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PCSI TI ON  STATEMENT: Provided a Power Point presentation
entitled, "Analysis of HB 288 Increase to G oss Mninmm Tax"
dated 1/16/18.

ACTI ON NARRATI VE

1:03: 29 PM

COCHAIR GERAN TARR called the House Resources Standing
Commttee neeting to order at 1:03 p.m Representatives Tarr,
Pari sh, Birch, Johnson, Rauscher, Talerico, Drumond, and

Josephson were present at the call to order.

HB 288-O L AND GAS PRODUCTI ON TAX

1: 06: 13 PM

CO CHAI R TARR announced that the only order of business would be
HOUSE BILL NO 288, "An Act relating to the m ninum tax inposed
on oil and gas produced from |l eases or properties that include
land north of 68 degrees North latitude; and providing for an
effective date.”

CO CHAIR TARR provided the following information related to the
previous hearing of HB 288 on 1/22/18: a corrected slide
entitled, "Oher Possible Considerations,” and a new slide
entitled, "Taxable Barrels Plus Royalty Barrels Val ue."

1: 09: 43 PM

KEN ALPER, Director, Tax Division, Departnent of Revenue,
provi ded a Power Point presentation entitled, "Analysis of HB 288
Increase to G oss Mninum Tax" dated 1/16/18. He informed the
committee the definitions of Alaska's four major oil and gas
revenue sources are as follows (slide 2):

e property tax: ad valorem tax on the value of oil and gas
property, pipelines, equipnent, and facilities, nost of
which is shared with [ ocal governnment where the assets are

| ocated and which garners approximately $100 nmillion per
year
e royal ty: | andowner's share of taxes, generally 12.5

percent, and one quarter of which nmust go to the corpus of
t he Al aska Permanent Fund
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e production tax: profits-based tax that garners nost
conflict and is based on various conplicated cal cul ations

e corporate inconme tax: collected on remaining profits after
production tax for oil and gas taxpayers at a typical
effective rate of 7 percent

MR. ALPER continued to slide 3, which illustrated the state's
oil and gas revenue from fiscal years 2012-2017 (FY 12-17) and
the average price of Alaska North Slope oil for the same tine

peri od. He pointed out although the average price of oil was
the sane in 2013 and 2014, a |ower production tax rate caused a
reduction in the tax revenue. Al'l four revenue sources have

declined, with the npbst reduction to production tax revenue,
which is based on profits.

1:14: 29 PM

REPRESENTATI VE PARISH asked for a further explanation of
corporate incone tax.

MR. ALPER explained corporate inconme tax is based on estimted

taxes which are tied to previous years; therefore, in 2015
conpanies paid |arge estinmates based on past profits thus at the
end of the year the state refunded overpaid taxes. Also, in

error, some revenue from corporate taxes was not deposited to
the Constitutional Budget Reserve Fund (CBRF), and corrections
were made, resulting in a negative tax flowin FY 16 and FY 17.

REPRESENTATI VE RAUSCHER noted slide 3 does not include the
anount of the deposits to CBRF and asked for the anmount not
i ncl uded.

MR. ALPER said generally deposits to CBRF are paynents on audits
and range from $100 million to $125 million; however, in FY 17,
t he ambunt was al nost $400 million due to [tax] settlenents.

REPRESENTATI VE TALERICO surnmised the difference in revenue
between FY 13 and FY 14 - shown on slide 3 - was due to a
decline in production.

MR. ALPER advised the decline was due to |ess production, an
increase in spending by the conpanies, and on 1/1/14 the tax
system converted from Al aska's C ear and Equitable Share (ACES)
[ passed in the Twenty-Fifth Alaska State Legislature] to Senate
Bill 21 (the Mdire Al aska Production Act) [passed in the Twenty-
Eighth Alaska State Legislature], which assesses a |ower tax
rate and t hereby reduced revenue.
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MR. ALPER reviewed previous tax credit refornms within House Bil

247 [passed in the Twenty-Ninth Al aska State Legislature] as
fol |l ows: phased out Cook Inlet tax credits; reduced Mddle
Earth [land in Alaska south of 68 degrees north latitude and
outside of Cook Inlet] tax credits; extended the Cook Inlet gas
tax cap and added a $1 per barrel of oil tax that garners
approximately $5 million per year from production in Cook Inlet;
added sunset provision to Goss Value Reduction (GVR) for new
North Slope oil production; annual cap on per-conpany, per-year

cash credit paynments; resi dent hire priority; [imted
transparency with an annual report to reveal conpanies that
receive cash for credits; interest rate change for better

reporting; technical cleanup and repeal of obsolete |anguage for
clarity; regulation package proposed and adopted effective
1/1/17.

