HOUSE FI NANCE COWM TTEE
July 27, 2006
10: 05 a. m

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 10:05:43 AM

VEMBERS PRESENT

Representative M ke Chenault, Co-Chair
Representative Kevin Meyer, Co-Chair
Representative Bill Stoltze, Vice-Chair
Representati ve Ri chard Foster
Representati ve M ke Hawker
Representative Ji m Hol m
Representati ve Reggi e Joul e
Representative Mke Kelly
Representative Beth Kerttul a
Representative Carl Moses
Representati ve Bruce Weyhrauch

MEMBERS ABSENT

None
ALSO PRESENT

Representative Eric Croft; Ken Al pers, Staff, Representative
Eric Croft; Robynn WIson, Drector, Dvision of Tax,
Department of Revenue; Judy Brady, Executive Director,
Alaska QI and Gas Association (ACGY); MKke Hurley,
ConocoPhil l'i ps Al aska, Chair, Alaska G| and Gas Associ ation
(AC&); Cathy Foerster, Alaska Gl and Gas Conservation
Conmmi ssion (AOCGCC); W Iliam Corbus, Comm ssioner, Departnent
of Revenue; Representative Paul Seaton; Representative Ethan
Berkowi tz; Representative Harry Crawford; Representative
Gabriell e LeDoux; Representative Les Gara

PRESENT VI A TELECONFERENCE

John Nor man, Chai r, Alaska Q| and Gas Conservation
Comm ssi on ( AOGCC)

SUMVARY

HB 3001 "An Act relating to the production tax on oil and
gas and to conservation surcharges on oil;
relating to crimnal penalties for violating
conditions governing access to and use of
confidenti al i nformation relating to t he
production tax; anending the definition of 'gas'
as that definition applies in the Al aska Stranded

House Fi nance Conmmittee 1 07/ 27/ 06 10:05 A M



Gas Devel opnent Act; nmaki ng conform ng anmendnents;
and providing for an effective date.”

HB 3001 was heard and HELD in Conmittee for
further consideration.

HB 3003 "An Act relating to oil and gas properties
production taxes; providing for a production tax
adjustnent to increase the anmpunt of tax at high
oil prices and a production tax adjustnment to
decrease the tax on the production of heavy oil;
providing for an exclusion of a certain anmount of
oil and gas from the gross value at the point of
production; relating to the determ nation of the
gross value of oil and gas at the point of
production; and providing for an effective date."

HB 3003 was heard and HELD in Conmittee for
further consideration.

HB 3004 "An Act relating to oil and gas, and to the oi
and gas properties production (severance) tax as
it applies to oil; providing for an adjustnent to
increase the tax collected when oil prices exceed
certain anpbunts and to reduce the tax collected

when oil prices fall bel ow $16 per barrel
providing for relief from the tax when the price
per barr el is low or when the taxpayer

denonstrates that a reduction in the tax is
necessary to establish or reestablish production
froman oil field or pool that would not otherw se
be economically feasible; delaying until July 1,
2016, the deadline for certain exploration
expenditures that form the basis for a credit
against the tax on oil and gas produced from a
| ease or property in the state; anending the
powers and duties of the Alaska QI and Gas
Conservation Conm ssion; and providing for an
effective date.”

HB 3004 was heard and HELD in Conmittee for
further consideration.

10: 05: 52 AM
#hb3003
HOUSE BI LL NO. 3003

"An Act relating to oil and gas properties production
taxes; providing for a production tax adjustnment to
increase the anpbunt of tax at high oil prices and a
production tax adjustnent to decrease the tax on the
production of heavy oil; providing for an exclusion of
a certain amount of oil and gas fromthe gross val ue at
the point of production; relating to the determ nation
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of the gross value of oil and gas at the point of
production; and providing for an effective date."

REPRESENTATI VE ERI C CROFT, sponsor, HB 3003, enphasized that
there are two weeks left of the special session and the
| egislature needs to take action. HB 3003 is a sinple
approach to solving the oil tax dil enm.

