M NUTES
SENATE FI NANCE COWM TTEE
April 7, 2006
9:04 a.m

CALL TO ORDER

Co-Chair Lyda Geen convened the neeting at approximately
9:04: 22 AM

PRESENT

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

Senat or Lyman Hof f man
Senator Bert Stedman

Senat or Donny d son

Al so Attending: MARK HANLEY, Public Affairs Manager, Anadarko
Pet rol eum  Cor poration/ Al aska,; PAT FCLEY, Pi oneer Nat ur al
Resour ces Al aska

Attending via Tel econference: From an O fnet Location: JAMES D.
WEEKS, Representative, UtraStar Exploration LLC

SUMVARY | NFORMATI ON

SB 305-O L AND GAS PRCODUCTI ON TAX

The Commttee heard from representatives of Anadarko Petrol eum
Corporation, Pioneer Natural Resources Alaska, and UtraStar
Expl oration LLC. The bill was held in Commttee.

#sb305
CS FOR SENATE BILL NO. 305( RES)
"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
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certain expendi tures and | osses; relating to t he
relationship 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 Departnment 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 randed Gas Devel opnent Act , and addi ng further
definitions; making conform ng anendnents; and providing
for an effective date."

This was the seventh hearing for this bill in the Senate Finance
Comm ttee.
Co-Chair Green announced that three independent oil and gas

conpanies would provide their perspectives on the Petroleum
Profits Tax (PPT) during this hearing.

9:04: 57 AM

PPT Di scussi on
Anadar ko Petr ol eum Cor poration
April 7, 2006

MARK  HANLEY, Public Affairs Manager, Anadar ko  Petrol eum
Cor poration/ Al aska, stated that his presentation would review
Anadar ko's Al aska operations; the conpany's perspective on the
PPT as presented in SB 305 which was the original PPT bill
proposed by Governor Frank Mirkowski; the key issues of the PPT
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identified by Anadarko and how they mght inpact the conpany's
activity in the State; and elenents of concern to the conpany in
CSSB 305(RES) which is the bill being advanced by the Senate
[ Note: CSSB 305(RES) is referenced as CSSB 305 in these
m nut es. |

M. Hanley's remarks were acconpanied by a PowerPoint
presentation (copy on file).

[ Note: The pages in the PowerPoint presentation were not
nunbered; therefore, for reference purposes, the Senate Finance
Commttee Secretary made a notation on each page of the
correspondi ng tinestanp in which that page was addressed in this
hearing. Ceneral descriptive information of each page is
provided in the body of these mnutes when feasible. A copy of
the handout can be obtained by contacting the Legislative
Research Library at (907)465-3808. ]

M. Hanley inforned the Commttee that Anadarko, which was
headquartered in Houston Texas, is a l|arge independent conpany
whose primary activity is to explore and produce oil and gas.
Even though Anadarko had gl obal operations, it did not have nuch
public name recognition as it did not have refineries or gas
stations. Anadarko had approximately 3,500 enployees and market
capitalization holdings of approxinmately $23 billion.

M. Hanl ey comuni cated that Anadarko had operated in Al aska for
approximately ten years. The map in the presentation titled
"Anadarko's Al aska Acreage Position" depicted the conpany's
"extensive" Alaska acreage holdings: the areas highlighted in
pink or yellow indicated areas in which Anadarko had an
ownership interest. QOher conpanies' acreage was depicted in
gray. Anadarko's acreage exceeded five mllion acres gross or
2.2 mllion acres net and consisted of |eases on State, federal,
and Native Regional Corporation |land. The conpany conpeted with

ConocoPhillips for having the largest net acreage in the State.
ConocoPhillips |eases consisted primarily of State and federal
| and.

M. Hanley noted that Anadarko addressed its |and holdings as a
regi onal nodel whereas other conpanies typically concentrated on
one or two areas of operations at a tine. Anadarko currently had
in excess of "100 |eads and prospects across the State". The
conpany enjoyed working in the State because there were
"opportunities in multiple plays".
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9:07: 37 AM

Al aska Qpportunities

e Wrld class petrol eum basin

e Significant remai ning resource potenti al

* Legacy type prospectivity (i.e. Anchor Fields)
* Favorable political environment

e« Abundant new entrants/partnering opportunities

M. Hanley reviewed the information. He pointed out that even a
50 mllion barrel field would be unecononmical were it nore than
five or ten mles fromexisting infrastructure. Nonethel ess, the
conpany determned that significant oil potential particularly
large fields did exist. Large oil fields, such as Al pine, which
are referred to as legacy or anchor fields because they could
"support their own facilities", were inportant to Anadarko. The
conpany preferred to develop satellite fields after the
infrastructure of the larger field was in place. Anadarko,
partnering with ConocoPhillips, held a 22-percent ownership in
Al pine. The tw conpanies were also conducting exploration
activities in the National Petroleum Reserve-Al aska (NPR-A).

M. Hanley noted that the stability of the political environnment
in the State was inportant to the industry. They also
appreciated the State's efforts to address industry issues. For
exanple, the State endeavored to find ways to |engthen the short
drilling season experienced in the State. It also continually
addressed regul atory issues of concern to the industry.

M. Hanley was pleased that new conpanies were entering the
Al aska resource nmarket. This nonentum was considered positive
as, in addition to furthering the developnment of North Slope
resources, these conpani es could be potential partners.

9:09: 29 AM

Senator Dyson asked M. Hanley to comrent on sone conpanies'
position that the PPT would negatively affect exploration and
devel opnent activity in the State.

M. Hanley disclosed that the PPT had been the focus of two
recent neetings he attended at conpany headquarters. Anadarko's
efforts to advance Al askan projects with sone partners was being
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hanpered because of the proposed tax change. People wanted to
know how such things as the 40 percent exploration credit
al l oned under the State's current tax reginme, the Economc Limt
Factor (ELF), would be affected. Thus, Anadarko was considering
how the proposed PPT would affect its projects. "Depending on

how it cones out, it can have an inpact." He would expand on
this later in his presentation. To that point however, he noted
that Anadarko had determned that "the Governor's bill, as

i ntroduced”, would "inprove our exploration econom cs" over that
of ELF.

9:11:14 AM

Senat or Dyson asked whether that view was primarily due to the
expl oration and devel opnent work credits included in SB 305.

M. Hanley replied "absolutely". Additional remarks on this
woul d be forthcom ng.

Al aska Chal | enges

e Mturing basin/materiality

* High costs

e Lack of infrastructure and conpetition

e Extrenely long | ead-tine exploration

e Seasonal drilling & regulatory timng requirenments
» Lack of gas market

M. Hanley stated that while Al aska had resource potential, it
also had resource challenges. He reviewed the challenges as
listed. The lead time from discovery to production in Al aska was
one of the longest in the world. Wile it mght be possible to
drill one well a year in Alaska, three wells could be drilled in
one year in places such as the Gulf of Mxico (GM. A project
which mght take four or five years sonewhere else mght take
seven to ten years here. Tying up noney for that length of tine
had an inpact. The time required for projects in the State al so
resulted in conservative oil price valuations. People have asked
hi m why nore drilling had not acconpanied the high price of oil.
H s response was to ask those people if they could predict what
the price was going to be from 2013 to 2035. That was the |ength
of time that might be required to produce sone of Alaska's oil
Conservati ve deci sions nust be made.
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M. Hanley noted that the |lack of gas market was al so an issue.
Anadarko was very supportive of a gas pipeline because they
believed there was "significant gas potential"™ in the State.
Ri ght now, gas discoveries were considered "throwaways" as,
wi thout a transportation link, they "are not worth anything”
The belief was that a gas pipeline would incur both significant
gas exploration and oil exploration.

How about PPT?

e W support original bill

* Admnistration did a good job balancing issues &
priorities
o W pay nore in taxes, but our exploration econonics
inprove and there is sone downside price protection
- shoul d i ncrease exploration investnent
o State receives substantially nore revenue than under
current system

M. Hanl ey voiced support for the original bill as introduced by
the Governor. He categorized Anadarko as having been "nore
supportive" of that bill than other producers who have painted

t hensel ves as being "tentatively" supportive. The Adm nistration
"did a good job of balancing the issues and priorities that were
out there. Frankly, as a producer at Al pine and an explorer"” we
woul d probably pay nore in taxes under the new bill"; however
that would be offset by "an inprovenment in our exploration
econom cs". The "downside price protections” provided in the PPT
are an inprovenent over ELF. Nonetheless, the State would be
collecting nore revenue at higher prices under the 20 percent
tax and 20 percent credit (20/20) structure proposed in SB 305.

9:14:12 AM

Mor e production needed

e Declining production is primary driver of |ower state
revenue

e Increased investnent (conpared with today's |evels)
needed to increase production & stem decline
e Oiginal bill offset tax increase wth credits &
al | owances
o Qur exploration econom cs generally inproved
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e Tax rate increases and allowance decreases (with no
credit offsets) reduce our econom cs
o0 M ninmumeconomc field size increases
o Amount of economically recoverable oil & gas
decr eases

M. Hanley referenced an Anchorage Daily News editorial [copy
not provided] which spoke to the decline in oil production in
the State. Declining production was an issue of concern to the
i ndustry. As production decreased, costs associated with that
production increased. Some of this issue "is nasked" by high
prices. From an exploration position, Anadarko hoped that the
provisions in the PPT would encourage additional investnment in
the State beyond that occurring under ELF.

