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Being a global company, ExxonMobil does not disclose U.S. earnings on a state-by-
state basis because such information could be used by our competitors to discern

information regarding our operating costs, investments, contract terms, or other

competitive information.

While Alaskan operating results are monitored internally, since these results are
calculated to measure operating performance rather than for financial reporting, they
are not in conformance with Generally Accepted Accounting Principles (GAAP)
requirements for external disclosure. The fact that our internal results are recorded for
a purpose other than financial reporting and are not kept in accordance with GAAP
means they are not strictly comparable to the Alaskan numbers that our competitors

publicly report and they are competitively sensitive information, the disclosure of which

would be harmful to ExxonMobil.

ExxonMobil remains prepared to work with the state to improve the state's ability to
forecast PPT revenues. Given the confidentiality provided to taxpayers, ExxonMobil
has and will continue to provide the Department of Revenue with all data required to

successfully administer PPT or any future liscal tax structure. We urge this Committee

to not adopt this proposed amendment.

Statute Of Limitations

In lines 27-29 on page 32, Section 43 of tfio Committee Substitute proposes a new four
year statute of limitations for the PPT only. While we are pleased to see the House's
six year proposal was not included in the Committee Substitute, will fail to understand

why this amendment is needed. Currently, the statute of limitations for the PPT, as
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well as all other taxes under Title 43, is three years. The Department has not started a
single PPT audit and increasing the statute of limitations can only delay audits and
increase administrative costs. Historically, most companies generally extend the audit

deadlines as appropriate when requested by the Department of Revenue.

The purpose of a tax statute of limitations is to establish a reasonable time within which
an audit must be brought so that the records, documents, and recollections of witnesses
are not lost by the time the claims are finally raised. It also provides some limitation on
the amount of interest that could accrue on any underpayment claimed in an audit.
Extending the statute of limitations to even four years could result in audits not being

completed for four years, when they may have otherwise been done more quickly,

increasing the interest risk to taxpayers,

The present three-year statute of limitations has worked well for all the taxes, including

the production tax. We believe lines 27-29 on page 32 should be deleted.

Actual Pipeline Transportation Costs:

Section 45, commencing on line 18 of page 34 and continuing through line 13 on page
35. is proposing that the Department of Revenue can substitute, at anytime, its
determination of "reasonable" costs of transportation for the taxpayer's actual pipeline
tariffs. Currently, a taxpayer's actual transportation costs are used to determine the
taxable value of the taxpayer's oil unless the Department estalLl'shes all three
conditions set forth in AS 43.55.150(a). The proposed amendment would ease that

standard to allow actual costs to be disregarded by an auditor by simply asserting the



November 14, 2007

actual costs do not meet the auditor's view of "reasonableness”, despite the existence

of federally regulated tariffs.

The proposed amendment represents another instance where the Department of
Revenue is asking the Legislature to allow it to selectively determine what costs it

deems reasonable versus allowing the deduction of valid costs properly incurred.

In the Committee Substitute, Section 150(b) would be amended, commencing on line 1
of page 35, to provide that only tariff rates that "have been adjudicated as just and
reasonable" by the RCA or other regulatory agency are considered prima facia
reasonable. This could unduly restrict rates that will be considered as reasonable
costs. In certain instances, tariff rates may be properly filed, as currently allowed, and
not challenged by any party or allowed to go into effect on an interim basis. In such
case there may not be a f.nal "adjudication" of the reasonableness of the rates when
they go into effect. If challenged, a period of time may pass before the rates are finally
determined to be just and reasonable. Any such final determination by the relevant
regulatory agency will address any revision in the rate that may be required, including
for prior periods. These matters should be left to the determination of the regulatory
agencies with responsibility for such matters. There is no need to further condition how
these rates will be used to determine allowable transportation costs. The proposed

changes to AS.43.55.150 in Section 45 of the Committee Substitute should not bo

adopted.
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Location of Lease Expenditures:

We are pleased to see the limitation proposed by the House to restrict qualified lease
expenditures to those "incurred in the state" has been deleted. Limiting lease
expenditures to those incurred physically within the producer's or explorer's lease or
property or those incurred only in the state would reduce the attractiveness of
development and exploration activities. Given the extreme arctic conditions and limited
construction capabilities on the North Slope, necessary equipment and production
modules are often fabricated elsewhere for delivery to the Slope. Drilling rigs,
unavailable in Alaska but needed for exploration and well work, are imported from the
Lower 48. These are ordinary and necessary costs required for the operation of the
North Slops production facilities and exploration activities, bo’h essential for the future
development of Alaska's resources. Disallowing such costs would reduce the
attractiveness of future development and exploration projects and diminish the

likelihood of those projects being funded,

Lease Expenditures Allowed By Department Regulation:

Paragraph (B) of Section 49, commencing on line 6 of page 39, is proposing that the
Department of Revenue can determine, by regulation, which costs should be allowed as
gualified lease expenditures, despite the fact that the Legislature has already clearly
identified under AS 43.55.165(e) those costs that cannot be allowed. The proposed
language, "allowed by the department by regulation” is different than the normal

regulation granting authority used elsewhere in the PPT statute. It is this difference that

raises concern.
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Generally, regulations are promulgated to interpret or apply a law. The language "as
determined under regulation” or "as may be established by regulation” used elsewhere
in the PPT statutes convey the Legislature's intent to have the Department interpret or
apply the Legislature's policy. The proposed amendment, however, could be the basis
for the Department to constrict or disregard certain PPT statutory provisions which the
Legislature adopted to establish what costs qualify as lease expenditures. For
example, the proposed amendment could lead to the Department adopting its own
standards as to what constitutes an ordinary and necessary business expense, despite
the AS 43.55.165(j)(2) requirement that the established federal rules determine what
costs can be used. The proposed amendment could also cause the Department to
ignore those costs allowed by AS 43.55.165(b) as direct costs. Authorizing a regulation
that could provide the basis for the Department to limit or exclude costs otherwise
allowed under other sections of the PPT would create an unpredictable tax law. The

phrase "allowed by the department by regulation" appearing on line 6 of page 39 should

be removed.

Use of Joint Interest Billings As Starting Point For Audits:

Wo are pleased to see AS 43.55.165(c), which would allow the use of joint interest
billings as the starting point for audits, reinstated in Section 51of the Committee
Substitute. As a non-operator at Prudhoe Bay. Kuparuk, Duck Island and Granite Point

we never understood how not using this information is to anyone's advantage.

In a field's joint operating agreement the working interest owners have specified what
costs an operator can bill to the co-owners. All of a producer's deductible lease

expenditures are in accordance with the monthly cost data charged by the field operatoi

-lb-



to its co-owners. Each year the operator is subjected to very detailed audits by the other
owners to ensure compliance with the limitations in those agreements. ExxonMobil
currently spends over 100 staff weeks each year auditing operator joint billings to

ensure we are not charged any inappropriate costs.

The use of these joint interest billings as the foundation of allowable business expenses
would provide greater predictability and eliminate the need for the State to re-audit the
same materials. Using joint interest billings will reduce disputes over appropriate
deductions as well as the State's and the producers' administrative and audit costs. AS

43.55.165(c) is an essential part of making the PPT tax structure work.

Costs Arising From Noncompliance With Lease/Permit/License Terms:

Paragraph (6) of Section 52, commencing on line 26 of page 41, is proposing to
disallow expenditures that result from failure to comply with lease obligations or permit
requirements. Such a limitation raises a number of concerns. In certain instances, a
lease term is a matter of contract between the lease holder and the state as a
contracting party. The contract typically will spell out the means for redress by the
parties and the consequence of a "breach" of the contract. This should provide
adequate remedies for the state to ensure contract obligations are met. In the case of a
federal permit, there likely will be specific provisions that address the consequence of
any permit non-compliance and what the permit holder must do to remedy the problem.

These provisions are adequate to address any concerns for the state.

There is no recognition in the proposed language of tho severity of the non-compliance,

or tho efforts by tho leaseholder or permit holder to comply. This is different from an act
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of "fraud" or "willful misconduct" contained in the current law. This is complicated by the
uncertainty in the proposed language on how such a determination will be made.
Particularly if the state is a party to a lease, there should be a separate determination
whether there has been non-compliance with the lease term or permit and the remedy
should be as spelled out in the contract (or as allowed by existing law). The language

"..,or failure to comply with an obligation under a lease, permit, or license issued by the

state or federal government" is unnecessary.

Disallowance of the Entire Cost in Transactions Between Related Parties

We are also pleased to see paragraph (6) of Section 48 of the House Bill, commencing
on line 6 of page 41, would have disallowed the entire amount of an expenditure under
transactions between affiliates or related parties unless the taxpayer "establishes to the
satisfaction of the DOR" that the expenditure did not exceed fair market value was
deleted in the Committee Substitute. This requirement would have been a very
subjective standard with no reasonableness test. If a taxpayer could not establish that
a transaction was not in excess of fair market value, then none of the expenditures
would have been allowed. We believe that costs should be allowed, except for that
portion determined to be in excess of fair market value. Disallowance of total costs

would create uncertainty and reduce incentives for investment.

Costs Arising From An Unscheduled Interruption Of Production:
Paragraph (19) starting on line 19 of page 43 proposes to disallow costs incurred in
response to a failure, problem or event that results in an unscheduled interruption of or

reduction in the oil or gas production or is undertaken in response to or is otherwise



associated with an unpermitted release of a hazardous substance or gas. unless

caused by a "superlforce majeure.

We believe the language of this proposed revision is ambiguous and will lead to
additional audit exceptions. What constitutes a "failure, problem or event" and under
what standards would any of those be determined? Costs associated with any
temporary, unforeseen shutdown or minor interruptions, regardless how minor, could be
disallowed by an auditor despite such "event" arising despite otherwise prudent and
necessary business operations. In addition, given the safeguards already existing in
the current PPT and the proposed amendment in paragraph (6) disallowing costs

arising from violations of law, we believe paragraph (19) is unnecessary.

During the formation of the PPT legislation, the Legislature, upon the recommendation
of Dr. Pedro van Meurs, adopted a flat 30e per barrel exclusion from what would
otherwise be a producer’s capital portion of its lease expenditures. The flat 30e per
barrel exclusion provides an objective floor for maintenance cost and avoids the
problems of case-by-case decisions. The 30c exclusion applies every year regardless
if there is a triggering event or not. Adopting the proposed amendment, while leaving
the flat 30c per barrel exclusion in the law, would result in a double disallowance of the

same costs. We do not support paragraph (19), and it should be removed.

Disallowance/Limitation Of Costs Associated With Refineries/Crude Oil Topping Plants:
Paragraph (20) starting on line 16 of page 44 proposes to disallow and limit costs
associated with refineries and crude oil topping plants, essential components of

producing oil from the North Slope.
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Currently, the State of Alaska and the federal government require North Slope

operators to convert to ultra low sulfur diesel to operate all North Slope motor vehicles
and off road equipment. The North Slope producers are considering a modification to
the existing Kuparuk crude oil topping plant to produce the required ultra low sulfur
diesel. The proposed amendment reduces the economic viability of a potential crude oil
topping plant modification. Without a modification to the existing crude oil topping plant,
it will be necessary to haul low sulfur diesel up to the slope, requiring up to 50 trucks per
day. This could potentially increase environmental impacts, including increased
exhaust emissions and potential spill risks from truck accidents. Costs associated with

the topping plant should therefore be recoverable just as the costs to truck diesel to the

Slope would be.

The Administration's proposed amendment encourages a less optimum solution for the
oil industry and the State, Paragraph (20) would increase operating costs while

complicating business operations and should not be adopted.

Disclosure Of Tax Information:

Section 55 of the Committee Substitute, commencing on line 11 of page 46, proposes
the publication of certain proprietary tax information when such information is
aggregated among three or more producers or exploiers. We understand the
Administration's and Legislature's desire to obtain information necessary for the
development of the PPT net tax framework to provide the State of Alaska with a fair
return on the development of its energy resources. We also support the

Administration's goal of transparency. Aggregation of information from three companies



dramatically increases the likelihood that competitors, including competitors whose

information is being aggregated, will be able to determine individual company

proprietary information.

Such information could be used by competitors to discern information regarding
operating costs, investments, contract terms, or other competitive information. This
risk of individual company proprietary information being ascertained by competitors
could also create conflicts between the proposed amendment and federal protections
provided in the Federal Trade Secrets Act and federal Anti Trust laws. The propused
amendment may also violate the Alaska Constitution's right of privacy, equal protection

and unlawful takings of commercially sensitive data protections.

The Legislature should ensure taxpayer information remains confidential.

Exceptions to Tax Credits

We are pleased to see that the House's proposal to prevent a taxpayer from claiming
any tax credits if the taxpayer has an outstanding judgment or agency decision in
excess of $100k which the taxpayer has not paid to the court pending appeal was not
included in the Committee Substitute We believe that proposal would have selectively
penalized certain appellants for exercising due process rights to appeal a judgment by
requiring them to prepay that judgment which is still subject to judicial challenge. We
do not believe that the legislature should create tax laws designed to influence the
appellate process. Such a provision would increase uncertainty of tho availability of tax
credits and would not encourage capital investments. Ambiguity of language could

result in retroactive application to all open post 2007 tax years.



ALASKA NEEDS A LONG-TERM RESOURCE DEVELOPMENT POLICY

ExxonMobil does not support the proposed tax increase. In light of the proposed tax
increase we will face, ExxonMobil will need to re-assess all current and future projects
in Alaska. In addition to the significant increase in base and progressivity aspects of the
proposed tax bill, there is also significant uncertainty in allowable cost recoveries and
credits. When you combine this greater uncertainty with another increase in taxes it will

significantly reduce the attractiveness of future projects in Alaska..

The full development of Alaska’s resource potential will require Government, the
industry, and the people of Alaska to work together to enhance the development of
Alaska’s resources. We believe that Alaska needs to create a long-term resource
development policy, a policy that will encourage increasing investment needed to
mitigate production decline, a policy that recognizes Alaska’s high cost and challenging
environment, a policy that will encourage the full development of Alaska’s oil and gas
resources. | hope that key points addressed in my testimony aie considered:

» Alaska has significant resource potential, but it is in a high cost environment

* Oil production is one third of its peak, yet we have only produced one fourth of

the oil resource potential. The gas resource potential is equal to oil.

In 10 years, 75% of Alaska’s future oil production needs over $30-40 billion of

new investments - investments that are needed sooner than 10 years.

Prudhoe Bay and Kuparuk are the "hub" of the Noith Slope, they
ExxonMobii looks forward to working with the Administration, the legislators, industry
and tho people of Alaska in the future pursuit and development of its oil and gas

resources. Thank you again Mister Chairman for the opportunity to testify today.
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Mr. Chairman and Members of ihe Committee:

My name is Marilyn Croekell and | 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 17 members account for the majority of oil and gas exploration, development, production,
transportation, refining and marketing activities in the slate. Our membership includes Agrium,
Alycska Pipeline Service Co., and Alaska’s instate refiners. It includes companies new to this
state, hoping for the opportunity to explore. It includes companies that are active today and do
not yet have production (but hope to in the future). And it includes companies that are producing
today and have been producing here for years.

As one of its important functions, AOGA provides a forum for its members to consider
regulatory and legislative proposals, and to reach agreement about industry positions on those
proposals. Normally, to establish an AOGA position, a 5/6 vote is required. This ensures that,
when AOGA voices a position, regulators and legislators can be assured that that position is the
position of the overwhelming majority of Alaska’s oil and gas industry.