Representative Croft referred to a handout entitled “HB 3003
- The True Value/Shelf the ELF Bill” (copy on file) and
mai ntai ned that a tax on the gross is the preferred nethod.
He highlighted the reasons why on Slide 1

Representative Croft said that oil is a resource that
Al askans own. He discussed Slide 2. The tax is a severance
tax and is different than an ordinary business tax and nore
like a royalty. It is dangerous to sell the resource based
on a net tax.

Representative Croft related that there is a double

objective - to develop new resources and to get a fair
share. On Slide 3 he highlighted four reasons why North
Sl ope devel opnent is flat. He enphasized the need to

encour age new devel opnent and how high pipeline tariffs on
TAPS di scour ages new devel opnent.

Slide 4 depicts what HB 3003 does: raises the sane anount
as the 20/20 PPT at $60 oil, elimnates the conplex and
obsol ete ELF | anguage in AS 43.55.012-013, base 15 percent
tax on well head value, provides for progressivity of up to
25 percent at higher prices, protects smaller fields and
Cook Inlet with volune exclusion, reduces rate for heavy
oil, broadens the ability to challenge TAPS tariffs, is four
pages | ong.

10:14: 43 AM

Slide 5 examnes the point that HB 3003 raises the sane
amount as the 20/20 PPT at $60 oil. He conpared the
estimted revenues of various oil tax bills. The fisca
note start dates in the governor’s bill and HB 3003 are

different. Representative Croft asked the question on Slide
6: Is 20/20 too low? He maintained that it is too low. He
expl ai ned that he introduced HB 3003 at that |evel in order
to focus discussion on the structure of the profit vs. gross

syst ens. The discussion of the amount of tax can follow
t hat .
10:17:10 AM

Slide 7 discusses elimnating the conplex and obsolete ELF
| anguage in AS 43.55.012-013. Representative Croft nade the
point that a gross tax reformthat preserves the ELF formula
will continue to have major distortion and unfairness. At
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projected oil prices Al aska doesn't need the extrene tax
breaks sone fields receive with ELF

Slide 8 deals with the base 15 percent tax on the well head
val ue. The only auditable item is transportation. I t
elimnates the 12.24 percent rate for the first five years
and the obsol ete cents per barrel tax.

10: 20: 12 AM

Slide 9 explains the progressivity of up to 25 percent at
hi gher prices found in HB 3003. It uses a simlar nechanism
as many of the PPT versions. It increases the tax rate by

0.2 percent per dollar above $50/barrel at the well head.
The tax rate is 17 percent at $60, 19 percent at $70, etc.
It hits a maximum 25 percent rate at $50 above the trigger
point, $100 at the wellhead. It is easy to adjust the bill
to get the desired revenue by changing the trigger point.

Slide 10 shows that the bill protects smaller fields and
Cook Inlet with vol une exclusion (standard deduction) of the
first 10,000 barrels per day per operation unit. The |ower
a unit’s production, the greater the tax benefits. The
value of the exclusion would be pro-rated anong unit
partici pants based on the percentage of volune produced.
The operating unit is defined by DNR approval, and using the
unit agreenent aggregates any satellite field with the main
field.

The graph on Slide 11 shows how the smaller fields and Cook
I nl et are protected. Kupar uk, under the current ELF is at
0.0 percent and would be raised up to 14 percent under HB
3003. Slide 12 states that HB 3003 protects snaller fields
and Cook Inlet with volunme exclusion (standard deduction) of
the first 10,000 barrels per day per operating unit.

10: 22: 18 AM

Slide 13 deals with the reduced rate for heavy oil. al
with APl gravity of 18 or nore pays the full rate. For each
point below 18, the tax rate is decreased by 5 percent.
Thus, APl 17 oil pays 95 percent of the taxes of APl 18 oil.

Slide 14 tells how the gross tax broadens the ability to
challenge the TAPS tariffs. The biggest inpedinent to
investnment, according to AOGA, is regulation and high TAPS
tariffs. The existing law says that “reasonable” costs
equals “actual” costs unless three conditions exist. HB
3003 states that only one of the three costs needs to exist
for DOR to intervene in determ ning reasonabl e costs.

