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CHAIR VIC KOHRI NG cal l ed the House Special Conmmttee on Ol and
Gas neeting to order at 5:05:39 PM Representatives MQiire,
Samuel s, Kohring, and Gardner were present at the call to order.

HB 234- O L/ GAS ROYALTY DUE DATE & | NTEREST RATE

5:05:54 PM

CHAI R KOHRI NG announced that the only order of business would be
HOUSE BILL NO 234, "An Act relating to the due date for the
paynent of oil and gas royalty and net profit shares and
anending the rate of interest payable on royalties or net profit
shares. "

5:06: 32 PM
CHAI R KOHRI NG presented HB 234 on behalf of the House Speci al
Committee on Gl and Gas, sponsor of the bill. He said:
[The Dbill] would basically, if passed, Ilower the
i nt er est rate that's char ged for over and
under paynents when it conmes to royalties for oil and
gas. ... Wen [oil and gas] conpanies submt their
paynents on royalties to the State of Alaska, if

there's [an] overpaynent on that, then the state,
after they conduct their audit, they refund those
nonies back to the oil industry, and there's an
interest rate ... associated wth any outstanding
dollars during the course of that audit in the tine
that elapses from when those paynents were made unti

when the refund occurs. And then it cuts the other
way too; as far as any underpaynents were, upon the
conclusion of an audit, it's determned that the

i ndustry has not paid enough, then they owe not only
the noney but an interest rate back to the State of
Al aska. Now it's that interest rate that has been an
issue of contention anong folks which spawned this
| egi slation, not that everybody agrees it should be
| ower ed. But ny position is that the interest rate
shoul d reflect prevailing market rates.

5:07:42 PM
CHAI R KOHRI NG cont i nued:

The interest rate has been set in statute for quite a
few years now. ... It's the higher of two: it's either
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prime plus [5] ... or 11 percent, whichever is higher.
In recent years, ... they've had the option of going
with the 11 percent interest rate, which in this
market is a pretty high rate when you consider
interest rates having been as low as ... 1 percent or
SO, in sonme cases. So I'm looking at this from a
perspective of fairness to the industry, but also
fairness to the state because it cuts both ways
because of the under and overpaynent scenari o.

5:08: 18 PM
CHAI R KOHRI NG cont i nued:

W're also, in this bill, looking at speeding up the
process as far as calculating those paynent anounts
too, so that we can expedite that and not |eave the
industry or the state hanging for a long period of
time in ternms of receiving those refunds from either
under or overpaynents.

5:08:48 PM

REPRESENTATI VE GARDNER asked if HB 234 was filed as a committee
bill.

CHAIR KOHRI NG replied, Yes, | filed it as a commttee bill."

REPRESENTATI VE GARDNER asked if the bill was requested by
anybody or if it was just sonething that Chair Kohring felt was
needed.

CHAI R KOHRI NG answered that the bill was requested. He said:

The genesis of this bill was the result of a hearing
that occurred down on Kenai Peninsula about two nonths
ago, maybe six weeks ago, where there was a joint
neeting of the House and Senate resources conmttee

and we were part of that as oil and gas. ... There
were a lot of issues that were |ooked at. Ve
entertained testinmony from the oil and gas industry

and other folks just to find out what it is that the
state can do to help the industry; what issues are
outstanding. And fromthat canme this issue, fromthat
cane the issue of possibly buying a jack-up rig for
exploration in Cook Inlet. ... That's how this bil
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was ori gi nat ed. It was not just a thought that cane
to mnd....

5:09: 59 PM

REPRESENTATI VE GARDNER pointed out that the fiscal note shows a
cost to the state, which indicates that in practice the state
doesn't often end up paying interest for overpaynents. She
asked if this conclusion was correct.

CHAI R KOHRI NG deferred to the Departnent of Natural Resources.
5:11: 04 PM

SEAN PARNELL, Deputy Drector, Dvision of Gl and Gas,
Department of Natural Resources (DNR), replied that overpaynents
are rare.

5:12: 20 PM

CHAIR KOHRI NG remarked that because of the commttee nenbers'
busy schedul es, he had to make a judgnent call regardi ng whet her

a bill is a commttee bill or not. He told the nenbers that he
will rmake a concerted effort in the future to conmrunicate nore
with menbers before a bill is filed on the conmttee's behal f.
5:13: 18 PM

MR. PARNELL stated that DNR opposes HB 234 for several reasons.
He expl ai ned:

First, [HB 234] incentivizes a conpany ... to underpay
their contractual royalty obligations to the state.
And secondly, HB 234 would dimnish state revenues
with no correlative upside for the people or the
state. In our view, the current statutory rate of
conpoundi ng interest strikes an appropriate balance in
favor of conpensating the parties for |ost wuse of
noney over tine. ... [Under existing law], royalties,
net profit share |ease paynents that get paid,
interest is charged on underpaynents at a floor rate
of 11 percent; when the federal reserve rate goes
above a certain rate on a floating basis [and] that
rate is greater than 11 percent, then the greater rate
i's charged. In these tines the going rate for

under paynents of royalty is 11 percent. The state
pays an equivalent interest rate in the infrequent
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event that the state owes a refund because the conpany
overpaid its royalty obligations. Under current |aw,
interest conpounds quarterly and interest is payable
fromthe date the obligation becones due....