REPRESENTATI VE PARI SH returned attention to slide 3 and asked
M. Al per to explain the decrease in royalty from 2012 to 2017

1: 22: 08 PM

MR. ALPER advised royalty revenue is a function of gross val ue,
not of net value; gross value is the market price of oil mnus
the cost of getting it to market, which is around $10. When the
price of oil dropped from $110 per barrel to $40 per barrel
conpani es' profits dropped by 90 percent, but the gross val ue of
oil only dropped by two-thirds, thus slide 3 illustrates the
reduction in the well head value of the oil.

REPRESENTATI VE PARI SH inquired as to when DOR expects recovery
in the value of the royalty.

MR. ALPER said the official forecast indicates a snall recovery
in production tax revenue and royalties in FY 18 and FY 19 - an
additional $200 mllion to $300 million - if there is an
increase in the price of oil to approximately $60 per barrel.

REPRESENTATI VE PARISH turned attention to slide 4 and asked
about the inpact of the 80-90 percent credits granted prior to
t he passage of House Bill 247.

1:23:43 PM
MR. ALPER clarified operating loss credits were intended to be

35-45 percent of a loss, which was valid when a conpany was
spending for a future field not yet in production, and was
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designed to align with the marginal tax rate paid by producers
[that are bringing in profits]. Al though not intentional, under
certain circunstances, when a conpany was in production, but was
operating at a loss due to low prices, its new oil production
was eligible for gross value reduction and that |owered the
rate; for exanple, instead of $10 mllion loss getting a 35

percent credit of $3.5 nmillion, the gross value reduction turned
the loss into a $30 nmillion paper loss, resulting in a tax
credit of $10.5 mllion. M. Alper stated this effect of
previ ous | egislation was i nadvert ent and was corrected

prospectively in House Bill 247.

REPRESENTATI VE PARI SH further asked whether the credits were to
be assessed agai nst future taxes.

MR. ALPER said the credits were cashable certificates and
posited this was not w se public policy.

1: 26: 24 PM

MR. ALPER reviewed previous tax credit refornms within House Bil
111 [passed in the Thirtieth A aska State Legislature] as
foll ows: ends nost cashable tax credits for |osses or other
activities; repealed net operating loss (NO.) or carried-forward
annual loss credit statute; replaced NOL credits with new system
of carried-forward | ease expenditures. The new system is based
on the idea of <cost recovery after production begins, and
established a ringfence to prevent certain |osses, and naxi m zed
taxpayer flexibility on use; if unused, |ease expenditures |ose
value after ten years to protect against "downlift" (slide 5).

1: 29: 13 PM

REPRESENTATI VE RAUSCHER asked when the division expects to see
changes resulting fromHouse Bill 111

MR. ALPER said the effective date of House Bill 111 was [1/1/18]
and none of the new credits will be claimed prior to the taxes
that are filed in March 2019; therefore, a conpany | osing noney
during construction in 2018, and begi nning production in 2019
will start using credits in 2019 and gave he an exanple. M.
Al per continued with the features of House Bill 111: al i gned
tax interest rates to a conpronised level; credits can now be
carried back in tine and used against a prior year tax liability
or can be sold, limted by [paynents owned to] CBRF after an
audit assessnent, and he gave an exanple of funds owed after
settlenent of tariff rate litigation; conditional exploration
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credits granted at tine of application to ensure a conpany's
place in the queue; seismc work in Mddle Earth no |onger
eligible after 2017; exploration credits in Mddle Earth can be
used to offset corporate incone tax; delayed repeal of the tax
credit fund after all <credits are purchased; established
| egi sl ative working group to work on continuing oil tax issues
such as incentives for future devel opnent (slide 6).

REPRESENTATI VE PARI SH inquired as to the value of the cashable
tax credits that may be sol d.

MR. ALPER was unable to estimate because sales of tax credits
are free nmarket transactions. Furthernore, since the state
stopped paying the tax credits, they are now on the secondary
market, but the market is limted, and the price is |ow
Provisions in House Bill 111 seek to open the secondary market
and maj or purchases of tax credits may take place. He estimated
there are approximately $800 million worth of tax credits in the
hands of industry awaiting purchase; however, bids nmay be | ow

1: 36: 11 PM

REPRESENTATI VE BI RCH questi oned whether discounting tax credits
is conmmon practice in other tax regines.

