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ACTI ON NARRATI VE

COCHAIR CARL CGATTO called the House Resources Standing

Commttee neeting to order at 9:05:42 AM Represent ati ves
Johnson, GQuttenberg, Edgnmon, Fairclough, WIson, Seaton, and
Roses were present at the call to order. Also in attendance
were Representatives Coghill and Gara.

HB2001- O L & GAS TAX AVENDMENTS

9:06: 21 AM

CO CHAI R GATTO announced that the first order of business would
be HOUSE BILL NO 2001, "An Act relating to the production tax
on oil and gas and to conservation surcharges on oil; relating
to the issuance of advisory bulletins and the disclosure of
certain information relating to the production tax and the
sharing between agencies of certain information relating to the
production tax and to oil and gas or gas only |eases; anending
the State Personnel Act to place in the exenpt service certain
state oil and gas auditors and their immed ate supervisors;
establishing an oil and gas tax credit fund and authorizing
paynment from that fund; providing for retroactive application of
certain statutory and regulatory provisions relating to the
production tax on oil and gas and conservation surcharges on
oi l; making conform ng anendnents; and providing for an
effective date." [Before the conmmttee was CSHB 2001( C&G) . ]

CO CHAIR GATTO i nformed nenbers the presentations today woul d be
given by the stakeholders. He introduced Claire Fitzpatrick and
Bernard Hanjy.

9: 07: 02 AM

CLAI RE  FI TZPATRI CK, Commer ci al Senior Vice President, BP
Expl oration (Alaska) Inc., provided the foll ow ng presentation:
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Thank you, WM. Chairman, nenbers of the committee.
First off, 1'd like to thank you for the opportunity
for BP to cone and present its perspective and its
concerns and views over the proposed bill. Bef ore we
start, 1'd like to introduce nyself. My nane is
Claire Fitzpatrick. I’m the commercial senior vice
president for BP here in Al aska. Wth nme | have
Bernard Hanjy, who is our tax manager responsible for
production taxes and royalty.

What we’'re proposing to do this norning is to focus
t he discussion around Al aska. W’ ve elected not to
bring in various other independent and expert views,
recogni zing that you have heard from many already and
we felt it mght be nore appropriate to focus on
what’s Alaska's resource, Alaska s cost structure.
VWhat are the things that we think are appropriate and
inmportant for you to be taking into consideration as
you're considering what is the right fiscal policy for
Al aska? From our perspective, this is about Al aska's
econoni c future.

I know that many  of you have had various
presentations, both through the |ast debate and nany

of you, | believe, were kind enough to sit through
some of our presentations |ast week where we went
t hrough a nunber of operational nmatters. W are not

proposing to go through the sanme degree of operational
and technical material this time but rather allow the
conversation to nove on a bit nore through sone of the
specifics around the bill. However, | would |ike, at
the outset, to make the offer that if there are nore
technical things that you would |ike to have presented
to you, we're very happy to arrange for the nost
appropriate people to come down and present them to
you. | may be able to answer sone questions but |I'm
not an operating expert, therefore ny answers may not
be sufficiently detailed to actually neet your
particul ar requests and requirenents.

W d also like to say that we support the net tax
basis, which 1is what s currently in petroleum
production profits tax (PPT) and we believe the policy
behind that was around pronoting investnent. When we

make our investnent decisions, we're |looking with a
view to both the nedium and the long term and
sonetinmes that can take a little bit of time before
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you would actually see what the outcone of those
i nvestnents are. But we'll go through that a little
bit nore.

The other thing I'd like to say at the outset is our

starting point is not about there wll be no
investnment if changes are nade. W have been in
Al aska for nearly 50 years and we believe that there
wll be good business opportunities for us here for
the next 50 years. Changes in fiscal policy do change
i nvest ment deci si ons. They do inpact them I[t’s not
the sole inmpact but it is one of them So, for us,
changes in fiscal policy will inpact the scale and
pace of investnent. W will still continue to do the

investment that we need to do in order to neet our
contractual obligations, which is to prudently devel op
the resource. VWat we’'re looking to do is to talk
about what ways and things you need to consider when
you' re |l ooking at how do you mexim ze the investnent,
attract the investnent, both from the |ikes of BP who
is currently here, but also for conpanies who are not
yet here that you would like to encourage to come and
i nvest here.

| think we mght have a small technology problem so
we’'re going to do the nore old fashioned way of going
back and forward. Sonetimes paper and pen can be
easi er

W'd like to just start with our key messages and then

we'll go through in a little bit nore detail. I think
t hrough the presentations that you ve already |istened
to, youll hopefully - and | do believe that you
appreciate that accelerating the decline will outweigh
any benefit that would conme through a change in the
tax rate. Increasing the barrels in the pipeline will

increase the opportunity for the state, in terns of
its revenue generating.

9:12: 20 AM
CO CHAIR CGATTO asked whether there is a way to increase the
vol une of production, or is the task to |lessen the decrease in

vol une.

9:12: 38 AM
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M5. FITZPATRICK answered, "Yes to both.” She said she wll
address how to mtigate the decline and what the opportunities
are within the existing fields. Sonme of her comments wll go
beyond the existing decline and through sonme of the nore
chal | enged projects. She will also address how to tap into
Al aska's resource base in the existing fields and beyond through
i ncunbent conpani es and new explorers. DNR s decline forecast
shows a 1 percent decline, down from the current 6 percent
decl i ne. She asserted it is possible to get below a 1 percent
decl i ne.

MS. FI TZPATRI CK conti nued her presentation, as foll ows:

The key thing for us — I think we have a commobn goa

of getting nore barrels in the pipe, whether that’s
through a conbination of stenmng decline but also
getting nore barrels beyond just stemm ng the decline.

I nvestnent is the key and that’s investnment both in
technology, that’s investnent in the infrastructure.

One of the things that is also key to renenber is the
North Sl ope was an amazing engineering feat. It was
built with a view of 25 to 30 years. If we're now
thinking, as at BP, we talk about the next 50 years

we also need to think about what's the infrastructure
— what's the right infrastructure for the next 50
years. W have to bear that in mnd when we're also
t hi nki ng about the production because there’'s a huge
efficiency aspect to take into consideration around
what’s the best way to access the next 50 years.

VWien the bill initially canme out, what’s now known as
HB or SB 2001 - | know we're now on to conmttee
substitutes, one of the concerns we raised was around
the fiscal stability and that was around — if there's
anot her change nmade this year, this will be the third
change in tax structure in three years. | know there
have been sone questions raised about is it the third
or the second. |I'’m aware that the ELF aggregati on was
not done through the legislative body but, for
investors, it was an increase in tax. So this would
be the third change in tax in three years and that
does have a bearing when we’'re thinking about what is
the fiscal risk around investnents that are nade.
And, for conpanies who are not yet in Al aska, they're
wat ching and they’'re aware of that as well.

9:15:12 AM
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CO- CHAIR GATTO asked how nmany changes are acceptable to BP
within a specific tinmefrane.

9: 15: 23 AM

MS. FITZPATRI CK responded that BP does not have a definitive
nunber, unless the parties are under conplete contractual terns
and even those can change. She opined that keeping a fiscal
policy in place for ten years sounds reasonabl e. She noted one
nmust recogni ze that the environment changes so it cones down to
establishing a policy of goals and objectives that is designed
to be flexible enough to respond to changes in the market while
nmeeting the goals and objectives.

9:16: 00 AM

REPRESENTATI VE GUTTENBERG asked Ms. Fitzpatrick to expand on the
definition of stability and whether that refers to the nunber of
times a tax policy changes or whether those changes are in BP's
favor. He noted that oil conpanies nmay cone back to the
Legislature after a nunber of years and say a particular policy
is not working and is preventing devel opnent. He questioned
whet her tax changes made in such a case would be counted as
[ destabi li zi ng] changes. He pointed out that changes in the
social, political and economic clinmate, and geologic structure
and activity, also precipitate tax changes.

9:16: 54 AM

M5. FITZPATRICK relayed that BP bases its investnent decisions
on a nunber of factors: geology, political risk and econonc
risk. She said BP does not view North Anerica as politically
unstable but it does view sonme other countries that way. When
| ooking at economic risk, BP views price risk, cost risk,
inflation, supply and demand, and fiscal risk. She opined that
instability is neaningful in terns of the nunmber of changes and
the reasons behind them If BP requested the Legislature to
make changes in royalty relief, she would not consider that to
be a fiscal change because that would remain within the existing
fiscal policy and would address how both parties ensure that
investnment useful to both of them progresses. She said
regardi ng whether the changes are to the producers’ advantage,
she is aware of exanples around the world in which taxes were

| owner ed. She suspected taxes have increased in nore countries
t han decreased. She would count that as a change to fisca
policy.
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MS. FI TZPATRI CK t hen continued her presentation:

One of the things which we also raised earlier, and
we're still in a simlar place and that 1is that
raising taxes deteriorates the economcs. There isn't
a definitive point at which | can say that’s when it
noves from one side of the line to the other, but it
will deteriorate economcs and, because fiscal terns
are part of the economics that we take into
consideration, it will have an inpact.

Were we are, in ternms of BP, we don’t explore in the
true sense of the word, what we do is — this is what
we use in our |anguage, is we explore for the known
t hrough technology and that is, there’s a |arge known
resource base and what we would like to do is focus
our efforts on actually developing that rather than
focusing our efforts on finding stuff that isn't yet
out there. |’m hopeful there are nmany other conpanies
that are nore interested in doing that because | think
both are inportant for Al aska. The key is basically
around i ncreasing investment.

This is a slide which we've shown before and it’'s al so

one that +the state has shown. You' | | notice
t hroughout our presentation where possible we're not
i ntroduci ng new nunbers, new graphs. W m ght show

themin slightly different ways but that’s because the
principles are the sane and introducing new nunbers
then tends to confuse the issue into where the nunbers
are comng from as opposed to the principle that we're
trying to tal k about.

This is the decline that is currently projected.

And, getting back to Representative Gatto — Chairman’s
guestion of is this around just stenmm ng decline or
actually noving in the other direction. You'll see
the answer is a little bit of both over a period of
time, depending on which years you re |ooking at.

W’ ve elected not to show all of the history and
historically the decline has been around 6 percent.
It has been lower in certain years. You'll notice on

the chart the sort of 2001, 2002 tines actually is
considerably flatter before it starts to decline
agai n. That’s reflecting the investnments that were
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made in Alpine and Northstar so that flattening is
actually those two fields comng on-Iline. That was
the result of increased investnent that happened a few
years prior to that as it takes tine for these
investnments to actually come through as vol unes.

What we’'ve actually got on the chart, it’s not
terribly clear in the colors up on the screen so |
apol ogi ze for that. | hope it’s a little clearer on
the slide in front of you. There are basically four
key elenents to this. There’s the solid green wth
the sort of steep decline curve. That’'s what we refer
to as the underlying production. That’s the

production that would conme from the existing wells,
provided we do nornmal and expected nmintenance for

t hat .

There isn't a hard line and that’s deliberate between
that, what I'll refer to as a wedge, and the next one
up which is a slightly nore dotted one, which again is
nore clear on the slide in front of you. That’ s
reflective of the additional wel | wor k, i.e.

mai nt enance, bringing the wells back to the nopst
effective production and new wells that we drill.
W’ve drilled in the last 10 years about 800 wells in
Prudhoe Bay. W drilled — or we’ve invested, rather,
in 100 new wells across the North Slope |ast year and
we predict we'll be investing in about 100 this year.
That’s across the Slope in our interests, our fields,
in the ones we have investnents in.

9:22:54 AM

CO CHAI R JOHNSON asked for clarification of the total nunber of
new wel | s.

9:23: 34 AM

M5. FITZPATRICK clarified that 800 new wells have been drilled
in Prudhoe Bay over 10 years. BP, as an interest owner in that
field, is investing in them as are the other working interest
owner s. Wien she said BP has invested in 100 wells across the
[ North] Slope, she was referring to Prudhoe Bay, Kuparuk, and
some of its other fields. She el aborated:

In terms of the 100 wells that we invested in, what
percentage does that reflect of the total wells. I
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can see it on a bit of paper and |I'’m hesitant to give
you the definitive nunber and, again, add nore

confusion. So, if you' re okay, | know I have it back
inthe office. | will definitely get it for you
9:24:29 AM

CO- CHAIR JOHNSON expressed interest in know ng what portion of
the drilling is not being done by BP to determne the total
nunber of new wells, regardl ess of the investor.

9: 25: 09 AM

MS. FI TZPATRICK said the nunber she has refers to the percentage
of total wells BP invests in. She said [BP invests in] nore
than half and she wll provide that information [at a |later
date] .

9:25:20 AM

CO CHAI R GATTO asked how many wells are in the Prudhoe Bay Unit.
M5. FI TZPATRI CK estimated 2, 500.

9:25:42 AM

BERNARD HAJNY, WManager, Production Tax & Royalty, BP Exploration
(Alaska) Inc., affirnmed that a previous BP testifier said 2,500

wel I s have been drilled in Prudhoe Bay.

CO CHAI R GATTO questioned whether a limt on the nunber of wells

to be drilled exists and how the industry will determ ne whether
the pace of drilling will continue at its current rate.
9:26: 30 AM

M5. FI TZPATRICK infornmed the conmmittee that the pace of drilling
must increase to sustain the current production decline |evel
She explained that existing wells |lose efficiency as they age
and production declines rapidly. In those cases, BP does "well
wor k" to inprove efficiency. In addition, in ternms of the new
wells that get drilled, there is capacity to drill nore wells
but BP has a footprint constraint for environmental reasons.
That is where new technology is applied to drill nulti-latera
wells within the sanme footprint of the existing unit.

9:27:32 AM
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CO CHAI R GATTO questioned whether a vertical well counts as one
or three wells.

9:27:42 AM

M5. FI TZPATRICK explained that it is counted as both. There is
one [vertical] bore, but each lateral is counted individually
so, for exanple, the count would be 1la, 1lb, and 1c.

9:27:48 AM

REPRESENTATI VE SEATON pointed out that 100 wells were drilled in
2006 prior to the passage of PPT and 100 wells are being drilled
in 2007 under the PPT. He said the committee nust determ ne the
effect of the change in Alaska's tax regine regarding net
profit, deductibility, and <credits on the oil i ndustry's
i nvest ments. He asked whether the anount of drilling and well
wor k has increased since the enactnent of PPT.

9:28:47 AM

M5. FITZPATRICK replied that a direct correlation is difficult
to make on an annual basis because BP nakes short term and | ong
term i nvest nent deci sions. Long term investnents will not show
results for maybe five or ten years so no instant inpact can be
seen. She said BP is investing to get the barrels in the third
| ayer up, which wll take tine. Whet her BP woul d have drilled
nore or less wells under a different scenario is hard to say
because her business nodels and plans are not based on what
m ght have been in place. BP wants to drill nore wells but is
limted by capacity and infrastructure. However, if BP is
confident that the environnment it is working in is stable, it
woul d plan the |ogistics and support to nove forward.

9: 30: 49 AM

REPRESENTATI VE SEATON recalled testinony given |ast year by M.
Van Tile (ph) of BP during which he said BP had sanctioned al
of the projects that were econonmic [on the North Slope] and was
proceedi ng as fast as possible. He asked whether the situation
has changed.

9:31:12 AM

M5. FITZPATRICK replied that the situation is always changing
for a variety of reasons. One reason is that BP m ght progress
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down a path but events change due to a greater understandi ng of
techni cal risks. She said much work is done prior to the tine
BP will formally sanction projects and commit funds. She
expl ai ned that BP's process of sanctioning a project consists of
the group commtting funds to progress a project with the
expectation of developing a specific resource. The group does a
ot of work on projects in Al aska before it goes forward to get
a formal conmmtnent from its organi zation. She noted a |ot of
activity is taking place, for exanple, on the western region
devel opnment in Prudhoe Bay. That project w il probably cost
nore than $2 billion. It has not been fornmally approved by BP s
board, yet two years of preparation and testing have been done.
The activities so far range fromdrilling wells to building new
facilities for gas handling, to getting a handle on the
techni cal, econom c and financial risk.

9:33:40 AM

REPRESENTATI VE SEATON asked, "I am wondering whether BP has
econom cally vi abl e proj ects t hat t hey det er m ned are
economcally viable now that they are not investing in, or are
they investing in all of the projects that they determ ned are
econoni cal |y vi abl e?"

9:34: 24 AM

M5. FITZPATRICK replied that when BP identifies an economcally
viable project, it begins to wrk on how to go about
acconplishing it.

9:34: 27 AM

CO- CHAIR CGATTO asked if, wthin BP, teans of enployees that
represent viable projects in different parts of the world
conpete with each other.

9:35:12 AM

M5. FI TZPATRI CK said BP makes investnent decisions at different
| evel s of study. Goup level decisions are global and strategic
in nature and concern market exposures for various countries,
such as what kind of market exposure does it want in Southeast
Asia versus what Kkind of country exposure it wants in North

America. |If the group nmakes a strategic decision to enter a new
country, that would not be at the expense of taking funds from
Al aska, for exanple. That is done under a different set of

principles that guides the group’s managenent of its financia
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position. However, project decisions are made under a different
set of principles and criteria;, the nobst inportant being how

risk will be managed and mtigated. Not all projects get to the
same stage of maturity and have the sanme robustness at the sane
time. She cautioned that even projects that |ook very, very
good economcally may not be approved because the technol ogy
risk is huge. She said regarding whether projects conpete
globally, some of that has to do wth the desired portfolio
bal ance. Al aska projects are nost |ikely conpeting against

other projects in North Anmerica.
9:37:24 AM

CO CHAI R GATTO observed that the success of a project conmes down
to the net present value and the likelihood of success.

9:37:45 AM

REPRESENTATI VE W LSON conpared this conversation to planning for
retirement and investing accordingly. Younger people nake a
variety of riskier investnents but, as they get closer to
retirement age, they realize they cannot take those risks. She
said many experts have testified that the major oil fields have

been discovered already. She asked whether BP has stopped
exploring and is instead zeroing in on using new technology to
find the remaining oil in the known fields. She assunes BP

| ooks at nmany angl es of devel opnent.
9:40: 28 AM

M5. FI TZPATRICK agreed with Representative WIson's anal ogy of
risk profiling at different stages and felt it applies from a
gl obal perspective because BP takes different risks in different
pl aces. However, in Al aska, BP feels that exploration
opportunities for other conpanies exist. BP is focused on
extracting the harder barrels fromexisting fields. She said it
is likely that the majority of the larger oil fields have been
di scovered but BP is always surprised by what geology has to
offer. She noted that global warm ng nmay be a m xed blessing in
that the ice caps may change and will provide opportunities for
research. Those areas have not been surveyed to the sane extent
as other places. She continued her presentation:

So going back to the chart here in terns of what are
the various things that we need to work on, we’ve
touched on the drilling, the in-field drilling. I
started to say that | haven’t got a hard |ine between
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the first two slices that are up there and that’s
because it’'s very easy to draw it. |’ ve just about
mastered the PowerPoint skills to draw that nyself,
but not quite.

In reality, being able to separate them out and be

able to work out partly how the nolecules - which
cones from which - what’'s cause and what’'s effect if
you drill a pressure injection. That causes benefits

for several wells. How would you attribute it to each
of those particular areas and allocating costs and
things like that? | know it’s an area that has cone
up in discussion and just wanted to share with you
that the IRS, the federal tax authority attenpted to
do one of these sorts of splits in the past with a
wi ndfall profit tax and reverse that decision because
it was inpossible for themto actually manage it. I t
resulted in a long period of litigation, which was in
nobody’ s best interest. Both Norway and the UK have
on many an occasion had conversations on how could
they do this. They’ ve never nanaged to cone up with a
way, which is actually workable, wthout creating a
huge bureaucratic process, whi ch, from t he
government’s perspective, they didn't want to do.
From the industry perspective, we didn't particularly
want to have to double our staff to nmanage it either.
So just so you're aware that | can make it |ook nice
and sinple in a graph but unfortunately life doesn't
gquite work like that.

Weaving on, then, to the next |ayer of sort of those

| arge projects, technology, 1'Il cone along and touch
a bit about what sone of those things are. It’s
critical, in terns of getting the kind of production
profile that’s shown here. Do we believe it’s
possi bl e? It is but it wll require significant
investment well in excess of what’s been seen in the

| ast 20 years.

Is it worth going for? | think it is but that's
because | believe the right answer for the future of
the econom c position here is getting nore barrels in
t he pi pe.

New fields and exploration — we have QOooguruk com ng
on, hopefully early next year. |’m sure Pioneer wll
be talking to you. They’ ve already done great
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testinmony and that’s great. That’s a wonderful sign

to see — sonmeone else on the North Slope devel oping
one of those smaller fields where they were able to
sort of see value and decided to go for it. That’ s

great to see and I'd like to see nore of that.

You' ll also see a little bit of a bunp further out
around the 2011-12. | think that’s probably Liberty
comng on, which is a field BP is in the process of
starting to devel op. That w Il involve having the
world' s largest rig up on the North Slope and drilling
a lateral well, which will be nine mles to actually
bring that across, and we’'ll be bringing that across
the Endicott facilities. That’'s a federal |ease but
it’s still barrels going into the pipeline, which is
still a benefit to Alaska and it’s a benefit also in
terms of getting better positions for new entrants
comng in. Although the federal |eases don't give you
production taxes, it's still good for Alaska to have
t hose barrels going through the pipe.

9:46: 21 AM

CO CHAIR GATTO asked for confirmation that states bordering the
Qul f of Mexico get a percentage of the federal revenue from oi
producti on because of inpacts that activity has on those states.

9:46: 50 AM

MR. HAJNY expressed his belief that when a conpany can show t hat
projects are not neeting requirenents through economc or
technol ogy chal l enges, the federal government will negotiate to
see what can be done to bring those barrels on stream

9:47:25 AM

CO CHAIR GATTO re-stated his question, "Does Louisiana or Texas
benefit from offshore drilling even though it's on federal
waters or do they sinply say we’'re stuck, it’s going to cone
across our land and enter into our pipelines and finally get to
a refinery? Do they make nothing or sonething?”

9:47: 52 AM
MR HAINY said he believes the rules are simlar to those that

apply to Alaska, that being that waters within three mles of
the coastline are state waters. The waters between 3 and 6
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mles are shared, sonewhat. He said BP pays federal royalties
on the Liberty |ease, and believes the state will get a portion
of the federal royalties. He was unsure of what |aw applies
beyond six mles fromthe coastline.

9:48: 38 AM

M5. FI TZPATRI CK encouraged the conmttee to also consider the
ancillary benefits of oil production, such as support service

j obs and additional business activity. She pointed out that
al t hough the Liberty project is in federal water, a |ot of nobney
will be spent on that project, which nmeans an econom c benefit

to Alaska in terns of jobs for Al askan contractors and other
benefits.

9:49: 35 AM

CO CHAIR GATTO agreed that nmore oil in the pipeline nakes each
barrel |ess expensive to nove so Alaska and BP have a common
obj ecti ve. He said the state has no inconme tax or sales tax.
He pointed out that jobs do not necessarily put revenue in
Al aska's treasury.

9:50: 29 AM

MR. HAJNY pointed out that at the Liberty project, the ngjority
of facilities will be onshore within the Endicott field. Those
facilities would be subject to the sane property taxes that
apply to other facilities.

9:50: 55 AM

REPRESENTATI VE FAI RCLOUGH asked Ms. Fitzpatrick to speak to the
issue of access to the pipeline by producers other than the
t hree conpanies that hold ownership interests.

9:51:40 AM

M5. FITZPATRICK stated that there is capacity in the pipeline
for nmore oil so any producer has the ability to put its oil in
t he pi peline.

9:51:46 AM

REPRESENTATI VE FAI RCLOUGH asked what the transportation cost
woul d be.
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9:51:51 AM

MS. FI TZPATRI CK said she believes there are agreed processes and
procedures to establish that but she is not famliar with the
details.

