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1: 04:17 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 1:04 p.m Representatives Hawker
Johnson, Seaton, P. WIson, Tuck, Saddler, and Feige were
present at the call to order. Representatives O son and Tarr
arrived as the neeting was in progress.

HB 72-O L AND GAS PRODUCTI ON TAX

1: 04: 35 PM

CO CHAI R FEI GE announced that the only order of business would
be HOUSE BILL NO 72, "An Act relating to appropriations from
taxes paid under the Alaska Net Inconme Tax Act; relating to the
oil and gas production tax rate; relating to gas used in the
state; relating to nmonthly installnment paynments of the oil and

gas production tax; relating to oil and gas production tax
credits for certain |osses and expenditures; relating to oil and
gas producti on t ax credit certificates; relating to

nontransferable tax credits based on production; relating to the
oil and gas tax credit fund; relating to annual statenents by
producers and explorers; relating to the determ nati on of annual
oil and gas production tax values including adjustnents based on
a percentage of gross value at the point of production from
certain |leases or properties; naking conform ng amendnents; and
providing for an effective date."

1: 06:12 PM

THOVAS K. WLLI AM5, Senior Royalty and Tax Counsel, BP
Expl oration (Al aska) Inc., presented a PowerPoint titled "BP
Testinmony to House Resources" and paraphrased from a prepared
statement :

Thank you for inviting us here to testify on House
Bill 72, which has been introduced by Governor Parnel
and proposes to anmend the so called “ACES’ production
tax on oil and gas produced in Al aska.

There are three primary changes that HB 72 woul d make
to ACES: one, repeal progressivity, which we think is
good; two, change the system of tax credits that now
exi sts, which threatens to harm sone producers even if
it may help others; and three, create a new “gross
revenue exclusion” for new production that we view as
i nnovative but largely msdirected. My testinony today
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will review these changes in the context of the tax
issues that ny enployer faces under the present tax,
which the  Governor and apparently the entire
Legislature, with the introduction of Senate Bill 50,
agree needs to be reforned.

First, progressivity. As you know, progressivity is a
sliding-rate tax that runs quickly up to a 25 percent
rate and then rises nore slowy above 25 percent. It
is in addition to the basic 25 percent tax that is
also levied on the “production tax value” of a
producer’s taxable production. Repealing progressivity
is a good idea for a nunber of reasons, which AOCGA has
identified in its testinony on Mnday and which other
taxpayers will probably present to you as well. Many
of those objections are for effects from progressivity
that were intentional as part of the way progressivity
was designed. What 1'd |ike to do today is to describe
two significant, unintended effects of progressivity
that seem | argely unknown and even |ess understood. |
have eight slides to present that wll show you
exactly what these unintended consequences are.

1: 08: 01 PM

MR WLLIAMS directed attention to slide 3, "How ACES wor ks, "
and conti nued:

To begin, let nme quickly review how the tax is
calculated for the exanple I will use.

If you look at this first slide, you will see the tax
calculation for a hypothetical producer wth 10,000
barrels of oil who sells it on the Wst Coast for $100
a barrel and receives a mllion dollars. It cost
$150,000 — or $15 a barrel - to transport that oil
from the field in Alaska to the Wst Coast, which
| eaves $850,000 as the gross value at the point of
production or “GVPP.” The producer had $300,000 of
al lowabl e |ease expenditures, or field expense, to
produce the oil, which | eaves a taxable production tax
val ue, or “PTV,” of $550,000 or $55 a barrel. The base
tax is 25% of the PTV, or $137,500. The progressivity
rate equals four tenths of a percentage point tines
the difference between $30 and the producer’s PTV per
barrel. Here the difference between $30 and $55 is
$25, and $25 tines four tenths of a point per dollar
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equals 10 percent. Ten percent of $550,000 is $55, 000
of progressivity tax. That plus the base tax of
$137,500 equals a total tax of $192,500. So far there
is nothing here that is new to you.

So now let ne begin to show you sonet hing you probably
have not seen before. This scenario is not about what
the producer has actually produced, but about an
eval uation of what could happen from the devel opnent
of a new reservoir or field if the investnent is made.
And let's suppose that this producer sees three
different ways that she could potentially inprove this
investnment. One is that she knows of a buyer wlling
to pay a premum of a dollar a barrel for the oil
delivered on the Wst Coast, the second is a way to
save $20,000 in transportation costs, and the third is
a way to cut the <costs for field operations by
$30,000. If she can do all three, what is the change
in the tax?

1:10: 08 PM

MR WLLIAVS presented slide 4, "Exanple - The three changes
t oget her, and conti nued his expl anati on:

In this slide we see the three changes. The extra
dollar a barrel in the price increases the sales
revenue fromthe oil to $1,010,000. The transportation
savi ngs reduces that cost from $150,000 to $130, 000.
Between the increased price and the transportation
savings, the GVPP of the oil back in the field is
$880, 000 instead of $850,000. And the reduction in
upstream | ease expenditures raises the taxable PTV by
anot her $30,000, for a total increase in PTV of
$60, 000 from $550, 000 to $610, 000.

The 25% base tax is now $152,500 instead of $137,500.
And with PTV per barrel now $61, the progressivity
rate is $61 minus $30, or $31, tinmes four tenths of a
percentage point per dollar, or 12.4 percent. Twel ve-
poi nt-four percent of $610,000 is $75,640, and the
total tax is $228,140 instead of $192,500. This is an
i ncrease of $35, 640.

| have highlighted this change in yellow and recorded

it in the upper right corner of the slide in order to
keep it on screen so we can renenber what it was,
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because in this scenario the producer next asks what
the tax <change is separately for each of these
i nprovenents to the investnent. This next slide shows
the change resulting only fromthe extra dollar in the
West Coast pri ce.

1: 11: 48 PM

MR WLLIAMS pointed to slide 5, "Price change only," and
descri bed:

The higher price increases the sales proceeds by
$10,000 to $1,010,000. And as you go down the “As
Revi sed” colum you see this $10,000 flowi ng down into
the $860,000 GVPP and then into the taxable PTV,
raising it to $560,000. The 25% base tax on $560, 000
is $140,000. The progressivity rate is $56 mnus $30,
or $26, times four tenths of a percentage point per
dollar, which is 10.4 percent. Ten-point-four percent
of $560,000 is $58,240 and the total tax is $198, 240,
an increase of $5,740 from the base case. Again, |
have recorded this at the right side of the table so
we can renenber what it is without having to flip back
and forth between slides.

The next slide shows the change in tax from the
$20, 000 savings in transportation costs.

1:12: 44 PM

MR, WLLIAMS summarized slide 6, "Transportation cost savings,"
and inforned the comm ttee:

The $20,000 again flows straight down into the taxable
PTV, increasing it from $550,000 to $570,000. The
progressivity rate is now $57 dollars mnus $30, or
$27, times four tenths of a percentage point per
dollar or 10.8 percent. That plus the 25 percent base
rate on $570,000 of PTV yields a total tax of
$204, 060, an increase of $11,560 from the base case
This, too, | have recorded on the right side of the
t abl e.

1: 13: 24 PM

MR. WLLIAMS furnished slide 7, "Wole is greater than the sum
of its parts,"” and indicated:
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Finally, this next slide shows the effect of saving
$30,000 in field expense. The PTV increases by $30, 000
to $580,000, the progressivity rate is 11.2 percent.
The base tax and progressivity add up to $209,960 —an
i ncrease of $17,460 fromthe base case.

