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ACTI ON NARRATI VE

CHAIR VIC KOHRI NG called the House Special Commttee on GOl and
Gas neeting to order at 5:33:11 PM Represent ati ves Kohri ng,
McGQuire, Sanuels, and Gardner were present at the call to order.
Represent ati ve Rokeberg arrived as the neeting was in progress.

HB 32- APPROP: GRANT TO ARCTI C PONER FOR ANWR

CHAI R KOHRI NG announced that the first order of business would
be HOUSE BILL NO 32, "An Act making a special appropriation for
a grant to Arctic Power to pronote the opening of the Arctic
National WIdlife Refuge for oil and gas exploration and
devel opnment; and providing for an effective date."

5:34:52 PM

CHAI R KOHRI NG speaking as the sponsor, explained that HB 32
appropriates $1.2 mllion from the general fund (G-) to fund
Arctic Power, a private nonprofit organization that advocates
for the opening of Arctic National WIldlife Refuge (ANVWR) [to
oil exploration and devel opnent]. He said, "[The appropriation]
is to fund [the Arctic Power] budget, or at |east a portion of
their budget, so that they can advertise and cover related
expenses as it relates to advocating for the opening of ANAR and
encouraging congressnen to vote in the affirmative on
| egislation that they'll have before themin [Wshington D.C]."
He noted that the bill also includes a $100, 000 appropriation to
the Native Village of Kaktovik for community outreach in an
effort to gain the community's support of the opening of ANVR
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CHAI R KOHRI NG remarked that he views [the proposed appropriation
to Arctic Power] as a snall anpbunt of noney when one considers
the potential payoff. He stated that there are estimtes of as
much as ten billion barrels of oil in the Arctic National
Wldlife Refuge (ANWR). He opined that, if [the U S. Congress]
is able to get legislation passed and signed into law, the
pot enti al return  wll be phenonenal and well worth the
i nvest ment of $1,200,000. He remarked that [the legislature] is
trying to open the Coastal Plain of ANMR for oil exploration and

devel opnment, not ANWR as a whol e. He said, "In the course of
exploring and developing that area, we're expecting that there
will likely be sonme additional unforeseen discoveries that could

be added to the potential that is estinmated up there that could
further reduce our country's need for inported oil and help with
our trade deficit and perhaps even inprove our nationa
security.”

CHAI R KOHRI NG noted that Arctic Power has been in existence for
12 years and it received a $1.8 mllion appropriation from the

| egi sl ature two years ago. He said, "W really feel that the
timng is critical on this, too. W have a very opportune
situation here where ... Congress is very anenable to opening
ANVR. . . . W've got a substantial nunber of prodevel opnent

peopl e who believe in enhancing our oil and gas industry, and
that like to support ANVR. So the time is right to really push
this issue now. And then of course President [George W Bush]
is very supportive as well and he's pledged to sign |legislation
if it were to be produced from Congress."

5:37:58 PM

KEVIN HAND, Executive Director, Arctic Power, said that Arctic
Power is a "nonprofit, grassroots organization of citizens and
busi nesses from across Al aska and across the nation advocating
for responsible exploration and devel opnent of the region which
contains [the Coastal Plain] of the Arctic National WIldlife
Ref uge. " He noted that Arctic Power has active education and
advocacy prograns that are currently underway in Washi ngton D. C
The prograns provide information such as caribou nunbers, and
statistics on the nation's dependence on foreign oil to the
Al aska del egation and other nenbers of Congress. Arctic Power
facilitates congressional tours to ANAR and sends del egations
of Al askans to Washi ngton D. C.

MR HAND r emar ked:
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There is no one else out there focused on advocating

on behalf of Al aska for ANWR besides ... of course
our congressional delegation. W know that we

could not |ist on one piece of paper all the groups
out there that are opposing us in this endeavor.... W
are outspent nmany tines over by the environnental
organi zations; it's an inpossibility, wunfortunately,

to match their resources.”

