SENATE FI NANCE COW TTEE
February 16, 2010
1:30 p.m

1: 30: 01 PM

CALL TO ORDER

Co-Chair Stednman called the Senate Finance Committee
nmeeting to order at 1:30 p.m

VEMBERS PRESENT

Senat or Lyman Hof f man, Co- Chair
Senator Bert Stedman, Co-Chair
Senator Charlie Huggins, Vice-Chair
Senat or Johnny Ellis

Senat or Denni s Egan

Senat or Donny d son

Senat or Joe Thomas

VEMBERS ABSENT

None

ALSO PRESENT

Jeff Hadland, Econonist & Research Program Supervisor,
Departnment of Labor and Wirkforce Devel opnent; Dona
Keppers, Audit Master, Tax D vision, Departnent of Revenue;
Joyce Lofgren, Petrol eum Econom st, Departnent of Revenue

PRESENT VI A TELECONFERENCE

None

SUMVARY

aL & GAS OVERVI EW
O L | NDUSTRY EMPLOYMENT & RESI DENT H RE
TAPS H STORY & TARI FFS

AO L | NDUSTRY EVMPLOYMENT & RESI DENT H RE
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1: 30: 31 PM

Co-Chair Stedman introduced the topic of oil industry
enpl oyment and noted that the focus would be on the Arctic
oil and gas industry.

JEFF HADLAND, ECONOM ST & RESEARCH PROGRAM SUPERVI SOR,
DEPARTMENT OF LABOR AND WORKFORCE DEVELOPMENT, went over
the data used to develop the nunbers on oil and gas
enploynent. He said the primary source of data is from
gquarterly unenpl oynent insurance contribution reports which
contain information on social security nunbers, occupation,
pl ace of work, and the wages. In addition, there are weekly
unenpl oynment insurance records. The data is matched wth

adm nistrative data files, including the Permanent Fund
Dividend file, which is the primary source of information
for residency. In addition to the data reported by

enpl oyers, the departnment conducts nonthly surveys which
provi de further data.

1: 33: 18 PM

M. Hadland related that the oil industry had an average
annual enploynent in 2009 that was slightly higher than in
2008; however, the second half of the year showed a slight
decline, a trend that is continuing.

M. Hadl and used a handout entitled, "Al aska Departnent of
Labor and Workforce Developnent - G| Industry Enploynent,
Unenpl oynment and Resident Hire" (copy on file). He turned
to a graph which depicted enploynent from 1980 to 2010 -
slide 1. Mjor oil conpany enploynent was stable over the
year, but oil field and services enploynent is declining.
The projection for 2010 is a slight decline. The forecast
is for a .4 percent decline in all jobs statewide and a .3
percent decline in oil industry jobs from 2009 to 2010.

Co- Chair Stedman requested specific information about Point
Thonmson and general nai ntenance.

Senator Thomas wanted nore infornmati on about the dramatic
i ncrease in enploynent from 2005-9.

1: 35: 59 PM
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M. Hadl and reported that the data could not be broken down
by projects. That would require social security nunbers of
i ndi vi dual workers on the projects.

Senator Thomas wondered about forecast data from 2003 -
2005 which predicted increases in enploynent. He inquired
if a particular field was a factor. M. Hadland shared a
nunber of factors which inpact enpl oynment f or ecast
projections: revenue estimtes, industry sources, and the
hi story of enpl oynent.

1:38:11 PM

M. Hadland turned to slide 2, which shows the percent of
resident workers in the oil and gas industry from 1988 to
2008. There has been an increase in non-resident workers
due to an increased reliance on oil field service conpany
wor ker s.

Co-Chair Stedman returned to slide 1 to point to an
increase in enploynent from 2004 - 2008, but a drop in
resident enploynment during the sane period, as shown on
slide 2. He requested nunbers rather than percentages. M.
Hadl and of fered to provide that information.

1:41:03 PM

M. Hadland turned to slide 3 and reported on the total
wor kers working by quarter in the oil industry, from both
the oil support and the oil extraction sectors. Ql
extraction nunbers have remained stable, while oil support
nunbers have increased until the third quarter of 2009,

when there was a decline. Co-Chair Stednman requested
i nformati on about additional quarters from the begi nning of
PPT in 2005. M. Hadl and agreed to ©provide that
i nformation.