But on tax issues, AOGA takes this approval process to lhe highest level, We lake
positions about taxes only if there is complete conson in our Tax Committee about what is to
lie said. Every member receives a copy of each proposed statement on taxes while i: is still only
in draft form, and ifany of them objects to something in a proposed statement, either that portion
of the statement is rewritten to satisfy the objection, or else it is deleted. My testimony today lias
been developed and approved under this principle, with no dissent,

Throughout this special legislative session, individual companies have presented their
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views based on their operations and the impact of the proposed legislation to their individual
companies. The role for AOGA is obviously different, and we have focused our testimony on

two key areas.

First, we’ve strived to put into perspective the critical importance of continued and future
industry investment needed to address the most significant issue facing Alaska’s future—

declining production to the State of Alaska.

Second, through AOGA’s Tax Committee, we’ve provided very specific comments on
the numerous technical components of the versions of the legislation before each committee.
We’ve relied heavily on the expertise and experience of our Tax Committee members who have

years of experience operating within the state’s tax structure.

W e’ve heard it said repeatedly that our industry will “game the system" to lake unfair
advantage of the State — even to the point, some have asserted, of improperly claiming costs for
lobbying, advertising or donations to Alaskan charities, despite assurances by the Administration
that those costs are not allowed under the present law and will not be tolerated on audit.
Accusations of “gaming the system” implies the companies will cheat on their taxes and cheat on
the way they do business, ifthey think they can get away with it. Not only is that against the
law, it is an insult to the integrity of the thousands of honest Alaskans who work in our industry.

Further, we all probably know, or know of, individuals who “game the system” a little bit
when they report and pay their own income taxes to the IRS. They might pad a deduction, or fail
to include cash income they got, or fudge their tax a little in some other way. To the extent
someone might do this, it is because he or she feels the odds of being audited and caught by the
IRS are small enough to make it worth taking that chance. But do you know anyone who would
“game the system” if the chances of being audited by the IRS were 100 percent? O fcourse not.
Well, oil companies are audited twice. First, by each other to ensure no unnecessary or inflated
costs arc charged to one another when they jointly operate a field. And these audits are ever)' bit
as aggressive as the IRS in making sure no costs are improperly included in the bills they have to
pay. Second, oil company returns are audited for every state lax they report and pay to the Stale,
lor every tax period. The State’s present oil and gas tax auditors are smart, experienced and
professionally qualified, and we expect the new ones to be hired will be equally good.

Most recently, we hear it being said that the Gaffney ( line economic model shows
Alaska can safely raise the production tax far beyond I'I’T scurrent levels without jeopardizing
investments for the North Slope. I'm no expert, so | left their Capex Multiplier, Opex Multiplier
and Production Multiplier at 100%. Then, when | plugged zero in as the value of the oil. the
model came up with the totally unexpected result that the producer’s internal rate of return is 156
percent. 1got the same result when I plugged zero in as Ihe volume of oil being produced,

instead of plugging it in as the price.

After | testified about this to the House Finance Committee yesterday, GalTnoy Cline was
invited to the witness table and explained to that Committee that the model is including the
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results from several prior years’ worth of in-1111 drilling as well as those from the new
investment. Gaffney Cline said, of course the model would still show profits because those prior
investments are still making a lot of money under the model. And that’s true.

But this answer has made me wonder, who in the world makes new investment decisions
on the basis of how well or poorly past investments arc performing? Industry’s investments
today have to stand or fall on their own merits, not on past successes or failures.

The point | was trying to make to House Finance, and which AOGA is now making to
you in Senate Finance, is that the Gaffney Clinc model has very clear and rigid limitations about
how it should be used, and about the validity of its results in predicting future investment
behavior. Rolling the success of past investments into the analysis of current ones is but one
issue. Yet Gaffney Cline has testified that its model’s conclusions about degree of economic
success for the combined success of several years of in-fill drilling means this Legislature docs
not have to fear that investments in the Prudhoe Bay or Kuparuk fields will dry up if Alaska
raises its production tax as has been proposed. It is this latter part of Gaffney Cline’s testimony
that we see as so dangerous for Alaska’s future.

For one thing, the model relics a great deal on the internal rate of return of an investment
and its net present value. These can be useful tools for evaluating an investment opportunity, but
there are other very important metrics forjudging investments as well. Suppose, for instance, 1
pay you everything I have right now, and at the end of 10 years you will give me 75 times what
I'm giving you, but you will give me absolutely nothing between now and then. The internal
rate of return on this “investment” is about 54% and its net present value, at 15%, is 17 Vi times
my “investment” — nice enough figures even compared to some of the results of the model. But
(lie problem with this “investment” is, if | want to feed, house and clothe my family anytime in
the next 10 years, | won’t have the cash to do it with this investment. The point is, it is often as
important, or more so, to look at the cash with an investment as it is to look at its internal rate of
return. But Gaffney Cline have focused on internal rates of return and net present values to the
exclusion of other ways that investors use to evaluate investment opportunities.

Gaffney Cline doesn’t say much about the economies of the other, more significant kinds
of investments that will have to he made in order to meet the challenge of declining oil
production. These other kinds of investments have materially different patterns and liming of
cash flows from those for drilling an in-lili well, The engineering and design, fabrication,
shipment to the Slope, and installation of a new production module to replace a 3()-ycar-old
gathering center in a “legacy field,” for instance, will require years of capital outlays totaling
hundreds of millions of dollars before the first barrel is ever produced through the new module.

I he effects of the time-value of money for this investment are very different from what they are

for drilling a well.

The Gaffney Cline model does not reflect the difference in patterns and timing of cash
Hows for all types of investments.
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Gaffney Cline also doesn’t say much about differences in risk between different kinds of
investment. They point out that new technology today allows an in-fill well to be drilled within
feel of the desiied path all the way to its target. They acknowledge that there is some risk to this,
not very much — a point AOGA will concede, for the sake ofargument, in the case of an in-fill
well. However, a small risk in the ease of in-fill drilling does not mean all investments in a
"legacy field” have comparably small risk. Take, for example, the production module for infra-
structure renewal that was just mentioned. What if the barge sinks or capsizes on the say to the
Slope? Hundreds of millions of dollars would be sunk along with the module. There is nothing
comparable to such a devastating risk. But the Gaffney Cline model doesn’t take such differ-
ences in risk into account. Or if it does, we have net heard them describe that modeling and its

results in their testimony.

Gaffney Cline doesn’t say much about the differences between producing conventional
oil and viscous or heavy oil either. Oh, no doubt you can twist one of the knobs on their model
to increase lhe operating costs and ilien say that this amounts to an approximation of the higher
operating costs for viscous or heavy oil. But is it really? The friable nature of the West Sak and
Schrader Bluffreservoir rock and the viscosity of that oil mean that laige quantities of find
particles like silt come up with die oil. It takes special equipment, or special modifications of
equipment, in order to separate this silt from the oil. It is not easy or inexpensive to do, either in
terms of capex or opex. Once that oily silt is separated, it becomes legally a “hazardous
substance” that has to be handled and disposed of in accordance will) very strict health, safety
and environmental safeguards and procedures.

And heavy oil from the Ugnu formation may end up being produced by a technique that,
in effect, creates streams of sand-like rock underground that flow through the reservoir rock,
carrying the oil along with the flow of sand into the wells. The challenges and costs of separat-
ing so much sand from the oil and then disposing of that sand are even greater than for separating
silt from lhe less-thick viscous oil. Tweaking a knob on the model to triple the opex and capex
for an in-fill drilling investment doesn’t begin to approximate either the degree of costs, nor the
timing of when they are incurred, for viscous and heavy oil development, nor do-s it recognize
the discounted price that then heavy oil would be sold at to markets. Depending on the
technological challenges are overcome, the economics of heavy oil development might actually
turn out to resemble those for a mine more than they resemble the economics for a conventional

oil field.

In summary, AOGA is not saying the Gaffney Cline model is seriously wrong. Rather,
we’re saying their model is incomplete. It deals with the in-lill drilling scenario with very
impressive graphics, but it doesn’t seem to deal at all with the very different economics for the
investments that offer the greatest long-term effects and opportunities for Alaska. In addition,
the model excludes future costs associated with the well, including operating, repairs and

abandonment.

To slate this point another way, if Alaska oil and gas opportunities are so very profitable,
as the GalTney Cline model leads one to believe, then why is production less than one third of its
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peak, and why have we only produced less than oiv quarter of the oil potential i.i Alaska? Even
Pioneer and ENI have recently requested royalty relief for their developments. Doesn’t that send
a message on the challenges facing new explorers and future development of Alaska’s resources?
We believe that the focus needs to be on how to encourage the increasing diverse investment
needed to develop Alaska’s resource potential. Raising taxes will not help.

The realities that confront Alaska arc these: First, nearly 90% of the discretionary money
that the State is spending this fiscal year is coming from oil production, and the Department of
Revenue (“DOR™) predicts that oil revenues will account for over 80% of the State’s unrestricted
discretionary revenues through Fiscal Year 2013, and 70% or more of those revenues from FY
2014 to the end of its forecast period, FY 2017.1 These percentages arc before factoring in state
revenues from a natural gas pipeline and from its associated natural gas production. Oil
production has been, is today, and promises to remain the cornerstone of the finances of slate

government.

Second, production decline is eroding this cornerstone. On the next page is a graph
showing how die average daily production rate for North Slope oil has become less and less
since FY 1989. It is a historical fact that, on average from FY 1997 to FY 2007, North Slope
production each year has been 6.2% less than the year before, while Cook Inlet oil production

declined at an average of 8.0% a year.2

Third, it is going to cost billions and billions of dollars to slow this decline down. The
North Slope’s historical decline of 6% a year has occurred despite industry’s investment of over

Flsc.il Yonr
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two billion dollars a year to produce more oil. Slowing the rate of decline below 6% will require
each year massive increases beyond industry’s already substantial, historic level of investment.
We believe the investment level needs to increase to be over S3 to S4 billion to mitigate
production decline. That is almost double the current level of investment being undertaken.
Even the DOR’s production forecast shows what increasing level of investment is needed. How
do you attract the significant increase in investment needed? We don’t believe increasing taxes
will attract more investment, we believe it will slow down the investment levels needed.
Increasing taxes will reduce the attractiveness of new projects and opportunities.

The difference between an ongoing decline of 6% a year and, for instance, 3% may not
sound like much, but the difference for Alaska’s future is profound. At present it seems the
ultimate limit for North Slope oil production may be determined by the minimum capacity of
TAPS to pump oil through the pipeline. The new pumps that Alyeska Pipeline Service Company
is installing along the pipeline have a rated minimum capacity of 200,000 barrels a day,
according to testimony cited during the House Resources Committee’s hearings last week on 11B
2001. 1llowever, the president of Alyeska earlier this year said publicly that the pipeline’s
minimum capacity with the new pumps will be about 300,000 barrels a day.

Whether Ihe new pumps’ operating threshold is 200- or 300.000 barrels a day, the point is
the same: There is a big difference between a 6% decline and 3% in terms of how long it would
take to get to either threshold from this fiscal year's projected level of 740,000 barrels a day.1
Below are two graphs that show how big this difference is. |should emphasize that these charts
are not predictions. They show only the purely mathematical results that How from the decline
rate one chooses.4

H H B B B B B B g H H HE B B B B E g
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I he chart mi the left shows the time to decline Itom 740,000 barrels a day in FY 2007 to
a 2U0,000*baricl-a-day threshold, the one on the right shows the time to get to 300,000 baircls a
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clay. Ata 6% rate of decline the 200,000-barrel threshold is hit in 21 years, but at a 3% decline it
would take 43. If the threshold is 300,000 barrels a day, it would be hit after 15 years at 6% and
30 years at 3 percent. For either threshold, the difference between 3% decline and 6% decline
gives enough additional time for almost an entire new generation of Alaskans to grow up. When
AOGA says the choices facing this Legislature can affect the next generation, we mean it

literally.

Fortunately for Alaska, the opportunities exist that should allow the rate of decline to be
slowed below 6 percent. These opportunities are in oil and gas exploration, in the development
of the huge resources of heavy and viscous oil that are already known to exist, and in the renewal
and continued development of the existing fields. In our testimony before the committees
previously considering this legislation, we have explained how all three kinds of investment in
production will be needed if Alaska is to meet the challenge of production decline. The pattern
and timing of the cash flows are different between one kind of investment and another, as is the
amount ofrisk that each entails. But one thing is certain, they all are needed to maximize the

resource recovery for Alaska.

One point that bears repeating is that the heavy and viscous oil resource lies within the
areas of the so-called “legacy fields," as does the preponderance of the remaining opportunities
for squeezing more “conventional” oil out of currently producing fields. The renewal of the
existing fields will become increasingly important, as the existing production facilities need to be
adapted, retrofitted or perhaps even replaced in order to be fit for service for the coming decades.
At the same time, in-fill drilling to drain the spaces between the existing wells, or develop new
oil, offers the best promise of slowing decline in the short term. The pattern and timing of the
cash flows are very different between in-fill drilling and renewal of major production facilities
on the surface. So even within a classic “legacy field" without considering its resource of heavy
and viscous oil, there is significant variation among the investments to be made, the economies
for those investments, and the incentives for them. It would be a serious mistake to treat the
"legacy fields" as economic monoliths, impervious to how they are taxed and unaffected by the

incentives that may be granted them or withheld.

The last point 1 would like to make today is about destabilizing the investment climate
here. In 2005 Governor Murkowski disregarded pioeedures established by regulation (15 AAt'
55.027) and ordered DOR to aggregate certain fields within the Prudhoe Bay Unit, including
fields with heavy oil in the West Sak formation, with the main field for I LF purposes. The
result was an administratively created change in the tax law of over SI 20 million a year. Last
year the I egislature enacted the PPT, further increasing the production tax by over SS00 million
during the last nine months of 2000 alone. And it did this retroactively back to April fust of last

year.

As | have explained, you have been allowed to liuve serious misimpressions about what
the Galfney Cline model really shows and about how limited its proper use actually is. These
misimpressions have, in turn, led to a serious underestimating of the effects of this newest
change on future investment decisions about exploration, heavy and viscous oil development,
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and the renewal and ongoing development of existing “conventional” fields. The laws of
economics say there will be adverse impacts on investment decisions here if the Senate CS

becomes law.

It is unfortunate that so many in the public, and even in the halls here, do not believe the
warnings being given by the explorers and producers here. Perhaps even this AOGA testimony
will change no one’s mind. But I have to hope it will. The future of Alaska is at stake, and we

urge this Legislature to pull back to safer ground.
Thank you for giving AOGA this opportunity to testify.
SPECIFIC COMMENTS ABOUT CSSB 2001 (JIJD).

Instead of proceeding section by section through the Bill, our comments are organized
around four kinds of issues that the Judiciary CS raises — namely, issues about incentives for
investment under the tax. issues about tax clarity, issues about sound tax policy, and issues about

stability.
A. Issues about Incentives for Investment

fax rate. We have said it before, no one ever taxed economic activity and prosperity into
existence. Raising the base rate from 22.5°;. to 25% (Bill Section 18) moves away from the goal
of attracting more investment to Alaska.

Promessivily. AOGA is not asking to change progressivity from the present tax. How-
ever. the Judiciary CS would significantly increase progressivity from what it is now (Bill
Sections 18 & 19), The threshold where progressivity begins would drop from $-10 a barrel to
$30. and the slope would increase from 0.25 percentage points per dollar to 0.9 percentage
points. The resulting increase in progressivity under the CS falls within our caveat about taxing

investments into existence.

If progressivity is going to be changed, one important reform that should be made is to
adjust the threshold price for intlation. Even if inflation averages only 3% a year for the next
decade, $d() then will be have the buying power that $29.50 has today, and $30 then will equal a

mere $22.12 in today’s dollars.

