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Chevron's Alaska Presence

•  4 th  l a r g e s t  p r o d u c e r  i n  s t a t e

•  3 rd  l a r g e s t  o p e r a t o r

•  ~ 5 0 0  e m p l o y e e s  o r  f u l l  t i m e  c o n t r a c t o r s

■  > 3 0 0  o n  t h e  K e n a i  P e n i n s u l a

•  C h e v r o n  i s  t h e  o n l y  p r o d u c e r  i n  t h e  s t a t e  w i t h  a  r e l a t i v e  

b a l a n c e  o f  a s s e t s  i n  t h e  C o o k  I n l e t  a n d  o n  t h e  N o r t h  S l o p e

■  C o o k  I n l e t  p r o d u c t i o n  -  2 3 M  B O P D

•  O l d  o i l  p r o d u c t i o n ,  v e r y  h i g h  l i f t i n g  c o s t

■  N o r t h  S l o p e  p r o d u c t i o n  -  1 5 M  B O P D

■  I n  e a r l y  s t a g e s  o f  i n c r e a s e d  c a p i t a l  p r o g r a m

•  E x t e n d  l i f e  o f  C o o k  I n l e t  O & G  p r o d u c t i o n

•  N o r t h  S l o p e  e x p l o r a t i o n  o n  s t a t e  l a n d s  /

•  I n v e s t m e n t  d e c i s i o n s  m a d e  u n d e r  P P T

W/ /  t



C h e v r o n  is increasing i n v e s t m e n t  

u n d e r  P P T

C a p i ta l  I n v e s t m e n t
A c t u a l  P l a n

2 0 0 6 2 0 0 7 2 0 0 8 2 0 0 9



Introductory C o m m e n t s

• We do have a common enemy -  decline

• Disappointing to be back so soon a fte r passage o f PPT
■ Lack o f actual PPT results to revise tax policy
■ Review scheduled fo r 2011
■ Too soon fo r a change

• Need to strike a balance between tax rate and 
investment climate



Factors that affect i n v e s t m e n t  decisions

C o r p o r a t i o n s  h a v e  a  r e s p o n s i b i l i t y  t o  o p e r a t e  s a f e l y ,  

s e e k  r e t u r n s ,  a n d  i n c r e a s e  s h a r e h o l d e r  v a l u e

C o rp o ra te  Cash Flow M anagem en t
•  C o r p o r a t e  u s e s  o f  c a s h :

► O p e r a t i n g  C o s t s

► I n v e s t m e n t :  u p s t r e a m ,  d o w n s t r e a m ,  

t e c h n o l o g y ,  a c q u i s i t i o n s

► P a y  d o w n  d e b t ,  b u i l d  c a s h

► P a y  d i v i d e n d s  t o  s h a r e h o l d e r s  

t* B u y  b a c k  s t o c k



U p s t r e a m  I n v e s t m e n t  D e c i s io n s

•  A l w a y s  m o r e  o p p o r t u n i t i e s  t h a n  c a n  b e  f u n d e d  o r  s t a f f e d

•  K e y  F a c t o r s  -  H o w  d o  A l a s k a  s t a t e  l a n d s  s t a c k  u p ?

■  R o c k s  -  W h a t  i s  t h e  r e s e r v e  a n d  p r o d u c t i o n  p o t e n t i a l ? ” - ' - ^ " " ^ ^

■  C o s t  -  H o w  m u c h  w i l l  i t  c o s t  t o  f i n d ,  d e v e l o p ,  a n d  p r o d u c e ? — h b * /! / g / 7> w  m u c n  w i n  i t  c o s t  t o  n n a ,  a e v e i o p ,  a n

■  T i m e  -  H o w  l o n g  w i l l  i t  t a k e  t o  r e a l i z e  r e v e n u e ?

■  R i s k  -  W h a t  i s  t h e  p r o b a b i l i t y  o f  s u c c e s s ?

■  F i s c a l  r e g i m e  -  H o w ^ m u c h  r e v e n u e  d o e s  t h e  i n v e s t o r  g e t  t o  

k e e p ?

•  E c o n o m i c  m o d e l s  a r e  d e v e l o p e d ,  o p p o r t u n i t i e s  r a n k e d ,  a n d  

i n v e s t m e n t  d e c i s i o n s  a r e  m a d e  o n  a n  A f t e r - T a x  N e t  P r e s e n t  

V a l u e  ( N P V )  b a s i s

■  D o e s  t h e  i n v e s t o r  g e t  e n o u g h  t o  j u s t i f y  t h e  i n v e s t m e n t ?

•  G r e a t  r o c k s  c a n  t r u m p  p o o r  f i s c a l  t e r m s  

H o w  d o e s  A l a s k a  s t a c k  u p ?  L e t ' s  l o o k  a t  a  r e a l  d a t a  p o i n t !
; Ihevron 2005
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How attractive is Alaska as an investment?
Let's look at resu lts o f recent lease sales as a 
scorecard: This is industry voting with their dollars
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Explot .ion -  /low taxing the upside can 
deter Investment decision

ACES EXAMPLE 
R I S K E D  E C O N O M I C  A N A L Y S I S ,  4  p t  E c o n o m i c  M o d e l

MEAN EXPECTED VALUE
3.6

DRILL WELL ?
YES

POS
15.0%
V a lu e

20.625

POF
85.0%
V a lu e

POO

P50

P10

FAILURE

ATAX
NPV

300

1 0 0

25

-20



Exploration -  How taxing the upside can m  
deter investment decision

ACES EXAMPLE 
R I S K E D  E C O N O M I C  A N A L Y S I S ,  4  p t  E c o n o m i c  M o d e l

MEAN EXPECTED VALUE
-0.9

DRILL WELL ?

