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ACTI ON NARRATI VE

3:33: 25 PM

COCHAIR PETER M CCICHE called the Senate Special Commttee on
TAPS Throughput neeting to order at 3:33 p.m Present at the
call to order were Senators Gardner, Fairclough, MQ@ire, Co-
Chair Dunl eavy and Chair M cciche.

SB 21-O L AND GAS PRCDUCTI ON TAX

3:33: 50 PM
CO-CHAIR M CCI CHE stated the purpose of the neeting was to hear
fromthe oil industry on SB 21.

He noted the presence of Senator G essel.

3:34:47 PM

KARA  MORI ARTY, Executive Director, Alaska Gl and Gas
Associ ation (AOGA), explained that AOCGA represents 16 conpanies
who account for the mgjority of oil and gas exploration,
devel opnent, production, transportation, and refining of oil and
gas on shore and off shore in Al aska. She said her comments have
been unani nmously approved by all nmenbers of AGCGA

She agreed with Senate President Charlie Huggins' comrent in the
Anchorage Daily News, January 31, when he stated, "The nost
pressing issue facing Alaska is the downturn in oil production
on Alaska's North Slope.” She applauded Senator Huggins, the
conmmttee, and Governor Parnell for recognizing this as a
serious issue.

She drew attention to a chart of the nost recent forecast of
production decline from the Departnent of Revenue (DOR). She
contrasted it with the forecast from 2000 when everyone was
focused on oil price and the state was facing a billion dollar
shortfall at a time when the budget was significantly |less than
it is today. In the past, DOR projected that ten years from now,
50 percent of our oil production would be fromnew oil.
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She pointed out that DOR s updated forecast includes a new risk
nodeling into their forecast, but noted that the forecast for
currently producing fields assunes that the current |evel of
investment in producing fields will continue, which is by no
means guar ant eed.

She infornmed the commttee that Al aska's production decline rate
has remained at around 6 percent per year for the |ast decade,
or at |east 40,000 barrels a day per year. She nmaintained that
the accelerated decline is unacceptable, especially at a time of
record and sustaining high oil prices over the |last five years.

3:38:17 PM
M5. MORI ARTY turned to a graph that showed conpetition at high
oil prices. Production in Texas started to level off as oil

prices increased. North Dakota has caught up and surpassed
Alaska in production. California is about to surpass Al aska.
Al aska now supplies only 8 percent of the nation's oi
production. She showed how Alaska is headed out of neda
contention in daily oil production.

She related that in Novenber 2012, the nobst recent nonth of
statistics on the US. Energy Information Agency's website,
production in Texas was 2.1 mllion barrels per day, North
Dakota was 731,000 barrels per day, and both Alaska and
California were at 553,000 barrels per day.

She remnded the commttee that she represents a diverse
nmenber ship, ranging from conpanies exploring and operating in
Cook Inlet and on the North Slope, to conpanies hoping to
devel op Arctic Quter Continental Shelf (OCS) resources, to three
in-state refineries, as well as the Trans-Al aska Pipeline System
( TAPS).

3:40: 33 PM

M5. MORI ARTY pointed out that current production is over 100, 000
barrels per day |less than when production from the North Sl ope
began in 1977, and Al yeska Pipeline Services Conpany would I|ike
to see that decline change. Alyeska faces increasing daily
demands and challenges related to providing safe and reliable
transportation of oil to market. Al nenbers of AOCGA share those
concerns. Two of the three in-state refineries rely solely on
North Slope crude delivered through TAPS. Low throughput
increases the costs of refining, especially in Interior Al aska.
For exanpl e, about 20 years ago, when the oil reached North Pol e
refineries, it was about 110 degrees Fahrenheit and now it
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ranges in the 30-degree range. Having to heat the oil increases
energy costs.

3:42:21 PM
She spoke of the challenges in Cook Inlet of attracting workers
back to the area and finding enough drilling equipment for new

production there.

She related that the Arctic OCS is believed to have an estimated
27 billion barrels of oil and 130+ tcf of natural gas. Even if
there is a successful exploration season in 2013, it wll be 12
to 15 years before production is seen from the Chukchi Sea. The
pi peline needs to be healthy and viable then, as well as today.

