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Alaska's Clear and Equitable Share (ACES) Proposal

A Brief Review of the Governor's Proposed Changes to Oil Taxation

This review is a simplified explanation of the fiscal impact of major issues addressed by
ACES. It is not intended to address every issue or to offer a complete technical discussion

of the major issues.

The ACES bill addresses four major items:
1 Base tax rate
A surcharge that increases revenue at higher oil prices

2.
3. Tax credits, and
4. Information provided to the Department of Revenue.

1 Base Tax Rate. ACES raises the base tax rate from 22.5% to 25% of the profit on oil
production. ACES also increases the minimum tax to 10% of the gross value of oil
production (rather than profit) from the Prudhoe Bay and Kuparuk fields. PPT has a
sliding scale that eliminates the minimum tax when oil prices are $15 per barrel or less.
The ACES minimum tax rate offers better protection for the state (i.e.. about 10% more
revenue than PPT) if oil prices fall to very low levels.

2. Surcharge. Under PPT, a surcharge adds 0.25% to the base tax rate when the profit
per barrel exceeds $40. ACES lowers the price level at which a surcharge is triggered, but

also reduces the surcharge rate when oil prices exceed the trigger point. Under ACES, the
surcharge adds 0.20% to the base tax rate when the profit per barrel exceeds $30.

The impact of changes to the base tax and surcharge are shown in Figure 1. ACES
produces a higher tax rate at net prices below $130 per barrel or above $145 per barrel.

Flgura 1. Tax Rata* Undar Currant Law and ACES
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As a rule of thumb, add $24 per barrel to the net prices shown in Figure 1to obtain the
selling price of ANS crude. ACES calculates the surcharge on the average annual price
rather than monthly price as under PPT. Unless prices and production are highly volatile,
the change in methodology should have relatively little impact.

The relevant portion of the chart for the near-term is between $30 and $80 per barrel,
which is roughly equivalent to West Coast market prices of $54 to $104 per barrel. In that
range, the total tax rate under ACES would average about 3.5 percentage points higher
than under PPT. The maximum difference occurs when ANS crude sells for
approximately $64 per barrel (profit of $40 per barrel), which is near the Department of
Revenue's mid-term forecast. Because the surcharge rate under ACES is lower than
under PPT. the difference in the total tax rate declines as the net price of oil increases.

The question begging discussion is whether ACES should be considered a tax increase.
Figure I clearly shows that production taxes are generally higher under ACES than under
PPT. but there is another factor to consider. That factor is that annual revenue under PPT
is about $800 million less than anticipated.

ACES will generate more state revenue than the tax system the legislature implemented
(PPT). but less state revenue than legislators thought they would get from the tax system
they implemented. 1 hose that argued that PPT provides an insufficient amount of oil
revenue to the state will almost certainly point out that anticipated revenue under ACES
is below levels anticipated under PPT. These people will argue that ACES is not a tax
increase: it is a partial correction of a compromise that was based on inappropriate or
inaccurat: information.

On the other side of the argument, people will focus on the share of revenue rather than
on the amount of revenue that goes to the state. State revenue under PPT is less than
anticipated because the profit per barrel is much less than anticipated. Legislative Finance
does not have the data required to determine whether or not actual shares of revenue are
close to what was anticipated under PPT. but it is obvious that unanticipated production
costs—which reduce profit and therefore reduce state revenue—do not accrue to the
producers. From the perspective that ACES has generally higher tax rates than PPT (so
increases the state share of revenue and reduces the share retained by producers at any
given levels of price and costs of production) it is clear that ACES is a tax increase.

Converting tax rates to revenue impacts provides a less accurate (but more interesting)
view-. The following graphs are based on a simple model that holds production constant at
244 million barrels annually and deductible costs of production constant at $23.85 per
barrel—numbers based on data published in the Spring 2007 Revenue Sources Book.

Figure 2 shows that changes to the base and surcharge tux rates under ACES can be

expected to increase revenue by $450 million to $515 million annually in the $65 to $100
market price range. That amount is based on current levels of production and excludes
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the impact of potential changes to tax credits. Revenue under ACES (relative to PPT) will
fall if oil prices exceed $90, going negative at prices between $155 and $165.

Figure 2. State Revenue Change Under the ACES Propoeal

Figure 3 shows the sensitivity of revenue to changes in the base and surcharge tax rates.
Adopting a 25% base rate and a $30 trigger point without reducing the surcharge rate

Figure 3. State Revenue Change Under Variations of the ACES Proposal
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would generate significantly more revenue than PPT (or ACES) at all oil prices above
$60. Retaining a 22.5% base rate and 0.25% surcharge rate while adopting a trigger point
of $30 would generate less revenue than ACES at oil prices below $105. but more
revenue at higher oil prices.

With variations in the base rate, surcharge rate and trigger point(s), the revenue curve can
be designed to reflect whatever policy the legislature desires.

3. Tax Credits. Credits are arguably the most complex topic in the bill. A discussion of
the fiscal impact of changes to tax credits would require knowing the amount (and type)
ofeligible credits that might be claimed. Legislative Finance does not have sufficient
information to make projections. It should be clear, however, that reducing credits will
increase revenue by more than indicated by a comparison of tax rates. In the figures
above, the ACES line would be higher than shown if producers were allowed to claim
fewer credits.

There are three types of tax credits. ACES makes a number of changes to tax credits a
discussed below:

1. Transitional Investment Credits. These credits are for eligible capital
expenditures incurred during the five years prior to the enactment of PPT.
Statements in the press argue that because past investment events cannot be
affected by changes to the production tax, these credits are essentially bonuses
that reduce the tax liability of the major producers. ACES eliminates transitional
credits.

Legislative Finance has no projection of the value of transitional credits that
would be claimed under PPT or the value of credits that ACES would eliminate,
but a few conceptual statements may clarify the analysis. The credits:
e are capped by time (they expire in 2013). by the amount invested in the
transition period and by the amount invested in future years.
e are not simply giveaways: they cannot be claimed without additional
investment.
» can be viewed as one-time bonuses that have no long-term impact on the

tax structure.
Lest these points be taken as supporting retention of the credits, it should be noted

that the credits are likely to cost the state several hundred million dollars in lost
revenue.

2. Direct tax credits. These credits are deducted directly from producers’ tax
liability. The state has little control over the amount of the direct credits applied:
they require no appropriation and are deducted from revenue projections.

Under ACES, tax credits remains at 20% of qualified capital expenditures, but no

more than halfthe credit may be applied in any single year. This change may
reduce volatility in the amount of credits applied in a given period and increase
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the accuracy of revenue forecasts, but it has no significant long-term fiscal
impact.

The allowable credit applied to a carried-forward annual loss is increased from
20% to 25% of the loss. This increase in available credits is offset by excluding
losses based on lease expenditures in legacy fields. Legislative Fi rice has no
projection of the fiscal impact of this change.

3. Transferable tax credits. These credits are generally applicable to small
producers who make qualified expenditures but whose current tax liability is
insufficient to apply the credits to their tax bill. Under PPT. small producers can
claim a cash refund or sell/transfer the credits to a producer with tax liability
sufficient to apply the credits. ACES eliminates the credits/refunds limit of $25
million per applicant per year.

ACES establishes a new fund designed to ease the process of claiming/purchasing
transferable tax credit certificates. Approximately $100 million to $200 million
(dependent on the price of oil) would be appiopriated annually to the fund. The
Department of Revenue can use the fund to purchase eligible certificates,
presumably without further appropriation. If the Department expects to expend

the fund without further appropriation, a statement to that effect would reduce
uncertainty regarding the need for an appropriation from the fund and the status of
the fund with regard to the constitutional!), mandated sweep of available general
fund balances to the Constitution Budget Reserve Fund.

An appropriation to purchase transferable credits was an item of contention in the
FYO08 budget process. The governor proposed an open-ended appropriation to pay
for an estimated $25 million in claims. The legislature capped the appropriation at
$25 million, but left the appropriation for FY07 open-ended. Based on the amount
of credits purchased in FYO07. a supplemental appropriation of $75 million may be
required for FY08.

