HOUSE FI NANCE COMM TTEE
April 9, 2006
1:11 P. M

CALL TO ORDER

Co-Chair Kevin Myer called the House Finance
nmeeting to order at 1:11:32 PM

MEMBERS PRESENT:

REPRESENTATI VES

Representative M ke Chenault, Co-Chair
Representative Kevin Meyer, Co-Chair
Representative Bill Stoltze, Vice-Chair
Representati ve Ri chard Foster
Representati ve M ke Hawker

Represent ati ve Reggi e Joul e
Representative Mke Kelly
Representative Beth Kerttul a
Representative Carl Moses

MEMBERS ABSENT

Representative Jim Hol m ( Tel econf erenced)
Representative Bruce Weyhrauch

SENATCRS:

Senator Lyda Green
Senator Gary W I ken
Senat or Fred Dyson
Senat or Donny O son
Senator Bert Steadman
Senat or Ben Stevens
Senator Gary Stevens
Senat or Thomas \Wagoner

REPRESENTATI VES

Representative Harry Crawf ord
Representative Carl Gatto
Representati ve Ral ph Sanuel s
Representative Paul Seaton

ALSO PRESENT

Dani el Johnston, Legislative Consultant, Daniel
Conmpany | ncorporate, Hancock, New Hanpshire

SUMVARY

Committee

Johnston &

House Fi nance Conmmittee 1 04/09/06 1:11 P. M



HB 488 An Act repealing the oil production tax and gas
production tax and providing for a production tax
on the net value of oil and gas; relating to the
rel ati onship of the production tax to other taxes;
relating to the dates tax paynents and surcharges
are due under AS 43.55; relating to interest on
overpaynments wunder AS 43.55; relating to the
treatment of oil and gas production tax in a
producer's settlenent wth the royalty owner;
relating to flared gas, and to oil and gas used in
the operation of a lease or property, under AS
43.55; relating to the prevailing value of oil or
gas under AS 43.55; providing for tax credits
against the tax due under AS 43.55 for certain
expenditures, |osses, and surcharges; relating to
statenents or other information required to be
filed with or furnished to the Departnent of
Revenue, and relating to the penalty for failure
to file certain reports, under AS 43.55; relating
to the powers of the Departnent of Revenue, and to
the disclosure of certain information required to
be furnished to the Departnent of Revenue, under
AS 43.55; relating to crimnal penalties for
violating conditions governing access to and use
of confidential information relating to the oil
and gas production tax; relating to the deposit of
nmoney col | ected by the Departnent of Revenue under
AS 43.55; relating to the cal culation of the gross
value at the point of production of oil or gas
relating to the determnation of the net value of
taxable oil and gas for purposes of a production
tax on the net value of oil and gas; relating to
the definitions of 'gas,' 'oil,' and certain other
terns for purposes of AS 43.55; making conform ng
anmendnents; and providing for an effective date.

HB 488 was HEARD & HELD in Commttee for further
consi derati on.

#HBA488

HOUSE Bl LL NO. 488
An  Act repealing the oil production tax and gas
production tax and providing for a production tax on
the net value of oil and gas; relating to the

relationship of the production tax to other taxes;
relating to the dates tax paynents and surcharges are

due under AS  43.55; relating to interest on
over paynments under AS 43.55; relating to the treatnent
of oil and gas production tax in a producer's

settlement with the royalty owner; relating to flared
gas, and to oil and gas used in the operation of a
| ease or property, under AS 43.55; relating to the
prevailing value of oil or gas wunder AS 43.55;
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providing for tax credits against the tax due under AS
43.55 for certain expenditures, |osses, and surcharges;
relating to statements or other information required to
be filed with or furnished to the Departnent of
Revenue, and relating to the penalty for failure to
file certain reports, under AS 43.55; relating to the
powers of the Departnent of Revenue, and to the
di sclosure of certain information required to be
furnished to the Departnment of Revenue, under AS 43.55;
relating to crimnal penalties for violating conditions
governing access to and use of confidential information
relating to the oil and gas production tax; relating to
the deposit of noney collected by the Departnent of
Revenue under AS 43.55; relating to the calculation of
the gross value at the point of production of oil or
gas; relating to the determ nation of the net value of
taxabl e oil and gas for purposes of a production tax on
the net value of oil and gas; relating to the
definitions of 'gas,' 'oil," and certain other terns
for purposes of AS 43.55; making conform ng anendnents;
and providing for an effective date.

