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3:33:13 PM

CO CHAIR BILL WELECHOABKI called the Senate Resources Standing
Commttee neeting to order at 3:33 p.m Senators French,
St evens, Huggins, Welechowski, and McCGuire were present at the
call to order. Senator Stedman arrived shortly thereafter and
Senat or WAgoner was excused.

COCHAIR WELECHOMNSKI said the reason for the neeting is to
deci de whether to nodify Alaska's fiscal systemfor gas.

DAN DI CKINSON, Certified Public Accountant, Anchorage, said he
is a consultant for the Alaska Legislative Budget and Audit

Commttee. He will first give a presentation for David Wod,
anot her consultant. He will follow with his own presentation.
3:34:37 PM

MR. DICKINSON said the conmttee has David Wod s report. M.
Wod was asked to look at a tax system that would produce a
vi brant gas reginme on the North Slope. He was not asked to | ook
at issues surrounding AG A [Al aska Gas |nducenent Act of 2008]
and “what it would take to get that first commtnent, but he was
| ooking at a much, nmuch longer term” The first page summarizes
his recommendations, and the first four points are the key ones.
M. Wod and M. Dickinson have “certain disagreenents.” But M.
Wod believes that by |ooking around the world at successful
[tax] reginmes, one wll find that they "articulate a clear
strategy” with fiscal objectives. M. Wod said those situations
have progressive fiscal designs. Wen conpanies are nmaking high
profits, the state take is higher. M. Wod said conpani es need
sone | evel of fiscal stability and a belief in a return on their
investnments. M. Wod thinks that a robust tax system that
covers any future situation is probably nore effective than
having “sonme kind of contractual fiscal stability.”

3:36:52 PM

MR. DICKINSON referred to the last few years of oil prices going
to unanticipated levels, and M. Wod found that every place
where people thought they had contractual fiscal stability,
governments found ways around it. There was so nmuch nore npney
on the table that ways were found to reopen and renegotiate for
hi gher takes. So M. Wod asserts that a system that is robust
over many price changes may have better fiscal stability. Al aska
conbines oil and gas in a single progressivity nmeasure [for
taxation], and M. Wod was particularly critical about that.
The $30 a barrel equivalent trigger doesn't allow gas to fit in
very well. So M. Wod believes that the progressivity elenents

SENATE RES COW TTEE - 2- February 2, 2009



should be driven off of gas, not off of a barrel of oi

equi valent (BOE). New fields should have a “return on investnent
[RO] neasure instead of, sort of, a year-to-year profitability
nmeasure or how much-in how much-out that year. You look at RO,
and so every year you can carry things forward, and basically

when ... the investnent has truly been paid off and you re in a
different situation of a very different state-take reginme than
when soneone is still recapturing their investnent.”

3:38: 53 PM

MR. DI CKINSON said M. Wod focused a lot on NGs [natural gas
liquids] as a separate source. Alaska's isolation may be an
i ssue, but in many places in the world NG.s can be sw tched back
and forth. Sonetines they are worth their BTUs and they get
added into the gas, and then sonething like the ethane that is

nore valuable can be pulled out and the industry wll *“do
sonething chemcally wth it.” M. Wod believes that s
something the state should focus nore on. M. Wod said the
state should consider equity involvenent — owning an interest in

sone mgjor infrastructure projects. He also focused on cost
control conponents, saying they could be built into some of the
fiscal incentives “so when you tell sonebody ‘gee, you'll get 20
percent of every investnment you make,’ you also want there to be
sonething in there that says ... that cost control is
inmportant.” |If soneone is picking up 50 percent of the bill,
there m ght not be the focus on cost control.

MR. DICKINSON said the last point nade by M. Wod relates to
time constraints on new | eases to devel op resources. Pt. Thonson
is irrelevant here, “but he was ... stunned by the notion that
you could ve had 23 plans, each one approved by the governnent
and allowed to continue, and he basically thought the governnent
shoul dn’t have that kind of discretion and you should sinply get
the ability to develop a resource for x-nunber of years and then
it would end.” M. Wod al so supports a fiscal systemthat tries
to realize a design. The next slide showed a pyramd with three
ways to benefit from an oil resource: 1. getting the biggest,
fattest check possible, or a sovereign-take focus. 2. getting
the nost reinvestnent to develop the resource. 3. having the
nost | ocal content, which can be the sanme as investnent. In many
places it includes obligations to hire locally. It my work
agai nst reinvestnment because it may be nore costly.

MR DICKINSON said M. Wod placed Alaska 2/3 between the

sovereign take and reinvestnent focus, and Al aska has al nobst no
local content. So Alaska is simlar to the United Kingdom
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Australia, and the rest of North Anerica. Norway has a | ocal-
content focus.

3:42:29 PM
MR DICKINSON said if Alaska didn't have the 20 percent
reinvestnment credit, it would nove into a sovereign-take focus

along with the Mddle East, Russia, and Iran. No goal is good or
bad, but the state just needs to determne which focus it
desires. And “if you focus on it, you probably won't attain the
other ones.” M. Wod concluded that Alaska is nore aggressive
than Australia and the UK, and |ess aggressive than North Africa
and West Africa. M. Wod' s final point was that any conparison

needs to be |looked at carefully. In a system with highly
regressive or progressive elenents, one needs to know what price
was used in the analysis. Fi scal stability, risk, and

progressivity/regressivity are used in investnment decisions.
SENATOR FRENCH asked what risk he is referring to.

