HOUSE FI NANCE COW TTEE
March 22, 2017
1:35 p.m

1: 35: 37 PM

CALL TO ORDER

Co-Chair Foster called the House Finance Commttee neeting
to order at 1:35 p.m

VEMBERS PRESENT

Representati ve Neal Foster, Co-Chair
Representati ve Paul Seaton, Co-Chair
Representative Les Gara, Vice-Chair
Representative Jason G enn
Representative David Guttenberg
Representative Scott Kawasaki
Representative Dan Otiz
Representative Lance Pruitt
Representative Steve Thonpson
Representative Cathy Tilton
Representative Tanme W/ son

VEMBERS ABSENT

None

ALSO PRESENT

Ken Al per, Director, Tax Division, Departnment of Revenue;
Ed King, Special Assistant to the Conmm ssioner, Departnent
of Natural Resources; Kara Moriarty, President and Chief
Executive O ficer, Alaska Ol and Gas Association; Dan
Seckers, Tax Counsel, ExxonMobil; Damen Bilbao, Vice
President of Commercial Ventures, BP; Scott Jepsen, VWP
External Affairs and Transportation, ConocoPhillips; Paul
Rusch, Vice President, Finance, ConocoPhillips; Pat Galvin,
Chief Comrercial Oficer and General Counsel, Geat Bear
Petrol eum Pat Foley, SVP Al aska Rel ations, Caelus Energy,
LLC, Jeff Hastings, Chairman and Chief Executive Oficer,
Kuukip SAE and CEO, SAExploration; Representative Lora
Rei nbol d; Senator Peter Mcciche; Representative Justin
Pari sh.
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PRESENT VI A TELECONFERENCE

Benj am n Johnson, President, BlueCrest Energy Il, LP
SUMVARY
HB 111 O L & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS

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

Co- Chair Foster addressed the neeting agenda.

#hb111
HOUSE BI LL NO. 111

"An Act relating to the oil and gas production tax,
tax paynents, and credits; relating to interest
applicable to delinquent oil and gas production tax;
and providing for an effective date."

1: 36: 35 PM

KEN ALPER, DI RECTOR, TAX DIVISION, DEPARTMENT OF REVENUE,
continued addressing a PowerPoint presentation titled "New
Sustai nable Alaska Plan, Pulling Together to Build our
Future; CSHB 111(RES)\N by the House Resources Committee,
O 1 and Gas Production Tax and Credits: Background and Bill
Anal ysis" dated WMarch 21, 2017 (copy on file). [Note:
presentation also heard on March 21, 2017 and the norning
of March 22, 2017.] He addressed Section 26 of the
|l egislation on slide 62. The section involved several
components of the legislation including the wuplift and
Department of Natural Resources (DNR) preapproval area. He
addressed the uplift portion. He discussed a scenario where
the state would not buy credits and instead the |ease
expenditures would roll forward in some way into a future
year against future taxes. The question was how to
conpensate the taxpayer for only the fact that only a
fractional portion of the costs would be allowed to nobve
forward and how to conpensate the conpany if they were not
going to get value for several years (i.e. tine value of
noney). The uplift section had been added by the previous
commttee to provide interest.

M. Alper highlighted a scenario on slide 62 where a
t axpayer had a loss of $100 million and carried forward $50
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mllion in |ease expenditures, the anpunt would earn
interest, which was tied in statute to 7 percent plus the
federal discount rate (currently 8.25 percent and schedul ed
to increase to 8.5 percent due to recent action taken by
the Federal Reserve Board). The 8.25 percent interest would
be added to the $50 nmillion for up to seven years for a
total of $87 mllion (roughly the equivalent to a 30
per cent net operati ng | oss (NQL)) . The scenario
reintroduced three variables that <could be built into
future debate, anmendnments, or other: 1) the carry forward
percentage; 2) the uplift interest rate; and 3) the nunber
of years the benefit could accrue. He explained that the
nunbers would change dramatically with any change to the
vari ables. He detailed that with a full carry forward at a
higher interest rate for a longer time period, the state
could eventually be giving double or triple the original
value. He relayed that the 7 percent plus the federal
di scount rate was the sane as the interest rate in Section
2 (the interest rate on delinquent taxes) that the bill
currently anended to Iimt to three years. He recommended
linking the concepts together directly by tying the uplift
rate to the interest rate statute. He suggested |anguage
reading "the anmount in 43.05.225." Consequently, if one
figure changed the other woul d automatically change.

1: 40: 09 PM

M. Al per continued to address slide 62. The departnent
needed clarification on whether the seven-year period
accrued to the taxpayer for their first |ease expenditure
carry forward only. Alternatively, he questioned if a
t axpayer have the ability to carry forward a loss from the
second year for a seven-year period as well. The departnent
assunmed it was the latter, but the bill |anguage was not
conpletely clear. He turned to slide 63 and expl ai ned that
the remai nder of Section 26 related to preapproval of |ease
expenditures that would be carried forward.

Vice-Chair Gara referred to slide 62 and acknow edged t hat
under the current bill version the credit was less than it
used to be. However, in nost tax systens conpanies were not
paid interest if they had to extend deductions over a
nunber of years or had to roll their |osses forward under
federal tax for many years. He surmsed an 8.5 percent
interest paynent to a conpany that was already getting a
credit seenmed like a profit on top of a credit. He wondered
why the option had been chosen versus using the comon
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option of enabling a conpany to roll forward credits until
it was able to deduct them

M. Al per believed the question would be best answered by
| egi slative consultant Rich Ruggiero who had created the
concept and proposed it to the prior conmttee. H's
understanding was that the |anguage nore or |ess nodeled
sonme of the |anguage in production sharing agreenents wth
countries with a slightly different tax system He detailed
the idea was a capital recapture where there was no tax
until a conpany made its initial investnment back. There was
al so the governnment take share of the anpunt beyond that
anount . He explained it was not unusual in those
circunstances for there to be a built in profit or
multiplier on top of the expenses before the sovereign
began to receive its share. He qualified that his response
was a bit of a guess, but it was his understandi ng based on
testimony by M. Ruggiero.

1: 42: 51 PM

Vice-Chair Gara stated that in prior tax discussions the
| egi sl ature had always been told that production sharing
jurisdictions around the world tended to have a higher tax
rate. He continued that Al aska had a lower tax rate and the
state was also giving conpanies interest on top of tax
credits. He would need convincing the state was not getting
the worst of all worlds. He recognized that the proposed
credit was snaller than the one under current |aw.

Representative Pruitt remarked that many tines the state
conpared itself to other countries. However, Alaska was not
a sovereign - there was still a federal aspect to the
issue. He believed failing to include the federal conponent
and conparing Al aska to a sovereign could be detrinmental to
t he conversati on.

M. Al per answered in the affirmative - the federal tax was
the last link in the chain. Watever the conpanies end up
paying to the State of Al aska ended up being a deduction
agai nst what they paid to the federal governnent. There
were pros and cons to the nethod. He explained that as the
state increased taxes, the federal governnent ended up
receiving less; therefore, the net effect on the conpany
was a bit less than sinply the extra dollar paid to the
st at e.
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Representative Quttenberg asked M. Alper to expand on the
issue related to the state inpact.

M. Alper responded with a scenario where the state raised
the tax burden on a large corporation by $1 mllion. He
detailed that the conpany's profit would be reduced by $1
mllion as a result. He continued that nobst |large oi
conpanies paid a 35 percent federal incone tax - the
state's tax would nean the conpany would pay the federa
governnent $350,000 less and would only be out of pocket
$650, 000.

Representative (Quttenberg asked if there were other
considerations when undertaking the exercise. M. Al per
answered that within the state incone tax there was the
apportionment fornula and the interaction of Al aska' s state
tax with other states' taxes. For federal incone tax, the
primary difference was depreciation. For tax purposes the
federal governnent treated capital expenditures differently
- they were taken over a nunber of years and anortized or
depreci ated. Wereas, Alaska's tax system had 100 percent
spendi ng recapture in year one.

1:46: 05 PM

ED KING SPECI AL ASSI STANT TO THE COW SSI ONER, DEPARTMENT
OF NATURAL RESOURCES, addressed slide 63 related to |ease
expenditures. He noted that two provisions added to the
bill in the prior comrittee inpacted DNR. The first was the
preapproval process for |ease expenditures. Based on
testinony provided, DNR better understood the intent. One
of the departnment's |argest concerns was the broadness of
the |anguage, which could be interpreted in a variety of
ways. |If the Ilanguage was naintained, the departnent
requested clarity about what the legislature wanted the
departnment to acconplish. Under the current |anguage it was
possi ble that every line item of each | ease expenditure ($6
billion annually) would have to be preapproved by DNR
whi ch woul d be an arduous and expensive task. He furthered
that the departnent's regulations would probably not be

witten in that way - DNR would probably automatically
preapprove operating expenditures and simlar itens. The
departnment's review process would likely be reserved for

| arger projects. He recalled prior testinony in reference
to poor nmanagenent or a project the state would not want to
participate in. He suggested if there was a classification
of lease expenditures the state was not interested in
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participating in, it was possible to enunerate the
classification within existing statute rather than having
the departnent go through a preapproval process. The
department appreciated the deference and |atitude; however,
because the process involved tax law, it provided very
difficult challenges for DNR to overcone if it were to deny
an expenditure. E ther DNR or the Departnent of Revenue
(DOR) would have to defend in court that the decision had
not been arbitrary, which was DNR s | argest concern.

1: 48: 37 PM

Co-Chair Seaton appreciated the testinony. He did not want
t he broadness of |anguage to result in the significant in-
depth analysis M. King referred to. He comunicated that
the commttee would nmake sure to take the concerns into
account .

1:49: 09 PM
AT EASE

1: 49: 25 PM
RECONVENED

M. Al per noted the presentation contained another four or
five slides related to the fiscal note that he could
address at a | ater date.

Al NDUSTRY TESTI MONY

1:49: 59 PM

KARA MORI ARTY, PRESI DENT AND CH EF EXECUTIVE OFFI CER
ALASKA O L AND GAS ASSOCI ATION (AOC®A), introduced herself
and provided a PowerPoint presentation titled "House
Finance Conmttee CS for HB 111" dated March 22, 2017 (copy
on file). She detailed that AOGA was the oprivate
prof essional trade association for the oil and gas industry
in Alaska; it represented the mpjority of oil and gas
conpanies (represented on slide 2). She read from a
prepared statenent:

Col l ectively, governnments in Alaska, local and state
governnents conbined, this last fiscal year FY 16,
received just over $2.1 billion in revenue from the
oil and gas industry. This presentation and ny
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testi mony does have unani nous consent of our diverse
menber shi p.

As with any piece of tax legislation that we' ve | ooked
at over the |ast decade or so, we often use different
guiding principles to weigh the proposal against. This
bill is no different.

Ms. Moriarty pointed to the guiding principles AOGA used to
nmeasur e progress i ncl udi ng producti on, i nvest nent
conpetitiveness, revenue, and "fair share" on slide 3. The
principles had been used by AOCGA when analyzing the
original version of HB 111 and the current conmttee
substitute (CS). She stated that the first four principles
were very objective, it was clear and easy to wei gh whet her
the bill would provide increased production, investnent,
conpetitiveness, and revenue; however, fair share was very
subj ecti ve.

As we examned the latest conmmttee substitute for

House Bill 111, it becanme clear that because of the
vast nunber of changes, the bill definitely raises
taxes and increases cost on the industry. The CS for
House Bill 111 will not add nore oil to the pipeline,
it will not attract investnent to Alaska, and it wll
put Al aska toward the bottom of the conpetitive scale.
Throughout ny testinony today | plan to briefly
highlight the policy sections of concern. You wll
notice I will point out where the bill does not nake

any changes or has nothing to do with what many say
need to be reforned or continued to be reforned and
that's tax credits. There are several sections of this
bill that have absolutely nothing to do wth tax
credits. There are several sections that were just
changed | ast year.

Ms. Moriarty turned to slide 5 and addressed the section on
i ncreasi ng t he i nt erest rate [ Section 2 of t he
| egi sl ation]:

Increasing the interest to six years of conpound
interest wll sinply increase our costs of doing
business and this is a prinme exanple of a section that
has nothing to do with tax credits.

1: 53: 49 PM
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Ms. Moriarty addressed slide 6 on Sections 3 through 5 and
20 through 22 of the bill related to confidentiality and
t ransparency:

This is another section that was just changed | ast
year. There were additional transparency requirenments
that were part of House Bill 247. There have been sone
claims that industry, even AOCGA in particular, has
supported the language in this current version of the
CS. That is not accurate. To be clear, AOCGA did submt
sone pot enti al confidenti al | anguage to House
Resources last March. W have gone through and
conpared what we subnmitted to the House Resources
Committee |last year with Amendnent 45 that | think was
referenced on Mnday, as well as the language that's
currently in the bill and they are not the same. There
is sonme very clear differences. The current version
par aphrases some of the |anguage that we submitted to
House Resources and that paraphrased |anguage as well
as l|language that's omtted from the version in front
of you are very i nport ant and substanti ve.
Additionally, this version includes |anguage regarding
very broad authority for the Departnent of Revenue and
it gives the departnent unfretted and unsupervised
power in a variety of ways to request and disclose
virtually any information it desires in either
executive session or via the proposed new annua
report. For a variety of reasons the industry does not
support what's currently in the bill.

Ms. Moriarty advanced to Section 6 regarding raising the
mnimumtax (slide 7):

Section 6 or a version of Section 6 was in the

governor's original oil tax bill last session in House
Bill 247. Even though House Bill 247 was touted as a
tax credit reform bill as House Bill 111 is, it had

many provisions such as this one that has nothing to
do with tax credits. Raising the mninum tax is not
just a 1 percent increase. For sonme conpanies it
represents a 25 percent increase and for other
conpanies it's an infinite increase. Your consultant
asked industry to be very specific about how they
woul d change their investnent behavior and nmy guess is
you're going to hear that directly from sonme of the
conpani es today. Last session, when we had a simlar
provision that would raise the mninum tax, there was
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testinmony that this 1 percent increase could result in
the reduction of a drilling rig for up to six nonths
on the North Slope. That is significant.

House Bill 111 wll inpact investnent decisions.
Conmpani es won't keep investing noney the same way they
are today if these provisions are adopt ed.

1: 56: 48 PM

Ms. Moriarty turned to Sections 7, 10, 12, 13, and 16
related to hardening the tax floor on slide 8:

Not allowing credits to be applied to the mninmm tax
floor is a tax increase. Wile this one is directly
related to credits, this proposal changes a key
provision of the purpose of credits. For sone
conpanies using credits against the minimumtax is the
only way they continue to invest noney, especially in
a low price environnment. Another key section of

Section 7 is this issue of mgrating credits. |If
you're |l ooking at making the tax system | ess conpl ex,
you should elimnate this part of the bill because

this proposal actually nmakes the tax system nore
conplex. It noves the tax to nore of a nonthly tax and
this section would require conpanies to accurately
submt estimtes each nonth versus doing a true up at
the end of the year. So, you have to ask yourself if
you were a business owner, would you like to file your
taxes on an accurate estimate every nmonth versus
having an annual true up so you can utilize the very
incentives that attracted you to invest in the first
pl ace. For us, this is a tax increase and changes the
key provision of the current tax system

Ms. Moriarty addressed Sections 11 and 18 related to net
operating loss (NOL) credits (slide 10):

One part of the NOL credit, and we'll get into NOLs
later as well, if you no longer allow an NOL for a
cash paynent it's alnbst a double whammy for sone
conpani es because the NOL has been said tine and tinme
again to be a playing field leveler, especially for
small conpanies on the slope. These two sections
really can inpact small and newer conpanies to Al aska.

1: 58: 58 PM
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Ms. Moriarty turned to slide 11 related to the changes in
the per-barrel credit.

Before I go into the changes on the per-barrel credit,
| just want to go back and talk about how these so
called credits, the per barrel credit, cane about.

When Senate Bill 21 was originally drafted the tax
rate was 25 percent. After it was introduced and
during sone of the nodeling, the Departnent of Revenue
and the legislature recognized that it was going to be
a very regressive tax and the effective tax rate would
be dramatically lower at lower prices - and they did
not want that to happen. So, the departnent and the
| egi slature worked together to create nothing nore
than a math formula, which kept the tax rate at about
the sane percentage across a wde range of prices.
That actually added an elenent of progressivity back
into the tax, versus what was originally proposed,
which was really a regressive tax. By its very design,
it was never the intent to have an effective tax rate
of 35 percent. The tax rate was 35 percent with this
math formula to incentivize production and that's

exactly what it did - it incentivized investnent.
You're going to hear about projects and production
that canme online after Senate Bill 21.

This math formula kept the tax rate at about 25
percent over a range of prices and that's what's
referred to as the per barrel "credit" Dbecause
changing the per barrel <credit now changes the
structure of the tax. It would be an immediate tax
increase on core fields that provide a little nore
than 90 percent of our current production. It's not
just us as industry who have described it that way.
You've had legislative consultants at the tine, you
had DOR officials at the time, DOR officials today,
who recognize that the per barrel credit is not really
a credit in the true sense of what you think of it as
a credit. Enalytica, the <consultant at the tine,
described the per barrel credit as a msnoner. The
current Tax Division Director, M. Alper, previously
confirmed that very notion. Even though he was not
part of the creation of the math formula, he is on
record as saying this about per barrel tax credits.
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This is from a joint House and Senate Resources
heari ng down on the Kenai Peninsula in June of 2015:

"Sone of them (credits) are integral parts of the
tax reginme; the 20 percent capital credit in
ACES, the per-barrel credit in SB 21, those are
very nmuch offsets to what would otherwi se be a
very high tax rate.”

So Director Alper recognizes that a 35 percent
effective tax rate is a very high tax rate. He goes on
to say:

"Wth SB 21 the credit is an offset to the tax
and is designed to create a progressive elenent,
a little bit lower tax rate at lower prices, a
hi gher tax rate at higher prices, so it's hard to
really consider them a credit in the context of
an inducenent to doing work. It's really what we
are calling an integral part of the system"”

So, just know that if you change this per barrel
credit, you are making a fundanental change to a very
integral part of the tax system and we would argue
that this "credit refornf is not really targeted at
the credits that | think nost are referring to when
they tal k about credit reform

2:02:54 PM

Ms. Moriarty addressed the proposed new dry hole credit on
slide 13.

So now we have a new credit in this CS and that's the
dry hole credit. For us the policy objectives around
the dry hole credit are a bit wunclear. The credit
would be limted to conpanies that do not produce oil
or gas in the calendar year in which the credit is
ear ned, which frankly would severely I|imt the
eligibility. So, a conpany could have production
el sewhere in the state but if they produced oil they
would not be eligible and it disregards production
thresholds already in place for the purchase of
credits.

The other interesting thing to us is that the credit
can only be taken if the conpany gives up the |ease
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2: 04:

which feels a little awkward to us to us because the
explorer that drilled the dry hole wuld have the
information gained from that drilling, they would be
the nost likely to drill another well on that |ease
and would likely stand a better chance of success than
a different conpany. M/ guess is you'll hear nore
about that from sone of the explorers today.

W also think that the surrender of a lease to the
state would signal a lack of value and decrease

interest in the Jlease to third parties, while
depriving the state of I|ease rentals prior to a
successful lease sale. For wus, this seens a bit

counterintuitive and again, the policy objectives are
a bit unclear for us around this new proposed credit.

32 PM

Ms. Moriarty addressed Section 19 on slide 14.

Even though it may seem noot now that the NOL - if it
goes back to the original version, is reduced, or is
converted to a deduction - this section brings a |ot

of uncertainty around how it would apply, the |anguage
is not very clear to us, and so it |eaves nore
guestions than answers for us.

Ms. Moriarty advanced to slide 15 and addressed Section 23
related to the gross value at the point of production
( GVPP)

credi

The gross value at the point of production, we
testified to this last year during House Bill 247 and
the testinony is the sane. W believe by changing the
structure of the tax, by preventing the gross val ue at
t he point of production from going bel ow zero, creates
uncertainty. This is another section that doesn't have
anything to do with tax credits.

Moriarty noved to slide 16 and discussed the NOL
t:

| think that in some sense both inside the |egislature
and outside, there's a lot of msinformation about
what an NOL is and what it's not. CGeneral ly,
t hroughout this whole NOL conversation, the NOL has
generally matched the tax rate throughout Al aska's net
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tax system This provision that's currently being
proposed would penalize conpanies for investing in
Al aska, while they're |losing noney. Reducing or
changing the NOL from a credit to a deduction was
never part of Governor Walker's original piece of
legislation. In fact, early on when Governor Wl ker's
adm nistration testified to House Bill 247, they
recognized that the NOL was an incredible part of
leveling the playing field for conpanies and so they
didn't believe the NOL shoul d be changed back then.

The proposal before you converts the NOL froma credit

to a deduction. As | said, |'ve probably received nore
guestions about what is an NOL, what is it, how does
it work? | went and looked in a business dictionary

and this is how they define the NCL:

"A net operating loss is the anmount by which net
expenses exceed revenue in an accounting period."

All that neans is an NOL is when expenses exceed
revenue. Sonething as business owners, or even frankly
as ny own personal finances, you don't want your

expenses to exceed your revenue. Wen Senate Bill 21
was witten they nade the NOL a credit. That was the
decision that was made at the time. This bill would

change that and it would nmake the NCOL a deduction. |If
a conpany has expenses that exceed revenue, they woul d
then deduct that expense when they have revenue -
pretty standard.

Ms. Moriarty referred to an exanple related to NOL on slide
17:

We put this exanple together and I think it’s a visual
illustration that shows the difference between a
conpany who has gross revenue of $1,000. Let's just
say for sinple math everybody has gross revenue of
$1,000 and everybody has the sane tax rate of 25
percent. But Conpany A doesn't have any deductions and
so they can't deduct anything. You have your taxable
i ncome of $1,000, your tax rate's 25 percent - sinple
math $250 is the tax bill. But Conpany B, sane incone,
you have $200 worth of deductions, and you have
taxabl e i ncone of $800. Then you apply the 25 percent
tax rate, it gives you a final tax bill of $200. It
changes your tax bill by $50. It's why we all want to
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claim our nortgage interest as honeowners. Then
Company C, let's say they don't have any deductions,
so their taxable income is $1,000, then the tax is
applied at $250, but they have a $200 credit. Now al
of a sudden they can deduct the credit after the tax
is applied so they only have to pay a $50 tax.

So the main difference between going from a deduction
to a credit or vice versa iIs that the deduction is
taken before the tax is calculated and a credit is
taken after the tax is «calculated. That's the
di fference that you're now consi dering.

2:09: 27 PM

Ms. Moriarty addressed slide 18 and referred to testinony
fromM. R ch Ruggiero (legislative consultant):

M . Ruggiero from Castle Gap Advisers is your
| egi sl ative consultant now and when he was here a
couple of weeks ago he advised that the state should
change your NOL from a credit to a deduction. But the
bill's current |anguage does not reflect his conplete
recommendat i on, because conpanies would not be allowed
to deduct the full value of their loss and of these
expenses generated. And the wuplift provision is not
the way he recommended. So, the current way the uplift
| anguage reads would negatively inpact economcs for
all conpanies in Al aska.

Ms. Moriarty noved to slide 19 and provided quotes by M.
Ruggiero from a March 1 Senate Resources Conmittee neeting
related to changing the NOL from a credit to a deduction
and including an uplift:

"Every reginme, everywhere you go, allows, especially
with a developnment like Smth Bay, everyone who
devel ops gets to deduct the cost of what it took them
to get that production from future revenues from that
project. Every regine."

