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T e s t im o n y  R e g a rd in g  MB 488  a n d  SB  305 , a 
P e tro leu m  P rod uc tion  T a x  Bill

B rian  W en ze l ,  M ar ian n e  R ah , D a rre n  Jo nes  
C’ no co P h il l ip s

B efore  the 
H o u s e  R eso u rces  C o m m it te e  &

S en a te  R eso urces  C o m m it te e  
F e b ru a ry  27, 2 0 06

M r. C h a irm an , m e m b e rs  o f  th e  com m ittee :

G o o d  a f te rno on . M y  n a m e  is B rian  W enze l, an d  I am  th e  V ice  P res iden t,  

F in an ce  an d  A d m in is tra t io n ,  fo r C o n o co P h il l ip s  A la sk a .  W ith m e to d a y  are 

M a r ia n n e  Kali, C h ie f  E c o n o m is t  for C o n o co P h il l ip s  g loba lly ,  and  D arren  

Jo nes , V ice  P res iden t,  C o m m e rc ia l  A sse ts  A laska . T h a n k  ou for a l lo w in g  

C o n o c o P h i l l ip s  th e  o p p o r tu n i ty  to p resen t te s t im o n y  on  MB 488  / SB  3 0 5 , a 

bill d e s ig n e d  by the A d m in is t ra t io n  to rep lace  the cu rren t  p rodu c tio n  tax 

sy s tem .

C o n o c o P h i l l ip s  is p ro u d  o f  its 45 y e a r  long h is to ry  ( th ro u g h  A R C O  and  

P h il l ip s  P e tro leu m ) h e re  in A lask a . W e h a v e  been  ac tive ly  ex lo ring  an d  

d e v e lo p in g  oil and  g a s  s ince  th e  ea rly  5 0 ’s and  h a v e  been  a p ro d u ce r  for 49  

years .  C o n o c o P h i l l ip s  is the  S ta te ’s lead in g  oil p ro d u ce r ,  its lead ing  

ex p lo re r ,  an d  its le a d in g  c h a m p io n  for the g a s  p ipe line . C o n o co P h il l ip s  is 

a lso  the lea d in g  in v es to r  in A lask a . W e  are  c o m m it te d  to A lask a  and th is 

y e a r  a lo n e  w e  are  re in v e s t in g  o v e r  $700  m illion  on A la sk a  capital p ro jec ts ,  

l.iost in o u r  co re  legacy  f ie ld s  but a lso  in b r in g in g  on new  dev e lo p m en ts .
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O v e r  the past 10 y e a rs  w e h a v e  in ves ted  o v e r  $5 .8  b i l l ion  in cap ita l and  $6.8 

b i ll ion  in e x p e n se  do lla rs  in the State. W e a re  a m o n g  th e  S ta te ’s largest 

e m p lo y e r s  o f  A la sk a n s  and  w e  pay  m o re  to the stale ($ 1 .6  B) th an  any o ther  

entity .

W e c a n ' t  ta lk  a b o u t  C o n o c o P h i l l ip s  in A la sk a  w ith o u t  ta lk in g  ab o u t  o u r  

e m p lo y e e s .  W e  h av e  a p p ro x im a te ly  1000 e m p lo y e e s  in th e  s la te  and  

a p p ro x im a te ly  9 0 %  o f  th em  are  A lask an  res iden ts  and  p ro u d  o f  it. T h ey  are  

co m p e te n t ,  m o tiv a te d ,  a n d  ac tive  in the  c o m m u n it ie s .  T h e y  care  abou t 

A lask a ,  an d  th e y  b e l iev e  th a t  th e  w o rk  th ey  do  m a k e s  A la sk a  a b e t te r  p la c e  

to  live. T h e y  se e  th e m s e lv e s  as  p la y in g  a n  im po rtan t pari in bu ild ing  

A la s k a ’s fu tu re .  A n d , th ro u g h  c o n tra c to rs ,  su b co n trac to rs  and  su pp ort  

in d u s tr ie s ,  w e  d irec t ly  a n d  ind irec tly  g e n e ra te  e m p lo y m e n t  fo r  th o u s a n d s  o f  

ad d it iona l A la sk an s .