MR. ALPER advised Alaska's [entire] concept of cash for tax
credits is extraordinarily rare in the world; faced with limted
funds and pressure from industry, the state seeks an am cable
way to renove the «credits from the state's liabilities.
Al though current legislation has |limted the burden of this
liability, $900 mllion in outstanding credits is certain; the
goal of forthcomng legislation is to offer discounts equal to
the state's cost of the interest it would pay in order to sel
bonds and pay the tax credit liability.

CO-CHAIR TARR asked for clarification on the ambunt of the tota
out standing tax credits.

MR. ALPER explained the biggest conponent of the tax credits

will be 2017 operating loss credits; House Bill 111 provides
that one-half of 2017 eligible operating loss credits are
eligible for cash and one-half are no |onger eligible. Thus,

there are upconming partial operating loss credits that could be
sold or used to offset taxes; also expected are credits clained
by the Interior Gas Utility, refinery credits, and a few other
entities.
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CO CHAIR TARR referred to the forthcom ng |egislation and asked
whet her the state would pay full value for the tax credits [by
I Ssui ng bonds].

1: 40: 35 PM

MR. ALPER cautioned the forthcomng legislation is being drafted
and is very conplex. He remarked:

| magi ne ... your conpany is holding $100 million worth
of tax, tax credits. If you look at the formula

[ DOR] can calculate what your share  of t hat
appropriation would be for the next five years. Let's
say you stand to mmke $30 mllion in FY 19, [$30
mllion] in FY 20, [$20 nmillion] in FY 21 and [$20
mllion] in FY 22, ... what we would do is take that
cash flow and discount it at that discount rate ... so
[DOR] would back that out to a present value at the
di scount rate and offer a |lunp sum paynent to buy all
of the tax credits at that |unp sum

MR. ALPER concluded the conpany would receive less than face
value and the state would gain sone value to use to pay the
interest on the noney it borrowed to pay the credits.

REPRESENTATI VE PARISH surmsed the foregoing solution would
protect industry and asked for the anobunt of the current
interest that is due on the outstanding tax credits.

MR. ALPER advised tax credit obligations do not bear interest
but are subject to appropriation and can be sold or used agai nst
tax liability.

REPRESENTATI VE PARI SH questioned how, w thout know edge of the
mar ket val ue, the state can ensure it will ful fil its
responsibility toits citizens.

MR. ALPER suggested the forthcom ng legislation is a better way
to deal wth the tax credit problem than the status quo.
Further, to benefit the state and industry, the issue needs to
be resolved wi thout having to appropriate hundreds of mllions
of dollars the state does not have. He returned attention to
the presentation and stressed oil and gas tax legislation is
often conplex; however, HB 288 seeks to acconplish one goal
which is to raise the mninmumtax - known as the floor - from4
percent to 7 percent when the average price of oil for the year
is greater than $25 per barrel (slide 7). He expl ai ned how the
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m ni mum tax works: the production tax is based on a calculation
of net profits known as production tax value (PTV) [as
illustrated on slide 8]. He pointed out produced oil has at
| east two owners: | andowners who earn royalty and the producer
who profits, and only the taxable share factors in the
cal cul ation of PTV. M. Al per explained gross value at the
point of production (GVPP) is nmarket price less the cost of
transportation. From GVPP is subtracted |ease expenditures -
the costs of operating the field, and capital costs - and the
remai nder is PTW. The final calculation uses the higher of
either PTV multiplied by a 35 percent tax rate mnus the per
barrel credit, or GWVPP nultiplied by a 4 percent mninmm tax
rate. [HB 288] would raise the mnimum tax rate from 4 percent
to 7 percent. Slide 9 was a chart of tax increases based on a
range of oil prices.

1: 48: 28 PM

COCHAIR TARR, as an aside, pointed out differences between
slide 9 and information presented at the hearing of HB 288 on
1/ 22/ 18.