4. Information requirements and other changes. ACES includes several significant
changes to the information that producers must provide to the state. The bill also includes
several technical and conforming changes, and addresses unscheduled production
interruption costs and auditing requirements of the Department. Explanation of these
topics is best left to the Department of Revenue: the fiscal impact of such changes is
minor relative to the impact of changes to tax rates and credits.
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Key Fiscal Terms

Production

T axes

Tax Rate:

Applied

to :

Under Current & Proposed System s

B ase Rate

Progressivity R ate

Total Tax Rate

Taxable Value



Production Taxes Under Current & Proposed System s

Taxable Value;

*(5ross ISales Price (West Coast)
eSS
*Transportation Costs from Wellhead

*Gross }Nellhead Value

eSS
«Operating Costs (Al Barrels),
«Capital Costs (All Barrels)

Net Taxable Value
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Base Tax Rate
Applied to Taxable Value at All Price Levels

25% (SB2001)
22.5% (PPT)

e
$0 $10 $20 $30 $40 $50 $50 $70 $80 s0  $100

(Nat Taxable Value)

It Does Not Vary with Prices



Progressive Tax

PPT SB2001

e Trigger Level $40(N et) $30(N et)

0.25% per 0.20% ©per
Slope
D ollar D ollar

e Gross or Net Value N et N et

econ



Progressive Tax

eExample of Progressive Tax Under Current &Proposed Systems

(Tax Rata)



Progressive Tax

eExample of Progressive Tax Under Current & Proposed Systems

(Net Taxable Value)



Progressive Tax & Impact on Overall Tax Rate

At....%and..%Tax Rates

$30 Trigger,
0.40% Rate

$30 Trigger,
0.20% Rate

$40 Trigger,
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(Net Taxable Value)
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Progressive Tax & Impact on Overall Tax Rate
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Estimated Average Effective Tax Rate on Gross Taxable Value

at Various West Coast ANS Price Levels
(FY 2008-2014)

(ANS Prlc* in $2008)

econ



Estimated Average

Revenue Impacts at Various West Coast ANS Price Levels

(FY 2008-2014)

Average ANS West Coast Price in Real 2008 Dollars:

Effective Tax Rata on Groaa Taxable Value (Percent)

PPT

SB2001
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ACES Proposal for Petroleum Taxation
Tax Rata at Various Values of a Barrel of Qil
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Attached is response to Senate Resources Chairman,
Sen. Huggins request for an illustration of ALL
sources of revenue/income from the oil industry in
Alaska, by category, showing actuals for years
'05,’06,’07 and projected for 2008.

Froom DOR 10/23/07



Title: FY2005 to FY 2008 Petroleum Revenue

Data Sources: Alaska Department of Revenue, Tax Division
FY 2005 & FY 2006 from DOR historical database
FY 2007 Preliminary estimates
FY 2008 forecast from the Spring 2007 Revenue Sources Book

Prepared by: Jennifer Duval, Economist
iennifer.duval@alaska.qov

Date: October 23, 2007
Purpose: Request by Senator Huggins
Notes: Dollar amounts are millions of nominal dollars
Total Oil Revenue
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Historicaland Forecast Oil Revenues FY 2005 -FY 2008

Source: DOR Spring 2007 Revenue Sources Book

in Millions of Dollars
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Unrestricteoll: Y()2iI Revenue by Category
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Percent Distribution of Total Oil Revenues by Year

FY 2005 to FY 2008
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Distribution of Oil Revenues
Preliminary FY 2007
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Department of Revenue
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Tax Interest and Penalties Under ACES and Current Law
Distributed by the Department of Revenue October 29,2007

Under AS 43.05.220, the state may levy three types of civil penalties for
failure to file a return or report or pay the full amount oftax. These include
a basic penalty for underpayment or failure to file, a penalty for negligence,
and a penalty for fraud. All three are general provisions applying to all state
taxes, including the oil and gas production tax. Penalties are calculated as a
percentage of the tax deficiency and are cumulative, so that a fraudulent
taxpayer, for example, could be assessed the fraud penalty, in addition to the
negligence penalty and the basic failure to file or pay penalty.

Basic Penalty

The basic failure to file penalty arises when the taxpayer fails to file a return
or report when required or pay the full amount due. Five percent ofthe
unpaid balance ofthe tax liability is added to a tax for each 30 day period, or
fraction of the period of noncompliance. This penalty may not exceed a
total of 25% ofthe unpaid balance. The penalty may be forgiven if the
taxpayer shows that the failure to file or pay is due to reasonable cause and
not willful neglect.'

Reasonable cause is not easy to show and the burden of proof lies with the
taxpayer. The taxpayer must demonstrate in writing, and under penalty of
peijury, that they acted in good faith to take all reasonable steps to ensure
timeliness of the filing or payment. In determining whether the taxpayer has
shown that the failure was due to reasonable cause and not willful neglect,
the department considers the standards imposed by the Internal Revenue
Code. Circumstances that may constitute reasonable cause include, acts of
God, war, other disaster that made filing or delay unavoidable, or acts by
another person beyond the control of the person required to file.2

Negligence Penalty

In addition to the basic penalty, if a deficiency is due to negligence or
intentional disregard ofa law or regulation, the department will, in its
discretion, assess a penalty of 5% of the total amount of the deficiency. The
penalty is calculated based on the total deficiency, even if only a part of the
deficiency is due to negligence or intentional disregard. Negligence or

1AS 43.05.220(a). For more detail on failure to file and failure to pay penalties, see 15 AAC 05.210.
215 AAC 05.200.



Distributed by Department of Revenue 10/ 29/2007

intentional disregard may be shown by any relevant evidence including that
the taxpayer has substantially deviated from the statutes or regulations,
failed to keep adequate records, exaggerated deductions, or understated
income withoutjustification.3

Fraud Penalty

Ifa deficiency is due to fraud, the department shall add a penalty equal to
50% of the tax due or $500, whichever is greater. The penalty is calculated
based on the total deficiency, even if only a part of the deficiency is due to
fraud. To establish fraud, the department must show by clear and
convincing evidence that the taxpayer understated a tax liability with the
intent to evade tax. The intent to evade the tax may be shown by any
relevant evidence including evidence of false explanations regarding
income, false source documents, unjustified omissions or significant
understatements of income, or substantial overstatement of a deduction 4

In addition to the three civil penalties discussed above, AS 43.05.290
provides for anumber of criminal penalties for tax evasion and willful
failure to comply with payment, filing, truthful accounting and information
requirements, and for perjury. Along with several misdemeanors, penalties
include felonies for willfully attempting to evade a tax, willfully failing to
truthfully account for and pay a tax, and willfully and knowingly assisting in
preparing or presenting a false return.

ACES does not propose any change to these penalties or their current
application to the oil and gas production tax. ACES does, however, add
penalties for failure to comply with the various information reporting
requirements contained in the bill. The penalty provisions allow the
department to assess against a person that fails to make the required report a
penalty of not more than $1000 per day for each day the person fails to file
the document. The reason for these additional penalty provisions is to
ensure compliance with reporting requirements regardless of whether there
is any tax deficiency. Unlike other penalties currently available to the
department, the new penalties in ACES are not calculated based on a tax
deficiency. This is important because the department needs timely and
complete reporting of costs, potential tax credits, etc., even from explorers
and producers that may not currently owe any tax.

3AS 43.05.220(b); 15 AAC 05.210(g). For more detail on the additional penalty for negligence or
intentional disregard, see 15 AAC 05.220.
4 AS 43.05.220(c); 15 AAC 05.230.
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Interest

The production tax currently requires monthly installment payments, in
addition to annual payments and tax returns. The monthly payment is an
estimate of 1/12thof the anticipated annual tax liability. The annual
payment, which is accompanied by a return, requires payment of any
difference between the estimated liability and actual liability during the 12
month period. The current production tax statute sets a generally lower
interest rate for underpayments or overpayments of monthly installments of
estimated tax due to the estimated nature of the monthly payment.

Interest on an unpaid amount of a monthly installment payment bears
interest at the rate prescribed under the Internal Revenue Code, compounded
daily from the date the installment is due until paid (if paid not later than
when the annual return is due). That rate is currently at 8%. For corporate
underpayments exceeding $100,000, the rate increases to 10%.5

Overpayments of monthly installments also bear interest as stated in the
Internal Revenue Code, generally at lower rates than those for
underpayments. Overpayments bear interest at 89 (7% for corporations)
and 5.5% for the portion of a corporate overpayment greater than $10,000.6

Any portion of monthly installment payments that remains unpaid as of the
annual filing date, as well as the interest accrued for those payments, is
treated as a delinquent tax. Delinquent taxes are subject to a higher interest
rate, currently 110 compounded quarterly.7

Ifthe taxpayer has overpaid as ofthe annual return, the department has 90
days after the later of the date the return was filed or the due date of the
return to refund the overpayment without incurring interest. After that, the
state owes interest, currently 11% compounded quarterly.8

5AS 43.55.020(g); 26U.S.C. 6621
BAS 43.55.020(h); 26 U.S.C. 6621
7AS 43.55.020(g); 43.05.225.
" AS 43.55.020(h); 43.05.225.
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SABAH FAUN, GOVERNOR

State of A laska 933 Willoughby Anon, 11* Floor
Department of Revenue Jimoau A&Eégggﬁﬁg
Commissioners Office Phoiu: (907) 4653900
Fax:(907)465-2394

To: All Members ofthe Legislature October 24,2007

Dear Members:

I am distributing this attached document for your records entitled, Capital Spending on North
Slope Wells, Field Facilities and Exploration. The document was compiled by the Department
from publicly available data (individual company data) and tax data aggregated by the
Department (All Companies data) relating to North Slope production costs.

