SENATE FI NANCE COW TTEE
February 23, 2010
9:03 a.m

9:03:12 AM

CALL TO ORDER

Co-Chair Stednman called the Senate Finance Committee
nmeeting to order at 9:03 a.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senator Charlie Huggins, Vice-Chair
Senat or Johnny Ellis

Senat or Denni s Egan

Senat or Donny d son

Senat or Joe Thomas

VEMBERS ABSENT

None

ALSO PRESENT

Marilyn Crockett, Executive Director, Alaska Ol & Gas
Association (AC&); Wendy King, Vice President, External
Affairs, ConocoPhillips Al aska; Senator John Coghill;
Senat or Joe Paskvan

PRESENT VI A TELECONFERENCE

None
SUMVARY
2010 AL & GAS PRODUCTI ON TAX REVI EW

Al ndustry Testinony - Ol & Gas Tax Revi ew

9:03:21 AM

MARI LYN CROCKETT, EXECUTIVE DIRECTOR, ALASKA OL & GAS
ASSCCI ATION  (ACE) , ref erenced a handout entitled,
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"Testimony of the Alaska Ol and Gas Association to the
Senate Finance Conmttee about the Failings of the ACES
Production Tax "(copy on file). She noted ACGA is the trade

association for the oil and gas industry in Al aska. The
fourteen menbers account for the mpjority of oil and gas
expl orati on, devel opnent, producti on, transportation

refining, and marketing activities in the state. Menbers of
the AOGA Tax Conmmttee approve of the follow ng testinony.
Ms. Crockett read portions of the follow ng testinony.

First of all, we apologize to the conmttee for the
fact that our testinony today cannot be a detailed or
conprehensive review of the many problens, issues and
failings of ACES. Instead, it is only an overview, a
snapshot from 50,000 feet if you will, of what’s wong
or going wong with this tax. And we can offer at
this time only a handful of specific exanples to
illustrate these problens — not because the exanples
are few, but because we were sinply unable before this
hearing to conmpile the many nore exanples that we

could otherwi se have presented. Al so, during your
hearings | ast week you were given information that was
either inaccurate, inconplete or msleading, and we

would like to use part of our tine with you today to
set the record straight on a nunber of those points.

ACES was proposed and enacted wth two primary goals:
One, to raise the amount of production taxes from what
the state would have received under either the old

ELF- based tax or the “Petrol eum Production Tax” - al so
known as the “PPT” — that replaced the ELF. And two,
to attract new capital investnent for oil and gas

expl oration, devel opnment and production on the nassive
scale that is needed to mtigate the decline in

production rates as the resource is depleted. These
goals seem fundanentally inconsistent with one
anot her . How can the tax be raised for the industry

and at the sane tinme have the tax attract greater
i ndustry investnment here?

ACES answer was to take the tax deduction and tax
credits for new capital investnents that PPT first
created, nodify the credits to make them | ess
attractive, and substantially increase the anmount of
production taxes on the oil and gas industry. There
are numerous technical problens in ACES that need to
be fixed and many others that should be fixed sinply
as a matter of tax policy.
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At the outset, let ne reiterate ACGA's primary
concern, that we believe the tax rates under ACES are
too high and overshoot the optinmum point where total
state revenues, Al aska jobs and economic growmh are
maxi m zed of the remaining life of the fields. W
have said it before. No one ever taxed econom c
activity and prosperity into existence. W could
spend hours di scussing prospectivity, tax rates and
what is needed to ensure Al aska has a tax rate that
encour ages i nvestnent, in fact we have on several

previ ous occasions done so. Qur intention is not to
rehash those argunments at this tinme but to educate the
commttee on just a few structural issues and point
out our contrary viewpoi nt regardi ng sonme of the
state's testinony. W expect the dialog on what is the
right tax rate to be ongoing and nore appropriate for
anot her tine.

9:07: 01 AM

Co-Chair Stednan suggested that M. Crockett address sone
of the issues specifically. M. Crockett stated that the
focus of her presentation was to address issues brought up
by the admi nistration and other testifiers.

Ms. Crockett continued to describe the lack of clarity in
ACES.

Another major issue with ACES is the regulations the
Department of Revenue has adopted and is considering
adopt i ng. In order for ACES to work properly and
have its full beneficial influence on investnent
deci sions, ACES nust be as clear and transparent as
possi ble. The essential inportance of this clarity is
the sane regardless of what the tax rate and
progressivity mght be, or what the percentage is for
the tax credit from a capital investnent. The basic
structure of ACES —the foundation for it to have any
chance of success — depends not only on having a
reasonable rate of tax, but on having clarity and
transparency with as little anmbiguity as possible.
Despite what you may have heard last week, the
departnent's regulations fail this test.

Even though the tax rate mght be very high for

current production from past investnents, naking a new
investment wll reduce the tax on that production
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under ACES and will also generate a credit against the
remai ni ng tax. For exanple, if the tax rate wth
progressivity is 50% investing a dollar here for a
regul ar capital project will reduce the tax on current
production by 50% of that dollar, and in addition it
will also generate a 20% tax credit. Thus, investing
that dollar would save some 70¢ of tax on current
production. This 70¢ tax savings would show up in the
econom cs for that investnent under netrics |ike Net
Present Value and Internal Rate of Return, and it
woul d nmake that investnent seemnore attractive.

