SENATE FI NANCE COWM TTEE
April 27, 2017
9:07 a.m

9:07:17 AM

CALL TO ORDER

Co-Chair MacKinnon called the Senate Finance Committee
nmeeting to order at 9:07 a.m

VEMBERS PRESENT

Senat or Anna MacKi nnon, Co-Chair
Senator Cick Bishop, Vice-Chair
Senat or Shel |l ey Hughes

Senator Peter M cciche

Senat or Donny O son

Senat or Nat asha von | mhof

VEMBERS ABSENT

Senat or Lyman Hof f man, Co- Chair

ALSO PRESENT

Senator Cathy G essel; Senator Bert Stedman; Senator Ma
Cost el | 0.

PRESENT VI A TELECONFERENCE

Rich Ruggiero, Castle Gap Advisors, Houston, TX,  Roger
Mar ks, Legislative Consultant, Legislative Budget and Audit
Conmittee.

SUMVARY

CSHB 111(FIN)(efd fld)
O L and GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS

CSHB 111(FIN) (efd fld) was HEARD and HELD in
committee for further consideration.

#hb111
CS FOR HOUSE BILL NO. 111(FIN)(efd fld)




"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;
relating to carried-forward |ease expenditures based
on losses and Iimting those |ease expenditures to an
anount equal to the gross value at the point of
production of oil and gas produced from the |ease or
property where the |ease expenditure was incurred;
relating to information concerning tax credits, |ease
expenditures, and oil and gas taxes; relating to the
di sclosure of that information to the public; relating
to an adjustnment in the gross value at the point of
production; and relating to a legislative working
group. "

9: 08: 48 AM

RICH RUGE ERO, ~CASTLE GAP ADVISORS, HOUSTON, TX (via
tel econference), discussed the presentation, "Petroleum
Fi scal Design HB 111" (copy on file).

Co- Chair MacKi nnon handed the gavel to Vice-Chair Bishop.

M. Ruggiero addressed slide 4, "How Are Explorer/Producer
Costs Recovered?":

mNet Operating Losses (NOLs) are created in any year

where the sum of the costs exceed the anount of
revenue avail able for recovery of those costs

mFor gross based fiscal systens (like nost of the | ower

48), there is generally no allowance for costs
recovery, as the tax is based on the gross revenue
back to the well, |ease or unit boundary
— There are some allowable deductible costs
between the sale point in the market and the
well, |ease or unit boundary
— LNG shipping and long distance pipeline
transportation are exanples

mNet based systens in use around the gl obe have many

di fferent nechanisns for cost recovery
“Cost QI” in Production Sharing Agreenents
( PSAs)
— Cost deductions, ranging from a Ilimted
percentage up to 100 percent of avail abl e revenue
— Recovered as per a schedule, nuch like the
depreci ation of capital
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— And ot hers

Vi ce- Chair Bi shop handed the gavel to Co-Chair MacKi nnon.

M.
‘Recovery’ ?":

Ruggi ero addressed slide 5, "Wat is the Value of

m . ooking at the sane project, but run against the
fiscal systenms in several different reginmes, the
internal rate of return (IRR) and net present val ue
(NPV) to the producer (and thus the net present cost
to the governnent) varies greatly
— Project IRR and NPV are key aspects of
i nvest ment deci si on maki ng

BThese variations are the result of several different

nmet hods of accounting for the costs or NOLs
— Wich costs incurred are eligible for recovery?
— How much time does it take to recover then?
— Is there any interest or uplift provided?
— |Is there one or nultiple tax rates (i.e. can
the effective tax rate differ from when the NOL
is created to when the NOL is recovered)?
— |Is the recovery of costs against the petrol eum
tax ultimately deductible against cor porate
i ncone tax?

®The conbination of all of the above will inform the

producers as to the attractiveness of the fiscal
regi me

9:14:16 AM

M.

. €.