Co-Chair Stednan wanted to get a feel for how much is due
to enploynent effort, credits, tine, and dollars going into
oil extraction, versus oil support.

1:42: 29 PM

M. Hadl and spoke of nonthly oil industry enploynment from
2005 to 2009 - slide 4. In January of 2005 average nonthly
enpl oynment was slightly over 8,000 workers; currently,
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there are about 13,000. In recent nonths there has been a
decli ne.

1:43: 26 PM

M. Hadland described slide 5 which shows the percent of
oi | industry nonresident workers in Al aska between 1995 and
2008. The information is broken down by oilfield services,
oil and gas extraction, and total workers.

M. Hadl and di scussed slide 6 - unenploynent insurance (U)
claimants by industry from 2003 to 2009; oil and gas

related enploynent, as well as all industry enploynent.
There was a significant increase of U claimants in 2009
over 2008 in the oil industry. For all industries, clains

i ncreased by about 50 percent.

1:44: 48 PM

Co-Chair Hoffrman asked if the rise shown in slide 6 is due
to hiring nore out-of-state workers. M. Hadland related
that the increase in U clains can be caused by nmany
different factors. Co-Chair Hoffman said it |ooks as though
it is caused by nore non-resident workers. Since 2002, the
nunber of non-resident oil industry workers has increased.
M. Hadland reported that the U <clains are from al
workers. There is not a disproportionate share of non-
resident workers who are receiving U Dbenefits. Co-Chair
Hof frman rmaintained that in-state clainmants doubled. M.
Hadl and explained that the inter-state clains are not
necessarily fromout-of-state residents.

1:47: 29 PM

Senator Ellis referred to slide 5 and asked if the
percentages shown are average nunbers of nonresident
oilfield services workers per year. He wondered if sone
conpani es have a nuch higher nunber. M. Hadland agreed
that the rate varies between enployers. He noted that
resident hire rates are published annually and that
information is avail abl e.

Senator Ellis said he had heard that the nonresident
wor kf orce at one conpany was between 50 and 55 percent. He
opined that there were a nunber of conpanies wth higher
t han 32 percent non-resident workers.
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Co-Chair Stednman asked for additional information about
i ndi vi dual conpany enpl oynent percentages. M. Hadl and said
he could provide that information. Senator Ellis voiced
appreciation. He suggested the information nmay create
pressure to hire in-state workers.

1: 50: 38 PM

M. Hadland turned to the subject of Alaska unenploynent
i nsurance weeks paid by nmonth - slide 7. He reported an
increase in the nunber of 'weeks paid® the |ast several
nont hs.

M. Hadland provided a copy of the nobst recent press
release from the Departnent of Labor and Workforce
Devel opnent - slide 8. It provides an overview of
unenpl oynent in Alaska and the U S. on a nonthly basis.

M. Hadland turned to a graph which shows the nonthly oil
i ndustry enploynent for the U S. Co-Chair Stedman wondered
if that sanme information was available for Alaska. M.
Hedl and referred to slide 4, but noted there was a slight
di f f erence.

1: 53: 30 PM

Co-Chair Stednman suggested it would be helpful for the
commttee to see the national and state charts match up.
M . Hadl and agreed to provide that information.

Senator Thomas turned back to slide 1, Alaska Ol and Gas
Enpl oyment 1980-2010. He pointed out that enpl oynent was up
from 2003 to 2009 and then flattened out. Slide 2 shows a
downtrend in resident workers. Slide 6 shows an increase in
U claimants. He concluded that if the enploynent is up,
but the U <clains are also up, then the people being
enpl oyed are not Al askan residents.

