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SENATE RESOURCES COMMITTEE 900-5:00& 6:15-TBP October 2007
1. Gavel In & Call to Order : Note time - members present

| CALL THE SENATE RESOURCES COMMITTEE TO ORDER ON TUESDAY,
OCTOBER 23, 2007. LET THE RECORD REFLECT THAT IT IS

AM..

PRESENT ARE:
Vice-Chairman Senator Bert Stedman
Senator Gary Stevens
Senator Lyda Green
Senator Lesil McGuire
Senator Bill Wielechowski
Senator Tom Wagoner
& myself, Senator Charlie Huggins

2. SB 2001 OIL & GAS TAX AMENDMENTS

Chevron North America Exploration & Production,

John P. Zager, General Manager, Alaska

Pioneer Natural Resources Alaska, Inc.,
Ken Sheffield, President
Pat Foley, M anager, Land & External A ffairs

Anadarko Petroleum Corporation
M ark Hanley, Manager, Public Affairs, Alaska

********T'IJ nc h Break**********

Recess



Alaska Oil & Gas Association,

M arilyn Crockett, Executive Director

Alaska SupportiIndustry Alliance,
Lynn Thompson, President

Paul Laird, General M anager

Resource Development Council

John Shively, President

RECESS

B reak**********

| CALL THE SENATE RESOURCES COMMITTEE MEETING OF TUESDAY,
OCTOBER 23, BACK TO ORDER

6:15 PM

Public Testimony

-Time Limit May Be Set -

3. Announce: We’ll be back tomorrow @ 10 AM, -THIS IS A TIME CHANGE—
when we’ll hear from the major producers: BP & ConocoPhillips.

And in the early evening tomorrow we’ll have another opportunity for public
testimony beginning@6:15 PM

6. Meeting adjourned @



ALASKA STATE LEGISLATURE

Sen. Charlie Huggins, Chair
Sen. Bert Stedman, Vice Chair
Sen. Lyda Green

Sen. Gary Stevens

Sen. Lesil McGuire

Sen Bill Wielechowski

Sen. Thomas Wagoner

State Capitol, Room 119
Juneau AK 99801-1182
907-465-3878
Fax:907-465-3265
800-862-3878

Senate Resources Committee

Butrovich Rm 205
Tuesday, October 23,2007
9:00 a.m. -5:00 p.m.

&
Public Testimony 6:15 - TBD

AGENDA

SB 2001 - Oil and Gas Production Tax

M orning

Chevron North America Exploration & Production,
John P. Zager, General Manager, Alaska

Pioneer Natural Resources Alaska, Inc.,
Ken Sheffield, President

Anadarko Petroleum Corporation
Mark Hanley, Manager, Public Affairs, Alaska

A fternoon

Alaska Oil & Gas Association,
Marilyn Crockett, Executive Director

Alaska Support Industry Alliance,
Lynn Thompson, President
Paul Laird, General Manager

Resource Development Council doisjf
John Shively, President

6:15 PM
Public Testimony

-Time Limit May Be Set -
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Chevron®"s Alaska Presence

4th largest producer in state

3rd largest operator

~500 employees or full time contractors
m >300 on the Kenai Peninsula

e Chevron is the only producer in the state with a relative

balance of assets in the Cook Inlet and on the North Slope

m Cook Inlet production - 23M BOPD
* OlId oil production, very high lifting cost

m North Slope production - 15M BOPD

m In early stages of increased capital program

« Extend life of Cook Inlet O&G production

Wil t

* North Slope exploration on state lands /

. Investm ent decisions made under PPT



Chevron Is Increasing itnvestment
under PPT

Capital Investment

Actual Plan

2006 2007 2008 2009



Introductory Comments

o We do have a common enemy - decline

» Disappointing to be back so soon after passage of PPT
mlack of actual PPT results to revise tax policy
mReview scheduled for 2011

mT00 soon for a change

» Need to strike a balance between tax rate and
investment climate



Factors that affect investment decisions

Corporations have a responsibility to operate safely,

seek returns, and increase shareholder value
Corporate Cash Flow Management

e Corporate uses of cash:
» Operating Costs

» Investment: upstream , downstream,

technology, acquisitions
» Pay down debt, build cash
» Pay dividends to shareholders

t* Buy back stock
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Upstream Investment Decisions

* Always more opportunities than can be funded or staffed

e« Key Factors - How do Alaska state lands stack up?
m Rocks - What is the reserve and production potential?”-'-~""nA
m Cost - How much wiH it cost to fima, develop, and produce?—hb*/l/g /7
m Time - How long will it take to realize revenue?
m Risk - What is the probability of success?
m Fiscal regime - How”™ much revenue does the investor get to

keep?

e Economic models are developed, opportunities ranked, and

investment decisions are made on an A fter-Tax Noet Present

Value (NPV) basis
m Does the investor get enough to justify the investment?

e Great rocks can trump poor fiscal term s

How does Alaska stack up? Let's look at a real data point!



HWPJIH!

How attractive Is Alaska as an mvestment?

Let's look at results of recent lease sales as a
scorecard: This Is industry voting with their dollars

3500
1 AK State Areawide

3’000 Sales

1 Gulf of Mexico

é 2’500 -H Areawide OCS Sale

3 2,000

i 150
ES 1,000 646 929
g 50 473 AL N 1

15
I w1 A

2002 2003 2004 2005 2006

Chevron 2005



xplot .1on - /low taxing the upside can
EePer Investment demsmgn P

RISKED ECONOMIC ANALYSIS, 4pt Economic Model
ATAX
NPV
POO 300
POS
MEAN EXPECTED VALUE 15.0% P50 100
>0 ;8.2126)5 P10 25
DRILL WELL ?
POF

85.0% FAILURE .20

Value
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Exp\or.ation - How taxingnthe upside can
eter nvestment decisio

ACES EXAVPLE

RISKED ECONOMIC ANALYSIS, 4pt Economic Model

ATAX
NPV
POO 00
POS
MEAN EXPECTED VALUE 15.0% P50 100
-0.9 Value
16.125 P10 25
DRILL WELL ?
NO
POF
85.0% FAILURE -20
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£

S 200

gstm.ent IS Needed %? I\/Iaintf\in
uction at Reasonable Levels

Alaska Production Forecast Estimate

Current Capital Supported Decline
Additional $1 Billion Annually
Additional $2 Billion Annually

Assumptions:
Capital supported decline = 6%
F&D cost = $15/Barrel

OMvron



If

| ?

- Fiscal Attractiveness Rating versus Fiscal Stability Reting

Fiscal Attractiveness vs Fiscal Stability
sl 462,01 Artia Astidia

T Mt 4

T 4w o A'V“Ws"a (

e 27 eBAQOm
VBXOD* oata
‘HM ‘Nﬁla Uzmkl\/\hl’aZI gaypt
!aﬂlgsria oumAlAasl@) S Tte0 Kingom

RUsSa Al
520 25 30 3B 40 45 B

Fscal Attractiveness ¢ lowest, s greatest)

Source: Wood Meckenzie Govermment Take Study (2007) &5noe  Al-Sbnboe  1dbnboe
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summary Comments

» You have the power to increase short term state revenue
through raising taxes

' Energ?; companies have the responsibility to invest
where they see the best risk/reward ratio

o The common enemy Is decline,
o Investment is the only way to stem decline
» How do you price Alaska's product ?

mlowest possible taxes and stability will encourage
investment

» Chevron Intends to Invest and g_royv in Alaska, but ACES
makes investing in Alaska more aifficult



-ievron 2005



NYSE: PXD

www.pxd.com


http://www.pxd.com

Pioneer Profile

Competition for Investment Capital
Pioneer Projects Gt SOA Impact
SOA "Fair Share” of Oooguruk
Benefits of Current PPT Law

ACES Proposal

Conclusions



Pioneer Corporate Profile

Large U.S. independent

O peration Areas:

- Alaska . . .
- Lower48 - W
- South Africa —
- Tunisia - . .

