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(2) net profit share payments under 15 AAC 55.260(a)(2).
(b) An allowance for overhead expenses is not a qualified capital expenditure.
(c) This section applies to expenditures incurred on or after {the first day of the first
month that begins on or after the effective date of these regulation changes}. (Eff.
2 127/ 200, Register 193)

Authority:  AS 43.05.080 AS 43.55.110 AS 43.55.165

15 AAC 55.800(a) is amended to read:
(a) The following provisions apply retroactively to April 1, 2006, to oil and gas produced

after March 31, 2006:

(1) 15 AAC55.192;

(2) 15 AAC 55.205;

(3) 15 AAC 55.215;

(4) 15 AAC 55.223;

(5) 15 AAC 55.245;

(6) 15 AAC 55.270, except 15 AAC 55.270(2)(2XC) and ({e), which apply

retroactively to July 1, 2007;

(1S aaC_S55.275 Y77 275 - 15 AAC 55.315;
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(8) [15 AAC 55.245 - 15 AAC 55.315;
(6)] 15 AAC 55330 — 15 AAC 55.340;
(9) [(7)] 15 AAC 55.345 — 15 AAC 55.355;
(10) [(8)] 15 AAC 55.370 - 15 AAC 55.380;
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(11) [(9)] 15 AAC 55.410;
{12) [(10)] 15 AAC 55.420;
(13) [(11)} 15 AAC 55.430;
(14) [(12)] 15 AAC 55.440;
(15) [(13)] 15 AAC 55.510;
(16) [(14)} 15 AAC 55.810;
(I7) [(15)] 15 AAC 55.850;

(18) 15 AAC 55.900(a)(21) - (26) and (B)(21) - (25) [(16) 15 AAC

55.900(a)(21) - (22) AND (b)(21) - (24)].

15 AAC 55.800 is amended by adding a new subsection to read:
. (i) The provisions of 15 AAC 55.250 and 15 AAC 55.260 apply retroactively to April 1,
2006, with respect to costs incurred before July 1, 2007, and otherwise apply retroactively to July

1,2007. (Eff. 5/3/2007, Register 182; am 10/21/2009, Register 192; am 2 /23/20/0

Register _[43)
Authority: AS 43.05.080 Sec. 37,ch. 2, TSSLA 2006  Sec. 72, ch. 1, SSSLA 2007
AS 43.55.110

15 AAC 55.900(a) is amended by adding new paragraphs to read:
(23) "oil or gas development operations”" means the physical operations
conducted in the field to

(A) drill and complete wells to produce oil or gas or to support oil or gas

® .
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production, including installation of a drill pad or structure; or

(B) install oil or gas production equipment or facilities;

(24) "oil or gas exploration operations" means the physical operations conducted
in the fieid to

(A) drill and obtain subsurface information from an exploration well,
including installation of a drill pad or structure; or

(B) explore for oil or gas using geological or geophysical exploration
techniques;

(25) "oil or gas production facility or equipment”

(A) means a facility or equipment other than a well that is used in oil or

gas production operations and that handles produced fluids upstream of the point of
. production or fluids injected in a reservoir for reservoir pressure maintenance,
repressuring, or enhanced recovery purposes;

(B) does not include a refinery, crude oil topping plant, or other
manufacturing facility; for purposes of this subparagraph, “manufacturing facility” does
not include a gas processing plant;

(26) "oil or gas production operations”
(A) means the physical operations conducted in the field to
(i) lift oil or gas to the surface;
(ii) gather, separate, treat, and store on the surface well fluids
upstream of the point of production; in this sub-subparagraph, "treat" does not

include performing gas treatment as defined in AS 43.55.900;

® :
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(iii) perform gas processing upstream of the point of production;
(iv) meter oil or gas upstream of the point of production; and
(v) inject fluids in the reservoir from which the oil or gas is being
produced, for reservoir pressure maintenance, repressuring, or enhanced recovery
purposes;
(B) docs not include compression of gas for the purpose of gas treatment

as defined in AS 43.55.900 or of transporting gas to a market.

15 AAC 55.900(b) is amended by adding a new paragraph to read:
(25) "other land" means, with respect to costs of exploration, land the right to
explore for oil or gas deposits within which, or the right to drill a stratigrapfxic test well on
. which, has been granted by license or permit by the property owner to the producer or explorer
that incurs, or on behalf of whom is incurred, the costs of that exploration.
(Eff. 1/1/95, Register 132; am 1/1/2000, Register 152; am 1/1/2002, Register 160; am 1/1/2003,

Register 164; am 1/1/2004, Register 168; am 5/3/2007, Register 182; am 10/21/2009, Register

192; am 2 /27 20l0, Register ]84 2 ¥

Authority:  AS 43.05.080 AS 43.55.024 AS 43.55.160
AS 43.55.011 AS 43.55.025 AS 43.55.165
AS 43.55.020 AS 43.55.110 AS 43.55.170
AS 43.55.023 AS 43.55.150 AS 43.55.900

® :
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15 AAC 55 is amended by adding a new section to read:

IS AAC 55.250. Star-ldards for lease expenditures other than overhead. (a) Unless
the department has approveii or required use of an operating agreement under AS 43.55.165(c) or
(d), as those provisions read on June 30, 2007, costs incurred before July I, 2007, other than an
allowance for overhead expenses under 15 AAC 55.270, are ordinary and necessary costs
upstream of the point of production of oil and gas and direct costs of exploring for, developing,
or producing oil or gas deposits, under AS 43.55.165(a), as that provision read on June 30, 2007,
only if they are

(1) direct charges under 15 AAC 55.260 incurred for an activity or purpose
described in (c¢) of this section; and
. (2) not excluded under AS 43-.55.165(6), as that provision read on June 30, 2007,
or under AS 43.55.165(e)(6) and (19), as amended and enacted by sec. 60, ch. 1, SSSLA 2007, to
the extent made retroactive to April 1, 2006, by sec. 74(b), ch. I, SSSLA 2007.
(b) Costs incurred after June 30, 2007, satisfy the requirements established in-
AS 43.55.165(a)(1)(B), as enacted by sec. 58, ch. 1, SSSLA 2007, only if they are
(1) direct charges under 15 AAC 55.260 incurred for an activity or purpose
described in (c) of this section; and
(2) not excluded under AS 43.55.165(e), as amended by sec. 60, ch. 1, SSSLA
2007.
(c) The activities or purposes referred to in (a) and (b} of this section are
(1) conducting a geological or geophysical survey to explore for oil or gas;

(2) performing a geological, geophysical, geotechnical, or geochemical

® |
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examination or investigation specific to a reservoir to support development of that rcservo.ir;

| (3) processing or interpr-eting data acquired from an activity described in (1) or
(2) of this subsection to support oil or gas exploration, development, or production operations;

(4) designing, surveying, preparing, constructing, operating, or maintaining a
drill site for an exploration well or a well to produce oil or gas or to support oil or gas
production;

(5) transporting, mobilizing, or demobilizing a rig, coil fubing unit, or similar
equipment, or associated supplies, to and on a drill site to drill or perform downhole operations
described in (6) - (8) of this subsection on a well described in (4) of this subsection;
demobilization does not include transportation out of the state;

(6) designing, drilling, testing, logging, completing, operating, maintaining,
repairing, or suspending a well describéd in (4) of this subsection,

(7) plugging and abandoning an exploration well, but excluding restoration of the
drill site;

(8) plugging a well described in (4) of this subsection, or a portion of the well,
for the purpose of redrilling;

(9) designing, constructing, acquiring, transporting, installing, operating,
repairing, or maintaining an oi! or gas production facility or equipment,

(10) designing, constructing, acquiring, transporting, installing, operating,
repairing, or maintaining a communications system for communications between the site of oil or
gas exploration, development, or production operations, and the operator's headquarters in the

state, and that are necessary for the operations;
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(I1) designing, constructing, acquiring, transporting, installing, operating,
repairing, or maintaining a ficld automation system solely dedicated to and specific to a unitor a
lease or property and necessary for oil or gas production operations of the unit or the lease or
property;

(12) preparing and submitting an application, data, or report necessary to obtain
or maintain a governmental permit or similar governmental approval for oil or gas exploration,
development, or production operations, or for a facility, equipment, or infrastructure described in
(16) of this subsection;