M. Hadland said that the enploynent decline occurred in
the last half of 2009 and that resulted in the spike in Ul
clainms. Although the average for the year is trending up,
enpl oynent is going down. He speculated that other factors
could cause U clains to increase. The |argest nunbers of
U clains are from electricians, plunbers, and pipefitters.
The data is not necessarily in conflict.
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Co-Chair Stednman review requests for further information on

regression simlarities between the national oil industry
and Al aska's oil industry.
1: 58: 26 PM

ATAPS H STORY & TARI FES

1:58: 45 PM

DONA KEPPERS, AUDIT MASTER, TAX DI VISION DEPARTMENT OF
REVENUE, |isted her credentials and introduced Ms. Lofgren.
She outlined her presentation as covering netback
calculations, tariff history, and going forward.

Co-Chair Stedman asked for a definition of a netback.

JOYCE LOFGREN, PETROLEUM ECONOM ST, DEPARTMENT OF REVENUE,
referred to a handout entitled, "TAPS Tariff Hi story &
Going Forward" (copy on file). She shared information on
slide 3. She said that in Al aska, state oil and gas | eases
and production tax statutes calculate royalty and tax based
on wellhead value. Gl is primarily sold at Wst Coast
refineries. Wellhead value is calculated through a netback
process that allows for deduction of transportation costs
to point of sale.

Ms. Lofgren turned to slide 4 to describe two primry
transportation cost conponents, pipeline tariffs and nmarine
(tanker) <costs. Pipeline tariffs are set by state and
federal regulators. Intrastate rates are set by the
Regul at ory Conmi ssion of Alaska (RCA). Interstate rates are
set by the Federal Energy Regul atory Conmm ssion (FERC).

Ms. Lofgren showed a sinple calculation of the netback
process - slide 5. It was estimted wth February 2010
data. She listed deductions taken to arrive at the ANS
wel | head price. Co-Chair Stedman defined ANS as Al aska
Nort h Sl ope.

Ms. Lofgren showed slide 6, a graph that depicts the TAPS
tariff relative to the price of crude oil. She stressed
that this relationship was extrenely significant to the
Department of Revenue because of the mllions of dollars
affected. There were tines when the TAPS tariff was half of
what the price of crude was.
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2:03:17 PM

Ms. Lofgren spoke of the initial TAPS tariff - slide 7. She
related that TAPS began shipping oil in 1977. The initial
tariffs filed by TAPS carriers charged over $6 per barrel
The filed rates go into effect subject to refund until
l[itigation is conpl et ed.

Ms. Lofgren reported that the TAPS tariff has been
controversial since the beginning. She discussed the
initial TAPS tariff litigation which began in 1977 - slide
8. The state protested the initial tariffs at the FERC and
the APUC (RCA predecessor). In 1985, with no end in sight
to the litigation, the state and the TAPS carriers
negoti ated a settlenent.

Co- Chair Stedman asked, for the benefit of those |istening,
who owns the tariff when it gets paid to TAPS. M. Lofgren
explained that TAPS has five owners: Conoco, ExxonMbbil,
BP, Unical, and Koch. There are two tariffs, intrastate and
interstate. Co-Chair Stedman comented that the owners of
TAPS are the same participants as in Prudhoe Bay and
Kuparuk. Ms. Lofgren said that was correct.

2: 05: 26 PM

Ms. Lofgren turned to slide 9 - TAPS Settlenent Agreenent
(TSA). She explained the TSM nethodology. A fornulaic
nmethod to calculate annual rates was created. It involved
five tariffs due to the joint ownership arrangenent. The
agreenent also provided for an annual true-up based on
actual costs. The settlenent fornmula set a ceiling on the
filings. It was agreed that the state would not protest the
charged rate unless it was higher than those derived from
the TSM net hodol ogy, there were inprudent costs, or it was
i nconsistent with the | aw

2:06: 32 PM

Ms. Lofgren explained slide 10 - other TSA provisions. The
agreenent binds only the state and TAPS carriers. It left
open that third party shippers are free to challenge
settlement rates any tinme. The state could audit annual
filings. The agreenent could be termnated by any of the
parties by January 1, 2009; otherwise it was set to expire
at the end of 2011.
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V5. Lofgren shared information on slide 11 - TAPS
intrastate rate protest. In Decenber 1996 Tesoro Al aska
filed a protest of the 1997 TAPS intrastate rates. In 2002,
RCA issued Oder 151 which stipulated that the rates
charged during 1997 to 2000 were not just and reasonable. A
lower intrastate rate was established and refunds were
or der ed.

