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Mr. Chairm an and M embers o f the Committee. Thank you for the opportunity to testify 
before you today on Senate Bill 2001.

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

One o f the important functions the Association performs is to provide a forum for 
member com panies 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 o f the 
members is required. W hat this means, o f course, is that when AOGA voices that position, 
regulators and legislators can be assured that that position is the position o f the overwhelming 
majority o f A laska’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 o f the AOGA Members. Let me 
be clear: my testim ony today reflects the full consensus o f  the members o f the AOGA Tax 
Committee, with no dissent.

The focus o f our testim ony today will be on the practical impact o f declining production 
levels on industry operations and the State o f Alaska. And while we are not in a position at this 
early date in this Special Session to provide you with a com plete analysis o f the many 
components o f SB 2001, we will describe for you but a few of the troubling asj ects of this 
legislation. The AOGA Tax Com m ittee is in the midst o f a com prehensive review o f the 
legislation and will be in a position at a future date to characterize ihose concerns.

Here we are in Juneau for the fourth time in the past two years to deliberate whether one 
o f the State’s taxes on oil and gas should be changed, and if so, what it should be changed to.
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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.1 Without those 
investments, decline would have been 15%.

With 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 to Decline from 740 mb/d to 300 mb/d

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 .el me stress that this graph is not a prediction. It merely plots the results of the 
mathematical calculations* of how long it would lake 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 in junior 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^lov/jge rate of decline on the North 
Slope, or at least keepjLixQm getting any worse. These are,(first/ investment in exploration to 
discover new fieldsj^second) investment in existing fields to prevent their decline from 
accelerating; and/fhird)investment in innovation, technology, and new' infrastructure to allow 
development of the vast 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 regimes 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 rivers, 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 to the discovery of new 
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 Lake. And even if the Ninth 
Circuit decides lo lei 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 ii 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 spend ingmdney 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 liine production from il begins. Bui 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.

Investment 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 grin 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 alrcadv been drilled. This accelerates the drainage of oil from the 
rock thai currently lies in between existing wcllsQn-fill drilling lust year contributed some  __
70.000 barrels a day to production from the Prudhoe Bay field. To pui this into perspective, a
70.000 barrel per day field would be the 4lh 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 it’s just you and your spouse 
who are driving 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 
increasing amounts of heavy and viscous oil 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 problems in handling that heavy/viscous oil. 
Regardless of the stimulus or purpose for making them, renewal investments in production 
infrastruclure present a very sim ilar 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 m ust grapple w ith. It already threatens us now , and if  unaddressed, will only get worse. 
M assive new  investm ents for additional oil production  are the on ly  w ay to deal w ith this m enace, 
and there are th ree areas o f  investm ent that can be m ade to  deal w ith  it: exploration, heavy and 
v iscous oil developm ent, and slow ing decline o f  ex is ting fields. The first tw o are o f  greatest 
benefit for the long term , and the o ther one is o f  great Denein for the near term. W e need all 
three kinds o f  investm ent and d o n ’t have the luxury o f  ignoring one  or tw o  o f them . I have 
explained  ou r co llective  situation in such detail so w e can each see for ourselves w hy declining 
production is the great issue o f  the day  for A laska.

T urning  now  to the relative m erits o f  SB 2001 versus PPT, A O G A  subm its thgre are 
several self-ev ident p rincip les o f  taxation that should  be used to test those m erits, .to rs i)a  tax 
m ust be “fit for pu rpose” —  that is, it m ust do  the things it is intended to  do, and it should do 
them  w ell. /g e c o n cfcthe adm in istra tion  and enforcem ent o f  a ta^ jihou ld  be as efficient as 
possible, consisten t w ith ensuring  com pliance by ta x p a y e rs / f h i r d j b r  a  taxpayer w ho w ants to 
calculate and pay the correct am ount o f  tax w hen it com es due, it m ust be possible to do so.

R egarding the first test —  achiev ing  w hat the tax is supposed to  achieve —  m ost new 
taxes have as their p rim ary  o r only purpose the new  revenues that they will bring in for the 
governm ent. In the case o f  PPT , how ever, th ings w ere not so sim ple. In part its purpose 
certain ly  w as revenue-rela ted , because m ost legislators view ed the prior ELF-based production 
tax as outdated and unduly  generous to producers in term s o f the reduction in tax rate that the 
ELF caused. But, as Pedro van M eurs explained  repeated ly  in his testim ony last year and again 
at the beginning o f  this special session, the PPT  w as also  designed  to provide incentives for 
investing in production  and in that w ay  answ ering the threat o f  declin ing  production.

W ith respect to  the revenue side, no one d isputes that P PT  has brought the S tate m ore tax 
revenue since A pril last year than E L F  w ould  have. A ccording to  D O R, the increase w as m ore 
than $800  m illion in the last nine m onths o f  2006,3 and at that rate it w ould  have been over a 
billion dollars in additional p roduction  tax revenue for a full year. D O R also said at the tim e that 
the M arch 31st paym ents w ere about $137 m illion less than the $950 m illion that it had 
estim ated, and in due course  I ’ll com e back to  the questions o f  forecasting  the PPT  and higher- 
than-forecasted  lease expenditures. For now , m y poin t is that P PT  has certain ly  outperform ed 
the o ld E L F tax, w hich  is ju s t w hat it is supposed to  do.

As a consequence o f  the fact that field costs are h igher than D O R predicted  last year, this 
A dm inistration critic izes P PT  for failing to generate all the tax revenues that the fiscal note for 
HB 3001 predicted . It has even  been suggested  that A laskans w ere som ehow  prom ised that PPT
w ould generate $800 m illion m ore this year than is now being projected , and that it is therefore 
necessary to raise the tax rate in o rder to m ake good on that prom ise.

T hat w hole line o f  reason ing  is flaw ed. F irst o f  all, D O R  is com plaining that they can ’t 
forecast PPT  accura te ly  because it has so m any variables that affect the results. H ow ever, if  they 
can ’t forecast it accurately , then w hy  should  so m uch reliance be p laced on its current forecast
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that show s the p rio r forecast w as o f f  by  $800 m illion? If the first forecast was poor, w hat has 
changed to  m ake this latest one  so  good?

As 1 explained just a w hile  ago, the purpose o f  PPT  was m ore than ju st the tax revenues it
would generate. It was to create incentives for a ttrac ting  the m assive new  investm ents that will 
be needed in o rder to  m eet the threat posed by  dec lin ing  production. T he system  o f  tax credits 
under PPT  provides sign ificant incentives fo r investing  in capital assets to explore for, develop, 
and produce m ore oil and gas.

■ C urrent capital expenditu res generate a 20%  tax credit in addition  to being im m ediately  
deductib le as lease expenditu res. For the k inds o f  econom ic analysis that reflect the tim e- 
value o f  m oney, these fron t-end  benefits have the greatest possib le positive effects on the 
results o f  the analysis.

■ The incentive to  invest sooner rather than la te r is m aterially  increased by the fact that the 
“transitional investm ent expend itu re” o r ‘T I E ” credit for p re-P P T  capital investm ents can 
only  be taken to  the ex ten t those prior expenditu res are m atched  tw o fo r one by  new  
capital expenditures, and taxpayers have on ly  until the end o f  2013 to use up their "T IE ” 
cred its.4

■ The 20%  tax credit for a carried-forw ard  annual loss particu larly  benefits explorers and 
those w ho are bringing  new  fields into p roduction  for the first tim e in A laska and d o n ’t
have production yet that they  can deduct their costs against.

■ The “section 024(c) c red it” o f  up to $12 m illion  a year for producers w ith less than
100,000 barrels a day o f  p roduction  is an incentive for independents and o ther sm aller 
players to  com e to  A laska for oil and gas.

■ T he $6 m illion annual cred it under AS 43 .55 .024(c) is an incentive for exploration and 
developm ent in the areas o f  A laska outside the N orth S lope and Cook Inlet basin.

H ave these incentives under P P T  w orked? T he prelim inary  results so far say yes. D O R 's  
A ugust 3rd report on PPT  states that capital investm ents for FY 2008 are 80%  greater than 
previously  estim ated, desp ite  the fact that operating expenditures are up by 101% over the p rio r 
p ro jections.5 O f course, it w ill take tim e before com panies can fu lly  respond to these incentives, 
and it will take even m ore tim e to  tell w hether the new  investm ents to  increase oil production 
succeed in actually  getting  m ore production. But so far th ings appear to  be m oving in the right 
direction.

There is the question o f  w hether the inability  o f  exp lorers and alm ost-producers to  sell 
their credit certificates near face value lias been a m aterial problem . A s the E xecutive D irector 
o f  A O G A , 1 can assure you there is no one am ong A O G A ’s m em bersh ip  w ho th inks any 
problem  in selling  the certifica tes has been serious e nough to  j ustify  am ending the PPT.

N ow , m oving on to  SB  2001 , how  well does it stack up under the standard  o f  being fit for 
purpose? C ertainly, it w ould  generate  even m ore tax revenue than the P P T  w ill, at least in the
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short term . But it is prem ised on the to ta lly  m istaken  notion that increasing w hat the governm ent 
takes from  the econom ic “pie” will encourage  g reater investm ent, o r at least not decrease it from  
w hat it w ould be anyw ay. N o one has ev e r taxed  econom ic grow th and developm ent into
existence. SB 2001 will not do  so, either.

T he second standard  for evaluating  SB  2001 versus PPT  is that the adm inistration and 
enforcem ent o f  the tax m ust be as efficien t as possib le, consistent w ith ensuring  com pliance by 
taxpayers. H ere, the tw o ch ie f ob jections to  P P T  have been, first, that it is all but im possible to 
forecast the revenues from  it w ith the accu racy  needed for state budget purposes, and second, 
that the audit challenges o f  P PT  leave D O R ’s auditors hopelessly  ou tgunned.6 So the questions 
that need to be answ ered  are, how  m uch m erit do these criticism s have, and how  w ould SB 2001 
address these concerns?

R egarding forecasts fo r PPT , D O R  cites tw o m ajor concerns about the forecasts. O ne is 
that, “ [w jh ile  costs w ould be expected  to  increase, the dram atic d ifference betw een w hat was 
predicted  [in the prior A dm in istra tion ’s fiscal note for HB 3001] and w hat has actually  been 
experienced  brings into question w hether the leg isla ture  m ade its decisions based upon 
appropriate  in form ation .”7 The o ther is that D O R needs cost inform ation about current and 
planned spending from  the operators, p roducers and explorers, and this a llegedly  has not been 
forthcom ing from  them .

