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BART ARMFI ELD, Chief Operating Ofice
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POSI TI ON  STATEMENT: Provided a PowerPoint presentation and
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PCSI TI ON  STATEMENT: Provided a PowerPoint presentation and
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answer ed questions during discussion of HB 72.

ACTI ON NARRATI VE

HOUSE RES COW TTEE -2- February 18, 2013



1: 03: 31 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 1:03 p.m Representatives Tuck
Hawker, P. WIlson, Oson, Tarr, Seaton, Saddler, and Feige were
present at the call to order. Representative Johnson arrived as
the neeting was in progress.

HB 72-O L AND GAS PRODUCTI ON TAX

1: 03: 49 PM

CO CHAIR FEI GE announced that the only order of business would
be HOUSE BILL NO 72, "An Act relating to appropriations from
taxes paid under the Alaska Net Incone Tax Act; relating to the
oil and gas production tax rate; relating to gas used in the
state; relating to nmonthly installnment paynents of the oil and

gas production tax; relating to oil and gas production tax
credits for certain |osses and expenditures; relating to oil and
gas producti on t ax credit certificates; relating to

nontransferable tax credits based on production; relating to the
oil and gas tax credit fund; relating to annual statenents by
producers and explorers; relating to the determ nati on of annual
oil and gas production tax values including adjustnents based on
a percentage of gross value at the point of production from
certain |leases or properties; making conform ng amendnents; and
providing for an effective date."

1: 04: 28 PM

WLLI AM ARMSTRONG, President, Arnstrong Ol & Gas, Inc., stated
the decline curve of the North Sea, which was simlar to the
decline of the North Slope, was reversed in 1993 by a change in
tax | aws. He conpared the North Slope of Alaska to the Perm an
Basin [ Texas and New Mexico] during the md-1950s, as they both
had about 5,500 wells, whereas the Perm an Basin now had about
150, 000 wel I s. He offered his belief that the North Slope of
Al aska coul d al so support a simlar nunber of oil wells.

1: 07: 11 PM

MR. ARMSTRONG reported that a massive oil boom was now in
progress in the Lower 48, including North Dakota, Texas, and New

Mexi co. He declared that he had reviewed the PowerPoint
presentations by other groups, and, although he had been in the
oil business for 30 years, he still found the slides to be
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confusing. So, he had decided to have a discussion, rather than
present a slide show. He shared that, as his was a private
conpany, it did not nake press releases or talk to the public.
He said that he was talking fromthe heart. He opined that his
conpany had a unique perspective of Alaska, as it had been
working in Alaska for nore than 12 years, and was now the nost

active independent conpany in the state. He pointed out that
three of the nost recent oil developnents in Al aska had
originated in his conpany's office. Ten years ago, Pioneer

Nat ural Resources had partnered with Arnstrong Ol & Gas and
they were currently developing the Oooguruk Island Field, the
first non-major, independent conpany developnment on the North
Sl ope. After this, Arnmstrong had partnered with ENl in the
devel opment of Nikaitchuq Field. He reported that Arnstrong was
the nost active exploration conmpany on the North Slope, and had
now teamed up with Repsol on a nmulti-hundred mllion dollar

expl oration program He stated that Arnmstrong had three oi
rigs looking for new production in new fields outside the Legacy
Fi el ds. He offered his belief that Arnstrong was the | argest

| ease holder in Alaska, outside the Legacy fields. He reported
that Arnstrong was a private conpany, and paid for its own
expl oration, |eases, engineering, and anal ysis.

1:12: 21 PM

MR. ARMSTRONG opined that Arnstrong was one of the best oil
finding conpanies in the world, explaining that the typical
busi ness approach was to do all the hard work, including data
m ni ng, geophysical, and engineering, to find what he described
as "the next big idea.”" He shared that, although many of these
were dead ends, if one was worthwhile, Arnstrong would coll ect
all the |eases, buy the land, and then search for partners. He
noted that, as things in Alaska were so expensive, it was
necessary to partner with bigger, nore capitalized conpanies.
He conpared his conpany to a Chanber of Conmerce for the State
of Alaska, as he was constantly extolling the benefits of the
state. He reported that the common response to Al aska was that
the state had issues, and it was often said to be a state that
had oil but was a terrible place to nake noney, or that it was
controlled by ConocoPhillips Alaska, Inc., or that the rules
changed regularly for taxes, for permtting, or for unitization.
He shared that the nost inportant comment he heard was that the
state would take nost all the profits.

1:15: 24 PM
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MR. ARMSTRONG decl ared there is an absolute boom going on in the
Lower 48. He surmsed that it would single-handedly pull the
U S out of the current norass. He reported that nost states
had simlar production decline problens, but with the
advancenents in technology, horizontal drilling, and stinulation
techni ques, nost states had turned around their declines. He
enphasi zed t hat this "boom has conpl etely, totally,
unequi vocal | y skipped Alaska.” He stressed that there was only
one nunber to focus on and that was the nunber six, which was
the rig count, the nunber of rigs actively drilling in a region
at any one given tine. He reported that Al aska had 6 active
rigs, whereas Texas had 819, North Dakota had 179, and k|l ahoma
had 190. He exclained that, as stewards of the state,
| egislators had to ask why Alaska only had six rigs actively
drilling. He declared that this was pathetic and aneni c.

1:18: 16 PM

MR. ARMSTRONG offered his belief that the answer was obvious,
that Al aska had to change on a nunmber of |evels. He enphasi zed
that the nost inportant change needed to be with the fiscal
regime, which was why his conpany supported proposed HB 72. He
expressed that the proposed bill was not perfect, and needed to
be "tweaked in a nunber of ways, | think, to make it better.”
He pointed out that things were always going to be nore
expensive and slower in Al aska. He said that the nessage could
be changed, however, and he stated "don't tell nme, show ne."

1:19: 55 PM

MR.  ARMSTRONG announced that oil and gas conpanies were not
searching for oil and gas, they were searching for noney;
therefore, the nore noney they nmade and the faster they nade it,
the better. He relayed that "they're voting wth their feet in
this state, and they're goin sonewhere else.” He pointed out
that many opportunities still existed for oil drilling on the
North Sl ope; however the man-made investnent franmework inhibited
future exploration

1:21: 44 PM

CO CHAIR FEI GE expressed his agreenent that proposed HB 72 "was
a good starting point." He asked what could be done to inprove
the proposed bill and increase the rig count.

MR. ARMSTRONG offered his belief that the proposed bill noved

clearly in the right direction. He recognized that there was a
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battl e between the three mmjor oil conpanies and the State of
Al aska, expressing his belief that a state should "cozy up" to
busi nesses that contribute 90 percent to the state revenue. He
declared that, even though Arnmstrong Gl & Gas was a serious
conpetitor with the major oil conpanies, they needed sonething
to help themout within the existing units because that is where
there would be the fastest increase in production. He shared
that top personnel at the major oil conpanies had stated that
there was not the same return in Alaska, as was currently being
returned for investnments in the Lower 48. He stated that there
was consensus anong the oil producers that Alaska's Cear and
Equitable Share (ACES) "outside the existing fields is just
gonna kill us.”™ He reported that the three mgjor oil producers
were not as actively exploring for oil as Arnstrong Ol & Gas
and were instead focused on production in the existing units
He remarked that, as things noved slowy in Al aska, there needed
to be an inprovenent for production tinmefranes, especially for
new entries outside the existing units. He offered his belief
that it was necessary to nake investnent in Al aska "better than
any other place," as there were expenses and tine delays unlike
anywhere el se. He declared that, as the state share from oi
production in Al aska was not a fixed anmount, it was necessary to
make the share such that conpanies wanted to invest in Al aska.

MR. ARMSTRONG suggested that an increase to the gross revenue
exclusion (GRE), an extension of the qualified capital
expenditures (QCE) tax credits for a few nore years before being
phased out, and a relief from corporate taxes until there was
pay-out would all help induce nore oil investnent in Al aska.

1: 27: 40 PM

REPRESENTATI VE JOHNSON asked if Arnmstrong would invest or
partner in new production if they were aware that ACES "was on
t he horizon.™

MR. ARMSTRONG replied that nost conpanies, when |ooking at an
area to invest, would first determne if there was any profit.
He reported that his first investnments in Al aska had been during
the Economic Limt Factor (ELF) tax system which he declared
was an attractive situation for new entry. He enphasi zed that,
had ACES been in place, Arnmstrong would not have invested in
Al aska, and he opined that the other oil conpanies would have
had sim | ar determ nations.

1: 29: 03 PM
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REPRESENTATI VE JOHNSON asked for a response to the comrents that
new conpanies were investing in Al aska, therefore, ACES was
wor ki ng.

MR. ARMSTRONG questioned who would make those statenents. He
pointed to the rig count as evidence that ACES was not worKking.

1: 29: 21 PM

REPRESENTATI VE JOHNSON suggested that M. Arnstrong listen, and
he woul d hear these comments regardi ng the success of ACES.

MR. ARMSTRONG offered that many things were said in Alaska by
peopl e who were nervous about reprisal. He shared that his
experience had been that new producers did not invest in Al aska
because of ACES.

1: 30: 07 PM

REPRESENTATI VE  P. WLSON suggested that Al aska increase
incentives for increased production, and asked whether it would
be worthwhile for Alaska to also incentivize getting nore oi
rigs into the state.

MR. ARMSTRONG replied that production followed activity, and
that service contractors followed those conpanies "naking the
action happen." He declared that a vibrant oil and gas industry
woul d 1 nduce the services to follow, and that he was not sure
how to incentivize for nore oil rigs in Al aska w thout avail able
wor k.

1:31: 56 PM
REPRESENTATI VE TUCK expressed his surprise that M. Arnstrong

had not heard the comments regarding the success of ACES, and he
pointed to the activity on the North Sl ope. He expressed his

under st andi ng t hat i ncreased t echnol ogy, especially for
hori zont al drilling, required fewer drilling rigs. He
recogni zed that the seasonal limtations for drilling in Al aska
reduced the drilling schedul es. He noted that Doug Sheridan,
managi ng director of Energy Point Research, had stated: "t he
vast inprovenent in drilling efficiency has caused rig count
conpari sons between now and prior periods to becone |ess
meani ngful ." He asked if this new drilling technol ogy was being

used i n Al aska.
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MR. ARMSTRONG replied that the new technology was "definitely
being applied a little bit." He expressed his agreenent for its
i ncreased efficiency. Referring to the testinony in support of
ACES, he suggested that this support would |ikely focus on the
credits, whereas any discussion for the take by the State of
Al aska woul d have a very different response from producers.

1: 34: 18 PM

REPRESENTATI VE TUCK asked about the inpact of proposed HB 72, as
it elimnated alnost all the credits.

MR. ARMSBTRONG replied that this would have a lot of inpact on
sone conpanies as they had been operating under that business
strategy. He suggested that any elimnation of the tax credits
shoul d be phased, as business strategies were based on these tax
credits. He addressed the efficiencies of drilling, and
explained that the breakthroughs currently happening in the
Lower 48, long, lateral wells with nulti-stage frac technol ogy,
were just getting started in Al aska. He commented on the only
new technology attenpt that he was aware of, a really nodern
approach to a well on the North Slope, which he described as
"of f the hook successful."”™ He offered his belief that it was a
har bi nger of future technology, if conpanies would cone to
Al aska. He noted, though, that conpared to those in the Bakken
Field, North Dakota, this oil well wuld be called "Bakken
Light." He opined that this was the future in Al aska, stating
that it would work fantastically.

1: 36: 49 PM

REPRESENTATI VE SADDLER surm sed that ACES had been conceived as
a bal ance of upfront incentives and credits, wth high taxes on
t he production. He asked about the inportance of tax credits
versus progressivity for the investnent decision naking by an
oi | producer.

MR. ARMSTRONG replied that the credits really hel ped, but that
he was wunsure if it had been tested, as the majority of
conpani es operating under ACES had not yet gotten to the point
of "really making big profits.” Returning to the discussion of
rig count, he declared that this was a clear indicator that
somet hing was wong with the current tax system

1: 37: 54 PM
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MR. ARMSTRONG in response to Representative Saddl er, enphasized
that ACES needed to be conpletely revanmped, suggesting that it
be del et ed.

1: 38: 13 PM

REPRESENTATI VE JOHNSON asked to clarify that the rig counts
mentioned earlier were up to date.

MR. ARMSBTRONG replied that these counts were correct, although
he expressed agreenent that oil rigs had gotten nore efficient.
He reported that there had been 300 rigs in the Lower 48 four
years prior, and that currently there were 1300 oil rigs. He
poi nted out that this was not happening in Al aska.