A previous version, distributed as an attachmentto a 10-P-07 letter from the Department of

Revenue to Representative Doogan contained erroneous 2005 and 2006 data. Please replace any
copies you may have with the attached document We apologize for the contusion.

Sincerely,

Marcia Davis, Deputy Commissioner
Department of Revenue
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Department of Revenue

Commissioner's Office

To:

Re:

All Legislators
From: Marcia Davis, Deputy Commissioner, DOR
North Slope Production Data Request

FY 2007
June

July
August
September
October
November
December
January
February
March
April

May

FY 2008
June

July
August
September
October

North Slope Production

Thousand Bls/day
794
685
623
663
739
670
810
799
778
767
760
787

726
727
672
651
723 (10 days est.)

SARAH PALIN, GOVERNOR
333 Willoughby Avenue, 11thFloor
P.O. Box 110400

Juneau, Alaaka 99811-0405

Phone: (907) 4652300

Fax: (907) 465234

%

October 23,2007



Stale of A lask a

Department of Revenue
Commissioner's Office

To: All members of the Legislature
From: Marcia Davis, Deputy Commissioner, DOR

Dear Members:

SARAH PALIN, GOVERNOR
333 Willoughby Avenue, 114 Floor
P.0. Box 110400

Juneau, Alaaka 99811-0405

Phone: (907) 4652300

Fax: (907) 4652394

October 25, 2007

The attached memorandum was requested of Spencer Hosie by the Department of Law regarding
the litigation risk and burden associated with a profits-based oil production tax. The memo
provides a short history of the ANS Royalty Litigation and outlines issues the State is likely to
experience in enforcing and collecting taxes under a net tax regime. 1 hope you will find the

document useful in your coming deliberations.

Sincerely,

Marcia Davis, Deputy Commissioner
Department of Revenue



Memo

To: Department of Law, State of Alaska

From: Spencer Hosie

Subject:  ANS Royalty Litigation and Gross Versus Net Tax
Date: October 17,2007

The Department of Law has asked for a brief memo summarizing why the ANS Royalty
Litigation took near 20 years to resolve, and whether the State may expect similarly protracted,
complex litigation with a “net” severance tax, 1.€., a tax based on revenues net ofallowable costs.
As we understand it, the concern is that a net tax will inject a multiplicity of complex factual
issues, thereby leading to expensive and protracted litigation.

This memo first summarizes why the ANS Royalty Litigation took as long as it did. It
then contrasts what we believe the State should expect in enforcing and collecting taxes under a
net tax regime, and how this process will differ from the civil litigation in the ANS Royalty
Litigation. Finally, the memo concludes with several concrete examples of recent State of
Alaska cases which provide reasonable benchmarks of what the State is likely to experience in
enforcing a net production tax.

1 THE ANSROYALTYLITIGATION.

The State of Alaska filed what would become the ANS Royalty Litigation in 1977. The
oil phase of the case was resolved in 1992; the gas liquids phase settled in 1995. All-in, the case
took nearly two decades to resolve. Through the litigation, the State recovered significantly in
excess 0f S750 million and established going-forward royalty payment rules designed to either

streamline or - preferably - eliminate prospective litigation, as discussed below.



There were four principal reasons why this matter took so long and cost so much. First,
the State was not acting as a sovereign in the case, but rather as a party to a commercial contract;
a litigant like any other. In that context, the State did not have the authority to serve and enforce
subpoenas as sovereign, select an administrative judge, or rely on regulations to expedite dispute
resolution. Instead, as in any private litigation, the State had to serve and enforce discovery
through the civil discovery process, which can be (and was) extremely time consuming. 'Ttis is
very unlike the rights that legislation and regulations provide for enforcing a production tax, as
set forth below.

Second, the ANS Royalty case involved numerous complicated legal questions of first
impression. For example, did the DL-1 lease form permit the State to assess values in
downstream markets, then netted back to Pump Station 1? Did the producers owe the State any
duty above those owed to a private commercial party? How is market value to be determined
under 15 of the lease, and what did the tripartite “proceeds™ subparagraphs o ff 16 mean and
require? These fundamental questions of contractual interpretationlrequired years of briefing,
including discoveiy into the origin of other states’ lease forms, leading to summary judgment
decisions, all of which necessarily occurred before the State built its damage models. Put
simply, even the basic royalty rules were not clear and had to be established through litigation.

Third, once having established that the State had the right to look to downstream markets
to assess market value, and then to net back those values to derive a Pump Station 1royalty
value, the State literally had to track every single barrel of ANS previously produced to its
market destination. Tracking many billions of barrels to myriad Lower 48 destinations over a

near* 15 year period proved a byzantinely complex and daunting task, one that took the State's

1 In addition, the producers challenged venue in Alaska, arguing that every judge andjuror in Alaska had a
financial stake in die outcome given the Permit Fund Dividend. This issue was resolved only after two interlocutory

appeals to the United States Court of Appeals for the Ninth Circuit



outside accounting and economic experts years to complete. As part of this process, the State
then had to assess the reasonable and actual transportation deduction fc' every barrel transported.

Fourth, the ANS Litigati ninvolved all ANS producers and all were active in the
litigation, even though the case focused on Exxon, Sohio, and Arco. The State had to conduct
separate discovery of each producer within the context of a single case, and this substantially
delayed completion of the lawsuit.

Finally, in the ANSRoyalty Litigation, the State necessarily approached the ANS industry
as a whole, and as a matter of first impression. In the 1980s, the State did not have deep
institutional knowledge of how the ANS business worked, how the producers conducted
business, what transportation costs were reasonable and what not, how the producers handled
common (or ‘joint™) cost accounting, and similar issues. In contrast, the State now has
significant institutional expertise, having audited ANS producers for decades,

n. WILL A NET PRODUCTION TAX SPAWN

Tax is not royalty. In enforcing its production tax statute and regulations, the State acts
as a sovereign. The Legislature has authorized a regulatory structure that gives it the right to
compel document production, to set a reasonable schedule, and to proceed under the functional
equivalent of an Administrative Law Judge (hearing officer). These procedural differences are
substantive and real. A single taxpayer case should proceed from audit to hearing in no more
than twi years, as described below. Two years is a long time, but a far cry from die two decades
in ANS Royalty Litigation.

Second, unlike the royalty context, the basic tax rules will be set forth by statute, with the

disputes on the margin, €.9., wrong costs deducted, or costs inflated, etc.... Ina tax context, the



basic structure and rules are a given; in the ANS Royalty Litigation case, these rules had to be
established through hotl) contentious litigation.

Third, presumably the State will vigilantly audit ANS taxpayers under any production
tax, gross or net. Audits should be conducted on ayearly basis, and ifan issue arises, it should
be dealt withpromptly. The ANS Royalty Litigation took decades in part because it involved
decades of production by the time it was resolved; this will not be the case in the tax context.

Fourth, given taxpayer confidentiality, and the nature of the tax audit process, any tax
proceeding would be taxpayer-specific. A single taxpayer proceeding should move much faster
than a multi-party case such as the ANS Royalty Litigation.

Finally, and as noted above, the State now has deep institutional knowledge concerning
the ANS business, including market values and transportation costs. This knowledge comes
from the ANS Royalty Litigation itself, plus several follow-on cases (described below), and
numerous tax audits and cases. The State now has accumulated decades of experience in
auditing production and transportation costs, as well as a group of outside expert consultants who
are well-v reed in these matters.

To be clear, all else equal, a net tax will be more complex to administer and enforce than
a gross tax. Ifthe past is any guide, the taxpayers may well game costs, €.g., suddenly allocating
an inappropriately large percentage ofjoint or common costs to their Alaska business. But the
additional complexity should be manageable, and the State can discourage overly creative cost

accounting by vigilantly auditing and enforcing die statute and regulations from die outset.



m.  ROYALTY “REOPENER" CASES: ATAXPARADIGM.

The State recently had several “reopener” cases which serve as useful examples for what
might be expected under a net production tax.

As part of the ANS Royalty Litigation settlement, the State and each of several producers
agreed to formulas for future royalty payments, along with a short-fuse dispute resolution
mechanism. That mechanism includes limited discovery, short deadlines, and a three-judge
arbitration panel empowered to make a binding decision. Ifeither party grows dissatisfied with
the operation of the agreed royalty formula, it has the right (in certain general circumstances) to
trigger a “reopener,” which serves to start the dispute resolution process.