The fundanental problemw th this approach is that,
even though it | ooks good in theory, for it to succeed
inthe real world it is necessary that the person
maki ng t he deci sion about investing this dollar wll
be confident —at the time of making the decision —
that the full 100 cents of the dollar will be

recogni zed and the resulting benefits frominvesting
this dollar will actually be 70 cents. |If the tax is
anbi guous, or if a substantial portion of this dollar
coul d be unexpectedly disallowed by the state, a
prudent deci sion-maker will reduce the expected tax
benefit fromthe 70¢ it should have been in this
hypot heti cal exanple. This is why “Carity” is ACES
m ddl e nane: “Alaska’s Cl ear and Equitable Share.”

Suppose, for instance, the decision-maker thinks only
60¢ of the invested dollar will actually be recognized
under ACES. Then a 60¢ deduction at ny hypothetica
50% tax rate would be worth 30¢, and the 20% tax
credit would be 12¢, meking a total tax benefit of
only 42 cents. This difference between a 42¢ tax
benefit and a 70¢ one may not sound like very nuch,
but if the hypothetical project being evaluated costs
$100 mllion, it means $28 mllion would be drained
out of its economc performance as perceived by the
i nvest ment deci sion-naker, sinply because of this |ack
of clarity in the tax. Put in these terns, one can
begin to appreciate how the go/no-go decision for such
an investnment could be affected by a lack of clarity
i n ACES.

And the key point here is: this adverse inpact on the

i nvestnent decision will occur even if the Departnent
of Revenue, after audit, would have ultimately found
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100¢ of that dollar to be conpletely justified and
pr oper. In other words, the tax benefit actually
allowed would turn out to be 70¢ for that dollar, but
only 42¢ of that benefit was taken into account by the
deci sion-nmaker at the time of the investnent decision.
This is a terrible dilution or waste of the incentive
for investing that ACES is designed to give.

9: 09: 53 AM

Ms. Crockett described an exanple - Attachnent A (copy on
file).

9:10: 11 AM AT- EASE
9:13:13 AM RECONVENED

Co-Chair Stedman requested information about |easehold
expendi t ur es.

Ms. Crockett reiterated the exanple of a one dollar
i nvestnent and the fundanental problem with that approach
The tax benefit would be reduced. She repeated the second
exanple using a 60 cent deduction. She reviewed the key
poi nt previously made.

9:17:45 AM

Ms. Crockett referred again to Attachnment A which points
out the uncertainties created by the Departnent of Revenue.

9:18: 57 AM AT- EASE
9:19:38 AM RECONVENED

Ms. Crockett <continued to paraphrase from her witten
t esti nony.

There are «clarity issues wth the ACES statutes
t hensel ves, but as | nentioned, the regulations that
the Departnent of Revenue has adopted and is in the
process of adopting are conpoundi ng and re-conpoundi ng
the uncertainty and lack of clarity. Attached to the
witten copies of this testinony is an attachnment
illustrating the kinds of wuncertainty being created
unnecessarily by the departnment. | wll not take the
conmittee’'s tinme to read that attachnment now, but |
invite you to peruse it at your |eisure.
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9:21: 04 AM

Ms. Crockett continued to read.

Bad as it is, that exanple is only the tip of the
iceberg in ternms of what is going wong wth the ACES
regul ati ons. There are many, nany nore exanples that
we could offer. The witten coments and testinony
submtted to the departnent by AOGA and by i ndividual
conpani es about the issues and problenms with the draft
and final regulations run to nearly 200 pages — just
on the subject of deductible |ease expenditures. That
total does not include what we told the departnent
about its tax-credit regulations. And, as Deputy
Comm ssi oner Marcia Davis acknow edged to this
commttee last week, we expect to have a lot of
comments about the transportation-cost regulations
that the departnment is proposing to adopt, especially
since the departnment is dispensing with the public
wor kshop process and going straight to the public
hearing for actually adopting them

One final problem with the ACES regulations that |
would draw to your attention is the fact that the
Department of Revenue has totally failed to address
the question of how the non-operating working-interest
owners in a unit or other oil and gas property are
supposed to conmply with all these requirenents. Each
nmonth the non-operating owners are required by ACES to
report and pay estimated taxes, and on March 31 of the
following year they have to “true up” those estimates
to the actual results for the year. Al that they
have avail able when these reports and paynents cone
due are the billings that they receive from the
operator for their respective shares of the wunit’s
costs. Even though the non-operating interests can
and do audit the operator’s billings to them their
audits are done for several years of billings at a
time, and the billing periods in question for those
audits are in the past. These audits rarely if ever
address billings for the current year because it would
be premature to try to audit them the operator’s own
books and records for the year won't even close and
becone properly auditable until after the year ends.
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9:24:21 AM

This puts the non-operating working-interest owners in
an even worse spot than their operator in terns of
clarity about how much of what they pay for costs
being billed to them wll end up actually being
deducti bl e under ACES. The regulations fail to take
into account the fact that this “flying blind”
situation about deductibility is the economc reality
that these non-operators nust face and deal with —and
in particular, the one they face when it conmes to
making new investnents in their unit or property.
Their actual cash outlays for a new investnment wll
be, in the first instance, whatever the operator bills
them as their share of the costs for that investnent
or project — even if their audit of the operator’s
billings ultimately finds material error in them that
would be a cash outlay or receipt for the non-
operators at that later tine.