5:14: 44 PM

MR. PARNELL then described the state's royalty audit process.
He said:

Qur division enploys six revenue auditors who are
responsible for auditing or reviewing the state oil
and gas royalty and their profit share | ease paynents.
... State royalty collections anmbunted to about $1.4
billion in fiscal year (FY) [2004]. Depart ment of
Resources revenue auditors nust understand oil and gas
operations to perform audits; they are clearly
professionals. ... The legislature transferred this
sole audit responsibility to DNR less than two years
ago. Prior to that, this audit responsibility or
function rested with the Departnent of Revenue; [DNR]
provi ded a backup audit function to them at the tine.
When the legislature transferred audit authority to
DNR the backlog of audits was about on average siX
years. In the last two years that has been shaved
down to an average of three years, in terns of the
backl og, so we're gaining sonme inprovenent there.

5:16: 01 PM

MR. PARNELL pointed out that the division conpleted one nmjor
audit in FY0O4 and has conpleted 14 audits so far in FYO5. He
explained that audits wusually include two or three years of
royalty paynents, so the division |ooks at two years at a tine.
He noted, "It does take sone tinme for those paynents to settle
out." Therefore if a conmpany makes an audit paynent in January,
and then refiles wwthin six to 12 nonths, it mght take the rest
of the year [for the division to have the correct nunbers for
the audit]. He said:

Wthin the last two years, the division conpleted Cook
Inlet oil and gas production audits through 2002, and
on the North Slope, nobst production is subject to

royalty settlenment agreenments [RSA]. Audit challenges
primarily relate to obtaining information necessary to
performan audit from |l essees. ... Lease terns provide

that the state is entitled to the higher of the price
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the |l essee receives for its oil or gas, or the prices
received by other lessees in the area. So the
auditors have to obtain information from the |essee
and other producers in the area to calculate the
royalty value because the state gets the higher of
whi chever barrel gets the highest value in that
unit....

5:17: 38 PM
MR. PARNELL conti nued:

Muich of the information is confidential and the
auditor nust obtain confidentiality agreenents from
each producer. otaining this information can take a
great deal of tine. And another audit challenge is
that each conpany's accounting systemis different and
the auditor nust |earn each system Lessees do not
al ways provided required information in a tinmely
manner or pronptly respond to audit clains. And
| i kewi se the state cannot always respond as quickly as
we or a particular conpany mght like, in large part
due to our worKkl oad. Despite these challenges, the
division believes that the audit process is equitable
to lessees and provides a thorough review of an
inportant source of state revenue. Qur record
denonstrates as well that we are on track to inproving
the tinmeliness of our audits.

5:18: 23 PM
MR PARNELL turned attention to HB 234 and comrent ed:

[ The bill] wongly provides an interest-free period on
contractual debts owed the state. Under HB 234, if a
conpany failed to pay the state royalties in
accordance wth its |ease, the conpany would pay
interest at a much lower rate only after a conpleted
audit resulted in notice to the conmpany, and then only
if the conpany failed to pay within 60 days. Contrast
HB 234 with current law which requires paynent of
interest on anounts owed back to the due date of the
paynent. [House Bill 234] results in the state giving
conpanies interest-free loans of public funds for an
average of three vyears, depending on the audit
backl og. Next, the bill inposes an asymetrical
repaynment obligation on the state.... VWile HB 234
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| ets conpanies off the hook for interest over a nunber
of years when they fail to neet their contractual
obligations, the bill requires the state to pay
interest to a conpany that overpaid its obligations
fromthe date of the overpaynent. There's no fairness
or reciprocity in that provision.

5:19:45 PM

MR. PARNELL conti nued:

The bill elimnates the interest floor provision and
significantly lowers the rate of interest owed the
st ate. Unli ke the current |aw which provides a floor
of 11 percent, HB 234 sets a freely floating rate with
no interest rate floor for the state. If HB 234 were
in effect today, conpanies would pay interest at
around 5.75 percent annually rather than 11 percent.
In 1991, when the interest rate nethodology was
enacted, legislative conmttee testinony noted the
then existing Federal Reserve rate was 6 percent. The
Twel fth District Federal Reserve rate today is about
3.75 percent. Thus this bill attenpts to redesign
interest calculations based on a Federal Reserve rate
that is only about 2 percentage points different than
when the existing nmethodol ogy was i npl enent ed.

5:20: 28 PM
MR. PARNELL conti nued:

The bill renoves the conpounding feature of the
interest provision. The conpounding feature is
inportant; it means real noney to the state, and the
bill elimnates this feature. [The bill] would take
us back to a sinple interest regine. In 1991 the
conpoundi ng feature was added to the statutes. Before
the anendnent on conpounding interest was adopted

i ndustry representatives testified about t he
appropri ateness of using conpounding interest before
[ Senat e Fi nance Comm ttee]. One i ndustry
representative st at ed, "Today's mar ket i nt er est
charges are typically conputed at floating rates which
are conpounded. " Nothing today is different relative

to interest rates typically conmpounding in market
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transactions, and the conmttee ought to retain the
conmpoundi ng nature of interest in existing | aw

5.21:16 PM
MR. PARNELL expl ai ned:

The essential purpose of interest is conpensation for
the | ost use of nobney over tine. Interest is not a
penal ty. Where the noney is contractually owed and
where the state |oses the opportunity to invest that
noney in its people via appropriations or at a |ong-
term rate of return in the Permanent Fund, the state
shoul d be conpensated at a fair rate for |ost use of
those dollars over tine. Royalty paynents and
interest are the |essee's contractual obligations.
This is not a situation where the state bills soneone
for services rendered and charges interest forward

from that date. Such an outcone effectively shifts
all risks of wunderpaynent to the state to catch the
shortfall, and dimnishes the state's rights under the
| eases.

