INDEPENDENT PETROLEUM

ASSOCIATION OF AMERICA
April 12,2013
The Honorable Kevin Brady The Honorable Mike Thompson
Member of Congress Member of Congress
301 Cannon House Office Building 231 Cannon House Office Building
Washington, DC 20515 Washington, DC 20515

Dear Congressmen Brady and Thompson:

The following comments are submitted on behalf of the Independent Petroleum Association of
America (IPAA). IPAA appreciates the Energy Working Group’s willingness to engage
stakeholders and collect information on a critical issue confronting American natural gas and oil
production — the role of the tax code with regard to the enhancement or deterioration of
American exploration and production of natural gas and petroleum.

IPAA represents the thousands of independent oil and natural gas explorers and producers, as
well as the service and supply industries that support their efforts, that will be the most
significantly affected by changes to oil and natural gas tax provisions. Independent producers
drill about 95 percent of American oil and natural gas wells, produce about 56 percent of
American oil, and more than 85 percent of American natural gas. Independent producers
historically reinvest over 100 percent of American oil and natural gas cash flow back into new
American production.

Additionally, IPAA is the primary national Trade Association representing smaller independent
natural gas and oil producers, many of which are marginal well operators. Marginal wells are
those with average production of not more than 15 barrels of oil or 90 Million cubic feet (Mcf) of
natural gas, per day. An average marginal oil well in the United States produces about 2
barrels/day. Approximately eighty-five percent of all American oil wells are marginal wells, but
they provide about twenty percent of American oil production. Seventy-three percent of all
American natural gas wells are marginal wells, providing twelve percent of American natural gas
production. The marginal well base in the United States is unique and important. Unlike other
countries, where governments generally own mineral rights and there is little incentive to keep
marginal wells in operation, the United States has a strong, marginal oil and natural gas base.
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This marginal base has a low rate of decline and will produce for decades, assuming wells are
not made uneconomic because of government policies.

The Bright Future for Oil and Natural Gas Development in America and Positive Impacts on
the American Economy

America continues to face a difficult economic situation. Despite strong headwinds, the
American oil and natural gas industry is one of the few sectors that is pushing the economy
forward, creating jobs and investing here at home. Independent producers are leading this
charge. As a result, America has witnessed a revival in oil and natural gas production. The
United States is currently third in the world in crude oil and natural gas liquids production and
America continues to grow its output. Most importantly, the United States is one of the only
countries in the world where energy security is improving. For example, crude production in the
United States, after sinking to levels not seen since the mid-1940s, rose more than half a million
barrels per day between 2007 and 2011. That size of increase has not been witnessed in the
United States in more than forty years. Imports have declined some 2 million barrels per day
since 2005. America’s reliance on foreign petroleum has drastically shifted in a little over 6
years. According to the Energy Information Administration, net oil imports dropped from 60.3
percent of products supplied in 2005 to less than 45 percent in 2011 and an estimated 40.6
percent in 2012. This is a positive trend that America needs to continue.

The picture is equally bright with respect to natural gas production in the United States. The
Potential Gas Committee (PGC) recently determined, in the PGC’s 2012 year-end biennial
report, that the United States possesses a technically recoverable natural gas resource potential of
2,384 trillion cubic feet (Tcf). The 2012 year-end report was the highest resource evaluation in
the PGC’s 48 year history—exceeding by 486 Tcf the previous record-high assessment from
year-end 2010. The combination of horizontal drilling, coupled with hydraulic fracturing —
techniques pioneered by America’s independent producers — have resulted in the ever-increasing
estimates of technically recoverable natural gas reserves in the United States. The PGC’s
resource evaluation shows that the United States, at current consumption levels, has a 100 year
supply of natural gas.

The economic impacts associated with increased American oil and natural gas production are
striking. According to recent studies conducted by IHS Global Insight, onshore independent
producers supported 2.1 million jobs in 2010. Independent oil and natural gas producers
operating in the offshore Gulf of Mexico accounted for more than 200,000 jobs in 2009. Billions
of dollars are injected into the American economy every year by the oil and natural gas industry,
in the form of purchased services, in taxes, royalties and bonus payments to governments, and in
salaries paid to the millions of individuals employed by these companies. According to an IHS
Global Insight study, onshore independents’ contributed $320.6 billion in economic activity,



accounting for 2.2 percent of U.S. gross domestic product. Independents operating in the
offshore Gulf of Mexico accounted for $28 billion in economic benefits in 2009.

Individual states are realizing similar impacts. In Louisiana, for example, IHS determined that
unconventional gas activity contributed value-added economic impact of $10.7 billion in 2012.
Also noteworthy is the fact that the annual average wage in the State of Louisiana is $57,600
compared to the average wage of direct jobs in unconventional gas activity which is $108,700.
Unconventional gas employment generated over$1.2 billion in state and local government taxes
in Louisiana in 2012, which is equivalent to fourteen percent of the state’s total budget.

The Eagle Ford shale in Texas is another prime example of the economic impact of American oil
and natural gas production. According to a study by the Center for Community and Business
Research at The University of Texas at San Antonio Institute for Economic Development, in a
little over two years since the Eagle Ford’s discovery, the Eagle Ford shale provides nearly
47,000 full time jobs and generates $250 million in government revenues. A fraction of these
jobs existed in this area of Texas prior to the Eagle Ford’s discovery. Similar economic impacts
are being realized because of shale plays in different states across the country, including Ohio,
Pennsylvania, Colorado, North Dakota, Michigan, and Montana.

The long-term impacts of increased American development are paradigm shifting. The price of
natural gas in America, prior to the discovery of the major shale plays, averaged above $8/Mcf.
Today, the average price of natural gas in the United States is approximately $4/Mcf. Assuming
EIA consumption levels, the price differential because of the discovery of natural gas in shale is
approximately $100 billion/year to American consumers.

The natural gas renaissance in the United States will result in America having the lowest
long-term natural prices of any industrial nation. The United States, for example, could have
natural gas at half the cost of European natural gas and at one third of the cost in Asia. As a
result, the United States has a built in price advantage, for energy costs, compared to any of our
industrialized competitors. The United States is seeing manufacturing and chemical operations
relocate to the United States. The abundance of natural gas in the United States also allows the
opportunity for the American economy to utilize natural gas in new ways — an expansion of
American chemical production, greater use of natural gas for electricity generation, natural gas
vehicle development and exports of liquefied natural gas.

The federal government can enhance or impede the development of American oil natural gas.
Changes to oil and natural gas tax provisions would have an immediate impact. If Congress
eliminates provisions such as the immediate expensing of intangible drilling costs, independent
producers would drill 25 to 40 percent fewer wells (see discussion of Intanigble Drilling Costs
deduction below). Congress has a simple choice, it can promote American oil and natural gas
production or Congress can harm oil and natural gas production — treatment of oil and natural gas
tax provisions are central to determining which path America follows.



Considerations as the Ways and Means Committee Contemplates Tax Reform

As the House Ways and Means Committee (the Committee) decides what provisions to eliminate
to lower tax rates, the Committee will, inevitably, benefit some taxpayers at the expense of other
taxpayers (i.e. imposing a tax increase on certain industries, by repealing deductions, to lower
marginal tax rates across the board). The tax code will always bear on business decisions and the
flow of capital in America, regardless of any clarity created by tax reform. Currently, the tax
code recognizes the importance of capital intensive industries in the United States and
encourages capital to flow to those industries that create jobs and products in America.
Eliminating legitimate business deductions to lower corporate tax rates may equalize tax
treatment across industries. But, the Committee should consider whether this is in the best
interest of America. The end result of creating parity across the tax code will merely incentivize
capital to flow to the highest rate of return, not necessarily to those industries that are in the
national interest because they create the products and jobs needed to lead American out of its
economic malaise and provide secure, middle class jobs.

