Introduction to 2017 Fiscal Package:
Issues and Considerations
Ken Alper, Tax Division Director, Presentation to
Representative Adam Wool Community Meeting
Fairbanks, January 4, 2017

About me
Director of the Tax Division, Department of Revenue
• Supervises staff of about 100 in Juneau and Anchorage
responsible for collecting and administering 24 different
taxes impacting many sectors of Alaska’s economy
• Part of the Walker Administration’s fiscal team planning
for the transition to a sustainable revenue structure with
a balanced budget
• Carried HB247, the Oil and Gas Tax Credit reform bill,
through the 2016 Legislature

Legislative Staff for 10 years
• Specialist in Oil and Gas Tax and Gasline issues,
mostly working for the House Minority

Small Business Owner in Juneau
Originally from New Jersey
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What we’ll be discussing
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4.
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Preview of FY2018 Budget
Setting the Stage for Revenue Package
Permanent Fund Protection Act
Other Revenue Items
Background on Oil and Gas Tax Credits
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Preview of FY2018 Budget
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Alaska Budget in Household Terms
 Income has dropped 83%
o Your annual income dropped from $80,000 to $16,000

 Spending has been reduced 44%
o
o
o
o
o

Expenses have been cut from $80,000 to $45,000
Reduced your rent / mortgage
Reduced heat, food, travel
Delayed remodels, stopped working on your cabin
Keeping your old car

 Only one year of savings left
o You had $150,000 in the bank, now only $35,000

 Investment accounts have been growing steadily
o You have $500,000 in an IRA and you need to decide whether
and how to use it
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General Fund Budget over Time

Even without considering inflation or population growth,
Alaska’s total budget has been reduced to 2008 levels
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General Fund Budget over Time

Adjusted for inflation and population, the current budget
is lower than most years during the post-pipeline boom
7

Major Budget Categories FY2013 to FY2017
Unrestricted General Funds ($millions)
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General Fund Operating Budget Detail (FY16)
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Budget : Fund Sources
 Unrestricted General Fund (UGF)
o Oil revenue (royalty, production tax, corporate)
o Other taxes (fish, fuel, mining, alcohol, tobacco etc)
o Savings (CBR/SBR) to fill shortfall

 Designated General Fund (DGF)
o Designated by Statute, but not “dedicated” which is
prohibited in the constitution
o Taxes (reclassified from UGF) – Vehicle Rental Tax,
Insurance Tax, Cruise Passenger, Sin Taxes
o Investment Earnings on funds capitalized by UGF
(Higher Ed Fund, Power Cost Equalization)
o Investment Earnings from Permanent Fund (ERA)
o Earned/Services Fees – F&G, AMHS, UA Tuition

 Federal - significant restrictions on use
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Budget : By Fund Source
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Budget Considerations
 State’s Constitutional and Statutory Responsibilities
• How much of the budget is associated with required programs?
• Reduce costs through efficiencies and reform efforts
o Reduce space, travel restrictions, hiring restrictions, lengthen
replacement schedules, re-organize and consolidate agencies
o Medicaid and Justice Reform (bills passed in 2016)
• Change statutes to reduce or eliminate programs / requirements

 Education Funding
 Permanent Fund Dividend
 Leveraging Federal Funds
• Transportation, Medicaid, Water / Sewer, Housing

 Community Impact
• Retirement Contribution, Debt Reimbursement, Jails, Revenue
Sharing, Health Service Grants, Senior Benefits

 Economic Impact (capital budget)
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Setting the Stage for
Revenue Package
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Big Picture Revenue Solution
FY17 Budget, with the fall forecast update, will be
about a $3.0 billion deficit
($4.4 billion UGF expenditures, $1.4 billion revenue)
Major Provisions of 2017 Package:
1) Permanent Fund Protection Act ($1.8 - $2.0 billion)
2) Statewide Tax Package ($700 million)
Total $2.5 billion
 Budget balanced at $60 oil
 Only works if it’s done this year while there are still funds
in savings to cover the difference
 Does not include revenue from oil tax changes
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Savings Update
Most of the secondary pots have been drained
Savings have been reduced about $15 billion since FY13
At the End of FY17 (6/30/17) we will have
•
•
•
•
•
•

