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ACTI ON NARRATI VE
CHAIR RALPH SAMUJELS called the Legislative Budget and Audit

Conmittee neeting to order at 10:37:01 AM Representati ves
Sanuel s, Doogan, Chenault, Joule and Senators Hoffman, ElIIlis,

Therriault, Huggins and Geen, were present at the call to
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APRESENTATIONS: HOW PPT IN ITS CURRENT STRUCTURE COMPARES TO
SIMLAR OL PROVINCES AROUND THE G.OBE; AND A DI SCUSSI ON OF
COSTS

BUD COWM TTEE -2- Cct ober 18, 2007



CHAI R SAMUJELS announced that the first order of business would
be a presentation by Dr. Pedro Van Meurs, and invited opening
st at ement s.

[ The following is an uncertified verbatimtranscript.]

10: 39: 19 AM
SENATOR ELLI S: | appreciate just being able to nmake a brief
st at enent . There is sonmething that’'s been bothering ne, and |

need to get it off ny chest and at the risk of putting the
danper on sonme of the good feelings of all of us being back
together to revisit this issue and the upbeat nood this norning.

| have to say that |’ m upset and sonmewhat stunned that M. Van
Meurs is back before us. At the outset, last year, | was
inpressed with his international credentials. Actual ly, once
docunents cane out, | believe it was Representative Kerttula
[who], on behalf of her caucus, ... showed that M. Van Meurs
was saying, in private, things that 1’ve found out since

were nore in agreement wth ny position during the PPT
(petrol eum production profits tax) debate, and that in public,
were very different. | felt intentionally mslead; the press,
the public, the Al askans. And was distraught to see that M.
Van Meurs was basically making my argunents in private with the
previ ous executive on the 20 percent vs. 25 percent: ... he was
for 25 percent tax rate and then changed to 20 and was an
ent husi astic cheerl eader for 20 percent. On the issue of Al aska
being treated as a banana republic, it’s all in a docunent here
that | would be happy to provide to any of the |egislators who
would like to see it. These coments are neant to be
instructive, an object lesson for sone of the newer colleagues
anong us. So, | wll take M. Van Meur’s presentation with a
grain of salt, based on not just suspicions but the actual
docunents that show that he was giving good advice to the
previ ous executive in private and saying sonething very
different in public. Wen a legislator does that to nme, and
it’s happened to nme before that a legislator intentionally
mslead nme, |I'm done wth that |egislator. Wen a hired
consul tant does the sane thing — I'"m done with that consultant.
So, we’'ll listen to the presentation today. Il try to be
respectful and take fromit what | can, but | just want everyone
to be mndful that private advice and public advice were very
different in the very inportant PPT debate that we’'re back here
to revisit. And we should keep that in m nd.

10:41:45 AM
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CHAI R SAMUELS: K, thank you for the coments. To let the
public and the nmenbers who were not in attendance at the | ast
LB&A (Legislative Budget and Audit)[ Comnmttee] neeting, |’ ve had
requests for both Dr. Van Meurs and M. Johnston separately.

And the agreenent | made after discussion at the LB&A neeting
was | would try to hire both M. Johnston and Dr. Van Meurs, or
| would hire neither. Going from this point forward, 1’ve had

requests at various conmttees for one of them or the other one
of them And as far as LB&A goes, there are plenty of other
people in this building that have a budget that can hire
whonever they want. As far as this conmmttee goes, | wll not
hire either one or the other. And | have respect for both of
t heir opinions. | had dinner with M. Johnston and Dr. Van
Meurs last night, and, | want to make this absolutely clear and
| told them both this and | want to be absolutely clear in front
of everybody, | said ‘I have no opinion on what you say. | want
you to tell me what you think about the state of the world and
the economcs of this.” W talked about sone of the nmenos. |I'm
sure that Dr Van Meurs wll be able to answer sone of those
guesti ons. Everybody in this debate, ... has baggage attached
to them in sone way shape or form every consultant, probably
nost of the legislators, that were here. ["m hoping that for
the next 30 days that all of us tend to listen to the issues
agai n. |”ve gotten the feeling already a lot of people are
backed into their corner already and saying ‘Il thought this way
last time and 1'’m going to continue to think this way.’ And |
hope we get nore information. So at the |ast LB&A neeting, the
agreenent that | made, and it was sheer luck of the draw that
they’re both available on this day .... Dr. Van Meurs is
| eaving tonorrow, M. Johnston has one extra day, | believe -
where are you Daniel [identified in the gallery by a raise of
the hand], and so |I’ve got the two of them And | still think
it was best to try to get, particularly for the new nenbers, all
of the information; how we got to where we are and where we
should go forward with this. So that’'s the balance that | tried
to strike. | appreciate your comrents. Are there any other
opening coments that anybody would like to nake? 1'd like to
go through the presentation and if there is a quick question to
ask on clarifying a term or sonething, then | think we can
interrupt and go down that road. |'"d rather wait until the end
to ask any questions on the substantive policy. At the end of
Dr. Van Meurs presentation, we'll probably take a l|unch break
and then M. Johnston can conme forward and we’ll just kind of
see how it goes. But at the end, if there are disagreenents or
agreenents between what their two statenents are, we can have
them up here together and they can try to hash out (indisc). So
we have a general idea of the varying opinions we have on a
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gl obal st age. One other announcenent to nake is the LB&A web
site, and | don’'t have the exact address for that web site.
W' ve attenpted to put everything from the governor’s proposal
on that web site, all of the presentations that have been given
to us, any nenos that have cone out of LB&A W’'ve tried to
have all of that information on a kind of a one-stop-shop so you
can be at both the legislative side and the adm nistrative side,
and we’'ll work with Ms. Davis to make sure ours is updated,
we'll give her any information so if people are going to that
web site. So everybody should have access to all of these
presentations and any correspondence that goes back and forth
between the legislature and any conmittees .... W'l do our
best ... so that you can go to one place if you want to pick out
Dr. Van Meurs presentation, the governor’s presentation, an oi
conpany or who ever, we should try to get everybody on there for
ease, as best we can. Wth that, welcone back Dr. Van Meurs,
and the floor is yours.

10: 45: 42 AM

DR. VAN MEURS: M. Chairman, what a wonderful pleasure to be
back in Juneau and discuss PPT all over again; round two. That

is a very interesting experience. "Tis wonderful to reacquaint
nyself with all the friends and col | eagues we had. | nust al so
say, |’m very happy, as | nentioned to you, to escape from the

battle of Al berta [Canada], because it is so nice to cone back
to a place that is so quiet and so peaceful, as we have here

So consequently, that is a wonderful experience. What | like to
do is lead you through nmy views on the PPT. First, | like to
explain why the PPT was the way it was, then | like to nmake sone
coorments on the legislation ... that | understand, is going to

be i ntroduced.

10: 46: 45 AM

DR. VAN MEURS: Firstly, what I would like to say is | would
strongly reconmended not ... to nake any changes to the PPT | aw,
ot her than a nunber of very good transparency provisions that |
have found in the law, that | found very encouraging and
stinmulating and that | think are very appropriate. Let’s not
forget, Governor Mirkowski changed the rules Prudhoe Bay, then
the PPT was i ntroduced. If now, in another year |ater, we mnake
anendnents again to the PPT, quite frankly you becone a basket-
case of instability, and | think from an international
perspective it would be ... creating a very negative image, |

think, for Alaska if you are being perceived to naking
fundanmental changes to such an inportant package kind of every
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year. And consequently, ... | would definitely not reconmend to
make any changes.

10: 48: 02 AM

DR. VAN MEURS:. Also, | would not recommend to nake any changes
because the legislature, in it’s great w sdom already passed
provisions in the previous |law that provide for a review period
in the year 2011. And consequently, why was the year 2011
chosen, why was that year picked? That year was chosen because,
by that tine, it was felt that we would have enough information,
there would have been one or two audits done, we would have
maybe at least two conpletely audited years, we would have
enough information to really know ... how the PPT actually
wor ks. And consequently, it was always contenplated that in
2011 that there would be a review of this. It was clearly
spell ed out how that would work ... | still believe is the right
nmonment to do so. That is the time when we really will know what
t he actual costs were, that is the tinme when we really will know
how much investnments is really stinulated by this |aw and what
the admnistrative difficulties and problens are. So
consequently, | still believe that there was great w sdom in
including that review clause, and | sinply believe that is what
the legislature should stick wth. Let ne explain what the
current system was, why was the PPT introduced, what was the
effect on the overall governnent take.

10: 49: 37 AM

DR. VAN MEURS: Here you see what | call a governnent take map
Actually, this is taken directly out of my report for the

governnment of Al berta. As you know Alberta is «currently
reviewmng the royalties on the oil sands, as well as the
conventional oil and gas. And consequently, in particular with
respect to the oil sands, the Alaska fiscal system was an
i nportant bench mark because it was a recently introduced fiscal
system And consequently, what | did is | conpared say the
fiscal system in the oil sands with the fiscal terns that had
been recently passed in Al aska. Here you see the average

government take, the figures are nmaybe sonmewhat difficult to
see, but in your handout you can see that approximtely the
undi scount ed governnent take is about 60 percent or so. And if
you — what is very inportant, if you go from the top to the

bottom of this chart, you ve got increasingly higher prices. |If
you go from the left to the right, you get into increasingly
| ower costs. So cost level seven is about $20 a barrel, cost

| evel one is about $9 a barrel, and that represents the entire
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scale of cost — cost per barrel and capital cost and operating
costs on the North Sl ope. So you see any feasible possible
conbi nation and pernutation of cost and revenues on that chart.
What you see fromthat chart, is that if you go fromthe top to
the bottom that, once you exceed about $60 U.S., then governnent
take very gradually goes up and reaches about $66. Call that,
as we discussed so many tinmes before in this legislature, a
price progressive system [|If you go fromthe left to the right,
from the nost costly to the least costly project, you see that
t he governnment take goes up slightly not very significantly, so
the system is slightly progressive with cost. Now, the |ast,
both features of that government take were of fundanenta
i nport ance. The first fact that the government take goes up
this price is an international phenonenon. And we wanted to see
the costs going up. Most governnments around the world like to
see the governnent take going up at this price because it is
fair for the owner of the resource to get a higher share of the
wealth of that resource if the resource is nore profitable as a
result of higher prices. And this legislature included the
price progressive feature, and by the tine we get to very high
prices that price progressive feature is upsetting the effect of
the royalty, which is regressive in its nature and actually
creates a sonewhat progressive system (indisc.) price in
totality.

10: 52: 52 AM

DR. VAN MEURS: What is nore inportant for the understandi ng of
the PPT is what happens from left to right. Let’s not
m sunder stand, the PPT was designed for a very inportant reason:
And the PPT was designed to nmake the next |arge generation of
oil deposits on the North Slope, the half-year oils, economc

Now, these resources are also nore costly, and consequently the
concept of the PPT was to stinulate these nore costly resources.
And how was that done? That was done with the particular
features that you approved: the 20 percent credits that we had,
and the carry forward credit. And consequently, this was done
by providing incentives for these higher cost fields so that
these higher cost fields wuld beconme economc and could
contribute to reducing the drop in production from the North
Sl ope. That was, and as you look at this chart, what you see is
that the governnment take is slightly less ... for the expensive
fields than for the |ess expensive fields. Now, if you would
have, for instance, just a flat royalty, or for instance as |
understand sone |legislators also at that tine proposed that
maybe you would just have a 10 percent flat, say, severance tax
or production tax, what would happen? Then you would create a
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very regressive system and for the high cost fields the

government take would ... go up, and for the low cost fields it
woul d go down. And you would achieve exactly the opposite of
what you want to achieve. That neans the high cost fields wll
becone uneconomc, and it will not be attractive to produce the

heavy oils from the North Sl ope. So, that is why this system
was specifically designed to incentivize oil conpanies to work
on the technology and nmake the investnents in the next
generation of resources. The only generation of resources that,
up to now, we know we have.

10: 55: 09 AM

DR. VAN MEURS: The next slide shows exactly the sane table, but
now at the 5 percent discount rate. Government often likes to
see a 5 percent discount rate, because that reflects, kind of,
the discount rate of governnents. What you see here is the
table | ooks relatively simlar, ... although, in this case, the
cost situation is sonewhat flattered. So, consequently, what is
very inportant is: the current system was designed to be
sensitive to costs, and thereby nake the investnents into heavy
oil develop in subtractive. It was also designed to make a

price progressive.

10: 55: 54 AM

DR. VAN MEURS: A very inportant unique feature of the PPT,

that really was unique for Al aska was the tradable credits of
the 20 percent on the capital expenditures and as well the
tradable credits on the loss carry forward, which nmade it very
attractive for new conpanies to cone in and to start working on

the North Sl ope. Because, at the tine, it was explained to ne
that an inportant objective of Alaska was to not only
incentivize the new, but incentivize investnent. Al so, Al aska
wanted to find a broader range of investors, particular
investors that probably were interested in the ... smaller
opportunity; medi um sized conpanies interested in snaller
opportunities. Now, it is difficult to say after one year or

one-and-a-half year what the effect is, but for sure we are
al ready seeing sonme remarkabl e devel opnents in the North Slope
with Pioneer and others that clearly seem to respond to this
kind of |egislation. In order to encourage the reinvestnent in
further heavy oil devel oprment, an inportant feature of the PPT,
contrary to some other profit sharing systems in the world, is
that the PPT was conpl etely consoli dated.

10: 57: 41 AM
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DR. VAN MEURS: That neans you only present one PPT return for
all of Alaska with the objective that it doesn't matter where
you nake your profits in Alaska, it doesn't matter where you
reinvest in further devel opnent of the resources. \Wenever you
have these capital investnent you can benefit from these
credits, and you can use them directly agai nst your PPT payabl e.
Consequently, the consolidated effect of this PPT was very
inportant, it was a very inportant instrunment to encourage the
reinvestnment in Alaska. Now, as we all knew, and ... as we see
today com ng back after a year, it is indeed very indicative oi

production is declining and, obviously, if this goes forward for
another 10 or 20 years and if there is no gas devel opnment,

obviously Alaska wll be in wvery difficult shape. And
consequently we, ... absolutely have to find ways of maintaining
oil production at a higher rate. And that was the core
phi |l osophy of the PPT: mai ntai ni ng production, creating a

future by developing the technology to develop the higher-cost
resources that are the only large rates resource that we know of
internms of oil on the North Sl ope.

10: 59: 15 AM

DR. VAN MEURS: As | nentioned, when | read the proposed |aw,
the bill, I was very pleasantly surprised by a real effort that
seens to go into that bill to create a higher degree of
transparency, which | think is ... very inportant. As | said

I|"m just comng out of the battle of Alberta and the |ack of
transparency there was severely criticized by the Royalty Review
Panel and consequently that is definitely sonmething that people
are looking for. They |like to know how things are adm ni stered,
they like to see the figures, they like to know the cost, they
like to have the information on the basis of which, say, in 2011

you can then change the fiscal system It is also good
(indisc.) absolutely excellent nmeasures being proposed in this
legislation ... to make auditors an exenpt class so that you
really can attract the best people to administer this, this |aw
| personally believe that the initiatives in this bill for
greater transparency, for stronger admnistration, for better
adm nistration, should all be strongly supported. And if the

only thing you do this nonth is approve together stronger
support for your admnistrators, then you' ve done a good thing.
So consequently, that is a very inportant feature of the | aw

11: 01: 00 AM
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DR. VAN MEURS: And | believe those changes you can inplenment
wi t hout naking the inpression that you are changing fiscal terns
every year, because they don't go to the matter of fiscal terns,
they go to the matter of the admi nistration and the transparency
of the fiscal ternms, and, certainly, that needs to be inproved.

So, | think, | personally welcone enornously those very good
initiatives in the bill. Senator Ellis made comrents that |
made comments in private that | didn't nention in public Now,
I'd like to say | published reports that were available for
everybody. So, consequently, my comrents, what ny advice was on
the PPT, [were] well docunented. | have three reports that 1'd
like to nention here and consequently what ny opinion was on the
PPT was crystal clear. | not only told you about it, there are

extensive reports that were submtted to legislators and to the
governor for release and that are in your possession, soO
consequently | think you had a perfectly crystal clear view as
to what ny personal opinions were as far as the PPT. ... |'m not
recommendi ng making any changes - but if you want to nmake
changes, | would sinply invite you to go to ny previous reports
and read them and then sinply inplenent them That's all you
need to do, | think, to get to a good PPT. Let ne go through
sonme of the recomendations that | made in February and in March
in witing.

11: 02: 48 AM

DR. VAN MEURS: Firstly, in ny February 14 report, it was well-
docunented that | recommended a 25 percent PPT rate. And, then,
in the discussions between the governor and the oil conpanies in

his w sdom he decided to make it 20/20. But there is no
question about it that | recomended 25/20 ..., that was ny
recommendati on. Today, that reconmmendation is still up-to-date.
What has happened in the world, we have seen, indeed, the
tendencies that | explained to this |legislature that governnent
takes are going up all over the world, and by going to 25
percent Al berta certainly doesn't |ose conpetitiveness - as |
also testified in front of vyou. Therefore, today, | sinply
reconfirm this recomendati on. If you want to go follow ny
recommendation that | nade earlier and go to 25 percent, that is
what | recommended in the first place. So, if that is what you
want to do, | wi sh you good luck. That is perfect as far as |I'm
concer ned. Also in ny February 14 report, | did not recomend
the claw back position. And | like to underline that very
clearly. You can read that again. | did not reconmend the claw
back position. Again, in the negotiations wth the oi

conpani es, the governor decided that it was better to include
the claw back provision, but | did not recomend it, that is
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black and white. So, consequently, if you like to delete these

transitional investnent expenditure credits, | think it is a
good step. That's what | recommended in the first place. I
think that is a very good recomendation in the new bill, it
nmerely crystallizes the recommendation that | nade earlier

If you want to change the law, and if the legislature believes
it is inmportant to change the law, then scrapping these
transitional investnent expenditure credit is a good neasure.
It doesn't make any sense, in ny opinion, to have these credits.
You don't reward conpanies for past performance. You don't give
GCscars for nice oil conpanies in the form of $200 mllion here
and $200 million there.

11: 05: 32 AM

DR. VAN MEURS: That is not the role of governnment. The role of
government - past investnents and sone costs cannot be changed
anynore, and consequently fiscal systens are always based on
from now forward. Now, with the help of this legislature - as
you know the claw back was designed originally just as a bl anket
cl aw back because | felt strongly about the fact that conpanies
should invest in order to earn these credits - the legislature
nodified this feature with the fanobus 2 for 1 feature, which was
then accepted in the legislature, and that was a good feature

to at least ensure that conpanies that would obtain these
credits would do sone extra work for it as a mnimum  So, that
was a good change. But, as | said, | never recomended the claw
back in the first place; that is black and white.

11: 06: 37 AM

DR. VAN MEURS: That brings nme to the progressive feature

As soon as the 20/20 was adopted by the governor, the governor
asked me to |l ook at the possibility for the progressive feature,
and | published, on March the fifth, a report that was also
distributed in the legislature and to the governor and even to
nmy friend, Daniel Johnston, here, to nake sure he had ... | ooked
at it and discussed it with ne. So, consequently, | published a
report as to how to include a progressive system

Now, it was interesting to see that a new governor says the PPT

shoul d have a gross conponent and a net conponent. Now ... ny
March 5 meno expl ained how to create a gross conponent and a net
conponent . | already recommended that to the |egislature. So

consequently, if you want to know how to do a gross conponent
and a net conponent, just go to my March fifth nmeno and you will
find it.
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What did | propose on March the fifth? | don't personally I|ike
progressive systens based on nets as were finally adopted. \%%
recommendation was to base a progressive ... two-tier system

a basic production tax based on the gross, and that would be
a normal windfall profit tax, plus the PPT.

11: 08: 34 AM

DR. VAN MEURS: So, that was ny recommendation on March the

fifth. What was ny recommendation for the progressive, basic,

production tax? Now, here you see the forrmula from the report,
based on West Texas Internediate, mnus 50, tines .25,

at the price of 84, ... following] ny recommendation of March
the fifth, what would you receive today: 8.5 percent on the
gross, plus 25 percent on net. Now, that is what | call a

conbi nation of a gross and net system Further, proposals were
circulated in the legislature that based some of the scales on
gross, but basically, it was a variation on what | had here.
But basically, | believe strongly in a system that consists of
gross plus net; that's what | proposed at the outset.

11:10: 26 AM

DR. VAN MEURS: As | said, today, you would be collecting 8.5
percent on gross, and then in addition, you would be collecting

25 percent on net. But | had recommended that this basic
production tax would then be a deduction for the profits tax.
That is, | think, a far better recommendation than this

governnent was coming forward with, where they say, "W're going
to conbi ne net and gross, but you don't see the gross; the gross
is just in floor somewhere down there, which only applies under

certain conditions.”™ No, | proposed a real gross, plus a real
net. That is gross plus net, not sone kind of w shy-washy kind
of ceiling of $10, say, only on the gross fields. That only
clicks in under certain conditions. Today, with this
recommendation, you would have received 8.5 on gross, plus 25
percent on net. Now, at $84 a barrel, aren't we in good shape,
and what are you getting? So, consequently, that is whhy |
think, I still believe today this was a good recomendation. |t
think this is a -- personally, | believe that windfall profit

tax structures work better than sliding scales based on net.
So, consequently, this idea of just dropping the 40 to the 30, |
don't think is very effective. This is a far nore effective
nmeasur e.

11: 12: 09 AM
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DR. VAN MEURS:. So, consequently, this idea of just dropping the
40 to the 30, | don't think is very effective. This is a far
nore effective nmeasure. As you nay have read in the newspapers,
| recomrended exactly the same concept as a bitunmen tax on the
oil sands in Al berta. That recomendati on was accepted by the
royalty review panel, and that recommendation is now in front of
the premer of Al berta. As a result, | don't see nuch purpose
in this proposal of sinply dropping the 40 to a 30. | consi der
that just -- that's just a band aid neasure; that is not what
you call a very strong neasure, particularly - and | forgot to
put that on the slide - particularly if you realize that event
he slope is reduced at the sane tine from.25 to . 2.

11:13: 05 AM

DR. VAN MEURS: So, consequently, you're al nost gaining nothing.
So, consequently, that is a very inefficient, wunpredictable
nmeasure that | don't think is very strong recomendation from
the current governnent. | still believe that |1 like to
reiterate that | like to reconfirm my own reconmendation of
March the fifth as a good neasure. | think that was far
stronger way of conbining gross and net, and a way that applies
to everybody equally.

11:13: 52 AM

DR. VAN MEURS: Don't try to just select these oil conpanies
that you like to hit and not other oil conpanies that you don't

like to hit. | nmean, if you do sonething, always try to
maintain a level playing field. That is sound; that is good
policy. So, | proposed a level playing field: gross plus net
for everybody. That is fair. If oil prices are $84 a barrel

everybody can pay.

11: 14: 24 AM
DR. VAN MEURS: Now, | like to highlight that if | would make
this recomendation again, | would probably nodify it a little

bit to give sonme better support for the heavy oils, because
definitely, the gross plus net is nice concept, but you would
have to, you would have to, be sonewhat nore m ndful of the high
cost of heavy oils, and consequently, you don't want the gross
plus net system to destroy the opportunity and destroy the

upside that may exist on these heavy resources. So, | would
say, the formula that | suggested to you in the first place |
think is a good formula, but, in hindsight, if | had sone nore
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time to work on it, | would definitely suggest sone further
nodi fications in that to make it nore applicable to a wder
range of fields - in particular the heavy oils.

11:15: 38 AM

DR. VAN MEURS:. There was another inportant recomendation that I
made in ny May 1 report, which was discussed, vitally discussed,

anong you and was not excepted, but | still believe that if you
want to change the PPT, that is a very inportant change to make.
So, a very inportant change to nake. | recomended on My the

first the so called gross review exclusion, whereby, for PPT
pur poses, 64 percent of the gross value for all the gas would be

a deduction for the calculation of the PPT. In other words, |
feel strongly that you cannot apply the sane PPT that you have
for oil to gas that are entirely different resources. If you

want to export gas, you should by now know that you need a very
expensive transportation system and consequently that exporting
gas from Al aska and exporting oil from Al aska are entirely
di fferent challenges for any investor that |likes to pursue that.

Most nations that export gas over long distances, like ny client
Trinidad, for instance, or |ike Mlaysia, or |like |Indonesia, or
like Qatar - all the nations that have been very successful in
bringing gas to the Lower 48 - ny client Trinidad has been
extrenely successful. They now supplied or in 2006 they
supplied two-thirds. Just think about that: a tiny little

island in the Caribbean is supplying two-thirds of the LNG
inmports of the United States. Just think about that. And why
were they successful and why is Al aska not successful now? The
reason is very sinple. Trinidad and Tobago understood that gas

is very different resource than oil, and if you want to be
successful in the export market, vyour fiscal system - your
governnment take for gas - should be less than for oil. And
consequently, that is why | recomended the gross review
exclusion, and that is why I still would reconmmend that today.
11:18: 14 AM

DR. VAN MEURS: The gas project today, as we will discuss |ater,
is obviously in deep trouble. The costs have escal ated beyond
bel i ef . If you want to have any hope of exporting sone tine

over the next 20 years sonme gas from Al aska, you have to becone
realistic about the fiscal ternms for gas. And that nmeans mnaking
the governnment take for gas less for gas than for oil. As |
ment i oned, t hat is why | like to reconfirm today ny
recommendation for the gross review excl usion.
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11:18: 58 AM

DR. VAN MEURS: Over the newspapers | heard much discussion
about these consultants to this governnment - the past government
- that failed to understand the enornous cost increases that
were going to occur. And | had -- saw even a quote, and | don't
want to attribute that directly to the governor, but | saw a
guote in the newspaper that said [it is] incredible that these
consultants didn't know that there were going to be cost
i ncreases.

11:19: 39 AM

DR. VAN MEURS: Now, let nme tell you, | provided you with anple
and precise information about all the cost increases. |'m going
to show you a slide that | showed you nicely in the hall down,
down from here, when we were discussing the gasoline. Look at
my slide. | said the econom c evaluations are based on the $21
billion project; however, costs have already escal ated
significantly. In particular, steel prices and regiona
escalation in Alberta now So, | told you: costs have already
escal ated significantly. So, how can the governnent, the
government say that nobody told us? | told you.

Now, at that tinme, you didn't want to believe that, because, of
course, you all thought, "Ch, Pedro's just selling the gasoline,
so, consequently, that's probably not true." No, it was true.
Costs were escalating like crazy, and consequently, that is why
| put that in front of you. In fact, | nmade an even stronger
slide in the sanme presentation to you when we introduced the
gasol i ne. | said, "The conbination of gas price risk and cost
overrun risk creates a possibility that the project may not be
built in the next decade, even with [a] stranded contract.

Now, where are we today? | tell you: Even with a stranded gas
contract today, this project is not economc. So, this has
happened. Wien | made this presentation, Econl ridiculed ne.
They said, "Here is [Pedro]" - now we just had gone through
Katrina - they said, "Here is Pedro predicting the perfect
storm cost increases and price difficulties - the perfect
storm The chance that that ever happens is 1 percent.” Now,
see where we are today? It has happened. The perfect storm has
happened. | told you it was Econl who said that it was not
going to happen. | told you.

11: 22: 08 AM
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DR. VAN MEURS: Let ne give the next slide when | defended
myself this Econl. | summarized the views of Econl. Econ 1, in
their presentation said |last year a 50 percent cost overrun [was
a] very low probability. Low gas prices: very |low probability.
Proj ect uneconomc: very low probability. Wuat did | tell you?
50 percent cost overrun: very likely. Low gas prices: fair
possibility. Project uneconomic: fair possibility.

REPRESENTATI VE RAMRAS: M . Chai rman, what does FIF stand for?

11: 22: 52 AM

DR. VAN MEURS: Sorry?

REPRESENTATI VE RAMRAS:  FI F.

DR. VAN MEURS: Ch, that was the fiscal review finding.

CHAI R SAMUELS: Fiscal interest finding.

DR. VAN MEURS: Interest review finding.

DR. VAN MEURS: So, | definitely predicted strong cost
escalation; |1 told you strong cost escalation has already

occurred; and | foresee further strong cost escal ation.

11: 23: 29 AM

DR. VAN MEURS: Now, ny friends, you cannot have it two ways
You cannot on the one hand say the gas pipeline deal was so bad
because there was no cost escalation and then say the PPT was so
bad because there was cost escalation. Li ke, you can't have
t hat . The new conmm ssioner of revenue neke this report, and he
said to his surprise there was 50 percent cost escalation. Al
he had to do was |look at ny slides and he could have known. It
was no surprise.

So, now, what was very interesting on the part of the report of
the new conm ssioner is that he seens to except already the fact
that there were enornmous cost increases in the North Sl ope.
Now, let me tell vyou: that's not necessarily proven. The
situation is: cost increases are not the same all over the
wor | d. If you go to deep water Gulf of Mexico, yes, deep water
drilling rates quadruple. In 2003, the rates were $150, 000;

today you pay a half a mllion dollar a day for the deep water
rate. If you go to Alberta, around Fort MMirray, |abor crews
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tripled in cost. But nmy client, Kuwait, for instance, that |
did careful cost analysis for, rig rates and cost increased only
30 percent over the sane period. Now, | didn't see, in 2006
great evidence of enornmous stress on the North Slope, wth
respect to costs.

