


FISCAL NOTE

STATE OF ALASKA Fiscal Note Number

2005 LEGISLATIVE SESSION Bill Version: SB 50
() Publish Date:

Revision Date/Time (Note if correction): Dept. Affected Revenue
Title An Act relating to the oil and gas RDU Revenue Operations

properties production (severance) tax Component Tax Division
Sponsor French .
Requester Senate Resources Component No
Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2006 FY 2007 FY 2008 FY 2009 FY 2010 FY 2011
Personal Services 20.3 20.3 20.3 203 20.3 20.3
Travel 2.0 2.0 2.0 2.0 2.0 2.0
Contractual 50.0 0.6 0.6 0.6 0.6 0.6
Supplies 0.3 0.3 0.3 0.3 0.3 0.3
Equipment 2.0

Land & Structures
Grants & Claims

Miscellaneous
TOTAL OPERATING 74.5 23.1 23.1 23.1 23.1

JCAPITAL EXPENDITURES

ICHANGE IN REVENUES ( ) * . * * . *
FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match

1004 GF 74.5 231 23.1 23.1 23.1 23.1
1005 GF/Program Receipts

1037 GF/Mental Health

Other (Specify Type-Do not abbreviate)
TOTAL 74.5 23.1 231 231 231 231

Estimate of any current year (FY2005) cost: 0.0
Check this box (X) if funding for this bill is included in the Governor's FY 2006 budget proposal:

POSITIONS
Full-time
Part-time
Temporary

ANAI Y3IS: (Attach a separate paoe ifnecessarv)

This bill would amend the oil and gas production tax by changing Ihe effective tax ran. on North Slope oil production other than for
heavy oil. With the exception of the tax rate lor heavy oil, a minimum effective rate of 5% and a maximum effective rate of 25% would
be established. To determine the effective tax rate, a pnee adjustment would be added lo the current law that would increase the
effective rate when pnees are above $20 per barrel and lower the effective rate when oil pnees are below S16 per barrel The formula
for the adjustment is Prevailing Value/20 for pnees above $20 or Prevailing Value/16 for prices below $16 No p ~e adjustment would
be made for pnees equal lo $16 per barrel or equal to or less than $20 per barrel The 20 or 16 would be annually revised to reflect
inflation. Heavy oil production, defined here as oil that has an assay of 20 degrees API or less, would not be subject to either the 5%
mini: turn or the pnee adjustment There are adjustments for pnees below $10 per barrel Since monthly oil pnees have only averaged

less than $10 per barrel twice hi the last 25 years we have not analyzed this provision.

Prepared hy: Dan Dickinson, Michael Williams and Phyllis Rogers Phone 269-1033
Division Tax Division Date/Time

Approved by: Tom Boutin Deputy Commissioi er Date 3/17/2005
Agency Department of Revenue
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FISCAL NOTE

STATE OF ALASKA BILL NO. SB Y0
2005 LEGISLATIVE SESSION

ANALYSIS CONTINUATION

Properties excluding those defined as heavy oil. with a current ELF above the minimum will have an increased effective tax rate when
pnees are above $20 per barrel Properties, excluding those delined as heavy oil, whose current ELF is below the minimum will have
an increased effective tax rate at all pneos The net effect of these changes is to raise the average effective tax rate at our forecast

pnee,

This analysis does not tax production from West Sak or Tabasco because in 2004 both those fields had gravities below 20 degrees
API Other fields such as Schrader Bluff, Onon and Poians have gravities close to 20 degrees APl and as production increases may
see their average gravities falling below 20 degrees API thus yielding tax free production

This bill specifically limits its scope to North Slope production. This means thal current taxpayers will pay the balance of the revenue
change We estimate a one lime IT change will be required, which we have ball parked al $50,000, and one quarter FTE for additional
audit work pertinent io North Slope fields that currently pay little or no tax.

The figures below result from simply changing the ELF mechanism in our production forecast model The ELF was designed to affect
taxpayers behavior, however this analysis does not account for any change in the taxpayers production as a consequence of changes
to the ELF

A decade from now, "ne quarter of the oil in our forecast comes from fields no! now producing To bring those fields on line will require
billions in additional investment It appears to us that any tax increase that does not simultaneously involve the recognition of the need
to make capital investments may well imperil thal investment Quantifying thal penl. especially against lhe background of other aspect
of the investment environment is difficult Thus we have indicated an uncertain revenue effect, showing the fig, res below to offer

insight into the mechanics of the bill.

Revenue Sensitivity for SB 50 Changes in Oil Production Tax
(millions of $)

Status Quo SB50 Minimum EIf SB50 with Pnee Ad]j Revenue Gain

Min ELF to Price Adj EIf Price Adj to

-Y Sev Tax Avg EIf Sev Tax Avg EIf Sev Tax Effective EIf Current to Min ELF Currenl
2006 715.1 0.5794 823.4 0.6698 1.420.1 1.1553 108 4 596 7 705.0
2007 616.2 0.5540 720.3 0.6532 1,108 1 1.0046 104 1 387 8 492.0
2008 485 6 0.5365 573.2 0.6441 721.2 0.8114 87.7 147.9 235.6
2009 448 7 0.5224 5345 0.6341 672.2 0.7966 858 137.6 2235
2010 422.1 0.4801 521.9 09012 653 7 1.1361 99.8 131.8 231 6
2011 422.3 0.4998 520.4 1.0014 653 1 1.2808 980 132.7 230.8
2012 375.9 0.4652 477.9 0.9644 599 8 1.2501 102.0 121.9 223.9
2013 334.8 04224 445.7 08703 561.9 1.1412 110.9 116 2 227.1
2014 295.1 0.3918 410.2 0.7444 518.2 0.9832 115.1 108 0 223.1
2015 259.9 0.3608 373.5 0.6979 472.7 09185 113.6 992 212.8
2016 228.2 0.3401 3334 0.6622 421.8 0.8706 105.2 88.4 193.6
2017 196.5 0.3202 292.9 0.6273 372.0 0.8234 96.3 79.1 175.4
2018 1743 0.3018 2625 06015 333.9 0.7903 88 2 71.4 159.6
2019 152.7 0.2843 233.0 05778 296.9 0 7573 804 63.8 1442
2020 1337 0.2666 208.5 0.5566 265.4 0 7275 74 8 56.8 131.6
2021 136.3 0.2920 206 5 0.5770 263 3 0.7541 70.2 56.8 127.0
2022 1221 0.2806 188.0 0.5624 239.7 0.7333 65.9 51.7 1176
2023 107.0 02626 158.4 0.5410 214.7 0.7036 61.4 46.3 107.7
2024 91.9 0.2416 1513 0.5215 193.0 0.6765 595 41.6 101 1
2025 82.6 0.2327 137.1 0.5054 1748 0.6543 54.5 377 92.2
2026 75.3 0.2270 1255 0.4926 160.0 0.6366 50.2 345 84 7
2027 67.1 0.2155 1134 0.4745 144 6 0.6120 46.4 31.2 77.5
2028 594 02033 102.2 0.4558 130.3 05868 42.9 28.1 71.0
2029 52.6 0.1917 92.3 0.4379 117.7 0.5628 39.7 254 65.1
2030 46.4 0.1807 83.0 0.4204 105.8 0.5395 36.5 22.8 59.4

Forecasted Prices and Production Fall 2004 DOR Forecast
Updated for aggregate EIf and CY2005 Taps refiling
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SB 50 The Fair Share Bill

March 18, 2005
Senate Resources Committee

The ‘ELF’ in Alaska’s Oil Taxes

e There are four main taxes that the oil
industry pays:

* Royalty - 12.5%

¢ Properly - 21) mils per dollar, or 2%.

e Corporate income - 0.4% .

e Production - 15% before ELF.

The ‘ELF’ in Alaska’s Oil Taxes

e The 15% production, or severance tax
varies because of the ELF, or economic
limit factor.

e At its simplest, the ELF isa number
between zero and one. Multiplying the
production tax by a Held's ELF lowers
tbat field’s tax burden.



The ‘"ELF' in Alaska's Oil Taxes

e« Kuparuk’s ELF is .054 for FY 2006

¢ .054 times 15 equals .081

e Thus, Kuparuk pays a 0.81 % production
tax.

* Prudhoe\s ELF is .8435.

¢ Prudhoe paysa 12.65% production tax.

The ‘ELF’ in Alaska’s Oil Taxes

* The formula is actually quite complex:
AA336013 Leonora: Unrttfactor
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The ‘ELF’ in Alaska’s Oil Taxes

e ELF was designed to encourage “sniall"
Held development.

e There are twenty fields now producing
on the North Slope.

* Nine pay no production tax at all.



Production Tax Revenue

* In 2003, (hi- Slate took in $599 million in
production taxes.

e The average price that year was $28 per
barrel.

e The average ELF was .50, meaning the
average production tax rate was 7.5%.

Kuparuk and its neighbors

Tarn,
Meltwater,
Tabasco,
and
West Sak

Kuparuk and its neighbors

e The Tarn field made 696,248 bbls in
January 2005. Approx. 22,450 per day.

e The field has produced 65,000,000 bbls to
date. It isone of the top thirty largest
fields in the U.S.

e Tarn liasa 0.013% ELF meaning it will
pay a 0.2% production tax in 2005.

e Tarn’s ELF will go to zero in 2007.



Kuparuk and its neighbors

e Tarn is produced viu Kuparuk's facilities.

Kuparuk and its neighbors

e Tarn
required
two drill
sites and
three ten
mile
pipelines

Kuparuk and its neighbors

* The Meltwater field, also produced through
Kuparuk's facilities, required only one
drill site.

¢ In 2003, Meltwater produced 5800 bbls of
oil per day and paid no production tax.

¢ This modest field will make the producers
2,000,000 hbls of oil this year.

* At $50 per barrel, that is $100 million.



How the “Fair Share” hill works

* Two principle reforms:

'Die first simply establishes a minimum

5% production lax. All fields must pay

lhe minimum 5%

¢ In January 2004. the Dept, of Revenue
estimated that this provision alone would
raise $75 million at $22 per barrel.

How the “Fair Share” bill works

* The second major reform bases the ELF
on the price of a barrel of oil.

* As the price rises, so does the ELF. As
the price of oil falls, so does the ELF.

* The hill sets $16 to $20 oil as the norm,
and allows this “range” to increase with
inflation, to recognize that prices rise
over time.

How the “Fair Share” hill works

* Example: At lower oil prices the
production tax would he reduced. If oil
goes to $12 per barrel, the formula would
divide 12 hy 16 to yield .75. Thus the
production tax on an oil field would he
reduced by 25%.






How the “Fair Share” bill works

¢ Finally. tinlbill allows taxpayers
“production tax relief.” If the taxpayer
can demonstrate thal the field would he
economical hut for the production tux,
the Department of Revenue has the
power to waive the tax for that field.

Why Make a Change?

* “Despite its name of Kconom><' Limit
Factor, it ignores the biggest single
economic determinant, which is price.”

— Dan Dickenson, Director, Tux Division quoletl in
The Petroleum News January 11 2004.



Governor Walter J. Hickel

“Crisis in the
Commons: the
Alaska Solution”









VWliat Will the Industry Say?

« Won't discuss the fact the hill lowers
taxes at low prices.

« Won’t discuss the fact the hill raises the
“normal range" each year to account for
inflation.

« Won’tdiscuss the lact the hill allows for
production tax relief if it is justified.

ELF in 1989

“To the extent that production, net
production, stays in the ground, the
Permanent Fund is going to he a loser
because the royalties that would have
been collected won’t he collected. The oil
is still in the ground where it doesn’t do
anybody any good.”

— Tom Williams of British Petroleum on 2/22/89 before
the House Resources Committee.

ELF in 1989

“My concern is (hat any additional taxes on
the oil industry will have an adverse
alfcct on the future drilling on the North
Slope. This action will fundamentally
impact not only the petroleum industry,
but also the State's ability to encourage
new economic development.”

-+ Morris Thompson, President, lloyon Drilling on
1/1.1/89 before the House Resources Committee.



ELF in 1989

“ |This bill) woul I place an onerous
additional tax burden on the oil industry
that would remove to other states or
countries funds that otherwise would be
spent on additional investments in
Alaska.”

— Ken (Wont, Senior VI* of Operations, ARCO Alaska,
on 1/13/89 In-fore the llouse Resources Committee.

Actual Development —1977

Oil Development in Americas Arctic

Actual Development -- 1989

Oil Development in America's Arctic



Actual Development --1999

Oil Developmenl in America's Arctic

What Will the Industry Say?

“A deal is a deal."

Article IX, Section I, Alaska Slate
Constitution: “The power of taxation
shall never he surrendered. This power
shall not he suspended or contracted
away, except as provided by (Ins article."”

What Will the Industry Say?

“A deal is a deal."

In conversations between lluj>h Malone
and industry leaders in 1981. when the
original ELF was crafted, the idea was to
allow industry and the State to have
equal portions of the oil revenue.

Testimony of Gref* Erickson before lhe House
Resources Committee, February 10, 1989 at pp 24-26.
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What Will the Industry Say?

11
* 1 MR NAONMH
3a you think 1t should bo brought doan to tho point
I whsto tno Ststo ond tho Industry 90L roughly oquol

shsrot |n this. Yau llko thst bottorf
Nk Wﬂfi

Vis. sir.

Kxcliange between Rep. Illicit Malone and Monte Ta>lor.
Alaska <)|>eralion.H Manager for K\xon
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Current Law
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What Will the Industry Say?

e "Tax increases will kill development”

The real issue is the “net” effect.
Increasing tax rates may decrease new
investment and production, hut it will
also increase state revenues. The real
analysis is to compare the increase in
revenues with the decrease in investment.



Production Tax Revenue

* By 2013, the average ELF will fall to .27,
meaning the average production tax will
fall to 4.05% (before aggregation).

« 2003: $599 million in production taxes.

e 2013: $180 million.

Production Tax Revenue

* Under this hill, the State would gain:
an additional $90 million at $22/hhl.
an additional $400 million at $30/bhl.
an additional $886 million at $38/hhl.
an additional $1,363 billion at $5b/bbl.

(with aggregation at Printline).



Conclusion

e I( is better to address this issue turn,
when there is no immediate crisis.

e It is better to take an incremental
approach, rather than a wholesale “shelf
the ELF" approach.

e It is better to give the oil industry
certainty during the planning and design
phases of the gas pipeline.



Alaska’s Current Oil and Gas
Fiscal System
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Oil & Gas: Vital to Alaska
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Present System’ Four Elements
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Point No. |

Kven if ELF makes the production lux zero for u
iMill. Tht' field -

« pays Tull royalty lo the Slate

« pays Tull property tuxes on its facilities

« contributes fully to the owners' income tuxes
« increases the netback value by loweriii]> tariffs
« creates Alaskajobs

Mert's XM 4 AOGA

Production Tax

* A tux on llu* act of produiiiik oil, nus
« Tax = KLF x Base Kale x(»ross Resource Value

- Cross Resource Value = Netback x Taxable Volume

- Base Rate: gas 10 ‘c; oil 1* 5 yr, then 159r

N 'ﬁﬂ:ﬁm " re%@ﬁ@(%%%gfﬁﬁ?
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XUrl| 3o . AOGA

Netback Methodology

West Coast S|Mil Price $25.00
-wC - Marine Traiis|Mirtation 11.61)
TAPS 13.051

Netback at Pump Sin. 1 $20.34

AOGA



Why Have an ELF?

To allow a higb-rate production lax early in a
typical field's life, while avoiding the auverse
consequences as Ihe field is depleted

fone It lent r AOGA

The Adverse Consequences of a lliy¥i Rate

" As operating costs rise during the life of the
lield, the profit margin shrinks. At some point
the total production costs overtake Ihe value of
the oil or gas produced, and production can
then be continued only by operating at a loss.
As one of the costs of doing business, the pro-
duction tax contributes to Ihe total costs and
lends to hasten Ihe time when this hreak-cvcii

point Icalled the economic lim jt).is reached.”,
Nemiidd 1 {0(73 \d

» AOGA

I he Adverse Consequences of a Ili*h Kate
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Producers’ Responses to the “Squeeze”

«  “Do nothin)*" stage
«  “Drive for efficiency" stage
. “Harvest" stage
. “Running in the red" stage
Mat* * ms D AOGA

“|T|he Department of Revenue recommends an
Kconomic Limit Factor (EI.F), based on the
ratio of the rate at the true economic limit to
the current production, as a mechanism for
scaling down the ta\ rale as lhe production
declines toward the economic limit."
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How ELF Avoided the Adverse Consequences
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Point No. 2

KLI-" was enacted in 1977 over industry's strenuous
objections

* Why object? ELFaIIowed effective tax rale for I'’rudhoc
Hay to k- increased to -11.7% from -7.8%

Met* k«MX u AOGA

How the Oil ELK was Changed in 1989
1977 formula was driven by “ well productivity”

19X9 added “field size** (total daily production) to the
formula

« Larger fields have larger KLFs, higher tax rates
« Smaller fields have smaller KLFs. lower tax rates

* “Field size” is the dominant factor in the formula

Wn IS » » M m

Reasons Given in 1989 for the KI.K Change

1 To get more revenue

Ut ISTIb ts AOGA



Reasons Given in 1989 for the ELF Change
2. To give an incentive for small Helds

“Marginal fields art fields with either relatively low jmt
well productivity or relatively low daily ortHluction.”

Unnx« jam 4 AOGA

Reasons Given in 1989 for lhe ELF Change
3. To frive an incentive for West Sak viscous oil

-'|Tlhc new KI.F will Increase cJrilliiiK production and
employment at the truly marginal fields ... and. let's
lui|H" someday, West Sak .... In those fields the sever-
ance tax. under I11) 118, will either he sharply reduced
or eliminated entirely. That's a pro-development im-

pact on those fieldsd | a“\ﬂ |1*1*1|0 kian cxer, e

UWMB.2006 U AOGA

Reasons Given in 1'>89 fur the ELF f lianpe
4. I'rinllioc Hay & Kuparuk could alTortl it

AOGA



WTiul lagislatorswere (old the change would do

I. Reduce rates for all fields except I’rudhoe
Hay & Kuparuk

«¢|[Knr| marginal fields, ...lhe severance lat, under I11!
118. will either lie sharnlv reduced or eliminated

entirely.”
o *iniile »ania'«0'm- *d
el 0P LR 02

“In Alaska the marginal Helds are lhe six Cook Inlet
folds ... (and) Milne Point, Lisburnc, Kndicolt, Nia-
kuk, West Sak» Point Thomson. Seal Island, and proh-
il)I\ anv other Held that will Ik*discovered,in Alaska "

e 1 lreu.u.

Usthtf tIcs o AOGA



What legislators were told the change would do

4. State revenue gains from changing the ELK

« Pinjected cumulative ctrccl Iliniugli KY2010

I'l uthoe Hay $2,500 hilliun
Kuliaruk 0.391 billion
All others (0.200 billion)
Net $2,691 billion
AOGA
I’nint No. 3

The 1989 ELK change has worked exactly lhe way
legislators were told it would work

« I'rutllioe & Kup;mik slid have higher production t.iv
« Son* Holdsdon't |>aj prodnclion la\
¢ Small Helds |m> less even " iili same "i Il productivity

« Slate already Is over $2.7 billion ahead (net)

M+ %9 W* 3 AOGA

Point No. 4

1989 KI.K change was enacted over industry's
strenuous objections

* Why? Major lax increase for Pmdhoe Hay & koparnk



Hstarical Efecta.on ANB Produdtion fromCifferert
Kiros of Investrert
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Contributions of Differert Kinds of Investrrents In
Additions! Ol Production
n WAt PV
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Point No. 5

Mure investment is ('"HI (" .M,
Different kinds of oil investment have different economic
profiles

A given lax change promises to impact different classes of
oil investment differently

Any change musl I** carefully examined for ‘Unintended

consequences*

Mt IS Wb AOGA



W hat the Governor's ELF Decision Did

Lum|x<) 6 smaller fields within Ihe Prudhoe Bay I 'nil with
the main Prudhoe Bay Field (aggregation)

Because of lhe “field size” component of the ELF formula,
aggregating the fields increased the ELF and tax rate for all

of them

Two of the 6 fields aggregated with the main Prudhoe Bay
field are West Sak viscous oil

I 215 o AR

Recent Legislative Proposals - HB63/SB50
AQGAQpPoses Passage ot HBB3DR)
. ,Mmam laxincrease at al proo
*  Inposesa 27 Festnucturd taxincrease at DORs expected $5 pree
*  Raises the maximumitax rate hy 626 (Iron B/6to 5
* Bemmeuminposss a hoavy Dudnonsaellite ceveloprrent
* Fails toprotect signifean] amounts d visoous of (st Sk
*  Proposed without anelysis osthe consequences tor investents
o Mikes Aaa less conpetitive

w I3 A AOGA



Senate Resources March 18, 2005

SB 50 M aterials List

e Sponsor Statement - 2 pages
» Sectional Analysis - 2 pages
« SB 50 - 8 pages

¢ Power Point Presentation - SOpages (notincluded in committee members
m aterials packet- color version w ill be supplied Thursday afternoon).

» Materials used with PPP - 32 pages
NOTE: There is a hand-writtennumber onthesematerials - it is the
order in which the sponsor will referto themduring the PPP.

» Excerpts from Transcripts:
o 1981: Oil & Gas Pipeline Committee: 32 pages
0 2-10-89: House Resources Committee: 29 pages
0 2-11-89: House Resources Committee: 30 pages



A laska State Legislature

Senator Hollis French

Sponsor Statement

SB 50- Alaska Fair Share Bill

Under the Alaska Constitution, the State ischarged with ensuring that our natural
resources are used “for the in ximum benefit of the people.”” In terms of dollar
value, oil is indisputably our most valuable natural resource. It is imperative,
therefore, that state government ensure that Alaskans receive a fair share of the
revenue from this public resource. Itisalso important that a fair share of the
resource be provided to the companies that have contracted with the State to

produce and sell Alaska Soail.

The  jduction tax, sometimes called a severance tax, isa major part of the State 3
oil a1 J gas tax structure. The production tax, like most taxes, iscalculated by
using a complicated formula. In general, the tax rate is set at 15 percent of the net
production value. Unfortunately, however, few producers are required to pay the
full 15 percent, and revenue from the production tax Is decreasing every year.

Producers are required to only pay a portion of the production tax because of the
ELF (Economic Limit Factor). Under the ELF formula, smaller fields are partially
or wholly exempt from the production tax, and larger fields see their production
tax rate drop every year. Of the twenty producing fields on the North Slope,
twelve pay no production tax at all. Several of the larger fields - including
Kuparuk, which isproducing over 100.000 barrels of oil per day — pay less than 3
percent in production tax. Eleven of the last fourteen North Slope oilfields that
have come into production since 1989 pay no production tax, or almost none (less

than 1%).

That exemption applies whether oil isat $ 10/barrel, and profit margins are low, or
at S30, $40, or $50/barrel, when corporate profit margins balloon. At $20/barrel,
profit margins are high enough that BP announced last year itwould use excess

January-Muv: Siaie C'apiiol * Juneau. Alaska 99801 « (907) 465-3892 ¢ | (866) 465-3892 « Fax; (907) 465-6595
June-December: 716 West 4ih Avenue » Anchorage, Alaska 99501 ¢ (907) 269 0234 « Fax: (907) 269-0238
Sena(or_Hollis_French @legix.stale.ak.ux



Sponsor Statement pageZ
SS SB 321 Alaska Fair Share Bill

profits at that price, and above, to send increased dividends to shareholders and to
engage in a corporate stock buy-back program.

The Alaska Fair Share bill will make two adjustments to the slate 3 production tax
on oil. The firstadjustment issimple: itwould require all producing fields to pay
aminimum 5 pero nt production tax. This provision alone would raise $75 million

in state revenue at an oil price of S22 per barrel.

The second adjustment ismore substantive. Itwould tie the production tax rate to
the price of oil. The bill setsa fiormal *price range of $16 to $20 per barrel.
Within that range, no adjustment would be made to the production tax rate.
However, outside that range, the bill would allow the production tax rate to go up
as prices go up and. to be fair, togo down as oil prices go down.

Ifno adjustments to the production tax structure are made, the State 3 return from
this tax will diminish rapidly over time. For example, in 2003, the State earned
$599 million inproduction taxes. Looking ahead, the Department of Revenue
estimates that the State 3 production tax receipts will drop to $180 million in 2013.

The current severance tax law also gives the producers an unfair share of the
state 3 oil wealth at average and high oil prices. As prices increase, the state 3
relative profit share falls. Conversely, state taxes are arguably too high at very
low prices. The imbalance in favor of industry at high prices ismuch greater than
the imbalance in favor of the state at low prices.

The Fair Share Bill isnot a so-cnllcd “Shelf the HLF ™proposal, which seeks to
impose a flat 15 percent tax on all fields, at all prices. This bill recognizes that
smaller and older fields should receive some tax reliefunder the ELF . However, it
provides for a modestly higher production tax at higher oil prices, and a lower
production tax at lower prices.

Please join me in making a revision to our production tax structure. Let 3 be sure
that Alaska gets 1ts fair share of our most valuable natural resource.

February 16, 2005



Section 1

Sections 2-4

Section 5

Alaska State Legislature

Senator Hollis French

Sectional Analysis

SB 50 - Alaska Fair Share Bill

Amends definition sections regarding tax reliefappeals filed
with the Department of Revenue.

3% minimum production tax in most cases. This provision
seeks to remove a current exemption that lets most new oil fields
pay less than 1% in production taxes. While not all fields can
pay Alaska 3 full 15% production tax, the state should at least
set the minimum lax at 9% (to be reduced at low prices see
below). Under provisions of Section 5, companies can apply for
an exemption from thisminimum tax ifthey can show itis

necessary.

Taken together, these sections establishaminimum production
tax rate. Currently the production tax iIs 15%, reduced by the
ELF. In most recent cases, the ELF has reduced the production
tax rate to 1% or less. Sections 2 -4 set a field 3 production tax
rate at the current rate, as determined by the ELF, but prevent
the ELF-adjusted production tax from falling below 5%, except
in certain circumstances when prices fall be low $16/barrcl.

Increases to production tax when oil isabove $20/barrel.
Decreases to production tax when oil is between $16 and

$ 10/barrel. Deferral and waiver of taxes when oil isbelow
Sl0/barrel. This provision aims tomake the current tux code
more progressive, so that at low prices oil companies are
protected from high taxes and at high prices the State of Alaska

may share fairly in high oil company profits.
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SB 50 - Fair Share Bill
Sponsor Statement

Section 6

page 2

Enhanced tax factor above $20/barrel. Above $20/barrcl, the
severance tax rate is multiplied by the average monthly price of
oil (West Coast price) divided by 20. Thus, at $20/barrel, the
severance tax ismultiplied by 20/720 - “1" - and is left
unchanged. At $30/banel, the severance tax ismultiplied by
30720 — <“1.5.77In that case, a field with a 5% base production
tax will pay 5% times 1.5, or 7.5%. The production tax will
never exceed 25%.

Reduced tax factor below $ 16/barrel. Below $ 16/barrel, the
production tax rate is reduced by the price divided by 16. Thus,
at S 12/barrel, the rate on a field with a 5% base production tax
would be 12/16 — “%75”"— limes 5%, or 3.75 %.

Reduced taxes below $10/barrel. Below $ 10/barrel, one halfof
a field 3 production tax will be waived, and one half will be
deferred until a month when prices average above $16/barrcl.

Heavy oil exempted. “Heavy oil””ismore expensive to produce
than normal crude oil. Many believe the future of oil production
will rely largely upon the production of heavy oil. The hill
exempts heavy oil from the new enhanced tax provisions. It
may be determined during hearings that aminimum tax should
also be set for heavy oail, but that would have to be shown by

testimony.

Reduction in tax. Provides a process for companies to seek a
reduction in the production tax through an application to the
Department of Revenue. The Alaska Fair Share Bill provides
that any enhanced taxes under the bil* may be waived ifa
company shows that tax relief isneeded to make new or
continued production at a field “économically feasible.””This is
modeled on Alaska 3 existing “foyalty relief "law, and uses the
same standards and process.

This section provides a conforming amendment to existing law
to include new provisions in this bill.

February 10. 2005
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Oil producers profit more In Alaska _
CONFIDENTIAL STUDY: Operating costs are high, but small tax bite makes up for It.

