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ACTI ON NARRATI VE
1: 01: 09 PM

COCHAIR GERAN TARR called the House Resources Standing
Commttee neeting to order at 1:01 p.m Representatives Tarr,
Pari sh, Drummond, Johnson, Westlake, and Josephson were present
at the call to order. Representatives Talerico and Birch
arrived as the neeting was in progress.

HB 111-O L & GAS PRODUCTI ON TAX; PAYMENTS; CREDI TS

1: 01: 52 PM

CO CHAI R TARR announced that the only order of business would be
HOUSE BILL 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: 02: 56 PM

SCOTT JEPSEN, Vi ce Pr esi dent, Ext er nal Affairs and
Transportation, ConocoPhi |l l'i ps Al aska, I nc., provi ded a
Power Poi nt presentation entitled, "House Resources Conmttee,"

dated 2/24/17. M. Jepsen informed the commttee HB 111 is a
tax increase that increases the cost of doing business in Al aska

for ConocoPhi I l'i ps Al aska, I nc. (ConocoPhi l l'i ps); because
ConocoPhillips does not get cashable credits, and has not
accrued net operating | osses (NQLs), t he i npacts to
ConocoPhillips are the increases to the base tax structure such

as the increase in severance tax, the change in the per barrel
credits, the interest change, and the theoretical mgrating tax

credits [slide 2]. Slide 3 was a graph that illustrated the tax
i ncrease brought by HB 111 at Alaska North Slope (ANS) West
Coast oil prices from $30 to $120 per barrel. He noted at | ower

prices, there is an increase of 25 percent at a tine when
investors are typically losing noney, and at higher prices, the
per barrel credit declines from $8 to $5, which increases the
tax rate in the "md-price range." M. Jepsen pointed out one
of the key tenets of Senate Bill 21 [passed in the Twenty-Ei ghth
Al aska State Legislature] was to level the tax rate over a broad
range of prices, which is undone by the proposed |egislation.
He referred to his previous testinmony [on 2/1/17] that under al

oil prices the state currently has the |argest share of revenue.
Using data from the 2016 Revenue Sources Book (RSB), Tax
Di vision, Departnent of Revenue (DOR), he said when investors
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are profitable, the state takes 41-46 percent of net revenue,
and when the investnent is negative, the cash flow goes to the
st ate. Referring to previous testinony by the Tax D vision,
DOR, related to a hypothetical field under Senate Bill 21, total
state take is about 46 percent, and under HB 111 is about 50
percent. Al t hough the state is always getting the nost revenue
of all parties, HB 111 is a tax increase that increases the cost
of doing business in Al aska, which decreases investnent,
decreases production, hurts state revenue, and costs |obs.
Turning to Alaska's conpetition for investnment, M. Jepsen
directed attention to slide 4, which illustrated the
opportunities for investnent that ConocoPhillips has in its
portfolio related to the cost of supply, and a nmap indicated the
| ocation of energing and in-production unconventional plays in
Canada and the Lower 48. A graph showed the cost of supply and
the potential resource developnent at a certain cost. Al though
specific opportunities were not identified, M. Jepsen said in
Al aska the cost of supply is in the $40-$50 per barrel range,

which is the top-end. ConocoPhillips has nmade an effort to
reduce costs in Alaska in order to remain conpetitive wth other
i nvest ment opportunities. In fact, ConocoPhillips has reduced
its cost of supply at its CD5 [drill site] investnent from $60

to about $40. Reduci ng costs of supply in Alaska is an intense
focus for the conpany, and the state can help by maintaining a
stable tax policy. He stressed that a key factor in investnent
decisions is total cost of supply, including the cost of
royalty, severance tax, inconme tax, capital expenditure (CAPEX)
and operating expenditures (OPEX), thus debate on tax policy
shoul d not focus on one element of cost, but how an increase to
severance tax in Al aska, which is already a high-cost
environment, "drive[s] us further and further out of the noney
in ternms of being able to drive investnents to the state.” He
clarified that the information on slide 4 was representative of
opportunities for the industry as a whole, not only for
ConocoPhi | |'i ps.

1:10: 09 PM

MR. JEPSEN continued to explain that although profit is "on the
margi n," ConocoPhillips continues to invest in Al aska because
Alaska oilfields have rates of |lower decline and there is
exploration potential at reasonable oil ©prices. However

i ncreased cost will nove Al aska out of conpetition for continued

investnment, and as a partner with the industry, the state needs
to maintain a stable tax environment wth a reasonable fisca
f ramewor k.