11:25:25 AM

DR VAN MEURS: So, for nme, it is not yet proven that there has
been significant cost increases on the North Slope, as the
conmi ssi oner of revenue already accepted. Now, normally, it is
not so good to say that the cost increased already before you
even do an audit. \What you are supposed to do, is do an audit
first, and then decide whether there were cost increases and how
much they were. So, consequently, that is why | greatly admre
this governnment for hiring better auditors. But if you cannot
go out at the sanme tinme and say we are hire all these better
auditors, but we already now there is 100 percent cost

increases, then you don't need your auditors anynore. So,
consequently, the fact that you go out and hire all these
auditors is because you didn't know what the cost increases
wer e. C | wouldn't be surprised if four years from now

suddenly there is this small announcenent in the newspaper that
says, "Wt now redid our 2005 and 2006 returns and we collected a

few hundred mllion dollars nore." ... | therefore believe that
before you make these drastic conclusions, that there has been
t hese enornobus cost increases on the North Slope, ... it is
i nperative that you do your audits first .... That is why the
date 2011 was there, because today there is no proof of
anyt hi ng. . Yes, we know international[ly] [of] all kind[s]
of cost increases, ... but that doesn't nmean that there [are]
100 percent cost increases in the North Slope. That could very
wel | be conpanies over-declared. |If you start a new tax system
al ways conpanies try you out .... Let's see what they go for

and then you have to send the auditors in and then you fight
back. That's always the way it works. Now, have we already

given up on the battle? O course not.

11: 27: 52 AM

DR. VAN MEURS: What |'m concerned about is that ... the price
for declaring nore costs has been lowered by this |egislature.
The legislature actually lowered the interest rate applicable to
| ate paynents. ... right now you only have ... US. ... regular
interest rate, so ... the penalty of over-declaring is not very
high. And if you are going to inprove the |aw today, apart from
the good transparency neasures that a new governnent s
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proposi ng, and the stronger neasures to create a very better

adm nistration, | think in addition you should |ook at the whole
penalty systens. Conpani es should not get away wth over-
declaring and then letting you fight for five years ... to get
your noney back. So, that is sonething |I didn't discover in the
new bill; and | think it is necessary to put that in if you

really want to have a strong system of accounti ng.

11:29:11 AM

DR. VAN MEURS: Let ne then just nake sone few nore comments on
some of the other provisions on the |aw. As | nentioned, this
10 percent floor really ... is a political floor; it is really
nothing like a real floor. It is kind of a nice feature to
have, but it doesn't do anything good for you. ... if you want
a gross plus net system as | nentioned in March the fifth, do a
gross and net system | think it is a good reconmendation. But
don't do something that |ooks |like a gross and net system but is
not a gross system ... either do sonmething substantive and
real or just forget this floor. This floor makes no sense

adm nistratively. W are having a tax that is consolidated. W
just discussed that it is difficult enough to admnister a
consol i dated tax. Now, if you want to start ring fencing and
taking all kind of pieces out in the Arctic that should be
separately accounted for with cost allocation procedures as the
| aw says. . You are now creating an exponential growth of
the difficulty of admnistration, for what purpose. For no
purpose. So, this whole recommendati on nakes no sense.

11: 31: 12 AM

DR. VAN MEURS: Tax credits. Under ... the PPT, we had a clear
tax credit. And we said if you go after these heavy oils, in
the year you invest you get your tax credit, the full 20
per cent . The new | aw says we nmade this enornous inprovenent -

now you get it over two years. Wat is that going to do? The
government wastes the sane anmount of noney and you | ose now the

whol e incentive of what this tax credit is designed for. So
what good is that? This is displayed as an enornous i nprovenent
in this bill. This does nothing, as far as |I’m concerned. The
government get[s] the same noney and you lost now all the
incentive to reinvest because you only get half in the year that
you invest. For small conpanies that’s really inportant,
particularly since this is tradable. So, now you have a tax
credit with no effect or a very nuch reduced effect, but you
still pay the sanme as Alaska over the two years. Wiy do you

want to do this? This is just a bean counter’s invention to
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kind of ... look smart, but, really, it doesn’t do anything in
practice.

11: 32: 43 AM

DR. VAN MEURS: Then there is the corrosion issue. ... when we
had the PPT debate, we all were greatly dismayed by all the news
t hat reached us about the poor nmaintenance of the pipelines and

gathering lines in the Arctic. And of course, | can understand
the emption and say we should not allow deductions for that
because this was m smanagenent. And, | feel this is great
politics and I can understand the enotion, but for

adm nistrators this is very difficult to do. Just think of this
poor 26-year-old that has just gone through college and has to

check the forms of cost and now she ... or he has to decide
whet her these pipelines were properly repaired or not. Now,
this doesn’t work. So, consequently already when this issue
came up last year | suggested, and |'m very happy that this
| egi sl ature adopted this, | said, “Look, please nake it easy for

your adm ni strators. Let’s just deduct $0.30 a barrel and have
it over with to show our displeasure about the poor state of
repair.” And that was accepted and | am proud it was accepted;
it was a good neasure, it was an expression of the discontent
about this matter. And we got our noney back al ready. Now, you
can debate the $0.30. |If you want to make $0.50, if you want to
make it $0.50 for capital costs and operating costs, also good.
Maybe the figure should be updated. But that $0.30 was the
expression of this legislature that they felt it was unjustified
to deduct costs for poor maintenance, and it was easy to

adm nister, just one little line on the form .... That is why
this was introduced and | still think that is a good neasure, we
should stick with that. The figure was cal cul ated very quickly
because we were in the last hours of this session. Coul d the

figure be inproved, yes, maybe with all the information we have
t oday maybe we should change this figure, or we should nake it a
figure applicable to five years, ... I'"'mhighly recommendable to
investigate whether this is the right figure. But, once you
have established this figure | think you have expressed your
di spl easure about the fact that Al askans should not pay for
unjustified repairs ... that was the whole idea of the $0.30 and
it is already in there.

11: 35: 57 AM

DR. VAN MEURS: ©Extra incentives for exploration. Actually, the
current PPT |aw already included sone extra incentives, which I
was never much in favor of. | told this Ilegislature
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repetitively, on certain guesti ons, t hat it was ny
recommendation not to go nuch further than a 20 percent credit.
And the reason is by the time you start to pay a 40 percent
credit or other high credit and you give the PPT deductions and
you give the tax deductions, you reach the point where the State
of Al aska and the federal governnment are pretty well paying the

entire well. And that's not leading to efficient oil conpanies.
A very inportant objective of the State of Al aska should al ways
be to pronote efficiency. You don't do that by paying 80

percent or 70 percent or 90 percent of an exploration well.

11: 37: 06 AM

DR. VAN MEURS: Joint Admnistration; | was pleased to see, as |
saw better exchange of information. That is just excellent. I

think these are good provisions. | would highly recommend t hat
you pass them because, yes, when | was working with DNR and DOR

there were occasional problens because of confidentiality ... we
could not exchange information and, obviously, that is sonething
that can be inproved. So, | welcone those kind of provisions

However, the bill seens to tip toe into sonmething that | would
be very worried about. And that is somewhat of a joint
adm nistration of this PPT, that would be very bad. \%%

experience around the world is as soon as you get two
governnents in charge of admnistering a single tax, it becones
all clogged up in adm nistrative procedures. And that is not to

the benefit of anybody. You don't need two governnent
departnments. Now, |'m not saying that that was the intention of
the bill, but there seens to be a little bit of atnosphere of
that in the bill. ... | would strongly recommend: DNR has the
role to collect royalties ...; DOR has the role to collect the
PPT ... and there should not be all kinds of crossovers that
could result in delays and other conplications. M. Chairnman,
that is all | have to report to you

11: 39: 07 AM

CHAI R SAMUELS: . to "capsulize" then, you don't think we

should change it now so that the tradeoff then becones the
potential of being perceived by investors as unstable, versus if
we do change it now, you think there's probably a little bit of
money left on the table. But, the balance that is struck

On the big picture ... as you see it: s are you going to mss
out on a couple of projects and a couple of investnents because
people are going to sit there and go, "Well, we'll wait, they
mght do it again next year. W'll see what happens wth
revenue figures, we'll see how nmuch production figures, they
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mght do it again ... versus nove ahead and nove it forward.
How stable will that nunber be?"

11: 40: 07 AM

DR VAN MEURS: M. Chairman, that is exactly my concern. As |
mentioned, | think the recomrendations that | nade in the past
were good recomrendati ons. O course, you can increase your

governnment take, particularly under high prices if you go for
the gross plus net system Particularly, if you |ook at today
at $86 a barrel, that seenms ... attractive. Nevert hel ess, you
start to run the risk that investors becone wary of rmaking
strong deci sions about Al aska. And the whole purpose of the PPT
was to encourage investnent, the whole purpose was to start

devel oping the heavy oils. It will require enornous investnents
to develop five billion barrels of heavy oil. Mich of that has
to be done over the next 10 years. |If you create an environnment

where people say, "Now, who knows, let's |ook what happens next
year?", then you create an environnent of uncertainty. And all
of the benefits that you tried to grant with the tax credits,
with the PPT credits ... fall by the wayside because the
investors start to perceive risk in Al aska, generally. Now,
sonme studies have been published by Wod Mackenzie ("Wod Mac")
that portray Alaska at the absolute bottom pole of risk. I
strongly disagree with those concl usions because | think they're
highly exaggerated and the nethodology of reaching that

conclusion was extrenely poor. But, nevertheless, yes, if you
change vyour taxes every year, you get a bad nane.
Consequently, that wll nake investors hesitant to conmt the
big blocks of capital investnent ... and all you're going to
get, nore and nore, is small increnental investnment just for
this year to see how it goes next year. ... that's not, |
t hink, the atnosphere you want to create. The PPT was a great
upheaval, but ... from now on you'll |ike to re-establish that
Al aska is a good place to invest, it is a good partnership

there is understanding in Alaska of the conplexities of
devel oping the North Slope oil. And that is definitely a
nmessage that has to go out. So, ... | absolutely agree wth
your conclusion, M. Chairman. My ... base recommendation is
don't change anything, wait until 2011, see what happens, see
whet her maybe sonme further changes need to be made. But if you
want to nmake changes, yes | invited you to nake changes

And ny recomrendations from | ast year are a good indication of
the kind of changes you can nake. ... you would collect

significantly nore noney at $84. And that's, then, the decision
the | egislature has to nake.
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11: 43: 34 AM

CHAI R SAMUELS: kay, just as a side note. The Wbod Mac study

that was referenced - and |’ve seen it in various conments by
the various factions here - is between Mircia Davis at the
Departnent of Revenue and nyself. W’ve split the costs so the
State of Alaska has bought it; simlar to when Senator
Therriault also purchased one. It is a confidential docunent.
Wod Mac is a conpany that ... does a report, and then sells it
off the shelf. So, if the first person that buys it makes it
public, they' re obviously going to run out of custoners ... very
gui ck.

DR. VAN MEURS: Yeah, ny coments, M. Chairman, were because |
had i ndependent access.

11:44:17 AM

CHAIR SAMJELS: Yes, ... | wanted to make sure | clarified that.
W’'re still clarifying also. Wen we first purchased the Wod
Mac agreenent, we were hoping that sonme of the Al aska-only
docunents would be made public. And now there appears to be
some anbiguity. And we’'re talking to Wod Mac, ... ny staff and
nyself wll have a call with Wod Mc tonorrow. One way or
another we wll have the report. Legislators will have to sign
a confidentiality agreenent to ... read it. ... Senator
Therriault and nyself, | believe, probably four years ago now,

hired Chuck Logsdon who had then just retired from the
Departnment of Revenue to, essentially, explain it to us.
Because to just read the docunent, | can tell you right now, it
m ght have well been in Geek. This one, | don’'t know how
readable it is. W wi il have sonebody there to try to do the
same thing: to wal k us through what the nunbers nean. N
still remains to be seen whether or not we wll have sonme of
this to go public. And | appreciate the help that we’ ve gotten
from Marcia Davis and the admnistration on trying to get this
report, and get all the information to all the policynakers that
are out there right now. And we’' Il have nore information, |’'m
guessi ng, by Monday.

11:45: 32 AM

SENATOR  HOFFMAN: - One of the reasons that this
adm ni stration brought this revision ... to PPT is that it was
perceived that this tax revision was nmade under the “cloud of
corruption.” Does it matter to the investors if we change the

| aw and use that as a reason? Does that change the environnent
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of uncertainty or stack the tax instability in the State of
Al aska, by the investors?

11: 46: 09 AM

DR VAN MEURS: Yes, Senator. Personally, | believe that it is
a fundanental error to design fiscal systens based on fiscal
targets, as is proposed.

CHAI R SAMUELS: Based on what, you think it’'s a mstake to base
t hem on what ?

DR. VAN MEURS: ... Last year, presentations were nmade and said
under those conditions we are going to collect $2 billion or
sonething and then it was $800 million short, or whatever. I
bel i eve Al aska should extract a fair share from the resources;
it should not be based on ... the budget objectives. ... was
| ess received than was anticipated, yes. Firstly, we don’'t know
why because we still need to do the audit. And | think the
audit could very well point out that another $400, another $500
mllion will be recovered. Secondly, did costs go up beyond the
projections that were mnade. Yes, as | told you, these costs
were in strong inflation, strong escalation and sonme that was
not taken into account in the forecast. But, | think it creates
a bad inpression on investors if you say, “W like to collect so
much and we just get it out of your pocket.” It is like a
landlady telling you, ... “I like to collect so nmuch ... and
the rent this nonth is double because | need the noney.” .
The rent for the apartnment should be a conpetitive ... fair
commercial basis, it should be conpetitive whether the |andl ady
needs noney or doesn’t need noney or had expected nore noney
| ast year. This should not be an issue. ... that is how I
think fiscal systens should be designed; they should be designed
of conpetitive fairness, not on governnent requirenents.

11:48: 43 AM

SENATOR HOFFMAN: Just a clarification. That was one of
the reasons the admnistration canme forward wth this
| egi sl ation. The other one was the rates were set under a
“cloud of corruption.” ... does that matter if we decide to
change the rates for that reason; does that matter to the
investors and how do they view that? WIIl they still view ...

Al aska as an unstable tax structure regi ne?

DR. VAN MEURS: No. O course, I'm not famliar with the
details of the corruption scandal. |’ve heard about it and I
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have heard sonme nanes. As | recall ... these were the people

that voted against all the proposals that | had for a better
share. ... we got the better share despite them So
consequently, | don’t know how much cloud this causes on the
fiscal system The fiscal system was passed with them voting
against it and it was passed by the majority. ... The |aw was
passed by those people who felt this was a fair system which
have not been accused of anything. ... it was the best deal for
Al aska.

11: 50: 18 AM

SENATOR HOFFMAN: | understand that, but ... are we still viewed

as [an] unstable state?

DR. VAN MEURS: ... Firstly, as | said, |I have not been involved
in the details of this investigation. But ... the l|aw was
passed despite naybe certain things going on. So, there is no
argunent to begin wth. Neverthel ess, yes, if you say every
time we discover corruption in the nation, we have the right to
change the fiscal system I mean, | can think of a lot of

countries where the fiscal system has to be changed perpetually.
|’ m not sure whether that’s a good phil osophy.

SENATOR HOFFMAN:  Thank you, M. Chair

11:51: 13 AM

CHAI R SAMUELS: Thank you. Representative Ranras and then
Senator Therriault.

REPRESENTATI VE RAMRAS: ... Two questions that overlap with one
anot her. For those of wus that are famliar wth paying
quarterly taxes rather than federal w thholdings from paychecks,
the IRS code is explicit and it’s punitive. And, | believe, if
it’s correct, | pay 110 percent of ny last year’'s tax liability
and that should | opt to deviate from that and | end up paying
less than 90 percent of the next year’'s tax liability, the
penalties are rigorous and ... punitive. And that’'s why we
guarterly taxpayers abide by the IRS tax code. So, | would like
for you to be a little bit nore explicit ... about the penalties
and where we may have failed in that regard. And then secondly,
I’'m famliar wth the ... deep water offshore drillers.

Transocean and G obal Burning Santa Fe are in a nerger to :
monetize the fact that they are backed up to the year 2010 or
2011 for all of their deep water rigs. They can’t build them
qui ck enough. And for those of us that live in a universe where
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the CPI index is 3 percent or |less, when they include food and

energy — which always anuses ne about Al aska because we’'re al
about food and energy — it is difficult for lay people, for
| egislators to digest. To borrow Hilary dinton’s statenent,

“Wthout wlling suspension of disbelief, that inflation in
certain pockets of <certain industries could possibly run 30
percent, 50 percent, 100, 300 percent annually."” So, can you
nmerge these two issues, which is this nature of punitive or a
failure to be punitive in the interest for over reporting or
underreporting of expenses along with the fact that we have this
unusual inflation around the world. ... even if it is a |lesser
inflation than the State of Alaska, it's still extraordinarily
significant conpared to say, the CPlI index for Anchorage or
around the United States.

11:53: 47 AM

DR. VAN MEURS: ... ny suggestion is that this legislature could
use the new law from the perspective of what happens to sonebody
that over declares, say $200 million, and goes through the whol e

process. Wat are the penalties for over declaring, what are
the penalties for delay, etcetera. Wiat | recall very well was
that there were actually, in the original production tax,
Draconian penalties for this. And in the current tax, the
current legislation, this was for a late paynent; a l|lot of that
was softened. Now, that m ght have been a good neasure, |’ m not
an expert in tax admnistration. However, ny recomrendation
woul d be that you X-ray the procedures ... in the hypothetica
case of sonebody over declaring $200 mllion and after four
years of auditing we find it and he finally pays his PPT, what
happens? ... is that fair and ... is that simlar to what would
happen to a normal U S. citizen that wunder declares or over
decl ares his taxes. As far as the international situation is
concerned, ... it is very difficult to understand these enornous
SW ngs. Wat | |ike to highlight is these swings are up and
down. Rig rates cone down as fast as they go up. ... the

reason is that this relates to tenporary shortages in the
services market and in the |abor market, sonetines, that cause
people to sinply ask for the best price. And these rig rates

therefore, and ... other service industry rates as well, have
had a tendency of swinging rather wildly if there are events
that cause a major shift in demand for those drilling services
or other petroleum services. ... it is quite well established,
normal econom ¢ behavior that that is how the market worKks. :
This is also one of the reasons, | typically am against the
overall concept that people say, “Ch yes, if oil prices go up,
costs go up.” Yes, costs go up in the short term because there
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is shortages of services. But in the long termthere has al ways
been a downward trend in cost in the oil industry because of the
enormous progress of technology. The reason that we tal k today
about very extensive heavy oil production in the North Slope is
preci sely because technol ogy has now nmade that production [a]far
| oner cost per barrel than it was in the past. So, the |ong-
termtrend is for efficiency, is for technology inprovenent. In
the short termthere are wild swings and they' re well docunented
and that is not anything of (indisc.). There are wild swings in

particular markets like rigs, ... petroleum services, :
certain labor crews, ... supply vessels - anything that is in
short supply and has a Ilimted kind of inventory. .
consequently if price goes up suddenly prices double, triple, or
quadruple. ... all you have to do is go back to the early ‘80s.
| still remenber when | was drilling wells in Al berta. The
cheapest well | ever drilled was ... in 1986 when the oil prices

had conpletely collapsed. A driller canme to ne and [said], “As
long as you pay for the fuel and the labor, you have ny rig.”
And that was the cheapest well | drilled, which proves that
costs cone down as well, if prices decline or if suddenly there
are too many rigs in the market stinulated by the high prices.
That nmakes it so inportant for auditors to be well-trained
because you sit there, and now you have to approve a half
mllion dollar a day bill rather than $125,000 a day bill.
you have to understand whether that is a reasonable rate, yes or
no. And that is why | really like the initiative of this
government to really strengthen the auditing and put every
possi bl e power into high quality auditors so that you get people
t hat understand these kind of novenents.

REPRESENTATI VE RAMRAS: Li ke everyone else, | have a hundred
nore questions. Thank you, M. Chairnman.

CHAI R SAMUELS: Senator Therri aul t.

11: 58: 55 AM

SENATOR THERRI AULT: C. Pedro, wth regards to ... the
situation in Al aska, whether it is in fact stable. In the neno
that you wote on February 1st, which has been called the
"Banana Republic neno." You have a snmall paragraph in there

that says, "Despite the boisterous politics of Al aska, the state
has never adjusted fiscal terns to the producers in a way that
is unreasonabl e, conpared to international practices in
devel oped nati ons. On bal ance, the State of Alaska has been a
reliable business partner with respect to the law and with a
wel | functioning denocratic system"” And then you go on to say,
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"There is absolutely no need to treat Al aska |ike a Banana

Republic in order to get the gasline." Now, you nade that
statenent after the governor had done his aggregation, and
having in mnd that PPT was going to pass. So, two changes to
the system and you say, "The State of Alaska is a very fair,
reasonabl e business partner.” Now we're contenplating perhaps
one nore change, and with that one nore change you say, "The
state will run the risk of getting thrown into the category of
being a basket case of instability.” It just doesn't seemto ne

that you can wite a nenp that says that with the aggregation
with PPT, we're fair, we never have done anything to disrupt

the fairness ... that we display operating with these mgajor
producers. How can this one thing throw us now into the
category of being a basket case of instability.

12: 00: 40 PM

DR. VAN MEURS: And | absolutely agree with the nmeno that |
wr ot e. The nmeno that | wote was witten from the perspective
that Alaska really had not mde any mjor change in it's
production tax ... since ... 1989 ..., if | recall the year
correctly. So, 16 years of managing a fiscal system w thout any
maj or change is stability in ny mnd. This |law proposes a
dramatic further change; ... change every year is very unstable.
|"m not recommending you wait another 16 years before you nake
your next change. | think 2011 would be, as | recomended, a
reasonable date and the l|legislature agreed ... that 2011 would
be a good date to review that. That is why, | think, 16 years
of fiscal stability as Al aska had, was a very good track record.
Many governnents, like Britain, Norway, made nore frequent
changes. Al berta, where | now have been advisor over the | ast
six nmonths, definitely made nobre frequent changes. I[t's not
unreasonable to make an inportant fiscal change every 10 years
or so. But to make an inportant fiscal change one year and the
next year, that is very unstable. And | still believe if Al aska
wants to be perceived stable, nmy recomendation is to do what
the | egislature decided |ast year and say, "Let's look at all of
this again in 2011." W put the conpanies on notice already, so
if they want to nake investnent today, they know already we're
going to look in 2011 at this whole fiscal systemagain. And if

there is fair reasons for changing it, as | believe that may
very well be at that point in time, then, | think, you should
change. But, | feel very troubled by ... making such an
i mport ant change after 16 years. C nost devel oped
jurisdictions around the world make those kind of changes every

10 years or so. Making two very inportant changes, one
after anot her, particularly because it seens to be for

BUD COWM TTEE -27- Oct ober 18, 2007



politically notivated reasons rather than for other reasons -
that's very troubling.

12: 03: 24 PM

SENATOR THERRI AULT: M. Chairman, ... ny sense of ny coll eagues
is we're not interested in getting into a situation where we're
changing the tax every year. W're looking for that fair
taxation system that will give us another ... 10, 15 years of
stability. But if the systemis not equitable on both sides, it
is internally destabilizing. If the system doesn't derive a
fair share for the sovereign, then the people will clanor for a
change. If the system takes too nuch, on the other side, then
you shut down the investnent. And it, again, forces a change.
So, | think what we're looking for is that next systemthat wll
give us 10 or 15 years or maybe |onger of stability. | don't
know that promising that we won't |look at it for another four
years ... offers a whole lot of surety to the producers. | t
seens |like we should come up with a system that we believe,
right now, is fair for the long haul, for the sovereign, and for
the producers. And | think that's what the governor has
proposed here.

12:04: 43 PM

DR. VAN MEURS: My view is that today you don't have the
information to make that change. That is why 2011 was chosen.
You haven't even done your first audit yet. How do you know how
much noney is mssing? How do you know whether you received
| ess than you should have? You don't. And consequently, you
don't know what the inpact on investors wll be. You don't how
much interest is going to be shown over the next fours years in
new drilling and new activity on the North Slope. So, you don't
have the information today to make a dramatic change that wll
last for 15 vyears. In 2011 1 think you wll have that
information. Is it fair? The reason that | believe it is fair
to look at 2011 all over again: ... Alaska nmade a dramatic
shift in structure in its production tax. And consequently,
there was great concern around the |egislature: will this
system work; wll this actually deliver; wll this bring the
investnment; wll this raise the incone? So yes, if you
i ntroduce sonething conpletely new, is it good to do a reality
check after a few years and say, "Did it deliver what we
expected it to deliver?" That's a good policy. Then once you
have all the information and once you have all of the facts, and

you have done all your audits, and you have accurate
informati on about the cost .... |"m very supportive of the
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governor in the transparency area - if you publish good data for
the public to know exactly what the costs are so that people
don't have to react to runmor, now everybody in the state would
have the basis for a good discussion. I do not agree
necessarily that the current PPT is conpletely out of whack, it
is not a disastrous kind of PPT. You have collected nore,
people are investing, the law is doing what it was supposed to
do. ... | do believe that the |law seens to be delivering what
was intended. Could everyone be 100 percent happy? No, but it
is not ... a conplete discrepancy between an ideal system and
what you have today. ... people may feel unhappy about the fact
that certain things were not coming out for the nonent. Who
knows later on if we'll prove wong, but for the nonent it
didn't seemto cone out in revenue collection as expected. But
today you don't have the information to make a maj or change that
will last for 15 years. In 2011 you [wll] have all the
information to establish a fair system for Al aska, for the |ong
term and to regain the status of fair stable partnership
bet ween Al aska and the industry. And | think that is a fair
program

12: 07: 50 PM

SENATOR THERRI AULT: C Wth regard to the $0.30 per barrel
deduction for the maintenance, in your meno of August 5th you
tal k about, it says: “(Indisc.) the $0.30 per Btu equival ent
barrel is based on reasonable capital maintenance costs for
fields for which | have confidential information." It seens

like the debate at the tine and basically your suggestion on how
to fix it was: there were going to be shutdowns. There's going
to be shutdowns that stem from |l ack of proper nmaintenance, you
just have to accept that and we're going to offset that by this
$0.30 per  barrel deducti on. But , | think, what the
admnistration is trying to do is conme up with a system where we
don't just accept that there are going to be ... bad acts as far
as maintaining the infrastructure as it should be. That we
provi de sonme incentive for the conpanies to expend nbney as a
reasonable and prudent operator would do, so we don't have
unexpected shutdowns. So, we don't have the |eaking pipes. And
al though 1've not bought off conpletely on the suggestion that
the adm nistration has nmade, it seens like if there's a way of
doing that so that you don't just say, "Well, there's going to
be bad actors, just get over it and live with it." - that we
shoul d investigate that possibility. But the $0.30 just seened
to me throwng up the hands saying, "Can't help it, can't avoid
it. You can't police well enough to keep bad acts from
occurring."
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12: 09: 29 PM

DR. VAN MEURS: ... as | stated, the $0.30 was neant to
crystallize +the displeasure of the legislature that
unnecessary costs were incurred and that those costs should be

taken into account in the design of the PPT. ... the costs for
those heavy repairs should not be paid. As | said, |I'm not
proud of the nunber, it had to be generated in a very, very
short tinme. I'"'m perfectly willing to accept that a better

nunber coul d've been generated with nore information and maybe
that is what we should do. Now, yes, ideally you should only
al |l ow conpanies to deduct costs that ... reflect an ideally good
oper ati on. | really don't know operations around the world that
have that degree of perfection. ... does it occur everywhere in
the world that certain m shaps occur? Are humans nmaking errors?
O course, all the tine. Are m sjudgnments being nade? Are
conpani es sonetinmes cutting things short? These things happen
all the tine. |I'mnot saying they're good. On the contrary, |
think a regulatory system in the state, and particularly wth
the federal governnent, should be on top of enforcing the
hi ghest possible environnental and health and safety standards,

But that is basically a regulatory task. From a fiscal
poi nt of view, you can say |ook we know that so much percent of
your operation seens to be not justified. And therefore, we ...
make the life of our admnistrators easy and we say that is a

non- deduct i bl e expense. That doesn't nean that you accept the
fact that bad practices occur. On the contrary, obviously in
this case, it's primarily a federal t ask. Qovi ousl y,

regul ati ons should always be such to make sure that conpanies
adhere to all of the standards. And, as | said, unfortunately

around the world that doesn't always happen. But, Al aska
shouldn't pay for that. | agree with that ... concept. It's
just how do you inplenent that concept. And | believe it is

easier to look at the facts, do sone econonm c study, say now
what percentage seens to be unjustified. That's the percentage
we're not going to allow. And that percentage, ideally, should
go down over tine. And that is a practical measure that | think

achieves the sanme -- | agree with the goal, it is just | think
the way it is crystallized in this lawis just very difficult to
adm nister, will lead to a lot of court cases, will lead to a
ot of stress on the admnistration, wll ask people to do

things they really shouldn't be doing as admnistrators.
" m not disagreeing with your philosophy, it is just how do you
do this in practice to mke this work in a way that the
adm nistrator three |levels down the |line can admnister.
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12:13: 08 PM

SENATOR THERRI AULT: M. Chairman, is it your intent to have
open question and answer |ater, after both presentations.