In 2006 Pioneer:
- 1,600 employees
- 36 mmboe production
- $1.6 billion in revenue



Pioneer Capital Investment Dwecisions

Global Investment O pportunities com pete for capital

Pioneer and mostindependents prefer U.S. L48 projects:

e lower risk, cost

* shorter cycle time

o flexibility

Portfolio selection drivers:

 Production Growth ¥

* Resenve Replacement

e Hnding fit Development cost  fir--

* Economic fit Financial metrics

Project economics evaluated over a ranee

e probabilistic outcomes 7 E..
e commodity price calls




Comwpetition for Pioneer Capital

m Rising commodity prices have improved margins in
- Budget dallars flomng to low risk resource plays
e Tight sands, coal bed methane, shale gas
- Less enphasis on high nisk exploration
m Pioneer Alaska’s Competition for Capital
- Low nisk, short cycle projects in Texas and Rockies
- Low sk, high margin gas project in South Africa
- High margin, short cycle alil drilling in Tunisia
- New ventures In Resource Plays




Pioneer’'s Alaska Entry

Ciersi Weaknesses
wProlific petroleum system mHigh operations &transport cost
mHigh impact opportunities minfrastructure challenged
mocated in North America mLong project cycle times
mELF and EIC's mComplex regulatory processes

Limited season for access

i Opportunities ncfhreats

Business opportunities opening  mHigher taxes

for Independents mRegulatory delays or costs
mproving regulatory process  wprotect delays or cost overruns
North Slope gas resources mReturn to lower oil prices

AL

JH



P

ioneer A laska Profile

Entered Alaska in late 2002
Oooguruk Unit O perator
Cosmopolitan Unit O perator
>1.5 million acre leasehold
11 NS exploration wells

35 local Alaska staff

Cosmopolitan



O ooguruk Project

Field Life Cycle
Project Type

Gross Acres

Working Interest

Partner

Gross Reserve
Potential

First Production

Gross Peak Flow
Rates

Productive Life

Development Wells

Statistics

Development

Oil, EOR
58,000

70%
(Operator)

ENI (30%)
70 - 90 MMBO

2008

15-20
MBOPD

25+ Years

Summary



O ooguruk Project Summary

Project sanction Feb 2006
Constructed island drill site
Fab/set -120 modules
Installed subsea flowline

3 year development drilling
600+ contractors at peak

Total capex $550+ MM

First otl in 2008



o guruk Project Benefits

First independent oii producer on
the North Slope

First third party facility access

Other investors are watching for
Pioneer success

Royalty plus 336 net profits to SOA

PPT revenues on Pioneer profits
and KRU processing

State income tax
Property taxes to NSB

Construction jobs and contractor
profits

Operating jobs and contractor
profits

O

PIONEER



Oooguruk Capital Expenditure Beneficiaries

Engineering  Fabrication  Transport  Installation  Drilling

ASRC/ ASRC Lynden Nanug Nabors

Tri-Ocean

Intec ASRC/Omega  Carlisle HC Price Halliburton

Sandwell Steel Fab Tote \Veco Baker
Centrilift

Coastal Dowland-Bach Penn Alr ASRC

Frontiers

EEIS Alaska F&W

Alrlines



P

ioneer’s View of PPT

PPT rolled out with no Pioneer consultation
- Huge investments and Oooguruk sanction prior to PPT

Balanced system - Investmentcredits offset high tax rate

M odest incentive for investm ent

- BEncourages development of abundant lower tier resources
 Challenged by size, quality, viscosity or location

- BEncourages more aggressive exploration spending

Sustainable and fair across a broad range of investm ents

PPT should grow the pie and give the State a bigger slice



Changes are mostly negative for the investor
- Base Tax Rate Increase from 22.5% to 25%
- Tax Rate Increase via more aggressive Progressivity Formula
- Transitional Investment Expenditures Eliminated
o Unfair to Pioneer - no recovery of $100MM sunk investment
- Spreads utilization of Earned Tax Credits over 2 years
- Increased uncertainty for allowable deductions
Increased government take jeopardizes lower tier project funding
- Unfunded projects generate no state income
Oooguruk project returns reduced
- Oooguruk highest government take in the State (net profit)
Positive Elements
- Retains net tax framework for non-legacy fields
- Allows credits to be monetized at face value (with time delay)



A CES

Im pact on N e

Feld/Project A
Feki/Pryject B
ke €

FeWPrpjdct D
Production Tax
Revenues
FY20080$60
oil price

w

Projects

Pro]MWet Present
H Flows (10% Discount Rate)
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gg*"QuoPPT

icsi™~uM

UG

tc

ACES Plan

16% Aross Tax
No Capital
Credits

19% Gross Ita
m 1 Capital
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C

onclusions

Pioneer AK’s primary com petition for capital is L48
Pioneer has been an aggressive investor to date

Fiscal stability needed to attract future Pioneer capital
PPT provides balance/stability to grow our AK business
ACES plan erodes modest PPT incentives

Raising taxes jeopardizes lower tier project funding

- Royalty, state income/property tax and jobs at risk
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Rockies International

* Large acreage holdings « World class targets

« Focused exploration

9 V

er J o \VARN NV ‘V. PvC * V *

'Vt
T u dsSil@id.,A>7 >X .~ = [if v
OngeoreJW AlgenaiM-m >
China
-T rinidad -5;J) " Q atar*
5/\TM

SA?</"Brazil 1 3

ind°nesia 0 j
— n-iiujjEP f . J
ANADARKO »[Q '
Houston, Texas I\ f Sub Saharw
Africa

Gulf of Mexico Deepwater

» Significant Acreage position
(e5JExploration Areas
AProducing Areas



Anariarko sinvestment In Alaska-La

mii.Hia." >

34 million acres (gross)

ZhukchiSea

1 8 million acies (net)

Beaufort Sea



ITede ™

"World class petroleum basin

. Significant remaining resource
potential

_egacy type prospectivity (i.e. Anchor
~lelds)

. New entrants/partnering opportunities

. APC possesses tangible competitive
advantages



A laska C hall

Maturing basin/materiality/smaller
prospects

. High costs
. Lack of infrastructure and competition

Extremely long lead-time exploration

>

Seasonal drilling,& regulatory timing
requirements

>

Distance from market
N Lack of gas transportation



Our View estim ony

A Significant tax increase at existing fields

Can Dbe offset by inocreased exploration &

d evelopm ent investm ent

A Ilmprovement in exploration economics

versus elf system encourages new

investment

C redits help redwuce high c¢costs & im prove N PV

25 - 2 0 w orse than old e If system

J Qp balance supportive of PPT system



Support Net

' A ppreciate Administration work to evaluate

gross vs. net and conclusion to stick with net

A Net considers varying economi ics & CcCo0SsSts
= Tax paid on net incom e after costs
\
= A ccounts for costs and levels playing field
Still d oesn 't account for ristk
i G ross collects on inc”™eli0garajf|ss of profit

G ross tax-with properincentives harder to develop

e S fm Wcom plicated ti



Our View of AC utw eigh Positives
Vit K

- Support some parts of ACES

- Expand time to qualify for Exploration Incentive Credits (offset by new

exclusions and requirements)
- Modify Net Loss carry forward to create level playing field
Goal of increased transparency & state auditor capability

- Concern that PPT/ACES will be revisited again in next few years

"to deal with gas

e G as definitely needs to be addressed, but will reopen everything

again

' The significant tax increaseswoul,d decrease exploration
& develolom enteconomics anbtf alkoutwegh any posmves

In the bl 1%

Tax rate increase
Tax escalator changes increase costs

TraTisftidIFW & estnTent Expenditure Credits EIlimination



Administraf > o | o' |

Table below from Sept 4, 2007 A dm inistration Presentation

Project Net Present Value of Cash Flows (10% Discount Rate)

$40 Test Price ($ Millions)

16% Gross Tax  19% Gross Tax
No Capital  With Capital

. | Status Quo PPT ~ ACES Plan Credits Credits
Helo/Project A 8 8 .
e 2 2
Helo/Project -b4 90 -39 -
Production Tax

Revenues
FY2008 (I $30

oil price $1L.3B 208 £ 1B 208

Project Economics decrease by 33% to 54%
' W hat geologic & commercial risks were assigned?

W here are dry holes & failed projects accounted for?



Significant tax increases outweigh any
potential benefits



SENATE TESTIMONY
on SB 2001
October 23, 2007

Thank you, Chairman Huggins. My name is Joe Mathis. My wife and | are
the owner and operators of Montana Creek Campground located at mile 95.5
of Parks Highway. e own a 14 acre site with store and 66 sites. Ve have 7
employees all are Alaskans and employed from the local area providing jobs
in an area of high unemployment. Ve also manage and operate for the state
parks one of their campgrounds located nearby.

For me as a small business owner, | need to have certainty in my tax
obligations for payroll, property, and sales taxes.

As a small business owner, we have struggled with the uncertainties of risk
and disasters. Last year, we had floods that have done serious damage to our
business but we were able to survive. We have faced high cost of fuel and
seen huge declines in border crossing of RVs and travelers to Alaska coming
up the Alcan Highway. These risks that we take in our small business are
nothing compared to the risks that you are contemplating. Risk management
should be part of your due diligence in this process. Can Alaska really
afford to take the risk of discouraging future investment when 50 percent of
our production ten years from now will come from 'new oil' generated by
future investment?

Ifyou are risking the long term health of our state’s future without good
foundation of information then you are making serious error injudgment.
We need more factual information on how PPT is working. Making
decisions based on emotion and rhetoric is poor decision making.

The facts are:

 With the oil pipeline two-thirds empty and production continuing to
decline, Alaska should be focused on doing whatever is necessary to
increase oil production.

* Investments, which for Prudhoe Bay alone amount to about $1 billion
yearly, are aimed at keeping the decline rate at an average of about 6



percent yearly. 1fthe investment rate is slowed the decline rates could
increase to about 15 percent yearly before too long.

As others have said, we do not know what the right number is for the tax
rate. However, we do know that increased taxation will not stimulate the
industry or the economy. Increased taxation on the industry will not improve
the business in our campground.

e need a change the dynamics of this process from one of negatives to one
of positives. In past year we have had more than enough negatives that has
consumed the public process as well as diverted our energies from those
long term issues that will keep our economy from disaster in next 10 years.

| would prefer to be giving testimony on a long term fiscal plan or the
POMV should be structured.