Let us consider this “dram atic d iffe rence” betw een the projected  expenditures behind the 
fiscal note last year, and w hat those expend itu res have actually  been. W hen the D O R  staff in the 
p rior A dm inistration sought inform ation about expenditures, they chose not to rely on the 
representations about 2006 costs that ind iv idual com panies gave the Legislature in public 
testim ony at that tim e.8 Instead, they looked  at w hat they believed to  be m ore reliable 
inform ation contained  in the m ost recent partnersh ip  tax returns that had been filed w ith the IRS 
for fields on the N orth Slope.

Federal partnersh ip  returns are not due to be filed with the IRS until O ctober o f  the 
fo llow ing year, so even  as late as A ugust 2006  w hen the Legislature passed HB 3001. the m ost 
recent returns available w ere t ^ s e  fo r 2004. H ere is a chart show ing the P roducer Price Index
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Oil and Gas Field Machinery and Equipment PPI
Source: U.S. Department of Labor
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for oil and gas field m achinery  and equ ipm ent during  the last decade. The highlighted bar in  the 
graph m arks 2004, and you can see right aw ay w hy a fiscal note based on the m ost recently  filed 
federal tax returns, for 2004, w ould be w ay o ff  the m ark in predicting what the field costs w ould 
be in 2006 and ’07.

There w as nothing sin ister about w hat that A dm inistration  did. The com panies said the 
2006 costs w ere high, but the latest tax returns at that tim e indicated the costs were significantly  
less, w ith a fairly  lengthy  track record  o f  gradual increases. D O R  w ent w ith the reported 
inform ation on the tax returns. I suspect the D O R  sta ff  in the present A dm inistration w ould do 
the sam e in those circum stances. In any  event, th is is not a reason fo r casting  PPT  aside.

The o ther critic ism  that D O R  m akes o f  P P T  is that producers and o ther taxpayers are not 
providing D O R  w ith  the inform ation it needs in o rder to  be able to  forecast PPT  revenues w ith 
sufficient accuracy. O bviously , A O G A  is not privy  to  w hat these taxpayers are reporting  to 
DO R as they  m ake their m onth ly  insta llm ent paym ents and their annual true-up paym ent on 
M arch 31st.

D O R ’s second c h ie f ob jection  to the adm in istrab ility  and enforceability  o f  PPT  is that the 
audit challenges o f  P PT  leave its auditors hopelessly  outgunned. It is not for us to  com m ent 
about the proposal to  put auditors in the “exem pt” service.

But there is a d im ension  to  P P T  audits, how ever, that we can and should address. This 
has to do  w ith  w hat the source o r starting  point fo r determ ining  how  m uch a p roducer’s 
deductib le lease expenditures are. T he P P T  statu tes curren tly  allow  D O R a choice betw een 
starting from  the jo in t-in terest b illings and invoices that operators bill to the o ther participants in
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an oil and gas field  o r ven ture ,9 o r starting  from  a com prehensive set o f  accounting rules and 
principles that D O R  w rites u p .10 W hich  choice D O R chooses will determ ine nothing less than 
the very success o r failure  o f  P PT  as a tax —  and for SB 2001 as w ell, i f  it is enacted. It is like 
having a tax based  on your federal taxable  incom e, and choosing  betw een your federal tax return 
(as audited by IR S) as the s ta lling  po in t, or starling  w ith the Internal R evenue C ode and leaving 
it up to you and D O R ’s auditors alike to  find what the right answ er is under the Code. It is like 
having a tax based on your financial book incom e, and choosing  betw een your audited financial 
statem ents filed w ith  the SEC  as the starting  point, o r starting  w ith G enerally  A ccepted 
A ccounting P rincip les and leaving  it up to you and D O R ’s auditors alike to  find w hat the right 
answ er is under G A A P.

From  the taxpayer’s perspective , this m eans a n ear certain ty  o f  continual assessm ents 
year after year for additional tax , in terest, -md perhaps penalties, and depending  on how  litigious 
a com pany m ay feel, it m ay m ean a long series o f  law suits and appeals as well.

From  the S ta te ’s perspective, these sam e troubles for thg jax p a y g r will m ean that the 
incentives fo r investm ent under PPT , o r SB 2001, wflTbe seriously eroded>TJhc greater the 
uncertain ty  about how  m uch tax a com pany  ow es,7he~greater theTflretifioocfthat the incentives 
will turn out be less than  their face value. A taxpayer’s on ly  recourse in th is situation will be to 
d iscount the face-value o f  those incentives significantly , perhaps com pletely , in running the 
econom ic analysis about m aking an investm ent o r not. As a consequence, the effectiveness o f 
those incentives w ill be less than it shou ld  be, and A laska will fail to realize the full am ount o f 
new  production that it needs to m eet the challenge o f  decline.

The o ther cho ice  that D O R  cou ld  m ake is to  start w ith what an operator bills to  the o ther 
participants in an oil and gas operation . N ote that I sa id  “start” w ith those billings —  not “end .” 
A nything in those b illings that is nondeductib le  under AS 43.55.165(e) w ould have to  be backed 
out. The central concep t o f  lease expenditu res in AS 4 3 .5 5 .165(a) is that they m ust be “d irect” 
and “ordinary  and necessary” costs o f  exploration, developm ent, o r production. It w ould be 
m ost surprising if  there are any th ing  in those b illings that goes outside th is standard.

H ow  can A laska  be sure o f  th is?  B ecause the participants in an oil and gas operation do 
not give the operato r a license to  w aste  their m oney. I have heard a great deal o f  concern 
expressed during these hearings abou t how  the com panies m ight som ehow  try to  “gam e the 
system ” in o rder to  reduce the tax they  will pay the State. W hile so m any are so w orried about 
efforts by the com panies not to  overpay  the State, w hy  w ould m ost o f  these sam e people think 
the com panies are som ehow  m ore w illing  to  overpay  the  operator than the State? C learly  they 
don’t want to  overpay  c ither one. If  anything, since the operator usually  is a direct com petitor, 
they probably  d o n ’t w ant to  overpay  it even m ore than they d o n ’t w ant to overpay the State. In 
o ther w ords, if  an opera to r is exp lo ring  a geologic prospect, the non-operating participants d o n ’t 
want to pay any costs that are not fo r the  exploration o f  that prospect. S im ilarly , if  the operator 
is operating a p roducing  field , they d o n ’t w ant to pay any costs that a ren ’t for the operation o f  
that field. It is reasonab le  to  rely , in the first instance, on the non-opera to rs’ self-in terests to
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police and lim it w hat the operator can spend their m oney on, and they will do that policing by 
auditing  the o pera to r’s invoices to them .

In the contex t o f  PPT, DOR should  “audit the aud its” to verify  that the non-operators do 
indeed audit an o p era to r’s invoices on a regu lar basis, and that those audits are rigorous and at 
a rm ’s length. But once these things have been confirm ed by  D O R in its verification o f  the non­
opera to rs’ audits, there is little point for D O R to spend the tim e and effort to re-plow  the field 
that the com pan ies’ audits have already  plow ed.

Daniel Johnston , a consultant h ired during  last y ear’s debate on PPT, gave an inform al 
presentation to  m em bers o f  the Legislature on Friday, Oct. 19, 2007. D uring that m eeting, he 
praised the expertise  o f  jo in t interest auditors and the ab ility  for the state to  utilize unit 
accounting. He w ent on to  say that it w ould be “ex trem ely  insightful for the state to get unit 
accounting” . M r. Johnston  observed  that state  auditors can be “ vicious” , but that jo in t interest 
auditors are “even m ore vicious” .

O f course, fo r operations w here there is on ly  one participant o r w here there are no audits 
o f  the opera to r’s invoices, this approach w ill be inapplicable. But there are still things DOR 
could do to build o ff  the b illing  system s w here there are such audits and extend them  to these 
o ther fields A H ow ever, D O R has not yet adopted the “Phase II’’ regulations to im plem ent and
apply its existing statu tory  au thority  to authorize o r require taxpayers to follow  this approach”)

A very d ism aying  thing about SB 2001 is that Section 64 would, repeal DOR1&.explicit 
statu tory  authority  under AS 43 .55 .165(c) and (d) to  require o r authorize the use o f  opera to rs’ 
jo in t-in terest b illings as the starting point fo r com puting  the am ount o f  a producer’s deductible 
lease expenditures for that unit o r field , w hile Section 71 (b) w ould m ake that repeal retroactive 
to  April 1, 2006.

W e believe that this repeal w ill m ean DO R cannot authorize or require a producer to  start 
w ith an opera to r’s jo in t-in terest b illings, even w hen D O R  w ants to  allow  o r require their use. 
Since these repeals are in the proposed  legislation that has been in troduced, we expect that DOR, 
in response to us, will testify  that som ehow  they w ill still be  able to require o r authorize the use 
operator b illings even if  these present sta tu tory  p rovisions are repealed. H ow ever, if  you enact a 
law specifically  say ing  D O R  m ay do som eth ing  and later on you repeal that law , doesn’t that 
repeal m ean DO R ca n ’t do  it anym ore? W e think so. But even if  you are persuaded by DOR 
that w e’re w rong on th is point, w hy  should  you repeal those statu tes and take the chance that the 
courts w on’t agree? (You eou ld  probab ly  repeal AS 43 .55 .165(d) and  keep  subsection (c) on the

T he reason I’ve spent so  m uch tim e about the use o f  jo in t-in terest b illings as the starting 
point for determ ining  a p roducer’s lease expenditures is this: C onsider the situation that a non­
operating participant faces. All the inform ation  it has about w hat’s being  spent for the operation
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is w hat it gets from  its b illings from  the operator, plus w hatever it m ay leam  by auditing those 
invoices. B ut if  such a non-operato r cannot start from  those invoices, how  can it figure out what 
to  report as the lease expenditu res for that operation? All the books and records o f  the 
expenditures are w ith the operator, and if the non-operator h asn ’t yet audited the operator, it will 
have no idea what those books and records show . It is in feasib le for a non-operator to be 
auditing  the operator m onth by m onth , yet the non-operato r will som ehow  have to  be reporting 
and paying installm ents m onth  by m onth  throughout the year. Even by the M arch 31 true-up the 
fo llow ing year, it is un likely  that any audit o f  the opera to r’s books and records w ill have been 
begun by that date, m uch less com pleted . T he penalty  for m is-estim ating  the installm ent 
paym ents is p rincipally  in the d ifference betw een the rate o f  interest on overpaid  installm ents and

i u n / l a m n i r l  n n A c  R u t  i Kp  \y 1 < rr/'h  3 1  t n i A . n n  ic  \ /P r \7  C A r in n c  h llC ltiA tfC  I n l p r p c l  a t  a n  A D D  n n l  I n c c

6 C  '  b e ine  “confirm fed l” by  the new  A S 43 .55 .075(b)?

) —  w hich begins on page 35 line 30 and runs through
. . .  _____________  j _______ here are tw o parts to  the subsection. O ne part is the

S V  ^  first tw o sentences, w hich address the effec ts for tax purposes o f  jud ic ia l o r adm inistrative
fwA bi- i ^  decisions that retroactively  change param eters for calculating the tax. The o ther part is the last 
VO sentence, including paragraphs (1 ) and (2), and requires producers to report such decisions to
, s  D O R  w ithin 60 days and to  file am ended returns w ith in  120 days.