CHAI R SAMUELS: ... we've got Senator Huggins and then |'ve got
a question. After, we'll probably take a lunch break and then
M. Johnston has ... about an hour presentation, a little bit of
Q and A and then | can have both of these gentlenen back up
t oget her. ... |I'm assuming they're going to agree on sone
things, they're going to disagree on sone things, and they can
both ... give their rationale on why these things are. So,
there's nore opportunity. W'll be here as long as there are
guestions to be asked. We've got these guys for one day and
we're paying a pretty penny for them

12:13: 44 PM

SENATOR THERRI AULT: One ... nore question. Pedro, | think that
where vyou, perhaps, got into trouble wth vyour credibility
anongst legislators is when it becane apparent to us that you
were going to issue your original report wth a tax rate of 25
percent. And in ny own notes | kept in ny office, you and M.
Johnston got together, on February 12th, and agreed that 25
percent, with the 20 percent credit, was fair and reasonabl e.

DR. VAN MEURS: That's correct.

SENATOR THERRI AULT: But then you were instructed by the
adm ni stration to change your report.

DR. VAN MEURS: No.

SENATOR THERRI AULT: And where you got in trouble is you changed
your report.

12: 14: 28 PM

DR VAN MEURS: My February 14 report reports 25 percent rate,
and that has never been changed. ... in fact, 1 asked the
governor specifically, "You just announced 22 and ny report says
25." He said, "Go ahead, publish it." So, ... ny report is
clear; | recomended 25, | agree absolutely with your history.
| wanted to feel nyself certain that ny recommendati on was ri ght
on the 25. So, I met with Daniel Johnston and | asked him to
confirm what his feelings was and he confirned, "Yes, that is a
good nunber." That's why | recomended it. ... there is no
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report after February 14th where | changed ny personal opinion

The governor, of course, accepted 20:20. And then in the
| egislature a lot of debate took place whether 20:20, 25:20
would change a lot in the anobunt of activity. And as you
recall, | kept saying "I don't see very nuch difference in
activity between 20 and 25." | testified to that a nunber of
tinmes. But, yes, the governor announced 20:20, in his good
judgment, after discussions with the oil industry that I was not
conpletely part of .... A governor is supposed ... to govern
and nmake deci sions. And as a consultant, you're only an
advisor. And if the governor decides differently, that that is
exactly what governnment is all about. But that doesn't nean
that my report was changed. ... | reviewed ny report with Tony
Finizza al so, of Econ One. | felt just because | changed ny own
recomrendation from 20:15 to 25:20, because | felt the

international conpetitiveness justified that. And consequently,
| wanted to get confirmation fromthe other consultants and they
agreed with ne that ... they felt confident about that nunber.
So, consequently that is why | recomended it. And that report
has never been changed.

SENATOR THERRI AULT: Thank you, M. Chairman. "1l have nore
guestions | ater.

CHAI R SAMUJELS: Thank you. Senator Huggi ns.

12:16: 57 PM

SENATOR HUGA NS: Pedro, for the record, | started at 22.5,
voted for 22.5 and it is 22.5. ... to be quite frank, | was not
in the mx as far as really hooking and jabbing comng to the
results, but | had ny opinions. And based on sone things that
you said and other people said to synthesizing that, | feel
confortable wth what we ended up wth. But, nunber one, |
would say to you you're May 10th slide, slide nunber 21, which
you tal ked about the huge risk - I'"'mgoing to get back to that -
was, of all the things that |'ve heard you say were down ... in

the hall going through our educational period for a nunber of
days, and you said that it may not be economcally feasible to
build this gas pipeline based on the variabl es. And then you
refreshed nmy nmenory on that and | thank you for that; and it
stuck in nmy mnd. W were going through AGA | had that sane
concern. Now, you are here today, and I1'Il just say for the
chairman and ot her people on LB&A, | sat around in a neeting and
we tal ked about how to best spin people up. And we agreed,

think wthout dissent, that bringing yourself and Daniel
Johnston here was probably as good as we could do because you
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were the architects and the advice that we were getting. And |
say on that, | sustain | supported that. And | still do today
and | thank you for that.

12: 18: 30 PM

SENATOR HUGA NS: My question for you, though, going backwards
is, back to slide nunber 21 - | want to make sure | heard you
correctly. You then extrapolated from slide 21 that

Al aska's gas pipeline today is not economcally feasible. Dd
you say that?

DR. VAN MEURS: Yes .... I can give you sonme explanation on
t hat .

SENATOR HUGA NS: And | will, and ... let nme just say that in
traveling wwth and talking to Representative Sanuels, you are a
uni que character. And talking to people ... of internationa
renowned, but doing business in oil and gas. | mean you bring
two things to the table, one is international experience and the
other is expertise. There are sone people in here that like to
hear what you had to say and sonme don't. But ... in ny

estimation the business of professionals is not whether you like
what they have to say, it's about whether or not they have those
two ingredients. And | can tell you, and I'll say this not to
conpliment you, but they're a nunber of people in the
continental United States, sonme of them outside of it, that says
that Pedro, doesn't matter whether you like himor not, he's one
of a kind. And he has expertise that probably can't be cone by.
: Once again, | get back to slide 21 and ask you again if you
would just for a nonent reflect on your statenent of -- because
in ny mnd, we're debating about oil taxes and what we're going
to do. That's a stop-gap neasure. The future of this state is

with gas. | think we all agree on that. The question is ... we
have agreed for sone things in a structure called AQA [''m
concerned because of your statenent, and | would just like to

hear fromyou on that.

12:20: 21 PM

DR. VAN MEURS: C " m deeply concerned about the gasline
because as you probably renmenber from ... the discussions in the
hall, | presented to you how the pipeline was conpletely
uneconomc at the ... cost of 2001 and the prices of $3.25 per
mllion Btu. Today, the costs of 2001 have doubled so you need
twice the price to get the sanme econom cs back. Today, the

price in Alberta is $5.50 and Henry Hub it is $6.50, $7.00. So,
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today we actually have the econonmics that | presented to you,

that prove that the |ine was uneconomic. ... SO consequently at
those levels and those rates that is imensely troubling for
Al aska. You may recall that ... | said gas price risk and cost
overruns .... There were two aspects to this gas price risk.

One: the price itself. But far nore inportant is the structure
of the current market in North Anerica.

Wen | presented to you the economcs of the pipeline, |
presented to you a forecast of gas prices that over the 20 years
was equal to 95 percent of the Btu equivalent of oil because
that had been over the last two decades, the typical average in
the United States. Today, we are tal king about 40 percent or 35

percent. So, gas prices today have cratered relative to oil
prices, on a Btu basis. There are nmany causes for that.
Firstly, conventional supplies are sonewhat stronger in Canada
and the U. S. than expected. But, also other states in the
United States have now started to realize that in an energy
crisis that we face, that they like to develop their coal

resources. And states |ike Mntana, and Wom ng, and New Mexico
are really strongly pronoting their coal resources for their
electricity generation. Now, electricity generation was
supposed to be the big nmarket for the gas. Cl ean coal can be
produced today at $2.00 per million Btu. That is what we are
conpeting with. LNG can be |anded for $4.00 per mllion Btu and
LNG inports are rapidly increasing. That is what we are
conpeting wth. So, it seens that a dramatic permanent change
has taken place in the North American gas market that is far
nore dangerous than just an occasional |ow price. What has
changed is the entire structure of supply and demand over the
|ast three years. And if that change prove[s] to be true, there

is no hope for an Alaska Iine. And consequently, that is
sonething that is greatly troubling and that you should
carefully consider. 1In fact, if you look at the situation today
with $5.00 or $6.00 in Alberta and nmaybe $4.00 transportation
cost to get it to Alberta, the netback at the well is $1.00 or
$2.00 per mllion Btu. In an environnent where you have gas

that is only worth $1.00 or $2.00 per million Btu and an oil
price that is $86, the nobst |ogical economc use to nonetize gas
in Alaska is gas-to-liquids because you need 10 ntf of gas for

every barrel of oil. That neans you can produce liquids for $20
a barrel, in terns of input. And consequently, that is a much
nore fruitful avenue today ... to explore, than trying to | ook
at [an] even nore costly ... project for LNG exports that would
create even a |ower netback. ... Is gas in trouble in Al aska?
It is in deep trouble. Not because you did not approve the gas
contract, ... because the world has changed. ... that 1is
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something that, | think, Al aska needs to focus on. | think
Al aska needs a new approach to how to nonetize the enornous gas
resources of the Arctic. You need to rethink what you're doing;
t hat woul d be my concl usi on.

SENATOR HUGAE NS: ... | think that we have received a challenge
here that the future destiny of our state economically has sone
guestion marks. And we need to answer those. And | appreciate

what you said and whether ... 100 percent, 90 percent, 75
percent [is] true, the validation and the exploitation and
expl oration of what you said ... is inportant for us. So, | say

t hank you Pedr o.

DR. VAN MEURS:. Thank you.

12:26: 49 PM

CHAIR SAMJELS: ... | have a question on other clients of yours.
And | have been followng Al berta. ... And if we think we play
bl oody politics, just read in the papers. W're not in their
| eague, as far as the fight that's going on ... the royalty

board, which you are the advisor to, to drastically raise the
royalties in Alberta. And ny question is, not only for Alberta,
and | asked you and M. Johnston the question over dinner |ast
night and 1'm going to ask him the same question after |unch
when he testifies. In nost of the other jurisdictions where you
deal wth, where you don't have ... a production-sharing
agreenent, where it's - you got 85 percent and it's going be 85
percent. You know, you've got a |lot better situation or |ack of
(indisc.) a worse situation, as the case may be. Qur econony is
so small and we are so closely tied to tw factors. W are
closely tied to the federal government and we're closely tied to
the oil and gas spending; and that noney that circul ates around.
They just dwarf everything else in our econony. s Alberta
simlar to that or are your other clients around the world

so centered on this one industry where a hiccup, a mstake, a
something, a shutdown at Prudhoe Bay because of the feeder

lines. Are others as dependent where their entire econony is
just so fragile and so small ... or is there a w de spectrunf
: | assune in Texas, | think | read, that it's 5 percent of
their econony, the production not the refining and all that

Soif ... it inploded, then they take a little hit, but

DR. VAN MEURS: | would ... oh sorry.
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CHAI R SAMJELS: No, go ahead. You kind of get the gist of where
I'"d like you to nmake sone conments on. I"'m going to ask the
sane question of M. Johnston, here after |unch.

12:29: 02 PM
DR. VAN MEURS: | would say the Alberta econony or the Alberta
oil and gas industry, obviously Iike in A aska, has an

overwhel m ng i npact on the government budget

CHAI R SAMUELS: Not just the governnent budget. | mean the
econony as a whol e.

DR. VAN MEURS: The econonmy as a whole and the governnent

budget . Contrary to Alaska, Alberta is not receiving many
transfers from the federal governnent. So, they are in a
stronger position. Also contrary to Alaska, there is 140
billion barrels of economc oil sands to go. And that is why

the fight for the royalties, for the appropriate share for
Al berta on that massive resource, equal to the oil reserves of
Saudi Arabia; that is why the fight for obtaining a fair share
for Alberta, on these nassive resources is very vicious and

very, very difficult. And as you could ve seen in the
newspaper, ... definitely very, very difficult time to get that
fair share for Al berta. I would be happy if | got for Alberta

the sane what you already have in the PPT, and that is what |
recommended to them So consequently, that is only a dream for
the Albertans to get that high. So consequently, that is ...
the fight that we are having. Al berta, though, because of the
huge resource base does not conpare wth Al aska. Al aska
conpares nore to two other clients that | have: One fanous
Trinidad and Tobago - an island with a limted population and a
limted resource base that only has a few opportunities to
expand that resource base, nmybe wth deeper water, and
interestingly also in Trinidad and Tobago the heavy oils. \%%
other client for many years, Newf oundl and, which also has a
l[imted resource base and al nbst the same popul ation as Al aska
has. So, in both of these jurisdictions there is great agony
about the future, just as there is in Alaska. And consequently,

the governnent of New Foundl and, just recently, the | ast

nmont hs, changed the fiscal ternms for oil - upped the fiscal
terms for oil - and is trying to develop a new gas policy. As |
said, Trinidad and Tobago is ganbling on deeper prospects just
as you are ganbling on heavy oils. It is a very troubl esone
future that Alaska has based on Iimted oil resour ces,
essentially uneconomic gas resources at this point in tineg,
unless you liquefy it, and a declining great dependence on
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federal funds. And consequently, it was very inportant for this
| egislature to ... honestly look in the future and ... start
organizing the affairs of Alaska in a way that creates a
sust ai nabl e devel opnent for this state.

CHAI R SAMUELS: kay. If there's no nore questions, | think
we'll break for lunch. ... It's 12:35 right now M. Johnston

you said you had ... about an hour presentation ... plus
sone Q and A, however nuch tinme you need. Wiy don't we cone
back here at let's say a ... quarter to two, give us a little
nore than hour. And we'll reconvene and then M. Johnston wl|
give a presentation and then we'll have a chance then to have

both of the presenters for questions. Wth that, we're at ease.

1:49: 56 PM
CHAI R SAMUELS: I call the neeting back to order. ... The next
presentation we'll have is from Daniel Johnston. | had the

pl easure of neeting Daniel, along with Senator Therriault and
Senat or Steadman, and Representative Kelly, at a class he gave
on petrol eum econom cs in London that we'd signed up for during

the last ... go around. And then for those of you that were
here before, | don't need to go through his resune. But we're
wel conre to have you back. C Any nmenber feel free to ask a
guestion. 1'Il try to use the commttee nenbers first - for the
Legi sl ative Budget and Audit Commttee nenbers - but | want to
make sure that everybody feels they have a chance to participate
her e. ... this is for education purposes, not just for the new
menbers, but for the old nenbers as well. And after M.
Johnston's presentation, we can bring Dr. Van Meurs back up and
have a bit of a round table .... So, with ... that, M.
Johnst on.

1:51:21 PM

DANI EL JOHNSTON, Daniel Johnston & Co., 1Inc., Hancock, New

Hanpshire: Representative Sanuels, thank you very nuch, and |'m
pl eased to be here. This is the Legislative Budget and Audit
Comm ttee here, is that who |I' m speaking to?

CHAI R SAMUELS: This is the Legislative Budget and Audit
Committee on this front part of the table, and then everybody
else is filling in wherever they could find a seat.

MR, JOHNSTON: Well, 1'm pleased to be here. ... And 1"l get

down to business now. Wien | was asked to come here 10 days
ago, | was excited and horrified at the sanme tine, because as
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you may know or will soon |earn, everything that Pedro and | say
is subject to intense forensic scrutiny; every word, every
witten docunent is reviewed over, and over, and over. And, in
fact, that's not just the words that occur here or the
publications associated wth Alaska; everything |'ve ever
witten conmes under scrutiny very, very often. ... | think 1
speak for both of us when | say we really are quite careful
about what we say, but having to be that careful is kind of
pai nful at tines. ... | really actually had visions of a
mlder, quieter little gathering, because Ral ph explained that
there were 13 new legislators, and that nost of what this was
going to be about was to bring them up to speed ... basically,
"How did we get to where we are?" And so, | was a little bit
surprised that Pedro had ... quite a presentation, which |
t hought was very helpful ..., but ... he wasn't actually talking
about how we got to where we are, he was talking about the
proposed | egislation, which | have not reviewed. And ... wuntil
| have a chance to review that, | can't really coment on it
much. But there were things that Pedro tal ked about that I
would |ike to address. And | -- where are you, Pedro? I
apol ogi ze in advance. Now, you know |I'm capable of being rude
to Pedro, too, but, let nme tell you, | respect that guy, and |
respect hima |ot. And if anything | say here today, or ever,
ruins the respect that he has for nme and the relationship, the
friendly and professional relationship that we have, 1'Il be
horrified. And so, with that | got to say | do feel guilty that
|"m going to go through your report, Pedro, if that's okay, and
just comment page by page, just to let you know what |'m capabl e
of conmenting on, because sonme of those pages are not relevant
to anything |I've |ooked at or done. And so, | hope you brought
t hat back with you.

MR, JOHNSTON: | didn't expect to come and make recommendati ons
either, and | don't think | really have many recomendations -
just  opinions, as usual - but he starts out strongly
recommending that you not make changes ... other than the
t ransparency provisions. ... | don't entirely agree with that.
If -- and | don't know how we can not talk about the cloud

if there were no cloud, | would totally agree with that. You
know, if the PPT isn't working as expected, sonme people are
going to say, "I told you so," and sone people are not. But if
it's not working as expected, then in ny mnd - tough. If it
was conducted on a level playing field, and in the kind of
environment that | thought was taking place |ast year .... Now,
by the way, | don't even know -- when Pedro said he knew how
sonme of these people who are either under indictnent or have
been convicted, how they've voted, | was a little surprised
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because | guess | could have |ooked that up and investigated
that for nyself, but | really don't care so nuch. Ch, I'm
absolutely fascinated with what's going on, there's no doubt
about that

MR,  JOHNSTON: Now. page four. There is a nice and useful
chart here that describes governnent take, undiscounted, and |
just now for the first tinme noticed there's a parenthetical

addition there that says, "incone only" - so I'll have to ask
Pedro what he's tal king about there. | don't know what that
neans.

1:58: 26 PM

MR,  JOHNSTON: | don't think we need to worry about that right
now. But it's part of my mandate to cone here and tell you why
we are where we are. | al nost brought a presentation that was
my March 6 presentation ... of last year. And because actually

there's been so nmuch debate about PPT 20/20 or 25/20, by the
time | arrived, the debate had pretty nmuch narrowed down to that
range. And 1'd like to talk about that. Sonme peopl e thought
that | canme to Alaska and recommended a 25 percent tax rate with

the 20 percent credit. That's not exactly the case, and in fact
| was little bit horrified with what | found, and here's why:
This term "governnment take." Now, when | thought, before |

came, that there was going to be nostly just the new | egislators
to get a feel for how we got to where we are, that | would spend
sone time talking about governnment take, because it's a big

deal . And | find, too, sonme pretty good stories about people
behind the scenes. The guys, you know, doing the analysis here,
they're about sick of hearing about governnent take. And |

don't bl ame you.

MR, JOHNSTON: In all fairness, though, when |I was here March
6th, | knew it was going to cone to that. And the last page in
my testinony on March 6th was a quote from a Dallas Mrning News
newspaper article that described how the New Mexico Legislature
had passed a law a few years ago requiring that when expert
W tnesses cone to the legislature that they nust turn down the
lights and ring a gong and put a pointy hat on the expert
W tnesses before they testify. The bill, wunfortunately, was
vetoed by the governor. But | think everybody in this room can
probably identify with that, and that resonates with nme, too.
But it is an inportant thing. Pedro used the anal ogy, today, a
couple tinmes of the landlady and the rent that she should
receive. Now, for that I|andlady, the rent would probably be
denom nated in terns of dollars per nonth, or sonething Ilike
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t hat . And if she's a savvy business |ady, she would know what
everybody else in the neighborhood, and probably other places,
too, get as rent for apartnents that are either simlar or
roughly simlar, or conparable in sone way, and she'd have a
feel for the marketplace and the marketplace dynamcs. For you

for the oil tax, governnment take is a pretty good nunber.
You've got to be able to neasure it in sonme fashion or another.
Now if you take -- and | was going to do this - | decided it
wasn't appropriate with the size of this room and the nunber of
people here, but | was going to use a flip chart ... to nake
sure that everybody was confortable with how governnment take is
cal cul ated and what it neans, and give everybody a little bit of
a feel. Here's why: Wen | first arrived, if you were to
cal cul ate governnent take using a 20 percent PPT versus a 25
percent PPT, the difference in government take was only 2
percent. And | thought, "Wy did they hire ne with this nmassive
ego to conme up here, when they' ve already narrowed it down to

plus or mnus 1 percent?" Good gri ef! | was in a bit of a
state of shock. And as the hearings continued and tine went on,
| still - and even today - cannot believe how it got |ocked into

that strange, narrow range. And it's been very, very difficult
for me then and ever since.

MR,  JOHNSTON: To ne, part of where we are now and how we got
here is a function of things that went before. But, | worked on
the gas pipeline here in Alaska the prior year. And |I think the
fact that the PPT 20/20 or 25/20 debate was narrowed down so
qui ckly was probably partly because of the power and the control
of the various legislators - and thank God peopl e have power and
control or at least as nmuch as you do - but | felt it [was] also

a function of the power and control of the oil conpanies.
They're very powerful here; there's no doubt about that. And
part of the problem too, was the choice of using a single
system what | disparagingly refer to sonetinmes as, "the one-
size-fits-all." And 1've been on record and I, |ike Pedro,
haven't changed my mnd on a few things, and that's one. " m
still wunconfortable with that. And that's a type of policy-
| evel decision that was nmade before ny tine. ... | keep trying
to figure out who ... nade that decision? Wy ... is it in your

hearts that you feel you absolutely nust have one system that
pretty much is going to take care of everybody. That makes the
job extremely difficult. Now, the things that were done to try
then and accomobdate that policy-level decision - things like a
credit to encourage exploration, yet an increase in the tax so
that you don't ruin exploration but you still get a fair share
of the profits - the one-size-fits-all system was very
difficult. And I said, "Ckay, if that's what we absolutely nust
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do, I'll go along with that." | still question why it seened so
absolute at that tine.

MR,  JOHNSTON: | denonstrated on March 6th, after seeing that
everything had narrowed down to plus or mnus 1 percent - | mean
really that's a pretty good characterization of what the
situation was when we would tal k about 20, no, 25, no, 20, no 25

- and the whole time I'm just sick about that. It's not that
precise of a science in sone respects and it was so darned early
in the debate. ... it was a surprise to ne when all of a sudden
the PPT proposal from the governor cane out. And so, | was
there pretty much when the proposal canme and, like | say,

still cannot believe it got to that point: plus or mnus 1
percent. But then there's another problem Plus or mnus 1
percent on this thing, well, we better nake sure we neasure it
fairly carefully. And so, ... if you |ooked at Pedro's work and
the ConocoPhillips work and British Petroleum all three were

cal cul ati ng governnment take differently.

2:05:42 PM

MR, JOHNSTON: C Now, ConocoPhillips, by the way, they were
using a report by Wod Mackenzie. ... | amstill, to this day,
convinced that ConocoPhillips didn't realize that the governnent
take statistics quoted in that useful report - as long as you

know t he weaknesses of these take statistics - that there was a
problem And it's a problem that nade Al aska | ook particularly
bad. In nmy opinion ... it ... made ... Alaska look 5 or 6
percent worse than it should have, because the rest of the
wor |l d, government take should have been higher. And then,
British Petrol eum had an altogether different interpretation, as
well. They used ... [what] ... was called ... either "nmargina
governnment take," or ... "governnent take on the rmarginal
barrel ."

MR, JOHNSTON: ... | imediately knew what the problem was, but
here you have three calculations of governnent take, plus or
m nus nearly 15 percent. And so, here's people using a report
... and ... nobody seened to have noticed at that point. So, |
started out ny testinony on March 6th of last year with this
issue that really kind of horrified me. And then it never cane
up again until about, oh, six weeks ago or two nonths ago, and
some of the folks from the Departnent of Natural Resources or
the Departnment -- | can't remenber which one it was, but they
said, "M. Johnston, you were quoted on March 6th as saying that
the worl d average governnment take was probably between 67 and 70
per cent . How do you define that statistic?" C. And so, |
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started to answer those questions, and then, when | realized I
was comng here | accelerated the work wuntil | saw in the
information that was sent to ne eight days ago, | saw the work
done by the governor's office.

2:09:31 PM

MR, JOHNSTON: They're wusing a statistic that | think is a
government ... take of sonme sort, to a certain extent, but
they're not using that term nology anynore. And | ook at ne:
this high-priced idiot from New Hanpshire cones up here and |
don't even know what they're talking about. ' m serious. ' ve
got to ask them .... | think | ... probably have about 80
percent of it, but I've got to sit down with these guys if |
want to understand what the governor is proposing, and ask them
to define their terns. And ... ny suspicions are that ... [I'l
probably be able to fairly quickly ... say: "GCkay, sure. (kay,
sure."” There's still one |I don't think it's going to be okay.
| understand that. | probably am going to contest that.

Sonething to the effect of a snapshot-type of governnment take
In nmy experience, that alnost never really provides the kind of
insight for which the governnent take statistic was devel oped,
for all practical purposes. Now, so here | am charged you tons
of noney in the past two years, and I'm sitting up here telling

you | don't even know what that report says, but in al
fairness, until | do, | can't claim to understand it until |
talk to those guys. Now, your |egislators have to nmke these

huge decisions, the nost inportant decisions of your life ....
But it's got to be a bit horrifying if you' ve got people |ike ne
comng up here telling you |I don't even know how to read this
report, and |'m supposed to be the expert. And you're going to
have to have that kind of expertise yourselves, or you' re not
going to feel right about the job you're going to do. Now, |
think it's horrifying that it's nade as conplex as it is at
times .... | think it can be sorted out, and ... if 1'm not
here, sonebody can help you sort it out. And when you do get it
sorted out, have them go back to ny March 6th report where | use
the term governnent take, and conplain about the problem that we

had even when we were all using the sanme term nol ogy:
gover nment t ake. BP used the term governnent t ake;
ConocoPhi | I'i ps and Wod Mckenzie used the term government take;
| did too, and so did Pedro Van Meurs. You'll be happy to know
that on that issue, Pedro and | calculated governnent take the

same way. Now, there m ght be sone divergence between Pedro and
| on the governnment take discussions and calculations for the
gas pipeline. Nowthat is going to be different.
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2:12:25 PM

MR, JOHNSTON:. And | testified on March 6th al so, that when you
talk about an oil tax in Alaska, in the context of why we're
here, the governnent take statistic, despite all of its
weaknesses and the problenms with it ..., is still a useful
statistic. Wen you know the weaknesses, it wll make the
statistic even nore useful. And there's going to be a tine, |
hope, when you'll be able to confortably go down through the
arithnmetic and the nechanics of the system so that you know
where all the noving parts are and how they nove, because it

truly is sinple arithnetic. Now, my definition on governnment
take ... the street corner definition to a certain extent: | f
you pick one of the nunbers here on Pedro's page 4, see a 62
percent governnent take. Now, what that represents is the

division of profits. And there's nothing nore fundanental that
goes to the heart of any business relationship quite |ike the
di vision of profits. ... And ... in the industry, for the nost
part, we're talking about full cycle. Over the life of a field
or over the life of a project, of all the profits generated, how

much of it, in this case here, goes to the governnent? W cal

it governnment take. Sonetinmes we quote or discuss the conpany's
side and call it conpany take. But if a governnment take is 62
percent, that neans the oil conmpany, at the end of the day,
after having invested all that capital, ends up with only 38
percent of the profits. Your question, of course, is: Vel |,

that doesn't sound like nuch. Are we being too greedy, are
we taking too nuch, are we going to destroy investnment in this
state? Because you know the value of investnent in this state
the jobs, and the potential results of exploration. It can al
be wonderful and glorious, and it would break ny heart if | had
anything to do wth destroying investnment in the state of
Al aska. That is not nmy intention whatsoever.

2:14: 55 PM

MR, JOHNSTON: Now, | noticed a term that the consultants that
work for the governor's office ... they don't use the term
"full cycle,"” they use the term "cradle to grave." Ckay, fine,

but at sone point everybody here has got to be speaking the sane
| anguage, so that you're confortable with the statistic, and
work on those weaknesses, too. The weaknesses of the statistic,
and there are nmany, was also part of ny testinobny, a year ago,
March 6th. So, it's all in there. And | strongly encourage you
to give that a | ook. C At sone point you need sonebody to
show you ... what happens to these revenues. If revenues are
generated on the North Slope, where does it all go - all the
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nmoving parts and all those things. You can do it. It's

extrenely inportant. And when you're all speaking the sane
| anguage, you can discuss it confortably and confidently, and
you'l | feel good about the work that you're about to do.

MR, JOHNSTON: Now, the current system - Pedro's tal king about

that. | don't have nmuch to say about the current system | am
aware of the basics of what's been proposed, there's no doubt.
But I wll say this: ... | should have been able to becone nore
intimate and understand better what's being proposed by the
governor than | am But the information isn't very user
friendly - and |I'm supposed to be an expert. | think it can be

made a little nore user friendly. And at sone point, too, you
need a side-by-side analysis. Wat was the old PPT and how did
it work. ... until | see something like that, |I don't know how
it's going to conpare. | can't help people unless | see all
those things and know all those things, and, in nmy mnd, neither
can you.

2:17:32 PM
MR, JOHNSTON: Now -- by the way, | agreed with nost of

everything Pedro said, just a couple things that we don't agree
on ....

REPRESENTATI VE RAMRAS: ... Wat page?

MR JOHNSTON: C The claw back provision ... page 11. Pedr o
said internally he advised strongly against this, "it doesn't
make sense to reward conpanies for past investnents.” And by
the way, | know exactly what he's saying. | don't blanme himfor
saying it, but | think it's inportant that you know I'm on
record as saying that actually there was sonme economc
justification - sone economc |ogic and business sense that
provi ded sone foundation for that. |'ve said it before and I
really haven't changed nmy mnd a lot on that. | didn't see it
so nuch as ... an attenpt to reward them for past investnents,
but it was a situation where the oil conpanies had nade
investnments w thout the clear understanding that there was going
to be a change. Now, ... there was lots of debate back then

about whether or not they should have known. And during the
five-year |ook-back period, perhaps the farthest year back they
m ght not have know there was a PPT conming, but a year ago
per haps they should have. There was a |ot of discussion about

t hat . But it was an issue of fairness, | felt, that justified,
to at least a certain extent, accommodating these guys for
investnments they made prior to the change. In ny mind it goes
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to the attitude of the legislature, that attitude characterized
by your strong desire and the efforts to be fair, which, by the
way, as you'll recall, was ny nmandate, as well.

