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OIL AND GAS TAX INCENTIVES AND
RISING ENERGY PRICES

THURSDAY, MAY 12, 2011

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:04 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Rockefeller, Wyden, Schumer, Stabenow, Cant-
well, Nelson, Menendez, Carper, Cardin, Hatch, Grassley, Snowe,
Crapo, Roberts, Cornyn, and Coburn.

Also present: Democratic Staff: Russ Sullivan, Staff Director; Lily
Batchelder, Chief Tax Counsel; and Ryan Abraham, Professional
Staff. Republican Staff: Mark Prater, Deputy Chief of Staff and
Chief Tax Counsel; Curt Beaulieu, Tax Counsel; and Maureen
McLaughlin, Detailee.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.

In 2005, President George W. Bush said, “With $55 oil, we don’t
need incentives to oil and gas companies to explore. There are plen-
ty of incentives.” That was President Bush, 2005.

Today, oil costs more than $100 a barrel, so today we will again
evaluate those oil and gas incentives. We will consider how they
have affected profits in the industry and prices at the pump. We
will ask the same question our 43rd President answered more than
5 years ago: is it wise to continue these tax breaks given to the
largest oil and gas companies every year?

Gas prices are nearly $4 a gallon today, and experts anticipate
they will remain close to $4 for the remainder of the season. That
means gas prices are up more than $1 a gallon compared with last
summer. In fact, families will pay an average of about $825 more
for gas this year than they did last year. In rural areas like Mon-
tana where people drive farther, the increase is more like $1,200
per household.

At the same time, the five largest oil companies who are here
today collectively earned more than $35 billion in profits the first
quarter of 2011 alone. At this pace, 2011 will be their most profit-
able year.

Now business should, of course, make a profit. That is the Amer-
ican way. It is what drives our economy. But do these very profit-
able companies actually need these taxpayer subsidies? Energy in-
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centives should help us build the energy future we want to see, not
pad oil company profits. Americans want us to work toward an en-
ergy future made in America. They want us to develop energy re-
sources that will not be depleted, like wind and sun. We cannot re-
duce using fossil fuels overnight; they are here for a long time. We
must work with them to make them as clean as possible as we con-
vert over to renewables. But investments in clean energy will move
us away from the oil and gas bills that are squeezing consumers
today.

To reach a clean American-made energy future, we have to scru-
tinize every dollar of energy subsidies we spend. The $2.1 billion
we spend every year on subsidies for the largest oil and gas compa-
nies are not moving us closer to our energy goals. Everyone today
finds their budgets are tight: families, governments, households.

Congress is also debating the best way to address our deficits
and debt. Some are proposing cutting Medicare for seniors, others
slashing Pell grants for students. I think all Americans agree, as
we tighten our belts we all must sacrifice together, equally shared.
So we have to take a hard look at every subsidy and every spend-
ing program to be sure we are using our dollars wisely.

In 2004, Congress created a Domestic Manufacturing Deduction
often referred to as section 199. This deduction is designed to stim-
ulate manufacturing here in America. In fact, I remember back
when it was enacted to replace the Foreign Sales Corporation and
Extraterritorial Income exclusion, or FISC/ETI. FISC/ETI was basi-
cally not used by the majors, so the 199 was essentially a gift given
to the majors because they were not, according to my recollection—
I could be corrected here—using the so-called FISC/ETI. So, 199
was essentially a gift.

Each company here today has claimed this deduction. What have
taxpayers received in return? Have these tax breaks proven to be
more valuable than Medicare or Pell grants? These tax breaks have
not lowered prices. When these tax breaks were created, retail gas-
oline prices averaged about $1.80 per gallon. In fact, prices have
increased. By 2008, prices had risen to an average of $3.26 per gal-
lon. Last week, they approached $4.

These tax breaks have not moved us toward energy independ-
ence. According to a Treasury Department study in 2009, if all the
subsidies for the oil and gas industry were eliminated, domestic
production would fall by less than one-half of 1 percent. That is for
the entire industry. Today we are only talking about the five larg-
est, that produce only about one-third of domestic oil. The Big 5
have the most resources and are the least dependent on govern-
ment subsidies, so the effect on domestic production from repealing
these subsidies for these companies would be even less.

Despite these facts, some still argue that eliminating tax breaks
for the largest oil and gas companies will raise prices at the pump
or force layoffs. The oil and gas industry has launched ad cam-
paigns arguing that repealing these tax breaks will hurt con-
sumers.

But a 2007 Joint Economic Committee analysis found that re-
pealing the oil and gas tax breaks would not raise energy prices for
consumers. Would not. Why? Very simple. Oil prices are set on a
world market. The U.S. share of production is only about 10 per-
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cent. That makes it difficult, if not impossible, to pass on the cost
of losing these subsidies to consumers.

Given profits of $35 billion in just the first quarter alone, it is
hard to find evidence that repealing these subsidies would cut do-
mestic production or cause layoffs. After all, based on first quarter
profits, these tax breaks represent less than 2 percent of what
these companies are on pace to make this year.

Even without these tax breaks, these companies clearly will be
highly profitable. The chart here behind me to my right looks at
financial documents that companies here today have filed with the
Securities and Exchange Commission. These are in the footnotes
and in the 10Ks and are basically documents filed with the SEC.

According to those documents, the average cost to produce a bar-
rel of oil was about $11 in 2010. The average price these companies
received for a barrel of oil was about $72. I will not say these are
exact, but it is roughly what the SEC documents show.

Today, oil prices are higher, a lot higher, 40 percent higher,
which would increase these large profit margins much further than
shown on this chart. So it is hard to imagine that companies faced
with these opportunities would cut production.

Now, some might argue that these subsidies or these record prof-
its create much-needed jobs, but those same documents—public
documents—filed at the Securities and Exchange Commission show
that nearly 60 percent of these companies’ 2010 profits went to
stock buy-backs and to dividends, not to job creation. We can put
this money to better use, I believe, and we should. We should use
this money to reduce our deficit instead of putting the burden on
seniors and our children’s future.

These are choices, everybody. It is shared choice, it is America
working together, looking at the facts and seeing the degree to
which eliminating these subsidies would in fact be a fairer way for
us to start to reduce our deficit, because reducing these subsidies,
evidence shows, will have virtually no effect on jobs, or loss of jobs,
in this country, for the reasons I have indicated.

So I just urge us to do what is right, what is wise for our coun-
try. This is one place we should examine, look at, see what the
facts are. There will be lots of other areas that we are going to be
looking at, not just the big 5 oil companies. Today we can only ad-
dress one subject at a time, and the subject today is the one at
hand.

[The prepared statement of Chairman Baucus appears in the ap-
pendix. |

The CHAIRMAN. Senator Hatch?

OPENING STATEMENT OF HON. ORRIN G. HATCH,
A U.S. SENATOR FROM UTAH

Senator HATCH. Well, thank you, Mr. Chairman.

Everybody is angry about high gas prices, and I can tell you that
I am angry about it. The press keeps telling us that we need Amer-
ica to come together and put aside partisanship. Well, nothing
makes for a Kumbaya moment like high gas prices. Republicans do
not like paying high gas prices any more than Democrats do. With
one voice, Americans are telling us to do something about them.
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Unfortunately for some people, the political philosophy of Rahm
Emanuel is too hard to resist, and that is: never let a crisis go to
waste. So, faced with an issue of legitimate concern for the Amer-
ican people, politicians and their media allies decide to exploit high
gas prices for political gain.

Now, this is a double game for those politicians. On the one
hand, they are able to score some cheap political points against the
politically unpopular oil companies. On the other hand, all of their
sound and fury signifies nothing and is designed to distract their
constituents from the simple fact that the Democrats have no en-
ergy policy whatsoever.

Let me take that back. Actually, they do have an energy policy.
Are you ready for this? Their energy policy is to increase the cost
of energy. You heard that right. This is the President’s Energy Sec-
retary, Steven Chu: “Somehow we have to figure out how to boost
the price of gasoline to the levels in Europe.”

So, while the American people ask Congress to do something
about high gas prices, the response of Democrats is to rail against
oil executives to mask the fact that their policy is actually to make
the price at the pump more painful. For what it is worth, for all
of their talk about the shrinking middle class and the income in-
equality, high gas prices do not hit Warren Buffett and Warren
Beatty the hardest. They hit moms and dads who have to live far
from where they work and drive minivans and SUVs because they
have children.

When Al Gore has to pay a little more to gas up the private jet
to fly to Cannes in France, he does not feel any pain. When my
constituents in Utah see gas go above $4 a gallon, they have to
make real choices about whether they have to work longer hours
to make ends meet and whether they can send their children to
camp this summer.

David Letterman captured this current situation brilliantly. Here
is how Mr. Letterman put it: “Gas prices. Aren’t they crazy? It’s so
expensive, the rats are carpooling in from New Jersey.” Now, I
would expect my friend from New Jersey to change the joke and
stipulate that the rats arrived from the opposite direction. Of
course, my friend from New York might take exception to that.

Now, we do not have as many rats in my home State of Utah,
but, like folks in New Jersey and New York, Utahans are plenty
angry about high gas prices. They are bearing the brunt of gas
prices near $4 a gallon. This is very discouraging because we are
still recovering from one of the worst recessions our country has
ever faced, and all that these increased gas prices do is put the
brakes on an already fragile economy.

Now, I hear from small businesses that they are trying to make
a profit and possibly hire more workers, but now have to make
room for added energy expenses. I hear from families who are try-
ing to work out how these gas prices will fit in their budgets, and
I hear from those who are still looking for employment.

What the people of Utah and this country need is a forward-
thinking energy policy that will address rising gas prices that are
a lead weight around the neck of the economy. I am not here to
defend any particular industry. After all, I am one of the leading
proponents of promoting alternative fuels. But let us not make any
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mistake about what we are talking about here. I might add, I have
passed legislation that does do exactly that.

Let us not gloss over the plan that is being offered here. The
plan that is being offered here is to raise taxes. Americans are
rightly upset about the cost of gasoline. And the solution being of-
fered here? Let us raise some taxes. Lawyers would call this a non
sequitur. Everyday Americans would call it beside the point.

Raising taxes to address high energy prices is about as relevant
as a person walking into a doctor’s office complaining of chest pain
and having the doctor respond by offering to reupholster the pa-
tient’s couch. Families and businesses are being hit by high gas
prices. This demands an energy policy, but all this hearing is about
is providing a justification for tax increases.

Now, I wish I could say I was surprised. No matter what the
question is, it seems that for the President and some of my col-
leagues the answer is always, raise taxes. Government spends too
much? Raise some taxes. Health care too expensive? Raise some
taxes. Gas prices too expensive? I have it, let us raise some taxes!

I would be doing a grave disservice to my constituents if I was
to ignore the consequences of these tax increases. Some of us are
trying to create American jobs, increase energy supply, and reduce
dependence on foreign oil at a time when we are still recovering
from a historic economic collapse.

The proposals that will be discussed today are completely di-
vorced from those pressing needs. The reasoning put forth for re-
pealing these tax provisions—rising gas prices and reporting high
first quarter profits—would set a bad precedent for future tax in-
creases. Are we to increase taxes anytime a company sees an in-
crease in quarterly profits due to high demand of a commodity?
What if Wal-Mart’s profits increased due to a spike in global de-
mand for cotton? What if an increase in demand for coffee results
in Starbucks reporting record profits? What if the Hollywood Stu-
dios hit a few home runs with some new films, and record profits
result? Well, I am not going to hold my breath waiting for Demo-
crats to haul George Clooney up here to justify his income.

I do not believe we really want to go down the dangerous road
of deterring American businesses from becoming too profitable.
This hearing should not be used to score cheap political points, but
I am afraid, with all due respect, Mr. Chairman, that that is what
we are going to see here today. I have a chart depicting what I ex-
pect this hearing to turn into, a dog and pony show. There you go.
That is a really nice picture. I think that is pretty good, myself.

The CHAIRMAN. Who is the horse and who is the dog? [Laughter.]

Senator HATCH. I think we both know.

I know who the horse’s ass is, I will put it that way. [Laughter.]

I should not have said that. My wife is going to give me heck
when I get home, I will tell you. You will notice I used the appro-
priate term there.

Now, it is perfectly appropriate to examine the purpose, design,
intent, and effectiveness of certain tax incentives that promote the
domestic production of oil and gas. Let us have that debate. I am
ready for it. Let us have it. In 2004, Congress passed the American
Jobs Creation Act. The centerpiece of that legislation was the Do-
mestic Manufacturing Deduction.
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Now, this particular provision was designed to strengthen the do-
mestic manufacturing sector. It is a deduction for manufacturing
everything from coffee to appliances, to the domestic production of
oil and gas. The amount of the deduction is specifically tied to
wages paid to American workers. The intent was not to incentivize
manufacturing and production, but to manufacture and produce
within the United States rather than overseas. Congress passed
this provision with the expectation that it would promote economic
growth and job creation here in the United States.

Now, it is important to note that this provision is not just tied
to oil and gas and to the oil and gas industry, but applies to income
derived from all manufacturing within the United States. Maybe
we should have a meaningful conversation about whether this pro-
vision is good tax policy. Given that it impacts industries far out-
side the scope of the oil and gas industry, it is a conversation more
properly suited to a debate over tax reform.

But I am not going to hold my breath waiting for this adult dis-
cussion of tax policy. I know the distinguished chairman has been
trying to do a series of hearings on tax policy, and I am personally
very appreciative of that, and I applaud his leadership. Instead,
though, I expect some good political theater here today. The liberal
mouthpieces over at MSNBC certainly had the talking points yes-
terday afternoon, and they are ready to make some political hay at
the expense of our witnesses today.

Many will point to a comment made by a former CEO that oil
and gas companies do not need these tax provisions. That CEO
might be right. Oil and gas companies would probably drill with or
without these tax incentives. But let us be clear: they would be less
likely to do so in the United States.

We have to ask whether we want to help increase the market
share for U.S. corporations in the global oil and gas marketplace
or do we want to decrease that market share and put ourselves at
the mercy of foreign importers?

Now, I am not going to wait for the MSNBC lineup to put on
their hard hats and stand on an oil rig and do a promotional ad
asking this tough question about the potential loss of blue collar
American jobs. We have a great number of resources that could be
used to promote energy security within the United States.

I applauded President Obama’s recent pledge to reduce foreign
oil imports by a third by 2020. However, I was taken aback when
he told Brazil that we want to be their best customers if they in-
crease their oil production. So it is all right for other countries to
boost the energy that would drive our economy, but it is wrong to
produce it here at home?

To be honest, I do not know what the President and his adminis-
tration’s agenda is for energy security, and I do not expect to get
any clarity on that point today. I think that is the point. The Amer-
ican people are upset at high gas prices and are demanding energy
solutions. The President has no solution.

In fact, his policies would do precisely the opposite of what our
constituents are asking for. They would increase the cost of domes-
tic production and harm our economy. So, faced with the uncom-
fortable fact that the buck stops at the Oval Office and the Presi-
dent’s only solution to high energy prices is to double down on
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them, liberals are out to distract the American people from their
failure to develop a coherent energy strategy.

Now, I do know that we currently depend on oil for our energy
needs because it is abundant and it is dependable. Demand is, and
will, remain high for the next decade, and certainly beyond that.
There is a reason why Florida’s demand for petroleum-based trans-
portation fuels is among the highest in the United States. There is
a reason why States like New Jersey and Maryland consume more
gas per capita than most States. We certainly have the resources
to meet that demand. Just recently, geologists have

Senator ROCKEFELLER. Senator Hatch, are you almost through?
I mean, you have been talking for a long time, and we do not have
our testimony yet.

Senator HATCH. No, I am not through yet, but I am almost
through, and I am not going to be through until I get through.

W?i certainly have the resources in this country to meet that de-
mand.

Just recently geologists have discovered, in the western part of
North Dakota and parts of Montana, a 25,000 square mile sea of
oil that could hold the largest accumulation of oil identified in
North America since 1968. They have dubbed it the Kuwait on the
prairie. About 100 new oil wells are developed each month. We also
have a great deal of oil in the Rockies on public lands and off our
coasts, where the President has done everything in his power to
shut down Federal leases in these areas. Maybe it is just the peo-
ple working for him, I do not know.

Look, we all know politics is thick in the air here today. Our dog
and pony will feel very much at home, I have to tell you that. Many
Democratic Senators have admitted that it is good politics to take
on oil companies when gas prices are high. We all know everyone
is alillgry about high pump prices. We do not need to hold a hearing
on that.

But, if we want to do something about it, three questions come
to mind, and I will pursue these questions with the witnesses. The
first question: will the policies proposed by the President and the
Democratic leadership cause pump prices to drop? The second ques-
tion: if pump prices do not drop, then what will the policies pro-
posed by the President and the Democratic leadership do? One pos-
sibility might be that these policies will cause the U.S. to become
more dependent on imported oil. The third question: with respect
to tax incentives available for all U.S. manufacturers, is it wise—
and this is an important question—to single out one industry and
treat it differently from others? I will put a finer point on the ques-
tion. Is it wise to conduct business tax reform on a selective and
punitive basis? It is a legitimate question, and we ought to answer
it.

Let us send the pony back to the stable. That is what we ought
to do. Let us send the dog back to the kennel. Let us get back to
reforming the tax code to support economic growth. So far this Con-
gress, we have been making progress in making the tax code more
efficient, simpler, and fairer, and I know that the chairman is dedi-
cated to that, as am I, and I hope the chairman will continue in
these efforts.

Thanks so much, Mr. Chairman.
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The CHAIRMAN. Thank you very much, Senator.

[The prepared statement of Senator Hatch appears in the appen-
dix.]

The CHAIRMAN. I would now like to introduce the panel before
us. Our first witness is Mr. John Watson, chairman and CEO of
Chevron; second, Mr. Marvin Odum, the U.S. president of Shell Oil
Company; third, Mr. Lamar McKay, chairman and president of BP
America; fourth, Mr. James Mulva, who is the chairman and CEO
of ConocoPhillips; and finally, Rex Tillerson, chairman and CEO of
Exxon Mobil.

So, Mr. Watson, why don’t you begin? You probably know our
customary procedure here is to have your statements included in
the record. They will automatically be included. If you could then
summarize for about 5 minutes. Thank you very much.

Mr. Watson?

STATEMENT OF JOHN WATSON, CHAIRMAN OF THE BOARD
AND CHIEF EXECUTIVE OFFICER, CHEVRON CORPORATION,
SAN RAMON, CA

Mr. WATSON. Mr. Chairman, Ranking Member Hatch, and mem-
bers of the committee, I am John Watson, chairman and chief exec-
utive officer of Chevron Corporation.

Affordable, reliable energy is the backbone of America’s economy
and competitiveness. Fortunately, our Nation is endowed with
abundant supplies of energy, including oil and natural gas. Each
time we come to Capitol Hill, we advocate for measures that would
better help America develop our energy supplies.

More domestic supply, along with aggressive measures to use en-
ergy more wisely, is one of the most effective ways to counter rising
energy prices, enhance our energy security, and stimulate economic
growth. Tax increases on the oil and gas industry, which will result
if you change longstanding provisions in the U.S. tax code, will
hinder development of energy supplies needed to moderate rising
energy prices. It will also mean fewer dollars to State and Federal
treasuries and fewer jobs, all at a time when our economic recovery
remains fragile and America needs all three.

Because my time is limited, I will make three points today. First,
the oil and gas business pays its fair share of taxes. Despite the
current debate on energy taxes, few businesses pay more in taxes
than oil and gas companies. The worldwide effective tax rate for
our industry in 2010 was 40 percent. That is higher than the U.S.
statutory rate of 35 percent and the rate for manufacturers of 26.5
percent.

Between 2005 and 2009, our industry paid or accrued to the U.S.
Government almost $158 billion in taxes, royalties, and fees, in-
cluding $98 billion in Federal income taxes. That totals nearly $86
million a day. Changing important tax provisions outside the con-
text of broader corporate tax reform would achieve one unmistak-
able outcome: it would restrain domestic development and reduce
tax revenues at a time when they are needed most. Likewise, calls
to raise royalty fees will increase the cost of doing business in
places like the deepwater Gulf of Mexico and impede development
of these resources just when we are getting back to work.
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Second, longstanding oil and gas provisions in the tax code par-
allel tax treatment of other industries or are designed to prevent
double taxation of income. For all U.S. businesses, a basic tax prin-
ciple is that they are taxed on income after costs.

All companies in all sectors may deduct these costs in various
ways. The oil and gas industry can deduct intangible drilling costs
such as site preparation, labor, engineering, and design. These ex-
penses are similar to the research expenses deducted by pharma-
ceutical and technology firms. These deductions allow companies to
recover the costs of risky investments necessary for the viability of
their business.

The tax provisions some seek to change are longstanding provi-
sions in the tax code. Many apply to other segments of the U.S.
economy, including the manufacturer’s deduction and LIFO ac-
counting. We are deeply concerned about proposals to curtail for-
eign tax credits for dual-capacity taxpayers. Credits for foreign in-
come taxes are critical because, without these credits which are
available to all taxpayers, we would pay tax twice on income gen-
erated overseas. This would make us less competitive internation-
ally and cost U.S. jobs that support our overseas operations.

My third point is that there should be equitable treatment for all
forms of energy and for all energy producers, large and small. I am
an advocate for developing all forms of energy and using energy
more wisely, but it is wrong to increase taxes on oil and gas compa-
nies to subsidize other forms of energy. This is also likely to have
serious unintended consequences for production, jobs, and reve-
nues.

Singling out five companies because of their size is even more
troubling. Such measures are anti-competitive and discriminatory.
After all, our five companies are providing the technical, operating,
and managerial expertise that is allowing the global energy indus-
try to operate at the forefront of energy development.

Let me close by suggesting that the most sensible path is simple:
do not punish our industry for doing its job well. Create energy and
tax policies that make our country a more attractive place to do
business. Allow us to develop our Nation’s vast energy resources.
And strengthen, do not weaken, our ability to compete against
large national oil companies who are major players in the U.S. and
global energy markets. Responsible development of our resources,
which will be enabled by sound tax and energy policy, will add
more high-paying jobs, provide billions in new tax revenues, and
reduce our dependence on foreign energy supplies.

If our Nation’s concern is keeping investments here at home and
ensuring reliable, affordable energy for all Americans, what we ask
for here is what we look for anywhere we invest: conditions that
are not punitive and discriminatory, but stable, transparent, and
equitable.

Mr. Chairman, I am proud to lead a 132-year-old American com-
pany, I am proud of the vital role we play in our economy, and I
am proud of the profits allowing us to make significant investments
in our communities and the long-term health of our country.

Thank you.

The CHAIRMAN. Thank you very much, Mr. Watson.
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[The prepared statement of Mr. Watson appears in the appen-
dix.]
The CHAIRMAN. Mr. Odum, you are next.

STATEMENT OF MARVIN ODUM, U.S. PRESIDENT,
SHELL OIL COMPANY, HOUSTON, TX

Mr. OpumMm. Thank you, Chairman Baucus, Ranking Member
Hatch, and members of the committee. I am Marvin Odum, presi-
dent of Shell Oil Company. Shell is a global energy company with
more than 90,000 employees in 90 countries—approximately 19,000
of those are here in the U.S.—working to discover, produce, mar-
ket, and deliver to consumers today’s energy and tomorrow’s energy
technology. Thank you for the opportunity to speak to you today.

I would like to address right up front the issue that is on many
Americans’ minds, the rising cost of energy, particularly the cost of
gasoline. Because fuels are refined from crude oil, the biggest im-
pact on the price of fuel is the price of crude oil. Everything from
weather to politics in the global economy determines the price of
oil and the fuels made from it.

Weak economic conditions in 2008 and 2009 lowered demand,
which helped push prices down. Now, with worldwide economic re-
covery under way, demand is on the rise, sending prices upwards.
In addition, because oil is sold in U.S. dollars throughout much of
the world, when the dollar becomes weaker, it takes more dollars
to buy the same amount of oil.

Simply stated, oil is a global commodity, so, while we cannot pre-
dict or control the price at the pump, we do know that we can in-
crease the stability of our energy future through a combination of
efficiency gains and increased supply.

The surest way to address a challenge of this magnitude is to
focus on what we can control, using what we know to safeguard
against what we do not. Without question, our government is fac-
ing significant challenges right now, particularly in terms of eco-
nomic and energy security. But, when you face a deficit, be it en-
ergy or financial, choices are usually straightforward: get more or
use less. Often it is a combination of both that achieves the best
results. There are choices on how to get more.

I think it could be tempting to assume that there is something
to gain by taking more from a few; however, one must also balance
the implications of increased industry cost on both supply and the
cost of fuel. The opportunity in front of us is to put policies in place
that allow the energy industry to become an economic growth en-
gine for America. Developing our own resources, we would see tens
of thousands of new, well-paying jobs and many, many billions of
dollars in revenue for local, State, and Federal Governments.

Some perspective. Last year, Shell reported global earnings of
$18.6 billion. We also invested some $29 billion, mostly in new
projects, to bring energy supply to the consumer. In addition, we
sp?ind more than $40 billion to run our existing businesses world-
wide.

Last year in the Gulf of Mexico, government policies caused Shell
to defer some $700 million in capital expenditures. We expect to
lose an estimated 50,000-barrel equivalent per day in 2011 alone
as a result of that.
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Now, thinking about that impact to date, it represents lost gaso-
line production just to Shell that could have powered, on average,
633,000 cars and light trucks every day since January 1.

Now, here in the U.S., at the invitation of the Federal Govern-
ment, we have invested more than $3.5 billion since 2005 to de-
velop energy resources in Alaska. Six years later, we have been
prevented from drilling a single exploration well due to the govern-
ment’s inability to deliver timely permits to allow this potential
new resource to be developed. During that time we have drilled
more than 400 exploration wells worldwide.

My point is this. Investments in our industry carry huge
amounts of capital and risk. Policymakers must consider this when
thinking about the competitiveness of the U.S. relative to other re-
gions. The President recently acknowledged that reducing depend-
ence on certain imports was a national policy imperative. We agree.
The U.S. is resource-rich in many ways, especially in oil and gas.

Yet, as a country we import more than 60 percent of our petro-
leum at a cost of more than $350 billion a year. The bottom line
is this: if we do not develop our own energy sources, we will have
to accept the cost, both financial and geopolitical, of bringing it into
this country from places that can be less secure and less stable.

In closing, Shell is grateful for the widespread recognition in
Congress of the daunting energy challenge facing this Nation. Al-
though some of our opinions differ, we stand ready to work with
you on developing a more secure, affordable, and efficient energy
supply for this Nation. Thank you.

The CHAIRMAN. Thank you, Mr. Odum, very much.

[The prepared statement of Mr. Odum appears in the appendix.]

The CHAIRMAN. Mr. McKay?

STATEMENT OF H. LAMAR McKAY, CHATIRMAN AND
PRESIDENT, BP AMERICA, INC., HOUSTON, TX

Mr. McKAY. Thank you, Mr. Chairman, Ranking Member Hatch,
members of the committee. Good morning. My name is Lamar
McKay, and I am chairman and president of BP America. I appre-
ciate the opportunity to address the issue of energy tax incentives
today. Before doing so, I want to recognize that last month marked
1 year since the Deep Water Horizon accident, and BP continues
to work very hard to meet our commitments in the Gulf.

Now, I would like to provide just a little bit of context on BP’s
operations and investments in the U.S., both in traditional and re-
newable energy. BP has a very long history in the United States,
over 100 years, with 23,000 U.S. employees and operations spread
across the country.

We are committed to providing the U.S. with the energy it needs
to grow in the coming decades, and doing so in a responsible and
sustainable manner. We are one of the largest oil and natural gas
producers in the U.S. and one of the Nation’s largest energy inves-
tors.

Now, over the 5 years ending in 2009, we have invested more
than $37 billion in development of U.S. energy supply. We continue
to invest in natural gas production from the Rocky Mountain west
and our existing shale gas regions. We have significant oil produc-
tion in Alaska and the Gulf of Mexico.
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Further, we have made, and are continuing to make, significant
investments in our refineries in the U.S., including major capital
projects that will increase gasoline production capacity at our key
midwestern refineries. We also invest actively in renewable energy.
During 2009, we invested nearly $1 billion, or 10 percent of our
$9.9 billion dollars of U.S. capital budget, in alternative energy.

These investments include the operation of wind farms in 10
States, development of the first commercial-scale cellulosic biofuels
facility in Florida, and work on an advanced biofuels molecule,
biobutenol, with DuPont. We have our solar business, which has
been in operation for over 35 years.

BP supports a comprehensive energy policy that includes all
forms of energy, including oil, natural gas, coal, nuclear, biofuels,
wind and solar, and encourages efficiency and conservation. The re-
ality is that, even with major improvements in energy efficiency
and the rapid growth of biofuels, wind, and solar, 20 years from
now in 2030, the United States will still depend on oil, natural gas,
and coal to meet more than three-quarters of its energy needs.

On the supply side, we support properly scaled transitional in-
centives for alternative energy, but raising taxes on one form of en-
ergy to encourage production of another will reduce industry’s abil-
ity to keep up with growing U.S. energy demand. The result could
be less investment, less production, tighter energy markets, and
over time, potentially higher prices for consumers. Instead, our Na-
tion should be encouraging production of all forms of energy, in-
cluding oil and natural gas.

On the demand side, energy policy should encourage conserva-
tion and help drive energy efficiency. The energy challenges facing
the U.S. are enormous. The impacts of high energy prices on the
overall economy and the American people are very real. We cannot
change the international crude oil market which drives those prices
and on which the country relies for more than 60 percent of the oil
it consumes, but we can work with the Congress, with the adminis-
tration, and consumers across the Nation to move towards greater
energy security and a lower carbon energy future.

Congress establishes the rules regarding energy and tax policy.
Companies take those rules into account in making their invest-
ment decisions. Given the cost and the long-term nature of the sig-
nificant capital investments that are required to develop and
produce energy, a stable and competitive tax framework is critical
to the United States remaining attractive in the global demand for
capital investment.

The currently contemplated changes to the tax rules would limit
the resources companies like BP have to invest, not only in conven-
tional energy production, but also in new and emerging tech-
nologies like wind, biofuels, and solar. BP is very serious about
bringing new sources of oil and natural gas to the market. We are
also serious about building a sustainable, profitable alternative-
energy business capable of delivering clean, affordable power. My
company stands ready to work with you and others to address the
energy and environmental needs of this Nation. Thank you.

The CHAIRMAN. Thank you very much, Mr. McKay.

[The prepared statement of Mr. McKay appears in the appendix.]

The CHAIRMAN. Mr. Mulva, you are next.
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STATEMENT OF JAMES MULVA, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, CONOCOPHILLIPS, HOUSTON, TX

Mr. MULVA. Good morning, Chairman Baucus, Ranking Member
Hatch, and committee members. My hope today is to bring clarity
to this vital debate on tax policy regarding the major oil companies.

To begin, there is a great deal of misinformation about our tax
liabilities, and unfortunately it is being used to justify further in-
creases. So my objective is to convey, first, the realities of our cur-
rent tax burden, and second, the negative impacts of new pro-
posals, for there would be impacts to our company, our industry,
American consumers, U.S. job creation, and national energy secu-
rity.

So, let us take a look at what we already pay. I have a chart that
we are pointing to that shows the effective worldwide tax rates of
the 20 largest U.S. non-financial companies. There are a lot of fa-
miliar names on this chart. On average, the group paid 27 percent
for the years 2006 to 2010. But look at those three on the top.

The CHAIRMAN. Mr. Mulva, if you could identify a few. I cannot
read some of those over on the left. If you could just outline two
or three during your testimony, that would help.

Mr. MULVA. All right. It comes after the three oil companies:
Wal-Mart, Berkshire Hathaway, Apple, Intel, Microsoft.

The CHAIRMAN. Who is down at the bottom?

Mr. MULVA. The bottom? GE, Pfizer, Merck, Verizon, Coca-Cola,
Cisco.

The CHAIRMAN. Okay. Thank you.

Mr. MULVA. So you can see at the top, ConocoPhillips is 46 per-
cent, followed by the two international American companies. The
three major U.S. oil companies already pay the highest effective
tax rates in the top 20. Keep in mind, this is after taking the allow-
able tax deductions and credits.

What does this mean in hard dollars? Well, for our company, we
earned $11.4 billion last year and we paid $8.3 billion in income
taxes, as well as $3.1 billion in other taxes. So our total worldwide
taxes paid actually equaled our income. So any fair-minded person
would likely agree that we pay our full share.

Remember, too, that companies like ours carry the flag of U.S.
competitiveness into the battle for global business, and every day
we fight for access to energy resources and opportunities around
the world. Our rivals are typically nationally owned companies
from other countries, and they literally dwarf us in size. Some are
dozens of times bigger than we are, and they enjoy explicit support
from their governments.

Despite these compelling numbers and despite the need to main-
tain a competitive U.S. oil industry, some would have us pay even
more. In fact, one proposal would only impact the three major oil
companies that already carry the heaviest burdens and would fur-
ther restrict the foreign tax credits that are available to us, so it
would seriously undermine our ability to conduct our business
internationally. That is because, when we decide how much to bid
for foreign energy opportunities, we have to include taxes among
the total project cost when we make these investment decisions.

So, all else being equal, overseas companies with lower tax obli-
gations can outbid us and win the opportunities. Unfortunately,
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this does impact U.S. jobs. For our company, we operate worldwide
with 29,000 employees, of which 20,000 are right here at home, and
some of them, 3,000 U.S.-based employees, work to support what
we do internationally around the world.

So reducing foreign tax credits will have a cascading effect on our
business. We would lose projects and opportunities to foreign com-
petitors. Cash flows that would otherwise generate tax revenue
here would instead go elsewhere. Our U.S. job creation and invest-
ments would suffer. Further, as profitability declined, it would re-
duce our ability to invest in domestic energy, and ultimately we
could even see more energy and development here conducted by
foreign competitors, which, by the way, would inevitably send dol-
lars back to their home countries.

We currently hear a lot about the so-called tax subsidies. This
calls for another reality check. The major companies do not get spe-
cial subsidies. In fact, some deductions and credits available to the
industry are not allowed to the three major companies, and the
ones we are allowed either match or closely mirror those available
to all U.S. companies. Even in these cases, the law limits how
much we can benefit. That hardly sounds like special industry sub-
sidies.

Congress and the administration often speak of enhancing U.S.
competitiveness, but enacting the foreign tax credit restrictions and
other proposals would be very counterproductive. They would pe-
nalize U.S. workers and the American public who invest in our
shares, and they would harm the well-being of companies like our-
selves that must carry our country into the energy future. That cer-
tainly cannot be your intent, so I urge you to objectively and dis-
passionately consider the facts and reject these unfair and unwar-
ranted tax proposals. Thank you.

The CHAIRMAN. Thank you, Mr. Mulva.

[The prepared statement of Mr. Mulva appears in the appendix.]

The CHAIRMAN. Mr. Tillerson, you are next.

STATEMENT OF REX TILLERSON, CHAIRMAN AND CHIEF EX-
ECUTIVE OFFICER, EXXON MOBIL CORPORATION, IRVING,
TX

Mr. TILLERSON. Chairman Baucus, Ranking Member Hatch,
members of the committee, I appreciate the opportunity to address
the topic of today’s hearing: “Oil and Gas Tax Incentives and Ris-
ing Energy Prices.”

All of us here today recognize the strain that high gasoline prices
impose on many Americans, particularly during difficult economic
times. We owe it to our customers and to your constituents to ad-
dress the topic of energy prices and taxes in an open, honest, and
factual way. Unfortunately, the tax changes under consideration
that target the five U.S. companies represented here today fail to
honor those goals.

It is not simply that they are misinformed and discriminatory:
they are counterproductive. By undermining U.S. competitiveness,
they would discourage future investments in energy projects in the
United States and therefore undercut job creation and economic
growth. Because they would hinder investment in new energy sup-
plies, they do nothing to help reduce prices.
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There is a more effective way to take steps to reduce prices and
raise revenues, but unfortunately it is a way Congress and the ad-
ministration have so far rejected. If the U.S. oil and gas industry
was permitted to develop our Nation’s enormous untapped energy
supplies, it would put downward pressure on energy prices and in-
crease revenues for government budgets.

Working together, industry and government can achieve our
shared goals. In that spirit, I would like to offer several important
facts on the specific tax proposals that are currently being advo-
cated by some in Washington.

First, it is important to make clear that tax provisions such as
the section 199 Domestic Production Activities Deduction are not
special incentives, preferences, or subsidies for oil and gas, but
rather they are standard deductions applied across all businesses
in the United States.

Section 199 applies today to all U.S. domestic producers and
manufacturers, from newspaper publishers to corn farmers, to
movie producers, and even coffee roasters. All can claim this deduc-
tion which is intended to support job creation and retention in the
United States.

By any reasonable definition, it is not an oil and gas industry in-
centive. In fact, our industry is currently limited to only a 6-
percent deduction, while all other U.S. manufacturers are allowed
a 9-percent deduction. Frankly, to then deny a select few compa-
nies within the oil and gas industry this standard deduction is tan-
tamount to job discrimination. Why should an American refinery
worker, employed by a major U.S. oil and gas company in Billings,
MT, be treated as inferior to an American movie producer in Holly-
wood or an American newspaper worker in New York, or an em-
ployee of a foreign-owned refinery in Lamont, IL?

Another tax measure that is misleadingly labeled a subsidy is
the foreign tax credit provision which upholds a basic tenet of tax
fairness by preventing our overseas earnings from being double
taxed. This provision applies to all U.S. companies with overseas
income and has been in place since 1918. It is meant to protect
U.S. competitiveness abroad.

Again, U.S. oil and gas companies are already treated differently
from other businesses under this provision, which includes unique
and proscriptive rules on our industry, requiring us to actually
prove our foreign tax payments are indeed income taxes and not
royalties.

If these rules were changed and the foreign income for select
U.S. oil and gas companies like Exxon Mobil were to be double
taxed, our foreign-based competitors and the full range of foreign
government-owned oil companies would gain a significant competi-
tive advantage.

Clearly, these tax provisions and others under consideration are
not special industry incentives or subsidies. They are economy-
wide, generally available deductions and credits under the tax code.
Removing them for a select few U.S. oil and gas companies is
therefore nothing less than discriminatory and a punitive tax hike
which jeopardizes the jobs of American workers.

Doing so would also do nothing to reduce the prices Americans
pay at the pump. Gasoline prices are primarily a function of crude
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oil prices, which are set in the marketplace by global supply and
demand, not by companies such as ours. Furthermore, arbitrarily
punishing five U.S. oil and gas companies by raising their taxes
will generate far less government revenue than if we were allowed
to compete and produce our Nation’s own resources.

An August of 2010 Wood Mackenzie study estimates that ap-
proximately $10-$17 billion in direct upstream investment in this
country is at risk per year if the section 199 and other tax provi-
sions are repealed for our industry. Another recent Wood Mac-
kenzie study found that opening up Federal lands that Congress
has kept off-limits for decades could generate 400,000 new jobs by
the year 2025. Another analysis shows that such actions could gen-
erate as much as $1.7 trillion in government revenue over the life
of those resources.

The fact is, raising taxes on five U.S. oil and gas companies is
simply not the way to reduce prices or raise revenues. Increasing
these companies’ taxes would only discriminate against certain
U.S. workers and make our companies less competitive against oth-
ers who are in the same business that we are in, and discourage
future energy investment in this country.

A much better solution lies in permitting our industry to increase
energy supplies, including supplies found here in North America,
such as oil and natural gas found off our shores and in our shale
formations. Access, not taxes, will enable us to meet the goals of
increasing affordable energy supplies for Americans, strengthening
U.S. energy security, and powering our Nation’s economy forward.
Exxon Mobil shares these goals, and we look forward to working
with you to achieve them.

Thank you.

The CHAIRMAN. Thank you, Mr. Tillerson.

[The prepared statement of Mr. Tillerson appears in the appen-
dix.]

The CHAIRMAN. Gentlemen, I appreciate your taking the time to
come here. Let me tell you my perspective, which is, as chairman
of the Finance Committee—and I speak for all members of Con-
gress—we have to find ways to reduce our annual deficits and our
debt. That is not an easy task. To do so, we have to find an ap-
proach that is balanced across the board. There are lots of inter-
ests, lots of competing areas where we can cut. We all know that,
so we have to find a fair solution, one that is shared by Americans
or perceived by Americans to be pretty fair, pretty balanced, within
the bounds of reason.

What you said, Mr. Tillerson, and what you all said, in many re-
spects is true: you do pay high taxes. That is true. But it is also
true your foreign taxes are higher than your domestic taxes. That
chart showed the worldwide rate. Your domestic tax rate is quite
a bit lower than your worldwide rate.

It is also true that the price of gasoline is determined primarily
by the world price of crude. That is the primary determinant. The
world price goes way up, gasoline prices go up. But it is also true
that, when the world price goes up, the after-tax profits of your
companies go up very significantly because your costs do not go up
as much, at least in the last year or so, as the world price of crude
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has gone up. When world crude prices go up at such a high rate,
then your profit margins go way up. That is true.

It also seems to me, based on the evidence, that, according to
your financial reporting statements, if your average cost is roughly
$10, $11 a barrel, if you add in intangible drilling, maybe it goes
up to closer to $20 a barrel. But in 2010, your after-tax profits were
about 72 bucks. Your gross revenue was about $72 a barrel, and
this year it is much higher. So it just looks, according to the evi-
dence, like this is not a matter of singling anybody out. It is just
your companies, and how much gross profits you make.

It is not based on your subsidies; it is based on the world price
of crude. That is what it is really based on. Maybe a fair way to
get at reducing our deficit and our debt is to reduce, tail back, if
not eliminate, the tax breaks which do not have much effect on
your decisions to produce. It does not have much effect because
your profits are so high.

Again, according to the reports, Exxon Mobil, for every dollar in-
crease in the price of crude—Exxon Mobil’s after-tax profits were
up to, I think, $375 million a year. If you add all five of you to-

ether, for every $1 increase in crude, your after-tax profits go up
%1 billion all together, totaling it all up. The subsidies we are talk-
ing about here, they are $21 billion over 10 years, roughly $2 bil-
lion a year. Break that down to a quarter. That is $500 million.
This is rough. I grant you, this is rough.

But if the price of oil should go down $2 a barrel, that would be
more than the elimination of these subsidies. So these subsidies
really do not have much effect in your decisions of where to
produce. It is the profits you have and the rate of return you are
going to get in different locations that really, I am guessing, have
a much greater effect on your ability to produce.

So tell me what is wrong with my analysis. It just seems, frank-
ly, that you are making a lot of money. That is fine. It is the Amer-
ican way. But it also seems that maybe the subsidies are not really
that necessary any more. Many of them were given many years
ago.

Mr. Tillerson, 199 is really the aftermath, as we all know, the
substitute for FISC/ETI. FISC/ETI was intended to give American
companies a break, an export break. WTO ruled it illegal, so Con-
gress passed 199 for everybody. It is my recollection that the FISC/
ETI really wasn’t used very much by you guys, so it was kind of
a gift, 199. Other companies do use it for export, in effect, whereas
you do not as much.

So I just ask the question. I do not know who wants to answer
it. It just seems to me, as we try to get our deficits and debt under
control, with oil prices so high and because the subsidies are so low
compared to the increase in crude oil prices, that you do not need
it nearly as much as one might initially think. I will let anybody
go ahead.

Mr. OpuM. Well, I will make just a couple of points here.

The CHAIRMAN. My time has expired. I am sorry. So just very,
very briefly.

Mr. ODUM. So just a couple of quick points. I think, first of all,
if you look at ways to impact the deficit, and you think about this
in terms of a word used a lot these days, which is sustainability,
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the way to impact the deficit and get more money into the Federal
Government is through more production, where we pay more bo-
nuses for the access, we pay more royalties on the production.
Those numbers are potentially much, much larger than anything
we are talking about here. That is the way I think to impact the
deficit beast.

I did want to comment on your production cost chart, just be-
cause I think it misses a pretty important point, which is the in-
vestments that have to be made to produce oil and gas that have
those kind of ongoing production costs. So it does not include, not
only the huge investments, the billions of dollars that go in, but
also the time lag for when those investments start, to when that
production actually starts to happen. The other piece I think it
probably misses is that it looks at all of the existing production
that exists across the country today, I would assume by what you
said. The cost of future production is not the same as the cost of
historic production that is currently online. It is more expensive
now.

The CHAIRMAN. Thank you.

Anybody else? Mr. Tillerson?

Mr. TiLLERSON. Well, I think it is helpful if we kind of think
about, are we going to talk about the past or are we going to talk
about the future, because a lot of the numbers you are displaying—
and they are not entirely accurate in terms of total cost as Marvin
said—are really talking about things in the past and what we have
already done.

We are in the depletion business, so we invest in resources that
deplete, so we constantly must replace those if we want to have a
sustainable business. We have been around for almost 130 years.
You heard John Watson say 130 years. So that is what we have
been doing for more than a century, is taking the revenues from
the past decisions and finding ways to invest them to replace the
barrels that are depleting.

As we have to go out and find and locate those replacement bar-
rels, they are more and more difficult to find. The real question is
not, can we afford more taxes. If we are never going to invest any-
more and we are just going to liquidate the company, there is going
to be a lot of revenue around.

But that is not what we are doing. We are sustaining the viabil-
ity of the enterprise for many years to come, so we have to make
very large investments. The real question is, what do these tax
changes mean to that next incremental investment decision we are
going to make? That is made on an asset-by-asset, investment-by-
investment basis.

So in the United States, if I want to look at a Shell oil lease in
North Dakota, I have to run the cost of acquiring those leases and
drilling and developing and producing and paying all of that, and
I have to put the tax burden on that. You give me a different tax
burden than my competitor has, and I do not get to develop that
lease.

I am going to take my capital then, since the U.S. is not attrac-
tive, and I have to go somewhere else offshore. If you want to raise
the incremental cost of royalty or development costs or taxes on the
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next investment decision, it is that marginal barrel that you are
going to take out of our system.

The CHAIRMAN. All right. I wish I had more time, Mr. Tillerson.
My time has more than expired. This is not the greatest forum in
the world to get into deeper depth.

Senator Hatch?

Senator HATCH. Well, thank you, Mr. Chairman.

Now, this question is for the entire panel. I would like you to an-
swer yes or no, if you can. You can certainly add to it if you want.

As you know, President Obama and numerous congressional
Democrats have proposed raising taxes on United States oil and
gas production. However, an Associated Press article from Tuesday
about Senator Menendez’s bill to increase taxes on oil and gas stat-
ed, “Menendez acknowledged that the legislation—slated for a vote
next week—won’t do anything about gas prices exceeding $4 a gal-
lon in many places.”

Now, with rising taxes on United States oil and gas production,
will raising taxes on oil and gas production lower the price of gas
at the pump? Are you aware of any good or service that has become
less expensive as a result of being taxed more heavily? If we could
just start with you.

Mr. WATSON. Senator, directionally, raising taxes on producers
raises the cost of crude oil. The cost of crude oil is the prime ingre-
dient in the price of gasoline, so raising our taxes will not reduce
the price of gasoline.

Senator HATCH. All right.

Do you all agree with that?

Mr. OpuM. I certainly do agree with that. I think the bigger
point behind it is, if the production here in the U.S.—either you
do not have access to it or it is disadvantaged relative to other op-
portunities in the world—moves somewhere else, the jobs move
somewhere else, the trade benefits move somewhere else, all the at-
tendant benefits go away as well.

Senator HATCH. All right.

Mr. McKay. No, I do not believe, obviously, that raising taxes
will lower prices. I do think the important thing is to have a com-
petitive fiscal environment to attract investment. More investment
can raise supply and have an effect on prices.

Senator HATCH. All right.

Mr. MULVA. Raising taxes will lead to less investment, less pro-
duction, and most likely higher cost per gallon and less employ-
ment.

Senator HATCH. All right.

Mr. Tillerson?

Mr. TILLERSON. It is going to have little immediate effect, but the
effect will come in the months and years to come in terms of rais-
ing the cost of development here. If a loss of, like, 199 deductions
puts more pressure on refining margins—refineries already lose
money most quarters, so, if we lose more refinery capacity in the
U.S., it means more imported product rather than refining product
here.

Senator HATCH. Let me ask this question. My colleague from the
State of New Jersey, Senator Menendez, recently introduced a bill
that would increase taxes on the top 5 integrated oil companies,
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meaning your companies. He said in his statement that these so-
called subsidies “only benefit big oil and CEOs.”

Now, I would like to point out to my friend that actually cor-
porate management, as I understand it, only makes up about 1.5
percent of the shareholders. In fact, 41 percent of the shareholders
are individual retirement accounts, if I am right on this, or pension
funds. There is a chart showing the top 10 holdings of the New Jer-
sey Public Employee Pension Fund. Now, I would just point to this.
As you can see, Exxon Mobil and ConocoPhillips are listed among
the top 10 holdings.

Now, my question to you, Mr. Mulva and Mr. Tillerson, is, would
increasing taxes on your company affect your earnings?

Mr. MULVA. Increasing taxes obviously would have an impact on
our earnings, and ultimately on the value of our companies and the
valuation and the share performance to our shareholders, so it
would have an impact with respect to these shareholders.

Senator HATCH. And all these pension funds.

Mr. MULVA. To the pension funds.

Senator HATCH. And New Jersey is not the only State that has
pension funds.

Mr. MULVA. That is true. If you take all Americans and retirees
and employees, if they are involved in one way or another directly
or indirectly with a pension fund, they probably are a shareholder
in an oil and gas company.

Senator HATCH. Do you agree with that, Mr. Tillerson?

Mr. TILLERSON. Yes. Raising the taxes obviously would affect our
cash flow that is available to pay dividends, which go back to the
pension companies and institutions that own our shares and can
affect the overall cash flow and financial management of the com-
pany.

Senator HATCH. One last question in the time that I have. I am
sure that you are aware that the United States already has the
highest statutory corporate tax rate among OECD countries. Now,
according to Compustat, a database that collects information from
companies’ financial statements, the oil and gas industry has an ef-
fective tax rate of 41.1 percent, while other industrial companies
have an effective tax rate of 26.5 percent.

Yours is a very high tax rate. All of the tax increases we are
talking about today would eliminate incentives to produce oil and
gas within the United States, it seems to me. Now, do these tax
increases encourage you to produce oil and gas and move jobs and
investment outside the United States rather than doing it here?
Any one of you can answer that.

Mr. WATSON. Certainly tax is a big cost of doing business for us,
and it is considered in all the decisions that we make. To the ex-
tent that taxes are higher in the United States, we will look else-
where. To the extent that foreign tax credits are limited, it would
be even more difficult for us to compete overseas as well. So, with
all the provisions that have been considered, it will make it more
difficult for us to do business, raise the cost of doing business, ulti-
mately produce less in revenue for the U.S. Government, fewer
jollos, and move against the President’s agenda of reducing imported
oil.

Senator HATCH. All right. My time is up, Mr. Chairman.
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The CHAIRMAN. Thank you, Senator.

Senator Wyden, you are next.

Senator WYDEN. Thank you, Mr. Chairman.

Gentlemen, as you know, this is not the first time the Congress
has dealt with this issue. Five years ago, those who were serving
as CEOs then of your companies were asked—I specifically got into
it—whether they agreed with President Bush’s statement, “With
$55 oil, we don’t need incentives for oil and gas companies to ex-
plore.” Conditions today are pretty much like they were in 2005:
record profits, price hikes, certainly above inflation. Mr. Mulva, you
will recall, you were at the hearing.

What I would like to do, briefly, for the committee, Mr. Chair-
man, is actually replay the portion of that hearing where the oil
company CEOs said they did not need incentives from the Federal
Government when oil was at $55 a barrel. If we could just show
that video briefly.

[Whereupon, the video was shown.]

Senator WYDEN. Gentlemen, the reason I wanted to get into this
is today’s conditions are much like they were in 2005. That is why
I mentioned the profits—certainly the prices are far in excess of in-
flation. Mr. Mulva, you were there. You specifically said, in 2005,
“Senator, with respect to oil and gas production, we do not need in-
centives.” So oil is now right around $100 a barrel. My question—
and I want to start with you, Mr. Mulva, because of your history—
if your company did not need incentives to drill for oil at $55 a bar-
rel, how in the world can you possibly need incentives when oil is
at $100 a barrel?

Mr. MuLvA. Well, two aspects of that question. First, at $55
going to $100, we look at the past. The easy-to-find oil has already
been found. Our costs go up, taxes have gone up. Oil is more dif-
ficult to find, more challenging, our costs have changed. I would
also say that, in response to the question several years in the past,
we do not view the items that we are talking about—foreign tax
credits, section 199, and intangible development costs—as sub-
sidies. We essentially view those as similar types of provisions that
are made available to other companies, all industries, in a similar
way. So we do not need incentives to drill, just as I said several
years ago.

Senator WYDEN. Mr. Mulva, then, as now, I am talking about
industry-specific incentives: percentage depletion, intangible drill-
ing costs, geologic and geophysical costs. These are industry-
specific incentives. You all said you did not need them in 2005.
Markets, by the way, were global in 2005 just as they are now. I
just cannot understand how, even if you account for all the possi-
bilities in the world, how you can make the case that you need
these industry-specific incentives when oil is at $100 a barrel when
you told me you did not need them at $55.

Mr. MULVA. Essentially, intangible development expenses, we
view these essentially similar to research and development tech-
nology, similar types of provisions that are made available to other
industries.

Senator WYDEN. No. Those are industry-specific incentives, sir.
They were in 2005, they continue to be today.
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Mr. MULVA. Yes. But they are very similar to what is offered to
other industries as well.

Senator WYDEN. And I would note, you also get the R&D credit
as well.

But let me just go right down the row. Mr. Watson, your prede-
cessor at Chevron said that he did not need incentives as well at
$55 a barrel.

Mr. WATSON. Senator, I would like to offer several comments.
First, in response to a couple of things you said. You talked about
percentage depletion. These companies are not eligible for percent-
age depletion, so perhaps there is some confusion about what we
are eligible for.

Senator WYDEN. We are talking about industry-specific provi-
sions.

Mr. WATSON. Right.

Senator WYDEN. That is what the President was talking about in
2005. That is what I am talking about today. He just said incen-
tives, and you all said you did not need them in 2005. It sure
seems to be a different story today.

Mr. WATSON. First, we are not eligible for percentage depletion,
which you cited. Second

Senator WYDEN. You are eligible for a lot of incentives.

Mr. WATSON. You cited that conditions are exactly the same as
2005. They are not, respectfully. We have seen costs rise dramati-
cally in our business. Any of a number of published indices would
tell you that the cost of doing business has more than doubled in
our industry since that time. We are not asking for special treat-
ment, we are asking for the same treatment and comparable treat-
ment to other industries, Senator.

Senator WYDEN. If you look at what the Congressional Research
Service has even said, and they said that recently, you all continue
to go way beyond inflation in terms of your costs. In fact, if you
took inflation-adjusted prices today, the price of oil is higher than
it was in 2005. That is, adjusting for inflation today.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Snowe?

Senator SNOWE. Thank you, Mr. Chairman. I welcome all of you
here today. I felt like I was in a time warp when Senator Wyden
was mentioning that hearing, because I was there as well back in
2005.

I think the greatest travesty to this country, frankly, is that we
do not even have an energy policy. I do not know how many energy
crises have to occur in more than a generation to prompt and com-
pel a President and a Congress to develop a comprehensive energy
policy. It has transcended many administrations and many Con-
gresses, and it has eluded us; hence, what we are dealing with here
today.

So we can have multiple hearings, but, if the hearings do not re-
sult in action and creating that policy, we have let down the Amer-
ican people. We should be examining all aspects and all facets of
what we do, and that is the necessity of why we are having this
hearing today. But we should examine all the subsidies and all the
tax incentives that we provide in the tax code.
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Frankly, we have put many of them on cruise control for so long.
The challenge that we are facing today—and I hope, Mr. Chairman,
you will have more hearings on all these other subsidies and tax
incentives, because we have not looked at them in terms of their
effectiveness. I think we need to have an energy policy. I think the
President and the Congress ought to do it. That is what people are
asking: why can we not get an energy policy? So I think that that
is an abject failure, without question.

The real issue for us here today is to address the effectiveness
of the tax incentives that are given to your industry, given that you
obviously provide a very basic commodity to the American people.
In my State, they pay, on average, $3,500 for oil and electricity,
and another $1,660 for gasoline. American consumers right now
are paying the third-highest consumer bills in 1 month, which was
last month. So obviously we have to look at everything in terms of
what we can do to mitigate those prices.

Now, back in 2005, oil per barrel was $65. Today it is, as you
know, $100, $104, $110, it may be estimated. Oil has gone up, an
87-percent increase. Gasoline in 2005 was $3, now it is more than

The question I had for all of you—there are two things. One is,
what can you tell us that we can tell the American people, our con-
stituents, how effective these benefits have been to your companies
in helping to mitigate those prices, first of all?

Second, there was a report that was done by Wood and Mac-
kenzie for the American Petroleum Institute last August. They
talked about, in speculating about removing these tax incentives,
how it would alter the break-even point for oil. That is the cost for
profitability from an average of $47 per barrel to $52 per barrel.
If oil is priced at points higher than $80, removal of these incen-
tives will not result in any lost oil production. So I would like to
have you comment on whether or not you agree with that. Is there
a point at which we could remove these incentives, at a price point
beyond $80 or beyond $100? I would like to have your response to
that as well.

But first, what about the effectiveness of these? What can we tell
the American people? How have they benefitted? Because that is
what we have to examine, and that is what we should examine, by
the way, on all tax incentives and breaks that are in the current
tax code.

Mr. Watson?

Mr. WATSON. Senator, thank you. I understand some of the con-
cerns. In California, we have very high gasoline prices, a high un-
employment rate, and a lot of people are hurting these days, and
they ask the same questions. I would tell you that the policies that
we have had over the last decade have provided some benefit in
terms of U.S. oil production.

Last year we did increase oil production because, over the last
decade, we had opened up acreage to development, and we had had
stable and predictable tax policies in place. What we have seen re-
cently is that we have not conducted lease sales.

We have had a moratorium on drilling in this country, and we
are contemplating tax increases that will only move production the
other way. Some of the Wood Mackenzie studies that I have seen
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indicate that the impact of a $5-billion increase on our industry
would have a dramatic impact on production going forward. They
have talked about reductions in production, domestic production, of
some 400,000 barrels a day, with substantially more at risk. So
that is the dilemma that I think we have when we think about in-
creasing taxes on the producers in this business.

Senator SNOWE. Even in the context of record profits, it would
still have an enormous impact on your industry?

Mr. WATSON. We make about 6 cents on sales, and we make
about 6 cents a gallon in our gasoline business. If there is a big
concern about gasoline prices, Federal and State governments
make 50 cents a gallon. There is an opportunity to reduce prices
significantly.

Senator SNOWE. Mr. Odum?

Mr. OpuM. Well, first of all, I could not agree with you more
about needing a long-term energy policy, because I think ultimately
we have to get to the fundamental issue here, which is something
that has to be addressed over a period of decades, in my opinion.
But you need a real strategy to execute to do that.

To go to the question, has the current tax structure helped in-
vestment, I think we are in a position today where the U.S. is com-
petitive and it attracts investment. So to give you an example, we
are growing our business in the U.S. We have made, on average
over the last 5 years, about $3 billion a year in income from just
the U.S. We have invested about $6 billion a year in capital
projects for new energy projects. So I think that shows you that
this is competitive.

The issue then, to address the more fundamental issue and to
have the larger financial impact on the U.S., is to provide more ac-
cess, bring more production online, and bring more revenues into
the Federal Government. I can give you a very clear example, and
then I will leave it to somebody else. But, if you look at offshore
Alaska, the University of Alaska has done some studies there. Of
course, it is an enormous resource potential. The estimated number
of jobs associated with developing that resource is over 50,000 for
a multi-decade period of time. The amount of revenue that would
come from developing those resources is simply on the order of
$200 billion to governments, to the U.S. State, local, and Federal
Governments. So there is a real opportunity here, but we have to
take a longer-term view.

Senator SNOWE. Thank you.

The CHAIRMAN. Thank you very much, Senator.

Senator SNOWE. Thank you.

The CHAIRMAN. Senator Schumer?

Senator SCHUMER. Thank you, Mr. Chairman. Thank you all for
coming. First, one of my colleagues suggested that this hearing is
nothing more than a dog-and-pony show. Well, you would have an
easier time convincing the American people that a unicorn just flew
into this hearing room than that these big oil companies need tax-
payer subsidies. That is the real fairy tale. I would just say to ev-
erybody, the average American family getting gouged at the gas
pump across America and being asked to sacrifice because of the
budget deficit certainly does not think this is a dog-and-pony show.
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Now, I would like to just ask my colleagues here about the ques-
tion of priorities, because we frankly sit in different seats than you
do, and your job is to maximize what is good for your stockholders
and good for your employees. I think we all understand that. But
we have to choose priorities, and right now we have a huge budget
deficit.

Many, particularly my colleagues who have put forward budgets
on the other side of the aisle, have said that the budget deficit,
even though we do not like it, says we should cut aid to students
who need to go to college, we should cut cancer research, we should
cut Homeland Security and veterans’ funds. It boils down to prior-
ities, because we have to get the deficit to a certain level, and we
have choices. So I want to ask you, sitting in our shoes, just about
your priorities. So my first question is to Mr. Mulva, and I am ask-
ing you for a reason. Do you think that your subsidy is more impor-
tant than the financial aid we give to students to go to college?
Could you answer that yes or no?

Mr. MuLvAa. Well, it is a very difficult question for me, two to-
tally different questions.

Senator SCHUMER. But we have to weigh those two things, Mr.
Mulva. We have to weigh it because we have to get the deficit
down to a certain level. If you had a choice of one or the other as
an American citizen, which would you choose?

Mr. MuLvA. Well, Senator, that is a choice that, legislatively, you
are going to have to be making.

Senator SCHUMER. We are.

Mr. MULVA. But for our company, what we are tasked with is to
provide energy in an affordable way for the American public.

Senator SCHUMER. So you would choose the oil subsidy over aid
to students. That is what you are telling me, which I think most
Americans, even those who worked in the oil industry, would prob-
ably agree with.

I want to ask you one other question. This is why I asked you
first. Your company put out a press release yesterday. Here is what
the headline was: “ConocoPhillips Highlights Solid Results and
Raises Concerns Over Un-American Tax Proposals at Annual Meet-
ing of Shareholders.” Do you think people who advocate cutting
student aid, are they un-American, too?

Mr. MuLVA. Well, Senator, in that media release——

Senator SCHUMER. Yes. What do you mean?

Mr. MULVA. Nothing was intended personally or anything like
that. Quite contrary. Our release specifically refers to tax proposals
and the subject matter that we are talking about here today.

Senator SCHUMER. Well, I want to ask you a specific question. Do
you think anyone who advocates cutting these subsidies is un-
American, yes or no?

Mr. MuLvA. Well

Senator SCHUMER. Yes or no, sir. That one, we deserve a yes or
no answer on. It was your release that said “un-American.” Yes or
no.
Mr. MULVA. Senator, maybe you could hear me out on this be-
cause it is a very important question. So if just, if I could, would
make a comment or two to respond to you.

Senator SCHUMER. Do you apologize for it?
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Mr. MULVA. Make no mistake: were these proposals enacted that
we are talking about today—which you say are subsidies, incen-
tives, the proposals that the Senate is considering and the com-
mittee is considering—if they were enacted into law, they would
place the U.S.-based oil companies and natural gas companies like
our company, probably others

Senator SCHUMER. Sir, I have limited time. I know your view on
the issue. Do you consider it un-American to have a different view,
yes or no?

Mr. MULVA. Senator, I believe that the proposals under consider-
ation are going to have a very adverse impact with respect to en-
ergy policy

Senator SCHUMER. I know. But there are many—sir, there are
many people who disagree with that. You obviously have your point
of view. That is why you are here. I am glad the chairman let you
do it. But do any of you others consider it un-American to be
against the subsidy that you are for? If you do, raise your hand.
All right. Thank you. I appreciate the other four of you not labeling
those who are different from you “un-American.” Thank you, Mr.
Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Roberts?

Senator ROBERTS. It is very difficult to follow the unicorn from
New York who has a very sharp horn. [To the witnesses]: Are you
all right over there? [Laughter.]

Sometimes a unicorn can sort of morph into a rhinoceros, and
you do not want to mess with a rhinoceros. At any rate, I am not
making assertions there, Chuck—yet.

Mr. Tillerson, I met with a young man yesterday who was the
manager of a small Exxon refinery—partly owned by CITGO, Hugo
Chavez—in the mountain west region of the U.S., who was seri-
ously concerned about his job security and the job security of his
250 other employees working at his refinery because of the legisla-
tion seeking to repeal section 199. I note that, because his refinery
is partially owned by CITGO, that repeal of this tax expenditure
would not affect Hugo Chavez’s interest, but would his.

Now, I would call that sort of un-American. Sorry, Chuck. But
why on earth would we be taxing a U.S. company and this young
man very worried about his future and then letting big Hugo do
his thing in Latin America, or Central America? There might be
some confusion, I think, when some of my friends claim that re-
moving these tax expenditures will not have any impact on the do-
mestic oil industry.

So why would this young man, Mr. Tillerson, think differently?
Has the refining sector not seen as much profitability as the oil ex-
ploration and production sector? Are the jobs really at risk if these
taxes are revoked?