1: 13: 19 PM

DANI EL JOHANSTON, LEG SLATI VE CONSULTANT, DAN EL JOHNSTON &
COVPANY | NCORPORATE, HANCOCK, NEW HAMPSHI RE, provided a
handout to Commttee nenmbers, titled - Further Di scussions
of SB 305 & HB 488. (Copy on File)

M. Johnston remarked that the oil industry is working
diligently to maintain their position and enunerated threats
received fromthe industry:

e Investnents will dry up with 25/ 20% proposal, including
t he progressive features

* Al aska reputation will be seriously harned
» There may be no gas pipeline
* Philanthropic donations would be at risk

M. Johnston pointed out that large oil conpanies are
fighting simlar battles around the planet. It is inportant
t hat Al aska understand why oil conpanies are fighting hard.

He provided an “independent view', expecting to continue
work for the oil conpanies. He stated that he would never
identify the actual profits nade by the conpanies. al
conpanies in general lost hundreds of mllions of dollars
before the 1970's. They continued to punp oil in
expectation that those prices would rise.

1: 22: 23 PM
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M. Johnston suggested that tinmes |like the present should be
rather glorious for the State of Alaska, however, the
current system is regressive. Ol prices could easily
continue to rise.

Page 2 of the handout provides a conparison of Alaska wth
peer groups from around the world. He recommended t hat
Al aska not be conpared to Kansas or Colorado. Al aska does
have problens but the major players would rather be here
than any other state. There are a couple countries that
conpare to Alaska, one of which is Russia. Russia has
fields governed through a royalty tax system The terns
under that contract are so “tough” that it would nake Al aska
|l ook like one of the “finest places on the planet”. The
Russian ternms are difficult given the royalty tax
arrangenment, where they expect tariffs at $30 dollars a
barrel off the top. He pointed out that the sane producers
in Al aska operate in Russia.

1: 26: 36 PM

M. Johnston took threats being made by the oil conpanies
with a *“grain of salt”, pointing out their continued
i nvol venent in those pl aces.

M. Johnston referenced the graph on Page 2, indicating
government take fromoil prices from around the world. The
graph denonstrates that fiscal ternms could be priced @the
$60 dollars per barrel price. Moving from $20 to $60
dollars per barrel indicates a 90% profit. Governnents do
not change terms in that fashion and instead, the graph
indicates the upside of barrel prices at each rate. Al aska
is proposing only a 5-percentage point increased intake not
30.

1: 29: 56 PM

Page 3 highlights the countries that are progressive. M .
Johnston pointed out that Azerbaijan has a progressive rate
t hroughout the range, with a systemrate of return featuring
no royalty or cost recovery limt. The world today captures
rate of return features. The governnent takes are under the
governnent contracts and fluctuate; the kind of option nost
governments w sh they had. Most systens are regressive
systens, but that 20% have progressive features.

1: 32: 53 PM

M. Johnston stated that the version fromthe Senate Fi nance
Conmittee does not destroy the State’ s reputation.

Page 4, China's finance mnistry added a 20% tax with a

sliding scale for prices above $40 dollars a barrel a scale
is simlar to what is being proposed in Alaska and is
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referred to as a wndfall profit type-tax or price cap
formul a. He stressed the actions taken in China are
“horrifying” to the oil conpani es.

