M NUTES
SENATE FI NANCE COMM TTEE
SENATE RESOURCES COWM TTEE
March 4, 2006
10: 03 a. m

CALL TO ORDER

Co-Chair Lyda Geen convened the neeting at approximately
10: 02: 11 AM

PRESENT

Senate Finance Commttee:
Senator Lyda Green, Co-Chair
Senator Gary W1 ken, Co-Chair
Senat or Fred Dyson

Senator Bert Stedman

Senat or Lyman Hof f man

Senat or Donny O son

Senat e Resources Committee:
Senat or Tom Wagoner, Chair
Senat or Fred Dyson

Senator Bert Stednman

Senat or Ben Stevens
Senator Kim Elton

Al so Attending: SENATOR GENE THERRI AULT; SENATOR GARY STEVENS;
SENATOR GRETCHEN GUESS; JI M EASCN,

Attending via Teleconference: There were no teleconference
partici pants.

SUMVARY | NFORVATI ON
ACT! ON NARRATI VE

AT EASE 10:29: 03 AM

SB 305-O L AND GAS PRODUCTI ON TAX
HB 488-O L AND GAS PRODUCTI ON TAX
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The Joint Conmittee heard a presentation on the conmpanion bills
by a consultant to the Legislative Budget and Audit Conmittee
No action was taken on the |egislation.

SENATE BI LL NO 305

"An Act repealing the oil production tax and gas production
tax and providing for a production tax on the net val ue 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 settlenment 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 under
AS 43.55; 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 disclosure 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 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 anendnents; and
providing for an effective date."

HOUSE BI LL NO. 488

"An Act repealing the oil production tax and gas production
tax and providing for a production tax on the net val ue 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 settlenent with
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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 under
AS 43.55; providing for tax credits against the tax due
under AS 43.55 for certain expenditures, |osses, and
surcharges; relating to statenments 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
t he 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 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 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 amendnents; and
providing for an effective date."

Presentation by Legislative Consultant Ji m Eason
On
Proposed Q| and Gas Production Tax

10: 43: 15 AM
JIM EASON, Legislative Consultant, detailed his background in
the petroleum industry and governnent. Hs testinony was

outlined in a handout titled, "Presentation by Jim Easton" [copy
on file].

M. Eason read a quote from Page 2 of the handout into the
record as foll ows.

Who Said It ...and when?

Since discovery of oil in conmercial quantities on the
Kenai Peni nsul a in 1957, t wo gr eat interrel ated
responsibilities face the Legislature. One will be that of

encouraging future exploration and greater production.
G eater cost factors such as those incurred in reaching and
devel opi ng i naccessi bl e fields may af f ect Al aska's
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conpetitive position in world markets. W wll wsh to
consider how far to go in creating a favorable investnent
climate toward attracting new payrolls and realizing renta
and royalty incone for the state.

M. Eason attributed this statenent to fornmer acting Governor of
Al aska Wade, on the occasion of Alaska's first State of the
State address of January 1959.

Page 3

The Chal | enge
* Your responsibility is not wunique - but you are
relatively better situated because you have the
benefit of historical perspective.
e Anmpbng your considerations, there is only one certainty
- your nunbers are wong, but not necessarily bad

e Wiy are your nunbers w ong?
0 Geol ogi cal uncertainty
o Production volune forecasts
o Price forecasts
o Failing to identify and quantify the range and
magni tude of credits and deductions
* Not much control of these uncertainties - best
j udgnent .
* Your choice of words, however, can reduce fiscal risk
and provide greater certainty.

M. Eason stated that the legislators are not in a unique
position in revisiting how to balance the states interests in
pronoting and benefiting from exploration of oil and gas. This
history is alnost 50 years. The questions have always been hard.
However, the legislators have the benefit of the past 50 years

efforts that was not available to earlier state | eaders.

M. Eason intended to discuss this history in his presentation
as several nenbers mght not be famliar wwth the major concerns
of past efforts, particularly litigation that has shaped oil and
gas law in the state.

10:48: 07 AM

M. Eason qualified he is not an attorney and does not intend to
interpret |law. However, in his capacity as a State enpl oyee, he
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attenpted to "unravel sone of the problenms that had been
created".

M. Eason announced that this presentation would contain "
nunbers", but would instead focus on the | anguage.

no

M. Eason stressed the one certainty of the proposals before the
| egislature is that the figures were incorrect. This is not
necessarily a negative. However, sonme would advise on the best
way to interpret those figures and understanding that the
figures were incorrect would be inportant in considering this
advi ce.

M. Eason stated that geol ogical uncertainty is one reason the
figures were incorrect. A unique conbination of events nust
occur before oil and gas could form and nore uni que events nust
occur for that oil and gas to mgrate to a trap and be
di scovered by sonmeone possessing the ingenuity to extract it.
The vast majority of discoveries are not conmerci al .

M. Eason remarked that this situation would not change
significantly with incentives. Exploration would expand and nore
di scoveries would occur. But assumng quantification of this
would be a mistake. Each legislator has a different |evel of
reliability on the information provided.

10: 51: 04 AM

M. Eason |isted another wuncertainty as the production volune
forecast. Significant nodeling has been presented to denonstrate

t he Depar t ment of Nat ur al Resour ces' and consultant's
predi ctions. But in reality, the spectrum of production
forecasting varies from known reserves that have been producing
for sonme tinme, to forecasting undi scover ed r esour ces.

