SENATE FI NANCE COWM TTEE
May 4, 2017
9:09 a.m

9:09:54 AM

CALL TO ORDER

Co-Chair MacKinnon called the Senate Finance Committee
nmeeting to order at 9:09 a.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
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

None

ALSO PRESENT

Ken Alper, Director, Tax Division, Departnment of Revenue;
Dan Stickel, Chief Econom st, Econom c Research G oup, Tax
Division, Departnent of Revenue; Senator Cathy G essel;
Senator Bert Stedman; Senator Pete Kelly.

SUMVARY

HB 111 AL & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS

HB 111 was HEARD and HELD in committee for
further consideration.

PRESENTATI ON:  DEPARTMENT OF REVENUE ANALYSI S OF HB 111

#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 |limting 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 adjustnent in the gross value at the point of
production; and relating to a legislative working

group.”
9:10: 19 AM

NPRESENTATI ON:  DEPARTMENT OF REVENUE ANALYSIS OF HB 111

9:10: 19 AM

Co- Chair MacKi nnon requested that the presentation start on
slide 10.

KEN ALPER, DI RECTOR, TAX DI VI SI ON, DEPARTMENT OF REVENUE,
introduced hinself. He apologized for the absence of
Conmi ssioner Randall Hoffbeck, and indicated that Chief
Econom st Dan Stickel could speak to the fiscal notes. He
continued that in addition to tax credit history, the first
9 slides of the presentation continued information on the
current balance of credits owed. He would refer to the
slides if necessary during the presentation.

M. Al per discussed the presentation "SCS CSHB 111(RES)\C -
Ol and Gas Production Tax Credits - Analysis of the Bill"
(copy on file). He referenced slide 7, informng that it
contained a table (that had been dissemnated via neno the
previ ous week), that showed new information required by HB
247 [oil and gas tax policy legislation passed in 2016] and
i sted what conpani es had received in cash credits in 2016.

M. Alper showed slide 10, "Specific Provisions of Senate
Resources Bill." He considered the effects of Senate
Resources Conmttee Substitute for HB 111

M. Aper referenced slide 11, "Elimnation of Cash
Credits-North Sl ope NOU"

Elimnates the “Carried Forward Annual Loss” (NQ)
credit by repealing AS 43.55.023(hb)
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* Instead of losses turning into cashable credits, the
excess expenditures are carried forward to be used in
a future year to offset revenue
o Wen wused, only enough is wused to reduce
l[iability to the equivalent of the mninmm tax
The rest carry forward
o Issue of interaction with GVR / multiplier
ef f ect
e Value that’'s carried forward receives an “uplift” or
interest of 10% conpounding for up to 7 years (only
for conpanies w thout production)
o 10% conpound interest for 7 years roughly
doubl es val ue

o Wuld like clarification on when the wuplift
begi ns
* red text i ndi cates technical concerns being
addr essed

M. Al per indicated that the red text on the slides denoted
techni cal concerns, which had been previously discussed by
himself and Co-Chair MacKinnon and staff. He wunderstood
that the concerns were being resolved by the commttee and

did not materially inpact the dollar value of the bill. He
stressed the inportance of working through the technical
| anguage of the bill so that the conmttee's will could be

carried forward with the bill.

9:12: 56 AM

M. Alper continued discussing slide 11. He detailed that
the North Slope "Carried Forward Annual Loss" [or, net
operating loss] (NCOL) credit was a 36 percent credit, the
Mddle Earth NOL was a 15 percent credit in the current
year, and the Cook Inlet NOL was at 15 percent but would be
gone the following year. The nmmjor point of the NOL was a
| oss carry-forward to use agai nst future taxes.

M. Alper referred to remarks pertaining to carry-forwards
|l osing value, and indicated that the only anobunt used was
that which was required to bring the value down to pay the
mnimum tax. He indicated that previous versions of the

bill would have brought the value down to zero, and then
still the mnimm tax would be required. He thought the
current bill was clearly witten to say that one could

carry forward to only the mninmumtax | evel
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M. Al per highlighted a technical issue of the repeal of a
section of the bill that included the NOL credit. Wthin
the bill section, there was |anguage that fixed a problem
within the integration of the NOL and the gross value
reduction (GVR). He explained that the GVR could be
substracted from a producer's loss, thereby increasing the
size of a tax credit and creating an opportunity for tax
credits in excess of 100 percent of a |loss. He thought the
issue was an error fromthe original |anguage of SB 21 [oi
and gas tax legislation that passed in 2013].

M. Al per discussed wuplift, which he described as an
interest paynment from the state to +the conpany in
possession of the |osses, generally used to conpensate the
conpany for the tine-value of noney. He used an exanple of
a conpany that had $1 mllion in losses it was able to use
two years later, while earning 10 percent conpoundi ng
interest per year on the losses. The uplift would be used
to offset future taxes. He nentioned the "rule of 72,"
whi ch woul d al nost doubl e the value of a carry-forward.

9:16: 44 AM

Co- Chai r MacKi nnon asked if there was a different
percentage to consider that would keep a conpany whole
versus doubling the value of the carry-forward.

M. Al per thought the question of "whole" was very
subj ective, and that there were nany potential netrics to
use. He thought the time-value of noney could be viewed as
interest or inflation value, or viewed as the cost of
capi tal

Co-Chair MacKinnon asked if the admnistration had the
definition of what "whole" was, when the state previously
prom sed to pay tax credits but was not currently doing so.

She wondered if there was a percentage that t he
adm nistration was supportive of, in aid of describing
"whol e. "

M. A per answered in the negative, and stated that the
adm ni stration recognized the industry hardship created as
a result of not paying tax credits. He stated that the
adm nistration would Iike to find a conplete solution to be
able to pay off the tax credits in the current year. He
thought there were technical questions that could be
di scussed at a later tinme; such as the effective tax rate.
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He discussed the effective tax rate of SB 21, which was
substantially lower than the 35 percent calculated rate.
The carry-forwards were already valued at 35 percent, which
he thought could be considered as a built-in uplift. He
opined that there was probably not a need for additional
i nterest because of the difference between the value of the
carry-forwards against taxes versus the actual effective
tax rate paid by the conpanies.