By LARRY PERSILY
Anchorage Daily News

(Published: February 2, 2005)

JUNEAU — An international consulting firm says Alaska is a more profitable place to do business than the average
of almost 60 oil and gas producing regions It surveyed worldwide.

The analysis, however, looks only at oil and gas fields where development started between 1994 and 2003,
producing a limited view of overall North Slope costs and government tax bites compared with other projects

started during that same period.

Legislators on Tuesday released two pages of data excerpted from the competitiveness study by Wood Mackenzie
Ltd. The firm, based in Edinburgh, Scotland, late last year completed its report, "Global Oil and Gas: Risks and

Rewards 2004."

The state paid $50,000 to subscribe to the report, but Wood Mackenzie's confidentiality requirements prevent tne
Legislature from releasing the entire 2-inch-thick document.

numbers show Alaska oil and gas projects started during the 10-year period were among the costliest
worldwide for development capital and operating expenses.

The oil and gas Industry often makes the case that Alaska Is an expensive place to do business because of its
remoteness and Arctic conditions, and the Wood Mackenzie report appears to verify that claim. It shows Alaska
ranked as the 52nd most expensive region out of 58 in the survey for development and operating costs.

Alaska averaged almost $10 per barrel In those costs, compared to the worldwide average of close to $6.

Out Alaska producers fare much better when It comes to paying taxes and royalties, the report said. The total
government tax bite In Alaska — federal, state and municipal taxes and royalties — is lower than two-thirds of the

comparison regions.

Wood Mackenzie's analysis also shows the tax and royalty take in Alaska falls as a percentage of total net
revenue when oil prices rise, verifying what proponents of higher oil taxes have long argued — that the state is

taking a smaller share of oil revenue at high prices.

The total government take after oil company expenses over the life of the field is about 71 percent on a
worldwide average, the report said, regardless whether the price of a barrel of oil is $16, $22 or $35. In Alaska,
however, the government share of the net Is about 71 percent at $16 oil, 64 percent at $22 and 58 percent at
$35, according to the survey.

Producer return on their Investment in projects between 1994 and 2003 were three percentage points higher in
Alaska than worldwide at $16 oil and six percentage points higher at $35 oil, Wood Mackenzie reported.

"This does not surprise me," said Dan Dickinson, director of the state Tax Division. "By definition, we are a
egressive system,” taking a smaller percentage of total revenue when prices are hfgh.
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GovT~™nk hurkowskl has asked lawmakers to review the state's oil tax structure, particularly to look at the
state's share when prices are high, but he has not committed himself to backing any specific change In tax law.
The state did, however, raise the tax rate administratively on almost half of North Slope production as of

« day.
The information released Tuesday is limited and does not Include all of the data that went into ranking the

regions. Alaska Is the only state surveyed for the report, which included federal leases in the Gulf of Mexico, two
areas of Canada, and more than 50 foreign nations.

Although the company bars subscribers from publicly releasing the full report, the Legislative Budget and Audit
Committee negotiated for release of some of the Alaska-specific numbers, said Committee Chairman Sen. Gene
Therriault, R-North Pole.

Legislators are required to sign confidentiality agreements to read the entire report. As of Tuesday, six had
signed agreements.

The committee, meanwhile, has contracted with Chuck Logsdon, who ret,red last fall after more than two decades
as the state's chief petroleum economist, to review and verify the report and summarize Its relevance for Alaska.

Logsdon's work likely will not be released to the public, Therriault said, under the 5 ,ne rules that govern the
report itself.

"This could be the one glimpse under the covers the public gets,” Therriault said of the two pages released
Tuesday.

'It 5 tough to start changing policies based on these six graphs,” Rep. Ralph Samuels, R-Anchorage, said of the
cu*rt summary. Samuels, vice chairman of the Legislative Budget and Audit Committee, said he wants to wait for
i sdon’ analysis before judging the state's oil and gas tax structure.

"Your best test for competitiveness Is looking out the window," said Judy Brady, executive director of the Alaska
Oil and Gas Association. The list of companies willing to Invest big money In North Slope projects or the
Icompanies that have left the state Is a good indication of Alaska's competitive position, she said.

The association, which also subscribed to the Wood Mackenzie report, will undertake its own analysis of the
study, Brady said.

Reporter Larry Persily can be contacted at IDerslliv@adn.com or at 1-907-523-9306.
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Sen. Hollis French ( S —

From: Sen. Ben Stevens
Sent: Monday, March 07,2005 3:26 PM
To: Sen. Hollis French

The article I referenced today.

Oil's Run Is Likely to Keep Fast Clip

Price Muy Top JW or More
tf Supplies Arc Disrupted
And Demand Fails iu Cool

9 VAR SreeTnfeat

Mrth11001,  AS

The big oil-price spike of 2004 looks increasingly likely to net a sequel.

As oil prices approached a new high yesterday, industry analysts said they are anticipating price increases to
more than S60 a barrel this year. Some analysts are even beginning to talk of the possibility of greater
increases - to $75 or $80 a barrel -- in the event of a major supply disruption, unless red-hot demand for

crude cools in Asia and the U.S.

Unlike iast year, when rising prices sparked protests in the U.S. and elsewhere, opposition to the increase ha
become quieter as businesses and consumers have become accustomed to more expensive oil.

Yesterday, ihe acting secretary general of the Organization of Petroleum Exporting Countries, Adnan Shihab
Eldin, acknowledged in remarks to journalists the possibility of prices rising to greater levels if supplies are
disrupted, suggesting the cartel believes it has a limited ability to curb world oil prices. Talk of a renewal of la
year's run-up in prices comes as OPEC's energy ministers prepare to meet in Iran on March 16. While they
could raise production quotas, OPEC already is pumping close to capacity.

U.S. benchmark oil shot above the previous settlement high of $55.17

Heading Up Again a barrel in intraday trading on the New York Mercantile Exchange
Crude oil's setdemeni price on me continuous yesterday before retreating. Futures for April delivery settled at $53.57
+ - front-monm cont/ac a barrel, up 52 cents, after hitting as high as $55.20. On an inflation-
adjusted basis, oil is still well below highs of about $90 reached in the
early 1980s.

Like last year, growing world demand -- particularly from the U.S. and
China - underlies much of the price increase. The continued weaknes
of the dollar also has set the stage for increases, because oil is priced
in dollars around the globe, and a weaker dollar means less revenue
per barrel for oil producers.

The current surge in prices also comes amid realizations Ky OPEC
nations and oil traders that higher prices have had a limited impact on
world economic growth. While costlier energy has been a significant
drag on relatively weak economies such as Japan and Germany,
higher prices haven't been enough to derail recoveries in the U.S.,

172005
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Most major oil companies have been struggling with sluggish or declining production, faced with maturing oilfields in
regions like the U.S. Gulf of Mexico and lack of access to regions that house some of the world's largest reserves.

An Exxon executive said on a conference call the company was not among the winners when Libya on Saturday
awarded its first exploration contracts to U.S. companies in 18 years. U.S. oil majors are eager to reenter Libya after
U S. sanctions were eased last year.

ChevronTexaco Corp. (CVX.N), the No. 2 U.S. oil company, bid successfully on one onshore block in Libya.
ChevronTexaco on Friday reported that quarterly profit nearly doubled, also on the back of record oil and gas prices.

Exxon shares were up 38 cents, or less than 1percent, to $51.65 in afternoon trading on the New York Stock Exchange.
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Alaska’s tax formula an ongoing
debate

State™ average crude oil production tax rate
continues to decline due to the Economic

Limit Factor formula adopted in 1989

Larry Persily

Petroleum News Juneau Correspondent

The holiday season is over, but at least one ELF is still working in
Alaska.

The ELF, or Economic Limit Factor, is a formula in state statute that
reduces a field’s oil and gas production tax rates based on the average
daily total production and average per-well production from a reservoir.

The current formula, adopted by the Legislature in 1989, was intended
as an incentive for producers to keep pumping — and investing — in
older, declining fields. The 1989 amendment looked ahead to declining
production at the giant Prudhoe Bay field and boosted short-term tax
revenues to the state in exchange for cutting the rate in later years of

the field's productive life.

Meanwhile, smaller and newer fields, even with their higher per-well
productivity, benefit from the ELF formula, too, because their total daily
production from all wells gives them a low tax rate — or no taxes at all

in many cases.
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No field in Alaska pays the full rate

Alaska’s full production tax rate is 15 percent of the wellhead value or
the ail, but there isn’t a single field in Alaska paying the full rate. The
ELF formula assigns each field a value between 0.0 and 1.0, which is
then multiplied against the 15 percent rate to determine the field’s
actual tax rate. There is a separate ELF formula for natural gas

| production.

Prudhoe Bay’s ol ELF in August 2003 was 0.857, for an effective tax
rate of 12.86 percent.

The tax break for declining older fields and new, smaller fields —
especially the satellite fields around Prudhoe Bay and Kuparuk — has
besn bringing down the North Slope’s overall tax yield to the state for

the past 10 years.

The average tax rate for all North Slope production in fiscal 1994 was
13.5 percent. The Department of Revenue estimates the average tax
rate will be 7.6 percent in fiscal 2004, falling to about 6 percent in 2003

and under 5 percent by 2013.
Tax revenues falling faster than production

A department review in 2001 noted that North Slope production fell 34
percent between 1990 and 2000 yet, because of the ELF formula,
production tax revenues dropped 53 percent when calculated at the
same price for each year.

Production taxes will supply about one-third of the state’s total take from
oil and gas fields in fiscal 2004, with royalties, property and corporate
income taxes providing the other two-tnirds of the estimated $1,7 billion
general fund revenue.

Supporters of the ELF formula say it’s not the average tax rate or even
the total dollars but the total production that counts, arguing that without
the lonc taxes there would be less oil coming off the slope. The ELF
formula does not diminish the state's royalty share.

“ELF is working exactly as was planned, extending the life of older,
mature fields like Kuparuk,” said Dawn Patience, spokeswoman for
ConocoPhillips in Anchorage. “ELF has also encouraged the
development of several satellite fields surrounding Kuparuk over the
past five years (Tarn, Tabasco and Meltwater), which account for more
than a third of Kuparuk area production today.”

BP is equal in its praise. “It is not a perfect system but has done what it
was intended to do — support development that is burdened by low
production rates at a high relative cost,” said company spokesman

Daren Beaudo of Anchorage.
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“The North Slope is a high-cost, low-margin oil and gas basin
characterized by a resource base of declining quality,” Beaudo said.
“High-cost, low-margin developments are beneficiaries of the current

ELF formula.”

He cited heavy il as an example of North Slope production benefiting
from ELF. Flow from the slope’s heavy oil operations at West Sak and
Schrader Bluff is estimated at a combined 31,000 barrels per day in
fiscal 2004, up from 18,000 barrels a day in 2002. There is no
production tax on either field.

ExxonMobil declined to comment on ELF.

No legislative action to change ELF

Proponents of changing ELF have debated for the past few years
whether the stave is seeing more production because of the lower tax
rates but have neve; introduced legislation to amend the formula, other
than a single bill that quickly disappeared during the past legislative

session.

Rep. Beverly Masek, a five-term Republican, introduced a bill on May 6
to eliminate ELF, meaning all mature production in Alaska would have
been charged the full 15 percent tax rate Then, just 24 hours later, she

withdrew the measure.

Not only did Masek fail to attract a single co-sponsor for her bill, but she
managed to draw four committee assignments from the House speaker
— a sure political sign that the measure likely would have died of old
age before ever getting to the House floor for a vote.

Masek, from Willow, north of Anchorage, will serve as co-chair of the
House Resources Committee this session, one did not return calls for

this story.

Meanwhile, a freshman Democrat, Anchorage Rep. Les Gara, is
working on his own bill to change the formula.

"It has been said within the Department of Revenue for a long time that
many of the satellite fields are profitable enounh to pay a production
tax," Gara said, explaining he is looking at whether a price factor could
be added to the ELF formula. The state could share the risk at low
prices and, in return, earn a larger take at high prices.

Freshman legislator considers minimum tax rate

"I am considering whether it is responsible to set a minimum tax rate,”
he said.

Arid though Gara is working on his bill, he doesn't know when it might

3/15/2004 6:1/ PM
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be ready for introduction. “l want it to be responsible enough so that it
doesn’t slow down oil development.”

Development of new fields has helped slow down the rate of decline on
the North Slope, keepng total production around 1 million barrels a day
since 2000. But the price to the state has been falling production tax

revenues.

The state collects no oil production taxes or a very small fraction of a
percent from several North Slope fields that averaged a total of 136,000
barrels a day in fiscal 2003, according to Department of Revenue
numbers: Milne Poirt, 34,000 barrels; Endicott, 26,000; Schrader BIuff,
17,000; Niakuk, 14,000; Lisburne, 9,000; Aurora, 8,000; Meltwater,
8,000; Midnight Sun, 7,000; West Sak, 6,800; Tabasco, 3,600, and

Polaris, 2,600.

“The ELf- reduces the tax rate on smaller ail fields such that most fields

producing less than 20,000 barrels per day will pay little or no
production tax," the Department of Revenue said in its December 2003

state revenue forecast book.
Only seven fields pay more than a 1% tax rate

Unless it’s a very large field or a very productive field, the tax rate will
be zero or close to it, state Tax Division Director Dan Dickinson told a
gathering of oil companies invited to Juneau to meet with the governor

and other state officia last month.

And while some of the slope’s smaller fields probably would not have
i been developed if they had to pay the full 15 percent tax rate, Dickinson
said, it’s also likely that some would have gone ahead at a rate higher

than the zero they are charged.

“Did they need the magnitude of the incentive they got, that's a much
tougher quéotion,” he said.

I "Despite its name of Economic Limit Factor, it ignores the biggest single
economic determinant, which is price," Dickinson said.

Other than Prudhoe Bay's almost 13 percent tax rate in August 2003,
the only other North Slope fields with a double-digit tax rate are
Northstar, at almost 12.5 perce ,t that month and an estimated average

daily production this year of 66,000 barrels, and Alpine, at about the
same tax rate for its estimated 2004 production of 99,000 barrels per

day.

Kuparuk, Borealis, Point Mcintyre and Tarn pay between 1 percent and
close to 3.5 percent, with everything else below 1 percent.

Kuparuk benefits from ELF formula

3/Ib/2004 6:17 PM
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Perhaps just as controversial as the zero tax rate for new and satellite
fields is the rapidly declining tax rate for Kuparuk, the second biggest oil
field in the nation — Prudhoe is No. 1. The Department of Revenue
expects Kuparuk will average 155,000 barrels a day this fiscal year, half

its peak in 1993.

Kuparuk, which went online in 1981, is populated with less efficient
wells, which, because of their lower per-well productivity, means a
dropping tax rate for the entire field under the ELF formula. Kuparuk
producers paid a 3.3 percent tax rate in September 2003, according to
the Department of Revenue. ConocoPhillips, at 55 percent, and BP, at

39 percent, are the majority owners.

Department of Revenue projections in 2001 estimated that Kuparuk’s

I ol ilow will still be above 100,000 barrels a day in 2010, but its tax rate
will be zero. “The field is forecast to keep producing 10 years beyond
that. Is the ELF going to zero sooner than it needs to ensure maximum
production?" the department asked in its December 2001 state revenue

forecast book.

ELF is as old as the trans-Alaska oil pipeline itself, dating back to 1977
when the Legislature raised the top oil production tax rate from 8
percent to 12.25 percent while also adopting a formula to reduce the
rate on less productive fields. Then, in 1981, while eliminating the
personal income tax Alaskans had paid since 1949, lawmakers raised
the top ail production tax rate to 15 percent.

The big battle came in 1989, when legislators voted to amend the ELF
formula after realizing the state's take from Prudhoe Bay was slipping
faster than many had envisioned. The intent was to boost the state's

immediate share of Prudhoe Bay revenues, a politically popular move
after the ail price crash of 1986-1987 and the Exxon Valdez ail spill in

March 1989.
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These charts show the stock's open, high, low, and dosing price. They are
called 'candlesticklcharts because the area between the open and the close
looks like a candlestick, and the trading range outside, the high and the
low, look like the candle's wicks. Ittho candlestick is filled in black, the
stock closed below its open. Ifthe candlestick Is white, the stock closed

above its open.
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These chart* show the stock’s open, high, low, and closing price. They ere
called 'candlestick’ charts because the area between the open and the close
looks like a candlestick, and the trading range outside, the high and the
low, look like the candle's wicks. Ifthe candlestick is filled in black, the
stock closed below its open. If the candlestick is white, the stock closed
above its open.

G 2005 Charles Schwab & o., Irc. Research On Request



I Charles Schwab 1 EXXON MOBIL CORP

Company fUttarch Raport 1 Prepared March 11, 2005 Page 3 of 5
Balance Sheet Data Sown UCFS Sorce- MGIS
t ity A. AYering Dical s IniHant Net Pprofit L St Payout

200 2003 Revenue Inc. Margin EPS Div. (Div/EPS)
Current Assets 60,37’? 45,960 2004 04 73,830 8,420 11% 1.30 0.27 21%
Non-Current Assets 134,879 128,318 2004 03 g;,ggg g,?gg SE/AJ 832 82277 g%g/ﬁ)
* 2004 02 , , b . . h
Total Asset” - 196.26 > 174,276 2004 01 59644 5440 9% 083 025 30%
Current Liabilities 42,131 38,386
Non-Current Liabilities 50 19 45,977
Total Liabilities 93 aJo 84,363 Last Threo Month* Price History Source VEOD WO
Shareholder's Equity 10 756 89,915 I
Total Lish. ft Equity 196 256 174,278 563 |V 563
Debt / Equity 8% 11% 1
60 60
Curr. Liabilities / Curr. Assots 0.7 0.8
57 57
54 54
Iv- 51
3! "ti; fq'jﬂ*»*
48 48
75 75
50 50
25 . - e .- 25
oL tia, uum mIGilLIIL jan JiiLJuii
0 junygie, MYUT) M, JILY LML JURUIL o
Decemhe January February March

These chans show the stock's open, high, low, and closing price. They are
called candlestick' chans because the area between the open and the close
looks like a candlestick, and the trading range outside, the high ana the
low, look like the candle's wicks. It the candlestick is tilled in black, the
stock closed below its open. Ifthe candlestick is white, the stock closed

above its open.

©2(IBGH1€SSCW\ab&Ol, Ic. Research Cn Request



Summary by Pool: Oil Production
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4.130

3,700 977

3,700,977

896
640,669
436
642,021

4.469
105,128
109,597

4,296,579
239,755
157.055
696,248
464,373
5.854,010

156,83-1
79.153

6,539
242,526

Water

(BBL)

1.090
1,090

153.702
153.702

43.901
7,313,131
14,122
7,371,154

2,126
20.862
22,988

17.974.272
24.263
673,175
437.404
130,353
19.239.467

2.336,783
436.058

98.068
2,920,909

Gas
(MCF)

1,923
1.923

4,248,724

4.248.724

31.940
12.402.009
274
12,434,223

3,964
99,422
103,306

0.468.582
597,371
43,756
909,298
394,362
10.413.369

75,192
31.565

2,019
108,776

Producing
Completions

43

43

56

58

26
28

458
13

25
30
534
40

31

75

Cum. Crude Oil

4,347,065
4.347.065

5.730.067
5,730.067

141.339.541
19,582
141,359.123

2.687.868
427.877.328
7,948,341
438.513.537

1,968,697
139,885,726
141,854,423

154,000
154,000

0
1,975,490,229
7,897,524
9,892,529
65,299,499
16.095,124
2.074.674.'*5

533,304,496
61.647,023
332.951
24.277.810
619,562,280

January, 2005

Cum. Water

66,292
66,292

1,372.330
0
1,372,330

3,227,277
741,075,473
31,258,795
775.561,545

128,303
16,678,041
16,806,944

56,455,530
?,486.883.670
274.696
26,862.881
7,868,016
5312.712
2,583,657.505

797,030,967
64,546.154
188,772
26,187.927
087,953,840

Cum. Gas
(MCF)

22.891,313
22.891.313

2043.792
2,043,792

166,607,645
299,646
166,907.491

23.354,968
1,837,003,923
6,507.645
1.866.666,736

2.004.469
124,485.390
126.489,859

0

2 394,395,245
17.737.735
1,372,736
92.316.297
5.650,336
2,511,472.349

213,265,465
33.788.443
175.472
8.431.518
255 660,898



Summary by Pool: Oil Production January, 2005

Oil Fields Crude Oil Water Gas Producing Cum. Crude Oil Cum. Water Cum. Gas
Pool Name (BBL) (BBL) (MCF) Completions (BBL) (BBL) (MCF)
MIDDLE GROUND SHOAL
A OIL 2,838,227 3.146,841 5,322,225
B C AND 0 OIL 12,010,325 5,509,414 8.797.239
E FAND G OIL 123,572 55.7e J 40.856 27 177,020.864 99,320,781 78.028,416
Field Total 123572 55,740 40,856 27 191.869.416 107,977,036 92.147.880
MILNE POINT
KUPARUK RIVER OIL 903,213 1,370,315 531,923 82 181,18. 610 138.662,224 92,023,892
SAG RIVER OIL 21,300 73.275 15,302 1 1.610,310 1,487,366 1.611,150
SCHRADER BLUFF OIL 607,517 570.794 440.444 46 38,733,774 15.468.341 24.354.739
TERTIARY UNDEF WTRS 0 1.094.106 0 4 0 186.961.697 0
UGNU UNDEF VVTRSP 0 180,712 0 1 0 11,791.474 0
UGNU UNDEFINED OIL 16,746 0 3,370
Field Total 1,532.030 3,289,202 987.669 134 221,550.440 354,371.102 117,993,151
NORTHSTAR
NORTHSTAR OIL 2,109,271 354,312 11,672,464 15 69,323,975 4,225,147 237.218,619
Field Total 2,109.271 354.312 11,672,464 15 69,323.975 4.225.147 237,218,619
O0OGURUK
UNDEFINED OIL 3.828 0 0
Field Total 3.828 0 0
PRUDHOE BAY
AURORA OIL 268.885 212,894 806.870 6 11,666.280 5,364.334 48.391,798
BOREAUS OIL 602,248 492.087 715,058 19 31,451,008 10,635,261 27,794,922
LISBURNE OIL 283,962 '7.563 5.158 844 30 139.995.06 37.071,623 1.450,343.342
MIDNIGHT SUN OIL 176,702 75,143 948,241 2 11,518.936 1.705.250 41,040.900
N PRUDHOE BAY OIL 1.984 791 2.989,263 6.616.438
NIAK IVSH-SR UNDEF OIL 65,388 85,330 504,427
NIAKUK OIL 239.066 1.142.865 175,098 14 60,506,696 58,362,144 67,615,813
ORION SCHRADER BLUE 314.979 781 446,881 4 2,624,613 82,493 2,440.641
PM UNDEFINED OIL 33,480 13,127 30.008
POLARIS OIL 78,002 5,100 74,242 6 3,616,569 532£01 4,160,993
PRUDHOE OIL 10.968,778 37,458.455 759,726,871 697 10,709.487,609 7,351,952.168 48,447.026,751
PRUDHOE UNDEFINED W 0 1,112.346 0
PT MCINT YRE OIL 1,080,338 * 154,457 5.642.237 47 377,152,322 331.J31.073 644,406.875
UGNU UNDEFINED WTRS 0 579,448 0 1 0 1,626,294 0
W BEACH OIL 3.360,694 137,174 20.011,808
0 5,432,157 0

W BEACH TERTIARY UNO



Summary by Pool: Qil Production

CHI Fields
Pool Name

Field Total
REDOUBT SHOAL
UNDEFINED OIL
Field Total
SWANSON RIVER
HEMLOCK OIL
UNDEFINED OIL
Flald Total
TRADING BAY
G-NE/HEMLOCK-NE OIL
HEMLOCK OIL
M.KENAI UNALILOCAT ZO
MIDDLE KENAI B OIL
MIDDLE KENAJ C OIL
MIDDLE KENAJ D OIL
MIDDLE KENAJ E OIL
UNDEFINED OIL
W FORELAND OIL
Field Total
W MCARTHUR RIV
W MCARTHUR RIV OIL
Field Total
Total Fields
Dally Average

Condensate Total
Condensate YTD Total

Crude Oil
(BBL)

14.012.960

23,784
23,784

17.412

17.412

9,361

7,532
6.228
11,287
4,506
1,953

40.8T7

47,995
47,995
28.461,152
918,102

3,321,004

958,974,595

Water
(BBL)

45,278,788

27,623
27,623

176,065

176.065

41.927

3.012
39.295
48,123

4.694

3,538

140.789

82.524
82,524
79,114,353
2,552 076

‘Condensate Totals a
(or Prudhoe OH Pool,

Gas
(MCF)

273,696,350

5,827
5827

115.147

115.147

8.937

1,185
1,979
3.975
2.050
1673

19.799

13.610
13,610
313,862,123
10,124,585

Producing
Completions

823

20

20

-, N o w N

21

3
3
1,787

Cum. Crude Oil

(BBL)

11.373.463.446

1,543,066
1,543,066

226,637,369
61,239
228,688.608

23,630,100
14,110,459
0

4.010,431
20,660,073
29,269,147
8,283,655
1,391,661
61,120
101,416,646

10,535.718
10.535.710
15,624,590,543

prIy to Crude QOil and Cum. Crude Oil totals
r

udhoe Bay Qil Field only.

January, 2005

Cum. Water
(BBL)

7.816,432,838

1,426.867
1,426,867

117.735.483
4.170
117.739.65?

30,468.431
8,826,199
0

821,270
29,957,340
24,250,381
3,898,952
933,776
9,611
99.165.960

10,776.257
10,776,257
12,777.533.316

Cum. Gas
(MCF)

50,760,384,716

377,815
377,815

2.858.679.556
323.888
2,859,003.444

6.484.662
14.023,656
1,193,899
3.384.887
14.355.525
24,021,231
6,706,771
649,941
28.517
71,449,089

2.502.027
2,502,027
59,093,439,179



Gas Fields

Pool Name

ALBERT KALOA

UNDEFINED GAS
Field Total

BARROW

EAST BARROW GAS
SOUTH BARROW GAS
Field Tout

BEAVERCREEK

BELUGA GAS

STERUNO GAS

TYONEK UNDEF GAS
Field Total

BELUGA RIVER

UNDEFINED GAS
Field Total

BIRCH HILL

UNDEFINED GAS
Field Total

OEEP CREEK

TYONEK UNDEF GAS
Field Total

GRANITE PT

UNDEFINED GAS
Field Total

IVAN RIVER

KENAI

UNDEFINED GAS
Flald Total

BELUGA UNDEFINED GA
STERLING 3 GAS
STERLING 4 GAS
STERLING 5.1 GAS
STERLING 5.2 GAS
STERLING 6 GAS
TYONEK GAS

UPPER TYONEK BELUGA

Field Total

Summary by Pool: Gas Production

Condensate
(BBL)

o o o o

Water
(BBL/

43

1,425

29
1.454

621

1,599
1,599

15
15

16
312

1,365

21
7,600
9,314

Gas
(MCF)

133,776
133,776

7.445
3.146
10.591

330.786

17,016
347,802

5,152.9/74
5,152,974

418,669
418.689

157.203
157.203

16 658
304.487

781,214
92.267
1.311.467
2.506.093

Producing
Completions

14
14

11

17
36

January, 2005

Cum. Condensate
(BBL)

o

o O o o

o

O ©O o o o o

8.994
2,879
11.073

Cum. Water
(BBL)

112
112

1.694

1.040
2.734

261,770
527,883

5,980
795,433

32,223
32.223

2894
2.694

12,500
12 500

0

134,866
150,725
154,689
12,700
109,238
72,508
455,576
1.090.302

Cum. Gas
(MCF)

691.630
691,630

6,009,262
22.485.647
30.574,909

47,652.012
125,934,574
5.226,464
178.813,050

909,933.184
909.933,184

65.331
65.331

717,627
717,627

844,378
844.378

75,876.032
75.876.032

120
330,239.564
447.381.881
484.679.341

44,031.635
518.441,251
184,644,174
262.825,758

2.272.243.724



Summary by Pool: Gas Production

Gm Fields
Pool Name

KENAJ C.L.U.
BELUGA GAS
STERLING UNDEFINED G
TYONEK D GAS
UPPER TYONEK GAS
Field Total
LEWIS RIVER
UNDEFINED GAS
Field Total
LONE CREEK
UNDEFINED GAS
Field Total
MCARTHUR RIVER
MIDDLE KENA1l GAS
Field ToUl
MIDDi. EGROUND SHOAL
UNOEFINEO GAS

Field ToUl
MOQUAWKIE
UNOEFINEO GAS
Field Total

NICOLAI CREEK
UNDEFINED GAS
Field ToUl
NINILCHIK
FC TYONEK UNDEFMED
GO TYONEK UNDEFINED
PAX TYONEK UNDEFINE
SD TYONEK UNOEFINEO
Field Toul
NORTH COOK INLET
TERTIARY GAS

Field Total
NORTH FORK
UNDEFINED GAS
Field Total

PIrNEER

Condensate

(BBL)

o O o o o

Water
(BBL)

18.519
102

1.356
19.977

1.370
1,370

179
179

4.063
4,063

Gas
(MCF)

836,905
273,624

294.905
1,405,434

43,311
43.311

139,197
139,197

3047.853
3,047,853

142,585
142.585

508

386.289
197,485

7,428
300,320
899.522

4,055,470
4.055.470

Producing
Completions

15
15

=

~N R e N W

12
12

January, 2005

Cum. Condensate
(BBL)

o O o o o

Cum. Water
(BBL)

321,574
664
9.410
44.167
375.815

1,895
1,895

22
22

364,360
364.360

131
131

526
526

32,201
32.201

7.276
2,127
0
12,381
21,784

596,309
596.309

Cum. Gas
(MCF)___

44,999,503
13,128,160
1,399,385
66.288.405
125.615,453

11,294,940
11.294.940

2,933,720
2.933,720

1.002.345,354
1,002,345,354

16,383,183
16,383,183

1.895,536
1,895.536

3.189.859
3,189,859

6.365,354
5,659.489
7.428
4.296,789
16.329,060

1.666.420.955
1666,420,955

104.695
104.595
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Record Oil Prices Spur Exxon Mobil Profit
By REUTERS

Filed at 2211 p.m. ET

NEW YORK (Reuters) -Exxon Mobil Corp. (XOM.N), the world s largest publicly traded oil company, on Monday-
posted the biggest quarterly profit ever for a U.S. company - $8.42 billion — driven by high crude oil and natural gas

prices.