Forecasting known reserves could be relatively accurate, while
forecasting undi scovered resources is highly specul ati ve.

M. Eason renmnded that the legislature is aware of the
vari ations of price forecasts, as these are addressed each year.

M. Eason cautioned that the aforenentioned uncertainties could
not be controlled. Additional sanpling and undertaking "things
around the nmargins" could inprove the reliability of engineering
and geol ogi cal assessnents, "but you can't put oil where it
isn't and you can't put gas where it isn't either”
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M. Eason stated that focusing on the |anguage of negotiations
and statutory changes could assist in controlling expectations
and econom ¢ assunpti ons.

M. Eason stressed the inportance of review ng and understandi ng
past situations. H's concerns with proposed |anguage are based
on the history of prior oil and gas rel ationshi ps.

M . Eason enphasi zed his comments are not intended to inply that
any of the past relationships are bad or one-sided, but rather
are normal conmercial relationships. A tension exists between
the State as | easer and tax authority, and the |essee that pays
the tax and royalty. This tension is inevitable.

M. Eason indicated that the |anguage of any agreenents could
| essen this tension.

10: 54: 40 AM

M. Eason spoke of the inevitable tensions that would devel op
bet ween statutory changes and the reaction those changes create.

Page 4
e Cook Inlet exanple - "wells" versus "conpl etions"
* North Slope exanple - the disaggregation and

aggregati on i ssue.

 ANS Litigation H story - the past can be the key to
the future.

* The nost costly words - the ANS royalty litigation.

* Wiere and how - "at the well"” and in a nultitude of

ways.
M. Eason began wth the situation involving resource
developnent in the Cook Inlet. The economc limting factor

(ELF) has been in effect for several years. The assessnent that
ELF has not been sufficient for the State in recent years has
beconme apparent. An obvious reason relates to disaggregation and
aggregation effects. Previous problenms also denonstrate how
| anguage could be wused to produce a different result for
affected parties.

M. Eason told of an incident involving producers operating in
Cook Inlet whereby a policy was adopted to change the way wells
were characterized resulting in a |ower ELF. Agreenent would be
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likely anong | egislators about the definition of a well: "a hole
in the ground"” that could access oil, gas, water, etc. However
a practice developed to consider the nunber of conpletions
inside a well to determne the nunber of wells present. That
affects the calculation of ELF, and reduces the State's revenue.

M. Eason gave another exanple as the aggregation affect from
the recent changes in Prudhoe Bay taxation for oil devel opnent
activities. The mtter of disaggregation that preceded this
received less attention. For a nunber of years, the Prudhoe Bay
devel opment was treated as a "very large field', and then a
practice began in which segnents of that field were naned as
i ndividual fields as they were newly delineated or extended. The
issue is a question of interpretation. The decision makers "on
both sides" involved were "differently positioned”; some
ascertained these were not new fields, others contended they
were. Forethought could have avoided this problem and early
di scussi on coul d have resol ved the di spute sooner.

M. Eason next addressed large problens and the |essons they
could provide. The nost fanmpus was the ANS royalty litigation.

10: 58: 17 AM

Page 5

The Lessons

 Mlestones in the ANS Litigation.
0o ANS field cost allowance settlenent (1980)
o TAPS Agreenent - "just and reasonable rates”
(1985)
0 Royalty Settlenment Agreenents (early 1990's)

e One conmmon |esson |earned - reasonable opportunity to
revisit fiscal provisions critical to long term
satisfaction

o ANS field cost allowance history and nagnitude
o TAPS Settl enent
0 Royalty Settlenment Agreenents

M. Eason provided a history of the ANS litigation. In 1959 as
the State was considering a conpetitive |easing program the
| anguage of the federal |eases was reviewed and regul ati ons and
a draft |ease form were adopted based on the federal exanple.
Shortly after drafting the lease form the assistance of a
consulting attorney from San Francisco was offered. This
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attorney represented a famous law firm with offices located in
the Chevron Building. Wth the participation of this attorney,
sone terns were changed, including terns pertaining to "val ue"
and how price would be established. This created a situation in
which the State could benefit relative to other |eases, but it
al so introduced a "series of questions", which becane an issue
when production was beginning in 1977. The ternms were costly and
wer e based on how and where the State's royalty woul d be val ued.

M. Eason said the issue appeared sinple but was not, and
resulted in litigation that l|asted 17 years and cost "untold
mllions of dollars.”

M. Eason defined the debate as whether the "State's oil" would
be "valued at the well", as the |anguage of the |ease actually
said, or that the value would be determ ned when the oil reached
the "edge of the wunit or field', as intended by the |[ease

drafters. Also at issue was determning the allowable and
reasonable transportation down the pipeline and on marine
vessels, as well as how to value the different trades,
exchanges, external sales and other transactions nade before the
oi | reached "distant markets".

11: 01: 40 AM

M. Eason infornmed that imediately upon production in 1977, it
became apparent that all the |essees operating on the North
Sl ope had different interpretations of the |anguage. The anounts
they reported for their royalties reflected this. At the tineg,
this was "unfathomable" for State officials to understand.

M. Eason related that the process began to settle this matter
in the court. "CQbviously, those few words grew into a host of
separate issues."” Over a nunber of vyears, the State and the
def endants argued and attenpted to resolve all the issues.