9:15: 20 AM

M. Hanley stated that SB 305, as opposed to the House and
Senate PPT committee substitutes, would balance the higher tax
with credits and deductions. Even thought the severance tax
| evied on the industry would increase under all three of the PPT
proposals, the State would "pick up" 40 percent of drilling and
ot her devel opnment costs under the 20/ 20 terns of SB 305.

M. Hanley pointed out that the tax increase and the decreased
al l omances contained in CSSB 305 would affect Anadarko's
exploration economcs. To further this point, he displayed a
copy of "Chart 11.7" [copy not provided] devel oped by Dr. Pedro

van Meurs, an international oi | econom st hired by the
Adm ni stration, which provided "a net present value" (NPV)
analysis of a 50 mllion barrel field. The bottom graph Iline

depicted the economics of that field under ELF. Dr. van Meurs
also calculated the economcs of the field under two other
scenarios: a 20 percent tax and 15 percent credit (20/15) PPT
tax structure and a 25 percent tax and 20 percent credit (25/20)
PPT structure simlar to that proposed in CSSB 305. Like CSSB
305, the 25/20 exanple also excluded the $73 million allowance
contained in SB 305. Wile the 20/20 tax regine proposed in SB
305 was not depicted on the chart, the value of the $73 nillion
al l owance included in that bill to a new entrant in the oil and
gas industry in Al aska was reflected on the chart.

M. Hanley noted that the $73 mllion allowance provision in SB
305 would be of sone benefit to mmjor conpanies; however, its
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impact on snaller conpanies and new entrants in the State's
resource nmarket would be much nore significant.

M. Hanley pointed out that the graph |ines crossed over each
ot her when the West Texas Internediate (W) oil price exceeded
$40 a barrel. At that point, the 25/20 PPT exanple, w thout the
$73 mllion allowance, would be, in the industry's perspective,
"worse than the current system: it would tax nore at that
| evel, even without a Progressivity elenent. The inclusion of a
Progressivity element would further affect the percent of
governnent take. Such things were considered by the industry in
their econonmic nodeling. The industry was also concerned about
which price level would trigger the Progressivity escalator. In
summary, the Progressivity conponent included in CSSB 305 would
negatively affect the prospectivity of fields in Al aska.

9:19:11 AM

Senator Bunde asked M. Hanley to further explain how the 25/20
exanpl e nodel ed on the chart conpared to CSSB 305; specifically
whether it contained "the two for one clawback” provisions
i ncluded in CSSB 305.

M. Hanley considered the 25/20 line graph on the chart to be
simlar to the 25/20 PPT before the Committee with the exception
being that the "two for one" clawback transitional |anguage was
not factored into the nodeling. The inclusion of that
transitional |anguage in the nodeling would not result in a
noticeable shift in the line as those provisions would provide
"just a slight anbunt of benefit" to the industry.

Senat or Bunde understood therefore that the transition |anguage
in the bill was of |less inportance to conpani es such as Anadarko
than it m ght be to others.

M. Hanley clarified that, while the transition |anguage would
be "inportant" to Anadarko, it woul d affect conpani es
differently. Conpani es such as Anadarko which had expended nobney
in the past and expected to spend noney in the future would be
assisted by that provision. However, the transition provisions
woul d not benefit a conpany new to the State.

M. Hanley expressed that the economcs of production from

existing fields wuld differ from those of new fields.
"Different fields have different threshold prices" wupon which
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t hey woul d nmake noney. Sonme profess that the 25/20 PPT proposa

woul d be nore beneficial to exploration when prices were |ow, as
it would provide sonme downside protection. The discussion,

however, does not address the fact that at |ow prices, few new
prospects would be economcal. Thus, while the 25/20 PPT
proposal would cover the cost of drilling a dry hole, no wells
would be drilled when barrel prices were low It would be
uneconom cal to do so. The whole story nmust be consi dered.

M. Hanley affirned that, as attested by the State's
consultants, the industry would include a range of prices in a
proj ect's econon ¢ nodel i ng anal yses.

9:22:28 AM

M. Hanley next reviewed a "Small Q| Devel opment - Net Present
Val ue” chart [copy on file] developed by Anadarko which was
based on the wellhead oil price rather than the WI price

utilized in M. Van Meurs NPV chart. Therefore, for conparison
pur poses, eight dollars should be added to the wellhead price.
The charts were simlar in their nodeling conclusions. Anadarko
included the $73 mllion dollar allowance in both the 20/20 and
25/ 20 nodelings depicted on its chart and conpared those charts
to ELF. Wiile this chart would indicate that a "higher tax rate"
woul d negatively inpact a project's economcs, the decision as
to whether those economics would be "worse than the current
system depended on the price forecast "and what's in there" in
regards to the tax rate, the credits, and the all owances.

9: 24: 38 AM

M. Hanley comunicated that another issue of concern to the
industry was the PPT tax escalator which the Legislature has
titled Progressivity. The industry characterized this as a
wi ndfall profits tax; however, it would be nore appropriate to
refer to it as a wndfall gross revenue tax. A windfall profits
tax would be applicable where it to apply "to a profit nargin
after expenses, not applying sonmething to a gross nunber
regardl ess of cost".

M. Hanley further noted that the primary focus of the
di scussion about the Progressivity elenment was the barrel price
poi nt at which the Progressivity el enent would be triggered.

9: 25: 54 AM
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M. Hanley referred to a chart [copy not provided] devel oped by
Econ One Research, an economc research firm hired by the
Adm ni stration. The chart depicted "USGS [United States
Geol ogi cal Survey] estimates at different oil prices of the
econom cal ly recoverabl e reserves". Expl orati on efforts
occurring on reserves on the central North Slope was the focus
of this chart. The Arctic National WIdlife Reserve (ANWR) was
not included in the information. USGS estimted there were
approximately four billion barrels of econom c recoverable oil
remaining in the central North Slope area. However, it was
uneconomic to recover these reserves at oil prices of $30 a
barrel. Approximately one billion barrels of oil would be
considered economcally recoverable at oil prices of $40 a
barrel. That number would i ncrease at prices of $50 per barrel

M. Hanley comunicated however that the effect of declining
production rates were "missing from sone of the anal yses"” which
depicted higher tax rate take information. They were not
i ncluded because they are difficult to nodel. The nodelings
instead utilized "a standard forecast” ©provided by the
Departnment of Revenue. This was an inportant factor in regards
to the price point at which Progressivity would be activated.

Wiile small fields or fields away from existing infrastructure
m ght be thought to be economic at barrel prices ranging from
$40 to $60, the higher tax rate inposed under the Progressivity
conponent woul d negatively inmpact them The industry in genera

does not support escalators; "we do play for the high side".

However, were the inclusion of an escalator inevitable, the
trigger point should be elevated beyond the point at which
smal l er fields would be considered econom c.

9:28: 07 AM

Senator Bunde asked whether Anadarko had nodeled production
costs verses the barrel price for such fields, as affected by
el evating barrel prices.

9: 28: 33 AM

M. Hanl ey understood the question to be whether costs would be
subject to inflationary influences as prices increased.

9: 28: 48 AM
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Senator Bunde clarified his question: how nuch nore would it
cost to access a field which, while not considered economc to
develop at $40 a barrel, would be at $60. In other words would
the profit margin for a field devel opable at $40 be the sane as
a field deemed accessible at $60.

M. Hanley stated that were a field deenmed uneconom c at $40,
but economic at prices or $50 or $60, it nust have "crossed
certain thresholds" such as a mninmal rate of return. As the

price of oil increased, "the mniml economc field size on the
North Sl ope decreases; the distance you can be from
infrastructure and still have a project increases..”

Senat or Bunde asked how the profit margin of a project deened
economc at a $40 barrel price would conpare to a field deened
econom ¢ at $60 per barrel.

M. Hanley replied that the profit margin would "be higher at
$60 than it was at $40".

Senat or Bunde asked whether that would be true in the case where
that field had been deened uneconom c to access at $40.

M. Hanley understood the gist of the question to be whether
devel opnment costs woul d al so increase as prices increased.

Senat or Bunde affirned.

M. Hanley stated that sonme increase would be experienced.
However, as prices increased "there tends to be nore exploration
around the world". For exanple, recent high oil prices resulted
in increased conpetition for exploration rigs. This served to
i ncrease costs.

M. Hanl ey hoped that a gas pipeline would be constructed on the
North Slope. Regardless of whether or not oil prices continued

upward, industry costs would increase because of a steel
shortage resulting fromthe MKenzie gasline and Al aska pipeline
demands. In addition to such things as increased drilling pipe

costs, these two projects would also increase |abor and materia
costs due to increased conpetition within the industry.

M. Hanley suggested including a cost inflator of sone type on

what ever price was determned as the Progressivity trigger. To
that point, "it would be easier to apply the tax escalator to
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the net" rather than to the $40 barrel price proposed in CSSB
305 because utilizing the standard Consumer Price Index (CPl)
"woul d not necessarily reflect the cost in the oil industry”". He
rem nded that, in the 1980s, while inflation increased, oi

i ndustry costs actually decreased due to such things as inproved
technology and a surplus in rigs resulting from |owered oil
prices. In recent years, drilling expenses had increased
approximately 50 percent even though the CPI had not.