"To deny that would really nove Alaska to the bottom
of the conpetitive scale.”

Ms. Moriarty elaborated that denying the full value of the
| oss or the expense would put Al aska at the bottom of the
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conpetitive scale. She read an additional quote by M.
Ruggi er o:

"Various Countries have different ways of dealing with
this. Wiere there's a long lead tinme, between when the
nmoney is spent and when actual production conmes on,
they'Il offer forms of uplift which is another way of
saying interest as it's carried forward so that way
tinme value |oss does not beconme a big kicker to their
economi cs. "

Ms. Moriarty explained that under the current |anguage it
was a big kicker to the economcs and did not reflect M.
Ruggi ero's recommendations to the |egislature.

2:11: 30 PM

Ms.

Moriarty discussed Section 26 related to a new

regul atory process created by the bill (slide 20):

We obviously have a | ot of concerns about this. Wen |
tal k about Al aska when |'m asked to speak at a variety
of conferences or give a perspective on what's good
and what's bad in Alaska for the oil and gas industry
and our regulatory chall enges have always been on the
federal side - |'ve always been able to say the state
regul atory system does a great job in providing sone
of the nost stringent regulations on the industry but
they regulate us in a way where we know the rules and
then we're allowed to do the work and we nove forward.
But this section would change all of that, because
this preapproval process as has been described would
require preapproval of any expenditure before it could
qualify for a potential net operating |oss deduction
And if you change NOLs to a deduction that's a very
important part. We don’'t know for the nobst part at the
time of the expenditure if you're going to be in a net
operating loss situation, so that's why we do believe
that wunless this language is tightened up or nore
clearly defined, the way it's currently witten, you
woul d have to have alnbst every single expenditure
preapproved. And then there's a lot of unanswered
guestions because what woul d happen if DNR says "Ckay,
you can build that ice road to do your exploration
work, to get that drilling rig out to any pad in the
winter tine...yep that's preapproved, that would
qualify for a deduction.” But six to seven years |ater
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on audit, the Department of Revenue says "nope, that
doesn't qualify." So who is going to win in that
scenari 0? W can tell you that the regulatory process
does not always nmake statutes easier to understand. |If
you look at our current statutes around deductible
| ease expenditures, it's described in about three or
four different places in statute, there is a very
| engthy regul ati on process, and even DOR right now has
different definitions of what qualifies and what
doesn't. This would just add another |ayer and causes
us great concern.

2:14: 04 PM

Ms. Moriarty addressed Section 27 on slide 21 that would
repeal the statute that allowed tax credit certificates and
proceeds to be assigned to third parties:

This is very inportant for sonme conpanies and their
project econom cs because this ability to sign tax
credit certificates and proceeds provides really
valuable liquidity in early stage projects and it does
i nprove project economics. It allows the credits to be
used as collateral and as a source of repaynent of
project costs through financing arrangements or in
joint ventures. Frankly, there's no negative fiscal
inmpact to the state when those tax credit certificates
or proceeds are assigned to a third party. But the way
this repeal would work and the way its currently
witten would actually have a retroactive inpact. Wy
do | say that? It's because there are sone parties who
have already agreed to assign credits generated by
expendi tures happening right now in 2017, but they
won't be able to apply for that credit application
until after January 1, 2018. This change would
significantly I mpact some current conmer ci al
arrangenents.

2:15: 32 PM

Ms. Moriarty addressed slide 22 titled "Wuld you invest in
Al aska if tax policy changed 7 tines in 12 years?":

It's been stated that the oil and gas industry is
constantly evolving so why do we care about oil taxes
changing. Part of that 1is true, the industry is
constantly evolving. |I'm glad, because technol ogies
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improve and techniques inprove to tap additional
resources. W are able to develop better nonitoring
systens to take care of the environment, but gl obal
mar kets and prices - you can't control that and can't
predict them and certainly there's always geopolitical
changes that inpact the industry. But the one area
that can remain a constant if the governnment chooses
to is the fiscal system W just think there is a |ot
of msinformation right now about how these are being
characterized. This would be the seventh change in
twel ve years and there have been sonme who've said the
industry has asked for over half of these changes.
That is not true. O these seven, the six that have
taken place and the seventh one before vyou, the
i ndustry has supported two. W only asked for Senate
Bill 21. We didn't ask for the Cook Inlet Recovery Act

in 2010. If +those statenents are nmade, it's not
accur at e.

Alaska has a lot of potential, the Departnent of
Revenue will say it, everyone wll say it. W have

great rocks and we have great geology. But this bill
has the potential to lose out on long-term revenues
over time through Ilost royalties, production tax,
corporate incone tax, property tax, if projects never
come online. O if production decline goes back to 4
to 6 to 8 percent decline, you could |ose out nore
over tinme on lost royalties alone than you woul d nake
up in the increases that the bill would put in place.

So last but not I|east, the two principles around
revenue and fair share. Fair share is truly in the
eyes of the beholder. I'm not going to tell you what
the state's fair share should be. Not for nme to
determ ne. What this slide shows you [slide 24] from
the Departnent of Revenue - is governnment share today
net of credits. You can see in the orange, which is
the top bar, that's the state's share. The state takes
the largest portion of the share at every single
price. And when the conmpany is underwater, which is

the blue section - you can see when we're underwater
under $45 - the state is still collecting revenue.
2:18: 27 PM

Ms. Moriarty advanced to slide 25 conparing Alaska wth
ot her | ocati ons:
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It's also been stated that we don't really need to
conpare ourselves to other fiscal regines; however, if
you look at this chart, the blue line is oil price
from January of 2001 to January of l|ast year. You can
see as oil prices go up, governnents do take nore -
that's the orange box. But as prices go down,
generally, and if you look at January of 2016, of all
the major oil and gas regions (not every country),
every single one of them in January of 2016 was
creating fiscal i ncentives as t he price was
decr easi ng.

Ms. Moriarty summarized on slide 26 that gaining a |arger
portion by the state would not close the fiscal gap. She
synpathi zed with the desire for a fiscal plan. However, the
bill raised taxes at every oil price and at significant
rates when oil prices were |low For exanple, at oil prices
of $20 per barrel, the bill raised over $400 mllion nore
for the state when the industry was losing noney in a big
way. She underscored that the bill would not put nore oil
in the pipeline. She enphasized that the state could not
expect conpanies to take on the increased cost and continue
to invest noney in Al aska. She reasoned the sane would
apply for any business the state was trying to attract
(e.g. hospitals, Native corporations, auto part stores,
fishing fleets, restaurants, or hotels). She detailed that
the state could not expect businesses to cone to Al aska and
then raise their taxes regardl ess of how nuch noney they're
maki ng and expect them to continue to invest at the sane
| evel . She hoped the commttee would reconsider sone of the
nost concerning portions of the bill.

Co- Chair Foster thanked Ms. Mirriarty for her presentation
He provided information about the afternoon agenda. He
asked the commttee to hold its questions until the end of
each presentati on.

2:21: 43 PM

Vice-Chair Gara believed Ms. Mriarty thought the current
tax rate was fair. From his perspective a fiscal plan
needed to be fair not only to the wealthy but to I ower

income Al askans as well. He stated that for new oil the
production tax on profits was zero and at $70 per barrel of
new oil in an average field on the North Slope the tax was
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0.3 percent. He asked if Ms. Mriarty believed it fair to
t he peopl e of Al aska.

Ms. Moriarty answered it would be up to the legislature to
decide what was fair. From ACGA s perspective, the new oi
provi sions had been put in place for a reason. She detailed
that Al aska had a very high cost environnent. She had not
spoken about the cost per barrel, but many of the new
fields were expensive to bring online and represented | ess
than 10 percent of current production. Going forward the
majority of the production would continue to conme from
| egacy fields. The provisions had been created to
incentivize conpanies to cone to Alaska to explore,
devel op, and produce in very high cost, high risk areas.
She reiterated it was a decision the legislature had to
make, but the provisions had attracted new conpanies to
Al aska and had resulted in increased production for sone in
the | ast several years.

Vice-Chair Gara discussed that the production tax rate was
4 percent for the larger fields until about $73 per barrel,
whi ch he considered a problem He referenced slide 18 where
Ms. Moriarty had expressed a concern that a credit was only
for half of the cost. He explained that the credit was half
the cost because the industry was receiving a deduction
that was nmore than double the actual tax rate paid by
conpanies. He agreed with M. Mriarty's statenent that
there was really no 35 percent tax rate. He stated that the
real tax rate paid by conpanies were in the |ow double
digits and as low as 7 percent. Currently conpanies were
allowed to deduct 35 percent of their costs. He remarked
that in other jurisdictions the deduction rate is the sane
as the tax rate; however, in Al aska the deduction rate was
two to three tinmes the actual tax rate, which was the
i npetus for the 50 percent nunber. He asked if it sounded
fair. Alternatively, he wondered if the state should match
t he deduction rate with the actual tax rate.

Ms. Moiriarty answered that talking only about what the
industry paid in production tax did not take the ful

picture into account. She explained that only | ooking at
production tax could give the false inpression that it was
all the industry paid. She detailed that at every oil price
the industry paid royalties, incone tax, and property tax.
She underscored it was necessary to look at the overall
government take. She stressed that the state was taking the
| argest share at every oil price. She pointed out that the
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| egislature's consultant [Rich Ruggiero] had comunicated
that if a credit was converted to a deduction and the state
did not allow a conpany to deduct all of its expenses prior
to the start of revenue generation, it wuld be a
disincentive to investnent. She suggested asking the
consul tant about the reason for his recommendati on.

2:26: 26 PM

Vice-Chair Gara stated "we just have a disagreenent."” He
noted he did not need to follow up [with the consultant].
He believed allowing triple the deduction rate a conpany
paid in taxes was very generous.

Representative Otiz referred to Ms. Mriarty's statenent
that the changes in HB 111 would put the state at the
bottom of the conpetitive scale. He asked where Al aska fel
on the conpetitive scale at present.

Ms. Moriarty responded that her statenment that Al aska would
be at the bottom of the conpetitive scale had cone from M.
Ruggiero's testinony about what would occur if the state
did not allow 100 percent deduction of the costs. She noted
that the bill did not reflect that. She stated that M.
Ruggi ero may have a better sense of where Al aska stacked up
conpetitively. Based on her study of various oil and gas
journals, blogs, and other, there were very few regions -
even in the $40 to $50 range - currently considering
i ncreasi ng governnment take. She believed Al aska had been
conpetitive because conpani es had continued to invest noney
at low oil prices, production had increased, and noney
continued to be invested in Al aska even as sonme conpanies
were contracting [investnent] elsewhere. She concluded that
if cost was added, it would change the conpetitive nature.

Representative Otiz asked for verification M. Mriarty
believed the state was pretty conpetitive under current
|aw. He asked if that was what she neant to inply with her
previ ous answer.

Ms. Moriarty replied that the state's current tax system
had been attracting investnent and production to Al aska;
therefore, in that sense AOGA did believe the system was
conpetitive. She believed there was significant pressure to
be conpetitive. She referred to substantial talk about
where the state's effective tax rate was in the single
digits. She explained that was al so when conpani es had been
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"bl eedi ng cash” and were underwater. The industry was still
paying revenue to the state even though it was not nmaking
any noney at |low prices. There was a balance - if prices
were to increase, the industry would retain sonme of the
value on the upside. The industry would prefer to see the
current bal ance maint ai ned.

Representative Otiz referred to the 35 percent tax rate

He noted Ms. Miriarty had pointed out the industry also
paid other taxes including on royalties. He asked if there
were other locations worldwde with the other taxes as
well. He surmsed that Alaska did not set itself apart by
having a royalty tax. He asked there were any taxes Al aska
had that other jurisdictions did not, which resulted in
Al aska being | ess conpetitive.

Ms. Moriarty answered that it was very common for tax
regimes to have a royalty paid to the |andowner, a
production tax, an incone tax, and a property tax. She
stated that a couple of factors nmade Al aska that were
unique. The state was a long distance from the narket,
whi ch made transportation costs nuch higher. Additionally,
the operating and capital costs were higher. She expounded
t hat because of those factors, Al aska needed to have |arge
fields. She furthered that there were nunmerous shale plays
on the North Slope that had becone necessary in the current
price environnent. She detailed that the cost of producing
shal e had decreased. She explained that when discussing
conpetition, it was necessary to look at the entire
pi cture. She specified that only |ooking at production tax
failed to recognize all of the other things the industry
had to contribute. She relayed that increased costs would
only increase the cost of doing business. Based on her
understanding, there were very few regines currently
| ooking at increasing costs through production taxes or
changing net profit share |eases. Different reginmes had
different levers to pull and Al aska was one of the few
| ooki ng at changi ng t axes.

2:32:19 PM

Representative Otiz asked if Alaska was the only |ocation
payi ng out cash credits. Ms. Mriarty did not know if any
other location in North Anerica paid out cash credits. She
recommended asking the legislature's consultant during a
nmeeting the foll ow ng day.
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Co- Chai r Foster provided the list of the upcom ng
testifiers.

Representative Pruitt spoke to Section 7 related to
mgrating credits - he referred to Ms. Miriarty's testinony
"accurately submt estimates.” He surmsed that the word
estimate did not nmean 100 percent accuracy. He asked if the
monthly accurate estimate was done elsewhere in other
regi mes.

2:34: 30 PM

Ms. Moriarty recomended asking M. Ruggiero the question
the following day. She could follow up after speaking wth
AOGA nenber comnpani es.

Representative Pruitt spoke to the new dry hole credit. He
noted he had asked about its genesis the previous day, but
he did not fully understand where it had cone from and who
supported it. He referred to Ms. Mriarty's testinony that
the new credit did not seem to provide value to the
industry or the state. He added that M. Mriarty had
specified that the opinion was approved by all ACGA
menbers. He asked for verification that M. Mriarty was
speaking for all AOCGA nmenbers by indicating that the new
dry hole credit did not seem to provide value to the
i ndustry or the state.

Ms. Moriarty replied in the affirmative; none of the 12
conpanies AOGA represented believed the credit would
provi de value to the industry or state.

Representative WIson remarked that "we" have continuously
heard that oi | conpanies would have increased oil
production wthout SB 21 [oil and gas tax |legislation
passed in 2013]. She asked if M. Mriarty agreed. She
wondered how a hard floor of 4 or 5 percent inpact the
vol une of oil com ng down the pipeline.

Ms. Moriarty responded that Alaska’'s Cear and Equitable
Share (ACES) had penalized investnment and investnent had
been stagnant at that tinme. She believed it would be very
difficult to inmagine that an increase in production would
have occurred without SB 21. The forecast had not predicted
and increase and at present that forecast had been beaten.
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Representative WIlson reiterated her second question. She
expl ai ned that the previous year there had been significant
talk about the 4 and 5 percent hard floor not actually
representing a hard floor. She stated that the bill
contained both: a 4 percent floor and a 5 percent floor
depending on the price of oil. She asked how it would
i mpact oil com ng down the pipeline.

Ms. Moriarty answered that the two sections - hardening the
floor and increasing the mninmum tax - would inpact
i ndustry investnment. She explained that there would be |ess
i nvestment and | ess production if prices did not change.

2:38: 02 PM

Vice-Chair Gara listed fields where investnment had occurred
prior to SB 21 including Point Thonmson in 2015, CD5 before
2012, and Mwose's Tooth and Bear Tooth. Additionally,
Repsol had announced investnent of $750 nillion prior,
expansi on had been going on in Kuparuk to stem the decline
for many years. He asked for an exanple of a field where
investnment had not started prior to the inplenentation of
SB 21. He pointed to Smith Bay as a possibility, but he was
not certain when the |ease had first been purchased.

V5. Moriarty did not recal | the slide used by
ConocoPhillips in a House Resources Commttee neeting, but
the slide had summarized investnent decisions made and
projects brought online after SB 21 had passed. She
referred to Caelus's Nuna field as an exanple of investnent
after SB 21. She referred to Hilcorp's Liberty field, which
was mnoving forward and providing 70,000 barrels per day.
Some of Arnstrong's additional investnent had occurred
after SB 21 and had led to the conpany's announcenent two
weeks earlier. She could absolutely point to the fields and
was happy to provide a report.

2:39:47 PM

Vice-Chair Gara stated the investnment on virtually all of
the fields nentioned had started prior to SB 21 as did the
| ease purchase. He was certain that conpanies would say
t hey woul d have stopped investnent if SB 21 had not passed.

Ms. Moriarty offered to conpile a report sunmarizing

i nvest ment decisions, fields, and projects that cane online
after the passage of SB 21.
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Vice-Chair Gara stated "or the investnent started before SB
21."

Ms. Moriarty replied "absolutely.”" She stressed that
i nvestment had occurred after SB 21 had passed that had not
previously been occurring. She stated that conpanies were
happy to conpile a report if desired.

Representative Thonpson remarked that increased production
had been seen since the passage of SB 21. He reasoned that
there had al so been substantial investnent where the state
had not yet seen the results from SB 21. He believed making
changes [to the tax structure] at present would be
premature before the results were realized.

Ms. Moriarty responded that on sone discoveries conpanies

still needed to fully delineate what was there.
Additionally, sonme projects were still in a permtting
phase. She agreed tinme and additional exploration and
delineation work were still needed to determ ne what was

there and when it could conme online.

2:41: 27 PM

Representative G enn spoke to Sections 3 through 5 related
to meking taxpayer information public. He asked how the
sections inpacted each conpany.

Ms. Moriarty answered that a concern about the current bill
| anguage included the broad authority DOR could have. For
exanpl e, based on the current |anguage, it was feasible to
see where DOR could ask a conpany what it paid all of its
contractors. There was concern about disclosing what a
conpany paid contractor A for transportation, contractor B
for hot oil, and contractor C for an ice road. The
busi nesses were all conpetitive and AOCGA did not support
the information being publicly disclosed.

Representative Pruitt asked if there were any SEC
[ Securities Exchange Conmission] or IRS [Internal Revenue
Service] issues wth sonme of the proposed |anguage in the
particul ar sections [Sections 3 and 5].

Ms. Moriarty replied in the affirmative. The current
| anguage would allow disclosure of sone information that
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was already protected through other federal regulations.
There was a concern froma variety of aspects.

Co-Chair Fost er i ndi cated that M. Seckers would Dbe
testifying next.

2:44: 05 PM

DAN SECKERS, TAX COUNSEL, EXXONMOBIL, thanked nenbers for
the opportunity to testify regarding ExxonMbil's concerns
about the legislation. He read from prepared remnarKks:

Wiile | am pleased to be here to discuss our views on
this CS, | have to say that | am disheartened by the
fact that once again I'm here to testify on the state
trying to raise taxes on the industry again even
though we're struggling with the current economc
downturn. An effort not only to raise taxes, but also
to change the state's policy for the seventh tinme in
| ess than 13 years.

As you've heard testinony already, such reexam nations
and frequent changes serve to undermne the investor
confidence in Alaska, Alaska's tax policy, and to
weaken Alaska's overall i nvest ment climte for
attracting continued and future investnments. For any
tax policy to succeed and to neet the state's |ong-
term objectives for revenue and investnent that policy
must be conpetitive, stable, predictable, and provide
confidence to taxpayers and investors that the
underlining rules of the game won't be changed,
otherwise they will adversely affect the econom cs of
deci si ons.

It's been stated by others that part of this effort
with this conmttee substitute is to provide sonme sort

of durability. That if you pass the commttee
substitute, nmagically this will provide durability to
the Alaska oil and gas system Durability and

certainty were terns that had been thrown around every
time there's been efforts to change taxes in Al aska.
While durability and certainty are inportant aspects
to any sovereign's tax regine, such durability and
certainty lose its value if it conmes at too high a
cost. Make no m stake, as you've heard testinony even
by your director of tax, commttee substitute 111 is a
tax increase and it changes substantially the tax |aw.
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Senate Bill 21 or MAPA the Mre Alaska Production Act
is working as intended. It has led to nore industry
investment and nore inportantly an increase to oil
production for the first tinme since 2002. This
i ncreased investnent and production has led to nore
jobs, nore revenues to the state, and has been good
for the Al askan econony especially during these tines
of econom c downt urn.

Alaska needs to remain globally conpetitive for
critical capital investnments and raising taxes on the

oil and gas industry at a tine when we are all
suffering, as your Departnent of Revenue has shown
you, that wll not help Al askans or the industry
weat her this economic downturn, it's just going to

make matters worse

Wth those opening comments let ne delve into the
commttee substitute. First, let ne say for the record
that we do support testinmony you just heard from
Alaska G| and Gas Association that this is a

troubling, troubling bill. Many of the provisions, as
you've heard director of tax M. Alper testify, are
carryovers from House Bill 247. Unfortunately all of
them are bad. W are remnded of the testinony by
| egi sl ative consultants |last year, and | invite you to

please go look at it, where they said that these
provisions that are in the conmttee substitute wll

not inmprove Alaska's overall investment climte
Again, | ask you to ask your consultant that. It wll
not lead to nore production, it will not lead to nore
jobs, it wll not help maintain or grow production,
and it wll not help the Alaskan econony. It's just

going to make matters worse.

The raise in the mnimum tax. As you ve heard
testinmony, this is nothing but a tax increase. That's
all this is. It's nothing to do with credits. Raising
taxes when conpanies are hurting is not wse tax
policy. It's a regressive tax increase and it can't
help but hurt the industry and it's not going to be
good for jobs.

Hardening of the mninmum tax floor. The commttee

substitute would al so raise taxes under Section 7, as
you heard Ms. Mriarty testify to, by preventing
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conpanies from realizing the true economics in their
i nvestnments, by preventing them from taking critical
tax credits to offset the mninmum tax as is allowed
under current law. This would represent and inmediate
and significant tax increase and would penalize
conpani es who've made prior year investnents and who
are meking current year investnents even though they
may be |osing noney, and would deny them the economc
recovery that they need at the tinme they need it the
nost because we're losing noney. In order for Al aska
to maximze investnent it's critical to provide
investors the opportunity to capture the economc
benefit of those investnents, especially given the
i nherent downside risks of long-term capital intensive
investnments that you have in the state. You heard M.
Moriarty testify to that and your consultant will tel
you that - Alaska is one of the nobst expensive places
to do business. That's not your fault, it's not our
fault, it's just a fact. You're a long ways from
mar ket and you are in a very harsh environnent and
very environmentally sensitive environment. That al
adds to costs; it's costly to bring oil out of the
ground here in Alaska and get it to market. But this
provision would significantly and negatively inpact
Al aska's investnment climate, make no m stake about
that. If you don't believe nme, ask your consultant.
Ask anybody if you had a tax increase "what do you
think that's going to do?" It's anmazing how peopl e see
that oil conmpanies would act differently than anybody
else. You have a small Dbusiness, nmaybe you own a
restaurant, your costs are increased - are you going
to hire nore people? Are you going to expand? Are you
going to do the opposite? This provision wll announce
to the world that Alaska is wlling to effect the
econonm cs of past and essential current investnents
solely for short-term needs.

