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MEMORANDUM DEPARTMENT OF REVENUE
T a x  Division

T O : Senator Thomas Wagoner
Chairman, Senate Resources Committee

FR O M : Robynn J. Wilson /j^)
Director, Tax Division

RE: Outstanding Questions on PPT (SB 305)

DATE: February 27, 2006

During the hearings on February 22— 24, 2006.1 have noted the following outstanding 
questions from your committee members. Please let me know if there are additional 
questions.

Senate R esources

1. Is it possible to revise Dr. Van M uers’ country rankings to include risk?

2.. Show tax calculation with the following assumptions; 
gross value S60
opex 15
capez 10

4. Which companies have made what investments on the North Slope in the last 5 years? 
( This question will be answered within the constraints o f  conf. Jentiality requirements.)

5. Arc costs to demobe wells a capital expenditure for purposes o f the PP“r ?



Al a s k a  s t a t e  l e g is l a t u r e
S e n a t e , R e s o u r c e s  C o m m t t i  t t

Senator Tom  Wagom ri. Chair
Stan* Capitol, Room 127 Juneau. AK 94801-1181'

11 O U S E  R e s o u r c e s  C o m m i t t e e

Rrp . Ralph Samuel*. Co-Chair
State Capitol. Room 12(i 
Juneau AK 99801*1182

Officia l Business Kcp Ja> Ramras Co Chair 
Stale Capitol. Rrtam 101 
Juneau. AK 9980) 1182

DATE:
TO:
FROM:
RE:

February 28. 2006
Commissioner Bill Corbus & Commissioner-Select Menge 
Senate & House Resources Comm.ttee 
Questions on PPT Legislation

We have listed the questions we have heard both during the committee process and 
also during subsequent discussions. Please provide your responses, at your very 
earliest convenience, in writing. We anticipate your appearance again before the 
committees perhaps as early as Wednesday, March 1.

To the extent that information requests are confidential information, please provide 
them as separate documents so we will be ab.u ̂  Keep them distinguished from open, 
public information.

We understand that you are working on the first three questions, per the memo from R. 
Wilson on 2-27-06, and will also be providing tax calculations with the following 
assumptions: Gross value =60 00; Opex= 15.00; and Capez= 10 00.

1. Identify values/amounts for the “look-back" or transitional section; per year 
according to the actual, by type (exploration, development, production), by 
company.

2. How are mob, demob, and plattorm abandonment costs treated - as tax 
credits or deductions7

3. Is there a “rat, ,g" for political stability -  or one that reflects instability?

4. What loss of revenue is incurred by moving the effective date from Jan 1, 
2006 to July 1, 2006 on both 20/20 and on 25/20?

5. Section 9 -  what amount is involved in this section.

6. Was there consideration of phasing out the $73 million deduction over a 
certain period of time?

7. Of the current 14 producers in Alaska, which would pay a severance tax after 
employing the proposed $73 mi non standard deduction?

Committee Staff- Mary Jackson (907) 465-4907 telephone (907) 465-4779 lax



8. Which other tax regimes -  worldwide - have a progressivity structure?

9. How many private royalty owners are there in Alaska -  all areas, not just the 
North Slope (..e., Nenana Basin, Kenai Peninsula, native corporation 
holdings, etc).

10. Provide a graph showing the status quo, the PPT, and the gas line contract 
terms.

11. Provide information on the effect of previous incentives -  the costs.

12. What is the rational for offering the same amount of credits for non-state 
lease lands where 'he state receives no royalty lax benefit -  was there 
discussion of a reduction in the credit to offset this?

13. Why should Point Thomson be incentivised?

14. Can you provide better definitions for "point of production' and "oil" and "gas" 
and has the State litigated these terms?

15. What steps must be taken to make the tax credits refundable rather than 
transferable?

16. On Page 13, line 24 of the bill, what ooes "payment in lieu o f tie into for oil?

17. Does the limit on transferable tax credits in section 12 (subsection (e)) limit 
the amoun’ 0f tax credits that a single taxpayer can take against their own 
production tax in a s.ngle year7

18. The State of Alaska has relied on the cervices and expertise of multiple 
outside law firms to handle disputes over oil and gas issues; have you 
conferred with such counsel in the drafting or review of this legislation? If so, 
have they assessed the impacts of the legislation on the State's legal position 
in past agreements, current disputes, or future disputes?

19. Have you asked the Department of Law to review this legislation in light or the 
61'1 Circuit Court of Appeals' decision in Cuno v DaimlerChrysler that is now 
pending before the Unitea States Supreme Court?

20. Please provide information regarding the expenditures that will qualify for the 
transition credits— including the depreciation method chosen under the 
federal and state income tax systems

21. Have any of the definitions in sections 30-33 been the subject of disputes 
with tax and/or royalty payers in the past? To the extent they have, please 
provide the definitions the state asserted in those disputes.



23.

24.

25.

26.

27.

28.

29.

30

31.

22. Please provide an identification of the point of production at each unit in the 
state under existing statutes, regulations, agreements, and court decisions 
Provide the same under the definition as proposed.

Please provide an identification of 'gas treatment' and 'gas processing' 
facilities in the state unJer the existing statutes, regulations, agreements, and 
court decisions. Provide the same under the definition as proposed.

What standard will be used to determine whether oil or gas is of 'pipeline 
quality' under the uefinitior. of 'gross value at the point of production'?

Provide a historical analysis of the results of valuation methodologies 
adopted by the Department of Revenue, Department of Natural Resources 
(under all agreements), and the Department of the Interior.

Will abandonment costs be eligible for deductions or credits under the 
legislation7 If so, whot estimates of the timing and costs of those activities 
does the Department project?

How will AS 43.55.160Q) protect the State from a proliferation of corporate 
entities and/or comp' ,ies claiming the tax free allowance?

Provide the number of exploration and delineatior wells estimated to be 
drilled over the rst ten years of your economic models. Include technical 
and economic success rates projected in the modeling.

Provide estimates for undisco/ered resources in Alaska, include the 
breakdown between technically recoverable and economically recoverable 
resources to the extent possible.

Provide a historical analysis of the effective tax rate on each field in 
production on the North Slope over the past twenty years.

How will Net i- jfit Share Leases be affected by this legislation? Will the 
gross costs of exploration and development go into the Development 
Account— or those costs net of the credits and deductions?



Senator K im Elton

SB 305 Oil an d  G as Severance Tax

It 's  been  re p o rte d  that th e  gas line con tract w ill p ro p o se  th e  s ta te  tak e  its 
gas p ro d u c tio n  tax sh are  in the  form  of gas. H o w  d o e s  th a t w o rk  in th is  
bill?

O f th e  p re-P P T  cred it p ro v is io n s  (or claw  back), w h a t is th e  cost to the  
s ta te  for legacy  fields an d  w h at is the cost to  the s ta te  fo r fro n tie r reg im es?

O f the p re  PPT cred it p ro v isio n s (the claw  back), h o w  m an y  in v e s tm e n t 
c re d its  w e re  so ld  u n d e r  SB 185 an d  h ow  d o  w e  e n su re  th e  p e rso n  w h o  
h o ld s  th e  c red it, not the o rig inal rec ip ien t, gets th e  cred it?

If w e h av e  a gas p ipe lin e  in 2015, w h a t will th e  ELF tax " ta k e "  be on  N o rth  
S lo pe  gas a n d  w h at w ill the  " tak e"  be u n d e r the PPT? W hat will the  
" ta k e "  be u n d e r  PPT if w e take gas in lieu o f the  p ro d u c tio n  tax (the tak e  
w o u ld , I a s su m e  be the d ay -to -d ay  v a lu e  of the gas less th e  s ta te 's  cut ir. 
se llin g  the g as  on  the  m arketp lace)?

------------------------------ a l a s x a  S e n a t e ------------------------------
S t a le  C a p i t o l  . Juneau , A la s k a  99801-1182.  (907) 465-4947. fa x  (907) 465-2108 

S e n a to r ,  kjm . Et.TONeLECis.sTArE.AK us



In what circum stances w o r'd  oil and gas taxes go straight into the C B R °

Referring to section 18 and 19, why change from shall to is?

Why does the bill o lfcr multiple methods to determine gross value? Who will choose 
methodology?

Section 21, page 13 line S -  why is this clause constrained by Dec 1, 2005

Section 21, provision (h), which US CPI docs the Administration plan on using0

Arc the current oil conservation surcharges deductible from any other taxation? If not. 
what is the policy reason to make them a credit in SB305 and what is the economic 
impact?
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Lack of infrastructure and competition
• »■ ' * * ' ’ v , ' a

'  Limitecf access to facilities and
* . * ^ .

'pipelines
•  Extremely long lead-time exploration >

*-• /  .. V

' Seasonal drilling & regulatory timing 
requirements * v• i  * •

• ■ • • • •• • . / ' ; ; ;• ' * '

'  Lack pf gas market



Administration did a good^ob 
balancing issues and priorities

•  -  •  * *• % _

-  State vs. Companies
-  Companies vs. State * *  .