M. Eason told of several "mlestones" achieved during this
process. An early decision ruled that the State did have sone
obligation to participate in the paynment of fuel <costs and
processing costs of oil if the oil was taken "in kind". This
resulted from a provision inserted by the consulting attorney
that allowed paynent in kind, but failed to indicate the State's
obligation for processing costs.
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M. Eason continued that interest was expressed in the process
of refining during the tinme of the aforenentioned court
decision. The judge's decision included a ruling that although
the State nust pay an in kind processing fee, doing so could
violate the legislative direction and therefore the State nust
calculate the loss. As a result, the producers negotiated a
settlement in 1980 called the ANS Fuel Cost Settlenent. The
State agreed to pay 43 cents per barrel for processing fees.
Simlar arrangenents were nade for gas production.

M. Eason pointed out that an "escalator" formula was adopted
that provided for adjustment of the producer price index. Over
time, that anount has increased to the current cost of al nost
one dollar per barrel. The State nust determne how to proceed
with future devel opnent of gas and oil.

M. Eason |listed a second m|lestone of the litigation process as
a determnation of the method of calculating a tariff for the
Trans- Al aska pi pel i ne.

M. Eason surm sed that nost agree that the "State's decision
may have been deficient in sonme respects.” Wether this is true
is subject to individual interpretation. The decision was made
at a tine when expectation was that Prudhoe Bay contained a
certain anount of reserves, a certain amunt of costs would be
i nvol ved and that additional production could occur. The record
of these calculations is limted. The decision resulted in a
tariff recently determned to be high, and that could not be
changed by the State for sone time and which the State nust
defend in the event of other challenges. This has been a ngjor
inpedinment for third party Ilessees and other producers.
| ntentions were good, but the provisions were inadequate.

M. Eason noted that near the end of the litigation process, the
State appointed a team of negotiators to attenpt to resolve the
outstanding oil and gas issues before the final court date. This
resulted in a series of royalty settlenment agreenents reached
with Atlantic Richfield Corporation (ARCO, British Petroleum
(BP) and Exxon.

11: 06: 22 AM

M. Eason detailed that these agreenments "substituted for the
di sputed value and price |anguage of the |ease" and created a
new system in which the parties negotiated individual valuation
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provi sions for each contract. Al three agreenents were based on
a "basket of crude oils and an evaluation of the differential
movenent of the averages of the daily spot prices for those
crude oils nonth-to-nonth, adjusted for transportation, marine
transportation, Trans-Alaska Pipeline System (TAPS) tariff,
quality bank and other costs to nove them back to the North
Sl ope."” These agreenents al so included a reopening provision, as
each party realized "it was highly unlikely" that all parties
woul d be satisfied in the |long-term

M. Eason pointed out that this was an entirely new system The
State had limted experience, in sone cases because of the
uni que m xture of the baskets.

M. Eason asided that the North Slope |essees not involved in
the litigation were offered a one-tine opportunity to select one
of the three settlements to apply to their calculation of
royalty. That process has continued. A nunber of reopeners have
occurred in all three of the nmjor producer settlenents. One
pendi ng reopener is beginning a second arbitration. Arbitration
is provided in each settlenent.

M. Eason relayed opinions "from both sides" judging the
settlenments as good, as producing fair value for the parties,
and that the mechani sns adopted have worked and served well in

identifying and resolving problens. Mst of the decisions and
conprom ses have been reached without formal arbitration.

M. Eason reiterated that the three settlenments all included an
arbitration procedure.

Page 6

Exanpl es of Concerns
* Point of Production
e Definition of Gas Processing Facilities
e Definition of Gas Treatnment Facilities
e The unknown relationship of terms to a stranded gas

contract
e The wunquantified but major deduction and/or credit
exposure - "abandonnent”

* Pendi ng Questions
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M. Eason next addressed his <concerns wth the proposed
| egi slation, based on the prior litigation experience and the
under st andi ng of the inpact of the |anguage.

11:10: 59 AM

M. Eason noted that value would be neasured at the point of
production. The point of production determnes "where the
obligation to the State begins" because the State would not be
assessed a portion of the production costs for activities before
t he point of production. Postproduction is different.

M. Eason spoke to the conplexity of activities within the
processing facilities on the North Slope, which State officials
had not focused on. The design and |ayout of gas treatnment or
processing plants is not standardized.

M . Eason cautioned against allow ng producers to construct and
operate these facilities solely for the benefit of changing the
val ue.

M. Eason qualified that the legislature has been requested to
not consider the inplications of a possible natural gas pipeline

pr oposal in cont ext with this bill. However, t he
interrelationships and |inkages between the terns of that
contract could inpact the interpretation and adm nistration of
this bill. The definitions for gas treatnent plants and gas
processing facilities are new. The State would be vulnerable
without a full wunderstanding of how the parties intend to
admnister this, as well as an wunderstanding of how the

facilities would be designed and built. This question has been
posed in witing and to date an answer has not been provi ded.

M. Eason remarked that the processing and treatnment facilities
serve several purposes, which affect oil and gas. An allocation
and attribution of cost is "sonetinmes just unique" to a
particular facility. Understanding the inpacts of this would be
i mportant. Because he did not have sufficient information, he
could not advise on the inplications on the costs of deductions
and credits.

M. Eason identified another potential concern as the "breadth
of the |language allowing deductions for essentially all
qual i fied expenses for exploration, production and devel opnent."
Existing definitions of oil and gas terns denonstrate nultiple
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ways to assess exploration, production and devel opnent. An exact
listing of the qualified expenses is essential.