The State has had several such ANS Royalty Litigation “reopener” proceedings. Each has
involved limited and manageable discovery, a relatively quick path to hearing, and a binding
decision or settlement promptly after the arbitration hearing begun. On average, these matters
have taken 20 to 22 months of active litigation, despite involving complex cost and revenue
issues (and zealous producer counsel). For example, in the first of several reopeners, outside
counsel became involved in August 2003, trial was in April 2003, a binding decision in the
State’s favor received in June 2005, and the State was paid promptly thereafter.

As noted, these “reopeners” are good models for what to expect under a net tax, as both
involve: (1) established rules (by statute in tax); (2) streamlined administrative process; (3)

company specific proceedings; and, (4) proceedings that benefit from State’s historical,

institutional knowledge.



Alternative Tax Credits for Oil

and Gas Exploration
ACES Amendments to AS 43.55.025

AL
Division of Ol and Gas
October 31, 2007
'NATURAL
RESOURCES

Division of Oil and Gas



Before PPT, DOR offered credits for
exploration wells and seismic surveys

o AS 43.55.025 - Alternative tax credit for ol and
gas exploration

ACES original language intended to do the
foIIowmf?

L
o g Bk oo

» Shore up data sharing requirements



Broaden existing program

Creates new 5% credits for old seismic surveys Iif the
DNR commissioner determines that the acquisition is Iin

the best Interest of the state

Extends the timeline allowed to dnll wells from 150 to
540 days



Enhances Predictability

Pre-approval process identifies up front whether or not
activity qualifies for tax credit

- More fair to investors to inform them (going forward)
whether or not they are credit eligible

- Predictability reduces the state’s exposure to
litigation by stripping out uncertainty

- Prudent practice for the state as a “working interest”
owner to make forward looking investment decisions



Data Sharing

State has a right to certain data stemming from its decision to
invest In project

- Seismic

- Well data
- Fluid data
- Core data

New language provides clarity and consistency in what data must
be shared

These data sharing requirements are consistent with those of other
jurisdictions

By shoring up the data sharing language the state preserves its
ability to pursue long-range exploration incentive goals



Core Provisions of HB 3001
(enacted in 2006)

+ AS 43.55.011(e) -(i): tax levied on
value of oil and gas produced

+ AS 43.55.160: calculation of taxable
value of oil and gas

> AS 43.55.165 & .170: determination of
upstream costs that may be deducted
in calculating taxable value of oil and
gas

(cont.)

AS 43.55.011 (e) (current)

« There Is levied on the producer... a
tax for all oil and gas produced ...
equal to 22.5 percent of the production
tax value of the taxable oil and gas as
calculated under AS 43.55.160 ...

+ Note: “production tax value” is net
value

A Few Background Basics:
The oil and gas production tax. ..

* isin AS 43.55

+ is in addition to royalties, property tax,
and income tax

* has existed since before statehood

+ generally applies a percentage tax rate
to the value of oil and gas produced

+ unlike royalties, applies to production
from private and federal leases as well
as state leases

Core Provisions (continued)

+ AS 43.55.023 & 43.55.024: new tax
credits

AS 43.55.020(a): monthly estimated tax
payments and final payment on March
31 of year following production
(because this is now an annual, not a
monthly, tax)

AS 43.55.030(a): just one annual return

AS 43.55.011(e) (continued)

Exceptions:
* Tax does not appl)( to
- state or federal share

’ ékurlb?lé’mﬁrésd ﬁ%/ear'etxft“a,%r%r%?éf_%s
S D UL B AR
* North Slope )JJ oducHon subject to
tax depen

minimum ta é Ing on-price o?ANS
(AS 43.55.011(f))
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Otl and Gas
Reporting and Disclosure
In Selected Countries



~ | t
Summary

* Inthe vast mag ty of reglmes around the world companies
are required to disclose detailed data

> Prospective (plans) and actual |
> Typically down towell /field level detail

ata i rovldedt both resource-management and
P scalite[J ation aut orities g

> |ntra-governmental sharing
> Greater flowto, rather than from, fiscal authorities

* Reporting and public disclosure are two separate 1Ssues
Public reportln? IS common
> TwoLgh typically Inaggregated or summary form

Oaf"pe, CImp K Associates

00000000000



Does Alaska Need To Recelve ™ ™
Data ?

e Required inorder to properly manage the State’s resources

> “The enerqy resources of this State belong to the people of
Alaskal 0y Y peap

* Full understanding of technical and commercial factors

* Ability to plan and control
> Exploitation policy
. Budget

e These are universal principles
. Not unique to Alaska

1Adapted from Accountability principle of Alberta Royalty Review Panel

One & Associates



Forms Of Reporting and Sharing

Production and well data
> Monthly or as completed

Annual or Semi-Annual field-level information
> Typically collected by Ministry / Regulatory Body

Tax returns
> Collected by fiscal authority

Intra-Governmental Sharing
> Degree of sharing varies by country

> Typically greater sharing by Ministry / Regulatory Body than by
fiscal authority

1. (tn(imn
- 4 October 2007



Public Reporting
* Mostly in aggregated / summary form

« Some countries provide field-level summaries

> Reserves

> Capex
More often as total, but sometimes as annual time series

« Opex rarely disclosed at field-level, although subscription

services do provide this

> Data quality dependent upon various sources, including “oil

company guidance”
Sometimes occurs in stock market documentation released by

(usually) smaller companies

OctoMM, 2007

N Glum K Acsocintns
5



Examples Of Data D isclosure

(Production and Cost Focus)
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UK Summary

« UK requires data disclosure at field level
> Field development plans
> Annual (and semi-annual) data / statistical analysis
> PRT returns

e Disclosure to
> DTI (Ol & Gas Directorate)
> Fiscal authorities

Publication of aggregated infagpiiation

v Qv IB*

Ciffnov Clirne & Associates

OctofafllO, 2007



United Kingdom

Detailed field-leve| production aenclazl cost rogectmns (In standaraized electronic format)

are required as part of the Field Development plan submission /approval
Production Sates Volume Capex Tariffs
- JI'r’r-rr:'ITrTITI-’lM
Oiiwiipttim
o VIO Annual, timejseries
AmerMINET
UMipYINE
DSIT R E&M I%nﬂml@mapﬁmm

jotjgai ALK bUMhBARAIVE. «
Gaffney Cline & Associates

- 8 October 2007
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United Kingdom

Annual UKCS Income and Expenditure
summarized on an annual basis
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United Kingdom

Medium-term forecasts derived from annual returns

Figure 30: UKCS Expenditure Forecast2003-2010

" C&A
12
Development
10perating
10
VM
2001 2005 2-005 2007 2-008 2009 2010

Source: Oil & Gas UK

-ifFic, r- 8 Associates

10 October «A\2007
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United Kingdom

Cost trends

Figure 33: UKCSNew Developments' Unit Technical Cost2005-2009

UjN™ey = s-wey
A Whii ujj
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Chne 8, Associates 1 Octot”B j, 2007



Norway Summary

Norway requires data disclosure at field level
> Field development plans
> Annual data / statistical analysis

> Tax returns FACTS
0jg£|Q glJ]-0 THE NORAEGIAN FETRIBLMSECTCR
w A 2 'QQ

> NPD (Norwegian Petroleum Directorate) / Ministry
> Fiscal authorities
Publication of aggregated information

4n-v Clu’o & Associates

12 October 1S, 2007



Norway

Field /discovery listing of resource volumes

Tilstedevaarande ressursar | fait

In-place resources in fields
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Norway

Detail on field-by-field hasis

Production forecast

by year
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Norway

Medium-term forecasts derived from annual returns

Investments (excluding exploration costs) N 1%1)

\si 27

O Funn under planleggng/D.sco.eries
m Felt 1drift og under utbygging'Producing fields and fields being developed
O Ror og landantegg'Pipelines and onshore facilities

O Histonsk/Actual

1997 1998 1999 2000 2001 2002 2003 2004 2035 2006 2037 2006 2009 2010 2011

~ Cline K Associates

15



Norway
Medium-term forecasts derived from annual returns

Investments (excluding exploration costs) I\>I<PLD
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Norway

Source of Investment

100%
ao% SM* mudmmtom-+tomd CO€janltt
Lvgicanpvki
60% Lvgo. NotwOpiwmpmi
m
40 % v
20 %

1 1 E 1 1 1 1

°® 1999 2000 2001 2002 2003 2004 2005

figure 3.8 Exploration costs to production licences on the Norwegian continental 4 M (
distributed according to the saeof the companies

(Source:Nwwegkirt Petroleum D kecxm tte)

ifiney Cline & Associates 17 OC'[ObA‘9, 007



enmark Summary

Denmark requires data disclosure at field level
> Field development plans

> Annual data / statistical analysis

> Tax returns

Disclosure to

> Danish Energy Authority

> Fiscal authorities
Publication of some detailed plus aggregated information

Niffnp'7 Plinn AQQnmtPQ

— 18 Octobtr 2007
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Denmark

Field listing of annual capital investments .. both historical..

