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COWM TTEE CALENDAR

HOUSE BI LL NO. 2001

“"An Act relating to the production tax on oil and gas and to
conservation surcharges on oil; relating to the issuance of
advisory bulletins and the disclosure of certain information
relating to the production tax and the sharing between agencies
of certain information relating to the production tax and to oil
and gas or gas only |eases; anending the State Personnel Act to
place in the exenpt service certain state oil and gas auditors
and their imredi ate supervisors; establishing an oil and gas tax
credit fund and authorizing paynent from that fund; providing
for retroactive application of certain statutory and regul atory
provisions relating to the production tax on oil and gas and
conservation surcharges on oil; mking conformng anendnents;
and providing for an effective date.”

- HEARD AND HELD

SENATE BI LL NO. 2001

“"An Act relating to the production tax on oil and gas and to
conservation surcharges on oil; relating to the issuance of
advisory bulletins and the disclosure of certain information
relating to the production tax and the sharing between agencies
of certain information relating to the production tax and to oil
and gas or gas only |eases; anending the State Personnel Act to
place in the exenpt service certain state oil and gas auditors
and their imredi ate supervisors; establishing an oil and gas tax
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credit fund and authorizing paynent from that fund; providing
for retroactive application of certain statutory and regul atory
provisions relating to the production tax on oil and gas and
conservation surcharges on oil; making conform ng anmendnents;
and providing for an effective date.”

- HEARD AND HELD
PREVI QUS COW TTEE ACTI ON
Bl LL: HB2001

SHORT TITLE: O L & GAS TAX AMENDMENTS
SPONSOR(s): RULES BY REQUEST OF THE GOVERNOR

10/ 18/ 07 (H) READ THE FIRST TIME - REFERRALS
10/ 18/ 07 (H &G RES, FIN

10/ 19/ 07 (H) O8G AT 1:30 PM HOUSE FI NANCE 519
10/ 19/ 07 (H) Heard & Hel d

10/ 19/ 07 (H) M NUTE( C&G)

10/ 20/ 07 (H) O8G AT 12: 00 AM HOUSE FI NANCE 519
10/ 20/ 07 (H) Heard & Hel d

10/ 20/ 07 (H) M NUTE( C&G)

10/ 21/ 07 (H) O8G AT 1:00 PM HOUSE FI NANCE 519

Bl LL: SB2001
SHORT TITLE: O L & GAS TAX AMENDMENTS
SPONSOR(s): RULES BY REQUEST OF THE GOVERNOR

10/ 18/ 07 (S) READ THE FIRST TIME - REFERRALS
10/ 18/ 07 (S) RES, JUD, FIN

10/ 19/ 07 (S) RES AT 9: 00 AM BUTROVI CH 205

10/ 19/ 07 (S) Heard & Hel d

10/ 19/ 07 (S) M NUTE( RES)

10/ 20/ 07 (S) RES AT 8: 00 AM BUTROVI CH 205

10/ 20/ 07 (S) Heard & Hel d

10/ 20/ 07 (S) M NUTE( RES)

10/ 21/ 07 (S) RES AT 1: 00 PM HOUSE FI NANCE 519

W TNESS REG STER

PAT GALVI N, Commi ssi oner

Depart nent of Revenue

Juneau, Al aska

POSI TI ON  STATEMENT: During hearing of HB 2001, answered
gquesti ons.

TOM I RN N, Conmi ssi oner
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Depart ment of Natural Resources
Anchor age, Al aska
POSI TI ON STATEMENT:  Provi ded comments on HB 2001.

CHERYL NI ENHUI' S, Petrol eum Econom st

Departnent of Revenue

Juneau, Al aska

PCSI TI ON  STATEMENT: During hearing of HB 2001, provided a
Power Poi nt presentation titled "The Cost Story".

M CHAEL W LLI AMS, Chi ef Econom st

Tax Division

Depart ment of Revenue

Anchor age, Al aska

PCSI TI ON STATEMENT: During the hearing of HB 2001, discussed
the difficulty of forecasting cost.

ANTHONY FI NI ZZA, Ph. D., Consultant

to the Departnent of Revenue

(No address provided)

PCSI TI ON STATEMENT: Revi ewed t he Power Point presentation titled
"The Palin-Parnell Admnistration presents ACES' and answered
guesti ons.

Rl CH RUGE ERO

Gaffney, Cine & Associ ates

Houst on, Texas

PCSI TI ON  STATEMENT: During hearing of HB 2001, answered

guesti ons.

KEVI N BANKS, Acting Director

Division of Gl & Gas

Department of Natural Resources

Anchor age, Al aska

PCSI TI ON  STATEMENT: During hearing of HB 2001, answered
guesti ons.

ACTI ON NARRATI VE

CHAIR KURT OLSON called the joint neeting of the House Specia
Commttee on Ol and Gas and the Senate Resources Standing

Commttee to order at 1:04:47 PM Representatives d son,
Dahl strom Neuman, Ranras, Sanuels, Doogan, and Kawasaki and
Senat ors Huggi ns, St edman, G een, St evens, McQuire,
W el echowski, and Wagoner were present at the call to order.
Al so in attendance were Representati ves Buch, Edgnon,
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Fai rcl ough, Gara, QGuttenberg, Hol nes, Johnson, Keller, Kerttula,
Roses, Seaton, and WIson and Senators Bunde, Dyson, ElIlis,
El ton, and Thonas.

HB2001-O L & GAS TAX AMENDMENTS
SB2001-O L & GAS TAX AMENDMENTS

1: 06: 02 PM

CHAI R OLSON announced that the only order of business would be
HOUSE BILL NO 2001, "An Act relating to the production tax on
oil and gas and to conservation surcharges on oil; relating to
the issuance of advisory bulletins and the disclosure of certain
information relating to the production tax and the sharing
between agencies of certain information relating to the
production tax and to oil and gas or gas only |eases; anending
the State Personnel Act to place in the exenpt service certain
state o0il and gas auditors and their imedi ate supervisors;
establishing an oil and gas tax credit fund and authorizing
paynment from that fund; providing for retroactive application of
certain statutory and regulatory provisions relating to the
production tax on oil and gas and conservation surcharges on
oil; making conform ng anendnents; and providing for an
effective date.” and SENATE BILL NO 2001, "An Act relating to
the production tax on oil and gas and to conservation surcharges
on oil; relating to the issuance of advisory bulletins and the
di scl osure of certain information relating to the production tax
and the sharing between agencies of certain information relating
to the production tax and to oil and gas or gas only |eases

anending the State Personnel Act to place in the exenpt service
certain state oil and gas auditors and their immed ate
supervisors; establishing an oil and gas tax credit fund and
aut horizing paynment from that fund; providing for retroactive
application of <certain statutory and regulatory provisions
relating to the production tax on oil and gas and conservation
surcharges on oil; making conform ng anmendnents; and providing
for an effective date.”

1: 06: 45 PM

PAT GALVIN, Conmi ssioner, Departnment of Revenue, infornmed the
commttees that the focus will be on the inpact the tax program
has on the investnent clinmate. Al so, the analysis done by the
Department of Revenue (DOR) and Departnent of Natural Resources
(DNR) on that issue will be shared. He then reviewed an outline
of what the admi nistration would present today.
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1: 08: 48 PM

TOM |TRWN, Conm ssioner, Department of  Natural Resour ces,
rem nded the conmittees that in May the governor directed the
conm ssioner of DOR to wundertake a review of the petroleum
production profits tax (PPT) in a manner that ensures a
transparent process, that the state is getting a an appropriate
share, and that the state provides a healthy investnent climate.
He opined that DNR certainly agreed with those principles. He
then informed the conmittees that DNR was asked to participate
and it has participated in this evaluation process from the
begi nni ng. Comm ssioner Irwin opined that Alaska's Cear and
Equi t abl e Share (ACES) [HB 2001] provides a good bal ance between
encouragi ng i nvestnent and providing a fair share to the state.

COM SSIONER RW N then recalled discussions of PPT in which he
and the deputy conmm ssioner were very vocal in support of a
gross tax alternative. He said although he maintains his like
of a sinple concept, one couldn't be identified. He opined that
the lack of communications between departnents lead to the

strong gross versus net positions. However, now both sides are
nore know edgeable and closer to mmking an inforned decision.
Comm ssioner Irwin said, "W support what the Departnent of

Revenue is presenting today and this information led us to
recogni ze the limtations of just a pure gross system"”

1:13: 21 PM
CHAI R HUGGE NS requested a copy of the May directive cited.

COM SSIONER IRWN recalled that it was a verbal request rather
than a witten request.

1: 13: 58 PM

SENATOR W ELECHOASBKI recalled that Conmm ssioner Irwin has been
an advocate for the gross. He further recalled that there have
been press reports relating that during the ACES process there
was division with regard to going forward with gross versus net.
Wre those press reports true, he asked.

COM SSIONER I RWN stressed that he spent wuntold hours in
neetings with the governor, DNR and DOR as well as technica
staff wthin the departnment and from outside of it. He
mentioned the goal wth this admnistration has consistently
been what's best for the state. During review of the gross, the
matter of developing correct incentives had to be addressed.
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The first thought was to use a fixed nunber, but the variety of
wells and situations is conplex, particularly with heavy oils.
The thought then was to have the conpanies put forth what the
incentives should be by the cost, which resulted in data that

pointed "virtually back to net."” Conm ssioner Irwin opined that
ACES, with its gross protected floor and net approach wth
significant incentives, is sort of a marrying of the two. He

enphasi zed that no one was ever precluded from providing input.
1:17: 37 PM

SENATOR STEVENS inquired as to why the governor has transitioned
froma gross tax to a net tax.

COM SSI ONER GALVIN related that the intention is to lay out the
full discussion and what was discovered that Iled to the
devel opnent of ACES.

1: 18: 56 PM

CHAIR HUGA NS opined that it's inportant that whatever happened
in the neetings resulting in ACES cones out in this public
process.

COM SSIONER ITRWN said that's why these hearings are so
i mportant. "Again, everybody in this room is for Alaska, we
want to choose what's right for Alaska.” He highlighted that
ACES includes both gross and net as there are nerits to both

He opined that today's neeting should relate the process
utilized to get to the ACES proposal.

1: 21: 28 PM

CHERYL N ENHU S, Petroleum Econom st, Departnent of Revenue |,
said she would begin with how production tax revenues are
forecast. Referring to slide 2, she explained that under the
PPT there are three unknowns of which some are nore known than
ot hers, such as with production. The departnent actually has a
petrol eum engi neer who does the production forecast and has been
for a nunber of years. Production, which is utilized in the
production tax calculation, is updated every six nonths. Still,
it's sonmewhat of an unknown, particularly so lately as there

have been some production disruptions. The next wunknown is
price. For price forecasting, alnost all of the state's
econom sts conme together for a day and discuss oil markets,

various drivers of demand and supply, and worldw de prices. At
the end day, [each econom st] specifies what he/she believes to
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be the best price forecast, which is included in the short- and
|l ong-term forecast. The price is another of the variables that
is considered in the production tax calculation. Under the PPT
there is a third unknown, which is the cost of production. Cost
can be viewed sinply as cost or as investnent. Cost has two
basic el enents: the operating expenditures (opex) and capital
expenditures (capex). Ms. Nienhuis explained that operating
costs are generally those costs that go into producing oil or
gas. The operating costs can be fixed or variable. Capita
costs are those costs that are generally incurred for expenses
that lead to sonme sort of asset or developnment that either
furthers production or sonehow is beyond the operating cost.
Both the capex and the opex are inportant to the cal cul ation of
t he tax.

1:24:57 PM

M5. NIENHU S then turned to slide 3 titled "2006 PPT Costs."
She explained that during the PPT debates the cost assunption
sources used were basically historical data from 2002 to 2004,
such as federal partnership tax returns, sone departnenta
information on capital spending in Alaska on the North Sl ope,
some confidential information received through the negotiation
process for the gasline, and NPSL |ease-cost information, sone
of which was a little older. There were also published reports
from different firns, such as CERA [Canbridge Energy Research
Associ ates] and Wod Mackenzie as well as financial information
from conpani es. A lot of publicly available information was
al so avail abl e. Addi tionally, the departnment had consultations
with industry staff and [during] the gasline negotiations sone
confidential information was received. She enphasi zed that
t hroughout the process industry was involved as there were
formal and informal discussions wth them about the cost
structure. Ms. N enhuis remnded the commttees that the
departnment's cost estinates were reviewed by the legislature's
consultants, and therefore were aware of the departnent's cost
f orecast.

