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an oil and gas field o r ven ture ,9 o r starting  from  a com prehensive set o f  accounting rules and 
principles that D O R w rites u p .10 W hich  choice D O R chooses will determ ine nothing less than 
the very success o r failure o f  P P T  as a tax —  and fo r SB 2001 as w ell, if it is enacted. It is like 
having a tax based on your federal taxable incom e, and choosing betw een your federal tax return 
(as audited by IRS) as the s ta lling  poin t, or starling  w ith the Internal R evenue C ode and leaving 
it up to  you and D O R ’s auditors alike to  find w hat the right answ er is under the Code. It is like 
having a tax based on your financial book incom e, and choosing  betw een your audited financial 
statem ents filed w ith the SEC  as the starting  point, o r starting w ith G enerally  A ccepted 
A ccounting Principles and leaving  it up to  you and D O R ’s auditors alike to find w hat the right 
answ er is under G A A P.

From  the taxpayer’s perspective, this m eans a near certain ty  o f  continual assessm ents 
year after year for additional tax , interest, and perhaps penalties, and depending  on how  litigious 
a com pany m ay feel, it m ay m ean a long series o f  law suits and appeals as well.

From  the S ta te ’s perspective, these sam e troubles fo r the taxpayer will m ean that the 
incentives for investm ent under PPT , o r SB 2001, will be seriously  eroded. The g reater the 
uncertain ty  about how  m uch tax a com pany  ow es, the greater the likelihood that the incentives 
will turn out be less than their face value. A taxpayer’s only  recourse in this situation will be to 
discount the face-value o f  those incentives significantly , perhaps com pletely , in running the 
econom ic analysis about m aking an investm ent or not. As a consequence, the effectiveness o f 
those incentives will be less than it should  be, and A laska will fail to realize the full am ount ol 
new  production that it needs to  m eet the challenge o f  decline.

The o ther choice that D O R  could  m ake is to  start w ith w hat an operator bills to  the o ther 
participants in an oil and gas operation . N ote that I said  “start" w ith those billings —  not “end .” 
Anything in those b illings that is nondeductib le under AS 43.55 .165(e) w ould have to  be backed 
out. The central concept o f  lease expenditu res in AS 43.55. ■ 65(a) is that they m ust be "d irect” 
and “ordinary and necessary” costs o f  exploration , developm ent, o r  production. It w ould be 
m ost surprising if  there are any th ing  in those billings that goes outside this standard.

How can A laska be sure o f  th !s? Because the participants in an oil and gas operation do 
not give the operator a license to  w aste their m oney. I have heard a great deal o f  concern 
expressed during these hearings about how  the com panies m ight som ehow  try to  “gam e the 
system ” in order to  reduce the tax they  will pay the State. W hile so m any are so w orried  about 
efforts by the com panies not to  overpay  the State, w hy w ould m ost o f  these sam e people think 
the com panies are som ehow  m ore w illing  to  overpay the operator than the State? C learly  they 
don’t want to  overpay e ither one. If  anything, since the operator usually  is a direct com petitor, 
they probably d o n ’t w ant to overpay  it even m ore than they d o n ’t want to overpay die State. In 
o ther w ords, if an opera to r is exp loring  a geologic prospect, the non-operating  participants d o n ’t 
w ant to  pay any costs that are not fo r the exploration  o f  that prospect. S im ilarly , i f  the operator 
is operating a producing field , they  d o n ’t w ant to pay any costs that a ren ’t for the operation o f  
that field. It is reasonable to  rely , in the first instance, on the non-operato rs’ self-in terests to
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police and lim it what the opera to r can spend their m oney on, and they will do  that policing by 
auditing the opera to r’s invoices to  them .

In the contex t o f  PPT  DOR should “audit the aud its” to  verify  that the non-operators do 
indeed audit an o p e ra to rs  invoices on a regular basis, and that those audits are rigorous and at 
a rm ’s length. But once these th ings have been confirm ed by DO R in its verification o f  the non­
o pera to rs’ audits, there is little point for DO R to spend the tim e and effort to  re-plow  the field 
that the com pan ies’ audits have a lready  plowed.

D aniel Johnston , a consultant hired during last year’s debate on PPT, gave an inform al 
presentation to  m em bers o f  the Legislature on Friday, Oct. 19, 2007. D uring that m eeting, he 
praised the expertise o f  jo in t interest auditors and the ability  for the state to  utilize unit 
accounting. He w ent on to  say that it w ould be “ex trem ely  insightful for the state to  get unit 
accounting” . M r. Johnston  observed  that state auditors can be “v icious” , but that jo in t interest 
auditors are “even  m ore vicious” .

O f course, for operations w here there is on ly  one participant o r w here there are no audits 
o f  the opera to r’s invoices, th is approach will be inapplicable. But there are still th ings DO R 
could  do to  build  o ff  the b illing  system s w here there are such audits and ex tend  them  to these 
o ther fields. H ow ever, D O R has not yet adopted the “Phase II” regulations to im plem ent and
appl> it'' ex isting statu tory  au thority  to authorize or require taxpayers to  follow  this approach.

A very d ism aying th ing about SB 2001 is that Section 64 w ould repeal D O R ’s explicit 
statu tory  authority  under AS 43 .55 .165(c) and (d) to  require or authorize the use o f  opera to rs’ 
jo in t-in terest b illings as the starting  point for com puting  the am ount o f  a  p roducer’s deductible 
lease expenditures for that unit o r field , w hile Section 71(b) w ould  m ake that repeal retroactive 
to  A pril 1, 2006.

W e believe that this repeal w ill m ean DO R cannot authorize or require a producer to  start 
w ith an opera to r’s jo in t-in terest b illings, even w hen D O R w ants to  allow  or require their use. 
Since these repeals are in the proposed  legislation that has been in troduced, we expect that DO R, 
in response to us, will testify  that som ehow  they w ill still be able to  require o r authorize the use 
operator b illings even if  these present statutory provisions are repealed. H ow ever, if  you enact a 
law specifically  saying D O R  m ay do  som ething and later on you repeal that law , doesn ’t that 
repeal m ean DO R ca n ’t do  it anym ore? W e think so. But even if  you are persuaded by D O R 
that w e’re w rong on th is point, w hy should  you repeal those statu tes and take the chance that the 
courts w on’t agree? m n id  p rohahly  n»ppnl VS 4 3 - 5 5 . 1 6 5 ( d )  and keep s u b s e c t io rU c im ih e .
hnnkt "'it*1....................................f w '1111*-- d*11 d fr ii vnm  repetitive of  that in (c-V
repealing rham-tnrif  h »■>■■■■.......

The reason I’ve spent so  m uch tim e about the use o f  jo in t-in terest b illings as the starting 
point for determ ining a p roducer’s lease expenditures is this: C onsider the situation that a non­
operating participant faces. A ll the inform ation it has about w hat’s being spent fo r the operation
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is w hat it gets from  its b illings from  the operator, p lus w hatever it m ay ieam  by auditing those 
invoices. But if  such a non-operato r cannot start from  those invoices, how  can it figure out what 
to  report as the lease expenditu res for that operation? All the books and records o f  the 
expenditures are w ith the operator, and if  the non-operator h a s r ’t yet audited  the operator, it will 
have no idea what those books and records show . It is in feasit le for a non-operator to be 
auditing the operator m onth !* m onth, yet the n o n -o p t.a to r  will som ehow  have to  be reporting 
and paying insta llm ents m ot h by  m onth throughout the year. Ev n by  the M arch 31 true-up the 
fo llow ing year, it is un likely  that any audit o f  the opera to r’s bool and records w ill have been 
begun by that date, m uch less com pleted . The penalty  for m is-estim ating the installm ent 
paym ents is p rincipally  in the d ifference betw een the rate o f  interest on overpaid  installm ents and 
underpaid  ones. But the M arch 31 true-up  is very s e ro u s  business. Interest at an APR not less 
than 11 % com pounded quarterly  begins to  accrue, and penalties o f  up to  30%  for negligence and 
failu re-to -pay1 can be assessed, on the am ount o f  any underpaym ent con tinuing  after that true- 
up date. If a non-operato r cannot rely  on its b illings from  the operator as the starting  point for 
these purposes, w hat is it supposed  to  u se?12

If, as we fear, the repeals o f  AS 43 .55 .165(c) and (d) under the proposed bill will indeed 
take aw ay D O R ’s d iscretion  to allow  or require the use o f  opera to rs’ jo in t-in terest billings, then 
SB 2001 will com pletely  fail the th ird  standard by w hich a tax is m easured —  that it m ust be 
possib le for a taxpayer to get the tax right w hen it is due, w hen the taxpayer w ants to do so. This 
will be im possible for non-operators under the proposed legislation. Even P PT  will fail if the 
“Phase 11“ regulations do not reasonably  im plem ent D O R 's  present au thority  under AS 
43.55 .165(c) and (d) regarding the use o f  operato r billings.