Mr. TILLERSON. Well, if you look at our own refining operations,
refining has lost money 5 of the last 8 quarters. We made some
money in the first quarter, we lost money in the fourth quarter. It
gets back to, what is the price of gasoline? What is in that? It is
fundamentally the cost of the crude oil that the refiner has to ac-
quire. We are one of the largest refiners in the world. We produce
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about 2.5 million barrels a day of crude oil. We refine 5 million bar-
rels a day of crude oil.

So we are in the market having to purchase 2.5 to 3 million bar-
rels a day of crude oil, every day, to feed our refineries. So when
the cost of the oil is high, the refineries’ margin gets squeezed.
They are unable to pass that through to the finished products fully.
So the refiners do struggle with very thin margins, so, when you
increase the tax burden on the refiner, you erode his margin. When
you lose money 5 out of 8 quarters, obviously it is pretty skinny
already.

Senator ROBERTS. I appreciate your answer.

Mr. Chairman, it was my marching orders now, I understand, to
present the statement by Senator Cornyn, and I have a minute and
37 that I am going to yield back. I would like permission to express
Mr. Cornyn’s statement at this point, if that would be permissible.
I do not want to tread on anybody’s time over there, or whatever.

The CHAIRMAN. Go ahead. You have some time; let us use it.

Senator ROBERTS. All right. Well, I am going to skip the thank-
yous to you and to Ranking Member Hatch, although I certainly
want to thank you, and so does Senator Cornyn. Obviously I am
not Senator Cornyn. I do not even look like him.

But at any rate, he goes into how important this issue is, how
a multitude of variables impact on the cost of gasoline, and that
we should not overlook the main factor that impacts the prices at
the pump. That is what Senator Hatch said—I am skipping here.
With roughly 70 percent of the price of gasoline and diesel contin-
gent on the price of crude, it is easy to understand any fluctuations
in global supply and demand if crude is the most important factor
in what the consumer pays for at the pump.

And he goes into the fact that we are overly reliant on foreign
countries, and understanding again that this commodity is traded
on a global scale. And increased production cannot serve as an im-
mediate magic bullet for solving rising gas prices, but it is a strong
start.

He supports the domestic exploration and drilling. And to fight
against our almost 9-percent national unemployment rate, why
then would we pursue any policy as counter to this type of job cre-
ation? He indicates that the proposals—we will now call them the
unicorn proposals—by some of my colleagues in the Congress and
by our own President would be counterproductive. Then he has a
video. I am not a chart man, I am not a video man, but I am now
Senator Cornyn, and so we have a video, and I would like to have
somebody play it.

The CHAIRMAN. Senator, you have gone over 20, 30 seconds al-
ready. How long is this video?

Senator ROBERTS. Well, it is 2 minutes. See, I had 5 minutes,
and now I am Senator Cornyn, so now I have 10 minutes.

The CHAIRMAN. You are one Senator. There is no one—you are
the incomparable Senator Roberts. There is no other Senator:

Senator ROBERTS. I appreciate that. We were not joined at the
hip; we were separated. But if we could play this thing, then I am
going to be in a lot better shape with my colleagues. It is only 30
seconds. I am sorry. We just cut it down from 2 minutes to 30 sec-
onds.
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The CHAIRMAN. All right. Thirty seconds.

Senator ROBERTS. Thirty seconds. Here we go.

[Whereupon, the video was played.]

Senator ROBERTS. See? That was 30 seconds. A little over a week
ago, the President called for reducing foreign imports by a third.
There is a serious disconnect. That is the comment by Senator
Cornyn, and I truly appreciate your lenience and your treatment
of this poor minority member.

Thank you, sir.

The CHAIRMAN. Thank you, Senator.

Senator Cantwell?

Senator CANTWELL. Thank you, Mr. Chairman. Thank you, gen-
tlemen, for being here today. I know the subject of this hearing is
about tax subsidies and the effect on the deficit, but I would also
like to get your opinion about this issue, obviously, on the price of
oil today, because many Americans are definitely feeling the impact
at the pump. Mr. Odum’s testimony talked about how oil is a global
commodity and that oil companies are price takers, not price mak-
ers. I am assuming generally people agree with that statement that
Mr. Odum had in his testimony?

[Nods in the affirmative.]

Senator CANTWELL. Thank you. What role do you think excessive
speculation in the futures market is having on elevated oil prices?
I know that some of your colleagues—I think, Mr. Tillerson, in the
past you talked about speculation and the weakening dollar having
more of an effect than supply and demand, so could you comment
about speculation, excessive speculation in the market and what ef-
fect you think it is having on today’s prices?

Mr. TILLERSON. Well, it is very difficult to precisely say what im-
pact it has. It is also very difficult to separate in the marketplace
speculation and risk management because the two are actually
quite intertwined in terms of how people manage the risk of the
price of the fuel, whether they are a consumer or a producer.

I would give you just one benchmark. Immediately after the Lib-
yan outbreak, the fighting in Libya, within the next day the price
of oil went up $12. Now, nothing had changed in the global supply
the next day, so what was the market reacting to? It was reacting
to some level of insecurity about what the future supply was going
to be.

So that is people pricing in to the global market what they be-
lieve their cost is going to be sometime in the future, building in
their concerns and their worries about other possible supply dis-
ruptions and the ability of the market to respond to that. As time
goes by and people see how the market responds, they need to ad-
just back. It goes up and down.

Senator CANTWELL. What do you think the price would be today
if it was based on fundamentals of just supply and demand?

Mr. TILLERSON. Well, again, if you were to use a pure economic
approach, the economists would say it would be set at the price to
develop the next marginal barrel.

Senator CANTWELL. What do you think that would be today?

Mr. TILLERSON. Well, it is pretty hard to judge. When we look
at it, it is going to be somewhere in the $60 to $70 range. If you
said, if I had access—that is the assumption—to the next marginal
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barrel, what would it cost, everything in, to put the next barrel of
supply in there, as soon as I develop that one and it depletes, then
for the next barrel, marginal cost goes up.

Now, over the years the industry has historically done a very, 1
think, successful job of mitigating that through technology ad-
vancements, efficiencies, things we learn how to do better to keep
the cost of the marginal barrel down. But in a purely economic—
if all things were according to economics and people did not risk-
manage and they did not do everything else they do, it would be
set at the marginal cost of the next increment of supply.

Senator CANTWELL. So, $60 to $70 a barrel sounds pretty good
today, I can tell you that.

Mr. TILLERSON. Then when we produce that barrel it will be,
what does the next barrel cost?

Senator CANTWELL. I mean, oil dropped 5.5 percent yesterday.
Last week, it was 8.6. I do not think that has to do with the dollar,
Mr. Odum, or weather. I think that has to do with a lot happening
and the volatility of the market. I am curious as to what you think
we should be doing about that volatility. Mr. Odum, do you have
any comments?

Mr. ODUM. Yes. Some of the factors that I mentioned are clearly
factors. Now, neither one may be dominant in the current day or
the current week that we are talking about, but all of those are
very real factors on the price.

I think on the topic of trading, though—I am anything but a
trading expert, but I do know it has been studied many, many
times by the Commodities Futures Trading Commission and others
to try to understand some of the questions you are asking about,
what is the increase in price that could be associated with that. I
do know that it serves a very important function. Whether it is an
airline trying to have predictability around its fuel cost for the fu-
ture and so forth, it does serve a very important function.

Senator CANTWELL. Well, I would just say this, that with 70 per-
cent of that futures market now being made up of speculators who
are not the end users of that oil product is a problem. To go from
having the market made up of 30 percent today of people who le-
gitimately have to hedge dominated by 70 percent of people who
are just getting, obviously, in on this oil game, is a problem. Do you
agree, or do you think that it is all right to have the market drive
up your price, and then you come here to talk about these subsidies
as an end result? Mr. Tillerson, I see you smiling. Do you have any
comment about that?

Mr. TILLERSON. Well, we are not traders ourselves, so we are not
in that part of the market. We are observers. That is why I say we
are price takers. We are physical buyers and sellers of barrels. The
market decides, again, as I said, based on their view. It is really
a view of the future because it is a depleting resource: what is
going to be the availability of the oil sometime in the future?

The market tries to decide that based on a whole range of things
it worries about, and then it translates that back to a price today,
and that is the price we take. It will just be wherever it will be.
It has been at $9 a barrel, it has been at $8 a barrel during my
career, and it has been at $147 a barrel, and that is the nature of
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a commodity. It is the nature, in this case, of a very volatile com-
modity.

Senator CANTWELL. I disagree. I do not think that is the nature
of how the commodity markets were established. The commodity
markets were established to basically prevent or to basically lessen
the risk that individual users have to take. Now, with 70 percent
of the market being driven by speculators who are not the end tak-
ers of any product, I think you are seeing this price driven up way
in excess of the $60 to $70 a barrel that you say would be supply
and demand.

So, thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Menendez?

Senator MENENDEZ. Well, thank you, Mr. Chairman. First of all,
let me say I really appreciate Senator Hatch spending so much
time on the research he has done on New Jersey, although I take
offense to, in his opening statement, the aspersions cast on New
Jersey, even if they are ascribed to some comedian.

The fact of the matter is, what we have is a lot of hardworking
New Jerseyians who are being hit really hard at the pump and at
the same time are subsidizing these Big 5 oil companies, so I am
sure my colleague from Utah will be happy to tell his taxpayers
why he supports that.

I agree about the dog-and-pony show. I would not hold my breath
waiting for Republicans to say to our friends in the oil industry,
you have to be part of shared sacrifice in reducing the deficit of this
country when the average American is making a median income of
$50,000 and these companies, on average, are making about $25
billion projected this year. Somehow, only in Washington would
eliminating those corporate subsidizes be a tax increase, so I am
glad I did not hold my breath for that.

I want to, first, ask Mr. Mulva a question. Yesterday in a press
release, your company called proposals to eliminate wasteful oil
subsidies “un-American.” I want to hear from you, do you make
those accusations lightly, or did you really mean to question my pa-
triotism and the patriotism of the 28 other U.S. Senators who are
co-sponsors? Do you believe that President Obama is un-American
because he has proposed cutting oil subsidies? Do you believe that
former President Bush, Speaker Boehner, and Congressman Ryan
are un-American because they have expressed cutting oil subsidies?

Mr. MULVA. Senator, it was the media title of our media release.
Nothing was intended to be personally directed to you, any of the
Senators, colleagues, or anyone. It was merely utilized because we
felt the tax proposals that are under consideration are inconsistent
with the treatment of all taxpayers in a similar situation. It seems
unfair to highlight, or in a discriminatory way, select five different
companies for different tax treatment.

Senator MENENDEZ. But if you believe, at the end of the day,
that those proposals—which I can understand you might disagree
with. But you classify them as “un-American.” That means those
who promote them are un-American. I think that is beyond the
pale. That is beyond the pale. I was hoping you were going to come
here and apologize for that because it is simply beyond the pale.
So are you willing to apologize for what your company




31

Mr. MULVA. Senator, as I just said, there is nothing intended
personally. What it was is, we felt that

Senator MENENDEZ. So you are not willing to apologize?

Mr. MULVA [continuing]. The tax proposals under consideration
were a question of fairness. The other was that the tax proposals
under consideration are inconsistent, without having an energy pol-
icy that would have an adverse impact on

Senator MENENDEZ. The bottom line is, you are unwilling to
apologize for your company’s statement. All right. So I will con-
tinue to take offense to it.

Last year, ConocoPhillips spent nearly $4 billion buying back its
own stock, which of course helps raise stock prices and enriches in-
vestors in the company like yourself. It seems to me if subsidies
were cut, could you not simply buy back less stock and make con-
sumers whole?

Mr. MULVA. Senator, our share repurchase that we have an-
nounced is in the neighborhood of about $10 billion, and it essen-
tially equates to the sale of our 20-percent interest in a Russian oil
company called Lukoil. We felt the opportunities for investment in
Russia were not that great, being opportunities of essentially own-
ing shares in a Russian oil company. We are better treated by own-
ing our own shares. It had nothing to do with respect to our capa-
bility for investment for energy opportunities or for paying divi-
dends to our shareholders.

Senator MENENDEZ. But you took those profits. You had a lot of
decisions as to how you would take those profits, and you put them
in the whole stock repurchase.

Let me ask Mr. Tillerson: I have heard a vigorous defense of pre-
serving tax rules that allow oil companies to disguise foreign roy-
alty payments as foreign tax payments and therefore get a U.S. for-
eign tax credit. Now, why should taxpayers in the United States
be subsidizing your drilling in Indonesia where royalty payments
are hidden as a 44-percent tax on oil companies? Why should U.S.
taxpayers be, in essence, subsidizing the foreign production of 0il?

Mr. TILLERSON. They are not.

Senator MENENDEZ. How are they not, when in fact those are
royalty payments?

Mr. TILLERSON. They are legitimate income taxes paid to the gov-
ernment of Indonesia. As I said in my statement, one of the ways
our industry is treated differently under a foreign tax code than
ours is, we must prove that these are income tax payments and not
royalty payments. So the Internal Revenue Service—we house 35
auditors 365 days a year in our offices—looks at those very thor-
oughly, and we must prove to them that in fact they represent in-
come taxes and not royalties.

Senator MENENDEZ. Well clearly, if you pay, as a structure, taxes
to a foreign country, the IRS does not have a lot of opportunity to
dispute that. But if in fact you devise your agreements in such a
way to have the payment of royalties be a tax, you get a deduction
here in the United States. That simply means U.S. taxpayers are
subsidizing.

I find it hard, gentlemen—I see my time is up. But I find it hard
to understand how you can come here before this committee and
the American people and say, when you are projected to make
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$125 billion in profits this year, that you simply cannot—and the
marketplace is driving you to exploration and production; you real-
ly do not need this to pursue production and exploration—that
somehow the loss of $2 billion a year, which means you would only
make $123 billion in profits, is somehow so punishing, somehow
not part of shared sacrifice, somehow you need to go back at them
at the pump to make up for it, is hard to understand. It is hard
to understand.

I really thought you would come here with a different view, like
when the auto industry came here with a different context. They
came with a different view. You are really surprising to me. Mr.
Mulva, I am shocked that you are not willing to acknowledge that
your company’s statement that this is “un-American” is ultimately
casting an aspersion upon all of us who have a different point of
view here.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Cardin?

Senator CARDIN. Thank you, Mr. Chairman.

I thank all five of our witnesses for being here today. I want to
make an observation first in regards to some of the points Senator
Hatch made. I think the best thing we could do to strengthen pen-
sion plans in this country is a growing, strong economy with stable
energy prices. I do not think the profits of the five big oil compa-
nies have much to do with the stability of the pension systems. I
jusi(:i had one other observation, the point that Senator Menendez
made.

I listened to your responses, and the math is so overwhelming,
with five companies that are making in excess of $100 billion a
year. I do not want to say that $4 billion, which is I think the num-
ber of these tax issues, is insignificant, but it is certainly a very
small amount of money. Whereas, $4 billion is a huge amount of
money in regards to the decisions that we have to make here on
priorities with our children, our seniors, or America’s growth.

I just think we have to put this in the proper context. We have
to make some tough decisions. It seems to me this is one area that
we should be able to reach some common understanding on, and
I would just urge you to understand the difficulties of our economy
on balancing our budget and the long-term impact of this deficit.
We are all going to have to make sacrifices in that regard. It seems
to me that five companies that make over $100 billion, that there
is a reason why we are looking at this.

I want to go to a bipartisan issue, one which Senator Lugar and
I have championed. That deals with the issue, Mr. Odum, that you
mentioned on stability of the supply of oil globally. That is the deal
with good governance and transparency. In so many countries that
have mineral wealth, the countries are incredibly poor as far as the
living conditions of the people in that country. The reason is that
the mineral wealth never gets to the people; it is used in many
cases to finance a corrupt system, leading to instability, as we have
seen in recent months. When you have autocratic systems that are
not transparent, the people ultimately will stand up to them.

But in the meantime, we have an unstable supply, causing inves-
tors to be very nervous about putting money into those countries.
So Senator Lugar and I have been working for some time to sup-
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port first the extractive industries’ transparency initiative, which
works in some countries, but many of the oil-rich countries of the
world do not participate in the extractive industries. Therefore, we
were successful in getting, as part of the Dodd-Frank legislation,
disclosure to be made with the SEC as it relates to payments paid
by oil and gas companies to other countries so that we could have
more transparency and better good governance in these countries.

The industry at times has been helpful to us on transparency.
For reasons I do not understand, there seems to be a reluctance as
it relates to this most recent change. This applies not to U.S. com-
panies, it applies to all companies that have to move on the SEC.
The news, quite frankly, is that we have friends in Europe, Can-
ada, and other countries who want to see this made worldwide on
all the exchanges so that all companies will, as a matter of good
governance, have to disclose these payments.

There was a time when bribes paid to other countries for busi-
ness were a way of life, but we stood up to that and said “no” to
that type of practice because we knew that this was not in the
U.S.’s long-term interest. I would just urge you—and I would like
to get your response—to work with us so that we can get more sta-
ble countries around the world, which is in our interest as well as
the people who live in those countries. We need your help. I just
am curious as to why we seem to be at odds on this issue. I would
hope that you would not only comply with the spirit of the bill that
was passed in Congress, but help us make sure this is implemented
in a fair way to accomplish its results.

Mr. Odum, you mentioned stability, so that is the reason why I
directed the question, at least first, to you.

Mr. OpuM. Well, no. I appreciate your comment, Senator. I think
it is pretty clear. I think with our interchange between our com-
pany and yourself and others, that we support the intent of trans-
parency. We actually work quite hard for transparency around the
world through various initiatives.

I think some of the constructive and pretty comprehensive input
that we try to give is that we need to do that in a way that does
not force these companies into an uncompetitive situation, that rec-
ognizes some of the challenges that we have with the foreign gov-
ernments in terms of enforcing something that may actually be ille-
gal in these countries and sorting out that balance. So there are
complications associated with it. We support the intent and are try-
ing to work with you on how to get to the right answer.

Senator CARDIN. The standard contracts that deal with it have
exclusions for SEC-required filings, so it seems to me that the point
that you raised that you would be in conflict with the host country
is not what is in the standard contracts that you deal with.

Mr. WATSON. Senator, if I could just perhaps offer a couple of
comments on this item. We, too, have been very active in the Ex-
tractive Industries Transparency Initiative. We have a comprehen-
sive human rights policy, and frankly agree with the objectives of
what you are describing. Forcing U.S. registrants to disclose the vo-
luminous information that is required under the law not only is on-
erous but puts us at a competitive disadvantage to those that do
not have to comply with the law. It is a very one-sided law at this
point.
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Senator CARDIN. Work with us so that everyone has to comply
with it. That is what we want to do. We have friends in Europe,
friends in Canada, friends around the world who want to work
with us to make sure this is a uniform policy.

Mr. WATSON. If you can find a way to have Russian, Chinese, In-
dian, and other companies comply with the law so that everyone
is forced to comply, that might be a different story.

Senator CARDIN. With you on my side, I can get there.

The CHAIRMAN. Thank you, Senator.

Senator Rockefeller?

Senator ROCKEFELLER. Thank you, Mr. Chairman.

It has been interesting to just observe the hearing, the polemic
that started it out and then the five of you. Mr. Tillerson, you are
doing very good things with the Boy Scouts. It affects my State of
West Virginia. I can thank you for that, but I cannot thank you for
a lot of other things.

I get the feeling that it is almost like the five of you are like
Saudi Arabia, that you are caught up in your profits, you are high-
ly defensive, you yield on nothing. The concept of sharing, in what
you have said, almost means that you would have to move to an-
other country, which I do not accept because you are already in all
kinds of other countries, and you are all over the world, all of you.
I guess most of you. I do not know that all of you are. But being
out of touch not only with what we are going through in terms of
Chuck Schumer’s questions, but with the American people. I do not
think I could blame you for that.

I think I can just observe that the nature of your life, the nature
of your international travel, the nature of the size of your profits—
I do not think you have any idea of what the size of your profits
does to the American people’s willingness to accept what you have
to say, which is basically, anything you do to increase our cost is
going to force us to go overseas, which I do not accept. I mean, I
think you are saying that. You would get away with it, I cannot
prove you wrong, but I do not believe you.

So I just want that on the record. I think you are really out of
touch. We are making, in these budget decisions—the Ryan budget
would cut the U.S. Government in half. In half. People dollars. All
kinds of things would just stop happening.

Now, I come from West Virginia, and I care a lot about Medicaid,
I care a lot about education, about Head Start, about the National
Cancer Institute, about NIH. All kinds of things that are going to
take enormous hits while you are not.

My guess is that you will be able to protect yourselves, because
traditionally oil companies have been able to, through their lobby-
ists and through friendships and through placements of refineries
in so many Senators’ States, et cetera, you are able to prevail. You
are accustomed to prevailing.

You assume you are going to prevail, which is part of what I
think creates the distance between us and you, and perhaps be-
tween you and the problems that this country faces. I do not know
how serious you are about those problems. I mean, we are kind of
terrified up here. I mean, we had a meeting with the President yes-
terday, and the sizes of the cuts were awful. I mean, it means peo-
ple lose their health insurance, it means all kinds of things. All
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kinds of things just stop happening, not in what he suggested, but
in the scenario that possibly could come out of this budget-cutting
atmosphere.

So let me just stipulate that. I think you are out of touch, deeply,
profoundly out of touch and deeply and profoundly committed to
sharing nothing, because, if you share something, you get on the
slippery slope. If you give up something, you are on the slippery
slope. If you give up something, then how do you explain that to
your stockholders, and all the rest of it?

Let me ask you just two questions. Senator Wyden made very
well the point about the $55 a barrel, and now you are at $102 a
barrel and talk about having to move overseas, et cetera. How
much profit on a barrel of oil do you have to make to not be needful
of these subsidies that we think you do not need, but you say your
life depends on? At some point you would not need the subsidies.
I think you are there already, but you do not. So at what point do
you think that you do not need these subsidies?

Mr. WATSON. As we have described, we do not receive subsidies,
Senator. What we do require is a reasonable return on our invested
capital. I would tell you that I do not think the American people
want shared sacrifice, I think they want shared prosperity. What
we have to offer, Senator

Senator ROCKEFELLER. A lovely statement. But do you under-
stand how out of touch that is? We do not get to shared prosperity
until we get to shared sacrifice.

Mr. WATSON. More oil field workers are unable to work today be-
cause we cannot receive drilling permits or there are leases that
are not being made available. They feel that.

Senator ROCKEFELLER. What about the fact that, in the case of
Exxon Mobil, that your effective Federal tax rate is substantially
3 percent lower than what the average individual Federal tax rate
is? Does that mean anything to you?

Mr. TILLERSON. Well, first, Senator, I want to assure you I am
not out of touch at all. We do understand the big picture, and we
understand the enormous challenges confronting the American peo-
ple with respect to this enormous deficit that has to be dealt with.
Often it has to be dealt with in a very large way. So I just want
to acknowledge that we are well-aware of that fact.

Senator ROCKEFELLER. So what do you want to

Mr. TILLERSON. My effective United States income tax rate on
my United States income from 2005 to 2010 was 32 percent. Now,
if you look at any individual year, it could be as low as a single
digit, it can be as high as 38 to 39 percent, because we do not settle
our taxes for that year in that year. We have tax filings that are
open for multiple years. As we resolve issues with the IRS, they
are recognized in the year we file. So in some years, when our
taxes appear low, it is because we have recognized the closing of
issues with the IRS where we overpaid.

Senator ROCKEFELLER. And I understand. But still, do you un-
derstand the average American’s feeling that between 2008 and
2010, your effective tax rate was about 17 percent and theirs was
about 20 percent?

Mr. TILLERSON. From 2005 to 2010, our effective tax rate was
right at 32 percent.
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Senator ROCKEFELLER. Yes. Well, then that leads me to the next
round of questions, if we have those.

The CHAIRMAN. Thank you, Senator.

Next, Senator Stabenow.

Senator STABENOW. Thank you very much, Mr. Chairman.

We appreciate all of you coming here.

This really is about our priorities as a country. In a time of tre-
mendous challenges and deficits, we have a responsibility to review
everything. Taxpayers are expecting us to ask tough questions and
determine priorities and look at what is needed, not needed, works,
does not work. That is our job. When we look at the fact that it
was 1916 when one of these tax subsidies that we are talking about
repealing was put into place—the deduction for intangible drilling
and development costs—crude oil was roughly $15 to $17 a barrel
at that time.

I am sure you would agree things have changed since then. It is
very appropriate to look at whether or not, when we were devel-
oping then and creating the industrial revolution—which we are
very proud to have led in Michigan—whether or not now when you
fast forward and it is not $17, it is $100 or more, and you are in
a very different position in terms of success and corporate profits,
does it make sense for taxpayers to subsidize what you are doing?
Not that we do not want you to be successful.

Does it make sense for taxpayers to subsidize what you are
doing? Essentially, folks in Michigan feel like they are getting hit
twice. They are paying the high price at the pump—there is not
enough competition and consumer choice where they can choose not
to pay your prices—and at the same time they are turning around
and paying out of pocket as well. So people are extremely con-
cerned when we have to make choices about whether or not these
subsidies are working right now.

So the question that I would have—when we look at the last 3
months and the corporate profits together that all of you have
made, the highest corporate profits I think ever, and the fact that
the taxpayer subsidies are 1 to 2 percent of that profit—that is the
reality. It is 1 to 2 percent of all of your profits. You are now saying
that, in light of massive deficits, and you have massive profits, that
taxpayers should keep providing 1 to 2 percent of your profits or
you are going to raise gas prices again.

So my question is the opposite, and I would like each of you to
answer. What would it take, in lieu of taxpayer subsidies, for you
to bring our gas prices down? Mr. Tillerson?

Mr. TILLERSON. Well, first, it is not a subsidy, it is a legitimate
tax deduction. I think, again, the important question is, what is
necessary to develop additional supply in this country?

Senator STABENOW. But what would it take? It is 1 to 2 percent
right now.

Mr. TILLERSON. And those——

Senator STABENOW. So what does it take? What do we have to
pay you to bring prices down?

Mr. TILLERSON. The intangible drilling cost structure is struc-
tured to incentivize and help people go out and invest in the next
incremental barrel of supply. In this country, today that is largely
coming from the shale resources in the Bakken Formation.
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Senator STABENOW. I appreciate that. But in the interest of time,
I am going to ask——

Mr. TILLERSON. Well, and I am trying to answer your question.
So, if you do not want the incremental supply, you make the tax
structure higher, and the incremental barrel does not get devel-
oped. It is as simple as that.

Senator STABENOW. So the 1 to 2 percent that we are talking
about, which is a big deal for taxpayers, by the way. When we are
looking at colleagues on the other side of the aisle wanting to elimi-
nate Medicare as we know it, and we have to make choices here—
which by the way I am certainly not going to support that—the
question is, what is effective? What works?

It is really not credible to say that you are going to raise gas
prices simply because we are asking you to forego 1 to 2 percent
of your profits, if you are saying that. You are going to raise our
prices, and right now there is not enough competition. We are held
hostage. There is not enough competition for us to be able to deal
with that.

So, if we take away 1 to 2 percent of your profits, you are saying
that that will cause you to raise our prices again. My question is,
what will get you to lower them in terms of the subsidy? If taking
away 1 to 2 percent will cause you to raise prices, do we give you
4 percent? Five percent? How much more do we have to give you?

Mr. TiLLERSON. We did not—I did not say we would be raising
gas prices at the pump. I did not really hear anyone else say that
either.

Senator STABENOW. I certainly——

Mr. TILLERSON. It really is

Senator STABENOW. There is a real threat here.

Mr. TILLERSON. It really is about, do we want to solve the prob-
lem by getting some more supply developed, which also in this
country will generate additional revenues for the Federal Govern-
ment and will relieve the price pressure in the years to come. That
is the role that the tax structure plays.

Senator STABENOW. Mr. Tillerson, I understand that.

Mr. TILLERSON. If you want to eliminate the tax incentives

Senator STABENOW. Before my time runs out——

Mr. TILLERSON [continuing]. The incremental barrel does not get
developed.

Senator STABENOW. I appreciate that, and I am not being dis-
respectful. But let me just say, we have to decide, where is the
most effective place to invest taxpayer dollars that are very hard
to come by right now? People in my State want us to stretch every
single dollar and look for what is the most effective and needed
support and subsidy. So just very quickly, Mr. Mulva, how much
do we have to give you in additional tax subsidies in order to bring
prices down?

Mr. MULVA. Senator, we are not asking for tax subsidies or in-
centives. What we are asking for is access. Put our people back to
work with the opportunity to start drilling onshore and offshore. By
drilling, more drilling, we will create jobs, and we will create more
supply. That is the best thing we can do to moderate prices.
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Senator STABENOW. I appreciate that, and we are hoping that, in
more of those 60 million acres that you have in lease, that you will
be able to do that as well.

Mr. McKay? I am sorry, Mr. Chairman. I know I am out of time.
I do not know if I might just ask them to——

The CHAIRMAN. If the answer could be very brief.

Senator STABENOW. Thank you very much.

Mr. McKAY. I would just say, we are not asking for subsidies.
Any increase in taxes will not be consistent with increasing invest-
ment for additional supply.

Senator STABENOW. All right.

The CHAIRMAN. Thank you, Senator.

Mr. Opum. The current U.S. tax structure

The CHAIRMAN. I am sorry.

Mr. Opum. Fifteen seconds.

The CHAIRMAN. Fifteen. That is it.

Mr. ODUM. The current U.S. tax structure is globally competitive,
which is why investment gets driven to the U.S. That is a good
thing. Changing that would drive investment away. That is a fact.
If I could leave one point with the entire committee today, it is sim-
ply to look at the enormous opportunity the U.S. has to develop
these resources, to create the jobs, and to create the additional rev-
enue into the Federal Government which will help with the long-
term deficit issue. That is the real opportunity.

The CHAIRMAN. Senator Nelson?

Senator NELSON. Good morning, gentlemen. The American con-
sumer naturally is quite concerned when they go to the pump and
they pump gas. What they are concerned about is, they see the
price of the barrel of oil going up and they see the price of the gal-
lon of gas that they are pumping go up, and then when that price
of the barrel of oil starts coming down, they do not see the com-
mensurate lowering quickly of that price that they are paying per
gallon at the pump.

So they noticed that, back in 2008, the price shot up to $147 a
barrel, and, while they were pumping gas, it raised it to $4 a gal-
lon. Now they see the price at around $100 a barrel, and they are
still paying $4 at the pump. So I want to ask that question on be-
half of the American people who are pumping gas in their cars.

Mr. TILLERSON. Well, it is a question of a supply chain. The aver-
age time for crude oil produced overseas to reach American refin-
eries is somewhere between 30 days and 45 days. That is the tran-
sit time. You have oil that is in inventory at the refinery which has
already been bought and paid for at some price. You have gasoline
and products that are in inventory that have already been bought
and paid for at some price, and often they are delivered to your
local service station where the consumer pulls up to the pump and
buys it. So when the price changes on that raw material of crude
oﬂ, that price has to make its way through that whole supply
chain.

Now, when the price is going up, the retailer who owns the sta-
tion and operates on a very, very thin cash flow—and the vast ma-
jority of service stations are not owned by us, they are owned by
individual business owners or distributors—has to think about,
what is going to happen to my cash flow as this price moves
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through? So they do begin to price up in advance of the actual
higher cost barrels getting to them in order to ensure they have
sufficient cash flow to buy the next tanker wagon that has to de-
liver.

So that is why going up, as most business people would do, they
worry about their cash flow. They are going to chase it a little fast-
er on the way up. Coming down, they have to recover the cost of
what they have already spent on the barrels in inventory. So, until
those actual barrels make their way through the system to the
pump, the consumer is not going to see it. Typically that may take
somewhere between 2 to 3 weeks, depending on how big the move-
ment is.

Senator NELSON. All right. I anticipated that that would be the
answer, and I appreciate that. But the person who is pumping the
gas is saying, wait a minute. Today I am paying 4 bucks for a gal-
Ion of gas, and oil is selling at $100 a barrel. But 3 years ago I was
paying $4 for a gallon of gas, and oil was selling at $147 a barrel.
Why?

Mr. TILLERSON. Well, the $147 price did not last very long. You
remember what happened shortly after: it plummeted to the 30s.
That is the nature—and we talked about this earlier—of this com-
modity which has an extreme amount of volatility in it. Why it
moves in that wide a range, we could have an entire hearing on
that subject.

Senator NELSON. And I would say that a part of it is the specula-
tion that adds to that of people who do not use the oil. But, Mr.
McKay, let me register a difference of opinion with BP. You all, in
your financial report in the fourth quarter of last year, announced
that the Gulf oil spill response costs were going to be approxi-
mately $41 billion and that you reported a tax credit of almost $12
billion.

Now, for activities that cause such harm, does it not seem wrong
that you would take a tax credit, lessening your taxes dollar for
dollar, on the payments that you are paying out to make people’s
lives right?

Mr. McKAY. Let me first just comment that we have pledged all
along to meet every commitment under the law with the accident
and the economic impacts of the accident. The $41 billion is a fi-
nancial charge. We did not take a $12 billion credit. We will be fol-
lowing the law, following the tax code in terms of writing off stand-
ard business expenses as they occur, as they are disbursed.

Senator NELSON. So you consider these as standard business ex-
penses that you think that morally you are entitled to take as a
tax credit?

Mr. McKAY. The ones that are under the tax code as standard
business expenses, yes. We will not write off things that are not
under the standard business expenses.

Senator NELSON. You know, it is interesting that the Boeing
Company, when they had those kind of payments, they did not take
them as a tax credit. Also, with Goldman Sachs, the same thing.
They did not because of the sensitivity of the wrongdoing that oc-
curred. Surely the Gulf oil spill was as a result of wrongdoing, and
yet you want to claim that as a tax credit.
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Now, I just want you to know that I respectfully disagree with
your position, and I would urge the chairman and the ranking
member to consider—as BP may be entitled to this under the law,
but that does not make it right—I would ask respectfully to the
chairman that we consider changing the law to follow the example
set by Boeing and Goldman Sachs.

The CHAIRMAN. Well, Senator, we certainly will consider it. We
will consider any request made by any Senator, especially the Sen-
ator from Florida. Were you finished with your questions? Yes.

Next is Senator Carper.

Senator CARPER. Yes. Thanks very much. Gentlemen, thank you
for joining us today.

About a month ago, sitting right in the middle there, was Alan
Blinder, who used to be the vice chairman of the Federal Reserve.
He was on a panel, a 3- or 4-person panel, and we were talking
about deficit reduction, and asking a group of really smart people
what they thought we ought to be doing.

I think it was Alan Blinder who said the 800-pound gorilla in the
room on deficit reduction is health care costs. We live in a country
where we spend about twice as much as they do in Japan and get
worse results. They cover everybody, we do not. He said that is the
800-pound gorilla in the room.

I followed up his comment by saying, well, with respect to health
care cost containment and getting a better result for less money,
what is your advice? He said, “I do not really know much about
that.” He said, “But as a lay person, I would just say this: find out
what works and do more of that.” That is what he said: “Find out
what works and do more of that.”

Democratic Senators were over at the White House yesterday
with the President, and our Republican friends were over there
today. We had a conversation with the President about deficit re-
duction. I shared with him Alan Blinder’s comments, which I think
are not only appropriate for health care, but really for the way we
spend money throughout the government.

My own view is, and I shared this with Alan Blinder that day,
we need to look in every nook and cranny of the Federal Govern-
ment, all of our domestic programs, our defense programs, our enti-
tlement programs, tax expenditures, and just ask this question: is
there a way we can get better results for less money or better re-
sults for maybe the same amount of money? We just need to
change our culture in government, to focus on moving from a cul-
ture of spendthrift to a culture of thrift.

When it comes to tax expenditures, we need to do the same
thing. There are assertions and a strong belief in this country, and
certainly here today, that some of the tax expenditures that relate
to your industry do not necessarily get us the best result for the
amount of money that has been lost to the Treasury. We are going
to vote on the legislation, I think, authored by Senator Menendez
probably next week.

My guess is, there are not 60 votes to pass it. But later this year
we are going to be voting on an effort to try to turn the deficit by
about $4 trillion over the next 10 years and we are going to do that
largely on the spending side, maybe $2 of spending for every dollar
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of revenue. Entitlements will be on the table, domestic spending,
defense spending, and tax expenditures will be on the table.

I would just say to you that, when the vote occurs next week and
we do not get 60 votes for Senator Menendez’s proposal, that
should not be the end of this conversation. We should continue to
have a conversation so that we can try to figure out, how do we
get a better result for less money, or really, how do we get a better
bang for the taxpayers’ dollars. Your industry needs to be involved
in that as well.

If I ran your business—and I do not pretend to understand it es-
pecially well—I would not consider myself an oil company. I would
consider myself an energy company. My belief is, that is what you
do. Most of you do that. I would just like for you to talk to us about
the efforts that you undertake in your companies to move us away
from fossil fuels, to move us toward sources of energy that impair
health less than oil does, or fossil fuels do, that enable us to come
up with new technologies that we can sell—manufacture products
and sell them around the world.

Let us just go down the list. Do you want to go first and just tell
us what you are doing to help us, through your company’s efforts
to develop renewables, non-polluting forms of energy, and what can
we do to help you there?

Mr. TILLERSON. Well, Senator, first, I agree wholeheartedly with
your comments on the deficit. Ultimately, we are an advocate for
comprehensive tax reform. All of these things we are talking about
today should be on the table in comprehensive tax reform.

As to what we are doing in developing alternative fuels—and we
have concentrated principally on transportation fuels because that
is what we know the best; we are not an electric power generator,
so we are not into windmills, we are not into solar. It is just not
our business. But we are in the transportation fuels business.

As we have evaluated all the various technologies available out
there for alternative transportation fuels, the one that we believe
has the most promise—although it is many years away—is to cap-
ture biofuels from algaes, from various strains of algaes. We have
undertaken a joint venture initiative. We have committed $600 mil-
lion with a company called Synthetics Genomics. They have consid-
erable expertise in mapping genomes.

Ultimately, we think we are going to have to synthesize the type
of algaes that are necessary to be able to scale up. First, we have
to be able to take this to scale, and it has to be delivered at a cost
that the consumer can afford. So we think there is a lot of promise
in the algae space, but it is a long, long road ahead of us.

Senator CARPER. Thank you.

Please?

Mr. MULVA. Thank you. We continue to ramp up our spending
on research and development for alternatives, and we similarly
have a program that stresses algae. I would say, though, that fossil
fuels represent, and will continue to represent, more than 80 per-
cent of the energy that is required around the world.

One of the key things that is very important for our country is
natural gas. It has been over the last several years. With tech-
nology developments—and we are blessed with a great deal of nat-
ural gas, some think for decades, and some think even for centuries
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to come. So we are really applying a lot of research and develop-
ment, how we can develop natural gas even cleaner and more effi-
ciently. We think our country is robust with these resources for
standard of living and development of our economy.

Senator CARPER. All right. Thanks.

Yes, sir?

Mr. McKAY. Quickly, we think of oil and gas as the main driver
in our business. But on top of that and incremental to that, alter-
native energy, quick numbers, we have invested $7 billion over the
last several years, most of them in the U.S., around wind, biofuels,
lignocellulosic biofuels, biobutanol, solar, and then carbon seques-
tration. It is a growing business. It is difficult, but it is growing.

Senator CARPER. All right. Thank you.

Yes, sir?

Mr. OpuM. Well, we do absolutely consider ourselves an energy
company. I would tell you that as a company, internally we look
and say we want to be the most innovative and competitive energy
company in the world. So that is the perspective we take. We have
been in all of the businesses that have been mentioned: wind, solar,
hydrogen, and others. The one that is emerging for us as the real
opportunity is biofuels.

We have just recently formed a $12-billion joint venture around
current technology for producing large-scale amounts of biofuels, as
well as in adding to that the very intense research and develop-
ment we have been doing to take that to the next level. It is excit-
ing stuff. We were talking about using enzymes to speed up the
conversion to an ethanol, and another technology that potentially
skips the ethanol step and goes straight from a biomass to a gaso-
line or diesel equivalent. So, it is exciting business.

Senator CARPER. All right. Thanks.

The last one.

Mr. WATSON. Senator, just in addition to some of the comments
that have been made here, we are the largest producer of renew-
ables thanks to our geothermal business. That is a very active busi-
ness for us in Indonesia and the Philippines in particular. We too
are making investments in advanced biofuels. We too believe it will
be some time before those will come to market.

One opportunity that I think is out there during this transition
phase that you were talking about is energy efficiency investments.
We have an energy efficiency company that goes in and makes in-
vestments in educational institutions and elsewhere to reduce en-
ergy consumed. I think that is a big opportunity, and it is a near-
term opportunity across this country.

The CHAIRMAN. Thank you, Senator.

Senator CARPER. Thank you very much.

The CHAIRMAN. A couple of us have a couple of follow-up ques-
tions here.

Mr. Tillerson, you mentioned comprehensive tax reform, that you
are strongly in favor of comprehensive tax reform. I do not think
there is anyone here who disagrees with that. But that is easy to
say. The question is, what do we mean by comprehensive tax re-
form? Before I ask you what you mean, the general feeling is, we
lower the rate, broaden the base, both in corporate and individual.
That seems to be a trend, similar on the individual side, to what
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we did in 1986. On the corporate side, we lower the rate. We have
the highest corporate rate in the world. Lower it, be more competi-
tive. But broaden the base, try to find a way to do this in a
revenue-neutral way.

But by definition, if we are doing that, lowering the rate and
broadening the base, that means we are starting to cut back on
some incentives. Whether it is biofuels, whether it is solar, geo-
thermal, you name it. Or some of the incentives that you have.
Your general advice to us—I would like to ask all five of you—as
we pursue tax reform, does that mean to you that maybe we should
lower the rate, but also cut back on some of the credits, exclusions,
deductions, and so-called tax expenditures? Because, by definition,
we have to, otherwise we are going to lose a lot of revenue. And
that is hard to do in this big debt/deficit climate.

Mr. TILLERSON. Well, Senator, I would support all of that. When
we say comprehensive tax reform, everything for everybody every-
where has to be on the table. So, if you want to talk about section
199, repeal it for everybody across the board—gone. Again, you say
you are going to broaden the tax base, if that is coupled with an
overall lowering of the corporate income tax rate. I just use 199 be-
cause there is a whole host, as you well know, of elements to our
tax code that are very complex. I think simplifying the tax code,
broadening——

The CHAIRMAN. Well, 199 is probably not a bad example, because
some use it, some do not.

Mr. TILLERSON. We are really just creating conditions for greater
investment in the country, because we have to grow our way out
of this deficit problem. We have to make it more attractive for peo-
ple to invest, create revenues, broaden that base. That is where a
lowering of general rates would be productive.

The CHAIRMAN. But you go along then, though, with the scaling
back a lot of the tax expenditures.

Mr. TILLERSON. Across all businesses. Not just ours; across all
businesses.

The CHAIRMAN. Yes. I am getting that. All right.

Mr. TILLERSON. And in the foreign tax code, it needs an overhaul
as well. The only principles I tend to live by are: make the United
States a more attractive place for investment, do not harm Amer-
ican competitiveness overseas because competitiveness brings enor-
mous benefits and wealth back to this country, and keep the play-
ing field level within industries so that everyone competes. We love
to compete. I mean, that is what we thrive on, is the competition.

The CHAIRMAN. All right.

Mr. Mulva?

Mr. MULVA. I completely agree. Make it simpler. Make it in a
way that is consistent for everyone. Certainty that we do not an-
ticipate changes going forward will promote investment and, I
think, additional revenues and will certainly help with respect to
employment.

The CHAIRMAN. But do you agree with the general principle that
corporate tax reforms should be revenue-neutral?

Mr. MULVA. Yes.

The CHAIRMAN. You do? Thank you.

Mr. McKay?
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Mr. McKAy. I agree as well. Anything that can increase competi-
tiveness for the U.S. in terms of investment I think would be good.
I agree with all the comments that have been made. The simpler,
the better. The more predictable, the better. Job number one is to
get investment up.

The CHAIRMAN. But the way to increase competitiveness, in your
view, is how?

Mr. McKAy. Exactly as we have been saying. If the overall tax
rate goes down and is broadened, and some of the complexity is
taken out, that should aid competitiveness.

The CHAIRMAN. I do not want to make this too complicated, but
as you well know, in the United States, much business income now
is no longer corporate income, but is pass-throughs, where it is the
individual income taxes which have to be looked at, not corporate,
which greatly complicates this question.

Mr. McKaAY. Yes.

The CHAIRMAN. I mean, we have more pass-through business in-
come in this country, I think on a proportionate basis, by far com-
pared with any other country. That is a recent trend. You might
want to consider being a pass-through, but, as I go down the list
here, let me just give you a chance, Mr. Odum.

Mr. OpDUM. I am glad the term “stability and predictability” came
up, because that is very important, so I think comprehensive re-
form with everything on the table. Yes, I agree with the comments
that have been made, with the driving policy element being, ensure
U.S. competitiveness.

The CHAIRMAN. Mr. Watson?

Mr. WATSON. I agree with the comments that have been made.
I would only hope that over time it will raise more revenue because
it will promote growth. I think that is really what we are trying
to achieve.

The CHAIRMAN. Mr. Tillerson, do you want to say something?

Mr. TILLERSON. Just on your comment, your point about pass-
throughs and subchapter S partnerships: it is an important one be-
cause, as you point out, so many of small and medium-sized busi-
nesses are structured as passthroughs under the tax code. Again,
in comprehensive tax reform, we are dealing with the corporate tax
code, but also the individual tax code. We will have to deal with
that.

Once that is structured, then allow those entities to check the
box on which they want to file. They do not file under the corporate
tax code today because it is not advantageous for them to do so,
but if that is restructured they may find the corporate tax code to
be more beneficial for their filings than having to file on the indi-
vidual tax code.

The CHAIRMAN. One minor point here—not so minor, perhaps,
from your perspective. That is the dual-capacity question. I think
you would agree that your company—all companies—should get a
tax credit for foreign taxes paid to a foreign country, and that is
the general rule: you get a tax credit. The general rule, too, though,
is that you do not get a credit for royalties. You do for income tax
paid in that country, but not royalties.

I think the question here is characterizing that payment. Is it a
royalty, or is it a tax payment? I think the goal here on the dual-
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capacity—there are various ways to structure it—is to make sure
that the company—your company, any company—properly gets
that tax credit when it is payment of income taxes to that other
country, but not as a royalty payment, and it is difficult trying to
figure out what accurately is royalty and what accurately is income
taxes. That may have something to do with the law, I do not know.
But a royalty is a contract for the individual, tax is general applica-
bility to all companies that might make a profit. So we are trying
to do the right thing by separating what is a royalty from what is
properly a tax payment. That is the goal here.

Mr. TiLLERSON. Well, and I appreciate the recognition of that
and do not disagree with any of what you just said, Senator. It is
challenging dealing with the complexities of the host country’s tax
system and how is it characterized, payments that we are required
to make to them, and how that fits under the U.S. tax code. It is
a difficult task, but, as I said, we must prove to the IRS that they
are legitimate income taxes, not royalties. So I understand the
challenge.

I mean, the alternative is to go to a different system, which I
know, because we have talked with your staff, and others have
talked about going to a system of foreign tax code that is more in
line with what most of the rest of the world has, which would be
a territorial system. Then again, it is getting that system struc-
tured so that it does not violate that principle of mine, which is,
do not structure it such that American companies are at a dis-
advantage to their competitors overseas. I think that is achievable.
As with all things, the devil is in the details, but I think we have
a way to move to a system like that. That simplifies an awful lot
of the complexities that exist in our current tax code.

The CHAIRMAN. Right. Before I pass this on—this is going to be
incredibly difficult.

Mr. TILLERSON. It is, without question.

The CHAIRMAN. It is going to require the good faith of everybody
involved. It is analogous to our efforts to try to reduce our debts
and deficits. I mean, it has to be shared. Everybody is going to
have to give in a little bit here and there, for the greater good.

Senator Hatch?

Senator HATCH. Well, thank you, Mr. Chairman. Mr. Chairman,
yesterday on the floor Senators Landrieu and Begich spoke about
these hearings and related legislation that was quite critical, so I
ask that their statements be placed in the record.

The CHAIRMAN. Without objection.

[The floor statements of Senators Landrieu and Begich appear in
the appendix on p. 96.]

Senator HATCH. All right.

Now, Mr. Chairman, I would like to comment on a few items be-
fore I go into the second round of questions.

My friend from New York implied that the roughly $60 billion in
tax incentives that we are discussing today are a key factor in re-
ducing our $1 trillion-plus deficit. My friend from Maryland made
a similar point. Nobody is arguing that the number is insignificant.
What we are worried about is what the effect of removal of these
domestic production incentives would be.
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The testimony is clear. Removing these incentives is going to
drive production offshore; it is just that simple. That is what has
been said here today. But I will tell you, there were spending cuts
of similar size proposed by Dr. Coburn—who is a member of our
committee—that were rejected out of hand by my friends on the
other side. Those spending cuts, another version of shared sacrifice,
to use your terms, did not involve student loans. They did not in-
volve low-income folks. They did not involve infrastructure invest-
ment. Here is an example.

Dr. Coburn proposed selling Federal buildings that are defective,
vacant. That proposal was doggedly opposed, as reasonable as it is,
by my friends on the other side. That proposal involved $80 billion.
So let us make no bones about it: there are two sides to what is
happening here.

Let me just ask you this, Mr. Tillerson. Combining all of U.S.
companies into one large company, if you took all five of you—all
U.S. companies, not just the five of you, but all of them—into one
large company, if we combined them all, that would give that com-
pany control over only 6 percent of the world’s oil production, as
I understand it. Six percent of the global oil production and control
over less than 2 percent of global oil reserves. Yet, we require them
to go out into the world of titanic, nationally owned oil companies
and still provide us with a continued, large supply of oil.

Let me show you this chart. U.S. companies are the wee, little
sliver there. That is 1.4 percent. Look at the OPEC nations, begin-
ning with Saudi Arabian Oil Company, National Iranian Oil Com-
pany, Iraq National Oil Company, Kuwait Petroleum, right on
down the line. Here is where we are. We are this small little sliver
here. All these others are OPEC nations that own those production
facilities.

I guess what I am asking you is, you are the Big 5 American
companies. Am [ wrong on the small slice of petroleum exploration
and production that is listed on these charts? Mr. Tillerson?

Mr. TILLERSON. No. I think those numbers show, to my recollec-
tion as well, that we do not represent an enormous holding of the
reserves or the production. I would say this, though. We do rep-
resent an enormously important participant in the development of
global energy supplies, and we do work in a number of the OPEC
countries.

Senator HATCH. But you do not own all of these.

Mr. TILLERSON. No, no. I mean, what you have would represent
our share of what we would own.

Senator HATCH. And that is that little slice in that overall pie.

Mr. TILLERSON. Yes. Yes.

Senator HATCH. Mr. Odum, did I hear you correctly, you were
willing to spend $700 million in the Gulf on enough domestic en-
ergy production to power more than 600,000 vehicles a day? And
I believe you also said that you invested $3.5 billion in the last 5
years to develop large oil reserves in Alaska. Now, is your testi-
mony that Shell has spent over $4 billion to produce domestic oil,
but that the only thing standing in your way is the government re-
fusing to allow you to go ahead?

Mr. Opum. Well, I think the case, as you say, is emphasized by
what is happening in Alaska, so we are approximately at some-
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thing around $3.5 billion, about 5 to 6 years now, into trying to
drill in Alaska, and we have yet to be able to do so because of the
permitting situation and overall coordination of the government
agencies.

What I tried to emphasize earlier is the impact of something like
that. So again, the studies through the University of Alaska indi-
cate that developing that part of the industry could be 750,000 bar-
rels a day on a long-term, multi-decade basis.

Senator HATCH. So you spent $3.5 billion on the project, and you
cannot get the doggone permits to do what you know is there.

Mr. OpuM. Exactly. It does not reflect well on the U.S., I am
afraid, in terms of drawing investment to this country and being
competitive in this business.

Senator HATCH. One of the first acts of Secretary Salazar was to
withdraw 77 onshore Federal oil and gas leases in Utah after years
of jumping through environmental hoops and we had finally got
there. It was an agreement between the Governor and the BLM,
after they had already been studied, auctioned off, and paid for. It
was one of the strongest anti-oil signals you could have sent to the
oil industry. Could you elaborate on your experience, or any of the
rest of you, if you would care to?

And also answer this question, before we finish. Assuming this
legislation passes, the Menendez legislation, will it bring down the
prices of oil at the pump, or is this just a big charade? You do not
have to use my terms, but answer that for me. Why are we doing
this? Why are we putting you at a disadvantage when you are that
little, small slice of the overall pie? You are competing against na-
ti}(l)nsd that have oil companies, nationalized oil companies. Go
ahead.

Mr. OpuM. Well, I think that the competitiveness point is exactly
right. The chart is accurate from what my information would tell
me as well. I think the thing we have to be careful not to lose in
the chart is what I called earlier this enormous opportunity that
exists in the U.S. We have a tremendous number of resources. We
can impact the energy balance and the domestic production of that
energy balance in the U.S.

Senator HATCH. Well, why do you not do it then?

Mr. Opum. Well, it is a matter of access.

Senator HATCH. And that of getting the permits.

Mr. OpuM. Which goes far beyond just the limited part of the
conversation today, which is around the tax code. I think to look
at a real energy policy that provides this industry with access to
those resources, we could have a significant impact on the econ-
omy, the deficit, the trade balance, and the energy security of this
country.

Senator HATCH. I would like to know if any of you believe that
this bill will help decrease prices at the pump.

Mr. TILLERSON. No.

Mr. MULVA. No.

Mr. McKaAy. No.

Mr. Opum. No.

Mr. WATSON. No.

Senator HATCH. And by the way, I know that some people are
a little upset that I have taken this time. I sat here while every
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Democrat has taken considerable extra time. I am the only one
here on the Republican side because everybody had to go to the
White House. So I would hope that I could be granted a little bit
more time.

The CHAIRMAN. All right.

Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman. I just have one ques-
tion, but I also want to note where we are at this point 2% hours
into the hearing. Gentlemen, you all have done, as major oil compa-
nies, a dramatic about-face this morning. In 2005—you were there,
Mr. Mulva—all of you said you did not need tax incentives to drill
for oil. Today you have come to say you have to have them, when
oil is at $100 a barrel.

I just think that position defies common sense, and certainly,
even adjusted for inflation, you are even doing better now than you
were in 2005. So this debate is going to go forward, and I just want
to make sure that folks who are paying attention to this pick up
on that as we wrap up.

I have one last question I want to ask of you, Mr. McKay, be-
cause of some of the comments that you have made. That is the tax
credit that exists for blending ethanol. Now, as you know, you all
are required by law to implement the Federal Renewable Fuel
Standard and blend billions of gallons of ethanol into the gasoline
that you sell.

Your testimony says, “BP is already one of the largest blenders
of ethanol in the Nation.” So my question, Mr. McKay, is why
should oil companies—it is not just yours, but all of the oil compa-
nies—be getting $6 billion a year in tax credits for complying with
an existing law to blend ethanol?

Mr. McKAY. That law was introduced to get ethanol as a biofuel
into the fuel mix into the U.S., which has been very successful as
an incentive to do that. We are not opposed to that transitional in-
centive being phased out. We think it was important for transi-
tional incentives for second-generation biofuels.

Senator WYDEN. Well, I think that that is constructive, and I am
glad we are noting that.

Mr. Chairman, you and I have talked about this. There is no
question in terms of energy policy that often you need an incentive
to get something off the ground. Clearly what Mr. McKay is talking
about is that this incentive made some sense at the beginning, but
it does not make sense now. It involves $6 billion. Mr. McKay, I
think it is constructive that you said this morning that you would
be willing to phase it out.

Mr. Chairman, I would like to talk with you and Senator Hatch
and have further discussions, and I thank you.

The CHAIRMAN. Well, thank you, Senator.

I think Senator Snowe made a good point, too. This committee
should, and we will, look at the effectiveness of all the tax expendi-
tures, all the incentives, to see which ones are more effective than
others, and maybe we can get rid of a few of them. It reminds me
a little bit—and I am sure some of you do not know this; it is a
difficult question for all of us—there are about 141 tax provisions
in the code that expire every year or every 18 months. We call
them expiring provisions. They are a nightmare. It makes no sense



49

for us to go back and reinvent the wheel 141 times every year or
18 months. They have to be paid for, and it is just maddening. It
diverts our time from bigger questions.

So we would be looking at a lot of these provisions and others.
I would like to eliminate a lot of those or make them permanent
so there is not a lot of uncertainty surrounding them, both from
our side and also from the industry side. But anyway, we are going
to be looking at a lot of different tax expenditures to see which
ones are effective.

Senator Cardin?

Senator CARDIN. Thank you, Mr. Chairman. Let me concur in
your comments in regard to tax reform and assure you that there
is great interest in making our tax code more competitive and more
predictable. I think predictability is extremely important for inves-
tors. We have to give you and investors the ability to know what
the ground rules are, so we agree on that.

I want to make one comment in response to Senator Hatch. The
numbers here, $4 billion as I understand it if all were repealed,
equal about 3 percent of the profits of the five companies. Most of
these profits are going back to the shareholders. So I just do not
see the impact that Senator Hatch is referring to on either jobs or
any of the issues that you bring up. I just think the math is pret-
ty—

Senator HATCH. If the Senator would yield. My point is, and I
think they are making the point, if you are going to do this, you
should treat them fairly along with all the other companies that re-
ceive certain tax expenditures. Now, I agree, we have to do tax re-
form, and that includes looking at everything.

Senator CARDIN. And I agree with that.

Senator HATCH. But I do not want them mistreated just because
they are an industry that people hate and because they are “so
big.”

Senator CARDIN. I understand. Let me bring it back to the point
that has been used here. I understand the business is taking, the
five companies here are taking, the tax provisions that are there
and taking advantage of them. That is your responsibility. If you
did not do that, you would have problems with your shareholders.
But understand why we think that these are either unwarranted
incentives or subsidies, particularly the section 199 deduction.

Section 199 was a response to the fact that our corporate taxes
are not border-adjusted versus Europe’s and other countries’ con-
sumption taxes, which are border-adjusted. So we did something to
help our foreign sales. That was the purpose, the genesis, of section
199. We wanted to be able to compensate for the fact that our for-
eign competitors had an advantage over U.S. manufacturers on the
way that taxes were handled at the border.

Now, my understanding is that in your industry there is more
imported product than exported product, so it does not make a lot
of sense for you to get a tax advantage when this is the philosophy
of what this section was originally created for. Now, as you know,
the World Trade Organization ruled the previous provisions for for-
eign sales were out of compliance, and we had to go to a general
manufacturing provision. That is how this section came about.
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Well, on two fronts, we have questions as to whether this is a
reasonable tax advantage to the oil industry. It is not traditional
manufacturing, and it is not the type of export activity that was
disadvantaged by the corporate structure in having a product enter
the international marketplace.

So I just think we have to get to the rationale—this is the largest
single source of the revenues we are talking about today—that has
its genesis in helping United States manufacturers get a product
into the international marketplace, which is not the circumstances
of the product that you are basically involved with. You import the
crude, as I understand it. The final product is mostly domestic. I
am sure some hits the international marketplace, but it is certainly
not the target for why this particular tax provision was put in the
tax code. Does anyone disagree with that? I knew I would get Mr.
Tillerson involved there.

Mr. TILLERSON. Well, if you want to repeal it, repeal it for every-
one, because I am not sure that the coffee roasters are growing cof-
fee here and exporting coffee. I am not sure that the newspaper
companies are exporting, predominantly, their newspapers. So I do
not disagree with your comment or your premise. My only point is,
if you want to get rid of it, just get rid of it across the board. Do
it for everybody.

Senator CARDIN. I do not disagree with the point.

Mr. TILLERSON. Do not just get rid of it for one industry.

Senator CARDIN. For some manufacturing companies, this is
rough justice. It really helps them. I would rather do it directly as
we did with foreign sales. We cannot do that under the WTO. I
would like to reform our tax code so that we have a competitive
base. If we can do that, that is my first choice. If we cannot do it,
we should tailor this more to its purpose of helping exporters who
manufacture in the United States.

Mr. TILLERSON. My only principle that I ask you not to violate
is, do not treat companies within the same industry differently, and
do not treat industries on your principle of exports differently.

Senator CARDIN. Well, it is tough sometimes to draw a line. I un-
derstand the point that you are raising. All I am pointing out is
that that is why some of us look at the section 199 as it relates
to the oil industry as either an unjustified incentive or as a sub-
sidy, because we do not believe it is the original intent to benefit
your type of activities. I just really want to put that in the record,
and I very much appreciate your response.

The CHAIRMAN. Thank you, Senator.

Senator Rockefeller?

Senator ROCKEFELLER. Thank you, Mr. Chairman.

I want to repeat, but then expand a little bit, what I said earlier.
I really do believe that you are out of touch. I do believe that. Mr.
Tillerson does not. That does not mean you are not good people,
that you do not participate in your communities, that you do not
do helpful things along with the work that you have to do.

But I think the main reason that you are out of touch, particu-
larly with respect to Americans and the sacrifices that we are hav-
ing to look at here in terms of trying to balance, or come even close
to balancing, a budget is that you never lose. You have never lost.
You always prevail.
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You always prevail in the halls of Congress, and you do that for
a whole variety of reasons, because of your lobbyists, because of
friends, because of all the places where you do business. I do not
really know any other business that never loses, that never fails to
do as well as you do.

Then I think one of the problems—and you cannot help this, in
a way—is just the size of the amount of money you make is really
hard for average people in West Virginia to even come close to un-
derstanding. They do not think that that can be come by in the reg-
ular order of the way the world treats them. They are always in
the process of losing. Everything is an uphill battle.

So my view of my work in West Virginia, which is mostly moun-
tainous, 96 percent mountainous, is that I am holding onto a huge
boulder—a not too huge boulder—with both hands and trying to
push it uphill. That is every day I feel that. I love that feeling. But
I know if I take one hand off, I and the boulder would disappear
into the ether, or I guess the opposite of the ether. The gulch.

So that then leads me to say—this is my opinion, but I really be-
lieve it, I just really believe it—I have just never seen any industry
so successful, so constantly successful, so I think you all have a
great sense of assurance as you are sitting there, more so than
usual—and we have steel people, automobile people, or other kinds
of people there. You have a great sense of assurance. I do not think
you feel threatened by anything that is going on here. I do not nec-
essarily know that you have any reason to feel threatened because
of the way the votes line up in this present Congress.

But I yearn for one of you to see what average people are going
through and to figure out some way in your mind, what can I do
as a very, very large and profitable company, to make sure that
that bad thing does not happen to that person, losing health insur-
ance or losing unemployment insurance, the endless number of
things that people have to worry about every single day? You do
not have to worry about those. None of you took a commercial air-
plane to come here. I do not blame you for that. You have the
money to have planes, but our people do not.

So I just want to sort of stipulate that and then say one more
thing. The greatest danger to this country right now, other than
the deficit, in terms of national security, is something called cyber
security. We are writing a bill in the Commerce Committee, and
the Homeland Security bill is participating in that, which comes up
with a solution which I hope we can pass this year. There is an
enormous amount of work and expense that companies have to go
to that are being attacked already.

The Pentagon, I think, has had hundreds of thousands, maybe a
million times a day, people hacking in, getting secrets, not just
WikiLeaks, but anybody can do that. So how do they defend them-
selves? Well, they have to go to all kinds of security measures. I
met with most of them yesterday, particularly the bigger ones. I
said, you are going to have to bear that expense. The government
cannot do that for you.

We do not have the money to do that for you, because it is going
to go on for the next 50 or 100 years, we are going to be facing
these problems. They did not object to that. In fact, they said, we
think that is the right thing, the way it should be. We should have
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to pay more. We should have to dig into our profits to make our-
selves more secure.

So that is why, when you talk about the R&D, that your ex-
penses are like research and development for pharmaceutical com-
panies or somebody else, that is why I think it is wrong of you to
say that, because it just is not. So much of that exploration has al-
ready been done. I think that is a cost that you could absorb so eas-
ily and still do very well.

But not once during this hearing have I heard any semblance of
a willingness to share unless every other company also has to,
which is a way of kind of building up the defense that it cannot
happen.

Well, putting it more simply, I have not heard anybody talk
about what they are doing, what they would be willing to do to
share in our budget problem, and in the total concept of what
keeps America together, and that is a sense of fairness, that every-
body has to lose at some time, everybody has to give something up
for us to be a real country.

Do any of you have any things—if you just do not add on, so long
as every other company does it too—do any of you think about this,
things you could give up, things you could just stop doing, breaks
that you now get that you would not get, as a way of helping?

Mr. MULVA. Senator, I very much appreciate the comments that
you are making. I can only represent how we as a company feel.
I do not know how the others feel. But we feel like we are con-
strained and restricted from our opportunities. We feel we are in
a noble industry that provides the energy that has developed this
country into what it is and its standard of living, and we are con-
strained from what we feel could be a part of the energy solution
for this country and for the world. But we are constrained, there
are shackles on us. We are ready to invest. We are ready to do far
more; you have heard today. So it is not a question of looking for
incentives. We are looking for—put us back to work. Give us access
to the lands. Let us start drilling. Put our people back to work, and
we will develop assets——

Senator ROCKEFELLER. I am way past my time. But can I just
say that we feel constrained, we cannot do what we want to do?
Maybe you are right and maybe you are wrong. I think you are
wrong. I think the great bulk of our people across the country are
suffering in ways that you probably had no idea of or just do not
understand. I think that is sad.