HOUSE RES COW TTEE -4- February 24, 2017



1:11: 42 PM

PAUL RUSCH, Vice President, Finance, ConocoPhillips Al aska,

Inc., addressed migrating tax credits. In 2014, DOR identified
conpanies that were noving per barrel credits to certain nonths
to reduce their tax obligations. ConocoPhil lips believes tax

law is clear that production tax is an annual tax with nonthly
estimated installnment paynents, and for the calculation of the
final annual tax liability, in 2014, conpanies utilized the
anount of annual per barrel credits to determine their full year
tax obligation. He said the changes proposed in HB 111 appear
to be a sinple change to fix what DOR perceives as a problem

however, ConocoPhillips is concerned the change is a nove from
an annual tax to a nonthly tax, which increases conplexity and
"opens the door to even further changes in that direction.”" M.

Rusch cautioned the state and industry are already challenged to
conplete audits on the current annual tax in a tinmely manner
[slide 5].

CO CHAIR TARR observed oil prices can be higher and lower in
di fferent nonths, and when prices are higher, the state does not
have the opportunity to take advantage of higher prices, which
is necessary in order for the state to maintain credits and
i ncentives during periods of |ower prices.

MR. RUSCH restated that this is an annual tax, and the state
will capitalize on the higher prices in any nonth when the
annual tax is recalculated at the end of the year.

1:15: 21 PM

REPRESENTATI VE BIRCH observed the nobst significant share of
state revenue is royalty, and asked whether royalty is paid on a
monthly or daily basis.

1:15: 58 PM

MR. RUSCH expl ained ConocoPhillips nakes nonthly installnment
paynments of production tax, with a "true up" at the end of the
year. M. Rusch and M. Jepsen affirmed that royalty is paid on
a nmonthly basis as well. M. Rusch returned to the
presentation, and recalled DOR testified that applying interest
for a three-year period nmy encourage taxpayers to delay the
audit settlement process. However, the tineline to conplete and
finalize an audit - and the settlenment process - is controlled
nostly by the state, and not the taxpayer. Slide 6 was a chart
that highlighted the status of tax audits for ConocoPhillips
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from 2006 through 2011, and 2006 was the only tax audit
finalized. The tax audit for the remaining years are still
open; for exanple, in 2007, the final tax return was filed in
March 2008, followed by six years taken by DOR to conplete the
audit and issuance of the audit in 2014. Also in 2014, the
audit was appealed within sixty days, DOR released an informal
deci sion md-2016, a formal appeal was made within thirty days,
and the audit is now in the Ofice of Adm nistrative Hearings

Departnent of Adm nistration. He concluded there is limted
ability for the taxpayer to influence the tineline. In
addition, the lengthy schedule for audits |eads to assessnents
in which the interest conponent is greater than the underlying
tax assessnent, which he characterized as not good for either
si de. House Bill 247 [passed in the Twenty-Ninth Al aska State
Legi sl ature] recognized that a high interest rate applied during
an extended audit period is inappropriate, and the three-year
[imtation put in place by House Bill 247 was intended to
address the long audit process by also doubling the interest
rate, with the expectation that there would be a reduction in
the audit peri ods.

1: 21: 53 PM

CO- CHAIR JOSEPHSON acknow edged extended state audits are
matters of frequent discussion. He pointed out slide 6 shows
the 2007 return is in a hearing, thus there is a dispute. He

recall ed other hard fought oil tax and oil revenue issues, and
opined there would be no incentive for industry to reach a
settlenment after three years.

MR. RUSCH said ConocoPhillips' decision to appeal an assessnent
is not based on the interest rate but on the underlying issue;
in fact, ConocoPhillips' incentive is to reach certainty on
t axes.

CO CHAI R JOSEPHSON expressed his surprise that the conpany woul d
consider the cost of interest irrel evant.

MR. RUSCH said ConocoPhillips does not make its decision on
whet her to appeal an item based on the interest rate.

MR. JEPSEN added that if that were the case, ConocoPhillips
woul d have settled the 2006 audit in 2010; however, sometimes
the courts uphold ConocoPhillips' positions. He pointed out
Al aska's Clear and Equitable Share (ACES), [passed in the
Twenty-Fifth Alaska State Legislature] regulations were not
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finalized wuntil 2010, thus the regulations were unknown and
remai n Wit hout precedent.

REPRESENTATI VE PARI SH observed nenbers of the oil and gas
i ndustry have underpaid billions of dollars in taxes, and asked
how to avoid a simlar situation in the future. In response to
M. Jepsen, he clarified his reference was to the Trans-Al aska
Pi peline System (TAPS) tariff settlement in the state's favor

1: 27:17 PM

MR. JEPSEN cautioned the present court decision nay not prevail.
It is assumed TAPS will have a long |ife and vari abl es include:
i ncreasing costs, increasing state take, low oil prices, older
fields, and mature fields. The assunption by the court may not
be what actual |y happens.