The curious thing is that the ex isting  statu te o f  lim itations (AS 43 .05 .260) —  the 
in terpretation o f  w hich is to be “confirm ed” —  has nothing in it perta in ing  to  e ither o f  these

■
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subjects. H ere is the text o f  AS 43 .05 .260  and you can see this fo r yourselves. Subsection (a)

i Set'. 43.05.260. Limitation on assessment, (a) Except as provided in (c) o f  this section 
and AS 43.20.200 (b). the am ount o f  a tax im posed by this title must be assessed within 
three years after the return w as filed, w hether or not a return was filed on or alter the 
date prescribed by law. i f  the tax is not assessed before the expiration o f  the three-year 
period, proceedings may not be instituted in court for the collection o f  the tax.

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

(c) The follow ing exceptions apply to  the lim itation period in (a) o f  this section:
(1) in the case o f  a false o r fraudulent return with the intent to evade tax, the 

tax may be assessed, o r a proceeding in court for collection o f  the tax m ay be begun 
w ithout assessm ent, at any tim e;

(2) in the case o f  a failure to file a return, the tax may be assessed, o r a 
proceeding in court for the collection o f  the tax m ay be begun w ithout assessm ent, at 
any tim e;

(3) if, before the expiration o f  the tim e prescribed in this section for the 
assessm ent o f  a tax im posed by this title, both  the departm ent and the taxpayer have 
consented in writing to the assessm ent after the expiration o f  the tim e, the tax m ay be 
assessed at any tim e before the expiration o f  the period agreed upon; how ever, the 
period agreed upon may be extended by a  subsequent agreem ent in writing made before 
the expiration o f  the period previously agreed upon.

sets three years as the period for DOR to audit and assess any additional tax that m ay be due, and 
it bars suits to  collect any additional tax if  that tax is not assessed w ithin the th ree-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 o f  the actual filing date. Subsection (c) creates 
three exceptions to  the rule under subsection  (a), w hich appear as paragraphs (1) -  (3) o f 
subsection (c): nam ely, for false o r fraudu len t returns to  evade tax, for a failure to  file any return 
at all, and fo r extensions o f  the th ree-year period  that are m utually  agreed upon in w riting by 
D O R and the taxpayer.

W hich o f  these provisions has anything to  do w ith tax effects of retroactive decisions? 
W hich  has anything to do  w ith having  to  report such decisions to  D O R and filing am ended tax 
returns? It is not im m ediately  c lear to  us w hat e ither o f  these topics in the new  statu te o f  
lim itations has to  do  w ith in terpreting  any o f  the provisions in existing statu te o f  lim itations I’ve 
ju st review ed with you. So w h a t’s go ing  on  w ith  B ill Section 1?
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W c believe Section 1 is a stealthy attem pt to  legislate an outcom e to m atters that are 
already being litigated in the due course  o f  adm inistra tive and jud icial proceedings. In 1999 
DOR am ended one o f  its production tax regulations, n  a AC 55.2(H). so that it reads rem arkably 
like AS 43 .53 .075(b) being enacted in this bill. Here you have the regulation and the proposed

15 AAC 55.2(H). R etroactive ad justm ents. 11
retroactive adjustm ents in costs o f

(b) A decision o f a regulatory agency, court, or 
other body with authority to resolve disputes

transportation, sales price, prevailing value, or 
consideration for quality d ifferentials relating

that results in a retroactive change to a lease 
expenditure, to an adjustm ent to a lease

to the com m ingling o f  oils or o f  oil and NGLs expenditure, to costs o f  transportation, to sales
result from decisions o f  regulatory agencies, 
courts, or anv other preem ptive authoritv. those

price, to prevailing vulue, or to consideration o f  
uuality differentials relating to the

adjustm ents have a corresponding effect, either 
an increase or decrease as applicable, on the

com m ingling o f  oils has a corresponding effect, 
either an increase or decrease, as applicable, on

gross value at point o f  production as the production tax value o f oil o r gas or the
determ ined under this chapter, and the producer am ount or availability o f a tax credit as
shall, on or before the third m onthly paym ent 
due date specified in AS 43.55.020(a) after any 
adjustm ent, file am ended returns covering the 
entire period o f  an adjustm ent unless the

determ ined under this chapter. For purposes o f 
this section, a change to a lease expenditure 
includes a change in the categorization o f  a 
lease expenditure as a qualified capital

producer has obtained a stay on that filing or expenditure or as not a qualified capita)
paym ent, regardless o f  the pendency o f  appeals
of tinise decisions, lem pliasis addcdl

expenditure. The producer shall ( I )  within 60 
days altei tin- change, notify the departm ent in 
writing; and (2) within 120 after the change, 
file am ended returns covering all periods 
affected by the Change, unless the departm ent 
agrees otherw ise or a stay is in place that 
affects the filing or paym ent, regardless o f  the 
pendency o f  appeals o f  the decision, [em phasis 
added]

new AS 43.55 .075(b) side by side, w ith identical or parallel language in them  being underlined. 
As you can see, the regulation deals w ith “decisions o f  regulatory agencies, courts, o r any o ther 
preem ptive au thority” w hile the proposed new  statu te addresses any “decision o f a regulatory 
agency, court, o r o ther body w ith au thority  to resolve d isputes!.]’’ The regulation deals w ith 
“retroactive ad justm ents in costs o f  transporta tion , sales price, prevailing value, o r consideration 
for quality  d ifferen tials relating to  the com m ingling  o f  oils o r o f oil and N G Ls” while the 
proposed statute addresses “a retroactive change” to  the very sam e th ings,13 plus any change to 
"a  lease expenditu re!.]” Both state that retroactive changes in the param eters for calcu lating  the 
taxable value have “a corresponding  effect, e ither an increase or decrease ] l4] as applicable on” 
that taxable value.

N ow , the “ interp reta tion" that com es in to  play here has to do with the question o f  when 
interest begins accruing on a tax increase o r decrease that results from  one o f  these retroactive 
decisions —  does it begin to accrue as o f  the date o f  that decision? O r does it begin to accrue all
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the w ay back to  the orig inal paym ent due date?  W hen  D O R  adopted the am endm ent to  the 
regulation in 1999, the d irec to r o f  the Tax D ivision  at that tim e told A O G A  m em bers that DO R 
was in terpreting that am endm ent to  m ean in terest w ould  start to  accrue as o f  the o rig ina l pay-
ment due date fo r the tax , not as o f  the date o f  the retroactive decision.

W e believe it is th is “ in terpreta tion” o f  its ow n regulation, w hich is in the process o f 
being appealed in due course, that the A dm inistra tion  in tends to  have "confirm [ed]” under 
Section 1 o f  SB 2001 as the proper in terpretation  o f  the p re-P P T  statute o f  lim itations. The 
question for you is, do you really  w ant to  confirm  th is?

C onfirm ing it w ould  set a destab ilizing  p recedent, because it will m ean that the law s can 
effectively  be rew ritten  to  deal w ith subjects that they did not orig inally  deal with, and this can 
be done c landestinely  by “confirm ing” som e purported  “ in terpretation” o f  it. For one thing, it 
w ould be an attem pt by  the Executive and L eg isla tive branches to  determ ine the outcom e o f  
m atters that are a lready  before o r headed to  the Judicia l B ranch in due course. C an the 
Legislature in tervene in Jud icia l m atters under the Separation o t Pow ers D octrine, and even if  it 
can, should  it a ttem pt to do  so here? Second, w hat does it say to  potential investors in this state 
about our sense o f  ju stice , D ue Process, and fair p lay?

N ow , if the A dm inistration  appears before you o r any o ther com m ittee o f  th is Legislature 
and disavow s any and all in tention to do such a thing, I w ould encourage you to ask them  to 
clearly  explain w hat they did intend to achieve with Section I, so that it will be part o f  the 
legislative h istory o f  this bill. Then, if  it becom es law , the legislative h istory will be there  to 
establish  that the “in terp reta tion” w hich we fear is not the L egisla ture’s intent, nor the 
A dm inistra tion’s.

A second confusing  th ing in SB 2001 relates to the new statute o f  lim itations being 
proposed for production tax only. W hy does the lim ita tions period need be six years instead o f  
three, w hen the th ree-year period can be ex tended  and re-ex tended  any num ber o f  tim es as 
appropriate? If the state  auditors are anyth ing  like m e and everyone I know , their w ork will 
expand to fill the tim e allow ed —  giving them  six years to  get their audits done w ill m ean th ey ’ll 
take six years to  audit even  w hen they  could  o therw ise  be done m ore quickly. U nfortunately, the 
longer the audit runs, th e ^ r gater the am ount o f  in terest there w ill be that accrues on any under­
paym ent claim ed in the a u d it  A fter three years, in terest represents 380 fo F e a c f illo lls ro f  
additional tax claim ed, assum ing interest is no t above its 11 % A PR floor rate. But after six years 
the accrued interest is 920 for each  do llar o f  additional tax. By raising  the stakes so substantially  
for each audit claim  that is raised, the longer lim itations period will m ake it easier to  ju stify  
litigating churns;_______

The purpose o f  a statu te o f  lim ita tions is to  bar claim s w hen they start to  becom e so old 
that the records, docum ents, and recollections o f  w itnesses m ay well be lost o r not readily  
available by  the tim e those c la im s are finally  raised. The present statute o f  lim itations has 
w orked for all the o ther taxes under T itle  43, including  the present w orldw ide corporate incom e
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tax for oil and gas taxpayers, the dom estic  o r "w a te r’s edge” incom e tax for o ther corporations, 
even the form er separate-accounting  incom e tax. It is w orth noting that separate-accounting 
involved not on ly  determ ining net incom e from  all o f  a taxpayer’s interests in oil and gas fields 
and prospects, but also its incom e from  interests in oil or gas pipelines as w e ll.15 W hile PPT  and 
SB 2001 are not sim ple taxes, separate-accounting  w as probably  even m ore challenging to 
adm in ister and audit. If  A laska d id n ’t need a longer statu te o f  lim itations for separate- 
accounting, we d o n ’t see w hy one is needed now.

