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ACTI ON NARRATI VE

CHAIR CHARLIE HUGA NS called the Senate Resources Standing
Commttee neeting to order at 1:45:24 PM Present at the call to
order were Senators Green, Stevens, Stedman and Huggi ns.

SB2001-O L & GAS TAX AMENDMENTS

1:46: 24 PM

CHAI R HUGE NS announced SB 2001 to be up for consideration. He
said that his intent today is to “sort of close the |oop” on any
issues that are out there that the admnistration wanted to
di scuss or that commttee nmenbers had on their mnds. He started
by asking Conm ssioner Glvin to coment on ConocoPhillips’
concern about triggering the floor based on different scenari os.

COWM SSI ONER PATRI CK GALVI N, Department of Revenue (DOR), said
he wanted Rick Ruggiero to provide his conmments on how adjusting
the fl oor one way or the other m ght change the outcone.

1:47.22 PM
SENATOR W ELECHOWSKI joined the conmttee. Senators Hoffman and
Thomas were in attendance.

RICH RUGE ERO Gaffney, Cine & Associates, representing the
Adm nistration, went to slide 5 entitled “lnpact of the 10
Percent Legacy Floor” from the ConocoPhillips presentation dated
10/ 24/ 07. Under the second bullet it states that the m ninumtax
can be triggered by two events occurring. One is high investnent
and the other is that investnent in a |low price scenario. He
said it’s not inpossible that that will occur, but it’s unlikely
that if there’s a project wth very low prices there would be
very high investnent. But it could happen.

1:48: 47 PM

Slides 6 and 7 ConocoPhillips ran an exanple basically assum ng
a $50/barrel price. M. Ruggiero said roughly they indicate a
$10 operating expense and then they run two different scenarios
— one with a $10 Capex (the equivalent to reinvesting about 25
percent of the otherwise profit) and then they run a case of a
$20 investnent. They conpared the two and showed that when they
are reinvesting 25 percent of their profit in a low price
scenario, that the tax they would pay under the ACES 25 percent
net profit is greater than the floor at 10 percent applied to
the gross revenue. But, he said, when you go to the very high
i nvestment case, under the net calculation with the credits
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given, the tax would be $1, but the mninmm tax says they have
to pay $5 because of the otherwise mnimum in the proposed
| egislation. He reiterated that they have stated a set of
circunstances of low price with very high reinvestnent as a
situation under which this could occur.

1:50: 37 PM
SENATOR MCCGUI RE joi ned the commttee.

1:50: 50 PM

MR. RUGAE ERO said ConocoPhillips also | ooked at this scenario on
a nore Kuparuk-wi de valuation on slide 8. They ran through the
sanme type of calculation, but using nore of the volunes that one
woul d expect in Kuparuk and applying, as they say in the
footnote, the prices that are in the PPT Status Report. It
indicates that in the potential high investnent case, their tax
bill under a straight net would have been $228 million; it also
shows their tax bill, because of the mininum is $280 mllion -
a $52 million difference.

He said that ACES offers the imediate wite off of the capital
So in the calculation on the right-hand side they have taken
i mediate wite off of the $800 mlli on.

CHAIR HUGA NS asked if “imedi ate” nmeans over 24 nonths.

MR. RUGE ERO replied that the capital gets to be deducted in the
year spent.

COM SSIONER GALVIN clarified that under ACES you can deduct
capital expenditures fromincone in the first year; however the
credits in the second part of the proposal are spread out over
t he 24 nont hs.

MR. RUGE ERO said that in the exanple they took their full $800
mllion imed ately, which other jurisdictions mght have a 2 -
10 year process in which to wite off that capital against
producti on based taxes. He commented that both the PPT and ACES
all ow very generous wite offs for investnent.

Comi ng down through ConocoPhillips’ «calculation, he explained,
that they also subtracted the credits and in the exanple they
take the full 20 percent in that one year. He pointed out that
if they have the right credits, they could create an exanple
simlar to this that would take them below the mninumline. If
you add up the $800 million and add up the full credits of $160
mllion, that’s $960 million. They are actually able to deduct
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(even if they go to their mninum nunber) $908 nmillion of the
$960 mllion — or 95 percent of the credit available to them
The other $52 mllion would just carry forward to the next year.
The loss in that exanple was their perception of the time val ue
of being able to wite that to the next year. Even this exanple
usi ng nunbers representative of Kuparuk does not create nuch of
a problemfor the m nimum he said.