1: 27: 08 PM

M5. NENHUS, referring to slide 4 titled "PPT Forecast
Tineline", informed the commttees that the first cost forecast
was put together in the fall of 2005 when [the state] was in
negotiations with the industry on the gasline and there was a
push to change the oil tax. At that tinme, a nunber of the
departnment's econom sts obtained as nuch information as they
could and put together a cost forecast, which becane part of the
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fiscal note for House Bill 3001 [in 2006]. She said
"Basically, what it anobunted to is sonewhere in the nei ghborhood

of $7 a barrel." However, she noted that it wasn't all a
variable cost as there were different nechani snms included that
weren't totally variable. I n August 2006, the fiscal note for

House Bill 3001 was put out for the current PPT tax system  She
pointed out that throughout the PPT's debate, the departnent
made a point of not changing its cost estimates because it was
inportant to not bias one different tax plan or proposal over
anot her. Furthernore, there wasn't the time to re-evaluate the
costs. Ms. N enhuis opined that the departnent felt it had the
costs right and there was | ots of support for that. In Novenber
2006 a revenue forecast was put together. At that tine, the
departnment re-evaluated the costs as it realized that capita
costs had increased. In fact, the price of steel and |abor had
rose significantly, and therefore the department adjusted its
forecast to increase capital costs.

1: 29: 23 PM

SENATOR WAGONER inquired as to what information is available to
substantiate that the price of |abor has increased considerably.

V. NIENHU S said she is speaking from two sources of
information, which include industry discussions. The ot her
source is the know edge that certain job classifications have
had hi gher |abor cost increases than others. For exanple, there
is a shortage of engineers, which has caused the salaries for
some of those engineers to increase as well as for sone of the
actual nmechanics and workers in the field.

SENATOR WAGONER opined that it should be easy to docunent those
i ncreases. He expressed interest in seeing a list of those
increases and the total effect of those. The | argest nunber of
those working in the petroleum industry are those working in
operations and naintenance, which probably haven't experienced
much of an increase in their wages.

COM SSIONER GALVIN clarified that M. N enhuis nentions that
primarily to note what occurred between the tinme the original
fiscal note assunptions were nmade and prior to the receipt of
the reports from the taxpayers that resulted in the current
| evel of expectation. He further clarified, "I think it's a
fair question to ask industry ... since they're the ones that
tal k about these things. W're just reporting back to you what
we're hearing from them W don't have those particular
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sources. " He said that [ACES] wasn't built on a particular
source, nor did a particular source change a nunber.

1:32:12 PM

SENATOR STEDMAN highlighted that there can be a situation in
which there are hourly and salary increases when there's $70-3$80
a barrel oil wth $7 costs. He enphasized that there's an
inportant delineation between nore enploynent in the basin
versus actual salary increases.

COM SSIONER  CGALVIN said that's precisely the type of
information the ACES information provision should acquire.
There is no know edge as to whether the costs are increasing
because the price of a particular itemis increasing or whether
nore itens are bei ng purchased.

SENATOR STEDMAN opined that the goal, creating incentives for
oil and gas devel opnent in Al aska and obtaining the state's fair
share of revenue during high price periods, of ACES seem simlar
to that of PPT. He then asked if PPT is delivering the
begi nni ngs of a wave of expansion in the oil basin.

COWM SSI ONER GALVIN related that DOR s view and industry experts
have said that the timeframe thus far isn't an indication of a
change in behavior as a result of PPT having passed. Al t hough
the industry has related that this year it wll be ranmping up
costs, the industry doesn't directly cite the change in the
credit system for PPT but rather discusses the need for nore
system integrity. The question would be appropriate to ask the
i ndustry.

SENATOR STEDMAN said that if the industry is changing its
behavior and [PPT] is doing what is desired, then he asked if
it"s it too early to act.

COWMM SSI ONER GALVI N said the question is whether or not a change
in the oil tax proposed by ACES will nodify that sane incentive.
The basic incentives included in PPT and intended to drive that
decision remain wthin ACES. The information being provided
today is regarding whether the change recommended w |l danpen
PPT, to which the admnistration's response isS no. He opi ned
that ACES should result in the sane anount of incentive to
i ncrease that behavior because the credits and other incentive
vehicles remain within the system

1: 36: 02 PM
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SENATOR W ELECHOWSKI turned to the forecasting errors of 2006
whi ch he characterized as fundamental errors. He asked if ACES
is addressing those errors in order to prevent them from
recurring.

M5. NIENHU S said she believes so. The departnent has nuch nore

information now than it had at the tine. Furthernore, ACES
requires better reporting, both in the current nonth and the tax
return at the end of the year. Moreover, conpanies are required

to provide forward-looking information with regard to what they
expect for costs in the next year.

1: 37: 25 PM

REPRESENTATI VE SAMUELS suggested setting aside the tax rate
guestion and assune that the departnment has enough auditors, and
asked if the audit would be able to relate whether the price of
a wdget has increased or whether nore wdgets are being
pur chased. He noted his agreenent with Senator Wgoner that
| abor costs couldn't have risen that much in three years.
However, the cost increase could be due to hiring nore people.

COM SSIONER GALVIN related his belief that the departnent
should be able to get a lot closer to that issue because the
information from the audit would allow a determnation as to
whet her there was an increase in man hours or other factors. As
a result of both the requirenent for information and the audit's
ability to confirm that, nore information would be available
[regarding the cost of |abor].

1: 38: 53 PM

CHAIR HUGA NS inquired as to what if Comm ssioner Galvin is
W ong. He then expressed concern with what isn't known. He
opined that he didn't want to enter a fourth year dealing with
this issue.

COM SSI ONER GALVIN highlighted that the professionals wthin
the agency are dealing with the nunbers. He then highlighted
that a year ago [departnental professionals] were asked to nmake
an assunption about the current costs. Al though they didn't
have adequate information from the conpanies, they nade the best
assunptions possible. A few nonths |ater the nunbers from the
conpani es were avail able and [the departnent professionals] were
off by 50 percent. The nunbers being used from that point
forward are based upon those reports. Therefore, the deviation
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will be a matter of changes in the environment and the econonics
of the field. Today, decisions are being based on the best
informati on avail able now because that reported information is
avai | abl e.

CHAIR HUGGE NS noted his appreciation and enphasized his desire
to get this correct. He then recalled that Dr. Van Meurs has
said that the cost data being relied upon isn't reliable and
suggested that it needs to be audited because it's overstated.
Furthernore, Dr. Van Meurs has said that Alaska's gasline isn't
economcally feasible at this tine. The aforenentioned is of
concern, he stressed.

COM SSI ONER GALVIN noted his agreenent with wanting to get it
correct al so. He expressed the need to realize that Dr. Van
Meurs has been gone from the state for a year, and furthernore
he has expertise in certain areas but not others, such as in

accounting and cost forecasting. However, staff wthin the
agency have been working on the issue daily for the last year in
order to wunderstand what was the difference. Comm ssi oner
Galvin said, "There's a significant difference in confidence

that I would have that | would have in conparing what ny agency
staff have brought to the table today, in ternms of what they
used a year ago conpared to what information they have today, as
opposed to Dr. Van Meurs coming in a year later ... saying
this is what | think m ght have happened."”

1: 44: 00 PM

CHAIR OLSON recalled that in M. N enhuis' presentation she
indicated that the decision was nmade with respect to the fisca
note for House Bill 3001 to use the $7 a barrel cost and
continue wusing it although the departnent was aware of the
change. He inquired as to who specifically nade that deci sion.

IVB. NIENHU S clarified that she wouldn't say that the
[departnent] was aware of any change or didn't contenplate any
change until the fall forecast. She further clarified that the
[ departnment] had no reason to suspect its nunbers were w ong.

1:44:51 PM
REPRESENTATI VE DOOGAN asked if the difference between the
projection and the situation the departnent is in now is the

difference between a guess and a claim He related his
understanding that the know edge that is available now is only
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that informati on that has been clained, since there haven't been
audi ts.

COM SSIONER GALVIN said that the discussion today and the
projections are based upon the reported costs. The
aforenentioned is sonething the departnment is wlling to rely
upon as it reflects what the industry says are the costs.
However, a year ago, [the projections] were an educated guess
that proved to be an inaccurate reflection of what the reported
costs woul d be.

REPRESENTATI VE DOOGAN related his understanding from previous
testinmony that there's essentially no penalty for the industry
if it over reports its claim

COM SSIONER GALVIN said that there are penalties associated
wth interest that is accrued for the wunreported or unpaid
i nterest.

REPRESENTATI VE DOOGAN opined that the state won't "hit them in
the bank account” if the conpany has over reported by say, 20
per cent

COWM SSI ONER GALVI N replied no, not under the current PPT.

REPRESENTATI VE DOOGAN asked if this problem is an inherent
problemwith a net tax because in order to determ ne whether the
state is getting what it thought, a process that is likely to
include an audit is required and perhaps even lead to a |lawsuit.

COWM SSI ONER GALVI N explained that with a system that requires
conpanies to report costs, there are a series of clarifications.
The first clarification occurs when the conpany has to report
its costs the first tine. Under the ~current PPT, the
af orenenti oned occurs at the end of the year, while under ACES
it would occur nonthly. There is also clarification provided
fromthe auditing process and if there are conflicts with regard
to the lawsuit. Comm ssioner Glvin opined that anytine there
are deductions based upon cost, this issue wll arise.

1: 48: 16 PM

SENATOR MCGUI RE echoed the earlier sentinments to get this right.
She asked if [ACES includes] independent experts who know what
the costs should be and the best field practices. She expressed
the need to be able to justify and understand any change and why
the costs are what they are.
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COM SSIONER GALVIN said the he views [the administration's]
responsibility as providing the comttees wth the Dbest
information available today, in context of where things will go
fromhere. He said that he's nerely pointing out the experience
the economsts had in putting together the nunbers that went
into the fiscal note froma year ago and operating with the best
information available at the tine, although that proved to be
wholly different than what was experienced just a short tine

| at er. Looking forward, the reported costs are now known.
Still, he rem nded the conmttees that as nore is learned, it's
refined. Wth regard to whether the decision on the tax rate
should be deferred, he pointed out that there is a cost
associated wth that. He then related that there is a level of
confidence that exists in today's nunbers that didn't exist a
year ago. Comm ssioner Galvin said that if this is addressed
again it wll likely be because the costs have deviated due to
two things. I f the changes have occurred because the world has

changed, then he opined that it isn't necessarily valid to conme
back because it's a net-based tax and the costs are taken as
t hey cone. However, if the change occurs because of inaccurate
reportings, it would be an entirely different situation, which
he didn't antici pate.

SENATOR MCGQUI RE returned to Representative Doogan's comment that
this is a claim and there's no basis in reality for assessing
that claim Therefore, part of the equation is m ssing.
Al t hough she said she didn't disagree that through [ACES] there
is a better nethod of obtaining information from the producers,
it still relies on what the industry says. Therefore, she
inquired as to what is enbedded in the process, in ternms of
experts and personnel that have an objective ability to analyze
[the clains].

COWM SSI ONER GALVI N answered that one can try to rely upon these
experts, such as Dr. Van Meurs, M. Johnston, Wod Mckenzi e,

etcetera. Those were the types of experts who led to the
assunptions nmade a year ago. The question becones: "Who' s
going to tell you those nunbers?” The end result is that

currently the nunbers are comng fromthe source in a docunented
statenent that had to be certified and described versus nerely
public statenments, which provides a wholly different |evel of
confi dence.

1:55:17 PM

JT. HO&GE SRES COWM TTEES -14- Oct ober 21, 2007



CHAIR HUGGA NS said that he would give Conmm ssioner Galvin and
his staff a list of categories of tax projections and how valid
they were or weren't for discussion. He indicated that the I|ist
relates the expectations and reality for various taxes in the
| ong-term

COM SSIONER GALVIN said [the departnment] would be happy to

review that. He opined that's it's inportant to recognize that
DOR is responsible for looking to the future and eval uati ng what
will happen and determne a single nunber that wll result in
the state's revenue. The aforenmentioned neans that [the

department] must recognize what it can identify and accurately
predi ct and those conmponents for which it can only take a best
guess. Wthin the area of cigarette taxes although the sales
are unknown, the departnent can calculate a trend and have a
certain level of confidence in that nunber. On the oil tax side

there are three different variables: production, price, and
costs. He explained that iif the <costs are wong, the
expectations at a particular price or production wll be wong.