11:14: 32 AM

M. Eason inforned that sone independent processors share this
position.

M . Eason stated this issue relates to tension between
departnmental regulations and legislative statute and would be
worthwhile to establish. The cost ramfications <could be
significant.

M. Eason spoke of the likelihood that the State would be
responsi bl e for abandonnment costs under the provisions in this
bill. This was confirmed in a witten response issued by the
Department of Revenue, in which the Departnent indicated it did
not have any estimate, nor had it nodeled any estimtes of those
costs for the purposes of pricing. The reason was cited that the
Departnent did not have enpirical data necessary to cal cul ate an
estimate. The anmount is significant.

M. Eason understood the legislature was considering allow ng

deductions and «credits for expl orati on, production and
devel opment expenses for every well drilled and for capital
facilities. Securing a "proxy for these kinds of nunbers" is

possi ble. The "nunber is large enough” for him to recomrend
doi ng this.

M. Eason asserted that the State has no obligation to
participate in the cost of abandonment of the facilities
currently in place. This cost is assunmed and recogni zed by | ease
purchasers. Federal and State tax provisions allow certain
deductions for abandonnent expenses. This |legislation would
al | ow deductions and potentially credits for those costs.

M. Eason indicated the absence of public information regarding
the 16 platfornms located in the Cook Inlet. The US GCeol ogical
Survey conducted a study two or three years prior on the
platforns |ocated along the coast of the state of California.
Sonme of the facilities are large and sophisticated with | oading
facilities, which are unlike any that would operate in Al aska.
Wthout defining the nonetary reference, he stated that the
smal l est platforns operating near California "were at $10.3
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mllion up to about $129 mllion". The mgjority, 12 of 23, were
sonewhat | ess than $30 million "but still big nunbers.

M. Eason enphasized other factors nust be considered in the
decision to abandon, including transporting heavy lift vehicles
to Alaska. Efficiencies could be achieved by having a nunber of
abandonnments done in the sane season. However, the actual costs
are unknown and would be significant. He cautioned against
allowng a situation "on the revenue stream of a magnitude and
timng that would be unfortunate.”

M. Eason noted indications of conpanies' understanding of their
responsibility for the cost of abandonnent of facilities |ocated
in Al aska where they have net profit share |eases. The D vision
of Ol and Gas records provide information about the actual
abandonment cost cal cul ated agai nst net profit.

M. Eason related that "Endicott”" had a net profit share
al l owance of $110 mllion in 1995 for abandonment of "those
facilities". The Division contends the anmount is high and that
the amount reflected the cost of abandoning the island on which
the facility was |ocated. Questions were raised about whether
the federal Environmental Protection Agency and other agencies
would "require that" or whether the "island would be sinply
stripped of its arnor and just be allowed to go back to nature.”

M. Eason stated, "assuming the best case they were still
| ooki ng at about $60 to $80 million. In the case of Endicott,

11: 20: 04 AM

M. Eason continued that the Division has other evidence from
submtted applications for royalty productions. Although the
identities of the conpanies were confidential and the specific
all ocations the conpanies estimate as "proper"” could not be
reveal ed, the "nunbers that they have represent seven to 20
percent of the total facility plus well <costs for these
devel opnments. "

M. Eason referenced "North Star" as having "$75 mllion"
noting, "the public information on that was... around a billion
dollars for developnment."” Therefore seven to 20 percent as

estimated by the Departnent of Natural Resources, should be
considered in terns of "the world" from "Swanson River, across
Cook Inlet, to the North Slope, because there are a lot of
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facilities that are going to have to be abandoned." Uncertainty
exists of what the requirenents would be, but "people' s view
could provide an estimate in a "collective sense" to ascertain
"what ki nd of exposure you' ve got there."

M. Eason indicated the attenpts to identify and address "Il arger
potential issues”. The joint resources comrittees have posed a
series of questions.

M. Eason qualified that sone information was outstanding and
woul d hopefully be received to provide greater clarification.

Page 7

Recurring Hi storic Thenes
e The use of the unit operating agreenents
o Substantial weight (see Sec. 21, pg. 12)

» The adoption of royalty settlenent nethodol ogies (see
Sec. 20, pg. 10)

e Arbitration

M. Eason noted that these thenes have arisen in the context of
settlement negotiations on behalf of the Departnment of Natura
Resources, and unit negotiations "to create a unit" or discuss
devel opment plans, and in the context of royalty settlenent
agreenents, which he hel ped negotiate for the State.

M. Eason asserted that a "slight red flag" arose as he
considered this bill relating to the reference of the "unit
operating agreenent” as one indicator of <cost. He was not
concerned that the unit operating agreenent would be reviewed,
as current authority provides for this and all factors
indicative to qualify deductions should be considered. However
substantial weight should not be given to the one factor through
| egislative directive. He did not understand the inplications.

M. Eason pointed out that the State has no authority to change
the working unit operating agreenments between parties or require
renegotiation. He detailed the processes of these agreenents and
the nmultiple changes that occur.

M . Eason recomended | egi sl ative preference be retained.

M . Eason expressed additional concern with | anguage included in
Section 20 of the bill that references the royalty settlenment
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agreenents negotiated by the Departnent of Natural Resources as
one indicator of value. Currently the Departnent of Revenue has
broad authority to assist its efforts in determning the value
of the royalty that would be reduced by transportation and ot her
expenses. Relative to the Department of Natural Resources, "it's
an extraordinary position" because the Departnment had to rely on
the terms of the contract, which were disputed. A settlenent of
this dispute was necessary if the State were to "get anywhere".
The Departnent of Revenue is in a stronger position due to
significant precedent, court reference and its decisions are
"usual ly pretty strong and pretty well defended."”