1: 39: 03 PM

REPRESENTATI VE SEATON asked for the rig count in Al aska during
ELF.

MR. ARMSTRONG offered his belief that it had been higher than it
was currently.

REPRESENTATI VE SEATON poi nted out that there had been a very | ow
rig count during the PPT and ACES |egislation, which had led to
a production tax. He questioned whether there had al so been a
very low rig count during the zero tax rates on many oil fields.

MR. ARMSTRONG noted that when Arnstrong Ol & Gas arrived in
Al aska in 1999, the price of oil was $25 per barrel. Since that
time, the technol ogi cal breakthroughs had been astoundi ng, which
made it difficult to conpare the current rig counts with those
at that tine.

REPRESENTATI VE SEATON asked to ensure that discussion of
conpari sons included the different paraneters in Al aska.

MR. ARMSBTRONG pointed out that there had been a low rig count
everywhere in 1999.

1: 40: 54 PM

REPRESENTATI VE OLSON asked if the regulatory climte had
i nproved, specifically for the Cook Inlet gas.

MR. ARMSTRONG replied that it was better, and he |[|auded
Anchorage Mayor Sullivan for <changing and streamining the
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rul es. He declared that a change for the tax laws was not a
silver bullet because the regulatory system and permtting also
needed to be changed. He offered an anecdote for one project in
Al aska conpared to a project in Texas, declaring that Al aska had
to beconme nore conpetitive.

1:42: 23 PM

CO- CHAIR FEIGE encouraged M. Arnstrong to provide additiona
witten testinmony and suggestions for inprovenent to the
proposed bill.

1:43: 19 PM

BART ARMFI ELD, Chief Operating Ofice, Brooks Range Petroleum
Cor poration, presented a Power Point. He reviewed slide 2, "HB
72  Support/ Consi derations." Directing attention to AS

43.55.023(a), he said that proposed HB 72 all owed the paynent of
single year certificates, as opposed to 50 percent in the first
year, and then 50 percent again in the second year; however,
this would be elimnated after 12/31/13. He proposed either an
extension of this or the adoption of AS 43.55.023(1) which
should be applied to the North Sl ope. He also suggested a
redefinition of AS  43.55. 025. Referring back to AS
43.55.023(1), he shared that this allowed a 40 percent tax
credit for intangible well work, as opposed to subsection (a)
whi ch included the entire capital budget.

1:46: 22 PM

MR. ARMFI ELD addressed his support for AS 43.055.011(e) which
el imnated progressivity and mai ntai ned the 25 percent base tax.

MR. ARMFI ELD pointed out that AS 43.55.023(b) was a credit that
his conpany would prefer to not receive, as it would nean that
his conpany was |osing noney in Al aska. He noted that
subsection (b) also expired, in its current form at the end of
the year, and that those credits could not be cashed. He stated
that they would be applied, after two years, to the tax burden
and could be used to offset that burden. He decl ared support
for the 15 percent interest on those unused credits.

MR. ARMFIELD shared that AS 43.55.024(c), which proposed to
extend the small producer credit to 2022, had been suggested by
hi s conpany.
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MR. ARMFI ELD decl ared support for the concept in AS 43.55. 160,
al though the proposed | anguage "does not contain |land that was
in a unit on January 1, 2003." He reported that this would
cause a problem for his conpany as his first two projects were
in a unit on January 1, 2003, and would not be eligible for this
credit.

1: 48: 25 PM

MR. ARWFIELD directed attention to slide 3, "Reasons for
Entering Al aska,"” which listed the reasons why his conpany cane
to Alaska in 2000. He pointed out that oil prices had been very
low, and that the Lower 48 wells had struggled to break even or
recover operating expenses. He noted that, as his conpany was
very small, it did not warrant pursuit of a low oil price as the
prospect reserve base was not attractive. In the Lower 48,
deals com ng through the office were few and far between and did
not justify the cash or the risk that would be entail ed. He
reported that the big reserves, high production rates, and an
acceptable cost of doing business finally pronpted the conpany
nmove to Al aska. He enphasized that the ELF tax policy was not
an inpact consideration in 2000, as it was a comoDn tax
structure in the Lower 48. He shared that his conpany had
arrived under ELF, had worked through the Production Profits Tax
(PPT), had been exposed to ACES, and was now preparing for a new
system He expl ained that another factor pronoting his conpany
nove to Al aska was the expectation that industry cycles would
reveal that the big conpanies would lessen their efforts and
that the independent conpanies would "backfill t hat , as
traditionally been done" in other regions. He concl uded that
t hese had been the reasons and drivers for the nove to Al aska.

1:51: 22 PM

MR. ARMFIELD presented slide 4, "Wat does Alaska have to
offer??" He stated that the world class reserve base in Al aska
in 2000 had been instrunental. He explained that because of the
current high oil prices, the technology discussed in earlier
testinony, and the advancenents being nmade, the huge anounts of
reserves in the Lower 48 were now being opened up as they were
econoni cal . He declared that the big reserves and big flow
rates were now swaying this current econom c environnment. He
noted that the Lower 48 had a nore accessible infrastructure and
a better cost environment for cheaper well drilling than Al aska.
Referring to the relative oil price, he explained that the
differential had shifted, as Alaska oil was now trading at a
hi gher price, although developnments in the Lower 48 could shift
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the prices once again. He noted that he would discuss the
credit structure a bit later. He declared that he was not going
to debate the inpacts of the tax policy, as it was the
perception of tax consequence that was nore w dely recognized in
the Lower 48. He addressed the final point on slide 4, the
"confidence in a 5 to 10 year business plan," and announced t hat
peopl e had nore confidence with investnents in the Lower 48.

1:54: 32 PM

MR. ARMFI ELD presenting slide 5, "Wy nore players are not in
Al aska," stated that his conpany |ooked for three key elenents
with new partners in Al aska. He listed an aggressive desire to
be in Al aska; a knowl edge base to understand (geol ogy,

oper at i ons, | ease adm ni strati on, native rel ations, and
politics; and the financial capacity to execute in Al aska. He
declared that very few conpanies had all three of these

prerequisites.
1:56: 09 PM

MR. ARMFI ELD stated that the reality was that nobst conpanies
were "very content to stay in their own backyard, their core
busi ness areas." He noted that high oil prices had taken the
focus off Alaska and onto the Lower 48. As nost of these
conpanies had established relationships wth investors and
traditional capital sources, there was not a conpelling reason
for them to nove to Al aska. He declared that nost businesses
wanted to be able to plan and execute a five-year business plan,
at the least, yet the current changes nmade the process very
difficult. He enphasized that Alaska required very patient
capital, noting that his conpany had yet to nmke a revenue
streamin its 12 years in the state. He opined that Al aska was
an educational process for all three of the aforenentioned key
el enents, and that finding new investors for Alaska was a |ong
process.

1: 58: 27 PM

MR. ARMFI ELD quickly reviewed slide 6, "Credits have hel ped keep
us in the gane,”™ which identified the four credit structures
that affected his conpany. He explained that the Qualified
Capital Expenditures (QCE) was the nost relied on credit. He
confirmed that the carry forward loss credits (CFL) nmeant that

the conpany was | o0sing noney. He indicated that although the
smal | producer credit (SPC) was good, he hoped that his conpany
grew beyond the need for that credit. He expressed his
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di spl easure with the exploration incentive credits (EIC) and he
pointed out that his conpany did not qualify and had never
received this credit.

MR ARMFIELD directed attention to slide 7, "AS 43.55.025

Limtations," which mapped the Ilimts for the EIC credit. He
expl ained that the mass of wells in the center were Prudhoe and
Kuparuk, the small dots were individual wells, and the
surrounding ring was a three mle buffer around each well, wth

a 25 mle buffer around the producing units. He noted that the
Br ooks Range Petrol eum | easehold position was right in the heart
of that, hence it would never be able to qualify for EIC He
stated that it was necessary to nove quite a way from existing

activity to qualify. He referenced slide 1, and rem nded the
committee that he had suggested a redefinition for EIC that
would elimnate sonme of the limtations and nmake it nore

accessible to activity.
2:01:26 PM

MR. ARMFI ELD said that a simlar chart to slide 8 "Tax Credits
Hi story & Forecast,"” had been seen previously by the conmttee,
al though this was a re-creation to show Brooks Range Petrol eunis
share of credits that had been refunded. He pointed out that
the grey reflected the refunded credits, versus credits received
through a reduction to tax burden in red. He indicated that the

2013 Brooks Range Petrol eum share, about $3 nillion, was stated
on the bottom left. He reported that the conpany had received
$69 mllion in credits, and he pointed out that, in 2011, his
was the only exploration conmpany with a well drilling on state

land on the North Slope, although it was of m ninmal inpact.
2:02: 55 PM

MR. ARVFI ELD provided slide 9, "Inpacts to Mistang Devel opnent
Funding.” He reported that an ice road was being constructed in
order to allow a gravel access road to the Mistang devel opnent.
Referring to the bar graph on slide 9, he explained that the top
section reflected the inpact under ACES: the green bars were
CapEx to Brooks Range Petroleum the blue bars were the capita
credit and loss carry forward contributions from the State of

Al aska, and the right side was a summary of those years. He
observed that the red box in the right corner showed that $205
mllion in received credits had a $1.2 billion revenue streamto

the State of Alaska wth royalty, base taxes, and progressivity
under ACES. He indicated the | ower graph, which conpared these
same nunbers under proposed HB 72, with the applicable share of
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credits for the State of Alaska elimnated after 2013. Thi s
woul d reduce the capital exposure from $205 mllion to $81.5
mllion, and would require Brooks Range Petroleum to increase
its funding request by $124 mllion because of de-sanctioning
under ACES.

2:05:32 PM

MR. ARMFI ELD noved on to slide 10, "Forecast by Devel opnment
Project,” which detailed five planned devel opnents. The first
was the Miustang Devel opnent, with peak throughput of just |ess
than 15,000 barrels of oil each day, and revenue to the State of
Al aska of $1.2 billion. He expressed his hope that the peak
production of all five projects would reach 55,000 barrels of

oil each day, wth revenue of $4.4 billion to the State of
Al aska. He clarified that this revenue included the $561
mllion of credit support under ACES. He explained that the
annual average was derived from the 15 year |ife expectancy of
each field, divided into the State of Al aska revenue of $4.4
billion, with an average return to the State of just under $300
mllion each year. He theorized that 10 new entrants of simlar

size would replicate annual average revenues to the State of
Al aska of al nost $3 billion.

2:07: 24 PM

MR. ARMFI ELD introduced slide 11, "Conbined Devel opnment Projects
and Throughput Forecast,” which ©projected the throughput
forecast of 55,000 barrels of oil per day, and the projected
capital budget of $2.2 billion. He reported that the royalty
and production tax would equal $4.4 billion of revenue to the
State of Al aska. Directing attention to the right side of the
slide, he explained that the projected |easehold royalty share
to the state was for 1/6, however this was a 33 percent bonus

over the 1/8 royalty share. He conbined this |loss of revenue
with the loss of credits in proposed HB 72, a projected |oss of
revenue of $1.1 billion for the projects.

2:09:17 PM

MR. ARMFI ELD indicated slide 12, "One Size Does NOT Fit Al,"
and offered his belief that there were four tiers of players in
Al aska. He suggested that Brooks Range Petroleum was included
in the Exploration and Discovery Tier, whereas the New Entrants
Tier would include as yet unknown conpani es. He urged that the
commttee consider all four tiers and the effects generated on
each tier, as it noved forward in review ng tax policy.
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VR. ARVFI ELD concluded with slide 13, "HB 72 Support/
Consi derations,” which was the same as slide 2, and he asked
that the commttee review these consi derations.

2:10: 46 PM

REPRESENTATIVE P. WLSON referred to slide 11, and asked if the
preference was for ACES over proposed HB 74 because of the
difference in royalty shares.

MR. ARMFI ELD responded that the royalty shares had nothing to do
with ACES. It was "just a burden of fact that | wanted to point
out," although it was not in ACES or proposed HB 72. He
clarified that this royalty, in addition to the elimnation of
capital credits, would reduce his revenue.

2:12: 01 PM
REPRESENTATI VE P. W LSON asked for nore clarification

MR. ARVFI ELD explained that the royalty share was determ ned by
his conpany's |ease position of 1/6 on the North Slope, and, in
this case, it was 16.67 percent (1/6) of revenue, which was paid
to the State of Al aska. He reported that there were also |ease
positions of 1/8 on the North Slope, which generated 12.25
percent of revenue to the state. He pointed out that, for these
projects, the revenue difference between 1/8 and 1/6 was $542
mllion, which he declared to be an additional burden that
needed to be considered, especially in consideration of the
elimnation of the capital credits.