MR JOHNSTON:. ... | do want to comment a little about page 15.
Wen | arrived ... and | started to understand what was going
on, just as before with the gas pipeline proposal, | was not
happy that the system was regressive - full stop. And ... |
really ... feel that, especially Al aska, deserves a state of the
art, world-class fiscal system regardless of where you start,
what tax rate -- just there are things that you need to do and
needed to do ..., that were justified by the fact it was 2006 at
the time ... and we're |looking to the future. And especially
| ooking to the future when nost of what was conceived in PPT was
conceived in an environnent where the oil conpanies were
demandi ng fiscal certainty: 30 years for oil and 45 years for
gas. And in that context, the issue of progressivity was, in ny
m nd, even greater and nore inportant. And ... that, by the
way, too, goes to an issue of fairness.

MR, JOHNSTON: Progressivity neans ... that if profitability
goes up, your share of the profits goes up, not down. Now, |'m
not so sure, although ... Pedro mght contradict ... ny
suspicions, but one thing about royalties is ... they are
regressive. ... Cee, a royalty is regressive; that sounds bad.

No, all that neans is when you have a system with a royalty,
it's likely that when profitability goes up, the governnent

share of profits will go down. How much? It depends on the
royalty rate. Twel ve- and-a-hal f percent royalty is not cruel
and unusual - it's slightly higher than world average as far as

royalties go - but then royalties aren't the only things that do
what royalties do. The other famly of fiscal systens in this
wor | d, of which about half of the countries subscribe to, is the

producti on-sharing approach/production-sharing contracts. And
many of those - nobst in fact - have what we call a cost recovery
[imt. And it has alnpst all of the characteristics of a

royalty. The nobst inportant characteristic is it guarantees the
government a share of production or revenues each and every
accounting period. And that's one of the nobst inportant aspects
of a royalty, too, by the way, despite the fact that
theoretically and in practice royalties are often easier to
noni tor and easier to neasure ...

2:23: 20 PM

MR,  JOHNSTON: But | felt a little bit of satisfaction seeing
that ny histrionics ... paid off in at least an effort to nake
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a system that was progressive. ... it looks nore to me |ike we

have a systemthat has still, of course, the regressive royalty,
but the PPT tax that's slightly progressive, and they about
neutralize each other so that overall the systemis ... not that
progressive, as far as |'m concerned. To have a system be
progressive is one thing, but if it's just mldly progressive
closer to neutral - neaning if profitability goes up or down,
the governnent take doesn't really change that nuch - ... that
bot hers ne. | don't think anybody could argue, in this world,

that those countries that had progressive fiscal systens in the
late 1990s felt an awful |ot better about their system after
prices went from an average of around [$]20 to where we are now
They had, built in, the nechanisns that would enable them to
feel good when the unexpected happened. And | said so many
times back in 2006, and it's the same today: Wo cares what oil
prices are going to be two years from now? \Wo cares that it
m ght never happen that oil prices will get to $200 a barrel?
Design the system so that it can accommobdate it, and don't worry
about it. That's ny position.

MR, JOHNSTON: So ... all these consulting firns that | was
saying such nice things about get together for your new
governor, and they water down the progressivity feature, which |
just cannot understand. I would like to have been in those
di scussi ons, because it was such an effort bringing it about.
And | was asked to cone here and di scuss how we got to where we
are, but let nme tell you, when | first started working in
Al aska, one of the first things | saw was that the gasline
proposal that the governor was working on in 2005 was
regressive. And over the phone | said to sonebody, "Good grief!

This thing is regressive." And | just really was in a state of
shock about that. And the response on the other end of the
line: an Alaska State enployee said, "Well, that's just not on
the table." And | thought | knew what that neant, and it was
true. That's just not on the table. | said, "What do nean,
it's 'not on the table ?" ... he said, "The oil conpanies

refused to talk about it; they refuse to discuss that." .
Are they that powerful? Now listen, | said this in nmy March 6th
testinmony and ... I'll say it again: Any tine | go to a country
or a state like this, one of the first things | try to get a
feel for is that issue, the issue of control. And they' ve got

tremendous power in this state, and rightfully so to a large
extent. But that kind of power scares nme and bothers ne just a
little bit, and nmy three main questions that | started ny Mrch
6th testinony on was: At the end of the day are you going to
have greater control or less control? In this ... [the] Al aska

situation is so simlar to so many countries, there's no
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reason you can't think of yourself as a country. You just have

a few different boundary conditions, |ike Washington, D.C., for
one.
2:27:23 PM
MR, JOHNSTON: But everybody's got boundary conditions; every
country has problens of that magnitude and nature. And every
government has concerns and every governnment has certain
obj ecti ves. And one of those objectives has been ... for
countries to try to gain greater control. And so that was a big
thing to ne, too. In fact, | think it would constitute nal
practice on nmy part if | didn't try, in providing advise here,
to help you obtain greater control, unless it was sonething
you just absolutely didn't care about or want. But that's

i nconcei vable to me, because |'ve seen how different it can be.

MR,  JOHNSTON: In 1964, the Indonesians started to come up wth
what is now called the Indonesian Production-sharing Contract

It was pioneered by a guy naned Ibnu Sitowo (ph) .... And they
came up with a thing called a contract of work, in around 1964,
and after two or three years he scrapped the contracts of work.
And his main comment about the contracts of work was this:

"They're just a concession with a different dress on" - neaning
that the oil conpanies still have so nmuch control, they
basically could do what they wanted, and it just wasn't working
for him So, Ibnu Sitow decided we're going to go with a
different type of an approach, ... the production-sharing
contract. And he was boycotted by the oil conpanies. And so

the first production-sharing contract in this world, which
changed this industry and gave governnments greater contro

for the Northwest Java Bl ock has produced zillions of barrels of
oil, was signed wth a bunch of ... little independent oil nen
from Billings, Mntana .... But it was alnost internationally
unheard of that sonebody would do sonmething like that. And then
t he second production-sharing contract was signed with that sane
group, and by then the oil conpanies saw ... the witing on the

wal | and they began to participate.

MR. JOHNSTON:. |'mgoing to go beyond page 15 ... where | concur
wi th Pedro. C Page 16, softening the inpact on heavy oils,

.. that's been one the things that we all have agonized over.
Trying to do it, though, with a single system is just, in ny
mnd, a bit of a nightmare. Let ne tell you, lots of countries
in this world have nore than one type of system And if it can
be done there, it can be done here. And, yes, you're going to
have to hire sonme of those high-priced auditors. ... [|'ve said
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in the past that auditors are worth their weight in gold. | f

the oil conpany people [are] behind nme, they're probably

groani ng, because, yeah, well they know who's gold that is, and
t hey know how vi ci ous sonme of these auditors can be.

2:31:11 PM

MR, JOHNSTON: |'ve trained probably nore auditors in this world
- oil industry auditors - than anybody. | hel ped found what was
called the International School at the University of North
Texas, where international auditors from all over the world
came, and | taught there every year fromit's inception until |
nmoved to New Hanpshire ... And, by the way, too, if they're
enl i ghtened, and wunderstand what the relationship should be
between an oil conmpany and a governnent, if they understand,

too, that for the nost part, the interests of the oil conpanies
and the governnents are pretty well aligned, then they can do a
pretty good job without getting crazy. But sonetimes they don't
understand and they feel the oil conpanies are all greedy and

out to get them.... | suspect that here in Alaska, if you had
auditors -- after seeing the kind of relationship that
legislators in this room have with the oil industry, | have a

feeling that there's going to be sone rough spots, but it can
work ....

MR,  JOHNSTON: Now, on page 17 ... and Pedro said that the gas
pi peline right now is uneconom c. | think he nmeant uneconom c
with the existing ternms, or sonething like that. The econom cs
of that gas pipeline are going to be, in part a function ... of
the price, and the costs ...; but what about the terns? Well
that's the issue. The only thing 1've said about that gas
pipeline ..., and that's this: "You' re not going to be getting
much virtue out of that governnent take statistic when you start
tal king that pipeline. It no longer has the currency, and it
really doesn't provide the neaning." And | would be ... very,
very confortable talking about the gas pipeline wthout ever
mentioni ng that governnment take statistic. It's about interna
rate of return, not so nuch about government take. Ch, there'l
be a governnent take that falls out of it, if you agree on a
fair and reasonable internal rate of return.

MR. JOHNSTON: There was a presentation last year - | think the
fiscal interest finding or sonething, published by the
governor's office - that showed internal rates of return for
| arge-scale, nega projects in this world today at $35 a barrel
and $25 a barrel. And ..., as you know, this is all | do for a
living; I'm... a specialist. ... | looked at that ... table in

BUD COWM TTEE - 48- Oct ober 18, 2007



the nega projects of this world, and | was fairly intinate with
a third of them And that table showed that for conparable
projects in this world - conparable to what was being proposed
here in Alaska - a gas pipeline that was going to cost $20
billion. Now, by the way, | don't renenber anybody ever
indicating that they believed that $20 billion nunber. W all
know that prices for everything have gone up. And | thought
that Pedro characterized quite well the inplications of costs
going up, and how it's different for sonme countries and sone
provinces ...; | don't think I need to add to that very nuch.

MR.  JOHNSTON: But 1'Il say this, and ... this is the strongest
| anguage | used throughout the whole of last year, and it's
probably the strongest |anguage |I'Il use here too, but | use the
term "intellectually dishonest” or "junk science" to that
effect - wth respect to that table: It was terribly
m sl eadi ng. If ... you guys really think that Kashagan - the
big ..., high pressure, highly problematic oil discovery in the
North Caspian - is going to yield an internal rate of return on
the order of 30/40 percent at $35 a barrel, then you're in
troubl e, because you'll never make a proper decision. Now, |'ve
worked on that field, I'm intimate with that field, and I've
worked for the governnent in Kazakhstan, and so, ... | start
down the list and | see things like this. It was just so wong.
And so, yeah, the gas pipeline, | don't know how deep a trouble
the gas pipeline is, but I'm fairly intinate with nmany of the
dynam cs that Pedro nentioned. | wasn't expecting to cone here
and talk about that, but it's sonething that will be just as
difficult - if not nore - than the PPT discussions, and just as
inmportant - if not nore. 1In each case, by the way, PPT, the gas
pi peline, the overall revenues, | think, you know, we're talking

a trillion dollars each, somewhere in there - and so, the
inmportance of it is not lost on nme. Now...

2:37:07 PM

CHAI R SAMUELS: Let ne interrupt you for one second, Daniel.

MR, JOHNSTON:  Sure.

CHAI R SAMUELS: You' ve been nentioning the March 6th testinony,
and ny staff has nade copies to distribute to everybody, and ..

we'll put a copy of that ... on the web site, also. Thank you.

MR. JOHNSTON: Thank you. Well..
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CHAI R SAMUELS: Could you clarify which table you're talKking
about - which nunber that you said ... was..

MR. JOHNSTON: Page 21, by the way. |f anything, page 21 is as
conplex a table as |'ve ever generated in ny 27 years of doing

this work. But it's ... part of ny discipline that until | can
see the arithnmetic and the nechanics and all of the noving
parts, as | nentioned, then I don't really understand it, and |
don't really know how the system works .... And why am | not
seeing sone nore of these here in Al aska? W're nmaking nulti-
billion dollar decisions and we don't have sone of the tools we
need. And | say we, because |I'mbeing paid ... to conme and talk

intelligently about sone of these things, and it would help ne
and everyone else if we could take what's proposed by the
governor, ... what has been generated through PPT, what was
passed | ast year, put down like this so that we could see them
And then a side-by-side analysis conparing them

MR,  JOHNSTON: Page 22. This'Il give ne an opportunity to talk

about governnent take and the use of this - what | call "back of
t he envel ope approach.” Columm A, | show $20 a barrel, with a
15 percent royalty. You' ve got the $3 per barrel cones off the
t op. . | don't show any deductions for transportation costs

like you are intinate with here in Alaska, so |I've kept it quite
sinple. The net revenues, therefore, are $17 a barrel, and the
operating costs and capital costs | have assuned anobunt to $8 a
barrel, for this illustration. That |eaves taxable incone of $9
a barrel. You subtract the taxes and you get down to the
contractor's cash flow - their profits - $4.50.

2:39:59 PM

MR, JOHNSTON: Now, when | do sonething like this, | always
think in ternms of what we call, "full cycle" or what you're
seeing these days, "cradle to grave." Over the life of the
field, all of the revenues generated, |'m saying here on average
let's assune they were $20 a barrel. Let's assune that all of
the costs associated with getting that oil out of the ground
anounted to $8 a barrel. Typically, about half of that would be
operating costs and half of that would be capital costs. |If you
were to take ... a detailed, cash flow nodel of a fiscal system
like this, where the <costs were $8 a barrel, then the
contractor's cash flow would cone to - undiscounted - $4.50 a
barrel . In that cash flow nodel that they generated, then, you

would be able to see corresponding nunbers for every single
nunber on this back of the envelope calculation and call them
"A." Every single nunber here would be represented by nunbers
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in that econom c nodel. So, even each of these three exanples
here show the sane thing. Now, this exanple here, too, by the
way, | was showing the difference between this system with the
15 percent royalty and a 50 percent tax, what the difference in
governnent take was when you went from $20 to $60 a barrel. And
you notice that the governnent take goes down. That's what |'m
tal king about when | talk about this regressivity that | didn't
think was going to be appropriate for your situation, either PPT
or the gasline in the future.

MR, JOHNSTON: Now, when you see the marginal governnent take
statistics or ... that kind of discussion, and the BP people,
when they calculated take, basically this is the assunption
that's nade. We assune costs equal zero. So, you're talking
about the division of profits at the nargin. You can think of
it this way, and it's entirely fair to do this: you can

pretend as though the difference between $20 and $60 a barrel
... as though there are no costs associated wth that
differential. A positive price shock creates this additional
windfall, and that's why we call them windfall profits....
Oten, especially in the early stages of a positive price shock,
there aren't any corresponding costs, so this calculation yields
a governnment take of [$]58. And this is a typical exanple,

although if you turn to the following page, | show another
mar gi nal take statistic; that was the type of statistic being
used by BP. ... ConocoPhillips was using the Wod Mackenzie
report. By the way, | liked that report ... and they didn't do

one single thing wong, but they caught a lot of heat for what |
said during ny March 6th testinony.

MR. JOHNSTON:  When you cal cul ate governnent take - and in this
exanple ... | added one other dinension that you don't have here
in Al aska, but many governnents do have it. Nearly half of the
countries in this world have ... governnent participation, and
the oil conpanies just hate it. Il magine if you nake a
di scovery and the governnent taps you on the shoulder and
congratul ates you and says, "Congratulations, thank you very
much, we wll exercise our option to take up a 30 percent
working interest.” When those occurred in these various
countries in the Wod Mackenzie report, they ignored it. They
didn't explain why, but ... | know why: sonme people prefer to
exclude it. The rationale is that the governnment, "pays its
way. " Once they back in, after the oil conpanies risked all
their noney and nmade a discovery on their behalf, ... it's at
that point going forward that they pay their way. The oil
conpanies would love it if that option didn't exist. And froma
financial point of view, there is ... absolutely a difference in
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val ue. It can be proved nmathematically and very sinply. I n
fact, in many respects, to a certain extent, | think this really
actually does it. But | was in Bolivia a couple of years ago
and there was a Wrld Bank report where they advised the
Bol i vian governnent to not include this governnent participation
option that exists in so many parts of the world because it was

"an equity participation,” it was explained, and therefore it
shouldn't be included in the government take calcul ation. So
if they were going to conpare thenselves with other countries in
this world, they ignored ... that thing that ... has a huge
financial negative inpact on the oil conpanies. So, here we
have one sinple exanple where the governnment take ranges from
60- 64. [A] four point differential on just this one

exanple, and yet, here the PPT discussions back in March were
plus or mnus 1 percent. And yet, we had calculations that were
all over the place.

2:45: 15 PM
MR,  JOHNSTON: ... | show even two decimal points on one of
t hese cal culations, which ... applies a degree of precision that

just isn't appropriate if you |look at the weaknesses associ ated
with this statistic. By the way, the Wod Mickenzie reports
have changed; they now quote another statistic that goes al ong

with their governnent take statistic, and | think they're
calling it, "state take." And that's consistent ... with the
old ... Petro Consultants reports. Petro Consultants had this

bi g debat e: should we include it, should we not include it and
t hey decided to conprom se. They quote both statistics. Now,
the reason I'm harping on this so nmuch is this: it's inportant
for PPT absolutely, no doubt, but it's hugely inportant for the
gas pipeline, as well. The gas pipeline, one of the things that
was proposed was that the state was going to take an equity
position. Fine, ... as far as it sounds. | know there's pros
and cons there. But the thing about the equity position that
the state was going to take was this: they were going to take
their royalty and their gas in kind, ... as was part of the
system even then, but they were going to have the right to pay
for it to; they were going to pay their working interest share
that corresponded to their royalty and severance tax share.

Al nost identical to what we in the industry call governnent
participation or state participation. And vyet, many people
don't feel it's appropriate to include it in the calculation.
And, in fact, in Pedro's own testinony, he used Azerbaijan as

one exanple where he excluded governnent participation, and |
agreed with him on that particular case, because they were not
carrying through exploration. Now, that 1is identical to
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Al aska's situation, in ny opinion. So, here you have Pedro and
me, both, would have | ooked at the state participation and would
not have factored it into the analysis that we refer to as
gover nment take. Now, | don't think it's fair for me to throw
this nmuch at you, it's one of the biggest controversies in the
industry as far as the science of fiscal system analysis and
fiscal system design is concerned .... ... when experts cone
and testify before you, and they sonetines use the sane term
government take, but they all calculate it a different way. And
then, after sonebody conplains about everybody «calculating
government take a different way, the governor has a bunch of
consultants cone in and now they're using a different

termnology. It really isn't quite the science it wll probably
be sone day, but sone day the science is going to be a little
nore careful, better defi ned, and a nore standardized
term nol ogy that we and you guys can use. Ckay. Oh, the cost
reruns. ... On page 21, Pedro nentioned sonething about the ..
perfect storm and | do renmenber sone of those discussions. No
comment ... that | can think of. And ... 23. This is probably
as good a tine as any to tal k about this issue.

2:49: 06 PM

MR,  JOHNSTON: | think it's the only place where Pedro and |
evidently, really depart. ... Pedro said the auditors have not
yet seen the increase in costs. And Pedro's thesis is, and |
think it's even his first recomendati on: don't change this
systemuntil you' ve at |east seen howit's going to behave. And
| can understand that .... | think | said earlier that if it
weren't for the cloud, | would heartily agree. C. It's the
cloud that makes such a difference. If it weren't for the
cloud, hey, we fought it out fair and square ... there's a |ot
of people that weren't happy and everybody had to give ... up a

little bit, and that's the way the system works. But | think
we're finding that, well naybe the system wasn't working the way
it should, in which case that's where Pedro and | depart.

if that's the case ... you probably would have a strong
justification for nmaking a change just to let the whole world
know that you don't put up with that sort of thing. C And
" m not just tal king about the oil and gas investnment conmunity.
And | think Pedro doesn't give the investors enough credit. Ol
conpany people aren't that stupid; they know what's going on
her e. It would be hard for me to really believe an oil conpany
person if they said, "Oh, that shouldn't have anything to do
with anything." Changing the rules two years in a row. ['"'m an
i ndustry person, ... half of ny clients are oil conpanies. .
So, as | nmentioned last year, | have a conflict of interest.

BUD COWM TTEE - 53- Oct ober 18, 2007



Pedro works nostly for governnments, and so, it's a little bit

different for him ... | think people are going to understand.
Now, ... I'lIl give you a couple exanples of how understanding
conpani es can be. After the Indonesians instituted the

production-sharing concept in 1968, it was just four or five
years after that that the first enbargo, in 1973, changed our
i ndustry.

2:52: 51 PM

MR, JOHNSTON: And they went to the oil conpanies and ... in
regard to the contracts that they had where the oil conpanies
were getting 40 percent of the profit, they said, "Now, thank
you very nuch. You're now going to be getting only 15 percent

of the profit.” And oil conpanies were furious ... for a very
long tine, in fact. Years, years later, oil conpanies were
still talking about how greedy the Indonesians and the
Mal aysi ans were because the Malaysians followed suit and did
pretty nmuch the sanme thing. Even 15 years later, | found nyself
defending the Indonesians. Now, let ne tell you, too: sone
conpanies left Indonesia, no doubt. Wen ... the British

government created BNOT, the British National QI Conpany
took 51 percent of all the assets in the North Sea, or sonething

to that effect. Say, "Okay, we're going to have a national oi
conpany now," and they need sone assets, and everybody's going
to cough up 51 percent. So, this happened about the same tineg,

probably, that the Indonesians did their thing in the wake of a
price shock, the likes of which we are experiencing now. And I
remenber ... the chairman of Mesa Petroleum at that tine was
extrenmely upset and he felt he'd been betrayed by an evil,
greedy governnent, and he took his ball and went hone. ... He

gave them the 51 percent that he had to give, sold the rest
and left, claimng he'd never go back there ever again. And
t hat does happen, there's no doubt. It didn't cause a ripple in
the UK ... in ny opinion. | nean, look at the UK yeah, a few
people left, but not everybody left. And it wasn't long there
was ot her conpanies comng to the UK  One of the things ... was
they knew it wasn't just the UK that made this change. In
| ndonesia, people used to talk about how greedy they were.
People were still going to Indonesia, and you never heard the
| ndonesi ans conplain about the |evel of exploration and
devel opnment activity in their country.

MR. JOHNSTON: And here in Al aska, there m ght be sone conpanies
when, at the end of the day, when and if there is a change, or
even with the current systemif you don't nake a change, they're
going to say Alaska's no good, and Al aska doesn't provide the
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kind of opportunities that are right for them And they're
either going to not cone or they're going to go away. I
strongly doubt that everybody is going to say the sane thing and

do the same thing; I've ... hardly ever seen that happen

MR, JOHNSTON: | was in the Bangladesh National G Conpany
offices in 1989, after a failed Ilicense round, which we
described it this way: they threw a party and nobody cane. And
it is horrifying after a couple years of hard work. And
it's not the only failed license round |'ve ever seen. | did
some work for the Uzbek governnent. Tal k about boundary
conditions: it's a landlocked country, |andlocked by |andl ocked
countries, and gas prone, and speak Russian, too. And they had
a failed license round. So, we know you're a long ways from
t hat .

2:56:51 PM

MR, JOHNSTON: And yet, many of the full-page ads that | have
seen and heard about, and sone of the testinony nakes it seem
like things are going to sinply dry up and it's going to be al

over. In fact, | caused a lot of grief with one of the first
presentations | saw when | cane. On page 14 of ny March 6th
testinmony, | showed this graph that had been used by one of the
oi | company personnel. And they show how the governnent take
changed around 1993, and it dropped precipitously. And oil
production imrediately increased. Actually, ... it looks a
l[ittle suspicious, actually, production was starting to increase
before, but it increased even nore significantly after. Now, |
was critical of this graph. And this is one of those rare
i nstances where a consultant gets to conme back ... and clear up
a few matters ... Because the BP guys wote a neno ..

justifying the use of this graph. And they went back to a
speech | had given at the Wirld Bank four or five years ago, and
guoted ne as saying that the UK activity has been robust because

of the tax changes that have been instituted. Absol utely.
Listen, ny thesis was, when | first saw this graph,

i medi ately knew that it was a m srepresentation. OCh yeah, they
dropped the taxes, and yes, production went up. But in ny

opi nion, nost of that response that you see there was from the
results of another type of fiscal device that was instituted
nearly ten vyears before. And it was a ... fanobus and
i nteresting thing. It was simlar, to a certain extent, to the
type of credits that ... you have here in Al aska. And the
response by the industry was robust. But w thout know ng that,
you see a correlation here that indicates taxes ... go down,
production goes up, and the conclusion that we're supposed to
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draw is that: "Ch, so it could happen the other way, too,
couldn't it? You raise these taxes and the production's going

to go down precipitously.” That's an unfair characterization
and it's a msuse of what few statistics we see here. That's
all I was saying. ... | did as nuch research as | could in the
two or three days that | had to ... explain this graph, and I
still feel that it was a m srepresentation. And ... that nay be
partly why | wuse the term "terror tactics,” in one of ny
testinmonies .... I"m going to have a hard tinme for apol ogizing
for using that |anguage. Yeah, maybe it is a little bit strong,
but, no, I'm not going to take it back. Those guys play

rough. Did I, or did I not, hear about a full-page ad here in
Al aska, with a pipeline and a shark chewing on it. ... W have

reasons to be cautious and we have reasons to worry and we have
reasons to agonize over all of these things, but let's try to
keep it in balance and not get too carried away. And that was
what that was all about.

MR, JOHNSTON: Now, ... | think I've said enough. C Thank
you very nuch.

3:01:42 PM

CHAIR SAMUJELS: ... You know, we want to tax ... at a worldw de
average of governnent take. And if you wanted to get into an
average, what would you consider to be our peers ... as far as a
declining fields with expensive places to operate, just, in
general . - How woul d you conpare us to other regions?

| f you were |ooking at Alaska, you'd [say] it's simlar to "X "
"Y," and "Z." Is it simlar to Al berta, or Norway, or N geria,
or off the @lf Coast, or those types of things? - The
government take, as long as it's calculated the same way - those
are the conparisons that I want to see, but we're all over the
mp ....

MR. JOHNSTON: Oh, yes we are.

CHAI R SAMUELS: ... And it depends on where you conme from on
what you feel about the end issue is the statistics you use. I
agree that nuddi es the water.

MR JOHNSTON: Exactly. ... That's simlar to one of the
guestions that was asked when | first cane, you know .... Sone
people here in Al aska, when | came, basically felt that Al aska
was nore unique than anybody el se. C But let nme tell vyou:
wel conme to the club. You know, every government |'ve worked for
has these boundary conditions that |'m tal king about, and
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they all think that they're pretty unique. So, Pedro and | get

used to that, and we all work wth it. As far as
"prospectivity" and the place where conpanies would consider
going, ... it's a fairly high-cost environment ... and it is an
Arctic environnment. The North Sea isn't Arctic, but in the WK
sector of the North Sea, for legacy fields I|ike Kuparuk and
Prudhoe Bay, they take 75 percent. That's one that helps ne
very much when | | ook at those two | egacy fields. ... Then, of
course, there's Russia ..., how could you get any nore simlar

the Arctic conditions; it's renote; it's high cost. ... in

addition to that, and | hate to be too rude, but you've got that
Russian nmentality. Those guys are a little hard to do business
with. Russia, on a good day, is like 50 tinmes worse than Al aska
is ever going to be even on its worst day. And yet, their share
of the profits is significantly greater than what you get here.

|'ve put those statistics in front of the legislators here
before. And I think the governnent take up there ... "front-end
| oaded,"” heavily front-end | oaded. |It's not regressive, though
because they've got a progressive front-end |oaded export duty

and they take a pile of noney right off the top, and then
they don't let you have nmuch after that, either. And sone of
the conpanies here are investing in Russia and ... yet the take
here is mld conpared to Russi a.

MR. JOANSTON:  And ..., you know, there's places in China.

|"m searching nmy brain for the situation where you have both the
| egacy fields and the smaller production; that's a little bit
difficult to find. | think the peer group probably should
i ncl ude Al berta. And Al berta, just ... fiscal-wise is kind of
simlar to you guys, and it's got sone Arctic action .... And
so, there's another one. ... I'mlooking around the Arctic, but
not a lot of these places have quite the potential that you
have. kay, Norway, of course. ... the governnment take in
Norway ... people sonetines quote it as 78 percent, but there's
some ... allowances simlar to your credits that reduce that to
maybe around ... 75 percent governnment take in Norway.

t hough, the activity in Norway - the exploration activity -
isn't as great as what you would like to see .... But then, of
course, too, it's ... higher cost for sone of the exploration.
| think sonme of the exploration here would be |less costly than
drilling off-shore Norway, because everything in Norway is off-
shore. And nost of the action there, too, is getting farther
and farther north into the Arctic climtes .... There's a few

3:07:13 PM
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MR, JOHNSTON: But let nme say, you know, about these world
aver ages: "Holy cow™ If you take a world average that
includes nore than 100 countries or even nore than 80, you' ve
got to be pretty unselective and pretty liberal to round up that
many countries and you're going to end up with a few Ilike

Bangl adesh, where there's not a single oil well in the whole
country ... places that ... nobody would really consider to be
appropri at e. And that's why your question goes right to the
heart of one of the key and inportant issues: ... find a good
peer group. ... | have provided testinony where |I've had nore
peer exanples like the ones | just nentioned; | just don't know

whi ch testinony that was.

3:08: 09 PM

CHAI R SAMUELS: ... In your clients that are governments, would
you ... say that ... the petroleum industry is part of their
econony . ... Qur econony's very snall, we have the federal

governnment, and we have the oil and gas, so, there's capital
comng in and dollars circulating the econony. You' ve got those

two factions that really, really push it. Are nost of your
clients that are governnents simlar to that or nore simlar to
the state of Texas .... | mean the econony as a whole, where if

somet hi ng went si deways, what are the ram fications?

3:09: 00 PM

MR, JOHNSTON: Most clients fall into the Al aska-type category.
And let nme say one thing ... about that real quickly, too.