In conclusion, SB 2001 fails tw o o f  the three standards for evaluating  a tax, w hile PPT  
passes tw o o f  them  and w ould pass the th ird  one as well if  D O R adopts the appropriate 
regulations. SB 2001 in the short term  will generate m ore tax revenue for the State than PPT; 
how ever, it will achieve th is at the cost o f  reducing  the incentives for new  investm ents, and 
w orsening  the overall tax clim ate for m aking  them  here. SB 2001 fails the test o f  being 
a d m in is tra te  as efficien tly  as possib le, consisten t w ith  ensuring  taxpayer com pliance. This 
failure will p rim arily  be due to  repealing  D O R ’s ex isting  statu tory  d iscretion  to allow , as 
appropriate , jo in t-in terest partners do the auditing  o f  the opera to r’s billings to  them . Instead 
D O R auditors could  have to  re-invent the w heel fo r them selves in each  audit. SB 2001 also  fails 
the test that a taxpayer w ho  w ants to  pay the correct am ount o f  tax w hen it com es due m ust be 
able to  do so. T h is will be im possible for every  com pany  that ow ns an interest in a lease o r 
property  that it does not operate. T his in turn  will e ffectively  destroy the value o f  the rem aining 
tax incentives under this bill that potential investors w ill perceive. If they cannot tell what they 
ow e, they surely cannot put a reliable figure to  the value o f  the incentives under the lax.

All o f  this brings us back to  the fundam ental issue facing A laska to d ay ...th e  decline o f 
A laska production. T oday A laska’s production has fallen from  its peak o f  2.1 m illion barrels a 
day dow n to the 700 ,000  range. T h is m eans that the trans A laska pipeline is 2/3 em pty. I w ould 
rem ind you o f  m y chart earlie r that show ed the purely  m athem atical results about how long we 
have before h itting the 300 ,000  barrel-a-day  TA PS m echanical threshold, depending on what rate 
o f  decline you assum e will turn out to  com e true.

And it’s im portant to rem em ber that today’s 6%  decline rate w ould be on the order o f  15- 
16% w ere it not for the substantial investm ents w hich continue to be m ade by operators in 
ex isting  fields. Further, A laska is fortunate to have on the nearby horizon P ioneer’s O ooguruk 
project, scheduled to go into production in 2008.

The im portance o f  future investm ent is further em phasized  w hen one looks at the 
D epartm ent o f R evenue’s forecast o f  fu ture p roduction  levels. In three short years, DO R 
pro jects that production will com e from  projects requiring significant new  investm ent. Draw  that 
tim eline out to 2017— ten years from  now — and you d iscover that hull o f  A lask a 's  production 
w ill com e from  new  production— production  w hich  w ill only  com e from  investm ents yet to  be
m ade.
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rrh e  m ost im portan t po licy  question  is w hether SB 2001 provides a fram ew ork  for 
encourag ing  th is additional new  investm ent. AOGA1&-17 m em ber com panies unanim ously  agree 
that P PT  does accom plish  that goal, and as such, should  not be changed at this tim e.
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EN D N O TES

1 When production declines at XVr a year, this means the production rate tiller one year ( / ' , )  is ( J X%) of the 
initial production rate (P0), or Pt =  P0 x  (1 -  X%). A fter the second year the production rate (/*2) is (I -  X%) o f  the 
rate after one year o f  production, or P 2 =  P\ *  (1 -  X%) = [P0 x  ( I -  X% )] x  (1 -  X%), which can be sim plified as 
P2 =  P0 x  ( j -  X%)2. A fter 10 years o f  decline, the rate Pw is Po x  (1 -  X%)10. North S lope production was 1.404 
m illion 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 2007, pp. 
97-98. So for North S lope production,

1,404,000 X  (1 -X % )10 =  740,000.

D ividing both sides o f  this equation by 1,404,000 gives:

(I - X%)10 = 740,000/1 ,404,000 =  0.5271.

O ne can solve for (1 -  X%) by taking the 10th root o f  bo th  sides o f  this latter equation:

=  '^ 0 . 5 2 7 1 ,  o r 

(I -  X%) = 0.9380.

In other words, on average the production rate each year w as 93.80%  o f the rate for the prior year, w hich m eans the 
rate o f decline averaged 6.20%  a year. The sam e calculation for Cook Inlet, using 37,000 and 16,000 barrels a day
instead of 1.404,000 and 740,000 respectively, yields an average annual decline rate of 8.0 percent

2 Here is the math: From  the analysis in Endnote 1 above, we know  that for a  given decline rate R, the volum e o f 
production after N years o f  decline is P x  ( I -  R)N. So for each decline rate in the table, you use that as the value o f  
R in the form ula, and then you solve for X as the value o f  N that g ives 300,000 barrels a day as the rate. The 
equation for this is:

740,000 x  (1 -  R)x =  300,000.

W hen you take the logarithm  o f  both sides o f  this equation, you get the follow ing equation:

lo g [7 4 0 ,0 0 0 x ( l - R ) x] =  log |300,000].

The reason for using logarithm s is that they have the property that the logarithm  o f  tw o num bers being m ultiplied 
together equals the sum  o f the logarithm s for each o f  them , w hile the logarithm  o f a num ber raised to an exponent X 
equals X  tim es the logarithm  o f  that num ber. Using this g ives the follow ing restatem ent o f  the prior equation:

log l740,000] + Y.*log[(l - / ? ) ]  = log[300,000].

Subtracting log[740,000] from both sides o f  the last equation yields the following:

X  x  log[(l - / ? ) ]  =  log[300,000] -  log |740,000], (continued on next page]

N ow  you can solve for X by dividing both sides o f  the last equation  by log[( I -  /?)], which yields:

_  log[3CK).(HK)j— Iogf740,000]

log[(l -  /?)]

By plugging the decline rate o f  your choice into this last equation  as the value o f  R, the value o f  X can be calculated 
by sim ple arithm etic. This straightforw ard calculation has been done for each o f  the decline rates show n in the 
graph.
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1 DOR Press Release, “N ew  Production Tax N ets Increased R evenues For A laska" (April 3 ,2 0 0 7 ).

4 F or producers w ho begin producing in A laska on or a lter A pril 1, 2006, they have six years from the year o f  that 
first production in which to use up their “T IE ” credits. T he rule still applies during those six years that it takes $2 o f  
new capital investm ent in order to get a credit for $1 o f  the “T IE " investm ent from  the years before their production 
begins.

5 See DOR, Petroleum Profits / s ic /  Tax (PPT) Implementation Status Report (August 3 ,2 0 0 7 ), p. 3.

6 See D OR, Petroleum Profits / s ic /  Tax (PPT) Implementation Status Report (August 3 ,2007): ‘T h e  D epartm ent 
has been severely ham pered in its ability to provide the adm inistration and the legislature w ith accurate revenue 
forecasts ...." Id., p. 4. ‘T h e  com plexity o f  auditing  production tax has increased several fold under the PPT, and 
the PPT  increased the num ber o f  determ inations an auditor m ust m ake.” Id., p. 5.

7 Id., p. 5.

8 See, e.g., A laska State Legislature, House F inance C om m ittee, Minutes (M arch 29, 2006), p. 15:

Representative Holm ... asked about the rate o f  return at $60 per barrel. Mr. [Angus] W alker 
[Com m ercial V ice President o f  BP E xploration (A laska) Inc.] said BP is excited about current prices.
BP does not make a profit until oil is above $22.50 a barrel.

At a $22.50 W est Coast price, B P 's  implicit upstream  field expenditures were 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 W est Coast
1.76 M arine transportation to  W est Coast 
4 .38 TA PS
0.67 N orth S lope p ipelines, quality  bank, etc.

$15.69 A verage N orth S lope w ellhead value 
1.96 State royalty (1/8)

$13.73 Taxable value
1.09 Production lax (15%  base rate x  E LF o f  0.529)
0 .69 P rop -ny  tax ($/bbl average)

$11.95 Im plicit expenditures/bbl.

SOURCE: D O R, Revenue Sources Book Fall 2006, p. 33 Fig. 4-6  (average ANS ELF); p. 39 Fig. 4-9 (marine,
TA PS, and Slope pipelines/quality  bank); p. 4 0  Fig 4-11 (A N S production); p. 42  Fig. 4-12 (property tax; $60 
m illion for tax on TA PS is deducted from  total for N orth Slope Borough, Fairbanks, V aldez and Unorganized 
Borough). All data are for FY  2006.

7 The authority for DOR to take this approach is in AS 43.55.165(c) and (d). Subsection (e) slates in pertinent 
part: “if  the departm ent finds that die pertinent provisions o f  a unit operating agreem ent or sim ilar operating agree­
m ent are substantially consistent w ith the departm ent's ... standards under (a) o f  this section concerning whether 
costs are lease expenditures, the departm ent m ay authorize o r require a p ro d u c e r ... to treat as ... lease expenditures 
... the costs, other than item s listed in (e) o f  this section, that are incurred by the o p e ra to r ... and ... billable to the 
producer by the operator in accordance with the term s o f  the [operating] agreem ent!.]” Subsection (d) has very 
sim ilar language.
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10 The authority for DOR to take this approach is in AS 43.55.165(a), w hich states in pertinent part: “In determ in­
ing whether costs arc lease expenditures, the departm ent shall consider, am ong other factors, (1) the typical industry 
practices and standards in the state that determ ine the cosis, other than item s listed in (c) o f  this section, that an 
operator is allow ed to bill a w orking interest ow ner that is not the operator, under unit operating agreem ents or 
sim ilar operating agreem ents ... and (2) the standards adopted by the D epartm ent o f  N atural Resources that deter­
mine the costs, other than item s listed in (e) o f  this section, that a lessee is allow ed to deduct from  revenue in ca lcu ­
lating net profits under [net profit share] lease[.]'’

11 The penalty for an underpaym ent due to  negligence is 5%  o f the am ount o f  the underpaym ent. AS 43.05.22d(b). 
The failurc-to-pay penalty for an underpaym ent is 5%  o f the underpaym ent for each m onth or partial month that the 
underpaym ent continues after paym ent w as due, up to a m axim um  o f  25 percent. AS 43.05.220(a). By regulation, 
DOR has adopted the policy that the im position o f  a negligence penalty autom atically triggers the im position o f  a 
failure-to-pay penalty as well. 15 A A C 05.210(g).

12 It follows that, if  a non-operator can rely on the operator’s jo in t-in terest billings as the starting point for the non- 
opera to r's own lease expenditures for that operation, then the operator should sim ilarly be able to use its proportion­
ate share o f  the sam e total billable costs as the starting point for its lease expenditures for that operation. There is no 
reason to discrim inate betw een them .

13 The regulation addresses “quality  differentials relating to  the com m ingling o f  oils o r o f  oil and NGLs" (em phasis 
added) while the proposed statute lacks the em phasized phrase. The PPT  legislation last year changed the 
definitions o f “oil” and “gas” so lhat "o il" includes “N G Ls" and consequently em phasized language in the 
regulation is encom passed now by the phrase “com m ingling o f  oils" in the proposed statute.