2:13: 14 PM

REPRESENTATIVE P. WLSON asked to clarify that the royalty
differential of $542 mllion could be used by Brooks Range
Pet rol eum i nst ead.

MR. ARMFI ELD expressed his agreenent.

2:13: 27 PM

COCHAIR FEIGE confirnmed that the State of Alaska had ways to
apply for royalty relief, as the original economcs of the

project had been based on a previous tax reginme, assumng that
proposed HB 72 was passed. He asked if the existing rules for
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application for royalty relief were sufficient, or would
addi ti onal provisions be necessary.

MR. ARMFIELD replied that he had not yet nopdeled that, as
everyt hing under ACES was the one-sixth royalty. He established
that an elimnation of capital credits, with an increase for
near term capital needs, could require reconsideration of the
royalty position, if proposed HB 72 was passed.

2:14: 38 PM

REPRESENTATI VE TUCK, referencing the carryforward tax credits,
noted that devel opnent was seasonal due to the weather. He
asked if 10 years was an adequate anount of tine to reach
production, in order to take advantage of these credits.

MR. ARMFI ELD responded it was a project-by-project calculation
Noting that his conpany was currently 12 years into its projects
in Alaska, he suggested that it now had nonentum which would
reduce that timeframe between discovery and production
t hr oughput .

2:15:57 PM

REPRESENTATI VE TUCK asked to clarify that the 10 year tinefrane
was f easi bl e.

MR. ARWVFIELD said that he was confortable with the tinme frane
under the current credit structure; however, with the increased
pressure to cone up with an additional $124 mllion of capita
budget for one project, sonme of the projects would be del ayed
due to a need for nore upfront cash to nove forward
aggressi vel y.

2:16:52 PM

REPRESENTATI VE = SEATON, expressing his desire to  better
understand the limtations of proposed HB 72, asked if the
restriction on the effective use of the offered credits was a
hi ndrance when seeki ng fi nanci ng.

2:18: 07 PM

MR. ARMFI ELD, in response to Representative Seaton, said that
al though loss carry forward credits were inportant on the front
si de, business decisions were not based on these credits. He
declared that the restrictions on credits wuld nake it nore
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difficult, but that the conmpany goal was to not qualify for
those credits.

2:18:50 PM

REPRESENTATI VE = SEATON asked  whet her those credits were
nmeani ngl ess for financing, as it was uncertain for qualification
for the credits. He surm sed that cash flow was difficult to
project before the project cane on-line and the taxes generated
woul d of fset the 25 percent base rate for previous investnent.

MR. ARMFI ELD, clarifying that the project financers would view
the loss carry forward as an assured bankable position, stated
that this would present an uncertainty, although any business
nodel that projected continued |osses over 10 years was not a
good fundi ng prospect.

2:21: 07 PM

CO- CHAIR FEIGE encouraged M. Arnfield to provide additional
witten testinmony and suggestions for inprovenent to the
proposed bill.

2:21:52 PM

BRAD KEI THLEY, Partner, Ol and Gas Practice, Perkins Coie Law
Firm stated the inportance of this proposed bill for the future

of Al aska. He clarified that he was not speaking as a
representative for any clients, noting that he had been working
in the oil industry for 35 years and in Al aska since 1993.
2:23:27 PM
MR. KEITHLEY directed attention to the PowerPoint, titled
"Conments on SB 21/HB 72." Addressing slide 3, "Five things
.", he stated that there were five things to ook for in oil
tax reform conpetitive rates, durability, neutrality,

sinplicity/predictability, and alignnent. He declared that the
core goal for these five was to find a way to grow the pie

slide 4, "Goal: Gow the pie." He declared that there was an
opportunity in Alaska to significantly inprove the state's
position, and he referred to the chart on slide 4, which had
been taken from testinony submtted to the legislature in 2006.
He explained that the chart reflected three futures for Al aska.
The first of these production decline curves showed the result
if no additional investnment in Alaska, which was a 15 percent
decl i ne. The second curve was a 6 percent decline, which
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reflected business as usual. He opined that the third curve was
the future of Alaska, which depicted a 3 percent decline, and he
pointed to the chart which shared the additional barrels of oil
for each change in decline. He declared that it was the
investnment dollars that would drive each rate of decline. The
15 percent decline curve was the result of a zero additional
investnment, the 6 percent decline curve was the result of an
additional in the ground investnent for oil and gas of $1 - $1.5

billion each year, and the 3 percent decline curve would result
froma $2 - $3 billion investnent each year. He noted that the
annual investnment needed to increase in order to nove the
decline curve further to the right, "growing the pie for the

State of Al aska."”
2:26: 30 PM

MR, KEITHLEY referred to slide 5, "Conpetitive Rates,"” and
poi nted out that Commr ssioner Sullivan, Departnent of Natural

Resources, had projected a need to invest $4 billion in the oi
i ndustry each year. Comm ssioner Sullivan had observed that
"we're not even close to that now... " He affirnmed that the

five things previously nentioned, conpetitive rates, durability,
neutrality, sinplicity and predictability, and alignment were
all necessary for Alaska to reach its future potential. He
declared that conpetitive rates were necessary to attract the
sustained, long term capital which would nove Al aska's decline
curve to the right. He enphasized that, in order to attract
this capital, Alaska needed to be conpetitive across the ful
anticipated long term price range, which were the range of
prices that the investnent could pay out. He expl ained that a
long term investnent necessitated pay out across the full price
range during the investnment cycle.

2:28: 02 PM

MR. KEI THLEY referenced slide 6, "Conpetitive Rates,” pointing
to the chart on the upper right which depicted the cost of oil
as low as $70 per barrel, and he repeated that the fiscal regine
needed to be conpetitive across the entire price range. He
determned that a problem with ACES was its un-conpetitiveness
at the higher end of the price range, whereas proposed HB 72
could just reverse the problem If it was not conpetitive at
the lower end of the range, this would just be an exchange of
one problem for another.

MR. KEI THLEY noved on to slide 7, "Durability,"” and announced
that this was a major problemwth HB 72. He explained that the
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substantial long term investnents necessary to nove the decline

curve to the right were a 15 - 25 year investnment cycle. He
stated that a fiscal regine which changed its econom cs hal fway
through a cycle was not a good investing scenario. He shared

that sone countries used contracts to establish a stable fisca
system whereas other countries wused economc stabilization
cl auses which bal anced any increase to taxes in one area with a
decrease i n another.

2:30: 36 PM

MR. KEITHLEY referred to the British Colunbian discussions for
changes to its tax structure, slide 8, "Durability." The
premer of British Colunbia had proposed a new tax on LNG that
could potentially have a significant effect on the investnents,
yet the premer would not be able to discuss any of the

pr oposal s consi der ed unti | after the negotiations were
conpl eted. She had stated "we have to make sure that, first of
all, we are getting maxinmum benefit for the people of our

province, and at the sane tinme that we aren't inperiling their
busi ness case, because if we want to be conpetitive, we need to
do that through the course of negotiations with (industry) so
that's what we're working on right now" He cited this to be
anot her nmeans for durability, have the governnent negotiate with
industry for the long termdurability. He pointed out that this
had been a significant problemin HB 72 or ACES.

MR, KEITHLEY called attention to the graph on slide 9,
"Durability,” and declared that durability was suspect in
Al aska. He noted that these slides had been prepared for a
study by the Institute of Social and Econom c Research (I SER)
which had analyzed the current state of the Alaska fisca

situation and had reached this conclusion: "In its 10-year
fiscal plan, the state Ofice of Managenent and Budget (QOVB)
projects that spending the cash reserves mght fill this gap
until 2023." He explained that the Constitutional Budget
Reserve mght fill the gap between this projected revenue and
the projected annually increased spending of 4.5 percent, which
he assessed as less than was historically recognized. He went
on to quote the |SER study: "Reasonabl e assunptions about

potential new revenue sources suggest we do not have enough cash
in reserves to avoid a severe fiscal crunch soon after 2023, and
with that fiscal crisis will cone an econom c crash."

2: 33: 30 PM
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MR. KEI THLEY assessed that a producer reviewing the various
i nvestnments needed to nove the decline curve to the right would
not invest in a situation that projected a fiscal gap in the
m ddl e of the economic cycle, especially in a state which had
historically taxed the industry as a solution. He questioned
whet her the current system was durable, offering his belief that
it would lead investors to have substantial concerns for doing
busi ness in Al aska.

MR. KEI THLEY furnished slide 10 and slide 11, "Neutrality,"” and
he offered his belief that the governnent should not favor one

i nvestment over another. He declared that market dynanics
changed too rapidly for government to attenpt to second guess
the market. He endorsed that exploration and production shoul d
be treated equally, and that the governnent should nmintain
neutrality. He expressed that proposed HB 72 had better

neutrality than ACES, as it expanded incentives for Dboth
exploration and production in new fields. However, the proposed
bill overlooked an inportant area, the significant potential to
realize inproved recovery rates from inside existing fields.
"When production started at the Prudhoe Bay field the recovery
rate of the 25 billion barrels of oil in place was expected to
reach 40 percent. Today, using new technologies that estimte
has increased to nore than 60 percent.” He explained that each
1 percent of inprovenent in recovery rate equaled an additiona
250 mllion barrels of oil. He referenced the chart on the top
right of slide 11, which listed the expected field size, and he
stated the necessity to not discourage work inside the fields to
i ncrease the recovery rate.

2:37:12 PM

MR.  KEITHLEY indicated slide 12, "Sinplicity/Predictability,"”
and offered his belief that proposed HB 72 was mnuch sinpler than
ACES, and that it neasured well globally for sinplicity and
predictability.

MR. KEI THLEY presented slides 13 and 14, "Alignnent." He
defined this as the alignnment between the state and investors
for growng the pie. He reflected that too often Al aska had
argued about the state's fair share rather than work to grow the
pie. He pointed out that there were many worl dw de exanples for
governments and investors successfully working together, and he
suggested a review of these arrangenents. He opined that Al aska
relied on indirect policy tools, citing the use of the "carrot"”
for fiscal investnment, and the "stick™ for regulatory action.
He offered his belief that a base rate of 25 percent would not
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encour age investnent. He offered an analogy that the State of
Al aska was attenpting to drive the industry from the back seat
of the vehicle. He opined that better ways had been devel oped
for alignment with the oil industry. He pointed to Norway as a
successful exanple for increasing investnent and grow ng the
pie. He cited Petoro as a leader in driving industry investnent
and identifying new opportunities for Norway, which had resulted
in a nuch better success rate than Al aska for grow ng the pie.

2:39:54 PM

MR. KElI THLEY, recapping slide 15, "Summary of Conclusions,"”
decl ared that proposed HB 72 was not conpetitive at a full range
of anticipated prices, specifically at Ilower prices. He
announced that durability was "a huge problent as there was not
any nmechanism to ensure durability wth the Al aska fisca

policy. He explained that neutrality still had sonme tilt, which
could discourage investnent in existing fields to increase
recovery rates. He stated that, although the sinplicity had

been substantially inproved, the alignnment was not configured
with the goal for growing the pie.

2:40:45 PM

MR. KEI THLEY concluded wth slide 16, "Recomendations," and
offered three specific suggestions. First, he suggested
adoption of HB 72, with amendnents to make it conpetitive across
all anticipated price ranges, and to provide CGRE or simlar
incentives for investnments designed to increase ultimate
recovery rates in the existing fields, which he declared to be
the greatest source of oil that could be devel oped in Al aska.

He stated that it was necessary for the proposed bill to not
distort the economcs for this recovery. He opined that the
commnttee "would be well served to identify fiscal policy
concerns in forwarding the bill to the Senate and the House
Fi nance Conmttees." He shared that, even should this becone
the perfect tax bill, the oil industry would still project where
Al aska's fiscal policy was | eading. Wth the projected fisca
gap in 2023, as well as the ISER analysis, the oil industry
would still not want to invest in this investnent cycle of
fiscal uncertainty. Lastly, he urged that the House Resources
Standing Commttee hold hearings on a shift from the "royalty"
to the "co-investnent"” nodel, as Norway had done. He reported

that Norway had found the "royalty nodel” to be inefficient and
not attractive for the levels of required investnent.

