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HOUSE BI LL NO. 128

"An Act relating to allowable |ease expenditures for the purpose
of determning the production tax value of oil and gas for the
pur poses of the oil and gas production tax; and providing for an
effective date.”

- HEARD AND HELD

HOUSE BI LL NO. 89

"An Act providing for the use of petroleum production and ot her
facilities by additional entities; amending the powers of the
Alaska Q| and Gas Conservation Comr ssion; relating to oil and
gas properties production taxes and credits; providing for
production tax adjustnments to increase the amount of tax at high
oil prices, reduce the anmount of tax at low oil prices, and
reduce the anmount of tax on the production of heavy oil;
relating to the determ nation of the gross value of oil and gas
at the point of production; and providing for an effective
date."

- HEARD AND HELD
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PREVI QUS COW TTEE ACTI ON

BILL: HB 128

SHORT TITLE: O L & GAS PRODUCTI ON TAX: EXPENDI TURES

SPONSOR(s): REPRESENTATI VE(s) OLSON

02/ 12/ 07 (H READ THE FIRST TIME - REFERRALS
02/ 12/ 07 (H) &G RES, FIN
02/ 22/ 07 (H) O8G AT 3:00 PM CAPI TOL 124

BILL: HB 89
SHORT TITLE: O L & GAS PRODUCTI ON TAX

SPONSOR(s) : REPRESENTATI VE(s) GARA, CRAWORD, GUTTENBERG

01/ 16/ 07 (H PREFI LE RELEASED 1/ 12/ 07

01/ 16/ 07 (H READ THE FIRST TIME - REFERRALS
01/ 16/ 07 (H) &G, RES, FIN

02/ 22/ 07 (H O8G AT 3: 00 PM CAPI TOL 124

W TNESS REG STER

KONRAD JACKSOQN, St aff

to Representative Kurt O son

Al aska State Legislature

Juneau, Al aska

POSI TI ON STATEMENT: | nt roduced CSHB 128,
of the prinme sponsor Representative d son.

DON BULLOCK, Attorney

Legi sl ati ve Legal and Research Services
Legi slative Affairs Agency (LAA)

Juneau, Al aska

PCSI TI ON STATEMENT:  Answered questions on

JON | VERSEN, Director

Tax Divi sion

Depart nent of Revenue (DOR)

Anchor age, Al aska

POSI TI ON STATEMENT:  Answer ed questions on

GARY ROGERS, Production Audit Mnager

Tax Divi sion

Depart nent of Revenue (DOR)

Anchor age, Al aska

POSI TI ON STATEMENT:  During hearing of HB
on petroleumtax issues.
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JUDY BRADY, Executive Director

Al aska O | and Gas Associ ati on (ACGA)

Anchor age, Al aska

PCOSI TI ON STATEMENT: Testified in opposition to HB 128.

REPRESENTATI VE LES GARA

Al aska State Legislature

Juneau, Al aska

POSI TI ON STATEMENT:  Speaki ng as the sponsor, introduced HB 89.

TOM W LLI AM5, Tax Attorney

BP Expl oration (Al aska) Inc. (BP)

Anchor age, Al aska

PCSI TI ON STATEMENT: Expressed concern with HB 128.

ACTI ON NARRATI VE
CHAIR VIC KOHRI NG cal l ed the House Special Conmmittee on Ol and

Gas neeting to order at 3:03:22 PM Representati ves Kohri ng,
Doogan, Kawasaki, O son, and Samuels were present at the call to

order. Representative Ranras arrived as the neeting was in
pr ogr ess. Representative Dahlstroms absence was excused.
Senat or Wagoner and Representative Roses were also in

at t endance.

HB 128-O L & GAS PRODUCTI ON TAX: EXPENDI TURES

CHAI R KOHRI NG announced that the first order of business would
be HOUSE BILL NO 128, "An Act relating to allowable |ease
expenditures for the purpose of determning the production tax
value of oil and gas for the purposes of the oil and gas
production tax; and providing for an effective date."

3:03:49 PM

REPRESENTATI VE OLSON noved to adopt CSHB 128, 25-LS0561\M
Bul l ock, 2/22/07, as the working docunent. There being no
obj ection, Version Mwas before the conmttee.