If in Texas the oil and gas represents, say, ... 10 percent of
the gross national product - and this is true of nopst other
countries ... - it probably represents 30 percent of ... the
state budget. Now, there's two reasons for this. | first saw
it in Indonesia, where at one tinme ... it was nuch |Iless
diversified and nuch nore reliant on the oil industry, and the
oil was 25 percent of the gross national product, but nearly 80
percent of the nation's budget. But that disproportionate

contribution to the budget relative to the gross national
product is quite common around the world for two reasons. One,
the oil industry is inherently a profitable industry; it's one
of the reasons why oil industry enployees in this state are
pretty ... highly paid enployees relative to other industries
. The other reason is ... the effective tax rate - and
that's what these governnent take statistics really are it's an
effective tax rate for all practical purposes - is quite high:
al nrost, on average in this world, easily, twice the effective
tax rate for other industries. And it's for these two reasons.
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MR, JCOHNSTON: ... sonme of the countries where | have worked ...

have no oil at all .... But in the past year, Nepal, how nuch
oil do they have? ... Papua New Guinea, ... another country
where, on a good day, they're 10 tines worse than Alaska wl

ever be on a bad day. And Malaysia, ... oil is a huge part of

their econony and yet, their concerns are a little bit different
than yours because they have such a greater anmount of contro
over the situation; they have production-sharing contracts. And

| ndi a: India's nore |ike Texas. Ol and gas is inportant to
that country, no doubt. Their concern isn't so nuch that
they're heavily reliant on the industry because it nakes such a
large contribution to the budget, it's their foreign currency
problem that arises fromthe ... inports .... That's the thing
t hat makes them nore concerned. ... India ... instituted sone
changes to their licensing policy ... just a few small changes

and had terribly unexpected results. And the industry, in the
subsequent |icense round drove trucks through that |oophole, and

it was enbarrassing for them too. They ... decided to go ahead
and honor those contracts. C. And, by the way, though, I
woul d have advised that, too .... So, I'mall over the map just

li ke Pedro, and |I've worked for the Kuwaitis al so.

CHAI R SAMUELS: Ckay, thank you.

MR,  JOHNSTON: Yeah, |I'm all over the map on that, and their
concerns are very simlar to yours, oh, absolutely. ... We see
the same type of rhetoric from the oil conpanies trying to
protect thenselves .... And so, |'ve seen the sane types of the

rhetoric and responses to changes in the industry many, many
times, and the concerns the governnents have. Yeah, you've got
some concerns that are powerful, no doubt. | don't see them as
being dramatically different than nost of the other countries,
other than the Nepal's ....

CHAI R SAMUELS: Ckay, thank you.
MR, JOHNSTON: ... it's famliar to ne.

CHAI R SAMUELS: Thank you. Representative Ranras.

3:15: 03 PM

REPRESENTATI VE RAMRAS: . Daniel, two questions: One -
geopolitical risk. E ghty-five mllionths a day ... for barrels
of oil demand, 82 mllion barrels a day of supply. 1'd like for
you to address the same question that ... | asked Pedro, which
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is: Tell ne about oil field service inflation, as it relates to
the cost of the price of a barrel rising. One of the elenents
that's been center to the admnistration's argunent and
di scussion to bringing us to this special session, and in such a
hurried fashion, in my opinion, is that there was a
m srepresentation by the oil industry as to the cost of lifting
a barrel of oil, and that we were not provided accurate
facts. That it was represented, I'mtrying to reflect, at $8 a
barrel, and, in fact, it's sonewhere in the range of $15 a
barrel . Can you just talk around that subject natter for a
little bit, then I'lIl ask you ny second questi on.

3:16:41 PM

MR, JOHNSTON: Sonehow, those two questions seened [to have]
merged enough that I'ma little confused, but the issue of oi

field service is inflation. When the oil prices go up, people
get ... nore excited about sone of the prospects that they had
in their inventory before, when prices were lower, or they get a
lot nore excited about places that they' ve been contenplating
exploring that they've held off. And it's the demand for rigs

primarily, because the bottom line is getting those wells

drilled .... Wen ... the capacity utilization for rigs, supply
vessels, other oil field services ... gets above 85/90 percent,
those prices go way up, and it's alnost stratospheric .... The
$500, 000 a day, day rate sounded a bit rich, but it's ... not
unheard of .... But that does sound like a deep water rig. A
deep water rig that fetches $500,000 dollars a day today,
probably 10 years ago was ... only getting about $100,000 a day,

as a day rate. And, by the way, all of the ancillary services -
the supply vessels that feed these guys and the services that go
on the rigs - can typically add another 100 percent. So, if the
day rate for the rig is half a mllion a day, the day rate for

all the other services is nearly that - wusually a little bit
less. And so, if you're in a place where you have to bring in
rigs ... it gets ... seriously vicious. Iran recently had to

send out gun boats to bring back a couple of jack-ups (ph).

My take on the story was these jack-ups were operating in lran
under |long-term contracts that weren't yielding very nuch, and
with the denmand so great, they wanted to |eave. The gun boats
ensured that they didn't leave. And it gets that wld.

MR,  JOHNSTON: ... Yyou have a situation up here where it's not
quite so inflationary. There's not so many people demandi ng
these rigs, you have a limted supply of investors. And, by the
way, too, | think Pedro can better address sone of that and did
earlier today. And usually what happens though, ... things do
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| evel off for a variety of reasons, and it's very likely that

costs will conme down again one of these days, as we' ve seen them
do in the past. So, day rates mght be half a mllion dollars a
day for those deep water drill ships and sem -subnersibl es
You know, five years from now it could be back to a quarter of
t hat . Those are the kinds of fluctuations we see a |ot. When
oil prices went from $20 to $60 a barrel ... there was truly
a windfall that was created during that tine. . Still,
t hough, even if you have prices tripling and costs tripling,
profits triple, too. It's when prices triple, but costs don't

nove that you have an even (greater increase in profitability

REPRESENTATI VE RAMRAS: ... The $8 and the $15, is that
possi bl e; is that reasonabl e?

MR. JOHNSTON: ... $15 a barrel, ... lifting costs off the North
Sl ope; that wouldn't surprise me right now.

3:20: 56 PM

REPRESENTATI VE RAMRAS: ... the second ... question that |
wanted to ask is: If the ... price of oil is the sanme this year
as it was last year, ... or forecasted for 2008 as it was in the
fiscal year of '07, ... in order to pay less taxes to the

treasury, wouldn't you have to inpute that, in fact, the PPT was
wor ki ng because there was nore investnent into the oil fields.
Wasn't that precisely the intention behind the PPT to begin

with, ... to encourage nore investnent. And the only way to get
to less noney coming to the treasury would be through nore
i nvestnment, hence, nore deductions and nore credits, if the
price of oil stayed the sanme from |ast year to this year. In

fact, the price of oil's gone up.

MR,  JOHNSTON: Actually, [that] sounded nore |ike a statenent
that | agree with than a question.

REPRESENTATI VE RAMRAS: Well, that would be okay if you agree
with it

MR,  JOHNSTON: ... that's absolutely the case. That type of
devise, those credits, were intended to encourage exploration.
Those exploration dollars get spent, and the effective tax rate
goes down. And we've seen a lot of graphs to that effect

REPRESENTATI VE RAMRAS: So, it's working?
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MR, JOHNSTON: ... | don'"t know ... | can't say that it's
wor ki ng or not working right now. |"ve heard these things, but
remenber, | haven't worked up here in a year and a half, and
then ten days ago | get a cal

3:22:52 PM

CHAI R SAMUELS: Ce So, next ... up we've got Representative
Doogan, then Senator Therriault.

REPRESENTATI VE DOOGAN: ... I"m one of the 13 nenbers of the
| egi sl ature who wasn't here last year, and | feel the necessity
to ask a couple three questions .... M. Johnston, you
testified that you thought that the ... percentage range of the

net profits tax that was under debate when you arrived, struck
you as being too narrow. Wat should it have been?

3:24: 25 PM

MR, JOHNSTON: ... Well, plus or mnus 1 percent ... in nmy mnd
was too narrow, and | also, at the tine | knew of a situation
simlar to what | described ... just a little while ago. | knew

of the situations where governnments got substantially nore, and
| haven't used sone of the unbelievabl e exanples, of which there

are plenty. C The UK, 75 percent to those |egacy fields -
it's a fact of life. And Norway, ... they're not getting the
kind of exploration that ... you would like to see, but ... |
don't think your exploration is quite like drilling off-shore in

those Arctic waters of Norway either. So, that's why | knew ...
for the legacy fields here and the UK, the PPT could have been
30/ 35 percent, and it wouldn't even change a thing ....

MR, JOHNSTON: ... Let me make one clarification on that. You
have a Prudhoe Bay and a Kuparuk field right now that are
produci ng over 600-650,000 barrels of oil a day. And

Marilyn Crockett (ph), who | think was quoted recently as saying
that w thout doing anything, unless we get exploration up, it's
going to decline at about 6 percent per year. | f you take that
production from just those two fields and assune that it's going
to decline at 6 percent per year, you're going to get about

1 to 1.5 billion barrels of oil from those two fields, wthout
doing anything. And if you just added an extra layer of tax, a
profits based tax, it really, in nmy mnd, wouldn't substantially

change the ultimate economc limt hardly at all. Oh, it wil
change it, but it wouldn't be a change that had a lot of drama
associated with it. Now, changing a royalty does change that

economc |imt nore dramatically, no doubt, but that's a |ong
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ways off. And that billion to 1.5 billion barrels of reserves,
in ... what other countries call base production, ... probably
represents 75 to 80 percent of the ball gane here, as far as
revenues that the state of Alaska's going to receive through
this governnent take thing. But governnment take doesn't neasure
all of the means by which governnments benefit; ... those other
di mensi ons, one of which is jobs ....

MR, JOHNSTON: Now, the BP folks made a good analogy for the
| egacy fields, in ny opinion, to exploration. If you' re going
to get that decline rate off of 6 percent and up, they've got to
do things in the future that they're not doing now. And the

types of things you do with a mature field ... like water
fl oods, enhanced recovery techniques, inplementation of new
technol ogies .... And that can be risky sonetinmes where the
out cone m ght be unclear. In fact, the outcone mght turn out
to be a financial disaster for that particular investnent. The
water flood mght cost $200 mllion, with an internal rate of
return, ... unexpectedly, of 1 or 2 percent, which neans they
really lost noney in the long run. ... | agree that there are

certainly characteristics of exploration for adding to that base
production. And that's where the other dinension to the PPT was

to come in and to help encourage ... whatever enhanced recovery
techni ques are used. But also exploration in other parts of
Al aska. And, so I'mthinking you ve got a tax here that has got
to address that base production ... and those other things, too.
Now, it's the other things, too, that makes it quite difficult.
But | knew one thing for very, very sure: That huge and
i nportant conponent, the base production from the two |egacy
fields, is sonething that other countries have dealt wth
successful ly. It's al nost business as usual, but that would be

an exagger ati on.

3:29:06 PM

MR, JOHNSTON:. When we tal k about the universe of fiscal systens
that exist in this world ... and we do these anal yses that cone
up with these averages and stuff ... Now | forgot where | was
going with that darn thing. You know, repeat the question
again, because | think |I've gotten off track just a little bit,
Represent ati ve Doogan, | apol ogi ze.

REPRESENTATI VE DOOGAN: That ' s okay. | was just asking if the
range of

MR JOHNSTON: Onh ...
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REPRESENTATI VE DOOGAN: ... was, yeah.

MR, JOHNSTON: It would ... be in a plus or mnus range, because
you were awfully low, in ny opinion. It ... could go wup,
especially for the legacy fields. The other fields it was going
to be a little bit tricky, and that's why we spent so nuch tine

agoni zing over the claw back or the |ook-back. It would be $73
mllion exenptions, and all those funny, peculiar, odd, little
things that you heard us tal king about so nuch. But ... there

was plenty of room
REPRESENTATI VE DOOGAN. M. Chairman, if | mght.
3:30: 29 PM

CHAIR SAMJELS: I'Il clarify one thing: the $73 million that he
just talked about, the original bill that was dropped into the

| egislature essentially had a tax holiday. The first $73
mllion that you nmade, and it ... had the intent ... to nmake
sure that the explorers really primed the punp, so when they
started making noney vyou didn't penalize them In the
| egislature, we elimnated that from the big three producers.
So, ... we turned it into a tax credit; it ended up the sane
way. But just so you know, through the process that changed, so
the $73 mllion isn't a factor in the ... Prudhoes and Kuparuks
anynore. W elimnated the big three from that particular tax
credit

REPRESENTATI VE DOOGAN: . M. Johnston, you also testified
that one of the ... inherent problens with the PPT is that it's
a sort of a one-size-fits-all tax. And we've heard testinony
from the admnistration that ... as they were comng up wth
this proposal they had difficulties figuring out those trade-
offs .... The difference between oil that's comng out of the
ground regularly in predictable amunts, qualities and grades is
different fromoil that, if you poke a hole in the ground m ght
be there and might not. So, if we didn't have a one-size-fits-
all tax, what would that |ook |ike?

MR, JOHNSTON: You'd have a separate situation for the |egacy
fields, and you'd have, a separate situation, you could al nost
treat it like another state; ... for Cook Inlet ... and for
exploration up in the North Slope and other parts of Al aska.
And, they could be dramatically different, there's no doubt
about that in ny m nd.

3:32:10 PM
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MR, JOHNSTON: And quite a few other governnents are ... doing
this around the world. ... Indonesia, ... they have a different
type of system for oil versus gas, they have a different system
for ... pre-tertiary rocks; they have different terns for deep
water, ... for the western conventional basins that were known
producing, and they have different ternms for the eastern
frontier. ... they accommobdated all of these differences, and
had a system that was relatively wunique to each of those
envi ronnent s. And in nmy mnd, that could have clarified

alnost all of the problens ... because the one-size-fits-all had
enough unique, slightly different characteristics ... it nmade ne
extrenely nervous. Anytinme | see, in a contractual relationship
bet ween a governnment and an oil conpany, even one new thing

| get ... very nervous, because it takes a while to figure out
where that thing mght go wong. So, if | see a systemthat has
two or three ... bells and whistles that seem fairly innocuous,
then 1'm even nore worried. In India ... the mstake they made

was they actually, sinply disclosed a little bit nore

information to the industry. They sinply gave thema little bit
nore information into how they were going to evaluate the bids.
But once the oil conpanies saw that, they saw a way to pervert
that system it was the npbst amazing license round you' ve ever
seen, and these crazy bids cane in. It .. turned out that the
crazier the bid was, the nore likely it was to win because
of the peculiar characteristics of how they were evaluating. So
they just provided nore information to the industry, that sounds
i nnocuous, doesn't it. And yet, it was ... not only painful
but enbarrassing to the Indian governnent. So, here you're
doing things that are nore significant than sinply disclosing
addi tional information. That's the problem with one-size-fits-

all. Pedro deserves a nonent on that.

3:34: 28 PM

DR. VAN MEURS: - Basically, around the world there are two
nodel s of how you should go about designing a fiscal system
Sonme nations, Norway is probably the best exanple, ... prove to
be the extrene exanple wth the one-size-fits-all nodel. And
they try to design the fiscal systemin such a way that it has
sonme sensitivity to different economc conditions. O her
nations, like Indonesia, ... Egypt, ... Yenmen, or ... Algeria,

which was one of ny clients, actually try to extract from each
bl ock or each field, the maxi num governnment take. They may do
that through negotiations, or they may do that through other
ways. O in other words, one nation that ... does things bl ock-
by-bl ock | ooks kind of like ... a nosaic ... of |eases and or
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contracts. There's different ternms, and then the higher terns
are in the nore attractive areas and the lower terns are in the

| ess attractive areas. That is a system that also could |ead
... to optimzation, ... from a governnent point of view And
Al aska, for the PPT, ... could basically opt for both. In fact,
the original ELF, fornmer ... was actually, kind of a field-
by-field ... npsaic concept. ... Wwhat was concluded is that
t hat nosaic concept ... didn't seemto work. | nean, people had

nicely put the fornulas together but then, even Kuparuk field,
based on that formula, didn't seem to pay a reasonable anount
... of share. ... the problemwith doing it block-by-block is
that you have to design sonme kind of ternms for that bl ock,
specifically, or on the basis of sone fornula that then tries to

optim ze that. Those systens ... could be out-dated, as, as
what happened in Al aska. When one of the nmain focuses of the
PPT was to enhance investnents in Al aska. ... Wwhat is very

inportant to realize is, yes, optimzation of governnent take
was inportant, but the other inportant factor was to encourage

investnment in Al aska. That, consolidated systens tend to
stinulate re-investnent better than non-consolidated systens, as
they call it, this npbsaic system Because if you have this

nosai ¢ system you can typically not take a cost from one piece
of the npbsaic and deduct it from the other piece of the npsaic.
So, consequently, you have what you call ring-fencing going on
in technical terns. Ri ng-fencing doesn't stinulate investnent.
Since the main objective in Alaska was to stinmulate investnent,
and particularly re-investnment, of the conpanies that were
al ready here, a consolidated systemis a good solution for that

particul ar objective. ... I"'m not necessarily denying that
other nations could be very successful with the ... npsaic
system as well. | think everybody recognizes that Norway has

been unusually successful with their one-size-fits-all system
Today, Norway has a petroleum fund that has $317 billion in it,
for 4.6 mllion Norwegians, on the basis of the excess funds
fromprecisely a tax that operated sonewhat simlar to the PPT.

3:37:14 PM

DR. VAN MEURS: So, can nations be highly successful with the

one-si ze-fit-all? Yes, they can. W have nmany exanples of

that. ... It is really a choice on the part of the nations

if your main focus is extracting optiml governnment take from

each piece of the nosaic, ... a ring-fenced system definitely

has a lot of nerit. |If you want to design a broader systemthat
encourages conpanies to look all over the state for

i nvestment opportunities and get the benefits out of it, then a

consol idated system has also great nerits. ... let's say, the
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ring-fence system hadn't worked very well and proved to be
difficult to nmanage from the point of optimzation, let's say,
this Kuparuk not even bringing in any revenues. It seenmed that
a one-size-fit-all concept would be a good thing to try out.

consequently, that is what was presented to the |egislature.

but both systens could be successful. C For i nstance,
right now in Alberta ... | nade the opposite recomendation. I
made the recommendation for ... continuing the ring-fencing of
the various oil sand plants. . It depends on the situation
what seens to be the best strategy in ... each case.
3:41: 03 PM

CHAI R SAMUELS: Fol | ow up?

REPRESENTATI VE DOOGAN:  Just one nore question for each of you

Dr . Van Meurs, you wused the term stability, in your
presentati on. And M. Johnston, | believe you used the term
fairness. These are sonewhat anorphous terns ... for
policymakers, particularly when you stop to realize that the
price of stability is going to be ... somewhere north of a
billion dollars ... in revenue to the State of Al aska. Do

either one of you have any guidance for ne and the other people
who are going to have to make these decisions as to the question
of whether there's ... sone definition of stability or sone
definition of fairness ... that we can ... cling to as we go
t hrough this process.

3:42:00 PM

DR. VAN MEURS: No. . Fairness for nme is a very sinple
concept. Many people associate fairness with relevancy,

fair to the people. | always believe that the fiscal systemis
fair if it ... seems to be conpetitive taking all factors of
cost and logistics into account. Just as, if you sell your hone
and your neighbor gets ... four hundred thousand for the hone

and you have just a slightly bigger lot, maybe it is fair if you
get four hundred and ten thousand dollars for your hone.
the fairness of governnent take depends on how you conpare in a

conpetitive world with other nations. That is why ... Daniel
and nyself are specialized on trying to do this governnent take
wor k, because that ... helps you in making up your mnd as to
whet her sonething is fair or not fair. ... | definitely believe
that ... the PPT, the whole fiscal systemas | presented, is in
the range of fairness, as | testified today. C. I think it
could be inproved somewhat, but what is fair has a nmargin of
error. ... it is not a very precise term But, fairness is not
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related to how nuch noney Al aska needs. Fairness is related to
Al aska being the resource owner, what is a fair price for

this particular property. ... that is the fairness issue.
Stability is a ... nore difficult concept to define. The ...
Wod Mackenzie study, which rates, | think, unacceptably and
unfairly Al aska as very low in the stability, | would violently
di sagree with because | think they used methodology that is

unaccept abl e. Their definition of stability is: Dd the
government change, over the last few years, the fiscal systen?
If the answer is yes, then there is no stability. ... That is
an idiotic definition. So, ... | totally disagree, let's say
with Whod Mackenzie definition of stability. | do believe that
for investors instability is inportant. But, ... Alaska has not

violently changed the fiscal ternms over the last, as we just
di scussed, 16 years before the PPT changed.

3.45: 21 PM

DR. VAN MEURS: | hope that ... by 2011 or so the systemis nore
stabilized, ... naybe Al aska then goes through another phase of
stability for nmaybe 10 or 15 years. Ten, fifteen years, ... for
the shelf life of a fiscal system |I would consider as very
st abl e. You don't need 30, or 40, or 100 years of fiscal
stability to ... be called stable. If these changes are
rational, ... fair, ... in international conpetitive concept

maki ng changes every 10 or 15 years - even substantive changes -
is reasonable. And I'"'min the sane defense in Alberta. Alberta
did not change the ternms since 1997. As you may have heard in

the past | recommended significant changes for the oil sand. O
course, | am now being accused as "Chavez of Alberta,” and

ripping up contracts and things like that, all kind of
unfriendly words. But, I'm absolutely convinced this is a very
stabl e province and once they have revanped their fiscal system
that will then ... last for another 10 or 15 years. That's what
| call stability, so ... stability doesn't nean that you can't
change. ... If I define stability in the way | just did, that

nmeans with respect to taxation systems, which in principle can
be changed. Now, in Alaska your royalties are stable because it
is a contractual relationship, and consequently there is never a
change in royalties unless it is nutually agreed. So, in Al aska
the royalty systemis a highly stable systemand is not neant to
be changed, while the taxes is a stable system as long as you
change it every 10 or 15 years. | think you are a perfectly
stabl e exanple of a good partner of the oil industry. And so, |
t hi nk that should be the objective.

3:47: 56 PM
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MR,  JOHNSTON: I'"'m glad that Pedro was so eloquent about the
Wod Mackenzie report because | have not seen the report. :
On the issue of fairness, in ny opinion, there are elenents of

subjectivity, ... but this governnent take statistic, when it's
used properly and the proper peer groups are used ..., it can
provi de some substantial insights because the acid test of

fairness is where you can |look at a country and see that there
is oil and gas activity. Qoviously, oil conpanies are signing

contracts and working with the governnent. ... in fact probably
nore often than not, it's the oil conpanies' bids that determ ne
what the ultinate terns were in those countries. People wll
sonetinmes bid royalty rates, they' Il bid the profit oil sharing
rates .... So, at the end of the day, the governnent take is
kind of the bottom line in determning which ... conpany gets
the license .... The industry has nade a clear and bold

statenent as to what they think is fair and reasonable in this
country, and if it's conparable to Al aska, then you have sone
fairly tangible, and |less subjective, neasures to use in naking

your deci sion. Now, the issue of stability. And | disagree
with Pedro on this one thing. |If you were to nake a change this
year as a result of the "cloud,” | see that as pure, perfect

under st andabl e justification. And | say understandable in the
context of what | nentioned earlier: ... | think we can give
the industry a little bit nore credit. ... | think it's fair to

say that nobst of the conpanies represented here in Al aska today
really should understand that if this law wasn't passed in the
appropriate way ... if it really was undermned, ... then |
think there is justification and no probl eno. And in ny mnd,
too, yes, you changed the terns last year, ... but then it's,
the context, too .... How many countries are not |ooking at
changing their ternms these days? They all are. Now ... sone of
them m ght appear as though they're not going to change their
terms because sone governnents |ooked just |like every other
government did and decided they didn't need too. And that's the
thing ... that doesn't neasure. There's a lot of countries in
this world where the governnent take is so ... high, they don't
feel so conpelled to change. And so the guys like you, that
have a relatively low take, and let's face it, you do. ... the
license round in Libya not so long ago, and how ... stable can
you think Libya is, they just opened their doors. You don't
even have a neasure of, of stability yet .... and ... the bids
for sone of those licenses yielded for the governnent a take on
the order of 95 percent. Now, wait a mnute. I s Libya that
much better than Al aska? ... that's what you have to ask
your sel f. And ny response is: Wll, it nust be, | don't know
what they got going down there, but ... that's spell binding and
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spect acul ar. And ... there is another dinension to the
government take statistic and that's this issue of how up front
it is and how nuch of a royalty they get.

3:51: 54 PM
MR,  JOHNSTON: ... you have a 12.5 percent royalty ... it's a

high royalty by world standards, but as | said royalties aren't
the only things that do what royalties do. So, in Libya, in

addition to those shockingly high governnment takes, ... which
are simlar to the buy-backs in Iran and ... to a lot of the
operations in the Mddle East. There's a conpany operating a
field in Abu Dhabi, and all they get out of producing that oil

500,000 barrels a day - sounds kind like ... up here, although
it is less expensive - they get a dollar a barrel. Now, $80 a
barrel, let's say it costs $10 to produce that oil. There's $70

in profit, and the oil conpany's share of those profits is $1
out of 70. So, there's sone wild stuff happening out there, no
doubt . And, and, do you think the governnment in that contract
had any incentive to consider changing that contract? No. So
they get all this wonderful credit for being stable. well, |
guess so. It's things like that that don't get measured. And
one of Pedro's clients, he nentioned Algeria, we didn't see
Algeria on that list, did we?

DR. VAN MEURS: No, no. Wod Mackenzie forgot about that one.

MR, JOHANSTON: ... there was only three or four that ranked
worse, but Algeria wasn't in there .... And Kazakhstan, ... we
al ways conpare Kazakhstan to you because that huge nega project
there is pretty close to the gas pipeline project. On the issue

of stability, | think in the long run, ... a few people are
going to be upset. But | think the general consensus iS going
to be, if the cloud turns out to ... be [founded] ... | think
people are going to understand. | really feel strongly that
way.

3:54: 01 PM

REPRESENTATI VE DOOGAN: C The way you two gentlenen use the

term governnent take it includes federal governnent taxes,
royalties, all of that?

3:54:19 PM

MR, JOHNSTON: Yes.
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REPRESENTATI VE DOOGAN: OK. Thank you M. Chai rnan.

CHAIR SAMUELS: O K I"ve got Senator Therriault, then
Representative Gara, Representative Crawford, and then Senator
Ellis.

SENATOR THERRI AULT: C. | just want to <check on the
governnmental take and you' ve tal ked about the total life cycle
cost, or ... cradle to grave. You're ... talking about | ooking
at everything from putting it into production to the end, to the
full life of the field. 1Is that correct ...?

MR. JOHNSTON: Yes. Full cycle, over the life of the field, or
cradle to grave. Thank you very much.

SENATOR THERRI AULT: So, it's not just ... a snapshot, because
even in ... a production-sharing contract you could take a
snapshot right now. But maybe the conpany is still recouping
its investnment cost, and ... the sovereign's take is going to be

inpacted by that. So you can't just take a snapshot, you've got
to ook at the total, whole thing.

3:55:29 PM

MR, JOHNSTON: In ny opinion, absolutely. It reminds ne of a
conversation | had with the Uzbek governnment folks ..., remenber
that they are a land |ocked country, talk about boundary
condi ti ons. They're gas prone and the wells there are high-
pressure, very high-pressure expensive wells; the pressure is
al nost geostatic pressures; it's a nightnmare. ... I"m thinking

the ternms are going to have to be pretty good and they just
couldn't believe the kind of terns | was tal king about, so they
stopped and said no, this is the way we look at it. Ve feel
that oil conpanies should get about 10 percent of the profit,
until pay-out, and then, 3 percent. Now think about that.
Bef ore pay-out, what profit are they tal king about? You know,
until an oil conpany has got all their noney back, there are no
true economc profits. ... | make the distinction sonetines
between economic profits and financial profits, until they've
gotten pay off plus their cost of capital ... there's no true
financial profits that have been generated. W can have,
t hough, situations where accounting profits are generated in
those years before a true pay-out occurs. Ei t her way, though,
in ny opinion, it is very dangerous, and alnost always
m sl eadi ng when we tal k about a snapshot of governnent take ....
And so, | have seen that termnology and I ... amjust extrenely
curious but ... from what | have been provided, and from what
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|'ve read, ... it didn't adequately explain the methodol ogy, or
the logic behind it; so I don't know what they have done. So

on one occasion ... in ny career have | ever quoted take in any
ot her context than full cycle. And that's for ... the Kah
Shakan field ... and it is such an unusual contract, | felt that
was justified, in that particular case. So, I'mreal leery of
that ... and |'m sure Pedro has an opinion on that, too.

3:57:15 PM

SENATOR THERRI AULT: So, in ... the total life cost, cradle to

grave, generally who deci des what costs are subtractabl e?
3:57:33 PM

MR, JOHNSTON: Oh, in nost countries, especially the countries
t hat use production-sharing contracts, but this is not exclusive
to them it is the contract which will specify what costs are
eligible for either cost recovery, or as tax deductions, or
bot h. And the government has the right to audit and they're
pretty rigorous about [it], which is an understatenment in sone

countries. ... In addition to that, many ... have what we cal
procurenent guidelines in the petroleum regulations and the
petrol eum | aws. There are specific |laws about how you can

procure goods and services, and it's alnobst as rigorous, in sone
countries, as the procurenment requirenments that you work under

when you bring in consultants |like Pedro and |I. You have to do
it a certain way. well, for the oil conpanies in these
countries, they have to be very careful about how they procure
goods and services, and then it's all auditable and the
governnments have a significant anount of control. Soneti nmes so
much that ... it costs them....