Before I close, there are a few- confusing  th ings in the SB 2001 I w ould like to address.

The first o f  these is Section  1, declaring that subsection (b) in the new production-tax 
statute o f  lim itations being enacted  is in tended to  “confirm  by  clarification the long-standing 
in terpretation o f  AS 43 .05 .260  by  the D epartm ent o f  R evenue relating to  lim itation o f  
assessm ents for the production  tax on oil and gas and conservation surcharges on o il.” Does 
anyone here know  w hy th is is in the b ill?  AS 43 .05 .260  is the existing statute o f  lim itations for 
auditing all state taxes under AS 43, and w hat is it about this present lim itations statute that is 
being “confirm [ed)“ by  the new  A S 43 .55 .075(b)?

If you read th is new  section 075(b) —  w hich begins on page 35 line 30 and runs through 
line 15 on page 36 o f  the bill —  you see there are tw o parts to the subsection. O ne part is the 
first tw o  sentences, w hich address the effects for tax purposes o f jud ic ia l o r adm inistrative 
decisions that retroactively  change param eters for calculating the tax T he o ther part is the last 
sentence, including paragraphs (1 ) and (2), and requires producers to report such decisions to 
DO R w ithin 60 days and to  file am ended returns w ithin 120 days.

The curious th ing is that the ex isting  statute o f  lim itations (A S 43 .05 .260) —  the 
in terpretation o f  w hich is to be "confirm ed” —  has nothing in it perta in ing  to  e ither o f  these
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subjects. H ere is the text o f  A S 43 .05 .260  and you can see this for yourselves. Subsection (a)

Sec. 43.05.260. Limitation on assessment (a) Except as provided in (c) o f this section 
and AS 43.20.200 (b), the amount of a tax imposed by this title must be assessed within 
three years after the return was tiled, whether or not a return was filed on or alter the 
date prescribed by law. If the tax is not assessed before the expiration o f the three-year 
period, proceedings may not be instituted in court for the collection o f the tax.

(b) For purposes of this section, a return filed before the last day prescribed by law 
or regulation is considered as filed on the last day.

(c) The following exceptions apph to the limitation period in (a) o f this section:
( 1) in the case of a false or traudulent return with the intent to evade tax, the 

lax may be assessed, or a proceeding in court for collection of the tax may be begun 
without assessment, at any time;

(2) in the case of a failure to file a return, the tax may he assessed, or a 
proceeding in court for the collection of the tax may he begun without assessment, at 
any time;

(3) if. before the expiration o f the time prescribed in this section for the 
assessment o f a tax imposed by this title, both the department and the taxpayer have 
consented in writing to the assessment after the expiration o f the time, the tax may be 
assessed at any time before the expiration of the period agreed upon; however, the 
period agreed upon may be extended by a subsequent agreement in writing made before 
the expiration of the period previously agreed upon.

sets ihree years as ilie period for DOR to audit and assess any additional tax that may be due, and 
it bars suits to  collect any additional tax if  that tax is not assessed w ithin the three-year period. 
Subsection  (b) says that, if  a taxpayer files its tax return early  before it is due, the three-year 
period starts running from  the due date instead o f  the actual filing date. Subsection (c) creates 
three excep tions to  the rule under subsection (a), w hich  appear as paragraphs ( I ) -  (3) o f 
subsection (c): nam ely, for false o r fraudulent returns to  evade tax, for a failure to  file any return 
at all, and for extensions o f  the three-year period that are m utually  agreed upon in w riting by 
D O R  and the taxpayer.

W hich  o f  these provisions has anything to  do  w ith  tax effects o f  retroactive decisions? 
W hich has anything to do  w ith having to  report such decisions to  D O R and filing am ended tax 
returns? It is not im m ediately c lear to  us w hat e ither o f  these topics in the new  statute o f  
lim ita tions has to  do  w ith interpreting any o f  the prov isions in existing statute o f  lim itations I’ve 
ju st review ed w ith you. So w hat’s going on w ith Bill Section 1?
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W e believe Section 1 is a stealthy  attem pt to  legislate  an outcom e to m atters that are 
already  being litigated  in the due course o f  adm in istra tive  and jud icial proceedings. In 1999 
DOR am ended one o f  its production tax regulations, 15 AA C 55.200. so that it reads rem arkably 
like AS 43 .55 .075(b) being enacted in this bill. Here you have the regulation and the proposed

15 AAC 55.200. Retroactive adjustments. If
retroactive adjustments in costs of

<b> A decision of a regulatorv agencv. court, or 
other bodv with authoritv to resolve disputes

transportation, sales price, prevailing value, or 
consideration for uualitv differentials relating

that results in a retroactive change to a lease 
expenditure, to an adjustment to a lease

to the commingling o f oils or of oil and NGLs expenditure, to costs of transportation, to sales
result from decisions of regulatorv agencies, 
courts, or anv other preemptive authoiitv. those

price, to prevailing value, or to consideration of 
aualitv differentials relating to the

adjustments have a corresponding effect, either 
an increase or decrease as applicable, on the

commingling of oils has a corresponding effect, 
either an increase oi decrease, as applicable, on

gross value at point o f production as the production tax value o f oil or gas or the
determined under this chapter, and tfj? producer amount or availabilitv of a tax credit as
shall, on or before the third monthly payment 
due date specified in AS 43.55.020(a) after any 
adjustment, file amended returns covering the 
entire period of an adjustment unless the

determined under this chapter. For purposes of 
this section, a change to a lease expenditure 
includes a change in (he categorization of a 
lease expenditure as a qualified capital

producer has obtained a stav on that filing or 
pavment. regardless o f the oendencv of appeals
of iIiom’ decisions. lemphaM' added!

expenditure or as lot a qualified capital 
expenditure. The protucer shall (1) within 60 
days atiei the change, notify the dcpartmeiu in 
writing; and (2) within 120 alter the change, 
file amended returns covering all periods
affected bv the Change, unless the department 
agrees otherwise or a stav is in place that
affects the filing or pavment. regardless of the
oendencv o f appeals of the decision, (emphasis 
added]

new AS 43.55 .075(b) side by side, w ith identical or parallel language in them  being underlined. 
As you can see, the regulation deals w ith "decisions o f  regulatory agencies, courts, o r any o ther 
preem ptive au thority" w hile the proposed new  statu te addresses any “decision o f  a regulatory  
agency, court, o r o ther body w ith au thority  to  resolve d isputes[.]” The regulation deals w ith 
“retroactive adjustm ents in costs o f  transporta tion , sales price, prevailing value, o r consideration 
for quality  d ifferen tials relating to the com m ingling  o f  o ils or o f  oil and N G Ls” w hile the 
proposed sta:ute addresses “a retroactive change” to  the very sam e th in g s ,11 plus any change to 
"a  lease expenditu re[.]” Both state that retroactive changes in the param eters for calculating the 
taxable value h; ve "a corresponding effect, e ither an increase or decreased 141 as applicable on” 
that taxable value.