M. Hanley stated that basing "the escalator” on net profits
woul d "have the proper inpact”". It would allow the industry to
deduct its actual costs. Wre costs to decrease, the nobney to
the State would increase, and were costs to increase the tax
paynment to the State would di m ni sh

9:32:45 AM

M. Hanley addressed the assunption that as prices increased,
the industry would have nore noney and "could afford to pay a
hi gher share". This would only be correct were costs to renmain
constant. The sinplest way to address the cost elenment would be
to apply the escalator to net profits. He was puzzled to the
resi stance this suggestion had encountered.

M. Hanley identified another PPT issue as being whether to use
WII or Alaska North Slope (ANS) Wst Coast "as the nmarker". He
opted against using WI. Econ One had previously presented a
history of the two. The value of WI was historically two
dollars nore than ANS West Coast. However, that difference would
increase as nore heavy oil was processed: it would "be Iless
reflective of the actual value of Alaska crude in the future
potentially than it is today".

M. Hanley suggested that the Commttee consider utilizing "a
wel | head approach” for the tax base. He was again puzzled as to
the reason there was also concern in this regard. This approach
woul d use the process determning "the gross value at point of
production for the purposes of overall revenue". The first step
would be to determne the production level in terns of oil in
barrels per day. That figure would be used to determne the
price. The point of production <calculation was currently
requi red from each devel oper. Costs woul d be deducted fromthis.
That woul d provide the tax base for the PPT.
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M. Hanley could not understand why this calculation, which was
"our actual revenues received, tinmes our barrels produced® would
not be preferred to "some hypothetical nunber that may or may
not mmc what the actual costs are or inflation".

M. Hanley stressed the point that calculating the wellhead
value would be a required conmponent of the PPT in any case. He
suggested that the well head val ue be determ ned at each point of
production, as differences would occur. Producers in Al pine were
subject to extra costs since additional pipe was required to
transport oil to TAPS. That was an actual cost to the producers.
Uilizing WII or ANS Wst Coast prices would not reflect such
costs. Additional expenses would also be incurred by conpanies
operating in NPR-A "Using a standard nethodol ogy that says as
the price goes up, you have the same inpact discourages sone of
the exploration that mght go on in the developnments that are
further out." H gher costs should be reflected.

M. Hanley supported the suggestion offered by Chevron during
their April 6, 2006 presentation to the Commttee. That
suggestion spoke "to how to evaluate a net profits approach with
the escalators on the net, and how you use a criteria for where
you start your escal ator based on a per barrel basis.” Wile it
m ght be nore difficult to "describe", it would not be difficult
to inplenment. It would be based on the gross value at each point
of production and the net on that.

M. Hanley repeated his suggestion that Progressivity be
triggered at a $55 wellhead North Slope price or $60 ANS West
Coast price rather than the $40 price proposed in CSSB 305. This
would allow the industry to access "sone of the increased
econom cs that are out there".

9:37:30 AM

Co- Chai r W | ken count er ed M . Hanl ey’ s posi tion t hat
Progressivity was incorporated into the bill based on the
prem se that as industry's profits increased, they could pay
nore. The State |ike Anadarko had shareholders. Thus, as
increasing oil prices generated nore revenue to the industry
"through no effort of your own", the industry would benefit

because its costs were not increasing "at a corresponding rate".
In other words, its gross profits would be increasing nore than
its expenses. Therefore, the industry's shareholders should
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share that profit with the State's sharehol ders who had shared
their oil resources with them

Co-Chair WIlken stated that SB 305 would maintain a constant
State take rather than increasing State take as oil prices
escalated. It was "entirely appropriate" for the Senate to
incorporate a Progressivity elenent which would allow the State
"to share with the producers that what anmounts to an increase in
revenue wthout a corresponding increase in costs."” He doubted
that this legislation would be adopted "w thout sone sort of
Progressivity factor".

Co-Chair W/l ken appreciated that Anadarko was in alignnent wth
Chevron's position on the PPT, as he considered their
suggestions on the bill to be worthy of consideration.

9:39: 30 AM

M. Hanley comunicated that the intent of the industry was to
provi de constructive suggestions regarding the structure of the
PPT and the Progressivity feature. A structure should be
devel oped which would address the "legitimate concerns"” of the
i ndustry. The discussion should consider the possibility that
i ndustry costs mght increase faster than the price of oil.
Having Progressivity based on net profits would address such
concerns.

M . Hanl ey acknow edged that i ndustry costs would not
imrediately track with a rapid increase in oil prices. However
industry costs over time would increase. Since a $40 barrel
price was included in the industry's econom c nodeling, basing
the Progressivity trigger at that price would affect "how we
view the economcs of some of our future prospects”. He urged
the Commttee to specify a Progressivity trigger at a higher
price.

9:41: 25 AM

M . Hanl ey addressed Senator Bunde's question about the
transition allowance which was also referred to as the
"cl awback™ or "look back" provision. He noted that in Decenber

2004 when oil prices were "fairly high", Anadarko mneke a
"sanctioned decision" to begin work on two satellite areas in
the Alpine field. The fact that Anadarko would pay "little or no
severance tax on those two fields" under ELF was a factor in the
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decision to develop those two fields. However, when Governor
Mur kowski issued "his aggregation decision" in January 2005,
those fields "were put on hold". Discussions ensued with the
Adm nistration, as Anadarko, which 1is currently paying a
severance tax rate of approximately 13 percent at Al pine, was
concerned about the effect that decision mght have on those
fields. The conpany decided to proceed with its plans as the
Adm ni stration excluded those fields from being aggregated for
their first six years of production. Anadarko invested mllions
in the devel opnment of those fields in 2005 and 2006. Now, the
State was consi dering changing the tax structure.

M. Hanley continued that under the conditions of the PPT, the
severance tax on those tw fields ~could increase from
approximately zero percent for six years to 20 percent. Sone
expense deductions would be allowed. Nonetheless, the timng of
the conpany's decision to invest in those fields "was terrible"
in consideration of this bill. Had Anadarko known the bill was
forthcomng, it would have del ayed those projects "a year and a
hal f because then the State would have picked up 40 percent of
the costs of our devel opment program and that woul d have of fset,
just like the other things, that increased tax".

M. Hanley expressed that Anadarko's timng on these projects
was considered the worst recent timng decision in the industry
in respect to this bill. Exploration investnments nade on those
projects would not qualify for any PPT credits or deductions and
woul d be subjected to a high tax rate. In addition, no revenue
from those projects would be received until production started
in late in 2006. An "equity issue" could be argued in regards to
i nvest ment deci sions that were based on ELF. Even though changes
are always inevitable, sonme allowance for these things could be
provided going forward. Even though Anadarko preferred the
provisions included in SB 305 the tw-for-one |ook back
provi sions included in CSSB 305 woul d be accept abl e.

M. Hanl ey suggested however that the provisions be extended a
year or nore longer than the seven years specified in the bill
in order to provide a sufficient amount of tinme in which a
conpany coul d feasibly recoup the clawback funds accumul at ed.
9:45: 31 AM

M. Hanley identified the point of production definition as
anot her issue of concern in the PPT. The point of production
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provision in CSSB 305 nmirrored that of SB 305: "the point of
production for oil is at the place that pipeline quality crude
enters” into the pipeline system Production and devel opnent
facilities upstream of that point would qualify for the credits
and deductions in the bills. That was considered "appropriate"
as the State would be assisting in the costs associated wth
devel oping and getting the resource to the pipeline. Once the
oil entered the pipeline, a tariff deduction would be applied to
determ ne a wel | head price.

M. Hanley noted that PPT provisions pertaining to gas specified
its point of production as being upstream of the treatnent
facility in which the gas was made pipeline quality. This was
interesting to the industry. "Gas is generally |less economc
than oil." The level of the pipeline tariff currently being
considered for the proposed gas pipeline was an anount equating
to approximately 35 percent of the current $7.00 per mllion
cubic feet (MCF) value of gas. The current TAPS tariff on oil
was approximately $4.00 and the tariff on tankers was
approximately $2.00 for west coast destinations. This would
total approximately $6.00 or $7.00 or a tax of approximtely ten
percent tariff on oil selling at $65 per barrel. Gas would incur
nore transportation expenses than oil. This was opposite than he
expect ed.

M. Hanley noted that under the ELF tax regine, the tax on gas
was ten percent as conpared to a 12.5 or 15 percent tax on oil

depending on the field. "It's strange that the facilities you
need to devel op your gas into pipeline quality, sone of them are
not qualifying for the credits and deductions.” He concluded

that there nmust be sonething relating to "the big gas treatnent
facility that 1is sitting out there as part of the big
devel opment™ in the proposed gas contract that he was not privy
to. One reason mght be that the State did not desire to "pick
up 40 percent of the cost of the big gas treatnment facility".
Wiile that mght be apropos for the North Slope, it does not
consi der other gas regions such as the gas foothills, the Nenana
Basin, and Cook Inlet. "Frankly, if you're going to pay a higher
tax rate, the whole concept is the State picks up part of the
cost and you pay a higher tax rate. To |eave out a big chunk of
what it takes you to get that developed and not apply those
credits, we think is problematic.” Thus, he argued "that the
point of production for gas should be the same as for oil.
Whatever it takes to put pipeline quality gas into the pipeline
should be the sane as what it takes to put pipeline quality
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crude in the pipeline." He reiterated being unaware "of what's

driving sonme of the other stuff, but | think as a policy call,
we would argue that you're significantly going to hurt the
econonmcs by increasing that tax but not giving us all the

benefits of sone of the credits and deducti ons".