Minimum lax (Bill Section 17). One element that increases the attractiveness of a tax
system is the sharing of risk by the government with the investor, whether the risk turns out well
or poorly. With progressivity, Alaska would take a greater share for itself ol the upside for price
risk. But a minimum tax would avoid or reduce the State’s exposure on the downside of price
risk Having a minimum tax along with progressivity would harm Alaska’s investment climate.

AnimnMoss credits, The present law, AS +13.55.023(b), allows a tax credit for a “carried*
forward annual loss" that occurs when a producei’s lease expenditures during a year exceed the
gross value at the point ol production of its oil and gas. However, the present tax rate is 22.5%
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while credit is only 20% of the surplus (unused) lease expenditures that give rise to the annual
loss. This hurts explorers and those who are about to become producers but aren’t quite into
production yet. They don’t have any value of production to subtract their lease expenditures
from, and the resulting 20% credit puts them at a disadvantage relative to those with current
production, because the benefit of deducting lease expenditures for a current producer is 22.5%

of the amount deducted.

The Judiciary CS would increase the tax i. e to 25% (Bill Section 18), which will widen
this disparity between producers and those not yet having production. The CS should be
amended by adding a Bill Section increasing the percentage for the “carried-forward annual loss
credit under AS 43.55.023(b) so it matches the non-progressivi'.y portion of the tax rate.

TIE credits. AS 43.55.023(i) allows a 202> tax credit (“TIE credit”)’ for capital expendi-
tures (“capex”) made during the five-year period ending March 31, 2006, but the amount of TIE
credit is limited by a two-for-onc rule in which each dollar of old capex must be matched by two
dollars of new capex in order for the TIE credit from the old capex dollar to be claimed. The
Judiciary CS (Bill Section 29) would change AS 43.55.023(i) so that only new producers who
didn’t have production before 2008 could take TIE credits, and their new capex under the two-
for-onc rule would have to be incurred during the 21 months beginning April 2006 and ending
December 2007. These changes to lhe TIE credit would be retroactive to January 1, 2007 (Bill
Section 72(b)). The effect of this retroactivity would be that old producers, with production
before 2008, could only use new capex incurred during the last nine months in 2006 under the
two-for-onc rule to get TIE credits and then they would be cut off from any further TIE credits.

AOGA objects to this disparity in treatment under the two-for-onc rule between old
producers, who would get only nine months of new capex for purposes of using the rule, and
new producers who would gel 21 months. If the period for making new capex is to be cut back
at all from its present five years, it should be cut back to 21 months instead of only nine.

But, more fundamentally, cutting the present five-year period for new capex would
prematurely abandon a very effective incentive for companies with production to invest more
during the period ending with 2013," both by expanding their plans and by accelerating projects
forward into this period. Cutting off the TIE. credits may represent a savings for the State in the
short run, but it is one that is not needed at the present time, while cutting them off risks Ihe
additional production that promises to result from increased investments made in response to the

incentive from the 111 credits.

Credits against minimum tax. lhe Judiciary CS (Bill Section 31) would eliminate
existing references to AS 43.55.011(f) in AS 43.55.024(e) and thereby make the annual “small
producer” credit inapplicable against the minimum tax. This change raises the question about
which is more important  ensuring that the minimum tax sets a true minimum on a taxpayer’s

"1Hi" stands for "transitional investment expenditures” which is the term used in the statute treating this credit,

AS 43.55.023(1).
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tax liability, or maximizing the incentives for new investment that tax credits will offer. Since
the minimum tax can go to down to a zero-percent rate if West Coast prices average $15 or less
during a year,* there is no minimum tax liability that it establishes or defends, and so this cannot
be a very important consideration. Getting all the investments that will be needed to meet the
challenge of declining North Slope oil production, however, is ihe lynchpin for Alaska’s
economic future. So this is a simple decision: let the “small producer” credit continue to be

allowed against the minimum tax.

Consistent with this conclusion, new Hill Sections should be added to the Judiciary CS to
amend AS 43.55.023(a) and (b) so they will allow the application of the capex and “annual loss”
credits, respectively, against the minimum tax.

The “oil and nas tax credit fund”. This fund would be established (Hill Section 42) so
explorers and producers who don’t yet have production could sell their tax credit certificates at
full face value instead of at a discount. We believe that a major reason there might not have been
a great deal of demand to purchase such certificates is the limitation under AS 43.55.023(e) that
forbids a taxpayer from using purchased certificates to reduce its tax liability below 80% of what
it is before applying those certificates. For companies that are otherwise willing to purchase tax
credits, lowering this limit from 80% would allow them to purchase more certificates, thereby
stimulating demand for them. This, in turn, could reduce the demands on the Qil and Gas Tax

Credit Fund to purchase certificates.

We support the establishment of the Oil and Gas Tax Credit Fund, provided future
Legislatures will appropriate the necessary funds for it to work. We also urge reducing the 80%

limitation in AS 43.55.023(e).

Inappropriate and excessive penalties. The Judiciary CS (Hill Section 49) would
establish a new penalty 0f20% for a “substantial understatement of tax” on a production tax
return, and another new one 0f 40% for a “gross understatement” on a return. The threshold for
an "understatement"” to be “substantial” is 10% of the correct amount of tax or $10 million,
whichever is less. For it to be "gross” these are 20% or $20 million, whichever is less. The
amount of these penalties is based on the total amount of tax that should have been reported, not

on the amount of the “understatement.”

AOGA objects to these penalties for four reasons. First, unlike the existing penalties of
5% for negligent underpayment' and 25% for lailure-to-pay, these penalties are based on the
total amount of tax due, not the amount of ihe underpayment. This is excessive and unfair.
Second, these penalties are in addition to the 5% negligence and 25% failure-to-pay penalties,
which are themselves cumulative.s This makes them even more excessive than they would be

standing alone.

AS 43.55.01 1(f)(5): “The levy uftax ... may not be less than (5) zero percent ol lhe gross value at the point ol

production when ilie average price per barrel is $15 or loss "
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Third, these penalties are to be imposed on a “strict liability” basis. There is no relief
from them even if there is reasonable cause for the underpayment. Given that the classification
ofan expenditure as capex instead of opex9 under federal income tax principles will have a great
effect on the tax credits that a taxpayer will have, and given further that the annual “PPT tax
return” is due March 31s of the following year while partnership tax returns for federal income
tax arc not usually filed until October 15" of that following year, it is all but impossible even to
achieve the 20% accuracy that is the standard for “gross understatement!)},]” much less the 10%
standard for being only “substantially] undcrslatc[d.]” This “strict liability” standard, together
with the massive size these penalties threaten to be, makes them arbitrary and capricious and a

denial of basic Due Process.

Fourth, what kind of welcoming message would these egregious penalties give to
potential new explorers and producers, to make them feel that Alaska is open and ready to do

business with them?

13 Issues about Tax Clarity

Tax can for non-Cook Inlet natural gas. This may be an example of good intentions with
unintended consequences. The Judiciary CS would enact a new subscct'on (0) in AS 43.55.011,
which would put natural gas produced anywhere in the state outside the Cook Inlet sedimentary
basin under the same cap on its tax rate that exists for Cook Inlet gas, provided that non-Inict gas
is being used in state (Bill Section 24 10). This non-Intel cap under subsection (0) would expire

in 2022.

AS 43.55.01 I(0) may have been put into the Bill so that production tax on natural gas
that is liquefied and trucked in ligquid form to Fairbanks for sale as gaseous natural gas to about
1,000 residential consumers would not have a 22.5% or 25% “premium” rolled into its price to

reflect production tax on that gas.

AOGA would not object to this purpose if indeed it is why subsection (0) is in the Bill.
llowever, applying the Cook 1Jet ceiling to North Slope gas would unnecessarily complicate the
taxes for North Slope oil and gas production. |.case expenditures arm tax credits would have to
he allocated between oil and gas production, and the order in which tax credits could be applied,
if at all, against the tax on the gas production would be lightly limited.

These complications could be avoided while still achieving the objective of avoiding a
tax “premium” in the price lot North Slope natural gas being used in state, if a specific portion of
the value of that gas is excluded from the determination of the taxable “production tax value"

under AS 43.55.160.

For instance, suppose the applicable Cook Inlet cap is the one under AS 43.55.011 (j)(2)
lor leases or units coming into production after March 31, 2006, and suppose further that under
9)(2) the "average lax rale that was imposed under this chapter on taxable gas produced from all
leases or properties in the Cook Inlet sedimentary basin for the 12-month period ending on
March 31, 2006" was 4% under the 11.F, and that the “average prevailing value for gas delivered
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in the Cook Inlet area” during that 12-month period is the S3.585 average for DOR’s published
Cook Inlet prevailing values for that period.  Then the maximum tax for North Slope gas being
used in state would be 4% of S3.585, or 14.340 per thousand cubic feet (“McF’). Now suppose
that the tax rate under AS 43.55.011(g) is 30% because of progressivity. Dividing 14.340 by
30% yields the value of the gas at which the new tax equals the cap under the old ELF-based tax.
This value is 47.80 per Mcf, To limit the tax to 14.340 per Mcf, all that is necessary is to
exclude the value of the gas in excess of 47.80 from the calculation of the taxable “production

tax value” under AS 43.55.160.

Instead of amending AS 43.55.011 by adding subsection (0) with all its complications for
North Slope producers, it would be easier and just as effective to amend AS 43.55.160.
Suggested language for such an amendment appears in the endnotes to the written version of this

testimony. 12

What is beinu “confirmlcd!” under parauranli (2) in Bill Section 1? Bill Section 1sets
out certain legislative intent regarding the enactment of the Bill. Paragraph (2) of that statement
of intent declares that the enactment of AS 43.55.075(b) in Bill Section 50 “confirms by
clarification the long-standing interpretation of AS 43.05.260 by the Department of Rcvenuef.]”
AS 43.05,260 is the present statute of limitations for auditing and making tax assessments, which
applies generally to all taxes under AS 43 except those few having their own specific statutes ol'
limitations. Unless and until the proposed production-lax statute of limitations (AS 43.55.075) is
enacted, AS 43.05.260 is, and has always been since its enactment, the statute of limitations that

applies to production-tax audits and assessments.

Rather than leaving it open for dispute about what DOR’s “loi.g-standing interpretation”
of lhe general tax statute of limitations might be, a Bill Section should be added to the Judiciary
t'S to amend AS 43.05.260 so that it savs exactly what DOR intends it to mean under that "long-
standing interpretation"— including, in particular, anything about reopening tax periods that arc
otherwise already closed under this statute of limitations, so that DOR could then claim
additional tax due to retroactive decisions that change the parameters for calculating the tax for
those tax periods. Then, if there is disagreement over whether that amendment is constitutional,
the dispute can start directly with those constitutional issues, instead of both sides having to
skirmish their way through these pointless preliminary questions.

If DOR cannot tell you specifically how AS 43.05.260 should be amended, that would be
all the more reason to delete paragraph (2) in the statement of legislative intent in Bill Section i.
Ifeven they cannot tell you exactly what it is they want, you shouldn't give it to them until they

can.

I should add that, whichever way SB 2001 might end up doing it, the retroactive change
in meaning that DOR is seeking for AS 43.05.260 would be unconstitutional if applied to tax
periods already closed unless there is a closing agreement that specifically provides for such a
rcdctoi initiation of the lax for those periods.
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Advisory bulletins. The Judiciary CS would enact a new subsection (g) in AS 43.55.110,
which would authorize DOR to issue “advisory bulletins stating the department’s interpretation
of provisions of this chapter and of regulations adopted under this chapter” (Bill Section 51).
Although subsection (g) says these bulletins would be “for the information and guidance of
producers, explorers, and other interested parties,” it also says the statements in the bulletins “arc
not binding on the department or others” unless DOR provides otherwise by regulation. Such a
regulation could only make a specific statement binding, rather than establishing a general rule to
make all statements in the bulletins binding. This is because, to the extent a particular statement
would be binding, it is a “regulation™ for purposes of the Administrative Procedure Actl3and
would have to be formally adopted as a regulation in accordance with the APA in order for it to

be valid. 4

We see little or no practical use for such “advisory bulletins.” The Alaska Supreme
Court, in its 1982 Wien Air decision,l has held that even when a taxpayer acted in good faith
after its accounting firm twice checked with DOR about its interpretation of a federal tax law
adopted by reference for Alaska income tax purposes, DOR was not bound by the advice it had
given. In other words, if taxpayers act in reliance on the DOR “interpretation”]” of the
production tax statutes and regulations as sot out in these bulletins, they would do so at their peril
under Wien Air. Unless and until 1Vien Air is overruled by the Court or overridden by legislation
changing the tax laws, advisory bulletins of the type contemplated promise only to be traps for

the unwary.

Oui turn. The Judiciary CS would enact a new subsection (h) in AS 43.55.1 It), which
would allow DOR to compensate whistleblowers who report noncompliance with the production
tax to DOR. The amount of this compensation could not exceed SI million or 10% of “the
additional tax, penalty, or interest collected as a result ol the information" provided by the
whistleblower, whichever is less. Payment of the compensation would be subject to legislative

appropriation.

The whole concept of qui him proceedings is inapplicable and inappropriate in the con-
text of petroleum production taxes. Because of the confidentiality of tax information, the only
people who know the particulars of a company’s production taxes arc the folks in that company
who are involved in preparing and filing those taxes, and the state employees, principally in
DOR. who administer and enforce this tax. No one working for the company in preparing and
filing the tax returns is a plausible candidate for becoming a qui him relator because those tax
returns are filed "under oath," and the penalties for perjury would be applicable ifa false or
erroneous return were knowingly filed. And it would be completely improper to allow state
employees who review or audit the company’s lax returns to he qui him relators because it is
already their job to lind erroneous, false or fraudulent information in taxpayers’ returns.

Transportation costs in dclcnnininu CroSS value at the point of prOdUCtion. 1 he JUdiCiary
US proposes amendments to AS 43.55.150(a) allowing DOR to require "reasonable costs" of
transportation based on its "market value ’instead o f “‘actual costs” if, one, the "parties to the
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transportation are affiliated[,J” two, (lie transportation contract is neither “an arm’s length
transaction” nor "representative of the market value of that transportation!)]” or, three, the
“method of transportation being used is not reasonable in view of existing alternative methods of
transportation” (Bill Section 52). Currently the statute requires all three conditions to be met
before DOR may set aside a producer’s "actual costs” of transportation.

DOR has done very well in defining clearly what the “actual costs” arc for unregulated
transportation that is by a carrier affiliated with the shipper or is otherwise at less than arm’s
length. It has very specific regulations about the kinds of operating costs incurred that arc
deductible for netback purposes,16and even more specific regulations about capital expenditures,
their deemed recovery through depreciation, the portion of the capital investment made with
borrowed funds, and a reasonable allowance for an after-tax return on the remaining unrecovered
equity portion of the capita! investment.7 We see no reason for DOR to go charging offafter
some “market value” for transportation instead of DOR’s tightly defined “actual costs” for i,
particularly since DOR’s own experience with “market value” in the past has often found it to be
either unduly subjective or unacceptably circular in terms of what it is based upon.18

The Judiciary CS also would amend subsection (b) of the statute so that only transporta-
tion tariffs that have been “adjudicated” to be “just and reasonable™ by a regulatory agency like
the Regulatory Commission of Alaska or the FERC arc deemed on their face to be “reasonable
casts” of transportation (Bill Section 53). Currently the statute deems tariffs "properly on file”
with such a regulatory agency to be “reasonable” on their face, which means the regulatory
agency is allowing those tariffs to be charged and collected from the shippers shipping oil or gas

through the regulated transportation facility.

AOGA takes no position about what any regulated transportation tariff should be, or
about how the amount of such a tariff should be determined. These latter issues arc controversial

and disputed, and AOGA has members on opposite sides of them.