And here at last, this slide shows what it is that you
probably have not seen before. The sum for the three
changes separately is $34,760, which is in bold font
to nmake it easier to spot. This is less than the
$35,640 change in tax when all three are factored in

at once (also in bold font). In other words, wth
progressivity, the whole is greater than the sum of
its parts. And that’s not all. The anobunt of tax that

is calculated for each individual part changes,
dependi ng on what order you | ook at them

1:14: 24 PM

MR. WLLIAVS directed attention to slide 8, "ACE s continuously
changing tax effect,” and continued his di scussion:

Here’'s a slide that |ooks at the $20,000 savings in
transportation cost and the $30,000 reduction in field
expense toget her.

The two cost reductions together increase PTV by
$50,000, to $600,000. The base tax on that s
$150, 000. Progressivity for $60 of PTV per barrel is
$60 nminus $30, or $30, times four tenths of a
percentage point per dollar, or 12 percent, tines
$600, 000, which is $72,000. The total tax change from
the two is $29,500. From the previous cases where we
considered each cost reduction separately, the tax
increase with transportation only was $11,560 and for
field BP expense only was $17,640, and these appear in
t he upper right of the slide.

If we look at transportation first, it is equivalent
to looking at it standing alone, and we have already
cal culated what that is — $11,560. So $11,560 of the
conbi ned $29,500 tax increase is from the change in
transportation cost, and the rest - $17,940 — is for
the change in field expense. But this neans the field
expense is alnpst $500 greater than what it is when
it’s standing alone. And if you reverse the order,
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then the field-expense tax increase is the sane as
when it stands alone, but now the tax increase for the
transportation savings is different —$12,040 instead
of the $11,560 when it stands alone or is taken first.

What we have done here on this [eighth] slide is to
look at the pair of <cost savings for downstream
transportation and upstream |ease expenditures, and
we’ve | ooked at that pair first, ahead of the change
in market price. If we go back to the previous slide,
we see that iif we take transportation first and
subtract its $5,740 from the total $35,640 tax effect
for all three, then that |eaves a different nunber -
$29,900 - for this pair of changes instead of the
$29,500 we have here on slide six when we calculate
that pair back first.

There is nothing special about this particular pair of
changes that creates this difference. There would be a
simlar di fference i f we pair price W th
transportation or price with |ease expenditures. Wth
either one, we’d get one set of tax effects for this
pair if we calculate them first, and a different set
of tax effects if we calculate the effect of the
unpai red change first. And, as here, within each pair,
there is a different cost for each change in that
pairi ng depending on whether its effect is calculated
first or the other’'s effect is first.

These exanples involve a triplet of categories of
change that could be nmade to inprove the econom cs of
the project: an increase in price, a reduction in
transportation costs to market, and greater efficiency

in field operations. But | have sinplified these
exanples by using |ease expenditures generically as a
single cost category. In the real world a would-be

investor would |l ook at capital expenditures separately
from operating costs because the timng for when the
two kinds of cost are incurred is different and -
especially inportant in the context of analyzing tax
effects — the capex generates a 20 percent Qualified
Capital Expenditure tax credit in addition to changi ng
the PTV and the progressivity rate. So there are
really four categories of change to |ook at: changes
in sales price, <changes in transportation costs,
changes in operating expense, and changes in capital
expendi t ures.
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For each one of these four categories, its respective
tax effect can be calcul ated separately from the other
three, either ahead of them or after them And each
such triplet of changes has the sane analysis and the
sanme variations in tax effect for individual changes
that we have seen in the entire analysis that we have
just gone through in this and the four earlier slides.

1:19: 35 PM

CO CHAI R SADDLER asked for clarification to the same change in
tax, $29,500, for both the revised and change in tax on slide 8.

MR. WLLIAMS explained that when they were paired together it
was $29,500, but if the previous slide was reviewed, he noted
the total of $35,640, which, when $5,740 was subtracted, would
| eave $29,900 as the difference. He clarified that this was
different than the $29,500 on slide 8, the result of calculating
the pair. He declared that the point was that "even for a pair
its value changes depending on the order that you do wth
respect to the unpaired one."

1: 20: 32 PM

REPRESENTATI VE SEATON conpared this calculation to the education
funding fornula, as the regulations for both dictated the order
for the calcul ations. He expressed his presunption that the
Depart ment of Revenue (DOR) had regul ations for the order of the
calculations for the production tax val ue. He pointed out that
this was a "step-wise calculation" and he asked for the
difference of this to any other inportant sequential formnulas
used by the state.

MR. WLLIAMS responded that DOR had regul ati ons about the order
in which to take the tax credits, but there were not regul ations
for the order in which to calculate the tax. He declared that
t he aggregate anpunt was being used in this sensitivity analysis
to conpare the effects of changes on other parts, and that there
was not a correct answer for the anobunt of tax on a particular
parameter in the equation.

REPRESENTATI VE SEATON opined that, as there had not yet been an
audit, DOR needed to specify the order of calculations to allow
an answer.

1: 23: 18 PM
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CO CHAIR FEI GE pointed out that this assunption was not so much
for the actual paynent of the tax, but rather for the "what if"
analysis when determning the effect on the conpany of an
i nvest nent .

MR. WLLIAMS agreed and explained that the tax calculation was
sinple, as it was all three conponents taken together, and it
was affected by the sequence. He clarified that these were
exanples of investnent scenarios when it was not possible to
make all the individual changes. He stated that these "what if"
anal yses would not offer a clear answer, and could vary greatly
when applied to nmany conponents. He noted that these
differences were small until applied on a | arge scal e.

1:25:14 PM

CO- CHAI R SADDLER directed attention to slide 7, and asked for an
expl anation to the $35,640 total for all three taxes, which was
di fferent than the $34, 760 when each was added toget her.

MR. WLLIAMS replied that this was a result of the three nunbers
bei ng cal cul at ed separately.

1: 26: 02 PM

MR. WLLIAVS declared that the point of slide 7 was to show that
for each of the categories, its respective tax effect could be
cal cul ated separately from the others. If you | ooked at one at
a time, the effect for each triplet would vary, and the
conplexity would conmpound on itself, especially when the fourth
category for capital expenditures was added. He stated that
"each triplet will again have the sanme effect that the sum of
the individual conponents wll be smaller than the tax effect
fromlooking at all three of them together... and if it sounds
conplicated, that's the problem"™ Directing attention back to
slide 8, he stated:

the tax effect for the entire triplet being greater
than the sum of the effects for the individual
categories in it; the different amount for the
unpaired category in each triplet relative to the pair
of other categories, depending on whether the effect
of the pair is calculated first or second; and within
each such pair, the different anount depending on
which category in that pair is calculated first. Each
of these numerous variations and conbinations wll
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divide the $35,640 total tax effect wup into a
different set of amounts calculated for the four
categories. Yet even with all those sets of calcul ated
anounts for the categories, none of those sets wll
add up to the tax effect for all the changes taken
together as a whole. And all this conplexity doesn't
begin to reflect the likelihood that there my well be
several different changes that could be nade wthin
one or nore of these four basic cost categories. These
bi zarre effects are not nere abstract curiosities. |If
you are an investor and you have a variety of ways to
try to inprove the performance of an investnent, these
effects from progressivity nean there is no single
correct answer about how nuch each one changes the tax
and inproves the investnent. The nore ways you have to
i nprove the investnment, the nore the change in tax for
each one depends on where you put it in the sequence
of cal cul ating t he changes for al | of t he
opportunities. This is because each opportunity in
t hat sequence not only increases the PTV, but it also
increases the progressivity rate applicable to the
base case PTV plus all the PTV that has been added by
the prior opportunities in the sequence.

