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HOUSE RES COW TTEE - 2- March 16, 2012



Kawasaki, Herron, Feige, and Seaton were present at the call to
order. Representatives Minoz and Gardner arrived as the neeting
was in progress.

HB 328-O L AND GAS CORPORATE TAXES

1:13: 34 PM

CO CHAI R SEATON announced that the only order of business would
be HOUSE BILL NO 328, "An Act relating to the oil and gas
corporate incone tax; relating to the credits against the oil
and gas corporate inconme tax; naking conform ng anmendnents; and
providing for an effective date."

CO- CHAI R SEATON opened public testinony.

1:14:49 PM

M CHAEL HURLEY, Director, Governnent Relations and Community
Affairs, ConocoPhillips Alaska, Inc., stated his conpany opposes

the passage of HB 328. He said if the purpose of this proposed
change to separate accounting is sinply to increase revenue from

the industry, ConocoPhillips Alaska, Inc. is unsure how that
inmproves the fiscal environment to attract the additional
capital investnents needed to increase production in Al aska. In

regard to the phil osophy of state incone taxation, he noted that
ultimately any state inconme tax system nmust try to balance the
kind of taxation on businesses that have business in nultiple
st at es. When dealing with multistate entities, a state nust
figure out how to separate the inconme appropriate to the state,
and nost states do that by utilizing an apportionnent fornula
Each state |ooks at the attributes of the business in its state;

for exanple, how nuch payroll, or property, or sales the conpany
has in the state conpared to all the states or jurisdictions
conbi ned where the conpany does business. A fraction is then

created based on sonme conbination of those attributes to
apportion the total incone of the business into that particular
state. That avoids the problem of double taxation which can
occur when different states are trying to tax the sanme incone
where the incone is not easily determ nable. That system has
beconme sonewhat standardized through the Miltistate Tax Conpact,
a conpact between the states that is overseen by the Miltistate
Tax Commi ssion, of which Alaska is a nmenber. That is the system
Al aska has now, although it has a few tweaks in terns of how
Al aska does its apportionnent factor.

1:17: 24 PM
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MR. HURLEY said separate accounting is the other nethodol ogy,
wher eby the business is | ooked at separately for each state. He
said only 2 of the 45 states in which ConocoPhillips does
busi ness use separate accounting; the other 43 all do sonme kind
of apportionnent based on either the Miltistate Tax Conpact or
sonme ot her nethodol ogy. From a policy perspective, Alaska has a
wor | dwi de apportionnent system because the fraction is applied

against the total income of his conpany. An apportionnent
factor is determined of how nuch divisible income is thought
apportionable to Alaska of ConocoPhillips Al aska, Inc.'s
wor | dwi de i ncone. That brings in things |ike the conpany's
refining assets in the Lower 48, distribution assets, and
upstream operations both in Alaska and in other places. He

pointed out that refinery and distribution income tends to be
countercyclical with oil and gas inconme. Upstream incone varies
a lot with oil prices and, notionally, when oil prices are high
refining margins are low and when oil prices go down refining
mar gi ns go up. So, apportioning worldw de incone catches both
sides of that balance for getting incone taxable to the state.
That countercyclical nature tends to nake Al aska's state incone
tax nmuch less volatile than, for exanple, Al aska' s severance tax
and royalties that are very tightly tied strictly to oil prices.

1: 20: 02 PM

MR. HURLEY warned that if the state were to adopt the separate
accounting nethodol ogy proposed in HB 328, the state would in
essence be doubling down on oil prices. Al aska's royalty and
severance taxes are already tightly tied to oil prices, so going
to a separate accounting system would add another tax that is
highly volatile based on oil prices, rather than bal anced out by
the other inconme sources that ConocoPhillips Al aska, Inc. has
t hroughout the country. He further pointed out that the current
apportionment system has considerable value to the state in the
ability of the Departnent of Revenue (DOR) to use the federa
income tax return, which is what the apportionnment factor is
applied to as a basis for starting that apportionnment

cal cul ati on. The federal rules regarding what constitutes a
deducti bl e expense have |ong been debated and resol ved between
taxpayers and the Internal Revenue Service (IRS). The state is

able to rely on federal audits of the taxpayer's revenues and
expenses, saving the state the cost of creating its own audit
staff and the grief of having to define all of those expenses,
credits, appreciation, and such. Reiterating his conpany's
opposition to HB 328, he said separate accounting woul d nake the
state's overall fiscal reginme nore dependent on oil prices with
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that inherent volatility and would require the creation of a
burdensone and costly systemto adm nister.

1:22:19 PM

CO CHAI R SEATON advi sed that HB 328 is not being put forward to
i ncrease revenue. He said Al aska-only businesses, such as G eat
Bear Petroleum LLC, Brooks Range Petroleum Corporation, and
UtraStar Exploration, are paying 9.4 percent on their profits
from Al aska. However, according to [consultant] Dan Di ckinson
the international oil conpanies paid |less than 9.4 percent every
year from 1982-1997. He asked why a worl dw de player should be
allowed to pay a |ower percentage on its corporate incone tax
than an Al aska-only corporation.

