M NUTES
SENATE FI NANCE COWM TTEE
April 5, 2006
9:06 a.m

CALL TO ORDER

Co-Chair Lyda Geen convened the neeting at approximately
9: 06: 26 AM

PRESENT

Senat or Lyda Green, Co-Chair
Senator Gary W/ ken, Co-Chair
Senat or Con Bunde, Vice Chair
Senat or Fred Dyson

Senator Bert Stedman

Senat or Lyman Hof f man

Senat or Donny d son

Also Attending: JIM BOAES, President, ConocoPhillips Al aska;
DAVID BRAM.EY, Vice President, Charles River Associates
International, Consultants to ConocoPhillips; MR ANNE KAH,
Chi ef Econom st, ConocoPhillips; AUDREY SEGAL, Elenentary School
St udent, Cam no |sland, Washi ngton

Attending via Teleconference: There were no teleconference
parti ci pants.

SUMVARY | NFORVATI ON

SB 305-O L AND GAS PRODUCTI ON TAX

The Commttee heard a presentation from ConocoPhillips Al aska
and their consultant, Charles River Associated International.
The bill was held in Commttee.

Co-Chair Geen introduced AUDREY SEGAL, a fifth grade student
from Cam no |sland, Wshington who was making a video about how
| egi sl atures conduct busi ness, for a school project.

#sb305

CS FOR SENATE BILL NO. 305( RES)
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"An Act providing for a production tax on oil and gas;
repealing the oil and gas production (severance) tax;
relating to the calculation of the gross value at the point
of production of oil or gas and to the determ nation of the
value of oil and gas for purposes of the production tax on
oil and gas; providing for tax credits against the tax for
certain expendi tures and | osses; relating to t he
rel ati onship of the production tax on oil and gas to other
taxes, to the dates those tax paynents and surcharges are
due, to interest on overpaynents of the tax, and to the
treatment of the tax in a producer's settlement with the
royalty owners; relating to flared gas, and to oil and gas
used in the operation of a lease or property under the
production tax; relating to the prevailing value of oil or
gas under the production tax; relating to surcharges on
oil; relating to statenents or other information required
to be filed with or furnished to the Departnent of Revenue,
to the penalty for failure to file certain reports for the
tax, to the powers of the Departnent of Revenue, and to the
di sclosure of certain information required to be furnished
to the Departnment of Revenue as applicable to the
adm nistration of the tax; relating to crimnal penalties
for violating conditions governing access to and use of
confidential information relating to the tax, and to the
deposit of tax noney «collected by the Departnent of
Revenue; anending the definitions of ‘'gas,' ‘'oil,' and
certain other terns for purposes of the production tax, and
as the definition of the term 'gas' applies in the Al aska
St r anded Gas Devel opnent Act , and addi ng further
definitions; making conform ng anendnments; and providing
for an effective date."

This was the fifth hearing for this bill in the Senate Finance
Conmittee.
JIM BOMES, Pr esi dent, ConocoPhillips Al aska, i ntroduced

Mari anne  Kah, Chi ef Economi st , ConocoPhi | I'i ps/ Houston  who
specialized in global economcs and David Bramly with Charles
Ri ver Associates (CRA) International, a consulting firm to
ConocoPhillips which specializing in international oil and gas
fiscal issues.

M. Bow es acknow edged the challenges facing the Legislature in
its endeavor to revise the State's oil and gas fiscal policy.

SFC- 06 (2) 04/ 05/ 06



The conplexity of the issue has also been difficult for the
i ndustry "to take on".

M. Bowes stated that after attending several Legislative
hearings on this issue, the conpany had gained a better
understanding of the information required of them to answer
Legislators questions and to provide further insight on the
i ssue. Therefore, today's presentation would concentrate on how
ConocoPhillips conducted its business and made its investnent
decisions. The intent would be for these "tools" to assist
Legislators in the crafting of this petroleum production tax
(PPT).

M. Bow es advised against Legislators taking the philosophy of
increasing oil taxes to a point just short of "crippling the
industry and then backing off just a little bit from that

point". This would be likened to "not wanting to kill the gol den
goose but we'll take him as close to death as possible and then
revive hinf. This presentation would include "a continuum on
this. That as the golden goose gets weaker, investnent and

associ at ed vol unmes respond accordi ngly".

M. Bow es also addressed the philosophical position that the
State's tax rate should increase due to the recent high profits
the oil industry has experienced by stating that the oi
business is "a very very capital intensive business. During good
times, we collect noney and we have it ready to reinvest during
bad tines". Today's presentation would attest that the industry
continued to nmke significant investnents in the State during
t he good ti nes.

M. Bowes addressed the question of what wuld be the
appropriate percentage split of revenues, or "take", between the
State, the federal governnent, and the industry. The notion of
splitting the take into thirds "really has no basis in any type
of international conpetitive market". This presentation would
provide further insight to "how Al aska could be considered and
| ooked at with respect to world markets". Such information could
be utilized in the devel opnment of "a proper" tax structure.

9:11: 32 AM
SB 305 (CS) Testinony

ConocoPhi |l I'i ps Al aska
April 5, 2006
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[ Note: The pages in this docunent are not nunbered. For
reference purposes, the Senate Finance Conmittee Secretary made
a notation on each page of the corresponding tinmestanp in which
that page was addressed in the hearing. GCeneral descriptive
information of each page is provided in the body of these
m nutes when feasible. A copy of the handout can be obtained by
contacting the Legislative Research Library at (907)465-3808. ]

9:11:18 AM

[ Note: The PPT bill introduced by Governor Frank Murkowski is SB
305. The version of the PPT bill being considered in the House
of Representatives is CSHB 488(RES). The PPT bill being
considered in the Senate is CSSB 305(RES). The House bill is
referred to as CSHB 488 and the Senate bill is referred to as

CSSB 305 in these mnutes.|

M. Bowes referred the Conmittee to the "Projected Production
Tax Revenues" graph in the presentation [copy on file]. The
vertical scale represented "State Take (nom nal 20-year sum)" in
billions of dollars. The horizontal scale depicted the revenues
the State would receive under the current production tax regine,
the Economic Limt Factor (ELF) as conpared to the revenues
anticipated from SB 305, CSSB 305 and CSHB 488, as affected by a
$40 and $60 Al aska North Sl ope (ANS) prices per barrel of oil.

M. Bow es explained that at $40 per barrel, ELF would generate
approximately one billion dollars annually or a 20 year total of
approximately $20 billion. SB 305 would essentially double the
taxes currently paid to the State by the industry. Wile
acceptance of this increase was difficult for the industry, it
was made easier by the fact that the industry recognized, as did
the Legislature, that "it was tine to change" the ELF system As
a result, industry was "willing to support”™ the provisions in SB
305.

M. Bowes continued that at $60 per barrel, CSHB 488 would
"effectively triple" the tax rate under ELF. CSSB 305 could, at
current oil prices, quadruple the "total State Take in dollars
from industry". Today's testinony would contend "that taking
that anount of dollars fromindustry has to have sonme affect on
our capacity to reinvest".

9:13: 24 AM
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Prudhoe Gross Capital Spend vs Severance Tax Rate

M. Bowes stated that this graph would depict the "Prudhoe Bay
gross capital dollars spend over a five year period" from 2001
t hrough 2006 as affected by ELF and the proposed severance tax
rates. Even though there has been sone production decline, the
severance tax take percentage depicted by the blue line on the
graph indicated that during this tinme period had renmained fairly
steady, ranging fromten to 12 percent. The increase reflected
in 2006 indicated "the aggregation that occurred |ast year when
the satellite fields were aggregated at Prudhoe Bay". The red
line on the graph would indicate that ConocoPhillips had
i nvested approximately $400 million dollars annually during this
timeframe. Separate testinony had indicated that the overal

annual industry investment on the North Slope was approximtely

one to 1.5 billion dollars. Investnent in Prudhoe Bay would
account for approxinmately one third of the total industry North
Slope capital investnent. Even with rising oil prices, this

i nvest ment had been steady.

[ NOTE: The |abels of the graph lines on this chart had been
i nadvertently reversed. See Time Stanp 10:25:13 AM for further
clarification].

9:15: 02 AM
Kuparuk Gross Capital Spend vs. Severance Tax Rate

M. Bowes reviewed the industry's capital investnent at the
Kuparuk field during 2001 and 2006 as conpared to that fields
Severance Tax rate. The severance tax rate, depicted by the red
line, showed the declining severance tax rate under the
provisions of ELF. In 2001 the tax rate was approximtely six
percent, and in 2006 the rate was approximately zero. Wen
conparing capital investnents in Kuparuk to those in Prudhoe
Bay, the record would indicate that as the tax rate decreased,
i nvestment increased. The size of the 2006 investnent in Kuparuk
was approximately equal to the investnent at Prudhoe Bay, even
t hough the Kuparuk field was approximately "2.5 tinmes smaller in
production capacity”". The <conclusion was that the activity
occurring in Kuparuk was directly driven by the severance tax
structure.
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[ NOTE: The |labels of the graph I|ines on this chart were
i nadvertently reversed. See Tine Stanp 10:25:13 AM for further
clarification].

M. Bow es surmsed that CSSB 305 "probably puts that effective
severance tax rate anywhere between 16 and 22 percent ... going
forward”. Consideration should be given to how a tax rate of 16
to 22 percent mght affect a field that had been experiencing
essentially a zero percent tax rate. "One would have to assune
that there's going to be a direct correlation to what we see in
t hat i nvestnent.."

9:16: 57 AM

Senat or Hof f mran asked whether the nunbers being presented were
[imted to ConocoPhillips' activity in these fields.

M. Bowles clarified that the capital i nvestnments being

di scussed "have been grossed up to reflect total field dollars
spent .

Senator Hoffrman understood therefore that the information
reflected the total investnent nade by the nmajor oil producers
operating on the North Sl ope.

M. Bowles affirmed. The Prudhoe Bay and Kuparuk field

investnments would reflect total gross dollars spent. The
investnents made at these two fields would amount to $800
mllion or approximtely two-thirds of the investnments occurring

today. This trend would be expected to continue in the near to
md termfuture.

9:17:46 AM

Senat or Bunde asked regarding ConocoPhillips' calculations that
the PPT would result in a severance tax rate of approximately 16
to 22 percent, as he understood the net tax under SB 305's 20
percent tax and 20 percent credit (20/20) PPT proposal would be
approximately nine percent and approximately 12 percent under
the 25/20 tax proposal in CSSB 305. Thus, his question was
whet her this calculation nethodology nmatched that wutilized by
ConocoPhi | |'i ps.

M. Bowles advised that the nunbers could not be directly
conpared. The nethodology utilized by ConocoPhillips indicated
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that the provisions of SB 305 would result in an approxinmate 15
per cent severance tax. The House and Senate conmittee
substitutes would increase the tax beyond that.

Senat or Bunde asked whether the 15 percent tax rate would be "a
net tax after credits".

M. Bowles, affirmng it would be, explained that the effort
undertaken in the North Slope and Prudhoe Bay graphs "was to
convert this into an apple to apple conparison” by presenting
the nunbers in terns of the present ELF tax system "which is
really just a tax on gross revenues". The 16 to 22 percent tax
rate estimation would be the result of the nunbers under the
provi sions of SB 305 being adjusted to "an equival ent percent of
gr oss revenue.

9:19: 20 AM

Senator Stedman understood that the nunbers in the PPT bill
would "flux" as the bill devel oped; however, according to State
calculations, a 15 percent severance tax under the 20/20
provisions of SB 305 would require a per barrel price of
approxi mately $80; a $50 per barrel oil price would result in an
approximate 12 percent severance tax rate. Tax rates would
fluctuate as oil prices increased and decreased.

9:20: 09 AM

Senator Stedman recalled that, in ternms of industry aggregate
nunbers as opposed to individual conpany's nunbers, the 2005 net
to producers, at an average per barrel oil price of $43, was
estimated to be approximately $4.7  billion. This was a
"historically high" anmpbunt. Recent estimates, based on average
oil price of $58.70 per barrel, would be that producers would
net approximately $6.5 billion in 2006.

Senat or Stedman asked whether "large net incone gains" mght
influence the industry's capital decisions. In other words,
would industry opt to nmake capital investnents rather than to
pay the federal government a significant anount of noney. This
i ssue has not been addressed.