9:52: 02 AM

REPRESENTATI VE FAlI RCLOUGH sai d she appreci ates t hat
acknow edgenent for the record. When she attended a neeting
held by the Governor in Anchorage, a constituent expressed
concern that the big three oil conpanies are "siloing" oil on
the North Slope by not allow ng access to the pipeline for other
w | dcat drillers. She asked for assurance that the pipeline
owners allow access at a fair transportation charge to al
producers.

MS. FI TZPATRI CK sai d she believes the pipeline is regul ated.
9:52:41 AM

MR, HAINY affirmed that the pipeline is a comon carrier
pipeline and the weighted average tariff is published on the
Depart ment of Revenue (DOR) web site.

9:52: 47 AM

REPRESENTATI VE FAI RCLOUGH assuned that the hurdle for a wldcat
or small driller is the transportation cost negotiated in that
agr eenent .

9:53:13 AM

M5. FITZPATRICK said she is unsure about how the rate
regul ations are set. She pointed out Alaska is an expensive
place to do business because of its geographic |ocation. She
said nmany of the costs of Trans-Al aska Pipeline System (TAPS)
are high level fixed costs that are reduced by the nunber of
units.

9:53: 33 AM

CO- CHAIR GATTO inquired whether BP actively encourages other
i ndependent producers to use the TAPS.

9:53:47 AM
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MS. FI TZPATRI CK said BP does not discourage use of or “hog” the
pipeline but she is not sure that it is BPs position to
encourage new conpanies to invest in Al aska. She asserted:

It’s a case of nmaking the investnment environnment
conpetitive so as other conpanies want to cone in and
invest in the state. And then if they' re finding the
right opportunities, we're certainly not blocking them
of any access to the pipe because it’s in our best
interest to have nore people in the pipe because that
| owers the cost for everyone.

9:54: 36 AM

CO CHAI R GATTO observed that the owners can assess a surcharge
or rent feeder lines to the pipeline. He said |egislators have
heard the statenment that producers make it nore expensive for
new conpanies to operate. When they refer to producers, they
are referring to BP

9:55: 06 AM

MS. FI TZPATRI CK expl ai ned that any facility sharing agreenment is
a conmmercial agreenent that is negotiated between the parties

Those agreenments can be conplicated, particularly by capacity
constraints. For exanple, a conpany night want capacity for
1200 barrels while the available capacity is only 1,000 barrels.
She stressed that nore participation is still in BP's best
i nterest. The agreenents are a normal commercial process but
t hey are conplicated.

9:56: 06 AM

CO CHAIR GATTO acknow edged the conplications and said he just
wanted a statenent from her that BP does not deliberately
oppose, discourage, or interfere with new producers.

9:56: 38 AM

REPRESENTATI VE FAI RCLOUGH recalled watching BP ads that state
that the pipeline is two-thirds enpty and that tinme is running
out . They also say Alaska has helped to stinmulate continued
production by the existing producers who have been |oyal and
done things above and beyond the capacity of other organizations

and that Alaska has benefited from the large oil conpanies
t hrough enpl oynment opportunities and financial contributions to
comunities. She noted she does believe there is a barrier
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within the FERC and its cost calculations that prevent the entry
of smaller producers on to the pipeline. She said she is aware
of the role that rolled-up rates, the calculation of
transportation costs, and depreciation play in this agreenent,
but noted that if BP is interested in putting nore oil in the
pipeline it should work with its partners to renove the obstacle
to smaller producers that is part of the FERC ruling on
transportation costs.

9:59: 23 AM
MS. FI TZPATRI CK continued with her presentation, as foll ows:

The final point | want ... to make on this is around
the interdependence of some of these factors. I
touched on earlier about the infrastructure and the
fact that it was built for 25 or 30 years. That’ s
also a key thing when we | ook at the outer years here
and that is, knowing and seeing progress on sone of
the larger projects, the technol ogy, focusing on what
the future life mght be for the oil on the North
Sl ope. That’s one of the things that we’'re taking
into consideration when we’'re starting to think about
what should we be doing around the infrastructure.
What are the investnents for the future that aren't
generating barrels thenselves but will nmake it a |ot
easier for the barrels to actually flow and to nake
them nore efficient, not only for ourselves, but for
ot her players on the North Sl ope. These projections
here are not just dependent on the existing producers.
They are dependent on new players as well, or on the
exi sting producers finding new oil through existing
fields and new technol ogy or through new expl oration.

Agai n, sort of listening to the various

conmttees, | am well aware that - and you ve
reiterated common goal barrels in the pipeline. I
also think you re all famliar and understand that

nmore barrels in the pipeline ends up with a better
state revenue position from the royalties as well as
fromthe PPT.

What this was intending to show is a representative

set of scenarios. That's basically — in order to get
the investnent - the decline rate lower requires
significant investnment. These nunbers were cal cul ated
based on nme saying, well, if | want to get to 7.5
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billion produced barrels, that’s 3 percent. Chances
are fromthe existing, that’s going to be a m xture of
l[ight, a mxture of heavy, and a mxture of new. I

took sone of the state’s nunbers - very sinple
arithmetic there - no huge signs behind it, as nerely
i ndi cati ve.

Do | actually think it will cost nore? Yes | do and
that’s because | think the costs are increasingly -

the activity is increasingly harder and therefore the
costs are going to become increasingly higher.

10: 01: 51 AM

CO- CHAIR GATTO said all [Al askans] have been subjected to a
substantial anmount of advertising in the form of nmail, radio,
tel evision, and newspaper ads that talk about what needs to be
done to increase state revenue. He noted M. Fitzpatrick
stated, in regard to investnent, “...not only for us, but also
for Alaska.” He pointed out that is the first time he has heard
a major oil conpany representative refer to “us.” He stated
when state revenue increases, the oil conpanies’ revenue
increases as well, probably nore than the state revenue.
However, the advertising always inplies the state is the *“bad
guy.” He guessed that BP could drill several nore wells wth

t he sane anobunt of noney it spends on adverti sing.

10: 04: 36 AM

M5. FITZPATRICK said she would do her best to nmake sure BP
advertising reflects the nmutual benefits and repeated that BP is
in a partnership with Alaska that has lasted for 50 years and
conti nues today.

10: 05: 13 AM

CO CHAI R JOHNSON opi ned that noney spent on advertising is not
enough to pay for a well.

MS. FI TZPATRI CK said her thought was if BP is spending enough on
advertising to pay the costs of drilling a well, she would |ike
to see the invoices.

10: 05: 39 AM

CO CHAIR GATTO asked whether $5 million is enough to drill a
wel | .
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10: 05: 51 AM

M5. FITZPATRICK answered the <costs of drilling vary under

different circunstances. She acknowl edged that a previous
testifier used that nunmber | ast week but that number referred to
“the nother bore,” which occurs before the nultilaterals or

injector wells are drilled that enable the well to produce.

10: 06: 20 AM

REPRESENTATI VE SEATON spoke of a previous analysis of Slide 4 by
advisors from Gaffney, Cine and Associates, Inc. regarding the

net present value and dollars per barrel. Their testinony
pointed out that BP is reporting essentially the same cost per
barrel in each scenario. He asked whether the estimates of

production decline, shown on Slide 4, are BP's nunbers or the
Depart ment of Revenue’s (DOR s) nunbers.

10: 07: 10 AM

M5. FITZPATRICK reminded the commttee of her testinony |ast
week, in which she said all of the estimtes are based on DOR
forecasts, so that is what she has said all along. She not ed,
for exanple, the 3 percent decline estinate requires a
substantial amount of heavy oil devel opment, which BP does not

have viable economcs to forecast. She is unable at this tine
to give estinmates on the devel opnent cost per barrel because she
does not have one yet. She repeated that the nunbers she is

using are indicative and are not representative of what BP's
estimated project costs.

10: 08: 15 AM

REPRESENTATI VE SEATON asked Ms. Fitzpatrick to provide cost
production estimates at a | ater date.

10: 08: 43 AM

M5. FITZPATRICK assured the conmittee that she wll provide
further information about the estimates and continued her
presentation, as follows:

| suspect the point of this slide is well understood
so we will nove on fromthis.
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What |’ ve done here is — the slide which had shown the
decline <curves in terns of what was from new
i nvestnents, etc. — all we've done is to switch that
around into a different format so, as you can see,
this is our estimte based on those nunbers of what
would conme from Prudhoe and Kuparuk versus other
existing fields and new devel opnents. 70 percent of
the state’'s forecast production for the next 20 years
wll conme from Prudhoe and Kupar uk. A good anount of
that will be fromthe longer term investnents and the
ongoing drilling and well work, both for the light oil
as well as the increasingly heavier ends of the oil.

We touched earlier on how we nake investnents in terns
of around sort of our global portfolio, strategic and
the fact that we take into account technology risk,
economc risk, etc. Wuat 1'd like to do is touch on a
little bit of

10: 10: 10 AM

REPRESENTATI VE WLSON interrupted to ask whether the nunbers
provided in the remainder of her presentation are from BP or
state forecasts.

10: 10: 37 AM

M5. FI TZPATRI CK r enmar ked:

These nunbers are how we believe that profile breaks
dowmn and have | been able to verify that? No, but
that we've kind of, on the information that is
avai | abl e publicly, we can make a reasonable basis of
how we think that would then pull down.

M5. FI TZPATRI CK expl ained that the remainder of the presentation
contains nunmbers from third party agencies and the state. The
following slides about BP contain BP forecasts and individua
contractors have provided their own headcounts.

10:11: 10 AM

REPRESENTATI VE W LSON asked if the nunbers on Slide 5, regarding
state revenue per billion, refer to the existing 13 wells or $13
billion.

10: 11: 30 AM
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MS. FITZPATRI CK explained that the forecast shown on Slide 5
indicates that existing wells will provide $13 billion in state
revenue from 2008 to 2026, based on existing PPT terns and a $60
per barrel Al aska North Slope (ANS) price. She pointed out the
| onger term investnents are providing a lot of revenue to both
BP and the state. She said BP recognizes that 70 percent of the
next 20 years’ production wll be comng from the |arge,
existing fields and is looking at different aspects associated
with that.

M5. FITZPATRICK called the commttee's attention to Slide 6,

titled: Developing and Deploying Technol ogy. As previously
di scussed, 70 percent of future oil production in the next 20
years will cone from existing oil fields; therefore, BP wll

enhance production from existing wells by using new technol ogy.
She described the follow ng enhanced recovery procedures: Bright
Water; Multi-Lateral Wells; Cold Heavy Q| Production with Sand
(CHOPS); and Gas Partial Processing. She infornmed nenbers that a
one percent increase in recovery is equal to about 250 mllion

barrels of oil. She noted new technology is being tested to
enhance recovery to extract every possible drop and find new
oil. She said BP is now able to drill multilateral wells wthin

a few feet of where it wants them Ten years ago, that wasn’'t
even dreant about.

M5. FITZPATRICK said BP is also thinking about western region

devel opment, which wll require new processing facilities and
significant investnent. She noted Al aska has a | ot of heavy oil
that is challenged but also has an advantage in that it has
[ight oil. To make the heavy oil flow down the pipe, BP needs

the light oil to thin it. A variety of technol ogies can be used
to extract the oil such as Cold Heavy G| Production with Sand,
thermal, and in-situ conbustion.

M5. FI TZPATRICK informed the conmttee that Al aska has heavy oil
in Prudhoe Bay, the Kuparuk River Unit and the MIne Point Unit.
BP has a pilot well ready for testing in MIlne Point, and the
right fiscal environnent would be conducive to the sanctioning

of this project. In addition to requiring new technol ogies for
production, heavy oil garners a discounted price on the market
due to its chem cal and physical properties. She pointed out
the refineries will have to change their operations to be able

to cope with the heavy oils.

10:17:30 AM
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REPRESENTATI VE ROSES surmsed that pilot wells test for the
success of the technology and the econom cs. He asked if the
fiscal climte is determned by the results and cost of
producti on wei ghed agai nst the fiscal climte.

10: 18: 22 AM

M5. FITZPATRICK agreed that the pilot well tests for quality,
flow rate, and the success of the technol ogy. However, one
pilot well will not determ ne the economics of the field. After
further testing, a stable fiscal environment will be one of the
factors considered when the final decision is made.

10: 19: 48 AM

REPRESENTATI VE ROSES re-stated his point that the pilot well
will test for oil and the econom cs of the costs of production.

10: 20: 12 AM

M5. FI TZPATRI CK agreed that is a huge contri butor.

10: 20: 17 AM

CO CHAI R GATTO asked for a conparison of the volunme of heavy oi
on the North Slope to that of light oil before it was devel oped.

10: 20: 33 AM

M5. FI TZPATRI CK answered the volune is the sane but a couple of
nunbers have been used. One is referred to as oil in place
which is 20 to 30 billion barrels of oil. O that, about 10

percent is technically recoverable; however the forner BP
estimate was zero to three percent, zero recognizing that BP

could drill a lot of pilots and discover the flow rate and
technol ogy have a long way to go. BP is looking at up to 3
billion barrels of recoverable oil. The effect of new

technology on the estimate of what is now recoverable is
unknown. She told nenbers the foll ow ng:

In terns of there are — sort of sone of the technica
risks that we have, when we're naking investnent
decisions, technical risk is clearly part of it but

then so are the economc risks. This is just
recogni zing that Alaska s challenged in many ways, as
well as having many opportunities. We’ve got |ight
oil here; we’ ve got heavy oil here. Having the two
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together neans we are increasing the — hopefully the
likelihood of being able to get that heavy oil to
flow But we do have to recognize that there’s 800
mles of pipe, 2,000 mles of shipping to get to the
West Coast refineries. It is an Arctic environnent.
Those things alone nean that it’s a higher cost than
average U. S Al aska is not average and | suspect 99
percent of Alaskans would be horrified if they were
descri bed as average. It’s not the way of thinking
her e.

So, recognizing that that is the environnent, then the

cost structure is different. Now the cost structure
is different because of where Al aska geographically is
and the Arctic tenperatures. Costs have al so changed

dramatically over the last few years as a result of
gl obal prices and as a result of global prices there’'s
then been a change in industry activity, which, in
turn, has a driver on costs.

CO- CHAIR GATTO asked if the nunmber on the lower right hand
corner — Alaska $16 average, for the U 'S $10, so that the
differential is $6 per barrel.

M5. FI TZPATRI CK repl i ed:

M. Chairman, there’'s a variety of data points you
could take. Again, what we’'ve done there is to nerely
show the indication of Alaska is a l|lot higher cost
The U.S. average is taken from a published docunent
fromJ. Herold and Son, and the $16 is actually based
on us pulling together information from states’
i nformation. That doesn’t include any capital costs.
It’s just the operating, transportation and production
t ax.

CO CHAIR GATTO said he heard the question as recent as yesterday
about whet her that nunber could be $20. He was glad to see the
statenent relative to the U S. as being an absolute $16 and not
$20.

M5. FITZPATRICK said the $10 is absolutely US. and [the
additional $6] is a relative position of Alaska being nore
expensive. The operating costs included in that $16 consist of
the $7.75, which is fromthe August PPT report for FY 2008. She
explained that estinmate is a blended nunber from industry's FY
2008 reports to DOR and that her nunbers are a subset of the
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state’s portfolio. She said her actual operating costs are
hi gher but she is assumng the state has 7 nonths of BP's
nunbers and its forecast for the remainder of 2007, so she is
confident DOR has bl ended themto cone up with this nunber.

10: 24: 58 AM

REPRESENTATI VE EDGMON observed that annual reports from the oi
industry specify that 36 percent of the industry's profits in
2006 cane from production in Al aska and 27 percent cane fromthe
continental U S.

10: 26: 04 AM

MS. FI TZPATRI CK responded that she prepared a letter on the sane
subj ect for Senator Wel echowski that contained sone information
from BP Al aska Incorporated’s "20F" filing, and conpares its
profit to that of the "BP Goup." The BP G oup includes retail
activities in Europe and solar and renewable energy. She
stressed when profit conparisons are made, profits from Al aska
must be conpared to other BP exploration and production
activities. A regional analysis of BP Al aska s exploration and
production activities included in that sanme docunent, which was
prepared for the U S. Accounting and Reporting Standard No. 69,
and through agreenents required by the Securities and Exchange

Comm ssi on ( SEC). When these are conpared, a nunber of other
regions are nore profitable. She said BP Alaska Inc. is a |egal
entity that exists to hold investnents. It owns investnents in

some of BP's Australian downstream activities so it pertains to
areas other than Al aska. However, even with Australia included,
Al aska is not BP's nost profitable operation.

10: 27: 48 AM

REPRESENTATI VE EDGVON asked Ms. Fitzpatrick to conpare Al aska to
simlar states or sovereign nations in ternms of cost structure
and profit structure and its 800 mle pipeline and 2,000 mles
of shi ppi ng.

10: 28: 46 AM

M5. FI TZPATRI CK advised the conmttee she would have to first
look at the geology of a region and then at the econonic
environment and whether it is nmore or less costly, and the
fiscal terns. She concluded that Alaska is unique and too
conplicated to choose one conparison when making ©policy
deci si ons. She said it is inmportant to consider whether policy
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changes wll increase or decrease the likelihood of achieving
t he chosen objecti ve.

10: 29: 46 AM

CO CHAIR GATTO agreed that BP, Ilike the Legislature, nust
consi der its sharehol ders.

10: 29: 56 AM

CO CHAIR JOHNSON asked whether the estimated U S. average
operating, transportation, and production tax cost of $10 per
barrel of oil includes Al aska.

10: 30: 18 AM

MS. FITZPATRI CK assumed that it did but offered to check and
report back.

10: 30: 28 AM

CO CHAI R JOHNSON enmphasi zed that the inclusion of Alaska' s costs
of $16 would bring the U 'S. average up considerably, since
Al aska produces a large portion of U S. oil. He suspected the
average woul d be about $6.00 to $8.00 if Al aska's costs are not
i ncl uded. He asked Ms. Fitzpatrick to provide the U S. average
cost if Alaska' s oil is excluded.

10: 31: 25 AM

IVS. FI TZPATRICK said she would investigate those nunbers
further. Continuing to discuss econom c data, she said although
Alaska is not average, the economic drivers are simlar for
Al aska and the rest of the US. She told nenbers the actua

inflation inpact has lagged a bit in Al aska. BP' s gl obal cost
structure underwent dramatic changes beginning in 2005; that
change did not begin in Alaska until 2006. She told nenbers
that could be due to the fact that Alaska has longer term
contracts because of |imted supplies and intense conpetition
for equiprent. She added that when the prices increase on a
sust ai ned basis, costs eventually follow, usually in one year’s
tinme, and a decrease in oil prices wll be followed by a
decrease in costs after two years. She opined that, if the $90
per barrel oil price continues, BP will continue to experience
i ncreasingly high production costs. She rem nded nenbers that a
net tax structure self-regulates as those nunbers increase and
decr ease.
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10: 34: 53 AM

MS. FITZPATRICK presented Slide 10, which displays BP s recent
i nvestnment activity. Since 2004, BP Exploration Alaska has
increased its nunber of enployees and contractors and is
building infrastructure to sustain the increased activity |eve
on the North Sl ope. The cost of investnent activity, although
usual ly considered a negative, is good for the total economc
position of BP and the state as long as the scale and pace of
the activity is ranped up to a sustained level wth due
consideration of the limts to production on the horizon. One
of the drivers that can sustain this higher level of activity
and be controlled is tax policy.

10: 36: 21 AM

REPRESENTATI VE EDGVON referred to Slide 10 and asked whether the
increase in North Slope contractor jobs are jobs held by
Al askans.

M5. FITZPATRICK replied the 7,000 total contractor jobs are
conprised of Al askans and non- Al askans; BP desires to hire al
Al askans and tries to encourage that.

REPRESENTATI VE EDGMON asked for the percentage of Al askans
hol di ng the contractor jobs.

MS. FI TZPATRI CK guessed that 30 percent to 40 percent do not
l[ive in Alaska and offered to check

10: 37: 55 AM

CO CHAIR GATTO acknow edged that Alaska does not have the
popul ation to conpletely provide the necessary |abor for a mjor
construction project. However, Al askan schools are now
concentrating nore on vocational education in anticipation of
i ncreased investnment on the North Slope and the construction of
a gas pipeline.

M5. FITZPATRICK stated that BP is also doing a lot to access
talent at various stages, beginning at the high school level, to
encourage opportunities for future enploynment for Al askans. BP
is involved at the wuniversity level to encourage offering
courses that develop the needed skills for work in its industry,
especially in the engineering and techni cal arenas.
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10: 40: 42 AM

M5. FITZPATRICK discussed Slide 11, which shows BP's initial
view of the proposed |legislation. She asked nmenbers to consider
uni nt ended consequences caused by the new | egislation. The first
item pertained to information reporting; she relayed an incident
regarding a request for data from DOR Al aska’s previous tax
policy required one set of data. However, because the tax
process changed 14 nonths ago, both parties need to find
solutions for the new process of data sharing. Her experience is
that fiscal change takes a bit of time;, the industry and the
state are now recognizing the key elenments of information that
need to be shared under the new process. She informed the
commttee that nenbers have been provided with a sunmary of the
information BP has disclosed to the state. The two parties now
need to decide what information wll be nost useful, ranging
from production forecasts to capital costs and a review of DNR s
nodels. She alluded to confusion in the past about the state's
requirenments.

10:44:11 AM

MR HAINY told the commttee that he was surprised by the
criticism about the lack of information provided by the industry
to the Adm nistration. Each nonth BP provides cost, expense

and revenue forecasts for the year. Estinmated nonthly paynents
for the upcomng year are determned in January, based on a
summary of the best data provided. Additionally, BP is required
to provide, along wth its wunitary tax return form 1065,
partnership returns for each unit. For Prudhoe Bay, under state
inconme tax return requirenents, BP nust submt copies of its

partnership joint venture billing returns. Those returns
provide the total annual costs, broken down between capital and
expense. That data provides the state wth an idea of trends

devel oping within a current peri od.

MS. FI TZPATRI CK recogni zed that nore work needs to be done with
state officials on this issue, especially with forecasts.

10: 46: 25 AM

CO- CHAIR GATTO reflected that annual reports provide specific
data that nay be collected for different times and purposes,
such as for shareholders or a board neeting. He suggested that
the industry should anticipate what data would be nost hel pful
to the conmittee prior to a presentation, and thus avoid a | ot
of unanswer ed questions and assunptions not based on facts.
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10:49: 45 AM

REPRESENTATI VE GUTTENBERG spoke of information shared by the
industry in partnership reports that is wunavailable to state
audi t ors. Wthout detailed information from those reports,
auditors don't have a basis for wunderstanding the decisions
made, especially when decisions are based on information from
international holdings. He noted that the details needed by the
auditors are often withheld by the industry as confidential
i nformation.

M5. FITZPATRICK asked whether Representative GQuttenberg was
referring to a situation where costs are being charged to Al aska
that are not sourced in Al aska.

REPRESENTATI VE GUTTENBERG restated his concern is that the
state's auditors do not have the ability to |ook beyond the
state's borders when auditing a taxpayer wth international
hol di ngs.

M5. FITZPATRICK stated that the only costs that BP charges to
Al aska operations are directly attributable to BP s operations
in Al aska.

MR. HAIJNY expressed his belief that Representative CGuttenberg is
referring to joint venture billings and said his point is well
t aken. He pointed out that Prudhoe Bay is a partnership field
that is operated by BP and its partners, ConocoPhillips Al aska,
I nc., ExxonMbil Corporation, and ChevronTexaco. He said that
all parties are audited for those billings. He believes the
concern of auditors is wunfounded in that scenario because
unacceptable costs would be revealed by other parties to the
agr eement .

REPRESENTATI VE GUTTENBERG clarified that he was not making
accusations regarding billings; however, his concern is that
circunstances at an international level may inpact decisions
made by the industry in Al aska.

The conmm ttee took an at-ease from 10:55:13 AMto 11:19: 37 AM

CO- CHAI R GATTO reconvened the neeting.