{13) performing an archaeological, geophysical, or environmental survey or
preparing an environmental impact statement required by law or otherwise requiréd by a
government agency, or required by an oil and gas lease, for oil or gas exploration, development,
or production operations, or for a facility, equipment, or infrastructure described in (16} of this
subsection, or otherwise complying with environmental requirements imposed by law or oil and
gas lease for those operations, or for that facility, equipment, or infrastructure;

{(14) performing one or more of the following activities with respect to an oil or
hazardous substance cleanup contingency plan, fire response plan, or disaster recovery plan
required for safe operation or by law or oil and gas lease, for oil or gas exploration, development,
or production operations, or for a facility, equipment, or infrastructure described in (16) of this
subsection:

(A) preparing and maintaining the plan;
(B) training personnel or performing practice dnlls, monitoring, or

inspection under the plan;
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(C) obtaining and maintaining equipment and supplies required under the
plan to be routinely kept on hand,;

(15) monitoring and maintaining the safety of personne! located at the site, or in
the vicinity, of oil or gas exploration, development, or production operations;

(16) designing, constructing, acquiring, transporting, installing, operating,
repairing, or maintaining a facility, equipment, or infrastructure that is located in the vicinity of
and is used to support oil or gas exploration, development, or production operations; that facility,
equipment, or infrastructure

(A) includes

(i) camps;

(i) operations centers;

(iii) laboratories;

(iv) staging pads, roads, bridges, docks, helipads, landing areas,
and similar transportation structures;

(v) medical facilities;

(vi) emergency response facilities;

(vii) storage facilities;

(viii) security facilities;

(ix) repair and maintenance shops; and -

(x) vehicles;

(B) does not include refineries, topping plants, or other manufacturing

. facilities.
® 4
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(d) A costincurred jointly for both an activity or purpose described in (c) of this section
and an activity or purpose not described in (c) of this section must be allocated between the
activity or purpose described in (c) of this section and the other activity or purpose using a
reasonable allocation methodology.

(e) Costs incurred before July 1, 2007, that satisfy the requirements of (a)(1) and (2) of
this section are not a producer's or explorer’s lease expenditures under AS 43.55.165(a), as that
provision read on June 30, 2007, unless the costs are costs, incurred by the producer after March
31, 2006, of exploring for, developing, or producing oil or gas deposits located within the
producer's leases or properties in the state or, in the case of land in which the producer or
explorer does not own a working interest, are costs, incurred by the producer or explorer after
March 31, 2006, of exploring for oil or gas deposits located within other land in the state.

(f) Costs incurred after June 30, 2007, that satisfy the requirements of (b)(1) and (2) of
this section are not a producer's or explorer's lease expenditures under AS 43.55.165(a), as
repealed and reenacted by sec. 58, ch. 1, SSSLA 2007, unless the costs also satisfy the
requirements of AS 43.55.165(a)(1)(A), as enacted by sec. 58, ch. 1, SSSLA 2007.

(g) For purposes of this section, "designing" is limited to activities specific to an
identifiable well, facility, item of equipment, or system, and does not include activities of more

general applicability or that would ordinarily be considered research and development. (Eff.

2 127/ 2.0/Q Register |93

Authority:  AS 43.05.080 AS 43.55.160 AS 43.55.170
AS 43.55.110 AS 43.55.165
5
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15 AAC 55 is amended by adding a new section to read:

15 AAC 55.250. Standards for lease expenditures other than overhead. (a) Unless
the department has approvecli or required use of an operating agreement under AS 43.55.165(c) or
(d), as those provisions read on June 30, 2007, costs incurred before July 1, 2007, other than an
allowance for overhead expenses under 15 AAC 55.270, are ordinary and necessary costs
upstream of the point of production of oil and gas and direct costs of exploring for, developing,
or producing oil or gas deposits, under AS 43.55.165(a), as that provision read on June 30, 2007,
only if they are

(1) direct charges under 15 AAC 55.260 incurred for an activity or purpose
described in (c) of this section; and

(2) not excluded under AS 43.55.165(e), as that provision read on June 30, 2007,
or under AS 43.55.165(e)(6) and (19), as amended and enacted by sec. 60, ch. 1, SSSLA 2007, to
the extent made retroactive to April 1, 2006, by sec. 74(b), ch. 1, SSSLA 2007.

(b) Costs incurred after June 30, 2007, satisfy the requirements established in

AS 43.55.165(a)(1)(B), as enacted by sec. 58, ch. 1, SSSLA 2007, only if they are

(1) direct charges under 15 AAC 55.260 incurred for an activity or purpose
described in (c) of this section; and

(2) not excluded under AS 43.55.165(e), as amended by sec. 60, ch. 1, SSSLA
2007.

(c) The activities or purposes referred to in (a) and (b) of this section are
(1) conducting a geological or geophysical survey to explore for oil or gas;
(2) performing a geological, geophysical, geotechnical, or geochemical

1
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examination or investigation specific to a reservoir to support development of that reservo'ir;

(3) processing or interpreting data acquired from an activity described in (1) or
(2) of this subsection to support oil or gas exploration, development, or production operations;

(4) designing, surveying, preparing, constructing, operating, or maintaining a
drill site for an exploration well or a well to produce oil or gas or to support oil or gas
production;

(5) transporting, mobilizing, or demobilizing a rig, coil tubing unit, or similar
equipment, or associated supplies, to and on a drill site to drill or perform downhole operations
described in (6) - (8) of this subsection on a well described in (4) of this subsection;
demobilization does not include transportation out of the state;

(6) designing, drilling, testing, logging, completing; operating, maintaining,
repairing, or suspending a well described in (4) of this subsection;

(7) plugging and abandoning an exploration well, but excluding restoration of the
drill site;

(8) plugging a well described in (4) of this subsection, or a portion of the well,
for the purpose of redrilling;

(9) designing, constructing, acquiring, transporting, installing, operating,
repairing, or maintaining an oil or gas production facility or equipment,

(10) designing, constructing, acquiring, transporting, installing, operating,
repairing, or maintaining a communications system for communications between the site of oil or
gas exploration, development, or production operations, and the operator's headquarters in the

state, and that are necessary for the operations;
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(11) designing, constructing, acquiring, transporting, installing, operating,
repairing, or maintaining a field automation system solely dedicated to and specific to a unitor a
lease or property and necessary for oil or gas production operations of the unit or the lease or
property;

(12) preparing and submitting an application, data, or report necessary to obtain
or maintain a governmental permit or similar governmental approval for oil or gas exploration,
development, or production operations, or for a facility, equipment, or infrastructure described in
(16) of this subsection;

(13) performing an archaeological, geophysical, or environmental survey or
preparing an environmental impact statement required by law or otherwise required by a
government agency, or required by an oil and gas lease, for oil or gas exploration, development,
or production operations, or for a faciiify, equipment, or infrastructure described in (16) of this
subsection, or otherwise complying with environmental requirements imposed by law or oil and
gas lease for those operations, or for that facility, equipment, or infrastructure;

(14) performing one or more of the following activities with respect to an oil or
hazardous substance cleanup contingency plan, ﬁré response plan, or disaster recovery plan
required for safe operation or by law or oil and gas lease, for oil or gas exploration, development,
or production operations, or for a facility, equipment, or infrastructure described in (16) of this
subsection:

(A) preparing and maintaining the plan;
(B) training personnel or performing practice drills, monitoring, or

inspection under the plan;
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15 AAC 55 is amended by adding a new section to read:

15 AAC 55.260. Direct charges. (a) Except as limited by (d) and (e) of this section,
direct charges for purposes of 15 AAC 55.250(a) and (b) are

(1) costs paid to real property owners to acquire surface rights in real property
located in the vicinity of oil or gas exploration, development or production operations, and used
in support of those operations; ’

(2) net profit shares required to be paid to the state under leases issued under
AS 38.05.180(£)(3)(B), (D), or (E) and paid after June 30, 2007,

(3) labor costs, not including work on tax, legal, purchasing, or accounting
matters, or matters involving a dispute before a government agency, in the form of salaries and
wages of

(A) employees of the operator, when those employees are directly
employed in or in support of oil or gas exploration, development, or production
operations, and

(i) on the site or in the vicinity of those operations;

(i1) in transit to or from the site or viﬁinit}; of those operations;