9:21: 20 AM
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M. Bow es responded that ConocoPhillips, with "one of the nost
aggressive capital reinvestnment prograns” of any of the nmjor
producers, was dedicated to that effort and was undertaking
nunmerous "significant projects" worldwide. The nmjority of
ConocoPhillips' "allocation of profits now goes back into
reinvestnent, and to .. established dividends", and retiring
debt, which at the end of 2005, anounted to approximately $13
billion.

M. Bow es conmunicated that "during bad tines we take on nore
debt"” and during "good tines", the effort was to reduce that
debt. The goal was to keep the conpany "steady" through both
good and bad ti nes.

9:22:15 AM

Senator Stedman declared that efforts nust be nmade to further
clarify the information, as research conducted by Econ One
Research, Inc., the economc research and consulting firm hired
by the Legislature, indicated that "the costs statew de" were
approximately $2.4 billion in 2005 and $2.3 billion in 2006.
Econ One nust assist in clarifying whether these capita
investments were being conpared in "an apple to apple”
scenari 0s.

M. Bow es concl uded his rennarks.
9:23: 02 AM
CRA | nternationa
Revi ew of Al askan Fiscal Proposals

April 5, 2006

DAVI D BRAMLEY, Vice President, Charles River Associates (CRA

I nternational, consultant firm to ConocoPhillips, explained that
CRA was "a global firm specializing in business consultancy and
econonmi cs". It served as oil and gas consultants to private and
national conpanies as well as governnents. He experience
included working in the exploration and production (E&P)
division of Shell International and as a petroleum econom st,
business planner and E&P consultant to oil conpanies and
governments in nore than 30 countries. "Understanding the
applications of E&P fiscal systens and their busi ness

inplications is fundanental” to his job.
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Page 1
Overvi ew of CRA Approach

WI1l the proposed changes in Al aska's fiscal system support
new i nvest nent ?

e Conparable group of mature CECD producers

* Econom c potenti al
* Maturity/ Prospectivity
* Cost base
e Fiscal Ternms: Total Governnent Take

M. Bramey comunicated that CRA had been retained by
ConocoPhillips to analyze the State's PPT proposals. The
anal ysis included conparing the PPT to "the fiscal environnent
of other" mture and significant oil and gas producing
Organi zation for Econom c Cooperation and Devel opnent regions
(CECD). He acknow edged the "difficult tradeoff" the State was
undertaking in deciding "between balancing the inperatively
short-term revenues with those of incentivizing investnent to
arrest future production decline".

M. Bramey assured the Committee that CRA "did not approach”
this fiscal analysis with the viewpoint "that |ower taxes are an

i nherently good thing". I nst ead, "a conparable group of
international of oil and gas areas", the OECDs, were identified
and their fiscal systenms conpared "in the context of their
underlying econom c potential and current |evels of investnent.
Through these conparisons we've sought to illustrate how wel

Al aska's existing fiscal system is aligned to the economc
realities of the region and to infer what would be the
consequences for investnent of the proposed changes.” CRA drew
upon its experience "to generate working assunptions that we
believe reflect the techno-economc realities of each of the
conpari son areas and applied methodol ogies”. This would assist
in projecting how investors "will assess the inpact of fisca

terms in their investnent decision making".

M. Bramley identified the question CRA strove to answer as
bei ng whether "the proposed changes to Alaska's fiscal system
support new investnent”. The majority of the effort to answer
this question was based on conparing the State's existing ELF
tax system to the terns of SB 305, CSHB 488 and CSSB 305. He
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would identify areas in which provisions in CSSB 305 would
af fect the anal yses.

M. Bramey stated that the answer to the prinmary question was
| argely based on how the fiscal changes would affect investor
decision meking. Both large and small oil and gas industry
investors operating in Alaska mneke their capital allocations
decisions "in the context of a larger portfolio of choices about
where to invest". There was "a huge range of conpeting options
in different parts of the world and different parts of the oil
and gas value chain". Like other sectors of today's econony,
capital nobility levels in the oil and gas business "are very
hi gh".

M. Bram ey declared that the OECD producers utilized in this
conparison were appropriate. Wiile these producers were
conparable they were also different. "The underlying economc
potential of each of thenf was presented in ternms of "relative
maturity and remaining prospectivity on the cost base for
accessing available opportunities in each area". Anot her
conparison utilized was that of "the overall Total Governnent
Take of the net cash flow from investing in a typical new
opportunity in each area". This analysis was the "nost
fundanmental " influence in the effort to attract investors. Al
applicable taxes including State and federal taxes were
included. The end result of all of these factors provided "an
effective high level view of the inpact on investnent of the
current and proposed Al aska fiscal ternf

9:28: 09 AM

M. Branmley stated that the approach taken by CRA was different
from other analyses in several fundanental respects. Further
information on these differences and how they affected the
conclusions of this report would be identified during the
present ati on.

Page 2
Conmparing Alaska's fiscal proposals to other nmature OECD
producing areas is the basis for a realistic appraisal of

their inpact on investnent

CECD G| & Gas Comron | nvest nent
Peer G oup Characteristics
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Al aska Simlar strategic roles in

Australia NW Shel f overall investnent portfolios
Canada G| Sands *Large, established oi
Nor way and gas producers

UK North Sea *Simlar political and
US GoM Deep Water busi ness ri sks

US GoM Shal | ow Wt er Hi gh |l evel of conparability

*Remai ni ng potential and
Costs are conparabl e
from public data

*Simlar fisca
structures

| nvestor Capital Allocation Decisions

M. Bramley stated that in order to nake "neani ngful conparisons
of investnment attractiveness of the whole of the diverse range
of options available to investors" was conplicated by different
corporate business strategies and different levels of risk and
rewar ds attached to t hose opportunities. | nst ead of
generalizing, the decision was nmade to focus on the conparisons
and the E&D activities of a select group of "developed world
econonmi es”. The investnments made by this OECD group tended to

have simlar strategic roles in overall investnment portfolios
they could "substitute for each other in ternms of investor
decisions” as they were all "large oil and gas provinces of

gl obal significant" wth long production histories, existing
infrastructure; stable conmercial regulatory nechanisns, and had
significant remaining reserves despite their maturity |evel
They each had "free conpetitive access" and were absent of
barriers to capital investnment. They also had simlar |evels of
political, legal and comrercial risks. Overall they were a group
of investnents with simlar ranges of risk and reward.

M. Branmley also identified another commonality as being that
"one could readily distinguish and characterize investnent
opportunities” in each area because they had simlar fiscal
structure: a royalty tax structure as opposed to production
sharing. In addition, they tended to have "the tax ring fence
drawn at the corporate level”. In conclusion, the OECD grouping
was "a good base" for CRA's anal ysis.

M. Bramley stated that had a different subset of opportunities
such as the "higher prospectively regions" of Angola and forner
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Soviet Union regions been included in the conparison, "the
results would have been fundanentally different”. The conparison
woul d have been nore conplex and would have spanned a w der
range of risk and reward.

9:31: 08 AM
Page 3

Al aska's production declined by 6% between 2000 and 2004
in the mddle of the group

Total Hydrocarbon Producti on Change 2000-2004

Regi on 2004 Production Growt h/ decl i ne
(mboe/ day) since 2000

Us GoM SW 738 -27%

Australia N\ 403 -27%

UK 2,144 -19%

Al aska 946 - 6%

Nor way 3,180 8%

Us GoM DW 1,037 26%

Canada G| Sands 997 64%

Norway's production dropped by 10% between 2004 and 2005
the loss alnost entirely through decline in oil production.
Source: CRA Analysis of public sources of production
history in each area

M. Bramey comunicated that due to the extraction nature of
t he petrol eum business, the total econom c potential of an area
would be a function of the types of its reserves "and the
technical and operational costs required to bring the resource
to market. A field's maturity should also be considered in
regards "to its remmining prospectivity since the best and nost
econonmi ¢ hydrocarbon resources are typically discovered and
devel oped early in a region's |ife". Following that there would
be "a natural pattern of dimnishing returns throughout the
remai nder" of the area's |life <cycle. Thus, the |evel of
"maturity and remaining prospectivity of Alaska's fields
relative to other OECD regions would be an inportant factor in
defining the context for fiscal conparisons”.
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M. Bramey specified that the Al aska National WIldlife Refuge
(ANVR) was purposefully excluded from the conparison scenario
In addition, the "currently uneconom c" heavy oil resources in
the State woul d be addressed separately in the presentation.

M. Braml ey concluded that the "overall oil and gas production
froman area tends to rise to a peak"” and then experience a |ong
and steady decline. The United Kingdom (UK) was the exception to
this characteristic. The information presented on page 3 was the
total rate of oil and gas decline or increase experienced by the
identified areas between 2000 and 2004; Alaska's production
declined by six percent during that timefrane. The State
experienced a simlar six percent decline from 1980 to 2000. A
steeper decline rate was projected over the long term

Page 4

Al aska has 44% of its known conventional oil and gas
reserves remnaining

Total Hydrocarbons Produced/ Renai ni ng
[ This bar depicts the amount of oil and gas produced to

date and the estimated anount of oil and gas reserves
remai ni ng. ]

M. Branley advised that the State's remaining "oil and gas
reserves and their size relative to past production from an area
are another fundanental neasure of nmaturity”. The bar charts

presented on this page depicted produced oil and gas volunes to
date in green coloring and remaining reserves in blue. He noted
however, that "definitive reserve figures" were difficult to
determine. The nunbers in red above Alaska's and other OECD
regions depicted the percent of reserve potential relative to
past production. The region with the |owest renmaining reserve
levels was the UK Alaska with 44 percent of its reserves
remai ni ng was the second | owest of the conparison group.

9:33: 59 AM
Page 5
Alaska and the UK are the only regions within the OECD

group to show a decline in proven oil and gas reserves over
the | ast decade
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Change in Total Proved Reserves (1994-2004)

[ This bar chart is a conparison of Alaska to other OECD
regions based on the area's ability to replace used
reserves with proven reserves. |

M. Bramley stated that another neasure to be considered would
be an areas' renewal ability. In other words, how successful an
area mght be in "replacing year by year production with proved
petrol eum reserves". Besides the UK which is just slightly bel ow
repl acenent producti on, only Alaska "failed to replace
production on a proved reserve basis over the |last ten years".

9:34: 30 AM
Page 6

Al aska has had only eight new fields start production since
2001 and the average field size was the snmallest of the

gr oup

Average New Field Size vs. Nunber of Starts

[ This graph depicts the nunber of new fields and average
field size for Alaska and other CECD regions between the
years 2001 and 2005. ]

M. Bramley cited the nunber of new field developnents in an
area as another neasure used to depict "an area's potential to
add to its producing base and to arrest long term production
decline". Alaska had "the |owest nunber of new producing fields
and the smal | est average size" in the conparison group
9: 35: 02 AM

Page 7

Al aska has the |owest exploration (wldcat) activity and
success rate in the OECD conparison group

Expl oration Activity (1995-2004)
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[ This bar graph conpares the nunber of wells explored
between 1995 and 1999 to those explored between 2000 and
2004 in OECD regions. The graph also indicates the nunber
of successful exploration efforts an area experienced from
2000 and 2004.]

M. Bram ey explained that this information depicted the nunber
of exploration wells drilled in areas over the past ten years.
The green portion of each area's bar indicated the nunber of
wells drilled between 1995 and 1999 as conpared to the activity
for that area, as reflected by the blue portion of the bar
chart, for the years 2000 to 2004. The nunbers in red above an
area's bar chart would reflect the percent of its exploration
wells during the ten year period which held oil and gas in
commercial quantities. Alaska |lagged behind the other areas
"both in terms of the nunber of exploration wells drilled and
t he nunber of those wells which were comercially successful”

9:35:48 AM
Page 8

Li kely new devel opnents in Alaska are relatively small and
hi gh cost

Typi cal New Devel opnent Size and Cost

[ This graph conpares the cost of new field devel opnents in
Al aska to other OECD regions in ternms of estimated capita

and operating expenses. NOTE: Al aska's total costs include
an allowance for the increnental effects of TAPS
transportation and Jones Act shipping requirenment costs.]