Interestingly, the Departnent of Revenue has exactly
the sane problem when it audits a taxpayer and nakes
mul ti pl e changes to figures reported on the tax return
and increases the amount of tax. The auditor can
guantify the whole tax increase from all the changes,
but he or she cannot mnmeke a definitively correct
determnation of the anpunt of any one of those
changes.

A taxpayer mght have an interesting tinme in an appeal
having an auditor admt, issue by issue, that there is
no correct amount for each one.

1: 29: 44 PM

MR WLLIAMS briefed the conmttee on slide 9, "Flat price
scenario."”

Ther e is a second uni nt ended consequence of
progressivity that is also inportant. | call it a tax
on price volatility because it increases the tax when
prices change during a tax year even though the tota
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PTV is exactly the sane as if the prices had stayed
constant at the average price for the year.

On this slide we see such a “flat price” scenario. To
fit conveniently wthin the space available in a
slide, the table omts colums for Wst Coast prices,
transportation costs and field expenses, and starts
instead wth the PTV that is calculated from them
Here the PTV is $61.25 per barrel, and with 2 mllion
barrels of production a nonth, the anmunt of the
taxable PTV is $122.5 nmillion a nonth. Progressivity
starts when the PTV per barrel exceeds $30, and it
reaches 25 percent at a PTV Progressivity starts when
the PTV per barrel exceeds $30, and it reaches 25
percent at a PTV per barrel of $92.50.

| have chosen $61.25 as the PTV per barrel in this
base case because it is half way between $30 and
$92.50. The progressivity rate at this price is $61.25
mnus $30, or $31.25, times four tenths of a
percentage point per dollar, or 12.5 percent. This
also is half way between the zero rate at $30 and the
25% rate at $92.50. As you can see, each nonth the PTV

is $122.5 mllion, the progressivity rate is always
12.5 percent, and the progressivity tax is exactly the
sanme for each nmonth as $15.31 mllion. Tot al

progressivity for the year is $183.75 million.
1:31:22 PM

MR, WLLIAMS noved on to slide 10, "Progressivity increases
taxes with fluctuating price even when the econom cs don’t
change. "

In this next slide the left half is exactly the sane
as the previous one with the flat-price scenario. The
right half of the table shows what happens when there
are six nonths in the year when the PTV per barrel is
$30 and six when it is $92.50. In this case the first
three nonths and the last three have the $30 PTV per
barrel, and the mddle six from April t hr ough
Sept enber have the $92.50. This price profile
resenbles what actually happened with Wst Coast
prices for North Slope oil during 2008, when they
peaked at the all-time record of $144.59 a barrel on
July 3rd
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For the six nonths when the PTV per barrel is $30, the
progressivity tax rate is zero because $30 of PTV per
barrel mnus the $30 threshold for progressivity is
zero. So, as you can see, there is no progressivity
tax for the first three nonths of the year and the
last three. In the mddle six, the PTV per barrel is
$92.50. That is $62.50 higher than the $30 threshold,
so the progressivity rate is four tenths of a
percentage point tinmes 62.50, or 25.00 percent. At
$92.50 a barrel, the progressivity tax on two mllion
barrels a nonth is $46.25 mllion, so the total
progressivity tax for the six non-zero nonths is
$277.5 mllion.

The progressivity tax under the changi ng-price
scenario is 51 percent higher than the $183.75 nillion
of progressivity for the flat-rate scenario.

This tax increase is entirely the result of the fact
that prices changed during the year instead of being
flat. You can see this for yourselves. The total PTV
for the year in the right-hand colum is 1,470
mllions of dollars, or $1.47 billion — exactly the
same as in the flat-price scenario on the left. Tota

production for the year is exactly the same — 24
mllion barrels. Dividing $1.47 billion of PTV by 24
mllion barrels equals $61.25 per barrel, exactly the
same. But progressivity is 51 percent higher. And if
you |l ook at the nonthly calculations in the changi ng-
price scenario, you can see that the nonthly
progressivity tax wll be exactly the sanme for each of
the $30 nonths no natter what order you put those
nonths in. The same is true for the $92.50 nonths. So
this phenonenon is different from what | showed you
earlier about the whole being greater than the sum of
its parts, because here there are no changes in the
actual progressivity calculation for a $30 nonth or a
$92. 50 one.

1:34: 31 PM

MR. WLLI AVMS conti nued:
The bottom line here is this. The year under the
changi ng-price scenario is just as profitable as the

flat-price one, and for the sane anobunt of production.
The tax base to which progressivity applies is exactly
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the same for the year. Yet the tax is 51l percent
hi gher when prices change during the year.

Now, | have chosen these PTV-per-barrel figures so
they would show the greatest anount of tax increase
resulting fromprices that are not flat all year |ong.
| did this because, if | showed you an exanple with a
smal l er effect, sonmeone would surely ask ne what the
maxi mum effect could be. M exanple gives you that
answer at the sane tine it explains the phenonenon.

1: 35: 05 PM

CO CHAI R SADDLER asked to clarify that this reflected one real
scenari o.

MR, WLLIAMS replied that it resenbled what happened in 2008, as
the year started out with |ower prices, spiked in md-year, and
then declined later in the year.

1: 35: 37 PM

REPRESENTATI VE SEATON noted that the nonthly calculation was
specifically designed as a windfall profits tax calculation. He
asked to clarify that the objection was for the windfall profits
section to progressivity which was calculated nonthly to take
into account this scenario of a huge spike, and not to the
mechani cs.

MR. WLLIAMS clarified his objection, stating that there was no
windfall for the year, as it was a yearly tax with estinmated
mont hly paynents. He stated that part of the reason was that
the source was the calculation of progressivity with nonthly
prices and an average for the annual cost.

1: 37: 08 PM

REPRESENTATI VE SEATON questioned whether this was a yearly tax
or a nonthly tax calculation with an annual true-up

MR. WLLIAVS agreed that it was part of the design, but he did
not know if the intent was for the tax to add up for the year,

wi thout a windfall. He declared that the tax was potentially 51
percent higher because prices changed, and that the tax worked
as if there was a windfall, even if there was not one.

1:38:31 PM
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REPRESENTATI VE HAWKER declared that it had been a conscious
policy call of the |egislature.

MR. WLLIAMS recalled it had been intended to avoid tax paynent
when prices fell at the end of the year, instead using higher
price estimates that had occurred earlier. He opined that there
was not an intended effect for taxes nerely because prices
changed, but there was intent to provide tax relief for the
i nstal |l ment paynents at the end of the year if prices were going
down. He offered an apology if he had m sunderstood or
m scharacterized the intent.

REPRESENTATI VE HAWKER agreed that there was not a point to
debate, although he enphasized that this was the way it was
intended to work, "right or wong, good or bad."