T h e  pas t,  p re se n t ,  an d  fu ture  fo r C o n o c o P h i l l ip s  and th e  S ta te  o f  A la sk a  a re  

inex tr icab ly  . in k ed .  A s w e  m o v e  fo rw ard  as pa r tne rs  fo r p e rh a p s  the nex t  

5 0 -1 0 0  y e a rs ,  w e  b e liev e  th e re  m ust be a m utua l reco g n it io n  of, an d  respect 

for, the in te res ts  o f  each . W e h a v e  to try, to ge th e r ,  to a n s w e r  the q u e s t io n —  

h o w  d o  w e  b a la n c e  th e  fac to rs  that a f fec t  each  o f  ou r in te res ts  in a w ay  that 

m a k e s  us both su c c e ss fu l— so that o v e r  t im e  w e  are  bo th  be tte r  o f f  than i f  

w e  s in g le -m in d e d ly  tr ied  to  p u rsu e  o u r  in d iv idu a l sh o r t- te rm  in te res ts?  T h a i 

is th e  b a la n c e  th e  G o v e rn o r ’s bill tries to s tr ike .

U n fo r tu n a te ly ,  th e  ba lance  in th e  bill is d e c id e d ly  in th e  fav o r  o f  th e  S tate  

an d  at th e  e x p e n se  o f  e s tab l ish ed  in ves to rs .  W e be l iev e  th e  G o v e rn o r 's  bill 

se ts  an  a g g re s s iv e  level o f  S ta le  take , w h e n  tha t take  is co n s id e re d  in 

c o n ju n c tio n  w ith  o u r  c o rp o ra te  in co m e  tax  o b lig a tio n s  to  the  S tate , ou r
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p ro p e r ty  tax o b lig a t io n s  to  th e  Slate, o u r  p roperty , sa les  an d  o th e r  tax 

o b lig a t io n s  to the  S ta te ’s m unic ipa li t ie s ,  ou r  royalty  o b l ig a t io n s  to  th e  State, 

th e  v a r iou s  oil an d  gas  tax su rch a rg es  im p o sed  by th e  S ta te , and  th e  su n d ry  

ad d it iona l fees and  co s ts  p a id  as part o f  th e  p e rm it t in g  p ro c e ss  w h e n e v e r  w e 

a t tem p t to m o v e  fo rw ard  w ith  developm en t.  All o f  w h ich ,  o f  course , is on 

to p  o f  o u r  c o rp o ra te  in co m e  tax  ob lig a tio ns  to  d ie  F edera l g o v e rn m e n t  

a t t r ib u tab le  to o u r  ac tiv it ies  in the State. It is n o  su rp r ise  th a t  th is lay e r  upon  

layer  o f  g o v e rn m en ta l  take  in ev itab ly  has  a neg a tiv e  im p a c t  on the  level o f  

in v es tm e n t  here , and , co m m en su ra te ly ,  the  level o f  j o b  crea tio n  and  j o b  

g ro w th  in the S tate. A s tax es  increase, it is difficult to see  h o w  in ves tm en t 

in A la sk a  will n o t  be e ffec ted .

( tn the o th e r  hand , w e  rea l iz e  that the leg is la tu re  can n o t  ad o p t  a tax  po licy  

that is co n ce rn ed  ex c lu s iv e ly  w ith  m ax im iz in g  the ro b u s tn e ss  o f  the  S ta te 's  

e c o n o m y  and the  p a r t ic ip an ts  in that econom y . T he g o v e rn m e n t  is ch arged  

w ith  p ro v id in g  ce rta in  essen tia l  serv ices to its c i t izen s  an d  th ose  essen tia l  

se rv ic e s  cost m oney . A nd , i f  the S tate canno t pay, o r  c h o o se s  no t to pay, 

fo r th ose  se rv ices  from the  p roceeds  o f  th e  sa le  o f  its re s o u rc e s— that is, the 

ro y a l ty  p ro ce ed s  from its oil an d  g a s — th en  it m ust tu rn  to its so ve re ign  

tax in g  p o w e r  to ob ta in  the rev en u es  to pay  for those  se rv ices .

W h ile  w e  su pp ort  pa ssag e  o f  th is bili, w e J o  so re luc tan tly . T h e  bill  re f lec ts  

a s ign if ican t tax in crease  on o u r  c o m p a n v , and on the indus try , at a t im e 

w h e n  th e  g o v e rn m e n t  is e n jo y in g  a large bu d g e t  su rp lus . W e  be lieve  the  tax 

.a t e  set in the bill is too h igh  to  guaran tee  the S ta te ’s goa l o f  in c reas ing  

in v es tm e n t  o v e r  the  lo ng  te rm , and  it p u n ish es  c o m p a n ie s  th a t  h av e  m ad e  

lo n g  te rm  in v es tm en ts  tha t a re  re tu rn ing  d iv id en d s  to  th e  S ta te  in the form  o f
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jo b s ,  ro y a l t ie s ,  c o rp o ra te  in com e  taxes  an d  p roperty  tax es .  W e  w o u ld ,  in 

fact, o p p o s e  th is  bill ex cep t  fo r the fact that it has e n ab le d  all p a r t ie s  to  co m e  

to g e th e r  in s u p p o r t  o f  a co n tra c t  un de r  th e  S tran ded  G as  D e v e lo p m e n t  Act 

that will m o v e  th e  gas p ip e l in e  pro jec t to  the next ph ase  o f  d e v e lo p m e n t .  