Ruggiero | ooked at slide 6, "Retaining Value for NOLs
Cost Recovery":

mCurrent Al aska structure provides for 100 percent of
cost recovery “value” through the concept of the
cashabl e credit

mRenoval of the cashable credit option then creates a

challenge as to how to preserve the full *“value” of
cost recovery
— Switch to carry forward of net operating |osses
(CF NQOLs)

mApplying CF NOLs to possible future North Slope
projects surfaced issues related to the interaction
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with per barrel credits and gross mninmm taxes
resulting in producers possibly not getting full value
for their costs and NCLs

— Defined this inefficiency as “Wasted NCLs”

M. Ruggiero highlighted slide 7, "Basic Al aska Structure":

mStart with the G/WPP or Goss Value at the Point of

Pr oducti on

— Subtract Current Costs

— Subtract CF NOLs

— Subtract appropriate GVR if eligible
®This results in the PTV or Production Tax Val ue

— Cannot be less than $0

— Calculate prelimnary petroleum tax at 35

percent of PTV

— Subtract eligible per barrel credits
BThis results in the “net” petroleumtax due

— Cannot be less than $0

mCal cul ate the “gross” m ni numt ax
— 4 percent of the GVPP at prices above $25

mTax due is the greater of the “net” or “gross” anount

M. Ruggi ero addressed slide 8, "Basic Al aska Structure":

BStart with the G/PP or Gross Value at the Point of

Pr oducti on

— Subtract Current Costs

— Subtract CF NOLs

— Subtract appropriate GVR if eligible

®This results in the PTV or Production Tax Val ue
— Can not be less than $0

— Calculate prelimnary petroleum tax at 35 percent of
PTV

— Subtract eligible per barrel credits

BThis results in the “net” petroleumtax due

— Can not be |l ess than $0

mCal cul ate the “gross” m ni numt ax
— 4 percent of the GVPP at prices above $25

mTax due is the greater of the “net” or “gross” anount
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M. Ruggiero looked at slide 9, "Sinple Single Barrel
Exanpl e":

mFj r st lets look at the <calculations before the
i ntroducti on of CF NOLs

EFor NON- GVR

— Net tax is 4.25
— Goss mnimumtax is 2.60
— Tax Paid is the greater of so 4.25

mFor GVR

— Net tax 2.70
— Goss tax 2.08
— Tax Paid 2.70

M. Ruggiero |looked at slide 10, "Sinple Single Barrel
Exanple — Add in CF NOLS":

EAssune 50 in avail able CF NCLs

mFor NON- GVR
— Use 35 CF NOL to take the PTVto O
— Net tax is O
— Goss mnimumtax is 2.60
— Tax Paid is the greater of so 2.60

=FCOR GVR
— Use 22 CF NOL to take the PTV to O
— Net O
— Goss - NA as per barrel credits pierce the
floor
9:21:16 AM

M. Ruggiero |looked at slide 11, "Sinple Single Barrel
Exanple — Optim ze CF NOLS":

mAssunme 50 in CF NOLs
mUse only the anmount of CF NCL to optim ze use
of per barrel credits and mn floor

mFor NON- GVR

— Only need to use 4.7 and not 35
— 30.3 NOL wasted, or 86 percent wasted

FOR GVR
— Only need to use 1.77 versus 22
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— 20.2 NOL wasted or 92 percent wasted

Senator O son | ooked at slide 10, and wondered whether al
the net operating |osses (NOLs) nust be used to bring the
production tax values (PTVs) to zero. M. Ruggiero replied
that the current legislation stated that the producers were
obligated to take all available and carryforward costs and
apply them until the PTV becanme zero. The renai nder becane
a carryforward loss for the foll ow ng year

Senator O son surmised that one did not need to use all the
NCLs to get to zero. M. Ruggiero responded that the
current bill would allow to choose the nunber of NOLs to
equal i ze the net and gross taxes.