M. Bramley stated that CRA developed profiles of a "typical

field" in Alaska and other OECD regions based on "recent
devel opment history and an analysis of the available set of
forthcom ng opportunities". Thi s i nformation hel ped in

"characterizing an area' s economc potential and [was] a good
basis for our |ater calculations of Governnent Take and econom c
terms".

M. Bram ey explained that the bars on the chart depicted the
typical size of a field in an area. The nunbers in red at the
end of each bar reflected the total "capital and operating costs
of a barrel of oil equivalent to bring that oil and gas to
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market". The Alaska, the UK, and the United States @ulf of
Mexi co Shallow Water fields were the smallest fields each with
an average of 50 mllion barrels of oil equivalency [BCE]. Those
three areas' costs were also the highest at $15, $11.50 and
$9.50 per BOE, respectfully, for new devel opnents.

9:36: 53 AM
Page 9

Al aska energes on a variety of neasures as a relatively
mat ure and hi gh cost petrol eum area

[ This docunent provides a percentage conparison of
production trends, reserves produced, proved reserves
repl acenents, new field starts/field size, exploration
wells, exploration success rates, and new field technical
costs for Al aska and other OCED regions. The information is
also color coded to indicate high, md-range, and |ow
remai ni ng prospectivity levels.]

M. Bramey stated that this was a summary of the information
presented on pages 3 through 8. The overall trends were depicted
in colors: "red indicates |low prospectivity levels and
conversely high maturity and high unit costs", green signified
hi gh prospectivity levels and |low costs, and yellow signified
m d-range prospectivity levels. Al aska was "predom nately in the
red category". This should not be interpreted as Al aska having
“little remai ning economc" and resource potential, for it and
the other OECD areas do. However, the neaning of this
information "in relative terns" was that Al aska would rank "I ow
in this group" for its "attractiveness to investnent". The
maturity analysis also raised concerns about the inpact of the
State's existing fiscal terns as this information would indicate
that Alaska's current tax reginme was not very conpetitive for
new investnent. Alaska ranked lowest in the CECD grouping "on
neasures closely related to production replacenent activity; in
ot her words, exploration drilling nunbers and new field starts,
even before |ooking at direct fiscal conparisons. That doesn't
suggest a highly conpetitive climte for new investnent."

9: 38: 35 AM

Page 10
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The basic PPT 20/20 proposal gives Alaska the second
hi ghest |evel of total governnent take within the group

Total Governnent Take versus Total Technical Costs

[ This graph illustrates how Al aska, were the SB 305 20/20
PPT proposal adopted, would be positioned in conparison to
other CECD regions in terns of Total Governnent Take verses
operating and capital expenses costs.]

M. Bramley stated this chart provided "direct” conparisons of
Total Government Take throughout a producing field s Ilife.
"Calculating this involves nodeling the way in which the
relevant fiscal reginme divides the available cash flow from a
single additional new field between the governnent and the
conpany investor." A $35 per barrel "real terns" price was used
in this analysis "because we believe that this is close to the
central planning assunption that npbst investors are currently

using for the decision nmaking. Investors wll always |ook at the
inplication of higher and |lower prices for their decisions as
well. We've also nodel ed those and the conclusions we draw from
that for Alaska conpetitiveness are rather simlar to or
stronger than the one's" depicted on this chart. Total
Government Take, as represented "on the vertical axis of this
chart ...is a good neasure of the share of the total available

econonm c value of the field that's captured by a fiscal system
It takes full account of the affects of tax rate, tax credits,

and all of the nmechanisns inherent 1in each system In
calculating this figure for a typical field, you'll get
sonmething close to a like for |ike conparison of the kind that
Wil | ener ge in i nvest or portfolios when t hey revi ew

opportunities across this group.”

M. Bramley stated the chart depicted the "total governnent take
for each region on the vertical and on the horizontal the unit
technical costs for our typical representative field for each
area."

9:40: 36 AM

M. Bramley noted that the State's total governnent take under
ELF "is third highest"” in the group. Under the provisions of SB
305, its overall take would increase eight percent. This
"significant change" would place the State "second highest in
the group”. CSSB 305 wth its 25/20 tax structure and
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Progressivity feature would, at a $35 barrel price, increase
government take an additional three percent for a tota
Government Take of 64 percent. The level of take would increase
as barrel prices increased.

M. Branmley pointed out that Al aska's higher cost base was al so
illustrated on this graph. It m ght be expected that the overal
rel ati onship between "technical costs and tax take would be sone
kind of inverse correlation. Wth higher costs corresponding to
| oner |evels of governnent take. All of the things being equal
that would probably be the case, but in reality a nore conplex
relationship exists. Prospectivity, field size, and growth
potential also play a strong role, and tax take al so depends on
choices by the governnment on the tradeoff between short term
revenue and investnent incentivization."

9:42: 07 AM
Page 11

Hi gh costs and | ack of prospectivity conpound the inpact of
Al aska's high overall governnent take

Total Governnent Take versus Total Technical Costs

[ This chart illustrates the governnent take for various tax
regi mes, including Alaska's current ELF and the proposed SB
305 tax structure, as influenced by a field's maturity
| evel and field costs.]

M. Bramley stated that this graph expanded the information on
the graph on page 10 to include a field s mturity |evel.
Al aska's current "positioning is "problematic" as it is a mature
region "with a relatively high wunit cost base but wth a
relatively high governnent take. The fact that Ilevels of
reinvestnment in new exploration and devel opnent, even under the
current system are also fairly low, adds to the concern around
the potential inpact of the new proposals.”

M. Bramley pointed out that under the tax rates and credits
proposed in the PPT legislation, the total governnment take for a
new field "devel oped entirely by a group of new investors"” would
be simlar to the take currently coll ected under ELF

9:43: 41 AM
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Senator Bunde remarked that the State's long term forecast
predicted a $40 barrel price. Qher econom sts predicted higher
prices. Thus, he asked how higher prices would affect this
nodel i ng.

9:44: 00 AM

M. Bramey replied that the rankings would not change. However,
under ELF and SB 305, there would be "sonme convergence" between
t he Norwegi an and Al askan rates. Were prices to decrease, Al aska
woul d be nunmber one is governnent take due to the regressive
nature of the State's royalty provisions at |ower oil prices.

9:44: 56 AM

M. Bramey furthered his remarks about the regressive and
progressive elenents of the State's current and proposed SB 305
tax structures. The State's system was "regressive in a nature

not duplicated in other CECD tax regines", as its level of
government take increased at |ower prices and decreased at
hi gher prices. "This in itself is not helpful in supporting

i nvest ment deci sion nmaking." The Progressivity conponents of the
commttee substitutes being furthered by both the House and the
Senate would "produce a pattern of upside progressiveness and
downsi de regressiveness, which is very very unusual,"” and, in
hi s experience, "unique".

M. Bram ey, reiterating that Al aska's total governnment take was
only surpassed by that of Norway, rem nded the Conmttee that
Norway had "significantly nore" econom c potential than Al aska.
The "exploration prospectiveness"” of oil reserves off its coast
could result in it becomng a mjor new oil and gas region.
Norway's three largest oil and gas conpanies had substanti al
government ownership, thus there was "strategic commtnent” to
devel oping those offshore resources. Consequently attracting
"international conpetitiveness is less of a central issue" to
t he Norwegi an governnent than it would be for other regions. O
utmost significance was the fact that Norway had followed "a
policy of nmeasured developnent towards its oil and gas
resources". As a result, "strategic control and maxim zation of
government take tends to dominate over stinulation of high
| evel s of new investnent."

9:47: 23 AM
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Co-Chair G een asked the level of private investnment in Norway's
oil and gas industry.

M. Bramey estimated that 80 percent of the ownership interest
in Norway's three largest oil and gas businesses was held by
private entities.

9:47: 49 AM

Senator Stedman was confused by M. Bramey's remarks that
Al aska's current system was regressive in nature and that the
PPT with its Progressivity elenment would introduce progressive
taxes. This was contrary to the Departnment of Revenue's
projections which indicated that the State's total government
t ake under PPT, after the proposed severance tax, property tax,
corporate income tax, and the federal inconme tax were factored
in, would remain "fairly flat, with a very slight regressive
nature to it". Therefore, he requested further definition of the
term "progressive nature"; specifically in regards "to what
| evel and then at what magnitude it would begin to affect their
econom ¢ nodel s".

9:49: 08 AM

M. Bramey stated that the use of the ternms regressive and
progressive in CRA's nodeling was used "in the context of the
rel ati onship of governnment take to overall econom c value". The
term progressive would be used to describe a scenario in which
"the overall economc value of the underlying resource goes up
and the fiscal system produces a higher governnent take at that
hi gher 1evel of economc potential”. The term regressive would
describe a situation in which governnent take decreased at
hi gher prices. This term would also refer to a situation in
whi ch governnent take increased as prices decreased.

M. Bram ey continued that CRA's "analysis is not fundanentally
different directionally from the ones |'ve seen from the
Adm ni stration"” and other consultant's anal yses.

9:49: 59 AM

M. Branley stated that "the net affect” of the State's

royalties and other "fundanentally regressive" tax elenents and
the progressive elenent included in CSSB 305 would, in effect,

SFC- 06 (20) 04/ 05/ 06



create a "u" shape: at low prices of $20 per barrel, for
exanpl e, the State's governnent take would increase to
approximately 80 percent under the PPT. The " point of
inflection" under the provisions of CSSB 305 would be

approxi mately $40 per barrel.

M. Bramey addressed investor behavior. They would first
identify a range of prices around a current price in order to
project what mght happen in the future. The prospects at both
the progressive end and the regressive end of that spectrum
woul d be an inportant consideration; therefore the two scenarios
"woul d be aggregated together" to provide the "bottomIline ... or
expected val ue of an investnent".

9:51: 55 AM

M. Bramey pointed out that the regressive and progressive
el enents contained in the proposed PPT "is in itself,
fundanmental ly unhelpful. 1t's very very unusual and it creates

an additional pattern of uncertainty in decision making because
of its unusual ness".

In response to a question from Senator Stedman, M. Branley
affirmed that the OECD region in Australia being referenced in
t he conparisons was on Australia's northwest shelf.

Senator Stedman asked regarding the tax structure utilized in
t hat region

M. Bramley responded that 1its tax structure included a
corporate incone tax and a special royalty tax referred to as
the petroleum resource rent tax. This tax structure was a "flat
tax" rather than a rate of return tax.

9:53: 06 AM

Senat or Stednman communicated that the oil and gas industry tax
system in Al aska had not, until recently, been conpared to that
of Australia. At sone point, he hoped CRA would provide its
perspective on the tw oil fields being developed in northern
central Russia, which had been discussed in a separate
presentation by Daniel Johnston, the oil and gas consultant
hired by the Legislature. Senator Stedman was particularly
interested in CRA' s viewoint about "the suitability of those
[tax] regimes".
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9:54:11 AM

M. Bramley reiterated that the OECD conparison group utilized
in this presentation by CRA were picked because they enbodied "a
range of risks and rewards to investors" that were simlar to
t hose found in Al aska. The two Russian fields were
"fundanentally different from the opportunities” in any of the
areas in the page 11 conparison as "they are nuch bigger". The
fact that CRA had "taken the view that investors wll [|ook at
econom c potential in terns of prospectivity as a fundanental
part of their decision making" is one of the reasons that CRA's
anal yses differed fromothers. CRA's position was that investors
would be willing "to accept higher |evels of governnent take for
|arger fields or |lower costs or greater growh prospects ...those
t hi ngs woul d have a fundanental inpact". Therefore, CRA did not
consider the two large Russian fields to "have the sane econom c
potential on which to nake fiscal conparisons”.

Senator Stedman comunicated he would further this discussion
separately with M. Branley, as he thought that the Russian
fields he was referring to differed from those M. Branley had
in mnd.

MARI ANNE KAH, Chief Econom st, ConocoPhillips agreed with M.
Bram ey's remarks about the Russian fields provided the two
fields being discussed were Jlocated in Arctic Russia.
ConocoPhillips was considering developing a 750 mllion barrel
field in Arctic Russia, and, due to the immense size of that
field, the conmpany would be willing to accept higher tax rates.
Al aska's field sizes were in the 30 to 50 mllion barrel range.
The tax rate nust be "comrensurate with the prospectivity".