CBR (3/4 vote to access)
SBR (simple majority)
Public Education Fund
SETS Energy Fund
AK Housing Capital Corp Fund
Capital Income Fund

$3.4 billion
$0.3 billion
$0.0 billion
$0.0 billion
$0.0 billion
$0.02 billion

That’s enough to get through FY2018, but not CY2018
Plus some “hard to touch” funds
• Revenue Sharing
• Higher Education Fund
• Power Cost Equalization

$0.1 billion
$0.3 billion
$1.0 billion

Draining all of them wouldn’t get through FY2019
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Cost of Delay
So why do we have to fix it in 2017?
• Major tax measures have an 18 month delay
before we see full revenue
• If not resolved this session, in the 2018 session
there will be no way to fund the FY2019 budget
without using the Permanent Fund
• Using Permanent Fund earnings without well
established rules could result in substantial fiscal
instability
• Each year of delay reduces the sustainable
future funding level by about $150 million
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Permanent Fund
Protection Act
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Permanent Fund Protection Act
Principle: Any use of the permanent fund by
government must be governed by rules.
These include:
1) Savings Rule: Does the structure maintain a stable or
growing fund value over the long term?
2) Draw Rule: How much is made available to spend?
3) Dividend Rule: How big? Flat or percentage? Tied
just to earnings or also to another factor like current
revenue?
4) Volatility Rule: If there is a revenue spike, does the
draw decrease to prevent overheating government?
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Permanent Fund Protection Act
About the Fund
• Since 1976, per Art. IX, Sec. 15, 25% of all mineral
royalties is deposited into the principal (corpus).
Per statute, 50% of certain royalties (newer oil
fields) is also deposited
• The principal cannot be spent without a
constitutional amendment
• However, “…All income from the permanent fund
shall be deposited in the general fund unless
otherwise provided by law.”
• Since 1982, the dividend program is the “otherwise
provided by law” part
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Permanent Fund Protection Act
About the Earnings Reserve
The “ERA” accounts for the running value of the
“income from the fund”
Per the APFC Monthly report 10/31/16:
Principal (corpus)
$44.9 billion
Earnings Reserve
$9.8 billion
Total Fund
$54.7 billion
Money is in the earnings reserve due to:
1) Realized earnings (i.e. selling stock)
2) Rents, interest, dividends
3) Unrealized earnings of that portion of the fund that is in
the earnings reserve
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Permanent Fund Protection Act
Current (Statutory) Dividend Calculation
1) Take the total earnings of the first five of the past six
years, multiply by 21%
• This accounts for short term ups and downs, but it
basically means an “average year’s earnings”
2) Half the total goes to the dividend, paid out of the ERA
• So if the average earnings is $3 billion, the dividend
would be $1.5 billion
• If 700,000 recipients, each would receive $2,140
3) Inflation Proofing: transfer inflation from Earnings
Reserve into Corpus so it can’t be spent
• If 2% inflation on a $50 billion fund, that’s $1.0 billion
In this example, $0.5 billion in “surplus earnings”
(earnings less dividend and inflation) is still available
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for appropriation; historically left in the ERA

Permanent Fund Protection Act
Senate- passed bill from 2016 (SB128)
• Modified “percent of market value” structure
• Every year 5.25% of the average balance is drawn
o 80% goes to the general fund
o 20% goes to the dividend

• Dividend is supplemented by 20% of oil royalties
o That makes the dividend amount more responsive to
price increases and new production