MR. HURLEY allowed that may be true historically, but suggested
it is not always going to be the case. He said apportionnment
factors tend to bring in other assets 1like countercyclical
refining and marketing assets, as well as the overseas assets of
wor | dwi de conpani es. He suspected that if his conpany's
geographi ¢ breakdowns were |ooked at on its Form 10-K, it would
be found that the margins being taxed in other jurisdictions,
especially outside the U S., are actually higher and therefore
Alaska is bringing in nore income than it would if only Al aska
i s | ooked at.

1: 25: 22 PM

CO- CHAIR SEATON countered that [the bill sponsor s] had
Legi slative Legal and Research Services |ook at the past 10
years, which includes years of both high and |ow oil prices, and
that factor was not seen. He offered to work with M. Hurley to
anal yze that nore and requested data be provided backing up M.
Hurl ey' s aforenenti oned suggestion. Co-Chair Seaton added that
when separate accounting was in place from 1975-1981 there was a
definite washout of taxes to overseas |ess profitable ventures
and this was also the same every year from 1982-1997. Goi ng
back to 2006, the corporate inconme tax paid by the highest
aggregate of the five largest taxpayers in the state was 5 and 6
percent, except for 2006 which had a slight anount. Wil e he
understood M. Hurley theoretically, he said that has not
actually taken place regardless of whether the worldw de price
was high or |ow.

MR. HURLEY agreed to supply the data for his conpany. He

recalled that M. Dickinson's data went back to the late 1970s
and said that while the discrepancy in the nunbers was pretty
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big, it fell off quite a bit in the latter part of M.
Di cki nson' s anal ysi s.

CO CHAI R SEATON said M. Dickinson's analysis went through 1997
and [the discrepancy] was $96 million in 1997, the second | owest
year .

MR. HURLEY replied that is what he woul d expect to see.
1:28:55 PM
CO CHAI R SEATON noted that M. Hurley's conpany participates in

the North Dakota jurisdiction, a jurisdiction that adds a surtax
of 3.5 percent to its 5.15 percent tax for those conpanies

el ecting the taxation nmethod of water's edge. Therefore, he
concl uded, North Dakota obviously had the sanme experience that
apportionnent definitely reduces its revenue anounts. He

understood that North Dakota increases its corporate incone tax
by 60 percent for a conpany electing apportionnent instead of
separate accounti ng.

MR. HURLEY responded he did not know which nmethod his conpany
uses in North Dakota, but said he will find out and get back to
the conmittee.

1: 31: 26 PM

COCHAIR FEICGE related that one argunment for going back to
separate accounting is that conpanies wanting to reduce their

corporate tax liability against their significant incones
generated in Alaska would come up wth deductions to balance
that out; thus, separate accounting would result in nore
i nvestnment being made in Al aska. He asked whether that presuned
effect would be true for ConocoPhilli ps.

MR. HURLEY answered he is unsure that that particular form of
the tax would have that much of an inpact on investnent
decisions in ternms of the portfolio of in Al aska versus other

pl aces. As a large nulti-national corporation, ConocoPhillips
pays state incone tax in 45 different states and nobst of them
use apportionnent. Therefore, nost other states are taxing sone
portion of his conpany's Al aska income, whether the conpany uses
water's edge or worldw de. Therefore, the amount paid to the
State of Al aska does not represent all of the state inconme tax
that ConocoPhillips pays on its Alaska incone. One of the

t heoretical concepts behind apportionnment is that if everybody
tries to get the right percentage, and taxes the common pool of
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income, there should not be double taxation and everybody gets
the right amount for the business in each state. 1In the perfect
world every state would use the same pot of incone and would
have the sane apportionment factors so there would be no double

t axati on. However, it does not work that way because sone
states like to double up on the sales factor and Al aska uses an
extraction factor not used by any other state. When tal king
about how nuch state income tax ConocoPhillips pays on its

Al aska incone, only part may be paid to the State of Al aska but
the conmpany is also paying incone taxes at the state |evel on
Al aska incone to other states. So, when evaluating investnents
in Alaska, ConocoPhillips nmust evaluate the inpact of that
investment on its Alaska state incone tax as well as all those
other states where the incone generated from that investnent
will be taxed.

1: 35: 36 PM

CO- CHAIR SEATON directed attention to the 3/9/12 meno in the
comm ttee packet from [consultant] Roger Marks which states that
at the national level the tax is, in all cases, calculated on a
separate accounting basis. Co-Chair Seaton asked how it is that
all the other jurisdictions are doing separate accounting but
not Al aska. He asked M. Hurley to relate that to how Al aska is
getting an apportionnent of the revenue generated in those
jurisdictions.

MR. HURLEY replied he was talking about state incone taxes
within the U S

CO CHAI R SEATON said he realized this, but separate accounting
is the topic, plus Al aska has worldw de apportionnent, not

water's edge apportionnent. Most jurisdictions have separate
accounting, except Al aska. He asked M. Hurley to state why it
works or does not work for ConocoPhillips to pay separate

accounting in Norway and worl dw de apportionnent in Al aska.

MR. HURLEY responded ConocoPhillips is getting double taxed on
sone of its Norway incone because Alaska is drawing in sone of
the Norway income and taxing it as part of the conpany's
wor | dwi de i ncone base, but vice versa is not true.