MR, DI CKINSON said M. Wod is focused on political risk.

3:44:51 PM
MR. DI CKINSON said the industry doesn’t just |ook at what the
government will take, it |ooks at what opportunities there are

He showed a slide of the likelihood of finding nore resources
charted against political risk. Things are flourishing in Qatar
because there is low risk and great opportunity. Iran and Russia
have |ower opportunities and higher risks, so they are not as
wel | positioned.

SENATOR STEVENS asked what the size of the points represents.

MR. DICKINSON said the dianeters of the bubble-like points
represent the size of the known resources. The nunber used by
M. Wod is 35 TCF for the North Sl ope.

SENATOR FRENCH asked why there is a question mark near Al aska,
and what makes Al aska | ook nore attracti ve over tine.

3:46: 53 PM

MR. DI CKI NSON said he thinks that opportunity will increase when
the gas pipeline is built. There is no way to nonetize gas now.
SENATOR FRENCH asked if it neans nore drilling and expl oration.

MR. DICKINSON said there is “a bit of gas going into TAPS,” but
it doesn't do you any good to have gas. So until there is a way
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to nonetize it, the opportunity won't be huge. M. Wod is
saying that progressive and flexible designs are nore likely to
lead to long-range stability. The nobst regressive systens would
be the least likely to spur stable devel opnment. “Reserve taxes
(an issue that Al aska may be facing), signature bonuses, things
that happen very early on in the production process aren't
really related to profitability.” Taxes on dividends and
remttances may not be appropriate for Al aska, but the taxes on
profits really do represent what Alaska has in its production
and inconme tax. Al aska has sonme progressive elenents. Property
and royalty taxes are on the regressive side. Alaska's system
has strong regressive elenents in it, and M. Wod was
advocating having allowances to deal with them M. Wod created
ten hypothetical fields, some just gas and sone both gas and
oil, and “ran them through.” He was I|ooking at future
devel opnment and assuned the gasline was in place, and he nodel ed
what w || happen.

3:49:43 PM

MR DICKINSON said he won't go over all of M. Wod s
assunptions. “The entire second half of this has all the cases
with all the various divisions, both of governnment take and how
it’s divided up for each of the cases.” M. Wod s nain
conclusion is that the Alaska fiscal design has regressive
behavior due to the inpact of royalty, production tax,
production floor tax, and “in a low gas price or high cost
situation, you could have a nomnally higher tax and that is the
kind of situation that, he believed, could be disruptive over
the long term to investnment.” M. Dickinson said he wll next
present some very specific illustrations of that idea. M.
Wod's “fundanental approach was trying to look at creating a
situation that would be so robust that it could be flexible
enough to handle, wthout changes to the rules, a wide variety
of situations.” He |ooked at “the notion of dilution and what

happens if you have an oil situation and you |ook at what
happened in 2008 ... | think folks who believed that when you
had an oil price spike — as we did in 2008 — the state should
capture an increasingly large piece of that.” M. D ckinson said
it did work with oil last year, but he asked if it wll work as
well when Alaska has a gas pipeline. M. Wod has done sone
nodeling looking at that - the interaction of the conbined
progressivity tax -- and what happens to the incentive to

reinvest. M. Wod calls it the PTV (production tax value),
which is the net value after all allowable costs have been
deducted. “And if some of that is reinvested, what happens to
the tax and are those incentives going in the right direction?”
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3:52:16 PM
MR. DICKINSON showed a graph with the x axis representing

dollars per barrel of oil PTV. It assunes that it can be
neasured for oil alone. “One way to think about this is to
assune a gasline is being built ... and the x axis says: at the
net values for oil, what’s going to happen?” Each |I|ine

represents a net value for a barrel equivalent of gas. The
progressivity treats 6 MCF (thousand cubic feet) of gas like a
barrel of oil. It has equivalent BTUs. As an exanple, $5.00 BOCE
translates to $0.90 MCF of gas. The graph shows that as the
value of oil goes up but gas stays the sane, taxes fall then
rise and then they fall, and at $40 the state will receive nore
taxes than if the gasline didn't cone on. But at a very high oi
price there’'s a threshold where “the anount of revenue the state
receives from a gasline goes down as a consequence of that
gasline.”

3:55: 02 PM
SENATOR FRENCH asked what BPT and CPT nean.

MR. DI CKINSON said BPT is the basic production tax, which is 25
percent. CPT stands for conbined progressivity tax. M. Wod is
aski ng what woul d happen if there was a separate neasure for oi

and one for gas. “The status quo is CPT.” Assune that a gasline
is being built and Alaska is taking in oil revenue. The oil
revenue consists of the base tax and progressivity tax. |If there

were no gasline in June, there wll be an oil-based base
production tax and a CPT with only oil. In July, the gasline
comes on, so the state will get base production tax on oil, base

production tax on gas, and a conbined progressivity for both. So
the question is what the consequence of that is.

SENATOR FRENCH asked why there is negative 60 and positive 50 on
t he graph.