NO

POS
15.0%
V a l u e
16.125

POF
85.0%
V a l u e

-17

POO

P50

P10

FAILURE

: Chevron 2005

ATAX
NPV

2 0 0

1 0 0

25

-20



Investment is Needed to Maintain 
Production at Reasonable Levels

OMvron

S 200

Alaska Production Forecast Estimate

Current Capital Supported Decline 

Additional $1 Billion Annually 

Additional $2 Billion Annually

Assumptions:
Capital supported decline = 6% 
F&D cost = $15/Barrel

Chevron 2005



Chart 1 4  - Fiscal Attractiveness Rating versus Fiscal Stability Rating
Fiscal Attractiveness vs Fiscal Stability
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Summary Comments
• You have the power to increase short term  state revenue 
through raising taxes
• Energy companies have the responsibility to invest 
where they see the best risk/reward ratio
• The common enemy is decline,
• Investm ent is the only way to stem decline
• How do you price Alaska's product ?
■ Lowest possible taxes and stability will encourage 

investment
• Chevron intends to invest and grow in A laska, but ACES 
makes investing in Alaska more difficult

Cnevron 2005 12
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NYSE: PXD 

w w w .p x d .c o m

http://www.pxd.com


■ P i o n e e r  P r o f i l e

■ C o m p e t i t i o n  f o r  I n v e s t m e n t  C a p i t a l

■ P i o n e e r  P r o j e c t s  Gt S O A  I m p a c t

■ S O A  " F a i r  S h a r e ”  o f  O o o g u r u k

■ B e n e f i t s  o f  C u r r e n t  P P T  L a w

■ A C E S  P r o p o s a l

■ C o n c l u s i o n s



P i o n e e r  C o r p o r a t e  P r o f i l e

L a r g e  U . S .  i n d e p e n d e n t  

O p e r a t i o n  A r e a s :

-  Alaska ■—  S '

J
-  Lower 48 - , /  r/ •

-  South Africa —
-  Tunisia -  o H  

I n  2 0 0 6  P i o n e e r :

-  1,600 employees
-  36 mmboe production
-  $1.6 billion in revenue



P i o n e e r  C a p i t a l  I n v e s t m e n t  D e c i s i o n s

G l o b a l  I n v e s t m e n t  O p p o r t u n i t i e s  c o m p e t e  f o r  c a p i t a l

-  P i o n e e r  a n d  m o s t  i n d e p e n d e n t s  p r e f e r  U . S .  L 4 8  p r o j e c t s :

• lower risk, cost
• shorter cycle time
• flexibility

-  P o r t f o l i o  s e l e c t i o n  d r i v e r s :

• Production Growth " &

• Reserve Replacement
• Finding fit Development cost
• Economic fit Financial metrics

-  P r o j e c t  e c o n o m i c s  e v a l u a t e d  o v e r  a  r a n e e

• probabilistic outcomes 7 £ * *

• commodity price calls

f j r . "



C o m p e t i t i o n  f o r  P i o n e e r  C a p i t a l

■ R i s i n g  c o m m o d i t y  p r i c e s  h a v e  i m p r o v e d  m a r g i n s  i n

-  Budget dollars flowing to low risk resource plays
• Tight sands, coal bed methane, shale gas

-  Less emphasis on high risk exploration
■ P i o n e e r  A l a s k a ’ s  C o m p e t i t i o n  f o r  C a p i t a l

-  Low risk, short cycle projects in Texas and Rockies
-  Low risk, high margin gas project in South Africa
-  High margin, short cycle oil drilling in Tunisia
-  New ventures in Resource Plays

4



P i o n e e r ’ s  A l a s k a  E n t r y

S t r e n g t h  m

■ Prolific petroleum system
■ High impact opportunities
■ Located in North America
■ ELF and EIC’s

i  O p p o r t u n i t i e s

Business opportunities opening 
fo r Independents
Improving regulatory process
North S lope gas resources

Weaknesses
■ High operations & transport cost
■ Infrastructure challenged
■ Long project cycle times
■ Complex regulatory processes 

Limited season fo r access
n c f h r e a t s

■ Higher taxes
■ Regulatory delays o r costs
■ Project delays o r cost overruns
■ Return to lower oil prices

'AL

J H



P i o n e e r  A l a s k a  P r o f i l e

E n t e r e d  A l a s k a  i n  l a t e  2 0 0 2  

O o o g u r u k  U n i t  O p e r a t o r  

C o s m o p o l i t a n  U n i t  O p e r a t o r  

> 1 . 5  m i l l i o n  a c r e  l e a s e h o l d  

1 1  N S  e x p l o r a t i o n  w e l l s  

3 5  l o c a l  A l a s k a  s t a f f

Cosmopolitan



O o o g u r u k  P r o j e c t  S u m m a r y

Field Life Cycle

Project Type

Gross Acres

Working Interest

Partner

Gross Reserve 
Potential

First Production

Gross Peak Flow 
lj Rates

Productive Life

Development Wells

25+ Years

58,000

70%
(Operator)