The blockbuster results easily topped Wall Street forecasts, capping an exceptional year for the Irving, Texas, behemoth.
Exxon's revenue in 2004 was more than $298 billion, surpassing the gross domestic product of countries such as Austria

and Indonesia.

Surging demand from fast-growing Asian giants India and China, cojpled with fears of a disruption in supplies from
countries such as Russia, Iraq and Nigeria, kept oil prices surging for much of last year. Crude prices topped $55 a barrel

in late October.

Exxon's fourth-quarter profit was equal to $1.30 a share, up from $1.01 a share, or $6.65 billion, a year earlier. Analysts'
average forecast was $1.05, according to Reuters Estimates.

"They're managing their business tike a Swiss watch," said Oppenhcimcr & Co. analyst f adcl Gheit.

Revenue jumped to $83.36 billion from $65.95 billion a year earlier.

The results did not produce a surge in Exxon shares One analyst said Wall Street has come to expect extraordinary
results from the oil giant. Also the shares have been climbing for much of the past year and were already near a 52-wcck
high.

STRENGTH ACROSS THE BOARD

All three major business lines at Exxon pu'ted a sharp nse in eamings.

The nse in prices drove eamings at its exploration and production unit to $4.89 billion, up from $3.27 billion ayear
earlier. Profit from refining and marketing operations tnpled, to $2.34 billion from $736 million a year earlier, on strong
refining margins.

Healthy worldwide demand pushed up eamings at its chemicals business to $1.25 billion from $476 million.

"This is a particularly impressive set of results given that every segment outperformed expectations.” Credit Suisse First
Boston analysts said in a research note.

Capital spending fell slightly, to $4.23 billion from $4.36 billion a year earlier.

Oil and gas production fell 2 percent in the quarter, hurt by divestments and the impact of higher prices on production-
sharing agreements. Excluding the those items, production rose by 1 percent.

Htp:/Amw.nytimes.com/reuters/business/busincss-energv-exxon-eams htmPnrri=lr>om,&ngfTM.-i, t,H-r>--  ini
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Most major oil companies have been struggling with sluggish or declining production, faced with maturing oilfields in
regions like the U.S. Gulf of Mexico and lack of access to regions that house some of the world's largest reserves.

An Exxon executive said on a conference call the company was not among the winners when Libya on Saturday

awarded its first exploration contracts to U.S. companies in 18 years. U.S. oil majors are eager to reenter Libya after
U.S. sanctions were eased last year.

ChevronTexaco Corp. (CVX.N), the No. 2 U.S. oil company, bid successfully on one onshore block in Libya.
ChevronTexaco on Friday reported that quarterly profit nearly doubled, also on the back of record oil and gas prices.

Exxon shares were up 38 cents, or less than 1percent, to $51.65 in afternoon trading on the New York Stock Exchange.
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Announcement (& Rgfcix
The Legislative Budget and Audit Committee sought and received permission to release
information on Alaska’s relative global ranking in three general areas:

1 Costs—both capital and operating

2. Government Take

3. Profitability

Study
Wood Mackenzie is a consulting firm headquartered in Edinburgh, Scotland that has been

providing commercial analysis and strategic advice to the world’s leading energy
companies for 30 years. They have covered upstream oil and gas, oil refining and

marketing, gas and power.

Global Oil and Gas—Risks and Rewards (GOGRR) was first published in 2002 and
considered data from 1991 to 2000. It had two main objectives:
0 To measure and rank the relative attractiveness of 60 areas (in 50 countries) for

exploration
0 To measure the relative attractiveness of the same areas for acquisitions of interest

in existing commercial upstream oil and gas developments.

The 2004 study focuses on the period 1994 to 2003, adding more depth to some of the
key areas.

Methodology Concerns
The Legislative Budget and Audit Committee has retained the services of Chuck

Logsdon, former chief petroleum economist for the State of Alaska, to perform a review
and evaluation of the study. The review will:
0 Evaluate the cost assumptions for their appropriateness for Alaska;
o Evaluate the cost assumptions for any systematic bias for or against exploration
and development economics in Alaska;
o Verify the accuracy of the modeling of the Alaska fiscal system;
0 Establish whether the assumed field sizes, transportation, and location logistics
are appropriate;
0 ldentify the effect that varying the cost assumptions would have on Alaska’s
competitive ranking;
0 Review the appropriateness of the low, mid and high price projections;
o Identify other regions that might be appropriate to be included in a comparative
analysis;
0 Review the study for discussions of other intangible risk factors that might be
more favorable in Alaska, including, but not limited to, physical security and

political stability;



WOOD MACKENZIE
GLOBAL OIL AND GAS — RISKS AND REWARDS 2004

Alaska’slotto - Before Government Take

Capital Costs Operating Costs Total Costs
Alaska’s Ranking 45/58 56/58 52/58
Alaska’s Cost $3.75 $6.20 $9.94
Global Average Cost $2.55 $3.34 $5.89

Fuli Cvcle Government Take

Full Cycle Gov’t Take (% Of Pre-Take Net Cash Flow, Undiscounted)

Low Price ($16) Base Price ($22) High Price ($35)
Alaska’s Ranking 33/54 24/54 .9/55
Take on AK Production 71.70% 63.63% 58.40%
Global Ave. Take 70.86% 70.26% 73.34%

Full Cycle Gov’t Take (% Of Pre-1 ake NPV @10%)

Low Price ($16) Base Price ($22) High Price ($35)

Alaska’s Ranking 22/47 16/49 17/53
Take on AK Production 82.17% 72.09% 64.56%
Global Ave. Take 81.05% 74.16% 71.91%

Wood Mackenzie has authorized the public disclosure
of the information contained on this page.



WOOD MACKENZIE
GLOBAL OIL AND GAS — RISKS AND REWARDS 2004

Alaska’s Profitability - FuU Cycle, Post GovtrBmgat Take

Rate of Return (IRR - Nominal)

Low Price ($16) Base Price ($22) High Price ($35)
Alaska's Ranking 15/49 14/52 14/53
Alaska’s IRR 18.09% 23.57% 29.11%
Global Average IRR 15.20% 18.94% 23.07%

Net Present Value (NPV @10% in S/Bbl of Oil Equivalent)

Low Price ($16) Base Price ($22) High Price ($35)
Alaska’s Ranking 17/58 11/58 8/58
Alaska’s NPV $0.90 $2.14 $4.43
Global Average NPV $0.65 $1.33 >2.35

Value Creation Ratio

Low Price ($16) Base Price ($22) High Price ($35)
Alaska’s Ranking 22/66 22166 19/66
Alaska’s VCR 198 3.33 5.82
Global Ave. VCR 190 2.84 4.26

Wood Mackenzie haa authorized the public disclosure
of the information contained on thie page.



Address by the Honorable Walter J. Hickel
The Woodrow Wilson Center, Washington. DC
May 22, 2002
Beyond Unbridled Capitalism and Failed Communism
It’s a real pleasure to be back at the Woodrow Wilson Center and at this podium

Thank you Director Hamilton and Secretary Babbitt.

It's a special joy for me to have my long-time friend Senator Patrick Moynihan, a scholar in this

Center, in attendance.
I respect the work that this Center does, and look forward t,, working with you on Arctic issues...
. especially in connection with your involvement in the new Russie

Woodrow Wilson was one of our most progressive and visionary presidents....
..whose passion to bring fairness and balance into our economic system...
...was second only to Teddy Roosevelt.

What prompts me to be here today relates to that passion.

I have written a book that | consider to be a guidebook for leadership...

...and a roadmap for those parts of the world...

... that are struggling with how to move towards democracy.

Mostly, my concern is for Alaska's neighbors to the West...the Russians...and the billion and a
half Chinese.

Both ofthose great nations tried unbridled Capitalism. And it failed.

Neither had a Teddy Roosevelt or a Woodrow Wilson to balance the power of those who would
monopolize the system.

Both had revolutions....Russia in 1917...and China in 1949.
Both adopted Communism And it failed, too.
Now they are looking for something new...something that will not fail.

They are looking towards democracy, but they won’t return to unbridled Capitalism, any more
than they will return to failed Communism.

| believe there is as third way.



I also wrote this book for those countries elsewhere in the world that have been unable to win the
war against poverty, the breeding ground of tcnorism.

These are delicate and dangerous days in the world. And | hope this book can help.

Last i.»onth one of Alaska’s newspapers called this book "A textbook for every Alaskan, every
American, every world citizen. It lifts the spirit and gives hope to all ages."

I began this project in September of 1990 when | had breakfast in Anchorage with the late
Terrence Armstrong of the Scott Polar Research Institute of Cambridge University.

He invited me to deliver a scries of lectures at Cambridge that would be the core of a book.
Instead, | soon found myself re-elected governor of Alaska and back in Juneau, our state capital.

Then, in 1997, after leaving the governorship, | accepted that invitation to Cambridge University.

“We will help you.”

Those discussions ct vineed me that the world could use a book that was about Alaska. ...but was
bigger than Alaska.

A book that explained...not just in theory, but in practice....how to manage commonly owned
lands and resources....for the benefit of the people.

This is an everyday challenge in the Arctic....but somewhat foreign to those here in the South 49
and Western Europe.

So we went to work.

I call it "Crisis in the Commons: die Alaska Solution" —so let me begin by defining “the
commons."

We, the people of the world, own most of this planet in common.

The oceans are ALL commons. They arc not privately owned. No one will ever homestead in the
ocean.

Alaska is 90 per cent commons.

It's commonly owned....one third by the people of Alaska and two thirds by all Americans.
Russia and China are nearly 100 per cent commons.

Canada is roughly 80 per cent. Australia is 85. And so on.

Including the oceans, nearly 90 percent of the earth’s surface is owned in common or not owned
at all.

It fascinates me that the human race lives in a World Commons and is not aware of it



Few world leaders are thinking about how we should carc for and use the commons...

...for the benefit of the total.

Especially fcr the benefit of the I.cal population...rather than for a political leader, a ruling
family, an orgarch, or a group of multi-national corporations.

And that’s what this book is about.

It isa' ou: a growing crisis...and a solution to that crisis.
It’s 11 isis because the commons is easily exploited.
We in Alaska know all about exploitation.

Alaska was terribly exploited in territorial days.

And Jiere are two kinds of exploiters.

Th sc who come, take and leave nothing.

And i"osc who lock up and do nothing.

The canned salmon interests and the Alaska Steamship Company, both based in Seattle, and the
Alaska Mining Syndicate were examples of those who monopolized and exploited us.

They used their political influence to control key committees in Congress to pass laws to protect
their i tie rests.

And for years they successfully opposed our efforts to become a state.

Finally, jr 1959, wc won statehood, winning control of nearly a third of our land and a third of
our assets.

In our Statehood Compact with the federal government...which included an innovative State
Constitution...

...we kept the csource wealth in public hands...

...but wec namessed the free enterprise system to develop our wealth...
..all in the framework of a cons*;tutiona! democracy.

That's a unique combination...

...public ownership, private development, a democratic government.

We started as poor people on rich land...

.... and, using this formula, we've become a success...



while protecting the beauty and the glory or our lands and sea:.
But we had to face the so-called "Tragedy of the Commons."
Commercial fishing is a classic example.
The tragedy comes when each fisherman races all others to catch the lasi fish.

The result of this Wild West approach...that we used to call "enlightened self interest"....is that
our God-givc resources will eventually be ¢ itcrmina

Al in the name of freedom!

Alaska saw this problem before the rest of the nation.

I helped fight for the 200-mile limit - the Magnuson-Stcvem Act of 1976 - a great achievement
of the late senator Wamen Magnuson and Alaska’s senior senator Ted Stevens.

This law helps protect the offshore commons.

And in the early 1990s, we established Community Development Quotas and Individual Fishing
Quotas in the North Pacific.

Last September, national environmentalists and fisheries experts praised these programs as
models for the nation...

...using the wealth of the commons....in ways that respect the environment...and protect the
resource.

That is "the Alaska Solution."
Our generation didn’t invent these ideas.
They are much older than we are. (Even older .”an | am!!)

It was Alaska’s Native peoples.

The philosophy for successful living in the North was bom when the first councils of elders sat
down to solve problems of using and caring for the living resources upon which they depended,

They put the community first. They cared about the total.
When they caught a whale...it wasn’t MY whale." It was OUR whale.
That was ihe natural way to survive on this harsh land.

Teddy Roosevelt took the next step in governing the commons.

Not only did this man, a blue blood of conservative heritage, save the free enterprise system by
confronting and busting the great monopolies of his time....



....he also had avision for the West.

He added enormously to the national forests, fostered great irrigation projects, and reserved lands
for public use.

And he did something that would eventually affect Alaska more profoundly than any other state
He separated the federal lands of America from the energy resources beneath them

After his death and the Teapot Dome Scandal, his approach became law with the passage of the
Mineral Leasing Act of 1920.

Signed by, who else but, President Wilson.

This law required that the revenues from energy resources on the federal commons shall forever
remain with the government.

That’s why | made it my personal crusade - as a 30-ycar old carpenter and builder - to fight for
Alaska to have a sufficient land entitlement.

When the Alaska Statehood Act was written, it included 103 million acres for Alaska, and the
identical terms of the Mineral Leasing Act.

The revenues from Alaska’s subsurface energy resources were specifically designated to the new
state.

Senator Taft and other leading senators understood that our population was too small. We
couldn’t build a state on taxes alone.

These resources were to be the engine to build our roads and public buildings, our state university
and school systems...to fund our judiciary, our law enforcement,

...and to establish an economy that would free us from dependence on Outside interests.

Wec became the first Owner State.

As | describe in some detail in this boo*,  Jwner State is an unusual combination of public and
private, and it requires true leadership.

Public lands are easily exploited if politicians are afraid to stand up to special interests.
And their resources are left untouched and untapped, if politicians are afraid of controversy
Our Owner State has prospered because of the oil found at the North Slope.

Instead of running out, Alaska’s energy resources have only just begun to help our nation.

And energy is the key to our freecom as a nation,



I see Alaska today as a diamond, a brilliant star, a state with an outstanding quality of life, a
glorious natural environment, and an economy with enormous potential.

What if the same could be said of Russia am ;ic other great commons areas of the world?

What if the same could be said of Africa?

I have visited Africa many times where my son, Jack, served as a doctor and medical missionary.
Wherever | ha.e visited on that continent. | have seen poor people living on rich land.

And | have come to believe that there is no legitimate reason for poverty.

The Alaskan solution could dramatically assist those parts of Africa that are ready to try a new
approach...

...neither classical capitalism, nor socialism.

But something new coming out of the North.

A few days ago lreceived a letter from Maurice Strong, the Canadian who served as the
Secretary General of the Earth Summit in 1992  the largest gathering of Heads of State in the

history of the world.
I hat' uie honor of speaking at that event at Strong’s invitation.

In his letter, he wrote that the world commons "is shaping up to be one of the world's major
challenges in this new century...

... one which is fraught with a great potential for conflict as well as an imperative for
cooperation..."

So, the message of this book...and the challenge | want to urge you to think about ...is the great
opportunity before us.

In the Arctic, wc have vast untapped resources.

ANWR is a perfect example.

mvien | look at America today, | ask myself where are today's pioneers? Where are the
Roosevelts and the Wilsons?

Where is the courage and the guts and the vision?
I dream of a tunnel under the Bering Sea connecting Alasxa to Russia.
I’ve talked for years about a railroad around the world, and this is the missing link.

We have vast supplies of fresh water in the North. It’s time to build a transportation system to
move that commodity...soon to be more valuable than oil...to help the parched and thirsty parts

of the world.



To mpke such projects happen in the commons, government must take the lead.
Let’sjunk the idea that all government is the enemy.

Government in the commons has got to spend money to build a culture!

Our approach can be a model for the nations of the commons where poverty has become un
endless cycle.

And make no mistake, "The War on Terrorism" will be a never-cn™ng conflict unless we strike at
its roots.

Those roots are complex, but they arc fundamentally economic.

Learning to care for and use the commons responsibly for the benefit of the total - people,
people’s needs, and nature...that is "The Alaska Solution."

In a time of darkness worldwide, there is a light in the North.

And, in case you arc wondering, | plan to be around for another 30 years to help make it happen!
Let’s do it together.

Thank you.
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Article IX

Another important but familiar constitutional provision of Article IX is Section 12, which directs the
governor to prepare an executive budget This is a major executive responsibility that is not contained

in Article HI

Two amendments to Article IX seek to curtail annual spending In the summer of 1981, Governor
Hammond called a special session of the legislature to consider a constitutional amendment to limit
annual appropriations. A proposal was adopted, and it was ratified by the voters at the general
election in the tall of 1982 as Section 16 of this article The measure called for the voters to
reconsider the section four years later, and it was upheld by a large margin at the general election of
1986. Section 16 has never effectively limited appropriations b cause the fiscal base was set
comparatively high, there arc numerous exceptions to the limit, and revenues available for
appropriation have fallen short o f what was forecast at the time the amendment was adopted

Despite the failure of the appropriation limit, or perhaps because of it, interest continued in a
mandatory device to curtail spending in the short term m order to set aside money to mitigate future
fiscal crises foreseen from erratic oil prices and from declining production on the North Slope. In
1986, the legislature created in stature a budget reserve fund (AS 37 05.540) In 1990, the legislature
adopted a constitutional budget reserve fund that was ratified by the voters at the general election the
same year. The measure, Section 17 of this article, requires all income denved from the termination
(by settlement or litigation) of disputes with oil companies over back taxes and royalties to be

deposited to the fund

Convention delegates surely gave little thought to the notion ofa spending limit in the winter of 1956,
in view of the lugubnous fiscal prospects .'or the new state, the delegates’ determination to draft a

concise constitution, and their conficence that a citizen legislature would act responsibly.

Section 1 Taxing Power

The power of taxation shall never be surrendered. This power shall not be
suspended or contracted away, except as provided in this article.

Legislatures frequently grant tax exemptions and other tax-related inducements to corporations to
locate within the state. Courts have found that in some circumstances this special tax treatment
amounts to a contractual relationship with the corporation that future legislatures may not abrogate.
Consequently, the constitutions of many states provide that “the power to tax shall not be surrendered,
suspended, or contracted away,” to clarify that tax exemptions granted by the general laws of the
legislature do not create contractual obligations. The mModel state Constitution recommended such a
provision (it was dropped in later editions) Presumably, the delegates adopted this version of the
prohibition to emphasize that the state could legally grant tax exemptions under general law for public
purposes, such as inducement for industrial development (see Section 4). The committee commentary



Finance and Taxation

that accompanied the draft of this section said the following: “The power to tax is never to be
surrendered, but under terms that may be established by the legislature, it may be suspended or
temporarily contracted away. This could include industnal incentives, for example ”

According to Article X, Section 2, the state can delegate its power to tax only to local government

Section 2. Nondiscrimination

The lands and other property belonging to citizens of the United States residing
without the State shall never be taxed at a higher rate than the lands and other
property belonging to the residents of the State.

The "equal protection” clauses of the Alaska Constitution (Article I, Section 1) and the U.S
Constitution (Fourteentn Amendment) hoth stand in the way of the state or a local government taxing
property at different rates strictly on the basis of where the owner lives Technically, therefore, this
section is unnecessary. Symbolically, however, its inclusion was important to reassure nonresident
commercial interests (who tended to oppose statehood) that their property would not be singled out
for tax purposes A similar provision was included for the same reason in the Territorial Organic Act
of 1912 .. nor shall the lands or other property of nonresidents be taxed higher than the lands or
other property of residents." Provisions of this kind are found in other constitutions of westem states
(see, for example, Article XXII of the South Dakota Constitution, a similar provision was deleted
from the Hawaii Constitution by the convention in 1968).

Section 3. Assessment Standards

Standards for appraisal of all property assessed by the State or its political
suodivisions shall be prescribed by law.

Many state constitutions require taxes to be “ur ftjrm and equal.” Section 9 of the Territorial Organic
Act of 1912 contained a uniformity clause “.. all taxes shall be uniform upon the same class of
subjects and shall be levied and collected under general laws, and the assessments shall be according
to the actual value thereof" However, these provisions at times complicated the fiscal life of states
when courts interpreted them h prohibit graduated income taxes, tax exemptions and other
reasonable differences in the treatment of various tax resources. Because of the potential for these
problems, Alaska's constitutional convention delegates decided against a uniform and equal clause.
However, they included this language to accomplish a measure of statewide uniformity in local
property" taxation by requiring the legislature to establish a common set of standards for appraising

property’,
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Senator Hollis Fren h

Cagitol Room 504
465-3892
465-6595 fax

MEMORANDUM

Date: February 16, 2005
To: Senator Tom Wagoner, Chair
Senate Resources Cor
From: Senator Hollis French
RE: Request for Hearing on SB 50 - “Alaska Fair Share Bill"

Per our discussion earlier today, this is an official request that you schedule a Resources
Committee hearing on SB 50 - “Alaska Fair Share Bill" at the earliest possible time,

| have attached a copy of the bill, a sponsor statement, and a sectional analysis for your
information. Additional materials will be made available to the committee aide prior to the

hearing.

Attachments
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Senator Hollis French

Sponsor Statemknt

SB 50- Alaska Fair Share I 1l

Under the Alaska Constitution, the State is charged with ensuring that our natural
resources are used “for the maximum benefit of the people.*' In terms of dollar
value, oil is indisputably our most valuable natural resource. It is imperative,
therefore, that state government ensure that Alaskans receive a fair share of the
revenue from this public resource. It is also important that a fair share of the
resource be pro' tied to the companies that have contracted with the State to

produce and sell Alaska's oil.

The production tax, sometimes called a severance tax. is a major part of the State’s
oil and gas tax structure. The production tax. like most taxes, is calculated by
using a complicated formula. In general, the tax rate is set at 15 percent of the net
production value. Unfortunately, however, few producers are required to pay the
full 15 percent, and revenue from the production tax is decreasing every year.

Producers are required to only pay a portion of the production tax because of the
ELF (Economic Limit Factor). Under the ELF formula, smaller fields are partially
or wholly exempt from the production tax, and larger fields see their production
tax rate drop every year. Of the twenty producing fields on the North Slope,
twelve pay no production tax at all. Several of the larger fields - including
Kuparuk, which is producing over 1()(),()()() barrels of oil per day —pay less than 3
percent in production tax. Eleven of the last fourteen North Slope oilfields that
have come into production since 1989 pay no production tax. or almost none (less

than lwc).

That exemption applies whether oil is at $ 10/barrel, and profit margins are low, or
at $30, $40, or $50/barrel, when corporate profit margins balloon. At $20/barrel,
profit margins are high enough that BP announced last year it would use excess
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Sponsor Statement

SS SB 321 - Alaska Fair Share Bill

profits at that price, and above, to send increased dividends to shareholders and to
engage in a corporate stock buy-back program.

The Alaska Fair Share bill will make two adjustments to the state's production tax
on oil. Ihe first adjustment is simple: it would require all producing fields it) pay
a minimum 5 percent production tax. This provision alone would raise $75 million

in state revenue at an oil price of $22 per barrel.

The second adjustment is more substantive. It would tie the production tax rate to
the price of oil. The bill setsa normal’ price range of $16 to $20 per barrel.
Within that range, no adjustment would be made to the production tax rate,
However, outside that range, the bill would allow the production tax rate to go up
as prices go up and, to be fair, to go down as oil prices go down.

If no adjustments to the production tax structure are made, the State's return from
this tax will diminish rapidly over time. Forexample, in 2003, the State earned
$599 million in production taxes. Looking ahead, the Department of Revenue
estimates that the State's production tax receipts will drop to $180 million in 2013.

The current severance tax law also gives the producers an unfair share of the
state's oil wealth at average and high oil prices. As prices increase, the state's
relative profit share falls. Conversely, state taxes are arguably too high ai very
low prices. Ihe imbalance in favor of industry at high prices is much greater than
the imbalance in favor of the state at low prices.

The Fair Share Bill is not a so-called “Shelfthe ELF" proposal, which seeks to
iImpose a Hat 15 percent tax on all fields, at all prices. This bill recognizes that
smallerand older fields should receive some tax relief under the ELF . However, it
provides for a modestly higher production tax at higher oil prices, and a lower

production tax at lower prices.

Please join me in making a revision to our production tax structure. Let’s be sure
that Alaska gets its fair share of our most valuable natural resource.



Section |

Sections 2-4

Section 5

A I a s k a S tate L egislatur.e

Senator Hollis French

Sectional Analysis

SB 50 - Alaska Fair Share Bill

Amends definition sections regarding tax relief appeals filed
with the Department of Revenue.

5% minimum production tax in most cases. This provision
seeks to remove a current exemption that lets most new oil fields
pay less than 1w in production taxes. While not all fields can
pay Alaska's full 15% production tax. the state should at least
set the minimum tax at 5% (to be reduced at low prices, see
below). Under provisions of Section 5, companies can apply for
an exemption from this minimum tax if they can show it is

necessary.

Taken together, these sections establish a minimum production
tax rate. Currently the production tax is 15%. reduced by the
ELF. In most recent cases, the ELF has reduced the production
tax rate to 1% or less. Sections 2 -4 set a field's production tax
rate at the current rate, as determined by the ELF, but prevent
the ELF-adjusted production tax from falling below 5%, except
in certain circumstances when prices fall below $ 16/barrel.

Increases to production tax when oil is above $2()/barrel.
Decreases to production tax when oil is between S16 and

$ 10/barrel. Deferral and waiver of taxes when oil is below
S10/barrel. This provision aims to make the current tax code
more progressive, so that at low prices oil companies are
protected from high taxes and at high prices the State of Alaska
may share fairly in high oil company profits.

Inin' Drii'nihi'i 70> wirnl i Au'imr « \iK'llismg(.'. M.i\k;i IW5I|| « **07» \1e v (=>0712(I') 10LS

scliitm ollis. |-ii*iicIK'LIcj-'ivMdL uk iin



SB 50 - Fair Share Bill page 2

Sponsor Statement

Section 6:

Enhanced tax factor above $20/harrel. Above $2()/barrel, the
severance lax rate is multiplied by the average monthly price of
oil (West Coast price) divided by 20. Thus, at $20/barrel. the
severance tax is multiplied by 20/20 -- “ 1" —and is left
unchanged. At $30/barrel, the severance tax is multiplied by
30/20 -- “1.5." In that case, a field with a 5% base production
tax will pay 5% times 1.5. or 7.5% . The production tax will
neverexceed 25%.