MR. DI CKINSON said that is how nuch the tax will go up or down
in dollars. At the bottom of the graph is one BOE equival ent and
one BCE of gas. So it is very sinplified. It is not the ful
production. It is equal anounts of both and “we’'re just |ooking
at one barrel each.”

SENATOR FRENCH noted that it is very difficult to understand.
3:57:45 PM

CO CHAIR W ELECHOWSKI asked if the nunbers going across
represent the price of oil.
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MR. DICKINSON said it is the net value after subtracting costs.
The relevant range [for the price of oil] is the first third of
t he graph.

COCHAIR WELECHOMNSKI  surmsed that if the price of oil
I ncreases, because the state has conbined oil and gas together
as opposed to treating them separately, Alaska will |ose noney.

MR. DI CKINSON said, “From this point on, if that is trending
down, then as the value of oil increases, the anobunt of tax goes
down. If it’s trending up, as the price of oil increases, the
anount of tax also is increasing. If you re above this line, the
net affect is positive — in other words, you're still getting
nmore tax because of the gasline than without it. If it is below
this line, you' re getting |l ess tax because of the gasline.”

CO CHAIR W ELECHOWSKI asked if M. Wod is saying that Al aska
could build a gasline and end up getting fewer taxes.

MR. DI CKI NSON said absolutely, he is saying that. He referred to
a presentation given to the legislature two sumers ago by the
adm nistration when it was talking about the incentive under
AG A for producers. “They didn't actually add it wup, but they
say if a gasline comes on, the progressivity surcharge will drop
from $1.2 billion to $200 nmillion. So it wll drop by $1
billion.” To make up for that, the state wll receive $900
mllion in additional base production tax and royalty. The net
effect is $100 mllion less. “So nonth one, we've produced an
anount of oil, the next nonth the gasline cones on, and our
revenues go down.” He said there are lots of exanples where it
goes the other way, but in this exanple and sone others, the net
effect of adding that gas under Al aska's progressivity systemis
t o decrease revenues.

4:00: 32 PM
SENATOR FRENCH asked about the boxes at the bottom of the graph.

MR. DI CKINSON said those are values of gas per BOE. That is the
price of 6,000 cubic feet |unped together and called a barrel
equi val ent of oil mnus the upstream and transportati on costs.

SENATOR FRENCH said it shows, in gross ternms, how the tax schene
wor ks at increasing | evels of gas val ue.

MR. DI CKI NSON sai d yes.
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CO CHAIR W ELECHOABKI said the state will probably be bringing
in a trenendous anmpbunt of noney at $200 to $300 [per barrel],
but if the price is $200, it would be about 5 to 15 percent
| oner than dealing with oil al one.

MR. DI CKINSON said he doesn’t think you can tell how nmuch | ower
it is fromthis graph. Based on an exanple he showed earlier,
t he maxi mnum was about a 20 percent drop in state revenues with a
gasline com ng on.

4:02:14 PM

SENATOR HUGGE NS said that another inportant factor is that if
the two [gas and oil progressivity measures] are decoupled, the
predictability becones nore certain.

MR. DI CKINSON said for a given price it’s nmuch nore predictable,
but a change in the gas price can suddenly affect the tax paid
on oil and vice versa. But M. Dickinson believes people will be
surprised if revenues fall when the gasline cones on.

SENATOR HUGGE NS said he thinks of the canouflage effect when the
taxes are coupled. It canouflages what the cause and affect is,
and the predictability becones questionable.

SENATOR STEDVAN said the legislative intention was to ignore gas
and to “fault it out to the six-to-one ratio” because of the
difficulty and conplexity of dealing wth oil and the
admnistration trying to include progressivity. The |egislature
hasn’t sat down and exam ned the inpacts of gas, because there
really is no gas production affecting Al aska's treasury. This is
the Dbeginning of t hat revi ew. Even though there were
presentations in the past about this being an incentive -- this
dilution — “some of us have operated for the |ast several years
under the assunption that we haven’t dealt with gas and we’l
deal with this dilution issue at sone |ater date.” Now is that
time. He didn't want people at home to think that the comrents
at that presentation several years ago were saluted by the
| egi sl ature. He expects that “when we get into this we're going
to find the nunbers rather enlightening.”

4:05: 07 PM
COCHAIR WELECHOMSKI said this is the beginning of the
di scussion. The legislature did focus nore on oil, and now it is

starting to focus nore on gas.

MR. DI CKINSON said the prior adm nistration gave a very specific
directive to focus the [profit-based petroleum production tax]
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as an oil tax, and gas issues were off the table. They were part
of a larger and separate issue. Early work was done on gas, “and
everyone said we're not going to think about that at the
nmoment.” Alaska has the consequence of that instead of a
t hought -out strategy. A significant portion of what is now put
in TAPS [TransAl aska Pipeline Systen] is natural gas |iquids,
but it is sold like oil because once it is mxed in, it gets
treated the sane and it mght work to mx the progressivity.
There is a |ot of gas being produced on the North Sl ope and put
i nto TAPS.

4:06: 35 PM

MR. DI CKINSON said the idea behind slide 14 is that effective
tax rates bounce around based on the anount of reinvestnent.
There are situations when investnent increases and the tax rate
drops and falls as a consequence of that increased investnent.
M. Wod s slide is showng that “as you nove through these
different cusp points in the tax, you can have these strange
results around the cusps.”