1: 40: 51 PM

CO- CHAIR FEIGE expressed his belief that M. WIIlianms' point
that "it is the way it is" nmade a forecast nuch trickier.

MR. WLLIAVS repeated that for one scenario there was still a 51
percent higher tax on the same production.

1:41:14 PM

CO CHAIR SADDLER of fered a met aphori cal comment t hat
progressivity treated "the peak of a storm surge as the nean
high tide level in taxes accordingly."

MR. W LLI AMS agr eed.
1:41:.28 PM

REPRESENTATIVE P. WLSON reflected that, with all the activity
and anendnents on the floor at the tine of ACES, sone nenbers
did not understand the ramfications. She offered her belief
t hat there had not been adequate discussion for t he
rel ati onshi ps.

1:42: 21 PM
DAM AN BI LBAO, Head of Finance, BP Exploration (Al aska) Inc.,
affirmed that, whatever the intent, there were unintended

consequences from this policy, one of those being that it was
not possible to fix just one piece, as another piece would
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i npact the nodel. He declared that it was not just
progressivity, but the fundanental effect of each piece on each
other, including the credits and the base rate. He enphasi zed
that it was inportant to understand the effect of each factor on
each ot her.

1:43: 23 PM

REPRESENTATI VE SEATON offered sone background on the early
deci sions regarding progressivity. He stated that, as the
original PPT bill was designed, progressivity was reviewed and
established as a wndfall profits conponent in the first

committee of referral, the House Resources Standing Conmittee
(HRES), and not on the House fl oor. He reported that, although
the nunbers nmay have changed, progressivity was included in
ACES. He clarified that HRES had designed progressivity as a
"fundanental building block”™ of the original PPT |egislation,
and it was ultimately included in ACES.

1:45: 05 PM

REPRESENTATI VE P. WLSON reflected that there had been
di scussi on about a wi ndfall tax.

1:45:18 PM

CO- CHAI R FEI GE suggested a continuation of the presentation

1:45: 27 PM

MR. BILBAO pointed out that this was an attenpt to illustrate
the inpact of that intent, whatever that intent was, and how it
affected the decision nmaking. He declared that, as there was

not a flat price, the average price produced a significantly
different yearend tax, which had consequences for business
deci si ons.

1: 45: 56 PM

MR. WLLIAVS announced that, in light of this discussion, he
would nodify somewhat from his witten testinony. He stated
that progressivity had at |east one unintended consequence, and
anot her consequence that was larger than originally intended.
He sunmari zed:
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First, when you are analyzing conbinations of steps to
take to inprove an investnment opportunity, the whole
is greater than the sum of its parts. Second, if you
do not take into account the effect from price
volatility during each year in an investnent’'s life
the progressivity could turn out to be 50 percent
hi gher than what you have estinated. Both of these
uni ntended effects promse to increase the risks and
reduce the conpetitiveness of an Al askan investnent
relative to a conparabl e one el sewhere.

These negatives of progressivity conplenment what AOGA
told you during its testinony |ast Mnday. Wthout
repeating that testinony here, I wll only list ACGA s
main points. One, progressivity sacrifices the one
advantage Al aska has from its econom c renoteness -

nanel y, t he greater i npr ovenent in fi nanci al
performance for investnents here if prices turn out
better than projected — because progressivity taxes

away nmore and nore of that inprovenent the better it
turns out to be. And two, progressivity makes the tax
extraordinarily conplex and inconsistent to conpute,
and to anal yze.

For these reasons BP fully endorses the proposed
repeal of progressivity that House Bill 72 proposes.

1:48:17 PM

MR, WLLI AMS addressed slide 11, "Production Decline is Real,"
and continued with his testinony:

Let me now turn to the second main feature in this
Bill —the changes it proposes to the present system
of tax credits, and in particular to the sunset of the
credit for *“qualified capital expenditures” or *“QCE’
at the end of this cal endar year.

The first, and probably nost inportant observation |
can offer about tax credits in general is they would
not be so significant for the economcs of oil and gas
production here if the production tax were not so
hi gh.

Second, the QCE tax credit depends solely on how much

a conpany invests for oil and gas exploration,
devel opment and production in Alaska. Period. If you
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want to address the North Slope decline curve, there
have to be investnents here leading to nore production
— not just by finding and developing new fields and
new reservoirs, but also by getting nore recovery out
of fields already in production. The QCE tax credit is
a direct incentive for making these investnents. And
it costs the State nothing wunless there are
investnments: if investnent is zero, then 20 percent of
zero is zero. The QCE tax credit arises only when it
succeeds, and costs nothing if it doesn't.

The QCE tax credit is not affected by oil prices, the
costs of transporting oil and gas to market, nor the
operating costs of the field. Consequently its value
to a business |like BPPs is the sane for a given anount
of QCE expenditure, regardless of the price and the
transportation and field operating cost scenarios that
the business estimates in its investnment decisions.
And it is the sane regardless of how prices and those
other costs actually turn out. Progressivity, on the
other hand, is dependent on prices and costs in a
twofold way: once in determning the anount of PTV
that is subject to tax, and again in calculating the
tax rate that progressivity will apply to that PTV.

Thus, the point where the cost of losing the QCE
credit year begins to outweigh the benefit from
repealing progressivity depends both on the price of
oil and, for each individual producer, on that
producer’s own uni que portion of t he | ease
expenditures for the North Sl ope.

1: 50: 23 PM

CO CHAI R SADDLER, noting that this was a key point, requested it
be repeat ed.

MR. WLLIAMS repeated that "the point where the cost of [|osing
the QCE credit year begins to outweigh the benefit from
repealing progressivity depends both on the price of oil and
for each individual producer, on that producer’s own unique
portion of the |ease expenditures for the North Slope." He then
continued with his presentation:

For BP's own business and expenditures, this crossover

conmes at a higher price level — in the md to upper
90s - than that which Econ One and others are
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presenting for North Slope producers as a whole. So
the inprovenent to our investnent econonmics from the
repeal of progressivity stands to be substantially
undone by the sunset of the QCE tax credit. Since | am
a tax man who is here to testify about this tax, |
woul d ask, please, for your patience for just a few
mnutes if you have questions regarding this point, so
| can quickly finish up and M. Bilbao can testify.

The third major feature in HB 72 is its proposed
“gross revenue exclusion” or “GRE’ which is sonething
new. It would exclude fromthe taxable PTV (production
tax value) a percentage of the gross value at the
poi nt of production for additional or new volunmes of
oil or gas being produced. This concept could have
significant potential, and indeed it may prove very
val uable for explorers and others who can bring new
fields and reservoirs into production.

Unfortunately, the proposed GRE ains away from the
significant opportunities for new production that BP
has identified for its business. HB 72 would allow a
GRE only for production “from a | ease or property that
does not contain land that was wthin a wunit on
January 1, 2003[,]” or if it does have land that was
in a unit before 2003, “the oil or gas is produced
from a participating area established after ... 2011
[t hat ] does not contain a reservoir that had
previously been in a participating area established
before ... 2012.” BP's business centers primarily
around units that were established before 2003 — the
Prudhoe Bay Unit, Kuparuk River Unit, Duck Island Unit
and MIne Point Unit. These units are fully explored,
and the likelihood is small that any significant new
participating area will be established in them that
“does not contain a reservoir that had previously been
in a participating area established before ... 2012.”
So these units are unlikely to receive any GRE, as the
Bill reads now

1: 52: 56 PM
COCHAIR FEIGE asked if this indicated that there were

reservoirs within the unit and that a previous participating
area was contracted.
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MR. BILBAO asked to clarify that the question was whether BP
expected to see any producing areas extended in the future.