A d v a n c in g  the g a s  p ipe line  p ro jec t  has been , and  c o n tin u es  to be, o n e  o f  

C o n o c o P h i l l ip s ’ to p  pr io ri ties .

W ith  that in tro d u c t io n ,  1 w o u ld  like to s tart  o f f  by  d iscu ss in g  so m e  o f  

C o n o c o P h i l l ip s '  long te rm  in v es tm en ts  in A lask a , th e  ro le  they  h a v e  p lay ed  

in m in im iz in g  N o rth  S lo p e  p ro d u c tio n  d ec l in e  and  the im p ac t  tha t E L F  has  

had  on  th ese  d e v e lo p m e n ts .

A s 1 m e n t io n e d ,  C o n o c o P h i l l ip s  is A la s k a ’s lead ing  p ro d u c e r  an d  ex p lo re r .  

S in ce  1989, w e  h a v e  been  in vo lved  w ith  the ex p lo ra t io n  and  d e v e lo p m e n t  o f  

fou rteen  sa te l l i t e s  (six o f  these  s ince  2001). T h ese  sa te ll i tes  w e re  

p re d o m in a te ly  m arg ina l  d e v e lo p m en ts ,  th e  50  to  150 m illion  barrel ty p e  that 

th e  S ta te  is ta rg e t in g  w ith  this leg is la tion , that w ere  ab le  to be d e v e lo p e d  as 

a resu lt o f  th e  fa v o ra b le  fiscal t iv a .m en t g iven  u n d e r  EL F.

D e v e lo p m e n t  o f  these  sa te ll i te s  p layed  a s ign if ican t ro le in r e d u c in g  N o rth  

S lo p e  d e c l in e  a n d  e n ab lin g  m ore  than  1.9 b illion ba rre ls  o f  ad d it iona l oil to 

b e  p ro d u c e d  c o m p a re d  to  p red ic t io n s  b ack  in 1989, w h e n  the E c o n o m ic  

L im it  F a c to r  w a s  first in trod uced . T h is  is equ iv a len t to d isc o v e r in g  a 

K u p a ru k -s iz e  f ie ld  and has  ad d ed  m o re  than  $5 billion in rev en u es  to  th e  

S ta le  o f  A la sk a .  In ad d it ion  to  o u r  ac tive  sa tellite  d e v e lo p m en ts ,  w e  

co n tin u e d  to  a c t iv e ly  ex p lo re ,  d r i l l in g  m o re  that 40  ex p lo ra t io n  an d  ap p ra isa l  

w e lls  in th e  las t 5 years  an d  are  co m m it te d  to  co n tin u e  ex p lo r in g  in th e  S ta te

4



and developing future successes. As we look back, in general the ELF 

structure did what it was intended to do and enabled C onocoPhillips to 

continue exploration, pursue heavy oil, develop marginal satellite fields and 

maintain in-field drilling programs. It increased the barrels in the pipeline 

and the state governm ent w as able to collect the royalties, the corporate 

income taxes, the property taxes, and the various fees and surcharges that go 

along with these developm ents; the federal governm ent collected its share; 

and most important, A laska’s econom y was able to grow.

We understand the State’s view on the limitations o f  the current ELF-based 

severance tax system, particularly at high prices. We also understand that 

there is no such thing as a perfect tax system. I lowever, we believe that 

there can be such a th ing as a wise and enduring tax policy. We believe a 

production tax, such as the one the G overnor has proposed, that is intended 

to reflect profits from that production an 1 includes incentives to encourage 

investment in the future and fair transition provisions that recognize the 

costs of the investments already made, is such a policy.

Nevertheless, I IB 488 / SB 305 as proposed will result in an average o f  $1 

billion per y ea r  in additional State revenue at today 's  prices, even with 

significant industry investment levels. This unprecedented increase will 

more than double existing severance tax payments.

With that backdrop, M arianne and I wi aid like to give you  C onocoPhillips ' 

perspective in several key areas:

• A balanced fiscal structure is critical for both oil and gas future 

investment,

Testimony Regarding HB488 & SB 305. a Petroleum Production la x  Bill
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•  Future o f  oil production in Alaska is prim arily  dependent on existing 

fields

• I IB 488 /  SB 305 differentially and adversely  impacts our legacy 

production from existing fields

•  A significant transition plan is necessary to allow  equitable 

conversion to a new  production tax system

• The new  PPT will impact A laska’s global com petitiveness for 
investment

Balanced Fiscal Struct tire: There have been m any questions about the 

relationship o f  the G overnor’s oil tax proposal to the iiscal contract 

negotiations under the Stranded G as D evelopm ent Act. As you know  the 

fundamental purpose o f  the Stranded Gas D evelopm ent Aet was to 

encourage new  investment to develop the S ta te ’s stranded gas resources by 

establishing fiscal terms in advance with as much certainty as the 

Constitution o f  the State o f  Alaska allows.

