HOUSE FI NANCE COW TTEE
March 29, 2006
2:37 p.m

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 2:37:50 PM

VEMBERS PRESENT

Representative M ke Chenault, Co-Chair
Representative Kevin Meyer, Co-Chair
Representati ve Ri chard Foster
Representati ve M ke Hawker
Representative Ji m Hol m
Representati ve Reggi e Joul e
Representative Mke Kelly
Representative Beth Kerttul a
Representative Carl Moses
Representati ve Bruce Weyhrauch
Representative Bill Stoltze, Vice-Chair

MEMBERS ABSENT

None
ALSO PRESENT

Steve Marshall, President, British Petrol eum Al aska; Angus
Wal ker, Commercial Vice President, British Petrol eum Al aska;
Tom WIllians, Al aska Tax Counsel, British Petroleum John
Zager, Cener al Manager , Chevr on- Al aska, Kevin Tabl er
Manager, Lands & Governnent Affairs, Chevron-Al aska

PRESENT VI A TELECONFERENCE

None
SUMVARY
Presentati ons by Producers:
British Petrol eum
Chevron
HB 488 "An Act repealing the oil production tax and gas

production tax and providing for a production tax
on the net value of oil and gas; relating to the
rel ati onship of the production tax to other taxes;
relating to the dates tax paynents and surcharges
are due under AS 43.55; relating to interest on
over paynments under AS 43.55; relating to the
treatment of oil and gas production tax in a
producer's settlenent wth the royalty owner;
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relating to flared gas, and to oil and gas used in
the operation of a |lease or property, under AS
43.55; relating to the prevailing value of oil or
gas under AS 43.55; providing for tax credits
against the tax due under AS 43.55 for certain
expendi tures, |osses, and surcharges; relating to
statenments or other information required to be
filed with or furnished to the Departnent of
Revenue, and relating to the penalty for failure
to file certain reports, under AS 43.55; relating
to the powers of the Departnent of Revenue, and to
t he disclosure of certain information required to
be furnished to the Departnent of Revenue, under
AS 43.55; relating to crimnal penalties for
violating conditions governing access to and use
of confidential information relating to the oil
and gas production tax; relating to the deposit of
nmoney col | ected by the Departnent of Revenue under
AS 43.55; relating to the cal cul ation of the gross
value at the point of production of oil or gas

relating to the determ nation of the net value of
taxable oil and gas for purposes of a production
tax on the net value of oil and gas; relating to
the definitions of 'gas,' 'oil,' and certain other
terns for purposes of AS 43.55; making conform ng
amendnents; and providing for an effective date."

HB 488 was heard and HELD in Committee for further
consi derati on.

2: 38: 03 PM

HOUSE BI LL NO._ 488

"An Act repealing the oil production tax and gas
production tax and providing for a production tax on
the net value of oil and gas; relating to the

relationship of the production tax to other taxes;
relating to the dates tax paynments and surcharges are

due under AS  43.55; relating to interest on
over payments under AS 43.55; relating to the treatnent
of oil and gas production tax in a producer's

settlenent with the royalty owner; relating to flared
gas, and to oil and gas used in the operation of a
| ease or property, under AS 43.55; relating to the
prevailing value of oil or gas wunder AS 43.55;
providing for tax credits against the tax due under AS
43.55 for certain expenditures, |osses, and surcharges;
relating to statements or other information required to
be filed with or furnished to the Departnent of
Revenue, and relating to the penalty for failure to
file certain reports, under AS 43.55; relating to the
powers of the Departnent of Revenue, and to the
di sclosure of certain information required to be
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furnished to the Departnment of Revenue, under AS 43.55;
relating to crimnal penalties for violating conditions
governing access to and use of confidential information
relating to the oil and gas production tax; relating to
the deposit of noney collected by the Departnent of
Revenue under AS 43.55; relating to the cal cul ation of
the gross value at the point of production of oil or
gas; relating to the determ nation of the net value of
taxabl e oil and gas for purposes of a production tax on
the net value of oil and gas; relating to the
definitions of 'gas,' 'oil," and certain other terns
for purposes of AS 43.55; making conform ng anendnents;
and providing for an effective date.”

2:39: 15 PM

STEVE MARSHALL, PRESI DENT, BRI TI SH PETROLEUM ALASKA,
provided the commttee with a witten copy of his testinony
(copy on file.) He related that he has been watching the
oil tax proceedings over the last few weeks with a |ot of
i nterest. He enphasized the significance of the bill in
front of the commttee. He opined that it is inportant to
provide the best information so that the legislature can
make the nost informed decision. He noted concern about the
changes nade to the bill and the focus of the discussions.
He stated that the bill is noving in the wong direction and
has the potential to hurt Al aska. He wondered if the lure
of the short-term revenues would jeopardize the long-term
benefits.

M. Marshall pointed out that the common ground between the
industry and the state is production. The commobn eneny is
the natural decline of oil and there are ways to of fset that
decline with investnent, technology, new ideas, and new
recovery techniques. He spoke about the danger of
pol ari zati on between the industry and the | egislature.