M5. MORIARTY discussed producers of the existing non-I|egacy
fields on the North Slope and the devel opers of any new fields
that may be discovered there. She said they need as nuch
production as possible flowing from the legacy fields through
TAPS in order to keep the costs affordable to ship their oil to
refineries. Unaffordable high transportation costs could cripple
the economics of any new fields that mght be found, as well as
econom cs of non-legacy fields currently in production.

She conpared the North Slope oil province to a tree, with the
two great legacy fields being its trunk and with the other
fields being branches rising out of the trunk. If one peels the
bark off all the way around the trunk and makes it wunhealthy,
all the other branches will becone unhealthy, too, no matter how
robust they m ght have been if the trunk stayed strong.

3:44:29 PM

She said that Governor Parnell recognizes that as a state,
Al aska needs increased oil production in all fields because the
current throughput is unacceptable. He has identified four core
principles that "any tax reform proposal nust adhere to": the
tax nust be fair to Alaskans, nust encourage new production,
must be sinple, so it restores balance to the system and it
must be durable for the long term She said that AOGA endorses
t hese principl es.

She encouraged the conmmttee to ask:

* Wiat is the state's goal and desired outcone?

e Does the state's policy reflect the constitutiona
mandat e of developing the natural resources here for the
maxi mum benefit of Al askans, both today and tonorrow?

* |Is the policy short, md or long tern?
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 WII it encourage additional investnment across a wde
spectrum of projects/conpani es?

o WII it encourage developnent through a fair and
predi ctabl e regul atory environnent ?
 WII it encourage developnment through land sales and

conpetitive |l ease terns?

She enphasi zed that the challenge facing Alaska is not in having
too many conpanies pursuing the opportunities that they see
here, but in having too few. To be effective, any reform neasure
needs to avoid tax changes that artificially create w nners and
| osers.

3:46: 17 PM
M5. MORI ARTY shared thoughts on SB 21:

Senate Bill 21 takes sone positive steps towards the
goal of nore production; such as the Goss Revenue
Excl usion concept and elimnating progressivity, which
has |led to Al aska being unconpetitive. There are sone
other provisions that need further consideration in
order to fully achieve the goals set out in this
| egi sl ation.

We support the proposed elimnation of progressivity.

W have reservations with what the bill proposed for
tax credits - nost inportantly wth the proposed
r epeal of t ax credits for qual ified capi tal

expenditures (QCE). The trade-off between repealing
progressivity and losing the QCE credit is not
beneficial to industry with a rising cost structure
and low oil price environnent, although it would be
hel pful with high prices.

We strongly support the GRE (gross revenue exclusions)
concept but have concerns over its limted
applicability to new fields only, which is further
conpounded by the loss of QCE credits as a driver for
additional investnment. W believe the GRE and tax
credit restructuring proposed in the bill could and
should be expanded and better tailored to fit the
majority of projects for legacy fields that would
i ncrease the anount of oil and gas fromthem

We also believe the reasons that |led the state to

create the small producer tax credits under AS
43.55.025 are also still valid today, and the bill
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woul d be inproved by extending these tax credits or
maki ng them permanent. Simlarly, the bill would also
be inproved by addressing the upcom ng end of the tax
caps for Cook Inlet production and non-Cook Inlet gas
sold for in state use, which wll otherw se occur at
the end of 2021. Addressing these known issues now,
before they becone immnent, would strengthen the
durability of the reforned tax.

The nenbers of AOGA desire the same outcone that the
Governor and the people of Alaska want - nore oil in
the pipeline providing a solid future for our industry
and continued revenues to the state for the benefit of
al |l Al askans.

3:48: 53 PM
Qur nenber conpanies want to do business in Al aska.
Sonme have been exploring and producing in Al aska for
decades, while others have arrived nore recently. Both
groups have a strong desire to be able to remain in
Al aska long term for their owmn and the state's nutua

benefit.

Overal |, the bill as introduced represents a
cornerstone for significant and crucial tax reform
It will take a nmonunental effort just to replace oi

fromdeclining fields with a m xture of new production
and new stinulation to legacy fields, and bring the

decline to a stop. ACGA stands ready and willing to
hel p Al askans, the CGovernor, and this legislature in
the remaining wrk to achieve the four "core
Principles.” W all need to work together to make this
happen.