5:21:59 PM

MR. PARNELL conti nued:

The conpanies have the ability to mnimze interest
charges on royalty underpaynents. The Division of Q|
and Gas posts sales information by conpany and by unit
on the [Internet]. For exanple, if a conpany is
genui nely concerned about 11 percent interest charges
on its wunderpaynents, the conpany could go on the
[Internet] in March 2005, find out that the other
| essees in its unit sold their oil in January for a
hi gher dollar value per barrel, recalculate its
paynment to the state, and refile, thus avoiding nost
interest charges two or three years down the road.

M. Parnell commented that he asked division personnel if any
conpani es actually check the Internet site for the sale val ues
in order to refile, and he learned that one conpany in Cook
Inlet has refiled its reports based on other |essees' data, thus
mtigating its interest exposure.

5:22:53 PM
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MR. PARNELL remarked:

In sinple terms, the conpanies have information
available to them to mnimze their i nt erest
obl i gations, but choose to take the sinple accounting
route of reporting only their own sales values wth
little foll ow up. C A conpany's practice of
reporting its own sales value wthout appropriate
followup to see whether the conpany is neeting its
hi gher royalty paynent obligations under the |ease
effectively shifts the burden to the state to catch
under paynents.

5:23: 28 PM
MR. PARNELL conti nued:

[House Bill] 234 increases the |ikelihood conpanies
wi |l underpay royalty obligations. At 11 percent, the
statutory royalty interest rate is l|less then the
return on capital enployed that nost of these
conpani es receive. Albeit indirectly, conpanies that
underpay royalties could be said to be borrow ng
public funds for a nunber of years and investing those
funds el sewhere. They are doing so at returns greater
than 11 percent and, at least for the first three
years, approximtely, under HB 234, they would do so
interest-free. ... In an HB 234 world, what incentive
exists for conmpanies to do what's right wunder the
| ease? \Why under those circunstances would a conpany
accountant ever proactively set about neeting his or
her conpany's royalty obligations by followng up on
sales values listed at the division's web site.

5:24:59 PM
MR. PARNELL conti nued:

Next, HB 234 will result in lost revenue to the state.
Lost interest revenue to the state from this bill is
estimated in relatively normal years to be in the
range of [$1 mllion to $5 mllion]. W did have a
spike in interest revenue in FYO1 that took our
interest recovery figures in the last three to four

years north of $10 mllion. However, | did want to
correct an inpression that | mstakenly left the | ast
time | talked with you and sonme nenbers of the
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commttee: | said that we were tal king about tens of
mllions of dollars, and ultimately we are over tine.
But on a year-to-year basis, we're talking about
smaller dollars; we're talking about [$1 million to $5

mllion]. So while the amounts may seem snall set
against the state budget in the mllions, | know that
you' d agree that mllions of dollars of public funds
are still worthy of our attention.

5:25:51 PM

MR PARNELL comrent ed:

The current interest rate nethodology is reasonable.
The current interest rate of 11 percent conpounded
quarterly and the underlying nethodology of AS
38.05.135 as reasonable when viewed from a nunber of
per spectives. First, turning to the tine-value of
noney and the state's |lost use of it over tine: t he
Per manent Fund, where part of these paynents go, gets
shortchanged because it msses out on the tine-value

of these paynents. It has a published Ilong-term
investnment return in excess of 10 percent. The
current royalty interest rate of 11 percent is not out
of line by that nmeasur e. Addi tional ly, what

percentage rate accurately reflects the value of | ost
use of that noney on an ongoing basis to the public?
Those interest rates beconme nore precious to state
residents in tines of general fund shortfalls. One
could easily conclude the existing law strikes a
bal ance between the value of lost use across good

times and bad. Third, the Federal Reserve rate ... is
only about 2 percent different than it was in 1991
when the existing nethodol ogy passed. Today audits
are being conpleted much nore tinely than in those
early years. So why should we revisit the statute
now?

MR. PARNELL conti nued:

Next, these conmpanies enjoy returns on their capitals
substantially in excess of the 11 percent we charge
for underpaying royalties. There's nothing punitive
nor coercive to a conpany that has to pay a state
interest of 11 percent on underpaid royalties when the
conpanies' return on capital enployed exceeds the
i nterest paid. Fifth, interest paid by the conpanies
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is deductible in the conpanies’ state and federal
income tax returns. Thus the conpanies pay an
effective rate of interest and the state receives an
effective rate of interest less than the 11 percent
floor we have discussed when tax deductibility is
consi der ed.