9:25: 34 AM

M. Ruggi ero addressed slide 12, "What is the Takeaway?":

mBecause of the interaction of the various nechani snms
wthin the fiscal structure, no one item should be
viewed stand alone and care should be taken to nake
sure the level and degree of inter-dependency is
under st ood.

mSo | ong as Al aska keeps sone form of GVR, per barre

credits and hard floors related to gross mnimm
taxes, the inpact of CF NOLs wll range from slightly
| ess to nmuch | ess than what one woul d expect.

mChangi ng other mechanisnms, such as increasing the

m nimum tax or reducing per barrel credits, will alter
the value to the producer and the inpact to the state
for CF NOLs.

mFor 100 percent used and useful NOLs the proffered
| anguage in the SRES CS will allow producers to only

use NOLs when useful to reduce taxes.

M. Ruggiero | ooked at slide 14, "Time Can Have Mre | npact
t han Tax Rate":

m\bdel ed a hypothetical field for purposes of only
showi ng the effect of timng on producer econom cs

mAl | nodel runs are based on the sane data

— Producer investnent of 100
— Total revenue of 400

Senat e Fi nance Comm ttee 6 04/ 27/ 17 9:07 A M



m100 cost recovery
m300 of profit split between producer and government

ml n each of case 1 to 3 the total cash to the producer
and to the governnment is identical, only the timng
changes

mDependi ng on how cost recovery is handled, the results

range from a very doable and profitable project to a
project that woul d not get devel oped

M. Ruggiero |looked at slide 15, "4 Timng Scenarios of
Sanme Total Dollars":

B medi ate Recovery 100 percent Useful - i.e. noney
back right after investing IRR = 27 percent, NPV = 46,
CF=120

mAccel erated Recovery 100 percent Useful - i.e. all

avai l able revenue for cost recovery before profit
splits IRR = 20 percent, NPV = 27, CF=120

mDe|l ayed Recovery 100 percent Useful - e.g. cost
recovery through depreciation of an asset IRR = 14
percent, NPV = 14, CF=120

®Only 50 percent Useful Recovery — i.e. As suggested by

the other body IRR = 6 percent, NPV = -12, CF=100
*CF = undi scounted cash fl ow

9:32: 26 AM

M. Ruggiero highlighted slide 16, "Uplift Conpensates for
Timng D fferences":

mMany regines offer sonme form of “uplift” or interest

on carry forward losses to allow the producer to
recover sonme of the tinme value |oss as well

mW\ could fill several days of testinony on what is the
right or fair rate of uplift
— Conpani es, depending on size, wll argue long run

returns in the 12 percent to 20+ percent and would
need an equivalent uplift to be kept whol e

— CGovernnents tend to view the world as long run 4
percent to 6 percent return and view anything higher
as a “giveaway”
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— Settling sonmewhere in the ‘mddle’

means both sides

give a bit
m10 percent annual wuplift falls nicely in between
expected return rates

M. Ruggiero addressed slide 17, "lInpact of Interest Rate

on Time Val ue of Money":

®The vyellow highlighted cells basically show, at the
interest rates listed across the top, how long it
takes to doubl e your noney

M. Ruggiero | ooked at slide 18, "Uplift — For How Long?":

the fiscal
what

mMany aspects of

project wll suggest
for providing uplift

regime and the particular
is the right

length of tine

mThis is a self-correcting nechani sm

— Those that can use

the NOLs quickly are not

di sadvant aged and thus need little uplift

what ever
uplift

— For
recovery,

advant aged

ENew pl ayers may,
decades to recover their costs

9:39: 53 AM

M. Ruggiero highlighted slide 19,
Observati ons":

mLi fe-cycl e Model

ci rcunst ances
is a nmeans of keepi ng whol e

mLegacy producers with sizeable current

depending on price forecasts,

lead to prol onged

production are

t ake

"Quick Mdeling Runs -

pl us Legacy on 6 percent decline
— $10 TandS, $30 costs for

Legacy

— Used 500, 000 bpd as | egacy production

mWth a hard floor at 4 percent
- At
taxabl e value from the

pri ces above $50/ bbl
| egacy production

suffici ent
to be

there is

able to imrediately deduct the new project
capital costs
— FEconomically, this is nearly the sane as
cashabl e credits
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— Relative to a producer wth no |egacy
production, this adds 3.5 percent to 4 percent to
the project return (IRR) and doubles the
di scount ed net present val ue

mWth no hard fl oor

— The absence of a gross mninum hard floor
provides very snmall inprovenent to project IRR
and net present value for new devel opnent

9:42:19 AM

M. Ruggiero |ooked at slide 20, "Legacy QOperator, Legacy +
New QI Field (GV/R eligible), No Wsted NOLs, No Hard
Fl oor":

mAssunpt i ons:

— 7 years pre-production investnent
— GVR benefits are realized for 3 years only (does not
reflect current statute)

9:49:16 AM

Senat or M cci che wondered whet her the nunbers were
severance only. M. Ruggiero replied in the negative. The
state tax included royalty.