The CHAIRMAN. Thank you, Senator.

Which opens up another subject, and that is leases. I would just
like an answer for my own information. I do not know the answer.
I have not discussed this at any great length with anybody in the
industry. But I have heard you often say, and have said previously,
that you would like to have more access around America, whether
it is the Gulf, the North Slope, wherever it is, more access, permits
so you can do your work, as you said, Mr. Mulva.

But on the other hand, I hear some people say—and this is the
question I have—that there are millions of acres of leases that you
own which you are not utilizing. I am just curious what your re-
sponse is to that, if there is one, because it does come up quite fre-
quently, that question.
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Mr. OpuM. If I could just start. I mean, I am going to take you
back to Alaska again and try to put this in perspective.

The CHAIRMAN. How many:

Mr. Opum. I will put it in terms of——

The CHAIRMAN. I am just curious.

Mr. Opum. I will put it in terms of leases.

The CHAIRMAN. Yes.

Mr. ODUM. So, in the Gulf of Mexico, we are one of the top three,
and sometimes the second- or third-largest operator in the Gulf of
Mexico. We have between 400 and 500 leases, and about 35 percent
of those are producing. The rest are in some stage of evaluation or
being drilled, and so forth.

If you compare it to Alaska, we have over 400 leases in Alaska
that are sitting idle, waiting for permission to move forward, just
to put that question into balance.

The CHAIRMAN. All right. Anybody else? Yes?

Mr. WATSON. Senator, perhaps I can comment on lead times. A
lot has been said about leases that are undeveloped. We just made
a final investment decision last year on a Jack/St. Malo develop-
ment. This is in 7,000 feet of water. It is a $7.5-billion commit-
ment. We made that commitment during the moratorium on the
expectation that we would get permits, which I expect we will, to
drill the development wells.

Those leases were first issued in the late 1990s, and we did not
know how to explore or develop in that deep of water. Technology
has advanced. We have done exploration work, we have done ex-
ploratory drilling, we have done delineation drilling. Now we have
made a decision that will result in production in 2014. So there is
a long lead time in the offshore area, which is where most of the
undeveloped leases are today.

Now, we are having trouble getting permitting on the leases that
we have, which is keeping those leases inactive. So I think, when
you hear us talking about the opportunity that is there, one is to
make sure that we have timely issuance of permits on the acreage
we already have so that we can continue to explore. The other is
making sure that the outer continental shelf is fully explored. The
U.S. Geological Survey and others have made estimates that you
could create companies twice the size of Chevron with the re-
sources that we have not developed yet. Now, we will not know
what we have until we explore those areas, but that is the oppor-
tunity that we are talking about.

The CHAIRMAN. My second question is, again, your public reports
show, I think it was in 2010, that about 60 percent of your after-
tax profits were invested in stock repurchase or dividends, and so
forth, and about 40 percent elsewhere. I suppose that is reinvest-
ment, I do not know. That seems to a lot of people, gee, a lot of
money is going back to shareholders, and a lot of money that you
are making is going to stock repurchase. Why is more of that not
going into reinvestment? So that is the first question.

The second question is, how does that percentage compare with
other industries? That may or may not be relevant, but it is just
a question that came to my mind.

Mr. Tillerson?
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Mr. TILLERSON. Well, last year we earned about $30 billion. We
invested $32 billion, so we invested more than we earned. With
that cash flow, the first thing we do is we pay all of our expenses,
we pay our people, their salary, wages, and benefits, we pay all our
bills. We pay our taxes. We fund our opportunities, $32 billion
worth. Then what is left over, we pay the dividend. If there is any-
thing left beyond that, then we return that to shareholders through
share repurchases. It is their money. They invested it with us, they
entrusted us with their savings to go invest it, grow it, and give
them some income back. So I know it is a novel thought up here
in Washington, but we actually give the money that belongs to our
investors back to them if we do not need it.

The CHAIRMAN. I appreciate what you said. Maybe this is inac-
curate. I have a chart here. It is a Form 10-K for Exxon Mobil. I
have also ConocoPhillips, Chevron, and Shell here, for 2010. It
says, according to this chart, stock repurchases and dividends as a
percent of profit in 2010 was 70 percent, and for ConocoPhillips it
was 77 percent. That is the data. We are not trying to fudge any-
thing. I just look at the——

Mr. TILLERSON. That is roughly consistent with the numbers I
just gave you.

The CHAIRMAN. All right. So, you mentioned $32 billion in profit.

Mr. TILLERSON. Thirty billion in profits. My recollection is, we re-
turned $19-plus billion to shareholders last year. I do not have the
number immediately in front of me.

The CHAIRMAN. Anyway, I think when the public sees this, they
will think, well, gee, it would be better if we used that money to
go back for more jobs, more investment, and so forth. But I under-
stand the shareholders own the company. Your board of direc-
tors

Mr. TILLERSON. We would love to. Give us something to work on.
We would love to.

Mr. WATSON. Senator?

The CHAIRMAN. How about a trade here: more leases, give up the
tax breaks.

Mr. TILLERSON. I do not think I came to negotiate a trade with
you today, Senator. I came to answer your questions.

The CHAIRMAN. That just popped in my mind. [Laughter.]

Mr. WATSON. Senator, I would just offer that Chevron paid $5.6
billion in dividends last year to our shareholders. Ultimately, those
dividends are taxed, and the government receives revenue. We do
not repurchase very many shares, but when we do our stock has
gone up $30 or $40 in the last couple of years. There is a nice gain
on that.

The CHAIRMAN. Of course.

Mr. WATSON. That generates tax revenue for the government as
well, and the money is then reinvested where the investor thinks
it is appropriate. So the country still benefits from it.

The CHAIRMAN. All right.

Do you have more questions?

Senator HATCH. Yes, I do.

The CHAIRMAN. All right. Senator Hatch.

Senator HATCH. Yesterday in the Wall Street Journal, former
Democratic Congressman Harold Ford, a good friend of mine,
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asked, “Why, when gas prices are climbing, would any elected offi-
cial call for new taxes on energy?” I thought that was a pretty in-
teresting question coming from a Democrat.

I think it is a good question. In your testimony, you say that
changing important tax provisions outside the context of broader
corporate tax reform would achieve one unmistakable outcome. It
would restrain domestic development and reduce tax revenues at
a time when they are most needed.

Would you folks please elaborate on the negative economic con-
sequences of the proposed selected or selective tax increases that
the Menendez bill would impose on only your industry, not all the
others who have similar tax expenditures or tax deductions?

Mr. WATSON. Certainly. To the extent that taxes are increased,
it impacts the economic valuations we go through, and we will
spend less. Natural gas prices are low today. Deep water develop-
ments are very expensive. Costs have more than doubled over the
last few years. To the extent more onerous tax provisions are
placed on us, we will spend less money on development. That will
translate to less oil and gas produced in this country.

Senator HATCH. All right.

Does anybody else care to comment on that, or do you all agree
with that?

[No response.]

Senator HATCH. All right. Well, this business of dual-capacity
rules came up today. Generally all U.S.-based companies are enti-
tled to a foreign tax credit against U.S. tax based on foreign taxes
that they pay. Now, you mentioned that we would be really wise
to go to a territorial system just like everybody else in the world
has. But our system is some screwed-up system where we are con-
stantly trying to find ways of resolving some of the difficulties
when you earn monies overseas and are taxed by the countries
overseas.

But let me go through this. So generally, all U.S.-based compa-
nies are entitled to a foreign tax credit against U.S. tax based on
foreign taxes that they pay. In general, foreign-based multi-
nationals do not claim much U.S. foreign tax credit.

But it is essential to most American companies with global oper-
ations. Now, the dual-capacity rules currently in place determine to
what extent a payment from a U.S. company to a foreign govern-
ment is equivalent to an income tax, and thus eligible for the for-
eign tax credit, and to what extent such payment is for specific eco-
nomic benefit, such as for the purchase of oil from the foreign gov-
ernment or for the right to upgrade a gambling casino, and thus
only a deductible business expense (and not eligible for a foreign
tax credit).

Now, my first question is for anyone on the panel who cares to
answer. Is it true that repeal of the dual-capacity rules would be
very harmful to American-based oil companies, but that such re-
peal would be of negligible effect to foreign-based oil companies?
The second question is, to the best of my knowledge, the dual-
capacity rules are only of significant benefit to two sectors in the
United States, the oil and gas sector and the gambling and casino
sector.
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Can any of you confirm that it is the case that the recent pro-
posal, S. 940, would still allow the gambling casinos, such as MGM
Resorts, Caesar’s Entertainment, Wynn Resorts, Boyd Gaming, and
Las Vegas Sands, to claim the benefit of dual-capacity rules while
you would not be able to? Now, just to make sure I have under-
stood correctly, I will summarize. The proposal before us, it seems
to me, would harm American oil companies but would not harm
foreign oil companies and would not harm gambling casinos. I am
not for harming those. Am I wrong on that?

Mr. WATSON. I do not know that much about the gambling busi-
ness, but I can tell you, when tax rates exceed the U.S. rate over-
seas, if we do not have dual-capacity tax treatment, we will be
ceding business over time to our foreign rivals, whether they are
Chinese national oil companies, Russian oil companies, even Euro-
pean companies. So it is very important.

I would further add that the Internal Revenue Service is well-
able to distinguish between royalties and taxes. There are very few
areas of the tax code that have been studied more than this sub-
ject, so that may have been a difficulty years ago, but there is
abundant case law and abundant rules to determine the difference
between a royalty and a tax. It is important that we be allowed to
take tax credits where we have already paid taxes overseas.

Senator HATCH. Would anybody else care to comment?

Mr. TiLLERSON. Well, I would just echo John’s comments, that it
would have a devastating impact on our ability to compete over-
seas. This is one topic where you will not find the five companies
aligned, because two of my foreign-owned competitors are at the
table. They operate under a territorial system, so we would lose
competitiveness relative to them.

Then, in an already very crowded and enormously competitive
world we find ourselves in, in the resource development space, be-
cause of the growing presence of the national oil companies—which
already come to the game with other advantages that we do not
have nor do we seek—we have to offset that by finding other ways
to out-compete them. What we would like to have is at least a level
playing field from a tax standpoint and not be at a disadvantage.

Senator HATCH. I pointed out what a small slice you are of the
world. You are competing with national oil companies, national
international oil companies, I guess you would have to say.

Well, let me just finish with this comment, Mr. Chairman. If I
have you all correctly here, what you are saying is that it would
be very unfair to pass this type of legislation because it would be
selective taxation against, peculiarly, your industry that other in-
dustries in this country benefit from, and that that just does not
seem right to you, as far as I can see, I mean, if I am summarizing
this properly. You can surely correct me if I am not summarizing
it in the right way.

That would be an unfair approach and would make you less com-
petitive if that happened. That would cost jobs, and most impor-
tantly of all, it would cost real jobs because you employ a lot of peo-
ple. If you could do your work up there in Alaska, my gosh, you
would put a lot of people to work.

Alaska would benefit greatly. It is costly coming to the Congress
asking for help, where the oil business has really helped Alaska
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over the years. You would put these people to work and, frankly,
if I understand this hearing and what you are all saying, it would
be unfair and probably—well, not probably. The bottom line is, and
I do not think any of you will disagree with this, it will not bring
down gas at the pump one penny. In fact, it is likely to go up be-
cause of the selective taxation approach. Is that right?

[No response.]

The CHAIRMAN. Thank you, Senator.

This concludes the hearing. I will end, though, where I began,
namely just to remind all of us here, we have a fiscal problem on
our hands, a Federal fiscal problem. Let us get these deficits down.
We have to make choices. None of them is easy. I, twice a week,
go over to the Blair House and meet with the Vice President and
a couple other members of the Senate, a couple from the House,
Secretary Geithner, OMB Director Jack Lew, Gene Sperling, the
President’s economic advisor, going down lists, trying to figure out
how we do this. It is not easy.

Agriculture—you tell me how many farmers want their com-
modity supports cut? Conservation programs, food stamps—I mean,
you name it, this is not fun stuff. I just urge all of you to keep that
in mind. When you go back to your daily work and so on and so
forth, maybe talk to your people and say, gee, maybe there is a way
we can contribute here, too.

Because we are in this together, and everybody here clearly
wants more jobs, more growth, wants America to be number one,
to have incentives to invest in the United States so foreign corpora-
tions, foreign investors invest more in the United States. If we can
do that more, American investors will invest more in the United
States, if we find incentives to do that while we also probably re-
form the corporate and individual income tax system. There are
other measures clearly which encourage investment.

So this hearing is concluded, but to be honest with you, I am not
totally convinced that these provisions add that much to your deci-
sions in where you invest or do not invest, or, if they are taken
away or substantially reduced, would make that much difference,
given the huge profit margin which exists because the price of oil
is just so high.

I agree with Senator Hatch: this is not going to change the price
at the gasoline pump. That is not the issue. I do not see that as
an issue at all. The issue I see is, who shares and how much does
each segment share as we try to get our debt and deficits under
control, and at the same time develop an energy policy?

Senator HATCH. Mr. Chairman?

The CHAIRMAN. I grant you, we have to develop energy policy in
this country. It does not have an energy policy. There is a lot we
have to do, but we also have to figure out how we get our debt and
deficit down.

Senator HATCH. Mr. Chairman, just one last comment. I agree
with you, and I know that you are sincerely devoted to doing that.
I appreciate it, and it is an honor for me to serve with you. My
problem is, there is not a real good reason for raising this because
I guarantee you, if they raise these taxes, Congress will spend
every dime of it. It will not go to pay down the deficit. We do not
have the capacity right now, or even a Gramm-Rudman bill—that
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might work better—that would cause this money to go to pay down
the deficit. I guarantee you, if you raise taxes——

The CHAIRMAN. Senator, I respectfully disagree. The reason I dis-
agree is because we have to. We have to get these deficits and
debts down so we do not bump up against the debt limit, so we do
not default, so we do not bump against the limit. We have to get
our debts and deficits down so this country is on sound financial
footing. We will do it because we have to do it.

The hearing is concluded.

[Whereupon, at 12:18 p.m., the hearing was concluded.]



APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

Hearing Statement of Senator Max Baucus {D-Mont.)
Regarding Oil and Gas Tax Breaks
As prepared for delivery

In 2005, President George W. Bush said, “With $55 oil, we don’t need incentives to oil and gas
companies to explore. There are plenty of incentives.”

Today, oil costs more than $100 a barrel.

So today we will again evaluate those oil and gas incentives. We will consider how they have
affected profits in the industry and prices at the pump.

We will ask the same question our 43rd President answered more than five years ago: lIs it wise
to continue these tax breaks given to the largest oil and gas companies every year?

Gas prices are nearly $4 a gallon today, and experts anticipate they will remain close $4 for the
remainder of the season. That means gas prices are up more than $1 a gallon compared to last
summer.

In fact, families will pay an average of about $825 more for gas this year than they did last
year. And in rural areas like Montana, where people drive farther, the increase is more like
$1,200 per household.

At the same time, the five largest oil companies, who are here today, collectively earned over
$35 billion in profits in the first quarter of 2011 alone. At this pace, 2011 will be their most
profitable year ever.

Businesses should make a profit — that’s what drives our economy — but do these very
profitable companies actually need taxpayer subsidies?

Energy incentives should help us build the energy future we want to see — not pad oil company
profits. Americans want us to work toward an energy future made in America. They want us to

develop energy sources that won't be depleted, like the wind and the sun.

We can’t reduce our use of fossil fuels overnight, but investments in clean energy will move us
away from the oil and gas bills that are squeezing consumers today.

(59)
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To reach a clean, American-made energy future, we have to scrutinize every dollar of energy
subsidies we spend.

The $2.1 billion we spend every year on subsidies for the largest oil and gas companies are not
moving us closer to our energy goals.

Today, everyone’s budgets are tight. Congress is debating the best way to address our deficits
and debt. Some are proposing cutting Medicare for seniors or slashing Pell grants for
students. This sacrifice must be shared fairly. So we have to take a hard look at every subsidy
and every spending program to be sure we are using our dollars wisely.

In 2004, Congress created the Domestic Manufacturing Deduction, often referred to as Section
199. The deduction is designed to stimulate manufacturing here in America. Each company
here today has claimed this deduction.

But what have taxpayers received in return? Have these tax breaks proven to be more valuable
than Medicare or Pell grants?

These tax breaks have not lowered prices. When these tax breaks were created, retail gasoline
prices averaged about $1.80 per gallon.

In fact, prices have gone up. By 2008, prices had risen to an average of $3.26 per gallon. Last
week, they approached $4 per gallon.

Furthermore, these tax breaks have not moved us towards energy independence. According to
Treasury Department estimates, if all the subsidies for the oil and gas industry were eliminated,
domestic production would fall by less than one half of one percent.

Today, we are only talking about the five largest companies, producers of only one-third of all
domestic oil. The Big Five have the most resources and are the least dependent on government
subsidies, so the effect on domestic production from repealing the subsidies for these
companies would be even less.

Despite these facts, some still argue that eliminating tax breaks for the largest oil and gas
companies will raise prices at the pump or force layoffs. The oil and gas industry has launched
ad campaigns arguing that repealing these tax breaks will hurt consumers.

But a 2007 Joint Economic Committee analysis found that repealing the oil and gas tax breaks
would not raise energy prices for consumers. Why?

Oil prices are set on a world market, and the U.S. share of production is only 10 percent. That
makes it difficult — if not impossible — to pass on the cost of losing these subsidies to
consumers.
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Given profits of $35 billion in just the first guarter alone, it’s hard to find evidence that
repealing these subsidies would cut domestic production or cause layoffs. After all, based on
first quarter profits, these tax breaks represent less than two percent of what these companies
are on pace to make this year. Even without these tax breaks, these companies would clearly
be highly profitable.

This chart looks at financial documents the
companies here today have filed with the
Securities and Exchange

Commission. According to those
documents, the average cost to produce a
barrel of oil was $11in 2010. The average
price these companies received for a barrel
of oil was $§72.

Today, oil prices are higher — a lot higher,
almost 40 percent higher - which would
increase these large profit margins even
further. So it is hard to imagine that
companies faced with these opportunities would cut production.

Some might argue that these subsidies or these record profits create much-needed jobs. But
those same SEC documents show that nearly 60 percent of these companies’ 2010 profits went
to stock buybacks and dividends, not job creation.

We can put this money to better use — and we should.

We should use this money to reduce our deficit instead of putting the burden on seniors and on
our children’s future.

We should use it to move this country toward a cleaner, American-made energy future.

And we should act now.

#i#
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INTRODUCTION

The Internal Revenue Code includes a number of tax provisions that provide favorable
treatment to investment in oil and gas production projects. These incentives include the enhanced
oil recovery credit, the marginal wells credit, the expensing of intangible drilling costs, the
deduction for using tertiary injectants, the passive loss exemption for working interests in oil and
gas properties, percentage depletion, the domestic manufacturing deduction for oil and gas
production, and accelerated amortization for geological and geophysical expenses.

Some of these incentives are available to all domestic producers and all domestic
production, while others target smaller producers or production that utilizes specific types of
extractive technologies. Some of the incentives are not available (or are only partially available)
to oil and lgas producers whose production activities are integrated with refining and retail sales
activities.

In addition to these industry specific incentives, there are several provisions of general
application that are particularly important to the oil and gas sector. These include the rules for
dual capacity taxpayers and the last-in first-out method of accounting.

The Senate Committee on Finance has scheduled a public hearing on May 12, 2011, on
oil and gas tax incentives and rising energy prices. This document,” prepared by the staff of the
Joint Committee on Taxation, provides a description of various aspects of present law relating to
the oil and gas industry along with related proposals to modify certain existing rules and make
further proposed changes.

! Integrated oil companies subject to these limitations are oil and gas producers that seil more than $3
million of retail product per year or refine more than 75,000 barrels of oil per year. Major integrated oil companies
are a subset of integrated oil companies that (1) have average daily worldwide production exceeding 500,000 barrels
per year, (2) had gross receipts in excess of $1 billion in 2005, and (3) own at least a 15 percent interest in a refinery
that produces more than 75,000 barrels of oil per year.

2 This document may be cited as follows: Joint Committee on Taxation, Description of Present Law and
Select Proposals Relating to the Oil and Gas Industry, (JCX-27-11) May 11, 2011. This document can also be
found on our website a www jct.gov.
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I. PRESENT LAW TAX INCENTIVES FOR OIL AND GAS PRODUCTION

A. Credit for Enhanced Oil Recovery Costs
(sec. 43)°

Taxpayers may claim a credit equal to 15 percent of qualified enhanced oil recovery
(“BOR”) costs.’ Qualified EOR costs consist of the following designated expenses associated
with an EOR project: (1) amounts paid for depreciable tangible property; (2) intangible drilling
and development expenses; (3) tertiary injectant expenses; and (4) construction costs for certain
Alaskan natural gas treatment facilities. An EOR project is generally a project that involves
increasing the amount of recoverable domestic crude oil through the use of one or more tertiary
recovery methods (as defined in section 193(b)(3)), such as injecting steam or carbon dioxide
into a well to effect oil displacement.

The EOR credit is ratably reduced over a $6 phase-out range when the reference price for
domestic crude oil exceeds $28 per barre!l (adjusted for inflation after 1991; $42.57 for 2010).
The reference price is determined based on the annual average price of domestic crude oil for the
calendar year preceding the calendar year in which the taxable year begins.” The EOR credit is
currently phased-out.

Taxpayers claiming the EOR credit must reduce by the amount of the credit any
otherwise allowable deductions associated with EOR costs. In addition, to the extent a
property’s basis would otherwise be increased by any EOR costs, such basis is reduced by the
amount of the EOR credit.

B. Marginal Well Tax Credit
(sec. 45I)

The Code provides a $3-per-barrel credit (adjusted for inflation) for the production of
crude oil and a $0.50-per-1,000-cubic-feet credit (also adjusted for inflation) for the production
of qualified natural gas. In both cases, the credit is available only for domestic production from a
“qualified marginal well.”

A qualified marginal well is defined as a domestic well: (1) production from which is
treated as marginal production for purposes of the Code percentage depletion rules; or (2) that
during the taxable year had average daily production of not more than 25 barrel equivalents and
produces water at a rate of not less than 95 percent of total well effluent. The maximum amount
of production on which a credit may be claimed is 1,095 barrels or barrel equivalents.

3 Except where noted, all section references are to the Internal Revenue Code of 1986, as amended (the
“Code™).

* Sec. 43.

S Secs. 43(b) and 45K(dX2)(C).
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The credit is not available if the reference price of oil exceeds $18 ($2.00 for natural gas).
The credit is rcduced proportionately for reference prices between $15 and $18 ($1.67 and $2.00
for natural gas).® Currently the credit is phased out completely.

In the case of production from a qualified marginal well which is eligible for the credit
allowed under section 45K for the taxable year, no marginal well credit is allowable unless the
taxpayer elects not to claim the credit under section 45K with respect to the well. The section
45K credit is currently expired with respect to qualified natural gas and oil production. The
credit is treated as a general business credit. Unused credits can be carried back for up to five
years rather than the generally applicable carryback period of one year.

C. Expensing of Intangible Drilling Costs
(sec. 263(c))

The Code provides special rules for the treatment of intangible drilling and development
costs (“IDCs”). Under these special rules, an operator or working interest owner” that pays or
incurs IDCs in the development of an oil or gas property located in the United States may elect
either to expense or capitalize those costs.®

1DCs include all expenditures made by an operator for wages, fuel, repairs, hauling,
supplies, etc., incident to and necessary for the drilling of wells and the preparation of wells for
the production of oil and gas. In addition, IDCs include the cost to operators of any drilling or
development work done by contractors under any form of contract, including a turnkey contract.
Such work includes labor, fisel, repairs, hauling, and supplies which are used (1) in the drilling,
shooting, and cleaning of wells; (2) in the clearing of ground, draining, road making, surveying,
and geological works as necessary in preparation for the drilling of wells; and (3) in the
construction of such derricks, tanks, pipelines, and other physical structures as are necessary for
the drilling of wells and the preparation of wells for the production of oil and gas. Generally,
IDCs do not include expenses for items that have a salvage value (such as pipes and casings) or
items that are part of the acquisition price of an interest in the property They also do not
include (1) the cost to operators payable only out of production or gross or net proceeds from
production, if the amounts are depletable income to the recipient, and (2) amounts properly
allocable to the cost of depreciable property.

If an election to expense IDCs is made, the taxpayer deducts the amount of the IDCs as
an expense in the taxable year the cost is paid or incurred. Generally, if IDCs are not expensed,

® The doilar amounts for purposes of calculating the reduction in credit are adjusted for inflation for tax
years beginning in a calendar year after 2005. Sec. 431(b)(2}B).

7 An operator or working interest owner is defined as a person that holds an operating or working interest
in any tract or parcel of land either as a fee owner or under a lease or any other form of contract granting operating
or working rights.

% Sec. 263(c).

® Treas. Reg. sec. 1.612-4(a).
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but are capitalized, they may be recovered through depletion or depreciation, as appropriate. In
the case of a nonproductive well (“dry hole™), IDCs may be deducted at the election of the
operator.'” For an integrated oil company that has elected to expense IDCs, 30 percent of the
IDCs on productive wells must be capitalized and amortized over a 60-month period."

Notwithstanding the fact that a taxpayer has made the election to deduct IDCs, the Code
provides an additional election under which the taxpayer is allowed to capitalize and amortize
certain IDCs over a 60-month period beginning with the month the expenditure was paid or
incurred.”” This election applies on an expenditure-by-expenditure basis; that is, for any
particular taxable year, a taxpayer may deduct some portion of its IDCs and capitalize the rest
under this provision. The election allows a taxpayer to reduce or eliminate the IDC adjustments
or preferences under the alternative minimum tax (“AMT”).

The election to deduct IDCs applies only to those IDCs associated with domestic
properties.13 For this purpose, the United States includes certain wells drilled offshore.™

Pursuant to a special exception, the uniform capitalization rules do not apply to IDCs
incurred with respect to oil or gas wells that are otherwise deductible under the Code."

D. Deduction for Qualified Tertiary Injectant Expenses
(sec. 193)

Taxpayers engaged in petroleum extraction activities may generally deduct qualified
tertiary injectant expenses used while applying a tertiary recovery method, including carbon
dioxide augmented waterflooding and immiscible carbon dioxide displacement.”® The deduction

19 Treas. Reg. sec. 1.612-4(b)(4).

' Sec. 291(b)(1)(A). The IRS has ruled that, if a company that has capitalized and begun to amortize
IDCs over a 60-month period pursuant to section 291 ceases to be an integrated oil company, it may not
immediately write off the unamortized portion of the capitalized IDCs, but instead must continue to amortize the
IDCs so capitalized over the 60-month amortization period. Rev. Rul. 93-26, 1993-1 C.B. 50.

2 Sec. 59(e)(1).

3 In the case of IDCs paid or incurred with respect to an oil or gas well located outside of the United
States, the costs, at the election of the taxpayer, are either (1) included in adjusted basis for purposes of computing
the amount of any deduction allowable for cost depletion or (2) capitalized and amortized ratably over a 10-year
period beginning with the taxable year such costs were paid or incurred (sec. 263(i)).

¥ The term “United States” for this purpose includes the seabed and subsoil of those submarine areas that
are adjacent to the territorial waters of the United States and over which the United States has exclusive rights, in
accordance with international law, with respect to the exploration and exploitation of natural resources (i.e., the
Continental Shelf area) (sec. 638).

5 Sec. 263A(c)(3).

16 Sec. 193. Prior to the enactment of section 193, the income tax treatment of tertiary injectant costs was
unclear. In enacting section 193, Congress sought to clarify the tax treatment and encourage the use of qualified
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is available even if such costs are otherwise subject to capitalization. The deduction is permitted
for the later of-~(1) the tax year in which the injectant is injected or (2) the tax year in which the
expenses are paid or incurred.”” No deduction is permitted for expenditures for which a taxpayer
has elected to deduct such costs under section 263(c) (intangible drilling costs) or if a deduction
is allowed for such amounts under any other income tax provision.

A “qualified tertiary injectant expense” is defined as any cost paid or incurred for any
tertiary injectant (other than a recoverable hydrocarbon injectant) which is used as part of a
tertiary recovery method.'® The cost of a recoverable hydrocarbon injectant (which includes
natural gas, crude oil and any other injectant with more than an insignificant amount of natural
gas or crude oil) is not a qualified tertiary injectant expense unless the amount of the recoverable
hydrocarbon injectant in the qualified tertiary injectant is insignificant.®”

E. Amortization Period for Geological and Geophysical Costs
(sec. 167(h))

Geological and geophysical expenditures (“G&G costs™) are costs incurred by a taxpayer
for the purpose of obtaining and accumulating data that will serve as the basw for the acquisition
and retention of mineral properties by taxpayers exploring for minerals.”) G&G costs incurred
by independent producers and smaller integrated oil companies™ in connection with oil and gas
exploration in the United States may generally be amortized over two years. #

tertiary injectants. See, e.g., Joint Commitiee on Taxation, General Explanation of the Crude Oil Windfall Prafit Tax
Act of 1980 (JC8-1-81), January 29, 1981, pp. 114-115.

17 Treas. Reg. sec. 1.193-1.
¥ Sec. 193(c).

¥ Sec. 193(b). A tertiary recovery method is any of the nine methods described in section 212.78(c)(1) -
(9) of the June 1979 energy regulations, as defined in former section 4996(b)(8)(C), or any other method approved
by the IRS.

% Sec. 193(b)(2). Treas. Reg. sec. 1.193-1(c)(3) provides that an injectant contains more than an
insignificant amount of recoverable hydrocarbons if the fair market value of the recoverable hydrocarbon
component of the injectant, in the form in which it is recovered, equals or exceeds 25 percent of the cost of the
injectant,

2 Geological and geophysical costs include expenditures for geologlsts seismic surveys, gravity meter
surveys, and magnetic surveys.

* Integrated oil companies are oil and gas producers that sell more than $5 million of retail product per
year or refine more than 75,000 barrels of oil per year.

2 This amortization rule applies to G&G costs incurred in taxable years beginning after August 8, 2005,
the date of enactment of the Energy Policy Act of 2005, Pub. L. No. 109-58. Prior to the effective date, G&G costs
associated with productive properties were generally deductible over the life of such properties, and G&G costs
associated with abandoned properties were generally deductible in the year of abandonment.
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Major integrated oil companies™ are required to amortize all G&G costs over seven years
for costs paid or incurred after December 19, 2007 (the date of enactment of the Energy
Independence and Security Act of 2007 (“EISA™)).>® A major integrated oil company, as defined
in section 167(h)(5)(B), is an integrated oil company”® which has an average daily worldwide
production of crude oil of at least 500,000 barrels for the taxable year, had gross receipts in
excess of one billion dollars for its last taxable year ending during the calendar year 2005, and
generally has an ownership interest in a crude oil refiner of 15 percent or more.

In the case of abandoned property, remaining basis may not be recovered in the year of
abandonment of a property, but instead must continue to be amortized over the remaining
applicable amortization period.

F. Percentage Depletion
(secs. 613 and 613A)

In general

Depletion, like depreciation, is a form of capital cost recovery. In both cases, the
taxpayer is allowed a deduction in recognition of the fact that an asset is being expended to
produce income.”’ Certain costs incurred prior to drilling an oil or gas property or extracting
minerals are recovered through the depletion deduction. These include the cost of acquiring the
lease or other interest in the property.

Depletion is available to any person having an economic interest in a producing property.
An economic interest is possessed in every case in which the taxpayer has acquired by
investment any interest in minerals in place, and secures, by any form of legal relationship,
income derived from the extraction of the mineral, to which it must look for a return of its
capital. Thus, for example, both working interests and royalty interests in an oil- or gas-
producing property constitute economic interests, thereby qualifying the interest holders for
depletion deductions with respect to the property. A taxpayer who has no capital investment in
the mineral deposit, however, does not acquire an economic interest merely by possessing an
economic or pecuniary advantage derived from production through a contractual relation.

* Major integrated oil companies are a subset of integrated oil companies that (1) have average daily
worldwide production exceeding 500,000 barrels per year, (2) had gross receipts in excess of $1 billion in 2005, and
(3) own at least a 15 percent interest in a refinery that produces more than 75,000 barrels of oil per year.

# pub. L. No. 110-140. Prior to the enactment of the Energy Independence and Security Act of 2007,
major integrated oil companies were required to amortize G&G costs paid or incurred after May 17, 2006 over five
years, as provided in Energy Tax Incentives Act of 20035,

* Generally, an integrated oil company is a producer of crude oil that engages in the refining or retail sale
of petroleum products in excess of certain threshold amounts.

" In the context of mineral extraction, depreciable assets are generally used to recover depletable assets.
For example, natural gas gathering lines, used to collect and deliver natural gas, have a class life of 14 yearsand a
depreciation recovery period of seven years.
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Two methods of depletion are currently allowable under the Code: (1) the cost depletion
method, and (2) the percentage depletion method. 28 Under the cost depletion method, the
taxpayer deducts that portion of the adjusted basis of the depletable property which is equal to
the ratio of units sold from that property during the taxable year to the number of units remaining
as of the end of taxable year plus the number of units sold during the taxable year, Thus, the
amount recovered under cost depletion may never exceed the taxpayer's basis in the property.

Under the percentage depletion method, a percentage, varying from five percent to 22
percent, of the tax ayer s gross income from a producing property is allowed as a deduction in
each taxable year.” The Code generally limits the percentage depletion method for oil and gas
properties to independent producers and royalty owners. *® Such producers and royalty owners
may generally claim percentage depletion at a rate of 15 percent.’

The amount deducted generally may not exceed 50 percent (100 percent m the case of oil
and gas properties) of the taxable income from the property in any taxable year.? Additionally,
the percentage depletion deduction for all oil and gas properties may not exceed 65 percent of the
taxpayer's overall taxable income for the year (determmed before such deduction and adjusted
for certain loss carrybacks and trust distributions).> Because percentage depletion, unlike cost
depletion, is computed without regard to the taxpayer's basis in the depletable property,
cumulative depletion deductions may be greater than the amount expended by the taxpayer to
acquire or develop the property.

A taxpayer is required to determine the depletion deduction for each property under both
the percentage depletion method (if the taxpayer is entitled to use this method) and the cost
depletion method. If the cost depletxon deduction is larger, the taxpayer must utilize that method
for the taxable year in question.™

Limitation on oil and gas percentage depletion to independent producers and royalty

owners

As stated above, percentage depletion of oil and gas properties generally is not permitted,
except for independent producers and royalty owners, certain fixed-price gas contracts, and

2 Secs. 611-613.

» Sec. 613.

3 Sec. 613A(c).

3 gec. 613A(X1).

32 Sec. 613(a). For marginal production, discussed infra, this limitation is suspended for taxable years
beginning after December 31, 1997, and before January 1, 2008 and for taxable years beginning after December 31,
2008 and before January 1, 2010.

B Sec. 613A(dX 1.

3 Sec. 613(a).
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natural gas from geopressured brine. For purposes of the percentage depletion allowance, an
independent producer is any producer that is not a “retailer” or “refiner.” A retailer is any person
that directly, or through a related person, sells oil or natural gas (or a derivative thereof): (1)
through any retail outlet operated by the taxpayer or related person, or (2) to any person that is
obligated to market or distribute such oil or natural gas (or a derivative thereof) under the name
of the taxpayer or the related person, or that has the authority to occupy any retail outlet owned
by the taxpayer or a related person. »

Bulk sales of crude oil and natural gas to commercial or industrial users, and bulk sales of
aviation fuel to the Department of Defense, are not treated as retail sales. Further, if the
combined gross receipts of the taxpayer and all related persons from the retail sale of oil, natural
gas, or any product derived therefrom do not exceed $5 million for the taxable year, the taxpayer
will not be treated as a retailer.

A refiner is any person that directly or through a related person engages in the refining of
¢rude oil in excess of an average daily refinery run of 75,000 barrels during the taxable year. 3

Percentage depletion for eligible taxpayers is allowed for up to 1,000 barrels of average
daily production of domestic crude oil or an equivalent amount of domestic natural gas. ** For
producers of both oil and natural gas, this limitation applies on a combined basis. All production
owned by businesses under common control and members of the same family must be
aggregated;*® each group is then treated as one producer in applying the 1,000-barrel limitation.

In addition to independent producers and royalty owners, certain sales of natural gas
under a fixed contract in effect on February 1, 1975, and certain natural gas from geopressured
brine, are eligible for percentage depletion, at rates of 22 percent and 10 percent, respectively.
These exceptions apply without regard to the 1,000-barrel-per-day limitation and regardless of
whether the producer is an independent producer or an integrated oil company.

Prior to the enactment of the Omnibus Budget Reconciliation Act of 1990 (the “1990
Act™), if an interest in a proven oil or gas property was transferred (subject to certain exceptions),
the production from such interest did not qualify for percentage depletlon ° The 1990 Act
repealed the limitation on claiming percentage depletion on transferred properties effective for
property transfers occurring after October 11, 1990.

3 Sec. 613A(dN2).
% Sec. 613A(A)(4).
I Sec. 613A(c).

3 Sec. 613A(c)(8).

¥ pub. L. No. 101-508.
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Percentage depletion on marginal production

The 1990 Act also created a special percentage depletion provision for oil and gas
production from so-called marginal properties held by independent producers or royalty
owners.”® Under this provision, the statutory percentage depletion rate is increased (from the
general rate of 15 percent) by one percent for each whole dollar that the average price of crude
oil for the immediately preceding calendar year is less than $20 per barrel. In no event may the
rate of percentage depletion under this provision exceed 25 percent for any taxable year. The
increased rate applies for the taxpayer's taxable year that immediately follows a calendar year for
which the average crude oil price falls below the $20 floor. To illustrate the application of this
provision, the average price of a barrel of crude oil for calendar year 1999 was $15.56. Thus,
the percentage depletion rate for production from marginal wells was increased to 19 percent for
taxable years beginning in 2000, Since the price of oil currently is above the $20 floor, there is
no increase in the statutory depletion rate for marginal production.

The Code defines the term “marginal production™ for this purpose as domestic crude oil
or domestic natural gas which is produced during any taxable year from a property which (1) isa
stripper well property for the calendar year in which the taxable year begins, or (2) is a property
substantially all of the production from which during such calendar year is heavy oil (i.e., oil that
has a weighted average gravity of 20 degrees API or less, corrected to 60 degrees Fahrenheit).41
A stripper well property is any oil or gas property that produces a daily average of 15 or fewer
equivalent barrels of oil and gas per producing oil or gos well on such property in the calendar
year during which the taxpayer's taxable year begins. 2

The determination of whether a property qualifies as a stripper well property is made
separately for each calendar year. The fact that a property is or is not a stripper well property for
one year does not affect the determination of the status of that property for a subsequent year.
Further, a taxpayer makes the stripper well property determination for each separate property
interest (as defined under section 614) held by the taxpayer during a calendar year. The
determination is based on the total amount of production from all producing wells that are treated
as part of the same property interest of the taxpayer. A property qualifies as a stripper well
property for a calendar year only if the wells on such property were producing during that period
at their maximum efficient rate of flow.

If a taxpayer’s property consists of a partial interest in one or more oil- or gas-producing
wells, the determination of whether the property is a stripper well property or a heavy oil
property is made with respect to total production from such wells, including the portion of total
production attributable to ownership interests other than the taxpayer's interest. If the property
satisfies the requirements of a stripper well property, then the benefits of this provision apply
with respect to the taxpayer's allocable share of the production from the property. The deduction

0 Sec, 613A(C)(6).
4 Sec. 613A(H6XD).

“ Sec. 613A(c)(6)E).
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is allowed for the taxable year that begins during the calendar year in which the property so
qualifies.

The allowance for percentage depletion on production from marginal oil and gas
properties is subject to the 1,000-barrel-per-day limitation discussed above. Unless a taxpayer
elects otherwise, marginal production is given priority over other production for purposes of
utilization of that limitation.

G. Deduction for Income Attributable to Domestic Production of Oil and Gas
(sec. 199)

Section 199 of the Code provides a deduction from taxable income (or, in the case of an
individual, adjusted gross income) that is equal to a portion of the lesser of a taxpayer’s taxable
income or its qualified production activities income.”® In general, for taxable years beginning
after 2009, the deduction is nine percent of such income. With respect to a taxpayer that has oil
related qualified production activities income for taxable years beginning after 2009, the
deduction is limited to six percent of the least of its oil related production activities income, its
qualified production activities income, or its taxable income.*

A taxpayer’s deduction under section 199 for a taxable year may not exceed 50 percent of
the wages properly allocable to domestic production gross receipts paid by the taxpayer during
the calendar year that ends in such taxable year.”’

“ Yn the case of an individual, the deduction is equal to a portion of the lesser of the taxpayer’s adjusted
gross income or its qualified production activities income, For this purposes, adjusted gross income is determined
after application of sections 86, 135, 137, 219, 221, 222, and 469, and without regard to the section 199 deduction.

“ «0il related qualified production activities income” means the quatified production activities income
attributable to the production, refining, processing, transportation, or distribution of oil, gas or any primary product
thereof (as defined in section 927(a)(2)(C) prior to its repeal). Treas. Reg. sec. 1.927(a)-1T(gX2)(i) defines the term
“primary product from oil” to mean crude oil and all products derived from the destructive distillation of crude oil,
including volatile products, light oils such as motor fuel and kerosene, distillates such as naphtha, lubricating oils,
greases and waxes, and residues such as fuel oil. Additionally, a product or commodity derived from shale oil which
would be a primary product from oil if derived from crude oil is considered a primary product from oil. Treas. Reg.
sec. 1.927(a)-1T{(g)X2)(i1) defines the term “primary product from gas” as all gas and associated hydrocarbon
components from gas wells or oil wells, whether recovered at the lease or upon further processing, including natural
gas, condensates, liquefied petroleum gases such as ethane, propane, and butane, and liquid products such as natural
gasoline. Treas. Reg. sec. 1.927(a)-1T(g)(2)(iii) provides that these primary products and processes are not intended
to represent either the only primary products from oil or gas or the only processes from which primary products may
be derived under existing and future technologies. Treas. Reg. sec. 1.927(a)-1T(g)(2)(iv) provides as examples of
non-primary oil and gas products petrochemicals, medicinal preducts, insecticides, and alcohols.

* For purposes of the provision, “wages” include the sum of the amounts of wages as defined in section
3401(a) and elective deferrals that the taxpayer properly reports to the Social Security Administration with respect to
the employment of employees of the taxpayer during the calendar year ending during the taxpayer’s taxable year.
Elective deferrals include elective deferrals as defined in section 402(g)(3), amounts deferred under section 457,
and, for taxable years beginning after December 31, 2003, designated Roth contributions (as defined in section
402A).

10
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Qualified production activities income

In general, “qualified production activities income” is equal to domestic production gross
receipts (defined by section 199(c)(4)), reduced by the sum of: (1) the costs of goods sold that
are allocable to such receipts; and (2) other expenses, losses, or deductions which are properly
allocable to such receipts.

Domestic production gross receipts

“Domestic production gross receipts” generally are gross receipts of a taxpayer that are
derived from: (1) any sale, exchange or other disposition, or any lease, rental or license, of
qualifying production property (“QPP*) that was manufactured, produced, grown or extracted
(“MPGE”) by the taxpayer in whole or in significant part within the United States;*® (2) any sale,
exchange or other disposition, or any lease, rental or license, of qualified film produced by the
taxpayer; (3) any sale, exchange or other disposition of electricity, natural gas, ot potable water
produced by the taxpayer in the United States; (4) construction activities performed in the United
States;*’ or (5) engineering or architectural services performed in the United States with respect
to the construction of real property in the United States.

Drilling oil or gas wells

The Treasury regulations provide that qualifying construction activities performed in the
United States include activities relating to drilling an oil or gas well.®® Under the regulations,
activities the cost of which are intangible drilling and development costs within the meaning of
Treas. Reg. sec. 1.612-4 are considered to be activities constituting construction for purposes of
determining domestic production gross receipts.”

Qualifying in-kind partnerships

In general, an owner of a pass-through entity is not treated as conducting the qualified
production activities of the pass-thru entity, and vice versa. However, the Treasury regulations
provide a special rule for “qualifying in-kind partnerships,” which are defined as partnerships
engaged solely in the extraction, refining, or processing of oil, natural gas, petrochemicals, or

% Domestic production gross receipts include gross receipts of a taxpayer derived from any sale, exchange
or other disposition of agricultural products with respect to which the taxpayer performs storage, handling or other
processing activities (other than transportation activities) within the United States, provided such products are
consumed in connection with, or incorporated into, the manufacturing, production, growth or extraction of
qualifying production property (whether or not by the taxpayer).

47 For this purpose, construction activities include activities that are directly related to the erection or
substantial renovation of residential and commercial buildings and infrastructure. Substantial renovation would
include structural improvements, but not mere cosmetic changes, such as painting, that is not performed in
connection with activities that otherwise constitute substantial renovation.

* Treas. Reg. sec. 1.199-3(m)(1)(i).

* Treas, Reg. sec. 1.199-3(m)(2)(iii).
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products derived from oil, natural gas, or petrochemicals in whole or in significant part within
the United States, or the production or generation of electricity in the United States.” In the case
of a qualifying in-kind partnership, each partner is treated as having MPGE property to the exfent
such property is distributed by the partnership to that partner.”! If a partner of a qualifying in-
kind partnership derives gross receipts from the lease, rental, license, sale, exchange, or other
disposition of the property that was MPGE by the qualifying in-kind partnership, then, provided
such partner is a partner of the qualifying in-kind partnership at the time the partner disposes of
the property, the partner is treated as conducting the MPGE activities previously conducted by
the qualifying in-kind partnership with respect to that property.”

Alternative minimum tax

The deduction for domestic production activities is allowed for purposes of computing
AMTI (including adjusted current earnings). The deduction in computing AMTI is determined
by reference to the lesser of the qualified production activities income (as determined for the
regular tax) or the AMTI (in the case of an individual, adjusted gross income as determined for
the regular tax) without regard to this deduction.

H. Exception from Passive Loss Rules for Working Interests
in Oil and Gas Property
(sec. 469)

The passive loss rules limit deductions and credits from passive trade or business
activities.” A passive activity for this purpose is a trade or business activity in which the
taxpayer owns an interest, but in which the taxpayer does not materially participate. A taxpayer
is treated as materially participating in an activity only if the taxpayer is involved in the
operation of the activity on a basis that is regular, continuous, and substantial.>* Deductions
attributable to passive activities, to the extent they exceed income from passive activities,
generally may not be deducted against other income. Deductions and credits that are suspended
under these rules are carried forward and treated as deductions and credits from passive activities
in the next year. The suspended losses from a passive activity are allowed in full when a
taxpayer disposes of his entire interest in the passive activity to an unrelated person.

% Treas. Reg. sec. 1.199-9(i)(2).
' Treas. Reg. sec. 1.199-9()}(1).
%2 Ibid.

3 Sec. 469. These rules were enacted in 1986 to curtail tax shelters. They apply to individuals, estates and
trusts, and closely held corporations.

5% Regulations provide more detailed standards for material participation. See Treas. Reg. sec. 1.469-5 and
-5T.
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Losses from certain working interests in oil and gas property are not limited under the
passive loss rule.>® Thus, losses and credits from such interests can be used to offset other
income of the taxpayer without limitation under the passive loss rule. Specifically, a passive
activity does not include a working interest in any oil or gas property that the taxpayer holds
directly or through an entity that does not limit the liability of the taxpayer with respect to the
interest. This rule applies without regard to whether the taxpayer materially participates in the
activity. If the taxpayer has a loss from a working interest in any oil or gas property that is
treated as not from a passive activity, then net income from the property for any succeeding
taxable year is treated as income of the taxpayer that is not from a passive activity.

In general, a working interest is an interest with respect to an oil and gas property that is
burdened with the cost of development and operation of the property. Rights to overriding
royalties, production payments, and the like, do not constitute working interests, because they are
not burdened with the responsibility to share expenses of drilling, completing, or operating oil
and gas property. Similarly, contract rights to extract or share in cil and gas, or in profits from
extraction, without liability to share in the costs of production, do not constitute working
interests. Income from such interests generally is considered to be portfolio income.

When the taxpayer’s form of ownership limits the liability of the taxpayer, the interest
possessed by such taxpayer is not a working interest for purposes of the passive loss provision.
Thus, for purposes of the passive loss rules, an interest owned by a limited partnership is not
treated as a working interest with regard to any limited partner, and an interest owned by an S
corporation is not treated as a working interest with regard to any shareholder. The same result
follows with respect to any form of ownership that is substantially equivalent in its effect on
liability to a limited partnership interest or interest in an S corporation, even if different in form.

When an interest is not treated as a working interest because the taxpayer’s form of
ownership limits his liability, the general rules regarding material participation apply to
determine whether the interest is treated as a passive activity. Thus, for example, a limited
partner’s interest generally is treated as in a passive activity. In the case of a shareholder in an S
corporation, the general facts and circumstances test for material participation applies and the
working interest exception does not apply, because the form of ownership limits the taxpayer’s
liability.

A special rule applies in any case where, for a prior taxable year, net losses froma
working interest in a property were treated by the taxpayer as not from a passive activity. In such
a case, any net income realized by the taxpayer from the property (or from any substituted basis
property, e.g., property acquired in a sec. 1031 like kind exchange for such property) in a
subsequent year also is treated as active. Under this rule, for example, if a taxpayer claims losses
for a.year with regard to a working interest and then, after the property to which the interest
relates begins to generate net income, transfers the interest to an S corporation in which he is a
shareholder, or to a partnership in which he has an interest as a limited partner, his interest with
regard to the property continues to be treated as not passive.

55 Sec. 469(c)(3). See also Treas. Reg. sec. 1.469-1T(e)(4).
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II. RULES OF GENERAL APPLICATION IMPORTANT
TO THE OIL AND GAS INDUSTRY

A. Dual-Capacity Taxpayers

In general

The United States taxes its citizens and residents (including U.S. corporations) on their
worldwide income. Because the countries in which income is earned also may assert their
jurisdiction to tax the same income on the basis of source, foreign-source income earned by U.S.
persons may be subject to double taxation. To mitigate this possibility, the United States
generally provides a credit against U.S. tax liability for foreign income taxes paid or accrued.

A foreign tax credit is available only for foreign income, war profits, and excess profits
taxes, and for certain taxes imposed in lieu of such taxes. Other foreign levies generally are
treated as deductible expenses. Treasury regulations under section 901 provide detailed rules for
determining whether a foreign levy is a creditable income tax. In general, a foreign levy is
considered a creditable tax if it is substantially equivalent to an income tax under U.S. tax
principles. Under the present Treasury regulations, a foreign levy is considered a tax ifitisa
compulsory payment under the authority of a foreign country to levy taxes and is not
compensation for a specific economic benefit provided by a foreign country.”’

Dual-capacity taxpayers

A taxpayer that is subject to a foreign levy and also receives a specific economic benefit
from the foreign country is considered a “dual-capacity taxpayer.”58 A “specific economic
benefit” is broadly defined as an economic benefit that is not made available on substantially the
same terms to substantially all persons who are subject to the income tax that is generally
imposed by the foreign country, or, if there is no such generally imposed income tax, an
economic benefit that is not made available on substantially the same terms to the population of
the country in general.” ® An example of a specific economic benefit includes a concession to
extract government-owned petroleum. Other examples of economic benefits that may be
specific if not provided on substantially the same terms to the population in general, include
property; a service; a fee or other payment; a right to use, acquire or extract resources, patents, or
other property that a foreign country owns or controls (as defined within the regulations); or a
reduction or discharge of a contractual obligation.

Treasury regulations addressing payments made by dual-capacity taxpayers were
developed in response to the concern that payments which purported to be income taxes imposed

% Sec. 901.
7 Treas. Reg. sec. 1.901-2(a)(2)(3)-
% Treas. Reg. sec. 1.901-2(a)(ii).

¥ Treas. Reg. sec. 1.901-2(a)(2)(ii)(B).
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on U.S. oil companies by mineral-owning foreign governments were at least partially, in
substance, royalties or some other business expense.’ To the extent that a taxpayer meets the
definition of a dual-capacity taxpayer, the taxpayer may. not claim a forei§n tax credit for the
portion of the foreign levy that is paid for the specific economic benefit® Treasury regulations
require that a dual-capacity taxpayer, similar to other taxpayers, must establish that the foreign
levy meets the requirements of section 901 or section 903.%% However, the regulations require
that a dual-capacity taxpayer use either a facts and circumstances method or a safe harbor
method in establishing the foreign levy is an income tax.®®

Under the facts and circumstances method, a separate levy is creditable to the extent that
the taxpayer establishes, based on all the relevant facts and circumstances, the amount of the levy
that is not paid as compensation for the specific economic benefit® For purposes of applying
the facts and circumstances method, the foreign country need not have a generally imposed
income tax.

A dual-capacity taxpayer alternatively may choose to apply the safe harbor method on a
country-by-country basis to determine whether a levy is a creditable tax.* Under the safe harbor
method, if the foreign country has a generally imposed income tax, the taxpayer may credit the
portion of the levy that application of the generally imposed income tax would yield provided
that the levy otherwise constitutes an income tax or an in lieu of tax. The balance of the levy is
treated as compensation for the specific economic benefit.®® If the foreign country does not
generally impose an income tax, the portion of the payment that does not exceed the applicable
U.S. Federal tax rate, applied to net income, is treated as a creditable tax.®” In general, a foreign
tax is treated as generally imposed for this purpose even if it applies only to persons who are not
residents or nationals of that country,®

® Testimony of Treasury Secretary Schultz, Hearings on “Windfall” Excess Profits Tax before the House
Committee on Ways and Means, 93" Cong., 2d Sess. 151 (1974).

! Treas. Reg. sec. 1.901-2A(a)(1). The payment may be deductible, however, as an ordinary and
necessary business expense.

2 Treas. Reg. sec. 1.901-2A(b)(1).
® Treas. Reg. sec. 1.901-2A(c).

 Treas. Reg. sec. 1.901-2A(c)(2).

% A taxpayer may make an election to use the safe harbor method with respect to one or more foreign

states. The election applies to the year of the election and to all subsequent taxable years unless revoked. The
election is made by the common parent and applies to all members of the affiliated group. See Treas. Reg, sec.
1.902-2A(d).

% Treas. Reg. sec. 1.901-2A(d) and (¢). Detailed rules are provided for determining the amount that
imposition of the generally applicable tax to the dual-capacity taxpayer would yield, based on the taxpayer’s gross
receipts, costs and expenses, and other factors.

¢ Treas. Reg. sec. 1.901-2A(e)(5).

% See Treas. Reg. sec. 1.903-1(b)(3), Ex. 4.
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Afier the promulgation of the regulations, many dual-capacity taxpayers elected the safe
harbor method for determining what portion, if any, of the separate foreign levy they paid would
be treated as a creditable income tax. However, in 1999, the Tax Court in Exxon Corp. v.
Commissioner determined that the entire amount of the petroleum revenue tax paid by Exxon to
the U.K. government did not constitute compensation for a specific economic benefit and would
thus qualify as tax for purposes of the foreign tax credit.® The Court considered that Exxon
entered into an arm’s length licensing agreement with the U.K. government to gain access to the
North Sea oil fields prior to the enactment of the petroleum revenue tax, and determined that
Exxon’s right to explore, develop and exploit petroleum resources was dependent on the
licensing agreement and payment of license fees under that agreement and not in exchange for
payment of the tax. Subsequent to the decision in Exxon, anecdotal evidence suggests that a
significant number of dual-capacity taxpayers revoked their safe harbor elections and adopted the
facts and circumstances method to argue for tax treatment for the entire amount of the qualifying
levy.

Limitation on the use of foreign tax credits

The foreign tax credit generally is limited to a taxpayer’s U.S. tax liability on its foreign-
source taxable income (as determined under U.S. tax accounting principles). This limit is
intended to ensure that the credit serves its purpose of mitigating double taxation of foreign-
source income without offsetting U.S. tax on U.S.-source income.” The limit is computed by
multiplying a taxpayer’s total U.S. tax liability for the year by the ratio of the taxpayer’s foreign-
source taxable income for the year to the taxpayer’s total taxable income for the year. If the total
amount of foreign income taxes paid and deemed paid for the year exceeds the taxpayer’s
foreign tax credit limitation for the year, the taxpayer may carry back the excess foreign taxes to
the immediately preceding taxable year or carry forward the excess taxes forward 10 years.”!

In addition, this limitation is calculated separately for various categories of income,
generally referred to as “separate limitation categories.” The total amount of foreign taxes
attributable to income in a separate limitation category that may be claimed as credits may not
exceed the proportion of the taxpayer’s total U.S. tax liability which the taxpayer’s foreign-
source taxable income in that separate limitation category bears to the taxpayer’s worldwide
taxable income. The separate limitation rules are intended to reduce the extent to which excess
foreign taxes paid in a high-tax foreign jurisdiction can be “cross-credited” against the residual
U.S. tax on low-taxed foreign-source income.”

® Exxonv. Commissioner, 113 T.C. 338 (1999) (hereinafter "Exxon v. Commissioner"). See also Philips
Petroleum Co. v. Commissioner, 104 T.C, 256 (1995).

" Secs. 901 and 904,

! Sec. 904(c).

™ Sec, 904(d). For taxable years beginning prior to January 1, 2007, section 904(d) generally provides
eight separate limitation categories (or “baskets™) and effectively many more in situations in which various special

rules apply. The American Jobs Creation Act of 2004 reduced the number of baskets from nine to-eight for taxable
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Special rule for foreign oil and gas income

A spemal limitation applies with respect to taxes on combmed foreign oil and gas income
apphed pnor to the foreign tax credit limitation discussed above.” This limitation was adopted
prior to the issuance of the regulations providing the rules discussed above for dual-capacity
taxpayers and was intended to address the concern that payments made by oil companies to
many oil-producing nations were royalties disguised as tax payments.”* Additionally, the
limitation sought to prevent the crediting of high foreign taxes on foreign oil and gas income
against the residual U.S. tax on other types of lower-taxed foreign source income.

Under this special limitation, amounts claimed as taxes paid on combined foreign oil and
gas income are creditable in a given taxable year (if they otherwise qualify as creditable taxes)
only to the extent they do not exceed the applicable U.S. tax on that income. The applicable U.S.
tax is determined for a corporation as the product of the amount of such combined forexgn oil
and gas income for the taxable year and the highest marginal tax rate for corporatlons ® Any
excess foreign taxes may be carried back to the immediately preceding taxable year and carried
forward 10 taxable vears and credited (not deducted) to the extent that the taxpayer otherwise has
excess limitation with regard to combined foreign oil and gas income in a carryover year.
Amounts that are not limited under section 907 (relating to combined foreign oil and gas income
discussed above) are included in the general basket or passive basket (as applicable) for purposes
of applying the section 904 limitation.

years beginning after December 31, 2002, and further reduced the number of baskets to two (i.e., “general” and
“passive™) for taxable years beginning after December 31, 2006. Pub. L. No. 108-357, sec. 404 (2004).

™ Sec. 907. For taxable years beginning before January 1, 2009, the components of what is now defined as
combined foreign oil and gas income included foreign oil and gas extraction income (“FOGE!”) and foreign oil
retated income (“FORI™). Under the prior rules, FOGEI and FORI were subject to separate limitations under section
907. Pub. L. No 110-343, Sec. 402(a). Amounts claimed as taxes paid on FOGEI of a U.S. corporation qualified as
creditable taxes (if they otherwise so qualified), if they did not exceed the product of FOGE! multiplied by the
highest marginal U.S. tax rate on corporations. A separate limitation was deemed to apply to FORI which
theoretically applied in certain cases where the foreign law imposing such amount of tax is structured, or in fact
operated, so that the amount of tax imposed with respect to FORI generally was “materially greater,” over a
“reasonable period of time,” than the amount generally imposed on income that was neither FORY nor FOGEL. Joint
Committee on Taxation, General Explanation of Tax Legislation Enacted in the 110th Congress, (JCS-1-09), March
2009, at 358.

™ Joint Committee on Taxation, General Explanation of the Revenue Provisions of the Tax Equity and
Fiscal Responsibility Act of 1982, (JCS-38-82), December 31, 1982, sec. IV.A.7.a, fn 63.

7S HR. Conf. Rept. No. 103-213, at 646 (1993).

™ Sec. 907(a). For an individual, the limitation is the product of the amount of such combined foreign oil
and gas income for the taxable year and a fraction, the numerator of which is the tax against which the credit under
section 901(a) is taken and the denominator of which is the taxpayer’s entire taxable income.

7 Sec. 907(f).
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B. Last-In, First-Out Inventory Accounting Method

In general

In general, for Federal income tax purposes, taxpayers must account for inventories if the
production, purchase, or sale of merchandise is a material income-producing factor to the
taxpayer. ‘

Under the last-in, first-out (“LIFO™) method, it is assumed that the last items entered into
the inventory are the first items sold. Because the most recently acquired or produced units are
deemed to be sold first, cost of goods sold is valued at the most recent costs; the effect of cost
fluctuations is reflected in the ending inventory, which is valued at the historical costs rather than
the most recent costs.” Compared to first-in, first-out (“FIFO™), LIFO produces net income
which more closely reflects the difference between sale proceeds and current market cost of
inventory. When costs are rising, the LIFO method results in a higher measure of cost of goods
sold and, consequently, a lower measure of income when compared to the FIFO method. The
inflationary gain experienced by the business in its inventory is generally not reflected in
income, but rather, remains in ending inventory as a deferred gain until a future period in which
sales exceed ;:»urchase:s.80

Doliar-value LIFO

Under a variation of the LIFO method, known as dollar-value LIFO, inventory is
measured not in terms of number of units but rather in terms of a dollar-value relative to a base
cost. Dollar-value LIFO allows the "pooling” of dissimilar items into a single inventory
calculation. Thus, depending upon the taxpayer’s method for defining an item, LIFO can be
applied to a taxpayer's entire inventory in a single calculation even if the inventory is made up of
different physical items. For example, a single dollar-value LIFO calculation can be performed
for an inventory that includes both yards of fabric and sewing needles. This effectively permits
the deferral of inflationary gain to continue even as the inventory mix changes or certain goods
previously included in inventory are discontinued by the business.

™ Sec. 471(a) and Treas. Reg. sec. 1.471-1.

7 Thus, in periods during which a taxpayer produces or purchases more goods than the taxpayer sells (an
inventory increment), a LIFO method taxpayer generally records the inventory cost of such excess (and separately
tracks such amount as the “LIFO layer” for such period), adds it to the cost of inventory at the beginning of the
period, and carries the total inventory cost forward to the beginning inventory of the following year. Sec. 472(b).

% Accordingly, in periods during which the taxpayer sells more goods than the taxpayer produces or
purchases (and inventory decrement), a LIFO method taxpayer generally determines the cost of goods sold of the
amount of the decrement by treating such sales as occurring out of the most recent LIFO layer (or most recent LIFO
layers, if the amount of the decrement exceeds the amount of inventory in the most recent LIFO layer) in reverse
chronological order.
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Simplified rules for certain small businesses

In 1986, Congress enacted a simplified dollar-value LIFO method for certain small
businesses.”' In doing so, the Congress acknowledged that the LIFO method is generally
considered to be an advantageous method of accounting, and that the complexity and greater cost
of compliance associated with LIFO, including dollar-value LIFO, discouraged smaller taxpayers
from using LIFO.¥

To qualify for the simplified method, a taxpayer must have average annual gross receipts
of $5 million or less for the three preceding taxable years.” Under the simplified method,
taxpayers are permitted to calculate inventory values by reference to changes in published price
indexes rather than comparing actual costs to base period costs.

Special rules for qualified liquidations of LIFO inventories

In certain circumstances, reductions in inventory levels may be beyond the control of the
taxpayer. Section 473 of the Code mitigates the adverse effects in certain specified cases by
allowing a taxpayer to claim a refund of taxes paid on LIFO inventory profits resuiting from the
liquidation of LIFO inventories if the taxpayer purchases replacement inventory within a defined
replacement period. The provision generally applies when a decrease in inventory is caused by
reduced supply due to government regulation or supply interruptions due to the interruption of
foreign trade.

8 Sec. 474(a).

& Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986 (H.R. 3838, 99th
Congress: Public Law 99-514), (JCS-10-87), May 4, 1987, p. 482.

¥ Sec. 474(c).
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III. SELECTED PROPOSALS TO LIMIT OIL AND GAS TAX INCENTIVES
A. Description of the President’s Proposal for Fiscal Year 2012

The proposal repeals (1) the enhanced oil recovery credit, (2) the marginal wells credit,
(3) the expensing and 60-month amortization of IDCs, (4) the deduction for tertiary injectants,*
(5) percentage depletion for oil and gas, (6) the domestic manufacturing deduction for income
derived from the domestic production of oil and gas, (7) the exception for passive losses from
working interests in oil and gas properties, and (8) the LIFO method of accounting. With respect
to IDCs, the proposal requires that such costs be capitalized and recovered through depletion or
depreciation, as applicable.

The proposal also increases the amortization period for G&G costs of independent and
non-integrated producers from two to seven years. The seven-year amortization period would
apply even if the property is abandoned such that any remaining unrecovered basis of the
abandoned property would continue to be recovered over the remainder of the seven-year period.