9:56: 53 AM
Page 12
Al aska's largest potential is in its producing fields,
heavy oil and gas resources: PPT 20/20 is a dis-incentive
to investnment in these

Al aska's Resource Potenti al

Resource Type Conpar abl e | ncentivized by PPT
Si ze 20/ 20 proposal ?
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Pr oduci ng Fi el ds/ 2 - 5 bn boe Hi gher tax take is
a direct disincentive

Known Undevel oped

Resour ces:

Conventional Q' ~0.5 bn boe Only small and/or
new pl ayers have
sonme incentive

Known Undevel oped

Resour ces:

Conventi onal Gas 6 - 8 bn boe Hi gher tax take
is a direct
di si ncentive

Gas pi peline may
Transf orm
attractiveness
Known Undevel oped
Resour ces:
Heavy O | 5 bn boe Hi gher t ax may
cause
Serious delay to heavy oil devel opnent

Expl orati on) <1 bn bbl Only smal |l and/ or
Potential (YTF) oil potential? new pl ayers have
some incentive
Gas potenti al
may be hi gher

M. Bram ey stated that the discussion about how the PPT would
i mpact future investnment should consider where Alaska's future
resource potential mght be |located. The table on page 12 would
provi de evidence that "Alaska is in a sonewhat unusual position
of having the majority ...of its future resource potential in the
form of known but wundeveloped hydrocarbons”. The known but
undevel oped oil, heavy oi l, and gas resources wer e
"significantly larger than the resources |likely to be avail able
t hrough new exploration and through undevel oped conventional
oil. ... The prospect of higher governnent take" as proposed under
the PPT would directly inpact the developnent of these
resources. Reducing the level of governnment take on "new
entrants for their early developnents” would not assist in
devel oping resources in "areas where the |argest pots of
Al aska's potential actually |ies".
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M. Bramley stated that CRA's conclusion from its analysis

"about Alaska investnent attractiveness, is that the new
proposals will inevitability reduce future investnent in oil and
gas".

M. Bram ey pointed out that even though the nmajority of CRA s
study pertained to SB 305, their conclusion was that the House
and Senate committee substitutes "with higher Ilevels of
government tax take, would reduce that attractiveness even
further".

9:58: 26 AM

Senator Bunde understood that ConocoPhillips had originally
agreed to the 20/20 percent proposal presented in SB 305. To
that point, he asked the reason the conpany had agreed to
sonet hing which contained nunerous "disincentives" to future
i nvest ment .

M. Bow es communicated that the conpany has also pondered its
decision in that regard. "In the broader context though .. one
aspect of the 20/20 proposal” that was agreed upon by
ConocoPhi |l l'ips, Exxon, and BP, was that it would lay "the
groundwork for proceeding to the next step wth the gas

contract". A gas pipeline wuld serve to "bring |arge
investrments in itself, but it will also spawn effectively a new
exploration and devel opnent activity on the Slope with respect
of exploring for both gas and oil conbined'. Thus, the

conmbination of the benefits derived from the growmh in
i nvestnments, jobs and production volunes would outweigh "the
downsi des" of the 20/20 proposal

Senat or Bunde understood therefore that ConocoPhillips felt that
a conventional gas pipeline would be attractive to investors.

M. Bow es concurred.

10: 00: 02 AM

Senat or Dyson stated that in Novenber 2006, the State's citizens
would be voting on whether to adopt a ballot initiative to
i npose a gas reserves tax. Wile he thought it "would profoundly
affect the attractiveness of Alaska", he understood that its
affect on new resource exploration and devel opnment conpanies
would differ fromthat on existing |ease holders. Thus, he asked
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ConocoPhillips to comment on how the adoption of this ballot
measure woul d affect the conpany.

M. Bow es responded that the adoption of the gas reserve tax
initiative "would definitely" affect new players differently
than it would affect "the three that would be targeted ...the
bi ggest signal though that would go out” by the adoption of that
initiative "would be the fact that we have a fiscal tax regine
that could change in such short notice through a ballot
process”. Were it adopted, the industry could be subjected to an
annual billion dollar tax increase. Wile it mght "only
directly affect three conpanies”, it would conmunicate to
newconers in the State's resource industry "that they could be
subject to sone form of change of that nagnitude once they had
operations on the ground”.

Senat or Dyson asked how the adoption of the neasure would affect
existing lease holders in the Prudhoe Bay field; specifically
"the investnent propensity" of those who have "a big part of the
gas cap".

M. Bowes communicated that a key elenent of the conpany's
testimony today was how taking "dollars away from the industry”
could affect investnment. The adoption of the PPT could |evy an
annual one to two billion dollar tax increase on the industry.
This would affect future investnment as it would negatively
i mpact the anmpbunt of capital available for investnent. The
adoption of the gas reserve tax could levy an additional tax
which would further reduce the anmount available to invest. It
"woul d be another nail in the investnent coffin".

Senator Dyson communicated that people in support of the gas
reserve tax believe "it would be an incentive to get that gas to
mar ket". He asked M. Bow es' position on that |ine of thought.

M. Bow es responded that ConocoPhillips stated that "even if we
started welding pipe the day before the ballot initiative cane
up, we would still be subject to that billion dollar a year tax,

effectively until gas sales started possibly ten years later". A
gas reserves tax could not be viewed as "an incentive to
starting actual work on the pipeline".

10: 03: 37 AM
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Senat or Stedman identified this as being an area to which little
di scussion had occurred. Numerous conpetitive resource basins
around the world included "relinquishnment provisions in a |ot of
their leases". As a result, industry nust develop a field within
a particular tinmeframe or |ose those leases. A lack of simlar
provisions in Alaska leases could place the State at "a
conpetitive disadvantage for the flow of capital” because
capital would be utilized in areas wth developnment tinme [imts.
Rat her than suggesting that simlar provisions be included in
Al aska law, he wi shed to point out that such action in other
resource regions would influence "the flow of capital” on a
wor | dwi de basis. He asked the testifiers to address how others'
relinqui shment provisions mght affect on Al aska.

10: 04: 53 AM

M. Bram ey acknow edged that the OECD regions included in the
conparisons do include relinquishment provisions in their
| eases; however, "they're generally not as aggressive in these
areas as in areas which have production sharing type contract
arrangenents."” He conmuni cated that rather than being a "driver”
of where investnents occur relinquishnment provisions would be a
consideration in areas "at the margin'. In other words, a
conpetitive area "would attract capital”

10: 05: 41 AM

In response to a question from Co-Chair WIken, M. Bramey
affirmed that oil and gas reserves in ANWR and the National
Petrol eum Reserve- Al aska (NPR-A) were purposefully excluded from
consideration in this presentation.

10: 06: 15 AM

Senator Dyson asked whether CRA had considered whether the
investnments "nmade on planning, permtting, and construction of
the gas pipeline will be subject to credits or deductions" under
the provisions of any of the PPT bills being discussed.

M. Braml ey responded that this issue was not a consideration in
this analysis. He agreed with M. Bowes "that it is self
evident that it would transform attractiveness for investnent
sinply because of the affect on increnmental econonmic potential
of opportunities here in Al aska". This presentation focused "on
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the affect of the current PPT proposals” under current
condi ti ons.

10: 07: 51 AM

Senat or Dyson asked whether any of the PPT bills would allow
"the gas pipeline devel opnent costs to be a deduction or a
credit on the PPT taxes".

Co-Chair Green assuned the bills were "silent"” on that issue.
Senator Dyson identified this as an inportant consideration
goi ng f orwar d; as such activities wer e "int erwoven
intrinsically". Further information in this regard could be
sought fromthe Adm nistration

10: 09: 02 AM

Co- Chair G een conmmuni cated that this question could be added to
the set of questions being devel oped by the Commttee.

10: 09: 27 AM

Page 13

If Alaska wishes the new legislation to stinulate
i nvestnment, a new system that reduces total tax take would
be required

Total Gover nment Take versus Total Technical Costs

[ This chart conpared renmaining prospectivity Ilevels for
increnental fields of Alaska under the existing ELF and
under a 20/20 PPT as conpared to the renaining
prospectivity levels of other OCED regions at a $35 per
barrel price.]

M. Bramley expressed that CRA was not in a position to
recommend "the appropriate |evel of governnment take" in Al aska
however, the information garnered from this study "led to an
i nescapabl e conclusion that the bal ance of the current proposals
is slanted nore towards short term revenue over stimulation of
new i nvestment to stem future production decline".
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M. Branley stressed that in order "to have reached a different
conclusion ...a system that yielded total Government Take | ower
than the existing ELF' tax structure would be required. Wile he
was unconfortable sharing this conclusion, he hoped that the
evi dence presented supported it.

10:10: 14 AM

Senator Bunde puzzled about having to develop a taxation
structure "less than" the existing ELF tax structure, as ELF was
expected to generate zero tax revenue in the future.

10:10: 38 AM

M. Bram ey, hesitating to suggest a taxation |evel, voiced that
t he conclusion reached by CRA "is that the price the existing"
ELF tax structure "sets on Alaska investnents is already high".
The price that would be required "to stinmulate nore investnent"”
nmust be | ower than that under ELF.

Senator Bunde reiterated that in the foreseeable future, the tax
revenue generated by ELF would be zero. Wile a zero tax would
encourage investnment, "it would be an abrogation of our
Constitutional requirenent".

M. Bram ey acknow edged. CRA's "analysis of the investnent is
anal yzing only part of the econom c equation, and it's certainly
not analyzing any of the political equation." The intent of this
study was "to provide an analysis of Alaska' s positioning on a
like for |ike basis". CRA' s conclusions were based on that
anal ysi s.

10: 11: 52 AM

Senator Stedman remarked that "unlike the socialist reginmes”
which have oil and gas resources, Al aska does "not have the
ability to nationalize our relationship and/or relinquish
rights”". Wre that the case, the State could opt to re-bid
current leases and "the open narket would set those rates".
However, "as a steward of the citizens' assets,” determning the
proper tax structure is difficult, particularly in consideration
of recent years' gl obal mar ket pl ace "adjustnents and the
splitting rel ati onshi ps bet ween t he i ndustry and t he
governnents”. O her reginmes have noved "toward nore progressive
systens where the splits stay nore constant”. The consideration
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of whether to lower the State's taxes should not ignore such
events. Nunerous factors, including the control of and assess to
a basin, influence the novenent of free capital in and out of
the North Slope. The process should be one of negotiation. As
Senator Bunde stated, "we are stewards of this one tinme asset;
this one time finite resource in the ground that citizens of
Al aska own". The elenments contained in ELF and the proposed PPT
are "the nechanisns” through which the State could sell its
resources. The process would entail "a sharing relationship with
i ndustry and the federal governnent".

Senator Stedman identified the PPT "trend" evolving from the
Senate and House as being a tax rate ranging between 20 and 25
percent with some Progressivity level. Projections are that the
government take under ELF would decline from the current 60
percent current to 52 percent over the next 15 years.

Senat or Stedman concluded that "the buyer of the asset always
feels that he's paying too nmuch and the seller of the asset
al ways thinks he's selling it" for too little.

M. Bow es deened Senator Stedman's points to align with the

i nt ent of ConocoPhi | |'i ps' present ati on. "The geopolitical
environment is one reason that we do believe strongly that the
CECD countries probably are the best conmparison .. as far as
conpetition out there for world wide capital”. In response to
Senator Bunde's concern, he declared that "by no neans are we
suggesting that taxes should be zero". One of the notable

obj ectives of this discussion would be the realization "that it
is not an elastic system taxes do have a direct inpact on
investment and that at the end of the day it is vyour
responsibility for finding that right balance". ConocoPhillips’
effort revolved around trying "to communicate how we see the
cause and effect of tax agai nst I nvest ment in volune
devel opnent .