Unfortunately, the line between “oil” and "gas” is not clear-cut. ( >i 1 and gas 

exist together in reservoirs; the wells we drill produce both; many o f  the 

investments necessary to develop gas will help develop oil as well. 

Ultimately, this means that the "fiscal certainty” provided by the State under 

the SGDA could be inadequate i f  it only applied to gas.

The Administration recognized the need for the Legislature to approve any 

agreem ent that included fiscal certainty for oil but was unwilling to consider 

fiscal certainly on oil under the term s o f  the current production tax statute. It 

was, however, willing to propose to the legislature a new  oil tax that could

6
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becom e part o f  a fair and durable fiscal regime for both oil and gas. But the 

A dm inistra tion’s position was clear: the new  production tax had to stand on 

its ow n. In other words, it had to represent som ething the legislature itself 

w ould accept as wise tax policy even in the absence o f  a deal on the natural 

gas pipeline.

For o u r  part, this oil tax increase— on average, $1 billion per year for the 

industry at to day ’s prices— is not something ConocoPhillips would have 

found acceptable if  we d idn ’t think it would result in progress— and, 

ultimately, an agreem ent to m ove forward— on the gas pipeline project.

So, once again, the proposed oil tax increase by the Administration is a 

balance. On the one hand, it provides a foundation for fiscal stability for the 

oil and  gas-related businesses ol the Producers in Alaska. This stability is 

essential to facilitate future investment, including investment in the 

developm ent o f  a gas pipeline project. On the other hand, the Producers 

m ust pay substantially m ore taxes than they would under the current regime.

Future Oil Production: I would like to move on to talk briefly on the 

future o f  oil production in Alaska. Even with the proposed incentives, the 

S ta te ’s consultant acknow ledges that production resulting from wildcat 

exploration, will only play a small lole in increasing revenues under the 

PPT. The core legacy fields such as Prudhoe and K uparuk will still produce 

over 80%  o f  the total North Slope production in 2015, providing the base 

infrastructure on which these sm aller fields will depend.
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The already discovered heavy oil resource will p lay a much m ore significant 

role in the future o f  the North Slope However, the S tate’s consultant 

acknowledged that technology limitations and development costs will 

constrain heavy oil production in the near term, and it could be m any years 

before this resource reaches its production potential. Vet, this heavy oil 

resource base is huge; published data suggests that in-place volumes are 

greater than 20 billion barrels. This is a key resource for Alaska, and the 

legislature should consider a structure that will best enable its development. 

The technology required to develop this resource will require huge 

expenditures. Therefore, heavy oil should be given differential 

consideration in the form o f  a lower tax rate or additional credits to develop.

Impact on legacy production: The bill has been designed to encourage 

new investors to com e to Alaska. We fully support the arrival o f  new  

players and believe they can be beneficial to both the State and the Industry. 

Indeed, we have already made partners o f  several o f  them. 1 lowever, the 

terms that will attract new investors also come with a cost.

U nder the G overnor 's  proposal the tax increase mainly targets the large 

legacy production assets (Prudhoe and Kuparuk) and will result in one o f  the 

highest, i f  not the highest severance tax burden o f  anywhere in the United 

States. This is an unprecedented fiscal increase on those who invested lens 

o f  billions o f  dollars to develop the North Slope and stayed in Alaska 

through difficult times, including periods o f  very km  oil prices. We believe 

such an increase could undermine investor confidence in Alaska.

As we have discussed, the huge rate increase reflected in this bill is

8
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som ething that ConocoPhillips supports with great reluctance. We should 

acknow ledge that the State is currently enjoying a budget surplus and i f  one 

were to consider moving to a profits tax that collected the same am ount that 

is collected today under current law', the PPT rate would be approximately 

13% vs the 20%  in the proposed bill.

Nevertheless, the legislature has fielded m any questions over the last week 

som e o f  which suggest that a tax rate o f  20%  is too low and that 2>% would 

be m ore appropriate. Anytime the governm ent raises taxes it is taking away 

m oney from the private sector that could be used for reinvestment and 

continued jo b  growth. While it is obvious that higher rates would negatively 

affect the oil and gas industry, w e also believe that ihose higher rates would 

not be in the long-term best interest o f  the State.