COCHAIR FEIGE referred to the statenment, “does not contain a
reservoir that had previously been in a participating area
established before ... 2012.” He asked if there were reservoirs
that had previously been in a participating area, but were no
| onger.

MR. BILBAO, offering a short answer, stated that BP did not
envi sion the necessity for expansion of any producing areas for
t he ongoi ng devel opnent of the fields.

MR, WLLIAMS nused that the confusion could arise fromhis quote
of the statute, rather than a paraphrase for clarity.

CO CHAI R FEI GE expressed hi s understandi ng.
1:54: 38 PM

REPRESENTATI VE TUCK, noting that some previously explored units
woul d not qualify for the GRE, asked if BP planned for any new
expl orati on.

MR. BILBAO replied that the BP focus in Alaska was in the
existing units, as these had nore resource opportunity than
anywhere in the world, other than the Lower 48. He stated that
the concentration would be on devel opnent of those resources,
not in exploration for new units, either on or off shore.

1: 55: 28 PM

REPRESENTATI VE TUCK asked to clarify that the GRE would not
benefit BP, specifically for the already explored units.

MR. BI LBAO expressed agreenent that there was not an expectation
for expansion, or creation of new producing areas, that would
fall under this characterization
1:56: 02 PM
MR. WLLIAMS, continuing with this presentation, stated:

The present focus of the proposed GRE is m sdirected.

Econ One a week ago told you that an estimated 29.1

billion barrels of oil and barrel-equivalents of gas
on the North Slope and offshore in the OCS is
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“Economi cally Recoverable @ $90/bbl”. But, as AGCGA
pointed out it its testinony on Mnday, only 10
percent of that resource is in an area that Al aska has
any direct econonic stake in and control over — the
central North Slope. O the 3 billion barrels there
that Econ One identified, AOGA's testinony (in which
we and the other nmenbers of AOCGA all concurred)
estimated that “2.5 billion barrels or nore stands to
come from Prudhoe Bay, Kuparuk and other |egacy fields
already in production” that have little or no chance
of getting any GRE under the Bill

If you're going to hunt for eggs, you have to |ook
where the hens nest. The sane is true for oil. If you
are going to provide an incentive to increase
production rates and ultimate recovery, offer it where
the oil is.

There are several problens with the present ACES | aw
that HB 72 does not address, and | will quickly brief
you about them

The first is t he di sal | onance under AS
43. 55.165(e) (19) of “costs incurred for repair,
repl acenent, or deferred maintenance” of production
facilities “in response to a failure, problem or
event that results in the unscheduled interruption

or reduction in the rate of .. production .. or in
response to ... an unpermtted release of a hazardous
substance or [natural] gas[.]” This was enacted in
2007 in response to the partial shutdown of Prudhoe
Bay in 2006 after two corrosion-caused |eaks were
di scovered. BP is not seeking change to the substance
of the disallowance itself, but we think the statutory
| anguage should be inproved to establish clarity about

its applicability. There are mnor hiccups in
production operations alnost every day in fields
around the world, and Alaska’s fields are no
exception. The present statute sets no standard of
materiality for an “unscheduled interruption .. or
reduction” in production. If production at a facility
is “interrupted” for five mnutes because of a

tenporary hiccup in operations, does that cause a
di sal | oned expense? If production is “reduced” by five
barrels a day for a field producing over 400,000
barrels daily, does that cause a disallowed expense?
| f production is interrupted for a material period of
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time, but ultimately it turns out to cost only $10 to
respond to it, is it worthwhile to identify and
guantify this $10 so it can be disallowed? There is no
answer to these and simlar questions in the statute,
and the Departnment of Revenue has not adopted
regul ati ons that answer them W are not asking you to
try to wite the answers to these questions in the
statute, although you certainly could if you want do
to all that work. But we suggest, instead, that you
expressly give the Departnent of Revenue not only the
authority, but the duty, to adopt regul ations that set
reasonable thresholds for nmateriality about how | ong
an “interruption” has to l|ast, about how large a
“reduction” in production has to be, about how nuch an
unaut hori zed rel ease has to be or in what
circunstances nust it occur, and about how much the
cost “incurred ...in response to” such situations has
to be, in order to trigger the disall owance.

As you know, | worked in the Departnent of Revenue
sonme 30-odd years ago, and if | had to admnister this
statute in light of the circunstances and controversy
that led to its enactnent, | would be reluctant to

adopt regulations on ny own initiative to establish
such thresholds unless | had sone kind of go-ahead or
perm ssi on from the Legi sl ature. Per haps t he
Departnment is waiting for such a sign fromyou

The second unaddressed problem cones from the changes
that ACES nmade to AS 43.55.150, the statute that
determ nes the gross value at the point of production
on the basis of destination prices or values mnus the
costs of transporting the oil or gas to those
destinations from the point of production in the
field. As anended, the actual cost that a producer
pays to a regulated pipeline carrier to ship the
producer’s oil could be set aside if the producer and
carrier are “affiliated.” The Departnment has adopted
regul ati ons calling for “cost - based” tariff
calculations in lieu of the actual regulated tariffs
that are paid. But wunder those regulations these
calculations of the “cost-based” tariffs are made by
the Departnent, not the taxpayer, and there is no
deadline in the regulations or in AS 43.55.150 for the
Departnent to make its calculations and share the
results with the taxpayer. The only deadline is the
si x-year statute of limtations under AS 43.55.075(a).
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W concur with AOCGA's testinony about the interplay
between this six-year statute and interest at 11
percent  APR, conpounded quarterly, for any tax
under paynent t hat , in this regul at ed- pi pel i ne
situation, m ght resul t from the Departnent’s
calculation of a lower tariff than the one allowed by
t he governmental regulatory agency having jurisdiction
over that tariff. Six years at 11 percent alnost
doubl es-up the anmpbunt of a tax increase from such a
“cost-based” tariff.

Further, the tax laws of the State are not an
appropriate place for Alaska to try to regulate
pipeline tariffs. That is a function of the Police
Power, and the Regulatory Conm ssion of Alaska has
been established as the executive agency to exercise
that regulatory power. The Federal Energy Regulatory
Commi ssion has simlarly been created by Congress to
regulate pipeline tariffs for interstate shipnents
under the Congressional power created by the United
States Constitution power to regulate interstate
commerce. State tax authorities have no business
trying to supplant either of these agencies.

Any further matters regarding HB 72 that we would
bring to your attention have already been addressed by

AOCGA in its testinony to you on Monday.
2:03:46 PM

MR. BI LBAO added that the testinony had gone into detail for the
commttee to better wunderstand the inpacts when nodeling for
busi ness i nvestnents.

2:04:12 PM

REPRESENTATI VE SEATON, directing attention to slide 4, asked
about the criteria for analysis which included a $30,000
reducti on in field expense, and its I mpact t hr ough
progressivity. He declared that the purpose of progressivity
was to incentivize investnent, yet the analysis portrayed a
reduction in investnent. He asked if lowering the investnment in
Al aska woul d cause a hi gher tax.