3:58:43 PM

DR. VAN MEURS: Maybe | can add a few words there. ... 1In the

PPT law, as it is today, there is clear nmention of the kind of
costs that are deductible and not deductible. So, if you have a
tax system that works, say on a consolidated basis, and that is
not a contractual relationship, you could, in you law, and in
your regul ations, specify which costs are not deductible for PPT
pur poses. And, in fact, you gave the exanple of the corrosion
issue, and that the idea was to nmake that a cost that is not

deduct i bl e. ... Yyou don't necessarily have to have production-
sharing contracts, as Alaska proved in their PPT |aw You can,
in the law, ... and nore precisely in the regulations, describe

what costs are not deductible In production-sharing contracts,
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the costs that are deductible and not deductible are typically

contained in what's called the accounting procedure. It's just
an annex to the contract, but that is a contractual agreenent.
So, you sit together with the governnment and say: | agree that

t hese costs are not deducti bl e.

3:59: 59 PM

SENATOR THERRI AULT: So, ... really you' ve got recoupnent of
costs, the total economc take from the project, long-term
sharing of the project, the profits. It really is a net

structure, isn't it? A production-sharing contract, is it net?
4:00: 35 PM

MR, JOHNSTON: Ch, no. Alnobst all governnents receive a certain
anount through net. Is that what you're tal king about; net as
opposed to gross ....

SENATOR THERRI AULT: You've taken out the cost. The conpany has
recouped the cost and then you're arguing about what's |eft.

MR,  JOHNSTON: Wl l, some of these production-sharing contracts
have royalties, too. Are we speaking, is that

4:00:40 PM

DR. VAN MEURS: Sorry, ... no. I would agree, very old data.
The production-sharing feature itself, consisting of what you
call cost oil and profit oil, subject to maybe a cost limt
being in place. But, if you have the cost oil and profit oil
concept, ... the profit oil is the split after ... all the cost

oil has gone to the contractor, based on the recoverable cost,
based on the definition of the accounting procedure. Then the
remaining of the profit is split between, let's say the state

and the investor. As Daniel says, these days ... nore
conprehensi ve production-sharing agreenents would have other
features ... like royalties whereby ... certain anounts are

actually set aside directly for the state in addition to the
profit share that the state receives.

4.:02: 07 PM

SENATOR THERRI AULT: M. Chairman, | think one thing that would
be ... helpful for the new nenbers, ... for all legislators to
look at ... is ... the last year. The State of Al aska, we get

revenue from the operation from royalty, we've got severance,
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property tax, ... corporate tax. And so, when we tal k about
where we've changed our system and it's now terribly
destabilize, the royalty didn't change, property tax didn't

change, corporate tax didn't change. So, | think it would be
hel pful if we looked at ... a year's worth ... total state take
from oil and gas operation. How nmuch of it was royalty? That
was stable. How nuch of it was property tax? ... How nuch was

corporate tax? So, you really get down to just if there is
instability because of the change, it's just in one conponent of

the state's total tax. And | think if we look at ... a total of
$4 billion, how much of that really are we talking about? .
probably, off the top of nmy head 1'd say a billion dollars,
maybe a billion-five, sonmething |like that.

4:02:45 PM

CHAI R SAMUELS: ... again, ... the debate over ... putting the
deductions in the ... statute and what the first committee of
referral did last year is: W wanted the regulators to put them
in ... knowing how difficult to get sonmething to the |legislative
process  was ce And, quite frankly, speaking for

Representative Ranras and nyself, we got attacked from al
si des. The industry wanted it in the statutes, which kind of

raises a red flag. A lot of the nenbers wanted it in the
statutes, which ... was an odd thing. ... | couldn't tell you
howit'd end up. ... And | was of a mind to |let the regulators
do it, who are far nore ninble and flexible.... ... as the
debate continues over the next nonth, ... 1'll be asking M.
Davis the same thing: Can the regulators do these things,

should sone of them be in the statute or not; know ng how hard
it wuld be two years from now to open this up again, to add
sonmet hing or take sonmething away from these deductions, and two
years after ..., rather than having regulatory changes ....

CHAI R SAMUELS: Do you have any followup questions? |'ve got
Gara, Crawford, Ellis, and Kerttul a..

4:04:29 PM
SENATOR THERRI AULT: Could we ask the LB&A staff to just get
those figures for, say, ... the last fiscal year. Wat was the

total take in royalty?

CHAI R SAMUELS: Certainly. - W won't get them right this
very second, but we will get them and distribute those.
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SENATOR THERRI AULT: C And then I've ... got a question for
these two gentleman - Pedro, perhaps nore to you. When you
devel oped your nodel for the PPT, it was in cal endar year 2005,
| believe.

DR. VAN MEURS: Yes.

SENATOR THERRI AULT: Primarily 2005. You woul d have used actual

data that would have been reported ... in 2004; cost data from

t he conpani es. Probably the nobst recent data was ... about a
year's worth of lag, | would think.

4:05: 26 PM

DR. VAN MEURS: - There was a difference between what the

Departnment of Revenue used and what | used. The Departnent of

Revenue, for the forecast of whatever the reviews would be - one

billion or two billion - ... used stylized figures that largely

came out of 2004 data, largely from confidential tax returns

My data were based ..., on a field-by-field basis, ... on

extensive discussions we had with the oil industry, but the oi

industry thenselves ... provided the cost data to us, which |

checked with other areas in the world, and | thought that at

that point in tinme these data |ooked reasonable, in terns of
cost structure.

4:06: 45 PM
SENATOR THERRI AULT: So, that all canme together in 2005 ..

DR. VAN MEURS: Yes.

SENATOR THERRI AULT: ... and then the debate ended up going nuch
| onger than, | think, anybody anticipated. At sone point...

DR VAN MEURS: ... could I interrupt? No, the data that | used
for 2005 data ..., the Departnment of Revenue used ... were
derived from 2004 dat a. But | actually used the data that were
based on actual cash flows that were discussed with the oi
industry, that | checked against other fields, simlar fields
around the world, and at that tine | thought that were a

r easonabl e cost.

SENATOR THERRI AULT: kay, ... a point in tinme was established
as you devel oped your nodel in 2005. As we went through the
debate in 2006, nunber one for the Departnent of Revenue, sone
new cost data from operations in the State of Al aska,
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confidential data, should have come in at sonme tine in 2006.

But the point I'mtrying to get at, and this is a question
that | have already passed to the admnistration for response:
WAs there a point in 2006 where we should have known that costs
were going up faster than the nodels originally anticipated, and
: was that incorporated into the nodel, which would have
| owered the |egislature's expectations of what profit was going
to spin off this new tax.

4:07.:42 PM

DR. VAN MEURS: My nodel was not ... the statew de review
forecasting nodel. My nodel was an econonic analysis nodel.
And | have in ny ... nodel a standard feature, whereby after |
have set tentative costs for a set of different fields, ... it

is very easy in an economc nodel to do plus or mnus 10, plus
or mnus 20, plus or mnus 30 percent cost and |ook at the
ef fect. And, of course, that was the kind of analysis that |
al so did. That ... is standard anal ysis. ... as you recall,
during sonme of the debates, sone people said, "Wy not go to
25/ 25, for instance?" C. Because of my nodel, or because |
had done cost sensitivity on the possible inpacts of higher
cost, it was my strong recomendation to the legislature to
not go higher than the 20 percent, because that kind of a cost
anal ysis showed that that could ... - and | in fact testified to
that - ... expose the state revenues to risk. Now, that is a
different kind of analysis than the total revenues analysis from
the state which ... were based on ... trying to estimate the
totality of the revenue. I was nore interested in actua
design a system for the next 15 years, you know the costs are
going to be very different from what they are in 2005. | never
really fall on ny sword for 50 cents nore or 50 cents |ess per
barrel. What ... I'mtrying to do is look at the fiscal system
| ook at the cost structure, do sensitivity analysis, and see how
does this system perform under a w de range of circunstances.
you know that if costs go up, then you wll receive Iess,
and if costs go down, you wll receive nore. Qut of that
analysis ... canme ny caution, which |I strongly defended to the
| egi sl ature, as you may recall, that ... | strongly recomended
not to go higher than 20 percent credit. And despite the fact
that were sonme other proposals, with higher credit. And t hat
was the result of ny analysis.

4:10: 00 PM

SENATOR THERRI AULT: And | renenber you testifying to that fact,
but | guess what I'mtrying to get at is: If part of the rub
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with the Alaska public and legislators is the expected revenues
are not projected to nmaterialize out of this new system should
we have known at sone point that that ... was happening - that
costs were going up higher than perhaps you had projected or ...
nodel ed. Were they going up snoothly, or had they actually
junped up to a new plateau and then we're going up fromthat new
pl at eau? Shoul d our expectations out of PPT have been | ower
t han what was bei ng graphed?

DR. VAN MEURS: No ... | warned legislature, ... in ... alnobst
every presentation | made during the gasline debate, ... about
the price increases.

4:10: 55 PM

DR. VAN MEURS: So ... | think that ... there's anple evidence
around the world, in 2005, ... and in fact beginning in 2004,
2005, 2006, that costs were going up, and | tried to convey that
to the legislature as an additional risk factor in ... the
pi pel i ne. ... working sinmultaneously in different countries
with different kind of cost structures, ... it was not ny strong
inpression that the Arctic ... in Alaska had the sanme kind of
| ocal cost escalation as Al berta had. | nean, if you go to
Al berta ... clear signs of overstress of the econony. Not hi ng
like that happened in Alaska; nothing |ike that happened in
certain countries in the Mddle East where | work. So, that
gave nme the inpression that, yes, there could be sone cost
increases in the Arctic, but |I didn't have hard data as to what
that could be. Certainly, it is still ny view today, that these
cost increases are not necessarily as high as occur sonewhere
el se. And that is why | strongly urge the admnistration

take strong neasures to do proper auditing, because | can easily
see how, after a proper audit, you will cone to the conclusion
that actually not that much noney ... iIt's less than
anti ci pat ed. And | wouldn't be surprised if that would be the
conclusion two or three years from now. But in ny nodel there

was no need to adjust anything, because | do cost sensitivity
anyway.

SENATOR THERRI AULT: Thank you ... , M. Chairman, |'Il let
sonebody el se take a turn, but put nme back on the Ilist.

4:12:55 PM

CHAI R SAMUELS: Ckay. Representative Gara. |'"ve got Gara,

Crawford, Senator Ellis, and Representative Kerttul a.
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REPRESENTATI VE GARA:  Thank you, M. Chair. C M. Johnston

| want to grab as nuch information from you as possible before
you | eave. And one of the issues that you tal ked about was a
different tax rate for the legacy fields. And | ooking at
sonething like that, I want to make sure that we understand how
to do it and how to talk about it, if we want to do it. And
Representati ve Doogan starting asking you this, and |I'm not sure
if | understand that answer yet. You've got Prudhoe Bay and
Kuparuk, for exanple, and you'd said maybe a 30/35 percent tax
rate on those fields, but the caveat is in the future there
m ght be heavy oil there that we need to extract, there m ght be
new pools of oil that the conpanies have to access that aren't

part of their ongoing operations. How, with a higher tax rate
on the legacy fields, do we also accommopdate for the fact that
some of the ... new oil on those fields that we're hoping for is
going to be nore expensive ... -- how would we treat those
sections separately within ... those units? And do ot her

countries do anything like that?

MR, JOHNSTON: Yes, other countries do things I|ike that. I
refer to them as rehabilitation or redevel opnent-type projects,
or sonetinmes they're called inproved oil recovery or enhanced
oil recovery contracts. ... they're characterized by a
producing field that's in decline and in need of additional work
. The negotiations focus on the fiscal ternms, that's a
natural thing, but the terns that are negotiated are typically
two di mensional . One dinension deals wth what's «called
i ncrenent al producti on: anything that 1is the result of
addi ti onal wor k, enhanced recovery techniques, addi ti onal
technol ogy, and things |ike that. The base production in your
case would be ... maybe a 6 percent decline. That's anot her
el enent that's negotiated. And there's a fee that's often paid
to the conpanies for the base production, or a different set of
termns. | would be very confortable ... looking at that sort of
rel ati onship, because it's been done so often. Wen we talk
about the science of fiscal system analysis, and fiscal system
design, and all these average statistics, they usually focus on
expl orati on. If you're able to segregate out the portion up
there that really isn't exploration, ... that's the base
production, then there are exanple contracts all over the world
that deal with situations |ike that.

4:15:50 PM
REPRESENTATI VE GARA: ... Just on that subject, could you have

a special credit or deduction system for enhanced production
also, if you did it by statute ....
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4:16: 06 PM

MR, JOHNSTON: Heck, no. ... | never was against the credits

because if you're confined to a single system you kind of
have to do this juggling that we've been doing for a couple
years now. If you can segregate the base production on the
| egacy fields, and then create fiscal terns for everything el se,
those fiscal terns for everything else could be an awful | ot
sinpler. And there are standard fornulas that have worked, not
a lot of bells and whistles that nmake people confused ....

REPRESENTATI VE GARA: A coupl e fol | ow ups?
CHAI R SAMUELS: Yes.
4:16: 45 PM

REPRESENTATI VE GARA: ... | forgot about the testinony that you
handed out, and what | had from you from last year was this
April 22nd neno, | think, that's being distributed. ... this is
on the issue that you discussed of how quickly and how strongly
you raise the tax rate at a certain benchmark oil price ... the
progressivity factor we've been tal king about. ... | think PPT
is sonewhere around $55 or $60 a barrel; you raise it by .225
percent for every dollar the price goes up. | think ACES is
sonething like .2 percent for every dollar the price goes up a
little bit earlier. ... on page 4 of your report from |ast
year, you'd said sonmething simlar to what you re saying now,
which is you don't think ... that progressivity rate is high
enough, .... And you had recommended a .375 percent increase
for every dollar ... on a legacy field, starting at $40 dollars
a barrel ... -- and that's a nuch higher nunber that we've been
tal ki ng around, around here. Can you explain to us why that's
not too much. ... if you raise the progressivity factor, to
sonmething like you reconmmend, is that fair to the oil conpanies;
does that allow them to achieve additional profits as the price
goes up, too?

4:18:29 PM

MR, JOHNSTON: ... it was one of the first issues that | bought
up when | started to discuss progressivity. | was pretty
adamant about the need for progressivity .... The natural
guestion the is ... : Well, how progressive is a progressive
system in this world? And there's fairly readily available
statistics that | provided in ny testinony ... that showed sone
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of those systens that are. And in this world, there's about 20
percent of the countries actually have a progressive system that
responded to this price shock that we're experiencing now.

anot her 10 percent of the fiscal systens in this world are

neutral and nothing changes. [It's the other 70-odd countries in
this world, like you guys, that were regressive. The price goes
up, but your take actually goes down. ... in this day and age

that, for nme, is not a state of the art system ... if you can
change it, | recomended that you do. | looked at those
countries around the world that actually had progressive
systens, and ... | |ooked at the average progressivity, and ny
feeling was that ... if you look at the difference between $20 a
barrel and $60 ... for the universe of systenms in this world

the neutral countries didn't change - the governnent take didn't
change, the regressive countries' governnent take went down 2-3

percentage points, the progressive countries, ... governnent
take went up from5 to 10 percent, as | recall. And | figured,
that nakes sense to ne. So, if you went from $40 a barrel to
$100 a barrel here, and the ... governnment take went up 10 or 15
percent, even, which is a lot higher rate than this nodest
little increase would yield, by the way, you ... are in a

glorious place. And there's an acid test, in nmy opinion, as to
at | east one dinmension of how high you could go.

4:21:03 PM

MR, JOHNSTON: ... We saw sonme interesting licensing here in
Alaska ... during a time when prices were just as high as they
are now, ... when Northstar was put out for bid. And that's one
of those exanples where the industry lets you know how nuch they
can sustain. C When the oil prices were high, Anerada Hess
bid an 80 percent net profits interest. On top of that there was
a 20 percent royalty. On top of that, ... it's followed by the
governnment tax rate ..., which | think at that tine even was
hi gher than 35 percent. Northstar governnent take, as | recall
was over 90 percent. It wasn't legislated; ... it was a bid
subnmitted by the oil conpanies .... And so, ... wth prices
like this, or prices like ... what they could be when you're

designing a progressive elenent, you can go very, very high, and
the oil conpani es have shown that they can handl e that.

MR.  JOHNSTON: There's nore exanples than Libya out there these
days. When the prices are this high, there's still a lot of
noney to be nade. In lran, the governnent take on those
contracts probably is 98 percent. ... | can find lots of
support for sone very high taxes anobngst the oil industry bids
around this world. ... if ny mandate was to help you get the
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absol ute nost out of the tax system here, and just beat the oi
conpanies up, well 1I'd recormend that you have Pedro help you
out there, because obviously Al berta ..

4:23:09 PM

DR. VAN MEURS: I"'m ready to start the Bolivian revolution in
Al aska, al so, yes,

MR, JOHNSTON: ... I'm glad I'm not the only person that's
conpared to [Cesar] Chavez; I'mglad it's Pedro, too. So, ..
there was some logic behind what | reconmended, and it's that
kind of logic that you have to think about, too, if you ..
design or redesign the ... progressive elenment of the system
her e.

REPRESENTATI VE GARA: Just one final question?

4:23:46 PM

DR. VAN MEURS: ... Representative Gara, you asked what specific

measures could you use to increase the governnent take on the
| egacy fields. ... broadly speaking, there are two

nmet hodol ogi es. One is the nosaic thing, where you ... sinply
try to design a fiscal system around different size fields,

as we tried to do with the ELF. ... If you opt for the PPT, as

a consolidated system then you cannot really design anything
for any particular field, because you have a consolidated
system So, ... a consolidated system neans it is for tota

Al aska, so you're not considering individual fields. If you
nevertheless want to increase the governnent take on |egacy
field, then I would typically look for that outside the PPT
itself. You would sinmply say, "Ckay, for legacy fields, in
addition to the PPT that you always pay, you have, say, a
suppl emental petroleum tax of 10 percent of gross over 50,000

barrels a day." I nmean, just an arbitrary nunber. But ... |
would not |ook for inside the PPT; that is a very inefficient
way of trying to do that. | would look for that as a specialty
feature outside the PPT. Now, what | dislike about the
| egislative proposal that is being made, is that they are

actually trying to nore or |less recreate a npsaic out of a
consolidated PPT by having this 10 percent floor and thereby
requiring separate accounting again for each of the individual
bl ocks. I just don't think that's worth it. If ... the goal is
to achieve a higher governnent take out of |egacy fields, there
are nmuch easier ways to do that wthout destroying the
sinplified accounting systemthat the PPT establishes.
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4:25:58 PM

REPRESENTATI VE GARA: ... Finally, M. Johnston, after listening
to you for the last vyear, | think | wunderstand why you're
proposing a different rate for the legacy fields, but, | nean,

could you just explain why you think that makes sense, just so
fol ks understand and so | maybe understand it better.

4:26:23 PM

MR, JOHNSTON: When we spent so nuch time talking about
government take and how it conpared up here, those governnent
take statistics usually deal wth exploration |icenses around
the world. And you have 700-800 thousand barrels a day of
production here in Alaska that's not exploration; that's a
different matter. ... the tinme had cone to nake a change for
those fields and that production, but if the change was going to
have to be built around an exploration system it was going to
be very, very difficult. That was the hard part for ne. There
is lots of roomin the legacy fields for bigger changes than

what | was seeing that were ... well within the zone of what |
would consider fair, and |I'm not talking about subjective
nmeasures of fairness. There's lots of exanples ... in this
worl d of how high you can go. And I've ... kind of broken a
rule that | have lived by fairly well by nentioning sonme of the
really intense areas around this world where the governnent take
is shocking - Ilike 98 percent, 97 percent - and in such
wonder ful, stable places as Iran and Li bya. If they can handl e
it there, then surely you can handl e increasing government take
on those legacy fields by 10 ... percent, or so. C | don't
think we came anywhere close to ... creating a tax that would
make the governnment take, here, increase by 10 percentage
points; going from40 to 80, or 40 to 100, even. | don't think
even at $100 we really increased it that nuch. And |'m
t hi nking, "Holy cow, we have conpanies in this world that are
willing to live with 90" - excuse nme - "5 percent of the profit
for exploration - high risk exploration.” In ny mnd there was
just so nmuch room and yet here we were tal king about plus or
m nus one percent, and it's just been a nmess for nme. ... | was

burdened by the unfortunate experience of seeing it handl ed nore
efficiently in many other countries.

4:28:42 PM
DR. VAN MEURS: ... very high government takes have been
mentioned. Now, ... | worked on the highest governnment take in
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the world in Kuwait ... 98.5 percent. And consequently, |
definitely know how to negotiate and how to obtain very high

gover nment take. | would say 98.5 percent is somewhat high for
Prudhoe Bay. ... we should take into consideration that this is
now a field in very high status of enhanced oil recovery. It is
definitely not a field in its prime years; it is a field in

serious decline ... that still requires ... very high investnent
to maintain and extend the productive life. ... in the case of
Prudhoe Bay, ... | would recommend sone caution wth respect to
these matters. That is also the nice part of the PPT, whereby,
of course, automatically the higher cost will ... be absorbed in
the fornula. But it was not necessary to criticize the

exi stence of 98 percent governnent take.
4:30: 39 PM

MR JOHNSTON: Yeah, |'m not shooting for 95 percent governnent
t ake.

[ over | appi ng voi ces]

REPRESENTATI VE DOOGAN: How about 94 percent.

[ A di scussion ensued regarding the need for a break.]
CHAIR SAMUJELS: ... Tell you what, we'll take 10 m nutes.
The committee took an at-ease from4:31 p.m to 4:39 p.m
4:39:53 PM

CHAI R SAMUELS: Let's call the neeting back to order please.
Representati ve Crawford.

4:40: 04 PM

REPRESENTATI VE CRAWFCRD: Thank you M. Chairman. Every year we
talk about oil taxes ... and |I'm sure it was a big topic of
di scussion before | ever got here. W have two goals it seens
to me. One is to get our fair share for our dw ndling resource
and the other is to not disadvantage new exploration and
devel opnent . Those would seem to be alnost ... nutually
exclusive goals, but it seens that other countries are getting
hi gher takes, we've got a low tax environment here. Certainly
we had a |ow tax environment under ELF. W still have a |ow tax
environment relative to a lot of places in the world, but we
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don't have any investnent. Hi storically, here there's been a
real disconnect, whether there was ... lots of profit in these
fields and ... the conpanies were getting lots ... of profit
fromthem but not reinvesting.

REPRESENTATI VE CRAWORD: ... what other things that we could be
doing to, to get conpanies conpeting for our oil again;

ot her than maybe giving away hundreds of mllions of dollars in
what a lot of us feel mght be a fair share for Al aska. So, if
you could both give your suggestions of other things that we can
do, short of just tax breaks to, to get that pipeline nore full.

4:41. 47 PM

MR,  JOHNSTON: ... the issue of the nutual exclusivity was the
thing that just is been driving nme crazy ... and that's why the
credits were designed to offset ... the increase in the tax
And we've seen these credits work .... And they can be

relatively spectacular, it just depends on how big of a credit
you're willing to give and how you structure it, because they're
not all a credit systemlike yours. But, they can have the sane
characteristics, it's just slightly different arithnetic

you're simlar to a lot of other countries who want to increase
exploration activity fairly substantially, there's no doubt in
my mnd that that's a key objective. ... l've wused this
term nol ogy before, but you guys "wanted to put a smle on the
face of explorers,” because you' re going have to if you' re going
to get the kind of exploration activity you desire.

MR, JOHNSTON: And, will the credits do it or not? It's a step
in the right direction and it's the right nechanics, because |
know ... of no other alternative with the one nmain inposing
boundary condition that we had: ... the one-size-fits-all fisca
system | don't think you're going to get as spectacul ar
exploration activity, ... not the kind that we've seen in sone
situations where there's been bigger changes. But | think there
was a, a fair chance that you're going to get ... nore. And the
credit system | thought, had worked ... well enough that people
up here were famliar with it and it had been working and sone
wel I's had been drilled under the system ... whether 20 percent
credit is enough ... | don't know yet .... But, the guy that
did the nodeling on it is sitting next to ne, so I'll turn the
time over to Pedro.

4:44: 00 PM
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DR. VAN MEURS: ... as | nentioned earlier, | personally believe

that you shouldn't ... go beyond 20. ... | already felt that
the, the curve Dball that exists today for the special
exploration has sinply gone too far. ... it is nice to attract
investors, but no, you don't want to attract investors because
you pay 80 percent ... of the shot; ... that doesn't make any
sense. Beyond the fiscal system there are many situations

where you can definitely create a new environnent of interest in
the jurisdiction.

DR. VAN MEURS: ... as you well know, |'ve worked in alnost 70
countries .... In a nunber of countries ny task was, literally,
to re-brand the country ..., to create a new inage for the
country. And, | honestly believe Al aska needs a new i nmage. | t
is very inportant for the governor ... and for this legislature

to re-brand Al aska to investors. ... although 1 disagree

with the extreme position of Wod Mckenzie, there is no
guestion that internationally anong the devel opi ng and anong the
devel oped countries, Alaska is clearly perceived as the, the
| east st able.

DR. VAN MEURS: Alaska is also perceived as the nost
confrontational and ... that is ... a, a very serious issue. I
have seen, over the last 10 years ..., many events where, where,

clearly, Alaska seenms to be in a confrontational node with the
industry; in a way that you wouldn't have in Britain, Norway,
Al berta for that matter despite the current upheavals, or nany
other jurisdictions. So, | think it is good to sit down and
start to look at what are the potential investors in Al aska,
what would they be interested in, beyond the fiscal system what
are they |ooking for. ... do the market research on that and
re-brand Al aska in sone kind of inmportant way. ... in other
countries |I've done that a nunber of tines by sinply organizing
pronoti onal conferences. ... ny toughest task in the last nonth
was to try to re-brand Irag. Now, ... that's a tough task
the oil mnister of Iraq did an absolute spectacular job ... on
a pronotional conference in Dubai convincing the oil industry,
interacting with the oil industry, ... illustrating ... the
desire of the country for foreign investnent, the openness that
they eventually like to have. And | think it was enornously
wel | received. ... this is probably the nost difficult re-
brandi ng operation that ... you face in the world.

DR. VAN MEURS: So, can you re-brand Alaska? | think you can

and | think you should because | definitely believe you're
getting less investnents than you deserve, than the geol ogy
deserves. ... ny feedback from the international oil and gas
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community whenever |'m on conferences, or whenever | speak about
Al aska, there is a negative imge. And, the negative inmage is

based on ... [a] sense of instability and the negative image is
derived ... froma sense of ... confrontational attitude between
the industry and ... Alaska. And | think that is an area that

Al askans can work on and | think you're going to see wonders if
you do.

4:49:13 PM
MR, JOHNSTON: C. | agree with Pedro about the re-branding,
there is alnost always room for that. ... you had no

control over the gift of God that we're tal king about today, but
you do have control over the industry's perception, or at |east
some control. And especially if you feel there is a
m sperception |ike Pedro does - and | agree with him - then you
need to re-brand and market in a way that you can change that
per cepti on. ... this acreage in this world and opportunities
are a commodity. And yet ... the Colunbians use Madi son Avenue
mar keting techniques to sell one of their inportant commodities
- coffee. But they just can't bring thenselves to quite do that
for their acreage ..., although they do a little bit better than
nost. Here that coul d happen, too.

MR. JOHNSTON: But then there is one other thing: access to the

pi pel i nes. Now | don't renenber -- | ... need to know ... how
much of a tariff ... the little guys have to pay on the oi

pi peline, and then the sanme issue is going to cone up with the
gas. | ... talked about basin mastering in ny testinony in the
past ... and the concept of a basin master is a big inportant

concept in the industry, and many of the big old conpanies are
intimate wth it because they've seen how spectacularly
successful a conpany can be, if they're the first one into a
basin and they build that first infrastructure because they're
in a trenendously powerful position. And dependi ng upon how
powerful that position is, you <could, for all ©practica
pur poses, choke off any future exploration if you're not
careful . And so that issue of access ... to the pipelines
iIs interesting. | saw a letter requesting open equal access
and the kind of tariff structure by one of the conpanies in
this world who is a fanous basin master. ... they're fanmous for
going into countries and keeping everybody out. ... that letter
made it clear to ne they didn't want that happening here because
they weren't the first ones in; ... they want equal access to
the line if and when it is built.

CHAI R SAMUELS: Fol | ow up? Representative Crawford.
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4:51:47 PM

REPRESENTATI VE CRAWFORD:  Thank you M. Chairman. ... it seens
to nme that ... when you've got absolute |and rushes going into
pl aces like Libya that are ... unstable to degrees that we don't
even understand -- that we've had basically three players here
for along time and ... we've had a very |low tax environnment

under ELF. We've still got a low tax environnment, maybe not
quite as low, and we just don't see ... anything like the rushes
that ... have happened ... in other areas .... It seens that we
should be focusing not only on ... the economc tool that we
have, but other tools like facilities' access. ... | think that
suggestions along that line are ... what we need to have so that

we can get oil conpanies conpeting for our oil again.

CHAI RMVAN OLSON: Senator Ellis.