MR. HAND noted that [the U S. House Conmittee on Resources] put
out a press release today with new poll results showing that a
majority of Americans support responsible devel opnent ANVR He

said, "The anmount of support wth Anericans is ... up
considerably when they are given a 'commbn sense' approach to
responsi bl e devel opnent of ANWR " He said that the poll was

facilitated and paid for by Arctic Power.
5:45: 32 PM

MR. HAND said that Arctic Power has a database that contains a
record of every neeting that has ever taken place between an
Al askan and a nenber of Congress regarding the issue of ANVR
He also said that Arctic Power assenbles advocacy pieces wth
state-by-state statistics including information on predicted
revenue and jobs generated. He described several coalitions and
alliances that Arctic Power has built in Congress and with other

grassroots organizations. He outlined other work performed by
Arctic Power that "sort of [goes] wunnoticed, ... wunder the
radar, " including providing talking points and advocacy

materials to | egislators.
MR. HAND r emar ked:

We're going to face considerable challenges this year.
The green community is not going to go away w thout a

fight. I understand that ... they're going to cone
out with a new caribou study to conbat and ... inflane
the environnental argunment in that regard.... And

these attacks are only going to increase as we cone to
fruition here, conme to a vote on the floor of the
House and the Senate. Arctic Power is ready; we just
require the resources to acconplish all that we are

asked to do by the delegation.... Private fundraising
has been wundertaken in earnest. ... W definitely
believe ... that the benefits to Alaska far outweigh
any costs.
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5:52: 04 PM

REPRESENTATI VE SAMUELS noved to report HB 32 out of commttee
with individual recomendations and the acconpanying fiscal
not e. There being no objection, HB 32 was reported from the
House Special Commttee on Ol and Gas.

Overvi ew of Alaska O | and Gas Associ ati on

5:52:41 PM

JUDY BRADY, Executive Director, Alaska Ol and Gas Association
(AOGA) infornmed the committee that AOGA is a private, nonprofit
corporation with 18 nenbers.

5:58: 00 PM

TOM WLLIAMS, Chairman, Alaska QOI and Gas Association Tax
Conmittee, stated that he and Ms. Brady are here to provide the
commttee with a briefing about what Alaska's current oil and
gas systemis and how it works. He made four points: Alaska's
revenue forecasts always count on new production; producers need
to spend noney to increase production and for the state to nake
noney; state government policy decisions will affect the |eve

of investnent in oil exploration and devel opnent; and the aimis
to take a healthy share of the profits while remaining
conpetitive in the world market for oil and gas investnent
dol | ars. He said that the legislators need to consider the
following questions about Alaska's fiscal system does it
protect the state's interest even when the prices are |ow, does
it make the state nore conpetitive or Iless conpetitive for
investnment dollars; and does it encourage or discourage new
i nvest nment .

6:01:16 PM

MR WLLIAVS referred to a pie chart showing that oil revenue
provi des at |east 75 percent of the unrestricted general purpose
revenue of the state, and the two elenments nost critical to the
oil revenue forecast are price and val ue. The state cannot
control the price but can control the vol une.

MR WLLIAVS stated that there are four elenents to Al aska's

present fiscal system royalty, which paid over $1 billion to
the GF and just under $500 million to the permanent fund | ast
year; production tax, which contributed over $600 mllion to the

GF;, property tax, which contributed $47 mllion to the state and
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$218 million to nmunicipalities; and the incone tax, which
equal ed just under $300 million.

6: 03: 12 PM

MR. WLLIAMS explained that royalty is the state's ownership
share. He said, "It doesn't involve a inherent sovereign right
of the state but nerely its right as a |andowner to make a
contract for the use of its land." He noted that until 1979

virtually all of the |eases had a standard one-eighth royalty
cl ause but starting in 1979 sonme | eases were offered with higher
royalty rates and the State had the option to receive the

royalty either "in kind" as physical oil or gas, or "in value"
based on what the value of the oil or gas in the field, called a
"net back val ue". He clarified how to calculate the netback

val ue by subtracting the transportation costs and the pipeline
tariff fromthe spot price.