10: 16: 03 AM

Page 14

Wiy is CRA nore pessimstic about investnent than previous
testi mony?

e |nvestors have choices, and nore tax will drive some
capi tal away

SFC- 06 (29) 04/ 05/ 06



-CRA 'portfolio pricing nodel' rather than 'threshold
nodel '

e Tax credits don't offset the inpact of higher tax
rates
-CRAs ‘'typical Alaskan field shows <clearly the
econonm ¢ penalty of PPT 20/20

e Fiscal structure biased towards tax credits likely to
be a dis-incentive for nost investors
- Tax credit bias erodes upside
- Hgh price environment neans scale, efficient use of
scarce human resource, is key factor

e Alaska's investnent attractiveness |low for current ELF
| evel s of governnent take
-PPT 20/20 is already a significant dis-incentive
-H gher rates and/or progressivity wll conmpound the
i npact on investnent

M. Bram ey reviewed the reasons CRA's conclusions differed from
others. As with any increase in the price of sonmething, sone
investors might accept the tax increase while others mght not.
Capital would mgrate away from the State were the tax level to
increase. Total governnment take would be "the primary fiscal
driver" in influencing investor behavior. The effects of tax
credits, deductibility of capital and other effects of the
change were considered in the study. The determ nation was that
tax credits wuld benefit investors but that benefit "is
strongly outwei ghed by the proposed higher tax rates". Investors
"would not view the tax credits and deductibility in isolation
from those higher rates".

M. Bramey declared that fiscal structures were a conplex
i ssue. The question would be which tax structure an investor
woul d prefer when considering any "two tax structures providing
the sanme governnment take" where one is nore dependent on tax
credits than the other. Not all investors would nmake the sane
decision. CRA believed "that the majority of investors would
prefer the systemthat's nore generous in its tax rate and |ess
generous in its tax credits", as tax credits would "erode upside
and secure downside". The "main constraint that conpanies have
is not their capital but their qualified people. Conpanies are
pushed toward scale and larger projects .. and a generous tax
rate is nore effective at giving that than tax credits are.”
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M. Bramey stated that the fundanental consideration of the
State's "investnent attractiveness is the context of its
underlying economc potential”. The conclusion of the effort to
"rank Al aska's fiscal attractiveness within the CECD group"” was
that "the price is already high"

10:19: 35 AM

M. Bramey stated that the inportant question |eft unanswered
was "So what?" should the State worry that investnent in the
State would reduce were the PPT enacted. The answer to that
guestion was uncertain. Wiile the State would be responsible for
bal anci ng revenue, investnment and growh, future activity was
difficult to predict.

10: 20: 21 AM

Page 15

So what mght the future look Ilike? Some illustrative
nunber s

Tax Revenues to Al aska

[ This graph conpared tax revenues Alaska would receive
under ELF system to the proposed 20/20 PPT wth no
production change as well as to the proposed 20/20 PPT with
reduced production fromthe year 2007 through 2026. ]

M. Bramey stated that, while no one could "confidently"
predi ct whether higher taxes would reduce investnent "and how
that would in turn effect production decline", sone possible
outcones were illustrated on this page.

M. Bramey explained that the vertical axis represented the
total amount of taxes paid to the State. The horizontal axis
reflected the tinmeline 2007 through 2026. The |ower graph line
indicated the projected tax revenue generated by ELF and the
upper graph line reflected revenue projections of SB 305. Both
of these revenue projections were based on a $35 per barrel oi

price and the "base forecast of production”, which projected
that by the year 2014 production would decrease to approxi mately
690,000 barrels a day or an annual "decline rate" of
approximately three percent. This decline rate was nore

optimstic than other forecasts.
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Page 16

What could this nean for Al aska? Sone illustrative nunbers
Taxes: @i ns | nvest ment Jobs:
and Losses Reduced Lower Activity
2007-2011 +$700m 20% r educti on Direct Loss

Means $2-3 bn 500- 1000

| ost over 10 years
2012-2016 -$700m $1bn lost from | ndi rect Loss

Al aska GDP? 1500- 3000

M. Bramey stated that, as depicted on this graph, the PPT
woul d reduce investnent and thereby cause production to decline
faster than in the base case forecast. In the short term the
State's revenue would increase; however over tinme the decrease
in production would reduce tax revenue. Ongoing investnment would
decline by 20 percent as a result of the new taxes. Production
decline would be two percent per year nore than in the base
forecast. The State would gain revenue until approxinmtely 2012.
After that the production decline would | ower tax revenues under
t hose generated by ELF.

M. Bramey attested that 500 to 1,000 industry jobs would be
directly lost due to the decline in investnent "based on current
| evel s of enploynment and spending”. Additional |osses of up to
3,000 service industry jobs could transpire. Along with the 20
percent loss in capital spending, or $2 to $3 billion over a ten
year period, "there would be a significant affect on the State's
gross domestic products (GDP). A conservative estimte would be
for a drop of a minimal one billion dollars over the next ten
years.

M. Bramey stressed that a debate of these issues would be
beneficial as others mght have a different view. He would be
surprised however were anyone to expect the overall |evel of
investment to remain steady or increase as a result of the
hi gher t axes.

Senator Hoffman asked how a $50 per barrel of oil price would
af fect revenue assunpti ons.
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M. Bramey would not predict how a $50 per barrel price would

affect the graph. However, "there is no reason to believe that
the underlying effect on investnent and production decline would
be different". The relative positions would remain the sane.

"The fact of a tradeoff between declining production and the
hi gher tax rates woul d be i nescapabl e".

10: 24: 29 AM

Senat or Bunde agai n questioned the reason a $35 per barrel price
was utilized in the calculation, as the |long range forecast was
$40 a barrel

M. Bramey expressed that CRA determined $35 to be in "the
center of the range that investors are considering”. Sone
investors mght invest at a higher price and others mght invest
at a |lower price.

10: 25: 13 AM

Senator dson concluded from the Resource Potential table
depicted on page 11 that a higher tax would "drive away"
i nvest ment capital. However, this was contrary to the
information presented in the Prudhoe Bay and Kuparuk "G oss
Capital Spend vs. Severance Tax Rate" charts discussed earlier
by M. Bowes. Those charts indicated that capital investnent
was declining under ELF.

M. Bowl es stated that the graph lines on the two aforenentioned
graphs were incorrectly |abeled. The correct scenario was that
the capital investnent in both those fields had increased as
their ELF severance tax rate declined.

Senator Stedman pondered "the correlation between the escal ating
oil prices" during the last two years "and the drive for nore
capital expenditures". It seened that at tinmes of high prices,
the industry would attenpt to "expand their production and
production capabilities to service that demand and capture those
hi gher sales". To that point, he asked how nuch of that effect
was reflected on the charts.

10: 27: 49 AM

M. Bowes responded that this elenment was one reason the
conpari son between the activity in Prudhoe Bay and Kuparuk was
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provi ded. The effect of increasing prices would have applied to
both fields; however, as reflected at the Kuparuk field, there
was "a very direct correlation to reduction in tax and an even

dramatic affect in investnent increase". Senator Stedman was
correct that in the overall scenario, nore investnment in the
industry was going into oil and gas developnment around the

world. "That capital would flow to where the best returns are"
The Kuparuk chart provided evidence "that the tax structure has
been creating a very favorable investnent scenario and dollars
are flowing to it as a result".

10: 29: 04 AM

Page 17

I ncreasing Alaska's oil and gas taxes wll have a price

W recognize the dilemma of balancing revenues and
i nvest ment
 Alaska is mature, but has undevel oped potenti al
0o Low prospectivity and new field size
o High cost base
o BUT huge known resources, heavy oil especially

e Current fiscal proposals do not help conpetitiveness of
OECD peer group

e Loss of Conpetitiveness will nean |ess investnent and | ower
producti on.

M. Bramey acknow edged "the dilemma of balancing revenue,
i nvestnment, and growth". CRA "has focused on the investnent side

of the equation". "Alaska is a mature province but one with an
enornmous remmi ning potential. The challenges of accessing that
potential are also enornous, but because ...the potential lies

largely in known resources rather than in exploration, a
conpetitive fiscal regine can provide effective support in
turning specul ative resources into real tax paying production.
The current fiscal proposals do not help conpetitiveness verses

your international peer group, and wll nake investnment in
Al aska |less attractive than it 1is at the nonent. Reduced
investment will nean fewer jobs and will in tinme result in |ower
production and lower tax revenue. | belief that neither nore

anal ysis nor the passage of tinme will change that conclusion.”
M. Bram ey concluded his presentation.
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10: 30: 08 AM

Senat or Stedman brought up the prospect of there being a gas
pipeline on the North Slope. He understood that the gasline
would work in conjunction with an oil line. To that point, he
asked whether an analysis had been conducted on where the
deflection point would be for the two lines. He also recalled
that 300,000 barrels of oil a day would be required to maintain

a viable oil line. Therefore, his question was whether the PPT
would result in a decline in oil which would jeopardize the oi
line's operation. Loss of the oil Iline would negate the gas

line's feasibility.

10: 31: 14 AM

M. Bowes qualified that a threat to the viability of the oil
pi peline should not be garnered fromthis testinony. Wat should
be derived from this discussion was that there was "clearly ...a
direct cause and effect between taxes and investnent in barrels
and whether or not the critical |evel on TAPS is 300,000 or some
ot her nunber that's yet to be worked out and optimzed." The
overriding conclusion of this presentation should be that "it is
strictly a policy call" as to what the State should do to
bal ance "the income to the State from State resources against
the continual investnent of dollars in the State". The inpact on
short and long term tax revenues to Al aska which mght result
from the inplenentation of the PPT, as presented on page 15 of
M. Bramey's presentation, were enlightening. He seconded M.
Bram ey's suggestion that other consultants should be asked
"their view of what is the potential inpact of the |oss of
i nvestrment in vol unes”.

Senator Hoffman pointed out that ConocoPhillips was one of the
first conmpanies to agree to the 20/20 tax structure proposed in
SB 305. However, ConocoPhillips' television advertising touting
"no new taxes or increased taxes" do not appear to reflect that
support.

10: 33: 40 AM

M. Bowes stated that the intent of the advertising was to
further the awareness of the <correlation between taxes and
investnments in the State. The conpany would support "going
forward with sonething that the industry can see as a bal anced
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tax structure; sonmething that would allow not only a good strong
continual investnent in the State but also the investnent in the
gas line and what additional investnment in jobs wll come from
the gas Iline developnent”. The conpany's advertising was
designed to place "investnent in perspective of not only oil but
what conmes out of it in the way of gas devel opnent".

Senator Hof fman conmuni cated that that was not the nessage he
garnered fromthe tel evision commercials.

10: 34: 39 AM

M. Bow es appreciated Senator Hoffman's and others feedback.
Such input would be considered as the Conpany continued its
effort "to develop a conmunication package" that would convey
"the correct nessage to Al askans".

10: 35: 16 AM

Senator A son noted that the commercials appeared to have been
filmed the previous sumer. Were that the case, "the nmessage was
already there even before" the Legislature had been aware of
"what the nunbers were going to be" in the PPT proposal.

AT EASE 10:35:51 AM/ 10:36:51 AM

Co-Chair Geen informed the Conmittee that the plan would be for
the Committee to reconvene after the 11:00 AM Senate Floor
Sessi on.

10: 37: 39 AM

MARI ANNE KAH, Chi ef Econom st, ConocoPhillips identified herself
as representing "t he corporate pl anni ng function of
ConocoPhi | i ps". Because she assisted the conpany's Board of

Directors in developing its investnment strategy, she could
provide insight as to how the PPT tax being proposed m ght be
viewed by investors and how it mght change their investnent
behavi or.

Ms. Kah stated that the primary focus of her remarks would be to
counter consultant reports which have inplied that the State's
tax rate could be changed wthout having any inpact on
investnment. She reviewed her witten remarks (copy on file) as
fol |l ows.
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[ NOTE: Ms. Kah's testinony was acconpanied by a Power Point

presentation. While a copy of the presentation was not
its contents were detailed in Ms. Kah's narrative.]

provi ded,

I nvestnent Criteria: Let nme start by showng you the
general criteria we use at corporate headquarters to val ue

upstream investnent opportunities. The first

factor we

generally consider is the prospectivity of the country or

opportunity. W would consider such elenents

maturity of the area, potential field size,

as the
remai ni ng

reserves and the quality of the reservoirs and crude oil

There are also a nunber of places around the world that
have known reserves but they are difficult to develop. The
|arger the size of those reserves, the nore feasible it

will be to econom cally devel op them

The second factor we generally consider is the cost of the
region or opportunity. This would include exploration,
devel opnent and production costs as well as transportation

costs to bring the crude to market.