Table 7.4 Investments, KK mil'ior. nominal prices

2002 2002 2004 2005 2006*
CedOe 222 650 209 (18) 4
Dqmar - - * - 148
Dan 427 942 750 750 684
Gorm 242 107 108 291 204
Hetfden 2,412 1,779 1124 682 1292
Varald 0 4 2 52 1
Krda * 2 - 2 - -
Nim 285 1,288 219 152 19
R)ar - - - - -
Rolf - 27 4 - 1
Sri i 406 425 72 140
Sicjold 5 I 8 nu 4
South Arne 849 754 752 210 451
Svend 222 - - - -
Tyra 85 205 459 1,020 1,520
Tyra Southeast 559 82 96 45 -
Vaidermar a) 200 2 552 992
NOGAT pipelne - 755 654 12
Not allocated 21 31 2 5 97
Total 5475 7,286 5,105 2,951 5,658
‘Esv.ua*

' ... (&= & Associates
OcttM 10, 2007



Denmark

.. and projected
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Table 7.5 Estimated investrrent™ in davalopent projects, 20072011, QKN 2006 prices

2007 M 2009 2010 2011
Adda 01 05
Alna - 04 05
*k, - 08
Cadila - .
Dager : :
Dn 09 05
By 02 15
Conn 01 00
Halfcbn 20 09 01
Hraid 00 01
Kda 02
Urta -
Nitot 01
Regrer -
Roar -
Rolf .
Sit 03
Sold -
South At 08
Svad -
Tyra 04 04 04 00 13
Tyra Southeaat 05 -
\aldarrer 14 07
Hul 7J 51 U 0J ]
Plamed . . . _ 08
Patsibla - 07 47 55 40

Expactad 12 51 42 74 <2



QClr-p<R ,,, ~ O™
1M fl

Denmark

Detail on fielo-by-field hasis
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Nova Scotia Summary

Requirement for public Review of field
developments

Deep Panuke development recently submitted
> Approved Oct 3, 2007

DEEP PANUKE OfFSHOAE
GAS DEVELOPMENT

"
AT

C-ip K Assocn'os

~.(OWFiy r

October 4" 2007
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Nova Scotia Deep Panuke

Includes sales gas forecast...

*able 6.1 Sales Gas Perecu
D P ke Offsh G D | Ftt w t Pit M ai
D e O s ke - N
smV4 mU4) (WtaMi Mae) (MMk M) IMMk M)
A0 57 % 57 A1 5.7 Yo% A0
Aan 35 Joo t.4 J00 35 J00 35 J0o
2 70 240 35 J00 34 Joo *2 A
2013 45 150 64 223 34 J00 62 210
2014 <1 no 41 171 77 273 50 T
2013 2 70 13 136 60 ) 4.0 14
A 10 5 3.0 no 47 163 ).4 no
2017 i 45 25 41 145 27 ov 1
2019 1 40 21 76 U 113 2 31
A 00 0 16 33 20 10 10 67
0 00 0 15 52 24 36 16 55 i
poul (00] 0 15 32 21 rj 17 a1
1 2022 00 0 1: 45 17 6% 1 45
2023 00 0 11 4u 1s 55 1 a
2024 00 o 00 o 1.4 30 00] 0 ¢
Volume 2 2025 00 o 00 o 14 51 (00] 0
ap Q0 0 00 0 1.3 47 00 0
2027 00) 0 0o 0 12 M 00 0 ¢
2025 | 00 0 0o o 11 23 00] 0

i "Tack
Gaffney, Cline & Assocfe'Tes ” 0 ctoAAIg, 2007



Nova Scotia Deep Panuke

... and cost forecast by expenditure type

6.VI Development Phase Expend!tores

Estimates for the development phase include costs incurred by EnCana, as operator of the Project, from

Deep Panuke Offshore Qaa Development die fourth quarter 2006 to first gas production, scheduled to occur in the fourth quarter of 2010.

Development Plan 1 s
The costs shown in Table 6.2 are for the M&NP option, and exclude any costs associated with the

MOPU, which will he included as operating costs payable during the production life of the Project

The SOEP Subsea Option would see a reduction in the cost of the export pipeline during the
Development Phase. However, there would be an increase in operating costs for tariffs charged as a
result of using the SOEP pipeline. Atthistime, these cods are not defined.

Table 6.2 Development Phase Expenditures CS Miillona

2006
EnCana Project Management & Engineering 1S
Subsea o 135 i
Export Pipeline 200
Drilling and Completions 160
Volume 2 Subtotal: 610
Contingency 90
Total Cost to First Gat 700

Annual opa-atingests, including the field oentxe (MOPIT) lease, are estimated at $150 million per year,
+i-25%.

24 October in. 2007



Nova Scotia

Deep Panuke approval explicitly requires continual update to cost information
p ppsubmntgd WI% Annual Production Beport

Condition 30: Submission of Economic Data

The Proponent shall inform the Board of any material changes to the <;ost
information and production profiles that were submitted with the Development
Plan. This information shall be included with the Annual Production Report. This
should include details of the operating and capital expenditures for the previous
two years, the current year and projections for the next two years as well as
reserve revisions

Gaffney. Cline & Associates )
25 0 cto ko, 2007



Publicly Available Sources

Example detailed field cashflow available from Deloitte’s subscription service

MVMIIOW Z&-1i ..iT'KR X*MCIO0-OM « | iNG Source: Deloitte Petroleum Service*

Cliff* & Associates

October « . 2007



Note

Estimated Tax Impacts Under Potential Alternative Scenarios

TIE Sensitivity 1 ~ No TIE Credit

FY 2008 -FY 2014

Case

@

Estimated Effective Tax Rate (Percentl

1Current PPT

ACES

Progressivity on Gross:
Progressivity on Gross:
Progressivity on Gross:
Progressivity on Gross:
Progressivity on Gross.

Progressivity on Gross:
Progressivity on Gross:
Progressivity on Gross:
Progressivity on Gross:
Progressivity on Gross:

$60 Trigger, 0 225% Increment
$55 Trigger, 0.225% Increment
$50 Trigger, 0 225% Increment
$45 Trigger. 0.225% Increment
$40 Trigger. 0.225% Increment

$60 Trigger. 0.25% Increment
$55 Trigger, 0.25% Increment
$50 Trigger. 0.25% Increment
$45 Trigger. 0.25% Increment
$40 Trigger, 0 25% Increment

$40
@)

4.2%

9.3%

6.1%
6.1%
6.1%
6.1%
6.2%

6.1%
6.1%
6.1%
6.1%
6.2%

ANS West Coast Price (Real 2008 S/Barrel)

$60
©)

10.7%
14.6%

11.9%
12.7%
13.7%
14.8%
16.0%

12.0%
12.8%
13.9%
15.2%
16.4%

Estimated Annual Average Tax Difference Above Current PPT (Million Dollarsl

ACES

Progressivity on Gross.
Progressivity on O.0ss:
Progressivity on Gross:
Progressivity on Gross:

Progressivity on Gross

Progressivity on Gross:
Progressivity on Gross.
Progressivity on Gross:
Progressivity on Gross:

Progressivity on Gross

Alternatives shown here move progressivity from a "net" to a "gross" wellhead basis and eliminate all TIE credits

$60 Trigger. 0.225% Increment
555 Trigger, 0 225% Increment
$50 Trigger. 0.225% Increment
$45 Trigger, 0.225% Increment
540 Trigger. 0 225% Increment

560 Trigger. 0 25% Increment
555 Trigger. 0.25% Increment
S50 Trigger. 0 25% Increment
545 Trigger. 0 25% Increment
S40 Trigger. 0.25% Increment

$459

5171
5171
$171
5171
5174

5171
$171
$171
5171
S174

S549

$175
$278
$424
5582
5739

5179
$294
$456
$631
5806

$80
@

17.4%

20 6%

19.0%
20.1%
21.2%
22.3%
23.5%

19.5%
20.7%
22.0%
23.2%
24.5%

$627

$298
5513
5728
S943
51,159

Sod8
$637
5876
$1,116
$1,355

$100
®)

23.6%
259%

25.3%
26.4%
27.6%
28.7%
29.8%

26.4%
27.6%
28.9%
30.1%
31.4%

$590

$428
5701
$973
$1,246
51.519

$686
$989
$1,292
$1,595
51.898

Estimates use volumes, aggregate costs and othei assumptions underlying DOR's fiscal note to HB2001

$120
©

29.3%|
30.8%

31.2%
32 4%
33.5%
34 6%
35.7%

32 8%
34 1%
35.3%
36.6%
37 8%

S455

5550
5881
$1,211
51.541
51,871

51.024
S1.391
S1.758
S2.125
52.492

Econ One Research, Inc.
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DEPARTVENT OF TRANSPORTATION 5132 CHANNEL DRIVE
AND PUELICFACIUTIES JUNEAU. ALASKA 900112500

FAX: (907) 500-0305
OFFICE OF THE COMMISSIONER 'HONE:  (907) 4053900

November 2,2007

Ms. Marcia Davis
Deputy Commissioner
Department of Revenue
P.O. Box 110400
Juneau. AK 99811-0400

I am writing to recap recent email conversations between the Department of Revenue and
the Department of Transportation & Public Facilities (DOT&PF) regarding the Dalton
Highway (Haul Road). There were a number of questions your Department had for
DOT&PF and 1have outlined them below.