M. Marshall related that a final concern is one of
consequence. He said he wi shed he shared the confidence of
consultants that increasing taxes wll not reduce
i nvest nment . As a significant investor in Al aska the |ast
five years, he said that one of his roles has been to seek
capital to sustain business. It is a challenge faced every
year. What is being contenplated is going to make his job
nore difficult every year with projects that will conpete

| ess favorably than they will today.

M. Marshall enphasized that the right question to ask now
is what is the tax structure and rate that would encourage
addi ti onal i nvest nment, i ncrease producti on, maxi m ze
recovery, and provide the state with a fair share.

M. Marshall spoke of high prices and profits as part of the
reason British Petroleum (BP) is in Alaska. He naintained
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that high prices masks production decline. The underl ying
decline of fields is about 15 percent. Through investnent,
that is restored to about 6 percent. He said the industry
has failed to neet projections in recent years for a variety
of reasons such as project delays, |ess productive wells,
operational difficulties, and the inherent challenges in
working with a mature basin |like the North Sl ope.

M. Marshall pointed out that Alaska has a business plan
that goes out 50 years. He spoke of personal pride to be
involved with the creation of a business plan called the
“bridge to gas”. It involves maximzing the light oi
production for the past 28 years as well as bringing on the
technol ogies that can access heavy oil. It is through
providing investnents in the infrastructure that wll |ower
the unit costs.

M. Marshall spoke of the privilege to have led 5,000
enpl oyees and contractors who run the day-to-day operations.
The 50-year plan is a reflection of their dreans and hopes.
He shared the excitenent of how BP enpl oyees have responded
to the challenges of the future. He spoke of being ready
for future chall enges.

M. Marshall addressed |ack of appreciation for BP's
contributions. He responded to the criticismthat BP is not
expl oring enough. He clarified that BP's business is about
maxi m zi ng recovery and addi ng barrels using technology. He
gave an exanple of technology that has the potential to add
400 mllion barrels of additional reserves recovery on the
North Slope, a big discovery. Another exanple would be an
extra 1 percent recovery at Prudhoe Bay, or 250 mllion
barrel s. New technology has the potential to pay off
hugel y.

M. Marshall concluded that he is hopeful that the House
Finance Conmittee will re-direct the dialogue to achieve a
bal anced structure that results in an infusion of capital
reduces decline, creates growmh in state revenue, provides a
better balance at high oil prices, and secures a healthy oi
busi ness that bridges to gas and beyond. BP is willing to
provide information and followup so that the nost inforned
deci si on can be nmade.

2:49: 43 PM

Co-Chair Meyer inquired about the relationship of the 50-
year plan and the justification to London of capital
expenditures each year. He wondered about starting out with
a tax rate that nmay be too high, but could be adjusted |ater
on.

M. Mrshall spoke of the challenge of producing a business
pl an that addresses a vast array of investnents and projects
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that are profitable and not too risky. Every year the
conpany requests a specific amount of capital. This year it
was about $590 nmillion for Al aska business. One of the key
nmeasures is the economic nerit. Tax rate — production tax,
royalty, federal tax, corporate taxes - is one of the
factors, as are the capital cost and operating cost. \Wen
those costs are put into the economc equation it nmakes
those investnments at a higher tax rate, less conpetitive
than they are today. It becones harder to attract capita
to them

2:53: 23 PM

Co- Chair Meyer asked what would happen if the tax rate
changes and BP reports back to London and chooses not to
invest in Alaska because it is no |onger conpetitive, and
after a couple years that tax rate is |owered. He wondered
if BP could recover the | ost capital.

M. Marshall spoke of the difficulty of restoring production

after such a |oss. He pointed out that BP is trying to
sustain a nore stable level of activity, which is a better
way to run the business. It is not easy to bring back new
rigs, get them drilling again, and fill in the gap. He

suggested that the industry has had to struggle to keep up
with that 6 percent decline.

2:55: 39 PM

Co-Chair Meyer agreed that the state shares the goal of
| esseni ng decline and increasing production. He stated that
BP is re-investing about $600 million. He asked if the 20
percent credit is of nore value than the 20 percent tax
rate.

M. Mrshall replied that the nobst inportant thing is
production, in terns of providing revenues to the state or

to the industry. Production wll out trunp tax rate.
“Gowing the pie wll always be better than a bigger slice
of the pie.” \Wen conparing tax rate vs. incentives — tax
rate will always out trunmp incentives. 20/20 as proposed in
the governor’s bill, for BP in 2006, at current prices and
with a $590 million capital investnment, results in an
effective tax rate of about 13 percent. Under ELF, the
current tax rate is about 5.5 percent. BP sees that as

doubling the tax rate. Gowing the barrels attracts higher
taxes, but also higher royalties. No armount of incentives
can offset a significant increase in tax rate.

2:58: 14 PM

Co-Chair Chenault addressed the 15 percent decline in
production, which drops to 6 percent due to investnent. He
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asked M. WMarshall to elaborate on “delays in |large
projects”.

M. Mrshall responded that sonme of the |arge projects have
been | ate and costly. North Star was del ayed due to |ega
chal | enges and ended up costing $1.2 billion instead of $400
mllion. There have been delays in small projects, as well.
He gave an exanple of a well that was not ready before June
and had to be put into suspension until Decenber when the
ocean froze again.