Slide 15 explains that the bill is four pages long; sinple,
readabl e, and under st andabl e.
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Slide 16 conpares the simlarities between HB 3003 and HB

3004, Representative Gara’'s bill. Both are based on gross
wel | head val ue, both use a base 15 percent rate, with |ower
rates for certain oil fields, and they both have

progressivity with maxi mumrates between 25 percent and 27.5
percent that are reached at about $100 oil.

10: 26: 56 AM

Slide 17 discusses the differences between HB 3003 and HB
3004. HB 3003 goes to a flat 15 percent rate. HB 3004
keeps the ELF, but substitutes a 5 percent alternative
m ni mum fl oor. HB 3003 has the 15 percent rate for all
prices up to the progressivity trigger point, whereas HB
3004 has reverse progressivity below $16 and the ability to
apply for tax relief. HB 3003 addresses tariff issues and
HB 3004 addresses facility access issues. Both bills can be
adjusted to generate the desired revenue.

Slide 18 deals with a possible alternative approach: capital
devel opment credits. Amendnents have been drafted to
include tax credits for well developnment and construction
and to broaden the existing 40 percent exploration tax
credit.

10: 28: 20 AM

Representative Croft concluded with Slide 19. He tal ked
about the | aw of unintended consequences and nai nt ai ned t hat
m ni mum action to fix the known probl em should be taken. He
suggested that “if you don’t understand it, vote no,” but if
success is the goal, the bill needs to be understood. He
said that politics gets in the way of good policy, but the
| egi sl ature can do great things if they don't care who gets
the credit. He opined that a future legislation could
continue and fix probl ens.

10: 31: 25 AM

Co-Chair Meyer said he asked Pedro Van Meurs how nost
foreign countries are dealing with the tax. Dr. Van Meurs
responded that they are going with a net tax. The |ower 48
states use a gross tax. Co-Chair Meyer asked if a gross tax
woul d provi de enough incentives for investnent in Al aska.

Representative Croft responded that while nost countries use
a percentage of the net, they own the mjority of the
corporations and the resources. He maintained that the
state of Alaska does not want to participate in such a
syst em because many saf eguards are m ssing.

10: 34: 55 AM
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Co- Chai r Meyer referred to Representati ve Gara’' s
presentation regarding the second quarter earnings of the
maj or oil conpanies. He inquired why there is not nore
interest in Al aska by those conpanies. Representative Croft
replied that those conpanies are |ooking at worldw de
conpetitors that own their facilities and nost of the
| eases. There would be no way to conpete on a |evel playing
field. One way to determne a level playing field is to
ook at profits and investnent. The anti-conpetitive
situation on the North Sl ope would not be sol ved by i nposing
a net tax. Tariff and access are big issues and the
| egi sl ature nmust foster exploration.

10: 38: 46 AM

Co-Chair Meyer opined that the focus should be on the
production facilities. He asked if this discussion would be
the sane at |ower prices. Representative Croft thought
there needed to be a durable tax structure across the price
range. He recalled the day when oil was never expected to

break $30. He related that price change seens to be
cyclical. He concluded that the sane discussion would take
pl ace.

KEN ALPERS, STAFF, REPRESENTATI VE ERI C CROFT, added that the
di scussion would be different because it wuld not have
i ncl uded progressivity over $50.

10: 41: 38 AM

Co-Chair Chenault noted that weak facility access is a |arge
problem He opined that it was not brought on by producers,
but by the nmake up of the field. He thought that in the
future wells may be shut in because they are producing too
much gas and not enough oil. He suggested building nore
production facilities or putting in a relief valve — a gas
l'ine. He suggested that conpanies make agreenents wth
smal l er producers and look at all options rather than
letting capacity set enpty. He asked how smaller
corporations m ght have access to facilities.

Representative Croft said his preferred fix is a gas line so
that explorers can bring their gas on line. The consequence
of not doing this is dramatic. He speculated that as a
conpany he would do sone hard bargaining and price the big
conpanies into doing it thensel ves.

10: 46: 52 AM

Representative Holm asked if oil is going to be increased
t hrough investnent, and if TAPS are set in stone, and if the
pipeline is being downsized, how can TAPS agreenments be
nodi fied so that capacity could be increased. He was
| ooking to set a procedure for the future to control entry
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and access. Representative Croft responded that there are
[imtations on oil, but the criteria for assessnent on
reported tariffs can be changed. Excessive tariffs are
detrinmental for new exploration. Hands are sonmewhat tied on
the oil tariff. There is a need to preserve conpetition by
making rates fair and guaranteei ng expansion power. He
spoke of the dangers of destroying conpetition.