2:43: 58 PM
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REPRESENTATIVE P. WLSON, noting that the oil conpanies did not
have any reason to trust Al aska, asked how di scussion could nove
to co-investnent, instead of "see what we can each get."

MR. KEI THLEY, in response to Representative P. WIson, explained
that this was one of the reasons for the policy shift in Norway,
that co-investnent with the oil industry was the best way to get
governnment and industry aligned.

2:46: 06 PM

REPRESENTATI VE SEATON asked if the earlier w tnesses would be
avai |l abl e for questions.

CO- CHAIR FEI GE said that he woul d ask

REPRESENTATI VE SEATON suggested that it would be helpful for
comm ttee, instead of individual, discussions.

2:47:10 PM

J. PATRICK FOLEY, Manager, Land and External Affairs, Pioneer
Nat ural Resources Alaska, Inc., offered to share the thoughts
and suggestions from Pioneer for what affected and notivated its
busi ness, and how they made investnent decisions for the future
in Al aska. He said that he would have conmments and suggestions
specific to proposed HB 72.

MR. FOLEY presented an overview of Pioneer Natural Resources,
and stated that it had a $19 billion enterprise value, with 3500
enpl oyees, and a $3 billion capital budget with $2 billion of
cash flow for those operations, slide 4, "Pioneer Natural
Resources. " He declared that the conpany was a |eading
performer within its peer group, and initially had been a
partner with Arnstrong Ol and Gas, in 2002. He reported that
success in the first year led to the devel opnent of the Oooguruk

oil field. He shared that there were about 70 full tine
enpl oyees in Alaska, wth an additional 150 - 300 contract
workers in-state, and an annual payroll of $14 mllion. He

listed the contract conpanies that Pioneer wrked wth in
Al aska, reported that the capital budget for 2013 was about $180
mllion, and that current production was about 6,000 barrels per
day, with a projection of 40 percent growh in the next two
years.

2:50: 32 PM
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MR. FCLEY considered slide 5 "Pioneer Alaska Profile: Oooguruk,"
and relayed that the conpany had drilled 11 exploration wells
resulting in 1 commercial project, Oooguruk, and that Pioneer
was the operator, with 70 percent ownership. He offered that
their experience had shown that there was about a one in ten
success rate for drilling. He revealed that nore than $1
billion had been spent in devel opnent of Oooguruk, resulting in
production of 12 mllion barrels of oil, and credits of $270
mllion from the State of Alaska, equivalent to 7 percent of
total credits issues by the state. He declared the necessity to
preserve the credits, especially when nodifying the proposed
bill.

MR. FOLEY referenced the fiscal policy tinmeline on slide 5, and
pointed to the changes in the last 10 years. He said that,
under ELF, the expectation had been for a production tax rate of

zero percent. However, under Governor Mirkowski, PPT had been
i ntroduced, which was a short lived nodest inprovenent for the
oi | conpani es. Shortly after this, the tax rate increased and

progressivity was introduced under ACES, all of which made for a
wor sening fiscal nmetric for the oil conpanies. He decl ared the
need for stability and favorability with a tax program in order
to make investnent deci sions.

2:53:17 PM

MR. FOLEY indicated slide 7, "Wat's Next?" and explained that
the Nuna Project, an onshore drill site with offshore reserves,
was Pioneer's next devel opnent. This required extended reach
wells, and he pointed to the map on the slide, which outlined
the Pioneer | eases. He reported that a second well had just
been finished, and he touted the inmediate production success of
the first well, alnost 4,000 barrels of oil each day. He
reported that, a year later, the well was still producing 1500 -
1700 barrels each day. He informed that the cost to drill each
well was $50 mllion, as the reservoir was "tight rock,
|am nated, and requires very large fracture treatnent."” He
explained that the first well had caused a shift in business to
now drill long horizontal wells with large frac treatnents. He
noted that fracs were neasured by the volunme of sand that was
punped. He said that these were substantially bigger than any
in Alaska, although small in conparison to the super fracs in
t he Lower 48.

2:56: 07 PM
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MR. FOLEY offered his hope to take the Nuna Project to Pioneer's

i nvestment commttee and request approval for $1 billion to nove
"full speed ahead with devel opnent."” He reported that this
project had an oil accunulation of 50 mllion barrels, wth

proj ected peak production of 14,000 barrels each day. He opined
that these projects would not "be a needle nover for the State
of Al aska" and would not solve the financial problens, although
they would nmake a contri bution. The biggest contribution would
cone through jobs and the associ ated econom c i npact, he said.

MR. FOLEY noved to slide 7, "Conpetition For Alaska - An
| ndependent's View," and explained that this provided a
compari son for key i nvest ment deci si ons on Al aska' s

conpetitiveness with the Lower 48, which included resource
potential, geologic risk, and oil bias. He observed that things
had changed since Pioneer arrived in Alaska in 2002, as the
resource potential, specifically wwth shale, in the Lower 48 was
now at |east as attractive as Al aska. He pointed out that the
profitability report card was all weighted toward the Lower 48,
as projects had less risk, faster cycle tines, faster payback
and easier execution with greater operational flexibility. He
identified that Pioneer had an island devel opnent that would run
365 days a year, and that it could not be started and stopped,
which was in contrast to the Lower 48 projects which could react
nonthly to changes in the market environnment by noving drilling
rigs or adding people. He declared that the Lower 48 had a | ot
nore operational flexibility.

2:58:57 PM

MR. FOLEY provided slide 8, "Pioneer Conpetitive Resource
Qpportunities,” which conpared the various Pioneer shale oi
projects in Texas conpeting for investnent funding against
Al aska. He reported that these areas would drill nore than 300
wells, with a $2.5 billion budget for the 40 operating dril
rigs. He shared that there were 20,000 |ocations to be drill ed.
By conparison, there were about 6 wells drilled annually in
Al aska. He offered this, not as a criticism of Al aska, but in
the hope to craft better fiscal policy for nore attractive
i nvestments in Al aska.

3:00: 47 PM
MR. FOLEY reviewed slide 9, "2013E Capital Spending and Cash
Flow," and stated that Pioneer had a $3 billion capital budget

for 2013; although the majority would be spent in Texas, $190
mllion, about 7 percent of the total drilling capital, would be
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spent in Al aska. Describing the source of the capital budget,

he noted that $2 billion would be sourced from cash flow, and
about $600 mllion would cone from a joint venture wth
Sinochem an arm of the Chinese national oil conpany. The
remai nder, $400 mllion, would be raised from sales of conpany
st ock. He commented that, as Pioneer was an i ndependent
conpany, it was inportant for them to manage its debt, and even
a low interest loan would increase debt. For this reason,

capital credits were inportant to his conpany.

3:03: 05 PM

The House Resources Standing Commttee recessed until 5:30 p. m
5:31:49 PM

COCHAIR FEIGE called the House Resources Standing Conmttee
neeting back to order at 5:31 p.m Represent ati ves Hawker,
Johnson, O son, Seaton, P. WIson, and Feige were present at the
call back to order. Representatives Tarr, Tuck, and Saddl er
arrived as the neeting was in progress.

5:31: 58 PM

MR. FOLEY continued his presentation with slide 10, "SB 21/HB
72," and announced that the proposed bill had derived from the
Governor's four guiding principles for changes to tax policy:
to be fair, to stinulate new production, to be sinple and
bal anced, and to be conpetitive. He confirmed support for each
of these goals, although there were sone changes necessary in
the proposed bill to acconplish each of these goals.

MR. FOLEY established that it was necessary for the North Sl ope
oil producers to have a healthy industry with a tax policy that
noti vated investnent. He affirnmed that positive aspects of the
proposed bill included the elimnation of progressivity,
extension of the small producer credit, gross revenue excl usions
(GRE) for the fields outside the Ilegacy fields, and an
escalating loss carry forward. Some of the negative aspects
included the loss of capital credits and the lack of inclusion
of GRE for the |legacy fields.

5:34:55 PM

CO CHAIR FEIGE asked for a suggested change to the loss carry
forward credit.
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MR. FOLEY said the rest of his presentation will be explaining
the costs and advantages, although the upside does not match the
downsi de, at |least for a conpany like his.

5:35:49 PM

MR. FCLEY introduced slide 11, "Relative Rankings," and revi ewed
the conpanies in Al aska. He listed Exxon as a $400 billion

mar ket capital conpany, Shell, Chevron, and BP as $200 billion
conpanies, and finally Pioneer, a $19 billion market capital
conpany. He stated that the financials for private conpanies

were not public. He suggested that tax policy to help the state
nmove forward would incentivize all of the conpanies, not just
sonme, so that all the conpanies were flourishing and investing
in projects throughout Alaska. He reported that the devel opnent
fromfirst idea to first oil could be 7 - 10 years, as nodel ed
by the Oooguruk devel opnent. He offered his belief that new
production in Alaska during the next decade would nost |ikely
come from one these conpani es already in Al aska.

5:37:36 PM

MR. FOLEY addressed slide 12, "Wat is an Independent G| and
Gas Conpany?" He defined an independent conpany as a non-
integrated oil conpany, which focused on the exploration and the
production side of the industry, with no refining or marketing.
He stated that the 18,000 independent oil conmpanies in the US
canme in all sizes, drilled about 94 percent of all the oil and
natural gas wells, and accounted for 2.1 mllion jobs. He
acknow edged that independent conpanies had different financia
nmotivation, in so far as investors were rewarded for growh and
debt managenent, not for dividend or return. He referenced a
guote by Doug Smth, which stated that small conpanies were
i nportant because they spend noney, they offer jobs, and they
help with the econony.

5:39:24 PM

MR FOLEY furnished slide 13, "Eagle Ford Operators and
Conpani es,"” and explained that the core business for Pioneer
i ncluded heavy involvenent in Eagle Ford. He pointed to the

large list of conmpanies actively involved in Eagle Ford, noting
that some of them were al so doing business in Al aska. He asked
what could be done with the tax policy to encourage these
investors to cone to Alaska. He directed attention to the chart
on the right of slide 13, which graphed the required Capital
Expendi ture per barrel and Operating Cost per barrel, revealing
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that Al aska projects were nore expensive than projects in the
Lower 48. He reported that the Pioneer production costs in
Qooguruk would be about $15-$20 per barrel for ~capita
expendi tures and about $10-$20 for operating costs per barrel
He pointed out that, in Al aska, there was a l|lot of water per
barrel, which caused an increase in operating costs.

5:41: 07 PM

MR. FOLEY noved on to slide 14, "SB 21/HB 72: Econ One Initial
Project Evaluation,” which represented a conceptual project for
a $1 billion capital investrment for 50 mllion barrels of oil
The slide evaluated the project using ACES and proposed HB 72,
using commopn operating expenses, capital expenditures, and
rates. This conceptual project would be $115 nillion better off
using the new tax idea in proposed HB 72 rather than using ACES.
He said that it did not describe the opportunities presented for
Pi oneer.

5.:42:27 PM

MR. FOLEY detailed that slide 15, "Typical New Project Spend
Profile," depicted that sane project for a $1 billion capita
investnment for 50 mllion barrels of oil with a spending profile

that matched the various opportunities presented to Pioneer. He
explained that there was very substantial capital expenditure
for the first eight years, which was followed by the peak
production, and correspondi ng revenue. He conpared this to the
previous slide, which depicted capital expenditure for four
years, and then peak production, noting this difference for the
typi cal Pioneer projects. He confirmed that this information
had been shared with Econ One and PFC for their projections, and
that he wanted the opportunity to share this overview with the
commnttee to evaluate in connection with the proposed tax
changes.

5:44:13 PM

MR. FOLEY explained that slide 16, "New Entrant - Stand Al one
Project,” was a reevaluation of the project for a new entrant,
slide 17, "Current Small Producer,” was for a conpany simlar to
Pioneer with small base production, and slide 18, "Current Large
Producer with GRE," was for a nuch |arger conpany than Pioneer,
by a factor ten. He explained that the grey bars on the chart
showed the negative and positive cash flow on a discounted
basi s, under ACES. The red bars reflected proposed HB 72, and
that there was 20 percent nore negative investnment because there
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was not the benefit of credits. He stated that the upside was
for | esser tax.

5:45: 17 PM
CO- CHAI R SADDLER asked for clarification to the col or bars.

MR. FOLEY replied that the grey bar represented ACES, whereas
the red bar was the additional negative from the [|oss of
credits, and the green bar was the benefit of the |ower tax
rates. He explained that this was discounted at 12 percent, in
order to exactly match the earlier Econ One data on slide 14.
He di sclosed that the project for a new entrant was $92 million
worse off with the proposed bill, than under ACES, as the |oss
of credits far outweighed the benefit of the |lower tax rate.