Co-Chair Chenault asked if the delays are caused by the
corporation, by lack of investnent capital, or by legal or
permtting problens.

M. Marshall said it is not lack of capital. The industry
has experienced a shortage of people out of college needed
to sustain the industry. BP has hired 200 people, many of

t hem engi neers, in order to fulfill the investnents.

3:01:18 PM

Representative Wyhrauch asked if M. Mirshall said no
anount of incentives or tax «credits could overcone a
probl ematic tax rate. M. Marshall said yes. In the
anal ysis of 20/20, if the incentive is increased a nom na
anount there is sonme positive inpact. He described the

exanple of 20/20 translated to 13 percent as the *“Dbest
conparison that can be nade agai nst today”.

Representative Wyhrauch asked about tradeoffs and the
intent of the bill to induce incentives to develop oil,
which is on a decline. He summarized BP' s point of view as
being willing to accept a tax rate that is smaller than the
one in the CS, with certainty for the long term and with no
interest in tax credits or incentives. He noted that the
incentive part of the bill is not the commttee s concern.
M. Marshall countered that the economc analysis of any
project going forward reflects both the incentives and the
tax rate. The incentives are a factor, but the net effect
of the tax rate has nore of an inpact on the economc
attractiveness of any individual project than the incentive
itself. Utimately, it is the relative attractiveness of
the project today vs. the attractiveness of the project in
the future that is one of the Kkey drivers for the
i nvest nment .

3:04:26 PM

Representati ve Weyhrauch pointed out that ELF was anended in
1989. He asked if the bill is adopted today, in 2006, if
that is the end of the useful life of a taxation schenme. He
inquired if there are other international nodels to | ook at
to determ ne the useful life of a tax program M. Marshal
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said he does not know if 17 years is the correct anount of

tinme. He noted that this project is unprecedented, very
| arge, and a significant investnent. BP is looking for a
period of certainty for oil that allows a healthy oil
business to exist, which wll wunderpin a healthy gas
busi ness.

3:05:48 PM

TOM W LLI AM5, ALASKA TAX COUNSEL, BRI TI SH PETROLEUM ALASKA,
di scussed how the tax structure is viewed in ternms of how
well suited it is for the industry's situation as well as

for the. He elaborated on the history of the ELF tax
structure in Alaska. O resources are being depleted and
it becomng nore challenging to produce it. He nentioned

that the current structure mght not be the nost suitable
one for the future.

3:08:52 PM

ANGUS WALKER, COWVERCI AL VI CE PRESI DENT, BRI TI SH PETROLEUM
ALASKA, referred to a handout entitled “BP Presentation on
CSHB 488 (PPT)” (copy on file.) He addressed the decline
of production in the North Sl ope of Al aska as shown on Slide
5. The historical basin decline has been around 6 percent
per year since peak production in 1988. There was a period
of flattened production in 2000-01 with the addition of
Al pine and Northstar.

M. Wal ker highlighted the Departnent of Revenue production

forecasts. These forecasts have been continually revised
downwar d. The latest forecast projects a decline of 3
percent per year. He asked why the industry and the

Department of Revenue continually overestimte production
and fail to neet expectations when the resources are there.
He explained that the first reason is that the industry is
overly optim stic and sonme things have proven nore difficult

and expensive, such as viscous oil. Some projects take
| onger and sone projects don't work. That is the nature of
the oil and gas business. The primary reason is the
unrealistic expectation of investnment in Al aska. A 3
percent decline is forecast and investnent nust double to
support the industry. Production is “King” in terns of
revenue to the state — 100,000 barrels of production is $500
mllion less in revenues at today’'s prices. It is of great

concern that production is declining and the forecasts are
continually being revised downwards.

3:14: 44 PM

M. Walker referred to Slide 6 — Investnment O fsets Decline.
He explained three decline rate scenarios and what would
happen if investnment were stopped in the North Slope.
Production would decline very rapidly and term nate around
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2012. The green line, the 6 percent decline line, is the

extrapol ation of historical decline. 1In order to achieve 6
percent, the industry is spending between $1 billion and
$1.5 billion a year. One should not wunderestinmate the

effort that goes into achieving that 6 percent decline: a
wor kf orce of 5,000 and between $600-$700 million in capital,

and about $1 billion in operating costs. To nove to a 3
percent decline requires an investnment of between $2 billion
to $3 billion a year. Unless investnment is attracted to

Al aska the forecast will be revised downward in the future.

3:18:18 PM

M. Wl ker addressed Co-Chair Meyer’'s question about setting
too high of a tax rate. He enphasized that production woul d
fall quickly, after 2-3 years on the wong decline Iine, and
woul d be inpossible to recover from

Representative Holmreferred to M. Mrshall’s presentation
where he stated that BP is investing $500 million into
Al aska operati ons. He requested clarification about a
mention of investing $1 billion to $1.5 billion into Al aska
to keep the industry going.

M. Wal ker responded that the $1 billion to $1.5 billion is
the investnment required by the whole industry on the North
Sl ope. The $2 billion to $3 billion is what would be
required to neet the 3 percent decline |ine. He related
that the current Ilevel of investnent, which has been
attracted to Al aska and predicated on the ELF tax system is

looking at a $1 billion increase in taxes at current prices
under the new system A tax increase does not equate to an
increase in investnment. The new 20/20 tax structure would

result in less investnent than is currently being nade.
Many exanples around the world show that |owering taxes
i ncreases investnent.

