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| Amends current statute (AS 43.05.230 and
43.55.040) to clarify rules for using one
taxpayer’s information to determine another

taxpayers tax

| Generally limited to Preval
which may be moot for tax
alternative valuationformu

1V -

iIng value calculation,
payer electing

a

JTaxpayer recipients of information are brought
under confidentiality provisions of AS 43.05.230

\



Sections 3 &4

| Clarify state income tax code that
production tax Is not a tax “based on on
measured by nej income”

3Ensures that the PPT is deductible for 1
state income tax purposes.,



Section 6

i1 Amends AS 43.55.017 (a) to conform
language to the Internal Revenue Code
provision to which it refers






Sections 10 24, 26
H

Repeals and Reenacts AS 43.55.020 (e) f

Simplifies three tiered system where flared
gas was either tax free, taxed, or subject |

to tax and a penalty. f f'S" -
Now gas and oil ace not taxed- or subject to
conservation surcharges if used for| | |

necessary lease operations. (IfAOGCC
determines they have been wasted,tthen |

they are taxed.) m - |



Section 14 and 15 M

| Conforming changes to 43.55.030(ar) |. J
(deallng with tax returns) 1

| Gross/net, and/or, simplified reportlng F o

| Repeals the $25 a dayfiling penalty which
predatedthe 43.05 civil penalties ' v |




Section 18

K

Amends AS 43.55.080 Y
| Conforms statute to constitution.f. }

| Namely: recognizes that money fro ;
resolved disputes goes into Budget

Reserve Fund and not into the general
fund < |



Sections 27, 29

| New definition of “gas” . f
| Point of production moved downstream”
| Gas processing now included in Upstream

&
1 New definition of “oil”

alLiquid hydrocarbons recovered by | R
mechanical separation or gas processing



Section 28

J Redefine “gross value at the point of production”

aOll pt.-of-prod. definition essentially unchanged
(but if there Is gas processing, the pt.-of-prod! for
extracted liquids is downstream of processing) 1

aGas pt.-of-prod. is downstream of any gas J |
orocessing- * [ fr J

fthere Is a cbmbined processing/ treatment *
nlant facility, pt.-of-prod. is further upstream |
point where processing ends or treatment |
begins




Section 30 (paft 1)

j New definition ot “Cook Inlet Basin

For purposes of the 1.5 percent tax
on lessor’s royalty share (ogtside of
Cook Inlet Basin the tax 55 percent



Section 30 (cont.)

| Define “gas processing” and define fgas
treatment”

i Gas processing: physical processes that J
extract liquid hydrocarbons, upstream of
sales line or gas treatment plant | 4]

3Gas Treatment: removing non- | Vv f |

hydrocarbon substances and conditioning
gas for sales line 1! 111



K.

Point of Production
For Oil *

Poiht of Production
For Gas

Mechanical Separation

Point of Production
For Gas

1

f



Section 31

*Repeal of superseded provisions.

ELF, and some definitions



)
Sections 32, 33

MApplicabllity: Sections pertinent to taxing J
*oll a/ild gas underthe PPT apply to olil sindi
gas produced starting April 1, 2006 f | ;
i Applicability: Prevailing value clarification |
of existing law applies to all oil and gas? f

] Part-year conventions for 2006 | # $
| ELF based safe harbor for 6 months P |



Section 34

| Transition provisions--v oV ?

i Department may develop PPT - Jt §
Implementing regulations immediately

| Implementing regulations may hale;
retroactive effect to April 1, 2006 |

A R |



Section 35

| Conform headings of statutory
provisions t



Sections 36, 37, 38

m Effective dates - .
I PPT provisions take effect April 1, 2006

- but If they take effect after April 11they
are retroactive to April 1 f f f

* Other provisions take effect immedAiate'“Iy"
W
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Memorandum

TO: Senator Gene Therriault. Joe Balash
FROM: Donald C. Shepler
DATE: March 19,2006

RE: Regulatory treatment of proposed net profits tax credits and deductions associa]ed

with investment in North Slope Gas Treatment Plant , [ .,rtd
L*UJ mry»fr'
A ff X I 1
/
Yesterday you asked whether proposed'net profits tax credits and deductions associated
Nal

with investments in a North Slope Gas Treatment Plant (""GTP") would he flow ed-lhrough to
customers who ship gas through the Plant. As discussed more fully below, | have found no binding
FERC precedent on whether state tax incentives would, in all instances, have the effect of reducing
rates. However, there arc strong arguments to support that result in the context of investment in the
GTP. At the same time, however, arguments could be advanced by the Project Sponsors in
support o f their right to "retain" the value of the credits and deductions that are presently being
considered by the Legislature in the context o f SB-365.
BA(C'K(.'"ROIM)

| ndcr SB-305 the Alaska Legislature is considering a net profits lax program to be applied
to oil and gas produced in the State. In conjunction with that program certain credits are proposed
that would be based upon investment in oil and gas infrastructure. Further, certain tax deductions
are also being considered that would also be based upon investment in infrastructure. Investment

by Project Sponsors in a multi-billion dollar < | P as well as the related, upstream "feeder lines"
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that will be necessary lo nw ¢ natural gas from the point of production to the GTP might qualify
for such credits and deductions.

Based upon those facts, the question has arisen as to whether the FERC would require that
rates for the GTP reflect the Alaska state tax benefits that the Sponsors received if such
investments qualify for the deductions and credits. If the value ofthe tax credits and deductions is
reflected in the tariffrates for the GTP (and upstream feeder lines), those rates will he lower than
would otherwise be the case. In this context the tax benefits would be said to “ flow through™ to
ratepayers. The alternative ratcmaking approach would not reflect the tax benefits received by the
Project Sponsors who would therefore be allowed to “keep™ or “retain” those tax benefits.