• 5.25% is a sustainable draw amount assuming
a) If oil revenue goes above a threshold, the draw is
clawed back dollar for dollar, and
b) Long range forecast has several years with smaller
draws, thus making the percentage sustainable
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Permanent Fund Protection Act
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Permanent Fund Protection Act
Other Possible Structures
1. Straight POMV (percent of market value)
• Expected average earnings (7%) less inflation (2%)
• That 5% equals about $2.5 billion / year
• Statutory split could be done many ways
Flaws: No volatility protection; no tie to oil revenue
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Permanent Fund Protection Act
Other Possible Structures
2. Ad hoc draws (treat ERA as savings account)
• Could potentially support deficits for several years
after CBRF is gone
Flaws: No rules. If $3 billion deficits continue and
dividends funded at recent historic levels, that’s $4.5
billion from the fund every year which will erode fund
value. Once the “egg is cracked,” could be a run on
PF wealth over a very short period of time.
This is the worst case scenario
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Permanent Fund Protection Act
Other Possible Structures
3. Adjustments to SB128
• Larger fixed (or minimum) dividend
• Partial instead of total claw drawback at times of oil
prices to protect revenue upside
• Larger or smaller link to current oil royalties or price
triggers
Flaws: The larger the dividend, the less available for
the budget. If the volatility provision is weakened, the
annual draw percentage will have to decrease to
protect fund value
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Permanent Fund Protection Act
Scenario Analysis

Option
Status Quo
Status Quo with
surplus earnings
Status Quo with
50/50
PFPA "20/20"
PFPA $1,500
POMV 50/50
POMV $1,000
POMV $1,500
Ad Hoc to balance

Deficit Before
Adding Any
Funds to
Taxes
Dividend Government
Sustainable Volatility
($billions)
($billions)
(each)
PF Value? Protection?
$2,000
$0.0
$2.8
yes
no
$2,000

$0.5

$2.3

yes

no

$2,000
$1,000
$1,500
$1,700
$1,000
$1,500
$2,000

$1.5
$1.8
$1.4
$1.2
$1.8
$1.4
$2.8

$1.3
$1.0
$1.4
$1.6
$1.0
$1.4
$0.0

no
yes
yes
yes
yes
yes
no

no
yes
yes
no
no
no
no
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Other Revenue Items
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Motor Fuel Tax
In addition to the Permanent Fund Protection
Act, the Governor’s FY2018 budget proposal
only included a Motor Fuel tax bill
• Highway fuel rate goes from 8c to 16c in FY18 ($40
million new revenue); to 24c in FY19 ($80 million)
o Rates haven’t increased since 1970
o Fully implemented, we’d still be below the national
average fuel tax rate

• Being written to designate most revenue to funds for
road maintenance etc.
o Will be reflected in the budget itself
o Part of broader shift in FY18 budget story to include
Designated General Fund (DGF)
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Motor Fuel Tax
We do not expect the 2017 fiscal package
to be limited to just the Permanent Fund and
Motor Fuel bills
• Technical reasons (transactions) these two needed to be
released on 12/15/16 with the budget itself
• Office of Management and Budget estimates a $900
million FY2018 deficit even if both of these pass
$2,800 baseline
- $1,850 PFPA
- $ 50 Motor Fuel
$ 900
• Working on several other bills, and working with
legislators, to fill the gap
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Major Statewide Tax
Income Tax vs. Sales Tax
• Each has pros and cons, both practically and politically
• Each has strong supporters and opponents
• Last year it’s likely that over 50% of the legislature would
have supported a statewide tax, but supporters were
split between those who favored income vs. sales
• Upcoming Revenue Sources Book Chapter 3 (special
topic chapter) provides substantial background on
varieties and impacts of both
• Either would be a major implementation challenge with
substantial up front and ongoing costs.
o Each would require about $15 million one-time plus 60-70
new staff. “Both” is likely an impossible administrative lift
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Major Statewide Tax
Relative Revenue- Income Tax vs. Sales Tax
• Total wage income in Alaska is about $22 billion
o
o
o
o

Each 1% of income is thus about $220 million
Rate structure can be flat or progressive
Hard to estimate revenue from S-corps etc.
About 15% of payroll is non-resident