(iii) on a site of a system described in 15 AAC 55.250(c)(10) or
(11) if assigned to and working on that system,; or

(iv) on the site of the construction, transportation, repair, or
maintenance of a facility, a system, equipment, or infrastructure described in

15 AAC 55.250(c)(9) - (11) or (16) if assigned to and working on that

. construction, transportation, repair, or maintenance; or

o 6
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(B) any of the following employees of the operator, while those
employees are assigned to a specific lease or property or unit that is the subject of oil or
gas exploration, development, or production, and only as to that portion of the salaries
and wages attributable to the time actually devoted to that exploration, development, or
production, as supported by an approved timesheet or other time writing document:

(1) technical employees having special and specific engineering,
geological, or other technical skills, including engineers, geologists,
geophysicists, environmental specialists, and other technical personnel whose
primary function with respect to that exploration, development, or production is
the handling of specific problems or operating conditions involving the oil or gas
exploration, development, or production operations or the support of those
operations;

(ii) employees engaged in developing field automation systems
dedicated to and specific to a unit or a lease or property and necessary for oil or
gas production operations of the unit or the lease or property;

(iii) employees engaged in developing computer applications
specific to a unit or a lease or property and necessary for oil or gas development
or production operations of the unit or the lease or property;

(4) costs of employee training that directly relates to the job duties for the
employees described in (3) of this subsection; the costs of professional memberships, dues, or
periodicals, or of education or training in pursuit of an academic degree or professional

credential, are not direct charges;
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(5) expenditures or contributions made under assessments imposed by
governmental authority that are applicable to the operator's labor costs described in (3) of this
subsection; as to workers' compensation, if the operator self-insures, it may treat as an
expenditure or contribution under this paragraph the charge that is regularly recorded as an
accrual in the operator's general ledger as representing the fair and reasonable cost of the self-
insurance;

(6) reasonable expenses incurred or reimbursed by the employer of those
employees described in (3) of this subsection for travel by those employees to or from the site or
vicinity of oil or gas exploration, development, or production operations, and for associated
living quarters and meals; a reasonable per diem allowance, if paid by the employer in place of
reimbursement of actual expenses, may be substituted for actual expenses for living quarters and
meals;

(7) the employer's share of contributions to established plans for employee group
life, disability, or medical insurance, pension, retirement, stock purchaée, thrift, bonus, or other
similar benefit plans, applicable to the operator's labor costs described in (3) of this subsection, if

(A) the plans are available on a regular basis to all employees of the
operator who are directly working in oil or gas exploration, development, or production
operations, other than employees excluded from a plan's coverage because of
participation under a collective bargaining agreement; and

(B) the amount of the employer's share of contributions does not exceed
the following percentage, as applicable, of the costs under (3) of this subsection incurred

for employees covered by the plans:
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(i) 32 percent for calendar year 2006,
(i) 33 percént for calendar year 2007,
(ii1) 36 percent for calendar year 2008;
(iv) 35 percent for calendar year 2009;
{v) 30 percent for a calendar year after 2009,

(8) the employer's share of contributions to established plans for employee group
life, disability, or medical insurancé, pension, retirement, stock purchase, thrift, bonus, or other
similar benefit plans, applicable to the operator's labor costs described in (3) of this subsection,
and available to employees under a collective bargaining agreement,

(9) costs to purchase or transport a facility, equipment, materials, or supplies used
in oil or gas exploration, development, or production operations;

(10) costs to purchase or transport a facility, a system, equipment, or
infrastructure described in 15 AAC 55.250(¢)(10), (11), or (16), or to purchase or transport
equipment, materials, or supplies used in a facility, a system, equipment, or infrastructure
described in 15 AAC 55.250(c)(10), (11), or (16);

(11) costs paid to a third party for contract services, utilities, or use of a facility
equipment, or infrastructure provided by the third party and used in oil or gas exploration,
development, or production operations, or used in support of those operations, or for use of a
system described in 15 AAC 55.250(c)(10) or (11) provided by the third party; for purposes of
this paragraph,

(A) contract services

(i) do not include work in tax, legal, or accounting matters, or

9
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matters involving a dispute before a government agency;

(ii) are limited to services the labor costs of which, under (3) of
this subsection, would be allowable as direct charges if the operator's employees
performed the services;

(B) support facilities, equipment, and infrastructure are limited to the
categories described in 15 AAC 55.250(c)(16);
(12) costs charged to a unit or other joint operation for use in its oil or gas
cxploration, development, or production operations of a facility or equipment that
(A) is wholly or partly owned by a producer or explorer with an interest
in the unit or other joint operation; and
(B) is not, and has not previously been, wholly or partly owned or
acquired by or on behalf of the unit or other joint operation;
(13) a premium paid to a third-party insurer for insura'ix}overing oil or gas
exploration, development, or production operations;
(14) standby costs paid to a third party drilling rig contractor, and incurred
(A) while rig operations are deferred, suspended, or curtailed by reason of
force majeure or another cause beyond the reasonable control of the operator; or
(B) to secure a rig for drilling if the rig is actually used for the operation
for which it was secured;
(15) payments of property taxes, sales or use taxes, motor fuel taxes, or excise

taxes if incurred with respect to the sale, acquisition, ownership, or use of a good, service, or

. property, the cost of which is a lease expenditure under AS 43.55.165, or would be a lease

. 10
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expenditure if incurred during the period for which the payment is made;

(16) payments in lieu of property taxes, sales or use taxes, motor fuel taxes, or
excise taxes that would otherwise be incurred with respect to the sale, acquisition, ownership, or
use of goods, services, or property, the cost of which is a lease expenditure under AS 43.55.165,
or would be a lease expenditure if incurred during the period for which the payment is made;

(17) aregulatory cost charge under AS 31.05.093;

(18} afeecharged bya government agency for a regulatory license, permit, or
similar regulatory approval required for oil or gas exploration, development, or production
operations, or for a facility, equipment, or infrastructure described in 15 AAC 55.250(c)(16);

(19) costs to transport to the injection site, oil, gas, or other fluid recovered from
a well and injected for reservoir pressure maintenance, repressuring, or enhanced recovery
purposes, and costs paid to a third party producer to purchase that oil, gas, or other fluid from the
producer;

(20) if a producer owns a refinery or crude oil topping plant that is located on or
near the premises of the producer's lease or property in the state and that processes the producer's
oil produced from that lease or property into a product that the producer uses in the operation of
the lease or property in drilling for or producing oil or gas, the amount calculated by subtracting
from the fair market value of the product used the prevailing value of the oil that is processed;
for purposes of this paragraph, |

(A) the amount of the oil that is processed equals the number of barrels of

the product into which the oil is processed;
(B) the prevailing value of the oil that is processed in a field topping plant

11
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in the Alaska North Slope area is the gross value at the point of production of that oil as

determined under 15 AAC 55.163(b);

(21) costs paid to a third party to acquire geological or geophysical data used in
oil or gas exploration, development, or production operations.

(b) For purposes of this section, an employee's salary or wages for a given period of time
includes the cost in salary or wages for the employee's earned or compensatory time off
attributable to the employee's work during that time period.

(c) In the absence of evidence to the contrary, and for purposes of AS 43.55.165(e)}(12),
the department will accept a charge under (a)(12) of this section as being not more than fair
market value if the charge does not exceed the cost calculated on the basis of the net book value
of the equipment or facility multiplied by the number of hours, days, miles, or throughput
volumes for which the equipment or facility is used in the oil or gas exploration, development, or
production operations, divided by the number of hours, days, miles, or throughput volumes, as
applicable, of estimated remaining useful life of the equipment or facility, or calculated using
another method approved by the department. For purposes of this subsection, "net book value"
means the dollar amount the owner of an asset records in its financial statements, consistent with
generally accepted accounting principles, as the historical cost of the asset, excluding capitalized
interest and net of accumulated depreciation or amortization, if the historical cost does not
exceed the fair market value of the asset at the time it was acquired by the owner.

(d) Except for a cost described in (a)(2), (13), or (19) of this section, a cost that relates to
the exploration, development, or production of oil or gas deposits that are subject to a unit

operating agreement or other agreement that provides for an operator to conduct the oil or gas

12
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exploration, development, or production on behalf of itself and other producers or explorers is
not a direct charge under this section if the cost is not (1) incurred in the first instance by the
operator on behalf of the producers or explorers under the agreement; (2) actually billed to the
producers or explorers under the agreement; and (3) paid, as to the producer's or explorer's share,
by the producer or explorer to whom that share is billed. For purposes of this subsection, an
agreement includes an instrument or arrangement among the parties to the agreement that
modifies a party's rights or obligations under the agreement.