1: 35: 05 PM

Pages 5 & 6: M. Johnston comented on a response he
received from Dr. Juan Carlos Boue, Oxford University,
regarding the question of rigging the rules, understanding
the profitability and prospects of upstream oil activities
in the offshore U S. @lf of Mexico. It is not unique that

in Alaska, oil conpanies have significant power. It is
frustrating for governnents, when those conpani es operating
in there, rival the power of the governnent. One of the

“worst situations” exists in Mexico with PEMEX having *way
too nuch control”

M. Johnston referenced the United Kingdom (UK) North Sea
output maturing fields, often put forward as a prine exanple
of the power of a nore flexible taxation schene. He
di scussed industry and taxation, central to Al askans.
I ncreasing the governnent take is another name for an
“effective tax rate”.

1: 40: 04 PM

British Petroleum (BP) <clains that after 1993, they
increased their investnment in the North Sea. They were
selective in their choice of statistics and focused only on
what they did; however, the information points out that in

general, investment in the North Sea after 1993 that
industry did not i ncrease investnent activity and
devel opnment activity remai ned the sane.
1:40:48 PM
Page 10 i ndi cat es Nor wegi an producti on i ncreased
significantly at a tinme when they did not drop the tax
rat es. When taxes did drop in 1993, production appeared
that the industry was responding to an anticipated drop
rate, that was not the case. In 1968, the UK allowed the
equi val ent of credits for exploration drilling, which is why
it increased dramatically. Taxes were reduced but it was
noder at e. It is understood that allowing credits, reduces
t axes.
1:43: 05 PM
Page 10: M. Johnston continued the nunber of fields
brought on line after 1993:

* Andrew

* Harding
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* Fionaven
e Schiehallion
» Eastern Trough Area Project (ETAP)

1:44: 44 PM

Page 11: M. Johnston spoke to the Norwegi an devel opnent
activity before and after 1993. Taxes were not changed
during that period. O 1 conpanies are threatening Al aska
with fal se hope and | oss of the gas pipeline, which does not
fit with information existing in other parts of the world.
He reiterated that the Norwegian exploration activity before

and after the 1993 huge tax cuts. He recomrended t hat
Al aska demand information stating that there wll be a
severe drop in economc activity through the proposed
changes. Enough information has not been provided to

justify that concl usion.

1:46: 12 PM

Page 12: M. Johnston read an article fromthe “Econom st”
dated March 16'", 2006, which highlight that new taxes woul d
bunmp a 10% increase in governnment take. At today’'s oil
price, the inpact on devel opnent would be mnimal. The
danger conmes when prices start to slip. M. Johnston
menti oned the Wom ng experience, which is second only to
Alaska in regard to the inportance that the oil industry
plays to the econony and is inportant research to what is
happeni ng i n Al aska.

1: 49: 35 PM

M. Johnston recomrended that information provided by the
oil industry should be presented nore fairly, enphasizing
that those conpanies are “bullying” Al askans. He offered to
answer questions of the Commttee.

1: 50: 30 PM

Co- Chair Meyer had not recalled the conmparison of Al aska to
Kansas but had heard a conparison to Texas and the Qlf
shores. He noted that in Texas, drilling is all owed nost of
the year wth lower drilling costs. M. Johnston
acknow edged conparisons in states throughout the U S. He
was aware of the weather w ndows as conpared to Texas, given
the permtting and | ow cost environnment there and thought it
woul d be nore appropriate to conpare such places to Cook
I nl et.

The North Slope consists 90% - Prudhoe Bay and Kaparuck.

Most oil tax action does not involve exploration. M .
Johnston suggested Al aska has not made enough room nmade for
smaller oil conmpanies. In order to conpete with places |ike
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Texas wth easier permtting, nore nust than what is being
offered in the proposed |egislation nust be done. He
reiterated Russia is the best conparison.

1: 55: 28 PM

Co-Chair Meyer asked which parts of Russia were being
conpared. He was hopeful to discover nore exploration sites
and in a country l|like Russia, it would be difficult to
conpete with those costs. M. Johnston advised that the big
conpanies are already in Al aska. Russi a does not have the
permtting problens, however, many nore  bureaucracy
concer ns. He enphasized the huge advantages that Al aska
offers; the conditions would have to be glorious in Russia
to invest there rather than here.