6: 06: 18 PM

MR. WLLIAMS explained that the production tax, also known as
the severance tax, is an excise tax on the act of actually
producing the oil or gas. The tax "conmes off the top" and is
based on the gross value of the oil or gas in the field as it is
bei ng produced. He said that the gross value is the value at

the custody neter where the oil goes from the field into the
pipeline; field costs are not deductible for production tax or
for royalty. The gross value is equal to the product of the
net back value and the taxable vol une. Taxabl e volune is equa
to the total volunme anpbunt minus the state's royalty share. The
anount of production tax is the product of the Economc Limting
Factor (ELF) nultiplied by both the base rate and the gross
val ue.

MR WLLIAMS clarified that the base rate is 10 percent for gas
and 12.25 percent for oil during the first five years of a

field s production then it changes to 15 percent. He expl ai ned
that the ELF is a nunber between zero and one that is calcul ated
for each field. For oil, it is based on field size and well
productivity; larger fields have larger ELFs and therefore
hi gher tax rates, and nore productive wells have |arger ELFs and
hi gher tax rates. The gas ELF is based only on well

productivity.

6: 08: 13 PM
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MR. WLLIAVS then turned attention to the property tax, which he
said is independent of the price of oil and gas. Instead it is
based on the assessed value of the taxable property, which is
determ ned each year by the state assessor. The state property
tax applies only to property that is wused in oil and gas
exploration, production, or transportation by a pipeline that is
not a gas-utility transm ssion or distribution |ine. He noted
that the tax is 20 mlls per dollar or 2 percent of the value as
assessed by the state. \Wen property is within a nunicipality,
that nmunicipality can tax the property at the sane rate that it
taxes the |ocal residents' properties. The nunicipality tax
counts as a credit against the state tax.

6: 09: 58 PM

MR. WLLIAVS next discussed corporate incone taxes. He said
that this tax applies to all for-profit corporations in Al aska
"except for the ones that aren't treated as corporations;
Subchapter S corporations and limted liability corporations are
treated as partnerships, so they're invisible for tax purposes
and they don't count." Al the corporate taxpayers have the
same rates and the sanme tax brackets. He explained that all
mul tistate corporations use apportionment to determine their
t axabl e Al askan incone. He presented an exanple of how this tax
woul d apply to a business such as Wal Mart, and then he expl ai ned
how the tax would apply to a fictional worldw de oil conpany
named G| co. He said, as paraphrased from the handout: "The
apportionnment is the average of three nunbers: the percentage of
wor | dwi de property in Al aska, the percentage of worldw de sales
in Al aska, and the worl dw de production in Al aska."

MR WLLIAMS sai d:

One of the things that's interesting is how these
pieces fit together. Royalty is sensitive to price
volatility; if the market price of oil goes up a
dollar or down a dollar, the rise flows straight back
to the wellhead because the transportation costs

essentially are the sane. So your netback value in
the field goes up a dollar. If it falls by a dollar
in the marketplace the netback value basically falls
by a dollar. So the oil royalty is very vulnerable
with oil prices. ... The production tax is a simlar
sort of thing; it's sensitive to [oil prices]. The
one protection in the production tax against very |ow
prices is ... a cents-per-barrel floor against a
severe downsi ze. Basically if vyour percentage of
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value gets down below this floor price, an 80 cents-
per-barrel tax rate kicks in instead.

6:15:10 PM
MR WLLIAMS reiterated the "take aways", information he wanted
the legislators to renenber: Royalties are the nmainstay of

Al aska's revenue system they're alnobst half of the GF
unrestricted revenues and are the |largest source of oil and gas
revenue at present. He noted that every oil field on state |and
pays state royalty, which conmes off the top and doesn't take
into account the cost of exploring, developing a field or the
costs of operating the field. Royalty in kind gives the state
opportunities to develop or encourage value-added industry;
there are several refineries in Al aska because of what the state
has done with its royalty oil. He remarked that while oil
prices and royalties go up and down, they don't go away until
production stops.

6: 16: 11 PM

MR. WLLIAVS sumari zed the "take aways" for property taxes: the
bul k of it goes through rmunicipalities, and it is independent of
the price of oil and gas.