(e) A fece or other consideration paid to, or for the benefit of, a producer in connection
with the use of a facility in which that producer has an ownership interest is not a direct charge
under this section to the extent that the fee or other consideration

(1) compensates that producer for the dcferral or loss of that producer's oil or gas
production resulting from the payer's use of the facility; or

(2) reimburses that producer for its additional tax liability resulting from the
receipt of fees or other consideration in connection with the payer's use of the facility.

(f) Direct charges under this section are net of any credits, refunds, reimbursements,
purchase discounts, and cost recoveries, unless the credit, refund, reimbursement, or cost
recovery is accounted for as an adjustment to lease expenditures under AS 43.55.170. For
purposes of this subsection, "credits" do not include tax credits.

{(g) For purposes of this section, "operator" means, in the case of

(1) a producer or explorer carrying out oil or gas exploration, development, or
production on behalf of itself, that producer or explorer;
{(2) a unit operating agreement or other agreement that provides for an operator to

13
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carry out oil or gas exploration, development, or production on behalf of itself and other

producers or explorers, the producer or explorer acting as operator under that agreement. (Eff.

2 127/ 20/0Register _{F 3)
Authority:  AS 43.05.080 AS 43.55.160 AS 43.55.170
AS 43.55.110 AS 43.55.165

15 AAC 55.270(a) is amended to read:

15 AAC 55.270. Overhead before {the first day of the first month that begins on or
after the effective date of these regulation changes}. (2) This subsection applies only to

determining allowable overhead expenses under AS 43.55.165(a) and (b}, as these provisions

read on June 30, 2007, and under AS 43.55.165(a), as repealed and reenacted by sec. 58, ch.
1, SSSLA 2007. For purposes of AS 43.55.165(b)(1)(C),as that provision read on June 30,

2007, and AS 43.55.165(a)(2), as repealed and reenacted by sec. 58, ch. 1, SSSLA 2007, a

reasonable allowance for a producer's or explorer's overhead expenses directly related to
exploring for, developing, or [AND] producing oil or gas deposits located within a lease or
property or other land in the state is the sum of

(1) three percent of the producer's or explorer's non-overhead lease expenditures
that are qualified capital expenditures; and

(2) nine percent of the producer's or explorer's non-overhead lease expenditures
that are not

(A) qualified capital expenditures; [OR]

. (B) payments of or in lieu of taxes; or

® 14
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(C) net profit share payments under 15 AAC 55.260(a)(2).

15 AAC 55.2°0 is amended by adding new subsections to read:

(e) The provisions of (a)(2)(C) of this section apply to expenditures incurred after June
30, 2007.

(f) This section applies to expenditures incurred before {the first day of the first month
that begins on or afier the effective date of these regulation changes}. (Eff. 5/3/2007, Register
182; am 2 /27/ 20/0 Register /23)

Authority:  AS 43.05.080 AS 43.55.110 AS 43.55.165

15 AAC 55 isamended by adding a new section to read:

15 AAC 55.271. Overhead on or after {the first day of the first month that begins on
or after the effective date of these regulation changes}. (a) For purposes of
AS 43.55.165(a)(2), as repealed and reenacted by sec. 58, ch. 1, SSSLA 2007, a reasonable
allowance for the calendar year for a producer's or explorer's overhead expenses directly related
to exploring for, developing, or producing oil or gas deposits located within a lease or property
or other land in the state is 4.5 percent of the producer's or explorer's lease expenditures, net of
adjustments under AS 43.55.170, that are incurred during the calendar year and that are allowed
as direct charges under 15 AAC 55.260, excluding

(D paymeﬂts of or in lieu of taxes other than
(A) payroll taxes under 15 AAC 55.260(a)(3);

(B) sales taxes, use taxes, or excise taxes on goods or services;

15
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(2) net profit share payments under 15 AAC 55.260(2)(2).
(b) An allowance for overhead expenses is not a qualified capital expenditure.
(c) This section applies to expenditures incurred on or after {the first day of the first
month that begins on or after the effective date of these regulation changes}. (Eff.
2 127/ 200, Register 193)

Authority:  AS 43.05.080 AS43.55.110 AS 43.55.165

15 AAC 55.800(a) is amended to read:

(a) The following provisions apply retroactively to April 1, 2006, to oil and gas produced

after March 31, 2006:
(1) 15 AAC55.192;
(2) 15 AAC 55.205;
(3) 15 AAC55.215;
(4) 15 AAC 55.223;

(5) 15 AAC 55.245;

(6) 15 AAC 55.270, except 15 AAC 55.270(a)(2)(C) and {e), which apply

retroactively to July 1, 2007;

(1S AAC 55.275 (D) 275 - 15 AAC 55.315;

1789

(8) [15 AAC 55.245 - 15 AAC 55.315;
(6)] 15 AAC 55330 — 15 AAC 55.340;
(9) [(7)] 15 AAC 55.345 — 15 AAC 55.355;
(10) [(8)} 15 AAC 55.370 - 15 AAC 55.380;

16
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(1) [(9)] 15 AAC 55.410;

(12) [(10)] 15 AAC 55.420;
(13) [(11)] 15 AAC 55.430;
(14) [(12)] 15 AAC 55.440;
(15) [(13)] 15 AAC 55.510;
(16) [(14)] 15 AAC 55.810;
(17) [(15)] 15 AAC 55.850;

(18) 15 AAC 55.900(a)(21) - (26) and (b)(21) - (25) [(16) 15 AAC

55.900(a)(21) - (22) AND (b)(21) - (24)].

15 AAC 55.800 is amended by adding a new subsection to read:
(i) The provisions of 15 AAC 55.250 and 15 AAC 55.260 apply retroactively to April 1,
2006, with respect to costs incurred before July 1, 2007, and otherwise apply retroactively to July

1,2007. (Eff. 5/3/2007, Register 182; am 10/21/2009, Register 192;am 2 /27/20(M

Register _J43%)
Authority:  AS 43.05.080 Sec. 3?, ¢h. 2, TSSLA 2006  Sec. 72, ch. 1, SSSLA 2007
AS 43.55.110

15 AAC 55.900(a) is amended by adding new paragraphs to read:
(23) "oil or gas development operations” means the physical operations
conducted in the field to

(A) drill and complete wells to produce oil or gas or to support oil or gas

17
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production, including installation of a drill pad or structure; or
(B) install oil or gas production equipment or facilities;

(24) "oil or gas exploration operations" means the physical operations conducted

in the field to

(A) drill and obtain subsurface information from an exploration well,
including installation of a drill pad or structure; or

{B) explore for oil or gas using geological or geophysical exploration
techniques;

(25) "oil or gas production facility or equipment"”

(A) means a facility or equipment other than a well that is used in oil or
gas production operations and that handles produced fluids upstream of the point of
production or fluids injected in a reservoir for reservoir pressure maintenance,
repressuring, or enhanced recovery purposes;

(B) does not include a refinery, crude oil topping plant, or other
manufacturing facility; for purposes of this subparagraph, “manufacturing facility” does
not include a gas processing plant;

(26) "oil or gas production operations”
(A) means the physical operations conducted in the field to
(i) lift oil or gas to ith'e surface;
(ii) gather, separate, treat, and store on the surface well fluids
upstream of the point of production; in this sub-subparagraph, “treat” does not
include performing gas treatment as defined in AS 43.55.900;

18
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(iti) perform gas processing upstream of the point of production;
(iv) meter oil or gas upstream of the point of production; and
(v) inject fluids in the reservoir from which the oil or gas is being
produced, for resefvoir pressure maintenance, repressuring, or enhanced recovery
purposes;

(B) docs not include compression of gas for the purpose of gas treatment

as defined in AS 43.55.900 or of transporting gas to a market.

15 AAC 55.900(b) is amended by adding a new paragraph to read:

(25) "other land" means, with respect to costs of exploration, land the right to
explore for oil or gas deposits within which, or the right to drill a stratigrapﬁic test well on
which, has been granted by license or permit by the property owner to the producer or explorer
that incurs, or on behalf of whom is incurred, the costs of that exploration.