Section 7 also has this mgrating credit provision and
you' ve heard conversations about that. This is nothing
but a tax increase. That's all this is. And why is
that? Let's examine this in a little nore detail. The
tax you have in front of you is an annual tax, it's
not a monthly tax. W file estimtes every nonth.
Estimates. Look it wup in the dictionary what an
estimate is. It's a guess. That's all it is. W're
guessing what our tax wll be for the year, on a
nmonthly basis. W are bound by certain restrictions on
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what we can claim as deductions in any given nonth and
those are based on estimates. Wat this provision
would say is you nust file now, basically perfect
estimates or you risk losing valuable tax credits.
These tax credits that are going to be affected are
sliding scale credits and the small producer credits -
you can't carry those forward. You use them or you
| ose them So what happens, you make your estinate at
the end of the year when you file your annual tax
return - again this is an annual tax - if you m ssed
your estimate it's going to cost you noney, it's going
to raise your taxes. This is a significant change in
the law. You're mgrating to a nonthly tax when right
now it's an annual tax. But nore inportantly, how
could we file our returns accurate? How can we know
each nmonth what our credits are going to be for the
year? Because you're supposed to tax the economc
activities of a taxpayer on its entire year activity.
Not its nonth, it's vyearly activity. These are
estimates, no different than a corporation files its
monthly or its quarterly estimates for its federal tax
return. There's nothing in that |law that says - well
if you mss that estimate, that's a shane, you're
going to get tax increase. |I've not seen this
provision elsewhere - and again you can ask vyour
consultant that - and 1've never heard the concept of
filing perfect estimates or you lose. And this only
goes one way, the state does not refund noney, we
woul d have to pay higher taxes. That would be the
policy of the state.

A very troubling provision is in a nunber of the
sections as to reducing the ability to recover net
operating |osses. There's a lot of msinformation |
think on this, or msunderstanding. | think M.
Moriarty did an excellent job of trying to explain.
The net operating loss is nothing nore than when your
expenses exceed your revenues. This isn't anything any
conpany is proud of. People say - oh you're getting a
subsi dy because the state's allowing you to recover a
loss. I"'m sorry, from a tax perspective, that | don't
under st and. Nobody wants to be in a |oss. Nobody. Your
tax for the nost part is a net tax. It's a hybrid, but
it is based nore on net income than it is a gross tax.
VWhat this provision would then do is to say - well if
you invest and you go to a loss, thank you for
investing in the state, we wanted you to do that, but
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you suffered. And you say - well how can that be? It's
easy to explain this as M. Al per did, froma revenue
side. You want to raise taxes |ike he does? Well,
that's great. It's an easy provision to describe. Take
away half your deductions. There's a big difference
between a statutory tax rate and an effective tax
rate. There's a lot of talk on that - oh vyour
effective tax rate is nuch lower? Well, it has to be
This is a net system Effective tax rate is determ ned
after your deduction of costs, after your subtraction
of credits. It has to be lower. You have a high tax
rate of 35 percent, as M. Alper has testified to you.
It's a high tax rate. There's not another state in the
country that's even close to 35 percent. Louisiana is
12.25 [percent]. You guys are alnost three tinmes as
high. Theirs is a gross tax that's true. And yours is
not .

2:54: 10 PM

M. Seckers questioned what would happen. He asked nenbers
to step back and look at it from a practical perspective

He stated that many of the committee nenbers were business
owners. He asked them to consider how it would work. He
enphasi zed that every Decenber or January he would get a
call from our senior executives telling him they were
t hi nki ng about doing an investnment in Al aska and wonderi ng
if it would put the conpany in a loss. He would have to
respond that he did not know. The executives would then say
they would lose half their investnent if so. He agreed. He
gquestioned whet her commttee nenbers would nmake an
investment with that type of wuncertainty. He asked what
woul d happen if an investnment arose near the end of the
year. He reasoned that if the investnent put the conpany at
a loss it would |l ose half of its deduction. He asked how it
work in partner situations. He provided a scenario where
Partner A wanted to spend on a particular project, Partners
B and C wanted to spend as well, but unfortunately one or
nore of those partners would be driven to a loss. He
guestioned whether the investnment would nove forward. He
thought it was an interesting dynam c. He underscored that
the state would suffer under the scenario. He stated that
the investrment nay not go forward and it would no | onger be
a timng difference, but a permanent difference. He asked
if it was the policy the legislature wanted to have for the
state. He asked if the state's policy would now be that
deductions would be allowed for conpanies that spend |ess,
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but conpani es spending nore would be penalized. He stated
that an investnment would lead to royalty, property tax, and
income tax and conpanies would be penalized. He believed
the policy appeared to be inconsistent with the policies
the legislature had been trying to enact for the past
decade or so by encouraging investnment by spending nore in
the state. He underscored that the proposal would send a
signal to do the exact opposite. He stressed that every
investment would be wunder greater scrutiny because a
conpany would lose if they experienced a | oss.

M. Seckers referred to the 7 or 8 percent uplift for a
period of seven years. He stated the wuplift may be
sufficient for some snall conpanies (e.g. explorers), but
he did not know He asked the commttee to consider
conpani es that would not go seven years. He stated that for
a producer that went negative for a few nonths and becane
profitable again would see an imediate tax increase. He
was unaware of any other regine that enployed that nethod.
He believed the Ilegislature's consultant had advised
allowing a loss to go forward and that allowing for an
uplift was a policy call. He enphasized that the expenses
were inportant and it would create dysfunctional actions on
the sl ope based on the policy provision. He reiterated that
the legislature had to ask itself if it was the policy it
wanted to instill in the state. He restated that the policy
woul d penal i ze companies for spending nore and would all ow
deductions for conpani es spending | ess.

M. Seckers provided a scenario where Conpany A spent
$1,000 in a year and was able to wite off the cost at its
tax rate of 35 percent. Wereas, Conpany B spent $1, 000,
had no revenue in the first year and turned profitable in
the second year. Under the provision Conpany B would not
receive the ability to wite off the $1,000; it could wite
off $500, which constituted a tax increase. Every tax
regime he knew applied the tax at the statutory rate; it
was the tax rate applied to net profits. The effective tax
rate may be different - it had to be under a net system
O her regines applied tax at a statutory rate to avoid
"this kind of" inconsistency.

2:57:56 PM

M. Seckers addressed the sliding scale tax credits:

House Fi nance Conmmittee 30 03/22/17 1:35 P. M



This again is a very troubling provision because it
went to the core of the tax structure. This doesn't
have anything to do with credit reform | know people
like to call it that, but it doesn't. And as Director
Al per has testified to, you take these away, you alter
them and the 35 percent is a very high tax rate. |
think those were his exact words, and he's right. It
is. This is a tax increase on the legacy fields,
that's all this is.

Anot her provision is Section 23 of the bill, which
talks about the gross revenue at the point of
production. This does not get a lot of airplay for
sone reason. It's a disguised tax increase that's why.
Again, it changes the substance of the law Ask
yourself what this would do. Under Alaska's current
structure we pay tax not by field, by segnent. W pay
a tax for the entire North Slope, Cook Inlet oil, Cook
Inlet gas, and everything in between - Mddle Earth

W file consolidated returns for the entire North
Sl ope. So what does that nmean? A conpany's got incone
fromone field, income fromanother field, loss froma
field - they consolidate to represent the entire
econonm c activities of that entire segnment. What this
section would do is to say:

No, no, we're sorry, it's a shanme, we wanted you
to invest in the state, but you chose a field
that is so far renoved from infrastructure that
your transportation costs (which are approved by
FERC) are so great that it may drive your gross
value at the point of production. And guess what?
W wanted you to make that investnent, it's good
for property tax, good for incone tax, good for
royalties, but we're going to punish you for
production t ax.

Is that the policy of the state? That you're going to
encourage investnment only near existing facilities.
That you want to sit there and say we want you to
invest in the state but don't go beyond this region
because if you do you're going to get a tax increase.
That is a tax increase to conpanies and could drive
investnments in a very distinct way. This picks w nners
and losers; it looks like you're trying to punish a
given field or twd. You have to ask yourself is that
really the policy the state is trying to come up with

House Fi nance Conmmittee 31 03/22/17 1:35 P. M



Di scl osure of taxpayer information, you ve heard a | ot
on this already. | <can tell you these are very
troubling provisions. This would in effect allow
di sclosure of sone very confidential and taxpayer
sensitive information. As Ms. Moriarty's already
indicated there could be contracts going to other
conpani es they would be concerned about. As much as we
wel come BP and Conoco and others as partners, we're
conpetitors. Bottom line, we're all conpetitors. W
are bound by federal |aw what we can or cannot reveal

There also may be taxpayer proprietary information
that is a benefit over years and years of work that is
beneficial to that conpany. Could be trade secrets, it
coul d be ways of doing things that are cheaper that we
have to protect. This language as witten would in
effect allow alnbst anything to be published. This

woul d chill investnent and cause all kinds of concerns
with the industry as well as how it relates to federal
| aw.

3:01: 24 PM

M. Seckers addressed the preapproval requirenent:

It's hard to address something that is really a
statenent in statute that says - oh we want this
preapproval process. It's hard to address that, it
raises a lot of questions. Really, this is a very
troubling provision. The only way to really address
this is by highlighting the fact that it just raises
all kinds of questions. As Ms. Moriarty testified to -
does that nmean the Departnment of Natural Resources has
to do an audit of our costs line by line before? How
long will that take? When will | have to submt it by?
Can sonmebody else look at it? Can a third party
i ntervene? Wat happens if the Department of Natural
Resources says yes Exxon or taxpayer this is a valid
expense, if you go to a loss you can claimthis. Six
years |later the Departnent of Revenue says yeah but we
are reinterpreting our reg [regulation] to say no its
not. Who wins? | nmade that investnent based on that
representation by your agency. |'ve got another agency
saying that they're wong. Who wins? Wiat's the appeal
process? Wat happens if the Departnent of Natural
Resources deni es sonet hing? Says you can't spend that.
What's ny appeal rights? If you look at the fiscal
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note that was advanced by the Departnent of Natural
Resources in House Resources they said that they would
not have their regulations up and running until 2019.
This provision takes effect January of next year. Wat
happens for 2018? How can | invest, | don't have a
preapproval . The regs don't conme out until 2019. Are
they going to be retroactive to January 1, 2018? How
woul d | know? What happens if |'ve made an investnent
that the Departnent of Natural Resources in 2019 says
for 2018 sorry you shouldn't have done that one. How s
that going to work? Wiere's the investor confidence?
What's going to happen to the projects that are in
limbo? There are so many questions this raises. |
inplore you to examne this very closely. | know in
theory it sounds fine. You ve got the resource owner
providing this preapproval, we don't want to waste

nmoney. Ask yourself, is this going to be worth the
cost to the state, worth the cost to the industry, and
worth the risk on investnent and jobs. | don't know.

This is a very troubling, troubling provision.

ExxonMobi| believes that this commttee substitute as
currently proposed wll reduce Alaska's gl obal
econonmi c conpetitiveness. It's going to raise taxes on
an activity in the state to which the conpanies are
currently struggling. It's going to force conpanies -
all of us - to reexamne long-term near-term and
future investnent decisions and we Dbelieve it's
i nconsi stent to what your policy has been and hopes to
be to encourage investnent in the state. Wen you
enacted the PPT and ACES you did so to raise taxes
when prices were rising. As M. Miriarty's chart
showed vyou'd be one of the only regines that's
actually trying to raise taxes when prices are going
the other way. So the signal to the world would be:

cone to Alaska, they'll raise your taxes when you're
maki ng nmoney and by the way, if you' re |osing noney or
struggling, don't worry they'll raise your taxes then
too. Is that really the policy you're trying to cone
up to?

As |'ve nentioned many tines, Alaska remains a
critical component of ExxonMbobi | ' s wor | dwi de

investment portfolio and we look to be here a long
time. We really want to work to try to make this
policy, all these policies work. And while we wll
continue to pursue investnment opportunities, if bills
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like this are passed and our taxes go up that just
reduces what we can spend in the state and all the
i nvestment opportunities now get a different |ook and
are di m ni shed.

So M. Chairman and nenbers of the commttee, let ne
conclude by reiterating sonething |'ve also said
before. That Al aska needs to maintain a conpetitive
and stable fiscal regine that attracts and encourages
critical ongoing future investnents, especially in
today's lower prices and that's one of the nost
important things you face. | get it, we all get it, |
don't envy your task, you're trying to balance the
budget and go forward, and | understand that. But
rai sing taxes on the industry when they're all hurting
sends a very chilling signal to the investnent world.
We believe the evidence is clear that MAPA is working
and if left alone, wll continue to work, increase
investnent, and provide nore oil in the pipe. So as
policy makers you need to decide whether increasing
taxes on conpanies that are struggling today - wll
that be a wise, long-term fiscal policy that's going
to lead to nore jobs? WII it lead to nore investnent?
WIl it lead to nore production? WII it be good for
the Al askan econony? | believe deep down we all know
the answer to those and the answer is no. | thank you
for the opportunity to be here today and |I'm happy to
address any questions that you may have.

3:06: 28 PM

Representative Thonpson asked for a copy of M. Seckers'
remarks. M. Seckers replied in the affirmative.

Vice-Chair Gara spoke to M. Seckers' comment that the
state would be raising taxes solely for short-term needs.
He countered that he and others wanted to make sure the
state was receiving a fair share in order to fund basic
services and have a fair share for all parties. He referred
to M. Seckers' point that the legislature would be
increasing taxes when [o0il] prices were low. He believed
M. Seckers was aware that in the comng fiscal year the
state would be paying nore in tax credits to conpanies than
it would gain back in production taxes. The goal was to
change a tax system that in recent years and in the
foll owing year woul d be paying out nore than it brought in
with production taxes. It was a different system than a
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country with high taxes that would try and raise taxes,
whi ch woul d not nmake sense. He asked for comment.

M. Seckers answered that the questions were valid. He
could not address cashable credits; it was a policy call
made by the legislature. Exxon had never received cashable
credits and hoped to never receive them He spoke to fair
share and believed the departnment and Ms. Moriarty's slides
indicated the state took in nore than the industry at every
price range. He believed it was concerning to only focus on
the production tax. Exxon paid royalties, inconme tax, and
property tax. It was true that in low price environnents
perhaps the production tax did not pay as nuch as the state
wanted it to, but it also neant the conpanies were not
earning as much as they may like to. He underscored that
the conpanies still paying the other taxes. He stated it
had led to jobs, investnent, and to royalties. He believed
the legislature needed to decide whether it wanted the
investments to nove forward. He believed the share the
state was receiving was pretty fair notw thstanding the
| oner production tax the conpanies paid in the |ower price
envi ronment .

3:09: 23 PM

Vi ce-Chair Gar a remar ked t hat t here wer e ot her
jurisdictions currently with nuch higher tax rates than
those in Al aska. He observed that M. Seckers had clained
that the state had the highest tax rate in the world at 35
percent. He surmsed that M. Seckers realized that
conpanies did not pay it; that it represented a price
sensitive tax rate and 35 percent was the tax rate at $159
per barrel, which the world had never seen. At the $60 per
barrel range for new fields the average production tax rate
on the North Slope was zero percent and 4 percent for
conpani es paying the mninmum tax. He asked for verification
that Exxon never paid 35 percent of its profits at prices
bel ow $150 per barrel.

M. Seckers responded that it was necessary to understand
the difference between a statutory tax rate and an
effective tax rate. He agreed that the statutory tax rate
was 35 percent just like it was for federal inconme tax.
Corporations did not pay a 35 percent tax because it was on
net; it had to be below the 35 percent. He continued that
if the desire was a statutory rate that equaled the
effective rate it was necessary to have a gross tax. By
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design a net tax could not yield what "you're trying to
imply." He reiterated that the effective tax would
absolutely be |ower; however, conpanies paid the tax. The
cal cul ati on was based on 35 percent.

M. Seckers detailed that if a conpany had $100 of profit,
the tax would be $35; it may get reduced by credits, but it
was cal culated at 35 percent. He was not certain there was
a net regine that would pay the statutory rate because of
all of the reductions. Part of the reason the system had
been put in place was due to Alaska's high 35 percent tax
rate. He clarified that he had never testified the rate was
the highest in the world. He corrected that he had been
speaking solely about the United States. He underscored
that the rate was the highest in the US. by far. He
expl ained there were other regines in the world with higher
tax rates but their structures were entirely different. For
one, those regines allowed cost recovery, not cost
deductions. Sone of the jurisdictions specified that if a
conpany spent $100 it was allowed to recover the full $100
before a tax was |leveled. Sonetines a system nmay even
provide an uplift on that to provide for the costs incurred
to get the oil out of the ground and then the system taxed
at a higher rate. It was not the system in Al aska. He
cautioned it was inportant to be careful when conparing the
different systens. He agreed the statutory tax rate was 35
percent, which was the rate conpanies paid tax on. However,
the effective tax rate was entirely different.

3:12:15 PM

Vice-Chair Gara countered that if the federal tax rate was
35 percent a conpany obviously received a deduction on that
rate. He stated "this is nuch different." He underscored
that the lower the price, the lower the actual tax rate. He
continued that for new fields at prices of $80 per barrel
it was 7.9 percent on average. He detailed that at $70 per
barrel it was 0.3 percent on average and at $60 per barre
it was zero percent on average for new fields. He stressed
that there was no 35 percent tax rate; it was price
sensitive. He stated that the federal 35 percent tax rate
that was really a 35 percent tax rate at all prices and
conpani es deducted from that. He stressed the  big
di fference between the two kinds of tax systens.

M. Seckers disagreed. He stated that the statutory base
tax rate in Alaska was 35 percent. He agreed the effective
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tax rate after the application of deductions and credits
was much lower. He also agreed that the effective tax rate
was a function of the sliding scale credits inpacting the
rate; however, the statutory rate was 35 percent. He
detailed that if he had $1,000 profit, his tax would be
$350. Credits cane beyond that yielding an effective tax
rate. He believed Vice-Chair Gara was m sspeaking. He
continued it was the same with the federal tax return. H's
tax rate was 35 percent, which was wused for federa
wor | dwi de taxable incone. Yet the effective rate was
different after applying deductions and credits. He
reiterated that the statutory rate in Alaska was 35
percent. He agreed it was adjusted by credits; however, the
rate taxed on net inconme or production tax value was 35
percent .

Co-Chair Foster stated they would have to agree to
di sagr ee.

Vice-Chair Gara remarked that the credit M. Seckers was
speaki ng about was price related and had nothing to do with
i nvest nent .

M. Seckers relayed that the conpany did not get the credit

"just because prices are whatever." It was necessary to
produce a barrel of oil in order to get the credit. A
conpany would get zero if it did not produce a barrel of
oil. He stressed that a conpany did not nerely receive the

credit based on price. He explained the credit was based on
gross value at the point of production, but it was
necessary to produce the oil in order to receive the
credit. There were costs the conpany had to incur in order
to get the credit or reduction to its taxes. The whole
purpose of the credit was the nore a conpany produced the
better off it becane, which was good for the state
(i ncreased production, i ncone, property, and royalty
t axes).

3:15:12 PM

Representative Pruitt discussed that Exxon was the | argest
publicly traded conpany but there were other larger oil and
gas conpanies. He asked what percentage of oil and gas
devel opment wor| dwi de Exxon was responsible for.

M. Seckers recalled that ExxonMbil produced |less than 4
percent of the worldwide oil - it was in that range.
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Representative Pruitt asked how many different regines
ExxonMobi | invested in.

M. Seckers replied that the conpany invested in pretty
much every country and state. He el aborated that there may
be sone locations wthout oil and gas, but Exxon may have
retail, a refinery, gas stations, or other in those
| ocations. He detailed that when the conpany | ooked at
investnments, they |ooked worldw de. He spoke to questions
related to decisions to invest in Alaska - he nentioned
increased taxes when prices went up or down. Al aska
conpeted in Exxon's world worl dw de.

Representati ve Pruitt bel i eved Al askans wer e
"Al askacentric.” He believed Al askans lived in the world
that existed when the pipeline had been turned on and
failed to recognize it was now in a global market. He asked
what percentage of the conpany's assets were deployed in
Al aska.

3:18: 21 PM

M. Seckers did not know. He knew the company's investnent
in Alaska was "big," but the conpany was also big. The
conpany spent billions annually in Alaska. He noted it was
possible to ask the operators about Exxon's share of the
total spend in Prudhoe Bay. He thought the Departnent of
Revenue my have the information from the conpany's
corporate tax returns. He explained that one of the
corporate tax return itenms was property in the state versus
property worl dw de.

Representative Otiz believed that under SB 21 the goal had
been to establish a hard [tax] floor. He asked if that was
true.

M. Seckers answered that he did not recall the goal had
been that specific, but he did not know for sure. He
el aborated that the bill had elimnated sliding scale tax
credits. He stated that hardening the floor and raising
taxes was a policy call [for the legislature]. He relayed
that going for the NOL tax credit to a deduction served
that purpose because deductions could not go against the
mnimmtax - only credits could. He furthered that the NOL
woul d no | onger be a credit. Most of the other credits were
di sappearing anyway; the only one left on the North Slope
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woul d be the per barrel credit. He did not know whether it
would pierce the floor, but he did not believe so. He
explained that sone of it was already occurring because
credits were expiring; the floor was being hardened "as we
speak.” He reiterated that going to an NOL deduction would
take away the |argest credit that renmained.

Representative Otiz asked if the industry rejected the
idea there should be a mninumtax paid by industry for the
extraction of the state's resources and a nini num share the
state shoul d have access to.

M. Seckers answered that it was difficult to answer. He
noted that a gross tax is a regressive tax; it was paid
whether a conpany made a profit or not. He provided a
scenario of a business losing noney but having to pay tax
regardless. He stated it was a hard concept, especially
with the current system He noted it was a policy call. For
nost taxpayers it was difficult to pierce the floor - the
credits were necessary. He enphasized that production tax
was mnmerely one item paid by conpanies. He underscored that
the state was not giving the resource away; the state may
not be getting as nmuch as it l|iked, but that was a function
of price, which oil conpanies did not control. Conpanies

paid a royalty (a regressive nunber), inconme tax on
wor | dwi de operations, and property tax. He reiterated that
hardening the floor was a policy call. He believed it was

necessary to ask what it would do to current taxpayers wth
zero minimum tax due to snall production that had to go to
a rate of 4 or 5 percent. He advised it was prudent to
t hi nk about how the industry would react to the change. He
stated the oil industry would not react differently than
any ot her business.

3:23:56 PM

Representative Kawasaki referred to the Point Thomson
| awsuit settlement in 2010 or 2011. He noted that Point
Thonmson devel opnent began pre-SB 21. He asked if Exxon had
new fields in Al aska since the passage of SB 21.

M. Seckers answered in the negative. The conpany was
| ooking at all opportunities, but it was currently focusing
on its existing assets. The conpany was always | ooking at
ot her options.
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Represent ati ve Kawasaki asked for clarification on options.
He asked for verification there were no new Exxon
i nvestnments in pre-devel opnment.

M. Seckers believed Representative Kawasaki was correct,
but he would have to double check. He knew the conpany was
actively looking at all kinds of options and opportunities.
He could not say what stage they were in - sonme of the
information was proprietary. Alaska was an inportant piece
of the company's portfolio.

Representative WIlson asked if Exxon wuld have to
reexam ne projects that nmay be close to a decision if the
bill passed as currently witten.

M. Seckers replied that anytine taxes increased in any
jurisdiction it becane a factor. He countered the notion
that Exxon printed noney;, the conpany had a finite anount
of capital |ike any other conpany. He detailed that the
conpany's capital was apportioned based on economc
viability, performance, and so forth. Any tinme taxes went
up it reduced the amount of capital and future investnents
were reconsidered. Tax increases could also lead to |ost
j obs, lost production, and ot her.

3:27:01 PM

Representative Pruitt Dbelieved the question about new
fields was the wong question to ask because only 3.5 years
had gone by since the passage of SB 21. He thought the
prudent question was about whether there were investnents
Exxon had made even in current fields that had come about
because of SB 21.