• Total retail sales about $14 billion
o Each 1% sales tax thus about $140 million
o Exempting food reduces that to about $120 million
o “Use Tax” could increase revenue substantially if
applied to imported industrial equipment
o Non-resident sales concentrated in summer months
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Major Statewide Tax
Primary reasons the Governor previously
proposed an income tax
1) Many consider any dividend cap or reduction as a
regressive tax that disproportionally impacts the
poor, rural Alaskans, children, etc.
•

•

Income tax is inherently progressive- takes more
from highest income earners- so it is a more natural
counterbalance
Sales tax is less progressive as high earners tend to
save more of their income

2) Municipal concerns about sales tax impacts
•
•

Does the state take over statewide collection
Caps on local rates? Unified exemptions?
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Major Statewide Tax
Primary reasons the Governor previously
proposed an income tax (continued)
3) Regional price disparities would hurt rural residents
with a sales tax
•

•

Most items from food to building supplies are
substantially more expensive in the bush, which
means a flat percentage sales tax would
disproportionally tax those areas
Crafting exemptions to correct for this could greatly
reduce total revenue

4) Based on most recent (2002-03) history of sales
tax legislation, we’d expect aggressive exemptionseeking by various interest groups
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Major Statewide Tax
Issues with 2015-16 Income Tax bills
(Gov: HB 250 / SB 134, HB 4004, HB/SB 5003;
Rep. Seaton: HB 182, HB 365)

1) Language was technically flawed, drawn largely
from obsolete Alaska income tax repealed in 1979
2) Tax was tied to federal liability.
a. Due to credits added to the federal tax code since
the 1980s, a substantial percentage of Americans
(40%+) pay zero tax, and a similar percentage of
Alaskans (about 30% est.) would pay zero
b. Federal tax rates could change dramatically, making
Alaska’s revenue highly dependent on unknown
congressional action
Sales Tax Bill (HB/SB 5004) did not receive a hearing 35

Major Statewide Tax
Ongoing work in preparation for 2017 session
• 29 of the 41 states with a full individual income tax
base it on “adjusted gross income” or AGI
(bottom of 1st page of 1040)
• We are building a new income tax bill based on AGI
• Structure requires decision on rate (flat or stair-stepped)
and standard deductions (to adjust for family size)
• Possible minimum per-person “head tax”
• Initial target revenue $600 million
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Major Statewide Tax
Possible Synergies
• We are aware of Rep. Seaton’s continued interest in
a linkage between Permanent Fund restructuring
and an income tax (HB 365)
• If a bill like that becomes a vehicle, the AGI-based
tax structure should easily be able to plug into it
• The two concepts are independent of each othermeaning that any dividend structure can be merged
with an income tax bill (“Pick – Click – Pay your tax”)
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Comparable Tax Burden

Black bar is $700 million in new and increased taxes
(we’d still be 2nd lowest in the country)

Source: Gunnar Knapp, ISER
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Comparable Tax Burden
41 states with a
true income tax
• 2016 proposal
was $200 million
• Lowest (Arizona)
would equal
about $350
million for Alaska
• Highest (New
York) would
equal $1.8 billion

Source: Tax Foundation
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Corporate Income Tax
Desire to not have as many bills as 2016
• Administration had five separate bills last
session raising existing taxes on fish, mining,
alcohol, tobacco, and tourism
• Can impact multiple sectors of the economy with
a moderate increase to our existing corporate
income tax
• Initial revenue target $50 million just for non-oil
corporations (revenue will be more as oil prices
recover)
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Corporate Income Tax
• Current tax is limited in that it only taxes the
income of traditional “C” Corporations
o If the Individual Income Tax passes, it will
automatically encompass the earnings of
S-Corps, Partnerships, LLCs, etc.
o If an Individual Income Tax bill does not pass, we
will be able to provide recommended language for
the Corporate Income Tax bill that will expand the
program to tax other business entities
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Oil and Gas Legislation
Oil and Gas legislation needs to be part of the
2017 debate. However:
• Any bill could grow into a distraction that makes
it harder to pass the overall package
• Administration has been working with industry
on credit liability issue
• Need to work with legislature to decide what
their priorities are, what bill features they expect
to go with, and what is achievable
• Regardless of who sponsors bill or bills,
Dept. of Revenue will be closely involved in
hearings, modeling, and other analysis
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Oil and Gas Legislation
Production tax revenue at different prices
(based on FY16 data)
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Additional Background on
Oil and Gas Tax Credits
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History of Oil and Gas Production Tax Credits
FY 2007 thru 2016, $8.0 Billion in Credits
North Slope
 $4.4 billion credits against tax liability
• Major producers; mostly 20% capital credit in ACES
and per-taxable-barrel credit in SB21