3:50: 15 PM

COCHAIR M CC CHE commented that everyone he has spoken to in
the 28th Legislative Session shares concern about the decline of
t hroughput. The commttee was forned for that very reason and is
| ooking as SB 21 to consider throughput issues, not tax issues.
He stated that there are two philosophies in the state: those
who believe production decline can be reduced, and those who
believe arresting the decline is unlikely and are concerned that
wi t hout guarantees, it is a giveaway of state revenue. He asked
how the | egislature can ensure for Al askans that the probability
of increasing throughput in TAPS is not only a probability, but
a relatively high probability, if Al aska were to becone nore
conpetitive
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M5. MORI ARTY suggested |ooking at other oil producing regions.
Alaska is not conpetitive due to its tax structure. Oher
regi ons have been successful increasing production, even in old,
declining fields. She said to ask what kind of policy Al aska
wants, one with nore production over the long term or to take
as nmuch as they can in the short term She argued that the state
can have nore production over the long term in a conpetitive
envi ronment .

3:52:11 PM
CO CHAI R DUNLEAVY asked if M. Moriarty proposed rolling Cook
Inlet into the tax concept.

M5. MORIARTY clarified that AOGA supports the fact that SB 21
has left Cook Inlet harmess and has left the tax structure
there alone. However, if the bill was to revisit tax credits
there are several tax credits in Cook Inlet that are set to
expire in 2021 that AOCGA believes would be good to keep by
extending them or making them permanent. She suggested it would
be better to nake those changes now instead of right before they
expi re because conpani es nake investnent decisions years out.

CO CHAI R DUNLEAVY stated that the nmandate of the commttee is to
| ook at TAPS and issues related to North Sl ope resources.

CO- CHAIR M CCl CHE t hanked Ms. Moriarty for her testinony.

3:54:41 PM

THOVAS BARRETT, President, Alyeska Pipeline Service Conpany,
introduced hinself. He stated that the steady decline in oil
production on the North Slope is a crucial issue for Alyeska, as
t he pipeline operator, and for the people of Al aska.

3:55:17 PM
At ease

3:56: 23 PM

MR. BARRETT said throughput decline is a significant problem for
the state. During the time the commttee is neeting, throughput
will decline by over 2,000 barrels. Since the |egislature has
convened, throughput has declined by over 725,000 barrels.

He related that TAPS is an 800 mle pipeline that runs from
Prudhoe Bay to the marine termnal at Valdez. It was designed as
a warmoil pipeline set to nove 1.5 mllion barrels per day. It
had a peak production of over 2.1 mllion barrels per day in
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1988. Circunstances have changed; throughput and tenperatures
continue to decline. At 580,000 barrels a day, segnents of crude
oil in the pipe wll be below 32 degrees Fahrenheit during the
wi nt er nont hs.

He reported that, so far, TAPS has delivered over $170 billion
over the past 35 years to the state treasury. Mre than 90
percent of governnment services are paid for by oil revenue. Sone
experts suggest that wthout TAPS, Alaska' s econony mght be
half of its present size.

He said in 2012 average daily throughput decreased by 6 percent.
He showed a graph of steadily declining throughput. Declining
flow i ncreasingly chall enges Alyeska's outstandi ng personnel who
run the pipeline every day all year |ong.

3:58: 58 PM

MR. BARRETT showed a tenperature profile of the pipeline for the
last two weeks. He explained as throughput declines, the
tenperature declines, leading to increased ice and wax buil dup
He said it ideal to operate above 40 degrees. Severe cold in the
interior is currently a big challenge.

CO- CHAIR M CClI CHE asked about the cause of warm ng between punp
stations 7 and 10.

MR. BARRETT replied that heat is added at punp stations 3, 4, 7,
8, 9, and just before the refinery.

CO-CHAIR M CCICHE summarized that the |ower the throughput, the
nore Al yeska has to spend on energy to operate the pipeline.

CO CHAI R DUNLEAVY asked who ends up paying that cost.

MR. BARRETT said it cones out of operating costs and is passed
on to the state and to the owners.