1: 57: 58 PM

Co- Chair Meyer thought that the potential for |arger fields
woul d be better in Russia than in Al aska. He referenced the
known oil accunul ations on the North Sl ope. He asked if the
Governor’s proposal was enough incentive to get at that oil.

1: 58: 58 PM

M. Johnston pointed out that ConocoPhillips first went to
Russia in the 1990's, which has been “a bit of a nightmare”.
To inply that Russia has virtues that do not exit in Al aska
is untrue. Heavy oil hasn’'t changed nuch over the years.
None of the proposals before the Legislature adequately
address heavy oil unless oil prices stay at $60 dollars a
barrel . The proposed system attenpts to be all things to
t hose invol ved.

2:01: 11 PM

In response to coments by Co-Chair Meyer, M. Johnston
clarified that he does not expect prices to stay at $60
dol | ars per barrel

2: 02: 07 PM

SENATOR GARY W LKEN recalled tinmes when oil was projected to
stay below $20 dollars a barrel for decades. He asked what
part prospectivity plays for Al aska.

2: 03:46 PM

M. Johnston advised that the issue is conplex and that
treats the National Petroleum Reserve-Al aska (NPRA) areas
separately from the Al aska National WIldlife Refuge (ANWR)

ar ea. He nentioned that the field size expectation,
di stribution and prospectivity are significantly different
in those areas. Prospectivity identifies exploration
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activity; 80% of the current drama discussions are not about
expl orati on.

M. Johnston said the State will be short changed with the
proposed plan. He did not know how many nore al pine fields
exi st. He recommended designing ternms accomobdate to all
situations for the two big fields.

2: 06: 43 PM

Senator W1 ken asked to what degree does prospectivity drive
a project. M. Johnston replied it is the major driver.

Senator W/l ken pointed out coments regarding cataclysmc
events assum ng a change. At the highlighted nunbers, it
could nean a $300 - $400 nillion dollar per year to people
of Al aska, a 4% increase to governnent take. He questioned
if 4% in government take, could fuel the industry to renove
operations from Al aska.

2: 09: 43 PM

M. Johnston said he has been doing this kind of work for 25
years and has never ever seen statistics |owering indicating
the level of activity from changes in a tax rate. He
guesti oned how ConocoPhillips could nake the statenent that
a 2% increase in government-take would reduce investnment by
20%

M. Johnston noted the change in the UK tax rate, pointing
out that investnent remmined the sane. In Venezuela on
April 1, 2006, new harsh terns were declared and nost
conpani es agreed to the terns and remai ned. Increasing the
government take by 3 - 4 percentage points is not
significant. He noted that industry agreed to the terns
of fered by the Governor and he concluded that the difference
bet ween those nunbers and the ones being proposed is not
significant.

2:14:06 PM

Senator Wl ken stated that the well-being for Al askans had
not been addressed. He pointed out assertions that M.
Johnston does not live in Alaska & really does not have an
investnment in Al aska. He inquired why Al askans should
l[isten to M. Johnston. M. Johnston observed that his

reputation could be judged by his statenents during the
Comm ttee process and maintai ned that he cares deeply about
what happens here.

2:17: 10 PM

Representative Kerttula expressed concern with statenments
that “we cannot separate out” |egacy fields from exploration
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in Cook Inlet for the heavy oil. M. Johnston agreed it
woul d be better to separate them but did not think it was
feasible, especially wthin the |egislative session. He
enphasi zed the vast differences.

Representative Kerttula questioned the rough boundary
differences for treating |legacy fields from exploration and
heavy oil. M. Johnston stated that the differences are
dramatic. In the legacy fields alone, there are production
rates of decline. The spectrum of exploration could create
an additional category of reserve, subject to different
termns. The incentive for exploration could be different
wi th higher risks. Cook Inlet has its own problens and
boundary conditions such as the high water cut over 90% A
coupl e of platfornms have been abandoned in Cook Inlet, which
is discouraging, given the nunber of jobs that exist; he
voi ced concern with further w thdrawals.