SENATOR FRENCH asked if there is a difference between investnent
and rei nvest nent.

MR. DI CKINSON said no. He believes M. Wod nodeled it in a way
wher eby someone with a production tax value of $30 who reinvests
some of those profits to bring the value down to $25, it will be
cal |l ed reinvestnent.

4:08:14 PM
SENATOR FRENCH suggested that one still couldn't tell the
difference in the dollar that is spent.

MR. DI CKINSON said correct, but the spreadsheet is built for
sonmeone who has a certain value and reinvests sone of it. There
is nothing in statute that talks about the difference [between
investnment and reinvestnment]. It is a term of art and may make
the graphic nmore confusing than if M. Wod had just used
i nvest nent .

CO CHAIR W ELECHOMSKI said, “The nore you reinvest the |ower
your tax rate.”

MR. DICKINSON said that should be the goal, yes. M. Wod
concluded that if gas were brought on and revenue went down,
t hen Al aska woul d change the tax reginme, and that is an instable
situation. M. Wod tried to identify the things that lead to
that fiscal instability. He recommends separating the conbined
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production tax into a gas progressivity tax and an oi
progressivity tax and structure them in different ways. That
woul d make the taxes nore predictable, stable, and flexible. M.
Wod suggests nodeling Prudhoe Bay and Pt. Thonson. |If the
| egislature really wants to focus on what w Il happen when the
gas conmes on, it needs to be nodeling to see what the outcone
really mght be. Finally, M. Wod suggests |ooking at tax
regines for shale gas and unconventional gas in the Lower 48.
M. Wod was surprised to see the huge difference between the
taxes in Alaska, California, Louisiana, etc. Conparisons wth
the Lower 48 are probably nore useful than conparisons with Iran
or Russia, for exanple.

4:11: 28 PM

MR. DICKINSON said he will now give his own presentation. He
showed a chart |ooking at the production tax. In 2004 the state
raised $600 mllion in production taxes, and in 2008 it was
el even tinmes larger. That doesn’t nean the new taxes were that
much hi gher because oil prices were nuch higher. Production was
also lower. He nultiplied the price each year by the volunme to
get the total production value. In 2004 it was $11.5 billion,
and in 2008 it was $25.7 billion. Royalties went froma billion
to about 2.4 billion, an increase alnost the sane as the
production value. That is because the royalty rules didn't
change. The rel ationship makes him conclude that taxes were five
times greater in 2008 than with the old rules.

4:14: 00 PM

MR. DI CKI NSON said some reported a three- to five-fold increase.
But that is only one part of it. There is also “state take”
including royalties, inconme taxes, and property taxes. Hi s slide
showed the total state take in colum A (three taxes and
royalties), and that went from $2.4 billion up to about $11.3
billion in that five-year period. |In his calculation he
subtracted costs, but there was no way of knowing the costs in
2004, so he made a huge assunption. Transportation can be
figured out from the Departnment of Revenue. The question is how
much the oil and gas were sold for, less the downstream and
upstream costs. He then figured how nuch the state, federal
government, and producer got. From 2004 to 2006, the state was
getting between 30 and 38 percent, and the federal governnment
was taking between 11 and 17 percent, and the producers got the
rest -- about half. In 2007 the state share went up to 40
percent, and in 2008 the progressivity was triggered and the
state took 55 percent, the federal share was 12.2, and the
producers ended up with about one third. It is not a five-fold
increase but it is significant. By randomy dropping the figure
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to $2.6 billion the story remains the same, with the governnent
taki ng about half. So it is not that sensitive.

4:16:54 PM

MR. DI CKI NSON said TransCanada had a section in its application
about what it would need to nmake the project work, and it said
TransCanada would rely on the state of Alaska to take al
feasible actions exclusively within its authority as a sovereign
power to ensure a favorable economc environnent for potential
shi ppers on the project. These actions include engaging with the
ANS producers to reach agreenment on a comercially reasonable
and predictable upstream fiscal regine that balances the needs
of the state and the ANS producers, and encouraging robust
exploration for and devel opment of new natural gas resources and
the comm tnent of such resources to the project. Conoco-Philips,
which owns the Denali Project wth BP, said the issues
surrounding taxes are inportant to neking the project go
forward

4:18: 22 PM
MR. DICKINSON said progressivity is an inportant part of
stability. He showed a graphic of a $133 barrel of oil. It costs

about $6 to put it in TAPS and to get it to Los Angeles. It
costs about $16 to get it out of the ground (upstream cost)

“The way progressivity works is you then add another $30 in
there. In other words, there’s $30 that the producer can realize

before progressivity kicks in, and ... this is what drives the
progressivity.” A new percentage rate is applied to all the
value the producer receives. In this case, there was a huge

driver of progressivity, and at 0.4 percent the taxes in June
were a 25 percent base tax and another 25 percent being driven
by progressivity fromthe high price. Wiat happens to the gas at
that tinme? Gas was selling for $12.69, which is multiplied by
Ssix to create the BOE, and the tariff *“is huge conpared to what
it costs to ship a barrel of oil.” He doesn’'t know the upstream
costs. Prudhoe Bay has al nbst none, but Pt. Thomson will likely
have higher wupstream costs. Wiat is left is $1.50 that is
subject to progressivity, which is a very small anpunt. So if
you took one barrel of oil and one BOE of gas, the progressivity
rate will fall from an additional 25 percent to about 4 or 5
percent. That is really the driver behind this process.