What has happen to long term planning? In this time of high oil prices we
have a huge opportunity to encourage small independent oil companies to
flock to our state. | am sure they now have a “wait and see attitude”. Ifyou
start changing the rules again it will be a long, long wait.

As | stated before that my small business needs certainty in taxation so does
the oil industry.

| have seen my business take two major floods. \We were able to survive
however | do not think that this state can take this third flood of taxes and
survive. You need to give the PPT infrastructure put in place last year a

chance to work.



Alaska Oil and Gas Association

121 W . Fireweed Lane, Suite 207
AOGA Anchorage, Alaska 99503-2035

Phone: (907)272-1481 Fax: (907)279-8114

TESTIMONY OF THE
ALASKA OIL AND GAS ASSOCIATION
TO THE SENATE RESOURCES COMMITTEE
ON SENATE BILL 2001

October 23, 2007

Mr. Chairman and Members of the Committee. Thank you for the opportunity to testify
before you today on Senate Bill 2001.

My name is Marilyn Crockett and 1am the Executive Director of the Alaska Oil and Gas
Association (“AOGA”). AOGA is the trade association for the oil and gas industry in Alaska.
Our 17 members account for the majority of oil and gas exploration, development, production,
transportation, refining and marketing activities in the state. In addition to Alaska’s instate
refiners, Agrium and Alyeska, our membership includes companies new to Alaska hoping for the
opportunity to explore, companies which are exploring today but do not yet have production (but
hope to in the future) and those companies which are producing today.

One of the important functions the Association performs is to provide a forum for
member companies to consider regulatory and legislative proposals, and to reach agreement on
an industry position on those proposals. To establish an AOGA position, a 5/6 vote of the
members is required. What this means, of course, is that when AOGA voices that position,
regulators and legislators can be assured that that position is the position of the overwhelming
majority of Alaska’s oil and gas industry.

But on tax issues, AOGA members have taken this approval process to the highest level.
AOGA positions on tax-related issues require 100% consensus of the AOGA Members. Let me
be clear: my testimony today reflects the full consensus of the members of the AOGA Tax
Committee, with no dissent.

The focus of our testimony today will be on the practical impact of declining production
levels on industry operations and the State of Alaska. And while we are not in a position at this
early date in this Special Session to provide you with a complete analysis of the many
components of SB 2001, we \ ill describe for you but a few of the troubling aspects of this
legislation. The AOGA Tax Committee is in the midst of a comprehensive review of the
legislation and will be in a position at a future date to characterize those concerns.

Here we are in Juneau for the fourth time in the past two years to deliberate whether one
of the State’s taxes on oil and gas should be changed, and if so, what it should be changed to.



AOGA Testimony to Senate Resources Committee
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Last year the Legislature passed the Petroleum Production Tax, or PPT. Now, less than a year
later, the Administration is telling you that the PPT is broken. They say it’s too complicated to
forecast, it isn’t bringing in the revenue that was forecast last year, and they don’t have enough
capable auditors to enforce it.

In discussing the merits of SB 2001 versus PPT and the Administration’s concerns, we
must always keep in mind the real-world situation that Alaska faces. The greatest challenge that
confronts this generation of Alaskans and the next is the ongoing decline of oil production,
which has been, is today, and promises to remain the cornerstone of the finances of state
government.

Production decline is eroding this cornerstone. It is a historical fact that even with the
massive investments being made, North Slope production declined an average of 6.2% a year
from FY 1997 to FY 2007, and Cook Inlet oil production declined at 8.0% a year.1W ithout those
investments, decline would have been 15%.

W ith respect to the future of the North Slope, there is going to be a major challenge when
ANS production gets down to about 300,000 barrels a day. According to Alyeska Pipeline
Service Company, which operates the trans-Alaska oil pipeline (TAPS), the minimum
mechanical capacity of the new electronic pumps that are being installed is about 300,000 barrels

a day.

Here is a graph showing how long we have before ANS production reaches this 300,000
barrel-a-day mechanical threshold, depending on what the rate of decline is. If decline continues
at the

Time toDacline from 740 mb/d to 300 mh/d

35
30
25

@ 20

10

Annual Decline Rate

historical rate of 6%, ANS will decline to 300,000 barrels a day in about 15 years, or FY 2022.
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On the other hand, if decline can be held to 3% or less as DOR assumes, then we would have 30
years or so before we hit the mechanical threshold.

I et me stress that this graph is not a prediction. It merely plots the results of the
mathematical calculations' of how long it would take to gel to 300,000 barrels a day from the
level of 740,000 barrels a day in FY 2007, depending on what decline rate you choose. What it
does show is how important the rate of production decline is for Alaska’s future. The difference
between a 6% decline rate and 3% doesn’t sound like much, but as you can see from the graph,
that difference determines whether the 300,000 barrier is reached around FY 2022 or FY 2037.
If you have a child injunior high school, this represents the difference between that child being
able to grow up and have a career on the North Slope, and not having this opportunity.

Investment in new production is the only way to slow the decline enough to give the
children of this state a future with the North Slope similar to what we have enjoyed. That’s why
new investment is such a crucial question facing the State, both in the context of the proposed tax
proposal and in other areas that affect the business climate here.

There are three categories of investment that can slow the rate of decline on the North
Slope, or at least keep it from getting any worse. These are, first, investment in exploration to
discover new fields; second, investment in existing fields to prevent their decline from
accelerating; and third, investment in innovation, technology, and new infrastructure to allow
development of the \a*t but challenging resource of heavy and viscous oil that has already been

discovered.

A great deal of the testimony to the Legislature, and a lot of the questions being asked,
have focused on the fiscal terms of the “government take” for exploring in Alaska and the
competitiveness of these terms relative to the terms in regime* elsewhere in the world. This kind
of “who takes more” analysis is faulty for two fundamental reasons.

First, it assumes that the geologic prospects for making a commercial discovery in Alaska
are comparable to those other regimes. This assumption is unsound. The North Slope has three
major areas of significant oil and gas potential: the state lands in the central North Slope
between the Colville and Canning nvers, the federal land in the National Petroleum Reserve -
Alaska to the west of the state lands, and the coastal plain of ANWR to the east of the state lands.
The exploration potential of the state lands is limited today primarily tr the discovery ofnew
satellite fields, as opposed to fields large enough to stand on their own economically. Explora-
tion is still active in NPR-A and by no means over, but the courts have recently blocked federal
leasing of the geologically promising lands around Teshekpuk I>ake. And even if the Ninth
Circuit decides to let that leasing go forward, the pro-leasing Bush Administration has less than
14 months left in office in which to hold the lease sale Elsewhere in NPR-A, the relinquishment
earlier this fall of some 300,000 acres of lands reflects disappointing results from leaseholder
exploration efforts there. As for ANWR, despite Republican majorities in both houses of
Congress and a pro-development president in the White House, the coastal plain is still closed.
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And this brings me to the second reason why it is unwise to focus too much on
investment in exploration as the solution to production decline. Exploration is a risky business,
and there is no assurance that spending money to test a particular prospect will ever yield a dime
of payback. Even when exploration succeeds in discovering a commercially viable field, it will
take years from the lime of its discovery until the lime production from it begins. But the
challenge of declining production confronts Alaska today — not eight, ten or a dozen years from
now. By its nature, investing in exploration can make a significant contribution toward solving
the challenge of declining production in the longer term, but not the shorter term when results are
urgently needed.

l.ivestment in heavy and viscous oil development is also a solution in the mid to long
term. The first well ever drilled to test production from the Ugnu Formation was only drilled
earlier this year in the Milne Point Unit, and it is still being tested and evaluated to gain a better
understanding of the physical characteristics of the Ugnu oil. There are plans to use the results
of these tests and evaluations to plan and develop a pilot project for producing Ugnu oil. Until
then, West Sak will continue to be the only commercial heavy/viscous opportunity.

This gets us to investment in currently producing fields. Fortunately, there are invest-
ments that can be made, and are being made, in these fields to slow their decline. In the short
term, this is in-fill drilling — that is, drilling new wells into the portions of a reservoir that are
between the wells that have already been drilled. This accelerate*- the drainage of oil from the
rock that currently lies in between existing wells. In-filJ drilling last year contributed some
70.000 barrels a day to production from the Prudhoe Bay field. To put this into perspective, a
70.000 barrel per day field would be the 4th largest stand-alone field on the North Slope today.

There are also major investments being made, and yet to be made, in “renewal” of the
surface facilities for existing fields. For instance, the gathering centers and flow stations for the
Prudhoe Bay field have been in service for over 30 years now. For them the situation is not all
that different from what yours would be if you bought a minivan van years ago when your
children were young, and now that the kids are all grown up and if sjust you and your spouse
who are dri\ mg it, it’s time to replace that minivan with a new vehicle that suits your needs
better. If Prudhoe Bay and the other producing fields are to continue producing in the decades to
come, their original production facilities will need to be overhauled or replaced. Also, as
increa.*ing amounts of heavy and viscous oii come into production, even relatively new facilities
that were designed for comparatively light “conventional” oil will probably need to be modified,
refitted or replaced in order to minimize operating problem” in handling that heavy/viscous oil.
Regardless of the stimulus or purpose for making them, renewal investments in production
infrastructure present a \ery similar cash flow pattern as there is for investments in the original
infrastructure to develop a field. And consequently, an incentive that is effective for the initial
development infrastructure is equally effective for renewal as well.