MR. ALPER said conpanies reacted to |ower oil prices not only by
doing less but by cutting costs, which |owered the breakeven
price on a barrel of oil. In fact, as shown on slide 9,
i ndustry efficiencies have |lowered the costs on transportation
and | ease expenditures on an average barrel of |egacy oil from
approximately $50 to approximately $37. Using $60 as an
exanple, he further explained the calculation to determ ne PTV
and the subsequent tax calculation that is based on PTV.: PTVis
taxed at 35 percent, and after subtracting an $8 per barrel
credit, the production tax is $0.17; however, when a m ni num tax
of 4 percent is assessed, the tax at $60 per barrel oil would be
$2. 01. M. Al per concluded at |ower prices industry pays the
m nimum tax and at around $65 per barrel and above, industry
pays the net tax. Also shown on slide 9 was the effect of
proposed HB 288, which is to raise the mninumtax to 7 percent,
which at $60 per barrel oil would be $3.51. Another aspect of
increasing the mninmum from 4 percent to 7 percent is that the
i ndustry w | pay a gross tax until oi | prices reach
approxi mately $72 per barrel. Further, the inpact of the bil
is a function of price and he provided the increases in taxes
derived from 170 mllion taxable barrels at a range of oi
prices (slide 9). He pointed out the effect of HB 288 to
i ncrease tax revenue stops when oil prices reach $80 per barre
and above.
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MR. ALPER, in response to Representative Rauscher's question as
to the effect [of HB 288 on production tax today], said there
woul d be an increase of $0.54 per taxable barrel at $70 per
barrel oil. In further response to Representative Rauscher, he
said the $91 nmillion shown on slide 9 is not current revenue,
but additional revenue from production tax at an oil price of
$70.

1:54: 46 PM

REPRESENTATI VE BI RCH observed royalty tax share is included in
total revenue on slide 3 and opined a true illustration of oil
and gas revenue to the state would include its 12.5 percent
royalty share at the different prices shown on slide 9.

MR. ALPER said there is no royalty share on a taxable barrel of
oil; further, DOR has not analyzed the effect of the bill on the
total state take from all the aggregated tax revenue and he
offered to do so.

REPRESENTATI VE BIRCH said he was interested in the offered
i nformation. He opined anything that attracts investnent to
i ncrease production and generate royalty at 12.5 percent is a
| arge and significant conponent. He stressed the inportance of
inviting investment and encouraging production which wll have
nore of an inpact on state revenues [than would HB 288].

CO CHAI R TARR observed slide 9 indicates the inpact of changing
the percentage [of tax revenue] regardless of what happens to
[l evel s of ] production.

REPRESENTATI VE BI RCH advised at $40 [per barrel of oil], 12.5
percent of 170 million barrels would result in $850 mllion in
royalty, which increases to $1.5 billion at [$70 per barrel].
He restated royalty share is a significant anmount of revenue and
deserving of the legislature's focus.

MR. ALPER recalled royalty collected in 2012 was $2.9 billion
when oil price was $110 per barrel. He rem nded the conmttee
three-quarters of royalty is available for the state to spend
and one-quarter is deposited to the Al aska Perrmanent Fund.

REPRESENTATI VE PARI SH asked how the forecast revenue shown on
slide 9 woul d change with GVR oi l

1: 59: 55 PM
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MR. ALPER said line 2, identified by GVPP, would be reduced by

20 percent thus at $60 oil, PTV wuld be $13 instead of
[ $23. 35] . Further, the mninum tax does not apply to GVR
eligible oil; in fact, the tax on GVR eligible oil does not
apply until the price of oil approaches $70 per barrel. He

directed attention to slide 10, which was a graph of forecast FY
20 production tax revenue at net, a 4 percent mnimm and a 7
percent mninmum as proposed in HB 288. M. Al per, speaking from
hi s experience as the director of the Tax D vision, informed the
conmittee auditors at the tax division have a difficult task and
he described several features of Alaska's conplex oil and gas

tax |aw. However, [should HB 288 beconme law] at alnost all
ci rcunstances, industry would pay a zero tax on GVR eligible oil
and 7 percent tax on legacy oil. He urged for a sinple

solution: elimnate other taxes and instigate a 7 percent gross
t ax.

CO CHAIR TARR pointed out the increase brought by HB 288 would
primarily affect |egacy oil.

MR. ALPER restated the actual effect of HB 288, for the npst

part, is that industry would pay a 7 percent gross tax. He
turned attention to slide 12 and said further issues for
consideration are related to oil profitability at different

prices, such as:

ecurrent 4 percent mninmum tax is applicable at $25 per
barrel oil as is the proposed increase to 7 percent

t he average breakeven point was reduced to $37 for FY 19 as
a result of industry cutting cost

a producer may survive a tax increase when oil prices are
$70 per barrel but not when oil prices are $30 per barre
thus the price at which the mninum tax applies may need
t o change

the $25 per barrel price was set in 2006

raising the mninmum tax would increase the breakeven price
of a typical field by about $1 per barrel

oil profitability estinmates are up dramatically since | ast
spring: i ncreased production and reduced spending
production tax forecast increased $40 million, tax credit
i ncreased $150 million

MR. ALPER continued to slide 13 and restated oil profitability
estimates are up from earlier forecasts due to additional
production and reduced spending, which has added $2.1 billion in
i ndustry divisible profits; however, the production tax share of
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$2.1 billion is $40 mllion and the statutory tax credit
appropriation increased by $150 nillion.