(Eff. 1/1/95, Register 132; am 1/1/2000, Register 152; am 1/1/2002, Register 160; am 1/1/2003,

Register 164; am 1/1/2004, Register 168; am 5/3/2007, Register 182; am 10/21/2009, Register

192; am 2 /27/ 20l0, Register }]4 3 )

Authority:  AS 43.05.080 AS 43.55.024 AS 43.55.160
AS 43.55.011 AS 43.55.025 AS 43.55.165
AS 43.55.020 AS 43.55.110 AS 43.55.170
AS 43,55.023 AS 43.55.150 AS 43.55.900
o 1
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Four Oaks Place
1300 Paost Oak Boulevard, Suite 1000
Houston, Texas 77056

Gaffney, Cline & Associates Inc.

. ) " ; Telephone: (713) 850-9955
Tachnical and Management Advisers to the Petroleum Industry Interationally Since 1962 Facsimile: (712) 850-0966
Email: gcah@gaffney-cline.com

RAR/bgh/C1699.00/gcah.57.10 February 16, 2010

Oil Company Upstream Capital Spending

This Memorandum is an update to a previous note dated October 3, 2007 on this same
matter. Additional data on Capital Expenditures and Acquisitions has been incorporated below
and supplemented with further analysis.

BACKGROUND

Like any corporation, oil companies are by definition in business to make a profit. Taxes
and other forms of government take govern the amount of profits that a government deems it
appropriate for an oil company to make. With all things being equal (which they rarely are), oil
companies would preferentially invest in areas with the lowest overall government take (whether
achieved through taxation or otherwise); however, this is not the real world calculus.

When prospectivity (the likelihood of making a discovery) and materiality (the expected
size of such a discovery) are added to the investment decision criteria, oil companies quite often
end up investing in countries with relatively high or above average levels of government take.
They do so because they believe (and often realize) that notwithstanding the high government
take investments in those countries will generate absolute levels of profit unachievable in
countries with lower levels of take. Thus, countries that offer extraordinary potential (like Angola,
Russia, Kazakhstan, Libya and Iraq) are able to command a greater share of the total pie while,
at the other extreme, areas which have extremely favorable tax regimes (like Ireland and
Morocco) still do not attract significant industry interest.

The number of locales in the world that offer the larger oil companies the needed level of
materiality to invest are increasingly limited in number. ExxonMobil, BP, Chevron and
ConocoPhillips for example, together produce over 12 million barrels of oil equivalent per day —
to simply replace their production they need to add to their reserves a Kuparuk size
accumulation every 8 to 9 months!

Thus, the investment decisions of oil companies are governed by a number of factors.
These include both the unit level of profitability available (a reflection of the overall level of
government take), and the size of the investment opportunity.

CAPITAL SPENDING COMPARISON

The oil companies have compared Alaska's fiscal regime mainly to other lower 48 US
fiscal regimes; however, such a comparison would only be valid for a small portion of their
overall capital spending over the past few decades. IndeedFtypically over 70% of the E&P
capital spending of companies such as ExxonMobil, BP, Chevron and ConocoPhillips are
outside the US.

inue to assert, the fiscal regime in the Gulf of Mexico (GOM) is
more favorable than ACES. But given that, why do the companies predominately invest outside

UNITED KINGDOM UNITED STATES SINGAPORE ~ AUSTRALIA  ARGENTINA  BRAZIL  KAZAKHSTAN RUSSIA UAE
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the US in countries with fiscal regimes far less contractor friendly than Alaska? Indeed, why not
spend all of their capital in the Gulf of Mexico? Reasons include:

= Scale: there are not enough opportunities in the GOM for companies of this scale to
“increase production, “book barrels” and maintain high reserves replacement ratios;
and

— = Diversification: best practice portfolio management strategies typically promote
< investments in various locations, i.e. avoid “putting all the eggs in the same basket”.

As a result, a number of the countries that have been the recipients of significant capital
spending have fiscal regimes that are seen as less favorable (and in some cases much less
favorable) than in the lower 48 US. In fact, countries such as Indonesia, Norway, Angola and
Iraq typically have average and marginal tax rates/government takes above those in place in
Alaska, regardless of price.

It is thus misleading simply to compare Alaska’s terms with those available in the Gulf of
Mexico or other US jurisdictions RGiven the amount of investment capital being spent by the
large oil companies each year, Alaska is pres ot competing with the GOM for funds; it is
competing with these other, mostly high cost (from a government take perspective) international
opportunities.

The following table illustrates the upstream capital spending of ExxonMobil, BP,
Chevron, and ConocoPhillips from 2002 through 2009.

US$ Millions 2009 2008 2007 2006 2005 2004 2003 2002

UsS 3585 | 3334 | 2212 2486 | 2,142 1,922 2125 | 2387

Exxon- International 17,119 | 16,400 | 13512 | 13745 | 12328 | 9793 9863 | 8,037
Mobil .. US Share (%) i1 T% % S 14% 5 50A8% ) 15% 16%: 1 18% 23%
e TOTAL ] 20,704°)019,734: [°15,7247] 16,231 [ 14,470:{ 11,745 | 11,988 [ 10,394

us 6,169 | 10359 5006 | 4605| 3870  4096] 4097 4303

Bp :International_ _ 8?27 __ 1_1_,868 _ 9,111 8513 | 6367 | 7,007 11273 | 5396
US:Shdre (%) - | 41% |- 47% | 36% 1 35% | 38% | 3% o 27% ) 4%

co o TOTAL o |014.896 | 22,227 | 14,2071 13;118 |: 10,237 11;,193:¢ 15,370 }. 6,699

us 3261 ] 5516 4558 | 4123 2450 1,820 ( 1,641 1,888

Chevron Intematignal _ 13,848” 11944 10,980 ' _8,696 5939 | 4,501 ' 4,034‘ _ 4,395
- US Share (%) | 519% |70 32% £ 20% 00 032%: |1 29% ] -20%: 0 29%: 1 - 30%

- TOTAL ) 17109 |- 17,460 | 15,5381 12,819 ] 8389} 6,321.] -~ 5,675:] 6,283

Alaska 832 1414 566 820 746 845 570 706

US {Continental) 2668 | 3836 ) 3122| 2008 891 669 848 499

Conoco- International 50959 | 11,206 6,147 6,685 5,047 3,835 3,080 2,071
Phillips | AlaskaShare (%) | 9% | 9% [ 7% | o0% b 1% 4 12% | 13% | 22%
USShare (%) | “37% |-32% | '38% |- 30% b 24%: | o 25% | 3% | 3%

- TOTAL - | 79,459 |16,456:]°:9,935].:9,543:}:" 6,684 | 5240 | 4508 [ 3276

us 16,516 | 24,459 | 15,654 | 14,042 | 10,099 | 9,452 | 9281 9,753

TOTAL International 45,653 | 51418 | 39,750 | 37639 | 20681 | 25326 | 28,260 | 19,899
USShare{%). . 1. 27% |- 32% | 28% |- 27% 25%. | " 27% ) - 26% |- 33%

~ o TOTAL 62,168 | 75877 | 55404 | 51,681 ] 39,780 |.-34.478 | 37,541 [ 29,652

Source: Company annual reports and press releases. - 2009 figures for ConocoPhillips are budget, not actual
Note: the scope of the actiities included under Upstream Capital Spending varies from company lo company, with
ExxonMobil reporting Capital and Exploration Expenditures, BP reporting Capital Expenditure and Acquisitions, Chevron
reporting Capital and Exploratory Expenditures and ConocoPhillips reporting Capital Expenditures and investment.
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It is very clear from the above data that these companies invest more of their E&P
budget outside the US than in the US, with overall only 27% percent of their upstream
investment directed to US projects in 2009. Over the period from 2002 to 2009, the share of the
US in these companies’ total investment has dropped from 33% to 27%. Annual fluctuations in
capital spending are often influenced by major acquisitions, such as Chevron's merger with
Unocal in 2005 and ConocoPhillips’ merger with Burlington Resources in 2006. in 2009, the
total upstream capital spending outside the US represented over US$45 billion, while the US
share represented over US$16 billion dollars.

QOut of these four companies, ExxonMobil is the company which allocates the most
significant portion of its budget to international investment, with over 80% of capital spending
outside the US in 2009.