ENI (30%)

70 - 90 MMBO

2008

15-20
MBOPD

S t a t i s t i c s

Development
^ —

Oil, EOR



O o o g u r u k  P r o j e c t  S u m m a r y

P r o j e c t  s a n c t i o n  F e b  2 0 0 6  

C o n s t r u c t e d  i s l a n d  d r i l l  s i t e  

F a b / s e t  - 1 2 0  m o d u l e s  

I n s t a l l e d  s u b s e a  f l o w l i n e  

3  y e a r  d e v e l o p m e n t  d r i l l i n g  

6 0 0 +  c o n t r a c t o r s  a t  p e a k  

T o t a l  c a p e x  $ 5 5 0 +  M M

F i r s t  o i l  i n  2 0 0 8



O o o g u r u k  P r o j e c t  B e n e f i t s  O
P I O N E E R

■ First independent oii producer on 
the North Slope

■ First third party facility access
■ Other investors are watching for 

Pioneer success
• Royalty plus 30% net profits to SOA
■ PPT revenues on Pioneer profits 

and KRU processing
■ State income tax
■ Property taxes to NSB
■ Construction jobs and contractor 

profits
■ Operating jobs and contractor 

profits



O o o g u r u k  C a p i t a l  E x p e n d i t u r e  B e n e f i c i a r i e s

Engineering Fabrication T ransport Installation Drilling

ASRC/
Tri-Ocean

ASRC Lynden Nanuq Nabors

Intec ASRC/Omega Carlisle HC Price Halliburton

Sandwell Steel Fab Tote Veco Baker
Centrilift

Coastal
Frontiers

Dowland-Bach Penn Air ASRC

EEIS Alaska
Airlines

F&W



P i o n e e r ’ s  V i e w  o f  P P T

•  P P T  r o l l e d  o u t  w i t h  n o  P i o n e e r  c o n s u l t a t i o n

-  Huge investments and Oooguruk sanction prior to PPT
■ B a l a n c e d  s y s t e m  -  I n v e s t m e n t  c r e d i t s  o f f s e t  h i g h  t a x  r a t e

■ M o d e s t  i n c e n t i v e  f o r  i n v e s t m e n t

-  Encourages development of abundant lower tier resources
• Challenged by size, quality, viscosity or location

-  Encourages more aggressive exploration spending
■ S u s t a i n a b l e  a n d  f a i r  a c r o s s  a  b r o a d  r a n g e  o f  i n v e s t m e n t s

■ P P T  s h o u l d  g r o w  t h e  p i e  a n d  g i v e  t h e  S t a t e  a  b i g g e r  s l i c e



Changes are mostly negative fo r the investor
-  Base Tax Rate Increase from 22.5% to 25%
-  Tax Rate Increase via more aggressive Progressivity Formula
-  Transitional Investment Expenditures Eliminated

• Unfair to Pioneer - no recovery o f $100MM sunk investment
-  Spreads utilization of Earned Tax Credits over 2 years
-  Increased uncertainty for allowable deductions

Increased government take jeopardizes lower tie r project funding
-  Unfunded projects generate no state income 

Oooguruk project returns reduced
-  Oooguruk highest government take in the State (net profit) 

Positive Elements
-  Retains net tax framework for non-legacy fields
-  Allows credits to be monetized at face value (with time delay)



A C E S  I m p a c t  o n  N e w  P r o j e c t s

Pro]MWet Present 
H  Flows (10% Discount Rate)

Field/Project A 
Flekl/Prpject B 
Fiaki/Prcjact C 
FieW/Prpjdct D

t .O J G C } .

g g ^ Q u o P P T

i c s i ^ u M  t c

ACES Plan

16% Gross Taxiross u
No Capital 
Credits

19% Gross Ita  
m i Capital

Production Tax 
Revenues 

FY2008@$60 
oil price

• o c  j . . ;  >v; u

^ ■ x S Z O B

U G



C o n c l u s i o n s

■ P i o n e e r  A K ’ s  p r i m a r y  c o m p e t i t i o n  f o r  c a p i t a l  i s  L 4 8

■ P i o n e e r  h a s  b e e n  a n  a g g r e s s i v e  i n v e s t o r  t o  d a t e

■ F i s c a l  s t a b i l i t y  n e e d e d  t o  a t t r a c t  f u t u r e  P i o n e e r  c a p i t a l

■ P P T  p r o v i d e s  b a l a n c e / s t a b i l i t y  t o  g r o w  o u r  A K  b u s i n e s s

■ A C E S  p l a n  e r o d e s  m o d e s t  P P T  i n c e n t i v e s

■ R a i s i n g  t a x e s  j e o p a r d i z e s  l o w e r  t i e r  p r o j e c t  f u n d i n g  

-  Royalty, state income/property tax and jobs at risk
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S e n a t e  R e s o u r c e s  