4:21:15 PM

MR. DI CKI NSON described how to calculate the tax. At 700,000
barrels per day, there are 255.5 [mllion] barrels per year. The
ANS price was $79. Transportation costs about $6, so the gross
value at the point of production was about $73. That cones out
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to about $18.7 billion, wth 12 percent of that going to
royalty. Upstream costs are another $4 billion, so taxable value
is $12 billion. Dividing that nunmber by all the non-royalty
barrels ends up wth a progressivity base of $53.98. By
subtracting $30, there is a starting point of $23.98. The rule
in law is 0.4 percent for every dollar. So in this exanple,
there will be an added 9.5 percent tax. The total tax rate is 34
percent. The tax comes out to be $4 billion before the
application of investnent credits and other adjustnents. He
presented the sane type of calculation for gas. He assuned 4.2
BCF of gas per day, with a Henry Hub price of $6. Al aska gas
would be worth 75 percent of that in Al berta. TransCanada’s
application used a tariff that was |ater doubled by Black and
Veat ch, but M. Dickinson used the TransCanada tariff of $2.88.
The gross value at the point of production for each BOE is

$2.45, and the progressivity base ends up at $14.70 — “there’s
no progressivity. It doesn’'t contribute at all, and in fact,
when you add the two together, what you see is, it ends up
eating into the progressivity from the oil.” In this exanple,
when Al aska had oil alone, it was pulling in about $4.1 billion

in taxes, and when gas was added the state would | ose about $70
mllion per year. “Wen you have the oil alone, you have a very
high tax rate tines a snaller tax base. Wen you noved over and
you conbi ne them you have a nmuch |arger tax base, but you have
a much |l ower tax rate.”

4:25:36 PM

SENATOR STEDVMAN said when the legislature was dealing with oil
[taxes], there was a lot of concentration on $60 per barrel and
| ess. The exanple uses $80, which is actual, and an increnmenta
gas price of $6. “Wien we turn this gasline on at 4.2 BCF a day,
are you telling us that we're going to collect no revenue under
this scenario from the gasline? W re actually going to pay the
producers to take our gas?”

MR. DICKINSON said if those prices he used prevailed, and there
were the same volunmes, Alaska would get |ess production tax. In
this case, Alaska would get royalties, incone tax, and property
tax, but those m ght not make up the deficit. Wth this exanpl e,
Al aska would get |ess production tax, “and you certainly can
create exanples where the total revenue for the state goes down,
not up, as a consequence of the gasline. That’'s correct.”

SENATOR STEDVAN said, “W’ve spent years trying to get to the
gasline so we can get sone revenue to run the state and create
jobs.” The goal is to have incentives for the industry to nove
forward and not to give Alaska’s gas away. He noted that M.
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D ckinson hadn’'t taken credits into account, and those can be
significant. He asked if the legislature will see nore conplex
scenarios to see how these variables interact so Al aska doesn’t
end up payi ng soneone to take its gas.

MR. DI CKINSON said that is what M. Wod is saying.

4:28: 33 PM

MR. DI CKI NSON showed a graph to show when a gasline would | ower
the state production tax revenue. Slide 14 uses actual data from
2004 to 2008 to see what relationships there were between oil
and gas and to show how often revenue goes up as a consequence
of a gasline and when it would go down. There are sone tines
when it goes down, and the great majority of themare up. If it
is an incentive to conbine the tax, there are situations where
the tax is quite a bit higher. Generally oil wll always be
di luted by gas, but the anobunt is really the question.

4:30: 43 PM

SENATOR STEDMAN said the legislature concentrated on $60 oil,
which seens awfully low today. He asked if there was a
mar ket pl ace dynam ¢ pushing for the discrepancy in gas and oil.

MR. DI CKINSON said American policy will likely make carbon-based
energy nore expensive. The dirtiest will be nost expensive. How
that works out wth supply and demand confuses him It is
difficult to predict. He showed the effect of adding a gas
stream on revenue. “In this case, if we have oil only, we' d get
$41.48 billion; if we add in gas at these prices and these
vol unes, the production tax would drop to 4.1, so it wuld be a
net |oss of $34.8 billion.” He showed a spreadsheet using an oi
vol une of 350,000 barrels per day when the gas conmes on, which
may be optimstic. If the price of oil is very high it would
generate taxes of $5.6 billion. If gas comes on at $6, there
would be a loss of $1.2 billion, so a gasline would definitely
be a detrinment at those prices and volunmes. Sone may say that is
an incentive to produce and that there will also be royalties,
property taxes, and incone taxes. But if the price of oil is $80
and gas is $13, gas production would cause Al aska to have $4
billion nore in revenues. The shift of one variable creates a
huge change.

4:35:43 PM

SENATOR STEDVAN asked if it is reasonable to have 365 barrels
per day once the gasline is built. He asked what the range would
be. “1'"d be a little surprised if we did a gasline and opened up
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the gas fields and we found no nore oil, and we're down to
200, 000 barrels a day or 250,000 barrels a day.”