M. Ruggiero highlighted slide 21, "Legacy Operator, Legacy
+ New Gl (GVR eligible), No Wasted NOLs, Wth a Hard
Fl oor":

mAssunpt i ons:

— 7 years pre-production investnent
— GVR benefits are realized for 3 years only (does not
reflect current statute)

M. Ruggiero |ooked at the colum under "$55", and renarked
that that the NOLs woul d not be recovered until year 37.

M. Ruggiero |ooked at slide 22, "New Operator, New Gl
(GVR Strict 3 years), No Wasted NOLs, No Hard Fl oor":

mASsunpt i ons:

— 7 years pre-production investnment

— GVR benefits are realized for 3 years only (does not
reflect current statute)
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mWth no hard floor, no tax is paid during mninmmtax
peri od

9:54: 37 AM

M. Ruggiero referred to slide 23, "New Operator, New Gl
(GVR Strict 3 years), No Wasted NOLs, Wth a Hard Fl oor"

mAssunpt i ons:

— 7 years pre-production investnment

— GVR benefits are realized for 3 years only (does not
reflect current statute)

Senator von |Inhof surmsed that there was a "trade-off"
between the state receiving nore noney in the short-term
with a hard floor, but prolonging the NOL's final recovery
year. M. Ruggi ero agreed.

Senator von |nhof stated that the slide assuned a $5 per
barrel credit, which did not pierce the floor. She asked
for nmore information regarding that assertion. M. Ruggiero
replied that the $5 per barrel was only applied to the
first three years. He stated that starting in year four of
production, it would nove to the sliding per barrel credit
that woul d not be allowed to pierce the floor.

Senator von Inmhof noted that it did not reflect current
statute. M. Ruggiero agreed. The slide was an anal ysis.

M. Ruggiero furthered that it was based on a request. The
intent was to see the inpact of the NOL recovery.

9:58:10 AM

M. Ruggiero highlighted slide 24, "New QOperator, New Gl
(GVR eligible), No Wasted NOLs, Wth a Hard Floor and 10
percent Uplift":

mAssunpt i ons:

— 10 percent Uplift

— 7 years pre-production investnment

— GVR benefits are realized for 3 years only (does not
reflect current statute)

M. Ruggiero addressed slide 26 "Al aska Conpetitiveness
Under Senate Resources CSHB111"
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mFor | egacy pl ayers

— See this as positive as defines the priority
use of the various deductions

— Al ows quick recovery of costs and NCOLs

— Allows credits to be recovered from corporate
i ncone taxes

mFor new pl ayers

— Uplift helps, but expected timng of new nega
projects would suggest |onger than 7 years are
needed for uplift

— Initiation of 1 barrel of oil production
termnates accrual of uplift. This imed ate
term nation could cost a new player needed uplift
on billions in spending; would suggest that a

si zeable threshold, such as 5000 barrel per day,
be set as to when uplift ceases to be payable

— Is the uplift particular to annual packages and
each gets its owm 7 year window, or are NOLs to
be treated as one package regardl ess of year of
creation and given the sanme 7 year w ndow for
uplift?

mReconmend that the w ndow apply separately to each
annual package anopunt

BNOLs to be used on a first in first out basis

10: 06: 00 AM
AT EASE

10: 10: 07 AM
RECONVENED

10: 10: 40 AM

ROGER MARKS, LEGQ SLATIVE CONSULTANT, LEG SLATIVE BUDGET AND
AUDIT COW TTEE (via teleconference), di scussed the
Power Point, "Senate CS for CS HB 111 (Ver CP); Sone
Qobservations” (copy on file).