The Committee’s choices regarding tax provisions will, therefore, determine where investments
are made in the economy and the types of jobs that will define the American economy.
Congress can choose to direct capital toward, or away from, certain industrial sectors. As the
Ways and Means Committee (the Committee) moves forward with tax reform, there are a
number of threshold questions that IPAA would encourage the Committee to contemplate:

(1) Should the tax code continue to recognize the concepts of capital formation and capital
recovery which encourage capital to flow to industries like energy, manufacturing and
technological development that ensure the country has a stable, American energy supply
and a vibrant manufacturing base?

(2) Should capital intensive industries be treated the same as the retail and other service
industries, where jobs are more transitory?

(3) Does the Committee want to encourage increased production of American oil and natural
gas or return to an increasing reliance on imported oil and natural gas —imports that have
for decades raised national security issues?

(4) Does the Committee want to support smaller, independent oil and natural gas producers
that do not have the same access to capital as larger companies and who must finance
their operations either (a) with their own cash flow or (b) with private investors?

As Congress contemplates these questions, it should recognize that to date, there have been no
proposed changes to oil and natural gas tax provisions — from the Administration or Congress --
that would not result in a tax increase for America’s independent natural gas and oil producers.



Simply put, increased taxes on America’s independent producers will decrease production of oil
and natural gas, as well as investment, in the United States.

Tax Provisions Applicable to Independent Oil and Natural Producers

Federal tax policy has historically played a substantial role in developing America’s natural gas
and petroleum. Early on, after the creation of the federal income tax, the treatment of costs
associated with the exploration and development of this critical national resource helped attract
capital and retain it in this inherently capital intensive and risky business. Allowing the
expensing of intangible drilling and development costs and percentage depletion rates of 27.5
percent are examples of such policy decisions that resulted in the United States’ extensive
development of its petroleum.

But, the converse is equally true as Congress has enacted policies that discouraged capital
investment in American oil and natural gas production. By 1969, the depletion rate was reduced
and later eliminated for all producers except independents. However, even for independents, the
rate was dropped to 15 percent and allowed for only the first 1000 barrels per day of petroleum
produced. A higher rate is allowed for marginal wells which increases as the petroleum price
drops, but even this is constrained — in the underlying code — by net income limitations and net
taxable income limits. In 1986 as the industry was trying to recover from the last long petroleum
price drop before the 1998-99 crisis, federal tax policy was changed to create the Alternative
Minimum Tax (AMT) that sucked millions more dollars from the exploration and production of
petroleum and natural gas. These changes have discouraged capital from flowing toward this
industry.

The Obama Administration’s budget request — and recurring advocacy statements on an almost
daily basis — would strip essential capital from new American natural gas and oil investment by
radically raising taxes on American production. American natural gas and oil production would
be reduced. It runs counter to the Administration’s clean energy and energy security objectives.
The following is a review of some of the tax provisions applicable to the independent oil and
natural gas industry in America.

Intangible Drilling and Development Costs (IDCs) — Expensing IDCs has been part of the tax
code since 1913. IDCs generally include any cost incurred that has no salvage value and is
necessary for the drilling of wells or the preparation of wells for the production of natural gas or
oil. Federal tax policy allows for the expensing of similar costs for a number of industry
activities in addition to oil and natural gas production — including research and experimental
expenditures and expenditures by farmers for fertilizer.

Only independent producers can fully expense IDCs on American production. Loss of IDCs for
independent producers will have significant effects on their capital development budgets. A
Raymond James analysis in 2009 reported that the loss of IDCs would result in capital drilling



budgets being reduced by 25 to 30 percent. This compares with information provided to IPAA
by its members indicating that drilling budgets would be cut by 25 to 40 percent. Regardless of
the exactness of the assessments, clearly, the consequences would be significant. And, the
consequences would soon be evident. Roughly half of America’s current natural gas production
is provided by wells developed during the past four years.

Additionally, changes to IDCs expensing could be perilous for smaller independent producers.
Unlike larger oil and natural gas companies, smaller independent producers are unable to attract
financing from institutional investors or even community banks. The advent of Dodd-Frank has
increasingly made lending to smaller producers impossible. As such, smaller producers must
finance their drilling operations with cash flow generated from the wellhead. Changing the
ability to immediately expense IDCs will drastically curtail drilling budgets for all independent
producers and will be especially impactful for smaller producers.

Percentage Depletion — All natural resources minerals are eligible for a percentage depletion
income tax deduction. Percentage depletion for natural gas and oil has been in the tax code since
1926 after Congress determined that relying solely on cost depletion was leading to the loss of
important American mineral resources. Unlike percentage depletion for all other resources,
natural gas and oil percentage depletion is highly limited. It is available only for American
production, only available to independent producers and for royalty owners, only available for
the first 1000 barrels per day (6000 mcfd of natural gas) of production, limited to the net income
of a property and limited to 65 percent of the taxpayer’s net income. Therefore, as with IDC
expensing, percentage depletion is critical for smaller independent producer’s ability to finance
drilling operations from cash flow. Percentage depletion provides capital primarily for smaller
independents and is particularly important for marginal well operators. These wells — that
account for approximately 20 percent of American oil and 12 percent of American natural gas —
are the most vulnerable economically. Input to IPAA from its operators who take percentage
depletion indicates that the combined effect of eliminating IDC and percentage depletion would
reduce drilling budgets in half. At this lower rate, new production will not offset the natural
decline in production from existing wells. For example, one producer now drills ten wells per
year; without IDC and percentage depletion, this producer could only drill five wells per year. A
five well program will not replace declining production in existing wells and the small business
company will have to shutdown. Congress’ choice is straightforward: reduce American oil
production by 20 percent and its natural gas production by 12 percent or retain the current
historic tax policies that have encouraged American production.

Passive Loss Exception for Working Interests in Oil and Gas Properties — The Tax Reform Act
of 1986 divided investment income/expense into two baskets — active and passive. The Tax
Reform Act provided an exception for working interests in natural gas and oil from being part of
the passive income basket and, if a loss resulted (from expenditures for drilling wells), it was
deemed to be an active loss that could be used to offset active income as long as the investor’s
liabilities were not limited. Natural gas and oil development require large sums of capital and



producers frequently join together to diversify risk. Additionally, natural gas and oil operators
have sought individual investors to contribute capital and share the risk of drilling wells. Most
American wells today are drilled by small and independent companies, many of which depend
on individual investors. There is no sound reason for Congress to enact tax rules that would
discourage individual investors from continuing to participate in this system. Moreover,
Congress applied the passive loss rules only to individuals and not to corporations. The repeal
of the working interest rule, therefore, would senselessly drive natural gas and oil investments
away from individuals and toward corporations. There is no apparent reason why Congress
would or should favor corporate ownership over individual ownership of working interests.
Furthermore, since AMT restrictions apply to IDC of individual working interest investors, the
application of the passive loss rules to those investors is unnecessary and excessive. In sum, to
qualify for the exception, the taxpayer must have liability exposure and definitely be at risk for
any losses. If income/loss, arising from natural gas and oil working interests, is treated as
passive income/loss, the primary income tax incentive for taxpayers to risk an investment in
natural gas and oil development would be significantly diminished. In today’s banking climate,
smaller producers find banks uninterested or incapable of providing capital; taking private
investors away will further exacerbate the challenge of raising capital to sustain American
marginal well production.