New field sizes in Alaska are small and arctic operating and development 

costs are high. We therefore spend a lot o f  time and resources assessing the 

upside potential and the downside risk. W hen we invest, we Tilly understand 

that there is a chance that we may not get a return on the investment, but also 

acknow ledge that results could exceed expectations; hopefully we are right 

m ore than we are wrong. As we bear the greatest risk, it is fair that we 

should be appropriately rewarded. We acknowledge that the presence o f  tax 

credits reduces the downside risk for investors, but conversely higher tax 

rates significantly reduce the upside potential.

To attract investors, the State needs to set an appropriate risk/ieward 

balance. If  the credits are too high, the state will lake too m uch downside 

risk, if  the tax rate is too high, investors see insufficient upside potential and

9
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look for better opportunities elsewhere. As we have mentioned before, with 

the high field costs and limited exploration prospectivity , investors in A laska 

need upside potential. M oving  upwards from 2 0 %  will seriously disrupt this 

risk/reward balance.

Getting the right balance between the tax rate and the credits for 

reinvestment is critical to  future resource developm ent in Alaska. The 

balance provided in this bill, while incorporating  a significant tax increase, 

reflects, as w e ’ve said, a balance we are w illing to reluctantly accept. 

Changes, even small ones will impact this balance and will cause investors 

to re-evaluate potential investments. Tw enty percent can be implemented; 

but, the question you have to wrestle with is, w ith a raie that high, are you 

really going to get the level o f  long-term investm ent you desire.

Transition Plan: 1 Jnder the bill, a fraction o f  a p roducer’s expenditures on 

exploration, appraisal, and developm ent capital incurred over the past five 

years may be deducted for purposes o f  calcula ting the p roducer 's  monthly 

profit tax obligation. ConocoPhillips supports ihis plan as it provides an 

equitable transition to the new  tax system and is an essential piece o f  the 

overall balance reflected in the bill.

I he Fiord field was discovered in 1992 (prior to the discovery o f  the Alpine 

Field). It was not possible to develop this small field by itself and it is only 

with the expansion o f  the Alpine facilities in 2004 that it is now  possible to 

develop this satellite.

fhe  project kicked o f f  in 2003 and when faced with ELF aggregation, w as in
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je o p a rd y  o f  not m oving forward. In 2005, the Department o f  R evenue 

provided ConocoPhillips with a letter ruling s t r i n g  that F iord  would be 

treated as stand-alone satellite and not be aggregated with Alpine for 

severance tax purposes. As a small satellite, Fiord would have a low ELF 

and hence pay little severance tax. O nce this decision w as received from the 

DOR, C onocoPhillips and its partners sanctioned the project.

Fiord will be an 18 well, roadless satellite with first production in late third 

or fourth quarter this year. Drilling will continue in 2007 and 2008 and 

production  will peak at around 17,000 bpd. Tot; 1 capital costs are expected 

to he around S300MM. While oil and gas prices have significant increased 

over the past few years, we are also seeing dramatically increased labor and 

material costs. On this project alone, we expect the costs be $30M M  more 

than originally sanctioned.

The m ajority  o f  the costs associated with developing Fiord will have been 

expended  prior to the bill becom ing effective. Without the Transitional 

Investment Expenditure plan, only costs associated with the 2007 and 2008 

w inter drilling programs would be eligible for PPT deductions and credits.

As previously  discussed, the project w as sanctioned (based on the letter 

ruling from the DOR) assum ing that the field would pay full state corporate 

incom e tax, royalty and property tax, but little or no severance tax.

H ow ever, under the new hill, the developm ent would now  he subject to the 

20%  P P T  rate. Without the transition plan, the increase in fiscal terms will 

result in a reduction o f  over $100M M  in gross value and a 0%  reduction in 

IRR at a $40 ANS W est Coast Price.
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C onocoPhillips is currently  working on two other satellites in addition to 

Fiord. These are Nanucj, due to start up in late 2006, and W est Sak IJ, which 

cam e on line in late 2005. All o f  these projects will have similar value loss 

impacts w ithout the transition plan. In addition there are several other 

projects undertaken over the last few years which are now  almost lly 

developed and will have  value eroded as a result o f  the PPT.

In order to ensure that these past investments are equitably treated, a 

transition plan is essential.

I would now like to ask  Marianne Kali to spend a few m om ents discussing 

how this proposed tax change might impact A laska’s competitiveness from 

the perspective o f  a global investor.

Good afternoon. I am  Marianne Kali, the C h ie f  Economist for 

ConocoPhillips in I louston. Thank you for providing me the opportunity to 

discuss how this p roposed tax change might impact A laska 's  

com petitiveness from the perspective o f  a global investor.