3:07:07 PM

KONRAD JACKSON, Staff to Representative Kurt O son, Alaska State
Legi sl ature, sponsor of HB 128, reviewed the changes enbodied in
the proposed conmttee substitute. Version M changes the
| anguage on page 3, line 21, such that the comm ssioner of the
Department of Natural Resources (DNR) and all of the board
menbers of the Alaska Ol and Gas Conservation Conm ssion
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(AOGCC) are part of the consulting group. On page 3, line 22,
the Jlanguage relying on was replaced wth taking into
consideration in order to nmke the |anguage nore general and
ease the adoption of the regulations. M. Jackson noted that on
page 3, line 24, the |anguage subparagraph (A), beginning on
line 24, inproperly mmintained property or equipnent was and
replaced with property or equipnent that was not nmintained or
was inproperly maintained, for the purpose of clarifying
subsection (a) to ensure "not nmaintained' or "not maintained at
all" is also established as criteria. In addition, on page 3,
line 27 the language a lack of was added to clarify subsection
(b) such that inproper or no maintenance is included. The final
change was on page 3, line 29, where subparagraph (C was
replaced with the following |anguage: increnental operating
expenses incurred as a result of operating facilities or
equi pnent at dimnished capacity when that dimnished capacity
is caused by the lack of or inproper maintenance of property or

equi prnent . These changes were inplenented after discussions
bet ween the sponsor of the Senate version of this bill, Senator

Wagoner, and Representative O son. Also consulted were the DNR
t he Departnent of Revenue (DOR), and the AOGCC. The effects of
the changes, M. Jackson explained, are to tighten sone
| oopholes in the petroleum profits tax (PPT). In the sponsor's
opinion, as the PPT is currently witten, the people of the
State of Alaska would ultimately be responsible for the cost of

repairs due to "inproper or no naintenance." M. Jackson
enphasi zed that it is not the intention of the sponsors of HB
128 or the conpanion bill SB 80, to open discussion of changes

to the tax structure of the PPT.
3:10: 49 PM

REPRESENTATI VE COLSON commented that the issues addressed in HB
128 were not settled before enactnent of the PPT | ast year.

3:11: 26 PM

CHAI R KOHRI NG asked if there has been a legal opinion witten on
whet her the retroactivity or negligence issues addressed in the
bill are constitutional.

MR. JACKSON deferred to M. Bull ock

DON BULLOCK, Attorney, Legislative Legal and Research Services,

Affairs Agency, Legislative Affairs Agency, responded that there
are precedents of retroactivity of taxes; for exanple, the PPT
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is retroactive, and Version M is drafted to coincide with the
PPT.

3:13: 15 PM

CHAIR KOHRING further asked if the commttee should not nove
Version Muntil inquiries into the pipeline shutdown [on August
8, 2006 by BP Exploration (Alaska) Inc.] by the Departnent of
Envi r onnment al Conservation (DEC and other agencies, are
conpl eted and the issue of negligence has been established.

MR. BULLOCK noted that the timng issues need to be taken under
consi derati on. He pointed out that the first filing of the PPT
for taxpayers is April 1, 2007, which begins the period of tine
for audits and the filing of anmended tax returns. As directed
in Version M the comm ssioners of DOR DEC, DNR, and the board
menbers of AOGCC are the know edgeable parties who wll apply
the standard of expected practices of the industry and make a
determ nation of what is the expected behavior for naintenance.

3:15: 47 PM

MR. JACKSON, in response to a question, informed the comittee
that the sponsor of HB 128 1is not concerned wth the
determination of gross negligence, fraud, or m sconduct.
Instead, this bill is one nore tool to enable the State of
Al aska auditors to audit taxpayers' returns. M. Jackson, in
response to a question from Chair Kohring, said that he believes
a federal investigation into [BP s] negligence is in progress.

3:17: 20 PM

CHAIR KOHRING again asked +the about the possibility of
proceeding with HB 128 after the results of the federal
investigations into the [pipeline shutdown] are known.

MR. JACKSON responded that the |egislative process, promrulgation
of regulations, conpletion of tax audits, and filing of anended
returns will take time and by then the existing deadlines my
not allow for nore del ay.

3:18:36 PM

REPRESENTATI VE SAMUELS related his assunption that the state
will perform an inquiry into whether BP reached the gross
negligence or willful msconduct standard and will file suit for

the state's | ost noney. He recalled that then attorney general
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David Marquez indicated that the state would nove forward with
an investigation. Representative Samuels inquired as to the
status of the state investigation.

MR. BULLOCK infornmed the commttee that the same issues can be
dealt with by various forns; therefore, it is not unusual for
DOR to be looking at the sane issues as DEC. (Qher departnents
of the state and federal agencies are not contingent "one on the
other" he said. Wth regard to tax, it is inportant for the
state to determne what the legislature can appropriate.
Therefore, tinme is of the essence, he opined.

3:20: 06 PM

REPRESENTATI VE CLSON highlighted that CSHB 128 is not new as it
was proposed in August, 2006.

REPRESENTATI VE RAMRAS rel ated the definitions of "inproper" and
"maintain" from Black's Law Dictionary. He went on to say that
as a co-sponsor of HB 128, he is pleased wwth the |anguage in
the bill and believes the court system wll determne the
appropriateness of the term"negligence" in future proceedi ngs.

REPRESENTATI VE DOOGAN recalled that the phrase "inproper
mai nt enance” in the original bill was of concern for DNR and
asked if that |anguage had been renoved or inproved in Version
M

3:23: 58 PM

MR. JACKSON assured the commttee that the intention of the
sponsor is to give to the conm ssioners of DOR DNR DEC, and
the board of directors of the AOGCC the authority to determ ne
the neaning of "inproper maintenance” and whether credit
deductions will be all owed.