Finally, the proposal modifies the dual-capacity taxpayer rules. In the case of a dual-
capacity taxpayer, the proposal allows a taxpayer to treat as a creditable tax the portion of a
foreign levy that does not exceed the foreign levy that the taxpayer would pay if it were not a
dual-capacity taxpayer. The proposal replaces the current regulatory provisions, including the
safe harbor, that apply to determine the amount of a foreign levy paid by a dual-capacity
taxpayer that qualifies as a creditable tax. The proposal also converts the special foreign tax
credit limitation rules of section 907 into a separate category within section 904 for foreign oil
and gas income. The proposal yields to United States treaty obligations to the extent that they
allow a credit for taxes paid or accrued on certain oil or gas income.

These proposal is generally effective for taxable years beginning after 2011 (amounts
paid or incurred after 2011 for G&G costs).

B. Description of the Revenue Provisions in S. 940

The revenue provisions in S. 940 repeal for major integrated oil companies (1) the
expensing and 60-month amortization of IDCs, (2) the deduction for tertiary injectants,® (3)
percentage depletion for oil and gas, and (4) the domestic manufacturing deduction for income
derived from the domestic production of oil and gas.

8 If section 193 were repealed, the treatment of tertiary injectant expenses would revert to prior law and
might include capitalization and recovery through depreciation, capitalization and recovery as consumed (e.g., as a
supply), or deduction as loss in the year of abandonment or the year production benefits ceased. Amounts expensed
as depreciation, depletion, or supplies may be subject to capitalization under section 263A. See, e.g., Treas. Reg.
sec. 1.263A-1{e)(3).

% If section 193 were repealed, the treatment of tertiary injectant expenses would revert to prior law and
might include capitalization and recovery through depreciation, capitalization and recovery as consumed (e.g., as a
supply), or deduction as loss in the year of abandonment or the year production benefits ceased. Amounts expensed
as depreciation, depletion, or supplies may be subject to capitalization under section 263A. See, e.g., Treas. Reg.
sec. 1.263A-1(e)(3).
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The proposal also modifies the dual capacity taxpayer rules. The modification proposed
in S. 940 is the same as the President’s budget proposal except that it applies only to major
integrated oil companies and does not convert the special foreign tax credit limitation rules of
section 907 into a separate category within section 904 for foreign oil and gas income.

C. Proposed Tax on Severance of Crude Oil and Natural Gas from
the Outer Continental Shelf in the Gulf of Mexico

On June 19, 2007, the Senate Committee on Finance approved as part of its mark up of
the “Energy Advancement and Investment Act of 2007,” a proposal to add an excise tax on crude
oil and natural gas produced from the outer continental shelf in the Gulf of Mexico.” Under
current law, there is no Federal severance tax on oil and gas produced on the outer Continental
Shelf (OCS). The United States leases Federal lands potentially containing oil and gas deposits
from offshore or submerged lands under the Quter Continental Shelf Lands Act of 1953, as
amended.®” Many offshore oil and gas lessees are required to pay the United States a royalty of
not less than 12.5 percent pursuant to the terms of their lease, which is sometimes paid in kind.*®
The royalty rate for most newly-issued OCS leases is 18 % percent.*

The proposal establishes an excise tax equal to 13 percent of the removal price of any
crude oil or natural gas produced from Federal submerged lands on the outer continental shelf in
the Gulf of Mexico pursuant to a lease entered into with the United States that authorizes the
production (“taxable crude oil or natural gas™) during the taxable period. The tax is to be paid by
the producer of the taxable crude oil or natural gas. For this purpose, crude oil includes
condensates and natural gasoline. Under the proposal, each calendar year is a taxable period,
The Secretary is to provide for the filing, and time for filing of the return of tax imposed under
the proposal.

The removal price is defined as the amount for which the barrel of taxable crude oil (or
dollars per thousand cubic feet in the case of natural gas) is sold by the taxpayer. In the case of
sales between related parties, and crude oil or natural gas removed from the property before it is
sold, the removal price is the constructive sales price. If the manufacture or conversion of crude
oil into refined products begins before such oil is removed from the property, such oil is treated
as removed on the day such manufacture or conversion begins, and the removal price is the

% See Joint Committee on Taxation, Description of the Chairman’s Modification to the Provisions of the
“Energy Advancement and Investment Act of 2007,” (JCX-33-07), June 18, 2007 at 34. The bill, including the
severance tax provision, was approved by the Senate Committee on Finance by a vote of 15-5 and offered as Baucus
Amendment No. 1704 to FLR. 6 (the “Energy Independence and Security Act of 2007”) of the 110 Congress.
However, the cloture vote in the Senate was not successful. The proposal can be found at section 885 of the
amendment.

¥ 43 U.8.C. secs. 1335 and 1337.
¥ 43 U.8.C. secs. 1335, 1337 and 1353(a)(1).

¥ See, MMS Gulf of Mexico Lease Terms and Royaliy Relief
<http://www.boenmre.gov/econ/PDFs/GOMLeaseTermsRR Summary pdf>
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constructive sales price. In determining the removal price of oil or natural gas from a property in
the case of any transaction, the Secretary may adjust the removal price to reflect clearly the fair
market value of oil or natural gas removed.

The proposal allows as a credit against the excise tax imposed by the proposal an amount
equal to the aggregate amount of royalties paid under Federal law with respect to the production
of taxable crude oil or natural gas produced from Federal submerged lands on the outer
continental shelf in the Gulf of Mexico. In no event may the aggregate amount of the credit
exceed the aggregate amount of tax imposed by the proposal in any calendar year.

The Secretary is authorized to prescribe such regulations and guidance as is necessary for
the withholding and quarterly deposit of the tax imposed by the proposal, as well as other
guidance as is necessary to carry out the proposal.

The proposal provides that the amount of the excise tax imposed, net of the credit for
royalty payments, is deductible as a tax under section 164 of the Code.
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Statement of Senator Tom A. Coburn, MD

Senate Committee on Finance
“Qil and Gas Tax Incentives and Rising Energy Prices”

May 12, 2011

Chairman Baucus, Vice-Chairman Hatch, I want to take this opportunity to express my concerns
regarding both the subject matter and the methods of today’s hearing entitled, “Oil and Gas Tax
Incentives and Rising Energy Prices,” in which representatives from the five major oil
companies were brought to testify in front of Congress. Unfortunately, my schedule prevented
me from attending the entire hearing.

Today millions of Americans are struggling with high energy costs, a problem sure to be
heightened as we approach the busy summer driving season. As a first response, the Senate
Finance Committee retrieved executives from the five major integrated oil and natural gas
companies. Whether it was the intention of this Committee to hear witness testimony from
executives as experts in the industry or as culprits by implication is unclear. What is clear is that
the hearing failed to address the root of the problem: Congress. It has become clear that
Congress plays a critical role in influencing the underlying factors built into energy prices.
Unfortunately, this body continues to waste time pointing fingers at American businesses while
failing to acknowledge its own role in coniributing to the high price of oil and fuel at the pump.

The fundamental laws of supply and demand commonly thought to determine the price of fuel
have been overshadowed by another factor, namely, the weak vatue of the U.S. dollar, Our
country’s national debt, which has now reached $14.3 trillion, along with historically low interest
rates and slow economic growth has weakened the value of the dollar, causing investors holding
other currencies to shift into dollar-priced commodities where their purchasing power is
enhanced.'

Years of excessive congressional spending based on the parochial priorities of carser politicians
have debased our national currency and sent a signal to the international financial community
that, as a country, we are not serious about addressing our mounting national debt.

Qil prices have risen over 20 percent since the beginning of 2011. The largest component of fuel
pricing—crude oil—rises and falls, largely in accordance (and inversely) with the value of the
dollar. i

The dollar, for its part, corresponds with the spending habits of Congress. Excessive
congressional spending has led to annual billion dollar deficits since 2001. Since 2009, Congress
has exceeded trillion dollar deficits.”" The President’s FY 2012 budget creates a $1.101 trillion
deficit. According to CBO, we will add an additional $3.4 trillion to the national debt in the next
three years (FY2011-FY2013). The cost (interest) of borrowing just this $3.4 trillion will be
$1.4 trillion over the next ten years." This means Congress borrows $0.40 cents for every dollar
it spends.
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Not surprisingly, the U.S. dollar recently hit a three-year low against a basket of six major
currencies without much hope for change as the Federal Reserve continues Quantitative Easing
policies and resists raising interest rates.” Federal Reserve Chairman Ben Bernanke’s recent
press conference signaled no change in this loose monetary policy, which only served to further
weaken the dollar’s prospects of gaining.

The failure of Congress to establish a stable economic environment by making difficult
budgeting choices has led Standard & Poor’s to downgrade its outlook for the United States’
triple-A sovereign rating from “stable” to “negative,” stating there is a one in three chance our
country could give up its current investment rating within two years after it is expected torun a
$1.5 trillion deficit this year—the third consecutive year the deficit will exceed $1 trillion.”

As The Economist recently pointed out, “Credit-rating agencies are notorious for announcing
with great fanfare what has been obvious to financial markets for months.”"' It is no surprise
investors are shifting to dollar-priced commodities while foreign currencies yield extraordinary
buying power.

The weak value of the dollar is a direct result of the incompetency of Congress—its insatiable
desire to spend taxpayer dollars without finding ways to pay. The years of excess are not
exclusive or limited to energy; rather, they span the entire federal government. The
incompetency of Congress in failing to budget within its means and according to the priorities of
Americans has led our country into the position it is in today.

Clearly our nation faces a critical crossroads that has forced Congress to re-evaluate the federal
government’s numerous financial liabilities in their entirety. Congress can directly address
rising oil prices by reducing federal spending. I supported the recommendations of the
President’s National Commission for Fiscal Responsibility and Reform, which addressed energy
tax advantages, because our priority must be to push the debate forward regarding ways to curb
Washington’s unbridled spending.

The ultimate goal of eliminating tax expenditures and other subsidies should be to transition the
allocation of capital from Washington back into markets by leveling the tax code ina
comprehensive manner without bias towards fuel choices. Doing so would return American
enterprise to a true free market and the competitive environment necessary to achieve greater
production levels and the more efficient allocation of resources.

Given the resources and broad jurisdiction of this Committee, I would suggest a more productive
approach would be to broaden this review to include a thorough and equitable analysis of all
encrgy preferences in the tax code. Rather than revealing the underlying biases and political
preferences of the Majority, this Committee should undertake an honest examination of the entire
tax code. Ifit does, it will leam that it spends (and loses) far more on renewable resources than it
does on oil and natural gas. According to the Congressional Research Service, total federal
revenue losses in 2010 associated with fossil fuels is $2.4 billion. Estimated revenue losses and
outlays associated with renewable energies totaled $13 billion, of which $6.3 billion is
attributable to tax provisions. Further, $2.1 billion goes towards energy efficiency initiatives,
$800 million towards alternative technology vehicles.”
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Our experience with federal ethanol subsidies would show it is less than prudent to subsidize
emerging technologies, because the artificial success they achieve often fall away when the
subsidies are removed.

According to the International Energy Agency (IEA), an organization known for opposing
incentives for the production and consumption of fossil fuels, “The United States offers little in
the way of fossil fuel subsidies, compared to other nations. .. The Administration should focus on
making the U.S. more competitive for corporate activities instead of targeting energy firms for
punitive tax treatment.”""

Moreover, if Congress wants to eliminate business expensing from the oil and natural gas
industry, it must do so economy-wide. The very fact that industries across our entire economy
are allowed to expense capital costs and other expenses is indicative of our outdated tax code.
When everyone gets a distortion—whether unique to a particular industry or common across
them all—corporate tax rates are clearly not achieving their intended goals. To single out one
industry is yet another example of politicians picking winners and losers—losers, in this case.
Among those of us with actual business experience, there is no appetite for needlessly crippling
the competitiveness of American companies big or small. .

If Congress is bent towards generating more revenue to address its debt rather than reducing
excessive, wasteful, and duplicating spending, it should first increase access to America’s natural
resources. The United States is the only country in the world that insists its citizens do not own
the rights to its natural resources, ultimately laying claim as a government collectively than
acting as a non-biased conduit for competitive bidding. Congress would be wise to remember
that rents, royalties, and income taxes paid by the oil and natural gas industry provide one of the
largest sources of federal revenue outside of income taxes.™

As it stands, Congress is one of the greatest barriers to further traditional and alternative energy
development. The federal government already owns 650 million acres—approximately 30
percent of the entire land area in our country or nearly one in three acres nationwide, and one out
of every two in the West. Moreover, only 8 percent of onshore federal oil and 10 percent of
onshore natural gas is currently accessible under standard leasing due to Congress and federal
agencies prohibiting American energy companies from accessing them.® At the same time, the
Congressional Research Service has pointed out that our nation holds the largest supply of
energy {combined oil, natural gas, and coal) in the world.*

Acting on the assumption that our domestic natural resources belong to the government rather
than to those seeking to access, Congress and unchecked federal agencies continue to impose
regulatory hurdles and permitting delays originating in Washington, DC, that add costs to
companies seeking to explore for and developed untapped resources.

Permit approval from the Bureau of Land Management takes 200 to 500 days. On top of this,
fees for applications of permits not only exist but have recently increased. There are currently
over 90 offshore leasing plans pending at the Bureau of Ocean Energy Management, Regulation,
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and Enforcement and (BOEMRE). Too often, companies are left with high processing costs,
delays, and uncertainties for the timely approval of their operations.

The difficulties are not limited to oil and natural gas. The U.S. House of Representatives
recently held a hearing on the topic, and USA Today reported:

"The Obama administration claims solar-energy production is one of its highest priorities, yet
only a tiny fraction of public land is even being considered for this use, and almost nothing has
actually been made available,” Republican Rep. Doug Lamborn of Colorado, chairman of the
panel's Energy and Minerals Subcommittee, said during a hearing before the full committee.

Lamborn said the Bureau of Land Management has reserved less than 1 percent of its Western
land for so-called "solar energy zones,” where projects can be approved faster.

BLM director Bob Abbey acknowledged the renewable energy potential of public lands hasn’t
been met,™

Consequently, the cost of doing business in the United States has grown exponentially due to
overregulation, and businesses across all industries are struggling just to keep up. In fact, over
the last two years, the federal government issued an average of 66 major regulations per year,
approximately 40 percent higher than the averages per year by Presidents Bush and Clinton™
Congress has completely failed in its oversight responsibilitics to ensure federal agencies are
functioning within their appropriate roles and American businesses, energy companies particular,
have suffered as a result. )

To make matters worse, our nation is significantly leveraged as we are importing approximately
50 percent of our nation’s crude oil consumption.®” Naturally, among other things, this subjects
Armerican consumers to the volatility that can occur in foreign countries. For example, after the
initial conflict in Libya earlier this year—the source of only 2 percent of global supply™—the
price of crude rose by $12 dollars overnight and continued to rise to $15." To counter U.S.
exposure to the volatility of global market disruptions or political instability overseas suppliers,
the U.S. government must increase access to our extensive domestic natural resources to send
appropriate price signals internationally.

1 would also offer a counter to the notion that oil and natural gas companies are not paying their
fair share in taxes. Recent media reports have exposed some of America’s largest corporations
for escaping the current 35 percent corporate tax rate, so it is understandable that some would
question whether oil and gas companies are paying their fair share. In reality, energy companies
are paying more, relative to other industries, and in fact face prohibitive effective tax rates.
However, any assumption that profitability merits increased taxation or restrictions on growth
starkly contradicts the foundation of our free market economy.

According to data compiled by Compustat North America, the oil and gas industry maintains a
41 percent effective tax rate compared to 26.5 percent for other S&P companies in 2010.
Additionally, oil companies pay rents, royalties, and lease payments totaling more than $100
billion annually.™"



90

Integrated oil companies are large, complex businesses that operate large-scale, capital-intensive
projects. Naturally, the cash flows circulating through these companies’ balance sheets are
astronomical. There are three points to remember though: (1) these numbers are not nef profits,
(2) company executives are not the sole beneficiaries of the net profits, and (3) revenues do not
come at the expense of consumers—companies maintain relatively high revenues in times of
high and low oil prices.

To assume, for example, that “Big Qil CEOs™ keep the lion’s share of earnings is wildly false.
Nearly 70 percent of oil and gas shares are held by institutional investors—holders of mutual
fund shares or participants in pension funds or other retirement accounts.™" According to a
2007 SONECON, LLC stidy—an economic advisory firm—shareholders of oil companies are
broken down as follows: Mutual Funds (29.5 percent), Pension Funds (27 percent), Individual
Investors (23 percent), IRAs (14 percent), Other Institutions (5 percent), and Corporate
Executives (1.5 percent).”™

Finally, re-investments into new projects and technology often nearly match revenues. Eighty-
five (85) percent of revenue that would be raised by repealing provisions examined by this
Committee would be reinvested into capital-intensive domestic oil and gas projects. Frankly,
given Congress’ historic failure to prioritize its own spending in an efficient and effective
fashion, it lacks credibility on the issue.

Considering the aforementioned components of this debate, Congress should begin its efforts to
address our entire outdated tax code, which is complex, layered and riddled with inefficiencies
and inequalities that suppress or misdirect capital formation and hamstring businesses and
individuals from growing our economy. Indeed, over 15,000 changes in layers have been made
since the Tax Reform Act of 1986 attempted to simplify the tax code, as noted by this Commitiee
in an earlier discussion of the tax code. Today there are over $1 trillion in tax expenditures in
statute.

Our first priority must be to eliminate the billions of dollars in wasteful, excessive, and
unconstitutional spending initiatives. Take for instance the Volumetric Ethanol Excise Tax
Credit (VEETC)—a true oil and gas subsidy—that companies receive to blend ethanol with
gasoline despite a federal mandate that requires them to do so anyway. This tax credit costs
taxpayers approximately $6 billion annually and $24 billion since its inception in 2005, If left
intact through 2011, it is estimated to cost taxpayers $30 billion over its lifetime, which is more
than would be saved by repealing what the President has proposed over five years ($18.54
billion).

This hearing was indeed a “dog-and-pony show” over the price of gasoline—a familiar problem
and a fixable one if Congress would curb its spending appetite and remove restrictions on our
domestic natural resources. [ would further add that I was disappointed with the tactics used by
some of my colleagues at the hearing who used their positions to point fingers with elementary
accusations that play well in the media but lack standing in the policy arena. Such gestures are
not supported by substance, especially considering some Members did not allow witnesses to
fully respond before yielding to the next interrogator.
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Clearly, this hearing was simply a political stunt as an effort to take advantage of high gas prices.
This hearing—and the solutions suggested during the course of it—will not make gas prices less
expensive or this nation any less dependent on foreign sources of oil. It certainly does nothing to
increase access to more energy reserves or address the role of speculation. Not once did
Membets of the Committee make a valid connection between oil and gas tax incentives and
rising gas prices, as the hearing’s title would suggest.

As a new member of this Committee, it is my sincere hope that my colleagues will not make a
habit of making political charades of real problems and further squander the time remaining
before imminent consequences of our debt crisis materialize.
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STATEMENT OF HON. ORRIN G. HATCH, RANKING MEMBER
U.S. SENATE COMMITTEE ON FINANCE HEARING OF MAY 12, 2011
OIL AND GAS TAX INCENTIVES AND RISING ENERGY PRICES

WASHINGTON — U.S. Senator Orrin Hatch (R-Utah), Ranking Member of the Senate Finance
Committee, today delivered the following opening statement at a committee hearing
examining a variety of tax incentives and their impact on the American energy industry:

Mr. Chairman, everybody is angry about high gas prices. 1can tell you I'm angry about it.

The press keeps telling us that we need America to come together, and put aside partisanship. Well,
nothing makes for a kumbaya moment like high gas prices. Republicans don't like paying high gas prices
any more than Democrats do. And with one voice Americans are telling us to do something about them,

Unfortunately, for some people the political philosophy of Rahm Emanuel is too hard to resist. Never let
a crisis go to waste.

And so faced with an issue of legitimate concern for the American people, politicians and their media
allies decide to exploit high gas prices for political gain.

This is a double game for those politicians. On the one hand, they are able to score some cheap political
points against politically unpopular oil companies. On the other hand, all of their sound and fury
signifies nothing.” It is designed to distract their constituents from the simple fact that the Democrats
have no energy policy.

Let me take that back. Actually, they do have an energy policy.
Are you ready for this? Their energy policy is to increase the cost of energy.
You heard that right. This is the President’s Energy Secretary Steven Chu.

Somehow we have to figure out how to boost the price of gasoline to the levels in Europe. So while the
American people ask Congress to do something about high gas prices, the response of Democrats is to
rail against oil executives, to mask the fact that their policy is actually to make the price at the pump
more painful.

And for what it is worth — for all of their talk about the shrinking middle class and income inequality —
high gas prices don’t hit Warren Buffet and Warren Beatty the hardest. They hit moms and dads who
have to live far from where they work and drive minivans and SUVs because they have children.

When Al Gore has to pay a little more to gas up the private jet to fly to Cannes, he doesn’t feel the pain.

But when my constituents in Utah see gas go above $4 a galion, they have to make real choices about
whether they have to work longer hours to make ends meet and whether they can send their children to
camp this summer.

David Letterman captured this current situation brilliantly. Here’s how Mr. Letterman put it. Gas prices,
aren't they crazy?

It's so expensive that rats are carpooling in from New Jersey. I'd expect my friend from New Jersey to
change the joke and stipulate that the rats arrive from the opposite direction. Of course, my friend from
New York might take exception to that.
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Now, we don’t have as many rats in my home state of Utah, But, like folks in New Jersey and New York,
Utahns are plenty angry about high gas prices. They are bearing the brunt of gas prices near $4 per
gallon. This is very discouraging because we are still recovering from one of the worst recessions our
country has ever faced, and all that these increased gas prices do is put the brakes on an already fragile
recovery.

| hear from small businesses that are trying to make a profit and possibly hire more workers, but now
have to make room for added energy expenses. | hear from families who are trying to work out how
these gas prices will fit in their budgets. And | hear from those who are still looking for employment.

What the people of Utah and this country need is a forward-thinking energy policy that will address
rising gas prices that are a lead weight around the neck of the economy.

I am not here to defend any particular industry. After all, | am one of the leading proponents of
promoting alternative fuels.

But let’s not make any mistake about what we are talking about here. Let’s not gloss over the plan that
is being offered here. The plan that is being offered here is to raise taxes. Americans are rightly upset
about the cost of gasoline.

And the solution being offered here? Let’s raise some taxes. Lawyers would call this a non
sequitur. Everyday Americans would call it beside the point.

Raising taxes to address high energy prices is about as relevant as a person walking into a doctor’s office
complaining of chest pain, and having the doctor respond by offering to reupholster the patient’s couch.

Families and businesses are being hit by high gas prices. This demands an energy policy. But all this
hearing is about is providing a justification for tax increases.

1 wish { could say | was surprised.

No matter what the question is, it seems that for the President and some of my colieagues, the answer
is always raise taxes.

Government spends too much? Raise some taxes,
Health care too expensive? Raise some taxes.
Gas prices too expensive? 've got it . .. Let’s raise some taxes!

{ would be doing a grave disservice to my constituents if | was to ignore the consequences of these tax
increases.

Some of us are trying to create American jobs, increase energy supply, and reduce dependence on
foreign oil, at a time when we are still recovering from a historic economic collapse.

The proposals that will be discussed today are completely divorced from those pressing needs. The
reasoning put forth for repealing these tax provisions — rising gas prices and reporting high first quarter
profits — would set a bad precedent for future tax increases.

Are we to increase taxes any time a company sees an increase in quarterly profits due to high demand of
a commodity? What if Wal-Mart’s profits increased due to a spike in global demand for cotton?

What if an increase in demand for coffee results in Starbucks reporting record profits? What if the
Hollywood studios hit a few home runs with some new films and record profits result? Well, 'm not
going to hold my breath waiting for Democrats to haul George Clooney up here to justify his salary.
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1 do not believe we really want to go down the dangerous road of deterring American businesses from
becoming too profitable.

This hearing should not be used to score cheap political points, but I'm afraid, with all due respect, Mr.
Chairman, that is what we will see today. 1 have a chart depicting what | expect this hearing to turn
into.

it is perfectly appropriate to examine the purpose, intent, design, and effectiveness of certain tax
incentives that promote the domestic production of oil and gas. Let’s have that debate. In 2004,
Congress passed the American Jobs Creation Act. The centerpiece of that legislation was the Domestic
Manufacturing Deduction. This particular provision was designed to strengthen the domestic
manufacturing sector. Itis a deduction for manufacturing everything from coffee to appliances to the
domestic production of oil and gas. The amount of the deduction is specifically tied to wages paid to
American workers.

The intent was not to incentivize manufacturing and production, but to manufacture and produce within
the United States rather than overseas. Congress passed this provision with the expectation that it
would promote economic growth and job creation here in the United States. it is important to note that
this provision is not just tied to the oil and gas industry, but applies to income derived from all
manufacturing within the United States.

Maybe we should have a meaningful conversation about whether this provision is good tax
policy. Given that it impacts industries far outside the scope of the oil and gas industry, itisa
conversation more properly suited to a debate over tax reform.

But 1 am not going to hold my breath waiting for this adult discussion of tax policy. Instead, | expect
some good political theatre. The liberal mouthpieces over at MSNBC certainly had the talking points
yesterday afternoon, and are ready to make some political hay at the expense of our witnesses today.

Many will point to a comment made by a former CEO that oil and gas companies do not need these tax
provisions. That CEO might be right.

Oil and gas companies would probably drill with or without these tax incentives. But let’s be clear. They
would be less likely to do so in the United States. We have to ask whether we want to help increase the
market share for U.S. corporations in the global oil and gas marketplace, or do we want to decrease that
market share and put ourselves at the mercy of foreign importers?

I am not going to wait for the MSNBC lineup to put on their hardhats, stand on an oil rig, and do a
promaotional ad asking this tough question about the potential loss of blue collar American jobs.

We have a great number of resources that could be used to promote energy security within the United
States. | applauded President Obama'’s recent pledge to reduce foreign oil imports by a third by

2020. However, | was taken aback when he told Brazil that we want to be their best customers if they
increased their oil production.

So it is OK for other countries to produce the energy that will drive our economy, but it is wrong to
produce it here at home?

To be honest, | do not know what the President and his administration’s agenda is for energy
security. And { don’t expect to get any clarity on that point today. i think that is the point.

The American people are upset at high gas prices and are demanding energy solutions. The President
has no solution. In fact, his policies would do precisely the opposite of what our constituents are asking
for. They would increase the cost of domestic production and harm our economy.

So faced with the uncomfortable fact that the buck stops at the Oval Office, and that the President’s
only solution to high energy prices is to double down on them, liberals hope to distract the American
people from their failure to develop a coherent energy strategy.
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I do know that we currently depend on oii for our energy needs because it is abundant and

dependable. Demand is and will remain high for the next decade. There is a reason why Florida’s
demand for petroleum-based transportation fuels is among the highest in the US. There is a reason why
states like New Jersey and Maryland consume more gas per capita than most states.

And we certainly have the resources to help meet that demand.

Just recently, geologists have discovered in the western part of North Dakota and parts of Montana a
twenty-five thousand square mile sea of oil that could hold the largest accumulation of oil identified in
North America since 1968. They have dubbed it the Kuwait on the Prairie. About one hundred new oil
wells are developed each month.

We also have a great deal of oil in the Rockies on public lands and off our coasts, but our President has
done everything in his power to shut down federal leases in these areas.

Look, we all know politics is thick in the air here today. ' Our dog and pony would feel very much at
home.

Many Democratic senators have admitted that it’s good politics to take on oil companies when gas
prices are high.

We all know everyone is angry about high pump prices. We don’t need to hold a hearing on that. But, if
we want to do something about it, three questions come to mind. I'll pursue these questions with the
witnesses.

First question: will the policies proposed by the President and the Democratic Leadership cause pump
prices to drop?

Second question: if pump prices do not drop, then what will the policies proposed by the President and
the Democratic¢ Leadership do? One possibility might be that these policies will cause the U.S. to
become more dependent on imported oil.

Third question: with respect to tax incentives available for all U.S. manufacturers, is it wise to single out
one industry and treat it differently? Il put a finer point on the question. Is it wise to conduct business
tax reform on a selective and punitive basis?

Let’s send the pony back to the stable.
Let’s send the dog back to the kennel.

Let’s get back to reforming the tax code to support economic growth. So far in this Congress, we have
been making progress on making the tax code more efficient, simpler, and fairer.

| hope the Chairman will continue these efforts.
Hit#
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SUBMITTED BY SENATOR HATCH

May 11, 2011

L. Wright Allen to fill a vacancy on the
Federal District Court for the Eastern
District of Virginia. This is the fifth
judicial nomination the Senate has
considered since returning from the
Easter recess. I hope this is a sign of
progress. Another 11 judicial nomina-
tions are pending on the Senate’s Exec-
utive Calendar, and with judicial va-
cancies around the country remaining
above 90, we still have a long way to go
to address the needs of the Federal ju-
diciary.

Arenda Wright Allen’s nomination
has the strong support of both of her
home State Senators, Senator WEBB
and Senator WARNER. When she is con-
firmed, Ms. Wright Allen will become
the first African-American woman %0
serve as a district court judge in Vir-
ginfa. Her nomination was reported
unanimously by the Judiclary Com-
mittee over a month ago, along with
that of another Virginia nominee, Mi-
chael Francis Urbanski, who has been
nominated to the Western District of
Virginia,

In her 25-year legal ocareer, Ms.
Wright Allen has served as a Federal
defense attorney, a Federal prosecutor,
and & military attorney. She is cur-
rently a supervisory assistant Federal
public defender in the Eastern District
of Virginia having previously served as
an assistant U.S. attorney and in the
U.8. Navy's Judge Advocate General’s
Corps. It is vital to have men and
women serve as judges who have been
prosecutors and defense attorneys.
This nominee has been both, and I am
sure her experience will serve her well
when she is confirmed.

Recently, Republican Senators have
tried to twist gualified nominees’ liti-
gation experience against them. Their
partisan attacks are not consistent.
Republicans oppose some nominees by
saying that they do not have suificient
litigation experience. When a nominee
has extensive experience and is a suc-
cessful trial lawyer, they reverse them-
selves and complain that the nominee
has too much experience and will be bi-
ased by it. They opposed Judge McCon-
nell of Rhode Island on this supposed
ground. They opposed Judge Chen of
California despite his 10 years as a fair
and impartial Federal magistrate
judge. I hope they will not now oppose
Ms. Wright Allen because she served as
a Federal public defendsr. All of these
nominees have assured us that they un-
derstand the difference between being
an advocate for a client and serving as
4 judge. I have no doubt that they do.

With continued cooperation from
both sides of the aisle, the Senate
should also consider the other 11 judi-
cial nominees ready for final Senate
action. We should certainly proceed
with the judicial nominees for whom
there is no opposition and no reason for
delay. That would allow us to confirm
another seven nominees. They have all
been thoroughly reviewed by the mem-
bers of the Judiciary Committee and
have all been recommended to the Sen-
ate unanimously. They are dJudge
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Urbanski; Clair C. Cecchi to fill a va-
cancy in New Jersey; Esther Salas to
fill another vacancy in New Jersey:
Paul Oetken and Paul Engelmayer to
fill vacancies in the Southern District
of New York; Ramona Manglona to fill
a vacancy in the Marianas Islands; and
Bernics Donald of Tennessee, to fill a
vacancy on the Sixth Circuit.

1 algo hope that we can soon consider
two of the nominees currently awaiting
a Senate vote who have twice been con-
sidered by the Judiciary Committee
and have twice been reported with
strong bipartisan suppors, first last
year and again in February. They are
Susan Carney of Connecticut to fill a
judicial emergency vacancy on Second
Circuit and Michael Simon to fill a ju-
dicial emergency vacancy on the Dis-
trict Court in Oregon. We should also
consider the nomination of Goodwin
Liu to fill a judicial emergency va-
cancy on the Ninth Circuit, a nomina-
tion we have reported favorably three
times, and the nomination of Caitlin
Halligan to fill a judicial vacancy on
the DC Circuit, which we reported fa-
vorably over 2 months ago.

All these nominees have a strong
commitment to the rule of law and a
demonstrated faithfulness to the Con-
stitution. They should have an up-or-
down vote after being considered by
the Judiciary Committes and without
additional weeks and months of need-
less delay.

Federal judicial vacancies around the
country still number too many, and
they have persisted for too long.
Whereas the Democratic majority in
the Senate reduced vacancies from 110
to 60 in President Bush's first 2 years,
judicial vacancies still number 81 over
27 months into President Obama's
term. By now, judicial vacancies
should have been cut in half, but we
have barely kept up with attrition. If
we join together to consider all of the
judicial nominations now on the Sen-
ate’s Executive Calendar, we would be
able to reduce vacancies to 80 for the
first time since July 2008,

Regrettably, the Senate has not re-
duced vacancies as dramatically as we
did during the Bush administration. In
fact, the Senate has reversed course
during the Obama administration, with
the slow pace of confirmations keeping
judicial vacancies at crisis levels. Over
the 8 years of the Bush administration,
from 2001 to 2009, we reduced judicial
vacancies from 110 to a low of 34. That
has now been reversed, with vacancies
staying above 90 since August 2008, The
vacancy rate—which we reduced from
10 percent at the end of President Clin-
ton’s term to 6 percent by this date in
President Bush’s third year and ulti-
mately to less than 4 percent in 2008—
is now back to more than 10 percent.

We have a long way to go to do as
well as we did during President Bush’s
first term, when we confirmed 205 of
his judicial nominations. We confirmed
100 of those judicial nominations dur-
ing the 17 months I was chairman dur-
ing President Bush’'s first 2 years in of-
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fice. So far, well into President
Obama's third year in office, the Sen-
ate has only been allowed to consider
82 of President Obama’s Federal circuit
and district court nominees, well short
of 205.

The last 2 weeks are a sign that the
Senate can consider these nominations,
We must work together to ensure that
the Federal judiciary has the judges it
needs to provide justice to Americans
in courts throughout the country. Ju-
dicial vacancies throughout the coun-
try hinder the Federal judiciary’s abil-
ity to fulfill its constitutional role.
That is why Chief Justice Roberts, At-
torney General Holder, and the Presi-
dent of the United States have spoken
out and urged the Senate to act.

1 congratulate Ms. Wright Allen and
her family on her confirmation today.

The Senator from Alaska is recog-

nized.

Mr. BEGICH. Mr. President, I ask
unanimous consent to speak as in
morning business and that the time be
counted against the Democratie side.

The PRESIDING OFFICER. Without
objection, it is so ordered.

ENERGY SECURITY

Mr. BEGICH. Mr. President, I say to
my friend from Oklahoma, absolutely,
Iam aware of the quantity and value of
Alaska oil and gas today. I rise to dis-
cuss this issue, as well as a few others
related to the issues of oil and gas.

I rise to discuss an issue foremost on
the minds of my constituents and a
concern to all Americans: the rising
cost of energy. I wish to outline the
proposals aimed at providing short-
term relief for high prices at the pump
and to ensure America’s long-term en-
ergy security. These are the issues
‘which have been discussed many times
in this Chamber. The time for talk has
passed. The time to act is now. High
energy prices foday already are pinch-
ing the pocketbooks of families and
crippling our small businesses across
my State and across this ¢ountry.

When I was home over the recess, I
visited the roaded areas of Alaska.
These are communities connected by
our highway road system, from Kenai
Peninsula to Fairbanks, where gas
prices are well over $4 a gallon. As one
can see on the poster next to me, they
range from $4.15 to $4.45 a gallon. These
prices might look good to some of my
colleagues who saw gas prices over $5 a
gallon in their States, but off the road
system in Alaska prices are much high-
er. The fact is prices for gasoline and
home heating oil never came down in
rural Alaska. They have been well over
$5 a gallon for years. Some places, such
as Anaktuvuk Pass are nearly $10 a
gallon.

I started a discussion with Alaskans
on Facebook to just see how these high
prices are affecting their budgets.

Some families are already facing
tough choices to make their budgets
balance. For families commuting into
Anchorage from the Mat-Su Valley
every day, they are forced to pay more
than $100 a week to fuel up. That is
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more than a pockethook pinch, it is a
punch.

Even worse, families know the price
isn’t coming down anytime soon. Even
though speculation ranges all over the
place, prices are expected to rise still
another 30 to 40 cents by July.

Mr. President, families know the
price of fuel is not coming down any-
time soon. As I mentioned, it is con-
tinuing to rise. It is not just affecting
families but businesses. They feel the
sticker shock also at the pump, We are
seeing businesses through rising food
and delivery prices making up the dif-
ference. These families and businesses
expeet us to act now. No more excuses.

Energy is one place where we should
be able to find bipartisan common
ground. I have been calling for a com-
prehensive energy bill from day one in
the Senate, Qur lack of progress is
frustrating. We were real close last
spring, but now here we are again.

We need to provide Americans with
reliable and affordable energy in three
ways: short-term relief for consumers,
new renewable energy sources for reli~
able elactricity prices and keep strong
investment in alternative transpor-
tation ms, and increa 1
oil and gas production so we are not de-
pendent on unfriendiy foreign sources.

First, the short term, which I call
the pocketbeok relief. We must help
families keep their budgets balanced
and help ensure that increasing con-
sumer confidence doesn’t falter. To do
that, I have introduced the Family Ac-
count to Save on Transportation—or
the FAST Act—to help families get
through high gas prices over the next 2

years.
This bill will allow us to set up
pretax transportation savings ac-

counts—just like medical savings ac-
counts—to help offset the pain of high
gas prices on the family pocketbook.
The bill would sunset in 2 years, so it
would have no long-term burden on the
Federal budget,

Second, we have to bring online al-
ternative power sources to buffer power
companies from price shocks of rising
oil and gas prices. No matter where
you are in Alaska, you don’t have to go
far to find alternative energy sources—
wind, tidal, geothermal, and hydro.
Even in these tough budget times, this
is a good investment to strengthen our
economy far into the future.

The same is true for alternative
transportation systems and fuels. We
must fully support efforts to develop
electric, hybrid, and highly efficient
vehicles. At the same time we must
recognize most working families can-
not afford to purchase a new vehicle.
So we need to find other ways to re-
duce their transportation costs, such
as greater investment in city-to-city
commuter services,

The recent investment in high-speed
rail is positive but is not reaching most
of the country, and will not. Even in
Alaska we have the potential for com~
muter rail. It is critical to move com-
muters from city to city and cut the
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$100-a-week gas prices folks from Mat-
Su pay as they drive into Anchorage
for employmens.

Solving our energy security chal-
lenge cannot just focus on reducing
consumption. Yes, it is important. But
we must cut the use of fossil fuels in
all sectors—as identified through con-
sumption, especially transportation—
but we also need to increase our domes-
tic production.

Every new oil and gas development
buys our country more energy and na-
tlonal security while alse creating
American jobs. Unfortunately, we are
going in the wrong direction. Thirty
years ago, 28 percent of our oil was tm-
ported; today it is 80 percent.

While our largest share of oil imports
comes from Canada, too much is com-
ing from unstable countries or those
openly hostile to the United States.
Not only will we become increasingly
d t on these co for our
oil, we are exporting over $1 billion a
day. Let.me repeat that: We export $1
billion a day.

In my home State of Alaska we have
vast potential to increase America’s
energy security. The fact is, developing
Alaska’s 0il and gas resources buys our
country decades of energy security by
offsetting foreign imports from un-
friendly countries.

Consider a few examples which I have
reflected on the board next to me.

Developing offshore resources in the
Chukehi and the Beaufort Sea will
produce 1.8 million barrels of oil & day.
This is easily enough to offset oil im-
ports from Saudi Arabia, We could even
cover Irag tooc. Developing the oil be-
neath the Arctic National Wildlife Ref-
uge, ANWR, could offset imports from
Nigeria. Developing the CD-5 project in
the National Petroleum Reserve-Alas-
ka—the National Petroleum Reserve-
Alaska, set up for petroleum products
and production—and BP's Liberty
project could replace daily imports
from Libya.

This dees not even include the tre-
mendous onshore and offshore natural
gas resources we have in Alaska. One-
third of the country’s supply is in Alas-
ka. S0 why aren’t we developing these
enormous resources in my State? Two
words; politics, bureauncrats.

Mr. President, sarlier this year Prosi-
dent Obama went to Brazil where he
declared that America wants to be a
oustomer for Brazilian oil and natural
gas. I have to say, we don’t need to go
to Brazil to do that. We can do it right
here in Alaska, with our people, our re-
sources and our opportunities. I re-
minded the President of that, and I will
remind him on a regular basis. To his
credit, I will say later in the month he
did mention Alaska. In his call for en-
ergy and domestic energy independ-
ence, he mentioned Alaska.

Unfortunately, the bureaucrats in his
administration are not listening. They
are tossing up barriers to additional
Alaskan oil and gas production every
chance they get. Sadly, some of my
colleagues in this body are not much
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better. Instead of addressing the prob-
lem with specific solutions, they are
going for headlines by dragging energy
company executives before committees
or proposing the roliback of incentives
for increased domestic energy produc-
tion, some of which have been on the
bocks for decades.

Let’s stop the headline grabbing and
get serious about energy security. I
have three ideas: First, better coordi-
nate the Federal offshore permitting
process. I introduced legislation before
our recess to create the Arctic OCS Co-
ordinator, modeled after legislation
the late Senator Ted Stevens passed os-
tablishing a Federal gas pipeline coor-
dinator. My bill addresses the problem
too many projects are caught up in.

The PRESIDING OFFICER. The Sen-
ator’s time has expired,

Mr. BBGICH. I ask unanimous con-
sent for an additional 8 minutes.

The PRESIDING OFFICER. Withous
objection, it is so ordered.

Mr. BEGICH. Too many projects are
caught up in what I call the “regu-
latory whack-a-mole.” You think you
have smacked down one regulatory
hurdle and another one pops up. My
bill would give authority to work
across the agencies causing companies
so much heartburn today—the EPA,
the Army Corps of Engineers, and the
Department of the Interior, just te
name a few.

Second, let’s align the clean air
standards for offshore drilling permits
among the affected Federal agencies.
We must have a lsvel playing field
whether you are in Alaska or the Gulf
of Mexico or the Bastern United
States.

As my colleague from Loulsiana
knows—who is here joining me on the
floor—Louigiana has one rule, and
Alaska bas another rule for the same
issue.

Third, let's invest in American trans-
portation and safety inirastructure to
develop oil and gas resocurces in fron-
tier areas. The fact is, we need a far
greater Coast Guard presence in the
Arctic for oilspill prevention and re-
sponse.

We also need to invest in our pipeline
infrastructure, including the Alaskan
Natural Gasocline, to move oil and gas
resources from the Arctic to other U8,
regions.

There is a lot of talk right now about
ending tax ipcentives for the oil and
gas industry. With the high profits
right now, these companies are easy
targets. But one thing every Alaskan
knows—just because you have an easy
target doesn’t mean it is the right
thing to shoot. It would not decrease
gas prices at the pump for our families
and our small businesses, It will dis-
courage companies, especially the inde-
pendents, from domestic investment
and job creation.

As someone who represents a State
with the highest energy prices in the
country, and some of the best renew-
able and traditional energy resources, I
am ready t0 join my colleagues on both
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sides of the aisle to address America’s
energy needs now. We need to set a
hard target. That is why I am asking
my colleagues to get serious about a
real energy plan and give Americans
freedom from high gas prices by the
Fourth of July.

Let’s work together, roll up our
sleeves and pass a real comprehensive
energy plan our families and our small
businesses can get behind, Let's finally
invest in our energy future and put the
reforms in place for our long-term en-
ergy security.

Mr. President, 1 recognizée my col-
league from Louisiana—another great
State for oil and gas development—is
on the floor with me, and I yield the
floor at this time.

The PRESIDING OFFICER. The Sen-
ator from Louisiana.

Ms. LANDRIEU. Mr., President, I
thank my colleague from Alaska for
asking me to join him in a general
presentation and petential colloquy be-
tween the two of us about the impor-
tance of continuing our support for oil
and gas production in the United
States by the large international com-
panies that have operated in our coun-
try and around the world now for many
years, as well as by the hundreds, if not
thousands, of independents that oper-
ate doing the same,

There is going to be a bill that will
be debated in the Senate Finance Com-
mittee tomorrow. It iz 8. 940, sponsored
by the Senator from New Jersey, our
colieague, Senator MENENDEZ. I want
t0 go on record in strongly cpposing if,
and I will give some reasons why, and
1 urge my colleagues, when this bill
comes up—which I understand it will
come directly to the floor of the Senate
without being heard, as is tradition, in
the committee—to vote it down.

I doubt the bill, in its current form—
or in any form that it could be modi-
fied-—can get the 60 votes necessary for
passage, but I would like to add my
strong voice in urging my colleagues to
read this bill, to look at it and under-
stand the inherent unfairness in it, the
lack of significant deficit reduction,
and the fact that it will not—although
it is being touted to do so—reduce gas-
oline prices by one penny.

Mr. President, I want to start with
some facts that people might find very
interesting, or hard to believe, based
on the political rhetoric they have
been hearing from the sponscrs of this
bill and others in the Senate. The story
line goes something like this: Big oil
makes huge profits at the expense of
everyone. They pay virtnally nothing
in taxes, and we subsidize them. Why
are we doing this? Why don’t we stop?

T think it would be good to get a few
things clarified for the record. It may
be surprising to American taxpayers to
know that of the $16.6 billion spent on
U.8. energy subsidies over the course of
1 year, oil and gas subsidies account for
less than 18 percent. I want to say that
again. Of the $16.6 billion spent on U.S.
energy subsidies over the gourse of 1
vear, fuels such as renewables, refined
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coal, nuclear, solar, hydro, et cetera,
account for 85 percent. Oil and gas is
less than 15 percent—actually, 13 per-
cent.

Now, you would think because of this
bili, 8. 946, that big oil and gas compa~
nies are getting all the subsidies, mak-
ing all the profits, paying no taxes, and
the rest of us are suffering. Nothing
could be further from the truth.

Let me repeat: This bill, 8. 840, is
going to repeal virtually all subsidies
from one industry, and one sector of
one industry-—oil and gas companies—
‘but they only get 13 percent of all the
energy subsidies.

Why aren't we talking about the
other 85 percent? Some of th :}
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that conswume a lot, talk a lot, and
produce nothing.

California has the greatest daficit. It
consumes a tremendous amount of en-
ergy, and the imbalance is the highest.
It produces the least, consumes the
most. To California’s benefit, before
Senators FEINSTEIN and BOXER run
down here to argue this point, I want
to concede this one point: California
has been on the forefront of energy
conservation and efficiency. This chart
does not recognize them for that, but T
will concede that point, and I am going
to have some further data to explain

that. California, while it doesn't
produce a lot of energy-—it consumes a
tr d am t least Cali-

some people’s minds—create some
harm to the environment, whether it
be dams blocking up rivers so fisheries
are extinct or whether it is coal that
has its own issues. Of course nuclear
doesn’t have any problems. We must
not be paying attention to what is hap-
pening in Japan. Why are we singling
out one sector of one part of the energy
industry to repeal the subsidies when it
will, in fact, have the opposite effect of
reducing gasoline prices? Even one of
its cosponsors said publicly for us not
to be fooled, shis will not reduce gaso-
line prices. Why are we doing it? Will it
create jobs? No. It will actually hurt
job production in the United States.

According to the EIA study—which is
the U.S. Government, not a company—
published in 2008, the oil and natural
gas industry received 13 percent of the
subsidies while producing 60 percent of
the energy. Let me repeat. This indus-
try got only 13 percent of the subsidies
but produced 80 percent of the energy.
But the bill, 8. 940, is going to be de-
bated in the Finance Committee where
the industry leaders are going to be
called to talk about this gimmick, 940,
but the oil and gas industry, with their
independent counterparts, produced 60
percent of the energy.

I would like to say where exactly
that energy comes from because it
really is a bone of contention. The Sen-
ator from Alaska will appreciate this.
The sponsor of this bill represents a
State that is one of the highest deficit
energy-producing States in the Nation
because some of us do this better than
others. Louisiana produces a lot of en-
ergy. Alaska produces a lot of energy.
Texas produces a 1ot of energy.

Some States like to consume a lot
and produce nothing. That would be
like some of our States that put some
of their land in agriculture so they can
produce food—other States saying: We
don’t want to produce food, but we ex-
pect you to provide it to us—provide it
to us when we want it, how we want it,
and for the price we want it. And Tam
tired of it, and so are the people I rep-
resent.

I want to put this deficit chart up
here. We have seen a lot of deficit
charts about deficits of lnfrastructure,
real deficits of money, debt. Let me
talk to you about the deficit and the
debt owed by some States in this Union

ornia has been in the forefront of sav-

ings and efficiency because there are a
lot of States up here that don’t
produce, don't conserve, are not effi-
cient, and all they want to do is yell
about high gas prices. Why don't you
do something about it7

Florida is a perfect example. Florida
has a net deficit in Btw’s. I guess it is
3.889 billion. Florida is a great exam-
ple. I dor’t think Florida does much in
nuclear. I don't think they do much in
hydro. They have a lot of Sun; I don't
know how much solar they are doing,
They will not let anybody produce oil
and gas on or off their shores, but they
sure fill up & lot of their gas tanks
every day. They sure fire up those ho-
tels and those restaurants with that
energy. Where do they get their energy
from? If it weren’t so serious, it would
be laughable. They have a gas line that
goes from Mobile, AL, to the Florida
peninsula. We pump the gas out of Lou-
isiana, Mississippi, and Alabama, put it
in a pipeline, and ship it under the Guif
of Mexico so they can light up their
State. Would they ever think of put-
ting in an oil and gas well or building
a nuclear powerplant? If they can’t do
that, why don't they conserve their en-
ergy?

New York is another user of energy
which produces very little; Ohio, Geor-
gia, New Jersey, North Carolina,
Michigan, and Illinois. Some of these
States, such as New Jersey and Michi-
gan—think about what they lock like.
They have big factories, they have big
industries. Michigan is home to the
sutomobile industry, so they use a lot
of gas in producing things we all use,
50 we want to give them credit for
that. But still the fact remains that
Michigan uses a lob more snergy than
it produces.

Then you get down here to what I
call the gold-star States.

We get criticized so much, we are
treated like we are some sort of pariah
sometimes, but I think we do a great
job—Kentucky, Alaska, New Mexico,
Louisiana, West Virginia, and Wyo-
ming. Alaska is up here somewhere—
Alaska is right here. Kentucky, Alas-
ka, New Mexico, Louisiana, West Vir-
ginia, and Wyoming. We produce
enough energy for everybody in our
State, what we need, and we export it
to everyone else in America who needs
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it. And what do we get? We get bills
like this that go after, directly, the big
companies in our State, that work in
our State, to somehow put them in a
position to make them feel as if they
are not really good companies, they are
not American companies, they don’t
pay tax, they get all these subsidies. I
am going to read into the record what
taxes they pay. It is going to surprise
you. Then, on top of that, we get mora-
toriums, we get permatoriums. We
can't even drill for the oil we have. We
can’t even look for the oil we might
have.

When I go home, my people ask me-—
and it is a very hard thing for me to
answer, and maybe they ask Senator
BEGICE the same thing—they say: Sen-
ator, since we do so much to produce
energy for the country, why do we pay
§4 a gallon for gasoline and sometimes
we pay a little bit more than every-
bhody else? They don't produce any-
thing, Senator. Why do we pay so
much?

Can the Senator tell me what he an-
swers his people because I don’t know
what to tell them other than this place
is a little screwed up. Until I get an an-
swer for that, and I will ask the Sen-
ator--go ahead, what do you tell them?

Mr. BEGICH. That is a hard one to
answer because they see the oil flow-
ing. As I mentioned, we have $i0-a-gal-
lon gas in some of our communities—
$10 a gallon. So it is hard to explain
that, yes, we are the big producer, but
the rest of the country then picks on
us,
I am just listening, and it is unbe-
lievable, the green slice you have
there.

Ms. LANDRIEU. I say to the Senator,
because he raises an excellent point,
President Obama is not the first Presi-
dent to go overseas and ask them to
produce more oil to send it to us. This
goes on—President Clinton did it.
President Bush did it. We beg Saudi
Arabia to produce more ensrgy. We ask
OPEC to please don’t tighten it so
much so our prices—why don't you go
t0 the lecal OPEC or the local pro-
ducers, which are Kentucky, Alaska,
New Mexico, West Virginia, Louisiana,
and Wyoming? Why don’t you help us
produce more, because we can do it,
But we get shut down by bureaucracy,
moratorinms, permatoriums, rules,
regulations, EPA, refuges. We can't
even get free to produce the energy
that we can produce for this country.
Then you have all these middie States
that do a fairly good job on balance.

But I tell you, if we passed a law here
that sald every State in America had
to produce the energy it needed, we
would have an energy policy all right,
Senator BEcicH knows. I don't know
what it would be, but it would be an in-
teresting rule, you know, just like in
the old days—if you wanted food, you
produced it. It would be a great law.
Every State in America, all 59, if you
consume energy, you need fo produce
something. You could produce it by
wind; you could produce it by hydro;
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you could produce it by nuclear; you
could stop driving your automobiles
and have everybody walk; you could
give everybedy a bicycle. We don't
care. Just eliminate the energy deficit.
That would be a very interesting dis-
cussion to have, and I might even file a
bill like that because this one is so ri-
diculous, people might actually read
the cne I would file.

Let me give a couple of other stats,
and then I know I am exceeding my
time, I want to ask for 2 more minutes.
I want to put to rest this issue that the
big oll companies don’t pay any taxes.

This is from Forbes magazine, so
take it as it is, It is slanted toward in-
dustry, I give you that. It is not left of
center, it is right of center, sometimes
very right, but I think you can check
these figures with anybody else. I am
assuming they are accurate. This is for
the top 20 most profitable U.S. corpora-
tions in 2010.

ExxonMobil's net income was $30 bil-
Hon. Their tax rate was not 10 percent,
not 15 percent, not 25 percent, not 35
percent—a 45-percent tax rate. Their
estimated worldwide tax bill was §90
billion. Of $10 billion in total taxes paid
in the United States, $3 billion was in-
come tax. Let’s go on, ConocoPhiilips’
tax rate was 42 percent; pre-income
tax, $19.8 billion; net, $11.4; tax rate, 42.
Chevron was 40 percent.

8o let's review: Exxon, 45 percent;
Conoco, 42; and Chevron, 40. Do you
want to know what Google was? Google
is a pretty big company. They don't
produce oil and gas. They have ancther
line of business. Their tax rate was
only 21 percent.

Let's take Hewlett-Packard—not in
my State, in other parts of the coun-
try. Their headquarters is not in the
South. Their tax rate was 20 percent.
Apple Computer’s tax rate was 24 per-
cent.

People will say: It is not just the
rate; it is what you paid. But I think if
you look—Coca-Cola, very big com-
pany, their tax rate was down to 167
percent.

Does this make sense? No. 8o that is
why we need tax reform, significant
transformational tax reform, so all big
companies pay similar in taxes and we
eliminate some of these loopholes that
don't make sense. I could be for that. I
counid be for that when we are talking
about Google, Apple, GM, GE,
ExxonMobil, and Chevron. But if you
are going to ask me to stand here and
pick on one industry that pays billions
of dollars in taxes, that only gets 13
percent of the energy subsidies, that
hires—350,000 people in my State are
hired by oil and gas companies or their
contractors or affiliates, large and
small, not just the large. And when I
see what our people produce and these
States produce nothing, or virtually
nothing, and you ask me can I vote for
a bill like this? No. Not only can I not
vote for it, it is langhable.

I hope the Senator from Alaska and
I-I know we are going to be the
skunks at the garden party because, as
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Democrats, to be against this bill, it is
going o be because we just have to
coddle this industry. I don’t coddle this
industry. I am holding BP’s feet to the
fire. T want Exxon to pay the tax they
owe. I want Chevron to pay the tax
they owe. I want this President and
this administration to stop the mora-
torium and the permatorium in the
gulf. I want to get our people back to
work.

1 would much love to reduce gasoline
prices, and one way we could do it is if
cars did not have to be so dependent on
gasoline, Why don’t we give a signifi-
cant subsidy to produce different kinds
of antomobiles? I would vote for that. I
have voted for that. If you had a car
right now running on natural gas, you
would be paying the equivalent of 32 a
gallon for gasoline at the pump. That
is much better, I say to the Senator,
than $10. Why don’t we take some
money and invest in natural gas vehi-
cles or more incentive for electric vehi-
cles? If people are really serious about
breaking the back of OPEC, then start
building the kinds of autormobiles and
infrastructure in this country nec-
essary to do it and stop introducing
gimmicks such as this that might get
you a few political points in the short
run, but it is not leading us in the right
direction.

Having beat up on the Democrats, let
me say something about the Repub-
lican side.

All they want to talk about is drill,
drill, drill. We cannot drill our way out
of the situation we are in. Do I want to
drill more? Yes. Do I think there is
more than 2 percent of the world's eil
and gas in America? Yes. But you know
what? You have to look for it in order
to find it.

We are under certain provisions—the
Senator knows in Alaska, we cannot
even go look for the oil and gas we
might have. The Senator might want
to talk about thas, and I am going to
closge in a minute,

Mr. BEGICH. To the Senator from
Louisiana, let me say, when you de-
scribe the moratorium or whatever
they call it in the gulf, it Is even worse
in the Arctic, or even on, ag I men-
tioned when I had the map and I
showed the National Petroleum Re-
serve. That is not a name picked out of
the sky by the industry. That was set
aside by the gavernment to prepare our
country for more energy independence
decades ago.

We cannot even get a permit to go
across—in some places, they call it a
stream. But everyone else now calls it
a big river. It is not. It is a very small
area. But a bridge to go over to explore
for what you described--we cannot
aven get onto the land the government
set aside that would then determine if
we have oil and gas. We believe there
is, because obviously they have—it is
set aside as the National Petroleum
Regerve,

But the other piece to this—the Sen-
ator hammered away on it and I agree
with her—if we are skunks at the gar-
den, 80 be it, because it is a question of
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fairness, As the Senator described the
13 percent of the subsidies or incentives
they receive, they produce 60 percent of
the energy. But her other statistic is
sven more dramatic.

Of the remaining 87 percent of those
subsidies, they only produce 40 percent
of the energy. If this were a business,
you would eliminate that part of the
equation because it does not give a
go0d return on investment. But we are
still doing that, because thers is a lot
of politics being played.

The point on the tax issue. Like the
Senator, I think there should be an
overhaul to this tax system. But pick-
ing on one industry because it sounds
good, rates good in the polls, gets you
a couple of headlines, is not what the
American people want us to do here. If
anything, they are getting fed up with
that.

‘What they want us to do is sit down
and, as you have described so elo-
quently in the description of the coun-
try, you bet, I would love every State
to do it, produce. Then they would see
what we go through. Because we are a
collective group of States, we do our
part, but we should not be picked up
because we do more than our share, be-
cause we are trying to help out States
that are producing vehicles or pro-
ducing, you know, a lot of chemical in-
dustry, and ‘'other things, or the phar-
maceutical industry. We can go
through those lists that somehow do
not end up on these, getting rid of their
subsidies.

Your point is right on. If there is
anything we should be doing right
now—I agree with the Senator—it is
the issue of—when I open the paper and
I see administration officials, current
and past, saying the way we are going
to control our energy cost is talk to
Saudl Arabia, Is that our energy pol-
icy? Because that sure the heck is one
that, one, does not create one job here;
two, is the worst national policy from
a national security perspective; and,
three, it is foolish, as I mentioned ear-
Her, that we export $1 billion a day out
of this country to buy from countries—
and in some cases good allies. Canada
is a good example. Some of these coun-
tries are not our friends, but we are
giving them cash s0 they can then use
it against us. It does not make any
sense. You are right, this piece of legis-
lation they have put down without a
committes process on it is a gimmick;
a gimmick to get the next week of ac-
tivity, get some press out there. But
we have $o be serious.

I appreciate the Senator yielding for
me to rant a little bit. I am glad you
said the part too, the assumption is
that these companies pay 1o taxes,
that somehow they get the subsidies
and they pay nothing. You bet you
they are profitable. They are big com-
panies, They are huge companies. But
they pay taxes in the billions to the
Treasury of this government. When
you listed out all of those differential
rates, that is again why we need tax re-
form, Then I am happy to have this dis-
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cussion, but not singling out an indus-
try because it is a good political score
and good fodder for the newsprint and
everything else. T appreciate the Sen-
ator yielding me a few more minutes to
ramble there a little bit.

Ms. LANDRIEU. I thank the Senator,
1 wish to ask the Senator a final poins.
We are going to hear tomorrow speech-
es given about America is at the high-
est production levels ever. That may be
true. But it is true for a very short pe-
riod of time—maybe the next month or
two—because as you can see, thers is
going to be a precipitous fall. Why? Be-
cause of the Deepwater Horizon, the
shutdown in the Gulf of Mexico. Even
though people say we are at the high-
est production levels we ever have
been, it is going to be temporary. Then
the production levels are going to de-
cline down to the lowest level since
1997
I want people to understand, we are
not on a path to produce mere in
America. We are on a path to produce
less. And taking all subsidies away
from the five major international oil
companies is not golng to change this
line, It is going to make it continue to
go down. It is not going to reduce the
price of gasoline at the pump, rot by
one penny. It is not going to get us on
the path to a strong, sound energy pol-
ioy.

I will say in conclusion, should some
of these subsidies and tax credits be
locked at? Yes, in a comprehensive for-
mat, And I will say, 1 will be open to
the ones that are the least effective,
the least necessary, and are fairly ap-
plied across companies such as Google,
AT&T, GE, and other companies. I will
be happy to do my part. People in Lou-
isiana will do our part.

But we are not, along with Texas and
Oklahoma and Alaska, going to take it
all on our shoulders. We have had
enough. We have had high water, We
have had high wind. We now have a
high river. We have a moratorium. We
have a permitatorium, and now we
have no more subsidies.

At least they left the independents
out. I want to thank them for not put-
ting independent oil and gas companies
in this bill. But still, the big five pay a
gignificant amount of tax. They take a
smaller percentage of the overall sub-
sidy. I think we need to do this in 3
fairer way.

Iam yielding my time.

Mr. BEGICH. If T can make one last
comment, the chart that you have up
there, there is one other piece on there.
It is the Alaska oil pipeline. We are at
a little over 600,000 barrels a day going
through thers, We are losing 6 to 7 per-
cent a year in volume, and it will not
be a question——somebody will say: Well,
you will gst down to zero and then you
will stop the pipeline. No. No, When we
get down to a level of 300,000 or 400,000
barrels, then it will be guestionable if
we can even ran the line. Then you can
actually potentially shut off the whole
volume. So the chart there is impor-
tant because we have to look at the
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long term. Because if we decide today
to have a comprehensive energy plan
that includes conservation, alternative
energy, renewable energy and, yes, do-
mestic production, the Senator from
Louisiana knows, as I know, you can-
not walk down the street and say, we
are going to start drilling tomorrow
and suddenly, voila, there is fuel. It is
a T~ to 10-year process. So that chart is
& critical chart, because in order o
reach that decline, you have to start
doing something today. Unless we de-
cide the pollcy of this country, what
the energy policy of this country is, we
will pick up the phone and we will call
Baudi Arabla, Nigeria, Iragq, Iran,
Libya—that is the st, that is our pol-
icy--then so be it. I think that is the
worst policy we could have ever for
this country.

Again, thank you to the Senator
from Louisiana, Again, if we are
skunks at the garden, my view is we
will be good-smelling skunks.

1 suggest the absence of a quoram.

The PRESIDING OFFICER. The
clerk will call the roll.

The legislative clerk proceeded to
call the roll.

Mr, GRASSLEY. Mr. President, I ask
unanimous consent that the order for
the quorum call be rescinded,

The PRESIDING OFFICER. Without
objection, it is so ordered.

Mr. GRASSLEY. Mr. President,
today the Senate continues its very
rapid pace to confirm another of Presi-
dent Obama’s judicial nominees. The
Judiclary Committee’'s workload has
not slowed since this Congress con-
vened. I am pleased to report we are
ahead of the pace of the 108th Congress.
With this vote, the Senate will have
confirmed 22 nominees in just 47 days.
That is a rate of one judge almost
every other day of Senate session. We
have confirmed 32 percent of President
Cbama’s judicial nominees this Con-
gress compared to only 29 percemnt of
President Bush’s confirmed during the
same time period.

We have also reported out of com-~
mittee ancther 11 nominees. We have
reported out of committee 48 percent of
President Obama’s nominees sent to
the Senate this year. That exceeds the
38 percent of President Bush’s nomi-
nees reported out during a comparable
period.

Furthermore, we have held hearings
on 10 nominees. Some of those, I ex-
pect, will be reported out of committee
at our markup scheduled for tomorrow.
In total, we have talken positive action
on 43 of 71 judicial nominees submitted
this Congress or approximately 61 per-
cent of all nominees. I hope these facts
will put o rest, once and for all, any
complaints that we are delaying or ob-
structing judicial nominees,

There are currently 89 vacancies be-
fore the courts. Yet the President has
not sent nominees for 51 percent of
those vacancles, He has, however, sent
the Senate four nominees for seats
which are not yet vacant. This is per-
plexing te me since the current va-
cancy rate is 10 percent. I would think
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Mr. Chairman, Ranking Member Hatch, members of the Committee, good
morning. My name is Lamar McKay, and | am Chairman and President of BP
America.

| appreciate the opportunity to address the issue of energy tax incentives today.
Before doing so, | would like to provide some context on BP's operations and
investments in the U.S., both in traditional and renewable energy.