Reduced tax factor below $ 16/barrel. Below $ 16/barrel, the
production tax rate is reduced by the price divided by 16. Thus,
at § 12/barrel, the rate on a field with a 5% base production tax
would be 12/16 --*.75" -- times 5% , or 3.75 %.

Reduced taxes below $1P/barrel. Below $ 10/barrel, one halfof
a field's production tax will be waived, and one half will be
deferred until a month when prices average ahove § 16/barrel.

Heavy oil exempted. “Heavy oil "is more expensive to produce
than normal crude oil. Many believe the future of oil production
will rely largely upon the production of heavy oil. The bill
exempts heavy oil from the new enhanced tax provisions. It
may be determined during hearings that a minimum tax should
also be set for heavy oil. but that would have to be shown by

testimony.

Reduction in tax. Provides a process for companies to seek a
reduction in the production tax through an application to the
Department of Revenue. The Alaska Fair Share Bill provides
that any enhanced taxes under the bill may be waived if a
company shows that tax relief is needed to make new or
continued production at a field *economically feasible.” This is
modeled on Alaska's existing “royalty relief" law, and uses the
same standards and process.

This section provides a conforming amendment to existing law
to include new provisions in this bill.

February I(>. 2005
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Oil producers profit more in Alaska
CONFIDENTIAL STUDY: Operating costs are high, but small tax bite makes up for It

By LARRY PERSILY
Anchorage Daily News

(Published: February 2, 2005)

JUNEAU — An international consulting firm says Alaska Is a more profitable place to do business than the average
of almost 60 oil and gas producing regions it surveyed worldwide.

The analysis, however, looks only at oil and gas fields where development started between 1994 and 2003,
producing a limited view of overall North Slope costs and government tax bites compared with other proiects
started during that same period.

Legislators on Tuesday released two pages of data excerpted from the competitiveness study by Wood Mackenzie
Ltd. The firm, based in Edinburgh, Scotland, late last year completed Its report, "Global Oil and Gas: Risks and

Rewards 2004."

The state paid $50,000 to subscribe to the report, but Wood Mackenzie's confidentiality requirements prevent the
Legislature from releasing the entire 2-inch-thick document.

numbers show Alaska oil and gas projects started dun. j the 10-year period were among the costliest
worldwide for development capital and operating expenses.

The oil and gas industry often makes the case that Alaska is an expensive place to do business because of its
remoteness and Arctic conditions, and the Wood Mackenzie report appears to verify that claim. It shows Alaska
ranked as the 52nd most expensive region out of 58 in the survey for development and operating costs.

Alaska averaged almost "(10 per barrel in those costs, compared to the worldwide average of close to $6.

But Alaska producers fare much better when it comes to paying taxes and royalties, the report said. The total
government tax bite In Alaska -- federal, state and municipal taxes and royalties — is lower than two-thirds of the

comparison regions.

Wood Mackenzie's analysis also shows the tax and royalty take in Alaska falls as a percentage of total ntc
revenue when oil prices rise, verifying what proponents of higher oil taxes have long argued -- that the state is
taking a smaller share of oil revenue at high prices.

The total government take after oil company expenses over the life of the field is about 71 percent on a
worldwide average, the report said, regardless whether the price of a barrel of oil is $16, $22 or $35. In Alaska,
however, the government share of the net Is about 71 percent at $16 oil, 64 percent at $22 and 58 percent at
$35, according to the survey.

3roducer return on their investment In projects between 1994 and 2003 were three percentage points higher in
M*ska than worldwide at $16 oil and six percentage points higher at $35 oil, Wood Mackenzie reported.

'This does not surprise me," said Dan Dickinson, director of the state Tax Division. "By definition, we are a
egressive system,"” taking a smaller percentage of total revenue when prices are high.

ttp://www.adn.com/money/v-pnnter/story/6111782p-5995045c.html 2/2/200S
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Govr?%nk Murkows'd has asked lawmakers to review the state's oil tax structure, particularly to look at the
s'ite's share wher. prices are high, but he has not committed himself to backing any specific change in tax law.
The state did, however, raise the tax rate administratively on almost half of North Slope production as of

iday.

The information released Tuesday Is limited and does not include all of the date- that went into ranking the
regions. Alaska is the only state surveyed for the report, which included federal leases in the 6 If of Mexico, two
areas of Canada, and more than 50 foreign nations.

Although the company bars subscribers from publicly releasing the full report, the Legislative Budget and Audit
Committee negotiated for release of some of the Alaska-specific numbers, said Committee Chairman Sen. Gene

Therriault, R-North Pole.

Legislators are required to sign confidentiality agreements to read the entire report. As of Tuesday, six had
signed agreements.

The committee, meanwhile, has contracted with Chuck Logsdon, who retired last fall after more than two decades
as the state's chief petroleum economist, to review and verify the report and summarize its relevance for Alaska.

Logsdon's work likely will not be released to the public, Therriault said, under the same rules that govern the
report itself.

"This could be the one glimpse under the covers the public gets,” Therriault said of the two pages released
Tuesday.

“It's tough to start changing policies based on these six graphs,” Rep. Ralph Samuels, R-Anchorage, said of the
SLe'rt summary. Samuels, vice chairman of the Legislative Budget and Audit Committee, said he wants to wait for
i sdon's analysis before judging the state's oil and gas tax structure.

"Your best test for competitiveness Is looking out the window," said Judy Brady, executive director of the Alaska

Oil and Gas Association. The list of companies willing to invest big money In North Slope projects or the
[companies that have left the state Is. good indication of Alaska's competitive position, she said.

The association, which also subscribed to the Wood Mackenzie report, will undertake its own analysis of the
study, Brady said.

Reporter Larry Persily can be contacted at Ipersilv@adn.com or at 1-907-523-9306.
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To: Sen Hdllis French
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The article | referenced today.

Qil's Run Is Likely to Keep Fast Clip

Price May Top $60 or More
If Supplies Arc Disrupted
And Dcnnind Fails to Cool

II> BHUSHAK BAHKKE

mﬁ:ﬂ ]-5 rﬁgp%L StREtT JOURNAL
The big oil-price spike of 2004 looks increasingly likely to get a sequel.

As oil pnce%éaé)proached a new high yesterday, industry analysts said the}i are anUupatm_g price increases to
more than $60 a_barrel this year. Some analysts are even beginning to talk of the possibility of greater
Increases —to $75 or $80 a’harrel —inthe event of a major stpply Qisruption, unless red-hot démand fc.
crude cools in Asia and the U.S.

Unlike last year, when rising prices sparked protests in the U.S. and elsewhere, opposition to the increase has
become quieter as businesses and consumers have become accustomed to more expensive ail.

Yesterda%, the actin _secretar% %en_eral of the Organization of Petroleum Exporting Countries, Adnan Shihab-
Eldin, ac nowledct;,e in remarks to r1ourna,llstsb.epo,33|b|llty_0f rices r|5|n([1 to,rqreater levels 1f supplies are
disrupted, suggesting the cartel befieves it has a limited ability to curb worfd oil’prices. Talk of a renewal of last
year's run-up in pricés comes as OPEC's energy ministers prepare to meet in Iran on March 16. While they
could raise production quotas, OPEC already is pumping close to capacity.

U.S. benchmark oil shot above the previous settlement high of $55.17

Heading Up Again a barrel in intraday trading on the New York Mercantile Exchaan5

Cruce olts sexlement prics on the continveus—— yiesterday before retreating. Futures for April delivery settled at $53.57
a harrel, "up 52 cents, after hitting as high as $55.20; On an inflation-
ggatilstf&%gms, oil is still well below highs of about $90 reached in the

Like last year, growing world demand —nparticularly from the U.S. and
China - Underlies much of the price increase. The continued weakness
of the dollar also has set the stage for increases, because oil is priced
In dollars around the globe, and a weaker dollar means less revenue
per barrel for ail producers.

The current surPe in prices also comes amid realizations by OPEC
nations and oil fraders that higher Emces have had a limited |mP_act on
T Al InQAWIER world economic growth. Whilé costlier energ}/ has heen a significant
d,raﬁ on relatively weak economies such as Japan and Germa&y
higher prices haven't been enough to derail recoveries inthe US,,

7/2005



Page 2 of

China and other more-vigorous areas. With the world showing signs that it can withstand higher energy
prices, there has been little evidence lately to suggest that either oil producers or big consumers are trying to
cap the latest run-up.

"There is no fear of high ail prices,” said Phil Flynn, an analyst at Alaron Trading Corp. in Chicago. "That’s
what scares me the most.” He noted that Federal Reserve Chairman Alan Greenspan hadn't even brought up
the issue of ail prices in Senate Budget Committee testimony on Wednesday.

Energy Secretary Samuel Bodman told a Senate panel yesterday that "'the capability of any member of this
government to influence the members of OPEC is limited.” Mr. Bodman also suggested he had other
priorities. "1 have a lot on my plate,” he told the Senate panel.

The current run-up still could further hurt those economically weak nations, as well as energy-sensitive
industries such as airlines and auto makers. European Central Bank President Jean-Claude Trichet yesterday
cited oil prices as one threat to economic growth.

The latest surge in prices was triggered by refinery shutdowns in the U.S. on Wednesday and a growing belie
among many investors that OPEC isn’t about to increase its produciion. Stockpiles of crude ail in the U.S.
posted another increase this week, suggesting that OPEC wouldn't see a need to boost supplies when it
meets this month. OPEC, led by Saudi Arabia, has made clear that its supply decisions are based in large
part on making sure that inventories levels in major consuming countries don't rise.

As industry analysts pore over demand and supply numbers, they also realize that OPEC has very limited
ability to intervene. This vulnerability in the global supply chain became evident last year, when OPEC was
producing at nearly maximum capacity to meet demand. With demand continuing to rise this year, analysts
reckon OPEC once again will be tested in the spring, as the U.S. driving season begins to use up large
volumes of gasoline and as refiners struggle to keep up with demand for gasoline, diesel, jet fuel and other
products elsewhere.

"l would not be surprised at all if prices sp'ke past $60 [a barrel] in the third quarter, or in the next few weeks
before the OPEC meeting,"” said Deborah White, an oil analyst at Societd Generate in Paris.

Ms. White said the blow to consumers could be much heavier if there is a major crude-supply outage -- which
she defined as two million barrels a day, about what Iraq produces on a good day -- or if 500,000 barrels a
day of refinery capacity is lost. In such scenarios, "the sky is the limit,” Ms. White said. "That means spikes to
$75, $80 a barrel.”

The world currently consumes more than 84 million barrels a day of oil. Rising overall demand and seasonal
surges are expected to lead to global consumption of nearly 88 million barrels a day in the fourth quarter this
year, a level of demand that refineries, making a whole slate of ail products, may be hard-pressed to meet.
OPEC currently is producing 29 million barrels of ail every day, roughly a third of world supply.

Ms. White and other analysts figure OPEC has extra pumping capacity to replace only as much as one million
o 1.5 million barrels a day of crude supply lost elsewhere because of accidents, strikes, wars or other
easons.

-M*y» Jackson Randall and Ana Campo) of Dow Jones Newiwires contributed to this article
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Record Oil Prices Spur Exxon Mobil Profit
By REUTERS

Filed ut 2:11 p.m. ET

NEW YORK (Reuters) - Exxon Mabil Corp. JXOM'N)’ the world's Iar[qest publicly traded oil company, on Monday
B%sétgsd the biggest quarterly profit ever fora U.S. company -- $8 42 billion - driven by high crude oil and natural gas

The blockbuster results easily topped Wall Street forecasts, capping an exceptional year for the Irving, Texas, behemoth.
Exxon's revenue in 2004 was more than $298 billion, surpassing the gross domestic product of countfies such as Austria
and Indonesia.

Surging demand from fast-growing Asian %iants India and China, coupled with fears of a disruption in supplies from
%nllgttengsc tsoubcgras Russia, Iraq and Nigeria, kept oil prices surging for much of last year. Crude prices topped $55 a barrel

Exxon's fourth-quarter profit was equal to $1.30 ashare, up from $1.01 a share, or 56.65 billion, a year earlier. Analysts'
average forecast was $1.05, according to Reuters Estimates.

"They're managing their business like a Swiss watch." said Oppenhcimer & Co. analyst Fadel Gheil

Revenue jumped to $83.36 billion from $65.95 billion a year earlier.

The results did not produce a surﬁe in Exxon shares. One analyst said Wall Street has come to expect extraordinarg
[ﬁaﬁlts from the oil giant. Also, the shares have been climbingfor much of the past year and were already near a 52-week
STRENGTH ACROSS THE BOARD

All three major" usiness lines at Exxon posted a sharp rise in eamings.

The rise in prices drove _eamings at its exploration and production unit to $4.89 billion, up from $3.27 billion a year
eaglier. Profit from refining and marketing operations tripled, to $2.34 billion from $736 million a year earlier, on strong
refining margins,

Healthy worldwide demand pushed up eamings at its chemicals business to $1.25 billion from $476 million,

"This is a particularly impressive set of results given that every segment outperformed expectations,” Credit Suisse First
Boston analysts said in a research note.

Capital spending fell slightly, to $4.23 billion from $4.36 billion a year earlier.

Qil and gas production fell 2 percent in the quarter, hurt by divestments and the impact of higher prices on production-
sharing agreements. Excluding the those items, production rose by | percent.

ittp://www .nytimes.com/reuters/business/business-enerev-exxon-earns html'Virpf=inotn*nQnx»»tt/onfoH-nrirt i/ni 1Msric
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Most major oil companies have been stru?gling with sluggish or declining production, faced with maturing oilfields in
regions like the U.S. Gulf of Mexico and Tack of access foregions that house some of the world's la gest réserves.

An Exxon executive said on a conference call the company was not among the winners when Libya on Saturday
ﬁwsarded its first ex Iorattljpp contracts to U.S. companies in 18 years. U.S. oil majors are eager to reenter Libya after
. sanctions were eased last year.

ChevioilrICAaeo Corp.. éCVX.N). the No. 2 U.S. oil company, bid successfully on one onshore block in Libya.
ChevronTexaco on Friday reported that quarterly profit nearly doubled, also on the back of record oil and gas prices.

Exxon shares were up 38 cents, or less than 1 percent, to $51.65 in afternoon trading on the Nev York Stock Exchange,

CoBynflhi 2p0S.ngule fS lid | Home | Privacy Policy | Sei'ch | Correctons | RSS | Hejp | Back to Too

ttp.V/www.nytimes.com/reuters/busmess/business-enerpv-rxxnn-pamc


http://www.nytimes.com/reuters/busmess/business-enerpv-rxxnn-pamc

Excerptfrom Transcript
House Resources Com m ittee
February 11,1989

HB 118 « ELF



have another handout that | have not quite completed yet,
but | will get to you. These are the q 'estions that | would
like you to answer for the committee and with that, | thank
you very much for vour testimony and certainly appreciate
your indulgence, or my indulgence, or anyway, thank you very
much for your positions. I would like to have, please, Mr.
Jerry Serena come to the table, and please state your name
for the record, and who you represent, and could you give me

please some idea about how much time you are going to need?

JERRY SERENA: Good afternoon, Chairman Davidson, hairman Me-
nard, members of the Committee and other Legislators in
attendance. My name, for the record is Gerald Serena, and
I'm a tax lawyer for EXXON Company, U.S.A., and I'm based in
Anchorage. EXXON is a working interest owner in the Prudhoe
Bay, Kuparuk, Lisburne and Endico*-t fields, and we appreci-
ate the opportunity to present our views on HB 118 this
afternoon. To digress from my prepared statement for a
moment, it will take me less than fifteen minutes to read
this into the record. I'd be pleased to try to answer some
of your questions at any time, or after | read into the
record, and | would also be happy to share with you some of
my thoughts on some of the comparisons on Alaska and foreign

nations that were presented to you yesterday.

CHAIR: And could you include in that please, some of the other

states as well?

SERENA: I'm not sure | can do that today. We'll see how far we

get.

CHAIR: Thank you very much, Mr. Serena. Would you please con-
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tinue.

SERENA: HB 118 is only 25 lines long, but nonetheless it would

result in a major change in long standing oil production tax

policy in Alaska that could seriously impact the continued

development of the two largest oil fields in the United
States, without adding any meaningful offsetting benefit to
development of other smaller fields in Alaska. It would do

this by revising the Economic Limit Factor, ELF, wused in

calculating effective production tax rate for Prudhoe Bay

and Kuparuk, resulting in immediate increases in tax rate in

more than 20% of Prudhoe Bay, and about 60% in Kuparuk.

Make no mistake about it, after we sit through all the

political rhetoric, after we reduce the complexity of the

new double exponential formula to wunderstandable terms, HB

118 is nothing more than an increase to the production tax

rate for more than 90% of Alaska's oil production.-»

It does not close a tax loophole, and it does not correcc a

tax giveaway. It effectively eliminates the benefit of ELF,

a provision of the production tax law that was designed to

reduce the production tax burden on a field as it matures

and the average well rate drops, a provision that has been

an essential part of Alaska's production tax policy since
1977. Why is this tax rate being proposed now? Some would

tell you that it's necessary to stabilize the declining

State revenues. They ignore the cause and effect relation-

ship between HB 118 and further North Slope development.

Some would have you believe that the oil companies can ante

up a little more to help balance the budget over the next

CWO years. That their profits are more than enough to allow

this. They ignore the economic reality that projects in



Alaska compete with other projects throughout the world for

limited investment dollars.

I won't take up your time today with the discussion of the

philosophy of state spending programs, or the abilities of

certain taxpayers to supplement revenue sources to meet

them. Instead, my remarks will focus on how the tax in-
crease, which would be brought about by HB 118, would jeop-
ardize the recovery of additional oil at Prudhoe Bay.

First, as background, let’s takn a brief look at the history

of ELF. ELF was first adopted in a major revision of Alas-

ka's production tax laws in 1977. At the time when Prudhoe

Bay production began. Prior to that time, the maximum oil
tax rate was 8%. The 1977 change in the law significantly

increased the basic rate to 12 and a quarter percent. But

you also incorporated the ELF in recognition that the basic

rate should be scaled down in appropriate cases." ELF re-
sulted in an effective oiltax rate forthe Prudhoe Bay
field of approximately 11.3% as of June of 1981. In July,

1981, the basic rate was again increased from 12 and a

guarter percent to 15%. And the ELF factor was fixed at one

for the first ten years of production from th-3 Prudhoe Bay

field. This suspended the application of the ELF factor at

Prudhoe Bay for six years, until the summer of 1987, ten
years after Prudhoe Bay production began. During that whole
time we paid production tax on a 15% rate. The highest in
the nation. In the case of the Prudhoe Bay field today, the

ELF factor reduces the basic tax rate of 15% to approximate-

ly 12.3%. In 1988, average daily oil production at Prudhoe
Bay declined to 1 million, 450 thousand barrels from the 1
million, 500 thousand average achieved in prior vyears, and
we anticipate that this decline will continue. This is a
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normal physical occurrence for an oil field which is a

depleting, non-renewable deposit of petroleum. The fact of

the decline was inevitable. The recurrence, however, was

delayed until now by an efficient and (indiscernible) devel-

opment plan implemented by the owners. That development

be implemented at Prudhoe Bay today

handling facili-

plan continues to

through further development drilling, gas

ties, and extension of enhanced oil recovery on the drawing

board. These investments will increase recoverable reserves

at Prudhoe Bay and maintain higher levels of production.

The types of projects that contribute to this effort are

bounded only by technological innovation and economic feasi-

bility. Many future projects to maintain production and

increase recoverable reserves at Prudhoe Bay are marginal

investments. They are similar to the projects to develop
smaller fields on the North Slope in this regard. While HB
118 might lower the production for some smaller fields, it

would discourage marginal projects at Prudhoe Bay. Such a

to wunderstand since it is <conceivable

Prudhoe Bay might

tax policy is hard

that the undeveloped marginal reserves at

exceed the potential reserves of all the small field pros-
pects identified to date. The result would be less total
oil recovery from Prudhoe Bay, and consequently, less royal-

ty and taxes for the State of Alaska, and fewer jobs for

Alaskans.

Since the initiaJ development EXXON has evaluated and sup-

ported several projects to increase recovery at Prudhoe Bay.

These projects have included wells on closer spacing, en-

largement of fluid handling facilities, artificial 1lift, and

water injection. The cost per barrel for these projects to
increase recovery was twice the cost of the initial develop-
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merit. This trend of less profitable projects will continue.

Future projects which are being planned include wells, |

mean closer spacing and (indiscernible) oil columns. Addi-
tional enhanced oil recovery, development of small reser-
voirs and new iaeas such as horizontal drilling. The cost
per barrel of these projects will be more than five times as

much as the initial development.

In the future, other marginal projects will be defined as
research continues. Just how many of these marginal
projects will be justified at Prudhoe Bay? How many of the
more than 10 billion barrels must be Ileft if the current
development is completed can be recovered eventually? No

one knows for certain because the economics are marginal and
a number of factors will have an impact on the limit to
which projects can be justified. But one thing is certain,
HB 118 would place future marginal projects at PFudhoe Bay
in jeopardy. The production tax increase proposed by HB 118

significantly reduces the incentive to produce these margin-

al barrels.

Loss of marginal projects at Prudhoe Bay will reduce the

rate of production, and ultimate oil recovery, thereby

reducing jobs, State royalty and tax collections. It is an

economic fact of life that oil companies like EXXON endeavor

to commit their capital and resources only to proven invest-

ments that provide their shareholders with a reasonable

return. They are most selective in this process.

Two decades ago, the quality of North Slope investment
opportunities caused EXXON to commit billions of dollars in

the initial development of Prudhoe Bay and construction of
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tax. As a result, petroleum development in Alaska has
accounted for about 85% of State revenues during the past 12
years. And, in addition, has established a nearly S10

billion Alaska Permanent Fund. However, each succeeding

development project must stand on its own feet and the

methodology for evaluating the quality of these projects
today is the same as that applied at the time the initial

investment was made. Major development projects of Prudhoe

Bay require the approval of all three of the major owners.

Each of the Prudhoe Bay owners evaluate the economics of the

new proposed investment Dbased on the needs of its company

and the criteria established by its management. EXXON is
not privy to the decision-making process at ARCO or BP since
our companies are in keen competition, and | cannot comment
on their procedures. I can, however, tell you something

about how EXXON evaluates future development projects at

Prudhoe Bay. This project, this process includes the evalu-

ation of various types of risk: geologic risk -- reservoir

risk, drilling risk, and political and economic risk, in-

cluding Prudhoe oil prices and taxes.

The introduction of HB 118 adds to the overall risk by
affecting our perception of future tax stability in Alaska.
Under HB 118 the production tax rate at Prudhoe Bay, during
the mid-1990's is projected to be almost three times higher
than it would be wunder current law. EXXON, obviously, has
great interest in optimizing the recovery of oil at Prudhoe
Bay in view of the enormous investment it has made to date;

however, future development projects must stand on their own

feet, and are evaluated primarily on the basis on the return
on the funds invested. We do a discounted cash flow analy-

sis, which offsets all project expenditures required against
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additional revenues projected based on the additional oil

recovery our engineers predict, and the price we anticipate

that oil will oring on the market when produced. If the
economics are attractive the project will be approved. If
not, the project will likely not proceed.

There are two elements of this formula where EXXON has
little control — <crude oil price forecasts and Alaska
taxation. With respect to crude oil prices, we try to
forecast as accurately as possible based on economic, polit-
ical and geologic intelligence from around the world. I
don't have to tell you that this has been a less than pre-

cise science in more recent years. The vagaries of the

world petroleum markets are surely one of the reasons that

we are here today talking about this production tax in-

crease. With respect to Alaska taxation, we make an assump-
tion. We assume a stable tax policy based on fairness and
uniform administration. State tax liability 1is a critical
factor upon the economic evaluation formula | have de-
scribed. Production taxes are especially significant si, ze
they are based on gross value of oil produced irrespective
of the profitability of the producer. HB 118 seems to be
based on the premise that production taxes are in effect
taxes on the oil field, not on the oil company, and that
larger oil fields should contribute at a higher rate than
smaller fields. Let me make it clear. Oil fields don't pay
taxes. Oil companies pay taxes. Oil companies, like all

other commercial enterprises, are in business to make a
profit. When taxes are increased so as to cut too deeply

into that product, investment activities will inevitably be

trimmed back.

Tax policymakers should not confuse the production rate of a
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field with its profitability. HB L18 imposes a higher
production tax rate on larger fields. The average produc-
tion rute per well at Prudhoe Bay during the mid-1990's, is
projected to be the same as at Lisburne today. However, HB
118 would impose a production tax rate on Prudhoe Bay at
that point in time which would be six times higher than on
Lisburne today. This doesn't make sense. Projects wunder
consideration today to increase recoverable reserves at
Prudhoe Bay represent state-of-the-art technology, with
cost per barrel several times higher than the initial devel-
opments at Prudhoe Bay. The reduction of crude oil prices

the last few years has already cut the go ahead margin

short. An increase in production tax at this time would
only further compound the problem. It is estimated that
over 10 billion barrels of oil will be left in the Prudhoe

Bay reservoir after currently planned development has been

completed.

To obtain the maximum recovery, more and more marginally

impossible projects must be implemented. Future projects
may include drilling on closer spacing, drilling in thinner
oil columns, expanding enhanced oil recovery projects,
developing smaller reservoirs, and expanding work-over
programs on existing wells. Implementing such marginal
projects will allow for partial recovery of this 10 billion
barrels. How much additional recovery we may expect is
uncertain. However, these projects have to be justified,

ased on a similar risk assessment applied to ea:lier Prud-

hoe Bay projects. This includes the risk of a change in the

tax structure.

W hile the current production tax rate is high compared with
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other states, it has represented stable tax policy which has
encouraged enormous investment. To eliminate ELF now, at
this historical time when it was intended to have its impact
and benefit, would be a departure from the stable tax policy
so radical as to send a clear message to oil companies and
other investors that stability and fairness are not neces-
sarily <characteristics of Alaska's tax policy. You must
consider the repercussions before vyou send that message.
Elimination of ELF will mean that investment dollars and

jobs slated for marginal North Slope projects are more

likely to go with the lower risk projects elsewhere.

We have one final comment. HB 118 would repeal the proceed-
ing under current law whereby taxpayers can rebut the statu-
tory assumption of 300 barrels per day as production at the
economic limit. The taxpayer can do this under current law
by introducing wevidence on the -economics of a particular
field. HB lib would arbitrarily fix this rate at 300 bar-
rels per day for all fields. The provision in current law
was designed to provide tax relief for marginal fields so
that the production tax burden would not be a factor in
shutting down the field. It works. The owners of the Milne
Point field applied for relief before the Department of
Revenue under this provision successfully in 1986. In view

of the Administration's desire to encourage development of

marginal fields it makes no sense to repeal this provision.

To summarize, EXXON urges you not to support HB 118. It
could have a profound effect on future development invest-
ment at Prudhoe Bay, compounding the already serious situa-
tion brought about by lower crude prices. Any benefits to

Alaska from marginal field development provided by HB 118



would be more than offset by the impact on royalty and tax
collections at Prudhoe Bay and Kuparuk. To pass HB 118 into
law would be ill-advised and short sighted. Continued

stability in production tax policy will strike the best

balance between future development and State revenue collec-
tion. Above all, Alaska must remain competitive in the

guest for future investment dollars. This concludes my

testimony. EXXON appreciates the opportunity to present our

views this afternoon on this critical issue.

CHAIR: Thank you, Mr. Serena. We appreciate your remarks. Is

your residence Alaska?
SERENA: Yen.
CHAIR: Thank you.

SERENA: I reside in Anchorage.

CHAIR: Thank you. Are there questions by members of the commit-

tee? Representative Navarre.

NAVARRE: Yeah, | have a question. On page 7, 8 and | guess 10,
you refer to political risk, you investment scheme based on
political risk, and 1 think what you're putting across here
is if this legislature doesn't change the ELF that will give

you some confidence that future legislatures won't change
it? I mean that suggestion you're making, that doesn't seem
like that's a good likelihood. I mean, | think each legis-
lature has a responsibility to determine whether or not they
think its a good idea, given the nature of the political

arena how could it give you any real confidence?
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SERENA: Where are you referring to?