9:18: 52 AM

Senator von Inmhof referred to the technical i ssues
highlighted in red on the slide. She asked (if
hypothetically there was no uplift) how the NOL would be
utilized with the GV/R She wondered how it mght preserve
an NCL going forward if a GVR was taken first.

M. Alper explained that the issues were not related. He
used the exanple of a conpany that lost $20 mllion the
previ ous year, but had production froma new field that had
a gross value of $100 mllion. He explained that a GVR
functioned when 20 percent of the gross was subtracted from
the net; which was a provision that was added in SB 21 in
order to lower taxes. Wth $100 million in profits, a
conpany would only pay taxes on $70 million to $80 mllion.
For tax calculation purposes, the conpany's loss would be

$40 mllion, which was conprised of the $20 mllion |o0ss
and an additional subtracted 20 percent. He sunmarized that
35 percent of the $40 million loss would be $14 mllion,

and the conpany's credit becane 70 percent of the |oss
instead of 35 percent. He explained that the inadvertent
outcone had not been contenplated when oil was at higher
prices, and no one had questioned what would happen when a
producer was |osing noney. He stated that there had been a
technical fix the previous session.

M. A per continued to speak to Senator von Imhof's
guestion. He believed the way the bill was witten
satisfied the previous commttee chair's intent that carry-
forward credits were not wasted. He shared that under the

House version of the bill, a conpany with $100 mllion in
profit could use $100 million in carry-forwards to bring
the net to zero, and still pay the mnimm tax. After

changes to the Senate version of HB 111, the carry-forwards
woul d not be used faster than what it would take to get a
conpany to the mnimmtax floor.
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9:22:13 AM

M. Al per showed slide 12, "Elimnation of Cash Credits-
M ddl e Earth":

Mddle Earth credits were generally cut in half by
HB247

* Currently has a 15% NOL. This can be stacked wth
either a 10% Qualified Capital Expenditure, a 20% Wl
Lease Expenditure, or (through 2021) a 40% Expl oration
credit.

e Bill deletes the NOL outright, so state support
decreases from 25% 55%to 10% 40%

* Remaining QCE (023(a)) and WE (023(l)) credits
continue to be earned and turned into certificates, as
do (through 2021) exploration credits

e Due to tinme l|anguage and fund repeal, these
certificates would no |onger be cashable and could
only be either held to use against liability or sold
(transferred)

* No wuplift or carry forward, which are limted to
North Sl ope | osses

M. Alper explained that Mddle Earth credits were not the
primary focus of the bill, but were affected by sone
changes being nade. The bill would delete the Mddle Earth
NCL credit conpletely. A conpany doing work in Mddle Earth
(areas not in Cook Inlet or the North Sl ope) would get any
one of the three credits on the slide, but not in addition
to the 15 percent NOL credit. He qualified that overall
state support was decreasing.

9: 24: 33 AM

M. Al per discussed slide 13, "Elimnation of Cash Credits-
Credit Fund":

Elimnate the tax credit fund by repealing nost of AS
43.55. 028
*This has much broader inpact than sinply elimnating
the NOL credit
oNew M ddle Earth credits are no | onger cashabl e
0 Credits still outstanding after 1/1/18 would
require specific appropriation to DOR for any
repur chase
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o The “corporate income tax” «credits (LNG

Storage, Refinery) remain cashable by specific

appropriation until they sunset

0 Repeal s per-conpany “cap” |anguage from HB247
One | esson of the 2006-2007 period was that running a
cashable credit programw thout a fund is cunbersone

M. Al per explained that the tax credit fund was the nethod
by which the |legislature appropriated noney which the
Depart ment of Revenue (DOR) used to pay off tax credits. He
informed that there needed to be a nmethod to ensure the
remai ni ng cashable credits were cashed, which would require
specific appropriation, and was how it was originally done.
He discussed the history of paynent for cash credits.

Section 6 of the bill created a new nmechani sm by which the
| egislature could directly appropriate noney to purchase
"corporate inconme tax" credits until the sunset in the

following three or four years.

M. Al per discussed the last bullet on the slide, which
referred to the $70 mllion per-conpany cap; and the split
by which the first $35 mllion was at full value, beyond
which the conpany would have to take 75 cents on the
dollar. He understood the desire to repeal the tax credit
fund, but recommended that the repeal be delayed a couple
of years to clear the books.

9:27:49 AM

Co-Chair MacKinnon asked if the admnistration had a
position on the tax credits for the refinery and liquid
natural gas (LNG storage facilities.

M. Al per answered in the negative, and did not personally
have a position on the matter. He thought the credits were
an inmportant tool that were put in place for a reason. He
observed that the LNG storage facility had credits that
were continuously pushed back a year. The project had been
somewhat delayed, and the state was hopeful that the
Interior Gas Utility would buy the large tank to earn the
credit. The credit was nodelled on the credit used in the
Kenai to build the successful Cook Inlet Natural Gas
Storage Al aska (CINGSA) gas storage facility. He hoped for
a simlar successful project to help with utility prices in
the Interior.
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M. Al per discussed the refinery credit, which was short-
term and used by conpanies. He thought the downside to the
state was sonewhat capped; since there was a limt on the
nunber of users, tine frame, and dollar anount. He thought
it was an aspect of the systemthat the state should see to
fruition and hope for positive results. He used the exanple
of PetroStar's asphalt facility, which was a tangible
exanple of the refinery credit. It was argued that the
facility nmade road-building in the state cheaper, and the
tax credit systemwas responsible in part.

Co- Chair MacKi nnon asked if the admi nistration was picking
wi nners and |l osers with the tax credits.