M. Seckers responded that Exxon was always | ooking at
efficiencies and investnents in current activities. He
stated it was a valid question to ask operators of BP and
Kuparuk because they directed it and nuch of the
i nvestnments went there. The conpany was always |ooking to
do nore and with the passage of SB 21 nany things such as
redesi gn, workovers, and so forth, becanme nore economc.
The conpany believed SB 21 was working and was good for
Al aska's economy. He stated that SB 21 had led to nore
production, investnment, and royalty. He Dbelieved the
commttee substitute was a bad idea and would hurt
contractors and others associated with the industry.
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3:28:48 PM
AT EASE

3:51: 47 PM
RECONVENED

Co- Chair Foster recognized Representative Lora Reinbold in
t he audi ence.

DAM EN BI LBAO, VICE PRESI DENT OF COMVERCI AL VENTURES, BP,
provided a PowerPoint presentation titled "BP Testinony:
March 22, 2017, HB 111(N), House Finance Committee" (copy
on file). He expressed intent to focus his testinony on
policy and how Al aska conpeted for investnent. He explained
that when the conpany made internal decisions about where
to invest, there was a limted anount of global investnent
and every project and | ocation conpeted agai nst each other.
Some things could be controlled by the conpany (e.g. how
efficiently a project could be executed and the use of
technology in progressing a project) and many things could
not be (e.g. a fiscal system and oil price). It was
inmportant for the conpany to holistically think about how
the projects and | ocations stacked up agai nst one anot her.

M. Bilbao continued that as BP had engaged in the
di scussion in support of a fiscal conversation, it had
understood that the focus was related to a specific problem
having to do with tax credits; however, it was clear the
bill was broader than tax credits. The conpany encouraged a
much nore targeted solution, which he intended to address
t hroughout his testinony.

M. Bilbao addressed slide 2 that showed two charts rel ated
to investnent trends by region (left chart) and production
trends by region (right <chart). He detailed that the
nunbers on the slide were indexed (they began at a common
starting point and noved relative to each other), not
absolute. He explained that when conparing global spend
versus U. S. Lower 48 versus Alaska, on an absolute basis
the total nunber of dollars would not even be seen on the
same graph. However, if the nunbers were indexed to a
comon starting point, it was possible to see how different
| ocations noved relative to each other under common
circunstances on oil price, fiscal systens, and other. He

pointed to the left chart and noted the top line was
capital investnent in U S. Lower 48 devel opnent, the mddle
light blue line represented global developnent, and the
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bottom [gray] line represented Al aska. The chart indicated
that in the early 2000s Lower 48 investnent had begun to
out pace Al aska and global growth investnent. He stated it
had been pretty remarkable and had begun to signal a
renai ssance not only in US. oil and gas exploration, but
in terms of global oil and gas geopolitics. He continued
that around 2008/ 2009 Lower 48 investnents spiked relative
to gl obal investnment and Al aska.

M. Bilbao focused on nore recent years. He pointed out
that since 2013 (circled in red on both charts), while oi
prices were beginning to nove down and Lower 48 investnent
and gl obal investnment had begun to decrease, investnent had
increased in Alaska. The charts denonstrated how Al aska
investment conpared to other |[|ocations. He directed
attention to the right graph, which showed production
trends by region. He noted that wth investnent went
production: as Lower 48 investnent spiked, production also
spiked. The top dark Dblue line represented Lower 48
production, which was twice its original starting point on
an index basis. dobal production was shown to be slowy
creeping up and [production in] Alaska continued to decline
until about 2014 and had flattened out over the |ast couple
of years (circled in red on the chart). He stated that BP
credited the passage of SB 21 to the dramatic increase in
investrment relative to the rest of the world and the Lower
48. He reiterated that while investnent in the rest of the
world and the Lower 48, it was increasing in Al aska. There
was one distinguishing feature, which was the shift in oil
policy attracting investnment to Al aska.

3:57:35 PM

M. Bilbao turned to slide 3 titled "Alaska - How do we
Stack up?" The slide pertained to a conversation around
production in Alaska relative to the rest of the US. In
the current year Prudhoe Bay and the Trans-Al aska Pipeline
System (TAPS) would celebrate its 40th anniversary of
production. He observed that the events were pretty
remarkable given the timng was well beyond origina
expect ati ons. He discussed the original discovery of
Prudhoe Bay, which initially projected the production of 9
billion barrels; however, over 12 billion barrels had been
produced and BP still believed there were billions nore to
produce, which it was actively working to do.
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M. Bilbao pointed to the graphs on slide 3 that showed
production on a relative basis between Al aska and other
Lower 48 sources (i.e. onshore, offshore, shale, tight oil,
and other). The left graph provided a reference case for
the U S. Energy Information Administration and the right
graph showed an aggressive growh case. Under either

scenario tight oil production in the Lower 48 had grown
from approximately 5 mllion to sonewhere between 10
mllion and 17 mllion barrels of oil. The anmount of tight

oil that could cone out of the Lower 48 was hunongous. He
noted that the resource opportunity in Alaska was world
class, but it was necessary to keep in mnd that the
resource opportunity in the Lower 48 was incredibly robust.
The graph provided a sense of how the Departnent of
Energy's EIA characterized the opportunity in the Lower 48
versus Al aska.

M. Bilbao continued to address slide 3. He comunicated
that in the md-1980s Al aska had been produci ng about 25
percent of total U'S. production. Wereas, at present
Al aska produced |ess than 5 percent of the U.S. production,
whi ch was projected to continue to decline. Wen conparing
Alaska with locations in the Lower 48, there were numerous
opportunities Al aska was conpeting against. He explained
that a conversation around oil fiscal policy was a
di scussion around how conpetitive the state would be for
t he next dollar of investnent.

4:00:31 PM

M. Bilbao noved to slide 4 titled "Distribution one barre

in Alaska.” He had used the 2016 Revenue Sources Book
publi shed by the Departnent of Revenue and had | ooked at
total spend on an aggregate level. The slide reflected the
"all in" nunber, which provided a good indication of a
couple of key points. The book showed an average sales
price of $43 per barrel in 2016. Under the scenario, Al aska
recei ved revenue of about $7 per barrel between royalty and
state taxes. The scenario showed that the industry had
spent $48 between operating, capital, and transportation
costs. If industry was spending $48 to produce a barrel and
was paying governnment take of $7, on average the industry
was losing around $12 per barrel during 2016. He
underscored it was a high cost environnent for doing
business and the industry did not fare well in 2016. He
elucidated that BP had lost about $1 mllion per day in
2016.
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M. Bilbao turned to slide 5 titled "Suggested Principles
for Alaska Policy" related to HB 111. He shared that BP had
testified to the House Resources Conmittee that any oil
fiscal policy should be neasured against a set of common
principles. The first principle BP | ooked at to neasure any
oil fiscal policy in Alaska is whether it would lead to
nore oil down TAPS. For the first time in over 15 years,
oil flow down the pipeline was higher in 2016 than in 2015.
In January and February of 2017, oil flow down TAPS was
hi gher than the sanme tinme the preceding year. The increase
was primarily fromthe | egacy fields.

M. Bilbao addressed the second principle on slide 5, which
related to extending the life of legacy fields. He stated
that the legacy fields were the string on which the pearls
were strung. The longer the string of Prudhoe Bay and
Kuparuk, the nore other fields would be added to the pearl
neckl ace. He noted that 90 percent of TAPS production cane
from legacy fields. Third, BP believed it was inportant to

encourage nore independence to look for oil and gas in
Al aska. He detailed it was good for the state and the
industry's mdstream infrastructure. Additionally, it was

beneficial for TAPS to see increased oil flow (whether from
| egacy fields or not) and BP believed any fiscal policy
shoul d encourage increased North Slope exploration and nore
i ndependence. Lastly, it was inportant to avoid picking
w nners and |losers. He expressed intent to provide exanples
of where HB 111 fell short. The conpany believed the bil
failed on all four principles.

M. Bilbao stated that as a broad tax increase at all oi
prices, BP did not believe the bill would encourage nore
oil down TAPS. He furthered that because the bill included
a tax increase and would raise costs, BP believed it would
shorten the |life of legacy fields. Additionally, the
conpany did not believe the bill would lead to increased
i ndependence exploring for oil and gas on the North Sl ope
or looking to actively enter fields on the slope. He
expl ai ned that either because of a production hurdle the
bill would inplenent or how things were neant to be
submtted to DNR, the bill may have a bias towards certain
pl ayers versus others. He stressed it was very inportant
for any tax policy to be agnostic to who the player nay be.
He continued that the tax policy should set a foundation
for the state ending up in a good place and the industry
being in a positive place to continue investnent.
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4:05:56 PM

M. Bilbao enphasized that the bill was an overextended
response to what had initially been a focused concern about
cashable tax credits. The conpany believed there should be
a way to address the problem while keeping conpanies whol e
on cashable tax «credits and continuing to encourage
exploration on the North Slope. He stated that HB 111 went
wel | beyond that scope and stepped into areas that had not
been problens identified early on with regards to a base
(SB 21) system He elaborated that the current system had
led to investnent and production that was good for the
state and that had been targeted when SB 21 had passed.

M. Bilbao advanced to slide 6 and provided exanples of BP
concerns with HB 111, version N. First he addressed Section
14 related to the per barrel credit, which the slide terned
as the "new drillsite killer." He explained that the
statutory tax rate inplenented with SB 21 and the sliding
scale per barrel credit were integrated into a joint system
and were not independent from one another. He recalled the
conversation in the House Finance Conmittee during debate
on SB 21 related to sliding scale. He explained that as the
base rate noved up, the sliding credits were put in place
to offset the cost and to provide an incentive for
production. He enphasized it had been a critical policy
shift between ACES and SB 21. He explained that ACES had
incentivized spend, while SB 21 incentivized production.
The state had wanted nore production down TAPS, which had
occurred. He underscored that it only worked when the base
rate and per barrel credit worked together to provide an
appropriate incentive for investnent and to provide a
conpetitive policy to attract the next dollar of investnent
verses other locations. He stated that BP saw Section 14 as
hugel y detri nment al in runni ng economi cs on | ar ge
investments in particular. A tax hit or reduction on the
per barrel credit would severely danpen the econonics and
conpetitiveness of large investnents with big spend and big
production opportunity.

4:08: 36 PM

M. Bilbao continued to address slide 6 and spoke to
Section 26 of the legislation related to the new DNR
process, whi ch t he sl i de termed t he "i nvest nent
decelerator.” He stated that it was necessary to know how a
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project would be treated financially if BP was running
econonmics, otherwise it was not possible to run the
econom cs. He elaborated that before he sanctioned a
project he needed to know whether itens were deductible,
whi ch nmeant he would need to submit up to 100 percent of
the investnment for review by DNR He questioned whether
conpanies would be kept whole if regulatory process
resulted in project delays and would inpact value to
conpani es. The adm nistrative review could be onerous and
nore fundanentally, challenging around the ability to nmake
an investnment decision. He thanked the commttee for its
time. He encouraged a conversation around a targeted
problem statenment such as cashable tax credits. He
reiterated his belief that conpanies should be kept whole
and continued exploration should be encouraged. He asked
the commttee to understand that a broader policy change
would be viewed by the industry as a fundanental policy
shift making Al aska |ess conpetitive than other |ocations
around the worl d.

4:10: 23 PM

Representative WIlson referred to slide 4. She asked if the
on the slide state taxes included Ilocal nunicipality
property taxes.

M. Bilbao answered that the slide was based on data from
the [2016] DOR Revenue Sources Book for state taxes. He
detailed that when determning economcs, BP included
everything it was paying regardl ess of whether it fell in a
production tax bucket, state corporate inconme tax bucket,
or other. The information on the slide reflected an "all
in" revenue going to the state. He believed the slide cane
from page 29 of the book.

Representative W/Ison asked for verification the slide did
not i ncl ude muni ci palities. She did not bel i eve
muni cipalities were included in the DOR Revenue Sources
Book.

M. Bilbao did not believe so, but he would follow up.
Representative WIson asked for an estinate of federal

taxes on the sane barrel in order to understand the true
| 0ss.
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M. Bilbao believed there was a broad difference in the
current year for different industry nenbers. He did not
i magi ne there was a large federal incone tax paynent if the
i ndustry was suffering a | oss. He would follow up.

4:12: 38 PM

SCOIT JEPSEN, VP EXTERNAL AFFAIRS AND TRANSPORTATI ON
CONOCOPHI LLI PS, provided a PowerPoint presentation titled
"House Finance Committee CSHB111" dated WMarch 22, 2017
(copy on file). He outlined his intent to speak about
benefits SB 21 had brought to Al aska, what it was intended
to do, and whether it had net its intent. He also intended
to speak about the current conpetitive environnment in the
U.S. The testinony would al so address specific elenments of
HB 111.

M. Jepsen turned to slide 3 titled "FY 2017 Producer Share
vs ANS WC - Fall 2016 RSB Assunptions."” The chart was
derived fromthe 2016 Fall Revenue Sources Book conpil ed by
DOR, it showed net cash flow split between the state, the
federal government, and producers, as a function of oil
price for FY 17. The Y axis represented net cash flow in
mllions of dollars. The state's share consisted of
royalty, severance tax, state incone tax, and property tax.
Also included in the calculation were the per Dbarrel
credits, but the cashable or other tax credits had not been
i ncl uded because they were discretionary expenditures the
| egi slature had decided to make to encourage new entrants
to the North Slope for further tax purposes. The chart
represented strictly the revenue side of the equation. He
pointed to the red portion of the bars on the chart, which
indicated the state had the largest share at all price
points. He referred to 2013 when $80 per barrel had been
considered a low oil price. The share to the state was in
t he higher $40s and the investor share had been around m d-
$30s. At around $60 per barrel, the ratio between the state
and investors remained close to the same. At |ower prices
where profits were thin, particularly below $45 per barrel
where industry was in the negative, the state's share
continued to increase. The chart did not i ncl ude
percentages on the state's share below $45 per barrel was
because the share was infinite; any net profit was consuned
by the state through existing gross taxes - primarily the
m ni mum severance tax, royalty, and property tax.
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M. Jepsen continued to address the chart on slide 3. He
referred to discussion on whether there should be a set
anmount of noney received by the state (a floor). He
explained that there was. He detailed it was the gross
taxes the state already received. In the case of property
tax, it was not price dependent, but value dependent. He
communi cated that the state already took the lion's share
of the revenue - it took far nore than the investor. He
noted that if the federal and state share were conbined,
the total was in the md-$60s, which was a pretty high
governnent take. He referred to earlier discussion by Vice-
Chair Gara related to effective versus statutory tax rates.
He explained that the chart represented what the governnent
took after operating costs and capital investnents. He
could not define fair share for the legislature, but it
appeared the state was already in a pretty good position,
particularly at low oil prices. An increase in taxes would
further widen the gap between investor and state share and
woul d make costs increase in Al aska.

M. Jepsen noted he would address what the conpetitive
environment | ooked |ike. He continued that anything
increasing the industry's costs in a high-cost environnent,
woul d not going to incentivize investnment. The per barrel
credit had been included because it was an integra
conponent of the tax rate calculation. He explained that
the specific credit had been inplenented in the House
Resources Commttee as a way of taking the extrene
regressivity out of the tax rate when |ooking at |ower oil
prices. He clarified that it was not a credit per se, but
it was an integral part of the tax rate cal cul ation.

4:17:41 PM

Vice-Chair Gara asked if the slide counted or did not count
the tax rate reduction. M. Jepsen answered that it was
count ed.

M. Jepsen advanced to slide 4 titled "Activities since Tax
Ref orm (SB21) Passed."” The slide addressed the nunber of
projects sanctioned since the passage of SB 21 and whet her
they had occurred due to the passage of SB 21. The slide
showed all of the various investnments ConocoPhillips and
its partners had authorized since the passage of SB 21 in
2013. Shortly after the passage of the bill the conpany had
added two new rigs to the Kuparuk rig fleet, it had
sanctioned and taken delivery of two newbuild rigs, and in
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2016 the conpany had four to five rigs running between
Kuparuk and Al pine. At present the rig count was down to
three for a couple of reasons. First, Conoco had worked off
much of the backlog in terns of fixing wells needing to be
worked over. Additionally, due to the ~current price
environment, the conpany had high-graded the portfolio in
terms of wells that made since to drill at current prices.
However, the investnent and drilling opportunities the
conpany had identified three vyears earlier were still
there. He stated that hopefully the conpany would have the
ability to revisit the opportunities assum ng an investnent
climate that incentivized investnment as well as sone uplift
in oil price.

M. Jepsen continued to address slide 4. In 2016 Conoco had
sanctioned another newbuild rig (an extended reach
drilling rig). The rig would significantly change how nuch
the conmpany could develop from a single drill site.
Currently the maxinmum it could reach from a single dril
site was approximately 55 square mles; the new rig would
extend that to about 120 square mles. The change could
represent a paradigmshift as it could reduce the nunber of
drill sites it took to develop a discovery or a new field
and would let the conpany get further out to the edge of
the reservoir in places that may be marginal if it were not
for the fact that the work could be done wi thout putting in
nore infrastructure |ike gravel. Conoco had al so authorized
additional investnent in its viscous oil resource in
Kuparuk - the North East West Sak (NEWS) at drill site 1H
He el aborated that when prices had dropped, the project had
been paused for about one year and the conpany had | ooked
hard at what it could do to reduce costs and was currently
back to work on the project.

M. Jepsen continued to speak to slide 4. The conpany had
brought the first new drill site 2S on stream which was a
project of about $450 million and brought in about 8,000
barrel s per day. Conoco had sanctioned 18 additional wells
at CD5. The CD5 decision had been independent of SB 21, but
t he conpany had decided in the past year it would drill an
additional 18 wells in the region. The conpany had
sanctioned G eater Mose's Tooth 1 in 2015. He expounded
that exploration had been underway in the |late 1990s/early
2000s in the specific area of the National Petroleum
Reserve - Alaska (NPRA). The conpany had nade discoveries
in the area and had conpleted an EIS in 2004 with the goa

to do CD5 and then CD6 and CD7 (Greater Moose's Tooth 1 and
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2). However, the process had not gone according to plan -
there had been sone issues with the regulatory process and
CD5 had not cone online until several vyears back. The
decision to nmke the other investnments such as Mdose's
Tooth 1 were independent decisions. He underscored there
was nothing in the past that would dictate that Conoco
woul d have to make the decision. Wen |ooking at investnent
deci sions the conmpany considered price, the quality of the
reservoir, the rate it wuld earn, the cost to invest
capital, and the tax framework. The projects had nade sense
to Conoco since the passage of SB 21; he believed SB 21 had
been a key factor in the decision to nove forward - it was
not the only factor - but it helped position the
i nvestnments better in the conpany's portfolio.

M. Jepsen explained that at present the conmpany was trying
to permt Geater Mose's Tooth 2 (located about eight
mles west of Geater Mose's Tooth 1), which would be
another $1 billion-plus project and was anticipated to
bring in about 25,000 to 30,000 barrels per day at peak
production with about 700 positions during construction.
The project was estimated to cone online about 2021. The
conpany had recently announced another nmajor discovery in
NPRA - about eight nmles west of Geater Mose's Tooth 2 -

called Wllow WIllow was a nuch larger discovery - the
conpany was estimated 300 mllion-plus barrels of
recoverable oil. It was potentially a multibillion dollar

i nvestnment with production of up to 100,000 barrels per day
depending on the devel opnent scenario pursued. The conpany
continued to be bullish in Al aska investnent. He furthered
that in Decenber [2016] the conpany had picked up about
737,000 acres in federal and state |ease sales in NPRA and
just east of NPRA on state acreage. The conpany believed
there continued to be exploration potential, which it was
pur sui ng.

M. Jepsen discussed that since 2013 there had been
significant industry investnent by other players. North
Sl ope production had grown for the first tine in about 14
years by 2 percent in 2016. In 2015 the decline had been
slight at about zero percent. He recalled that during the
debate on SB 21 people had asked what would happen if the
bill passed. People had asked if decline would be offset or
production woul d increase.

4:23:32 PM
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M. Jepsen continued to address slide 4. He explained that
at the tine no one had been able to answer the questions.
He had not known whether the projects would be sanctioned
at the tine because the bill had been under debate. Since
the passage of SB 21, significant work had taken place on
the North Slope - substantially nore so than what had been
taking place before the passage of the bill. Not only had
decline been offset, but production growth had begun. He
pointed to a chart in the bottom right corner of the slide
showi ng Conoco's capital budget back to 2012. The blue bars
represented the percentage of the conpany's overall capital
budget for each year (from 2012 to 2017). He continued that
2012 had been the last full year of ACES; during the ACES
regine from 2007 to 2012, the conpany had spent between
$700 mllion and $800 mllion per year in Alaska. Since
then the conpany's budget had been higher. Even in the
current environnment of Ilow oil prices the conpany was
pl anning on spending about $1 billion in Al aska. He had
showed the percentage as a function of the conpany's
overall corporate capital expenditure to show that its
budget had varied based on the projects it was pursuing,
but it had remamined pretty consistent and had grown as a
per cent age of Conoco's overall corporate budget.

M. Jepsen relayed that in 2017 the conpany's corporate
budget was about $5 billion and Al aska would receive
approximately 20 percent of the total allocation. Part of
the reason was related to current projects the conpany
woul d continue with; the projects had been authorized due
to the positive investnent climate in Al aska anongst other
things. He hoped the trend would continue, but it would
depend in part upon whether a significant tax increase was
i npl emented in Al aska.

4:25:21 PM

M. Jepsen noved to slide 5 and addressed how the bill
woul d i npact on conpetition. A map on the slide showed the
unconventional fields in the Lower 48, which were basically
the shale fields (oil fields were represented in green and
gas fields were represented in red). He pointed to |arge
investnments mnade indicated next to the Bakken, Perm an
Basin, and Eagle Ford fields on the slide. He el aborated
that nuch of the investnent activity had focused on the
areas over the last few years. At the present tine there
had been a decrease in price, less capital available for
i nvestnment, and conpanies were allocating capital based on
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the cost of supply. He detailed that Alaska had to conpete
agai nst projects that were typically cheaper to devel op and
operate and with fewer regulatory hurdles. He referred to
work in NPRA, which was a very difficult place to work from
a regulatory point of view - due to the federal governnent,
not the state. He discussed that Alaska was a high-cost
| ocation to invest. The state was opportunity rich, but it
was necessary to be able to conpete if the conpany were to
continue investing in Al aska.

4:26:59 PM

M. Jepsen addressed slide 6 titled "Unconventional: Top-
Ti er Resource Base and Gow ng." He detailed that
information on the slide had been taken from Conoco's
Novenber 10, 2016 anal yst neeting. The slide addressed the
conpany's resource base within its portfolio as a function
of cost of supply. The cost of supply (dollars per barrel)
was represented on the Y axis and the resource was shown on
the X axis. At $50 per barrel, Conoco had about 15 billion
barrels of resource it could develop. He noted the
information was pretty representative of what investnent
opportunities |looked like for the industry as a whole. In
Al aska, Conoco's cost of supply was at the top end at the
$40 to $50 per barrel range. Over the past year Conoco had
focused nmuch of its attention on how to decrease its cost
of supply on all of its investnent opportunities. The cost
of supply on CD5 had dropped from $62 to $40. He was
concerned that if the base tax rate structure was
increased, it would drive costs of supply up and woul d make
conpanies |ess conpetitive, which could result in |less
investnment in Al aska. He explained it would have a negative
long-term effect if the conpany invested 1|ess noney,
resulting in fewer jobs, less production, less royalty,
| ess severance tax, and | ess revenue to the state.