• «

-  Companies vs. Companies



N e w  Small Oil D<
r

Ultimate recovery is 47 million barrels.

Peak oil production rate is 15,000 BOPD.
n  • . .

Capital expenditure is 31 o friillion dollars.

"  ■ ■ \  A
Timing from discovery to*/irst production is 6 years.

* .

The development conceptis a satellite to an existing oil field. The
satellite has a separate ELF calculation from the existing oil field.

,•< • . • i 1 \  : *
. v .  ••••. v , • .

The satellite field pays an oil processing charge to the existing facility 
of $5.00 per barrel. This is treated as a deduction to the wellhead price.

' /  1 . W/v-
The royalty is 12.5%.



After Tax Rate of Return as a function of Wellhead Oil Price
Smail Oil Deve npment

W ellhead Oil P rice - S/STB
Existing "ELF Tax

20oo-20%-$73MM Pioposal - Existing Producer S73MM Exemption Applied Elsewhere 

2 0 ’o-20°o-S73MM Pioposal - New Entrant S73MM Exemption Applied to this Evaluation 

25°o-20°o-S73MM Sensitivity Calculation - Existing Producer S73MM Exemption Applied Elsewhere
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After Tax Net Present Value Discot nted @ 12 % vs. Wellhead Oil Price

Small Oil Development

Wellhead Oil Price - S/STB
-o —  Existing "ELF Tax

o - 20°o-20°o-S73MM Proposal - Existing Producer S73MM Exemption Applied Elsewhere 

20 'V 20ob-$73MM Proposal - New Entrant S73MM Exemption Applied to this Evaluation 

-o— 25 . -20VS73MM Sensitivity Calculation - Existing Producer S73MM Exemption Applied Elsewhere

resent Value



for

Commercial chance of success is 15% at a $32/Bbl -
wellhead oil price i■ *  ,1 : . » * ‘ . *•

» • »v  . . /  •

• * * • . . .  .. ’• : '

.. . ' '• ' ‘ . V  ■:
Mean commercial prospect size is 345 million barrels

. • ' • % * ' * » • *  ’* •

VI • * v •* , w _  •  "
• •

• ' . ’

Capital expenditure is 1.1 billion dollars '

H

*  The peak productidh rate is 55,000' BOPD

Royalty is 12.5%

. I :



After Tax Rate of Return as a function of Wellhead Oil Price 
R isked  Pre D rill 345 M M B O  P ro s p e c t E x p lo ra tio n  E c o n o m ic s

$15 $20 $25 $30 $35 $40 $45

Wellhead Oil P r ice -S /S T B
-Existing "ELF" Tax

a - 20°o-20°< -S73MM Proposal - Existing Producer S73MM Exemption Applied Elsewhere 

— a— 20'V20'Jo-S73MM Proposal - New Entrant S73MM Exemption Applied to this Evaluation 

— o—  25°..-20°o-S73MM Sensitivity Calculation - Existing Producer S73MM Exemption Applied Elsewhere
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After Tax Net Present Value Discounted @ 12 % vs. Wellhead Oil Price 

Risked Pre Drill 345 MMBO Prospect Exploration Econom ics

r

Wellhead Oil Price -S/STB
-o—  Existing ELF" Ta

■a 20°o-20°o-S73MM Proposal - Existing Producer $73fO Exemption Applied Elsewhere
-6— 20°o-20°o-$73MM Proposal - New Entrant S73MM Exemption Applied to this Evaluation
-o— 25V20°o-$73MM Sensitivity Calculation - Existing Producer : S73MM Exemption Applied Elsewhere
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Issues

' Look back’s looking bad
^  « 4

* Price is King
/  Independents are sensitive 

i ' $73 million is $73 million right?
- Credits that aren’t

f m •

- Be careful what you ask for
• • ■

• .. • • • • • . . .

- Should you know?
' Let’s talk ^ _
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ANS Wellhead Crude Oil Price
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w m m

This p resen ta tion  co n ta in s  fo rw a rd -lo o k in g  s ta tem ents  w ith in  the m ean ing  o f 
S ection  27A o f the S ecurities  A c t o f 1933 and S ection  21E o f the  S ecu rities  and, ' i* ■. # « A , •
E xchange A c t o f 1934. A nadarko  be lieves tha t its  expe c ta tio ns  are based o ji - 
reasonab le  a ssu m p tio n s . No assurance , how ever, can be g iven tha t its  goa ls 
w ill be ach ieved. A num ber o f fa c to rs  co u ld  cause actua l resu lts  to  d iffe r 
m ate ria lly  fro m  the p ro jec tions , an tic ipa ted  resu lts  o r o th e r e xp e c ta tio n s 
expressed in th is  release. W hile  A nadarko  m akes these  fo rw a rd -lo o k in g
s ta tem en ts  in good  fa ith , ne ithe r A nadarko  no r its  m anagem ent can guarantee

* « \ \

tha t the  an tic ipa ted  fu tu re  resu lts  w ill be ach ieved. A padarko  d isc lo se s  p roved 
reserves tha t co m p ly  w ith  the  SEC's d e fin itio n s . A d d itio n a lly , A na da rko  m ay

* •  r

d isc lo se  es tim ated  reserves, w h ich  the SEC gu id e lin es  do  n o t a llo w  us to 
inc lude  in f ilin g s  w ith  the  SEC. See A d d itio n a l F acto rs  A ffe c tin g  B u s in e s s  in 
the  M anagem ent's  D iscu ss io n  and A na lys is  (M D &A) inc luded  in the  co m p a n y 's 
A nnua l R eport on Form  10-K.



Chevron
Library
Senate Resources Committee

*

Chevron *
•Testim ony on SB 3 0 5  &  HB 4 8 8

S
,> •  , *

■  •  w

John P. Z ag er . ^
G enera l M a n a g e r*- A laska A rea

Juneau, Alaska 
March 1 , 2 0 0 6

• Chevron 2005



Chevron's Alaska Presence

■ Current Asset base is form ed by combination of heritage 
Chevron and Unocal assets

•  Both companies have been active in Alaska fo r many years

■ 4 th largest producer in state

■ 3rd largest operator

h  382 employees or full t im e contractors

•  272 on the Kenai Peninsula

•  Payroll o f >$45 million

■ Key customers: Tesoro, Enstar, Chugach Electric, Agrium , 
Aurora

■ Chevron is the only producer in the state with a relative 
balance of assets in the Cook In le t and on the North Slope

•  Bo th p ro du c t io n s tre am s are la rge enough to t r ig g e r PPT

■ Chevron's Cook In le t offshore assets are uniquely positioned 
to suffer from the proposed PPT



CVX (ORRI)
Endicott

«r *-■

Greater Kuparuk

Pt. Thomson
Greater Prudhoe Bay

rjC AlATfoi

Chevron

Alaska North Slope Fields
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000 BOEPD

Net
16

ARCTIC SLOPE

I* Ml

£ 7 •
5

|  ' NORTH SLOPE FOOTHILLS



Cook Inlet - CVX Asset Description
Chevron

i - ( L*ni (•til* h Q /
0   ■r ̂ ZLtc.U.

Ninilchik Unit (40%)
Nto.U4.rt. q /

*  Happy Valley (100%)

J ’ •sir"**h*M I'mIMI \ V /

LEGEND

#  •  —
•J  ......

c Chevron °0 0S

Cook Inlet O ffshore :

• 3 fields . all o p . )
• 10 Platforms
• 145 wells
• 2 onshore plants
• 42 mile PL
• 10,900 BOEPD

Cook Inlet Onshore :
• 8 fields ( 6 op . )
• 60 wells
• 2 gas storage fields
• Wl% in 4 PLs
• 14.100 BOEPD

Net Production

Offshore Oil 
6,300 BOPD

Gas 
112 MMCFPD

25,000 BOEPD





Cook Inlet Offshore Chevron

Cumulative Oil P rod : 1030570 Mbbl 
Cumulative Gas Prod : 15S7463 MMcf 

Cumulative Water Prod : 1117781 Mbbl

Kf

105

10

103

; ^  v /W

Kf

j  Oil Rate (CD) ( bbl/d)

■f"- Liquid Rate (CD) ( bbl/d) 

Gas I Oil Ratio ( cf/bbl) 

 Water lnj Rate (CD) ( bbl/d)

Date: Jan-2006 
Oil Rate (CD): 11143 bbl/d 
Water Rate (CD): 103177 bbl/d 
Water Cut: 90.2%

1965 66 67 68 69 70 71 72 73 74 75 76 77 78 79 
1-Prod and Wtr Cut grf

81 82 83 84 85 86 87 
Date

90 91 92 93 94 95 96 97 99 2000 01 02 03 04 05 06 0224/20060621:15



Chevron
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Trading Bay Unit
Cumulative Oil Prod : 618928 Mbbl 

Cumulative Gas Prod : 1266687 MMcf 
Cumulative Water Prod : 897435 Mbbl

----------- Water Cut ( %)  PLATFORM: DOLLY_VARDEN, GRAYUNG, KING_SALMOJ
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  Water Ini Rate (CD) ( bbl/d )_____________________________________

Date: Mav-2005 
Oil Rate (CD): 7884 bbl/d 
Water Rate (CD): 99355 bbl/d 
Water Cut: 92.6 %
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Date

90 91 92 93 94 95 96 97 99 2000 01 02 03 04 05 06 
07/1820051604:48



Cook Inlet Offshore Oil

■ Cook Inlet Oil is very high cost

•  Direct lift cost $20 - $25 per BOE

• Currently breakeven on Cash Flow @ ~ $30/BOE

• Currently breakeven on Earnings @ ~ $45/BOE

• Further production declines will raise breakeven 
prices

■ Significant operational risks

•  Two platforms are currently shut-in

•  Must maintain critical mass of operations

■ Cook Inlet Offshore cannot afford an additional tax 
burden



Chevron Cook Inlet Strategic Study

• August 10, 2005 Chevron acquires Unocal

■ Much speculation about Cook In le t asset fit in Chevron 
Portfolio

• October 2005 -  January 2006 -  Strategy work 
completed

■ Determine tha t there are incremental investment 
opportunities in the Cook In le t although they are in the 
lowest quartile of Chevron's investment portfolio, many 
other projects did not make the cut

• February 2006 - Great news - announce decision that 
Chevron will retain all Cook In le t assets with the intent to 
begin a multiyear investment program

■ Chevron will retain the current office locations



Great news, so what's the problem?