CO CHAIR TARR has heard suggestions that the state's tax system
is too conplicated to adm nister, which is validated by slide 6.
In 2006, noving to a net profits systemrai sed questions rel ated
to deductions and led to only one tax audit for ConocoPhillips
conpleted in ten years. She asked whether the presenters agree
there is a reason to sinplify the tax system so the state can
better adm nister the severance tax program

MR. JEPSEN cautioned against starting with a new tax system but
urged for the state to nmake the existing system work; for
exanple, the federal governnent has a net tax system and audits
three to five years of tax returns in one year.

MR. RUSCH urged for the state to reach resolutions on the
outstanding audits in order to establish precedent and find
common issues; in addition, audits should focus on consistency,
protocol, and the materiality of issues, as other fiscal reginmes
do.

CO CHAI R TARR requested additional information in this regard.
1:31:17 PM

MR. JEPSEN sunmarized HB 111 is a significant tax increase for
ConocoPhillips in base tax structure. The bill noves Al aska in
the wong direction and increases the cost of supply at a tine
when the state has a lot of conpetition. The changes to the per
barrel credits do not represent a reasonable governnent share
and changes to the interest tinme period add to costs. Anot her
element of HB 111 is hardening the floor, which is another tax
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i ncrease. ConocoPhi |l l'i ps does not get NOLs, but is interested
in gross value reduction (GVR) oil because its new projects may
qualify for GVR  Furthernore, Senate Bill 21 is a key conponent
in increased investnment, nore jobs, production, and revenue to
the state. M. Jepsen stressed that tax policy matters to
industry and increased cost of supply to the industry wll

i mpact i nvestnent.

REPRESENTATI VE Bl RCH agreed Senate Bill 21 is working. He asked

how the per barrel tax credit reduction affects rates. The HB
111 fiscal note indicates by 2025, the state will realize a net
gain of an additional $300 million in revenue, and he questioned

how tax credits play a role in the tax scenario.

MR. JEPSEN said ConocoPhillips generates revenue for the state;
in 2016, ConocoPhillips' net incone was about $230 nmillion and
the conpany paid the state about $500 nillion in royalty,
severance tax, property tax, and incone tax, thus the state has
positive oil tax revenue, and can choose where to spend that
revenue. Regarding the per barrel credit, the 35 percent tax
rate on the net was inplenented as part of a conbination of per
barrel credits and base tax rate. When the per barrel credits
are elimnated, the tax rate is increased by a substantial
anount . He restated that these factors are in place to |eve
the regressive nature of the tax rate at low oil prices.

1: 36: 39 PM

REPRESENTATI VE PARI SH noted ConocoPhillips is concerned about
the increase in the mninumtax rate from4 percent to 5 percent
and to hardening the floor. He asked what percent production
tax rate ConocoPhillips currently pays.

MR. JEPSEN said approximately 4 percent, on average for |ast
year.

CO- CHAI R TARR remar ked

Tal king about the per barrel credit ... the way that
is applied ... it's transportation cost deductions,
and then |ease expenditure deductions, and then the
production tax value, then the tax at 35 percent, and
then the per barrel credit is added on, and so even
though ... the tax calculation is already done, and
then you add the per barrel credit to that, you
include the per barrel credit in your base tax rate
cal cul ati on
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MR. JEPSEN r esponded:

| think the actual way you do it is: t ake your
revenue, gross revenue, |less transportation, |ess
OPEX, | ess CAPEX, less the per  Dbarrel credit,
calculate ... the 35 percent tinmes that revenue ....

CO CHAIR TARR said, "It's the opposite way."

MR. RAUCH stated Co-Chair Tarr's calculation was correct. The
tax credits are a reduction in the tax anobunt as opposed to a
tax deduction which would conme before. The overall rate, froma
calculation of the net tax, is a function of the 35 percent tax
rate and the inpact of the per barrel credit. Pr evi ous
testimony from DOR has stated that if per barrel credits were
not part of the current tax law, the 35 percent tax rate would
be | ower.

CO CHAIR TARR suggested if the state were going to make changes

to the per barrel credit, ConocoPhillips' response mght be
different if there were also adjustnents to the base tax rate.

MR. RUSCH sai d yes.
CO CHAIR TARR observed that HB 111 does not deal with the GVR
issue and is hardening the floor against NOLs; however

ConocoPhi I i ps does not receive NOLs.

MR, JEPSEN r enmar ked:

It's a matter of materiality. W woul d hope that by
extension, we wouldn't continue to nove down that
di rection.