NAVARRE: On page 7, you, about the fifth line down you were

talking about the political and economic risks. On page 8,
you assume a stable tax policy, and the backup page 10, you
talked about the message that we're going to be sending to

the industry and, | can't find it right now, but somewhere
in your testimony...
SERENA: Six up.

NAVARRE: Page six?

SERENA: No, page 10, 6 up from the bottom.

NAVARRE: Page 10, 6 Ilines wup from the bottom. No-,, that's,
that's ...
SERENA: I think | understand and | think | will move citations.

There's two elements to this, this ELF business that we're
concerned about. We're concerned when we review the econom-
ics of a particular project. We have to address what the
current tax law is, and how that would impact our economics,

and we also have to do some sensitivities to address cases

of more, heavier tax burdens. The second element, and that
fits into those sensitivities, is how practical and how
likely do we think they might be. And | have to tell you

that he.e in Alaska, there's a great concern because ELF
legislation has been reviewed in the last two legislatures,
that there is a certain instability to the tax climate here.

T don't know that we would come to you and tell you you

118



shouldn't take these things wunder consideration to help
that. We've found some legislators who do support our
position, others who clearly are opposed to it, and in
making our economic decisions and in committing our capital
to investments in this State, that plays a role. Now its in
the best interest, | believe, of Alaskans and of the State
of Alaska, and of the State government here, to try to

encourage continued investment and not to, to remove those

guestion marks. You know, in a similar situation with the
Governor's bill with wunitary taxation, there are question
marks in the minds of foreign investors. He's trying to

remove those and trying to move stability in that income tax
area with the foreign investors. Well, that impacts us.
The dollars are significantly more than in the income tax
area, and that's a concern and its a sensitivity we will

always have to evaluate when we put a project together.

Does that answer your question? I don't know if there's a
lemedy to it, and I'm not here today to tell you you can't
do this anymore. I'm just telling you what the practical
consequences are of a company like mine when we perceive

legislative climate or a political climate that lacks this

element that we would refer to as stability.

NAVARRE: Yeah, | guess my own comment would be that the, 1 mean,

if this legislature doesn't change it, does that make it
unstable? I mean do you think the next legislature would be

less inclined?

SERENA: I think directionally that if we could Ilook at three

legislative sessions where ELF legislation did not succeed
that directionally we would be moving toward a level of more

stability than less stability. And what the measure of that
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is | can't say. Again, we're just talking about what our

perception of the overall economic, or if you want to call

that political because that's economics that are imposed
upon you as taxing authority, its our perception of what

that environment is.
NAVARRE: Another question.
CHAIR: Go ahead, Representative Navarre.

NAVARRE: Could you provide us with where EXXON's other major
investments are and what the relative stability, political
taxing, whatever the climate is 1in those investment areas,
and also, you mentioned earlier that you'd be happy to
discuss the differences between some international develop-

ments and in Alaska, and how it compares and I1'd be real

interested in that.

SERENA: On the first part of your question, you don't expect

that right now, do you?
NAVARRE: No.

SERENA: Mainly to talk about that a little further, so I'm sure

I understand what it is you're after there. As far as
commenting on international operations, | guess, Hugh Motley
passed this to me a few momentsago. That's what happens
when you had clean up in a situation like this. EXXON does
have extensive overseas operations and | have been involved
in them from time to time. But we operate in some of the
countries that are listed here. I believe the United King-
dom and Indonesia -- not in some of theother countries
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there listed. I just got this this morning and I'm refer-
ring to this. I think it was presented to you yesterday, so
I can't conclusively give you our views, or critiqgue 1it, but
there’s a few thoughts that | had that I've jotted down that

I'd like to share with you.
END HRC 89-125, Side 1

BEGIN HRC 89-125, Side 2

SERENA: ...are being made between the State of Alaska, state of
our republic and other sovereign nations. I understand that
the oil fields might have some resemblance, so maybe that

justified it, but when we talk about taxation in sovereign
nations it represents the whole package of taxation that
applies there. Now, when we talk about taxation in Alaska
it doesn't necessarily represent the whole package. Its

also a little unclear to me whether these charts include the

federal tax burden or not. I, some people told me they do.
Some people told me they don't. In any event, we would
certainly like to run through these and verify the numbers.
|l see there's one, there is one clear error, | think, with
respect to the United Kingdom where the Alaska revenue there
jumps to 3.7 billion and its 3.1 on the other charts. The
bar charts goes that high too. I assume that's a misprint,

but in any event, | think these figures need to be reviewed

a little more carefully.

Now, having said that, that'd be the easy way to get out of

it, but you can't compare states to countries, but there are

a few remarks that can be made. First off, and | guess |

should tell you I've had some experience in EXXON's over-
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seas operations. I spent five years in our affiliate that
dealt with negotiating exploration contracts with foreign
governments around the world. In most cases, almost without
exception, the oil and gas and minerals in those countries
belongs to the state. That's a little different than here
in Alaska. Here in Alaska it belongs to the State because
the State happens to own tlI.3 land that's over it. There it
doesn't matter who owns the land, the minerals belong to the
state. You start with that proposition. There's no private
ownership of minerals. So when you want to explore and
develop and exploit those minerals you deal with the state,

you deal with their state oil company.

CHAIR: Well, on that point then, Mr. Serena, then doesn't it
make sense to make comparisons maybe between nations and the

State of Alaska since the State of Alaska 1is the owner of

the oil?

SERENA: Let me continue here. I’d like to address that owner-

ship question just a little bit further, but...

CHAIR: Please continue.

SERENA: The political systems, the legal systems that are in

those countries in some cases resemble some principles of

Ai.glo-American law, in other cases they don't. They don't
resemble our laws at all. The State owns all the oil. It
still owns all the oil. The form of the contract under

which the company explores and develops there 1is different.
In general, and Mr. Ottom referred to this, the contract
that we see more often than not, and this is in the case in

Indonesia for sure, is a production sharing agreement, or
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production sharing contract. Under the terms of that agree-
ment, the foreign oil company puts wup all the capital to
explore and all the capital, usually, to develjp a resource,

but when the field comes on stream there’s an accelerated

recovery in that investment. It's called cost oil. Gener-
ally speaking, all the exploration costs come right off the
top. In some cases, all of the development costs come right
off the top as well. I think Mr. Ottom and Mr. Motley

suggested that if we applied that principle to Alaska there
would be $25 million that would come off the top. An'd |
don't think anv of you would be in favor of that kind of a
program. So, the form of the oil contract is different,

also, you have to look at each one of those countries be-

cause their physical environment is different. And in many
of those cases they are much closer to market. They don't
have to have a pipeline to get their oil to a port facility.
So, that’s different too. Now, | can tell you a little
about Indonesia, and | don't want to get into it in great
detail, but | know there was a quote in here, 1 think it was

by an ARCO official about Indonesia and how they see Indone-
sia as being very stable political climate. I can tell you
from EXXON's oerspective that when we deal with a foreign
nation in trying to explore and develop its national re-
sources, taxability and our perception of taxability 1is a
paramount important to us. About three years ago in Indone-
sia, they changed the form of the income tax law there and
they extended it, all one income tax law to cover all inds

of taxpayers, and at that time the form of that production

sharing contract was revised. I happened to have played a

role with EXXON in negotiating some of the provisions of

that new production sharing contract. It was the first one

under the new tax law. Stability was of paramount concern



to us, and stability was whatthe government was able to
deliver in that case. So, thelessen | think that teaches
us is that stability is something that we look for in these
foreign countries where we look for oil. It gets back to
our discussion earlier, stability in Alaska. So, its the
same in that regard, but other than that 1°’d like to reserve
any other comments on that unless you have specific ques-
tions because | think its pretty dangerous to try to compare

states with foreign governments.

CHAIR: You have an additional questior, Representative Navarre.

NAVARRE: I had an additional comment with the $25 billion coming
off the top. I think the assumptions are a little bit
incorrect. We wouldn't owe $25 billion now. We'd go out

and recalculate from the beginning when the investment was

made and then split the shares of the profit after the $25

billion was taken off the top of that, recalculate and |
don't think it wou”d come out to $25 billion. | could be
wrong.

SERENA: No, you're correct. If the point of focus was today to
try to change things around, that's correct. But had we

gotten into this type of foreign-type agreement back in the
1960's or the 1950's when these leases were first let on the
North Slope, that wouldn't have been the case necessarily

under the principles that apply to those agreements today.

NAVARRE: Right. If we took it from right now based on the

infrastructure we wouldn't owe $25 billion off the top.

SERENA: Correct.
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NAVARRE: If we went back and recalculated the $25 billion would

come out of formula, | mean come right off the top of that
profit that we split.
SERENA: The point here is that this 1is a snap shot. When we

grab for a snap shot, and unless you know what happened

agreement to explore

the full

before from the very day that the first
for oil in that country was signed, you don't have

picture and they'd bear further looking into.

NAVARRE: So you’re saying that there are lots of variables that

you cannot grab.

SERENA: There certainly are.

CHAIR: So, anyway that still leaves us with what i,s a fair,

reasonable and appropriate public policy when it comes to

oil taxation. One other question from you, Representative
Navarre.
NAVARRE: Is there any parallel? I mean, can we get the informa-

tion on, on the cost of production in Indonesia? Calculate

the cost of production and the amount of profits in Alaska,

and figure it out?

SERENA: Well, | have some concern as to what relativeness this

adds to the present inquiry here. First off, there's got to

be a natural reluctance on the part of a company like my, or

any other company to give you more information than the law

gives you access to. If there's a legitimate inquiry in the

1 gislative committee, we certainly would try to cooperate
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with it. I think, | can't answer the question across the
table. I know that you've put some questions together and |
saw those this morning, and we're certainly going to look
those over and see if we can, what answers we can put to-

gether for them.

CHAIR: I just want to make this point. I think you referred to

law and information. It might be worth mentioning here that
perhaps more information would beget less law, whereas now
we face a situation where less information is going to get

more law. At least its one way of looking at it. Represen-

tative Navarre.

NAVARRE: Yeah, I, | just wanted to comment, | agree we can't

take these charts and look at them and 3ay, Alaska's getting
screwed in this deal based on this chart. We don't have
enough information, clearly. If we're going to wuse these
charts for an example, and if, or if we're not going to use
them, we need more information. We need to know all the
production costs, who paid for them, and how much the prof-
its were, who got what share of them if we're going to try
to compare with Indonesia, for example, we could go back
however long and get all the costs and calculate it out and
then we could do a comparison. You're arguing that that may

not be relevant to HB 118, but if we wanted to do a compari-

son, could we get that information.

SERENA: Subject to developing further what the precise informa-

CHAIR: We appreciate your <cooperation. My question

tion was and we had a starting point with your list of
questions, we certainly would cooperate with you to try to

do that.

is a much
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simpler one. It's on page 4. You mentioned that while HB
118 might lower the production tax for some srr.jller field,
it would discourage marginal projects at Prudhoe Bay. Are
you using smaller and marginal interchangeably here, or are
you saying that Prudhoe Bay projects has marginal, that
Prudhoe Bay has marginal projects within it, or that Prudhoe

Bay is a marginal field? What are you saying there exactly?

SERENA: The comparison I'm trying to make here is between small-

er fields that the State 1is (indiscernible)...

CHAIR: Milne Point, you mean?

SERENA: Yes. Along with several others. Fields that are small-

er in comparison with Kuparuk and Prudhoe Bay, and the whole
investment decision to move ahead to development of that
entire field, at Milne Point that's already been undertaken,
but there are smaller fields that the Department of Revenue
has listed here in the last few days before you. The whole
decision to move ahead with investments with respect to
developing one of those fields, at the ground floor level,
isn't a whole lot different than the decision to move ahead
with further development in Prudhoe Bay. We can cut that

kind of a project out, depending on what kind of a project

it is, and maybe rothing more than a development drilling
program.
CHAIR: What's a, what's an example of a marginal project at

Prudhoe Bay?

SERENA: Development drilling.
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CHAIR: Development drilling.

SERENA: As we continue, as our oil field continues to mature we

have to put more development wells into it to maintain the

production level. And usually, we look at those wells in
groupings in terms that I, | think Mr. Ottom described some
of them to you earlier with respect to Kuparuk. When we

consider those projects each one of those wells has a cost
on it, the group of wells has a cost as well. And we go
through the process here that I've described here to deter-
mine whether the investment over a period of years in those

wells is going to give us a return sufficient to justify it.

CHAIR: You indicated your clean up. I didn't get to ask this
guestion to BP or ARCO. "Il just ask you and hopefully the
others will respond. How fast would you like to extract the
oil from Alaska?

SERENA: That's a decision that |1 think is driven by the physical

CHAIR: In your professional judgment, do you feel that

characteristics of the reservoir. We, we want to follow an
optimal and efficient program of developing that oil field.
We don't want to slow it down and lose any oil. We don't
want to speed it up and do anything reckless. The oil field
characteristics dictate that. And | can't speak on it any
more than that. I'd have to defer to one of our engineers

or one of the other technical experts that's here today.

the

extraction, or at Jleast the policy from your company will

speed it up as a result of the ELF 20th of June 1987 date

compared to whether it had not.
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SERENA: June the 20th of 1987. Okay, this is when ELF became
effective, right? At Prudhoe Bay.

CHAIR: Was there an effort by your company to speed up produc-

tion after that?

SERENA: I think one of the earlier speakers today said that the
decisions aren't necessarily the decisions that were made
immediately after that date. They were decisions that were
made after that date, and a year or two, three, four, before
that date. We knew thd tax rate was going to come down.
That was part of our economics. That incurs, directionally,
that incurred more investment, more active investment then,
than would have otherwise have been the case. What the
measure of that is | can't tell you right now. I, |1 don't
know how succinctly we could identify that, but there is no
guestion that incurrence, that investment and moved it ahead

rather than backwards.

CHAIR: Thank you very much, Mr. Serena. Do we have questions
from other members of the committee? Representative Fur-

nace, and then Representative Hudson, and then Boucher.

FURNACE: Thank you, Mr. Chairman. I will be brief. Mr. Chair-
man, | appreciate your comments on the bar(?). Would vyou
share with the committee to the best of your knowledge on
the percentage basis, how much of EXXON's investment and

operation is in Alaska versus other sectors of the United

States?

SERENA: Well, I, I, it's hard to sa” . It depends on what your



yardstick is. I guess from a standpoint of production, a

very significant of our production is in Alaska. I'm not
certain but 1 think it approaches 50% of our production in
the United States. From the standpoint of property, a
significant amount of that 1is, you know, involved in the

North Slope operations, but what percentages our real

property, | just don't know. With respect to individual
employees, as you all know,EXXON does not operate the oil
fields onthe North Slope. Our interests are, our ownership

interest is roughly about the same as ARCO's interest s,
but ARCO and BP are the operators so we don'c have the same

employee presence here in Alaska that those two companies

do.

FURNACE: Thank you....

SERENA: I think that one yardstick of production is a very

telling one. It's very important to wus.

FURNACE: Can you just, in a thumbnail shape here, compare the
political and taxing policy of Alaska that you operat.

versus other states within the United States that vyou're

currently operating.

SERENA: Well, | want to proceed very carefully as | answer that
guestion. Alaska is a very challenging political and taxing
legislative environment. There are approximately 200 em-

ployees in the tax function of EXXON U.S.A., 199 of them

live in Houston. Only one lives outside of Houston and
that's me. So, that's what we think about Alaska's tax
problems with respect to our manpower resources. We, we
have challenges in our tax compliance area. We have chal-
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lenges in th® legislative area. We meet with you all the

time. Year after year we talk about ELF and we talk about a

lot of other things. We, you, and this legislature is very

pro-active in the tax area and we are pleased with that in

many cases. We're disappointed some time, particularly with

respect to ELF, but it's a ery challenging environment. We

like things just the way they are. We've never come to you

and asked you to reduce our taxes. We don't want you to

increase them either.

FURNACE; Thank you, Mr. Chairman.

CHAIR: I can't help but comment here why you've been depressed,

or curious about the employees such as yourself. I don't

know whether to call you a citizen of Alaska or a citizen of

EXXON. I think you guys have a very, very
lifestyle and | just had to s<iy that. I probably won’t get

specialized

the opportunity again.

FURNACE: Excuse me, may | make a statement for the record. You

have asked on many occasions, in fact, you made a comment a
moment ago about the absence of information and the state-
ment was, less information creates more loss. I think we

need to be very sensitive here that the sharing of informa-

particularly within the industry, because of their
to be handled

tion,
competitive inferences within the industry has

very carefully. As you well know there is a very quick

inclination to charge price fixing if the industry does

disclose too much information. And it is also the problem
of being able to protect proprietary information. So, you
know, we chastise them for information but we need to be

sensitive of those two points.
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CHAIR: Thank you, Representative Furnace. I think that's a
point well taken, and perhaps now that you've mentioned the
fact that perhaps the State of Alaska needs to develop a
couple of tools that we do not have so we do not have to
deal with the problems of proportional emotions that would
be a marketing arm by the State government to determine
exactly what the value of the oil would be as well as some
method or tool that we could wuse to develop what those
reserves actually are and not have to depend on the informa-
tion we get from the industry. Thereby protecting both of
us and perhaps coming out an information base that would be
easy to develop sinful fact policy from. With that | would

like to go on to Representative Boucher.

BOUCHER: I think it was Representative Hudson.

CHAIR: Oh, I'm sorry.

HUDSON: That's all right. Let Representative Boucher go.

BOUCHER: I want to go back to what really this is all about;
maximizing our production for the Jlongest period of time.
There was, | date back to the beginning on this thing and it
was our concern that indeed, they'd just drive (indiscerni-
ble) and move on. Well, for whatever reason that hasn’t
been the case. I would like to form a question. In 1988,
this is on the bottom of page 3, sir, the production dropped
from the hundred, 1.50 to 1.45, and of course, depending
upon the figures that are available, that decline appears to
have been, that decline appears to have been pushed out a

period of time by the investment. Is that not true?
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SERENA: I think that's clearly the case.

BOUCHER: I think, | think 1'd like to know how much has been

invested. This question probably was asked, and by that
investment, how much more oil was produced? And obviously,

the State of Alaska didn't have to invest in that. And how

much revenue that resulted to the State in terms of sever-

ance tax by the additional investment. Does that question

make sense to you?

SERENA: Beginning at what period. What time frame were you...

BOUCHER: You pretty well know. You know when you had to start

doing, when you had to start adding to the natural furction

of the reservoir. I'd say from that time, in other words,

there's two options you could take and they would'have been

no additional work, no water injection, etc. Just drain the
field off. If that had happened what would be flowing
through that pipeline today? I think considerably less than
that. And | think that's one place that | would be very
interested in, and | haven't unless | haven't retained that

information, heard that story told. Never mind the amount,
and these are important, the amount of money, but by apply-

ing technology to the field how much money do you spend?

How much additional production? What was the return to the

State? And | think you will find that to be a significant

amount, but even more important | would like to find out,

suppose nothing had been done, at what level of production

would we be today? And would the world oil price be just

the same is they were?
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CHmIR: Would you like EXXON to get those answers to you, or are

you (indiscernible)

BOUCHER: No, | think, if that question has been asked in the
body of information that has _ome to you, Mr. Chairman, then

it doesn't need to be repeated. But, I'm asking that ques-

tion to the industry in general.

CHAIR: Thank you, Representative Boucher. On the the question
of questions, | would just like to announce that the commit-
tee will develop additional questions, <chat 1is to say in
additions to the ones handed out to you regards cost and
other things, and a special question for Mr. Williams. On

your handout you showed production costs of $3.39, and |

would like for you to show, if you could, how you break
those costs down. Now | would like a specific idea and if
you could get that information to the committee we will be

forwarding to the othar companies who had expressed their
positions on production cpsts, we will be forwarding other
guestions of that general nature to you. I am going to take
one mc-e Representative's questions and then, hopefully, we
can bring this meeting to a close. Representative Collins,

you have the last word.

REPRESENTATIVE VIRGINIA COLLINS (COLLINS): Women just love that.
Thank vyou, Mr. Chairman. I have | guess a couple of com-
ments and one question. It would seem that the information
relevant to comparison between Alaska and other <countries
was generated by the Administration. It would seem appro-
priate that they provide the backup so that we can see what
kind of information they were using at the Lime they come up

with these comparisons and we could compare that with what-
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ever we get from you, and that would be more helpful to me.
I, the question | had is do you agree with Mr. Williams that

the formula as identified in the HB 118 is in error?

SERENA: I agree with Mr. Williams that it points up a serious

proolem. The formula se, out there works, it doesn’t neces-
sarily work the way the Administration has told you this
bill is supposed to work. The problem and the complexity of
this formula 1is such that we ask our legislators to review
it and to reach an end rerult, and we don't necessarily
have, it's not our place to expect you all to be experts in
algebra, but things are so complex here. This formula has
now become so complex that |1 had to read it five times
before 1 could jot it down on paper, and there was some

confusion in our office when we asked our analyst to run

through it. I, | agree that the problem that the, that Tom
brought to your attention before, | think 1is a prpblem and
needs to be resolved. We've drawn up some curves that we
think will go on these, and its not clear whether that's

consistent with what the stories that you got from the

proponents of the legislation or not.

COLLINS: Thank vyou. If I may followup. One of the other curves

that | seem to hear as a result of the discussions of the
guestions that are being asked 1is really a question relevant

to profitability degrees, and profitability among the indus-

try or among | would say, maybe the private sector in gener-
al, are there some standards at which point, | mean a profit
is a profit. You can have a profit of a dol... 1%, or you
can have a profit of 50%. Is there some level out there

that is kind of standard that people say, you're wasting

your time if you're not making a profit of over 5% or 10% or



whatever?

SERENA: No, and as | mentioned earlier, those decisions are

highly sensitive, proprietary, classified. ARCO and BP

aren't going to tell us what their criteria are, and we
don't tell them what ours is. Ours changes from time to
time. If 1 could tell you, I'm not even sure what it s

right now, but those decisions are made by management of our
company to determine where our capital and our resources are
going to be directed. And they change from time to time,
the system of evaluating 1is the same, but it depends on
what's perceived to be the price of crude oil, and just how
good a particular investment is at a particular point in

time.

COLLINS: Thank you, that's all | had, Mr. Chairman.

CHAIR: Thank you, Mr. Serena. I think we better close this off

or I won't beable to afford to transcribe the notes. I'd
like to thank all of you for coming today and if there s
anyone left out there from the teleconference, thank you for

hanging in there, and at b:32 this meeting is adjourned.

I'd like to note that Representative Davis has been with us
for a while up in Fairbanks. Thank you, Representative
Davis. We’ll probably see you on Monday.
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TRANSCRIPTION
OF
HOUSE RESOURCE COMMITTEE MEETING

HOUSE BILL NO. 118 - ELF

February 10, 1989

BEGIN TAPE HRC 89-121, Side 1

REPRESENTATIVE DAVIDSON (CHAIR): ...Committee to order on Febru-

1989 at 3:10 p.m. Members present: Representatives
and

ary 10,
Vice Chairman Jacko, Representatives Navarre, Hudson,
Furnace, and on the teleconference network we have Co-cnair-

man Menard in Mat-Su, as well as Representative Sharp in

Fairbanks. Do you copy in our teleconference bridge please.

BRIDGE: Yes, Mr. Chairman. We copy you loud and clear and like

| said earlier, we're smiling today. Over.

CHAIR: Thank you. Has Representative Sharp returned to the room

yet in Fairbanks?

FAIRBANKS: Not yet.

CHAIR: Okay, please inform us or the moderator, rather the bridge

when either Davis, Representative Davis or Sharp

operator
Thank you very much. With that | would like to
118, an Act relating to

by ELF by

join us.
continue the hearing on House Bill
the Oil and Gas Property Production Tax, known

most of us | believe. First, 1 would like to make a couple

of announcements. I would ask that the people who testify

as well as our Representatives please speak into the mike.

Yesterday we did have some difficulty, there was some diffi-

culty hearing us out over the network. So, | ask you to

speak up and into the microphones. And secondly, for every-



one who testified yesterday and all industry people who
testify tomorrow, if you'd like to pick them up, the Commit-
tee has a list of questions that we would like all of you
who testify who have an interest in this issue to please
answer, and we would like a response to those in a timely
manner, hopefully by Friday, February the 17th. There are
two other very important announcements, actually the ques-
tions was one of them, the other one is that on Wednesday we
will hopefully be offering time for short concise summary
presentations and both the, for both the administration as
well as the petroleum industries. Continuing on here today,
T do have a couple of other comments that | would like to
make before we get heavy into this proceeding. I hope that

you will bear with me for a couple of minutes here.

Today we continue our discussion on this debate of House

Bill 118. And before we move on for a continuation of the
Administration's presentations | have a couple of questions
that 1| would hope could be addressed in that presentation.

Yesterday, there were two newspaper articles that caught my
attention and one was an ad in the Juneau Empire that was

about a three-quarters of a page ad and it said "What s

ELF?" It was paid for by one of the oil companies. And |

found it interesting because it is a question we are our-

selves addressing here. So, when either Mr. Erickson or,
well yes, Mr. Erickson, if you would please help to raise
this in public debate, would you please address those ques-
tions and also the answer to that was presented and | would
have a copy of those, of that newspaper ad for you shortly,

I requested staff to get that for me.



The other thing | would Ilike to add is that yesterday we

heard extensive testimony indicating that House Bill 118
would more effectively accomplish what the current ELF was

intended to do; and apparently is not doing. And that is to

give a tax reduction in the marginal fields that require

such a break.

not what if ELF? Rather, how
Should the ELF be

The question before us then is

does the ELF work? Is it doing its job?

modified to accomplish the stated goals? The other article

that caught my eye was the article that was in the Anchorage

Times, February the 8th, referring to our discussions here

as "tampering with ELF." h major spokesman for the oil

industry, E. John Brown, Vice President for BP Explorations,

said, and | quote, "If Alaska goes ahead and changes the ELF

for Prudhoe Bay we would have no choice but to cut back our

planned developments here and elsewhere in the state." I am

grateful to Mr. Brown for putting this question before us.

This is an important statement that expresses major concerns

about the public policy today before this Committee. And |

would remind the committee that we, as publicly elected

officials, are the ones responsible for setting that public

policy, a policy that should be sensible, fair, reasonable

and appropriate.

My question, which | hope, Mr. Erickson, you can address in

your comments is, do you think the industry would cut back,

even leave Alaska, if we modified the ELF as recommended in

House Bill 118? And is the current activity of drilling and

well reworking at Prudhoe Bay attributable to the ELF rate,

or is this activity attributable tr changes in the world

price of oil? In these periods we are involved in a public



dialogue to establish the simple tax policy for our state.

These are fascinating, complicated and important questions

worthy of our most careful deliberations. I look forward to
the testimony of the Administration today, and | look for-
ward to the informatiorv. U»e 0il industry tomorrow.
And, indeed, I look forward to the public testimony next
week. With those comments, | would ask then that the Admin-
istration please proceed with your presentation. Thank you.
COMMISSIONER HUGH MALONE (COMMISSIONER): Mr. Chairman, with
leave of the Committee, one of the things | would like to do

today is make a change in the order of presentation, the
last part of the Administration's outline, and have sections
six through eleven, those general topics covered first

rather than the effect of the Economic Limit Factor on

Alaska's revenues. In other words, reverse the order of
presentation. Let Mr. Erickson go first and M", Logsdan
take up the last part of the presentation, if that's agree-
able .

CHAIR: That would be fine, thank you, Commissioner. I under-

stand with that we are ready for Mr. Erickson.

COMMISSIONER: Yeah, Mr. Chairman, | would like to introduce Mr.
Erickson to the Committee. Greg Erickson has been an econo-
mist for the State of Alaska for quite a number of years. I

had the opportunity to work with him in the early '70's. I

found these same issues. Mr. Erickson has followed them
closely, the entire Jlegislative history of the oil tax
changes from the mid-seventies to today has, is the senior

economist in the Governor's Office of Management and Budget

Policy Division and has done extensive work on the Economic



Limit Factor issue over the past several years when it
became apparent that this issue was going to need attention.
And | think that you will find that Mr. Erickson's presenta-
tion is interesting, and | hope you find it enlightening.

Greg.
CHAIR: Thank you, Commissioner, and Mr. Erickson, welcome to our

committee. Will you please state your name and who your are

representing for the record.

