashable credits of reasonable anmpbunts that were intended to
support small exploration conpanies and diversify the North
Sl ope, are being earned by l|large discoveries and will lead to
huge paynents the state cannot afford. Furthernmore, if the
credits are not paid, the situation is detrinmental to conpanies
t hat have nmade investnents.

MR. ALPER, in response to Co-Chair Josephson, clarified that
state revenue from oil and gas and restricted and unrestricted
funds in FY 16 was approximately $1.6 billion, and is forecast
at $1.4 billion in FY 17.

7:24: 23 PM

CO CHAI R JOSEPHSON acknow edged that the state will recoup its
i nvestnment over the life of a successful oil field, however, he
guestioned why the industry would not see that the current
outlay for a large project is not possible, even though the
state may seek to do so.

MR. ALPER, presumng that Caelus' nodel is accurate and its
field is successful, said a tax credit of $3.5 billion is a
reasonable <contribution from the state: t he foundati onal
difference is the state offsetting Caelus' future taxes when
due, versus witing Caelus a check sonetinme in the next five
years.

CO- CHAIR JOSEPHSON referred to other testinony that production
wi |l not happen w thout state assistance now.

MR. ALPER agreed that if the state goes too far reducing tax
credits, it will "tip that playing field.” He pointed out that
an existing producer, such as ConocoPhillips Alaska, Inc., can
develop a large, new find under an econom c structure different
from that of a small explorer because it is already producing
oil in Alaska and has profits. This is possible because, for
tax purposes, the North Slope is a single entity, and every
conpany has a unified tax return for all of its North Slope
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operations thus spending noney on devel opnment can be offset by
credits against taxes on its profit; however, Caelus, for
exanple, is in a different situation, and |arge expenditures
could force it to sell its assets to a major producer, which is
counter to the legislature's and the adm nistration's efforts to
diversify the North Slope and create conpetition.

REPRESENTATIVE BIRCH referred to a previous chart [chart not
identified] which indicated that the state receives about $1
billion per year when oil is priced at $30 per barrel; he
concluded the state's interest is best served by producing oil.

MR. ALPER agreed that the intent of Senate Bill 21 was that
total governnent take should remain relatively the sane across a
range of oil prices. However, a portion of the state's share is
royalty, and royalty is a fixed nunber: 12.5 percent of gross.
He gave an exanple of gross at 30, and 12 percent of that is $4,
and the net profit is $1, so that is a 400 percent tax.

7:31: 13 PM

REPRESENTATI VE TALERI CO expressed his understanding that there
is alimt on refundable credits per conpany, at $70 mllion per
year, with the intent to allow the state to defer cash paynents.

MR. ALPER said yes, a provision of House Bill 247 set a limt of
$70 mllion per conpany. However, if a conpany has partners,
the limt is multiplied by the nunber of its partners, thus the
maxi mum r emai ns unknown.

CO CHAI R JOSEPHSON added that the $70 million limt is applied
per year and overages will accrue for a future liability.

MR. ALPER agreed that there is no cap on the amunt of tax
credits that a conpany earns in one year; hopefully, production
wi |l ensue quickly, followed by a tax liability.

CO- CHAIR TARR questioned whether t ot al gover nment share
typically includes the royalty share, noting that in the Lower
48, royalty - the ownership share - is paid to private
| andowner s.

MR. ALPER explained that DOR anal yses of total governnent take

include royalty; in fact, in an "apples to apples" conparison,
one should | ook at the total non-producer share.
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CO CHAIR TARR questioned whether corporate incone tax paid to
the state is deductible against federal corporate incone tax.

7:36:33 PM

MR. ALPER expl ained that production tax is deductible from state
corporate inconme tax, and what remains is subject to federal
incone tax; net loss credits on federal incone tax can be
carried forward to future years. He returned attention to slide
47, and inforned the commttee the floor in Senate Bill 21 is
perneable to potential loss credits, and could reduce taxes to
zero if the price of oil is at $40 per barrel. "Har deni ng the
floor"™ refers to making the mninmum tax "solid" so that credits
can't be used, but that raises the equity issue. He opined the
mnimum tax is broader than originally intended; in fact, the
mnimmtax is in effect up to $80 per barrel because of higher
per barrel spending and the $8 per barrel credit which inpacts
the minimum Al so, under the Senate Bill 21 system there is no
mechani sm to replenish the state's savings if there is a return
to high oil prices. Further, a net profits tax systemis nore
conplex to adm nister (slide 47).

REPRESENTATI VE PARI SH questioned whether a gross tax system
would level the playing field between newoners and |arger
producers.