4:29:01 PM

M. Jepsen turned to slide 7 and relayed the mninmm tax
rate increase (from4 percent to 5 percent) in HB 111 would
be a 25 percent tax increase at low oil prices. The conpany
vi ewed the change to the per barrel credit as a fundanental
change to the SB 21 tax structure. He stressed that the
state already received the lion's share of the net revenue
- the bill would increase the share even higher. He stated
the interest change was punitive, primarily because the
state largely controlled the tine it took to finish sone of
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the audits. He referenced intention to comrent on the
mgrating tax credit change, the tax information disclosure
provi sions, and the NOL provisions.

M. Jepsen advanced to slide 8 titled "CSHB111l Represents a
Significant Increase in Tax Rate." The chart attenpted to
show the percentage increase as a function of oil price
between CSHB 111 and SB 21. The Y axis represented the
percentage increase in tax rate as a function of oil price.
The chart was conplicated as it tried to take into account
changing the mninumtax rate, changes in the timng of the
sliding scale, and a different effective use of per barre

credits. The conpany viewed the CS as a tax increase - at
| ower prices the bill represented a 25 percent tax increase
and when | ooking at per barrel credits it still represented

a fairly significant tax increase at nedium prices. The
conpany would be nmaking noney, but the consideration was
where the changes would put the conpany at total cost. He
stressed that total cost mattered. He spoke about | ower
total costs in other locations around the world. He
returned to slide 5 and explained that the cost of supply
for places |ike Eagle Ford, Bakken, and Perm an Basin took
into account whatever the royalty rates nay be. They took
into account the royalty rates and higher severance tax in
Nort h Dakot a.

M. Jepsen summari zed that total cost mattered. He stressed
that it was not whether the state had the highest or | owest
severance tax, but about what it cost to produce a barrel
in Alaska and how it conpeted with other places in the
wor | d. He underscored that there was not infinite
i nvestnment noney - it was necessary to place investnents in
the best place a conpany could achieve the best return.
Conoco was hoping Alaska wuld <continue to remain
conpetitive. He posed a question about why the conpany was
doing business in Alaska if it was such a high cost place
to conduct business. First, the production characteristics
in Alaska were different than the unconventionals, which
were typically high rate and steep decline. In Alaska the
characterization could be offset with nore conventional
reservoirs with a lower rate of decline. Conoco still saw
the ability to grow production in Alaska; it would invest
in locations that fit in their portfolio that nmade sense in
the current price environnent, and where it could make a
reasonable rate of return under the tax regine. The conpany
still saw places in Alaska where it could explore and
potentially grow its base and potentially generate positive
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net inconme and cash flow. He cautioned that if the cost of
supply curve increased too nuch those things could change.

4:33:24 PM

PAUL  RUSCH, VI CE  PRESI DENT, FI NANCE, CONOCOPHI LLI PS,
addressed slide 9 related to mgrating per barrel tax
credits. He referenced previous presentations from DOR t hat
showed where taxpayers had mgrated the per barrel tax
credits from one nonth to another during the year in 2014.
Conoco disagreed with the view He detailed that the
production tax was an annual tax, but nonthly estinated
install ment paynments were made to help ensure the state
received tax paynents throughout the year. At the end of
the year (March of the following year) conpanies nade a
final tax paynent. He specified that in 2014 taxpayers had
utilized their full allotnment of the annual per barrel tax
credits; they had not migrated them from nonth-to-nonth,
but had used what was allowed by law for the tax year. The
change proposed in HB 111 had been identified as a sinple
change to a perceived problem in the existing tax |aw
however, it was fundanentally noving the annual tax to a
monthly tax. He referred to testinony on sonme of the
difficulties the change would create related to trying to
calculate the nonthly tax to the precise dollar. The change
woul d increase the conplexity and would potentially open
the door to other changes in the sane direction. He
underscored there was no such thing as mgrating credits.
He stressed the change was really nothing nore than a tax
i ncrease.

4:36: 07 PM

M. Rusch noved to slide 10 titled "Basis for Interest
Change Unsupported.”™ Conoco viewed the interest rate
increase was really a punitive interest rate when
considering how long the audit process took and how little
control the taxpayer had over the entire process. The slide
included a chart titled "Production Tax Audit Tineline,"
whi ch showed the conpany's audit status from 2006 to 2011.
He relayed that 2006 was the only tax year that had fully
conpleted the audit process, which represented the
magni tude of tine it took to conplete the process. He used
2007 as an exanple and explained the gray portion of the
bar represented the tax year. The final tax return for 2007
had been filed in March 2008. The red portion of the bar
included the followi ng six years and represented the period
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of tinme DOR took to conplete the audit. He noted that the
departnment had taken three years to conplete the audit for
2006 (three years had been the statute of limtation in
2006, but it was six years beginning in 2007). There was
nothing the taxpayer could do to inpact the schedule.
Following the red portion of the bar there was a snall
orange section, which represented a 60-day period in which
the taxpayer could appeal the results of the audit if
desired. The bar included an additional two-year period in
yellow, which represented the informal decision process
(the first appeal process) - nost of which was controlled
by the departnent. A small blue segnent of the bar
represented a 30-day period for the taxpayer to appeal.
Finally, the green portion represented the Ofice of
Adm ni strative Hearings. He sunmarized that the process had
taken nine years for 2007. Interest had been incurred over
the entire period unless a limtation was inplenented,
whi ch is what had been in place previously.

M. Rusch elaborated that under HB 247 J[oil tax credit

| egislation passed in 2016] the interest rate had
effectively doubled from 4 percent to 8 percent.
Addi tionally, t he t hr ee-year [imtation had been

i npl enented at the sane tinme, which Conoco had perceived as
an effort to create sone incentive to shorten the audit
timeframe. He furthered that HB 111 was contenplating
mai ntaining the high interest rate, but doing away w th any
incentive for DOR to shorten the audit tine. He reiterated
there was very little the taxpayer could do to inpact the
slow tineline. The conmpany saw applying a high interest
rate in that environnent as punitive.

4:40: 03 PM

M . Rusch addressed ot her concerns on slide 11

e Tax policy should be focused on the aggregate, not
i ndi vi dual tax payer information

0 Disclosure of individual tax return infornmation
may violate SEC, anti-trust, or other regul ations

0 Puts recipients at risk of violating federal |aw
o Confidentiality agreenents are difficult to

enforce —pr ovi si on provi des for br oad
di stribution
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 Pre-approval of | ease expenditures (NOLs) coul d
effectively require advance approval of production,
prices, and all expenses

o0 Could create significant bureaucracy

0 Results in wuncertainty / instability regarding
tax treatnment

o0 No legislative guidance regarding inplenentation

M. Rusch elaborated on slide 11. He clarified that in no
way was Conoco saying it did not want to provide the data
to the state. He detailed that the conpany provided a
significant anount of data to the state already. The
guestion for Conoco, was about who needed to see the data.
He furthered that DOR could provide the data on an
aggregate basis to the legislature. He addressed the second
portion of slide 11 related to the preapproval of |ease
expenditures. He pointed to a lack in clarity in the
drafting of the bill; the pending regulations left a great
anount of wuncertainty. He explained the bill required a
conpany to know in advance whether it would have an NQO,
which the conpany would not know. One option was that a
conpany would bring all expenses in for approval. Conpanies
would also have to try to make a determ nation based on
assunptions around production and price. He stated it was
problematic and would create significant bureaucracy and
uncertainty. He referred to references in earlier testinony
about m smanagenent. He reasoned that it alone would scare
conpani es because it would becone very subjective. For
exanple, he questioned who would decide if a delay was
m smanagenent or due to regulatory issues. He reiterated
that the discussion would scare people off if they were
maki ng significant investnents.

4:44: 50 PM

M. Rusch continued to address slide 11 and NOL changes. He
expl ai ned that Conoco had not yet incurred any NOLs to date
and barring a significant reduction in prices, it did not
anticipate being there. He stated that the NOL change was
very conplicated and added another |ayer of conplexity to
the tax, which he questioned the necessity of. He discussed
t hat in nost devel opments there were partners in
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investnents in Alaska, which would create sone issues. He
provi ded a summary on slide 12:

e CSHB11l1l represents a significant increase in the base
tax structure in an already high cost environnent -
noves Al aska in the wwong direction

e CSHB111l provisions regarding NOLs and individual tax
di scl osure requirenents Wil Create addi ti ona
barriers to doing business in Al aska

e SB21 is working —it has stinulated investnent
resulting in jobs, production, and increased State
revenue —let it continue to work

M. Jepsen elaborated that oil flowing in TAPS had
increased in 2016 for the first tinme in a long tine. He
detailed that significant discoveries had been announced by
Conoco and several other conpanies. Additionally, Conoco
had sanctioned and conpleted a nunber of developnents on
the North Slope over the last few years. He stressed that
i ncreasing taxes would increase the cost of doing business
in Alaska, which could result in less investnent, fewer
jobs, |ower production, and ultimately reduce revenue to
the state.

4:47:54 PM

Co-Chair Seaton stated that one of the things the
| egislature had tried to do the previous year in HB 247 was
limt the state's exposure on credits given. He believed
the concept had been nelded into the preapproval provision
in HB 111. He explained that the previous year the
| egi sl ature had been looking at allowing credits to accrue
if a conmpany was working on a devel opnent plan and getting
closer to production tax credit. He asked if the nethod
woul d work better for industry if the state was attenpting
tolimt its exposure for the cost of devel oping credits.

M. Jepsen responded that the scenario nentioned by Co-
Chair Seaton would not require any divestiture or
di scl osure of any cost data, price assunptions, or anything
else - which would not be as invasive as the provision in
HB 111 or as chilling to investnment. He continued it was up
for the legislature to decide whether it discouraged a
conpany from comng to Alaska to explore, buy |eases, or
other. He noted that at that point in tinme the conpany
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would not be in a developnent plan at that tinme. He
guestioned whether the conpany would be in the sane
conpetitive position as soneone else who mght be. A
potential downside to the scenario presented by Co-Chair
Seaton was - the state wanted new investors, but it was
i npl enenting another barrier relative to someone who may
al ready be in Al aska.

Co-Chair Seaton asked if the production tax credits were
exploration tax credits or were they building up a seismc
log that could be sold to soneone else never intending to
have something go into production. He explained the
| egi sl ature had been trying to determne a balance in terns
of what it was trying to incentivize. He requested witten
f eedback around the issue. He understood concerns about the
i ntrusi veness of an approval process, but the |egislature
was trying to address what it could afford and what it
wanted to incentivize at present. He spoke about credits
| eading to production versus nmerely activity.

M. Jepsen answered that by in large the activities
descri bed by Co-Chair Seaton probably did not inpact Conoco
significantly. He understood that the cashable tax credits
were a significant issue for the state at present. He also
understood the desire by the legislature to ensure the
state received the nost bang for its buck. He would follow
up at a later tinme if he had additional thoughts. He
t hought some later testifiers would have a better idea of
what it would nmean for their business because they were
actual ly doing that kind of business.

Representative GQGuttenberg spoke to the disclosure of tax
returns and concern by the industry. He was always
concerned that DOR could not answer a question due to
confidentiality. He detailed that nunbers were aggregated
and the departnent <could not separate them out. The
| egislature was trying to determine tax policy apart from
information from consultants and industry, the information
from the departnment was what the legislature had to go by.
He stated that nuch of the information was public and
avai lable in other jurisdictions around the world. He asked
if Conoco would be willing to nmake information the conpany
di scl osed in other locations public in Al aska.

4:53: 57 PM
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M. Jepsen replied that he was not aware of any location in
the world where Conoco's federal tax return was public
information. He believed tax policy should be based upon
results it provided. He stated it could be changed if the
results were not desirable. However, he believed trying to
craft tax policy around individual tax returns was bad
policy. He stated that it would not be possible to ever get
exactly the desired outcone. He thought successful tax

policy achieved the average of the goal - sone players
woul d do better and others would do worse. He relayed that
Conoco provided substanti al information to DOR He

continued that the departnment had tight control of the
information. He did not believe he could follow the
conpany's tax return and nake decisions based upon the
return. He did not believe the information would be
beneficial for Conoco or the commttee. He opined that DOR
was doing a pretty good job conveying to the legislature
and the public what the tax policy was doing for the state.
If the desired results were not being achieved it was the
| egislature's purview to change the tax | aw.

Representative GQuttenberg believed the confidentiality
posed a problem as the previous day M. Al per [Drector,
Tax Division, Departnent of Revenue] had not been able to
respond to two of his questions. He did not know what
Conoco's board of directors would do if it had to consider
investnment policies in places where they did not have
information. He knew that when |ooking at one set of
nunbers or one audit it would not be possible to understand
due to conplexity. He did not wunderstand the industry's
opposition to providing the legislature with access to
information. He noted the information nmay not be relevant
and may not be decipherable. However, he opined that to
under stand how sonething was working in sone scenarios but
not others was a disservice to everyone.

Vice-Chair Gara appreciated the conpany's presence in
Al aska and its commtnent to projects. He referred to slide
5 titled "Significant Investnent Conpetition.”" He asked
whi ch states the Bakken shale play was | ocated in.

M. Jepsen answered North Dakota and Mont ana.

Vice-Chair Gara asked if the conpany was still investing in
those locations. M. Jepsen answered in the affirmative.
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Vice-Chair Gara clarified his interest was "not to tax
conpanies into subm ssion so that you're bleeding red."” He
continued that sonme individuals wanted a 10 to 15 percent
gross tax at all prices, but it would put oil conpanies
under water at $40 to $50 per barrel. He stated that North
Dakota had a 10 percent gross tax at all prices - it
increased to 11 percent around $80 per barrel. He asked if
his representation of the North Dakota tax was fair.

M. Jepsen believed the existing price point [in North
Dakota] moved from 10 to 10.5 percent.

Vice-Chair Gara surmised the tax was much higher than
Al aska's 4 percent gross m nimumtax.

M. Jepsen answered by returning to slide 6. He stated it
was not about what a particular tax was, but what the total
government take |ooked like. In Alaska, a significant share
of the net revenue went to the state at any given price
point. He explained it was not about whether North Dakota
was getting nore than in Alaska; it was about the total
cost. He wunderstood the dilemma facing the legislature
related to what the tax rate should be - whether it was
reasonable and nmet the state's tax and revenue needs. He
expl ai ned that the cost of supply was already very high and
conpanies were struggling to conpete. If the |legislature
did anything to increase the cost, the conpany would fal
out of the gane. He underscored that total cost mattered.

Vice-Chair Gara noted that in North Dakota the royalties
paid by conpanies were largely to private |andowners -
instead of bidding on a lease like in Alaska, conpanies
paid an acreage cost there. He relayed it had been
explained to the commttee that Al aska was cost-chal |l enged.
He noted that one thing that Conoco did that other
conpanies did not do - because of SEC rules, Conoco
reported its Alaska and regional profits. He expounded that
in Conoco's fourth quarter of 2015 it had nade $110 million
in adjusted earnings in Alaska, lost $101 nillion in
Canada, lost $219 million in the Lower 48, made |ess noney
in all of Europe and North Africa conbined, and had | ost
nmoney in all other international areas. The only areas the
conpany had made nore noney than in Al aska was in the Asia
Pacific and Mddle East regions conbined. He asked if he
should infer from those nunbers that Alaska was really a
terrible place to do business.
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5:01:17 PM

M. Jepsen answered that unfortunately SEC-type accounting
did not necessarily give an adequate picture of where a
conpany was in terns of generating cash flow There were
numer ous things that went into SEC accounting that were not
representative of "what we would all look at in our
checkbook.” Utimtely, the conpany actually had nore
positive cash flow in the Lower 48 pre-tax than in Al aska.
He deferred to his colleague to provide an additional slide
in response to Vice-Chair Gara's question.

M. Rusch informed the conmttee that the conpany's annua
report was currently available. The slide would address
full -year data. He pointed out that due to the conpany's
size it reported its Alaska results separately. The annua
report showed specific cost data for Alaska relative to
other parts of the world. He stressed that the cost
structure in Alaska was significantly higher than el sewhere
in the world. He referred to its renote | ocations and noted
that everything was nore expensive everywhere in Al aska.
For exanple, an all-in cost for Al aska was about $43 [per
barrel] including transportation, tax, developnment cost,
and production cost. Wereas, the total cost was around $20
in the Lower 48.

M. Rusch addressed a suppl enental slide 1 titled
"“ConocoPhillips Earnings and Estimated Cash Flow ($
MIllion)." The slide included a table titled "2016 Cash
Flow Estimate."” The slide used an SEC-type net incone based
on U S. GAP [General Accounting Principles] guidelines. For
the year Al aska had generated positive adjusted earnings of
$233 mllion and the Lower 48 had a loss of alnmost $1.9
billion. He underscored the inportance of cash flow The
table adjusted for two itenms including inconme taxes and
depletion and depreciation. The table added incone taxes
back in to denonstrate that the conmpany was corporately in
a loss position. The conpany was not receiving a refund for
the tax benefit. He stated that the data made Lower 48 | ook
even worse because of the receipt of a significant federa
tax benefit. After the inclusion of incone taxes Al aska
pre-tax earnings were $216 nmillion and the Lower 48 showed
a loss of alnost $3 billion. The large adjustnent was
depletion and depreciation, which was a way to anortize
previous capital and fixed assets over the period of
production. He detailed that a units of production was
calculated and a depletion and depreciation rate was
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assigned to each barrel produced. The nunber for the Lower
48 was significantly higher than the rate for Al aska. There
were a nunber of factors driving the different rates,
including the significant capital investnent made in the
Lower 48 over the preceding four to five years. Mich of the
i nvest nment had been to set up infrastructure (i.e
pi pelines and other fixed assets) for future production.

M. Rusch continued to address the supplenental slide 1. He
relayed that the reserve base in the Lower 48 was nmnuch
smaller relative to the capital size. Units of production
were calculated based on the booked proved reserves. He
furthered that the Lower 48 developnents were fairly new
and they were only able to book a small percentage of the
production expected out of the wells - additional reserve-
adds would be seen over tinme. Wien the non-cash item was
added back the estimated cash flow before investing was
about $1.1 billion for Alaska versus $1.3 billion for the
Lower 48. Once the capital expenditures (cap-ex) were
factored in the estimated pre-tax cash flow for Al aska was
$200 mllion and $9 million for the Lower 48. He explained
that the results were not stellar. He specified that the
conpany had $12 billion to $13 billion invested in Al aska.
When | ooking at the conpanies Lower 48 business only about
40 percent of its production was oil - the remainder was
natural gas liquids and gas. He noted that the gas price in
the Lower 48 had been approximately $13. He referred to the
future investnents Conoco was nmaking in the Lower 48 and
explained that it was investing in oil, not gas. He shared
that the conpany had recently announced it was di sposing or
marketing a significant portion of its gas assets in the
Lower 48. The slide represented a conbination of oil and
gas; however, future investnments were veering towards oil,
whi ch woul d be much nore profitable.

5:10: 25 PM

Co-Chair Seaton wondered if there was an effect of being
able to wite off 100 percent of cap-ex in the year it
accrued versus having to do a depreciation schedule. He
asked if it showed up in the slide.

M. Rusch responded that the information presented in the
table [supplenental slide 1] was purely on a financial
basis. There was no accelerated depreciation or anything
else. He clarified that all of the fixed assets were
anortized on units of production; it was very different
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than what was wtnessed in tax depreciation or other
depreci ati on purposes.

Co-Chair Foster recognized Senator Peter Mcciche in the
audi ence.

5:11:49 PM

Vice-Chair Gara enphasized that the gross tax rate in
Montana of 10 percent was 250 percent higher than the tax
in Alaska. He reiterated his earlier statenent about | osses
Conoco had experienced outside of Al aska in 2015. He stated
that in alnost every year going back to 2010 Al aska was
either the nost profitable or the l|ocation where the
conpany had lost the least or close to the |east anmount of
noney. He was glad to know the conpany was profitable and
was doing better in Alaska than in nost other places.
However, he believed it indicated Al aska was a decent place
to invest. He added that even under ACES Al aska ranked
first of second for Conoco; the Mddl e East and Europe were
the places where it tended to do better.

M. Jepsen reiterated that the items shown on the slide
were not cash results, reflections of where the conpany was
investing its noney, or of the Ilower cost of supply
opportunities the conpany could invest in. The conpany had
about 7 billion barrels of resource to invest in below $35
per barrel cost of supply, which was where Conoco was
currently putting its noney. The conpany had historical
investnments that were putting it in the negative net incone
category due to the drop in oil price. He underscored that
the data did not represent cash flow nunbers. He expl ai ned
that Wall Street |liked to evaluate conpanies on net incone
because it tended to snoboth out investnents over tine
rather than presenting a "saw tooth" profile. Many
investors believed the net inconme nethod should be done
away with and only cash flow should be used because it was
what determ ned what a conpany was actually earning. The
conpany was not putting its noney in gas fields or in
pl aces that would continue to drive its earnings negative;
it would put the investnment in different places. He
continued that Conoco had invested quite a bit in sonme of
t he unconventional basins and it would not begin to dril
nore wells. He concluded that it was not possible to take
from the nunbers presented on the slide that Al aska had a
big advantage over the places Conoco was |ooking at
i nvesting at present.
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5:15: 07 PM

Representative Kawasaki asked about the key netrics
included in the calculation of production cost per barrel
M. Rusch responded that the nunber was all inclusive and
repr esent ed producti on t ax, t axes on net i ncone,
transportation, and the devel opnent cost where Conoco had
taken its capital on a per barrel basis. The goal on the
slide was to show all spend in the current year divided by
barrels.

Representati ve Kawasaki asked for verification that the
cal culation included capital expenses for the year, which
had been high in 2016.

M. Rusch responded that when he had referenced a $43 [per
barrel cost for Alaska] it reflected an all-in nunmber. He
referenced the $16.12 cost per barrel for Al aska versus the
$11.06 cost per barrel in the Lower 48 [at the bottom of
the supplenental slide 1] and explained that it was purely
a production cost nunber (primarily lifting costs and ot her
rel ated expenses).

Representative Kawasaki asked for clarification that the
nunber did or did not include capital and transportation
costs. M. Rusch responded that it did not include those
i tens.

5:17: 09 PM

Representative Kawasaki referred to slide 6 of the
presentation. He asked about the definition of the cost in
supply. He wondered if the cost of supply included capita
expenses paid in the vyear, transportation costs, and
lifting costs.

MR. Jepsen answered that the cost of supply was the
breakeven price required to get a 10 percent rate of return
on an after tax basis. It included all elenments - severance
tax, royalty, and transportation; it was an all-in netric.

Represent ati ve Kawasaki asked if capital was al so included.
M. Jepsen responded that capital was included.

Representative Pruitt returned to the discussion about
required information the |legislature was asking conpanies
to provide. He quoted from slide 11 of the presentation
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that disclosure of individual "tax return information may
violate SEC, anti-trust, or other regulations.” He provided
a scenario where state law potentially conflicted wth
federal |aw and asked whi ch Conoco woul d chose.

M. Jepsen replied that he hoped there would not be a

situation where the scenario would occur - presumably the
| egislature would ensure its regulations aligned wth
f eder al I aw. He relayed that generally federal | aw

superseded state | aw

Representative Pruitt asked whether the state would open
itself up to litigation from Conoco's investors if it tried
to force the conpany to provide certain infornmation that
could violate federal |aw.

M. Jepsen replied that he was not an attorney and could
not definitively answer the question. The conpany was not
pl anning on being in an NOL situation; therefore, it would
not be planning on <comng to the state wth the
information. From a generic standpoint he believed it was
very problematic and the issue raised by Representative
Pruitt was legitimate.

5:20: 21 PM

Co-Chair Seaton asked to return to the previous slide
[ suppl emental slide 1]. He referred to a realized oil price
in Alaska of $41.93 and production cost in Al aska of
$16.12. He stated it turned out to be $26.00. The realized
oil price in the Lower 48 was $37.49 with a production cost
of $11.06, which equal ed $26.50. He asked for verification
that the Conpany's margin in Al aska conpared to the Lower
48 was essentially equal.