14 The regulation lacks the com m a that appears here in the proposed statute.

15 See form er AS 4 3 .2 1.020 (production incom e) and 43 .21.030 (pipeline income).
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Alaska Oil and Gas Association

A O G A
121 W. Fireweed Lane, Suite 207
A nchorage, Alaska 99503-2035
Phone: (907)272-1481 Fax: (907)279-8114

TESTM O N Y  BY  THE

ALA SK A  OIL AND GAS ASSOCIA TION

TO THE SEN ATE JUD ICIA RY  CO M M ITTEE

REGARDING SB 2001 & CSSB 2001 (RES)

ON TH E TO PIC OF “CO RRO SIO N ”

O ctober 30 ,2007

Mr. Chairm an and M em bers o f  the Com m ittee:

For the record, m y nam e is Thom as K. W illiam s, and I am Senior Royalty & Tax Coun­
sel for BP Exploration (A laska) Inc. I am appearing before you today to testify in m y role as 
chair o f  the A O G A  Tax Com m ittee.

M y present testim ony pertains to the topic o scheduled for consideration

The A dm inistration’s proposed paragraph (19) to be added to AS 43.55.165(e) would, 
unless a situation is caused by a “super” force majeure, disallow  any cost incurred for the repair, 
replacem ent or deferred m aintenance undertaken in response to a failure, problem  or event that 
results in an unscheduled interruption o f  or reduction in the oil or gas production or is undertaken 
in response to or is otherw ise associated with an unperm itted release o f  a hazardous substance or 
gas. Not only is the language o f  this proposed revision am biguous and likely to lead to addi­
tional audit exceptions and disputes, the entire provision is unnecessary.

The proposed provision states that otherw ise ordinary and necessary, and thus deductible, 
costs w ould be disallow ed i f  the D epartm ent o f  Revenue determ ines such costs w ere in response 
to a “ failure, problem  or event” that results in an unscheduled interruption o f  or reduction in 
production. W hat constitutes a “failure, problem  or event” and under w hat standards would any 
o f  those be determ ined? Cost associated w ith any tem porary, unforeseen shutdow n or m inor 
interruptions, regardless how  m inor, could now  be disallow ed by an auditor even w hen such an 
“event” arises despite otherw ise prudent and necessary business operations.

Y et the issue o f  determ ining w hat portion o f  any m aintenance costs should be disallowed, 
i f  related to  im proper m aintenance or production interruption, was thoroughly debated w hen the 
Legislature was considering the PPT and again in recent legislative sessions. Each tim e amend­
m ents such as the one the A dm inistration is now  advocating failed because the difficulties with 
such subjective standards w ere im m ediately apparent. The State turned to Dr. Pedro van Meurs,

today.



an international gas consultant retained by the State, who recom m ended a flat 300 per barrel 
exclusion from  w hat would otherwise be a producer’s capital portion o f  its lease expenditures.

As Dr. van M eurs explained,

it should be noted that in most oil and gas fields, assets will have to be replaced 
after the technical life o f  such assets has expired. Therefore, such replace­
m ents are reasonable lease expenditures and required to protect the health and 
safety o f  the workers and to protect the environment. The US $0.30 per BTU 
equivalent barrel is based on reasonable capital m aintenance costs o f  fields for 
w hich I have (confidential) information.

van M eurs, “Enhancem ent o f  the Gross Character o f  the PPT Bill” (August 5 ,2006). Dr. van 
M eurs further testified that

m aintenance is a reasonable deduction for PPT; but is som etim es hard to 
decide which expenditures fall into that classification. The sim plest solution 
is to take som e base expenditure that really will be replacem ent and over the 
next 20-30 years disallow  a m odest floor o f  the capital expenditures.

Senate Special Com m ittee on Natural Gas Development, Minutes (August 9, 2006).

Dr. van M eurs’ recom m endation was adopted and become section 43 .5 5 .165(e)( 18) o f 
the PPT. The flat 300 per barrel exclusion sets a floor for m aintenance cost and avoids the prob­
lems o f  case-by-case decisions as to whether m aintenance (repair or replacem ent) is required 
because equipm ent or facilities have been im properly m aintained or resulted in an unscheduled 
interruption. To adopt the A dm inistration’s proposed am endm ent while leaving the flat 300 per 
barrel exclusion in the law w ould result in a double disallow ance o f  the same costs.

Dr. van M eurs’ flat 300 exclusion also avoids all questions and disputes about which 
categories o f  costs w ere incurred due to a triggering event and are nondeductible as a result, and 
about how  m uch was incurred in each cost category so disallowed.

Finally, the 300 per barrel exclusion applies every year, w hether there is a  triggering 
event or not. O ver tim e the 300 figure may well prove to be a reasonably accurate approxim a­
tion o f  the average am ount o f  costs that would be disallowed by auditing and verifying exactly 
which cost categories are disallow ed and how  m uch cost is in each category. A flat rate 
disallow ance greatly furthers the goals o f  clarity, certainty and efficiency in tax administration, 
enforcem ent and com pliance. Paragraph (19), in contrast, would undercut each one.

T hank you for giving AO GA this opportunity to testify.

AOGA Testimony -  “Corrosion”
October 30,2007
Page 2
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TESTM O N Y  BY  TH E 

ALA SK A  OIL A N D GAS ASSOCIATION 

TO TH E SENATE JU D IC IA R Y  COM M ITTEE 

REGARDING SB 2001 & CSSB 2001 (RES)

ON THE TO PIC OF “A C TU A L vs. REASO NA BLE CO STS” 

O ctober 30, 2007

Mr. Chairm an and M em bers o f  the Com m ittee:

For the record, my nam e is Thom as K. W illiam s. I am Senior Royalty & Tax Counsel for 
BP Exploration (Alaska) Inc. and a form er tax adm inistrator for the State o f  Alaska. I appear be­
fore you today to testify in m y role as chair o f  the AO GA Tax Committee.

M y present testim ony pertains to the topic ofpA ctua l vs. reasonable costs’ 
for consideration today.

as scheduled

Before I get to A O G A ’s concerns and questions about this topic, let me say that the issue 
o f  “actual vs. reasonable costs” was a very real one facing the Departm ent o f  Revenue (“DOR”) 
w hen I was D irector o f  the form er Petroleum  Revenue Division (now the Tax D ivision) from 
1975 to *79 and Com m issioner o f  Revenue from  ’79 to ’82. Back then this same issue arose in 
the context o f  the costs to transport ANS crude oil by m arine tankers from V aldez to m arkets on 
the W est Coast, Hawaii, St. Croix in the U.S. V irgin Islands, and -  in the earliest years -  the U.S. 
East and G u lf coasts .1

1 The capacity o f  refineries on the W est Coast and in Hawaii to refine ANS was about 900,000 barrels a day. 
Prudhoe Bay reached 1.2 million barrels a day in 1978, and once ANS production exceeded W est Coast refiners’ 
capacity to refine it, the excess had to be shipped to the more distant locations on the U.S. G u lf and East coasts 
because ANS could not be exported. A t first this oil was delivered into a stationary VLCC (very large crude carrier) 
anchored at sea o ff  the Pacific coast o f  Panama, and then the oil was pumped out the other side o f  that VLCC into 
ships small enough to go through the Panama Canal to the G u lf and East coasts. Later Panama built a trans-isthmus 
pipeline allowing large tankers from Valdez to unload directly into the pipeline, which could then can y  the oil to the 
A tlantic coast o f  Panama where it was loaded directly into large tankers there. This eliminated the stationary VLCC 
and avoided the risk o f  accidents while loading and unloading oil into and from that VLCC in the open sea, and it 
reduced transportation costs because it allowed larger ships to be used on the Atlantic leg o f  the trip. Panama, o f 
course, could calculate the savings in Atlantic ship costs with fair accuracy and set its pipeline tariff accordingly.

As for shipm ents to St. Croix, the Hess refinery there was exem pt from the Jones Act requirem ent to  use American- 
built, American-manned hips to transport oil there from another U.S. port. The cost differences between Jones Act 
ships and non-Jones Act ones was often large enough to allow a large foreign-flag VLCC to sail all the way around
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The respective m arine transportation costs had to be “netted out" or subtracted from the 
m arket value o f  the ANS delivered at each Outside market destination in order to determine the 
corresponding “netback” value o f  that oil at Valdez, and from the Valdez netback the pipeline 
transportation costs were further “netted out” to get the corresponding “netback” in the field, 
which was form ally called the “gross value at the point o f  production" in the production tax 
statutes starting in m id -1977.

From a tax adm inistrator’s perspective, the advantage o f  using “reasonable” costs instead 
o f  “actual” costs is that you d o n ’t have to audit “reasonable” costs. You ju st find a publication 
or other recognized authority that tells you what the “reasonable” costs are in the current market 

onditions, and bingo! y o u ’re done. In fact, for international marine transportation there actually 
was such a publication or authority, the Average Freight Rate Assessm ent (“A FRA ”) published 
(by subscrq 'ion) by the London Tanker Brokers’ Panel. Those A FPA  rates were particularly 
helpful for us in DO R to find the delivered cost to acquire a com parable foreign crude at a 
m arket destination where ANS was also going and competing against that foreign supply.

But AFRA  d id n ’t give us the “reasonable” cost or market value" o f  water-borne trans­
portation in Jones A ct ships. W hen we first heard about a new “ USFRA” (for “United States 
freight rate assessm ent”) in 1978, we were very inclined to consider using it to determ ine the 
“ reasonable” costs for Jones Act tanker transportation from Valdez to the other U.S. ports where 
ANS was being shipped —  very inclined, that is, until we discovered that the tanker fleet for 
ANS would dom inate the rates quoted in this USFRA.

This illustrates one o f  the problem s with using “reasonable” costs —  finding an authori­
tative source you can trust and rely on. Oftentim es there simply isn ’t one, and sometim es a reli­
able source that you have found cither goes out o f  business or becomes unreliable or inaccurate.

I f  you don ’t have a reliable, accurate and up-to-date source that allows you sim ply to look 
up the “reasonable” costs, the only other way to implement the “reasonable” cost approach is to 
exam ine and audit the costs for everyone involved in the activity in question. In a sense this is 
the worst o f  all possible w orlds from  a tax adm inistrator’s perspective, because you have to do 
all the auditing and other w ork that you would have to do in an “actual” cost system, and once 
you have that done you have the further challenges o f  proving to everyone that your “actual” cost 
figures are indeed accurate and representative o f  current m arket conditions. G iven the con­
straints o f  tax confidentiality, how could you use cost information from other taxpayers to show 
any particular taxpayer how you came up with your “reasonable” cost figure?3 M oreover, how 
could your “reasonable” cost figures be anything but badly out o f  date, given that the taxpayers’

South America to the Virgin Islands for less cost per barrel than shipping ANS there via Panama.