M. Eason stated that although the royalty agreenents have
"wor ked well and perforned well, they have not perfornmed as well
financially over tine." The Division of Gl and Gas and the
Department of Revenue provided data that indicated that the
first ten years of those settlenment agreenents, wth the
exception of a two-year period, the tax severance val ue has been
higher. In the nost recent period of 2001 through 2005, the
difference has been consistent and about 40 cents per barrel
nore "on the severance tax side on average than the royalty
side". This could increase.

11:26: 50 AM

M. Eason was also concerned that because the |inkages between
this agreenment and the potential gas agreenent are unknown, the
settl enment nethodol ogies referenced by the Departnent of Natura
Resources also contain arbitration provisions. Wether this is
relevant to the Departnent of Revenue at this tinme is uncertain.
Arbitration, if it were used in a tax setting, would not provide
the same protection as the State currently has. The arbitration
provi sions, although different for the three mgjor settlenents,
remove the dispute from the "normal adm nistrative and judicia
arena where the Departnent of Revenue has sone deference" and
transfer the disputes to a "relatively unpredictable arena” with
l[imted discovery. If the issue were highly technical, the case
would be difficult to "nake" because of differences in timng
and record building relative to the status quo.

Page 8

Recommendat i ons

 Take the tinme to confirm the |essees’ AND the DOR s
intent where there is an anbiguity
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e Expect linkages and try to understand how they may
affect or be affected by future events

« Take advantage of your "extra eyes".

M. Eason overviewed the recommendations and concluded his
present ati on.

Senator Therriault attenpted to understand and appreciate the
i nportance of the point of production. The |ocation of the point
of production would affect the transportation costs, a portion
of which the State would be responsible for offsetting, or would
affect the up field expenses that would be deducted from net
incone. Yet the State has no control over the structure of the
processi ng equi pnment. He requested nore information on the point
of production. Two different systens exist: the royalty tax
system and the taxable income system The |ocation of the point
of production inpacts the two systens.

11:31: 41 AM

M. Eason replied that it was a "matter of law' wth precedence
established through the Departnent of Natural Resources and in
court deci si ons. Senat or Therriaul t described the issue
correctly with regard to the location of the point of production
determ ni ng val ue.

M . Eason suggested having an understandi ng of the current point
of production for tax purposes and to determ ne whether the
poi nt would change for anticipated facilities for a North Slope
"gas sal e".

Senator Therriault cited a question the consultant had submtted
to the Departnment of Law asking, "please provide and identify
the point of production at each unit in the State under existing
statutes, regulations, agreenments - provide the same under the
definition as proposed.” A response was forthcom ng. He surm sed
this request is to review the history and understand the
conplexity of the different fields. He asked if the wtness
suggested that this history could influence a determ nation as
to where the point of production should be for future projects
to alleviate sonme of the uncertainty.

M. Eason recommended the identification of whether or not the

change of definitions and factual circunstances conbined wth
the construction of new facilities would change the State's
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obligation. It is a question of "relative effects”. The changes
are proposed without a full discussion of the rationale and the
inplications of potential Ilinkages for an agreenent "that
everyone knows is finished and is waiting to see." Wth the
exception of the negotiators, the producers' intentions for the
| ocation of point of production are unknown.

11: 37: 02 AM

Senat or Dyson asked the range of the volume reduction per barrel
t hat occurs between the well head and the edge of the field after
"taking out" the water, municipal gas and other "things".

M. Eason could not provide an answer at this tine. Wter
content is growing over tine and other factors are occurring on
a continuum He deferred to an engineer currently involved in
t he neasurenent and processi ng.

Senator Dyson asked if the range is approximately ten to 30
per cent .

M. Eason estimated "the | ow end".

Senator Therriault referenced Section 20 of the bill on page 11
and subparagraph (1) on lines 6 and 7 that provides "a royalty
value determned under a royalty settlement agreenent between
the producer and the state, with adjustnents if appropriate”.
Different nethodol ogies are used by the Departnent of Revenue,
the Departnment of Natural Resources, and the federal Departnent
of Interior. The proposed nmethod would be the "lower of all
three" and he has been told the anmpbunt would be up to one dollar
per barrel, which he considered substantial. He asked for an
expl anation of the variations over tine.

M. Eason inforned he has seen adjusted and unadjusted data on
the "royalty side". The |essees would have authority under the
agreenent to adjust for certain errors and om ssions, which is
"bookkeepi ng" to account for physical neasurenents. Prelimnary
data indicated "sonme delivery timng issues on the tax side that
really left sort of an apples to oranges conparison.” He
suggested that the database would include "sone high nunbers”.
The 2000 through 2005 period included sone relatively high
figures that were wunadjusted. However, the finalized figures
were approximately 40 cents per barrel on average.
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11: 40: 57 AM

Senator Hoffrman recounted statements asserting, "ELF isn't
wor ki ng". He asked the point the current system failed, whether
it was when the price of oil exceeded $40 or $50 or another
factor. He questioned the July 2006 effective date of this
| egi sl ation and i nstead proposed a retroactive inplenentation.