M. Hanley identified the credit conmponent of the PPT as the
count er bal ance of the taxes proposed in the PPT, particularly if
the goal of the PPT was to encourage nore investnent and thereby
reduce the slope of declining production in the State. SB 305
i ncluded provisions that created "better exploration econom cs"
t han ELF.

9:49: 47 AM

M. Hanley stated that the answer to the question of how paying
a billion dollars nore in taxes, as mght occur under the PPT,
could allow a conmpany to inprove their exploration econom cs was
dependent on whether it was an existing field or new field.
"Existing production is what's paying” the larger portion of the
proposed tax increase. "The tax increase is hitting those, but
they're not getting the benefit of the credits and deductions
off the previous investnents they' ve made". Conversely "new
prospects” going forward would get those benefits. Thus, "to the
extent that you increase the tax rate, if you want to keep the
exploration economcs the same, you need to do sonmething wth
credits”.

9:50: 27 AM

M. Hanley applauded the $73 mllion allowance provision
included in SB 305. The Governor and Dr. van Meurs "correctly
identified ...the value of the $73 nmillion to smaller and to new
pl ayers”" in the industry. The allowance would be particularly
hel pful to conpanies with existing production in Cook Inlet who
under ELF, currently pay a mninmal |evel of severance tax on
oil. It would offset some of the tax increase they would
experience under the proposed PPT. Conpanies such as Chevron and
Anadarko attested to the benefit that allowance would provide.
Anadarko considered the $73 mllion allowance nore valuable to
them than it would be to larger players in the industry.
Oritting the $73 mllion allowance provision included in SB 305
woul d equate to increasing Anadarko's tax rate five percent. The
i npact on a larger conpany such as ConocoPhillips would be 0.5
percent .
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M. Hanley characterized the industry's positions regarding SB
305 as being "a tenuous truce" between the conpanies because,
due to the econonmics of it, larger conpanies would "trade off
the $73 mllion in a heartbeat for a one percent change in the
tax rate". However that allowance would have a huge inpact on
new players and existing players wth small | evel s of
production, "particularly with fields that don't pay nuch".

9:52:34 AM

M. Hanley stated that the 5,000 barrels per day exenption
provision in CSSB 305 which replaced the $73 nmillion allowance
proposed in SB 305 would not benefit Anadarko, nor did he think
it would benefit Chevron or Marathon Q. The 5,000 barrels per
day exenption "has very |limted value.” It would provide no
benefit unless production was occurring. It would not benefit
new players; particularly since it would termnate in seven
years as it would take longer than that to bring a field to
production. The inclusion of that exenption in CSSB 305 "has
hurt the econom cs of a nunber"” of players. The House conmttee
substitute addressed this concern by providing conpanies the
option of utilizing "sone exploration credits that exist today".

9: 53: 55 AM

M. Hanley advised that including a termnation date on
exploration credits would be acceptable provided the tinefrane
was sufficient. A five or seven year timeframe would be too
short in which to use a developnent credit, particularly for a
new player. Consideration should be given to the different
"inpacts of a developnent type incentive". The $73 nillion
al l omance included in SB 305 did not have a termnation date.
That is the reason it had "significant val ue".

M. Hanley stated that the industry wide desire would be for a

lower tax rate. "lIncreasing the tax rate decreases econom cs,
and at sone point, it actually makes exploration econonm cs at
hi gher prices worse than the current system" However, "at

hi gher prices, sone things beconme econonmic and there's a
tradeoff there".

M. Hanl ey comuni cated that Anadarko supported SB 305. CSSB 305

would apply "a higher tax rate, no $73 mllion allowance, an
additional escalator starting at a pretty low price taking away
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even a higher tax in the range in which we're making decisions..
Anadar ko was agreeable to the transition provisions in the bill,
was concerned about the point of production for gas as that
el enent would not be treated "as fairly" as oil.

9: 55: 33 AM

Senator Dyson opined that the industry's remarks that the State
would be "participating in exploration and devel opnment costs"
were m sl eading. "What they're really saying is the State el ects

to defer incone ...through tax credits", rather than inferring
that "the State is putting the people's noney out on the table"
for the industry "to explore with". By providing tax credits

the State would be "foregoing revenues" that it could have
recei ved.

M. Hanley affirned.

Senator Dyson encouraged the industry not to "infer that the
State is putting State noney into exploration”

9:56: 39 AM

Senator Dyson understood that the capacity of the present
Prudhoe Bay "gathering centers are sonmewhat limted on their
capacity" to address the volunme of water and gas being
experi enced. Consequent |y, the conpanies operating those

facilities were disincentivized to provide snaller producers
such as Anadarko access to those facilities. If this were the
case, he asked what the State might do to encourage the nmjor
conpanies "to increase the through-put capacity at those
bott| enecks SO t hat smal | er conpani es woul d not be
di sadvant aged".

9:57:27 AM

M. Hanley specified that Anadarko had not experienced this
issue as it typically did not explore satellites around existing
infrastructure; Al pine being the exception. This was not an
i ssue at Al pine because when oil entered the pipeline there it
was pipeline quality crude. Anadarko sought out "larger fields
that will have their own facility".

9: 58: 08 AM
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Co-Chair W/I ken assuned chair of the hearing.
9:58:16 AM

Co-Chair WIken, referring to a production process flow chart
[copy on file] which had been distributed in an earlier neeting
by Dan Dickinson, Consultant to the Administration, asked M.
Hanley to further his remarks requesting that the point of
production for oil and gas be at the sane point. Co-Chair WIken
understood that the point of production for both oil and gas
woul d be after the treatnent facility.

M. Hanley, who did not have a copy of the flowhart, advised
there was "a difference between treatnent and processing
according to the [unspecified] departnment”.

Co-Chair WI ken reviewed the production process for oil and gas
as depicted on the chart. He understood they would be treated
t he sane.

10: 00: 10 AM

M. Hanley voiced the desire to review the flowhart, as he
t hought the point of production for gas wuld be "after the
processing facility for gas but before the treatnent facility".
Co-Chair WI ken provided a copy of the flowhart to M. Hanley.

M. Hanl ey expressed that Anadarko would analyze the chart and
provide further clarification.

10: 00: 39 AM

Co-Chair W1 ken concluded that Anadarko would prefer that the
poi nt of production for oil and gas be uniform in regards to
their relationship with the treatnment facility.

M. Hanley affirmed. Anadarko woul d be satisfied were the point
of production for gas specified as the point at which it becane
pi peline quality. However, his understanding was that the point
of production for gas would be "upstream of the treatnent
facility and downstream of the processing facility". "The
definition of treatnment is getting it to pipeline quality.” This
would be further <clarified. He interpreted the flowhart
provided by Co-Chair WIlken, to indicate that "after the central
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gas facility, this would be the processing, there would be
another treatnent facility before it gets to pipeline quality,
and the point of production is in between the two".

Co-Chair WIlken stated that the flowhart had been devel oped to
assist the Commttee in understanding this conplicated issue. He
woul d appreciate additional input from M. Hanley in this
regard.

Co-Chair W/l ken addressed the contention that the State was
"running out of oil". Wiile several references had been nade to
50 million barrel fields, the prospectivity of reserves in ANWR
and NPR-A had been ignored. He understood the oil reserves in
NPR-A could be the equivalent of Prudhoe Bay with ten billion
barrels. Revenue projections at current prices could range from
$400 to 9$800 billion. Consideration of this field should be
included in the prospectivity conversation.

Co-Chair WIlken stated that while Ilittle exploration had
occurred in ANVR, it too mght contain significant reserves. The
Legi slature should not be "led to believe" that we have "plucked
all the lowhanging fruit” and must now seek out smaller fields.

10: 04: 15 AM

M. Hanley suggested inviting USGS staff to testify in this
regard. Their research would support the fact that while there
was a significant anmount of oil potential remaining in the
State, "it is not in one field"'. Even though Anadarko was "nore
optim stic" than other conpanies about the resource potential in
the State, it did not believe NPR-A held fields with quantities
simlar to Prudhoe Bay or Kuparuk; their view was that there
m ght be the potential for a lot of oil in the State, but it
would be in smaller fields such as Alpine. Mre exploration
activity would be occurring were people to believe that a
Kuparuk sized field existed in the State.

10: 05: 33 AM

Co-Chair Green resuned chair.

M. Hanley also conmunicated that even were a 1.5 billion barre
field discovered in a renote area of NPR-A, "it would probably
not be economc. That is the challenge that we face..! Even 30 to
50 mllion barrel oil fields not within ten mles of existing
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infrastructure would be very expensive to develop in the State.
In conclusion, Co-Chair WIlken was correct in that there was
vast oil potential remaining in the State, however, there would
not be another huge reserve |ike Prudhoe Bay.