So, this is the harsh reality in which we — government, industry, the present generation
of Alaskans, and the next one — find ourselves. For all of us, decline is the great challenge that
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we must grapple with. It already threatens us now, and if unaddressed, will only get worse.
Massive new investments for additional oil production are the only way to deal with this menace,
and there are three areas of investment that can be made to deal with it: exploration, heavy and
viscous oil development, and slowing decline of existing fields. The first two are of greatest
benefit for the long term, and the other one is of great benefit for the near term. We need all
three kinds of investment and don’t have the luxury of ignoring one or two of them. | have
explained our collective situation in such detail so we can each see for ourselves why declining
production is the great issue of the day for Alaska.

Turning now to the relative merits of SB 2001versus PPT, AOGA submits there are
several self-evident principles of taxation that should be used to test those merits. First, a tax
must be “fit for purpose” — that is, it must do the things it is intended to do, and it should do
them well. Second, the administration and enforcement of a tax should be as efficient as
possible, consistent with insuring compliance by taxpayers. Third, for a taxpayer who wants to
calculate and pay the correct amount of tax when it comes due, it must be possible to do so.

Regarding the first test — achieving what the tax is supposed to achieve — most new
taxes have as their primary or only purpose the new revenues that they will bring in for the
government. In the case of PPT. however, things were not so simple. In part its purpose
certainly was revenue-related, because most legislators viewed the prior ELF-based production
tax as outdated and unduly generous to producers in terms of the reduction in tax rate that the
ELF caused. But, as Pedro vail Meurs explained repeatedly in his testimony last year and again
at the beginning of this special session, the PPT was also designed to provide incentives for
investing in production and in that way answering the threat of declining production.

W ith respect to the revenue side, no one disputes that PPT has brought the State more tax
revenue since April last year than ELF would have. According to DOR, the increase was more
than $800 million in the last nine months of 2006,3and at that rate it would have been over a
billion dollar:, in additional production tax revenue for a full year. DOR also said at the time that
the March 31slpayments were about $137 million less than the $950 million that it had
estimated, and in due course I’ll come back to the questions of forecasting the PPT and higher-
than-forecasted lease expenditures. For now, my point is that PPT has certainly outperformed
the old ELF tax, which isjust what it is supposed to do.

As a consequence of the fact that field costs are higher than DOR predicted last year, this
Administration criticizes PPT for failing to generate all the tax revenues that the fiscal note for
HB 3001 predicted. It has even been suggested that Alaskans were somehow promised that PPT
would generate $800 million more this year than ir now being projected, and that it is therefore
necessary to raise the tax rate in order to make good on that promise.

That whole line of reasoning is flawed. First of all, DOR is complaining that they can’t
forecast PPT accurately because it has so many variables that affect the results. However, if they
can’t forecast it accurately, then why should so much reliance be placed on its current forecast
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that shows the prior forecast was off by $800 million? If the first forecast was poor, what has
changed to make this latest one so good?

As lexplained just a while ago, the purpose of PPT was more than just the tax revenues it
would generate. It was to create incentives lor attracting the massive new investments that will
be needed in order to meet the threat posed by declining production. The system of tax credits
under PPT provides significant incentives for investing in capital assets to explore for, develop,
and produce more oil and gas.

m  Current capital expenditures generate a 20% tax credit in addition to being immediately
deductible as lease expenditures. For the kinds of economic analysis that reflect the time-
value of money, these front-end benefits have the greatest possible positive effects on the

results of the analysis.

m  The incentive to invest sooner rather than later is materially increased by the fact that the
“transitional investment expenditure” or “TIE” credit for pre-PPT capital investments can
only be taken to the extent those prior expenditures are matched two for one by new
capital expenditures, and taxpayers have only until the end of 2013 to use up their “TIE”
credits.4

m  The 20% tax credit for a carried-forward annual loss particularly benefits explorers and
those who are bringing new fields into production for the first time in Alaska and don’t
have production yet that they can deduct their costs against.

e The “section 024(c) credit” of up to $12 million a year for producers with less than
100,000 barrels a day of production is an incentive for independents and other smaller
players to come to Alaska for oil and gas.

m  The $6 million annual credit under AS 43.55.024(c) is an incentive for exploration and
development in the areas of Alaska outside the North Slope and Cook Inlet basin.

Hava these incentives under PPT worked? The preliminary results so far say yes. DOR’s
August 3rdreport on PPT states that capital investments for FY 2008 are 80% greater than
previously estimated, despite the fact that operating expenditures are up by 101% over the prior
projections.5 Of course, it will take time before companies can fully respond to these incentives,
and it will take even more time to tell whether the new investments to increase oil production
succeed in actually getting more production. But so far things appear to be moving in the right
direction.

There is the question of whether the inability of explorers and almost-producers to sell
their credit certificates near face value has been a material problem. As the Executive Director
of AOGA, 1can assure you there is no one among AOGA’s membership who thinks any
problem in selling the certificates has been serious enough to justify amending the PPT.

Now, moving on to SB 2001, how well does it stack up under the standard of being fit for
purpose? Certainly, it would generate even more tax revenue than the PPT will, at least in the
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short term. But it is premised on the totally mistaken notion that increasing what the government
takes from the economic “pie” will encourage greater investment, or at least not decrease it from
what it would be anyway. No one has ever taxed economic growth and development into
existence. SB 2001 will not do so. either.

The second standard for evaluating SB 2001 versus PPT is that the administration and
enforcement of the tax must be as efficient as possible, consistent with ensuring compliance by
taxpayers. Here, the two chief objections to PPT have been, first, that it is all but impossible to
forecast the revenues from it with the accuracy needed for state budget purposes, and second,
that the audit challenges of PPT leave DOR’s auditors hopelessly outgunned.6 So the questions
that need to be answered are, how much merit do these criticisms have, and how would SB 2001
address these concerns?

Regarding forecasts for PPT, DOR cites two major concerns about the forecasts. One is
that, “[w]hile costs would be expected to increase, the dramatic difference between what was
predicted [in the prior Administration’s fiscal note for HB 3001] and what has actually been
experienced brings into question whether the legislature made its decisions based upon
appropriate information.”7 The other is that DOR needs cost information about current and
planned spending from the operators, producers and explorers, and this allegedly has not been
forthcoming from them.

Lrt us considei this “dramatic difference"” between the projected expenditures behind the
fiscal note last year, and what those expenditures have actually been. When the DOR staff in the
prior Administration sought information about expenditures, they chose not to rely on the
representations about 2006 costs that individual companies gave the Legislature in public
testimony at that time.8 Instead, they looked at what they believed to be more reliable
information contained in the most recent partnership tax returns that had been filed with the IRS
for fields on the North Slope.

Federal partnership returns are not due to be filed with the IRS until October of the
following year, so even as late as August 2006 when the Legislature passed HB 3001, the most
recent returns available were those for 2004. Here is a chart showing the Producer Price Index
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Oil and Gat Field Machinery and Equipment PPI
Source: U.S. Department of Labor

for oil and gas field machinery and equipment during the last decade. The highlighted bar in the
graph marks 2004, and you can see right away why a fiscal note based on the most recently filed
federal tax returns, for 2004. would he way off the mark in predicting what the field costs would

be m 2006 and ’07.

There was nothing sinister about what that Administration did. The companies said the
2006 costs were high, but the latest tax returns at that time indicated the costs were significantly
less, with a fairly lengthy track record of gradual increases. DOR went with the reported
information on the tax returns. 1suspect the DOR staff in the present Administration would do
the same in those circumstances. In any event, this is not a reason for casting PPT aside.

The other criticism that DOR makes of PPT is that producers and other taxpayers are not
providing DOR with the information it needs in order to be able to forecast PPT revenues with
sufficient accuracy. Obviously, AOGA is not privy to what these taxpayers are reporting to
DOR as they make their monthly installment payments and their annual true-up payment on
March 31st.

DOR’s second chief objection to the administrability and enforceability of PPT is that the
audit challenges of PPT leave its auditors hopelessly outgunned. It is not for us to comment
about the proposal to put auditors in the “exempt” service.

But there is a dimension to PPT audits, however, that we can and should address. This
has to do with what the source or starting point for determining how much a producer’s
deductible lease expenditures are. The PFT statutes currently allow DOR a choice between
starting from the joint-interest billings and invoices that operators bill to the other participants in
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an oil and gas field or venture,9 or starting from a comprehensive set of accounting rules and
principles that DOR writes up.10 Which choice DOR chooses will determine nothing less than
the very success or failure of PPT as a tax — and for SB 2001 as well, if it is enacted. It is like
having a tax based on your federal taxable income, and choosing between your federal tax return
(as audited by IRS) as the stalling point, or starling with the Internal Revenue Code and leaving
it up to you and DOR’s auditors alike to find what the right answer is under the Code. It is like
having a tax based on your financial book income, and choosing between your audited financial
statements filed with the SEC as the starting point, or starting with Generally Accepted
Accounting Principles and leaving it up to you and DOR’s auditors alike to find what the right
answer is under GAAP.

From the taxpayer’s perspective, this means a near certainty of continual assessments
year after year for additional tax, interest, and perhaps penalties, and depending on how litigious
a company may feel, it may mean a long series of lawsuits and appeals as well.