MR. DICKINSON said finding gas may cause nore exploration for
oil. The state has gotten used to a huge dinosaur. Lots of new
fields cane on in the last ten years, but the declining Prudhoe
Bay elephant is what drives us. There mght be a lot of new
di scoveries to keep the pipeline going. It is speculative.

SENATOR STEDMVAN said he didn't try to insinuate that Al aska wll
return to its highest production nunbers, but “the scenario here
may be hopefully unlikely that we’'re going to have a gasline and

we’'re not going to be able to get our oil production over
350,000 barrels a day.” He continued, “I don't want to walk into
our gas ... conversation on taxes with the structure that we had
with the original oil, where we’'re hemmed in at the $20-%$60

range, and progressivity was off the table. W spent a |ot of
time trying to create a nore dynamic analysis so we can try to
make sone better decisions than what was originally put in front
of us several years ago by another adm nistration.”

4:38: 34 PM

MR. DI CKINSON said both of the times the legislature acted, a
huge degree of progressivity was added above what both Governors
Mur kowski and Palin put forward.

SENATOR W ELECHOWSKI said this is just the beginning of the
di scussi on.

4:39:18 PM
Ri ch Ruggi ero

RICH RUGE ERO Consultant, Gaffney, Cine and Associates Inc
(Gaffney-Cine), Houston, TX, said he is under contract to the
Al aska Departnent of Revenue to provide advice on energy fisca

systens. He worked with ACES and AG A He said he provided a
paper after sitting through the Legislative Budget and Audit
presentation in Anchorage |ast Decenber. He thought there were
things that got into the record that need to be corrected. He
wants people to come away with a better understanding of how
ACES works. M. Di cki nson hi ghl i ght ed somne unexpect ed
consequences of ACES giving sone unwanted results. Al aska was
trying to get nore taxes out of higher profits. “You were really
| ooking for sonething where you didn't have to guess where the
price of oil would be. The state wanted a system that would work
across the range of oil prices. He noted the broad range of
recent prices. He said he believes it is a system that is
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responsive across a very wde range of prices in the
mar ket pl ace. The state wanted to encourage reinvestnent and new
devel opments. He has heard that there is now an exceedingly high
anount of reinvestnents in existing units on the North Sl ope,
and Al aska has a |ot of new explorers. The Petrol eum News stated
that sone were here because of those tax credits and the ability
to generate val ue should the explorations not be successful.

4:42: 31 PM

MR. RUGE ERO said what M. Dickinson presented wasn't unexpected
or unintended in any way. He showed two inages that Gaffney-
Cline previously showed to the legislature. “W tal ked about the
fact that there was the base, sort of, ACES curve, and then
there was the delta, or marginal, curve that occurred as you
either increased your overall cash flow by a dollar a barrel
t hrough increasing prices, or you decrease by a dollar a barre
your cash flow as a producer by reinvesting in the field or in
the state.”

MR. RUGE ERO showed a slide entitled: There are No “Unexpected”’
or “Unintended” Consequences. It showed existing production and
whet her there was heavy oil or gas comng in, and he said “we
did know and we did predict that that would bring the overall

conbined ©progressivity down.” The system was designed to
encourage what appeared to be - at the time -- uneconomc
devel opnents in heavy oil and natural gas. So this was clearly
not unexpected. “This is exactly the way we went.” If the state

actually offered the full 20 percent tax credit right away, “you
could get to the point where the state was actually paying nore
than 100 percent of increnental investnents, and you corrected
that by putting the tax credit across a nunber of years instead
in the single year.”

MR. RUGE ERO said Gaffney-Cline | ooked at a nunber of different
reinvestnment levels, whether it was a sinple dollar per barre
or all the way up to a 20 percent reinvestnment, which, given the
recent high prices in oil, it could be one to two billion
additional dollars of investment on the North Slope. The one
thing Gaffney-Cline did not show previously and that M.
Di cki nson di scussed was: “we’ve added to this marginal line. If
you' ve got ACES here in the green, sort of the marginal state
delta in blue, we put the federal in to show what the total
government take would be.” As the state-take percent increases,
the federal take goes way down. The federal governnment is
funding a lot of the state’s increase in taxes.
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MR. RUGE ERO said that Gaffney-Cline also previously discussed
“the cross subsidy or less tax,” with an extensive presentation.
The concluding slide showed an existing portfolio that paid a
tax rate, and then fields were added in that were |ess
profitable and nore expensive to bring on. Gffney-Cine did
show in that scenario that the effective tax of one of the added
fields could be as little as 18 percent. Wth a base tax rate of
25 percent, when that field conmes on, the state is actually
giving it a subsidy. There was a discussion about why the state
woul d give a subsidy at a point in time when things where com ng
on, “and it goes exactly to what Senator Stedman was |eading to,
is that as you bring these additional devel opnents on, you keep
assets that vyou've now got, such as TAPS, continuing in
operation.” Feeding the crude into TAPS allows Prudhoe Bay,
Kuparuk, and the other existing fields to continue to produce at
lower and lower levels. That will keep the mninum needed to
keep TAPS in operation. So there is a lot of wupside. It would
al so provide some incentive for higher cost operations I|ike
heavy oil and gas.