I lowever, we can say that, whatever the amount may be that a shipper pays to a govern-
ment-regulated carrier for any transportation of oil or gas occurring between its point of
production and its eventual destination or delivery point, the amount so paid should he deducted
as a transportation cost in determining what the gross value at the point of production is under

AS 43.55 for that oil or gas.

To do what the Judiciary CS proposes would create uncertainty and innumerable tax
disputes about when an “adjudication]"” has been made about whether a particular tariff is “just
and reasonable!.]” Is it when the agency issues its decision, or when that decision is finally
affirmed and cannot be appealed or collaterally attacked any further? If the latter, what docs the
taxpayer use as its transportation cost for that transportation before the regulatory agency's
decision ultimately becomes final? What happens if. once the agency’s decision does become
final, the regulated carrier issues a new tariff to replace one that has just been "adjudicated" not
“just and reasonable”? Can such a new tariff be used as a taxpayer’s transportation cost until the
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regulatory agency “adjudicates it] asjust and reasonable”? Or is it to be set aside in favor of
some other interim or provisional “cost,” and if so, who determines that “cost” and under what

standards and procedures?

These are terribly important issues for taxpayers, especially in light of the colossal new
penalties being proposed in Bill Section 49. Clarity about the answers to all these questions and
others will be essential in order for taxpayers to be able to comply with the tax and pay the tax
that is due as it becomes due. Clarity on these matters will be equally essential for tax auditors to
bo able to enforce the tax because, without that clarity, they may have to answer these questions
on their own without clear guidance, and different auditors might reach inconsistent answers.

In contrast to the situation that would arise under Bill Section 49, DOR now provides
great certainty with the present version of AS 43,55.150(b) with its “prima facie” use of tariffs
“on file” with the regulatory agencies that allow those filed tariffs to come into effect.

C. Issues about Sound Tax Policy

Confidentiality - public disclosure of aggrcuated information. The oil and gas industry
has been, and in prudence must be, especially sensitive to antitrust considerations and the more
recent Securities and Exchange laws. In addition, companies in our industry, like those in any
other industry or business, are highly competitive against one another. No one wants their
business plans or strategies, or any other information and material of a competitive or proprietary
nature, to be disclosed to a competitor. For these business reasons and because of the severe
criminal penalties and harsh public censure that would arise from violating antitrust or Securities
and Exchange laws, each company in our industry is very careful and cautious about providing
anyone outside the company with commercially sensitive information or materials that even

potentially have antitrust concerns.

This great caution applies even to providing information and materials to government
agencies, unless there are dear legal safeguards in place to ensure that those agencies can and
will preserve the confidentiality of that information and material. We may not use government
as a means to circumvent the law, nor may government become an instrument for doing so.
Questions of state sovereign immunity aside, state employees seem unlikely to be personally
immune from prosecution for violating federal antitrust or Securities and Exchange laws or for
“conspiring” to violate them if they start publicly disclosing confidential and commercially

sensitive tax information of a potentially antitrust nature.

This brings us to the new publie-diselosure statute. AS 43.55.890, that would be enacted
under Bill Section 63 of the Judiciary CS Under paragraph (1) of this new statute, the existing
tax confidentiality law simply would not apply if DDK publishes otherwise confidential tax
information, so long as it has been “aggregated among three or more producers or explorers],|"

O fcourse, ifthe carrier's replacement lanIT is not “adjudicated as just and reasonable” by the regulatory agency,
then we're hack to the earlier question about what a taxpayer is supposed to use as its cost for that transportation

under AS 43.55.150 while lhe regulatory agency's decision is being appealed or collaterally attacked.
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This published information may be “by month or calendar year and by lease or property! or]
unitf.]” Consider what this language would allow DOR to do. The Prudhoe Bay, Kuparuk River
and Duck lIsland (Endicott) units each have at least three working-intcrest owners, so DOR could
publish specific operating and capital cost information for past years or the current one, as well
as planned operating and capital budgets for each participating area in these units in the coming
years. A working-intcrest owner’s share of these unit or participating-area costs is determined
by its working-interest percentage in that property, and those percentages are public information.
So DOR’s published information would allow anyone to calculate a working-intcrest owner’s
specific share of the costs for any of these units or participating areas. Any working-intcrest
owner having no producing interests outside the Prudhoe Bay, Kuparuk River and Duck Island
units could calculate precisely that owner’s total costs or budgets for its entire production
operations in the stale, As if to confirm this dangerous possibility, paragraph (2) of the new
statute specifically allows DOR to publish “the total amount of lease expenditures for each
producer required to report under AS 43.55.040(5)” (emphasis added).

DOR says it wants this new statute only so it will be able to share with the Alaskan public
specific details about how the production tax is working with respect to "legacy field” opera-
tions, heavy and viscous oil development, and exploration. DOR adds that it doesn’t intend to
disclose any lax information. But this is not what they have written in this legislation. Existing
law already allows DOR to publish “statistical” information based on confidential materials, and
nothing prevents those statistics from being specifically for “legacy fields” as a whole, for heavy
and viscous oil development as a whole, and for exploration as a whole. Bill Section 63 in the
Judiciary CS is dangerous and unnecessary, and should be dropped from the Bill.

Confidentiality - information-sharing from DOR to DNR. Land ownership and the
management of owned lands are not inherently sovereign functions and actions. Any private
person or corporation could own the acreage at Prudhoe Bay the same as the Stale does, could
lease that land the same as the State has, and would have the same rights and authorities to
enforce those leases as the State has under its leases. The fact that the actual owner of those
lands happens also to be a sovereign does not change or augment its property rights in the land,
nor its contractual rights, privileges or obligations under those leases. To the contrary, under the
Contract Impairment clauses of the United States and Alaska constitutions,19 the State cannot use
its sovereign powers to alter unilaterally the terms and conditions of the oil and gas leases it has

entered into.

The rights of the Department of Natural Resources ("DNR™) to have a royalty share of
the oil or gas produced from a state lease anil to choose to take that share in value (royally in
value or “RIV”) or in kind as physical oil or gas (royalty in kind or “RIK”) arc created and exist
under the contractual terms of the individual oil and gas leases that DNR has entered into. Tak-
ing slate royalty in kind and marketing it are no more inherently sovereign in nature than any of
the State’s other rights of obligations under the leases, So when DNR is actively marketing RIK
oil or gas, or is planning to. it is a competitor against the very lessees producing the oil or gas
from which RIK production is taken.
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If DOR gives DNR tax information under AS 43.55 about a producer’s current budget or
budget plans for any lease, property or unit, DOR will be giving that information to a competitor
if DNR is actively marketing RIK oil or gas, or is planning to, at that time. Depending on the
specific information given to DNR and on DNR’s specific plans or activities regarding RIK
production, that sharing of information might constitute a violation of antitrust or Securities and
Exchange laws. DOR has testified that it will observe all federal laws, but such good intentions
won’t prevent forbidden information-sharing through inadvertence, and they can’t guarantee that
prosecutors after the fact won’t conclude that the sharing of specific information with DNR did
indeed violate such a law. We believe these risks could b* minimized if the information-sharing
provisions in the existing tax confidentiality statue, AS 43.05.230, were amended to suspend the
DOR’s sharing of tax information with DNR while DNR is marketing RIK production or is
actively planning for the marketing of RIK production

We are also concerned that DNR might obtain from DOR information about individual
producers’ budgets and planned budgets for exploration and bidding in lease sales in the current
year or subsequent ones. DNR has no right to information about what potential bidders might be
planning to bid in upcoming state leases, and it would be improper for DOR to give such
information to DNR. By setting the schedule for holding lease sales of promising exploratory
acreage so they occur when certain companies have larger budgets or plans for this purpose or
when other companies have smaller budgets or plans, DNR could influence who wins and who
loses in the bidding. An important explorer has testified to other committees during this special
session that this possibility is of serious concern to it, and AOGA is telling you that this is of
serious concern to the rest of our membership as well.

The Judiciary CS would already amend AS 43.05.230 (Bill Sections 13 & 14), so it
would be appropriate to include provisions in the Bill to suspend information-sharing when DNR
is about to compete actively in the marketplace against other producers, and to prevent the
disclosure of information about budgets and plans for exploration or participation in lease sales

for state lands.

The Judiciary CS would also provide that an explorer must give DNR extensive
confidential and proprietary information from its exploratory work as a pre-condition forgetting
exploration credits for that work under AS 43.55.025 (Bill Section 36). This new information is
so extensive it takes the better part of three pages in the Bill'0 with bold underlined font to list it
all. It is inappropriate to use the taxation power to require a producer to provide such extensive
proprietary information that is, at most, of insubstantial use in administering the tax law. The
real purpose is to give DNR that information, which it would not otherwise be entitled to receive.
And by releasing that information to the public after just two years, DNR would destroy the
value of the explorer’s investment to gain that information.

In terms of lax policy. Bill Section 36 promises to undercut almost all the incentive for
exploration that the exploration credits under AS 43.55.025 arc intended to provide. It is far
more important for Alaska’s future to have the exploration, than to take the results ofthat
exploration and put them into the public domain after just two years.
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Who should bene lit from tax credits arisimr from expenditures for oil anil tias explora-
tion, development and nrcduclion by the North Slone Borough and the Municipality of Anchor-
age, the State or the ratepayers of the municipality's utility? The Judiciary CS has a provision
forbidding the sale of exploration credits under AS 43.55.025 by “an entity that is exempt from
taxation” under die production tax (Bill Section 37). The original version of SB 2001 as
introduced also contained a provision against the issuance of sellable tax-credit certificates under

AS 43,20.023 to such tax-exempt entities.’1

It is a matter of public record that (lie North Slope Borough owns the Barrow Gas Field
and produces gas for the residents of Barrow,2 and that the Municipality of Anchorage owns a
one-third working interest in the Beluga River Gas Field'3 through its operating division,
Municipal Light & Power. If the municipalities can get production-tax credits which they then
sell to the Oil and Gas Tax Credit Fund or to producers who can use those credits, the proceeds
from those sales will reduce the operating costs of the utilities run by these municipalities, and
presumably the Regulatory Commission of Alaska will ensure that the resulting savings in
operating costs arc passed on to the utilities’ respective ratepayers 1f the municipalities cannot
get and sell these tax credits, then those municipal expenditures will generate no tax credits to be
applied against the production tax or sold to the Tax Credit Fund, and the benefit that those
credits would have had will tlow into the state General Fund as tax revenue.

The proposed disallowance of tax credits for expenditures by these municipalities raises a
tax policy question that the Legislature, not the Administration, should answer. The Administra-
tion has declined to identify these two municipalities, citing taxpayer confidentiality despite the
fact that municipalities are not taxpayers and despite the further fact that information about these
municipalities owning gas production and using that gas as utilities is already in the public
domain. As a result, no one but AOGA has told the Legislature that it has to make a choice here
between giving the benefits from the municipalities’ credit-generating expenditures to the
ratepayers of lhe respective municipal utilities, or giving those benefits to the <taie government

Wo are doing so again.

This is properly a policy call for the Legislature to make, and AOGA has no position
about which way the Legislature should make this call. Our concern is only that the Legislature
will make that call with an awareness that it is making a call. Whichever way the Legislature

decides, we believe its choice should be a deliberate, knowing one.

I aw by Regulation Bill Section 57 of the Judiciary CS would amend the definition of
what constitutes deductible "lease expenditures™ in AS 43.55.165(a), so it would read in
pertinent part:

l;,or purposes of this chapter, a producer's lease expenditures for a calendar year

arc (1)costs ... that arc ... (B) allowed by the department by regulation....

[emphasis added]

Grammatically the phrase “by regulation” modifies the verb "allowed" by showing how this
"allow] ing]" is to be done. As a result, the regulation it calls for is as part of the actual substance
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of the law, instead of being a regulation merely to interpret or apply the law, as regulations
ordinarily are.1 This difference from an interpretive regulation is illustrated by the language
calling for such an interpretive regulation in the same statute, on lines 26-27 on page 40 of the
Judiciary CS: “areasonable allowance ... as determined under regulations adopted by the

department” (emphasis added).

DOR has testified that it intends “allowed ... by regulation” to mean that it could adopt a
regulation listing the kinds of costs that are “direct” costs, which is one of the conditions for
being a deductible lease expenditure. But AS 43.55.165(b)( 1)(G) in lines 22-23 on page 41 of
the Judiciary CS specifically covers this, by including in its list of “direct” costs any and all
“other direct costs as may be established in regulations adopted by the department” (emphasis
added). So the provision phrase “by regulation” in section 165(a)(1)(B) is not needed in order to
establish DOR’s intended list of other “direct” costs.

There are really only two meanings that “allowed ... by regulation” can reasonably have.
One is that DOR will adopt a regulation to “allow” costs for a particular unit, or for a particular
producer, or perhaps even on an item-by-itcm basis. This is possible, but seems unnecessary in
light of the interpretive regulation called for under section 165(b)(1)(G) in lines 22-23 on page
41 of the Judiciary CS, Such a regulation might also lack the "general application” required to

be a real regulation.'d

The other meaning for “allowed ... by regulation” is that this regulation may actually dis-
allow” expenditures that are otherwise “direct” under section 165(b), "ordinary and necessary”
under section 165(j)(2), and incurred for oil and gas exploration, development or production.
This is tantamount to letting the regulation override the provisions on these other subsections of
Inc statute, And if the regulation can narrow the scope of subsections (b) and (j)(2), what would
stop it from being able to narrow the scope of paragraphs in subsection (e) that disallow certain
categories of costs from being lease expenditures?

In effect, this “allowed ... by regulation” language could be read as allowing DOR in this
regulation to overrule the balance that the Legislature has crafted about what kinds of costs can
be included in deductible lease expenditures and what kinds cannot. While we are doubtful that
the Legislature, under the Separation of Powers Doctrine,2 could delegate so much legislative
power to DOR in the Executive Branch, it is not AOGA who will give the definitive answer on
this. Meanwhile, until there is such an answer, there is the chance that DOR —perhaps in some
future Administration might attempt to apply the "allowed ... by regulation” language in this
way. That would place the very law of this production tax tinder the will of whoever is

administering it.

AOGA is not calling for a radical change in the Judiciary C'S to forestall even the
possibility of such a bizarre situation. All that is needed is the deletion of the words “by

1 = '(K]cgukiti<>»“means every rule, regulation, order, or standard ol 'general application ... adopted by a stale

agency to implement, interpret, or make specific die law enforced or administered by n[.)” AS 44.b2.(40(3).
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regulation” that appear in line 16 on page 40 of the Judiciary CS.

Enforcement by taxation of contractual lease obligations. The Judiciary CS would amend
AS 43.55.165(e)(6) so that “costs arising from ... failure to comply with an obligation under a
lease” would be excluded from a taxpayer’s deductible lease expenditures (Bill Section 59), As
explained earlier, a person’s obligations under a lease are contractual in nature, and the penalties
for violating those obligations are prescribed in the lease.'0 It is inappropriate for the State to
use its sovereign taxation powers to advance DNR’s contractually based, non-sovereign authority
to enforce obligations under the leases it enters into.