3:22:16 PM

Representative Kerttula pointed to BP s profit, which allows
for continued investnment on the North Sl ope. She referred
to the United Kingdom and Norway where taxes were raised in
juxtaposition with certain incentives. She requested a
response to those two concerns.

M. Walker put off the question of conparison to other
regimes to later on in the presentation. He spoke of recent
excellent profits as a function of high prices. He said
that when prices are very low, no profits are nade.
Everyone benefits from high prices.

Representative Kerttula noted that the commttee’s purpose

is to try to determ ne a bal ance between the state and the
i ndustry.
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3:25: 07 PM

M. Marshall spoke of disappointnment with the Badam Fields
reservoir that was nore conpartnentalized than expected. He
noted that there have been a nunber of exanples of fields
whi ch have disappointed and are not reflected in profits.
He spoke of a dry hole experience loss in the Mikluk
project. He asked the conmittee to consider the risks that
the industry has taken.

Representative Kerttula asked how | ong ago Badam was. M.
Marshall said that it was restarted |ast year. Investnents
were made in the late 1990s, and production was started in
1998-9 and did not achi eve expected rates.

M. Walker reiterated that decline is the nost inportant
i ssue facing the industry and the state.

3:28:19 PM

M. Walker referred to Slide 7 to discuss the industry’'s
strategy and how BP is addressing the decline. The strategy
is to create a 50-year business in Al aska by focusing on the
| arge known resources that exist on the North Slope such as
light oil, viscous oil, and gas. The future is very
different than the past and it has nmany chall enges.
Technol ogy is being pursued to develop the Liberty Field and
heavy oil. BP has been investing in infrastructure to get
ready for the future and has spent $1 billion on four ships
and $400 million to update the pipeline. Each of these
investnments is designed to reduce costs and increase the
wel | head value of oil for the benefit of the industry and
the state. M. Wil ker noted that 200 peopl e have been hired
this year for the additional projects and investnents.

3:32: 05 PM

Representative Kerttula asked if the costs spent on TAPS
woul d go through the normal process with the state paying
one-quarter of the cost.

M. Walker explained that the costs spent on TAPS are
incorporated into the tariff that is paid by all users of
the system He explained how the investnent in the ships
results in a reduction of shipping costs, which results in a
hi gher wel | head val ue, which results in higher royalties to
t he state.

Representative Kerttula pointed out that the state ends up
paying a quarter on every dollar spent on TAPS.

M. WIlliams explained that it is not the TAPS settl enent
met hodol ogy. It is the fact that if it goes into the
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tariff, both the royalty and severance tax are based on the
net value. They work the sane way.

M. Wil ker noted that BP would spend $14 billion over the
next ten years in Alaska to execute this strategy. Hal f
will be spent on gas - half on oil. The total is double
what has been spent in recent years on the upstream portion
of the business. In order to deliver the strategy, BP is
concerned that the wong outcone from these deliberations
woul d be a tax that is too high for the industry.

3:34:35 PM

In response to a question by Representative Hawker, M.
Wl lians explained that once the new pipeline is built, the
new gas would be found to fill it.

Representative Hawker referred to the Admnistration s high
vol ume and | ow vol une scenarios. He observed that there is
a presunption of a long-term scenario that every 3 to 6
years new reserves woul d be brought on line. BP s scenario
appears to be nore linear. He questioned if BP anticipates
new di scoveri es.

M. Wal ker observed that the state’'s assunption is flat and
t hen declines on the new gas |ine scenario. Based on recent
history, it is known that the North Slope is declining.
BPs view is that the new gas l|ine scenario is too
optimstic.

Representative Hawker pointed out that they were talking
about “new oil” not new gas. M. V&l ker agreed.
Representative Hawker asked if M. Wl ker believes that the
state’s nodel is not as realistic as the industry believes.
M. Wal ker noted a problemin Al aska of the massive resource
base and said that any of the scenarios are possible in

total volume — in the sense that the oil is there. The
guestioned is, <can the developnent occur in Ilight of
i nvest ments. The industry agrees that there would be nore
oil developnment if the gas line were built. It would take
issue wth the assunption that an alpine-type field is
di scovered every three years. The industry’s profile is

based on multiple, repetitive investnments in existing
fields.

M. Wal ker added that the strategy is to concentrate on the
known resource base, since that is where the oil is. He
acknow edged the inportance of exploration.

3:41:10 PM

Representative Joule referred to the nodel of the 50-year
vision and questioned if a nodel has been devel oped for
of fshore oil. M. Wl ker explained that devel opnment of

House Fi nance Conmmittee 10 03/29/06 2:37 P. M



Liberty is the only oil included in federal waters. The
view Is specific to BP. An industry view would | ook
different.

3:42: 25 PM

M. Wal ker reviewed Slide 8, the |ink between production and
revenue. There are three decline scenarios that show the
volume of oil until the North Slope is shut dowmn. COperating
expenses and industry investnments were included. |f BP were
successful in noving to a 3 percent decline, production
woul d double. The cost to operate would also double. The
i ndustry investnment required above operating expense would
increase from$20 billion to $60 billion.