10: 07: 08 AM

M. Hanley addressed the issue of the proposed gasline. He
contended "there's a |lot of gas out there". Anadarko's research
indicated there being nunerous "Alpine size equivalent gas”
fields. Thus, a boom in gas exploration would be expected with
the onset of a gas pipeline. The field size potential was nuch
| arger for gas than it was for oil. This would be required since
gas was "chal | enged".

10: 07: 55 AM

Senator Stedman furthered Co-Chair WIlken's remarks. The State
was "setting our tax structure"” and selling its resources "under
the expectation” of smaller fields. Large field discoveries
"woul d change the dynamics" in terns of the global oil basins
the State was being conpared to. The discovery of another
Prudhoe Bay woul d place "upward pressure on the governnent take"
| evel since evidence would indicate that "the bigger the oil
basin, the larger [governnent] percentage share". The current
argurment is that Alaska could not be conpared to areas wth

| arge fields because "it has snmaller pools of oil". Thus, while
there was "a l|lower probability" the State mght have |arger
basins, "it would have definitely been in the best interest of

the State to know it before we set the selling price than
after.”

Co-Chair WIlken agreed with Senator Stednman. The prospectivity

issue mght not be as negative as people had been "led to
believe". Even the Legislative consultant, Econ One, limted
their analyses to resource potential on the Central North Slope
and did not consider fields east and west of it. "East or west

is our future."

10: 10: 48 AM

M. Hanley recognized this "good point". Additional viewoints
woul d be beneficial. After a few years of high production, nost
gas fields' production decline and level off with the exception
being the gas fields in Qatar which continue to produce at high
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| evel s. Prospectivity factors should "absolutely" be considered
and a hi gher governnent take on huge reserves woul d be expected.
However, the proposed PPT tax structure was not "so far off"
that the State would miss out on a significant anount of revenue
from possible reserves; particularly in consideration of such
things as the high cost of exploration in the State.

M. Hanley disclosed that while the cost of drilling sone wells
in the GoM could mrror the cost of a well in NPRA a 50
mllion barrel field there could be devel oped and on |ine faster
as wells in GoM were closer to infrastructure. The demands of
developing a field in Alaska differed from those of a well in
GoM

M. Hanley reiterated Anadarko's belief that prospectivity
existed in Al aska. The econom c assunptions prepared by Dr. van
Meurs indicated that at a $30 barrel price, a conpany would
garner a 25 percent rate of return on a 150 nmillion barrel
field. Were such a field in Anadarko's portfolio, it would "be
devel oping it today". However, it should be noted that Dr. van
Meurs' cost assunptions were to fields close to infrastructure.
Wi | e Anadarko believed that such fields exist in Al aska, those
fields were in renote |ocations and Anadarko would not devel op
them until infrastructure was closer to the field or prices
significantly increased.

M. Hanley expressed a "very positive attitude towards Al aska".
People "are not trying to hide the ball by saying we think
there's another Kuparuk out there, we're just waiting for the

Legislature to pass a better tax structure to drill it". Under
high price, large field scenarios, "the current [tax] systens
better”. Wre such reserves known, people would be drilling them
t oday.

10: 14: 07 AM

Senat or Dyson found it "striking" that neither Anadarko nor any
ot her presenter had discussed any disincentives to investing in
Al aska. No one nentioned the pending reserves tax on gas which
would charge a tax on gas reserves under |ease but not
produci ng. Thus, he questioned why this issue had not been
di scussed; if it was considered to be a disincentive to the
i ndustry, what might the Legislature do to address it.

10: 14: 54 AM
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M. Hanley replied that Anadarko would prefer a "sweet approach”
as opposed to a "the stick approach”". However, the reserves gas
tax issue was drafted in a manner that would not inpact
Anadarko. It would not inpact new gas discoveries or certain
existing gas discoveries. It would specifically inpact three or
four other conpani es.

10: 15: 52 AM

M. Hanley concluded his remarks and thanked the Conmmttee for
the opportunity to discuss the legislation. He would be pleased
to answer Conm ttee questions at any tine.

AT EASE 10:16:19 AM/ 10:20:10 AM

PAT FOLEY, Manager, Alaska Exploration Goup, Pioneer Natural
Resources Al aska thanked the Conmmittee for allowing himto speak
to the PPT. He acknowl edged M. Hanley as being "a wonderful
articulate spokesman for Anadarko, for the independents in
general, and for our industry". "Pioneer is closely aligned with
Anadar ko, specifically because of our niche that we find
ourselves in. W're an explorer; we're a developer of sone
smal | er resources.."

M. Foley's reviewed a handout titled "Pioneer Natural Resources
Al aska SB 305 PPT" dated April 7, 2006 (copy on file).

Page 1

Pi oneer' s Al aska Acreage

[ This map displayed the conpany's holding in Al aska. O her
than the Cosnopolitan Field in Cook Inlet, their fields
were located in the vicinities of Al pine, Kuparuk, Prudhoe

Bay or the NPR-A.]

Qoogur uk Di scovery
= PXD 70% W (Op)
= 58,000 acres

Tot al Pi oneer
= 1.7 mllion acres

NPRA Expl oration
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= PXD 20% - 30% W
= 1.4 mllion acres

Cosnopol i tan Di scovery
= PXD 10 %W - Option to a50 %
= 25,000 acres in Cook Inlet

Stornms Area Exploration
= PXD 50% W (Op)
= 153,000 acres
= 1st well in 2006

Central North Slope Satellites
= Cronus - PXD 90% W (Op)
= Antigua - PXD 33% W
= 51,000 acres
= 1 well on each in 2006

M. Foley noted that by financial standards, Pioneer, with a
worth of approximately five billion dollars, would be viewed as
a "smaller conpany". It was approximately one quarter the size
of Anadarko. Wiile it conducted business on a global scale, its
operations were currently centralized in the United States.

M. Foley noted that Pioneer began operating in Alaska in 2003.
Areas of activity included Oooguruk, an offshore North Slope
devel opnent project in which Pioneer held a 70 percent ownership
with ENI Petroleum an Italian oil conpany. ConocoPhillips was
its equal exploration partner in the Stornms area. Pioneer also
had a 30 percent exploration interest in the Antigua field, a
Central North Slope satellite field, which was operated by
ConocoPhillips. Pioneer was also partnering with ConocoPhillips
and Anadarko on exploration activities in NPR-A

M. Foley noted that Pioneer's total acreage in Al aska would
equate to approximately 1.7 mllion gross acres netting to
approxi mately 500, 000 acres.

M. Foley noted that the Cosnopolitan D scovery project near
Anchor Point was Pioneer's only operation in Cook Inlet. The
conpany had a ten percent interest, wth an option to increase
that interest to 50 percent and replace ConocoPhillips as the
operator of that project.

Page 2
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Qoogur uk Devel opnent Proj ect

Devel opnent Cost: $450 - 525 million
Reserve Potential: 50 - 90 mllion bbls
Peak Fl ow Rates: 15 - 20,000 bbls per day in 2010

Tie-in to ConocoPhillips Kuparuk R ver Facilities.

M. Foley stated that production from this offshore project
woul d be processed at facilities in the Kuparuk field and then
transit via Kuparuk pipelines to TAPS. The conpany was proud of
this project as only a five year time span would pass between
the drilling of the first exploration well and the first barre
of oil being produced. "It is as accelerated a project as any on
the North Slope." The resources in this field had been
di scovered but laid dormant for 20 years before Pioneer began
drilling there; therefore, this nmarginal field |lay undevel oped
for approximately 25 years between di scovery and producti on.

Page 3
Qoogur uk Maj or Project Construction Conponents

e Wnter 2006
o Gavel Mning
o0 Gavel Placenent - Drillsite & Onshore Pad

 Wnter 2007
o Flowine Installation
o Facility & Equi pnent Installation

e 2008-2011
o 38 Well Drilling Program

M. Foley reviewed conponents of the three construction phases
associated with the Oooguruk field.

Page 4
Al aska' s Chal | enges

« Sone of the Hi ghest Costs in the Wrld
o Large M ninmum Econonic Field Size

* Future Exploration & Devel opnment Potenti al:
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Snal | er Reservoirs
Renot e Resources

Vi scous O | Resources
Gas

O O O0Oo

e Long Cycle Tines (5 to 10 years)

* Investnent Uncertainty
o Exploration & Reservoir Risk
o Price Risk
o Fiscal Certainty

M. Foley explained that when Pioneer began considering whether
to operate in the State, it undertook what is referred to as a
"new country entry". It examned the State's exploration
potential, political environnment, and fiscal environment as
outlined on page 4.

10: 26: 58 AM

M. Foley perceived the State's future exploration and
devel opnent potential to differ than that of the past, as the
determ nation was that "the super giant fields that opened the

Slope no longer exist". Future opportunities would involve
smal ler fields, renpte resources, viscous oil, and gas.
\V/ g Foley disclosed that small i ndependent conpanies and

investors were "shocked" that it could take a mninum of seven
years for a field to go from discovery to first production in
Al aska. "That's just not the business environnent they are used
tol n

M. Foley also noted that investnent uncertainties relating to
price risk and fiscal stability were issues a conpany would
consi der when wei ghing operations anywhere, and, to that point,
the fiscal certainty of the State had historically been stable.
The PPT | egislation was proposed "literally the next day" after
Pi oneer decided to begin operations at Oooguruk. That caused the
conpany "sonme concern".