O c t o b e r  2 3 ,  2 0 0 7
n a n

P e t r o l e u m  C o r p o r a t i o n



R o c k ie s
• L a rg e  a c r e a g e  h o ld in g s

9 V

■ 'V t

In te rn a t io n a l
• W orld c la s s  ta rg e ts

• F o c u s e d  ex p lo ra tio n
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Gul f  of M ex ico  D e e p w a te r
• S ign ifican t A c re a g e  position

(•5JExploration A re a s  

^ P r o d u c i n g  A re a s



A n aria rko  s in ve s tm en t in A laska-La

m i i . H i a . '  >'

ZhukchiSea
3 4  m i l l i o n  a c r e s  ( g r o s s )  

1 8  m i l l i o n  a c i e s  ( n e t )

Beaufort Sea



J f e l .  *
" $F

 ̂ W orld class petroleum  basin

*  S ignificant rem aining resource  
potential

*  Legacy type prospectivity (i.e. A nchor 
Fields)

A  New entrants/partnering opportunities

A  APC possesses tangible com petitive  
advantages



y

A  laska C hall

*  M aturing basin /m ateria lity /sm aller 
prospects

A  High costs
A  Lack of in frastructure and com petition
A  Extrem ely long lead-tim e exploration
A  Seasonal d rilling ,& regulatory tim ing  

requirem ents
*  D istance from  m arket
 ̂ Lack of gas transportation



Our View estim ony

A  S i g n i f i c a n t  t a x  i n c r e a s e  a t  e x i s t i n g  f i e l d s

-  C a n  b e  o f f s e t  b y  i n c r e a s e d  e x p l o r a t i o n  &  

d e v e l o p m e n t  i n v e s t m e n t

A  I m p r o v e m e n t  i n  e x p l o r a t i o n  e c o n o m i c s  

v e r s u s  e l f  s y s t e m  e n c o u r a g e s  n e w  

i n v e s t m e n t

-  C r e d i t s  h e l p  r e d u c e  h i g h  c o s t s  &  i m p r o v e  N P V

-  2 5 - 2 0  w o r s e  t h a n  o l d  e l f  s y s t e m

J  Q p  b a l a n c e  s u p p o r t i v e  o f  P P T  s y s t e m



S u p p o rt N e t

'  A p p r e c i a t e  A d m i n i s t r a t i o n  w o r k  t o  e v a l u a t e  

g r o s s  v s .  n e t  a n d  c o n c l u s i o n  t o  s t i c k  w i t h  n e t  

A  N e t  c o n s i d e r s  v a r y i n g  e c o n o m i c s  &  c o s t s

-  T a x  p a i d  o n  n e t  i n c o m e  a f t e r  c o s t s
\

-  A c c o u n t s  f o r  c o s t s  a n d  l e v e l s  p l a y i n g  f i e l d

-  S t i l l  d o e s n  ’ t  a c c o u n t  f o r  r i s k

j  G r o s s  c o l l e c t s  o n  i n c ^ e l i 0 g a r a j f | s s  o f  p r o f i t

-  G r o s s  t a x - w i t h  p r o p e r  i n c e n t i v e s  h a r d e r  t o  d e v e l o p

e S fm W  c o m p l i c a t e d  t i

s s



O u r  V i e w  o f  A C u t w e i g h  P o s i t i v e s
V'lt' K

- Suppo rt som e parts o f  ACES
-  Expand time to qualify for Exploration Incentive Credits (offset by new 

exclusions and requirements)
-  Modify Net Loss carry forward to create level playing field
-  Goal of increased transparency & state auditor capability

Stability
-  C o n c e r n  t h a t  P P T / A C E S  w i l l  b e  r e v i s i t e d  a g a i n  i n  n e x t  f e w  y e a r s  

' t o  d e a l  w i t h  g a s

• G a s  d e f i n i t e l y  n e e d s  t o  b e  a d d r e s s e d ,  b u t  w i l l  r e o p e n  e v e r y t h i n g  

a g a i n

' The s ign ifican t tax inc reasesw ou l,d  d ec rease  exp lo ra tion  
& deve lopm en t econom ics anbtfa ikoutweigh any positives 
in the bill . ^ E p r  ■'%

- T a x  r a t e  i n c r e a s e  "  .

• -  T a x  e s c a l a t o r  c h a n g e s  i n c r e a s e  c o s t s

-  T r a T i s f t i d l F W & e s t n T e n t  E x p e n d i t u r e  C r e d i t s  E l i m i n a t i o n



A d m in i s t r a f  •> • , i • * ' ■<>-.u

T a b l e  b e l o w  f r o m  S e p t  4 ,  2 0 0 7  A d m i n i s t r a t i o n  P r e s e n t a t i o n

Project Net Present Value o f Cash Flows (10% Discount Rate)
$40 Test Price ($ Millions)

Status Quo PPT ACES Plan
16% Gross Tax 

No Capital 
Credits

19% Gross Tax 
With Capital 

Credits
Field/Project A 178 128 -35 27
Field/Project B 72 48 -22 9
Field/Project C 59 27 -53 -22
Field/Project D -64 -90 -398 -282
Production Tax

Revenues
FY2008 @ $60

oil price $1.3B $2.0B $2. IB $2.0 B

'  P r o j e c t  E c o n o m i c s  d e c r e a s e  b y  3 3 %  t o  5 4 %  

'  W h a t  g e o l o g i c  &  c o m m e r c i a l  r i s k s  w e r e  a s s i g n e d ?  