If the aforenentioned is sonething that we can inprove and
achieve a higher Ilevel of confidence on, then the overall

estimating can be better and nore precise. Furt hernore, then
the acceptance of the price and productivity variability are
just that. Comm ssioner Galvin said, "Here, we're saying we can

give you a nunber that has a greater degree of confidence than a
year ago."

1:59: 21 PM

SENATOR STEDMAN inquired as to what |evel of confidence there
will be. He further inquired as to what percentage plus or
m nus, [the projections] will be.

COM SSIONER GALVIN said that M. N enhuis will discuss that
during her presentation.

2:00: 01 PM

M CHAEL W LLI AMS, Chief Econom st, Tax D vision, Departnent of
Revenue, pointed out that the U S. Departnent of Energy's files

for cost of all the production areas in the U S. doesn't
i ncl uded Al aska. At the time [the division] was preparing the
fiscal note [for House Bill 3001], it was realized that DOE
didn't have the information on Alaska and that there weren't
| arge changes. Only anecdotal information was avail able.
Publications such as "Mddle East Economic Survey" and

"Petroleum Intelligence Wekly" would, every tw to three
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nmont hs, have an article reporting an increase in capital costs.
For exanple, a 50 percent increase in capital costs in Badam
was reported. Al t hough the [division] wasn't clear about what

was going on, consultations with the oil conpanies left them
feeling pretty good. He recalled Representative Doogan's
earlier question regarding whether it would be easier to have a
gross tax wth credits. However, credits are capita

expenditures and thus in order to forecast credits, which are
directly deductible from tax liability, one nust know what the
costs are. The aforenentioned would be the case even in a gross
system with credits. He then recalled Senator MQuire's
guestions regarding consultants and pointed out that review of
sone of the cost data provided by the consultants shows that
they were off just as nuch as the state, possibly nore. He
related that Canbridge Energy Research Associates has a capita
cost forum in which organizations can pay $50,000 a year to sit
in on the forum which tracks projects in 28 countries around
the world to understand what's going on wth capital cost.
After inquiring about joining that, he was told that one nust be

an oil conpany and thus the state wasn't allowed to join.
However, they offered to sell their consulting services. M.
WIllianms concluded by saying that determ ning cost IS

challenging and difficult as the conpanies keep the information
very wel |l guarded.

2:03:16 PM

COM SSI ONER GALVIN, in response to Representative Ranras, said
that in the next few days the departnent wll provide a slide
relating what particular fields will look like if the investnent

doesn't cone forth
2:04: 29 PM

REPRESENTATI VE NEUMAN i nquired as to whether anyone can specify
whet her the reinvestnment in Alaska is nore valuable in terns of
returning it to governnment or jobs.

MR WLLIAMS answered that there are national and regional
studies illustrating the inpact of investnents. A conpany out
of M nnesota has an input output nodel. The [departnent] has
attenpted to do an input output nodel with the state. In fact,
at one point the departnment negotiated with a conpany to devel op
a nodel . However, it was discovered that Al aska is very
different from other states. So different, in fact, that nmajor
econonmi ¢ consulting conpanies don't have a nodel in which it can
see the input and output effects of investnment in the oil
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i ndustry in Al aska. The departnment struggled with that for a
year and a half and received no response. Therefore, he said he
is reluctant to say [the departnent] can do it.

COMW SSI ONER GALVI N said that there are econonmsts who wll be

able to relate the affects of the oil industry within the rest
of the econony as there are a nunber of statew de econonic
st udi es. However, one  of the points he  under st ood

Representative Neuman to be nmaking draws wupon the false
assunption that $1 less tax incone equals $1 |less investnent in
Al aska's oil industry. The aforenentioned is a truly false
assunption, he opined. Comm ssioner @lvin specified that
through ACES, the admnistration is suggesting that the sane
| evel of investnent and nore noney can be brought in because the
noney being brought in is nmoney that would otherwise go to the
conpany outside of Al aska. He clarified that he didn't want to
| eave the committees with the inpression that it's making a
choi ce between taking nore noney as part of the state's share
and that noney otherwi se going into the field.

2:08:48 PM

REPRESENTATI VE NEUMAN said that he realizes that it's not dollar
for dollar. He surm sed that perhaps he should talk wth
Departnment of Labor & W rkforce Developnent staff. He then

inquired as to how closely does the government work together.
Representati ve Neuman enphasized that his concern is in regard
to the inpact on jobs. He expressed his desire for the dollar
to stay in Al aska.

COM SSI ONER GALVIN said that wll be discussed throughout the
day.

2: 09: 43 PM

CHAIR HUGA NS recall ed use of the term "lunping” and inquired as
to its meaning.

MR WLLIAVS explained that a conpany nmay spend $2 mllion
before the first barrel of oil is produced. The large capital
i nvestment up-front is to what the termrefers.

CHAIR HUGGE NS further recalled that a consultant cautioned
agai nst draw ng conclusions with one-year reviews.

2:11:14 PM
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SENATOR GREEN commented that she would hate to take anyone to
task for errors with fiscal notes because they are rarely right
as they are nothing nore than a best guess estinate.

2:12: 41 PM

M5. NIENHU S returned to slide 4, and highlighted that February
2007 was when the first PPT returns were received, and they were
quite close to the forecast. The true-up returns were received
from the oil conpanies in April 2007, and the departnent's
estimates were a bit off. Also in April 2007 was DOR s spring
revenue forecast, which was the last official forecast. The
departnment is now working on the fall forecast. For this
particul ar exercise, the price forecast has been updated and the
petrol eum engineer has provided new production nunbers for
fiscal year (FY) 2008, which is sone 40,000 barrels bel ow what
was predicted in the spring of 2007.

2:14: 07 PM

M5. NIENHU S continued with slide 5 titled "How our Assunptions
Changed". The | argest change since the adoption of the PPT is
the level of information available. |In fact, the departnent has

adjusted its nodels based on actual PPT tax return filings.
Furthernore, costs are now expressed in nomnal dollars with an
inflati on conponent. She noted that although nom nal dollars
may |ook as if they're increasing, it mght not be the case in
real dollars. She then informed the commttees that the
department has reviewed production profiles, which illustrate
that production is increasing through 2012. The af orenentioned
was an inportant conponent of the cost estinmates that has now
been added into the nodel.

2:15: 16 PM

REPRESENTATI VE RAMRAS expressed frustration that the governor
isn't present. He then recalled his belief that this specia
session is bad policy and ACES is a bad plan. He then recalled
attending a town hall neeting during which the governor was very
adept at articulating how her |uggage was |ost, but not adept at

articulating the ACES policy. "I just don't get what we're
doing here,"” he said. He questioned this broad overarching
assunption that the existing policy can be tweaked w thout
i npacting the outcone. Representative Ranras stressed that a
sweepi ng assunption can't be nmade based on one year's worth of
dat a. He opined that there nmust have been a conversation

bet ween the comm ssioner and the governor in which there was a
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catalyst that led to this [special session]. Representati ve
Ranras said that he would rather have the governor present to
articulate economc policy as this matter is the I|ifeblood of
Al aska.

2:20: 37 PM

COWM SSI ONER GALVI N stated that the governor has been very clear
about why the legislature is in session today and the reasons

why the issue nust be addressed now. Comm ssioner Galvin
specified that the issue of cost is only one part of why the
| egislature is in session. He characterized it as an issue of
public confidence. The governor requested that the departnent

review the situation and make a recommendation based on the
i nformati on avail abl e now. The new information resulted in the
need to change the assunptions used a year ago. Addi tionally,
DOR and DNR [are present] to provide the commttees with this
newly available detailed information that is necessary to make

the decision today. "W believe that it makes a conpel ling case
that we can neke a change and still have that proper bal ance,™
he opi ned. The governor has been very nuch involved in every

step of this. However, the governor is charged with running the
state and it's not her responsibility to be before the
committees. The aforenentioned is the responsibility of the
conmi ssioners [and departnent staff].

2:23: 05 PM

SENATOR STEDVAN pointed out that there has been a road show
around the state discussing the $800 mllion gap between what
woul d be expected under the PPT versus ACES. Wth an effective
date of January 1, the gap is reduced to $400 mllion. Senator
Stedman opined that there's no reason why this couldn't be done
during the next regular session and have a retroactive effective
dat e.

COM SSIONER GALVIN clarified that when ACES was presented
t hroughout the state, there wasn't a slide in the presentation
discussing the gap because that's not the target. The
information with regard to the difference was revealed in the
anal ysis of the PPT. He specified that he wasn't given the
directive nor was ACES designed to recover that noney. However,
it's correct that on Septenber 3rd when information was provided
about ACES, the slides did show an $800 nillion gap between the
existing PPT and ACES. He noted that ACES was projected to
bring in $600 nmillion nmore than the existing PPT. Subsequent to
that there was a decision not to make ACES retroactive to the
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entire fiscal year, and therefore the nunbers presented today
show the difference for FY '08 aren't for a full fiscal year.
Comm ssioner Galvin opined that the desire was to design the
best systemfor the long term

2:26: 39 PM

SENATOR STEDMAN inquired as to when the |legislature can expect
to view the algorithmthat will be used.

COWM SSI ONER GALVI N said that the departnent is working with the
consultants "to replicate as best they can" because the

[al gorithn] includes confidential information that can't be
rel eased.

2:27:38 PM

REPRESENTATI VE SAMJELS i ndi cated that the production in the |ast
three nonths [has been lower] than the initial projection. He
inquired as to how nmuch of the loss is the result of higher
costs over fewer barrels. He said that the adm nistration can

get this answer |ater.
2:30: 35 PM

M5. NIENHU S, continuing her presentation, referred to slide 6
titled "Capital Spending as Reported in PPT Tax Returns, March

2007 and 2007 Forecast." She rem nded the commttees that the
PPT includes a provision called the transition investnent
expenditures, which is the TIE credit. In order for the

taxpayer to receive credits for the TIE credits, the taxpayer
must file a form with the departnent stating the expenditures
during the five-year period of April 1, 2001 through March 31

2006. The information on slide 6 illustrates that in cal endar
year 2002 there was about $1.3 billion in capital spending,
which remains fairly flat through 2005. In 2006 it increased
about $400 mllion over the previous year. The capital spending

specified for 2007 is a forecast. M. N enhuis opined that it's
too early to say whether the PPT had anything to do with the

additional capital spending. She then noved on to slide 7
titled "Cost Forecasts”, which conpares what was projected in
the fiscal note for House Bill 3001 versus the spring 2007
forecast. Based on the tax returns, the total costs increased
as is reflected in the spring 2007 forecast, to about %$4
billion. Therefore, there was al nost a doubling, she said.
2:33:37 PM
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REPRESENTATI VE SAMJELS turned to the capital costs in the fiscal
not e. He asked whether the fiscal note for House Bill 3001
i ncluded Pioneer's project at Oooguruk where it spent $500-$600
mllion.

M5. N ENHU S explained that there was a certain anount per
barrel for devel opnental capital, which was for capital projects
comng on line in the next couple of years. Therefore, it was
incorporated in that analysis, although not specifically at any
particul ar field.

REPRESENTATI VE SAMJELS asked if there were any other |large
dol |l ar expenditures across the North Slope other than that by
Pi oneer.

M5. NIENHU S said she wasn't sure how much she could disclose in
regard to specific projects. Furthernmore, [the departnent]
doesn't have a level of detail as it has cost by unit.

2:35:34 PM

SENATOR W ELECHOWSKI asked if any of the costs specified are
retroactive costs, attributable to the claw back provision of
PPT.

M5. NENHU S replied no. Any transition or claw back costs
woul d' ve been declared prior to this as these are current year
fiscal year 2008, costs.

COW SSI ONER GALVI N explained that slide 7 relates what anount
of capital costs were reported that qualified for a certain
amount of TIE credit. In this instance, when a conpany applies
for credits, it received an extra bunp in val ue.

SENATOR W ELECHOWNSKI surm sed then that none of the nunbers on
slide 6 are increased because of the claw back provision.

COWMM SSI ONER GALVI N rel ated his agreenent.

2:37:14 PM

REPRESENTATI VE DOOGAN asked if slide 6 reflects everyone who
could have claimed TIE credits. He asked if the nunbers
specified are the total for capital expenditures on the North

Sl ope or mght there be nore capital expenditures which weren't
filed.