REPRESENTATI VE TALERI CO asked whet her DOR has an anended Revenue
Forecast Fall 2017.

MR. ALPER said a Revenue Forecast: Prelimnary Fall 2017
[ 10/ 25/ 17] was issued for the [Thirtieth Alaska State
Legi slature Fourth Special Session 10/23/17-11/21/17]. He
acknowl edged there were mnor changes from the prelimnary
forecast to the Revenue Forecast Revenue Sources Book (RSB) Fal
2017 [12/31/17], but the big changes were from Revenue Forecast:
Spring 2017 [4/14/17]. In further response to Representative
Talerico, he agreed there was a change in the production tax,
not fromthe tax cal culation, but due to one-tinme events.

2:11: 03 PM

REPRESENTATI VE PARI SH returned attention to slide 13 and asked
when industry nmade the investnents that resulted in increased
production of $1 billion.

MVR. ALPER advised industry has been continually rmaking
i nvestnments since the '70s and has nade considerable efforts to
sl ow production decline and to increase vol une.

CO CHAI R JOSEPHSON asked whether an increase in oil price is
factored into the increased production value of $1 billion
(slide 13).

MR. ALPER said no. The spring forecast indicated $60 oil price
thus the value is based on a lower price assunption and
dramatically |arger vol unes. In further response to Co-Chair
Josephson, he clarified the increase in oil price over the |ast
12-18 nmonths is not reflected. He explained:

What [DOR is] illustrating to do this was the
estimted aggregated profit that's subject to the 35
percent tax because that's the calculation that feeds

into the tax credit statutory formula. That nunber
has been adjusted upward by $2.1 billion and al nost
none of it - in fact it's a negative inpact - 1is
related to the price because the spring forecast was
based on $60 oil and the fall forecast on ... $56 oil.

The reduction in conmpany spending of $1.1 billion
is dramatic ... and that's nothing that the state did
per se, [the industry] sinply spent a billion dollars
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| ess than they thought they were going to and by the
nature of a profits tax, what you don't spend ends up
getting added to your profits.

CO-CHAIR JOSEPHSON asked for the ampunt of federal incone tax
assessed on the industry.

MR. ALPER said the federal incone tax rate until 12/31/17 was 35
percent of profits after deductions, including state taxes; as
of 1/1/18, the federal incone tax rate is 21 percent.

CO- CHAIR JOSEPHSON said at an oil price of $70 per barrel, HB

288 woul d generate approximately $200 million nore to the state,
but questioned whether the increase is fair and affordable by
i ndustry. He said he was unsure how to value $2.1 billion in

divisible profits.

MR. ALPER said "... I'm not quite sure how to answer that and
the, the key is going back to the slide | had a couple of
m nut es ago: this all changes dramatically if the price goes

back down to [$50 or $40], or sonething like that."

REPRESENTATI VE PARI SH returned attention to slide 13 and asked
for an estimate on how nmuch of the $1.1 billion in reduced
spending i s reduced investnent.

2:16: 03 PM

MR. ALPER observed the price dynamics of the oil industry are
conpl ex; during periods of high demand subcontractors received
premum prices for services but as the demand subsided,
subcontractors also reduced their costs, "so how nmuch of it is
getting the sane anount of work done for |ess noney and how nuch
of it is doing less work, it's sone conbination of the two and |
don't know that | could answer definitively.” Slide 14 referred
to the period of tinme from 1977 to April 2006, when the Al aska
oil and gas tax system was a gross tax and was tied to a val ue
simlar to GVPP known as the economc |imt factor (ELF)
[enabling legislation passed in the Tenth Alaska State
Legislature and nodified in 2005], which was subject to a
multiplier that varied fromfield to field. M. Al per said the
formula to determne the tax was "exotic" and based on the
profitability of each field. Over tine, the tax rate declined -
because average production declined in individual fields - from
nearly 12 percent in 1995 to 6.7 percent in 2006. He pointed
out in those years Alaska's oil tax revenue was garnered from a
gross tax system and for the last three years, the existing tax
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system has functioned as a gross tax of 4 percent of North Sl ope
producti on.