■  The Cook Inlet reinvestment program was 
evaluated using the current severance tax 
assumptions (zero severance tax)

■  When modeled under the proposed PPT the 
economics on some projects are degraded, some 
projects are improved, overall poorer economics 
for the program

•  Will cause investment decision to be reconsidered

•  Enhanced PPT terms could significantly expand the 
list of economic projects in the investment program

• Misalignment with jo in t venture properties
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Reasons to Spur Cook Inlet Investment ^0

■  Gas is running out

•  Home heating, electrical generation, industrial 
consumption

•  Additional gas supply is critical to state's economy

■  Oil redevelopment will maintain and add new jobs 
and will extend field life

■ New exploration efforts could add new fields

■ Currently a lack of significant exploration

•  Last Cook In le t lease sale was poorly attended



Summary

■ We will support the bill and the key term s as w ritten  w ith the 
fo llcw ing stipulations:

•  Cook In le t must be trea ted d iffe ren tly 

Re-apply $73 m illion exemp tion

PPT rates -  consider lowering the tax rate and /o r increase 
the capital cred it

■ Recommend inclusion of an additional 5% capital credit 
(2 0 /25 ) fo r heavy oil or te rt ia ry  recovery (C 02) projects 
statew ide

■ Need absolute clarity on te rm s and definitions

■ Chevron has been in Alaska fo r many years and intends to 
continue an active exploration and production operation in the 
state if a sound and stable fiscal regime can be offered



< • Chevron 2005



Potential Questions

• How much do you make in the State? NS? Cl?

• How much severance tax do you nay in State? NS? Cl?

• Why do you deserve the Enstar price?

• Will you pay more or less severance tax under the new PTT?

• Why separa te Cl from NS? Why would you use exemp tion fo r NS firs t?

• How im po rtan t is the clawback? 20 vs. 25% , capita l cred it? $73 m illion 
exemption?

Chevron



Comments On SB 305 and HB 488 Oil and Gas Production Tax
By Ken Thompson. Managing Director of AVCQ/Brooks Range Petroleum

Personal Background

For the record, m y  n a m e  is K e n  T h o m p s o n .  I reside at 12031 Lilac Drive, 

Anchorage, Alaska. I a m  the Managing Director of Alaska Venture C a p  ial Group, or 

A V C G  LLC, an independent oil exploration c o m p a n y  with a focus on the North Slope 

of Alaska. A V C G  is a consortium of 15 independent oil and gas companies arid 

individuals from Kans a s  and m e  as an owner/investor from Alaska. A V C G  has a 

technical and operational services’ subsidiary c o m p a n y  called Brooks R a n g e  

Petroleum, with offices in Anchorage.

A V C G  L L C  has been very active in the past six North Slope areawide lease sales 

and w e  have acquired over ''60,000 acre ̂ of exploration leases in five exploration 

prospect areas, including n e w  acreage w e  acquired earlier this morning in the N S  

lease sale. O u r  exploration strategy is to explore in the central part of the North 

Slope for fields in the 25-100+ million barrels range, fields that m a y  be too small for 

the giant producers but fields that can be produced profitably by smaller companies 

like ours. W e  believe there are hundreds of millions if not billions of barrels of oil left 

on the North Slope in smaller fields of this size.

O u r  c o m p a n y  is excited to report that the first exploration well A V C G  will participate 

in with an ownership interest should have started drilling last night...the Cronus 

e vploration well a b o i ' 10 miles southwest of the Kuparuk Field, operated by Pioneer 

Natural Resources. W e  plan twc exploration we.ls next winter and two the winter 

after that. With success, w e  will continue exploring and producing.

M y  c o m m e n t s  today represent the perspectives of a small, independent exploration 

company. Having said this, m a n y  of you also k n o w  m e  as the past President of 

A R C O  Alaska, Inc. I also served as Executive Vice-President for A R C O  and head of 

global oi' and gas exploration for A R C O .  I do have exploration and production 

experience in over 20 countries throughout the world, so I’ll also share m y  

perspective in h o w  I see the n e w  production profits tax bill in the context of 

competitiveness in the world.

Introduction

• In m y  first w e e k  as President of A R C O  Alaska in June, 1994, our A R C O  staff 

reviewed state policies with m e  to educate m e  about the oil arid gas industry in 

Alaska. O n e  of the items they reviewed with m e  w a s  the production tax and 

the complicated policy of ELF. O u r  government affairs personnel told m e  that 

E L F  w a s  in jeopardy...that the production property tax w a s  going to be 

changed. That did produce uncertainty in our project economics forecast.

Every year since then, production taxes and the E L F  have been topics...and 

uncertainty remains. Sixteen years have passed since that meeting, and 

every year, I hear discussion about production taxes, ELF, and the imminent
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threat of change. I w e l c o m e  change and I say, “It's time to put the n e w  system 

into effect and let's get on with it."

• O u r  company, A V C G ,  supports the proposed production tax changes provided 

the most important terms remain as written.

. Alaska has long b e e n  challenged to be competitive with fiscal regimes in othei 

countries that offer competing projects; as an Alaskan, I’m  excited to see the 

State ensure that our State’s n e w  oil tax regime is m o r e  like that in other 

countries...a progressive, profit sharing type structure versus a regressive, 

straight tax on gross revenues.

• T h e  State will "share the gain" at high oil prices, but will likewise "share the 

pain" at lower oil prices...this helps small investors like A V C G / B r o o k s  R a n g e  

Petroleum limit our downside risk in the event of price collapse. A n d  w e  think 

it is fair to share our upside profits with the State at a 2 0 %  tax rate; the State 

o w n s  the land and the oil...we realize that w e  only lease it and w e  do have 

implied covenants to be fair with the State.

• At this point, I would like to answer three questions from m y  perspective: 1) Is 

this n e w  production tax go o d  or bad for industry; 2) what three things should 

not be changed; and 3) what three things should be c h a n g e d ?

Is This N e w  Production T a x  Proposal G o o d  Or B a d  For Industry?

• Both,..for a small explorer startup c o m p a n y  like A V C G  L L C  with about 160,000 

acres under lease for oil exploration on the North Slope, the exploration 

economics Vvith the proposal are favorable with an improvement in the rate of 
return. Near-term cash flow because of the investment tax credits is higher 

which improves the return on investment. But cash flow is lower a few v^srs 

after n e w  production startup as the State shares a higher share of the ^ronts 

than what it currently does. W e  think the State taking 2 0 %  of the upside 

profits is fair, and w e  r e c o m m e n d  the tax rate stay at 2 0 % . ..the old 80/20 rule 

has proven to be a go o d  one over time. K e e p  in mind the State will also still 

receive a 12.5-16.67% royalty share of all oil and gas revenues on State 

leases, oil and gas property taxes, corporate income taxes, and other 

revenues, in addition to the production profits tax.

• A  key part of the bill is the investment tax credit, and A V C G  plans to use 

that....our only area of exploration investment is Alaska and w e  do plan to 

return a large share of our future production cash flow back into exploration 

and development only in this state so w e  can grow to a sizeable company...the 

tax credit creates a clear incentive for us to do that rather than take the m o n e y  

outside.

• For a large major producer w h o  is planning to m a k e  large capital investments 

on the oil side or in the gas pipeline, the bill could possibly be favorable for 

them as well w h e n  all is said and done.

• For any producer -  large or small - w h o  is not planning to m a k e  large capital 

investments but plans to send cash flow outside without a high re-investment 

plan in Alaska, this bill is likely not good for that type of c o m p a n y  in Alaska.

