


WOOD MACKENZIE
GLOBAL OIL AND GAS — RISKS AND REWARDS 2004

Alaska’slotto - Before Government Take

Capital Costs Operating Costs Total Costs
Alaska’s Ranking 45/58 56/58 52/58
Alaska’s Cost $3.75 $6.20 $9.94
Global Average Cost $2.55 $3.34 $5.89

Fuli Cvcle Government Take

Full Cycle Gov’t Take (% Of Pre-Take Net Cash Flow, Undiscounted)

Low Price ($16) Base Price ($22) High Price ($35)
Alaska’s Ranking 33/54 24/54 .9/55
Take on AK Production 71.70% 63.63% 58.40%
Global Ave. Take 70.86% 70.26% 73.34%

Full Cycle Gov’t Take (% Of Pre-1 ake NPV @10%)

Low Price ($16) Base Price ($22) High Price ($35)

Alaska’s Ranking 22/47 16/49 17/53
Take on AK Production 82.17% 72.09% 64.56%
Global Ave. Take 81.05% 74.16% 71.91%

Wood Mackenzie has authorized the public disclosure
of the information contained on this page.



WOOD MACKENZIE
GLOBAL OIL AND GAS — RISKS AND REWARDS 2004

Alaska’s Profitability - FuU Cycle, Post GovtrBmgat Take

Rate of Return (IRR - Nominal)

Low Price ($16) Base Price ($22) High Price ($35)
Alaska's Ranking 15/49 14/52 14/53
Alaska’s IRR 18.09% 23.57% 29.11%
Global Average IRR 15.20% 18.94% 23.07%

Net Present Value (NPV @10% in S/Bbl of Oil Equivalent)

Low Price ($16) Base Price ($22) High Price ($35)
Alaska’s Ranking 17/58 11/58 8/58
Alaska’s NPV $0.90 $2.14 $4.43
Global Average NPV $0.65 $1.33 >2.35

Value Creation Ratio

Low Price ($16) Base Price ($22) High Price ($35)
Alaska’s Ranking 22/66 22166 19/66
Alaska’s VCR 198 3.33 5.82
Global Ave. VCR 190 2.84 4.26

Wood Mackenzie haa authorized the public disclosure
of the information contained on thie page.



Address by the Honorable Walter J. Hickel
The Woodrow Wilson Center, Washington. DC
May 22, 2002
Beyond Unbridled Capitalism and Failed Communism
It’s a real pleasure to be back at the Woodrow Wilson Center and at this podium

Thank you Director Hamilton and Secretary Babbitt.

It's a special joy for me to have my long-time friend Senator Patrick Moynihan, a scholar in this

Center, in attendance.
I respect the work that this Center does, and look forward t,, working with you on Arctic issues...
. especially in connection with your involvement in the new Russie

Woodrow Wilson was one of our most progressive and visionary presidents....
..whose passion to bring fairness and balance into our economic system...
...was second only to Teddy Roosevelt.

What prompts me to be here today relates to that passion.

I have written a book that | consider to be a guidebook for leadership...

...and a roadmap for those parts of the world...

... that are struggling with how to move towards democracy.

Mostly, my concern is for Alaska's neighbors to the West...the Russians...and the billion and a
half Chinese.

Both ofthose great nations tried unbridled Capitalism. And it failed.

Neither had a Teddy Roosevelt or a Woodrow Wilson to balance the power of those who would
monopolize the system.

Both had revolutions....Russia in 1917...and China in 1949.
Both adopted Communism And it failed, too.
Now they are looking for something new...something that will not fail.

They are looking towards democracy, but they won’t return to unbridled Capitalism, any more
than they will return to failed Communism.

| believe there is as third way.



I also wrote this book for those countries elsewhere in the world that have been unable to win the
war against poverty, the breeding ground of tcnorism.

These are delicate and dangerous days in the world. And | hope this book can help.

Last i.»onth one of Alaska’s newspapers called this book "A textbook for every Alaskan, every
American, every world citizen. It lifts the spirit and gives hope to all ages."

I began this project in September of 1990 when | had breakfast in Anchorage with the late
Terrence Armstrong of the Scott Polar Research Institute of Cambridge University.

He invited me to deliver a scries of lectures at Cambridge that would be the core of a book.
Instead, | soon found myself re-elected governor of Alaska and back in Juneau, our state capital.

Then, in 1997, after leaving the governorship, | accepted that invitation to Cambridge University.

“We will help you.”

Those discussions ct vineed me that the world could use a book that was about Alaska. ...but was
bigger than Alaska.

A book that explained...not just in theory, but in practice....how to manage commonly owned
lands and resources....for the benefit of the people.

This is an everyday challenge in the Arctic....but somewhat foreign to those here in the South 49
and Western Europe.

So we went to work.

I call it "Crisis in the Commons: die Alaska Solution" —so let me begin by defining “the
commons."

We, the people of the world, own most of this planet in common.

The oceans are ALL commons. They arc not privately owned. No one will ever homestead in the
ocean.

Alaska is 90 per cent commons.

It's commonly owned....one third by the people of Alaska and two thirds by all Americans.
Russia and China are nearly 100 per cent commons.

Canada is roughly 80 per cent. Australia is 85. And so on.

Including the oceans, nearly 90 percent of the earth’s surface is owned in common or not owned
at all.

It fascinates me that the human race lives in a World Commons and is not aware of it



Few world leaders are thinking about how we should carc for and use the commons...

...for the benefit of the total.

Especially fcr the benefit of the I.cal population...rather than for a political leader, a ruling
family, an orgarch, or a group of multi-national corporations.

And that’s what this book is about.

It isa' ou: a growing crisis...and a solution to that crisis.
It’s 11 isis because the commons is easily exploited.
We in Alaska know all about exploitation.

Alaska was terribly exploited in territorial days.

And Jiere are two kinds of exploiters.

Th sc who come, take and leave nothing.

And i"osc who lock up and do nothing.

The canned salmon interests and the Alaska Steamship Company, both based in Seattle, and the
Alaska Mining Syndicate were examples of those who monopolized and exploited us.

They used their political influence to control key committees in Congress to pass laws to protect
their i tie rests.

And for years they successfully opposed our efforts to become a state.

Finally, jr 1959, wc won statehood, winning control of nearly a third of our land and a third of
our assets.

In our Statehood Compact with the federal government...which included an innovative State
Constitution...

...we kept the csource wealth in public hands...

...but wec namessed the free enterprise system to develop our wealth...
..all in the framework of a cons*;tutiona! democracy.

That's a unique combination...

...public ownership, private development, a democratic government.

We started as poor people on rich land...

.... and, using this formula, we've become a success...



while protecting the beauty and the glory or our lands and sea:.
But we had to face the so-called "Tragedy of the Commons."
Commercial fishing is a classic example.
The tragedy comes when each fisherman races all others to catch the lasi fish.

The result of this Wild West approach...that we used to call "enlightened self interest"....is that
our God-givc resources will eventually be ¢ itcrmina

Al in the name of freedom!

Alaska saw this problem before the rest of the nation.

I helped fight for the 200-mile limit - the Magnuson-Stcvem Act of 1976 - a great achievement
of the late senator Wamen Magnuson and Alaska’s senior senator Ted Stevens.

This law helps protect the offshore commons.

And in the early 1990s, we established Community Development Quotas and Individual Fishing
Quotas in the North Pacific.

Last September, national environmentalists and fisheries experts praised these programs as
models for the nation...

...using the wealth of the commons....in ways that respect the environment...and protect the
resource.

That is "the Alaska Solution."
Our generation didn’t invent these ideas.
They are much older than we are. (Even older .”an | am!!)

It was Alaska’s Native peoples.

The philosophy for successful living in the North was bom when the first councils of elders sat
down to solve problems of using and caring for the living resources upon which they depended,

They put the community first. They cared about the total.
When they caught a whale...it wasn’t MY whale." It was OUR whale.
That was ihe natural way to survive on this harsh land.

Teddy Roosevelt took the next step in governing the commons.

Not only did this man, a blue blood of conservative heritage, save the free enterprise system by
confronting and busting the great monopolies of his time....



....he also had avision for the West.

He added enormously to the national forests, fostered great irrigation projects, and reserved lands
for public use.

And he did something that would eventually affect Alaska more profoundly than any other state
He separated the federal lands of America from the energy resources beneath them

After his death and the Teapot Dome Scandal, his approach became law with the passage of the
Mineral Leasing Act of 1920.

Signed by, who else but, President Wilson.

This law required that the revenues from energy resources on the federal commons shall forever
remain with the government.

That’s why | made it my personal crusade - as a 30-ycar old carpenter and builder - to fight for
Alaska to have a sufficient land entitlement.

When the Alaska Statehood Act was written, it included 103 million acres for Alaska, and the
identical terms of the Mineral Leasing Act.

The revenues from Alaska’s subsurface energy resources were specifically designated to the new
state.

Senator Taft and other leading senators understood that our population was too small. We
couldn’t build a state on taxes alone.

These resources were to be the engine to build our roads and public buildings, our state university
and school systems...to fund our judiciary, our law enforcement,

...and to establish an economy that would free us from dependence on Outside interests.

Wec became the first Owner State.

As | describe in some detail in this boo*,  Jwner State is an unusual combination of public and
private, and it requires true leadership.

Public lands are easily exploited if politicians are afraid to stand up to special interests.
And their resources are left untouched and untapped, if politicians are afraid of controversy
Our Owner State has prospered because of the oil found at the North Slope.

Instead of running out, Alaska’s energy resources have only just begun to help our nation.

And energy is the key to our freecom as a nation,



I see Alaska today as a diamond, a brilliant star, a state with an outstanding quality of life, a
glorious natural environment, and an economy with enormous potential.

What if the same could be said of Russia am ;ic other great commons areas of the world?

What if the same could be said of Africa?

I have visited Africa many times where my son, Jack, served as a doctor and medical missionary.
Wherever | ha.e visited on that continent. | have seen poor people living on rich land.

And | have come to believe that there is no legitimate reason for poverty.

The Alaskan solution could dramatically assist those parts of Africa that are ready to try a new
approach...

...neither classical capitalism, nor socialism.

But something new coming out of the North.

A few days ago lreceived a letter from Maurice Strong, the Canadian who served as the
Secretary General of the Earth Summit in 1992  the largest gathering of Heads of State in the

history of the world.
I hat' uie honor of speaking at that event at Strong’s invitation.

In his letter, he wrote that the world commons "is shaping up to be one of the world's major
challenges in this new century...

... one which is fraught with a great potential for conflict as well as an imperative for
cooperation..."

So, the message of this book...and the challenge | want to urge you to think about ...is the great
opportunity before us.

In the Arctic, wc have vast untapped resources.

ANWR is a perfect example.

mvien | look at America today, | ask myself where are today's pioneers? Where are the
Roosevelts and the Wilsons?

Where is the courage and the guts and the vision?
I dream of a tunnel under the Bering Sea connecting Alasxa to Russia.
I’ve talked for years about a railroad around the world, and this is the missing link.

We have vast supplies of fresh water in the North. It’s time to build a transportation system to
move that commodity...soon to be more valuable than oil...to help the parched and thirsty parts

of the world.



To mpke such projects happen in the commons, government must take the lead.
Let’sjunk the idea that all government is the enemy.

Government in the commons has got to spend money to build a culture!

Our approach can be a model for the nations of the commons where poverty has become un
endless cycle.

And make no mistake, "The War on Terrorism" will be a never-cn™ng conflict unless we strike at
its roots.

Those roots are complex, but they arc fundamentally economic.

Learning to care for and use the commons responsibly for the benefit of the total - people,
people’s needs, and nature...that is "The Alaska Solution."

In a time of darkness worldwide, there is a light in the North.

And, in case you arc wondering, | plan to be around for another 30 years to help make it happen!
Let’s do it together.

Thank you.
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Article IX

Another important but familiar constitutional provision of Article IX is Section 12, which directs the
governor to prepare an executive budget This is a major executive responsibility that is not contained

in Article HI

Two amendments to Article IX seek to curtail annual spending In the summer of 1981, Governor
Hammond called a special session of the legislature to consider a constitutional amendment to limit
annual appropriations. A proposal was adopted, and it was ratified by the voters at the general
election in the tall of 1982 as Section 16 of this article The measure called for the voters to
reconsider the section four years later, and it was upheld by a large margin at the general election of
1986. Section 16 has never effectively limited appropriations b cause the fiscal base was set
comparatively high, there arc numerous exceptions to the limit, and revenues available for
appropriation have fallen short o f what was forecast at the time the amendment was adopted

Despite the failure of the appropriation limit, or perhaps because of it, interest continued in a
mandatory device to curtail spending in the short term m order to set aside money to mitigate future
fiscal crises foreseen from erratic oil prices and from declining production on the North Slope. In
1986, the legislature created in stature a budget reserve fund (AS 37 05.540) In 1990, the legislature
adopted a constitutional budget reserve fund that was ratified by the voters at the general election the
same year. The measure, Section 17 of this article, requires all income denved from the termination
(by settlement or litigation) of disputes with oil companies over back taxes and royalties to be

deposited to the fund

Convention delegates surely gave little thought to the notion ofa spending limit in the winter of 1956,
in view of the lugubnous fiscal prospects .'or the new state, the delegates’ determination to draft a

concise constitution, and their conficence that a citizen legislature would act responsibly.

Section 1 Taxing Power

The power of taxation shall never be surrendered. This power shall not be
suspended or contracted away, except as provided in this article.