REPRESENTATI VE DRUMMOND asked whether the tax rate changed each
year .

MR. ALPER clarified there was no change in the tax rate, except
in 1989 one of the factors in the calculation was nodified. He
further explained the ELF system used a formula with exponents
tied to factors related to production from each field to set a
tax rate; although tax revenue was trending down, there were
i ncreases between 2004-2006 due to a one-tine tinme event. In
further response to Representative Drumond he explained trend
dowmnward was due to the decline in the average production per
well which is lowered as new wells are drilled in each field,
even if the level of production is naintained.

REPRESENTATI VE PARI SH inquired as to industry profits during the
period of time a gross tax systemwas in effect.

2:20: 38 PM

MR. ALPER said industry profits depended on the price of oil and
other factors; during that tine period DOR did not have access
to industry cost data because the tax was based on gross incone.
He opined the oil industry made |arger profits when the price of
oil was higher, regardless of the state tax rate. M. Al per
acknow edged the issue of tax stability is a valid concern by
industry and slide 15 listed the seven changes that have been
made to Al aska's production tax within thirteen years; industry
wll testify that it is hard to invest when taxes are unknown.
In 2005, by executive order, former Governor Frank Mirkowski
aggr egat ed t he Pr udhoe Bay satellite fields for ELF
cal cul ations, and the net effect was a $150 million tax increase
to the state. Subsequent litigation was resolved in Decenber
2016, when the Al aska Suprene Court upheld the fornmer governor's
action. M. Alper described the other changes that were made by
the legislature and noted the high revenue collected in 2008-
2012 has sonewhat sustained the state budget. Tax regine
changes were as follows (slide 15):

1. 2005: Prudhoe Bay satellite fields aggregated

2. 2006: Pet rol eum Production Tax (PPT) [passed in
the Twenty-Fourth Al aska State Legislature] taxed net
profits

3. 2007: ACES corrected revenue shortfalls and
instituted an aggressive progressivity neasure
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4. 2010: Cook Inlet Recovery Act "CIRA" [passed in
the Twenty-Sixth Alaska State Legislature] increased
natural gas supply from Cook Inlet to Southcentral and
the Interior

5. 2013: Senate Bill 21 elimnated the progressivity
measure, replaced capital credit wth per barrel
credit, and | owered tax for new oil by GVR provisions
6. 2016: House Bill 247 tax credit reform

7. 2017: House Bill 111 tax credit reform

MR. ALPER turned attention to how a mninmm tax change inpacts
new fields wunder developnent or to be devel oped. Wth the
current tax reginme, a conpany can carry forward its spending to
develop a new field and reduce its future taxes once oil is
pr oduced. Provisions within House Bill 111 allow a conpany to
only use carry-forward [expenses] sufficient to reduce its taxes
down to the mninmum tax, with the exception of the tinme period
affected by GYR, when taxes can be zero; however, after the GVR
time period of three to seven years, a conpany cannot reduce its

taxes below the m ninmum tax. For exanple, if a conpany spent
billions to develop a nmajor new oilfield, after production
begins, the conpany would pay the mninmum tax no matter the
price of oil because the past spending will reduce its taxes

Thus, raising the mininmum tax from 4 percent to 7 percent would
impact field economcs and thereby inpact decisions on whether
to invest in new fields. |In addition, if the higher mninmmtax
causes a conpany to take too long to use its |ease expenditures,
it would not be able to recapture 100 percent of its investnent
inthe field due to downlift (slide 16).

2:29: 17 PM

REPRESENTATI VE RAUSCHER expressed concern about the current
recession in Al aska and projects that have been |ost, noting new
fields may not cone into production before the tax credits
apply. He questioned whether HB 288 creates risk at a tinme the
state seeks investnent and production.

MR. ALPER said he would not express an opinion on risk and his
intent is to present facts and figures; however, there is
concern about how mninum tax changes affect a new field.
Al though not a major change, the bill wuld change industry
rates of return by a fraction of a percent, which would inpact
some conpani es.

REPRESENTATI VE TALERI CO surmised a |oss of value occurs when a
project is being devel oped over seven or eight years and [the
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tax rate is reduced] by GVR after production begins the
project's | ease expenditures begin to | ose val ue.