11:19: 49 AM
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REPRESENTATI VE FAI RCLOUGH observed t hat i nternational
definitions of terns related to the oil industry may be
different in Al aska than in Norway or Venezuel a. She referred
to the accounting definitions of the joint agreenents and asked
whet her the chart of accounts is agreed to, along with the
definitions of contributing costs. She asked, "Are [these] the
same in each of those entities? So, that's question nunber one,
on the accounting side.”

MS. FI TZPATRI CK answered yes and asked M. Hajny to el aborate.

MR. HAJNY further explained that each joint venture partnership
does have a specific chart of accounts that 1is wused for
billings; that was one advantage of using those as a starting
point for audit purposes for each of the interest owners. After
the joint interest billings are categorized and sent back to the
partners, each of the interest owers will use those nunbers in
its own chart of accounts for booking and financial purposes.
For the purposes of PPT, each conpany would have the sane type
of category or explanation for expenses. The sanme would be used

for the joint partnership returns and for federal incone tax
pur poses. The PPT allows conpanies to piggyback regarding
whether an itemis an expense or a capital cost. That procedure
elimnates the question of whether the item should be an expense
or a capital [cost]. He opined that, in general, a conpany or
entity is looking to claim any of those expenditures as an
expense on the federal incone tax return. In addition, wthin

Al aska, a taxpayer can receive a credit for a capital expense.

MR. HAJNY assured the commttee that the partners have agreed to
a very specific chart and accounting procedure to be used in the
Prudhoe Bay Operating Unit.

11: 23: 16 AM

REPRESENTATI VE FAI RCLOUGH r emar ked:

...those charts of accounts feed into your corporate
structure of <chart accounts that mght be different
t hen?

MS. FI TZPATRICK stated that the joint venture billing is set up
to feed into what the tax requirenments are; they differ around
the worl d. For exanmple, a particular expenditure, according to
a joint operating agreenent in Alaska, my be viewed as an
expense or cost item The same expense in another |ocation may
be viewed as a capital item under a contract. When these
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di fferences nust be grouped and reported in financial accounts,
BP will revert to following international accounting standards
and reconciliation will be nmade under the conplete set of rules
and procedures for expense versus capital wunder both sets of
accounting regines. Both accounting regines are very simlar
and all reconciliations are nade public.

11: 24: 35 AM

REPRESENTATI VE FAI RCLOUGH asked whether the state has requested
a chart of accounts from BP and, if so, do the auditors have
sufficient information in their possession in order to
appropriately understand the costs reported under PPT.

MR. HAJINY answer ed:

... yes, we... sat down with them at the end of our
filing for 2006 and expl ai ned how our 2006 PPT filing
was devel oped and wal ked them t hrough a mappi ng of how
that tied to our federal incone tax partnership
returns, our tax trial balances and how each one of
t hose specific categories of cost nmapped into that.

He confirmed that the state auditors have been provided wth
copies of BP's joint operating agreenents and accounting
procedur es.

REPRESENTATI VE FAI RCLOUGH acknow edged that all parties are in
the first stages of an exchange of information under PPT. She
expressed her understanding that all of the accounts and
information inside of the agreenents would be wused for the
audits, and said that she would ask the Adm nistration her
guesti on.

MR. HAJNY stated that he and Representative Fairclough may just
be using a little different term nol ogy. The term "chart of
accounts" nmay not be referred to wthin the partnership
agreenents; another term nay be used.

11: 26: 47 AM

REPRESENTATI VE FAI RCLOUGH r esponded:

[1"m just looking for the road map that guides us in
capital expendi tures and understanding that in
di fferent countries ... di fferent categories of
expenses could be classified differently and I want to
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make sure that the state has the infornation that
we’ re seeki ng.

M. Chairman, the final question is in regards to the
repl acenent of reserve barrels that is shown on
Al askan assets. Ms. Fitzpatrick and | have discussed
this a little bit so if I"’mnot clear to ny questions
for commttee nenbers or to those who mght be
listening, the idea is that conpanies have to disclose
repl acenent barrels and in that disclosure, that helps
to keep them healthy as far as those who invest in the
organi zations my look on as the Security Exchange
[ Commi ssion] goes forward with different regulations
|"’mfairly correct to that point?

M5. FITZPATRICK said she would come back to that point after
Representati ve Faircl ough finished her question.

REPRESENTATI VE FAI RCLOUGH cont i nued:

My question to Pedro [Van Meurs] in that Legislative
Budget and Audit hearing was, is there a reason why
Al askans’ resources nay be held in the ground because
they can book so many nore barrels of recoverable oi
and are those standards and practices globally - the
accounting standards and practices — recognized in the
same way or is there advantage in the U S. market that
woul d make our barrels |less attractive to nove forward
on to market because they can reserve them and hold
them on their bal ance sheets in a different way as far
as the nmarket goes. I want to know if we have
sonmet hi ng sonewhere that is advantageous for producers
to hold the reserve barrels on their books instead of
actually producing them That’s the bottom |ine and
so | want to know how globally the U S. accounting
practices fit into those globals and if there’'s an
advant age or di sadvantage from BP' s perspective.

11: 28: 33 AM

M5. FITZPATRICK replied in terns of whether reserves and a
replacenent ratio are netric and are an indicator of market
interest, the answer is yes. The replacenent ratio is based off
proved reserves, which is defined by the SEC The invest nent
community is interested in proved reserves but is interested in
other factors as well. The SEC has defined proved reserves very
narromy and a |ot of debate has taken place with the SEC about
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whet her SEC definitions need to be updated. The SEC regul ations
were taken from the Society of Petroleum Engineers’ (SPE)
definitions in 1972. Technol ogy has evolved since then so the
SEC is looking into evolving its definitions as well. BP does
not book certain things as proved reserves under the SEC rul es
because those rules do not allow that. However BP believes that
sonme of those reserves are recoverabl e.

She explained that investors are interested in a few things.
The first is the reserve replacenent ratio and how fast those
reserves are being developed and are beconming certain relative
to the anbunt produced. That is an indicator of the progression
to production. The investnent community is interested in how
much of a resource is present. BP believes the heavy oil is
present but needs to figure out how to extract it wth
technol ogy and how to extract it economcally. She noted:

If 1 think $100 oil is here forever, maybe | m ght
think it’s economc. Is that a risk I'm wlling to
take — entirely different question. So the industry
is interested in - the investnent comunity is
interested in well, what are your resources. There
isnt really a definitive published set of nunbers
that would nmeet resources. There’s a lot of stuff

around [indisc.] the Society of Petroleum Engi neers.
There’s been sone stuff around the United Nations
f ramewor Kk, in terns of trying to get somne
international standards and, if you are interested,
not in this commttee, |I’m very happy to arrange for
sonmeone to take you through the United Nations
framework on how it maps to the SPE There are
various layers of conplexity and definition behind
that because ultimately what an investnent bank is
interested in is what is the cash flow generation
likely to be and hence, what is also the gross capital
— capital gross — in terns of share price.

Back to Representative WIson's t hought about
assessing your risk profile for your own sort of

retirement. That’s what the investor is ultimtely
| ooking for — is what’s ny capital gross and what’s ny
return [indisc.] to the dividends. The i nvest nent

banks are then working out well what is the flow of
resources around the pinning there and what is the
risk attached to that. They nodel that quite
extensively so the resource reserve replacenent ratio
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and the SEC definitions is a subset of what an
i nvestnment bank is actually interested in.

11:32: 39 AM

REPRESENTATI VE FAI RCLOUGH surm sed then that the U S nmarkets
take a nore conservative approach to the reserve barrels that BP
is holding on U S. records, because U S. definitions are |agging
behind world definitions.

V. FITZPATRICK said that 1is «correct but added that a
significant portion of public oil conmpanies are U S. conpanies
or foreign filers; all are required to follow the sane SEC
rul es. BP"s primary reporting is governed by international
accounting standards. The board has not yet set its definitive
rules on reserves disclosure so the SEC rules are used as the
defaul t.

MR. HAIJNY added that it's appropriate to view what kind of
reserves Alaska is |ooking at. He pointed out that DOR s
forecast for production includes nore than proven reserves.
Many of the barrels forecasted, particularly in the long term
are not actually proven reserves.

11: 34: 15 AM

COCHAIR GATTO recalled Dr. Van Meur's testinony about
“bookabl e” reserves, which no conpany can declare unless a
reasonable certainty that reserves are likely to be devel oped
exi sts. He asked if BP was predicting its “bookable” reserves
based on a 3 percent decline and then shifted to a 6 percent
decline, those “bookable” reserves would have to be renoved from
BP s inventory.

M5. FITZPATRI CK explained the SEC definitions of proved or
“bookabl e” reserves include the requirement that BP nust
eval uate whether those reserves are econom c based on the Dec.
31 price each year. Therefore, a conpany can have a huge shift
in its “bookable” reserves purely dependent on changes to the
oil price in the world market on Decenber 31. That price inpact
causes significant swings for nmany conpanies. Wen BP | ooks at
its decline curve, it |looks at what it can reasonably produce,
its projects, and investnent evaluations. That differs from a
snapshot of reserves based on a single day' s price.

11:36: 13 AM
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CO-CHAIR GATTO noted the commttees have focused a lot of the

di scussion on investnent and attaching that to reserves. He
recalled a statenent nmade earlier that if the costs are too high
in Alaska, the [oil conpanies] would go el sewhere. He pointed

out that would prevent oil conpanies from being able to declare
t hose reserves. He stated:

So the feeling has been that if you have $1 to invest
in Alaska and it’s going to get you $1.50 in return,
even if there’'s $1.75 across the street, you'll
actually do both. Isn’t that likely? | nean you're
not going to just nove your investnents sonewhere el se
based on what kind of a tax deal you get.

M5. FITZPATRICK replied it cones back to a phrase she used
earlier: scale and pace. Wen BP discusses booked reserves, the
issue is which projects becone marginal, in which case BP would
wait for another advance in technology to make that project nore
econom cal . BP's discussion centers on making increnental
projects nore valuable. BP does not run its business on
bookabl e or proved reserves; it is interested in the total
resource base and how to pool that base through to production.

11: 38: 33 AM

REPRESENTATI VE ROSES surm sed that the effect of taxation change
will be long range since the [oil conpanies] have planned ahead
for 2 to 8 years. An imediate inpact could occur if the

econonics of a project changes and the “bookabl e” reserves could
i mredi at el y change because that nunber is cal cul ated annual ly.

M5. FITZPATRICK said the price at the end of the year can cause
dramati ¢ changes. She conti nued:

In terns of what inpact would a change of fiscal

policy have, |I'm not thinking about that actually
purely in the ternms of my bookabl e reserves. It will
have an inpact because the point at which - if it’s
hi gher tax costs - the point at which | becone not

econonmic and, by the way, the definition of “not
econom c” for the SEC neans that you no |onger nake 1

cent, just to be very clear. It is not around what is
our profit margin. The definition of economic is you
make 1 cent. If I'’m down to making those investnent
decisions, I'min a very different place.
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So, the choice then around what’'s happening with the
econoni ¢ decisions and when would you see an inpact?
It wll depend on what the inpact on that investnent
decision is. Are there investnents that | have
al ready started? Yes. M ght | change the pace of
then? | mght but please don’'t take that as a threat.
The answer is | don't know yet but would | be
revisiting to | ook and see what is the right pace? Do
| want to slow it down? Do |I want to absolutely keep

exactly with what 1’ m doing? What about the next
phase of investnents? How econom c are they | ooking?
Do | have the next phase of sanctionable projects

com ng through?

MR. HAJNY added that as part of a tax organization, he is asked
to look at all of the projects that cone through and asked to
provi de assurance that the tax assunptions are accurate. Wi | e
he can only make assunptions based on the current fiscal regine
in place, he will be asked about the |ikelihood of that regine
staying in place. Managenent will want to know whet her many tax
policy changes have occurred in the recent past to determ ne any
additional risk that needs to be placed on a particul ar project.

11:41: 34 AM

CO CHAIR GATTO said Alaska had no [tax policy] changes for 10
years while oil prices increased substantially. He questi oned
whether M. Hajny would consider an environnment with no tax
changes over a 10 year period to be riskier than an environnment
t hat deliberated and nade tax changes over two years.

MR. HAINY said Co-Chair Gatto’'s point is well taken. He
explained that prior to tw years ago, the assurances he
provided were reviewed [by managenent] with nuch |ess scrutiny
than they are today and he is asked many nore questions today
than in the past.

CO- CHAIR GATTO asked if Alberta is keying off of Al aska. He
suspected M. Hajny has his hands full when trying to determ ne
where the tax structure will be stable over the next five years.

11:43: 35 AM

REPRESENTATI VE FAI RCLOUGH said one of the reasons she brought up
“bookabl e” reserves in Alaska is because of current production
rat es. She asked why, if oil is at $90 a barrel, production
hasn’'t been increased to nonetize that resource at a higher
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val ue. She questioned why nore oil can’t be put into a pipeline
that advertisements say is two-thirds enpty.

M5. FITZPATRICK said other things need to be taken into
consi derati on. First, the reservoir nmust be managed
appropriately so that if production is maximzed now, the
reservoir could be damaged and the supply won't be avail able
| at er. Second, access to rigs to drill nore wells to increase
production mght be limted and sonme rigs may have to be
nodi fi ed. Whether the costs are econonmic at $90 per barrel, and
how long that price is likely to last are also factors that are
consi dered, anobng others. She noted even if the rigs and
enpl oyees are available, the enployees may have nowhere to
sl eep.

REPRESENTATI VE FAI RCLOUGH noted Ms. Fitzpatrick said costs |ag
by about a year.

M5. FITZPATRICK said they do but state whether rigs are
available or will need to be built nust be consi dered.

11:46: 47 AM

VR. HAJNY nmade the following comments about substantive
provisions within the legislation. He said:

[Slide 11] ... The bill changes the statute of
l[imtations from three years to six years to audit
t axpayers. Qur concern is that an additional three

years to audit the taxpayer would potentially subject
us to another three years of interest calculated at
the statutory rate of 11 percent on the findings,
regardless of intent of the taxpayers. BP has
traditionally been very accommopdating to the audit
staff and granted extensions to allow tinme for all of
the audits to be perforned and clear up any
m sunderstandings on the audit issues as they arise.
One of the concerns is that with the potential for
this increase, these audits could extend on for seven,
eight, nine years, potentially if we granted these
ext ensi ons.

The question, | guess, | would ask from a policy
standpoint is mght producers be less inclined to
grant these extensions if we continually are subjected
to the 11 percent interest rate because, from our
standpoint of view, that is a significant hindrance
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wanting to continue and stretch out audits and include
costs that should not be deductible there.

Moving on to the issue around sharing of confidential

11:48:22 AM

REPRESENTATI VE SEATON interjected that a concern about the
statute of limtations was expressed earlier, that being that
overdue reports wuld be fined on a daily basis so that
extending the timefrane to six years is too long a duration for
that type of fine. He asked if BP would feel nore confortable
if the bill specifies that after a certain tine period, perhaps
60 days, the $1,000 fine would kick in so that a conpany woul d
have 60 days to conply w thout being fined.

MR. HAINY replied the $1,000 daily penalty is related to a
provision to provide information. He felt Representative
Seaton’s idea is a good suggestion; however, he still believes
the $1,000 a day penalty is excessive. One of BP s concerns is
that an auditor could cone in years down the line and say BP did
not provide information that was requested six or seven years
earlier, therefore a retroactive penalty of $1,000 per day from
that tinme period could be inposed.

REPRESENTATI VE SEATON surm sed that changing that provision so
that inposing a fine for failure to report would cone after
notice was given and adequate time for a response was provided.

MR. HAINY said that would help but he is still concerned that
six years later, if BP didn't provide requested information
because it subnmitted 19 of 20 requested itens and felt the 20'"
item was answered by previously submtted information, the
auditor could determine that information was inadequate. He
said a legitimte oversight could al so occur.

11:52: 07 AM
COCHAIR GATTO noted when collecting taxes, legitimate
oversights and intent are rarely inportant. The nost i nportant

factor is how nmuch is owed. He said when an audit shows that an
item was msreported and nore tax is owed when the correct
nunber is inserted, the penalty is 11 percent annually. He said
if a conpany is getting an annual return of 35 percent, accruing
a penalty would be economcally advantageous. He said 11
percent does not seem outlandi sh because if the penalty was 2
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percent, a conpany would nore likely pick the nore advantageous
nunber . He felt it is the state's desire to encourage accurate
nunbers so that penalties do not have to be inposed. He
repeated he does not believe 11 percent is too high and
mentioned the IRS i nposes a penalty plus interest.

CO- CHAIR GATTO said regarding the exanple M. Hajny described
with a conpany responding to 19 of 20 itens, the conpany would
encl ose a docunent describing where the data that responds to
item 20 can be found. Absent a response from the state, the
conpany would have a case against it if the state wanted to
i npose the $1,000 fine six years later. He said that kind of a
fine is not unreasonable when a conpany decides it is unwlling
to reveal certain data but does not communicate its decision.
He asked M. Hajny if he disagrees with charging interest as a
penal ty.

MR. HAIJNY said through the period of audits, legitinate issues

have cone up. They are usually differences in the
interpretation of a |law or regul ation. They are legitimte in
that they are areas that need further clarification. In the
end, the parties mght resolve howto file in the future. |If BP
agrees that it owes tax on that particular item it will pay a
m ni mum of 11 percent. As BP goes through the audit process
several years down the road, that interest has the potential to
cost nore than the original item H s nanagenent would

scrutinize that situation thoroughly, which would be significant
incentive to file to the best of his ability and to “be on the
button” about the anmount owed.

CO CHAIR GATTO asked M. Hajny if he would like M. lversen to
address the conmitt ee.

MR HAINY said that would be fine.

11:58: 05 AM

JOHN | VERSEN, Director, Tax Division, Departnent of Revenue,
Juneau, Al aska, provided the follow ng coments:

First off, in regard to the statute of limtations
issue, this is — you know we can cone at this in a
couple of different ways. W are dealing with, from

an adm nistrative standpoint, a whole other batch of
costs that we haven't been dealing wth in the past.
W’ ve been |ooking at downstream costs. Historically
now we're |ooking at upstream costs as well. In
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addition, we’'re also now going to be taking advantage

of looking at joint interest billings and joint
interest audits between the working interest owners in
a unit and the operator. The working interest owners
woul d do an audit on the operator’s billings to them

Those take tinme - years. And then, after that there
are going to be sone audit issues that are contested
that may remain unresolved for years. Meanwhi | e the
clock is ticking on our statute of limtations. If it
takes three years for an audit to be conpleted and
then we’ve got remaining issues that were contested,
hangi ng out there, we’'re bunping up against that six
year deadline even at that potentially — at least the
three year deadli ne.

CO- CHAIR GATTO asked if the clock stops the nmonment a chall enge
is made or if it continues until the six years is up.

MR. | VERSEN said the clock starts when a return is filed and
resets when an anended return is filed. He gave an exanple of a
clock starting for 2006 returns when filed in late March or
early April. If that return is anended due to a federal
partnership return, that would be filed in the fall [Cctober].
If the conpany had to file an anmended return [with the state],
the clock would start over. That clock would run until the
taxpayer waived tine for logistical reasons. That does happen
often in a cooperative arrangenent between the parties because
the state is trying to get the information it needs to finish
the audit. It is to the taxpayer’'s advantage to submit the
information so that the auditor does not have to guess. I f DOR
runs out of tinme and no waiver is granted, the state has two
choices: to do no assessnment or do a jeopardy assessnent. The
six year statute of I|imtations would prevent unnecessary
di sagreenent and push back on timng. The clock ticks until DOR
makes its assessnment so that it has three years from the tine
the return is filed to nake the assessnent, which is the witten
statenent from DOR of the tax due. He pointed out DOR is up to
speed on its audits. It has not started any conprehensive
audits of 2006 returns under PPT but historically there has not
been a big tine | ag.

12: 03: 11 PM

M5. FITZPATRICK said BP doesn’t oppose the six-year extension
per se. BP is concerned that an adequate process be designed so
t hat m sunderstandings don't occur. BP is also concerned that
when an audit is finished, if regulations are witten during
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that time, it does not want to incur a penalty for a good faith
filing for a regulation witten subsequently.

12: 04: 28 PM

CO CHAIR CGATTO asked if a penalty is inposed for failure to
report or for reporting inaccurately or whether only interest is
char ged.

12: 04: 33 PM

MR. |IVERSEN said [the bill] contains an additional penalty
portion. There is an inportant distinction between the
penalties under ACES and the penalties currently in statute.
The penalties wunder ACES are up to $1,000 per day. The

penalties wunder current law are based on a percentage of a
deficiency so if the information is not provided but there is no
deficiency or an underpaynent or failure to file a return, there
is no penalty. That |eaves the information request wthout an
explicit penalty so if a conpany does not willingly supply the
requested information, DOR needs to get a subpoena to get it.
Under current |aw, penalties are based on an underpaynent or
failure to file. Those penalties start at 5 percent per 30 day
period or a fraction of that up to 25 percent. A negligence
penalty of an additional 5 percent can also be assessed if the
failure to pay is due to negligence. A fraud penalty of the
greater of $500 or 50 percent of the unpaid anobunt can be
i nposed on top of the others.

12: 06: 11 PM

CO CHAI R JOHNSON suggested nodifying the bill to say “from the
time of request.” The clock would start ticking if that
information is not provided within 30 days of the request.

MR. HAINY told nenbers that tax filers need a sufficient anount
of time to gather information and 30 or 60 days may not be
enough tine. He acknow edged the devil is in the details; the
bill needs sufficient |language to ensure the taxpayer is
notified of the exact information requested and the penalty date
and anount.

12: 09: 06 PM

CO CHAIR JOHNSON asked if the deadline was 120 days after the
request was nade, the fine should be higher and, if it was siXx
nont hs, even higher so that the hammer falls harder wth nore
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time. The details need to enable DOR to get the information and
provi de a hamrer to inpose that penalty.

MR. HAINY said ultimately, DOR already has a hamer through
subpoena powers so BP believes DOR has the ability to get the
information it needs now.

12:11: 40 PM

CO- CHAIR JOHNSON said as a legislator, he has tried to commt to
not introducing legislation based on snapshots or |I|egislation

that will end up in court. He said if he was to amend the bill
using a subpoena as the hamrer, he would be ignoring his
fiduciary responsibilities to the <citizens of Al aska. He
t hought the Legislature should create clear lines and try to
stay away from subpoenas or legislation that wll require a

judge to determ ne the outcone. He said he is leaning toward a
| onger tine period and a heavier fine.

MR. HAIJNY said he doesn’'t expect to ever encounter that
provision in the bill but it nmay be necessary to address issues
that are unforeseeable at this tine. BP will provide any
requested information to the best of its ability within certain
boundaries surrounding its legal entities and partnershi ps.

12:13: 32 PM

CO CHAIR GATTO asked M. Ilversen if the tinely response issue
coul d be addressed in regulation.

MR. | VERSEN told nenbers he thought the details would have to be
fl eshed out in regul ations. He clarified that the penalty can
be up to $1,000 per day. If DOR is excessive and unreasonabl e
taxpayers can use a three tiered appeal process. If DOR is found
to be unreasonable, the penalties will be abated. He said he
bel i eves that because the subpoena power is a ticket to a court
battle, it is rarely used.

12: 15: 28 PM

REPRESENTATI VE GUTTENBERG asked how aggressive the industry as a
whol e has been in standing up against DOR and how often a case
goes to court.

MR | VERSEN said that boils down to the respective
responsibilities of both parties. The oil conpani es’
responsibility is to their sharehol ders. DOR s responsibility
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is to the citizens of Al aska. That relationship often results
in audit disagreenents. Cenerally an audit wll turn up
m scalculations or clains that fall in a grey area. Those
di sputes are often resolved through the informal conference
process and the additional tax is either paid or DOR backs off.
Many cases go to the Ofice of Admnistrative Hearings where
they are decided by an admnistrative |aw judge. Sonme cases go

to superior court but not often. The cost for these cases
increases dramatically with each step so returns dimnish the
farther a case proceeds. Once a decision is reached at the

Ofice of Admnistrative Hearings, the result beconmes public.
Taxpayers are unconfortable divulging certain infornmation to the
public and there are incentives to settle along the way. Any
settlement nust be approved by the Departnent of Law, as well as
DOR, by statute.