1:54: 35 PM
SENATOR GREEN asked if he was referring to the sanme scenario
under the current PPT or the rewite.

MR. RUGE ERO replied that this was representative of the current
PPT. He expl ai ned:

What they have done is they ve mxed two things. The
current PPT allows the immediate wite off of the
credit. But PPT doesn't have the 10 percent m ninmm
fl oor.

SENATOR GREEN said that conmparing this exanple to other
jurisdictions of the world isn't as gernmane as a conparison of
it to the original PPT.

1:56: 10 PM
SENATOR WAGONER j oi ned the conmitt ee.

COW SSI ONER PATRI CK GALVI N, Departnent of Revenue (DOR), added
the question of how realistic it is that the state will actually
face this type of scenario when you look at the North Slope
average of about $14/barrel QOpex plus Capex and that |egacy
fields are on the lower end of that average is low. The |ow
| evel assunption on slide 7 starts higher than prices they are
experiencing now by a significant anount and they wouldn't be
affected by the floor. Costs would have to go up to $30/barrel
for the two, which is nore than twice the current reported
amounts at a $50 price.

1:58: 50 PM
SENATOR W ELECHOWBKI said the testinobny he heard from the oil
conpanies was very conpelling — that the gross mninmum really

does have an inpact on their decisions. The next few pages of
the presentation show how the gross mninum nmakes a nunber of
fields uneconomical. He wanted to hear M. Ruggi ero’ s opinion on
t hat .
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MR. RUGE ERO clarified that they are referring to slides 12, 13
and 14 from ConocoPhillips’ original presentation. He gave sone
background saying that from his experience, normally in the
public forum three things conme into play in presenting
econom cs: one has to do with the size of the reserves as
nmodified by the recovery factor as nodified by the overall
production profile, a market price and an expected Qpex cost, as
well as the Capex to develop it. Traditionally he would present
conservative cases in each of those. ConocoPhillips didn't
i ndicate what price they used. However, their previous exanples
ran a very conservative $50 price and he supposed that flowed
t hrough to these exanpl es.

Second, one of their fields is simlar to field A but wth a
different reserve figure, which could be the result of a
different interpretation of the recovery factor. In slide 13, a
spread of prices from $40 to $60 is presented with conservative
volunes and costs and indicates that at this range they have
some vulnerability. He deduced that a problem with the floor
m ght happen closer to the $40 figure.

2:04:46 PM

COW SSI ONER GALVIN said slide 14 shows that under PPT all the
projects are economc other than projects 4 and 6. Slide 13
shows that projects 4 and 6 are the two that have data points of
$40, $50 and $60. He supposed that the projects that are above

the black line at $50 are considered econonic and below $50
mar gi nal . He said the slides are all a reflection of
ConocoPhillips’s risk assessnent in making investnent decisions

and they chose to characterize that assessnent very
subj ecti vel y.

2:09: 00 PM

SENATOR STEDMAN asked if the new comm ssioners had an
opportunity to look at the banded range that was discussed in
the old PPT presentations. He said the legislature spent a |ot
of time trying to stay out of that range with progressivity, in
particular, to not inpact their capital budget process. He
wanted to know if those nunbers had now noved upwards
substantial ly.

COW SSI ONER GALVIN replied they hadn't gone back and | ooked at
t hose discussions. They have primarily | ooked at the question of
how much investnent is needed to bring the decline curve back

up.
2:10: 30 PM
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CHAIR HUGEA NS said his notivation in asking the original
guestion is to close the |loop and decide whether the scenarios
are valid or not and if the state can |live with those unintended
consequences. He then said the conmttee would take up the
guestions that were asked by the Alaska Ol and Gas Association
(ACE) .

2:12: 05 PM

ACGA Question 1

Clarify the department’s ability to use joint interest billings
(JIBs) as a starting point for audits.

COWM SSI ONER GALVI N explained that the current statute dealing
with |ease expenditures has fairly detailed subsections that
descri be how the department should use JIBs in determ ning what
| ease expenditures are allowed and what shouldn’t be. ACES
changes the obligation for the Departnent of Revenue (DOR) to
define the all owed expenditures.