He shared an exanple of a challenge due to decreased throughput
from the point of view of an operator. He explained about
scraper pigs that clean wax out of the pipeline. Wax can damage
val ves and cause corrosion. He gave an exanple of what happened
at punp station 9 on New Year's Day when a pig was trapped by a
| arge anount of wax caused by extrenmely cold tenperatures. The
operators did an excellent job of managing and solving the

problem and there was no interruption in throughput. He
concluded that it is a challenged to manage problens related to
t hroughput. He stressed that adding nore heat wll not solve
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conpl ex problens created by decline in flow Currently, Alyeska
is experinenting with ways to renove water from the oil before
it enters the pipeline.

He questioned if finding ways to nove only 3,000 barrels a day
is a desirable outcone for Al aska. He showed a slide that says,
"Taki ng action today, preparing for tonorrow. "

4:04: 30 PM

CO CHAIR M CCI CHE tal ked about m nimum fl ow i ssues and concl uded
that Al askans, under ACES, are paying nore to ship less oi
every day. He asked if M. Barrett agreed.

MR. BARRETT said he would frane it as "the cost of noving a
barrel of oil down the line as the throughput goes down, is
headed up."

He noted that even though Alyeska has “"true grit" -
determ nation, ingenuity, and partnership - it needs help wth
i ncreasing throughput. He enphasized that nore production from
fields near to existing infrastructure is highly desirable
because it can come online into the pipe sooner.

4:06: 51 PM
CO CHAI R DUNLEAVY asked if OCS cones on line and the transport
systemis the sane, will the oil have to be heat ed.

MR. BARRETT explained that oil cones into the line at 105
degrees; however, TAPS is half above ground where there are
t enper at ure concerns.

CO- CHAI R DUNLEAVY asked if the decreased volune of oil is the
cause of the oil cooling off faster.

MR. BARRETT said the flow rate is also slowng dowm so there is
nore exposure to the cold.

CO- CHAI R DUNLEAVY assunmed that TAPS could continue to run wth
decreased vol ume, but costs would i ncrease.

MR. BARRETT agreed that there would eventually be an economc
l[imt. He added that with the current configuration, a gravity
flow, warm oil pipeline, Al yeska can manage the flow into the
m d-300 barrels per day range, but it would be nore costly.
Alyeska is evaluating the ability to change the pipeline to a
cold, dry flow He enphasized that it is not as sinple as sone
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m ght think. Adding heat will not solve the problem and adds
ot her conplications.

He reported in 2012, Al yeska operated at 99.8 percent
reliability - uninterrupted cash flow - with the safest year on
record and a superb environnental record. He predicted the
uni nterrupted cash flow woul d not continue into the future.

4:11: 36 PM
COCHAIR MCCICHE asked M. Barrett to define a cold, dry
system

MR. BARRETT expl ained that currently the systemis wet; the oil
has water in it. In a cold, dry system the water would be
distracted fromthe oil before it entered the pipe. The science
i s being eval uated now.

He nentioned Alyeska's safety performance and environment record
is very good. He shared a personal story from having read No
Easy Day. He mintained the only easy day for Alyeska was
yesterday, and to repeat that will be hard. He said the easy day
for TAPS and Al aska was yesterday. He suggested it was tinme to
change the paradigm or Alaska will not be able to sustain what
it had in the past.

4:14: 23 PM

MR. BARRETT showed a slide of a statute at the Valdez term nal
that says, "W didn't know it couldn't be done." He pointed out
that TAPS is Alaska's pipeline. Alyeska' s personnel wll
continue to do its part and is determned to do a good job. He
asked for the commttee's support to nove forward to increase
production and throughput in TAPS.

CO- CHAIR M CClI CHE appreci ated the quote and the presentation. He
said the commttee would be working on sone of the operational
i ssues after passing SB 21 on to another commttee.

COCHAIR MCCCHE introduced M. Smth, saying that the
commttee seeks to allow a cross section of people who are
operating on the North Slope to testify. So far, the conmttee
has heard from the public, industry support agencies, and the
i ndustry.

4:16: 39 PM

DOUG SM TH, President and CEO Little Red Services (LRS), and
President, Alaska Industry Alliance (AlIA) stated that he was
testifying on behalf of AIA representing 600 conpanies and
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about 35,000 enployees, npbst of whom are dependent on a
successful oil tax policy.