4:52: 44 PM
SENATOR ELLI S: Thank you M. Chairnman. I want to go back to
deductions .... Wen the PPT was being worked on last, ... |

was worried about the lack of specificity in the deductions.
And the chairman nade reference to the list and his judgnent
that specificity should be left to the bureaucrats and the

promul gati on of regul ations. When sone of us nmet wth the
governor's team ... we tried to get to the issue of why ... we
were $800 million short - why that hadn't conme in under the
esti mat es. And ... there was ... the talk of the higher cost,

the escalating cost, that were not all factored in or expected.
And a significant portion of that may well be true; there may be
other things .... the folks at the Departnent of Revenue
didn't, couldn't really answer our questions. And ... they --
|'ve been worried about a lack of auditors and it being 3, 4, 5
years before we know the answers to these questions. And so,
the work on the regulations is far from conplete is ny
under st andi ng. What do other sovereign owners ... of
hydrocarbon resources do, in terns of requiring specificity
about deductions that are allowed ... so that there are no
surprises .... | nmean, audits are always going to be necessary
and ... we are going to have to conpete for talented auditors.

are there things that can be in the statute or that nust be
in regulation - ... 1'd like your opinion on that, too - for us
to actually be in this with our eyes open and being able to know
what has been deducted and not being surprised to the tune of
$800 million or whatever it mght be in the future.
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4:54: 25 PM

DR, VAN MEURS: C | do believe that the current PPT |aw
broadl y describes, reasonably, ... the categories of costs that
shoul d not be deductible. CQbviously, what is mssing ... would
be nore detailed regulations. DNR is, is also referenced ... in
the act, actually has relatively detailed regulations wth
respect to profit-based royalties. And ... one of the concepts
was to use that as a starting point and then inprove upon it.

| would still highly recomrend it, and |I'm sure that work is

underway sonewhere in the departnent.

DR. VAN MEURS: ... there are, however, a nunber of things that
you have to understand. It is not just ... the regulations.
What you need is a ... nunber of concepts. You need, first, a
preci se definition of deductible costs, and how these costs have
to be classified. Secondly, you need a proper information
coll ection system O, in other words, you need a proper
interaction between ... an accounting system in the Departnent
of Revenue and the accounting systens that are being used by the
oil industry. These days, everything can be done electronically
... SO, ... at the end of each nonth you should be able to get
the stream of data. What is also often missing ... in nany
governments is ... what you call a managenent information

system A managenent information system is a system that can
“rol lup"” from the accounting system whatever information you

want and can spit out ... whatever data you want. That's a
pretty «crucial factors. So, what you need is not just
regul ati ons. You need proper regulations to describe precisely

the classification of the costs that you want in ternms of costs
and, and of cost types, and in terns of credits against these
costs and a nunber of other features. Then you need a proper
accounting system ... with the proper chart of accounts and the
proper kind of electronics. And then you need a nmanagenent
information systemthat can rollup all information that you want
in order to effectively understand ... what is going on. So
unl ess you have those three systens you are not doing a good job
at supervising, say, a profit share. So, it is three conponents
t hat you need, not just one.

SENATOR ELLIS: Thank you.
4:58: 05 PM
MR.  JOHNSTON: Senator Ellis, you asked about how it is handled

in other jurisdictions or ... sovereign states .... The
spectrum of arrangenents that exist in regard to this issue
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are diverse ... and on the far end of the systemare sone fairly
Draconi an neasures ... by your standards. And as awful as
people mght say Alaska is, as far as stability and stuff is
concerned, there are elenents - and this is a good exanple - of
where Alaska is pretty mld. There's quite a few countries
where the work prograns and budgets of the oil conpanies are
overseen by a nmanagenment commttee that is chaired by either the
nati onal oil conpany chairman ,or sonebody chosen by him or the
oil mnister. ... the work prograns and budgets ... go through
an approval s process. ... there are ... rules and regul ations
for budget adjustnents, ... these can be ... fairly realistic
with line item limts for particular line items that can't go
over budget by a certain anmount and then rules for the budget
itself that can't go over a certain anount. And so, they have
t remendous control . ... by the way, |I'm not recomrendi ng that
- that's way out there ... but it would be a luxury at tines
because in addition to that sonetinmes there is this
government participation elenent. So there are governnent
representatives, typically the national oil conpany people, who
sit it on the technical commttee neetings and the nanagenent

commttee nmeetings; ... they're at the grassroots |evel seeing
and participating in the developnent of the budget and the
decisions that are nmde .... So, the chances of surprises the

i kes of which you have experiences here, in ny opinion, on a
systemli ke that are nuch | ower.

4:59:54 PM

SENATOR ELLI S: M. Chairman, ... we heard ... from Pedro a
pessimstic view of a conventional gasline being constructed in
the near to mdterm for a bunch of factors and reasons that are
beyond our control. And |I just pose to each of you: 1Isn't that
an argunent in favor of the State of Alaska ... essentially,
W sing up, and noving reasonably closer to the world average in

total governnent take for our oil resource, and banking that

noney for the hard tines to cone ... whatever it mght be
| have a problem personally, with discounting our oil resources
in these intervening years ... knowing that the gasline may be

a long haul .

DR. VAN MEURS: As you know, Alaska officially has already a
mechanism to achieve that goal, which is the constitutional
budget reserve fund. . So, the concept of a stabilization
fund is there; ... Aaska already approved that. ... the
guestion now is: ... How effectively are you using this fund?
|"m absolutely in agreenment with you, | ¢ an only see oi

production going down, even if the PPT ... is at it's nost
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success in attracting investnent. C | really cannot see

sonmet hing whereby Alaska regains 2 million barrels a day ...,
the pipeline will never be full again. ... As a geologist, |I'm
an optim st and you always hope for this unexpected discovery.
But, it seens highly unlikely. ... you absolutely have to start

preparing for a different future, or you have to start

rescheduling and rethinking the whole concept of exporting gas.
| believe that the only way to nonetize gas, that | see

today, would be gas-to-liquids. That is the only practical

economc way ... that could namintain a reasonable |evel of

iquids production for ... a long period to cone. So, | would

recommend | ooking nore intensively at that because as of today
that seens to be the only econom c option.

SENATOR ELLI S: C in spite of ny original conments this
norning opening up, | want to mintain the legislative
prerogative to pick and choose what | agree and disagree wth

Dr. Van Meurs, and | appreciate the answer and gui dance.

MR, JOHNSTON: ... personally |"ve avoided the issue. But the
answer is: Yes, ... |I'msure there's plenty of room there for
buffering the potential pain that mght be felt ... if no ...
gasline were to be built. And it is that harsh, the ... natura
next question then is: Is there enough room in the |egacy
fields ... to get nore and save enough to buffer that ... pain
in the future. And | think, definitely yes ... there's a |lot of

roomt here.

SENATOR ELLI'S: Thank you.

5:04: 08 PM
CHAIR SAMUELS: And one of the questions I'll be asking ... M.
Davis ... the choice wll be the nore investnent that you get

it's going to keep declining and how much did it cost you
versus how nmuch did you stemthe decline? And that's really the
only question. And if you think for sure they're going to keep
investing noney, no matter what you do, no problem If you
think you can stem the decline a little ... by getting nore
investnment by the tax, then that's where we're going to be
Representative Kerttul a.

5:04: 53 PM

CHAI R SAMUELS: | got to go first, but I'lIl let you have the
last word on it.
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REPRESENTATI VE KERTTULA: ... we asked many, nmany questions to
try to delineate the deductions, and we offered many anendnents
on the floor to limt corrosion - the other offset aside - to
[imt |obbying expenses ... they were not definable. And that's
been one of the hold-ups in the current PPT. So, I've been
wondering whether ... you could share with us sone of the
accounting agreenents that you've seen that you think are
appropriate and sone appropriate standards. | know the current
departnment is working extrenely hard, but | wll tell you that
nmy singular forenbst concern is that we not allow what we're
going to get to be eaten up later on. So, ... 1'd ask if
you do have information ... that you could share with us, |
think that would be hel pful because we don't have good answers
right now about what those deductions are going to be. ... Dr.
Van Meurs described what sounds |ike a true hybrid, a m xture of
a grosser tax. C So, maybe you could just give us a little
nore definition on that idea ... and then maybe M. Johnston
could give us ... his feelings about whether sonmething |ike that
could be a way out.

5:06: 27 PM

DR. VAN MEURS: Yes, ... although I'm generally a strong
proponent of progressive systens, | have also seen quite a bit
of progressive systens ... that have been wongly designed,
created significant gold plating, created ... negative inpacts
on the dockets. And in fact, that's one of the battles I'min
Al berta right now, on the oil sand side. ... I'm a firm
believer in that if you design progressive systens, keep it as
sinple as you can. Don't ... make it so sophisticated that you
have to go through 20 hoops to get your extra dollar. ... the
sinpl est systens are ... based on the gross revenues from the
resource. In fact, that is why we all like royalties ...

REPRESENTATI VE KERTTULA: But rel ati ve.

DR. VAN MEURS: But relatively speaking, it is sinpler than a
profit sharing system So, that was when | understood | had the
task to design sone progressive system ... when ... Governor
Mur kowski deci ded on the 20:20. And when we discussed it, |
said, "Ckay, if you ... want to back down from the 20, then we
need to have sonething extra. Let's look at a progressive
system"™ And out of that cane, then, the nmeno that | nmentioned.
In that nmeno, | said ... we need to strike a bal ance between a
system on gross that is progressive, so that neans if the West
Texas Internediate price is ... 50, the feature would create
zero, nothing. If the price goes up, the feature, based on the
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gross revenues, collect significantly nore. So consequently,
think about it as a literally a traditional severance tax as we

used to have ... - the severance tax of 12.5 percent, and 10
percent - ... that ... slides with price. So, it is clearly a
feature based on gross. Then in order to nmake sure that there
was not really a double counting, relative to the PPT | said
okay if we ... establish such a system that, let's say, -- and
that is why also called it in nmy neno the base petrol eum tax.
It was kind of I|ike hanging on to a sliver of the original
petrol eum t ax. And say okay, let's make that price sensitive,
it's a very sinple windfall profit formula .... If the price is
say 90 and you use WII 50 as a base and .25 percent as a gross
factor, then at $90 you collect 10 percent. You collect it as
if it is a 10 percent severance tax, as if it is a 10 percent
production tax. That then would be deductible. O course,
royalties would be deductible from this as a ... typical
severance tax. Then ... you would ... make this, in turn,
deductible fromthe PPT so that you strike a balance ... between
the tax base of the PPT. O, in other words rather than

starting this 100 percent of the value for the PPT. Say, if
this price sensitive severance tax would result in 10 percent,
you woul d start with 90 percent of the basis, and then you apply

the 25 percent, ... PPT rate. ... it strikes a very sinple
bal ance between a concept on gross and a concept on net, and it
automatically slides with price. If the price is less than 50,
it disappears. If the price goes higher, it automatically
i ncreases. Now, this was an initial neno that | wote and,

I"'mnot ... very proud of it, it was just a concept that |

suggested to introduce; ... | would recomend refining it. As I
said, bring in nore recognition of the heavy oil ... so that you
don't start nmaking heavy oil uneconom c again. Maybe the

sliding scale of .25 or the $50 are not the right nunbers.
These are things you can debate and you can do nore economc

anal ysi s on. But, | think the concept nerits a great deal of

consi derati on. ... in A berta | recommended an identical
system there, it was called the bitunen tax or the oil sands
severance tax. ... the royalty review panel of Al berta accepted
that reconmendation, and put it in their royalty review report.
Now, ... that would be pretty revolutionary in Alberta to get
that through and it is now on the premer's desk .... But, |
recommended it in Al berta because | believe it is a good system
| recomended it here because | believe it is a good system

this is a system that | would trust, that would absolutely

guarantee that Alaska would get its extra fair share, if the
price rose up. And consequently, that's what you look for in a
progressive system not a system that is so conplex that you
never know where you are. If want to have a stronger
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progressive system then go for a real stronger progressive
system

REPRESENTATI VE KERTTULA:  Thank you.

CHAI R SAMUELS: Thank you. Representative Seaton.
REPRESENTATI VE KERTTULA: Coul d Dani el maybe comrent.

CHAIR SAMUJELS: I'msorry. I'mtrying to get through ny I|ist.
5:13: 34 PM

MR. JOHNSTON: Representative Kerttula ,I forgot the question.
REPRESENTATI VE KERTTULA: It was ... just on the idea ..

DR. VAN MEURS: On this forrmula that | suggested.

MR JOHNSTON: VWhat ever he sai d.

5:13:49 PM

REPRESENTATI VE SEATON: | was concerned about sonething in your
testinmony, Dr. Van Meurs, and that was on ... waiting until 2011
before we do anything on stability. Isn't the fact that we're
di scussing these itens and putting them on the table,
changing the rate, progressivity, ... and then saying we're
going to address these. Doesn’'t that relate to what we’'ve
al ways been told, it takes three to four years to sanction a
project so ... the oil conpanies are all going to know that

these are the itens that we' re considering changing, by the tine
that any project that they would go forward with sanctioning

would be in line and be producing. ... the difference between
addressing them now, they' Il have the stability of know ng
how we’'re going to address that, instead of saying: ... by the

time your project gets sanctioned we're going to probably change
t hese things because we’ve identified them but we’'re going to
wait until 2011 and you're not going to know whether the tax is
going to be 25 or 30 percent or whether progressivity is going
to be .25 or .375. It seems to me, ... there is nuch nore
stability if we address these issues that we see as problematic
now, instead of waiting to pick these itens up.

5:15: 28 PM
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DR. VAN MEURS: ... there are many layers to the concept of
stability. Firstly, ... the whole design ... objective of the
PPT was to try to attract new conpanies to Al aska and create a
medi um size |evel of conpanies that would take on the snaller

fields and the smaller targets. And, the problem wth
creating an international imge, knowi ng already that the inage
is not that great to begin with ... they now change the tax

agai n. Then you sinply get scrap of the list of potential new
investors that may wish to conme to Al aska, because they are
going to say, "This is just too wild up there." and "Let’s |ay

back and see what happens.” Qoviously if sonmebody ... would
want to start a nmulti-billion dollar investnent, it would add to
the stability if he would know what you' re planning to do, say,
in 2011. However, weighing that against ... the international
i mge because you want to attract the new conpanies coning in,

t hi nk unbal ance, although | think you' re absolutely right. | f

you could tell an oil conpany this is what we’'re going to do
five years from now, that would be wonderful information to have
for project planning. But you have to weigh that against

the image that you're creating internationally ..., from an
image that is already sonewhat negative, you sinply add to

the overall feeling in the oil industry that Alaska is just too
wild a place to invest in. ... that’s why | ... would greatly
caution ... changing the fiscal ternms again ... now. Apart from
that, | think you honestly need a few years of reflection on
what was done so far: ... Wwhat are the exact anount of nonies
that they’'re going to receive; what are the precise audited
figures in the end; how nmuch did we in the end receive; is it
wor ki ng. W need to set up the administration system that we
just tal ked about: a good definition of cost; a good accounting
system a good nanagenent information system a good information

system as is suggested in the bill; a good transparency system
as is suggested in the bill ... so that people have tine to
absorb the new system reflect on it, and then ... in 2011 you
have probably enough information to design a system that is
going to be nore stable for the future. | still believe

that is the best solution that was considered ... nore than a
year ago. | think it is still a very good solution today.
5:19:16 PM

MR, JOHNSTON:  You make a good point. | agree that there’s that
di mension, and it’s an inportant one because there’s not a |ot
of difference between 2008 and 2011. ... Pedro said earlier
today ... that you don’t have enough information, but | think we
have a ton nore information now than we did a year ago when we
were doing this. ... | will just say it again, because | fee
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this strongly: If the cloud turns out to be as dark as it
could be, then I don’t think any rational conpany is going to
view this as two changes consecutively, in the ordinary sense
And it, alnost, in nmy opinion, alnost neutralizes. ... in
| ndonesia they had an incentive package .... They did a little
bit of tweaking in ... August of 1988, and that was when they
did the first trans-petroleum And then in April of '99, just a
year later, they did a little bit nore tweaking. And it was
generally acknowl edged in the industry, that ... it took two
tries but they got it. And people don't look at that in the
same way that sone people are |ooking at this. Il think ... we
can give the industry a little nore credit, and | think that is
going to mtigate quite a bit. And you don’t have to nake them
all happy; got to nmake sone though, for sure.

5:20: 59 PM

DR. VAN MEURS: | ... like to anend ny own statenent, in the
sense that ... if there is absolute proof that corruption led to
approving the PPT system that we have today, as in a contract.
If a contract turns out to be concluded under ... dishonorable
ci rcunst ances, such a contract should be null and void. :
Now, the reason that | personally don’t believe that ... cloud
exists and that is where |I'm comng from is because ny

experience, intensive experience over the six nonths that this
was di scussed, or nore than six nonths, was that precisely the
people that are accused every tinme (indisc.) assured ne that
they would vote against all the ideas | had. So ... | feel very
certain that one, the PPT |aw nust pass. It was with the
approval of those people that had nothing to do with any of
this. And that is in, that is why | don’'t see a cloud ....

5:22:23 PM
REPRESENTATI VE SEATON:  What | heard in your testinony was that

maybe the oil conpanies have over deducted maybe four or five
hundred mllion dollars.

DR. VAN MEURS: | just gave that as an exanple as what could
happen; | have no proof of anything that happened.

REPRESENTATI VE SEATON: | understand that, but the problem is
that if ... we're faced with maybe two problens. One is the tax
isn't performng the way we thought it was. The other one is
that it’s being over deducted, and will naybe ..., four years
from now, ... maybe sone lawsuits and everything, we m ght

recover sone of that noney. But by l|leaving the tax the sane way
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it is now for another four years while we go through this
process, aren’t we just rewarding the behavior of over
deducti ng.

DR. VAN MEURS: No, ... but one of the reconmmendations |
absolutely made ... is anything you can do to inprove

inefficient control of the accounting system and auditing system
or inefficient, kind of managenent of the system | descri bed
the system that | think you need to have. You need the three
factors that | already nentioned .... | think that will take
sone tinme to set up. | also think you need to review what

precisely are the penalties of under declaring revenues and over
declaring costs, and see whether those need to be revised. :
if that needs to be done, it would be ny strong recomendation
that you do that in this session. . Once you have a good
penalty system in place, if you can have a good accounting
system a good nmanagenent system and a clear definition of
deductible costs, so that an adnmnistration can effectively
inmplement it, and you take the neasures that are proposed in

this bill to nmake it easier to attract high quality auditors,
|’m sure you' re going to obtain your fair share on the basis of
the existing law in the com ng years. But ... you have a lot of

wor k ahead of you.
5:24:59 PM

REPRESENTATI VE SEATON: Anot her question that | have, through
the chair.

CHAI R SAMUELS: Yes.
REPRESENTATI VE SEATON: On your page 18, you're talking about

the gas revenue exclusion, and I'mreally troubled by that idea
that is being proposed that there should be a gas revenue

exclusion again proposed, because we’'re in a different
situation, as | see it, with our gas on the North Slope, than
sonmebody going out exploring for gas. | mean we’ve got gas
bei ng expensively pushed back into the ground and stored. There
isnt any exploration costs. c Sure there's sone
conditioning plant, but that’s ... mdstream downstream And

why, wunder a profit scenario, would you suggest a billion
dollars made on oil would get taxed at 22.5 percent and a
billion dollars made on gas, with rmuch |ess costs of production,
because the production in the wells and everything are already
in, should be taxed at 7 percent, or 7.25 percent. I’m at a

loss to find, to figure out how, wth |ower expenses of
produci ng that gas, and the gas at Point Thonmson already defi ned
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and known, why we would be |ooking at saying that taxing profits
woul d be at a nmuch | ower rate than taxing oil.

DR. VAN MEURS: Now this goes to the heart of ... debate that we
had on the gasline a nunber of tines. ... sone persons felt
that in order to judge the economcs of the |line you only had to
do your upstream cash flows, you only had to | ook at the cost of
production, and your price. | argued ... that in order to judge
the economcs of a gas project, if producers have to nake
commtnments to use the transportation system downstream from ...
the wells, or the point of production, (indisc — coughing) have
to make conmitnents for gas conditioning, have to rmake
coommtnments for gas transportation, let alone I|iquefaction and

SO on. This heavily inpacts on the overall econonmcs of the
project ... for exactly the sane reason that Trinidad and Tobago
have successfully all owanced a very strong LNG trade to the East
Coast of the United States, and to Europe ... Dbecause they
| ooked at the economics of the total project, not the econom cs
of just the upstream C. You have to look at the gas in
exactly the sane way, ... unless you find a buyer with extrenely

deep pockets, which is wlling to buy all the gas at the
wel | head.

5:28: 24 PM

REPRESENTATI VE SEATON: | can understand that if we were taxing
on the gross, but if we're taxing on the net profits, all those
expenses are taken out. ... there is no cost of drilling the
wells; there’'s cost incurred in ... recycling the gas now. How
is it that billion dollars made on that gas that’'s already being
taken out of the ground ... should be |ess than the cost for the
oil.

DR. VAN MEURS: The reason is that for oil conpanies to nmake the
kind of commtnents to the kind of system that we are
di scussing, you have to have a reasonable mninmum a net present

value per barrel of oil equivalent. And if that 1is not
happening, then there is no incentive to nake a conmtnent to
such system ... | think therefore, you have to make it
attractive for those who would ... have the exclusive right to
produce the gas to engage in such a project; ... that’s where
the issue is. The issue is not in the actual cost incurred in
producing the gas up north. | agree with you. The gas is being

reinjected today, and you nmay even save sone costs by sinply
putting it in your gas conditioning plant

5:30:31 PM
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REPRESENTATI VE SAMUELS: C. If the governor’s bill conmes up
with a licensee and the legislature blesses it, you'll lock in
the tax terns for 10 years, right before the open season. So
we’'re going to have the debate on gas in three years. ... ho
matter what we did with gas ... it’s not |ocked in; you' re going
to have that debate in three years ....

5:30: 52 PM
MR, JOHNSTON: ... Representative Seaton, that’'s a good

guestion, but | think I can help put your mind to rest a little.
It is very common around the world, that gas ternms are, from an

oil conpany point of view, better than oil ternms; ... it's a
present value thing often, in addition to what Dr. Van Meurs
just said. Wth a typical oil field, when you start producing,
you m ght produce from 10 to 15 percent of the oil, in the first
year. And then ... it wll decline. If you only produce 10
percent of the oil in one year, you mght produce for three or

four years at that rate and then decline. Wth gas production
in nost parts of this world, and it’s just going to be the sane
up there, the production rate, in ternms of the percentage of the
reserves produced in one year, is much |ower. And so in terns
of present value a $1,000 of profit for the oil, if we don't
factor in the tine value of noney, |ooks the sane as a $1, 000 of
profit for the gas. But when you factor in tinme value of noney,

there is a big difference then. That is al nost always one of
t he bigger differences between oil and gas.

CHAI R SAMJELS: Senator W el echowski .

5:31: 58 PM
SENATOR W ELECHOWSKI : Dr. Van Meurs, | wasn’t here |ast year.
(indisc. — mcrophone not adjusted, paper rustling)

DR. VAN MEURS: He wasn’'t here, yeah, last year, and that’s to
his great credit; a new blood ...

SENATOR W ELECHOWEKI : So when you were designing the PPT | ast
year, you were designing it with the intent of encouraging
i nvest nment .

DR. VAN MEURS: Absolutely.

SENATOR W ELECHOWSKI : And when you made your reconmendations
| ast year, for 25 percent, for no fallback, for Ilimting
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exploration perhaps to 20 percent, ... is it safe to assune that
you nmade those reconmmendations, all the ones you have in here,
with the understanding that that would still encour age
i nvest ment s.

DR. VAN MEURS: Absol utely.

SENATOR W ELECHOWBKI : How much nore woul d Al aska have nade had
we adopted your recommendati ons?

DR. VAN MEURS: | would have to calculate that out. ... you
woul d have to use the review nodel in the Departnent of ..
Revenue, which has a sophisticated nodel to calculate these
t hi ngs. So, | think if you wanted to ask the Departnent of
Revenue, |1'm sure they can give you those figures. ... the
departnment has all ... the background; ... that's exactly the
work we did ... a year ago. Every tinme the |egislature was
asking how nmuch is this generating and how much is that
generating, and all the options were conpared on that basis. |If
you ask that question to Departnent of Revenue, |’'m sure you
will get an answer as to how nuch nore will be generated on that
basis. Now, | can tell you at $84 a barrel, a lot nore will be
gener at ed.

SENATOR W ELECHOWEKI :  $100 nmillion, $200 million?

DR. VAN MEURS: l ... wuld have to leave that to the
departnent, because it is sonmewhat of a conplex, total set of
cal cul ati ons. Don't forget all the conpanies are not the sane,

and the cost structures are not the sane ....

5:34:29 PM

SENATOR THERRI AULT: | was wondering if either of you can
comment on reserve placenent ratios. There was a very
interesting article, ... about a year-and-a-half ago, that many
of the larger conpanies are having difficulty in maintaining
their reserve replacenent ratios. And so, they're very

profitable conpanies at this price; but if you re not replacing
the goods on the shelf, you' re just a very good business going
out of busi ness. Part of that is stenmng fromdifferent areas
of the world ... changing the ternms and kicking conpanies out,
or nationalizing .... So, ... has the tide turned back, and the
conpanies are doing better at replacing their reserves or it’s
gotten worse?
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DR. VAN MEURS: No, they are nore or |ess stable. ... as |
mentioned, | think, in that sanme presentation of My the 10th

., you know one of the enornobus advantages of a gas project:
if you actually go through the entire procedure of launching a

gas project, and concluding all the deals, the anount of
bookable reserves that you wuld get on your books is
ast oundi ng. ... from a bookable reserve point of view ... the
gas project would be an extrenely attractive project. That is
also why ... we considered ... not the exact PPT, but a

severance tax kind of structure that would not be a royalty,
because royalties are not bookable. So consequently, the whole
thing was designed to maximze the benefit of a possible
bookabl e reserve. | nmean the gasline contract, the PPT
doesn’t dimnish the bookable reserve ..., and that is an
attraction of the PPT over a royalty. It has always been ny
belief, and | think the conmpanies share that absolutely, there
has never been a discrepancy of opinion ... that if the gas
project ever would go ahead, it would be a wonderful addition
and wonderful inprovenent of the reserve production ratio. Now,

on the other hand, | don't want to necessarily overplay the
i nportance of that reserve production ratio. It is ... a very
inmportant ratio used by financial analysts in Wall Street and
other ... stock markets in the world to judge the financial
heal th of conpani es. But ... there are many other factors that
result in the judgnment of financial health. So, if you launch a
conpletely wunecononmic project, ... you my get a lot nore
reserves, but your forecast of future cash flow nmay be so bad
that the financial community would discount it. So, ... yes,

shortly would a gas project be beneficial for the reserve
production ratio? Absolutely.

5:37:45 PM

MR,  JOHNSTON: Senator Therriault, ... maybe | don’t disagree,
but I want to say it differently. And for the new | egislators,
| think it’s inportant to point out how inportant this issue of
booki ng barrels is. ... It began around the early 1990's, over
ten years ago, that conpanies started to get a little psychotic
about booking barrels. Now booking barrels deals wth the
reserves that they mnust legally report in the 10K reports to
t heir sharehol ders. It didn't used to be a big thing in the
1980’s. But towards the end of the 1980's and the early 1990 s,
many oil conpanies started realizing, ... and unfortunately much
of this was driven by the analysts ... that booking barrels and
maintaining ... this reserve replacenent ratio was getting nore
difficult. So they started focusing nore closely on the
reserves that the conpanies were booking. So this issue of
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booking barrels started to get very interesting during those
years. And then conpanies truly have gotten psychotic about it.
And the reason | belabor this point to a certain extent is this:
A lot of tinmes there’s been nention nmade ... if Al aska goofs
this up, the oil conpanies have |lots of other places to take
their nmoney. Well, if that was true, then why are they spending
half a mllion dollars a day, just on a day rate, for a rig in
ultra deep water? Because the easy stuff just ain't so
pl entiful anynore. ... In addition to that there’s another
dynamic, and that’s not nationalization ..., it’s the nationa

oil conpanies of this world. They all have seen and perceived
Petronas, the national oil conpany of WMlaysia, to be quite
successful in their dramatic efforts to go overseas. And the
governnents of this world, and | think it’s fair to say, many of
them ... find dealing with the national oil conpanies a whole
| ot nore pleasant than dealing with the big oil conpanies. And
even sone of the independents. And so there is nuch |ess
acreage available to Anmerican oil conpanies, ... western oil
conpanies, and traditional oil conpanies because the national
oil conpanies, the Chinese National oil conpany, and the
Mal aysians in particular, ... and the Indians as well - they're
out there beating the bush. It’s hard to make a |iving out
there in this world exploring for hydrocarbons .... It’s hard
to keep those reserves up and if a conpany is going to grow, you
can’t just maintain ... the reserve replacenent ratio, it's got
to increase each year. And they’'re not doing such a great job
of it. And every now and then you see sonme big junps, but thank
God for Kashagan because the reserves are so large a lot of
conpanies got to add barrels, and it distorted the statistics

My experience is: a lot of the reserves that are being replaced
right now are paper barrels, they're not the ordinary kind of
barrels that we are used to. And part of that is because there
has been a lot of latitude for the oil conpanies to book.
There’s a certain anount they can’t overbook, but ... a lot of
times ... they have a cushion .... And there’'s a recent study
about ... a field in Norway where sonme of the conpanies had only
booked about 28 percent, others that booked up to 70 per cent of
what they were entitled to book. So, ... they're going to add
reserves in the comng years and that reserve replacenent ratio
is going to look good. It won't be from having found additional
reserves during this period, for all of what they replace the
reserves with ....