12: 18: 42 PM

REPRESENTATI VE EDGVON asked if this discussion is directed
toward the added conplexities caused by the enactnent of the PPT
so is forward | ooki ng.

CO CHAIR GATTO said the discussion started with the extension
from 3 to 6 years and then noved to penalties so the conmttee
is discussing new provisions in the bill.

REPRESENTATI VE EDGMON asked if the backdrop is the new tax
regi ne.

12: 19: 26 PM

MR. | VERSEN said he was framng his comrents by contrasting the
ACES $1,000 per day fine with the current penalties. The
litigation and conflicts refer equally to past and anticipated
cases.

12: 20: 08 PM

CO CHAIR GATTO asked if ACES will require nore auditors because
of increased reporting and auditing.

MR. | VERSEN replied affirmatively.

12: 20: 36 PM

REPRESENTATI VE GUTTENBERG stated part of the dialog has revol ved
around a net and gross tax. A net tax would require nore
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audi tors because of the need to |ook at operational and capita
costs. He asked M. lversen if he has done an analysis on the
tax division’s different needs under a gross versus net tax.

MR. | VERSEN replied the distinction, from an audit perspective
of gross versus net, nust be framed in ternms of what kind of
gross tax is inposed. I ncentives to any gross tax add
increnental |ayers of conplexity.

12: 22: 22 PM

MR. HAIJNY conmented he fully understands the need for DOR to
acquire information and is wlling to engage in discussions
about how to provide that information. However, it is inportant
to be very careful about forward |ooking statenents, |egal
procedures that nust be followed and disclainers in respect to
t hem BP believes certain precautions should be established
statutorily to control and |imt access to forward | ooking

i nformati on. BP appreciates that DNR and DOR need to be fully
aware of the l|legal necessity of appropriate access controls so
that allowing access to confidential and sensitive information
by DNR staff who are directly involved in taking state royalty
in-kind and know to whom it is to be sold and the price would
not be a regul ar occurrence.

12: 23: 38 PM

CO CHAI R JOHNSON said he is very concerned about confidentiality
and understands the state will be a conpetitor at some point
He said he was assured by the Admnistration that its standards
and neasures w |l be adequate. He asked if BP agrees.

M5. FITZPATRICK said she is not sure she can answer that
guestion because she does not know what the access controls are.
She said if the need for access controls is recognized, she nmay

have to go forward in good faith. Access controls are not
unusual ; BP has them and she has worked for other organizations
that have them as well. She believes access controls are

entirely manageabl e.

COCHAIR JOHANSON commented he believes DOR has said that
confidentiality access controls are already in place and that
everyone in the departnment has signed a confidentiality
agreenent . He asked whether any breaches of confidentiality
have occurred.
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MR HAINY said BP's view is that its confidential taxpayer
information has been breached on nore than one occasion.
Whet her intentional or not, that denonstrates BP' s concern wth
provi di ng confidential taxpayer information and who it is shared
with. Creating certain guidelines to ensure that does not occur
in the future is very inportant to BP

12: 26: 17 PM

CO- CHAIR JOHNSON said it is equally inportant to himand that it
is incunmbent upon the state to protect confidential information
it is given so that conpanies do not have to decide whether or
not to hand over certain information because of the fear of a
breach of confidentiality.

12: 27: 12 PM

REPRESENTATI VE SEATON said he shares the sanme concern but the
probl em of confidentiality of tax information can't be cured in
this legislation for one industry; access to all confidential
tax information for all industries needs to be addressed.

12:28: 08 PM

CO- CHAIR JOHNSON agreed, but said the Legislature has to start
somewher e.

12: 28: 20 PM

REPRESENTATI VE ROSES asked what renedies exist for conpanies
when they feel a breach of confidentiality has occurred.

MR. HAINY replied the reality is that the processes in place
would make it difficult to acknow edge the specific breach. The
first problem is that BP wuld be acknow edging specific

information put in the public domain. In addition, BP would
have to pinpoint where the breach occurred and whether it was
i ntentional . He said the renmedies for that problem have not

been adequate in the past to sufficiently protect BP s
confidential taxpayer infornation.

12: 29: 44 PM

REPRESENTATI VE ROSES said this legislation has been touted for
its fairness; therefore a conpany and the state should be
equal ly penalized for breaches of confidentiality. He said he
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will look into placing tougher sanctions on the state for
br eaches.

12:30: 49 PM

CO CHAIR GATTO asked when BP has discovered a breach, has it
been able to verify the breach didn't occur Wi t hin
BP or whether a finger is automatically pointed at the [state
enpl oyee] who m ght have breached the information.

M5. FI TZPATRICK said BP would first assunme the problem occurred

within the conpany. A review of internal processes and
controls would take place. She did not want to discuss
speci fics, but said BP has had concerns [about state

confidentiality] and believes the issue is inportant and that
access and confidentiality can be managed.

12:32:21 PM

REPRESENTATI VE GUTTENBERG nmaintained that both sides have
legiti mate concerns. He said whistle blowing on the job is
often encouraged in the industry for the sake of safety. He
felt having a whistle blow ng process in place and providing an
avenue of protection should be considered and addressed. He
pointed out that wup wuntil this point, the discussion has

centered on leaking trade secrets but inappropriate activities
are occurring in all industries.

12:35: 25 PM

REPRESENTATI VE W LSON comment ed that whether intentional or not,
a breach of confidentiality should never occur so severe
consequences should be created to act as a deterrent.

12:36: 13 PM

MR. HAJNY continued his presentation:

[Slide 12] Speaking a little bit about the |ease
expenditure aspect of PPT and HB 2001 — from a tax policy
perspective, the determnation of whether a tax is
performng we think should be judged on its nerits and
facts. Allow the process to work. Perform sone audits and
report a conplete set of facts and findings. The tax
policy should be based on facts. |f, after doing sone
audits of the returns, there is a conpliance problem it
shoul d be reported to you for consideration and correction.
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The proposed bill asks you to set tax policy without a
full finding of these facts. This appears prenature
to ne.

W' ve clearly stated and are commtted to cooperating
with the DOR to explain and provide the information to
help them understand our joint venture accounting
processes and these JV processes are an excellent
standard for qualified |ease expenditures for PPT
deductions. There's a lot of work that’s gone between
t he i ndustry and t he Legi sl ature and t he
Adm nistration to design this system of how taxpayers
will comply with the PPT. But we are very troubled
that the current bill wuld repeal DOR s explicit
statutory authority under [AS]43.55.165(c) and (d) to
require or authorize the use of operators’ joint
venture billings as the starting point for determning
deducti bl e | ease expenditures...

CO- CHAI R GATTO asked for the title of the referenced statute.

MR. HANJY answered the section is naned Deductible Lease
Expenditures. He continued his testinony, as follows:

...for t hat uni t or field. Wiy would the
Adm nistration take away the authority to use these
billings unless they intend to disallow themin future

regulations? It’s a little puzzling to us there.

CO CHAIR GATTO asked if M. Hanjy is saying that section is in
ACES.

MR, HANJY clarified that AS 43.55.165(c) and (d) have been
renmoved, which allows DOR to use the joint venture billings as
the starting point.

CO-CHAIR GATTO asked whether that deletion was made in ACES or
by the previous conmttee.

MR. HANJY told nenbers that section was deleted in SB 2001 and
HB 2001 but it is currently in both versions of the comittee
substitutes.

CO- CHAI R GATTO asked M. Hanjy if BP wants that section del eted.

MR. HANJY said BP wants those provisions put back in the bill.
He noted the current provisions within PPT are sufficient.
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12:39:42 PM

REPRESENTATI VE ROSES asked M. Hanjy to discuss advisory
bull etins noticed on the previous page.

MR. HAIJNY said he used the categories originally used by the
Adm ni stration as the specific provisions within the bill. From
an adm nistrative standpoint, BP is fully supportive of posting
advisory bulletins. He understands the purpose of posting the
bulletins is to potentially prevent future conflicts.

REPRESENTATI VE ROSES asked M. Hanjy if he thinks the advisory
bull etins could be used to trigger the beginning of a limtation
or | ook-back in terms of penalties.

MR. HAIJNY said he wouldn't know how DOR could use those
bulletins to calculate interest. It would be a concern, but BP
has been nore concerned about being able to obtain affirmative
deci sions on specific questions asked about the interpretation
of a current bill. Any information that provides clarity is a
positive step.

12:41:48 PM

CO CHAIR GATTO asked M. lversen to coment on that topic the
next tinme he addresses the conmttee.

M5. FITZPATRICK informed nenbers that other agencies post
bul | eti ns. The SEC posts bulletins when asked how [a rule]
actually applies to let people know She requested that DOR
post the bulletins in a place that is easy to find.

12:42: 45 PM

MR. HAIJNY said BP believes it has filed a conpliant 2006 PPT
return and followed the laws and regulations when making its

2007 estinmated paynents. Specific areas need to be addressed
under the regulations; BP encourages the Admnistration to
conplete Phase 2 of those regulations. BP understands the
principles behind PPT and the joint venture billings to define
| ease expenditures. He said expenditures such as advertising,
| obbying, tax planning and charitable contributions have not
been included in BP's current filings. The PPT requires
deductible |ease expenditures to be direct and ordinary and
necessary costs of oil and gas for exploration, developnent,

production. The IRS defines the words “ordinary and necessary”
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in the same way. He noted the PPT relies upon the federal
definition of “capital” and “expense.” BP believes that is an
asset to the PPT.

12: 44: 00 PM

REPRESENTATI VE ROSES asked M. Hanjy to repeat the list of itens
t hat are not deducti bl e.

12:44:12 PM

MR. HAINY said he cited the follow ng exanples: advertising,
| obbyi ng, tax planning and charitabl e contributions.

12:44: 28 PM

MS. FITZPATRICK clarified those itens were given as exanples and
do not represent the exhaustive |ist.

12: 44: 36 PM

REPRESENTATI VE SEATON noted a provision in PPT says if the joint
venture partners reject a bill that would be reason for the
state to reject the deduction as a |ease expenditure. He

questi oned whether that section will be changed by ACES or the
conmittee substitute.

12:45:18 PM

MR. HAINY affirnmed that is a concern of BP s because if joint
venture billings are used as a basis for allowable costs, they
should also be the basis in the other directions - which costs
are allowed and which are disall owed. BP has filed with the
understanding that as Phase 2 of the regulations are
i npl enented, the joint venture billings would be used as a basis

for first looking at what the partners allowed or disallowed

That would provide a first cut at whether or not to include
those costs. Wthin that, 18 itens are specifically excluded so
that just because a partner paid its share of an excluded item
that itemcould not be included in the filing.

12: 46: 35 PM

REPRESENTATI VE SEATON referred to the recent leak on the North
Slope and the need to replace pipe, and asked if that billing
has gone to the partners in the joint venture and whether the
billing was accepted or rejected by them
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12:47:02 PM

M5. FITZPATRICK replied BP has not yet included any deductions
inits PPT filings.

12:47:15 PM

REPRESENTATI VE W LSON asked what is to prevent the partners from
getting together and planning what to deduct.

12:48: 02 PM

M5. FITZPATRICK replied that would not happen for several
reasons: | egal requirenents, such as the controls required
under the Sarbanes-Oxley Act; BP's code of conduct on how
enpl oyees conduct business — avoiding an appropriate tax rule

woul d not be condoned; and partners are very tough on each other
and none of themwant to pay the other.

12:49: 17 PM

MR. HAINY informed nenbers the bill goes to the extrenme by
allowing |ease expenditures to be determned by regulation.
Taxpayers wll not know whether they are filing a conpliant
return because regul ations can change with the stroke of a pen.
The taxpayer will have no stability under this approach and the

Legislature could only react to changes after regulations had
been promul gat ed.

12: 50: 05 PM

MR. HAJNY commented on the costs for unschedul ed interruptions:

The exclusion of costs for unscheduled interruptions
of production feature is not a provision that is, in

our opinion, able to be adm nistered. It will create
uncertainty and an area of constant debate and dispute
in the future. It was thoroughly discussed |ast year

and in the spring, and verified this year by Dr. Van
Meurs and Dan Dickinson that the 30 cents a barrel
exclusion was put in place to sinplify and cover the
costs associated with costs that the state did not
want to be deducted due to mai ntenance costs.

12:50: 50 PM
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CO- CHAIR GATTO asked if the Legislature should increase that
anount to 50 cents to take care of sone of the unschedul ed
costs.

12: 51: 00 PM

M5. FITZPATRICK jested she can only answer that one way - no.
She elaborated the difficulty of working out what an
"unscheduled interruption" is. She said sone unschedul ed
interruptions are assunmed to occur in a large facility because
of the anmount of machinery involved. Sonetinmes the interruption
can be an extension of a planned event. She told nenbers:

...You go in and you're doing sonme planned work and
you're like well, | could sort this now or | can cone
back and do it another tine. It mght be better to
say actually no, let’s extend this and plan for the
future and do sonething now as a good investnent for

the future rather than saying no, | won't do it now,
"1l come back and do it later. That’s what we're
meani ng by uni ntended consequences. Il think it would
be very, very difficult to admnister. As Bernard
said, the conversation last tine, | believe, went
round this and it was the 30 cents — | have no idea if

it’s the right or the wong nunber but that was viewed
as a nanageable way to do it.

12:52: 57 PM

COCHAIR GATTO said the words "unanticipated interruption”
literally junped off the page at him He stated:

If | said gee, if | were at the oil conpany and | had
an unanticipated shutdown...[or] interruption, then I
woul d say rather than have an unschedul ed interruption
tomorrow at 2:00, | think 1’1l just schedul e one today
for tonmobrrow at 2:00 and now it's a schedul ed
interruption and we’ ve done away with the difficulty.

The other term was “unanticipated” to substitute for
“unschedul ed.” | said | wonder if that’s the intent
of the person who put this in the bill really neant.
Either way, | was tending to think like you did. It’s
conplex and, for instance, Al aska Airlines tickets I
was | ooking at this norning, it said on-tinme rate — 40
percent outbound, 50 percent inbound. | said that’s
pretty terrible. Are those schedul ed? Apparently, at
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| east they're telling us that’s their record. So, is
there a better way? Rather than striking the terns,
is there a better substitute because |I think you know
the intent of saying when we |ose revenue as a basis
of sonebody’'s unscheduled sonmething that happened
anyway and we think you are smart enough to have known
this would have happened, should we take the loss or
should we say we're going to disallow that as an
expense? That’'s where we’'re going on that one.

12:54: 43 PM

MR. HAIJNY said Dr. Van Meurs cane up with the 30 cents per
barrel solution because he recognized that getting |anguage
around that would be very difficult. He believed the 30 cents
woul d cover the state in those areas for a period of tine. He
submtted that over a period of tine, there will be many tines
when no unanticipated events occur but the 30 cents will stil
be excluded from costs.

12:55: 32 PM

REPRESENTATI VE SEATON said this issue revolves around the
subject of the [recent] spill and the replacenent of the line on
the North Slope, as well as trying to prevent that future
conduct . BP has pleaded to crimnal negligence in that
si tuation. He referred to Section 6 of the bill before nenbers

and said | anguage was added to Section 6 that says, violation of
law or failure to conply with obligations under the |ease,
permt or |icense.

The Legislature westled with SB 80 and the definition of
“i nmproper mai ntenance” and how that could have a huge effect on

the industry. Now the Legislature is westling with the term
“unschedul ed interruption,” which could also have a huge ripple
effect. Qoviously the Legislature is dealing with the subject
and the bill is noving forward. Menbers are trying to figure
out how to work this into the bill so that it has the | east
anount of detrinental effect on future operations. He said so
far three suggestions have been made: increase the 30 cent

deduction and clarify Section 6 and Section 19. He asked if BP
has any suggestions on how to cover this issue with the fewest
ripple effects and uni nt ended consequences.

12:58: 17 PM
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MS. FI TZPATRICK said she does not have a suggestion. BP has
said it will follow the tax law when it files its PPT returns
Whenever BP files a tax return, it consults with its |egal
advi sors about conpliance with the |aw.

12: 58: 58 PM

REPRESENTATI VE SEATON asked:

If, on Section 6 — that’s on page 26 of L version, we
woul d have violation of law, crimnal negligence, or
failure to follow | ease and then that would cover the
events on the North Slope last year that was that
interrupted service and all. If we would do that, do
you see any necessity or benefit for having Section 19
and its uninterrupted consequences and duties to

the standard of care and those kinds of things. Do
you see any benefit to having Section 19 in there if
we woul d include crimnal negligence under Section 67?

1: 00: 00 PM

MR. HAJNY responded if the intent of that |anguage is to prevent
those types of costs, he would see no need for Section 19. In
addition, he would see no need for the 30 cents per barrel
exclusion that also covers the costs the state does not want to
share in.

1:00: 36 PM

REPRESENTATI VE GUTTENBERG said from his perspective, this issue
is one of stability. Legislators are trying to determne the
best position and course of action to take. The state’s and
industry’s planned developnent on the North Slope is to
increase, or at least maintain, production. He said it is
important that the Legislature and public know the oil conpanies
are doing the [maintenance] that needs to be done or, if they
have made an econom c decision to cut mai ntenance costs and that
backfires, damages will be paid. He repeated this issue is very

inmportant to the public and they are putting pressure on
| egislators to address it.

1: 03: 50 PM
CO CHAIR GATTO asked M. Hajny to conclude his presentation

1: 04: 12 PM
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MR. HAJNY told nmenbers:

The issue around the topping plant or diesel plant
exclusion on the North Slope - the exclusion of the
costs for building or operating the crude oil topping
pl ant that provides diesel for field operations is a
peculiar tax policy call in our opinion. It would
di sall ow costs for building and operating plants that
would provide ultra-low sulfur diesel fuel to the
North Slope operations and potentially villages.
While “incentivizing” operators to inport diesel at a
much higher cost of supply while having 50 to 80
trucks on the Haul Road - and that’s according to the
Conoco testinony that they provided - every day, the
potential safety and environnmental hazards, hazardous
concerns of this policy are troubl esone to us.

1: 05: 06 PM

CO CHAI R GATTO poi nted out that Representative Seaton has | ooked
into ways to provi de econom ¢ advant ages.

1: 05: 21 PM

REPRESENTATI VE SEATON said the existing diesel topping plant was
built [on the North Slope] wthout tax deductions or credits, so
not hi ng woul d prevent another ultra-low sulfur diesel plant from
being built. The question is whether the Legislature is going
to allow a tax subsidy for that in opposition to other

refineries in the state. If the state does allow the subsidy
under PPT or ACES, it will not only be giving a capex deduction
and opex, it will also forego any royalty paid on whatever is
used in the plant. He explained if it is in an existing or
ot her constructed off a |easehold site, the state will receive
the royalty on the oil. The Legislature is looking at this

i ssue from a subsidy standpoint rather than from the standpoint
of preventing a plant from being built on the North Sl ope. He
asked if BP has the sane perspective on that issue.

1: 06: 59 PM
M5. FITZPATRICK said BP would consider whether the project is
econonmi ¢ versus other projects. An uni ntended consequence from

an environnental and safety perspective is the nunber of trucks
traveling the Haul Road with diesel and the associated ri sks.
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1: 07: 52 PM

MR HAINY told nenmbers the last new exclusion in the current

version of the bill applies to DR&R costs. That exclusion
creates a significant anmount of issues in the future. He gave
the followng illustration. An operator decides to shut down
two gathering facilities in the future to build a nore
efficient, centrally located facility but that facility will not
directly replace one of the original structures. Under the
current bill, the cost of dismantling and renoving the existing
facilities would not be deductible. He asked nenbers to

consider that policy call.
1:08:52 PM

REPRESENTATI VE GUTTENBERG said he thought BP had been taking
DR&R deductions for a long tine. Moni es for DR&R have been put
aside for just that purpose. He asked if BP is asking for
additional credits to dismantle a facility.

CO CHAI R GATTO added the state has collected 5 cents per barrel
for TAPS DR&R. He was unsure whether any noney had ever been
collected for the gathering lines.

REPRESENTATI VE GUTTENBERG said the 5 cent per barrel charge is
for a different fund, not the DR&R fund.

1: 09: 45 PM

M5. FITZPATRICK said when differentiating TAPS from the North
Sl ope, she was not sure what BP has collected regardi ng DR&R
but BP is looking at, when assessing projects, the current and
future infrastructure. 1In the aforenentioned scenario, BP could
choose to maintain two power plants but they are using 30 year
old technology. BP could also dismantle them and build a new

plant using new technol ogy. The new plant would be nore
efficient and would benefit BP, as well as other new entrants.
The econom cs of that decision will be dependent on whether the

DR&R provi si on remai ns excl uded.

1:10: 55 PM

REPRESENTATI VE ROSES asked if wunder the current PPT bill, BP
woul d get an exclusion for the DR&R, and capital credits and
deductions for building the new plant.

1:11:12 PM
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MR. HAINY clarified that wunder the current version of PPT
certain calculations apply to deductions for any dismantl enent,
repl acenent and renoval of itens put into service prior to Apri
1, 2006, depending on how nuch was invested before and after
t hat date. He verified BP would get a portion of that and a
deduction and potential credit if putting in the new itemis a
capital cost.

1:12: 10 PM

REPRESENTATI VE RCSES asked if BP woul d expect operating costs to
decrease with one plant, rather than two; therefore operating
costs would be |ower, deductions would be lower and state
revenue woul d be hi gher.

1:12: 22 PM

M5. FITZPATRICK said that would be the objective. When
assessing a project, she would |ook at cost efficiencies. She
said, in regard to the power plant, if the cost is |lower, the
deduction would be |ower. The |ower cost would also benefit

ot hers accessing that power.
1:13: 02 PM

REPRESENTATI VE ROSES said he would like nore information on that
topping plant, specifically at what |evel of deduction the
gal l ons of diesel fuel would be deducted as an expense. If the
state is subsidizing the plant, it should not be giving a full
deduction for the full dollar value of each gallon because the
price would be lower if no royalties or taxes are paid.

1: 14: 02 PM

M5. FI TZPATRI CK agreed to provide the specifics. She said her
initial understanding is that it wouldn't be both.

1: 14: 16 PM
MR. HAJNY conti nued:

Many of you renenber there was a considerable anount

of debate surrounding the transitional investnent
expenditures, or TIE credits, during the previous
debate on PPT. After much consideration, t he

Legislature nodified the tax credits by requiring a
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TIE and tying the credit to our future spend. A
producer nust spend $2 in the future to receive a

credit of $1 spent in the prior years. Keep in mnd
that there’s a fixed anmount of credits available for
each conpany under the current TIE credits. [It’s just

a matter of how fast a conpany is eligible to take
t hem and whet her they invest the noney over the first
seven years of the PPT to be able to take the eligible
credit. Renmenber that these particular credits would
expire in 2013. The Adm nistration has stated that
the amount of TIE credits that were taken |last year in
the filings was approximately $114 mllion by the
i ndustry. They were surprised by that Ilevel of
credit. The question that | had is isn’t this exactly
what the credits were intended to do?

1:15: 25 PM

In the same |ine around credits, the current version
of HB 2001 and SB 2001 changes the 20 percent capita
credit and spreads it over a two-year period, causing
additional admnistrative burdens and conplexity for
both the taxpayer and the Departnent of Revenue that
is not needed. As M. Van Meurs noted, it reduces the
incentive targeted by the credit but still costs the
state the sane anount of noney in the end, with the
exception of what we would consider a tax increase in
the very first year because there’s no period of tine
to capture that credit in the first year of the
i npl enent ati on. So, in our opinion, it just reduces
the overall economc inpact to any project that wll
be considered in the future.