So, to go back to ny exanple earlier, these non-
operators have no way of know ng whet her one dollar of
new investnment will end up being fully recognized for
ACES and generate a deduction worth 50¢ and a tax
credit of another 20 cents. O whether, instead, only
60¢ of that dollar will be recognized, with the ACES
tax benefit Dbeing 42¢ instead of seventy. Thi s
uncertainty about the amount of the ACES tax benefits
exists at the tinme the non-operators have to vote
“yes” or “no” in the ballot to sanction a new project
or investnment, which is exactly the wong tine for
ACES to have wuncertainty if it is to attract new
investnments here to Al aska. Why ? Because the non-
operating working-interest owners have the right to
vote “no” on a ballot to approve a new project, and no

matter now nuch the operator may support it, if the
project fails to get the requisite nunber of “yes”
votes, it sinply does not proceed. And to stem or

slow the decline in production, Al aska sinply cannot
afford to waste even one good investnent opportunity
as the result of too much uncertainty about the tax
burden and benefits under such a nmajor tax as ACES.

A solution to these problens would be for the

Senat e Finance Committee 7 02/23/10 9:03 A M



Department of Revenue to take a different approach
with its regulations from the one it has so far

pur sued. Instead of ignoring the joint-interest
billings from operators to t he non- oper ati ng
interests, the regulations should enbrace them as the
starting point for reporting and paying tax. Thi s

woul d put the tax, in the first instance, on the sane
footing as what the non-operators see, also in the
first instance, in their billings from the operator
The non-operators do not give the operator license to
spend their noney wthout strictly limting what that
noney can be spent for, and the departnent could
reasonably rely on the non-operators to enforce
di scipline on the operator’s billings in nuch the sane
way that the departnent relies on the IRS to audit the
conpani es federal taxabl e incone, which is the
starting point for Alaska s own corporate incone tax.
Such an approach should also avoid nost of the
problens that Cherie N enhuis of the Tax Division
described to you |ast week about taxpayers reporting
i nconsi stent dat a.

W are not suggesting, however, that the departnent
should rely blindly on the non-operators to audit the

operator’s billings. As Ronald Reagan fanously said
about dealing with the Soviet Union during the Cold
War, “Trust, but wverify.” In the case of ACES,

“verify” for the departnent would nmean auditing the
automated system of accounts that each operator has
for recording its expenditures as operator and billing
out those costs to the non-operating participants.
Particular cost codes within such a system of accounts
could be identified by this audit as disallowed kinds
of cost, and by giving notice to the operator and al
the non-operating interests that those cost codes are
di sal | oned, the departnent would ensure that all the
participants in a unit or property would be on the
same page with respect to cost codes that are all owed
and billable wunder their operating agreenment but
di sal l owed for ACES purposes. The departnent’s audits
of individual conpanies could then be sinplified to
verifying that nothing in the disallowed cost codes
was deducted by any of them in their respective ACES
tax returns, thereby conserving audit resources while
ensuring consi stency anong taxpayers.

At the sane tinme the departnent could “verify” the
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ongoing integrity of each automated system of accounts
by periodically confirmng, first, that the software
for that system has not been changed since the
department’s last audit of that system or if changed,
has not been changed incorrectly for ACES purposes.
And if there has been an incorrect change, the depart-
ment would identify the resulting new cost codes that
are disallowed and put all taxpayers in that unit or
field on notice of those changes to the [list of
di sal | oned cost codes.

The Departnment of Revenue could actually do all these
things wi thout having to change any of the substance
of what it intends to allow or disallow as |ease
expenditures in its new regul ations. But, to do so,
the departnment — instead of using the regulations to
define what is or is not allowed —needs to adopt its
concepts of allowed and disallowed costs as audit
standards that it will then apply and enforce in its
audits of automated systens of accounts and software,
as well as in its audits of any clainmed |ease expen-
ditures for costs that a conpany may incur in house
that are not billable to others under the applicable
operating agreenent.

W have proposed this alternative approach to the
departnment in each round of public workshops and
hearings on the |ease-expenditures regulations. And
in each new draft that cane out after a workshop or
hearing, including the regulation that has just been

adopted, this superior alternative was rejected. e
do not know why. But if the Departnent of Revenue
w Il not adopt this superior approach voluntarily for

adm nistering ACES, then perhaps one alternative
solution to fix ACES would be to rewite the tax
statutes so the departnent has no choice but to use
this clearer and nore efficient approach.

9:27:20 AM

Ms. Crockett referred to a slide in a previous neeting
February 17 presentation on Production Tax - Lease
Expendi t ure Regul ati ons.

9:28:42 AM AT- EASE
9:30:18 AM RECONVENED
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Ms. Crockett said the slide contains a quote she nade.
Comments fromIndustry - Slide 27. She continued to read.

This is very different from the picture that the
Department of Revenue pointed for the committee | ast
week. In fact, they even showed a slide quoting from
a letter I wote. In the interest of tine, | won't
read the entire quote, but this the heart of it:

There is an old quip about never having enough
time to do sonething right, but always tine to do
it over. Here the departnent has avoided falling
into this quip, which is no small feat and
deserves recognition

Context is crucial for understanding this statenent.
The Declaration of Independence, of instance, says

“all men are created equal.” — but this cannot be
taken out of context to day to nean “tough luck for
wonen. ” Simlarly, in cont ext ny st at enment

specifically addressed some draft regulations about
paynents by one field to run its production through
another field s production facilities, and reducing
the owner-field s |ease expenditures to the extent
they are offset by the user-field s paynents.