Geological and Geophysical (G&G) Amortization — G&G costs are associated with developing
new American natural gas and oil resources. For decades, they were expensed until a tax court
case concluded that they should be amortized over the life of the well. After years of
consideration and constrained by budget impacts, in 2005, Congress set the amortization period
at two years. It also simplified G&G amortization by applying the two year amortization to
failed as well as successful wells; previously, failed wells could be expensed. Later, Congress
extended the amortization period to five years for large major integrated oil companies and then
extended the period to seven years. Early recovery of G&G costs allows for more investment in
finding new resources. Congress recognized that America benefitted if capital used to explore
for new natural gas and oil could be quickly reinvested in more exploration or production of
American resources, it was in the national interest. Nothing has changed to alter that conclusion.
If anything, current capital and credit limitations enhance the rationale to get these funds back
into new investment.

Marginal Well Tax Credit — This countercyclical tax credit was recommended by the National
Petroleum Council in 1994 to create a safety net for marginal wells during periods of low prices.
These wells as stated above account for 20 percent of American oil and 12 percent of American
natural gas. They are the most vulnerable to shutting down forever when prices fall to low
levels. Congress enacted in this countercyclical tax credit in 2004 after ten years of
consideration. It concluded that the nation benefitted if these marginal operations were
supported during times of low prices, that the production from these wells were — in effect — a
national resource reserve that would be lost forever if the wells had to be shutdown and plugged



during difficult economic times. No different conclusion is now warranted. Recent development
of America’s shale gas and shale oil resources lead experts to predict that the United States will
be able to reach a level of energy production not seen in decades. This result will mean that the
country will be able to limit its imported oil to allied countries like Canada and Mexico.
However, it also recognizes that all current American production must continue — including the
components coming from American marginal oil and natural gas wells. The marginal well tax
credit is part of the framework that maintains this production. Fortunately, to date, the marginal
well tax credit has not been needed, but it remains a key element of support for American
production — and American energy security.

Enhanced Oil Recovery (EOR) Tax Credit — The EOR credit is designed to encourage oil
production using costly technologies that are required after a well passes through its initial phase
of production. Conventional oil well production declines regularly after it begins production.
However, millions of barrels of oil remain in formations when the initial production phase is
over. The 2001 National Energy Report indicated that “anywhere from 30 to 70 percent of oil,
and 10 to 20 percent of natural gas, is not recovered in field development. It is estimated that
enhanced oil recovery projects, including development of new recovery techniques, could add
about 60 billion barrels of oil nationwide through increased use of existing fields.” For example,
one of the technologies is the use of carbon dioxide as an injectant. In 2006, the Department of
Energy studied the potential for using carbon dioxide enhanced oil recovery (CO,-EOR) and
concluded that: “Ten basin-oriented assessments- four new, three updated and three previously
released- estimate that 89 billion barrels of additional oil from currently *stranded’ oil resources
in ten U.S. regions could be technically recoverable by applying state-of-the-art CO,-EOR
technologies.” Given the increased interest in carbon capture and sequestration, CO,-EOR offers
the potential to sequester the carbon dioxide while increasing American oil production.
Currently, the oil price threshold for the EOR tax credit has been exceeded and the oil value is
considered adequate to justify the EOR efforts. However, at lower prices EOR becomes
uneconomic and these costly wells would be shutdown. The EOR tax credit was enacted in 1990
and provides the potential to maintain important US oil production by supporting the
development of these wells in low price periods.

Status

So far, only the Administration has formally proposed eliminating all oil and natural gas tax
provisions for all producers. Over the years, the Administration has justified its proposals based
on two flawed rationales. First, the Administration claimed in its FY2010 Budget proposal that
each provision “... like other oil and gas preferences the Administration proposes to repeal,
distorts markets by encouraging more investment in the oil and gas industry than would occur
under a neutral system.” Second, to the extent that each provision “... encourages
overproduction of oil, it is detrimental to long-term energy security and is also inconsistent with
the Administration’s policy of reducing carbon emissions and encouraging the use of renewable
energy sources through a cap-and-trade program.”



The first issue neither is unique to natural gas and oil tax provisions nor to the tax code
generally. For natural gas and oil production, these tax provisions are intended to encourage the
development of American resources; they were never intended to be neutral. More broadly,
these provisions reflect business tax policy that is consistent with comparable treatment of other
energy sources. In its report, Direct Federal Financial Interventions and Subsidies in Energy in
Fiscal Year 2010, the Energy Information Administration (EIA) assesses the federal
government’s support for energy sources. As the following tables show, EIA demonstrates that
natural gas and oil federal treatment is comparable to other major energy sources on a total basis
and is well below other sources on a unit basis. The Obama Administration’s first justification is
simply an inaccurate characterization of the nature of federal energy tax policies that have been
crafted over decades by the Congress.

Quantified energy-specific subsidies and support by type, FY 2010
DOE Loan Federal &

Direct Tax Research & Guarantee RUS ARRA
Beneficiary Expenditures Expenditures Development Program Electricity Total Related
Coal 42 561 663 0 91 1358 97
Refined Coal 0 0 0 0 0 0 0
Natural Gas and 4 2690 70 0 56 2820 0
Petroleum
Liquids
Nuclear 0 908 1169 265 157 2499 147
Renewables 4696 8165 1409 269 133 14674 6193
Biomass 57 523 537 0 0 1117 10
Geothermal 160 1 100 12 0 273 228
Hydro 17 17 52 0 130 216 16
Solar 496 120 348 173 0 1134 788
Wind 3556 1178 166 85 1 4986 4852
Other 95 0 205 0 1 302 130
Biofuels 314 6330 0 0 0 6644 169
Electricity- 461 58 222 20 211 971 495
Smart Grid &
Transmission
Conservation 3387 3206 0 4 0 6597 6305
End-Use 5705 693 832 1011 0 8241 1549
LIHEAP 5000 0 0 0 0 5000 0
Other 705 693 832 1011 0 3241 1549
Total 14295 16284 4365 1570 648 37160 14786




2010 Fuel Production
Excluding That Used

for Electricity FY 2010 Subsidy and
Generation Support FY 2010
(quadrillion btu) (million 2010 dollars)  Support/Million btu

Coal 2.94 169 57.5
Natural Gas and

Petroleum Liquids 28.55 2165 75.8
Biomass and Biofuels 3.87 7646 1975.7
Geothermal 0.06 73 1216.7
Solar 0.10 169 1690.0
Other Renewables 0.02 226 11300.0

The Administration’s second rationale is similarly irrational. Production of American oil and
natural gas serves the nation’s goal of improving its energy security. Production of American oil
and natural gas has been regulated to assure that wells are limited to volumes that conserve the
long term production of its reservoir. These limitations have been entrenched since the
mid-1930s. Current production reflects the need for American production to be maximized and
nothing suggests that it should not be. In fact, it demonstrates that America can return to
production levels that will enhance its energy security to levels not seen since before the
formation of the Organization of Petroleum Exporting Countries (OPEC). Oil will continue to be
a key component of America’s energy supply for the foreseeable future and any policies should
rely first on American oil rather than foreign sources.