BP's Operations and Investments in America

BP has a long history in the United States energy market, with 23,000 United
States employees and operations spread across the US. We are committed to
providing the United States with the energy it needs to grow in the coming
decades, and doing so in a responsible and sustainable manner, We are not only
one of the largest oil and natural gas producers in the United States, but our
investments across the entire energy spectrum are significant: we have a broad
and diverse energy portfolio that makes us one of the nation’s largest energy
investors.

Over the five years ending in 2009 we have invested more than $37 billion in
development of US energy supply. We continue to invest in natural gas
production from the Rocky Mountain West and our existing shale gas regions.
We have significant oil production in Alaska and the Gulf of Mexico. Further, we
have made, and are continuing to make, significant investments in our refineries
in the US, including major capital projects that will increase gasoline production
capacity at our key Midwestern refineries.

We also invest actively in renewable energy. During 2009, we invested nearly a
billion dollars or 10 percent of our $9.9 billion US capital budget in alternative
energy. These investments include the operation of wind farms in ten states;
and development of the first commercial scale cellulosic biofuels facility in
Florida and work on an advanced biofuels molecule - biobutanol — with DuPont;
and our solar business, which has been in operation for over 35 years.

This investment in alternative energy is paying important dividends. For
example, due 1o our investment in wind generation, we currently operate ten
wind farms with a generating capacity of over 1,300 megawatts, with a further
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1,000 megawatts in an advanced stage of development. That is enough power
to supply a city the size of Washington, DC.

In addition, we are already one of the largest blenders of ethanol in the nation,
and we are investing more than $500 million in the search for a new generation
of biofuels that contain more energy, have less impact on the environment, and
are not made with a food crop.

To be clear, BP America is working hard to expand and diversify US energy
supply and is committed to reducing the environmental impact of both energy
production and consumption.

BP's Commitments to the Gulf of Mexico

Last month marked one year since the Deepwater Horizon accident. We regret
the loss of life and the impact on the communities and environment of the Gulf
Coast states.

We continue to work hard to meet our commitments in the Gulf of Mexico. We
have paid more than $6 billion for claims filed by individuals, businesses, and
government entities.

We also have made more than $130 million of grants to the Gulf Coast states,
and we have committed $500 million for the Gulf of Mexico Research Initiative,
which is funding independent research to investigate ecosystem impacts from
last summer’s spill.

BP has also recently signed an important agreement with federal and state
agencies that commits up to $1 billion for projects that will accelerate work,
starting this year, to restore areas of the Gulf of Mexico that were affected by
the Deepwater Horizon accident.

Sustaining America’s Energy Supply for the Long Term

BP supports a comprehensive energy policy that includes all forms of energy,
including oil, natural gas, coal, nuclear, biofuels, wind and solar and encourages
efficiency and conservation. The reality is that, even with major improvements
in energy efficiency and the rapid growth of biofuels, wind, and solar, twenty
years from now — in 2030 - the United States will still depend on oil, natural gas
and coal to meet more than three-guarters of its energy needs.

The United States — with five percent of the world's population — consumes 22
percent of daily world oil production. We support steps to help the US produce
more domestic sources of energy, as well as steps to help the United States use
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that energy efficiently. In other wards, US energy policy must address both
energy supply and energy demand.

On the supply side: we support properly scaled, transitional incentives for
alternative energy. But raising taxes on one form of energy to encourage
production of another will reduce industry’s ability to keep up with growing US
energy demand. The result could be less investment, less production, tighter
energy markets and, over time, potentially higher prices for consumers. Instead,
our nation should be encouraging production of all forms of energy — including oil
and natural gas.

On the demand side, energy policy should encourage conservation and help
drive energy efficiency.

The energy challenges facing this nation are enormous. The impacts of high
energy prices on the overall economy and the American people are real, but we
cannot change the world’s crude oil market, which drives those prices and on
which the country relies for 60 percent of the oil it consumes.

But we can work with the Congress, with the Administration, and consumers
across the nation to move towards greater energy security and a lower carbon
energy future.

Congress establishes the rules regarding energy and tax policy. Companies take
those rules into account in making their investment decisions. Because of the
long-term nature of the significant capital investments required to develop and
produce energy, a stable and competitive tax framework is critical to the United
States remaining attractive in the global demand for capital investment.
Changes to tax rules being contemplated would limit the amount of resources
companies like BP have to invest, not only in conventional energy production,
but also in new and emerging technologies like wind, biofuels and solar.

BP is serious about bringing new sources of oil and natural gas to the US
market. We are also serious about building a sustainable, profitable alternative
energy business capable of delivering clean, affordable power.

My company stands ready to work with you and others to address the energy
and environmental needs of this nation.

Thank you.
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JUNE 20,2011

QUESTIONS FROM SENATOR BAUCUS:

Exxon Mobile has a recent posting by Ken Cohen, V.P. of Public and Government
Affairs on its “policy blog” titled “ExxonMobil’s U.S. taxes and U.S. earnings—
Some relevant numbers for Washington. Mr. Cohen states that ExxonMobil had
total tax expense of $9.8 billion in 2010 which exceeded total U.S. operating earnings
of $7.5 billion. Footnote 18 of ExxonMobil’s the 2010 Form 10-K filed with the SEC
provides a breakdown of the total $9.8 billion. It includes $6.2 billion in “sales-
based taxes”.

I would like to ask each of you to describe the nature and amount of these U.S.”
sales based taxes” that you include as a tax expense in your financial statements.
Are they federal excise taxes that are included in the price at the pump and
effectively paid by consumers? Also, are these amounts included in your total sales
reported on the income statement and therefore offset the amount reported as an
expense?

If these taxes are effectively passed on to consumers, isn’t describing them generally
as taxes paid by your companies similar to a retailer claiming that they pay the state
and local sales taxes that they collect from consumers and remit to the appropriate
governmental authorities?

BP recognizes that sales based taxes that are collected from consumers and

remitted to the appropriate governmental authorities are distinct from taxes paid by BP
but not collected directly from consumers. BP’s Form 20-F filings reflect this distinction.
Revenues are presented net of tax, except for retained taxes, and receivables and payables
include sales tax — as reflected in the following excerpt from BP’s 2010 Form 20-F:

Customs duties and sales taxes

Revenues, expenses and assets are recognized net of the amount of customs duties

or sales tax except:

+  Where the customs duty or sales tax incurred on a purchase of goods and
services is not recoverable from the taxation authority, in which case the
customs duty or sales tax is recognized as part of the cost of acquisition of the
asset or as part of the expense item as applicable.

+ Receivables and payables are stated with the amount of customs duty or sales
tax included.
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2. According to ExxonMobil’s 10-K for 2010, for every 1 dollar increase in the price of
oil, ExxonMobil earns a 375 million after-tax profit.

Last year, the average price of a barrel of oil was 72 dollars. The price of oil today
is around 100 dollars and is projected to average over 100 dollars for the year.

Doing simple math, if prices do average 100 dollars this year, ExxonMobil stands to
earn in excess of 10 billion dollars in additional profit in 2011 than in 2010 just due
to the increase in the price of oil.

In contrast, the total amount of tax breaks under consideration today is
approximately 2 billion dollars for all the companies at the table combined.

I’d like to know froin the other four companies how much in after-tax profit you
earn from each 1 dollar increase in the price of oil.

Wouldn’t each of you agree that a price change of two or three dollars in a barrel of
crude oil has a more meaningful impact on your investment decisions than your
share of the effect of repealing all the tax provisions under consideration teday?

Isn’t the value of a price of oil the most important driver for your business
planning?

Would you really consider producing less in the United States with the significant
profits you earn with every additional barrel of oil produced?

BP must make decisions about how to allocate its capital resources by considering a
number of business factors in the context of the global competition for energy investment capital.
Given that oil is a global commeodity, country-specific factors, such as tax structures, are
particularly important factors in investment decisions, and the countries with the most
competitive investment climates will be successful in attracting investment. BP believes a
competitive and predictable tax structure is an important element of encouraging continued
investment to increase U.S. energy supply and create U.S. jobs. In order to attract investment in
the United States, an effective tax structure must be fair, stable and consistent for the entire
business community.

With respect to your question regarding the relationship between after-tax profit and the
price of oil, it is important to recognize that calculation of after-tax profits reflects the complex
interplay of multiple factors, beyond the number of barrels produced, the price of oil per barrel,
and national income tax. That after-tax information is confidential and proprietary, and
disclosure of that information could cause competitive harm.
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3. Some of the witnesses have testified that the oil and gas industry is already subject
to high effective income tax rates. They refer to overall effective rates in excess of
40 percent. But these rates appear to be a weighted average of both U.S. and non-
U.S. income tax rates applied to domestic and foreign earnings.

From financial reports filed with the SEC, it appears the effective U.S. income tax
rates are significantly lower than the average foreign rates. It seems that the high
foreign rates are pushing up the total reported effective rate. One of the companies
stated in their financial disclosure that the weighted average statutory tax rate in
countries in which they operate was 55.3 percent for 2010.

1 would like to ask each of you what the U.S. tax rate is on just your U.S. income.
And how does that compare fo foreign tax rates you pay on your non-U.S. income?

So isn’t the U.S. actually a favorable income tax environment in which to engage in
production, refining and distribution?

And wouldn’t that still be the case, even if these subsidies did not exist?

As an initial matter, it is important to recognize that comparing U.S. tax rates on U.S.
income with foreign tax rates on non-U.S. income does not provide a meaningful picture of the
structural factors that a company must take into account in making its investment decisions
because it does not take into account factors beyond national income taxes, such as state taxes, or
required expenses outside the tax realm, such as royalties and lease payments.

The tax rate BP pays in the United States on U.S. income (not including required
payments to the government outside the tax code) begins with the 35% base U.S. corporate tax
rate, less any Section 199 benefit for domestic production activities, plus applicable state income
tax, which varies widely and can be quite significant. As an example, BP has significant
operations in Alaska, where oil and gas net income is taxed at 9.4%. Since state income taxes
are deductible for federal purposes, the effective overall rate is about 39%. That 39% rate,
however, does not reflect the impact of state taxation, most notably state unitary taxation in
jurisdictions, such as Alaska, that use that methodology. In 2010, for exaniple, even though BP
generated no domestic income, the company paid substantial state income tax in Alaskaasa
result of that state’s worldwide unitary method of apportionment.

As to the rate BP ple pays on other foreign source income, the consolidated rate for 2010
is approximately 31% inclusive of U.S. operations and approximately 30.3% without U.S.
operations.

Overall, BP believes a competitive and predictable tax structure is the best way to
encourage continued investment to increase U.S. energy supply and create U.S. jobs. In order to
attract investment in the United States, an effective tax policy must be fair, stable and consistent
for the entire business community. The tax framework and financial accounting system are
factors that influence business and investment decisions. BP must make decisions about how to
allocate its capital resources by considering a number of business factors.
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4. Current tax rules arguably allow foreign tax credits for payments that are
economically equivalent to royalties.

The proposal under consideration would limit creditable foreign taxes to generally
applicable foreign taxes.

The three largest US oil companies are on pace to earn 80 billion dollars in
aggregate profit in 2011. Making the proposed changes to the foreign tax credit
rules would cost your companies less than one percent of that profit.

Is it a serious problem for your company to pay less than 1% of your profits for the
proposed modification?

The dual capacity taxpayer rules and regulations are designed to ensure that the correct
foreign tax credit is applied in order to avoid double taxation of foreign income. This area of the
tax code has consumed considerable legislative and regulatory attention over the years, and the
current rules are already highly evolved to take into account the complexities of trying to ensure
a fair tax regime that does not double-tax foreign income and therefore make the United States a
less attractive place to invest. Introducing uncertainty into this well-settied area undermines the
predictability of a tax structure that encourages potential investment.

S. In 2005, the then-CEO of your company was a witness at a Energy and Natural
Resources hearing regarding energy and prices and profits. At that hearing, the
then-CEO of your company testified that these tax breaks would have a minimal
impact on your company. When Americans are tightening their belts and some in
Congress are proposing taking away benefits for senior citizens to reduce our
deficit, why should we continue to spend scarce taxpayer resources on these tax
breaks when the impacts for your company are so minimal?

The subject of the 2005 Energy and Natural Resources hearing was the tax provisions of
the 2005 energy bill, which included geological and geophysical (G&G) amortization changes
and the refinery expensing provision. BP continues to believe that a competitive and predictable
tax structure is an important element of encouraging continued investment to increase U.S.
energy supply and create U.S. jobs.

QUESTION FROM SENATOR BAUCUS ON BEHALF OF SENATOR REID:

1. How much did your company spend in 2010 in the US on the research, development,
demonstration or domestic production of clean, non-petroleam-based alternative
transportation fuels? Please also identify the amount by which that estimated
expenditure was effectively reduced through Federal tax deductions or tax credits,
such as the research and development tax credit, claimed by the company.

BP spent $284 million on biofuels research, development, and demonstration in the
United States in 2010. The information requested regarding the impact of applicable federal tax
deductions or tax credits is confidential and proprietary and public disclosure of that information
could cause competitive harm.
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Properly scaled, transitional incentives for alternative energy encourage continued
investment to increase the U.S. energy supply, including the supply of non-petroleum-based
alternative transportation fuels. At the same time, to maintain the ability to meet growing energy
demands in the United States, it is counterproductive to raise taxes on one form of energy to
encourage production of another. In short, our nation’s energy policy should encourage
production of all forms of energy.

QUESTION FROM SENATOR WYDEN:

1. When arguing for opening up US lands and waters for oil drilling, the oil industry
complains that because most oil is controlled by foreign governments, the US oil
industry has no place else to go for access to oil and gas resources except in the US.

But at today’s hearing, you testified that if you lost the tax breaks you currently
receive, more oil exploration and preduction would go offshore.

How can you claim both that you have no place else to go to drill for oil outside the
US and that if you lose tax breaks you’ll move operations offshore? Isn’tthata
contradiction?

The majority of the world’s oil reserves are, in fact, held by National Oil Companies.
While this limits the amount of resource International Oil Companies may bid on and develop,
BP has successfully partnered or created joint ventures in many countries to enable operations.

There are many factors that influence global investment. Open access to a resource base
is clearly an important criterion in this equation. However, a country’s underlying legal, tax and
regulatory structures are also important in determining whether an area is attractive to
investment.

Over the last decade, BP has disproportionately invested in the United States, committing
nearly 50 percent of its capital budget in projects across the energy spectrum. Changing the tax
structure in the United States would impact the relative competitiveness of the United States as a
place to conduct business and could cause capital to flow to non-U.S. investment opportunities.

QUESTION FROM SENATOR THUNE:

2. I want to discuss a particularly promising area of our country for domestic energy
production, the Williston Basin located under parts of North Dakota, South Dakota,
Montana and Canada. Some have called this area “Kuwait on the Prairie” because
it holds the largest oil and gas find in North America since the Prudhoe Bay
discovery in Alaska in the 1960s. Can you comment on the potential for job creation
and economic development in the states I mentioned related to these oil and gas
reserves. Would the tax increases in the President’s budget and the legislation
sponsored by Senator Menendez make you more or less likely to increase domestic
production from these reserves, were these tax increases to be enacted into law?
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BP must make decisions about how to allocate its capital resources by considering a
number of business factors in the context of the global competition for energy investment capital.
Given that oil is a global commodity, country-specific factors, such as tax structures, are
particularly important factors in investment decisions, and the countries with the most
competitive investment climates will be successful in attracting investment. BP believes a
competitive and predictable tax structure is an important element of encouraging continued
investment to increase U.S. energy supply and create U.S. jobs. In order to attract investment in
the United States, an effective tax structure must be fair, stable and consistent for the entire
business community.

QUESTIONS FROM SENATOR ROCKEFELLER:

3. What was the average annual compensation for your company’s top 5 executives
over the past decade? Last year?

The table below reflects the average annual remuneration (salary, bonus, and non-cash
benefits and other emoluments) of BP plc’s top 5 executives in each year over the period 2003~
2010, the period during which executive compensation has been publicly reported in BP’s annual
report. These figures exclude salary and/or other cash compensation paid to directors who
retired or resigned during the reported years.

2003 2004 2005 2006 2007 2008 2009 2010
Average 1,506 1,612 1,429 1,111 1,488 1,959 2,166 957
Annual
Remuneration
(000 GBP)
4. What is the single most important tax incentive your business receives? Why?

BP must make decisions about how to allocate its capital resources by considering a
number of business factors in the context of the global competition for energy investment capital.
Given that oil is a global commodity, country-specific factors, such as tax structures, are
particularly important factors in investment decisions, and the countries with the most
competitive investment climates will be successful in attracting investment. BP believes a
competitive and predictable tax structure is an important element of encouraging continued
investment to increase U.S. energy supply and create U.S. jobs. In order to attract investment in
the United States, an effective tax policy structure must be fair, stable and consistent for the
entire business community.

BP does not believe the provisions at issue in S. 940 are properly characterized as tax
subsidies for the oil and gas industry. Specifically, the LIFO rules are accounting rules that are
applicable to many industries; the dual capacity taxpayer rules determine the amount of foreign
tax credits based on distinguishing between tax payments and royalty payments; the § 199
deduction is the implementation of a policy connected to the creation of jobs and is not
applicable only to the oil industry; and the Intangible Drilling Cost deduction is a cost recovery
mechanism.
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5. Two of your highest dollar tax incentives are Dual Capacity and Intangible Drilling
Costs. Which of these two provisions is more important to your company and which
you would choose to live without if Congress is forced to choose between the two?

The Intangible Drilling Costs (IDC) rules are a cost recovery mechanism for the industry
similar to the R&D deduction, which is available to all industries. IDCs have allowed BP to
reinvest in high paying jobs and create new technology such as that which allows us to develop
new shale gas resources, while maintaining America’s energy security.

The Dual Capacity regulations are not an “incentive” but instead are rules to ensure the
foreign tax credit is accurately applied. The suggested changes could result in double taxation.

BP must make decisions about how to allocate its capital resources by considering a
number of business factors in the context of the global competition for energy investment capital.
Given that oil is a global commaodity, country-specific factors, such as tax structures, are
particularly important factors in investment decisions, and the countries with the most
competitive investment climates will be successful in attracting investment. BP believes a
competitive and predictable tax structure is an important element of encouraging continued
investment to increase U.S. energy supply and create U.S. jobs. In order to attract investment in
the United States, an effective tax structure must be fair, stable and consistent for the entire
business community.

6. Some of you talk in your testimony of discriminatory treatment for your industry. It
is my belief your industry has received preferred treatment for a century. Depletion
goes back to 1916, and your industry was not eligible for the manufacturing
subsidies that the section 199 subsidy replaced. Yet your companies’ lobbying
efforts allowed you to benefit from 199 when enacted. How de you reconcile such
special treatment with claims of discrimination?

The deduction in 26 U.S.C. § 199 for income attributable to domestic production
activities was established to help U.S. manufacturers maintain and create well-paying jobs. This
deduction was established by Congress broadly to promote U.S. job creation across all industry,
including agriculture, manufacturing, newspapers, software, and all extractive industries.
Congress recognized the importance of the thousands of jobs in the domestic oil and natural gas
industry and included petroleum extraction and refining within the United States as qualifying
activities. To eliminate the § 199 deduction only for petroleum extraction and refining activities
would be inappropriate and would undermine the industry’s ability to continue to create well-
paying U.S. jobs.
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QUESTIONS FROM SENATOR ROBERTS:

7. Understanding that the five companies appearing before us today are all publicly
traded, and are about 98% owned by individunals or institutional investors who are
managing pension funds, mutual funds and IRAs for millions of middle class
Americans that rely on these holdings for their economic security and retirement;
what impact do your companies’ record profits this past year have on middle class
Americans whose economic portfolios invest in U.S. integrated oil companies?

Dividend payments to BP shareholders represent a return of earnings left over after
reinvestment in the firm’s future growth. Since 2000, BP has distributed approximately $120
billion to its shareholders: $70 billion in the form of cash dividend payments and $50 billion
associated with share buybacks. At year end 2010, BP had over 430,000 registered shareholders
worldwide, including individuals and institutional investors who are managing pension funds,
mutual funds, and IRAs for millions of Americans.

8. How significant of a role does certainty in tax policy play for your companies when
making investments decisions regarding greater domestic production and, more
importantly, when hiring new employees?

BP must make decisions about how to allocate its capital resources by considering a
number of business factors in the context of the global competition for energy investment capital.
Given that oil is a global commodity, country-specific factors, such as tax structures, are
particularly important factors in investment decisions, and the countries with the most
competitive investment climates will be successful in attracting investment. BP believes a
competitive and predictable tax structure is an important element of encouraging continued
investment to increase U.S. energy supply and create U.S. jobs. In order to attract investment in
the United States, an effective tax structure must be fair, stable and consistent for the entire
business community.

Tax policy changes influence the amount of cash available to reinvest in our business.
Over the five years ending in 2009, BP’s total capital investment in the United States, not
including acquisitions, was approximately $39.9 billion. Over the same period, BP’s net income
from the United States was approximately $27.5 billion. Policy changes that impose a greater
tax burden will result in fewer resources available to invest in projects of all kinds, including oil,
gas, and renewable energy sources like wind, biofuels, and solar.

QUESTIONS FROM SENATOR SNOWE:

9. With prices as high as $100 the question today is whether our energy tax policies are
effectively creating incentives to change behavior — rather than simply making cost-
effective business decisions only more profitable.
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As a result, I find it interesting that in an analysis last year of the implications of
removing these tax incentives that the American Petroleum Institute included an
assumption that oil is at $80 per barrel. The analysis, done by Wood and
Mackenzie, concluded that removing these tax incentives would alter the
“breakeven” point for oil - that is the cest for profitability - from an average of
$47.00 per barrel to $52.00 per barrel — or 10 percent.

In addition, the report’s executive summary concludes that under scenarios where
oil is higher than $80 the removal of oil and gas subsidies would not affect oil
production at all. While I recognize that additional subsidies lead to additional
production, it would seem that there would be decreasing returns from more and
more subsidies for US oil production.

Specifically, while the report states concerns about the effects on natural gas
production with the removal of subsidies the report states, “The impact to the oil
market is much lower, as less than 60,000 barrels are at risk under the proposed
changes in 2011.” Effectively, the report concludes that if oil is priced at points
higher than $80 per barrel the removal of these incentives will not result in any lost
oil production.

At a time when oil is priced at roughly $100 — and if these prices were to continue —
do you agree with the API report that there would not be any reduced production of
oil in the United States if the tax incentives were removed?

Do you support removing these tax subsidies for oil at a certain point, perhaps the
long-term level that EIA or your companies predict that oil will be in 5-10 years?

BP does not believe the provisions at issue in S. 940 are properly characterized as tax
“subsidies” for the oil and gas industry. Specifically, the LIFO rules are accounting rules that are
used by many industries; the dual capacity taxpayer rules determine the amount of foreign tax
credits based on distinguishing between tax payments and royalty payments; the § 199 deduction
is the implementation of a policy connected to the creation of jobs and is not applicable only to
the oil industry; and the Intangible Drilling Cost deduction is a cost recovery mechanism.

The Wood Mackenzie analysis cited in the question looked at planned projects and fields
that were known by them to be moving forward. It was not an analysis of existing production,
but existing or known plans to produce.

BP must make decisions about how to allocate its capital resources by considering a
number of business factors in the context of the global competition for energy investment capital.
Given that oil is a global commodity, country-specific factors, such as tax structures, are
particularly important factors in investment decisions, and the countries with the most
competitive investment climates will be successful in attracting investment. BP believes a
competitive and predictable tax structure is an important element of encouraging continued
investment to increase U.S. energy supply and create U.S. jobs. In order to attract investment in
the United States, an effective tax structure must be fair, stable and consistent for the entire
business community.
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' We have witnessed the continued volatility of our energy futures markets, with for

instance gasoline prices falling 7.6 percent on May 11™ 2011, coming during a year
when gasoline has increased by more than 28 percent. The development yesterday
came when the U.S. Department of Energy surprised traders by reporting an
unexpected buildup of gasoline stockpiles in the previous week.

This situation yesterday raises two critical questions regarding the efficiency of our
energy markets. First, as the Commodity Futures Trading Commission is
considering now, should we adopt position limits for particular traders to reduce the
volatility of specific contracts. As a leader, along with Senators Feinstein and
Cantwell, on developing a strong derivative title within the financial reform bill, I
strongly believe transparency and restrictions on specific trades will not restrict
price discovery, but will reduce volatility and potential for manipulation.

Secondly, trading on May u" again demonstrates how critical it is for an efficient
market to have access to accurate and timely data. This is not like any other market
- information regarding consumption, production, and reserves are controlled, in
some instances, by America’s adversaries.

For instance, just last month the Wall Street Journal reported that “unreliable data
on production, starting with the world’s largest exporter, are adding to the price
volatility...” and that the “revelation highlighted a problem that is roiling markets
at the moment: a dearth of solid information about the true state of production and
supplies.”

As a result of these developments do you believe that the CFTC should adopt strict
position limits for speculative traders and do you believe that there is enough
transparency in these markets to accurately assess efficient pricing of oil?

Do you believe that current prices are reflective of supply and demand?

Do you believe that foreign countries are doing enough to supply the world with
information about reserves and production and what can the United State

government do to facilitate information sharing?

Commodity prices are largely driven by global supply/demand balances. Regional events

can have an effect as well. Recently, for example, we have seen supply disruptions due to
political upheaval in producer regions that may have contributed to temporary price dislocations.

The industry has operated with position limits for commercial and non-commercial

entities as defined by the Commodity Exchange Act. Appropriate position limits have
contributed to orderly market participation. The CFTC Commitment of Traders report provides
further transparency around market participation.
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Liquidity and transparency are important factors in price discovery, which atlows markets
to operate efficiently. BP has supported the cause for transparent energy market data via its
annual Statistical Review of World Energy, which is publicly available. There are a number of
other sources available to assess supply and demand balances, such as the Energy Information
Administration, the U.S. Department of Energy, and the International Energy Agency.

11.  The Tax Reform Act of 1986 is constantly referred to as a model for tax reform and
the point often made any new reform we undertake should follow its lead, which
was to broaden the base and to reduce tax rates. The phrase “broaden the base” is
just a clever way of saying “eliminate tax provisions” such as credits and deductions
that clutter the code in order to simplify the code and to provide the revenue needed
to offset the corresponding reduction in tax rates.

The Democrats have presented us with an opportunity to broaden the base by
eliminating certain tax provisions, namely, the tax benefits that are available
currently to the five companies before us today. But instead of lowering the rates,
the plan is to use the revenue from these cuts to pay down the deficit — just another
way avoiding the spending cuts that the American people recognize has led us to
these deficits.

The Finance Committee has held a series of tax reform hearings and I thank
Chairman Baucus for that. One thing we have learned is that the tax code is filled
with too many special provisions and today we are debating yet one more
complication to a tax code that is screaming for simplification.

What we should be pursuing is a comprehensive energy plan at the same time we
pursue comprehensive tax reform. There is wide agreement that the rates are too
high for our American companies to remain competitive — even the Obama
Administration has suggested cutting corporate tax rates. We could start to do so
today, with a down-payment made on such rate reductions by the elimination of the
oil and gas provisions currently on the table.

We have to ensure the competitiveness of American companies and cutting the tax
rate is one goal where we already have some consensus. We just need to agree on
how to get there. Do you agree that reducing tax rates would justify the elimination
of the oil and gas tax provisions we are discussing today? Do you think that rather
than stop with these oil and gas provisions, we should also eliminate other energy
subsidies in order to provide the broadest possible rate reductions?

Determination of tax policy is up to Congress, but BP wants to participate in the dialogue
on the important issues of comprehensive tax reform and deficit reduction. BP believes that it is
important that tax reform be undertaken as a comprehensive effort that results in the U.S. tax
system’s being competitive. In that regard, we do not support proposals that target one indusiry
to provide revenue for deficit reduction.
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QUESTION FROM SENATOR ENZI:

You all indicated that you were in favor of overall corporate tax reform. In that
regard, I have three questions:

If Congress were to take up corporate income tax reform and eliminate provisions
of the tax code that benefit traditional and alternative energy industries, to what
rate would the corporate income tax need to be lowered to avoid a net fax increase
on your company?

While I support the ideas of individual and corporate tax reform, I am concerned
that a dramatic change in our tax code will be problematic for companies and
individuals who have done long term tax planning. Do you agree with my
assessment that there needs to be a phase in period? If so, how long should that
phase in period be? If not, please explain how your company would handle such a
change in the tax code.

Are there any provisions of the tax code that you would prefer not be changed if we
were to lower the corporate tax rate as a part of overall corporate tax reform?

BP believes it is important that tax reform be undertaken as a comprehensive effort that

results in the U.S. tax system being competitive. It should include consideration of all issues for
all industries. A reduction in the corporate tax rate would need to drop the rate to at least the
mid-20’s in order to be competitive in the global economy.

Transitional rules for all changes included in comprehensive tax reform should be

considered and may be appropriate and necessary for some changes in order to allow businesses
to adapt to the changes for planning purposes. The length of any necessary phase-in periods will
likely vary depending on the rule changes, so it will be important for business to be part of the
discussion, as the process advances, about the impact on investments and operations.

13.

QUESTIONS FROM SENATOR CANTWELL:

The di ion of tax subsidies and incentives in the May 12, 2011 Finance
Committee hearing was largely an abstract one on the overall economic and societal
costs and benefits that result from these measures. I would appreciate having more
specific information on the extent to which your firms have benefited from the tax
provisions being discussed over the last decade. For your respective firms, would
you please provide auditable data on your company’s utilization of each of the
following categories and for each of the past ten years (2000-2010):

Enhanced Oil Recovery Credit

Credit for Oil and Gas from Marginal Wells

Expensing of Intangible Drilling Costs

Deduction for Tertiary Injectants

Passive Loss Exception for Working Interests in Oil Properties
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Percentage Depletion for Oil and Natural Gas Wells

Domestic Manufacturing Deduction for Oil and Natural Gas Companies
Geological and Geophysical Amortization

Net annual profit

¢ o e o

Audited financial data for BP plc can be found on Form 20-F, which is filed annually'

with the Securities and Exchange Commission. The information requested regarding utilization
of specific tax code provisions is confidential and proprietary, and public disclosure of that
information could cause competitive harm.

14

I think we can all agree that America’s future prosperity and competitiveness is
contingent on figuring out how we can live within our means while providing our
businesses more predictability and stability in the marketplace, in part by providing
a more level playing field for all market participants. I would argue that one thing
we can do is to ensure that U.S. industries all receive equal treatment under the
federal tax code so that they operate on an equal footing. 1don’t understand, for
example, why oil companies should be allowed to write off the costs of machinery
and other so-called “intangible costs” immediately, while companies in other
industries have to write off these expenses gradually, over the lifetime of the
equipment they purchase. Likewise, a few years ago, Congress to redefine the word
“manufacturing” so that oil companies could take advantage of a manufacturing tax
deduction for oil production.

I was intrigued by an argument that Mr. Watson made in his testimony, which if 1
understood him correctly, argued that we should not change tax breaks for the oil
industry outside of a broader context of corporate tax reform.

Does that mean that you might all be willing to work with Congress to figure out
ways to simplify and reform our nation’s byzantine tax code in the interest of
replacing the myriad of tax expenditures we are discussing here today with lower
overall corporate tax rates for all industries?

BP wants to be part of the debate on comprehensive tax reform and desires to work with

Congress on this issue, We believe that it is important that tax reform be undertaken as a
comprehensive effort that results in the U.S. tax system being competitive. It should include
consideration of all issues for all industries.

15.

Considering all the uncertainties that affect your industry and the United States as a
whole, would you support efforts to create a policy framework which provides
greater certainty and stability when it comes to energy prices, regulation, and
supply and demand fundamentals? I believe that is an important question because
eventually Congress will regulate greenhouse gas emissions. This moment may
come as soon as next year if the DC Circuit throws out EPA’s tailoring rule. Would
your companies support be supportive of legislation that established a price on
carbon in a manner that was transparent, market-based, technology and fuel
neutral, and economy-wide, as an alternative to EPA regulation of greenhouse
gases?
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BP supports a comprehensive climate and energy policy that includes development of all
forms of energy (oil, natural gas, coal, nuclear, biofuels, wind, solar, etc.) and encourages
efficiency and conservation.

BP also supports an economy-wide price for carbon based on fair and equitable
application across all sectors and believes that market-based solutions are the best solutions to
manage greenhouse gas emissions. These market-based approaches should be applied nationally
for maximum environmental effectiveness at reducing emissions across the U.S. economy, treat
all energy consumers equitably, and facilitate investment in sustaining and creating jobs.

16.  Both the Joint Economic Committee and the Congressional Research Service
produced analyses that show that removing tax expenditures to the oil industry as
proposed in S. 940 will [not] lead to significant gasoline price increases or oil
production decreases. To you agree with conclusions of these reports? And if not,
please describe in detail the flaw or flaws in their analyses. Are there any
independent studies that demonstrate that eliminating these tax expenditures will
significantly increase prices or reduce domestic oil and gas production?

There is a global competition for investment capital in the energy business — the countries
with the most competitive investment climates tend to succeed in attracting investment.
Accordingly, policy changes that make the U.S. investment regime less competitive would be
expected to reduce investment in the United States and ultimately lead to lower production than
otherwise would have been the case. Estimating the price impact of any such change is difficult
because of the many compensating behaviors by producers and consumers, but holding all other
factors constant, if such policies resulted in lower global oil production, they would be expected
to boost world (and U.S.) oil prices.

17.  Inyour opening statement you stated that “{o]n the supply side, we support
properly scaled transitional incentives for alternative energy. But raising taxes on
form of emergy to encourage production of another will reduce industry's ability to
keep up with growing U.S. energy demand.” How do you define the term “properly
scaled transitional incentive?”

Does it relate to the duration of the provision? Or, does it relate to the value of the
subsidy in terms of leveling the playing field across all forms of, as you said, “all
forms of energy including oil and natural gas.”

How do we measure whether an incentive has done its job and has served its
intended purpose? And if we decide that “properly scaled transitional incentives for
alternative energy” are not needed anymore, do you think we would be “raising
taxes” on alternative energy production?
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The primary goal of a transitional incentive is to reduce the costs of emerging
technologies to a level that allows those technologies to compete in the market. Allowing
multiple firms to compete with one another and deploy new technology at scale yields various
innovations along the supply chain that combine to reduce costs. Due to the global support for
alternative energy technology through tax support and renewable mandates, for example, we
have already observed significant reductions in the cost of wind and solar technology and
improvements in productivity. Because they are a means to an end, such incentives should be
temporary (transitional), lasting no longer than is necessary to achieve the objective.

From BP’s perspective, a “properly scaled” incentive is one that allows deployment and
operation at commercial scale (as opposed to small test pilot projects) by multiple firms
competing in an open market with exposure to market conditions and investment risk.

There needs to be sufficient duration to allow the firms to adapt new technologies and
build upon the series of innovations in the market. And the goal of the deployment should be for
the technology to compete with all forms of energy without subsidy. In this case, renewable
technology will need to compete primarily with power produced from coal and natural gas.
Removing tax incentives or gradually reducing the level of support (similar to the designed and
scheduled reductions in feed-in tariffs in Germany) recognizes that the technology is capable of
competing. This is most appropriately characterized as a successful outcome of policy rather
than a “tax increase.”

18.  You said in your opening statement, “Because of the long term nature of the
significant capital investments that are required to develop and produce energy, a
stable and competitive tax framework is critical to the United States’ remaining
attractive in the global demand for capital investment.” I agree, but I would like to
know how you square this call for stability in the tax system with the notion of
“transitional incentive,” which you suggest should apply only to alternative forms of
energy?

Since your company also invests in alternative energy technologies, do you also
claim the tax subsidies that are provided to encourage those investments? Should we
give those subsidies the same long-lived stability in the tax code that the oil and gas
industry subsidies have had? If not, do you think should we reconsider how we use
the tax code as an energy policy tool, perhaps to remove all distinctions between the
tax treatment of traditional energy companies and new energy companies?

BP has made significant investments in alternative energy technologies that have been
encouraged by tax support and non-tax measures, such as renewable energy mandates (and in
Europe, feed-in tariffs). The duration and stability of these tax and non-tax incentives is
important to the development of technology as it allows any firm to build upon innovations
emerging from the supply chain. Abrupt changes in support or the risk that support will not be
renewed will discourage long-term investment required for these innovations to emerge.

The benefits of a stable and predictable tax code are not unique to renewable energy
technology. Any energy technology or source can benefit (or be penalized) by economic
incentives built into the tax code.
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The U.S. tax code can be used as an effective policy tool to encourage a range of policy
objectives: increased domestic production of all energy; development of new energy technology,
including advanced drilling technology and low-carbon energy production; and energy efficiency
and conservation. The tax code can be supplemented by well-designed mandates or performance
standards. In any case, a clear policy objective supported by stable and predictable measures
will encourage robust and long-term investment.

QUESTIONS FROM SENATOR MENENDEZ:

19.  According to the Energy Information Administration, the average cost to produce a
barrel of oil is around $33; but SEC filings show that the average production costs
for the Big 5 are much lower, at about $11. With a barrel of oil selling for around
$100, why do you need subsidies? Can each of you tell the Committee and the
American people what price per barrel and profit margin you will need to reach
before these subsidies are no longer necessary?

BP must make decisions about how to allocate its capital resources by considering a
number of business factors in the context of the global competition for energy investment capital.
Given that oil is a global commodity, country-specific factors, such as tax structures, are
particularly important factors in investment decisions, and the countries with the most
competitive investment climates will be successful in attracting investment. BP believes a
competitive and predictable tax structure is an important element of encouraging continued
investment to increase U.S. energy supply and create U.S. jobs. In order to attract investment in
the United States, an effective tax structure must be fair, stable and consistent for the entire
business community.

20.  Please provide a detailed accounting of how many dollars your company did not pay
in taxes as a result of the tax subsidies proposed to be eliminated in 8.940, the Close
Big Oil Tax Loopholes Act, for each of the last 5 years.

As an initial matter, BP does not believe the provisions at issue in 8. 940 are properly
characterized as tax “subsidies” for the oil and gas industry. Specifically, the LIFO rules are
accounting rules that are applicable to many industries; the dual capacity taxpayer rules
determine the amount of foreign tax credits based on distinguishing between tax payments and
royalty payments; the § 199 deduction is the implementation of a policy connected to the
creation of jobs and is not applicable only to the oil industry; and the Intangible Drilling Cost
deduction is a cost recovery mechanism. The information requested regarding utilization of
specific tax code provisions is confidential and proprietary, and public disclosure of that
information could cause competitive harm.
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POST-HEARING QUESTIONS FOR THE RECORD
UNITED STATES SENATE COMMITTEE ON FINANCE
MR. H. LAMAR MCKAY, CHAIRMAN AND PRESIDENT, BP AMERICA, INC.
“QOIL AND GAS TAX INCENTIVES AND RISING ENERGY PRICES”
HEARING HELD ON MAY 12,2011
QUESTIONS DATED JUNE 30,2011

ANSWER SET
AUGUST 5,2011

QUESTIONS FROM SENATOR COBURN:

In light of the budget crisis our country faces, would your company be willing to
take a cut to help the country?

BP wants to be part of the debate on comprehensive tax reform and desires to

work with Congress on this issue. We believe that it is important that tax reform be
undertaken as a comprehensive effort that results in the U.S. tax system’s being
competitive. It should include consideration of all issues for all industries.

2.

Would you be willing to forgo each of the industry's tax advantages altogether if the

following were true:

A. federal assistance for alternative energy was also eliminated to ensure true
competition among technologies;

B. the corporate tax rate for all industries was reduced to establisha
competitive business environment;

C. energy companies were allowed to fully access our nation's extensive natural
resource deposits-including in ANWR, the Outer Continental Shelf, the Gulf
of Mexico, and the various shale plays across the country;

D. the regulatory process for energy leasing was streamlined-particularly as it
relates to environmental permitting?

As stated above, BP wants to be part of the debate on comprehensive tax reform

and desires to work with Congress on this issue. We believe that it is important that tax
reform be undertaken as a comprehensive effort that results in the U.S. tax system’s being
competitive. It should include consideration of all issues for all industries.

3.

The American Petroleum Institute estimates the 9.2 million employees in the oil and
gas industry earn over $90,000 per year (apstream and downstream job average---
not including retail station sales). One of the nation's largest independents
employing over 5,000 pays its employees: (1) $176,000 per year for engineers,
geologists, etc.; (2) $138,000 per year for professional staff, such as accountants,
human resources, etc.; and (3) $52,000 per year for clerical and administrative staff.

What is the average salary for your employees?
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The average base salary for BP employees is approximately $108,000. This figure does
not include variable forms of compensation for which employees may be eligible. As your
question reflects, the oil and natural gas industry provides higher-than-average wages to
American workers.

4. What are the three things Congress can do to lower gas prices?

Crude oil prices are by far the most important driver of gasoline prices. Changes in
supply and demand -- and changing expectations of future supply and demand -- affect oil prices.
To help increase supply, Congress can pursue policies that allow for the responsible development
of domestic resources and foster a climate of innovation to drive down costs for abundant
domestic supplies such as unconventional and new sources; it can also pursue policies to
encourage the more efficient consumption and storage of energy. Further, Congress can support
policies abroad to extend the reach of market forces.

5. What was your effective tax rate last year?

BP plc’s effective tax rate for 2010 was 31.6%. BP ple’s effective tax rate for 2004-09
was 34.1%.

6. What is your total tax benefit that you receive from the provisions targeted by
recent proposals to eliminate existing tax advantages for your company?

BP does not believe the provisions at issue in S. 940 are properly characterized as tax
“advantages” for the oil and gas industry. Specifically, the LIFO rules are accounting rules that
are applicable to many industries; the dual capacity taxpayer rules helped to distinguish tax
payments from royalty payments when calculating a taxpayer’s foreign tax credits; the § 199
deduction is the implementation of a policy connected to the creation of jobs and is not
applicable only to the oil industry; and the Intangible Drilling Cost deduction is a cost recovery
mechanism. The information requested regarding utilization of specific tax code provisions is
confidential and proprietary, and public disclosure of that information could cause competitive
harm.

QUESTIONS FROM SENATOR CORNYN:

Taxing Domestic Producers

1. Has there been any analysis done on how these domestic energy tax hikes would
impact the 9.2 million jobs that the industry supports? Can you tell the Committee
what it will mean to your operations?

BP is aware of various studies on the impact of tax changes on jobs in the oil and gas
industry, including that of Dr. Joseph R. Mason (the Hermann Moyse, Jr./Louisiana Bankers
Association Professor of Finance at Louisiana State University and Senior Fellow, the Wharton
School), published on July 12, 2011 and entitled “Budget Impasse Hinges on Confusion among
Deficit Reduction, Tax Increase, and Tax Reform: An Economic Analysis of Dual Capacity and
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Section 199 Proposals for the U.S. Oil and Gas Industry.” Dr. Mason estimated that “proposed
revisions to Section 199 and Dual Capacity for the oil and gas industry” will result in “industry
cutbacks that can reasonably be expected to cost the economy some $341 billion in economic
output, 155,000 jobs, $68 billion in wages, and $83.5 billion in reduced tax revenues.”

Like all in energy companies, BP must make decisions about how to allocate its capital
resources by considering a number of business factors in the context of the global competition
for energy investment capital. Given that oil is a global commodity, country-specific factors,
such as tax structures, are particularly important in investment decisions, and the countries with
the most competitive investment climates tend to be successful in attracting investment. BP
believes a competitive and predictable tax structure is an important element of encouraging
continued investment to increase U.S. energy supply and create U.S. jobs. In order to attract
investment in the United States, an effective tax structure must be fair, stable and consistent for
the entire business community.

The deduction in 26 U.S.C. § 199 for income attributable to domestic production
activities was established to help U.S. manufacturers maintain and create well-paying jobs. This
deduction was established by Congress broadly to promote U.S. job creation across all industry,
including agriculture, manufacturing, newspapers, software, and all extractive industries.
Congress recognized the importance of the thousands of jobs in the domestic oil and natural gas
industry and included petroleum extraction and refining within the United States as qualifying
activities. To eliminate the § 199 deduction only for petroleum extraction and refining activities
would inappropriately single out the oil and gas industry and would undermine the industry’s
ability to continue to create well-paying U.S. jobs.

The Intangible Drilling Costs (IDC) rules are a cost recovery mechanism for the industry
similar to the R&D deduction, which is available to all industries. IDCs have allowed the
industry to reinvest in high-paying jobs and to create new technology, such as that which allows
the development of new shale gas resources, while maintaining America’s energy security. The
dual capacity regulations are rules to ensure that the foreign tax credit is accurately applied. The
suggested changes could result in double taxation.

2. How does U.S. tax policy influence company decisions to invest in the United States
to develop new energy sources?

As stated above, like all energy companies, BP must make decisions about how to
allocate its capital resources by considering a number of business factors in the context of the
global competition for energy investment capital. Given that oil is a global commodity, country-
specific factors, such as tax structures, are particularly important in investment decisions, and the
countries with the most competitive investment climates tend to be successful in attracting
investment. BP believes a competitive and predictable tax structure is an important element of
encouraging continued investment to increase U.S. energy supply and create U.S. jobs. In order
to attract investment in the United States, an effective tax structure must be fair, stable and
consistent for the entire business community.
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Tax policy changes influence the amount of cash available to reinvest in our business.
Over the five years ending in 2009, BP’s total capital investment in the United States, not
including acquisitions, was approximately $39.9 billion. Over the same period, BP’s net income
from the United States was approximately $27.5 billion. Policy changes that impose a greater
tax burden will result in fewer resources available to invest in projects of all kinds, including oil,
gas, and renewable energy sources like wind and biofuels.

3. Would you support a review of all business and individual tax provisions in the
context of broad tax policy reform?

BP wants to be part of the debate on comprehensive tax reform and desires to work with
Congress on this issue. We believe that it is important that tax reform be undertaken as a
comprehensive effort that results in the U.S. tax system’s being competitive. It should include
consideration of all issues for all industries.

Revenue to the Treasury

1. What amount have your companies spent in terms of bonus bids for lease sales and
royalties going to the Treasury?

BP has spent approximately $4.5 billion in bonus bids for lease sales and royalties paid
directly to the Treasury since 2005, and, in addition, provided an estimated $3.5 billion of
royalties in kind, which are in the form of oil or gas production rather than cash. These figures
do not include royalties from Native American lands.

Helping OPEC

1. Is the U.S,, relative to other countries, a high cost place to conduct oil and gas
operations?

The U.S. Energy Information Agency reported that the United States had higher lifting
(production) costs and finding costs than the worldwide average in 2009 (the last year data is
currently available).

Alternative Energy Production

1. How will tax increases as proposed in S. 940, impact your companies’ investments in
alternative energy?

BP has made significant investments in alternative energy technologies that have been
encouraged by tax support and non-tax measures, such as renewable energy mandates. The
duration and stability of these tax and non-tax incentives is important to the development of
technology as it allows any firm to build upon innovations emerging from the supply chain.
Abrupt changes in support or the risk that support will not be renewed will discourage long-term
investment required for these innovations to emerge. The U.S. tax code can be used as an
effective policy tool to encourage a range of policy objectives: increased domestic production of
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all energy; development of new energy technology, including advanced drilling technology and
low-carbon energy production; and energy efficiency and conservation.

As stated above, like all energy companies, BP must make decisions about how to
allocate its capital resources by considering a number of business factors in the context of the
global competition for energy investment capital. Given that oil is a global commodity, country-
specific factors, such as tax structures, are particularly important in investment decisions, and the
countries with the most competitive investment climates tend to be successful in attracting
investment. BP believes a competitive and predictable tax structure is an important element of
encouraging continued investment to increase U.S. energy supply and create U.S. jobs. In order
to attract investment in the United States, an effective tax structure must be fair, stable and
consistent for the entire business community.
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Written Testimony of James J. Mulva
Chairman and Chief Executive Officer, ConocoPhillips

Good morning Chairman Baucus, Ranking Member Hatch and members of the Committee. My name is
James J. Mulva. | am Chairman and Chief Executive Officer of ConocoPhillips. | am particularly pleased
to be here today to tell our side of the story in this important debate, which | believe will help shape the
future of our industry and our country. Naturally, { am very coricerned about the misinformation being
circulated about our industry and my company in particular — especially the misinformation surrounding
our corporate tax liabilities and attempts to use these false impressions to justify further increases in our
company's tax burden. | feel that it is imperative to make you aware of the impacts that the tax proposals
will have, not only on our company, but on American jobs, energy consumers and national energy
security.

While there is much discussion about high energy prices and proposals to increase taxes on oil and
natural gas companies like ConocoPhillips, there seems to be far less information about the rest of the
story - how much we pay already in taxes. As depicted in this chart, our industry already has one of

U.S. Energy Companies Are Already Heavily Taxed
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the highest tax rates among all U.S.-based businesses. Of the top 20 Fortune 500 non-financial
companies (ranked by market capitalization), the three U.S.-based oil and gas companies represented
here today are the top faxpayers on the list. In fact, ConocoPhillips tops the entire fist, with a 46 percent
effective tax rate. By comparison, the top 20 companies together pay an-average effective rate of 27
percent. While there have been some media reports on our industry’s actual tax burden, this fact seems
to be consistently and unfortunately overlooked in the debate inside the Beltway.
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The Obama Administration, in its 2012 Budget Proposal, recommended more than $40 billion in tax
increases over the next 10 years, specifically aimed at the oil and natural gas industry. The Administration
has further proposed other tax increases which would cost the industry an additional estimated $50 billion
over the ten-year period. The hyperbole surrounding this debate typically consists of those who would
raise our taxes describing all these items as oil and gas tax "subsidies” or “loopholes” or other such
characterizations. Many in Washington and beyond have chosen to use this language and accept, as a
foregone conclusion it would seem, that tax deductions or credits when used by an oif or natural gas
producer must automatically be characterized as tax subsidies; even when these deductions or credits
apply well beyond the industry and are widely available to a broad range of other businesses and
industries. These mischaracterizations do nothing to inform the public of the true nature of the issues.
Worse yet, they fuel the misinformation that precludes a responsible debate on the issues.

Tax Reform and the Broader Debate

Before moving to the specifics of the various tax issues, | would like to comment on the process of tax
reform. We believe that the U.S. corporate tax system can and should be improved. It is widely
recognized that the United States has one of the world’s highest corporate tax rates — both when
comparing marginal and effective tax rates. The U.S. system is overly complex and is designed to play
favorites among industries, activities, taxpayers and special interests. It is my hope that, by describing the
tax items applicable to our industry and pointing out that, when the dust has settled, we pay higher tax
rates across the board than any other industry, it will become clear that we are already highly taxed and
should not be targeted for further increases that will only threaten jobs and national energy security. It is
my further hope that the members of the Senate Finance Committee, who are charged with responsibility
for developing sound and rational tax policy for our country, will see through the rhetoric and get it right.

In short, large oil and natural gas producers like ConocoPhillips do not get special tax subsidies. The
items identified as “subsidies” to oit and natural gas companies either: a) are not applicable to the largest
producers, like ConocoPhillips; or b} are not limited to oil and natural gas companies, but are widely
available to all U.S. manufacturers and producers. These hardly sound like “special industry subsidies” to
me.

Specific Provisions of Concern

My submission will focus upon those tax issues of greatest importance to ConocoPhillips, whether or not
they are identified as “oil and gas tax” items. Those items, followed by a more detailed discussion of
each, are as follows:

Dual Capacity Taxpayer Rules.

The pending modification to the dual capacity taxpayer rules, which has been proposed multiple times in
the past, and which we understand is currently under consideration again in the Senate, is a proposal to
impose double taxation on the income of oil and natural gas companies. This provision would change the
way in which U.S.-based oil and natural gas companies treat taxes paid to foreign governments, under
the foreign tax credit rules of the Internal Revenue Code. it is important to note that this provision, as
currently being considered, would ONLY have a material tax impact on the three U.S -based firms
appearing today (ConocoPhillips, ExxonMobil and Chevron). These proposed additional restrictions to the
foreign tax credit rules for energy companies would render U.S.-based companies less competitive in the
global market, at a time when we are already competing every day against national oil companies and
other non-U.S. companies for critical resources. This provision will resuit in lost opportunities around the
globe and lost jobs here in the U.S. As we lose projects and opportunities to foreign competitors, many of
those jobs will necessarily disappear. These foreign tax credit restrictions may well resuit in a reduction in
overall investment in U.S. energy production, transportation and refining. But the real impact will be that
future investment by U.S. firms, which provide and support a proportionately greater number of domestic
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jobs than foreign competitors do, will be significantly reduced. in fact, we believe that this provision alone
will substantially increase the level of foreign investment in the U.S. oil and gas sector, because U.S.
companies will be heavily penalized by this provision, while their foreign competitors will not. For
companies based in Europe, Asia or elsewhere, this provision will not impose an additional tax burden on
their investment of funds in U.S.-located projects.

Some of the facts about the dual capacity and foreign tax credit rules follow:

« The current rules for dual capacity taxpayers already serve as a restriction or limitation on U.S.-
based oil and natural gas companies’ ability to claim foreign tax credits (FTCs) for foreign taxes
paid. These rules provide a strict regime for determining whether a foreign payment constitutes a
payment of income tax (which is creditable), or another type of payment, e.g., a royalty (which is
not creditable). Contrary to erroneous assertions that U.S. oil and natural gas companies
received foreign tax credits for “royalty payments,” the existing tax rules specifically prohibit us
from claiming FTCs for such payments.

« All other U.S. industries and companies that earn income in foreign countries may claim FTCs on
their tax returns, yet they do not face the same existing limitations currently in place for dual
capacity taxpayers.

« Qur company is under constant audit by the internal Revenue Service, which vigorously reviews
these payments to determine whether they are properly reported under the law.

» Dual capacity taxpayer provisions have never been identified by the Joint Committee on Taxation
as a “tax expenditure,” which means that the Joint Committee does not consider these provisions
to be a subsidy.

Some facts about our foreign income and tax credit positions:

» ConocoPhillips has a U.S. work force of approximately 20,000 people, and we estimate that
about 3,000 of these U.S. jobs exist to support our international operations.

¢ Among the companies at this hearing, ConocoPhillips has the largest U.S. domestic presence, as
a percentage of our total investment portfolio.

» In spite of that, ConocoPhillips still earns approximately 60 percent of its income outside the
United States.

» ConocoPhillips returns virtually all of that income to the United States to help fund its capital
investment programs, both here and overseas. This is contrary to the practices of many U.S.
multinational companies in other industries, which are heavily incentivized to leave foreign
earnings overseas in order to avoid the onerous additional burden of U.S. tax on that income.

« Some in Washington are proposing a “tax holiday” on foreign earnings, which would atlow U.S.
companies to return their profits to the United States at a lower-than-normal tax rate, to provide
an incentive to bring those earnings home. While we understand the interest in such a provision,
we would not benefit since we aiready bring our earnings home.

« The proposed changes to our foreign tax credits will mean that we would be penalized for
bringing our profits home. So rather than spending those profits on job creation, reinvestment and
returns to shareholders (actions otherwise recognized as contributing to U.S. economic growth),
we will face the dilemma of leaving those earnings overseas or paying dramatically higher taxes
on them.

« The fact that some foreign countries may possibly have lower taxes is not a primary factor in
determining where we choose to operate. We must go where oil and natural gas exist. From a tax
perspective, it would be attractive to produce hydrocarbons in low-or-no-tax jurisdictions, but such
places dor't have much oil and natural gas, so we're not drilling in them.

Typically, we pay foreign taxes at rates equal to or in some cases above the U.S. tax rate. Some would
argue that because it is common for producing countries to charge oil and natural gas companies higher
tax rates than other industries, that the portion above the general tax rate must not be a tax at all, but a
payment for some form of benefit, such as a royalty. On that point, the Joint Committee on Taxation
agrees with us that such an argument doesn't stand up under the facts. The Joint Committee’s
description of the dual capacity taxpayer proposal contained in the Administration’s Budget Proposal for
Fiscal Year 2011 states:
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Furthermore, a fundamental assumption behind the proposal, that countries generally

seek to impose an equal tax burden on all taxpavers and therefore any additional tax burden
imposed solely on dual-capagity taxpayers reflects payment for a specific economic benefit, is
arguably incorrect. Taxing jurisdictions often impose different levels of tax burden on different
industries according to various factors including the relative mobility of a particular industry,
[Footnote omitted.] A taxpayer in a relatively immobile industry, such as a company engaged in a
natural resource exiraction industry, is compelled to operate within the natural resource’s

urisdiction notwithstanding a relatively high tax rate.’

Gaining access to resources around the world has become increasingly challenging, due in large part to
the rising role of national oil companies (NOCs). In this environment, international oil companies (10Cs)
find it increasingly difficult to compete for access to critical resources. A recent study has shown that U.S.-
based companies are particularly challenged, due in part to the already-existing limitations imposed by
the U.S. tax system.? The charts below help illustrate just how unfavorably the landscape has changed
for I0Cs in the competition for resources. From having full access to 85 percent of world resources in
1970, they can now directly access only 7 percent,

Accessibility of World Proved Oil Reserves

1970 Today
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NOC = National oil company
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Additionally, the next chart shows the massive scale of the NOCs, some of which are a dozen times
larger than the I0Cs in terms of hydrocarbon reserves. The NOCs include such massive entities as the
National lranian Ol Company, Saudi Aramco, Petroleos de Venezuela SA (PDVSA) and a number of
others,

¥ Joint Committee on Taxation, Description of Revenue Provisions Contained in the President’s Fiscal
Year 2011 Budget Proposal, Page 319.

2 Fiscal Fitness, How Taxes at Home Help Determine Competitiveness Abroad, 2010 HIS CERA, inc.,
Page 4.
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As the role of NOCs in global markets increases, additional impediments to the ability of U.S.-based I0Cs
o compete, in the form of modifications to the dual capacity rules, will only exacerbate this problem,
further threatening U.S. jobs and energy :5ec:uri'(ya3 In summary, this proposal would:

« Destroy high-paying U.8. jobs;

= Hand over to foreign interests an even greater share of America’s energy investment and national
security;

« Punish domestic oil and gas companies for returning their profits to the U.8; and

=+ Reduce overall investment in energy production al a fime when we need more, not less energy.

Section 198 Deduction for Domestic Production Activity.

Current and proposed legislation, along with the Administration’s Budget Proposal for the 2012 fiscal
year, would eliminate the tax deduction provided by Section 199 of the Internal Revenue Code for oil and
gas companies. in some cases, only the five largest oil and natural gas companies operating in the
United States would be subject to this elimination. Section 199 is consistently and erroneously identified
as one of the so-called "oll and gas tax subsidies,” as part of efforts to raise taxes on the industry.

The truth is that the Section 199 deduction is available to all U.S. producers and manufacturers, and is
not imited to ol and natural gas producers, although efforts to repeat the provision seem to have targeted
this industry alone. Another fact regarding this provision is that oll and natural gas producers are already
limited in their ability to claim this deduction, compared to other domestic industries. Although the
deduction under Section 199 is generally calculated as 9 percent of domestic production income,* oil and

® Economic and Foreign Policy Implications of the Administration's Dual Capacity Taxpayer Proposals,
Split Rock International, Inc., July 2010
* Internat Revenue Code, Section 199 (&Yt



130

natural gas companies are limited, under the provisions of the Emergency Economic Stabilization Act of
2008, to a deduction of only 6 percent.®

Section 199 was added to tax law by The American Jobs Creation Act of 2004° in order to stimulate job
growth in the production/manufacturing sector. After its enactment, oil and natural gas industry
employment grew substantially, as intended, as our industry put the provision to work and created jobs.
During the period after 2007, as the U.S. struggled through the financial crisis, our industry maintained
steady employment figures, rather than shedding jobs. Again, as applied to our industry, the provision
worked, helping maintain robust employment. it would be an unfortunate mistake for Congress to
eliminate our use of Section 199.

Deduction for Intangible Drilling and Development Costs.

The deduction for intangible drilling and development costs, commonly referred to as IDCs, was included
in the Internal Revenue Code in recognition of the fact that drilling oil and natural gas wells is a high-risk
business, with uncertain chances of success. Even when drilling succeeds, the costs that comprise IDCs
are largely “intangible,” meaning they don't result in a physical asset. IDCs do not include the costs of
“tangible,” or physical production assets placed on the well site, once a commercially viable oil or natural
gas well has been drilled. it is these facts that make the expensing of such costs appropriate, in precisely
the same manner that a company that conducts extensive research and development (R&D) may deduct
the costs of those efforts. As with R&D, the outcome or commercial success of those expenditures is far
from certain when the costs are incurred. [t is only after considerable cost and effort that a determination
can be made on whether a drilling venture has discovered a commercially viable oil or natural gas well.

While the nature of the expenditure for IDCs is closely analogous to R&D, clearly the tax treatment
afforded is far less generous, especially for integrated oil and natural gas producers such as
ConocoPhillips. For them, the current deduction is already limited o 70 percent of the amount spent, with
the remaining 30 percent capitalized and amortized over five years. Once again, as one examines the
facts of this particular tax item, it becomes clear that, rather than being an oil and natural gas tax subsidy,
the IDC deduction already provides a more limited cost recovery method than those enjoyed by other
taxpayers and industries.

The impact of IDC repeal would be immediately felt throughout the oil and natural gas industry, costing
thousands of jobs and harming domestic energy security. The ability to deduct IDC has a direct
relationship to the number of wells drilled in the United States, and the number of jobs associated with
that drilling activity. A typical evaluation regarding the decision whether to drill a well, or not to drili, will
necessarily include an analysis of the costs (including tax costs) versus the possible cash flow, in the
avent the well is successful. if the net cash flow is evaluated and estimated to be positive on a present-
value basis, that conclusion goes a long way toward an affirmative decision to drill a well. As the present
value of the tax cost is increased by such factors as eliminating the current deduction of IDCs, the
likelihood of a projected positive cash flow is diminished, thus increasing the likelihood that no well wili be
drilled. As more and more project evaluations are made, and applying the higher tax cost of non-
deductible IDCs, more and more drifling projects will be abandoned. That will result in substantially less
domestic drilling activity, and fewer American jobs associated with that activity.

This same type of analysis applies:

+ Regardless of whether the company performing the analysis is a large integrated company, such
as those attending this hearing today, or a small, independent producer,

» Regardless of whether the company doing the analysis has significant resources at its disposal,
or must borrow against the potential success of each well, in order to fund the next;

* Regardless of how much a company has earned in its previous year, and because each drilling
project must stand on its own in order to be successful, as the tax cost of that drilling project
increases, the likelihood that the project will proceed decreases.

5 p.L. 110-343, Division B, §401(a):
Sp.L. 108-357
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In short, this direct tax increase on U.S. drilling will reduce both drilling activity levels and energy
production, and cost U.S. jobs.

Other Provisions.

While there are numerous other tax provisions erroneously identified by industry opponents as “oit and
natural gas tax subsidies,” the provisions listed above are among the more egregious from the
perspective of ConocoPhillips. In general, we oppose any effort to single out a specific industry, ora
select few companies within a single industry, for tax increases. Such actions are simply bad tax policy -
especially in cases in which the proposed increases all relate to measures utilized by a broad range of
industries and taxpayers, and for which our company is already limited in its ability to utilize those tax
attributes. Such actions are not “tax reform” or “elimination of tax subsidies.” Instead, they come at the
expense of the American workers who rely upon our industry for their livelihoods.

Industry Earnings and Profitability. .

There is a common misperception that the absolute doliar amount of major oil company earnings is
indicative of the industry's profitability. Rather, its earnings reflect the industry’s enormous scale and the
substantial capital investment needed to replenish depleting supplies. Constrained resource access at
home and abroad has required international oil companies to undertake increasingly large, complex and
risky projects that host governments may not have the financial strength, skills or technology to undertake
themselves. A typical large ConocoPhillips exploration and development project requires several billion
doliars of initial investment and may not generate revenues for more than a decade following project
sanction. Deep water developments in the Gulf of Mexico can cost from $6-$16 bilfion, depending on the
field size and other factors. A current project fo produce and deliver liquefied natural gas may cost
between $5-$13 billion, depending on its size, location and complexity. The proposed Alaska natural gas
pipeline is expected to cost $30-45 billion. Only large companies with substantial financial capacity and
technical resources can effectively develop these projects, while sufficiently diversifying the number of
projects and geographies to manage the risk. As the charts below illustrate, whether one examines
earnings in the form of pennies per dollar of sales or return on investment, the U.S. oil and natural gas
industry’s earnings are comparable to those of other U.8. industries, or actually lag behind.

The first chart shows that earnings per doliar of sales for the oil and natural gas industry consistently lag
the return on sales of all manufacturing industries for various periods from 2006 through 2010.

The second chart utilizes this same metric in comparing earnings on an industry basis during 2010. The
earnings of the oil and natural gas industry lagged below the all-industry average (5.7 cents per dollar of
sales for the industry vs. an average of 8.5 cents for al manufacturers). The leading industries (beverage
and tobacco products, pharmaceuticals, computers, chemicals and others) had earnings far higher than
those of the oil and natural gas industry.
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Conclusion — Raising Industry Taxes is the Wrong Policy at the Wrong Time

Once again, when the facts are made clear, proposals to use earnings to justify tax increases do not
make sense in the case of an industry that is not only clearly aiready heavily taxed, but actually pays
effective tax rates that far exceed those paid by other U.S. industries.

For a Congress and Administration that speak of the need o enhance U 8. competitiveness in global
business, enacting the tax proposals currently under consideration would be counter-productive, They
would penalize U.8. workers as well as the millions of Americans who invest in the targeted companies
sither directly as shareholders, or indirectly by participating in mutual funds, pension plans, insurance
policies and other institutions that own our shares. Further, the proposed tax provisions would severely
hamper the financial capabilities of the very companies that must help carry our nation into the energy
future through continued investment in vital ol and natural gas, as well as in renewable energy resources.