Disallowance of costs for legal notices required by law. The Judiciary CS would amend
AS 43.55.165(e)(8) so that “costs of... advertising” would be excluded from a taxpayer’s
deductible lease expenditures (Bili Section 59). AOGA agrees that the costs of commercial
advertising to sell a taxpayer’s products or to enhance its reputation are not “direct” or “ordinary
and necessary” costs of exploring for, developing or producing oil or gas. Ilowever, we are
concerned that “advertising” might be broadly construed or applied so as to include the costs of
legal notices or legal advertisements that a taxpayer is required to make in order to obtain a
permit, license or similar authorization or permission from a governmental agency for oil and gas
exploration, development or production activities. Our proposed change to the Judiciary CS to
avoid this unintended result appears in the endnotes/7

Disallowance of the entire cost in transactions between related parlies. The Judiciary CS
would amend AS 43.55.165(c)(12) so that expenditures under a transaction between affiliates or
related parties would be disallowed unless the taxpayer “establishes to the satisfaction of the
department” that those expenditures do not exceed the "fair market value” for them (Bill Section
59). There are two problems with the proposed change. First, to prevent DOR from arbitrarily
withholding its approval of such an expenditure, the taxpayer should establish “to the reasonable
satisfaction” of the department that it doesn’t exceed fair market value for it. Second, if the
taxpayer cannot make the showing to DOR’s satisfaction, the entire expenditure is disallowed
instead of the portion of it that exceeds fair market value. AOGA believes that, if air expenditure
has actually been incurred it should be allowed except for any part of it that is found to exceed
fair market value. But disallowing the entire cost, instead of the portion of it that exceeds fair
market value, is itself excessive and undercuts a major purpose of this tax, which is to provide

incentives for investment.

Allowance or disallowance of overhead costs. |he ludieiary CS has inconsistent
provisions about whether any allowance should be made for overhead costs. Bill Section 57
would repeal and reenact AS 43.55.165(a) so that paragraph (2) of that subsection would
authorize “a reasonable allowance for that calendar year, as determined under regulations
adopted by the department, for overhead expenses that are directly related to exploring for.
developing, or producing, as applicable, oil or gas deposits.” At the same time Bill Section 59
would add paragraph (22) to AS 43.55.165(e) disallowing "overhead, office, or administrative
expenses, and all other indirect costs of oil or gas exploration, development, or production.”
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When an operator bills the non-operator participants in a unit or other oil and gas
operation, “typical industry practices and standards”28 call for an allowance for overhead to bo
included in the amount billed. For those non-operators, the overhead component of the bill is
just as real, and costs just as much, as the rest of the expenditures being billed. Under its
regulations called for in AS 43.55.165(a)(2), DOR would have control over deductible overhead.
It is necessary to delete paragraph (22) appearing in lines 3-4 on page 46 of the Judiciary CS.

Disallowance of dismantlement and removal costs incurred in renewal of auinu facilities.
The Judiciary CS would amend AS 43.55.165(c)(15) so that all “costs incurred for dismantle-
ment! or] removal ... of a facility, pipeline, well pad, platform, or other structure” would be

disallowed (Bill Section 59).

The problem with this is that many of the production facilities on the North Slope arc 25
years old or older. This means they not only have the normal wear and tear from use for such a
long time, but it also means that they may not have Ihe best design to handle the produced fluids
that these fields will have in Ihe coming decades as increasing amounts of viscous and heavy oil
are anticipated to come into production. Renewal is the retrofitting, refurbishment or replace-
ment of these facilities so the fields will be ready for the long-term future.

The complete disallowance of dismantlement and removal of a facility being replaced as
part of this renewal process would be a disincentive against renewal. AOGA believes the partial
disallowance of dismantlement and removal costs under the present language in AS 43.55.-
165(e)(15) is more appropriate than the complete disallowance proposed in the Judiciary CS.
The CS should be changed from line 18 on page 43 through line Son page 44 so that the existing

language in paragraph (15) is not changed.

Prudhoe Bay corrosion in 2006. The Judiciary CS contains two changes to AS 43.55.-
165(c)2" with the apparent objective of disallowing deductions or credits for costs incurred in
association with the replacement of corroded oil transit lines that leaked a small quantity of oil in
August 2006 and led to a temporary partial shutdown of the Prudhoe Bay Unit (Bill Section 59).
The disallowance of those Prudhoe Bay costs appears to be the objective because paragraph (a)
of Bill Section 72 would make those changes retroactive to April 1 2006.

AOGA offers no opinion about the constitutionality or other legality of making those
changes retroactive to April first of lasi year. However, the precedent to be set by that retro-
activity would be poor tax policy in terms of encouraging investment. Potential investors will be
very wary about committing large amounts of money to Alaskan projects when their expecta-
tions for those investments can be materially altered by retroactive changes to lhe tax laws such

as this one.

AOGA opposes the proposed new paragraph (19) that would be added to AS 43.55.-
165(e) by Bill Section 59. to the extent it would set a rule for the future. Paragraph (19) would
disallow "costs incurred for repair, replacement, or deferred maintenance” that causes or results
from an "unscheduled interruption or, or reduction in the rate of. oil or gas production” or an
“unpennitted release of a hazardous substance (e.g., oil] or ofgas|.]”” The standards for relief
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from this disallowance are unreasonably narrow and unrealistic, which reflects the basic punitive
intent that the drafters had regarding Prudhoe Bay corrosion. Also, although the Administration
touts these “unscheduled” or “unauthorized” triggering events as clear-cut, there is nothing about
how severe the interruption or reduction of production must be in order to be a triggering event,
nor is there anything about how great the discharge must be in order to trigger the disallowance.

If, despite our counsel against it, the Legislature chooses to enact a retroactive change to
AS 43.55.165(c) to disallow costs from the Prudhoe Bay corrosion matter, AOGA would urge
the simultaneous repeal of AS 43.55.165(c)( 18), which creates the flat 300-a-barre! exclusion
from capital expenditures. When Dr. Pedro van Meurs proposed the 300 exclusion, and again in
his testimony at the start of this special session, he was clear that it was a clear and simple
response to the Prudhoe Bay corrosion that would avoid getting bogged down in disputes about
which costs ought to be disallowed because of the corrosion situation and how much those costs
were. |fthe corrosion-related costs arc disallowed, there is no sound reason for the State to

double-dip those costs by the 300 disallowance.

Deletion of clarification of what constitutes an “upstream” cost. The Judiciary CS, in
.ines 5-11 on page 42, would amend AS 43.55.165(b) by deleting existing language that clarifies
that an activity docs not have to be physically located on or near the premises of a unit, field or
exploration prospect in order for the costs of that activity to qualify as “upstream” expenditures
under AS 43.55.165(a)( 1)(B)(i) in lines 19-20 on page 40 of the Judiciary CS.

The deletion of this clarifying language could mean that the costs of fabricating a
production module in Anchorage or Outside and transporting it to the North Slope or
transporting a drilling rig would no longer be deductible expenditures incurred for oil and gas
exploration, development, or production in this state. It is not possible to construct and install
production facilities from scratch on the North Slope in the same way one might build a house
from scratch in Southeast Alaska. As you may have heard in prior testimony, there is also a
shortage of available drilling rigs in Alaska. Drilling rigs are required to be contracted months in
advance of the scheduled exploratory work and then transported to Alaska. The proposed
amendment would disallow those necessary costs, discouraging, not encouraging, exploration
activities the PPT was designed to encourage. To avoid these and other absurd and unrealistic
results, the clarifying language must be restored in AS 43.55.165(b).

Limitation on deductible properly taxes. The Judiciary CS proposes to amend AS
+13.55.165(b)( 1)(B) by limiting deductible property tax payments to those taxes paid “for
properties on which oil and gas exploration, development, or production is taking place” (Bill
Section 58). Whoever drafted this never looked at the stale property tax statutes to see what
kinds of property are taxable. Properties "on which” oil and gas operations are taking place are
the leases, which are not subject to property lax. The properties that are subject to state and
municipal property taxes under AS 43.56 are the facilities, equipment, and supplies primarily
used or contractually committed for use in oil and gas exploration, production or pipeline
transportation." Obviously, property taxes on pipelines are not “direct” or “ordinary and
necessary" costs of oil and gas exploration, development or production, and so they arc not
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deductible under the definition of deductible lease expenditures in AS 43.55.165(a). We believe
AS 43.55.165(b)( 1)(I13)(i) needs only to say "(i) property taxes; and” for it to work properly.

Presumptions about audit claims and burden of proof. The Judiciary CS proposes to
amend AS 43.55.050 by adding a new subsection (b) to it establishing a presumption that
determinations by DOR of the amount of tax due are correct, and putting the burden of proof on
the taxpayer “to prove that the determination by the department is incorrect and to prove the
correct amount of tax due under this chapter” (Bill Section 48). This presumption is completely
redundant with the existing provisions in AS 43.05.245, applying generally to taxes levied under
AS 43. In pertinent part, AS 43.05.245 provides:

If a taxpayer fails to file a return or report required by this title in the time
required by law or regulation, or makes an erroneous or fraudulent return, the
department shall proceed to assess the license fees, tax, penalties, or interest and
make a return from information that it obtains. An assessment or a return sub-
scribed by the department in accordance with tliis section is presumed sufficient
for all leual purposes. However, nothing prevents a taxpayer from presenting
evidence or other information in an informal conference under AS 43.05.240 or in
an appeal under AS 43.05.241 in order to rebut the presumed sufficiency of an
assessment or return subscribed by the department, nor does the presumption of
sufficiency alter the parties’ respective burdens of proof once the taxpayer has
presented evidence or other material information to rebut that presumption,

[emphasis addcd|

The question of the respective burdens of proof once the taxpayer meets its burden of
rebutting the presump'ion of correctness was addressed in the Alaska Supreme Court’s decision
in GulfOil Corf), v. State, Dept, ofRevenue,. In that case, one of the questions was whether it
would be unfair under the Multistate fax Compact (AS 43.19.010)'* to treat certain taxes that
Cinlf Oil paid to foreign governments as nomlcducliblc income taxes. Gulf Oil offered three
different arguments why treating those taxes as nondeductible costs would be unfair. Alter
considering each argument and finding it inadequate, the court declared:

.. each of the methods proposed by Gulf would result in a lower tax. However,
we do not equate “lower" with "more fair." Bach method is at least as arbitrary as
the DOR’s stiiet application of AS 43.20.031(e). We find Gulf did not carry its
burden of establishing that its proposed methods are more fair than the legisla-
ture's clearly-expressed preference that "the taxpayer is not entitled to deduct any
taxes based on or measured by net income.” [emphasis added; citation and

footnote omitted |

As GulfOil indicates, the ease law in Alaska and ollici jurisdictions generally seems to be
that taxpayers have the burden of proof in showing that a tax or audit claim for additional tax is
incorrect/" Also, AS 43.05.455(c) provides, "The taxpayer bears lhe burden of proofon
questions of fact by a preponderance ol the e\ idence unless a different standard ol proof hit>
been set by law for a particular question” when tax appeals are being heard in the Office of
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Administrative Hearings pursuant to AS 43.05.405 -43.55.499.

The proposed enactment of subsection (b) in AS 43.55.050 under Bill Section 48 is
unnecessary and redundant with existing law, and therefore Bill Section 4S should be deleted

from the Judiciary CS.
P. Issues about Tax Stability

The last point 1would like to make today is about destabilizing the investment climate
here. In 2005 Governor Murkowski disregarded procedures established by regulation (15 AAC
55.027) and ordered DOR to aggregate certain fields within the Prudhoe Bay Unit with the main
field for ELF purposes, including fields with heavy oil in the West Sak formation. The result
was an administratively created increase in the tax law of over $120 million a year at the prices

back then.

Last year the Legislature enacted the PPT. further increasing the production tax by over
$800 million during the last nine months of 2006 alone. And it did this retroactively back to

April first of last year.

Now the Judiciary C'S before you proposes to increase the production tax yet again, and
even more massively — on the order of one billion, eight hundred million dollars a year above
even the PPT at $80 real prices, according to DOR’s fiscal note lor the Judiciary CS. And, once
again, it being proposed to make this change retroactive, this time to the first of this year.

As | have explained, you have been allowed to have serious misimpressions about what
the Gaffney Cline model really shows and about how limited its proper use actually is. These
misimpressions have, in turn, led to a serious underestimating of the effects of this newest
change on future investment decisions about exploration, heavy and viscous oil development,
and tire renewal and ongoing development of existing “conventional™ fields. Not even a slate
legislature can repeal the laws of economics, any more than it could repeal the law of gravity.
And believe me. the laws of economies say there will beadverse impacts oninvestment

decisions here it the Judiciary CS becomes law.

It is unfortunate that so many in the public, and even in the halls here, do not believe the
warnings being given by the explorers and producers here. Perhaps even this AOGA testimony
u ill change no one’s mind. But I have to hope it will. The future of Alaska is at stake, and we

urge this Legislature to pull back to safer ground.

Thank you for giving AOGA this opportunity to testify.
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Endnotes

1 DOR, Revenue Sources Rook Spring 2007, p. 17. Figure 2-13 ("Total Unrestricted General Purpose Revenue. FY

2006 and Forecasted FY 2007-2017"), column captioned "Percent From Oil".

‘ When production declines at A% a year, this means the production rate after one year (Pi) is (1 - ,V%) of the
initial production rate (/’0), or P| = POx( I --V%). After the second year the production rate (P2) is (1 - .Y%) of the
rate after one year of production, orP; ~ P|X (1-A% ) = [Pyx (I -A%)] x (I -A'%), which can be simplified as
Pj _ Pa«x (I -AVo):. After 10 years of decline, the rale Pio is Po x (I A’J‘o)lo North Slope production was 1.404
million barrels a day in FY 1997 and 740 thousand barrels a day in FY 2007, while Cook Inlet produced 37 thou-
sand barrels a day in 97 and 16 thousand barrels a day in '07. See DOR, Revenue Sources Rook Spring 2007, pp.

97-9S, So for lhe last 10 years of North Slope production decline,

1,404,000 x (1 -A 0*)10 = 740,000.

Dividing both sides of this equation by 1,404,000 gives:

(1-A% )10  740,000/1,404.000 - 0.5271.

One can solve for (I A%) by taking Ihe 10th root of both sides of this latter equation:

‘(/(1- .V%)'™° - 'VO.5271.or
(1 A%) 0.93 SO.
Since (1 A-O!—) is the same as | A*i> one can subtract | from each si/e of the equation to get
A*b = 0.0620,
and then dividing both sides by [Iyields:
X% - 6,20.

tn oilier words, the rate ol decline averaged 6.20%0a year for the North Slope Die same calculations for Cook Inlet,
using beginning and ending production of 37,uuo and 16,001) bands a das respectively instead of 1.404,000 and

740.0111), yields anaverageannual decline rate of S O percent.

IK)R, Revenue Sources Rook Spring 2007. p.

4 Ilore is the math for the JOO.ItOO-bartel-n-day threshold shown in the right-lund graph: From the analysis in
Endnote | above, we know that for a given decline rale R, the volume of production alter .Yyeais of decline is /**
11 Ri' So foreach decline rate in the table, you use that as the value of R in the formula, and then you solve lot A

as the \alue of V that gives 300,000 barrels a day as the rate Ihe equation for this is.
740.000 xrl R)" 300.000
When you take the logarithm ol belli sides of this equation, yon get the following equation:
10g|740,000 « 11 P)"] 1t1g|300.0(KI|.

Ilie icasmi foi using loganthins is that they have the ptopeity that the logarithm ol two numbers being multiplied
together equals the sum of the logarithms lot each of them, while the logarithm ofa number t.usf 'to an exponent V

equals A times the logarithm ol that number. Using this gives the follow mg restatement of the prior equation

log| 740,0001 <« A »log((! R)| log| 3(1(1,(100),

Subtracting log|74tl.t100| from both sides of the last equation yields the following, [continued on next page]
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-Vx log[(I —f)] = 1log[300,000]-log[740,000).
Now you can solve for A'by dividing both sides of the last equation by log[(l - /?)], which yields:
log[300,000]-log[740,000|
log[(l - /?)]

Hy plugging the decline rate of your choice into this last equation as the value of R, the value ofA' can be calculated
by simple arithmetic and a set of logarithm tables, or with a calculator or computer that can compute logarithms.
I his straightforward calculation has been done for each of the decline rates shown in the right-hand graph. The
equations and arithmetic are the same for the left-hand graph, except that 200,000 replaces 300,000 in the equations,

5 For producers without production before April 1,2006, the period ends at the end of the sixth calendar year after
the one when they first take a TIR credit against tax due under AS 43.55.011(e) on their production. See As 43.-

55.023(i)(3)(A)(ii).
4 AS 43.05.220(b).