M. Al per stated that the statutes were witten fairly
broadly, and any refinery would be eligible for the credit.
He stated that there had been legislation in 2012
pertaining to the Interior Gas Uility LNG storage
facility, but had affected other utilities.

Co- Chair MacKinnon asked if it was fair to say that the
adm nistration prioritized the refinery credit, the LNG
credit, and the storage facility credit because it was not
maki ng a suggestion that they were repeal ed.

M. A per stated that the admnistration had not made a
suggestion to repeal any particular credit. He thought the
particular credits were somewhat encunbered wthin the
exi sting system because of the calendar. The NCL credits
earned by nost conpanies were (for the nost part) issued in
the nmonth of July because of statutory |anguage. He noted
that credits against the corporate inconme tax tended not to
get clained until October, when corporate income tax was
clainmed. If the state was short on cash, those credits
m ssed out on the funds because of the first-in first-out
regul atory |anguage. He furthered that because conpanies
were not currently eligible to get tax credit certificates,
they were left in a sort of linbo. He recounted working
with a taxpayer on the issue earlier in the year. If the
credits were going to renmain, he suggested nmking them
certifiable, so the credits could be treated nore equally
with other credits. He did not think the adm nistration was
showing favoritism but rather he was pointing out an
existing inequality in the system

Co- Chair MacKinnon believed that the admnistration had
been on the record as not supporting cashable credits.
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9:32:14 AM

Vice-Chair Bishop suggested that the gas storage credit
(the CINGSA credit) was Iimted to one project.

M. Al per concurred.
Vi ce-Chair Bishop asked if the credit could go away.

MVs. Al per stated that there had been an internal
conversation with Senate staff on the matter during debate
on HB 247. He elaborated that there was a "claw back"
provision that stated if the project went out of business
within a certain nunber of years, there was an obligation
to pay back a certain portion of the credit. He thought it
woul d be wise to keep the credit on the books until it was
past the provision deadline. He thought that other than the
provision it was possible to repeal the credit.

Vice-Chair Bishop asked about the LNG storage facility
credit, and whether it was for one storage tank project.

M. Alper recalled that the credit was broadened from being
targeted from specifically at the Interior Gas Uility. He
t hought it was broadened but there was an expectation that
it was for the conpany that got there first. He thought
there was an expectation that it would be used by the
Fai rbanks utility.

Senator M cciche asked about a project in denallen. He
t hought that sonetines credits were used to encourage the
economcs of a project that was wunlikely to ever be
uneconom cal. He thought M. Al per had asserted that the
storage facility credit was for one project, but had also
ment i oned anot her possible project in denallen.

M. Alper relayed that the matter had been debated in the
House Resources Committee in 2012 when the |egislation that
created the credit was being considered. He recalled that
the legislator representing the Genallen area had wanted
to broaden the | anguage so the denallen project would al so
be eligible to receive the credit. He had recalled that the
credit was available for nore than one project, and
appreciated Vice-Chair Bishop's clarification. He restated
that the credit was only for a single project, but either
potential project could receive it. The Fairbanks project
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was much farther along and therefore far nore likely to
claim the credit. He added that realistically the size of
the credits ($15 million) was nore suited to the size of
tank that a Fairbanks utility would get versus the snaller
tanks that a small-town utility would need.

Co-Chair MacKinnon asked if it was fair that the gas
storage being discussed was closed to new project entrants,
and projects had to begin operations before 2016 to qualify
for the CINGSA credit.

M. Al per answered in the affirmative, and stated that
Cl NGSA was perceived to be a successful project. He thought
the project had done great things for seasonabl e
availability in the Cook Inlet. He continued that Cook
Inlet was the only area that used native natural gas, so it
was the only place that could plausibly use an underground
storage facility. The intent of the credit (part of the
Cook Inlet Recovery Act in 2010) was to create the seasona
stability. He did not think there was a broader intent to

include other |ocations, because it was not needed
el sewhere. The law had been witten tightly so as to
preclude wunintended wuses. He thought iif it was the

| egislature's desire to make nore credits for underground
gas storage, there could be additional dialogue; however,
he could not envision a need for it anywhere in the state.

9: 36: 59 AM

Vi ce-Chair Bishop thought the CINGSA storage facility was
interesting, as nore gas was found when drilling was done
for the tanks.

Senat or M cciche thought many people had clained ownership
of the gas. He recalled M. Alper had stated ClINGSA was
related to Cook Inlet, and wanted to clarify that all of
the natural gas being used in the state (including the LNG
being used in the Interior energy project) cane from Cook
Inl et and took advantage of the Cl NGA supply benefits.

M. Alper concurred, and stated that because the gas
originated in Cook Inlet, it would naturally be stored
there. He explained that an underground gas storage
facility was for the nost part an enpty gas field that was
being reinjected. He restated Vice-Chair Bishop's reference
to the gas that was found during the CINGSA project, and
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the open question as to who owned the gas. He stated that
the adm nistration did not have a position on the matter.

Co- Chair MacKi nnon stated that an LNG credit referred to in
t he Revenue Resource Book was available to anywhere in the
state, and thought the |egislature could consider a repeal.
The credit stipul ated operations nust begin before 2020.

M. Al per stated that the Cook Inlet wunderground gas
storage facility was a successful project that satisfied
the mssion for which it was created.

9:39:52 AM

M. A per turned to slide 14, "Expanded Ability to Use
Credits- Explorers”:

Expl oration credits can be used to offset Corporate
| ncome Taxes in addition to Production Tax

eLimted to conpany-earned credits and the conpany’s
own taxes. Although not explicit in |anguage, intent
is to not have credits be transferable to other CT
t axpayers

*As witten, potentially inpacts about $200 million in
current and pending applications, plus any new Mddle
Earth exploration credits earned through 2021

*Most explorers are not Alaska CIT taxpayers, so this
change would not be a material issue for them
eProvides for separate specific appropriations to
purchase remaining Corporate Incone Tax (gas storage
and refinery) credits before they sunset

M. Alper relayed that the provisions listed on the slide
were added in part to conpensate for the Ilimted
avai lability of cash, to the governor's vetoes, and the
expectation that there m ght no longer be funding
avai l able. He indicated that there was a |ot of highlighted
red areas of text on the slide, as there had been sone
uncertainty when initially reading the bill. After spending
time with Co-Chair MacKinnon's office, the adm nistration
was relieved to understand the intent of the bill.