N ow , the “in terpreta tion” that com es into p lay  here has to  do w ith the question  o f  w hen 
interest begins accruing on a tax increase or decrease that results from  one o f  these retroactive 
decisions —  does it begin to  accrue as o f  the date o f  that decision? O r does it begin to  accrue all
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the w ay back to the original paym ent due date? W hen D O R adopted the am endm ent to  the 
regulation in 1999, the d irector o f  the Tax D ivision at that tim e told A O G A  m em bers that DOR 
w as in terpreting that am endm ent to  m ean in terest w ould  start to accrue as o f  the original pay­
ment due date fo r the tax, not as o f  the date o f  the retroactive decision.

W e believe it is this “ in terpreta tion” o f  its ow n regulation, w hich is in the process o f 
being appealed in due course, that the A dm inistration  in tends to  have “confirm [edJ” under 
Section 1 o f  SB 2001 as the proper in terpretation o f  the p re-PPT  statute o f  lim itations. The 
question for you is, do you really  w ant to  confirm  th is?

C onfirm ing  it w ould set a destab ilizing  precedent, because it will m ean that the law s can 
effectively  be rew ritten to  deal w ith subjects that they did not orig inally  deal w ith, and this can 
be done c landestinely  by “confirm ing” som e purported  “in terpreta tion” o f  it. For one th ing, it 
w ould be an attem pt by the E xecutive and L egislative branches to  determ ine the outcom e o f  
m atters that are already  before o r headed to  the Judicial Branch in due course. C an  the 
Legislature in tervene in Judicial m atters under the Separation o f  Pow ers D octrine, and even  if  it 
can, should it attem pt to do so here? Second, w hat does it say to potential investors in th is state 
about our sense o f  ju stice , D ue Process, and fair play?

N ow , if the A dm inistration appears before you o r any o ther com m ittee o f  this Legislature 
and disavow s any and all intention to do such a thing, 1 w-ould encourage you to  ask them  to 
clearly  explain  w hat they did intend to  achieve with Section I, so that it will be part o f  the 
legislative h istory o f  this bill. Then, if it becom es law , the legislative history will be there to 
establish  that the “ in terp reta tion” w hich we fear is not the L egisla ture’s intent, nor the 
A dm inistra tion’s.

A second confusing  thing in SB 2001 relates to the new  statute o f  lim itations being 
proposed for production tax only. W hy does the lim ita tions period need be six years instead o f 
three, w hen the th ree-year period can be ex tended  and re-extended any num ber o f  tim es as 
appropriate? If the state auditors are anything like m e and everyone I know , their w ork will 
expand to fill the tim e allow ed —  giving them  six years to get their audits done w ill m ean they ’ll 
take six years to  audit even w hen they could  o therw ise be done m ore quickly. U nfortunately, the 
longer the audit runs, the greater the am ount o f  interest there will be that accrues on any under­
paym ent claim ed in the audit. A fter three years, interest represents 38<t for each dollar o f  
additional tax claim ed, assum ing interest is not above its 11 % APR floor rate. But after six years 
the accrued in terest is 92tf for each  do llar o f  additional tax. By raising the stakes so  substantially  
for each audit c la im  that is raised, the longer lim itations period will m ake it easier to  ju stify  
litigating claim s.

The purpose o f  a statute o f  lim itations is to  bar claim s w hen they start to  becom e so  old 
that the records, docum ents, and recollections o f  w itnesses m ay well be lost or not readily 
available by the tim e those c la im s are finally  raised. The present statute o f  lim itations has 
w orked for all the o ther taxes under T itle  43, including the present w orldw ide corporate incom e
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tax for oil and gas taxpayers, the dom estic  or “w ater’s edge” incom e tax for o ther corporations, 
even the form er separate-accounting  incom e tax. It is w orth noting that separate-accounting 
involved not on ly  determ ining  net incom e from  all o f  a taxpayer’s interests in oil and gas fields 
and prospects, but a lso  its incom e from  interests in oil or gas p ipelines as well 15 W hile P PT  and 
SB 2001 are not sim ple taxes, separate-accounting  w as probably even m ore challenging  to 
adm inister and audit. If A laska d id n ’t need a longer statute o f  lim itations for separate- 
accoun 'ing , we d o n ’t see why one is needed now.

In conclusion , SB 2001 fails tw o o f  the three standards for evaluating  a tax, w hile PPT 
passes tw o o f  them  and w ould pass the third one as well if  DO R adopts the appropriate 
regulations. SB 2001 in the short term  will generate m ore tax revenue for the S tate than PPT; 
how ever, it will ach ieve this at the cost o f  reducing the incentives for new  investm ents, and 
w orsening the overall tax clim ate for m aking them  here. SB 2001 fails the test o f  being 
adm inistrable as efficien tly  as possib le, consisten t w ith ensuring taxpayer com pliance. This 
failure will p rim arily  be due to  repealing  D O R ’s ex isting  statutory d iscretion  to  allow , as 
appropriate, jo in t-in terest partners do  the auditing o f  the opera to r’s b illings to them . Instead 
DO R auditors could  have to  re-invent the w heel for them selves in each  audit. SB 2001 also  fails 
the test that a taxpaye- w ho w ants to pay the correct am ount o f  tax when it com es due m ust be 
able to  do  so. T his w ill be im possible for every  com pany that ow ns an interest in a lease or 
property that it does not operate. T his in turn will effectively  destroy  the value o f  the rem aining 
tax incentives under this hill that potential im eslo rs  wil l  perceive. If dies cannot tell what they 
ow e, they surely cannot put a reliable figure to  the value ol the incentives under the lax.

All o f  th is brings us back to  the fundam ental issue facing A laska to d ay ... the decline o f  
A laska production. T oday  A laska’s production has fallen from  its peak o f  2.1 m illion barrels a 
day dow n to the 700 ,000  range. T h is m eans that the trans A laska pipeline is 2/3 em pty. I w ould 
rem ind you o f  m y chart earlie r that show ed the purely  m athem atical results about how long we 
have before h itting the 300 ,000  barrel-a-day  TA PS m echanical threshold, depending  on w hat rate 
o f decline you assum e will turn out to  com e true.

And it’s im portant to rem em ber that today’s 6%  decline rate w ould be on the order o f  15- 
16% w ere it not for the substantial investm ents w hich continue to be m ade by operators in 
existing fields. Further, A laska is fortunate to have on the nearby horizon P ioneer’s O ooguruk 
project, scheduled to  go  in to  production in 2008.

The im portance o f  fu ture investm ent is further em phasized w hen one looks at the 
Departm ent o f  R ev en u e 's  forecast o f  future production levels. In three short years, D O R 
projects that production will com e from  projects requiring significant new  investm ent. Draw  that 
tim eline out to 2017— ten years from  now — and you discover lhai hull ol A laska’s production 
will com e from  new  production— production w hich will only com e from  investm ents yet to  be 
made.
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T he m ost im portant policy  question is w hether SB 2001 provides a fram ew ork for 
encouraging  th is add itional new  investm ent. A O G A ’s 17 m em ber com panies unanim ously  agree 
that PPT  does accom plish  that goal, and as such, should  not be changed  at this tim e.



AOGA Testimony to Senate Resources Committee 
On SB 2001 
October 23, 2007 
Page 17

EN D N O TES

1 When production declines at Xl7< u year, this means the production rate after one year ( /’,) is ( I X',i > of the 
initial production rale (P0), or P, = /*0 *  (1 -  X % ). After the second year the production rate (/*2) is ( I -  X%) o f the 
rate after one year of production, or P2 = P\ x (1 -  X%) = |Po * ( I -  X%)\ x ( I -  X%), which can be simplified as 
P2 = P0 x (1 -  X % f .  After 10 years of decline, the rate P l0 is Po x  (1 -  X%)'°. North Slope production was 1.404 
million barrels a day in FY 1997 and 740 thousand barrels a day in FY 2007, while Cook Inlet produced 37 thou­
sand barrels a day in ’97 and 16 thousand barrels a day in '07. See DOR, Revenue Sources Book Spring 2007, pp. 
97-98. So for North Slope production,

l ,4 0 4 ,0 0 0 x (l -X % ) '°  = 740,000.

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

(I -X % )10 = 740,000/1,404.000 = 0.5271.

One can solve for (1 -  X%) by taking the 10th root o f both sides o f this latter equation:

i ( \ - x % r  =  > y o .5 2 7 i , or

( I -  X%)  =  0.9380.