My statenent about those specific regulations was not
an endorsenent of the far broader |ease-expenditure
regul ations that the departnent adopted January 26'"

nor it is an endor senent of t he pendi ng
transportation-cost regulations that were unveiled
after | wote nmy praise. In fact, it is sonewhat
ironic that —from the user-field s perspective —the

departnment’s now adopted | ease-expenditure regulations
do not allow the user-field producers to deduct their
full paynents to the owner-field, even though the cost
for using the existing facilities is far less than the
alternative of putting in new production facilities.
My conmments, from which the quote is taken, urged the
departnment to allow the user-field to deduct the ful
anount of what it pays to the owner-field, which is
the opposite of what the departnent has done. And it
is also ironic that the regulations | was praising
have not been adopted by the departnent.

At the present time, however, the bottomline for ACES
is this: even if the tax rate was |owered, ACES is
nowhere close to having the kind of clarity that it
needs to have in order to succeed. And if it does not
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succeed, the penalty for all of us —for the state and
the Al askan public, as well as for our industry —wll
be that investnents stand to be deferred or perhaps
cancel ed outright that are urgently needed in order to
offset the relentless decline in production that
steadily goes on as this non-renewable resource is
conti nuously depl et ed.

It is for this reason that our industry actually has a
stake in making ACES succeed, rather than watching it
fail. True, the tax rates are too high, and there are
numerous technical problenms in ACES that need to be
fixed and many others that should be fixed sinply as a
matter of sound tax policy. But despite all these
flaws, and they are serious ones, it is clearly better
to have even a flawed ACES that succeeds in draw ng
nore investnents here, than to have a flawed ACES t hat
fails to draw t hem

At this point I would now like to shift gears and
address several of the inaccurate, inconplete or
m sl eadi ng statenents that this conmttee heard during
| ast week’s heari ngs.

One of the nost disturbing m sconceptions in the whole
public discussion of ACES is the apparently wi despread
notion that, by allowng tax deductions and tax
credits in order to attract new investnments here, the
state is sonehow actually investing in those projects.
This is conpletely and fundanental |y w ong.

The only tax «credits that the state is actually
spendi ng noney for are the ones that the Ol and Gas
Tax Credit Fund buys from explorers and small pro-
ducers that do not have enough production to incur
ACES tax liability that they could apply their credits
agai nst . This expenditure is incurred because the
state has nade the policy choice to do this in order
to attract nore independent explorers and snall
producers to Alaska. And, for the record, let ne say
AOGA supports this goal: Having nore conpani es expl or-
ing and producing here is good for our industry, as
wel | as Al aska.

But the overall tax deductions and credits under ACES
do not inherently share this special attribute of the
subset of tax <credits that the Tax Credit Fund
actually buys. Think about it for a second. Suppose
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it were true that each dollar of tax benefit from a
deduction or tax credit is literally an expenditure or
investnment by the state. What would this inmply? Well,

in order to be true, it would nmean the state is
legally entitled that dollar instead of the producer —
the state, in other words, literally owns that dollar

and is nmaking an expenditure or investnent to the
extent it lets the producer have any part of it.

9:35:40 AM

Ms. Crockett skipped to page 8 to discuss capital spending
and the nunber of workers on the North Sl ope.

The  next t hi ng I'd like to debunk is the
adm nistration’s claim that capital spending and the
nunber of workers on the North Slope show that ACES is
wor king just fine. To support this claim the
Department of Revenue points to North Slope capital
expenditures of $2 billion in 2007 and '08 and $2.2
billion last year, and to an increase in oil and gas
jobs to approximately 12% thousand in 2008 and ’'09
from about 11% thousand in 2007.

The problem with these statistics is this: They do not
di stingui sh between investnment and |abor to repair or
repl ace existing plants and equi pnent, and investnent
or labor for new plants and equi pnent. Repai ri ng and
replacing existing facilities is very inportant, of
course, but it is not evidence that ACES is draw ng
new investnment to Al aska because those activities are
done nerely to maintain the status quo. The depart nent
al so does not account for projects and investnents
that were already under way or conmtted to before
ACES was passed by the legislature in Novenber 2007
and signed into law that Decenber. And expenditures
and |abor to conplete such pre-existing commtnents
likewse do not show that ACES is drawing new
i nvestment to Al aska.

To indicate how inportant it is to break down gross

statistics into these individual conponents, | would
point out that John Mngé, the president of BP
Exploration (Alaska) 1Inc., told the Meet Al aska

Conference last nonth, “Qur 2010 investnent consists
of roughly one-third infrastructure renewal, one-third
for growh and one-third for drilling.” Consequently,
the departnent’s raw figures about total capital
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spending or the total nunmber of people working on the
North Sl ope do not show the decline in investnent and
work for new projects that has occurred since ACES was
enact ed.

But there is clear evidence fromthe public statenments
of individual conpanies, and even from sone of the
adm nistration”s own statistics, that things are far
from being as rosy with ACES as the admnistration is
sayi ng.

9:37:46 AM

Co-Chair Stedman comented that the topic of capital
credits is one the commttee struggles with. He requested
clarification of how the credits are used in Prudhoe Bay

and Kuparuk where the "easy oil" is. M. Crockett said she
would touch on the amunt of in-field drilling taking
pl ace.

9:39: 08 AM

Ms. Crockett returned to reading | ast paragraph on page 8.