He noted that it is early in the analysis of SB 21. The
commttee is focused on production in TAPS. He said that if
there was an interruption in the flow of oil in TAPS, there
would be ramfications felt in the North Slope. He recalled in
2011 when there was an interruption and LRS provided the freeze
protection capacity on the North Slope. He pointed out that
probl ens caused by decreased oil flow affect activity in the
wi nter on the North Sl ope.

He terned increasing production a "bridge building opportunity”
toward future production on the North Shore and other areas. He
spoke of a goal to stem decline in order to provide a tine
w ndow to get to the next resource to put into TAPS.

He related that there is pressure to nove support services to
the Lower 48. He nentioned the 410 wells waiting to be drilled
in North Dakota and said Alaska drilled that many wells in the
| ast three years. He said AlIA nust follow the investnents of the
conpani es they work for.

4:20:49 PM

MR. SM TH suggested naking a fair, equitable, and durable tax
policy now. He said he was opposed to too nany additional
consultants. He recalled information provided in 2007 by Gaffney
Kline that forecast alnost $4 billion in capex for drilling up
to 2012, and an increnental inprovenent in production of over
200,000 barrels per day by 2012. He said that prediction was
very far off. He cautioned to look at the track record of
experts, at what investnent capital is doing, and at the nmarket,
in order to keep jobs and nove the econony in the right
di rection.

4:22:31 PM
SENATOR MCGQUI RE thanked M. Smth for diligently followi ng the
i ssue. She requested suggestions and recommendati ons from Al A

MR. SM TH read four consi derations:

e Ensure our tax policy adjustnents do not increase taxes in

t he range where producers wll stress test the econom cs of
i nvest ment opportunities, thought to be in the $80 to $85
range.
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e Ensure our tax policy does not disincentive devel opnent
wthin existing PA's where the |argest producti on
i nprovenent opportunities exist.

e QI policy nust support the new entrants |ike Pioneer and
ENI who are producing oil into TAPS and spending mllions
in our state econony. Qur policy nust encourage them to
continue that investnent trend.

* A new tax policy nust nake Alaska conpetitive for
investment but protect Alaska's interest. A fair and
bal anced approach will be durable.

4:26:56 PM
CO-CHAIR M CClI CHE asked if LRS is expanding to areas outside of
Al aska.

MR SMTH said safety is of the utnost inportance to LRS. He
spoke of industries outside of Al aska that are not as focused on
safety |like they are in Alaska. Until that changes, LRS is not
interested in going CQutside. He spoke of recent efforts to
encourage oil conpanies to have allegiance to Al askan
contractors. He said they noved LRS manufacturing from Canada to
Anchorage and spent $2 million on a hot oil unit.

CO- CHAI R M CCl CHE asked how many peopl e LRS enpl oys.

MR SM TH said 148, of which, 98 live in Al aska and 70 percent
are Alaska hire. He said LRS works closely with NIT to identify
people wth CDL's, Hazmat, and tanker endorsenents. Last nonth
LRS hired two wounded war veterans.

4:29:21 PM
COCHAIR MCCICHE remnded the audience that Alaska has a
citizen legislature and nost |egislators have jobs. He announced

that he works for ConocoPhillips, so to avoid any appearance or
perception of conflict of interest, he will hand the gavel over
to Co-Chair Dunleavy who will |ead the proceedings.

4:30: 18 PM

At ease

4:35:30 PM

SCOTT JEPSEN, Vice President, External Affairs, ConocoPhillips
Al aska introduced hinself. He stated that he would be presenting
on Al aska's production challenge, investnent considerations and
Al aska's cost environnent, and ACES and SB 21.
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He showed a graph depicting Al aska's oil decline while the Lower
48 continues to increase in oil production. Over the past few
years there has been an oil production resurgence in the Lower
48. He addressed the causes for that: a resource of conventional

and unconventional plays, inproved technology, higher oil
prices, and an equitable tax environnment. Alaska has the
resource, the technology, and high oil prices, but not a

favorable tax environnment. The tax environnent in Al aska takes
away the upside as oil prices increase. Costs for exploration
are also high in Al aska.