MR. BULLOCK added that the additional |anguage in Version M
makes clear that to "do nothing" is also "inproper maintenance",
and expense deductions may not be all owed.

REPRESENTATI VE RAMRAS related the definition of "res ipsa
l oquitur” from Bl ack's Law Dictionary.

3:25:58 PM

REPRESENTATI VE SAMJELS recalled that during testinony |ast year
on the PPT, the Alaska Ol and Gas Association (AOCG) wanted
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defining |language added to the bill. The | egislature rejected
these additions to the PPT on the basis that future adjustnents,
if needed, were easier to correct by changes to the regul ations
rather than in statute. He asked:

Are [BP' s] expenses going to be allowed or are they
not going to be allowed? Wat do the regul ati ons say
and what is position of the Departnent of Revenue on

the piece of legislation? ... W specifically wanted
the regulators to have the control so that they could
be nore flexible.... If [the expenses] are going to
all owed or not going to be allowed, are there any nore
regul ations regarding the conmercial i nvol venent
bet ween BP and ExxonMbil|l [ Corporation] and between BP
and Conoco[Phillips Al aska, Inc.]? ... I f  Exxon

refuses to pay BP does that automatically kick them
out of our system where we would not be allowed unti
that lawsuit between those private entities s
resolved? |f Exxon and Conoco determne that there is
a problem what is going to happen commercially
between the parties and does that play into the
regul atory environnent for the state?

3:29:14 PM

JON |IVERSEN, Director, Tax Division, Departnent of Revenue,
informed the committee that the first round of regulations for
the PPT has been adopted by the conmm ssioner of DOR and is now
subject to review and change by the Departnment of Law (DOL) and
the |ieutenant governor. However, this round of regulations
does not expressly address the deductions that are at issue in
CSHB 128, Version M Al aska Statute 43.55.165 addresses
exclusions due to gross negligence and ordinary and necessary
expenses, and will be addressed in the next set of regulations.
Furthernore, he said, regulations are not witten to address any
specific instance or event [such as the pipeline shutdown].

3:31:10 PM

REPRESENTATI VE SAMUELS asked when the second set of regulations
will be witten and revi ened.

MR. | VERSEN stated that the conpletion of both rounds of

regulations will take eight nonths to one year. The first
round, which addresses the structure for filing, will be done by
March, and inplemented in April. Round two wll address the

| ease expenditure issue. The DOR has not nmade any concl usions
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about the deductibility of BP s [pipeline shutdown] cost. At
this tine, BP has not submitted <clains for expenditure

deduct i ons. In addition, M. lversen enphasized, clains are
confidential information unless under appeal to the State of
Al aska Superior Court. Referring to the commercial relationship
between the parties, M. lversen said that he could not comment
on possible litigation; however, DOR will consider whether costs

due to a non-operating working interest owner, or another party,
are allowed under that agreenent.

GARY ROGERS, Production Audit Manager, Tax Division, Departnent

of Revenue, in response to a question, explained to the
commttee that in the PPT legislation, DOR is allowed to draft
regul ation regarding joint interest operating agreenents. The
auditors will take under consideration the fact that one party
is refusing to pay until a legal dispute regarding allowable
expenses is settled. The DOR auditors may need sone |[egal

advice from the Departnent of Law, however, the fact that
parties are involved in a lawsuit is sonmething that an auditor
has the authority to exam ne.

MR. | VERSEN assured the conmmttee that DOR supports CSHB 128
Version M

3:36: 39 PM

REPRESENTATI VE KAWASAKI asked, "How much power does [DOR] tax
di vision have to currently allow or disallow the deductions |ike
the ones we are addressing here in today's bill?"

MR. | VERSEN answered, "At this point the regulations have not
been drafted ... it is based on the |language of the statute and
our regulations will be inplenenting and interpreting that."

3:37:27 PM

REPRESENTATI VE KAWASAKI then inquired a to whether taxpayers are
assessed penalties for disallowed deductions.

MR. ROCGERS explained that the auditors wll review deductions
clainmed, the unit operating agreenments, and the joint interest
billings to obtain as nuch source information as possible. He
remar ked:

Qur normal audit process is to propose adjustnents,

wite an assessnment report and if it appears to be
contentious we wll get the Departnent of Law for
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review prior to issuance. . W issue the
assessnments and they go up through the appeals
process. Tax law is sonething ... that is always open
to sonme interpretation, which is why we audit.

REPRESENTATI VE DOOGAN asked M. Bul |l ock about the possibility of
drafting a bill to directly address the problem of BP applying
for deductions to repair the corroded transm ssion |ines.