5:28: 10 PM
MR PARNELL st at ed:

Finally, the statutory legal rate of interest is 10.5
percent wunder the trade practices section of the
Al aska Statutes. It's hard to nmake the case that 11
percent is out of line for royalty underpaynents when
a legal rate of interest by statute is 10.5 percent.
A conpany mght argue that its cost of noney today is
| ower than when this legislation went into effect, and
therefore you should pass the bill. \Wat the conpany
is saying is that it can borrow noney to finance debt
el sewhere at a lower rate, so the state should | ower
its interest rate. However the state is not the
conpany's bank for royalty collection purposes. The
state should not be perceived here as ... just another
| ender . The state is the lessor in a contractual
relationship with the conpanies. The conpanies are
transformng the state's royalty share of oil and gas
to noney; they're pulling it from the ground and doing
that and we appreciate that. ... The conpanies sinply
need to be nore proactive about accounting and paying
royal ti es under the |eases.

5:29: 00 PM
MR. PARNELL concl uded:

The existing statutory rate should remain intact.
What has changed requiring interest-free loans to the
conpani es? \Wat new jobs will be created? Wat new
wells will be drilled? Wat new opportunities wll be
available for Alaska citizens as a result of this
| egi sl ati on? In other words, what public policy is
furthered?

5:29:17 PM
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MR. PARNELL, in response to Representative Sanuels, answered
t hat currently interest is due from the date of the
under paynent . The sane is true for any overpaynents as well.
If HB 234 were to pass, he explained, a conpany would have 60
days after notification of underpaynent before any interest
woul d begin accruing, but in the case of an overpaynent, the
state would still owe interest fromthe date of overpaynent.

5:31:31 PM
MR. PARNELL comment ed:

| am a person who has been known around here for
supporting industry, supporting industry devel opnent

as you all are, because it is one of the strong
econonm c engines of the state. However there are
nonents in time when they sinply ask too nuch, and it
doesn't appear ... that that 1is in the state's

interest, to go down the path of HB 234.

5:32: 58 PM

MR. PARNELL, in response to Representative McQuire, replied that
the majority of the conpani es underpay. He expl ai ned:

They're reporting their sales and if they're in a unit
wWith other interest owners ... one conpany's going to
sell higher than the rest, and so the majority of them
are going to underpay if they don't take the tinme to
go back and try to mitigate their interest exposure by
| ooking at the web site and the ... sales values that
t he ot her conpani es have obt ai ned.

5:33: 56 PM

REPRESENTATI VE McGUI RE stated that she appreciates the sentinent
under which the bill's sponsor introduced it, but she also
thinks that M. Parnell made conpelling argunents about the fact
that it's the state's noney that could be going into capital
projects or school funding. She voiced concern that the bill
could offer further disincentive for the conpanies to nake
timely royalty paynents if the interest rate was | ower.

5:35:15 PM

CHAI R KOHRI NG conmented that the legislature needs to decide if
the current rates are punitive or not. He renmarked that he was
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under the inpression that the current admnistration was
actually considering this sane |legislation, and he asked why the
adm nistration wuld consider the concept, then have the
Division of Ol and Gas vehenently oppose the bill

MR. PARNELL explained that every admnistration will circulate
draft legislation and collect coments from the inpacted
agenci es. He noted that there is currently no legislation from

the admnistration on this topic because the agencies opposed
it.

5:36: 31 PM

CHAI R KOHRI NG expressed dissatisfaction with the direction the
adm nistration is going. He reiterated his belief that the 11
percent interest rates are punitive.

MR.  PARNELL acknow edged that he has heard the concern that
audits take too long, but he pointed out that in the tw years
that DNR has had responsibility for the audits, the tine taken
for audits has decreased. He encouraged conpanies to bring
concerns and conplaints to his office. He noted that he has
currently only heard such comrents from one conpany.

5:38: 55 PM
CHAI R KOHRI NG asked:

Do you suppose that maybe we ought to deenphasize the
interest rate side of this legislation, and nmaybe
enphasize the timng aspect? ... WMybe Ilower the
interest rate so it does reflect market conditions,

[and] speed up the whole [audit] process so that
the industry is not hanging out there for a long
period of tinme waiting to get their refund.

MR. PARNELL replied that this would be appropriate. He
reiterated that an audit on average takes three years. He
pointed out that one way to speed up the process would be to
have nore auditors, which would require nore noney in the
budget . He noted that for efficiency purposes, DNR audits two
to three years at a tine. He commented, "I don't necessarily
think we should be auditing every year, every unit."

5:40: 41 PM

HOUSE O&G COW TTEE -14- April 7, 2005



REPRESENTATI VE MGU RE asked how the oil and gas industry
doesn't know it's underpaying when it is one of the nost
sophi sticated industries in the world. In addition she asked
what other information tools are at the industry's disposal
besides the DNR web site. Lastly, she asked if there is any |aw
that prohibits a conpany from taking corrective neasures at any
point prior to the audit to renmedy an underpaynent.

MR. PARNELL deferred to the audit section chief of the division.
5:41: 44 PM

MARTIN SCHULTZ, Audit Section, Dwvision of GOl and Gas,
Department of Natural Resources (DNR) replied:

Under our |eases there are various forns of so-called
hi gher of provisions, and what that means is that the
state is entitled to a royalty value that is the
hi gher of either the proceeds that the conpany gets

for selling its oil, for exanple, or what others in
the same field are selling their oil for. And the
mechani sm that a conpany can take to figure out what
the other |essees are getting for their oil is to go

to our web site. And we publish each nonth for both
the North Slope and Cook Inlet what conpanies are
reporting in terns of volunes and what they're
reporting in ternms of royalty values. So conpani es
can do that; they do have access to that information

... At least one conmpany in Cook Inlet, an oi

producer, routinely does check to see what others are
selling oil for in its unit, and then refiles at that
hi gher royalty value, if it is a higher nunber. So in

ot her words, conpanies don't have to wait until they
get an audit to figure out what these higher of val ues
can be.