DISCISSION

As noted at the outset, | have been unable to find any binding FERC precedent that would
categorically dictate whether Project Sponsors would be required to flow through the value of state
tax benefits and deductions that arose through the Sponsors’ construction of FERC-jurisdictional
facilities. Consequently. 1have attempted to analyze the question by analogy to other comparable
circumstances

As you know, the FERC utilizes a cost of ser\ ice methodology for setting pipeline rates and
it is unlikely that this approach will change in the context ofan Alaskan pipeline GTP.
Consequent!}, the ultimate question that the FERC* asks is. "\\ hat did the facility cost?" Once the
cost is determined, then rates can be derived. Application of this simple concept should result in
the value of tax credits and deductions that are made possible as a result of the investment in the
facility being flowed-through to ratepayers. |he logic is simple by spending the money to build

the plant the Sponsors will have obtained quantifiable tax benefits. As aresult, the net cost of the
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facilities to the Sponsors will he reduced by those amounts. Since reflecting this reduced cost in
rales would have the effect of reducing the tariff rates and thus benefiting ratepayers there is a
compelling basis for I-'ERC to require flow through.1

In somewhat analogous circumstances the FERC recently issued a policy statement on the
inclusion ofan income lax allowance in rates forjurisdictional entities.2 There the Commission
concluded that it should permit an income tax allowance for all entities or individuals owning
public utility assets, “provided that an entity or individual has an actual orpotential income tax
liability to be paid on that incomefrom those assets.” (Il FERC % 61,139 at P 32). The
Commission required that any pass-through entity (such as a limited partnership or an EEC) that
owns jurisdictional facilities and seeks an income tax allowance in a specific rate proceeding must
establish that its partners or members have an actual or potential income tax obligation on the
entity's public utility income. To the extent that any of the partners of members do not have such
an actual or potential income tax obligation, the amount of any income tax allowance will be
reduced to relied the weighted income tax liability of die entity’s partners or members.

This Policy Statement suggests that the FERC is scry mindful ofwhether costs to be
included in rates \\ere or were not actually incurred by the jurisdictional entity. Applying that
policy by analogy to the tax credits and deductions that Sponsors would receive for investing in the

GTP under Sli-3<>5 suggests that the benefits would be flowed through to ratepayers whose gas is

treated at the plant.

li also bears noting that the FERC is geneially opposed to requiring the bundling nl services (and related
costs). |Ins means that one would expect that time will be j Unit lor the <»111 (and piesiimahb the feeder lines) that
is separate from the tariff tor the pipeline facility. This allows shippers whose gas does not need treatment to bypass
the plant and avoid the costs of that plant. In such case, obviously, those shippers who did not use the plant would no
receive any of the tax benefits since they would not be paying the unbundled tales for the use of the G11*.

t'ulii \ SltiliHifiit mi hitinni Hu Ulnw.ini 0s, 111 M'Rf *til, 1  (200%J
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Unfortunately, the Commission (with court approval) has not always subscribed to an
“actual costs incurred” standard. In City of Charlottesville, Virginia v. FERC. 661 F.2d 945 (D.C.
Cir. 1981)) the court noted that while ascertaining “actual” expenses is a desirable goal in
ratemaking, "the complexities of accounting, business organization and tax laws often preclude
finding anyone ‘actual’ cost.” (661 F. 2d at 953, n. 38).

The court noted that regulated entities typically use accelerated depreciation for tax
purposes but use straight-line depreciation for rate purposes. This results in a higher lax for
ratemaking purposes than is actually paid. This deviation from “actual taxes paid,” the court noted,
has been upheld on appeal (hi).

In City of Charlottes™ He the court rejected on evidentiary grounds FERC's then-effective
policy’ o f allowing pipeline rates to reflect tax costs (at the subsidiary level) that were never
actually paid because, at the parent company level, profits from the pipeline subsidiary were offset
by losses from exploration and production subsidiaries. This policy hud been defended on the
ground that the shortage of natural gas supported ratepayers paying tax costs that were never
actually incurred.’

Thus, one cannot rely entirely on the simple logic that FERC will always require tax
benefits to he flowed through to ratepayers. Moreover, additional arguments could he advanced by
the Project Sponsors that would allow them to retain the tax benefits. For example, the Sponsors
could argue that the tax benefits that they received under SB-365 related to their tax liability as oil
not as owners operators of the (il P. | have not had the opportunity to research

and gas producers

I ethnically. 1 I RC halil allowed pipeline tales to relied the computed tax liability associated with the profits

ol thejurisdictional pipeline subsidiary even though taxes were actually paid on a corporate-wide (so-called
"consolidated ") basis and the parent company was able to use losses and tax deductions attributed to the exploration
and production subsidiaiies to leduce or eliminate millions of dollars of tax liabilities that were computed on the so-

called “stand-alone" basis
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llie merits of this claim but it would appear to have some validity insofar as FERC’sjurisdiction
over the owners as gas producers is extremely limited.

In addition, the Sponsors could argue that the lax credits and deductions that they received
were provided in order to encourage investment in infrastructure projects in Alaska. As such, the
argument could be made that flowing through those benefits u'ould defeat the policy of
encouraging investment by giving all the benefits to the ratepayers rather than the investors.

In this context it is notable that in 1971 Congress enacted tax legislation that made
investment tax credits available to many industries, including gas pipelines. In that legislation
Congress established ratemaking guidelines that allowed taxpayers in certain industries to retain
the tax credits so long as certain findings of supply shortages could be made by regulators. The
Federal Power Commission made such a “short supply™ finding with respect to natural gas in
1972.4 This Uncling allow ed gas pipeline companies to retain 100% of the investment tax credits.
The short supply finding was ultimately rescinded by the FERC in 1985 (Order \<= -1'W, FERC
Statutes and Regulations, Regulations Preambles—IVS2-W 30,674 (19S5)).

While the treatment of federal investment tax credits pursuant to the 1971 legislation is
clearly not binding precedent in the context of Alaskan net profits tax credits and deductions, it
does lend support to the argument that flow-through ofsuch benefits could thwart public policy
encouraging investment in new projects.

This argument is somewhat strengthened by the fact that it arises in the context of an

Alaskan pipeline project. FFRC has evidenced a willingness to adopt policies and practices w ith

Order No-MS. *170IT MI <10721
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respect to an Alaskan pipeline that differ from those they would apply to Lower-48 pipelines.5 As
such, Project Sponsors might be able to persuade the FERC that the unique importance of the
Alaskan pipeline project requires that FERC depart from policies that might be thought to
discourage the development of the project, ifsustained by the FERC such argument would allow
the Project Sponsors to retain the value of the State lax credits and deductions.

CONCLUSION

| have not found any clearly binding precedent that answers the question you posed.
llowevcr, since FERC bases rates on the costs incurred to provide the sendees, the fact that Project
Sponsors received quantifiable state tax credits and deductions as a direct result of investing in a
GTP suggests that FERC would be inclined to require that those benefits be flowed through to
shippers who make use oflne G'l P. This would be the result 1would expect.