3:39:47 PM

MR. BULLOCK responded that the Constitution of the State of
Al aska contains a prohibition against |ocal and special acts.
He continued to say:

The section that this bill proposes to anend is in
Section 25 of the PPT bill. Transition | anguage that
was enacted at the sane time as the PPT says that
notwi thstanding any contrary provisions of t he
Adm ni strative Procedure Act regulations adopted by
the department to inplenent, interpret, make specific
or otherwise carry out the provisions of sections of
the act that include this deductibility of |ease
expenditures may apply retroactively to April 1, 2006.
If the DOR expressly designates in the regulations
that the regulation applies retroactively to that
date, sonme of these regulations nay be applied
retroactively i f t hey state t hat in their
[ regul ations].

3:41: 41 PM

MR. IVERSEN, in response to a question regarding the possible
redundancy of this bill, replied that he is unable to answer
because the DOR has not begun the second phase of drafting
regul ati ons. He went on to say that the second phase involves
the concepts that are currently in statute, which are: gr oss

negli gence, typical industry practices, ordinary and necessary
busi ness expenses, and expenses that would or would not be
allowed. In response to a question from Representative Sanuel s,
M. Iversen further explained that the existing statute does not
expressly give the authority for DOR to wite regulations that
specifically apply to the present situation with BP and its
corroded transm ssion |ines [pipeline shutdown]. He stated that
DOR supports CSHB 128, Version M because it will nore clearly
define the authority given to the DOR
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3:44: 40 PM

JUDY BRADY, Executive Director, Alaska Ol and Gas Associ ation
(AOGA), provided testinmony which she said represents all the
menbers of AOGA. She began by noting that the PPT was passed
with the first goal of increasing taxes due to the state during

periods of higher oil prices. This, she continued, has been
acconplished; in fact, BP's projected tax revenue has increased
from $180 million to over $500 nmillion in nine nonths. The
second goal of the PPT was to encourage new oil and gas
expl oration and production by offering credits fromthe state to
t axpayers, thereby sharing the risks and costs. The resulting

tax structure in Alaska is unique in the world. There were nany
guestions raised about the PPT: what standards of review wll
be used, what costs are included, how to decide if a cost was
appropriate, how the credit should be used, what the tax rate
should be, and when should the progressive factor apply. On
August 6, 2006, BP discovered a |leak and closed Flow Station 2

of the Trans-Alaska Pipeline System (TAPS). The authorities
were notified of the |leak and BP suspended production for the
entire field. The Alaska State Legislature House of
Representatives was infornmed of the problem prior to passage of
t he PPT; however, further details of the spill raised |awrakers'
concern that under the new | aw the State of Al aska would have to
pay for the costs of a spill. As a result, the legislation

regarding the identification of |ease expenditures and the
standards for review were closely scrutinized.

M5. BRADY continued her testinony by pointing out that final
standards are based on the words that have neaning in |aw

fraud, wllful msconduct, or gross negligence. Al so not
included in |lease expenditures are costs of containnent,
control, <cleanup, or renoval associated with any unpermtted

rel ease of oil or hazardous substance. On August 9, 2006, the
Senate Special Conmittee on Natural Gas Devel opnent reviewed an
amendnent simlar to Version M and addressed these simlar
difficulties: what does inproperly maintained nean, what does
di m ni shed capacity nean, is there an industry standard, does an
audi tor decide, how can comm ssioners w thout special expertise
nmake these determ nations, does there have to be an incident

like a spill, or does the state begin to regulate costs of
mai nt enance in any circunstance. Ms. Brady pointed out that
this, and a simlar amendment, did not pass |ast session. She

referred to another anendnent based on a witten opinion from
Dr. Pedro van Meurs that suggested that naintenance costs are a
reasonabl e deduction from PPT; however, a solution may be to
have a 30 cents per barrel of oil exclusion, which is to be paid
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by every produci ng taxpayer whether there is an incident or not.
The exclusion will nean that individual decisions would not have
to be nmade about inproper maintenance as the exclusion would be
the gross negligence standard. This anmendnment was adopted. Ms.
Brady pointed out that the legislature is not debating whether
or not to again anend the PPT to drop the 30 cent per barrel
excl usi on. What is being proposed, she continued, is a per-
activity decision about whether nmmintenance was proper in
addition to the flat surcharge. The PPT was passed and industry
would like to work with |awnakers to understand and i npl enent
the existing law. The AOGA is concerned about CSHB 128, Version
M for the following reasons: the state is already protected
from being inappropriately charged with |ease expenditures that
are the result of a spill; there are potentially significant
inplications for the entire state; it is an ex post facto |aw,
and it creates anbiguity of |anguage related to cost and

credits. She also noted that the bill is being witten based on
the assunption that the transition lines [at Prudhoe Bay] were
i nproperly nmaintained by BP. This assunption constitutes a

j udgnment of conduct by BP and Atlantic Richfield wi thout ruling
by the court or the results of federal and state regul ators.
The nenbers of AOGA believe that conpanies, |ike individuals,
are innocent until proven guilty. She then conmended BP on its
| ong and successful history in Al aska.