Representative Holm added that it is dangerous if the
conpanies that put up the capital don't get a return on
their investnent. He gave a hypothetical exanple. He said

the solution needs to be worked on. Representative Croft
agr eed. He spoke of nonopolies and the justification for
it. He also spoke of investnent protection.

10:53: 40 AM

REPRESENTATI VE PAUL SEATON asked about access to facilities
with |ower-volune fields under ELF. Representative Croft
said it was chosen for that reason. He nmaintained that
there was nothing wong with the ELF concept of relief for
smaller fields. *10,000 barrels per day per operation unit”

was chosen as the fair nunber.

Representative Seaton asked if the challenge to TAPS tariffs
would allow for interstate tariffs. Representative Croft
expl ained that this broadens the ability to chall enge TAPS.
It expands the ability to inquire into the actual costs.

11: 00: 07 AM

At - ease.

11: 01: 19 AM

ROBYNN W LSON, DI RECTOR, D VISION OF TAX, DEPARTMENT OF
REVENUE, expl ained that the fiscal note for HB 3003 provides
for contractual expenditures for reprogranm ng sonme existing
tax division systens, a one-tinme charge of $50,000 and a
one-time expenditure of $60,000 for assistance in drafting
regul ati ons. The personal services anmount is relative to
one-hal f FTE for an auditor and one-half FTE for an engi neer
and is related to heavy oil.

11: 03: 29 AM

At - Ease
11: 09: 25 AM

Presentati on by AOGA and AOGCC on HB 3001, HB 3003, HB 3004
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JUDY  BRADY, EXECUTI VE DI RECTOR, ALASKA O L AND GAS
ASSCOCI ATI ON (ACGA), stated that all three bills raise taxes
on the oil and gas industry, but are very different.

Ms. Brady highlighted the changes and policy issues of each
pi ece of legislation. She read as follows (copy on file):

NB 3003 and HB 3004 are tax bills introduced for the first
time in this special session. Both proposed bills go back
to the present production tax —and add sonme new twi sts, in
order to increase taxes; HB 3004 adds conplications to the
present tax system and raises policy issues that are
arguably outside the call of this special session; both are
strictly tax increases on the gross production at a |eve
that fails to address the critical need for Alaska to
attract new investnent at the sane tine as the state’'s
share in oil revenues increases.

You have heard us say many tines that declining production
is the eight hundred pound gorilla in Alaska s future. Tax
| egi sl ation nust be configured to attract the new
i nvest ment necessary to increase production. Incentives for
new investnent and reasonable tax rates that keep Al aska
conpetitive with like oil and gas regions nust be part of
t he package. Any legislation that overreaches on tax rates
or neglects real world incentives wll sinply be a black
hol e that |eaves Al aska as a backwater in worldw de oil and
gas regions.

There are now |4 days left in this special session — and
four tax bills on the table. HB 3003 and HB 3004 you’ ve
just been hearing. HB 3005 was introduced two days ago. W
understand two other bills are being drafted. O the four
tax bills presently on the table, only one has been the
subject of long and intense review and scrutiny —and that
is HB 3001, the Petroleum Production Tax |egislation. The
PPT legislation was the subject of hundreds of hours of
hearings in the last legislative session and in the |ast
special session. It has been reviewed and critiqued by
consultants hired by the legislature, the admnistration
and the oil and gas conpanies affected. The paraneters of
this legislation are well understood.

W ask you to consider focusing the remaining days in this
special session on reviewing, finalizing and adopting HB
3001. The fact of the matter is that developing clear, fair
tax legislation that both incentivizes investnent and
brings a larger share of revenue to the state is rocket
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science. Those of you who have spent hundreds of hours
trying to develop fair, equitable legislation, are well
aware of this fact. Rocket science takes tinme and so does
tax legislation. The legislature has spent that tine on a
new approach for oil production tax in Alaska - a tax that
reflects real production economcs. A tax that substitutes
real cost figures for the proxy Economc Limt Factor. The

promse is that this tax wll increase revenues to Al aska
by over one billion dollars a year. The promse is that in
addition to increased revenues, this tax wll provide

incentives for new investnents for the new production so
desperat el y needed.