W h e r e  a r e  d r y  h o l e s  &  f a i l e d  p r o j e c t s  a c c o u n t e d  f o r ?



S ignificant tax increases outw eigh any 
potential benefits
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Thank you, Chairman Huggins. My name is Joe Mathis. My wife and I are 
the owner and operators of Montana Creek Campground located at mile 95.5 
of Parks Highway. We own a 14 acre site with store and 66 sites. We have 7 
employees all are Alaskans and employed from the local area providing jobs 
in an area of high unemployment. We also manage and operate for the state 
parks one of their campgrounds located nearby.

For me as a small business owner, I need to have certainty in my tax 
obligations for payroll, property, and sales taxes.

As a small business owner, we have struggled with the uncertainties of risk 
and disasters. Last year, we had floods that have done serious damage to our 
business but we were able to survive. We have faced high cost of fuel and 
seen huge declines in border crossing of RVs and travelers to Alaska coming 
up the Alcan Highway. These risks that we take in our small business are 
nothing compared to the risks that you are contemplating. Risk management 
should be part of your due diligence in this process. Can Alaska really 
afford to take the risk of discouraging future investment when 50 percent of 
our production ten years from now will come from 'new oil' generated by 
future investment?

If you are risking the long term health of our state’s future without good 
foundation of information then you are making serious error in judgment.
We need more factual information on how PPT is working. Making 
decisions based on emotion and rhetoric is poor decision making.
The facts are:

• With the oil pipeline two-thirds empty and production continuing to 
decline, Alaska should be focused on doing whatever is necessary to 
increase oil production.

• Investments, which for Prudhoe Bay alone amount to about $1 billion 
yearly, are aimed at keeping the decline rate at an average of about 6



percent yearly. If the investment rate is slowed the decline rates could 
increase to about 15 percent yearly before too long.

As others have said, we do not know what the right number is for the tax 
rate. However, we do know that increased taxation will not stimulate the 
industry or the economy. Increased taxation on the industry will not improve 
the business in our campground.

We need a change the dynamics of this process from one of negatives to one 
of positives. In past year we have had more than enough negatives that has 
consumed the public process as well as diverted our energies from those 
long term issues that will keep our economy from disaster in next 10 years.

I would prefer to be giving testimony on a long term fiscal plan or the 
POMV should be structured.

What has happen to long term planning? In this time of high oil prices we 
have a huge opportunity to encourage small independent oil companies to 
flock to our state. I am sure they now have a “wait and see attitude”. If you 
start changing the rules again it will be a long, long wait.

As I stated before that my small business needs certainty in taxation so does 
the oil industry.

I have seen my business take two major floods. We were able to survive 
however I do not think that this state can take this third flood of taxes and 
survive. You need to give the PPT infrastructure put in place last year a 
chance to work.
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M r. C hairm an and M em bers o f  the C om m ittee. T hank you for the opportunity  to testify 
before you today  on Senate B ill 2001.

M y nam e is M arilyn C rockett and 1 am  the E xecutive D irector o f  the A laska Oil and G as 
A ssociation (“ A O G A ” ). A O G A  is the trade association for the oil and gas industry  in Alaska. 
O ur 17 m em bers account for the m ajority  o f  oil and gas exploration , developm ent, production, 
transportation, refin ing and m arketing activ ities in the state. In addition to  A laska’s instate 
refiners, A grium  and A lyeska, our m em bership  includes com panies new  to A laska hoping for the 
opportunity  to  explore, com panies w hich are exploring  today but do  not yet have production (but 
hope to in the future) and those com panies which are producing today.

O ne o f  the im portant functions the A ssociation perform s is to  provide a forum  for 
m em ber com panies to  consider regulatory  and leg islative proposals, and to  reach agreem ent on 
an industry  position  on those proposals. T o  estab lish  an A O G A  position , a 5/6 vote o f  the 
m em bers is required. W hat th is m eans, o f  course, is that w hen A O G A  voices that position, 
regulators and legislators can be assured that that position  is the position  o f  the overw helm ing 
m ajority  o f  A laska’s oil and gas industry.

But on tax issues, A O G A  m em bers have taken this approval process to  the highest level. 
A O G A  positions on tax-related  issues require 100% consensus o f  the A O G A  M em bers. Let me 
be clear: m y testim ony today reflects the full consensus o f  the m em bers o f  the A O G A  Tax 
C om m ittee, w ith no dissent.

The focus o f  ou r testim ony today w ill be on the practical im pact o f  declin ing production 
levels on industry  operations and the State o f  A laska. A nd w hile we are not in a position at this 
early  date in this Special Session to  provide you w ith a com plete analysis o f  the m any 
com ponents o f  SB 2001, w e \ ill describe for you but a few  of the troubling aspects o f this 
legislation. The A O G A  Tax C om m ittee  is in the m idst o f  a com prehensive review  o f  the 
legislation and will be in a position  at a future date to  characterize those concerns.