M. Rusch clarified that the $41.93 and $16.12 figures did
not include transportation. It was necessary to also factor
in transportation costs of approximtely $10 per barrel for
Al aska; transportation cost for the Lower 48 barrel was
m ni mal

Co-Chair Seaton asked if the presenters had any other
slides that showed Al aska costs or production volunes that
woul d give a nore definitive picture of what Al aska | ooked
i ke from Conoco' s perspective.
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M. Jepsen responded that they did not have any additiona
information on hand. He noted that the annual report had
been published and was the source for the information shown
on the slides.

Co-Chair Seaton asked for verification that the price and
cost information were from the annual report. M. Jepsen
answered in the affirmative. He added that the figures did
not include capital or transportation on production costs.
G ven that much of the conpany's production in the Lower 48
represented low margin investnments (i.e. natural gas), the
conpany wanted to invest in other |ocations where margins
wer e hi gher.

Co-Chair Seaton remarked that his calculations still showed
about the same nmargins [between Al aska and the Lower 48].
He stated that a |ook had been taken at the fields wth
gross value reduction (GVR), which had an entirely
different margin, cost expenditure, and yield to the state.
One of the problens nmay be wth nelding GV/R field costs
with non-GVR fields. He asked if it would be problematic to
have costs associated with GVR fields only offsetting costs
or profits from GVR fields. He wondered if it would be
problematic to ring fence the two things separately since
there was such a large differential with 20 percent GVR in
the fields.

M. Jepsen responded that anytime ring fencing was applied
it created problens including different classes of assets.
Additionally, it made it nore difficult to evaluate how to
invest as a function of a conpany's overall portfolio. He
stated that ring fencing had been tal ked about a nunber of
times related to heavy oil and GVRs. Philosophically he
believed it would put the state in a bad place - it did not
necessarily incentivize the right behavior as it was
inportant to have people investing in the best projects. He
believed the current system (without ring fencing) lead to
a nore reasonable developnent scenario where conpanies
invested in the best projects and the best outcone from
i nvest ment s.

5:24:59 PM

Vice-Chair Gara referred to the realized oil price at the
bottom of the supplenental slide 1. He wondered if it
represented the average Al aska oil price in 2016. M. Rusch
responded in the affirmative.
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Vice-Chair Gara continued to address the slide referred to
the $233 million in profit for the conmpany in Al aska. He
noted that in general terns for oil conpanies $233 mllion
was not a substantial profit. He asked if the conpany's
breakeven price in Al aska was at oil prices in the $30s per
barrel or |ower.

M. Jepsen could not comment on what the Al aska breakeven
price may be; it was not publicly disclosed information.

Vice-Chair Gara surm sed the breakeven was sonewhere bel ow
$41. 93.

Co-Chair Seaton interjected that the questions were not
answer abl e.

5:26:37 PM
AT EASE

5:27:36 PM
RECONVENED

BENJAM N JOHNSON, PRESI DENT, BLUECREST ENERGY I1, LP (via
tel econference), provided a PowerPoint presentation titled
"House Finance Conmittee - CS for HB111l, J. Benjamn
Johnson Testinony" dated March 22, 2017 (copy on file). He
read froma prepared statenent:

Good afternoon Co-Chairs Foster and Seaton, and
menbers of the Conmttee. For the record, ny nanme is
J. Benjamin Johnson. | am the president and CEO of
Bl ueCrest Energy Inc. Thank you for the opportunity to
speak concerning this very inportant matter

M. Johnson commented that he was the first of the smaller
producers and also the only producer testifying from the
Cook Inlet. He continued to address prepared remarks:

First, I want to echo what we’ ve heard today from Kara
Moriarty and other nmenbers of the industry. In
particular, 1 want to enphasize the inportance to

Al askans of fostering an environnment that helps get
Al aska’s vast resources devel oped and brings value to
its residents.
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Just last year we heard nmany voices claimng that
Alaska’s oil industry was dying. The conventional
wi sdomsaid that it was tine to “nove on” beyond oil.
But now we know that was wong! In fact, the positive
changes to the state’s tax system over past years has
attracted the capital and new conpanies so that the
natural decline of TAPS has been stemmed - at | east
for now — and the state has laid the foundation for
decades of continued production.

And of course, we’'ve all heard about three gargantuan
oil finds that have been announced on the North Sl ope.
But that’'s just what has been announced! Wo knows
what else my be comng as result of nor e
exploration!? These huge new fields will take time and
a lot of noney to reach production. But if these new
finds can be devel oped, they are poised to usher in a
new era of productivity and long term wealth for
Al aska.

5:31: 00 PM

M.
remar ks:

5:

32:

Johnson noved to slide 2 and 3 and continued prepared

In the Cook Inlet, we have also seen a re-birth of old
fields, doubling the total Cook Inlet production of
oil and ending the gas supply crisis.

Right now, BlueCrest is developing a substantial new
field in the Cook Inlet. The Cosnopolitan Unit is
poised to beconme the largest oil producing field in
the Cook Inlet and has the potential to provide enough
natural gas to supply the Southcentral utilities for
many years to cone. Because of the location, Cook
Inlet fields can be devel oped much nore quickly than
those on the Slope. Yes, the size is smaller than sone
of the largest North Slope fields, but so are the
costs and tinme to bring online. For exanple, we built
and turned on our initial onshore production facility
in Anchor Point in a little nore than a year.

16 PM

M.
remar ks:

Johnson advanced to slide 4 and provided prepared
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And now, we have conpleted and started-up the nost
power f ul Extended Reach Drilling rig in Al aska,
specifically designed for this project. A couple of
weeks ago, we successfully finished drilling the
| ongest-reach well ever in the Cook Inlet, resulting
in thousands of feet of net pay for new oi

production. And yesterday, we began drilling the next
well that will include two |ong horizontal production
zones. We have the potential to drill up to 20 of
these large new wells, likely nore than doubling or
even tripling the current Cook Inlet oil production

Wiile we are drilling, we create between 200 and 300

jobs, and they are alnost all filled by Al askans.

W know the oil is there; it'’s just a matter of
spending the noney to inplenent the technology to get
it out.

5:33:13 PM

M. Johnson noved to slide 5 and read prepared remarks:

Now let nme tell you a little bit about BlueCrest’s
story. Mst of you know that, although our corporate

headquarters are in Texas, | am from Alaska. MW
parents lived in Anchor Point and Honer in the '40’'s
and ‘50's before | was even born, and | grew up in
Kenai. | worked ny way through college on the Cook

Inlet Platfornms and then for ARCO as an engi heer on
some of the early Prudhoe and Kuparuk projects. |
|ater earned ny master’'s degree from UAA with ny
thesis witten on “Wat to do with the North Slope
gas?” Wien BlueCrest’s <current nmanagers initially
formed Bl ueCrest about 7 years ago, | personally hoped
we’'d be able to come back to Alaska and bring new
value to this land. But, in our role as managers of
assets for global private investors, we have to do our
best to ensure that their investnments receive the
hi ghest returns possible.

5:34:19 PM

M. Johnson discussed slide 6 and read from prepared
remar ks:

W’'ve heard this thene earlier today - and | can
personally testify that it's a fact. The oil business
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is largely a nmatter of conpetition for investnent
dollars. Large oil and gas investors |ook all over the
world, and the investnent noney wll naturally go
wherever they believe it can generate the highest
return. Qur investors have the opportunity to invest
their noney in many |ocations around the world, and we
have to offer a better deal to get them to invest in
Al aska.

Long before we nade the decision to cone here, the
Bl ueCrest managenent team | ooked all over the US for
i nvestment opportunities that would allow us to find
and develop new oil and gas. W certainly expected
that Alaska had the resources in the ground, but
Al aska’s costs and admnistrative processes sinmply
made it non-conpetitive with fields in the Perm an,
@ulf Coast, or North Dakota basins. Investnents in
Al aska are daunting: it costs roughly three to five
times as nuch to drill a well or build production
facilities in Alaska as it does anywhere else in the
u. S.

5:35:32 PM

M.

Johnson npbved to slide 7 and continued to read from

prepared renarKks:

W weren’t even considering investing in Al aska until
2009 when we net sonme representatives from the State
of Alaska who had a booth at the North Anerican
Petrol eum Exposition. They were enthusiastically
urging new conpanies to cone north to develop the
state’s resources. State officials handed out a book
ironically called “Dispelling the Al aska Fear Factor”
and provided information sheets describing the
incentives the state was providing for new explorers
and developers to cone to Alaska. The state was
remarkably offering to rebate a portion of wupfront
investnments made by oil conpanies in order to help
nmake the Alaska investnents nore conpetitive wth
investnments in the Lower 48, and the state has offered
a consistent schedule up until last year for reviewng
and paying those credits on tinme. The tax credits were
meant to tip the balance in favor of Alaska. The
bottomline is that BlueCrest chose to invest hundreds
of mllions of dollars in Alaska (instead of investing
el sewhere) because the incentives offered by the State
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were believed to be enough to offset the cost
di fferences between Al aska and the Lower-48.

Let me be very clear. W would not be here — and we
woul d not be devel opi ng Cosnopolitan that can provide
hundreds of mllions of dollars to the State over tine
— but for our initial belief in the good faith of the
State of Alaska to follow through on its promses to
us.

Wen we first |ooked at developing the Cosnopolitan
project a few years ago, we very carefully nade sure
that we would have the investnent funds necessary to
get us to conpletion. W believed that the State woul d
follow through with its highly-pronoted tax credit
program that actually paid cash rebates to snal
conpanies for their investnents in the state. G anted,
t hat was a one- of - a- ki nd opportunity. But
nevertheless, it was what the State clearly announced
it would do.

So before we ever started, we nmade sure that we would
have enough investnment noney available to get us to
the point where we could finally be cash-fl ow positive
and begin paying back the investors. And, of course
as conmmitted to us by the state’'s representatives,
that plan was based on the belief that a portion of
the total investnents would be covered by the state
tax credits.

5:37:57 PM

M. Johnson noved to slide 8 and continued to read from
prepared remarKks:

And we did it. As of today, we have successfully
proved up the large oil and gas resources in the
Cosnopolitan Unit. W have conpleted a |large new
production facility (on-tinme and under-budget), and we
have built and started-up the nost powerful drilling
rig in the state. W have just finished drilling a
record-length well that could be the first of many
future wells with decades of production. And that new
production will likely generate nore than $750 mllion
dollars in royalties alone for the state.

5:38: 33 PM
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M.

Johnson noved to slide 9 and 10 and continued to read

from prepared remarks:

To date, BlueCrest has invested over $300 nmillion, and
we have received about $26 mllion in tax credits. And
every penny of those credits has been re-invested in
the field devel opnent.

But here’s the rub. BlueCrest has done its part and
invested everything we said we would, but the State
has failed to live up to its original comitnents to
pay the tax credits that have been earned to date. W
fulfilled our commtments to invest hundreds of
mllions of dollars in hard cash for devel opnent of
the Cosnopolitan resources. But the State has so far
failed to pay its share of the tax credits, and that
has left a large hole in our plans for funding the
continuation of the field devel opnent.

5:39:29 PM

M.

Johnson noved to slide 11 and continued to read from

prepared renmarKks:

But if the remaining tax credits are not paid, the
results to the state are tangible: Wthout receipt of
the rest of the tax credits as originally prom sed, we
could be forced to slow or stop drilling the new oil
wel l's that would unquestionably provide large returns
to the state, resulting in a loss of hundreds of jobs
for Alaskans. Surely it goes wthout saying, but if
the wells aren't drilled, Alaskans get nothing.
Al aska’s residents |ose jobs. Alaska vendors |ose
busi ness opportunities. And the state and |oca
governnents | ose revenue.

A conpetitive production tax system with incentives
for new devel opnent is absolutely not a give-a-way. As
a major |and-owner, Alaska benefits from every barre

that is produced on its lands, and | contend that you
shoul d be | ooki ng at this as an i nvest nent
opportunity. Alaska stands to generate trenmendous
future revenues from a dynamc and successful oi

industry. The nore you can do to stimulate new
devel opment and enhanced production from existing
fields, the nore Alaska s residents wll benefit.
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Renenber, the state gets zero value if that oil is
never found or stays in the ground.

5:40: 41 PM

M.

Johnson nmoved to slide 12 and continued to read from

prepared renmarKks:

HB111 is a great exanple of a terribly msguided and
shortsighted attack on the goose that |ays Alaska's
gol den eggs. Do you really think you can dramatically
alter the tax structure for short term gain or create

incredible admnistrative burdens and still get the
sanme production value in the future? 1’ve Dbeen
involved in the US oil industry for over 40 years now.

|’ ve engineered and nanaged oil and gas devel opnents
all over the country, and | can tell you that passing
HB111 will deprive Al aska of future devel opnents and
will result in less future state revenues and fewer
Al askan jobs. In the interest of tinme, | wll only
address a couple of the specifics in the bill, but I
do agree with the testinony of AOGA and the other
conpani es we’ve heard today.

|’ve got to tell you that the pre-approval provision
in section 26 has got to be the npbst egregious waste
of governnent and industry resources |’ve ever seen in
my career. First of all, it's not even possible to
conduct oilfield operations if we have to stop and
wait for every expenditure to be approved in advance.
W can’'t even always do that internally, because we
deal in a business that is fraught with uncertainties,
and we often have to react quickly. W have to
aut horize our line-|evel managers to make many
spending decisions on the spot, and there would
absolutely be no tinme for an external review Wen we
encounter sonething while drilling or operating wells
and facilities, we have to handle it imediately.
Secondly, no matter how you look at it, any noney
spent by industry costs industry far nore than any tax
deduction or credit. So no prudent oil conpany wants
to spend one nore dollar than is necessary. And keep
in mind that under the current existing process, every
expenditure is actually reviewed by the DOR after the
fact. No deductions or credits are allowed if they are
not in conpliance with current regulations. So this
proposed pre-approval process would provide zero added
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value to the State, it would require a huge increase
in State staff, and it would delay projects. It is a
| ose-1 ose proposition.

5:43: 28 PM

M. Johnson noved to slide 13 and 14 and continued to read
from prepared remarKks:

Paranount to BlueCrest and other snmaller conpanies in
the state is paynment of the tax credits that have
already been earned and are now owed. W now
understand that you may decide to change or even
elimnate the tax credit incentives going forward -
but please at |east honor the state’s commitnents for
t he amounts that have al ready been earned.

So to wap up, |I'd like to re-enphasize the future
pot enti al wealth this state can have if t he
conpetitive economc environnent is done right. Al aska
is a land of trenmendous undevel oped potential. | urge
you to encourage growmh to realize the state’s true
potential. Let’s all work together to w sely devel op
and grow Al aska’s | ong term val ue

5:44: 37 PM

Vice-Chair Gara appreciated M. Johnson's presentation. He
understood M. Johnson knew about the state's $3 billion
deficit, that there was no tax on oil in Cook Inlet, and
that the state owed close to $1 billion in tax credits. He

asked him what the state should do in terns of paying the
tax credits.

M. Johnson offered that the state should do sonething to
pay the tax credits even if only a portion was paid. He
stated it was not so inportant that the conpany receive
everything it was owed imediately, but whatever it could
get was better than nothing. Additionally, he noted that
Alaska had noney in savings; however, he recomended
agai nst spending the noney if it would be |ost and gone. He
advised it was a very careful decision to nake in terns of
how to invest. He continued that the state was investing in
the future through its tax program He believed it was key
to ensure the future was positive.
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Representative WIson wondered if certain projects were
halted if tax credits were not paid.

M. Johnson responded that BlueCrest had enough noney from
its investors to finish the first well and alnost finish
the second well. He detailed that if the conpany had all of
the credits it was owed by the end of the current year -
roughly another $100 million - it would have the ability to
continue drilling. He elaborated that there were 20 wells
the conpany could drill - it could be drilling wells for
years. However, if BlueCrest did not receive any paynent
for its credits the board would |ikely have to borrow nore
noney to enable conpletion of the second well. After that
point, the board had not approved continued drilling. He
explained it would be necessary to determne alternative
ways to finance the future. He concluded that the oil was
there and the conpany had a great team he would hate to
have to shut down operati ons.

Representative WIson asked if M. Johnson neant that the
conpany would be forced to lay people off or to stop
advanci ng constructi on.

M. Johnson clarified that BlueCrest was not talking about
laying off its production people, but it may need to
tenporarily shut down the drilling program at sone point in
the future. He specified that if drilling was shut down,
the individuals currently working in that area would not
have a job for a while.

Co- Chair Foster thanked M. Johnson for his presentation.
He indicated that the committee would take a 10 mnute
br eak.

5:49: 22 PM
AT EASE

6: 04: 26 PM
RECONVENED

PAT GALVIN, CHI EF COWERCI AL OFFI CER and GENERAL COUNSEL,
GREAT BEAR PETROLEUM noted that he was the first North
Sl ope exploration conmpany to testify on the bill and to
provi de perspective on the playing field and the bal ance of
tax inpacts on incunbents versus new conpani es. He provided
a PowerPoint presentation titled "House Finance HB 111"
dated March 22, 2017 (copy on file). He intended to

House Fi nance Conmmittee 75 03/22/17 1:35 P. M



di stingui sh between conpanies with current production that
were able to offset their expenditures against their
revenue versus new conpanies wthout revenue that were
incurring losses until production began. He addressed slide
2 and relayed that the bill did not work for new conpani es.
He detailed it abandoned the |ong standing state interest
of encouragi ng new conpanies to invest in the North Slope

The bill reduced the incentive for investnment and tilted
the playing field and disproportionately treated the new
conpanies poorly in relation to the sane investnent that
may be made by an incunbent conpany. The bill also treated
new conpanies very differently and negatively in relation
to i ncunbents.

M. @Glvin began by addressing the investnent aspect. He
intended to speak to how investnment made by an incunmbent
was treated under the current tax system and how it was
treated for a new conpany. He addressed a situation where

an incunmbent nmade a discovery and had to invest $1 billion
to mke the new project wrk (slide 3). Fol | owi ng
investnment, the conpany could inmmediately deduct the
expenditure from its revenue. The deduction neant the
conpany would save $350 mllion on its tax bill (35

percent). He clarified that the 35 percent was not the
conpany's effective tax rate. He detailed that because SB
21 was different than its predecessor, the inpact of
investnment was different. He specified that because the per
barrel credit came after the tax cal cul ation, the anmount of
investment an incunmbent nade received a 35 percent
reduction in its tax bill.

M. @Glvin spoke to slide 4 and explained that under the
status quo a new conpany that nade a $1 billion investnent
in a project would generate a $1 billion loss. The 35
percent NOL credit was intended to provide the conpany with
an equivalent economc value to the savings the incunbent
received. Under the status quo, they did not receive the
same econom ¢ val ue because the new entrant was not able to
i mredi ately recover a savings. The conpany generated a tax

credit certificate and received $35 mllion per year in
paynents from the state (under current I aw) unti |
production began. If the conpany decided to take a

significant reduction in the value of its certificate, it
could receive a total of $61 million. Once the conpany
began production it would begin to use the certificates
against its tax bill. He explained that the new conpany's
cost of capital was fairly significant and it was a risky
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business to be in. He furthered that people expected to
receive a decent return on their investnent and the conpany
was mssing out on its ability to use $350 mllion for
years to cone. He noted that the anmount al so be di m nished
in value significantly - in five years' tine the value may
be worth only 60 percent of its original anpount.

6:10: 51 PM

M. Glvin turned to slide 5 and explained that under the
current version of HB 111 the new conpany was only able to
take half of the investnent as a |loss. He detailed that in
the exanple he had provided the $1 billion investnent
becane a $500 million carry forward |oss. Wen a conpany
eventually had production, revenue was deducted from its
eventual tax obligation and would end up with a conbi ned
aggregate of $175 mllion value. Wth the uplift currently
in the bill, the $175 mllion value was preserved to sone
extent. Under the proposed bill, an incunbent naking an
investment would imediately receive a $350 nillion val ue,
while a new conmpany naking the same investnent would get a
$175 mllion val ue.

M. Galvin noved to slides 6 and 7 and addressed a scenario
where an incunbent and new conpany are 50/50 partners on a
$2 billion project, with each investing $1 billion. The
i ncunbent conpany had to spend $650 nmillion for its half,
whereas the new conpany had to spend $825 nmillion for its
hal f. He observed that clearly the scenario was unfair. He
continued that the new conpany would feel disadvantaged in
the system He remarked that the message would be that the
state would prefer incunbents spend on projects rather than
new conpani es. Second, the commercial reality was that the
di sparate econom c value for partners was a problem because
the partners would not reach an agreenent on how to
proceed. The partners would be fighting and negotiating on
how to deal with the disparate treatnent. He concluded it
woul d either slow down or doom projects that nay otherw se
go forward if conpanies were being treated equally.

M. @Glvin sited a third observation about the partnership
scenario. There would nost likely be arbitrage between the
i ncunbent versus the new conpany related to the project's
value. He explained that wunder the situation a conpany
woul d see the scenario as an advantage and would offer to
buy out the other conpany. The incunbents would be
economcally incentivized to buy out their partner because
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they could nmake an imrediate uplift in value by buying out
the partner for a designated anobunt. He explained that the
i ncunbent would receive an immediate wite off. He had
heard concern from a nunber of |egislators and others that
the NOLs were unaffordable for the state - the conpanies
woul d not be paying taxes for years after the project went
into production. He agreed that it nmay be true dependi ng on
the economcs of the project, but eventually once the
conpany was able to recover its cost, it would begin to pay
taxes on profits. He explained if the incunbent was
incentivized to buy out the new conpany, it would receive
an imediate tax break and the state would see the
imrediate reduction in tax receipts. He reiterated the
reasons the inpact was detrinental to the state in many
ways.

6: 16: 31 PM

M. @Glvin spoke to the <changes provided in HB 111
regarding the small producer credit (slide 9). He noted
there had been significant talk about hardening the [tax]
floor], but one of the things that had not been discussed
was the substantial change it made in the way the state
addressed small producers trying to get up to speed on
production. He explained that the state had set in place an
opportunity for conpanies who qualified as a snmall producer
to receive a non-transferrable credit that did not carry
forward and was only available to reduce taxes in a single
year. He continued that it provided a cushion for conpanies
operating on the margin to bring on new production. He
explained that in the aggregate it did not have a big
inmpact on the state's bottom line; it was also w nding
down. The ability to becone eligible for the small producer
credit had expired the previous year. The credit had a 10-
year |ife and nost of those qualifying had becone eligible
early in the 10-year period and were currently near the end
of their eligibility period. He expounded that nany
conpanies had invested and becone producers wth the
expectation the credit would be available to them as they
go forward. He underscored that the elimnation of the
ability for a conpany to use the credit against the m ninmm
tax meant essentially elimnating the value of the credit.
He noted that swanping the economcs for many snall
conpanies was not in the state's interest.

6:18:42 PM
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M. Gavin scrolled to slide 10. He remarked that a couple
of bill sections dealt with preapproval of expenditures by
DNR. He pointed out that the provisions only applied to
t hose costs that were expected to become NCOLs, neaning that
only new conpanies would get "this kind of scrutiny" of
their investnent decisions. He added there was no
information on what that scrutiny would be. He explained
that the provisions did not cone across as treating
conpanies on an equal basis. Simlarly, transparency
sections in the bill only dealt with NOL credits. He stated
that as effective in the particular bill it was "really
kind of a nothing" because it only applied to credits going
away at the sane tine the transparency would becone
effective. However, if the provision was noved over to
follow the NOL carry forward it would nean transparency
woul d be required only for new conpani es. He observed there
was not nuch conversation about the credits taken against
production taxes, but there was nuch conversation about
credits paid out in cash paynents. He stated it was
strictly a function of the way the budget worked

therefore, the public focused on the cash credit paynents
as the problem He reasoned that if the state ended up with
a transparency that only exposed new conpanies, it was what
the public policy would tinker around wth, which was
unfair and was not in the state's long-term interest. He
encouraged treating new conpani es equivalent to incunbents
and encouragi ng new conpanies to invest in Al aska.