AS 43.05.220(a). Technically the failure-to-pay penalty is 5% per month for each month that the tax remains
underpaid, up to amaximum of 25 percent. It would be extremely rare for DOR to discover the underpayment and

issue the failurc-to-lile penalty before it has reached its 25% cap.

5 15 AAC 05.220(a). In addition, if the 5% negligence penally is assessed, DOR automatically assesses the 25%
failure-to-pay penalty as well. 15 AAC 05.210(g).

' We have already used “capex" in this testimony to mean capital expenditures under federal income tax
principles. We now use "opex" to mean operating expenses under those federal principles.

I Hill Sections 22. 23 and 54 make conforming changes in ether parts of the production tax laws to relied the
enactment of a new subsection (0) in AS 43.55.011that would occur under Hill Section 24.

I Sot’Ktl DOR, Tax Division, "Summary o fl’ubhshed Prevailing Values for Cook Inlet tias"; available online at
cwss lax slate .4. us programs oil pm cs prcyailiinw alue cooku.lct asp (last \ isited <<November 2007). 1he pub-
lished data are lor calendar quarters, and the March 31, 2006 termination date for the 12-month period is also the
last day o f the first quarter of 2006. | hereforc, the average of the published prevailing values for the lasi three
quarters of 2005 and lhe fust quarter of 2006 will give the necessary result. Those prevailing values are S3 372 for
2Q05. 53.581 lor 3Q05, S3 642 for 4Q05 and S3,745 for 1Q06. Ihe average of these is $3,585.

{ lianges that could he made to C'SSH 200I(JI D) to limit the taxable value of non-inlet gas in this manner are:
A) Sinke oilier llian eas subject m AS 4.3.55.111 I(i>)," in lines 21-22 and m line 20 onp 7S,
Hi Alter "is” in line 21 and m line 20 on p 38, insert ", except us otliei wise pros ided In (0 of this section,”
Cl Insert before 21122" alter “sediinentiirv basin" in line 1" on p 30;
1)) Smke "i" at the end of line 14 and all material m lines 15-22 on p. 3Jexcept " " at the end of line 22;

1i Insert the following new Hill Section after line 22 on p. .30 and icmimher the lemaiiiing Hill Sections accotdmg-
Iv

See. 55. AS 4155 100 is amended by adding a new subsection to read
"(I) 1or gas taxable under AS 43 55 011(e) that is produced during a month from a lease or
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property outsule the Cook Inlet sedimentary basin before 2022 and used in the state, the portion, if
any, of its gross value at the point of production that exceeds the amount of the product under AS
43.55.01 1(j)(2) that would be calculated for it if it were produced in the Cook Inlet sedimentary
basin shall be excluded from the determination of the monthly production tax value under (a)(1) and

(a)(2), as applicable, of this section.”

1B AS -14.62.640(3) delines “regulation" to be “every rule, regulation, order, or standard of general application or
the amendment, supplement, or revision of arule, regulation, order, or standard adopted by a state agency to imple-
ment, interpret, or make specific the law enforced or administered by it, or to govern its procedure, except one that

relates only to the internal management of a state agcncy[.]”

N AS 44.62.300 says in pertinent part: "An interested person may get ajudicial declaration on the validity of a
regulation by bringing an action for declaratory reliefin the superior couil. In addition to any other ground the court
may declare the regulation invalid (1) for a substantial failure to comply with AS 44.62.010 - 44.62.320" which,
inter alia, specify the procedures to be followed in adopting regulations.

Ifien Air Alaska, inc. v. Dep't of Revenue, 047 p.2d 1087 (Alaska 1982)

16 SEC 15 AAC 55.191(j),

B See 15 AAC 55.191(b)(3)(C) and (I>). 15 AAC 55.19 1(b)(4)((B)(iii) and(iv). 15 AAC 55.191(b)(6) - (S), 15
AAC 55.195, 15 AAC 55.196, and DOK's publication Computation ofa Costof-Cupitul Allowance under ISAAC
SS.1U6, Incorporating Depreciation and Return on Invested ( ‘apitalfor Mmine |i ssels and Improvements (Second
| dilion: September 19. 2003), which is adopted by reference under 15 AAC 55.196(d) as part of 15 AAC 55.1**6.

K Subjectivity becomes significant if there is no reliable third-party source or sources to tepoit or quote transporta-
tion costs based on actual and current transactions in the open market. In the absence of authoritative and reliable
empirical market data about the transportation costs being charged, the determination ofwh.it the "market value" is
for that transportation can quickly degenerate into little more than one "expert" opinion versus another. Or some-
times, objective empirical market ilat,i are available, but they are based too much on data reported for the very trans-
portation that DOR is trying to find the "market value" of  which brings about the circularity that IH)R would
want to avoid. The latter was the pioblcni DOR perceived in using "USFRA" quotes for costs of marine transporta-
tion m Jones Act vessels between | .S. ports in the late 1'>7(s.

1 Article I, section M|, clause | of the United States Constitution provides in pertinent part: “No State shall . pass
any Mill of Attainder, ex post facto | aw, or Law impairing the Obligation of Contracts!.J" Article |. section 15 of

the Alaska Constitution provides in pertinent part: "No law impairing the obligation o f contracts, and no law mak-
ing any irrevocable grant ol special privileges or immunities shall be passed.”

m | lie pages lit question ate pages 24 ol ( ssn 2ilQI(JI Di.

;1 Vv SM2U0J p 22. Mill Section 31.

SYv. r 0. Alaska <M A lias Conservation Commission, Conservation Order No. 233 iScplcmbei Hi. 1'1K7), find-
ing 9. “ Ihe Marrow ti.is Meld was conveyed to the North Slope Moroiigh from the Federal (vi»-| government in

1984."

M See, eg, DNR, Division ol Qil A (ias, Cook Inlet oil and tins | it [hvnersliip (map), available online at
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www.dou.diir state.akns/oi|/prodnctsl/iii.ifvs/cookinlct/iniai’e.s/cook%2t)ii)lcl%20m:ins%202007/C'l OaiulG UnitOw
ncrsliin March07.pdf flast accessed 8 November 2007), showing "Municipality of Anchorage” with a"33.33%”
interest as one of the three owners of the Beluga River Unit.

Il AS 44.62.640(3) defines "regulation” in pertinent part to be "every rule, regulation, order, or standard of ironeral
application" (emphasis added).

= Public Defender Agency w Superior Court, 1'hirdJudicial District, 534 p.2d 947,950 (Alaska 1975): "... it can
be fairly implied that this state does recognize the separation o f powers doctrine." Hammond v. Breidner, 553 p.2d |
(Alaska 1976) (invoking Separation of Powers to hold unconstitutional a law enacted over the governor’s veto that
required legislative confirmation of deputy commissioners and 19 specified division directors, in addition to the
legislative confirmation specifically authorized under Article 111, 88 25 and 26, respectively, for the individuals or
boards that head principal departments o f the Executive Branch):

. the underlying rationale of the doctrine of separation of powers is the avoidance of tyrannical
aggrandizement of power by a single branch of government through the mechanism of diffusion of
governmental powers. It is clear that the doctrine is not a common law concept; it is, however, a brooding
omnipresence by virtue of its conceptually central 1)lc in the structure of American constitutional
government.

A problem inherent in applying the doctrine of'separation of powers’ stems from the fact that the doc-
trine is descriptive of only one facet of American government. The complementary doctrine of checks and
balance must of necessity be considered in determining the scope of the doctrine of separation of powers.
Both doctrines address and arc designed to resolve the problem of efficient government versus tyrannical
government and have as their goal the protection of the electorate from tyranny, [footnotes omitted]

Cf State, Dept, ofRevenue v. A 1.LWE. Voluntary, 606 I’.2d 769 (Alaska 1980), rejecting a Separation of Powers
argument that, because the adoption of regulations involves a delegation of law-making power to the Executive
Branch, the Legislature can annul aregulation by passing a concurrent resolution of annulment, instead of enacting a
law annulling it. The court in A.L LWE. said that, if the Legislature uses its power to make or change the law, it
must obey the procedures specified in the Alaska Constitution for enacting legislation, which include allowing the
Governor to veto an Act and the Legislature to override such a veto, Annulling a regulation changes the law, but
passing a concurrent resolution of annulment does riot include the procedures for veto nr overrule. Hence annulment
ofaregulation by a concurrent resolution docs not follow the procedures that the Legislature must follow in exer-
cising ils power to make, amend and repeal laws, and therefore annulment in this manner is unconstitutional.

W See, €.0., DNR. Division of | ands, Form DL-I (revised 1963), 1 34 ("Default; Termination"). Various other
paragraphs throughout Form D1.-I provide for the expiration or termination of the lease if certain specific acts aie
not performed when due, such as the termination o f the lease on each anniversary date unless the lessor pa\ s an
annual rental of S1.00 an acre to the State before that anniversary date (5 '>).

In line 27 on page 42 of the Judiciary <'S, insert after "advertising” the following: "other than tecnl notices nr
ailsei lisemenls leuullv reunited in order to obtain u permit or oilier »oveinmeiital action for operations ot a

lease or properly or an exploration nrospeet that is not a leave or propel Is"

lhe quoted language is Ifom AS 43.55.165(b), defining "direct" costs, as it Would be amended under the Judici-
ary CS.

| lie particular changes ate the addition of "violation of law" in paragraph (6) in line 23 on page 42 o f the Judi-
ciary US, ami the addition of paragraph (19) beginning in line 22 on page 44,
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3P AS 43.55.017(a) provides in pertinent part: "Except as provided in this chapter, the taxes imposed by this
chapter are in place of all taxes now imposed by the state or any of its municipalities, and neither the state nor a
municipality may impose a lax on (1) producing oil or uas leases" (emphasisadded). AS 43.55.017(b) similarly

prohibits municipal taxes on “nonproducing oil or gas leases or properties.”

J AS 443.56.210(5) defines "taxable property" as follows:

(5) "taxable property"
(A) means real and tangible personal property used or committed by contract or other agree-

ment for use within this state primarily in the exploration for, production of, or pipeline transportation
of gas or unrefined oil (except for property used solely for the retail distribution or liquefaction of
natural gas), or in the operation or maintenance of facilities used in the exploration for, production of,
or pipeline transportation of gas or unrefined oil; "taxable property” includes
(i)  machinery, appliances, supplies, and equipment;
(ii) drilling rigs, wells (whether producing or not), gathering lines and transmission
lines, pumping stations, compressor stations, power p.ants, topping plants, and processing units;
(iii) roads, tank farms, tankci terminals, docks and other port facilities, and air strips;
(iv) aircraft and motor vehicles owned by a person whose principal business in the state
is the exploration for, production of, or pipeline transportation of gas or unrefined oil and whose
operation of the aircraft or motor vehicle directly relates to lhe conduct of that business;
(v) maintenance equipment and facilities, and maintenance camps and other related
facilities; and
(vi) communications facilities owned by a peison whose principal business in the state
is the exploration for, production of, or pipeline transportation of gas or unrefined oil and whose
operation ofthe communications facilities directly relates to the conduct of that business;
(13) does not include
(i)  permanent residences;
(ii)  office buildings requiring substantial local government services;
(iii) oil and gas pipeline systems owned and operated by a public utility that is
certificated under AS 42.05.221 and is regulated by the Regulatory Commission of Alaska;
(iv) aircraft and motor vehicles, except aircraft and motor vehicles taxable under (A)(iv)

of this paragraph; and
(v) communications facilities, except communications facilities taxable under (A)(vi)

of this paragraph].)

Article 1V, section IS of AS 43.19.010 (Multistate Tax Compact) allows DOR to grant teliefit'ilie regular meth-
od ofapportioning income to Alaska "do[es] not fairly represent the extent of the taxpayer's business activ ity in this
state." The kinds of rebel available m such asituation include "la) separate accounting; (b) the exclusion ofany one
or more of the [regular apportionment] factors; (c) the inclusion o fone or more additional factors which will fairly
represent the taxpayer's business activity in this state; or (d) the employment ofany other method to effectuate an
equitable allocation ami apportionment of the taxpayer's income.

for instance, later in the (|U I (Hi decision, the Alaska Supreme Court cited the U.S. Supreme Court’s decision in
Container ('mij>. v. Fr,nu In.se Jav Hoard, 463 U.S. 159 (19,83) lor the rule if a taxpayer seeks to show lli.it an
apportionment-based income tax is unconstitutional, there is "a steep burden on the taxpayer to prove by clear and
cogent evidence that the income attributed to the State is in fact out of all appropriate proportion to the business
transacted .. in that state,... or has led to a grossly distorted result." Gulf Uil (ellipses in original; citation and

internal quotation marks omitted).
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Under the authority of art.
bill to make Alaska's oil and gas production lax system one that is clear and equitable.

legislation would provide the necessary tools to protect the stale's interests as it moves
forward with the industry on a mutually benefit ial basis in the exploration and
development of Alaska's oil and gas resources,

Ill, sec, 18 of the Alaska Constitution, 1lam transmitting a
lhis

Ilie bill would amend the current production tax on oil and gas under AS -13.55 and
would amend other statutes to aid in the administration and enforcement of the production
tax. Ilaccomplishes six primary goals: (1) requires more complete reporting of tax-related
information by producers, explorers, and operators; (2) establishes rules for the sharing ol
confidential information between stale agencies; (3) ensures the public disclosure of
important production lax information; (1) provides various tools to help the Department of
Revenue (department) administer the lax; (5) institutes clear fiscal terms for explorers and
producers; and (6) establishes an oil and gas tax iredit fund to enstro our incentive

programs function effectively.

To accomplish the first goal, the bill specifies extensive annual reporting,
requirements lor producers and explorers and makes ilear that the department also has
authority to require monthly reporting of tax information. The information would provide
the department's production lax auditors the tools necessary to conduct thorough and
aci urate production tax audits and would help the department better monitor costs that
may he claimed as deductions or used to obtain tax credits. In addition, the bill would
authorize the department to require reporting of forward-looking information, such as
prodtii ors' budgets for future expenditures. Ilie department needs this kind of information
for accurate revenue forecasting,. lhe hill would provide for penalties of up to $1,000 per
day for failure to tile certain required reports, in addition to other remedies under current

COMMITTEE COPY SENATEBILL x 0 < c o
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The second goal is accomplished by clearly providing for the Department of
Revenue and the Department of Natural Resources to share extensive producer and
explorer information, while maintaining the confidentiality afforded under current law.
This information sharing would improve administration of both agencies' programs and
increase efficiency, since the two agencies often have similar data needs under their

respective tax and royalty programs.

To fulfill the third goal, the bill would make clear that the department may publish
production tax information aggregated among at least three taxpayers. This would include
information on taxes paid, values of oil and gas produced, capital expenditures and other
costs, lax credits, and more. Publishing such information would give the public confidence

that Alaska is receiving its equitable share of our natural resource value.

As one means of achieving the fourth goal, the bill would provide for placing
petroleum revenue auditors into the exempt service. This would help the slate retain and
attract the necessary expertise by giving the departments flexibility in setting salaries that
compete with similar positions in the private sector. Petroleum revenue auditors currently
employed with the slate would have the option to remain with their union or to be moved

into the exempt service.

Another tool is an extension of the statute of limitations for oil and gas prod u lion
taxes. The bill would increase the lime allowable for the department to conduct audits and
assess lax deficiencies from three to six years. This change would give the department's oil
.Ind gas production lax auditors more lime to conduct accurate and thorough audits and to
make sure that producers are paying the (orrect amount of tiix under the law.