MR WLLIAVS |isted the key points for corporate taxes: the sane
tax, sanme tax brackets and the sanme tax rates apply to oi
conpanies as they do for other Al askan corporate taxpayers. He
explained that all the corporate taxpayers use apportionment to
determ ne how rmuch inconme was nmade from the Al aska piece of the
busi ness.

MR WLLIAMS reviewed each tax's sensitivity to oil price
volatility: royalty taxes are sensitive; production taxes are
sensitive but have a cents-per-barrel floor against severe
downsi de; property taxes are inmune; and inconme taxes are
noderately sensitive.

MR. WLLIAMS said, as paraphrased fromthe handout:

The corporate incone tax ... 1is sonewhat insulated
agai nst gyrating oil prices. This is because nost of
the oil conpanies operating in Alaska ... are
vertically integrated. This means that, in addition
to their "upstreamt profits from producing oil and

gas, they also have "downstream® profits from refining
and the marketing of refined products. Some may al so
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have significant petrochem cal businesses. | ncone

from all of these sources goes into the "pie" of
wor | dwi de i ncone out of which a "slice" is apportioned
to Al aska. It is not uncommon to see profit margins
in t he "downst r eant refining, mar ket i ng and

petrochem cal busi nesses being squeezed when oil
prices are skyrocketing and "upstream profits are
soaring; but conversely, when oil prices are in the
tank, these "downstreani businesses may tend to be
countercyclical to those for the "upstreant. There is
a natural danpening effect that hel ps keep the incone
tax from swinging too far in either direction as oil
prices rise or fall.

6:19: 08 PM

MR. WLLIAM shifted attention to the ELF. He said that from a
producer's point of view, the field |ife has four stages. He
said that in stage 1, royalty and production taxes cone off the
top with low production costs and a |large operating margin,
which is the oil conpanies' goal

MR WLLIAM said:

One thing that happens is that oi | and gas
[ production] changes over tine;, it's a depleting
resource. There's nothing new being created in the

ground as you take it out, and so that neans that in
the natural course of things, you're going to have to
wor k harder and harder to get the next barrel of oil
... or the next cubic foot of gas out of the ground
than the one you just produced. Anot her thing that
happens is that reservoirs change; over tine you get
nmore gas coming up with every barrel of oil, and
that's nore cost to separate it and manage it and put
it back in the ground. And also over tine you tend to
have nore water coming up with each barrel, and again
that neans nore cost to separate the water and dispose
of it properly. It's interesting ... how different
Prudhoe Bay ... is now from when it started just over
25 years ago. Wen Prudhoe Bay first came onstreamit

[ produced] 1,200,000 barrels a day [b/d] from 120
wells: 10,000 [b/d] per well. ... Today it's producing
just under 400,000 [b/d] of oil and there's over 1,000
wel | s. Wen it started production the gas that cane
up that had to be disposed was about 1 billion cubic
feet a day. Now we're injecting over 7.5 billion
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cubic feet a day and handling 8.5 billion cubic feet a

day. . .. In 1979 the water that we had to inject
was 23,000 [b/d]; last year it was 1,500,000 [b/d].
So the field was very different. The costs for

Prudhoe Bay have gone up, the volune [of extracted
oil] has gone down.

6: 21: 48 PM

MR. WLLIAVS expl ained that the production costs have increased
over time, which can happen to any field. He continued:

In 1976 there was a big stalemate in the legislature
over whet her Al aska should have separate accounting or
not. The Departnent of Revenue [DOR] did not want to
have a separate accounting inconme tax because we

thought ... a production tax would be easier to
adm ni ster and would avoid all kinds of nessy disputes
and litigation about trying to unwind transactions
between affiliates in a vertically integrated oil
conpany. ... The tax admnistrators [were concerned
about] ... the possibility that there could be sone
creative accounting in the pricing of these things so
that ... the profits ended up being in the subsidiary
that was running ... outside of Alaska's jurisdiction

W didn't go down that path; [production] tax is
nice and sinple.