MR. ALPER said a pure gross system woul d. He recalled that
during the construction of Prudhoe Bay, the producers spent a
ot of noney without credits and nade nobney once the oil was
fl ow ng. However, a gross tax does not encourage the
devel opment of challenged resource fields, and pays the state
| ess when oil prices are high. He concluded that a gross system
is a sinple way to "fix the equity question.” In further
response to Representative Parish, he suggested other neans are
to lower the operating loss credit, or set tine limts on the
credits.

MR. ALPER returned to the presentation and said in July 2016,
during a special session to address a fiscal plan, the governor
i ntroduced House Bill/Senate Bill 5005 that elimnated all North
Sl ope net operating loss credits (slide 48).

7:43: 37 PM

REPRESENTATI VE RAUSCHER asked whet her the aforenentioned changes
wer e nodel ed.
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7:43:44 PM

MR. ALPER stated that a fiscal note was introduced with the bill
and initial nodeling was presented at its first hearing. I n
further response to Representative Rauscher, he advised the bil

woul d have negatively affected sone projects, as a conpany woul d
have had to nmake back all of its investnment from future profits.
He then described "Fiscal Note" nodeling DOR will provide to
explain the line item inpacts of any of the various conponents

incorporated in proposed legislation (slide 50). He provided
details of "Life Cycle" nodeling that will reveal the various
i mpacts of proposed legislation to a specific project or oil
field (slide 51). Lastly, he described "Long term scenario

nodel i ng" which reveal ed the inpacts of hypothetical production
from the Arctic National WIdlife Refuge (ANWR) fields (slide
52).

REPRESENTATI VE BIRCH asked whether there is a private
[ | and] owner conponent in ANVWR

MR. ALPER responded ANWR is considered federal 1|and, however,
the federal governnment would get 10 percent royalty, and the
state would get 90 percent royalty and production tax. Turning
to the topic of tax audits, he advised that production tax
audits of oil and gas conpanies are conplex tasks involving very

| ar ge conpani es. Tax audit assessnents, like the results of a
|l egal action, are Constitutional Budget Reserve Fund (CBRF)
revenue. Currently, the statute of limtations for production

tax audits is six years, and Tax Division staff has adapted to
regul ations for ACES, new software, and increases in tax credit
applications (slide 54). The 2007 audit was not released unti
2014, and the total assessments for 2007 were $387.3 nillion.
The 2008 audit was conpleted in 2015, and the total assessnents
were $264.4 mllion. He explained that Senate Bill 21 reduced
the interest rate on assessnents from 11 percent conpounded
quarterly to 3 percent or 3.5 percent sinple interest. In 2009,
the total assessnents were $132 mllion. Most of the foregoing
assessnments have been paid, settled, or appealed (slide 55).
Upcom ng audits for 2010 should be done in February 2017, and
2011 audits should be done in spring, 2017. M. Al per pointed
out that audits for 2010-2013 are very inportant because they
cover years of high revenue and high progressivity (slide 56).

7:56:15 PM

REPRESENTATI VE PARI SH questi oned whether from 2007 to 2009 the
state was underpaid in taxes in the amount of over $300 mllion.
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MR. ALPER acknow edged the state clainmed underpaynment of tax,
but t he appeal s process gl eans followup and m ssi ng
information; by a multi-stage process, adjustnents are usually
made and agreenent is found "sonewhere in the mddle."

REPRESENTATI VE BI RCH observed that the state has well exceeded
former Governor Jay Hammond's adnonition of "one-third, one-
third, one-third," and reached 40-50 percent.

MR. ALPER offered to provide further information on shared net
profits, gross value at the point of production of wellhead
val ue, and the percentage of market value. He agreed that total
governnment take at this tine is in the "m d-60s."

CO- CHAIR JOSEPHSON relayed that industry does not have the
resources to pay 35 percent, not including royalty, at this oi
pri ce.

MR. ALPER directed attention to slide 19 and said in a gross
systemit is easier to predict the percentage of revenue because

the tax stays nearly the sane. These are questions of public
policy and how nuch the legislature is willing to accept in
matters of risk, liquidity, and volatility fromthe oil and gas

tax system

REPRESENTATI VE TALERI CO pointed out that a statenent related to
selling credits at $0.70 on the dollar was erroneously
attributed to a previous testifier.

MR, ALPER clarified that DOR is aware when credits change hands,
but is unaware of their value. In 2006, there was anecdot al
information that PPT credits were selling in a 70 percent range.

REPRESENTATI VE TALERICO restated that the previous testifier
provi ded an exanpl e.

8:02: 38 PM
ADJ OURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 8:02 p. m
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