5:43:13 PM

REPRESENTATI VE McGUI RE asked what percentage of conpanies are
audi t ed.

MR. SCHULTZ responded:
Most of the production on the North Slope, which is of
course the vast mjority of production, is under so-

called royalty settlenent agreenents [RSAs] that cane
about ... as a result of the ANS [Al aska North Sl ope]
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royalty litigation. ... Basically the royalty values
and the deductions to arrive at the royalty values are
specified in great detail in these [RSAs]. And what
we do in the audit section is basically review the
conpany's financial information to verify conpliance
with those [RSAs], and also for the purpose of
negoti ati ng amendnents where it's appropriate relating
to the royalty values on a going forward basis. So
that's the mgjority of the production. Wth regard to
production that is not under settlenent, our goal is
to audit virtually all of the production that is not
under settl enment

5:44:55 PM

CHAI R KOHRI NG asked what rate the state pays when dealing wth
royalty settlenment agreenents.

MR. PARNELL replied that wunder alnost all the settlenent
agreenents the interest owed is Bank of America prine rate,
conpounded daily. He said:

| think there's a huge distinction there, when you' ve
got those settlenent agreenents [that] were entered
into followng a decade or nore of dispute over

val uation issues. So that interest rate in those
settlement agreenents 1is a conpromse anount; it
represents conprom se of those clains. W' re talking
today about, in nost cases, ... undisputed interest

charges. W're not settling any clainms. This is the
rate that is being charged. And additionally those

[ RSAs] which the earliest ones, BPs, ARCGs, and
Exxons, were entered in 90-91, right around the sane

time as the statute, the nobst recent interest
anendnents to one of those royalty settlenent
agreenents specifies the statutory rate ... the
current rate of 11 percent. So the nobst current

interest rate <change to one of those settlenent
agreenents reflects existing statute.

5:46:41 PM

REPRESENTATI VE SAMUELS asked how Iong the DNR web site has been
up.

JI' M STOUFFER, Accountant 1V, Division of Ol and Gas, Departnent
of Natural Resources (DNR), replied that the web site was
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started in about 1998 or 1999, and has been up and runni ng since
that tine.

REPRESENTATI VE SAMUELS asked if anyone had tested the web site
for data accuracy.

MR. PARNELL rem nded the commttee that the division posts the
sales values from the conpanies when they're due; however the
conpanies can refile and change those anounts, and therefore
"l ooking at the web is a way to mnimze or mnmtigate their
i nterest exposure.” He noted that the data won't be conpletely
correct if there has been a refiling. He continued:

They' Il have the ability to see that Conpany X :
reportedly sold their oil for 40 cents nore a barrel
than I did in this particular nonth. But if Conpany X
changes/recal cul ates/refiles six nonths later, then
that's not going to get picked up in that web check.
They are sinply going to be able to mnimze their
exposure in nost cases.

5:48:51 PM

REPRESENTATI VE SAMUJELS said that he would assune that soneone
wWithin the industry watches these nunbers as well. He asked
what percentage of the audits indicate an underpaynent.

MR, SCHULTZ replied, "The nmmjority of audits do indicate an
under paynent, but not all audits.”

5:49: 37 PM
MARK BOND, Legal Counsel, UNOCAL Al aska, stated:

UNOCAL has been an oil and gas producer in the State
of Al aska for over 40 years, and during that tine our
conpany  has never been accused of f raudul ent
under paynent of royalties. There seens to be an
indication that the conpanies would deliberately
underpay royalties to take sonme sort of untoward

benefit, and | guess it's fair to say that I, on
behalf of the conpany, resent that insinuation. We
attenpt to pay our royalties on tinme and to the value
that as best we can determne them Qur probl em
arises fromthe oil and gas |ease, which provides that
royalties are based on ... no less than the highest of
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several alternatives, one of which is the prevailing
price received by other producers in the field that
the well for oil or gas of |ike grade of gravity. And
because of the wusual confidentiality in oil and gas
sal es agreenents, and antitrust concerns ... it is not
possi ble for producers to know what the highest price
paid in the field or area is.

MR. BOND conti nued:

[ The Departnment of Natural Resources (DNR)] has put
the web site up and | guess we could digress into how
frequently and how often each of the areas has been
posted on the website, but at best, by the adm ssion
of the DNR folks, it is wunreliable in ternms of an
i ndicator of the prices received. Furthernore, there
are substantial antitrust concerns that all of us
producers have in posting the prices for the other
producers in the field. We're very concerned that
federal law ... would prohibit wus from actually
| ooking at and using the data, which can be used not
only for the paynent of royalties, but obviously for
correction - | could go beat wup your marketing
departnment, | guess, and say, "Wll, these guys are
getting X; why are we only getting Y?"

One of those who's very concerned about that is Tom
Wllians, who is fornerly of the state and well-
respected, and who probably understands royalties and
taxes in the State of Alaska better than anyone,
certainly better than |1, and now works for [BP
Expl oration (Al aska) Inc.]. And Tom has expressed
that concern repeatedly and lately in conversations
that we've had.