You have requested information regarding increased maintenance costs on the Dalton
Highway as a result of increase” truck traffic. You mentioned the operator contends that
if the Kuparuk Crude Oil Topping Plant is not modified to produce extra ultra low sulfur
diesel, the operator intends to provide the necessary diesel for slope activities by having it
trucked from Fairbanks to Kuparuk. The operator estimates that the increased use of the
Dalton Hwy (Haul Road) will be an additional 20 truck trips each day. I will assume this

to be one-way trips.

Ifa deduction is not allowed for a crude oil topping plant on the North Slope, low-
sulfur diesel may need to be trucked up the haul road from either Anchorage or
Fairbanks. This is estimated to require roughly 20 tracks (or 3000bls) daily. What
impact is this likely to have on haul road maintenance costs?

After years (decades) of marginal maintenance, over the past 4 years we have
increased both our operating and capital efforts significantly. An increase of daily
truck traffic on the Dalton of 50-70 trips will not result in any significant (<$1.5
million) additional maintenance effort or cost. We do not expect the cost range to
increase significantly until the daily truck traffic increases b» 150 trucks (one way)
a day.



Ms. Marcia Davis Page 2 November 2,2007

Where are the maintenance stations located, and how long has DOT been supplying
them via tanker?

We have 7 maintenance stations on the Dalton Highway, starting at Livengood at the
end of the Steesc Hwy and moving north.
0 Livengood
Seven Mile
Jim River
Coldfoot
Chandalar
Sag River
Deadhorse (Hwy station, airport and ARRF)

O O O O o o

The stations (with the exception of Deadhorse to Sag) are located approximately
60 miles apart - that is the optimum distance for a road maintenance station. These
stations are manned 24 hours a day, seven days a week, with the crews working
seven days on and seven days off - crew members live predominantly in the
Fairbanks area. To the best of my knowledge, DOT&PF has always supplied our
remote maintenance stations by tanker. We bid fuel supply contracts with prices
FOB each maintenance station.

I understand that fuel produced on the Slope is for the industrial uses there, and
only there (although they do sell fuel to the villagers of Nuigsut), and has no motor
fuel taxes applied.

W hat impact will the increased haul-road traffic have on safety?

We do NOT allow double tankers on the Dalton Highway (capacity approximately
12,000 gallons) only single tankers (capacity approximately 9,000 gallons). Most
fuel consumed on the slope is produced on the slope. We supply our seven
maintenance stations on the Dalton out of Fairbanks via tanker with no history of

mishap.

Do you know the average amount of fuel that DOT trucks up daily or how often the
fuel runs happen?

We do not truck daily, but receive a delivery from private vendors on a “keep full”
basis and store it in our tanks. The fuel trucks are approximately 9,000 gallons

NI 'niahe £ Him il fle "B niul i/ ith i/rliin - 194, <iw.



Ms. Marcia Davis Page 3 November 2,2007

capacity each. During the course of a year, they make approximately 30 trips to all
our stations along the Dalton and deliver approximately 45,000 gallons of gasoline
and 300,000 gallons of diesel fuel and heating oil

1hope you find this information helpful. Please don't hesitate to contact me if you need

additional information or clarification.
Sincerely,

John MacKinnon
Deputy Commissioner

lan Laing, Department of Revenue

Providing for lit- iiimfiiienl u/ [hnvilr timl goods mid ill - titli.vii  ujir wvices.
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Sharon Long

From: Knudson, Kip C. [KKnudson@tsocorp.com]
Sent: Wednesday, November 07, 2007 2:46 PM
To:  Sharon Long

Cc: Riley, Dan T ; Hansen, Stephen W

Sharon, hope this helps Please call me at 907/382-0219 if you have questions

EPA mandated the sale of ultra low sulfur diesel (ULSD - 15 parts per million sulfur content) in “urban" Alaska on
June 2006 "Urban”was roughly defined as communities on the National Highway System Sale of low sulfur
diesel (500 parts per million sulfur content) was mandated in June 2007 for “urban™ non-road, locomotive and
marine (NRLM) uses All diesel powered vehicles starting with model year 2007 require the use of ULSD

Prudhoe was defined as “rural" in EPA rulemaking, but the North Slope operators signed an agreement with
DEC/EPA to convert all operations (mobile and stationary) to ULSD by January 1, 2008 The following statement
was written by Clint Farr, Clean Air Program at DEC:

“The original agreement between DEC and the North Slope oil producers was for the producers to refine ULSD by
December 31, 2007, and then use it in all diesel burning sources. The original agreement was signed in June
2005. The first delay resulted in an amendment shifting the production date to December 31, 2008 and requiring
a diesel retrofit project to capture emissions benefits commensurate with emissions gains not realized due to the
delay. The amendment was signed in November of 2006. This amended agreement currently still stands.”

Rural Alaska and “urban™ NRLM will begin the transition to ULSD in June 2010.

Tesoro Alaska began commercial production of ultra low sulfur diesel #1 (ULSD) in May of 2006. In May of 2007
Tesoro began production of ULSD #2 in a dedicated de-sulfurization unit. To date Tesoro has invested over $64
million in unit construction and distribution system changes to manufacture and distribute up to 10,000 barrels per
day of ULSD The de-sulfurization unit can be expanded should demand exceed 10,000 barrels. Total statewide
demand is not expected to exceed 10,000 barrels for several years.

Flint Hills Resources entered into a long-term ULSD supply contract with Tesoro in 2006. Tesoro is currently the
only in-state manufacturer of ULSD

Either Flint Hills or Tesoro could supply North Slope demand for ULSD

Tesoro has not been eligible for any tax breaks for the $64 million investment made to supply ULSD to Alaska.

11/7/2007
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Sharon Long

From: Deborah Grundmann

S*nt: Wednesday, November 07, 2007 10:18 AM
To: Sharon Long

Subjoci: FW: Topping plant

--Original Message----——-

Sen. Charlie Huggins

Wednesday, November 07, 2007 10:17 AM
Deborah Grundmann
;ect: FW: Topping plant

- Original Message----——-
Galvin, Patrick S (DOR) [mailto:patrick.galvin@alaska.gov]
Tuesday, November 06, 2007 10:35 PM

Dermot Cole; Sen. Charlie Huggins

;ect: RE: Topping plant

-~nr.cl 1

‘ree. I"m also concerned about the prospect of the state subsidizing the building of a
;ate refinery to compete with another private refinery already operating in the state,
idea doesn"t seem to promote Tfair private competition.

Original Message-----—-
Frim: Dermot Cole [mailto:cole@newsminer.com]
lent: Tuesday, November 06, 2007 8:19 PM
Ti: Sen.Charlie_Huggins@legis.state.ak.us
~r: Galvin, Patrick S (DOR)
. .eject: Topping plant

Der.. Huggins, Commissioner Galvin:
Tr.e decision on whether or not to build a topping plant is one that private industry

shtUid make.
rv not granting a subsidy to the companies, that does not mean that the state is fcrcir.:

the industry to haul fuel up from Kenai.
Z uon ™ see why the state should subsidize this to the tune of ~150 million, which 1 thi

.c the figure cited by the commissioner.
Fir the state to "participate,” there should be some justification.

What 1is it?