Take in-field drilling for exanple. These wells can be
approved, drilled and go into production in just a
matter of nonths instead of years, in contrast to

other kinds of investnment in field developnent. As a
result, the statistics about them are nuch less |ikely
to be distorted by activities that had already been
committed to before ACES was passed. And we have heard
of menbers of this legislature telling constituents
that in-field drilling like this has a rate of return
of over 100 percent. Wthout getting sidetracked about
the assunptions needed to mathematically allow rates
of return to be that high, our reply is that, if in-
field drilling is highly profitable, why did the num
ber of these in-field wells decrease from 166 wells in
2007 to 153 in 2008 and 147 last year? Putting
rhetoric or political posturing aside, this is the
fact of the matter. And since we have been critical of
the Departnent of Revenue, we should acknow edge at
this point that the departnment has disclosed this
decline in its public ACES materials, although its
nunbers m stakenly include exploration wells.

The decline in in-field drilling is confirned by
public statenents of the two nmmjor operators on the
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North Sl ope, ConocoPhillips and BP. For instance, John
M ngé of BP told the Meet Al aska Conference |ast nonth
that his conpany’s “total drilled footage” for in-
field wells “will be nore than 50% lower in 2010 vs.
2007" when the figure was nearly one mllion feet
drilled. He added that BP had “[r]educed our rig count

from 10 to 7 from January last year.” And | would
point out that each drilling rig represents about a
quarter of a mllion man-hours of work a year, or

about 119 full-time equivalent jobs at 2100 hours of
work per vyear. At that sanme Meet Alaska Conference

Larry Archibal d, the senior vice president of
expl oration and busi ness devel opnent for the corporate
parent in ConocoPhillips’ organization, noted that
industry in the last five years added about 450
mllion Dbarrel-of-oil-equivalents to reserves for
existing Alaska fields, but “only 35 mllion since
ACES”.

The news is also bad for exploration wells.
ConocoPhil li ps has been the |eading explorer in Al aska

for the |ast decade and nore, focusing especially on
the National Petroleum Reserve — Alaska, or NPR-A for
short. But Helene Harding, who is now interim
presi dent of ConocoPhillips Alaska Inc., warned the
Resource Devel opnment Council on Novenber 18 |ast year
that the nunmber of North Slope exploration wells had
declined from 11 in 2007, to nine in 2008 and eight in
2009, with the figure for 2010 expected to be even
lower. More recently, M. Archibald in his remarks
| ast nonth at Meet Al aska said ConocoPhillips wll not
be drilling any exploration wells in NPR-A this year,
nor was he aware of any other conpany planning to do
so this year. He noted that “Significant potential
remains in North Slope Gants” but “Gant fields have
worst fiscal terms” under ACES. Perhaps nore om nous
is the fact that M. Archibald told the conference
that ConocoPhillips in 2009 had relinquished sone
880, 000 acres of leases that it had in NPR-A

Now, lest we be accused of being msleading in this
testinmony to you, let us be absolutely clear: W do
not claim that every single one of these signs of
deterioration in the situation here has been solely
the result of ACES. But ACES has necessarily been an
economc factor wthin the overall ci rcunst ances
surrounding each one of them For sone it my only
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have been a contributing factor, while for others it
may have been decisive. It is even possible that ACES
m ght not have been a material factor at all, although
we would expect these to be very few in nunber. Be
that as it may in particular situations, the point we
wi sh to make is that these facts, taken as a whole, do
provide a clear warning that — contrary to what vyou
were told last week — ACES is not succeeding in doing
what the Twenty-fifth Legislature was told it would
do.

9:43: 26 AM

Ms. Crockett read page 10.

AOGA is reluctant to criticize Gffney, dine’s
assertion that Al aska as a place to do business should
not be conpared to the Gulf of Mexico. This reluctance
is not because ACGA fears they mght be correct —to
the contrary, our individual nenbers disagree wth
Gaffney, Cine on this and say the @ulf of Mexico is
indeed an appropriate conparison. But, because of
conpetitive and other reasons, our nenbers cannot
di sclose to one another the specific business reasons
that lead individual conmpanies to view the @lf of
Mexi co as an appropriate conparison. So, for now, AOCGA
can only say our nenbership disagrees with Gaffney,
Cline on this point.

One matter that Gaffney, Cine does not seem to have
considered — nor have the administration’s in-house
economsts — is how a business under ACES could
sustain itself on an ongoing basis in light of the
enornmous, front-end-1oaded costs it incurs for risky
opportunities and prospects that turn out to be

unsuccessful, sonetinmes spectacularly so. SOH O it
will be recalled, in 1979 and the early 1980s spent
some $2 billion to bid for, and then drill an

exploratory well on, the offshore Mikluk prospect in
the Beaufort Sea, which turned out to be dry.
| ndustry spent another billion dollars just in bonus
bids for OCS acreage in the @Qlf of Al aska offshore
from Alaska’s very first oil field at Katalla, which
al so turned out dry. The huge suns of noney to be able
to make highly risky “bets” |ike these nust come from
somewhere. And that “sonmewhere” is a conpany’s current
cash flows fromits prior ganbles that have turned out
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to be successful. But, if Alaska is taking 50 or 60
percent or nore of the cash flows from current produc-
tion here, where then will conpanies get the noney to
stay in business with the exploration odds already so
st acked agai nst them by Mther Nature?

9:45:17 AM

Ms. Crockett sunmmarized on page 10 and continued on page
11.