MR. ALPER said yes and posed the exanple of a conpany that
invests $1 billion before first production; subsequently after
production and making profits, the conpany would want to use
$200 million per year over five years to get the tax rate down
to the mninmm tax. By raising the mnimum tax from 4 percent
to 7 percent, the conmpany may only need to use $100 mllion per
year to get to the minimum and the |ease expenditures may reach
maturity at ten years and |ose value, before the conpany has
used t hem

CO- CHAI R TARR r enar ked:

for purposes of that ten-year calculation, for
Departnent of Revenue purposes for that "day one,"”
it's when you go into production, so it's a full ten
years once the ... project is into production that
t hose, you know, that each of those ten years you can
use your | osses against any taxes and then it woul d be
in the follow ng year where the downlift would start.

MR. ALPER clarified the tineline is ten years fromthe date the
cost was incurred; in fact, if the noney was spent in the five
years before first production, the "year one" expenditures are
already five years old, and by year six of production, wll
begin to | ose value if not used.

2:34:38 PM

CO CHAI R JOSEPHSON expressed his understanding the ten-year or
seven-year period of downlift does not commence until the tine
of production and asked for further clarification. He

recognized M. Alper's concerns that a higher mnimm tax my
reduce economc viability for a new explorer and that the bill
may create an inability to recapture the cost of devel opnent
because of downlift; however, he returned attention to [slide 7
of a PowerPoint presentation entitled, "House Bill 288, Fairness
in QI Taxes," undated, that was provided during the hearing of
HB 288 on 1/22/18] and pointed out at $60 per barrel oil PTV is

approximately $20 and the gross tax is approximately $2. I n
addition, PTV is further reduced by state and federal incone
t axes. He acknow edged royalty paid to the state is not

reflected, and royalty 1is directly related to levels of
production, but industry take is approximately $18 with $2 to
the state as production tax.
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MR. ALPER returned attention to slide 9, which illustrated
updated estimates of production tax, and pointed out state and
federal incone tax will be based on approximately $21, although
at an oil price of $40 per barrel, PTV is $3.35 which would
| eave only $2 after the paynment of production tax; in fact, the
paynent of "a 12 percent gross royalty mght actually turn that
conpany negative."

REPRESENTATIVE BIRCH said slide 17 sumrarized his concerns
regarding HB 288. He referred to potential devel opnents in the
Arctic National Wldlife Refuge (ANWR) and the National
Pet rol eum Reserve- Al aska (NPR-A) and restated that a mnimum tax
increase could reduce the viability of future projects and
stressed the veracity of the two other bullet points on slide
17. He cautioned the statenents on the slide are masterful
understatenents of the inpact of a 75 percent tax increase,
particularly at a tine the state needs to encourage the
i nvest ment and exploration that are essenti al for new
pr oducti on.

MR. ALPER said the nost inportant point on slide 17 is to
understand the tax. He suggested at an oil price of $100 per
barrel, one would believe Alaska's tax system is reasonably
high; in fact, at high oil prices, the state garners the m ni mum
tax from new fields because the system has replaced credits with
"“carry forwards" during the early years. He renmarked:

SO, it's no longer ... just a lowprice
conver sati on. So yes, it's a 75 percent increase,
it's a 75 [percent] increase above a sort of

synthetically low tax because we're allowing them to
buy it down to the mninum tax through the recapture.
There are regimes around the world, frankly, that
al l ow conpanies to pay zero during their cost recovery
peri od. . Al aska chose not to go that way, we
chose to insist on the mninmm tax, we're now
di scussi ng what should that m ni numtax be.

2:41: 06 PM

REPRESENTATI VE PARI SH poi nted out the |anguage of the bill calls
for an increase from 1 percent to 2 percent although, from the
information presented on slide 17, it can be said the increase
to the effective tax rate is 101 percent; he urged for plain
| anguage in the explanation of the bill.
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MR. ALPER stated his testinobny represents various points of view
on the bill, and fromindustry's point of viewthe tax rate is a
75 percent increase to production tax, which is approximtely
one-quarter of industry's obligation to the state; he advised
both are legitimate views and urged the conmttee to understand
both definitions.

REPRESENTATI VE PARI SH returned attention to slide 14, noting the
average gross tax ranged from approximately 12 percent [in 1995]
to approxinmately 7 percent [in 2006]. He questioned why a 7
percent gross tax was "intolerably Ilow in 2006, but an
[effective tax rate of 7 percent] is "inpossibly high" in 2018.