JT. HO&GE SRES COWM TTEES -21- Oct ober 21, 2007



COWMM SSI ONER GALVI N responded that potentially the only category
woul d be those taxpayers that had capital expenditures during
that period, but didn't |ast year and thus didn't have any
reason to claima TIE credit referenced back. He said that not
many in that category cone to m nd.

REPRESENTATI VE DOOGAN recal l ed that yesterday the committee was
told that the total cost per barrel is $22, although slide 7
uses a forecast of $14.56 in total cost per barrel.

M5. NIENHU S clarified that the $22 includes the transportation
costs to transport the oil from the North Slope to the market,
which is a downstream cost. The costs [presented on slide 7]
are upstream costs as they're above the point of production.

2:39: 08 PM

COW SSIONER GALVIN, in response to Chair Huggins, explained
that review of the economc drivers that drive investnent and
the revenue that can be generated by changing the nunbers
identified that the state's share could be increased while
protecting the investnent climate. The [nunbers on slide 7] are
nmerely the nunbers that were input into the nodel in order to
ensure that there was accurate information. |In further response
to Chair Huggins, Commissioner Galvin specified that the
nodel ing i s based upon the $14.56 total cost per barrel.

2:40:21 PM

CHAIR HUGA NS, referring to a slide from the previous day's
nmeeting, highlighted that a single year [view] can be deceptive
and that large costs are often incurred at discrete tinefranes,
| unpi ness. The slide goes on to say that a single year can't
depi ct the econom c picture.

COMM SSI ONER GALVIN clarified that these are the nunbers being
forecast based on the information that is available. He further
clarified that Ilast vyear's nunbers, conversations wth the
i ndustry, and understanding the trends were used to project
forward because one can't sinply say that last year wll be
replicated each year going forward. He opined that the
departnment's nunbers are nore accurate today than they were a
year ago because of the large data dunp in the mddle of the
year when the conpanies ©provided their returns. That
i nformati on was used to project going forward.
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2:41:32 PM

SENATOR W ELECHOWASKI opi ned that these nunbers and charts seem
to coincide with PPT. He asked if PPT is causing this increase
in investnent.

COW SSI ONER GALVIN reminded the conmittees that the PPT was
passed in August 2006 and the anmpbunt of tine it takes a conpany
to go froman investnment decision to actually expending the cost
is a significant lag tine. Therefore, it's extrenely unlikely
that there were significant expenditures resulting from the
passage of the PPT.

2:42: 24 PM
COWM SSI ONER GALVIN, in response to Senator Stedman, referred

the commttees to slide 4. He explained that when the true-up
paynent was received in April 2007 a lot of information pointed

to the significant deviation from the fiscal not e. A
nmodi fication was made in the fall, the true-up was received and
the departnent realized it was still of f. Ther ef or e,
conversations with the industry ensued in order to determne
what was occurring. Commi ssioner Galvin said, "It was based

upon the information that came in with the annual return.”
SENATOR STEDMVAN i nquired as to how quarterly data i s handl ed.

M5. NIENHU S said that this wll be addressed later in her
present ati on. However, she infornmed the comittees that the
departnent does receive information at |east quarterly and the
nodel s are adjusted as new information becones avail able. The
information mainly conmes fromcredit applications.

2:45: 02 PM

REPRESENTATI VE RAMRAS posed a scenario in which ACES passes and
it's wong. In such a scenario, he inquired as to how quickly
the departnment will return to the legislature to inplenment a

maj or policy change.

COWMM SSI ONER GALVI N enphasi zed, "There's a signi ficant
difference between the reason why we're here today and sinply
the fact that these nunbers are wong. That was a contributing
factor."” Conmi ssioner Glvin said he didn't expect that entire
series of events to occur again and result in revisiting the
matter due to an error in a forecasting nunber.
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REPRESENTATI VE RAMRAS surmsed then that if the nunbers are
incorrect, there won't be a review of the policy unless there's
anot her cataclysmc situation in the |egislature.

COW SSIONER GALVIN said that he could assure the commttees
that the nunbers will be incorrect because they are forecasts.
The question is whether the departnment should use the nunbers
and data it has to nake the decision necessary at this tinme. He
opined that it's inaccurate to say that the departnment is
present today because the nunbers are inaccurate; it's not a
true reflection of why the admnistration is before the
| egislature. Furthernore, it's not an indication of whether the
matter wll be revisited. "The admnistration is not of the
m ndset that we need to revisit this once we have resolved the
issue at this tine," he stated.

2:47:15 PM

SENATOR GREEN suggested that people on the street have been
given the idea that the $800 mllion delta is the reason the
| egislature is in session.

COMM SSI ONER GALVI N acknow edged that the dollar figure is easy
to grab on to.

2:47:58 PM

SENATOR MCGUI RE asked whether the departnment is privy to the
U.S. Securities and Exchange Conmmi ssion (SEC) filings. She also
asked if there is any provision for information sharing wth
federal agencies, such as the Internal Revenue Service (IRS),
that have nore resources available to them

COW SSI ONER GALVIN answered that he doesn't believe there's a
method for the departnent to obtain confidential information
fromthe SEC or the IRS.

M5. NENHUS interjected that the departnent does receive
f eder al partnership return information, which is sonmewhat
useful . However, she noted that it's a little bit farther from
the PPT calculation as it describes projects or sonething that
isn't entirely unit operation. The primary focus, she said,
will be on the required reporting fromthe taxpayers under ACES.

2:49: 11 PM
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SENATOR MCGUIRE recalled that the fiscal note for House Bill
3001, production, and the spring forecast have a slight
devi ati on. However, the difference in operating and capital
costs is double. Fromthat one could assune that PPT stinul ated
investnment or has altered the behavior of oil conpanies and how
they report. She inquired as to the response of the
af orenenti oned fromthe adm nistration

COM SSI ONER GALVIN said that the opex is less likely to be
i mpacted by decisions to invest nore in Al aska. Wen |ooking at
stimulating investnment, it's initially expected to be reflected
in an increased |level of capital expenditures that would, over
time, add to the operating expenditures as new equipnent and
responsibilities are added. He related that the [departnent]
was nost troubled by the increase in opex and the fact that
there was such a gap between what was assuned and what was
reported. In regard to a change in reporting behavior, he
related his belief that there's a question as to whether or not
the level to which there was sone over reporting or whether
there was a lack of information of the true operating
expendi tures, which won't be revealed for sonme tine.

2:51:49 PM

REPRESENTATI VE SAMJELS asked whether [the departnent] has access
to billings sent between conpanies.

COWM SSI ONER GALVIN noted that the departnent's accountants are
nore famliar with the reporting being received. However, he
did inform the conmttees that [the departnent] does receive
joint interest billings, a part of which includes reports of
billings between partners. Therefore, [the departnment] does see
what partners charge each ot her

2:53: 09 PM
REPRESENTATI VE SAMJELS asked if the larger problem for DOR is
when there's a sole operator, such as the MIne Point Unit, for

whi ch there are no billings between conpani es.

COWM SSI ONER GALVI N expl ai ned that under HB 2001 [ACES], the

desire is to obtain nore flexibility with joint interest billing
and the information it will use. The expectation is that there
will be nore readily available information by an operator that

has to report to partners as opposed to one that nerely has to
generate internal reports.
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2:55: 09 PM

M5. NIENHU S turned the conmttees' attention to slide 8 titled

"Current Revenue Forecasts". She explained that she has laid
out actual estimated production tax paynents that were received
for the first three nonths of the fiscal year. There is also

information regarding the production levels and the price. From
the aforenentioned information, the departnment can calculate
what the tax paynments should be. Rat her than doing each
separately, she has lunped them together and took an average of
production and price. She then utilized those averages on the
right-hand side of slide 8 to do DOR s forecast for the three-
nont h tax cal cul ati on.

2:57:51 PM

SENATOR WAGONER inquired as to where the wellhead value is
nmeasur ed.

COWM SSI ONER GALVI N answered that the well head value is neasured
after treatnment, basically at the top of the pipe.

2:58:14 PM

M5. NIENHUI S continued reviewing the DOR cal culation utilized to
arrive at DOR s forecast. She pointed out that DOR s forecast
is fairly close to the actual paynents.

3:00: 10 PM

SENATOR W ELECHOWSKI asked if there is an estimate of the oil
conpani es' profits during the sane tinmefrane.

M5. NIENHU S replied no.

COWMM SSI ONER GALVI N offered to request that information fromthe
section that would have it.

The commttees took an at-ease from 3:00:58 PMto 3:29:10 PM

3:29:50 PM

M5. NIENHU S noved on to slide 9, titled "Tools for Forecasting
Costs". One of the tools for forecasting cost includes cost
reporting. Currently, cost reporting and the annual filing
isn't consistent across taxpayers. Therefore, the goal is to
make it a bit nore consistent in order to obtain the data
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necessary in a nore tinmely fashion. Under ACES forecasted
information will be required. The aforenenti oned woul d enhance
the departnent's ability to forecast revenues, she said.
Anot her tool for forecasting costs is nonitoring data submtted
to DOR, such as the information received by way of credit
appl i cations. The hope, she opined, is that the data wll be
better. Another tool is the ability to nonitor data submtted
to other agencies, such as plans of developnent. The last too
is nmonitoring publicly available information, which is already
occurring. The departnment keeps abreast of devel opnents
wor | dwi de, she not ed.

M5. NENHU S continued on to slide 10 titled "Three Cost
Forecasts". The fiscal note and various publications relate the
department's best guess forecast, which she referred to as the
md forecast. She said that this time around there is the
belief in the need to put out sonme cost sensitivities in
relation to various what-if scenarios. Therefore, the nodel
includes md, low, and high cost scenarios. The | ow cost
scenario has di fferent assunptions regar di ng unpl anned
mai nt enance costs and spending behavior, and therefore it's not
necessarily a built-in margin. The | ow cost scenario is plus or
mnus 5-6 percent of what is being spent in the current high
cost scenari os. The department can run sensitivities to cost.
In fact, the nodel «currently includes sone of that cost
sensitivity. The nodels also include cost adjustnents based on
price as the departnent believes that the cost adjustnents over

the last few years are related to high oil prices. She then
turned to slide 11 titled "Inpact of Low, Md, and High
Forecasts on Tax Revenues", which illustrates a cunulative

forecast production of tax revenues over three years with a $60
per barrel price. The production tax revenue forecast for three
years for the low, md, and high price scenarios are around $6.5
billion, $5.5 billion, and $4.5 billion, respectively. Movi ng
on to slide 12 titled "Forecast Adjustnents”, M. N enhuis
rem nded the commttees that forecasting is a dynam c process

In fact, the departnent wupdates its price and production
forecast every six nonths. Wth cost forecasts, the departnent
expects to do sonmething simlar, perhaps even nore frequently.
The departnment receives information at |east quarterly, and
sonetinmes nore often. If a change or trend in costs or a |arge
expenditure on behalf of a taxpayer is seen, the departnent
plans to build it into the forecast and becone part of the
assunptions going forward. Ms. Nienhuis suggested that the
departnment will get better at forecasting.

3:36: 20 PM
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SENATOR STEDMAN inquired as to when the fall forecast could be
expect ed.

COWM SSI ONER GALVIN said that the nodel will be avail able over
the course of the next week. The official forecast wll be
conplete during the first week of Novenber. The departnent is
trying to provide those [forecasts] relevant to the oil side
sooner .

3:37:28 PM

M5. NIENHU S directed attention to slide 13 titled "Forecasting
| nproved Through ACES'. This legislation requires nore conplete
cost reporting, both nonthly and annually; requires forward-
| ooking information; provides clearer rules for defining |eases;

and inproves the audit function. She opined that all of the
af orenentioned wll inmprove the departnent's ability to
forecast. She noved on to slide 14 titled "Costs Policy

| mplications” and related that costs of production shouldn't be
ignored in tax policy because understanding industry costs
provi des knowl edge with regard to how dollars are spent on the
North Slope. Also cost charging through credits puts the state
in "partnership® wth the industry from which everyone
ultimately benefits, she opined.

3:39:54 PM

REPRESENTATI VE DOOGAN said that typically entities in a
partnership share the costs, risks, and rewards. However,
[under ACES] the state is giving tax credits to the conpanies
and the state isn't receiving an equity position.

COWM SSI ONER GALVIN confirnmed that the state isn't receiving an
equity position. However, wupcoming slides will illustrate that
the state receives a benefit. In further response to
Represent ati ve Doogan, Conmm ssioner Galvin said he is prepared
to defend the use of the term "partnership” in the sense that
there is a nmutual benefit and a nutual risk.