Similarly, the Administration’s climate goals of reducing carbon emissions and encouraging the
use of renewable energy sources are enhanced by American natural gas and oil production.
Natural gas is a clean, abundant, affordable and American resource that must be a part of any
climate initiative. In fact, analyses from the Energy Information Administration has reported the
lowest levels of US carbon dioxide emissions is decades principally because of increased use of
natural gas.

Conclusion

In order to help the Committee better understand independent producers, tax provisions
applicable to independent producers and the impacts of the oil and natural gas industry on the
American economy, IPAA has included the following documents for your review:

(1) Intangible Drilling Costs, IPAA Fact Sheet
(2) Comparison of Deductible Tax Provisions, IPAA Fact Sheet
(3) Percentage Depletion Deduction, IPAA Fact Sheet
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(4) Comparison of Percentage Depletion Tax Provisions, IPAA Fact Sheet

(5) Passive Loss Exception for Working Interests, IPAA Fact Sheet

(6) The Mighty Bakken, IPAA Declaration of Independents (February 27, 2013)

(7) The Federal Oil Plays: Gulf of Mexico and Alaska, IPAA Declaration of Independents
(June 25, 2012)

(8) The Story of California Crude, IPAA Declaration of Independents (July 12, 2012)

(9) The Western & Mid-Continent Oil Revolution, IPAA Declaration of Independents (May
24, 2012)

(10) The Eagle Ford — Texas Shale Star, IPAA Declaration of Independents (December 19,
2012)

(11) Oil and Natural Gas Strengthening America’s Trade Balance, IPAA Declaration of
Independents (December 7, 2011)

Additionally, IPAA would encourage the Committee to examine the following economic reports
detailing the economic benefits of oil and natural gas production in the United States:

(1) America’s New Energy Future: The Unconventional Oil and Gas Revolution and the US
Economy (Volume 2 — State Economic Contributions), IHS, Inc. (2012) (available at
http://www.energyxxi.org/sites/default/files/Americas New_Energy Future State Highl
ights_Dec2012.pdf)

(2) The Economic Contribution of the Onshore Independent Oil and Natural Gas Producers
to the U.S. Economy, IHS Global Insight (April 2011) (available at
http://www.ipaa.org/wp-content/uploads/downloads/2012/03/IHSFinalReport.pdf)

(3) The Economic Impact of the Gulf of Mexico Offshore Oil and Natural Gas Industry and
the Role of the Independents, IHS Global Insight (July 2010) (available at
https://images.magnetmail.net/images/clients/IPAA_comm/attach/Offshorelndependents
Contributions.pdf )

(4) The Economic Impact of the Eagle Ford, The Center for Community and Business
Research at The University of Texas at San Antonio Institute for Economic Development
(available at http://ccbr.iedtexas.org/efs-economic-impact-2013).

As the Committee considers policies related to America’s oil and natural gas resources, it must
recognize that federal actions can dramatically affect the future of the nation’s energy security
and the nation’s ability to meet the potential for its economic growth. IPAA urges the
Committee to support those actions that enhance that future and reject the ill-advised calls for
adverse restrictions to capital.
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Should you have any questions please contact Lee Fuller, Vice President of Government
Relations at IPAA (Ifuller@ipaa.org), or Matt Kellogg Manager of Government Relations at
IPAA (mkellogg@ipaa.org).

Sincerely,

Barry Russell
President and CEO
Independent Petroleum Association of America
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IPAA’

Drllllngand Development Costs

Since 1913, a drilling and development costs deduction has been
allowed as an ordinary and necessary business expense for those
costs where there is no remaining equipment to value (salvage
value) when an oil or natural gas well is completed. Because there
iz nothing tangible to value, these costs are generally called
“intangible drilling costs™ or IDCs. For the past 30 years, Amernican
tax policy has shortened the depreciation period for equipment to
allow capital to be recovered and reinvested in new American
projects. Like other rapid depreciation schedules in the tax code,
the drilling cost deduction allows for investment capital o be
immediately recovered and encourages its reinvestment. Itis nota
tax subsidy or a “loophole™. For American independent producers it
has resulted in facilitating reinvestment in new American projects at rates up to 150 percent of
American cash flow.

Issues

Within the past decade the combination of advanced honzontal drilling techniques and sophisticated
hydraulic fracturing opened the development of bath shale gas and shale oil formations. These
American resources can provide up fo 100 years of natural gas supply and generated the first
increase in American oil production in the past two decades. Clearly, while America has been
preducing these resources for 150 years, today’s production will reflect a vastly different onshore
industry than in the past. Similarly, the industry will continue to advance its technology in the offshore
where the challenges of deeper formations and desper water depths have driven significant changes
in the past twenty years. What is common to developing all of these resources is the need for capital.
In 2010, onshore independent producer capital expenditures were about $62.6 billion. Similarhy,
offshore independent producer capital expenditures were about $11.8 billion in the federal offshore in
20048,

Independent producers have a history of investing in America. Hecent assessments have concluded
independents reinvesting up to 150 percent of their American cash flow back into new American
projects. And, independents drill 94 percent of wells in the United States. The faster that producers
recover the capital invested in projects, the faster it can be reinvested. For independent producers
since 1913 — at the inception of the tax code — drilling costs' for the elements that are not a part of
the final operating well could be deducted in the year they are incurred (expensed). These costs can
be 65 to 75 percent of the development costs of a well. Clearly, putting this capital back info new
preduction means more jobs, more production and more federal and state taxes.

Two recent studies have addressed the role of independent producers in the US economy — one
addresses onshore, the other addresses offshore. The onshore analysis showed that independent
producers support almost 4 million direct, indirect and induced jobs (3% of US jobs) with the
upstream component accounting for 2.1 million of those jobs. The offshore analysis showed that
independent producers supported over 200,000 direct, indirect and induced jobs in 2009 in the Gulf of
Mexico and the Gulf states. These investments also mean taxes to the federal and state
governments. Onshore upstream taxes totaled $67.7 billion in 2010 while taxes resulting from
offshore operations were $7.0 billion in 2009,
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Drilling and Drilling Costs (Continued)

Status

The Obama Administration proposes to repeal expensing of drilling costs sacrificing a critical
element of the nation’s tax policy that encourages American natural gas and oil exploration and

production.

Other recent studies have shown that this change in the tax code will reduce independent
producers’ investment budgets by about 25 percent. This proposal should be rejected because
the conseguence would be to reduce investment in new American natural gas and oil
development — investments that produce the natural gas essential to a clean energy future, the
natural gas necessary to grow solar and wind energy, the oil to reduce our growing dependency
on foreign sources.

December 2011

1I:Ir1'lirrg and Development Costs (IDCs) include all expenditures made by an operator forwages, fuel, repairs,
haulbng, supplies, efc., incident to and necesasary for the drilling of wells and the preparaton of wells for the
production of natural gas and oil. In addition, I0Cs include the cost to operators of any driling or development work'
done by confractors under any form of contract (incleding a tumkey contract). Such work includes labor, fuel, repairs,
haulng, and supplieas which are usad in the drlling, shooting, and cleaning of wells; in such clearing of ground,
draining, raad making, surveying, and gealogical works (88 are necessary in preparation for the drilling of wells); and
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 which have a salvage value (such as pipes and casings), or items which are part of the acquisition price of an
interast in the property.