From listening to his auditors and people who are witing the
regulations to inplenent the PPT into the audit process, he

found that although joint interest billings are a key conponent
in finding what costs have accrued, they are a representation of
agreenents between the parties, not a representation of

conpliance with the statute and regulations. Current statutory
| anguage provides a requirenent that JIBs are one of the primary
drivers in establishing the appropriateness of a deduction and
he wanted to reshape that section so it is properly identified
as one of the conmponents of making the deternmi nation. The
guestion he had to answer is what specific authority exists in

the bill that recognizes the roll of JIBs in that determ nation
process.

He said the | anguage he cane up with was on page 42, line 11, of
the bill. It lists the conponents and references an operator is
allowed to bill a producer that is not an operator and it says
how the departnent shall consider joint interest billings in

determ ning | ease expenditures. He said this |anguage exists in
current statute, but it is being noved to a different spot.

CHAIR HUGEA NS asked if AOGA' s concern was ill-founded.
COWMM SSI ONER GALVI N replied yes.

2:16: 31 PM
ACGA Question 2:
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Wiy is the specific authority given to the departnent for using
JIBs being renoved in ACES? JIBs appear to be an excellent
starting point (given the fact that they' ve been audited by
partners in a project) for audit purposes by DOR If this
authority is renmoved by ACES when it is specifically now
aut hori zed, on what basis does DOR believe it will be allowed to
use thenf?

2:16: 44 PM

JOHN |IVERSEN, Director, Tax D vision, Departnent of Revenue
(DOR), explained that this question is posed to section 1 of the
bill and the intent of this provision doesn't have anything to
do with interest; it only affects the statute of |limtations and
expresses what is already in regulations regarding retroactive
adj ustments. Current regulations have an express reference to
| ease expenditures and that is in 15 AAC 55. 820.

2:18: 53 PM
Question 3:
Section 1 "confirmation by clarification of the |ong-standing
interpretation of AS 43.05.260 by DOR relating to limtation of

assessnents for the production tax on oil and gas and
conservation surcharges on oil". Wiy is it necessary to confirm
this interpretation? Are there matters currently being

adj udi cated which would be inpacted by this new “confirmation”
and if so, what is the nature of those? Wiy isn’'t the regulatory
| anguage in 15 AAC 55.200 sufficient and what is the practica
effect of AS 43.55.075(b) in the ACES |egislation? Wy does the
department feel it’s necessary to extend the statute of
[imtations fromthree years to six? Three years is used for al
of tax structures in the state, so what is it about PPT that
requi res an additional three years?

COM SSIONER  GALVIN said this question is related to the
timeline that is very conplex in ternms of the returns a conpany
provides to the departnent, the interrelated returns that they
are filing for the federal governnment as well as those that are
connected to their partners. There is a lag in the tine when
those issues are resolved between the partners, the federal
government and wultimately with the state - and there is
likelihood of adjustnments as a result of the resolutions.
Recogni zing that each one of these things could drag out sone
period of time, he wanted enough time to capture all the
possi ble changes in the wunderlying discussions so that the
state’'s statute of limtations would not force the departnent to
take a premature position.
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CHAIR HUGGE NS asked what the current lag factor is in the
current audit process.

MR. | VERSEN replied it depends on the taxpayer for one thing. He
was doing one audit from as far back as 2003 and others from
2004 and 2005. He said that taxpayers sonetines cooperate by
waiving tine so they can get things done and so the departnent
doesn’t have to do a jeopardy assessnent.

COWMWM SSI ONER GALVIN followed up that the audits M. |IVERSEN is
referring to are under the previous tax system They recognized
the net tax would need the sanme nunber of auditors, but of a
significantly higher Ilevel of expertise. The answer to the
question of what l|ags the departnent has in the net tax-related
audits is that there are none, because it has just started doing
t hem

2:23:20 PM

SENATOR W ELECHOWNSKI said he has heard deep concerns about the
auditing issue and he wanted assurance that the state could
conpete with the oil conpanies in auditing so it gets its fair
share.

COWM SSI ONER GALVI N assured him that with the ACES requirenents
and the rest of tools he is asking for, he has a high degree of

confidence that the departnment will be able to insure naxinmm
conpliance. He will know within a couple of years if he needs
addi ti onal help and this admnistration recognizes that
challenge and will do everything it can to neet it.

2:27:30 PM

SENATOR W ELECHOWBKI said he keeps hearing about a 10 percent
discount rate that the oil conpanies have and sees profit

margins that are nmuch higher than that and he is wondering if
that needs to be tweaked. He said that was one of Dr. van Meurs
reconmendat i ons.