The fifth goal requires a means to clearly establish how we value oil produced in
Alaska and then how we will share that value with those who lind, drill, and develop these
I he bill requires the department to spell out in regulation which

nomvnewable resources.
I would also expand the list of cost categories that

costs iilav he deducted against the lax.
are not allowed to he dediu led.

()ne disallowed category consists of costs for repair, replacement, or deferred
maintenance of facilities or equipment, iiu hiding, pipelines, associated with an unscheduled

interruption ol or reduction in the rate of oil or gas prod in lion or with an oil spill or other

unpermitted release of a hazardous substance. IIn* bill contains a limited exception, for

example, for natural catastrophes beyond the producer's (onlrol. Another disallowed
category (onsisls ol costs to build or operate a refinery or crude oil lopping plant, hi
addition, tin*iunvnl partial disallowaiu e lor dismantlement, removal, or abandonment

costs is expanded to be a complete exclusion.
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When it comes to sharing the value of the resource, the bill puts the slate's share at
25 percent of the value after appropriate costs have been deducted. As prices, and
profitability, rise, so does the slate's share of the value. Once the net value of a barrel
reaches $30.00 on an annual basis, the stale's share increases by 0.2 percent for every dollar
increase above that trigger. The bill would ensure a certain amount of stale production lax
revenues by setting a floor on the tax paid by certain highly productive fields. This floor is
10 percent of the gross value of the oil and gas produced from those fields.

The sixth, and final, goal of the bill is to ensure the effectiveness of our credit
incentive programs. The bill would establish an oil and gas tax credit fund that is financed
with a percentage of oil and gas production tax receipts, |he bill would give the
department the ability to expend these funds in order to purchase credits from explorers
and Small producers. The intent of the incentive credit program is to attract new companies
and new investment to our state in the pursuit of oil and gas resources. While we have
succeeded in attracting new entrants, these companies have run into problems finding
purchasers for the credits accumulated from their investments. Il they cannot monetize

these valuable credits, the purpose of the prog,ram is defeated.

With these changes, our state will have the necessary tools to protect Alaska's
interests when itcomes to appropriately valuing oil and gas prodtu lion in this stale.
Alaska's share of the costs of investment would tall to 15 percent, while increasing our
share of the net revenues to IS percent. We would be able to tell the public, with
confidence, that we are getting a fair share ol the value derived from these non-renewable

resources.

lurge your prompt and lavorable action on this legislation.

Sarah lalin
(Jovernor

enelo.sute
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Report to the Alaska Legislature on Production Cost Increases

Harry Pulliam
Senior Economist. Leon One Research. Inc
November 2. 2007

l. Introduction

lhis report addresses issues raised in Senator I'herriaulfs August 30. 2007 letter on

PPT lease costs. In preparing this report we have.

e reviewed the modeling used lor the Alaska Department of Revenue's
(DOR) liseal Note accompanying 1115 3001:

e reliewed DOR's August 3. 2007 PPT Status Report:

¢ interviewed DOR personnel familiar with the DOR models, cost
assumptions and PPI lilings by the producers:

* reviewed various presentations made during PPl hearings last ycar:

« reviewed SIC lilings made In producers:

e reviewed data compiled In the Energy Information Agency regarding
production costs:

e reviewed reports prepared In market analysts regarding production costs:
and

» reviewed cost information regarding drilling rig rates in the | ower -IN
states.

1. LOR Forecast Lease Cost Increases (.’enerally

Ihe Alaska Department of Revenue (DOR) issued a "PPIl Status Report on August
t. 201)7. In that report, the DOR staled that lor 1'Y 2<ION. revenues were expected to he
SNOO million lower titan earlier forecasts, as rellected in the Iiseal Note accompanying
I11) 3001. Ihe DOR Status Report is included Iteic as Attachment I.

Ihe DOR identified higher than forecast costs as the primary reason lor the decrease
in projected revenues. Relative to the Ilit 3001 Iiseal Note, the D( >R forecast lease cost
increases for 1V 200S ol nearly S2 billion. Ibis repiesonts an approximate 100%
increase in costs, <apilal cost forecasts incteased by SI.I billion, while operating costs
increased by so.o billion. Ihe impact of increased costs forecasts would account for the
reduction in forecast revenues of approximately SXOn million as set forth in the status

Report.

In the I iseal Note accompanying lilt Jtiul (AC I S). the DOR has increased its cost
increases further. lhe DOR currently projects total operating and capital costs for I'i
2<(0X of s j,33 hillion, an increase of approximately 7% over the figures set forth in the
\ugust 2(K)7 Status Report. DOR expects these higher cost levels to continue for the



near future. Attachment 2 sets forth the DOR’s current lease cost forecasts through
Fiscal 2014.

(1. Basis for the Costs Used in BOR’s Hit 3001 Fiscal Note

The cost projections included in DOR’s lilt 3001 fiscal Note were developed in late
2005 and were based on information available at that time. This included confidential
income tax returns and public SIX' lilings for the years through 2004 -- the most recent
years available in 2005 -- and p"blishod consultant reports covering the period through
2003. DOR reviewed this information with the producers. In addition, we (Leon One)
reviewed the DOR’s cost projections.

Ihe cost projections used in D()R's 11B 3001 Fiscal Note totaled approximately S2.I
billion for the FY 200S. On a (gross) per-barrel basis, those cost projections averaged
S7.27/hbl.1 DOR’s current volume projections for FY 2008 are approximately 70.000
(70 mbd) lower (725 mbd \s 804 mbd) than they were at the time the Fiscal Note was
prepared. Ifolding total costs constant, this projected drop in volumes would increase the
average cost to S8.04/bbl. an increase ofjust over 10%.*

Ihe DOR cost projections were used throughout the PPT debate in the spring and
summer of 2006 in the analyses it presented to the legislature. In addition, industry
presented revenue estimates during the debate that incorporated cost projections in line

with the DOR projections.'

We also prepared various revenue projections during the PPl hearings. lhose
projections fell into two categories: 11)the economics of exploration and development
and t2) revenues arising from production in fields included in production forecasts used
in DOR’s Fiscal Note.  Our base cost estimates used in these later estimates were
somewhat, though not significantly. higher than the cost estimates used by the DOR.’

IN’. I he Basis for DOR’s Current Cost Forecasts

DOR has based its current cost forecasts primarily on the lilings submitted by the
producer taxpayers. As has been stated by DOR personnel in testimony, these costs are

the S7.27 hhl figure repicscnls the average cost pci barrel produced. Sptcad across taxable
barrels (assuming an avctagc loyalty ol approximately 12.>"..t. il would be SS. 75 bbl.

I lie increase m average S bbl costs resulting limit volume declines may be somewhat sinallei ill.in
noted above, as a small portion ol the total opcialing costs would be variable with prodcilioii.

See <'m'oeol'liillips presentation on | ebm.nv ' 7. 2llitn. While the tost assumptions are not staled
in the chart, the revenues loi the PIN are in tin. with the DttR projections, unhealing that similar costs

wete used in the analysis

Ihesc included a n cost increase, an assumption ol a tripling of cost nidation tie. 7 5%.. ratlici than
7A" a) ami an increase in capital expenditures by approximately Ililt"»to an annual rateol'VJA billion.
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not audited, nor have they been adjusted by DOR lor potential misstatements or reporting
errors.

To our knowledge. DOR has not reviewed any of the supporting information behind
the tax filings. Moreover. DOR has not reviewed any of the other information that wotdd
regularly be prepared by the Held operators detailing their actual and anticipated costs.
Ihese would include items such as annual operating budgets, production and drilling
plans, regular (e.g.. quarterly and annual) expense statements and capital expenditure
authorizations (Al lis). This is information that would he shared regularly between

working interest owners in each unit.'

Without a review of the information underlying the tax lilings. or a review of the
types of budget and expense reports prepared In the operator of each unit, it is not
possible at this time to determine whether the cost increases (relative to the earlier fiscal
Note assumptions) that are reflected in the tax lilings to dale and the DOR’s current cost
forecasts will prow to be accurate, or whether they may be adjusted after review.

V. Rising Costs Over the T'ast Several Years

Ihere is broad consensus among industry analysts that per-harrel opuating and
capital costs in the | .S. have increased sharply over the past several years. |he increase
in costs has been higher than general inflation and is driven in large part by higher
sustained oil and gas prices relative to expectations of several years ago.

Attachment 3 shows actual AN'S West |'oast prices over the period January 2000
through September 2(107. During this period. ANS prices have increased by
approximately S5U bbl.  Moreover, expectations as to long-term crude oil prices have
increased considerably just since January 2005. Attachment -l shows expected price
levels as reflected in NYMI X futures trading for oil delivered at the end of 2011 In
January 2005 the forward price on the NYMI X was close to SIn bbl. Ihe forward price
rose sharply over the course of the year, ending at close to S(d> bbl. Today, the forward
price for delivery at the end of 2011 is about SNii bbl. which is an increase of SJOhbl

since January 2005.

| xpectations lor sharply increased, long-term crude oil prices have led companies to
spend nu>re money looking for and evaluating prospective properties. In addition, it has
led them to spend more money developing costlier reserves from existing properties.
IIns additional demand, which results in large part from an increase in price
expectations, has led to increased costs.

VI. Publicly Available Data Regarding Production <ost Increases

Publicly available data reflecting operating and capital costs show increases generally
over the past several years, with sharp increases occurring in 2(K»5 and 2<00. Ihe timing



of these increases is consistent with rapid increases in actual and expected long-term
crude oil prices that began in 2005.

Attachment 5 shows an index of upstream capital costs since 2000 presented in a May
S. 2007 release by the consulting 1Irm 11 IS/CERA. The index is designed to track capital
costs associated with oil and gas production world-wide. The IIIS/CERA figures show
moderate cost inflation (consistent with the general economy) through 2004. then rising
quickly. particularly in the 21J half of 2005 and throughout 2006.

Attachment 6 shows an index of operating costs prepared from lease cost data
reported by the Energy Information Administration (EIA) for Lower 48 states/' The | 1A
operating data shows a cumulative cost increase of 29% in 2006 relative to average cost
levels over the 2002 - 2004 period that formed the basis of the earlier DOR forecast.

Attachment 7 shows an index of equipment costs prepared from the same EIA data.
lhis chart shows a relative large increase in costs occurring in 2004. moderating
somewhat in 2005 and 2006. On average. 2006 equipment costs reflected in the EIA data
were 52% greater than average costs over the 2002 - 2004 period.

Attachment 8 shows an index of daily rental rates for oil drilling rigs in the Lower 48
states prepared using data from the Land Rig Newsletter. Rental rales for oil drilling rigs
in the 1 ovver4S began rising in 2004 and increased sharply in 2005. lhe rate of increase
slowed somewhat in 2006 and has aeluallv declined since 1(22006. Overall, the index
shows an approximate doubling of 2006 daily rig rental rales relative to the 2002 - 2004

period.

None of the data presented in these attachments rellect actual costs in Alaska. Rather,
they rellect generali/ed world-wide costs or exists in the Lower-48 stales. lhese data
indicate that the cost of production has risen generally over the course of the past several
years. We would expect that the same pressures on production costs outside of Alaska
would lead to increased costs in Alaska. And given some of the unique aspects of
Masha’s production lisolation, shorter drilling season, number of suppliers available to
industry in Alaska during the short-term), combined with the impact of the corrosion
repair and "integrity management" work in Alaska, these general cost pressures may
impact the State greater than they have elsewhere, at least in the near term.

VII. Production Costs Reported to the SEC and Alaska Specific Costs

Publicly traded oil companies report production costs to the SI C in their annual
tilings, | S companies’ data is contained in their form ItI*K. foreign companies, such as
UP. repot| the information in form 20-1. In some cases the costs are broken out
separately for Alaska and other areas. Attachments I>- 12 set forth reported production
costs per barrel for ConocoPhillips. UP. | xxonMobil and Chevron. Ihe reported
production costs rellect operating expenses and do not include capital investments.

Ilie 1 I'\ docs not publish il.il.i I'm \lask.i



ConocoPliillips and HP report their production costs in Alaska separately from
production costs elsewhere. These reported figures show generally increasing production
costs worldwide over the past -l years, with higher increases in the 11.S. and in Alaska in
particular. Alaska cost increases reported by 11T were much greater than those reported

by ConocoPliillips over the last 2 years.

ConocoPliillips* publicly reported production costs over the period 2003 - 2006 for
equity production in Alaska and the Lower 48 states arc set forth in Attachment 0. |lie
ConocoPliillips’ data shows Alaska production costs of approximately S3.50 per barrel
between 2003 and 2005. These are similar to the operating costs used by the DOR in

their earlier forecasting.

Consistent with the cost and price data presented above, the ConocoPliillips* reported
costs began to rise in 2005. with a sharp (63%) increase in 2006 to approximately
S6.40/bbl. ConocoPliillips* production costs for the Lower 48 states shows a much more
moderate rate o f increase over the past 4 years than do their Alaska costs.

HP’s publicly reported production costs over tile same period for equity production in
Alaska, the United States and the rest of the world arc set forth in Attachment IlI). HP's
reported figures for Alaska are in the same general range as ConocoPliillips’ costs for
2003 and 2004 (approximately S3.50 per barrel), then rise in 2005 by 38%. with a further
sharp (81%) increase to over SO.OO/bhl in 2006.

ExxonMobil's reported costs arc shown in Attachment 11. Unlike the other 2 large
producers. ExxonMobil docs not break out Alaska in its public filings. ExxonMobil's
reported figures show increasing production costs over the 2002 - 2006 period higher
worMwide. with a greater increase in the | S. particularly in 2006.

Attachment 12 shows production costs reported by Chevron for the 2002 - 2006
period. Chevron's costs show increases generally over the period, with larger increases

in the US beginning in 2005.
VIIlI. Information on f’orrosioii-Uclutcd Costs

DOR personnel stated that they did not know the amount that has been claimed lor
costs related to corrosion repair work on the North Slope. Ihe level of cost reporting
contained in the PPI filings does not provide detail regarding the nature of underlying
costs. And as discussed above, these lax filings largely form the basis for DOR’s cost

projections going forward.

One way to attempt to determine the cxt< ill of corrosion related costs claimed and
included in the tax lilings would be to examine md compare the lax data across taxpayers
and units, comparing costs claimed for Prudlio’ Hay and by HP with costs claimed by
other taxpayers and for other areas. While DOR has certainly done this, they staled that
they could not share any data or analysis with us due to staled tax-payer confidentiall’,

issues.



HP has stated publicly that it will spend $260 million to replace the oil transit lines
(OTLs) at Prudhoc Hay. Assuming these costs are all spent during 2006 and 2007. they
would represent a little more than a S 1/bbl cost spread across taxable barrels at Prudhoc

Hay for those two years.

In addition to the $260 million O il, replacement cost figure. HP reported in its 2006
form 20-F that it planned to spend over $550 million during 2007 and 2008 "net" on
"integrity management” in Alaska.7

There are several questions with respect to this figure and how it relates to the
corrosion issues, first. HP's lilings do not deline what is included in "integrity
management.” However, the statement would appear to be directed to efforts to insure
the "integrity" of facilities at Alaska in an effort to prevent future spills or shutdowns.
Second. HP’s reports do not specify whether these would be operating or capital
expenses, lhird, it is unclear whether the $550 million figure is all that is anticipated
with respect to the integrity management issues, or whether HP has just reported
anticipated costs for a two-year period, fourth, it is unclear whether the $550 million
refers to expenses born solely In HP in its capacity as working interest owner, or whether
these rellect the gross amount that HP as operator will pay on behalf of itself and the
other working interest owners at Prudhoc Hay. If these expenses rellect HP’s net
working interest share, then the total integrity management expenditures over the 2007
200.8 period could be far greater than $550 million, finally, aside from this statement.
HP’s tilings do not separately list expenditure amounts related to "integrity management”
issues prior to 2007. Accordingly, the publicly available data do not allow us to
determine exactly how much of the $550 million spending represents an increase in
spending levels for this expense category rclatile to prior years.