2:21:10 PM

SENATOR FRED DYSON acknow edged the issue of the high water
cuts in Cook Inlet. He observed that the Al aska Regul atory
Comm ssion (ARC) allows for gas discoveries but that there
is not nuch of a market for new gas. There is not an easy
pl ace to sell new gas. He stated that Al askans are on the
edge of encountering demand concerns while | ooking at supply
probl ens over 5 years. The concern is how to give incentive
for nore exploration and production in Cook Inlet.

2:23: 32 PM

M. Johnston observed that he is not well versed in Cook
Inl et gas and hoped to explore those issues in the future.
Senator Dyson noted that sone of the non-|legacy owners in
Prudhoe Bay would have access to processing facilities
because they are bunping up against their capacity to handl e
wat er . He asked how could short-term incentives for those
facilities to be expanded.

M. Johnston noted that one of the founding principles of
the Adm nistration’s work is to provide access to facilities
and the infrastructure for small producers. In order to
provide facilities for the bigger producers, there wll be
costs and it mght have to be a tariff or fee of sone sort.
He did not have further information on the issue.

2:26:16 PM

SENATOR LYDA GREEN addressed the underlying concern
regarding the surety of the 30-year w ndow. She questioned
how other entities bal ance these situations. M. Johnston
advised that his position had not changed regarding the
producers need for certainty, especially in [light of
increases in the steel prices. He observed that there is a
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range of possibilities for certainty and maintai ned that one
of Alaska’s sovereign rights is to make changes. He
stressed that once a change is made, it remains for many
years and said certainty nust have a “value”. A robust
progressive systemis needed to address what is requested &
required. He observed how the capital costs for the gas
pi pel i ne have increased. In simlar situations, producers
have noved forward w t hout certainty.

2:31: 24 PM

Senator Green inquired where a cap on progressivity could
fit. M. Johnston noted that the Chinese capped their
progressivity at $60 a barrel with a tax rate of 40% He
acknowl edged that progressivity could go “to far”, but
guesti oned why capping the price, which could all ow everyone
to share in the high prices of oil.

2:32: 53 PM

M. Johnston understood the desire for an incentive based
arrangenment. He observed that an oil reserve tax is fairly
punitive and expressed concern wth the approach. He
observed that there are a nunber of situations in which the
governnent would like to see the oil conpanies nove faster
Ol conpanies hold the acreage and have a |ot of power. He
did know what incentives could be put into a gas pipeline
contract to assure that it goes forward. Conpani es can
delay if they feel abused and nust be unaninmous to nove
forward, which places Al aska at a di sadvant age.

2:38: 02 PM

Senator Dyson asked if credits could be structured so that
they can offset to help achieve the pipeline. M. Johnston
had not consi dered that, but t hought It sounded
“interesting”.

2:39: 03 PM

Vice Chair Stoltze noted that he was puzzled with the
Governor’s 20/20 proposal and asked if it was “usual
dynam cs” for oil conpanies. M. Johnston thought so and
was surprised by the protection nechanisns offered by the
i ndustry.

2:41: 58 PM

SENATOR DONNY OLSON referenced an article submtted to the
Senate Finance Commttee (SFC) by the Eastern Nova Scotia
Province, asking for M. Johnston’s comments regarding the
stringent tax structure proposed. M. Johnston responded
that he had seen the article, which fascinated him The
last tinme he was in New Foundland, he discussed those
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concerns with the Prine Mnister and the circunstances there
are simlar to Alaska. The federal governnent taxes at the

federal level, leaving little maneuvering ability. That
providence rivals North Slope conditions wth offshore
i cebergs and worse conditions than the North Sea. In order

to work, the area would have had to bend further than they
are willing. He could add no any further information on the
situation.