However, as noted above, in the absence of binding precedent on the issue, there are
arguments that Sponsors could make that might allow them to retain any net profits tax benefits
that result from their investment in the GTP. The fact that the GTP is an essential element of the
unigque Alaskan pipeline project makes it particularly difficult to predict FERC's final action.

| 'ndcr the circumstances, | am unable to give you a categorical answer to your question.
While I believe FERC would be most likely to require flow-through of state tax benefits, | ha\eto
state that the result is simply uncertain.

Please fee! free to contact me if you have further questions i n this issue or want me to

pursue it in more depth than has been possible given the present time constraints.

For instance, in Order Nos. 2005 and 2005-A ihc IT K (1departed from its generally applicable policy
tei]iiiring iiKreincnt.il pricing on pipeline expansions that would raise the cost for existing shippers and adopted a

policy favoring tolled-m treatment of voluntary expansions of an Alaskan pipeline.
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TESTIMONY OF RICHARD OWEN
ON PROPOSED CSSB305 TO THE SENATE FINANCE COMMITTEE

April 4, 2006

Madam Chair, Members of the Committee:

Good afternoon. My name is Richard Owen, and | am the Production Manager for

ExxonMobil in Alaska and Vice President of ExxonMobil Alaska Production.

| am here today to discuss ExxonMobil's concerns with the Committee Substitute to SB
305. Before 1go into our specific concerns, | would like to take a lbw minutes to

describe ExxonMobil’s history in Alaska, how tax systems impact investments, and our

assessment of the remaining resource potential on Alaska’'s North Slope.

ExxonMobil has had a presence in Alaska for over a half century, investing more than 11
billion dollars in the State's economy. Currently, ExxonMobil has working interests in
Prudhoc Bay, Kupnruk, Endicott, and Granite Point. We arc the operator of the Point
Thomson Unit, and we are the largest interest holder in the Prudhoc Bay field. Our
current working interest oil production is approximately 180,000 B/D (Note: i'MW'I
/5V,(100 FAINI), and we are the largest owner of discovered gas resource We are proud
of the role our company has played in Alaska through: exploration; initial field
developments; construction of TAPS; development o f new technology; and tli®
promotion of efficient reservoir management practices. Today, our production from

Alaska represents approximately 4% of ExxonMobil's worldwide oil and gas production



Our Alaska production is primarily from Prudhoe Bay and near-by satellite fields.
Prudhoe Bay, along with Point Thomson, has significant remaining potential, but it

comes at higher cost and risk.

One of ExxonMobil's objectives - in both the gas pipeline fiscal contract negotiation and
the discussion on oil taxes - has been to reduce the risk associated with fiscal changes by
working with the State of Alaska to establish a predictable and durable fiscal
environment in which to make long term investment decisions. Changes in the fiscal
regime for oil directly impact how we view the stability ofthe Alaska fiscal environment,
which in turn, impacts how we evaluate ongoing investment decisions. Tax systems
need to be carefully designed to ensure the desired objective of resource development is
achieved. To that end, it is critical to take into account the quality ofthe remaining
resource otherwise a change may result in unintended consequences, such as i.educed

investments and lower reserve recovery.

When | say quality ofresource, | mean: the size and nature of the oil and gas reservoirs;
the cost and technology required to develop those reservoirs; the distance to market; as
well as the tax and royalty system that applies, including the long-term stability of that
system. Countries experiencing significant industry investment have achieved the proper
balance in their fiscal regimes. ExxonMobil's assessment of the remaining oil resource
suggests future growth opportunities will come from: complex enhanced oil recovery
(EOR) projects; development o f smaller, more marginal oil accumulations; and the
innovative development of viscous and heavy oil resources. These opportunities will

require the development and application of new technology, higher unit development



costs, and more complex operations to deliver a given production rate. These resources
are much lower in quality as compared to Prudhoe Bay and Kuparuk, though they face

the similar challenges associated with arctic conditions and distance to market.

Therefore, we are concerned the Administration’s original proposal is weighted towards a
higher tax which could prevent some of Alaska’s challenged resources from being

developed. The Committee Substitute contains even higher tax rates, which may prevent

more of these challenged resources from being developed.

On February 28, | testified before the Senate Resources Committee about our key
concerns with SB 305 as originally proposed. On March 18, ltestified again before the
Senate Resources Committee about how the proposed changes incorporated in the
Committee Substitute bill exacerbate our concerns. 1 do not intend to cover all of my
previous testimony, but | will provide comments on these areas: the increase o f the base
tax rate and addition ofa progressive tax rate component; the Committee Substitute's

transition provisions; and the elimination ofroyalty settlement agreements as a

determination of market value.

SB 305, as originally proposed, would represent a significant tax increase on the industry.
And as | just outlined, we are concerned the higher tax rate could prevent some of
Alaska's remaining challenged resources from being developed. The Committee

Substitute bill increases the already high base tax rate to 25% and then further increases it

as oil prices increase.



Higher tax rates discourage investment. Companies are willing to accept the risks of
long-term, capital intensive investments when there is a corresponding opportunity for
upside potential through a variety of factors, such as increased production or higher
prices. When you limit or reduce the benefit Companies can achieve from the upside
factors, you reduce the attractiveness of those investment opportunities. The proposal to
increase the already high base tax ate and then further increase it as oil prices increase,
reduces or limits the upside potential which will result in Companies recalibrating
investment decisions. Reduced investment will result in reduced resource recovery,
diminished state revenues, and fewer employment opporti .nities, with a resultant negative
impact on the state’s economy. Again, let me reemphasize this point. While higher taxes
may bring in additional revenues in the short-term, any reduction in investment and
subsequent production will significantly impact those revenues in the longer term. We
think the focus ofthe tax bill should be encouraging investment and growing production,

which is not accomplished with the higher tax rate and increasing the tax rate with oil

price.

| would now like to discuss the Committee Substitute’s transition provisions. The
benefits from a typical oil and gas investment take many years to be realized. Satellite
and tertiary recovery investment decisions by our Company during the last live years
were made under the ELI™ structure, anticipating a lower tax relative to that proposed
under the PPT bill. The State appropriately provided this incentive so these challenged
and costly projects could be commercially viable. SB 305, as originally proposed,
recognized it is not appropriate to suddenly increase taxes on these prior investments

without providing some form o fconsideration. The Senate Resources Committee



included transition provisions in the Committee Substitute bill, but proposed a deduction
based on recent investments with the pace of the deductions linked to future spending.