From the State’s perspective, these same troubles for the taxpayer will mean that the
incentives for investment under PPT, or SB 2001, will be seriously eroded. The greater the
uncertainty about how much tax a company owes, the greater the likelihood that the incentives
will turn out be less than their face value. A taxpayer’s only recourse in this situation will be to
discount the face-value of those incentives significantly, perhaps completely, in running the
economic analysis about making an investment or not. As a consequence, the effectiveness of
those incentives will be less than it should be, and Alaska will fail to realize the full amount ol
new production that it needs to meet the challenge of decline.

The other choice that DOR could make is to start with what an operator bills to the other
participants in an oil and gas operation. Note that | said “start" with those billings — not “end.”
Anything in those billings that is nondeductible under AS 43.55.165(e) would have to be backed
out. The central concept of lease expenditures in AS 43.55. ®65(a) is that they must be "direct”
and “ordinary and necessary” costs of exploration, development, or production. It would be
most surprising if there are anything in those billings that goes outside this standard.

How can Alaska be sure of thls? Because the participants in an oil and gas operation do
not give the operator a license to waste their money. | have heard a great deal of concern
expressed during these hearings about how the companies might somehow try to “game the
system” in order to reduce the tax they will pay the State. While so many are so worried about
efforts by the companies not to overpay the State, why would most of these same people think
the companies are somehow more willing to overpay the operator than the State? Clearly they
don’t want to overpay either one. If anything, since the operator usually is a direct competitor,
they probably don’t want to overpay it even more than they don’t want to overpay die State. In
other words, if an operator is exploring a geologic prospect, the non-operating participants don’t
want to pay any costs that are not for the exploration of that prospect. Similarly, if the operator
is operating a producing field, they don’t want to pay any costs that aren’t for the operation of
that field. It is reasonable to rely, in the first instance, on the non-operators’ self-interests to
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police and limit what the operator can spend their money on, and they will do that policing by
auditing the operator’s invoices to them.

In the context of PPT DOR should “audit the audits” to verify that the non-operators do
indeed audit an operators invoices on a regular basis, and that those audits are rigorous and at
arm’s length. But once these things have been confirmed by DOR in its verification of the non-
operators’ audits, there is little point for DOR to spend the time and effort to re-plow the field
that the companies’ audits have already plowed.

Daniel Johnston, a consultant hired during last year’s debate on PPT, gave an informal
presentation to members of the Legislature on Friday, Oct. 19, 2007. During that meeting, he
praised the expertise ofjoint interest auditors and the ability for the state to utilize unit
accounting. He went onto say that it would be “extremely insightful for the state to get unit
accounting”. Mr. Johnston observed that state auditors can be “vicious”, but that joint interest
auditors are “even more vicious”.

Ofcourse, for operations where there is only one participant or where there are no audits
of the operator’s invoices, this approach will be inapplicable. But there are still things DOR
could do to build off the billing systems where there are such audits and extend them to these
other fields. However, DOR has not yet adopted the “Phase IlI” regulations to implement and
appl> it" existing statutory authority to authorize or require taxpayers to follow this approach.

A very dismaying thing about SB 2001 is that Section 64 would repeal DOR’s explicit
statutory authority under AS 43.55.165(c) and (d) to require or authorize the use of operators’
joint-interest billings as the starting point for computing the amount of a producer’s deductible
lease expenditures for that unit or field, while Section 71(b) would make that repeal retroactive

to April 1, 2006.

We believe that this repeal will mean DOR cannot authorize or require a producer to start
with an operator’sjoint-interest billings, even when DOR wants to allow or require their use.
Since these repeals are in the proposed legislation that has been introduced, we expect that DOR,
in response to us, will testify that somehow they will still be able to require or authorize the use
operator billings even if these present statutory provisions are repealed. However, if you enact a
law specifically saying DOR may do something and later on you repeal that law, doesn’t that
repeal mean DOR can’tdo it anymore? We think so. Buteven if you are persuaded by DOR
that we’re wrong on this point, why should you repeal those statutes and take the chance that the

courts won’t agree? mnid prohahly n»ppnl VS 43-55.165(d) and keep subsectiorUcimihe.
hnnKt "it* L., fw 'me-- d*1 dfrii vnm repetitive of that in (¢V
repealing rham-tnrif h ECEE. ...

The reason I’ve spent so much time about the use of joint-interest billings as the starting
point for determining a producer’s lease expenditures is this: Consider the situation that a non-
operating participant faces. All the information it has about what’s being spent for the operation
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is what it gets from its billings from the operator, plus whatever it may ieam by auditing those
invoices. But if such a non-operator cannot start from those invoices, how can it figure out what
to report as the lease expenditures for that operation? All the books and records of the
expenditures are with the operator, and if the non-operator hasr’t yet audited the operator, it will
have no idea what those books and records show. It is infeasit le for a non-operator to be
auditing the operator month ™ month, yet the non-opt.ator will somehow have to be reporting
and paying installments mot h by month throughout the year. Ev n by the March 31 true-up the
following year, it is unlikely that any audit of the operator’s bool and records will have been
begun by that date, much less completed. The penalty for mis-estimating the installment
payments is principally in the difference between the rate of interest on overpaid installments and
underpaid ones. But the March 31 true-up is very serous business. Interest at an APR not less
than 11% compounded quarterly begins to accrue, and penalties of up to 30% for negligence and
failure-to-payl can be assessed, on the amount of any underpayment continuing after that true-
up date. Ifanon-operator cannot rely on its billings from the operator as the starting point for
these purposes, what is it supposed to use?12

If, as we fear, the repeals of AS 43.55.165(c) and (d) under the proposed bill will indeed
take away DOR’s discretion to allow or require the use of operators’joint-interest billings, then
SB 2001 will completely fail the third standard by which a tax is measured — that it must be
possible for a taxpayer to get the tax right when it is due, when the taxpayer wants to do so. This
will be impossible for non-operators under the proposed legislation. Even PPT will fail if the
“Phase 11“ regulations do not reasonably implement DOR's present authority under AS
43.55.165(c) and (d) regarding the use of operator billings.

Before I close, there are a few- confusing things in the SB 2001 | would like to address.

The first of these is Section 1, declaring that subsection (b) in the new production-tax
statute of limitations being enacted is intended to “confirm by clarification the long-standing
interpretation of AS 43.05.260 by the Department of Revenue relating to limitation of
assessments for the production tax on oil and gas and conservation surcharges on oil.” Does
anyone here know why this is in the bill? AS 43.05.260 is the existing statute of limitations for
auditing all state taxes under AS 43, and what is it about this present limitations statute that is
being “confirm[ed)” by the new AS 43.55.075(b)?

If you read this new section 075(b) — which begins on page 35 line 30 and runs through
line 15 on page 36 of the bill — you see there are two parts to the subsection. One part is the
first two sentences, which address the effects for tax purposes ofjudicial or administrative
decisions that retroactively change parameters for calculating the tax The other part is the last
sentence, including paragraphs (1) and (2), and requires producers to report such decisions to
DOR within 60 days and to file amended returns within 120 days.

The curious thing is that the existing statute of limitations (AS 43.05.260) — the
interpretation of which is to be "confirmed” — has nothing in it pertaining to either of these
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subjects. Here is the text of AS 43.05.260 and you can see this for yourselves. Subsection (a)

Sec. 43.05.260. Limitation on assessment (a) Except as provided in (c) of this section
and AS 43.20.200 (b), the amount of a tax imposed by this title must be assessed within
three years after the return was tiled, whether or not a return was filed on or alter the
date prescribed by law. If the tax is not assessed before the expiration of the three-year
period, proceedings may not be instituted in court for the collection of the tax.

(b) For purposes of this section, a return filed before the last day prescribed by law
or regulation is considered as filed on the last day.

(c) The following exceptions apph to the limitation period in (a) of this section:

(1) in the case of a false or traudulent return with the intent to evade tax, the
lax may be assessed, or a proceeding in court for collection of the tax may be begun
without assessment, at any time;

(2) in the case of a failure to file a return, the tax may he assessed, or a
proceeding in court for the collection of the tax may he begun without assessment, at
any time;

(3) if. before the expiration of the time prescribed in this section for the
assessment of a tax imposed by this title, both the department and the taxpayer have
consented in writing to the assessment after the expiration of the time, the tax may be
assessed at any time before the expiration of the period agreed upon; however, the
period agreed upon may be extended by a subsequent agreement in writing made before
the expiration of the period previously agreed upon.

sets ihree years as ilie period for DOR to audit and assess any additional tax that may be due, and
it bars suits to collect any additional tax if that tax is not assessed within the three-year period.
Subsection (b) says that, if a taxpayer files its tax return early before it is due, the three-year
period starts running from the due date instead of the actual filing date. Subsection (c) creates
three exceptions to the rule under subsection (a), which appear as paragraphs (1) - (3) of
subsection (c): namely, for false or fraudulent returns to evade tax, for a failure to file any return
at all, and for extensions of the three-year period that are mutually agreed upon in writing by
DOR and the taxpayer.