5:52:41 PM
MR. BOND conti nued:

It requires us to assune also that the state is
correct in its interpretation of the particular oil or
gas sales contract. And furthernore, the deputy
director indicates that a conpany could correct by
refiling, which would require basically double-filing,
so substantial additional work for the accounting
departnent of the conmpany invol ved.

HOUSE O&G COW TTEE - 18- April 7, 2005



We generally find out what the higher of value is on a
reliable basis at the tine of the audit. The deputy
director indicated that the audits were as nuch as six
years passed. Now typically we agree that they're
about three years later, and they tend to aggregate
two or three years, which requires them to wait for
two or three or four years, and generally the years
that are aggregated are years three, four, five, or
four, five, six down the road. So there is a
substantial lag in the audits.

MR. BOND conti nued:

And at that time, then, the producer is faced with an
anount due based on the higher of; once they've had a
chance typically then to look at the other producers’
sal es contracts under a confidentiality agreenment that
then requires its use only for royalty paynents, not

for any marketing purposes. Plus interest at 11
percent conpounded quarterly. We've talked about
various rates of interest; ... the conpound quarterly

is significant in the equation.
5:54: 02 PM
MR. BOND conti nued:

The process ends up broken in two respects. Because
of the language of the |ease and because of the high
rate of interest, there is actually an incentive for
audits to be conducted in an untinely manner. There's
certainly no concern on the part of the state that it
conduct audits in a tinmely nmanner because ... if any
of us could get 11.5 percent conpounded quarterly in
any investnent, we would be very rich people.

VWhich brings ne to the second point.... The interest
rate is far beyond the conpensation for the tinme-val ue
of  noney. Now it's apparent to me from the

departnent's testinony that it considers the interest
rate on delinquent royalties to be a separate profit
center rather than inposing interest at a market rate
to conpensate for the tine-value of the noney |ost.

| share the deputy director's concern about the

duality of the paynents. | have this comrent though
it's so rare for a producer to have nmde an
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over paynent t hat t he duality basical ly IS a
nonar gunent . However, it can easily be corrected by
anendi ng subsection (e) of the statute to make it a
dual system and UNOCAL woul d not be opposed to that
ki nd of an anendnent.

The bottom line here is that the producers face a
punitive rate of interest for underpaynents that they
made in good faith due to unknowabl e vari ables, and we
have to wait for DNR to undertake its audits, and at
that point, then we get reliable information on the
various sales contracts that they're applying to us.
And then we find out the value upon which we were
supposed to pay.

5:55:41 PM
MR. BOND conti nued:

O her conparisons can be nmade. In a neno that
prepared, | conpared it to the rate of interest
established for judgnments between two litigants where
the state has to inpose an interest rate for
prej udgnent and postjudgnent interests in AS 09.30.070
- that's substantially less than [what] we're | ooking
at here. The mnerals managenent service [MMS] rate
for royalties that are due from federal oil and gas
| eases is significantly |lower than the state collects.
It's established under statute by 30 USC 17.21, which
basically makes reference to the internal revenue code
for Section 6621, which establishes a rate of interest
at the federal short-term rate, which is for al
intents and purposes equivalent to the discount rate
plus 3 percent; that's the rate that the MVS does on
its royalty | eases.

W'd like to be in a position where we could pay our
royalties on tine and in the correct anount. G ven
the language of the lease and the unknowabl es
associated with that |anguage, it is virtually assured
that in the absence of a royalty settlenent agreenent,
a conmpany wll not be able to correctly pay its
royalties on a tinely basis. That puts us in the
unenvi able position of allowing the state then to
decide when and where to audit, to aggregate two or
three years, generally four or five years down the
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road, and then inpose the 11.5 percent rate of
i nterest.

5.57.:07 PM
DON PAGE, Manager of Accounting and Finance, UNOCAL Al aska,
st at ed:

The one thing | mnust stress in here is that the 11
percent is conpounded quarterly, and what we have
found in previous audits is [that] you can have an
audit, either in the Departnment of Revenue or the
Departnent of Natural Resources, for either severance
taxes or royalties where, by the tine we're receiving
the audit and attenpting to negotiate the final
settlenment of the audit, is the interest is nore than

the principal. And once again, | believe anybody who
has a retirenent account, a stock account out there or
what ever, any type of investnent out there, wll |ove

to have that type of rate of return, where your dollar
is basically doubling in five, six, or seven years
down the road.

The royalty payer should not have to pay for another
agency to play catch-up. ... UNOCAL has operated for
over 40 years up in Alaska, and at no point have ne
ever fraudulently tried to underpay either the
severance tax, inconme tax, or royalty, all through
t hose years. ...

5:58: 36 PM
MR PAGE conti nued:

One of the issues that was brought up by the chairman
was the issue over having the audits being done in

multiple years at one tinme. ... The Departnent of
Revenue, when they do a severance tax audit, ... they
audit one year at a tine, and we're usually one in
| ag. So we don't have the interest rate issue wth

t he Departnent of Revenue...

Because they're auditing the nultiple years at one
time and the conpounded 11 percent, we shouldn't have
to pay for that. ... The other thing that should be
stressed is this is primarily a Cook Inlet issue, and
as you know, nost of these Cook Inlet assets are at
the end of their life; they're very mature. ... It's a
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closed-in market; we're all selling our crude oil to
one person, and it's Tesoro, and we should not know
the prices of any of the other producers out there.
But not only that, because these assets are
economcally challenged as it is, to have an
accounting departnent have to go out and file
royalties one nonth and then, on the top of that, have
to go check the following nonth and refile royalties
again and again and again; to try to chase those
nunbers, the only thing we're going to do is add on
addi ti onal adm nistration burden on top of the
producers.