1: 39: 59 PM

REPRESENTATIVE BIRCH has heard in Wst Texas wells can be
drilled in 14 days that would take significantly longer in

Al aska. He cautioned that as oil prices go up there will be a
point where there will be increased production in the Lower 48
and Al aska wll still have conpetition fromthe Lower 48.

MR. JEPSEN restated that Al aska production conmes at higher cost
and thus it 1is harder to attract investnent from a |imted
capital environment; in addition, also working against Al aska is
timng, as there are a limted nunber of rigs available at any
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time. Al aska has been slower to "conme down," because it has
been a good place to invest under the current tax system
al t hough prices have stayed low for a long tine.

REPRESENTATI VE Bl RCH said, "Tax stability hel ps."

COCHAIR TARR recalled at the tine the |egislature discussed
Senate Bill 21, the focus was on an oil price range of between
$60 and $100 per barrel, and thus the tax system that was
created does not work well in the new |ower price environment.
She inquired as to whether those who have testified that Senate
Bill 21 is working had a better idea of its inpacts at |ower
prices, as the legislature did not nodel or design the tax
system for | ower prices.

MR. JEPSEN expressed his belief that low prices were
contenpl ated because Senate Bill 21 contains provisions that
continue to "ratchet down" the tax at increnents of $25 or $15;
in fact, that was the purpose of the provision that below a
certain level the industry would pay a mninumtax. He said al
parties recognized that low oil prices are not good for the
industry and the state would have |ower revenue. M. Jepsen
opined the state does not need a different system because it
still has a nodicum of revenue, and it is not possible to tax
the industry to get the state out of a budget deficit. He
cautioned that creating a system "anynore inbalanced than it is
right now, you run the risk of losing investnent."

1:46:11 PM

DAN SECKERS, Tax Counsel, ExxonMobil Corporation, said the
| egislature is once again increasing taxes on the oil industry
in troubling economc tines. The proposed legislation will not

only increase industry taxes and change tax policy, but wll
undernmi ne investor confidence and weaken Alaska's overal

i nvestnent climate. In order to neet the state's long-term
goals, tax policy nust provide confidence that changes in the
state's tax policy will not adversely affect investnents already
made. M. Seckers said HB 111 is purported to establish a
durable tax policy; however, the aspects of durability and
certainty lose their value if their cost is too high. Senat e
Bill 21 is working as intended, and has been good for Al aska's
econony, jobs, and state revenue, and for Alaska' s gl obal
conpetitiveness. He expressed ExxonMbil Corporation's support

for previous industry testinmony that HB 111 is a significant tax
increase; in fact, many provisions of HB 111 have been carried
over from debate l|ast year on House Bill 247, and the changes
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within HB 111 will not inprove the investnment clinmate, will not
lead to jobs, nore oil and gas in TAPS, or help the econony.
From a tax policy perspective, Section 2 is a 25 percent tax
increase for sonme conpanies and an infinite tax increase for
others, and is not a long-term solution for any fiscal problem
Section 3 would prevent conpanies from realizing the true
econonmcs of their investnment by preventing the use of all
critical tax credits - not just sliding scale credits - and is
an immediate and significant tax increase. Section 3 also
prevents conpanies from utilizing available earned credits from
one nonth against their total liability for the year, referred
to as mgrating credits. He restated the provision is not
justified because it applies to all <credits, and requires
conpanies to file "perfect nonthly estimtes.” M. Seckers
characterized this provision as "very troubling ... and would
change the substance of the law and migrate the tax nore to a
monthly tax than the annual tax in which it currently is."

1:54: 25 PM

MR. SECKERS continued to Section 5, which would reduce the
amount of NOL deductions or tax credits a conpany can claim He
stressed that no conpany wants to |ose noney, and Al aska's tax
structure is nodeled closely after a net-based tax system and
allowwng the mtching of revenues and expenses is the
cornerstone of a net tax system and allows the recovery of
critical investnment. The elimnation of 60 percent of NOLs will
change how investnents are viewed and is a tax increase, and he
gave an exanple. He questioned whether the state w shes to have
a policy that will indefinitely delay or jeopardize projects.
He said, "So from a practical point of view and a tax point of
view, this provision would penalize conpanies that nake
i nportant decisions, those in the past and those in the future.”
M. Seckers said Section 7 is not a tax credit reform provision
because sliding scale tax credits are in current policy to
mtigate the increase in the base rate from 25 percent to 35
percent, and were carefully designed to allow recovery and
include an elenent of progressivity. Furthernore, Section 7
targets |egacy fields, which are the backbone of Alaska's oil
i ndustry and provide al nost 93 percent of oil revenue. Finally,
he explained Section 10 adversely affects fields that are
| ocated a distance from existing infrastructure - and thereby
are nore expensive to develop - by not allowing conpanies to
consolidate all production for tax purposes, so that a conpany
with a loss on one field can consolidate with others and "nmake
the project economc."” However, Section 10 would "ring fence”
the field, and the costs of developing certain fields wll be
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| ost. The result would nmake marginal and renote fields harder
to get funding.