5:46: 48 PM

MR. FOLEY noved on to slide 17, explaining that this prem se for
a current small producer was simlar to the base production of
Pi oneer Natural Resources. He observed that this project would
be $66 million worse off with the proposed bill than under ACES.
He explained that the current snmall producer had better results
than the new entrant because, although all the credits were
gone, the loss carry forward allowed the conmpany a |ower tax
rate. The current producer would have the benefit of paying a
| ower tax rate sooner than a new entrant, hence a greater val ue.

5:48:11 PM

MR. FOLEY, in response to Representative Seaton, clarified that
currently Pioneer did not pay tax, as it was a profit-based tax
and Pioneer had not yet nade a profit. He reported that Pioneer
had made investnents in Alaska since 2002, that every year
Pioneer was a net investor in the state, and that the conpany
had not yet generated a profit. He projected that, depending on
the price of oil and the future investnents, the conpany woul d
turn the corner, and pay a production tax, in a couple of years;
however, the Nuna Project could push it out several nore years.

5:49: 06 PM
REPRESENTATI VE SEATON asked to clarify that continued projects

woul d extend the net operating |oss, and that, under proposed HB
72, the net operating |oss would di sappear after ten years.
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MR. FCLEY, in response, acknow edged that continual investnent
woul d post pone the tax.

5:50:39 PM

REPRESENTATI VE  SEATON asked to clarify if this was a
di sincentive for project expansion, as it was still a net
operating loss with no tax due, yet proposed HB 72 allowed the
loss carry forward to disappear if not used against the taxes
within ten years.

MR. FOLEY replied that he would need "to think about that a
little bit."

5:51: 36 PM

CO CHAI R SADDLER asked to clarify if both ACES and SB 21 [HB 72]
were included in the grey bars.

MR. FOLEY suggested ignoring all the red and green bars, and to
only ook at the grey bars, which reflected the inpact of ACES.
He explained that the red bars, which increased the negative
costs as there was no longer a credit, and the green bars, which
i ncreased the positive cash flow as there was a |ower tax rate,
reflected the inpact of the proposed bill.

CO CHAIR FEIGE asked to clarify that the cash flow was to the
conpany, and not to the State of Al aska.

MR. FOLEY acknow edged that the cash flow was to Pioneer
5:52: 43 PM

MR. FOLEY noved on to slide 18, announcing that this was a
reeval uation of the project for a large producer, defined as ten
times the operating base costs of Pioneer. He declared that
there was not an attenpt to mmc a |egacy owner, but rather a
conpany that could enjoy that benefit of the loss carry forward
sooner. He reported that this producer would only be $13
mllion wrse off with the proposed bill than under ACES. He
enphasi zed that this was discounted at 12 percent, even though
Pi oneer projected a 10 percent discount. He acknow edged t hat
the higher rate increased the gap, overstating the difference
between the two regines, but explained that the Econ One
presentation had also used 12 percent so he was attenpting to
mai ntai n a consi stent comnpari son.
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5:54:12 PM

REPRESENTATI VE P. WLSON asked if Pioneer would be included as a
| ar ge producer.

MR. FOLEY replied that Pioneer would be considered a snall
pr oducer . He directed attention to slide 19, "New Field: ACES
vs. SB21/HB72 Summary,"” which was a conparison for each type of
pr oducer.

REPRESENTATIVE P. WLSON asked to clarify that the large
producers were ConocoPhillips Alaska, Inc., British Petroleum
and ot hers.

MR. FOLEY explained that those aforenentioned conpanies were
substantially bigger, and that the exanple was for a conpany
with daily production of about 40,000 barrels per day, ten tines
t he production of Pioneer.

REPRESENTATIVE P. WLSON asked if he was referring to the
producers listed on slide 11.

MR. FOLEY replied that slide 11 was just an attenpt to reflect

"the relative size of the current players.” He stated that his
point had been to have a tax policy that was attractive to all
the producers, as each was notivated by different things. He

defined the new entrants as conpanies with no base production,
and that it would take a long tine to realize any benefit for
the loss carry forward credit. The small|l producer was sinilar
to Pioneer. The |arge producer was a conpany ten tinmes the size
of Pi oneer. He sunmarized that the exact sane project placed
with different investors would have different financi al
out conmes, possibly unintended, under proposed HB 72.

5:57:23 PM

MR. FOLEY offered his belief that there were several conplicated
restrictions on how that loss carry forward bal ance escal ated,
and he listed that neither the first two years or the |ast year
were counted, and that there was not any unpaid tax from the

smal | producer credit. He <clarified that not all the
expenditures would grow at 15 percent, and it was truncated at
t he end. He concluded that the escalation of the loss carry

forward did not offset the value of the credits.

5:58:24 PM
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REPRESENTATI VE TUCK asked to conpare the presentation by Brad
Keithley for decline rates before the net present value, so no
di scount rate, wth the Pioneer estimate w thout the 12 percent
di scount.

MR. FOLEY, in response to Representative Tuck, said that the

result would be "very, very different." He explained that this
presentation work was done by Palantir, an econom cs eval uation
consul tant conpany. He reported that Palantir had built a
commercial nodel to exactly match both ACES and the proposed
bill. He declared that the tax structure was very conplicated

and not a sinple cash flow analysis, as it was a profit tax
based on the entire integrated business. He opined that ten

nmodel devel opers woul d each have a different result to this.

REPRESENTATI VE TUCK asked to clarify that it was necessary to
have a discounted rate to conpare the nodels.

MR.  FOLEY, in response, offered his belief that it was
absol utely necessary to look at it on a discounted basis.

6: 00: 45 PM

REPRESENTATI VE SEATON asked to clarify that slide 11 viewed the
conpanies by their capitalization size, whereas the other slides
recogni zed conpani es by production size.

MR. FOLEY expressed agreenent, noting that slide 19 had nothing
to do with the size of the conpany, but everything to do wth
the in-state investnment and the base tax rate.

6: 01: 39 PM
MR. FOLEY returned attention to slide 19, and expl ained that the

gap would be less if it nodeled at a 10 percent discount,
i nstead of 12 percent.

6:02: 11 PM

CO CHAI R SADDLER asked to clarify slide 16, that a new entrant
would lose $92 nillion nore under the proposed bill than under
ACES.

MR. FOLEY expressed agreenent. He clarified that this did not
describe every project in Alaska, just the projects in which
Pi oneer was invol ved.
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6: 03: 02 PM

MR. FOLEY provided slide 21, "Industry Spending on North Slope,"”

explaining that this was a five year snapshot of all the
expenditures eligible for credits, about $2 billion each year.
The red bars reflected that amount spent on facilities, the
green bars showed the anount spent on devel opnent drilling, and
t he orange bars showed the anount for exploration drilling. He

projected that, on average, about 42 percent of all the capita
expenditures was spent on facilities, with another 43 percent

spent on drilling developnent wells and 12 percent on
exploration wells. He declared that every devel opnent well had
resulted in new oil, and he opined that a lot of the facilities
capital was spent on new installations or to refurbish existing
facilities. He endorsed that every dollar spent helped the
state wth its production. He indicated that, although

exploration was a risky business, wthout it there would not be
any new oil production.

6: 05: 06 PM

MR. FOLEY declared that the tax rate in the proposed bill was
too high, and that the credits really mattered, as it mnimzed

the capital investnent. He encouraged that the tax rate be
| ower ed. He observed that, although the Pioneer projects would
not save Alaska, it was a contributor. He said that Pioneer
would bring jobs, and he referred to the nultiplier effect,
whereby every job in the oil field resulted in nine nore
indirect |jobs. Referring to slide 22, "Fostering New

Production: Wiy Credits Matter," he infornmed the conmttee that
credits helped wth investnment, as there would be nore wells
nore oil, nmore royalty, and nore throughput.

6: 07: 31 PM

MR. FOLEY concluded with slide 23, "HB 72 d osing Thoughts.” He
stated that the proposed bill had many favorable attributes,
including the elimnation of progressivity, and extension of the
smal | producer credit, but that the tax rate was too high. He
observed that the playing field would never be level with the
current players, because of the infrastructure, people, and
data, but that the small producer credit did help level that
playing field a little bit.

MR. FOLEY offered sone suggestions and he encouraged the

mai nt enance of a credit program even if it meant including sone
targeted investnments to encourage. He said that a credit for
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drilling new wells, or a credit for a new project with new
facilities, even for a limted tine, would encourage it. He
pointed out that the gross revenue exclusion did not apply to
the legacy fields, so there was not any stinulation or
notivation for additional investnent in those fields. He opined
that new production was necessary in both the existing and new
fields, as "there's a ton of additional oil resource" and it was
necessary to notivate the three big producers.

6: 09: 37 PM

REPRESENTATI VE TUCK relayed that the bar needed to be at a
conpetitive level, in order for investnent to occur, and that
the existing fields had the quickest potential for putting nore
oil into the pipeline. He asked if bringing tax credits closer
to the well head woul d enabl e nore investnent.

MR. FOLEY, in response, replied the guiding principles of the
governor's bill were to incent new oil production, and that
could be acconplished by giving credits for drilling wells, and
devel oping existing facilities. He encouraged a system that was
fair and bal anced for all the diverse investors.

6:11: 22 PM

REPRESENTATI VE SEATON relayed that the elimnation of the
capital credits was due to an upcom ng payout of alnost $1

billion. He asked if the relationship of the percentages in
i nvestnments between facilities, developnmental well drilling, and
exploratory well drilling was remaining steady.

MR. FOLEY replied that he was not an expert, and nerely revi ewed
this as data produced by the Departnent of Revenue (DOR). He
opined that this data could be used for future projections,
though he had difficulty believing the capital expenditures
would increase from $2 billion to $5 billion in the next few
years. He applauded the possibility for a doubling of
i nvestnment, which would lead to a greater production, and that
was exactly what the state should be notivating.

6:13:40 PM
REPRESENTATI VE SEATON expressed his agreenment, except that it
was necessary to balance the reduction in revenue from the

elimnation of progressivity. He listed the aforenentioned
problenms cited by M. Foley that would not stinulate new
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investnent, as new investors would be wirse off wth the
proposed bill than w th ACES.

MR. FOLEY commented that the information he had presented was
just sharing the oil world view through his eyes. He stressed
that the credits were very inportant to his conpany. He pointed
out that the legislature was the policy meker and that the
i ndustry would respond to whatever policy was approved; however,
if the intent was to incent new oil wells, then design a program
that rewarded the behaviors to produce new wells.

6: 15: 44 PM

REPRESENTATI VE SEATON asked whet her he was projecting that there
would be a greater nmargin than $30 per barrel, as a snal
pr oducer. He opined that Pioneer would not be paying any

progressivity in the near future on any of the expansions.

MR. FOLEY replied that Representative Seaton had hit a Kkey
poi nt . He declared that paying a |lot of taxes was desirable in
a profit based system He explained that the system encouraged
i nvestment, because, as a harvester w thout capital investnents,
there would be the difficulty of high taxes and high
progressivity. He pointed out that the snmaller projects were
just not that profitable. Wth the profit based tax, and
wi t hout progressivity on a new snmall marginal project, there was
a focus on the credit rather than the reduction in the tax rate.

REPRESENTATI VE SEATON declared that he better understood the
posi tion.

6:18: 46 PM

CO- CHAIR FEIGE offered his belief that the conmttee understood
what M. Foley was saying about the legacy fields, that there

was a lot of oil to still be gained. He recognized that the
gross revenue exclusion for the new projects nay not be as
achievable in the |egacy fields. He stated that an incentive
needed to be tied to new production, and it was necessary to
define "new oil," which was nore difficult to define in a |egacy
field. He asked if there was a nethodology to identify or
define the percentage of newoil in a legacy field.

MR. FOLEY replied that he was not the right person to coment on
this; however, he stated that new opportunities and projects
existed on the North Slope, and it seened |ike the sane rule
shoul d apply everywhere, as it was all new oil.
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6: 20: 46 PM

REPRESENTATI VE SEATON conmented that the gross revenue excl usion
(GRE) for a specific developnment was a "big reduction in tax
rate,” and, depending on the expenditures and as it cane off the
top, could have a big effect on profitability. He asked to
clarify that the GRE for proposed specific dates and specific
units was "the admnistration ... sitting there trying to pick
winners and |osers.” He offered his belief that not all
projects were considered the sanme based on their econom cs, but
i nstead, whether they fit into a wi ndow created for a certain
producti on. He asked if M. Foley saw that same issue for who
woul d receive a GRE

MR. FCLEY responded that the current proposal rewarded different
pl ayers differently. Al t hough he was unsure whether it picked
wi nners and |osers, he declared that it depended "who you are
and where you are," whether inside or outside a |egacy field,

current tax payer or not. He stated that everyone should be
treated the sane. He expressed his agreenment that the GRE had
the effect of lowering the tax rate. He endorsed the need to

grow the pie by creating a fiscal environnent which encouraged
incentive and resulted in new oil production. He affirmed that
a lower tax rate would create a bigger tax base.