In other words, on average the production rate each year was 93.80% of the rate for the prior year, which means the 
rate of decline averaged 6.20% a year. The same calculation for Cook Inlet, using 37,000 and 16,000 barrels a day
instead of 1.404.000 and 740,000 respectively, yields an averae nnua! decline rate of 8.0 percent

2 Here is the math: From the analysis in Endnote i above, wc know that for a given decline rate R, the volume of 
production after N  years o f decline is P  x  ( I -  R)N So for each decline rate in the table, you use that as the value o f 
R in the formula, and then you solve for X  as the value of N  that gives 300,000 barrels a day as the rate. The 
equation for this is:

740,000 x ( I -  R)x = 300,000.

When you take the logarithm of both sides o f this equation, you get the following equation:

log(740 .000x(l -/?)*] = log(300,000).

The reason for using logarithms is that they have the property that the logarithm o f two numbers being multiplied 
together equals the sum of the logarithms for each of them, while the logarithm of a number raised to an exponent X  
equal:, X  times the logarithm of that number. Using this gives the following restatement of the prior equation:

log[740,000) + Yxlog[( 1 -  /?)) = log[300,000J.

Subtracting log[740,000] from both sides of the last equation yields the following:

X  x log(( 1 -  R)] = log(300,0001 -  log[740,000J. [continued on next page)

Now you can solve for X  by dividing both sides of the last equation by log[( I -  /?)], which yields:

logl3(X),(MH)j-log|74Q.OOO]

log[(l - /? )]

By plugging the decline rate of your choice into this last equation as the value o f R, the value of X  can be calculated 
by simple arithmetic. This straightforward calculation has been done for each o f the decline rates shown in the 
graph.
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3 DOR Press Release, "New Production Tax Nets Increased Revenues For Alaska” (April 3,2007).

4 1 or producers who begin producing in Alaska on or alter April 1, 2006, the) have six years from the year of that
first production in which to use up their "TIE” credits. The rule still applies during those six years that it takes $2 of 
new capital investment in order to get a credit for $ I of the “TIE” investment ffom the years before their production 
begins.

See DOR, Petroleum Profits /s ic /  Tax (PPT) Implementation Status Report (August 3, 2007), p. 3.

6 See DOR, Petroleum Profits /sic] Tax (PPT) Implementation Status Report (August 3, 2007): "The Department 
has been severely hampered in its ability to provide the administration and the legislature with accurate revenue 
forecasts Id., p. 4. “The complexity of auditing production tax has increased several fold under the PPT, and 
the PPT increased the number of determinations an auditor must make.” Id., p. 5.

7 Id., p. 5.

8 See. e.g., Alaska State Legislature, House Finance Committee, Minutes (March 29, 2006), p. IS:

Representative Holm ... asked about the rate of return at $60 per barrel. Mr. |Angus] Walker 
[Commercial Vice President o f BP Exploration (Alaska) Inc.] said BP is excited about current prices.
BP does not make a profit until oil is above $22.50 a barrel.

Ai a S22.5t) V\ est Coast price, Bl’ s implicit upstream field expenditures weie about $ 11.95 a barrel, as opposed to
the $7.27 per barrel in the fiscal note for HB 3001.

$22.50 ANS price on West Coast
1.76 Marine transportation to West Coast 
4.38 TAPS
0.67 North Slope pipelines, quality bank, etc.

$15.69 Average North Slope wellhead value 
1.96 State royalty (1/8)

$13.73 Taxable value
1.09 Production lax (15% base rate x  ELF of 0.529)
0.69 Property tax (S/bbl average)

$ 1 1.95 Implicit expenditures/bbl.

SOURCE: DOR, Revenue Sources Book Fall 2006, p. 33 Fig. 4-6 (average ANS ELF); p. 39 Fig. 4-9 (marine, 
TAPS, and Slope pipelines/quality bank); p. 40 Fig 4-11 (ANS production); p. 42 Fig. 4-12 (property tax; $60 
million for tax on TAPS is deducted ffom total for North Slope Borough, Fairbanks, Valdez and Unorganized 
Borough). All data are for FY 2006.

The authority for DOR to take tins approach is in AS 43.55.165(c) and (d) Subsection (c) stales in pertinent 
part: “it (he deparUiient finds that the pertinent provisions of a unit operating agreement or similar operating agree­
ment are substantially consistent with the department's ... standards under (a) of this section concerning whether 
costs are lease expenditures, the department may authorize or require a producer... to treat as ... lease expenditures 
... the costs, other than items listed in (e) of this section, that are incurred by the operator ... and ... billable to the 
producer by the operator in accordance with the terms of the [operating] agreement[.]” Subsection (d) has very 
similar language.
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10 The authority for DOR to take this approach is in AS 43.55 .165(a), which states in pertinent part: “In determin­
ing whether costs are lease expenditures, the department shall consider, among other factors. (1) the typical industry 
practices and standards in the state that determine the costs, other than items listed in (c) o f this section, that an 
operator is allowed to bill a working interest owner that is not the operator, under unit operating agreements or 
similar operating agreements ... and (2) the standards adopted by the Department o f Natural Resources that deter­
mine the costs, other than items listed in (e) o f this section, that a lessee is allowed to deduct from revenue in calcu­
lating net profits under [net profit share] lease].]”

11 The penalty for an underpayment due to negligence is 5% of the amount of the underpayment. AS 43.05.220(b). 
The failure-to-pay penalty for an underpayment is 5% of the underpayment for each month or partial month that the 
underpayment continues after payment was due, up to a maximum of 25 percent. AS 43.05.220(a). By regulation, 
DOR has adopted the policy that the imposition o f  a negligence penalty automatically triggers the imposition of a 
failure-to-pay penalty as well. 15 AAC 05.210(g).

12 It follows that, if a non-operator can rely on the operator's joint-interest billings as the starting point for the non- 
operator’s own lease expenditures for that operation, then the operator should similarly be able to use its proportion­
ate share of the same total billable costs as the starting point for its lease expenditures for that operation. There is no 
reason to discriminate between them.

13 The regulation addresses “quality differentials relating to the commingling o f oils or o f oil and NGLs" (emphasis 
added) while the proposed statute lacks the emphasized phrase. The PPT legislation last year changed the
definitions of "oil” and "gas" si' that "oil" includes “NGLs” and consequently emphasized language in the 
regulation is encompassed now by the phrase “commingling o f oils” in the proposed statute.

14 The regulation lacks the comma that appears here in the proposed statute.

15 See former AS 43 .21.020 (production income) and 4 3 .2 1.030 (pipeline income).
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Thank you, Chairman Huggins. My name is Paul Laird. I’m general manager and 
testifying on behalf of the Alaska Support Industry Alliance, a trade 
organization representing companies and individuals that provide goods and 
services to Alaska’s oil, gas and mining industries.
Our members range from small local contractors and vendors to the largest 
Alaska Native and Alaska*based corporations to the Alaska subsidiaries of 
multinational service companies. Our members don’t make the multibillion- 
dollar investments in oil and gas development that fuel Alaska’s economy... our 
400 member companies and their 35,000-plus Alaska employees make those 
investments work.
In turn, those investments put our members and their employees to work.
As companies and workers whose livelihoods depend on oil and gas investment, 
we’ re deeply concerned about constant changes in fiscal policy that put some 
investments at risk.
As Alaskans whose economic future depends on the level of oil and gas 
production in our state, we’re deeply concerned about the impact of an even 
steeper rate of production decline on our families’ and our own ability to build 
long-term futures here.
Chairman Huggins, members of the Senate Resources Committee, I will be brief 
in my remarks to you today. We don’t know if a 22.5% tax rate with the current 
escalator and credits strikes the right balance between ensuring the state its 
fair share of OIL revenues and encouraging long-term investment and 
production. We don’t know if 25% is the right ra te ... or 20... or 15.
None of us does... not the Alliance, not the legislature, not the administration 
and not even the producers. Regulations for the Petroleum Production Tax 
system just 14 months ago haven’t been finalized, and the first returns haven’t 
been audited.