M. Wil ker reported that the affect on state revenue was
reviewed. There would be an inpact on the whole of Al aska
in terms of jobs, industry, infrastructure, etc. The total
state revenue derived from property tax, royalty, state
corporate incone tax, and severance tax was included. It is
clear that the nost inportant aspect is to get *“volunme down
the pipeline”, in terns of generating revenue for the state.
He maintained that PPT is relatively uninportant. He
suggested that a production tax could be set at zero if it
stinmul ated investnent.

3:46:41 PM

Representative Hol m noted that the assunption is that it is
in the best interest of the state of Alaska to insure the
fastest use of a non-renewable resource. M. \Wal ker
responded that if the decline continues at the same rate,
i ndustry would not be able to support the infrastructure.

Once the oil has declined, the industry will be gone. The
decision is how |long can the industry |ast and how nuch oi
can be brought out of the ground. The industry wll not

return after it leaves, that is why Aaska is being
encouraged to develop as nuch of its resource as it can

while it still has infrastructure to support it.

M. Marshall maintained if that is successful, it could |ast
30-40 years or |onger. He explained that the industry
continues to find new ways to maxi m ze recovery. There is a
finite Iimt of oil. The challenge is to get to the
technical limt, which has changed. Sustaining nonmentumis
t he key.

3:51:38 PM

Representative Hawker referred to slides 3 and 8 and noted a
di screpancy. M. Wl ker explained that slide 3 refers to an
investment of two to three billion on an annual investnent.
Slide 8 | ooks at spending nore noney over a |onger period of
time.
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IVE . Wal ker concluded that |ess investnent neans |ess
revenues and nore investnent neans nore revenues. The
guestion is what is necessary to increase investnent.

3:54:17 PM

M. Wal ker reviewed Slide 9 and the inpact of the tax rate.
He concluded that the tax rate does matter. The state of
Al aska already has one of the highest tax rates. He
mai ntai ned that progressivity would result in a tax rate of
75 percent. He conpared Al berta's tax rate and noted that
they have been successful in attracting developnent by
reduction taxes. Their tax rate is 39 percent until a

project pays out, when it reverts to 54 percent. The Gulf
of Mexico has al so been successful in attracting investnent.

Representati ve Hol m questi oned what a marginal tax rate of
61 percent included. M. Walker responded that |easehol der
royalties were included. He explained that all taxes paid
were included: property tax, royalty, federal incone tax,
severance tax, and corporate incone tax.

3:58:12 PM

Representative Kerttula wondered if all other states
severance taxes are conparable to Alaska’s. M. Wl ker said
he does not have the nunbers. M. WIllianms indicated that
every state could have a severance tax and nost of them do
In 1977, Louisiana had the highest severance tax of 12.5

percent . Al aska is at 12.25 percent. He di scussed | ower
rates of taxes based on category of well. He described West
Virginia s severance tax.

Representative Kerttula asked what the offset is. M.
Wal ker said the nunbers are an anmal gamation of all taxes
pai d. Representative Kerttula asked about conmmonality

bet ween st at es.

4:01: 23 PM

M. Marshall added that as BP | ooks at conparisons between
countries and states, the mssing ingredient is geology. A
100 mllion barrel field found in Alaska is different than
one found in Norway or in Wst Texas. The costs are
different and the efficiencies do not conmpare. An inportant
ingredient in the economc analysis is capital efficiency.

M. WIliams restated Representative Kerttula s question
about connnnality factors. The primary assunption is that
there is a 1/8" royalty. He noted that there is a 35
percent corporate federal incone tax rate, which is another
maj or common el enent. Mst of the states have a 5-8 percent
severance tax rate.
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Representative Kerttula asked why Alaska is already the
hi ghest cost region to operate and if that is based on PPT.
M. Wal ker pointed out that the yellow bar, AK ELF, is the
current situation. M. Wal ker comented that the UK is an
excellent role nodel for any country |ooking to increase
investment. He referred to two quotes by Dani el Johnston:

The “gross benefits” to the UK Governnment go way beyond
direct tax revenues and royalties received from the
upstream sector of the petroleum industry. The
econom c inpact of the industrial hyperactivity in the
UK sector of the North Sea, a direct result of the
“lenient” ternms of the 1990's, is difficult to neasure.

The UK offshore becanme the nost active offshore
province in the world. Reducing the Governnment take in
the following years managed to sustain that boom
Activity and enploynent in the British petrol eum sector
is healthy and robust.

He spoke to the difficulty of conmparing two systens.
4.06: 52 PM

Representative Hawker asked if the UK recently increased
their tax structure by 10 percent. M. Wil ker said that is
correct. The UK increased their corporate income tax.
Representative Hawker noted the UK s tax reduction node
previously vs. raising taxes now. M. Wl ker responded t hat
t he country made deci sions based on its needs to attract new
pl ayers and stinulate investnent. Now they are reversing
those tends. Representative Hawker asked for a copy of that
report.