COM SSI ONER GALVIN responded that was a legitimate area of
inquiry and they are |ooking at how other places do to insure
conpliance and nmke sure the system doesn’t i nherently
incentivize under reporting of income. He is on the right track
by conparing what a conpany evaluates in terns of their cost of
capital versus what they are going to have to pay.

He said if there is a good faith disagreenent, you could end up

in a situation where you are penalizing someone for exercising
their right to disagree.
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CHAIR HUGA NS asked MR | VERSEN to describe the other nechani sns
that would kick the interest rate up.

MR. | VERSEN replied under the general powers of the conmm ssioner
of Departnent of Revenue (DOR), in addition to the 11 percent
rate on the annual paynent that is due, there are penalty
provi sions for wunderpaynents and those vary on the |evel of
culpability. The first section of AS 43.05.220 sets a 5 percent
penalty for every 30-day period up to 25 percent in the
aggregate based on the amount of underpaynent for under-filing
or not filing. Section (b) adds another 5 percent of the unpaid
anount for negligence or intentional disregard of a law or
regulation wthout intent to defraud on top of that. A civil
fraud, provision (c), has a 50 percent of due tax or $500
whi chever is greater. |In addition there are sonme crimnal
penalties in AS 43.05.290 and go as high as a class C felony.

2:30: 47 PM
SENATOR WAGONER said he heard from one conpany that its total
capital investnent in Prudhoe was $19.5 billion which pencils

out to about $1.50/barrel of all the barrels that have been
produced since they started producing oil out of that field. He
asked if there is a rule of thunb to come up with its Opex.

MR. RUGE ERO replied that it would have to do with the type of
field it was and the type of recovery it is under, |ocation and
environment et cetera. There are a lot of variables to cone
together to come with an average over the entire period. He said
for a very long duration they were operating in a $20 -
$25/barrel world and he thought the DOR could find that cost
structure, which he could use as a surrogate to average out the
Opex. He thought they could come up with a spread that could be
split between the conpanies.

COW SSIONER GALVIN remnded M. Ruggiero in that nost other
pl aces the Departnent of Revenue could get that information, but
not in Alaska because it wasn't part of the tax system

2:33:15 PM

SENATOR W ELECHOWSKI said it will take a lot nore investnent to
pull out the heavy oil and extract the significant resources
that are left and he asked M. Ruggiero if he sees a lot of
nmoney made in Al aska staying here or going outside and if he is
seeing it go outside, how could we capture nore.

SENATE RES COW TTEE - 10- Oct ober 26, 2007



MR. RUGA ERO replied from outside looking in - noney |eaving -
BP and ConocoPhillips reported $2 billion net profit out of
Al aska. You kind of know the working interest percentages of the
different players in the fields and how they might related to
those two conpanies and you would expect partners made simlar

profits. “It’s easy to say that based on those 2006 nunbers,
al though there was roughly $1.9 billion invested, there was
sonmewhere between $6 billion to $9 billion exported from the

state as profit.” He suspected simlar figures for 2007.

CHAIR HUGA NS asked the comm ssioner to deduce that nunber for
future reporting.

COMM SSIONER GALVIN said it wuld be a very rough estinmate
| ooki ng at ownership patterns, but he would do it until they get
better information fromthe conpani es.

2:37:21 PM
SENATOR W ELECHOWSKI wanted to capture nore of the noney that is
| eaving the state.

MR. RUGE ERO answered that he didn't want to make fiscal policy.
However, it's very inportant to figure out first what the
drivers are and what the state is trying to acconplish
reinvesting in legacy fields would be one. There are a lot of
novi ng parts that have to be consi dered.

SENATOR W ELECHOWSKI  asked the departnent to explore that
guestion a little bit nore.

SENATOR STEDMAN said back when they were working PPT |ast year
they had presentations by EconOne that took the gross revenue in
a couple different years and broke it out into its conponent
parts. He is not personally too excited about or interested in
profit nunbers fromthe ConocoPhillips, Exxon and BP

What |'m interested in is where is the cash to the
state and what’s our cut. And when we get to |ooking
at the federal governnent take, the state take and
then the industry, | think we can get derailed very
easily by going down rabbit trails worrying about one
particular conpany’s profit margins versus another
one. It’s irrelevant. W need to pay attention to the
state take and nmake sure we get that bal ance correct.
And as far as how do we keep the noney in the state,
we spent weeks and weeks on it and it’s the credit.
You nmeke it a financial inducenent for them to
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reinvest the noney versus send it back to the hone
office to be allocated around the world. So we have
the mechanismin place.