M. Al per continued discussing the points on slide 14. He
used an exanple of an explorer that had a credit with no
access to cash or paynent of production tax. If the conpany
was a corporate inconme tax payer, it could use the
exploration credit to offset its own corporate incone tax.
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He noted that the exploration credits had already sunset in
the North Slope and in Cook Inlet; and the issue pertained
to Mddle Earth.

M. Al per elaborated that nmany of the explorers doing the
work in the Mddle Earth area were regional Nati ve
corporations such as Doyon and Ahtna, which were C
corporations that could be corporate incone taxpayers by
meeting certain definitions. He continued that t he
corporations could wuse exploration «credits to offset
l[iability. He thought it was not entirely clear (but was
somewhat clear by omission in the bill) that the credits
were not transferrable. It was not possible to sell the
exploration credits to another conpany to wuse against
corporate incone tax. He thought there had been initial
concern that the credits could spread to outside the oil
and gas industry.

M. Al per continued discussing corporate incone tax. He
thought that as it was witten, the |anguage would also
apply to the roughly $200 mllion in existing and pending
applications or certificates for exploration credits,
nostly from the North Slope and Cook Inlet. The existing
certificates would not be usable against corporate incone
tax. He expected to see a clarification in the next version
of the bill. He thought many of the smaller conpanies in
guestion were not corporate incone taxpayers, so there was
a limted scope to the change being proposed. He thought
the real inmpact would be to provide an alternative
mechanism for the regional Native corporations in the
Interior to be able to nonetize their own exploration
credits.

M. Al per pointed out that the section addressed on slide
14 provided for a separate appropriation (after elimnation
of the tax credit fund) to pay off the remaining corporate
incone tax credits before the sunset in 2023.

9:43: 30 AM

Co-Chair MacKinnon referred to the second bullet on the
slide, which referred to a potential inmpact to about $200
mllion in current and pending applications. She asked if
the new fiscal note reflected an updated understandi ng of
the intention of the Senate Resource Commttee in the
Comm ttee Substitute (CS).
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M. Al per stated that the $200 mllion was inclusive of
$150 mllion in pending applications, and $50 mllion that
was already in conpany hands. He stated that the baseline
assunption was assunm ng the demand for the credits was paid
in the first year. He referred to the Revenue Sources Book,
whi ch showed over $1 billion in expected credit purchases
in FY 18, in which the $200 mllion was included. Sone of
the obligation would be pushed in to the future, but none
of the assunptions of the bill would be changed.

Co-Chair MacKi nnon asked for clarification that the fisca
note did not contain the $200 m|Ilion of potential inpact.

M. Al per answered in the negative.

Senator von Imhof considered the second and third bullets
on the slide. She asked if the credit would every be used
because nobst conpani es did not pay corporate incone tax.

M. Al per responded that the conpanies that would own the
$200 million in current and pending tax credit applications
were generally either not corporate income taxpayers, or
had certificates that were assigned to third parties (such
as a bank). He stated that the administration did not nodel
based on any assunption that there would be changes to the
ci rcunstances around the $200 mllion listed on the slide.

9:46: 03 AM

Co- Chair MacKi nnon thought there had been m sunderstandi ng
t hat suggested that Al aska Native corporations did not pay
corporate income tax. She referred to emuils she had
received. She asked M. Alper to elucidate what entities
paid corporate incone tax, who did not, and why.

M. Al per pointed out that corporate income tax was not his
area of expertise. He stated that corporate incone tax was
very simlar to federal corporate incone tax. He discussed
t he di fference bet ween " corporations and "s"
cor por at i ons, and infornmed that C corporations were
shar ehol der-based, and the earnings were retained by the
entity. The earnings of an S corporation passed through to
the owners, and therefore it did not have to pay incone tax
in Alaska. He qualified that S corporations had to have
| ess than 100 shareholders. He noted that Al aska's regiona
Native corporations were traditional C corporations. If the
corporations were profitable and had a tax liability, they
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paid taxes. He pointed out that he could reveal if a
certain corporation paid taxes, because it would reveal if
that entity was profitable, which would constitute a
viol ati on of taxpayer confidentiality.

Co- Chair MacKi nnon summarized that the succinct answer was
that Al aska Native corporations were C corporations, and
did pay inconme tax at the appropriate calculation just like
every other corporate tax payer.

M. Al per concurred, and offered to send a sector report
for the nenber's information

9:49: 14 AM

Vi ce-Chair Bishop asked about the shareholder limtations
for S corporations.

M. AlLper felt he was venturing to the limt of his
expertise on the matter. He believed that to qualify as an
S corporation, a conmpany had to have fewer than 100
shar ehol ders.

Co-Chair MacKinnon referred to the aforenentioned $200
mllion in current and pending applications, and asked what
portion was available for cash credits that were being
di scussed.

M. Al per stated that all of the credits were existing, and
were based on work that was done before the effective date
of any | egislation being considered, and would thereby fall
into the preexisting system He thought it was inportant to
know that there was $477 million in credits that were in
conpany hands on January 1, 2017; and the credits were the
next set that would be paid. Watever the |egislature
appropriated in the current year, it wuld be paid to
credits on a pro rata share basis. If $200 mllion was
appropriated, everyone would get paid about 15 cents on the
dollar. The next $477 mllion that was appropriated
(whether it took one year or five years) would go to the
credit-holders. He detailed that within the total, about
$50 mllion was for exploration credits. The other $150
mllion was part of the set of credits that were pending
and under review, and would be issued in 2017 and woul d be
cashabl e before the effective date of the bill.
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Co- Chair MacKi nnon thought the description sounded Iike
bankruptcy court.