If an election to expense I0Cs is made, the taxpayer deducts the amount of the IDCE 25 an expense in the taxable
year the cost i3 paid or incurred. Generally, if |0Cs are not expensed, but are capitalized, they may be recoverad
through depletion or depreciation, as appropriate. Or, in the case of 8 nonproductive well ("dry hole®), they may be
deducted, at the election of the operator. |n the case of an integrated oil company that has elected to expense |DCs,
30 percent of the IDCe on productive wells must be capitalized and amortized aver & &0-month penod.
Motwithatanding the fact that a taxpayer has made the slection to deduct IDCa, the Tax Code provides an addiional
alection under which the texpayer iz allowed to capitalize and amontize cerain IDCs over a 80-month pericd
beginning with the month the expenditure was paid or incurmred. This rule appies on an expenditure-by-expenditurs
basis; that is, for any parbcular taxable year, a texpayer may deduct some portion of its IDCs and capitalize the rest
under this provision. This allows the taxpayer to reduce or eliminate the [DC adjustments or preferences under the
alternative minimum tax. The election to deduct IDCe applies only to thoze IDCs associated with American
properties. For this purpose, the United States includes certain wells drilled offshons.

AMT Treatment of IDCs

Also as discussed above, in computing its regular tax, & taxpayer who pays or incurs [DCs in the development of
American natural gas or oil properies may elect to either expenss or capitalize these amounts. The difference
betwesn the amount of a taxpayers IDC deductons and the amount which would have been cumently deductible had
I0Cs been capitalzed and recovered over a 10-year penod may conatitute an tem of tax preference for the
Alternative Minimum Tex (AMT) to the extent that this amount excesds &5 percent of the texpayers net income from
natural gas and ol properties for the taxable year (the "excess DG preferenca”).

For taxpayers other than integrated oil companies, the Energy Policy Act of 1232 repealed the excess IDC
praference for IDCs related to natural gas and oil wells for texable years beginning after 1982, The repeal of the
eicass |DC preference, however, may not result in the reducton of the amount of the texpayers Altermative
Minimum Taxable Income (AMTI) by more than 40 percent of the amount that the taxpayer's AMT] would have been
had the excess IDC preferance not been repealed.

In additson, for purposss of computing the an integrated oil company's adjusted cumrent earnings (ACE) adjustment
to the AMT, IDCs are capitalized and amortized over the &0-month pencd beginning with the manth in which they are
paid or incurred. The ACE preference doss not apply to independent natural gas and oil producers since enactment
of the Energy Policy Act of 1992,
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Percentage Depletion

Depletion, like depreciation, allows for the recovery of
capital investment over time. Percentage depletion is used

for most mineral resources including oil and natural gas. It Indrpfnﬂenfﬁmﬂnters
is a tax deduction calculated by applying the allowable develop 90 percent of
percentage fo the gross income from a property. For oil America’s oil and
and natural gas the allowable percentage is 15 percent.’ natural gas wells,

. ) produce 65 percent of
A part of the tax code since 1926, percentage depletion has America’s oil and 52

changed over time. Current tax law limits the use of
percentage depletion of oil and gas in several ways. First,
the percentage depletion allowance may only be taken by
independent producers and royalty owners and not by
integrated oil companies. Second, depletion may only be
claimed up to specific daily American production levels of
1,000 barrels of oil or 6,000 mcf of natural gas. Third, the deduction is limited to 65% of
net taxable income. Fourth, the net income limitation requires percentage depletion to
be calculated on a property-by-property basis.? It prohibits percentage depletion to the
extent it exceads the net income from a particular property. These limitations apply
both for regular and altemative minimum tax purposes. Percentage depletion in excess
of the 65 percent limit may be carried over to future years until it is fully utilized.

Despite these limitations, percentage depletion remains an important factor in the
economics of American il and natural gas production. Most independent producers do
not exceed the 1000 barrel per day limitation. Yet, these producers are a significant
component of America's oil production. For example, they are the predominant
operators of America’s marginal wells. Owver 85 percent of America’s oil wells are
marginal wells — producing less than 15 barrels per day. Yet, these wells produce about
20 percent of American oil production. About 75 percent of American natural gas wells
are marginal wells, producing approximately 12 percent of American natural gas.
Marginal wells are unique to the United States; other counfries shut down these small
operations. Once shut down, they will never be opened again — it is too costly. Even
keeping them operating is expensive — they must be periodically reworked, their
produced water (around 9 of every 10 barrels produced) must be disposed properly, the
electricity costs to run their pumps must be paid. The revenues retained by percentage
depletion are essential to meet these costs. For larger wells, percentage depletion
provides more revenues to be used to find new oil and natural gas in the United States.
Independent producers historically invest more than their cash flow back into projects.

percent of America’s
natural gas.

INDEPENDENT PETROLEUM ASSOCIATION OF AMERICA = 1201 15-" STREET, NW = SUITE 300 - WASHINGTON, DC 20005
102-B57-4722 = FAX 202-857-4799 = WWW.IPAA.ORG



Action Needed

The Obama Administration budget proposal would repeal percentage depletion of oil
and natural gas. Loss of percentage depletion would adversely affect American oil and
natural gas production. Lost American production runs counter to America’s energy
security needs, America's move toward cleaner energy and even the development of
alternative energy sources like wind and solar that reguire natural gas backup when
they cannot generate energy. The Obama Administration proposal should be rejected.

October 2012

! For naoginal wells the allowabls percentage is mosesed (from the genaral rats of 15 parcent) by one percent for each whaols doller that the snerags price
of cude ol for the Emmediarhy preceding calendar voar is Jess tham $20 par barmal. I no- oot ooy s rarte of parcantg depletion mmdar this provision
m-dliplmfwmymhhrm Tha teers "marginal producton”™ for this purpess o domeatic crude oil or demestic matmal gas widch is produced

wiich(ljia wall for the calende year in wiich the tanaible: o (3} isa
suhnmﬂlyaﬂef ch ﬁumg] mmmhhm oil (ia, dmmhlnnwﬂﬂw%%iﬂibmmm
mnﬂmfﬁuﬂ:ﬂ.ﬂ A stripper well property is 2y oil or g2 proparty which produces a datdy sverage of 15 or lew eqeivalent bammels of ol
amd g% per producing, ol or gas well oo mch property in the calendar year dering which the taxparyes’s tamble year bogin:.
Jmumhmmﬁrmpml“lhummmm

18



JEI P Erepend iogeien) “wrerens o mrmuagg

._.!...-ﬂl._.-.]..._ﬂn—._u_.hﬂ._ﬂln_ﬂl.n.-.nﬂl.a. AL USRI R T ATICs, e ST P AT GRS LSS R SFISnA LS|k LRI SN W B O] S5 B S P TE0ea ) U W i3 eTe
HH._ 3T 1l P | R AT TR TR WO R Ty e Sl .lnr._ul_._ L= AL T "I FIEIPC SICERG T LSIEASS EICR IO SO FPATEKIS OO LTAEST N TSN FLISIR]N M) RSN Sy a1 SjOnAs
P "oy e ‘Seeepuoss s uen skl oupe podl ' o prazsn ol el s po po—eyy pryRy e @ ey weg g Do Beonps) o pe serpads e o opay o)
.Huil.l.u.im.ni!.lh..jEi;EEHHEH;EBEUE!E!HﬂHHE! uﬂigﬂiﬂ!&iﬂﬂﬂlﬂtgﬂ_ﬂdgi
qPFp 2T SUETE|an| O] WAL o TN P BT 16 RO sFE T B T o el o F sy inﬂﬂ}ﬂhdﬂrﬂﬂiiiiﬁl E]E....I.In_.nﬂ..nr 1 ey
E.:E.lhﬂﬂ.Eu-EEﬂﬂuquuﬂE-f_‘trd.ﬂE;ﬂﬁFi i e T e el ed A o EIDEET M TPUIfLE LTI .u_ﬂhn_.ﬂij 1S i .Hiui.n.-._u.l.-._.-._._._.-.r_