IVB. BRADY reiterated AOGA's concerns about HB 128. She
r emar ked:

AOGA' s concerns are as foll ows:
1. The state is already protected from being
i nappropriately charged with |ease expenditures as a

result of spill incidents under the current |aw. | t
specifically disallows costs arising from fraud,
willful msconduct, or gross negligence. This bill,
in contrast, would introduce a conpletely new

subjective term for judging whether mai nt enance
related costs would be | ease expenditures and this new

term would be "inproperness” of the nmintenance in
guesti on. The already existing statutory terns,
willful m sconduct , gr oss negl i gence, ordi nary
necessary costs, direct cost of exploring, devel oping,
producing, are already clearly defined.... To the
extent that the concept of inproper naintenance is
enconpassed by any or all of these other, already

existing, statutory ternms it is superfluous; to the
extent it may nmean sonething different than the term
that is already in statute the concept of inproper
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mai nt enance is anbiguous.... These inplications go

st at ewi de. Prudhoe Bay marks the 30th anniversary of
the start of production; Cook Inlet has fields [in
production] for 40 or 50 years. Corrosion is not a

probl em unique to the fields on the North Sl ope. But
is a challenge everywhere you have structures and

facilities made of iron and steel. ... There are
operations in the [Cook] Inlet area that will need to
be replaced or significantly repaired in order to
remain in operation. ... HB 128 does nothing to
protect them from clainms that they were inproperly
mai ntained ... the uncertainty could lead to fields of
facilities being permanently shut in instead of
remaining in production.... The third [concern] is
that ex post facto legislation is forbidden under the
federal and Alaska constitutions. Il wll quote

Black's Law Dictionary "[Ex post facto] is a |aw
passed after the occurrence of a fact or commi ssion of
an act which retrospectively changes the |egal

consequences or relations of such a fact or act." W
know that HB 128 has two sections that are retroactive
and, again, that is sonething the Departnent of Law
will have to take a | ook at.

House Bill 128 refers to the standard of practice that
is never used in ternms of how you decide how sonet hi ng
was done or not because it changes all the tine. .

The question of what costs are deductible is centra

to the concept of the PPT as an incentive to

i nvestment and new production. ... |If HB 128 passes
the question of what costs are deductible becone open
at each audit. Auditors will be obligated to test
each cost submtted under a standard of inproperly
mai ntai ned or dimnished capacity. ... The |Iegal
analysis wll be huge, costly, and will not get you
where you want to go.... ACGA wants to avoid |ong
years of court Dbattles over the application and
interpretation of statue and regulations... W [the

state] need to be able to wite legislation and
regul ations that are clear and workabl e.

4:03:45 PM

REPRESENTATI VE RAMRAS thanked Ms. Brady for her testinony and
t hen remarked:

The reason we [passed] the PPT is because we were
| ooking for the "fiscal certainty on oil" piece.
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| have asked BP repeatedly to do the right thing....

Frankly, 1 find that the behavior of BP and their
posture now to charge off these expenses or to count
on litigation is reprehensible behavior. | do not

think that they are denonstrating good corporate
citizenship and | do not think that they are honoring
the intent of the PPT. HB 128 nmay not be necessary if
BP will step up and do the right thing and recognize
that there was a gap in maintenance and that they
behaved poorly and that they should own up and take
care of the lines and not charge them off as a speci al

PPT credit. | hope this bill noves to the floor so we
can have whatever litigation test that we are going to
have. C | would encourage AOCGA to go back and

pass, W thout dissent, a request to have BP pledge to
do the right thing in this case and that woul d address
and renmedy this problem

4:07:29 PM

M5. BRADY responded by saying that to assign guilt and wite |aw
before the Departnment of Transportation & Public Facilities
(DOT&PF) and DEC release findings creates a very serious
pr obl em Until the facts are known about what happened on the
North Sl ope, she stressed, it is irresponsible to pass a |aw at
this point, especially a law that creates chaos and serves to
negate the process of lawthat is already witten.

4:10: 30 PM

REPRESENTATI VE RAMRAS recalled that the Exxon Valdez oil spil
settl enment ( EVOS) determ ned that ExxonMbbi | Cor por ati on
enpl oyees were responsible for their actions. He noted that

sonetinmes a large organization has to pay the price for one weak
link in the chain.

REPRESENTATI VE COLSON opined that there is a pattern of poor
mai nt enance by BP on the North Sl ope and system w de.

REPRESENTATI VE DOOGAN asked Ms. Brady to explain how the 30 cent
per barrel of oil tax credit exclusion will offset the costs of
t he [ pi peline shutdown].