And | think the other day the same subject cane up and
we can go back into our EconOne presentations and pul
sone of that data out and naybe update it for the |ast
fiscal year. But there is no surprise that the Prudhoe
Bay is a very profitable oil field. It’s the biggest
oil field in North Anerica. It’'s 30 years old under
different price regines when it was put in and to the
earlier question | asked you, M. Conm ssioner,
think, the nunber that was used on the upper band of
their targeted investnment nodeling was $40/barrel oil.
And the reason | ask it is because now we seemto be -
you know that doesn’t seemto be the upper band and ny
concern is that the industry doesn't just nobve that
nunber around to suit the particular presentation in

front of them or bill in front of them — that we
actually trying to get as accurate information as we
can.

But again the fundanmental issue in front of us is the
state take and is it fair.

COWM SSI ONER GALVIN said they would | ook at the nunbers closely
in the Finance Comm ttee.

2:42:16 PM
CHAIR HUGGE NS encouraged them to look at the ramfications of
hauling diesel fuel, because DOIPF thinks upkeep of the road

would cost $2 million for 100 vehicles a day and a stoplight
outside Wasilla was estimated to cost $1.5 million. A greater
concern is one crash - one fire — safety sorts of things or

assum ng one plant in Fairbanks goes down and they have to haul
in from Kenai

2:43: 58 PM

SENATOR WAGONER said any diesel going to the Slope conmes out of
Kenai, but it would be piped to Anchorage and “taken off the
rack there.”

COM SSI ONER GALVIN said the issue is multi-faceted, because on
one had if the state allows the deduction the cost of building
the |low sulpher diesel topping plant, the state is basically
contributing $115 mllion to $150 million to that plant. It wll
take the ability of another conpetitor out of the conpetition to
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create the same product and sell it to them He agreed that the
state had to consider all the costs associated with it — and the
trucks driving up and down the road should be one of those.

2:46: 38 PM

CHAIR HUGE NS said that the DOR is bound by sone IRS
requi renents about what can be shared and he asked if DOR has
t hose sane bounds or does it get information that would cause it
to be bound.

MR. |IVERSEN replied the state has very strict confidential
requi renents to get access to any federal tax information.

COWM SSI ONER GALVIN said those requirenments would apply to any
st at e agency.

MR. | VERSEN said they are very careful

2:50: 18 PM

SENATOR W ELECHOWSEKI went to the Chevron risk/econom c analysis
indicating that taxing the upside can discourage investnent and
said it was a conpelling argunent; he asked him to conment on
that theory in general.

MR. RUGAE ERO responded that Chevron out of all the oil conpanies
did the best job of showing how its decision making is done by
lying out the five different pieces of information and then
running them through the expected nonetary valuation (EW)
calculation — in essence you're |ooking at how nuch a conpany
risks if it has failure versus how nmuch you can nmeke if you have
success. One of the things you consider with success is if you
will have a low range of success, nmedium or very high very
successful project. One thing they nentioned is that depending
on what you do with the fiscal if you just treat one end of it
which is at the high end, and you reduce that, it just becones
calculus at that tine and it just flows through the nunbers and
spits out an answer at the other end.

But depending on what you do within your system for exanple
giving dry holes an imediate wite off of investnents and
credits, especially on the low case, can actually raise the
nunbers. So, in that representation they chose to show both
ends.

SENATOR W ELECHOWSBKI asked if their analysis caused himto think
there is enough protection in ACES.
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MR. RUGE ERO said he hadn't done that type of the detailed
conpari son between A and B.

COM SSIONER GALVIN remnded them that ACES is only at the
beginning of this process and in the first coomttee. One of the
things they need to keep in mnd with regard to adjustnents is
if the upside is being affected or the downside — or if they are
affecting both.

2:54:45 PM

SENATOR STEDVAN sai d Mar i anne Kah, Chi ef Econom st
ConocoPhillips, last year did very good job of going over the
capital budgeting process dealing with their banded targeted
rates and what happens in their process if the state puts in
some changes wthin the tax structure that kicks in
substantially higher than their high rate. The bottom line is
that it didn't conme into the realm of price probability and it
didn’'t affect their decision naking very mnuch.

COW SSI ONER GALVI N said he would be sure to go back and | ook at
t hose materi al s.

There being no further business to cone before the commttee,
CHAI R HUGGE NS adj ourned the neeting at 2:56:24 PM
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