 $2.3 billion refunded credits
• New producers and explorers developing new fields

Non-North Slope (Cook Inlet & Middle Earth)
 $0.1 billion credits against tax liability
• Another $500 to $800 million Cook Inlet tax reductions
(through 2013) due to the tax cap still tied to ELF

 $1.2 billion refunded credits (most since 2013)
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History of Oil and Gas Production Tax Credits
Of the nearly $3.5 billion in state-refunded
credits through the end of FY16:
• $1.5 billion went to eight North Slope projects
that now have production
• $0.8 billion went to 11 North Slope projects that
do not have any production. Some of these are
abandoned, and some are in process
• $0.9 million went to eight non-North Slope
projects that have production
• $0.3 million went to eight non-North Slope
projects that do not have any production
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Credit Cost in Perspective
North Slope Refundable Credits
• Previously said between FY07-FY16 spent
$1.5 billion supporting seven producing projects
• Total production from these producers through
end of 2015 is 63 million barrels
• Total credits = $24 / barrel
o This number will decrease over time due to additional
production from these fields

• Lease expenditures for these projects, through
FY15, were $6.0 billion
o Credit support was 25% of lease expenditures
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Credit Cost in Perspective
Cook Inlet Refundable Credits
• Previously said between FY07-FY16 spent $900
million supporting eight producing projects
• Total production through end of FY15 is
73 million BOE (much of this was gas)
• Total credits = $13 / BOE or about $2.10 / mcf
o This number will decrease over time due to additional
production from these fields

• Lease expenditures for these projects, through
FY15, were $2.3 billion
o Credit support was 40% of lease expenditures
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Why the Need for Reform?
(because we just can’t afford it)
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Why the Need for Reform?
(because we just can’t afford it)
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Why the Need for Reform?
Cash flow with credits for a 120,000 bbl /day field at $80 oil
Annual State Net Gains and Losses, 20% GVR, at $80 ANS Price

Production Tax Credits Cashed / Production Tax Payments, 20% GVR, at $80 ANS Price
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Graph assumes: Capex = $13/bbl, Opex = $12/bbl, no small producer credit

Total Producer Cash Flows, 20% GVR, at $80 ANS Price
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Project Years 1 - 40
Royalty

Property Tax

Production Tax

State Corp Income Tax

Graph assumes: Capex = $13/bbl, Opex = $12/bbl, no small producer credit

Life Cycle Totals
Production Tax Credits Cashed
Production Tax Paid
Net Production Tax
Production Tax NPV 6.15%

$Millions
2,797
5,972
3,176
-58

Total Annual State Losses
Total Annual State Gains
Net State Gain (Loss)
State NPV 6.15%

2,520
13,868
11,348
2,660

Total Producer Cash Out
Total Producer Cash In
Net Producer Cash Flow
Producer Cash NPV 6.15%

5,258
19,772
14,514
51
2,803

Credits Outstanding and Impact of Vetoes
• FY16 Appropriation Capped at $500 million
o $498 million paid out by end of June
o About $211 million North Slope, $287 million non-NS
o $3 million left in fund with $4 million in-process claims