6:22:40 PM

M. Gavin spoke to what he understood to be the original
intent of the bill. He believed the intent had been to dea
with the cash credits particularly with the potential for
new devel opnent projects comng down the line. He addressed

slide 12 titled "End Cash Repurchase - Pay Qutstanding
Certificates: A Bill Explorers and New Producers Could
Support.” He believed there seenmed to be a potential
opportunity for a workable bill: a bill that would

elimnate NOL credits and associated cash paynents. He
noted the dry hole scenario had caused confusion, but he
believed it nmade sense. He detailed the idea was if a
conpany cane into the state, drilled a couple of wells, was
unsuccessful, and exited the state, it should have the sane
econom c value of its investnent as if it was eventually
achi eving sone production. He believed there should be sone
equi val ence to the conpany's investnent value versus what
an incunbent or a new conpany going to production would be.
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He believed that as originally proposed the new conpany
woul d have to drill its wells and if it was unsuccessful it
would be responsible for paying vendors and giving up
| eases and then it would be treated fairly along with other
conpanies by receiving a check for its risk. He remarked
that no one would testify the current provision was good
for them because none of them planned to be |eaving the
state. He underscored that from the state's perspective it
made sense to try to attract new conpani es.

M. Gavin reasoned that if the credits and cash paynents
associated with NOLs were elimnated, it wuld end the
"cash bleed" the state was concerned about. There would no
| onger be an issue of the state having to pay cash paynents
as conpani es noved towards devel oprent of new projects and
the loss of value from the status quo would be relatively
smal |l given that current tax credits were not paid out very
qui ckly; the investnment from small conpanies would not be
sl owed down, there would be an equival ence. He continued to
address a bill explorers and new producers could support
(slide 12):

 Allow 100 percent carry-forward, and annual uplift,
for net operating | osses
o Treats New Conpanies in a manner equivalent to
| ncunbent s

e Conmmit to repay all outstanding cashable tax credit
certificates within two years
o End the current repaynent wuncertainty that 1is
threatening the survival of many new conpanies to
Al aska

e Elimnate remai ning HB111( RES) secti ons

M. GGavin elaborated on the itens listed on slide 12.
Allowing 100 percent carry forward to maintain equival ence
with incunbents. The annual uplift was not a giveaway, but
sinply captured the value of the current expenditure unti
it was actually realized. He explained that the expenditure
needed to grow over tinme in order to recognize the val ue of
a deduction was worth nmuch | ess at present than it would be
in five vyears. He specified that explorers and new
producers had «creditors expecting repaynent and the
conpanies did not have the ability to repay them until the
state did. The itens listed on slide 12 would save the
state cash paynents and would keep explorers and new
producers on |l evel footing with incunbents.
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6:27:02 PM

M. Gavin concluded that the bill was flawed and needed
anending. Geat Bear wanted to see that if the state
elimnated the cash paynment obligations going forward that
it was tied to a recognition it needed to pay back the
credits that were past due. He believed it needed to be
laid out nore clearly than "nebulous |anguage” in the
current bill about being associated with a fiscal plan. He
remarked that no one knew what that |anguage actually
nmeant .

Vice-Chair Gara expressed confusion about the uplift and
noted that the state was not inflation proofing anything
including schools. He discussed that wunder the uplift
provision the state paid a credit and 8 percent interest on
top of that. He wondered about a 2 percent interest as
something closer to the inflation rate and the "rea
grow h" of noney.

M. CGavin clarified that it was not a credit. He detailed
that a loss was carried forward to eventually be deducted
agai nst future revenue. He explained that current
i ncunbents received an immediate 35 percent deduction in
the sane year. The intent was to nake the value to a new
conpany sonewhat equivalent. The loss was allowed to be
carried forward and if a conpany had a 35 percent deduction
the followng year given that its noney cost significantly
nore than the interest rate presented - the net present
value of the deduction would be reduced because of the
conpany's general cost of capital. The uplift was intended
to mtigate the issue - to recognize that a 35 percent
deduction was worth less in the future than it would be if
taken at present. He elucidated that it was not inflation -
it was about the value of nobney to the conpany.

Vice-Chair Gara knew that G eat Bear had been around for
sone time and he recalled six or seven years earlier when
t he conpany had announced there may be a big shale play on
the North Slope. He asked about progress made on the
exploration. He disagreed with the idea that the state
should make things equal by increasing a new entrant's
deduction to make it as overly generous as the incunbent's
deduction. He did not believe a conpany paying a 10 percent
profits tax should receive a 35 percent deduction.
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M. Gavin responded to Vice-Chair Gara's second question
regarding the size of the deduction. He recalled discussing
with the coomittee in the past that it set the anount. He
advised that if the legislature wanted to reduce the anount
of the deduction it should not take G eat Bear down to 50
percent because it believed everyone should be reduced 20
percent. He stated it was not good policy. The purpose of
the uplift was to treat conpanies equally. He recomended
finding where the Ilegislature was confortable and keep
conpanies all even by including the uplift. He noved on to
Vice-Chair Gara's first question and answered that G eat
Bear still believed a shale play could work on the North
Slope. It believed that the economcs for a conventiona
play would work nmuch better, particularly with regard to
initial investnment. For the last four years the conpany had

focused its search on nore conventional pl ays. Its
exploration had resulted in a nunber of very promsing
prospects the conmpany intended to drill in the next year.

Based on a successful conventional devel opnent project the
associated infrastructure would support an unconventional
or shale play to follow He explained that they were all
stacked on top of each other; therefore, it was possible to
follow from the sane pads and potentially the same wells.
He was as optimstic about finding economic oil on the
North Slope as he had been throughout his tine with Geat
Bear and before. The issues it faced were externa
including oil prices and potential changes to the state's
tax policy and credits.

6: 33: 31 PM

Co- Chair Seaton asked whether extending the capital expense
of incunbents to a seven-year depreciation schedule would
even the playing field and prevent arbitrage between the
i ncunbents and new conpani es.

M. Gavin asked for <clarification on Co-Chair Seaton's
guesti on.

Co- Chair Seaton explained that the idea of giving a capital
expenditure wite off of 100 percent in the first year for
| egacy conpani es. He <continued that normally capita
projects had to be depreciated over tinme. He continued that
i nstead of giving new conpanies a seven-year uplift, |egacy
conpanies could be required to depreciate their capital
expenditures over seven years. He believed it would equal
out the incunbents and new players and would not cost the
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state nore noney. He believed M. Gavin wanted new
conpani es and incunbents treated equivalently. He expl ained
that he believed it was very rich to allow incunbents to
wite off 100 percent of their cap-ex on a severance tax in
a single year. He noted that it cost the state quite a bit
of nmoney. He was trying to determne whether it was
possible to nake things nore equivalent for incunbents and
new conpanies instead of paying nore on an uplift. He
remarked that many | ocations nmade conpani es depreciate cap-
ex, but Alaska did not. Alternatively, he wondered if there
was anot her nmechani smthat would | evel the playing field.

M. Gavin indicated that what Co-Chair Seaton was
suggesting would be a way of mtigating the difference
bet ween the incunbents and exploration conpanies; however,
the change would create a greater economc hurdle for new
projects to conme on board.

Co-Chair Seaton relayed that one of the things the
commttee had been trying to do in the previous year in HB
247 was to address production tax credits or expenditures.
He detailed there had been efforts to limt the state's
exposure - for exanple, in relation to a production tax,
perhaps the state should only give the credits when an
approved devel opnent plan was in place. He noted there were
a nunber of situations where conpani es had conducted | arge
seismc projects, but never went into production or did
exploration that may result in a project 20 years |ater
He asked if there was any way the state could limt its
exposure of costs to the state related to production tax
carry forward offset. He nentioned the preapproval process
by DNR

M. Gavin thought that what Co-Chair Seaton was descri bing
had al ready been resolved by HB 247 and the expiration of
the exploration incentive credits. He detailed that at
present there were only the NO.L credits or NOL carry
forward |osses. There was no business nodel he could
i magi ne where a conpany woul d undertake such a significant
expenditure unless they intended to get some sort of
revenue out of production in the future. There was no
ability to nonetize, profit, or return any noney to
investors through that kind of a system One of the
problems with the bill's current |anguage pertaining to DNR
it failed to establish a system that encouraged new
investment. He spoke to the inportance of encouraging
conpanies to cone in and take risks, drill wells that may
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fail, and shoot seismic to |earn about the geology and
identify potential areas for future exploration and
production. He continued that investnent would dry up on
the front end iif the state only provided a |ease
expenditure for situations where a discovery had been nade
and a conpany was noving towards production. He el aborated
that it was too risky and the economcs were not there to
justify that kind of risk exposure for new conpanies. He
believed the state had cone a long way in terns of what was
seen during the heat of the post-SB 21 uplift in the NOL
rate stacked on top of either Cook Inlet credits or
exploration incentive credits where it had been | ooking at
75 to 85 percent of costs being covered conpared to the
system going forward. The system noving forward allowed a
conpany to carry a 35 percent |loss forward. He explained
that it would result in different behavior. He believed the
t hi ngs descri bed by Co-Chair Seaton was no longer likely to
be pursued by anyone.

6:42: 13 PM

Representative GQuttenberg surmsed with the crash of prices
and the state's inability to pay credits the industry's
perspective was that the situation had entirely changed. He
referred to NOLs and other itens. He asked what had changed
and what the state needed to respond to "that's still out
t here.™

M. Gwvin replied that the issue had resolved itself
because nultiple things had tinmed out and HB 247 had ended
the Cook Inlet credit. There had been a two-year increase
in the NOL credit rate from 35 percent up to 45 percent and
exploration incentive credits had been stacked on the NOL
credit. Both itenms had expired. The only remaining item was
the 35 percent credit or the carry forward | oss. That |evel
of state participation would not alter behavior in the way
the state nay have seen in the past.

6: 44: 07 PM

Co- Chair Seaton suggested that if the 35 percent credit or
the carry forward were not going to alter behavior he
reasoned that the state should not be spending the noney.

M. Gavin corrected his prior statenment. He clarified that

he believed Co-Chair Seaton had been speaking about
i nprudent investnent decisions and finding a way to cut
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them off. He detailed that the notivating factors that | ead
to the inprudent decisions were no |onger present. The
current status quo would in no way incentivize that kind of
behavior. The state would get people looking for oil who
were nmaking prudent investnents associated wth the
i kelihood that the investnent would result in future oil
production - otherw se those conpanies would be out tens to
hundreds of mllions of dollars. The situation would
notivate good decisions on its own.

6:47: 03 PM

PAT FOLEY, SVP ALASKA RELATIONS, CAELUS ENERGY, LLC,
menti oned the experts that had testified before him He
expressed his intent to address why Caelus mattered, about
its production dilema, and in generalities about HB 111.
He underscored that tax policy mattered. The |legislature
decided policy and the industry decided its own behavior.
He encouraged the legislature to incentivize the behaviors
it would like to see. He provided a PowerPoint presentation
titled "Caelus Activity Update: House Finance Commttee, HB
111" dated March 22, 2017.

M. Foley began on slide 2 and addressed why Caelus
mattered. He relayed that Caelus was an operator on the
North Slope. The conpany operated the Oooguruk field and
made about 14,000 barrels per day for a total of about
28,000 mllion barrels of oil (Pioneer and Cael us conbi ned
was nmore than $2 billion). The conpany had recently
sanctioned its Nuna project (shown in right on slide 2) -
the project was currently a large gravel pad. The conpany
had al so bought about 350,000 acres to the east and the
previous year it had drilled two successful exploration
di scovery wells in Smth Bay.

6:49: 20 PM

M. Fol ey addressed the Nuna project and read fromslide 3:
Nuna O| Devel opnent

Overvi ew

* Caelus holds 100 percent interest

e 2 wells confirmreservoir deliverability
e 2,800 BOPD fl owed from 1st Torok well

e 100 — 150 + MVBO 2P reserves
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« 20,000 to 25,000 BOPD peak production

e Conpleted 22-acre NDS drill pad & road

e 600,000 CY gravel / 27,000 | oads

* Econom c | npact

e 300 FTE contractor construction /drilling jobs
e $2.2 Bn in royalties and taxes

* Next Steps

* Investor Confidence: Legislature

« Mdules / Flow lines

M. Foley elaborated on slide 3. Caelus hoped to see first
oil as soon as late 2018 - to make that happen it would be
necessary to commt to the project, purchase |line pipe, and
install flow lines the current winter. However, the conpany
was hesitant to take on the activity because of |ow oil
prices and due to uncertainty in the oil tax reginme. He
pointed to the Nuna financials reflected in the | ower right
table on slide 3. He explained that the figures were based
on an oil price of $70 per barrel; therefore, the nunbers
woul d not be as high in the current price environnment. The
conpany was working hard to go forward with the project if
the reality was closer to oil prices of $60 per barrel. The
nunbers showed that the conpany had over $2 billion in
future revenues that would go to the state with about $700
mllion in production tax, $500 million in net profit share
paynents, and $1 billion in royalty paynments. He noted that
the question was always asked about what was received [by
the state] for the tax credits. He agreed that the state
was helping the industry wth tax credits. Under the
current |law the Nuna project would continue to accrue and

earn about $150 mllion in tax credits. He detailed that if
the state helped contribute about $150 mllion and in
exchange it returned over $2 billion - it was nore than a

15 tinmes nultiple on the investnment. He recognized that
perhaps a nore fair way to look at the scenario was the
state's return on all of its tax credit investnent was
closer to a nultiple of 10.

6:51: 34 PM

M. Foley provided an update on the Smth Bay discovery
(slide 4) Ilocated in the National Petroleum Reserve -
Alaska (NPRA). He enphasized that Smth Bay was the
di scovery of a very substantial resource. There were about
6 billion barrels of oil on its leases - it could be up to
10 billion barrels. He detailed that the discovery included
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an area of over 300 square mles, the tw wells had
confirmed a gross interval of about 1,000 feet in thickness
and the net sand was about 200 feet. He furthered that it
was a tight reservoir and to develop the project
coomercially it would be necessary to expend substantial
capital and to drill nunmerous wells. He stated that the
"thing that saves us out here" was the oil they discovered,
whi ch was about 43 degree gravity oil (about tw ce the
quality of the average Prudhoe Bay oil). He underscored
that the oil was |low viscosity and high nmobility - it was
possible to produce nore oil due to its quality, through
poor quality rocks.

M. Foley continued to address slide 4. He acknow edged
that Caelus had significant work to do on the Smith Bay

project. He noted that "these are not reserves." He
clarified that resource was defined as oil in the ground

while reserves were economcally recoverable. The conpany
pl anned to drill another appraisal well in the winter of

2018, which would be a lateral well of about 2,000 feet in
length. The well would be fracture stinmulated and a flow
test would be conducted. He clarified that the exploration
activity was taking place out on the Beaufort Sea. The
conpany would spend well over $100 mllion to drill the
well. Followwng the work the conpany would begin its
envi ronnent al regul atory process for an environnenta

i npact statenment. The conpany hoped to be successful on the
project and hoped to have first oil sonetine around 2025

If the project cane to fruition it would represent nore
t han 200,000 barrels of day into the Trans-Al aska Pipeline
System (TAPS), thousands of oil field jobs, and nearly $28

billion in total revenues to the state. The total canme from
$15 billion in royalty paynents, $10 billion in tax
paynments, and $3 billion in ad valorem paynents. He

reiterated that the nunbers reflected oil prices of $70 per
barrel. He added that due to the renoteness of the area and
the high cost associated it could take oil prices close to
$70 per barrel for the project to nove forward.

6: 54: 28 PM

M. Foley summarized potential Caelus contributions on
slide 5. Contributions could include nore than 2 billion
barrel s of additional production into TAPS, nore than 2,000
jobs during the construction and drilling phase at Smth
Bay, and total paynments of over $34 billion to the state.
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M. Foley turned to slide 6 and addressed what he terned as
Al aska's production dilema. The slide included a graph
showing Alaska oil production from 2000 to 2040. The
production actual production decline was from 2000 to 2017
was shown in blue and the projected decline for future
years was shown in gray. He reminded the commttee that in
2000 TAPS had nore than 1 mllion barrels per day. At
present production was only half that anount at slightly
nore than 500,000 barrels per day. He pointed to a pink
hori zontal bar on the graph representing where the TAPS
m ni mum throughput becane challenged at about 300, 000
barrels per day. He remarked that he had spoken to a group
with Admral Tom Barrett [president of Alyeska Pipeline
Service Conpany] in Fairbanks the previous day. He rel ayed
that Admral Barrett had reminded everyone that the
i ndustry was very good at solving problens, but there was
not yet a technical solution to continue production through
TAPS at |ess than 300,000 barrels per day. The collective
goal was not to allow throughput to decline below 300,000
barrels per day. He pointed to two big |ledges on the far

right of the slide - the lower peak reflected all of the
known projects Caelus was not a part of, including
Arnstrong's Pikka project and ConocoPhillips' work at

greater Moose's Tooth. The graph did not include the
expanded success Arnstrong hoped to enjoy due to its new
wells drilled in the current year (including WIllow). The
higher 1light blue peak reflected Caelus's contribution
including Nuna, Smth Bay phase one and two, and hopeful
exploration success in its eastern acreage, which would
bring throughput up to nore than 1 mllion barrels per day.

6: 56: 38 PM

M. Foley advanced to slide 7 and quoted Ken Al per,
[Director, Tax Division, Departnent of Revenue]:
“...elimnation of the NOL would have nade it harder
for independents to proceed with their projects”
Tax Director Ken Alper, Alaska Departnent of
Revenue
Senate Resources Commttee, February 1, 2017)

M. Foley elaborated that HB 111 did not put nore oil in
TAPS and it did not create nore jobs or new investnent. He
continued to address the slide and provided several quotes
by Rich Ruggiero [tax consultant to the |egislature]:
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Al aska: great rocks but high costs — “These risks need
to be offset by favorable tax features”

“New pl ayers should be encouraged to increase activity
...they bring a fresh perspective”

“Every reginme, everywhere you go, allows, especially
with a devel opnent |ike Smth Bay,

everyone who develops gets to deduct the cost of what
it took themto get that production

fromfuture revenues fromthat project. Every regine.”

“To deny that would really nove Alaska to the bottom
of the conpetitive scale. “

Ri ch Ruggi ero, Castle Gap Advi sor
Senat e Resources Committee, various dates, 2017

M. Fol ey expounded on the slide. He agreed with an earlier
statenment by Vice-Chair Gara that Al aska was not a bad
pl ace to do business. He shared that in his previous career
he had worked internationally and had been responsible for
evaluating new country entries. He detailed that when
evaluate the risk it was necessary to consider governnent
take, the resource potential, how abundant the contracting
comunity was, above ground risk, and other. He concl uded
that all in all Al aska was a great place to do business. He
continued that Alaska had attracted conpanies such as
Caelus, Geat Bear, and Arnstrong. He remarked that the
state had worked feverishly to help attract the new
conpanies and he inplored the legislature to help keep them
in Al aska. He agreed wth M. Ruggiero that fresh
per spective should be wel coned by the state.

6: 59: 27 PM

M. Foley continued to slide 8 titled "Alaska's Future -
Which slice do you want?" He clarified that the slide did
not show a production forecast. He asked nenbers to think
of the pie charts shown on the slide as a cartoon. The
upper left quadrant showed the piece of the pie the state
was entitled to in Alaska on average under the current
system He detailed that the pie chart reflected 500,000
barrels per day. The blue portion of the chart reflected
the state's share at 60 percent. The pie chart on the upper
right showed the state's share under HB 111 - the state's
portion was bigger. Under an alternative scenario where
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production was doubled the chart on the lower left showed
the state's portion of the pie in a growh scenario - the
state's portion of the pie would remain the sanme. The | ower
right pie chart depicted an HB 111 scenario where the state
woul d receive a bigger pie and a larger piece of the pie.
He understood it was rational econom c behavior, but he did
not believe it was a feasible solution. He did not believe

t he state coul d i Nncr ease t axes, make Al aska | ess
conpetitive, and still allow the pie to grow
7:01: 30 PM

M. Foley noved to slide 9 remarked there was significant
conversation about Alaska being entitled to its fair share
and a question about what constituted a fair share. He
believed it was the wong question to ask. He believed the
gquestion to ask was how conpetitive the state wanted to be
and if it was seeing the activity it wanted. He reasoned
that if the state was satisfied with current activity it
was fine. Alternatively, he recommended raising taxes if
there was too nuch activity or finding a way to attract
investnment if there was too little activity. He agreed with
M. @lvin's testinony that there needed to be a way for
the state to make the paynent to the conmpanies for credits
they had earned. Caelus had nmade investnents in good faith
and hoped the legislature could find a way to appropriate
noney to pay all of the credits it had earned. He explained
that Caelus was continuing to strive to nmake big
investnments, which it could not do with its nobney. He
specified that when Caelus went to the market for
I nvest nent, there were tw things that mattered to
i nvestors: confidence and stability. Any changes to the tax
law inpacted stability. Additionally, as long as paynents
remai ned unpaid it shook investors' confidence that their
nmoney would be returned if they invested in future
proj ects.

M. Foley sunmarized that HB 111 woul d increase barriers to
entry, it would negatively inpact new devel opnents, and it
woul d make Al aska |ess conpetitive for new investnents. He
conceded that it may generate short-term gains, but it
woul d have a harnful effect on the state's fiscal health
He stated the bill would not attract future investment,
hel p new devel opnents conme online, put nore oil through
TAPS, or put nore Al askans to work. He shared a story about
a recent visit to the pipeline training center in
Fai rbanks. He furthered that there were nunerous graduates
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from the program but very few were going into oil field
jobs. He stated that as changes were made to the tax policy
it was the people who suffered due to lost jobs or other.
He provided a story about the owner of a truck driving
conpany. The owner had been working to help his drivers
understand that tax policy matters. He underscored that due
to the state's tax system every Alaskan is in the oi
busi ness.

7:05: 23 PM

Representative WIson asked if Caelus was investing in
projects because of the passage of SB 21 or whether the
projects had already been in the works.

M. Foley replied that Caelus had purchased the Pioneer
assets. He detailed that Pioneer had conme to Al aska in 1992
and had done significant work. He explained that Pioneer
had a wealth of opportunities in the Lower 48 as one of the
prem um conpanies in the Perman [Basin] shale play. He
furthered that Pioneer had decided to divest its assets and
had sold to Caelus, which had all occurred under SB 21. He
referred to the high progressivity elenent under the prior
ACES tax regime and although conpanies could earn tax
credits, the credits could not be nonetized unless they
were sold to another conpany at a discount. He explained
that SB 21 had brought the progressivity down - at higher
prices the share was nore equitable - and it allowed new
conpanies to sell earned tax credits at full value to the
state. He referred to the characterization of tax credits
as a subsidy or handout. He countered that it was not the
intent of the credits. He specified that the intent of the
credits was to level the playing field so the efficiency of
investnments for new players was simlar to the incunbents.