4:46: 33 PM
MR. RUGE ERO said the real key in M. Dickinson's analysis is
the price parity. The price parity between gas and oil is

generally six to one. Plotting the ratio of gas price to oil
price from January 1995 to early 2008, based on Black and
Veatch’s work in AJ A shows that M. D ckinson picked a gas/oil
ratio of 13, and that big of a difference has occurred only six
mont hs out of 14 years. The |ast exanple that M. D ckinson just
showed ends up with a $1.2 billion subsidy by the state, and it
is an oil to gas ratio of 22 to 1, which has not been seen since
gas prices were controlled and oil prices were decontroll ed.

4:48:18 PM

SENATOR STEDVAN said the parity is the BTU equivalent, which
should hold fairly constant. Then there is the parity in the
mar ket pl ace.

MR. RUGE ERO said exactly, and that is what the graph shows. The
black line is the market parity in those points in tine.

SENATOR STEDMAN asked if he had the nmean, nedian, node, and
st andard devi ati ons.

4:49: 30 PM

MR. RUGE ERO said no, but in the work done under AG A, Black and
Veatch testified that in the long run, there would be a gas/ooi
ratio of 7/1 or 8/1. Pure parity is 6/1.
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SENATOR STEDVAN suggested that this discussion was going to fast
for the commttee and for the public. If Alaska wants a stable
tax regime for the industry and for the citizens, wouldn't it be
presunptuous to tell constituents that Alaska is giving its gas
away for free or next to nothing? “How do we do that and keep
t he popul ace from upri sing?”

4:50: 50 PM

MR. RUGE ERO said these very large gas export projects have “an
awful lot of dealing wthin a comercial nature.” One aspect of
that is the producer will look for protections on the down side.
The senator should tell the Alaska people that under ACES, if
the gas project had been in operation from January of 1995 to
2006, Al aska would have provided a bit of a subsidy to the oil
conpani es four percent of the tine — it would have uplifted the
producers’ net value of gas during those six nonths out of 14
years. But every tine gas got below the standard deviation, the
state would have received extra value as the price of gas
increased relative to oil. The progressivity curve would Kkick
in, and the state would get it back.

MR RUGEERO said there is a quid pro quo wthin ACES
Progressivity works, and the conmbination of oil and gas work
such that when prices get disparate from one another, the state
provi des a subsidy. “But when prices get exceedingly good, the
state takes a bigger share of the profit that’s available.” He
said he ran M. Dickinson’s nunbers at different gas/oil price
parities, and it is shown on the graph |abeled: Collecting
“l ess” conbined tax. At a parity of 13, where M. D ckinson's
nodel was run, there is a very slight subsidy by the state, but
“into the range of expected flows...” He stopped in order to
explain the graph. Plotted on the y axis is the total state tax
take based on the production levels that were in M. Dickinson' s
nodel. The x axis represents the gas/oil parity. The green is
the tax that oil would ve paid on a stand-alone basis. The red
is what the gas would ve paid on a stand-along basis, and the
blue Iine is the conbined tax. As price parity gets high, which
means that gas is getting very low conpared to oil in the
mar ket pl ace, there is a subsidy provided by the state (relative
to treating those as two separate streans). In parity ranges
that are expected on a long-term basis, it will average itself
bet ween seven and eight, and the conbined tax w Il be alnost
equal to what the two stand-al one taxes woul d be.

4:54:09 PM
SENATOR STEDVAN asked for nore expl anation
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MR RUGE ERO said the green bar represents the tax that oil
would pay alone -- $4.1 billion. The red bar shows the
additional tax that gas would pay if it were not tied to oi
(using the $30 kick-off point for the 0.4 progressivity). The
bl ue lIine shows what happens under the conbined tax system The
conclusion by M. D ckinson is shown at a parity of 13/1, and
the blue line is below what oil would be if it were taxed al one.
That is where the state gives a $70 mllion contribution to the
oi | and gas producers.

SENATOR STEDVMAN noted that the administration didn't ask the
| egislature to deal with this issue, and the industry doesn’t
want this dealt with. The commttee has decided to |ook at this
issue. Wth a parity of 8, going toward 15, the tax becones |ess
stable. “I would expect the view from the public to be that
way.” Maybe there should be another briefing on the global
aspects of the oil and gas industries to see if the world is

awash in gas or oil, and that will give a better feel for the
future. If [the parity] ended up being at 5 or 6 for an extended
period of tinme, it won't be an issue, but if there is an

extended tine with a parity of 14 or 15, the legislature wll
have trouble dealing with constituents.

4:57: 08 PM
CO CHAIR W ELECHOMSKI said that is an excellent point. This is
t he begi nning of the discussion.