1:37:56 PM
CO CHAIR SEATON said HB 328 would prevent double taxation by

doi ng separate accounti ng. Norway would tax the incone and
expenses there and Alaska would tax the inconme and expenses
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here, which would elimnate any possibility of double taxation

He urged M. Hurley to provide diagranms supporting what
ConocoPhillips is saying. Co-Chair Seaton allowed M. Hurley
may be right because Al aska allows costs to come in and be
witten off Al aska incone. He wunderstood M. Hurley to be
saying that this would be a tax increase if Al aska was taxing
the revenue [in Norway] and if [Norway] was the sane
profitability as Alaska. He said his perspective is that Al aska
is reducing 1its corporate inconme tax to subsidize Iless
profitable overseas investnents. As the bill sponsor he is
trying to get oil conmpanies to invest in Al aska and take that as
an expense instead of investing in other places and taking those
as expenses.

1: 40: 41 PM

COCHAIR FEICGE surmised that the nore jurisdictions using one
type of taxation system the |less the double taxation.

MR. HURLEY concurred, adding that the reason for the Miultistate
Tax Conpact is to try to get sonme kind of uniformty between the
states.

1:41: 36 PM

CO CHAIR FEI GE noted Al aska taxes all conpanies operating in the
state under the Miltistate Tax Conpact. He said the snal
explorers in Alaska do not have any incone so they do not pay
any corporate incone tax. Excepting Pioneer Natural Resources
Conmpany and Buccaneer Energy, it is the large international
corporations that at this point are the producers. Under

separate accounting the international conpanies nay or may not
pay nore corporate incone tax, but they are paying a significant

anount of production tax, which the other conpanies are not. In
terms of total overal | contri buti on, he asked how nuch
ConocoPhi | l'i ps pays in production tax.

MR. HURLEY believed ConocoPhillips paid $5 billion in taxes and
royalties [in 2011].

MARI E EVANS, Tax Counsel, ConocoPhillips Al aska, Inc., said she
will look at the conpany's Form 10-K and get back to the
conmittee with an exact answer.

CO CHAI R SEATON noted the commttee has a copy of the Form 10-K
and therefore has the i nformati on.
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1:44: 40 PM

REPRESENTATI VE HERRON recol |l ected that in 1985 all but 19 states
used sone form of separate accounting and he presuned the
Mul tistate Tax Conpact had sonething to do with that. He said
the Alaska State Legislature abandoned separate accounting in
1981, but talked about it again in 1985 when revenue was at a
| ow point. He asked whether this type of legislation has not
found its tinme yet because revenue is not |ow

MR. HURLEY suggested it is a policy call about how to make that
definition rather than a question of whether it has found its

tinme. Wil e he understood the intellectual argunent for going
Wi th separate accounting, he said that from a policy perspective
it has its downsides. Those downsides are the increased cost

and grief of admnistering it because the state would be unable
to rely on the IRS to do sone of that for it. Additionally, it
would tie the state much nore to oil prices, which would nake
the State of Al aska's revenue streamthat nmuch nore volatile.

1:47: 03 PM

REPRESENTATI VE HERRON noted that the legislature came back to
separate accounting in 1985 because the revenue stream was
really low He asked whether the political reality is that this
bill is at the wong tinme because the state is enjoying high
revenue. He further asked whether the state should go back to
separate accounting at a tinme in the future when revenue is | ow

MR. HURLEY answered that that would be exactly the wong tine to
go to separate accounting. The state's revenue stream woul d be
much reduced because it would be unable to draw in the refining
and marketing pieces of the business that tend to bal ance out
the low crude price in the state incone tax under apportionnent.

1:49: 02 PM

CO CHAI R SEATON agreed the aforenmentioned is a good theoretica
argunent, but said this has not happened in actuality according
to the analyses he had perforned, even when prices in Al aska
were really low He asked whether Al aska can be conpared to the
other states since they use water's edge and Al aska wuses
wor | dwi de apportionnent.

MR, HURLEY admtted it is an inperfect system given different

states have different apportionnent factors and sone use water's
edge.
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M5. EVANS, responding to M. Hurley, offered her belief that
sone states have worl dw de apportionnent, although she coul d not
recall which ones.

MR. HURLEY, continuing, said the other states have different
apportionment factors, and different weighting between the
apportionnment factors, regardless of whether the inconme bucket
is water's edge or worldwi de. The Miltistate Tax Conpact was an
effort to reach sonme uniformty, but that has not been reached.

1:51: 22 PM

CO- CHAIR SEATON inquired how nuch of a problem it is for
ConocoPhillips in the three other states that have separate
accounting versus apportionnment.

MR. HURLEY related that he recently talked with some of his
conpany's state incone tax people who said it is quite a problem
trying to do separate accounting states and it is a lot of work
to fill out the returns for those states. He added that the
apportionnment states, for the nost part, work off the sane
bucket of inconme that is already audited by the IRS and it is
fairly consistent in the accounting system A problem wth
separate accounting is that each state has a slightly different
definition of expenses and a different way of treating corporate
interest, which is done at the corporate |level rather than at a
particul ar business unit level within a state. These different
all ocations make it an extrenely time-consuni ng exercise for the
conpany as well as the state's regul ators.