MR. JEPSEN showed a slide that enphasizes that Al aska | egacy
fields still provide significant opportunity. The |egacy fields
are about 90 percent of North Slope production and the lion's
share of estimated future production. Legacy fields are key to
of fsetting ANS decline.

4:40:50 PM

COCHAIR MCCCHE noted on the previous slide that Al aska's
North Sl ope production is erratic conpared to other areas in the
Lower 48.

MR. JEPSEN attributed variable production on the North Slope to
weat her variation and major turnarounds. Al so, sone fields cane
on line between the dates shown - 2005 to 2012.

MR. JEPSEN di scussed investnent criteria, or, how Al aska rates.
He | ooked at exploration prospectivity, costs, cycle tine, taxes
and legacy field opportunities. The first four investnent
criteria are considered unfavorable, wth only legacy field
opportunities favorable. He nentioned a pending well in the
Chukchi Sea, which is a federal operation with a better tax
envi ronment .

He said Al aska is disadvantaged by devel opnent costs. The cycle
time for drilling a well takes |onger.

SENATOR GARDNER asked if the state adopts a favorable oil tax,
would it offset the other four adverse investnent criteria. She
al so wondered if the ACES credits had an inpact on exploration
devel opnment costs.

MR. JEPSEN believed there were some things that could inprove
Al aska's investnent climate. Changing the tax environnent is
one. However, SB 21 elimnates investnent credits. Alaska could
of fer investnent credits for new production, including in |egacy
fields, that will level the playing field when it conmes to cost
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and cycle tine. He noted that ACES credits have not been a gane
changer for ConocoPhilli ps.

SENATOR GARDNER asked M. Jepsen if he considers the credits
under the current regine to be |evel.

MR. JEPSEN suggested if progressivity were elimnated under ACES
and the tax credits kept, it would be a significant inprovenent
in the business climate.

SENATOR GARDNER asked if that would enough to negate high
expl oration, devel opnent and production costs.

MR. JEPSEN said yes, with progressivity renoved.

4:46: 01 PM

MR. JEPSEN stated that |l egacy fields have significant
opportunities for investnent. The state can inprove Al aska's
investnment climte by changing taxes and putting capital expense
i ncentives in place.

CO CHAIR M CCl CHE saw several areas the conmttee coul d address:
tax rates, and the pernmitting/regulatory environnent. He
inquired if the state <could have a role in decreasing
transportation costs.

MR. JEPSEN said M. Barrett spoke of ways Alyeska tries to keep
costs down. He didn't know if the state has nuch to say about
setting tariffs and about the Federal Energy Regul atory
Conmi ssion's (FERC) role.

CO-CHAIR M CCI CHE concluded that increased production reduces
transportation costs.

4:48: 09 PM
MR. JEPSEN agreed that the tariffs are a strong function of
t hr oughput .

He turned to a graph that PFC Energy presented |ast week. It
shows hi gh cost and high government take challenges in Al aska as
conpared to the Lower 48. He said the playing field could be
equal i zed through investnent incentives in Al aska.

SENATOR GARDNER | ooked at Al aska's devel opnent costs on the
graph and wondered if they included ACES credits. The intention
of the credits was to "share the risk.” She noted the state's
participation was about $1 billion a year.
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BOB HEINRICH, Vice President, Finance, ConocoPhillips Al aska,
said he did not know the origin of the data on the graph. He
expl ai ned that ConocoPhillips includes the benefits they receive
fromcapital credits. He said that nuch of the $1 billion credit
is going toward explorers, not those in the devel opnent stage.

4:50: 47 PM
CO- CHAI R DUNLEAVY i nquired why ConocoPhillips reports a greater
profit margin per barrel of oil in the Lower 48 than in Al aska.

MR. HEINRICH replied that the ConocoPhillips' nunbers are often
m sused. He agreed on an oil-for-oil basis, they do achieve a
much better profit and cash margin in the Lower 48 than Al aska
due to the |l ower cost structure and the access to markets.

SENATOR GARDNER asked if Al aska offers good rates of return and
strong cash margins.