MR. WLLIAMS expressed his agreenent, stating that an incentive
was not useful if its worth was unknown. He cited this as the
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point, that it was not possible to calculate the tax benefit for
this investnent.

2:05:40 PM

REPRESENTATI VE SEATON pointed out that the slide indicated a
lowering of a $30,000 investnent in field cost operations,
i nstead of increasing the investnent.

MR. WLLIAMS replied that the reduction had not been classified
as a capital expense, and could be for efficiency, although the
same problem still existed. He stated that efficiency should be
encouraged, yet, in this instance, there was a penalty.

2:06:29 PM

CO CHAI R FEI GE suggested that efficiencies in the field could be
attained through investnents, yet he agreed that if it was
difficult to quantify a savings, it wuld be difficult to
justify an investnent.

MR. WLLIAVS expressed agreenment that the calculated tax effects
had to be quantified for certainty.

MR. BI LBAO added that efficiency and new technol ogy both all owed
for nore econonic production, and that this was beneficial to
both the producer and the state.

2:08: 38 PM
REPRESENTATI VE HAVWKER shared his concern that the axiom "the

power to tax necessarily involves the power to destroy,"” was
bei ng proven true by the State of Al aska.

2:09: 15 PM

REPRESENTATI VE TUCK reflected on the increase of the origina
Prudhoe Bay production estimate from9 billion barrels of oil to
12 billion barrels, and asked how efficiency had produced nore
oil.

MR. BILBAO replied that the efficiency was on a broad spectrum
and offered an exanple of rigs drilling nore wells and doing it
nore efficiently, so that cost savings would be |everaged. He
pointed out that the managenent of inflation to maintain the
same production as the previous year was also a neans for
efficiency.
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2:10: 37 PM

REPRESENTATI VE TUCK asked for a forecast for the oil production
i n Prudhoe Bay.

MR. BILBAO replied that, first and forenost, "the resource
opportunity in Alaska is trenmendous, unparalleled" and that BP
did not see many other greater opportunities for oil and gas.
He declared that the chall enge was above the ground surface, and
he offered that the current forecast for recoverable oil in
Prudhoe Bay was now 14 billion barrels. He pointed out that the
fiscal policy would wultimately affect the amount of oil
recovered in all the fields.

2:12: 02 PM

REPRESENTATI VE  JOHNSON offered his belief that Alaska was
penal i zi ng conpanies for "doing good business," declaring that
efficiency was not a bad thing.

2:13: 13 PM

REPRESENTATI VE SEATON pointed to the difficulties for the design
of taxes which work to align interests on the North Sl ope. He
referred to testinony by an engineering conpany that a project
to enhance oil projects had been cancell ed because one investor
had declined to invest. He asked if it was possible to
incentivize investnent when there was msalignnment between the
t hree producers in Prudhoe Bay.

MR. BILBAO declared that his experience in Al aska and el sewhere
dictated that when a project made econom c sense, everyone would
qui ckly align. He reported that tax policy had a very clear
impact on this, and suggested that there had not been enduring
m sal i gnnment on specific field projects if the policy encouraged
good projects. He stated that both the oil producers and the
state woul d benefit.

2:15: 04 PM
REPRESENTATI VE SEATON clarified that he was not talking about
al i gnnent between the state and the producers in Prudhoe Bay,

but rather between the operators thenselves. He asked if tax
policy would help drive the investnents.
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MR. BI LBAO enphasized that this legislature had the opportunity
to make Al aska conpetitive for investnent, which would affect
the decisions of the working interest owners in any of the

fields. He affirnmed that if a fiscal policy allowed a project
to be economc, then the working interest owners would agree to
nove the projects forward. He observed that a policy which

tried to pick winners had the uni ntended consequence of creating
m sal i gnment .

2:18: 06 PM

SCOIT JEPSEN, Vice President External Affairs, ConocoPhillips
Al aska, Inc., offered to discuss the Al aska tax franmework for
oil and gas production on the North Slope. He reviewed slide 2,
"Topics," which listed the topics that he woul d di scuss.

MR, JEPSEN stated that he would start with the first topic, and
he indicated slide 3, "Al aska Decline Continues While Lower 48
Production Continues to Increase.” He pointed to the top line,
which reflected oil production in the Lower 48 over the last 8
years, noting that the incredible resurgence driven by
production increases in Texas and North Dakota correlated to the
decline in Al aska. He observed that it was a natural question
to ask what was happeni ng. He expl ained that the Lower 48 had
resources which included the shale and resurgence in the
conventional drilling. He pointed that many of these were now
viable as oil prices and technol ogy had inproved, both of which
had trenendous econom c inpact on production.

2:20: 44 PM

MR.  JEPSEN indicated that the other favorable point for
production and investnent in the Lower 48 was the tax franmework,
as there was a nore equitable split of revenue between producer,
investor, royalty owners, and governnent. As the prices went
up, everyone shared. He pointed out that Al aska was different.
There were resources, specifically in the |l|egacy fields.
Technol ogy would always play a role in Al aska, and, although
costs were a challenge, the technology helped nake oi

producti on econom c. He noted the challenge for cost, as oil
was far from market, in a renote, hostile environnent. He
observed that the current tax framework in Alaska was not an
incentive for investnment, and, although sonme aspects of ACES had
merit, these did not offset the high progressivity and tax rate.

2:22:11 PM
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MR. JEPSEN introduced slide 4, "Alaska - A Challenging
I nvestnent Climate Investnment Criteria: How Al aska Ranks." He
stated that this addressed sone of the investnent questions for
a conpany. He pointed to the arrows, either red or green, which
rated each of the categories as favorable or not favorable. The
first category, exploration potential, was not favorable as the

average field size discovery was now only about 100 mllion
barrels, which did not conpare with the nulti-billion barrel
prospects found el sewhere. He addressed the next category,

costs, and reported that this was challenging in Al aska, as the
transportation costs were high, and the North Slope was a
hostil e envi r onment for busi ness in t he Wi nt er and
environnmental ly sensitive in the sunmer. He conpared this to
the sinplicity of operating in Texas. He pointed to the next
category, cycle time, noting that it took a nuch longer tine to
bring a well into production in Alaska, and that this was al so
an unfavorable rating. He offered an exanple of the nore than
10 years to bring on the new drill site at the Al pine Field,
stating that it took "pretty deep pockets, a lot of staying
power, in order to do business in an environnent where you have
t hose kinds of cycle tines."

2:25:25 PM

MR. JEPSEN noved to the next category on slide 4, Taxes,
offering his belief that Alaska's tax environment did not
encourage investnent. He reported that ACES took away the
upside, even with the tax credits to offset sonme of the costs.
He declared that long term cash flow was a criterion for
i nvestnent, and that ACES did not incentivize investnent.

VR. JEPSEN summarized the [ ast cat egory, Legacy Field
Qpportunities, which he declared to be a very big positive for

Al aska, as there was trenendous resource potential. He
announced that investnents for near term production to stop the
decline would focus on these fields. He affirnmed that the

| egi slature could "do sonething about taxes if it so chooses,"”
which would help to equalize the investnent playing field by
maki ng taxes conparable to other places that were attracting
| arge anmounts of capital. He encouraged the legislature to
consider providing investnment incentives, and to spread them
across the board, which would include investnent in the |egacy
fields.