In summary, then, ACES is, first of all, a conplex and
intricate tax that relies on tax credits and tax
deductions to overcone the adverse effects on
decisions to invest here or not that otherwi se would
arise from having such high rates of tax. To succeed
in tilting those decisions toward investnent here, the
deci si on-maker nust be confident, when she or he makes
the decision, that the prom sed tax benefits from the
investment will in fact be realized. This neans that
any uncertainty or anbiguity about the anpunt of tax
owed or the prom sed tax benefits nust be elimnated
as much as possible. Mst of the wuncertainty and
anbiguity in ACES <could be elimnated by the
regulations to inplenment this tax, but because if its
approach for the admnistration of this tax, the
Departnment of Revenue is in the process of adopting

regul ati ons t hat will actual ly conmpound t he
uncertainty and anbiguity in ACES, instead elimnating
t hem

Second, despite the investnent incentives that ACES
could offer wth clarifying regulations, it has
overshot the mark in ternms of the optinmm point where
total state revenues, Al aska jobs and economic growth
are maximzed over the remaining life of the fields
This is because the tax is sinply too high.

Third, there are clear, but om nous signs that ACES is
not succeeding in attracting as nuch new investnent as
it is supposed to do. This inpending failure is
reflected in the decline in drilling, both for
exploration wells as well as developrment wells within
existing fields. It is reflected in the relinqui shnent
of huge amounts of exploration acreage. It is
reflected in the declining anobunts being invested for
new projects and devel opnent .
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In its public presentations about ACES and the future,
ConocoPhillips —using DNR s production forecasts and
extrapol ating from published data by the Departnent of
Revenue about industry expenditures —has identified a
need for nmore than $40 billion dollars of new
investnments for “core fields” to nmake it through the
next decade and reach the prom sed |and, where Al aska
has a gas pipeline, where the technol ogical challenges
are overcone to produce the billions of barrels of
heavy oil that are already discovered and known to
exi st, and where the dream for half a century or nore
of production from the North Slope is fulfilled.
Alaska is blessed sinply to have the possibility of
such a future. But, to help this future becone a
reality, the state nmust correct the present-day
probl ens and obstacles being created artificially by
its fiscal regine.

9:47: 32 AM

Co-Chair Stedman commented on the differences between the
opinions of industry and the admnistration on capital
spending projections. The admnistration naintains that
capital spending |ooks healthy going forward, vyet the
industry is saying that capital spending is distorted
because sone of the current projects were underway before
the original PPT. Some of the projects currently on the
books were being reviewed during PPT or ACES; therefore
there will soon be a precipitous decline. He asked for
clarification of that issue.

Ms. Crockett spoke of a challenge with anti-trust and
conpetitive issues. She said she cannot analyze or
interpret data from the Departnent of Revenue because she
does not have access to that information. She nmaintained
that statenents being made about the nunbers of workers and
spendi ng bei ng down are accurate.

9:50: 21 AM

Senator Thomas asked Ms. Crockett if her concerns about
regul ati ons have been confirnmed. M. Crockett restated a
concern about the tax rate. She mmintained that the "devils
are in the details" regarding ACES. At this point there is
a lot of wuncertainty as the industry attenpts to conply
with regulations that are still being devel oped. There is
al so concern about future uncertainties.
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9:53: 52 AM

Senator Thomas wondered if the industry has discussed
noving the conpany to other countries. M. Crockett said
t hey have not had that discussion. There have been a nunber
of anal yses done.

9:55:38 AM AT- EASE
9:58:12 AM RECONVENED
VIENDY Kl NG, VI CE PRESI DENT, EXTERNAL AFFAI RS,

CONOCOPHI LLI PS  ALASKA, referenced a handout entitled
"Senate Finance Conmttee, February 23, 2010" (copy on
file). She said she appreciated the opportunity to testify
regardi ng ConocoPhillips' thinking on ACES production tax
structure and the inpact of the total governnent take. She
reported that there are leading indicators that create
cause for concern: production, wells, exploration activity,
expenditures, jobs, and project activity.

9:59: 56 AM

Ms. King showed slide 2, a map of ConocoPhillips' North
Sl ope Fi el ds. She hi ghl i ght ed fields in whi ch
ConocoPhillips had an interest: Point Thonson, Prudhoe Bay,

Kuparuk, and Western North Sl ope or Al pine, which abuts the
Nati onal Petroleum Reserve of Alaska (NPRA). She defined
"core fields" as Prudhoe Bay, Kuparuk, and Al pine, which
represent about 90 percent of the production on the North
Slope today and into the future. They are |egacy projects
whi ch can deliver the production curve referred to during
t he various testinonies.

Ms. King said she was asked to discuss the ACES production
tax system Production tax is only one element of
government take in Alaska. G| and gas conpanies are also
subject to royalty, property taxes, state corporate incone
taxes, and federal incone taxes. Al forns of governnent
take have inpacts on the risk/reward balance that investors
| ook at.

Ms. King noted that she also wi shed to discuss the total
government take level, which ranges between 65 percent and
75 percent. She gave an exanple of a project that generates
about $100 in net cash flow, of which only $25 to $35 will
go back to the investors. She recognized that with Al aska's
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net tax structure, there is some sharing of the risk and
reward, but nmnaintained that there are uncertainties as to

how a particular investnment will translate to the investor
after taxes. She enphasized that Alaska was a high cost
structure. As tinme progresses, sone of the oil is not as

easy to find.

Ms. King turned to the topic of progressivity w thin ACES.
She defined progressivity - as the price of oil increases
the state's take increases.

10: 03: 26 AM

Ms. King related what happened to progressivity in 2008.
During a high price environnent, on the increnental dollar,
governnment take can be as high as 80 cents to 90 cents. She
recalled a previous presentation where a representative
from the Departnment of Revenue indicated there were three
things the state could control with respect to oil and gas
i nvestnment, access to acreage, permtting, and taxation.
She voiced concern only wth the level of taxation

Permtting is in the real mof federal jurisdiction.