CO- CHAIR SEATON presuned it is a little bit nore difficult
because the Lower 48 fields may be integral between sone states
rat her than segregated by 1500 mles like they are in Al aska.

MR. HURLEY concurred.
1: 54: 05 PM

M5. EVANS pointed out that, in ternms of conpliance, conpany
staff nakes a judgnment call and files the forns, but there is
then a whole other regulatory entity making another judgnent
call. After that there is the reconciling of those judgnment
calls and if that does not happen there is Ilitigation. Thus

separate accounting is difficult.
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CO- CHAIR SEATON noted the State of Alaska has been through
[itigation on separate accounting.

MS. EVANS said her conmpany has, too, but not in Al aska.

CO CHAI R SEATON added that the discussion is not about whether
separate accounting is legal, but rather is a policy issue.

MR. HURLEY concurred that that has been resolved, but said the
guestion is in the details of filing a tax return and trying to
determine a departnent's interpretation of what is an expense
versus what the conmpany thinks is an expense.

1:55:45 PM

CO- CHAI R SEATON specified that HB 328 is drafted on the previous
separate accounting that Al aska had. He pointed out that sone
t hi ngs have changed, however, and the rules for depreciation
that the conpanies work under in Alaska are the 1981 federal
rules rather than current federal rules. So, unlike before, a
conpany woul d be unable to marry its tax and wite a check.

MR. HURLEY concurr ed.

CO- CHAIR SEATON presented a hypothetical scenario in which
Al aska adopts separate accounting and has a full wite-off of
expenditures in the first year instead of a depreciation
schedul e spanning many years. He asked whether that would be
seen as beneficial and sinpler to inplenment for the cal culation
of income tax.

MR. HURLEY agreed it would be a sinplification that would reduce
the |l evel of adm nistrative burden

1: 59: 46 PM

CO CHAI R SEATON asked whether M. Hurley has any comments on the
presentations by M. Roger Marks.

MR. HURLEY answered not at this tine because this afternoon is
the first he has seen them

CO CHAI R SEATON said he will |leave public testinobny open so M.
Hurl ey can cone back to share his thoughts in this regard, as
wel | as any other data he would Iike to present.

2: 00: 54 PM
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CO CHAI R SEATON distributed an anendnent related to education
tax credits, | abel ed 27-LS1142\B. 1, Nauman, 1/ 24/ 12, for
committee nmenbers to review. He explained there is no intention
to elimnate the education tax credits by going to the proposed

separate accounting, but including themin the bill would have
doubled the length of the bill and made it severely conplicated
to read. He therefore chose to split out the education tax

credits in the formof an anendnent.

CO-CHAIR SEATON invited the Alaska G| and Gas Association to
testify next.

2:03: 18 PM

KARA MORI ARTY, Executive Director, Alaska G| & Gas Association
(ACR), explained that ACGA is a business trade association with
the mssion to foster the long-termviability of the oil and gas
industry in Alaska for the benefit of all Al askans. She said
ACGA' s nenber conpani es account for the majority of oil and gas
exploration, production, transportation, refining, and marketing
activities in Al aska. Further, AOGA's nenbers reflect the
breadth and scope of the industry across the state. She
enphasi zed that her testinony today on HB 328 reflects a 100
percent consensus of AOGA's diverse nenbership. She expl ai ned
that when AOCGA testifies on matters of tax policy it is required
that it have a 100 percent consensus of its nmenbers.

M5. MORI ARTY said AOGA opposes HB 328, which would re-inpose the
separate accounting inconme tax that Alaska had for oil and gas
conpanies from 1978-1981. Effective with the 1982 tax year,
Al aska abandoned separate accounting in favor of the present oil
and gas corporate tax found in AS 43.20 and, in particular, AS
43. 20. 072, which uses apportionnent. Noting that separate
accounting and apportionnent are ternms of art in the context of
taxing nultistate and international businesses, she said she
will describe what each one is, how it works, and the relative
strengt hs and weaknesses of each.

2:05:18 PM

M5. MORIARTY began a PowerPoint presentation, saying that
separate accounting and apportionment both seek to answer the
same question [slide 1]: How nmuch incone of a multistate or
international business is properly attributable to its in-state
assets and activities so it can be taxed by that state? This is
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the question the comrittee is trying to answer wth corporate
i ncone taxes.

CO- CHAIR FEIGE inquired whether it would be nore proper to say
how nmuch net incone.

M5. MORI ARTY replied it could, but it is just how nmuch incone.

MS5. MORI ARTY, continuing her testinony [slide 2], said separate
accounting takes the approach of |ooking at "what the business
actually has and does in the state and then seeks to determ ne
directly the net-incone as if that in-state portion of the
busi ness stood alone - separate from the rest of the business.”
Conceptual |y, separate accounting seens to tackle the question
of how rmuch incone is made by the in-state portion of a multi-
jurisdictional business. However, appearances can be m sl eading
and separate accounting has sone chal |l enges.

2: 06: 36 PM

M5. MORI ARTY said one challenge [slide 3] is that the "in-state
portion of such a business does not actually stand alone from
the rest of the business. Whet her the overall business is
conducted with a single corporate entity or through a unitary
web of closely and carefully coordinated affiliates, the
opportunities are often present for the in-state portion to
engage in business transactions with the out-of-state portions
that technically are conpletely |egal and proper, but which have
the effect of shifting incone and expenses, gains and | osses
into and out of the in-state part of the overall business.”