W h a t  three things should not be c h anged?
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• I "panicked" w h e n  I s a w  the profit tax reported at 2 5 % . ..this takes too large a 

chunk of positive cash flow a w a y  from small companies - or really companies 

of any size - and our c o m p a n y  sees this as cash flow that could be re-invested 

into n e w  exploration prospects and n e w  oil leases. I started warming up to the 

bill only w h e n  the tax rate w a s  changed to 2 0 % . ..then the A V C G  economics 

started showing sufficient improvement in capital investment rates of return for 

us to attract n e w  capital from partners or investon. W h e n  the tax rate 

changed from 2 5 %  to 20 % .  I crossed over from opposition to support of this 

proposal.

• It is essential to keep the 2 0 %  investment tax credit. This will help us in 

attracting n e w  capital from A V C G  partners or equity investors for n e w  

exploration and development. With a tax credit of 2 0 %  and re-deployment of 

the tax savings back into our exploration in the State, w e  can essentially drill 

an extra jxploration well for each five exploration wells w e  currently have 

budgeted.

• It is essential to keep the $73,000,0 0 0 /y e a r operating cash flow "standard tax 
deduction" before production taxes are paid, at least for smaller producers. At 

a $40/bbl oil price, this equates as a production tax exemption for the first 

5,000 net barrels per day to encourage n e w  producers A s  our c o m p a n y  is 

risking a lot of m o n e y  currently with no revenues whatsoever and with our first 

revenues to possibly occur only 3-4 years from now, I cannot emphasize h o w  

important having such an exemption is while w e  get our feet o n  the ground to 

eventual financial strength. Having said this, I do suggest, however, that this 

"pill might be easier swallowed" if the exemption were simply c h anged to read 

"there is an exemption for the first 5,000 net barrels of oil per day;" this 

certainly sounds better to the general public and is m u c h  easier to understand 

than saying, "there is an exemption for the first $73,000,000 of profits " This 

also implies that for larger companies, with say 300,000 barrels of oil 

production currently on the North Slope, they only get an exemption for the 

first 5,000 barrels per day...they still have to pay production profits tax on the 

other 295,000 barrels per day.

W h a t  three things should be changed in the bill?

. T h e  bill allows for the investment tax credits to be sold to others in industry if a 

n e w  explorer -  like A V C G  - does not yet have oil production revenues to use 

the credits. While this sounds good, in practical application these credits can 

only be sold to a few buyers...basically the major three oil producers w h o  will 

literally set the market for these credits arid the value they will receive w h e n  

sold. With limited buyers, our c o m p a n y  estimates the credits might be sold at 

only 7 0 - 7 6 %  on the dollar. This disadvantages n e w  explorers...the majors get 

1 0 0 %  of their credits while the n e w  explorer must sell at 7 0 - 7 5 %  of value only 

to then see the major producers take 1 0 0 %  of the acquired tax credit against 

their production tax bill. It is suggested that the State consider establishing a 

pool of dollars from the production profits taxes taken in to buy the tax credits 

from small explorers. This m a k e s  sense...the State would not be giving up 

anything because the major producers would otherwise use the credits to 

reduce their tax bill and reduce revenue to the State....but using this approach,
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the small explorer could turn around and re-invest the State-refunded credit 

into n e w  leases, seismic or exploration drilling. In fact, the State might want to 

stipulate that if the State refunded the tax c'edits to a company, that c o m p a n y  

must use it for exploration or development. O u r  c o m p a n y  would support such 

a concept. Explorers w h o  d o n’t want to do this option and re-invest in the 

State but just want the cash value of the credit could sell to the majors at 70- 

7 5 %  if tl y prefer that option.

• The section in the bill on "determination of net value of oil a n d  gas" listed 

direct costs that cc jld be deducted from gross oil revenues to calculate a 

profit, or "net value of oil and gas" to then be taxed at the 2 0 %  tax rate. For a 

n e w  explorer in Alaska, the startup costs in the State can be very substantial, 

particularly for smaller players. This can include high costs for bonding, 

participation in the oil spill consortium Alaska Clean Seas, indemnification 

insurance, etc. The s e  types of costs should be clearly mentioned in the bill as 

deductible.

• again, w e  hope the $73,000,000 “standard tax deduction" remains. But I 

certainly have seen that this item is a "hot button” to certain legislators. But I 

urge you tnat while you m a y  be angry with certain large producers, please do 

not loose sight of h o w  important this could be to a startup c o m p a n y  like ours 

trying to establish a foothold in Alaska and s o m e d a y  contribute substantial oil 

revenues to the State. A s  an alternative, however, to the $73,000,000 profits 

exemption, w e  offer that the State might choose to use an approach that the 

State has already approved in the 1999 "Charter for Development of the 

Alaskan North Slope" between the State of Alaska, B P  and A R C O .  In that 

charter, there w a s  a section entitle '* "Purchases F r o m  Qualified Producers" 

that guaranteed that B P  and A R C O  (now ConocoPhillips) would agree to offer 

to purchase any "quai.fied producer's" crude oil so that n e w  entrants or small 

producers would not be disadvantaged in marketing their oil. In that section 

there w a s  a clear definition of a protected "small producer"...actually, the 

Charter called jch a c o m p a n y  a "qualified producer." I quote from the 

Charter: a "qualified producer" m e a n s  an entity with assets of less than $1 

billion (worldwide) which produces not m o r e  than 10,000 barrels of gross 

working interest A N S  liquid hydrocarbons per d a y " Again, w e  h o p e  the 

deduction provision remains in the bill. If there is opposition in the end, A V C G  

does hope the small companies are protected in s o m e  way; perhaps an 

innovation such as using the Charter guidelines m a y  help.

That concludes m y  remarks. I tried to share the perspective of an independent 

exploration c o m p a n y  that only invests in Alaska. I have shared the three things our 

c o m p a n y  w o  J d  not change in this bill and the three things w e  would change. All in 

all, I a m  optimistic that this bill with s o m e  tweaking could help A V C G / B r o o k s  R a n g e  

Petroleum attract n e w  partners arid n e w  capital to Alaska, increase our exploration 

budget, and establish us as an important oil producer someday.

T h a n k  you for this opportunity to m a k e  comments.

K e n  T h o m p s o n
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Senator Tom Wagoner and other members o f  the Senate Resources 
Committee

Thank you for the opportunity to share Pioneer’s views regarding SB 305 
eliminating the current severance tax system and replacing it with a Profit 
Sharing Production Tax.

Pioneer began its investment in Alaska in early 2003 with the drilling o f  3 
exploration wells in the shallow waters o f  the Beaufort Sea. Pioneer 
significantly expanded its Alaskan inventory at the October 2003 Alaska 
State Lease Sale where it was the largest participant and successful bidder 
on approximately 150,000 acres. We opened an office in Anchorage in early 
2004 and now employ 26 persons in Alaska. In 2004, Pioneer concluded 
exploration agreements with ConocoPhillips and Anadarko across a vast 
portion o f  NPR-A. In 2005, Pioneer acquired a 10 percent working interest

•  and the option to acquire up to an additional 40 percent working interest and
possibly succeed ConocoPhillips as the operator o f  the Cosmopolitan Unit 
located in the Cook Inlet. Pioneer has significantly invested in the state and 
has assembled a substantial portfolio with an interest in approximately 1.6 
million acres of leasehold.

On February 6, 2006, Pioneer announced that it approved and is 
commencing the development of the Oooguruk Held on the North Slope of 
Alaska. Pioneer is the operator of the field, which is in the shallow waters o f 
the Beaufort Sea approximately eight miles northwest o f  the Kuparuk River 
Unit. Pioneer has commenced operations to install an offshore gravel 
drilling and production site and we expect to complete gravel hauling 
activities by the end of winter. Following construction o f  the gravel drilling 
and production, a subsea flowline and facilities will be installed during 2007 
to carry produced three-phase liquids to existing onshore processing 
facilities at the Kuparuk River Unit. Pioneer plans to drill approximately 40 
horizontal wells to develop 50 million to 90 million barrels o f  estimated 
gross oil resources. Total gross capital to be invested in drilling and 
facilities is expected to range from $450 million to $525 million. The w'clls 
are expected to be brought on production as drilling progresses, with peak

•



rates o f  approximately 15,000 to 20,000 barrels o f  oil per day expected by 
2 0 1 0 .

For independent companies like Pioneer, the challenges to building a 
business in Alaska are formidable. The remaining North Slope resources arc 
nothing like the billion barrel fields that opened the Slope. The new wave o f  
developers are working to commercialize: a) smaller, lower quality oil 
reservoirs, b) viscous oil resources, c) remote resources in NPRA, the 
foothills and offshore and d) natural gas resources, which will not have a 
market until the next decade. All o f  these resources are challenging to 
commercialize, but it is a challenge that must be met to insure new sources 
o f  supply for the state.

The North Slope is one o f  the highest cost areas in the world. Remote 
geography translates to some o f  the highest capital, lease operating and 
product transportation costs in the world. Additionally, North Slope projects 
have comparatively long cycles times. From buying a lease to selling oil 
takes 5 to 10 years depending upon drilling success and distance to existing 
infrastructure.

The largest challenge independents face on the North Slope is arguably 
uncertainty. To be successful, we must properly assess and make provision 
for a number o f  uncertainties related to exploration risk, future oil and gas 
prices, fiscal policy, regulator)' processes and access to infrastructure.