MR. HEINRICH explained that the cash margins ConocoPhillips
receives in Alaska are significantly less than what it receives
in new projects in Wst Texas - Eagle Ford, and North Dakota. He
defined the cash margin as taking the net incone per barrel and
addi ng back depreciation per barrel. It is in the range of $30
to $35 in Alaska; in the Lower 48 it is in the $40 to $45 range.

SENATOR GARDNER asked if there are projects in Al aska that
ConocoPhillips is not doing because of the current tax regine.

MR. JEPSEN recalled ConocoPhillips' testinony |ast year about
the challenges under ACES, when Northeast West Sak was
mentioned. It is a very highly challenged devel opnent that
requi res new roads, pads, pipelines, and over 100 wells to fully
develop it. Based wupon the investnent climte wth ACES,
ConocoPhi |l l'i ps decided to do only part of that project.

SENATOR GARDNER asked to define "problematic under ACES."

MR. JEPSEN explained that it means ConocoPhillips will take a
look at it periodically and decide whether or not it neets
i nvest ment requirenents.

4:53:41 PM

MR. JEPSEN related that the easy oil in the legacy fields is
gone. He shared an experience from when he cane to Alaska in
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1982. Conpani es are now focused on challenged oil which requires
conplex, high cost wells. Mst fields are faulted and the oil
isolated. Milti-lateral wells have to be drilled in order to
target five or six sands. Flank oil around reservoir edges is
currently being pursued. In the 80's if the reservoir was |ess
than 15 feet thick it was not economc to develop. Now it is
common to develop 10 foot sands due to inproved technology. He
concluded that in order to stem the decline, Al aska needs a
better investnment climate.

MR. JEPSEN di scussed costly water handling due to the abundance
of water in wells on the North Slope. He said a billion dollars
does not go as far as it used to. He conpared a picture of the
initial Al pine developnent, with a cost $1.4 billion, to the CD
5 drill site, that will cost about $1 billion, with nuch |ess
capacity. He said inflation has created this situation. He
agreed that oil conmpanies focus on costs and concluded that
Al aska i s di sadvantaged by high costs.

4:59: 20 PM

MR. HEINRICH focused on governnent and industry margi nal share
under ACES as prices increase. The marginal share is the change
in distribution of cash for every dollar increase in price. He
explained that the state's share also includes the effect of
royalties, property taxes, and state incone tax. The graph
illustrates the effect of progressivity wth the producer
receiving less and less as the price of oil increases. He noted
that oil conpanies do evaluate projects across a range of
prices. The difference in nmarginal take at different prices
i npacts investnent decisions.

COCHAIR MCCICHE referred to a press release about the high
barrel of oil equival ency (boe) ConocoPhillips earns in Al aska
He wondered if the conpany earns nore per barrel of oi
equi val ency in Alaska than in the Lower 48.

MR HEINRICH replied that the nunbers do confuse sonetines.
ConocoPhillips has 90 percent of their business in Al aska from
oil production. Only 10 percent of boe is from gas in Al aska
largely from Cook Inlet. He said that in the Lower 48, over 70
percent of their business is from gas and gas |liquids
production. Wen you conpare recent depressed gas prices in the
Lower 48, and the lower price received per barrel for natural

gas liquids, to oil price revenue in Alaska, it is a hard
conparison to make. On a boe basis, when blending gas and oil
toget her, ConocoPhillips does have a higher net incone per
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barrel in Al aska. When conparing oil to oil, the net incone per
barrel is much higher in the Lower 48.

MR. JEPSEN enphasi zed that ConocoPhillips is not investing in
natural gas in the Lower 48 anynore.

CO- CHAIR M CCl CHE requested a breakdown of oil and gas boe.
MR. HEINRICH offered to provide that information.

5:05: 00 PM

SENATOR GARDNER said progressivity was designed so that as the
tax rate increased, the tax payer <could nmeake a capita
investnment in which the state participated, thus lowering their
tax rate. She asked if that provision has had any inpact on
ConocoPhi | l'i ps' investnent decisions.

MR. JEPSEN replied that the extrenely high tax rate under ACES
i npacts overall investnent decisions in the Basin. He added that
ACES inpacts cash flow long term ConocoPhillips |ooks at nore
metrics than just NPV or IRR It also |ooks at undi scounted cash
flow. Alaska's investnent system is inpaired because once a
project is on line "your cash flow takes a pretty significant
hair cut from there on out."” Consequently, ConocoPhillips is
investing in Alaska at a noderate rate and devel opi ng resources,
but is not investing its discretionary cash fl ow

SENATOR GARDNER restated her question. She asked if the ability
to reduce the tax rate under ACES has resulted in an investment
t hat has been beneficial to ConocoPhilli ps.