AOGA Supports HB 3001 —CGovernor’s PPT

Even though nmany of our nenbers renain concerned that
the increased level of state take reflected in this
bill will result in reduced investnment in Al aska. This
bill would raise taxes on the industry over $1 billion
a year at $60/bbl .

e There continues to be a sense of astonishment in oil
and gas financial circles about this agreenent to a tax
i ncrease of this size.

e And would raise total governnent take to around 60%

e “Covernnent take” —royalty; production tax, corporate
i ncome tax; property tax, federal taxes
e What do “costs” have to do with it —costs have to be

counted either directly or as a proxy to conserve oi
in the ground in maturing fields

e PPT nore accurately reflects true production econonics

e« The balance in the PPT is the higher tax rate
count er bal anced by the reinvestnent incentive.

e The balance is essential —throughout the hearings on
PPT there have been references to countries with a
“hi gher” governnent take than Al aska — as Pedro Van
Miuers and other consultants have pointed out, nany of
those countries either have governnent-owned oi
conmpani es or are using production sharing contracts. In
bot h cases the governnents take a bigger share of risk
for a bigger share of profits.

e Sone policy nmkers seem to be frozen between the
concepts of “risk” and “profits”. They want a lot nore
of the share of the profits; they don’'t want any share
of the risk

e This one-sided “two for me —one for you” won’'t work in
the worldw de conpetitive market. Under those terns,
Al aska’s won't even place for new investnent in any
serious way.
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Gross Versus Net tax — Criticisns of a net system seem to
be based on a m sunderstanding of how the present system
wor ks and how t he PPT woul d wor k.

e« The ELF in the current systemis a proxy for costs. So
in that sense the current system is a form of “net”
tax. The PPT sinply substitutes real costs for the
pr oxy.

« Sone legislators have expressed the concern that the
state does not have the capability to determ ne rea
costs. However, the state currently audits the costs in
the netback in a |ot of detail.

e (Qperating and capital costs are in our state incone tax
return and property tax renderings.

11:19: 22 AM

M KE HURLEY, CONOCOPHILLIPS ALASKA, CHAIR OF AOGA TAX
COWM TTEE, spoke to auditing. Every return filed by the oi
conpani es is audited. The audit assessnents over the past
several years have been within 2% for what is anticipated
paynent. He reiterated that it is a 100% audit.

11: 21: 04 AM

Ms. Brady said she knew that the Departnment of Revenue has
the capability to audit. She addressed previous court cases
surrounding the production tax and prevailing value.
Currently, the state has been through all necessary steps
for a net production tax.

Ms. Brady continued with her presentation:

ACGA Does Not Support either HB 3003 or HB 3004

e These bills are sinply tax increases wth no
count er bal ance

e No re-investnent incentives, do nothing to stem decline
or encourage investnment, there’s no structural change
in the risk sharing.

« Wth HB 3003 ELF disappears so there’s no recognition
of costs at all.

« HB 3004 is a band-aid approach - a higher rate, wth
much nore conplexity. It seemed puzzling that the
sponsor spent so much of his tinme providing figures
about the industries profits, yet was proposing a tax
that has nothing to do with the profits.
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Ol and Gas Tax Legislation Is Not a Gane of Texas Hold ‘ Em

« VWhether it is political one-ups-man-ship during an
el ection year — or real belief that Al aska does not
have to be conpetitive to attract new investnent —the
bi ddi ng up of how much the state of Al aska can “nmake”
or “take” fromoil production is going to |ose the gane
for all of us.

The end gane for oil and gas tax |egislation can be about a
hi gher return for the state of Al aska but nust recognize
the need for incentives that foster additional investnent —
bottomline —It is about increasing production and keeping
Al aska conpetitive.