Thanks,
Dermot Cole
Fa.rbanks News-Miner
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Roger 0. (Dole) Summerlin
Vtot PraaJdont
Hettth, Safety & Environment

ConocoPhillips A A oo oo

Alaska, Inc. Fax907.263.4438

October 4, 2007

Mr. Tom Chappie, Director

Alaska Department of Environmental Conservation
Division of Air Q rnlity

555 Cordova Street

Anchorage, Alaska 99501-2617

Dear Mr. Chappie:

Please find below a summary of the ‘North Slope Ultra Low Sulfur Diesel Transition
Agreement’ progress meeting between representatives from ConocoPhillips Alaska, BP Alaska
and the Alaska Department of Environmental Conservation held at ConocoPhillips’ Anchorage
office on September 27, 2007. Per the agreement, ConocoPhillips is to provide a progress report
to your office in March and September of each year through 2008 to keep the Alaska DEC up to
date on the status of the ULSD project. As agreed during the September 27 discussion, the
meeting satisfied the requirement for the September 2007 progress update. Also noted in the
meeting, N .. Batch was to provide you an update on BP’s ULSD storage and distribution
progress separately. The attached documents included in this transmittal are the handout
materials provided at the meeting and a block flow diagram, both current and future, for storage

and distribution at Kuparuk.

The ULSD si rage and distribution facility project at Kuparuk is on schedule and on track to be
put into operation in December 2008.

The ULSD hydrotrcater engineering is very well advanced and is on hold pending the outcome
of the AFE approval. The AFE approval process began in September 2007, and once the AFE is
approved the project can be quickly restarted. However, the recent exclusion of the tax
credit/deduction for topping plants in the proposed tax legislation intended to replace the Alaska
Petroleum Profits Tax makes the ULSD hydrotrcater project uneconomical as compared to an
importing alternative. Until ConocoPhillips fully understands how the State intends to treat this
project from a fiscal perspective, they will not be able to determine if installing the hydrotrcater
is the optimum solution to meet their North Slope ULSD needs and hence unable to approve the
AFE. If the AFE is not approved by the end of the year, then it will not be possible to make the
2009 sealift window and the hydrotrcater project will be delayed another year. ConocoPhillips
agreed to get back in touch with the Alaska DEC in early November to provide an interim

progress report.

Planning and logistics are in progress to have ULSD hauled to the Slope beginning January 1,
2009. Commercial arrangements with suppliers have not been n. ide to date, however discussions
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are underway. One concern raised was the lack of haul capacity. We do not believe there are
adequate tanker trucks available to haul an estimated minimum of ten (10) truck loads of diesel
daily. This will require an estimated minimum of 30 tanker trucks. New trucks will need to be

built.

The three (3) ConocoPhillips emission reduction projects estimated at $900,000 were discussed.
A meeting will be scheduled in late October to discuss further emission reduction projects.

ConocoPhillips representatives again expressed their concern that the proposed tax legislation as
written is counter productive for the environment as it does not encourage the development of

facilities on the North Slope to reduce emissions.

Additionally, the transport of ULSD from southern Alaska to the North Slope generates an
increased risk of hydrocarbon spills. The use of rail car and trucking transport to
move/load/discharge ULSD across six boroughs (including a minimum of ten trucks daily on the
Dalton Highway) contributes to this spill risk. It is ConocoPhillips’ desire, and we believe it is
the Alaska DEC'S desire, to make ULSD on the Slope and eliminate hauling/importing ULSD.

Please do not hesitate to contact me if you have any questions.

Sincerely,

Roger D. (Dale) Summerlin

cc: Mr. Bob Batch - BP
Commissioner Larry Hartig - ADEC
Mr. Georg Storaker - CPAI



CS Retains

* Administrative tools to administer PPT and forecast more accurately

* Exempt auditors

* Information gathering including more freq. filings

* Information sharing DOR to DNR and DNR to DOR each maintaining the other’s
confidentiality requirements

* Modified TIE credits (CS Sec. 13)

e 1000.00/ day penalty- for failure to file (CS 14 gove sec 47)

* Must file whether or not tax is due (CS14

» Explorer/producer not producing must file (cs!6 gov. 48)

* Powers of DOR (cs 17 gov 49)

» Electronic Filing (cs 18 gov 51)

» Lease expends ARE (cs 19 gov 56)

» Direct cost ( cs 20 gov 57)
» Expendituress ARE NOT ( cs 21 gov 58 DRR ,Corrosion - USB80”, Topping Plant)

Constitutional & privacy issues need to be look @ re Disclosure of tax info
NOT IN CS

Tax rate

Progressivity trigger loweded to $30

Alternative Minimum Tax (10% gross floor)

Spreading Credits over 2 years

Statute of Limitations extension

Tax credit fund

Changing tax calculation periods

Slew of language corrections and conformity issues throughout bill
Constitutional & privacy issues need to be look @ re Disclosure oftax info
Treatment capital and operating credits and carry forwards
Treatment of tax exempt entities & transferable certificates

DNR Commissioner authority re tax credit eligibility

Ring Fencing



TIE Credit Comparison PPT vs CSSB2001(RES)

2001 April 1-Dec 31
2002
2003
2004
2005
January 1- March 31.2006 (est)

nvig /
Amount of eligible credit

Year TIE estimate at $60 ANS west
coast
2007 $181,700,000.00
2008 $213,700,000.00
2009 $188,100,000.00
2010 $197,500,000.00
011 $190,200,000.00
2012 $198,000,003.00
2013 $133,146,000.00
Total $1,302,346,000.00

Capital Spend in
millions

$1,207,000,000.00
$1,296,700,000.00
$1,186,800,000.00
$1,136,900,000.00
$1,268,000,000.00

$416,325,000.00

$6,511,725,000.00

$1,302,346,000.00

PPT
Amount of Credit
Remaining

$1,120,646,000.00
$906,946,000.00
$718,846,000.00
$521,346,000.00
$331,146,000.00
$133,146,000.00
$0.00

CSSB 2001(RESI)

$600,000,000.00 Difference

$120,000,000.00 $1,182,346,000.00

CSSB2001(RES)
10% of Nonproducer
capital spend from

3/31/06 to 1/1/081

$181,700,000.00 $120,000,000.00
Difference
$301,700,000.00 $1,000,646,000.00

'The amount of eligible credit is 10% of the amount actually expended by a non-producer from 3/31/06 to 1/1/08

In order to claim a credit of $120,000,000 a non-producer would have to spend $1,200,000,000 from 3/31/06 to

1/1/08



2005 State 20-Mill Levy

Oil & Gas Property Tax GF Revenue
(AS 43.56 - 20-Mill Advalorem Tax)

Left for
State of Alaska
$46.2 Million
18%
Claimed by;
Valdez |
' $13.0 Million!
5%
> Claimed by Claimed by
N. Slope Borough Fairbanks North Star
$189.0 Million Borough
72% $4.3 Million
2%
Claimed by j
Kenai Borough
$7.5 Million
3% i

e il Total - $260.9 Million

claimed less than 1%

The state levies a 20-mill tax against oil and gas property. A municipality that has O and G property located within its borders
may also levy a tax on those properties. This local tax amount is subtracted from the total of the state's 20-mill tax.

bx C.WilLJ. © ft



*7%
e\

X | -
N~V >N AMjL4-UvjajN™]
\JVe-COX\CTHC_  VjvISFX'WA,

ProposedTevisions to the PP T

— U I'Jjjii. - *)N\% 'pt\\
\' WV'Uvta -~ \ bill
October 18, 2007 *
(ePDD 1 (fcm4
Presentation to M £> S

The Alaska Legislature

"Q
W A'wW 1HO &*.o 1 1if '-t)

o\ Qv “w -V -1 -
A = J.jla\ <'msC- I.AQK ™!

Cit i Ny, vf t1$\A

(ft) |



Overall Recom mendation

| would strongly recommend not to
make any changes inthe PPT law,
other than the transparency
provisions.

Changing taxes substantially every
year creates an image of serious
fiscal instability that could damage
Investor confidence in Alaska.



Overall Recom mendation

The current law already provides
for a review mechanism by 2011. *'d

\Ajou_tct xsk&uj- r
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The year 2011 is the appropriate
time to make such revisions
because at that time the first audits
will have been completed and final
and reliable information would be

avallable.



Table 5.26. WEST SAK

Current System

Undiscounted Govemment Take (Income only)

Wl WT!