M5. BRADY replied that the purpose of the 30 cents per barrel
tax credit exclusion is to tax for capital expenditures that are
a part of everyday operations. This tax exclusion acts like a
flat tax and is a conmmon renedy in other parts of the world.
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MS. BRADY referred to a nenorandum from Dr. Pedro van Meurs to
Senat or Wagoner dated August 5, 2006. Dr. van Meurs wote:

Anot her concern that is regularly expressed is that
the state should not permt the deduction of costs
related to replacing -equipnment that s becom ng
defective or gathering lines that need to be replaced
because of corrosion or other problens. The ar gunent
is that these assets should have been maintained in

the first place. It should be noted that nost oil and
gas fields' assets will have to be replaced after the
technical life of such assets has expired. Therefore,

such replacenents are reasonable |ease expenditures
and are required to protect the health and safety of
the workers and to pr ot ect t he envi ronment .
Nevertheless, it is possible to exclude them from the
| ease expenditures if this is politically desirable.
: Conpanies that re-invest strongly are therefore
harmed | ess by this provision than typical harvesters.

4:17:56 PM
M5. BRADY concluded by advising the commttee that, unlike HB
128, the 30 cent per barrel tax credit exclusion will pay for
assets that need to be replaced, except in a case of gross
negl i gence.

[ HB 128 was brought up again later in the neeting.]

HB 89-O L & GAS PRODUCTI ON TAX

4:19:15 PM

CHAI R KOHRI NG announced that the next order of business would be
HOUSE BILL NO 89, "An Act providing for the use of petroleum
production and other facilities by additional entities; anmending
the powers of the Alaska G| and Gas Conservati on Conm ssion;
relating to oil and gas properties production taxes and credits;
providing for production tax adjustnents to increase the anount
of tax at high oil prices, reduce the anobunt of tax at |ow oil
prices, and reduce the anount of tax on the production of heavy
oil; relating to the determi nation of the gross value of oil and
gas at the point of production; and providing for an effective
date."
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REPRESENTATI VE LES GARA, Al aska State Legislature, sponsor of HB
89, informed the commttee that there are two nmajor ways to tax

oil. The first is by taxing the taxpayers on the profit from
production and the second is to tax on a percentage of the sales
value of the oil. The latter systemis known as "taxing on the
gross." Wth budget deficits approaching, he explained, "taxing
on the gross" is the best way to obtain the naxi mum possible
benefit for Al askans from resource devel opnent. He said he
believes there are several reasons to support HB 89. First

when conpared to the world average tax rate on oil, the PPT wll
result in tax revenue to the state of about $1 billion |ess per
year. Secondly, Alaska's political stability is a benefit to
the producers; there is no threat of a coup or nationalization
of assets. Additionally, the PPT allows the North Slope
producers to deduct the cost of developing gas production
facilities before the production of gas begins. The estinmated
cost of the developnent of the gas field is $9 billion;
therefore, a 40 percent gas line developnment deduction is
estimated to equal between $200 nmillion and $300 million per
year. This amount wll be subtracted from oil tax revenue

during the devel opnent years. Representative Gara observed that
once a gas pipeline is built there is no reason to give a
conpany a subsidy for developing its gas field, as there will be
no risk to do so. Finally, the devel opnment and exploration
deductions allowed under the PPT are unknown, unpredictable, and
will inpact revenue incone for the state. The PPT is a profit-
based tax that allows the opportunity for conpanies to deduct
cost s, thereby reducing tax revenue due to the state.
Representative Gara described HB 89 as a l|aw designed to
determine a tax rate closer to the world average, to provide
fair incentives for new exploration, and to address the problem
of facilities access. Regarding the problem of facilities
access, he reported that initial data from DNR suggests that
nmore oil can be developed on the North Slope if independent
conpani es had access to the existing processing facilities. The
North Slope processing facilities are filled to capacity wth
high water content oil from older fields. ConocoPhi l l'i ps
Al aska, Inc., ExxonMbil Corporation, and BP own nbst of the
facilities and are wunwilling to provide access to their
conpetitors who are producing higher oil content oil from newer
fields. This bill, Representative Gara acknow edged, nay not be
the best way to address the facilities access issue. However,
HB 89 includes production incentives, one of which is a tax
exenption of the first 7,500 barrels per day produced by smnaller
fields. Representative Gara said that the tax rate set by HB 89
is designed to raise tax revenue at higher oil prices. The tax
rate begins at 15 percent gross tax when the price of oil is at
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$35 per barrel of oil. For every $1 increase in the price of
oil per barrel there is an approximte increase of one-third in
the tax rate percentage. |If the price of oil falls to bel ow $20
per barrel, t he t ax rate per cent age wil | decr ease
proportionately. In conclusion, Representative Gara urged the
commttee to consider the followng: HB 89 seeks to tax the oil
producers at the world average in a verifiable way; it will not
encourage surprise deductions for questionable expenditures; and
it wll not require hiring a team of accountants for
i npl enentation and enforcenent. The PPT, Representative Gara
enphasi zed, wIll increase tax revenue in the short term
however, it provides for a $4 mllion subsidy to build the gas
pi pel i ne. This subsidy, he cautioned, will cone at a tine of
reduced state revenue; furthernore, it is only available to
maj or North Sl ope | ease owners.