The pipeline is only half full. This nust be turned
around.
11:25:22 AM

M. Hurley addressed access. He mmintained that access has
not been deni ed.

11:26: 18 AM

REPRESENTATI VE LES GARA commented on the access issue. He
asked if ConocoPhillips’ facilities had been nade avail able
to small producers. M. Hurley replied that a conpany
called Wndstar nade use of ConocoPhillips’ facilities but

came up with a dry hole. He stated that there has been no
production | oss.

Representative Gara clarified that no other independent
conpany has been able to produce oil through ConocoPhilli ps’
facilities.

11: 27: 58 AM

Representative Gara wondered why, in spite of an increase in
profits, exploration and investnent have not increased. M.
Brady replied that in the years when the oil conpany profits

increased, so did the state’'s. As far as further
i nvestnment, ConocoPhillips is investing “big tinme” this
year. There are nore wells being drilled. She did not know
the investnment figures, but thought all investnents had
i ncreased. Expl orati on doubled during that tinme period.

There is noney going to investors in dividends and the
Al aska Permanent Fund benefits from that; there is noney
going to investnent; and there wll be nore buy outs.
Anal ysts | ook at the reserves, which need to be explored or
bought .
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11: 31: 32 AM

Co- Chair Meyer commented on the only common ground found in
the net versus gross debate, which is to increase investnent
and production. He asked if the net would help neet that
objective better. M. Brady replied it wuld; net is based
on profit. Net only, w thout incentives, would not work and
woul d be dangerous. Under the net tax, the state takes a
bi gger risk through the incentives, and the conpanies can
afford to take less profit at the top. She concluded that
she prefers the net.

Co- Chair Meyer asked how to attract nore oil conpanies to
Al aska. Ms. Brady replied that the fiscal system is the
only thing that the governnent can control. Shell Gl is
com ng back into Alaska and other conpanies are show ng an
interest. The state needs a big find.

11:34: 57 AM

Co-Chair Meyer asked if AOGA represented all oil conpanies
in Al aska. Ms. Brady replied that it represents all 18
conpani es.

11:35: 21 AM

Co- Chair Chenault addressed a question about Prudhoe Bay to
M. Hurl ey. He wondered what paper work would be required
to allow for “gam ng” of the system He did not envision a
scenario that the auditors could not work through. The
state can audit for any detail and the level of auditing
woul d be a choice nmade by the state and the |egislature.

Co-Chair Chenault speculated that it would take all three
conpanies to successfully “gane” the state. If that was
done there could be jail tine and fines. M. Hurley agreed.
Co-Chair Chenault thought that there were protective
mechani sns in pl ace.

11: 39: 09 AM

Representative Kerttula stated it wouldn't be collusion;
there could be disagreenents with the state over the
rightful costs, which could result in court cases. M.
Hur | ey recalled that there was a past case settled regarding
tax costs. Representative Kerttula added that she has been
involved in tariff cases regarding di sagreenents. She spoke
to her history in the Departnent of Law. She disagreed with
t he usage of “fraud”.

M. Hurley noted that AOGA submtted comments on the

Governor’s PPT bill requesting clarity on excluded costs.
There are concerns by the conpani es.
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11:41: 23 AM

Representative Kerttula foresaw problens with costs when
gi ving substantial weight to the agreenents. She encouraged
that a standard be established. She enphasized it is not a
col l usi on situation.

11: 42: 28 AM

Ms. Brady pointed out that there is conpetition on the North
Sl ope. Each conpany thinks their way is the best. Over the
past 40 years, the state has had access to the disputed
information. Mny issues have already been worked out. M.
Hurl ey pointed out grouping of costs, with 3 to 4 different
conceptual nodel s:

* | nt er-conpany billing

* | RS reference to ordinary and necessary

* DNR regul ations for net profit sharing excl usions
11:45:42 AM

CATHY FOERSTER, COW SSI ONER, ALASKA alL AND GAS
CONSERVATION COW SSI ON  (AOGCC), read from her prepared
testinmony (copy on file.)

Before proceeding, | want to disclose to you that,
i medi ately prior to serving on the AOGCC, | worked as
an engi neering consultant and, as such, | participated
in preparing the “North Slope of Alaska Facility
Sharing Study” performed by Petrotechnical Resources of
Alaska for the Division of Gl and Gas of the
Department of Natural Resources. | discussed this
participation with the other AOGCC conm ssioners and
they agreed that this did not represent a conflict of
i nterest. However, I did want to disclose the
information to you.