As 1stated, the purpose ofthe transition provision is to address the sudden increase in
taxes on recent historical investments. Future investment decisions will be made under
the new tax system based on the balance between the new tax rate and the credit rate. For
this reason, we think the Administration’'s proposal of providing a deduction based on

recent investments, not linked to futuie spending, is more appropriate.

Finally, 1would like to express our disappointment that the provision allowing the use of
a producer's royalty settlement agreement to determine the value of oil and gas has been
removed from the Committee Substitute bill. That provision addressed a longstanding
issue that has divided the State and the industry over the years. Too many years and too
much money have been spent in disputes over how to value a single barrel ofcrude oil or
a single molecule ofgas. It made little sense in the past and it makes little sense today for
the State to have separate divisions determining the value of oil and gas - one for royalty
and one for taxes. There is only one value in the market place. SB 305, as originally
proposed, allowed the State to value a producer's oil and gas using the producer's royalty
settlement agreement, which was negotiated with, and approved by, the Department of
Natural Resources. That provision was important to industry as it provided certainty to a
producer on the value on which to pay its royalty and production taxes while reducing the

administrative and audit costs to both the State and the industry. We urge this committee

to reinstate that provision.



In summary, the quality ofthe resources, the risks undertaken by a producer, and the
impact on the State's overall investment climate must be factored into the design of the
tax system. While industry needs predictably and durability under which to gauge

investment decisions, the attractiveness ofthat predictably and durability is lost if it

comes at too high a cost.

Desp! eour concerns with the original SB 305, we are prepared to move forward under
that system as originally proposed, since it sought to provide a balance of revenues to the
state and producers across a range of oil prices, provided sufficient incentive for
producers undertake exploration and development risks, and included reasonable
transition provisions for past investments. And, most importantly for ExxonMobil, oil
fiscal contract terms consistent with the Administration's proposal would provide the
predictability and durability necessary to advance the gas project to the next phase.
Potential changes to the Administration's PPT bill should be carefully considered to
avoid upsetting the balance contained in the bill - changes would require a reexamination

to ensure the underlying health and stability of the oil business is sufficient for a gas

pipeline project.

As 1mentioned, the proposed Committee Substitute exacerbates our key concerns
regarding both tax rates and certainty. For these reasons and the need to move ahead

with the review ofthe Gas Pipeline Fiscal Contract, we urge this Committee to support

SB 305 as originally proposed

Thank you again Madam Chair for the opportunity to testify today.



BP Presentation on CSSB 305 (PPT)

Alaska State* Legislature
Senate Finance Committee
4" April 2006

l:or the record. | am Steve Marshall. President of BP Exploration Alaska. | appreciate the
opportunity to provide my point of view regarding SB305.

| have watched the oil tax proceedings over the course of the last few weeks with great interest.
As the discussion has evolved. I've become increasingly concerned. My concerns center on both
the direction of changes and the focus of the discussion itself. | believe the current bill is moving
in the wrong direction and will hurt Alaskans. And. while we have many common goals upon
which to align our conversation, wc have clearly not been successful so far.

It seems to me that while a lot of energy has been brought to hear, we are having the wrong
conversation. So what is the right conversation?

We cannot afford an “us and them™ conversation. We arc all in the boat together. We all benefit
from increased production and we ail suffer from production decline. As our business faces its
middle-age challenge, the day-to-day business is really about battling decline. | know that this
doesn't have quite the same siz/le as a big project or new discovery, but this is our shared reality

So the real issue before us is one of finding a suitable tax structure and rates that will encourage
additional investment, stimulate development, get additional barrels in the pipeline: and yes. also
give Alaskans a fair share of oil price upside when wc all have such good fortune.

So the question is. what tax policy and plan will achieve this? [his is the key point ol
discussion.

W hile the current high price is of great benefit, it has the tendency at the same time to mask the
seriousness of the underlying production decline. We cannot afford to be distracted by the price
environment. Instead, we need to recognize the underly ing performance of the business, focus on
our mutual goal of increasing production and avoid any outcome that creates undue burden
across the whole of the business cycle. If we don't work together and get this right, decline will
continue unabated and no tax rate will be high enough to generate the level of revenues Alaska

needs to remain robust. We will all lose.

I wish I shared the confidence of your consultants that increasing taxes will not reduce
investment. As an investor who has spent considerable effort to make Alaska more competitive
so that we can .successfully compete for increased investment. | have a different view. As |
consider this bill. | recognize that my job is going to be much more difficult.

| feel a real personal stake in this today. 10 some degree, this is a result of my participation in
the work over the last several years. An effort by the Alaska organization to develop a tangible
plan that extends more than 50 years into the future. But. to a larger degree, it is because | am
accountable to over 5.000 employees and contractors who have worked so diligently to develop

the plans that underpin this future.



I'm privileged to have led this organization lor the last five years. Through that time, the people
of BP Alaska have faced many challenges and continued the progress to where we have now
turned a corner and see new growth and opportunity. And their efforts and passion have had an
impact on me. | have been affected by their commitment to this future, by their commitment to
their local communities, by their dreams lor their children and b\ their passion for the richness

and unique qualities of living in Alaska.

With this in mind. | remain hopeful that wc can return to a common dialog. In this discussion we
will align behind the mutual goal of grow ing the pie and stand firm against the common enemy -
- production decline. | remain confident that this Committee will re-direct the conversation and

the bill in such a way that we all end up with atax policy that works for the people of Alaska and

for investors like BP.

BP remains committed to this legislative process. We will continue to do our part in providing
testimony and support with the goal of together creating a balanced structure that results in an
infusion of capital, reduces decline, creates growth in state revenue, provides a belter balance at
high oil price and secures a health) oil business that bridges us to gas and beyond.
You will hear Angus describe win:

e Production is declining

e Significant additional investment is vital to stem decline

e Production is paramount in maximizing Stale revenue and benefit to Alaskans

e | he current bill is not in the best interest of Alaska.

| hank >ou lor the opportunity to address the members of this committee.