M. Wal ker concluded by stating that Al aska has lots of oi

and gas, but declining production. Signi ficant investnent
is needed to stem the decline. Maxi m zi ng production w ||
maxi m ze state revenues and benefits to Alaska. Wth a 20

percent tax rate, Alaska wll have the highest tax rate and
t he highest cost structure in the U S. The bill as drafted
wi Il not maximze benefits to Al askans. The UK and Al berta

have successfully attracted significant investnent and
i ncreased production by reducing taxes and are thus great
rol e nodel s.

4:10: 56 PM

Co- Chair Meyer noted that the common goal is to get as nuch
oil as possible down the pipeline. He pointed out that
20/20 is the highest tax rate in the US. He asked how
Al aska woul d conpete donestically with such a high rate. He
asked if the industry is proposing a smaller nunber. M.
Wal ker responded that the right answer for Alaska is a rate
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less than 20/20, but BP has agreed not to oppose the
governor’s bill because it is a steppingstone to gas.

Representative Kelly asked if three different tax rates
woul d work better for the different types of fields. M.
Wal ker said that the vast resources in Alaska are in
existing fields and the focus should be on incentivizing
devel opnent across the board. He said there should be one
rate.

4:14: 34 PM

Representative Hawker referred to Slide 12, critiques and
chal | enges of the proposed bill. He said he tends to agree
with the points nmade. He noted that conplexity is not a

good objective in tax structures. He asked for a coment on
Wl not being a proxy for ANS crude. M. WIIlianms expl ai ned
that WIl is a sweet crude and has |ow sulfur content. North

Slope oil is noderately sulfurous, which puts it in a
different category. During windfall tinmes, those who have
trouble are the ones who are least flexible. *“Spot prices”
is the marketplace and is based on real sales. The
conposition of North Slope oil is going to nove away from
that of WII. There will be nore viscous oil that is ANS and
will be nore expensive to refine. It will nove further away

fromWI. He explained that wherever the windfall threshold
is, eventually a point will be reached that matches it. All
of the value out of the ground is consuned by the cost of
getting it out of the ground.

4:20: 30 PM

Representative Hawker noted that three nmajor producers
dom nate ANS, which allows for nmanipul ation. M. Marshal
responded that ANS is a unique market because of the Jones
Act, which only allows transport between U S. ports. West
Texas has access to many refineries, but ANS is restricted
to the West Coast. WI is not a good benchmark because the
market is weak. Many refineries have tried to copy ANS. BP
tries to maximze the value of ANS to Al aska. The goal is
to get full benefit for every barrel of Al askan crude.

M. WIlianms added that there were a handful of export
transactions allowed during the dinton admnistration.
Representative Hawker related that back when there was a
surplus, there was nore of an ability to affect the West
Coast market. M. Mrshall did not want to |eave an
i npression that the market could be mani pul ated. ©One of the
chal  enges that ANS faces is that it is difficult to find a
buyer.

4:26: 03 PM
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Representative Kerttula asked about the profit side of the
industry in Alaska conpared to other places. M. Wal ker
replied that if it costs less to get oil out of the ground,
and there is less tax, then there would be nore profit
Representative Kerttul a requested nore information.

Representative Hol m suggested that the higher tax rate is
needed is because the value of oil has increased. He asked
about the rate of return at $60 per barrel. M. Wil ker said
BP is excited about current prices. BP does not nake a
profit until oil is above $22.50 per barrel. BP can justify
the 20/20 tax due to adjusting the share between the
industry and the state at higher prices.

Representative Holm noted that the increase value between
$25 and $60 is $11 billion a year. M. \al ker responded
that their analysis shows a significant reduction in
i ndustry take under PPT and a balancing of state take. He
offered to share that information

4:31: 26 PM

Representative Kelly noted that when prices so high they are
a lot less sensitive to BP's investnent. Concern is higher
at $30 than at $60. M. Walker replied that he would sl eep
better at night if prices were high. He repeated what
happens at a $22.50 situation and noted that there are nany
factors invol ving doing business in Al aska.

4:34:34 PM

Representative Foster requested a copy of the slide. M.
Wal ker said it is a conpilation of page 12 of the witten
t esti nony.

M. WIIlianms addressed Representative Kelly's concerns. He
said $33 is not a high price today, but in 1980 it was the
price that Sohio put on North Slope oil delivered on the

West  Coast . Mnus inflation those prices have not since
been matched at today’ s prices. It would be equivalent to
$72 per barrel today.

4:36:57 PM

Representative Joule inquired about the 50-year vision in
Slide 4. He maintained that the legislature is at a
di sadvant age because it lacks information about gas. He

wondered if the legislature is supposed to trust the
i ndustry on oil because much woul d be nade up for in gas.

M. WIlliams replied that in due course, the |egislature

will get to see the details of the gas contract. The bil
shoul d be considered as the right thing to do for oil. The
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oil industry needs to be healthy and investnent needs to be
attracted to Al aska.

4:38: 36 PM

Representati ve Weyhrauch asked if the oil industry would be
anenable to resolve all di sputes t hr ough bi ndi ng
arbitration, without appeal. M. WIlIlians said he could not
take a position on that.