Here we are in Juneau for the fourth tim e in the past tw o years to  deliberate w hether one 
o f  the S tate’s taxes on oil and gas should  be changed, and if  so, w hat it should  be changed to.
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Last year the Legislature passed the Petroleum  Production  Tax, or PPT. N ow , less than a year 
later, the A dm inistration is telling you that the P P T  is broken. T hey say i t ’s too com plicated  to 
forecast, it isn ’t bringing in the revenue that w as forecast last year, and they d o n ’t have enough 
capable auditors to  enforce it.

In d iscussing  the m erits o f  SB 2001 versus P P T  and the A dm in istra tion’s concerns, we 
m ust alw ays keep  in m ind the real-w orld  situation that A laska faces. The greatest challenge that 
confronts th is generation o f  A laskans and the next is the ongoing decline o f  oil production, 
w hich has been, is today, and prom ises to  rem ain the cornerstone o f  the finances o f  state 
governm ent.

P roduction decline is eroding this cornerstone. It is a historical fact that even w ith the 
m assive investm ents being m ade, N orth S lope production  declined an average o f  6.2%  a year 
from  FY  1997 to  FY 2007, and C ook Inlet oil p roduction  declined at 8.0%  a yea r.1 W ithout those 
investm ents, decline w ould have been 15%.

W ith respect to  the future o f  the N orth  S lope, there is going to  be a m ajor challenge w hen 
A N S production gets dow n to  about 300 ,000  barrels a day. A ccording to A lyeska Pipeline 
Service C om pany, w hich operates the trans-A laska oil pipeline (TA PS), the m inim um  
m echanical capacity  o f  the new electronic pum ps that are being installed is about 300,000 barrels
a day.

Here is a graph show ing how long we have before  ANS production reaches this 300,000 
barrel-a-day m echanical threshold, depending on w hat the rate o f  decline is. If decline continues 
at the

T i m e  t o  D a c l i n e  f r o m  7 4 0  m b / d  t o  3 0 0  m b / d
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historical rate o f  6% , ANS will decline to  300 ,000  barrels a day in about 15 years, or FY 2022.
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O n the o ther hand, if  decline can be held to  3%  o r less as DOR assum es, then we w ould have 30 
years o r so before we hit the m echanical threshold .

I et me stress that this graph is not a prediction. It m erely plots the results o f  the 
m athem atical ca lcu la tio n s ' o f  how long it w ould take to gel to 300,000 barrels a day from  the 
level o f  740 ,000  barrels a day in FY 2007, depend ing  on w hat decline rate you choose. W hat it 
does show  is how  im portant the rate o f  production  decline is for A laska’s future. The difference 
betw een a 6%  decline rate and 3%  d oesn ’t sound like m uch, but as you can see from  the graph, 
that d ifference determ ines w hether the 300 ,000  barrier is reached around FY 2022 or FY 2037.
If you have a ch ild  in ju n io r  high school, this represents the d ifference betw een that child  being 
able to  grow  up and have a career on the N orth  S lope, and not having this opportunity.

Investm ent in new  production is the on ly  w ay to  slow  the decline enough to  give the 
ch ildren  o f  th is state a future w ith the N orth S lope sim ilar to  w hat we have enjoyed. T ha t’s w hy 
new  investm ent is such a crucial question facing the S tate, both  in the context o f  the proposed tax 
proposal and in o ther areas that affect the business clim ate here.

T here are three categories o f  investm ent that can slow  the rate o f  decline on the N orth 
Slope, o r at least keep  it from  getting  any w orse. These are, first, investm ent in exploration to 
d iscover new  fields; second, investm ent in ex isting  fields to  prevent their decline from  
accelerating; and third, investm ent in innovation, technology, and new infrastructure to  allow  
developm ent o f the \a* t but challenging resource o f  heavy and viscous oil that has already been 
discovered.

A great deal o f  the testim ony to  the L egislature, and a lot o f  the questions being asked, 
have focused on the fiscal term s o f  the “governm ent take” for exploring  in A laska and the 
com petitiveness o f  these term s relative to  the term s in regim e* elsew here in the world. This kind 
o f  “w ho takes m ore” analysis is faulty for tw o fundam ental reasons.

First, it assum es that the geologic prospects for m aking a com m ercial discovery  in A laska 
are com parable  to  those o ther regim es. T his assum ption  is unsound. The N orth Slope has three 
m ajor areas o f  significant oil and gas potential: the state lands in the central N orth Slope 
betw een the C olville  and C anning n v ers , the federal land in the N ational Petroleum  R eserve -  
A laska to  the west o f  the state lands, and the coastal plain o f  A N W R to the east o f  the state lands. 
The exploration  potential o f  the state lands is lim ited today  prim arily  tr  the discovery  o f new 
satellite fields, as opposed  to  fields large enough to  stand on their ow n econom ically . E xplora­
tion is still active in N PR -A  and by no  m eans over, but the courts have recently  blocked federal 
leasing o f  the geologically  prom ising lands around Teshekpuk l>ake. And even if  the Ninth 
C ircuit decides to let that leasing go forw ard, the pro-leasing  Bush A dm inistration has less than 
14 m onths left in office in w hich to hold  the lease sale E lsew here in N PR -A , the relinquishm ent 
earlier this fall o f  som e 300 ,000  acres o f  lands reflects d isappoin ting  results from  leaseholder 
exploration efforts there. As for A N W R , despite  R epublican m ajorities in both houses o f 
C ongress and a pro-developm ent president in the W hite H ouse, the coastal plain is still closed.
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And this brings me to  the second reason w hy it is unw ise to  focus too m uch on 
investm ent in exploration as the solution to  production  decline. Exploration is a risky  business, 
and there is no assurance that spending m oney to  test a particu lar prospect will ever yield a dim e 
o f  payback. Even when exploration succeeds in d iscovering a com m ercially  viable field, it will 
take years from  the lim e o f its discovery  until the lim e production from  it begins. But the 
challenge o f  declin ing production confronts A laska today —  not eight, ten or a dozen years from  
now. By its nature, investing in exploration  can m ake a significant contribution tow ard solving 
the challenge o f  declin ing production in the longer term , but not the shorter term  w hen results are 
urgently needed.