1: 16: 30 PM

M5. FI TZPATRI CK summari zed by telling nenbers 70 percent of the
next 20 years’ production is currently forecast from Prudhoe and

Kuparuk. Tax increases will create an econom c change, as well
as the «current commttee substitute, which changes gross
progressivity. That will not provide flexibility for future
changes, whereas a net tax would be self adjusting. She
cauti oned:

By that | nean we’'re in an unprecedented world at the

nmoment of $90. If that stays, and costs then catch

up, there nmay well be opportunities that today

woul dn’t be thinking were robust price tags to |ook
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at, which could well be in the higher ends there. But
if costs are caught up with that and I'’m in a gross
progressivity, which is kicking in a |lower rate, that

mght, in fact, have the counterintuitive inpact of
i mpacting investnment decisions at a tine when you
would think | should be actually encouraged to do

nore. So that is something that | would encourage you
to think about in terms of 1is going to a gross
progressivity in these environnents actually going to
give you the flexibility to encourage the investnent
at the higher ends if that’s in fact where we end up
re-equilibrating at.

Key nmessages — |I'’mnot going to read the slide to you.
You' re all perfectly able to read the slide. It’s
about what’'s the policy you want to put in place.
It’s about investnent. Ladi es and gentlenen of the
cormittee, you all wunderstand that and | appreciate
your balance is trying to decide how to get the right
answer for Alaska' s economc future. I’d like to
thank you for your tinme and your questions. | have a
l[ist of about 4 or 5 things which |I’'ve taken, which
were specific requests that we will do our best to get

back to you as soon as possible and, hopefully if you
have fol |l owups, we’'re very happy to take them

1:18: 32 PM

COCHAIR GATTO said it is ‘interesting to see the word
“uncertainty” bol ded. He said certainty and predictability are
terms given to the Legislature by the previous Adm nistration.
He ascertained the state wants the sane things.

1:19: 00 PM

M5. FITZPATRICK said all one can do is try to nanage
uncertainty;, elimnating uncertainty is unlikely. When naking
i nvest ment deci sions, she tries to bal ance many uncertainties.

CO CHAI R GATTO t hanked  Ms. Fitzpatrick and M. Hajny for
di scussing BP's concerns with the commttee. He pointed out the
word "partnership” is very valuable to legislators; they want to
have a partnership with BP, not a confrontational relationshinp.
Both parties have done a fair amount of woirk to create a
partnership and trading informati on has hel ped that partnership.

1: 20: 27 PM

HOUSE RES COW TTEE - 60- Oct ober 31, 2007



CO-CHAIR GATTO announced that the commttee would recess unti
2:00 p.m

2:17: 37 PM

CO CHAI R GATTO reconvened the House Resources Standing Conmittee
nmeeting and asked M. Mtchell and M. Taylor of ConocoPhillips
to present to the commttee.

2:17: 53 PM

KEVIN M TCHELL, Vice President of Finance and Adm nistration for
ConocoPhi I lips Al aska, Inc., began his presentation, as follows:

2

19

Wth nme today is Jim Taylor, who is Vice President

of Commercial assets for ConocoPhillips here in
Al aska. VWat we'd like to do today is take you
through a little bit of ConocoPhillips’ overview
W'll touch on that a little bit to set the stage and

gi ve sonme comments on our perspectives on PPT and how
we see PPT perform ng.

W’ Ill then go on to talk a little bit about what we
see the future resource potential being and being on
the North Slope of Alaska for our industry and
transition that into how we see the tax structure as
being integral to how the North Sl ope devel opnent wl|

play out in the comng years. And then we'll get
specific on certain areas of the bill that we want to
coment on. So with that, what |I'd like to do to

start with is just give you a little bit of overview
of ConocoPhillips in Al aska.

: 08 PM

Pretty rmuch by whatever way you | ook at ConocoPhillips
in this state, we cone out as the nunber one - in the
nunber one position whether it’s on a production neans
— we’'re responsible for sone 35 to 40 percent of the
state’s oil production. W’re not too far behind that
percentage on a gas basis wth our Cook Inlet
oper at i ons. W' re the largest |ease holder in the
state with an interest in sone 2.6 mllion undevel oped
acres outside of the existing developed acreage.
W’ ve been actively involved in exploration over the
years. As you look at all of the key conponents of
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the industry here in Alaska, whether that’s the
original Legacy fields of Prudhoe Bay and Kuparuk, the
devel opment in the western North Slope, that’'s Al pine
and the satellites there, the Cook Inlet devel opnents
and the exploration, we' ve been actively involved in
all of those sectors of the business here in Al aska.

Al aska has been very inportant to us. W’ ve been here
for sonme 50 years or so. It wll continue to be very
inmportant to us and we look forward to a l|long and
continuing relationship wth the state as we ook
ahead.

2:20: 44 PM
MR M TCHELL conti nued:

So, as we nmve on - just to give sone summary
comments. First point here is we really believe there
needs to be alignnent between the industry and the
state. What is good for the industry is good for the
st ate. When the industry is having hard tines, the
state is in hard times as well. There’s been a |ot of
talk over the |ast several days about the econonics of
projects and when a project is economic or what mnakes
it not economc. The reality is we want economc
projects because that delivers a return to us and to
our shareholders, but the sane applies to the state
because an economc project by definition neans it’'s a
project that’'s going to be generating tax and royalty

revenues that go back to the state. So, in that
regard, there really is a comon alignnment as we | ook
at that.

W do think that with the PPT legislation just being
enacted last year, it’s very soon to do any Kkind of
f undanent al change to that | egi sl ation. It’s
unsettling from an investor perspective to have that
degree of tax changes on such a frequent basis and
we'll talk a little bit about that.

CGeneral ly speaking, tax changes will have an inpact on
the investnent climate and we’'ll spend sone tine, as |
said, talking about the future resource potential and
how the fiscal structure can have an inpact there.

2:23: 08 PM
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MR. M TCHELL conti nued:

W can’'t get away fromthe fact that when the tax take
i ncreases, t he i nvest ment climte | ooks | ess
attractive and then the frequency of tax changes al so
adds a kind of stability question mark around that.

And then the last comment is that there are several -
I’11 call them adm nistrative provisions in this bill
and we just want to nmake sure that they all get the
appropriate thought and consideration that t hey
deserve before any of that becones law, not to say
that we don’t necessarily agree wth the intent of
what’s behind a lot of those but want to make sure to
get the right consideration as we go through this
process.

Just to go through a little bit of background, what
this — the chart on this slide [Slide 4] represents
the production tax revenue forecast. The first bar,
the short bar that goes up to alnobst the $500 nillion
mark represents the Departnment of Revenue’s spring
forecast back in the spring of 2006 forecast for FY
2007. That forecast was done under the ELF regine and
t hat showed that $500 million projection.

The next two bars represent the forecasts for that

same fiscal year - the first one — what was contai ned
in the PPT fiscal note. The second slightly taller
bar, slightly above the $2 billion mark is what was in

the Departnent of Revenue spring 2007 forecast, again
for FY 2007. There's been a lot of discussion around
how the actual results cane in conpared to the
expected results. There are three major conponents,
as you know, with a PPT type calculation. There' s the
price piece, there’'s the volunme piece, and there's the

cost piece. Every one of those will have an inpact on
the actual end result. The reality is every one of
those came in the actual - or as close to the actual

as we can determne — cane in quite different to what
the original fiscal note projected. However, when you

roll it all up together, it comes in really not too
far apart and to look at — if | knew the price was at
this level, then | should have gotten a different
nunber . It kind of ignores some of the reality of
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it’s not a static environnent where one itemw !l nove
and the other conponents will stay static.

|’ve been involved in the finance business of the
industry for many years and |’ve spent a lot of ny
career explaining to senior nmanagenent why actual
results didn't cone in line with forecasts or budgets
or projections. All the time the explanations are a
conbi nation of price, volunmes and costs. That’'s the
nature of the business that we're in.

2:25: 33 PM
MR M TCHELL conti nued:

So I have synpat hy for t he situation t he
Adm ni stration's been in. This was a significant
change, this nove to a net structure and it’s not
easy. But | do believe that as we progress over tine,
that will sonmewhat rectify itself as they have nore
experience with that system We have nore experience
of the Administration trying to work with that system

and helping - providing them wth the kind of
information that they need as they nove forward. So
| think just to round that out, it just to ne
enphasi zes that is it really the right tinme — is this

— the reasons for going back in and naking a
significant change to the tax structure?

2:26: 20 PM

MR MTCHELL said M. Taylor would talk nore about future
resource devel opnment on the North Slope and then revisit how the
tax structure will inpact that devel opnment.

COCHAIR GATTO welconed Representative Johansen to the
comittee.

2:26:40 PM

JIM TAYLOR, Vi ce Pr esi dent of Commer ci al Asset s for
ConocoPhi | |'i ps, said he woul d try to descri be what
ConocoPhillips sees as the future potential of North Slope oi
and gas resources, ConocoPhillips’ participation in those
resources and describe those in enough detail so that M.

Mtchell can followup with the taxation aspect.
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2:27:28 PM
MR TAYLOR told conmmttee menbers:

The way |1'd like to start is to address this same
curve and | think our partners before testified to
this curve. It looked a little bit different but what
this is the Departnment of Revenue's future forecast
and |’ve just captured a tinme frame by which I wll
state a few statistics to try to enphasi ze our view of
what this represents.

The first thing 1'd like to say is that ConocoPhillips
is proud to report to the state that we participate in
all levels of these projects - all the way from
wi | dcat exploration all the way through final Legacy
field production and all the devel opnments that ensue
i n between.

2:28: 10 PM

CO- CHAIR GATTO asked if, by saying ConocoPhillips participates
he is saying it supplies all of the docunments the state has
requested and nore.

2:28:20 PM

MR. TAYLOR clarified the context of his statenment is that
ConocoPhillips invests and participates in a project from
wi | dcat exploration through to production.

2:28: 39 PM
MR TAYLOR conti nued:

So what is set up in this slide are four |ayers of
future production as forecasted by the Departnent of
Revenue, the top layer being new fields that are
brought on line; the yellow |ayer being those other
areas outside of the anchor fields or the Legacy

fields as they ve been referred to. It represents
production from Al pine, Ford, Northstar, Nanook and
ot hers.

The large red wedge is a wedge that 1’1l further

describe later as being those oil and gas resources
associated with Kuparuk and the greater Prudhoe Bay
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area and the blue being a representation of an
estimation of what Kuparuk and Prudhoe Bay woul d | ook
like without the investnent that would be required to
fight the natural production decline that occurs in
oil and gas assets.

What we’ve inposed on there is a 15 percent decline
and | think what you have on the top of the red is
about a 2 percent decline. |’m not here to advocate
the precise nature of each of those, but what 1'd like
to do is describe what's contained in those and what
we see as an investor is necessary in order to bring
those to light on behalf of our investors as well as

the state.

VWhat 'l point out is the way | look at this is over
t he next eight years, in 2016, to visualize what needs
to happen in order to sustain this |evel of
producti on. |’ve kind of broken down what percentage
of each of these layers is in 2016. The top |ayer

represents about 15 percent of the total production
that is forecasted by the DOR in this particular
forecast coming fromnew fields. 15 percent will then
also come from those fields outside of Kuparuk and
Prudhoe Bay, such as Al pine, Northstar and others, but
the single largest pieces are those that conme from

Kuparuk and the greater Prudhoe Bay area. That
represents about 42 percent of the production and it
will require, | think as testified earlier, require

significant investnment to bring that to |ight. And

of course, wi thout the investnent you can see that the
production in those two large fields will decline to
represent as little as 30 percent of the total
production potential during that period.

What is contained inside the red wedge? The red wedge

consists of projects such as infield drilling, wells
that are added - you heard described earlier this
nmorning - that bring on new production. As we

produce fields, we |earn about the conplexity that the
reservoir has init.

2:30:59 PM

MR TAYLOR conti nued:
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W nodify where we drill wells. W nove bottom hol e

| ocations to help exploit and bring to light the
production that we learn is represented in different
ways. So there is a lot of side track and infield
drilling potential that goes into a field throughout
its life.

There are other projects that are referred to as

i nproved recoveries. Prudhoe Bay, as an exanple, is
one of the nobst conplex reservoirs in North Anmerica
if not the world. It has a conbination of recovery
nmechani sms that all interact with each other. It’s a
very large field that has primary depletion, natura
depletion that goes on. There’s water injection.
There’s mscible gas injection and then there s gas
cap depletion that goes on. Let ne assure you, it’s

one of the nost conplex that |’ve encountered in ny 28
year career

So with that cones a |lot of opportunities to optim ze
along the way the things that we |earn about the
field, such as how do we handle the ever increasing
anounts of water that come with production. That adds

cost. It adds conplexity. It adds changes in how you
mai ntain the assets because the conposition of the
fluids is changing. You start to have higher gas
production rates, which require nobre reinjection,
additional costs, and greater conplexity as well. So,
the inproved recovery projects are contained inside of
that and will require continued reinvestnment in order

to bring those reserves to light.

And then one that I'll spend a lot nore tinme on in the
comng slides are those that | think you ve heard
described briefly before and those are the reserve
potentials contained in the viscous oil reservoirs, as
well as the heavy oil reservoirs. Wuat I'Il show you
is that that is a significant reserve potential that |
think you heard testified earlier as being sonething
that we want to work very hard at learning how to
unl ock and bring to |ight.

: 46 PM

So, the key nessage from this slide is that the
investnments of the past that have been focused
primarily on the conventional oil and gas that was
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contained in those large fields is starting to
transition, is starting to transform The North Sl ope
is noving from just a conventional oil and gas basin
to one that is now going to have an ever increasing
anmount of viscous and heavy oil and sonmeday when a gas
pipeline cones to light, we'll also be transformng
froman oil producing region to a gas producing region
in that regard.

So there is a transformation that’s occurring and it’s
inportant that we work together to preserve the
investnment climate so that we can optimze the
realization of the potential of the North Sl ope.

2:33:35 PM
MR TAYLOR conti nued:

"1l spend just a little bit of time on this slide
[ SIide 6]. It is not intended to confuse but this is
a pictorial of the North Sl ope. It shows in these
areas the outline of the greater Kuparuk unit and the
greater Prudhoe Bay area and then the various colors

represent |easehold acreage by [us], as well as
ot hers. So, what it tries to represent is that there
has been a fairly substantial anount of exploration
occurring in the North Slope over the past. W' ve
participated in over 60 or those exploration wells
with varying degrees of cost and conplexity. Those
that you drill close to your existing producing fields
can cost as little as $8 mllion. Those when you

start to nove away from those existing fields where
you have to start building ice roads and you get off
the pre-existing pads can grow to $12 mllion or nore.
And those in those very renpote |ocations where mles
of ice roads and a trenendous anount of |ogistical
planning has to go into it, the cost of those wells
can exceed $36 mllion.

So ConocoPhillips has participated in many of those
prospects throughout the years and have brought sone
of those satellite fields to |ight.

2:34: 44 PM

MR. TAYLOR conti nued:
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Another point that 1'd like to make on this slide is
basically a statenent of the evolution of a |ease.
|’ve heard the question asked: \Wat is being done to
encourage other investors? Are we encouraging the
i ndependents to come to Al aska and work? |  would
answer that question as yes we are and | would
describe it this way as that when the conpany cones in
and participates in a lease round, they see a
prospect, they see potential. As they evaluate that,
they drill wells; they learn things that may change
their view of that |ease. Wel |l when, say, soneone
i ke ConocoPhillips says well [1’ve done all that |
wanted to do to try to understand what | thought was
there, there may be others that see other things.
There may be others and a secondary market that says
well I'm willing to take some risks. | see things
differently. So, in that regard, those |eases are
made avail able to other conpanies. W farm | eases out
to the independents. W have partnered wth
i ndependent s. Anadarko is a partner of ours in the
[ Nati onal Petrol eum Reserve-Al aska] NPR-A and also in
the Al pine field.

So we not only partner with snmaller conpanies ... and
| arge conpanies, but we also create a market by which
they can enter the market, whether it’s by |ease sales
or by amendnents to existing |eases. So there is a
value <chain that | wuld advocate that we do
participate in that does encourage other investors.
We share rigs. We share in the cost of construction of
i ce roads. So there’s a |ot of cooperation that goes
on that | think enables that and hopefully encourages
ot hers.

: 03 PM

Another point that 1'd |ike to make here as | describe
the progressive increase in costs as you nove away
from existing facilities, it would go w thout saying
that Prudhoe Bay being the single |argest producing
field in North Anerica, and the largest oil field
found in North Anerica, would also probably represent
the largest field that was going to be discovered on
the North Sl ope.

What happens in hydrocarbon basins you go through a
creaming curve where typically the larger fields are
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found and that what happens over tine, there are
smaller fields. So those are conducive to other types

of investors but what | want to show you is that it’'s
al so conducive to the opportunities that lay inside of
the large fields. And hopefully [1’'I1 describe that

we're in pursuit of those as well.
2:36: 49 PM
MR. TAYLOR conti nued:

Just a couple of quick points here is that this is
another slide [Slide 7] that represents the Alpine
field and sonme of the early exploration that has gone
on in that area. This is a renote area. This is one
of those areas that is difficult for those to enter
t hat haven’t been there before and, as | described to

you, | think we’re doing a |lot of cooperative neasures
that makes it possible for others to participate as
wel | .

But, | think there [are] a couple of points to make
her e. Because of the renpte nature and the high

regard we have for the sensitivity of the environnent
and the footprint that we are inpacting, these two
slides show that the exploration in these areas does
| eave a mininmal footprint and that the anmount of tine,
cost and effort that goes into building ice roads,
placing in this case a 3 mllion pound drilling rig
with 160 foot derrick on 12 inches of ice is not a
cheap investnent. It’s sonething that has to be well
t hought through, done very carefully. And then, when
we’re done, hopefully there will be a small production
pad in this area but in this case you'll see that this
exploration well was left inside of a house for future
assessnment. There may other drilling or they may cone
back and plug and abandon that well and hopefully you
will not eventually notice that that well ever
exi st ed.

So there is a high degree of scrutiny applied to this
environnentally sensitive area but I think the
industry is doing a good job of trying to nanage that
along with the interests of the state.

The other point that 1'd make in a picture that could
follow up to this is, well what does the devel opnent
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look like in this area and how does that inpose the
cost of what remains on the North Sl ope. Typically
you'll nmove from a well pad of this size to a
production pad that is trying to be nmanaged in terns
of its size.

21 PM

2: 38:

MR TAYLOR conti nued:

So the design and the threshold of costs that these
smaller fields can endure in order to create an
econonmc project are challenged in their own right
because you're trying to conpress everything into a
smaller area so you can address a |ower reserve size
potential to create an econom c venture.

: 02 PM

2: 39

[l junp ahead a slide here [Slide 9] because | want
to briefly describe sone of the |large renaining
potential that we see on the North Slope and | think
BP described this briefly in their last testinony and
in great detail in previous testinonies.

The way 1'Il characterize is — | guess first of all
describe the degree of difficulty and conplexity and
we’' ve done that by showing two different densities and

viscosities of crude oil that exist in the wvarious
formations up there. On the left you see that there’'s
an easier form of flow, and | would describe the 19

APl crude as nore |like maple syrup that goes on our
pancakes. Wen it’s warmit can flow fairly well but
obvi ously not near as well as the conventional oil and
gas whereas the 10 degree APl crude on the right flows
i ke nol asses. So, if we put these types of crude
i nside of rocks and bury them 3 to 4,000 feet at depth
and put them at 45 to 50 degrees tenperature, they're

going to be challenged at getting them out. So these
are sone of the challenges that we're trying to
unearth and <crack in bringing this Ilarge, large

resource to light.

: : 08 PM

2:40

The other take away fromthis is the graph on the left
tries to show that nmany of the geoscientists and
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engineers estimate that the resource size, t he
original oil in place, is as large as the conventional
oil and gas that was discovered 30 plus years ago.

2:40: 23 PM

CO CHAI R GATTO said he always thought 40 to 90 sounded warm He
asked whether permafrost exists below and above it because he
had heard the heavy oil was in the permafrost.

2:40: 41 PM

MR. TAYLOR said it is his understanding the zones he described
exi st bel ow the permafrost.

CO- CHAIR GATTO noted that people have suggested using an open
pit mne concept as is done in Alberta, but the oil is too deep
for that.

MR, TAYLOR said that is his understandi ng too.
2:41:10 PM
MR. TAYLOR conti nued:

Al berta obviously has the oil sands that crop out of
the surface and then they vary at depth as you trave
sout h. They do encounter deposits like this so the
technol ogies that they are enploying are those that we
woul d be looking to try to test and create commerci al
projects in Alaska as well. So |I can assure you there
are sone very exciting things going on, not only in
Canada, but in sone of the South Anmerican heavy oil
basins, as well as Al aska. So there are sonme ground
breaking technologies that are being developed and
enpl oyed. I’ show you a couple of them that we're
pretty proud of participating in Al aska.

2:41. 42 PM
CO CHAIR GATTO said that is absolutely crucial to this state and
any successes will benefit both parties. He asked if Alaska's

resource is the nost difficult [to devel op].

2:42: 09 PM

HOUSE RES COW TTEE -72- Oct ober 31, 2007



MR. TAYLOR said that is a good question. ConocoPhi | I'i ps deal s

with challenges in many basins. It finds simlarities and
di fferences. Typically the heavy oil deposits exist at
shal | ower  dept hs. ConocoPhi I |i ps, in basins wth known
deposits, has drilled through themto | ook for other deposits at
greater depths. Those deposits were not easy to exploit and
went into inventory because ConocoPhillips didn’t know how to
develop them at the tine. However, as prices rise and
technol ogi es advance, they becone nore interesting and worth
pur sui ng. They chall enge econonic nodel s. ConocoPhillips is

| ooking for ways to reduce costs and increase recovery so that
it can pursue those resources.

2:43: 17 PM
MR TAYLOR conti nued:

Large target, challenged asset results in high costs.
So what I'’m going to talk about briefly here is where
they exist and the relationship they have with the
conventional oil that exists on the North Slope. Wat
|’ ve done here is show, once again, the outline of the
greater Prudhoe Bay area and the Kuparuk River wunit
along with the Al pine area.

As you'll see, the green represents the |ight oi

production in the |arger areas. The brown represents
the viscous oil, which we see today as being on the
cusp of comrerciality and 1’1l describe one of those
projects here in a mnute. And then the darker heavy
oil is that that is really challenged by cost and

future potential .
The point that | would like to nake here is that the
co-location of the potentials, the reservoirs, lay on
top of each other.

2:44: 25 PM

So the conventional means of producing the light oil
has typically been through the vertical well.

CO-CHAIR GATTO asked if the reservoirs are in contact or
separ at ed.

MR. TAYLOR replied they are usually separated by a few thousand
feet. A typical conventional oil well wll be anywhere from
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8,000 to 10,000 feet, depending on the deviation or inclination
of the well. The heavy oil deposits exist between 3,000 and
4,500 feet. They probably had the sanme source basin of
hydr ocar bons but becane trapped.

2:45: 20 PM

CO CHAI R GATTO asked whet her they have different BTU val ues.

2:45: 26 PM

MR. TAYLOR said the quality differs. Typically, the heavier
viscous oil has a discounted price conpared to that of 1ight
conventional crude. Most refineries have been built with a
certain product in mnd. As those product slates change, the
refineries must change. He noted nmany of the refinery

expansions associated with the Alberta oil sands have needed
i ncreased coking capacity. Those investnents nust be recovered,
which typically comes with a discounted price on the feed stock
2:46: 12 PM

MR. TAYLOR continued his presentation:

Back to the points that I was trying to nake here that
the resource potential is very large. The reservoirs

overlay each other. They will wutilize some of the
exi sting well pads. The wells will sit next to each
ot her because they are drilling a simlar area but
they are stopping in different places so they will co-

exi st next to each other. So there is sone |everaging
that’s trying to go on between the heavier oil and the
conventional oil and they're going to try to use the
sanme existing facilities. But because they are
di fferent product s, they do require increnental
investnments, not only in the well technology but also
t he process technol ogy.

So the underscoring point here — high target resulting
in higher cost and |ower recoveries with a |onger
production profile, so that challenges the econom cs.
All  of those attributes go into what we use to
cal cul ate an econoni c project.