MR. JEPSEN expl ained that ConocoPhillips takes tax credits and
progressivity into account, but also progressivity. They also
|l ook at projects for the long term regarding cash flow Tax
credits are only a part of the equation because they reduce the
anount of tax, but do not inpact the amount of capital that is
required.

SENATOR GARDNER asked what ConocoPhillips' hurdle rate for oil
i nvestments is.

MR JEPSEN said that is confidential information.
5:07: 50 PM

CO CHAIR DUNLEAVY asked about a gas-to-liquids approach to
noneti zi ng gas.
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MR. JEPSEN replied that ConocoPhillips is not now pursuing gas-
to-liquids options in Alaska. The current focus is on the
evaluation of a large dianmeter, large scale LNG plant using ANS
gas.

MR, HEINRICH turned to a slide about annual earnings per barre
by the state and by ConocoPhillips. It shows the annual average
crude oil price from 2007 to 2011. ConocoPhillips Al aska's net
income remained flat during that tinme due to progressivity,
whereas the state had a 90 percent increase.

5:09: 43 PM

MR. HEINRICH showed a graph that represents the producer share
under SB 21 and under ACES. The producer share calculation
depends on cost structure and capital credits. The graph shows
results for FY 2014 as though SB 21 were in effect. The
crossover point is about $93 per barrel. To the left of $93
represents a tax increase to the producers.

The shape of the curve is simlar to other fiscal structures
found in the Lower 48, but does not tilt the equation to
encourage investnment due to high costs in Al aska. He suggested
ways to nake Al aska investnents nore favorable.

5:13: 09 PM

SENATOR GARDNER asked if the statement "does not encourage
investnment relative to ACES in a downward trending oil price
envi ronnent " IS part of the risk calculation, or if
ConocoPhillips sees the world as having a downward trending oil

price environnment.

MR HEINRICH replied that it is a conplenment to the statenent
"makes Al aska nore conpetitive at $100+ prices" and is not a
perspective on an outl ook.

COCHAIR M CC CHE comented that Al askans are going to expect
that the commttee needs to fully understand the effects of the
data presented. He assumed that the various entities would work
t oget her on the data and nodel s.

SENATOR FAIRCLOUGH said the legislative consultant is also
trying to reconcil e nodel s.

5:15: 00 PM

CO CHAIR DUNLEAVY noted there were graphs that needed to be
reconci |l ed.
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MR. JEPSEN appreciated that effort.

MR HEINRICH |isted observations related to ACES and SB 21. He
cormented that wunder ACES, progressivity takes the upside and
di scourages investnent. The tax credit investnent incentives are
positive, but they do not offset the negative effects of
progressivity.

He said that there are positive elenents to SB 21, but noted
that there were also areas for inprovenent. It is a positive
step toward inproving Al aska's business climate and it solves
the high marginal tax problem It nakes Al aska nore conpetitive
at higher oil prices.

He stressed that the bill does not contain sufficient investnent
incentives for legacy fields to offset Al aska's high cost
environment. It does not encourage investnent relative to ACES

in a downward trending oil price environnent.

5:17:10 PM
CO CHAI R DUNLEAVY asked, if the right fiscal environnment was
created, would ConocoPhillips invest in Al aska.

MR. JEPSEN said they would - under the right investnent climte,
whi ch was dependent on tax changes.

5:18: 31 PM
CO CHAI R DUNLEAVY returned the gavel to Co-chair M cciche.

COCHAIR MCCICHE requested that conmttee nenbers submt
anendnents related to throughput increases. He Alaska to stay
engaged and involved. He cautioned Al askans to not assune where
menbers are on the issues. He opined he would |like to see sone
changes made before he could support SB 21.

5:20: 35 PM

There being no further business to conme before the conmmittee
Co-Chair M cciche adjourned the Senate Special Committee on TAPS
Thr oughput at 5:20 p.m
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