Legislatures frequently grant tax exemptions and other tax-related inducements to corporations to
locate within the state. Courts have found that in some circumstances this special tax treatment
amounts to a contractual relationship with the corporation that future legislatures may not abrogate.
Consequently, the constitutions of many states provide that “the power to tax shall not be surrendered,
suspended, or contracted away,” to clarify that tax exemptions granted by the general laws of the
legislature do not create contractual obligations. The mModel state Constitution recommended such a
provision (it was dropped in later editions) Presumably, the delegates adopted this version of the
prohibition to emphasize that the state could legally grant tax exemptions under general law for public
purposes, such as inducement for industrial development (see Section 4). The committee commentary



Finance and Taxation

that accompanied the draft of this section said the following: “The power to tax is never to be
surrendered, but under terms that may be established by the legislature, it may be suspended or
temporarily contracted away. This could include industnal incentives, for example ”

According to Article X, Section 2, the state can delegate its power to tax only to local government

Section 2. Nondiscrimination

The lands and other property belonging to citizens of the United States residing
without the State shall never be taxed at a higher rate than the lands and other
property belonging to the residents of the State.

The "equal protection” clauses of the Alaska Constitution (Article I, Section 1) and the U.S
Constitution (Fourteentn Amendment) hoth stand in the way of the state or a local government taxing
property at different rates strictly on the basis of where the owner lives Technically, therefore, this
section is unnecessary. Symbolically, however, its inclusion was important to reassure nonresident
commercial interests (who tended to oppose statehood) that their property would not be singled out
for tax purposes A similar provision was included for the same reason in the Territorial Organic Act
of 1912 .. nor shall the lands or other property of nonresidents be taxed higher than the lands or
other property of residents." Provisions of this kind are found in other constitutions of westem states
(see, for example, Article XXII of the South Dakota Constitution, a similar provision was deleted
from the Hawaii Constitution by the convention in 1968).

Section 3. Assessment Standards

Standards for appraisal of all property assessed by the State or its political
suodivisions shall be prescribed by law.

Many state constitutions require taxes to be “ur ftjrm and equal.” Section 9 of the Territorial Organic
Act of 1912 contained a uniformity clause “.. all taxes shall be uniform upon the same class of
subjects and shall be levied and collected under general laws, and the assessments shall be according
to the actual value thereof" However, these provisions at times complicated the fiscal life of states
when courts interpreted them h prohibit graduated income taxes, tax exemptions and other
reasonable differences in the treatment of various tax resources. Because of the potential for these
problems, Alaska's constitutional convention delegates decided against a uniform and equal clause.
However, they included this language to accomplish a measure of statewide uniformity in local
property" taxation by requiring the legislature to establish a common set of standards for appraising

property’,
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Senator Hollis Fren h

Cagitol Room 504
465-3892
465-6595 fax

MEMORANDUM

Date: February 16, 2005
To: Senator Tom Wagoner, Chair
Senate Resources Cor
From: Senator Hollis French
RE: Request for Hearing on SB 50 - “Alaska Fair Share Bill"

Per our discussion earlier today, this is an official request that you schedule a Resources
Committee hearing on SB 50 - “Alaska Fair Share Bill" at the earliest possible time,

| have attached a copy of the bill, a sponsor statement, and a sectional analysis for your
information. Additional materials will be made available to the committee aide prior to the

hearing.

Attachments



A I a s k a S tate L egislature

Senator Hollis French

Sponsor Statemknt

SB 50- Alaska Fair Share I 1l

Under the Alaska Constitution, the State is charged with ensuring that our natural
resources are used “for the maximum benefit of the people.*' In terms of dollar
value, oil is indisputably our most valuable natural resource. It is imperative,
therefore, that state government ensure that Alaskans receive a fair share of the
revenue from this public resource. It is also important that a fair share of the
resource be pro' tied to the companies that have contracted with the State to

produce and sell Alaska's oil.

The production tax, sometimes called a severance tax. is a major part of the State’s
oil and gas tax structure. The production tax. like most taxes, is calculated by
using a complicated formula. In general, the tax rate is set at 15 percent of the net
production value. Unfortunately, however, few producers are required to pay the
full 15 percent, and revenue from the production tax is decreasing every year.

Producers are required to only pay a portion of the production tax because of the
ELF (Economic Limit Factor). Under the ELF formula, smaller fields are partially
or wholly exempt from the production tax, and larger fields see their production
tax rate drop every year. Of the twenty producing fields on the North Slope,
twelve pay no production tax at all. Several of the larger fields - including
Kuparuk, which is producing over 1()(),()()() barrels of oil per day —pay less than 3
percent in production tax. Eleven of the last fourteen North Slope oilfields that
have come into production since 1989 pay no production tax. or almost none (less

than lwc).

That exemption applies whether oil is at $ 10/barrel, and profit margins are low, or
at $30, $40, or $50/barrel, when corporate profit margins balloon. At $20/barrel,
profit margins are high enough that BP announced last year it would use excess

dtnniiin Ahi\- SLilf C.ipitol « Jmiitui \LI»kil "M ill o I'Hm 4<>S.VSLZ « | [KMti 1(0 W C o« |\ 165(005
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page 2

Sponsor Statement

SS SB 321 - Alaska Fair Share Bill

profits at that price, and above, to send increased dividends to shareholders and to
engage in a corporate stock buy-back program.

The Alaska Fair Share bill will make two adjustments to the state's production tax
on oil. Ihe first adjustment is simple: it would require all producing fields it) pay
a minimum 5 percent production tax. This provision alone would raise $75 million

in state revenue at an oil price of $22 per barrel.

The second adjustment is more substantive. It would tie the production tax rate to
the price of oil. The bill setsa normal’ price range of $16 to $20 per barrel.
Within that range, no adjustment would be made to the production tax rate,
However, outside that range, the bill would allow the production tax rate to go up
as prices go up and, to be fair, to go down as oil prices go down.

If no adjustments to the production tax structure are made, the State's return from
this tax will diminish rapidly over time. Forexample, in 2003, the State earned
$599 million in production taxes. Looking ahead, the Department of Revenue
estimates that the State's production tax receipts will drop to $180 million in 2013.

The current severance tax law also gives the producers an unfair share of the
state's oil wealth at average and high oil prices. As prices increase, the state's
relative profit share falls. Conversely, state taxes are arguably too high ai very
low prices. Ihe imbalance in favor of industry at high prices is much greater than
the imbalance in favor of the state at low prices.

The Fair Share Bill is not a so-called “Shelfthe ELF" proposal, which seeks to
iImpose a Hat 15 percent tax on all fields, at all prices. This bill recognizes that
smallerand older fields should receive some tax relief under the ELF . However, it
provides for a modestly higher production tax at higher oil prices, and a lower

production tax at lower prices.

Please join me in making a revision to our production tax structure. Let’s be sure
that Alaska gets its fair share of our most valuable natural resource.



Section |

Sections 2-4

Section 5

A I a s k a S tate L egislatur.e

Senator Hollis French

Sectional Analysis

SB 50 - Alaska Fair Share Bill

Amends definition sections regarding tax relief appeals filed
with the Department of Revenue.

5% minimum production tax in most cases. This provision
seeks to remove a current exemption that lets most new oil fields
pay less than 1w in production taxes. While not all fields can
pay Alaska's full 15% production tax. the state should at least
set the minimum tax at 5% (to be reduced at low prices, see
below). Under provisions of Section 5, companies can apply for
an exemption from this minimum tax if they can show it is

necessary.

Taken together, these sections establish a minimum production
tax rate. Currently the production tax is 15%. reduced by the
ELF. In most recent cases, the ELF has reduced the production
tax rate to 1% or less. Sections 2 -4 set a field's production tax
rate at the current rate, as determined by the ELF, but prevent
the ELF-adjusted production tax from falling below 5%, except
in certain circumstances when prices fall below $ 16/barrel.

Increases to production tax when oil is above $2()/barrel.
Decreases to production tax when oil is between S16 and

$ 10/barrel. Deferral and waiver of taxes when oil is below
S10/barrel. This provision aims to make the current tax code
more progressive, so that at low prices oil companies are
protected from high taxes and at high prices the State of Alaska
may share fairly in high oil company profits.
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SB 50 - Fair Share Bill page 2

Sponsor Statement

Section 6:

Enhanced tax factor above $20/harrel. Above $2()/barrel, the
severance lax rate is multiplied by the average monthly price of
oil (West Coast price) divided by 20. Thus, at $20/barrel. the
severance tax is multiplied by 20/20 -- “ 1" —and is left
unchanged. At $30/barrel, the severance tax is multiplied by
30/20 -- “1.5." In that case, a field with a 5% base production
tax will pay 5% times 1.5. or 7.5% . The production tax will
neverexceed 25%.

Reduced tax factor below $ 16/barrel. Below $ 16/barrel, the
production tax rate is reduced by the price divided by 16. Thus,
at § 12/barrel, the rate on a field with a 5% base production tax
would be 12/16 --*.75" -- times 5% , or 3.75 %.

Reduced taxes below $1P/barrel. Below $ 10/barrel, one halfof
a field's production tax will be waived, and one half will be
deferred until a month when prices average ahove § 16/barrel.

Heavy oil exempted. “Heavy oil "is more expensive to produce
than normal crude oil. Many believe the future of oil production
will rely largely upon the production of heavy oil. The bill
exempts heavy oil from the new enhanced tax provisions. It
may be determined during hearings that a minimum tax should
also be set for heavy oil. but that would have to be shown by

testimony.

Reduction in tax. Provides a process for companies to seek a
reduction in the production tax through an application to the
Department of Revenue. The Alaska Fair Share Bill provides
that any enhanced taxes under the bill may be waived if a
company shows that tax relief is needed to make new or
continued production at a field *economically feasible.” This is
modeled on Alaska's existing “royalty relief" law, and uses the
same standards and process.

This section provides a conforming amendment to existing law
to include new provisions in this bill.

February I(>. 2005
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Oil producers profit more in Alaska
CONFIDENTIAL STUDY: Operating costs are high, but small tax bite makes up for It

By LARRY PERSILY
Anchorage Daily News

(Published: February 2, 2005)

JUNEAU — An international consulting firm says Alaska Is a more profitable place to do business than the average
of almost 60 oil and gas producing regions it surveyed worldwide.

The analysis, however, looks only at oil and gas fields where development started between 1994 and 2003,
producing a limited view of overall North Slope costs and government tax bites compared with other proiects
started during that same period.

Legislators on Tuesday released two pages of data excerpted from the competitiveness study by Wood Mackenzie
Ltd. The firm, based in Edinburgh, Scotland, late last year completed Its report, "Global Oil and Gas: Risks and

Rewards 2004."

The state paid $50,000 to subscribe to the report, but Wood Mackenzie's confidentiality requirements prevent the
Legislature from releasing the entire 2-inch-thick document.

numbers show Alaska oil and gas projects started dun. j the 10-year period were among the costliest
worldwide for development capital and operating expenses.

The oil and gas industry often makes the case that Alaska is an expensive place to do business because of its
remoteness and Arctic conditions, and the Wood Mackenzie report appears to verify that claim. It shows Alaska
ranked as the 52nd most expensive region out of 58 in the survey for development and operating costs.

Alaska averaged almost "(10 per barrel in those costs, compared to the worldwide average of close to $6.

But Alaska producers fare much better when it comes to paying taxes and royalties, the report said. The total
government tax bite In Alaska -- federal, state and municipal taxes and royalties — is lower than two-thirds of the

comparison regions.

Wood Mackenzie's analysis also shows the tax and royalty take in Alaska falls as a percentage of total ntc
revenue when oil prices rise, verifying what proponents of higher oil taxes have long argued -- that the state is
taking a smaller share of oil revenue at high prices.

The total government take after oil company expenses over the life of the field is about 71 percent on a
worldwide average, the report said, regardless whether the price of a barrel of oil is $16, $22 or $35. In Alaska,
however, the government share of the net Is about 71 percent at $16 oil, 64 percent at $22 and 58 percent at
$35, according to the survey.

3roducer return on their investment In projects between 1994 and 2003 were three percentage points higher in
M*ska than worldwide at $16 oil and six percentage points higher at $35 oil, Wood Mackenzie reported.

'This does not surprise me," said Dan Dickinson, director of the state Tax Division. "By definition, we are a
egressive system,"” taking a smaller percentage of total revenue when prices are high.

ttp://www.adn.com/money/v-pnnter/story/6111782p-5995045c.html 2/2/200S
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Govr?%nk Murkows'd has asked lawmakers to review the state's oil tax structure, particularly to look at the
s'ite's share wher. prices are high, but he has not committed himself to backing any specific change in tax law.
The state did, however, raise the tax rate administratively on almost half of North Slope production as of

iday.

The information released Tuesday Is limited and does not include all of the date- that went into ranking the
regions. Alaska is the only state surveyed for the report, which included federal leases in the 6 If of Mexico, two
areas of Canada, and more than 50 foreign nations.

Although the company bars subscribers from publicly releasing the full report, the Legislative Budget and Audit
Committee negotiated for release of some of the Alaska-specific numbers, said Committee Chairman Sen. Gene

Therriault, R-North Pole.

Legislators are required to sign confidentiality agreements to read the entire report. As of Tuesday, six had
signed agreements.

The committee, meanwhile, has contracted with Chuck Logsdon, who retired last fall after more than two decades
as the state's chief petroleum economist, to review and verify the report and summarize its relevance for Alaska.

Logsdon's work likely will not be released to the public, Therriault said, under the same rules that govern the
report itself.

"This could be the one glimpse under the covers the public gets,” Therriault said of the two pages released
Tuesday.

“It's tough to start changing policies based on these six graphs,” Rep. Ralph Samuels, R-Anchorage, said of the
SLe'rt summary. Samuels, vice chairman of the Legislative Budget and Audit Committee, said he wants to wait for
i sdon's analysis before judging the state's oil and gas tax structure.

"Your best test for competitiveness Is looking out the window," said Judy Brady, executive director of the Alaska

Oil and Gas Association. The list of companies willing to invest big money In North Slope projects or the
[companies that have left the state Is. good indication of Alaska's competitive position, she said.