M5. MORIARTY illustrated how difficult it can be to unravel
transacti ons between or anong parts of the sane overall business
by pointing out that regulations have been adopted under the
| nt er nal Revenue Code to "control artfully created tax
opportunities” within such a business. She said Section 13 of
Treasury Regulation 1.1502 is 70 single spaced pages and that
"this mammoth regul ation establishes the general principles for
unraveling various tax effects otherwise created artfully by
transacti ons bet ween or anong affiliated corporations.”
Sections 14, 15, and 16 apply and adapt those general principles
to specific kinds of busi nesses or specific kinds of
transacti ons. These regulations run in nunerical order all the
way out to 100, showing how conplicated it <can get when
unraveling transactions between corporate affiliates as required
by separate accounti ng.
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2:08:58 PM

M5. MORI ARTY explained that in contrast, apportionnent "starts
with a 'pie containing the apportionable income for the in-
state and outside business together and then determ nes how w de
the '"slice' is attributable to the incone-generating potential
of the in-state portion of the business [slide 4]. It is the
"slice' that is then taxed by that state. This avoids the need
to unravel transactions across parts of the overall business and
it avoids the analytical difficulties that arise when a unitary
business as a whole is greater than the sum of its individual
parts [slide 5]. The key assunption underlining apportionment
is that overall a dollar invested in-state has the sane incone
generating potential as the dollar invested anywhere else, that
a dollar of sales has the same potential as the dollar of sales
el sewhere, that a worker in-state is as productive per dollar of
wages and benefits as a worker outside, that a barrel of oil or
its equivalent of a gas produced in-state represents conparable
potential for profitability as one produced soneplace else, or a
simlar assunption about conparable in-state and everywhere el se
potential as neasured by a simlar business attribute or
indicator. So, the bottomline is for oil and gas producers and
pi peline conpanies and their affiliates that are doi ng business
in Alaska, the width of the Alaska slice of their respective
business's pie is the average of the percentages of that
business's real or tangible property or cost, its sales, and its
oil and gas production that is present in Al aska."

2:10: 47 PM
M5. MORIARTY noted that "after laying out this key economc

assunption underlying and justifying apportionnent methodol ogy,
the Al aska Suprenme Court continued in 1985 that 'These factors

are nerely indicative of the business incone producing
capabilities. They are not intended to reflect the business's
preci se sources of inconme for any particular year. The factors

in an apportionment formula represent an attenpt to relate the
t axpayer's presence within the state to its presence el sewhere.’
So, what all the theory and economcs boils down to is this:
For any given taxpayer, the question of whether its Al askan
income tax will be greater under separate accounting than under
apportionnment depends on whether the actual profitability of its
Al aska business is greater overall than the actual profitability
of the conbined in-state and outside business as neasured by the
per dollar invested per sales sold and per barrel produced. | f
the in-state part of the business is materially superior by
t hese standards than the conbination, it wants apportionnent as
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the lesser tax; if materially inferior it prefers separate
accounting. "

2:12:16 PM

M5. MORI ARTY rem nded nenbers that AOGA represents a w de range
of oil and gas conpanies, so the aforenentioned neans that
certain oil and gas taxpayers can start out preferring separate
accounting because they wuld pay less tax than under
apportionment; others wll start out preferring apportionnment.
The side of the line that a particular conpany falls on depends
on its own circunstances. There is nothing inherent about
separate accounting that causes the taxpayer's tax to be greater
than that taxpayer's tax with apportionnent. However, sonething
i nherent about a non-renewabl e resource like oil and gas is that
no matter how long an oil conpany may initially start out
preferring apportionnent over separate accounting as the |esser
tax, there wll weventually cone a day when its oil and gas
resources in Alaska wll beconme sufficiently depleted that
separate accounting wll beconme the smaller tax for that
busi ness. Therefore, AOGA believes it premature to restructure
Al aska's corporate inconme tax. Al so, depending on how Al aska
structures the rest of its overall tax regine, which the
| egislature is currently debating, the enactnent of separate
accounting at this tinme could turn out to be a self-fulfilling
prophecy in ternms of hastening the crossover for nore and nore
menbers of the industry in Alaska. That is particularly likely
if separate accounting is enacted as part of an overall tax
structure and policy of nerely taking nore noney from the
industry instead of optimzing the opportunities. There is a
sweet spot between having 100 percent of nothing or 0 percent of
everything; there is a sweet spot between these two extrenes
where the tradeoff is optimzed between the size of one share
and the size of what there is to be shared. She said ACGA
believes that Alaska has too high a governnment take and has
already overshot the mark in terns of the size of the state's
share. Enacting separate accounting to increase the state's
share would be a further m stake. She reiterated that AOCGA
opposes HB 328.