M. Eason indicated this was a broader policy issue, which he
deferred to the Murkowski Admi nistration. This bill would change
to a tax based on profits from the current tax based on
production. The current system was adequate before the resource
devel opnent at Prudhoe Bay was aggregat ed.

Senator Hoffman renmarked that the policy question mnust be
addressed; whether to nmake this |legislation effective on July 1,
2006 or the date at which oil prices reached $50 per barrel.

M . Eason indicated that an analytical and mathematica
exam nation of the issue could be undertaken.

Senator Elton referenced the wtness' statenents that this
| egislation nust be "sorted through on facts" and that the
| egi sl ature does not have all those facts. He asked if this
related to the negotiations for a natural gas pipeline, which
have been confidential and that decisions regarding oil and gas
taxes should not be made w thout know edge of the specifics of
t he negoti ati ons.

11:45: 37 AM

M. Eason corrected this was not his intention. Rather efforts
to secure information would |ikely be successful. However, if
that information were not received, the State would have
addi ti onal "exposure". Changes to a tax structure would always
result in exposure due to unforeseen factors but as many issues
as possible should be resolved before changes were inplenented.
The outconme in 20 to 30 years would be difficult to predict
Hi story has denonstrated this.

Senator Guess referenced the witness' assessnent that the term
"just and reasonable costs" had been discussed in the past and
she noted the term "direct, ordinary and necessary costs" is
utilized in Section 21. She asked iif +the consultant was
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"confortable” wth those terns given past agreenments and
litigation or whether this would introduce new term nol ogy.

M. Eason answered, "I'm never confortable with those sorts of
words,"” as they "invite disputes.” However, he was unable to
suggest better termnology. Each term has the potential for
di sput e.

M . Eason had greater concern with the "breadth" of the eligible
cost of exploration, production and devel opnent because he could
not identify any expenses that would not qualify. He anticipated
that costs would be clainmed that had not been considered,
i ncl udi ng abandonnent costs.

11:50: 09 AM

Senator B. Stevens appreciated the wtness' coments about
uncertainty in the nunbers presented and factors beyond the
ability of forecasting. Senator B. Stevens addressed the
comments about change in valuation based on point of production
and the concerns expressed wth industry constructing or
relocating facilities for the purpose of changing valuation. He
requested a specific exanpl e.

M. Eason clarified that the practice nore often involves
"moving the facilities inside the facility" and defining the
poi nt of production relative to treatnment and processing.

Senator B. Stevens understood the concept of noving the
conceptual point of production. However, he interpreted the
w tness' coment to indicate noving the facility or constructing
a facility to influence point of production.

M. Eason reported that all his experience with this matter has
involved facilities built with the subsequent argunent of the
| ocation of the point of production inside the facilities. The
al l ocati ons nade between oil and gas inside the facilities and
normal handling costs could be structured to take advantage of
the system to sonme extent. Modifications and inprovenents could
be made to facilities that would produce a different result.
This is not nefarious and is "technically inmaterial”, but
provi des an advantage. This is not wong, but nust be considered
before regul ati ons were changed because of the tax inplications.
The issue is that the State's responsibility for treatnment and
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other costs in the future is unknown. Facts nust be established.
Past admi nistrations did not have this infornmation.

11:54: 38 AM

Senat or B. Stevens appreciated the concerns related to
uncertainty regarding the natural gas issue, but stressed that a
gas plant does not exist. If one were constructed, those itens
would be presented to the legislature and addressed at that
point. He directed attention to the inpacts this legislation
woul d have on oil production. He questioned why industry would
construct a facility wthin a facility solely to affect
val uation and not inprove efficiency.

M. Eason clarified this was not the nessage he intended to
convey. His assunptions presuned the changes did not affect
oper ati on.

Senator B. Stevens interjected to cite M. Eason's statenents
that the producer "built a facility within a facility" to change
the point of production. He assunmed this would require
construction of a new facility. This is a conceptual point of
determ ning point of production and what operations are included
in the costs. That would affect valuation. He understood the
intent of this bill is to establish a consistent point of
production for all facilities to sinplify past discrepanci es.

M. Eason was not prepared to agree before receiving all the
i nformation.

Senator Dyson furthered the discussion. Some producers utilize
the term "alignnment”. The negotiations with Governor Mirkowski
would put all facilities in alignment. Wen he and Senator B.
Stevens had worked on the North Slope, they w tnessed producers
"squabbl e over accounting in every facility.”" The producers are
now proposing that the State would have the "sanme interest" and
information as the other owners. This would enable the parties
to challenge the allocation of costs of gas processing. He asked
if the State's interest in oil and gas royalty would be exactly
the same as the other owners to ensure that the partners were
equally attentive to this issue and that the State would not be
t aken advant age of.

11:59: 25 AM
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M. Eason replied this was not his experience. Even when
aligned, natural tensions exist. This |egislation should resolve
sone tensions but disputes would be inevitable. He el aborated on
possi bl e scenari os.

Senat or Dyson assuned the producer would make every effort to
maxi m ze their profits and incone. Al owners of oil and gas
must be vigilant. The witness was cautioning the legislature to
be careful in setting up the agreenents to prevent disagreenents
and vul nerability.

M. Eason affirned.

Senator Wagoner remnded that the process of natural gas
agreenents has not reached that stage. The State is only dealing
with oil matters at this point. The State could consider any
options in addr essi ng nat ur al gas producti on in t he
negoti ati ons.