First, let me say that I appreciate the difficulty o f  your position. M any 

factors have to be considered  by a governm ent in choosing an appropriate 

tax rate for an industry as com plex as the oil and gas industry. Cost 

structure, prospectiv ily , potential field size, reservoir quality, regulatory 

constraints, and the desired level o f  investment are perhaps but a few o f  the 

factors that have to he considered. M oreover, how  these factors interrelate is 

not always obvious or easy to predict. Nevertheless, I will discuss several o f
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these factors and try to give you information that 1 hope vvill be helpful and 

relevant to your deliberations.

With that said, let me turn to some things that may be im portant to your 

decision and that I can illustrate with some slides.

Global Total Cost per Barrel: This slide shows for Alaska and other 

locations average capital and operating costs on a per dollar per BOE basis 

over the last decade. You can see that Alaska has higher capital and 

operating costs than other regions. Cost needs to be taken into account when 

setting the lax take. The coun’ries with the lowest costs can afford to have 

higher tax rates while rem aining competitive. Similarly, h igher cost 

countries need to offset these conditions with lower tax lakes.

In addition, with higher taxes there is actually less o f  an incentive for 

com panies to control costs so you can say that higher taxes lead to higher 

costs.

A l a s k a  -  H i g h  C o s t ,  Hi<>li T a x : My next slide, shows the total costs as a 

function o f  government take for about 50 countries/states in the world. This 

data w as taken from the Wood M ackenzie 2004 “Global Oil and G as Risks 

and Rew ard Study". As can be seen, there are inverse relationships between 

G overnm ent take and Total Costs. Alaska under the ELF is shown as the 

Green Box and the peer com panies referenced by the S ta te’s consultant in 

his PPT report are annotated and shown as red data points. A s can be seen, 

Alaska under ELF is on the same trend line as many o f  the countries used by 

the consultant for his com petitive analysis in his PPT report and is in the
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“High Cost-Low Tax’” quadrant. Based on his analysis, Government Take 

under PPT will go up about 6%. A laska’s position on the charts under PPT 

is shown high-lighted with a circle in the upper right-hand quadrant. Using 

the new  Government take figures estimated by the S ta te’s consultant, Alaska 

has now  shifted from the original trend line and moved into the high cost- 

high tax quadrant.

It is interesting to note that peer areas (according to the consultant’ : 

com petitive analysis) such as the G u lf  o f  M exico and UK North Sea (even 

adjusted for the recent tax increase) are still significantly more favorable 

investment regimes. T he high cost in the Arctic and the types o f  lields that 

are likely to be found suggest that the proposed fiscal regime could detract, 

rather than encourage, significant additional investment.

has limited prospectivity as compared to many parts o f  the world that we are 

exploring. Tax rates need to reflect that.

com paring  tax rates o f  different regimes around the world. He assessed the 

impact on investor net present value using similar sized lields in all

locations. That is not the way investors look at it. When we compare

investments in Russia versus Alaska, for example, we compare the prospects 

o f  finding a very large field with very high tax rates in Russia versus finding

14



a m uch sm aller Held with low er lax rates in Alaska. The greater 

prospectivity in Russia may com pensate for the higher tax rates. Thus, it is 

not meaningful to  compare the competitiveness o f  Alaskan tax te rm s with 

R ussia’s term s or those in Azerbaijan and Angola at the same field sizes.

Norwegian Crude Production: The State’s consultant has stated that 

Norw ay is comparable to Alaska in its wealth o f  natural resources and 

should be an analogue for Alaska. I d on ’t believe that it is a good analogue 

because N orw ay has a lower cost structure and better prospectivity than 

Alaska. However, Norway has significantly higher taxes than Alaska. 1 

d o n ’t beiieve that the N orw egian tax model is a helpful com parison for 

A laska because as shown in th is slide, Norwegian crude production has 

declined by 17% since 2001 despite the high oil prices we have seen in 

recent years. Thus, I would assert that Norway is not getting sufficient 

investment since its tax regime isn ’t in line with its cost and prospectivity 

position.

Petroleum Industry ke- lnvcstm ent Rates: Investors most iced stable 

fiscal te rm s with tax rates that are com m ensurate with the cost structure and 

size o f  the opportunity. A laska’s tax regime has offered that in the past and 

that is why we have found Alaska to be an attractive place to invest.

With the recent tax increases w e  have seen in a few locations around the 

world, 1 have become concerned that global tax takes are reaching a point 

where private com panies are finding it challenging lo invest. I believe that 

is one o f  the main reasons why petroleum industry re-investment rates, 

including those o f  independents, have not completely follow 1 the rise up in

Testimony Regarding HB488 & SB 305, a Petroleum Production Tax Bill
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crude prices.

O f  course, there are several other reasons why we h av e n ’t seen a greater 

spending response thus far — the expectation that prices will cycle dow n to 

more “normal” levels and a lag time in developing new  projects to invest in. 