The third criteria that is used to judge the value of

opportunities is the cycle time or the anmount of

time it

takes from exploration to first production. The value of

the project is highly dependent upon whether

it can be

brought to the market quickly or whether it takes 7-8 years

or |longer before first production.

The fourth factor we consider is the attractiveness of the

tax and fiscal terms and whether or not
commensurate with the prospectivity and cost of
or opportunity.

they are
the region

The fifth and last factor we consider is whether the
country has a strong rule of law and efficient regulations

for energy developnent. The stability of the political
regime and the fiscal ternms are also very inportant
considerations in terns of the degree of risk that the
value will turn out to be significantly |ower than we
anti ci pat ed.
Wth that said, let ne show you how we would assess
Al aska's conpetitiveness using these criteria. I wll start
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with an overview of all of these criteria and then provide
nore detail on a few of them

I nvestnent Criteria wth Alaska Rating: Starting wth
prospectivity, CRA has already showed that Al aska has fewer
and smaller field sizes than even the other mature areas in
CECD countries. The crude quality is noderately high sulfur
and getting heavier. These are negati ves.

Al aska also has high  expl orati on, devel opnent and
production costs, and a long cycle tine to get to nmarkets
given Arctic drilling conditions and limted drilling
seasons.

The strong rule of law and political stability have been
positive factors that explain why we have been investing in
Al aska all these years. However, we are now concerned at
the prospects of changing the tax regine after investnents
have been nmade w thout grandfathering these investnents
under the tax regine that was in effect when the
i nvestnments were undertaken. The worst thing that you can
do to an investor is to change the rules of the gane after
the investnent is nade. This significantly raises Alaska's
risk profile and reduces the potential attractiveness of
i nvesting there.

10:41:28 AM

A obal Average Conmerci al Di scovery Size: Looki ng at
prospectivity in greater detail, this slide conpares the
average comercial discovery size in Alaska wth various
countries around the world. Areas with high prospectivity
can generally assess higher tax rates, while naintaining
investnment. The Alaska North Slope, however, has limted
prospectivity as conpared to many parts of the world. Tax
rates need to reflect that.

But it is also inportant to acknow edge that although

exploration wll continue to play a role in halting
Al aska's production decline, it will be a small one. Based
on the State's forecast, exploration will account for about

3% of production over the next 10 years and about 8% over
the next 20 years. Known discoveries which have yet to be
devel oped or are econom cally challenged, also play a small
part in Alaska's future.
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The core legacy fields such as Prudhoe and Kuparuk wll
still produce over 80% of the total North Sl ope production
in 2015, providing the base infrastructure on which these
smaller fields smaller fields wll depend. Significant
capital will be required to maintain this infrastructure
as well as, in-field drilling and well work to mtigate
decline. D scovered heavy oil resources would be included
in this category. However, the State's consultants
acknowl edged that technology l|imtations and devel opnent
costs will constrain heavy oil production in the near term
and it could be many years before this resource reaches its
production potential. The technology required to devel op
this resource wll require huge expenditures, which the
| ong-term maj or producers, such as ConocoPhillips, are nore
likely to make than smaller conpanies.

Over the next 10 vyears, approximately 100% of the
investnment in existing fields, 100% of the investnent in
known di scoveri es, and probably about hal f of t he
exploration investnment (or about 98.5% of the tota
i nvestnment over the next decade) w Il cone from conpanies
that are already here. |If you are interested in Alaska's
future, you are interested in seeing the nmajor existing
pl ayers continue to invest here.

10:42:26 AM

Senat or Bunde asked whether NPR-A and ANWR oil and gas reserves
were included in the conpany's future Alaska prospectivity
consi derati ons.

Ms. Kah wunderstood those fields were not included in the
conpany's prospectivity review. The information presented by the
conpany was based on estimates provided by the State Departnent
of Revenue.

10:42:45 AM

I ncreasing Production Costs: This slide conpares the
production costs (increases severance but no other taxes)
of all of the major regions in ConocoPhillips' portfolio.
Alaska is the highest cost region in our portfolio. And
costs in Alaska are rising at a faster rate than in other
regions, in part because of the aging infrastructure and
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declining field size. Cost also needs to be taken into
account when setting the tax take. The countries with the
| onest costs can afford to have higher tax rates while
remai ning conpetitive. Simlarly, higher <cost countries
need to offset these conditions with |ower tax takes.

Alaska - H gh Cost, H gh Tax: M next slide shows total
capital and operating costs as a function of governnent
take for about 30 countries/stated in the world. This data,
representing costs from 1994 to 2003, was taken from the
Wod Mackenzie 2004 "G obal Gl and Gas Risks and Reward
Study" and was calculated at a $35 per barrel price. The
study included nore countries but we renoved the ones where
the governnent was carried through exploration in response
to the Legislature's consultant, Dani el Johnston's,
criticism of Wod Mickenzie for not accounting for this
carried equity in their governnent take cal cul ation.

As can be seen, there are four quadrants shown on this
chart. The one on the bottom |left shows countries that are
trying to attract investnent. They have | ow costs and stil
maintain | ow rates of governnent take. The quadrant on the
top left contains |low cost countries that are then able to
maintain high tax rates while remaining conpetitive. The
guadrant on the bottom right contains high-cost countries
but they conpensate for their high costs by maintaining
|ower tax rates. The quadrant on the top right contains
counties that have high costs and high taxes. Countries
that position thenselves in this quadrant my not get
sufficient investnent since their tax rates are not
commensurate with their cost structure.

This plot also shows that there are inverse relationships
bet ween Governnent take and Total Costs. As previously
menti oned, high-cost countries often lower their tax rates

to remain conpetitive. The lower line tends to represent
net crude-inporting countries who want to mnimze
investnment. The wupper line tends to represent net oil-

exporting countries.

Al aska under the ELF is shown as the Red Triangle. The PPT
will nove Alaska into the H gh-Cost, Hi gh-Tax Quadrant at
the same tine that costs are rising at a faster rate than
in other |ocations.
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This chart also shows wth Geen Triangles the OECD
countries that CRA believes are nobre appropriate peers.
Peer areas such as the Gulf of Mexico and the UK North Sea
are still significantly nore favorable investnent regines

The high cost in the Arctic and the types of fields that
are likely to be found suggest that the proposed fiscal
regime could detract, rather than encourage, significant
addi tional investnent.

Ms. Kah specified that the horizontal axis on the charts
reflected total operating and capital costs. The vertical axis
reflected devel opnent only governnent take and net present
val ue. The purpose of this information would be "to show the
rel ati onship between cost and overall governnent take". OECD
countries tend to fall into the lower I|eft quadrant on the
chart. The PPT under SB 305, and the additional provisions added
by CSSB 305 would nove Alaska into the high cost/high tax
guadrant. This would likely result in "reduced investnent".

Senator Stednman asked regarding the definition of governnent
take in relation to the developnent only/governnment take
percentages depicted on the chart. The State's analyses would
indicate that Al aska's governnment take under CSSB 305 would be
approximately 60 percent. Thus, he was interested in the reason
the graph Iline depicted on the chart did not have "a nore
vertical" upward trend to it.

10: 46: 25 AM

Ms. Kah clarified that the vertical slope of the line would be
nore pronounced were cost increases excluded; however the chart
was intended to denonstrate that costs would increase "at the
same time". The slope of the line wuld also be elevated had
such things as the tax credits and other incentives in the PPT
been excluded from the calculations. In summary, the chart was
developed to reflect how an investor such as ConocoPhillips
woul d nake devel oprment deci sions on existing fields.

10: 46: 57 AM

Senator Stedman was puzzled that ConocoPhillips' chart depicted
t he governnent take under ELF to be approximately 60 percent. A
60 or 61 percent |evel of governnent take would be expected
under CSSB 305. Therefore, he asked whether the industry was
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anticipating "just a slight increase vertical" to result under
CSSB 305.

Ms. Kah renmi nded Senator Stednman that the conpany's cal cul ations
did not exactly match those of the Legislature; such things as
the starting rates even differed. Thus, rather that guessimte
the differences, the entities should work together to identify
the reasons that the nunbers differ. "Clearly we are not
conparing the exact sane things."

10: 48: 08 AM

M. Bramey specified that the calculations on this chart had
been calculated differently as they included "a discounted
government take. In other words, in doing this analysis ...a year
by year discount rate, as an investor would do," was applied

That "would indeed have that effect of shifting all of the
points upwards." The analysis included in his earlier
presentation and the information in nost other estimates had not
been di scount ed.

10: 48: 58 AM

Senator Stednman asked whether the chart could be redone to
reflect the provisions of CSSB 305 rather than SB 305.

Ms. Kah and M. Bram ey replied in the affirmative.

10: 49: 21 AM

Senator Hof frman, noting that OECD countries were depicted on the
chart, asked the goals of that organization

Ms. Kah expressed that OECD countries were sinply "the total of
all the developed countries in the world", although recently
Korea and Mexico, which were once considered developing
countries, had joined the group. The OCED countries included in
this analysis were those which had a simlar "political risk"™ as
Al aska. They were also chosen in terns of maturity and field
si zes.

Al aska - High Cost, H gh Tax (with prospectivity): Now | am
showing you the sane slide but adding in bubbles to
indicate the prospectivity of some of these countries. You
can see that a nunber of the countries that have high tax
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takes also score high in prospectivity. That is why they
can keep tax rates high and still be conpetitive.

The other point | wanted to rmake about this chart is that
the Governor's consultant assessed the conpetitiveness of
Alaska's tax rates by conparing tax rates of different
regimes around the world applied to simlar-sized fields in
all locations. That is not the way investors look at it.
When we conpare investnents in Russia versus Al aska, for
exanpl e, we conpare the prospects of accessing a very |arge
field with very high tax rates in Russia versus finding a
much snmaller field with lower tax rates in Al aska. The
greater prospectivity in Russia nmay conpensate for the
hi gher tax rates. Thus, it is not neaningful to conpare the
conpetitiveness of Alaskan tax terns with Russia's terms or
those in Azerbaijan and Angola at the sane field sizes.

Ms. Kah noted that this informati on was al so based on the Wods
Mackenzi e study earlier referenced.

Hi gher Taxes WII| Reduce Investnent: | wll now swtch
gears and tal k about a concern | have with the testinony of
all of the state's consultants. They woul d have you believe
that you <can raise tax rates wthout concern about
substantially reducing investnment or production in the
state. This flies in the face of economic reality. To quote
a phrase from Dr. Margo Thorning, the Chief Econom st of
the American Council on Capital Formation, "one of the
axioms of public finance scholars is that if you tax
sonet hing, you get less of it".

Ms. Kah was particularly concerned that other consultants had
communi cated there would be little inpact from increased taxes.
A substantial increase in taxes would inpact investnents.

10: 51: 27 AM
There are three reasons why higher tax rates wll reduce
investnment. The first is that there will be less cash flow

avai lable to re-invest. Another |ess obvious reason is that
you have changed the risk/reward bal ance. You wll
effectively increase the marginal cost of production and
thereby lower the rewards, while at the same tine
increasing the perception of risk that the rules of
investnment wll be changed after investnents are nade.
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Making the tax rate too progressive in a higher price
envi ronnment al so negatively inpacts the risk/reward bal ance
by shavi ng of f t he benefits of better tinmes
di sproportionately nore than helping in a |lower price
environment. Qur industry invests a trenmendous anount of
capital on projects with long lead tines and significant
exploration, technical, price and economc risk. W need
the tax systemto be stable and to allow us to keep enough
upside that we can earn adequate returns for our
sharehol ders on average over the long price cycles our
i ndustry experiences.

The third reason why higher taxes will reduce investnent is
that Alaska will be viewed as a less attractive place to
invest and capital will mgrate to countries that have tax
regi nes commensurate with their cost and prospectivity. The
state may also receive less investnent from |ong-tine
investors who believe they have been treated unfairly by
the state in the transition to a new tax reginme by not
being given due consideration to recent investnents nmade
with different fiscal regi ne expectations.