2:15:26 PM

CO CHAIR SEATON disputed the assunption that the pie can be
split because |abor produces the sanme anount of revenue and
costs the sane regardless of |ocation. He said |abor was
totally taken out of the formula because it was so problematic
of not yielding the same. Although there is the theoretical of
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what apportionnent is supposed to do, apportionnment has already
been rejected on the basis of the three portions tal ked about by
Ms. Moriarty. Apportionnment would work if profitability around
the world was the sanme, but this is not the case. According to
publically released data, Alaska is nore profitable than many
other jurisdictions, which results in Alaska lowering its incone
tax to subsidize round-the-world investnents.

M5. MORIARTY replied that as a trade association AOCGA is
prohibited from talking about the profits and sales of its
nmenber conpani es. However, she said, as a tax policy this is
the difference between separate accounting and apportionnment
froma theoretical standpoint.

2:18:30 PM

COCHAIR SEATON noted that Alaska is doing worl dw de
apportionment and nmany of the jurisdictions being dealt with on
that apportionnent are doing separate accounting. For exanpl e
Norway has separate accounting and several conpanies doing
business in Alaska are al so doing business in Norway. He asked
how t hose two things would interact.

M5. MORI ARTY responded she does not know the specifics of the
Norway tax structure and she is not a tax expert, but when
AOGA' s nenber conpanies |ooked at this bill as a whole, they
preferred the current system

2:19:27 PM

REPRESENTATI VE HERRON inquired whether M. Moriarty is saying
that the state's potential revenue would be |ess for production
fromthe outer continental shelf (CCS).

M5. MORI ARTY answered she is saying that HB 328 would affect the
conpanies that are currently operating on state |ands; not that
conpani es would make | ess on offshore and she will get back to
the commttee in this regard. Menber conpani es, she continued,
must | ook at her testinony before she can testify and the nmenber
conpani es operating in the offshore did not have a problem with
opposi ng HB 328.

2:20: 36 PM

REPRESENTATI VE GARDNER said she was struck by M. Mriarty's
description of the federal tax code as it would apply for
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separate accounting. She asked what industries this code
applies to and how it works for them

M5. MORI ARTY, responding first to Co-Chair Seaton, confirmed she
was talking about the tax code for separate accounting. In
response to Representative GGrdner, she understood that this
federal tax code would apply to any consolidated business, not
just oil and gas conpani es that have consol i dated busi nesses.

REPRESENTATI VE GARDNER presumed soneone nust be wusing this
federal tax code, so it nust be fairly doable or the code would
not have happened at all.

M5. MORIARTY replied she is saying it is very tenuous and
conplicated to separate those costs, but not inpossible.

2:22: 04 PM

REPRESENTATI VE MUNOZ requested Ms. Mriarty to conment on an
earlier statenent that Alaska's financial picture becones nore
vol atile with separate accounting when prices are | ow.

M5. MORI ARTY responded that when prices are low the profits are
going to be | ower.

REPRESENTATI VE MUNQZ understood that, but asked why revenue to
the state would be nore volatile with separate accounti ng.

M5. MORI ARTY deferred to AOCGA's tax attorney, M. Dan Seckers,
for further response.

DAN SECKERS, Vice Chair, Tax Commttee, Alaska QI and Gas
Associ ation (AO&), concurred with ConocoPhillips that revenue
to the state would be nore volatile at |ower prices. He said
the principle reason is that under worldw de apportionnment there
are the attributes of other incone from the business that are
not so price sensitive that can buffer a | ow price scenario that
could occur in Al aska. Under separate accounting, the Al aska
incone would be driven by price and therefore when prices go
down the income that Al aska would see would go down.

MR. SECKERS, addressing Representative Herron's question about
the OCS, explained that the OCS i ncome would not be taxed by the
State of Al aska because it is outside of the state. Therefore,
separate accounting would not bring in nmuch of the incone from
OCS, whereas apportionnent woul d. In response to Co-Chair
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Seaton, he confirmed that the entire organization of AOCGA is
unani nous in Ms. Mriarty's testinony.

2:24:34 PM

REPRESENTATI VE = GARDNER, in regard to the statenents that
Al aska's inconme would be nore volatile under a low price
scenario with separate accounting, asked whether it would also
be true to say that it would be less volatile at high prices.

MR. SECKERS replied that at high prices the overall worldw de
income of the conpany would also hopefully be doing very well
and therefore the pie would be bigger that Al aska would have a
portion to. So, it is not necessarily a clear cut yes or no
answer that separate accounting would be any worse off when
prices are really high

2:25:39 PM

CO CHAI R SEATON pointed out that a conpany could own different
types of businesses and sone of those businesses could be

countercycli cal to oi | prices, whi ch under wor | dwi de
apportionment would make for less volatility. However, a
conpany owning only wupstream oil and gas is very price

dependent, so the volatility would probably be exactly the sane.
He asked whether he is correct in this understanding.

MR. SECKERS confirned this to be correct. He said a buffer is
provided when an integrated oil conpany owns downstream
upstream chem cal, and other businesses, which is why nodified
apportionnent provides a nore stabilized corporate incone tax
streamto the state.

2:27:31 PM

REPRESENTATI VE HERRON presunmed that around the world sone
jurisdictions have apportioned accounting and sone have separate
accounti ng.

MR. SECKERS confirmed the aforenmentioned.

REPRESENTATI VE HERRON inquired what the advantage is to M.