These impacts cannot truly be the intent of Congress, or the desire of the American public.
ConocoPhillips calls upon Congress to dispassionately consider the facts on olf industry taxation, and
reject the current proposals in light of the imperative need to create more U.S. jobs, enhance national

energy security, and preserve and improve the ability of U .8 -flagged companies to succeed in the
intensely competitive global energy business.

END
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Senate Finance Committee Hearing
“Qil and Gas Tax Incentives and Rising Energy Prices”
May 19, 2011
Questions for Mr. Jim Mulva

Note: All responses are current as of June 17, 2011.
From Senator Baucus

1.

Exxon Mobil has a recent posting by Ken Cohen, V.P. of Public and Government
Affairs on its “policy blog” titled “ExxonMobil’s U.S. taxes and U.S. earnings—
Some relevant numbers for Washington. Mr. Cohen states that ExxonMobil had
total tax expense of $9.8 billion in 2010 which exceeded total U.S. operating earnings
of $7.5 billion. Footnote 18 of ExxonMoebil’s the 2010 Form 10-K filed with the SEC
provides a breakdown of the total $9.8 billion. It includes $6.2 billion in “sales-
based taxes”.

1 would like to ask each of you to describe the natare and amount of these U.S.”
sales based taxes” that you include as a tax expense in your financial statements.
Are they federal excise taxes that are included in the price at the pump and
effectively paid by consamers? Also, are these amounts included in your total sales
reported on the income statement and therefore offset the amount reported as an
expense?

If these taxes are effectively passed on to consumers, isn’t describing them generally
as taxes paid by your companies similar to a retailer claiming that they pay the state
and local sales taxes that they collect from consumers and remit to the appropriate
governmental authorities.?

Response:

The amount of excise taxes paid on petroleum products sales is disclosed on the face of
the income statement in ConocoPhillips” Form 10-K. These taxes have not been included
in determining the company’s effective tax rate.

According to ExxonMobil’s 10-K for 2010, for every 1 dollar increase in the price of
oil, ExxonMobil earns a 375 million after-tax profit.

Last year, the average price of a barrel of oil was 72 dollars. The price of oil today
is around 100 dellars and is projected to average over 100 dollars for the year.

Doing simple math, if prices do average 100 doliars this year, ExxonMobil stands to
earn in excess of 10 billion dollars in additional profit in 2011 than in 2010 just due
to the increase in the price of oil.
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In contrast, the total amount of tax breaks under consideration today is
approximately 2 billion dollars for all the companies at the table combined.

1’d like to know from the other four companies how much in after-tax pmﬁt you
earn from each 1 dollar increase in the price of oil.

Response:

A one dollar per barrel increase in the price of oil would add $110-130 million to our
after-tax income in the short-term. However, it is important to note that companies do
not capture all of the benefits of crude price increases. Much of the benefits of price
increases are captured by governments via increased income, production and other taxes.
This phenomenon can be observed by examining our oil and natural gas income
statements for 2007 and 2008. Between 2007 and 2008, WTI crude prices increased from
$72 per barrel to $100 per barrel or by 38 percent. ConocoPhillips’ oil and natural gas
revenues increased by about $14 billion but nearly two-thirds of those revenues went to
pay for additional taxes ($8 billion) and cost ($1 billion) increases. This example also
indicates that for every one dollar per barrel increase in the price of oil, tax payments to
governments rise by almost $300 million.

In the medium to long-term, higher crude prices will increase costs in our business even
more as industry capital spending increases and costs of materials and services rise in
response to higher activity levels. This limits the degree to which higher crude prices
improve profitability. In fact, industry finding, development and production costs have
mote than doubled since the early 2000s. And despite the elevated crude oil prices
experienced during 2006 through 2010, U.S. oil and natural gas companies have had
lower returns on investment than the S&P Industrials during this period.!

Wouldn’t each of you agree that a price change of two or three dollars in a barrel of
crude oil has 2 more meaningful impact on your investment decisions than your
share of the effect of repealing all the tax provisions under consideration today?

Response:

No. Conservatively, it would require a $12.50 per barrel oil price increase sustained for
20 years to offset the proposed tax increases and maintain the same return for a large
deep water Gulf of Mexico development project, for example. The crude oil price

 EIA, Performance Profiles of Major Energy Producers, Table T1 (S&P 1978-2004; Oil and Natural Gas 1978 ~
2009) and Standard & Poor’s, Compustat North America Database, June 2010 update (S&P 2005-2010; Oil and
Natural Gas 2010)
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increase needed would be even higher if you considered the cost inflation that would
arise during a higher crude oil price environment.

The current crude oil price environment is less likely to influence our investment strategy
than taxes. Given that crude oil prices are highly volatile and unpredictable, we analyze
potential returns for proposed major projects over a wide range of possible price levels.
Also, since crude oil prices are set globally they generally are not a factor when we
determine the countries in which we will invest. Taxes, on the other hand, do help
determine where we invest. Further, changes to tax laws are not subject to the same
downward volatility that crude oil prices experience, since unlike crude oi! prices, when
taxes go up, they rarely come down. So, while we analyze projects under a variety of
crude oil price scenarios, some of which assume significantly lower crude oil prices, any
increased tax burden will be analyzed as a permanent cost increase for projects,
regardless of crude oil prices.

Therefore, as noted above, tax terms are a very important determinant of where we
invest. Projects will only be economic if the host country’s tax terms are commensurate
with the cost, prospectivity and risk of the upstream opportunities available. In order for
projects in countries with higher costs and risks and lower prospectivity to remain
economic, the government “take” through taxes must be lower. The U.S. is a high-cost
area with lower prospectivity than many other areas in the world. Thus, projects here may
not have economic potential that is sufficiently robust to accommodate higher taxes. This
means that increasing U.S. taxes will likely render some projects here uneconomic. It
will also drive companies to preferentially invest in foreign resource opportunities instead
of domestic ones, which will reduce local job creation and increase oil imports.

Finally, higher taxes would lower the cash flow that enables the heavy levels of
investment needed to maintain existing production and add new supplies.

Isn’t the value of a price of oil the most important driver for your business
planning?

Response:

Not necessarily. As previously mentioned, crude oil prices are highly volatile and
unpredictable, such that we assess our plans over a wide range of potential prices. In
addition, crude oil prices are set globally so they generally are not a factor when we
determine the countries in which we will invest.
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A wide range of other factors affect our decisions on what energy development projects
to invest in, and where, including:

* Resource access

» Tax treatment and stability
s Local taxes

* Technology

» Drilling costs

*  Geology

s Environmental regulations
* Geopolitics

Would you really consider producing less in the United States with the significant
profits you earn with every additional barrel of oil produced?

Response:
If taxes were higher in the United States, we would likely invest less in this country,
which would result in lower domestic oil and gas production. We would reduce our
domestic investment for three reasons:
* Some of our proposed domestic and foreign projects would be made
uneconontic by higher taxes,
» Some domestic opportunities would become less competitive than foreign
projects, and
+ The company would have less cash flow to invest in new projects and in
maintaining existing production.

In fact, when Alaska raised its state tax rates in 2007, ConocoPhillips deferred $2 billion®
of planned investment on projects that were no longer economically justified.

Projects Made Uneconomic
A study by the upstream economics consulting firm, Wood Mackenzie®, assessed how

many projects in the United States would be made uneconomic if proposed changes to
intangible drilling cost (IDC) expensing and the domestic production activities deduction
(Section 199) were enacted. The study indicated that returns for 88 projects —
approximately 38 percent of the 230 plays in their domestic data base — would fall below
the threshold required for investment.

? Gross investment
3 Wood Mackenzie, “Evaluation of Proposed Tax Changes on the U.S. Oil and Gas Industry,” August 2010
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Wood Mackenzie also noted that in the current low natural gas price environment, some
gas plays are sub-economic even before accounting for the proposed tax increases, and
would become more severely disadvantaged under the additional tax burden.

Similarly, the loss of the Section 199 tax deduction would make domestic refining
operations more vulnerable to foreign competition from Europe, and from new highly
competitive world class refineries in Asia and the Middle East. Refined product imports
are already highly entrenched in the U.S. market, during 2010 amounting to 2.6 million
barrels per day or 14 percent of total oil demand.

Domestic Projects Less Competitive than Foreign Projects

The U.S. is already less competitive than many other areas of the world due to its higher
costs. U.S. finding and lifting costs were 35% higher than foreign finding and lifting
costs, according to U.S. DOE Energy Information Administration (EIA) data from 2007
t0 2009. Finding and lifting costs for the U.S. offshore were also 76% higher than
average worldwide costs for major oil and gas producers in EIA’s data base. Increasing
taxes would further reduce the competitiveness of domestic investments.

Reduced Cash Flow

1 also indicated that higher tax payments would reduce the amount of cash flow available
for reinvestment in new projects and for maintaining existing production. Free cash flow
from existing operations represents the primary source of funding for oil and gas
investment. Oil and gas companies have historically reinvested 100% or more of their
free cash flow (defined as net income afier taxes, plus depletion, depreciation and
amortization) into the development of current and future projects, as shown in the chart
below based on EIA’s Financial Reporting System data base of generally large integrated
or large independent companies. If cash flow is reduced through higher taxes, there will
be less money available to invest.
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U.S. E&P Capital Spending vs.
Earnings & Free Cash Flow
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Finally, [ want to correct a common misperception that the absolute dollar amount of
major oil company earnings is indicative of the industry’s profitability. The large
absolute size of major oil company earnings reflects our enormous scale and the size of
capital investment needed to replenish depleting production and to enable growth. A
typical large exploration and development project costs several billion dollars, and deep
water developments in the Gulf of Mexico can cost from $6-$16 billion, depending on
the field size and other factors. In fact, the oil and gas industry is no more profitable than
other U.S. manufacturing industries. Between 2006 and 2010, the oil and gas industry
earned 6.7 cents of net income per dollar of sales vs. 6.8 cents for all manufacturing
industries.*

3. Some of the witnesses have testified that the oil and gas industry is already subject
to high effective income tax rates. They refer to overall effective rates in excess of
40 percent. But these rates appear to be a weighted average of both U.S. and non-
U.S. income tax rates applied to domestic and foreign earnings.

From financial reports filed with the SEC, it appears the effective U.S. income tax
rates are significantly lower than the average foreign rates. It seems that the high
foreign rates are pushing up the total reported effective rate. One of the companies

4.8, Census Bureau for U.S. manufacturing and Oil Daily for the oil and natural gas industry.
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stated in their financial disclosure that the weighted average statutory tax rate in
countries in which they operate was 55.3 percent for 2010.

1 would like to ask each of you what the U.S. tax rate is on just your U.S. income.
And how does that compare to foreign tax rates you pay on your non-U.S. income?

Response:

For 2010, the income tax rate on ConocoPhillips’ U.S. income was 39%. For the first
quarter of 2011 it was 41%. In addition to income taxes, our industry also pays severance
and property taxes, royalties, and lease bonuses in the U.S. None of these additional items
are “U.S. sales based taxes” as referred to in Senator Baucus’ first question, but are in
fact additional taxes borne by ConocoPhillips, none of which are included in the
calculation of our effective tax rates.

The foreign income tax rate on foreign income for 2010 and the first quarter of 2011 were
44% and 51%, respectively.

So isn’t the U.S. actually a favorable income tax environment in which to engage in
production, refining and distribution?

Response:

Not necessarily. In addition to income taxes, our industry also pays severance and
property taxes, royalties, and lease bonuses in the U.S. None of these additional items are
“U.S. sales based taxes™ as referred to in Senator Baucus’ first question, but are in fact
additional taxes borne by ConocoPhillips, none of which are included in the calculation
of our effective tax rates.

In comparing the total U.S. government take to that of foreign governments, the form of
payment matters. For example, lease bonuses are a higher share of the U.S.
government’s take in the Federal Outer Continental Shelf than in most other countries,
according to petroleum tax consultant Daniel J ohnston”. In present value terms, bonuses
are about three times more costly to firms than royalties, because bonuses are paid up
front rather than deferred until development yields production. Bonuses are also more
risky than royalties, since they are often paid for acreage that is ultimately unproductive.
Johnston has stated that government take in the U.S. OCS is actually on par with the rest
of the world, if cost, present value discounting and risk are factored in.

$ Daniel Johnston & Co., Inc., “Analysis of Government Take in the United States Outer Continental Shelf,” January
10, 2008
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Countries with higher government take on oil and gas production than the U.S. generally
have lower costs and higher resource prospectivity, or their tax rates are out of line and as
a result they aren’t attracting sufficient investment.

The high cost structure of the U.S. constrains the amount of government take that
domestic projects can bear and still remain economic. For example, U.S. finding and
lifting costs were 35% higher than foreign finding and lifting costs between 2007 and
2009, according to U.S, DOE Energy Information Administration (EIA) data. Finding
and lifting costs for the U.S. offshore were also 76% higher than average worldwide costs
for major oil and natural gas producers in EIA’s data base.

And wouldn’t that still be the case, even if these subsidies did not exist?

Response:

No. In addition to my response to the previous question, increasing government take
would directly hurt the economics of U.S. projects compared to those in other countries.
The resulting instability of government take and the fact that the oil and natural gas
industry would have been singled out in particular would also increase the perceived risk
of investing in the U.S., which would increase the return threshold required for
investment. Consequently, this would reduce investment in the U.S.

. Current tax rules arguably allow foreign tax credits for payments that are
economically equivalent to royalties.

The proposal under consideration would limit creditable foreign taxes to generally
applicable foreign taxes.

The three largest US oil companies are on pace to earn 80 billion dollars in
aggregate profit in 2011, Making the proposed changes to the foreign tax credit
rules would cost your companies less than one percent of that profit.

Is it a serious problem for your company to pay less than 1% of your profits for the
proposed modification?

Response:

We strongly reject the assertion that the current foreign tax credit rules allow credits for
payments that are economically equivalent to royalties. Such royalties are specifically
excluded from being treated as income taxes. That very issue lies at the heart of the
existing dual capacity taxpayer rules. The proposed changes to the foreign tax credits
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would lead to double taxation of foreign earnings, which creates a competitive
disadvantage for the three targeted U.S. oil companies, when compared to all other oil
companies, domestic and foreign. It would have the effect of reducing U.S. jobs in our
industry, since even foreign developments create the need for support functions located in
the U.S., and would further increase the foreign ownership of worldwide crude oil
supplies. :

At this point, it is important to reiterate a concept that I described earlier. Regardless of
our current earnings, we must evaluate new projects on the basis of what we expect the
future to bring. As noted, we perform project analyses based upon a variety of price
scenarios for crude oil and natural gas. As we all know, these prices can be highly
volatile, which means that they can and do go down dramatically — as well as up. This
proposed effort to impose double-taxation on our foreign earnings would be a permanent
tax increase, which would remain in place regardless of the level of our future earnings.

Perhaps the most egregious aspect of this proposal, however, is that it clearly
discriminates against U.S. companies. Only three of the five companies targeted by $940
would be significantly impacted — the three American-based companies. Non-U.S.-based
companies will feel no real impact from the proposed double-taxation provision. This
means that U.S. companies will be competitively disadvantaged in bidding against all
other companies — whether they be investor-owned or government owned/controlled. As
a result, the three largest U.S.-based companies will, over time, lose an increasing
number of opportunities for investment in and production of crude oil and natural gas.
This will not only have a discriminatory negative impact on these companies and their
employees, but a recent study concluded that this provision alone will threaten a
significant number of U.S. jobs and will further undermine our national energy security.®

5, You testified before the Energy and Natural Resources Committee regarding energy
prices and profits in 2005. During that hearing, you were asked whether President
George Bush was right that with $55 per barrel oil, government incentives for gas
and oil exploration and production were not necessary. And in 2005, you said that
President Bush was right, that you did not need incentives and that these tax breaks
did little to support and enhance supply.

Now, you have made recent public statements that eliminating these tax increases
would “cost jobs, raise consumer prices, and ... would hamper your ability to
remain competitive.” With the price of oil twice as high as it was when you testified
in 2005, why do you now believe you need tax incentives?

& Oison, Pamela F., Jenn, Brian H. and Aldonas, Grant D., Economic and Foreign Policy Implications of the
Administration’s “Dual Capacity Taxpayer Proposals”, July 2010.
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Response:

In the 2005 hearing, we were discussing the new production incentives in the Energy
Policy Act of 2005. Most were for renewable energy, clean coal and nuclear. We do not
need new incentives for exploration and production.

We do expect to deduct our operating expenses and recover our capital cost just like other
companies in our industry, and those in every other industry. We also do not expect to
have tax terms retroactively changed after we have made investments on the basis of
existing tax law.

Foreign tax credits are not “tax breaks.” They simply eliminate double taxation, and have
been a fundamental part of U.S. tax code almost since the inception of the income tax
jtself. The proposed further restrictions on foreign tax credits would discriminatorily
hamper the ability to compete of three American oil companies only. If the double-
taxation proposal is enacted, these companies will be less able to bid competitively when
vying for new projects against their foreign competitors, regardless of the crude oil price
level.

Repealing the Section 199 domestic manufacturing deduction for the five largest oil and
natural gas companies operating within the United States would deny us the benefit of a
tax deduction that is available to every other industry and other large oil companies; some
of which are foreign-owned. This deduction was enacted by Congress to increase
domestic production and jobs in October 2004. Since then, domestic oil and natural gas
production has increased by 15 percent and direct employment in the oil and natural gas
extraction industry has increased by 36 percent’. Domestic production and job creation
would be lower without it because (1) some projects would become uneconomic, (2)
domestic projects might become less attractive than foreign projects and (3) companies
would have less cash flow to reinvest.

We disagree with the implication of your guestion that with higher prices today, we
should we able to absorb higher taxes. While the WTI oil price is near $100 per barrel
today, crude prices are extremely volatile and we can’t plan on them remaining at this or
any other level. A case in point is that as recently as the start of 2009, the crude oil price
was about $40 per barrel. For further explanation, please refer to my earlier response to
Senator Baucus® question number 2.

7.8, Bureau of Labor Statistics
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The crude oil price level is not indicative of industry profitability over the long run
because it doesn’t address the rising costs faced by our industry. While elevated crude oil
prices may temporarily improve our profitability, over time industry costs increase in
response to rising crude oil prices, such that most of the benefit to earnings and returns
are removed. This phenomenon prompted Goldman Sachs’ energy analyst to project in
2008 that integrated oil companies were on track to generate a return on capital employed
(ROCE) in 2010 at their $110 per barrel WTI price forecast that was comparable to their
ROCE generated in 2000 at $30 per barrel.®

Oil and gas industry costs follow crude oil prices because the industry invests more
capital when prices rise, and the cost of materials and services increases due to rising
industry activity levels. The chart below illustrates the relationship between crude oil
prices and a cost index for oil and gas machinery in the United States, which is one
indicator of industry costs.

Another reason why the industry’s cost structure rises with crude oil prices is that both
_costs and crude oil prices are driven upward during times of high economic growth in
developing nations. Strong economic growth raises oil demand and prices as well as
increases the cost of steel and other materials used by the oil and natural gas industry.

Other reasons for the rising industry cost structure are not directly related to crude oil
prices. Industry finding and development costs are increasing because of the higher cost
of the opportunities that are accessible by our industry today. Available prospects are
more remotely located, in deeper water and harsher operating conditions that require new
technology, or they contain unconventional resources that require significant upgrading.
Given the higher cost and risk of the opportunities available today, reinvestment
economics are frequently challenged despite relatively high crude oil prices. Limited
resource access, including in the U.S., is exacerbating this problem.

# Arjun N. Murti, Goldman Sachs Global Investment Research, “ Global: Energy: Oil,” March 6, 2008, page 10
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Oil & Gas Industry Costs Follow Crude Oil Prices
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Since the early 2000s, industry finding, development and production costs more than
doubled. At its peak in 2008, Goldman Sachs’ analysts commented that the cost structure
for the “marginal” supply (based on PPI Index for U.S. oil and gas field machinery and
equipment) had reached $105 per barrel.” The chart below indicates that after a brief
respite during the recession, industry capital costs (equipment, facilities, materials, and
personnel) for construction of oil and natural gas projects are continuing to rise.

® The Goldman Sachs Group, “Energy Weekly,” August 15, 2008, page 9
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IHS CERA Upstream Capital Costs Index
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Several investment analysts have stated that marginal oil reserve replacement costs (to
earn cost of capital and justify reinvestment) are about $85-90 per barrel today'®, Thus,
crude oil prices at least this high would be required in order to generate sufficient
supplies to satisfy global oil demand. If crude prices remain above this level, then
replacement costs will likely continue to rise. Again, the main point is that investment
economics are challenging even when crude oil prices are higher than we have seen
historically.

From Senator Baucus on Behalf of Senator Reid

1. How much did your company spend in 2010 in the US on the research, development,
demonstration or domestic production of clean, non-petroleum-based alternative
transportation fuels?

Response:
For 2010, ConocoPhillips spent approximately $34 million on R&D related to non-
petroleum-based alternative fuels. :

! Neil Beveridge and Liang Zhang, Bernstein Research, “Is this 2008 All Over Again?, April 15, 2011; Doug
Terreson, ISI, “Energy Research: Integrated Oil,” May 18, 2011
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Please also identify the amount by which that estimated expenditure was effectively
reduced through Federal tax deductions or tax credits, such as the research and
development tax credit, claimed by the company.

Response:
For 2010, ConocoPhillips received an R&D tax credit related to non-petroleum-based
alternative fuels of less than $1 million.

From Senator Wyden

1. When arguing for opening up US lands and waters for oil drilling, the oil industry
complains that because most oil is controlled by foreign governments, the US oil
industry has no place else to go for access to oil and gas resources except in the US.
But at today’s hearing, you testified that if you lost the tax breaks you currently
receive, more oil exploration and production would go offshore.

How can you claim both that you have no place else to go to drill for oil outside the
US and that if you lose tax breaks you’ll move operations offshore? Isn’t thata
contradiction?

Response:

To say that we have “no place else to go” mischaracterizes previous comments.
Certainly, the competition for access to resources is increasingly challenging, not only in
the U.S., but also globally. As described in my responses, the issue is not one of being
completely denied access, or completely losing out in the competition, but one of relative
access and success, compared to our competitors, in an increasingly difficult
environment. The greater the burdens placed upon those U.S. companies with operations
outside the U.S., compared to their peers, the more likely that they will lose out in the
competition for new opportunities. Eliminating the Section 199 deduction for major oil
and gas producers and requiring them to capitalize rather than expense intangible drilling
costs would make a number of high-cost domestic opportunities uneconomic. This
would make investment in U.S. projects less competitive relative to projects in other
countries, and would incentivize our industry to move investment overseas; even perhaps
to locations which are currently less economic under existing conditions, but would
become more attractive after the proposed changes were enacted.

As noted above, there are still foreign opportunities available, but they are generally
either high cost or there is a great deal of competition to capture them. Imposing double-
taxation by further restricting foreign tax credits would impede the ability of U.S.
companies to compete for those opportunities. Again, it might not mean a complete
“exit” from foreign opportunities, but it would certainly create a discriminatory
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environment against U.S. firms competing with foreign companies which would not face
the double-tax burden. These obstacles could very well, over time, significantly curtail or
eliminate our non-U.S. presence, since the foreign assets we currently hold and the new
projects for which we might otherwise compete will simply be more valuable to non-U.S.
companies with lower tax burdens.

Again, | emphasize that it is a matter of relative economics, not a question of whether one
location or another is completely economic or uneconomic. In short, my view is that the
dual capacity taxpayer changes would make U.S. companies less able to compete in the
global marketplace, and the other proposed tax changes would make the U.S. as a whole
less able to compete for our industry’s investment dollars.

In sum, if American companies are rendered uncompetitive both in the U.S. and overseas,
they will be forced to reduce reinvestment rates in both. That’s akin to slowly going out
of business. While such a scenario might mean slightly less overall investment in energy,
both globally and in the U.S., due to a somewhat smaller total industry investment, it
does not mean that the proportion of the energy market currently held by U.S. firms
would simply disappear. It simply means that the portion of the market currently held by
U.S. companies providing U.S. jobs would then pass to foreign hands. It is in this
country’s interest from the objectives of energy security, economic prosperity and job
creation to maintain a competitive U.S. oil and gas industry.

During this morning’s hearing, Mr. McKay responded that he agreed that it was
appropriate to phase out the ethanol blending credit in light of the statutorily-
mandated renewable standard requirement. Do you agree with Mr. McKay that it
is time to phase out the ethanol blending credit?

Response:

The blending credit for conventional ethanol is not needed given that ethanol usage in the
fuel mix is mandated by federal law. However, during periods when there isn’t an
economic incentive to blend ethanol into gasoline, as when oil prices are low or com
prices are high, blending credits help mitigate the cost impact to consumers of the
mandated ethanol, which is more expensive than gasoline.

Other mandated biofuels (cellulosic, biomass-based diesel, and advanced biofuel) are not
generally expected to be economic in the foreseeable future. Absent modification, these
mandates will impose additional costs on consumers.
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From Senator Thune

1. Iwant to discuss a particularly promising area of our country for domestic energy
production, the Williston Basin located under parts of North Dakota, Seuth Dakota,
Montana and Canada. Some have called this area “Kuwait on the Prairie” because
it holds the largest oil and gas find in North America since the Prudhoe Bay
discovery in Alaska in the 1960s. Can you comment on the potential for job creation
and economic development in the states I mentioned related to these oil and gas
reserves. Would the tax increases in the President’s budget and the legislation
sponsored by Senator Menendez make you more or less likely to increase domestic
production from these reserves, were these tax increases to be enacted into law?

Response:

Oil production from the Bakken formation of the Williston Basin alone is expected to rise
from about 60,000 barrels per day in 2005 to 600,000 barrels per day in 2014, making
this area a bright spot for oil production growth in the U.S. Oil and gas drilling activity
has increased significantly in the region. For example, the number of drilling rigs
running in North Dakota has increased from a low of 35 in 2009 to 173 in 201 1.
addition to a direct gain in employment from this activity, jobs are created in other
industries that provide goods and services to the oil and gas industry, and from household
spending of personal income earned directly or indirectly from the industry’s spending.
According to the North Dakota Petroleum Council, each rig creates 120 direct and
indirect jobs. The higher rig count in North Dakota over the last two years has thus
theoretically created 17,000 direct and indirect jobs (173 — 35 = 138 x 120).

Although I am unaware of any economic development studies that focus specifically on
this region, we can observe that it fared much better than the rest of the country during
the recent recession. From January 2008 to April 2011, employment in North Dakota and
South Dakota increased by 4.2 percent and 1.3 percent, respectively, while total U.S.
private employment declined by 4.5 percent.

Raising taxes on the U.S, oil and natural gas industry will reduce our investment in new
oil and gas supplies because some domestic projects would become uneconomic and we
would have less cash flow to invest. It would also cause us to shift investment overseas.
Reduced investment in the U.S. would reduce oil and gas production, as well as
economic activity, employment, and government revenues. A study conducted last year
by Louisiana State University"* found that repealing the Section 199 and dual capacity

! North Dakota Drilling and Production Statistics: https://www.dmr.nd.gov/oilgas/stats/statisticsvw.asp

2pr. Joseph R. Mason, PhD, Louisiana State University, “The Regional and National Economic Impact of
Repealing the Section 199 Tax Deduction and Dual Capacity Tax Credit for Oil and Gas Producers,” September,
2010
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tax credits would reduce U.S. economic activity by $341 billion between 2011 and 2020,
reduce employment by 154,000 immediately with the effects persisting for the duration
of the tax policy, and reduce government tax revenues by $84 billion. A large proportion
(59 percent) of the job losses would occur in professional fields (e.g., health care, real
estate, etc.) and manufacturing. Only about one fourth of the losses would be in mining
manufacturing, which includes oil and gas production and refining.

From Senator Rockefeller

1

What was the average annual compensation for your company’s top 5 executives
over the past decade? Last year?

Response:
ConocoPhillips’ executive compensation program aligns the interests of our executives

with those of our stockholders. Our compensation program is guided by the philosophy
that the company’s ability to responsibly deliver energy and to provide sustainable value
is driven by superior individual performance. A company must offer competitive
compensation to attract and retain experienced, talented and motivated employees. In
addition, employees in leadership roles within the organization are motivated to perform
at their highest levels by making performance-based pay a significant portion of their
compensation.

The average annual compensation for our top executive officers since 2002, as disclosed
in our filings with the SEC and calculated in accordance with the rules promulgated by
the SEC and in effect when such filings were made, was $10 million. In 2010, the
average annual compensation of our top executive officers was $8.7 million. Additional
information about various elements of executive compensation packages is available in
ConocoPhillips' Proxy Statements filed with the SEC.

What is the single most important tax incentive your business receives? Why?

Response:

Tax incentives are provided by Congress to encourage certain kinds of activities.
Elimination of any tax incentives effectively increases taxation of those activities. This,
in turn, results in a reduction in those activities, including oil and gas development and its
related job creation.

Two of your highest dollar tax incentives are Dual Capacity and Intangible Drilling
Costs. Which of these two provisions is more important to your company and which
you would choose to live without if Congress is forced to choose between the two?
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Response:

The foreign tax credit is not an incentive; it is the intended mechanism to eliminate
double taxation of foreign earnings. Current tax rules already contain restrictions which
do not allow royalties to be taken as a foreign tax credit. The proposed changes would
arbitrarily disallow creditable foreign income taxes as foreign tax credits, resulting in
double taxation, and is nothing more than a device to raise taxes on the three largest US
oil companies.

3. Some of you talk in your testimony of discriminatory treatment for your industry. It
is my belief your industry has received preferred treatment for a century. Depletion
goes back to 1916, and your industry was not eligible for the manufacturing
subsidies that the section 199 subsidy replaced. Yet your companies’ lobbying
efforts allowed you to benefit from 199 when enacted. How do you reconcile such
special treatment with claims of discrimination?

Response:

ConocoPhillips is already ineligible for percentage depletion on oil and gas production
(see IRC Section 613A), and has been so since 1975. Our industry remains eligible, like
all other U.S. industries, for the Section 199 deduction, which was enacted to encourage
domestic job creation in the manufacturing sector, which currently includes oil and gas
production and refinery operations. However, our industry has already been
discriminatorily penalized compared to all other manufacturing industries through the
restriction of our Section 199 deduction to 6% versus the 9% otherwise allowed. Section
199 did not replace a “manufacturing subsidy.” Section 199 was enacted in the aftermath
of the World Trade Organization’s invalidation of the so-called “FSC/ETI” regime, as an
export subsidy. The Section 199 deduction was put in place to encourage job growth in
the manufacturing and production industries, rather than as an export subsidy. For that
reason, the Section 199 deduction is currently available to a wide variety of industries
and taxpayers which did not benefit from the FSC/ETI regime.

From Senator Roberts

1. Understanding that the five companies appearing before us today are all publicly
traded, and are about 98% owned by individuals or institutional investors who are
managing pension funds, mutual funds and IRAs for millions of middle class
Americans that rely on these holdings for their economic security and retirement;
what impact do your companies’ record profits this past year have on middle class
Americans whose economic portfolios invest in U.S. integrated oil companies?
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Response:
According to the economic advisory firm, Sonecon, the distribution of ownership of U.S.
oil and natural gas company stocks is as follows:

e 29.5 percent by mutual funds and other firms

s 27 percent by pension funds

e 23 percent by individual investors

e 14 percent by IRAs

e 5 percent by other institutional investors

e 1.5 percent by corporate management of oil companies

We agree that many U.S. households benefit from the shareholder returns generated by
oil and gas companies, given that 55 million households own mutual funds and 45
million have an IRA or personal retirement account.

A recent study by Sonecon commissioned by the American Petroleum Institute indicated
that oil and natural gas company holdings in state pension funds are providing
disproportionately strong returns for retirees. While oil and natural gas stocks make up
an average of 3.9 percent of public pension holdings in four key states (Ohio, Michigan,
Missouri and Pennsylvania), they accounted for an average of 8.6 percent of the returns
in these accounts from 2005 to 2008."

2. How significant of a role does certainty in tax policy play for your companies when
making investments decisions regarding greater domestic production and, more
importantly, when hiring new employees?

Response:

Certainty of tax policy is an important consideration in making investment and hiring
decisions, Raising taxes would reduce investment in the U.S. because it would make
some projects uneconomic, shift investment overseas and reduce cash flow available for
reinvestment. Instability of government tax policy increases the risk of investing in the
U.S,, thereby raising the return threshold required of a project to offset the risk of higher
taxes at some point in the future.

The U.S. already has some disadvantages in attracting oil industry investment. It has
limited resource access, a higher cost structure and lower geologic prospectivity for oil in
the areas that are open for exploration when compared to a number of other countries.

13 Robert J. Shapiro and Nam D. Pham, Sonecon, “The Financial Contribution of Oil and Natural Gas Company
Investments To Major Public Pension Plans in Four States, 2005-2009,” April 2011, page 4
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The U.S. government should recognize these disadvantages and do everything in its
power to improve the attractiveness of investing in the U.S.

Historically, the U.S. has offered the advantage of stable fiscal terms that facilitated risk
analysis and encouraged investment . The country is at risk of losing these attributes,
which are vital to attracting energy investment.

Because higher taxes would reduce investment in new domestic projects, they would also
provide a disincentive to hiring new employees.

From Senator Snowe

L

With prices as high as $100 the question today is whether our energy fax policies
are effectively creating incentives to change behavior — rather than simply making
cost-effective business decisions only more profitable.

As a result, I find it interesting that in an analysis last year of the implications of
removing these tax incentives that the American Petroleum Institute included an
assumption that oil is at $80 per barrel. The analysis, done by Wood and
Mackenzie, concluded that removing these tax incentives would alter the
“breakeven” point for oil - that is the cost for profitability - from an average of
$47.00 per barrel to $52.00 per barrel — or 10 percent.

In addition, the report’s executive summary concludes that under scenarios where
oil is higher than $80 the removal of oil and gas subsidies would not affect oil
production at all. While I recognize that additional subsidies lead to additional
production, it would seem that there would be decreasing returns from more and
more subsidies for US oil production.

Specifically, while the report states concerns about the effects on natural gas
production with the removal of subsidies the report states, “The impact to the oil
=*[market is much lower, as less than 60,000 barrels are at risk under the proposed
changes in 2011.” Effectively, the report concludes that if oil is priced at points
higher than $80 per barrel the removal of these incentives will not result in any lost
oil production.

At a time when oil is priced at roughly $100 — and if these prices were to continue —
do you agree with the API report that there would not be any reduced production of
oil in the United States if the tax incentives were removed?
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Response:

1 disagree with the conclusion that production in the U.S. would not be impacted at
current oil prices if taxes were increased. First, T would like to clarify one point in your
question. You referenced the “average” break-even cost for oil from API's Wood
Mackenzie study (~$50 per barrel), but in fact it is the cost of the “marginal” or highest-
cost supply that will determine how much production is lost. The Wood Mackenzie
report indicated that the marginal cost of U.S. production was $80 per barrel. Now let me
explain why applying this analysis to a higher crude oil price environment is likely to
underestimate the adverse impact on oil production.

First, the Wood Mackenzie analysis likely understates the impact of tax changes on
production when crude oil prices are $80 per barrel or lower. Their analysis did not
include stripper wells (those that produce less than 10 barrels of oil per day). These
represent over 85 percent of U.S. oil wells and yield 800,000 barrels per day, or 10
percent of U.S. Lower 48 crude oil production. Many of these wells are marginally
economic, and higher taxes could cause some of them to be prematurely plugged and
abandoned during the inevitable periods of lower crude oil prices. In addition, Wood
Mackenzie’s analysis excluded lease, exploration and appraisal costs for expensive new
field development in the Gulf of Mexico and Alaska. Adding these missing costs raises
the break-even price for investment in these areas. Thus, more production could be lost
in & higher crude oil price environment than Wood Mackenzie suggested.

Further, we believe it is inappropriate to draw conclusions about production losses in a
higher crude oil price environment than the study assessed. At a $100 per barrel oil price,
the industry’s global cost structure will be higher as a result of (1) an increase in capital
spending outside the U.S. (spending would shift away from U.S. due to tax increases) that
would bid up the cost of equipment and services, and (2) strong demand growth in the
developing world (a major cause for higher crude oil prices) that would increase the cost
of steel and other materials used by our industry. The response to Senator Baucus’
question #5 provides greater detail on the relationship of crude oil prices and industry
costs. The Wood Mackenzie study had a static cost structure by design so it is only
appropriate to draw conclusions about lost production at the study’s base price level.

Current crude oil prices are less likely to influence our investment strategy than taxes.
Crude oil prices are highly volatile, fluctuating around an uncertain average. As a result,
we can’t plan on crude oil prices remaining at the current or any other level. A case in
point is that as recently as the start of 2009, the crude price was about $40 per barrel. It
can also take a decade for major projects to begin production, and we could be in a very
different price environment then. As a result of extreme price uncertainty, we cvaluate
the viability of projects over a wide range of crude oil prices. Also, since crude oil prices
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are set globally, they generally do not determine in which country we make investments.
But taxes do.

Do you support removing these tax subsidies for oil at a certain point, perhaps the
long-term level that EIA or your companies predict that oil will be in 5-10 years?

Response:

No. First, foreign tax credits should not be characterized as “subsidies.” They simply
eliminate double taxation. In addition, further restrictions on foreign tax credits would
hamper the ability of the three American oil majors to compete globally at any crude oil
price level. Please see my responses to previous questions from Senator Baucus —
specifically questions 2, 3, 4 & 5.

Repealing the Section 199 domestic manufacturing deduction for the five largest oil and
natural gas companies operating in the U.S. would deny us the benefit of a tax deduction
that is available to every other manufacturer/producer and to other large oil companies. It
would also incentivize a shift of investment, production and jobs outside of the U.S.

In recognition that no one can predict future crude oil prices accurately, our company
evaluates new supply projects across a wide range of crude oil prices. Since we always
consider a range of price outcomes when we evaluate investments, there is no price
“threshold” that will make new investments immune from the impact of higher taxes.

As [ previously indicated, costs tend to follow crude oil prices over time, which makes
project returns less sensitive to oil prices than is commonly perceived. In fact, despite the
elevated crude oil prices experienced during 2006 through 2010, U.S. oil and natural gas
companies have had lower returns on investment than the S&P Industrials during this
period.™ Given that industry costs tend to catch up with crude oil price levels over time,
there is no threshold crude oil price level where it would be “safe” to increase taxes
without having a detrimental impact on U.S. investment, employment and production.

2. We have witnessed the continued volatility of our energy futures markets, with for
instance gasoline prices falling 7.6 percent on May 11, 2011, coming during a year
when gasoline has increased by more than 28 percent. The development yesterday
came when the U.S. Department of Energy surprised traders by reporting an
unexpected buildup of gaseline stockpiles in the previous week.

' EIA, Performance Profiles of Major Energy Producers, Table T1 (S&P 1978-2004; Oil and Natural Gas 1978 —
2009) and Standard & Poor’s, Compustat North America Database, June 2010 update (S&P 2005-2010; Oil and
Natural Gas 2010}
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This situation yesterday raises two critical questions regarding the efficiency of our
energy markets, First, as the Commedity Futures Trading Commission is
considering now, should we adopt position limits for particular traders to reduce the
volatility of specific contracts. As a leader, along with Senators Feinstein and
Cantwell, on developing a strong derivative title within the financial reform bill, I
strongly belicve transparency and restrictions on specific trades will not restrict
price discovery, but will reduce volatility and potential for manipulation.

Secondly, trading on May 11™ again demonstrates how critical it is for an efficient
market to have access fo accurate and timely data. This is not like any other market
— information regarding consumption, preduction, and reserves are controiled, in
some instances, by America’s adversaries.

For instance, just last month the Wall Street Journal reported that “unreliable data
on production, starting with the world’s largest exporter, are adding to the price
volatility...” and that the “revelation highlighted a problem that is roiling markets
at the moment: a dearth of solid information about the true state of production and
supplies.”

As a result of these developments do you believe that the CFTC should adopt strict
position limits for speculative traders and do you believe that there is enough
transparency in these markets to accurately assess efficient pricing of 0il?

Response:

As the question notes, energy prices vary with the global uncertainties surrounding
supply and demand, including the effect of political and economic developments around
the world and the vagaries of weather patterns. Energy markets are adapted to this, and
function well, providing efficient pricing of oil and related products. It must be noted,
however, that efficient markets are not markets that eliminate volatility. Instead, they
effectively translate volatility in supply and demand expectations into prices, which in
turn can be volatile. Position limits for speculative traders will not alter the fundamental
uncertainties surrounding global supply and demand expectations. At the same time,
position limits can be useful in limiting the potential for market disruptions during the
period of contract expiration for futures contracts that provides for settlement by physical
delivery. In establishing position limits, it is critical to assure, first, that there is an
efficient process for managing exemptions for bona fide hedging activity, and second,
that the limit is large enough that trading liquidity is not choked off, which could increase
volatility.
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Do you believe that current prices are reflective of supply and demand?

Response:

Yes. The primary cause of higher gasoline prices in the U.S. this year has been higher
crude oil prices. Both retail gasoline prices and crude oil prices have increased by about
25 percent year-to-date 2011 versus 2010. The biggest component of retail gasoline
prices at the pump is crude oil prices, representing over two-thirds of the pump price.
Other contributing factors have been flooding in the Midwest that restricted gasoline-
related shipping on the Mississippi River and unplanned refinery outages.

Current crude oil prices are being driven by strong developing country economic and oil
demand growth, combined with disruptions to crude oil production in Libya and Yemen
and fears in the marketplace about potential disruptions in other oil-producing nations.
There is little ability in the marketplace to make up for any additional production
disruptions, since there is only about 3-4 million barrels per day of spare OPEC
production capacity currently available, which equals only about 5% of demand. This is
considered to be a relatively tight market.

Do you believe that foreign countries are doing enough to supply the world with
information about reserves and production and what can the United States
government do to facilitate information sharing?

Response:

Data on OPEC oil production is generally reliable because there are several sources for
the information, at least one of which estimates data from actual oil tanker sailings. In
fact, there appears to be better real-time data on production in OPEC nations than in
many non-OPEC nations. There is less agreement between sources on OPEC nations” oil
production capacity.

We believe a bigger issue than the quality of production data is the poor quality and lack
of timeliness of oil consumption data, particularly from developing countries. Perhaps
the biggest recent surprises in the marketplace have been caused by the inability of
analysts to accurately forecast demand over the coming year. For example, at the start of
2010, the International Energy Agency (IEA) projected that 2010 global oil demand
would grow by 1.4 millions of barrels per day. The IEA now estimates growth at 2.8
million barrels per day, double the original estimate. The tightening market at year end
surprised some analysts. Contributing to the poor ability to forecast demand is the
inability to accurately forecast economic growth, which is the biggest driver of oil
demand growth.
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We believe the U.S. should continue supporting the IEA’s participation in the Joint
Organizations Data Initiative to improve the quality and timeliness of oil supply and
demand data. This effort originated from the Producer-Consumer Dialogue. More than
90 countries participate now, including all of the major oil producers and China and

India.

The Tax Reform Act of 1986 is constantly referred to as a model for tax reform and
the point often made any new reform we undertake should follow its lead, which
was to broaden the base and to reduce tax rates. The phrase “broaden the base” is
just a clever way of saying “eliminate tax provisions” such as credits and deductions
that clutter the code in order to simplify the code and to provide the revenue needed
to offset the corresponding reduction in tax rates.

The Democrats have presented us with an opportunity to broaden the base by
eliminating certain tax provisions, namely, the tax benefits that are available
currently to the five companies before us today. But instead of lowering the rates,
the plan is to use the revenue from these cuts to pay down the deficit — just another
way avoiding the spending cuts that the American people recognize has led us to
these deficits.

The Finance Committee has held a series of tax reform hearings and I thank
Chairman Baucus for that. One thing we have learned is that the tax code is filled
with too many special provisions and today we are debating yet one more
complication to a tax code that is screaming for simplification.

What we should be pursuing is a comprehensive energy plan at the same time we
pursue comprehensive tax reform. There is wide agreement that the rates are too
high for our American companies to remain competitive — even the Obama
Administration has suggested cutting corporate tax rates. We could start to do se
today, with a dewn-payment made on such rate reductions by the elimination of the
oil and gas provisions currently on the table.

We have to ensure the competitiveness of American companies and cutting the tax
rate is one goal where we already have some consensus. We just need to agree on
how to get there. Do you agree that reducing tax rates would justify the elimination
of the oil and gas tax provisions we are discussing today? Do you think that rather
than stop with these oil and gas provisions, we should also eliminate other energy
subsidies in order to provide the broadest possible rate reductions?
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Response:
We believe overall corporate tax reform that promotes investment in the United States

and improves the international competitiveness of domestic companies is desirable. Any
broad corporate tax reform should include lower rates and eliminate the U.S. taxation of
foreign earnings (since they have already been heavily taxed in host nations). We also
believe that stable non-discriminatory tax rules should provide equitable treatment for all
companies, including those in the energy industry.

From Senator Enzi

You all indicated that you were in favor of overall corporate tax reform. In that regard, I
have three questions:

1.

2.

If Congress were to take up corporate income tax reform and eliminate provisions
of the tax code that benefit traditional and alternative energy industries, to what
rate would the corporate income tax need to be lowered to avoid a net tax increase
on your company?

Response:

Before we can answer this question, we would need to know precisely which provisions
would be eliminated and/or how they would be modified to determine the breakeven tax
rate. For example, the proposed dual capacity taxpayer provisions would be a significant
blow to U.S. companies, but not to foreign-owned companies. This discriminatory, un-
level playing field would have an impact well beyond the associated marginal increase in
government tax revenue. That impact cannot be offset by any realistic change in the tax
rate. If U.S. companies are double-taxed while their foreign competitors are not, they
would be less competitive in many cases, without regard to the marginal tax rate.

While I support the ideas of individual and corporate tax reform, I am concerned
that a dramatic change in our tax code will be problematic for companies and
individuals who have done long term tax planning. Do you agree with my
assessment that there needs to be a phase in period? If so, how long should that
phase in period be? If not, please explain how your company would handle such a
change in the tax code.

Response:
We would agree that dramatic changes in the tax code should be phased in. A phase-in
period of five or more years could be workable, depending on the change.
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3. Are there any provisions of the tax code that you would prefer not be changed if we
were to lower the corporate tax rate as a part of overall corporate tax reform?

Response:

Any provision that would seek to increase U.S. taxation of our industry’s foreign
earnings would disadvantage domestic oil and natural gas companies, compared to our
foreign competitors. Such a change would result in lost jobs here in the U.S. and would
lead to increased foreign control of global oil supplies.

From Senator Cantwell

1. The discussion of tax subsidies and incentives in the May 12, 2011 Finance
Committee hearing was largely an abstract one on the overall economic and societal
costs and benefits that result from these measures. I would appreciate having more
specific information on the extent to which your firms have benefited from the tax
provisions being discussed over the last decade. For your respective firms, would
you please provide auditable data on your company’s utilization of each of the
following categories and for each of the past ten years (2000-2010):

Enhanced Oil Recovery Credit

Credit for Oil and Gas from Marginal Wells

Expensing of Intangible Drilling Costs

Deduction for Tertiary Injectants

Passive Loss Exception for Working Interests in Oil Properties
Percentage Depletion for Oil and Natural Gas Wells

Domestic Manufacturing Deduction for Qil and Natural Gas Companies
Geological and Geophysical Amortization

Net annual profit

¢ & & & * & & o &

Response:
Please see attached spreadsheet, showing the amounts for each item, for each year
requested.

I think we can all agree that America’s future prosperity and competitiveness is »
contingent on figuring out how we can live within our means while providing our
businesses more predictability and stability in the marketplace, in part by providing
a more level playing field for all market participants. I would argue that one thing
we can do is to ensure that U.S, industries all receive equal treatment under the
federal tax code so that they operate on an equal footing. I don’t understand, for
example, why oil companies should be allowed to write off the costs of machinery
and other so-called “intangible costs” immediately, while companies in other
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industries have to write off these expenses gradually, over the lifetime of the
equipment they purchase. Likewise, a few years ago, Congress to redefine the word
“manufacturing” so that oil companies could take advantage of a manufacturing tax
deduction for oil production.

I was intrigued by an argument that Mr. Watson made in his testimony, which if 1
understood him correctly, argued that we should not change tax breaks for the oil
industry outside of a broader context of corporate tax reform.

Does that mean that you might all be willing to work with Congress to figure out
ways to simplify and reform our nation’s byzantine tax code in the interest of
replacing the myriad of tax expenditures we are discussing here today with lower
overall corporate tax rates for all industries?

Response:

We would be willing to work with Congress to simplify and reform the U.S. tax code and
create a system that promotes investment here at home while improving the ability of
U.S. companies to compete internationally. Any broad corporate tax reform should
include lower rates, and eliminate or avoid the U.S. taxation of foreign earnings, since
they are already heavily taxed by the host nations. We also believe that stable non-
discriminatory tax rules should provide equitable treatment for all companies, including
those in the energy industry.

Considering all the uncertainties that affect your industry and the United States as a
whole, would you support efforts to create a policy framework which provides
greater certainty and stability when it comes to energy prices, regulation, and
supply and demand fundamentals? I believe that is an important question beeause
eventually Congress will regulate greenhouse gas emissions. This moment may
come as soon as next year if the DC Circuit throws out EPA’s tailoring rule. Would
your companies support be supportive of legislation that established a price on
carbon in a manner that was transparent, market-based, technology and fuel
neutral, and economy-wide, as an alternative to EPA regulation of greenhouse
gases?

Response:

ConocoPhillips advocates the development of effective and efficient national policy that
addresses greenhouse gas emissions and the impacts of climate change, while ensuring
availability of a secure supply of the affordable energy necessary for economic growth.
We remain opposed to what we believe are less efficient, costlier and less
environmentally effective policy approaches. These include using existing environmental
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statutes (e.g. the Clean Air Act) in an attempt to regulate greenhouse gas emissions, or
developing a patchwork of state programs and technology mandates that impose targets
that must be met at any cost. We believe that over the months and years ahead, as
governments — federal, state and local — act upon the issue of global climate change,
ConocoPhillips and other energy companies must continue playing a constructive role in
the public policy dialogue.

Both the Joint Economic Committee and the Congressional Research Service
produced analyses that show that removing tax expenditures to the oil industry as
proposed in S. 940 will not lead to significant gasoline price increases or oil
production decreases. To you agree with conclusions of these reports? And if not,
please describe in detail the flaw or flaws in their analyses. Are there any
independent studies that demonstrate that eliminating these tax expenditures will
significantly increase prices or reduce domestic oil and gas production?

Response:

The referenced reports by the U.S. Congress Joint Economic Committee (JEC) 15 and
Congressional Research Service (CRS)16 had several flaws that led to conclusions that
we believe are unwarranted. The paragraphs below contain our views of these flaws,
along with references to other studies that disagree with the conclusions in these reports.

The JEC report stated that increasing taxes would have no impact on oil and gas
production because it would not impact marginal cost. First, it ignored the high marginal
replacement cost of many new supplies in the U.S., which is a particularly high cost
region in which to explore and operate. Disallowing the expensing of intangible drilling
costs will have a particularly chilling impact on large, long-lead-time development
projects in the deep water Gulf of Mexico and Alaska. Second, the report ignored the
impact that lower cash flow from tax increases would have on revenues available for
reinvestment. Third, it ignored the shift in investment from domestic to foreign
production that would be driven by elimination of the Section 199 credit and the ability to
expense intangible drilling costs. The report also did not address the adverse impact on
domestic natural gas production, which is currently experiencing very low prices. A
recent study by the energy consulting firm, Wood Mackenzie, analyzed the economic
impact on 230 fields and drilling trends in the U.S. and found that eliminating the
expensing of intangible drilling costs and the application of the Section 199 tax credit to
the oil and natural gas industry would reduce oil and natural gas production by up to

1.8, Joint Economic Committee, “End Tax Breaks for Big Oil: Reduce the Federal Deficit Without Increasing
Prices At the Pump,” May 2011

16 Robert Pirog, Congressional Research Service, “Oil and Natural Gas Industry Tax Issues in the FY2012 Budget
Proposal,” March 3, 2011 -
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600,000 barrels per day in 2011, with a loss of more than 10 percent of U.S. productive
capacity by 2017."

The JEC report states that these “tax breaks” have not led to lower gasoline prices for
consumers. This conclusion is unwarranted given that we cannot know what gasoline
prices would have been without these tax provisions if all other factors remained equal.

The JEC report indicates that eliminating these tax provisions would help reduce the
federal deficit. However, actions that discourage investment in domestic oil and gas
development are likely to result in lower domestic oil and natural gas production, reduced
economic activity, lower employment in the oil and natural gas and complementary
industries, and in turn lower government revenues. In fact, a report from Louisiana State
University'?® indicated that repealing the Section 199 and dual capacity tax credits would
decrease U.S. federal tax receipts by $65 billion from 2011 to 2020, with a loss in state
and local tax receipts of $18 billion during this period. Looking solely at the revenue
losses from lost oil and natural gas production, a 2009 study by the Energy Policy
Research Foundation, Inc.'® indicated that a production loss of 160,000 barrels per day or
higher will result in the U.S. Treasury experiencing a larger financial loss than the
expected gains from increased taxes.

Another concern with the JEC report is it’s conclusion that oil and gas subsidies may
impede investment in alternative energy sources. This conclusion also seems
unwarranted given the various existing state and federal alternate energy mandates and
production incentives. Several years ago a study by the U.S. Department of Energy
EIA® concluded that subsidies for ethanol and biofuels in 2007 amounted to $5.72 per
million BTUs, while oil and natural gas only received $0.03 per million BTUs. For
electricity production, wind and solar received subsidies and support per unit of
production of $23-24 per megawatt hour, versus equivalent subsidies to natural gas and’
petroleum liquids of $0.25 per megawatt hour.

The CRS study referenced in your question concluded that the tax increases on the oil
and natural gas industry may have the effect of decreasing exploration, development and

7 Wood Mackenzie, “Evaluation of Proposed Tax Changes on the U.S. Oil and Gas Industry,” August 2010, page
10

¥ Dr. Joseph R. Mason, PhD, Louisiana State University, “The Regional and National Economic Impact of
Repealing the Section 199 Tax Deduction and Dual Capacity Tax Credit for Oil and Gas Producers,” September,
2010, page 18

' Energy Policy Research Foundation, Inc., “Do Higher Oil and Gas Taxes Pose A Threat to U.S. Energy Security?
An EPRINC Assessment of the Administration’s Proposed Tax Policies Regarding the Domestic Petroleum
Industry,” August 4, 2009, page 12

1.8, Department of Energy, EIA, “Federal Financial Interventions and Subsidies in Energy Markets 2007,” April
2008, Table ES6, page xviii and Table ESS5, page xvi
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production, while increasing prices as well as the nation’s foreign oil dependence (page
8). We agree with these points. However, the report went on to provide an alternative
view that these tax preferences have favored the oil and natural gas industry over other
energy sources (page 8). We have already shown above that alternative energy receives
far greater tax preferences than oil and natural gas and has the additional benefit of
various state and federal mandates of its use.

The CRS report also indicates that reductions in drilling budgets are likely to be
determined by the price of oil (page 4). That may be true in the short run, but in the long
run industry costs rise with the crude oil price as the industry increases capital spending
and costs of services and equipment rise in response to higher activity levels. A higher
crude oil price is also indicative of strong developing nation economic growth, which
increases the cost of steel and other materials used by our industry. In addition, industry
costs are rising over time due to the greater complexity and cost of opportunities
available (e.g., those more remotely located, in deeper water and harsher operating
conditions that require new technology, or that contain unconventional resources that
require significant upgrading). As a result, “marginal” break-even prices are rising, and
tax increases would cause production to be lost at higher crude oil prices than might
otherwise be expected.

Another concern with the CRS report was the point alleging that repeal of the
manufacturing tax deduction would not impact employment because the oil and natural
gas industry is capital intensive (pages 5-6). However, since this deduction was enacted
in the American Jobs Creation Act of 2004 (October 2004), domestic oil and gas
production has increased by 15 percent and direct employment in the oil and natural gas
extraction industry has increased by 36 percent.” Domestic production and job creation
would be lower without the Section 199 credit because (1) some projects would become
uneconomic, (2) domestic projects might become less attractive than foreign projects and
(3) companies would have less cash flow to reinvest.

One final point about the CRS study is that it acknowledges that changing the dual
capacity rules would reduce after-tax revenues and returns from overseas investments,
which could lead to U.S. firms choosing to invest in fewer marginal overseas projects
{page 8). While we agree with this point, we think it understates the impact. Further
restricting the use of foreign tax credits would make the three largest U.S. oil and natural
gas majors uncompetitive with foreign companies, including national oil companies and
foreign oil majors, in both overseas and domestic investments, since the U.S. companies
will not be able to afford to bid as much as foreign companies on opportunities at any
crude oil price level.

% .S, Bureau of Labor Statistics
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From Senator Menendez

1. According to the Energy Information Administration, the average cost to produce a
barrel of oil is around $33; but SEC filings show that the average production costs
for the Big 5 are much lower, at about $11. With a barrel of oil sefling for around
$100, why do you need subsidies? Can each of you tell the Committee and the
American people what price per barrel and profit margin you will need to reach
before these subsidies are no longer necessary?

Response:

First, financially reported finding, developing and production costs, such as the Energy
Information Administration’s (EIA) $33 per barrel, are not representative of full reserve
replacement costs because they exclude a number of significant costs involved in
developing new projects. Among these are income taxes, which are a large portion of
industry costs; compensation for the time value of money, which can be considerable
given the 10 or more years from initial investment to production for major projects; and
financial returns on the project investment. The $11 per barrel of oil production cost
referenced above from SEC filings appears to include only production cost, and does not
include any capital costs, Thus, it is not determined on the same basis as either the EIA’s
numbers or full reserve replacement costs,

Another issue with financially reported numbers is that they represent “average” costs
that are substantially lowered by inclusion of legacy assets that have produced for many
years. New projects generally have much higher costs, some of which are attributable to
restricted access to opportunities available to publicly traded oil companies. For
example, the new prospects are more expensive to develop than the legacy assets because
they are typically more remotely located, in deeper water and harsher operating
conditions that require new technology, or they contain unconventional resources that
require significant upgrading. As a result, break-even prices for new investments are thus
much higher than a company’s average costs.

When taxes are increased, we lose the “marginal” or highest cost barrel of production,
and not the “average” cost barrel. Several investment analysts have stated that marginal
oil reserve replacement costs (to earn cost of capital and justify reinvestment) are about
$85-90 per barrel today.?? Reserve replacement costs are continuing to rise above this
level with higher crude oil prices as the oil and natural gas industry increases its capital

2 Neil Beveridge and Liang Zhang, Bernstein Research, “Is this 2008 All Over Again?, April 15,2011; Doug
Terreson, ISI, “Energy Research: Integrated Oil,” May 18, 2011
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spending and the cost of services and equipment rises in response to higher activity
levels. Additionally, strong developing country economic growth (associated with higher
crude prices) causes cost increases in the steel and other materials we use. The
relationship between reserve replacement costs and crude oil prices is more fully
addressed in the response to Senator Baucus’ question number five.

In response to your question about whether tax incentives are needed when oil prices are
$100 per barrel, first foreign tax credits should not be characterized as “subsidies.” They
simply eliminate double taxation. In addition, further restrictions on foreign tax credits
would hamper the ability of the three American oil majors to compete globally at any
crude oil price level. Please also refer to my responses to Senator Baucus’ questions
above ~ specifically, questions 2, 3, 4 and 5.

Repealing the Section 199 domestic manufacturing deduction for the five largest oil and
natural gas companies would deny us the benefit of a tax deduction that is available to
every other industry and to other large oil companies. It would also incentivize a shift of
investment, production and jobs to foreign locations.

Since no one can predict future crude oil prices accurately, our company evaluates new
supply projects across a wide range of oil prices. Regardless of how high crude ol price
levels are today, projections for expected returns from new projects would be influenced
by the risk of low oil prices in the future. Similarly, in early 2009 when the crude oil
price was about $40 per barrel, projections for expected returns of new projects would
have been influenced by the risk of high oil prices in the future. Since prices are
unpredictable and we always consider a range of price outcomes when we evaluate
investments, there is no price “threshold” that will make new investments immune from
the impact of higher taxes.

As I previously indicated, since costs tend to follow crude oil prices over time, project
returns are less sensitive to crude oil price levels than is commonly perceived. In fact,
despite the elevated crude oil prices experienced during 2006 through 2010, U.S. oil and
natural gas companies have had lower returns on investment than the S&P Industrials

k during this peric)d.z3 Thus, there is no threshold crude price level where it would be
“safe” to increase taxes without having a detrimental impact on U.S. investment,
employment and production.

2 E1A, Performance Profiles of Major Energy Producers, Table T1 (S&P 1978-2004; Oil and Natural Gas 1978
2009} and Standard & Poor’s, Compustat North America Database, June 2010 update (S&P 2005-2010; Qil and
Natural Gas 2010)
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A profit-margin threshold would address concerns about high costs in a high price
environment, but you will quickly find that our industry is no more profitable than any
other, even during periods of high crude prices. Between 2006 and 2010, the oil and gas
industry earned 6.7 cents of net income per dollar of sales vs. 6.8 cents for all
manufacturing industries.”* There is a common misperception that the absolute dollar
amount of major oil company earnings is indicative of the industry’s profitability. The
large absolute size of major oil company earnings reflect our enormous scale and the size
of capital investment needed to replenish depleting production and enable growth. A
typical large exploration and development project costs several billion dollars and deep
water developments in the Gulf of Mexico can cost from $6-816 billion, depending on
the field size and other factors. ConocoPhillips alone plans to invest $13.5 billion dollars
in 2011, which we could not afford if we did not have a similar level of earnings.

2. Please provide a detailed accounting of how many dollars your company did not pay
in taxes as a result of the tax subsidies proposed to be eliminated in $.940, the Close
Big Oil Tax Loopholes Act, for each of the last § years.

Response:

We disagree with the characterization of the proposals contained in S. 940 as elimination
of subsidies. The foreign tax credit proposal leads to double taxation of foreign earnings
and would be a discriminatory penalty, not elimination of a subsidy. Please see the
response to Senator Cantwell’s question number 1 for our tax return data.

3. Inyour testimony before the Committee, you presented the chart I have included
below which allegedly shows the effective income tax rates of many of the largest
companies in the U.S., but the chart is highly misleading. It appears to significantly
overestimate your tax contribution by including things like gas taxes which are paid
by end-users, not your company. We also know from your Securities and Exchange
Commission filings that your tax bill is much higher overseas than it is here in the
U.S. Lastly, a pair of GAO reports reveal that U.S. royalty rates are among the
lowest in the world. So, while your chart seems to indicate that oil companies are
somehow mistreated, the truth is that the U.S. has some of the most favorable laws
for oil companies in the world. Nonetheless, there is something about your chart and
testimony that I think is quite interesting. You pointed to General Electric—at the
very bottom of your chart—as a company that is barely taxed compared to
ConocoPhillips. You are not alone, the New York Times recently published a piece
explaining how GE earned $14.2 billion in profits, paid zero dollars in taxes, and

1J.S. Census Bureau for U.S. manufacturing and Oil Daily for the oil and natural gas industry.
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claimed a tax benefit of $3.2 billion in 2010. Mr. Mulva, by showing this example
and comparing it to how oil companies are taxed, are you suggesting that GE should
be paying more in taxes? If so, do your fellow members on the Board of Directors of
GE, know you are counseling the Senate Finance Committee to close tax loopholes
for companies like GE?

U.S. Energy Companies Are Already Heavily Taxed
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Response: v

I stand behind the information contained in the chart,” During its preparation, our staff
relied upon publicly-available information from Bloomberg for the companies listed. 1
can assure you that for ConocoPhillips, the tax figures shown do not include “things like
gas taxes which are paid by end-users.” In fact, assuming that those “things like gas
taxes,” to which you refer include state and federal motor fuel taxes, state severance
taxes, property, sales and other “non-income™ taxes, you will find them all included in
our financial statements as “Taxes other than income taxes.” In fact, if you read the
caption below the chart, you may note that it states, “2006-2010 Effective /ncome Tax
Rates for the Largest U.S. Non-Financial Companies.” [Italics mine.] In short,
ConocoPhillips’ effective income tax rate, as represented on the chart, is not “highly
misleading,” nor does it “significantly overestimate™ our tax contribution.

Regarding your comment about income taxes paid outside the U.S., it is often, although
not in all cases, true that the income taxes we pay on our foreign earnings are higher than
the income taxes we pay on our domestic U.S. operations. It is also true that the majority
of our earnings come from outside the U.S. When we examine the effective income tax
rate applicable solely to our US operations, that rate is typically near or above the 35%
U.S. statutory corporate income tax rate. This information clearly indicates that we pay



170

high rates of tax, compared to other companies and other industries, whether one looks at
our global operations, or solely at our domestic operations.