MR RUGE ERO said the market shows resilience in correcting
itself when it gets way out of whack. Wen gas gets to be that
i nexpensive relative to oil, industries |ike power plants wll
swtch fuels. A sustained disparity is not reasonable or
possible in the market as it exists today. |If government
intervened in pricing, it could be sustained. But the market
will stabilize it. The next nodel is |abeled: Inpact of Varying
both G 1/Gas Production and Price Ratios. It has gas produced at
4.2 BCF per day and oil priced at $80 per barrel, and “the curve
on the left shows prices at the 13 to 1 parity level, which ..

is a very unusual level.” If oil production is 0.7 mllion
barrels a day, there will be a slight contribution by the state.
But he expects liquid volunes to decline by 6 percent, so there
would be 0.3 or 0.35 mllion barrels a day for the producers
t hat have both gas and oil. That conbined tax effect only occurs
if the producer has oil and gas. Even at that wunusual parity
rate, the conbined tax paid, which is the blue line, is in
excess of the oil stand-alone rates. Qut of the tens of
t housands of different scenarios, it's a one-off. It is not
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i npossi bl e because those prices did occur on that day, but one
doesn’t | ook at an anomaly when creating a fiscal design. Using
a 10 to 1 parity is still above where M. Ruggiero believes the
markets would settle out. “You'll see it no matter what the
| evel of oil production is relative to gas production.” The bl ue
line, which is the conbined tax, wll always be greater than
what the oil would have paid on a stand-along basis. In answer
to the question if Alaska is going to subsidize the gas project,
“I believe, in |looking at these nunbers and | ooking at where the
market will actually take the price of gas, that you do not have
to worry about that across the range of production levels we're
expected to see.” Although the blue line shows that taxes paid
will be less than if they were figured individually, taxes are
still rmuch greater than the taxes on a stand-alone basis. “And
the state of Alaska and its people are better off.”

5:01: 22 PM

SENATOR STEDMAN said he understands anortizing over 20 or 25
years and stability of revenue stream But from a policy
perspective, if a quarter, a year, or tw years had anonalies
back to back, the legislature would have issues in dealing with
the public. There are budget cycles, and he would have to
explain to people why there is a 4.2 bcf pipe and no revenue. He
wants to cone up with a solution so it does not happen

MR. RUGE ERO said there are tens of thousands of scenarios that
could be run. Gas and oil price parity and relative volune are
but two of nmany parameters that can vary wth reasonable
nunbers.

CO CHAIR W ELECHOWNSKI said Senator Stedman has raised sone good
points. “Are you of the opinion that we need to change our gas
t axes — change ACES to address these concerns?”’

MR. RUGE ERO said he has seen nothing to justify a change right
now. No one has brought forth a reasonable real-world scenario
to show how and why ACES needs to be nodified. Many people would
like to see the absolute level of the taxes |owered, but the tax
is doing exactly what the state wanted.

5:03: 45 PM
SENATOR HUGA NS said, “Nobody’'s brought forth the expected
sust ai nabl e scenario. It sounds like you're trying to defend

your position.” He asked if there were only oil production and
only an oil tax, and then there was a sudden gas find, “would
you be here advocating to join those two?”
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MR. RUGE ERO said it depends on the project size, |ocation, and
chal l enges. A separate gas and oil tax will open Pandora’ s box.
WIl the tax be separated by the revenue stream field, or unit?
It would require a way to define a gas field or an oil field. If
it is done on the revenue stream every piece of equipnment would
have to be l|abeled one way or the other. OQher factors include
the type of narket and how nmany existing facilities it would
have to use, “and the list wuld go on and on.” His firm has
recommended other jurisdictions to <conbine and others to
separate. There is no absol ute.

5:06: 10 PM

MR. RUGE ERO showed M. Wod's summary slide and said there was
no consideration of the increnmental oil production. He assuned
that M. Wod ran it |ike normal oil field analysis, holding out
expenditures that weren't recovered until there was production
to wite it off with. The state offers credits and sonme cash
back on those credits. M. Wod had no conparison to show how
the tight fields, which he is using to generate his concl usions,
actually relate to Alaska's fields. One recomendation is that
there is a lot nore analysis to do before the state can even
start to think about changing the gas fiscal system

SENATOR STEDVMAN said he would be surprised if the legislature

has a debate on the gas tax, but the discussion will be on the
nmechani cs of progressivity and if it should be linked to the BTU
of oil. “Wre waiting to deal with the gas tax issue for a

|ater date, but it’s a nechanical issue.” Wwen the legislature
worked on the oil tax, “we had to deal with gas — there was that
l[ink — and we just set it aside and went on. But that |ink seens
to create substantial nore interest in its outcone than a |ot of
us anticipated.”

5:08:13 PM
SENATOR HUGGA NS said he is frustrated by “our reactive node.”
This is one we can get out in front of, “and you're the

professional in the sense that in 2010 there is going to be an
open season, and | do not want to be sitting here with sonebody
announci ng a special session because we haven't been proactive
enough to have this conversation to cone to a conclusion that
peopl e can buy into.”

CO CHAI R W ELECHOWSKI t hanked Senator Huggins for requesting a
hearing on this inportant topic.

SENATOR FRENCH said in 2010, in AGA “we promsed to keep gas
taxes the sanme for 10 years. Wen gas starts flow ng, maybe
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twelve vyears from then, so that’s why there’s a huge
i nperative.” The stakes are very high. Starting in 2022, the
state is promsing to hold taxes constant for a decade, and that
is a big deal. It needs to be thought about now, before the
prom se becones real during the open season.

5:10: 02 PM

There being no further business to cone before the conmttee,
the neeting was adjourned at 5:10 p.m
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