ALASKA SUPPORT INDUSTRY ALLIANCE
360 W. Benson Blvd., Suite 200 • Anchorage, Alaska 99503 • Phone: (907) 563-2226 • Fax: (907) 561-8870 • www.alaskaalliance.com

http://www.alaskaalliance.com
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It’s difficult for us to understand why we’re back here so soon to fix a system 
that hasn’t even had time to work, let alone for there to be compelling 
evidence that i t ’s broken. That case simply hasn’t been made; you’ve been 
presented with a plethora of projections and a paucity of proof.
We do know that the PPT has already generated an additional $1 billion in state 
revenues.
We do know that the increase being proposed would be the third major 
severance tax increase on the industry in the past three years.
We do know that every dollar in additional taxes is a dollar that won't be 
invested in sustaining production, in creating business opportunities for Alaska 
companies like Alliance members, in generating good-paying private sector jobs 
for Alaskans.
We do know that throughput in Trans-Alaska Pipeline has already declined by 
two-thirds, and despite multibillion-dollar investments by the industry, it 
continues to decline by 6% a year.
We do know that without those investments, TAPS will reach its economic 
threshhold in the next 15 or 20 years instead of the the next 50 or 60.
We do know that our 400 members and many of their 35,000 Alaska employees 
want to be here long after the legislature’s and the administration’s 
consultants on this issue are gone ... as long as there are still enough economic 
opportunities to keep them here. Thev’tl be the ones to bear the consequences 
if higher tax?s and higher costs really do result in less investment... a novel 
economic concept, to be sure.
We do know that while the extent to which yet another tax increase will 
discourage investment is debatable, the fact that it will do absolutely nothing 
to encourage new oil production and construction of a gas project is not.
Isn't that what this discussion should be about, Mr. Chairman and members of 
this committee: how we can work together to promote investments... how we 
can ensure our “ fair share” of long-term jobs and business opportunities for 
Alaskans, rather than how much more money we can extract from the private 
sector without further risking our long-term future... just so state government 
can have more money to spend in the short term?
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What’s the plan when this $700-900 million a year tax increase isn't enough to 
sustain state spending?
In your wisdom, when you adopted the new PPT in 2006 after six months of 
extensive deliberations, aggressive debate and countless votes, you included 
provisions requiring a complete review of the system five years later - in 2011. 
You understood then that it would take several years to reasonably determine 
how and if i t ’s working.
So far, there’s been no compelling evidence to the contrary. It will still take 
several years to responsibly make that determination.
Do what you need to do in the short term to make the PPT work - hire more 
auditors, pay them more, take steps to ensure the timely flow of accurate data 
from the producers to the state, authorize the state to buy back credits.
But on behalf of the Alliance’s 400 member organizations and their 35,000-plus 
Alaska employees, all Alaska businesses and workers and Alaska’s economic 
future, we urge you to reject premature, fundamental changes to the PPT that 
will increase taxes, increase costs and jeopardize the economics of critical 
long-term investments and put production, Alaska jobs and business 
opportunities at risk.
Thank you.
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My name is Maynard V. Tapp, I am an Alaskan resident since 1990. I founded my company Hawk Construction 
Consultants, Inc. now Hawk Consultants, LLC in 1985 as an Alaskan corporation.

I strongly believe any new approach to raise taxes should be viewed as a “RESOURCE DEVELOPMENT’ effort. The 
state will raise more tax revenues if we raise production.

If you ask any o f the tax experts that will testify before your committee, none will say that increasing the tax will 
increase exploration and production.

The most reliable source of long-term revenue is to increase production. As I understand the state gets 75% of the 
12.5% royalty (9.375%). The "fair share” to the Alaskans is the remaining (3 .125%) paid into the Permanent Fund I 
believe you can build a long term future for my company's employees based on the increase in production.

Hawk employs over 60 Alaskans. Much o:; their work is related to the reconfiguration of the Trans Alaska Pipeline, and 
the refurbishment and maintenance of the existing pipelines and facilities in Greater Prudhoe Bay.

Our company, its employees and the State of Alaska will greatly benefit from new production. We hope to be involved 
in all phases of the continuing projects.

From my point of view an increase of 2.5% in tax rates increases the size of government by $25.0Million. One Senator 
made the point to me that “there is no guarantee that if the rate was reduced by I % that the producers would invest that 
I % here in Alaska". While this may or may not be true, one thing is certain that $25.0Million will not be invested by 
the companies if it is taken away by increasing the tax.

What is the State o f Alaska doing to increase oil production which then translates into more tax revenue?

Also, if that $25.0Million is invested in new production, that amount is the equivalent of 3 new production wells. Those 
new wells at a nominal rate of 2,500bbls per day could gain the state revenue an additional $21 .OMillion per year. (This 
would include the current PPT of 22.5% of Net plus 9.375% Royalty at $80/bbl).

My math may not be totally correct but the case remains that the benefits from investment made by the “producers” in 
the state of Alaska for oil and gas field development far exceeds the benefits to Alaskans from raising an individual tax 
rate.

If the previous administration made a mistake, I believe your committee could rectify that mistake by dropping the tax 
rate to “ l0%/20%”. That would make us more competitive at 5 1 % which is closer to the Gulf of Mexico’s 45% tax 
rate. I want the state of Alaska to be at the TOP of the “producers” list when it comes to selecting investment 
opportunities.

Please, I humbly request you reframe this bill as a Resource Development Bill and not a tax generation bill.

When all is said and done, all the experts will go away. They don't live here, their business :s does not depend on the 
Alaskan Oil and Gas industry. We live here and the wealth and health of the state o f Alaska rest’s in your hands.

I want us to recognize that Alaska is “big oil” and we get our revenues with our partners, the producers. Our fare share 
is calculated in the jobs created by employing Alaskans in the development of our common resource.

One other thing, thanks to all you who were here last year when the PPT was agreed. Your months of hard work 
resulted in the 22.5/20 agreement. Please don’t try to fix that which is not broken.

Thank-you,
Maynard Tapp
200 West 34* Ave. #809
Anchorage, Alaska 99503

To Members of the Senate Resources Committee:-
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Thank you, Chairman Huggins. My name is Tom Walsh. I am a managing partner 
and co-founder of Petrotechnical Resources of Alaska (PRA), an Alaskan oil and 
gas consulting company employing about seventy highly experienced and 
respected oil and gas professionals. Our clients include major oil companies, 
independent oil and gas companies, Alaskan native corporations, and state and 
federal agencies, and we provide a wide array of services to our clients.
I have come to speak to you tonight because I am worried about the future of 
PRA’s seventy employees and their families, and about the future of the oil and 
gas business in Alaska. The Governor’s proposed tax increase is a threat to the 
future of oil and gas development in Alaska. One of the services we offer is 
commercial analysis of potential oil and gas exploration and development 
opportunities. Across the board, our clients are finding that the tax structure 
is currently a key factor in marginalizing their prospect economics, and they 
expect the situation to worsen with the Governor’s proposed legislation. These 
concerns are being voiced by the entire spectrum of E&P companies, and their 
concerns are well-founded.
These companies are doing their homework, looking at detailed project plans 
and economics for significant investment in oil and gas projects, and what they 
are finding is that their projects don’t work under the ever-increasing burden 
of rapidly escalating development costs and tax increases. We have recently 
lost two significant clients who have left the State, discouraged by the business 
climate and disappointed by project results. This trend will continue, and will 
accelerate if we continue to be driven by greed and paranoia, rather than by 
rational management of our resources. Whether it is “ tax and spend” , or “ tax 
and save", it is still taxation with no clear strategy or purpose, and it is driving 
our declining industry to an accelerated economic limit. I implore you to take 
the time to develop a long range fiscal plan for the state to determine what 
services state government should provide to Alaskans, and how much these 
services will cost, before changing the tax structure once again with no clear 
vision or purpose.
PRA produced a report several years ago regarding the impact of a major gas 
sale on the oil production from the North Slope, and the study clearly pointed 
out that the declining liquid hydrocarbon production would likely become sub-



economic before a gas pipeline could be built. This Is a disaster scenario for 
the State of Alaska, and for the oil and gas industry in Alaska. Obviously, if the 
revenue from oil production is curtailed prior to revenue from gas sales 
commences, we are all going to suffer greatly. This is where we are headed, 
and we should be trying to compete for more interest in our resources, rather 
than for a greater share of the shrinking pie.