In response to your comment that “the U.S. has some of the most favorable laws for oil
companies in the world,” I would like to point out that in comparing the U.S. government
take to those of foreign governments, the form of take matters. For example, lease
bonuses are a higher share of the U.S. government’s take in the Federal Outer Continental
Shelf than in most other countries, according to petroleum tax consultant Daniel
Johnston. In present value terms, bonuses are about three times more costly to firms than
royalties because they are paid up front, rather than deferred until development yields
production. Bonuses are also more risky than royalties, since they are often paid for
acreage that is ultimately unproductive. Johnston has stated that if cost, present-value
discounting and risk are factored in, the government take in the U.S. OCS is on par with
those in the rest of the world. Countries with higher government take on oil and gas
production than the U.S. generally have lower costs and higher resource prospectivity, or
their tax rates are out of line and they aren’t attracting sufficient investment.

The high cost structure of the U.S. constrains the amount of government take that projects
can bear and still remain economic. According to U.S. DOE Energy Information
Administration (EIA) data, U.S. finding and lifting costs were 35% higher than foreign
finding and lifting costs between 2007 and 2009. These costs for the U.S. offshore were
also 76% higher than average worldwide costs for major oil and natural gas producers in
EIA’s data base. In short, the U.S. government take is, per Daniel Johnston, on par with
the rest of the world, but other costs in the U.S. are significantly higher. As a result, the
U.S. is quite often not among the most economically attractive places to invest.

Regarding your final comment/question related to the chart, the purpose of the chart was
not only to illustrate that our company and our industry are already highly taxed, but also
to highlight the disparities in tax treatment among industries and even among companies
within the same industry. 1 believe that these facts clearly highlight the need for tax
reform in this country. ConocoPhillips stands ready to engage and provide inputto a
responsible tax reform debate, one that seeks to establish tax equity among taxpayers and
economic prosperity for our country, rather than attempting to vilify any industry or
company for political gain.

In a press release the day before your testimony before the Committee, your
company called my legislation “un-American.” In your testimony, you were
unapologetic for questioning my patriotism, that of my cosponsors, President
Obama, 52 Senators who voted for my legislation and the 74% of Americans who
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support efforts to cut wasteful oil subsidies. Why are you unwilling to retract such a
ridiculous assertion?

Response:

The headline in ConocoPhillips' media release regarding the tax bill, itself, was taken out
of context. The point was simply that this country was founded, in part, on the principle
of fair taxation and targeting in a discriminatory manner a few select companies for tax
increases and penalties does not abide by this principle. Further restricting foreign tax
credits for U.S. oil companies is double taxation, which does not meet the standard of fair
taxation. Tt would make those American oil companies uncompetitive with their foreign
counterparts at any oil price level. The fact that this proposal would unfairly discriminate
against American workers and employers — and only against American workers and
employers — is, to us, the most egregious and alarming aspect of this legislation. We
encourage the Committee to undertake broad corporate tax reform, but ask that it refrain
from discriminating against specific industries and companies — especially American
companies.

END
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Questions for the Record
Senator Cornyn
Senate Committee on Finance: “Oil and Gas Tax Incentives and Rising Energy Prices”

Response from James J. Mulva, Chairman and Chief Executive Officer of ConocoPhillips
May 12, 2011

TAXING DOMESTIC PRODUCERS

1. Has there been any analysis done on how these domestic energy tax hikes would impact
the 9.2 million jobs that the industry supports? Can you tell the Committee what it will
mean to your operations?

Response:

A recent study produced by Professor Joseph R. Mason, PhD, stated that if the Section
199 deduction and the dual capacity taxpayer provisions were modified as proposed, the
U.S. could experience a loss of over 154,000 jobs in the first year, and an average annual
“job loss in excess of 118,000 over the following ten-year period.! This study did not
include the potential impacts from loss of the deduction for intangible drilling costs
(IDC). A recent study conducted by Wood MacKenzie® estimated that the employment
impact of all of the Administration’s oil and gas tax repeal recommendations would be an
annual loss of 170,000 jobs in 2014, and annual losses of 40,000 by 2020 and 28,000 by
2025,

While we have not performed a detailed analysis of projected job losses related to
ConocoPhillips” activities, if all the proposed tax changes were to be enacted, we
certainly would be compelled to reduce capital spending, at the very least, for projects
which would be rendered uneconomical under the heavier tax burden. A decrease in
capital spending will translate into a decrease in projects which will result in fewer job
opportunities, not only for our own employees, but also for the thousands of contractors
which we use on a daily basis.

2. How does the U.S. tax policy influence company decisions to invest in the United States
to develop new energy sources?

Response:

Tax policy can be a primary driver of investment decisions, since such policies can
significantly alter the economics of a project, impacting the final decision to proceed with
or abandon a planned project. In our initial evaluation of a potential project, we will first

' Mason, Joseph R, PhD, The Regional and National Economic Impact of Repealing the Section 199 Tax Deduction
and Dual Capacity Tax Credit for Oil and Gas Producers, Louisiana State University, September 2010,

% Energy Policy at a Crossroads: An Assessment of the Impacts of Increased Access versus Higher Taxes on U.S.
Oil and Natural Gas Production, Government Revenue, and Employment, January 4, 2011, June 24, 2011 Revision.
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generally look at other indicators such as geological prospectivity, expected market
conditions, strategic fit/relationship with our other core operations, political/regulatory
risk and other such considerations. If those considerations are encouraging, we will
conduct an economic analysis of the project, including evaluation of the applicable tax
attributes. At that point, the evaluation becomes a numerical exercise, in which the
object is to determine whether the project can meet or exceed certain economic metrics,
to determine whether the project, given all the variables mentioned above and many
more, makes economic sense. Certainly, the tax burden plays a large role in this
numerical evaluation, and can, in some instances, render a project non-viable. As the tax
burden increases, so will the number of uneconomical projects increase.

Would you support a review of all business and individual tax provisions in the context
of broad tax policy reform?

Response:

We believe overall corporate tax reform that promotes investment in the United States and
improves the international competitiveness of domestic companies is desirable. Any broad
corporate tax reform should include lower rates and eliminate the U.S. taxation of foreign
earnings (since they have already been heavily taxed in host nations). We also believe that
stable non-discriminatory tax rules should provide equitable treatment for all companies,
including those in the energy industry.

REVENUE TO THE TREASURY

L.

What amount have your companies spent in terms of bonus bids for lease sales and
royalties going to the Treasury?

Response:
During the 5-year period from 2006 through 2010, ConocoPhillips paid more than $1.1
Billion to the U.S. Treasury, in the form of lease rents, royalties and bonuses.

HELPING OPEC

1.

Is the U.S., relative to other countries, a high cost place to conduct oil and gas
operations?

Response:

Yes. The U.S. is already less competitive than many other areas of the world due to its
higher costs. U.S. finding and lifting costs were 35% higher than foreign finding and
lifting costs, according to U.S. DOE Energy Information Administration (EIA) data from
2007 to 2009. Finding and lifting costs for the U.S. offshore were also 76% higher than
average worldwide costs for major oil and gas producers in EIA’s data base. Increasing
taxes would further reduce the competitiveness of domestic investments.

Additionally, lease bonuses are a higher share of the U.S. government’s take in the
Federal Outer Continental Shelf than in most other countries, according to petroleum tax
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consultant Daniel Johnston®, In present value terms, bonuses are about three times more
costly to firms than royalties, because bonuses are paid up front rather than deferred until
development yields production. Bonuses are also more risky than royalties, since they are
often paid for acreage that is ultimately unproductive. Consequently, the high cost
structure of the U.S. constrains the amount of government take that domestic projects can
bear and still remain economic.

ALTERNATIVE ENERGY PRODUCTION

1. How will tax increases as proposed in S. 940, impact your companies’ investments in
alternative energy?

Response:

An increase in our tax burden will, necessarily, decrease the amount we have available
for investment. One can reasonably conclude, therefore, that additional capital
constraints, caused by higher taxes, will have a negative impact upon future investments
in alternative technologies.

3Daniel Johnston & Co., Inc., “Analysis of Government Take in the United States Outer Continental Shelf,” January
10,2008
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Questions for the Record

Senator Tom A. Coburn, MD

Senate Committee on Finance: “Oil and Gas Tax Incentives and Rising Energy Prices”
Response from James J. Mulva, Chairman and Chief Executive Officer of ConocoPhillips

May 12,2011

1y

2)

The following Questions are directed for each of the Committee’s witnesses

In light of the budget crisis our country faces, would your company be willing to take a
cut to help the country?

Response:

We believe that a responsible, comprehensive reform of the United States’ income tax
system is very important, in the effort to help our country recover from the financial crisis
and to address the problem of our national debt. We understand that real tax reform will
necessarily involve “base-broadening,” coupled with reductions in statutory income tax
rates, in order to eliminate many of the provisions that make the current system overly-
complex and burdensome. We believe overall corporate tax reform that promotes
investment in the United States and improves the international competitiveness of domestic
companies is desirable. Any broad corporate tax reform should include lower rates and
eliminate the U.S. taxation of foreign earnings (since they have already been heavily taxed in
host nations)., We also believe that stable non-discriminatory tax rules should provide
equitable treatment for all companies, including those in the energy industry.

Would you be willing to forgo each of the industry’s tax advantages altogether if the
following were true:

A. federal assistance for alternative energy was also eliminated to ensure true
competition among technologies;

B. the corporate tax rate for all industries was reduced to establish a competitive
business environment;

C. energy companies were allowed to fully access our nation’s extensive natural
resource deposits—including in ANWR, the Outer Continental Shelf, the Gulf of
Mexico, and the various shale plays across the country;

D. the regulatory process for energy leasing was streamlined—rparticularly as it
relates to environmental permitting?
Response:
In the case of our company, the list of “tax advantages™ available to us is very limited.
Those who would seek to raise taxes on the oil and gas industry frequently label various
items as “oil and gas tax subsidies,” or “tax advantages,” even though most of the



176

targeted items are broadly available to other taxpayers in other industries. In some cases,
we are already more limited in our ability to claim these items than are other industries,
or even other companies within our own industry. Regarding the context in which we
would consider forgoing these items, please refer to the answer to Question 1.

If one considers the Administration’s 2012 Budget Proposal, there are eight items listed
in that document under the heading “Eliminate oil and gas preferences.” Of those eight
items, only two items, intangible drilling costs and the domestic manufacturing
deduction, have any significant impact upon ConocoPhillips.

The deduction for intangible drilling costs (IDC) simply allows drillers to deduct the
costs associated with drilling activity on oil and gas wells. These costs are largely
comprised of labor and other costs which do not produce a tangible, depreciable asset, but
are incurred simply for the purpose of drilling a hole in the ground, in order to determine
whether oil and/or gas exist beneath the surface. The deduction for IDC does not include
the cost of the tangible assets put in place after drilling, which are used to actually
produce the oil or gas. IDC costs are closely analogous to the expenses incurred by many
industries in conducting research and development (R&D), in order to determine whether
they have a commercially viable product. R&D costs are fully-deductible, and in many
cases, result in an additional credit against taxes. Perhaps the most significant difference
between ConocoPhillips’ tax treatment of IDC and the tax treatment of R&D costs is the
fact that ConocoPhillips and other major, integrated oil and gas companies are already
denied a current tax deduction for 30% of such costs. Non-integrated oil and gas
companies may deduct 100% of their IDC.

The domestic manufacturing deduction (Section 199) is another tax provision which
applies broadly to all manufacturers and producers in the United States — not just oil and
gas companies. While this provision is often touted as an “oil and gas tax subsidy,” the
fact is that oil and gas companies benefit less from this provision than other industries.
The provision generally allows, subject to certain limitations, a deduction equal to 9% of
the taxable income from domestic production activities, but oil and gas companies are
only allowed a deduction of 6% of that income. The 3% rate differential for oil and gas
companies was enacted as a revenue-raiser as a part of the TARP legislation in 2008.

The other so-called “tax advantages™ or “oil and gas preferences” included in the
Administration’s Budget Proposal are either not applicable, or are of such small
consequence, to ConocoPhillips as to be irrelevant. One provision not included in that
list which is often included among proposed oil and gas tax increase proposals is the
modification of the dual capacity taxpayer rules. The Administration’s Budget Proposal
includes this change in the “reform” section related to international tax rules. The
existing dual capacity provisions impose a limitation on the ability of dual capacity
taxpayers (a group which consists almost entirely of oil and gas companies) to claim the
credit for foreign income taxes paid abroad. All companies and individuals, regardless of
their industry, or the nature of their income, who earn income outside the United States
are entitled to claim the foreign tax credit. Dual capacity taxpayers, however, are subject
to a more rigorous and restrictive set of rules than those applicable to all other taxpayers,
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and oil and gas company dual capacity taxpayers are subject to an additional (some
would say, “duplicative™) set of rules limiting their ability to claim foreign tax credits.!
The proposed modifications to the dual capacity rules would eliminate or significantly
reduce foreign tax credits for oil and gas companies. [Note that some proposals, such as
Senator Menendez’s recent bill, S. 940, would effectively only impose these limitations
on the three largest U.S.-based oil and gas companies.] This reduction in foreign tax
credits would result in double-taxation of U.S.-based companies, rendering them, and the
U.S. jobs that those activities provide, uncompetitive versus their foreign-based
competitors.

While the basis for these additional proposed restrictions may sound compelling, i.e., that
U.S.-based companies are allowed to claim a foreign tax credit for “royalties” or other
payments made to foreign governments, which are not taxes, the fact is that the existing
dual capacity rules were designed to address that very issue, and those rules are quite
effective. They create a presumption that any dual capacity taxpayer who pays tax to a
foreign government which exceeds the rate of tax generally paid by other taxpayers must
prove (in court, if necessary) that the additional tax paid is not in exchange for a “specific
economic benefit,” i.e., a royalty. It is also a fact that the Joint Committee on Taxation
has never listed the dual capacity provisions as a “tax expenditure,” and has, in fact,
acknowledged that the proposed changes can result in double-taxation. The “disguised
royalty” argument is based upon the erroneous assertion that no government would levy a
true tax on a single industry which exceeds the rate of tax paid generally, by other
industries and taxpayers. The Joint Committee on Taxation also disagrees with this
assertion, noting that an immobile industry, such as oil and gas extraction, may very well
be subject to higher rates of tax than more mobile industries, because the mobile
industries may simply “move out” of the high tax jurisdiction, whereas oil and gas
companies must operate where the oil and gas exists.? In short, even the Congress’s own
tax experts agree that the fundamental premise underlying the effort to raise oil and gas
company taxes by disallowing foreign tax credits is flawed.

Given the foregoing explanations, we feel that we have very few “tax advantages” to
forgo in exchange for the changes and benefits listed in items A. through D. above. In
fact, it is difficult to find a definition of the word “advantage” which would apply to any
tax treatment under which the party in question benefits less than all others, Most would
refer to that as a “disadvantage.” Having addressed the concept of our “tax advantages,”
however, we believe overall corporate tax reform that promotes investment in the United
States and improves the international competitiveness of domestic companies is
desirable. Any broad corporate tax reform should include lower rates and eliminate the
U.S. taxation of foreign earnings (since they have already been heavily taxed in host
nations). We also believe that stable non-discriminatory tax rules should provide
equitable treatment for all companies, including those in the energy industry.

' Joint Committee on Taxation, Description of Revenue Provisions Contained in the President’s Fiscal
Year 2012 Budget Proposal, Page 269.
21d, page 272.
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The American Petroleum Institute estimates the 9.2 million employees in the oil and gas
industry earn over $90,000 per year (upstream and downstream job average—not
including retail station sales). One of the nations largest independents employing over
5,000 pays its employees: (1) $176,000 per year for engineers, geologists, etc.; (2)
$138,000 per year for professional staff, such as accountants, human resources, etc.; and
(3) $52,000 for clerical and administrative staff

What is the average salary for your employees?

Response:

Our Compensation and Benefits department participates in annual surveys of total
compensation data (base salary, variable bonus, and long-term incentives) with out peer
companies which arc administered by a third party. Participation in these annual surveys
allows us to ensure we are competitive with our peer companies. We agree with the basic
assertion implied by your question, i.e., that our industry provides many high-paying
jobs, and contributes in a substantial way to the U.S. economy and to the financial
security of our employees and the communities where we operate, and we are proud to be
a key participant in that contribution.

What are the three things Congress can do to lower gas prices?

Response:

Since the principal component of gasoline cost is the cost of crude oil, anything which
can be done to increase the supply of crude oil should put downward pressure on crude
oil prices, and consequently, upon gasoline prices. Given that premise, Congress can
enact legislation which will: ’

1) open previously off-limits areas to new oil and gas exploration and
production;

2) rein in wasteful and counterproductive regulatory burdens on the oil and gas
industry, while maintaining important and productive standards of safety and
environmental protection; and

3) reform the income tax system, to make the U.S. system more globally
competitive and eliminate the disparate tax treatments among foreign versus
domestic taxpayers, among different industries and among taxpayers within
the same industry.

We believe that each of these items will have a positive impact upon the amount of crude
oil produced in the United States and beyond, and could result in greater supply of crude
oil and, therefore, lower prices.

What was your effective tax rate last year?

Response:
ConocoPhillips’ effective tax rate for 2010 was 42%
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What is your total tax benefit that you receive from the provisions targeted by recent
proposals to eliminate existing tax advantages for your company?

Response:

Please refer to the response to question 2) above. We do not believe that we have any
significant benefit from items which can be accurately described as “tax advantages;”
however, in response to a similar question from Senator Cantwell, we prepared a table
which shows the amounts deducted by ConocoPhillips, related to the oil and gas items
listed in the Administration’s Budget Proposal. That table is attached, for your reference
in determining the tax benefit associated with each of those items.

The final question is directed towards Mr. Tillerson, Chairman and Chief Executive
Officer, Exxon Mobil Corporation:

The proposals to eliminate oil and gas tax advantages are estimated to raise $18.54 billion
over five years. Meanwhile, the cost of the Volumetric Ethanol Excise Tax Credit
(VEETC) has cost over $24 billion over the last five years and will reach $30 billion if
left intact through 2011.

As a blender of ethanol——if not the largest of them—would eliminating the VEETC be a
logical first step in eliminating oil and gas tax advantages, especially considering ethanol
has already been granted a guaranteed market share by Congress?

Response:
Since this question is directed to Mr. Tillerson, we have not provided a response.
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Chairman Baucus, Ranking Member Hatch, and members of the Committee:

T am Marvin Odum, president of Shell Oil Company. Shell is a global
energy company, with more than 90,000 employees in more than 90 countries.
Approximately 19,000 of those employees are here in the U.S. working to discover,
produce, market and deliver to consumers today’s energy and tomorrow’s energy

technology. Thank you for the opportunity to speak today.

I’d like to address right up front the issue that’s on many American’s minds

~ the rising cost of energy, particularly the cost of gasoline.

Because fuels are refined from crude oil, the biggest impact on the price of

fuel is the price of crude oil.

Everything from the weather to politics and the global economy determines
the price of oil and the fuels made from it. No one person, organization or
industry can “set” the price for crude oil. Weak economic conditions in 2008
and 2009 lowered demand, which helped push prices down. Now, with worldwide

economic recovery underway, demand is on the rise, sending prices upward.
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In addition, because oil is sold in U.S. dollars throughout much of the world,
when the dollar becomes weaker, it takes more dollars to buy the same amount of

oil.

Stated simply, oil is a global commodity. And oil companies are price

takers, not price makers.

So while we can’t predict or control the price at the pump, we do know that
we can increase the stability of our energy future through a combination of

efficiency gains and increased supply.

And the surest way to address a challenge of this magnitude is to focus on

what we can control -- using “what we know” to safeguard against what we don’t.

Without question, our government is facing significant challenges right now

—in terms of economic security, energy security, and other challenges.

But when you have a deficit, be it energy or financial, your choices are
quite simple— get more, or use less — and, most often, it is a combination of

both that achieves the best result.

It can be tempting to assume that there is something to gain by taking more
from a few. However, one must also balance the potential implications of increased

industry costs on both supply and price. Alternatively, if policies are put in place
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to allow the energy industry to be an economic growth engine for America --
developing our own resources -- we would see tens of thousands of new, well-
paying jobs and billions of dollars in revenue for local, state and federal

governments.

Some perspective:

Last year, Shell reported global earnings of $18.6 billion. We also invested
some $29 billion, mostly in new projects to bring energy supply to the consumer,

and spent more than $40 billion to run our businesses giobally.

Last year in the Gulf of Mexico, government policies caused Shell to defer
some $700 million in capital expenditures and take more than $180 million in
special charges. We expect to lose an estimated 50,000 barrels of oil equivalent
per day in 2011 alone. Thinking about that impact to-date, that represents lost
gasoline production ~ just to Shell - that could have powered, on average, 633,000

cars and light trucks every day since January 1.

Here in the U.S., at the invitation of the federal government, we have
invested more than $3.5 billion since 2005 to develop energy resources in Alaska.
Six years later, we have been prevented from drilling a single exploration well due

to the government’s inability to deliver timely permits to allow this potential new
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resource to be developed. During that time, we have drilled more than 400

exploration wells worldwide.

My point is this: Investments in our industry carry huge amounts of capital
and risk. Policy makers must consider this when thinking about the

competitiveness of the U.S. versus other regions.

The President recently acknowledged that reducing dependencke on imports
was a national policy imperative. We agree. The U.S. is resource-rich in many
ways, especially in oil and gas. Yet, as a country we import more than 60 percent

of our petroleum at a cost of more than $350 billion a year.

And the bottom line is this: if we don’t develop our own energy sources,
we’ll have to accept the costs ~ both financial and geopolitical ~ of bringing it

into this country from places that are less secure or less stable.

In closing, Shell is grateful for the widespread recognition in Congress of the
daunting energy challenge facing the nation. Although some of our opinions differ,
we all agree that it will take all possible energy sources and energy savings to meet

demand.
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We should also agree and acknowledge that oil and gas will remain critical
sources of energy for decades to come. 1urge you to consider the broad and

sustained benefits of developing our own domestic resources.

Keeping this economic value here at home, we can at the same time move
forward with investments in the next generation of technologies and energy

solutions that will power the future.

Thank you and I look forward to your questions.
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Senate Finance Committee Hearing
“Qil and Gas Tax Incentives and Rising Energy Prices”
May 19, 2011
Questions for Mr. Marvin Odum

From Senator Baucus

1.

Exxon Mobile has a recent posting by Ken Cohen, V.P. of Public and Government
Affairs on its “policy blog” titled “ExxonMobil’s U.S. taxes and U.S. earnings—Some
relevant numbers for Washington. Mr. Cohen states that ExxonMobil had total tax
expense of $9.8 billion in 2010 which exceeded total U.S. operating earnings of $7.5
billion. Footnote 18 of ExxonMobil's the 2010 Form 10-K filed with the SEC provides a
breakdown of the total $9.8 billion. It includes $6.2 billion in “sales-based taxes™.

I would like to ask each of you to describe the nature and amount of these U.S.” sales
based taxes” that you include as a tax expense in your financial statements. Are they
federal excise taxes that ate included in the price at the pump and effectively paid by
consumers? Also, are these amounts included in your total sales reported on the income
statement and therefore offSet the amount reported as an expense?

If these taxes are effectively passed on to consumers, isn’t describing them generally as
taxes paid by your companies similar to a retailer claiming that they pay the state and
local sales taxes that they collect from consumers and remit to the appropriate
governmental authorities?

With regard to sales based taxes, i.e., excise taxes, Shell includes such amounts in sales
revenue (at the point of sale), and also includes such amounts in the cost of sales
(incurred at the point of purchase). As a result, such amounts generally net out in the
Shell Form 20F income statement, and are not reflected as a “tax amount” in Shell’s 20F.

According to ExxonMobil’s 10-K for 2010, for every 1 dollar increase in the price of oil,
ExxonMobil earns a 375 million after-tax profit.

Last year, the average price of a barrel of oil was 72 dollars. The price of oil today is
around 100 dollars and is projected to average over 100 dollars for the year.

Doing simple math, if prices do average 100 dollars this year, ExxonMobil stands to earn
in excess of 10 billion dollars in additional profit in 2011 than in 2010 just due to the
increase in the price of oil.

In contrast, the total amount of tax breaks under consideration today is approximately 2
billion dollars for all the companies at the table combined.

I’d like to know from the other four companies how much in after-tax profit you earn
from each 1 dollar increase in the price of oil.
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Wouldn’t each of you agrée that a price change of two or three dollars in a barrel of crude
oil has a more meaningful impact on your investiment decisions than your share of the
effect of repealing all the tax provisions under consideration today?

Isn’t the value of a price of oil the most important driver for your business planning?

Would you really consider producing less in the United States with the significant profits
you earn with every additional barrel of oil produced?

While the price of crude oil can have an impact on earnings, investment decisions, and
business planning, Shell does not issue reports on this basis.

Regarding the proposed tax repeals, Shell is in favor of a comprehensive review of tax
policy that encourages economic growth, jobs and energy security. In contrast, these tax
repeals discriminate against a small group of United States taxpayers and are contrary to
good tax policy, to good economic policy, and to energy security. Development
opportunities are competitive. Changing the tax structure to be less competitive runs the
risk of driving development to other countries.

Some of the witnesses have testified that the oil and gas industry is already subject to
high effective income tax rates. They refer to overall effective rates in excess of 40
percent. But these rates appear to be a weighted average of both U.S. and non-U.S.
income tax rates applied to domestic and foreign earnings.

From financial reports filed with the SEC, it appears the effective U.S. income tax rates
are significantly lower than the average foreign rates. It seems that the high foreign rates
are pushing up the total reported etfective rate. One of the companies stated in their
financial disclosure that the weighted average statutory tax rate in countries in which they
operate was 55.3 percent for 2010.

I would like to ask each of you what the U.S. tax rate is on just your U.S. income. And
how does that compare to foreign tax rates you pay on your non-U.S. income?

Shell is willing to provide, upon request, non-proprietary information to the Committee.
Shell does not disclose proprietary and confidential information relating fo its tax returns;
as such disclosure would subject such confidential information to public disclosure.

So isn’t the U.S. actually a favorable income tax environment in which to engage in
production, refining and distribution?

And wouldn’t that still be the case, even if these subsidies did not exist?

The United States is in a position today where it is competitive and attracts investment in
the Upstream oil and gas business. However, if investment in the United States is
disadvantaged (vis-a-vis tax increases) relative to other opportunities in the world, then
investment will move elsewhere. Regarding Downstream activity, the United States’
corporate tax rate of 35% puts Downstream businesses at a competitive disadvantage in
relation to countries that have lower corporate income tax rates.
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4, Current tax rules arguably allow foreign tax credits for payments that are economically
equivalent to royalties.

The proposal under consideration would limit creditable foreign taxes to generally
applicable foreign taxes.

The three largest US oil companies are on pace to earn 80 billion dollars in aggregate
profit in 2011. Making the proposed changes fo the foreign tax credit rules would cost
your companies less than one percent of that profit.

Is it a serious problem for your company to pay less than 1% of your profits for the
proposed modification?

Shell does not believe that any of the proposed modifications are sound from a U.S. tax
and energy policy perspective.

5. In 2005, the then-CEO of your company testified at an Energy and Natwral Resources
hearing, and stated that the tax breaks “were not material in any way” for your company.
Why, then, should we provide such incentives?

This answer provided at the Energy and Natural Resources Committee hearing
concerned the Energy Policy Act of 2005 (‘EPACT’) and specifically to oil and gas.
changes made therein—not oil and gas provisions in general, The proposed elimination
of oil and gas deductions that is currently being suggested by some in Congress concern
items of tax law that are different from changes made in EPACT.

6. Mr. Odum, in your testimony, you say: “No one person, organization or industry can set
the price for crude oil.”
Instead, you claim that oil is a global commodity, and therefore the oil companies “can’t
predict or control the price at the pump.” Just yesterday, the nonpartisan Congressional
Research Service confirmed your statement when it said:
“The price of oil is determined on world markets and tends not to be sensitive to small
cost variations experienced in regional production areas. ..Prices are well in excess of
costs and a small increase in taxcs would be less likely to reduce oil output, and hence
increase gasoline prices”

Others in your industry have argued exactly the opposite. They say that any tax increase
on oil companies will result in an increase in the price of gasoline. In fact, the American
Petroleum Institute (of which you are a member) recently claimed that ending tax breaks
for oil companies would increase the price of gasoline by 1.6 cents.

Mr. Odum, how do you respond to others in your industry that say ending these tax
breaks will boost prices at the pump when you concede that oil companies cannot control
the price of 0il?
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The question raises separate issues. One issue has to do with whether oil companies
control oil prices, which they do not. The marketplace determines the price of oil. The
second issue is whether changing U.S. tax policy to be less competitive would place
upward pressure on the marketplace with regard to prices. Shell believes that it could.
Keeping U.S. tax policy stable and thus keeping the United States competitive would
better enable us to develop our own resources, and thus we would see tens of thousands
of new well-paying jobs and many, many billions of dollars in revenue for local, state and
federal governments. Investments in our industry carry huge amounts of capital and risk.
Policymakers must consider this when thinking about the competitiveness of the U.S.
relative to other regions. The president recently acknowledged that reducing dependence
on certain imports was a national policy imperative. And Shell agrees. The U.S. is
resource-rich in many ways, especially in oil and gas. Yet, as a country, we import more
than 60 percent of our petroleum at a cost of more than $350 billion a year. The bottom
line is this: If we don't develop our own energy sources, we will have to accept the cost,
both financial and geopolitical, of bringing it into this country from places that can be
less secure and less stable. With a real energy policy that provides incentives through its
access to those resources, we could have a significant impact on the economy, the deficit,
and the trade balance. If the production in the United States is disadvantaged relative to
other opportunities in the world then it moves somewhere else. Therefore, the jobs move
somewhere else. The trade benefits move somewhere else.

From Senator Baucus on Behalf of Senator Reid

1.

How much did your company spend in 2010 in the US on the research, development,
demonstration or domestic production of clean, non-petroleum-based alternative
transportation fuels? Please also identify the amount by which that estimated expenditure
was effectively reduced through Federal tax deductions or tax credits, such as the
research and development tax credit, claimed by the company.

Shell is willing to provide, upon request, non-proprietary information to the Committee.
Shell does not disclose proprietary and confidential information relating to its tax returns;
as such disclosure would subject such confidential information to public disclosure.

From Sen. Wyden

i.

When arguing for opening up US lands and waters for oil drilling, the oil industry
complains that because most oil is controlled by foreign governments, the US oil industry
has no place else to go for access to oil and gas resources except in the US. But at
today’s hearing, you testified that if you lost the tax breaks you currently receive, more
oil exploration and production would go offshore.

How can you claim both that you have no place else to go'to drill for oil outside the US
and that if you lose tax breaks you’ll move operations offshore? Isn’t that a
contradiction?
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The United States is in a position today where it is competitive and attracts investment in
the Upstream oil and gas business. However, if investment in the United States is
disadvantaged (vis-8-vis tax increases) relative to other opportunities in the world, then
investment could move elsewhere,

. During this morning’s hearing, Mr. McKay responded that he agreed that it was

appropriate to phase out the ethanol blending credit in light of the statutorily-mandated
renewable standard requirement. Do you agree with Mr. McKay that it is time to phase
out the ethanol blending credit?

Yes.

From Senator Thune

1.

1 want to discuss a particularly promising area of our country for domestic energy
production, the Williston Basin located under parts of North Dakota, South Dakota,
Montana and Canada. Some have called this area “Kuwait on the Prairie” because it
holds the largest oil and gas find in North America since the Prudhoe Bay discovery in
Alaska in the 1960s. Can you comment on the potential for job creation and economic
development in the states I mentioned related to these oil and gas reserves. Would the
tax increases in the President’s budget and the legislation sponsored by Senator
Menendez make you more or less likely to increase domestic production from these
reserves, were these tax increases to be enacted into law?

Shell does not currently have plans to invest in exploration and production in North
Dakota, South Dakota or Montana. Although Shell cannot comment directly on the
economic impact of development in these states, Shell can provide some compelling
information related to the value of developing Alaska’s offshore oil and gas resources.
Offshore Alaska holds world-class oil and gas potential. DOI has estimated that the
Alaska OCS holds 27 billion barrels of undiscovered technically recoverable reserves.
This compares to 17 billion barrels that have been produced from Prudhoe Bay and 3-4
billion barrels of technically recoverable barrels in the Bakken formation in the Williston
Basin. Shell spent nearly $2.2 billion to acquire leases from the federal government and
has invested an additional $1.5 billion to prepare for an exploration program. Analysis
by the University of Alaska shows that developing Alaska’s Outer Continental Shelf
(OCS) will create an annual average of almost 55,000 jobs for at least fifty years. Nearly
half of these jobs will be in contiguous United States. Jobs related to developing
Alaska’s OCS are estimated to peak at over 90,000.

Domestic oil and gas development is an economic engine that creates jobs, contributes to
the nation’s energy needs, generates revenue for local and national government and
addresses the balance of trade issue. Data show that the industry employs, directly or
indirectly, over 9 million Americans. The jobs and associated with development work
create economic activity. Economic activity creates government revenue. Assuming
price of oil is $80 per barrel, the total government revenue generated by developing
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Alaska’s OCS would be $214 billion, with the vast majority going to the federal
government; a critical factor to America’s deficit reduction.

Shell is a global company. In making investment decisions, Shell evaluates opportunities
around the world. Our projects typically have a long-lead time from final investment
decision to first oil. Further, our projects typically require hundreds of millions in capital
expenditures before coming on line. For this reason, Shell carefully scrutinizes each
investment opportunity. Many criteria are evaluated including the fiscal terms and the
stability, predictability and fairness of the legal and regulatory framework.

Shell opposes proposals that seek to increase taxes on a small group of companies in the
oil and gas industry simply based on the fact that the companies are large. Should
Congress approve such discriminatory legislation, it will be factored into Shell’s future
U.S. investment decisions.

From Senator Rockefeller

1.

What was the average annual compensation for your company’s top 5 executives over
the past decade? Last year?

In 2005, Shell underwent a major structural reorganization, in which the two publicly
held companies (Royal Dutch and Shell Transport and Trading) were succeeded by one
public company (Royal Dutch Shell, or “RDS”).

The average over the past 6 years was slightly over $4.3 million and the average in 2010
was slightly over $5 million.

What is the single most important tax incentive your business receives? Why?

Shell is willing to provide, upon request, non-proprietary information to the Conmittee.
Shell does not disclose proprietary and confidential information relating to its tax returns;
as such disclosure would subject such confidential information to public disclosure.

Shell believes in making the United States a more attractive place to invest, and does not
believe that any of the proposed modifications would do that, as they are not sound from
a U.S. tax and energy policy perspective.

Two of your highest dollar tax incentives are Dual Capacity and Intangible Drilling
Costs. Which of these two provisions is more important to your company and which you
would choose to live without if Congress is forced to choose between the two?

Shell is willing to provide, upon request, non-proprietary information to the Committee.
Shell does not disclose proprietary and confidential information relating to its tax returns;
as such disclosure would subject such confidential information to public disclosure.
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Shell believes in making the United States a more attractive place to invest, and does not
believe that either of these proposed modifications would do that, as they are not sound
from a U.S. tax and energy policy perspective.

Some of you talk in your testimony of discriminatory treatment for your industry. It is my
belief your industry has received preferred treatment for a century. Depletion goes back
to 1916, and your industry was not eligible for the manufacturing subsidies that the
section 199 subsidy replaced. Yet your companies’ lobbying efforts allowed you to
benefit from 199 when enacted. How do you reconcile such special treatment with claims
of discrimination?

Shell believes in making the United States a more attractive place to invest, and does not
believe that any of the proposed modifications would do that, as they are not sound from
a U.S. tax and energy policy perspective. Risk and annual multi-billion dollar oil and gas
investments are key reasons to keep the section 199 manufacturing deduction and other
oil and gas deductions in place for the oif and gas industry, and not just select taxpayers.
As a large manufacturer, the oil and gas industry should be entitled to the full section 199
manufacturing deduction, similar to other U.S. manufacturers.

From Senator Roberts

1.

Understanding that the five companies appearing before us today are all publicly traded,
and are about 98% owned by individuals or institutional investors who are managing
pension funds, mutual funds and IRAs for millions of middle class Americans that rely
on these holdings for their economic security and retirement; what impact do your
companies’ record profits this past year have on middle class Americans whose economic
portfolios invest in U.S. integrated oil companies?

Total Shareholder Return was 17% in 2010 (including $9,584 million in dividends paid to
Royal Dutch Shell plc shareholders worldwide, excluding scrip dividends), and 22.6% in
2009 (including $10,526 million in dividends paid to Royal Dutch Shell ple
shareholders).

How significant of a role does certainty in tax policy play for your companies when
making investments decisions regarding greater domestic production and, more
importantly, when hiring new employees?

Energy companies depend on stability and certainty when making annual multi-billion
dollar investments. Changes to tax laws can make projects unattractive and /or cause
delays in the development of such projects. Tax provisions that would depress U.S. oil
and gas exploration and production investment are contrary to the goals of providing
stable and cost effective supplies of energy for American consumers. Such tax provisions
also discourage the tremendous capital investments needed to meet the nation’s growing
energy needs. History has shown that windfall profit type taxes and other discriminatory
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types of taxes on the investor owned oil and gas companies will cost U.S. jobs, make
U.S. industry less competitive, and will have a negative impact on U.S. energy security.

From Senator Snowe

1.

With prices as high as $100 the question today is whether our energy tax policies are
effectively creating incentives to change behavior — rather than simply making cost-
effective business decisions only more profitable.

As aresult, I find it interesting that in an analysis last year of the implications of
removing these tax incentives that the American Petroleum Institute included an
assumption that oil is at $80 per barrel. The analysis, done by Wood and Mackenzie,
concluded that removing these tax incentives would alter the “breakeven” point for oil -
that is the cost for profitability - from an average of $47.00 per barrel to $52.00 per barrel
—or 10 percent.

In addition, the report’s executive summary concludes that under scenarios where oil is
higher than $80 the removal of oil and gas subsidies would not affect oil production at
all. While I recognize that additional subsidies lead to additional production, it would
seem that there would be decreasing returns from more and more subsidies for US oil
production.

Specifically, while the report states concerns about the effects on natural gas production
with the removal of subsidies the report states, “The impact to the oil market is much
lower, as less than 60,000 barrels are at risk under the proposed changes in 2011.”
Effectively, the report concludes that if oil is priced at points higher than $80 per barrel
the removal of these incentives will not result in any lost oil production.

At a time when oil is priced at roughly $100 — and if these prices were to continue — do
you agree with the API report that there would not be any reduced production of oil in the
United States if the tax incentives were removed?

Do you support removing these tax subsidies for oil at a certain point, perhaps the long-
term level that EIA or your companies predict that oil will be in 5-10 years?

Production decisions and impacts are based on many different factors. Investments that
have to be made to produce-oil and gas include not only the huge investments -- the
billions of dollars that go in -- but also the time lag from when those investments start to
when that production actually starts to happen. A discussion of tax policy dealing with oil
and gas activity must consider this fact. While it is difficult to predict with certainty the
extent production could be reduced under these new tax proposals, changing the U.S, tax
structure to be less globally competitive is not sound from a U.S. tax and energy policy
perspective. Regarding long term opportunities, Shell is in favor of a comprehensive
review of tax policy that encourages economic growth, jobs and energy security,
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2. We have witnessed the continued volatility of our energy futures markets, with for
instance gasoline prices falling 7.6 percent on May 11%, 2011, coming during a year
when gasoline has increased by more than 28 percent. The development yesterday came
when the U.S, Department of Energy surprised traders by reporting an unexpected
buildup of gasoline stockpiles in the previous week.

This situation yesterday raises two critical questions regarding the efficiency of our
energy markets. First, as the Commodity Futures Trading Commission is considering
now, should we adopt position limits for particular traders to reduce the volatility of
specific contracts. As a leader, along with Senators Feinstein and Cantwell, on
developing a strong derivative title within the financial reform bill, I strongly believe
transparency and restrictions on specific trades will not restrict price discovery, but will
reduce volatility and potential for manipulation.

Secondly, trading on May 11™ again demonstrates how critical it is for an efficient
market to have access to accurate and timely data. This is not like any other market —
information regarding consumption, production, and reserves are controlled, in some
instances, by America’s adversaries.

For instance, just last month the Wall Street Journal reported that “unreliable data on
production, starting with the world’s largest exporter, are adding to the price volatility...”
and that the “revelation highlighted a problem that is roiling markets at the moment: a
dearth of solid information about the true state of production and supplies.”

As aresult of these developments do you believe that the CFTC should adopt strict
position limits for speculative traders and do you believe that there is enough
transparency in these markets to accurately assess efficient pricing of 0il?

Arguably, position limits are not the solution. If the intention of applying “strict” position
limits is to prevent potential manipulation, Shell would suggest that there are mechanisms
and controls that can identify and control inappropriate trading behavior more effectively
than position limits. Reporting will be helpful in this regard, but the cost/benefits of the
amount of information requested needs to be considered. If the intention is to reduce
volatility, then Shell would suggest that there is no conclusive evidence that position
limits reduce volatility.

The CFTC has proposed to adopt what appear to be very tight aggregate position limits
on 28 types of commodity contracts, including 4 types of energy contracts. Entities that
need to hedge large physical positions will be allowed to hold larger positions than
speculators, but the details about how that “hedge exemption” process will work are
unclear, raising concerns that some parties may not be able to hedge all the risk that they
are exposed to.

Finally, it is important to recognize that market participants enter speculative positions
for different reasons. “Herd mentality” speculators, including the so called “massive
passives” do not aid price discovery. On the other hand, speculators who take derivative
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positions based on their informed views of fundamental conditions and economic events
improve price discovery. Position limits do not recognize this important difference.
There is no question that successfully established futures markets are highly transparent
(particularly in the nearby time periods) and afford access to parties to risk manage future
consumption and production, which is positive for the efficient functioning of the supply
chain. Strict position limits on speculators who respond to supply/demand fundamentals
may impede some of this transparency.

Do you believe that current prices are reflective of supply and demand?

Futures prices have to reflect supply and demand but will also reflect the uncertainties
around these fundamentals. In times of political or economic tension this may create a
risk premium or discount in futures markets depending on the exact nature of the tension.
Additionally, futures prices may reflect “herd mentality” speculation, which can
exacerbate highs and lows when all the money is going one way. This may be driven by
several factors including cash coming into the "asset class" as other investments do not
look good or attempts to diversify. Ultimately, however, the cash price paid for
commodities has to reflect supply and demand.

De you believe that foreign countries are doing enough to supply the world with
information about reserves and production and what can the United State government do
to facilitate information sharing?

Accurate and verifiable information on supply, reserves, and demand aides in price
discovery, however, it will not reduce volatility. Price changes in the oil markets are
driven by many other factors besides this sort of information. Those factors include
interest rates, transportation costs and economic developments.

The Tax Reform Act of 1986 is constantly referred to as a model for tax reform and the
point often made any new reform we undertake should follow its lead, which was to
broaden the base and to reduce tax rates. The phrase “broaden the base” is just a clever
way of saying “eliminate tax provisions™ such as credits and deductions that clutter the
code in order to simplify the code and to provide the revenue needed to offset the
corresponding reduction in tax rates.

The Democrats have presented us with an opportunity to broaden the base by eliminating
certain tax provisions, namely, the tax benefits that are available currently to the five
companies before us today. But instead of lowering the rates, the plan is to use the
revenue from these cuts to pay down the deficit — just another way avoiding the spending
cuts that the American people recognize has led us to these deficits.

The Finance Committee has held a series of tax reform hearings and I thank Chairman
Baucus for that. One thing we have learned is that the tax code is filled with too many
special provisions and today we are debating yet one more complication to a tax code that
is screaming for simplification.
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What we should be pursuing is a comprehensive energy plan at the same time we pursue
comprehensive tax reform. There is wide agreement that the rates are too high for our
American companies to remain competitive — even the Obama Administration has
suggested cutting corporate tax rates. We could start to do so today, with a down-
payment made on such rate reductions by the elimination of the oil and gas provisions
currently on the table,

We have to ensure the competitiveness of American companies and cutting the tax rate is
one goal where we already have some consensus. We just need to agree on how to get
there. Do you agree that reducing tax rates would justify the elimination of the oil and
gas tax provisions we are discussing today? Do you think that rather than stop with these
oil and gas provisions, we should also eliminate other energy subsidies in order to
provide the broadest possible rate reductions?

Tax provisions that would depress U.S. oil and gas exploration and production
investment are contrary to the goals of providing stable and cost effective supplies of
energy for American consumers. Such tax provisions also discourage the tremendous
capital investments needed to meet the nation’s growing energy needs. History has shown
that windfall profit type taxes and other discriminatory types of taxes on the investor
owned oil and gas companies will cost U.S. jobs, make U.S. industry less competitive,
and will have a negative impact on U.S. energy security. Keeping U.S. tax policy stable
and thus keeping the United States competitive would better enable us to develop our
own resources, and thus we would see tens of thousands of new well-paying jobs and
many, many billions of dollars in revenue for local, state and federal governments.
Investments in our industry carry huge amounts of capital and risk. Policymakers must
consider this when thinking about the competitiveness of the U.S. relative to other
regions. The president recently acknowledged that reducing dependence on certain
imports was a national policy imperative. And Shell agrees. The U.S. is resource-rich in
many ways, especially in oil and gas. Yet, as a country, we import more than 60 percent
of our petroleum at a cost of more than $350 billion a year. The bottom line is this: fwe
don't develop our own energy sources, we will have to accept the cost, both financial and
geopolitical, of bringing it into this country from places that can be less secure and less
stable. With a real energy policy that provides incentives through its access to those
resources, we could have a significant impact on the economy, the deficit, and the trade
balance. If the production in the United States is disadvantaged relative to other
opportunities in the world then it moves somewhere else. Therefore, the jobs move
somewhere else. The trade benefits move somewhere else.

From Senator Enzi

1.

You all indicated that you were in favor of overall corporate tax reform. In that regard, I
have three questions:

If Congress were to take up corporate income tax reform and eliminate provisions of the
tax code that benefit traditional and alternative energy industries, to what rate would the
corporate income tax need to be lowered to avoid a net tax increase on your company?
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While I support the ideas of individual and corporate tax reform, I am concerned that a
dramatic change in our tax code will be problematic for companies and individuals who
have done long term tax planning. Do you agree with my assessment that there needs to
be a phase in period? If so, how long should that phase in period be? If not, please
explain how your company would handle such a change in the tax code.

Are there any provisions of the tax code that you would prefer not be changed if we were
to lower the corporate tax rate as a part of overall corporate tax reform?

We are currently reviewing the impacts of potential U.S. tax reform. Any reduction in
the tax rate will have to be weighed against specific base changes. In addition, transition
rules and grandfathering provisions will be needed to mitigate against economic hurt
from any immediate changes, given the long term investments made.

From Senator Cantwell

1.

The discussion of tax subsidies and incentives in the May 12, 2011 Finance Committee
hearing was largely an abstract one on the overall economic and societal costs and
benefits that result from these measures. [ would appreciate having more specific
information on the extent to which your firms have benefited from the tax provisions
being discussed over the last decade. For your respective firms, would you please
provide auditable data on your company’s utilization of each of the following categories
and for each of the past ten years (2000-2010):

Enhanced Oil Recovery Credit

Credit for Oil and Gas from Marginal Wells

Expensing of Intangible Drilling Costs

Deduction for Tertiary Injectants

Passive Loss Exception for Working Interests in Oil Properties
Percentage Depletion for Oil and Natural Gas Wells

Domestic Manufacturing Deduction for Oil and Natural Gas Companies
Geological and Geophysical Amortization

Net annual profit

® 8 & 9 & & ¢ s 0

Shell is willing to provide, upon request, non-proprietary information to the Committee.
Shell does not disclose proprietary and confidential information relating to its tax returns;
as such disclosure would subject such confidential information to public disclosure.

I think we can all agree that America’s future prosperity and competitiveness is
contingent on figuring out how we can live within our means while providing our
businesses more predictability and stability in the marketplace, in part by providing a
more level playing field for all market participants. I would argue that one thing we can
do is to ensure that U.S. industries all receive equal treatment under the federal tax code
so that they operate on an equal footing. I don’t understand, for example, why oil
companies should be allowed to write off the costs of machinery and other so-calied
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“intangible costs” immediately, while companies in other industries have to write off
these expenses gradually, over the lifetime of the equipment they purchase. Likewise, a
few years ago, Congress to redefine the word “manufacturing” so that oil companies
could take advantage of a manufacturing tax deduction for oil production.

I was intrigied by an argument that Mr. Watson made in his testimony, which if
understood him correctly, argued that we should not change tax breaks for the oil
industry outside of a broader context of corporate tax reform.

Does that mean that you might all be willing to work with Congress to figure out ways to
simplify and reform our nation’s byzantine tax code in the interest of replacing the
myriad of tax expenditures we are discussing here today with lower overall corporate tax
rates for all industries?

Shell would be willing to work with Congress on U.S. tax reform.

. Considering all the uncertainties that affect your industry and the United Statesas a
whole, would you support efforts to create a policy framework which provides greater
certainty and stability when it comes to energy prices, regulation, and supply and demand
fundamentals? 1 believe that is an important question because eventually Congress will
regulate greenhouse gas emissions. This moment may come as soon as next year if the
DC Circuit throws out EPA’s tailoring rule. Would your companies support be
supportive of legislation that established a price on carbon in a manner that was
transparent, market-based, technology and fuel neutral, and economy-wide, as an
alternative to EPA regulation of greenhouse gases?

Shell certainly values regulatory certainty and stability. These are important components
for any long-range business planning. Shell would need to see the details of any policy
framework regarding price, regulation, supply and demand before we could speak to
possible support for such a framework.

Shell believes a carbon price is necessary to effectively reduce greenhouse gas emissions
while encouraging the deployment of low-carbon technologies critical to a sustained,
emission-reduction pathway. A market-based policy facilitates emissions reduction at the
lowest possible cost to consumers and the economy. Shell prefers workable climate
legislation to regulation by EPA under the Clean Air Act. The Clean Air Act is not well-
suited to the regulation of GHGs. While conceptually, Shell could support market-based,
economy-wide legislation that established a transparence price on carbon and did not
disadvantage a particular fuel or technology, Shell must closely review any proposed
legislation before a decision can be made on whether to support it.

Both the Joint Economic Committee and the Congressional Research Service produced
analyses that show that removing tax expenditures to the oil industry as proposed in S.
940 will not lead to significant gasoline price increases or oil production decreases. To
you agree with conclusions of these reports? And if not, please describe in detail the flaw
or flaws in their analyses. Are there any independent studies that demonstrate that
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eliminating these tax expenditures will significantly increase prices or reduce domestic
oil and gas production? (Per correspondence with Senate Finance Staff, the change in
italics has been made by the taxpayer in order to conform the question to the intent of
Senate Finance Staff)

We do not agree with the conclusions of the JEC or CRS reports, given the long-term and
cyclical nature of the industry and the annual multi-billion dollar new investment needed
to produce oil and gas resources. Shell believes that domestic oil and gas development is
an economic engine that creates jobs, contributes to the nation’s energy needs, generates
revenue for local and national government, and addresses the balance of trade issue. See
the 2010 Wood McKenzie report titled “Evaluation of Proposed Tax Changes on the U.S.
Qil and Gas Industry”, which concludes that the proposed changes could impact oil and
gas investment and production.

From Senator Menendez

1.

According to the Energy Information Administration, the average cost to produce a
barrel of oil is around $33; but SEC filings show that the average production costs for the
Big 5 are much lower, at about $11. With a barrel of oil selling for around $100, why do
you need subsidies? Can each of you tell the Committee and the American people what
price per barrel and profit margin you will need to reach before these subsidies are no
longer necessary?

Shell does not receive tax subsidies for oil and gas activities. The Internal Revenue Code
generally allows taxpayers, regardless of industry, to recover their costs as deductions
against income from carrying on a business. The oil and gas industry is eligible for such
deductions, which are similar to, if not the same as, deductions available to many other
industries.

Please provide a detailed accounting of how many dollars your company did not pay in
taxes as a result of the tax subsidies proposed to be eliminated in $.940, the Close Big Oil
Tax Loopholes Act, for each of the last § years.

Shell is willing to provide, upon request, non-proprietary information to the Committee.
Shell does not disclose proprietary and confidential information relating to its tax returns;
as such disclosure would subject such confidential information to public disclosure.

On November 19, 2009, you testified before the Senate Committee on Energy and
Natural Resources that those that believe that the risks of coastal drilling are substantial
have an “outdated view” of the risks. You said that “as we think about opening new
areas of the OCS to exploration and production, I believe the way to look at it is to look
at the latest developments by the industry in the current areas that are open.. .because
that’s where you see the new technology, and in addition, all the mitigation techniques
and other things that we’ve learned over these decades.” After I raised concerns about
the 9 million gallons of oil spilled off Australia’s coast earlier that year, you persisted and
said: “I’'m telling you, yes, it’s very different today.” But tragically, you and many others
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in the coastal drilling business were very wrong. Months later the nation’s worst oil spiil
began in the Gulf of Mexico after the explosion aboard the Deepwater Horizon drilling
rig. Given the fact that you did not think the 2009 Australian spill could happen in US
waters, but then a similar, but much worse spill happened, why should we trust you when
you say your proposed drilling operations in Alaska will be safe?

In our November 2009 discussion, I said that the risks of offshore oil and gas
development can be mitigated by using the technology, the techniques and the knowledge
that we have available today. The Decpwater Horizon incident in the Gulf of Mexico
was a tragedy. It should not have happened. It appears that the incident was the result of
multiple failures in operational and process safety. The same can be said of the
Australian incident. The technology exists to develop offshore oil and gas safely when
applied within a good safety culturc and system and applied by skilled and trained staff to
achieve the intended results. Shell is confident in our technology, our internal standards,
our training and importantly our safety culture and management and thus confident we
can safely deliver the valuable energy that America needs while protecting the
environment.
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Senator Rockefeller Statement for the Record
Finance Committee Hearing on Oil and Gas Prices
May 12,2011

Mr. Chairman, I know many Americans are furious about the rising cost of gas. $4 for a gallon
of gas can mean almost $100 for a fill-up. That’s too much.

Energy prices in West Virginia and across the nation have soared, placing an unstable burden on
our economy and our daily lives.

Increasing gas prices are a challenge not only to our efforts to recover from the biggest recession
since the Great Depression, but they also place unreasonable burdens on poor and middle-class
families, businesses, and municipalities, and raise serious national security concerns.

In much of the country, gas prices are hanging over service stations like a dark cloud. Many
working-class individuals in rural states like mine commute twenty-five miles or more each way,
and high gas prices can eat heavily into their weekly paychecks.

1 hear often from constituents who are experiencing sticker shock at the pump. Police
departments, schools, hospitals, and community organizations feel the pinch of rising fuel costs.
Even the smallest increase can have a serious impact on family budgets and a business’s bottom
line.

Talking with industry experts and economists has convinced me that a big factor in the rising
cost of energy is the role of speculators. These individuals make a quick profit betting on future
oil contracts. This may be legal, but I have asked the federal government to look closely at the
role of speculators in the oil futures markets, and for the Commodity Futures Trading
Commission to start implementing new laws requiring speculators to put some money down in
these transactions — to reduce high-risk gambling at the public’s expense.

The fact that a few people on Wall Street trying to make an easy profit can impact the price that
regular people throughout the country pay for gas is unacceptable, particularly with gas prices
headed steadily up. Oil speculation was also considered one of the root causes for why gas
prices rose so much, so quickly in the summer of 2008.

1 am not alone in thinking these speculators are driving up oil prices and creating more price
volatility. In the Senate, we have asked the Commodity Futures Trading Commission to use
their regulatory tools, such as position limits and margin requirements, as outlined in the Dodd-
Frank Wall Street Reform and Consumer Protection Act. While this hearing today does not focus
on this issue, I will remain active in trying to drive unscrupulous speculators out of the market.

At the same time that consumers are struggling, large oil companies continue to make record
profits — while in many cases receiving billions of dollars in tax credits.



202

Last year, the five companies represented here today — BP, Chevron, ConocoPhillips,
ExxonMobil, and Shell ~ made $77 billion worth of profits, and yet they will receive more than
$36 billion of taxpayer subsidies over the next decade. This is a shame, and we must fix the tax
code that allows these companies to walk away with this kind of gift, while we in Congress are
working to reduce the deficit and some are pushing for cuts in health care for seniors, working
families, and children.

This industry loves to argue that without these tax credits they’d be forced to raise gas prices.
Baloney. The truth is that each of these companies have made $950 billion in profits over the
past decade, more than enough to easily cover the costs of a lost taxpayer-provided subsidy
without raising prices for consumers.

The per capita income for West Virginia is almost $33,000 a year. Ithink it’s time these five
companies gave those individuals a rebate at the pump rather than asking for another handout.

As Congress continues its work to address our unsustainable debt, we cannot — and should not —
finance this effort by cutting back on important services to millions of Americans.

Working families are already struggling to make ends meet, and financing deficit reduction
efforts on their backs while sending billions of dollars in subsidies to companies that do not need
them is unconscionable. This sacrifice must be shared.

This is why I have opposed plans like the House passed Paul Ryan budget that ask working
families to pay for trillions of dollars in tax cuts for the wealthy while also gutting Medicare and
Medicaid. Whether it is unnecessary tax subsidies for the wealthy or deficit reduction plans that
focus on numbers rather than people, I will continue to stand up for working families.

The five biggest oil and gas companies that are the focus of this hearing today will continue to
post multi-million-dollar profits regardless of whether they continue getting billions of dollars in
subsidies. I believe that we should allow these companies to stand on their own two feet and put
taxpayer dollars to better use.

Securing comprehensive energy dependence means reducing unnecessary expenditures and
decreasing our deficit. Many Americans continue to voice concerns about the burden our
growing deficit could place on future generations. We must not go down the dangerous path of
reducing our national deficit on the backs of hard-working American families, but should instead
focus on the most effective and efficient ways to reduce the deficit, such as eliminating tax
giveaways for big corporations that send American jobs overseas and asking big oil companies to
step up and pay their fair share.
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Statement of Senator Olympia J. Snowe
Finance Hearing: Oil and Gas Tax Incentives and Rising Energy Prices
Thursday, May 12, 2011

Thank you, Mr. Chairman, for holding this timely hearing to assess our current oil and natural
gas tax incentives. Critically, our constituents, our small businesses, and our overall economy are
struggling with gasoline prices as high as $4.17 per gallon and I want to thank our witnesses
today for their insight into how our tax policies can be improved to provide Americans with
affordable energy options.

According to the most recent data Americans spent $674 million on energy in March, accounting
for 6.3 percent of all consumer expenditures — an increase of 28 percent over levels just two
years ago. While this represents a challenge to every American household it also significantly
burdens our aggregate economic growth. Specifically, according to Doug Porter, deputy chief
economist at BMO Capital Markets, every $10 increase in the price per barrel oil translates to a
reduction in US GDP growth by 20 basis points, or roughly $280 billion on an annualized basis.
Critically, as we attempt to develop pro-growth strategies it is imperative that we acknowledge
that the price of oil undermines job creation and reduces federal revenues. As a result, our
energy policies should have a laser focus on providing our constituents with the ability to reduce
their energy bills.

Yet, while our consumers struggle with these nearly record prices for this time of year, our
federal tax policies have been on cruise control for years. Energy markets are dynamic and
technology develops rapidly — Congress must demonstrate our capacity to end obsolete energy
tax policies, and develop effective policies that will improve America’s energy security. Current
energy policies ~ from oil and gas subsidies, ethanol subsidies, and wind subsidies - were
enacted years ago and are extremely costly to US taxpayers. Furthermore, the merits of their
extension have not been demonstrated to the Senate Finance Committee. Irrespective of these
facts last year we simply prolonged our existing tax policies without assessing the effectiveness,
holding a mark-up, or even considering one amendment! Frankly, we must demonstrate more
aggressive oversight and work diligently to update the tax code to reflect technology
developments and the strain on the federal budget.

Clearly, with gasoline nearly at $4 per gallon, the American people deserve better. According to
the most recent data from the Energy Information Administration, Mainers spend on average
$1,667 every year on gasoline, yet we do not have rational tax policies that would assist
individuals to purchase advanced vehicles that will save them money at the pump. Rather than
providing tax credits for specific technologies, I have worked with Senators Bingaman, Lugar,
Feinstein and Kerry on legislation, “The Efficient Vehicle Leadership Act,” that would provide a
tax credit correlated to the degree of efficiency — no matter whether it is an electric, natural gas,
advanced diesel, or hybrid vehicle to provide maximum choice for Americans.
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Furthermore, Mainers also spend the most on residential energy costs in the country. In fact, in
2008 when we experienced similar prices for heating oil EIA estimates that Mainers spent $3500
per household simply to keep the lights on and provide basic heat. Yet, while I led the effort to
extend the 25C tax credits and allow consumers to continue to claim a 30 percent tax credit for
the purchase insulation and energy efficient boilers, furnaces, and windows - the most cost-
effective way to reduce energy bills — Congress simply let this critical policy to expire. As
consumers attempt to prepare for high electricity costs for air conditioning for this summer, and
individuals in cooler climates consider ways to address rising heating oil costs there are
unfortunately limited tax policies to assist them to invest property that will reduce energy costs.

In contrast, this Committee has allowed the ethanol tax credit for oil refiners to continue at a cost
of $5 billion, the wind grant for massive wind farms at a cost of $2.9 billion, as well as oil and
gas subsidies. It is regrettable that costly and misguided policies have been maintained and it is
my hope that we work at this Committee to review current policies, identify which are working
and not working for our country and ultimately develop an energy policy that provides
Americans with affordable energy in a fiscally responsible manner.

Accordingly, I hope this is the beginning of a critical discussion on this Committee and look
forward to the testimony of our witnesses. I thank the Chair.
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Rex W. Tillerson
Chairman and CEO, Exxon Mobil Corporation
United States Senate Committee on Finance Hearing
Washington, D.C.
May 12, 2011

Chairman Baucus, Ranking Member Hatch, members of the Committee. I
appreciate the opportunity to address the topic of today’s hearing, “Oil and
Gas Tax Incentives and Rising Energy Prices.”

All of us here today recognize the strain that high gasoline prices impose on
many Americans, particularly during difficult economic times. And we owe
it to our customers and your constituents to address the topic of energy
prices and taxes in an open, honest and factual way.

Unfortunately, the tax changes under consideration that target the five U.S.
energy companies represented here today fail to honor these goals.

It is not simply that they are misinformed and discriminatory. They are
counterproductive. By undermining U.S. competitiveness, they would
discourage future investment in energy projects in the United States and
therefore undercut job creation and economic growth. And because they
would hinder investment in new energy supplies, they do nothing to help
reduce prices.

There is a more effective way to take steps to reduce prices and raise
revenues — but, unfortunately, it is a way Congress and the Administration
has so far rejected. If the U.S. oil and gas industry was permitted to develop
our nation’s enormous untapped energy supplies, it could put downward
pressure on energy prices and increase revenues for government budgets.

Working together, industry and government can achieve our shared goals.
In that spirit, I would like to offer several important facts on specific tax
proposals that are currently being advocated by some in Washington.

First, it is important to make clear that tax provisions such as the Section 199
Domestic Production Activities deduction are not special incentives,
preferences or subsidies for oil and gas, but rather standard deductions
applied across all businesses in the United States.
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Section 199 applies today to all U.S. domestic producers and manufacturers
— from newspaper publishers, to corn farmers, to movie producers, and even
coffee roasters. All can claim this deduction, which is intended to support
job creation and retention in the United States.

By any reasonable definition it is not an oil and gas industry incentive. In
fact, our industry is currently limited to only a 6 percent deduction, while all
other U.S. manufacturers are allowed a 9 percent deduction.

Frankly, to then deny a select few companies within the oil and gas industry
this standard deduction is tantamount to job discrimination. Why should an
American refinery worker employed by a major U.S. oil and gas company in
Billings, Montana be treated as inferior to an American movie producer in
Hollywood, an American newspaper worker in New York, or an employee at
a foreign-owned refinery in Lemont, Illinois?

Another tax measure that is misleadingly labeled a “subsidy” is the foreign
tax credit provision, which upholds a basic tenet of tax fairness by
preventing our overseas earnings from being double taxed.

This provision applies to all U.S. companies with overseas income, and has
been in place since 1918. It is meant to protect U.S. competitiveness.

Again, U.S. oil and gas companies are already treated differently from other
U.S. businesses under this provision, which includes unique and prescriptive
rules on our industry requiring us to actually prove our foreign tax payments
are indeed income taxes and not royalties.

If these rules were changed and the foreign income for select U.S. oil and
gas companies like ExxonMobil were to be double taxed, our foreign-based
competitors and the full range of foreign-government-owned oil companies
would gain a significant competitive advantage.

Clearly, these tax provisions and others under consideration are not special
industry incentives or subsidies; they are economy-wide, generally available
deductions and credits under the tax code. Removing them for a select few
U.S. oil and gas companies is therefore nothing less than a discriminatory
and punitive tax hike, which jeopardizes the jobs of American workers.
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Doing so would also do nothing to reduce the prices Americans pay at the
pump. Gasoline prices are primarily a function of crude oil prices, which are
set in the marketplace by global supply and demand — not by companies
such as ours.

Furthermore, arbitrarily punishing five U.S. oil and gas companies by raising
their taxes will generate far less government revenue than if we were
allowed to compete and produce our nation’s resources.

An August 2010 Wood Mackenzie study estimates that approximately $10
to $17 billion in direct upstream investment in this country is at risk per year
if the Section 199 and other tax provisions are repealed for the industry.

Another recent Wood Mackenzie study found that opening up federal lands
that Congress has kept off-limits for decades could generate 400,000 new
jobs by the year 2025. And another analysis shows that such actions could
generate as much as $1.7 trillion in government revenue over the life of the
resource.