Seckers' conpany [ ExxonMbbi | Production Conpany] to have
separate accounting in those jurisdictions.
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MR. SECKERS responded he is present to speak as one voice
t hrough AOGA and therefore he cannot speak on behal f of a nenber
conpany. He offered to get back to nenbers on the question.

CO CHAI R SEATON requested M. Seckers to also get back to the
committee on the North Dakota exanple of separate accounting and
water's edge apportionment and how the many of [ExxonMobil
Producti on Conpany] businesses in North Dakota use separate
accounting and how many use water's edge.

M5. MORI ARTY replied ACGA woul d get back to the committee to the
best of its ability.

2:29: 26 PM

REPRESENTATI VE GARDNER asked whether there are other regines
around the world that give conpanies the option of selecting a
tax net hod and how t he conpani es deci de which nmethod to sel ect.

M5. MORI ARTY answered AOGA will try its best to get back to the
committee on that.

REPRESENTATI VE DICK surmised a nore accurate tax is what is
being asked for. Wiile there are disadvantages to doing
business in Alaska, there nust also be advantages because the
profitability in Alaska seens to be greater than in other
pl aces. Therefore it is a matter of finding the sweet spot for
t axati on.

2:32: 14 PM

CO CHAI R SEATON drew attention to the 3/9/12 menorandum from M.
Roger  Mar ks, noting it states that alnost every other
jurisdiction around the world uses corporate incone tax at the
nat i onal | evel based on separate accounting rather than
wor | dwi de apportionnent. A couple of different nechanisns are
used and al nost all have an incone tax. Two jurisdictions, the
U.S. and Canada, have corporate incone tax at the sub-nationa
| evel . He said he has been unable to find any other state
besi des Alaska that does worldw de apportionnent; the other
states do water's edge, neaning only within the US. itself.
Al aska's current tax, depreciation schedules, and regulations
are based on the 1981 federal income tax and not on the current
federal incone tax.

2:34:55 PM
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COCHAIR FEIGE inquired whether the federal governnent uses
separat e accounting or apportionnent.

CO CHAIR SEATON replied that according to M. Roger Mrks all
the national |evels deal with separate accounti ng.

CO CHAIR FEIGE asked whether every country in the world uses
separ at e accounti ng.

CO CHAI R SEATON paraphrased from page 1, paragraphs 2 and 3, of
the 3/9/12 nmenorandum by M. Mirks, which states [original
punct uation provided]:

At the national level, of the 57 countries in BPs
2011 "Statistical Review of Wrld Energy"! that produce

either a mninmm of 80,000 barrels per day of oil, or
0.1 billion cubic feet per day of gas (see attached),
nearly all of them inpose a corporate income tax.?

(I'ran, Libya, Mexico, and Trinidad and Tobago do not.)

At the national level, in all cases the tax is
cal cul ated on a separate accounting basis...

2:35:57 PM

CO CHAI R SEATON, responding further to Co-Chair Feige, confirned
that those 57 countries are oil producing countries. He said
t he nmenorandum from M. Marks was in response to the conmttee's
guestions and the commttee did not include a question about
what non-oil producing countries do. He inquired whether Co-
Chair Feige would |ike to ask that question of M. Marks.

COCHAIR FEIGE affirnmed he wi shes to ask that question, saying
it is pertinent because a conpany will have sonme areas in which
it makes nore incone and has nore expenses than in others. | t
is to an oil producing country's advantage to institute separate
accounti ng. However, for non-oil producing countries, but in
whi ch oil conpanies operate, worldw de accounting would be used
to tap into sone of those profits. Therefore, it appears that
each country is using the systemthat is to its best advantage.

2:36:59 PM
CO CHAI R SEATON agreed to ask that question of M. Marks, but

added he thinks it is difficult to tax something that a country
has no relationship to the production of. He concurred it is to
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an oil producing country's advantage to use separate accounting,
which is why HB 328 is before the commttee.

CO CHAIR FEIGE nmaintained the aforementioned analogy is skewed
because it does not look at all the countries in the world, it
| ooks only at the oil producing countries. Respondi ng further
to Co-Chair Seaton, he said he would like to ask the question
"What do all the countries in the world use as far as an

accounting systen®" He pointed out that just about every
country in the world has an oil conpany operating in it because
there are cars in nobst countries. In further response to Co-

Chair Seaton he agreed to wite out the question and clarified
he i s asking about corporate inconme tax, not oil production.

2:39:15 PM

COCHAIR FEIGE surmsed that changing from Al aska's current
corporate tax structure to a separate accounting structure woul d
entail a significant increase in manpower and tine devoted to
the accounting for the different system He asked how nuch nore
resources, people, and noney would be needed to institute
separ at e accounti ng.

ROBYNN WLSON, Inconme Audit Manager, Anchorage Ofice, Tax
Di vision, Departnent of Revenue (DOR), replied the DOR fiscal
note shows four additional positions because HB 328 would
essentially put the income into two baskets of an oil and gas
conpany, and that is the separately-accounted-for production
income which is on a state specific basis. Therefore, certain
expenditures are allowed as expenses and certain are not, but
[HB 328] has no real definition of those expenses. The rest of
the business is then apportioned on a federal income tax basis.
Instead of apples and apples, [HB 328] would be apples and

or anges. The particular difficulty would be wth interconpany
transacti ons. Under the current system Al aska piggybacks off
the federal rules where those rules are set up under specific
rul es. For exanple, an interconpany might have engineering

expenses that one part of the business is providing to the
production part of the business, but under HB 328 DOR woul d not
know how to account for those. Further, DOR cannot rely on the
I nternal Revenue Service (IRS) to audit to the invoice |level, so
for those conpanies DOR auditors would have a lot nore work
auditing down to the invoice |evel.