Thank you for your time
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S en a to r  C harlie Huggins 
S t a t e  Capitol 
Ju n eau , AK 00801-1182

D ear S e n a to r  b u g g jh r
The ffio s t s ig n if ic an t f is c a l i s s u e  fo r A la sk a  Is th e  d e c lin e  in oil p roduction . F ind ing n ew  oil is  th e  m oat 
ex p ed ien t w ay  to  r e p la c e  d e c lin in g  p roduction , it t a k e s  s ig n ifican t In ve stm en t to  a ccom p lish  th is  an d  
i t  c o m e s  w d fa h i^ to o e t s  an d  N y i r i a k .  -  •.................................................. .....................

A fter m any m an y  h ou rs o f  h a rd  work, th e  cu rren t PPT w a s  p a s s e d  by a  s ig n ifican t m ajority o f 
h ardw ork ing , h o n e s t , d e d ic a t e d  off!D ials w ho fe lt  th a t  th e  d e a l w a s  fa ir . No o n e  a id e  a ch ie v e d  exac tly  
w h a t th e y  w an ted , b u t th a t  i s  w h a t n ego tia tion  an d  com p rom ise  is  a ll a  b o u t

t h e  ppt rww g e n e r a t e d  app ro x im a te ly  a  billion d o lla r s  m o re th is  p a s t  y e a r  th an  ELF an d  it c om a s  with 
a  fiv e  y e a r  rev iaw  built In. No le g is la t io n  is  p e r fe c t , an d  PPT is  n o  ex cep tio n  to  th is .

The s t a r s  n e e d s  t im e  to  a s s e a a  a ll o f th e  p o s it iv e s  en d  n eg a t iv e s  s o  th a t  th ey  c a n  b e  a d d r e s s e d  in on e
p a c k a g e  ra th e r th en  p io c c  m cn l s p e c ia l s e s s io n s . In th e  long  run. th is  will s a v e  th e  s t a t e  m oney, tim e 
an d  e f fo r t  All ta x  leg is la tion  n e e d s  tw eak in g , bu t le t  it p lay  ou t fo r th e  f iv e  y e a r s  to  s e e  w h e re  a ll th e  
s n a g s  a r c . Th is yrmrly tux In c r e a s e  on  th e  industry will ju s t  en d  up c o s t in g  u s  credtteM lity with M u r e  
in v e s tm en t d e c is io n s .

Good leg is la tion  sh ou ld  n o t b e  b a s e d  on  a  popu larity c o n t e s t  It sh ou ld  b e  b a s e d  on sou nd  rational 
ju d g m en t  P le a s e  don 't le t  th e  G overn o r's popu larity a t  th e  po lls s to p  you  from  do in g w h a t is b e s t  for 
th e  s t a t e  o f A la sk a  in th e  lon g  run .

My ch ild ren  an d  g ran d  ch ild ren 's  fu tu re s  am  in your h an d s . B ig oil is  n o t th e  en em y  -  th ey  h av e  
brough t fam ilie s  to  th e  s t a t s  th a t  h a s  m ad e  ou r com m un itie s grow . They a r e  v o lu n te e rs  Tor a  m yriad 
o f o rg an iza tion s , a s  w ell a s  em p lo y e e s  o f th e  oil com p an ie s .

Ytw, Hie B la is  sh ou ld  g a t  a  fa ir  s h a r e , bu t w e  n eed  to  move forward NOW to  in su re  th a t ou r fu tu re s 
c an  b e  s e c u r e . W e n e e d  to  g a t  PPT re so lv ed  s o  th a t  w e c a n  m o ve  on  with th e  g a s  line. The s t a t e 's  
s h a r e  o f th a t will b e  ze ro  if a c t io n  la n o t ta k en  nowl

P le a s e  don 't le t  th e  pub lic 's  em o tio n a l reac tio n  re la ted  to  th e  re c en t in d ic tm en ts fo rc e  a  p rem a tu re  
change. Your c o n s t i tu en ts  will s t a n d  b eh ind  you  w han  you su p p o rt th e  s t a t e ' s  b e s t  in te re s ts . P le a s e  
a c t  fo r th e  s t a t e  a n d  n o t t h e  popu la r ity  po lls!

Regards,

A nge lln e /M erry f B feh am
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A L A S K A  S T A T E  L E G I S L A T U R E

Charlie Huggins, Chair
Bert Stedman, Vice Chair 
Lyda Green 
Gary Stevens 
Lesil McGuire 
Bill Wielechowski 
Thomas Wagoner

Senate Resources Committee
Butrovich Rm 205

Wednesday, October 24,2007 
10:00 a.m. -  5:00 p.m.

6:15 p.m.
A G E N D A

SB 2001 - Oil and Gas Production Tax
Morning

BP Exploration
Claire Fitzpatrick - Commercial Senior Vice President

Mike Utsler - Senior Vice President - Prudhoe Bay

State Capitol, Room 119 
Juneau AK 99801-1182 

907-465-3878 
Fax:907-465-3265 

800-862-3878

Afternoon
(continuation) BP Exploration testimony

ConocoPhillips
Kevin Mitchell - Vice President, Finance & Administration 
Jim Taylor - Vice President, Commercial Assets

6:15 PM
Public Testimony

-Time Limit May Be Set -



S E N A T E  R E S O U R C E S  C O M M IT T E E  10-00- 5 :0 0  &  6 :1S -T B D  W ed H en U v  O c to b e r  2 4 .2 0 0 7

1. Gavel In &  Call to Order: Note time -  members present

I CALL THE SENATE RESOURCES COMMITTEE TO ORDER ON
WEDNESDAY, OCTOBER 24,2007. LET THE RECORD REFLECT THAT IT
IS________A.M..

PRESENT ARE:
Vice-Chairman Senator Bert Stedman 
Senator Gary Stevens 
Senator Lyda Green 
Senator Lesil McGuire 
Senator Bill Wielechowski 
Senator Tom Wagoner 
A  myself, Senator Charlie Huggins

2. SB 2001 OIL & GAS TAX AMENDMENTS

Morning
BP Exploration

Claire Fitzpatrick - Commercial Senior Vice President

Mike Utsler - Senior Vice President - Prudhoe Bay

********Lunch Break********* 
Recess un til______ p.m.



Afternoon
I CALL THE SENATE RESOURCES COMMITTEE MEETING OF TUESDAY,

OCTOBER 23, BACK TO ORDER

(continuation) BP Exploration testimony 
ConocoPhillips

Kevin Mitchell - Vice President, Finance & Administration 
Jim Taylor - Vice President, Commercial Assets

Break**********
RECESS - afterwhich we'll return for public testimony @ 6:15 PM

I CALL THE SENATE RESOURCES COMMITTEE MEETING OF TUESDAY,
OCTOBER 23, BACK TO ORDER

3 . A n n o u n c e :  We’ll be back tomorro -[THIS IS A TIME
CHANGE]— when we’ll hear from the Alaska State Chamber o f Commerce; 
Brooks Range Petroleum and ExxonMobil with the added possibility of some call 
backs to look at some of the questions which have been raised here over the last 
week.