But I firmly believe that tax rates around the world are also playing a key 

role. 1 also believe that re-investment rates could be lagging due to fear that 

governm ents will change tax rates after investments are made. Longer term, 

1 am concerned that private oil com panies will not be able to invest in 

conventional oil under term s being offered and will be forced to invest in 

alternative energy supplies with more favorable tax terms.

C o s t  o f  Capital: A nother concern from a major oil com pany 's  point o f  

view is the bias in the proposed tax regime change in favor o f  new versus 

legacy investors. There is a com m on misperception that small and medium 

sized petroleum com panies have lower return requirem ents than the majors.

I would like to point out that the independent petroleum com panies as a 

group, for example, have a higher cost o f  capital than the supermajors, and 

they should therefore have higher return requirements. Com panies o f  all 

sizes who have not m aintained adequate returns for their shareholders are no 

longer with us today.

I would also imagine that independents will also be com paring A laska’s tax 

rates to those in the G u lf  o f  M exico, United K ingdom  and Canadian oil 

sands, where they have been frequent investors. T he S tate’s consultant 

concludes that tax rates in these locations are more competitive than the 

existing and proposed tax rates in Alaska.
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J f  countries have high tax rates, it is possible that only govem m ent- 

controlled oil com panies with different objectives, like energy security, will 

be willing to invest.

There is another concern created by the bias in favor o f  new versus legacy 

investors. This bias creates the potential o f  having a large num ber o f  small 

players active in the environmentally sensitive North Slope. T he costs 

associated with the environmental protections that companies like 

ConocoPhillips insist on and are dem anded by federal, state, and local 

governm ents arc significant. This level o f  environmental sensitivity may be 

new  to many o f  these smaller players.

Majors Offer Important Benefits: ConocoPhillips has been a long-term 

investor in Alaska and we want to m ake the case for why our company, 

along with other majors, should continue to have a significant role in the 

state.

We have the s i /e  and financial strength to c a n y  out projects o f  any size We 

have the skills to manage large and com plex projects and we have 

substantial experience in developing projects and operating in Arctic 

conditions. ConocoPhillips, in particular, has suostantial experience in 

heavy oil production and has leading coking technology to process heavier 

crudes. We are also the second largest refiner in the United States so we 

have the ability to upgrade our num erous refineries to process additional 

heavy crude oil. We also have strong com m ercial acumen and access to 

markets, which allows us to design projects to  maximize the value o f  the
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resource. For example, ConocoPhillips is the second largest gas m arketer in 

the United States. And we have strong risk m anagem ent skills. Finally, we 

have a long-term investment horizon. That m eans that we invest year in and 

year out and w o n ’t leave when m arket conditions get rough.

Majors Have (.’real Spending Capability: The last point J wanted to make

about why m ajor oil com panies should be viewed as desirable investors is 

our great investment capability. This chart show s the th ree-vear average 

total upstream spending in billions o f  dollars o f  the majors versus various 

independent petroleum com panies. We can and would like to  bring a lot o f  

investment dollars into this state provided the terms are com petitive. I he

tax proposal as introduced is the upper bound o f  what we believe is 

reasonable given the totality o f  the deal.

Thank you for your attention.

Thank you Marianne

Hill Lan»ua»c:

Prior to some concluding remarks, 1 would like to note that we have 

identified some suggested changes in language to improve or clarify the 

intent o f  the bill. A m ong other things, these changes concern how eligible 

deductions and credits are identified and how  the value at the point o f  

production should be calculated. We are developing proposed language to 

reflect these changes and hope to offer this language to you shortly.

Finally, we would like to sum m arize several key messages.

IS
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One, the proposed tax results in a more than doubling o f  the effec tive  tax 

rate over the current system. In isolation, we would not view this change as 

reasonable, fair or appropriate, particularly given the state’s current budget 

surplus. I lowever, as a foundation for oil and gas fiscal stability that 

facilitates future investment in Alaska, the balance proposed in this bill is 

som ething ConocoPhillips will reluctantly support.

Two, the  North Slope has a huge heavy oil resource that is already 

significantly disadvantaged from a technology, quality and cost perspective; 

incentivizing this resource will be key to increasing production levels in 

Alaska.

Three, a transition plan from the current production tax system to the next is 

essential to ensure equitable treatment o f  our legacy investments. M any o f  

these investm ents were associated with the development o f  marginal assets 

that w ere justified  on the basis o f  FLF. Qualifying these legacy investments 

for deduction  against PPI is an essential part o f th e  balance reflected in the 

bill.