There are a growi ng nunber of countries around the world
who have increased their tax rates in this high price
envi ronment, which is probably making you thing that Al aska

can still be conpetitive despite the proposed tax
i ncreases. However, private investors wll shift from
investing in conventional oil in all of these places wth

hi gher tax rates to investing in LNG downstream and ot her
energy projects that have nore favorable tax terns. For
exanple, our conpany is now nore willing to invest in
downstream and infrastructure projects than we were
historically when we believed that upstream investnents had
hi gher and less risky returns. If current trends continue,
conventional oil wll end up being the domain of nationa
oil companies who have lower return requirenments than
private investors.

And finally, capital will flow out of the energy industry
if tax rates rise to the point that the energy industry
| ooks |l ess attractive than other industries.

10: 53: 16 AM
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Senat or Stednman asked the government take for oil and gas in
Li bya.

M. Bramley could not recall Libya's exact government take
percent age; however, it was "at the high end" of governnent
takes of countries having a "production sharing" tax regine.
That type of tax regine was fundanentally "a different structure
than the tax royalty regine" in Alaska and other areas. "In
terms of economc potential”, a like for |ike conparison between
Al aska and Libya could not be drawn as Libya had a |ower cost
base and larger fields. In addition its fields were closer to

the nmarket than Al aska's. "The fundanentals are quite
different.”
Ms. Kah conmuni cated that while ConocoPhillips would be resum ng

activities in Libya, its concentration would be on the assets it
had before the Libyan governnent inposed new sanctions. Those
assets, with a 200,000 barrel per day production, were not big
fields.

10: 54: 58 AM

Senat or Stednan stated that the Libyan field production in 2004
and 2005, as reflected on the chart, indicated that the average
government take for Libya exceeded 90 percent. "That's a

substanti al governnment take nunber..!

Ms. Kah pointed out that that was "an exact exanple of why we're
not investing as nuch in upstream and we're investing in
downstream and infrastructure”. ConocoPhillips could not invest
with those sorts of returns. She surm sed that "the |Independents
can't either. They have a higher cost of capital than us; and
therefore they should have higher return requirenents. | believe
that only like the Chinese national oil conpanies and other
state oil conpanies would be able to invest in a sustained way
at..those |l ack of returns.”

Co-Chair Green stated that the Commttee would recess until
after the Senate floor session. M. Kah would continue her
presentation at that tine.

RECESS TO CALL OF THE CHAIR 10:56: 01 AM/ 12:31:00 PM

Ms. Kah continued reviewing the power point presentation slide
titled "Wy higher taxes would reduce investnent". The
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conclusion is that higher taxes would reduce industry's "after
tax cash flow so we have less noney to invest; it changes the
risk/reward balance in Alaska; and also capital wll go
el sewhere.” Capital would go to other countries in a conpany's
portfolio and to other energy sources ...because the conpany has
determined that "wth increased tax rates in some countries
around the world that we can't invest profitably in them And
finally our entire industry is going to lose capital if tax
rates were to price our industry out of the market and we don’t
get acceptabl e enough returns for our sharehol ders.™

12: 31: 48 PM

Co-Chair WIlken agreed with the argunent that "when you tax
something you are going to get less of it". H's question was
whet her "the general point" of ConocoPhillips's presentation was

to the specific inpact of the 25/20 tax structure proposed under
CSSB 305 or whether it took into consideration other el enents of
the bill such as credits.

Ms. Kah qualified that she was speaking to the entire bill. "The
tax credits definitely do not offset the nuch higher tax rate.
The overall tax rate is far nore inportant in terns of the
econonmics, and certainly at this price level, it’s a five to one
rati o of being nore inportant.”

Co-Chair WIlken cited there having been "general agreenent anong
the Governor and you folks at the 20 percent rate and then the
other four or five nmajor pieces. So what we are really talKking
about at this table is 25 or 20. So that difference is what your
concern is .that that marginal difference is what's going to
drive investnent away."

Ms. Kah clarified that she had concerns about the 20/20 tax
proposal in SB 305. Whether or not it was the right strategy,
"conpanies reluctantly agreed to that just to get to the gas
deal. But really it's on the outer edge of acceptability and
won’ t encourage investnent”.

Senat or Bunde recalled discussions in which the industry had
urged for "certainty" in a tax structure. To that point, were
the State's tax regine to include "a re-opener every five years,
perhaps we'd approach it a different way." However, the tax
proposal under consideration would not have a re-opener for

SFC- 06 (46) 04/ 05/ 06



thirty years or nore. "That has to factor into these
di scussions. "

12:34: 19 PM

Ms. Kah concurred. "There is certainly a value to certainty and
| believe we are taking that into account when we view the
overal |l fiscal package."

COP Major Upstream Projects: Wiile | believe there wll
likely be a long-term adverse inpact on investnent from
rising tax takes around the world, let me bring the

di scussion back to corporate allocation decisions we face
in the next 15 years.

This slide represents the pipeline of upstream investnents
ConocoPhillips is pursuing in the next 5 years. W are
pl anning on continuing investnents in our base |egacy OECD
areas, such as Al aska. But we also are planning investnents
in global gas and other international areas. lnvestnents in
Al aska nust be able to conpete with investnents in these
other areas. The tax rate needs to be commensurate wth
Al aska's high cost and |ow prospectivity to ensure this
state mmintains its inportant place in our investnent
portfolio.

Ms. Kah stated that were the State's tax regine to change "in an
unfavorable way", ConocoPhillips mght be required "to nake
t ough choi ces" about which of the projects in its portfolio "go
forward, which get deferred".

12:35:25 PM

Senator Bunde stated that the "rhetorical question" is, were the
State to guarantee a 15/20 tax rate, could ConocoPhillips
"guarantee us a certain anount of investnent in the next ten
years. Certainty goes both ways."

Ms. Kah acknow edged the underlying nessage in the question.

Portfolio Ranking: Another concern | have with the state
consul tants' assessnment that Alaska can raise its tax rate
wi thout hurting investnment is their inplicit assunption
that all projects with a positive net present value wll be
undertaken. That assunes that there is unlimted human and
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financial capital. Qur sharehol ders expect conpanies to
exercise capital discipline and to avoid doing marginal

projects. W also have |limted mnpower and focus on
projects that have sufficient scale to nake a difference to
t he conpany.

As indicated in this concept slide, when Al aska raises its
tax rates, sone projects, like Alaska project nunber one
will still be in the conpetitive range but it may be noved

dowmn to a lower ranking than other projects the conpany is
pl anning on, such as upstream project nunber one and the
downst ream proj ect shown here. OQther projects, |ike Al aska
project nunber two could slip from being conpetitive to
being deferred. And finally, sone projects, I|ike Al aska
project nunber three could slip into the unconpetitive
range.

Ms. Kah stressed that, were taxes increased, not all projects
having a net present value above zero would be undertaken;
conpetition would exist wthin the Conpany's portfolio.

12: 38: 18 PM

In order to better understand the intent of this concept slide
in relation to this bill, Co-Chair WIken asked whether
exchangi ng the words "'before tax increase’ with 'before SB 305
and after SB 305" would be "appropriate and correct”.

Ms. Kah affirmed, but clarified that regardless of the tax
| evel s proposed in these bills, any tax increase would cause
projects to be re-eval uated.

What's Wong Wth Wndfall Profits Taxes: The proposed bill
has a surcharge based on ANS West Coast oil prices over $40
per barrel. This is tantanount to a windfalls profit tax
because it shaves off the upside wthout helping on the
downsi de.

The U. S. federal governnent has recently debated the nerits
of a windfall profits tax on donestic production, and this
concept drew great criticism from a broad range of
econom sts and investors across many industries. | have
provided two quotes that represent the criticism of such a
tax. Daniel Yergin of Canbridge Energy Research Associ ates
stated in an interview that "what a wndfall profits tax
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does is introduce a lot of distortion. It reduces
investnment, it increases a sense of political risk and it
doesn't achieve the goal that is intended.it wll really
|l ead to decreased supply". A group of 250 economi sts from
academc and ot her institutions across the nation,
including MIton Friedman, the Nobel Laureate in Econom cs,
recently sent a letter to the U S. Congress stating their
opposition to such a tax, indicating that it would reduce
donmestic production and expressing sadness that politicians
hadn't |earned any |essons from past experience with this
type of tax.

The non-partisan U. S. Congressional Research Service (CRS)
assessed the inpacts of the federal windfall profits tax on
domestic crude production that was in effect from 1980 to
1988. CRS concluded that the tax reduced industry gross
revenues by $79 billion that could otherw se have been used
for investnent. As a result, the tax was estimated to have
reduced donestic production by up to 1.6 billion barrels
between 1980 and 1986, before the collapse in oil prices.
It also increased oil inports by up to 16% during this
period. The study also noted that the actual gross tax
revenue collections were only 20% of what the federal
government had expected. This was because prices did not
remain at the very high levels of 1980 and donestic
production ended up | ower.

12:41: 21 PM

Val ue Uncertainty in Balanced Government Take: Now | want
to denonstrate how a windfall profits tax would inpact our
project economcs and investnment decisions. In evaluating
i nvest ment opportunities, ConocoPhillips considers risk and
opportunities associated with an investnent. Assunming a
stable fiscal environnment, factors that nost often inpact
our North Sl ope investnents are:

Q1 price uncertainty, which accounts for the mgjority
of NPV vari ance,

* Reserves and capital spending,
* (perating costs, and

e Schedule, which is particularly inmportant in Al aska as
construction wndows are limted. Mssing a key
construction window (e.g. a sealift) can easily delay
the project by a year

SFC- 06 (49) 04/ 05/ 06



The inpact of the sensitivities for these key variables are
denonstrated in a chart called a Tornado Diagram In a
Tornado Diagram the inpact of a given variable on the
project value is tested by holding all other key variables
at their nmean value and varying the variable being tested
through the high and low end of its expected ranges. For
exanple, in the tornado diagram pictured on the left, the
price bar is truncated so that there is nore downside than
upside price risk. After running all the probabilistic
simulations, this would shift the cunulative probability
curve to the left so that the project |oses noney 53
percent of the time and has a positive net present value
only 47 percent of the tinme. The expected value, reading
across to the 50th percentile is now slightly negative.
This decrease in project value is purely associated wth
reduci ng the upside potential associated with oil price. In
ot her words, shaving off higher price risk creates greater
risk that the project will not increase value. Thus, the
project will probably not be approved.

Ms. Kah comunicated that since the industry incorporated
"conservative price assunptions" such as a $35 per barrel in its
econom ¢ cal cul ati ons, "people think" what would "be wong wth
taking away the upside". However, no single price was the basis
of the industry's econonmcs. The tornado diagram depicted on
this power point chart further explained how the industry
"actually values investnents". Typically, a price range of $20
to $80 per barrel would be considered and factors would be
applied to that range to gauge their affects. "The price of oil
by far" would create the biggest uncertainty for a project. 80
percent of the variances in projects were due to changes in the
price of oil. "Probabilistic weightings" are applied to the
vari ous prices.

Ms. Kah explained that "the sinplest distribution" would be "to
assign a 50 percent weight to the nean price, 25 to the high
price, and 25 to the low price". Simlar probabilities would be
applied to other economc factors such as reserves and capita
operating costs. Thousands of nultilayered sinmulations were
applied in the effort to develop a cunulative probability curve
whi ch woul d "show you the probability that the project will have
either a positive or negative net present value." The risk of
having a positive or negative net value would be depicted
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"across a range of prices and all these other variables". She
revi ewed t he exanpl e depicted on the chart.

12:44: 10 PM

Senator Stedman understood that the project exanpled on the
chart illustrated the concept of the process rather than a rea
scenario. Since, oil prices were the real issue of concern, a
project's nodeling would be affected by the proposed
Progressivity factor since it "would shave off sonme of the
upside”. To that point, he asked whether the econom c nodeling
of a project with a $20 to $80 price range would be treated as
an "equally distributed price range".

Ms. Kah responded no, "the usual assunption we make about prices
is that they're log-normally distributed and they're not
normal ly distributed; they cut off at the bottom 'cause you
start getting into shut-in costs quickly and they tend to spike

up”.

Senator Stedman understood therefore that the nodeling would be
"skewed to the right, substantially".

Ms. Kah affirmed. "That's what we're taking into account when we
| ook at our upside. The upside is why our shareholders invest in
energy stock."

Senator Stednman surmsed that the presentation would also
address "the inpact of taking away the upside".

Ms. Kah confirned.