6: 23: 32 PM

MR, WLLIAMS said that the problemw th the high rate production
tax is that it conmes off the top. At the beginning of a field's
life it doesn't make nmuch difference, but over tine the
situation changes: production costs rise and the operating
margin is squeezed. He explained that new investnments wll
become uneconomic and a field will be "thrown into the red"

The operator has the option of operating at a loss, which is
sonetimes done if the prices mght come back up, and sonetines
it's done because it's nobre expensive to termnate the project
and restore the | and.

MR WLLIAMS stated that the production tax can accelerate a

conpany into operating at a |oss, "stage 4". | f the production
tax was renoved the conpanies would have an operating margin
again and therefore nmake a profit. He remarked that the DOR

wanted to have a high production tax but not to put the oil
conpani es out of business. He said that the ELF was the answer
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to this dilema. The original ELF proposal is based on the
total current production (TP) and the amount of production
needed to cover production costs (PEL). The PEL divided by the
TP equals the percentage of the current production that is
needed to cover the production costs. Subtracting this fraction

from one produces the "gravy ©percentage", which 1is the
percentage of the production representing the producer's
operating margin. He explained that the tax shrinks when

production costs rise.

MR. WLLIAMS quoted from a 1977 DOR report titled "Alaska's Ol
and Gas Tax Structure: A Study wth Recomendations for
| mprovenent” which read [original punctuation provided but
formatti ng changed]:

The Departnment of Revenue recommends [the ELF] as a
means of elimnating effects of the production tax on
the economics of oil production operations. ... [T]he
Department of Revenue recommends an Economic Limt
Factor [ELF], based on the ratio of the rate at the
true economc limt to the current production, as a
mechanism for scaling down the tax rate as the
production declines toward the economc |imt.

6:31: 02 PM

MR. WLLIAMS said that the |egislature added an exponent to the
ELF in 1977 legislation. He explained:

The reason it was put in was Prudhoe Bay could show
that it needs 1,000 [b/d] to break even, and it was
produci ng 10,000 [b/d] per well. Under the Knudson
formula, which was the original fornmula, that fraction
would be 0.1 ... subtracted from one gave you an ELF
of 0.9. That was too big a tax break in the eyes of
the | egislature. The exponent took it away. \Wether
you left the presunption of 300 [b/d] to break even or
showed you needed 1,000 [b/d], when you calculate it
under the [Knudson] forrmula, the ELF is 0.95 either
way.

6: 32: 06 PM

MR. WLLIAMS, at the request of Representative Gardner, repeated
his explanation of the ELF cal cul ation. He then said that in
1989 there was another change to the ELF equation. Thi s added
anot her exponent to the equation by taking into account the
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field size as represented by the fraction of 150,000 b/d over
TP. He stated, "The exponent from the original fornula that
carries over turns into a turbocharger; it accelerates the
effect of the first exponent.” He said that if a field produces
over 150,000 [b/d], the ELF will increase closer to one. |If the
field produces |ess than 150,000 [b/d], the ELF drops toward
zero.

MR. WLLIAMS presented the reasons for the 1989 ELF change: to
get nore revenue for the state; to give the producers an
incentive for operating small fields; to give an incentive for
drilling for Wst Sak heavy oil; and Prudhoe Bay and Kuparuk
could afford it.

6:34:59 PM

MR. WLLIAVS then presented the effects of changing the ELF
"The legislature was told that it would reduce the rates for al

fields except Prudhoe Bay and Kuparuk, and the marginal fields".
He stated that probably any other field that would be discovered

in Alaska will be considered marginal wunless it was a super
gi ant . He commented that the legislature was told specifically
that Endicott would have reduced taxes wunder the bill even

t hough it produced 100,000 b/d. He explained that this is a
different concept of marginal than the standard, dictionary
concept .

MR, WLLIAMS said that another effect of changing the ELF was
that production tax rates could go to zero and be elimnated
entirely. A third effect was that small fields would pay |ess
tax even wth a same well productivity. A fourth effect was
that the revenue gai ns woul d change.

6: 37: 14 PM

MR. WLLIAMS said that with the introduction of field size to
the ELF, it becanme inportant whether fields stood alone or
| umped together. He renmarked, "There was a provision put in the

1977 |aw, before Prudhoe Bay or anything on the slope started
produci ng, that said where you have econom cally interdependent
operations being conducted, you can lunp together the various
pi eces of whatever you need to recognize the whole operation.