BP on the other hand has the highest percentage of its upstream capital spending in the
US, representing over 40% in 2008 and 2009. This split is in part the result of BP’s investments
in US shale gas, such as the acquisition of Chesapeake's interests in the Arkoma Basin
Woodford and Fayetteville Shale plays in 2008 for over US%$3.6 billion.

Chevron's US upstream investments have dropped from 32% to 19% from 2008 to 2009.
Chevron's international focus is expected to remain strong in 2010 as reflected by its
international upstream budget of US$13.2 billion out of a total upstream budget of US$17.3
billion, with major projects in Western Australia, GOM, Brazil, Nigeria, Angola, Thailand, China,
and Canada.

. ConocoPhillips’ share of US spending significantly fluctuated since 2002, with a recent
increase to 37% of its total upstream budget. The share of Alaska, out of total upstream budget,
has dropped from 22% in 2002 to 9% in 2006 and remained below 10% since then.

At_the macro_level_there is no discernable change in_investment palterns as Alaska
moved_from_ELE_to.PRT-to.ACES.-The_continued_investment.by_the._large_companies.in-high
government.take countries_reflects_the_fact.thai, in.deciding where_to.invest,.government take is

A= AL,

he of the.factors_considered but is demonstrably not, in and of itself, the controlling_or deciding.__,
JactorIn addition, it would be misleading to only compare the fiscal regime in Alaska with
regimes in the lower 48 US, or other low government take regimes, as given strategic,
investment community and growth drivers the large companies have and will continue to invest

in high government take regimes which offer similar resource development opportunities.

Very truly yours,
GAFFNEY, CLINE & ASSOCIATES, INC.

Rich Ruggiero
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Qil and Gas Tax Credits Overview and Forecast

Oil and Gas Production Tax Statutes contained in Title 43, Chapter 55 authorize several
types of credits to be applied against the state's production tax. Among these are
credits for capital expenditures (AS 43.55.023(a)), carried-forward annual losses (AS
43.55.023(b)), and exploration expenditures (AS 43.55.025). These are the primary
credit programs applicable under the state oil and gas production tax, and are the focus
of this report.

Credits may be redeemed in two ways: (1) they may be converted into transferable tax
credit certificates and transferred or sold, either to another production taxpayer, or to the
state treasury or (2) they may be claimed and applied against a production tax liability
on a taxpayer's annual tax filing. For purposes of this report, we assume that
companies with tax liabilities will apply their credits against their tax liabilities whenever
possible and that companies with no tax liabilities will seek to sell their credits to the
state, rather than hold them for future use or sale to third parties.

Exploration tax credits were first available in 2003, and have been expanded in the
years since. Prior to revisions to the production tax law in 2007, exploration tax credits
could only be redeemed by using them against a tax liability or by selling them to
another tax payer. Credits under this program have always been audited by the DOR
prior to the issuance of a certificate.

The production tax revisions passed in 2006 created the authority for credits for capital
expenditures and net loss carry forwards to be claimed beginning in April 2006, and
these credit provisions were further amended by the legislation effective July 1, 2007.
The DOR Tax division issues transferable certificates for these two classes of credits
after completion of a due diligence review.

History of Tax Credit Certificates Authorization and Use

Figure 1 on the following page shows the dollar amount of all applications for
transferable tax credit certificates received from the credit program’s inception to date,
as weil as dollar value of certificates issued, redeemed and cutstanding. in total,
companies sought $1.018 billion in credit certificates since the program began in 2003.
The applications are split, with $334 million in exploration credits and $684 million
capital/net loss carry forward credits. Taxpayers are increasing their use of these credit
programs as shown in the credit history table below: For FY 2010, we expect to receive
additional requests for credit certificates related to capital expenditures and carried-
forward annual losses when annual returns for calendar year 2009 are filed on March
31, 2010.

Department of Revenue, Tax Division
February 22, 2010




Amount of Transferable Tax Credit Certificates Sought under AS
43.55.023 and .025

FY 2005 - $21 million

FY 2006 - $27 million

FY 2007 - $151 million

FY 2008 - $326 million

FY 2009 - $320 million

FY 2010 - $172 million (as of February 2010)

Figure 1: Oil and Gas Tax Credits and Certificates to Date

Credif Applications
Received to date - $1.018 billion

Certli.ficates Certificates Sold  Certificates
_/:pp lEdSt;)?G to the State- . Outstanding -
axes - $400 million - $226 million

million
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Department of Revenue, Tax Division
February 22, 2010




As can also be seen in Figure 1, $802 million in credit certificates have been issued

. since the credit program began in 2003; of these, $176 million have been applied to tax
liabilities, either directly or through transfers to other companies, $400 million have been
sold to the state, and $226 million are still outstanding. In addition to this, there are
$216 million in credit applications either in process or denied; it is estimated that about
$148 million of these will ultimately be redeemed. From this information, we can
determine that the total amount of outstanding certificates and yet-to-be processed
applications is just over $374 million.

Figure 2 below shows the payment history for production tax credits certificates that
have been sold to the state, along with the appropriations that authorized those
payments, either through the Oil and Gas Tax Credit Fund, authorized at AS 43.55.028
or through appropriations prior to the creation of the fund.

Figure 2: Appropriations and Payments Made for Oil and Gas Tax Credits

Certificates
Appropriation CH 6, SLA 2007 54,646,593
Payment FY 2007 Refunds (54,646,593)
Appropriation CH 28 SLA 2007 25,000,000
Appropriation CH 11, SLA 2008 125,000,000
Earnings 39,1186
Payment FY 2008 Refunds (54,143,421}
. Appropriation CH29, SLA 2008 325,000,000
Appropriation CH 27, SLA 2008 175,000,000
Earnings 18,168,845
Payment FY 2009 Refunds (193,099,396)
Appropriation CH12, SLA 2009 (415,000,000}
Appropriation CH12, SLA 2009 180,000,000
Earnings 2,715,382
Payment (98,444,018)
Qil and Gas Tax Credit Fund Balance 90,236,508

History of Credits Applied Against Tax Liabilities

In addition to the exploration tax credits under AS 43.55.025 and the capital expenditure
credits under AS 43.55.023 (a){1) & (2), the production tax statutes under the 2006 and
2007 amendments, allowed producers to take against the production tax liability, the
transitional investment expenditures (TIE) credits authorized under AS43.55.023(i) and
the small producer credits under AS 43.55.024.

Department of Revenue, Tax Division
. February 22, 2010
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Transitional Investment Expenditures (TIE) Credits

The 2006 tax amendments authorized taxpayers to take a 20% credit on allowable
qualifying capital expenditures incurred between March 31, 2001 and April 1 2006 with
the credit not exceeding 10% of qualified capital expenditures incurred between March
31, 2006 and January 1, 2008. The 2007 amendments revised the credit to cover only
producers or explorers not having production prior to January 1, 2008. The TIE credits
are not transferable and may not be carried forward beyond 2013.

Small Producer Credits

There are 2 types of small producer credits allowable under the production tax statutes
in AS 43.55.024. Under section (a) of the statute, companies producing less than
50,000 barrel per day of oil BTU equivalent may take a credit of up to $6 million against
a production tax liability. The credit is allowed for production from wells outside of Cook
Inlet and North Slope and can be taken annually; however, the credit may not be
converted to transferable cash certificates for cash or transfer, and may not be carried
forward. This credit expires in 2016.

The small producer credit under section (d) of AS 43.55.024, is available for companies
producing not more than 100,000 barrel per day of oil BTU equivalent and ranges from
$12 million to $0 depending on the level of production. Production is not restricted by
region. The credit is not cashable or transferable and can only be applied against a
production tax liability. This credit expires in 2016.

Credits Applied Against Production Tax Filings

Companies filing production tax annual returns claimed earned production tax credits of
$331 million in FY07, $569 million in FY08 and $376 million in FY09, a total of $1.276
billion over the 3 year period. Of these amounts, the producers used these credits to
offset their production tax liabilities by $322 million in FYQ7, $469 million in FY08 and
$282 million in FY09 a total of $1.073 billion. Under the 2006 amendments, companies
could apply tax credits earned for qualifying capital expenditures in the year that the
expenditures were incurred. The 2007 amendments changed the statute to allow only
50% of the credit to be applied against the production tax liability in the year earned,
thus the amount of credit earned increasingly exceeded the credits applied against tax
liabilities in FYO8 and FY(09. At the end of FY09, there remains a balance of $203
million of unused credits to be applied against tax liabilities in future years. This is
illustrated on Figure 3 below. Figure 4 shows the type of credits applied against
production tax liabilities. The amounts reported on the tax filings are subject to audit and
may change upon adjustment.