GREG ERICKSON: Thank you, Mr. Chairman. My name is Greg Erick-

son. I am Senior Economist with the Division of Policy in
the Governor's Office. Mr. Malone did not mention in his
very Kkind introduction that | also am an amateur opera

singer, and in fact, tonight is opening night. And another
fact is that | am losing my voice. So, if you would not
mind, Mr. Chairman if | occasionally swig the fruit juice

here as we go along, and perhaps I'II...

UNKNOWN: Is that home brew?

GREG ERICKSON: I wish maybe it was.
CHAIR: Mr. Erickson, the opera most certainly must go on and
certainly, we have no objection. We have a few mechanical

difficulties, arrangements out of the way here.

GREG ERICKSON: Mr. Chairman, | grew up in Anchorage. Maybe it
will be helpful since | am going to bespeaking toyou for a
rather lengthy period of time here, to give you just a
little bit of my background and my bias, because | do have

biases. I grew up in Anchorage in the 1950's, was educated



in Anchorage schools, went back east to college, studied
economics and | returned to Alaska in the early 1960's,
worked for the natural gas industry for a while, and then
went back to school at the University of Alaska in Fair-
banks, did graduate work in economics there, worked for the
Institute for Social and Economic Research there. And have
since 1966 been a professional economist engaged in Alaska
fiscal and resource economic issues. 1972 to 1975 1 worked
for Resources for the Future, however, in Washington, D.C.
on the National Energy Policy Project, and from 1975 to 1976
worked for the late Senator Henry M. "Scoop" Jackson as a
staff economist on the what is now the Energy Committee, and
what was then the Interior and Insular Affairs Committee, my
duties then revolved around oil leasing policies for the
federal government. I grew up in a political family in
which Bob Bartlett and Ernest Gruening were visitors in our
household. My father was a participant in the Statehood
movement and | came to obtain values that are with me today.
And those values say tnat when it comes to evaluating the
kind of issues before you here today, the issue is not
what's good for the oil companies. The issue is what s
good for Alaska? And | think that's an important difference

because we've heard a great deal said recently that purports

to tell wus that the, what's good for the oil companies s
good for Alaska. Now, | wouldn't wish it all on the oil
companies. We want to see them successful, but its wrong to
say that what's good for the oil companies is necessarily
good for Alaska. And that's my prejudice. I'm also very

much prejudice towards the free-market and the kinds of

capitalist institutions that we have developed here in the

United States and Alaska.



This problem that we’re facing is one that is not a new one
for Alaskans. The question is how much of the return from a
resource is going to go to those who supply the capital and
the technology necessary to develop it, and how much is
going tc stay with the people that provide the resource? Or
the region, the source of that resource. That's an age old
problem and | must tell you that the usual decision in that
problem generally doesn't result in the resource owners
getting too large a share. The fact of the matter is people
who supply the capital and technology also < .nerally have
the wherewithal to influence political and institutional
factors that govern how the benefit of that resource devel-
opment gets shared. And they wusually get a pretty good
share for themselves. But it's not a new problem for Alas-
ka, anymore than for other regions where its been developed.
Resources have had to be developed with outside capital.
And the photo that you see behind me indicates Ernest Gruen-
ing, forty-eight years ago, to the people of Alaska. He had
just concluded a session o,f the 15th Territorial Legisla-
ture, in which his proposals for modest taxation for re-
sources and incomes had been denied a hearing by the Terri-
torial Senate. And the letter he wrote, the words he wrote
that you see behind me, that were a response to that denial.
The issue then, and as it is today, was whether Alaska shall
be governed for an by outside interests whose sole concern

is to take of Alaska as much as they can as fast as they

can, and leave as little as possible.

Well, the ELF issue, as you heard yesterday, became a matter
of significance again in 1987 when the time bomb, as Mr.
Malone characterized, that placed in 1981, was set to go

off. And our tax rates would effectively be reduced. The



oil industry knew that time bomb was ticking and the oil
industry was concerned because the legislature and the State
might take action to maintain the tax rate at the level it
was prior to June of 1987, 15% rate on Prudhoe, or other
changes that might adversly influence them and their prof-
itability. Early in 1985 the industry began a campaign, a
concerted campaign to oppose these kinds of changes and the
keystone of their campaign, keynote of that campaign, was
that changing the taxes would adversely influence the abili-
ty of Alaskans and Alaska oil companies to develop the
marginal fields. George Nelson said, "We must have stable
tax policies in order to make the risks associated with
marginal fields worth taking." There were dozens of ads on
the radio and the print media. Atlantic Richfield said,
"The State must provide an investment climate that will
encourage oil companies and other businesses to develop new
ventures. Smaller fields already have been discovered on
the North Slope, but they are marginal fields." The clear
implication was that if tax laws were changed marginal
fields wouldn't be developed. Companies were sophisticated
enough to know that they couldn't claim Prudhoe Bay's eco-
nomic would be adversely influenced, or to the point where
development would cease. And, consequently, the kind of
marginal changes in the severance tax that were being pro-

posed because he doesn't want to make the argument that

these marginal fields were at risk.

Well, the truth is that the tax system needs to take account
of the differing profitability of differing resource devel-
opment, and so it was in the summer of 1985, and the fall of
1985 we began to think about NRB(?), the Division, then

called the Division of Strategic Planning, what might be



done to make the tax laws or changes in the ELF more appro-
priate to the kinds of needs that we were seeing, and the,
specifically, to make it appropriate to encourage the mar-
ginal field development. And my colleagues ¢t the Division
of Strategic Planning came up with what was to be the first
of several new ELF proposals. That proposal, | got all that
are filed since, was designed to reduce taxes on the smaller
fields and to raise taxes only on those larger fields like
Kuparuk and Prudhoe Bay where it was clear that the profits
were high. Notwithstanding this rhetoric the oil companies
didn't support the so-called field ELF formula that was
proposed. Producers refused to support the revised ELF,
notwithstanding its admitted benefit to marginal field
development. Why was that? Because they'd made such a
production of their concern about marginal field development
because when the amortizing hike is stripped away, there's
only one bottom Iline for the industry, and it isn't develop-

ing marginal fields, and it isn't creating jobs, and it

isn't even to get the most oil out of Alaska. The bottom
line for the oil industry in Alaska, as elsewhere, is prof-
its. Period. Now, it doesn't make the industry bad; it
doesn't make them good. It makes them very predictable,
however. And it's nothing we need to worry about. It's the
way the system should work. But, if we forget that that's
their motivation we're in for big trouble | think in this
state. The ELF that we developed wa3 designed to provide

those incentives to the smaller marginal fields, but there’s
a lot said recently that indicates that, by the oil indus-
try, that talk about the marginal projects within Kuparuk,
and the marginal projects within Prudhoe Bay, the argument
is that if this ELF is passed and higher taxes are imposed

upon Prudhoe Bay and Kuparuk, these newer projects within



the profitable field- won't be developed. lhe industry's

argument, like most good propaganda, starts with a grain of
truth. Higher taxes on Prudhoe and Kuparuk could reduce
investments in and production from those fields. But, our

analysis suggests that if this reduction happens that it

would be very small. On the order of a few tens of days

worth of production from the North Slope over a period of

the next twenty years or so. And what is conveniently
overlooked by the oil industry are the countervailing fac-
tors that will tend to encourage development, not only on

the large fields, but on the small fields if the new ELF is

adopted And with these on balance major bill that's being
proposed, the bill is before you today, a pro-development
bill. A bill that will result in additional development,
not less development. The bill that will result in addi-

tional jobs, not fewer jobs.

The reasons for that are as follows: Number one, the new
ELF will increase drilling production and employment at the
truly marginal fields, like Nyakuk, Endicott, Milne Point,
and let's hope someday, Wetsack. In those fields the sever-
ance tax, under HB 118, will either be sharply reduced or
eliminated entirely. That's a pro-development impact on
those fields. These fields are likely to require more labor

per unit of output because they're smaller fields. They

tend to have more labor intensive development requirements.
Focusing the benefits on those smaller fields, the ones that
require more labor intensive development per unit of output
is a way of maximizing the kind of jobs we're going to get

out of this resource development.

Secondly, the new Ilaw encourages peripheral and in-field



drilling even in the big fields. Now and in the future,

producers adding wells to maintain production or retard

natural decline at Prudhoe or Kuparuk will be rewarded with
lower marginal tax rates, and lower average tax rates. What
is eliminated wunder the new ELF is the direct drilling

subsidy the producers are exploiting wunder the current ELF.
(Cliff, 1'd Ilike you to skip ahead to the Kuparuk, ARCO-
Kuparuk example, it's near the back there. I think this
thing's a little bit out of order here. That's right.) The
drilling subsidy that exists under the current ELF is really
something that came as quite a surprise to wus. Now, |
participated in the deliberations and served on the legisla-

tive staff in 1977 when the ELF was originally developed.

We knew there was a potential in the ELF as it was written
to provide sone level of drilling subsidy, but we thought it
more a theoretical exerc... problem, not a real one until

19F7. ARCO came to testify before the House Finance Commit-
tee and they provided the example that you see up here. And

they showed how the conditions that they postulated in this

example, when the subsidy was actually occurring. Looking
through ARCO's example, they said, suppose that we drill an
additional well in the Kuparuk field, and suppose that as a

consequence of that additional well we generate $981,000 of

additional revenue in the fol-lowing year. Almost a million
dollars worth of revenue from that well. Now, that would be
the same under the current law, or the proposed law. The

proposed law that we're looking at here is the Field ELF.

It was proposed last year, but it's basically the same as

the one we're talking about this year as well. The current
law, of course is the same. They showed that that one well
resulted in a give-back, a subsidy, in effect a payment from

the State treasury to the producers of $37,000. In other



words, the producers paid a big fat zero of severence tax on
that millions of dollars of additional oil produced, and not

only did they pay zero taxes, they got a rebate on the

severence tax they had already paid. That amounts to *

subsidy from the treasury of the State to the drilling cf
that additional well. Now, you might say, well, gosh, isn't
drilling wells a good idea for the state? And, of course,
it is. We like to see lots of wells drilled, but not for
their own sake. The oil companies like to drill wells
because it generates profits. We like wells because it
generates jobs and development, but it also because it
develops orofits too, both to the oil comparies and to

ourselves. Society is better off, not Decause it generates

the jobs, but because it generates that wealth.

So, as you look down there you say, what was the incremental

tax rate on that million dollars worth of new production?

Answer-minus 3.9%, almost a minus 4% severance tax rate.

The average tax rate, of course, was dramatically reduced

here as well, and the average tax rate after drilling is

reduced, and the percent change in average tax rate is

reduced as well. Now, the difference 1is, it's almost as if

you had an income tax in which the rr.ore money you made the

less tax you pay. Instead of the bracket rates getting

higher as your income goes up, the bracket rates get. smaller

and smaller. It's almost like when you reach a certain
point you get a negative income tax for the really rich
people that are making the most. Now that’s how perverse
the existing law has turned to be and that's one of the
reasons that we need to change this law right now. But you

notice we're not proposing to eliminate the incentives to

drill additional wells. Under the proposed law, this mil-
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lion dollais of additional production would pay a positive
severance tax, 6%. That 6% is a lot less than the average
rate. That means that by drilling that additional well and
obtaining that additional (indiscernible) and rhe companies
get a benefit -- a lower tax rate. Now, that may be a
litcle hard to follow a technical argument, but that's a

real important point as to the perversity of the existing
law. When you talk to the oil companies you might ask them
about this. Does it make sense to have a tax la / that gives
them a negative tax? You might ask the ARCO people when
they come up to testify if they think it makes sense for js
to pay them to drill additional wells and to produce addi-
tional oil. One of the other reasons, two reasons why the
proposed ELF will produce more jobs.

The third reason is that any jobs forgone at Prudhoe Bay and

Kuparuk has a consequence of the additional or the reduced

profits in the near term will be made up later because this

field is a tax reduction for all fields at some time in
their lives. And what we wouid see, if, in fact, there was
some deferral of oil production, that oil production would
be regained later in the lives of those fields. For the law

that we're proposing here is a tax reduction for fields that

are producing less than 150,000 barrels a day, and in the

tail e.:d of its life, Prudhoe Bay will be producing less

than 150,000 barrels aday. In fact, itwon't be that long

before it happens. So, anv loss in the short run 1is going

to be made up in the long run. And there is a fourth rea-

son .

The fourth reason that if, as our modeling studies last year

suggested, that about fiv® days of oil were to be left in



the ground as a consequence of this bill, and you know,

that's a reasonable possibility, over the next twenty years

or so. The benefits to the State of Alaska for each of

those barrels of deferred production is likely to be between

S50 and $300 worth of additional revenue. So, | realize the

point of impact on the additional developments at Prudhoe

Bay and Kuparuk is a very important one. I can assure you

that impact is going to be marginal. I can assure you that

impact is going to be very marginal. I can assure you that

there will be accountability impacts, but we understand how
important that is, and | think the Department of Revenue is
going to undertake some more positional modeling studies to
try to nail that number down more closely. But even those
studies are not going to be able to answer with certainty
the long run effect. That's something we're going to have
to live with and make your choices of. I wish we could say,

this is exactly what's going to happen. The t:uth is we

can't. Neither can the oil companies because a lot depends

on what happens to the oil prices. What the modeling stud-

ies have shown so far is that if prices stay about where

they are or go up, there's going to be virtually no impact

on production. No negative impact on production. But, if

prices go down that's where we have the rub. If prices go

down the higher tax, wunder this proposal, could result in,

under very unusual circumstances, some less in investments.

Well, I'm going to go on here and talk about profits. Mr.

put it in the packet but I'd like to
Mary Hallo-

Chairman, | didn't
introduce into the record a letter from my boss,

ran, to a Mr. John Navarre, of ARCO, who had questioned the

source of some of these numbers and we provided them the

answers as to how we derived them and offered tc meet with

them and discuss with them any suggestions they might have.
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We have developed these numbers over a period of almost nine
months now and we have worked very hard to make sure they
are as accurate as possible. Naturally, we don’t have the
sources of information the oil companies have, and | must
say, as you probably are aware, they don't share a lot of
that information with wus. The fact is they don't Ilike to
talk about profits. They don't Ilike to talk about the
numbers that relate to Prudhoe Bay. And, in general, they
are not very helpful when it comes time to nail down what’s
correct and what's not. So, it may be as time goes on we'll
find out better information, we'll have to make adjustments.
Now, as things stand right now, we take this as a pretty
good snapshot of what happens to the dollars of oil revenues
that Alaska oil generates. In February of 1988, according

to Petroleum Intelligence Weekly, which we took most of

these numbers from, oil at Valdez was selling for, or was
worth almost $12. Now, of that $12, $1.44 was all it took
to actually operate the oil field and the pipeline and the
Valdez terminal -- Maintenance, labor, fuel and all that
sort of thing, including overhead. U.S. federal income
taxes took about forty. Alaska severance tax, according to
PIW, took about $1.99. Property taxes we show here as
forty-six cents. PIW had, that's the Petroleum Intelligence

Weekly, which is a fairly well-known industry publication,

house industry publication. It supports some of these
things and it's well respected. See, | got here a report at
sixteen cents, fifteen <cents, | can't remember the -exact
amount. A representative of Standard Oil pointed out to us

that that was incorrect, that they had left out a low pro-
portion of the property taxes, so we left that in. We alsh
noted that pipeline operating expenses and some deferred

return and the other categories of expense and expenditure



under the Taft-settlement methodology had not been properly

factored in so we made those adjustments. These are PIW

numbers adjusted for the property tax correction in the

pipeline account. Royalty takes S1.10 and the State income

tax takes twelve cents. Now you notice the State income tax
there takes twelve cents. You also notice that the oil
companies are collecting that S3.46 of profit. Now, the

State income tax is assessed before federal income tax, if

you add the $1.40 of income tax to the S3.46 you'd get what

the tax base would be for State income tax assessment. For

you folks running corporations in this state, and those make

more than $100,000 a year, you know you have to pay a corpo-
rate income tax of 9.4% on that revenue. You notice the oil
companies don’t pay a 9.4% tax. They pay a considerably
smaller tax because of the tax law changes that Mr. Malone
and the other Department of Revenue representatives have
described to you yesterday. You see after they've made wup

their expenses, and after they paid all their taxes, the oil

companies have $3.46 of profit and $2.96 of depreciation.

That's $6.42 of revenue. That's cash to the oil companies.

That's cash that they can reinvest in Alaska. They can take

else, they can pay to the stockholders, they can

somewhere

do whatever they want with it. We've been hearing a lot
from the oil companies that, over the years, particularly in
1985, they said if we give large increase oil taxes that
they would have that money to invest. Mr. Harold Heinz for

the House Finance Committee, April 12, 1985, says, "As my

profit decreases | have less money to invest.” But what is
a reality, and he's telling you something, shaking his
finger as he's says this, "What | need you to understand is

the amount of money | have to spend reflects the pace at

which things happen. And the pace in which things happen in
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terms cf employment means the Alaska economy. If we” and
that means ARCO, "slow down our investment pattern because
of a lack of funds because of discouragement of investment

in Alarka,” now folks, that's a code word for raising taxes,

"that has an effect on th«* economy of Alaska." The oil
compan/ was a little more straight forward than their ads
tiitat's in here. Quote, "If the state government increases
our taxes we will have less cash to develop
(indircernible).” Well, what's the reality here? How much

of that six dollars and forty some cents per barrel that was

available to reinvest comprised of profit and depreciation,

actually went into Alaska? Went back into Alaska. Well, we
don t know exactly how much the oil companies reinvested in
Alaska. But it's not that hard to figure out. This was a

pretty public activity and they like to make big announce-
ments about it, brag about the amount they are spending. We
ejaculated last year that they spent about $750 million and
<il/ided .hat by the total amount of oil production and got
ninety-six cents a barrel. I was interested to see that
G orge Nelson spoke last week and said that in his estima-

t .on the industry would be investing about that same amount

this year; $750 million. So, if it isn't that amount, or we
think we're pretty close, it shows that of that almost $6.50
that the industry had to reinvest in Alaska less than a
dollar got sent baCk (indiscernible) ground here. Less than
a dollar out of that $6.50. There's two million barrels a
day going down that pipeline, ladies and gentlemen. Two
million times $6.50 1is about thirteen, fourteen million
dollars a day. Less than two million dollars a day of that
is sticking to Alaska in the form of new investment. The
rest is gone. You're not going to see it again. It's gone.

That points up what is a fact of the oil industry today.



Robert L. Anderson is really the founder of the modern

Atlantic Richfield Company. He's the man that put the

merger together that brought Atlantic and Richfield together

and transformed it from the podunk oil companies to one of

the major forces in the oilindustry in the United States,
and the world for that matter, today. In January of 1988
Mr. Anderson spoke about the very phenomenon that we're
seeing here — the liquidation of the oil industry's opera-
tion in Alaska, and he said, "U.S. oil companies are in the
process of liquidating. U.S. oil reserves art leftovers of

an enormous feast. Faced with a relentlessly declining

reserve base, a good management is one that can intelligent-

ly liquidate its asset base." That is precisely what is
happening in Alaska. The oil companies are liquidating
their asset basein Alaska. They are taking more out than
they are puttingback in by a long shot. Now you might want

to think about asking them when they come here to testify,
why you folks should stand still for the remarkably low tax

rates when the result 1is that the money they save as a

consequence, the profits they make as a consequence, are

virtually all going outside the state. You might want to

think about asking them. But, of course, that isn't the

only thing we have to look at. It may be that these oil
company activities are producing a lot of jobs in Alaska.
We certainly hear lots of advertisement to tell us that jobs
depend on a healthy oil industry and if the oil industry
isn't nurtured and taken care of that the jobs will disap-
pear. Well, | think an interesting question to ask our-
selves, how much of that $12 a barrel gets paid to Alaska
workers? Well, it's an easy thing to calculate because we

know how many workers there are working the Alaska oil

industry, and we Know from the Department of Labor statis-
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tics how much they get paid. We divide that annual amount
by the number of barrels and you can see that of all that
$1.44 of investment, excuse me, $1.44 of cost of production
of pipeline operations, and the ninety-six cents of invest-
ments, of that total only about seventy cents .ets paid to
workers in Alaska, and | said, Alaska workers. I didn't say
Alaskan workers. Alaska workers, that's people who work in
Alaska. The Department of Labor report that | just saw
yesterday indicates that $55 million of that goes to people
who are outside, or non-Alaskan Alaska workers. I'm sure

you might want to ask the industry about that too.

Now one of the things the oil industry has said, and one of

the great myths | think, 1is that the, when the ELF kicked in

in 1987 on Prudhoe and Kuparuk, Prudhoe rather, that it

caused a tremendous upsurge in activity. So, we asked the

Department of Labor to calculate for us the monthly totals
of employment resulting over the period of 1986 to 1988.
Here's the picture of that. Here's 7/87, that's when the,
that's when the ELF became efieccive. You see a feasible
pattern there, u, D, it has a date, the year's along the

bottom, and number of workers in thousands on the vertical

axis here, and the black bars are oil extraction, and the
cross-hatch bars are oil field services, and the top of the
cross-hatch bars are total oil industry employment in Alas-
ka. It is the total of the two. You see that oil extrac-
tion *as the (indiscernible) category, it's more stable, and
that oil field services tend to have a seasonal pattern to
it. But, you know, you don't see a big leap upward in 1987
when ELF became effective. There is, true, a slightly

higher number of people employed, maybe by a couple of

hundred than there is back when the oil, when the ELF became



effective, but if you looked at twelve month intervals to
avoid the seasonal pattern of demands, it's not possible to
discern any impact as a consequence of the ELF becoming
effective at Prudhoe Bay. But, you can see, however, what
you can see that more as these numbers went back further, s
how important the price of oil is to this kind of activity.
You see here in ’86, the oil industry was cranking down. If

the figures went back to '85 you would see much higher

levels of activity.

END TAPE HRC 89-121, Side 1
BEGIN TAPE HPC 87-121, Side 2

GREGG ERICKSON: So, the point is, you might want to ask the
industry, where was the activity that was purported to have
taken place as a consequence of this tax break that the
industry got in June of '87. But, of course, employment and
reinvestment aren't the only tilings that matter when you
look at whether this is fair to Alaska, if it makes sense to
Alaska to have, give the oil companies this amount of re-
course. Does it make sense for wus to let them have that
much? And, of course, those decisions get made on the basis
of values and everybody has their own values, but the values
are judged against facts, and we got a lot of facts about
what other countries are doing in relation to what Alaska is
doing. These are very crude comparisons. They are the sort
of thing, though, that you might want to ask the oil compa-
nies. For instance, you might want to ask them why it s
that Alaska with two million barrels a day of oil production
is making $3.1 billion, and 1 should add that this is both

Alaska's state revenue, Alaska local revenue, and Alaska

-



federal government revenue. In other words, revenue to all
governments from Alaska oil production was in calendar '87
$3.1 billion dollars. We, we were using some smaller num-
bers in our earlier presentations and we went back to the
drawing board and as a consequence of some suggestions from
some of our oil company friends and we added in the back tax
collections that we got, which probably should be counted in
other years, but just to be conservative we added those in,

so, even with taking account of those points, we only got

S3.1 billion. You might ask them why it is that Nigeria,
with 1.2 billion, million barrels of oil production a day,
less than we have, got $6.2 billion from its oil resource in
calendar '87. Maybe, maybe expenses are a lot less in
Nigeria. Maybe the oil is a lot better. You might want to
ask them. The next please. Incidentally, that's $14 a

barrel Nigeria got whereas Alaska got $4.25 a barrel.
Nobody asked the oil companies why Venezuela, that produced
1.3 million barrels a day got $9.2 billion. That's also for
calendar '87. You may want, and don't for a moment think
that this, these high profit shares are strictly a creature

of countries where people have skins of different color.

Not the case. Here's an English-speaking country with
highly developed industrial society institutions. The
United Kingdom produces more barrels of oil than we do, but
they produce even much more revenue for their country. $8.8
billion on 3.2 million barrels a day of oil and oil equiva-
lent. We weren't able to get numbers just for oil. We had
to combine our natural gas numbers into that. That comes

out to $7.53 a barrel for England compared to $4 and whatev-
er it was for Alaska. You might ask them why. You might
ask them why Indonesia, producing 1.3 million a day, sub-

stantially less than were producing, gets $4.5 billion of



revenue from its oil resource. Does that make sense? Is

Indonesian production that much less expensive than ours?

Is Indonesian oil that much, worth that much more at the

market? It's a question you might ask them. You might also

ask the ARCO people to explain the comments of their presi-

dent, Robert Weycoff, when ho went to the Indonesian Petro-

leum Associates in October 1987 and said, "We have also

found in Indonesia to an almost wunprecedented degree the

very desirable and somewhat uncommon qualities of stability,

honor and fair dealing in the turbulence of the internation-

al oil business Indonesia has been an island of rationality

and wisdom." You might want to ask the oil companies if it

wouldn't make sense for Alaska to be an island of rationali-
Indonesia was. We've already cov-

the things

ty and wisdom just like

ered the ARCO Kuparuk example. You know, one of

I think we have a hard time getting across 1is how tiny a

share of these profits we're asking for when we suggest a

change in the ELF. You know,you listen to these oil indus-

try ads and you Ilook at us and you say, my gosh, they're

spending millions of dollars. This must be a state that's

attempting to steal their britches and suspenders. Folks,

it is not so. This chart shows the current shares of reve-

nue between the oil companies and Alaska based on these PIW

calculations. It shows that under current law the price is

about $12 at Valdez, and Alaska gets $2.67 out of each

barrel, about 35% of the available economic grants, if you
want to look at it that way. And the oil companies get
$3.46 a barrel. That's about 46%.

Now, is this ELF law going to make a big change in that?
Well, take a look for yourself. Sure, it's going to in-
crease Alaska's revenue — Dby twenty cents. And it's going



to decrease the oil companies revenues by the same amount.

And it's going to still leave them with substantially more

revenue, per barrel, than we're going toget, because that's
the price. Now, isprices go up they'll get even more. If
prices go down we'll get even more, we'll do better. You
might ask the oil companies, what's the fuss? Well, 111
tell you what the fuss is. The fuss is profits. That's
twenty cents of profits that they think they need more than
we do. And if | were in their shoes | would say the same
thing. Profits is what the name of the game is about, and

let's not forget it.

Now you know, | noticed that some of you have looked at that

35% and been talking about the so-called 30% criteria, the

deal. Mr. Chairman, | have a memorandum here which, I'm not

going to go into the 30%. I think we covered that earlier.

Well, we'll talk about a deal, but we have a memorandum here

that a colleague of mine has prepared today that may clarify

the questions that were raised by the papers that Represen-

tative Furnace passed out last week, or yesterday. And vyou

can put that in the record if you want. The question though

is, did we make a deal? Did we make a deal in 1981, or in

198772 Well you can address that question in really three

ways. The first way, themost important wayis, was tnere

legally a deal? Now, I'mnot a lawyer. I'm an economist.
But, | can read the Alaska Constitution, folks, and it just
makes my blood boil when | hear people talk about a deal,

because those people who talk about a deal, at least if they

are talking about a legal deal, don't care about the Alaska

Constitution. The power of taxation shall never be surren-

dered. Period. This power shall not be suspended or con-

tracted away. Now the framers of our constitution didn't



put that in there just because they thought it would be

cute. You know, folks, when you come to your session here,

you can't contract away your freedom, vyour immunity from

arrest or process on your way to the session. That's a
right that isn't yours to give away. You can't give away
your civil rights under most circumstances. Its not a right

that you can give away because its a, the protection of that

right is for our, all our benefits; not just yours. That's

why the constitutional framers of this state and virtually

every other state in the United States has said that the

rights of the sovereignty that go with being a nation, or a

country, or a state cannot be given away. You can't sell

them. And thank God for that. Thank God for our children's

future that you can't sell those rights to the future. So,
there's no legal argument that there was a deal, and you
kuow what? The folks that say there's a legal argument, they
know this. They know this. But, okay, let's say (indis-

cernible) apart, what about, maybe there's a, maybe there's

a moral argument. Maybe there's no legal argument that we

made a deal, but maybe there's a moral understanding to it.

That's possible.

So what happened in 1981? What did people say in 1981 about

what they expected? Well, since its the oil companies

saying they thought they had a deal, or their defenders and

supporters saying they thought they had a deal, let's go
back to what the oil companies said. May 21st, 1981. A
coup has happened. Ic looks like the oil companies are

going to get their, going to get some changes made in the
law, but it's uncertain. There's a hearing of the joint Oil

and Gas Pipeline Committee. A legislator, who happens to be

the gentleman sitting right here, Mr. Hugh Malone, asked Mr.