9:51:28 AM

M. Al per showed slide 15, "Expanded Ability to Use
Credits-Past Liability":

Allows credits to be wused to offset older tax
liabilities

*Language appears three tines, in Sec. 7 (use of 023
credits), 9 (use of transferred certificates), and 13
(transferred exploration certificates)

*Most older / amended liabilities result froman audit
or other “administrative proceeding;” these taxes are
generally paid to the CBRF so if credits can be used
to offset it neans | ess deposits into the CBRF

eThis is the only context in which a credit or simlar
benefit is allowed to offset penalties or interest (as
opposed to the tax)

*Could be used to offset conservation surcharges (AS
43. 55. 200- 300) or private royalty t ax (AS
43.55.011(i))

*Purchased 023 credits can currently offset only 20%
of a current year tax liability. Wen used against
past years, this is superseded, allowing use all the
way to the m ninmumtax floor

M. Alper stated that the slide showed a new provision of
the bill which allowed for a conpany to purchase others

tax credits certificates to offset a tax liability that
came from a period of tine earlier than the credit itself.
It was not currently allowed in statute, and DOR had put
out an advisory bulletin in late 2016 (advisory bulletin
16-01) that had asserted the prohibition. He explained that
the concept of "admnistrative proceeding” was |anguage
from Article 9, Section 17 of the Alaska Constitution, and
stated that any revenue resulting from an admnistrative
proceeding relating to resources would get deposited in the
Constitutional Budget Reserve (CBR). He added that the
initial funding that created the CBR cane from |arge
royalty lawsuits the state settled with the industry in the
1980s.

M. Al per continued to speak to slide 15. He discussed

audit assessnents, and relayed that the departnment had j ust
conpleted an older round of audits with $193 nmillion worth
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of total assessnents. He infornmed that potentially, the
nmoney could be paid with purchased tax credits. He thought
the legal status was sonmewhat unclear, and referenced case
law (Hi ckel vs. Halford, 1994). It was unclear whether the
adm nistrative proceeding was triggered when the tax was
paid or assessed. It was possible for conpanies to divert
noney from the CBR by purchasing tax credits to offset old
t axes.

M. Al per di scussed the policy choice around the
allowability of using credits to pay interest and
penalties. He informed that the way the bill was currently

witten, purchased credits could also be used backward in
time to offset penalties and interest in addition to the
additional tax found to be due through the administrative
pr oceedi ng.

M. Al per highlighted the fourth bullet in red, which he
did not think had been the intent of the previous
committee. He detailed that the conservation surcharge was

a nickel -per-barrel tax that went towards the spill clean-
up and recovery program He thought there would be a
forthcom ng version of the bill that would address the

techni cal concern highlighted in the fourth bullet.

9:56: 14 AM

M. Al per spoke to slide 16, "Changes to M ni mum Tax":

*Wth NOL credits converted to carry-forwards, those
carry-forwards cannot be used to reduce taxes below
the m ninumtax. Hardens floor at very |ow prices

*Mbst credits can be used below the mninmum tax to
zero per existing statutes, but are limted if the
taxpayer is also wusing .024(j) (sliding scale per
barrel) credits

*Senate Resources HB111l specifically exenpts those
other credits that are currently not cashable (GVR
per-barrel credit in .024(i) and small producer credit
in .024(c)) to be used below the m ninumtax, to zero.
Thi s supersedes direction in advisory bulletin 2017-01

eQher credits are still Iimted by the advisory
bulletin, although exploration credits used against
corporate income tax can also reduce liability to zero

M. Al per recounted that the issue of hardness of the
m ni mum fl oor had been hotly debated the previous year. He
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gualified that "hard" meant what could be done to reduce a
tax paynent below the mninmum tax, and in what way was a
taxpayer held to pay the mninmum tax. He referred to a DOR
advisory bulletin (2017-01) wth regulatory |anguage
pertaining to an interaction with sliding scale per-barre

credits. He discussed the specific floor hardening wthin
the bill, which was only truly relevant at prices below
about $40/ per barrel (bbl). He explained that the provision
woul d protect a certain anmount of revenue to the state at
|ower oil prices. He added that nost credits could
currently be used below the floor, with the exception of
when the credits were interreacting with sliding scale per
barrel credits.

M. Al per continued, noting a couple of exenptions in the
bill that specified certain credits not be hardened to the
floor. The exenptions resulted in small negative nunbers on
the fiscal note, which were reflective of a reduction in
revenue fromcertain provisions in the bill.

M. Al per discussed slide 17, "OQther Exploration Credit
Changes":

sExploration credits sunset on 7/1/16 for both North
Slope and Cook Inlet. Credit had been previously
extended for the rest of the state “mddle earth”
t hrough 1/1/22

*New tinetable to issue exploration credits to 120
days after receipt of application and data. This is
not tied to a specific tax filing deadline, which is
the way the 120 day deadline in the .023 credits is
witten

*Require clarification that the required data is
submtted to DNR Also, they typically take well nore
than 120 days to process especially seismc data.
Unclear intent in this circunstance

M. A per referred to frustration that DOR had not turned
around exploration credits quickly enough. He explained
that nost other actions had a fixed tinetable, so it was
al nost inevitable to exploration credits would |ag w thout
a tinmetable. He detailed that there was some issue as to
how the new tinetable for exploration credits proposed in
the bill would interact with the required provision of sone
data to the Departnent of Natural Resources. He thought
that conceptually the addition of a tinmetable to the
exploration credits was not problematic to the departnent,
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but did not want to put undue burdens on DOR or DNR to rush
the processing of a sizable data set.

10: 01: 12 AM

Senator von I nmhof referred to the third bullet, which was
in red. She thought the 120-day limt was specifically for
seismc credits.