]
sy paw i ey o sepkdy
suoEn

= waindog a5 o e g5 o0 papar)

AP N AT 3
isi.ﬂéaﬂiwﬂﬁ

1] O TR S —] Smonpas] s po neo o P IET |
s e i o e o (e o o Ay (ol

N LD 3] S S el L e 1N Enm g e uenorpay | [ g AN (] ) ) S P |
) o e aoeEby a0 I3asogr 2 g P 2ngydn ) axwan e ) oL P 2mspsp ) axwanE BT AR U

oy, pyrakucs "Kpsdod Besread g, pomchucs "Spsdnd) fuorpad g papchucs "ipsdnd Poorend rnn-.ﬂ._._h_._un.._u._..:_...._u.__]._.n._._n.uIJ_.-....-.
sy ot o o paseasad ey pogrr) e e el el B e L e e el 1 i ustpnpesd sy o Ao expddy anment |
ey E ]
T R T Y e i bt Ll o T = Syl T S O PR Lo I b il i . bt R i Bl e . 5 e
TN O ] LN BN 20
e e paw o Fupnjae oo pred e pae oo Fapnae pred wnpuin pa qua Bagm e pal wznein paw g B
o wsfmpraasd o, g sorpepeg] muoam jo pscesd ) jo ooy oo jo pescaxd £ jo oocEnper] ‘muocm wrad o psced ¢ o sprpar] | setmans ) sy
s =3 TN TN e pEm
it o e Sl ) i =y mwyaplay) afegazen,) - § g smpses iy vegapday) afwpescan ) - plguegaay | ) uegepler) dfwpescony - flgumsey | somnangg oy

"TOTIINP3p € 5T PAsT AN[eA a7y S PUe PRIEMIED 3q 1w nons[dap afnmosRd poe none|dep 1500 |og

TSN Tona)dap 1507 J08IM? PUR AIRIND e amnboe o) sremwo Oelol o ssEoe[es 1 Jo asnedaq my=sn Ammonmed 511

SIFM 513550 (RIS 1) Jo sIemmo Lpedal o) sarpdde nenz(dap aSemmaar=d “Ljremmmy -s[uEorm =qe o) molepdsp s8wmaatad pagdde
ssETeD) Apmnbasqng WPNE PUE UPMIED ) PRMAICIISTEDS 5T 11 S5TET00 508 [RIIeT Pue 10 Iop menajdep ademmantad pairaio
ESRIENnT) QTA] T PO MEosRgmmd oo sem Reenide monspdsp sngea (enmm [ 51500 JnemdojaAsp [POND S W0 P5Eq S5TE [0
anpeA AnF of spqrssedm 510 Fsnessq wons]dep 1500 pRRdEe pIN0D Neuedsp FN[RA IR PRITIE0ISI )] "SI8SSE A1) IO SNJEA SR U0 paseq
nondo wonspdap v peran 1 Apmenbasnes paonpond Ao ams 30 30075 S18550 [RISUIN SOTIOQTRGE O JTE= POl PR s2AmEEa]
pelsnegss 22epdar o) sEonpold [RETT (4T O JOSTIOINS B0 100 NS wee wons(dap 1502 e peTmEecal os5e ] Ju=mdaEasp
mmzjoned aseam o JgEnes 11 poe mnsTensd Jo somepedin MERens M pREEe0al ssaifue ) g4 o eeload s 3o 1500 =@ oo
PEER] SRM TONINPSE Ao ag) A[enm] Cskeese pelsunn Stuspdsp 10] oeuinpsp v 1o AITpI[ea i) pREMLE 003l pMIP ST M uE (RSP
‘1aste Smuapdap v Jo monnpord €11 133[131 0] STOIET 511 30 Nraad peag v ronpsp o EAvdue S SR SlEEEE [RISEnm

jo mona[dep AEumEIR TS [EMURT PUE 10 SWENIN ° saste REmm o sadde monaidap adumed E.Hmﬂ_-_nﬁ __..._:nm 5] Emﬂw.m

smolziaodg xe ] wonR|dyg 23eimaaag jo wocLivdono iﬂ _




@ Energy Tax Fumlm.en&rgﬂarfads.mm

Passive Loss Exception

Why is the Passive Loss Exception an Issue?

The passive loss exception enables working interest owners in oil and natural gas
production to some panty between their investments and those of corporate
shareholders. By counting any working interest investment losses as active instead of
passive, investors are able to treat the normal business deductions from their
investment in the same way that a corporation would. But the Obama Administration
would repeal the passive loss exception.

shme=nd In American energy

Explaration

Why was the Passive Loss Exception Created?

The passive loss exception reflects Congressional recognition that the Tax Reform Act
of 1986 created an inequity. The Tax Reform Act divided investment incomedoss into
two baskets — active and passive. Moreover, the passive loss rules apply only to
individuals; corporations pass the same deductions to shareholders as part of the
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overall value of the stock. If incomefloss, arising from natural gas and oil working
interests, were treated as passive incomefloss, taxpayers would be significantly less
willing to risk an investment in natural gas and oil development.

Most American wells today are drilled by small and independent companies, many of
which depend on individual investars. There is no sound reason for Congress to enact
tax rules that would discourage individual investors from continuing to participate in
energy investments. The repeal of the working interest rule, thersefore, would
senselessly drive natural gas and oil investments away from individuals and toward
corporations.

What is Active Versus Passive?

Passive income and loss are based on an activity in which the investor is not
“materially” involved. According to the IRS, matenal involvement is on a “regular,
continuous, and substantial® basis. For example, if an investor buys shares in a rental
property — in which he or she is not actively involved in operating or maintaining — the
investment is considered passive. This is the same for limited partnerships — a limited
pariner invests in the parinership but is not involved in the day to day activity and
operations.

Limited partners are vital to the investment in oil and natural gas, spurring investment in
American energy. Unfortunately, drilling a well does not guarantee resource production;
yet the capital costs of exploration — successful or not — are extremely high. Because of
the passive loss exception, working interests in oil and natural gas are removed from
the passive income basket. In other words, all oil and gas working interests are
considered active, even if the investor is not the operator of the drilling and production
operations.

Importantly, investors in working interests are engaged in the very real activity of
explaring for and developing oil and natural gas resources. Moreover, these investors
are allowed deductions only for the actual expenses incurred and paid by them with
respect their working interests. Working interest owners cannot deduct any expenses
that have not actually been incurred by them and for which they are not entirely

liable. By defining this incomefloss as active, these investors and partners are able to
continue advancing American energy exploration and production.

Why is Passive Loss Exception Important to American Energy?

The passive loss exception enables continued investment into American energy
exploration, supporting the small businessas and the countless other industries and
consumers who benefit from affordable, secure American energy. By allowing individual
investors to parficipate actively in oil and natural gas production ventures, investment is
able to continue where it would otherwise be lost.
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The Mighty Bakken

WA SHINGTON, DC— Any discussion of the revolution in U5, upstream technology and its impact on
the U5 energy balance must include the Bakken play, centered in Morth Dakata but also reaching into
Montana and Canada. It's no wonder. It has raised Morth Dakota to the number two state after Texas
in .5, crude oil production. Now at more than 700,000 barrels per day and still growing, Morth Dako-
ta's crude ail production accounts for 11 percent of the domestic total, and is contributing to the strong-
est ecanamic growth and strongest employment of any state. Here we revisit the Bakken ta fill in more
details for the play that serves as the forerunner and icon of the tight ail revalutian.