It didn't make nmuch difference if you |lunped together or

not . " He showed an exanple where, before the 1989 changes to
ELF, there was little difference between stand-alone fields and
those that had been |unped together. However after changes were

made to ELF in 1989, he said, "suddenly both fields are a |ot
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bi gger by being conbined than either was separately.” He then
showed an exanple of two fields under the new ELF fornmula and
noted how it "rewards snall ness".

6:39:15 PM

MR, WLLIAMS, in response to Representative Sanuels, explained
that when calculating the apportionnment factor for a conpany,
the percentage of worldwi de sales in Al aska would include the
actual refined products that are sold in Al aska as well as the
pipeline tariffs.

6: 40: 28 PM
REPRESENTATI VE ROKEBERG asked about the nunmbers from the Wod

Mackenzie study, titled "Gobal Gl and Gas Risks and Rewards
2004," that are nmentioned in the handout.

MS. BRADY stated, "W've referred in these remarks to both the
2002 study and the 2004 study that Representative Sanuels just

announced wth Senator Therriault, that they're going to
rel ease. We asked for the sane ability to release information
and we are in the sanme situation as the ... legislature talked
about today. W are still reviewing those figures to see what
t hey nean. But the figures that we have ... in there we have

perm ssion to rel ease. ™

REPRESENTATI VE ROKEBERG comented that he mssed the press
conference and he doesn't know what was rel eased today.

M5. BRADY responded that she has permssion to talk about the
information that [is included in the handout].

REPRESENTATI VE ROKEBERG remar ked t hat he si gned a
confidentiality agreenent and therefore he is constrained to
aski ng questi ons.

CHAI R KOHRI NG noted that he has a copy of the news rel ease that
he can share.

6:42: 31 PM

REPRESENTATI VE ROKEBERG par aphrased the page 29 of the handout,
whi ch read:

As in the 2002 study, Alaska's tax reginme (state,
| ocal and federal) tends to stay in the mddle of the
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pack worldw de, although at higher roil prices, it
noves the State into a nore conpetitive position
This is positive. It reinforces the concept that
governments can influence through their tax policies.

REPRESENTATI VE ROKEBERG comment ed:

This seenms to indicate that, M. WIlianms, the
testimony you gave before the [House Ways and Means
Standing Committee] last spring indicates the policy
of the state when you were wth the state
adm nistration was to <create a situation in our
mul ti ple sources of petroleum revenues a greater take
for the state of Al aska when the prices are low, and a
sliding scale, if you will, or a scale situation where
its prices increase the percentages of the state take
would go down albeit the gross revenues would go up

but the percentages would go down. And there's been
sonme criticism about that. Wuld you care to coment
about that ... in terns of any ... argunents that you

can bring before the conmttee?
6:44:17 PM
MR. W LLI AMS responded,

First of all, that is how Al aska works. And part of
the reason for protecting the downside is that, in the
1970s ... and the early 1980's ... oil was just as big
a percentage of the budget as it is now And if it
goes down, our revenue is inpacted; it would not be
the right time to be cutting taxes even further
because the oil conpanies are also being squeezed....

When oil revenues fell to less than a billion dollars
a year in 1986 ... the people needed governnent
services and that would be the wong tine to be doing
a cut for the oil conpanies.... To keep the revenues
there we end up, unfortunately, taking a |arger piece
of what's available, a higher percentage. It's
bal anced out, if you have |ong-term expectations....

This regressive aspect of the tax gives encouragenent
to people who are Wldcatters because they're hoping
that when oil prices are high they're going to have
[large operating margins].... If the state's taking
away the upside then it's reducing their expectations
about what they m ght get.
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6:46:15 PM

MR. WLLIAMS, in response to Representative Rokeberg, explained
that the production tax is about a quarter of the total
petrol eum revenues that the state receives. He said that it was
higher in the past "because the fields were higher and nore

robust and they had higher economc I|imts factors.” He
expl ained that when fuel is at a low price, it reduces the
wel | head, or netback, price. The royalty and production tax

continue to cone off the top, but the costs don't come down just
because prices have, so the operating nmargi ns get squeezed.