Which of these provisions has anything to do with tax effects of retroactive decisions?
Which has anything to do with having to report such decisions to DOR and filing amended tax
returns? It is not immediately clear to us what either of these topics in the new statute of
limitations has to do with interpreting any of the provisions in existing statute of limitations I’ve
just reviewed with you. So what’s going on with Bill Section 1?
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We believe Section 1is a stealthy attempt to legislate an outcome to matters that are
already being litigated in the due course of administrative and judicial proceedings. In 1999
DOR amended one of its production tax regulations, 15 AAC 55.200. so that it reads remarkably
like AS 43.55.075(b) being enacted in this bill. Here you have the regulation and the proposed

15 AAC 55.200. Retroactive adjustments. If <b> A decision of a regulatorv agencv. court, or
retroactive adjustments in costs of other bodv with authoritv to resolve disputes
transportation, sales price, prevailing value, or that results in a retroactive change to a lease
consideration for uualitv differentials relating expenditure, to an adjustment to a lease
to the commingling of oils or of oil and NGLs expenditure, to costs of transportation, to sales
result from decisions of regulatorv agencies, price, to prevailing value, or to consideration of
courts, or anv other preemptive authoiitv. those aualitv differentials relating to the
adjustments have a corresponding effect, either commingling of oils has a corresponding effect,
an increase or decrease as applicable, on the either an increase oi decrease, as applicable, on
gross value at point of production as the production tax value of oil or gas or the
determined under this chapter, and tfj? producer amount or availabilitv of a tax credit as
shall, on or before the third monthly payment determined under this chapter. For purposes of
due date specified in AS 43.55.020(a) after any this section, a change to a lease expenditure
adjustment, file amended returns covering the includes a change in (he categorization of a
entire period of an adjustment unless the lease expenditure as a qualified capital
producer has obtained a stav on that filing or expenditure or as lot a qualified capital
pavment. regardless of the oendencv of appeals expenditure. The protucer shall (1) within 60
of iliom’ decisions. lemphaM" added! days atiei the change, notify the dcpartmeiu in

writing; and (2) within 120 alter the change,
file amended returns covering all periods
affected bv the Change, unless the department
agrees otherwise or a stav is in place that
affects the filing or pavment. regardless of the
oendencv of appeals of the decision, (emphasis
added]

new AS 43.55.075(b) side by side, with identical or parallel language in them being underlined.
As you can see, the regulation deals with "decisions of regulatory agencies, courts, or any other
preemptive authority™ while the proposed new statute addresses any “decision of a regulatory
agency, court, or other body with authority to resolve disputes[.]” The regulation deals with
“retroactive adjustments in costs of transportation, sales price, prevailing value, or consideration
for quality differentials relating to the commingling of oils or of oil and NGLs” while the
proposed sta:ute addresses “a retroactive change” to the very same things,11 plus any change to
"a lease expenditure[.]” Both state that retroactive changes in the parameters for calculating the
taxable value h; ve "a corresponding effect, either an increase or decreased 141as applicable on”

that taxable value.

Now, the “interpretation” that comes into play here has to do with the question of when
interest begins accruing on a tax increase or decrease that results from one of these retroactive
decisions — does it begin to accrue as of the date of that decision? Or does it begin to accrue all
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the way back to the original payment due date? When DOR adopted the amendment to the
regulation in 1999, the director of the Tax Division at that time told AOGA members that DOR
was interpreting that amendment to mean interest would start to accrue as of the original pay-
ment due date for the tax, not as of the date of the retroactive decision.

We believe it is this “interpretation” of its own regulation, which is in the process of
being appealed in due course, that the Administration intends to have “confirm[edJ” under
Section 1of SB 2001 as the proper interpretation of the pre-PPT statute of limitations. The
question for you is, do you really want to confirm this?

Confirming it would set a destabilizing precedent, because it will mean that the laws can
effectively be rewritten to deal with subjects that they did not originally deal with, and this can
be done clandestinely by “confirming” some purported “interpretation” of it. For one thing, it
would be an attempt by the Executive and Legislative branches to determine the outcome of
matters that are already before or headed to the Judicial Branch in due course. Can the
Legislature intervene in Judicial matters under the Separation of Powers Doctrine, and even if it
can, should it attempt to do so here? Second, what does it say to potential investors in this state
about our sense ofjustice, Due Process, and fair play?

Now, if the Administration appears before you or any other committee of this Legislature
and disavows any and all intention to do such a thing, 1w-ould encourage you to ask them to
clearly explain what they did intend to achieve with Section 1, so that it will be part of the
legislative history of this bill. Then, if it becomes law, the legislative history will be there to
establish that the “interpretation” which we fear is not the Legislature’s intent, nor the
Administration’s.

A second confusing thing in SB 2001 relates to the new statute of limitations being
proposed for production tax only. Why does the limitations period need be six years instead of
three, when the three-year period can be extended and re-extended any number of times as
appropriate? If the state auditors are anything like me and everyone | know, their work will
expand to fill the time allowed — giving them six years to get their audits done will mean they’ll
take six years to audit even when they could otherwise be done more quickly. Unfortunately, the
longer the audit runs, the greater the amount of interest there will be that accrues on any under-
payment claimed in the audit. After three years, interest represents 38 for each dollar of
additional tax claimed, assuming interest is not above its 11% APR floor rate. But after six years
the accrued interest is 92tf for each dollar of additional tax. By raising the stakes so substantially
for each audit claim that is raised, the longer limitations period will make it easier to justify
litigating claims.

The purpose of a statute of limitations is to bar claims when they start to become so old
that the records, documents, and recollections of witnesses may well be lost or not readily
available by the time those claims are finally raised. The present statute of limitations has
worked for all the other taxes under Title 43, including the present worldwide corporate income
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tax for oil and gas taxpayers, the domestic or “water’s edge” income tax for other corporations,
even the former separate-accounting income tax. It is worth noting that separate-accounting
involved not only determining net income from all of a taxpayer’s interests in oil and gas fields
and prospects, but also its income from interests in oil or gas pipelines as well 15 While PPT and
SB 2001 are not simple taxes, separate-accounting was probably even more challenging to
administer and audit. If Alaska didn’t need a longer statute of limitations for separate-
accoun'ing, we don’t see why one is needed now.

In conclusion, SB 2001 fails two of the three standards for evaluating a tax, while PPT
passes two of them and would pass the third one as well if DOR adopts the appropriate
regulations. SB 2001 in the short term will generate more tax revenue for the State than PPT;
however, it will achieve this at the cost of reducing the incentives for new investments, and
worsening the overall tax climate for making them here. SB 2001 fails the test of being
administrable as efficiently as possible, consistent with ensuring taxpayer compliance. This
failure will primarily be due to repealing DOR’s existing statutory discretion to allow, as
appropriate, joint-interest partners do the auditing of the operator’s billings to them. Instead
DOR auditors could have to re-invent the wheel for themselves in each audit. SB 2001 also fails
the test that a taxpaye- who wants to pay the correct amount of tax when it comes due must be
able to do so. This will be impossible for every company that owns an interest in a lease or
property that it does not operate. This in turn will effectively destroy the value of the remaining
tax incentives under this hill that potential imeslors will perceive. If dies cannot tell what they
owe, they surely cannot put a reliable figure to the value ol the incentives under the lax.

All of this brings us back to the fundamental issue facing Alaska today...the decline of
Alaska production. Today Alaska’s production has fallen from its peak of 2.1 million barrels a
day down to the 700,000 range. This means that the trans Alaska pipeline is 2/3 empty. | would
remind you of my chart earlier that showed the purely mathematical results about how long we
have before hitting the 300,000 barrel-a-day TAPS mechanical threshold, depending on what rate
of decline you assume will turn out to come true.

And it’s important to remember that today’s 6% decline rate would be on the order of 15-
16% were it not for the substantial investments which continue to be made by operators in
existing fields. Further, Alaska is fortunate to have on the nearby horizon Pioneer’s Oooguruk
project, scheduled to go into production in 2008.

The importance of future investment is further emphasized when one looks at the
Department of Revenue's forecast of future production levels. In three short years, DOR
projects that production will come from projects requiring significant new investment. Draw that
timeline out to 2017— ten years from now—and you discover lhai hull ol Alaska’s production
will come from new production— production which will only come from investments yet to be

made.
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The most important policy question is whether SB 2001 provides a framework for
encouraging this additional new investment. AOGA’s 17 member companies unanimously agree
that PPT does accomplish that goal, and as such, should not be changed at this time.
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ENDNOTES

1 When production declines at XI&Ku year, this means the production rate after one year (/’,) is (I  X',i >0f the
initial production rale (P0), or P, = F0* (1 - X%). After the second year the production rate (/*2) is (1 - X%) of the
rate after one year of production, or P2 = P\ x (1 - X%) = |Po* (I - X%)\ x (I - X%), which can be simplified as
P2 = POx (1 - X%f. After 10 years of decline, the rate PI0is Pox (1 - X%)'°. North Slope production was 1.404
million barrels a day in FY 1997 and 740 thousand barrels a day in FY 2007, while Cook Inlet produced 37 thou-
sand barrels a day in "97 and 16 thousand barrels a day in '07. See DOR, Revenue Sources Book Spring ,pp.
97-98. So for North Slope production,

1,404,000x (I -X%)'> = 740,000.
Dividing both sides of this equation by 1,404,000 gives:
(I -X% )10 = 740,000/1,404.000 = 0.5271.