The association, which also subscribed to the Wood Mackenzie report, will undertake its own analysis of the
study, Brady said.

Reporter Larry Persily can be contacted at Ipersilv@adn.com or at 1-907-523-9306.
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The article | referenced today.

Qil's Run Is Likely to Keep Fast Clip

Price May Top $60 or More
If Supplies Arc Disrupted
And Dcnnind Fails to Cool

II> BHUSHAK BAHKKE

mﬁ:ﬂ ]-5 rﬁgp%L StREtT JOURNAL
The big oil-price spike of 2004 looks increasingly likely to get a sequel.

As oil pnce%éaé)proached a new high yesterday, industry analysts said the}i are anUupatm_g price increases to
more than $60 a_barrel this year. Some analysts are even beginning to talk of the possibility of greater
Increases —to $75 or $80 a’harrel —inthe event of a major stpply Qisruption, unless red-hot démand fc.
crude cools in Asia and the U.S.

Unlike last year, when rising prices sparked protests in the U.S. and elsewhere, opposition to the increase has
become quieter as businesses and consumers have become accustomed to more expensive ail.

Yesterda%, the actin _secretar% %en_eral of the Organization of Petroleum Exporting Countries, Adnan Shihab-
Eldin, ac nowledct;,e in remarks to r1ourna,llstsb.epo,33|b|llty_0f rices r|5|n([1 to,rqreater levels 1f supplies are
disrupted, suggesting the cartel befieves it has a limited ability to curb worfd oil’prices. Talk of a renewal of last
year's run-up in pricés comes as OPEC's energy ministers prepare to meet in Iran on March 16. While they
could raise production quotas, OPEC already is pumping close to capacity.

U.S. benchmark oil shot above the previous settlement high of $55.17

Heading Up Again a barrel in intraday trading on the New York Mercantile Exchaan5

Cruce olts sexlement prics on the continveus—— yiesterday before retreating. Futures for April delivery settled at $53.57
a harrel, "up 52 cents, after hitting as high as $55.20; On an inflation-
ggatilstf&%gms, oil is still well below highs of about $90 reached in the

Like last year, growing world demand —nparticularly from the U.S. and
China - Underlies much of the price increase. The continued weakness
of the dollar also has set the stage for increases, because oil is priced
In dollars around the globe, and a weaker dollar means less revenue
per barrel for ail producers.

The current surPe in prices also comes amid realizations by OPEC
nations and oil fraders that higher Emces have had a limited |mP_act on
T Al InQAWIER world economic growth. Whilé costlier energ}/ has heen a significant
d,raﬁ on relatively weak economies such as Japan and Germa&y
higher prices haven't been enough to derail recoveries inthe US,,
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China and other more-vigorous areas. With the world showing signs that it can withstand higher energy
prices, there has been little evidence lately to suggest that either oil producers or big consumers are trying to
cap the latest run-up.

"There is no fear of high ail prices,” said Phil Flynn, an analyst at Alaron Trading Corp. in Chicago. "That’s
what scares me the most.” He noted that Federal Reserve Chairman Alan Greenspan hadn't even brought up
the issue of ail prices in Senate Budget Committee testimony on Wednesday.

Energy Secretary Samuel Bodman told a Senate panel yesterday that "'the capability of any member of this
government to influence the members of OPEC is limited.” Mr. Bodman also suggested he had other
priorities. "1 have a lot on my plate,” he told the Senate panel.

The current run-up still could further hurt those economically weak nations, as well as energy-sensitive
industries such as airlines and auto makers. European Central Bank President Jean-Claude Trichet yesterday
cited oil prices as one threat to economic growth.

The latest surge in prices was triggered by refinery shutdowns in the U.S. on Wednesday and a growing belie
among many investors that OPEC isn’t about to increase its produciion. Stockpiles of crude ail in the U.S.
posted another increase this week, suggesting that OPEC wouldn't see a need to boost supplies when it
meets this month. OPEC, led by Saudi Arabia, has made clear that its supply decisions are based in large
part on making sure that inventories levels in major consuming countries don't rise.

As industry analysts pore over demand and supply numbers, they also realize that OPEC has very limited
ability to intervene. This vulnerability in the global supply chain became evident last year, when OPEC was
producing at nearly maximum capacity to meet demand. With demand continuing to rise this year, analysts
reckon OPEC once again will be tested in the spring, as the U.S. driving season begins to use up large
volumes of gasoline and as refiners struggle to keep up with demand for gasoline, diesel, jet fuel and other
products elsewhere.

"l would not be surprised at all if prices sp'ke past $60 [a barrel] in the third quarter, or in the next few weeks
before the OPEC meeting,"” said Deborah White, an oil analyst at Societd Generate in Paris.

Ms. White said the blow to consumers could be much heavier if there is a major crude-supply outage -- which
she defined as two million barrels a day, about what Iraq produces on a good day -- or if 500,000 barrels a
day of refinery capacity is lost. In such scenarios, "the sky is the limit,” Ms. White said. "That means spikes to
$75, $80 a barrel.”

The world currently consumes more than 84 million barrels a day of oil. Rising overall demand and seasonal
surges are expected to lead to global consumption of nearly 88 million barrels a day in the fourth quarter this
year, a level of demand that refineries, making a whole slate of ail products, may be hard-pressed to meet.
OPEC currently is producing 29 million barrels of ail every day, roughly a third of world supply.

Ms. White and other analysts figure OPEC has extra pumping capacity to replace only as much as one million
o 1.5 million barrels a day of crude supply lost elsewhere because of accidents, strikes, wars or other
easons.

-M*y» Jackson Randall and Ana Campo) of Dow Jones Newiwires contributed to this article
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Record Oil Prices Spur Exxon Mobil Profit
By REUTERS

Filed ut 2:11 p.m. ET

NEW YORK (Reuters) - Exxon Mabil Corp. JXOM'N)’ the world's Iar[qest publicly traded oil company, on Monday
B%sétgsd the biggest quarterly profit ever fora U.S. company -- $8 42 billion - driven by high crude oil and natural gas

The blockbuster results easily topped Wall Street forecasts, capping an exceptional year for the Irving, Texas, behemoth.
Exxon's revenue in 2004 was more than $298 billion, surpassing the gross domestic product of countfies such as Austria
and Indonesia.

Surging demand from fast-growing Asian %iants India and China, coupled with fears of a disruption in supplies from
%nllgttengsc tsoubcgras Russia, Iraq and Nigeria, kept oil prices surging for much of last year. Crude prices topped $55 a barrel

Exxon's fourth-quarter profit was equal to $1.30 ashare, up from $1.01 a share, or 56.65 billion, a year earlier. Analysts'
average forecast was $1.05, according to Reuters Estimates.

"They're managing their business like a Swiss watch." said Oppenhcimer & Co. analyst Fadel Gheil

Revenue jumped to $83.36 billion from $65.95 billion a year earlier.

The results did not produce a surﬁe in Exxon shares. One analyst said Wall Street has come to expect extraordinarg
[ﬁaﬁlts from the oil giant. Also, the shares have been climbingfor much of the past year and were already near a 52-week
STRENGTH ACROSS THE BOARD

All three major" usiness lines at Exxon posted a sharp rise in eamings.

The rise in prices drove _eamings at its exploration and production unit to $4.89 billion, up from $3.27 billion a year
eaglier. Profit from refining and marketing operations tripled, to $2.34 billion from $736 million a year earlier, on strong
refining margins,

Healthy worldwide demand pushed up eamings at its chemicals business to $1.25 billion from $476 million,

"This is a particularly impressive set of results given that every segment outperformed expectations,” Credit Suisse First
Boston analysts said in a research note.

Capital spending fell slightly, to $4.23 billion from $4.36 billion a year earlier.

Qil and gas production fell 2 percent in the quarter, hurt by divestments and the impact of higher prices on production-
sharing agreements. Excluding the those items, production rose by | percent.
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Most major oil companies have been stru?gling with sluggish or declining production, faced with maturing oilfields in
regions like the U.S. Gulf of Mexico and Tack of access foregions that house some of the world's la gest réserves.

An Exxon executive said on a conference call the company was not among the winners when Libya on Saturday
ﬁwsarded its first ex Iorattljpp contracts to U.S. companies in 18 years. U.S. oil majors are eager to reenter Libya after
. sanctions were eased last year.

ChevioilrICAaeo Corp.. éCVX.N). the No. 2 U.S. oil company, bid successfully on one onshore block in Libya.
ChevronTexaco on Friday reported that quarterly profit nearly doubled, also on the back of record oil and gas prices.

Exxon shares were up 38 cents, or less than 1 percent, to $51.65 in afternoon trading on the Nev York Stock Exchange,
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HB 118 « ELF



have another handout that | have not quite completed yet,
but | will get to you. These are the q 'estions that | would
like you to answer for the committee and with that, | thank
you very much for vour testimony and certainly appreciate
your indulgence, or my indulgence, or anyway, thank you very
much for your positions. I would like to have, please, Mr.
Jerry Serena come to the table, and please state your name
for the record, and who you represent, and could you give me

please some idea about how much time you are going to need?

JERRY SERENA: Good afternoon, Chairman Davidson, hairman Me-
nard, members of the Committee and other Legislators in
attendance. My name, for the record is Gerald Serena, and
I'm a tax lawyer for EXXON Company, U.S.A., and I'm based in
Anchorage. EXXON is a working interest owner in the Prudhoe
Bay, Kuparuk, Lisburne and Endico*-t fields, and we appreci-
ate the opportunity to present our views on HB 118 this
afternoon. To digress from my prepared statement for a
moment, it will take me less than fifteen minutes to read
this into the record. I'd be pleased to try to answer some
of your questions at any time, or after | read into the
record, and | would also be happy to share with you some of
my thoughts on some of the comparisons on Alaska and foreign

nations that were presented to you yesterday.

CHAIR: And could you include in that please, some of the other

states as well?

SERENA: I'm not sure | can do that today. We'll see how far we

get.

CHAIR: Thank you very much, Mr. Serena. Would you please con-
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tinue.

SERENA: HB 118 is only 25 lines long, but nonetheless it would

result in a major change in long standing oil production tax

policy in Alaska that could seriously impact the continued

development of the two largest oil fields in the United
States, without adding any meaningful offsetting benefit to
development of other smaller fields in Alaska. It would do

this by revising the Economic Limit Factor, ELF, wused in

calculating effective production tax rate for Prudhoe Bay

and Kuparuk, resulting in immediate increases in tax rate in

more than 20% of Prudhoe Bay, and about 60% in Kuparuk.

Make no mistake about it, after we sit through all the

political rhetoric, after we reduce the complexity of the

new double exponential formula to wunderstandable terms, HB

118 is nothing more than an increase to the production tax

rate for more than 90% of Alaska's oil production.-»

It does not close a tax loophole, and it does not correcc a

tax giveaway. It effectively eliminates the benefit of ELF,

a provision of the production tax law that was designed to

reduce the production tax burden on a field as it matures

and the average well rate drops, a provision that has been

an essential part of Alaska's production tax policy since
1977. Why is this tax rate being proposed now? Some would

tell you that it's necessary to stabilize the declining

State revenues. They ignore the cause and effect relation-

ship between HB 118 and further North Slope development.

Some would have you believe that the oil companies can ante

up a little more to help balance the budget over the next

CWO years. That their profits are more than enough to allow

this. They ignore the economic reality that projects in



Alaska compete with other projects throughout the world for

limited investment dollars.

I won't take up your time today with the discussion of the

philosophy of state spending programs, or the abilities of

certain taxpayers to supplement revenue sources to meet

them. Instead, my remarks will focus on how the tax in-
crease, which would be brought about by HB 118, would jeop-
ardize the recovery of additional oil at Prudhoe Bay.

First, as background, let’s takn a brief look at the history

of ELF. ELF was first adopted in a major revision of Alas-

ka's production tax laws in 1977. At the time when Prudhoe

Bay production began. Prior to that time, the maximum oil
tax rate was 8%. The 1977 change in the law significantly

increased the basic rate to 12 and a quarter percent. But

you also incorporated the ELF in recognition that the basic

rate should be scaled down in appropriate cases." ELF re-
sulted in an effective oiltax rate forthe Prudhoe Bay
field of approximately 11.3% as of June of 1981. In July,

1981, the basic rate was again increased from 12 and a

guarter percent to 15%. And the ELF factor was fixed at one

for the first ten years of production from th-3 Prudhoe Bay

field. This suspended the application of the ELF factor at

Prudhoe Bay for six years, until the summer of 1987, ten
years after Prudhoe Bay production began. During that whole
time we paid production tax on a 15% rate. The highest in
the nation. In the case of the Prudhoe Bay field today, the

ELF factor reduces the basic tax rate of 15% to approximate-

ly 12.3%. In 1988, average daily oil production at Prudhoe
Bay declined to 1 million, 450 thousand barrels from the 1
million, 500 thousand average achieved in prior vyears, and
we anticipate that this decline will continue. This is a
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normal physical occurrence for an oil field which is a

depleting, non-renewable deposit of petroleum. The fact of

the decline was inevitable. The recurrence, however, was

delayed until now by an efficient and (indiscernible) devel-

opment plan implemented by the owners. That development

be implemented at Prudhoe Bay today

handling facili-

plan continues to

through further development drilling, gas

ties, and extension of enhanced oil recovery on the drawing

board. These investments will increase recoverable reserves

at Prudhoe Bay and maintain higher levels of production.

The types of projects that contribute to this effort are

bounded only by technological innovation and economic feasi-

bility. Many future projects to maintain production and

increase recoverable reserves at Prudhoe Bay are marginal

investments. They are similar to the projects to develop
smaller fields on the North Slope in this regard. While HB
118 might lower the production for some smaller fields, it

would discourage marginal projects at Prudhoe Bay. Such a

to wunderstand since it is <conceivable

Prudhoe Bay might

tax policy is hard

that the undeveloped marginal reserves at

exceed the potential reserves of all the small field pros-
pects identified to date. The result would be less total
oil recovery from Prudhoe Bay, and consequently, less royal-

ty and taxes for the State of Alaska, and fewer jobs for

Alaskans.