AT EASE: 4:39:40 PM

RECONVENE: 4:51:09 PM

BRI TI SH PETROLEUM PRESENTATI O N

JOHN ZAGER, GENERAL MANAGER, CHEVRON- ALASKA, referred to a
handout *“Chevron — Alaska Area” (copy on file) throughout
his presentation. He discussed the current asset base
formed by the conbination of heritage Chevron and Unocal
assets. Both conpani es have been active in Al aska for many
years. Chevron is the 4" largest producer in the state and
the 3'° largest operator. It has 382 enployees or full tine
contractors, 272 of which are based on the Kenai Peninsula,
with a payroll of nmore than $45 million. Chevron supports
ot her conpanies by supplying them energy: Tesoro, Enstar,
Chugach Electric, Agrium and Aurora Power. Chevron is the
only producer in the state with a rel ative bal ance of assets
in the Cook Inlet and on the North Sl ope.

M. Zager referred to Slide 3, which portrays the North
Slope fields, a net production of about 16,000 barrels of
oi | equivalent per day (BCEPD). He reported that Chevron
owns a little bit of nost of the major fields and 50 percent
of the fields in ANWAR that have been | eased.

4:55:39 PM

M. Zager showed Slide 4, the Cook Inlet assets both
of fshore and onshore. In recent years exploration has taken
place in the Kenai area. Slide 5 depicts pictures of assets
in Trading Bay, which has difficult operating conditions.
Chevron takes great pride in the environmental care used in
this area.

M. Zager noted that nobst of his testinony would focus on
Cook Inlet assets. Cook Inlet is different than the North
Sl ope assets and deserves special consideration regarding
the new tax regine. Slide 6 depicts Cook Inlet Ofshore
He described the percent of barrels that are water cut and
how costly it is to operate this area.

Slide 7 shows Trading Bay Unit, the single biggest asset in

Cook Inlet. It has decreased drastically in the nunber of
barrel s per day and has a greater percentage of water cut.
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Slide 8 depicts the Cook Inlet net oil production history,
whi ch has declined from about 12,000 barrels per day to
6, 400.

Slide 9 shows the Cook Inlet Ofshore oil and the high
operating costs and risks. Cook Inlet Ofshore cannot
afford an additional tax burden. He spoke of earnings,
whi ch invol ves addi ng back depreciation. Further production
declines will raise breakeven prices even further.

5:02:47 PM

Slide 10, Chevron Cook Inlet Strategic Study, deals wth
when Chevron acquired Unocal in 2005. A strategic study was
done and it was determned that there are increnental
i nvestment opportunities in Cook Inlet. I n February 2006,
Chevron announced a decision that it would retain all of the
Cook Inlet assets, with the intent to begin a nultiyear

i nvestment program Chevron will retain the current office
| ocati ons. Alaska is now a mjor part of Chevron' s
portfolio.
5:05:25 PM

Slide 10 deals wth the fact that the Cook Inlet
reinvestnment program was evaluated wusing the current
severance tax assunption (zero severance tax). He explained
that when nodeled wunder the proposed 20/20 PPT, the
econonm cs on sone projects are degraded and sone projects

are inproved. Overall, it results in poorer economcs for
t he program He addressed the fact that oil taxes will go
up dramatically. It will cause investnent decisions to be
reconsi der ed. H gher taxes will cause less capital to be
spent. Enhanced PPT ternms could significantly expand the

list of economic projects in the investnent program and
significantly extend the Iife of offshore oil production.

Representati ve Hawker asked about the surtax that is being
charged on the gross price of oil. M. Zager agreed that
t he surtax should be based on net rather than on gross. He
shared a concern on the cash flow of the net profits tax.

5:11: 02 PM

M. Zager referred to Slide 12 - “Cook Inlet Production
Forecast with Four Year Capital Plan”. He highlighted the
decline wthout further investnent. |In about 2009, Trading

Bay woul d be depleted. Wth investnent the projection would
be held flat for four years.

Slide 13 - “Alaska G| Production - January 2006 BOPD
Cook Inlet is only about 2 percent of the state’ s production
of oil. He nentioned that the benefit of the inpact of tax
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on Cook Inlet oil for the state would be insignificant.
Slide 14 depicts the sane information wth gas added in. He
spoke of how inportant gas is to the Anchorage area. He
defined the strategic value of these assets as making sure
production is there for future years.

5:15: 08 PM

M. Zager asked the committee to consider Cook Inlet as
different than the North Sl ope. Slide 15 shows reasons to
| oner taxes and provide incentives for additional Cook Inlet
investnment. He pointed out that gas is running out, and he
suggested alternatives such as coal, nuclear, hydroelectric
power, and L & G inport, and addressed their difficulties.
He spoke of a current lack of significant exploration. He
said that production tax is a pass through on nost utility
contracts. Q| redevelopnent will maintain and add new j obs
and will extend field life. Cook Inlet conpetes for capital
with other areas in North Anerica and does not conpete for
gl obal capital. Under PPT, Alaska wll have the worst
fiscal terns in the U S.

5:19: 02 PM

M. Zager explained that Slide 16 lists Cook Inlet
provisions in the bill to date. The House Resources version
of the bill has no incentives for Cook Inlet. The Senate
Resources version provides a 5,000 BOPD exenption, but fails
to provide any real help to Cook Inlet. He suggested two
reasons given not to consider a Cook Inlet provision. The
first is that it conplicates the bill. The second reason is

that the system nust be uniform over the entire state. He
argued that there are statutes that distinguish geographic
ar eas.