Page 5
Al aska Climate that Encouraged Pioneer

 Energing Business Cpportunities
o Investnent Opportunities Ofered by Majors
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o Cooperation re: Facility Access

e Attractive Fiscal Policy
0 Reasonable Lease Ternms & Availability
o ELF Fornula: Low Taxes on all by Largest Fields
o Exploration Incentive Credits

M. Fol ey communi cat ed t hat Pi oneer tal ked W th t he
Adm nistration as well as other producers in the State when it
was considering whether to invest in Alaska. "There was
definitely an open for business environment, both on behalf of
government and on behalf of industry.” Such things as |ease
bonuses, lease terns, and royalty rates were "relatively
attractive when balanced® wth the economic opportunity

potential. Pioneer felt that the mmjor conpanies operating in
the State considered "it to be good business" to provide other
conpani es access to their existing facilities. "W believed that
the world was going to change, those facilities would no |onger
be held exclusively for their use, but instead they would invite
others to process through them™

M. Foley noted that Pioneer also determned it would pay a zero

severance tax under the State's ELF formula unless it found "a
super giant field". It was also "encouraged by the exploration
incentive credits". To that point he noted that "Pioneer has

enjoyed 40 percent exploration credits on at least tw of its
wells out in NPR-A". A well currently being drilled was expected
to "enjoy a 20 percent exploration incentive credit". The
exploration incentive credits "do have material inpacts on an
i nvestor when they nmake a deci sion"

Page 6
Al aska's Conpetitiveness

e To Attract Most Independents, Alaska nust effectively
conpete with onshore North Anerica Resource Plays

o0 Resource Plays (tight sands, coal bed nethane,
shal es) are attracting huge amobunts of capital
= Lower Risk
= Lower Cost
= Shorter Project Cycle Tinme
= Lower State Tax
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10: 30: 34 AM

M. Foley acknowl edged the Dbreadth of separate testinony
regarding the conpetitiveness of Alaska to "super producing
basins” in the world. Wile the worldw de arena was an i nportant
consideration, small independent conpanies placed great enphasis
on how Al aska's resource devel opnent opportunities conpared to
opportunities in the contiguous United States and Canada. Huge
i nvestnments were being made in tight sands, coal bed nethane, and
shale resource projects in those areas. Furthernore, those
projects were found to have lower risk, lower cost, shorter
devel opnent times, and lower state taxes than Alaska. The
Commttee nust be "cautious" in designing the PPT as the State
must be "conpetitive with the market that the investors you're
trying to attract are currently involved" in.

Page 7

Benefits of Administration's PPT Proposal

» Bal anced Tax/Credit Rate of 20/20
e Fair Principles
o Tax Based Upon Profits
o Conpensation for Transition Capital

e $73 MM Exenption Mtigates New Entrant Chall enges
e Tradable Credits allow Quick Mnetization

* Mbdest Incentives for Exploration, New |Investors
* Reduces M nimum Econom c Field Size

We believe the proposal would encourage new investnment in
Al aska, grow the resource pie and increase revenues to the
St at e.

M. Foley stated that when Pioneer first reviewed SB 305, "on
general we found it to be fair and bal anced"” since "it was a tax
based on profits". He reviewed the benefits conpanies would
receive by such things as the $73 mllion allowance and the
transition provisions, particularly as investnents were nmade in
the State under the auspice of an ELF "zero severance tax
expectation”. "If the laws are to change, it just seens it would
be fair and reasonable for there to be sone kind of a slow
transition to allow people to recoup or recover from sone of
those investnments." The $73 nmillion dollar allowance would
"mtigate many of the new challenges that a new entrant would
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face". The credits provided in SB 305 would be "very hel pful
but woul d represent a "nodest incentive for new exploration".

10: 33: 50 AM

Page 8
PPT Tax Rate

* 20% Rat e Reasonably Bal anced w 20% credit

e If Rate is Higher it nmust be Balanced w Equal Credits
o Credit must apply to both Expl oration &
Devel opnent
o Rate/Credit Balance 1is Affected by Price &
Pr oducti on

 Higher Tax Rate:
0 Reduces Incentive to Invest
* Raises Investnent Threshold
= Fewer Exploration Wells Drilled
= Marginal Resources Left Undevel oped

M. Foley reiterated that the 20 percent tax "balanced with a 20
percent credit" as proposed in SB 305 would be "fair and
reasonable and appropriate". Nonet hel ess, the conpany was
"respectful of the fact that there seens to be pressure" to
increase the tax rate. However, the Conmttee should note that
any increase in tax percent should be "balanced with an increase
anount of credits". The answer to the question of what would be
an "appropriate relationship between the tax rate and the credit
rate” would depend on "where you sit in the investnent life
cycle": the tax rate would be "less inportant and the credit
rate is huge" to a conpany naking its initial investnment in the
State; conversely, "the credit rate would be neaningless” to a
conpany in a "harvest" rather than investnent node. The tax rate
woul d be inmportant to that conpany.

M. Foley stated that a conpany |ike Pioneer would be "sonmewhere
in the mddle". A higher tax rate would be a disincentive to
i nvestment because it would increase the economic mninum field
size that would "be required for an exploration target". Thus,
fewer exploration wells would be drilled. Mire inportantly, the
tax rate would inpact the decision" of whether a marginal field
woul d be devel oped.

Page 9
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Tax Rate Progressivity

= |Increasing Ol Prices Lead to Increasing Costs
o 2005 W Texas Drilling Costs Increased ~ 50%
0o Steel prices nore than doubled in 2 years
o0 Costs for all Services Escalating Rapidly

= Profits not Directly Proportional to Ql Price
| ncrease

= |f Enacted, Progressive Tax Rate
o Should be Profits Based
= Fairness |ssue
= Different basis is un-necessarily conpl ex

o Trigger Price Should Be:
= At a level equal to today's price environment
($60)
= Based on ANS Posting (vs W)
= |ndexed for Inflation

M. Foley conveyed that Pioneer would opt against including
Progressivity in the PPT, even though its inclusion would seem
"inevitable at this point". Thus, "caution" should be taken when
designing that elenent. "As oil prices increase, the costs to
the industry also increase". The relationship was difficult to
explain but "it is a real phenonenon”. Pioneer's cost to drill a
devel opment well in 2005 in Texas increased approximtely 50
percent "in a single year. As an industry, we have seen the cost
of steel nore than double in the |ast tw years, and the cost of
all services seened to be escalating rapidly". It was believed
that by the tinme the proposed gas pipeline becane reality, costs
of operating in the State would have increased "substantially".

10: 37: 29 AM

Senator Stedman encouraged testifiers to provide specific
| anguage suggestions or concepts regarding the Progressivity
el ement. The goal of Progressivity would be to maintain the
| evel of governnment/industry take as oil prices increased. The
State shoul d not be di sadvantaged under those circunstances.

Co-Chair Geen specified that this issue was included in the
I ist of questions being devel oped by the Commttee.
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10: 39: 05 AM

M. Foley suggested a Progressive elenment based on profits
rather than on gross revenue. It would also prefer a $60 ANS
price to the $40 WIl trigger price included in CSSB 305, as that
woul d best reflect today's price environnent.

M. Foley understood one of the argunments for the $40 trigger
price was that that price "was beyond the realm of prices that
conpanies wuse for their investnent decisions". \VWiile the
nmechani cs of how a conpany nade its investnment decisions was
privileged information, he disclosed that Pioneer considered
"several different price scenarios" when making its investnent
decisions. A low price would be in the $30 range, a nmedium price
woul d be in the $40 range, and a high price mght be in the $70
range. He discussed a variety of high price scenarios, including
the consideration of financial futures narkets, a conpany m ght
i ncl ude when making its investnent decisions.

10:42: 04 AM

Senat or Dyson appreciated M. Foley's "insightful" remarks. The
t hought had been that "it was all together reasonable for the
people of Alaska to share a bit in the return off the depletion
of their resources" when oil prices increased beyond the price
point at which a conmpany had based its decision to advance a
project. M. Foley's coments, particularly those about the
futures market, served to expand the field of things that could
be consi dered when establishing a trigger point.

10:43: 20 AM

M. Foley clarified that the decision to advance a project m ght
not be nade based on the futures market, "but it is a conponent
of the decision". Econom c investnent decisions were "not as
sinple as feeding information into an econonmc nodel" and
getting an answer. All conpanies utilized a wvariety of
scenarios, including "distribution of <costs, distribution of
outcones, and various price test scenarios" in making their
i nvestment decisions. Sone decisions were easier to make than
ot hers because the project mght be "wildly optimstic". Oten
"these decisions are right on that ragged edge of being
mar gi nal " .
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10: 44: 10 AM

Senator Dyson stated that regardless of "whatever the cut |ine
price" was, "if the prices nmake that project even nore
profitable" for the conpany, "the people of the State" should be
able "to share a bit in that good news for you".