Since the initiaJ development EXXON has evaluated and sup-

ported several projects to increase recovery at Prudhoe Bay.

These projects have included wells on closer spacing, en-

largement of fluid handling facilities, artificial 1lift, and

water injection. The cost per barrel for these projects to
increase recovery was twice the cost of the initial develop-
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merit. This trend of less profitable projects will continue.

Future projects which are being planned include wells, |

mean closer spacing and (indiscernible) oil columns. Addi-
tional enhanced oil recovery, development of small reser-
voirs and new iaeas such as horizontal drilling. The cost
per barrel of these projects will be more than five times as

much as the initial development.

In the future, other marginal projects will be defined as
research continues. Just how many of these marginal
projects will be justified at Prudhoe Bay? How many of the
more than 10 billion barrels must be Ileft if the current
development is completed can be recovered eventually? No

one knows for certain because the economics are marginal and
a number of factors will have an impact on the limit to
which projects can be justified. But one thing is certain,
HB 118 would place future marginal projects at PFudhoe Bay
in jeopardy. The production tax increase proposed by HB 118

significantly reduces the incentive to produce these margin-

al barrels.

Loss of marginal projects at Prudhoe Bay will reduce the

rate of production, and ultimate oil recovery, thereby

reducing jobs, State royalty and tax collections. It is an

economic fact of life that oil companies like EXXON endeavor

to commit their capital and resources only to proven invest-

ments that provide their shareholders with a reasonable

return. They are most selective in this process.

Two decades ago, the quality of North Slope investment
opportunities caused EXXON to commit billions of dollars in

the initial development of Prudhoe Bay and construction of
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tax. As a result, petroleum development in Alaska has
accounted for about 85% of State revenues during the past 12
years. And, in addition, has established a nearly S10

billion Alaska Permanent Fund. However, each succeeding

development project must stand on its own feet and the

methodology for evaluating the quality of these projects
today is the same as that applied at the time the initial

investment was made. Major development projects of Prudhoe

Bay require the approval of all three of the major owners.

Each of the Prudhoe Bay owners evaluate the economics of the

new proposed investment Dbased on the needs of its company

and the criteria established by its management. EXXON is
not privy to the decision-making process at ARCO or BP since
our companies are in keen competition, and | cannot comment
on their procedures. I can, however, tell you something

about how EXXON evaluates future development projects at

Prudhoe Bay. This project, this process includes the evalu-

ation of various types of risk: geologic risk -- reservoir

risk, drilling risk, and political and economic risk, in-

cluding Prudhoe oil prices and taxes.

The introduction of HB 118 adds to the overall risk by
affecting our perception of future tax stability in Alaska.
Under HB 118 the production tax rate at Prudhoe Bay, during
the mid-1990's is projected to be almost three times higher
than it would be wunder current law. EXXON, obviously, has
great interest in optimizing the recovery of oil at Prudhoe
Bay in view of the enormous investment it has made to date;

however, future development projects must stand on their own

feet, and are evaluated primarily on the basis on the return
on the funds invested. We do a discounted cash flow analy-

sis, which offsets all project expenditures required against

113



additional revenues projected based on the additional oil

recovery our engineers predict, and the price we anticipate

that oil will oring on the market when produced. If the
economics are attractive the project will be approved. If
not, the project will likely not proceed.

There are two elements of this formula where EXXON has
little control — <crude oil price forecasts and Alaska
taxation. With respect to crude oil prices, we try to
forecast as accurately as possible based on economic, polit-
ical and geologic intelligence from around the world. I
don't have to tell you that this has been a less than pre-

cise science in more recent years. The vagaries of the

world petroleum markets are surely one of the reasons that

we are here today talking about this production tax in-

crease. With respect to Alaska taxation, we make an assump-
tion. We assume a stable tax policy based on fairness and
uniform administration. State tax liability 1is a critical
factor upon the economic evaluation formula | have de-
scribed. Production taxes are especially significant si, ze
they are based on gross value of oil produced irrespective
of the profitability of the producer. HB 118 seems to be
based on the premise that production taxes are in effect
taxes on the oil field, not on the oil company, and that
larger oil fields should contribute at a higher rate than
smaller fields. Let me make it clear. Oil fields don't pay
taxes. Oil companies pay taxes. Oil companies, like all

other commercial enterprises, are in business to make a
profit. When taxes are increased so as to cut too deeply

into that product, investment activities will inevitably be

trimmed back.

Tax policymakers should not confuse the production rate of a
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field with its profitability. HB L18 imposes a higher
production tax rate on larger fields. The average produc-
tion rute per well at Prudhoe Bay during the mid-1990's, is
projected to be the same as at Lisburne today. However, HB
118 would impose a production tax rate on Prudhoe Bay at
that point in time which would be six times higher than on
Lisburne today. This doesn't make sense. Projects wunder
consideration today to increase recoverable reserves at
Prudhoe Bay represent state-of-the-art technology, with
cost per barrel several times higher than the initial devel-
opments at Prudhoe Bay. The reduction of crude oil prices

the last few years has already cut the go ahead margin

short. An increase in production tax at this time would
only further compound the problem. It is estimated that
over 10 billion barrels of oil will be left in the Prudhoe

Bay reservoir after currently planned development has been

completed.

To obtain the maximum recovery, more and more marginally

impossible projects must be implemented. Future projects
may include drilling on closer spacing, drilling in thinner
oil columns, expanding enhanced oil recovery projects,
developing smaller reservoirs, and expanding work-over
programs on existing wells. Implementing such marginal
projects will allow for partial recovery of this 10 billion
barrels. How much additional recovery we may expect is
uncertain. However, these projects have to be justified,

ased on a similar risk assessment applied to ea:lier Prud-

hoe Bay projects. This includes the risk of a change in the

tax structure.

W hile the current production tax rate is high compared with
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other states, it has represented stable tax policy which has
encouraged enormous investment. To eliminate ELF now, at
this historical time when it was intended to have its impact
and benefit, would be a departure from the stable tax policy
so radical as to send a clear message to oil companies and
other investors that stability and fairness are not neces-
sarily <characteristics of Alaska's tax policy. You must
consider the repercussions before vyou send that message.
Elimination of ELF will mean that investment dollars and

jobs slated for marginal North Slope projects are more

likely to go with the lower risk projects elsewhere.

We have one final comment. HB 118 would repeal the proceed-
ing under current law whereby taxpayers can rebut the statu-
tory assumption of 300 barrels per day as production at the
economic limit. The taxpayer can do this under current law
by introducing wevidence on the -economics of a particular
field. HB lib would arbitrarily fix this rate at 300 bar-
rels per day for all fields. The provision in current law
was designed to provide tax relief for marginal fields so
that the production tax burden would not be a factor in
shutting down the field. It works. The owners of the Milne
Point field applied for relief before the Department of
Revenue under this provision successfully in 1986. In view

of the Administration's desire to encourage development of

marginal fields it makes no sense to repeal this provision.

To summarize, EXXON urges you not to support HB 118. It
could have a profound effect on future development invest-
ment at Prudhoe Bay, compounding the already serious situa-
tion brought about by lower crude prices. Any benefits to

Alaska from marginal field development provided by HB 118



would be more than offset by the impact on royalty and tax
collections at Prudhoe Bay and Kuparuk. To pass HB 118 into
law would be ill-advised and short sighted. Continued

stability in production tax policy will strike the best

balance between future development and State revenue collec-
tion. Above all, Alaska must remain competitive in the

guest for future investment dollars. This concludes my

testimony. EXXON appreciates the opportunity to present our

views this afternoon on this critical issue.

CHAIR: Thank you, Mr. Serena. We appreciate your remarks. Is

your residence Alaska?
SERENA: Yen.
CHAIR: Thank you.

SERENA: I reside in Anchorage.

CHAIR: Thank you. Are there questions by members of the commit-

tee? Representative Navarre.

NAVARRE: Yeah, | have a question. On page 7, 8 and | guess 10,
you refer to political risk, you investment scheme based on
political risk, and 1 think what you're putting across here
is if this legislature doesn't change the ELF that will give

you some confidence that future legislatures won't change
it? I mean that suggestion you're making, that doesn't seem
like that's a good likelihood. I mean, | think each legis-
lature has a responsibility to determine whether or not they
think its a good idea, given the nature of the political

arena how could it give you any real confidence?
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SERENA: Where are you referring to?

NAVARRE: On page 7, you, about the fifth line down you were

talking about the political and economic risks. On page 8,
you assume a stable tax policy, and the backup page 10, you
talked about the message that we're going to be sending to

the industry and, | can't find it right now, but somewhere
in your testimony...
SERENA: Six up.

NAVARRE: Page six?

SERENA: No, page 10, 6 up from the bottom.

NAVARRE: Page 10, 6 Ilines wup from the bottom. No-,, that's,
that's ...
SERENA: I think | understand and | think | will move citations.

There's two elements to this, this ELF business that we're
concerned about. We're concerned when we review the econom-
ics of a particular project. We have to address what the
current tax law is, and how that would impact our economics,

and we also have to do some sensitivities to address cases

of more, heavier tax burdens. The second element, and that
fits into those sensitivities, is how practical and how
likely do we think they might be. And | have to tell you

that he.e in Alaska, there's a great concern because ELF
legislation has been reviewed in the last two legislatures,
that there is a certain instability to the tax climate here.

T don't know that we would come to you and tell you you
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shouldn't take these things wunder consideration to help
that. We've found some legislators who do support our
position, others who clearly are opposed to it, and in
making our economic decisions and in committing our capital
to investments in this State, that plays a role. Now its in
the best interest, | believe, of Alaskans and of the State
of Alaska, and of the State government here, to try to

encourage continued investment and not to, to remove those

guestion marks. You know, in a similar situation with the
Governor's bill with wunitary taxation, there are question
marks in the minds of foreign investors. He's trying to

remove those and trying to move stability in that income tax
area with the foreign investors. Well, that impacts us.
The dollars are significantly more than in the income tax
area, and that's a concern and its a sensitivity we will

always have to evaluate when we put a project together.

Does that answer your question? I don't know if there's a
lemedy to it, and I'm not here today to tell you you can't
do this anymore. I'm just telling you what the practical
consequences are of a company like mine when we perceive

legislative climate or a political climate that lacks this

element that we would refer to as stability.

NAVARRE: Yeah, | guess my own comment would be that the, 1 mean,

if this legislature doesn't change it, does that make it
unstable? I mean do you think the next legislature would be

less inclined?

SERENA: I think directionally that if we could Ilook at three

legislative sessions where ELF legislation did not succeed
that directionally we would be moving toward a level of more

stability than less stability. And what the measure of that
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is | can't say. Again, we're just talking about what our

perception of the overall economic, or if you want to call

that political because that's economics that are imposed
upon you as taxing authority, its our perception of what

that environment is.
NAVARRE: Another question.
CHAIR: Go ahead, Representative Navarre.

NAVARRE: Could you provide us with where EXXON's other major
investments are and what the relative stability, political
taxing, whatever the climate is 1in those investment areas,
and also, you mentioned earlier that you'd be happy to
discuss the differences between some international develop-

ments and in Alaska, and how it compares and I1'd be real

interested in that.

SERENA: On the first part of your question, you don't expect

that right now, do you?
NAVARRE: No.

SERENA: Mainly to talk about that a little further, so I'm sure

I understand what it is you're after there. As far as
commenting on international operations, | guess, Hugh Motley
passed this to me a few momentsago. That's what happens
when you had clean up in a situation like this. EXXON does
have extensive overseas operations and | have been involved
in them from time to time. But we operate in some of the
countries that are listed here. I believe the United King-
dom and Indonesia -- not in some of theother countries
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there listed. I just got this this morning and I'm refer-
ring to this. I think it was presented to you yesterday, so
I can't conclusively give you our views, or critiqgue 1it, but
there’s a few thoughts that | had that I've jotted down that

I'd like to share with you.
END HRC 89-125, Side 1

BEGIN HRC 89-125, Side 2

SERENA: ...are being made between the State of Alaska, state of
our republic and other sovereign nations. I understand that
the oil fields might have some resemblance, so maybe that

justified it, but when we talk about taxation in sovereign
nations it represents the whole package of taxation that
applies there. Now, when we talk about taxation in Alaska
it doesn't necessarily represent the whole package. Its

also a little unclear to me whether these charts include the

federal tax burden or not. I, some people told me they do.
Some people told me they don't. In any event, we would
certainly like to run through these and verify the numbers.
|l see there's one, there is one clear error, | think, with
respect to the United Kingdom where the Alaska revenue there
jumps to 3.7 billion and its 3.1 on the other charts. The
bar charts goes that high too. I assume that's a misprint,

but in any event, | think these figures need to be reviewed

a little more carefully.

Now, having said that, that'd be the easy way to get out of

it, but you can't compare states to countries, but there are

a few remarks that can be made. First off, and | guess |

should tell you I've had some experience in EXXON's over-
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seas operations. I spent five years in our affiliate that
dealt with negotiating exploration contracts with foreign
governments around the world. In most cases, almost without
exception, the oil and gas and minerals in those countries
belongs to the state. That's a little different than here
in Alaska. Here in Alaska it belongs to the State because
the State happens to own tlI.3 land that's over it. There it
doesn't matter who owns the land, the minerals belong to the
state. You start with that proposition. There's no private
ownership of minerals. So when you want to explore and
develop and exploit those minerals you deal with the state,

you deal with their state oil company.

CHAIR: Well, on that point then, Mr. Serena, then doesn't it
make sense to make comparisons maybe between nations and the

State of Alaska since the State of Alaska 1is the owner of

the oil?