10: 05: 04 AM

Co-Chair Hoffrman pointed out that, although progressivity
is structured so that the state's take increases as the
price of oil increases, it is also true that the oi
conpani es have an increase in profit, as well. M. King
said that later on in the presentation there was a graph
she could show that would illustrate that point.

Ms. King turned to slide 3 - investnent in core fields. It
is the state's forecast for production over time. There is
a lot of wuncertainty over future production. She drew
attention to the yellow section, which shows that
production from the core fields may require nore than $40
billion of expenditures by the industry during the next
decade. She focused on investnents for the next ten years
and how the state and the conpanies can work together to
generate nore production and jobs in the core fields. It
will take a significant investnment by the industry.

10: 07: 14 AM

Ms. King discussed the inpact of satellite devel opnents in
Kuparuk and Alpine - slide 4. The North Slope core fields
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have decli ned. She enphasized that there have been
signi ficant i nvestnments over the vyears to mtigate
production decline. She noted that Kuparuk satellites are
currently delivering about 20 percent of the production.
Wthin the Kuparuk base there has been a conbination of

enhanced oil recovery and infield drilling. The conpany has
made investnents in both areas. She enphasized the size of
Kuparuk - about 6 billion barrels of oil in place. Every

one percent recovery &equals 60 mllion barrels. She
mai ntained that "big fields get bigger" and "you find oil
where you found oil". Kuparuk is a key asset if the right
i nvestnment and the right technol ogy advances are nade.

10: 09: 38 AM

Ms. King highlighted production in Alpine, which has been
critical. The satellite production now represents 40 to 50
percent of total production. The base continues to have
infield drilling and oil recovery nechanisns. She pointed
out that future Alpine satellites are wthin NPRA
ConocoPhillips is attenmpting to permt those fields in
order to maintain satellite production.

Ms. King showed slide 5 North Slope remaining barrels. It
shows that core fields are the domi nant source of future
state production.

Co-Chair Stedman asked if heavy oils are included. M. King

replied that some heavy oil is included. ConocoPhillips is
still review ng state forecasts.
10: 12: 24 AM

Ms. King said Point Thonson, N kaitchug, Oooguruk and
Li berty are inportant, but the majority of production is at
core fields. Co- Chai r Stedman  t hought Li berty had
production, but |ow revenue. M. King agreed. She added
that Liberty is not subject to ACES.

Ms. King turned to slide 6 to show that industry drilling
activity is down. It is the first time since 1965 that
ConocoPhillips has not drilled an exploration drill in

Al aska. In 2008 ConocoPhillips invested $500 million for
exploration in the Chukchi Sea, which is in federal waters.
She maintained that exploration dollars are being spent,
but not on state | ands.
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Ms. King noted that the forecast for 2010 is not certain
because it is not clear which wells will be drilled. She
explained that the graph depicts four exploration wells.
The graph on the right shows a 14 percent decline in
devel opment wells over the | ast few years.

10: 15: 26 AM

Co-Chair Stedman pointed out the difficulty of separating
out Kuparuk and Prudhoe from other producing units. He
referred to the left graph and asked how many of the
exploration wells were from Kuparuk and Prudhoe. M. King
explained that the left graph would not contain any wells
from Prudhoe and Kuparuk, but rather wells from outside
core producing areas. The graph on the right depicts tota
industry wells. She offered to provide information about

drilling activity in the core fields.
10: 17: 12 AM
Ms. King reported on active drilling rigs in core fields

from 2005 to 2009 - slide 7. The black line is oil price.
The green line is the U S oil rig count, which has been
normalized to depict Alaska's environnent. She explained
that core field rig trends have renmained relatively flat.
The U. S. oil rig count doubled. There are two significant
areas of deviation in Alaska, as conpared to other areas.
In 2008 and recently, US. oil rig counts increased as oi
prices went up, which did not happen in Al aska. She
concluded that core field drilling activity is not tracking
with oil price. She thought that progressivity was key to
why that was happening. In 2008 ConocoPhillips showed no
inmpact to net incone even though prices were up. She
enphasi zed the need to | ook at the bal ance between risk and
reward. She thought the trend shown on the graph was a
| eadi ng i ndicator of the inpact of ACES production tax.

10: 21: 00 AM

V5. King talked about the inpact of inflation on
expenditures - slide 8 North Slope industry spending on
capital and operating expense is shown. The graph depicts
flat expenditures when adjusted for inflation.

Co-Chair Stedman asked what CERA inflation factors were.

Ms. King said they were used to deflate the investnent over
time. Co-Chair Stedman asked if CERA was an internationa
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consulting firm M. King defined CERA as Canbridge Energy
Research Associates, an international consulting firm She
offered to provide nore information.

Ms. King showed slide 9 - extending core field lives. The
graph shows that extending field life is a cause of
spending increases. Wen looking at core field gross
spending on capital and operating expenses, there is an
increase in maintenance/replacenent/repair spending, while
spendi ng on devel opnent projects and drilling remains flat.
She enphasized that both categories are equally inportant.
She offered to update the graph as 2009 data becones
avai | abl e.