The fact is that raising taxes on five U.S. oil and gas companies is simply not
the way to reduce prices or raise revenue. Increasing these companies’ taxes
would only discriminate against certain U.S. workers, make our companies
less competitive against others who are in the same business, and discourage
future energy investment.

A much better solution lies in permitting our industry to increase energy
supplies — including supplies found here in North America, such as oil and
natural gas found off our shores and in our shale formations.

Access — not taxes — will enable us to meet the goals of increasing affordable
energy supplies for Americans, strengthening U.S. energy security, and
powering our nation’s economy forward. ExxonMobil shares these goals,
and we look forward to working with you to achieve them. Thank you.
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Senate Finance Committee Hearing
“Oil and Gas Tax Incentives and Rising Energy Prices”
May 19th, 2011
Questions for Mr. Rex Tillerson

From Senator Baucus

1.

Exxon Mobil has a recent posting by Ken Cohen, V.P. of Public and Government
Affairs on its “policy blog” titled “ExxonMobil's U.S. taxes and U.S. earnings—Some
relevant numbers for Washington. Mr. Cohen states that ExxonMobil had total tax
expense of $9.8 billion in 2010 which exceeded total U.S. operating earnings of $7.5
billion. Footnote 18 of ExxonMobil's the 2010 Form 10-K filed with the SEC provides
a breakdown of the total $9.8 billion. It includes $6.2 billion in “sales-based taxes”.

I would like to ask each of you to describe the nature and amount of these U.S.”
sales based taxes” that you include as a tax expense in your financial statements.
Are they federal excise taxes that are included in the price at the pump and
effectively paid by consumers? Also, are these amounts included in your total sales
reported on the income statement and therefore offset the amount reported as an
expense?

A:  The majority of these taxes are federal excise taxes. Uniike sales taxes,
federal excise taxes are not imposed on the consumer at the time of sale.
They are imposed on the manufacturer at the time product is removed from a
bonded area. The price at the pump is set by the market — there is no
separate charge to the consumer.

The important point is that the 2010 business activities of ExxonMobil in their
broadest sense contributed almost $10 billion to federal, state, and local
governments for use in providing overall public services. The actual
economic burden or "incidence” of any tax is dependent upon a host of
factors, most notably the elasticity of supply and demand. *

If these taxes are effectively passed on to consumers, isn't describing them
generally as taxes paid by your companies similar to a retailer claiming that they pay
the state and local sales taxes that they collect from consumers and remit to the
appropriate governmental authorities?

A: As explained above, federal excise taxes are different than sales taxes. The
blog post referenced above accurately reflects the federal excise taxes and
all other sales based taxes as tax expense incurred by the company.

! For a more comprehensive review of the economic incidence of taxation issue, see Fullerton, Don & Metcalf,
Gilbert E., 2002, "Tax incidence," Handbook of Public Economics, in: A. J. Auerbach & M. Feldstein (ed.),
Handbook of Public Economics, edition 1, volume 4, chapter 26, pages 1787-1872 Elsevier. See also the
informative Georgetown University powerpoint presentation on this topic at
http://www9.georgetown.edu/faculty/ami6/econ001/pdfs/lec.pdf.
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According to ExxonMobil's 10-K for 2010, for every 1 dollar increase in the price of
oil, ExxonMobil earns a 375 million after-tax profit.

Last year, the average price of a barrel of oil was 72 dollars. The price of oil today is
around 100 dollars and is projected o average over 100 dollars for the year.

Doing simple math, if prices do average 100 dollars this year, ExxonMobil stands to
earn in excess of 10 billion dollars in additional profit in 2011 than in 2010 just due
to the increase in the price of oil.

In contrast, the total amount of tax breaks under consideration today is
approximately 2 billion dollars for all the companies at the table combined.

¥'d like to know from the other four companies how much in after-tax profit you earn
from each 1 dollar increase in the price of oil.

Wouldn't each of you agree that a price change of two or three dollars in a barrel of
crude oil has a more meaningful impact on your investment decisions than your
share of the effect of repealing all the tax provisions under consideration today?

Isn’t the value of a price of oil the most important driver for your business planning?

A: No — we don’t agree with your statement that a “price change of two or three
dollars in a barrel of crude oil has a more meaningful impact” on our
investment decisions than the effect of repealing “all the tax provisions under
consideration.” An initial point is that this question narrowly discusses price
solely in the context of recent increases. As recently as 2009, however,
crude oil prices decreased to around $30 per barrel. Our company’s
investment projects, however, span multiple decades and we bear both
upside and downside price risks over the long-term. In contrast, we assume
largely stable tax policies as a part of the economics of projects in which we
actually invest; the potential of tax instability undermines investment.

Moreover, developing and delivering energy involves muiltiple risks — safety
and environmental risks, geopolitical risks, technical risks, and financial risks
including price volatility. Our success is underpinned by our commitment o
integrity — our systematic and unwavering focus on safety, operational
excellence, financial discipline and high ethical standards.

There are therefore multiple factors that we consider in our business planning,
ranging from projections of global energy demand to the critical integrity we
bring to individual projects around the world. Our multi-billion dollar capital
projects are designed to operate over multiple decades, alongside ordinary
fluctuations in commodity prices.

Would you really consider producing less in the United States with the significant
profits you earn with every additional barrel of oil produced?

A: Sustaining and growing our production of oil and natural gas to meet growing
global needs requires a dynamic investment discipline that allocates capital
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toward the most promising and cost-effective supply prospects. An element
of that capital allocation evaluation is the overall cost structure associated
with each project, including taxes. Investment decisions are therefore made
on an individual asset basis, and increasing taxes may cause certain projects
to fail to meet our return criteria.

Crude oil and natural gas development is a global enterprise. As such, the
alteration of regulatory or tax policies has the potential to divert investment
capital toward or away from certain countries relative to other opportunities.

Some of the witnesses have testified that the oil and gas industry is already subject
to high effective income tax rates. They refer to overall effective rates in excess of
40 percent. But these rates appear to be a weighted average of both U.S. and non-
U.S. income tax rates applied to domestic and foreign earnings.

From financial reports filed with the SEC, it appears the effective U.S. income tax
rates are significantly lower than the average foreign rates. It seems that the high
foreign rates are pushing up the total reported effective rate. One of the companies
stated in their financial disclosure that the weighted average statutory tax rate in
countries in which they operate was 55.3 percent for 2010.

I would like to ask each of you what the U.S. tax rate is on just your U.S. income.
And how does that compare to foreign tax rates you pay on your non-U.S. income?

A: ExxonMobil's federal and state effective U.S. income tax rate was 32% on
average over the 2005-2010 period.

Our overall average effective tax rate outside the U.S. was 47% over the
2005-2010 period.

Soisn't the U.S. actually a favorable income tax environment in which to engage in
production, refining and distribution?

A: A favorable income tax environment includes a stable, predictable and non-
discriminatory set of tax rules that creates a level playing field for all
competitors. As explained below, some notable exceptions to those
principles exist today, and the recurring proposals for further adverse
changes continue to erode confidence for U.S. energy investors. Specifically,
the “S. 940" provisions [“Close Big Oil Loopholes Act of 2011,” proposed by
Senator Menendez] would single out three to five taxpayers for unjust,
punitive and arbitrary tax treatment. A tax environment that increases tax
costs on an ExxonMobil refinery in Montana but not on a foreign-owned
competitor in another state is hardly a favorable one. A tax environment that
purposely double taxes three U.S. companies (ExxonMobil, Chevron, and
ConocoPhillips) undercuts their ability to compete in the global market and
can never be considered a favorable income tax environment.

While one would not know it from the incorrect descriptions used, current tax
rules already single out integrated oil and gas companies for discriminatory
tax treatment versus their competitors in the same business (e.g., the IDC
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and G&G rules in the existing code). Within the broader energy industry, on
a unit of energy produced basis, renewable and alternative energy producers
receive enormous tax credits and cash grants that are not available to oil and
gas producers. Further, all other domestic producers and manufacturers
receive a 9% deduction under section 199, while the oil and gas companies
are limited to a 6% deduction. That hardly seems a special preference to the
oil and gas industry.

In the international arena, most of ExxonMobil's non-U.S. competitors are
residents of countries that impose a territorial system of taxation on foreign
income. The U.S., on the other hand, taxes its resident companies on their
worldwide income. The negative impact of the worldwide system of taxation
is mitigated by the availability of the foreign tax credit, but since Congress
continues to make and propose changes to longstanding rules, this is hardly
a "favorable tax environment". Proposals like the "dual capacity” changes in
S. 940 would impose double taxation solely on three American-based oil and
gas companies.

The United States is unusual in that its oil and gas resources under
exploration, development, and production are widely dispersed, and generally
smaller, more discrete resources, than those found in many countries. A
rational economic environment that promotes the development of such
resources can be expected to be different from foreign countries with more
concentrated resources.

Finally, the quality of investment opportunity in any country is also a function
of its regulatory structure. For example, the scale of development
opportunities that result from specific leasing systems (or discretionary
offerings) among countries competing to attract investment capital can be an
extremely important factor. Variables include the geographical size of lease
offerings and their location, their timeframes, their payment structures (e.g.,
bonuses, rentals, royalties), and development phases or benchmarks.

And wouldn't that still be the case, even if these subsidies did not exist?

A:

We do not agree that the tax provisions that are under consideration in S. 940
are subsidies.

a. Section 199—Domestic Production Activities Deduction

The largest revenue item in S. 940 is the repeal of the domestic production
activities deduction (found in section 199 of the Internal Revenue Code) —
sometimes referred to as the domestic manufacturing deduction — for the
five major integrated oil companies. We appreciate the opportunity to
address the domestic manufacturing deduction because there have been so
many mischaracterizations of this issue.

As background, The American Jobs Creation Act of 2004 provided new tax
rules for all U.S. manufacturers and producers. While this legislation began
as an effort to modify the Extraterritorial Income Exclusion (ET!) tax rules
declared illegal by the World Trade Organization, Congress expanded that
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goal to include the creation and retention of U.S. jobs throughout the critical
domestic production and manufacturing sector, including, of course, jobs in
the U.S. oil and natural gas industry.

Congress had not reduced the U.S. corporate income tax rate since 1986,
despite rate cuts enacted by many other nations. Section 199 addressed this
for U.S. manufacturers and producers since, as fully phased in, the deduction
approximates a three percentage point reduction in the corporate income tax
rate for all qualified domestic manufacturing and production income.> Inthe
Emergency Economic Stabilization Act of 2008, the oil and gas industry was
singled out for special adverse treatment by freezing the provision at the
equivalent of the 2% rate reduction for that industry, while beginning in 2010,
all other producers and manufacturers began receiving the 3% reduction.

The §199 provision applies to all qualified manufacturing activities in the U.S.,
i.e., it is not a provision designed solely for the oil and gas industry, or only for
large companies in the oil and gas industry. Qualified activities include,
among others, the production of computer software, electricity, water, sound
recordings, and films, the manufacture of tangible personal property, and
construction, architectural, and engineering services. Characterizing this
general provision as an “oil company subsidy” or as a “tax break for big oil" is
simply false. Repealing this provision only for five companies, while
maintaining it for all other producers and manufacturers, would simply single
out five companies within an industry for unjust, punitive and arbitrary
treatment. That is highly discriminatory and unsound tax policy. And the
result would be to discourage critical new oil and gas investments here in the
U.S., by making those already costly domestic energy investments even
more costly and thus less competitive with foreign opportunities.

Retaining §199 for all U.S. companies in the domestic oil and gas industry
and keeping those investments on a par with all other domestic production
and manufacturing activities will help increase domestic oil and gas
investment and jobs, and reduce foreign import requirements.

b. The "Dual Capacity” Foreign Tax Credit Proposal

The second largest item in S. 940 is the proposal to modify the foreign tax
credit rules applicable to major integrated companies which are dual capacity
taxpayers. The United States subjects to taxation the “worldwide” income of
its residents, including that of U.S.-based companies. To ensure that income
earned outside the United States is not taxed twice, U.S. tax law permits a
credit, or offset, against the taxes otherwise due on that income for foreign
income taxes already paid. Without the foreign tax credit (‘FTC”), U.S.-based
companies would be unable to compete effectively with rivals from foreign
countries with territorial tax systems (which exempt companies from tax on
their foreign income) or with worldwide tax systems with properly-designed
FTC mechanisms that prevent double taxation.

2 The provision was “phased in” over several years, starting with the approximate equivalent of a 1% rate
reduction for 2005 and 20086, a 2% rate reduction for 2007-2009, and finally the 3% reduction beginning in
2010.
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S. 940 proposes to deny U.S. multinational companies FTCs for certain
foreign taxes paid as “dual capacity taxpayers,” thereby actually subjecting
those companies to double taxation. A dual capacity taxpayer is a U.S.
company that deals with a foreign country as both the sovereign and as the
grantor of an economic benefit, such as a concession for developing the
country's natural resources. To ensure dual capacity taxpayers cannot claim
FTCs for payments that are not taxes, regulations in place for nearly 30 years
require taxpayers to prove that no portion of a payment claimed as an income
tax is for the separate economic benefit. In other words, current regulations
effectively require oil and gas taxpayers to prove a negative, showing that no
portion of a claimed income tax is a royalty, or a disguised royalty. If the
taxpayer cannot make that showing, it loses. But, under S. 940, a major
integrated oil company that could actually meet this extraordinary burden of
proof would be denied access to the courts of the United States to do so,
would be denied FTCs that its competitors received, and would by definition
be subject to double taxation. This is punitive, capricious treatment that has
no place in sound and fair tax policy; it is very much akin to a bill of attainder
in that it singles out a small group for punishment without recourse to the
courts.

Misleadingly characterizing the dual capacity taxpayer provision as a subsidy
for oil companies is wrong. All industries are entitled to claim a foreign tax
credit for income tax paid on foreign earnings. Oil companies are more
sharply limited than all other industries in their ability to claim foreign tax
credits, and thus far from receiving preferred treatment, they are subject to far
greater restrictions than all others.

S. 940 would unfairly, and in effect retroactively and immediately, subject
American companies to harmful double taxation on their existing long-term
investments. The effect over the longer term will be to cede an important U.S,
presence in strategic foreign markets to foreign and state-owned competitors,
compromising U.S. economic, national security, and foreign policy interests.

¢. Intangible Drilling and Development Costs

The final significant item in S. 940 is the provision to limit the deduction for
intangible drilling and development costs for the major integrated ol
companies. This provision is also often cited as a special “subsidy” for oil
and gas producers when, again, there are parallels to expenditures in other
industries that are actually more favorably treated. The majority of the so-
called “intangible drilling costs” are in fact labor costs associated with the
drilling of exploratory and development cil and gas wells. Moreover, the
deduction for IDC simply relates to the timing of a deduction that is otherwise
undisputed as a cost of doing business. Thus, there is no absolute tax
benefit over time.

The drilling of wells is also akin to research and development costs incurred
in other industries. In the oil and gas industry, discovering commercial
quantities of oil or gas is not a certainty, and even if a well is successful, there
is no certainty regarding the amount of the production over the life of the well.
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A drug company researching and developing a new or replacement drug, or a
high-tech company researching and developing a new software product,
generally expenses those research and development costs in their entirety,
and often additionally qualify for a research credit. The well drilling costs do
not qualify for any research credit, and for integrated oil and gas companies,
only 70% of such costs are deductible as incurred, with the remaining 30%
being capitalized and recovered over a 5 year period. Again, one can “label”
this as a special “subsidy” for oil and gas companies, but in fact it is quite
similar to costs more favorably treated in other industries.

Maintaining the current treatment of intangible drilling and development costs
for all U.S. companies in the domestic oil and gas industry will help increase
domestic oil and gas investment and jobs, and reduce foreign import
requirements. These provisions allow some portion of large costs associated
with drilling to be recouped as incurred, with taxes paid when production
volumes could be established. Repealing this provision only for five U.S. ol
and natural gas producers and refiners is highly discriminatory and unsound
tax policy.

4. Current tax rules arguably allow foreign tax credits for payments that are
economically equivalent to royalties.

The proposal under consideration would limit creditable foreign taxes to generally
applicable foreign taxes.

The three largest U.S. oil companies are on pace to earn 80 billion dollars in
aggregate profit in 2011. Making the proposed changes to the foreign tax credit
rules would cost your companies less than one percent of that profit.

Is it a serious problem for your company to pay less than 1% of your profits for the
proposed modification?

A:

This statement is a gross mis-characterization of current law. Current tax
rules today do not "arguably” or otherwise permit foreign tax credits for
payments that are economically equivalent to royalties. Just the opposite is
the case. Regulations in place today impose a burden on U.S. oil companies
to prove that foreign income tax payments are in fact not royalties. The
proposal under consideration would take away a company'’s right to prove its
entitlement to foreign tax credits for legitimate income tax payments, resulting
in guaranteed double taxation. (Please refer to our response to question #3
above).

This proposal puts at risk the ability to effectively compete against non-U.S.
companies in acquiring access to global reserves.

a. Cambridge Energy Research Associates Study. A major study of
changes in the competitive balance for access to critical oil and gas
resources throughout the world, co-authored by Daniel Yergin and David
Hobbs of Cambridge Energy Research Associates (CERA), revealed the
following:
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U.S.-based Investor-Owned Companies (or I0Cs) were by far the
largest international players in terms of production volume, acreage,
and exploration activity at the start of the 1970s, but they have fared
less well than the non-U.S.-based 10OCs in recent decades. From a
position of dominance, U.S.-based 10Cs have been losing the race for
access during the past three decades.

The competitive environment has changed dramatically with the
widespread emergence of national oil companies in their home
countries in the 1970s and the acceleration of competition from these
companies as they began operating outside their home territories in the
mid-1990s.

While the growth of National Oil Companies (NOCs) and International
NOCs (INOCs) has been at the expense of I0Cs as a class, the U.5.-
based 10Cs have been affected to a greater extent than those from
Europe, Canada, Eurasia, and Asia.

Two factors emerged as most responsible for this difference: (a) the
interaction between the fiscal arrangements in the home countries of
the 10Cs and the host countries in which they operate, and (b) home
country policy objectives. The fiscal factors alone could account for
differences in what a company can afford to bid for mineral rights,
sometimes by as much as 100%.

U.S. companies have been losing out under current U.S. fiscal
conditions, but proposals like the “"dual capacity” changes will actually
make matters worse still, putting American companies at a further and
distinct competitive disadvantage to their major competitors studied,
including those based in the UK, Netherfands, Russia, Canada, Norway,
France, Italy, and China.

Why is this importani? Here's what CERA says:

*....home countries believe that it is worth winning the competition
for access because the success of their oil companies brings benefits,
including stable supply and greater confidence in energy security; direct
{and indirect) employment by successful oil companies; promotion of
home country services and equipment supply (e.g., steelwork,
compressors, pumps etc.); securing research and development
investment at home; the status of major oil companies as diplomatic flag
bearers; and, not least, the repatriated dividends and taxes thereon that
home countries expect to receive.”

But as CERA notes, these potential benefits can only be realized if
home companies win the access race. Said differently:

“The acquisition of mineral rights is the paramount point of
competition between oil and gas companies irrespective of their origin.
Win it, and a company will have the “fuel” in its portfolio to deliver
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superior growth and returns. Lose it, and performance (and in the long
term, survival) become an uphill struggle.”

b. Wood Mackenzie Study. The international consulting firm of Wood
Mackenzie conducted a similar study of the impacts that the proposed
changes to the dual capacity taxpayer rules would have on the ability of
U.S.-based oil companies to obtain global oil and gas resources.

The Wood Mackenzie report notes the increased competition U.S.-based
oil companies face from non-U.S. based companies, including INOCs.
The report points specifically to the rise of the Asian INOCs, which have
spent over $55 billion on international acquisitions over the 2008-2010
period, acquiring over 5 billion barrels of oil equivalent. The Chinese
INOC, CNPC, now holds commercial interests in 17 countries outside of
China.

In its report, Wood Mackenzie evaluates the economics of a typical
upstream development in 14 countries. Access to reserves is typically
awarded to the investor able to pay the most to the reserve owner or
invest the most through exploration activity (assuming the operational,
safety, geopolitical and technological risks are addressed satisfactorily).
To determine how much to pay, an investor calculates the expected
returns and the net present value of the proposed investment. The
higher the net present value and expected returns, the more an investor
is able to bid for the access rights. Taxes are costs that decrease the
expected returns and net present value of the investment opportunity,
and therefore, decrease the amount an investor is willing to pay.

If the dual capacity taxpayer proposal were enacted, the Wood
Mackenzie analysis shows that non-U.S. based oil companies could
outbid U.S.-based companies in all 14 countries examined. Some
situations, such as Qatar, show that a non-U.S. based investor could
offer twice as much as a U.S. investor for new reserves. The internal
rate of return that a non-U.S. based investor could earn in a new project
in Iraq is some five times higher than what a U.S.-based investor would
be able to eam. The result is that U.S.-based oil and gas companies
could not compete effectively against non-U.S. based investors for
access to global oil and gas reserves. The report concludes:

“Under the proposed changes to the dual capacity taxpayer rules,
U.S. based oil and gas companies would face an additional or
residual U.S. tax burden that they do not currently face. This
additional U.S, tax will reduce the after-tax value and returns from
overseas projects. This could make U.S. investors less able to
acquire or develop overseas opportunities economically, compared to
competitors who do not face a similar additional domestic tax
burden.”

As a result, non-U.S. based investors (and workers) would gain further
competitive advantage over U.S.-based investors in the race to acquire
new reserves and grow. This competitive advantage could resultin a
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reduction in global reserves available to U.S. investors because a non-
U.S. investor would be able to earn a higher internal rate of return on
these investments relative to U.S. investors. Non-U.S. investors could
outbid U.S. investors for new reserves, whilst still generating adequate
economic returns.

Furthermore, this proposal is likely to affect the value and rate of return
of existing operations. Increased U.S. taxes on ongoing projects could
force U.S.-based companies to consider selling these assets, as these
projects may be more valuable to other investors. The higher value of
the assets to other companies could result in the sale of overseas assets
by U.S. investors to maximize shareholder value.?

5. In 2005, the then-CEO of your company testified before the Energy and Natural
Resources Committee regarding energy prices and profits and stated that these tax
breaks would have “zero effect” on ExxonMobil. Now, however, your company
argues that eliminating these tax breaks will have a major impact on your company,
the American people, and will cost thousands of jobs. Given that your first quarter
profits were over $10 billion dollars, how can you argue that you need help from the
government in order to do business?

A:

This is not correct. You are mis-applying the answer given by Mr. Raymond
(ExxonMobil's former Chairman and Chief Executive Officer) in a joint Senate
Committee hearing in November 2005 to the specific tax increases proposed
this year by Senator Baucus and those also proposed and voted down by the
Senate on May 17 (the legislation proposed by Senator Menendez). The
implication is wholly incorrect.

The discriminatory tax increases proposed this year relate to penalizing five
companies within the oil and gas industry by depriving them of generally-
available business deductions. In contrast, the reference to Mr. Raymond's
statements in 2005 related to the need for incentives included in the Energy
Policy Act of 2005 (EPACT), which were the explicit subject of the questions
posed to industry CEOs. The November 9, 2005 hearing transcript makes
that very clear in numerous respects, including:

Senator Wyden: s the President wrong when he says we do not need
incentives for oil and gas exploration? If | could just have a yes or no
answer, going right down the row beginning with you, Mr. Raymond.

Mr. Raymond: No, | do not think our company has asked for any
incentives for exploration....

Senator Wyden: All right. Now, your companies have been charging
record prices and getting record profits, but also getting record tax breaks.

? See also the paper submitted to U.S. Department of Treasury on July 21, 2010, entitled, Econemic and Foreign

Policy Imp

of the Administration’s “Dual Capacity Taxpayer” Proposals (July 2010}, by Pamela F.

Olson and Brian H. Jenn of Skadden, Arps, Slate, Meagher & Flom, LLP and Grant D. Aldonas Split Rock
International, Inc.
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Now, the President says they are not needed. You have just told me they
are not needed. But Congress just a couple of months ago gave you
several billion dollars in new tax breaks on top of the tax breaks you
already get. My guestion to you is, why should not Congress take back
the billions of dollars in brand-new tax breaks, breaks that you have just
told me are not needed, and use that money to help people that are
hurting in our country? Mr. Raymond, your response?

Mr. Raymond: | have heard that comment made many times since the
passage of that legislation and | have asked my people many times if they
could identify what so-called tax breaks are in that legislation that would
apply to Exxon Mobil. The answer they come back with is, when you add
it all up, that energy legislation is zero in terms of how it affects Exxon
Mobil.

Senator Wyden: So you would have no problem, because | am on the
Finance Committee and | am going to offer an amendment to take back
the $2.6 billion of brand-new tax breaks and use that money to help
people who are hurting. You said you are not getting any?

Mr. Raymond: As far as my company is concerned, it does not make any
difference whether it is there or not.

...Senator Hutchison: Thank you, Mr. Chairman. Mr. Chairman, | was
looking up some of the tax breaks that were mentioned earlier and trying
to determine where those might be applied fo oil companies. One is
allowing natural gas distribution lines to be depreciated over 15 years
instead of 20 to encourage more gas distribution lines. Another is an
incentive for deep drilling in the Gulf, which we have had for a long period
of time because of the risk and the cost that is added, and the Guif being
one of the few places that we can really drill on our shores. So my
question is this. You say, well, we can do without the tax breaks, but
when you are making the decisions about where you can put your money
most productively do 15-year depreciation rules instead of 20-year
depreciation rules, or incentives for something as expensive and risky as
deep drilling in the Gulf, does it make a difference in where you start
making allocation decisions as opposed to not needing it?

Mr. Raymond: Senator, | think the problem you get into here is that each
company views that somewhat differently. | think in our own case when
we look at the specific issues you talk about the conclusion we came to is
that they will not significantly alter the programs that we have in any of
those areas. That does not — but in saying that, that does not mean that
is the case for every company.

In April 2006, ExxonMobil provided the following response to a related post-
hearing question to Mr. Tillerson from Senator Specter:

3. Please provide an analysis of the incentives offered to petroleum
companies by the federal government that explains what the
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incentives are intended to do, which incentives are important to
you, and why they should be maintained.

ExxonMobil Answer: Three tax provisions in the Energy Policy
Act of 2005 would benefit ExxonMobil somewhat, although none of
the three would be material. In fact, the three items are modest
enough that when added together, they are less beneficial than the
cost of another provision in the bill. The three positive tax items
included in the 2005 Energy Policy Act are:

= Two year amortization of Geological and Geophysical ("G&G")
expenditures, with a half-year convention.

= An election to expense 50% of refinery investments which
increase the output capacity of an existing refinery by at least
5%, or which increase the throughput of qualified Section 29(c)
fuels by at least 25%.

= A production tax credit, limited to four years, for coke and coke
gas produced from facilities placed in service before 1/1/93
and between 6/30/98 and 1/1/10, up to an average BOE of
4,000 barrels per day, and effective for fuel produced and sold
after 12/31/05. This provision was added during the
conference and includes a credit phase-out tied to the price of
crude (for example, in 2004, the phase-out would have begun
with crude at $51.35, with full phase-out at a crude price of
$64.46).

From ExxonMobil's standpoint, reinstatement of the Oil Spill
Liability Trust Fund Tax, which is effective 4/1/06 and expires after
12/31/14, will cost us more per year than the three items above
added together. In addition, the Leaking Underground Storage Tax
(“LUST”") was extended through 9/30/11, and expanded to include
dyed fuel.

From Senator Baucus on Behalf of Senator Reid

1.

How much did your company spend in 2010 in the U.S. on the research,
development, demonstration or domestic production of clean, non-petroleum-based
alternative transportation fuels? Please also identify the amount by which that
estimated expenditure was effectively reduced through Federal tax deductions or
tax credits, such as the research and development tax credit, claimed by the
company.

A: in 2010, ExxonMobil spent $67 million in the U.S. on research and
development of non-petroleum-based alternative transportation fuels,
primarily driven by the Algae Biofuels program.

ExxonMobil's tax liability would reflect all allowable deductions and credits
available for such expenditures. The amount qualifying for the Research and
Experimentation (R&E) tax credit under section 41 of the Internal Revenue
Code is expected to be considerably lower than this amount since the
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definitions of R&D for SEC reporting are broader than the Internal Revenue
Code definitions for R&E qualifying for the tax credit.

From Senator Wyden

1.

You gave an interview on CNBC on March 9 where you said that the $20 run up in
the price of oil in the previous few weeks was due to speculation. You referred to it
as ‘the market pricing in the risk premium.” You went on to say that “all the markets
are well- supplied with oil.” As your interview made clear, there was clearly more at
work in the market than just supply and demand.

According to the Commodity Futures Trading Commission, more than 40% the
trading in crude oil futures market is now done by folks who don't actually buy any
oil, sell any oil, or use any oil. They are just in the market as a financial opportunity
at the expense of people trying to get to work or plow their fields or drive their kids to
school.

When prices drop more than $8 dollars in a single day for no apparent reason, like
they did last week, it's pretty obvious that something other than supply and demand
is at work. Demand didn’t suddenly go up 8% overnight. In fact, demand is down
this year compared to the same time last year. Supply didn’t suddenly drop
overnight either. Inventories of oil in storage arc at or close to record levels.

Given that the market price of oil has skyrocketed even at a time you said the
markets were “well supplied with oil,” wouldn’t you agree that financial speculators
have helped run up oil prices?

A: Crude oil prices are influenced by a multitude of factors. These include
physical and fundamental factors, such as supply, demand, inventory, and
spare capacity, as well as expectations of the market participants on such
matters as potential weather-related effects and outlooks on the growth of
supply, demand, and capacity. In addition, crude oil prices can be affected
by currency exchange rates, geopolitical risks, and actions of investors and
financial institutions. It is not possible to identify definitively the impact of
individual factors on crude prices.

In general, more participants in a market bring broader and often competing
perceptions and expectations leading to more efficient and transparent
markets. When the expectations of market participants converge, this can
lead to a significant run up, or down, in market prices. A high level of diverse
participation limits the likelihood of this as well as the duration.

When arguing for opening up U.S. lands and waters for oil drilling, the oil industry
complains that because most oil is controlled by foreign govemnments, the U.S. ol
industry has no place else to go for access to oil and gas resources except in the
U.S. But at today’s hearing, you testified that if you lost the tax breaks you currently
receive, more oil exploration and production would go offshore.
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How can you claim both that you have no place eise to go to drill for oil ocutside the
U.8. and that if you lose tax breaks you'll move operations offshore? Isn't that a
contradiction? )

A: There is no contradiction, as ExxonMobil has not claimed that it is foreclosed
from developing energy resources outside of the United States. In fact, the
majority of our oil and natural gas production occurs outside of the United
States. In 2010, over 80 percent of our crude oil production and over 75
percent of our natural gas production was outside of the United States.

Crude oil and natural gas development is a global enterprise. As such, the
alteration of regulatory or tax policies has the potential to divert limited
investment capital toward or away from certain countries relative to other
opportunities.

During this morning’s hearing, Mr. McKay responded that he agreed that it was
appropriate to phase out the ethanol blending credit in light of the statutorily-
mandated renewable standard requirement. Do you agree with Mr. McKay that it is
time to phase out the ethanol blending credit?

A: ExxonMobil believes the ethanol tax credit is not needed to ensure demand
today for domestic ethanol production or for meeting existing transportation
fuel needs.

From Senator Thune

1.

| want to discuss a particularly promising area of our country for domestic energy
production, the Williston Basin located under parts of North Dakota, South Dakota,
Montana and Canada. Some have called this area “Kuwait on the Prairie” because it
holds the largest oil and gas find in North America since the Prudhoe Bay discovery
in Alaska in the 1960s. Can you comment on the potential for job creation and
economic development in the states | mentioned related to these oil and gas
reserves. Would the tax increases in the President’s budget and the legislation
sponsored by Senator Menendez make you more or less likely to increase domestic
production from these reserves, were these tax increases to be enacted into law?

A: Without question, development of the Williston Basin will significantly
contribute to the nation’s energy security by increasing domestic supply, and
will also help fuel job creation and economic growth in the region.. According
to a 2008 assessment by the U.S. Geological Survey (USGS), an estimated 3
to 4.3 billion barrels of undiscovered, technically recoverabie oil exists in the
U.S. portion of the Williston Basin’s Bakken Formation, “elevating it to a
‘world-class’ accumulation.” The assessment also estimated mean
undiscovered volumes of 1.85 trillion cubic feet of associated/dissolved
natural gas and 148 million barrels of natural gas liquids. The Department of
the Interior emphasized on May 19, 2011 that

[tlhe 2008 USGS assessment showed a 25-fold increase in the amount of
technically recoverable oil as compared to the agency’s 1995 estimate of
151 million barrels of oil. New geologic models applied to the Bakken
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Formation, advances in drilling and production technologies, and
additional oil discoveries resulted in these substantially larger technically
recoverable oil volumes. About 135 million barrels of oil were produced
from tge Bakken between 1953 and 2008; 36 million barrels in 2008
alone.

The conclusions of the 2008 assessment, requested by then-Senator Dorgan,
demonstrate two important points about modern oil and natural gas
production:

1. With continuously evolving innovation in the field of energy
exploration, development, and production, the U.S. is finding that
there are many more resources within its own borders that are
available to increase domestic supply; and

2. New and emerging technologies are allowing U.S -based energy
companies to safely, securely and more efficiently produce those
resources. What were once thought of as “unconventional”
resources are rapidly becoming today’s and tomorrow’s reliable,
“conventional” sources of North American energy supply.

+ Oiland Gas Benefits to South Dakota

In South Dakota, more than 18,000 jobs are supported by oil and gas
development according to a 2009 study by PricewaterhouseCoopers
(PwC). Those jobs earn combined total wages of about $709 million, and
about $1.3 billion in economic benefits are created. Oil production in
South Dakota has grown significantly since the first two wells began
producing in 1954. According to the Energy Information Administration
(EIA), 1.8 million barrels of crude oil were produced in 2010. Darren
Johnson, a geologist with the South Dakota Department of Environment
and Natural Resources, recently told the Williston Basin Conference that
28 oil and natural gas wells were drilled in South Dakota in 2010, that
more would be drilled, and that production will increase in 2011.°

+ Oil and Gas Benefits to North Dakota

According to 2010 EIA data, about 112 million barrels of crude oil were
produced in North Dakota. Thanks to the development of the Bakken
shale within the Williston Basin, which has made it the fourth largest oil
producer in the U.S., North Dakota has the lowest unemployment rate in
the nation at 3.6 percent. According to the North Dakota Department of
Commerce, the state added nearly 50,000 jobs — a 14.6 percent
increase — between 2000 and 2010 due to Bakken activity. According to
a May 2010 Bismarck Tribune article ("Looking ahead: Where will North

‘us. Department of the Interior Press Release, “Bakken Formation Oil Assessment in North Dakota, Montana will be
updated by U.S. Geological Survey,” May 19, 2011 (hitp:/fwww.doi.gov/news/pressreleases/Bakken-Formation-Oil-
Assessment-in-North-Dakota-Montana-will-be-updated-by-US-Geological-Survey.cfm)

* Lucretia Cardenas, “Another recordbreaking year for Bakken Blend crude anticipated,” Platts Commodity News, May
2,2011
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Dakota’s money go?"), “revenue from oil extraction and production taxes
will exceed $530 million {in 2010] and may reach $1 billion after next
year."

« Qil and Gas Benefits to Montana

According to the 2009 study by PwC, oil and gas development and
production in Montana translates to about $4 billion in economic benefits
— plus more than 40,000 jobs with combined total wages, salaries, and
benefits of nearly $1.8 billion. in 2010, Montana produced 23.7 million
barrels of crude oil, according to EIA data. Four refineries, including
ExxonMobil's facility in Billings, provide employment for nearly 1,000
Montanans. According to an economic analysis conducted for the
Montana Petroleum Association in 2007, these refineries produce nearly
30 million barrels of gasoline, 20 million barrels of diesel, and pay more
than $52 million in state taxes.

e Oil and Gas Benefits to Native Americans

Interior Secretary Ken Salazar has stated that “[tlhe Bakken Formation is
producing an ever-increasing amount of oil for domestic consumption
while providing increasing royalty revenues to American Indian tribes and
individual Indian mineral owners in North Dakota and Montana.”
According to the Department of the interior, “agencies have been working
closely, for example, with the Three Affiliated Tribes (the Mandan,
Hidatsa and Arikara) and individual Indian mineral owners on the Ft.
Berthold Reservation in North Dakota to facilitate this development.”

Enacting the punitive tax provisions within the President’s budget or Senator
Menendez's proposed legislation would make it less likely that the benefits of
the Williston Basin resource can be realized. Higher taxes on domestic oil
and gas producers will only limit their ability to invest in expanded domestic
production, as well as in the new technologies that can even more efficiently
produce this key American resource. For example, according to Dr. Scott
Rickard of the Center for Applied Economic Research at Montana State
University-Billings, “a change in how intangible drifling costs (IDCs) are
treated could significantly reduce Montana il drilling activity for up to five
years after enactment, producing an $850 million reduction in economic
activity in the oil sector.””

Finally, expeditious approval of the proposed Keystone XL pipeline by the
State Department would help ensure that Williston Basin resources will have
reliable access to U.S. refineries along the Gulf Coast. According to the
State Department’s Supplemental Draft Environmental Impact Statement on
the Keystone XL project, “the Bakken Marketlink project would provide direct

$U.S. Department of the Interior Press Release, “Bakken Formation Oil Assessment in North Dakota, Montana will be
updated by U.S. Geological Survey,” May 19, 2011 (http://www.doi.gov/news/pressreleases/Bakken-Formation-Oil-
Assessment-in-North-Dakota-Montana-will-be-updated-by-US-Geological-Survey.cfm)

7 Montana Petroleum Association, Montana Petroleum Association Briefing Book: Priority Issues in 2010, p.9
(http://www.montanapetroleum.org/assets/ PDF/articlesReports/MPAlssueBriefs0308 1 0docx.pdf)
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access to PADD il and PADD Ui markets,” allowing the transport of up to
100,000 b/d of crude from the Williston Basin region in North Dakota and
Montana to Cushing, Okiahoma and Gulf Coast refineries using the facilities
of the proposed Keystone XL pipeline.®

From Senator Rockefeller

1. What was the average annual compensation for your company’s top 5 executives
over the past decade? Last year?

A:  The composition of our fop five executives has changed appreciably over the
last decade. However, enclosed are the relevant sections of our annual
proxy statements for the past 10 years which contain the compensation for
the top five executives in each year.

Also enclosed is the relevant section of our 2011 proxy statement.

The Summary Compensation Tables contained in the 2002 through 2011
Proxy Statements filed with the Securities and Exchange Commission (SEC)
complied with SEC requirements at the time of submission. However, due to
changes in disclosure requirements over the period referenced, meaningful
data comparisons {on a like basis) across the period are not possible.

2. What is the single most important tax incentive your business receives? Why?

A:  We do not believe our business receives any significant special tax incentives.
Please see our response to Senator Baucus’ Questions 3 and 4 for an
explanation of the tax provisions under consideration in S. 940 and how these
provisions impact our business. In addition to the three items discussed in
the responses to Senator Baucus' questions, S. 840 would repeal provisions
for percentage depletion for oil and gas production and certain rules related
to cost recovery of geological and geophysical (G&G) costs. The five
companies targeted by S. 940 do not qualify for percentage depletion for oil
and gas production nor the favorable G&G provisions.

3. Two of your highest dollar tax incentives are Dual Capacity and Intangible Drilling
Costs. Which of these two provisions is more important to your company and which
you would choose to live without if Congress is forced to choose between the two?

A: Please see our response to Senator Baucus’ Questions 3 and 4 for an
explanation of these tax provisions and how they impact our business.

4, Some of you talk in your testimony of discriminatory treatment for your industry. Itis
my belief your industry has received preferred treatment for a century. Depletion
goes back to 1916, and your industry was not eligible for the manufacturing

# U.S. Department of State, Supplemental Draft Envirc tal Impact Staty t for the Keystone XL Project, April 22,
2011, p. 2-20
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subsidies that the section 199 subsidy replaced. Yet your companies’ lobbying
efforts allowed you to benefit from 199 when enacted. How do you reconcile such
special treatment with claims of discrimination?

A:  We respectfully disagree. Please see our responses to Senator Baucus’
Questions 3 and 4 for an explanation of the major tax provisions under
consideration in S. 940 and how our industry has been targeted for
discriminatory treatment relative to other taxpayers. To be clear, percentage
depletion was repealed for our company and the other major integrated oil
and gas companies in 1975.

From Senator Roberts

1.

Understanding that the five companies appearing before us today are all publicly
traded, and are about 98% owned by individuals or institutional investors who are
managing pension funds, mutual funds and IRAs for millions of middie class
Americans that rely on these holdings for their economic security and retirement;
what impact do your companies’ record profits this past year have on middie class
Americans whose economic portfolios invest in U.S. integrated oil companies?

A: ExxonMobil is a large, publicly traded integrated oil company. Our shares are
held by both retail and institutional shareholders. Retail or individual
investors hold approximately 50 percent of our outstanding shares. The
remaining approximately 50 percent is held by institutional investors, who
manage mutual funds, pension plans and retirement accounts. Through
direct or indirect shareholdings, many, many Americans invest in ExxonMobil.

A recent study by Sonecon, commissioned by the American Petroleum
Institute, found that oil and natural gas company holdings in state pension
funds are providing disproportionately strong returns for retirees. While oil
and natural gas stocks make up an average of 3.9 percent of public pension
holdings in the four key states of Pennsylvania, Ohio, Missouri and Michigan,
they accounted for an average of 8.6 percent of the returns in these accounts
from 2005 to 2008. The study is enclosed.

In addition, according to an earlier Sonecon study, more than 29 percent of
oil and natural gas company shares are held in mutual funds; 27 percent are
held in pension funds; 23 percent are owned by individual investors; 14
percent are held in IRAs. Five percent are held by institutions and only 1.5
percent of industry shares are owned by corporate management.

How significant of a role does certainty in tax policy play for your companies when
making investments decisions regarding greater domestic production and, more
importantly, when hiring new employees?

A:  Tax policy certainty plays a very significant role for our company when
making domestic investment decisions. Investments in oil and gas
exploration and development projects require a long term commitment of
massive amounts of capital. As we all have seen, the oil and gas business is
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a highly cyclical one, and the fact that prices are high at the current time is no
guarantee that they will stay that way throughout the 20-30 years of the
project life; history certainly tells us that.

Sufficient capital exists to invest in domestic projects within our company,
within our industry, and within the capital markets that oil and gas companies
may access. But the question is whether the investor has a reasonable
prospect, taking into account the huge uncertainties associated with such

“investments, to realize an acceptable return over the project life for
undertaking such risks. Adverse changes to tax laws not only reduce the
value of investments made in reliance on those rules, after the fact, but inject
even more uncertainties and risks for future projects. And increasing taxes
on U.S. oil and gas investments will result in less domestic investment, and
ironically, even greater reliance on foreign imports.

According to a recent study by PricewaterhouseCoopers, the oil and natural
gas industry supports more than 8.2 million jobs throughout the U.S.
economy. These are high-paying jobs for middle-class Americans. Several
studies conducted by the international consulting firm of Wood Mackenzie
over the past few years conclude that higher taxes on the industry lead to
reduced investment, job losses and increased reliance on imports.

From Senator Snowe

1.

With prices as high as $100 the question today is whether our energy tax policies
are effectively creating incentives to change behavior — rather than simply making
cost- effective business decisions only more profitable.

As a result, | find it interesting that in an analysis last year of the implications of
removing these tax incentives that the American Petroleum Institute included an
assumption that oil is at $80 per barrel. The analysis, done by Wood and Mackenzie,
concluded that removing these tax incentives would alter the “breakeven” point for
oil — that is the cost for profitability — from an average of $47.00 per barrel to
$52.00 per barrel — or 10 percent.

In addition, the report’s executive summary concludes that under scenarios where
oil is higher than $80 the removal of oil and gas subsidies would not affect oil
production at all. While | recognize that additional subsidies lead to additional
production, it would seem that there would be decreasing returns from more and
more subsidies for U.S. oil production.

Specifically, while the report states concerns about the effects on natural gas
production with the removal of subsidies the report states, “The impact to the oil
market is much lower, as less than 60,000 barrels are at risk under the proposed
changes in 2011.” Effectively, the report concludes that if oil is priced at points
higher than $80 per barrel the removal of these incentives will not result in any lost
oil production.

At a time when oil is priced at roughly $100 — and if these prices were to continue
— do you agree with the AP report that there would not be any reduced production
of oil in the United States if the tax incentives were removed?
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First, we do not agree with the characterization of the provisions under
consideration in S. 940 as “subsidies or incentives”. Please see our
responses to your following question and to Senator Baucus’ Questions #3
and 4 for a fuller explanation of these provisions.

Increasing taxes on domestic production will not promote production in the
United States, even when the current price of oil is roughly $100 per barrel.
Investments in oil and gas exploration and development projects require a
long term commitment of massive amounts of capital. As we ail have seen,
the oil and gas business is a highly cyclical one, and the fact that prices are
high at the current time is no guarantee that they will stay that way throughout
the 20-30 years of the project life.

Sufficient capital exists to invest in domestic projects within our company,
within our industry, and within the capital markets that oil and gas companies
may access. But the question is whether the investor has a reasonable
prospect, taking into account the huge uncertainties associated with such
investments, fo realize an acceptable return over the project life for
undertaking such risks. Adverse changes to tax laws not only reduce the
value of investments made in reliance on those rules, after the fact, but inject
even more uncertainties and risks for future projects. Increasing taxes on
U.S. oil and gas investments will resuit in less domestic investment, less
domestic production, and ironically, even greater reliance on foreign imports.

Do you support removing these tax subsidies for oil at a certain point, perhaps the
long- term level that EIA or your companies predict that oil will be in 5-10 years?

A:

As noted, we do not agree with the characterization of the provisions under
consideration in S. 940 as “subsidies or incentives”. Section 199, available to
all domestic producers and manufacturers (at an even greater rate than for oil
and gas producers and manufacturers) is a provision of general application
and hardly a special subsidy for the oil and gas industry. Singling out five
companies in the oil and gas.industry for exclusion from the production and
manufacturing deduction is not eliminating a subsidy — it is punitively taxing
just 5 oil and gas companies at a higher rate than any other domestic
producer or manufacture. How do we explain to our employees that their
jobs are somehow not as valuable to the nation as auto or steel workers or
Hollywood film producers?

The foreign tax credit provisions, including the specific ruies applicable to oil
and gas companies (the so-called dual capacity rules) are required under our
worldwide income taxation system fo prevent double taxation. They are not
described as subsidies, or even as tax expenditures, by the Joint Committee
on Taxation or any other official governmental body. See in particular the
JCT explanation of this provision in the Explanation to the Obama
Administration's budget for 2011 (published by the JCT in August of 2011).
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Intangible drilling costs are likewise not anything special for the oil and gas
industry, but are similar to costs of other industries that receive equal, or
more favorable, treatment.

Please also see our responses to Senator Baucus' Questions #3 and 4 for a
further explanation of these provisions.

We have witnessed the continued volatility of our energy futures markets, with for
instance gasoline prices falling 7.6 percent on May 11", 2011, coming during a year
when gasoline has increased by more than 28 percent. The development yesterday
came when the U.S. Department of Energy surprised traders by reporting an
unexpected buildup of gasoline stockpiles in the previous week.

This situation yesterday raises two critical questions regarding the efficiency of our
energy markets. First, as the Commodity Futures Trading Commission is
considering now, should we adopt position limits for particular traders to reduce the
volatility of specific contracts. As a leader, along with Senators Feinstein and
Cantwell, on developing a strong derivative title within the financial reform bill, |
strongly believe transparency and restrictions on specific trades will not restrict price
discovery, but will reduce volatility and potential for manipulation.

Secondly, trading on May 11™ again demonstrates how critical it is for an efficient
market to have access to accurate and timely data. This is not like any other market
—— information regarding consumption, production, and reserves are controlled, in
some instances, by America’s adversaries.

For instance, just last month the Wall Street Journal reported that “unreliable data
on production, starting with the world’s largest exporter, are adding to the price
volatifity...” and that the “revelation highlighted a problem that is roiling markets at
the moment: a dearth of solid information about the true state of production and
supplies.”

As a result of these developments do you believe that the CFTC should adopt strict
position limits for speculative traders and do you believe that there is enough
transparency in these markets to accurately assess efficient pricing of oil?

A: ExxonMobil does not take speculative positions in the market. Each of the
existing commodity exchanges has both position limits and margin call rules
which are updated as the exchanges deem appropriate in response to
changes in market conditions.

Given the level and diversity of participation in the oil market and the ample
evidence of the response of the market to many factors that influence oil price,
it is reasonable to conclude that the oil market is one of the more efficient and
transparent markets in the world. Market liquidity is important for ensuring
rapid dissemination of market information. Unreasonabie barriers to trade or
participation could impede normal trading signals and reduce efficiency and
transparency.
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Do you believe that current prices are reflective of supply and demand?

A:

Crude oil prices are influenced by a multitude of factors. These include
physical and fundamental factors, such as supply, demand, inventory, and
spare capacity, as well as expectations of the market participants on such
matters as potential weather-related effects and outlooks on the growth of
supply, demand, and capacity. In addition, crude oil prices can be affected
by currency exchange rates, geopolitical risks, and actions of investors and
financial institutions. It is not possible to identify definitively the impact of
individual factors on crude prices.

_ In general, more participants in a market bring broader and often competing

perceptions and expectations leading to more efficient and transparent
markets. When the expectations of market participants converge, this can
lead to a significant run up, or down, in market prices. A high level of diverse
participation limits the likelihcod of this as well the duration.

Do you believe that foreign countries are doing enough to supply the world with
information about reserves and production and what can the United State
government do to facilitate information sharing?

A:

As a major participant in the global energy market, we are continuously
working to understand near- and longer-term energy supply and demand
needs, particularly as they may affect our operations and investment plans.
Accordingly, we seek to acquire sound knowledge of supplies, resources,
market developments and trends based on information available from a wide
variety of sources. Helpful sources include a wide variety of energy reporting
and consulting companies as well as governmental agencies such as the U.S.
Energy Information Administration {(EIA) and the International Energy Agency
(IEA) that help capture information or estimates about energy supplies
{including reserves and potential resources) and demand trends for many key
regions and countries around the world.

Since the IEA was formed following the 197374 oil crisis, its role has
continued to evolve and expand such that today it is uniquely positioned as a
leading authoritative source of information on energy markets and challenges
ahead. Atthe same time, it is increasingly engaged in helping facilitate a
global dialogue on energy. In recent years, it has worked to establish greater
ties with key countries affecting global supplies and demand in order to
facilitate a better understanding among key regions and nations about energy
markets today and in the future. By participating and helping facilitate these
discussions, the United States government can play a positive role in
improving the global understanding about available energy resources as well
as supply and demand trends. In addition, close consultation of the U.S. EIA
with similar organizations in other regions and nations is likely to help
improve understanding of reserves and resource potential and boost energy
literacy. The ElA's report World Shale Gas Resources is a recent example in
this regard.
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While there remains considerable focus on sources of energy supplies, it is
also worth noting that demand trends are continuing to evolve and are likely
to contribute to a significant reshaping of energy requirements around the
world over the coming decades. The recent economic recession and slow
recovery have been important factors in the supply/demand balance around
the world. Today and in the future, understanding the scope and nature of
these changing demand patterns remains fundamental to having a sound
knowledge of U.S. and global energy markets.

We also expect the United States government will continue to benefit by
ensuring it solicits a wide variety of views regarding the energy future. In this
regard, ExxonMobil has been working for many years to boost energy literacy
by sharing our annuat Outlook for Energy — A View to 2030 report with
policymakers, opinion leaders and the general public around the world. This
report provides a comprehensive assessment of giobal and regional energy
trends and challenges, and serves as a strategic foundation for our own
investment planning.

The Tax Reform Act of 1886 is constantly referred to as a model for tax reform and
the point often made any new reform we undertake should follow its lead, which was
to broaden the base and to reduce tax rates. The phrase “broaden the base” is just
a clever way of saying “eliminate tax provisions” such as credits and deductions that
clutter the code in order to simplify the code and to provide the revenue needed to
offset the corresponding reduction in tax rates.

The Democrats have presented us with an opportunity to broaden the base by
eliminating certain tax provisions, namely, the tax benefits that are available
currently to the five companies before us today. But instead of lowering the rates,
the plan is to use the revenue from these cuts to pay down the deficit —just another
way avoiding the spending cuts that the American people recognize has led us to
these deficits.

The Finance Committee has held a series of tax reform hearings and | thank
Chairman Baucus for that. One thing we have learned is that the fax code is filled
with too many special provisions and today we are debating yet one more
complication to a tax code that is screaming for simplification.

What we should be pursuing is a comprehensive energy plan at the same time we
pursue comprehensive tax reform. There is wide agreement that the rates are too
high for our American companies to remain competitive — even the Obama
Administration has suggested cutting corporate tax rates. We could start to do so
today, with a down- payment made on such rate reductions by the elimination of the
oil and gas provisions currently on the table.

We have to ensure the competitiveness of American companies and cutting the tax
rate is one goal where we already have some consensus. We just need to agree on
how to get there. Do you agree that reducing tax rates would justify the elimination
of the oil and gas tax provisions we are discussing today? Do you think that rather
than stop with these oil and gas provisions, we should also eliminate other energy
subsidies in order to provide the broadest possible rate reductions?
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A: Please see our responses to Senator Baucus’ Questions #3 and 4 for a
description of the three major tax provisions under consideration in S. 940.
Two of those three provisions — the section 199 deduction and expensing of
intangible drilling costs — apply to domestic production only. With respect to
these provisions, we support comprehensive tax reform that looks at ail
provisions of the tax code, is neutral across industries, promotes growth, and
brings the rates down as low as possible. With respect to the tax treatment of
energy sources, we do not believe that Congress should single out one type
of energy from others for substantially different tax treatment. We need alf
forms of domestic energy production and our tax code should be as neutral
and even handed as possible. We would support the elimination of tax
credits that relate solely to oil and gas, such as the enhanced oil recovery
and marginal well credits, provided that similar items for other energy sources
are also eliminated. This is what neutrality requires — i.e., if energy specific
incentives are to be eliminated for some, they should be eliminated for ail.

Unbiased tax provisions that apply irrespective of the type or scope of
business should not be mis-characterized as energy specific “tax subsidies.”
There are several items frequently mis-identified as special “subsidies for oil
and gas companies” which are not in fact unique to the industry (such as the
section 199 provisions and the treatment of intangible drilling and
development costs). We do take exception to eliminating these provisions
unless they, or their analogous provisions, are eliminated for all companies
and all industries.

The third major proposal in S. 940 — the dual capacity taxpayer provision —
would result in double taxation of foreign earned income, and therefore, has
no place in a discussion of comprehensive tax reform that is designed to
“ensure the competitiveness of American companies.” !t would have exactly
the opposite effect.

As you are aware, the United States has significantly increased its proven reserves
of natural gas through innovative methods of extraction. Some estimates suggest
that at current consumption rates, U.S. reserves could supply our country for 100
years. Clearly, there is a major economic opportunity with these resources.

This raises some fundamental questions if our current consumption of natural gas is
cost-effective and whether additional policies should be implemented to either
expand our domestic consumption or develop infrastructure to sell natural gas at
higher prices internationally. For instance, some Members have suggested
increasing consumption of natural gas in our transportation system and some
companies have expressed interest in exporting natural gas through liquefied
natural gas (LNG) terminals.

While | recognize that the free market would shift demand towards low-cost and
stable supplies, which natural gas enjoys today, does ExxonMobil support tax
incentives to accelerate these developments?
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A: The safe and effective development of our nation’s vast unconventional
natural gas resources is important for economic prosperity, our energy
security, and our environmental progress.

As EPA Administrator Lisa Jackson stated in May 24, 2011, testimony before
the House Government Oversight and Reform Committee:

This Administration is also committed to promoting timely and safe
domestic natural gas development. Thanks to advances in drilling
technology, including hydraulic fracturing, America’s potential natural gas
resource is nearly fifty percent larger than we believed it was just a few
years ago.” The price we pay for natural gas is not set on a global market
the way the price of oil is, and burning natural gas creates less air
pollution than burning other fossil fuels. So, if done safely, increasing
America’s extraction of natural gas can have a number of economic
benefits.

The enormous potential of natural gas in this country has become clear in
recent years as a combination of long-standing practices (such as horizontal
drilling and hydraulic fracturing) and new technologies have unlocked vast
supplies of unconventional gas in the United States. About 100 years of U.S.
natural gas supply at current U.S. consumption rates is now available, which
nearly doubles projections from just a few years ago.

Producing these resources has clear economic and environmental benefits
for Americans. Natural gas emits up to 60 percent less carbon-dioxide than
coal when used to produce electricity. And in 2008 alone, the natural gas
industry contributed $385 billion to our nation’s economy.

Aithough energy demand in the near term was impacted by the global
recession, over the long-term global energy demand will continue to rise.
ExxonMobil expects demand will grow approximately 35 percent from 2005
levels by the year 2030 — even with substantial gains in efficiency. Itis
important to note that most of the world's new energy demand will actually
come from the developing world, where economic prosperity will continue to
grow and where citizens will be achieving new, heightened standards of living.
To meet this growing demand we need to pursue all commercially viable
energy sources.

In this regard, we expect demand for natural gas to surpass demand for coal
as it becomes a favored fuel for power generation. Power generation is the
sector where natural gas can make the most immediate and significant
impact. Growing demand for electricity has been the trend for the last 30
years, and will continue as living standards improve. Increasing natural gas
use in power generation presents the most cost-effective and large-scale
option currently available to reduce greenhouse gas emissions.

In addition to being a low-cost option, gas-fired power generation has other
distinguishing characteristics. It requires lower unit capital investment,

* http://www.eia.doe.gov/energy_in_brief/about_shale_gas.cfim
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shorter construction time, and better response to changes in electrical load,
which helps maintain power system stability.

In order to realize these benefits, consistent, balanced policies must be in
place. On the demand side, energy policies should ensure a level playing
field for all fue! types, including natural gas. When policymakers begin to pick
specific energy sources, technologies, companies or regions as winners or
losers — in terms of direct subsidies, mandates or unsound fiscal or
regulatory processes that unfairly favor or burden certain options — the final
outcomes generally cause higher consumer energy prices and economic
harm. Our energy future will be most sustainable over the long-term when it
is built on an unbiased market driven foundation.

Does ExxonMobil have any plans to export natural gas from the United States?

A:

ExxonMobil does not currently export or re-export LNG from North America,
although we continually evaluate opportunities based on a range of economic

conditions.

From Senator Enzi

You all indicated that you were in favor of overall corporate tax refofm. In that regard, |
have three questions:

1.

If Congress were to take up corporate income tax reform and eliminate provisions of
the tax code that benefit traditional and alternative energy industries, to what rate
would the corporate income tax need to be lowered to avoid a net tax increase on
your company?

A:

Please see our response to Senator Snowe's question above regarding tax
reform. While we have no specific view on the correct rate or which
provisions should be eliminated or altered, we welcome the debate on
comprehensive tax reform. We do endorse the general principles of tax
reform recently issued by the U.S. Chamber of Commerce, as follows:

- Tax reform legislation should lower the corporate tax rate to a level
that will enable U.S. businesses to compete successfully in the
global economy, attract foreign investment to the United States,
increase capital for investment, and drive job creation in the United
States. Congress should adjust individual tax rates so that the
corporate rate reduction will not negatively impact pass-through
entities.

- In addition to reducing tax rates, tax reform should eliminate the
bias in the current U.S. tax system against capital investment.
Capital investment should be expensed or recovered using a
capital cost recovery system that provides the present value
equivalent to expensing with due regard to the impact the system
may have on cash flow.
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In the international arena, the current worldwide tax system should
be replaced with a territorial system for the taxation of foreign
source income to enable U.S. businesses to compete successfully
in the global economy, as well as domestically against foreign firms,
and to promote economic growth domestically.

Changes should be permanent to ensure certainty for businesses
striving to expand, create jobs, and remain competitive in the
United States and abroad.

Fundamental reform should take place in the near-term, and
Congress should not, in the interim, adversely change the current
tax policy.

Congress preferably should pass comprehensive tax reform
legislation; conversely, Congress should avoid undertaking tax
reform on a piecemeal basis.

In considering tax reform legislation, Congress should give equal
attention to government spending to strike a reasonable balance
with a tax code that fosters economic growth, job creation, and
investment.

Congress should enact simple, predictable and easy to understand
tax rules to improve compliance and reduce the cost of tax
administration. :

Tax reform legislation should ensure that no specific industry,
sector or income group disproportionately bears the burden of
paying for tax reform. Tax reform should result in a tax code that
allows the marketplace, not the tax system, to allocate capital and
resources.

Comprehensive tax reform should include realistic transition rules
to provide adequate time for implementation and help minimize
economic hardships businesses may encounter in transitioning to
the new tax system.

While | support the ideas of individual and corporate tax reform, | am concerned that
a dramatic change in our tax code will be problematic for companies and individuals
who have done long term tax planning. Do you agree with my assessment that there
needs to be a phase in period? If so, how long should that phase in period be? If not,
please explain how your company would handle such a change in the tax code.

We agree that realistic transition rules and an adequate phase in period for
fundamental changes are important elements of comprehensive tax reform.
See also our response to the previous question.
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3. Are there any provisions of the tax code that you would prefer not be changed if we
were to lower the corporate tax rate as a part of overall corporate tax reform?

A:

We are open to changes that conform to the principles set forth in the
response to Senator Enzi’s first question above.

From Senator Cantwell

1.

The discussion of tax subsidies and incentives in the May 12, 2011 Finance
Committee hearing was largely an abstract one on the overall economic and
societal costs and benefits that result from these measures. | would appreciate
having more specific information on the extent to which your firms have benefited
from the tax provisions being discussed over the last decade. For your respective
firms, would you please provide auditable data on your company’s utilization of each
of the following categories and for each of the past ten years (2000-2010):

. & & & & @ ¢

Enhanced Oil Recovery Credit

Credit for Oil and Gas from Marginal Wells

Expensing of Intangible Drilling Costs

Deduction for Tertiary Injectants

Passive Loss Exception for Working Interests in Oil Properties
Percentage Depletion for Oil and Natural Gas Wells

Domestic Manufacturing Deduction for Qil and Natural Gas Companies
Geological and Geophysical Amortization

Net annual profit

Several items listed in this question do not apply to major integrated oil and
gas companies or were not available in any meaningful amount to
ExxonMobil over the 2000-2010 period. These include the credit for oil and
gas from marginal wells (none claimed), passive loss exception for working
interests in oil properties (not applicable), percentage depletion for oil and
gas production (not applicable), and the geological and geophysical
amortization rules providing for amortization over a 2 year period (not claimed
or inapplicable). Other items are simply the timing of a deduction that is
otherwise undisputed as a cost of doing business, such as the expensing of
intangible drilling and development costs and the deduction for tertiary
injectants and thus for which there is no absolute tax benefit over time.

The remaining items, i.e., the enhanced oil recovery credit and the deduction
attributable to domestic production activities (under Section 199 of the
Internal Revenue Code) were available for some or all of the years. The
former phased out after 2005 and the latter only began in 2005 and was
phased in over several years.

While we are unable to provide specific data on these provisions, (and the
2010 federal income tax return effects are estimated), we can say that
although they certainly have an impact on whether specific projects meet
adequate return standards to justify a particular investment, over the 2000
2010 period, these two provisions reduced overall U.S. tax expense reported
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in our Form 10-K financial reports by the equivalent of a rate reduction of less
than 1.2 percent.

Based on our 10-K financial reporting, total U.S. income tax expense over the
20002010 period was $36 billion and total U.S. income before income taxes
was $109 billion.

You have asked for information on ExxonMobil's net annual profits for the
years 2000-2010. We have enclosed ExxonMobil's Form 10K for these
years for your reference.

ExxonMobil supports efforts to simplify and reform the tax rules in the U.S. to
provide a reliable, predictable framework for taxation that is administered in a
fair way to provide a level playing field for all. We believe that tax reform
should allow U.S. businesses to compete successfully in the global economy,
aftract foreign investment to the U.S., increase capital for investment, and
drive job creation in the United States. ExxonMobil would welcome the
opportunity to work with Congress to achieve this goal.

| think we can all agree that America’s future prosperity and competitiveness is
contingent on figuring out how we can live within our means while providing our
businesses more predictability and stability in the marketplace, in part by providing a
more level playing field for all market participants. | would argue that one thing we
can do is to ensure that U.S. industries all receive equal treatment under the federal
tax code so that they operate on an equal footing. | don’t understand, for example,
why oil companies should be allowed to write off the costs of machinery and other
so-called “intangible costs” immediately, while companies in other industries have to
write off these expenses gradually, over the lifetime of the equipment they purchase.
Likewise, a few years ago, Congress to redefine the word “manufacturing” so that oil
companies could take advantage of a manufacturing tax deduction for oil production.

I was intrigued by an argument that Mr. Watson made in his testimony, which if |
understood him correctly, argued that we should not change tax breaks for the oil
industry outside of a broader context of corporate tax reform.

Does that mean that you might all be willing to work with Congress to figure out
ways to simplify and reform our nation’s byzantine tax code in the interest of
replacing the myriad of tax expenditures we are discussing here today with lower
overall corporate t