2:07:52 PM

Ms. Lofgren discussed interstate rate protests - slide 12.
In 2005, the state protested carriers' interstate rates for
unl awf ul di scrim nation. The state argued that t he
difference between the interstate and intrastate rates
violated TSA and Interstate Conmerce Act prohibitions.
Anadarko then protested 2005 rates as not being just and
reasonable. The state and Anadarko protested 2006, 2007,
and 2008 TSA-based annual rates.

Ms. Lofgren reported on the FERC Deci sion and Opi nion 502 -
slide 13. In My 2007 the FERC Adm nistrative Law Judge
(ALJ) Cintron issued an initial decision finding the TAPS
2005 and 2006 interstate rates not just and reasonable. In
June 2008 FERC issued Opinion 502 affirmng the ALJ on all

i ssues. They ordered carriers to file new 2005 and 2006
rates based on current FERC regulatory formula (154-B
nmet hodol ogy). They also ordered refunds based on re-filed
rates. The refunds for 2005-2006 resulted in an additiona

$600 mllion to the state for adjusted production tax and
royalty liabilities.

2:09: 38 PM

Ms. Lofgren discussed 2007-2008 TAPS rate protests - slide
14. The result was that FERC ordered TAPS carriers to
recal culate and re-file 2007 and 2008 annual rates based on
Opi ni on 502 net hodol ogy. The refunds for 2007-2008 resulted
in an additional $200 nmillion to the state for adjusted
production tax and royalty liabilities.

Co-Chair Stedman asked for the total TAPS tariffs per year
for marine transportation. M. Lofgren did not have those
nunbers, but offered to provide them Co-Chair Stedman said
there was about $1 billion total in shipping TAPS tariffs.
Ms. Lofgren gave an exanple: 250 mllion barrels at ten
cents equals $25 million a year.
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2:11:21 PM

Ms. Lofgren shared information about the TAPS settlenent,
which term nated effective January 1, 2009 - slide 15. The
state termnated the settlenent. She discussed the post-
settlenment rate protests - slide 16. The TAPS carriers
filed new intrastate rates at the end of 2008 - early 2009,
and the new interstate rates in the second half of 2009.
The state and Anadarko protested those rate filings and a
new rate hearing is set at the FERC for Cctober 2010.

Ms. Lofgren showed a graph which depicts the conponents of
the TAPS Tariff over time - slide 17. It is not to be
confused with total operating expenses; it is dollars per
barrel. The conponents have changed over time. It depicts
the effect of the settlenent agreenent.

Co-Chair Stednman asked what year the change from the
settl enent agreenent took place. Ms. Lofgren said the drop
happened in 2005. Co-Chair Stednman noted it was a
substantial change. Ms. Lofgren agreed. The nmjor conponent
of the TAPS tariff is now operating expense. Early on, the
maj or conponent was depreciation. After-tax margin is no
| onger a part of the rate cal cul ation.

2:14:29 PM
V5. Lofgren turned to slide 18 - cost of service
conponents. She listed the conponents added to operating

expenses: return of rate base, return on rate base,
al l ownance for funds used during construction (AFUDC), and
income tax allowance. Co-Chair Stedman asked if AFUDC
included all capital expenditures. M. Lofgren explained
that it takes a period of tinme before AFUDC are inserted
into the carrier's property in service. Cost of service or
total revenue requirenent is the sum of the conponents.

2:16: 03 PM
Ms. Lofgren explained slide 19 - TAPS throughput and
tariff. The left side shows mllions of barrels per year

(production) and the right side shows dollars per barrel
She stressed the significant inpact production has when
calculating a tariff. She enphasized how inportant the
t hroughput or deliveries are.
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Co-Chair Stedman returned to slide 18 to ask for nore
information on the TAPS settlenment nethodol ogy, opinion
502, and the "shift down". He asked if the state was
currently operating under 502. M. Lofgren said that was
correct. She reviewed the conponents of the tariff again -
slide 17. She discussed an after-tax margin that was part
of the total revenue requirenent. It started out at 35
cents per barrel back when the settlenment agreenent was
entered into. It was to increase at the rate of inflation.
It also had to be figured into the incone tax allowance.
The after-tax margin and the incone tax all owance disappear
after the settlenment agreenment and the change to Opinion
501, which is strictly a cost-based tariff.