The long cycle times for Alaska projects require that we make our 
investment decisions based upon a long term price projection. Although 
current prices exceed $50 per barrel, the 10 year average price for North 
Slope crude is approximately $25 per barrel. For Pioneer’s Alaska projects, 
the price o f  oil in 2006 is irrelevant. The prevailing price in the next two 
decades will determine future cash How for new projects.

Accurate assessment o f  risk is critical to the success o f  an exploration 
portfolio. Will the value o f  the fields we ultimately discover offset the cost 
o f dry holes, land, seismic data and development costs? For many ol the 
remote exploration areas in Alaska, it is difficult to project acceptable full 
cycle returns. In 2003, the state initiated exploration incentive credits for 
certain qualifying exploration expenditures. These incentives encouraged 
Pioneer to invest significantly in infrastructure challenged areas such as 
NPR-A.



When Pioneer was considering its first investments in Alaska, state officials 
were promoting the resource merits o f  Alaska basins. Alaska cert; inly 
contains world class petroleum systems. Additionally, the officials 
promoted the fiscal policy including the ELF formula and exploration 
incentives. Under the ELF formula, only very large new liclds would pay 
severance tax and qualifying exploration expenditures in remote areas would 
receive exploration incentive credits at either a 20 or a 40% rate. With this 
fiscal system in place. Pioneer invested heavily in the state over the last 
several years. When we learned that a new severance tax policy was undcr 
development, we were quite concerned that any new system would be 
detrimental to our future investments and a departure from the fiscal system 
promoted to the independents by the state.

We recognize that the existing severance tax policy, as it applies to the large 
fields on the North Slope, is likely not sustainable and we are pleased that 
the proposed PPT taxes profits rather than revenues. Given that the state 
collects royalties right o ff the top. it makes sense that any additional 
government take should be assessed after costs have been recovered, t his 
concept is important to the smaller, lower productivity and remote resources 
which are critical to future production growth. Although the proposed 
production tax rate o f  20% is quite large when layered upon the other 
burdens o f  royalty, ad valorem tax. state income tax and federal income tax, 
the impact o f  the large tax rate is tempered by the allowance o f  cost 
recovery, investment tax credits and the proposed taxable income threshold.

Pioneer is pleased to see the provision included in the proposed legislation 
regarding the deductibility o f  transitional capital. The provision serves to 
compensate those companies, including Pioneer, who have made significant 
capital investments over the past five years based upon the fiscal terms in 
place at that time.

We have reviewed the testimony o f  the administrate and agree that the 
PPT, as proposed, will provide incentives for new investment by all 
companies. Economic metrics for new investments will improve under the 
PPT versus existing tax law. This should encourage the development of 
marginal fields and will reduce the minimum economic size for exploration 
prospects, thus prompting more exploration and increasing the chances of 
finding commercial-sized fields. In addition, it should encourage re­
investment in existing fields. We believe the PPT as proposed will entice



more companies to Alaska and increase competition. More companies and 
more ideas will lead to smarter field development methods, smarter drilling 
and production equipment, which will further reduce the minimum 
economic size o f  exploration prospects and grow the resource pie.

The tradable lax credits are a particularly effective incentive for the 
exploration and development o f  new resources. Under the proposed PPT, 
the higher risk, higher cost and long project cycle times associated with new 
resource exploration and development arc partially offset by the ability to 
monetize these u ed its  shortly after investment. In an exploration portfolio, 
the large majority o f  projects are not successful resulting in a total loss from 
all lease acquisition, seismic and drilling costs. The tradable tax credits 
would lessen the negative financial consequences o f  the inevitable dry holes 
explorers will drill.

A significant concern to Pioneer is th t potential for a lack o f  liquidity for the 
tradable tax credits. Pioneer’s outlook is to continue with very large capital 
expenditures in the state over the next several years. WitJi only a handful o f  
very large p rr»ducers as potential buyers for the credits, and the proposed 
limit that a company may utilize purchased credits to offset no more than 
20% of its tax, we are concerned that the market for the credits may not be 
compel, /e. New investors could face selling credits at a discount to tax 
payers who would in turn cash them in to the state at full value. We 
appreciate that a buyer o f  tax credits should recover its transaction costs, but 
we are concerned that the required discount might be substantially greater. 
We respectfully ask the legislature to consider implementing refundable 
credits with appropriate limitations to protect the state’s cash flow in the 
event o f low oii prices. The program could provide that credits be refunded 
at a modest discount to face value. This would allow the State, and not a 
third party producer, to benefit from any discount that a seller would be 
willing to accept.

We believe that the PPT as proposed improves Alaska’s competitive 
position with respect to other investment opportunities around the world. 
Mr. Van M curs’ testimony indicated that the proposed PPT would improve 
Alaska’s competitiveness versus a number o f  mostly large, international 
investment opportunities around the world. To attract companies o f  
Pioneer’s size and smaller, we believe that Alaska must effectively compete 
with U.S. lower 48 opportunities as well. With higher prevailing natural gas 
prices in the lower 48, gas resource plays (tight sands, shales and coalbcd



methane) are attracting huge amounts o f  capital due to the relatively low 
risk, low cost and short project cycle time relative to exploration. The size 
o f  some o f  these resources is quite large resulting in increased competition 
in the U.S. for independent’s capital. If Alaska wants to improve its 
competitive position and attract new investors, we believe that the legislature 
should take great care in making changes to the administration's proposal 
that would make it less competitive.

For new investors to Alaska, particularly smaller companies, exempting the 
first $73 million o f  cash How from taxation is a valuable feature o f  the PPT. 
The obstacles to new investors are high. Most new investment opportunities 
in Alaska are either small, infrastructure challenged, risky (exploration) or 
some combination o f  these factors. New investors are also handicapped by 
not owning the existing infrastructure and they lack the economies o f  scale 
enjoyed by the large operators. To be an effective operator in the state 
requires a huge commitment in highly compensated personnel to effectively 
navigate the regulator) and operational challenges that are unique to Alaska. 
Under existing law, it is unlikely that an explorer would pay significant 
production tax unless a huge field was discovered. A number of new 
companies were recruited to Alaska by the state and made substantial 
investments based on the existing tax law. Under the proposed PPT, 
exempting the first S73MM o f  cash flow from taxation will help deliver an 
investment climate more consistent with the system that initially encouraged 
Pioneer to explore in Alaska and will help offset the high “start-up” costs.

In general, we believe the proposed PPT is a balanced program with 
appropriate incentives to encourage new investment in the state. We 
encourage the legislature to carefully evaluate the proposal and take care to 
insure that it results in fiscal policy that makes Alaska more competitive. 
We also respectfully request your consideration to make the tax credits in 
this bill refundable to allow the new investors the full intended advantage of 
the tax credit program. Thank you for this opportunity to express Pioneer 
Natural Resource’s views on SB 305.

Pioneer Natural Resources Alaska, Inc.



Testimony of James D. Weeks 
On SB 305 

Oil and Gas Production Tax 
Alaska State Senate Resources Committee

01 March, 2006

Mr. Chairman, distinguished m e m b e r s  of the Senate Resources Committee. M y  

n a m e  is Jim W e e k s ,  and I a m  here today representing UltraStar Exploration LLC, 

a very small all Alaskan o w n e d  independent explorer, with strategically located 

leases o n  the North Slope. UltraStar is based in Anchorage, with offices at 3111 

C  Street. Suite 500. T h e  C o m p a n y  w a s  formed in 2002 by me, John Winther, 

and Dale Lindsey, for the primary purpose of exploring and developing leases on 

the North Slope. UltraStar is 1 0 0 %  o w n e d  by Alaskans. I a m  Managing Member, 

and m o v e d  to Anchorage in 1984 with A R C O ,  and have had a presence here 

ever since. Dale, w h o m  most of you know, w a s  born and raised and still lives in 

Seward. John, w h o m  most of you also know, w a s  born in Fairbanks and raised in 

Juneau. H e  currently lives in Petersburg. Thanks for the invitation *' testify on 

this important legislation.

First of all, I'd like to c o m m e n d  the Governor and m e m b e r s  of the Administration 

for addressing this issue, and your Committee for the timely and thorough review 

it is being given. During the last several days, I've listened to a lot of testimony on 

the proposal. S o m e  witnesses wanted the Committee to delay decisions on this 

issue. There should be no delay, nor should there be a rush. This is a very 

important piece of legislation, and you need to get it right, less it results in un­

expected and/or un-desired outcomes. Y o u  are doing it right, giving the bill a 

thorough and fair hearing in a timely fashion.

I will n o w  offer a few specific c o m m e n t s  on the bill. Y o u ’ve heard lots of 

testimony supporting the 20-20 tax and exploration/development incentive split, 

and the arguments in favor of these provisions have be e n  articulated very 

thoroughly and clearly, and I certainly cannot embellish on them, so I won't even 

attempt to. I'll just add UltraStar’s strong support for the positions of the existing 

producers and independents and explorers on these issues.