Marty Taylor what he thought a fair deal would be. What
percent do you think they, the State, should collect, Mr.
Malone asked. Mr. Taylor said, something a little more than
it is now. About half the income tax, for instance. I
think it would be much more fair for the industry and the
state to get about the same share out of Prudhoe Bay, even
though we are paying expenses and we made the investment.
And he went on in that vein for quite a while, and then Mr.
Malone came back and said, "So you think it should be
brought down to the point where the State and you should get

roughly equal shares in this? You like that better?"” Mr.

Taylor: Yes, sir.

In that same meeting Mr. Dick Donaldson was asked the fol-
lowup questions (indiscernible) wearlier between he and
Malone and Mr. Taylor, he asked Mr. Dick Donaldson, who was
the vice president for government and public affairs for
Standard Oil Company of Ohio, was the main orchestrator of
the oil industry's efforts to take care of their interests
here in this legislature. He said, he asked him if he'd
heard what Mr. Taylor had responded. And he said, did |
hear you say that you would concur in that? Mr. Donaldson,
"I think that if you get rough parity with the State, we
would have to think a long time as an industry, as a compa-
ny, before we said that is not a pretty fair piece of middle
ground.” (CIliff, could | have back the shares graph again?)
Rough parity was a stay. A pretty fair middle ground. (No,
not that one. The bar chart that shows the comparative
(indiscernible) is. That one. Rough parity. A pretty fair
middle ground. Well, we're sort of approaching rough pari-

ty, but we're not there yet. With this new ELF we're not

there yet, folks. We've got a ways to go yet. At least at



S12 a barrel at Valdez. So, anybody tells you that there's
a moral deal, well, you know, I, and if anybody thinks, I
know they come in and accuse of us of leaving off important
words here with those (indiscernible), we've got the quotes.
It's all in the record. If you want to see the original

guote, the whole record, you can go and do it just the way

we have. It's available.

So, you know, | could go on about the oil taxes a long time.
Obviously, | feel strongly about them. It's not an easy
decision that you have to make. I don't want to make it
sound like (indiscernible) been working at this for twenty
yea”s, have this background that | think it’s an easy deci-
sion. It's not. It's a hard decision. Resource interests
are difficult ones to balance. And | sympathize with the
difficult task you have before you. But, | hope that as you
approach that task you'll be thinking of resources not just

for current Alaskans, not just for, not just for the people
who live here today, but for Alaskans next year and ten

years from now, and in the same sense that Bob Bartlett was

thinking of resources when he spoke to the Alaska Constitu-

tional Convention when it convened in that cold November of

1955 in Constitutional Hall in Fairbanks, Founders Hall. He
was concerned. He was concerned that the lobby that we'd

seen development of the Kenicott Copper and the Ilobby that
we'd seen to support the exportation of Alaska's canned
salmon resources come to play too large an influence in

Alaska. He was really concerned about that. He spoke to my
father about that, and he spoke to the Alaska Constitutional

Convention about that and he said, "Alaska is not unfamiliar

with the activities of lobbyists, but it is important to

bear in mind that lobbying activity on a scale never before



seen will take place in the capital when Alaska becomes a

taking of Alaska's mineral resources without

state. The

leaving some reasonable return for the support of Alaskan
governmental services, and the wuse of all people of Alaska
will mean a betrayal in the administration of the people's

wealth."

Now we've got a lobby here, and the lobby is doing exactly

what we'd expect It to do because it cares about profits.

That lobby has spent lots of money to elect people who will

support their interest, spent lots of money on campaign ads,

and you know all this. So what it comes right down to it,
you have to make the decision based on the facts as you know
them. And | hope this information I've given you will help
you make that decision more effectively. One of the things

I think you might think about is that effective date clause,

folks. You know, the oil industry said they were going to

use the money from the, that didn't go into the state cof-

fers to help develop Alaska's oil fields. We saw the ARCO

ads to that effect. And they said they'd create more jobs

if we let the ELF apply to Prudhoe Bay.l don't think

either of those things have happened. Statistics don't show

hat there were that many jobs created and the numbers that

we have surely don't indicate that any of that money that

was made available to he companies as a consequence of the

ELF applied to Prudhoe, ever found its way into a whole

Alaska. I think that if there was ever a broken promise,

that's the broken promise that you ought to think about.

And you ought to make this bill retroactive to July 1, 1987.

The chart that Mr. Malone's people showed you yesterday

showed that big dip. Just Dbuild a bridge across that dip.

Thank you.



CHAIR: Thank you, Mr. Erickson. I certainly have been impressed

with your testimony. I think you've done a very thorough

job for the Committee, and for the people of the State of

Alaska, in presenting the facts as you see them. At this
point, | would ask that the members of the committee who
have any que'tions of Mr. Erickson. Mr. Hudson, please.
REPRESENTATIVE HUDSON: Thank you, Mr. Chairman. I just wanted
to kind of separate, separate where | was coming from the
other day when | talked about do we confer and negotiate
with people on tax issues n the State of Alaska. And vyou

made a very strong point of showing where the Constitution

says, "...and we shall not surrender the powers of
taxation." I don't think anybody has ever even, absolutely
ever considered that we'd be surrendering that power. The

very fact that we have the gentlemen right over here sitting
down and negotiating, or talking with, or conferring with

someone who is a business person who is going to be doing

business in the State of Alaska, is, | think, probably what
we normally would dr. And that, | just wanted that to be
straightened out because | senses that vou were, you were

almost flailing that thing when you came to that part of
lour speech. And sinva | brought the subject up it's been
my feelings all along that if we're interested in encourag-
ing development in the State of Alaska, we have to take
these things into consideration. And when we're fashioning
a first-ever tax policy in the State of Alaska, or something
of that nature, | think we have to make certain, as | said,
if we're trying to tax a fish company for example, or sea-
food processing, or encouraging them to situate themselves
on our shores, you have to take into <consideration there

can't be profitability. I think you've shown in the rest of
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HR.

Other questions? Okay. Unless you have anything

further....

BAUHAII:

I don’t. Thank you very much.

MR. GARDINER:

MR.

Thank you very mucn. Monte Taylor.

TAYLOR:

Ladies and gentleman, my name is Monte Taylor. I am
the Alaska operations Manager for Exxon Company USA

i will bii**fly discuss tho general issue of oil industty
taxat * m in Alaska, and why we oppose passage of the
backstop bill. 1 would like to start by reviewing
some past history in order to place my comments in

pet sport ive. The oil and qas leases that provide most
of Ib.- pieesent Ptudhoe flay product inn of lust over
I.”*million bat lel:: 1 day, were ptueh.ised from Alaska
in I'M.j and IVL7. From the producer's fniint of view
exploi.it ion in the Arctic was . bleak prospect at that
time. cl im.itic conditions were no more tnrsh than they
ail- today, but there were few airstrips on ttr* North
Slope, no roads, m> staging aie.e-, and very little

is! i istiui'tuie for logistical support. At tin* time tlin

lease;. well* Sold, the Standard nn-thod of lo.isit.O was

N cCAssix'iatcs



competitive cash bonus bidding with one eighth retained
royalty. Explorat.on on some of the new leases was
begun in 1966. Gome of the companies involved were

SOHIO, ARCO, which was then Richfield, Cnevron, Mobil,

ana Phillips. Exxon was involved as a 50% partner w;.th
Richfield. The early exploration results were less

than promising - numerous dry holes had been drilled

on the Slope wncn ARCO and Exxon decided to drill just
one more well. As we all know, that final well
discovered oil, what appeared to be at t'*e time a latge

discovery, and was later confirmed to be the biggest

oil field on the North American continent. If a way
could he found to develop that field and got the o0ij to
market then Alaska eould look forward to sharing in tlie
benefits of the find, ©ne eighth of all the oil produced
fret* arid clear of all investment and Ofierating rink.

In 1969, Alaska held another lease oale near the area

of the discovery, again retaining a one eighth royalty.

A total of $900 million in bonus bids was received for
164 tracts or about $5.5 million j>er tract in that

third sale. As we now know most of t.he acreage sola

in that sale was outside of the productive Ilimit.?; of t i
lhudhoe n.,y field. All of you rnow the Il112lal;; aid

t,\'ssocicites
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tribulations of the next decade after tne discovery in
1968, with all the parties trying to solve what seemed
to be at the time insurmountable problems. But somehow the
government, the U.S. government, the state government,
the local government, tne Alaska natives, ana the producers

saw all that tnrough with the passage of the Native Claims

Settlement Act granting the right of way tor the pipeline,
construction of the pipeline, and the Prudhoe Bay facilities,
Valdez, and so forth. Then the oil began to flow through
tne pipeline in June of 1977. From the time of the
discovery in Ily&fl to the time the oil began to flow, 10
tax increases were imposed on the oil industry. Each time
we' heard the statement that the State had sold the leases
for too cheap a price, that tho State had in effect given
away the' oil. Perhaps | should emphasize here that the
sales were by competitive bid with the terms set by the
Stati*. Those terms wore one eighth royalty, plus whatever
cash bonus each company was wiliing to put up, with tho
highest bonus receiving the bids ~nly 1ii the State believed
that the bonus was adequate. Wo don't think that changing
condition:; justify changing that agreement any more than
we think drilling ail dry holes m a stale area justifies .i

refund of the bonuses. After all, those wno bought the

J8I1T{ cAssociates
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off structure leases tor >900 million in the Prudhoe Bay
sale haven't asked the State for a refund. And those of
us who participated in the Gulf of Alaska sale aren't
too happy about the results; but we are abiding by the
original agreement. As you know, the price of crude has
risen dramatically over the past few years. The basic
reason, of course, is the domestic and worldwide rhortage
of long-term oil supplies. These price increases have
raised the revenues from oil fields all over the world.
As a result, the revenue from Prudhoe Bay has exceeded
the prior expectations of both tne industry and tho
State. Perhaps it bears note in here, that the State has
received the full benefit ot those increases through
royalties and taxes that automatically adjust to the
incre.ised wellhead values. For example, the State's
royalty share in 1078, which was the first full year of
production, w..j y2Uu0 million. In 1081 the State's

royal y sh.ire is $1.46 billion , a 6301 increase in the
royalty share because of the increase wellhead values
and most of th.it increase came fiom the increased
wellhead values. Both the State and the industry have
been very fortunate to share m the discovery and

development of North Amer.ca's largest oil field. Tho industry

J A ssoriatcs
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\t 4% v.ov. t

has been involved in some unsuccessful ventures also
and expects to repeat that pattern in the future. The
replacement costs for a barrel of oil produced and sold
have increased dramatically in the past few years, not only
through inflation but through the increasing need to
develop and explore in frontier areas and deeper horizons.
There are obvious jegal and equity reasons why states
should 'ot attempt to change an agreement through the
powers of taxation. However, wo no recognize that changing
times and changing expectations can rcqu re some

changes in the tax structure. In the case of Alaska we
believe it is obvious that we have paid more than our

tair share of taxes. We pay a 20 mill State property

tax imposed only on the petroleum industry, a severance
»»> rate that is the second highest in the nation, and
subst .mtial ly higher than the rate imposed on other
extractive industries in Alaska, and even a special tax
to pay for the cost of regulating wus. Wo were also
subiect for some time to the regular 9.4% income tax

that has historically been imposed on all businesses in
Alask.. After the 1978 special oil ,i”d gas income tax
was passed, which taxes e-¢ income differently from ail

other Alaska businesses, a lawsuit was filed challenging

JCAssociatecs
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the constitutionality of the new special tax. What does
all this have to do with the bill at hand? Simply that the
bill at hand does not solve the problem at hand. It is
merely an attempt to disguise another tax increase. The
complexity of the bill will only invite further Jlitigation

which may possibly challenge the entire tax structure

in Alaska. For example, the bill creates the illusion
of allowing a windfall profits tax deduction on the
State income tax. The bill says the deduction is granted.

But then it turns around and sets a tax rate on the
reserves tax which takes the money back again. A deduct *on
without a benefit is hardly a legitimate deduction.

Another severe problem with the bill is the provision
allowing for ,and indeed calling for, a revision of the
milluge rate each year. This provision builds instability

into the tax system, and assures an annual confrontation

between the State and the industry. Tho fcll wiil also
be still another warning to other industries who might
venture to this State. It would say again, for example,

to the coal industry, look at what happened to the oil
industry after they bought the leases, after they did trie
exploration, after they made the discovery, after they

built the $8 billion pipeline, and after they invested

J cA ssociates
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tremendous sums in Prudhoe Bay and in vessels to get the
oil to market. Ten tax increases occurred during tne time
the investments were being made, and in 1978, after the
bulk of the initial etfort had been invested, another major
tax increase. This last increase, in one single action,
raised tne etfective income tax rate to 6 times that of
other inter-rf ite businesses in Alaska, and denied the oil
industry even the most obvious of tax incentives granted
to other businesses in the btatc, tor example accelerated
depro 'iation. Now in 1981, the legislature 1is considering
still another tax increase on one industry to protect

the State against tho possibility that tne law passed in
1978 is unconstitutional. we also note from t.hc findings
and pin dohcs, and the transmittal letter, that the
lugislat ion proposes to exclude gas from tne reserves tax
because ot a reluctance to adversely influence investment
dck'tsions on gas deve lopmcnt or tne gas pipeline.

There is a strong implication that this might be changed
in the future after investment decisions are made.
Apparently the St.a'o will do the same thing on gas that

it has done on oil. We arc glad, at least., to see a
lerngnit ion that tax rate's do in fact influence investment

ilee is ions.. but we can hardly understand bow a eoniinu.it ion

J #cCAssociatcs
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of that type of policy can improve the business climate
or add to tne stability that is so badly needed in
AlasKa. our view is that passing this law would be

an unconscionable action for tne legislature to take
against it's most productive industry. We further
submit tnat such action would be counter productive

to tne best interest ot the State because it will only
reinforce tne perception by the business community

ih.it this Mate lias a very poor investment climate.

Il eem think of no Dotter shot in the arm tor future

development, not only by the oil industry, but by other
potential investors, than for the State to repeal tho
special oil and gas income tax. And then to bo able to
point out to potential investors that the State does not
have the Highest taxes any more on the oil industry

ot .my st.ite, tnat all businesses are treated equal ly

lor income tax purposes at least, and that the State
has taken positive steps to encourage development.
There* is no doubt in my mind that the State and the

people would ultimately benefit from a dramatic and

posit iv step ’ike that. There is also no doubt in
my mind that this State will not benefit by passing a
backstop bill - it will only serve as a clear indie, ties
J cA ssociates
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tnat the legislature is not interested in seeking a
resolution of the cunent litigation. We nave here,

it seems to me, two extreme positions - outright repeal,
wnich in some legislators' view at least, would
unreasonably reduce State revenues, and the backstop
tax which Dy its statutory language is a tax increase
over the four year period, ana has the potential to be
a further tax increase each year as tne millagc rate

is toconsidored. Wc submit that somewhere between
Lhose two extreme positions, of repeal or backstop
Micro must bo a middle ground that will stabilize the
Lux structure, solve the uncertainty of future State
revenues, and permit us to plan with more certainty on
future involvement in the State of Alaska. Although wo
.ire confident of our legal grounds, Kxxon would much
prefer to see a legislative solution of this issue.

As wc see it, there are four basic elements to such a

solution. First, maintenance of strong short and long
term revenue bases for the State. Second, equitable
treatment of corporations, including oil companies, doing
business in Alaska. Third, elimination of tin* fiscal

uncertainties which now hang over the heads ol both the

State and the oil industry with regard to the tax issue.

J cAssociatcs
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MR.

MR.

And fourth, encouragement of future investments by the
industry in Alaska. Speaking for Exxon, | can tell you
that wo are ready and willing to talk, to negotiate in
good faith and to agree to compromise where possible.
Our objection to the legislation before you is that it
will only make an unfair system worse. This legislation
would provide no new answers but would raise countless
new questions further adding to the uncertainty and
clouding the Alaska business climate. Rather than simply
rearrange the deck chairs on the Titanic, we think it in
a lot more reasonable for the legislature and the
administration to sit down with the oil industry and see if,
together, vie cannot chart a new tax course which will
create a more equitable and stable tax climate that
avoids annual confrontati 'ns, and allows industry and
government to work together. We are convinced that a
middle ground is attainable, that would promote future
development and enhance Alaska's long-term future.

Thank vou very much.

GARDINER:

Ropresentativo Cotton.

COTTKN:

Thank you for 'our testimony, Mr. Tr/lor. Noticing the

J A ssociates
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MR.

MR.

annual

Exxon ad campaign,

that say let’s talk — in

here today too, that the

laws several times since

have i

s, do you think any

justified or, more specif

that was in place in 1969

TAYLOR:

No, |

don't thinl that.

of Alaska, that the petrol

industry here — vu recog

*.he severance tax rate du

the newspaper
one of those
State

1969. One of

ads and so forth,

ads, you've talked abo>

has changed the tax

the questions |

of tnose changes have been

ically, do you

should never

It is obvious

eum industry

think that tax

have been changed/

that the State

is

nize that the—

ring the time

very low. We did not make the bids on

of

the major
for instance,

the sale w.is

the leases on

the assumption that the severance tax rate would never

change

Texas

in the State of Alaska. Nor do

or any place else.

predictability as to what

they come alLaut because we can

State

might need. In the

very difficult to predict.

Most states,

the tax chang

we

we

es

have some

case of Alaska,

do that in
have some
might be as
idea what the

we find it

GOTTEN:
| appreciate that. I think it is a pretty honest
answer. I think one of the purposes of this bill i* to

cAssociates
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MR.

MR.

MR.

MR.

maintain some stability. We think we are in a situation

where the revenues are predictable. I think that is
obviously the major thrust of this bill, to maintain a
revenue stream as is. Of course, we are in court - you

are suing the State, you and other companies are suing
the state over the constitutionality of another law that
was passed. This, as you know, attempts to maintain
that revenue stream.

TAYLOR:
Well, we look at this as an increase in the taxes because
just looking at tho fiscal note.

GARDINER:

Representative Rogers.

ROGERS:
Mr. Taylor, you said that you think there is an equitable
level ia there somewhere. You spoke in fairly general
terms in your four points — | wonder if you could be a
little more specific as to what you so*™ a compromise
could be, what would be the tax levels of the various
taxes, which oner — in terms of a compromise, how would
you see that coming out.

TAYLOR:

In terms of a compromise, we have a lawsuit going right

JSLTA"rc”ssociates
i .., . D page 34



13

14

15

17

19

24

25

HR.

MR.

MR.

MR.

now and there 1lb a ce-rtain amoun . of dollars at issue.

We think a rea»onable compromise, since it has been widely
circulated that we've said we have a 50-50 chance of
winning, the State said they have a 50-50 chance of winning
it's somewhere in the 50-50 range between the chapter 21
and the chapter 20. We are willing to discuss

compromises that can put us in that range as a settlement

which would get rid of the lawsuit.

ROGERS:

In terms of which tax

TAYLOR

In terms of the income tax only

ROGERS

Okay, in terms of tlicincome tax only. How about on t.ho
other -- you arc not, then, asking for any change in

the sevei ance or property taxes. You feel that with
the existing other tax levels and split the difference U-twi*
AS 4.3.20 and 43.21, that that would be a fair tax
treatment
TAYLOR
I would have to
cjemcnt committee approval to agree right here to tti.it

eonpromi r< If you would like to propose something w

J cA ssociates
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MR.

MR.

MR.

MR.

find out pretty quick.
ROGERS:
I wasn't planning on proposing something. I did want

to find out from you what level

TAYLOR:
...compromise is a middle ground. As | tried to say in
my testimony -- our ads were alluded to a while ago --

we have pointed out inequities that we consider in the
taxation based on more things than just the income tax.
but we have only proposed repeal of the income tax.
I think compromise is related to that tax only. We
don't like some of those other taxes but we realize we
are going to be overtaxed here some and we are used to

them, at least.

ROGERS:
Essentially then, what | hoar you saying, is that what
we are talking about is bottom line number ot dollars,

not which tax you pay it in.
TAYLOR:

Yes, it could be done other ways, but there just happens
In be a lawsuit., which wo think is a very valid law-

suit., on the income Lax itself.

J8LTA rcs\ssoci(:les
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MR. ROGERS:

MR.

MR.

MR.

MR.

If my recollection is correct, right now we are collecting
about $1.2 billion a year, total from the inJustry, from AS
43.21, as opposed to around $200 million for AS 43.20

so you are saying that a $700 million income tax treatment
is the range you would consider a fair range.

TAYLOR:

Did he do that math right?

GARDINER:
They ask that up at the Finance C -mmittee when he pulls
those out too.

TAYLOR:
That sounds right, doesn't it. There is $1 billio:.

issue, and according to your assumption, and half of that
$1 billion at issue is what wo are talking about, which
would by $500 million off, so a $700 million tax comes
out of that, right? The numbers guys arc over here.
RANDOLPH:

Mr. Taylor, | have several questions for you. First,
you alluded several times to the fact that you think this
backstop legislation does, in fact, institute a tax
increase. The' information w* were given yesterday, and

the fiscal notes on it, indicate that it basically Isvaks.

J cAssociates
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2

3 rut even. What accounts for the discrepancy betveen

4 your attitude and the adkninistration's attitude on this
5

6 MR. TAYLOR

7 I think what you have to do is look at the assumptions
8 that went into the fiscal note. The statutory language
9 in the bill says that the millage rate will be 30 mills
10 for the first year, for 1982, and then 25 mills

U thereafter. The fiscal note, in our opinion, makes an
2 unfounded assumption that a legislature in four years
13 from now will change the niillage rate from the statutory
1 language of 25 mills and make it 20 mills. That is the
IS basis for the 1985 figures in the fiscal note. That

16 didn't make sense to me, so | ratioed the reserve tax
17 back up in '85 to make the fiscal note track tho

IH .statutory Language. In that case, the total Ilour year
e effect, in the low case that is quoted in the fiscal

D note, instead of being $164 million negative, is $218 million
2! positive. The high case effect, instead of being

2 $483 million positive, which wo consider a big number,
" becomes S964 million positivi or almost $1 billion.

& Wo have here a potential tax increase based on the

1 CAssociates



MR.

justifies saying that the tax system remains essentially

unchanged, or whatever the words were in the transmittal

letter. Does that answer your question?
RANDOLPH:
Yes, i think so. It seems to me that if you were to

sit down and negotiate with the State and come out with

some sort of agreement in this half-way area you were

talking about, that still is an extremely tenuous
position for the industry to be placed in - it is really
not a — if that was negotiated at this point, what

would keep the State from coming back to the legislature

2, 3, 4 years from now and, through some vehicle or

another, going right back to where we were. Oor if wc
were to — all we would have to do to correct that is
to pass this so called backstop bill, cut the mill

rate in half roughly, and we would be back in

business. However, it would be a very small thing for
the legislature to come back, in any kind of a future,
and raise the mill rate and put you right back in the
same position you are in. | guess my question 1is, how
can ho State at any point givc the industry much
assurance that our ten year history will not continue,

legirdloss of t..o range on this particular issue?

J cAssociates
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MR. TAYLOR:

MR.

We feel that is, to some extent, a risk we might have
to take. If we worked out an agreement, a settlement
so to speak, there might be some letter agreement that
says that we drop our suit and we do this and the State

agrees not to, or at least somebody agrees, not to

promote increased taxes. We realize this legislature
cannot bind a future legislature. There are ways out
on both sides of that, of course. We could decide at

some future time to sue on the severance tax, for
instance, although that doesn’t seem like a very good
idea. I think that is just a risk we take, and wc arc
willing to take if we can get a rational settlement
that this legislature is committed to. Next year —
we've decided long ago chat every year is a new ball-
game down here. We are going to have to be here and

play in it every once in a while.

GARDINER:

It seems to me somewhat an answer to that question

is that there was this 10 year history where the

State and the industry went back and forth over -- then*
even was one oil tax incr'ase tnat the industry came in

and supported in 1973. The last time the legislature

J 8t7” cA ssociales
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16

17

18
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acted was over the income tax bill and, probably, you
could distinguish this bill — 1 think there is some
argument over numbers and that is something the

Committee will want to get in over this Dbill as

to exactly how much revenue it does raise, but, | think,
the intent of the draft of the bill was to raise as close
as possible, and | think the Commissioner went into this
to backstop the same amount of revenue. That is a lot
different posture from the other 10 years of legislation

which, there was no doubt about it, each of those bills

was intended to raise revenue. In the last corole of
years | don't think the legislature has seriously
considered any oil tax increases. In fact, | don't

if you put the argument aside as to whether this dors

or doesn't, | don't think there has been a bill that ha
In n seriously promoted - there may have been, 1 think
there were some bills introduced, but | don't think they
got hearings. To me it says that there was all this
change, ar.d not all of it was due to us or the industry,
in terms of changing the value of oil, but I think, at
t in my own mind, the proo concluded when th«
sed. Now other things have
uit - and that's why we .in
J Associates
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MR. TAYLOR

MR.

MR.

It would be very diffcult to predict what's going to
happen in the future though, with the annual requirement
for setting the millage rate. The people have said,
that's like your houses,that is set an annual

requirement — and, of course, that's true. But you've
got a lot of houses around you and if they change it a
little bit it doesn't change your personal property

tax all that much. In our case, there would be an

awful temptation, it seems to us, for the legislature

to decide what they might want to spend that year and
just set a millage rate that gets them that amount of
money. We arc out investing in hopefully new oil field;,
not really being able to predict what the taxes will

be. That's really a major problem in investment decision
as you all Kknow.

RANDOLPH

Just in response to your comments. Wc did have, in 191J

78 wc had the income tax. And now wc are in '81 and
it has boon happening with fair lapidity
MALONI-

Tli.ink you Mi. Chairman. Mr. Tn”loi, 1
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MR.

MR.

MR.

MR.

MR.

R

nr*é‘** =pr

follow, at least to some degree, the progress of the
State budget and spending.

TAYLOR:

Yes.

MALONE:

Do you think that spending less in State government

is a feasible idea, and then again, do you think it would

be n good idea.
TAYLOR:
Yes, sir, | do.

MALONE:

Good. That's one thing we agree on. Tn your testimony to

the Committee, Mr. Taylor, you reviewed the Prudhoe Bay

development tax history there, and that the value of

crude oil has gone up - how much, approximately, was

crude oil worth in 1969 and what is it worth today?

TAYLOR:
In 1969, 1 guess, it was worth something in the area of
$3 a barrel in the lower 48. 1 was in tho lower 48 then,
and there wasn't any up here. It was $3. In '78 the net-
back price for Prudhoe Bay crude was $4. That's why the
big jump. It was $21 in '80. It has increased very
diamali<m 11y.
J cAssociutos
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MR. MALONE:

MR.

MR.

MR.

Roughly what percentage increase would you say that is?
TAYLOR:
Well, $4 to $20 is 500% increase. Most of the increase
has been in that period of course.
MALONE:
In your comments you said enactment of the reserves tax,

this backstop tax may lead to a challenge of the entire

tax structure of the State. What does that mean? Is it
a threat?

TAYLOR:

what T think it means is that the -- we've contended

tor some time that the 40% share that the State seems
to have decided it should have, based on a severance
tax higher than anybody else, nr. other extractive
industry, and a property tax that is only on us, and

an income tax which taxes, which redefines our income
and taxes higher, is discriminatory. What it means is
and I'm not saying that Exxon is planning to file a
lawsuit. I think it opens the door to a possible law-
suit challenging the entire tax structure rather than

just one given tax, which door is open anyway.

.1 cd ssociutes
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MR.

MR.

MR.

MR.

MALONE:

1 guess it is open anyway. A person has some arguments
they want to have a legislature or court review, they con probably
have that doneJBut what | am trying to understand is, what
that would mean is — are you saying that the allocation
of the value of the resource that is produced in Alaska
right now among the State and the Federal government

and the producing companies is something that you regard
as unfortunate at the present time?

TAYLOR:

Yes, | think it is discriminatory. The State gets about
a 30% or more share and the producers get about 25% share.

Wc are the ones that bought seven eighths of the oil and

found the oil field. I think it is a discriminatory tax
level.