M. Al per stated that there was a |ot of technical |anguage
in the bill, and thought that if the intent of the bill was
only to put the tinmetable on the seismc credits, he had
not been fully aware. He stated that there were other
exploration drilling activities taking place in Mddle
Earth. If the intent was for the tinmetable to not apply to
the other activities, he was happy for the clarification.

Co-Chair MacKinnon stated that there nmay be a 120-day
ti metabl e consideration on another credit as well.

M. Al per asked Co-Chair MacKinnon if it was the intent for
the tinetable to apply to drilling exploration credits.

Co- Chair MacKi nnon stated that the |anguage would cone out
in a new conmttee substitute (CS)

M. Al per apologized for his lack of wunderstanding of the
nuances of the current version bill.

Co-Chair MacKinnon clarified that the comrmttee expected
M. Al per to speak to the current version of the bill, and
the current version only had a tinetable for seismc data
expl oration credits.

M. Al per noved to slide 18, "Use of Carry Forwards":

Senat e Resources version of HB11ll provides a partial
or limted “Ringfence” of uplifted val ue
e The actual <carried forward loss can be wused to
of fset any taxable production tax incone, at any tine

o0 So the value could potentially be used wi thout

the project in question being brought into
producti on
» Use of the interest portion, or uplift, has
additional limtations

o Conpany nust have North Sl ope production
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o Conpany mnust have sonme |lease interest in the
property where the expenses were originally
i ncurred
o Commercial production nust have begun on the
| ease or property where the expenditure was
i ncurred

M. Al per discussed a hypothetical situation in which a
conpany that had backlog of a lot of loss carry-forwards

and then struggled with a failing project. He thought there
could be a scenario under which the producer sold the
project, but in essence was selling the carry-forward
| osses that another conpany could use to offset its own
| egacy production from existing fields; thereby costing the
state a lot of potential tax revenue. He thought there was
a partial solution in the bill. He had put the word
"production” in red on the second bullet, as there was sone
a technical consideration as to the definition of
"production.” He thought there mght be a forthcom ng
change to align the definitions.

M. Al per continued discussing slide 18, and pondered the

issue of whether there was a limtation on the use of
carry-forwards. The applicable sections of the bill
addressed how the limtation was different between the

principal and the interest, as well as how nuch surety was
the state getting that any field would actually be brought
into production before the state gave it value. He
referenced Section 21 and Section 22 in the bill.

10: 05: 38 AM

Co- Chair MacKi nnon had heard M. Al per refer to "uplift' as
interest, and understood it was one way to define keeping
an entity's value whole. She referenced inflation, and
wonder ed about an accurate definition of uplift.

M. Alper stated that uplift was an excess of inflation,
and DOR s nodelling for all economc forecasting assuned a
baseline inflation rate of about 2.25 percent per year. The
uplift provided in HB 111 was 10 percent per year. He
understood that the wuplift provision was in order to
conpensate the conpanies for the tine-value of noney
(expected investnent returns, opportunity cost, or weighted
average cost of capital). He informed that nost conpanies
spendi ng noney on large oil field were borrow ng funds, and
woul d be conpensated by wuplift for the cost of carrying
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forward the debt into a future year. Currently the bill
provided for 10 percent for up to seven years, and there
were many different inflation rates to consider.

Co- Chair MacKi nnon observed that M. Al per had stated that
instead of the 10 percent stipulated in the bill, the
adm nistration considered 2.25 percent to be inflation-
pr oof i ng.

M. Al per agreed.

10: 07: 53 AM

M. Al per explained slide 19, "Interest Rate Changes":

* Renpbves zero interest provisions that were added in
HB247, and restores oil and gas production to the SB21
rate (3% + fed) although with conmpound interest, and
makes this change for all taxes

e Current federal discount rate is 1.5% interest rate
is 8.5% conpounding (4.5% sinple for other taxes).
Senate Resources HB111 would nmake it 4.5% conpoundi ng
for all

o W testified in 2016 that interest rate should at
least match the expected Permanent Fund rate of
return, which is the state’'s opportunity cost for
unpai d taxes

o That is currently about 7% or roughly 5.5% + fed

M. Al per informed that the slide had nothing to do wth
uplift, but rather with the interest rate paid by taxpayers
to the state tax division when there was delinquent tax
found by an audit. He thought it was inportant to know t hat
the provision dealt with a two-way interest rate. If a
conpany overpaid, it would be paid back with interest. If
the audit was challenged and the conpany won against the
state, the state would pay back the funds with the sane
rate of interest.

M. Al per recalled that Al aska used to have a very high 11
percent conpounding interest rate related to delinquent
t axes. He believed that SB 21  bill | anguage had
i nadvertently renoved the conpounding provision in a late
amendnent, resulting in a 4.5 percent sinple interest. Wth
the passage of HB 247 in the previous |egislative session

the oil and gas production tax was carved out from all of
the underlying interest |anguage, and specified an interest
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rate of 7 percent. The interest rate would remain for three
years and then revert to zero. He understood the intent was
the extended timefrane on conpletion of audits. If there
was an appeal or long court proceeding, there would be no
interest in the outlying years.

M. Al per stated that the bill would get rid of the 3-year
interest sunset. The bill would also re-align all the taxes
so that the oil and gas production tax would not have a
separate interest regine from all other taxes. He shared
that the admnistration believed that the interest rate on
deli nquent taxes should roughly reflect the state's
opportunity cost, since the state was nost l|likely going to
be wusing invested savings to fund ongoing governnent
operations. Conceptually the adm nistration approved of the
structure of aligning all the taxes and getting rid of the
sunset .

10: 11: 56 AM

Senator von Inmhof asked if M. Al per was suggesting all
industries in Alaska should be at the sane tax rate for
i nterest on delingquent taxes.

M. Alper stated that it had been so until 2016, and only
since the passage of HB 247 was oil and gas separated from
ot her taxes.

Senator von |Inhof asked if M. Al per could repeat what
other industries were paying for interest on delinquent
i nconme taxes.