Steve Marshall



BP Presentation on CSSB 305 (PPT)

Alaska State Legislature
Senate Finance Committee
4" April 2006

For the record, my name is Angus Walker and i am the Commercial Vice President of HP
Alaska.

I would like to start by thanking this Committee for the opportunity to provide testimony on
Committee Substitute for Senate Bill 305.

I will summarize the key issues raised in previous testimony and provide our view of the
substantive changes made by the Senate Resources Committee to SB 305.

Alaska has lots of oil and Gas!

The good news for Alaska is that you have a liuue known resource base, enough resources for

the next 40 years and beyond.
j tfio’{/

Billion barrels

equivalent
§ Producec s Recoverable Resource
Known Remaining 17.5
Developed * Light 35
- Viscous 03
9
| Undeveloped - Light 4
!VI . *Viscous 0.7
* Heavy 3
K 1 » Gas 6
. tuf?t 'OV.- pr-
Yet to Find (Exploration) 5

lo date we have produced 15 billion barrels, but there are 17.5 billion barrels remaining that we
alreadv know about. 3.S billion barrels of which have been developed to dale.



O fthe 13.7 billion barrels that are yet to be developed, there are:-

4 billion bhis of light oil remaining in the existing reservoirs

0.7 billion bhls of viscous oil. similar to that which we have started to produce
3 billion bhls of heavy oil lying in shallow formations below the permafrost

6 billion bhls ofgas which we are working so hard to get to market

| he scale of this known resource greatly exceeds that expected from future exploration,
I uturc discoveries are expected to he of the order of 50-150 million barrels. It's not to say you
should stop exploring, but you cannot rely on exploration to stem the decline ofthe North Slope.

While BP isn't exploring in the conventional sense, we ae* adding barrels. We're not only
looking to develop our share of the 17,5 billion barrels, but we're* looking to make it even bigger.

To put that in perspectiv e, every time we* increase the* recovery efllcicncy by just 1% we access
an additional 600 million barrels (400 mmbbls light oil and an additional 200 mmbbls heavy

oil) l:very 1% is equivalent to another Alpine!
It is for this reason we arc investing in technology. We* are exploring within our existing fields.

One example is that we're spending in excess of SI00 million implementing innovative
technology to increase recovery at Fndicoit. If wo are successful at I-ndicott it could add
hundreds of millions of barrels of production across the* North Slope. (Another Alpine?)

I n develop the 14 billion barrels we know about would rcunirc well in excess of MOD
billion. And that kind of investment can only come friini the Major oil companies of the

world.

Encouraging new exploration is good hut it is a fact, acknowledged by all who have testified,
that the resources expected to he*discovered through exploration will likely be significantly less
than the resources we already know about. It is investment in the known resources that offers
the urcatcst elianee of slemminti the decline of AIN'S production. As you look at incentiv es
for exploration please do not overlook incentives for the investments in known fields, which

are more likelv to succeed.



Production is declining:

Since 1999. both Industry and DOR have consistently overestimated production and have
annually revised production forecasts down significantly. This is of great concern to us as it
should he to you. A one hundred thousand hand per day drop in production represents a
drop in state revenue of around S500 million per year at current prices.

bp

0

Historical basin decline has been around 6%
Flattening of production from 2002-2004 due to Alpine & Northstar

Decline since 2004 has mirrored historical basin decline

I his char! shows a subset of the DOR forecasts from 2001. 2003. 2005.along with thelatest
view ofthe Spring 2006 forecast, against actual production in red.

Whilst development of Alpine. Northstar. and the Prudhoe Ba\ Satellites between 2000 and 2002
successful!) flattened North Slope production for a number of years. 2005 saw decline return to
the 6% rate that has characterized this basin in the past, t Unfortunately for .illof us.thereare no
more liclds of Alpine or Northstar's magnitude waiting to be developed.



Significant additional investment is required to offset decline

Status quo
Decline rate: 15% 6%

Billions of barrels
to be produced:

Investment; = Z€m© ) ]

. Investment $1751-5 bn/yr $2-S3bnlyr
History
~ 15% decline 6% declirifi ~ 3% decline
[ y T y T g Smats quo - ELE . 1

1990 2000 2010 2020 2030 2040 2050

DOR Spring Forecast cannot be met without significant additional investment

The vast majority of thatinvestment must be made in existing! fields
4

With no investment the natural decline of the Helds would he the lower red line. At the current
levels of investment (SI-1.5 bn/year) that decline will he around six percent per year. |lie latest
DOR 2006 Spring forecast translates into an approximate 3% decline which you can see is above

the current status quo.

llowever. the 3% decline cannot he met without significant additional investment, in the order of
2 to 3 billion dollars per year. Unless those investments are made, history will repeal itself,
decline will continue at the current rate, and the DOR will be revising its production forecast

down yet again.

| lie real question for vmi to he nskinu industry and the consultants is Avliat would it take
In double in estment in the Alaska North Slope?’



So what is BP doing to address the issue of decline?

A 50 year vision
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For several years now we have been pursuing our vision of a lifly year future for our business in
Alaska. This future will lie based on the development of the know n resources on the North Slope

(conventional light oil. viscous oil and gas).

Creating this future has many challenges anil will not be easy to deliver, but we are already in
action laying the foundations for the next 50 years.

We are pursuing technology to unlock the difficult oil.

We have been investing in infrastructure to gel it ready for the decades to come (including SI bn
by HP on four new tankers and S-100 million by the | APS owners to update the pipeline), I-.aeh
of these investments is designed to reduce costs and increase the wellhead value of Alaska's oil,

to the henelit of the industry and the State.
We are hiring people. 200 people this year alone.
We have plans to invest SM billion over the next 10 years in our Alaska business.

We have great hopes for our Alaskan business, but are seriously concerned that without an
appropriate liscal policy that future will not transpire.



Maximizing Production will maximize State Revenue

The tax regime you approve will directly impact how attractive Alaska is for investment and that
will translate into what the future decline will be. It is in the interest of all (industry and Alaska)
that we locus on growing the pie rather than increasing state lake from a declining pie.