The AOGCC recognizes the need to enable new operators
to acquire reasonable access to existing facility
infrastructure.

If the Legislature adopts HB 3004, the AOGCC will do

our best to inplenment it. That said, there are a few
challenges to inplenenting this bill as it is currently
witten and, if vyou'll bear wth sone technica

description fromne, 1’|l explain what those are wth

sonme suggested ways around them

The bill requires working interest owners to provide
access to production or other facilities “only if the
comm ssion finds that the facility has excess capacity
and that directing the working interest owner to
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provi de access by or for the benefit of others would
not materially interfere with the owner’s paranmount use
of the facility.” The AOGCC has two concerns with this

wor di ng.

First, there will never be excess capacity in the oil

production facilities that this bill is targeting.
11:49:52 AM

Representative Gara related that he does not dispute the
excess capacity issue. The question is if new facilities
shoul d be expanded and the costs charged to the conpany.

Ms. Foerster explained the capacity design by providing the
history of oil, gas, and water in various fields. She used
the exanple of expanded facilities and no excess capacity.
The gas and water continue to increase, but not all oil
produced can fit into the facility, which beconmes a problem
She showed a hypothetical situation where Tarn cones in with
10,000 barrels and where that sanme anount nust be taken out
to provide room Each well takes a priority ranking and the
bottom wells get “backed out”. There is no cost at this
point to get into the facility.

11:57:16 AM

Ms. Foerster discussed how a new player with 10,000 barrels
of oil would enter the market, backing out 9,000 barrels of
water and 1,000 barrels of water. The cost to get in would
be the sum of |ost revenue and profit. The costs are very
clearly spelled out in the DNR study. The |ost area costs
are debatable. The third issue concerns what a fair profit
woul d be. Negotiation would have to take pl ace.

12:00: 59 PM

Co-Chair Meyer asked if the process would scare off new
producers. Ms. Foerster said her opinion is that people
assune that there is a nonopoly going on. She suggested

talking to Wndstar who negotiated wi th ConocoPhillips.
Co-Chair Meyer commented that that was a dry hole. Ms.
Foerster nmmintained that the negotiation process was held
and was val uabl e.

12: 03: 19 PM

Ms. Foerster continued to read from her handout:

Even if we get past the “excess capacity” wording,
there is a second conplication. Since the owner’s
paranmount use of the facility is to separate the
associated gas and water from their oil, any back out
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for another operator wuld interfere wth their
“paranmount use of the facility.”

Supposi ng that we work our way past these two concerns,
let’s next take a look at the fiscal inpact.

First, a primary role here is a rate-setting role, and
the AOGCC has no staffing or experience in rate
setting. Therefore, to take on this rate-setting role
we wuld have to hire accountants and/or other
financial expertise. Second, we would need soneone on
staff who understands and can oversee facility
optim zation; we currently have no one on staff to
perform that function.

12: 05: 02 PM

We have one final concern with placing this authority
within the AOGCC. And that is the potential for
conflict with the AOGCC s role inplementing the Gl &
Gas Conservation Act. The commission is charged wth
preventing waste, ensuring greater ultinmate recovery,
protecting correlative rights, and protecting ground
waters. Decisions under this bill my be in conflict
with the commssion’s responsibility to prevent waste
of hydrocarbon resources and ensure greater ultimte
recovery. For exanple, granting access to a production
facility for one WO s high-oil-rate well may result in
the permanent |oss of oil from the WO whose nargina

wel |l is backed out of the facility.

Qur recomendation would be to give this rate-setting
responsibility to either a new or an existing agency
that is intended as a rate-setting agency.

| want to conclude by reiterating what | said first:
The AOGCC recognizes the need to enable new operators
to acquire reasonable access to existing facility
infrastructure, and if the Legislature adopts HB 3004,
the AOGCC will do our best to inplenent it.

12: 07: 05 PM

Co- Chair Chenault suggested Representative Gara and AOGCC
nmeet to discuss the issues and work out their differences.
ADJ OQURNNMENT

The neeting was adjourned at 12: 07 PM
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