M. Eason countered that the issue of natural gas is relevant.
Decisions relating to gas are included in this legislation and
woul d i npact the outcone of negotiations.

Senat or WAgoner was speaking nore specifically to stranded gas.

Senat or Stednman regressed to the ELF discussion and the timng
of the formula and aggregation of fields, which was perceived as
"gane playing" to place the State at a di sadvantage. However, he
surmsed the failure of ELF as nore of a function of price
causing the regressive nechanismto royalty and tax.

12: 05: 59 PM

M. Eason acknow edged that the ELF is a regressive system but
nore related to volunme than price and the |large nunber of wells
that nust be operating to reach production. The formula has not
been adj usted properly.

Senator Stedman remarked this information is different than
information received in the past. He recognized that ELF is a
"vol unme and nunber of wells issue" that does not consider price.
Wt hout accounting for price, he asked how this could respond to
"a doubling, and tripling, and quadrupling of price without a
failure of a regressive system"”
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M. Eason agreed it could not. As prices increase fields benefit
fromthe current ELF structure.

Senator Therriault expressed that the problem with ELF began
earlier, although the price acerbates the issue. The affect on
the State's treasury is a function of price and a problem that
could have been "livable®™ has now beconme significant. The
crossover point of the existing system and proposed system is
the concern because when prices are very |low, the broken system
woul d provide nore inconme to the State.

M. Eason affirned.

Senat or Therri aul t referred to the concl usi on of t he
presentation in which M. Eason reconmended taking advantage of
"extra eyes". This relates to a concern that nuch of the
testinony to date from State agency personnel has not included
the Departnent of Natural Resources. In attenpting to understand
this, he spoke to former enployees of that Departnent. He asked
the witness to recount his experiences and provide insight. The
staff at the Departnent is "on the front I|ine, day-to-day"
dealing with producers on issues of |ease |anguage, unitization
| anguage, and the point where a pipe connects to the existing
system Over tine a natural build up of friction could occur,
which he did not necessarily oppose. He would expect this to
exist, but would also expect it would be managed within the
Department. He hoped to receive testinony fromthe Departnent of
Nat ural Resources on this |egislation.

12:10: 41 PM

M . Eason enphasi zed the inportance of the Departnent of Natural
Resources involvenent. Although this legislation is a tax issue,
the Departnment of Natural Resources staff has talent and
| ongevity and the legislature has invested heavily in recent
years to strengthen the Division of Gl and Gas. The State's
econom ¢ interests would benefit over time with this
Departnment's participation. The viewpoints are different, which
is no reflection of agency personalities. This staff has nore
direct facilities-related and unit-rel ated experience. The issue
is very conplex and the Departnent of Natural Resources could
assist in analyzing it.
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Senat or Therri aul t surmsed the legislature should take
advantage of the Departnent of Natural Resources experience,
whi | e bei ng aware of possi bl e prejudices.

M. Eason agreed. All participants have prejudices, which nust
be managed, although this was not a concern. He experienced a
hi gh degree of professionalismwth this agency's staff.

Senator Therriault spoke to novable <costs and <costs of
denobilization. Under the current system the State has no
obligation to participate in these costs and a policy call would
determ ne whether this would change under a new system |If a
decision were made that the State should participate in the
costs, the degree of its obligation would be at 1issue. He
guestioned whether the State should share the cost for a
facility that existed before this change was inplenented and has
been "nothballed" its entire productive life. OQher facilities
have operated for 30 years and would likely continue to operate
for another 30 years, and the determnation should be nade
whether the State would provide a pro-rated share of the
event ual abandonnent costs.

M. Eason replied that the provisions nust be carefully witten.
Pro-rations are conplex and could be cal cul ated by engi neers and
other experts based on the nunber of Dbarrels the facility
produced or by another method. The legislature should make an
i nformed deci si on.

12:15: 14 PM

Senat or \Wagoner proposed that the State <continue to not
participate in abandonment costs. The producer's accounting
systenms includes the eventual renpbval expenses. To change the
current systemcould "cloud the issue".

M. Eason replied that Senator Wagoner "probably outlined the
two ends of the discussion as it noves forward."

Senator G  Stevens asked the inplications of the wtness
comment s about | essons | earned on the duration of a contract.

M. Eason told of exanples of 30-year agreenents that could not
be revisited, including the TAPS royalty fuel cost settlenent,
which all parties agree could be inproved if internal changes
could be mde. He knew of no agreenent that satisfied al

SFC- 06 (23) 03/ 04/ 06



parties unless provisions for sone renegotiation were allowed.
He spoke of his first job at a |large gas field.

12: 20: 37 PM

Senator G Stevens asked if the contracts between producers
all ow for re-openers.

M. Eason replied that resolution provisions are defined at the
onset of the contract with "wordsmithing" attenpted for the
benefit of each party.

Senator Stedman pointed out that industry has the ability to
deduct renoval costs of platforns |ocated in the Cook Inlet from
federal income taxes. The issue is whether the State should
allow a credit and essentially pay 20 percent of the renoval
costs.

M. Eason identified two issues: the deduction to oil value and
t he status quo.

Senator Stedman understood the 20 percent credit for capital
expenditures could be used to offset those expenses, or could be
sol d.

M. Eason affirned.

Senator Stedman surmsed the State would indirectly pay 20
percent of the renoval costs.

M . Eason corrected the anpbunt could be potentially 40 percent.