2 AS 43.55.150(b) equates “reasonable” costs of transportation with the fair market value of that transportation: 
“If the department finds that the conditions in (a)(1), (2), and (3) of this section are present, the department shall 
determine the reasonable costs of transportation, using the fair market value of like transportation, the fair market 
value of equally efficient and available alternative modes of transportation, or other reasonable methods...."

3 AS 43.55.040(1), as amended by § 21 ch 2 TSSLA 2006, finally creates a reasonable and workable solution to 
the problem of using tax information from one taxpayer in a proceeding against another taxpayer.
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inform ation from w hich your figures are derived w ould have to be audited first to ensure their 
reliability? W hat you w ould have is a tax that no taxpayer could com ply with correctly when its 
tax com es due. It w ould be a tax that either requires alm ost num erous filings and refilings o f 
am ended returns by taxpayers as your “reasonable” cost data are published or updated on the 
basis o f  new  audit results, or it would be a tax whose correct am ount cannot be determ ined at all 
until all taxpayers are audited. The challenges for DO R in setting up and m aintaining accurate 
records o f  each taxpayer’s payments, corrections and final cost figures would be enormous. But 
relying on audits as the only w ay to determ ine the correct am ount o f  “ reasonable” costs would 
am ount to "taxation by audit” instead o f  self-reporting and self-assessm ent, and it would be a 
particularly difficult and inefficient way to adm inister a tax that supposedly is self-reported and -  
assessed.

Rather than taking any o f  these unappealing alternatives, we opted in 1979 and 1980 to 
use “actual” transportation costs as much as we could4 and save ourselves these troubles.5

From  a taxpayer’s point o f  view —  and now I am  putting my hat back on as chair o f  the 
AO G A  Tax Com m ittee —  the “reasonable” cost approach suffers from three m ajor problems. 
First, taxpayers only know  about their own business and their own “actual” costs. Anything 
different from  a taxpayer’s own factual costs cannot be right, because the factual costs are what 
they are, and the facts cannot be different from w hat they are. It is a rare tax indeed that does not 
look at the actual perform ance or results o f  a taxpayer’s business or business-related activities, 
and as long as a tax is taking such latter items into account, it is fundam entally unsound to ignore 
“actual” costs or sim ilar “actual” results and to base the tax instead on some different cost or 
result, no m atter how  “reasonable” its derivation may be.

Second, unless there is some reliable, authoritative source about “ reasonable” costs under 
the current conditions that is available to taxpayers before their tax returns and paym ents come 
due, it will be im possible for taxpayers to compute, report and pay the correct am ount o f  tax on 
that due date. In the case o f  operating and capital costs to explore for, develop or produce oil or 
gas on the N orth Slope, there is no such reliable, authoritative source available at all, much less 
one that can be available on a timely basis.

Third, i f  D O R  w ould be determining the am ount o f  “reasonable” costs to explore for, 
develop or produce oil and gas on the North Slope on the basis o f  taxpayers’ verified and audited 
“actual” costs for these activities, it would still be impossible for taxpayers to report and pay the 
correct am ount o f  tax w hen it comes due. In addition, the problem s o f  filing and refiling amend­
ed tax returns, o r o f  having “ taxation by audit,” will be about as difficult and onerous for tax-

4 See 15 AAC 55.180; cf. AS 43.55.150(a) and (b).

5 A further reason for going with a taxpayer’s “actual” costs o f  transportation is that D O R’s first netback-calcula- 
tion regulations w ere adopted in 1979, and that was in the context o f  the former separate-accounting income tax, not 
the production tax. The first netback-calculation regulations for the production tax were adopted in 1980. I f  you are 
calculating a taxpayer’s income, as you would be with an income tax (even separate-accounting,/, you really cannot 
use some artificial com putation o f  the “reasonable” costs o f  the taxpayer’s transportation if  it has “actual" costs that 
you can audit and verify.
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payers as they w ould be for tax adm inistrators.

It is also w orth rem em bering that, to the extent the “actual” lease expenditures can be 
based on jo in t-in terest billings by the operator to the other participants in the operations, the total 
“actual” costs under those billings will be the sam e for each participant, with the only difference 
being the size o f  each one’s share o f  that total. Even if  DOR were not to rely on the audits by 
non-operating participants o f  the billings to ensure the accuracy and appropriateness o f  the 
am ounts so billed, it w ould only have to do one audit o f  each set o f  billings by  the operator,6 
instead o f  having to do com pletely independent audits for each participant’s “actual” costs. So 
using “actual” costs could prove to be significantly less burdensom e for D O R to adm inister, 
audit and enforce than one m ight first expect.

Thank you for giving A O G A  this opportunity to testify.

6 On a related but different issue, see AOGA’s “white paper” on the prudent use of joint-interest billings and the 
risk that DOR’s present discretionary authority to allow or require the use of such billings may be lost if AS 43.- 
55.165(c) and (d) are repealed.
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M r. C hairm an and  M em bers o f  th Committee:

For the record, m y nam e is Thom as K. W illiams. I am  Senior Royalty & Tax Counsel for BP 
Exploration (A laska) Inc. and a form er tax adm inistrator for the State o f  Alaska. I appear before you today to 
testify in m y role as chair o f  the AO GA Tax Committee.

M y present testim ony pertains to the topic oF “Credit buy-back fund & appropriation authority}* 
pH for rnnsirieratfnn tndav I

as
scheduled for consideration today.

A s introduced, Section 45 o f  SB 2001 would enact a new statute, AS 43.55.028, establishing an “Oil and 
Gas Tax Credit Fund” to purchase tax credits from explorers and others trying to sell their tax credits issued 
under AS 43.55.023 or AS 43.55.025 and not being offered full face value for them, and authorizing DOR to 
use this fund to purchase such tax credits. A t the same tim e, Section 63 o f  SB 2001 as introduced would repeal 
AS 43.55.023(f), w hich allow s the Departm ent o f  Revenue (“D O R ”) to acquire tax-credit certificates by m aking 
a cash refund to a person tendering such a certificate. This repeal w ould include paragraph (f)(4), limiting to 
S25 m illion a year the am ount o f  such refunds that DO R m ay m ake to acquire tax-credit certificates. The repeal 
o f  this cap w ould be effective January 1 ,2008 under Section 72 o f  the original Bill, as w ould the creation o f  the 
Fund.

The Fund w ould consist o f  m oney appropriated to it, plus “earnings on the fund.” AS 43.55.028(b).
The recom m ended annual appropriation to the Fund under § 028(c) w ould be 10% o f  the taxes collected by the 
state under AS 43.55.011 during a fiscal year i f  D O R ’s forecast for the average ANS W est Coast spot price for 
that fiscal year is $60 a barrel o r higher, and otherwise 15 percent o f  those taxes. But the actual appropriation, 
i f  any, for any given fiscal year w ould only be w hatever the Legislature authorizes and the governor allows after 
m aking any reduction to the appropriation through the line-item  veto power.

A O G A  supports the concepts o f  the State buying back tax-credit certificates and o f  creating the Fund to 
do so. How ever, for this system  to work, it will be essential that future Legislatures actually appropriate the 
necessary m oney into the Fund each year. O therw ise the Funu will turn into an empty prom ise for future 
investors.



Inasm uch as the topic currently  under consideration includes “appropriation authority” for credit buy­
backs, A O G A  would draw  the C om m ittee’s attention to a few potential issues relating to this portion o f  the 
topic:

1. M ight the autom atic inclusion o f  “earnings on the fund” as part o f  the Fund, without specific appropriations 
o f  those earnings back into the Fund each year, violate A laska’s constitutional prohibition against dedicated 
revenues?1 I f  so, w hat m ight the legal effect be o f  AS 43.55.028(h), stating that “ [njothing in this section 
[i.e., AS 43.55.028] creates a dedicated fund”?

2. M ight the anti-lapse provision in AS 43.55.028(f) —  which states that “[m]oney in the fund at the end o f  a 
fiscal year [including m oney appropriated to it] does not lapse and rem ains available for expenditure in 
successive fiscal years[,]”—  belong m ore properly in a bill m aking an appropriation to the Fund, or a bill 
specifically reappropriating the rem aining m oney back into the Fund, rather than the legislation establishing 
the Fund in the first place? I f  so, w ould AS 43.55.028(f) violate the A laska Constitution’s “one subject” 
rule for legislation?2

A lthough representatives o f  som e m em bers o f  the AOGA Tax Com m ittee may be attorneys, the Tax 
C om m ittee is not authorized o r qualified to offer your Com m ittee any legal advice or opinion about what the 
answ ers to these questions m ight or m ight not be. The m ost we feel we can properly do under the 
circum stances is to point these potential issues out to you, so you can get w hatever professional legal advice 
m ay be necessary or appropriate to answ er these questions and to revise, i f  necessary or prudent, these 
provisions o f  the Bill accordingly.

A s I close, Mr. C hairm an, I should m ention that AO GA has prepared a “white paper” on aspects o f  tax 
credits under the proposed Bill that fall outside the specific scope o f  the present topic. In fact, that white paper 
covers the following topics; 50%  lim itation on credit taken in first year for capital investments, “TIE” credits, 
electric rate-payer benefits from  selling tax credits, and conditioning exploration tax-credits on new 
requirem ents to share inform ation. W e believe that Com m ittee M em bers m ight find some or all o f  those points 
to be o f  interest. W ith your perm ission, I could either pass copies o f  this “white paper” out to  M embers o f  the 
Com m ittee now, or copies could be distributed to them at the next recess or at the end o f  today’s hearing.

Thank you for giving A O G A  this opportunity to testify.
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1 Art. IX, § 7, Alaska Constitution states: “The proceeds of any state tax or license shall not be dedicated to any special purpose, 
except as provided in section 15 of this article [creating the Permanent Fund] or when required by the federal government for state 
participation in federal programs. This provision shall not prohibit the continuance of any dedication for special purposes existing 
upon the date of ratification of this section by the people of Alaska.”

2 Art. II, § 13, Alaska Constitution states in pertinent part: “Every bill shall be confined to one subject unless it is an appropriation 
btil or one codifying, revising, or rearranging existing laws. Bills for appropriations shall be confined to appropriations.”
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TA X  CREDITS UNDER THE PETROLEUM  PRODU CTIO N TAX

October 30, 2007

This paper addresses several questions about the proposed treatm ent o f  tax credits under 
SB 2001 and HB 2001 as introduced by the Adm inistration, and about the underlying tax policies 
for that treatm ent. These are cutting in ha lf the credit from  capital expenditures that m ay be 
taken for the tax year when those expenditures are incurred, repealing the TIE credits after the 
end o f  2007, preventing electric utility rate-payers in A nchorage from  receiving benefits from the 
u tility ’s sale o f  tax credits, and significant new inform ation-reporting requirem ents in  order to 
qualify for exploration credits.