2:01:47 PM

MR. SECKERS concl uded that raising taxes at this tine will force
all conpanies to reexam ne short- and |ong-terminvestnents, and
is inconsistent with the state's vison of pronoting oil and gas
devel opnent . He recalled previous tax increases occurred when
oil prices rose; however, enacting HB 111 indicates Al aska wl|l
raise taxes when prices go up or when the industry is losing
noney, despite the benefits brought to the state by the oil

i ndustry. He cautioned that if Alaska raises its costs,
ExxonMobi| Corporation will reexamne its investnents and wll
take appropriate action, and restated that Senate Bill 21 is
clearly working and has led to increased production and nore
] obs. However, increasing taxes on conpanies that are |o0sing
nmoney will not lead to nore jobs, production, or benefits to the
econony.

CO- CHAIR TARR returned attention to past changes in Al aska' s tax
policy, and recalled sone of the changes were specific to Cook
Inlet and did not affect ExxonMobil Corporation. She inquired
as to whether all of the tax changes are "problematic" for
ExxonMbbi | Cor porati on.

MR. SECKERS sai d yes.
CO CHAI R JOSEPHSON questioned why the state, as a sovereign

[
not entitled to "a 4 percent, hard floor [tax] 1in a
circunst ances, for the severing of a state resource?"

S
I

MR. SECKERS opined the key issue is whether the policy change
will hurt or help industry, especially smaller conpanies that
need credit recovery to reduce the mninmm tax. He pointed out
in addition to severance tax, conpanies pay royalty, property
t axes, and incone taxes.

2: 06: 41 PM

CO- CHAI R JOSEPHSON r enar ked:

the 35 percent tax rate ... [has] never been
operative since, since its advent ... it's cone close,
maybe, but C why the NOL should be at 35 percent

if it's to be paired with a 35 percent tax rate that,
that doesn't happen? Shouldn't it, if there was neant
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to be sone reciprocity or, or parity there, and one

could question why .... C Basically |1'm asking
about the effective tax rate that is really being
pai d, and whether ... the NOL shouldn't better mrror

that effective tax rate.

MR. SECKERS expl ained nost reginmes don't have tax credits for
| osses, they are carried as losses, and are tied to the
statutory tax rate. [In Alaska] the effective tax rate is an
arbitrary judgenent nmade by the state. Al aska chose to nake the
NCL a tax loss credit because its tax system had a progressivity

surcharge under  ACES. However , if ACES had not been
i npl enented, NOLs would be treated as they are in all of the
other net-based regines in the world: carried forward as

| osses. He conti nued:

And if that were the case then the |osses unique to
that taxpayer and that's beneficial to that taxpayer
when they earn noney and when they nmade a profit
against their tax rate, whatever it my be. Wher eas,
the disconnect that's created in Alaska is because
you've created it as a credit. And there's only one
way to put that, and that is through sone tax rate.
And the best one would be the statutory rate because
that's the only fair rate that's on the books that's
applied to all taxpayers equally.

COCHAIR TARR remnded the commttee that wtnesses have
referred to testinony by DOR provided at the conmttee neeting
on 1/30/17, slide 24 [of a PowerPoint presentation entitled,
"Alaska's G| and Gas Taxation - Status Report, dated 1/30/17],
which indicated the effective tax rate is at 35 percent when the

price of oil is about $140 per barrel, when conbined wth
credits. She said, "You saw the reduction to 15 percent because
that was nore where ... the effective tax rate would be at the

nore normal prices ...."

REPRESENTATI VE JOHNSON read from previous testinmony by M.
Ruggiero of Castle Gap Advisors provided at the hearing on
2/20/17 |[slide 5 of a PowerPoint presentation entitled,
"Devel opi ng Petrol eum Fi scal Policy," dated 2/20/17] as foll ows:

Wrking from a common understanding ... wll help
everyone better wunderstand the input that wll be
received from various respondents putting forth

sel f-serving opinions.
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REPRESENTATI VE JOHNSON continued [fromslide 10] as foll ows:

Qperators routinely deploy these top three detractor

t henes: instability ... negatively inpacts new
devel opments and investnents; conpetitions, ot her
regimes will be nore attractive in conparison; and
jobs, jobs are at risk due to potential |ower
activity.