SERENA: Let me continue here. I’d like to address that owner-

ship question just a little bit further, but...

CHAIR: Please continue.

SERENA: The political systems, the legal systems that are in

those countries in some cases resemble some principles of

Ai.glo-American law, in other cases they don't. They don't
resemble our laws at all. The State owns all the oil. It
still owns all the oil. The form of the contract under

which the company explores and develops there 1is different.
In general, and Mr. Ottom referred to this, the contract
that we see more often than not, and this is in the case in

Indonesia for sure, is a production sharing agreement, or
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production sharing contract. Under the terms of that agree-
ment, the foreign oil company puts wup all the capital to
explore and all the capital, usually, to develjp a resource,

but when the field comes on stream there’s an accelerated

recovery in that investment. It's called cost oil. Gener-
ally speaking, all the exploration costs come right off the
top. In some cases, all of the development costs come right
off the top as well. I think Mr. Ottom and Mr. Motley

suggested that if we applied that principle to Alaska there
would be $25 million that would come off the top. An'd |
don't think anv of you would be in favor of that kind of a
program. So, the form of the oil contract is different,

also, you have to look at each one of those countries be-

cause their physical environment is different. And in many
of those cases they are much closer to market. They don't
have to have a pipeline to get their oil to a port facility.
So, that’s different too. Now, | can tell you a little
about Indonesia, and | don't want to get into it in great
detail, but | know there was a quote in here, 1 think it was

by an ARCO official about Indonesia and how they see Indone-
sia as being very stable political climate. I can tell you
from EXXON's oerspective that when we deal with a foreign
nation in trying to explore and develop its national re-
sources, taxability and our perception of taxability 1is a
paramount important to us. About three years ago in Indone-
sia, they changed the form of the income tax law there and
they extended it, all one income tax law to cover all inds

of taxpayers, and at that time the form of that production

sharing contract was revised. I happened to have played a

role with EXXON in negotiating some of the provisions of

that new production sharing contract. It was the first one

under the new tax law. Stability was of paramount concern



to us, and stability was whatthe government was able to
deliver in that case. So, thelessen | think that teaches
us is that stability is something that we look for in these
foreign countries where we look for oil. It gets back to
our discussion earlier, stability in Alaska. So, its the
same in that regard, but other than that 1°’d like to reserve
any other comments on that unless you have specific ques-
tions because | think its pretty dangerous to try to compare

states with foreign governments.

CHAIR: You have an additional questior, Representative Navarre.

NAVARRE: I had an additional comment with the $25 billion coming
off the top. I think the assumptions are a little bit
incorrect. We wouldn't owe $25 billion now. We'd go out

and recalculate from the beginning when the investment was

made and then split the shares of the profit after the $25

billion was taken off the top of that, recalculate and |
don't think it wou”d come out to $25 billion. | could be
wrong.

SERENA: No, you're correct. If the point of focus was today to
try to change things around, that's correct. But had we

gotten into this type of foreign-type agreement back in the
1960's or the 1950's when these leases were first let on the
North Slope, that wouldn't have been the case necessarily

under the principles that apply to those agreements today.

NAVARRE: Right. If we took it from right now based on the

infrastructure we wouldn't owe $25 billion off the top.

SERENA: Correct.
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NAVARRE: If we went back and recalculated the $25 billion would

come out of formula, | mean come right off the top of that
profit that we split.
SERENA: The point here is that this 1is a snap shot. When we

grab for a snap shot, and unless you know what happened

agreement to explore

the full

before from the very day that the first
for oil in that country was signed, you don't have

picture and they'd bear further looking into.

NAVARRE: So you’re saying that there are lots of variables that

you cannot grab.

SERENA: There certainly are.

CHAIR: So, anyway that still leaves us with what i,s a fair,

reasonable and appropriate public policy when it comes to

oil taxation. One other question from you, Representative
Navarre.
NAVARRE: Is there any parallel? I mean, can we get the informa-

tion on, on the cost of production in Indonesia? Calculate

the cost of production and the amount of profits in Alaska,

and figure it out?

SERENA: Well, | have some concern as to what relativeness this

adds to the present inquiry here. First off, there's got to

be a natural reluctance on the part of a company like my, or

any other company to give you more information than the law

gives you access to. If there's a legitimate inquiry in the

1 gislative committee, we certainly would try to cooperate

125



with it. I think, | can't answer the question across the
table. I know that you've put some questions together and |
saw those this morning, and we're certainly going to look
those over and see if we can, what answers we can put to-

gether for them.

CHAIR: I just want to make this point. I think you referred to

law and information. It might be worth mentioning here that
perhaps more information would beget less law, whereas now
we face a situation where less information is going to get

more law. At least its one way of looking at it. Represen-

tative Navarre.

NAVARRE: Yeah, I, | just wanted to comment, | agree we can't

take these charts and look at them and 3ay, Alaska's getting
screwed in this deal based on this chart. We don't have
enough information, clearly. If we're going to wuse these
charts for an example, and if, or if we're not going to use
them, we need more information. We need to know all the
production costs, who paid for them, and how much the prof-
its were, who got what share of them if we're going to try
to compare with Indonesia, for example, we could go back
however long and get all the costs and calculate it out and
then we could do a comparison. You're arguing that that may

not be relevant to HB 118, but if we wanted to do a compari-

son, could we get that information.

SERENA: Subject to developing further what the precise informa-

CHAIR: We appreciate your <cooperation. My question

tion was and we had a starting point with your list of
questions, we certainly would cooperate with you to try to

do that.

is a much
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simpler one. It's on page 4. You mentioned that while HB
118 might lower the production tax for some srr.jller field,
it would discourage marginal projects at Prudhoe Bay. Are
you using smaller and marginal interchangeably here, or are
you saying that Prudhoe Bay projects has marginal, that
Prudhoe Bay has marginal projects within it, or that Prudhoe

Bay is a marginal field? What are you saying there exactly?

SERENA: The comparison I'm trying to make here is between small-

er fields that the State 1is (indiscernible)...

CHAIR: Milne Point, you mean?

SERENA: Yes. Along with several others. Fields that are small-

er in comparison with Kuparuk and Prudhoe Bay, and the whole
investment decision to move ahead to development of that
entire field, at Milne Point that's already been undertaken,
but there are smaller fields that the Department of Revenue
has listed here in the last few days before you. The whole
decision to move ahead with investments with respect to
developing one of those fields, at the ground floor level,
isn't a whole lot different than the decision to move ahead
with further development in Prudhoe Bay. We can cut that

kind of a project out, depending on what kind of a project

it is, and maybe rothing more than a development drilling
program.
CHAIR: What's a, what's an example of a marginal project at

Prudhoe Bay?

SERENA: Development drilling.
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CHAIR: Development drilling.

SERENA: As we continue, as our oil field continues to mature we

have to put more development wells into it to maintain the

production level. And usually, we look at those wells in
groupings in terms that I, | think Mr. Ottom described some
of them to you earlier with respect to Kuparuk. When we

consider those projects each one of those wells has a cost
on it, the group of wells has a cost as well. And we go
through the process here that I've described here to deter-
mine whether the investment over a period of years in those

wells is going to give us a return sufficient to justify it.

CHAIR: You indicated your clean up. I didn't get to ask this
guestion to BP or ARCO. "Il just ask you and hopefully the
others will respond. How fast would you like to extract the
oil from Alaska?

SERENA: That's a decision that |1 think is driven by the physical

CHAIR: In your professional judgment, do you feel that

characteristics of the reservoir. We, we want to follow an
optimal and efficient program of developing that oil field.
We don't want to slow it down and lose any oil. We don't
want to speed it up and do anything reckless. The oil field
characteristics dictate that. And | can't speak on it any
more than that. I'd have to defer to one of our engineers

or one of the other technical experts that's here today.

the

extraction, or at Jleast the policy from your company will

speed it up as a result of the ELF 20th of June 1987 date

compared to whether it had not.
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SERENA: June the 20th of 1987. Okay, this is when ELF became
effective, right? At Prudhoe Bay.

CHAIR: Was there an effort by your company to speed up produc-

tion after that?

SERENA: I think one of the earlier speakers today said that the
decisions aren't necessarily the decisions that were made
immediately after that date. They were decisions that were
made after that date, and a year or two, three, four, before
that date. We knew thd tax rate was going to come down.
That was part of our economics. That incurs, directionally,
that incurred more investment, more active investment then,
than would have otherwise have been the case. What the
measure of that is | can't tell you right now. I, |1 don't
know how succinctly we could identify that, but there is no
guestion that incurrence, that investment and moved it ahead

rather than backwards.

CHAIR: Thank you very much, Mr. Serena. Do we have questions
from other members of the committee? Representative Fur-

nace, and then Representative Hudson, and then Boucher.

FURNACE: Thank you, Mr. Chairman. I will be brief. Mr. Chair-
man, | appreciate your comments on the bar(?). Would vyou
share with the committee to the best of your knowledge on
the percentage basis, how much of EXXON's investment and

operation is in Alaska versus other sectors of the United

States?

SERENA: Well, I, I, it's hard to sa” . It depends on what your



yardstick is. I guess from a standpoint of production, a

very significant of our production is in Alaska. I'm not
certain but 1 think it approaches 50% of our production in
the United States. From the standpoint of property, a
significant amount of that 1is, you know, involved in the

North Slope operations, but what percentages our real

property, | just don't know. With respect to individual
employees, as you all know,EXXON does not operate the oil
fields onthe North Slope. Our interests are, our ownership

interest is roughly about the same as ARCO's interest s,
but ARCO and BP are the operators so we don'c have the same

employee presence here in Alaska that those two companies

do.

FURNACE: Thank you....

SERENA: I think that one yardstick of production is a very

telling one. It's very important to wus.

FURNACE: Can you just, in a thumbnail shape here, compare the
political and taxing policy of Alaska that you operat.

versus other states within the United States that vyou're

currently operating.

SERENA: Well, | want to proceed very carefully as | answer that
guestion. Alaska is a very challenging political and taxing
legislative environment. There are approximately 200 em-

ployees in the tax function of EXXON U.S.A., 199 of them

live in Houston. Only one lives outside of Houston and
that's me. So, that's what we think about Alaska's tax
problems with respect to our manpower resources. We, we
have challenges in our tax compliance area. We have chal-
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lenges in th® legislative area. We meet with you all the

time. Year after year we talk about ELF and we talk about a

lot of other things. We, you, and this legislature is very

pro-active in the tax area and we are pleased with that in

many cases. We're disappointed some time, particularly with

respect to ELF, but it's a ery challenging environment. We

like things just the way they are. We've never come to you

and asked you to reduce our taxes. We don't want you to

increase them either.

FURNACE; Thank you, Mr. Chairman.

CHAIR: I can't help but comment here why you've been depressed,

or curious about the employees such as yourself. I don't

know whether to call you a citizen of Alaska or a citizen of

EXXON. I think you guys have a very, very
lifestyle and | just had to s<iy that. I probably won’t get

specialized

the opportunity again.

FURNACE: Excuse me, may | make a statement for the record. You

have asked on many occasions, in fact, you made a comment a
moment ago about the absence of information and the state-
ment was, less information creates more loss. I think we

need to be very sensitive here that the sharing of informa-

particularly within the industry, because of their
to be handled

tion,
competitive inferences within the industry has

very carefully. As you well know there is a very quick

inclination to charge price fixing if the industry does

disclose too much information. And it is also the problem
of being able to protect proprietary information. So, you
know, we chastise them for information but we need to be

sensitive of those two points.
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CHAIR: Thank you, Representative Furnace. I think that's a
point well taken, and perhaps now that you've mentioned the
fact that perhaps the State of Alaska needs to develop a
couple of tools that we do not have so we do not have to
deal with the problems of proportional emotions that would
be a marketing arm by the State government to determine
exactly what the value of the oil would be as well as some
method or tool that we could wuse to develop what those
reserves actually are and not have to depend on the informa-
tion we get from the industry. Thereby protecting both of
us and perhaps coming out an information base that would be
easy to develop sinful fact policy from. With that | would

like to go on to Representative Boucher.

BOUCHER: I think it was Representative Hudson.

CHAIR: Oh, I'm sorry.

HUDSON: That's all right. Let Representative Boucher go.

BOUCHER: I want to go back to what really this is all about;
maximizing our production for the Jlongest period of time.
There was, | date back to the beginning on this thing and it
was our concern that indeed, they'd just drive (indiscerni-
ble) and move on. Well, for whatever reason that hasn’t
been the case. I would like to form a question. In 1988,
this is on the bottom of page 3, sir, the production dropped
from the hundred, 1.50 to 1.45, and of course, depending
upon the figures that are available, that decline appears to
have been, that decline appears to have been pushed out a

period of time by the investment. Is that not true?
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SERENA: I think that's clearly the case.

BOUCHER: I think, | think 1'd like to know how much has been

invested. This question probably was asked, and by that
investment, how much more oil was produced? And obviously,

the State of Alaska didn't have to invest in that. And how

much revenue that resulted to the State in terms of sever-

ance tax by the additional investment. Does that question

make sense to you?

SERENA: Beginning at what period. What time frame were you...

BOUCHER: You pretty well know. You know when you had to start

doing, when you had to start adding to the natural furction

of the reservoir. I'd say from that time, in other words,

there's two options you could take and they would'have been

no additional work, no water injection, etc. Just drain the
field off. If that had happened what would be flowing
through that pipeline today? I think considerably less than
that. And | think that's one place that | would be very
interested in, and | haven't unless | haven't retained that

information, heard that story told. Never mind the amount,
and these are important, the amount of money, but by apply-

ing technology to the field how much money do you spend?