A. 50%  Lim itation on Credit Taken in First Y ear for Capital Investm ents. 1

As introduced, SB 2001 and HB 2001 would create a lim it on the am ount o f  tax credit 
under AS 43.55.023(a) for capital expenditures that a producer may apply against its tax liability 
for the year when the capital expenditures giving rise to that credit are incurred. Only h a lf  o f  the 
credit m ay be taken against the tax that first year, and the rem ainder carries forward to the next 
year or subsequent ones until it is used.

W e cannot find a sound tax-policy reason for this lim itation. The purpose o f  these credits 
is to provide an  econom ic incentive for m aking new  capital investm ents that w ill result in new 
production to slow  the production decline on the North Slope. Because o f  the tim e-value o f  
m oney for a producer or explorer, dividing this credit into tw o halves and deferring one o f  them 
to the second year w ould reduce the value o f  this incentive under the economic analysis for each 
new investment. This m eans the State would still end up allowing the same total am ount o f  
credit for a capital investm ent, but it stands to lose production to the extent this deferral impairs 
the value o f  the incentive from  the credit and m akes potential investm ents less attractive econ­
om ically.

The only significant thing the State stands to gain from  such a deferral is the one-time- 
only effect on its tax revenue for the 2008 tax year, w hich w ill see credits halved for capital 
expenditures during that year with no capital credits com ing forw ard from 2007. But even this 
benefit, which is alm ost entirely o f  use for purposes o f  state spending, is dim inished by the fact 
that the effects from  the 2008 tax year show up on the S tate’s books in two different fiscal years

1 This limitation does not appear in CSSB 2001 (RES).
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—  nam ely, FY  2008 and 2009.2

Beginning in tax year 2009 and thereafter, the half-credit carried forward from the prior 
year plus the half-credit for the current year will add up to approxim ately a full-year credit being 
taken against the tax each year on that year’s production, especially when a taxpayer’s capital 
spending is not changing m aterially from one year to the next. This means that, after the one- 
tim e-only effects on state funds available for spending during FY08 and 09 ripple through, the 
only benefit the State w ill be getting from the credit deferral will be its own tim e-value o f  
money.

It is unnecessary to digress here into the m atter o f  what the S tate’s tim e-value o f  money 
m ight be. The point is that the very system  o f  incentives for investment under the production tax 
arises principally  from  the deduction o f  capital expenditures as they are incurred and from the 
tax credits —  including the credits under § 023(a) for capital expenditures. For the State these 
incentives m ake sense s o le ly  because it is a “play” betw een the com panies’ tim e-value o f  money 
and the S tate’s own, m aterially low er tim e-value o f  m oney. In other words, a dollar next year is 
m ore valuable to  the State than the com panies, and so by letting the com panies have that dollar 
now and getting it back next year, the State m akes the investm ent m ore valuable for them as well 
as for itself.

The lim itation on the capital-investm ent credit so it is spread out over a m inimum  o f  two 
years is com pletely at odds w ith the m echanism  by which the credit succeeds as an incentive for 
investment.

B. “TIE” C redits.

The “ transitional investm ent expenditure” or “TIE” credits are a tax credit for capital 
expenditures incurred for production and exploration operations during the five years im m edi­
ately preceding the A pril 1 ,2006  effective date o f  the PPT.

Initially, they were proposed by the prior Adm inistration as a way to soften the blow o f 
the tax increase under PPT from  the prior ELF-based tax for producers and explorers who had 
invested in good faith in this state in the expectation that the ELF-based tax, would continue to 
apply and allow  their econom ic expectations for those investments to be fulfilled. Alaska itself 
has, as an expression o f  goodwill tow ard investors and those doing business here, provided 
sim ilar transitional m easures to soften the economic effects o f  a m ajor transition from one kind

2 The first installm ent paym ent to the State in FY 2008 is made in July 2007 for June production, the next is in 
August for July 2007 production, and so on. The State thus receives tax revenues in FY 2008 from oil and gas pro­
duced during the last seven months o f  calendar year 2007 plus the true-up on M arch 31 ,2008 . The only tax pay­
ments for tax year 2008 that will be received by the State in FY  2008 are the five installments for production in 
January -  M ay 2008. The tax effect for the rest o f  calendar year 2008 from deferring h a lf the 2008 capital-expendi- 
ture credit will show  up in FY  2009 as the estimated payments and the M arch 31, 2009 true-up for calendar year 
2008.
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o f  tax to another.3

As Representative Ralph Sam uels has stated during a hearing o f  the House Special Com ­
m ittee on Oil & Gas during this special session, the TIE credits were transform ed by the House 
Resources Com m ittee during the 2006 regular session into an incentive to invest sooner rather 
than later. This was done by m odifying the TIE credit so that it takes $2 o f  current capital 
expenditure in order to get the TIE credit for $1 o f  prc-PPT capital expenditure. In conjunction 
w ith the expiration o f  TIE  credits altogether after 2013,4 the TIE credits provide an effective 
incentive to increase investm ent and to accelerate investm ents into the near term  that m ight 
otherw ise be m ade in the m id-to-long term.

The underlying prem ise o f  the TIE credits is that the royalty, property tax, state income 
tax and production tax revenues from  the additional production expected to result from  the 
increased level o f  investm ent will offset the cost to the state o f  the TIE credits. In the absence o f  
any contrary indication, it seem s prem ature to abolish the TIE credits after the end o f  this year.

C. Electric rate-paver benefits from selling tax credits.

SB 2001 and HB 2001 have two m ysterious-seem ing provisions that forbid “an entity 
that is exem pt from  taxation” from applying for a sellable tax-credit certificate under AS 43.55.- 
023 and from selling exploration tax-credit certificates under AS 43.55.025.5 In testim ony on 
these Bills, DO R representatives have been unwilling, on taxpayer-confidentiality grounds,6 to 
identify who that tax-exem pt entity or entities are that these provisions address.

A lthough we do not know which tax-exem pt entity or entities DOR is concerned about, it 
is a m atter o f  public record that the M unicipality o f  Anchorage in 1996, through its operating 
division called M unicipal Light & Pow er (“M L& P”), purchased Shell O il’s one-third working 
interest in the B eluga R iver gas field northw est across the Inlet from  Anchorage. As a  result o f  
its w orking interest, M L& P should be incurring its share o f  the lease expenditures for the Beluga 
R iver Unit that the other w orking-interest owners there, both taxable, are incurring. This means 
M L& P should have tax credits from the capital portion o f  those expenditures, and since it has no

3 For instance, former AS 43.58 (tem porary reserves tax), which allowed a dollar-for-dollar credit against the 
reserves tax for a b iven year for production taxes paid during the prior calendar year. Similarly the net reserves tax 
paid for a field gave rise to a dollar-for-dollar credit against future production taxes on production from that field. 
See also 15 AAC 21.650 and 21.660 for transitions from “ordinary” income tax to separate-accountii 1 and back, 
respectively.

* For explorers and producers who did not have production in A laska before April 1,2006, the TIE credit expires 
at the end o f  the sixth calendar year after the year when they first apply a TIE credit against the tax under AS 43.55.- 
0 1 1(e) on their new production. See AS 43.55.023(i)(3)(A)(ii),

5 See SB/HB 2001, Sec. 31 (enacting AS 43.55.023(/) to forbid a tax-exempt entity from applying for a tax-credit 
certificate) and Sec. 40 (enacting AS 43.55.025(g) to forbid a tax-exempt entity form transferring, conveying or 
selling a tax-credit certificate under § 025).

6 I f  the entities DOR is concerned about are actually “exempt from taxation", it seems incongruous to assert that 
they are “taxpayers” protected by the tax-confidentiality statute.
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tax liability to apply those credits, it would be eligible under current law to apply for a trans- 
ferrable tax-credit certificate. In addition, if  the U nit’s w orking-interest ow ners undertake an 
exploratory program  to extend the field or discover new gas reservoirs in the general vicinity, 
then M L& P could be eligible for tax credits under the exploration-credit program  in AS 
43.55.025.

M L& P w ould be forbidden from getting either kind o f  sellable tax-credit certificates 
under the Bills as introduced.

I f  M L& P could obtain and sell tax-credit certificates under AS 43.55, it would seem that 
the Regulatory Com m ission o f  A laska w ould require M L&P to pass its resulting savings from 
selling such certificates on to its rate-payers.

AO GA takes no position about whether M L& P’s rate-payers should get those benefits, or 
w hether the State should get the tax revenue that it would lose if  M L & P’s tax-credit certificates 
are sold to a producer who applies them  against its production taxes. How ever, this appeared to 
us to be a question that the Legislature m ight wish to answer for itself.

D. Conditioning exploration tax-credits on new requirem ents to share inform ation.

U nder SB 2001 and HB 2001 as introduced, an explorer would have to agree in writing to 
release proprietary well and seism ic inform ation and wellbore sam ples to the State, even for 
federal and private lands, in order to quality  for an exploration tax credit. AO GA is not aware 
o f  any other state where explorers are required to furnish such proprietary information.

Shooting seism ic, taking w ellbore cores, and analyzing such data are very costly. Yet 
undertaking such costs and risks is im portant to an explorer and can provide it w ith a competitive 
advantage in considering the resource potential o f  a particular area. Requiring an explorer to 
release such proprietary inform ation to the State diminishes the value o f  these high-cost invest­
m ents to the explorer and w eakens their value to the potential operator o f  any area to be 
developed.

To the extent this proprietary and confidential information m ust be given directly to the 
D epartm ent o f  Natural Resources (“D N R ”), we believe it would set an extraordinary precedent 
for a state to use its sovereign taxation pow ers in order to advance its interests as a mere 
property-ow ner.

The confidentiality provisions are also o f  serious concern. The proposal provides 
confidentiality protection for only ten years for m ost o f  the seism ic data required to be produced, 
and for only two years on the rest. Seism ic data typically has a she lf life in exploration areas 
(especially frontier areas) m uch longer than ten years. M ore troubling is that an operator is 
required, under the proposal, to provide a copy o f  check shot surveys or vertical seism ic profiles. 
These surveys are expensive and are keys to seismic interpretations. This inform ation generally 
has an indefinite sh e lf life and can be used to tie seismic o f  any vintage, new  or old, to wells.
Y et under the adm inistration's proposal, such information would be classified as “well data” and
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afforded only a tw o-year period o f  confidentiality. At the very m inim um  all o f  the data 
required to be provided should be kept confidential for at least 1 0 - 2 0  years.