6:48: 45 PM

REPRESENTATI VE MCGU RE asked how other countries take into
simlar problens wthout using an ELF

MR. WLLIAMS replied that Alaska's [ELF systen] is unique. He
remarked that the real question is whether investnents are being
made in Al aska.

6:51: 27 PM

M5. BRADY comrented that oil will continue to be the nminstay
for Alaska's econony, and once the gas pipeline and ANVWR are
opened it will continue to be strong for the next 50 years. She
returned to the topics of price and volune of oil. To
illustrate the state's lack of influence over the price of oil
she described instances where the state has weathered severa
high and low oil prices swings over the |ast few decades. She
said, "W can't do very nuch about prices ... but we can do
sonet hi ng about volune." Wen the ELF changes were nade in 1989
the state [taxed the Prudhoe Bay and Kuparuk fields the nost]
because those two fields were producing 2.1 mllion b/d, and the
state knew that in the future the fields would not [produce such
hi gh vol une of oil] because the costs woul d increase.

M5. BRADY opined that if there had not been any [further
investnments after 1989], [the oil industries] would be producing
| ess than 300,000 b/d, and therefore the State of Alaska would
not have the budget that it has now. She then remarked that
[ conpanies began to drill for] heavy oil in 1997, alnost 10
years after the 1989 ELF changes. She said, "On the basis of
the promse that there would be no tax on those [heavy oil]
fields, it took about 10 years for them to be devel oped and
starting to produce ... and now we're starting to get tal k about
taxing them again after the investnents have been nade." She
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noted that by 2003, the satellite fields, the heavy oil
production, and the WIdcat exploration began to be a |I|arger
part of the [total industry] investnents.

6: 55: 37 PM

M5. BRADY turned attention to another graph which depicted the
investments that DOR predicted the state wll need in the
future. She commented that the DOR forecasts that the state
will drop from about 900,000 b/d to about 800,000 b/d between
2005 and 2015. Noting that this would be the |east anmount of
production the state has dropped since 1989, she stated that "by

normal course of events” the [declining fields] wll Dbe
produci ng only 200,000 b/d by 2015. She renmarked that the big
fields will continued to be the state's "bread and butter”
fields, but she opined that the reliance will becone nore and
nmore on satellite fields, fields that were previously discovered
but not developed, heavy oil fields and WIdcat exploration.

She said that in 1989, "All [the state's] oil was comng from
Prudhoe and Kuparuk, nothing el se counted. They were hoping for
nore, that's why the legislature said, 'Ckay, we're going to hit
the big fields hard [wth taxes] but everything else is going to
be hone free because we need that production."'"

6:57: 12 PM

M5. BRADY posited, "If we don't get this production, no matter
what the prices are going to be, w're going to be in a world of
hurt. If we're getting the noney that we need ... for new
production then we are conpetltlve If we're not, then we need
to start figuring out why..

MB. BRADY sai d:

W believe right now that the state's tax system is

wor ki ng the best a tax system can work. [It's not the
perfect tax system but it 1is pretty darn close.
You're getting i nvest nment s in heavy oi l, in
satellites, in fields ... and in WIldcat. So we are

getting the investnents that we need right now wth
this tax system The state is getting a consistently

high return overall, especially on the nedium prices
and even at high prices.... So we are very nuch hoping
that the fiscal system will stay the way that it is
and ... that you keep in mnd that we continue to need

t hese four kinds of investnent.
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6: 58:51 PM

REPRESENTATI VE SAMJUELS asked how the state audits worl dw de tax
returns.

MR. WLLIAVS replied that the DOR allows the conpanies to use as
a substitute its financial book incone which is the sum of two
parts: the anobunt reported to the Internal Revenue Service for
the U S. business, and the financial accounting incone for the
rest of the world.