Slide 17 refers to the Senate version of PPT. He related
the Senate fornmula for the 5,000-barrel exenption. Chevron
produces 40,000 a day and would get 187 barrels credit out
of the 5,000. He noted the ampbunt for other producers. The
reduction would be trivial for Chevron.

5:24: 22 PM

M. Zager reviewed Slide 18, which shows that any Cook Inlet
provi sion should be specific to Cook Inlet. Wen |ooking at
incremental investnents in the state, total business nust be

consi der ed. Credit sits on the bottom and anything that
raises the "“boat” engages the tax. Anyt hi ng above 5,000
would be hit by the PPT tax. He summarized that any

provi sions for Cook Inlet nust be specific to Cook Inlet or
areas outside of the North Sl ope.

M. Zager stated that the biggest disappointnment of the
House Resources CS is that it does not recognize the unique
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value and challenged position of the Cook Inlet. He
concluded that the revisions, as proposed, would |ower the
econom cs of capital investnments in the Cook Inlet and put

the capital program in |eopardy. Wthout capital the
McArthur River Field will be gone in about four years, and
with it the critical mass for Cook Inlet oil industry.
5:26:59 PM

Representative Hol m asked what price of oil the four-year
capital assunption was based on. M. Zager acknow edged
that it was based on a price lower than the current price.
Representative Holm suggested that $60 barrel oil was

“pretty good” for the four-year plan.

M . Zager pointed out that the breakeven point is well above
$25-$30 per barrel.

Representative Holm noted that Chevron had spoken agai nst

severance taxes. M. Zager disagreed with Representative
Hol m s statenent. He concluded that the |ower the tax the
better.

5:29:31 PM

M. Zager discussed ideas to help Cook Inlet producers, as
summari zed on Slide 20. He observed that Cook Inlet could be
left under the current system There could also be a
speci al exenption for Cook Inlet. He added that PPT could
apply to Cook Inlet, adjusted to | ower tax rates.

M. Zager concluded that the balance of the original bill is
gone. He spoke in support of a 20 percent tax rate and a
tax credit of $12 million as replacement for a $73 nillion
standard deducti on. He pointed out that the transition
capital credit was taken out of the CS. He noted that
progessivity is a big issue, especially for Cook Inlet. He
argued against windfall taxes. He noted that pricing cycles
are not neasured in terns of days. Decisions are made based
on distribution, field size, well productivity, and prices.

M. Zager reiterated the difference between WIl and ANS. He
observed that gas and North Slope oil are tied to WI. He
noted that many of the contracts in the Cook Inlet are not
tied to Henry Hub. He enphasized that Chevron does not
support progressivity, but wmintained that if it is
i ncluded, the indexing price should be also included. He
did not think the comrencenent date of April was realistic.
He spoke to the interest rate and the penalty.

5:37:11 PM

M. Zager reviewed Slide 22. He discussed the issue of “get
it now vs. “grow the pie”. He was optimstic that the pie
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could be growmn. He observed that consultants woul d sonmeday

| eave and “we will be left to deal with our decisions”. He
mai nt ai ned that over the com ng years, investors would vote
with their dollars. He enphasized that the original

i ndustry support was astoundi ng, however, investors are now
concerned wth the House Resource version of HB 488. He
expressed concern that the CS woul d di scourage investnent in
Al aska.

M. Zager summarized that Chevron could not support the CS
in its current form He urged the committee to return to
the original PPT ternms, while inserting a Cook Inlet

provi si on. He recommended inclusion of an additional 5%
capital credit (20/25) for heavy oil or tertiary recovery
projects statew de. Chevron has been in Al aska for many

years and intends to continue an active exploration and
production operation in the state if a sound and stable
fiscal reginme can be offered.

5:41:16 PM

KEVI N TABLER, MANAGER, LANDS & GOVERNVENT AFFAI RS, CHEVRON\-
ALASKA, clarified that Chevron is not asking “not to be
t axed”, but to maintain their current t ax, w t hout
addi ti onal tax.

Co-Chair Meyer clarified that the state receives an ELF
paynent in addition to royalties, property tax, and incone
t ax. He agreed that the natural gas from Cook Inlet is
vital to Alaska. He also agreed that Cook Inlet is a snal
amount in the whole oil production picture and suggested
that Chevron be exenpted from PPT. M. Tabler observed that
there is a domno affect once a platform goes down. There
are nunber of reasons the base should be maintai ned.

5:44:11 PM

Co- Chair Meyer pointed out that Cook Inlet has been explored
since the 50's and estimated that if there were additiona
resources that they would be found. M. Zager noted that
there are sone potential reserves at deeper levels. There
are always possibilities.

Representative Kelly referred to SB 185 and asked how the
credits would affect Chevron. M. Zager responded that one

well would be affected. The intent was for a broad
interpretation. Chevron got a small part of what they
expected due to the narrow interpretation. There are

stringent limts on what qualifies.

Co-Chair Chenault noted that SB 185 was not intended for
Cook Inlet. It was nodified to cover Cook Inlet.

ADJ OURNVENT

House Fi nance Conmmittee 20 03/29/06 2:37 P. M



The neeting was adjourned at 5:48 PM
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