The following shows how growing the pie by ineentivi/.ing investment is in the best interest of
the state over the long term.

bo
Status quo
Decline Rate 15 % 6% QA)
Produced Barrels 1.3 bn 3.6 bn 7.5 bn
Operating Expenses $30 bn $50 bn $100 bn
Industry Investment $1 bn $20 bn $60 bn
State Revenue Alother non [f'T
(estimate) «fata @venue
Aiturning
was 910 bn $30 bn $60 bn
Less investment More investment

Maximizing State Revenue means maximizing Production

The highest state revenue is derived from the scenario which delivers the greatest
production regardless of what severance tax (PPT) you collect. You could collect zero
severance tax (P PIl)and this would be a belter outcome for the Slate than one where sou collect
a high severance tax (PP 1)and have less resource development.

It should also be noted that this analysis does not attempt to quantify the ripple effect on the state
economy of a vibrant oil and gas business. Needless to say if the total impact on Alaska's
economy, including direct & indirect employment, wages etc.. were taken into account the
impact of getting it right would be staggering. Ibis is a matter of the utmost importance for

Alaska's future.



The size of the pie is the most important consideration. Maximizim: the value of resources for
Alaskans means maximizinti state revenue hv maximizinti production. Resources left in the

around are simply awasted opportunity.

This should be the focus of our deliberations. Alaska needs more investment, more jobs, more
production, not higher taxes.

Alaska will have the highest tax rates in the United States!
The good news for Alaska is that there is a huge known resource base on the North Slope.

The bad news is that it going to be technicullimdifficult to extract that resource out of the ground.
Hvcry barrel gets more difficult.

Alaska is already one ofthe mast expensive places in the world to produce oil and gas.

Assuming the new 25/20 PPT is put in place. Alaska would also become the area with the
highest marginal tax rate in the US. Needless to say this introduces one more barrier to
attracting investment. The incorporation of vet higher tax rates at higher prices creates a
bizarre fiscal regime, bcinu regressive at low prices and progressive at hit’'ll prices, thus
rcdiicinti spaee for industry and creating vet inure barriers tn attracting investment.

The following graph shows how Alaska compares to other Noilh American regimes both under
20/20 PP1 and the scenario outlined in the Senate Resources CS

>
Moe
Marginal North America: Tax Rate Comparison
TaxRatt 70% 67% Incroosos
. . M | ith
65% ~ Alaska is already the highest oilprbo
cost region to operate
60%
65% - 62% 53X, 6J% 63% 63% 63% >4%
51%
60%
46%
45% m
40% t39%
3B
30% .
Abl COM CO WY KS TX NM OK CAAlb2 AK LA 20/20 <J40 *100
(BLF) v .
JAlb ALBERTA HEAVY OIL - pro and poft-poyout Senate
PH.till

Alaska will have the highest marginal tax rate



To maximize the value of the resources in the ground, we should he focussed on maximizing
North Slope production by attracting investment. The priority for the state of Alaska should be to
encourage investments to help industry develop those known resources, not to make it more

difficult and risky than it already is.

Other countries have proven that reducing taxation increases invcstmcnt:-

o T L
W

"Ordinary measures of Government take throughout the 1990's made the United Kingdom
Government appear rather crazy and irresponsible The "gross benefits" to the UK
Government go way beyond direct tax revenues and royalties received from the
upstream sector of the petroleum industry. The economic impact of the industrial
hyperactivity in the UK sector of the North Sea, a direct result of the "lenient”" terms
of the 1990%s. is difficult to measure Furthermore, the activity in the UK started in the
late 1980's and early 1990's when the UK Government dropped the ring fence for the 75%
FRT before Government take, as it is ordinarily measured, was drastically reduced The UK
offshore became the most active offshore province in the world. Reducing the
Government take n the following years managed to sustain that boom. Activity and
employment in the British petroleum sector is healthy and robust..”

Daniel Johnston

23 Oct2002, Washington DC
Petroleum Tax Design

There was much discussion over recent weeks about the impacts of reducing taxes in the UK.
The UKI'S has been our backyard for many years and we couldn’'t agree more with Daniel
Johnston that reducing taxes lIrslly created and subsequently sustained an economic boom. The
UK's decision to reduce Government |ake led to a significant increase in activity in the North
Sea. more production, higher revenues for the Government and a ripple effect throughout the

whole economy.

The actions of the [IK during the 19S()'sand DTJO's provide an excellent rule model for am
Government hoping to attract investment.



Investment boom underway
- Capex increasing up to $10 billion p.a
- Alaska flat circa $1 billion p.a
Enabling fiscal regime

- Key reform in 1995
 1%Royalty until project payout
25% after payout
Federal and State tax of 39%
Marginal tax rates
- 39% pre payout
- 54% post payout
Above rates will decline by 4%
through 2007

- via phased reduction in Federal tax
rates

Production

Source: Wood MacKenzie

If we just take a relatively short trip across the border into Canada and look at what is happening
in the heavy oil province of Alberta we liiul another great example of where cutting taxes has

increased investment & state revenues.



PPT Impacts & Government Take

This chart shows the total Government take at different oil prices for the current E If based
system and PPT.

Also note that BP does not make a prollt at low oil prices under either regime but the state still

receives revenues from the oil industry.

SQ - $20/bbl SQ - $40/bbl SQ - 560/bbl
Status Quo
144% 100%
PPT
(20-20)
$20 $'0 $60

SQ PPT SQ PPT SQ PPT

State 143% 97% 40% 44% 32% 40%

Federal 1% 18% 23% 22% 25% 22%

BP 0% 0% 37% 34% 43% 38% ,



The current version of SB 305 is not good for Alaska and will not help stem
decline of (he North Slone and we encourage von to address the following key

ISSuUes:

1. The increase of the base tax rate to 25% will be a serious barrier to investment

2. The proposed progrcssivily in the lax rate combined with the significant base rate
increase in moving from I-1fto PPT (25/20) is inappropriate given Alaska's

circumstances:

Challenged resource base

Iligh cost environment

Distance to market

Regressive nature of the rest of the fiscal regime

Urgent need to attract very large amounts o f capital to stem decline

e o

3. Several of the newly introduced terms are unbalanced and will cause problems:

a. It contemplates only an increase in tax with no reduction in tax at medium and

low prices
b. There is no recognition of inllation and thus ax rates will effectively increase

with time making the system unsustainable

4. Transition provisions demonstrate to investors that they do not have to bear the full risk
of retroactive tax increases, failure to provide for the full transition without the two-lbr-
one condition will harm the Slate's reputation with investors.

5. The change in the effective date to April | means this tax will be implemented before it is
enacted In the legislature. Retroactive application of taxation policy should be avoided.