2:47.08 PM

MR TAYLOR conti nued:
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Wiat 1'd |like to go over here is just a description of
sone of the technology that’'s being enployed and
di stinguish this and the cost and conplexity from the

conventional oil. The Wst Sak exanple that |’ve used
here is a trilateral, horizontal well. As you can
see, it’s been conpleted and utilized sone new

technologies to where it’'s accessing three different
sandstones from the sane well bore. That requires a

ot of directional drilling. As you can see, to put
this in perspective, this horizontal section can reach
up to a mle and a half away from the well bore
itself. So it’s reaching a long ways. It’s utilizing

new technologies and it’s overcomng production
problenms that we previously had not figured out to do
very well but this technol ogy is advancing.

Once again, a well |like this, as conpared to a
conventional well, can run up to 12 or nore mllion
dollars so there are higher costs.

The table — I won't go in any great depth but the
point that 1'd like to make here is there are other
technologies outside of just drilling that have
advanced in recent years that’s starting to bring this
to life. But they do cone at a price. They do cone
at high conplexity. So, the largest potential that
will exist in those deposits | showed you wll be

chal I enged by sone of the costs that are occurring.

So anything that could happen to the tax regine or the
fiscal take or anything that will inpact the cost, the
price or those things that would detract from the
econom cs, push these things back and forth on and off
t he bubble of their economc viability. And so that’s
the point that | was trying to raise here.

2:48:45 PM

CO CHAIR GATTO noted M. Taylor’s title is the Vice President of
Commercial Assets and asked if conmercial assets nean
comercially val uable assets or all assets.

2:49: 02 PM

MR
interests in the Prudhoe Bay area.

only

TAYLOR said his responsibilities include ConocoPhillips’
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of the owners’ conmittee of TAPS and manages ConocoPhillips’ gas
operations in northern Cook Inlet. He has a counterpart who is
responsible for ConocoPhillips’ operated assets, which are
Kupar uk and Al pi ne.

2:49: 44 PM

REPRESENTATI VE ROSES said each producer has talked about the
increase in costs. He referred to the nud system on M.
Taylor’s chart and said that system was water based in 1998 but
is now oil based, which increases the cost. Al so, the chart
refers to water flood as a recovery mechanism and viscosity
reducti on. He asked if those are the technologies that wll

rapidly increase the costs.
2:50: 22 PM

MR. TAYLOR said that is absolutely correct; this table shows
that nmoney is being invested to advance technology and that
cones at a cost.

2:50: 42 PM

REPRESENTATI VE ROSES said the fact that the mud system is now
oi| based neans that oil cannot be sold.

2:50:49 PM

MR. TAYLOR said oil based nud systenms can range from crude
systenms to mneral based oils but they are not necessarily
sourced at the field level. They are brought by service and
ot her partner conpanies. They are wusually mneral based oil
systens that attenpt to preserve the productivity of the wells.
The sands and wells sonetines react wunfavorably to certain
fl uids. The oil based nmud system increases penetration and
hel ps deliverability but it is nore costly.

2:51: 38 PM
MR. TAYLOR continued his presentation:

Zoom ng through the points here — what we’ ve done here

is taken - displayed an aerial photograph of the
Kuparuk CPF 1 production facility. Sonme of the points
that I'd like to nmake here and I'll clear this site
fairly quickly is that - once again, the |arge

production target associated with viscous and heavy
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oils is large but it does need to coexist because it
does lay in the sane areas as where our conventiona
oi | does. So what we’'re working hard to do is nake
sure we are leveraging the investnments we’ ve already
made but yet we have to enhance those facilities in

order to accommobdate this new devel opment that’s
on.

goi ng

The other point that 1'd like to make is because they

are so interrelated, and you can tell by just |
at the conplexity of these ingoing and out

ooki ng
conmi ng

lines that represent production flow lines, injection
flow lines, fuel gas lines and gas |ift lines, that
theres a high degree of conplexity if we were to
consider trying to separate these two. It would be -
| guess | would call it a nightmare. It would be very

hard and actually would add a | ot of investnent

costs

that we had to try to figure out how we could exploit

the heavy oil and separate it fromthe light oil.

The second point is a technical point — it is that
they do need each other. The heavy oil wll have flow
assurance problenms as it enters pipelines. The
t enper at ure drops. It needs a way to mx itself with

anot her conmponent and the conventional oil serves a
very good purpose in creating flow assurance in the

exi sting pipeline technol ogy.

2:53:15 PM

COCHAIR GATTO asked if heavy oil has a different

content than light oil.
MR. TAYLOR said typically they do but not always.
CO CHAIR GATTO asked if it is nore or |ess.

MR. TAYLOR answer ed:

More. Their pour point is at a rmuch | ower tenperature
— or at a nmuch higher tenperature they start to

thicken up and have a hard tinme wth their
characteristics so, in the earlier days, say

fl ow
10- 15

years ago in Alberta, they were using a |ot of natural

gas liquids to mx wth the heavy oils in a |ot
pi pelines to keep them thin enough so that they
flow.

of the
woul d
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2:53:44 PM
MR. TAYLOR continued his presentation:
Now that the NG.s are a fairly scarce commodity, they

are noving to synthetic oils that are actually
manufactured for this sole purpose mxed with the oil

to keep them flow ng. In this case, we think that
there’s a trenendous synergy that the health and
weal th of conventional oil is sonething that can be
mxed with the heavy oil and help with that flow
assurance. It’'s estinmated — it could be a requirenent

of 1 to 1 — one barrel of heavy viscous to one barre
of conventional that would continue the flow assurance
in the existing technol ogy. But when that starts to
change, it wll challenge us technically on how to
continue to exploit the heavier oil in the absence of
t hose types of [indisc.].

2:54:35 PM

CO CHAIR GATTO said sone people like to burn nunber 1 diesel in
their trucks and use an additive to prevent gelling. He asked
if gelling is caused by the paraffin.

2:54:42 PM

MR. TAYLOR said they are simlar events in that gelling prevents
the flow of a Iliquid. Paraffin does create a higher viscosity
and inhibits flow at various tenperatures. It is not the sane
phenonenon but simlar.

2:54: 58 PM

CO- CHAIR GATTO pointed sonme of those additives make things that
aren’t supposed to flow, flow.

MR. TAYLOR said that is accurate. Those products are very
expensi ve and cause those resources to cone at a higher cost.

2:55:28 PM
CO CHAIR GATTO asked, “Can you recover them at the other end

where it warns up when they |oad them aboard a ship and the ship
is heading to warnmer waters or are they just gone forever?”
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2:55:38 PM

MR. TAYLOR replied they typically can be and are recovered in

the refinery process. He explained in the case of Al berta and
the North Slope, those crude oils are marketed at various
refinery |ocations. The degree of added conplexity to the
products requires consideration of how the refineries can accept
t hose products. If the refineries need to buy and the
processing of crude slate costs an additional dollar that crude
will sell for a discounted price. Therefore, it not only cones
at a higher cost, it typically has a discounted value at the
wel | head.

2:56:31 PM

REPRESENTATIVE WLSON asked M. Taylor to go through the
ConocoPhi | I'i ps’ thinking process when planning for future m xing
of heavy oil with [ight oil.

2:57:21 PM

MR. TAYLOR told nenbers a trenmendous anount of planning is
necessary. As an investor, ConocoPhillips prioritizes its
exi sting producing assets. He assured nenbers it is not part of
t he thought process to inventory produci ble crude oil or natural
gas, although ConocoPhillips does require responsible reservoir
managenent. It is not advantageous to take gas from a reservoir
at the expense of the oil. As assets |ike heavy or viscous oi
start to conme to light, the inpact to flow lines, punps and the
conposition of the crude in TAPS nust be considered. Al'l of
those challenges require ConocoPhillips to anticipate various
threshol ds of conplexity and investnent that nust be tackled
before those products arrive. ConocoPhillips believes the
capacity of the current system has room for substantial growth
with current technol ogy. However, if volunmes decline, the cold
tenperatures associated wth the flow Ilines wll create
di fferent pour points and challenge the flow of the crude oil
Those factors will require nore technical anal ysis and
solutions, which typically cone at a higher price. He repeated
he is not saying the viscous or heavy oil is not “doable,” but
it 1is challenged. He described sone of the challenges
ConocoPhillips is facing at West Sak and said this higher price
envi ronnment is encouragi ng new nmethods. He noted ConocoPhillips
plans well in advance, so repeated changes to tax policy raise
the risk of taking steps to nmake a project economc that m ght
t ake several years.
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3:00: 45 PM

REPRESENTATI VE WLSON asked if ConocoPhillips is wusing the
bri ght water technique nentioned by BP

3:00: 57 PM

MR. TAYLOR told nenbers ConocoPhillips participates in the
Prudhoe Bay fiel d. He said as an engineer who has worked in a
lot of older oil fields, the pursuit of altering water
channeling is sonmething ConocoPhillips has pursued for many,
many years. He said he shares BP' s excitenment that they may
have found a very good application in a particular reservoir.
ConocoPhillips would like to think it wll have applications in
ot her places too.

3:01: 50 PM

COCHAIR JOHNSON referred to a previous slide about dilution
w th Kuparuk production and asked if the Kuparuk oil is injected
into the well for recovery and whether 100 percent of the
injected oil is recovered.

3:02: 28 PM

MR. TAYLOR said that oil is not injected. He expl ained the

intent of that table is represented by Slide 11. He stated the
dilution occurs above ground and it all goes into the sane
production facility. He said while ConocoPhillips is challenged
with costs, it is doing everything possible to leverage its
current investnents. He said it would be virtually inpossible
to separate the two.

CO- CHAIR JOHNSON said he wanted to be sure oil was not being
rei nj ect ed.

3:03:48 PM
MR. TAYLOR continued his presentation:

kay, carrying on, | bring this slide up [Slide 12]
only to revisit sone of the testinony ConocoPhillips
had made previously and also in an attenpt to try to
be nore specific. I know when we cone in here we talk
about information; we talk about generalizations and
concepts. It can be frustrating that we're not
tal king about real nunbers. Wat we’'ve tried to do is
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bring sone real nunbers in a generic way that nakes it
easier to talk about sonething that reflects our
Vi ewpoi nt .

What this slide is the colum on the left represents
the state’s consultants’ characterization that | think
you may have seen in previous testinony of some of the
field simulations they've done on various fisca

regines and the calculations that went into it. What
we have done is we laid sonme real projects that we
have in our current decision making process. These
are real projects |I'm discussing with ny boss and
others as to how and when and if we’ll sanction these
proj ects.

Sonme of the attributes that I'd like to point out -
first of all is the reserves side. |If you go down and
|l ook at the — about the middle columm that starts at

80 and works its way across and totals to 250 mllion
barrels, the average reserve size is not |large but yet
they are sonewhat significant. | would venture to say
that they are maybe bel ow sonme of the threshold of new
field economics but they are projects we are in hot

pursuit of. They are those that we want to do. A
majority of these are viscous or heavy oil type
proj ects.

The other thing 1'Il draw your attention to is the
capital per barrel is higher and you can see that
there’s wupwards of $4 billion or sonmething that
resenbles a $16 to $20 per barrel investnent as
opposed to $11 per barrel that was illustrated in

si mul ati on

The other thing I'd point out is it cones at a higher
operating cost and you can see that the conventional -
or the simulation was done at $7 a barrel and let’s
say the weighted average here wthout doing the
calculation, it’'s going to be higher than that. But ,
much of what | described in the previous slides are
trying to be represented in this slide is, there are
hi gher upfront costs and there are higher ongoing
operating costs associated with rmuch of the potenti al
remains.

But in the aggregate, there are significant reserves.
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They need to be addressed and brought to |ight and
that’s what we’'re trying to acconplish here.

3:06:18 PM

CO CHAIR GATTO asked, assumng a 15 percent recovery for heavy
oil, whether the 258 mllion barrels he referred to represents
the 15 percent recoverable oil.

3:06: 31 PM

MR. TAYLOR said that is correct. He expl ai ned:

| think the previous testinony, as well as nunbers

that I would use here, you know, a 10 percent to 15
percent recovery with the total resource potential we
saw as being 26 billion, could be 3 billion plus or
m nus barrels that will be recovered at a much higher
cost over a longer period of tinme but still represents
a significant target. It’s 50 percent nore than sone
of the conventional oil reserves that exist in Prudhoe
Bay today.
3:07: 08 PM

CO- CHAIR JOHNSON asked M. Taylor to clarify the hypothetical
proj ects versus the actual projects.

3:07: 38 PM

MR. TAYLOR said the nunbers are from clearly defined projects
that ConocoPhillips is trying to nmake investnent decisions on.
Project 1 is a conventional oil project that could be
characterized as an inproved recovery project — how to handle
the ever growing volunes of water. In the conbined Kuparuk and

Al pine area, ConocoPhillips is producing 280,000 barrels per
day, which comes with nore than 650,000 barrels of water every
day. Overall, for the 280,000 barrels of oil produced, 1
mllion barrels of water are handl ed everyday.

3:08:41 PM

CO- CHAIR JOHNSON asked if the expenses on the chart include
t axes.

3:09: 06 PM
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MR. TAYLOR said those are the |ease operating costs only. The
total conmbined state take that could result from the six
projects on an undiscounted basis could be as high as $6
billion, as stated in previous testinony. Significant taxes and
royalties cone with projects like this. ConocoPhillips believes
in the net system as the state is also an investor and that is
the correct alignnent. Wth that comes the royalty, which can
happen i medi ately after a project is enabl ed.

3:09:49 PM

REPRESENTATI VE SEATON said conmittee nenbers have continually
been told that those [projects] that are on the bubble nm ght be
changed or mght not go forward at this tine. The econom sts
have told the Legislature that adding state participation of 2.5
percent on capital costs and adding 2.5 percent on operating
costs can aid a nmarginally profitable project. He ascertai ned
that M. Taylor said do not allow us nore capital deductions and
guestioned why that would not inprove the margin for sanctioning
a project.

3:10: 55 PM

MR. TAYLOR told nmenbers ConocoPhillips is in favor of a net tax
system the deductibility of |ease operating and capital costs.

That would hel p project econom cs. Wthout that, the projects
that ConocoPhillips is trying to find ways to reduce costs on
and increase recovery from would be further challenged by tax
changes. ConocoPhillips does favor deductible costs. Tax

changes affect planning because with an inventory of projects
those “on the bubble” go back and forth, depending on whether
they are inpaired by technol ogy, taxes, or costs.

3:11:56 PM

REPRESENTATI VE SEATON i nqui r ed:

So, other than, let’'s say, the gross floor, which has

pretty much fallen off the table in the bill that we
have before us now | mean on project 4 there, by us
addi ng  anot her $500 mllion into your capi tal
deduction, in other words the state picking up that
and adding 2.5 percent of the expense - | didn't
calculate that one out but that’s about one third of
t hat . How does that not enhance your ability to

sanction that project?
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3:12: 39 PM

MR. TAYLOR said those attributes do enhance those projects. He
said he has prepared sonme conments related to the proposed
legislation and this segues into a discussion about the gross
progressivity.

3:12:56 PM
REPRESENTATI VE SEATON repl i ed:
Rat her than get on that 1'd like to drill down into

this first because the difference between 22.5 percent
net tax and 25 percent net tax is 2.5 percent that we

all ow you to deduct — or we increase our participation
in your costs of capital and we increase our
partici pation by al nost 10 per cent in t he
deductibility of the expenses. All the econom sts

that we've talked to, whether Pedro Van Meurs or
ot hers, they cautioned about what percentages because
the state’s risk goes up because we participate nore
in these very expensive projects that if on the
margins are not very profitable, you don't tax nuch
but our increase in liability for additional cost
sharing goes up significantly. So, |I'm constantly
having this problem of industry comng in and saying
that this is a detrinent when $500 nillion for
projects for capital costs — and | guess that’s about

$1.5 billion nore in the expense colum there -
according to the economsts that are testifying to us,
it actually makes those projects — it goes from either

non-econonmc to marginal or marginal to viable. So if
you can explain that to nme |1’'d appreciate it.

3:14: 28 PM

MR. M TCHELL explained that it amounts to the timng of the cash
flows and how nuch upfront investnment is subject to that
deduction and credit and, once a project is operational, how
much of a margin is subject to the higher tax |evel. He said
with sone projects the upfront investnment benefit could exceed
the value of the additional tax once the project is producing.
He said that will not apply to every project but Representative
Seaton’s point is valid because sonme projects will benefit nore
fromthe upfront deduction

3:15:44 PM
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REPRESENTATI VE SEATON said the disconnect he is hearing is that
the oil conpanies say marginal projects will fall off when, in
reality, marginal projects will be aided and nade |ess margi na
by the increase. He pointed out the tax rate is applied across
the entire conpany’s profit but the tax rate applied to marginal
proj ects enhances their viability.

3:16: 52 PM

MR. TAYLOR said the net tax system wll encourage sone
i nvest ments. Once the PPT passed, the industry stabilized and
| ooked at their projects, reloaded and noved forward. The
difference between a 22.5 versus 25 percent tax rate will not
destroy every single project. It will have an “erosional effect”

on sone of the marginal projects at 22.5 percent. They would be
| ess productive at 25 percent.

3:17: 47 PM

REPRESENTATI VE SEATON asked M. Taylor to pencil it out for him
| ater.

3:19: 01 PM

MR. TAYLOR reenphasized that in 2016, 42 percent of the
production shown by DOR will cone from existing fields. Those
are increnental investnents. As ConocoPhillips starts to make
those investnment decisions, factors that alter the econom cs
associated with those choices wll have a direct inpact on
ConocoPhillips’ ability to fight that decline. It will not
elimnate all of the projects but wll take away from the

econom c viability of some of themthat could fight the decline.
He conti nued:

It’s not about the overall tax of existing assets. It
may be a nat hematical exercise — is 25 percent of this
anount of production going to generate nore state
revenues than 22.5 percent, let’s say, of this wedge,
which is really part of the analogy that’s trying to

be brought to light here. I ndustry is saying that
altering costs and altering risk alter our decisions
about the increnmental project — the new project. And

what we're trying to advocate here is upwards of 40
percent of the future in as little as 8 years from now
will conme fromthose new i nvestnents.
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3:20: 40 PM

REPRESENTATI VE SEATON said he can understand that on a conpany-
wide profitability basis but industry says marginal projects

will |ose. He said M. Taylor is saying high profit projects
w thout the large proportional costs will be inpacted the nost
but nmarginal projects with lower profitability and higher costs
will be aided and nmade |ess marginal by the 2.5 percent. He

asked M. Taylor to prepare a flowhart that shows the influence
of the 2.5 percent tax difference on a narginal project for
committee nenbers.

3:21:59 PM

MR. TAYLOR offered to provide feedback on that but clarified
that it is the high cost, high investnent project that will be
on the bubble of marginal economcs and will be inpacted.

3:22:30 PM

REPRESENTATI VE ROSES echoed Representative Seaton’s concerns.
He commented in terns of the credits, he planned to build three
car washes and gas stations over three years but decided to
build all three in one year when the federal governnent offered
investnment credits on equipnent. The credits allowed him to
capture 10 percent of all of the equipnent costs and he could
escal ate the depreciation. Hi s investnent decision was changed
because of tax structures. He felt Representative Seaton was
trying to convey that sonme of the incentives offered by the
state will make sone of the marginal projects |ess expensive in
terms of the oil conpanies’ capitalization because the state
will be taking a proportional share of it.

3:24: 15 PM

REPRESENTATI VE GUTTENBERG indicated that nenbers are talking
about increasing «credits for capital i nvestment and the
di fference of 2.5 percent. The price of oil has junped from $70
to $100 per barrel. It could junp to $130. At that point, he
cannot see that difference be anywhere near as significant as
the change in cost. He felt the price increase would have a
much higher influence [on investnent decisions] than a 2.5
percent tax increase when the state 1is increasing its
i nvol venent .

3:25:13 PM
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MR. TAYLOR replied the elenments of progressivity and tax were
introduced in PPT. But now the talk is about doing sonmething in

addition to that. He is saying anything that is done in
addition can have erosional effects on sone of those decisions
t hat ConocoPhillips has contenpl at ed. He believes sone of the
expectations set out in terns of changing the tax that resulted
in PPT have been net. The revenues have increased. The
question now is whether that was the intent or should it again
be changed. He repeated that taking additional steps wll
al ways erode the econom cs of what is on ConocoPhillips’ slate.
He enphasized that each step the state takes has an additiona
erosi onal effect. He said the concepts behind the net tax
system are helpful in ConocoPhillips’ planning process. He
cont i nued:

O course, the question in front of us here today, and
what’ s being discussed — do we need to take additiona

steps beyond what PPT had established. | think what
we're trying to say is that if you do raise tax beyond
what’s in the current law that wll have an erosiona
ef fect. Is it totally destructional? No. Does it
start to push other projects further out or those that
were marginal with PPT at a higher tax rate — wll
t hey becone marginal ? Yes. That |ine goes up and
down as we change the inpacts of costs. That was the
i ntention.
3:27:36 PM

MR. TAYLOR turned the presentation over to Kevin Mtchell.
3:27:52 PM
MR. M TCHELL told nenbers his conmments would be specific to the
contents of the commttee substitute bill, which contains the
22.5 percent PPT rate but replaces the progressivity from PPT to
a gross base progressivity.
3:28:45 PM
MR. M TCHELL began his presentation:

In the draft bill that we have in front of us today,

the progressivity, which in PPT was a net based

progressivity — just as a remnder that progressivity
kicked in at a $40 per barrel net margin, if you like,
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3: 30

and escalated at a rate of .25 percent per increase
over that $40 threshold.

In this bill, that progressivity has been renoved.
The base rate is still the same as PPT at 22.5 percent
but that net progressivity has been renoved and has
been replaced by a gross progressivity, which triggers
at a $50 per barrel net back price and then escal ates
at a .225 percent increase above that.

Wat we find as we look at the inpact of really any
tax on the gross, what that does is give the ... it
puts the biggest challenges on the projects that are
the nost challenged in the first place, and we see a
ot of those out there in terns of where the future
devel opnent potential is. Those are the very projects
that suffer the nost from that. The reason for that
is the fact that they are the nost challenged is
saying they are the highest cost projects and so the
margin that’'s left to play with is squeezed nore for
those projects than any of the nore attractive
proj ects. By taking a slice out of the gross, what
that’s doing is reducing the revenue that would
otherwise be available to cover those higher costs.
And then, specifically with a gross progressivity that
has a trigger point with no indexation in it, and the
reality is the costs will rise over tine, eventually
you could get to a point where there’'s a progressive
tax coming out of a revenue stream that really is -
all it's doing is covering costs. We can see that
coul d happen over tine.

: 46 PM

Wth the net system that we have today, it really
works in all situations because the nost profitable
areas get hit with a very sizeable tax percentage. So
in the current environnent, for exanple, where we are
dealing with high prices, and yet we’ve nmade a |ot of
statenents that costs follow prices, which over tine
there’s a lot of evidence to say that does happen but
we fully accept that costs haven’'t risen over the | ast
three nonths to the same extent that the prices have
risen, so there has been a significant expansion of
that margin that’s avail abl e.
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But with the PPT progressivity that we have, at
current prices that’s probably sonething like a 28 to
29 percent tax rate that’'s being applied to that
marginal [indisc.] so in many ways it behaves like a
high rate gross system and yet, at the sane tinme, the
nmore challenged projects are adjusted because that

calculation is based on the net. And so, it really
works. The PPT type net structure — it fits all sizes
a lot better than whenever vyou introduce a gross
conponent, there are certain areas that wll get

real ly disadvantaged by that. Actually | think the
Adm nistration has been a very strong advocate of
retaining the tax structure on a net basis.

3:32: 35 PM

REPRESENTATI VE ROSES agreed the Admi nistration has supported the
net progressivity but it has also pushed for a 10 percent fl oor
on the lower end. The Admnistration has also approached
removing sonme of the credits that this bill put back in. One
reason the progressivity was included was to offset sone of the
ot her changes. As the price escalates, the higher expenses can
be deducted at the initial base tax rate of 22.5 percent. He
surm sed the question beconmes where does the progressivity on
the gross offset what a conpany woul d get on the base.