l.ivestm ent in heavy and viscous oil developm ent is also  a solution in the m id to long 
term . The first well ever drilled  to  test production  from  the Ugnu Form ation was on ly  drilled  
earlier this year in the M ilne Point U nit, and it is still being tested and evaluated to  gain a  be tter 
understanding o f  the physical characteristics o f  the U gnu oil. There are plans to use the results 
o f  these tests and evaluations to  plan and develop  a  p ilo t project for producing Ugnu oil. U ntil 
then, W est Sak will continue to  be the only com m ercial heavy/viscous opportunity.

T his gets us to investm ent in curren tly  producing  fields. Fortunately, there are invest­
m ents that can be m ade, and are being  m ade, in these fields to  slow  their decline. In the short 
term , th is is in-fill drilling —  that is, d rilling  new  w ells into the portions o f a reservoir that are 
betw een the wells that have already  been drilled. T h is accelerate*- the drainage o f  oil from  the 
rock that currently  lies in betw een ex isting  wells. In-filJ drilling last year contributed some
70.000 barrels a day to production from  the Prudhoe B ay field. T o put this into perspective, a
70.000 barrel per day field w ould be the 4 th largest stand-alone field on the N orth S lope today.

There are also  m ajor investm ents being m ade, and yet to  be m ade, in “renew al” o f  the 
surface facilities for existing fields. For instance, the gathering centers and flow  stations for the 
P rudhoe Bay field have been in service for over 30 years now. For them  the situation is not all 
that different from  what yours w ould  be i f  you bought a m inivan van years ago w hen your 
children w ere young, and now that the kids are all grow n up and i f  s ju st you and your spouse 
w ho are d ri\ mg it, it’s tim e to  replace that m inivan w ith a new vehicle that suits your needs 
better. If Prudhoe B ay and the o ther producing fields are to continue producing in the decades to 
com e, their original production facilities will need to  be overhauled o r replaced. A lso, as 
increa.*ing am ounts o f  heavy and viscous oii com e into production, even relatively  new  facilities 
that were designed for com paratively  light “conven tional” oil will probably need to be m odified , 
refitted o r replaced in o rder to m inim ize operating problem ^ in handling that heavy/v iscous oil. 
R egardless o f  the stim ulus or purpose for m aking them , renew al investm ents in production 
infrastructure present a \e ry  sim ilar cash flow pattern as there is for investm ents in the original 
infrastructure to develop a field. A nd consequently , an incentive that is effective for the initial 
developm ent infrastructure is equally  effective for renew al as well.

So, this is the harsh reality  in w hich we —  governm ent, industry, the present generation 
o f  A laskans, and the next one —  find ourselves. F o r all o f  us, decline is the great challenge that
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we must grapple w ith. It a lready threatens us now , and if  unaddressed, will only get worse. 
M assive new  investm ents for additional oil p roduction are the only  w ay to  deal w ith th is m enace, 
and there are three areas o f  investm ent that can be m ade to  deal w ith it: exploration, heavy and 
viscous oil developm ent, and slow ing decline o f  ex isting  fields. The first tw o are o f  greatest 
benefit for the long term , and the other one is o f great benefit for the near term . W e need all 
three kinds o f  investm ent and d o n ’t have the luxury o f ignoring one or tw o o f  them . I have 
explained ou r co llective  situation in such detail so  we can each see for ourselves w hy declining 
production is the great issue o f  the day for A laska.

Turning now  to the relative m erits o f  SB 2 0 0 1 versus PPT, A O G A  subm its there are 
several self-evident princip les o f  taxation  that should  be used to test those m erits. First, a tax 
m ust be “fit for pu rpose” —  that is, it m ust do  the things it is intended to  do, and it should do 
them  well. Second, the adm inistra tion  and enforcem ent o f  a tax should be as efficien t as 
possible, consisten t w ith in su ring  com pliance by  taxpayers. T hird , for a  taxpayer w ho w ants to  
calculate and pay the correct am ount o f  tax w hen it com es due, it m ust be possib le to  do  so.

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

W ith respect to  the revenue side, no one disputes that PPT  has brought the State m ore tax 
revenue since A pril last year than E L F w ould have. A ccording to DO R, the increase was m ore 
than $800 m illion in the last nine m onths o f  2006,3 and at that rate it w ould  have been over a 
billion dollar:, in additional production tax revenue for a full year. DO R also said  at the tim e that 
the M arch 31s1 paym ents w ere about $137 m illion less than the $950 m illion that it had 
estim ated, and in due course I ’ll com e back to  the questions o f  forecasting the P P T  and higher- 
than-forecasted lease expenditures. For now , m y point is that PPT  has certain ly  outperform ed 
the old ELF tax , w hich  is ju s t w hat it is supposed to  do.