6: 00: 53 PM

REPRESENTATI VE SAMUJELS comented that he would expect the
conpani es to keep an eye on each other's prices.

MR. PACE replied, "W take very seriously our obligations under
federal antitrust |aw, and we assiduously avoid any know edge of
any other producers' prices for that reason. ... W do not know
and we do not want to know, frankly, what other conpanies are
getting in price.

MR. BOND noted that they do not have access to the conpetitions'
contracts, and do not want to have such access.

6: 02:15 PM

CHAI R KOHRI NG commented that he still thinks that 11 percent is
a punitive rate of interest. He noted:

| also have concerns about the state's relationship
with the industry, too. | know some of the testinony
here has suggested that frustration by folks in the
industry who feel like the state is inplying that
maybe you guys aren't being honest, and so that
concerns ne. ... |I'd have to go back to M. Parnell's
testinmony as being very honest, and | don't think

his intent was at all to communicate that to you. I
just worry that perhaps [that], given the testinony
we've heard, the road that we're going down, we're
developing a further negative relationship with the
industry in this state.

6: 03: 54 PM
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MARI LYN  CROCKETT, Deputy Director, Alaska QG and Gas
Associ ation (AOCGA), explained that AOCGA is a private, nonprofit
trade association with 18 nenber conpanies that represent the
majority of oil and gas exploration, developnent, production,
transportation, refining, and narketing activities in Al aska.
She st at ed:

We support purpose and intent of this |egislation, and
particularly the change to the statutory rate of
interest under AS 38.05.135(d) that are proposed in
[ paragraph 2] of the bill. Currently the statutory
rate is five percentage points above the Federal
Reserve discount rate, or 11 percent APR as we've
heard today, whichever is higher. And it is
conpounded quarterly. This legislation, of course,
woul d set the rate at two percentage points above the
federal reserve discount rate, and it would elimnate
that 11 percent floor, would use sinple interest, and

would elimnate the quarterly conpounding. These
changes would make the law nmuch nore reasonable and
fair. Frankly, when prinme rates ... are running well

bel ow 6 percent, as they are today and have been for
several years, a statutory rate of 11 percent goes far
beyond the |ine between proper conpensatory interest
and i nt erest t hat constitutes puni shirent for
under payi ng. And as we heard Deputy Director Parnel

indicate today that the interest is intended to be
| oss-use of noney and not a penalty for underpaynent.

6: 05: 50 PM
M5. CROCKETT conti nued:

[Alaska O and Gas Association (AOGA)] believes that
abusi ve underpaynents, ... if they are a problem and
we wonder if they are, there are better ways of
dealing with this than having punitive interest rates.
But from our experience, the great mpjority of royalty

under paynents are not abusive. Under paragraph 16,
the producer owes royalty on the highest of [either]
the price that it gets fromits oil - the posted price

for oil fromthe sanme field, or the highest price that
any other producer can get from oil from that field
And for conpetitive and antitrust reasons, individua
conpani es cannot find out and should not find out,
frankly, what other producers are paying for their
oil. They only find out about those other prices if
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DNR makes a claim as a result of an audit that there
is a higher price that's being paid. In this
situation, it would be inappropriate to apply punitive
rate of interest for that sort of underpaynent.

In sunmmary, HB 234 woul d change the statutory interest
back into a conpensatory nechani sminstead of being an
i nstrunment of punishnent, and we welcone this change
i n phil osophy about the purpose of statutory interest.

6: 06: 53 PM

REPRESENTATI VE GARDNER asked, "The whol e concept of whether it's
proper and appropriate or even |legal for conpanies to know the
prices that other conpanies are getting: how long has this
[statute] been in effect, and has it not been an issue all
al ong?"

M5. CROCKETT remarked that she wasn't sure she was qualified to
answer that question.

6: 07: 39 PM
CHAI R KOHRI NG asked M. Parnell if he knew when the statute that
allows for the current 11 percent interest rate was put in

pl ace.

MR. PARNELL replied, "In 1991."

6:07:53 PM

REPRESENTATI VE GARDNER asked, "If it's been in place for 13
years, and the issue of whether it's appropriate for conpanies
to know other conpanies' prices - has that not been a problem

during the 13 years?"

MS. CROCKETT responded, "Perhaps one of the other testifiers can
tell you that.” She added, "I know that the interest rate has
been in place for 11 years but I'm not sure how | ong the process
that you're speaking to has actually been on the books.™

6: 08: 22 PM
REPRESENTATI VE SAMUELS, "Could the conpanies set up a Chinese

wall where the auditor, the person who's nmaking the audit
paynent, could |ook at the web site, nmake the paynent correctly
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with a bit of isolation? ... It seens that the information's on
there [and] it shouldn't be [difficult].”

MS. CROCKETT responded:

| think you ve heard concern from the previous
testifier about t he fact, frankly, t hat t he
information's on the web site in the first place. The
oil and gas industry in particular and AOCGA' s nenbers
are extrenely sensitive ... about any potential that
they could be accused of any antitrust ... issues.
One only has to think about the scrutiny that the
i ndustry cones over for gasoline prices, for exanple,
to sort of lay the framework and the groundwork on ...
what lengths [a conpany] will go to to avoid know ng
information that the antitrust laws really say that
they can't know. O putting thenselves in a position
of being accused of knowng information that they
real ly should not have access to.