Senator Stedman stressed the inmediate issue is consideration of
changing the laws and nethods of taxing the oil and gas
i ndustry. A natural gas pipeline my never be constructed, as
the State has already been waiting 30 years. However, the
pot enti al connections to future gas activities nust be
considered as well, and are of sone concern. It is therefore
difficult to "read nore into this bill" than is specified. For
exanple, this legislation would not conmt the State to a
timeframe in which alterations could not be nade. If the bil
were enacted, corrections could be made in the future to
accomodat e "ot her arrangenents”. He warned of the potential to
make an incorrect decision due to "sonmething that's on the table
because it's not."
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12:26: 22 PM

Senat or Wagoner gave Point Thonpson as an exanple for the tax
credit argunment. The leases at that site should have been in
devel opnment, if not producing, nuch wearlier. Recently, the
| easehol der was infornmed it nust drill at |east one well or
submt a plan of intended activities. That directive has been
del ayed six nonths. He asked if these facilities would then
become eligible for the credit under the provisions of this
| egi sl ati on.

M. Eason responded that Senator \Wagoner, “"touched on a
prejudice” of his past experiences, which he detailed. The
| egi sl ature changed leasing laws in 1978 and devel oped a program
to attenpt to increase devel opnent. Many efforts were
undertaken; not all were successful. A successful venture
i nvol ved establishing guidelines for |ease offerings. Efforts
failed in attenpts for encouragi ng devel opnent in the areas east
of Prudhoe Bay, including Point Thonpson.

12: 31: 54 PM

Senator B. Stevens redirected the discussion to the issue of
poi nt of production. He asked if the witness had reviewed the
sectional analysis of the bill prepared by Assistant Attorney
General Rob M ntz of the Departnent of Law.

M . Eason answered that he had listened to a presentation on the
anal ysi s.

Senator B. Stevens pointed out the analysis of Section 31
explains the provision would redefine gross value at point of
production. The interpretation is that "the oil point of
production definition is essentially unchanged. If there's gas
processing, the point of production for extracted liquids 1is
downstream of processing.” He asked if M. Eason agreed wth
this statenent.

M. Eason answered "I certainly believe that | can take Rob
Mntz' representation of it."

Senator B. Stevens continued to the analysis of the definition

of gas processing and gas treatnent in Section 33: "Gas
processi ng has been redefined to gas processing is the physical
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process that extracts |liquid hydrocarbons upstream of a sal es of
gas treatnment.” Gas treatnent as "downstream of point of
production is the renoving of hydrocarbons substance for
conditioning of gas sale." M. Mntz has denonstrated that the
nmovenment of point of production on gas "has gone downstream for
processi ng and upstream for treatnent."”

Senator B. Stevens asked if M. Eason agreed wth this
assessnent.

M. Eason responded that although this is the |anguage of the
sectional analysis the question is what the options are for the
facility's <configurations and the possible inpacts of the
options. This is his concern. The definition alone is unclear in
its application of howthe facilities would be designed.

Senator B. Stevens disagreed. The definition of gas processing
is to extract the liquid hydrocarbons, natural gas liquid (NG).
The definition of point of production on gas is "what is liquid
and what is gas." He did not understand the concern about the
point of production for the wupstream that would convert the
NGLs. At that point it "enters the sales system and would
becone oil.

M. Eason replied that changing the point of production for what
is considered oil and what is considered gas would have major
i npacts on val ue.

Senat or B. Stevens asked what the inpacts would be.

12: 35: 24 PM

M. Eason listed richness of the gas as one 1issue, the
configuration of the facilities as another, and how the gas was
mar keted from the North Slope, would all be inpacted. The stage
in which liquids "come out" of gas could be controlled in a
variety of ways in the design of facilities. The facilities are
conplex and nust be understood. He was concerned with the
attenpt to adopt the relevant regulations into statute and the
relationship to the status quo of existing facilities versus a
facility designed for the future.

Senator B. Stevens qualified that the gas costs "aren't even on

the table.” The State captures value fromthe oil format |ikely
a higher value regardless of whether it is transformed into
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liquid form At current prices, the preference would be to
liquefy all of the gas.

Senator B. Stevens requested M. Eason subnmt a witten
interpretation of the Departnent of Law sectional analysis.

Senat or Wagoner asked Senator B. Stevens provide an exanpl e.

Senator B. Stevens listed Sections 30 and 33, as relating to
poi nt of production.

Senat or Wagoner stated that point of production could be
different.

Senator B. Stevens agreed, but stressed that these sections have
defined the difference between liquid and gas. The liquids are
"all NG.s plus oil." This legislation would stipulate, "all NGs
are priced at oil."

Senator Stedman noted testinony about the value of oil versus
the value of gas. GOl is nore valuable and is priced
differently. The issue should be investigated further, as
whether the gas is enbedded in the oil should be clarified. A
presentation to the Senate Resources Comittee given the
previ ous session by the University of Alaska identified the
value of the different propane, nethane, and butane in the gas.
The advice was given to carefully review the structure to
recogni ze the potential higher value of these gasses.

Senator Therriault encouraged Senator B. Stevens to explain his
request to M. Eason.

12:40: 14 PM

Senator Therriault cautioned that noving the point of production
for gas could result in nore potential costs and could have an
offset for oil production costs. This could inpact the cost
conponent for gas that is deducted fromrevenues fromoil.

ADJ OURNIVENT

Senat or Wagoner adjourned the neeting 12:51:42 PM
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