John Winther testified to the Joint H o u s e  and Senate Committee hearing last 

Saturday, echoing UltraStar's support for the 20/20 provisions, and the $73 

million deduction allowance in the bill. Since then, we've learned that the $73 

million allowance, granted to all companies in Alaska regardless of the size of 

their cash flow streams, m a y  be a difficult pill for you and your colleagues to 

swallow. Thus, you m a y  want to eliminate it from the bill. I encourage you not to 

jettison it entirely, but consider an alternative that will provide incentives for 

exploration and development of smaller fields.



It's generally agreed that the big Prudhoe B a y  and Kuparuk sized fields have 

been found. T h e  big structures have been drilled, a n d  what remains are 10-100 

million barrel accumulations. T h e s e  are m o dest by North Slope standards, but 

can add up to significant amounts of oil and related economic activity. T h e  stock 

market rewards reserve replacement. T h e  current producers are huge, publicly 

traded companies that have b e c o m e  so large that their reserve replacement 

needs cannot be met by chasing small satellites on the North Slope. For 

instance, ExxonMobil produces 20 million barrels in 10 days. W e ' d  do jumping 

jacks in d o w n  o w n  June a u  if w e  found that m u c h  oil o n  our leases.

But smaller accumulations can be attractive to small inaependents like us, 

provided the right incentives. Rather than the $ 7 3  million allowance for all 

companies, I suggest you consider establishing a ceiling above which larger 

companies would not get the $73 million allowance, and below which smaller 

companies would . There is precedent for this in the "Charter for Development", 

a 1999 agreement between the State B P  and ConocoPhillips that m a d e  the 

combination of A R C O  and B P  possible. There are m a n y  provisions in the 

Charter, but one of th e m  requires B P  and ConocoPhillips to give preferential 

treatment to small producers, called “qualified producers". T h e  Charter defines 

qualified producers as those with worldwide assets of less than $1 billion dollars, 

and establishes 5000 barrels per d a y  as a m a x i m u m  a m o u n t  of crude oil that a 

qualified producer can produce to receive the preferential treatment. I realize that 

the provisions of the Charter were developed for a different purpose, but certainly 

it distinguished between “little guys”, and "big guys", a nd established a m a x i m u m  

production level for which the benefits apply. W h e t h e r  $1 billion dollars or 5000 

barrels per day are the appropriate ceilings for the P P T  is subject to m o r e  

debate, but such a two-tiered approach will accomplish what I believe you want: 

to provide incentive for entry by small n e w c o m e r s  without giving an un-deserved 

windfall to the established players. Please don't throw the baby out with the 

bathwater by eliminating the $73 million allowance altogether.

M y  last issue is pretty specific, but could be significant for small independents. It 

regards the exclusion of "amounts paid for purposes of indemnification." on line 

15 of page 14 of the bill. Small independents like UltraStar will need to indemnify 

facility owners and operators w h o  will process our oil through their facilities. W e  

will need to purchase real, third party, arms length insurance to satisfy these 

requirements. W e  will also need insurance to m e e t  the bonding and financial 

responsibility requirements of the Departments of Natural Resources and 

Environmental Conservation, and the Alaska Oil and G a s  Conservation 

Commission. Depending upon the circumstances, m e m b e r s h i p  in an oil spill 

clean up cooperative m a y  also be required. All these costs can broadly be 

characterized as costs for the purposes of indemnification, and could arguably be 

excluded w h e n  direct costs are calculated, as defined at line 21 on page 13.

Nearly 15 percent of the cost of the Winstar exploration well at Oliktok Point in
2003 was for insurance premiums, so these indemnification costs can be



significant for the little guy, and should clearly be deductible to determine direct 

costs. In his letter transmitting this legislation to this committee, the Governor 

said that a n u m b e r  of indirect costs are listed in the bill, and are to be excluded 

from tfr calculation of direct costs. Indemnification is one of the indirect costs 

listed. Trust m e  Mr. Chairman, there w a s  nothing indirect about the $370,000 

check I wrote for the insurance p r e m i u m  on our last well. T h e  m o n e y  went 

directly from our bank account into theirs. I urge you to clarify your intent on this 

issue, and allow real, invoice supported, arms length indemnification costs to be 

included.

Thanks for the opportunity to testify at this important proceeding.

J a m e s  D. W e e k s  

Managing M e m b e r  

UltraStar Exploration L L C  

907-258-2969



JAMES D. WEEKS 
907-258-2969 

jweeks@gci.net

PR O FESSIO N A L E XPER IEN C E

Managing M em ber-U ltraS ta r Exp lo ra tion LLC, Anchorage, Alaska (Current)
Has full P&L, exploration, engineering and opuiational responsibility for evaluation and 
development of UltraStar's oil and gas leases on the North Slope of Alaska

Owner-East-W est Connections LLC, Anchorage, Alaska (Current)
Principle in a consulting business for Alaskan and Asian issues. Clients include Yukon Pacific 
Corporation, the Alaska Gasline Port Authority: two entities proposing to move natural gas from 
Alaska's North Slope to markets in Asia and the 48 contiguous States in the U.S.; TDX, a 
regional Alaska Native Corporation in the power generation business: and IBM and Price 
Waterhouse Coopers.

P resident & General Manager -  ARCO China Inc., Shekou & Beijing (1996 - 1999)
Had full P & L  operational, strategic and country management responsibilities for Atlantic Richfield’s 
upstream oil and gas businesses in China. Led i management team of 20 U.S. expatriates and 240 
Chinese Nationals at 8 locations The team developed and executed a successful strategy to expand 
ARCO's asset base, which was already the largest foreign oil and gas investment in China. Projects 
developed were ernected to triple reserves and net income over the next 5-6 years

Senior Vice President -  Prudhoe Bay Unit, ARCO Alaska Inc., Anchorage, AK (1989 -  1996) 
General management and P & L  responsibility for ARCO’s portion of the 13 billion barrel Prudhoe Bay, 
400 million barrel Pt. McIntyre, 100 million barrel Lisburne and several smaller satellite fields, yielding 
cash flow of $2 billion for the partnership consisting principally of ARCO, BP, and Exxon Managed a 
workforce of 800 company and 1000 contractor staff at numerous locations in Alaska.

Vice President -  Southern D is tric t, ARCO Oil & Gas, Houston, TX (1988 -  1989)
P & L  responsibility for all ARCO's E&P assets in the Gulf of Mexico and South Texas, producing over 
1 billion cubic feet of gas per day and averaging S200 million in net annual income

Field Manager -  Prudhoe Bay, ARCO A laska Anchorage, AK (1987 -  1988)
Responsible for managing the day-to-day production operations of the Prudhoe Bay and Lisburne 
Fields

Operations Manager -  Kuparuk R iver Field, ARCO Alaska, Anchorage, AK (1983 -  1987)
Managed daily operations of the 1 5 billion barrel Kuparuk River Field on Alaska's North Slope, 
producing 300,000 barrel per day.

Operations Manager -  South Texas D is tric t, ARCO Oil & Gas, Houston, TX (1982 -  1983)
Managed drilling, production, material and logistics support activities in the Gulf of Mexico 
operations.

Project Manager -  Kuparuk Project, ARCO Oil & Gas Denver, CO (1977 -  1982)
Responsible for the engineering design and construction management of the oil and gas 
facilities for the 1.5 billion barrel Kuparuk River Field on Alaska's North Slope.

EDUCATION

MBA (General Business), Southern Methodist University, Dallas, TX.
BS (Petroleum Engineering), University of Wyoming, Laramie, WY.
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Mr. Chairman, distinguished m e m b e r s  of the Senate Resources Committee. M y  

n a m e  is Jim W e e k s ,  and I a m  here today representing UltraStar Exploration LLC, 

a very small all Alaskan o w n e d  independent explorer, with strategically located 

leases on the North Slope. UltraStar is based in Anchorage, with offices at 3111 

C  Street, Suite 500. T h e  C o m p a n y  w a s  formed in 20 0 2  by me, John Winther, 

and Dale Lindsey, for the primary purpose of exploring and developing leases on 

the North Slope. UltraStar is 1 0 0 %  o w n e d  by Alaskans. I a m  M an a g i n g  M e m b e r ,  

and m o v e d  to Anchorage in 1984 with A R C O ,  and have had a presence here 

ever since. Dale, w h o m  most of you know, w a s  born and raised and still lives in 

Seward. John, w h o m  most of you also know, w a s  born in Fairbanks and raised in 

Juneau. H e  currently lives in Petersburg. T h a n k s  for the invitation to testify on 

this important legislation.

First of all, I’d like to c o m m e n d  the Governor and m e m b e r s  of the Admir.istratic n 

for addressing this issue, and your Committee for the timely and thorough review 

it is being given. During the last several days, I’ve listened to a lot of testimony on 

the proposal. S o m e  witnesses wanted the Committee to delay decisions on this 

issue. There should be no delay, nor should there be a rush. This is a very 

important piece of legislation, and you need to get it right, less it results in u n­

expected and/or un-desired outcomes. Y o u  are doing it right, giving the bill a 

thorough and fair hearing in a timely fashion.