6:15 PM
Public Testimony 

Time Limit May Be Set

6. Meeting adjourned @
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K e y -  M e s s a g e s

P ro d u c t io n ,  no t tax rate, is th e  major fac to r in de te rm in ing  s ta te  rev enue  for 
th e  fu tu re  yea rs
Delivering th e  S ta te 's  production fo reca s t will require te n s  of billions of 
i n v e s tm e n t
I n v e s tm e n t  d e c is io n s  a re  m ad e  on th e  c o m b in a t io n  of strategy, re sou rce  
p ro spec ts ,  technology, e conom ic s  including f isca l policy, and  risk.
The p ro po sed  bill significantly d e t e r i o r a t e s  e c o n o n r c s  o n  70% of 
in v e s tm en t op tions in th e  nex t 20 yea rs
Higher prices and  develop ing techno logy  could give th e  Alaska fields a n ew  
le a se  on life, bu t huge  i n v e s tm e n t s  a r e  n e e d e d

2
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6.5% decline / year

______
1.5% 

decline /

f t l l X s l

n - a f i d i r e v e n y e  f o r e c a s t  

I s t o r i c a l  i n v e s t m e n t  '
'miLL,

" 6.5%
decline /

1992 1995 1998 2001 2004 2007 2010 2013 2016 2019 2022 2025

b Po

r ,  Spring 2007 DOR Fo recas t ■ 6% Production Decline starting 2008
■ Actual Production □ Capital S pend  Estimate, $billion
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P r o d u c t i o n  D r i v e s  R e v e n u e

D e c l i n e  R a t e  1 5 %

P r o d u c e d  B a r r e l s  1 . 3  b n

I n d u s t r y  I n v e s t m e n t  $ 5  b n

Less in v e s tm en t

3 %  
7 . 5  b n  

$ 7 0  b n

O t h e r

S t a t e

R e v e n u e

OtherStateRevenue

More in v e s tm en t
4
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P r u d h o e  B a y  - •

• Largest Oil Field in North America

• Future challenges
- Managing declining oil rate, and 

increasing water and gas rates
- Ongoing developments, light 

and heavy oil, to offset s teep  
natural decline

• Technology development and 
deployment is key
- Arctic specific
- Advanced reservoir p rocesses
- World class drilling and 

workover
- Facility upgrades

Extensive and successful development
- 60 square miles
- 11 major facility locations
- 42 Drill sites
- 1200 active wells

6
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P r u d h o e  B a y  D e v e l o p m e n t  H i s t o r y  '  .
-  * 4  • ’  • .  * * *  * •. * . - * ♦ - 4 . . r~

Original R ecovery  
E s tim a te  (1977) Cumulative P ro du ced  

L iquids

• Ongoing well, reservoir and facility 
development projects

• Cumulative oil production exceeded 
original forecast by 1997

• Ongoing development investment at 
$19 billion and growing

1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999 2001 2003 2005

7



Central  C o m p r e s s io n  Plant (top) a n d  Central  Gas  Facility 
(bottom) r e p r e s e n t  t h e  la rges t  g a s  plant  c o m p lex  in t h e

world

G a s  h a n d l i n g  e x p a n s i o n  m o d u l e  

b e i n g  m o v e d  f r o m  s e a l i f t  b a r g e  

t o  i n s t a l l a t i o n  s i t e .

8



O r i g i n a l l y  e x p e c t e d  t o  d r i l l  o n l y  5 0 0  w e l l s



W a t e r  I n j e c t i o n  P r o j e c t s . .

% *

b Po
W a t e r  in j e c t io n  in to  t h e  oil r e s e r v o i r  (i.e., w a te r f lo o d )  t o  m a i n t a i n  f ie ld  
p r e s s u r e  f o l lo w e d  b y  n e w  G a s  C a p  W a t e r  I n j e c t io n  (GCW I) t e c h n o l o g y

Produced water 
quantity increases 

and becomes 
sufficient to meet 

' s\ ^ a t e r f l o o d  demand
2^500

1976 1979 1982 1985 1988 1991 1994 1997 2000 2003 2008 2009
•Initial Production Area Seaw ater Injection (Thousands of Barrels of W ater Per Day)

10



P r o j e c t s :  B r i g h t  W a t e r  ™

b po
O b je c t iv e
•Increase Oil recovery through improved sweep efficiency 
•Reduce produced water

C on cep t:
Polymer expands after deep penetration into reservoir, 
effectively blocking the swept zones and forcing the 
water into unswept oil zones. Timing for expansion and 
change in sweep is 9 months. Lab testing shows 2%- 
20% additional recovery.

2006 H igh ligh ts :
• NWFB Trial: limited response due to design and 
operational difficulties
• FS2 Trial: measurable response in 7 offsets

2007 P lan :
• Continued monitoring of FS2 and NWFB trials
• Pursuing additional treatments

W a t e r  I n j e c t o r Oil Producer

If barriers to vertical flow are partial or absent, 
water bypasses the block

W a te r  In je c to r I Oil Producer

The advantage to BW’ treatm ent is that it |>oes 
where water is )>oinK.

11
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. ' N e w  W e l l s  a n d  W e l l w o r k  D e l i v e r  B a r r e l s

bp0
BDjCXD

900 JOB

SOD 000

300000

700POD

too 000

50% Of GPB's currant oil 
production is from drilling and 

rig workover activity conducted 
over the past four years

sm

J W 0 3 J « v 0 4 Jii-M J « v 0 5 Ĵ OS Jan-06 j u (-06 Jan-07

Base Production plus development and rig workover activity

Each year, the challenge to 
delivering more barrels 

becomes greater

GPB Well Investments 2002-2006

Base 2003 2005 5,<*

20 40 60 80
Barrels (mmboa)

—  2002 Capital
—  2003 Capital
—  2004 Capital

—  2005 Capital 
2006 Capital
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T e c h n o l o g i e s  r e q u i r e d  t o  d r i l l  

a n d  o p e r a t e  t h e s e  m u l t i ­

l a t e r a l  w e l l  d i d  n o t  e x i s t  e i g h t  

y e a r s  a g o

N ow  15 a r e  p r o d u c i n g  a n d  
o v e r  20 m o r e  a r e  p l a n n e d ,  

b u t  n o t  all a r e  a p p r o v e d
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Kupanjk

Endicott,

Milne
Point

'V ?  ; 

Kuparuk

W e s t e r n  R e g i o n  

D e v e l o p m e n t  

C o v e r s  P r u d h o e  B a y  

U n i t  W e s t  o f  

K u p a r u k  R i v e r

r> >h <ĴL (Apt IWT)

Schrader 8»uh
IVtSCCKit'

Northstar

j 1
V /* , 
,Pt. McIntyre 
» Niakuk

iP™dh<*  Utburn. 
Bay

4 n e w  " s a t e l l i t e "  oil p o o l s  d e v e l o p e d  
s i n c e  ~2000 in W e s t e r n  P r u d h o e  Bay

Badami

o t e n t i a l  G a s  P a r t i a l  P r o c e s s i n g  P l a n

Poss ib le 2010 Startu
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Alaska heavy oil is 
light oil 

biodegraded by 
bacteria

Alaska Heavy Oil: 2 5  -  30  billion 
barre ls  oil in p lace

Creat ing  n e w  te c h n o lo g ie s  to  
o v e r c o m e  c h a l le n g e s

Pilot trials b e g a n  d e c a d e s  a g o

Only 100 million barre ls  (0.4%) 
re c o v e re d  to  d a te

• Heavy Oil Fields a re  within t h e  
exis t ing oil fields
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PROPERTIES
• Chemical

Hydrogen depleted 
relative to light oil

BUSINESS IMPACT

Retool refineries

Take a lower price on market

Physical
High viscosity

Higri well density

Add heat to  reservoir & transit lines 

Add diluent to  maior pipelines 
Upgrading (purtial refining)

Environmental Mitigation (e.g. C 02 sequestration) 

Water treatm ent 

Sand Disposal 
Wellwork

C O L D -
PRIM ARY RESERVOIR QUALITY*

rkkJtMia U1JU
(wMh or vtfhout Sotvent)

(ind VAPEX)

. v ' J  ■ Revenue

Costs

THERMAL
E O R



CHOPS
(Cold Heavy Oil Production with Sand)V e r t i c a l  V i e w  

o f  R e s e r v o i r

Haavy dfiwdown iQilnit pvfonrtiOM M l)* 
arataty drawn Mnd into fta wanton along 
wMi nil A i  aand DfoducUoo oonHnuaa 
r r n n o i *  l o f T n  i n  m i l  v u v  o o s v c o v p y

mpwaantlng a muW-fotd Incraaaa In aurtaea 
araa. Sand production dlminiabnn aSar an 
Initial putM but conHnuaa at about 5 to 10% 
by voluma for tha Ma of thn wafl.