3:40: 35 PM

COW SSIONER GALVIN turned the committees' attention to a
Power Point titled "The Palin-Parnell Admnistration presents
ACES".

3:42: 06 PM
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ANTHONY FI NI ZZA, Ph. D., Consultant, to the Departnent of
Revenue, reviewed his background, including 25 years as the
chi ef econom st at ARCO He said that he currently works as a
consultant in the energy area and is a university teacher on
energy, economcs, forecasting, and industrial organization.
Dr. Finizza began by stating that sonme of today's discussion
rem nds him of his forecasting class in which he takes at | east
a week to discuss the bias that is brought to forecasting. The
strongest bias of everyone is hindsight bias, which he cautioned
agai nst . He then informed the commttees that he becane
involved with [the ACES process] in August and was charged with
pul ling together the work between the departnment and the outside
consultants and make any recommendations or comrunications
deened necessary. He related that he participated in a nunber
of economic team neetings conprised of staff from DOR, DNR, and
outsiders during which he didn't see any bias toward choosing
the net versus gross philosophy. Al on the team contributed to
the analysis and developed ideas that contributed to the net
system and others to the gross system In fact, during the
first week he was called upon to develop a schene to help a
heavy oil field in a gross systemthat m ght be inpacted by high
cost s.

3:45:51 PM

DR. FI N ZZA said that he would begin by review ng the franework
and net hodol ogy for analysis to develop an inproved tax system
Referring to slide 4 titled "Producer Economc Metrics", he
hi ghlighted that net present value (NPV), the value of future
cash flows as well as the capital investnent nmade on a project,
is the main producer economc netric. The NPV is a way to think
about whether a project adds value to a firm Slide 5
illustrates a balancing act to ensure that a tax system in
pl ace, from the producers' point of view, allows for projects to
be attractive to the producers and the state. He explained that
producer economics will be evaluated on whether the project adds
present value if wundertaken. From the state's point of view,
the critical question is in regard to how much the governnent
take is. Wth regard to legacy fields, fields that are in
production, the inportant netric is marginal governnment take.
The marginal governnent take is how nuch, at a given price, an
additional dollar brings to the state. For new fields, the
metric for exam ning governnent take is a discounted governnent
take over the life of a field.

3:49: 28 PM
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DR. FIN ZZA, referring to slide 6, explained that an NPV of zero
means that the conpany has captured its return on investnent and
t hus anything beyond zero is profit. He then turned attention
to slide 7 titled "Stylized Project Cash Flow' and highlighted
that typically there's a very heavy up-front capital investnent
prior to any positive revenue fromthe investnent. The flow is
returned to the investor in the future. He noted that there's
an uncertainty about the cash flow and the tinme-value of noney,
and therefore the cash flow [of the up-front capital investnent]
has to be balanced with the return on investnment. Slide 8 "Cash

Flows for New Fields" has graphs illustrating an explicit
production profile that draws from characteristics of the
particul ar field. He reviewed the three graphs for the annual

production, capital and operating costs, and annual net cash
fl ow.

3:53:49 PM

SENATOR WAGONER asked if there is a general rule of thunmb that
conpanies use with regard to anortization of investnent.

DR FIN ZZA noted that appreciation schedules are followed for
both federal and state inconme tax purposes. In further response
to Senator Wagoner, Dr. Finizza said that the break even point
varies, although he suggested that in sonme high risk projects it
occurs a few years after production.

COM SSIONER GALVIN interjected that representatives from
Gaffney Cline can speak to that during their presentation.

3:55:22 PM

DR. FINIZZA, continuing with slide 9 "Producer View of Future
Ol Prices", highlighted the need to determ ne whether the
fiscal regine will encourage investnent, not inpair investnent.
The first item for review is in regard to the set of prices at
whi ch one should perform the anal ysis. He pointed out that the
forecasting of oil prices is very difficult and the industry has
been burned by being optimstic with regard to high oil prices.

He said, "The consequences of error are not symetrical."” The
producer does have a view toward the future wth a price path,
whi ch he suggested is around $50 a barrel of oil. These are
long-term investnents, he noted. In ternms of investnent

anal ysi s, he suggested mmcking how the producers vVview
eval uating projects. One way is to ensure that the project can
pass the stress test case, such that if there was a downside
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price fall the project would still return enough to cover the
investment. He related that today's stress price would be $40 a
barrel . Referring to slide 10, he reviewed the comon
assunptions used in anal yses.

3:58:49 PM

REPRESENTATI VE RAMRAS requested review of the source of funds
for these types of projects.

DR. FIN ZZA said that for the purpose of econom c eval uation of
t he goodness of the project, the analysis is independent of how
it's financed. Therefore, the question is whether the project
stands on its own. He said that oil conpanies will make a |ater
decision with regard to how to finance a project, much of which
wi ||l be through retained earnings.

3:59:57 PM

DR. FIN ZZA, referring to slide 10, explained that there are
assunptions in order to maintain uniformty: 3 percent
inflation; a producer discount rate at 10 and 15 percent wth
today's results shown at 10 percent; and state discount rate of
5 percent and 8 percent with today's results shown at 5 percent.
He then reviewed slide 11 titled "Tax Plan Eval uation Process",
which reviews the tax plan evaluation process. The process was
geared toward finding good net tax and good gross tax plans. He
explained that the process begins by considering tax plans
falling within the $1,400-%$2,200 nillion revenue range and
viewed in ternms of new field economcs and nmature field

econom cs. The question for new fields is whether new field
econonmics are preserved such that a positive net present value
is achieved at the $40 stress test price. The question for

mature fields is whether the tax plan also preserves investnent
in mture fields such that positive NPV is achi eved.

4:03:16 PM

SENATOR W ELECHOWSKI requested an explanation of the neaning of
reinvestment in |egacy fields.

DR. FIN ZZA answered that it's investnent to prevent natural
decline and keep decline at a lower a rate. Dr. Finizza said
that he woul d address the specifics later.

4:04:25 PM
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DR FINIZZA noved on to slide 13 titled "Seven New Fields
Anal ysis", which utilizes data from known fields to create the

hypot heti cal fields. Slide 14 reviewed the characteristics of
the seven fields one would typically expect in developnment in
Al aska. The seven fields are as follows: medi um heavy oil
satellite in existing mature wunit, offshore small reserves,
satellite in existing unit, renote field, new unit with very
heavy oil, offshore nedium reserves, and new unity with |arge
reserves. The fields range in reserves from 40-300 mllion
barrels wth various conbinations of ownership. Slide 15

provides nore detail wth regard to the characteristics of the
fields.

4:06: 25 PM

REPRESENTATI VE RAMRAS asked if this exercise/nodel was designed
to help the legislature understand or was it developed in a
series of neetings with DOR and DNR to develop a theory to
i mpl ement ACES.

DR. FIN ZZA said that the seven fields nodel was devel oped with
t he notion of analyzing new fields.

COM SSI ONER GALVI N specified, "This was put together in order
to provide us wth a tool to decide where to go with a
recommendation on the tax structure." The conmittees are being
provided with a representation of that nodel and the nountain of
data behind it.

REPRESENTATI VE RAMRAS asked then if the Ilegislators should
presune that this nodel was used to develop the econom c theory
behi nd ACES.

COM SSI ONER GALVIN clarified that this was the nodel used for
the policymakers and the governor to understand the inplications
of various choices and upon which they could make a reasonabl e
decision on what to nmove forward with the know edge of its

i mpact .
4:08: 32 PM

SENATOR STEDMAN requested that Dr. Finizza provide a tinefrane
with regard to when he was engaged with the admnistration and
the evolution of the process. The aforenentioned relates to
what went on at the admnistrative level during the change from
a gross to a net.
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DR. FIN ZZA related that when he started in the beginning of
August, the process had already been under way and the seven
fields nodel had already been devel oped. He said he didn't know
when the nodel start ed.

COW SSIONER GALVIN interjected that the nodel cones from DNR
and is one that it has had for many years in various parts. He
informed the conmttees that back in My, June, and July the
nodel was conbined with a discussion with DOR in ternms of
revenue of generation such that the actual field inpact of
various structures was reviewed. Wen Dr. Finizza entered the
scene, nost of the analysis had already been perforned and Dr.
Finizza participated in analyzing the different outcones and

choosing anobngst the inpacts and refining it. In further
response to Senator Stedman, Commissioner Glvin clarified that
there are two nmmjor nodels involved: the seven fields nodel

from DNR, and a revenue estinmation nodel from DOR.  The deci sion
making within the nodel and the results occurred within the
conversations between the departnents and the governor's office.

SENATOR STEDMVAN inquired as to the tweaks Dr. Finizza nmade to
t he nodel

4:12:59 PM

DR FIN ZZA returned to slide 11, and stated that each of the
three boxes is a nodel. For exanple, the left box represents a
revenue nodel . The first step is to start with a set of tax
assunptions to satisfy sone revenue range being sought. The
results, which are characteristics of the tax plan, are the sane
features wused in the second nodel, the new fields nodel
devel oped by DNR, in the second box. The third nodel is the
mature fields nodel, which is sinpler. He noted that he

contributed to the third nodel as it wasn't finished at the tine
he becane i nvol ved.

4:14:59 PM

SENATOR W ELECHOABKI directed attention to slide 15, and rel ated
his understanding that for Field A the capex is $11 a barrel and
the opex is $7 a barrel with an additional $7 a barrel for the
tariff, which amounts to $25 a barrel to bring the oil to
market. Therefore, at $40 a barrel noney will be made on Field
A, he surm sed.

DR FIN ZZA pointed out that with Field A the capital is put up-
front and the profit conmes nuch later. |In fact, the tine value

JT. HO&GE SRES COWM TTEES - 33- Oct ober 21, 2007



of nmoney has the potential to destroy the value of that project
because of the heavy up-front capital piece.

SENATOR W ELECHOWSKI said that Field D seems to be the nost
expensive of the fields listed on slide 15. However, all the
fields listed are profitable at $40 a barrel.

DR FINIZZA reiterated that all the fields have high up-front

capital costs prior to oil flow ng. Profit conmes many years
| ater, probably well after the peak and thus it could be perhaps
seven to eight years before profits arrive. Dr. Finizza said

that the snapshot would seem to relate that the fields are
profitable from day one, but that would only be the case if the
capital side of the equation is elimnated. Dr. Finizza said
that although he didn't develop the seven fields nodel, he did
[review] it to ensure that it acconplished what he thought it
shoul d.

4:17:44 PM

REPRESENTATI VE SAMUELS, referring to slide 11, asked if in the
tax plan one would also consider the potential of increased
royalties with increased production. From the economcs, he
asked if the extra royalty or a steep decline curve when
investnments are made is incorporated or is it kept at 6 percent
or 8 percent in this nodel.

DR. FI NIl ZZA explained that all the analysis is perforned at the
same price and production profile. Dr. Finizza requested
clarification of the question.

REPRESENTATI VE SAMUJELS asked whether a different production
profile is used if an investnent isn't nade. As costs decrease
because spending isn't occurring, does the production drop from
6 to 6.5 percent, he asked.

DR, FI NI ZZA explained that [the process] was exam ned for the
existing fields. He noted that the revenue target is short term
and conpared to the new fields, which doesn't inpact the revenue
range | ooked at over the next few years.

COM SSI ONER GALVIN said that the box illustrates the cycle of
t he anal ysis, not how one reaches the decision as to what is the
opti mal choice. He explained that one nust review a range of
revenue-generating taxes sinply to bracket the sanple size. The
obj ective, he opined, is to ensure that no projects are |ost and
to only select those tax systens to nove into the next |evel of
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eval uation that wouldn't result in a decline in production. "It
wasn't so nuch that we had to build in an assunption of a
decline curve because we chose a revenue stream that was too
high to allow for those projects to go forward because once

it resulted in a loss project, it was no |onger considered,” he
expl ai ned. He noted that the nmature fields are a different
nodel in which they were reviewed in relation to the inpact to
existing fields and what that would do to the mature fields.
The mature field nodel was determned to be less sensitive than
the new field nodel. Therefore, the new field nodel becane the
driver and the mature field nodel becanme the confirmation that
it was okay.

4:22:27 PM

REPRESENTATI VE NEUMAN, referring to slide 15, related his belief
that nost investnents in new fields are reinvestnent earnings
He requested [clarification] of how the net present value and
the ratings apply in the different fields.