CHAIR KOHRING stated his support of the concept of HB 89;
however, he said he is strongly opposed to greatly increasing
taxes to the oil producing industry. He announced that HB 89
woul d be hel d over for public testinony.

HB 128-O L & GAS PRODUCTI ON TAX: EXPENDI TURES

CHAIR KOHRI NG returned the commttee's attention to HB 128.

TOM WLLIAMS, Tax Attorney, BP Exploration (Al aska) Inc. (BP),
informed the conmttee that he was previously enployed by the
State of Alaska and he wote nmany of the original oil and gas
tax regulations. In addition, he and forner Al aska Attorney
CGeneral W1 son Condon devel oped the theory that the value of oil
and gas is different than the price at which the producers sell
it. As former commi ssioner of DNRRL, M. WIllians related that he
was responsible for admnistering all tax laws for the state,
but he said he is here today to represent BP and to testify
regarding HB 128. M. WIIlians expressed his belief that the

decline in the production of oil is a long-term nenace for the
state. The future challenge that faces the oil and gas
production industry and the state is how to deal wth the
decl i ne. The only answer is for the producers to spend nore

nmoney in the followi ng ways: to recover nore from the existing
fields; to explore for new fields; to explore for heavy and
viscous oil; and to explore for natural gas. M. WIIlians
expl ai ned that the reason the state devel oped the econonmic |limt
factor (ELF) tax, instead of a flat tax on the gross revenue,
was to conpensate for the higher cost of extracting oil from
older oil fields. Early production at Prudhoe Bay began with an
average of 1.2 mllion barrels a day from 120 wells; production
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now averages about 400,000 barrels a day from about 1,000 wells.
M. WIllians pointed out that nore gas and water is mxed with

the oil from older fields, which increases production cost.
Wth the passage of tinme, the ELF is no longer an accurate
representation of the economcs of oil production. This is

especially true, he said, during periods of higher oil prices
because the costs of production do not vary in direct proportion
to the cost of oil.

4:42:36 PM

REPRESENTATI VE RAMRAS acknowl edged M. WIlianms' expertise and
t hen asked:

How much noney are we talking about addressing here

with HB 128? ... Wat is the dollar anmount on the
table that we are discussing if we use just as a
hypot heti cal number $200 mllion ... [after] you get

the federal deduction and then the question is about
taking the second deduction as a credit to be applied
... How nuch [in savings to BP] are we tal king about
if [BPs deduction] is $200 mllion?

MR. WLLIAVS responded that BP' s share of the deductions and

credits associated wth the cost of inspection, business
resunption, and replacenent of the oil transit lines will result
in a total deduction of around $11 nmillion in 2006.

4:46: 11 PM

REPRESENTATI VE RAMRAS requested that M. WIllians provide
conputations of the cost to the industry in 2006, 2007, and 2008
as a result of the inpact of HB 128.

4:47:13 PM
MR. WLLIAMS answered that there would be an $11 million savings
for BP fromthe PPT. He advised that the value of the deduction

from federal income tax is a savings of 35 percent of $11
mllion.

REPRESENTATI VE DOOGAN asked M. WIllians to also include in the
conput ati ons requested by Representative Ranras an estimate of
the portion of the costs that are credits.

4:48: 39 PM
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MR WLLIAMS remnded the committee that tax materials are
confidential and the disclosure of BP's tax records is |imted.

REPRESENTATI VE DOOGAN opined that that the full disclosure [of
BP's tax position] is in the interest of all parties.

4:50: 00 PM
MR WLLIAMS sai d:

If the $11 million were all capital expenditure and
this is purely a figure that reflects the value as a
deduction, then 20 percent of the capital expenditure
is also a credit. So that would be $2.2 million, that
is the nbst it could be, that is assum ng that the $11
mllion figure is only the value of the deduction and
does not already include the credit and assunmes that
all of the noney that gave rise to the $11 mllion
figure was capital in nature, to the extent that there
is operating cost there; those would not give rise to
a credit.

REPRESENTATI VE SAMJELS asked:

If your [unit agreenent] partners disallow their
portion of the expense, is BP then on the hook for the

entire anmbunt? ... Wuld BP be able to deduct the

entire thing and pass the expenses on to them ... do

they pay a portion of the total expense? | f [Exxon

and Conoco] refuse to pay what happens to your tax

bill?
4:51: 31 PM
MR  WLLIAMS explained that if a taxpayer has incurred an
expenditure, the expenditure can be deducted. If the wunit
partners have not paid, an expense has not been incurred. He
stressed that BP wants to calculate the right anobunt of taxes
and deductions and pay its share. He then returned to the
subject of the PPT and assured the commttee that the PPT is
wor ki ng as i ntended. The reqgulations are being finalized and
the process by which credits and deductions are calculated is in
pl ace. The industry knows what the requirenents are and wll be

able to conply with the PPT on March 31, 2007. At this tinme, he
said, the revenue BP paid under the PPT increased to over $500
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mllion. M. WIllians noted that the primary purposes of the
PPT were to increase the tax rate and to encourage new
i nvestnments by the taxpayers; however, the industry does believe
that the tax rate is too high. This belief is supported by the
fact that Al aska has adopted the highest marginal tax rate in
North Aneri ca.