2:44: 27 PM

M. Johnston acknow edged the article was valid and the main
purpose article highlighted that “negotiations broke down
and oil conpanies wal ked away”. He did not know the terns
or conditions offered under the contract and recommended
finding out nore information regarding the circunstances.

2:45: 36 PM

Representative Kelly inquired if M. Johnston stuck by his
original proposal. M. Johnston stated that he was not
confortable with the Governor’s 20/20 or the neutrality of
t hat proposal. He noted the amount of |obbying pressure
occurring during the process; |obbying power of the oil
conpanies is substantial. They are not going to try to
resurrect the process. There are many dinmensions to the

certainty. He voiced strong support for starting at 25/20,
attaching a progressivity scal e.

Representative Kelly asked if M. Johnston supported the
progressivity ratio of 50/40. M. Johnston advised that he
recomrended the start point be about $25 dollars a barrel
Most producers have made it <clear that they are not
interested in major investnments at that price. He said that
$40 dollars a barrel would be a significant change and that
he was confortable with that nunber. M. Johnston felt
there was room for negotiations beginning at $40 dollars a
barr el

2:51:33 PM

Representative Kelly inquired the maxinmum terns of the
contract that the State of Al aska should consider. M.
Johnston clained that it would be unfair to insist on both
certainty in gas and oil. A typical contract is 25-years

whi ch he said was “unthinkable” & recommended that 10-years
was nore reasonabl e. If the State |eaves noney on the
table, the oil conpanies would not fix it. If the State

asks too nmuch, they have the power to change. There should
be certainty with regard to the gas line as it wll take 12-
years before the State starts producing. To reach half-life
of the gas wll take 25-years. He recomrended that offering
all equity interest could help and pointed out that he has
strongly | obbied for progressive terns on oil and now gas.
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2:55:22 PM

Representative Kelly addressed bottom tax concerns. M.
Johnston responded that it should not matter if it went to
zero, if oil prices fall below $25 dollars a barrel. At

zero, a severance tax could be okay if a royalty anmount was
included. To a large extent, it is an estimte on what the
expected prices of oil will be. He did not think oil prices
woul d weaken significantly as the pressure seens to be
novi ng upwar d.

2:59:14 PM

Representative Kelly nentioned the no-start date for a gas
contract. M. Johnston voiced concern regarding a hard and
firm start date; industry has proven that nega projects
usually come in over-budget and never are on tine. It is
difficult to account for that. Crafting |anguage for
something new is worrisone. It usually takes ten years
before contract |anguage can appropriately address possible
out cones. He could not offer any alternatives to a firm

start deadl i ne.

3:02:28 PM

Representative Kelly worried about any contract that would
affect Al aska for 15-years. M. Johnston added that there
are circunstances governed by the comerciality of a
contract, determning if a field is viable or not. He
enphasi zed that the option before the Conmittee presents a
uni que situation that mght not be best for the State.

3:04:31 PM

Representative Kelly addressed the challenges of pipeline
in-fill and the ganble associated wth that for Al aska.
3:06:15 PM

Co- Chair Meyer appreciated the 2 for 1 idea comng fromthe
Senate Resource Committee (SRC). M. Johnston stated that

his first inpulse was negative to that idea. The House
Resource Commttee (HRC) attenpted to determne if that
result would achieve increased investnent. The 2 for 1

proposal could help satisfy both conditions of fairness and
econom c logic on investnents made during that tinme nade and
it encourages the original investnent because it enables
recouped costs.

3:08:21 PM

Co- Chair Meyer commented that the goal of the State, simlar
to that of the oil conpanies, is to maximze the return to
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the State’ s sharehol ders. He asked if the goal should
rather be getting nore out of declining existing fields.
M. Johnston pointed out a general consensus that “80% of
the action” is in existing fields. The idea of the dem se
of exploration is premature; there is virtue in further

expl orati on. He thought, there would be sone pleasant
surprises. Dollar for dollar, the two big | egacy fields and
significant accunmulation of heavy oil, is where the State

shoul d be spending nost of their time; however, not to the
excl usi on of exploration.