4:24:01 PM

DR FINIZZA indicated that it may become clearer wth the
results. He then turned the commttees' attention to the graph
referring to "Annual Net Cash Flow' on slide 8. He explained:

The one on the right, the "Annual Net Cash Flow'
that's production tinmes revenue mnus costs and ot her
expenditures that you nmake in that year, taxes,
etcetera, comng out. And you're trying to say if |
were standing at a point in tinme, at the beginning of
this chart, and | make an investnment of $1 billion ...
and if | have a discount rate of 10 percent rate ...

| would expect to be able to earn that kind ... of
noney each and every year. The fact that | have a
negative outflow at the beginning poses a big burden,
it really requires me to do very well in the future to
conpensate that because that dollar in five years is
lost its time-value plus the opportunity to nmake that
i nvest nment .

4:25:39 PM
REPRESENTATI VE NEUMAN surnmised then that the $1 billion

investment has to equate on top of the $32 per barrel actua
cost of production.
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COWMM SSI ONER GALVI N suggested that once one gets to the point of
produci ng, the operating expenditures are being experienced as
a single field. The profit in that particular year will be a
reflection of the operating expense plus the transportation cost
which will be subtracted fromthe price. 1In a scenario in which
a $1 billion up-front investnent is made and the discount rate
is 10 percent, then a conpany would need to make $100 million a
year to break even. |If a conpany receives its $100 nillion each
year, then the [project] would be considered to have a NPV of
zero. He explained that a conpany would take the price mnus
operating and transportation expenses, and determ ne whether
it's above or below $100 mllion year. Anyt hi ng about $100
mllion a year will result in a positive NPV whereas anything
below would be negative and "slide that out" for all the
expected positive cash flows.

4:27:48 PM

COW SSIONER  GALVIN, in response to Representative Doogan,
clarified that if a field/project that wuld otherw se be
positive and receive investnent was placed in a category of not
obtaining investnment to proceed, that field/project wasn't
consi der ed. He reminded the committees that the goal was to
protect the investnment climte. In further response to
Represent ati ve Doogan, Conm ssioner Glvin confirnmed that these
seven fields were the only ones used and the one at the bottom
wi |l becone clear nonentarily.

4:29:12 PM

SENATOR STEDVAN, referring to the graph on the right of slide 8,
suggested that 25 years ago there would have been a nuch | ower
stress price than $40. He surmised that the particular field
woul d be skewed if a project was decided upon and $40 a barrel
of oil increased to $80 or $90 a barrel of oil. He then
suggested that it would be rational to assune that a 25-year-old
field in Alaska that's still producing is a valuable cash
generating asset at $60-$80 a barrel oil.

DR. FINIZZA replied yes, adding that mny such fields wll
require capital to continue to produce.

4:30: 36 PM
DR FIN ZZA noved on to slide 16, which reviews sone of the 25-

plus tax scenarios considered. In the analysis it becane
apparent that given the up-front capital, a gross tax system was
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enhanced and needed with a credit "to make it even cone close."
Still, the gross tax system wasn't found to be overwhel m ngly
favorabl e. He then highlighted that one of the gross plans
utilized a tax table with a five-year tax holiday, progressivity
as the price increased, and a high tax rate for mature fields.
He continued wth slide 17 that provides a description of a new
field nodel. The aforenentioned is a cash flow nodel that
mrrors the production process and tax system

4:34:36 PM

DR FINI ZZA turned attention to slides 18-19, and specified that
the left portion of the spreadsheet contains the assunptions of
the tax plan and is segregated into net taxes on the top and
gross taxes on the bottom The right side of the spreadsheet is
the NPV at $40 a barrel for each of the seven fields. Although
the nodel traces the NPV at all prices, the critical point is
where the stress price is. After reviewing the plan, the
guestion would be whether the plan preserves economn cs. Dr .
Finizza then wal ked the commttees through ACES, as is, versus
the PPT and highlighted that ACES has a higher val ue. He then
noved on to the gross tax system and highlighted that there's no
gross tax schenme in the first four rows that preserved econom cs
such that it would be positive in a net system He acknow edged
the entry for the progressive tax table in the amunt of $40

mllion, and explained that in trying to inplenment the
aforenentioned tax table the difficulty in treating the field
lives differently was discovered. He then highlighted that

Field E, which has one of the highest costs, doesn't fair well
under either a net or gross system The negatives throughout
the gross production tax scenarios suggest that they wouldn't
work over a wide range of real fields that Al aska could expect
inits future.

4:40:14 PM

SENATOR W ELECHOWSKI related his understanding that under ACES
all the fields are fairly conparable, save Field A. He inquired
as to why such a large disparity exists with the various net
production tax scenarios for Field A° He further inquired as to
whether there are a lot fields on the North Slope that are
conparable to Field A

COMWM SSIONER GALVIN reminded the conmttees that Field A is
within a legacy field and is a heavy oil project, which neans
that it has the strained economcs of the heavy oil and wil

potentially be inpacted by the gross tax floor. The crossover
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point with the gross tax floor is around $40, $41. Theref ore
when one assunes $40 across the line, it wll inmpact the
econom cs of that particular field.

SENATOR W ELECHOWBKI suggested that there would be the desire to
treat heavy oil fields differently, since there's a |ot of heavy
oil on the North Sl ope.

COWM SSI ONER GALVIN said that various options were reviewed and
it was determned that a net-based systemis the nost effective
means to target the heavy oil. The nethods of rmanipul ation
avai l abl e for a gross-based system aren't precise. Furthernore,
such nethods won't necessarily reflect the actual economcs of a
particul ar project because a proxy for a cost will be chosen and
it's likely to miss the mark and won't be as effective as sinply
all owi ng the deduction of the costs of the marginally chall enged
field.

4:42: 39 PM

SENATOR W ELECHOWSKI opined that if the goal is to maximze
benefits to Al askans and to nmaximze investnent, then a tiered
system could be tailored such that maxi mum benefit is received
from legacy fields while treating the viscous oil, heavy oil,
and legacy oil fields differently and having sonme form of a net
profits tax on the exploration fields. The aforenmentioned would
seemto achieve the best of all possible worlds, he said.

COM SSIONER GALVIN said he would agree, but enphasized that
thus far no one wthin Alaska has identified an integrated
system in which there is a method to segregate and tax

separately one type of oil for another. He noted that [DOR]
spent a great deal of tinme working with DNR which would be the
entity upon which segregation of the oil would fall. The result

of the conversation was the recognition that it wasn't going to
be a practical outcone because of the inherent incentive to
identify all new projects as new oil and the lack of a
technically verifiable nethod to specify whether it's really new
or not.

SENATOR W ELECHOWBKI surmised that's the point at which the
auditors enter. If the aforenentioned is done el sewhere in the
worl d, he said he has faith it can be acconplished in Al aska.

COMW SSI ONER GALVIN said that once the oil cones out of the

ground, the auditors would be the |east know edgeable about
whether it canme out of what's considered a new pool versus an
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exi sting pool. The conversations resulted in the realization
that the state doesn't have the necessary tool, and therefore
ot her options had to be revi ewed.

4:46: 32 PM

REPRESENTATI VE SAMUELS pointed out that the effective tax rate
increases once the floor is reached, although that’s the tine
when investnent is needed the nost, in a scenario in which there
are falling oil prices and profits. The aforenmentioned seens
backwar ds, he opi ned.

DR. FIN ZZA highlighted that it’s inportant to review a project
in terns of prices. He related his belief that a floor would be
val uable to protect the state against falling prices.

REPRESENTATI VE SAMJELS, wth regard to attracting ongoing
investnment in Prudhoe Bay and Kuparuk, surm sed that ongoing
investnment is necessary to keep the decline curve up.

DR. FINIZZA noted his agreenent, and added that one, as a
producer of those types of fields, should expect a very cycli cal
pattern of revenue over tine. He clarified that he's portraying
that there wouldn't be a serious inpact on investnent to say
that the project will rmake sense at $60 a barrel on average with
deviations to $40 and $80 fromtinme to tine.

4:49: 42 PM

REPRESENTATI VE DOOGAN recalled testinony that nost of the oil
revenue from the production tax conmes from the |egacy fields.
However, only one legacy field project was nodeled and it was
the nost difficult one at that. He inquired as to why there
seens to be disproportionate nodeling with only one |legacy field
when that’s fromwhere nost of the oil revenue cones.

COWMM SSI ONER GALVI N expl ained that a new heavy oil project out
of a legacy field is considered a new venture, a new |evel of

investnment, and a new target. Therefore, it’'s treated as a new
field so the investnent question is analogous to simlar
guestions directed outside the |egacy fields. At the |egacy

mature field level of analysis there’'s a certain anount of
i nvestment necessary to nmmintain production at certain |evel of

decl i ne. The gap between not investing and investing can be
treated as if a separate project in the existing field and
infrastructure, he explained. For exanple, Field A was placed

in the analysis of a new field as opposed to being placed in the
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overall reinvestnment in the existing fields. In further
response to Representative Doogan, Conm ssioner Galvin said that
anot her nodel reviewed existing fields.

4:52: 47 PM

REPRESENTATI VE DOOGAN related his wunderstanding that in al
cases Field E is under water at a $40 stress price. He asked if
that's because it has a relatively high capital cost and heavy
oil will be slow to produce.

COWMM SSI ONER GALVI N replied yes.

REPRESENTATI VE DOOGAN surm sed then that adopting a nedium rate
gross production tax on the new project in the legacy fields
woul d nmake noney.

DR. FI NI ZZA specified that it's at 30 and conpared to ACES it's
| ess than [30] and considerably |ess than under the PPT.

REPRESENTATI VE DOOGAN further surm sed then that although it's
| ess profitable, it's still profitable.

COWM SSI ONER GALVIN interjected that it's inportant to recognize
[that's the case] under this nodel and the information
avai | abl e.

REPRESENTATI VE DOOGAN pointed out that for Field A the
adm nistration's proposal only results in a 10 whereas a nedi um
rate gross tax is a 30.

COWM SSI ONER GALVIN explained that's because of the effect of
the floor that kicks in at $40. Therefore, noving to $42 or
$43, suddenly it's at 120 whereas at the nmedium rate gross, the
30 doesn't change nuch when noving from $41- $43.

4:55: 07 PM

COM SSIONER  GALVIN, in further response to Representative
Doogan, said that in order to provide the nunbers on the chart a
snapshot is taken. The $40 price was recogni zed as an adequate
stress price, although different conpanies w |l have different
nunbers. He expl ai ned: "We could show you it at $45 and the
difference would be that the ACES with the floor and w thout the
floor would have no change at any of the fields. But that
woul dn't be ... a fair representation of the potential inpact of
the floor on an econom c deci sion. But if we showed you that
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$45, the change in the inpact of that mediumrate gross would be
fairly smll." He suggested that conmpanies wll view the
af orenentioned situations differently and view nore of a
likelihood of a less econonmic situation at the gross situation
rather than the floor situation

DR FINIZZA clarified that the notion was to nobve away from
picking an entry in the table. Therefore, the approach was to
view a tax scenario across all fields.

4:57:07 PM

REPRESENTATI VE DOOGAN opi ned that either these are good nunbers
or not. He further opined that an oil conpany with Field A
woul d like the nediumrate gross production tax better than ACES
because "it's using the stress price that you're telling ne they
use and nmaking the decision the way you're telling ne they nake
it, that's a better deal for them"

COM SSI ONER  GALVIN explained that he's trying to provide
information that represents the distinctions in the prograns in
a way that doesn't hide any facts while not overwhelnmng the
committees with information at each price. He further explained
that the exercise was extrenely dynamic and he's trying to
condense a couple of nonths of work for the two hour
presentation today. He indicated that this isn't a pure
representation of the econom c decision being nade and offered
to provide a broader view of the sensitivities between the
di fferent choi ces.

4:59: 47 PM

SENATOR STEDVAN recalled the difficulties surrounding the floor
and the progressivity under the PPT. He said that the
progressivity was partially utilized to have nore on the upside
at $60, $70, and $80 a barrel oil. After nmuch debate, the fl oor

nmechani sms were deliberately left out because there was nore
econonmc interest for the state to take a higher percentage at
$60-$80 a barrel oil. He said that he will personally push for
the concept of the state taking a larger percentage at higher
oi |l prices.

COM SSI ONER GALVIN characterized that as a legitimate policy
call. The information being provided is the information that
| ead the admnistration to its policy calls, he noted.