2:27: 00 PM
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MR. JEPSEN indicated slide 5, "Alaska Legacy Fields Stil
Provide Significant Opportunity.” He reported that this graph
was taken from the 2009 DOR production forecast data for 2010 -
2050. He pointed out that the majority of the resource lies in
the legacy fields: Kupar uk, Prudhoe, and Al pine areas, wth
nore than 4 billion barrels of expected future production, which
of fered the "greatest bang for the buck for investnent."

MR. JEPSEN considered slide 6, "Alaska's Days of 'Easy GIl' Are
Gone: H gh Costs and Hi gh CGovernnent Take Present Chall enges,"”
which had been prepared by PFC Energy, and conpared costs
bet ween Al aska and the Lower 48. He pointed out, as it cost
half as nmuch to drill in the Lower 48 than Alaska, wth |ower
taxes, that it was a sinple equation for where to invest.

2:28: 55 PM

MR. JEPSEN expl ained slide 7, "Easy GOl In the Legacy Fields Is
CGone," and stated that the first wells were relatively straight
f orward. He affirmed that this had changed, and although there
was still a lot of oil, it was trapped in isolated fault bl ocks
and other places, which required conplicated high cost wells.
He agreed that the conplicated new wells in the legacy fields
were still cheaper than drilling new grass root wells. He
stated that the reserve targets were smaller, and they were
pursuing the satellite fields, which had added a |lot of
production to the North Sl ope. He noted, however, that
devel opnent of the satellite fields often required new
infrastructure, new pipelines, and long cycle tines, which was
all nore expensive than drilling in existing facilities. He
reported that viscous oil was also being devel oped, wth al nost
15,000 barrels each day online in Kuparek. He said that this
will be a long term continuous evolvenent of technology before
this wviscous oil resource can be fully devel oped. He
acknow edged that wells were also producing water, as water was
often injected to push oil out of the reservoir, and this
increased the cost for oil production. He summari zed that the
days of low cost, straight forward well bores for 100 percent
oil were gone, and the focus was now on oil production that
required good prices, good technol ogy, and a good tax
envi ronment .

2:32: 03 PM
MR. JEPSEN reported that the initial Al pine devel opnent cost

about $1.4 billion in 2000, with 92 wells, 2 satellite drill
sites, ~connecting roads, pads, an airstrip, pipelines, and
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facilities and had initial production of about 80,000 barrels
each day. He conpared this to a simlar CD-5 type devel opnent
whi ch would have 16-22 wells, with small test facilities, and
pi pelines, and would produce 15 - 18,000 barrels at peak rate
and noted the increase in the cost of doing business on the
Nort h Sl ope.

MR.  JEPSEN concluded that ©progressivity was "really a big

di sincentive for investnent here in the state.” He reported
that proposed HB 72 did address this, but the elimnation of tax
credits would still disadvantage Al aska, as the cost of doing
busi ness was so nuch higher. He suggested that incentives for

investnment, specifically in the legacy fields, would be a
necessary key conponent in a tax policy.

2:34: 15 PM

REPRESENTATI VE P. W LSON asked about the cost for the CD-5 type
devel opment .

MR. JEPSEN replied that the new devel opnment woul d cost about $1
billion.

2:34:43 PM

BOB HEINRICH, Vice President Finance, ConocoPhillips Al aska,
Inc., began with a review of the positive elenents of Al aska's
Cl ear and Equitable Share (ACES), slide 8, "ACES (bservations."
He stated that the tax credits were an inportant aspect of the
structure of ACES, as they offset a small part of the high tax
rates which resulted from the cal cul ations. He declared that a
large amount of the credits had gone toward exploration,
al t hough the producers also used them to offset the high cost
envi ronnent . He pointed out that the tax credits also applied
to both the new fields and the | egacy fields. He explained that
these tax credits were not enough to offset the high average and

high marginal tax rates which resulted from progressivity. He
noted that the gross mninum tax al so denanded a tax, often when
the revenue did not cover the cost. He directed attention to

the graph of marginal shares on slide 8, which depicted the
i ndustry, federal, and state shares per barrel of oil from a
range of prices under ACES. He reported that, under the current
price environnent of $110 per barrel, the marginal tax rate was
about 80 percent. He referred to the |ower chart on slide 8,
representing the ConocoPhillips earnings per barrel, which
ranged from $22 - $25 per barrel, even as the price had ranged
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from $60 - $110 per barrel. He stated that the majority of the
upsi de had been paid to the State of Al aska.

2:37:17 PM

MR HEINRICH presented slide 9, "ConocoPhillips Capital
Al l ocation,” which graphed investnents in Alaska and the Lower
48. He declared that, although there were "great new
opportunities”™ in the Lower 48, the reason for significant
i nvestnment there was for the cash return, nore than a 50 percent
greater return than in Al aska. He stated that the trend of
investnment for the greatest profit opportunity would continue.
He reported that ConocoPhillips had invested nobre than $20

billion since 2000 in Alaska activities, however the current
investnments were "into liquids rich oil plays, which generates
substantially better margins.” Al aska was still an inportant

part of the portfolio, but ACES was preventing a greater capital
i nvest ment .

2:38: 35 PM

MR HEINRICH offered slide 10, "Producer Share under HB 72,"
whi ch analyzed the difference between ACES and HB 72 on a
producer share basis, defined as "the avail able cash after cost
and taxes that are retained by the producers.” He declared this
to be the inverse of the state or governnent share. He
expl ai ned that the producer share was affected by assunptions on
capital spending and operating costs, which could vary from

field to field and from producer to producer. He reported that
this graph used 2012 revenue sources data, which represented al
the producers with a tax liability on the North Slope. He

clarified that the graph was projected for the single year FY
2014, and was not a field life or a five year calculation. He
opined that the first year of a forecast was the nost reliable.
He pointed out that the crossover point for the two tax systens,
HB 72 and ACES, was about $93 per barrel and that above that
price, HB 72 produced a higher percentage share from the

producer perspective. Below this price line essentially
resulted in a tax increase for the producers. This had forced
the producers to analyze the effects of the proposed bill, which

would trade off the benefits of a better tax environnment at
hi gher prices with a worse tax environment at prices slightly

| oner than the current price per barrel. He declared that it
was inportant for project analysis to review a probable range of
prices. He noted that the shape of the curve was simlar to

that in many of the Lower 48 states, but that Al aska' s high
operating cost environment did not tilt the equation toward
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Al aska investnments. He suggested that a flattening of the curve
woul d lower the tax increase at |ower prices, and that expansion
of the incentives for legacy fields would also "inprove the
i kelihood of the state achieving its goals.™

2:41: 46 PM

MR. HEINRICH summarized his observations of proposed HB 72,
slide 11, "Recap of ConocoPhillips Perspective." He reported
that, under ACES, progressivity took away the price upside, and
di scouraged investnent; although the tax credit structure did
reduce the overall effective tax rate, it was not enough to
of fset the negative effects of progressivity at higher prices.
He declared that proposed HB 72 was a positive step toward an
i mproved investnment climte, as the elimnation of progressivity
resolved the problem of the high marginal tax at increased
prices and nmade Al aska nore conpetitive at those higher prices,
which he defined as nore than $100 barrel. He noted that the
proposed bill made Al aska |ess conpetitive than ACES at | ower
prices, and it represented a tax increase to the producers. He
declared that the gross revenue exclusion was not broad enough
to incentivize new production, as it did not include the |egacy
fields, where the vast majority of future production was
expect ed.