M. Alper shared that other industries were paying sinple
interest at the "SB 21 rate,” which was 3 percent plus the
fed, to equal about 4.5 percent. He stated that al
industries, wth the exception of the oil and gas
production tax, were paying 4.5 percent non-conpounded
i nterest.

Senator von | nmhof asked if the admnistration felt that all
i ndustries should be paying 7 percent.

M. Al per stated that before SB 21 (through 2013), all
industries were paying 11 percent, and then the tax was cut
to 4.5 percent. He thought he right anpbunt was sonmewhere in
the m ddl e, probably at 7 percent.
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Co- Chair MacKi nnon challenged M. Alper on the concept of
opportunity cost. She asked if he could convey the rate of
return on the CBR She asserted that he had conflated
drawing from the savings accounts with opportunity costs;
while the savings accounts were not drawng what the
Per manent Fund was. She thought it was an unfair
conpari son

M. Al per stated that Co-Chair MacKi nnon was correct in the
assertion that the CBR had been the primary draw on the
state's savings as it balanced the budget during shortfalls
for the past few years. Previously a portion of the CBR had
been invested simlarly to the Permanent Fund, and the
wei ght ed average returns were closer to 5 percent.

DAN STI CKEL, CHI EF ECONOM ST, ECONOM C RESEARCH GROUP, TAX
DI VI SI ON, DEPARTMENT OF REVENUE, stated that as of fall
2016, the long-term expected rate of return for the CBR was
2. 89 percent.

Co- Chair MacKi nnon enphasized that the Permanent Fund
corpus was protected by the constitution of the state,
whi ch was very different than opportunity cost for rates of
return on any other asset the state had. She did not
di sagree that interest could be somewhere in the real mthat
M. Al per had suggested. She thought that M. Alper was
leaving state residents wth an exceptionally high
expectation. She thought any such increase should be
applied to all industry taxpayers.

M. Al per agreed that the same interest rate should apply
to all taxpayers. He did not see a broader public purpose
in carving out one tax type from others. He thought the
conversation was illustrative of what the state was being
paid for delingquent taxes versus what it was paying as the
rate of uplift; and thought the case could be made to align
the two. He stated that the way the bill was witten, the
state was getting 4.5 percent interest on delinquent taxes,
but was paying 10 percent.

Co- Chair MacKinnon thought M. Alper had mde a fair
assertion.

10: 16: 33 AM

Senat e Fi nance Comm ttee 22 05/04/17 9:09 A M



M. A per read slide 20, "Fiscal Analysis." He asked if
commttee nenbers had any questions concerning the previous
sections of the presentation.

Co-Chair MacKinnon clarified that there were different
fiscal notes, and the commttee was considering the bil
that left the Senate Resources Commttee. She inforned that
the Tax Division of DOR had issued an advi sory opinion that
circunvented state statute and inserted regulation that
defined how to nove forward; which was a subject of ongoing
di scussion and affected the conposition of the fiscal
not es.

M. A per referred to the passage of SB 21, and the
subsequent regulatory process. He referred to an anendnent
that hardened the floor to the sliding scale per-barrel
credit. The sliding-scale credit could not be wused to
reduce taxes below the mnimum tax. He described the
creation of the anmendnent as a "late-night process" and
asserted that the intent had been to get the mninmm tax
from the production no nmatter what. He questioned whether
the regulation reflected the broader intent of the
| egi sl ati on. He st at ed t hat there were di fferent
interpretations by different sections of DOR as to how the
fl oor was hardened.

M. Al per continued discussing the DOR advisory opinion,
relaying that the departnment had needed to resolve an
internal difference of understanding between the auditors
and econom sts. He explained that DOR had wanted to publish
the advisory opinion in time for paynent of 2016 taxes. The
advisory opinion iterated that the floor was sonewhat
harder than previously understood. If a conpany was using a
sliding-scale credit, it could not go below the floor. A
conpany that mght earn a snmall anmount of per-barrel
credits could forego all of them and use other credits to
go bel ow the fl oor.

M. Alper continued to discuss the effects of the advisory
opinion. In summary, the credits could not be used bel ow
the floor in the baseline assunptions. Wen considering the
fiscal note, the specific credits that could go below the
floor |ooked |ike negative nunbers. He thought that from
the producers' point of view it should be a net neutral
Considering the interpretation of the |law and regulation,
t he opinion constituted a reduction in revenue.
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10: 21: 48 AM

Co- Chair MacKi nnon discussed different interpretations of
the sliding scale credit, and M. Alper's reference to a
| at e-ni ght anmendnent. She made the point that the conmttee
woul d  nodel against two different scenarios because
taxpayers were interpreting the regulations differently.
She asserted that the commttee wanted to understand the
ram fications from a taxpayer perspective. She thought
t axpayers had an opportunity to sue to the state through an
appeal s process.

Co- Chair MacKinnon recalled a conversation with M. Al per
in conmttee in which he nmay have previously m sstated how
the sliding scale credits could be used. She wanted to
clarify that in addition to a conplex tax structure, the
commttee was contenplating two perspectives. She thought
it would be difficult to understand for those not in the
room She hoped that the commttee understood her comments.

Co- Chair MacKi nnon asserted that the commttee had asked
DOR for figures that had not been provided. The comm ttee
was waiting for data pertaining to the two interpretations
of the sliding scale credits.

M. Al per stated that DOR had received clarification the
previous day regarding the alternative scenario analysis
that the conmttee had requested. He relayed that M.
Stickel had worked late the previous day and early in the
norning to provide information. He thought he could provide
the requested information by the foll ow ng day.

M. Al per asserted that the advisory opinion was not a new
interpretation of policy, and considered a difference of
opinion between the auditors and economists at DOR He
enphasized that the "audit masters” had witten the
regul ations, and had achieved only partial success in
communicating them in 2013. He articulated that the
advisory bulletin was a plain reading of the regulations.
The regul ati ons had gone through the public review process,
and did not change fromthe draft to the final.