One can solve for (1 - X%) by taking the 10th root of both sides of this latter equation:

i(\-x% r = >yo0.527i,o0r
(1- X%) = 0.9380.

In other words, on average the production rate each year was 93.80% of the rate for the prior year, which means the
rate of decline averaged 6.20% a year. The same calculation for Cook Inlet, using 37,000 and 16,000 barrels a day
instead of 1.404.000 and 740,000 respectively, yields an averae  nnua! decline rate of 8.0 percent

2 Here is the math: From the analysis in Endnote i above, wc know that for a given decline rate R, the volume of
production after N years of decline is P x (1 - R)N So for each decline rate in the table, you use that as the value of
R in the formula, and then you solve for X as the value of N that gives 300,000 barrels a day as the rate. The
equation for this is:

740,000 x (I- R)x = 300,000.
When you take the logarithm of both sides of this equation, you get the following equation:
log(740.000x(l -/?)*] = 1og(300,000).

The reason for using logarithms is that they have the property that the logarithm of two numbers being multiplied
together equals the sum of the logarithms for each of them, while the logarithm of a number raised to an exponent X
equal:, X times the logarithm of that number. Using this gives the following restatement of the prior equation:

log[740,000) + Yxlog[(1- /?)) = log[300,000J.
Subtracting log[740,000] from both sides of the last equation yields the following:

X x log((1- R)] = log(300,0001 - log[740,000J. [continued on next page)
Now you can solve for X by dividing both sides of the last equation by log[( | - /?)], which yields:

logl3(X),(MH)j-log|74Q.000]
log[(1-/?)]

By plugging the decline rate of your choice into this last equation as the value of R, the value of X can be calculated
by simple arithmetic. This straightforward calculation has been done for each of the decline rates shown in the
graph.
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3 DOR Press Release, "New Production Tax Nets Increased Revenues For Alaska” (April 3,2007).

4 1or producers who begin producing in Alaska on or alter April 1, 2006, the) have six years from the year of that
first production in which to use up their "TIE” credits. The rule still applies during those six years that it takes $2 of
new capital investment in order to get a credit for $1 of the “TIE” investment ffom the years before their production

begins.
See DOR, Petroleum Profits/sic/ Tax (PPT) Implementation Status Report (August 3, 2007), p. 3.

6 See DOR, Petroleum Profits/sic] Tax (PPT) Implementation Status Report (August 3, 2007): "The Department
has been severely hampered in its ability to provide the administration and the legislature with accurate revenue
forecasts Id., p. 4. “The complexity of auditing production tax has increased several fold under the PPT, and
the PPT increased the number of determinations an auditor must make.” Id., p. J.

7 Id.,p. 5.

8 See. eg., Alaska State Legislature, House Finance Committee, Minutes (March 29, 2006), p. IS:

Representative Holm ... asked about the rate of return at $60 per barrel. Mr. |Angus] Walker
[Commercial Vice President of BP Exploration (Alaska) Inc.] said BP is excited about current prices.
BP does not make a profit until oil is above $22.50 a barrel.

Ai a S22.5t) Mest Coast price, BI’ s implicit upstream field expenditures weie about $11.95 a barrel, as opposed to
the $7.27 per barrel in the fiscal note for HB 3001.

$22.50 ANS price on West Coast
1.76 Marine transportation to West Coast
4.38 TAPS
0.67 North Slope pipelines, quality bank, etc.
$15.69 Average North Slope wellhead value
1.96 State royalty (1/8)
$13.73 Taxable value
1.09 Production lax (15% base rate x ELF 0f 0.529)
0.69 Property tax (S/bbl average)
$11.95 Implicit expenditures/bbl.

SOURCE: DOR, Revenue Sources Book Fall m,p. 33 Fig. 4-6 (average ANS ELF); p. 39 Fig. 4-9 (marine,
TAPS, and Slope pipelines/quality bank); p. 40 Fig 4-11 (ANS production); p. 42 Fig. 4-12 (property tax; $60

million for tax on TAPS is deducted ffom total for North Slope Borough, Fairbanks, Valdez and Unorganized

Borough). All data are for FY 2006.

The authority for DOR to take tins approach is in AS 43.55.165(c) and (d) Subsection (c) stales in pertinent
part: “it (he deparUiient finds that the pertinent provisions of a unit operating agreement or similar operating agree-
ment are substantially consistent with the department's ... standards under (a) of this section concerning whether
costs are lease expenditures, the department may authorize or require a producer... to treat as ... lease expenditures
... the costs, other than items listed in (e) of this section, that are incurred by the operator ... and ... billable to the
producer by the operator in accordance with the terms of the [operating] agreement[.]” Subsection (d) has very
similar language.
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10 The authority for DOR to take this approach is in AS 43.55.165(a), which states in pertinent part: “In determin-
ing whether costs are lease expenditures, the department shall consider, among other factors. (1) the typical industry
practices and standards in the state that determine the costs, other than items listed in (c) of this section, that an
operator is allowed to bill a working interest owner that is not the operator, under unit operating agreements or
similar operating agreements ... and (2) the standards adopted by the Department of Natural Resources that deter-
mine the costs, other than items listed in (e) of this section, that a lessee is allowed to deduct from revenue in calcu-
lating net profits under [net profit share] lease].]”

1 The penalty for an underpayment due to negligence is 5% of the amount of the underpayment. AS 43.05.220(b).
The failure-to-pay penalty for an underpayment is 5% of the underpayment for each month or partial month that the
underpayment continues after payment was due, up to a maximum of 25 percent. AS 43.05.220(a). By regulation,
DOR has adopted the policy that the imposition of a negligence penalty automatically triggers the imposition of a
failure-to-pay penalty as well. 15 AAC 05.210(g).

12 It follows that, if a non-operator can rely on the operator's joint-interest billings as the starting point for the non-
operator’s own lease expenditures for that operation, then the operator should similarly be able to use its proportion-
ate share of the same total billable costs as the starting point for its lease expenditures for that operation. There is no
reason to discriminate between them.

13 The regulation addresses “quality differentials relating to the commingling of oils or of oil and NGLs" (emphasis
added) while the proposed statute lacks the emphasized phrase. The PPT legislation last year changed the
definitions of "o0il” and "gas" si' that "oil" includes “NGLs” and consequently emphasized language in the
regulation is encompassed now by the phrase “commingling of oils” in the proposed statute.

14 The regulation lacks the comma that appears here in the proposed statute.

15 See former AS 43.21.020 (production income) and 43.21.030 (pipeline income).
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Thank you, Chairman Huggins. My name is Paul Laird. I'm general manager and

testif ,mq, on behalf of the"Alaska ,Supgort,ln(?ust{y Alliance, atrade
organization representing companies and individuals that provide goods and
services to Alaska'soil, gas and mining industries.

Our members rarg]ge from small local contractors and vendors to the, largest
Alaska Native and Alaska*based corporations to the Alaska subsidiaries of
multinational service companies. Our members don't make the multibillion-
dollar investments in. oil and gas development that fuel Alaska's economy... our
400 member companies and their 35,000-plus Alaska employees make thase
Investments work.

In turn, those investments put our members and their employees to work.

As companies and workers whose livelihoods depend on oil and gias investment,
we're eePIy concerned about constant changes in fiscal policy that put some
investments at risk.

As Alaskans whose economic future depends on the level of oil and gas
production in our state, we're deeply concerned about the impact 0f an even
steeper rate of production decline on our families” and our own ability to build
long-term futures here.

Chairman Huggins, members of the Senate Resources Committee, | will be brief
in m){ remarks 1o g_ou today. We don't know if a 225%tax rate with the current
escalator and_credits strikes the right balance between ensuring the state its
fair share of OIL revenues and encouraging long-term investment and
production. We don't know if 25%is thé right rate... or 20... or 15.

None of us does... not the Alliance, not the legislature, not the administration
and not even the producers. Regulations for tie Petroleum Production Tax
system just 14 months ago haven't been finalized, and the first returns haven't

heen audited.

ALAKASPRCRT INDUBTRY ALLIANE

360 W. Benson Blvd., Suite 200 » Anchorage, Alaska 99503 ¢ Phone: (907) 563-2226 « Fax: (907) 561-8870 « www.alaskaalliance.com
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It's difficult for us to understand why we're back here so soon to fix a system
that hasn't even had time to work, et alone for there to be compellln%
evidence that it's broken. That case simply hasn't been made; you've been
presented with a plethora of projections and a paucity of proof;

We do know that the PPT has already generated an additional $1 billion in state
revenues.

We do know that the increase heing proposed would be the third major
severance tax increase on the industry in the past three years.

We do know that every dollar in additional taxes is a dollar that won't be
invested in sustaining production, in creatm(%, business opportunities for Alaska
%:grm/ﬁggﬁsn S||ke Alliarice members, in generaling good-paying private sector jobs

We do know that throughput in Trans-Alaska Pipeline has already declined by
two-thirds, and despite’multibillion-dollar investments by the industry, it

continues to decline by B%a year.

\We do know that without those investments, TAPS will reach its economic
threshhold in the next 15 or 20 years instead of the the next 50 or 60.