He believed it was unfortunate to think of them as tax
credits or NOLs. Alternatively, he suggested thinking about
the efficiency of allowing large profitable conpanies
maki ng |ease expenditures to save $0.35 per $1.00. He
furthered that new conpanies were not able to utilize the
credits until later down the road; therefore, the state
made the decision to pay 100 percent cash value for them H

M. Foley admtted and understood that the state was not in
a position to continue to pay cashable tax credits going
forward. One of the recommendations from a House Resources
Comm ttee consultant was considering allowing the costs to
roll forward and increase them with an interest rate. The
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resources conmmttee had said no to the recomendation, but
had allowed conpanies to take half of the credits. He
inplored the conmttee to maintain a level playing field
for conmpanies. He continued that iif current taxpayers
enjoyed a benefit of $0.35 on the $1.00 for every |ease
expenditure, the state could put new conpanies in a simlar
position by allowing them to roll <credits forward and
conpensate for the tinme value of noney with an interest
rate.

7:09: 21 PM

Representative WIlson asked if rolling the credits forward
with an interest rate would allow Caelus to do some of the
projects it wanted to. She referred to the option as an
alternative if the state was unable to pay cash credits.

M. Foley clarified that there were two very separate
issues. He explained that at present Caelus held cashable
tax credit certificates in excess of $100 mllion. The
conpany had done the work to earn another $100 nmillion. The
conpany would like the state to find a way to honor and pay
the $200 mllion. He conceded the paynent did not need to
be imrediate, but a bankable plan was needed. Going
forward, he encouraged finding a way to keep conpanies in
the same economic position if the program needed to be
di sconti nued and the conpany would no | onger be eligible to
accrue cashable tax credit certificates. He was troubled
that people becane hyper focused on the production tax
element. He rem nded nenbers there were nunerous elenents
to governnment take including bonus, royalty, ad valorem
tax, and jobs from the activity. He noted it would nean
conpanies paid |less production tax in the future, but the
state would receive royalty from day one.

Representative WIson spoke to the cashable «credit
conponent. She asked if having a set paynent plan (such as
designating that the state would pay the credits owed to
conpanies within in a five-year period) would be better
than the current situation.

M. Foley answered that five years sounded like a |ong
tine.

Representative WIson stated she had just used that nunber
as an exanpl e. She asked for a nore realistic nunber.
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M. Foley suggested a two-year period where the state
specified it would pay a given anount at present and
another set amount later. He requested sonething the
conpani es could rely and bank upon.

Vice-Chair Gara thought he had heard M. Foley testify that
every regime let Caelus recover all of its expenses. He
di scussed that states in the Lower 48 ran on a gross tax
and conpanies were not able to deduct. He referred to
Louisiana that had a gross tax of about 12 percent.
Loui siana had a mniml deduction for well costs for up to
two years. He asked for verification that many other states
with gross tax did not | et conpanies get their noney back.

M. Foley replied that he believed it was wong to mXx
regines. He elaborated that in general the Lower 48 was a
royalty system with a gross tax. Alaska was a conplex
hybrid of a royalty and a net tax with a gross tax floor.
Hs statenents related to other regines had been about
international locations with a net tax system

Vice-Chair Gara spoke to locations wth a profits tax. He
remarked that conpanies did not receive all of their
expenses back in mny of those |locations. He believed
conpanies received a portion based on the tax rate. He
asked if the conpany got every dollar back or was able to
deduct it.

M. Foley deferred the question to Rich Ruggiero who would
address the commttee at a later date. He added that for
regimes with split profits, profits were always calcul ated
by the sum of a conpany's total costs mnus the sum of
total revenue; tax was paid on the amount if it was
positive, but the amount was rolled forward if the anopunt
was nhegative

Vice-Chair Gara asked if Caelus's purchase from Pioneer
i ncl uded Oooguruk and N kai t chuqg.

M. Foley answered that Pioneer had been the owner and
operator of Qooguruk; the asset had been purchased by
Caelus when it bought out Pioneer. He furthered that EN
was Caelus's 30 percent partner; EN was the 100 percent
owner of Ni kaitchuqg.

7:15: 05 PM
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Vice-Chair Gara stated that Oooguruk had been started prior
to the inplementation of SB 21 and had received royalty
relief from the state like N kaitchug. He stated that no
one had spoken about the benefit the state provided where
if tax was too high on a field, the state reduced the
royalty up to 13 percent.

M. Foley answered that Pioneer had sold its assets to
Caelus. During that tinme Caelus had been |ooking at the
state and when SB 21 becane law, it created an incentive
program that attracted Caelus to cone up to Alaska. He
agreed that Oooguruk predated SB 21. He furthered that the
field had qualified for royalty nodification, which was
about to cone to an end. After the inplenentation of SB 21,
Cael us had sanctioned Nuna, it had purchased 350,000 acres
of leases in the east, and it had drilled two exploration
wells in Smth Bay. He relayed that Nuna had received a
royalty nodification, which was done during an oil price
environment that was simlar to the present. The royalty

nodi fication for Nuna would expire - one of the tine
requi renents was production by a certain date. He added
that Caelus would I|ikely apply for a renewed royalty

modi fi cati on.

Co-Chair Seaton nentioned the cashable credit reginme. He
provided a scenario of a regine where a conpany had a 35
percent partner. He wondered about the value. He wondered
if the state's participation was seen differently under a
cashabl e credit scenario.

7:18:15 PM

M. Foley replied that he was not certain he understood the
guesti on. He explained that credits were earned in
accordance with how costs were borne. For exanple, if a new
conpany and earned a 50 percent working interest it would
earn 50 percent of the credits.

Representative Pruitt stated that one of the mmjor concerns
that was vocalized was that a production tax would not be
seen. He used the Nuna devel opnment as an exanple. He asked
about how long there would be devel opnment comng from the
project and how long it would be before the state would see
the production tax cone in after the repaynent of the
credits.
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M. Foley answered that Nuna woul d hopefully have its first
oil in 2018. He furthered there would be a drilling rig for
about four years and production would begin around 20,000
barrels per day. He specified that royalties at Oooguruk
were higher than normal. The large fields had a one-eighth
flat royalty, but Oooguruk had one-eighth royalties plus a
30 percent net profit. He had other |eases with a one-sixth
royalty. He did not know when the state would see the
payout of the production tax credits, but the answer was
knowabl e. He believed M. Ruggiero would show the conmttee
exanples of typical oil fields and how they may |ook in
terns of cash flow.

7:21: 29 PM

Representative Pruitt appreciated the response. He believed
peopl e could get lost in the credits and fail to recognize
they would bring about a benefit. He noted that M. Foley
had highlighted that in a net profits tax everyone was able
to wite off the devel opnment cost. He believed the concern
was the state wanted its noney imrediately. He wanted to
ensure there was discussion about the long-term nature of
the projects. He reasoned that receiving noney imrediately
did not always end up being the best |ong-term investnent
for the state. Beyond the royalty, there will be production
tax comng from investnments. He surmised it may just be a
matter of time before the noney cane in.

M. Foley noved to slide 3 showing the Nuna devel opnment
overview. He asked nenbers to inmagine a scenario where the
state never received a production tax dollar. The state
would still receive royalty of over $1 billion and net
profit share paynents of about $500 million. He then noved
to slide 8 showing four pie charts. He wanted to find a way
to "grow the pie." He would |like the large blue portion of
the large circle as opposed to the small circle; it was how
the state woul d be rewarded.

Representative WIson asked how the discussions the
| egi slature had annually [pertaining to oil tax] inpacted
Caelus's ability to get partners.

M. Foley answered that it was challenging. He stated that
the conmpany was not <challenged in resources, it was
chal l enged by raising noney at oil prices of $50 per barrel
and due to the uncertainty in the tax reginme in the state.
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Representative WIson believed sonetines the |legislature
lived in its own bubble and forgot that when it was trying
to recoup noney it may actually be | osing nore because oi
conpanies could not find partners and devel opnent faltered
because the industry was perpetually wondering what the
state woul d do next.

7:25: 13 PM

JEFF HASTI NGS, CHAI RVAN and CHI EF EXECUTI VE OFFI CER, KUWKI P
SAE AND CEO,  SAEXPLORATION, referred to a PowerPoint
presentation titled "House Finance Committee" dated March
22, 2017 (copy on file). He shared that SAExploration was a
prinme contractor and an explorer; it was also the hol der of
approximately $20 million in tax credits and woul d probably
receive another $60 mllion in credits over the next few
months. He read fromslide 2:

e Qur team has been partnered wth the Kuukpik
Corporation for the past 20 years
« The conpany enpl oys and average of 400 peopl e per year
» The Kuukpi k- SAE JV is a consistent revenue source to
0 Kuukpi k Corporation and its sharehol ders
o The village of Nuiqgsut
o The thousands of Alaskan famlies that benefit
from each program
W are commtted to preferentially hire Native
Al askans and Al aska residents
o We are proud of our 80% Al askan hire rate

« W are commtted to using Alaskan subcontractors and
suppliers

M. Hastings turned to slide 3 titled "Qur Core Business -
Col l ecting Seismc Data":

e Seismc Qperations are the tip end of the spear

e Seismc data is critical information, essential to the
success of an exploration program
* Recently, use of new technology is producing higher
resol ution i mages of the subsurface
o Information that is a direct correlation to the
new discoveries whi ch have recently been
announced

* The information gathered from the seismc data is
critical to finding new opportunities, new reserves to
sustain Alaska into the future.
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M. Hastings el aborated on slide 3.

7:28:42 PM

M. Hastings turned to slide 4 and addressed the benefit
from a single program The graph on the right was titled
"AKlag 3D Seismic Program" which was a tax credit program
shot in 2016. The single program was benefitting over 1,000
Al aska famlies. The mpjority of the revenue generated was
paid to subcontractors and suppliers who are Al askan. O
the $57 mllion in revenue generated, $49 mllion was
earned by Alaskan contractors and suppliers. Slide 5
i ncluded a snapshot of the 190-plus suppliers the conpany
used per year.

M. Hastings noved to slide 6 and discussed an annual
seism c revenue chart from 2012 to 2017. He shared that
seismc activity was a good baroneter of the health of the
exploration effort in any given area. The chart showed
three vertical tinelines shown in red - in 2012 and 2013
there was approximately $40 million and $57 million spent
respectively. Wth the passage of SB 21 [indicated by the
first red vertical bar] the increase in spending went to
$139 mllion and $217 mllion in 2014 and 2015
respectively. The second red vertical bar indicated the

first cut of the tax credit appropriation ($200 mllion cut
in the fall of 2016) - at the sane tinme there had been a
decline in commodity price. In many ways there was a

perfect storm happening in Al aska. The desire was for new
i deas and reserves to cone online, but the commodity price
was falling, the state had a fiscal gap, funding had been
cut for tax credits, and the result was a 55 percent
difference in the amount of dollars spent on seismc in
2016. The third red vertical bar between 2016 and 2017
reflected the second cut in the tax appropriation, which
also resulted in a 55 percent decrease in seismc activity
spending in Alaska. He noted the chart represented al
seismc spending in the state.

M. Hastings turned to slide 7 titled "Hi storical Seisnmc
Prograns."” He pointed to the increase in prograns follow ng
the passage of SB 21 and the decrease when the commodity
price began to fall and the tax credit appropriations were
cut in 2015 and 2016. In 2016 the nunber of seismc
prograns fell to two.
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7:32:46 PM

M. Hastings turned to slide 8 titled "Alaska O&G Tax
Policy: Qur Perspective":

e Alaska’s current tax structure has resulted in an
increase in capital spending, which has resulted in
nore data, new opportunities and reserves.

0o Seismc data enabled by current tax structure
resulted in major North Sl ope reserve discoveries

e The veto of the tax credit budget appropriation in
2015 and again in 2016 has had several negative
effects

o Capital spending is down--Including capital
spending in the contractor community

o There is no visibility, or confidence on the
State’s willingness to settle what it owes

o Liquidity/noney needed to fund projects has all

but dried up

o0 | ndependents, seismc conpani es, and nost
contractors cannot self-fund

o Many contractors are still waiting to be paid for

servi ces they have rendered

M. Hastings elaborated on slide 8. He explained that
| egacy producers had gone to work and had increased their
capital spending. Alaska had attracted new ideas and
conpanies into the state with independents and the state's
contractor community had started to invest in new equi pnent
and innovative ways to lower the cost to offset the falling
commodity cost. The seismic data enabled by the current tax
structure had resulted in four of the recent mmjor North
Sl ope reserve discoveries announced in the last three to
four nmonths. The new data and new players were resulting in
new reserves and increased production. The veto of the tax
credit budget appropriation in 2015 and again in 2016 had
had several negative effects including reduced capital

spending, no confidence in the state's wllingness to
settle what it owes, liquidity and noney needed to fund
projects had dried up or was very difficult to get, and
many contractors were still waiting to be paid for services

they had rendered in 2014 and 2015.

7:35:39 PM

M. Hastings spoke to the reality for SAE on slide 9. He
expl ai ned that the delayed tax credit payout had forced the

House Fi nance Conmmittee 98 03/22/17 1:35 P. M



conpany to a crossroads where two options surfaced. Option
one was to seek protection under the Chapter 11 bankruptcy
code and | eave Al aska vendors hanging and option two was to
restructure t he conmpany and wor k Wi th Al askan
subcontractors and suppliers to find a way to extend
paynments. The conpany had opted for option two, which had
elimnated 90 percent of the shareholder equity (the
maj ority had been held by enpl oyees). He shared that he had
noved to Alaska in 1986 and he had built two or three
conpani es; he wanted to continue investing in the state. He
enphasi zed that it had been nine nonths since the |last veto
[of tax credit appropriations] and there was still no plan
[by the state]. He spoke to uncertainty and no visible plan
on how the state would fund its debt. As a public conpany,
SAExpl oration continued to see its equity eroding as the
uncertainty continued.

M. Hastings noved to slide 10 titled "The Inmpact of HBl1l1l
on Kuukpi k SAE":

e This bill as proposed reduces the cap on state
purchase of credits from $70 mllion to $35 mllion
per conpany which wll dramatically stretch out

paynents for the debt owed.
* The secondary narket, which is already uncertain of

its ability to purchase credits will be destroyed by
this bill
o many of wus wll have no other opportunity to
nmonetize the credits owed other than through the
state
e There is no clear view or tineline for exploration tax
credits:
o Wien wll the applications be processed?
o Wien will they be issued?

o Wien will they be paid?

e« The inpact on this Alaska conpany, our Al aska
subcontractors and all the Alaskan famlies that mnake
their [iving through these conpanies wll be
signi ficant

M. Hastings el aborated on the slide. He explained that the

bill as currently witten would destroy the secondary
market. As an exploration conpany, SAExploration would
never produce a barrel of oil; therefore, it had two
options - for the state to pay the conpany or to offer it

into a secondary market. He explained that because the
secondary market had been paralyzed, the conpany only had
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one option remaining. He underscored that the conpany was
in dire need of a strategy and plan from the state to
indicate to investors and shareholders that there was
something to look forward to. He continued that there was
no clear view of the tineline related to exploration tax
credits. He understood the credits had expired; however,

there were nunerous credits that still had not been issued.
He spoke to the conpounding inpact on the conpany and
subcontractors waiting in line. The conpany was already
inmpacted on its wait for cash. The bill would present

anot her significant challenge.

7:39:54 PM

M. Hastings He underscored it was critical Al aska remained
conpetitive with regards to global investnent. He shared
that every 1.5 days the conpany noved a 200-person canp
three mles, which cost about $100,000 per day. The same
crew in the Lower 48 was one-third the size and the workers
lived in hotels instead of canps. He stressed the high cost
of operating in Al aska. He concluded with slide 11 titled
"The Way Ahead." He stressed the need for nore oil in the
pipeline in order for Alaska to remain conpetitive; it was
al so necessary to find a way to |ower costs for conpanies.
The conpani es needed the state to issue the tax credits in
a timely manner and for conpanies to know when they woul d
be paid. He referred to the third bullet point on slide 11
and explained that if full and tinely paynent was not an
option for the state, it needed to ensure the secondary
mar ket was available for the selling of credits. In order
to do that, the secondary market needed to have confidence
and a clear understanding of the statutes and regul ations.
He stated the conpany needed a sustainable, lasting tax
structure going forward - one that encouraged new
devel opnment and innovation, while maxim zing value to the
st at e.

M. Hastings discussed that nany people involved had made
difficult choices and he recognized that many | egislators
had inherited the issue. He continued that everyone was
facing the low conmmodity price situation. Conpanies had
| aid people off and were continuing to cut costs. He spoke
to HB 111 and the fair share. He offered that every dollar
the state attenpted to put on its side of the fair share
pile was probably a dollar that would not be spent on the
types of things needed to put another barrel of oil in the
pi pel i ne.
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7:44: 08 PM

Representative Wl son relayed she had not ever heard of the
conpany and noted the presentation was very good. She asked
how the conpany's process worked - she wondered if it got
hired by oil conpanies.

M. Hastings answered that SAExploration was a prinme
contractor - oil and gas conpanies hired it to shoot
particular seismc prograns. He referred to an earlier
comment by Co-Chair Seaton and explained that the conpany
al so collected speculative seismc data. He used the AKklaqg
survey as an exanple, which was probably the highest
resol ution seisnmc survey ever shot on the North Slope. The
survey was also shot over acreage wth six or seven
different |easees. The goal was to find enough underwiting
to drive the cost of the program In the specific case, the
expiration side of the tax credit gave a credit, which
could lower the conpany's cost to its end purchasers. The
NCLs were decreased for every dollar the conpany brought in
- the data was licensed. Every dollar brought in |owered
the NOL credit. It was also inportant to note that all of
the data becane property of the state in order for the
conpany to apply for the credit; after ten years the state
coul d use the data for additional |easing incentive.

7:46: 25 PM

Vice-Chair Gara referred to M. Hastings comment that he
woul d address Vice-Chair Gara's question on cost. He was
interested in whether cost in Al aska or sonething el se that
had nmade ConocoPhillips' profits much higher in Al aska than
in alnost any other region in the world.

M. Hastings explained that the Aklaq survey at that cost
$57 mllion to shoot in Al aska would cost about $19 mllion
to shoot in the Perni an Basin.

Vice-Chair Gara spoke to his frustration that some were
suggesting the state should tax simlarly to North Dakota
or Louisiana with a 10 to 12.5 percent gross tax no matter
what the price was. He stated it could put conpanies in the
red up until $70 to $90 per barrel. He did not believe the
idea was good. He reasoned that he was interested in
getting a snmall increase when conpanies were profitable. He
noted that many legislators were trying to explore that
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concept. He did not believe he would ever be able to do
anything that would nmake an oil conpany say it would pay
t he anmount.

M. Hastings explained that his coments were nore about

the delicate situation in Alaska at present - nmany
conpani es were conpeting for global dollars. Al though there
were (great opportunities in Alaska, it was extrenely

difficult for investors, shareholders, and public equity to
continue to invest in the state. H's point had been there
was currently a dangerous balance and he did not believe
anyone understood where the tipping point was. He surm sed
the tipping point would be different for every conpany. He
shared that his conpany was already working at or below
cost at the current oil price of $45 per barrel. Many
contractors had agreed to work at cost in exchange for
sonething in the future. Wen the state |ooked at raising
taxes or hardening the [tax] floor, which was a cash flow
problem at the end of the day, there had to be nore avenues
open to the state than taking another dollar it needed to
be spent on the types of things it would take to get nore
oil in the pipeline. The state had assets, which surely
allowed the state to find different ways to bridge itself
across the fiscal gap.

7:50:40 PM

Co-Chair Seaton referred to the |anguage indicating the
bill would reduce the cap on the state purchase of credits
from $70 nillion credit to $35 million (slide 10). He
remarked that during the neeting the conmttee had heard
from several conpanies with over $100 mllion or nore in
credits. Currently the structure was first in, first out.
He needed clarification on the slide. He believed the slide
i ndi cat ed anount of nobney going to nore conpani es.

M. Hastings replied that he could not speak for all other
conpanies, but currently SAExploration did not know where
it fell in the queue. The conpany may have to conme before
the commttee the following year and relay it had m ssed
the funding. He explained that if all players were |eveled
and credit 1 was the sane as credit 21 in timng, everyone

would be looking at $35 mllion per year. There were
numer ous outstanding credits that had not been issued that
had the potential to fall in the next year or followng

year's queue that had been earned in 2014 and 2015. He
explained it was a problem
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Co-Chair Seaton asked for clarification on M. Hasting' s
position. He asked if the |legislature should keep the
nunber at the higher anobunt so fewer conpanies received the
noney or reduce the nunmber to $35 million as in HB 111 in
order for the noney to stretch [across all conpanies]. He
surmised if there was $300 mllion, it would stretch
t hrough twice as many conpanies with a $35 mllion cap per
year instead of a $70 nmillion cap per year. He thought the
slide appeared to recommend paying the higher anount to
f ewer conpani es.

7:53:41 PM

M. Hastings explained there were numerous conpanies with a
lot of different financing criteria at present. For
exanple, if a conpany had $120 mllion in tax credits,
under the current $70 mllion limt the conpany would be
paid in two years. He could only speak for SAExploration

but obviously getting the noney faster was nuch easier to
sell to stock and bond holders than having to wait for the
funds over a four year period. He underscored that having a
plan was the inportant thing - something that gave people
visibility. He explained that it was not possible to keep
telling the board or bond holders that the state was
working on it, because it had been saying that for two
years already. He believed they needed to cone up with a
plan people felt confident in. It was currently a total
unknown and to continue the unknown would mean only one
out conme for many comnpani es.

Co-Chair Seaton wanted to hear from other conpani es about
whet her they reconmended the $70 million or the |ower
amount of $35 million.

7:56: 03 PM

Representative Tilton thanked M. Hastings for providing a
different perspective. She appreciated the conpany for
enpl oying Al askans. She referred to the confidence and
cl ear understanding of statutes and regulations on slide
11. She believed she had heard that the bill made it hard
to have confidence. She asked for the accuracy of her
st at enent .

M. Hastings answered that the secondary narket had been
very thin to begin with; there had not been significant
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opportunity in the secondary nmarket. He referred to an
advisory bulletin - the secondary market was paral yzed at
the current point. The market did not know whether credits
earned and taken below the floor were allowable under the
new interpretation. He stated that it could be back to the
passage of SB 21 - the regulation was a significant issue
that needed to be clarified. There was already paranoia and
now there was no cash paynment for an NOL. He provided a
hypot heti cal scenario where the credits that were supposed
to go to everyone August 31 were pushed to January 2018. In
that scenario the explorers wthout any ability to rol

forward the credits based on expenditures would be done.

The bill was witten based on the date of issuance, not the
date the credit was earned. Feasibly, $15 mllion to $40
mllion in tax credits could roll across the date and the

state would no | onger make the cash paynent.

Representative Tilton surmsed the bill would be unhel pfu
to the conpany, especially since it had already had to
r eor gani ze.

M. Hastings replied that the graphs on slides 6 and 7 were
a clear baronmeter. He stated that people would take their
feet off the investnment accelerator. Conpanies had created
new opportunities, increased production, and had invested
in Alaska's oil and gas future. The vetoed appropriations
in conjunction with a declining oil price and HB 111 neant
conpanies would decelerate and nove cautiously going
forward. He continued that the bill would nmean taking tine
and anal yzing business decisions. He concluded that for
Al aska's future, the business decisions needed to be
al i gned.

8:01: 20 PM

Representative Thonpson noted that Arnstrong QI and Gas
had provided witten testinony to the conmttee.

HB 111 was HEARD and HELD in commttee for further
consi derati on.

Co-Chair Foster provided the schedule for the follow ng
day.

#
ADJ OURNIVENT
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8:02:12 PM

The neeting was adjourned at 8:02 p.m
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