10: 44: 55 AM

M. Fol ey encouraged the Commttee to base the trigger point "on
sonmething other than WI". Wile he supported M. Hanley's
suggestion of wusing a wellhead price as the Progressivity
trigger point, there was concern that doing so would "introduce
even another |evel of conplexity sinply because every field wll
have its own unique well head price". Wiile it would be "a fair
and reasonable" way to do it, "a barrel weighted well head price"
would be required for each conpany. The next trigger point
preference would be an ANS Wst Coast delivered price.
Regardl ess of the price base wused, it should be indexed for
inflation. The issue of what index to use would be debatable, as
oil prices and costs do not "track PPI" or CPI.

10: 46: 40 AM

Page 10
5,000 BBL "Start-up" Exenption

= New Entrant Chall enges
0 New Entrants do not hold Existing Infrastructure
o Smaller Investors |ack Operating Econom cs of Scal e
o Most New I nvestnent Opportunities are Chall enged

= Exenption Mtigates H gh Alaska Start-up Costs
o Local, Highly Skilled Technical Enpl oyees Required
o Requires Building an Expensive G&G Dat abase
o Conpani es w AK Enpl oyees Pay | ncone Tax w o Revenue
= Exenption Sunset is not Fair or Practical
o Discovery to Production cycle tinme is 5-10 years
= Phase out of Credit/Exenption is Discrimnatory

W Dbelieve "Start-up" Exenptions wll bring in new
i nvestors and give thema better chance to succeed.
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M. Foley noted that the "start up exenption" proposed in SB 305

woul d have allowed a $73 nillion exenption. The House conmittee
substitute changed that to specify a $12 nillion credit "which
woul d be equivalent to a $60 mllion revenue exenption"; CSSB

305 changed it to a 5,000 barrel per day exenption or "barrel
hol i day".

M. Foley reviewed the challenges new entrants to the Al aska
resource devel opnent market woul d encounter under the provisions
of the PPT. "Start up exenptions”" would assist "in mtigating"
chal l enges a new conpany would experience. As highlighted on
page 10, a new conpany would be required to hire a "highly paid
technical skilled" |abor force and acquire expensive geol ogica
dat abases. A conpany should strive to hire people who live in
the State. However, even though Pioneer had no producing fields
at this point, and thus, no revenue, it was required to pay
incone taxes based on a portion of the conpany's worldw de
i ncome because it enployed 26 people in the State. Rather than
the conpany being rewarded for investing in the State, "there is
a cost". A start up exenption would assist in mtigating sone of
t he costs.

M. Foley also noted that the 5,000 barrel per day exenption
included in CSSB 305 would termnate at sonme point in the
future. As nentioned by M. Hanley, this was of concern due to
the 1long <cycle time involved in bringing resources to
production. "No new conpany would include this exenption in
their econom c anal yses". The barrel exenption proposed in CSSB
305 would termnate at approximately the sane tine that
Pioneer's Oooguruk field production was scheduled to begin.
Wiile the Legislature could revisit and extend the exenption
provi si ons, the conpany was not confident that would occur.

Senator Stedman stated that the issue of inposing State incone
taxes ion a conpany experiencing zero revenue in the State
shoul d be discussed with the Departnment of Revenue.

10: 51: 08 AM

M. Foley stated that, being relatively new in the State, the
conpany has only recently delved into this issue. In addition,
it was challenging for a small conpany |ike Pioneer with only 26
enployees in the State, to keep abreast of the multitude of
changes occurring in the PPT bill. The "accounting” of the
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various provisions could be even nore challenging when the
conpany's production start ed.

10: 51: 48 AM

M. Foley urged the Conmmttee to elimnate the term nation date
relating to the transition exenption, regardless of whether it
was a credit or barrel holiday. In addition, "it should be
applied equally to each and every investor here in the State".
Phasi ng the exenption out would be "somewhat discrimnatory” as
some conpanies would not be able to receive the transition
benefits.

Page 11

Fair value for Tradable Tax Credits

e Tax Credit Value is Dimnished to New | nvestor
0 Held Credits dimnish through tinme value of $
0o Sold Credits would likely sell at a discount
o Di scount Val ue captured by purchaser
0 Credit Cost to State remains 100%

e "Refundable" Credits Increase Value to New | nvestor

e Pioneer's | nvest nent s WI I CGenerate Subst ant i al
Credits
o Consider a State Cash Refund at H gher QI Prices

M. Foley pointed out that since it was a new investor in the
State, Pioneer would be receiving "many tax credits" for the
investnments it nmade in the State. However, Pioneer's ability to
utilize those credits would be del ayed because it could not use
them imediately |ike |onger term conpanies could. Pioneer did
not yet have "production, we're not paying a tax, we're not
of fsetting taxes".

M. Foley stated that Pioneer could hold the credits "until a
time" when they could use them "but their value would be
di m ni shed through the tine value of noney". Even though there
woul d be a pool of buyers interested in buying the credits were
Pioneer willing to sell them it was anticipated that the
purchase price would be discounted to a price |less than the face
value of the credits. Therefore, while the credit provision
woul d cost Pioneer, the State would "realize the full |oss of
that credit", and the purchaser "would capitalize on the
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di fference". Thus, Pioneer requested the State consider sone
kind of refundable credit program For exanple, were Pioneer to
generate $20 million in credits, it could request that the State
pay them full face value for those credits. He noted that
"Pioneer would be willing" to accept a nopdest discount.

10: 53: 38 AM

Senator Bunde pointed out that the refundable program being
suggested would be "highly unlikely" as there would be
"political ramfications" were the State to "pay oil conpanies
for com ng here to nake noney".

M. Foley was respectful of that. However, the Committee should
be aware "that the value of those credits won't be fully enjoyed
by the investor”™ were they intended to attract new i nvestnent.

10: 54: 25 AM

Page 12

Transi tional Capital Recovery

Fai rness | ssue
o Investnents were nade under ELF System
o Tax Systemis changing
o Pioneer has recouped nothing from production
* Pioneer's Al askan I nvestnent Began in 2003
e Pioneer's Cumul ative Investnment over $100MV
e Transition Capital Look-Back is Appropriate
* Look-Back w 2:1 Future Requirenment is K

M. Foley stated that the transition capital provisions in the
PPT would apply to both large and small resource conpanies. The
$100 mllion investnent Pioneer nade over the last three years
had been nade under the "expectation of an ELF zero production
tax for anything other than super giant fields". Changing that
tax regine would inpact Pioneer, which to date had not
experienced "a single barrel of production”. Therefore, it was
"fair and appropriate for there to be an opportunity to recover
transition capital”. The inclusion of a two for one | ook-back
woul d be acceptable to Pioneer.

10: 55:10 AM
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Pi oneer Key Messages

» Pioneer Goal: Establish Al aska as Core Producing Area
* Priorities for State of Al aska:
o Provide Incentives to Convert Resources to Revenue
o Attract New | nvest nment
= Effectively Conplete w North Anerica Onshore
e Adm nistration's 20/20 Proposal is Balanced & Fair
e Higher Tax Rates will Di scourage Needed | nvest nent
* Progressivity, if Enacted, Should be Structured Fairly
e "Start Up" Credits will Encourage New Entrants
e Transition Capital Look-Back is Appropriate
New Concern: |npact of Facility Access Fees on PPT????

M. Foley summarized Pioneer's key concerns. Pioneer recognized
a hew concern: the PPT mght i npact facility access
arrangenents. To that point, he noted that Pioneer was currently
involved in facility access negotiations with the Kuparuk River
Unit. While he was "confident"” that "fair and reasonable" terns
woul d be reached, the concern renained. This issue could be
revisited as further details became avail abl e.

M. Fol ey concl uded his remarks.

10: 56: 43 AM

Co-Chair WIlken noted that approxinmately three nonths earlier,
Pi oneer had asked the Legislature Budget and Audit Committee
(LB&A) to provide it some "royalty relief". That request was
being considered. He asked that a copy of the presentation
Pi oneer gave to LB&A be provided to the Commttee, as the work
conducted by Pioneer in the State was "fascinating". The high
cost associated with such things as project engineering was
evi dent. Pioneer should be proud of its efforts.

M. Foley stated that copies of that presentation would be
provided to the Commttee.

Co-Chair WIlken referred back to the "PPT Tax Rate" information
depicted on page 8 of M. Foley's presentation. That information
hel ped him focus on the struggle he was having in regards to the
20/ 20 proposal in SB 305 and the 25/20 proposal with a two
percent progressivity conponent triggered at a $40 price per
barrel as proposed in CSSB 305. He understood that SB 305 would
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result in a governnent take equating to 58.2 percent. CSSB 305
would result in a governnent take equating to approximately 60.6
percent. That "240 basis point" difference mght generate an
additional $200 to $400 million in revenue to the State. Wile
that would be a significant amobunt of noney to the State, the
gquestion was how significant that anmount would be to a producer
receiving a six or seven billion dollar revenue stream There
was al so the question of whether "the conpetition for capital is
so great that a four percent increase in governnent take takes a
project in Alaska and noves it down the list for investnent".
The testinony to date would attest that it would. H's "struggle"
was that he could not determine whether that additional $400
mllion in governnent take would cause investnents to @o
el sewhere or not.

Co-Chair WIken stated that this "tipping point"” dilemma was
presented in the information on the "PPT Tax Rate" page.