2:43: 02 PM

REPRESENTATI VE P. WLSON asked how many years after investnent
woul d it take for an increase in production.

MR. JEPSEN recogni zed the necessity for the producers to respond
to a positive tax structure. He shared that it was possible to

nmore quickly bring on a new drill rig than to build a new drill
site, although there were plans and ideas for projects after a
change in the tax environnent. He offered his belief that the
closest differential time frame would be 1 - 2 years, with other
projects conming on line at |ater dates. He pointed out that
there was already a high demand for drilling equipnent, given
the high price of oil, but that an incentive for investnent

woul d be actively pursued.
2:45: 00 PM
CO-CHAIR SADDLER directed attention to the investnent criteria

on slide 4, and asked which was the npbst inportant consideration
for investnent.
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MR. JEPSEN replied that these criteria were in order of
occurrence, as each determ ned the next stage.

CO CHAI R SADDLER asked which was the npst inportant to consider.

MR. JEPSEN, in response, stated that there was not an absolute
answer as it was a function of the fit for all the vari abl es.

2:46: 57 PM

REPRESENTATI VE SEATON identified slide 10, and asked why the
projected oil price of $93 per barrel differed fromthe Palantir
projection of $120 per barrel as the crossover point. He asked
if this price was production tax val ue.

VR. HEINRICH responded that the price depended on the
assunptions nade for cost of capital. He declared that these
prices represented the undiscounted cash flow for FY 2014. He
stated that he was not aware of the presentation, noting that it
was inportant to make sure both were for the same tine
dur ati ons.

2:48: 57 PM

REPRESENTATI VE SEATON asked to clarify that it was for the ful
life cycle of a capital intensive project by a producer.

VR. HEINRICH replied that it was based on a portfolio
per spective from DOR sour ces.

2:51: 02 PM

DAN SECKERS, Tax Counsel, ExxonMbil Corporation, directed
attention to his submtted witten testinony, [Included in
menber s’ packets] and he invited any questions to that
t esti nony. He offered to summarize the ExxonMbil perspective
for proposed HB 72, and declared support for the earlier
testinmonies from BP and ConocoPhillips. He endorsed the efforts
of the governor and the legislature for examning the Al aska
investnment climate, specifically ACES. He enphasized that
Al aska was no | onger conpetitive hence it was not attracting the
necessary investnents. For ExxonMbil, it was necessary for any
effective tax policy to address two nain conmponents of ACES,
progressivity and the overall high governnent take. He noted
that the producers agreed that these were a major disincentive
to nove any investnent opportunities forward. He affirnmed that
proposed HB 72 offered significant progress toward making the
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Al aska investnent clinmate nore conpetitive. He stated that
progressivity created conplexities, and it took away a |ot of
the upside potential that other tax jurisdictions allowed the
producers to retain. He assessed that this was inportant in
Al aska, as the costs were high, and the investnents long term
high risk, and capital intensive; therefore, mtigation for this

was the upside potential. He stressed that the elimnation of
progressivity was a significant inprovenment, and would allow
Alaska to be nobre conpetitive and increase investnent. He

reported that the gross revenue exclusions did not apply to the
| egacy fields, and that it was inportant to incentivize both new
production and existing fields. He pointed out that a small
increase in the recoverable reserves at Prudhoe Bay would dwarf
any new field on the North Sl ope. He confirmed that, although
proposed HB 72 offered significant progress, there were still
some concerns. He noted that the base rate was still too high

Benchmar ki ng  gover nnent take agai nst ot her regimes was
inmportant, but it did not tell the entire picture, as Al aska had
some of the highest costs. He offered his belief that Al aska
shoul d strive to nake conpanies want to invest in Al aska, as the
other factors were all deterrents.

2:57:09 PM

MR. SECKERS addressed the issue for tax credits, recognizing the
necessity to balance long term state needs with w de band price

scenari os. He stated that tax credits offered investors that
opportunity, as it downsized risks, and mtigated the costs for
capital investnents. He suggested consideration for the
mai nt enance of the tax credits. He stated that the gross

revenue exclusions should be expanded to cover all the fields,
not just new fields, and that the base tax rate should be
reviewed and conpared with other states. He conveyed that
Alaska was inportant to the ExxonMbil 1long term investnent
portfolio, and they |ooked forward to staying in Al aska. He
cited that it was critical that Alaska continue to examits oil
tax policies. He asked if the Al aska legislators were
confortable wth "the path Alaska's «currently on." He
summari zed that any encouragenent for investnent in Al aska
should be examned to inprove the investnent clinmate, and he
declared that proposed HB 72 was "a good step in that
direction.”

2:59: 16 PM
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REPRESENTATI VE SEATON asked if a change for the base tax rate to
an equivalent of 17 percent would be less conplex than broad
application for the gross revenue excl usions.

MR. SECKERS replied that this was a part of the necessary

analysis for the |legislature. He offered his belief that
taxation was just math, and could be made to work in a nunber of
different ways. He shared that the question should be for

conpetitiveness, wth a goal to nmke Al aska attractive for
i nvestors.

3:00:49 PM

REPRESENTATI VE SEATON, referring to the call for the elimnation
of progressivity, asked whether, if the upside potential was
elimnated for the state, the floor anmount should be changed so
that the oil industry had sonme downside risk as a bal ance.

MR. SECKERS agreed it was a difficult challenge to balance the
tax structure across all prices. He opined that the floor, as
it was based on gross, could be exceptionally harsh, and could
lead to a tax situation even though there was not any profit.
He stated that progressivity was the npbst punitive aspect of
ACES, and to address that issue was a step in the right
direction.

3:02: 24 PM

CO CHAIR SADDLER asked to what degree ExxonMbil Corporation
woul d require durability for tax policy.

MR. SECKERS replied that stability was very inportant to Exxon
Mobi |, although it was only as good as the cost it cane under.
He said that investnent decisions were inpacted by continual
regul atory changes. He comented that any changes had to nake
Al aska nore conpetitive.

3:03: 50 PM

REPRESENTATI VE TUCK asked how |ong ago Texas and North Dakota
had changed their tax policies in order to have the current
| evel of production.

MR. SECKERS stated that he did not know the historical tax
treatments for either of those states, or how often either had
changed its system He opined that neither had nade many recent
changes, but their systens were "a lot nore favorable." He
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added that the dynamics of new technology and the increase in
oil price had nade both places nore attractive.

3:05:31 PM

REPRESENTATI VE TUCK asked how much nore quickly was the
turnaround tinme for unconventional oil devel opnment to production
in Texas and North Dakot a.

MR. SECKERS offered his belief that the turnaround tine would be
qui cker in the Lower 48.

3:06: 31 PM

REPRESENTATI VE SEATON detailed that sonme consultants had stated
that the return on capital enployed was the npbst inportant
factor, and asked what the nobst inportant factor was for
ExxonMbbi | .

MR. SECKERS explained that the decision making process, for
ExxonMobil, was confidential, although they reviewed a w de
spectrum He expressed agreenment with ConocoPhillips that there
was no one |ynchpin factor for decision making.

[HB 72 was hel d over. ]

3:08: 07 PM

ADJ OURNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:08 p. m
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