M. Marks | ooked at slide 2, "Sumary":

Reduces state credit exposure wthout conprom sing
conpetitiveness of overall fiscal system
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Sonme econom ¢ observations regarding the interaction
of loss recovery, the per barrel credit, and the gross
m ni mum f | oor under the CS fol |l ow

Two |ingering issues
M. Marks addressed slide 3, "Preface":

The production tax is a net tax with a 35 percent rate
There is a floor on that net tax equal to 4 percent of
gross val ue
The per barrel credit and |oss recovery perform
di stinct functions:
The per Dbarrel credits provide tax relief to
partially offset the high burden of royalties at
| ow prices
It reflects this year’ s business
If not used they are lost forever, and the
royalty offset role is eviscerated
Loss recovery provides for the deduction of costs
in conputing net value that could not be deducted
in prior years
It reflects prior years’ business
Since they are distinct issues, using them both is not
r edundant

M. Marks |ooked at slide 4, "The Royalty Problem (Using
GVRGIl)":

ANS Price $50

Transp ($10)

G oss $40

Upst ream Costs ($35)

Net Val ue $5

1/8 Royalty ($5)

Producer inconme before prod tax ($0)
Govt take before prod tax 100 percent

Senator Mcciche queried the reason for wusing $35 for
upstream costs. M. Mrks replied that his nunbers added
$10 to the Revenue Sources Book.

10:17: 31 AM

M. Marks addressed slide 5, "CS Summary of Credits and the
Fl oor":
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* Losses

— Currently (both Non-GVR and GVR QO |):

e Can use losses to bring tax bel ow fl oor

— CS: (both Non-GVR and GVR G |):

» Cannot use losses to bring tax bel ow fl oor*
* Per Barrel Credit

— Currently:

* Non-GVR G |l: Cannot use credit to bring tax bel ow

fl oor

* GVR OIl: Can use credit to bring tax bel ow fl oor

— CS: No change

* If non-GVR and GVR |losses were treated differently
it would be necessary to allocate |osses between them

whi ch woul d be very difficult

M. Marks |ooked at slide 6, "Observation 1. *“Hardening”
t he Fl oor"

Under current |aw taxpayers can use carried forward

loss credits to bring taxes below the gross m ninmm

fl oor

* Under the CS taxpayers can only use carried forward

| osses to bring the tax down to the fl oor

M. Marks addressed slide 7, "Hardening the Floor
Losses: Loss Recovery on Non-GVR G| ":

Agai nst

e No | oss recovery unl ess prices above about $65/ bbl

— Losses on production not generated until

bel ow about $35/ bbl

prices

— Losses on developnent of other non-GVR oi

woul d have offsetting incone at all but
prices

very | ow

— Loss recovery on non-GVR oil does not appear to

be a significant problem

10: 22: 49 AM

M. Marks highlighted slide 8, "Hardening the Fl oor
Losses: GYR G| Tax Calculation at Current Prices":

ANS Price $50

Transp ($10)

G oss ($40)

Gross minimumat 4 percent $1.60
Per barrel credit ($5.00)

Tax $0. 00

Agai nst
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M. Marks addressed slide 9, "Hardening the Floor Against
Losses: Loss Recovery on GVR G| ":

» Most new devel opment woul d be GVR oi

« Conpanies wth substantial existing production and
i ncone could offset GVR | osses

* GVR production from conpanies wthout existing
producti on

e Since per barrel credits cannot be carried forward,
and because of their value, taxpayers would use per
barrel credit first

e Accordingly, taxpayers mght only use |osses when
prices were high enough such that use of per barrel
credit and | osses exceeded fl oor

« At about $85/bbl, net tax exceeds gross m ni mum

e Accordingly, these |osses may not be recovered until
after GVR status |lapses (after 3 or 7 years) and per
barrel credit can no |onger take tax below m ni mum At
t hat point taxpayers may start recovering | osses.