10: 25: 33 AM

Co- Chai r St edman asked for a br eakdown of
mai nt enance/ repl acenent/repair spending into operating and
capital credit. Ms. King said she could provide information
about capital expenditures. Co-Chair Stednman commented that
the intent of the 20 percent capital credit was to extract
nore oil, not to rebuild the field above ground. M. King
replied that she would try to find nore data on that
subject. She thought that maintenance/replacenent/repair
and devel opnent were inportant for delivering the
production profile.

Co-Chair Stedman thought that differing viewpoints on
capital spending within the basin mght be a concern. Lack
of information about rmaintenance/replacenent/repair may
mask production decline. M. King explained that nuch of
capital expenditures are in the category of what's under
development in fields outside of Prudhoe, Kuparuk, and
Alpine. A decline is forecast for expenditures in core
fields, whereas the forecast for production in fields under
devel opnment is for an increase.

10: 30: 15 AM

Ms. King commented on the downward trend in oil and gas
enployment - slide 10. The information is from the
Department of Labor. She believed an upward trend began in
2006, followed by a downward trend beginning in July 2009.
State wunenploynent in the oil and gas support sector is
rising. Production conpanies, including ConocoPhillips have
experienced a reduction in staffing. She spoke of a |eading
i ndi cator - Kuparuk canp usage is down 20 percent.
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10: 32: 28 AM

Ms. King continued with slide 11 - ACES inpacting projects.
She listed Oooguruk, N kaitchug, and Liberty as exanples of
recent project activities that were pre-ACES or not subject
to ACES. She added Point Thonson as another exanple. Over
$2 billion in projects have been deferred since the onset
of ACES, such as the I1-Pad and Gas Partial Processing
projects in Prudhoe, Wst Sak 1N and 1P, and the ULSD
topping plant. She concluded that there are sone projects
nmoving forward, but often the risk/reward bal ance does not
justify others.

10: 35: 19 AM

Ms. King explained slide 12 which shows an exanple of when
Quter Continental Shelf (0OCS) fiscal risk/reward is
bal anced. She used a $1 billion investnment as an exanple
As prices rise, there is a fixed percentage system of
government take. Slide 13 shows the sane investnent, but
with the Al aska fiscal risk/reward broken

Senator Egan asked if credits are taken into account. M.
King said they were. She expl ained governnment take includes
the capital credit expenditure, but not the exploration
credit. She enphasized that there is a lot of risk the
i ndustry takes. This exanple assunes that there is oil out
there, and there is a 20 percent capital credit. There is
an increase in profit, as shown by the yellow bar. The
percent of governnent take, the red bar, is substantially
i ncreasing over tinme. CGovernnent take is the conbination of
royalty, corporate incone tax, property tax, and ACES
producti on t ax. I n t he third quarter of 2008,
ConocoPhillips' realized oil price for investnents in
Al aska was $115, the sanme as in the fourth quarter of 2009
when the realized oil price was $68. Ms. King related that
the bottom line was that progressivity was playing a big
part. Total taxes going to the state for 2008, other than
income tax, was $3.4 billion.

10: 39: 46 AM

Ms. King turned to slide 14 - 2010 to 2019 North Sl ope
production. She said she has tried to depict |eading
i ndi cators for discussions concerning ACES production tax.
She dispelled the belief that a 6 percent decline rate was
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the state's worst case scenario. She maintained that the

i ndustry has spent billions of dollars in investnent during
t he decline; ConocoPhillips has invested $40 billion over
the |ast decade directly into assets, in paying royalty,

and production taxes, and through direct investnment. She
enphasized that future production is dependent upon
investnment. She attached a 10 to 16 percent decline rate
wi thout well-related activities, nmaintenance, and other
facility projects.

Ms. King explained that the graph on slide 14 also shows
DOR s forecast at a 2.5 percent decline for 2010 to 2019
which will require investnent, as well. She stressed that
future production is very dependent upon the investnent
going forward. The qualified capital expenditure credit
does help the investnent profile.

10: 42: 19 AM

Ms. King concluded with suggestions for inproving ACES:
investnment in core fields and balanced progressivity. She
menti oned uncertainty about capital credits. She voiced
possi bl e concerns.

Co-Chair Stedman referred to a presentation on heavy oil,
and concerns about a technology gap and high costs. He used
an exanple of the industry using heavy oil as an increased
cost factor to dilute the effects of progressivity. M.
King assured the comrittee that the industry is |ooking at
all aspects of the ACES tax structure. She suggested that
the focus should be on adding production and reserves. She
brought up increnmental investnment and comrented that the
conpany has to look at each one and ascertain how it
affects the industry.

10: 46: 36 AM

Senator Thomas referred to slide 3. He discussed the nerits
of light oil in place of heavy oil. He spoke of potentia
net hods to raise heavy oil. M. King said she represents a
potential shipper. As a shipper |ooks to an open season,
heavy oil is a factor. Gas is valuable on the North Sl ope
and is being used every day to help produce nore oil. There
is uncertainty of the value of gas in the future. The issue
around oil is that the picture changes every year. There is

a lot of oil to be recovered by using gas over the next ten
years. A balance will need to be found.
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10: 50: 25 AM

Senat or Thomas asked about the involvenent of feedback from
the industry in correcting ACES. M. King talked about
incentivizing new production and nore drilling within the
core fields. She spoke of the challenge of figuring out
what constitutes new production. The nore total oil going
into the system the lower the unit cost of oil production.
Both the base and new fields are inportant. Changes around
progressivity wll lead to a discussion with the industry
about future investnment. She spoke of a common goal to
generate new producti on and new j obs.

#
ADJ OURNVENT

The neeting was adjourned at 10:53 AM
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