I will n o w  offer a few specific c o m m e n t s  on the bill. Y o u’ve heard lots of 

testimony supporting the 20-20 tax and exploration/development incentive split, 

and the arguments in favor of these provisions have been articulated very 

thoroughly and clearly, and I certainly cannot embellish on them, so I w o n ’t even 

attempt to I’ll just add UltraStar’s strong support for the positions of the existing 

producers and independents and explorers on these issues.

John Winther testified to the Joint H o u s e  and Senate Committee hearing last 

Saturday, echoing UltraStar's support for the 20/20 provisions, and the $73 

million deduction allowance in the bill. Since then, w e ’ve learned that the $73 

million allowance, granted to all companies in Alaska regardless of the size of 

their cash flow streams, m a y  be a difficult pill for you and your colleagues to 

swallow. Thus, you m a y  want to eliminate it from the bill. I encourage you not to 

jettison it entirely, but consider an alternative that will provide incentives for 

exploration and development of smaller fields.



It's generally agreed that the big Prudhoe B a y  and Kuparuk sized fields have 

be e n  found. T h e  big structures have been drilled, and what remains are 10-100 

million barrel accumulations. T h e s e  are modest by North Slope standards, but 

can add up to significant a m o u n t s  of oil and related economic activity. T h e  stock 

market rewards reserve replacement. T h e  current producers are huge, publicly 

traded companies that have b e c o m e  so large that their reserve replacement 

needs cannot be m e t  by chasing small satellites on the North Slope. For 

instance, E x x o n M o b '  roduces 2 0  million barrels in 10 days. W e ’d do jumping 

jacks in d o w n t o w n  J u n e a u  if w e  found that m u c h  oil on our leases.

But smaller accumulations can be attractive to small independents like us, 

provided the right incentives. Rather than the $73 million allowance for all 

companies, I suggest you consider establishing a ceiling abo v e  which larger 

companies would not get the $ 7 3  million allowance, a n d  below which smaller 

companies would . There is precedent for this in the "Charter for Development", 

a 1999 agreement between the State, B P  and ConocoPhillips that m a d e  the 

combination of A R C O  a n d  B P  possible. There are m a n y  provisions in the 

Charter, but o n e  of t h e m  requires B P  and ConocoPhillips to give preferential 

treatment to small producers, called "qualified producers". T h e  Charter defines 

qualified producers as those with worldwide assets of less than $1 billion dollars, 

and establishes 50 0 0  barrels per day as a m a x i m u m  a m o u n t  of crude oil that a 

qualified producer can produce to receive the preferential treatment. I realize that 

the provisions of the Charter were developed for a different purpose, but certainly 

it distinguished between "little guys", and "big guys", and established a m a x i m u m  

production level for which the benefits apply. W h e t h e r  $1 billion dollars or 5000 

barrels per day are the approp, ate ceilings for the P P T  is subject to mo r e  

debate, but such a two-tiered approach will accomplish what I believe you want: 

to provide incentive for entry by small n e w c o m e r s  without giving an un-deserved 

windfall to the established players. Please d o n’t throw the baby out with the 

bathwater by eliminating the $ 7 3  million allowance altogether.

M y  last issue is pretty specific, but could be significant for small independents. It 

regards the exclusion of "amounts paid for purposes of indemnification." on line 

15 of pa g e  14 of the bill. Small independents like UltraStar will need to indemnify 

facility owners and operators w h o  will process our oil through their facilities. W e  

will ne e d  to purchase real, third party, a r m s  length insurance to satisfy these 

requirements. W e  will also ne e d  insurance to m e e t  the bonding and financial 

responsibility requirements of the Departments of Natural Resources and 

Environmental Conservation, and the Alaska Oil ai.J G a s  Conservation 

Commission. Depending upon the circumstances, m e m b e r s h i p  in an oil spill 

clean up cooperative m a y  also be required. All these costs can broadly be 

characterized as costs for the purposes of indemnification, and could arguably be 

excluded w h e n  direct costs are calculated, as defined at line 21 on page 13.

Nearly 15 percent of the cost of the Winstar exploration well at Oliktok Point in
2003 was for insurance premiums, so these indemnification costs can be



significant for the little guy, a n d  should clearly be deductible to determine direct 

costs. In his letter transmitting this legislation to this committee, the Governor 

said that a n u m b e r  of indirect cos1 j are listed in the bill, a n d  are to be excluded 

from the calculation of direct costs. Indemnification is one of the indirect costs 

listed. Trust m e  Mr. Chairman, there w a s  nothing indirect about the $370,000 

check I wrote for the insurance p r e m i u m  on our last well. T h e  m o n e y  went 

directly from our bank account into theirs. I urge you to clarify your intent on this 

issue, and allow real, invoice supported, arms length indemnification costs to be 

included.

T h a n k s  for the opportunity to testify at this important proceeding.

J a m e s  D. W e e k s  

Managing M e m b e r  

UltraStar Exploration L L C  

907-258-2969



JAMES D. WEEKS 
907-258-2969 

jweeks@gcl.net

PROFESSIONAL EXPERIENCE

Managing M em ber-U ltraS ta r Exp lo ra tion LLC, Anchorage, Alaska (Current)
Has full P&L, exploration, engineering and operational responsibility for evaluation and 
development of UltraStar’s oil and gas leases on the North Slope of Alaska.

Owner-East-W est Connections LLC, Anchorage, Alaska (Current)
Principle in a consulting business for Alaskan and Asian issues. Clients include Yukon Pacific 
Corporation, the Alaska Gasline Port Authority: two entities proposing to move natural gas from 
Alaska's North Slope to markets in Asia and the 48 contiguous States in the U.S.; TDX, a 
regional Alaska Native Corporation in the power generation business; and IBM and Price 
Waterhouse Coopers.

P resident &i General Manager -  ARCO China Inc.. Shekou & Beijing (1996 - 1999)
Had full P & L  operational, strategic and country management responsibilities for Atlantic Richfield's 
upstream oil and gas businesses in China. Led a management team of 20 U.S. expatriates and 240 
Chinese Nationals at 8 locations. The team developed and executed a successful strategy to expand 
ARCO's asset base, which was already the largest foreign oil and gas investment in Cnina. Projects 
developed were expected to triple reserves and net income over the next 5-6 years,

Senior Vice Presid nt -  Prudhoe Bay Unit, ARCO Alaska Inc., Anchorage, AK (1989 -  1996) 
General management and P & L  responsibility for ARCO's portion of the 13 billic i barrel Prudhoe Bay, 
400 million barrel PI. M c lr ’yre, 100 million barrel Lisburne and several smaller satellite fields, yielding 
cash flow of $2 billion for the partnership consisting principally of ARCO, BP, and Exxon. Managed a 
workforce of 800 company and 1000 contractor staff at numerous locations in Alaska.

Vice P resident -  Southern D istric t, t RCO Oil & Gas, Houston, TX (1988 -  1989)
P & L  responsibility for all ARCO's E&P assets in the Gulf of Mexico and South Texas, producing over 
1 billion cubic feet of gas per day and averaging $200 million in net annual income.

Field Manager -  Prudhoe Bay, ARCO Alaska. Anchorage. AK (1987 -  1988)
Responsible for managing the day-to-day production operations of the Prudhoe Bay and Lisburne 
Fields.

Operations Manager -  Kuparuk River Field, ARCO Alaska. Anchorage, AK (1983 -  1987)
Managed daily operations of the 1.5 billion barrel Kuparuk River Field on Alaska's North Slope, 
producing 300,000 barrel per day.

Operations Manager -  South Texas D istric t, ARCO Oil & Gas, Houston, TX (1982 -  1983)
Managed drilling, production, material and logistics support activities in the Gulf of Mexico 
operations.

P ro ject Manager -  Kuparuk Project, ARCO Oil & Gas. Denver. CO (1977 -  1962)
Responsible for the engineering design and construction management of the oil and gas 
facilities for the 1.5 billion barrel Kuparuk River Field on Alaska's North Slope

EDUCATION

MBA (General Business), Southern Methodist University, Dallas, TX.
BS (Petroleum Engineering), University of Wyoming, Laramie, WY.
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Senator Tom Wagoner and other members o f  the Senate Resources 
Committee

March 1,2006

Thank you for the opportunity to share Pioneer’s views regarding SB 305 
eliminating the current severance tax system and .cplacing it with a Profit 
Sharing Production Tax.

Pioneer began its investment in Alaska in early 2003 with the drilling o f  3 
exploration wells in the shallow waters o f  the Beaufort Sea. Pioneer 
significantly expanded its Alaskan inventory at the October 2003 Alaska 
State Lease Sale where it was the largest participant and successful bidder 
on approximately 150,000 acres. We opened an office in Anchorage in early 
2004 and now employ 26 persons in Alaska. In 2004, Pioneer concluded 
exploration agreements with ConocoPhillips and Anadarko across a vast 
portion o f  NPR-A. In 2005, Pioneer acquired a 10 percent working interest 
and the option to acquire up to an additional 40 percent working interest and 
possibly succeed ConocoPhillips as the operator o f  the Cosmopolitan Unit 
located in the Cook Inlet. Pioneer has significantly invested in the state and 
has assembled a substantial portfolio with an interest in approximately 1.6 
million acres of leasehold.