Whether and to what extent corrosion-related costs are reported as a part ol
taxpayers’ PPl deductions, the impact of these events likely has had some effect on
increasing overall production costs on the North Slope for non-corrosion-related
production services. As discussed above, increasing oil prices overall have put pressure
on costs. lhe added pressure to deal with the corrosion repair and integrity management
issues, particularly in a short lime period, adds to the general cost pressure brought about
In rising crude oil price expectations.

IX. Some final Thoughts on Cost Increases and the PPT

B P\ 20(10 form 20-1. page 10 stales, "In response to the recent corrosion discoveries. Ill’ lias decided to
replace the main oil transit lines 110 miles) in liotli the | astern and Western Operating Vivas of Prudhoc
May. In addition. UP plans to spend over SssM million (net) over the next two ye.us on integrity

management in Maska,"

¢



The PPT system, through the deduction of costs and capital credits, was designed
to encourage capital investment and increased production in Alaska over the long run.
Accordingly, the fact that costs have risen relative to expectations, particularly capital-
related costs, should not he viewed in and of itself as a problem. Indeed, increased
capital spending is one of the policy objectives of the PPT system.

However, it would seem doubtful that the entirety, or even the majority, of the
cost increases reflected in the producers’ tax lilings to date relative to the projections
used in the earlier Fiscal Note are the result of potential stimulative effects of the PPT

system.

At the outset of this project we had sought to obtain data from the DOR as to
costs llled by category (i.e.. capital and operating) at different fields. Kx.imination of that
data might provide an indication as to where (geographically) the cost increases relative
to forecast were coming from. In addition, such an examination, along with information
regarding drilling activity. might pros idc insight into the question of whether some of the
increased costs could be explained by increased exploration activity and/or development
activity in certain areas, which are policy objectives of the ta> system.

As discussed above. DOR personnel have maintained that cost information by
taxpayer and even aggregated cost across taxpayers by Held or unit, is considered as
taxpay er confidential and could not be made available. Accordingly, we were not able to

undertake this analysis its initially hoped.

Rased on our discussions with DOR personnel and the data reviewed we can draw
the following conclusions with respect to the cost increases in DOR’s modeling at this

time.

e |lhe DOR’s forecasts are based largely on unaudited taxpayer returns
under the PPI lax. Ihose costs may be reduced alter rev iew and audit.

* An increase in costs for Alaska production is consistent with the cost
patterns observed generally in the industry during the past several years.
Costs began to increase sharply beginning generally in 2005.

e lorecast costs used in DOR’s fiscal Note to HR 5001 appear to be in line
with publicly (SI C) reported information specific to Alaska during the

period 2002 through 2005.

» Capital cost forecasts used by the DOR in the HR 5001 Iiseal Note are in
line with historical capital spending levels on the North Slope between
2002 and 2005.

* Repair costs for corrosion related work and integrity manage) tent on the
North Slope likely add eosis for non-corrosion related costs in \laska

generally.



The increases in costs Tiled with the SRC for Alaska relative to the Lower
48 and elsewhere rellect in part, expenses associated with corrosion repair
and “integrity management" efforts in Alaska,

Ihe si/fe of the cost increases, as reflected in the DOR’s forecasts,
suggests that corrosion-related expenses and/or higher anticipated
"integrity management" expensesare likely included in the tax tilings, and
as a result, included as a part of the cost forecasts.

A proper determination of the reasons (appropriate or inappropriate)
underlying the cost increases will require examination of the data
underlying producer/taxpayer returns and claims under the [**1 period.
Ihe examination should include review of unit-by-unit cost information
both during the **1 period (i.e.. from April 2(106 forward) and during the
several years prior to the implementation of the 1%*1.

Costs have increased in recent years with unexpected increases in
expectations of future crude oil prices. In the event that price expectations
increase further costs may further increase. Ihe level of increase is likely
to be mitigated over the longer run with new entry (i.e.. increased supply)
for produetion-reiated services.

Likewise. \> the extent that long-run p. ice expectations fall signilicantly
(say down to S40 bbl). we can expect to sec downward pressure on costs

over the long term.

DOR did not include a cost/price sensitivity in its IIP 4001 fiscal Note or
in its PPl Status Report. Its current forecast adjusts costs up or down
when expected price levels rise above or fall below $60 bbl. respectively.
While these relationships are difficult to estimate with precision given the
information available, in our view, this type of sensitivity is a good
addition to the forecasting process.
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PPT IMPLEMENTATION STATUS REPORT

1 Purpose of the Report and Conclusions:

In August 2006, the Alaska Legislature passed HB 3001 containing a new oil and gas
production tax system called the Petroleum Profits Tax (PPT). The new prollls-based tax
replaced the previous production lax based on gross value, generally referred to as the
"Economic Limit Factor" (ELF) tax system. Debate and passage of MB 3001 was
contentious, with questions raised on the propriety of a profils-based tax and on the
appropriate tax rate. The controversy escalated earlier this year with the handing down of
federal indictments against several legislators that centered on potential corruption
involving the PPT deliberations and votes.

The Governor tasked the Commissioner of Revenue with evaluating whether the PPT was
meeting expectations with respect to stale revenues and industry’s reinvestment in
Alaska. The Commissioner of Revenue formed a Production Tax Team, staffed with
members from the Department of Revenue, Division of Tax and the Department of
Natural Resources, Division of Oil and Gas to review various aspects of PPT
implementation. Based on the information provided by the Production Tax Team, the
initial conclusions of the Department of Revenue are:

1) At current prices, the state is collecting more production lax revenues under
PPT than it would have under the ELF system. Ilowcver. those revenues are
falling far short of what was expected when PPT was passed.

2) Operating and capital costs are substantially higher than were forecasted in the
PPT fiscal note provided to the legislature.

3) The value of PPT credits may not be fully realized for exploration companies
new to Alaska, given the small market for resale among "producers."

4) The crossover oil price point where the state receives more revenue under the
PPT than under the ELI system has moved from the S26/harrel predicted in the
PPT fiscal note to S JS/barrel.

5) The activation of the progressive surcharge has shifted from a market price of
$55 to over $60 a barrel.

6) DOR laces significant challenges in implementing the PPT as currently
structured.
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[I. Discussion:

I) Production lux revenues are l'allinc far short of expectations. The following graph
shows the differences in modeling results for FY 2008 production tax revenues: this
graph compares initial modeling for FY 2 00 8 as prepared for the Mouse Bill 3001 (PPT)
fiscal note [SCS HB300I(NGD)|, with current modeling, as prepared for the Sprint; 2007
Revenue Sources Book, and with the tax revenue that would have been generated under
the ELF system. The lax revenue expectations for FY 2008 are significantly lower than
the revenue forecasted when the fiscal note was drafted. This is primarily due to the
significantly higher costs being reported as compared to what was estimated in lhe fiscal

note, as noted below.

In FY 2008, based on forecasted price and production levels, the PPT is expected to
generate about $250 million over that which would have been generated under the ELF
system. However, this is more than $800 million less than what was predicted in the PPT

fiscal note.

FY 2008 Production Tax Estimates: HB 3001 (24th Legislaujre) Fiscal Note and
Spring 2007 Revenue Sources Book PPT Forecasts; 3nd ELF Tax
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1Because of the unexpected disruptions to revenues and costs caused by the gathering line
lailures in the Prudhoe Bay Unit in FY 2007, the Department is using TY 2008 as the comparison
year to eliminate one-time aberrations. In addition, the HB 3001 Fiscal Note and ELF fax models
havo been adjusted to reflect current production estimates.
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2) Operating and capital costs are suhstantiallv higher than were forecasted in the PPT
fiscal note. The substantial and unanticipated increase in costs is the primary reason

revenues are falling short of expectations. Throughout the latter half of 2004 and 2005.
DOR officials gathered information from confidential tax documents, annual reports,

private consultant analyses, and the industry about the costs of producing petroleum on
Ihe North Slope. DOR modeled the PPF revenue forecasts using these cost data and the
results of this modeling were provided to the legislature to aid their consideration of the

PPT.

Based on the cost data received by lhe Department for 2006 and 2007 since passage of
PPT, the Department has increased by almost \(WA taxpayer operating and capital cost
estimates for FY 2008 in its Spring 2007 Revenue Source Book revenue projections. In
discussions with taxpayers. DOR has been told that these higher costs levels for 2006 and
2007 are not aberrations caused by unique events, such as the Prudhoc Bay shutdown,
and that we should anticipate costs remaining at these levels for the foreseeable future.

North Slope Production and Costs FY 2008,
per HB 3001 Fiscal Note and Spring 2007 Forecast
HB 5001 Fiscal Spring 2007

Note Forecast
FY 2008
Production (barrels per day) 802.000 764.000
Costs
Operating costs iSmillions) S1.076 S2.160
Capital costs (Smillions) S1.052 S1,900
Total Costs $2,128 $4,060
Total Costs per Barrel S7.27 Sl 1.56
Operating costs per barrel $5.68 S7.75
Capital costs per barrel S3.59 S6.81

Iligh oil and gas prices since 2005 are frequcntlv cited as the cause ol these cost
increases. Projects around the world tluii were once only marginally economic, are now
considered vers viable, and are now placing increased demands on limited supplies ol
engineering, procurement and consti action services and on raw construction materials,

I he I pstrcam Capital (‘osts Index. developed bv Cambridge Imergy Research Associates
(CHRA), shows that costs for oil and gas production equipment, facilities, construction
materials and personnel have increased 55'i since 2005. CP.RA expects cost escalation
to continue through 2007, although at a slower pace. Fluor ( orporation estimates that
piices lor lubricated structural steel have increased 60-70'; from 2005 to 2006. ami that
delivery times lor these materials increased by 18-20 weeks from their previous levels.
The same companv repotts that prices for seamless and welded pipe used in petroleum
production have increased 80-160'i from 2005 to 2006, and expects increases ol another

15-50'.; hv 2000.
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It is too early to tell whether all of the costs reported under PPT thus far are properly
deductible. Also, it is too early to know whether the increase in reported industry
spending in the state will result in increased future production, or whether the increase in
spending can be attributed to changed behavior as a result of the incentives included in
PPT. What we do know is that the costs used in the modeling for the PPT fiscal note

have proven inaccurate.

3) The value of PPT credits mav not be fully realized for exploration companies new to
Alaska uiven the small market for resale amomi "producers.”

Under PPT. tax credits earned by investors and explorers may be transferred and sold to
other taxpayers who have a production tax liability. Companies that have been issued
credit certificates above and beyond the $25 million that can be refunded by the state
would presumably sell their certificates to the highest bidder. In the first year that the
PPT has been in place, however, companies holding credit certificates report that there
have been few buyers for the certificates, and that those offering to buy them are doing so

at large discounts.

-1)The oil [nice crossover point where the stale receives more revenue under the PPT
than tinder the prior HHF system has moved from $26/barrel to S-hS/harrcl,

The HI.P system “crossoverpoint"—that is. the Alaska North Slope - West Coast (AN'S
WC) oil price whereby the PPT generates more revenue than the HLH system—was the
locus of some attention during the 2006 legislative session. Primarily due to the increase
in the cost estimate, the currently estimated crossover point is substantially higher than
was projected in 2006.

5) The activation ol the progressive surcharue has shifted from a market price of .$55 to
$60-63 a barrel. Because the surcharge is not activated until the taxpayer’s net income
per barrel exceeds $40. higher costs ha\c depressed taxpayer net income, thus delaying
the price at which the surcharge kicks in. In addition, as production declines, the price at
which the progressive surcharge is activated will move higher as costs are spread over
fewer barrels. Although the level differs foi each individual taxpayer, the North Slope
average progrcssivily trigger is now estimated to be somewhere between $60 ami $63 pci

barrel.

6) UUP faces significant chnllenges in admmistering the PPT as currently structured.

a) Peculations The second phase ol PPT regulations has been delayed as a result
ol the challenge of accurately describing the allowed and disallowed lease expenditure

deductions.

b) Revenue forecasts The Department has been severely hampered in its ability
to provide the administration ami the legislature with accurate revenue forecasts because
the department lacks future capital and operating expenditure information. The
Uepaiiment is in the process ol rectifying this problem by reijuiring operators to provide
I'orwaril-looking cost data, when and as piov ided to the unit working interest ow ncrs.
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Statutory changes may he required to Ibrtily aiul locus these requests lor unit cost

information.

e) Audits- With the passage of PPT, the department was authorized to hire eight
auditors and one tax technician to assist with the additional audit requirements ol the new
lax structure. To dale, the department has successfully filled the three most senior auditor
positions, and has reduced the skills requirements for the remaining junior level auditor
positions in light of the challenges of matching competitive pay with the more senior

level skill sets.

The complexity of auditing production tax has increased several fold under the PPT, and
the PPT increased the number of determinations an auditor must make. The provisions in
the PPT which are intended to simplify and streamline these determinations through
reliance upon unit owners' auditing of unit operators may assist this process, but we have
not yet been through an audit cycle to assess the efficacy of this approach.

Ill. Conclusion

The state’s experience with PPT puts a spotlight on the risks associated with a net prolit-
hased lax system. The new system introduced lhe added variable of costs into the oil
revenue equation. While it is a risk that is inherent in the decision to approve a net profit-
based tax. the question is whether the magnitude of the risk was fully understood by the
legislature given the information prov ided to them. While costs would be expected to
increase, the dramatic difference between what was predicted and what has actually been
experienced brings into question whether the legislature made its decisions based upon

appropriate information.

Another aspect of PPT. the t ix credits given for capital expenditures, has been
significantly reduced in value due to the lack of an efficient market for those new
exploration companies looking to sell their credits to those who have current production.
This dvficicncv is particularly troubling because these new exploration companies are the
ones that provide the state with the greatest opportunity to encourage new production that

micht not otherw ise occur.

Clearly, there are aspects to PPT that should be re-examined by the legislature. In
particular, the legislature should reassess whether the state is gelling its fair share of oil
and gas revenues, and w hether the credits are designed optimally to provide the
maximum impact on the stale’s goal ol encouraging investment that leads to more oil and

gas production.

I'PT Status Keptitl Page 5 ol 5

August  2IH)7






Summary of Cost Assumptions in
Fiscal Note to HB 2001 (ACES)
FY 2008 -FY 2014

2008
2009
2010
2011
2012
2013
2014

Operating
Costs

@

52,146
2,286
2,375
2,464
2,572
2,638
2,712

Capital
Costs
(Million Dollars)

(@)

52,187
1,932
2,024
1,950
2,028
2,021
2,360

Operating
?nd Capital
Costs

1) +@)
3)

54,333
4,218
4,399
4,414
4,599
4,660
5,072
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Percent Change from Prior Year:
+3.7%

+14.8%

+7.5%

+11.2%

Average o( California, Oklahoma, South Louisiana, South Texas, West Texas, and Rocky Moutains.

Source:

EIA.

+5.9%

econ
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Average* Equipment Costs for 10-Well Oil Lease Index

\%

2000 - 2006
Y

100)

Average of California, Oxlahomn, South Louisiana, South Texas, West Toxas, and Rocky Moutains.
econ

Source: EIA.
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Percent Change from Prior Year:

+3.0% +26.6% +44.9%

2002 2004 2005

" Avornge ol Miri-Continent, ArkLaTox, Gull Coast, Permian Basin, Rocky Mountains, anil South Texas.
Source: Land Rig Newsletter.

+22.2%

2006

-8.4°/

2007
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