REPRESENTATI VE JOHNSON said these seem like valid concerns, but
they were characterized by the presenter as self-serving
statenents, and she asked whether ExxonMbil Corporation would
consider the foregoing as valid business concerns when nmaking
its eval uations.

2:12: 09 PM

MR. SECKERS opined the aforenentioned are not thenes but are
facts; ExxonMbil Corporation and other conpanies | ook at a w de
range of variables, including the stability of a regine over a
| ong period of tine, such as whether the tax in Al aska next year
is known or unknown, which adds uncertainty and unpredictability
to the investnment decision. He assured the conmittee these are
valid concerns in the business world, and the Ilevel of
uncertainty will be conpared to that of other regines. M.
Seckers gave several exanples of the business decision-naking
process.

REPRESENTATI VE PARI SH asked what rate ExxonMbil Corporation
paid in severance tax |ast year.

MR. SECKERS said ExxonMbil Corporation's taxpayer information
is confidential, and it paid the amount it was required to pay
by |aw. Furt hernore, ExxonMbil Corporation does not file
fraudulent tax returns, and its returns are prepared by
accountants, reviewed by |lawers, and are finally reviewed and
audi ted by managers who conpl ete a checks-and-bal ances process.

REPRESENTATI VE PARISH inquired as to what M. Seckers would
attribute the nmajor settlenments that have been paid by the oil
industry to the state.

MR. SECKERS acknowl edged any two reasonabl e people can disagree

on the interpretation of |aw ExxonMobi| Corporation wll
defend its position and will also honor settlenent decisions
made by the court. Regardi ng production tax settlenents, he

said chall enges are brought when necessary, although he pointed
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out that the percentage of taxes in dispute is snall relative to
t he amount of taxes paid.

COCHAIR TARR referred to the court <case that required
devel opment at Point Thonson and that is believed to have caused
ExxonMobi| Corporation to earn net operating |osses, which "the
state is sort of paying for."™ She has heard criticismthat the
"duties to produce” concept, which was litigated in order to
force developnent at Point Thonmson, should not result in
ExxonMobi | Corporation earning | osses.

2:19:32 PM

MR. SECKERS declined to address Point Thonson litigation. He
said Point Thonmson is a very challenged resource; however, the
state wll benefit whenever the Point Thonson field is
devel oped, and the treatnent under the |law would have been the
sarne. Al t hough ExxonMobil Corporation is the operator, it has
partners in the devel opnent, and penalizing a certain
devel opment because it "took longer"” is poor tax policy.

REPRESENTATI VE JOHNSON asked how Al aska conpares wth other
governments as far as stability and tax changes.

MR. SECKERS advised Alaska is close to the top of reginmes that
repeatedly reexamine their tax systems; in fact, research that
has been previously provided to the commttee showed that in
2016, regimes were lowering taxes to keep investnment and to
prevent conpanies from relocating. Alaska is "going in the
other direction,” and he expressed his understanding that in
this price environnent, nost reginmes want to spur investnent,
and thereby retain jobs, royalty, property taxes, and benefits.

CO CHAIR TARR observed utilizing NOLs are generally a function
of a corporate inconme tax provision, but in Al aska also applies
to severance tax. She asked whether other reginmes offer NOL
deductions as a credit, and also as a function of the severance
tax cal culation, rather than corporate incone tax.

MR. SECKERS was not aware of any region or taxing jurisdiction

that offers NOLs as a credit. He offered that this provision
was intended to "capture the high end of prices every nonth, so
that's why it was put in as a credit.” For exanple, if there is

a loss, under the progressivity of ACES, the production tax
val ue upon which the progressivity is based would cone down. As
a credit, it didn't, thus Al aska got the highest tax rate
possi bl e. Furthernore, he said he has not seen a tax |oss
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carry-forward applied to production tax, and as far as he knows,
Al aska has a uni que system

2:25:41 PM

CO- CHAIR TARR acknow edged Al aska has marginal, economcally
chal l enged, and renote fields that need to be devel oped; the
state seeks to support challenged fields w thout assum ng undue
risk. She asked how the state woul d assess such fields.

MR. SECKERS cautioned against ring fencing fields. Olfields
are consolidated for tax filing purposes, and separating
chal l enged fields invites conplexity and puts additional burdens
on chall enged resources. In order to incentivize challenged
resources at less cost to the state, he suggested continuing the
gross revenue exclusions, which apply once a field is producing.
Renote fields need to be devel oped, and he questioned whether
the state seeks to |limt the geographic search for oil and gas
to close to existing fields. The gross revenue exclusions help
remote fields, although challenged fields may not vyield the
hi ghest anount of severance tax; however, there would be revenue
from property tax, incone tax, jobs, and royalty. He urged for
the committee to look at tax policy inits entirety.