6:23: 50 PM
REPRESENTATI VE SEATON expressed his understanding for the

inplications of the tax rate, though he considered that the CRE
was very conplex as it changed trenmendously depending on the

base economcs of the project. He explained that taking
something off the top related differently depending on the
econom cs of the project. He suggested visiting the tax rate

rather than the GRE, which had nultiple facets dependent on the
econom cs of each project.

MR. FOLEY expressed his agreenment that this was conplex. As it
was a profit-based tax, the elimnation of sonme things through
GRE in the calculation of profit resulted in |ower taxes. He
declared the need to keep it sinple by lowering the tax rate,
changing progressivity, and creating credits for the encouraged
i nvest ment s.

6: 25: 38 PM
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REPRESENTATI VE JOHNSON asked if Pioneer would be in Al aska,
knowi ng what they know today.

MR. FOLEY responded that, when Pioneer cane to Al aska in 2002

it had a very strict need for an oil project, and that Al aska
was a perfect strategic fit. Since then, Pi oneer's
opportunities in Texas had expl oded and he declared "w thout any
regard for the tax system would we be here today? | don't
know. " He noted that Pioneer canme to Al aska under the ELF tax
system of zero tax, which then becane a 20 percent profit tax
which was better because of the <credits and the timng.
However, as the tax rate went up, it got worse and worse. He
confirmed that costs were higher in Al aska, and that the fisca

envi ronment was not as attractive.

6: 27: 04 PM

REPRESENTATI VE JOHNSON asked whether he considered ACES to be a
success.

MR. FOLEY respectfully declined to conment.
6:27: 38 PM

REPRESENTATI VE TUCK asked if Pioneer had been able to use the
transitional investnent credit and the royalty relief during the
changes in tax systens.

MR. FOLEY said that Pioneer did have investnents when PPT
originally cane into play, and, although they were entitled to
the credits which expired by a certain date, Pioneer was not yet
tax positive and had not used the credits. He opined that
Pi oneer woul d not see any benefit fromthose tax credits.

6: 28: 50 PM
REPRESENTATI VE TUCK directed attention to the graphs for

proposed HB 72, and asked if a transitional credit would enhance
t he proposed bill.

MR. FOLEY said that Nuna was the only project on the horizon for
Pi oneer, and that nost of the expenditure would be during 2013 -
2016. He affirmed that capital credits would not rmake any
difference to Pioneer, unless they invested in another project.

6:29: 58 PM
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REPRESENTATI VE TARR surmised that this reflected investnents
currently made wunder ACES, and influenced by the capital
credits.

MR. FOLEY replied that it was necessary to look at the whole
system He agreed that the credits, under ACES, were very
attractive, but that the tax rate was very high. However,
Pioneer did not yet have a profit, and therefore was not yet a
taxpayer. He disclosed that currently they were nost focused on
the credits; however, in the future, the tax rate would be nore
i mportant.

REPRESENTATI VE TARR referred to an earlier presentation which
indicated that tax credits were not influential 1in decision
maki ng, as bottom line cash flow was the nost inportant. She
asked if that was not as true for a small producer.

MR. FOLEY observed that there were two really inportant points:
the credits were inportant for Pioneer's project economcs as
they reduced the capital expenditure and increased efficiency on

the investnent, the discounted return on investnent (DRl). The
credits reduced the necessary capital, and allowed funding for
ot her opportunities. These credits allowed Pioneer to do 20

percent nore than w thout.

6: 32: 12 PM

CO-CHAIR FEIGE encouraged M. Foley to provide additiona
witten testinmony and suggestions for inprovenent to the
proposed bill.

6:33: 11 PM

KARA  MORI ARTY, Executive Director, Alaska Gl and Gas
Association (AOGA), declared that AOGA was the professional
trade association for the industry, and that the 15 nenber
conpani es accounted for the majority of oil and gas in Al aska.
She declared that her comments had been unani nobusly approved by
the nmenber conpanies, and she paraphrased from the follow ng
witten statement:

The greatest and nost urgent challenge facing Al aska
today is the decline of oil production fromthe North
Sl ope. And the greatest, npbst urgent issue facing this
Legislature is how you wll address this problem
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For soneone who is happy and content to see Al aska
continue along the path it is headed on, the answer to
this question is - do nothing;, |eave the present tax
syst em al one.

But nost Alaskans would disagree that this is the
future they want. They hope for a robust industry on
the North Slope beyond their own lifetinmes. They want
their children and grandchildren to have the benefits
from the oil i ndustry that this generation of
Al askans, and the one before, have enjoyed. They want
the good jobs that the industry offers to continue,
and they want industry to continue to support the
education and skills training that are needed to
qualify for mnmany of those jobs. They want their
friends and neighbors who work for the industry to
stay here. They want all the volunteer community
services to continue that industry enployees perform
and that conpanies thenselves do directly. The want
the activity and growh in the Al askan econony that
i ndustry stinulates to continue. And, of course, they
like the fact that industry pays for a great majority
of the costs of governnent and hope that this, too
wi |l continue.

The role of AOCGA, and of individual conpanies doing
busi ness here, is not to tell Al aska how nuch it ought
to collect from oil and gas, nor should that be our
role. Rather, we should tell you about how Al aska's
tax reginme is affecting our businesses, about the
parts of the present tax laws that are not working as
i ntended, and about ways to inprove the tax structure
to get nore of the intended results. Wth that
know edge, you can then nmake sound, informed decisions
about how nmuch tax to collect, how to collect that
amount, and when to collect it.

For several years there has been a red herring in the
public discussion about oil taxes. This is the notion
that any change in tax structure that reduces tax
revenues below the projections in the Revenue Sources

Book is a "giveaway." This reflects an assunption
that those forecasted oil and gas taxes are sonehow a
"given" - sonething like noney already in the bank,

and all the State Treasury needs to do is wait for it
to be deposited into the State's account. The fact,
however, is that industry has to spend roughly $2
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billion dollars each year just to slow the production
decline fromwhat it would naturally be, in order even
to approach the |evel of production published in the
Revenue Sources Book. And just like any other
investnment industry nmakes here, these production-
sustaining investnents have to beat the conpetition
el sewhere for those investnment dollars: they are both
not a "given."

Wr se, the "tax giveaway" argunent assunmes the
production in the Revenue Sources Book is all that
will be produced. These critics factor in nothing for
any additional production and revenue resulting froma
tax reduction. Instead it |ooks only at the downside
and ignores the upside. The upside, though, is real

If a tax reduction nakes investnments here nore

conpetitive, conpanies Wl want to nmake nore
investnments here for that upside. And they will do so
even though they, |ike the State, lack the gift of
prophecy and cannot know beforehand exactly what the
upside wll turn out to be for any particular
i nvest nment .

As you consider solutions to the nonentous chall enge
that production decline creates, it wll be wse and
useful to identify the principles you want the tax
system to earn, and the specific goals you want it to
achieve. AOGA believes CGovernor Parnell's four "core
princi ples" offer an excellent cornerstone for this:

"First, tax reformnust be fair to Al askans.™
"Second, it nust encourage new production.

"Third, it nust be sinple, so that it restores bal ance
to the system™
"Fourth, it nust be durable for the long term"

W believe a fifth such principle wll be prudent as
wel |, because the challenge facing Alaska is not that
there are too many conpanies pursuing opportunities
they see here, but that there are too few Al aska
should therefore avoid tax changes that artificially
create "wi nners" and "losers."

Wth respect to House Bill 72, there are four nmjor
features in it that we wish to address, and the Bill
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omts several others that we would like to draw your
attention to. The major features in the Bill are the
elimnation of progressivity, changes to the present
system of tax credits, a "gross revenue exclusion" for
certain new production, and the timng for these
changes to occur. Here are our thoughts on them

1. Repeal of Progressivity. AOGA endorses the
elimnation of progressivity. First, progressivity
directly attacks and destroys one of the few strategic
advant ages that Al aska has, which lies in its economc
renoteness. It costs $9.42 on average to ship a barre

of oil from the North Slope to the Wst Coast,
according to the Fall 2012 Revenue Sources Book,
Appendi x D- 1b. This neans Alaska starts off with a
di sadvantage of $9.42 a  barrel agai nst  CQutside
conpetition, so other parts of an Al askan investnent
must be pretty strong in order to overcone this
di sadvantage. Ot herwi se they won't be nmade.

If oil prices turn out to be higher than what they
were projected to be in the investnent analysis,
nearly 100 percent of each extra dollar in price flows
directly into the Goss Value at the Point of
production (GVPP) and then, after royalties and taxes,
flows straight into the investor's bottom line. This

in turn, inproves the economc perfornmance of an
Al askan investnent relative to an equally conpetitive
one Qutside, because the Al askan baseline was $9.42-a-
barrel lower and an additional dollar in price is a
| arger percentage of that Dbaseline than for the
percentage for the Qutside investnent. This can be
particularly significant for potential investors who
are bullish on oil prices.

Currently, progressivity in conjunction with a 25
percent base tax will take half of each dollar from
hi gher prices when the Wst Coast price is $132.38
(using the Fall 2012 Source Book nunbers) -a price
that has already been seen, although sonmewhat higher
than today's. So, even for investors who are bullish
on oil prices, progressivity destroys half of the one
strategi c advantage that Al aska's econonic renoteness
provides. And the nore bullish they are, the nore this

advantage i s undone because they will see higher rates
for progressivity at those prices in their investnent
anal ysi s.
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Second, progressivity brings extraordinary conplexity
to the tax, not only in calculating what the tax is,
but also in analyzing what the anmount of the
progressivity is for any particular item that affects
a taxpayer's Production Tax Value (PTV). Thi s
conpl exity exi sts because t he t ax rate for
progressivity depends on the taxpayer's PTV per
barrel, and then the resulting rate is applied to the
very sane PTV that set the rate. This circularity in
the tax calculation leads to bizarre effects. For
instance, sinply the fact that oil prices fluctuate
during a year instead of renmmining perfectly flat
increases the tax even though the average of the
fluctuating prices is the sanme as the flat price - and
the greater the fluctuation, the greater the tax from
progressivity becones. There is no objective economc
or financial reason for the tax to go up; instead,
this occurs entirely Dbecause the progressivity
calculation is circular.

2. Tax Credits

In general, tax credits, whether they be for drilling
a well, building a facility to gather new oil or the
pipe to build a flowine, represent a direct reduction
in the anpbunt that a potential investor puts at risk
by spending noney on the equipnment and facilities. It
is inportant to reinforce that there is no tax credit

l[iability for the State at all wuntil an investor
invests here. So it costs nothing to offer the credit
until the investnment is nade here, and at that point

the tax credit has already succeeded in what it is
supposed to do - nanely to attract investnent dollars
her e.

A. Repeal of the Qualified Capital Expenditure ("QCE")
Tax Credit.

Even while the elimnation of progressivity would
inmprove the conpetitiveness of Alaskan investnents
from the present ACES tax, the elimnation of the QCE
Credit would claw back a big chunk of that noney and
undo a significant part of t hat conpetitive
i nprovenent. This is because the benefit of the QCE
Credit depends only on how nuch is invested here,
while the benefit from ending progressivity depends on
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the price of oil relative to a producer's |ease
expenditures. For every producer, there is a price
below which the lost QCE Cedit wuld start to
outweigh the benefit from the end of progressivity,
and exactly where that crossover comes woul d depend on
factors that are specific to each individual producer,
such as how nuch oil it produces, where it sells the
oil, its costs to deliver it there, and its |ease
expendi t ur es.

ACGA fears the repeal of the QCE Credit is likely to
create "winners" and "losers" artificially anong
producers, and we see no sound t ax policy
justification for doing so.

B. Smal | -Producer and Exploration Credits. ACGA
endorses the proposal in HB 72 to extend the small-
producer tax «credit under AS 43.55.024 from the
present sunset dates at the start or mddle of 2016 to
2022 and encourages the sanme extension the exploration
tax credits under AS 43.55.025. The State had sound
policy reasons for creating these tax credits, and
those reasons are just as valid today as they were
t hen.