6: 09: 40 PM

M CHAEL HURLEY, Di rect or of State Gover nnent Rel ati ons,
ConocoPhil l'i ps Al aska, Inc., stated:

[ ConocoPhillips Alaska, Inc.] supports the change in
the statutory interest rate for over and underpaynents
of royalties to sonething nmuch nore reflective of the
actual tine-value of noney. The current statute with
its arbitrary high fixed rate acts nore like a penalty
than a reinbursenent for the opportunity costs of

funds. Let me first poi nt out t hat from
ConocoPhi |l i ps' perspective, this hasn't historically
been a big issue for us.... The royalty settlenents

cover nost of the North Slope |eases, so the interest
rates applicable to nobst of our production are
governed by those RSAs, and they are running at prinme
based on the Bank of Anerica out of San Francisco. So
it hasn't been a big deal for us.

However, as a matter of public policy, we believe that
interests should reflect the costs of funds and not be
sonme kind of weapon to be used to try and force people
to pay nore than they think they owed just out of
fear. Additionally, the current system often mnakes
resolution of substantive issues difficult because of
the magnitude of the dollars that end up being at
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stake just because of the interest. As you heard sone
of the other testifiers say, interest adds up very
rapidly at 11 percent conpounded quarterly. If you
just do the arithnmetic, interest can anmount to 50
percent of the value of an underlying issue in just
four years. So even as good as the departnent's
getting at cutting down their audit tines, you can
quickly end up with 50 percent of the value of an
i ssue being interest. If you carry that out to six
years, you end up doubling the cost of whatever it is
that's at issue, [because of the quarterly conpoundi ng
and the high rate].

6:12: 10 PM
MR. HURLEY conti nued:

We believe that rather than acting as an incentive for
producers to pay their royalties in a tinmely fashion

it's actually becone a disincentive for the state to
work out these substantive issues. Recapturing the
time-value of noney is an appropriate thing for the
state to do, and that's fine. But having a rate that
appears to be a nore onerous penalty seens out of step
with a culture of encouraging resource devel opnent.

One thing we would want to suggest to the conmmittee:
if you consider this to be an appropriate policy, if
you want to change the interest rate, we would suggest
that you consider changing it on the tax side as well.
Right now the royalty interest and the tax interest
are set the sane: they're both using the 11 percent

conpounded quarterly. However you decide as a policy
matter to change those or not, you should keep them
consi stent. And if you agree that making a change

makes sense, you can | ook for those in AS 43.05. 225.
6:13: 32 PM
CHAI R KOHRI NG asked, "Since ConocoPhillips does business pretty
much throughout the world, other states, and so forth, how does
Al aska's system here conpare ... with other states?"

MR. HURLEY replied:

A lot of the different states do different things - |
haven't gone and researched them extensively. | do
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know that a couple of them are higher. | know a

couple of them are |ower. You heard the MVB exanpl e
that was given by the UNOCAL fol ks who testified. I
know that the |IRSs actual rate of interest is

sonmewher e around prine.
6:15: 46 PM
REPRESENTATI VE SAMJELS asked, "If there is an overpaynent by the
i ndustry, does the conpounding take effect? The 11 percent
conpoundi ng quarterly?"
MR. PARNELL stated that he believes this is the case.
6:16: 33 PM

MYRL THOWPSON said that he is from the WMatanuska-Susitna area
and he st at ed:

This is alnost shameful legislation, if you'll pardon
ne. And let ne explain it to you this way: as a
citizen, if | underpay ny taxes, the governnent can go

seven years and nmake nme pay a fairly high interest
rate and penalties on top of that. And that's just ne

as an individual, and I'm not rolling in billions of
dollars of profit nyself. And |I'm not against
devel opnent, and |I'm not against even incentives for
the oil industry, and ... we've given them plenty of
t hose. ...

[Under this bill the interest is] the same for the
state as it is for the industry. If the industry
wants to escape having to pay this interest, ... |ow
or high, all they have to do is hit their nunbers
right, not wundercut it. And the testinony has shown
that it's not over, it's wunder, and it's under the
majority of the tine. And personally, maybe there
should be a penalty on it; | know I pay a penalty if

ny taxes aren't paid and |'m audited.

So ... let's just be fair to the state. The industry
is not hurting; they're making billions and billions
and billions of dollars of profit, in fact, billions
nore than the state's getting on the very sane oil

which is our oi | . And you folks are our
representatives. | nmean, we have to rely on you to do
the right thing for us, and all I'masking is that you
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be fair to wus. And shorting the state because of
their inability to hit their nunbers is not fair to
us. And it's a sinple matter of just [dropping] this

bill and let them do the right thing and hit their
nunbers. They're not losing noney; they' re making
billions, it's as sinple as that.

6:19: 07 PM

CHAIR KOHRING after ascertaining that there were no nore
W t nesses, closed public testinony. He stated that the bill

woul d be hel d over.
ADJ OQURNMENT

There being no further business before the commttee, the House
Special Committee on QI and Gas neeting was adjourned at
6: 20: 14 PM
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