6. Simplicity should be a key objective in setting fiscal policy and the current version of the
Bill adds significant complexil} to one of the most complex liseal regimes in the world.
This will be a further disincentive to investors.

At the highest level we do not believe this Bill as drafted achieves the mutual goal of
increasing investment A stemming decline.



Key Messages

I would like lo leave you with the key messages Irom (his testimony.

r- Alaska has lots of oil & gas but production is declining!
Decline is our common enemy!

r  Significant additional investment is required to stem decline

Maximizing production will maximize State revenues and benefits to
Alaska

With a 20% tax rate Alaska will have the highest tax rate & the
highest cost structure inthe US (25% is even worsel!)

" The bill as drafted will not maximize benefits to Alaskans

¥ The UK and Alberta have successfully attracted significant
investment and increased production by reducing taxes and are thus

great role models

Wc believe that the chanties made lo SU 305, if enacted, would lie a serious mistake for
Alaska and we umc von not to adopt lliem hut to return instead tu :i hill close in structure

lo (he oriuinal Bill.

In order lo maximize the value ill' Alaska\s resources we helieve von should he adopting tax
rates lower than (hose proposed In the (.'ovcrnor. In so doint: vow would maximize
investment, maximize production and maximize jobs Tor Alaskans. Von would also lake an
important step towards creation a healthy oil business which will he the foundation for tins.

We recognize the burden on your shoulders in making these decisions. |here are many people
advising you to increase taxes, which will indeed increase state revenue, but lor how long? One

year? Two years?  and at what cost to future production?

This is a matter of urgency. All Alaskans should he concerned. Short sighted increases in
tax will jeopardize future oil investments, future oil production and the »as pipeline project

itself.

We will continue to participate fully in the legislative process and will he available to assist this
committee in whatever wav we can.

On behalf'of H* | would like to thank you lor this opportunity to testily.
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Projected Production Tax Revenues

80
70
60
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40
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10

State Take (nominal 20-year sum) $Billions

Current (CLF)  Original Bill HB 488 CS SB 305 CS

m State Total Take @ $40 O Additional Take @ $60
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1978 19P3 1988 1993 1998 2003 2008 2013

« Historical basin decline has been around 6%
« Flattening of production from 2002-2004 due to Alpine & Northstar

e Decline since 2004 has mirrored historical basin decline
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20 A Status quo
Decline rate: 15% 0% 3%
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S Billions of barrels
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Status quo - "ELF’
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DOR Spring Forecast cannot be met without significant additional investment
The vast majority of that investment must be made in existing fields



A 50 year vision

50) 1000
| 800 We are here
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Status quo

Decline Rate 15% 6 % 3%
Produced Barrels 1.3 bn 3.6 bn 7.5 bn
Operating Expenses $30 bn $50 bn $100 bn
Industry Investment $1 bn $20 bn $60 bn
State Revenue _< All other non-PPT
(e S t | m a t e ) state revenue
s $10 bn $30 bn $60 bn
Less investment More investment
A

Maximizing State Revenue means maximizing Production



North America: Tax Rate Comparison

Marginal
Tax Rate 70% 67% "Increases
warn with
65% > Alaska is already the highest oil price
cost region to operate
60% 56% 57%
54%
55% 500, 53% 53% 53% 53% 53%

51%
50%

45%
45%

40% 39%
35%

30%
Ab 1GOM CO WY KS TX NM OK CA Ab.2 AK LA 20/20 <$40 $100
(ELF) —

*Alb: ALBERTA HEA VY OIL - pre and post-payout Senate

BP data

Alaska will have the highest marginal tax rate



Status Quo

PPT
(20-20)

SQ - $20/bbl

PPT - $20/bbl

State

SQ - $40/bbl

State

PPT - $40/bbl

100%

SQ - $60/bbl

State

100%

PPT - $60/bbl

1000



The increase of the base tax rate to 25% will be a serious barrier to
iInvestment

The proposed progressivity in the tax rate combined with the
significant base rate increase in moving from Elfto PPT (25/20) is
Inappropriate given Alaska's circumstances

Several of the newly introduced terms are unbalanced and will cause
problems

Failure to provide for the full transition will harm the State's
reputation with investors

The current version of the Bill adds significant complexity to one of
the most complex fiscal regimes in the world

We do not believe this Bill as drafted achieves the mutual goal of
increasing investment & stemming decline



Alaska has lots of oil & gas but production is declining!
Decline is our common enemy!

Significant additional investment is required to stem decline

Maximizing production will maximize State revenues and benefits to
Alaska

With a 20% tax rate Alaska will have the highest tax rate & the
highest cost structure inthe US (25% is even worse!)

The bhill as drafted will not maximize benefits to Alaskans

The UK and Alberta have successfully attracted significant
investment and increased production by reducing taxes and are thus

great role models



Prudhoe Gross Capital Spend vs. Severance Tax Rate

$500 15%

12%

SyveogrooTax® 4o

2001 2002 2003 2004 2005 2006

Fiscal Year

Note: Capital converted from calendar to fiscal year assuming capital spend equal in each half of year
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Kuparuk Gross Capital Spend vs. Severance Tax Rate

$500 15%
mKuparuk Capitai Kuparuk Tax Rate

$400 12%
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> 3
& $300 9% X
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Q
©
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B s200 6% <
e <
o 0

$100 3%

$0 Ooe
2001 2002 20¢(
Fiscal Year

Note: Capital converted from calendar to fiscal year assuming capital spend equal in each half of yeai



ConocoPhillips Alaska

Alaska’s No. 1 Oil Producer

* 73PRREE? Alaska’s No. 1 Gas Producer

.l
Y ml

B&ZZSS Alaska’s No. 1 Explorer
Largest Owner of State & Federal Leases
Largest Industry Community Supporter

Largest Royalty and Tax Payer

Key Employer






Marianne Kah
ConocoPhillips Chief Economist
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Investment Criteria

mExpected field size / maturity

Prospectivit .
P ny 1 Crude quality
“Costs. Exploration, development & production cost
! Transportation costs to market
Cycle Tlmt Time to production
) Tax rates given prospectivity & cost
g iri Taxes - g : P .p y
Stability of fiscal regime

4

Legal Regime Strong rule of law / political stability

VALUE



Investment Criteria - Alaska Rating

Prospectivity Small expected field size
Lower value heavy & high sulfur crude

High explor, develop. & production cost

Costs
High transportation costs to market
Cycle Time Long lead times
7
High tax rates given prospectivity & cost
Taxes J J Prosp Y