2:42: 12 PM
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CO CHAIR FEI GE i nquired whether DOR could keep up with that with
four nore peopl e.

M5. WLSON responded this is DOR s best estimate on its first
|l ook at the bill and it is continuing to eval uate resources.

CO- CHAIR FEIGE remarked that a conpany would be able to enploy
its own accountants to generate the transactions for legally
shifting nonies to the conpany's advantage. He asked how nuch
additional work that would entail for DOR versus what the
departnment has to do now.

M5. WLSON answered it would be a trenendous amount of work
because DOR nust | ook into interconpany transactions as well as
such things as transfer pricing between parts of the business

Articles in the Wall Street Journal have reported on problens
that even the federal government has with auditing transfer

pri ci ng. These problenms include conpanies accounting for
revenues such that inconme shows up offshore in different foreign
corporations and escapes federal taxation. Probl ens include
transfer prices, interconpany transactions, |ack of definitions
in the bill for expenses, and so on.

2:44:15 PM

JOHANNA BALES, Deputy Director, Anchorage Ofice, Tax D vision

Department of Revenue (DOR), interjected that even wthin
water's edge transfer pricing can be used to shift incone
of fshore, and transfer pricing is one reason why a lot of the
states that require apportionnment went to a worldw de. She
further noted that North Dakota requires worl dw de apporti onnent
and does not have separate accounting; a conpany can elect to do
water's edge in North Dakota, but it then pays a prem um and the
reason for that is because of the interconpany transactions and
the transfer pricing. North Dakota requires worldw de fornulary
apportionnment, she reiterated, just |ike Al aska.

2:45:30 PM

M5. WLSON added that the states using water's edge, in general

struggle with the sanme problens the federal governnent does, but
they do it in a different way. She understood that, in general

there is sonme political push in other states to go to water's
edge rather than worldw de apportionment. The reason for
water's edge as opposed to worldwide is that states then suffer
when there is inconme reported in the foreign entities that they
cannot pick up on their conbined report, which is very simlar
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to what the U S. governnent struggles with as activities and
profits are reported, then, by foreign corporations rather than
donestic corporations. Donestic corporations pay incone tax on
all activities; it is not on a separate accounting basis for the
U. S. She further clarified that separate accounting is a term
of art that does not nean separate corporate accounting. The
U.S. federal governnent taxes corporations as a person - as a
taxable entity; it does not subdivide within that corporate's
books to do separate accounting, which is a geographic
determ nation, not a legal entity.

2:47:55 PM

CO- CHAIR FEIGE inquired why the State of Alaska did not go back
to separate accounting when the courts ruled in the state's
favor in the m d-1980s.

MS. BALES replied she and Ms. WIson have been with the state 19
and 17 years, respectively, so that history predates both of
t hem She and Ms. W/ son understood it was a policy decision
not to return to separate accounting. In further response to
Co-Chair Feige, she agreed to research why that policy decision
was nade.

2:49: 42 PM

REPRESENTATIVE DI CK conjectured that the dynamc was quite
different that many years ago. Wile it mght be to the state's
advantage to do separate accounting today, it may not have been
t hat way back then.

REPRESENTATI VE HERRON recalled a 1981 coup in the Al aska's House
of Representatives and said that inmmediately follow ng that coup
the state abandoned separate accounting. In response to Co-
Chair Seaton, he maintained that it was a policy decision.

2:51:18 PM

COCHAIR FEIGE asked whether there wuld be a chance of
litigation if the state were to change its taxing method.

DEBBI E  STQJAK, Assistant Attorney Ceneral, Commerci al / Fai r
Busi ness Section, Cvil D vision (Juneau), Departnent of Law
(DAL), responded the area of taxation is wought wth

controversy. Mul ti pl e changes have occurred wthin and outside
the state since the |ast suprenme court case involving the change
to separate accounting - the Multistate Tax Comm ssion bei ng one
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change outside the state and within Alaska there has been a
total change to the state's production tax. G ven these state
and federal changes, she said "inaginative" |awers could think
of theories that would anobunt to challenges of a change to

separate accounting. In further response, she said she cannot
definitively say the state would get sued, but that she can
certainly inmagine a challenge. Gven it was challenged back

then, it is very likely that it could be challenged if the
change i s nmade agai n.

2:52: 58 PM

CO CHAI R SEATON recalled that separate accounting was upheld by
the Al aska Suprene Court. The U. S. Suprene Court dismssed it
saying there were no constitutional or federal statutory issues.
Therefore, at this point in time, this is where the state is at.

MS. STQJAK concurred the aforenmentioned is correct in ternms of
that specific litigation.

[ HB 328 was hel d over.]
2:54:19 PM
ADJ QURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 2:54 p.m
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