We do know that our 400 members and many of their 35,000 Alaska employees
want to be here long after the legislature’sand the administration’s _
consultants on this iSsue are gone'... as long as there are still enough economic
opportunities to keep them here. Thev'tl be the ones to bear the consequences
i higher tax?s and higher costs really do result in less investment... a novel

ecoriomic concept, to"be sure.

\We do know that while the extent to which yet another tax increase will
discourage investment is debatable, the fact that it will do absolutely nothing
to encourage new oil production and construction of a gas project is not.

Isn't that what this discussion should be about, Mr. Chairman and members of
this committee: how we can work together to promote investments... how we
can ensure our “fair share” of long-térm jobs and business opportunities for
Alaskans, rather than how much more money we can extract from the private
sector without further risking our long-term ‘future... just so state government
can have more money to spend in the"short term?
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What's the plan when this $700-900 million a year tax increase isn't enough to
sustain state spending?

In %/our, wisdom, when you adopted the new PPT in 2006 after six months of

extensive deliberations, a giresswe debate and countless votes, you included
rovisions requiring a complete review of the system five years fater - in 2011,
ou understood thén that it would take several’years to réasonably determine

how and if it’swaorking.

Sofar, there's been no compelling evidence tq the contrary. It will still take
several years to responsibly make'that determination.

Do what you need to do in the short term to make the PPT work - hire more
auditors, pay them more, take steps to ensure the timely flow of accurate data
from the producers to the state, authorize the state to buy back credits.

But on behalf of the Alliance’s400 member organizations and their 35,000-plus
Alaska employees, all Alaska businesses and workers and Alaska’s economic
future, we ur?e you to reject premature, fundamental changes to the PPT that
will increase taxes, increase costs and %eopardlze the econamics of critical
long-term Investments and put production, Alaska jobs and business

opportunities at risk.
Thank you.
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23 October 2007
To Members of the Senate Resources Committee:-

My name is Maynard V. Tapp, | am an Alaskan resident since 1990. | founded my company Hawk Construction
Consultants, Inc. now Hawk Consultants, LLC in 1985 as an Alaskan corporation.

I strongly believe any new approach to raise taxes should be viewed as a “RESOURCE DEVELOPMENTeffort. The
state will raise more tax revenues if we raise production.

If you ask any of the tax experts that will testify before your committee, none will say that increasing the tax will
increase exploration and production.

The most reliable source of long-term revenue is to increase production. As | understand the state gets 75% of the
12.5% royalty (9.375%). The "fair share” to the Alaskans is the remaining (3.125%) paid into the Permanent Fund |
believe you can build a long term future for my company's employees based on the increase in production.

Hawk employs over 60 Alaskans. Much o:;their work is related to the reconfiguration of the Trans Alaska Pipeline, and
the refurbishment and maintenance of the existing pipelines and facilities in Greater Prudhoe Bay.

Our company, its employees and the State of Alaska will greatly benefit from new production. We hope to be involved
in all phases of the continuing projects.

From my point of view an increase of 2.5% in tax rates increases the size of government by $25.0Million. One Senator
made the point to me that “there is no guarantee that if the rate was reduced by 1% that the producers would invest that
1% here in Alaska™. While this may or may not be true, one thing is certain that $25.0Million will not be invested by
the companies if it is taken away by increasing the tax.

What is the State of Alaska doing to increase oil production which then translates into more tax revenue?

Also, if that $25.0Million is invested in new production, that amount is the equivalent of 3 new production wells. Those
new wells at a nominal rate of 2,500bbls per day could gain the state revenue an additional $21 .OMillion per year. (This
would include the current PPT of 22.5% of Net plus 9.375% Royalty at $80/bbl).

My math may not be totally correct but the case remains that the benefits from investment made by the “producers” in
the state of Alaska for oil and gas field development far exceeds the benefits to Alaskans from raising an individual tax

rate.

If the previous administration made a mistake, | believe your committee could rectify that mistake by dropping the tax
rate to “10%/20%. That would make us more competitive at 5 1% which is closer to the Gulfof Mexico’s 45% tax
rate. | want the state of Alaska to be at the TOP of the “producers” list when it comes to selecting investment

opportunities.

Please, | humbly request you reframe this bill as a Resource Development Bill and not a tax generation bill.

When all is said and done, all the experts will go away. They don't live here, their business :s does not depend on the
Alaskan Oil and Gas industry. We live here and the wealth and health of the state of Alaska rest’s in your hands.

I want us to recognize that Alaska is “big oil” and we get our revenues with our partners, the producers. Our fare share
is calculated in the jobs created by employing Alaskans in the development of our common resource.

One other thing, thanks to all you who were here last year when the PPT was agreed. Your months of hard work
resulted in the 22.5/20 agreement. Please don’t try to fix that which is not broken.

Thank-you,

Maynard Tapp

200 West 34* Ave. #809
Anchorage, Alaska 99503
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Thank you, Chairman Huggins= Mly name is Tom Walsh. | am a managing partner
and co-founder of PetroteChnical Resources of Alaska fPRA), an Alaskan oil ana
gas consulting compan empl_oylnP ahout seventy hlPh \ experienced and
espected oil"and gas professionals. Qur clients include major oil companies,

independent oil and gas companies, Alaskan natiye corporations, and state and
federal agencies, and we provide awide array of services to our clients.

| have come to speak to you tonight because | am worried about the future of
PRA's seventy employees and their families, and about the future of the oil and
?as business in Alaska. The Governor's proposed tax increase s a threat tq the
uture of oil and gas development in Alaska. One of the services we offer is
commercial analysis of potential oil and gas exploration and development
opportunities. Across the board, our clients are flndm? that the tax structure
is currently a key factor in marginalizing their prospect economics, and the%
expect the situation to worsen With the"Governor's proposed legislation. These
concerns are belng? voiced by the entire spectrum of E&P companies, and their
concerns are well-tounded.

These companies are doing their homework, looking at detailed project plans
and economics for mgnlflcant Investment in oil and gas proIJects, and what they
are finding is that their projects don’t work under the ever-increasing burden
of rapidly‘escalating development costs and tax increases. \We have recentw
lost two Significant Glients who have left the State, discouraged by the busiriess
climate and disappointed by Bro;e,ct results. This frend will contifue, and will
accelerate if we continye to be driven bw%reed and paranoia, rather than by
rational management of our resources, Whether it is “tax and spend”, or “tax
and save", it 15 still taxation with no clear strategy or purpose, and it is driving
our declining industry to an accelerated economic limit. Timplore you to take
the time to Uevelop a Ion? range fiscal plan for the state to determine what
services state government shollld provide to Alaskans, and how much these
services will cost, before changing the tax structure once again with no clear

Vision or purpose.

PRA produced a report several years ago rec[;arding the impact o{ amajor.gas

sale on the oil production from’the North Slope, and the studly clearly pointed
out that the del%lining liquid hycsrocarbon pro%luctlon wou?d I?%e(fy bezol?ne sub-



economic be ore agas plpelme cquld be built. This Is a disaster scenario for
the State of Alaska, and for the oil and gas industry in Alaska. Obviously, If the
revenue from oll product|on 1S curta||ed prior to_revenue from gas sales
commences we are all %omg to suf er greatly, This iswhere we are headed,
and we should be tryin ﬁemghne for more interest in our resources, rather

than for a greater share of nking pie.

Thank you for your time
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Senator Charlie Huggins
State Capitol
Juneau, AK 00801-1182

Dear Senator buggijhr

The ffiost significant fiscal issue for Alaska Isthe decline in oil production. Finding new oil is the moat
expedient way to replace declining production, it takes significant Investment to accomplish this and
itcomeswdfahi*tooets and Nyiriak. - & s s

After many many hours of hard work, the current PPT was passed by a significant majority of
hardworking, honest, dedicated offiDials who felt that the deal was fair. No one aide achieved exactly
what they wanted, butthat is what negotiation and compromise is all a bout

the ppt rww generated approximately a billion dollars more this past year than ELF and it comas with
a five year reviaw built In. No legislation is perfect, and PPT is no exception to this.

Thestars needs time to asseaa all of the positives end negatives so that they can be addressed in one
package rather then piocc menl special sessions. Inthe long run. this will save the state money, time
and effort All tax legislation needs tweaking, but let it play out for the five years to see where all the
snags arc. Thisyrmrly tux Increase on the industry will just end up costing us credtteM lity with M ure
investment decisions.

Good legislation should not be based on a popularity contest It should be based on sound rational
judgment Please don't let the Governor's popularity at the polls stop you from doing what is best for
the state of Alaska in the long run.

My children and grandchildren's futures am in your hands. Big oil is not the enemy - they have
brought families to the stats that has made our communities grow. They are volunteers Tora myriad
of organizations, as well as employees of the oil companies.

Ytw, Hie Blais should gat a fair share, but we need to move forward NOW to insure that our futures
can be secure. We need to gat PPT resolved so that we can move on with the gas line. The state's
share of that will be zero ifaction la nottaken nowl

Please don't let the public's emotional reaction related to the recent indictments force a premature
change. Your constituents will stand behind you whan you support the state's best interests. Please
act for the state and not the popularity polls!

Regards,

Angellne/Merryf Bfeham