. Recent concern about stability of fiscal regime
Strong rule of law / political stability

Concern about changing tax rate without
grandfathering recent investment

Legal Regime



Global Average Commercial Discovery Size

Average Commercial Discovery Size (mmboe)1

2000
Source data: Alaska Dept Revenue Fall 2005 Revenue Sources Book
1800
Alaska’s Future Production
1600 4% 3%
1400
1200

1000

93%

O Existing Fields O Known Discoveries m Exploration

Kazakh- Azer- Nigeria Angola Norway Indonesia USA Egypt Venezuela Canada
stan baijan (DW) (DW) (Alaska) (Arctic)

' Average commercial discovery size from 1994 to 2003.
2The average discovery size is calculated as total commercial reserves discovered (1994-2003) / total

commercial discoveries (1994-2003)



Increasing Production Costs

Source: ConocoPhillips 2004 Annual report and 2005 10-K
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North Sea Asia Other Canada Lower 48 Alaska

Alaska has the highest cost structure in ConocoPhillips Portfolio
Alaska costs are increasing at greater rate than other areas
- Aging infrastructure concerns and increasing well work

-  Market Forces

- Regulations
- Smaller, more complex field developments



Development only Government Take Qo Pre-Take NPV @ 10%)

Alaska - High Cost, High Tax?

Countries with no equity participation or not carried

100%

90%

80%

70%

60%

50%

40%

I

0.0

Low Cost- High Tax High Cost- High Tax
Oman
A T "R Nig ria (shelf)
Syria ~ "rYfimen A Qatar
A Egypt
Brazil (shelf) Norway
A 4. Angola (si dO
- ) a " * & Gabon
Trinidad & Tobafjp Nigeria (defpwa(e >AEcuador
Malays'a-Thailand JDAA - » ‘'Denmark
moumi
A Peru
Bangladesh
Alaska ELf- Canada (Arctic)
s « Argentina
A
Bolivia A 1 Australia ( fshoro)
&n w Zealand
Netherlands (onshore) NaJhcr inds (offshore) noly
USA(GoM jEpwater)
A A UK (shelf)
UK (Southern Gas | isin) b % Canada (East Coas
Low Cost- Low Tax High Cost-J-ow Tax
2.0 4.0 6.0 8.0 10.0 12.0 14.0 16.0
Total Costs ($/boe, 2004)
Source: Wood Mackenzie 2004 "Global Oil and Gas Risk and Reward Study”. OECD Countries

Total cost includes capital and operating elements averaged over 10 year period (1994-2003),
Economics were run at S35/bbl long term real Brent price



Alaska - High Cost, High Tax & Low Prospectivity

Development only Government Take @6 Pre-Take NPV @ 10%)

Source: Wood Mackenzie 2004 "Global Oil *aF $slr*is{"iewI'rcF&§fun". C ") Bubb,e s,ze “ piospedivity

Total cost includes capital and operating elements averaged over 10 year period (1994-2003), Economics were run at
535/bbl long term real Brent price

Prosoectivitv = Averaae commercial discovery size (1994-2003)



Higher Taxes Will Reduce Investment

e Reduces after-tax cash flow available for
Investment

 Adversely changes risk / reward balance
o Capital goes elsewhere to:

- Other countries

- Other energy sources

- Other industries

“If You Tax Something, You Will Get Less of It”

Dr. Margo Thorning, American Council on Capital Formation



ConocoPhillips’ Major Upstream Projects

Kashagan | |
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" Negotiations are under way.



Portfolio Comparison

High NPV/ bbl

Alaska Project#1 Alaska Project #2 Downstream Project Com pe‘“'“ve

Upstream Project #1

n Alaska Project #3 Upstream Project #2

Uncompetitive

A :ernative Energy Project

Low _
Projects

O Before tax increase
After tax increase



What’s Wrong With Windfall Profits Taxes

“What a windfall profits tax does is introduce a lot of distortion. It reduces
iInvestment, it increases a sense of political risk and it doesn’t achieve the

goal that is intended ... it will really lead to decreased supply”.
Daniel Yergin interview, Capitalism Magazine, November 11, 2005

“If it is again enacted, a windfall profits tax can be predicted to result in a

diminution of domestic energy production... Sadly, the recent clamoring
by some for new energy taxes indicates that the lessons of the 1970s

were not learned.” Open Letterto America’s Elected Officials, 250 economists,
October 25, 2005

Non-partisan Congressional Research Service assessment
of 1980 Windfall Profits tax on domestic crude oil:

Removed $79 billion in gross revenues from industry that
could otherwise have been invested

* Reduced domestic oil production by up to 1.6 billion
barrels between 1980 - 1986

* Generated only 20% of expected gross revenues



Value Uncertainty in Balanced Government Take

Value Sensitivity Value Uncertainty

-100 0 100
100%
I 90%
Oil Price
80%
&
=  70%
XI
Reserves % 60%
50%
>
Capital Cost |3 40%
|  30%
Operating Cost
10%
0%
Schedul *500 -400 -300 -200 -100 O 100 200 300 400 500
chedule

Balanced Govt Take Progressive Govt Take |

60% of the time, the project adds value (40% of the time it loses value)



Value Uncertainty in Progressive Government Take

Oil Price

Reserves

Capital Cost

Operating Cost

Schedule

Value Sensitivity

Suw & vy TS !

100%

90%
80%
70%
60%

30%
20%
10%

0%

Value Uncertainty

-500 -400 -300 -200 -100 O 100 200 300 400 500

1 -Balanced Govt Take Progressive Govt Take |

47% of the time, the project adds value (53% of the time it loses value)



Balanced and Progressive Value Uncertainty
Comparison

Value Uncertainty

In this example:

» Under a balanced
government take the
project would be
developed

» Under the progressive
government take the
project would not go
forward.

Cumulative Probability

Balanced Govt Take — —Progressive Govt Take



Finding, Development & Production Costs

More than Doubled Since 1999
2006 Dollars per Barrel of Oil Equivalent

$20
O Production

s O F&D

$12
$8
$4

$0

2002

Excludes all government take ($20-25/bbl),
adjustment for the time value of money &

Source: J.S. Herold :
a cost of capital return