11: 00: 27 AM

M. Foley responded that it was difficult to pinpoint a response
to Co-Chair WIlken's question. The industry would "like to be
100 percent aligned" in regards to the issue of the tax rate
however, "the reality is that the inpact of the increased tax
rate is far nore punishing on those that are here, that have
made their investnments, that have a huge anmount of production
than they would be on a new investor".

M. Foley clarified therefore that his response was limted to
Pi oneer's perspective of whether the 240 basis point increase
would materially affect a conpany's investnent decision. In
addition, this issue was conpounded by that fact that every
project was unique. The increased tax mght prevent sone
projects from going forward. The question for the State would be
"how nmany of those projects do you want to have fall off".

M. Foley stated that when studying Dr. van Meurs and other
anal ysts' research on government take, he noted that they
utilized "general industry wde matrix's where they say
devel opnent costs on average are 30 to 35 percent”, as no other
option was available. However, this was immterial to a smal

conpany |ike Pioneer. The projects it invested in were
relatively small in size, costs were higher than |arger players,
and thus the profit percent for the conpany was |ess. The point
was that the global industry take standard would be difficult to
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apply to any one conpany. Each project nust "stand on its own".
Dr. van Meurs often referred to a portfolio consisting of
500,000 barrel fields, a dozen 50 mllion barrel fields, and
three 150 mllion barrel fields, all ranked at a 25 percent
factor with certain costs applied; his conclusion was that "at
hi gher prices, an investor would enjoy a 30 or 40 percent rate
of return". Pioneer would be thrilled to have an opportunity to
invest in a 500 mllion barrel opportunity with a 30 or 40
percent rate of return. Unfortunately Pioneer had nothing I|ike
that inits portfolio.

11: 04: 06 AM

M. Foley referenced Co-Chair WIlken's question to M. Hanley
about the prospectivity of NPR-A Pioneer was Anadarko's
exploration partner in NPR-A Last w nter ConocoPhillips,
Anadar ko, and Pioneer drilled two exploration wells there. Wile
no drilling occurred there this year, drilling mght occur in
2007. He could "assure" the Commttee that were NPR-A to contain
a field the size of Prudhoe Bay, rigorous drilling would have
been occurri ng.

Co- Chair G een thanked Pioneer and Anadarko for their
presentations. The Commttee would recess until approximately
12:30 PM in order to hear testinony from Jim Weks wth
UtraStar Exploration LLC

RECESS 11:05:46 AM/ 12:29:16 PM

JAMES D WEEKS, Managing Menber, UtraStar Exploration LLC,
testified via teleconference from an offnet |ocation. He shared
that UtraStar, which was the smallest of the small independent
explorers” in the State, was "in general support” of the remarks
made by other industry nmenbers. He read his testinony [copy on
file] as foll ows.

.UtraStar Exploration LLC, a very snmall all Al askan owned
i ndependent explorer, with strategically |ocated |eases on
the North Slope. The Conpany was fornmed in 2002 by John
Wnther, Dale Lindsey and nme, for the purpose of exploring
and devel oping | eases on the North Slope. UtraStar is 100%
owned by Alaskans. | am Managing Menber, and noved to
Anchorage in 1984 with ARCO and have had a presence here
ever since. Dale, whom nost of you know, was born and
raised and still lives in Seward. John, whom nost of you
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al so know, was born in Fairbanks and raised in Juneau. He
currently lives in Petersburg. Thanks for the invitation to
testify on what | believe to be a very bad bill.

During the last several weeks, |'ve listened to a lot of
testinmony on the Governor's original proposal, not only in
this conmttee, but in the other conmttees in both houses
of the legislature. | have w tnessed an already conplicated
PPT proposal becone so conplicated that | sincerely doubt
it can ever be fully and fairly adm nistered, and the cost
of such adm nistration, for both the State and industry,

will be huge. It will be even nore overwhelnmng for snall
start-up guys like us, who don't have tax accountants and
tax attorney on staff, and wll need to acquire these
services at market prices outside of our organizations.
This bill is so bad that if it were the only alternative
we'd be better off with what's now on the books. But that's
not t he only alternative. The proposal by t he
Adm ni stration was conplicated, but one we supported, and
still coul d, but we can's support this one. G oss

sinplification is needed. Sone taxes are to be applied to
net profits, others to gross revenues. Sonetinmes ANS prices
at the North Slope are to be used. OQhers times, ANS West
Coast prices are to be wused. This creates un-necessary
conplexity and opens the door to years of disputes and
| awsuits. The Charter for Devel opnent may be a good exanpl e
of how sinple things can be made.

| will now offer a few specific coments on the bill.
You've heard lots of testinony supporting the 20-20 tax and
expl orati on/ devel opnent incentive split, and the argunents
in favor of these provisions have been articulated very
thoroughly and clearly, and |I certainly cannot enbellish on
them so | won't even try. I'll just add UtraStar's strong
support for the positions of the existing producers and
i ndependents and expl orers on these issues.

O nore concern to ne is the so called need for a
progressive feature, where the State takes a higher
percentage at higher oil prices. Wldcatters ganble for the
upsi de. Upside reserves and upside prices. Taking away that
upside will cause exploration investnent to decrease. This
snells to me like the federal wi ndfall profits tax that so
successfully drove industry from our shores in the early
1980s.
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There needs to be a nechanism for the State to buy back or
otherwi se allow use of any un-used exploration credits. The
mar ket for these credits is very limted, and | expect any
that we may have would be sold at a considerable discount.
It would help if the State provide an option to buy them
or allow holders of the credits to use them for other oi
and gas related expenditures, such as bonus bids, |ease
paynments, permtting and filing fees.

The bill grants 5000 barrel per day exenption to conpanies
with less than 55,000 barrels/day production. This is a
provision with which we can agree, but | don't think it
goes far enough. If the Conmttee wants every conpany,
large and snmall, current producer, or wannabes |ike us, to
be looking for new oil, then the 5000 barrels per day
should apply to all new oil, regardless of the size of the
conpany that drilled it. | suggest the follow ng:

When the PPT becones effective, establish a "ring fence"
around existing, producing units. |If peripheral drilling
outside that ring fence confirnms comrercial hydrocarbons
and justifies unit expansions, the production from those
expanded areas should be eligible for the tax exenptions
and exploration and developnent credits in the bill,
regardl ess of the size of the conpany that drilled them
Deeper and shal |l ower accunul ations, drilled within existing
units after the effective date of the bill, should also be
eligible. If the big, current producing unit owners were to
receive the 5000 barrel per day allowance for exploration
credits on new pools wthin an existing or expanded unit,
it would provide a nore neaningful incentive for all the
i ndustry.

| question the need for a 7 year tinme limt after which the
tax exenption wll expire. UtraStar is a small, start-up
conpany that is poking around the fringes of existing units
and known reservoirs. Qur |eases are too small to stand
al one, so access to existing facilities, owned nostly by
the mmjor producers, is the only way we can develop
anything we mght find. It took our sister conpany,
Wnstar, 6 years to negotiate access with the KRU to enable
the drilling of the well they conpleted in 2003. UtraStar
has been in negotiations wit the PBU for over 3 1/2 years
now to get seismc data and facility access to enable the
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drilling of our Dewline Prospect. It takes a long time for
these things to get done, and | question why our
investnments should be put at risk with this relative short
sunset provision, whereas the major producers denmand a 30
year period of assured fiscal certainty.

Thanks for the opportunity to conment.

12: 36: 53 PM

Co-Chair Geen thanked M. Weks for his testinony; particularly
that he identified his particular areas of concern and offered
suggestions to inprove the bill.

12:37: 22 PM

Co-Chair W/l ken asked M. Weks to provide further information
as to why it mght take six years for a developer to get access
to a facility through which his oil could be transported of an
area |like the Kuparuk River Unit (KRU) or the Prudhoe Bay Unit

(PBU) .
12:37: 51 PM

M. Weeks responded that in the case of KRU, the access issue
was of less priority to facility owners who were concentrating
on such things as conpany nergers. The fact that UtraStar was a
smal | producer was another reason for the delay. "Facility
owners will always make nore noney working on their stuff than
wor king on our stuff.” It was a matter of priorities rather than
being an issue of "di si ngenuous effort or bad faith
negoti ations". Another issue in KRU was that "a precedent” was
bei ng set because UtraStar was "the first non-facility owner"
to negotiate access there. Therefore, extra caution was exerted.
Wile the "attitudes are good, it's just the nature of the
beast".

M. Weks also noted that the concern about the capacity of a
processing facility to handle production other than their own,
as previously stated by Mark Hanley, was primarily related to a
facility's ability to process gas and water. Another issue was
how to "conpensate a facility's owner" were they to defer their
own production to allow a new player's production to be
serviced. "It makes perfectly good sense to let us cone in
'cause we have lower water cuts than they do, we have |ower gas
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production, so you can get ten or 20 new .. oil barrels in for
every barrel that gets deferred.” He concluded, however, that
this was an issue at every production facility on the North
Sl ope.

There being no further questions, Co-Chair Geen thanked M.
Weeks for his testinony.

Co-Chair Geen rem nded Menbers about the list of questions and
i ssues being collected for further discussion.

Co-Chair Green ordered the bill HELD in Commttee.
#

ADJ QURNVENT

Co- Chair Lyda G een adjourned the neeting at 12:41:39 PM
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