The purpose of the small-producer tax credit was to
attract new players to Al aska who m ght otherw se have
been deterred from comng here by its renoteness,
northern climate, and the resulting challenges of
hi gher -t han- average costs and expenses. The success of
the credit in doing this is a fact that cannot be
deni ed. AOGA sees this success in its own nenbership
and in other conpanies that have cone here and are
active. The inportance of having a healthy contingent
of smaller producers comes fromthe facts, first, that
they often have a different perspective about the
opportunities around them and second, that no conpany
or group of conpanies can have a nonopoly on good
i deas and innovation. For both reasons, the continuing
and increasing presence of these snaller producers
strengthens and inproves the Al askan petrol eum
i ndustry. We know from testinony that the small
producer tax credit has nmade a material difference in
i ndi vidual conpanies' decisions to do business and
i nvest in Al aska.
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The purpose and justification for the exploration tax
credits wunder AS 43.55.025 are equally plain and
clear. Huge geographical swaths of this state remain
unexplored for oil and gas, or have been explored in
little nore than a rudinmentary way. |f exploration is
to occur in a tinely fashion so any resulting
production can be transported through existing
infrastructure, the exploration tax credits are a
direct way of bringing that exploration about and
these type of credits should be extended as well. Just
as wth the QCE credits for capital investnents, there
is no exploration tax credit w thout real nobney having
first been spent on exploration work that qualifies
for these tax credits.

C. Limting the transferability of "carried-forward
annual loss" tax credits. W have some reservation
about the proposal in HB 72 to bar alnobst conpletely
the transferability of the current "carried-forward
annual |oss" tax credits under AS 43.55.023(b). These
credits arise every year for any active explorer until
it finds sonething and finally has production that has
a tax to apply the «credit against. At present
explorers can only realize imrediate benefit from
these credits by selling them to other taxpayers or
cashing them in at the state Gl and Gas Tax Credit
Fund established in AS 43.55. 028.

Such sales and cash-ins would stop for North Slope
expl orers under the Bill, who instead would be able to
hold the credit for up to 10 years for possible use
against tax on their own production, assum ng they
find something to produce. During this |0-year shelf-
life the unused credits would increase at an annual
rate of 15 percent, conpounded annually. The sane
would apply for a North Slope producer with a year
resulting in a "carried-forward annual |oss."

The Bill's only exception to this ban would be for a
transfer made in conjunction with a sale or other
transfer of an "operating right, operating interest,
or working interest"” in a |lease or property the person
acquiring that i nt erest could also acquire a
proportionate share of the |ease-or-property's accrua
| oss credits arising before that transaction.
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To prevent taxpayers from deliberately hoarding these
credits instead of using them in order to get the 15
percent annual increase, the Bill would deny the |5
percent increase for each year when they could use
their credits but don't. W believe this would be an
effective deterrent against abuse that m ght otherw se

occur.
In general, if sales and transfers of these annual-
loss tax credits are to be limted at all, then the

[imtations proposed in HB 72 would be a reasonable
way to do it. Qur nmjor concern of the proposal is
that the 10O year shelf-life for using a credit is
unrealistically short. If all the stars, planets and
constellations are in just the right alignnment, it
mght be possible for an explorer to go from
exploration and discovery to production in just |0
years. But that is not the norm - particularly on the
North Slope, where the limtation on transferability
woul d apply. W think 15 years would be nore in |ine
wi th actual experience.

The geographical limtations on where the tax credits
must arise in order still to be freely sold or
transferred may have unintended consequences, but
because of confidentiality considerations, they are
not appropriate matters to be discussed within a trade
association like AOGA. W nust therefore |eave this
for individual conpanies to address if there is a
pr obl em

O course, without the |5 percent annual increase in
the wunused credits, AOGA would oppose the ban on

transferability because it woul d destroy t he
incentives which the credit is supposed to provide to
expl orers.

3. G oss Revenue Excl usion. This is the nost

i nnovative feature in HB 72, and our nmjor substantive
concern is that it is too narrowy focused.

The G oss Revenue Excl usi on (GRE) woul d, in
calculating the taxable Production Tax Value, exclude
20 percent of the Goss Value at the Point of
Production of what we'll call "non-legacy" production.
Bill Section 24 calls it production "from a |ease or
property that does not contain land that was within a
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unit on January |, 2003[,]" or if it does have |and
that was in a unit before 2003, "the oil or gas is
produced from a participating area established

after... 2011 [that] does not contain a reservoir that
had previ ously been in a partici pating area
established before ... 2012."

VWhat this neans is, the fields that are likely to |ose
out on getting any GRE under HB 72 are Prudhoe Bay,
Kuparuk, Lisburne, Mlne Point, Endicott, N akuk

Point Mcintyre, and Al pine; as well as the Prudhoe Bay
satellite fields Aurora, Borealis, Mdnight Sun, North
Prudhoe Bay, Oion and Polaris and the Kuparuk
satellites Meltwater, NEWS, Tabasco, Tam and West Sak.

Econ One Research, Inc. nade a presentation to this
commttee just last Wdnesday entitled Analysis of
Al aska Tax System North Slope Investnent and The
Adm nistration's Proposal, HB 72. In Slide 6 of that

presentation Econ One showed oil and gas resources
described as "Economically Recoverable @ $90/bbl"
totaling 29.1 billion barrels of oil and barrel-

equi valents of gas. O this total, the slide shows
that 10.4 billion are in ANWR and the National
Petrol eum Reserve-Al aska, another 9.9 billion in the
Chukchi Sea Quter Continental Shelf 5.8 billion in the
Beaufort Sea OCS, and 3 billion in the central North

Sl ope where all the producing fields are that | just
nanmed.

To us, the slide shows that nore than half - 54
percent - of this 29.1 billion-barrel resource lies in

the federal OCS, outside Alaska's sea-ward boundary
and beyond its jurisdiction to tax. Current federal
| aw does not provide for any OCS revenue-sharing wth
Al aska, and even though Alaska's Congressional
Del egation is trying to change that, for now the only
direct revenues that the State stands to see from OCS
production are property taxes on the in-state portion
of a pipeline linking the OCS fields to TAPS, and an
increase in North Slope well head val ues resulting from
t he greater TAPS throughput.

Anot her 34 percent of the resource is in ANVR - which,
again, we hope the Delegation will be able to open up
al though even Ted Stevens was unable to achieve it
despite four decades of dedicated effort. Another 1.7
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percent is in NPRA which - if the Interior Departnent
gets its way - will have its best prospective acreage
turned into a bird sanctuary despite being a
" Pet rol eum Reserve"

So, of the 29.1 billion barrels of potential reserves
identified by Econ One, only the 3 billion in the
central North Slope has any potential to contribute
significantly to Alaska's economc well-being in the
near and md-term future. In other words, of the 29.1

billion barrel resources, only a tenth of it is within
the State's power to do anything about. And of this 3
billion barrels, 2.5 billion or nore stands to cone

from Prudhoe Bay, Kuparuk and other |egacy fields

already in production. The Governor's second "core
principle” for tax legislation is that "it nust

encourage new production.™ But, in order to get

results from such encouragenent, the tax |egislation
must reflect the opportunities that Al aska has for

getting results. Mybe the present Goss Revenue
Exclusion in HB 72 can get results, in sonme small way.

But in ternms of what it attenpts to "encourage," it

| eaves out at least 80 - 90 percent of the 3 billion-

barrel opportunity in the central North Slope that

Econ One has identified as "Econom cally Recoverable @
$90/bbl[.]"

ACGA is continuing to search for ways to adapt the
Gross Revenue Exclusion to include legacy fields in a
way that m ght be acceptable to the Admnistration and
the Legislature. It may turn out, however, that a
di fferent approach may be necessary to "encourage new
production” in | egacy fields.

For now, though, all we can say is, not enough is
being done in HB 72 to inprove the economc
conpetitiveness of legacy fields, and for the com ng

decade or so these legacy fields will be the "trunk”
that supports all the rest of the North Slope "tree."
Until there is significant production from the Arctic

OCS, the tree cannot survive very long wthout the
trunk production to keep per-barrel transportation
costs down and necessary infrastructure in place. It
woul d be a m stake to let that trunk wther
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4. |ssues that HB 72 does not address. There are
several significant problens in the present ACES tax
that are not addressed in HB 72.

A Mninum tax for North Slope production. AS
43.55.011(f) sets a mnimum tax that 1is targeted
solely against North Slope production. That tax is
based on the gross value of that production instead of
the regular tax based on "net" Production Tax Val ue

The rationale for adopting it was to protect the State
agai nst | ow petrol eumrevenues when prices are | ow.

The mnimum tax only conplicates potenti al new
i nvestors' analyses of what their tax would be if they
i nvest her e i nst ead of somepl ace el se, and
consequently it has, if anything, driven investnents
away. AS 43.55.011(f) should be repeal ed.

B. Statute of limtations & statutory interest. Here
we have two concerns that are interrelated, but not in
an i medi at el y obvi ous way.

The statute of I|imtations under AS 43.55.075(a) is
six years from the date when the tax return was filed
for the tax being audited, while the limtations
period for other taxes under AS 43.05.260(a) is three
years from the filing date of the tax return. Under
both statutes, the period nay be extended by nutual
consent of the taxpayer and the Departnent of Revenue
( DOR) .

The statutory rate of interest under AS 43.05.225(1)
for tax underpaynents is "five percentage points above
the annual rate charged nenber banks for advances by
the I2th Federal Reserve District as of the first day
of that cal endar quarter, or at the annual rate of 11
percent, whichever is greater, conpounded quarterly as
of the last day of that quarter[.]" Currently the
Federal Reserve rate is very low, so 11 percent APR is
t he applicable rate.

Taxpayers are required under AS 43.55.020(a)(l)-(3) to
make nonthly estinmated tax paynents for each cal endar
nmonth's taxable production during a year, but the
final tax anount for the entire year is reported on
March 31 of the follow ng year under AS 43.55.030(a).
And AS 43.55.020(a)(4) requires any additional tax to
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be paid at that tine. The statutory interest under AS
43. 05.225(1) starts to accrue on any underpaynent from
that March 3| true-up date.

In practical terns, what these various statutes all
mean is this.

For each dollar of underpaid tax that the Departnent

of Revenue mmy claim after an audit, statutory
interest on that dollar at the end of three years
woul d be -

$1.00 x [(I +0.11/4)(4 conpoundings per year tines 3
years) - 1] = $1.00 x 1.38478 - 1] = $0. 38.

After six years the statutory interest on the dollar
woul d be -

$1 00 x [(I + 0.11/4)(4 conmpoundi ngs per year tines 6
years) - |I] = $1.00 x [1.91763 - 1] = - $0.92.

Thus, for each dollar of uncertainty there is in what
the taxpayer reports on its March 31st true-up for a
given year, there is about 38 cents of additional
uncertainty due to statutory interest under a three-
year statute of limtations, but 92 cents under a six-
year statute.

It is the conmbination of a six-year statute of
[imtations plus a mninmum statutory interest rate of
11 percent APR that is so harnful for a taxpayer and
any woul d-be investor. Each dollar of uncertainty in
the amount of tax will nearly be doubled by statutory
interest after six years.

When we speak about uncertainty and audit assessnents
six years after the filing of tax returns, many people
will think the oil conpanies could calculate their
correct tax liability under the ACES tax if they
wanted to. Frankly, so did | before | got this job. So
let us take a few nonments to illustrate why this is
not the case.

As anmended by  ACES, AS  43.55.150 (capti oned
"Determnation of gross value at the point of
production"”) says the Goss Value at the Point of
Production (GVPP) "is calculated using the actual
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costs of transportation® from the field to narket

unless the "shipper... is affiliated wth the
transportation carrier[,]" or the "contract for the
transportation ... is not a[t] armis length[,]" or the
"method or terns of [the] transportation ... are not
reasonabl e in Vi ew of exi sting alternative
transportation options.” "If the departnment finds
that" any of these situations exists, then the GVPP
"is calculated using the actual costs ... or the

reasonabl e costs of [t he] transportation Ce
whi chever is | ower.™

The imredi ate questions about the statute are - How
does the Departnent of Revenue get the information to
make such a finding? What is the procedure for naking
them is there a hearing, an investigation or what?
How does a taxpayer ascertain what the Departnent has
f ound?

5 AAC 55.193 is the regulation with an inportant part
of the Departnment's answers to these questions. Before
getting to those answers, we note that subsection (a)
seens to disregard the statutory distinction between
"actual" and reasonable"” costs, by declaring that
"Costs of transportation are the ordinary and
necessary costs incurred to transport the oil or gas"
- which could get to the sane result as the statutory
terms, but not necessarily.