4:56:19 PM

CHAI R KOHRI NG poi nted out that Alaska's tax rate of 22.5 percent
is far above Louisiana's tax rate of 12.5 percent.

REPRESENTATI VE SAMUELS stated that the purpose of the PPT is to
increase the state's tax rate when oil prices are high and to
decrease the state's tax rate when oil prices are | ow

MR. WLLIAMS confirned that under the PPT, if the price of oil
is $20 per barrel, tax revenue for the state is zero.

4:59:16 PM

REPRESENTATI VE DOOGAN, referring to the graph provided by M.
WIllians, asked if Alaska's 61.5 percent marginal tax includes
royalty incone.

MR. WLLIAMS confirnmed that this figure includes royalty incone.
He then expressed his concerns with HB 128 and the draft CS.
Referring to page 3, paragraph (19) subparagraph (A), he noted
that costs related to the repair and replacenent of property or
equi pnrent that was not maintained or was inproperly maintained
are disall owned. He pointed out the difficulty in interpreting
the term "related”". Wen there is the potential for anbiguity,
he said, investnents become too risky or wunecononmcal for
i nvestors to make. M. WIlians pointed out that subparagraph
(B) creates a penalty or disincentive against spending noney to
maintain the operational capabilities of facilities that are
shut down; therefore penalizing a producer for getting a closed
oil field back into production. A simlar disincentive to
industry is witten in subparagraph (C), which disallows the
expense of increnental operating expenses incurred as a result
of operating at dimnished capacity. M. WIIlianms suggested
that a better way to deal with inproper naintenance is to create
standards by a regul atory agency.

5:06: 38 PM

REPRESENTATI VE DOOGAN asked:
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Don't you suppose that when there was a nishap that
cl osed down the production capability of half of the
|argest oil field in North Anmerica, that the decision
by the operator about whether or not to open it back
up again would be nade on a basis other than what the
State of Al aska tax |aw m ght be?

MR WLLIAMS rem nded the commttee that a business can not
ignore the laws of economics or the tax inplications of its
deci si ons.

5:08:45 PM

REPRESENTATI VE RAMRAS suggested that those who are testifying in
opposition to HB 128 should contact M. Suttles, President, BP
Expl orati on (Al aska) Inc.

MR. WLLIAMS assured the conmmttee that the executives at BP
will take action to fulfill the prom ses that have been made
[regarding the pipeline shutdown] to the U S. Congress and the
people of the State of Alaska. He continued to say that HB 128
creates law that may be in effect for 30 years and should not be
enacted as a reaction to a specific incident.

5:11: 31 PM

REPRESENTATI VE RAMRAS expressed his belief that HB 128 w |
becone the |law of the land precisely because of BP' s decision to
submt the costs of [the pipeline shutdown] for credit under the
PPT.

5:11: 49 PM
REPRESENTATI VE CLSON r emar ked:

Had the lines been pigged, the feeder Ilines that
failed, since [BP] took them over from [Atlantic
Richfield Gl Corporation (ARCO], we wouldn't have HB
128. ... Wien was the last tine the feeder lines were
pi gged, and were they pigged since you took them over
from ARCO? Pl ease get an answer and provide it to our
chair.

5:13: 02 PM

HOUSE C&G COW TTEE - 20- February 22, 2007



CHAI R KOHRI NG stated that he concurred with Ms. Brady's and M.
WIllians' comments. However, considering the cost of litigation
and the proposed legislation, BP mght consider |ooking to pay
the costs [of the pipeline shutdown].

5:14: 28 PM

MR. WLLIAMS assured the commttee that he only represents BP
and that his remarks are neant to call attention to the future
i mpact of HB 128 on Al aska. M. WIlianms closed by strongly
recomrendi ng that |awmkers wait for a five year period under
PPT to see what happens before nmaki ng changes.

5:17:36 PM
REPRESENTATI VE DOOGAN stated that he feels HB 128 does not just

apply to [the pipeline shutdown] but nust address what the state
must do in simlar situations.

5:18:47 PM
REPRESENTATI VE SAMUELS stated that he still has questions for
the Department of Law and M. lversen of the Departnent of

Revenue regarding HB 128.

CHAI R KOHRI NG announced HB 128 would be held over with public
testinmony open.

ADJ OURNMENT
There being no further business before the commttee, the House

Special Conmmttee on Gl and Gas neeting was adjourned at 5:21
p. m
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