A r c f i c  O p e r a t f n  

'  E n v i r o n m e n t

D r ill 31 lo

Seawall 
lojrcltor Plant

u

Operating, transportation Alaska*
and production tax costs $16/bo

U.S. 
Avg** 
$ 10/bo

*  D O R  S p r in g  F o r e c a s t  a n d  A u g u s t  P P T  r e p o r t

"  G lo b a l U p s t r e a m  P e r fo r m a n c e  R e v i e w '  P u b l is h e d  b v  J o h n  S  H e r o ld .  In c  

a n d  H a rr iso n  v e g r o v e  &  C o  ( In c lu d e s  o p s  c o s ts ,  tr a n s  c o s t s  a n d  p r o d u c t io n  

ta « e s >

New technologies developed in Prudhoe Bay make 
continued development feasible, but it is always in the 
face of a higher cost structure.

m x
♦ ♦ ♦ ♦ From exploration through development, operating and 

transportation, the costs of doing business in a remote 
Arctic environment are substantially higher than the 
United States as a whole.

_________________ j
AcfJno* 1M} P«r»KllriMl



P r u d h o e  B a y  D e v e l o p m e n t  S u m m a r y

•  T e c h n o l o g y  i s  C r i t i c a l  t o  O p t i m i z e  R e c o v e r y :

-  D e v e l o p i n g  a n d  a p p l y i n g  n e w  t e c h n o l o g y  a t  s c a l e

-  A r c t i c  T e c h n o l o g y

-  M a j o r  F a c i l i t y  P r o j e c t s

-  A d v a n c e d  R e s e r v o i r  P r o c e s s e s  T e c h n o l o g y

-  D r i l l i n g / W o r k o v e r  T e c h n o l o g y

•  D e v e l o p m e n t  h a s  b e e n  e x t e n s i v e  a n d  v e r y  s u c c e s s f u l

•  O i l  p r o d u c t i o n  i s  m a t u r e  w i t h  o v e r  11  b i l l i o n  b a r r e l s  r e c o v e r e d

-  1 2 0 0  a c t i v e  w e l l s

-  D e c l i n i n g  o i l  r a t e  a n d  i n c r e a s i n g  w a t e r  a n d  g a s  r a t e s

•  O n g o i n g  P r o j e c t s  A r e  N e e d e d  t o  O f f s e t  S t e e p  N a t u r a l  D e c l i n e

•  P r u d h o e  B a y  h a s  a  l a r g e  p a r t  o f  A l a s k a ' s  F u t u r e  O p p o r t u n i t i e s
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S u s ta in e d  in v e s tm en t in light oil d e v e lo p m en t  is critical to  d ev e lo p in g  
h e a v y  oil a n d  n ew  fie lds

b po

15

CO

CO
W 1 0co

OQ

V iscous 
0.09

Exploration

tisggfa

$?. ■ \
?  *sk 

V is c o u s  0.5 -1

YET TO BE 
DISCOVERED

Known oil re so u rc e  
po ten tia l w ithin 

EXISTING FIELDS

Source: DOR/DOG/USGS/BP P r o d u c e d F u t u r e
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DOR Production History and Forecast

□  New Developments 

□Additional Investment Existing Fields

■ Infill Drilling/Wellwork Investments 

"Total Base Production

■  Historic Production



Alaska needs a world scale level of ALL types ofr- 
investment to sustain the future of oif production • X  !

1.4

1.2

1.0

0.8

0.6

P r u d h o e  B a y  a n d  K u p a r u k

<0 

i
“  0.4
o
c  0.2

S  0.0

A

O t h e r

E x i s t i n g

f
X N e w  D e v e l o p m e n t s

r
x

\

E x i s t i n g  D r i l l i n g  a n d  L o n g - T e r m  W i t h  N o t  a l l  

W e l l s  W e l l w o r k  I n v e s t m e n t s  I n v e s t m e n t  D i s c o v e r e d

S t a t e

R e v e n u e ,

S b i l l i o n *

1 3 1 8 1 6 11

•assuming PPT terms and state revenue of $15/bbl at $60/bbl ANS



S e c t o r  i n f l a t i o n  t r i g g e r e d  b y  h i g h  o i l  p r i c e s  i s  

• _  r e a l  a n d  s u b s t a n t i a l  -  e x a m p l e  m e a s u r e s  ■

b Po
"The Upstream Capital Costs Index, developed by Cambridge Energy Research Associates 
(CERA), show s that costs for oil and gas production equipment, facilities, construction, 
materials and personnel have increased 53% since 2005. (Source ppt implementation status Report, August 2007)

2 0 0 4 - 2 0 0 6  U . S .  A v e r a g e  C o s t  

I n c r e a s e s  p e r  b a r r e l

Oi l  and  Ga s  F ie ld  M a ch in e ry  and  E q u ip m en t PPI

Source :  U.S. D e p a r t m e n t  of Labor

•  1 5 3 %  o n  F i n d i n g  a n d

D e v e l o p m e n t  c o s t s  ( C a p i t a l )  s
*
Si

•  5 8 %  L i f t i n g  c o s t s  ( E x p e n s e )  *
X

(Source: "Global Upstream Performance 
Review” published by: John S. Herold /Harrison 
Lovegrove)

Month
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I n v e s t m e n l ^ a c t i v i t y  i s  a l s o  c a u s i n g  a  l a r g e  

p a r t  o f  t h e  i n c r e a s e  »

bPo
□ North Slope Contractor Jobs

2006 2007

•  S i n c e  l a t e  2 0 0 4 ,  B P X A  s t a f f  h a s  g r o w n  f r o m  1 3 0 0  

t o  a p p r o a c h i n g  2 0 0 0  e m p l o y e e s

•  A c t i v e  d r i l l i n g  r i g  c o u n t  o n  c o n t r a c t  f o r  B P  h a s  g o n e  

f r o m  9  in  2 0 0 4  t o  1 0  in  2 0 0 7

•  B P  c o m m i s s i o n e d  a  n e w  c a m p  t h i s  s u m m e r  a n d  

r e n t e d  4  m o r e ,  i n c r e a s i n g  o u r  c a m p  c a p a c i t y  b y  3 0 %

•  S e i s m i c  a c q u i s i t i o n  a c t i v i t y  b r o u g h t  in  a d d i t i o n a l  

1 0 0 +  c o n t r a c t o r s  t o  t h e  S l o p e  f o r  t h e  w i n t e r  s e a s o n

•  P i c k u p  t r u c k  r e n t a l s  in  s u p p o r t  o f  N S  o p e r a t i o n s  

h a s  g o n e  u p  a p p r o x i m a t e l y  6 0 %

•  P r e v e n t a t i v e  m a i n t e n a n c e  a n d  i n s p e c t i o n  p r o g r a m s  

o n  t h e  3 0 - y e a r  o l d  i n f r a s t r u c t u r e  a r e  a t  a n  a l l - t i m e  

h i g h

24
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•  A b o u t  7 0 %  o f  f u t u r e  i n v e s t m e n t  d e c i s i o n s  a r e  w i t h i n  P r u d h o e  B a y  

a n d  K u p a r u k

•  M i n i m u m  t a x  i m p o s e d  o n  t h e s e  f i e l d s  c a u s e s  a  p r o g r e s s i v e  

d e t e r i o r a t i o n  o f  e c o n o m i c s  a t  m e d i u m  t o  l o w  p r i c e s

•  A  s i g n i f i c a n t  n u m b e r  o f  i n v e s t m e n t  o p p o r t u n i t i e s  in  P r u d h o e  B a y  

a n d  K u p a r u k  w i l l  c r o s s  i n t o  m a r g i n a l  o r  n o n - e c o n o m i c  t e r r i t o r y ,  

r a i s i n g  c o s t s  a n d  l o w e r i n g  n e t b a c k s  f o r  t h e  r e s t  o f  t h e  N o r t h  s l o p e  

p r o d u c t i o n .

E c o n o m i c  i m p a c t  o f  p r o p o s e d  b i l l  o n  n e w  

i n v e s t m e n t s  . •v
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