• FY17 Legislature appropriated $460 million towards
expected demand of $775 million
o Governor vetoed all but $30 million
o Nearly entire $30 million paid out to “first tranche” of
issued credits: early 2015 quarterly QCE and WLE
claims from outside the North Slope
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Credits Outstanding and Impact of Vetoes
• $600 million in certificates have been issued in FY17
Of these, about $100 million have either been:
o Paid (from the roughly $30 million available funds);
o Transferred (to be used against another company's
tax liability); or
o Are ineligible for repurchase

• Total remaining awaiting repurchase $500 million
• Applications in-hand about $200 million
o $50 million “023” credits
o $150 million “025” credits

• So total known demand is roughly $700 million
• Additional $400 million forecasted for FY18
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Credits Outstanding and Impact of Vetoes
Options for companies holding credit certificates
1. Wait for production (use against own taxes)
2. Wait for additional funding
3. Sell to a company with a tax liability
o Limited demand with low oil prices- the major
producers are forecasted to have relatively low liability
o .023 credits can only offset 20% of a company’s taxes
o No restriction on use of .025 credits to offset taxes.
The bulk of large .025 credits will be issued next spring

4. Sell rights to credit cash, as suggested by former
AG Richards to the Permanent Fund Board
o Possible statutory change to allow direct transfer of
credit certificates to 3rd parties
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HB247: Major Provisions & Regional Impacts
Cook Inlet
• Complete phase-out of NOL, QCE, and WLE by 2018
• Extends “tax caps” on gas indefinitely, adds $1 / bbl oil tax
• Municipal utility pro-ration of costs

Middle Earth
• Reduces the NOL, QCE, and WLE credit rates
• Extends “Frontier Basin” exploration credit to July 2017

North Slope
• GVR “Graduation” provision after three to seven years
• GVR can’t be used to increase the amount of an NOL

Statewide
• $70 million per company per year cap ($61 with discount)
• Interest rates increased for 3 years, then drops to zero
• Transparency, local hire, state obligation offsets, surety bond
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Fiscal Impact of HB247
Revenue
• $0 to $25 million increase through FY21 due to loss of
Cook Inlet credits used against tax liability, plus
new $1 / bbl oil tax
• $40 to $115 million tax cut beginning FY22 due to above
plus $20 million from sunset of GVR tax break, but
offset by extension of Cook Inlet gas tax caps

Spending
• Full impact of credit cuts won’t be seen until FY19
• Annual savings $65 to $115 million. Largest portion is
Cook Inlet cuts, less from the per-company cap and the
fix to the GVR / NOL interaction issue
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Regulations Implementing HB247
Regulations were finalized last month
Some issues that needed to be clarified:
•
•
•
•
•
•
•
•

GVR Sunset Timing
Prioritization of Funds / Resident Hire
Per-Company Cap and “Haircut” Mechanism
Interest Rate Calculations
New $1 Cook Inlet Oil Tax
Publication of Credit data
Municipal Producer-Utility Gas Sales
Offset for Obligations to the State
57

Work Still Needed to Rebalance System
From July, 2016 Special Session
HB/SB 5005 was a smaller, more targeted credit
reform and minimum tax package than HB247
• Mainly: addresses “North Slope NOL” issue
• Re-introduces several smaller parts of HB247 that
did not pass
• Increases the minimum tax at certain prices
• Technical fixes to HB247 sections that may have
implementation issues
Administration may introduce a similar bill in the
2017 session. This is a work in progress
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Work Still Needed to Rebalance System
Other concerns with tax and credit system
• Hybrid system with a net tax above $80, a gross tax
between $45 and $80, and a net tax (via the NOL
credit) below $45
• Possible ability to use carried forward operating loss
credits to zero out all taxes
• Equity between major producers and new explorers if
major changes made to operating loss credits
• Imbalances at low prices that keep us in the 4%
“minimum tax” at up to $80 oil
• Limited “upside” to the state during price spikes
• High volatility and complex administration of a net
profits tax system
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Thank You!
Contact Information

Ken Alper
Tax Division Director
Department of Revenue
Ken.Alper@Alaska.gov
(907) 465-8221