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

That w hole line o f  reasoning is flaw ed. First o f  all, DO R is com plain ing  that they can ’t 
forecast PPT  accurately  because it has so m any variables that affect the results. H ow ever, if  they 
can ’t forecast it accurately , then w hy should  so m uch reliance be p laced on its current forecast
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that show s the p rio r forecast was o ff  by $800  m illion? If the first forecast w as poor, what has 
changed  to  m ake th is latest one so good?

As 1 explained  ju st a w hile ago, the purpose o f  PPT  w as m ore than ju st the tax revenues it 
w ould generate. It was to create incentives lo r attracting  the m assive new investm ents that will 
be needed in o rder to  m eet the threat posed by declin ing  production. T he system  o f  tax cred its 
under P PT  provides significant incentives for investing  in capital assets to  exp lore  for, develop, 
and produce m ore oil and gas.

■ C urrent capital expenditures generate a 20%  tax credit in addition to  being im m ediately  
deductib le as lease expenditures. For the kinds o f  econom ic analysis that reflect the tim e- 
value o f  m oney, these front-end benefits  have the greatest possible positive effec ts on the 
results o f  the analysis.

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

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

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

■ The $6 m illion annual credit under AS 43 .55 .024(c) is an incentive for exploration  and 
developm ent in the areas o f  A laska outside the N orth  Slope and C ook Inlet basin.

H ava these incentives under PPT  w orked? The prelim inary  results so far say yes. D O R ’s 
A ugust 3rd report on PPT  states that capital investm ents for FY 2008 are 80%  greater than 
p reviously  estim ated , despite  the fact that operating expenditures are up by 101%  over the p rio r 
p ro jections.5 O f course, it w ill take tim e before com panies can fully respond to  these incentives, 
and it will take even m ore tim e to  tell w hether the new  investm ents to increase oil production 
succeed in actually  getting m ore production. But so  far th ings appear to  be m oving in the right 
direction.

T here is the question o f  w hether the inability  o f  exp lorers and alm ost-producers to  sell 
their credit certificates near face value has been a m aterial problem . As the E xecutive D irector 
o f  A O G A , 1 can assure you there is no one am ong A O G A ’s m em bership  w ho th inks any 
problem  in selling  the certificates has been serious enough to ju stify  am ending the PPT.

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

The second standard  for evaluating  SB 2001 versus PPT  is that the adm inistration and 
enforcem ent o f  the tax m ust be as efficient as possib le , consistent w ith ensuring com pliance by 
taxpayers. H ere, the tw o ch ie f objections to  PPT  have been, first, that it is all but im possible to 
forecast the revenues from  it w ith the accuracy needed for state budget purposes, and second, 
that the audit challenges o f  PPT  leave D O R ’s auditors hopelessly  outgunned.6 So the questions 
that need to  be answ ered  are, how  m uch m erit do  these critic ism s have, and how w ould SB 2001 
address these concerns?

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

L rt us considei this “dram atic d ifference" betw een the projected expenditures behind the 
fiscal note last year, and w hat those expenditures have actually  been. W hen the D O R staff in the 
prior A dm inistration sought inform ation about expenditu res, they chose not to  rely on the 
representations about 2006 costs that individual com panies gave the Legislature in public 
testim ony at that tim e.8 Instead, they looked at w hat they  believed to  be m ore reliable 
inform ation contained  in the m ost recent partnersh ip  tax returns that had been filed with the IRS 
for fields on the N orth  Slope.

Federal partnersh ip  returns are not due to  be filed w ith the IRS until O ctober o f  the 
follow ing year, so  even  as late as A ugust 2006 w hen the Legislature passed HB 3001, the m ost 
recent returns availab le  w ere those for 2004. H ere is a chart show ing the Producer Price Index
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Oil and Gat Field Machinery and Equipment PPI
Source: U.S. Department of Labor

for oil and gas field m achinery  and equipm ent during the last decade. The highlighted bar in the 
graph m arks 2004, and you can see right aw ay w hy a fiscal note based on the m ost recently filed 
federal tax returns, for 2004. w ould he w ay o ff  the mark in predicting what the field costs w ould 
be m 2006 and ’07.

There was nothing sin ister about what that A dm inistration  did. The com panies said the 
2006 costs w ere high, but the latest tax returns at that tim e indicated  the costs were significantly  
less, w ith a fairly lengthy track record o f  gradual increases. D O R  went with the reported 
inform ation on the tax returns. 1 suspect the DO R sta ff in the present A dm inistration w ould do  
the sam e in those circum stances. In any event, th is is not a reason for casting PPT  aside.

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

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

But there is a d im ension  to  P PT  audits, how ever, that we can and should address. This 
has to  do  w ith w hat the source o r starting  point for determ ining  how  m uch a producer’s 
deductib le lease expenditures are. The P FT  statutes curren tly  allow  DO R a choice betw een 
starting from  the jo in t-in terest b illings and invoices that operators bill to  the other participants in