Geology & Geography

The Williston Basin iz a large sedimentary
hasin that straddles the US — Canadian bar-
der and encompasses portions of narthern
South Dakota, western Morth Dakota, eastern
M ontana and narthward into southern Sas-
katchewan. Over gealogic time, many sedi-
mentary layers accumulated in the greater
Willistan Basin. Amaong these layers are the
Bakken Fommation and several ather signifi-
cant and potentially emerging productive ail
zones or formations.

-

The recent oil drilling and completion activity has been focused primarily on the Bakken formation lo-
cated throughout the majority of the Williston Basin. Geologically, the Bakken formation is a rock unit
comprising three stacked layers generally described as a slightly geo-pressured, fine grain siltstone
center member that is bounded between impermeable, organic rich shale layers an either side. Hydro-
carbons have migrated from the upper and lower shales into the middle siltstone member. The middle
member is generally seen as the lateral target while drilling. At its deepest, the Bakken lies about twio
miles under the surface and can be found at lesser depths of 5000 feet or shallower on the edges of
the hasin. The Bakken Formation is at most 150 feet thick and can approach anly a few feet thick out
an the flanks of the hasin.

Twao additional formations have drawn interest in the past few vears for potential oil production. The
Sanish formation lies under the Bakken and a prolific oil reservoir in fields such as Parshall have been
targeted. The Sanish is significantly more limited in its areal extent than the Bakken and i generally
lessthan 25 feet at its thickest. Most recently, the Three Forks formation has also heen the focus of
hydrocarbon development.

The Three Farks sits bhelow the Bakken and Sanish formations’ lower boundary, and a few operators
have had success in producing oil there recently. From a geologic and reservoir architecture perspec-
tive, the Three Farks formation is more complicated than the Bakken formation. lts geology is made up
af alternating layers of shale and potential reservair siltstones generally a few inches ar lessin thick-
ness in the upper half of the formation. The jury has not spoken an the overall reservair capacity and
productivity of the pramising Three Farks.

c



The conventional approach to oil exploration in any region has been to target oil trapped in more permeable lay-
ers that are often associated with a structural trap. Conventionally, oil can also be targeted in permeable reser-
vair rock ar stratigraphy that has a barrier to hydrocarban flow caommonly referred to as a stratigraphic trap. Ower
geologic time, hydmcarbons can migrate to these permeable zones and become trapped until a well is drilled
and the hydrocarbons can flow to the well bore and then the surface. Where did the trapped oil come from? It is
understood that the oil slowly migrated fram relatively impermeable "source rocks" over millions of years. In the
Bakken formation, the hydrocarbon-rich, but relatively impermeable upper and lower shales are widely believed
to be the source rocks generating the oil that moved to the somewhat mare permeable middle shale layer.

Technigues have existed for decades to develap this oil. Hydraulic fracturing is ane such technigue that engi-
neers have continually refined since its inception in the 12405, in order to improve the flow in less permeable
formations using water and sand orother proppants. The process of fracturing the well makes it possible for oil
to flow rmuch more freely through newly-created fractures, held apen by sand grains or ceramic proppants, to
more permeable zones in the wellbore. In a vertical wellbore, the thickness of a particular hydrocarbon-bearing
formation that can be exposed may be relatively small, as isthe case with the middle Bakken shale layer which
is generally 20 to 50 feet. The ability to drill harizontally within a particular formation, rather than only crossing
thraugh it with a vertical well, has enabled wells to expose and tap into much more reservairin a single far-
mation. This, combined with the ability to econamically fracture the neighbaring rock in "tight" formations, has
made the continuous accumulations or "unconventional reservoirs” accessible in a way that has not been true
before. Independent producers have been on the forefront of this revolution with the development of the Bakken,
Sanish, and now the prospective Three Forks formation.

History

The histary of drilling and production in the Bakken also shows this remarkable shift, brought about by arful
combinations of exploration and production technology and evobleing drilling practices. Despite earlier attermpts at
exploring for oil in Morth Dakota which dates back to the early 20th century, the first commercial aibpraducing
well in MNorth Dakota was not completed until 1951, That year also saw the first Bakken well, on Henry Bakken's
farm in the northwestern corner of the state, campleted at a depth of about 11 600 feet. However, subsequent
finds and production were primarily in the Madison formation at about 5,000 feet. By 1953, Morth Dakota had
over 1000 wells praducing about 40,000 barrels per day. Even in the 1950s, well-fracturing was taking place, in
addition to taking advantage of natural fractures. The development of horizantal drilling inthe Bakken did not
begin until the late 1980s, with the first horizontal well drilled in the Elkhorn Ranch field in 1987, Activity picked
up, with a focus on the upper Bakken shale. et finding the key to the Bakken remained elusive. Morth Dakota
production reached about 140000 barrels per day in the mid-1980s, with nearly 3 500 producing wells, before
dipping below 100,000 barrels per day in the 19905 and early 2000s. It became evident that low permeability
was still a limiting factor. As a report from the Morth Dakota Geological Survey stated at the time,

"Alarge volume of ail and gas remains
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shales, the Elm Coulee discovery in 2000
eventually demonstrated the potential of this technological innovation in the Bakken, and interest began to climb.

Since then, the Elrm Coulee field in Montana has already produced more than 100 million barrels and is still pro-
ducing. Interest was spurred even further with the discovery in Morth Dakota of the Parshall field in 2006, also in
the middle layer of the Bakken, with wells often still producing 1,000 barrels per day manths after they came on
line. Interest has more recently extended to the underlying Three Forks formation, and exploration of its multiple
benches is just beginning to unfald.



Activity and production has risen especially rapidly during the past three years. Qverall, the latest data show Marth
Dakota's crude ail production reaching mare than 700,000 barrels per day, with nearly 8,000 producing wells. In
2012, mare than 1,600 net new producing wells were added, or about 150 new wells per manth. Marth Dakata's ail
production climbed past Calfarnia's in December 2011 to become the third producer behind Texas and Alaska.
Then it surpassed Alaska in March 2012 and in October 2012, production reached around 750,000 barrels per
day. Since late 2011, North Dakaota's crude ail production has exceeded that of OPEC-member Ecuadar. In Sep-
tember last year, Morth Dakota's production surpassed that of the United Kingdom, the combined effect of rising
Morth Dakota production and temporary shut-ins impacting the UK. 's overall declining output.

Resource upon Resource

The rapid rise in activity spurred by this innovative technology has led to a rapid, ongoing evalution of resource
estimates of the Bakken. Back in 1995, when conventional approaches were the norm, the U3, Geological Survey
(USGS) estimated an average of 151 millian barrels of ail technically recoverable. Astechnology changed, in 2008
the USGS revised upward its earlier estimate by afactorof mare than 20 — to 3.65 billion barrels of technically re-
coverable oil. Even that is now regarded as low by some experts. The Morth Dakota Industrial Commission, for
example, now estimates 6.5 billion barrels recoverable. In an unusual move to update an estimate mare quickly
than usual, the USGS is working on a new assessment due to come out before the end of this year. According to
USGS Energy Resources Program Coordinator Brenda Pierce, "The new scientific information presented to us
framtechnical experts clearly warrants a new resource assessment of the Bakken. The new information is signifi-
cant enough for the evaluation to begin sooner than it normally would, It is impartant to look at this resource and its
potential contributian to the national energy portfolio.”