5:41: 41 PM

SENATOR THERRI AULT: Then a second question for Dr. Van Meurs,
primarily: | think when you did your nodeling, you talked about

BUD COWM TTEE -101- Oct ober 18, 2007



take Alaska, nmke it a tidewater ... and you had a $5
transportation cost in there. But the strange dynam c that we
have here in the State of Alaska is the nmjor players that have

maj or control of the basin, also control that transportation
string. And now we've got a battle going in FERC, that it
currently appears we're winning; but ultimtely who knows what
t he decision mght be there where $5 of that transportation cost
actually goes into their pockets. How do we take that into
account on |looking at the net present value and rates of return
for these conpanies, where generally that transportation expense
is a true expense; it's not a shifting of a dollar from one
pocket to the other.

DR. VAN MEURS: No, that's exactly also the debate we had on the

gasline ... when | advocated the state participation for the
exactly the reason that you just nentioned: That if the state
is 20 percent partner in the pipeline - by the way, tax free

froma certain point in tinme - the rate of return fromthe state
paying itself through the pipeline tariff <creates a very

different dynamc for the governnent revenue than ... if you're
just delivering to a pipeline system So, that is why, ...
state participation in the line, | felt, was beneficial to the
state, because it changed exactly the dynamcs that you
mentioned in the ... gasline for the State of Al aska. It al so,
of course, by assumng the commtnents for the line, resulted in
the higher rate of return ... for the private parties. So, yes,
integrated oil conpanies like to be integrated oil conpanies,
because there are huge benefits; ... not just in the

transportation, also in the refining, also in other distribution
areas. So, consequently, all the way back from Rockefeller, the

oil industry discovered that there is great benefit in having an
integrated oil conpany, precisely for the reason that you
ment i oned. And the way to do that is ... you can assess just
upstream you can assess upstream plus mdstream You can

assess all the way down the line, and of course, particularly in
LNG projects, that is how you have to do it, because it is often
considered, ... an integrated operation. So, yes, the dynanics
are quite different, whether you are an owner or not.

5:44:56 PM

SENATOR THERRI AULT: But, as a |legislator, when the conpany reps
comes to ny office and says. "Wll, you may have now gone past
that tipping point." | just need to know to always ask, "Well
have you included the transportation noney that you're putting
in your pocket." And | understand, that that's for those
conpanies that own the |Iine. W want to have a lot nore
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conpani es come here and explore, and they're taking a dollar out
of their pocket and they're giving it to their conpetitor, above
and beyond what we think the FERC wll allow ultimtely. A
guess we've just got to always know ... are you one of the
ones that own the line, because you' re also nmaking noney and
operating the |ine.

DR, VAN MEURS: No. ... the Alaska State Legislature passed
and is still kind of advocating that ... gaslines, and
ideally oil lines, should be third party Ilines. Precisely to
create a level playing field in the upstream and there is sone
nmerit in that concept. And consequently, that was
definitely one of the ... considerations. Now, on the other
hand, | don't want to overplay it as an absolute nust. But,
yes, there are certain advantages and di sadvantages in having a
third party pipeline and that was well discussed ... in the past

and | think that is well known, particularly from the point of
creating a level playing field.

5:46: 35 PM

MR. JOHNSTON:  Senator Therriault ... | think you can blane the
$5 a barrel tariff, in the tidewater approach, on ne. ... The
reason that | recommended that we do that approach - and it's
kind of an analytical approach that | felt hel ped put Al aska on

a nore level playing field and opened up the peer group -
because one of the big boundary conditions here, as it was
explained to ne when | first started |looking at the oil tax

is the high transportation cost that you experience here, that

ot her countries and provinces do not. ... ny recomendati on was
this: Well, let's pretend as though the $5 transportation cost
is a part of a government rent extraction nechanism and then
see what the governnent take is. And it increased the

government take about 3 or 4 percentage points by doing it that
way, as | recall.

DR. VAN MEURS: Yeah, a little bit nore, actually. Yeah.

DR, JOHNSTON: kay. | knew at the tinme that there was sone
profit involved, | just didn't know how rmruch. And so, | never
ever changed it, and never revisited it, but | always knew that
it was a little bit wong. The anal ytical technique could be
improved, if we had a better feel for what percentage of that $5
is true profit and what is not. Because if the oil conpanies
are getting a significant anount, it wouldn't be appropriate to
add the whole $5 in, in that tidewater approach. ... Wth that
nodi fication, even plugging in the whole $5, | felt that the
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take was still quite low for what | considered to be ... 80
percent of the action here, and that's that production up there.

DR. VAN MEURS: But ... actually the question was asked ... from
the perspective of a third party conpany because the whol e idea
was to attract new investnent. And we wanted to judge ... does

this governnent take conpare with what you would face sonewhere
else in the world. And that was really the question. So, :
the tidewater approach was done from the perspective of
attracting new investnent to Al aska through third party, which

as you said, had to pay this tariff as if it was an extra
royalty.

MR. JOHNSTON: That's the way | understood it.

DR. VAN MEURS: Yeabh.

5:49: 04 PM

CHAI R SAMUELS: How difficult is it then. If you look at the
ownership in TAPS right now, | believe ... Conoco's a net payer
because they own nore oil than they own a percentage in the
pipeline, BP is the magjority owner, while Anadarko ... owns none
of the pipeline, and yet they all own different shares of the
oil. So, to construct a systemin there you would incorporate
somrehow that cost nechanism ... But they don't own a
proportionate share. 1Is that?

DR. VAN MEURS: Yes, for the PPT purposes we assuned, of course,
that the value they would receive is the value at the production

point, as the PPT |aw establishes. So, for conpanies |ike
Anadarko ... and for all the other conpanies, the econom cs
determned ... the point of production nethodol ogy. It is well
understood that conpanies that also own the |line would have an
extra benefit. But conpanies that don't are involved and the
conpanies like Pioneer ... face the kind of econom cs that

we det erm ned.
5:50: 21 PM

CHAI R SAMUELS: kay. W've got Representative Seaton and
Representative Kelly.

REPRESENTATI VE SEATON: Thank you, M. Chairman. A coupl e of
guestions on progressivity. Can you conpare for ne the idea
that you had proposed in you paper ... about gross tax at $50
Wl versus what we had proposed through House Resources, which
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was increasing the net tax, that they increase by the sane

amount but at $50 WII. In other words, the same bench mark of
having ... that .25 start at WIl mnus 50, ... but one applying
to the net tax and one being a whole new, separate gross tax.
Can you ... conpare the viability to those? ... by the tine you

get to 50 you, you've eaten up all the expenses, so basically
you' re tal king gross anyway.

5:51:22 PM
DR. VAN MEURS: ... three broad groups of progressivity were
explored by the legislature. The first one was this, which
had the limted ... review \Wen | canme back after |I had worked
on this, the legislature actually had incorporated the concept
of progressivity ... related to gross value of the production.
And so consequently, ... the first efforts of the |egislature
was to do sonething halfway between what | suggested here and
what was ultimtely accepted, which was ... a wndfall profit
sharing formula, but let's apply it to the gross value of the
producti on. So, we neasure it relative to the gross value of
the production at the Arctic. And consequently, you ... deduct
the $5 transportation cost and that gives you the value that you
work with. And that, ... at the end of session, kind of fell by
the wayside. ... under the last session what was introduced was
to ... base it on the net value whereby we deduct all the

costs. And let's then, rather than taking [$]60 as a base,
let's now take [$]40 as base because the difference is $20 in
cost. And that is how we ended up with that [$]40. And then we
said, okay, let's do progressivity based fromthe [$]40 upwards.
as you go from nmy original proposal to the proposal wth
respect to ... the gross value of the PPT to the net value of
the PPT, the certainty that you collect goes down in the system
because with the gross plus net system no matter what the costs

are, even if the costs are equal to ... $100 barrel, you would
still collect. So, with the gross plus net system ... you have
elimnated the cost factor. By applying gross scales to the net
production, ... -- if there is no net, then it doesn't matter;
27 ... or 30 percent of zero is still zero. So consequently,
the nonment you nove ... from the gross plus net concept to a
gross fornmula to adjust the progressivity of the net, you run
the risk that you won't get anything. Now, if you go even one
step lower and ... base it on the net net, then ... the chance

that you nmay not get anything gets very high, because now
everything depends not just on the price but also on the cost.
So, the certainty of actually collecting on a progressive system
with my March 5 nmeno is higher than on ... the internedi ate step
and the | ower step.
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REPRESENTATI VE SEATON: May | foll ow up?

CHAI R SAMUELS: Yes.

5:55: 02 PM

REPRESENTATI VE SEATON: ... I'mtrying to ... relate this to the
ACES proposal that has an annualized, instead of a nonthly tax,
and collecting once a year with no interest. I s that sonething
that ... either one of you would support, as far as taking the
progressivity to an annualized, instead of ... a nonthly paynent
system

DR. VAN MEURS: Now, from the point of view of Alaska, ... if

you have a nonthly system or a quarterly system particular
monthly system the chance that you collect sonmething is much
hi gher . Let's take ... the formula that ... | proposed. Let's
say if ... you do it nonthly. If you have 11 nonths of West
Texas Internediate price of 45 and one nonth of 60, you collect
sonmething in that one nonth because in the other nonths you're
zero. If you take the yearly average and you blend in the one
month of 60 with the 11 nonths of 45, you still collect nothing.
So, if the goal is to collect whenever there is a high price, in
what ever nonth, then the nonthly system collects nore than the
annual system

MR, JOHNSTON: And | don't have anything to add to that.

5:56: 48 PM

CHAIR SAMJELS: ... 1'd like to ... walk through ny recollection
of the various committees, and the arguments ... for the new
menbers. In the House Resources Committee, we added the entire

concept of progressivity. And you wanted the tax rate to go up
after the decision making had taken place and you took a best
guess, as you could, as when investnent decisions got nade. And
| think at the tine we were talking ... $35 to $40 a barrel;
that was when decisions got nade. We separated ourselves from
that as best we coul d. | believe at the time we got to [$]50,
we added the progressive feature then. ..owe ... kept it
closer to the gross ...; but it was nore on a gross as a true
wi ndfall profits tax in the first commttee. The argunent when
it got switched to the net, which | would appreciate your
coorments on, was that as costs went up, the decision-nmaking
point no longer was between [$]35 and [$]40, ... it could shift
up to ... [$]55 or [$]60 where your investment decisions are now

BUD COWM TTEE - 106- Oct ober 18, 2007



But now, you've raised your tax and affected the
i nvestnment decision. ... with the net, it slid along the line a
little bit better. And that was the argunent for going to the
net on the progressivity. When the ... choice was, as we told
the folks in industry that came forward, ... you can always cone
forward to the legislature and change it. WlIl, as we have seen
that is far easier said than done, to start changing technical
t hi ngs. W would' ve had a hearing just like this to change
sonething that far. ... you can see that the two sides ... of
the argunment and the conprom se that got reached ended up being
on the net .... But you're trying to get away from the
deci si on-maki ng point of investnent so your progressivity does
not affect the investnment decision. So, ... you ve given the
argunment for the gross and so, ... what's the downside, the
argurment on the net where this decision nmaking for investnment is
no longer at, in ny exanple, [$]35 to [$]40 but the decision
making is now [$]45 to [$]50 and you've raised your tax rate and
now you are affecting the investnment decisions. Setting aside
that you think the rate's too low ... but philosophically,

how do you find sone m ddl e ground there?

5:59:32 PM

DR. VAN MEURS: Now, it is a matter of risk. ... the nore you
nove to a gross plus net system the nore you put risk on the
lap of the investor, and you put certainty in the lap of the
gover nment . So, obviously, the nore you go to the net system
the nore risk is in the lap of the governnent, of not
potentially collecting, and the less risk is in the lap of the

conpany. ... It is a matter of how to allocate risk in the
formul a: ... the nore certain Alaska wants to be about its
revenue, the higher risk in investnent would becone. And

now you have to start pondering, as an investor: ... can | live
with this particular risk profile? There's absolutely no

guestion that the fornula that came out, from an investor's
point of view, is the lowest risk forrmula, from the point of
view of progressivity. But as a consequence for the State of
Al aska, the highest risk formnula. And that is then a question
of judgment: Do we feel confident enough to put that risk in
the lap of the conpanies and go for a full scale gross-based
system or do we feel, in order to pronote the investnent in the
resources, that we're better off with a net system And that's
then a judgnent to make. And | think the legislature canme down
on the side of pronmoting the investnent and putting the ... risk
in the lap of the state rather than the investor.

6:01: 23 PM
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CHAI R SAMUELS: Thank you, anything you can add to that M.
Johnst on?

MR,  JOHNSTON: Well, not nmuch in the sum of what you' ve
described is newto ne .... So the issue of gross versus net |
m ssed sone of that. | will say though, ... we conpared Al aska
wi th everybody under the sun as far as governnment take. If you

go one step further and try to add sone dinension to the
government take statistic, it’s an issue of how much is based on
gross, the nmeans by which governments get a piece of the pie in
this world. And what’s being proposed here is pretty light, in

that respect. ... for countries that have the significant
resources like you, in a couple of fields like yours, there’'s
times when they're guarantee share. ... the difference between
net and gross is this issue of guarantee; ... the nore guarantee

the governnent has the nore risk on the oil conpanies, just |ike
Pedro said. But |’ve seen the effective royalty rates where the

governnent has guaranteed ... nore; ... the average for
production-sharing contracts ... is 30. So, | can see why there
was the agonizing over going with gross versus net, but you had
a lot of room to maneuver. ... not only was the Al aska take

relatively low, in ny opinion, but the front-end |oadedness and
the neans by which you got a piece of the pie was fairly benign
in my opinion, too. And that’'s why | was nore bullish than
nost, | guess.

6: 03: 01 PM
CHAI R SAMJELS: Okay. And | want to follow up ... on a question
that ... has frustrated ne in the four years since |’ ve been
involved in learning .... ... we kind of beat our chests and
say, “My CGod, look what they're doing in Libya.” ... we need to
raise our tax rate. C There are people that when invested,
they go to N geria, where you have this social unrest and the
hi gh taxes. So, you ve got places |like N geria, ... Venezuela
Russia with Putin, but people aren’'t investing here. So, |
mean in some ways ... We can just raise the tax rate and
“the heck with 25", give up ... and ... go to 40 ... because
they’re not coning anyway. O, we can try ... the PPT as
attenpting to entice sone of the investnent. ... W hear about
all these comments about “we’re such a stable governnent”, but
they don’t cone here. They go to places where getting executed
is probably just a ... cost of doing business. C. It
frustrates nme to see where those dollars are going;, ... we
t hought we reached m ddle ground | ast year and apparently ... we
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did not. ... They ... spend the noney in these places that are
third world countries with dictatorships.

6: 04: 54 PM
DR. VAN MEURS: | think there is enornous hope for Al aska
because ... by the time | went in debate in Alberta, on the

increases in the oil sand tax, they said they're all going
somewhere else. And | said now the only place | can think of is
Al aska . ...

CHAI R SAMUELS: | think they were paying Pedro under the table

MR, JOHNSTON: See | don’t think those are nutually exclusive
| mean, you can raise ... the taxes and you can put a snmle on
the explorer's face, it’s just very difficult to do with this
type of system .... It actually, in my opinion, could be easy
to do if you segregate these nore than even the new proposal.

And there’'s the other trade-off ..., putting a smle on the
explorer’s face nmeans you're going to have to have sone terns
that are pretty exciting. And at the end of the day, those jobs
that are created in Al aska, because of your efforts to increase

exploration, if we're not careful, wll be sonme of the nost
expensive jobs in the world. You'll end up paying them ... a
mllion dollars per nan job per year ... whether it’s successful

exploration or not.

CHAI R SAMUJELS: Ckay, thank you. Representative Kelly.

6: 06: 16 PM

REPRESENTATI VE KELLY: Thank you M. Chairman. Just a couple of
coment s. C But there is a distinction between the two
[ speakers] that | think is inportant, and ... it’s not planned
but I think we ... mght need to do sonething about it. ... Dr.
Van Meurs you canme in with a know edge, at least a basic
knowl edge, of the governor’s proposed system the bill that’s
before us tonight, and you (Johnston) didn't. ... getting your
reaction to the governor’s bill just as we got Dr. Van Meurs'
woul d be of interest to me .... Another thing ... inportant to
point out: ... | thought | had stepped behind the |ooking glass
a mnute ago ... when you answered a question that if we had

gone with your proposals, sonehow we’'d have generated hundreds
of mllions, maybe nore, in extra revenue. That is not strictly
accurate because your role was ... also strongly advocacy for a
20: 20 solution. A net solution, not a gross solution. And sone
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of these things ... are inportant to point out, not for

contenti on, because ... the three areas of <creating a
spreadsheet, making a proposal, and then advocating, you have
had to do ... a soft shoe anobng the three.

DR. VAN MEURS: VWhat you're explaining to ne is life of a
consul t ant .

REPRESENTATI VE KELLY: Having done a just a little bit of that
nmyself | wunderstand that you did the three ... dances probably
pretty well. But | think it’s inportant for newconers to
understand that that question a few mnutes ago, about your
proposal bringing in nore noney than what happened, is not, on
the face of it, the right way to state that. Because you were
wor king for the governor, the governor was after 20:20, and if
you got your way, that is your advocacy way, what you were being
paid to do, the recovery would have been substantially |ess, |
woul d ar gue.

DR. VAN MEURS: ... | was just answering a question: what would
have happened if this was done and that can be cal cul ated. I
absolutely agree with you that, as a consultant, you have to be
very careful not to becone politician, point one.

REPRESENTATI VE KELLY: Sure, ... | just ... think it’s inportant
to point out ... the different roles that you have, and
reflecting the fact that, today, you guys <cane in here
conpletely differently. And that is ... a concern to ne because
with Dr. Van Meurs | have a sense that on ny ... scorecard ...
of where you stand on sone of the ACES stuff, that we’ve got to
opi ne on here and push buttons shortly -- | kind of know Wth
you [M. Johnston], if |I had a half an hour | could get it out
of you ... but I'"'m not going to ... try to do that because
you' I I shut ne down.

CHAI R SAMUELS: | haven’'t shut anybody down all day.

REPRESENTATI VE  KELLY: ... | wuld ... advocate ..., M.
Chairman, ... that we get those answers. And | would expect
that ... on the rate, I'd ... check them both off as 25 guys now
out in the mddle of the field .... On the BP thing, we did the
$.30 cents a barrel. That may not have been the right nunber,
but ... it was an attenpt to send ... a strong signal .... Wen
we |look at the progressivity on the base cost of getting a
barrel up ... into the pipe, the net is ... kind of the world
system |1’ve heard both of you say that .... Wth the
production-sharing type contract arrangenents it’'s a net based
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system at the end of the day. ... M question is, the governor
has proposed a change to a hybrid and ... | just need to know
what your reaction is to the hybrid ...

6: 11: 42 PM

DR. VAN MEURS: I ... | had the pleasure of studying the bill.
... one of ny slides indicates that |'m negative about the
hybrid .... As | said, the 10 percent floor for the |egacy
fields really is not a system based on gross, it is just ... a
different kind of floor. So, you are not really collecting
anything nore, unless the conditions of the floor actually
occur. So, it also doesn’'t seem to generate nore revenues if
prices are high. My concern ... is to give Alaska a fair share
if prices are high. I’'m less <concerned to creating an
uneconom c situation if prices are |ow ... in other words, I
see very little value in that fl oor. And | wouldn’t even call
it a hybrid system | think it is just a sonewhat nore
sophi sticated fl oor. That sonewhat nore sophisticated floor is
put in place at the cost of an enornous conplication in your
accounting and we have already difficulty enough to setup a good
system So, now we are going to conplicate it even nore, to
separately account for the legacy fields, and then so that we
can always calculate the floor. ... |I'’m extrenely negative
about that whole concept. | think if you want a mxture of
gross and net, make a mxture of gross and net, but don't nake
an imaginary mxture of gross and net, make a real mxture of
gross and net. That would be ny suggesti on.

6:13: 31 PM

REPRESENTATI VE KELLY: ... one of the things that |I fear ... is
that the ghost of Daniel Johnston or the ghost of Pedro Van
Meurs is going to hang around here after your bodies have fl own,
and we can’'t get answers. For the next nonth we're going to
hear ... an estimate of what Johnston would have said, and we're
going to hear an estimate of what Van Meurs would have said.
And 1'd Iike to know, as specifically as we can get it, what the
punch-poi nt conparisons are, whether you support them or not

and why. ... One last thing, you know we’ve got a very popul ar
governor ... who supported nost of us on the waiting until 2011.
: Most of wus | think understood why, when the indictnents
came out, that she switched and said “Hey, we’'ve got to take a

| ook at that.” That’ s because nmaybe half-a-mllion Al askans
were saying the sane thing .... So, | was very nuch a person
that wanted to wait till the 2011, which is where you are. |I'm
not there now, | don’t think that we can. | think we’ve got a
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different situation. But one point, ... your statement Dr. Van

Meurs, ... that “Well, since it went to 22 and a half, | don’t
think that it had this cloud over it.” Ckay, as sonebody that
was in the trenches, | think that ... is a continuum there are
lots of iterations of where that damm thing coul d ve | anded that
may not have been 20 or 22 and a half ...; it could have been a
| ot of things. But what we have ... is a trust issue. So, |
just ... wanted to say that your statenent about the 22 and a

hal f, and therefore the good guys won or sonething doesn’t solve
it for ne.

6: 16: 05 PM

DR. VAN MEURS: No, maybe |1'm sonewhat too sinplistic on that
concept. But ... | do believe that in the end the good guys won
and the people that ... honestly voted for what was right at
that tinme they felt for Alaska, they ultimtely won. It was a
horrendously |ong process, and of course | don't know all the
tw sts and turns through that process because | was not here all
that tine. C But, | take confort from the fact that those
people that really ... felt positively about and wanted to do
something good for Alaska, that they, in the end, got the
| egi sl ation through. So, | ... only put that from the
perspective of in the end ... a good law was created and no
damage, as such, in that respect was done. ... | agree with you

that's a personal judgment.
REPRESENTATI VE KELLY: Thank you. Thank you, M. Chairman.

CHAI R SAMUELS: Thank you. And Very short questions, |’ve got
Senator Therriault and then Representative Doogan.

6:17:21 PM
SENATOR THERRI AULT: Thank you. Dr. Van Meurs, | should' ve

asked for a clarification earlier, now the news has been on, and
they may have lead with the story saying that you’ ve pronounced

the gas pipeline uneconomc. And |I'’m just wondering, when
you're an oil and gas advisor, but you're not a pipeline
engi neer, neither am|. Through the process that we’ ve got going

right now, we're going out to the open nmarket to conpanies that
build and operate gas pipelines and saying “Can you nake this
wor k? Come back to us with proposals.” And | believe that the
end of Novenber we will have proposals, whether they ultimtely

lead to gas flowwng any tinme real soon, |’m not sure. .
|’ m just wondering what all you base your comnment on. The price
of steel is up, the price of workers is up, but | don't know
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that knowi ng those and agreeing with those would lead ne to
pronounce the project to be uneconomic ... across the board.
What size pipe, 52, 48, 36, there’s so many vari abl es.

DR. VAN MEURS: No, no ... | pointed out the slide that related
to the specific gasline project that ... was on the discussion

| also nmentioned if sonebody offers ... $5 per mllion Btu at
the wellhead in the Arctic, |I'm absolutely sure conpanies are
happy to sell. And if that conpany is wlling to build a
pipeline, I'm sure the project will go forward. Now, | don’t
see those deep pockets, ... that is one issue. But, the slide
that | was commenting on was the original gasline proposal.

| don’t know whether | nmentioned it here in the audience, but

|’ m al ready contacted by the governnent of Canada. Just to give
you an exanple of the horrendous |evel of economc difficulty

t hat these pipelines have now, Exxon Mbil ... is proposing a $2
billion dollar subsidy .. fromthe governnment of Canada, just to
get the MKenzie line built. Now, translating that to Al aska
woul d be an $8 billion subsidy because the project would be four
tines as large, ... and it was always recognize that the Al aska
project was |less attractive than the MKenzie project. C. | f
you assune that between 2001 and 2007 the cost actually doubled
- and | think there is imense evidence in Canada that that
actual ly happened - then now you ... have an uneconom c project
o Now, | believe if you have simlar LNG project that even
result in a |lower net back, | ... see that very problematical.
If there is a courageous national oil conpany, if Petro

[Indisc.] would conme to Alaska and say, "W are willing to buy
at Henry Hub less $2 at the wellhead in the Arctic, and we take

care of shipping all this gas to China." Yes, you have a
wonder ful project. Now, | don’t see that happening, but who
knows. If sonebody conmes out of the woodwork that nakes an
unexpected offer that happens to be attractive to the ... three
maj or players in the gas field, then of course you have a
possibility. But I'm not excluding that, | think that

possibility would be very | ow.

6:21: 24 PM

CHAI R SAMUELS: Thank you, and before we get to Representative
Doogan’s | ast question, what tinme do you |leave tonorrow Dr. Van
Meur s?

DR. VAN MEURS: Early in the norning.

CHAIR SAMJELS: ... Wuat |I'd like to try to do, if the roomis
avai l able, and particularly for the new nenbers, is allow the
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new nmenbers to cone in here and just have an informal gathering
and talk to M. Johnston tonorrow at 9 a.m ... And Il try
to get the word out to the nenbers on the Floor tonight, and
"1l talk to the Senate al so.

REPRESENTATI VE DOOGAN: Is O and Gas neeting tonorrow norning?
Do you know?

CHAI R SAMUELS: | believe that Ol and Gas is neeting tonorrow
at 1:30 so at 9 am .... So, with that the last question
Repr esent ati ve Doogan.

6:22: 23 PM
REPRESENTATI VE DOOGAN: Thank you M. Chairnman. ... | find

nmysel f somewhat bunfuzzlied by Dr. Van Meurs’ statenents about
Al aska’s reputation in the world as an oil province. And what |

was curious about ... the statenent that you nade Dr. Van Meurs,
that Al aska is seen as confrontational. And | was hoping that
you would be able to explain that to ne a little bit. ... \Wat

do you see as the cause of that aspect of Alaska's reputation in
the oil patch?

DR. VAN MEURS: | think it would clearly be wong to portray ...
Al aska in sonme kind of heroic battle with Exxon. Yes, the world
knows that there has been a horrible oil spill. The world knows
that ... Al aska has been very negative about how that nmatter was
resolved and ... consequently, sone hard feelings remain about
that matter. - | think the confrontational attitude relates
nore to ... the details ... of the inplenentation in terns of
money collection, in terns of attitude toward ... the oi
i ndustry. There seens to be ... somewhat of a ... frontier
mentality in Al aska whereby standing up to the oil industry is a
great credit for anybody that ... wants to advance in life,
particularly in political Ilife. ... sone other governnents
approach that quite differently and ... | attribute a little bit
to two factors. One, sonewhat the frontier nentality of Al aska,
which ... creates people that feel fiercely about their
i ndependence. Also, | think there is some annoyance ... anong
Al askans to be dependent on only three conpani es. ... | think
Al askans generally ... feel their future is determ ned by
just three conpanies and they are, therefore, not nasters in
their own house. ... Wwhether that is 100 percent correct is
difficult to describe, but | think that is how ... | personally
explain that relationship. If you go to Alberta, there is no
feelings of that whatsoever. If you go to Britain in the North
Sea, there are no such feelings whatsoever or Norway for that
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matter, or Texas, or MM5 .... So, there is a little bit of a ...
confrontational environnent in Alaska for a whole series of
probably social econom c reasons that are quite unique, but that
at the sane tine have created a little bit of a culture that |
think is not perceived very positively ... by the investor
comunity. And ... that is why | use the word re-branding
somewhat nore concerted effort on the part of Al askans to say
yes, we know are a frontier society, ... but ... we really are
prepared to open our arms to newer, nediumsized conpanies that
are willing to conme to Al aska and please don’'t ... m sunderstand
our desires ... and how we see our future. | think that needs
to be marketed better. And | think ... far nore of a concerted
effort needs to be done to smpoth out relationship with the
industry to overconme these ... sonmewhat confrontational kind of
attitudes and | think that wll help greatly in bringing
investnment to Al aska. | have seen absolute incredible changes
in sone nations when they started to re-brand their i nmage.
Qatar is probably the absolute stellar exanple, which used to be
a backwater, it was pretty nasty kind of reactions to the oi

i ndustry; over-negotiating every ... little tidbit and
fighting every Ilittle paynment conming to governnent and ..
really they didn't go anywhere. And then they re-branded
t hensel ves as the nodern center of gas developnent in the Mddle
East and now they are the |eaders. And ... it is nore
psychol ogy than hard reality and | think sonething like that is
necessary. Wuld that be a good description of Qatar?

MR, JOHNSTON: Vell, | think it was partly the result of the
coup, wasn't it.

DR. VAN MEURS: |'m not recommendi ng coups in Alaska, no.
MR, JOHNSTON: Yeah, the dad left town for a couple days and the
son took over and the son was a little nore aggressive, shall we

say.

REPRESENTATI VE DOOGAN: Thank you very mnuch.

6: 28: 41 PM
CHAI R SAMUELS: Thank you both very nuch. | hope that it has
been informative, particularly for those who didn't I|ive and

breathe for quite sone tine.

DR. VAN MEURS: Thank you so nmuch, it was a great pleasure.
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CHAI R SAMUELS: Thank you much and we’ re adj our ned.
ADJ QURNVENT
There being no further Dbusiness before the conmttee, the

Legi sl ative Budget and Audit Committee neeting was adjourned at
6:28:49 PM
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