Department of Revenue, Tax Division
February 22, 2010




Figure 3: Credits earned versus Credits applied against tax liabilities

600 - 569
500 -+ :
469
400 - 376
" 331
5
£ 300 A wmase Earned
s 322 )
" 282 —— Applied to Tax
200 A
100 A
2006 2007 2008

Figure 4: Credits by type applied on tax returns
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250 A
200 A
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# Transitional Investment
Expenditure
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Department of Revenue, Tax Division
. February 22, 2010
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TESTIMONY OF THE
ALASKA OIL AND GAS ASSOCIATION
TO THE SENATE FINANCE COMMITTEE
ABOUT THE FAILINGS OF THE
“ACES” PRODUCTION TAX

February 23, 2010

Mr. Chairman and Members of the Comimittee:

My name is Marilyn Crockett and I am the Executive Director of the Alaska Oil
and Gas Association (“AOGA”). AOGA is the trade association for the oil and gas
industry in Alaska. Our 14 members account for the majority of oil and gas exploration,
development, production, transportation, refining and marketing activities in the state.
The testimony I am about to present has been prepared and approved without dissent by
the members of the AOGA Tax Committee.

First of all, we apologize to the Committee for the fact that our testimony today
cannot be a detailed or comprehensive review of the many problems, issues and failings
of ACES. Instead, it is only an overview, a snapshot from 50,000 feet if you will, of
what’s wrong or going wrong with this tax. And we can offer at this time only a handful
of specific examples to illustrate these problems — not because the examples are few, but
because we were simply unable before this hearing to compile the many more examples
that we could otherwise have presented. Also, during your hearings last week you were
given information that was either inaccurate, incomplete or misleading, and we would
like to use part of our time with you today to set the record straight on a number of those

points.

ACES was proposed and enacted with two primary goals: One, to raise the
amount of production taxes from what the State would have received under either the old
ELF-based tax or the “Petroleum Production Tax” — also known as the “PPT” — that
replaced the ELF. And two, to attract new capital investment for oil and gas exploration,
development and production on the massive scale that is needed to mitigate the decline in
production rates as the resource is depleted. These goals seem fundamentally
inconsistent with one another. How can the tax be raised for the industry and at the same
time have the tax attract greater industry investment here?

ACES’ answer was to take the tax deduction and tax credits for new capital
investments that PPT first created, modify the credits to make them less attractive, and
substantially increase the amount of production taxes on the oil and gas industry. There
are numerous technical problems in ACES that need to be fixed, and many others that
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tax rate would be worth 30¢, and the 20% tax credit would be 12¢, making a total tax
benefit of only 42 cents. This difference between a 42¢ tax benefit and a 70¢ one may
not sound like very much, but if the hypothetical project being evaluated costs $100
million, it means $28 million would be drained out of its economic performance as
perceived by the investment decision-maker, simply because of this lack of clarity in the
tax. Put in these terms, one can begin to appreciate how the go/no-go decision for such
an investment could be affected by a lack of clarity in ACES.

And the key point here is: this adverse impact on the investment decision will
occur even if the Department of Revenue, after audit, would have ultimately found 100¢
of that dollar to be completely justified and proper. In other words, the tax benefit actual-
ly allowed would turn out to be 70¢ for that dollar, but only 42¢ of that benefit was taken
into account by the decision-maker at the time of the investment decision. This is a
terribie dilution or waste of the incentive for investing that ACES is designed to give.

There are clarity issues with the ACES statutes themselves, but as I mentioned,
the regulations that the Department of Revenue has adopted and is in the process of
adopting are compounding and re-compounding the uncertainty and lack of clarity.
Attached to the written copies of this testimony is an attachment illustrating the kinds of
uncertainty being created unnecessarily by the Department. I will not take the
Committee’s time to read that attachment now, but I invite you to peruse it at your
leisure.

Bad as it is, that example is only the tip of the iceberg in terms of what is going
wrong with the ACES regulations. There are many, many more examples that we could
offer. The written comments and testimony submitted to the Department by AOGA and
by individual companies about the issues and problems with the draft and final regula-
tions run to nearly 200 pages — just on the subject of deductible lease expenditures.
That total does not include what we told the Department about its tax-credit regulations.
And, as Deputy Commissioner Marcia Davis acknowledged to this Committee last week,
we expect to have a lot of comments about the transportation-cost regulations that the
Department is proposing to adopt, especially since the Department is dispensing with the
public workshop process and going straight to the public hearing for actually adopting
them.

One final problem with the ACES regulations that I would draw to your attention
is the fact that the Department of Revenue has totally failed to address the question of
how the non-operating working-interest owners in a unit or other oil and gas property are
supposed to comply with all these requirements. Each month the non-operating owners
are required by ACES to report and pay estimated taxes, and on March 31 of the follow-
ing year they have to “true up” those estimates to the actual results for the year. All that
they have available when these reports and payments come due are the billings that they
receive from the operator for their respective shares of the unit’s costs. Even though the
non-operating interests can and do audit the operator’s billings to them, their audits are
done for several years of billings at a time, and the billing periods in question for those
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We are not suggesting, however, that the Department should rely blindly on the
non-operators to audit the operator’s billings. As Ronald Reagan famously said about
dealing with the Soviet Union during the Cold War, “Trust, but verify.” In the case of
ACES, “verify” for the Department would mean auditing the automated system of
accounts that each operator has for recording its expenditures as operator and billing out
those costs to the non-operating participants. Particular cost codes within such a system
of accounts could be identified by this audit as disallowed kinds of cost, and by giving
notice to the operator and all the non-operating interests that those cost codes are dis-
allowed, the Department would enstre that all the participants in a unit or property would
be on the same page with respect to cost codes that are allowed and billable under their
operating agreement but disallowed for ACES purposes. The Department’s audits of
individual companies could then be simplified to verifying that nothing in the disallowed
cost codes was deducted by any of them in their respective ACES tax returns, thereby
conserving audit resources while ensuring consistency among taxpayers.

At the same time the Department could “verify” the ongoing integrity of each
automated system of accounts by periodically confirming, first, that the software for that
system has not been changed since the Department’s last audit of that system, or if
changed, has not been changed incorrectly for ACES purposes. And if there has been an
incorrect change, the Department would identify the resulting new cost codes that are
disallowed and put all taxpayers in that unit or field on notice of those changes to the list
of disallowed cost codes.

The Department of Revenue could actually do all these things without having to
change any of the substance of what it intends to allow or disallow as lease expenditures
in its new regulations. But, to do so, the Department — instead of using the regulations
to define what is or is not allowed — needs to adopt its concepts of allowed and dis-
altowed costs as audit standards that it will then apply and enforce in its audits of auto-
mated systems of accounts and software, as well as in its audits of any claimed lease
expenditures for costs that a company may incur in house that are not billable to others
under the applicable operating agreement.

We have proposed this alternative approach to the Department in each round of
public workshops and hearings on the lease-expenditures regulations. And in each new
draft that came out after a workshop or hearing, including the regulation that has just
been adopted, this superior alternative was rejected. We do not know why. But if the
Department of Revenue will not adopt this superior approach voluntarily for administer-
ing ACES, then perhaps one alternative solution to fix ACES would be to rewrite the tax
statutes so the Department has no choice but to use this clearer and more efficient
approach.

This is very different from the picture that the Department of Revenue pointed for
the Committee last week. In fact, they even showed a slide quoting from a letter I wrote.
In the interest of time, I won’t read the entire quote, but this the heart of it:
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in those projects. This is completely and fundamentally wrong.

The only tax credits that the State is actually spending money for are the ones that
the Oil and Gas Tax Credit Fund buys from explorers and small producers that do not
have enough production to incur ACES tax liability that they could apply their credits
against. This expenditure is incurred because the State has made the policy choice to do
this in order to attract more independent explorers and small producers to Alaska. And,
for the record, let me say AOGA supports this goal: Having more companies exploring
and producing here is good for our industry, as well as Alaska.