Co-Chair MacKinnon asked if it was fair to say that
t axpayers may have been treated differently.

M. Al per thought it was fair to say that taxpayers nmay
have understood the rules differently.
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10: 26: 58 AM
AT EASE

10: 28: 05 AM
RECONVENED

Senator Mcciche stated that only in Alaska was a $55
mllion shift characterized as a "nuance." He asked when
M. Al per had beconme aware of the inconsistency in how the
t axpayers were evaluating the regul ation.

M. Alper stated that the $55 million he cited was for an
earlier version of the fiscal note, and there was no
negative $55 million in the current note. He furthered that
DOR had made an adjustnent based on an understanding
related to an overhanging current operating |oss. He
clarified that he personally becane aware of t he
i nconsi stency the previous fall when the special session
was over, and he was able to re-engage with sone deeper
policy issues. He detailed that it had taken tinme to
understand the issue, vet it internally, talk with the
conmi ssi oner, and decide on a course of action.

M. Al per continued addressing Senator M cciche's question

He recalled that when he |earned of the inconsistency, the
fall forecast was issued with the assunption of the softer
floor. He continued that DOR had anticipated $100 nillion
of exploration credits to be purchased and used agai nst tax
l[iability in FY 18, which had not been possible due to the
tighter strictures of the advisory bulletin. He infornmed
that the main reason for the delay of the spring forecast

was that DOR needed to re-do all the assunptions. He
summari zed that the departnent was aware  of t he
inconsistency in the fall, had brought it up in conmttee

in late January, and had published the advisory bulletin
and revised the spring forecast in March and April.

Senator M cciche wondered if DOR had given any advice, and
if it had understood the order of the usage of the credits
in every case. He was wondering if there would be
forthcom ng court cases.

M. Alper stated that the departnent tried to avoid giving
tax advice. The departnment had been asked if it had
concerns with people purchasing credits, and the departnent
had answered in the negative. He referred to a "20 percent
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rule" referenced on an earlier slide, under which a conpany
coul d use purchased 023 credits to offset 20 percent of its
taxes. Additionally, purchased 025 credits could offset 100
percent of taxes; which was why the departnent had presuned
there would be a focus on 025 credits. The departnent had
built the $100 million liability into the system To his
know edge, none of the «credits were sold wth the
expectation of being used, and then were not usable. He
t hought the topic was an awkward circunstance if the issue
woul d end up in court soneday.

Co-Chair MacKinnon did not want DOR s team to be working
till the early hours of the norning to produce a product
that may or may not be accurate. She asked for a realistic
time frame for production of the requested alternate
scenarios. Co-Chair MacKi nnon di scussed the requested dat a.

10: 33: 58 AM

M. Al per nmentioned Co-Chair McKinnon's reference to post-
advisory-bulletin information. He stated that there were
two things to consider: the underlying change between the
fall and spring forecast, and the addition of the advisory
bulletin into the underlying assunptions and analysis. He
believed that DOR had provided a revised version of the HB
111 (version L) fiscal note. He clarified that the House
Finance Commttee had used nore of a pre-advisory-bulletin
analysis. He asked if Co-Chair McKinnon was requesting
that DOR do an anal ysis of the House Resources CS

Co-Chair MacKinnon answered in the affirmative. She
understood that there were significant changes to the bill
in the House Finance Committee, and wanted to conpare the
final product with the changes that were nade in the House
Resources Comittee.

M. Al per noted that one feature of the current fiscal note
was a breakdown in the carry-forwards to see the value of
the uplift as a separate line item He stated that the
House Resources Comrittee version of the bill was the only
other version that had sone version of uplift. He stated
that DOR would provide the sane additional granularity in
anal yzi ng the House Finance version of the bill as well.

Senat or Mcciche had reviewed both fiscal not es. He

referenced a $45 mllion shift, and wondered about the
eval uati on of the House version of the bill.
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M. Al per stated that DOR had recognized that the status-
quo carry-forwards had included a certain anount of | oss

He questioned when conpanies would use the carry-forwards
and how. He detailed that wunder the Senate Resources
version of the bill there had been a distortion in how the
carry-forwards were viewed. He discussed changes to the
fiscal note; and stated that the net inpact across ten
years was the sanme, but the nunbers had shifted between
years.

10: 37: 26 AM

Vi ce-Chair Bishop echoed the comments of Co-Chair McKi nnon
regarding taking time to do quality work. He thought the
Co-Chair had expressed consideration for the well-being of
DOR enpl oyees.

Co- Chair MacKi nnon concurred, and was aware that the DOR
team was working exceptionally long hours. She wanted to
ensure that the quality of the work remained consistently
high as it had been in the past.

M. Alper stated that the economc research group (wthin
the tax division) was an essential asset to the state. The
group had nmany different functions but was a front-line
responder during | egi sl ative sessi on. He expressed
gratitude for the group's skill and diligence.

Senator von Imhof spoke to slide 22, in which the |ast
bullet referred to approximately $460 million in accrued
uplift. She thought the point was illustrative of what
could potentially accrue over tine. She pondered allow ng
the GVR to be taken early on. She asked if it would nake
sense to nodel the cost to the state if the GVR credits
could be taken first, with no uplift; versus allowng a ten
percent uplift.

M. Aper did not fully understand Senator von Inhof's
guesti on.

10: 39: 55 AM
AT EASE

10: 47: 10 AM
RECONVENED
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Co- Chair MacKi nnon expl ained that nenbers should forward
any questions pertaining to the CS to her office. She
referenced a table from page four of the fiscal note, which
had been enlarged for easier viewing. She relayed that the
commttee would hear the remainder of the presentation the
fol |l om ng day.

#
ADJ OURNVENT
10:48: 21 AM

The neeting was adjourned at 10:48 a. m

Senat e Fi nance Comm ttee 28 05/04/17 9:09 A M