3:33: 33 PM

MR MTCHELL replied the difficulty he has with the floor is
that the 10 percent floor hurts at the very tinme you don't want
to hurt investnment. That could occur in a |low price environnent
where a fixed percentage is taken from the gross. That becones
a very progressive feature from a tax perspective. However, in
those environnents with opportunity for significant investnent,
the floor can be triggered by high investnent |evels because the
calculation is based on the higher of the PPT net or the floor
He expl ai ned:

And if you're progressing sonme of these projects, a
significant anount of investnment activity going on,
that can be enough in itself — it triggers the floor,
whi ch thereby renoves the investnent incentives, the
deductions and the credits and turns you back to
projects that no longer |look as attractive. And so
that’s the difficulty we have with the floor is that
it hurts you both in a low price environnment but also
when vyou’ve got potential significant investnents
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ahead of you, which is why we cone back to really the
net works in all environnents. It does nean if you
stick wwth a purely net system there’s no doubt there
are situations where it mneans the state has nore
downsi de ri sk. The floor reduces the downside risk
for the state but it doesn't get inpacted by the
i nvest ment potential.

3:35:32 PM

CO CHAI R GATTO asserted, “That floor will so change the State of
Al aska we’'ll be worrying about a lot nore than did we |ose our
10 percent at these low oil prices.”

3:35:40 PM

REPRESENTATI VE W LSON said she hears M. Mtchell saying the net
tax will go up and down with any and all projects. However,
with a gross tax and oil conpany would have to pay nore so the
state could | ose out because the oil conpany m ght decide not to
do a project that is right on the |ine.

3:36: 33 PM

MR MTCHELL said that is correct. Some projects mght not
happen because of the existence of the 10 percent gross tax.
The net tax reflects both the revenues and costs of devel opnent
so it becones self adjusting and reduces the |ikelihood that
this topic will need to be revisited again in the near future.
Generally net tax structures are nore sustainable than gross
structures.

3:37:18 PM
REPRESENTATI VE W LSON asked how legislators can assure their

constituents that the state is getting its fair share with a net
t ax.

3:37:49 PM

MR. M TCHELL expressed his belief that it comes down to the
al i gnnent between industry and the state. The net tax wll
provide nore incentive to nove forward with sone of the nore
chal | enged projects. That is good for both parties because
econom c projects generate taxes and royalties. He rem nded

menbers the 12.5 percent royalty cones off the top anyway.
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3:38:41 PM

MR. TAYLOR added another consideration is that investnent
fosters secondary and tertiary benefits to the |ocal econom es,
whether that is in the formof enploynent or goods and services.

3:39:52 PM

REPRESENTATI VE SEATON questioned whether the problemis not the
progressivity tax itself but rather the gross trigger under the
current bill because projects with different cost structures
woul d be taxed equally. If the trigger is adjustable on the net
profit or the margin of a field that would be the actual factor
that makes the previous tax work better, rather than the
structure of the tax itself.

3:41: 05 PM

MR. M TCHELL said yes. \What ConocoPhillips |ikes about the PPT
structure with its progressivity is that the trigger point is on
a net basis so there nust be a profit conponent before any
progressivity is applied. The progressivity calculation is then
based on the expansion of that margin, not just the expansion of
revenue. Under the proposal in the commttee substitute, all of
the progressivity is on a gross basis.

3:41: 54 PM

REPRESENTATI VE SEATON surnmised that M. Mtchell is concerned
that one of the conponents of the current bill's "gross tax"
section is keyed strictly to price and not to the econom cs of
the field. ConocoPhillips is Iless concerned about the

deductibility of the tax itself than it is about it being keyed
to the margin of the field so it takes place when the econom cs
of a field reaches that point.

MR. M TCHELL concurred, adding that in such a scenario it is a
mut ual benefit that "we're not paying that tax when we're not
making ... a margin."

REPRESENTATI VE SEATON remarked the Legislature is worried about
revenue and about the financial risk to the state. The problem
is that a net tax on a "net trigger" neans that a high rate of
tax also beconmes deductible. Therefore, if the progressivity
caps out at 25 percent under any of the scenarios, if left as a
net tax, the state would be contributing another 25 percent to
the capital and operating expenses of the projects. He said he
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would be willing to "key" the tax to the margin and have that
float with the net tax but asserted, "I am definitely thinking
that we've provided -enough in 22.5 or 25 percent t ax
deductibility plus credits, wthout nmaking the progressivity
also a deductible item" Making it "key to the margin,”
Representative Seaton posited, would cure M. Mtchell's min
objection to the progressivity.

MR. M TCHELL concurred.
3:44:50 PM
MR. M TCHELL continued his presentation:

So we’'ve probably actually beaten this subject to
deat h. We did have another slide in here that talks

about the inpact of progressivity on the gross. W
probably have really covered all of these points that
these exanples — and these are just generic exanples

that say when you have a |ow cost project, depending
on what price assunption you have out there, the tax
paid is going to be split between the base net share
and then the anpunt t hat is driven by the
progressivity. In a higher cost project, you could
envision a scenario where assumng a reasonable price
envi ronnment and not a conplete blowout in prices, you
could imagine a scenario where there really is no net
margin and, in fact, there’s a tax comng out of the
gross, which is making the overall project |ook
unecononi c. I think we really covered all of these
points in the last few m nutes of discussion.

CO CHAIR GATTO asked M. Mtchell if he is about to transition
his presentation into TIE credits.

MR. M TCHELL said he is.

CO-CHAIR GATTO announced the commttee would take a 10-nmi nute
br eak.

CO CHAI R GATTO gavel ed the neeting back to order at 4:10 p. m
MR. M TCHELL continued with his presentation:
VWhat 1'd like to do nowis talk a little bit about the

transitional investnent expenditure (TIE) «credits,
which we recognize that in this version of the bill
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they were — sone form of TIE credits was added back

conpared to what was in the original bill that the
Adm ni stration had produced. However, they weren't
added back to the full extent of how they were

i ncl uded under PPT.

The key point on the transitional, or the TIE credits,
is that the conpanies that are inpacted by renoving
those TIE credits are those conpanies who one, were
investing in the past and two, were investing in the

future. It requires that historic investnent and
future investnent in order to capture any value
associated wth the TIE credits and so - and
ConocoPhillips has been a consistent investor in

Al aska and we plan to continue — we are continuing our
i nvestnment and when you | ook at sone of the exanples
that actually you could draw a scenario that says we
m ght have been better off having not advanced those
projects when we did but delaying them which really
isnt ultimately in anyone’s — it’s not what any of us
want ... to look at that. But it’s those investors,
historic and future, that stand to |lose by the renoval
of the TIE credits, which - that’s the very reason
they were put into the PPT in the first place.

The TIE credits do serve to soften the inpact of tax
changes and it does have a finite — that provision has
a finite life on it. It’s not an ongoi ng conponent of
the tax legislation but it does conme to end - by 2013
is the limt by which you can use up those available
TIE credits.

4:12: 55 PM
MR. M TCHELL conti nued:

Moving on, | did want to talk a little bit about sone
of the exclusions and deductions from allowable
expenditures that are included — that are part of this
bill. The topping plant has had sonme discussion
previously and ny main point on the topping plant is
whi chever way vyou look at it, that plant is an
integral part of our operations to generate diesel
fuel for use in |lease operations and to take that one
asset and isolate it and say we’'re actually going to
treat that asset different for tax purposes. To ne it
goes against good sound tax practice and it adds
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conplexity. Wth any kind of a net system the system
will operate best with a straightforward, if it’'s a
cost of operations then it’s an allowable — if it’s a
| easehold operating cost then it’s an allowable
deduction and by taking a particular piece of that
pl ant and saying we’'re going to treat that differently
just kind of adds sone conplexity and confusion to the

overall structure. | recognize there are concerns
around the project, which is that the J[ultra-I|ow
sul fur diesel] ULSD project on that - and understand

those concerns around that but nonetheless, just the
exclusion of a particular piece of the operation just
doesn’t feel quite right in the context of what is a
net tax structure.

4:14:41 PM

CO CHAI R GATTO questioned how it adds to the conplexity and the
conf usi on.

4:14:51 PM

MR. M TCHELL explained the ongoing costs of operating that
particular plant are not allowable deductions while the ongoing
costs of operating everything else are allowable. That requires
segregating out the costs of the plant. A formula allows for
that but the fact that one piece nust be segregated out and not
i ncl uded creates conplexity.

4:15:42 PM

CO CHAI R GATTO said he thought that system would be | ess conpl ex
because those particular costs would be ignored.

4:15:58 PM

MR MTCHELL said his view is that wunit 1is integral to
ConocoPhi |l I'i ps’ operations. Some of the costs associated with
its operations are potentially shared with other areas. It is

nore difficult to segregate those costs out than to add them in
because those costs are already included in the total.

4:16: 33 PM

REPRESENTATI VE W LSON asked M. Mtchell if ConocoPhillips wants
to treat the topping plant |like the rest, whether the
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Legi slature should <charge royalties and the PPT so that
everything is charged the sane.

4:17:20 PM

MR MTCHELL told nenbers the costs of the existing topping
plant are included in the PPT as an operating expense.
Therefore, to exclude that now and replace it wth another
formul a adds conplexity. The crude oil wused at that topping
plant to manufacture diesel, assuming that diesel is consunmed in
| ease operations, wuld not be subject to royalty or tax
paynents. However, on the flip side, if ConocoPhillips does not
provide its own product and purchases it instead, then the val ue
of the purchased product becones a deduction agai nst tax.

4:18:26 PM

REPRESENTATI VE W LSON asked how much production will increase.
4:18: 56 PM

MR MTCHELL clarified that Prudhoe Bay has its own diesel
maki ng plant, as does Kuparuk. The proposed project would be
one plant that would serve both Prudhoe Bay and Kupar uk. The
conbined facility wuld not create an increnental volune
[i ncrease]. He stated, “For the plant at Kuparuk it’s

additional, but that’'s to be able to provide the use for Prudhoe
Bay as wel|.

4:19: 36 PM
REPRESENTATI VE W LSON sai d she assuned, from previous testinony,

t hat ConocoPhillips would be able to sell diesel to sonme of the
expl orers and ot her conpani es.

4:19: 51 PM

MR MTCHELL said that is correct; it will be able to provide
ultra low sulfur diesel for Slope-w de use. To the extent it
isn't used in ConocoPhillips own operations, it would be subject

to royalty and tax.
4:20:12 PM
REPRESENTATI VE W LSON acknowl edged the project is relatively

smal | now but could nmushroom into sonething big. She expressed
concern about the anmount the state would lose if that happened.
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4:20:23 PM

MR MTCHELL said it should not nushroom into anything beyond
the sum of what is available today. The Kuparuk facility would

be

taki ng place at Prudhoe today.

4:20:52 PM

MR TAYLOR added:

If you think of the logistical conplexity of what we
woul d have to do if it was not manufactured on site —
on site it would be a construction project that would

be for the beneficial use of the lease. 1t’s designed
to neet the EPA [Environnmental Protection Agency] and
ADEC [ Depart nment of Envi r onnment al Conservati on]
requirenents for road applications. So there is

current diesel that's being manufactured now and it’s
bei ng manufactured on the | ease for the benefit of the
| ease in the | ocal area.

If we were not to build a plant of ULSD on the Sl ope,
then the logistics that would be behind it is that
crude oil would be produced down the pipeline, be
pi cked up by a boat, be taken to a refinery sonewhere,
then remanufactured into ULSD and then have to be
transported back up to the Slope to be used on the
Sl ope. So all that seens to add additional costs and
inefficiencies when it’s our opinion it would be nore
efficient to be done locally and that it is a
beneficial use of the lease and it is a |ease cost
associated with it. So, that’s the thinking that
we're applying to it.

Some of the added risks | think were alluded to this
nor ni ng wer e t hat dependi ng on what t hat
transportation would look like, whether it’'s rail up
to Fairbanks and then trucked on the Haul Road up to
the Slope that that starts to add some risk associated
wth derailnment or roll over or sonme potential risk
associated with the environnent. So that’s another
added attribute of consideration.

It’s not the sole determning factor but those are
some of the conplications that go through our m nds
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when we think about doing sonething |ocally, sonething
for the benefit of the Jlease to neet t hose
envi ronnental requirenments as opposed to going through
the tortuous process of taking it from the Sl ope,
taking it to a refinery and then bringing it back.

4:22:46 PM

CO CHAI R GATTO asked if ConocoPhillips currently produces all of
t he di esel needed and nore or whether the anount it is producing
does not satisfy the requirenent.

4:23:07 PM

MR. TAYLOR answered he does not know whether any surplus is
produced, but he noted the ULSD project is designed with |oca
use in mnd. Its design capacity is 2800 barrels of diesel per
day, which is broken down into 1,000 barrels per day for use in
the greater Prudhoe Bay area and 700 barrels per day for
Kupar uk. The remainder would be used for rigs and contractor
support. To the extent available, it could be supplied to |oca
comuni ties for heating fuel

4:23:58 PM

CO CHAIR GATTO said he is curious about whether independents and
others would have equal access or whether diesel would be
rationed until the three major producers’ demand is satisfied.

4:24:18 PM

MR. TAYLOR responded his project engineers and econom sts have
informed himthe 1,000 barrels a day is designed for Prudhoe Bay
demand and 700 for the Kuparuk area and the balance is for the
i ndependents, contractors, and to support |ease operations, and
could be made available to others at the |ocal market price.

4:24:50 PM

CO- CHAIR GATTO asked if a conpetitor would suffer an econonic
penal ty when buying that diesel.

4:25:24 PM

MR. TAYLOR said ConocoPhillips’ intent is to design a plant for
the beneficial use of the |ease and provide a conpetitive |oca
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mar ket price, not to create a situation that would gauge anyone
i nequi tably.

CO CHAI R GATTO asked if a conpetitive local price nmeans it would
be conpeting with a Fairbanks manufacturer who is trucking it to
a facility.

MR. TAYLOR believed local market determ nation would involve
factors like that as well as associ ated manufacturing costs.

4:26: 08 PM

CO- CHAIR GATTO asked if ConocoPhillips pays federal or state
fuel taxes on the diesel it produces and consunes.

4:26:17 PM
MR. M TCHELL said he would need to | ook into that.
4:26: 26 PM

REPRESENTATI VE SEATON said he doesn’'t believe anyone opposes
building a plant; the question is whether the state should
subsidize it with credits. He asked at what poi nt
ConocoPhillips is taking capital credits and deductions on
refinery nodul e expenses and when they reflect on PPT.

4:27:46 PM

MR. M TCHELL said ConocoPhillips would recognize those charges
as they are incurred. That is the case for all expenses -
operating and capital.

4:28:18 PM

REPRESENTATI VE SEATON recalled that the commttee previously
di scussed this issue to ensure that the state is not financing
[refinery nodules] built in Korea, Japan or Al abanma and then
having those capital credits and expenses deducted "when the
units reached Al aska." He expressed concern that M. Mtchell
has testified that if the tax structure changes and the capita
credits are not issued, the plant mght not be built. He asked
at what point, since the capital credits have already been
t aken, ConocoPhillips mght say it no longer plans to build the
pl ant or decides to delay its construction for many years.

MR. M TCHELL responded:
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We recognize the credits, the expenditure, when we are
incurring it. Now, if there's ... rules that limt
the timng of when you can do that - if the PPT or tax
| egi sl ation defines specific rules around when you can
do that - then we will do it in accordance with those
rul es.

By having incurred the expenditure, he remarked, by definition
the conpany is proceeding with the project.

REPRESENTATI VE SEATON relayed that |egislators have heard that
if the state doesn't "give the tax credits,” ConocoPhillips may
not build that plant even though the <capital credits and

deductions have already been taken. Nothing in the current
bill, he surmsed, stipulates when a conpany nust nmake a
deci sion regarding whether to proceed with a project. At what
poi nt, he asked, would ConocoPhillips Al aska, Inc., say it’'s not

going to build a plant and thus require a tax credit refund. He
stated the citizens of Al aska are worried about "getting ganed"
on the net system Therefore, he pondered, wouldn't the state
be better off by ensuring that the Capex doesn't get deducted
until it reaches Al aska.

MR. M TCHELL indicated that concern ought to be alleviated by

the fact that ConocoPhillips Al aska, Inc., has neither commtted
to incurring, nor has incurred, the expenditure for the "hydro-
treater,” which would renove the sulfur. He acknow edged,

t hough, that other expenditures have been incurred to scope and
work the project. He added, "W typically would not be in a
situation where we're spending those dollars, claimng it on a
PPT return, and then deciding we're not going to go ahead wth
it. At that point we're well sunk, if you like, into that
project."”

REPRESENTATI VE SEATON reiterated that Alaskans are sinply
concerned about the possibility that conpanies will ganme the
system and that's why the Legislature may need to tighten the
statute in that regard.

4:34: 51 PM
REPRESENTATI VE ROSES asked whether state and federal taxes are
paid on the diesel being produced and whether EPA is requiring

low sulfur diesel be used for industrial applications only or
for all purposes, including hone heating.
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4:35:37 PM

MR. TAYLOR said his understanding is that EPA regulations are
focused on road use.

4:35:52 PM

REPRESENTATI VE ROSES asked whether the two plants that cannot
produce low sulfur diesel wll be dismantled or whether they
coul d be used to produce excess [diesel] for |local comunities.

4:36: 20 PM

MR.  TAYLOR thought ConocoPhillips would continue to operate
those plants to the extent that nornal diesel can be used and
has a beneficial use on the |ease. He pointed out taxes would
be paid on any sal es transactions.

4:37:09 PM

REPRESENTATI VE ROSES said he would hate to see the existing
pl ants be abandoned when they could be used for an alternative
pur pose.

4:37:25 PM

MR. TAYLOR said ConocoPhillips would maximze the use of its
preexi sting investnents to the extent possible.

4:37:38 PM

REPRESENTATI VE ROSES asked whether the plant has a remaining
Iife expectancy.

4:37:56 PM

MR. TAYLOR said he does not know how nany years of use are |eft
on the existing plants but, to the extent they are econonically
viable and there is beneficial use on the lease or to the |oca
mar ket, that shoul d be addressed on an ongoi ng basi s.

4:38:23 PM

CO CHAIR GATTO acknow edged at sone point the plants wll have
to be replaced and replacing them sooner provides the advantage
of producing low sulfur diesel. However, it would be
advant ageous to know the remaining |life span.
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4:39:26 PM

MR. TAYLOR said, for the record, this project is in a state of
sanctioning for ConocoPhillips Alaska, Inc. and its partners.
ConocoPhillips is on hold with logistical plans to continue to
nmeet EPA and ADEC requirenents for ULSD use. The project is in
a design phase to where it could go forward for sanctioning but
it has not invested substantial dollars so that it could claim
any credits. The sanction decision mnmust be made before the
state chooses whet her deductions can be taken.

4:40: 30 PM

CO CHAIR GATTO asked if the incurred charges have been charged
as operating expenses.

4:40: 37 PM

MR. TAYLOR said nost of those charges have entailed ongoing
engi neering and design costs, which is the normal practice for
all operating expenses on any project for technical staff.

4:40:56 PM

REPRESENTATI VE SEATON said he has heard shipping conpanies say
60 or 200 trucks are |oaded and waiting to conme up from Seattle
[Wwth supplies for] this plant but were put on hold. He asked
if that is true.

4:41:47 PM

MR. TAYLOR said he was not aware of that. ConocoPhi | I'i ps has
not expended substantial capital outlays on the project. He
said it is possible that a procurenment process or sourcing of
mat eri al s may have occurr ed.

4:42:16 PM
MR. M TCHELL continued with his presentation:

The other item we wanted to touch on in the context of
excl usions or expenditures to be excluded as allowabl e
costs is the language that's in this draft bill on
unschedul ed mai ntenance or nmaintenance that causes
unschedul ed production interruptions and the way that
| anguage is worded. Let me just back up and say we
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understand the event that triggered the dialog around
that and we understand there’s sonething that needs to
be addressed through this but the way that |anguage is
laid out, it is very broad and all enconpassing and,
in reality, would be very difficult to actually
adm nister and audit, even with the additional audit
resources that the Departnent of Revenue is trying to
secure through this process. | still think that
particular area will be very difficult for all of us
to ensure this full conpliance wth. It’s a
conmbination — it’s not just an accounting. This is
not just a financial audit type of matter. It gets to
the heart of the nature of production operations and
all the various things that go on that can have an
i npact on our day-to-day operations, which can follow

all of the normal, sound operating practices, the
recommended maintenance activity and yet still there
will be things that happen that weren’t planned. | t
will be very difficult to not only identify those

specific events, but at the same tine keep track of
what’s the specific cost of that event so that we
exclude it from the PPT conputation. It kind of — to
nme it’s the sledge hamrer to crack a nut solution and
if we go on to the next page, we potentially can see
what we’'re dealing with here.

: 34 PM

What this chart represents is daily production for the
Kuparuk area from Decenber 2006 through to pretty nuch

current. And there’ s nothing snooth whatsoever about
that line and if you trend it out and actually do a
monthly average and draw that Iline on a nonthly

average, it probably would | ook reasonably snmooth with
a couple of specific spikes or dips for specific
events. When you look at that it then becones on a
daily basis it is very difficult to step back and
identify specifically which of those events that were
a function of unscheduled down tinme and what were the
costs associated with that specific event.

| think when the PPT legislation was put into place,
there was the 30 cent per barrel reduction, if vyou
like, was factored in for sonme of this. It’s never
been entirely clear to nme exactly what the intention
was of that but there is that reduction in the
deduction, if you like. And at the sane tine, in this
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| atest version of the bill, | think it’s subsection
(6) of this relevant section tal ks about disallow ng
costs associated with violation of law, failure to
conply and so on, so there already is a conpliance
type standard el sewhere in the bill and the piece that
we’'re tal king about, which is subsection (19) | think,
then beconmes very broad and difficult to adm nister
and so | think our coment around that is it’s just
sonething that we need to be very careful how we put
that into |law because the way it’'s worded it just
appears to be fraught with difficulties in nmaking sure
that we're conpliant and the state is capable of
ensuring that we’'re conplying through the audit
process.

4:46: 42 PM

REPRESENTATI VE SEATON asked if M. Mtchell would be anenable to
del eting [proposed AS 43.55.165(e)(19)] and changing [ proposed
AS 43.55.165(e)(6)] to ensure that expenses related to a
recovery from crimnal negligence were not allowed as a |ease
expense.

MR. M TCHELL indicated that solution would be preferable to what
is currently in the bill.

4:48: 04 PM

MR. M TCHELL continued his presentation:

[Slide 19] | think we just have a couple of other
points that are really not that significant but |just
wanted to nention. In terms of information sharing

there’s a sort of catch-all phrase that provides the
Adm nistration with the ability to request any other
information it considers necessary and | just feel
it’s very broad to have that broad brush any other and
there’s always going to be sone elenent of concern
where we’'re subject to that very broad requirenent
W understand wultimately where the Departnent of
Revenue — what they're trying to acconplish in terns
of having the right data to do what they need to do
and we’'re supportive of that. This catch-all gives us
alittle bit of concern because of the breadth of it.

4:49: 01 PM
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REPRESENTATI VE SEATON asked for suggested wording to narrow that
dowmn and still allow DOR to get the information it needs for a
net tax system

4:49: 30 PM

MR. M TCHELL said he was sure ConocoPhillips could come up with
| anguage that would address its concerns and provide DOR wth
the level of confort it needs.

4:49: 46 PM

REPRESENTATI VE SEATON requested that ConocoPhillips Al aska, Inc.
f orward its suggest ed | anguage to t he commttee for
consi der at i on.

CO CHAI R GATTO added in a tinely manner

MR. M TCHELL agreed to do so.