3:11: 40 PM

Co-Chair Meyer recomended that the issues be addressed
separately. M. Johnston stated that during his testinony
on March 6", the tax and the credits were directly
di scussed, an attenpt to balance the existing tax
producti on.

3:12: 54 PM

Co- Chair Meyer questioned if larger oil conpanies would opt
to spend their dollars in Alaska or the Gulf of Mexico if
Al aska chooses the 25/20 plan. M. Johnston stated that he
could run those nunbers to determ ne the choice including
progressivity, reserves, cost rates and costs invol ved.

3:14:16 PM

Co- Chair Meyer recomrended conparing Alaska to Texas & the
@ulf of Mexico rather than Russia. He thought that
opportunities for working year round and tax rates were nore
favorabl e in Texas.

3:14: 54 PM

Representative Kerttul a nenti oned negotiati on consi derations
and the wunlikelihood of a low side and worried about
incorporating a “floor” at the |ow side. When she had
witten contracts, a date certain was always included to
addr ess del ays.

M. Johnston responded that oil prices falling below $25
dollars a barrel could happen at the end of exploration. A
mechani sm nust be in place to accommbdate such situations.
The $9 a barrel scenario happened in 1998, but did not |ast
| ong. I f that happens again, the State and the industry
will need to revisit the situation. He continued, a start
date is a difficult consideration and he could not conceive
of a hard date with all the uncertainties.

3:19:13 PM
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M. Johnston responded to Representative Kerttula that he
was not able to provide a single tax rate to cover all
fields and situations.

3:20: 14 PM

SENATOR BEN STEVENS referred to the graph on Page 9 of the
handout. He observed that of the 10 largest fields brought
on line during that tinme (1980 - 2000), 8 were in Norway.
He thought that the increase in those fields resulted from
the access to resources. They were the largest fields
outside of the Mddle East during that period. He suggested
that if Alaska s productions were overlaid, those chall enges
could beconme obvious. M. Johnston responded that the
characterization of the tax rate inpact the United Kingdom
(UK) was over sinplified and not correct. He noted that the
investnment activity in Norway and the production profile was
dramatic and he believed that exploration nmust have occurred
earlier when fiscal terns were tough. He pointed out that
the climate and the regulatory terns in Norway are severe.

3:24: 25 PM

Senat or Stevens suggested that gover nment - owned o
conpani es were doing the exploration. M. Johnston doubted
that they were doing all or even nost of the exploration.

3:25: 20 PM

Senator Stevens referred to Page 3, graph 2. He counted 9
progressive systens and 23 countries that have production-

share agreenments and 4 wth service agreenents. He
concluded that there appears to be a small percentage with
progressivity, including the “R factor. He was curious

about the terns of a production sharing agreenent, recalling
that the average tine of such an agreenent was 23 years
M. Johnston responded that 10 years would be reasonable in

t he absence of a certainty clause. |If a change were nmade by
the Legislature, it would be unthinkable that it could be
reconsi dered sooner than 10 years. He clarified that the

average term of a production contract is about 25 years.
That does not nean that the fiscal ternms cannot be changed
and noted that contract terns have changed worl dw de. Sone
of the production-sharing contracts are nore stable, but he
knew of no country that gave up their sovereignty.

3:30: 07 PM

Senator Stevens questioned why statenents regardi ng onerous
tax increases & their inpacts should be discarded. M.
Johnston disagreed that the tax rates being discussed were
onerous. He observed that those working in the industry are
not as objective as they should be. He pointed out he had
been given a nmandate to be “objective”. He stressed his

House Fi nance Conmmittee 14 04/09/06 1:11 P. M



intent to be objective and to provide prospective for both
si des & advi sed that he was not being onerous but attenpting
to protect those non-oil interests.