The A dm inistration's proposal w ould also require an explorer to provide one-third o f  the 
w ellbore core to the state. This requirem ent w ould not only be onerous and costly, but would be 
physically challenging and potentially dam aging to the integrity o f  the entire core. Conventional 
cores are typically slabbed in h a lf  - one ha lf foi sam pling/destructive analysis, the other ha lf as a 
reference for geological core interpretation. H alf core slabs are larger and m ore stable in storage 
and handling than 1/3 cores. H a lf core pieces also provide better core plugs. To require an 
explorer o r operator to change its norm al procedures to im m ediately provide one-third o f  the 
fresh core sam ples w ould be expensive and would lim it the use o f  core m aterial by the operator 
to evaluate and optim ize developm ent, which in turn w ould be both harm ful to the producer and 
the State.

The A dm inistration's proposed changes w ould be precedent-setting and create difficulties 
for explorers.

A O G A  subm its A laska should reduce burdens on explorers, not increase them.
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M r. Chairm an and M em bers o f  the Com m ittee:

For the record, m y name is Thom as K. W illiams. I am Senior Royalty &  Tax Counsel for 
BP Exp’ iration (A laska) Inc. and a  former tax adm inistrator in the Alaska Departm ent o f  Rev­
enue (“DOR ). I am appearing before you today to testify in my role as chair o f  the AOGA Tax 
Com m ittee.

M y present testim ony pertains to the topic o f  “Gross vs. N et” as scheduled for considera­
tion today.

Just to m ake sure AO GA understands the topic correctly, we take “gross” as referring to a 
production tax that is levied on the “gross value at the point o f  production” as defined in AS 
43.55.900(12). The p rio r ELF-based tax was such a  “gross” tax. W e further understand “net” to 
refer to a production tax levied on the value that rem ains after subtracting the operating and 
capital costs for the oil and gas operation from the “gross value at the point o f  production.” The 
present PPT is an exam ple o f  a “net” tax, with “ lease expenditures” as defined in AS 43.55.165 
being the costs that are deducted from the “gross value” to get the taxable “production tax 
value.” I f  you w ill, the “production tax value” under PPT is equivalent to a value at the rockface 
where the oil or gas flows into a well and is physically severed from the reservoir.

The fundam ental question in the “Gross vs. N et” issue is not about which tax could 
generate m ore tax revenue for the State —  if  one tax will generate $Y  o f  tax revenues, it is 
alv/ays possib le to find the rate for the other tax that also generates $Y  o f  tax revenues. Instead, 
the fundam ental issue about a “gross” tax versus a “net” one should be how realistic you want 
your p roduction tax to be in terms o f  its effects on the real world.

The univer'M  reality  about oil and gas is they are non-renewable. In other words, as we 
produce them , there is no new oil or gas being created to replace what w e’re taking out o f  the 
ground. A s a consequence o f  ihis, the m ore oil and gas that we rem ove from a reservoir and 
produce, the m ore difficult and the m ore expensive it becom es to produce the next barrel o f  oil or



cubic foot o f  gas from what rem ains in that reservoir.

There is a further and related reality for the huge resources o f  viscous and heavy oil that 
are know n to exist on the North Slope. Because o f  the physical characteristics o f  the oil itself 
and o f  the reservoirs wherein it is found, the oil is phvsically very difficult to produce, starting 
with the very first barrel. V iscous oil —  by which we m ean oil that flows m uch m ore slowly 
than conventional oil, but can still be pushed through the reservoir rock into the wells by inject­
ing w ater to push it —  is prim arily found in the W est Sak formation. The W est Sak rock is 
crum bly, and a lot o f  fine particles o f  rock are entrained with the oil as it flows into the well 
bores, turning them  into an oily sludge. This sludge has to be rem oved from the oil at the sur­
face, and then it has to be disposed of. Rem em ber that once the oily sludge is rem oved from the 
oil, it becom es “hazardous” m aterial for purpose o f  health, safety and environm ental laws, so it 
m ust be handled and disposed o f  with the greatest care. Heavy oil —  that is, oil that is too thick 
to be pushed through the reservoir rock by w ater injection —  is found in the Ugnu form ation, 
which is not far below  the deep perm afrost. One prom ising technology for producing Ugnu oil 
would involve getting the reservoir rock to flow like a stream  o f  sand into the well, carrying the 
oil w ith it, and then separating the oil from that sand-like rock at the surface. The sam e health, 
safety and environm ental concerns for “hazardous” m aterial would apply to the handling and 
disposal o f  the “sand” —  which translates into high production costs even as production starts.

Suppose the State rejects the validity o f  these facts, or doesn’t want to take them  into 
consideration in designing its production tax. In that event, the State might levy a flat-rate tax o f 
X  cents per barrel or per thousand cubic feet. This would be the ultimate in sim plicity to admini­
ster, w ith nothing to aud it,1 and taxpayers should be able to report and pay the tax w ith 100% 
accuracy when the tax returns and paym ents come due. Such a tax would also be m uch easier to 
forecast since it w ould depend on only one variable —  namely, the volum e being produced.

But we are not considering such a tax ,2 but ones im posed on the “gross” or “net” value. 
Below is a graph illustrating the production econom ics for a hypothetical field with a tax on 
“gross value” over the life o f  a “conventional” oil field. The five m ulti-colored vertical bars on 
this graph depict the econom ics o f  the field in five stages in its life. Each full bar represents the 
“gross value” o f  the oil being produced. The top (green) segm ent in each bar represents the 
S tate’s one-eighth royalty on that oil production. The next segm ent down (red) represents a flat 
15% “net” tax. The bottom  segments (blue) in bars 1 -  4 and the second-to-bottom  one in bar 5 
represent the operating costs o f  the field. The black segm ent in each bar represents w hat’s left 
for the producer —  the net” operating margin.
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1 The State w ould want to confirm that the meters to measure the volume o f  oil or gas being produced are accu­
rate. The AOGCC already does this by witnessing proving-tests o f  the m eters’ accuracy. I f  DO R wanted to, it 
could send one o f  its own employees to witness these tests too, but this would not be an “audit” in any conventional 
sense o f  that term.

2 The economic effects o f  a flat X  cents-a-barrel tax would resemble those about to be shown for a "gross" tax.



AOGA Testimony -  “Gross vs Net’
October 31, 2007
Page 3

Effect of a “Gross Value” Tax 
as a Field Ages
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This graph illustrates the increase in the production costs per barrel th : occurs as a field 
ages and its original reserves in place are increasingly depleted. Barring a catastrophic event that 
prem aturely forces it to  shut dow n perm anently,3 a field continues to produce until it starts losing 
m oney. The latter situation is illustrated in the graph by bar 5, where the producer’s m argin is 
depicted below the zero-percent line as a negative number.

Given the enorm ous challenge that Alaska faces from the decline in North Slope oil pro­
duction, w hat is o f  greater concern is the effects on investment as a field’s operating margin is 
increasingly squeezed by  rising production costs per barrel. W hile the operating m argin for the 
rest o f  the field is usually  not a significant factor in the economic analysis o f  a new investment, 
the graph above can also  be view ed as an illustration o f  the general deterioration in the quality o f 
new  investm ents available as a field ages. For example, drilling a hundred or so in-fill wells last 
year added about 70,000 barrels a day to N orth Slope production from  w hat it otherwise would 
have been. B ut drilling a hundred such wells next year m ight only add 60,000 barrels a day, and 
the year after that only 50,000. As the m argins for incremental investm ents becom e squeezed as 
the quality o f  available investm ents in a field gradually deteriorates, few er and few er investment 
opportunities w ill rem ain that are econom ically viable.

Thus, if  all the N orth Slope investm ent opportunities in your portfolio resem ble bar 1 in

3 This has happened in A laska. The first com mercially producing oil field here, the Katalla field near the town o f 
the same name, shut down perm anently after a fire burned down its nearby refinery on Christmas Eve o f  1933.
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the graph, you will probably go forward with practically all the investments that you can. Bar 1 
illustrates a situation not unlike Prudhoe B ay’s when it first came into production and ramped up 
to 1.5 m illion barrels a day. As the opportunities available to you look increasingly like bar 2, 
you w ould still take m ost o f  them, but probably not all. How ever, as your opportunity portfolio 
gradually starts to resem ble bar 3, you would clearly start having fewer and fewer commercially 
viable opportunities. A nd if  your opportunities generally look like bar 4, perhaps none o f  them 
will be m ade. C ertainly you w on’t be investing if  they all look like bar 5.

Contrast this situation under a “gross” tax with what happens under a  tax on “net value” 
tax like PPT. Here is a graph showing the sam e hypothetical field as before, at the sam e five

Effect of a “Net Value" Tax 
as a Field Ages

120.0%i---------------------------------------------------------
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stages o f  rising production costs during its life. The “net” tax, by design, starts out in bar 1 being 
equal to w hat the “gross tax” was in bar 1 o f  the earlier example. But, as the field ages and you 
m ove from  left to right across this graph, each bar has a sm aller tax segm ent (red) than the bar 
before. Even at bar 5 representing a very late stage in the field’s life, there is still a positive 
operating m argin, w hereas the m argin was a loss in bar 5 w ith the “gross” tax. This means that 
even at the bar-5 stage o f  its life, this hypothetical field is still operating econom ically. This 
shows that, i f  all o ther things are equal, a “net” tax allows production to continue longer than it 
w ould under a “gross” tax.
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Further, if  —  as we did w ith the earlier graph —  you view  this one as illustrating the 
gradual deterioration o f  the portfolio o f  investm ent opportunities over a field’s life, you can see 
that, once again, i f  your investm ent opportunities resem ble bar 1, you will probably try to make 
as m any investm ents as you can. B ut in each succeeding colum n to the right, the portfolio is 
better than  it w as for the sam e bar in the earlier graph because o f  the greater m argins that you 
anticipate to get from your investm ents. And if  you have a better portfolio o f  opportunities, you 
are likely to m ake m ore investm ents at each stage o f  the field’s life than you would have made at 
the com parable stage under the “gross” tax.

The decline o f  North Slope is the greatest challenge facing our future and our children’s 
future as A laskans. The only way to slow  the decline and soften its impacts on the future is to 
m ake investm ents to produce m ore oil. As we have ju st shown, a “net” tax will result in more 
investm ents to produce oil than a “gross” tax will. That is the reality Alaska faces.

This is not the first Legislature to grapple with this reality, and you won t be the last. As 
an industry, all we can do in this process is to explain w hat this reality is and what the real-world 
effects prom ise to be from  the taxes and policies A laska m ay choose to adopt. That choice is 
yours. W hatever it is, we will com ply with it, we will continue to do business here, and we will 
continue to  strive to unlock the great potential that Alaska still has before it. But we know that 
one choice will allow our industry to do m ore than the other will. W e hope it is the one to be 
chosen.

Thank you for giving AO GA this opportunity to testify.
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