Uss  Can$
22.13
34.09
4545
56.32
68.18
1955
9091

10227

100 11364

SES83IZE8X

Can)

11.89
3284
5379
U7
3568
363
$758
5852
$947

$14.351
22|
53428
(4425
554,22
3418
$74.15
584,11
504,08

Gas Price Heavy oil price

Can) COST-7

5068%
5081%
60.66%
6183%
6324%
B4.74%
66.21%

5060%
5081%
60.66%
6L8M%
6339%
64.88%
66.35%

COST-5

504%
5083%
60.64%
6202%
6353%
66.02%
66.50%

COST-4

5049%
50.72%
60.69%
6218%
63.68%
66.15%
66.5%

5045%
5062%
6083%
6234%
6380%
66.24%
66.10%

COST-2  COST-1

506% 5076
nee

R4V 625%
8% >8] | |
B3 55V
6680  6701%



Current System

AW 0 £7. WEST SAK
5% Discounted Government Take (Income only)

W

20
30
40
50
60
70
80
90
100

W
Can)
22.73
34.09
45.45
56.82
68.18
79.55
90.91
102.27
113.64

Gas Price Heawy all price

Can)
)189
.84
$8.79
34.73
$5.68
$.63
$7.58
$8.52
.47

Cn$
$14.35
$4.32
$34.28
$14.25
$4.22
$4.18
$74.15
$4.11
$94.08

aCsI-7

64.13%
61.80%
61.83%
62.50%
63.65%
65.01%
66.35%

GCsT-6

62.57%
61.32%
61.48%
62.28%
6366%
65.02%
66.38%

aoST-5

69.77%
61.60%
60.95%
61.15%
62.29%
63.68%
65.05%
66.43%

GCST-4

63.56%
60.94%
60.44%
60.96%
62.31%
63.71%
65.06%
66.39%

aosT-3

6141% .

60.45%
60.00%
60.95%
62.35%
63.70%
65.02%
66.39%

GCST-2
[

60.49%'

59.75%
59.82%
60.96%
62.32%
63.63%
65.03%
66.47%

ST

| !
*HNL
5931%
59.76%
6091%
6225%
63.66%
65.12%
66.58%



Current System

The current system is designed to be
sensitive to costs and thereby make the
Investment in heavy oil developments

attractive.

The current system was Is also designed
to be price progressive.



Current System

The PPT credits encourage investments
by new investors in new oil and gas
exploration and development and to
encourage re-investment by existing
companies. The PPT is therefore a
consolidated

The main goal iIs to reduce the decline of
oil production.



T ransparency

The transparency provisions related to cost

projections, publication of data, short term audits
and an exempt class for auditors seem good
provisions.

They should be strongly supported.

These changes can be implemented now.



PP T amendm ents

In case the Alaska Legislature
decides that itwants to change the
PPT anyway, Ilwould advise
basing such amendments on my
earlier recommendations contained
In the reports of:

-- February 14, 2006
-- March 5, 2006 and
-- May 1, 2006



PP T AmMmendm ents

In my February 14, 2006 report |
recommended a 25% PPT rate.

Since, this recommendation was made
government takes have increased inthe
US GOM and Ireland and several

developing countries. Alberta wll also
Increase government take as a result of

the royalty review.
| therefore reconfirm this
recommendation J
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PPT Amendments -r\WfVV
In my February 14, 2006 report | Y
did not recommend the so-called
clawback provision. Internally, |

advised strongly against this
provision. Itdoes not make sense

to reward a company for past
Investments.

Therefore deleting the Transitional
Investment Expenditures credits is
a good step.



P PT Amendments

In my March 5, 2006 report (which

was written after the 20/20 concept
had been decided by the Governor)
lrecommended:

A price progressive Basic Production Tax
based on the gross value of production
In addition to the PPT.

The price progressive Basic Production
Tax would be deductible from the PPT.

12
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P PT Amendments

The price progressive Basic (37
Production Tax was based on the ': . .
following formula: b

BPT rate = (WTI -50) x 0.25% NN

At the current price of $ 84 per

barrel WTI this would be equal to

8.5% on the gross value of oil at ,
the production point.

10
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P PT Amendm ents

| believe that price progressive
features based on the gross value
of the production are more effective
than features based on net.

| recently recommended a similar
severance tax to the Alberta royalty
review panel and this recommendation
was accepted. The Alberta Government
IS now considering these
recommendations.
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PP T AmMmendm ents

The current progressive feature In
the PPT law based on the net
value is an ineffective mechanism.
It Is highly unpredictable and
subject to cost verification
difficulties. Bringing the price
down from $40 to $ 30 is a
relatively weak measure. ldo not
recommend this.



P PT AmMmendments

| therefore reconfirm my
recommendation for a price
progressive feature based on gross
In addition to the 25% PPT Rate.

However, such a feature would
need to have a modifier in the
formula in order to soften the
Impact on heavy oils.M>
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PP T AmMmendm ents

The May 1, 2006 report
recommended the Gross Revenue
Exclusion (“GRE?) for pipeline gas
(not for condensates an/d@,)*lclﬂJ IU|ds) of
64% of the gross valuehof the prior
to the application of the PPT for

gas other than from Cook Inlet.

Gas that needs to be transported ad
over long distances has very s
different economics than oil.
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P PT AmMmendm ents

Most jurisdictions that need to
export gas over large distances
have a government take that is
lower for gas than for oil. If Alaska
wants to compete with a gas
project internationally, it has to start
with a reasonable fiscal system for
gas.

| therefore reconfirm my GRE
recommendations.

18



Failure to forecast cost

increases

Much discussion took place about
the so-called failure to forecast cost
Increases. Inthis respect Ilike to
emphasize that | provided the
Legislature ample and precise
warning about cost increases.

The following three slides are

repeat slides of my presentations iIn
2006.



M ay 10, 2006 slide: Alaska G as

Project

C os t OV errun risks

The economic evaluations are based on
a $ 21 billion project as originally
presented.

However, cost have already escalated
significantly, in particular steel prices and
regional escalation in Alberta.



K2 \S
V n i- -o'x"r il

W HO CA***.ffj |

M ay 10 slide: Alaska G as Project

H u g e risks .\/Vm *J
The combination of gas price %V orcrecn&
lu Y ($p,oo\

risk and cost overrun risk BEw e

I XuW 3
1w creates a possibility that the
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June

15 slide: Risk Assessment:

Sum m ary

In summary the view of EconOne is:
50% cost overrun - very low probability

FIF low gas price - very low probability
Project uneconomic - very low probability

My view is:
50% cost overrun - very likely

FIF low gas price - fair probability
Project uneconomic - fair probability
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Failure to forecast cost

Increases

Despite the fact that | predicted
strong cost increases generally and
Internationally, there was no
evidence inearly 2006 of strong
local inflationary pressures on the
North Slope (as compared to
Alberta, for instance).



Failure to forecast cost

Increases

Therefore, |believe that it is imperative . -

to carry out sound audits prior to oU
reaching any conclusions on whether
costs were significantly under estimated «
or not.

It might very well be that companies
over-declared their costs for their first

PPT declarations and that after proper
audits the revenues to Alaska will be

revised upward.
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Faililure to forecast cost

Increases (OASW JUXAIWN T\
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lam concerned about the fact that the
earlier PPT law weakened the level of a W0
Interest for late payments in

43.55.020(g). The current bill maintains

this.

So this I1s an added iIncentive to over
declare costs.
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1 0% floor on large fields

The PPT is designed as a consolidated tax. Only

In this way, does the tax promote the re-
Investment in Alaska.

The 10% floor on large fields turn the PPT into a
tax that is essentially ring-fenced for the large
fields. This is an administrative nightmare as is
evidenced Dy the amendment of 43.55.165 (h)
and it also removes the benefits of promoting re-
Investment in Alaska by the large corporations.

This makes no sense. Iwould strongly
recommend not to apply this provision.
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tax credits over two years

This is a silly an unnecessary provision. IK purtiLy
V>
AlJl
The policy is to encourage new oil and gas ! A Ww

developments on the North Slope. There is no
change in overall government revenues over
time, if credits are allowed over two years rather
than one. However, itis a much stronger
Incentive to give the credits in the year the
Investments are incurred.

\&<?l Srnvs-t'i

| would strongly recommend not to apply this
provision.
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“Corrosion’’issue

This is great politics, but difficult administration.
Essentially, the PPT tax collectors would be
placed in a constant battle to determine these
costs.

The corrosion issue was already fixed in the PPT
law by making the first $ 0.30 per BOE capital
costs non-deductible. This was in lieu of the
corrosion costs. This is easy to administer. If
this overall figure seems too low, than this figure
can be changed. Also an amount for non-
deductible operating costs can be added.



Extra 1ncentives for exploration

Beyond the 20% capital investment credit, there
IS In my view no need for further incentives in
exploration.

01/6
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“Joint Administration?””

The Bill provides for more exchange of
information between DNR and DOR. This is
good.

However, the bill seems to implement some type
of joint administration by DNR and DOR of the
PRT. This is unnecessary and very confusing
and will lead to bottlenecks.