4:50: 14 PM

MR. M TCHELL conti nued:

The statute of I|imtations [Slide 20] got sone
di scussion this norning as well and, again, it’'s not
necessarily a huge itembut | think it’s in all of our

interests that the audit activity gets conducted
timely and extending that statute from 3 years to 6
years just gives the potential. It doesn’'t nean to
say it will happen. It just gives the potential that
this audit work can drag on over a longer time period
than it mght need to significantly. |If you take that
toits literal extrenme, by 2011, the year when the PPT
legislation requires that review with a 6-year statute
of limtations, in theory that first audit mght not
even be conplete. So, our preference is to be able to
get this work done as quickly as possible.

O course, from a - | have to acknowl edge from an

i ndustry perspective, we're always going to say we

prefer a shorter tinme on a statute so — but six years

feels like a long tinme to have that hangi ng out there.
4:51: 32 PM

MR M TCHELL conti nued:
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So that really just leaves us with our kind of wap
up, which actually is a repeat of how we introduce
this in terns of our key points with regard to this
bill. W do believe that there needs to be the
al i gnnment between the state and the industry as we ve
said. Wen industry is doing well, the state is doing
wel | . Projects that are economic for us are projects
that generate revenues for the state and so we really
have that comon interest there. We do believe that
it’s too early to change PPT in the context of
significantly changing what that tax structure |ooks
like. It's very early and it’s unsettling having that
continual — the frequency of tax changes. In this
presentation, in terns of tax take, we really focused
our discussion around what inpact the progressivity on
a pure gross basis can have and we really want to
enphasi ze the nessage that when there’s any form of a
tax — production tax that cones straight out of the
gross - then it has the potential to have a
detrinmental inpact. The PPT, the way it’s structured
with both the base rate and the progressivity on the
net, it does work. It’s self adjusting. The nore
chal l enged projects get the right kind of deduction
and relief and yet, the nore profitable areas with the
progressivity still end up paying a higher percentage,
especially as you look in the ~current price
envi r onnent we see t hat per cent age I ncrease
significantly. You al nost get the behavior |ike — on
the marginal dollar — |ike a high gross rate.

And then lastly, we just talked on sone of the
adm ni strative provisions. W just want to nmake sure
that we don’t put anything into law that, wth the
benefit of hindsight, we find really that wasn't what
we intended or that becane sonmewhat unworkable so we
just encourage that the right amount of thought and
consideration go into that.

4:53: 38 PM

CO- CHAIR GATTO said as partners, the state and industry both
want noney. He would prefer the word “quest” be used, rather
than “aligned,” which he feels is too fornal

4:54: 38 PM
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CO- CHAIR GATTO thanked M. Taylor and M. Mtchell for their
presentations and asked M. G bson and Ms. Houle to give their
presentation to the conmttee.

4:58: 55 PM

KURT G BSON, Acting Deputy Director, Dvision of Gl & Gas,
Department of Natural Resources, introduced Julie Houle, Section
Chief for the Resource Evaluation Section in the Division of Gl
and Gas and told nenbers they would discuss the exploration
incentive credits in AS 43.55.025, enacted in 2003. He
cont i nued:

It preceded PPT. There were sone changes to that
particular statute that were a part of the Governor’s
original |egislation. Those changes to the existing
statute were dropped between the bill nmoving from the

House G| and Gas Committee to House Resources and
so we just wanted to chat about why those were
appropriate in the original piece of legislation and
how we mght be able to create sone |anguage that is
suitable to reinsert into the piece of existing
| egi sl ati on.

W' re going to talk, really kind of in broad terns,
conceptually why the |anguage was drafted the way it
was, why the changes were nmade. Essentially it was
housekeepi ng. As | said, the statute already existed
for exploration incentive «credits for explorers.
There were sone, as with any rules, over the course of
time it becones evi dent t hat there are sone
shortcom ngs and so we just wanted to kind of sure up
that stuff and make sure that the state was receiving
proper value for the credits that it was distributing.

M5. HOULE infornmed nenbers the sections were nunbered 36 through
44 in the original bill as introduced.

5:01: 08 PM

MR. G BSON conti nued:
So, the original | anguage intended to do the
f ol | owi ng. It intended to broaden the existing
program to create (greater credit i ncentive for

explorers wthin certain proximty and for wells
drilled within a particular tinefranme. It also was
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intended to provide additional predictability and
consistency for explorers in ternms of whether or not
their exploration activity would qualify for these
credits. And then finally, it was intended to sure up
certain data requirenents that the original statute
was not entirely effective in ensuring that the state
receive certain seismc and well data and core data
that the original legislation - to make sure that the
state received that for a nunmber of purposes and Julie
will talk about that sone as we kind of get to that
poi nt .

5:01: 57 PM

M5. HOULE told nenbers DOR and the Division of Ol & Gas get
i nvol ved by assessing what technical data needs to be submtted

to approve an application. However, DOR approves or disapproves
t he expenditures.

5:02:18 PM
MR d BSON conti nued:

So the language in the original ACES bill was intended
to broaden the existing program so that certain
exploration activity that occurred within three mles
of existing wells would receive a 30 percent tax

credit i f they were drilled wthin a certain
parti cul ar timeframe and the original | anguage
addressed an 18 nonth tinmeframe, as long as they were
no nore recent — or rather if they were within an 18
month tineframe they would qualify for this tax
credit.

It al so broadened the existing program by allow ng for
five percent deduction for — or tax credit for old
seismic data that certain existing producers in Cook
Inlet and the North Slope both may have, kind of, on
their books or in the vault as Julie says, creates a
value for the state by ... attaching a tax credit to

the cost of that activity. That data then becones
public and it <creates the ability then for new
explorers to access that data and determ ne whether or
not certain areas are prospective and whether or not
they want to engage in exploration activity in those
ar eas.
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5:03:37 PM

M5. HOULE said the last bullet would extend the allotted tine to
drill wells from 150 to 540 days. This would occur when a
conpany plans to drill several exploration wells in one season
The wells mght be less than three mles apart but are drilled
within a short tinme period while arig is onsite.

5:03: 57 PM
MR d BSON conti nued:

[Slide 3] So the original statute, | think, had the
uni ntended consequence of requiring wells to be
drilled within five nonths of one another, or rather |
guess it could be logically determ ned that the intent
was then to make it during a single drilling season
whereas an exploration may extend beyond a single
drilling season and those exploration wells may be
within three mles of one another. The intent of the
legislation is to allow those exploration wells in the
exploration programto all qualify for the exploration
incentive credit.

5:04:31 PM

REPRESENTATI VE GUTTENBERG said he worked on a seismic crew in
the early 1970s. He asked if that kind of information is
transl atable to today’ s standards.

5:04:51 PM

M5. HOULE replied sone data fromthat tinme period is still good
Wi th reprocessing; particularly the 2-D seismic drilled for the
deeper objectives. Wiether it is useable depends on the quality
and whether it can be digitized.

MR. G BSON added the conmi ssioner of DNR can detern ne whether
maki ng that data eligible for credits is in the best interest of
the state.
5:05: 24 PM

M5. HOULE clarified the seismc data could not be from an
existing unit.

5:05:34 PM
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REPRESENTATI VE SEATON referred to the 20 to 30 percent expansion
and asked if that nmeans 30 percent in addition to the 20 percent
for PPT.

5:05:44 PM

M5. HOULE told nenbers the AS 43.55.025 exploration incentive
credit (EIC) credit was originally witten to apply 20 percent
to a well drilled nore than three mles [from an existing unit]
and to apply an additional 20 percent for wells drilled 25 mles
away from an existing unit. She added the credit would also
apply to seismc activity outside an existing unit.

5:06: 13 PM

REPRESENTATI VE SEATON asked if the current EIC now at 30 percent
would be in addition to the PPT credit of 20 percent and in
addition to the deductibility against PPT of 25 percent under
ACES.

5:06: 36 PM

MR G BSON said he was not sure how the nechanics of the two
pi eces work but he did not believe the intent is to stack the
deductions so that the state is a 70 percent participant in the
investnment. The intention of the EIC is to draw distinction to
strictly exploration activity.

5:07: 07 PM

REPRESENTATI VE SEATON said he believes it previously anounted to
an additional 20 percent over the 20 percent PPT credit for a
total 40 percent tax credit, and the expense was deductible. He
asked M. Gbson to run the figures and report back to the
committee to ensure the legislation is not providing a 30
percent EIC plus 20 percent PPT, plus 25 percent deductibility,
plus a 9.4 percent deduction against the corporate inconme tax,
and then federal inconme tax deductions.

5:08: 08 PM

MR. G BSON said he will prepare a stylistic exanple of how these
credits and deductions would work for a qualified explorer.

5:08:45 PM
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REPRESENTATI VE RCSES referred to the 5 percent credit on seismc
surveys and asked if the comm ssioner is the only person who
woul d determ ne whether the acquisition is in the best interest
of the state or whether a procedure is followed prior to the
commi ssi oner’ s determ nation.

5:09: 04 PM

M5. HOULE said nost |likely the Resource Eval uation Section group
woul d review the data and determ ne whether it is in the state's
best interest to acquire that data. The problem with ol der
seismc data is that wunder the current system an applicant
woul d request a permt to shoot seismc under the nulti-Iland use
permt from the permts group. The Division of Ol & Gas gets
the confidential data so that data never becones public. Newer
data becones public after 10 years under the EIC to make ol der
data available to conpanies interested in a specific area.

5:10: 16 PM

REPRESENTATI VE ROSES said his concern is that the state would be
giving a 5 percent credit against taxes that would becone
managed by a political appointee, not by sonmeone in the best
position to determine what is in the best interest of the state.
A very pro-oil devel opnment conmm ssioner is nore likely to grant
the five percent credit whenever requested.

5:11:17 PM

M5. HOULE clarified that her group nakes the recommendation to
t he comm ssioner based strictly on a technical point of view, it
has no political anbitions.

REPRESENTATIVE ROSES said he just wanted to clarify his
posi tion.

5:11: 44 PM

REPRESENTATI VE GUTTENBERG asked how long seismc data renains
confidential .

5:11:55 PM
M5. HOULE explained under the current statutes, seismc data
shot under the nmulti-land use permt is kept confidential by the

Division of Gl & Gas forever. The division can use the data in
its assessnments but it cannot be released to the public. She
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noted the data would have to be obtained directly fromthe owner
that can be difficult because often several conpanies are
i nvol ved and one may not want the data to be discl osed.

but

5:12: 43 PM

MR. G BSON continued with his presentation:

[Slide 4] So the first purpose of the EIC | anguage as
we discussed was to broaden the program The second
objective is to enhance predictability for explorers.
Currently the way the EIC program works under existing
statute, explorers conduct certain ... exploration
activities oftentines at great expense and then cone
back to the state and ask whether or not what they ve
done qualifies for a credit under the EIC program

The intent of the language in the Governor’s bill was
to allow additional predictability for explorers so
that by comng in for pre-approval, by comng to the
Department of Natural Resources, for exanple, and
laying out the exploration plan and allowing it to be
scrutinized by people like the Resource Evaluation
group, the comercial section and others, we could
make a determnation as to whether or not it was truly
an exploration program whether it qualified under the
exi sting EIC |anguage, and then an explorer could go
nore forward wth the know edge that the activity
expenditures that he was undertaking were going to be
eligible for the «credit, rather than have this
uncertainty associated with this existing |anguage
that requires them to kind of conme hat in hand after
havi ng done their work and ask whether or not the work
they’ ve done qualifies for a credit.

So the intent is to nmake it nore fair, nore
predi ctable for investors on a going forward basis.

5:14:18 PM

M5. HOULE added that would verify the well

a legitimte reason

5:14:25 PM

CO- CHAIR JOHNSON asked how long it would take to get
approved.
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5:14:39 PM

M5. HOULE answered that depends on how cooperative a conpany is
with the division. Sonme conpani es have an ongoing dialog wth
the division’s geophysicist and engineer and the information
flow is good. In those cases, pre-approval could be granted
within a few weeks to a nonth, depending on the division's
wor k| oad.

5:15: 27 PM

CO-CHAIR JOHNSON asked about new entrants that have not
est abl i shed di al ogs.

5:16: 08 PM
M5. HOULE noted nobst new entrants have been pretty forthcom ng

She estimated that given the right data, the division could
probably give them an answer within a few weeks.

5:16: 28 PM

MR. A BSON explained that a tax credit is associated with the
activity undertaken by an explorer. An expl orer can undertake
an exploration program absent <credits wth no delay. An

explorer could proceed under current statute and the point in
time for determning whether the activity is qualified for
credit wouldn’t change. This nmerely nakes a shift from a back
end to a front end determ nation and should have no bearing on
how qui ckly an expl orer can proceed.

5:17:18 PM

CO CHAI R JOHNSON asked if an explorer filed an application for a
credit a nonth ago that was approved, what kind of liability the
state would be looking at if the legislature changes rules that
nullify the approval.

5:18: 03 PM
MR. G BSON said he could not put a nunber on the liability. He
said legislation has frequently changed but only so nuch

certainty can be provided to industry.

5:18: 38 PM
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REPRESENTATI VE SEATON questioned whether this program change
requires an applicant to use the pre-approval process to get tax
credits or whether this encourages applicants to explore and
make application |ater.

5:19: 29 PM

MR G BSON said his understanding is that this is a wholesale
change to Section (c) of AS 43.55.025, which lays out the
process for filing for and receiving a credit. Under current
statute, that process takes place after expenditure. This new
| anguage repeals and reenacts that section so that the process
woul d take place on the front end. He believes this change
woul d no |l onger allow the post-approval process to take place.

5:20: 20 PM

REPRESENTATI VE SEATON questioned whether it is advantageous to
make a total change rather than to allow both processes to be in
pl ace.

5:20:52 PM

M5. HOULE said if the process was an either/or, explorers would
run the risk of not getting their credits.

5:21: 02 PM
MR. G BSON added:

Representative Seaton, | would ... just add to that
as Julie nmentioned, if it was set up so that it was an
either/or situation, for exanple if an explorer was
unconfortable wth the speed with which the state was
able to <conduct its analysis, if there were a
mechanism in place that would allow them to forego
pre-approval and instead opt for approval after the
fact, |I’m not sure that that would necessarily be a
maj or problem but | do think that it’'s probably
inmportant to nmake a decision as to whether or not an
explorer should be allowed two bites at the apple.
Either their exploration program is consistent wth
the statute and qualifies or it does not.

5:21:53 PM
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REPRESENTATI VE GUTTENBERG said he recognizes that |egislative
changes <could alter the division's relationship wth the
i ndustry. He referred to the third bullet on Slide 4, "Prudent
Practice"; and asked if the division has an internal nechanism
in place to determ ne what that is.

5:22:56 PM

M5. HOULE said the staff in the Resource Evaluation Section have
enough petroleum industry background that they sonetinmes know
the data better than industry staff and are very capable of
determning what is in the best interest of the state.

5:23:20 PM

REPRESENTATI VE GUTTENBERG asked whether the division ever tells
an applicant to change sonething because it is wong.

5:23:37 PM

M5. HOULE said if a company cane in with a request to dril
within three mles of an existing well, the division would say
its target objective nmust be three mles fromthe existing well,
but division staff would not advise that a prospect is no good.

5:24:29 PM

REPRESENTATI VE GUTTENBERG asked if the division would inform an
applicant of a capped well within 2.5 niles.

5:24: 39 PM

M5. HOULE said the division would informthat conpany.

5:24:54 PM

REPRESENTATI VE GUTTENBERG asked whether the information about
the capped well is subject to confidentiality.

5:24:58 PM

M5. HOULE said if the capped well is public record, the division
could disclose that infornation. However, even if a well is
drilled within the 24 nonth confidentiality period, the well’s
| ocati on woul d be public know edge.

5:25:16 PM
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CO CHAI R JOHNSON asked why a conpany that applied for a permt
to drill within 2.5 mles of another well, and after being
informed of its proximty to another well noved the location a
half mle away, wouldn’'t then be eligible for the credit. He
al so asked why the division wouldn’t advise an explorer that it
would be drilling a dry hole if +the division had that
i nformation.

5:25:59 PM

M5. HOULE said usually eight of ten wells drilled are dry hol es.

5:26:21 PM

CO-CHAIR JOHNSON said she commented that the division would not
tell an applicant if it was applying to drill a well in a bad
| ocati on.

5:26: 37 PM

REPRESENTATI VE GUTTENBERG asserted, “Sonetinmes you want to
define the area or you have to drill there, | nean 2.5 mles
instead of 3 mles, you don’t think it’'s there and giving them
the information m ght determ ne whether or not they are going to
proceed at all.”

5:26: 53 PM
M5. HOULE responded that if an explorer was going to drill a
well 2.5 mles within another, it would not qualify for the

credit but the explorer would know that up front.
5:27.:09 PM

MR GBSON said, in response to Co-Chair Johnson’s first
guestion about allowing a conpany to come back retroactively,
the division would Ilike conpanies to nmke decisions on a
forward-looking basis and deal wth applications one tine.
While Ms. Houle's staff is extraordinarily talented, it is not a
“deep bench.” The division would prefer to agree to a process
and adhere to it.

5:28: 25 PM

CO- CHAIR JOHNSON asserted it is refreshing to hear M. G bson
and Ms. Houl e say they have adequate staff to do the job.
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5:29: 02 PM
REPRESENTATI VE SEATON conmment ed:

| appreciate your clarification of us
approving these as a working interest partner in

pre-
this

because that clarified it for nme that yes, it makes

much sense to do these things wupfront instead
comng at the end because if we're tal king about
30 plus the 20, we are a mpjority partner in this
so the idea that sonmebody mght go out and do t
for, you know, tax credits and all, because of

ot her tax consequences for other fields that they

or sonething, is a possibility. So | do apprec

of

t he
and
hese
sone
have
i ate

that idea and | think |I’ve changed ny opinion so your

comrents are well taken.
5:30: 20 PM

MS. HOULE noted the division needs another reservoir

engi neer;

currently it has one reservoir engineer who covers the entire

st at e.

CO- CHAI R JOHNSON asked whether that is a vacant position or new

posi tion.

M5. HOULE clarified the division has a vacant position.
5:30: 51 PM

MR. G BSON continued his presentation:

[Slide 5] W’'ve talked about kind of tw of
i ntended goals of the |language in the Governor’s b
the first being the - or the second being
predictability and the other being, kind of enhan
or expanding the EIC program but the data sha
conponent of this is perhaps the nobst inportant
think Julie is undoubtedly the nost qualified to s

t he
il
t he
ci ng
ring

I
peak

to this but, again, it cones down to a determ nation

of whether or not we’ve struck a reasonabl e dea

W th

the existing EIC statutory | anguage. The | anguage is
intended to provide exploration incentive credits to

explorers in exchange for a nunber of things and a
those things are obviously increased production

nong
is

good for the state in ternms of royalty and production
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tax take but at least as inportantly, in terms of
being able to pronote or repr esent what t he
prospectivity of various areas is, we' ve got to have
i nformati on. Information is kind of the stock and
trade of Julie’s Resource Eval uation group. I think
the best thing to do is to hand it over to the expert
and let her talk to you a little bit.

5:32:22 PM

MS. HOULE tol d nenbers:

One thing 1'd like to reiterate is that this 43.55.025
program is the Departnent of Revenue’s and the
Division of Ol & Gas provides technical guidance to
collect the data and make sure that the state is
getting the data that it needs. As we’'ve been
adm nistering — or helping DOR with the program we
found a few glitches that we'd like to change in the
program and one of themhas to do with seismc data.

Currently there are a couple of aspects that are
t roubl esone. One is a conmpany can apply for an EIC
now and only the portion over state |ands gets credit
so then they only give us the data for that portion
that’s on state | ands. If you have a checker board
situation where you have private |andowners, then we
don’t get that data so the problemis you kind of have

an inconplete picture. You have a puzzle with a |ot
of pieces m ssing. Al so when you shoot seismc, you
can say well 1 shot 100 nmiles and so it was $100, 000
so, if | do the math right, | guess $10,000 per mle
but it may not be that each mle is equivalent. You
m ght have had ... trouble shooting that one |Iine.

You know, it’s not really an even split so what we
added in there in the language was that if you apply
for an EIC, you have to provide the entire data set.

5:33: 53 PM

REPRESENTATI VE W LSON asked what an EIC is.

5:34: 07 PM

M5. HOULE explained an EIC is an exploration incentive cre
She added another problem that has arisen with seismc data is

t hat

sonetinmes the seismc shoot is over an existing unit
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outside a unit but it gets sliced at the unit boundary. The
Division of Ol & Gas gets the data, for ten years the only data
released to the public is the data outside of the unit. The
division is thinking ahead about investing in the future when
new explorers want to conme in and need a good data set.

5:34:43 PM

M5. HOULE said regarding well data, the division would like to
conport with the AOGCC regul ations, which require that well data
be kept confidential for two years. Currently, an explorer can
apply for extended confidentiality if the activity is near

unl eased acreage. If an explorer wants a well «credit, the
informati on nust be available to the public in tw years. The
AOGCC does not collect any fluid or core data. Core data is
collected in Al berta and made available to the public. The
division would like to be able to retain core data and fluid
data for future explorers. She summarized her coments are

intended to sure up sonme of the glitches in the existing
pr ogram

5:35: 59 PM
CO- CHAI R JOHNSON asked if core data neans the actual core.
MS. HOULE said that is correct.

CO CHAI R JOHNSON asked if the actual cores will be stockpiled or
if images of themw |l be digitized.

5:36: 22 PM

M5. HOULE answered that during the two-year confidentiality
period the conpany could keep the data confidential but would
have to allow the state access to it. After two years, the core
material could be noved to the Geologic Mterials Center in
Eagl e River.

5:36: 53 PM

CO CHAIR JOHNSON asked whether a fiscal note to build a new
building in which to keep the cores will acconpany the bill.

5:37:02 PM

M5. HOULE acknowl edged the existing facility needs to be
rebuilt. She noted the core facility in Al berta is supposed to
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be world class and there is no reason Alaska cannot have a
sim lar building.

5:37:24 PM

CO CHAI R GATTO asked the dianeter of the cores.

M5. HOULE said in general, the dianeter is 4 inches. The cores
are cut in half |engthw se. Sonetinmes a two-third, one-third
slab is cut so that one-third can be vi ewed.

5:37:45 PM

CO-CHAIR GATTO asked if the dianeter is 4 inches because when
the core is renoved, the hole becones a well.

5:38: 01 PM

M5. HOULE said the size has to do with the ability to get
porosity and perneability data.

5:38: 55 PM

REPRESENTATI VE GUTTENBERG questioned whether she is talking
about exploratory wells and not wells that go into production.

M5. HOULE answered the current AOGCC regulations are being
changed so that devel opnment well data imedi ately beconmes public
one nonth after it is drilled. She said she was referring to
exploration wells that fall under the two-year confidentiality
peri od.

5:39:17 PM

REPRESENTATI VE ROSES asked when the two-year tinme clock starts
ti cki ng.

5:39:30 PM
M5. HOULE replied it begins when they finish drilling the well.
5:39:45 PM
REPRESENTATI VE WLSON noted that in previous testinony, oi

conpany representatives expressed concerned about providing
certain data. She asked if that concern was directed at the
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data requested by the Departnment of Revenue or whether it also
applies to the data to which Ms. Houl e i s speaking.

5:40: 19 PM

M5. HOULE said that is a good point and that one conpany is
particularly concerned about having to provide core data. She
believes the division can assure confidentiality. She pointed

out that is comon practice in Alberta and other countries.
5:40: 52 PM

MR G BSON reiterated the state is paying for this information
So it is appropriate to ask for certain data.

5:41: 05 PM

M5. HOULE added the state is giving a credit and investing in
explorers today and wll be making data available later on to
new explorers that will have new t echnol ogy.

5:41: 26 PM

MR GBSON told conmttee nenbers their presentation was
concl uded.

5:41:41 PM

CO CHAIR GATTO announced that all of the docunments that have
been presented to the House Resources Commttee are avail able
online at: House Mjority.org, under a caption entitled “What's
| nsi de,” under House Resources Conmittee/ ACES/ PPT.

[ HB 2001 was hel d over.]

5:42:30 PM

ADJ OURNNMENT

There being no further business before the commttee, the House

Resources Standing Conmittee neeting was adjourned at 5:43:15
PM
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