How much additional production? What was the return to the

State? And | think you will find that to be a significant

amount, but even more important | would like to find out,

suppose nothing had been done, at what level of production

would we be today? And would the world oil price be just

the same is they were?
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CHmIR: Would you like EXXON to get those answers to you, or are

you (indiscernible)

BOUCHER: No, | think, if that question has been asked in the
body of information that has _ome to you, Mr. Chairman, then

it doesn't need to be repeated. But, I'm asking that ques-

tion to the industry in general.

CHAIR: Thank you, Representative Boucher. On the the question
of questions, | would just like to announce that the commit-
tee will develop additional questions, <chat 1is to say in
additions to the ones handed out to you regards cost and
other things, and a special question for Mr. Williams. On

your handout you showed production costs of $3.39, and |

would like for you to show, if you could, how you break
those costs down. Now | would like a specific idea and if
you could get that information to the committee we will be

forwarding to the othar companies who had expressed their
positions on production cpsts, we will be forwarding other
guestions of that general nature to you. I am going to take
one mc-e Representative's questions and then, hopefully, we
can bring this meeting to a close. Representative Collins,

you have the last word.

REPRESENTATIVE VIRGINIA COLLINS (COLLINS): Women just love that.
Thank vyou, Mr. Chairman. I have | guess a couple of com-
ments and one question. It would seem that the information
relevant to comparison between Alaska and other <countries
was generated by the Administration. It would seem appro-
priate that they provide the backup so that we can see what
kind of information they were using at the Lime they come up

with these comparisons and we could compare that with what-
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ever we get from you, and that would be more helpful to me.
I, the question | had is do you agree with Mr. Williams that

the formula as identified in the HB 118 is in error?

SERENA: I agree with Mr. Williams that it points up a serious

proolem. The formula se, out there works, it doesn’t neces-
sarily work the way the Administration has told you this
bill is supposed to work. The problem and the complexity of
this formula 1is such that we ask our legislators to review
it and to reach an end rerult, and we don't necessarily
have, it's not our place to expect you all to be experts in
algebra, but things are so complex here. This formula has
now become so complex that |1 had to read it five times
before 1 could jot it down on paper, and there was some

confusion in our office when we asked our analyst to run

through it. I, | agree that the problem that the, that Tom
brought to your attention before, | think 1is a prpblem and
needs to be resolved. We've drawn up some curves that we
think will go on these, and its not clear whether that's

consistent with what the stories that you got from the

proponents of the legislation or not.

COLLINS: Thank vyou. If I may followup. One of the other curves

that | seem to hear as a result of the discussions of the
guestions that are being asked 1is really a question relevant

to profitability degrees, and profitability among the indus-

try or among | would say, maybe the private sector in gener-
al, are there some standards at which point, | mean a profit
is a profit. You can have a profit of a dol... 1%, or you
can have a profit of 50%. Is there some level out there

that is kind of standard that people say, you're wasting

your time if you're not making a profit of over 5% or 10% or



whatever?

SERENA: No, and as | mentioned earlier, those decisions are

highly sensitive, proprietary, classified. ARCO and BP

aren't going to tell us what their criteria are, and we
don't tell them what ours is. Ours changes from time to
time. If 1 could tell you, I'm not even sure what it s

right now, but those decisions are made by management of our
company to determine where our capital and our resources are
going to be directed. And they change from time to time,
the system of evaluating 1is the same, but it depends on
what's perceived to be the price of crude oil, and just how
good a particular investment is at a particular point in

time.

COLLINS: Thank you, that's all | had, Mr. Chairman.

CHAIR: Thank you, Mr. Serena. I think we better close this off

or I won't beable to afford to transcribe the notes. I'd
like to thank all of you for coming today and if there s
anyone left out there from the teleconference, thank you for

hanging in there, and at b:32 this meeting is adjourned.

I'd like to note that Representative Davis has been with us
for a while up in Fairbanks. Thank you, Representative
Davis. We’ll probably see you on Monday.
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HOUSE BILL NO. 118 - ELF

February 10, 1989

BEGIN TAPE HRC 89-121, Side 1

REPRESENTATIVE DAVIDSON (CHAIR): ...Committee to order on Febru-

1989 at 3:10 p.m. Members present: Representatives
and

ary 10,
Vice Chairman Jacko, Representatives Navarre, Hudson,
Furnace, and on the teleconference network we have Co-cnair-

man Menard in Mat-Su, as well as Representative Sharp in

Fairbanks. Do you copy in our teleconference bridge please.

BRIDGE: Yes, Mr. Chairman. We copy you loud and clear and like

| said earlier, we're smiling today. Over.

CHAIR: Thank you. Has Representative Sharp returned to the room

yet in Fairbanks?

FAIRBANKS: Not yet.

CHAIR: Okay, please inform us or the moderator, rather the bridge

when either Davis, Representative Davis or Sharp

operator
Thank you very much. With that | would like to
118, an Act relating to

by ELF by

join us.
continue the hearing on House Bill
the Oil and Gas Property Production Tax, known

most of us | believe. First, 1 would like to make a couple

of announcements. I would ask that the people who testify

as well as our Representatives please speak into the mike.

Yesterday we did have some difficulty, there was some diffi-

culty hearing us out over the network. So, | ask you to

speak up and into the microphones. And secondly, for every-



one who testified yesterday and all industry people who
testify tomorrow, if you'd like to pick them up, the Commit-
tee has a list of questions that we would like all of you
who testify who have an interest in this issue to please
answer, and we would like a response to those in a timely
manner, hopefully by Friday, February the 17th. There are
two other very important announcements, actually the ques-
tions was one of them, the other one is that on Wednesday we
will hopefully be offering time for short concise summary
presentations and both the, for both the administration as
well as the petroleum industries. Continuing on here today,
T do have a couple of other comments that | would like to
make before we get heavy into this proceeding. I hope that

you will bear with me for a couple of minutes here.

Today we continue our discussion on this debate of House

Bill 118. And before we move on for a continuation of the
Administration's presentations | have a couple of questions
that 1| would hope could be addressed in that presentation.

Yesterday, there were two newspaper articles that caught my
attention and one was an ad in the Juneau Empire that was

about a three-quarters of a page ad and it said "What s

ELF?" It was paid for by one of the oil companies. And |

found it interesting because it is a question we are our-

selves addressing here. So, when either Mr. Erickson or,
well yes, Mr. Erickson, if you would please help to raise
this in public debate, would you please address those ques-
tions and also the answer to that was presented and | would
have a copy of those, of that newspaper ad for you shortly,

I requested staff to get that for me.



The other thing | would Ilike to add is that yesterday we

heard extensive testimony indicating that House Bill 118
would more effectively accomplish what the current ELF was

intended to do; and apparently is not doing. And that is to

give a tax reduction in the marginal fields that require

such a break.

not what if ELF? Rather, how
Should the ELF be

The question before us then is

does the ELF work? Is it doing its job?

modified to accomplish the stated goals? The other article

that caught my eye was the article that was in the Anchorage

Times, February the 8th, referring to our discussions here

as "tampering with ELF." h major spokesman for the oil

industry, E. John Brown, Vice President for BP Explorations,

said, and | quote, "If Alaska goes ahead and changes the ELF

for Prudhoe Bay we would have no choice but to cut back our

planned developments here and elsewhere in the state." I am

grateful to Mr. Brown for putting this question before us.

This is an important statement that expresses major concerns

about the public policy today before this Committee. And |

would remind the committee that we, as publicly elected

officials, are the ones responsible for setting that public

policy, a policy that should be sensible, fair, reasonable

and appropriate.

My question, which | hope, Mr. Erickson, you can address in

your comments is, do you think the industry would cut back,

even leave Alaska, if we modified the ELF as recommended in

House Bill 118? And is the current activity of drilling and

well reworking at Prudhoe Bay attributable to the ELF rate,

or is this activity attributable tr changes in the world

price of oil? In these periods we are involved in a public



dialogue to establish the simple tax policy for our state.

These are fascinating, complicated and important questions

worthy of our most careful deliberations. I look forward to
the testimony of the Administration today, and | look for-
ward to the informatiorv. U»e 0il industry tomorrow.
And, indeed, I look forward to the public testimony next
week. With those comments, | would ask then that the Admin-
istration please proceed with your presentation. Thank you.
COMMISSIONER HUGH MALONE (COMMISSIONER): Mr. Chairman, with
leave of the Committee, one of the things | would like to do

today is make a change in the order of presentation, the
last part of the Administration's outline, and have sections
six through eleven, those general topics covered first

rather than the effect of the Economic Limit Factor on

Alaska's revenues. In other words, reverse the order of
presentation. Let Mr. Erickson go first and M", Logsdan
take up the last part of the presentation, if that's agree-
able .

CHAIR: That would be fine, thank you, Commissioner. I under-

stand with that we are ready for Mr. Erickson.

COMMISSIONER: Yeah, Mr. Chairman, | would like to introduce Mr.
Erickson to the Committee. Greg Erickson has been an econo-
mist for the State of Alaska for quite a number of years. I

had the opportunity to work with him in the early '70's. I

found these same issues. Mr. Erickson has followed them
closely, the entire Jlegislative history of the oil tax
changes from the mid-seventies to today has, is the senior

economist in the Governor's Office of Management and Budget

Policy Division and has done extensive work on the Economic



Limit Factor issue over the past several years when it
became apparent that this issue was going to need attention.
And | think that you will find that Mr. Erickson's presenta-
tion is interesting, and | hope you find it enlightening.

Greg.
CHAIR: Thank you, Commissioner, and Mr. Erickson, welcome to our

committee. Will you please state your name and who your are

representing for the record.

GREG ERICKSON: Thank you, Mr. Chairman. My name is Greg Erick-

son. I am Senior Economist with the Division of Policy in
the Governor's Office. Mr. Malone did not mention in his
very Kkind introduction that | also am an amateur opera

singer, and in fact, tonight is opening night. And another
fact is that | am losing my voice. So, if you would not
mind, Mr. Chairman if | occasionally swig the fruit juice

here as we go along, and perhaps I'II...

UNKNOWN: Is that home brew?

GREG ERICKSON: I wish maybe it was.
CHAIR: Mr. Erickson, the opera most certainly must go on and
certainly, we have no objection. We have a few mechanical

difficulties, arrangements out of the way here.

GREG ERICKSON: Mr. Chairman, | grew up in Anchorage. Maybe it
will be helpful since | am going to bespeaking toyou for a
rather lengthy period of time here, to give you just a
little bit of my background and my bias, because | do have

biases. I grew up in Anchorage in the 1950's, was educated



in Anchorage schools, went back east to college, studied
economics and | returned to Alaska in the early 1960's,
worked for the natural gas industry for a while, and then
went back to school at the University of Alaska in Fair-
banks, did graduate work in economics there, worked for the
Institute for Social and Economic Research there. And have
since 1966 been a professional economist engaged in Alaska
fiscal and resource economic issues. 1972 to 1975 1 worked
for Resources for the Future, however, in Washington, D.C.
on the National Energy Policy Project, and from 1975 to 1976
worked for the late Senator Henry M. "Scoop" Jackson as a
staff economist on the what is now the Energy Committee, and
what was then the Interior and Insular Affairs Committee, my
duties then revolved around oil leasing policies for the
federal government. I grew up in a political family in
which Bob Bartlett and Ernest Gruening were visitors in our
household. My father was a participant in the Statehood
movement and | came to obtain values that are with me today.
And those values say tnat when it comes to evaluating the
kind of issues before you here today, the issue is not
what's good for the oil companies. The issue is what s
good for Alaska? And | think that's an important difference

because we've heard a great deal said recently that purports

to tell wus that the, what's good for the oil companies s
good for Alaska. Now, | wouldn't wish it all on the oil
companies. We want to see them successful, but its wrong to
say that what's good for the oil companies is necessarily
good for Alaska. And that's my prejudice. I'm also very

much prejudice towards the free-market and the kinds of

capitalist institutions that we have developed here in the

United States and Alaska.



This problem that we’re facing is one that is not a new one
for Alaskans. The question is how much of the return from a
resource is going to go to those who supply the capital and
the technology necessary to develop it, and how much is
going tc stay with the people that provide the resource? Or
the region, the source of that resource. That's an age old
problem and | must tell you that the usual decision in that
problem generally doesn't result in the resource owners
getting too large a share. The fact of the matter is people
who supply the capital and technology also < .nerally have
the wherewithal to influence political and institutional
factors that govern how the benefit of that resource devel-
opment gets shared. And they wusually get a pretty good
share for themselves. But it's not a new problem for Alas-
ka, anymore than for other regions where its been developed.
Resources have had to be developed with outside capital.
And the photo that you see behind me indicates Ernest Gruen-
ing, forty-eight years ago, to the people of Alaska. He had
just concluded a session o,f the 15th Territorial Legisla-
ture, in which his proposals for modest taxation for re-
sources and incomes had been denied a hearing by the Terri-
torial Senate. And the letter he wrote, the words he wrote
that you see behind me, that were a response to that denial.
The issue then, and as it is today, was whether Alaska shall
be governed for an by outside interests whose sole concern

is to take of Alaska as much as they can as fast as they

can, and leave as little as possible.

Well, the ELF issue, as you heard yesterday, became a matter
of significance again in 1987 when the time bomb, as Mr.
Malone characterized, that placed in 1981, was set to go

off. And our tax rates would effectively be reduced. The



oil industry knew that time bomb was ticking and the oil
industry was concerned because the legislature and the State
might take action to maintain the tax rate at the level it
was prior to June of 1987, 15% rate on Prudhoe, or other
changes that might adversly influence them and their prof-
itability. Early in 1985 the industry began a campaign, a
concerted campaign to oppose these kinds of changes and the
keystone of their campaign, keynote of that campaign, was
that changing the taxes would adversely influence the abili-
ty of Alaskans and Alaska oil companies to develop the
marginal fields. George Nelson said, "We must have stable
tax policies in order to make the risks associated with
marginal fields worth taking." There were dozens of ads on
the radio and the print media. Atlantic Richfield said,
"The State must provide an investment climate that will
encourage oil companies and other businesses to develop new
ventures. Smaller fields already have been discovered on
the North Slope, but they are marginal fields." The clear
implication was that if tax laws were changed marginal
fields wouldn't be developed. Companies were sophisticated
enough to know that they couldn't claim Prudhoe Bay's eco-
nomic would be adversely influenced, or to the point where
development would cease. And, consequently, the kind of
marginal changes in the severance tax that were being pro-

posed because he doesn't want to make the argument that

these marginal fields were at risk.