But the overall tax deductions and credits under ACES do not inherently share
this special attribute of the subset of tax credits that the Tax Credit Fund actually buys.
Think about it for a second. Suppose it were true that each dollar of tax benefit from a
deduction or tax credit is literally an expenditure or investment by the State. What would
this imply? Well, in order to be true, it would mean the State is legally entitled that dollar
instead of the producer — the State, in other words, literally owns that dollar and is mak-
ing an expenditure or investrment to the extent it lets the producer have any part of it.

Applying this principle in other contexts would mean the State owns the value of
the next fish that a commercial fishing boat catches, that it owns the room charge that a
guest pays to stay at the Baranof tonight, and that it owns the sales proceeds for the next
car that a dealership sells. And consistent with this, the State would be “spending”
billions and billions of dollars to the extent it lets the fishers keep any of the value of their
catch, lets hotels keep any of their guests’ room charges, and lets car dealers keep any of
the proceeds from their car sales. This certainly would take the expression “owner state”
to an extraordinary degree of literalness, but it is not what we have in this country as our
legal and economic system.

Some might object to what I’ve just said, arguing that the State actually is the
owner of the oil and gas since it is the owner of the land from which the resource is pro-
duced. Such an objection breaks down, however, at two levels. First, ACES applies to
oil and gas produced from land that the State does not own, such as Native corporation
land and federal lands within Alaska’s legal boundaries. For these non-state lands, the
very premise for the objection is lacking. Second, and more fundamentally, it ignores the
fact, although the State owns the land, it has sold the exclusive right to explore for, devel-
op and produce oil and gas from that land. The State sold this right in each of its oil and
gas lease sales, and it has been paid more than $2.1 billion in bonus bids through 2007 for
selling this right. Paragraph 37 in the Form DL-1 leases that represent virtually all of the
main Prudhoe Bay and Kuparuk fields states, “the rights vested in Lessee by this lease
shall constitute an interest in real property in said land.” In other words, what the lessees
have paid for is not a license, but actual ownership.

Thus, when a producer produces oil or gas from a state lease, it owns all of its
share of that oil or gas as it comes out of the ground. In fact, when the State takes its roy-
alty in value instead of in kind as physical oil or gas, the physical oil or gas attributable to
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field drilling like this has a rate of return of over 100 percent. Without getting side-
tracked about the assumptions needed to mathematically allow rates of return to be that
high, our reply is that, if in-field drilling is highly profitable, why did the number of these
in-field wells decrease from 166 wells in 2007 to 153 in 2008 and 147 last year? Putting
rhetoric or political posturing aside, this is the fact of the matter. And since we have been
critical of the Department of Revenue, we should acknowledge at this point that the
Department has disclosed this decline in its public ACES materials, although its numbers
mistakenly include exploration wells.

The decline in in-field drilling is confirmed by public statements of the two major
operators on the North Slope, ConocoPhillips and BP. For instance, John Mingé of BP
told the Meet Alaska Conference last month that his company’s “total drilled footage” for
in-field wells “will be more than 50% lower in 2010 vs. 2007 when the figure was near-
ly one million feet drilled. He added that BP had “[r]Jeduced our rig count from 10 to 7
from January last year.” And I would point out that each drilling rig represents about a
quarter of a million man-hours of work a year, or about 119 full-tirhe equivalent jobs at
2100 hours of work per year. At that same Meet Alaska Conference Larry Archibald, the
sentor vice president of exploration and business development for the corporate parent in
ConocoPhillips’ organization, noted that industry in the last five years added about 450
million barrel-of-oil-equivalents to reserves for existing Alaska fields, but “Only 35
million since ACES”. ‘

The news is also bad for exploration wells. ConocoPhillips has been the leading
explorer in Alaska for the last decade and more, focusing especially on the National
Petroleum Reserve — Alaska, or NPR-A for short. But Helene Harding, who is now
interim president of ConocoPhillips Alaska Inc., warned the Resource Development
Council on November 18 last year that the number of North Slope exploration wells had
declined from 11 in 2007, to nine in 2008 and eight in 2009, with the figure for 2010
expected to be even lower. More recently, Mr. Archibald in his remarks last month at
Meet Alaska said ConocoPhillips will not be drilling any exploration wells in NPR-A this
year, nor was he aware of any other company planning to do so this year. He noted that
“Significant potential remains in North Slope Giants” but “Giant fields have worst fiscal
terms” under ACES. Perhaps more ominous is the fact that Mr. Archibald told the
conference that ConocoPhillips in 2009 had relinquished some 880,000 acres of leases
that it had in NPR-A.

Now, lest we be accused of being misleading in this testimony to you, let us be
absolutely clear: We do not claim that every single one of these signs of deterioration in
the situation here has been solely the result of ACES. But ACES has necessarily been an
economic factor within the overall circomstances surrounding each one of them. For
some it may only have been a contributing factor, while for others it may have been deci-
sive. It is even possible that ACES might not have been a material factor at all, although
we would expect these to be very few in number. Be that as it may in particular situa-
tions, the point we wish to make is that these facts, taken as a whole, do provide a clear
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Third, there are clear, but ominous signs that ACES is not succeeding in attracting
as much new investment as it is supposed to do. This impending failure is reflected in the
decline in drilling, both for exploration wells as well as development wells within exist-
ing fields. It is reflected in the relinquishment of huge amounts of exploration acreage. It
is reflected in the declining amounts being invested for new projects and development.

In its public presentations about ACES and the future, ConocoPhillips — using
DNR’s production forecasts and extrapolating from published data by the Department of
Revenue about industry expenditures — has identified a need for more than $40 billion
dollars of new investments for “core fields” to make it through the next decade and reach
the promised land, where Alaska has a Gas Pipeline, where the technological challenges
are overcome to produce the billions of barrels of heavy oil that are already discovered
and known to exist, and where the dream for half a century or more of production from
the North Slope is fulfilled. Alaska is blessed simply to have the possibility of such a
future. But, to help this future become a reality, the State must correct the present-day
problems and obstacles being created artificially by its fiscal regime.

Thank you, Mr. Chairman, for allowing us this opportunity to testify to your
Committee today. :
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an approved timesheet or other time writing documents:

(i) * technical employees having special and specific
engineering, geological, or other technical skills, including engineers,
geologists, geophysicists, environmental specialists, and other
technical personnel whose primary function with respect to that
exploration, development, or production is the handling of specific
problems or operating conditions involving the oil or gas exploration,
development, or production operations or the support of those
operations;

(ii)) employees engaged in developing field automation
systems dedicated to an specific to a unit or a lease or property and
necessary for oil or gas production operations of the unit or the lease
or property,

(iii) employees engaged in developing computer applica-
tions specific to a unit or a lease or property and necessary for oil or
gas development or production operations of the unit or the lease or

property;

(11) costs paid to a third party for contract services, utilities, or use

of a facility equipment, or infrastructure provided by the third party and used
in oil or gas exploration, development, or production operations, or used in
support of those operations, or for use of a system described in 15 AAC 55.-
250(c)(10) or (11) provided by the third party; for purposes of this paragraph,

(A) contract services
(i) do not include work in tax, legal, or accounting
matters, or matters involving a dispute before a government agency;
(i) are limited to services the labor costs of which,
under (3) of this subsection, would be allowable as direct charges if
the operator’s employees performed the services|[.]

Simply reading this regulation should speak for itself about how hard it is just to
make sense of what it’s saying. But even after one does read it a few times and finally
figures out what it means, there are three hidden ways in which it fails to be clear.

First, subparagraph (a)(3)(A) requires an operator’s own non-technical employees
to be “directly employed in or in support of oil or gas exploration, development, or pro-
duction operations™ in order for their labor costs to be allowed as lease expenditures. But
there is no definition or other indication about what “directly” means in the context of
being “directly employed in ... oil or gas ... operations[.]” Since the entire regulation is
defining what the “direct costs™ are of oil and gas operations, the lack of any definition of
“directly” within this regulation makes its logic circular. In addition, there is no objective
standard for determining whether an employee is even “employed” at all “in support of

fsuch] operations” — be it “directly” or otherwise.
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happens even if the regulation is correctly applied and an employer’s contributions turns
out to exceed the specified percentages.

1972