On February 6, 2006, Pioneer announced that it approved and is 
commencing the development of the Oooguruk field on the North Slope of 
Alaska. Pioneer is the operator o f  the field, which is in the shallow waters o f 
the Beaufort Sea approximately eight miles northwest o f  the Kuparuk River 
Unit. Pioneer has commenced operations to install an offshore gravel 
drilling and production site and we expect to complete gravel hauling 
activities by the end o f  winter. Following construction o f  the gravel drilling 
and production, a subsca flowlinc and facilities will be installed during 2007 
to carry produced three-phase liquids to existing onshore processing 
facilities at the Kuparuk River Unit. Pioneer plans to drill approximately 40 
horizontal wells to develop 50 million to 90 million barrels o f  estimated 
gross oil resources. Total gross capital to be invested in drilling and 
facilities is expected to range from S450 million to S525 million. The wells 
arc expected to be brought on production as drilling progresses, with peak



rates o f  approximately 15,000 ?o 20,000 barrels o f  oil per day expected by 
2010.

For independent companies like Pioneer, the challenges to building a 
business in Alaska are formidable. The remaining North Slope resources are 
nothing like the billion barrel fields that opened the Slope. The new w~ve o f  
developers are working to commercialize: a) smaller, lower quality oil 
reservoirs, b) viscous oil resources, c) remote resources in NPRA, the 
foothills and offshore and d) natural gas resources, which will not have a 
market until the next decade. All o f  these resources are challenging to 
commercialize, but it is a challenge that must be met to insure new sources 
o f  supply for the state.

The North Slope is one o f  the highest cost areas in the world. Remote 
geography translates to some o f  the highest capital, lease operating and 
product transportation costs in the world. Additionally, North Slope projects 
have comparatively long cycles times. From buying a lease to selling oil 
takes 5 to 10 years depending upon drilling success and distance to existing 
infrastructure.

The largest challenge independents face on the North Slope is arguably 
uncertainty. To be successful, we must properly assess and make provision 
for a number o f  uncertainties related to exploration risk, future oil and gas 
prices, fiscal policy, regulatory processes and access to infrastructure.

The long cycle times for Alaska projects require that we make our 
investment decisions based upon a long f :rm price projection. Although 
current prices exceed S50 per barrel, the 10 year average price for North 
Slope crude is approximately S25 per barrel. For Pioneer’s Alaska projects, 
the price o f  oil in 2006 i ;rrelevant. The prevailing price in the next two 
decades will determine future cash flow for new projects.

Accurate assessment o f  risk is critical to the success o f  an exploration 
portfolio. Will the value of the fields wc ultimately discover offset the cost 
of dry holes, land, seismic data and development costs? For many o f  the 
remote exploration areas in Alaska, it is difficult to project acceptable full 
cycle returns. In 2003, the state initiated exploration incentive credits for 
certain qualifying exploration expenditures. These incentives encouraged 
Pioneer to invest significantly in infrastructure challenged areas such as 
NPR-A.



When Pioneer was considering its first investments in Alaska, state officials 
were promoting the resource merits o f  Alaska basins. Alaska certainly 
contains world class petroleum systems. Additionally, the officials 
promoted the fiscal policy including the ELF formula and exploration 
incentives. Under the ELF formula, only very large new fields would pay 
severance tax and qualifying exploration expenditures in remote areas would 
receive exploration incentive credits at either a 20 or a 40% rate. With this 
fiscal system in place, Pioneer invested heavily in the state over the last 
several years. When we learned that a new severance tax policy was under 
development, we were quite concerned that any new system would be 
detrimental to our future investments and a departure from the fiscal system 
promoted to the independents by the state.

We recognize that the existing severance tax policy, as it applies to the large 
fields on the North Slope, is likely n<'t sustainable and wc are pleased that 
the proposed PPT taxes profits rather than revenues. Given that the state 
collects royalties right off the top, it makes sense that any additional 
government take should be assessed after costs have been recovered. This 
concept is important to the smaller, lower productivity and remote resources 
which arc critical to future production growth. Although the proposed 
production tax rate o f  20% is quite large when layered upon the other 
burdens o f  royalty, ad valorem tax, state income tax and federal income tax, 
the impact o f  the large tax rate is tempered by the allowance o f  cost 
recovery, investment tax credits and the p a  >sed taxable income threshold.

Pioneer is pleased to see the provision included in the proposed legislation 
regarding the deductibility o f  transitional capital. The provision serves to 
compensate those companies, including Pioneer, who have made significant 
capital investments over the past five years based upon the fiscal terms in 
place at that time.

We have reviewed the testimony o f  the administration and agree that the 
PPT, as proposed, will provide incentives for new investment by all 
companies. Economic metrics for new investments will improve under the 
PPT versus existing tax law. This should encourage the development of 
marginal fields and will reduce the minimum economic size for exploration 
prospects, thus prompting more exploration and increasing the chances of 
finding commercial-sized fields. In addition, it should encourage re­
investment in existing fields. Wc believe the PPT as proposed will entice



more companies to Alaska and increase competition. More companies and 
more ideas will lead to smarter field development methods, smarter drilling 
and production equipment, which will further reduce the minimum 
economic size o f  exploration prospects and grow the resource pie.

The tradable tax credits are a particularly effective incentive for the 
exploration and development o f  new resources. Under the proposed PPT, 
the higher risk, higher cost and long project cycle times associated with new 
resource exploration and development are partially offset by the ability to 
monetize these credits shortly after investment. In an exploration portfolio, 
the large majority o f  projects are not successful resulting in a total loss from 
all lease acquisition, seismic and drilling costs. The tradable tax credits 
would lessen the negative financial consequences o f  the inevitable dry holes 
explorers will drill.

A significant concern to Pioneer is the potential for a lack o f  liquidity for the 
tradable tax credits. Pioneer’s outlook is to continue with very large capital 
expenditures in the state over the next several years. With only a handful o f 
very large producers as potential buyers for the credits, and the proposed 
limit that a company may utilize purchased credits to offset no more than 
20% o f  its tax, we are concerned that the market for the credits may not be 
competitive. New investors coulJ face selling credits at a discount to tax 
payers who would in turn cash them in to the state at full value. We 
appreciate that a buyer o f  tax credits should recover its transaction costs, but 
we are concerned that the required discount might be substantially greater. 
Wc respectfully ask the legislature to consider implementing refundable 
credits with appropriate limitations to protect the state’s cash flow in the 
event o f  low oil prices. The program could provide that credits be refunded 
at a modest discount to face value. This would allow the State, and not a 
third party producer, to benefit from any discount that a seller would be 
willing to accept.

We believe that the PPT as proposed improves Alaska’s competitive 
position with respect to other investment opportunities around the world 
Mr. Van M curs’ testimony indicated that the proposed PPT would improve 
Alaska’s competitiveness versus a number of mostly large, international 
investment opportunities around the world. To attract companies o f  
Pioneer’s size and smaller, wc believe that Alaska must effectively compete 
with U.S. lower 48 opportunities as well. With higher prevailing natural gas 
prices in the lower 48, gas resource plays (tight sands, shales and coalbed



methane) arc attracting huge amounts o f  capital due to the relatively low 
risk, low cost and short project cycle time relative to exploration. The size 
o f  some o f  these resources is quite large resulting in increased competition 
in the U.S. for independent’s capital. If Alaska wants to improve its 
competitive position and attract new investors, wc believe that the legislature 
should take great care in making changes to the administration’s proposal 
that would make it less competitive.

For new investors to Alaska, particularly smaller companies, exempting the 
first $73 million o f  cash flow from taxation is a valuable feature o f  the PPT. 
The obstacles to new investors are high. Most new investment opportunities 
in Alaska are cither small, infrastructure challenged, risky (exploration) or 
some combinat wn of these factors. New investors are also handicapped by 
not owning the existing infrastructure and they lack the economies o f  scale 
enjoyed by the large operators. To be an effective operator in the state 
requires a huge commitment in highly compensated personnel to effectively 
navigate the regulatory and operational challenges that arc unique to Alaska. 
Under existing law, it is unlikely that an explorer would pay significant 
production tax unless a huge field was discovered. A number o f  new 
companies were recruited to Alaska by the state and made substantial 
investments based on the existing tax law. Under the proposed PPT, 
exempting the first $73MM o f  cash flow from taxation will help deliver an 
investment climate more consistent with the system that initially encouraged 
Pioneer to explore in Alaska and will help offset the high “start-up” costs.

In general, wc believe the proposed PPT is a balanced program with 
appropriate incentives to encourage new investment in the state. Wc 
encourage the legislature to carefully evaluate the proposal and take care to 
insure that it results in fiscal policy that makes Alaska more competitive. 
We also respectfully request your consideration to make the tax credits in 
this bill refundable to allow the new investors the full intended advantage of 
the tax credit program. Thank you for this opportunity to express Pioneer 
Natural Resource’s views on SB 305.

Pioneer Natural Resources Alaska, Inc.