Well, the truth is that the tax system needs to take account
of the differing profitability of differing resource devel-
opment, and so it was in the summer of 1985, and the fall of
1985 we began to think about NRB(?), the Division, then

called the Division of Strategic Planning, what might be



done to make the tax laws or changes in the ELF more appro-
priate to the kinds of needs that we were seeing, and the,
specifically, to make it appropriate to encourage the mar-
ginal field development. And my colleagues ¢t the Division
of Strategic Planning came up with what was to be the first
of several new ELF proposals. That proposal, | got all that
are filed since, was designed to reduce taxes on the smaller
fields and to raise taxes only on those larger fields like
Kuparuk and Prudhoe Bay where it was clear that the profits
were high. Notwithstanding this rhetoric the oil companies
didn't support the so-called field ELF formula that was
proposed. Producers refused to support the revised ELF,
notwithstanding its admitted benefit to marginal field
development. Why was that? Because they'd made such a
production of their concern about marginal field development
because when the amortizing hike is stripped away, there's
only one bottom Iline for the industry, and it isn't develop-

ing marginal fields, and it isn't creating jobs, and it

isn't even to get the most oil out of Alaska. The bottom
line for the oil industry in Alaska, as elsewhere, is prof-
its. Period. Now, it doesn't make the industry bad; it
doesn't make them good. It makes them very predictable,
however. And it's nothing we need to worry about. It's the
way the system should work. But, if we forget that that's
their motivation we're in for big trouble | think in this
state. The ELF that we developed wa3 designed to provide

those incentives to the smaller marginal fields, but there’s
a lot said recently that indicates that, by the oil indus-
try, that talk about the marginal projects within Kuparuk,
and the marginal projects within Prudhoe Bay, the argument
is that if this ELF is passed and higher taxes are imposed

upon Prudhoe Bay and Kuparuk, these newer projects within



the profitable field- won't be developed. lhe industry's

argument, like most good propaganda, starts with a grain of
truth. Higher taxes on Prudhoe and Kuparuk could reduce
investments in and production from those fields. But, our

analysis suggests that if this reduction happens that it

would be very small. On the order of a few tens of days

worth of production from the North Slope over a period of

the next twenty years or so. And what is conveniently
overlooked by the oil industry are the countervailing fac-
tors that will tend to encourage development, not only on

the large fields, but on the small fields if the new ELF is

adopted And with these on balance major bill that's being
proposed, the bill is before you today, a pro-development
bill. A bill that will result in additional development,
not less development. The bill that will result in addi-

tional jobs, not fewer jobs.

The reasons for that are as follows: Number one, the new
ELF will increase drilling production and employment at the
truly marginal fields, like Nyakuk, Endicott, Milne Point,
and let's hope someday, Wetsack. In those fields the sever-
ance tax, under HB 118, will either be sharply reduced or
eliminated entirely. That's a pro-development impact on
those fields. These fields are likely to require more labor

per unit of output because they're smaller fields. They

tend to have more labor intensive development requirements.
Focusing the benefits on those smaller fields, the ones that
require more labor intensive development per unit of output
is a way of maximizing the kind of jobs we're going to get

out of this resource development.

Secondly, the new Ilaw encourages peripheral and in-field



drilling even in the big fields. Now and in the future,

producers adding wells to maintain production or retard

natural decline at Prudhoe or Kuparuk will be rewarded with
lower marginal tax rates, and lower average tax rates. What
is eliminated wunder the new ELF is the direct drilling

subsidy the producers are exploiting wunder the current ELF.
(Cliff, 1'd Ilike you to skip ahead to the Kuparuk, ARCO-
Kuparuk example, it's near the back there. I think this
thing's a little bit out of order here. That's right.) The
drilling subsidy that exists under the current ELF is really
something that came as quite a surprise to wus. Now, |
participated in the deliberations and served on the legisla-

tive staff in 1977 when the ELF was originally developed.

We knew there was a potential in the ELF as it was written
to provide sone level of drilling subsidy, but we thought it
more a theoretical exerc... problem, not a real one until

19F7. ARCO came to testify before the House Finance Commit-
tee and they provided the example that you see up here. And

they showed how the conditions that they postulated in this

example, when the subsidy was actually occurring. Looking
through ARCO's example, they said, suppose that we drill an
additional well in the Kuparuk field, and suppose that as a

consequence of that additional well we generate $981,000 of

additional revenue in the fol-lowing year. Almost a million
dollars worth of revenue from that well. Now, that would be
the same under the current law, or the proposed law. The

proposed law that we're looking at here is the Field ELF.

It was proposed last year, but it's basically the same as

the one we're talking about this year as well. The current
law, of course is the same. They showed that that one well
resulted in a give-back, a subsidy, in effect a payment from

the State treasury to the producers of $37,000. In other



words, the producers paid a big fat zero of severence tax on
that millions of dollars of additional oil produced, and not

only did they pay zero taxes, they got a rebate on the

severence tax they had already paid. That amounts to *

subsidy from the treasury of the State to the drilling cf
that additional well. Now, you might say, well, gosh, isn't
drilling wells a good idea for the state? And, of course,
it is. We like to see lots of wells drilled, but not for
their own sake. The oil companies like to drill wells
because it generates profits. We like wells because it
generates jobs and development, but it also because it
develops orofits too, both to the oil comparies and to

ourselves. Society is better off, not Decause it generates

the jobs, but because it generates that wealth.

So, as you look down there you say, what was the incremental

tax rate on that million dollars worth of new production?

Answer-minus 3.9%, almost a minus 4% severance tax rate.

The average tax rate, of course, was dramatically reduced

here as well, and the average tax rate after drilling is

reduced, and the percent change in average tax rate is

reduced as well. Now, the difference 1is, it's almost as if

you had an income tax in which the rr.ore money you made the

less tax you pay. Instead of the bracket rates getting

higher as your income goes up, the bracket rates get. smaller

and smaller. It's almost like when you reach a certain
point you get a negative income tax for the really rich
people that are making the most. Now that’s how perverse
the existing law has turned to be and that's one of the
reasons that we need to change this law right now. But you

notice we're not proposing to eliminate the incentives to

drill additional wells. Under the proposed law, this mil-
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lion dollais of additional production would pay a positive
severance tax, 6%. That 6% is a lot less than the average
rate. That means that by drilling that additional well and
obtaining that additional (indiscernible) and rhe companies
get a benefit -- a lower tax rate. Now, that may be a
litcle hard to follow a technical argument, but that's a

real important point as to the perversity of the existing
law. When you talk to the oil companies you might ask them
about this. Does it make sense to have a tax la / that gives
them a negative tax? You might ask the ARCO people when
they come up to testify if they think it makes sense for js
to pay them to drill additional wells and to produce addi-
tional oil. One of the other reasons, two reasons why the
proposed ELF will produce more jobs.

The third reason is that any jobs forgone at Prudhoe Bay and

Kuparuk has a consequence of the additional or the reduced

profits in the near term will be made up later because this

field is a tax reduction for all fields at some time in
their lives. And what we wouid see, if, in fact, there was
some deferral of oil production, that oil production would
be regained later in the lives of those fields. For the law

that we're proposing here is a tax reduction for fields that

are producing less than 150,000 barrels a day, and in the

tail e.:d of its life, Prudhoe Bay will be producing less

than 150,000 barrels aday. In fact, itwon't be that long

before it happens. So, anv loss in the short run 1is going

to be made up in the long run. And there is a fourth rea-

son .

The fourth reason that if, as our modeling studies last year

suggested, that about fiv® days of oil were to be left in



the ground as a consequence of this bill, and you know,

that's a reasonable possibility, over the next twenty years

or so. The benefits to the State of Alaska for each of

those barrels of deferred production is likely to be between

S50 and $300 worth of additional revenue. So, | realize the

point of impact on the additional developments at Prudhoe

Bay and Kuparuk is a very important one. I can assure you

that impact is going to be marginal. I can assure you that

impact is going to be very marginal. I can assure you that

there will be accountability impacts, but we understand how
important that is, and | think the Department of Revenue is
going to undertake some more positional modeling studies to
try to nail that number down more closely. But even those
studies are not going to be able to answer with certainty
the long run effect. That's something we're going to have
to live with and make your choices of. I wish we could say,

this is exactly what's going to happen. The t:uth is we

can't. Neither can the oil companies because a lot depends

on what happens to the oil prices. What the modeling stud-

ies have shown so far is that if prices stay about where

they are or go up, there's going to be virtually no impact

on production. No negative impact on production. But, if

prices go down that's where we have the rub. If prices go

down the higher tax, wunder this proposal, could result in,

under very unusual circumstances, some less in investments.

Well, I'm going to go on here and talk about profits. Mr.

put it in the packet but I'd like to
Mary Hallo-

Chairman, | didn't
introduce into the record a letter from my boss,

ran, to a Mr. John Navarre, of ARCO, who had questioned the

source of some of these numbers and we provided them the

answers as to how we derived them and offered tc meet with

them and discuss with them any suggestions they might have.
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We have developed these numbers over a period of almost nine
months now and we have worked very hard to make sure they
are as accurate as possible. Naturally, we don’t have the
sources of information the oil companies have, and | must
say, as you probably are aware, they don't share a lot of
that information with wus. The fact is they don't Ilike to
talk about profits. They don't Ilike to talk about the
numbers that relate to Prudhoe Bay. And, in general, they
are not very helpful when it comes time to nail down what’s
correct and what's not. So, it may be as time goes on we'll
find out better information, we'll have to make adjustments.
Now, as things stand right now, we take this as a pretty
good snapshot of what happens to the dollars of oil revenues
that Alaska oil generates. In February of 1988, according

to Petroleum Intelligence Weekly, which we took most of

these numbers from, oil at Valdez was selling for, or was
worth almost $12. Now, of that $12, $1.44 was all it took
to actually operate the oil field and the pipeline and the
Valdez terminal -- Maintenance, labor, fuel and all that
sort of thing, including overhead. U.S. federal income
taxes took about forty. Alaska severance tax, according to
PIW, took about $1.99. Property taxes we show here as
forty-six cents. PIW had, that's the Petroleum Intelligence

Weekly, which is a fairly well-known industry publication,

house industry publication. It supports some of these
things and it's well respected. See, | got here a report at
sixteen cents, fifteen <cents, | can't remember the -exact
amount. A representative of Standard Oil pointed out to us

that that was incorrect, that they had left out a low pro-
portion of the property taxes, so we left that in. We alsh
noted that pipeline operating expenses and some deferred

return and the other categories of expense and expenditure



under the Taft-settlement methodology had not been properly

factored in so we made those adjustments. These are PIW

numbers adjusted for the property tax correction in the

pipeline account. Royalty takes S1.10 and the State income

tax takes twelve cents. Now you notice the State income tax
there takes twelve cents. You also notice that the oil
companies are collecting that S3.46 of profit. Now, the

State income tax is assessed before federal income tax, if

you add the $1.40 of income tax to the S3.46 you'd get what

the tax base would be for State income tax assessment. For

you folks running corporations in this state, and those make

more than $100,000 a year, you know you have to pay a corpo-
rate income tax of 9.4% on that revenue. You notice the oil
companies don’t pay a 9.4% tax. They pay a considerably
smaller tax because of the tax law changes that Mr. Malone
and the other Department of Revenue representatives have
described to you yesterday. You see after they've made wup

their expenses, and after they paid all their taxes, the oil

companies have $3.46 of profit and $2.96 of depreciation.

That's $6.42 of revenue. That's cash to the oil companies.

That's cash that they can reinvest in Alaska. They can take

else, they can pay to the stockholders, they can

somewhere

do whatever they want with it. We've been hearing a lot
from the oil companies that, over the years, particularly in
1985, they said if we give large increase oil taxes that
they would have that money to invest. Mr. Harold Heinz for

the House Finance Committee, April 12, 1985, says, "As my

profit decreases | have less money to invest.” But what is
a reality, and he's telling you something, shaking his
finger as he's says this, "What | need you to understand is

the amount of money | have to spend reflects the pace at

which things happen. And the pace in which things happen in
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terms cf employment means the Alaska economy. If we” and
that means ARCO, "slow down our investment pattern because
of a lack of funds because of discouragement of investment

in Alarka,” now folks, that's a code word for raising taxes,

"that has an effect on th«* economy of Alaska." The oil
compan/ was a little more straight forward than their ads
tiitat's in here. Quote, "If the state government increases
our taxes we will have less cash to develop
(indircernible).” Well, what's the reality here? How much

of that six dollars and forty some cents per barrel that was

available to reinvest comprised of profit and depreciation,

actually went into Alaska? Went back into Alaska. Well, we
don t know exactly how much the oil companies reinvested in
Alaska. But it's not that hard to figure out. This was a

pretty public activity and they like to make big announce-
ments about it, brag about the amount they are spending. We
ejaculated last year that they spent about $750 million and
<il/ided .hat by the total amount of oil production and got
ninety-six cents a barrel. I was interested to see that
G orge Nelson spoke last week and said that in his estima-

t .on the industry would be investing about that same amount

this year; $750 million. So, if it isn't that amount, or we
think we're pretty close, it shows that of that almost $6.50
that the industry had to reinvest in Alaska less than a
dollar got sent baCk (indiscernible) ground here. Less than
a dollar out of that $6.50. There's two million barrels a
day going down that pipeline, ladies and gentlemen. Two
million times $6.50 1is about thirteen, fourteen million
dollars a day. Less than two million dollars a day of that
is sticking to Alaska in the form of new investment. The
rest is gone. You're not going to see it again. It's gone.