7:00: 08 PM

MR. WLLIAMS, in response to Representative Sanuels, rem nded
the cormttee that whether the conpany needs 300 b/d or 1,000

b/d [to break even], the ELF was still 0.95. He said, "The
formul a worked very well; it was extrenely clever."
7:01: 28 PM

REPRESENTATI VE ROKEBERG asked Ms. Brady, "Wuld you care to
cooment on the statenents nmade by the governor about his
comunication with AOGA as an organization regarding his
potential adm nistrative order, and what in fact you perceive to
be his nessage? ... Can you descri be what he warned you or asked
you to do?"

M5. BRADY replied, "No, | wouldn't."” She further explained that
AOCGA sent a letter to the governor, which they also released to
the press, "t hat relates not only what C [ AOGA' s]

under st andi ng of what he asked us but what our response was....
W're perfectly open to giving that letter to anybody who wants
[one]. We are sorry for the m sunderstanding on both sides."”

7:02:51 PM

REPRESENTATI VE SAMUJELS asked if AOGA woul d support the creation
of nmore exploration credits for those conpanies that are making
noney at a high end.

MR WLLIAMS responded that <credits nust be designed to
i nfluence the explorers. He opined that the current credits
don't take into account the types of costs that are used to nake
the decision whether to explore or not. He said that the DOR

has attenpt ed to fix this t hr ough regul ati ons, but
"unfortunately it was presented in a way to [legislators] ...
that makes that difficult."” He enphasized his belief that the
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| egislature should design <credits to influence the oil
i ndustry's explorers, and that the ELF is nore of an incentive

than past credits. He said that the industry would prefer a
system that "makes Alaska attractive"; the fact that Al aska
takes a smaller percentage at high oil prices nakes oil

devel opment nore attractive for a conpany that has a lot of
noney out at risk for many years.

MR WLLIAMS noted that there are four different kinds of

devel opnent investnents: in-field, satellites, heavy oil, and
Wl dcats, and said that the economcs of each of these
investnments is different from the other. He explained that the
Wl dcatters have to put a lot of noney upfront and wait to see
if they can recover it, while other explorers drill and see an
i mredi at e payout. He stated that offering an incentive in one
of these [types of devel opnent investnents] can have carry-over
effects [to the other types]. He enphasi zed the inportance of

determ ning these effects before acting.
7:07:46 PM

M5. BRADY recalled that in the 1980s the oil prices were very
high then very low, with a nedian price of about $18 [per
barrel], and even in the last four years the nedian price has
been $23. She said that [for the oil industry], years of high
oil prices make up for the years when the prices were | ow

7: 09: 48 PM

REPRESENTATI VE MCGUIRE remarked that [there are runors that]
perhaps oil conpanies were msusing the ELF fornula. However
she said that it appears that the effects of aggregation were
di scussed and the |legislature understood that ELF would change
t he aggregation behavior [of the oil conpanies].

MR. WLLIAMS repli ed:

That was a consequence of naking field size such a
powerful part of the fornmula in the ELF. Suddenly to
aggregate or not to aggregate becane very nuch nore
i mportant. The DOR has in fact adopted a regulation
[15 AAC 55.027] that allows conpanies to cone in that

are proposing to share facilities, typically a
satellite situation, and get a ruling from the
departnent saying that the satellite wll have a

separate ELF from the field that owns the facilities
it's going to share. And so those rulings have been
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gr ant ed. That's ... how the admnistrative response
has been to deal with the issue; there's standards
that are set out in the regulation about what are the

criteria the departnment will use because the statutory
phrase S "econom c i nt erdependence”, not
"interrel atedness”".... That neans each depends on the

ot her, not that they influence each other.
7:12:31 PM

CHAIR KOHRING comented that he would be wlling to explore
potential legislation to offset the effects of the increased
t ax. He said perhaps the legislature can offset the effects of
the increased taxes through incentive legislation such as tax
credits or royalty reduction.

7:13:51 PM

REPRESENTATI VE ROKEBERG asked that the commttee neeting tinme be
changed, and noted that he will not be at the next neeting.

ADJ QURNVENT
There being no further business before the commttee, the House

Special Committee on Ol and Gas neeting was adjourned at
7:15: 00 PM
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