5:03: 04 PM
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SENATOR STEDMAN recalled that the state was better off when it
took a couple of years of a larger percentage with higher oil

prices than having the floor. The inportant caveat is that the
state takes the revenue during the high revenue tinmes and roll
it forward, which is occurring. The aforenentioned is, in

effect, preparing the state for the collapse of oil prices.
5:03:45 PM

CHAIR HUGA NS rel ated that he received a call asking whether the
state is in high |evel negotiations over the gasline to which he
responded that he didn't know. He then recalled that during the
hearing of AQdA there was insistence from sonme in the
| egislature that as soon as requests were received, the
| egi sl ature woul d see those and there wouldn't be any surprises.
Therefore, he inquired as to whether the state is in high |evel
negoti ati ons over the gasline.

COW SSI ONER GALVIN replied no, and added that [AG A] created a
public, conpetitive process that will provide the next step in
di scussions in the formof proposals that are received.

5:06: 01 PM

CHAIR HUGGA NS said that he was told that on KTUU one of the
adm nistration's special assistants said, "W are in high |eve
negoti ati ons on the gas pipeline."

COWM SSI ONER GALVI N r esponded:

That was a turn of phrase to represent that when the
producers come out publicly and make a statenment wth
regard to what they feel about the nature or the
i kelihood of the pipeline going forward, that it is a
representation that there's a great deal of
negoti ati on goi ng on. Very publicly t hese
negoti ations are going on where there's an attenpt to
i nfluence the market, influence the interest in
participating in our conpetitive process. And that we
shouldn't take everything at face value, that we
shoul d recognize that there is a negotiation going on
out in the public, over the future of this gas
pi pel i ne. And that was the point of t hat
representation.
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CHAI R HUGA NS suggested that perhaps that needs to be clarified
t hroughout the state.

5:07:24 PM

COMM SSI ONER I RW N noted his agreenent with Conm ssioner Galvin.
He explained that to ensure there are no behind-the-scenes
negoti ati ons, as soon as the request for applications (RFA) was
put out an independent blind portal website was established.
This website allows conpanies to ask technical questions wthout
the adm nistration knowi ng from whom the question cones. The
aforenentioned illustrates that the administration has gone to
great lengths to ensure that this is a fair and open process.

5:09:20 PM

CHAIR HUGA NS suggested that to the extent reasonable the
conversations the admnistration is having be shared with the
| egi sl ature. He expressed interest in the legislature being up
to speed when contracts are received. He then expressed concern
with regard to Dr. Van Meurs comment on the economic viability
of a gasline.

COM SSIONER I RWN commented that consultants say nany things
He then related that he has heard from nultiple sources in the
Lower 48 with regard to the extrene demand for Al aska's gas.

5:11: 01 PM

CHAI R HUGA NS enphasi zed the need to listen to Dr. Van Meurs and
suggested that it bears analysis as to why he cane to the
af orenenti oned concl usion. Chair Huggins further enphasized,
"This is about the revenue for ... 50 years out." He then asked
if the adm nistration holds the belief that the first gas wll
arrive in 2013.

COWM SSI ONER GALVIN responded that in two nonths nore will be
known. On behalf of the admnistration, Comm ssioner Galvin
said that he and Conm ssioner Irwin would know if there are any
high level negotiations related to the gasline. Comm ssi oner
Galvin specified that no high level negotiations with regard to
the gasline are occurring. Furthernmore, ©Dr. Van Meurs'
statenents regarding the viability of the project were pren sed
on his assunptions that the cost estimates used seven years ago
were an accurate reflection of the cost to get from the North
Slope to the nmarket - those costs having doubled - and on the
guestion of whether the market could bear the price necessary to
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account for the doubling of those costs; those assunptions wll
be proven one way or another in a few nonths. Commi ssi oner
Galvin pointed out the need to have the process play out,
receive the applications, and receive the information regarding
the current cost estinmates.

5:13: 09 PM

CHAIR HUGA NS recalled that during the earlier nentioned KTUU
broadcast, it was said that the first gas will arrive in 2013.

COWM SSI ONER GALVIN said that he wouldn't back that up because
he doesn't know upon what it's based.

COM SSIONER |RW N said that the premse with AGA is to obtain
bi dders and then reconmend a w nni ng applicant.

5:14: 37 PM

SENATOR GREEN comented that it's troublesone that t he
adm ni stration has staff naking such statenents.

5:15: 07 PM

SENATOR W ELECHOWSKI, returning to slide 15, inquired as to the
nost common types of fields that the state needs to incentivize
on the North Sl ope. A plan to incentive whatever is the nost
comon type of field should be crafted, he opined.

COW SSIONER  GALVIN answered that there are a variety of

potential developnents that are foreseen. The adm nistration
isn't in a position of identifying which field is nost likely
since the industry is still evaluating those as well. The

adm nistration, he related, felt it inappropriate to substitute
its judgnent and prioritize anong the seven fields. Ther ef or e,
the seven fields provides a spectrum

SENATOR W ELECHOWBKI surmi sed that heavy oil |egacy fields, such
as Field A, are the type that should be incentivized.

COWM SSI ONER GALVIN said that Field A is a representation of a
near-term heavy oil project. There are probably other fields
that would be further down the line, in terns of nobre stressed
and perhaps being pursued after the state has had a |onger
experience wth higher prices. Currently, Field A is the
state's best representation of a heavy oil field.
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5:17:24 PM

SENATOR W ELECHOWSKI said it would be nost hel pful to know what
type of field the state is trying to incentivize on the North
Sl ope.

COM SSIONER GALVIN offered to have a separate briefing from
DNR. He then pointed out that one challenge in an open public
forumis to balance what can and can't be revealed with regard
to various aspects of these fields.

SENATOR W ELECHOWBKI suggested that perhaps there should be a
cl osed session because this is a critical issue. He opined that
the legislature can't be expected to nmake this decision in a
vacuum

COWM SSI ONER GALVI N acknow edged that the legislature will have
to decide how nuch of the information it will need and the steps
necessary to provide the information. He remnded the
commttees that the Departnent of Law has said that once the
| egislature is in session, there is nore of an opportunity to
have executive sessions, private briefings, confidentiality
agreenents, and so forth. Therefore, it's up to the legislature
to make a determ nation as to whether it wants to engage nore in
the details.

5:19:11 PM

SENATOR STEDVAN comented that he is looking for nore oil
patches to be devel oped. He then recalled that earlier
Comm ssioner Galvin had said that any high |evel negotiations
were through the press or the news nedia.

COMM SSIONER GALVIN clarified that he was characterizing the
intent of the statenment to which Chair Huggins referred. There
was a statenment made in response to a public statenment that
characterized the nature of the project or the Ilikelihood of
addi tional participants. That statenment was to meke sure that
Al askans recognize that the state is involved in a high |evel
negotiation as it relates to the state's natural resource. The
af orenenti oned wasn't intended to nean that there were private
negoti ati ons between the adm nistration and a project proponent.
The aforenentioned was a way that [the administration's staff]
described the public discussion occurring wth regard to the
gasl i ne project.

The comm ttees took an at-ease from5:20:59 PMto 6:19:55 PM
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6: 20: 02 PM

DR. FIN ZZA said that slide 19 relates the inplications for the
state revenues fromthe various [net profit tax] scenarios.

6:21:13 PM

COMM SSIONER  GALVIN recalled from a previous hearing that
Representati ve Doogan had requested an indication of the return
on the investnent the state is making. This is a reflection of
the net present value to the state of the cash flows that would
arrive through the tax system alone and denonstrates the val ue

of the projects going forward. Therefore, in a sense it's a
reflection of the investnment in the form of the credits and so
forth and how nuch the state will receive because the project

moved ahead.
6: 21: 49 PM

DR. FI NI ZZA noved on to slide 20, which refers to the governnent
take and the position of Alaska in relation to the other tax and
royalty regines. He highlighted that the nedian governnent
take, discounted at 10 percent for ACES, over the six potentia
new fields with a positive present value is 70 percent.

6:22: 32 PM

SENATOR W ELECHOWSKI drew attention to the nmedian governnent
take of 68 percent under the PPT, which varies quite a bit from
the average tax rate projected by Econ One |ast year at which a
tax rate at $60 under various proposals resulted in about 61
percent governnent take. He related his wunderstanding that
under ACES the state boosts its tax rate significantly.
However, ACES raises less noney than what PPT would raise.
Therefore, he inquired as to how ACES has a higher tax rate than
PPT.

DR. FI Nl ZZA explained that [the information on slide 20] uses
today's cost structure and each field has the sane cost

structure. The Econ One information from |ast year used a
different concept and was done over existing production, and
thus there was no information regarding new fields. Al so the

Econ One information was |ooking at wundiscounted governnent
t ake.
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SENATOR W ELECHOWSKI surmised then that the way in which the
calculation is occurring is changi ng under ACES. He said that
he has a nuch harder time understanding that there's a much
hi gher tax rate under ACES because the state is receiving |ess
noney under ACES than under PPT.

6:25:22 PM

COM SSI ONER GALVIN clarified that there are different ways of
cal cul ating governnent tax. The 61 percent is based on one
nmet hod of neasurenment as current cash flows are reviewed across
the entire North Slope in current anounts. However, [slide 20]
is looking at future projects and reviewing them fromcradle to
grave over the net present value of the cash flows. He then
hi ghlighted the need to recognize that the governnment take is
inherently a calculation on the net. Wen costs increase by 50-
100 percent, that alone has a significant inpact on the
government take calculation when reviewing Alaska specific
economi Cs. Conmi ssioner Glvin said that an appl es-to-apples
conpari son would be nore analogous to the slide addressing the
current cash flow and the difference between the tw is
primarily the cost. Therefore, when conpared across the sane
nmet hod of cal cul ation, the deviation is the cost story.

SENATOR W ELECHOWSKI inquired as to why a different cal culation
woul d be used this year as conpared to | ast year.

DR. FI NI ZZA echoed that [slide 20] is reviewing the fields where
the full cycle, cradle to grave, can be neasured. Those were
calculated in fields wunder production for a long tine, and
therefore one wasn't able to nake the calculation like that [in
slide 20]. This [calculation] isn't appropriate for new fields
and [the Econ One analysis] didn't include new fields.

SENATOR W ELECHOMBKI related his belief that one would want a
|l ower tax rate on new fields.

COM SSI ONER GALVIN said that it's a matter of conparison. He
clarified:

We're not saying that the nunbers that were used | ast
year were the appropriate target or not. We used the
same calculation nmethod and wunder ACES, it's 65
percent that we're going to get to. This time around,
because we have the field nodels, we can also

nodel governnent take based upon the project's life
cycle, which is, frankly, the one that you find nost
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of the time in the governnent conparisons between
di fferent regions. And so, we were able to do that
for these ... six fields that were economc. -
we're not substituting one for the other because we're
providing them both. But we're saying this is an
addi tional tool for meking that eval uation.

6: 28: 46 PM

REPRESENTATI VE DOOGAN requested why, for the governnent take,
the cal cul ation uses a 5 percent NPV and a $60 pri ce.

COMWM SSI ONER GALVIN, with regard to the discount rate and the
state's perspective, clarified that the tinme value of nopney is

different to the state than to private industry. Ther ef or e,
it's appropriate for the state to review the cash flow stream
with that different discount factor. From the industry's

perspective, the industry views it as a higher risk factor
because it wants to obtain a higher return on its noney. \Wen
one reviews the industry's investnent decision, the industry

will test it at the stress test, $40, rather than the expected
price. However, it would be msleading for the state to say
that it will check what revenues wll be available at a $40

price when the state expects it to be nuch higher and thus the
state uses what's closer to the expected long-term price, $60.

REPRESENTATI VE DOOGAN surnmised then that $60 is closer to what
the state is forecasting oil prices will be over the long term

COWM SSI ONER GALVI N stated his agreenent.
6: 30: 32 PM
DR. FINI ZZA noved on to slide 21, which places the six projects

in the array of all the projects in the analysis that Petrol eum
Fi nance Conpany (PFC) did for tax and royalty regines. As the

graph illustrates, Al aska's governnment take falls in the third
quartile.
6: 31: 00 PM

SENATOR W ELECHONSKI asked if it's true that the discount rate
is a huge factor. He further asked if it's fair to say that the
tax rate can be adjusted, and conpanies can bear it when there
are high capital credits up-front.

COW SSI ONER GALVI N sai d yes.
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DR. FI NIl ZZA nodded yes.
6: 31: 45 PM

REPRESENTATI VE RAMRAS inquired as to how to address the fact
that this is a significant tax policy change within 14 nonths.