Senator Stedman asked that "the magnitude" of that inpact on the
upsi de be discussed, "as clearly there's a inpact, but what
we're looking at is ...a slight change" as the anal ysis conducted
by the Adm nistration indicated that the State's governnment take
nunbers would remain fairly constant going forward under CSSB
305.

12:46: 17 PM

Ms. Kah expressed that, while the projects presented in her
presentation were fictitious, the nmjority of ConocoPhillips

projects mrrored the exanples. She reiterated that price
accounted for 80 percent of the risk in a project. Capital,
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reserves, operating costs, and schedules were also risks
experienced in Al askan projects.

Bal anced and Progressive Value Uncertainty Conparison: this
slide summarizes how shaving off the wupside price risk
reduces the change that the project wll be profitable and
reduces the expected value. In this case, the project is
far less likely to be undertaken w thout upside price risk.

It is also inportant to understand that our sharehol ders
invest in energy conpanies because they want to be exposed
to upside price risk. W wll have trouble attracting
capital if we were no |longer exposed to this risk. Being a
hi gh cost area, Alaska in particular, is a high-price play,
and shaving off the upside wll disproportionately inpact
investment in the state.

Ms. Kah reviewed the inpact of "shaving off the price upside".
It would renmove real value and thus the expected value would
decrease. The reason that a project could easily shift from
bei ng positive to negative is "that this was probably a margi nal
project to begin with". It would be likely "given the maturity,
cost, and prospectivity issues in Alaska, that a lot of the
proj ects" being considered "are marginal”

Ms. Kah conpared the two graphs. "It looks like a very subtle
shift but what has happened is that there is a greater chance of
| oosing noney than there was before and you are less likely to
do the project now than you woul d have before."

Ms. Kah stressed that "we do take account of the upside price
ri sks. Qur sharehol ders invest in our stock because they want to
be exposed to the upside price risk and we do value it in our
econom cs."” Renoval of the wupside price risk would have an
i mpact, "even if that isn’t our mean belief of what we believe
prices" would be in the future.

12:48: 46 PM

Co-Chair WIlken furthered the position that as the price of ANS
i ncreased, industry costs would "only increase at an increnental
anmount". CSSB 305 would result in "a flat governnment take" out
to a range of approximtely $120 per barrel. The citizens of the
State, who could be considered State shareholders, relied on
Legislators "to make sure that we get our fair share, and our
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fair share is that the governnent take at $40 is the sanme at
$120." He also considered it "perfectly appropriate to have a
progressivity factor”. Were ConocoPhillips to benefit "by the
mar ket", the people who own the resource should also "benefit by
the market"; that concept is what is enbodied in the PPT. This
is the concept he supported provided that the State's take
remai ned constant rather than getting "exponential"™ as prices
i ncreased.

Ms. Kah argued that the State woul d benefit as prices increased.
"Even if you held your percent the sanme" as revenues increased
the State would get nore rather than being "held flat".

M. Bow es enphasized ConocoPhillips's desire to continue to
operate and invest in Alaska. "One of the key prem ses" stressed
today "is that there are nunerous |ocations” worldw de that
conpanies operating in Alaska consider in their investnent
portfolio. "It's not so much of what's fair to the State or fair
to the conmpany” as nmuch as it would be to "what you want to see
developed in the State ...1t's your call at the end of the day of

how nuch take that you want, but” conpanies mght determ ne,
"even it it’s a flat take at higher prices", that other regions
tax regines were "nore attractive", as expressed in M.
Bram ey' s CECD presentati on.

Co-Chair W/I ken responded "that's fair".

Fi nding, Developing & Production Costs: This |ast point |
want to make about a windfalls profits tax is that sonme of
what is being perceives as a wndfall is actually higher
reserve replacenment costs. Let ne explain.

Wiile price increases across all of our energy products
have recently increased our industry's earnings to record
levels, it is only tenporary as we are also experiencing
enormous cost inflation as the industry ranps wup its
investnments to increase supplies. This chart shows that
i ndustry finding, developing and production costs have nore
t han doubl ed since 1999, excluding governnent take. F&D and
production costs are the conponents of replacenent cost
nost quoted because they are the easiest to neasure in the
financial statenments of oil conpanies. However, this chart
is mssing a nunber of the conponents of reserve
repl acenent costs. It is mssing all governnment take, which
on average was probably about $20-25 per barrel in 2005. It
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is also mssing a cost-of-capital return and an adjustnent
reflecting conpensation for the tine value of noney because
you are spending noney in year zero and getting production
and revenues nmany years later. If replacenent cost is being
stated in terms of WI prices, these nunbers are also
m ssing additional quality and transportati on costs because
nost crudes are nore renote and lower quality than WI.
Wien you add all these costs up, it is easy to see that
repl acenent costs today are probably over $50 per barrel
In fact, several financial analysts (e.g., Goldnman Sachs,
Bernstein) who track the energy business believe that |ong-
term reserve replacenent costs today are over $50 per
barrel when governnent take and the increased risk around
cost uncertainty are included in the cost cal cul ation.

VWaile oil prices may have peaked, spending |evels and costs
are continuing to rise. Sone of this inflation reflects
tenporary conditions such as service industry capacity not
keeping pace with industry spending levels and the high
cost of materials like steel due to particularly strong
industrial growth in China. Sone of the cost increase is
structural, and nore permanent, though, reflecting the fact
that our industry is investing in prospects that are
smal l er, nore conplex or renote and hi gher cost.

W are concerned that sonme of what people perceive is a
"windfall"™ today actually reflects the trenendous cost
inflation that has taken place in the industry. I n
addition, the size of the major's earnings sounds large to
nost people but it reflects the scale of our business and
required investnent levels and enornous risk involved in
repl aci ng reserves.

This matters because if the alleged "windfall" is taxed at
higher rates and reserve replacenent costs really are
bet ween $50-60 per barrel, our industry will not be able to

profitably re-invest even at today's prices.

Key Messages from Corporate Perspective: | wll stop here
and summari ze ny key nessages.

e It is our opinion that the current tax reginme isn't
conpetitive when conpared with Alaska's prospectivity
and cost versus the other opportunities we have to
i nvest in around the worl d.
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e Thus, we believe that increasing the tax rate wll
significantly reduce our investnent and production in
Al aska.

W are also concerned about the wndfall profits tax
the CS would put in place as it would reduce the cash
we have to invest, and it would adversely inpact the
ri sk/reward bal ance of investing in Al aska.

* The federal government has tried a wndfall profits
tax in the past and it reduced investnent and
production and failed to generate the expected
revenues.

ConocoPhillips has been a long-term investor in Al aska.
I ncl udi ng our heritage conpani es we have nore than 50 years
of business history in Al aska. W believe there can be a
great future in this state, and although mature, there
remains a lot of potential. W want to be part of this

future.
12: 55: 55 PM
Senator Stedman recalled that the oil and gas industry
experienced $12.75 billion in gross revenue in FY 2005. This
netted producers approximately 37 percent or $4.7 billion. The

government take of the industry share after costs was 45
percent. That would appear "to be a fairly profitable business
regardl ess” of industry's position. This revenue was generated
on an average oil price of $43 per barrel. Prices are currently
consi derably higher than that of FY 2006. This would result in
nore revenue to the producers and federal and state governments.
Whil e Al aska reaped substantial returns at the $43 per barrel
price, a price of $20 per barrel would be harnful to al
entities.

12:57:25 PM

Ms. Kah acknow edged that the oil and gas industry experienced
record earnings in 2005. Their spending level could not keep
pace with the swiftness of rising prices. "But what we quickly
found was that when we tried to reinvest and |ook at new
projects at today's cost levels, nothing |ooks economc. It's
actually frightening to wus".. thus, the developnment of this
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forward |ooking concept. The typical industry profit margin,
even in the year 2007 would be 7.5 cents per unit of sales.
Nunerous other industries experience higher profit margins.
"This is not a particularly attractive industry" even though
2005 was well above an average price cycle. "But we need years
like that to offset years such as 1998 where the industry was
well below the cycle. A decent return over a ten year cycle"
woul d be desired.

Senat or St ednman acknow edged.

Senator Stedman noted that barrel prices have escalated in
recent years to the $60 range. Continuing, he asked how | ong the
$20 to $80 range has been used in the industry forecasting
nodeling, as the forecast nust have been adjusted to reflect
changing tinmes at sone point.

Ms. Kah stated that price range was inplenented in 2005. The
price range mght have included a high of $75 previously. The
i ndustry however, always included a spike on the price high side
due to the log-normally distribution nature of the industry.

12:59: 29 PM
M . Bowl es sunmarized key points in the presentation.
ConocoPhillips "fully supported the idea of a percent of

government take that's conpetitive and that could be used as a
yardstick as far as how you set the production tax rate that
we’'re looking at today". ConocoPhillips asked the Committee to
consider "one nmessage” in the effort to determ ne an appropriate
tax rate: that being that the OECD countries be considered as
"the core conpetitors” for the capital that m ght be invested in
Al aska.

M. Bow es also pointed out that there is "a direct connection”
bet ween i ncreased taxes and investnent and jobs. |ncreased taxes
woul d reduce industry capital and would affect the industry's
risk/reward econom c decisions. The risk/ wei ght econoni ¢
nodeling wutilized by ConocoPhillips was a standard industry
approach to considering whether a project would be undertaken.

M. Bowl es professed there to be "a fine balance"” in determ ning
a correct tax level. A "tax increase that goes too far" could
"take nore value away from the State than what" it would
generate in the short term He encouraged the Commttee to ask
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other <consultants to coment on sone of the ideas being
presented in this testinony.

M. Bowes noted that whether or not the 20/20 proposa
presented in SB 305 would strike the right balance was difficult
to predict. However, it would "be fair to say that it did strike
a balance and it was sonething that the industry was prepared to
go forward with". The addition of the Progressivity elenment in
CSSB 305 "is sonmething that does definitely take away the upside
and is an itent that would affect any conpany's decision about
whet her or not to advance projects in Al aska.

1: 02: 26 PM

M. Bowles noted that, while the presentation had not addressed
the bill's transition provisions, ConocoPhillips had reviewed
the transition |ook-ahead provisions included in CSSB 305. The
| ook-ahead provisions were evidence that the Senate recognized
that investnments made during the last five years, sone of which
had not yet produced any oil, were nade under a previous "set of
rules and tax forecasts". The | ook-ahead provisions which would
allow a two dollar investnent to receive one dollar in credits
"would effectively offer an incentive®" to a conpany which had
made investnents during the past five years. This was an exanple
of many right bal ances that could be included in the bill.

M. Bowl es favored SB 305's July 1, 2006 start date or a later
date rather than the April 1, 2006 start date included in the
committee substitutes. A start date later than July first would
provide nore tinme for conpanies to adjust to the changes in the
tax regine.

Senator Stedman asked whether the industry considered the five
year | ook-back and five-year |ook-ahead provision specified in
the transition provisions of the bill to be sufficient tinme in
which to conduct exploration and developnment activities in
consi deration of worl dw de equi pnent and | abor constraints.

M . Bow es appreciated the question. ConocoPhillips would
consi der a | ook-ahead recoupnent period of seven or eight years
on a five-year dollar |ook-back to be nore appropriate. Rather
than a conpany being unwilling to invest at a level in which
their "expenses could be fully recouped”, delays m ght be caused
by other Iimtations such as equi pnment and | abor constraints.
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1: 05: 57 PM

Co-Chair Geen reiterated that Menbers should notify her of any
subjects they would like included in the set of questions being
devel oped.

Senat or Hof fman asked whet her the Al aska Permanent Fund
Cor poration (APFC) had invested in ConocoPhilli ps.

M. Bowes wunderstood that, while APFC w shed that sone
i nvestment had been nade in conpanies investing in the State, no
such investnments had been made. This could be part of the
"alignment” issue discussion.

Co-Chair Green stated that public testinony on the PPT bill was
schedul ed for Saturday, April 8th.

Co-Chair Geen remnded the Commttee that a joint hearing with
the House Finance Commttee would convene this afternoon. A
presentation on the Alaska Gas Pipeline Project wuld be
conducted by Econ One Research, Inc.

The bill was HELD in Comm ttee.

#

ADJ OURNIVENT

Co- Chair Lyda G een adjourned the neeting at 1:07:32 PM
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