COCHAIR TARR inquired as to an approval process to better
scrutinize challenged fields and devel opnents.

MR. SECKERS said Norway and others have advanced approval
processes; however, this raises concerns about information
di sclosed to conpetitors, perhaps in violation of federal anti-
trust law, and the unwanted sharing of proprietary information.

2: 30: 46 PM

PAT GALVIN, Chief Comrercial Oficer/General Counsel, Geat Bear
Petrol eum provided a PowerPoint presentation entitled, "House
Resources HB 111," dated 2/24/17. M. Glvin infornmed the
committee Geat Bear Petroleum is an exploration conpany that
seeks to becone a production conpany, and after extensive

investment in its exploration phase, hopes to nove into
production through discovery or acquisition. As such, the
provisions of the tax code affect his conpany in a different
way. He suggested there may be other ways to address the
objectives of HB 111 such as how the state will afford to pay
the tax credits, and how to balance state revenue wth
attracting new investnent [slide 1]. To address the tax credit

paynents, he provided a DOR graph from |l ast year and stated nost
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of the Cook Inlet credits were elimnated by House Bill [247].
Further, exploration incentive credits (EICs) have expired, thus
the state's cash outlay |looks significantly different now
[slides 2-4]. In addition, DOR information related to the size
of individual paynents to conpanies - in relation to the overall
paynment - has changed in that very |large paynents now have a cap
to limt how nmuch will be available to each conpany per year.
For exanple, $3 billion was paid over a nine-year period: one
t axpayer received a paynent greater than $200 million in a
single year, five tines one conpany received paynents between
$100 mllion and $200 million in a single year; eleven tines one
conpany received paynments between $50 nillion and $100 million
in a single year. M. Glvin pointed out between $1.3 billion
and $2.3 billion were paid out in large paynents that are no
| onger going to be nmade, but paynments now will be nade over a
period of years and the drain on the state's budget is no |onger
the sanme problem [slides 5 and 6]. Therefore, nost of the tax
credits have been elimnated, and the state's annual cash
exposure has been largely mtigated. He said the remaining NOL
tax credits are intended to level the playing field between new
conpanies comng into the state and existing incunbents who are
able to get a tax benefit for their expenditures inmmediately.
The reason for this policy still exists, and is just as strong
today as before [slides 7 and 8]. He stressed the need for
credits to provide benefits to new entrants remains, and many
provisions in HB 111 are detrinmental solely to new entrants in
the state. He opined the changes nade by [House Bill 247],
"tilted the scale towards the incunbents, this will further tilt
it in favor of the incunbents even nore.” Det ri nent al
provisions in HB 111 i ncl ude: lowering NOL credit rate to 15
percent; elimnating the "refundability” of NOL tax credits; not
having a production threshold for a mninmum tax floor affects
smal | producers disproportionately [slide 9].

2:40: 39 PM

MR. GALVIN turned attention to how the tax program affects
i nvestnments by incunbents versus investnents by new conpanies.
For exanple, an incunmbent with a $1 billion investnent in a new
project is able to imediately deduct its investnent against
current revenue. Further, the per barrel exclusion affects the
35 percent tax rate; in fact, the effective tax rate will differ
for each taxpayer, understanding that DOR projections of tax
rates at a certain price are "a gross sinplification of
basically aggregating every taxpayer and showng you if they
were all either all simlarly situated or it was all one
taxpayer, this is what they'd be paying." In reality, each
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taxpayer is in a very different position in regard to their
effective tax rate. For this presentation, M. Glvin used a 25
percent effective tax rate, which he characterized as a
reasonabl e approxi mati on; however, there is no single nunber.
In the exanple, a 25 percent tax rate taxpayer would i mredi ately
save $250 nmillion on their tax paynment, so the project cost is
$750 mllion, not $1 billion [slides 10 and 11]. M. Glvin
conpared this situation to a new conpany that spends $1 billion

and which under HB 111, earns a 15 percent tax credit that is
not refundable. The new conpany will not receive its tax credit
until it begins production, then the mnimumtax wll limt its
ability to use its NOL, and thus will not receive econom c val ue
for its expenditures for nmany years. He stressed an exploration
production conpany works in an expensive environnent and not
receiving the credit for three to seven years reduces the val ue
of the credit to one-third [slide 12]. Currently, the new
conpany woul d receive a $350 million credit, paid at $35 nillion
per year - subject to appropriation - and thus nearly equival ent
to what is received by an incunbent at an equal |evel of
investnment [slide 13]. M. Glvin said the difference al so has
inplications for project developnent if two taxpayers in
different situations are joint partners. He gave an exanple of
50/50 partners with investments of $1 billion each, but due to
unequal tax treatnent have poor project alignnent. Sol ely
because of the tax system the new conpany woul d have spent $865
mllion for the sane interest the incunbent acquired at a cost
of $735 mllion, which would delay and conplicate the project
[slides 14 and 15]. He suggested a nore bal anced approach -
which in the aforenentioned exanple - the incunbent gets
i medi ate tax savings of $250 mllion and the new conpany gets a
cash rebate from the state of $250 million, and there would be
project alignnment because the two conpanies would not have to
negotiate additional terns [slide 16].