MAI.ONIi:

What — for tic last reporting period — what's the net

income that your company produces after taxes in the
State of Alaska, production in the State of Alaska?
TAYLOR:

Net income' on production in the State of Alaska. T don't
know that figure. And if I did, it is confidenti.il

inforii.ation. It is part of our company you know. Hut it ir.

J6ITN Associates
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MR.

MR.

fairly easy to figure. The wellhead value that the
State gets is something close to thewellhead value that

the producing department gets. We have to pay the

expenses out of that. The State doesn't have to pay the
expenses. It's something comparable — the total industry
is something comparable to the State, less than the

State. And we have 20% of that.

MALONE:

You don't think the State should collect approximately,
whatever it is, 301 -- what percent do you think they
should collect?

TAYLOR:

Something a little lower than it is now. About half

tho income taxes for instance. Il don't know - 20, 27,
281, 1 think it would be much more fair for the

industry and the State to get about the same share out

of Prudhoe Bay even though wc are paying the expenses

and we made the investment - but that's all past history.
Like tho personal income tax is pretty much limited to 007
and | guess I've got my own personal philosophical thought
that when the taxes are higher than your tak”-homc pay

that's pretty discriminatory.

chss-yciates
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MR. MALONE:

MR.

MR.

MR.

30 you think it should be brought down to the point

where the State and the industry get roughly equal

shares in this. You like that better?

TAYLOR:

Yes, sir.

MALONE:

..an editorial comment. For me, | kind of look at it
diffeiently, of course, but - on the grounds that in any

sort of transaction or deal, people try to get as much
as they can on the grounds that if they don't somebody
else gets it. I don't know -- one of the questions

to come up here is that, and it has been alluded to,1
think,in the public advertising by your company that

wc have a discouraging tax climate. Are there specific
projects that your company is not investing in in Alaska
based on the state's tax structure?

TAYLOR:

I can't name one project. I can say that our exploration
fairly clearly is not as expansive as it might be with

i more moderate tax structure. Wec moved, wc had an
exploration office here in the same offices | have, we

moved some of those people out, back to Texas, because

J & .T"cAssociates
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they found better prospects elsewhere. That was partly
the land situation, partly this tax structure - the
exploration manager just decided he had a better place

to go. It is nearly always that way. What the effect of
an investment climate has, in my opinion, after a good

many years work in that problem, and making a lot of

investment decisions, is that what happens you don't go
look. If Exxon goes in to an area that looks promising,
from the standpoint of tax structure, the oil structure

that you might find, the logistics of the whole deal -
and it looks promising and urills a well and finds oil -
wc might find more or less than wc expected to find -

if wec find an oil field, even that we feel is marginal,
as compared to what we look for, we will try our best
because we have already made a big investment to develop
that oil field. We might do it cheaper, we might do it
dilferent, we might delay it 5 years, we might do lots ol
things - but -- it's hard to find examples anywhere in
the world where you find a major oil field that you don't
eventually develop. There's no question in my mind that

there's a lot of major oil fields around the world that

nobody has ever found for various reasons, and some ol tltem

is because you don't have land to go look at, or you just

v c/iss jciates
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MR.

don't go look because you think some government ie going
to take it away from you, in the case of some of the
foreign operations. A positive investment climate, though,
makes a tremerdous difference in the attitudes of the
people making those decisions. We have not made
investment decisions on — we have discoveries, as jou

probably know, in the Duck Island area and the Point

Thompson area. | can't say whether wc will develop those
yet or not. We will look at Ihe economics after we got
tho fields better defined. We will put in all the

taxes that wc expect, that we know we aic going to have
to pay, and we will project, based on tho history,
probably, some increase in taxes in the State of Alaska.
If it comes out and looks poor, we won't develop them.
And if it looks good, we will. 1 don't know how that
investment decision will comc. The bigger problem s
lack of exploration when the investment climate is |K>or.
In my opinion - that is just my personal -- well, that's
just how it works.

MAL.ONK:

..one last question. Investment climate, you know, is -«-
1l rumple statement might be that if the State had no oil

taxes we would have a perfect investment climate as far

J& TAcAssociates
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MR

the State's tax policy. In fact, that wouldn't be very
realistic because if we didn't have them, and you made
investment decisions based on that, any state government

or any government would probably have the taxes after

all.

TAYLOR:

Oh, 1 agree. We would not go any place that did not
have any taxes, and assume for investment decisions,
there were never going to be any taxes.

MAYUS;

Th.mk yon Mr. Chairman. I would like to follow up on oni
of the questions that Representative Malone touched on,
which was the lawsuit. One o0j‘ the concerns that | have
is that the backstop law that 1is proposed by this piece
of legislation would just add one more lawsuit on top
of the lawsuit we already have and, | believe would
result in just extending the time when we finally get
some conclusion in the courts. We've heard the
.uiministration, | believe it was yesterday, indicate

that they felt the backstop approach was much more

le.i.1lly secure than tho present chapter 21 or the 197R
law. hither they said it was more secure now or morel

secure than the perception they had at the time they enact

J cAssociates
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MR.

MR.

the 1978 law. What is your opinion on that? Do you

think that's true? if not, why note?

TAYLOR:

I'm not a lawyer, and | can't really say or judge what

Exxon might do with that. There is no question in my

mind, from the discussions I've had with some of our

lawyers, that the backstop Dbill would probably result
in a lawsuit of some kind. The merits of one versus
the other, I'm really not qualified to comment on.
HAYES:

From a legislative point of view, one of the arguments

that is being projected, is that this would be a more

legally secure piece of legislation than that which wc

already have. 1 have some concerns about that.

when we have testimony from the oil and gas companies

legal staff, they could perhaps get into that. But |

have concerns as to whether or not that

just
true. We've heard that testimony two or three times
before this Committee, but | have some questions as to

whether that is in fact the case.

MR. TAYLOR:

In it:; simplistic terms, there

11'Serve taxes, for instance. So maybe in that sense

J cA ssociatcs
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MR.

MR.

MR.

MR.

more secure. The concept of (Separate accounting is not

the accepted concept by most states right now - most are

on modified apportionments. To that extent chapter 21 is, raybe

more suspect. But you get into other things in this law

about the setting of the millage rate and the retroactivity

provisions and all sorts of complexities that — 1is the

reason | wouldn't comment because all those things might

add up to a bigger deal than the separate accounting on

tho other side.

GARDINKR:
One thing. We've got some people who want to testify
today who are leaving town today and | wanted to give

them an opportunity. We do have at least a half dozen

more questions for Mr. Taylor. I wanted to ask you if

you are going to be available tomorrow?
TAYLOR:
I will be here.

r. ARDINMR:

Would the Committee mind if we hold over the questions?

I will be sure that you get another opportunity. Then we
can take some of the people that arc leaving.

TAYLOR:

That would be fine with me. "Il be here for these

J A ssociates
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hearings.
GARDINER:

I didn't mean to cut anybody off, but I'm just trying

to juggle all this. Jan Fakes please.

FAKES:
Thank you, Mr. Chairman. I do have a plane to catch.
I do appreciate this. My name is Jan Fakes. I am a

member of the Board of Directors of the Anchorage Chamber
of Commerce so | reside in Anchorage. I serve with the
hoard, with the Chamber as their legislative action
Chairman. I have been sent here by the Chamber to
express to you their strong desire to repeal 43.21, and
their strong opposition to the backstop tax. For the

sake of time, we have brought a member of the legislative

action committee with us today by thename of Dan Coffee
who is an attorney in town and he hasbeen studying this
issue for the Chamber on a volunteer basis since January.
With yourpermission,Mr. Chairman, |'d like to turn the rest of thj

testimony over to Dan.
GARDINER:

That would be fine.
COFFEE:

Mr. Chairman, members of the Committee. My name is
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The ‘ELF’In Alaska’s OiIl Taxes

» There are four main taxes that the oll
iIndustry pays: 1

o Royalty - 12.5%

o Property - 20 mils per dollar, or 2%.
Corporate income - 9.4% . ~'J

» Production - 15% before ELF.




ThgS ‘ELF’In Alaska’sOil Taxes

v The 15% production,_or severance tax
varies because of the ELF, or economic
lim it factor.

o At its simplest, the ELF isa number
netween zero and one. Multiplying the
oroduction tax by a field'sELF lowers
that field’stax burden. A




The ‘ELF’In Alaska’sOil Taxes

Kuparuk’s ELF 1s..054 for FY 2006

054 times 15 eqgilals .081

Thus, Kuparuk pays a 0.81% production
tax. _B > f'o

Prudhoe SELF Is.8435.
Prudhoe pays a 12.65% productlon tax.




The ‘ELF’In Alaska’sOil Taxes

The formula Is actually quite complex:

£.
S 4355.013< . Economic Limit Factor. ‘ , .k

. "'

% i
D)) lhe economic limit-factor for oil production of a lease or proper!} shall he computed

accftrdinu tt the follow 1im formula; .

0 <

IR A
4-"""°\/> n *

(L-[PEL/TP]) exp ([150,000/(TP/Days)] exp [(460 X WD)/PELI])

0 . v ) A
where: ¥ * * .o

PEL = the monthly production rate at.the economiclimit; ¢+ ' B

TP = the total production during the month for which the tax is.to be paid;

W D the total- tim ber of well days in the month for which'the.'tax is to be paid;
Da”ys = the number of days in the month for which the tax is to be paid; and

* - ®

exp exponent.



The ‘ELF’In Alaska’sO1l Taxes

ELF was designed to encourage “small”
field development.

There are twenty fields now producmg
on the North Slope. \

Nine pay no productlon tax at all.



Production Tax Revenue

In 2003, the State took in $599 million in
.production taxes. ,

The average price that year was $28 per
barrel. |

The average ELF was .50, meaning the
average production tax rate was 7.5%.



Kuparuk and its neighbors

Tarn,
Meltwater
Tabasco,

and
West Sak



Kuparuk and its neighbors

v The Tarn field made 696,248 bbls in -
January 2005. Approx. 22,450 per day.

o The field has produced 65,000,000 bbls to
date. It is one of the top thirty largest
fields in the U.S.

» Ta”has a0.013% ELF meanlng it will
p'a®-a 0.2% production tax in 2005.

o Tarn’sELF will go to zero in 2007.



Kuparuk and its neighbors

Tarn is produced via Kuparuk’sfacilities






Its neighbors

The Meltwater field, also produced through
Kuparuk’'s facilities, reqguired only one

drill site, |
In 2003, Meltwater produced 5300 bbls of
oil per day and paid no production tax.

This modest field will makfc the producers
2,000,000 bbls of oil this year. .

At $50 per barrel, that is $100 million.,




AN

How the “Fair Share” bill yvorks

Two principle reforms:

The first simply establishes a minimum
5% production.tax. All fields must pay
the minimum 5%.

In January 2004, the Dept, of Revenue
estimated that this provision alone woulcf
raise $75 million at $22 per barrel.

/




How the “Fair Share” bill works

The second major reform bases tire ELF
on the price of a barrel of oll. \

As the price rises, so does the ELF, As
the price of oll faIIs s0 does the ELF.

The bill sets $16 to $20 o]l as the norm,
and allows this “fange” to increase with
Inflation, to recognize that prices rise
over time.




How the “Fair Share” bill works

Example: At lower oll prices the
production tgg would be reducgd. If oll
goes to $12 per barrel, the formula would
divide 12 by 16 to yield .75. Thus the
production tax on an oil field would be .
reduced by 25%. .




How the “Fair Share” bill works
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How the “Fair Share” bill works

Higher prices: At $30 oil, the new
formula would divide 30 by 20 yielding

1.5,

Thus, a field with a 10% production rax
would pay an adjusted 15% production

{ax.
The production tax cannot exceed 25%
under the Dbill.



'V

How the “Fair Share” bill works

The bill exempts ‘heavy oil’ (less than 20
AP gravity) from any of its measures,
Heavy oil, like that contalned in the West

Sak resefvoir, requires more expensive A
drilling and production measures..



How the “Fair Share” bill works

Finally, the bill allows taxpayers
“production tax relief.” If the taxpayer
can demonstrate that the field would be
economical but for the production tax,
the Department of Revenue has the
power to waive the tax for that field.




Why Make a Change

“Despite its name of Economic Limit
Factor, It ignores the biggest single
economic determinant, which is price.”

— Dan Dickenson, Director, Tax Division quoted In
The Petroleum News January 11, 2004.



Why Make a
Change?
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LEADING THE NEWS

Spike in Ol Prices Is Likely in *05
A Asoll prices approached a new high S .S S't
yesterday, Industry analysts said they SASESE
are anticipating price Increases to morg ™ ="
| than 360 a barTel this year. Some ana- Bty
lvsts. are even beginning to talk of the SSai
£ EdSWSIblllty of greater increases-to ¥/ 00 .7
£ 380 a barrel-in the event of a major :enmrmeme s
g supply disruption, unless rec-hot demand " e v
-2 for crude coolS'in Asia and the UsS,  gemparees wecee
. wUrtve iMocinrr ¥\ f oy uutmere%co%sare

wheremopposition urine m titX ..«-1%
came quieter as businesses an d consu m con,, as PPKCs rm g miners >xmm m*« tocy m-tow*

) “Wall Street Journal, March 5, 2005; p. A3




m, Oil Industry Profits

ExxonMobil: Fourth guarter 2004 profits .
were $8.4 billion, the biggest quarterly
profit ever for a U.S. company.

BP: $4.4 billion
ConocoPhillips: $2.4 billion

Total quarterly profits: $15.2 billion in
ninety days. $7 million per hour.




Governor Walter J. Hkkel

“Crisis In the
Commons: the
Alaska Solution”



Governor Walter J.Hickel

“Few world leaders are thinking about
how We should care for apd use the
commons,., for the benefit of the_ total.

“Especially for the benefit of the loca
population...rather than for'a political
leader, a ruling family, an oligarch, or a
group of multi-national corporations.”

)



Governo

r' Walter J. Hickel

o In 1909 President Roosevelt began the
orocess of separating the ownership of

s, land from the minerals below. X

o “The Mineral Leasing Act of 1920 ...
recognized/that the comnyms belonged to

the public and.
the developmer

required that income'from
t of the commons must be

paid fo the pub

ic’'sgovernment.”



Tovernor Walter J. Hickel

Alaska’s Statehood Act was modeled on
fhe 1920 Mineral Act.-“The subsurface
epergy resources were specifically |
designated to the new state.

“We kept the resource \fealth in publlc
nands...but we harnessed the free enter-
nrise system to develop our wealth...all
In the framewbrk of a constitutional

democracy.”




Wood Mackenzie Study

o An International consulting firm says
Alaska is a more profitable place to do
business than the average of almost 60 oll

*and gas producing regions it surveyed
worldwide. —

o Higher than avefage costs, but lower
than average government “take” at
prices above $16 per barrel.



Wood Mackenzie Study

At $35 per barrel, Alaska is 19mof 55,
well above the median.

At $35 per barrel* the total “take” is 58%
compared to a global average of 73%.

The difference between 58% and 73% --
15% —amounts to a subsidy of the oll



Other Countries’[Adjustments

United Kingdom upped their minimum
rate from 30 to 40 percent.
Argentina Iintroduced In export tax.

Venezuela removed heavy oil royalty
incentives.

Nigeria increased its share ofgovernment
rofit,

Source Petroleum News January 30 2005 C




What Will the Industry Say?

Won'tdiscuss the fact the bill lowers
taxes pit low prices.

Won't discuss the fact the bill raises the
“normal range’;each year to account for
inflation. ”

Won’t discuss the fact the bill allows for
production tax reliefif it is justified. \
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— I'om Williams of Brltlsh Petroleum on 2/22/89 before
the House Resources Committee.
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— Morris. Thompson, PreS|dent Doyon Drilling on e
1/13/89 before the House Resources Committee.



ELF in 1989

“|This bill] would place an onerous
additional tax burden on the oil industry
that would remove to other states or
countries funds that otherwise would be
spent on additional investments In

Alaska.” ,

Ben Odom, Senior VP of Operations, ARCO Alaska,
on 1/13/89 before the Mouse Resources Committee.
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Ol Development in America's Arctic
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Oil Development in America's Arctic
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W hat W ill the Industry Say?

\

“A dea IS aeraI S

Article 1X, Section 1, Alaska State
Consti tutlon “The power oftaxatlon
shall neyer be surrendered. This power
shall not be suspended or contracted
away, except as provided by this article.”-

-C



What W ill the*[nduslfry,Say?

*A deal Isadeal.”
Jn conversations between Hugh Malone

and Ino
origina

allow Ir

ustry leaders in 1981, w
ELF was crafted, the ic
dustry and the State to

nen the
ea was to

NaVeE

equal port|ons of the oil revenue.

Testlmony of 6reg Erlckson before the House’
Resources Committee, February 10, 1989 at pp 24-26.



D MR. MALONE:

You don't think the State should collect approximately,
whatever it is, 30% -- what percent do you think they

should collect?

VA
3
M MR. TAYLOR:
B3 Something a little lower than it is now. About half
1c

the income taxes for instance. Il don't know - 20, 27,

17 i 700 t s _ .

281. | think it would be much more fair for the
industry and the State to get about the same share out
of Prudhoe Bay even though we are paying the expenses

and we made the investment - but thafs all past history

that when the taxes are higher than your tako-homc pay

4 that's pretty discriminatory.

2>
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WhatWill the Industry Say?

MR. MALONE:

30 you chink it should be brought down to the point

where tne State and the industry get roughly equal

shares in this. You like that better?

MR. TAYLOR:

Yes, sir.

Exchange between Rep. Hugh Malone and Mé6nte Taylor,
Alaska Operations Manager for Exxon '



Share of Gross N5 Petroleum Value

1987

1988

Industry and Alaska's Benefit from NS Petroleum Against Oil Prices (1987-2003)

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Fiscal Year

State eIndurtry NS Oil Wellhead Value

2002

2003



Comparison Between Oil Company Profits and State Revenue:
Current Law

00 Company Profits
[0 State's Share

20

1.5

Billions o Dollars

10
0.5

0.0
$22/bbl $30/bbl

Statistics provided by Alaska Dept. of Revenue



W hat W ill the

Tax increases will kill development”

The real Issue Is the “net” effect.
ncreasing tax rates may decrease new
investment,and production, but it will
also Increase state revenues. The real
analysis is to Compare the Increase In
revenues with the decrease in investment.







Production Tax Revenue

By 2013, the average ELF will fall to .27,
meaning the average production tax will
fall to 4. 05% (before aggregation).

2003: $599 million in ‘production taxes.
2013: $180 million.




Production Tax Revenue

o Under this bill, the State would gain:
an additional $90 million at $22/bbl.
an additional $400 million at $30/
ah additional $886 million at $38/bbl.
an addltlonal $1,363 ollllon at $50/bbl.
(W|th aggregahon at Drudhoe)

001.
00




V

Conclusion

o The bill lowers taxes at lov| pfice:

o The bill allc wsthe "1t 1 .rr e vuh
inf >

o Th Bbi! - ¢ \sfor production tax relief
wh re It Is justified.



Con«clusion*,,

~ o [t Is better to address this |ssue now
whelj there Is no immediate crisis.

~+ It is better to take an mg;remecntal
approach, rather than akwholesale “shelf
the ELF” approach.

o |t IS better to give the oil industry
certainty during the planning and design
tphases of the gas pipeline.
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Oil & Gas: Vital to Alaska

FYO5 Unrestricted Revenue

“O il revenue will provide at least
75% of forecasted Unrestricted
General Purpose Revenue
through FY 2014. Two elements
are critical to the oil revenue

forecast: price and volume.
Fall 2004 Revenue Sources Book
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Present System’s Four Elements

FY2004 Actuals ($niillions)

To General To

Fund ‘Other”
Royalty 1,043.6 485 .2
Production Tax 651.9 -
Property Tax 47.3 218.7
Oil & Gas Corp.Income Tax 298.8 a
TOTAL 2,041.6 703.9
ALL OIL & GAS PAYMENTS 2,745.5

(Royalty “Other" is the Permanent Fund; property tax “Other™ is municipalities taxing the same property.)
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Point No. 1

Even If ELF makes the production tax zero for a
field, the field -

o pays full royalty to the State

o pays full property taxes on its facilities
contributes fully to the owners’ income taxes
Increases the netback value by lowering tariffs
creates Alaska jobs
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Production Tax

» A tax on the act of producing oil, gas
» Tax = ELF x Base Rate x Gross Resource Value

- Gross Resource Value = Netback x Taxable Volume
- Base Rate: gas 10%; oil 12*4% 1st5 yr, then 15%

- ELF: a field-specific number from zero to one

Oil ELF is based on field size and well productivity; larger fields
have larger ELFs and higher tax rates, as do fields with more
productive wells; smaller fields and ones with low well produc-

tivity have smaller ELFs and lower tax rates. Gas ELF is based

on well productivity only
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Netback Methodology

tar

West Coast Spot Price $25.00
Marine Transportat on (161)
TAPS (3.05)

Netback at Pump Stn. 1 $20.34

AOGA



Why Have an ELF?

To allow a high-rate production tax early in a
typical field'slife, while avoiding the adverse
consequences as the field Is depleted
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The Adverse Consequences ofa High Rate

“As operating costs rise during the life of the
field, the profit margin shrinks. At some point
the total production costs overtake the value of
the ol or gas produced, and production can
then be continued only by operating at a loss.
As one of the costs of doing business, the pro-
duction tax contributes to the total costs and
tends to hasten the time when 1his break-even
point (called the economic limit) Is reached.”

DOR. Alaska's Oil and Gas Tax Structure: A Study with
Recommendationsfor Improvement (Teh. 1977), p. V-21 (emphasis added)
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The Adverse Consequences ofa High Rate

Stut;c | Staf>e 2 Singe S Static 4
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Producers’ Responses to the “Squeeze”

“Do nothing” stage
“Drive for efficiency” stage
*  "Harvest” stage

*  “Running in the red” stage
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“IT]he Department of Revenue recommends an
Economic Limit Factor (ELF), based on the
ratio of the rate at the true economic limit to
the current production, as a mechanism for
scaling down the tax rate as the production
declines toward the economic limit.”

DOR. Alaska's Oil ami Gas Tax Structure: A Study with
RecommendationsJar Improvement (Feb. 1977), p. VI-17

f F?'E?T_ \ PEL = Production at Economic Lim it

1 -

V -IPJ TP - Total Production in tax period
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How ELF Avoided the Adverse Consequences

Snifii® 1 Std",c 2 Stage 3 Stdf T 4
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Point No. 2

ELF was enacted in 1977 over industry’s strenuous
objections

« Why object? ELF allowed effective tax rate for Prudhoe
Bay to be increased to -11.7% from -7.8%
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How the OIl ELF was Changed in 1989

1977 formula was driven by “well productivity”

1989 added “field size” (total daily production) to the
formula
« Larger fields have larger ELFs, higher tax rates

e Smaller fields have smaller ELFs, lower tax rates

e “Field size” 1s the dominant factor in the formula
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Reasons Given in 1989 for the ELF Change
1. Togetmore revenue
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Reasons Given in 1989 for the E
2. To give an incentive for smal

_F Change

flelds

“Marginal fields are fields with either relatively low per
well productivity or relatively low daily production.”

DOR, Response to Questionsfrom House Resources Committee - HR 1JS
(February 21, 1989). p. | (emphasis added)

March 18, 2005
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Reasons Given in 1989 for the ELF Change
3. Togive an incentive for West Sak viscous cil

“[T]he new ELF will increase drilling production and
employment at the truly marginal fields ... and, let’s
hope someday, West Sak .... In those fields the sever-
ance tax, under HB 118, will either be sharply reduced
or eliminated entirely. That’s a pro-development im-

pact on those fields.”

Tape IIRC 89-121, side | (February 10, 1989), testimony of Gregg Erickson,
Senior Economist, Division of Policy, Office of the Governor (transcript), p. 10
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Reasons Given in 1989 for the ELF Change
4. Prudhoe Bay & Kuparuk could afford it
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W hat legislators were told the change would do

1. Reduce rates for all fields except Prudhoe
Bay & Kuparuk

“IFor] marginal fields, ...the severance tax, under HB
118, will either be sharply reduced or eliminated
entirely.”

Tape HRC 89-121, side 1(February 10, 1989), testimony of Gregg Erickson, Senior
Economist, Division of Policy. Office of the Governor (transcript), p. 10 (emphasis added)

“In Alaska the marginal fields are the six Cook Inlet
fields ... [and] Milne Point, Lisburne, Endicott, Nia-
kuk, West Sak, Point Thomson, Seal Island, and prob-
ably any other field that will be discovered in Alaska."

DOR, Response to Questionsfrom House Resources Conunilte - HR 1S
(February 21, 1989), p. 1(emphasis added)

March 18,2005 19 AOGA



W hat legislators were told the change would do

2. Tax rates for some fields could go to zero
under the new ELF that weren’t zero under the

old ELF

“IFor] marginal fields, ...the severance tax, under HB
118, will either be sharply reduced or eliminated

entirely.”

Tape URC 89-121, side | (February 10, 1989), testimony of Gregg Erickson, Senior
Economist, Division of Policy, Office of the Governor (transcript), p. 10 (emphasis added)
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W hat legislators were told the change would do

3. Smaller fields pay less tax even with the same
well productivity as larger fields
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W hat legislators were told the change would do

4. State revenue gains from changing the ELF
e Projected cumulative effect through FY2010

Prudhoe Bay $2,500 billion
Kuparuk 0.391 billion
All others (0.200 billion)
Net $2,691 billion
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Point No. 3

The 1989 ELF change has worked exactly the way
legislators were told it would work

e Prudhoe & Kuparuk still have higher production tax
« Some fields don’t pay production tax
« Small fields pay less even with same well productivity

o State already is over $2.7 billion ahead (net)
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Point No. 4

1989 ELF change was enacted over industry’s
strenuous objections

 \Why? Major tax increase for Prudhoe Bay & Kuparuk
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(mmb/d)

ANS Production

Historical Effects on ANS Production from
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Contributions of Different Kinds of Investments in

A dditional Oil Production
Wildcat Exploration

1,200
c 1.000 O Heavy Oil
0 N
I. T
%3 >3 800
Q O Develop New Fields
7£ 9 600 Already Discovered
? 400 O Satellite Fields
Z
<
200
OO New Investment to
0 Slow Decline
IT) g) N 00 Q) O o Co 10
© °© 0 9F Declining Field
. m Declining Fields
Fiscal Year J

"Baseline"

SOURCH: DOR spring 2004 Revenue Source Hook, p. Ab. “Historical and Projected Crude Qil Production".

Wildcat = "NPRA" production
Heavy Qil = "Milne Point™ production (a simplifying assumption in the absence of published projections by DOR for West Sak production in other units)

New Fields Already Discovered = “Fiord" + "Point Thomson” + "Liberty" + "Nanuk™ + "Known Onshore™ + “Known Offshore™ production

Satellites = “PBU-Satellite” + "KRU-Satellite" production
Declining Fields “Baseline” = “Prudhoe Bay" + "Kuparuk” + “Endicott” + “GPMA" production declining at 15/l/yr starting in mid-2006. plus "Alpine"

and "Norlhstar" production without adjustment from DOR's forecast
New Investment to Slow Decline = difference between Prudhoe/Kuparuk/Fndicott/GPMA "baseline” above and DOR's forecasted production from them

March 18, 2005 AOGA



Point No. 5

More investmentisS CRUCIAL

Different kinds of oil investment have different economic
profiles

A given tax change promises to impact different classes of
oil investment differently

Any change must be carefully examined for “unintended
consequences”
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W hat the Governor’sELF Decision Did

Lumped 6 smaller fields within the Prudhoe Bay Unit with
the main Prudhoe Bay Field (aggregation)

Because of the “field size” component of the ELF formula,
aggregating the fields increased the ELF and tax rate for all

of them

Two of the 6 fields aggregated with the main Prudhoe Bay
field are West Sak viscous oil
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Recent Legislative Proposals - HB::/SBs

AOGA Opposes Passage of HB63/SB50

. Industry views these proposals as a structural tax increase at all price

levels except extremely low ones

. Imposes a 77.5% structural tax increase at DOR’s expected $25.50 price
. Raises the maximum tax rate by 67% (from 15% to 25% )

. 5% minimum imposes a heavy burden on satellite development

. Fails to protect significant amounts of viscous oil (W est Sak)
. Proposed without analysis of the consequences for investments
. M akes Alaska less competitive
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