2:18:18 PM

Co-Chair Stedman referred to slide 19 and asked if the
spread between Qpinion 502 and the TSA was around $650
mllion on 240 mllion barrels a year. M. Lofgren agreed.
Co-Chair Stedman asked if it adds value to the wellhead and
increases the state's share. M. Lofgren said that was
correct under 502, as opposed to being at the higher tariff
resulting in a lower wellhead. If the tariff is |owered

there wll be a higher well head. Co-Chair  Stedman
enphasi zed the "magnitude of the dollars we're working in".
Ms. Lofgren agreed it nade a huge inpact.

2:19: 51 PM

Ms. Keppers discussed the inportance of the other essential
conponent piece for calculating the tariff, the throughput
- slide 20. She pointed out that the tariff increases if
the costs increase, the throughput declines, or a
conbi nati on of both.

Ms. Keppers described the throughput required to maintain
the 2010 tariff level - slide 21. She spoke of nethods to
address the throughput issue. For exanple, Al yeska Pipeline
has been wundergoing low flow studies to understand the
i mpacts of reduced throughput. They believe that TAPS will
continue to operate in a safe and efficient manner for the
plan period with additional investnent. They also believe
the physical life of TAPS wll Jlast as long as the
integrity of the pipeline and facilities are naintained
adequately to allow continued safe and environnentally
sound transport of crude.
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Ms. Lofgren discussed another way Alyeska is working on
t hroughput issues - working on strategic reconfiguration of
new punps.

Co-Chair Stedman requested information about slide 21. M.
Lof gren expl ained how cal culations were done to determ ne
the throughput |evel needed to maintain the 2010 tariff
level. The point of the table is to show that "you don't
necessarily have to have increased tariffs just because the
cost of service is going up".

2:23:30 PM

Co-Chair Stedman referred to a statute change that all owed
the state to put forth a "fair and reasonable tariff". M.
Lofgren said there is a regulation that addresses the
reasonabl eness test of cost of transportation. Regul ations
will be calculated using a cost-based nethodology and
i npl emented by the Department of Revenue. Co-Chair Stednan
asked when those regul ations would be in place. M. Lofgren
reported that the regulations were out for comrent now. Co-
Chair Stedman stated that regulations' inpact on the tariff
will have to be addressed.

2:25: 03 PM

Ms. Lofgren pointed out that regulations would not affect
the tariff so much as determne what the Departnent of
Revenue woul d al | ow for taxes.

Ms. Lofgren spoke of the tariff going forward - slide 22.
She said there would be a uniform rate on TAPS, a filed
rate of $4.10. There is currently no settlenment agreenent
between the TAPS carriers and the state. There will be no
access to data other than FERC filings and protests. There
are stacked rate filings and protests. There is a FERC
heari ng schedul ed for QOctober 2010.

2:26: 41 PM

Senator Egan asked how often operating expenses are
audited. Ms. Lofgren said that it has been sone tinme since
TAPS has been audited. Senator Egan referred to a previous
slide regarding the FERC ruling. M. Lofgren explained that
the tariff is not audited.
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Ms. Lofgren talked about the conplications of having
stacked rate filings and protests. She reported that there
is a FERC hearing on OCctober 2010 to discuss unresolved
i ssues. She noted that FERC does audit the TAPS tariff,
even if the state does not.

2:28:45 PM

Senator Thomas noted that the second greatest conponent of
the TAPS tariff, about 12 percent, is "other". He requested
a definition of "other". M. Lofgren explained that it was
the rate of return, which entails the return on equity on
the rate base and the deferred return. Co-Chair Stednman
asked for figures on the rate of return. M. Lofgren
t hought it was about 12 to 14 percent. She reported that in
2008 or early 2009 the FERC put out a policy which now
allows a proxy group to determne the rate of return. The
rate of return on the rate base was significantly higher
than in previous years.

#
ADJ OURNVENT

The neeting was adjourned at 2:30 PM
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