2:50:18 PM

MR. GALVIN continued to other issues raised by HB 111, such as
the "hard floor, and what that does for snall producers.” He
restated that every taxpayer is in a different situation; a
smal | producer is going to be expending noney on exploration and
new devel opnent, thus a system that does not recognize their

costs <creates a disincentive to production. For exanpl e,
conpanies start with the first phase of limted production and
progress to higher levels of production. The bill may encourage

producers to forgo the first phase, because a nobdest anmount of
production creates the hard floor and denies credits that would
otherwi se be generated [slides 18 and 19]. The smal | producer
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credit is a credit available to conpanies with production up to
50,000 barrels of oil per day; however, the qualification period
has ended, and conpanies that previously qualified were prom sed
this benefit for a period of 10 vyears, and based their
i nvestment decisions upon the benefit. Al though - from the
state's perspective - elimnating the small producer credit is
not significant, the change will "potentially devastate a nunber
of conpanies in terns of their expectations on the projects that
they're pursuing.” He restated the inportance of a balance
between the revenue to the state and the inpact to taxpayers
[slides 19 and 20]. M. Galvin observed during the past 10-15
years, the tax debate has transitioned from a focus on

exploration to a focus primarily on production; however, in
order to have future production, he cautioned that there nust be
exploration for new discoveries, or there wll be certain
decline [slides 21 and 22]. He provided a chart from 2007 that
illustrated bal anci ng revenue W th i nvest ment climte,
transparency with economic flexibility, and incunbents with new
entrants, are all wuniversal, ongoing, and significant factors
[slide 23]. H s past experience with oil tax debate began at

the tinme between the Petroleum Production Tax (PPT) [passed in
the Twenty-Fourth Alaska State Legislature] and subsequent
changes to oil tax policy. The adm nistration at that tine
focused on a return to a gross tax, thus consultants and the
adm nistration's economc team were tasked to identify a gross
tax that would benefit the state. However, it was found that a
conmbi nation of a gross tax and various credits would not achieve
the state's desired revenue w thout risking projects that were
underway, therefore, the state retained a net tax [slide 24].
He said he was troubled that there are those who m stakenly
believe a gross tax is a sinple solution that elimnates any
risk, gains state revenue at any price, and protects new

proj ects. M. Glvin closed as follows: a problem of tax
credits does not exist; don't put new conpanies at a
di sadvant age; bal ance revenue and investnent across all

t axpayers [slide 25].

3:00: 23 PM

REPRESENTATI VE BIRCH appreciated [slides 3-5] that segregated
North Slope and non-North Slope credits. Turning to the
financial wviability of projects, he recalled DOR "referenced
about a 10 percent discount or hurdle rate, in their
analysis, and if | recall, the Departnent of Natural Resources,
like with Caelus, | think they were in the 15 to 20 percent.”

He asked for a reliable discount rate for conparison purposes.
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MR. GALVI N expressed his belief the DNR analysis of 17.5 percent
for Caelus is nore accurate in ternms of "what actual E&P
conpani es experience and what we would use in terns of our own
analysis ...."

REPRESENTATI VE BIRCH agreed "a 15 to 20 percent range that DNR
is using is probably a nore valid range.”

MR, GALVIN clarified that the discount rate assigned by DOR is
representative of what the state's appropriate discount rate
should be for forgone revenue; however, for the conpany, the
hi gher rate is appropriate because of the nature of the cost of
capital and associated ri sk.

REPRESENTATI VE BIRCH recalled there was discussion in 2013 that
the tax credits were proposed with the intention to draw new and
smal | conpanies to Alaska for oil exploration and research. He
asked whether the tax credits were effective.

MR, GALVIN said, "It was effective in perhaps nore than the
state intended in sone instances."

[HB 111 was hel d over.]

CO CHAIR TARR di scussed the time allowed for industry and public
testinmony on the bill.

REPRESENTATI VE BIRCH encouraged the co-chairs to balance the
presentation of various issues with expert testinony from the
appropriate state departnents.

3:09: 11 PM

ADJ OURNMENT

There being no further business before the conmttee, the House
Resources Standing Commttee neeting was adjourned at 3:09 p. m
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