Senator Stevens continued, the decisions being nmade wll
i npact the people of Al aska, who should be listened to. M.
Johnston stressed that the process has included all types of
people and that he had |istened to testinony fromall sides

to learn the process. Industry is not the only entity that
needs to have representation. He maintai ned that Al askans
want to take care of the oil industry “alnost to a fault”,

because no one wants to hurt Cook Inlet.

3:36:12 PM

SENATOR BERT STEADMAN stated that the only way the State can
really know what the resource is worth is to have them
wi thdrawn and re-bid. He questioned the range if the
resource were relinquished. M. Johnston referred to
| ndonesi a where contracts were relinqui shed and then re-bid.
He observed that after 30 years, terms had Dbeen
renegoti at ed. It was acknow edged that if the governnent
had taken ownership at the end of the contract, the industry
woul d have stopped production 5 years before the terns
ended; the result was a $60 nmillion dollar bonus.

3:41: 25 PM

Senat or St eadman assuned that the governnent’s take could be
hi gher than what currently is on the table. He under st ood
that the intent was to stinulate production and exploration
until the gas line cones on. The hope is to |eave sone on
the table, not driving off the industry. M. Johnston
mai ntained that there is stillroom to error on the
conservative side, although it is difficult to know what
t hat nunber is. He referred to other markets, observing
that there have never been prices denonstrated in the
1990’ s. He said that many of his friends living in the
Uni ted Kingdom (UK) believe that the terns being offered in
Al aska are “l uke warni.

3:44: 05 PM

Representative Kelly referred to the prospective price and
asked what sort of adjustnment was needed. M. Johnston
explained that there were two dinensions and relatively
speaki ng, prospectivity has not changed a lot as oil prices
have. Increase in oil prices does not happen imredi ately;
it takes a couple of years of drilling activity, costs of
services are increasing.

3:46: 24 PM

House Fi nance Conmmittee 15 04/09/06 1:11 P. M



Representati ve Kel l'y comment ed t hat t he relative
progressivity could change little and asked if the nunbers
could be changed at a later date. M. Johnston did not know
the nmechani sns that exist to address royalty reductions but
believed that soneone nust have the authority to do it.
Presently, there are no beneficiaries.

Representative Kelly spoke to the fairness of the 2 for 1,
derived from a base average initial investnent and asked
about the effective date. M. Johnston had not thought
about inserting a threshold. Regarding the effective date,

he recommended that it be sooner rather than |ater. He
identified sense of urgency to fix a “broken systeni. He
spoke to the amobunt of noney that the State woul d be | oosing
by not putting the systenms in place. He thought that

January 2006 m ght be an appropriate start date and was open
to di scussi on.

3:52:22 PM

Representative Kerttula  asked about critical audi t
functions. M. Johnston agreed it was a big issue, stating
that auditors are worth their weight in gold. There are

many concerns about having profit-based nechanisns in place.
About 70% of what governnments receive in this world cones
from profit-based nechanisns. Most of the nmeans by which
governnments insure that the accounting is done properly, is
“field-proven” off the shelf nethods, often done wth great
success. He pointed out royalty determ nation disputes. He
recommended that it is inportant to get the tax rate right
at the begi nning when determ ning a correct structure.

3:54:45 PM

Senator Dyson noted his support for the Governor’s proposal
and the blanket credit for devel opnent work. He asked if a
standard definition had been used. M. Johnston expl ai ned
that with the boundary conditions placed on the Departnent
of Revenue, they did what they had to do to accommodate the
situation within a single system and determ ned:

e Tax Rates
 Credit Systens
e All owances

M. Johnston recommended a system to cover all the
structures. For enhanced oil, there are no well-established
gui delines for what could be appropriate; which is inportant
to establish guidelines, as there is a substantial anount of
heavy oil in Al aska.

HB 488 was HELD in Committee for further consideration.
#
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3:59: 04 PM

ADJ OURNVENT

The neeting was adjourned at 3:58 P. M
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