Infrastructure Challenge

In the Bakken and elsewhere, what this new technology means for exploration and production is a shift in the re-
source development paradigm. YWhile the combination of horizontal drilling and hydraulic fracturing opens up vast,
newly-accessible resources, upfront investment is mare costly and decline rates perwell are maore rapid. This
trend has reinforced the advantage of being able to drill wells mare efficiently, quickly, and cost-effectively. The
increasing use of multkwell pad drilling is a case in point. Drilling multiple wells from one location has reduced the
time and expense of moving the rig, allowing for consalidation of auxiliary equipment such as starage tanks and
lease separators, and cutting down on the need for roads and trucks to move equipment. "Walking rigs" have ena-
bled a rig to be moved to a new site on the lease without taking down and reassembling it. Optimization of prop-
pant types and more efficient water use have also been key contributors to improving the exploration and produc-
tion learing cure. Better down-hole information, micro-seismic detection of fracture patterns, and operations via
remote sensing and contral have allowed for improved completions and more productive wells.

The rapid rise in production in the context of the Bakken's distance from existing crude oil markets, has created an
infrastructure challenge. Pipeline transpartation is most often the preferred mode for crude oil, being cost effective
and reducing the need fortrucks, ships, and barges to transport the crude. But the growth in production has been
rapid enough that rail transportation has played a significant role in easing the bottleneck. Based on data from the
Morth Dakata Industrial Commission, more than 400 000 barrels per day are maving out of the region by rail to mid
-continent markets and beyond. The Association of American Railroads reports that car loadings of crude ail and
products in January 2013 were up 55 percent frorm a year earlier, following a 46 percent annual increase for 2012,
It iz likely that much of that increase is Bakken crude. Some Bakken crude is already heading to baoth East Coast
and West Coast refineries by rail, and plans are underway for additional rail shipments to both coasts' refineries,
even as crude oil pipeline capacity from the Bakken region also expands.

The Bakken is primarily a crude oil play, with less associated natural gas than in many other tight plays across the
country. Yet, adding natural gas infrastructure gquickly enough has also been a constraint in a state that historically
(and still) accounts for less than one percent of total LS. natural gas production.

This includes a need forfacilities to process natural gas to stringent pipeline specifications and extract natural gas
liquids from the stream. In 2011 the state added more than 2,300 miles of new pipeline of which more than 2,000
was gathering (majority for natural gas). Even with a mare-than-tripling of gas processing facilties in the pastfive
years (six new or expanded natural gas plants coming online over the next 2-3 years), pipeline and gas processing
capacity has strained to keep pace. As a result, the associated natural gas, under regulation and permitting from
the state, frequently ends up being flared at a loss to producers. t's no surprise that, according to the state gaver-
not's office, "Between 2011 and 2013, more than 3 billion will be invested in new or expanded natural gas pro-
cessing and transportation systems in Morth Dakota.”
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Jobs, Jobs, Johs

Economic well-being in the region has benefitted fram the rapid rise in activity in the Bakken. According to Com-
merce Department data, between 2008 and 2011, Marth Dakota GDP rose 13.7 percent, contrasting with the U 5.
average of just 0.7 percent. Marth Dakota's growth far surpassed even the number two growth state over the peri-
od, Louisiana, which saw its GOP rise 11.9 percent. The state government expects upstream jobs to rise from
about 40,000 currently to more than 60,000
Jobs by 2020. That does not include jobs creat-

Morth Dakota's Upstream Employment

ed in related industries or to provide consumer 12,000

goods and services for the rising number of

winrtkers. e

A recent IHS study on unconventional oil and =

gas state contributions noted that "econamic 5 com

activity associated with unconventional drilling N

directly and indirectly supparted over 71,300 4,000

jobs in the state in 2012 and would increase to

over 114,000 jobs by 2020, equating to 5.8% o

average annual growth (compared to 2.1% for

manufacturing and 1.6% overall state job il 3006 B00S J0d  GRA  ESe W07 B06 30030 M40 B
growth for the periad).” e e e L S R S

Cwerall, December's unemployment rate in

Morth Dakota was the smallest of any state at 3.2 percent, well below the national average of 7.8 percent. State
government revenues have also risen dramatically, with oil development and gross production tax revenues for
2011 reaching $1.3 billion. This is in addition to higher revenues fram income and sales taxes because of the
strength of economic activity brought about by the activities of independent producers. Local effects have been
ewen stronger. Since 2009, counties in the Bakken region have seen a 60 percent rise in employment and a 40
percent increase inweekly wages.

Bakken Lessons

The lessons of the Bakken will continue to be applied elsewhere in other plays around the country. One of these
crucial lessons that companies are still leaming is how to help the local communities deal with the growing pains
of development. There are many local and state issues from road traffic to housing issues that arise out of the rap-
id development and influx of people into the region. The industry has stepped up and has helped maintain roads,
build hospitals, and sponsor community projects. Warking with state and local officials to deal with the stresses
that accompany the momentous economic growth is part of being a worthy corporate citizen.

Un the geologic front, the Bakken has a unique, North Dakota Economic lndicators

mainly crude-gil focus. The Eagle Fard and Permi- St ik —
an plays in Texas, Marcellus and Litica in the e e e | T
Mortheast, have other considerations and compli- pacy soployeiet’ | (oaimond) | boswsic renti (FL0G0)
cations with their richer content of natural gas lig- e o 1o ] e
uids andforfocus on natural gas. The understand- 2005 15 1,866 24,670 230,079
ing of these tight oil and natural gas plays is stil o =1 il s
unfalding, and the technology and warking meth- 2011 5| 9.742 | 34,262 | 1,505,001
ods to most effectively address these issues con- Charge, 2001-2011 :

tinue to be refined. Much remains to be learned of e wy e s e 8
their true potential. MNevertheless, the Bakken play - - , "

clearly illustrates the strength, depth, and heft of 12010

the tight il revolution, and showcases the unpar- S—— " e R g A

alleled leadership of independents in apening up
these frontiers.
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The Federal OQil Plays: Guif of Mexico and Alaska

WASHINGTON, DC— "With all the attention focused on the onshare Lower 48 liquids, largely on private lands,
w wouldn't want to leave out the other major frontier regions that have been headliners in the past — namely, the
off shore Gulf of Mexica and Morth Slope Alaska. These two regions, for which the development of resources is
heayily influenced by federal policy, together still account for ane-third of U3, proved oil reserves (Energy Infor-
mation Administration, as of 2009) and one-third of annual U5, crude oil production. However, as recently as
2003, these twa regions' share of crude oil production combined had been as high as 45 percent. Since then,
shale plays have bolstered anshore Lower 458 production while the federal off shore has hesitated and Alaskan

production has declined. i
.5, Crude Oil Production - Onshore Lower 48

7,000
Offshore Gulf of Mexico
6,000
LS. offshore activity goes back to the end of the E 5000 Onshore Lower 48
19th century, when Califarnia drillers began drilling ]
framwharfs built out over the water. & major step in ﬁ 4,000
offshore development was taken in 1947 when the i
first producing well out of sight of land was drilled by |~ F 3000
Kerr-tcGee in the Gulf of Mexico. Once fede