10: 27: 51 AM

M. Marks | ooked at slide 10, "Uplift on Cost Recovery":

e Provides net present value boost to conpanies who
have to wait to have production/offsetting incone

e Currently CS |limts only to conpanies wthout
production

— Conpanies with only limted production/offsetting
income may not be in a nuch different situation

e The issue of early GVR cost recovery only at high
prices applies here

— Simlarly, my only be invoked after GVR status
| apses (after 3 or 7 years of production)

M. Marks addressed slide 11, "Sequencing Under the CS: Two
Possibilities Non-GVR QI Assuming a $5 Loss Carried
Forwar d" :

ANS Price $55 $55

Transp Cost ($10) ($10)

Gross Val ue* $45 $45

Upstream Costs ($25) ($25)

Loss ($5) ($0)

PTV $15 $20

Tax before p/bbl credit at 35 percent $5.25 $7
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Per barrel credit ($3.45) (%$5.20)
Tax $1.80 $1.80
*&oss mnimum (at 4 percent) $1.80 $1.80

10: 34: 21 AM

M.

Marks | ooked at slide 12, "Unresolved I|ssue 1: The

Order of Deducting Losses vs. Per Barrel Credits":

* Recogni zi ng:

— Per barrel credits lapse if not used

— Unused | osses carry forward if not used

e« The CS does not specify which is wused first in
cal cul ating the tax

* Gven the hard floor for non-GVR oil

— It will probably be to the taxpayer’'s benefit to use
the per barrel credits in getting the tax down to the
fl oor, and carrying unused | osses forward

— Would be consistent with utilizing functional intent
of the per barrel credits and |oss recovery inherent
in the statute

M. Marks addressed slide 13, "Questions":

* Should the statute specify the sequence?

— Do 100 percent of available |osses have to be used
first?

— Do 100 percent of available per barrel credits have
to be used first?

— Can taxpayer m x?

e Should statute specify the sequence? Should statute
leave it up the taxpayer? Should statute |leave it up
to the Departnent?

M. Marks displayed slide 14, "Unresolved Issue 2: Wat
Does it Mean to Use a Credit to Bring Taxes Below the
FI oor ?"

e Under the CS, for GVR oil, |l osses cannot bring taxes

bel ow the floor, but the per barrel credit can

e Suppose:

Tax before credits: $10
— Mnimmtax: $7

— Per barrel credits: $5
Losses: $4
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M. Marks discussed slide 15, "Taxpayer Options Pursuant to
DOR Interpretation in Simlar Situations:

If you use both credits, they are both the cause of

getting bel ow the m ni mum

Tax before credits: $10
Use $3 in losses to bring tax down to mininmm
but
not wuse any per barrel <credits to reduce tax
further

($3), TAX $7

Tax before credits $10
Use $5 in per barrel credits, but not use any
| osses to reduce tax further

($5), TAX $5

M. Marks highlighted slide 16, "Taxpayer Options Pursuant
to DOR Interpretation in Simlar Situations: |If you use
both credits, they are both the cause of getting below the
m ni munt' :

e Start out with $10 in tax before credits or |osses

e Use $3 in losses to bring tax down to $7 m ni num

e Then use $5 in per barrel credits to bring tax down
to $2

M. Marks addressed slide 17, "Anal ogy":
* Suppose you have $100 in your checking account
* You wite two $100 checks
e Did both checks, or the second check, cause you to
be overdrawn?

10: 40: 45 AM

M. Marks | ooked at slide 18, "At Stake"

* Recogni zing the distinct function of each credit
— The per barrel credit is not |oss recovery
— Loss recovery is not the per barrel credit

Senator von Inmhof stressed that it was inportant not to
m sinterpret the NOL use, because there could be confusion
in the NOL carryforward. M. Marks agreed. He supported
| ess anbiguity in statute.

Co- Chair MacKi nnon di scussed the foll ow ng day's agenda.

Senat e Fi nance Comm ttee 16 04/ 27/ 17 9:07 A M



CSHB 111(FIN) (efd fld) was HEARD and HELD in committee for
further consideration.

#
ADJ OURNVENT
10:45:11 AM

The neeting was adjourned at 10:45 a.m
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