CO CHAI R TARR passed the gavel to Co-Chair Josephson

MR. ALPER recalled the 4 percent mninum was in statute for
ei ght years wi thout application until the price of oil dropped,
however, in the fall of 2014, the mninmum tax becanme applicable.
Proposed changes to the mninmum tax on oil and gas production
tax is one of many issues that arose out of the state's fisca
crisis.

REPRESENTATI VE TALERICO stated his wunderstanding that at 4
percent, each percentage point added is 25 percent, which is
shown very appropriately [on slide 17].

CO CHAI R JOSEPHSON passed the gavel back to Co-Chair Tarr.
2:46: 13 PM

REPRESENTATI VE DRUMVOND asked what M. Alper neant by a
synthetically | ow tax.

MR. ALPER explained a conpany producing oil in a high price
environment would pay a high tax on its profits; however, in
order to credit the conpany for the billions of dollars it spent
prior to production, the tax system will allow the conpany to
use the anobunt of its investnment to reduce its taxes to the
mnimumtax. He said, "In the context of just that one year, it
is an artificially low tax you're paying - it's reasonable

because we are paying you back in some way for that past
investnment and we are doing it at a later date than we would
have under the previous law ... the conpensation you're getting
for no |longer having [cashable tax credits paid] is that reduced
tax rate during your early years of production.”
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CO CHAIR TARR said from the state's perspective, taxes that are
reduced to a 7 percent mninmum protects the state's interest.

MR. ALPER turned to HB 288's inpact specifically on new fields

and directed attention to the bill's fiscal note [identifier:
HB288- DOR- TAX-1-20-18] that estimates increased revenues of
approxi mately $230, 000, 000. This estimate is calculated on
expected oil prices and expected current |egacy production;
however, the fiscal note does not incorporate [slides 16-18]
which are related to new fields. For exanple, if a new field

begins production in FY 24-FY 25, the producer wll pay the
mnimum tax - the mnimumtax is proposed by HB 288 to increase
- and increases to the mninmm would change the producer's cash
fl ow and may change deci sion-nmeking. Continuing wth issues for

new fields, slide 18 illustrated a life cycle analysis for a
hypot heti cal new field. The nodel proposed lifetinme production
of 750 mllion barrels - from a project that required $10
billion in capital costs - and 120,000 barrels per day peak
production was used to show the effect of the proposed increased
m ni mum tax. Over the life of the nodel field, at $60 per
barrel oil, production tax would be increased by $375 nillion
and at $80 per barrel oil production tax would be increased by
| ess than $200 million. He cautioned that the internal rate of

return is an inportant consideration to investors: the internal
rate of return would erode by one- to two-tenths of 1 percent
over the life of the project. Further, the breakeven price
woul d increase by $1 per barrel, which the conpany would use to
determ ne a go, or a no-go deci sion.

2:52: 17 PM

CO- CHAIR TARR suggested the conmittee review the information
presented on slide 18 as it would relate to smaller near-term
devel opnment; she pointed out the difficulty of assessing [the
i mpact of revenues fron] a developnent that wll not see
production in ten or twelve years on state finances with a near-
term probl em

MR. ALPER added that [the inpact of the bill] on a near-term
field also differs in that nost of the developnment was
acconplished during the previous tax system which provided cash
credits; near-term fields would not be as affected by downlift

when production begins. However, later projects would be
affected by the tinme limt on |ease expenditures. In further
response to Co-Chair Tarr, he confirnmed because of the change
brought about by House Bill 111, spending post-1/1/18 is
af f ect ed.
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CO-CHAIR TARR advised the commttee nust consider the factor of
the various tinelines of projects.

REPRESENTATI VE BI RCH asked whether the governor supports the
proposed | egi sl ati on.

MR. ALPER said the governor has not taken a position on the bill
and it is not expected that he will do so.

CO CHAIR JOSEPHSON returned attention to new exploration and
asked whether the governor's forthcomng Ilegislation, which
proposes to sell bonds to pay owed cash credits, would satisfy
DOR s concerns about carry-forward |osses [that are delayed by
an increase to the] mninmmtax.

2:56: 10 PM

MR. ALPER explained the carry-forward statutes are clear but
appropriations to pay the credits are uncertain and that affects

the economic status of the industry. The goal of the
forthcomng legislation is to elimnate the industry's
uncertainty by taking away the risk that the state will not pay

inatinely manner.

[ HB 288 was hel d over.]
2:58: 17 PM

ADJ OURNIVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 2:58 p. m
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