That points up what is a fact of the oil industry today.



Robert L. Anderson is really the founder of the modern

Atlantic Richfield Company. He's the man that put the

merger together that brought Atlantic and Richfield together

and transformed it from the podunk oil companies to one of

the major forces in the oilindustry in the United States,
and the world for that matter, today. In January of 1988
Mr. Anderson spoke about the very phenomenon that we're
seeing here — the liquidation of the oil industry's opera-
tion in Alaska, and he said, "U.S. oil companies are in the
process of liquidating. U.S. oil reserves art leftovers of

an enormous feast. Faced with a relentlessly declining

reserve base, a good management is one that can intelligent-

ly liquidate its asset base." That is precisely what is
happening in Alaska. The oil companies are liquidating
their asset basein Alaska. They are taking more out than
they are puttingback in by a long shot. Now you might want

to think about asking them when they come here to testify,
why you folks should stand still for the remarkably low tax

rates when the result 1is that the money they save as a

consequence, the profits they make as a consequence, are

virtually all going outside the state. You might want to

think about asking them. But, of course, that isn't the

only thing we have to look at. It may be that these oil
company activities are producing a lot of jobs in Alaska.
We certainly hear lots of advertisement to tell us that jobs
depend on a healthy oil industry and if the oil industry
isn't nurtured and taken care of that the jobs will disap-
pear. Well, | think an interesting question to ask our-
selves, how much of that $12 a barrel gets paid to Alaska
workers? Well, it's an easy thing to calculate because we

know how many workers there are working the Alaska oil

industry, and we Know from the Department of Labor statis-

B



tics how much they get paid. We divide that annual amount
by the number of barrels and you can see that of all that
$1.44 of investment, excuse me, $1.44 of cost of production
of pipeline operations, and the ninety-six cents of invest-
ments, of that total only about seventy cents .ets paid to
workers in Alaska, and | said, Alaska workers. I didn't say
Alaskan workers. Alaska workers, that's people who work in
Alaska. The Department of Labor report that | just saw
yesterday indicates that $55 million of that goes to people
who are outside, or non-Alaskan Alaska workers. I'm sure

you might want to ask the industry about that too.

Now one of the things the oil industry has said, and one of

the great myths | think, 1is that the, when the ELF kicked in

in 1987 on Prudhoe and Kuparuk, Prudhoe rather, that it

caused a tremendous upsurge in activity. So, we asked the

Department of Labor to calculate for us the monthly totals
of employment resulting over the period of 1986 to 1988.
Here's the picture of that. Here's 7/87, that's when the,
that's when the ELF became efieccive. You see a feasible
pattern there, u, D, it has a date, the year's along the

bottom, and number of workers in thousands on the vertical

axis here, and the black bars are oil extraction, and the
cross-hatch bars are oil field services, and the top of the
cross-hatch bars are total oil industry employment in Alas-
ka. It is the total of the two. You see that oil extrac-
tion *as the (indiscernible) category, it's more stable, and
that oil field services tend to have a seasonal pattern to
it. But, you know, you don't see a big leap upward in 1987
when ELF became effective. There is, true, a slightly

higher number of people employed, maybe by a couple of

hundred than there is back when the oil, when the ELF became



effective, but if you looked at twelve month intervals to
avoid the seasonal pattern of demands, it's not possible to
discern any impact as a consequence of the ELF becoming
effective at Prudhoe Bay. But, you can see, however, what
you can see that more as these numbers went back further, s
how important the price of oil is to this kind of activity.
You see here in ’86, the oil industry was cranking down. If

the figures went back to '85 you would see much higher

levels of activity.

END TAPE HRC 89-121, Side 1
BEGIN TAPE HPC 87-121, Side 2

GREGG ERICKSON: So, the point is, you might want to ask the
industry, where was the activity that was purported to have
taken place as a consequence of this tax break that the
industry got in June of '87. But, of course, employment and
reinvestment aren't the only tilings that matter when you
look at whether this is fair to Alaska, if it makes sense to
Alaska to have, give the oil companies this amount of re-
course. Does it make sense for wus to let them have that
much? And, of course, those decisions get made on the basis
of values and everybody has their own values, but the values
are judged against facts, and we got a lot of facts about
what other countries are doing in relation to what Alaska is
doing. These are very crude comparisons. They are the sort
of thing, though, that you might want to ask the oil compa-
nies. For instance, you might want to ask them why it s
that Alaska with two million barrels a day of oil production
is making $3.1 billion, and 1 should add that this is both

Alaska's state revenue, Alaska local revenue, and Alaska

-



federal government revenue. In other words, revenue to all
governments from Alaska oil production was in calendar '87
$3.1 billion dollars. We, we were using some smaller num-
bers in our earlier presentations and we went back to the
drawing board and as a consequence of some suggestions from
some of our oil company friends and we added in the back tax
collections that we got, which probably should be counted in
other years, but just to be conservative we added those in,

so, even with taking account of those points, we only got

S3.1 billion. You might ask them why it is that Nigeria,
with 1.2 billion, million barrels of oil production a day,
less than we have, got $6.2 billion from its oil resource in
calendar '87. Maybe, maybe expenses are a lot less in
Nigeria. Maybe the oil is a lot better. You might want to
ask them. The next please. Incidentally, that's $14 a

barrel Nigeria got whereas Alaska got $4.25 a barrel.
Nobody asked the oil companies why Venezuela, that produced
1.3 million barrels a day got $9.2 billion. That's also for
calendar '87. You may want, and don't for a moment think
that this, these high profit shares are strictly a creature

of countries where people have skins of different color.

Not the case. Here's an English-speaking country with
highly developed industrial society institutions. The
United Kingdom produces more barrels of oil than we do, but
they produce even much more revenue for their country. $8.8
billion on 3.2 million barrels a day of oil and oil equiva-
lent. We weren't able to get numbers just for oil. We had
to combine our natural gas numbers into that. That comes

out to $7.53 a barrel for England compared to $4 and whatev-
er it was for Alaska. You might ask them why. You might
ask them why Indonesia, producing 1.3 million a day, sub-

stantially less than were producing, gets $4.5 billion of



revenue from its oil resource. Does that make sense? Is

Indonesian production that much less expensive than ours?

Is Indonesian oil that much, worth that much more at the

market? It's a question you might ask them. You might also

ask the ARCO people to explain the comments of their presi-

dent, Robert Weycoff, when ho went to the Indonesian Petro-

leum Associates in October 1987 and said, "We have also

found in Indonesia to an almost wunprecedented degree the

very desirable and somewhat uncommon qualities of stability,

honor and fair dealing in the turbulence of the internation-

al oil business Indonesia has been an island of rationality

and wisdom." You might want to ask the oil companies if it

wouldn't make sense for Alaska to be an island of rationali-
Indonesia was. We've already cov-

the things

ty and wisdom just like

ered the ARCO Kuparuk example. You know, one of

I think we have a hard time getting across 1is how tiny a

share of these profits we're asking for when we suggest a

change in the ELF. You know,you listen to these oil indus-

try ads and you Ilook at us and you say, my gosh, they're

spending millions of dollars. This must be a state that's

attempting to steal their britches and suspenders. Folks,

it is not so. This chart shows the current shares of reve-

nue between the oil companies and Alaska based on these PIW

calculations. It shows that under current law the price is

about $12 at Valdez, and Alaska gets $2.67 out of each

barrel, about 35% of the available economic grants, if you
want to look at it that way. And the oil companies get
$3.46 a barrel. That's about 46%.

Now, is this ELF law going to make a big change in that?
Well, take a look for yourself. Sure, it's going to in-
crease Alaska's revenue — Dby twenty cents. And it's going



to decrease the oil companies revenues by the same amount.

And it's going to still leave them with substantially more

revenue, per barrel, than we're going toget, because that's
the price. Now, isprices go up they'll get even more. If
prices go down we'll get even more, we'll do better. You
might ask the oil companies, what's the fuss? Well, 111
tell you what the fuss is. The fuss is profits. That's
twenty cents of profits that they think they need more than
we do. And if | were in their shoes | would say the same
thing. Profits is what the name of the game is about, and

let's not forget it.

Now you know, | noticed that some of you have looked at that

35% and been talking about the so-called 30% criteria, the

deal. Mr. Chairman, | have a memorandum here which, I'm not

going to go into the 30%. I think we covered that earlier.

Well, we'll talk about a deal, but we have a memorandum here

that a colleague of mine has prepared today that may clarify

the questions that were raised by the papers that Represen-

tative Furnace passed out last week, or yesterday. And vyou

can put that in the record if you want. The question though

is, did we make a deal? Did we make a deal in 1981, or in

198772 Well you can address that question in really three

ways. The first way, themost important wayis, was tnere

legally a deal? Now, I'mnot a lawyer. I'm an economist.
But, | can read the Alaska Constitution, folks, and it just
makes my blood boil when | hear people talk about a deal,

because those people who talk about a deal, at least if they

are talking about a legal deal, don't care about the Alaska

Constitution. The power of taxation shall never be surren-

dered. Period. This power shall not be suspended or con-

tracted away. Now the framers of our constitution didn't



put that in there just because they thought it would be

cute. You know, folks, when you come to your session here,

you can't contract away your freedom, vyour immunity from

arrest or process on your way to the session. That's a
right that isn't yours to give away. You can't give away
your civil rights under most circumstances. Its not a right

that you can give away because its a, the protection of that

right is for our, all our benefits; not just yours. That's

why the constitutional framers of this state and virtually

every other state in the United States has said that the

rights of the sovereignty that go with being a nation, or a

country, or a state cannot be given away. You can't sell

them. And thank God for that. Thank God for our children's

future that you can't sell those rights to the future. So,
there's no legal argument that there was a deal, and you
kuow what? The folks that say there's a legal argument, they
know this. They know this. But, okay, let's say (indis-

cernible) apart, what about, maybe there's a, maybe there's

a moral argument. Maybe there's no legal argument that we

made a deal, but maybe there's a moral understanding to it.

That's possible.

So what happened in 1981? What did people say in 1981 about

what they expected? Well, since its the oil companies

saying they thought they had a deal, or their defenders and

supporters saying they thought they had a deal, let's go
back to what the oil companies said. May 21st, 1981. A
coup has happened. Ic looks like the oil companies are

going to get their, going to get some changes made in the
law, but it's uncertain. There's a hearing of the joint Oil

and Gas Pipeline Committee. A legislator, who happens to be

the gentleman sitting right here, Mr. Hugh Malone, asked Mr.



Marty Taylor what he thought a fair deal would be. What
percent do you think they, the State, should collect, Mr.
Malone asked. Mr. Taylor said, something a little more than
it is now. About half the income tax, for instance. I
think it would be much more fair for the industry and the
state to get about the same share out of Prudhoe Bay, even
though we are paying expenses and we made the investment.
And he went on in that vein for quite a while, and then Mr.
Malone came back and said, "So you think it should be
brought down to the point where the State and you should get

roughly equal shares in this? You like that better?"” Mr.

Taylor: Yes, sir.

In that same meeting Mr. Dick Donaldson was asked the fol-
lowup questions (indiscernible) wearlier between he and
Malone and Mr. Taylor, he asked Mr. Dick Donaldson, who was
the vice president for government and public affairs for
Standard Oil Company of Ohio, was the main orchestrator of
the oil industry's efforts to take care of their interests
here in this legislature. He said, he asked him if he'd
heard what Mr. Taylor had responded. And he said, did |
hear you say that you would concur in that? Mr. Donaldson,
"I think that if you get rough parity with the State, we
would have to think a long time as an industry, as a compa-
ny, before we said that is not a pretty fair piece of middle
ground.” (CIliff, could | have back the shares graph again?)
Rough parity was a stay. A pretty fair middle ground. (No,
not that one. The bar chart that shows the comparative
(indiscernible) is. That one. Rough parity. A pretty fair
middle ground. Well, we're sort of approaching rough pari-

ty, but we're not there yet. With this new ELF we're not

there yet, folks. We've got a ways to go yet. At least at



S12 a barrel at Valdez. So, anybody tells you that there's
a moral deal, well, you know, I, and if anybody thinks, I
know they come in and accuse of us of leaving off important
words here with those (indiscernible), we've got the quotes.
It's all in the record. If you want to see the original

guote, the whole record, you can go and do it just the way

we have. It's available.

So, you know, | could go on about the oil taxes a long time.
Obviously, | feel strongly about them. It's not an easy
decision that you have to make. I don't want to make it
sound like (indiscernible) been working at this for twenty
yea”s, have this background that | think it’s an easy deci-
sion. It's not. It's a hard decision. Resource interests
are difficult ones to balance. And | sympathize with the
difficult task you have before you. But, | hope that as you
approach that task you'll be thinking of resources not just

for current Alaskans, not just for, not just for the people
who live here today, but for Alaskans next year and ten

years from now, and in the same sense that Bob Bartlett was

thinking of resources when he spoke to the Alaska Constitu-

tional Convention when it convened in that cold November of

1955 in Constitutional Hall in Fairbanks, Founders Hall. He
was concerned. He was concerned that the lobby that we'd

seen development of the Kenicott Copper and the Ilobby that
we'd seen to support the exportation of Alaska's canned
salmon resources come to play too large an influence in

Alaska. He was really concerned about that. He spoke to my
father about that, and he spoke to the Alaska Constitutional

Convention about that and he said, "Alaska is not unfamiliar

with the activities of lobbyists, but it is important to

bear in mind that lobbying activity on a scale never before