Subsection (e) of the regulation starts answering our

gquestions. It says "a tariff rate ... adjudicated as
just and reasonable by the Regulatory Conm ssion of
Alaska ... establishes the reasonable costs of the

pi peline transportation[.]" So, suppose there has been
full -blown tariff di spute before the Regulatory
Comm ssion of Alaska, and the RCA has "adjudicated [a
tariff as just and reasonable[.]" And suppose also
that a producer ships its oil through its pipeline-
conpany affiliate and pays that RCA-approved tariff.
s this "reasonabl e" cost under (e) of the regulation
the sane as the "ordinary and necessary"” cost for it
for purposes of subsection (a)? Apparently so, but the
inconsistent terns in the two subsections prevent this
from being conpletely clear. Mor eover, i f t he
transportation occurs "later than five years after the
end of the test period on which the tariff rate is
based[,]" then even subsection (e) says the tariff
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ceases to "establish [the] reasonable costs" for the
transportation. But it doesn't say what the right
tariff is after those five years are up, or even how
to find out or calculate what it is. It is utterly
silent.

The very next sentence in subsection (e) after the one

speaki ng about that five-year period starts, "If a
conplaint challenging [a] tariff rate has been filed
with [the RCA] and accepted for investigation®™ - this

is not a situation involving an already "adjudicated"
tariff, but one that deals with a new tariff that has
been filed for RCA' s approval, which is then
chal l enged. Here, too, the tariff on file is not
allowed as the transportation cost under (e) of the
regul ation. Instead, the cost that is allowed is "103
percent of the costs of transportation calcul ated by
the departnment wusing the nethodology under 15 AAC
55.197, for the period [while the conplaint is being
heard and adjudicated by the RCA. ]" Note that it is
t he Departnent of Revenue, not the taxpayer that nakes
the calculation under |5 AAC 55.197. It is inpossible
for the taxpayer to know beforehand what t he
Department's calculation will turn out to be.

Now it is true that 15 AAC 197(m says a taxpayer may
each year "request in witing the departnent's
determnation of the applicable after-tax rate of
return under (f) of this section [and t]he departnent
will provide the departnent's determnation to the
producer no later than the later of July 1 of the
cal endar year or 90 days after the departnent receives
the producer's request."” But the "after-tax rate of
return" that the Departnent promses to provide 1is
only one of the parameters in the cost-based tariff
cal cul ation under 15 AAC 55.197. The taxpayer is left
on its own to find the correct nunbers for the other
paranmeters. Mre inportantly, subsection (n) applies
only to "a producer [that] expects to produce oil or
gas the actual costs of transportation of which are

required by 15 AAC 55.193(b)(6)[.]" Section -
193(b)(6) applies only to "transportation of oil or
gas by a non-regulated pipeline facility ... that is
owned or effectively owed ... by the producer of

th[e] oil or gas[.]"In the situation |'m describing,
it is a regulated pipeline, not an unregul ated one, so
this promse in 197(n) does not apply.
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W find nothing else in the calcul ation-nethodol ogy
regulation, 15 AAC 55.197, nor in | 5 AAC 55.193(e),
the transportation-cost regulation, that commts the
Departnment to nake the cost-based tariff calculation
called for in 193(e) and inform the producer of that
result before the producer has to report and pay
estimated tax each nonth, or before it makes its
annual true-up on March 31st of the follow ng year.
The only deadline for informng the producer of the
Departnment's calculated tariff is the six years under
the statute of |imtations.

And the same or very simlar unknowable answers -
including tariff calculations by the Departnment under
15 AAC 55.197 - arise under 15 AAC 55.193 regarding
tariffs for new transportation facilities that are
just being placed in service, and under -193(g) - (h)
regarding tariffs set under a settlenent agreenent to
which the State of Alaska is a party.

And just to prevent any m sunderstanding, although |
have been testifying about pr oceedi ngs and
adj udi cations by the RCA, these regulations also apply
to proceedings and adjudications by sone "other
regul atory agency" - which would include FERC.

There is a built-in wuncertainty created by these
regul ations, and others that is beyond a taxpayer's
allowed authority to answer and beyond its ability to
know before the Departnent gives the answer. And to
see a "Technicolor"” version where essential elenents
of the tax calculation are being reserved for the
Departnent to "determine" in its discretion with no
specific deadline, one should look at all the crucial
"determ nations” in 15 AAC 55.173 ("Prevailing value
for gas") that are reserved for the Departnent to make
regarding the valuation of natural gas that would be
transported to markets outside Al aska.

W are not asking for a statutory fix to the
regul ations. But we are asking that, if the Departnent
chooses to defer making calculations and simlar
determ nations that are necessary in order even to be
able to calculate the correct anpbunt of tax at all

then the doubling-up of that uncertainty through
statutory interest should be |essened - either by
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short eni ng t he peri od for maki ng t hose
"determ nations” from six years back to the wusual
three, or by elimnating the 11 percent m ninum
interest rate on the statutory interest rate, or both.

C. Joint-interest billings. Qur concern about joint-
interest billings is also primarily a problem caused
by the approach the Departnment has chosen to take with
its tax regulations. Instead of starting with the
joint-interest billings that participants in a unit or
other joint operation receive from the operator, the
regul ations reflect an assunption that each non-
operating participant has information, in addition to
the operator's billings to them that allows them to
determ ne which expenditures are deductible as all owed
"l ease expenditures"” under AS 43.55.165 and which are
not. This assunption is wholly unrealistic. And even
if there were sone nerit to it, the regulations opt to
audit each participant separately regarding that
participant's interpretation of which expenditures are
deducti ble and which are not, instead of auditing the
system of accounts used by the operator and telling
all participants which cost itenms in that accounting
system are deductible and which are not. 1In other
words, instead of one audit of the expenses by a joint
venture for any given period, the Departnent audits
each participant separately for its respective share
of the same pool of expenses.

Again, we are not asking for legislation to put the
Departnent's regulations on a different track. But
there are sone in the Departnent who believe that the
repeal by the 2007 ACES | egislation of AS 43.55.165(c)
and (d) - which specifically authorized the Departnent
to rely on joint-interest billings - means the
Department cannot legally rely on them now Wile we
disagree with this position (which is also at odds
with what the Departnent testified to during the
enactnment of the 2007 ACES legislation), we do think

it woul d be appropriate to restore | anguage
specifically authorizing the Departnent to rely on
joint-interest billings if it chooses to do so.

Concl usion. W support the proposed elimnation of
progressivity, but we have concerns with what the Bill
proposes for tax credits - nost inportantly with the
proposed repeal of tax credits for qualified capita
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expendi t ur es. The trade- of f bet ween repeal i ng
progressivity and losing the QCE credit is not a net
benefit for industry at low oil prices, although it
woul d be with prices that are high relative to costs.

The concept of the Goss Revenue Exclusion has
consi derable potential, but its narrow focus in HB 72
msses 80 - 90 percent of the opportunity in the
central North Slope described by Econ One. W wll
continue to work with you and the Admnistration to
find a fair and reasonable way to expand its scope, or
to find an alternative that will address the centra
North Sl ope appropriately.

The reasons that led the State to create the small -
producer tax <credit under AS 43.55.024 and the
exploration tax credits wunder AS 43.55.025 remain
valid today. W are pleased that HB 72 will extend the
sunset date for the small-producer tax credit and
encourage the sane extension be applied to the
exploration tax credits.

Overal |, the Bill as introduced represents a
cornerstone for significant and crucial tax reform
that move toward Governor Parnell's four "core
principles" - fairness for Alaskans, encouraging new

production, sinplicity with balance, and durability
for the long term

| have not nentioned, until now, the North Slope
decline curve that's on the slide |I've showed at the
begi nning, and now here at the end of this testinony.
| don't need to nmention it. It's the elephant in the
room As | said at the beginning, the greatest, and
nost urgent challenge facing Alaska today is the
decline of oil production from the North Slope. W
believe it is up to you, the legislative |eaders of
our time, and the Governor, to shape a conpetitive oi
fiscal policy that is supported by strong principles
and will lead Alaska towards a prosperous future for
the long-term You have a difficult task ahead and
AOCGA stands ready to assist you throughout this
process.

6:57: 12 PM
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REPRESENTATI VE TARR asked for a suggestion of balance between
the elimnation of progressivity and the elimnation of QCE
credits to encourage new i nvestnent in Al aska.

M5. MORIARTY replied that earlier testinony had indicated that
no producer in Al aska was the sanme; therefore, the challenge to
the legislature was to find the balance that did not create
wi nners and |osers. She suggested that different types of
credits specifically geared toward well |ease expenditures,
simlar to Cook Inlet, could be re-established on the North
Sl ope. She stated that AOGA did not believe that elimnation of
both progressivity and QCE would have a desired result.

6: 59: 41 PM

MR. ARMFI ELD said that Brooks Range Petroleum would becone a
menber of AOGA once oil production had begun.

7: 00: 01 PM

REPRESENTATI VE SEATON, noting that some inportant considerations
for a conpany when making a decision for investnment in a project
i ncluded net present value, internal rates of return, and cash
flow, pointed out that these had al so been consi dered regarding
investment in Alaska during deliberation for PPT and ACES. He
stated that testinmony had now declared that return on capita
was the nost inportant aspect. He asked what netric was the
nost inportant for Brooks Range Petrol eum

MR. ARWFI ELD declared that the netrics were different for every
conpany, and that net present value and internal rate of return

were viewed for the project as a whole. He reported that the
key problem for Brooks Range was initiating enough cash to nove
a project forward. He expressed the difficulty for marketing
this investnent. In the current phase of devel opnent, capita
credits were the nost inportant. Any change from ACES to
proposed HB 72 would inpose the need to raise an additional $124
mllion to nove the project forward in the next few years, and
he enphasized that cash up front was currently the nopst
i nportant consideration. He stated that net present value and

internal rate of return were "end gane" nunbers, but capital
credits were necessary today.

7: 03: 38 PM

REPRESENTATI VE SEATON asked to clarify that the return of
capital invested was now the nost inportant criteria, as he did
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not renmenber that ever being a criteria during discussion for
PPT or ACES. He asked if the raising of capital was the nost
i nportant consideration for a small producer.

MR. ARMFI ELD replied that this was correct, which he called cash
on cash, the cash invested to how many nmultiples it would
return. However, he enphasized that Ilow internal rates of
return and net present values would keep the project from
progressi ng forward.

7: 05: 08 PM

REPRESENTATI VE SEATON surmsed that progressivity was stil
"quite a ways down the road where vyour conpany would be
concerned. " He asked if investnment attitudes and decisions
would change if the top 25 percent of ©progressivity was
elimnated, so it was capped at 50 percent.

MR. ARMFI ELD expressed his agreenent that any positive change

would instill confidence, yet he agreed with M. Foley that a
sinpler overall structure was best for everyone in the oi
i ndustry. He pointed out that it was still necessary to

convi nce investors about Al aska, and he declared the need for a
banner to attract investors with the certainty that the rules
woul d remai n const ant .

7:08: 36 PM

REPRESENTATI VE SEATON asked if the proposed gross revenue
exclusion (GRE), which had a highly conplex set of natrixes,
woul d have to be analyzed to figure the effect on the rest of
t he project.

MR. ARMFI ELD said that Brooks Range had not presented the GRE to
any investors; however, he opined that the 20 percent CGRE was a
tradeoff for the QCE, as it deferred the contribution to a
production input base.

7:10: 47 PM

REPRESENTATI VE SEATON reported that it was no longer tied to the
i nvest nent as were the capital credits, but to the
profitability of the oil as it excluded a percentage of the

revenue generated for the duration of the project.

MR. ARMFI ELD suggested that his understanding was for the 20
percent to include the capital budget, and that the only
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reduction from the gross revenue exclusion was for the TAPS
t hroughput and the Wst Coast transportation. Then the 25
percent base tax was appli ed.

7:12: 28 PM

REPRESENTATI VE SEATON agreed that it was conplex, and he
questioned whether the GRE was meking the system sinpler. He
asked for any suggestions for inprovenent to the proposed bill.
MR. ARMFI ELD agreed to get clarification, and he pointed out
that, as his two latest projects would not qualify for GRE, he
did not consider it as a benefit.

7:13: 25 PM

[HB 72 was hel d over. ]

7:13: 47 PM

ADJ OURNNMENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 7:13 p. m
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