Pour, the tax rate proposed in the bill pushes Alaska into a high cost/high tax 

bracket as com pared  to many regim es around the world. I his will affect the 

risk/reward balance that com panies will evaluate before deciding to invest 

here. Before you accept the rate reflected in the Governor's bill, you must 

be com fortable  with the potential risks to future investment that such a high 

rate imposes.
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I would like to reiterate that Alaska and ConocoPhillips are aligned as 

partners 011 m any im portant goals:

•  increasing investm ent in Alaska;

•  increasing A laska’s oil and gas production,

•  increasing A laska’s competitive position, and

•  developing long-term  relationships with proven partners for long­

term, mutual benefit.

In closing, m any factors have to be considered by a governm ent in choosing 

an appropriate tax rate for an industry as complex as the oil and gas industry. 

Cost structure (including distance to market), prospectivity, potential Held 

size, reservoir quality, regulatory constraints, and the desired level o f  

investment are perhaps but a few o f  the factors that nave lo be considered. 

Today, Alaska is challenged in each o f  these areas and the fiscal regime 

needs to recognize this.

Thank you for considering our views.
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Alaska’s No. 1 Oil Producer
2005 production: 314 MBOD 

Alaska’s No. 1 Gas Producer
2005 production: 170 MMCFD 

Alaska’s No. 1 Explorer
5 exploration wells in 2005
7 exploration wells 2006 

Largest Owner of State & Federal Leases
605,755 acres developed ’05 
2.8 million acres undeveloped ’05 

Largest Industry Community Supporter
2006 > $12 Million Contributions

Largest Royalty and Tax Payer
2005 Taxes and Royalties: $1.6 Billion
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ConocoPhillips’ Perspective

• Balanced fiscal structure critical for future O&G investment

• Future oil production in Alaska dependent on existing fields

• Bill differentially impacts legacy production

• Importance of Transitional Investment Expenditure plan

• Alaska’s competitiveness on a globai basis
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Future North Slope Production Profile
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SoA Effective Tax Rate: Core vs. Satellites/New
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Global Total Cost Per Barrel
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Global Average Commercial Discovery Size
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•  •  •Norwegian Crude Production
Decline Continues Despite Higher Prices
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Cost of Capital
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Majors Offer Important Benefits

• Financial strength

• Arctic development & operating experience

• Project management skills

• Heavy oil production & upgrading technology

• Commercial acumen

• Risk management skills

• Long-term investment horizon
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Majors Have Great Spending Capability
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Key Messages

• Proposed production tax increase is 200+%
-  Only acceptable as foundation for oil and gas fiscal stability

• ANS Heavy Oil should be incentivized as key resource for mitigating 
production decline

• A 5 yr transition plan for deducting recent capital expenditures is vital 
for an equitable conversion

• Production tax rates at 20%+ may actually negatively impact Alaska’s 
ability to attract investment
-  Our Costs are Higher
-  We Have Reduced Prospectivity -  Our Targets are Smaller
-  Our Environmental Protection is Superior
-  Our Lead Times are Longer
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SoA Effective Tax Rate: Core vs. Satellites/New

Core fie lds w ill prov ide 65% o f North Slope production over the next 20 years 
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-  Project costs have increase S30MM since project sanctioned in 
2005
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ConocoPhillips’ Perspective

• Balanced fiscal structure critical for future O&G investment

• Future oil production in Alaska dependent on existing fields

• Bill differentially impacts legacy production

• Importance of Transitional Investment Expenditure plan

• Alaska’s competitiveness on a global basis
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Marianne Kah 
ConocoPhillips Chief Economist
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A laska -  High C o s t  High Tax?
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Global Average Commercial Discovery Size
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Norwegian Crude Production 
Decline Cortinues Despite Higher Prices

Million Barrels per Day

T I
1990 1992 1994 1996 1998 2000 2002 2004

Source: Oil and Gas Journal
2005 is 11 month average »-ConocoPhillipsTnimtx sw» ?i  '___

Re-Investment Rates 
1994-2004
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C ost of Capital
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Majors Offer Important Benefits

• Financial strength

• Arctic development & operating experience

• Project management skills

• Heavy oil production & upgrading technology

• Commercial acumen

• Risk management skills

• Long-term investment horizon
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Majors Have Great Spending Capability
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Key Messages

• Proposed production tax increase is 200+%
-  Only acceptable as foundation for oil and gas fiscal stability

• ANS Heavy Oil should be incentivized as key resource for mitigating 
production decline

• A 5 yr transition plan for deducting recent capital expenditures is vital 
for an equitable conversion

• Production tax rates at 2u%+ may actually negatively impact Alaska's 
ability to attract investment
-  Our Costs are Higher
-  We Have Reduced Prospectivity -  Our Targets are Smaller
-  Our Environmental Protection is Superior
-  Our Lead Times are Longer
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