DR, FINIZZA comented that various factors beyond governnment

t ake, including prospectivity and fiscal stability, are
considered in determ ning where soneone mght invest and in that
sense, it's a factor. However, it isn't a factor in this

anal ysis [before the conmttees today].
6: 33: 22 PM

REPRESENTATI VE RAMRAS commented that he has been troubled with
regard to the deviation to the KTUU news story and said that he
t hi nks highly of the staff who was quoted by KTUU

6:34:13 PM

DR FINIZZA continued with slide 22, which concludes the new
fields portion of the analysis. After all the scenarios that
were run, it was determned that the new fields would |ikely not
be devel oped under a gross tax system as a broad tax policy.
For these heavy capital intensive fields, capital credits are
essential to preserve investnent efficiency and keep that
climate positive. Dr. Finizza pointed out that ACES tends to
| evel the playing field for small producers [and new entrants]
because of the ability to nonetize |osses at the tax rate.

6: 35: 03 PM

REPRESENTATI VE DOOGAN related his understanding that references
to a "gross tax systent refer to a tax systemwth no credits or
deductions of any kind.

DR. FI NI ZZA nentioned that things that did have a tax credit for
investment were included in the gross tax system However, it
wasn't a cost-based system in which operating costs could be
deduct ed.

REPRESENTATI VE DOOGAN surm sed then that a gross system is a

system in which the conpanies wouldn't be able to deduct
operating costs.
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COM SSI ONER GALVI N indicated agreenent. He then highlighted
that mssing fromthis slide and the charts is that conparisons
of the various gross tax systens was performed using an appl es-
t o- appl es conpari son. In other words, the goal was to conpare
the net tax with a gross tax that would result in a simlar
anount of revenue. The various rates and investnent inpacts are
all on gross tax-based systens that are expected to result in a
simlar amount of revenue to the state. Therefore, on slide 22
when it says that new fields would likely not be devel oped under
a gross tax system it's a gross tax systemthat would bring in
a simlar anount of revenue as would ACES, for exanple.

6:37:11 PM

SENATOR STEDMAN referred to the nonetization of credits. He
asked if there has been an anal ysis on the purchasing power |oss
that the credits wll produce. He expressed interest in
obt ai ni ng background as to why the state should take an interest
(indisc.).

COWM SSI ONER GALVI N explained that the information on slide 22
that specifies, "Can nonetize |losses at sanme rate as |arge
producers" refers to net operating |osses an explorer would
experience when that explorer doesn't have any production.
Under PPT, that's carried forward the following year at the 20
percent rate. An existing producer would be able to deduct that
at the 22.5 percent rate. Under ACES the explorer can carry it
forward at the tax rate, and therefore it's an equivalence with
a year delay. The aforenmentioned is illustrated in some of the
increase in value between going fromthe PPT to ACES on sone of
the projects. Wth regard to receiving 100 cents on the dollar
for credits, Commssioner Galvin explained that the state
doesn't receive reports regarding the anount for which credits
were sold. The reports received prior to the August 3rd report
was that the conpanies were having difficulty finding a market,
but since that time there have been reports that conpanies have
sold a nunber of credits close to full value. In the end, the
adm nistration believes there's a policy justification for the
state providing full value rather than requiring it to be sold
at a discount. In terms of quantifying the discount, that wll
have to conme fromthe conpanies.

SENATOR STEDMAN opi ned that with issues such as this there seens

to be a lack of backup. He further opined that if there were
issues in a particular market, the nunerics of the trade would
be available to illustrate that there's a problem and there

woul d be cal cul ations on the opportunity |loss of carrying these
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[credits] forward. He said he wasn't sure that the state should
be all that concerned. In fact one of the questions that needs
to be asked is whether the 20 percent credit is too nuch.

COWM SSI ONER GALVIN rem nded the conmittees that it's a private
market with private deals, and thus the parties determ ne how
much information they will nmake available to the state. Asi de
from that, it's ripe for a policy discussion wth regard to
whether it's appropriate for the state to provide full value or
not. There is also the question as to whether explorers should
be provided with the same level of credits as others are
provi ded.

SENATOR STEDVAN recalled that sonme of these issues were fully
debat ed under PPT while others weren't.

6:42: 12 PM

DR, FIN ZZA directed the commttees' attention to the analysis
of mature fields, which he said isn't as detailed as the seven
fields analysis as there isn't nuch know edge of the project
speci fics. Still, some assunptions can be made that result in
the conclusion that a gross tax doesn't bode well for mture
fields. As specified on slide 24, the assunption is that
reinvestnent in legacy fields requires substantial capital in
order to keep the decline from occurring very quickly. He
poi nted out that one nobde to consider is placing a mature field
in a harvest node in which the field is allowed to decline

naturally. The assunption was 15 percent decline per year.
Anot her node, reinvestnent, is one in which capital is invested
to stem the decline such that it's at 3 percent per year. | f

each node is thought of as a separate project, one can perform
the analysis in the sanme sort of net present value manner and
conpare the economics of investing versus investing |ess. A
picture of that, slide 25, illustrates a reinvestnent node
decline that's a slow slope and the harvest nobde with a sharp
decline of 15 percent.

6:44. 23 PM

SENATOR W ELECHOWEKI inquired as to the node under PPT.

DR. FINIZZA said that currently [the state] is close to the
rei nvestnent node, which he opined would probably be the case

for any net system

6: 44: 46 PM
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REPRESENTATI VE RAMRAS inquired as to how a nore aggressive tax
woul d inpact the harvest node. He related that one could
conclude that the nore is harvested in taxes, the nore the
rei nvest nent node coul d be hanpered.

DR FI NI ZZA answered that in general, that's true. However, at
a given net tax rate, even if the tax rate is higher than under

the PPT, one would still be better off investing than adopting a
harvest node. He explained that the aforenentioned is the case
because the net present value is still higher to invest. He

acknow edged that although it nmay be lower in a |ower tax world,
it would be better than the alternative.

REPRESENTATI VE RAMRAS surm sed that the alternative is to |eave
the oil in the ground.

DR. FIN ZZA replied yes, adding that one could |eave a lot of it
in the ground.

COM SSIONER  GALVIN pointed out that the oil itself, the
production of the oil, and the profits that will be generated
are the notivators to obtain the investnent. The tax system
won't make the decision. Regardless of whether it's PPT or ACES
if the value of the oil remins and making the investnent
remai ns, the investnment will be made.

6:46: 28 PM

REPRESENTATI VE RAMRAS noted his agreenent, save for those
mar gi nal projects that are |lost, the danpened i nvestnent
climate, and the view that Alaska becones a basket of
instability. To shift tax policy again and danpen the broader
climate introduces another variable, that of instability, that
hasn't been articulated in any of today's slides. He opi ned
that tax policy inpacts behavior. He then inquired as to Dr.
Finizza's sense of the variable that tax policy inpacts
behavi or.

COWMM SSI ONER GALVI N reni nded the conmittees that yesterday there
was discussion with regard to stability, which is clearly an
issue as it relates to the attractiveness of investnent in
Al aska. Today the discussion is centering around the econonic
side in which stability can't be quantified.

REPRESENTATIVE RAMRAS interjected that stability wll be
di scussed every day because it's a big deal.
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COMM SSI ONER GALVIN clarified that these are econom c nodels and
the issue of stability isn't included in each slide. He
enphasi zed that the issue of stability isn't being ignored.

6: 49: 36 PM

CHAIR OLSON expressed concern with the work product being
produced in this short tine. He highlighted that when this
i ssue was addressed the last tine it took ei ght nonths.

6:49:54 PM

REPRESENTATI VE DOOGAN inquired as to from where the 3 percent
and 15 percent cane.

DR. FINI ZZA specified that those percentage cane from
information he collected with regard to the production forecast
that was nmade for the state. He noted that there were a range
of potential volunmes that seemto fit the harvest node.

REPRESENTATI VE DOOGAN surm sed then that Dr. Finizza determ ned
that if there was no reinvestnment, there would be a 15 percent
decline in production. He inquired as to the assunptions that
resulted in the 3 percent annual decline.

DR FIN ZZA, referring to slide 26, explained expenditures of
$15 a barrel for the reinvestnment node over the 20-year horizon
In the harvest node, those things to keep the field going would

result in about $5 barrel. The critical variable is the
difference between the two. The assunptions were applied to
various sanpling of tax cases. Over the 20-year horizon, the

NPV of those strategies with those tax policies was cal cul ated.
In the first columm, the sustain production node, ACES had a NPV

alittle over $8 billion. In the harvest node there would stil

be a positive NPV of about $6.9 billion. Therefore, a producer
with these options would inprove its NPV by investing to sustain
a |low decline node. If there was a switch to any gross case

t he opposite conclusion happens in each such that the sustained
production load had a NPV lower than just allowing for strict
harvesting. The volune of oil recovery in both cases is fairly
substantial as well, 1 billion barrels |ess.

6:53: 31 PM

REPRESENTATI VE DOOGAN surm sed then that the |ower the taxes
the nore barrels of oil wll conme out of the ground. He asked
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if the aforenmentioned is why the NPV under the PPT is higher
t han the NPV under ACES.

DR. FI Nl ZZA explained that the PPT has a higher NPV because the

tax rate is |ower. The NPV under PPT of doing nothing or to
allow a rapid decline by investing less is higher than the ACES
case. The difference between the two still relates that under

the PPT, the NPV is inproved wth investment as would be the
case with ACES and even a higher tax rate.

REPRESENTATI VE DOOGAN asked whether the 3 percent of sustained
production is a prediction of what wll happen if the changes
t he governor recommends are passed. In other words, wll the
decline rate be cut in half with the passage of HB 2001.

DR FI Nl ZZA said that he made no assunptions about any change in
the decline rate as a result of any of the tax policies. In
further response to Representative Doogan, he confirmed that he
pi cked 3 percent and then ran the cal cul ation.

6: 55: 35 PM

SENATOR STEDMAN inquired as to the amount of extra capital
necessary to maintain 750,000 barrels of oil per day or increase
to 1 mllion barrels on the Trans-Al aska Pi peline System

DR. FI NI ZZA said he couldn't answer that question.

COMM SSI ONER GALVIN rel ated his understanding that no matter how
much investnent is made in the legacy fields, the [producers]

won't be able to level it out. Wth regard to the question as
to whether the decline can be slowed by investing nore noney,
Conmi ssioner Galvin said yes. However, the question regarding

how much the decline can be slowed remains. This slide sinply
illustrates that the anpbunt [an explorer] needs to invest to
stave off the production decline is a decision that will be made
from now over the next 20 vyears. He opined that [the
adm nistration] wants to ensure that the tax code doesn't
provide a disincentive for that investnent. Based on these
assunptions, under ACES or PPT the choice will be to nmake the
i nvest ment because nore noney will be nade fromthe oil than if
the investnent wasn't made. However, under a gross tax scenario
on the legacy fields, the investnent decision is driven toward
not investing and letting the field decline. The aforenentioned
isn'"t in the state's interest. Commi ssioner Galvin pointed out
that the aforementioned led to the decision in terns of the
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i mpact of gross tax versus a net tax and where the rate could
nove.

SENATOR STEDMAN recal | ed discussions during the PPT when it was
said that an extra $1 billion reinvestnent a year in the field
IS necessary on an ongoing basis to slow decline. He expressed
interest in having sone targets as the oil basin is nonitored.

6: 59: 52 PM

REPRESENTATI VE SAMUELS asked if the 15 percent decline refers to
normal reservoirs around the world or only to Prudhoe Bay and
Kupar uk.

DR FINIZZA said that's probably a better question for a
geol ogist rather than an econom st. He said that he has
recei ved nunbers from geologists relating to Prudhoe Bay. He
then recalled a simlar decline rate in BP di scussions.

REPRESENTATI VE SAMUELS inquired as to whether one could consider
that all reservoirs act simlar in that they produce 10-15
percent a year and then start to decline. He asked if one can
determ ne the anpunt of investnent it would take to stop the
decline, or are all the fields different.

DR. FIN ZZA said that he hasn't studied that. Al t hough there
aren't too nmany fields around of this size to nmake the
conparison, it would be worth doing.

SENATOR W ELECHOANSKI  opined that another colum or chart
specifying Alaska's NPV is necessary if a billion nore barrels
is received under the PPT.

COW SSI ONER GALVI N specified that the sanme anount of barrels is
recei ved. In further response to Senator Stedman's earlier
guestion, Conmm ssioner Glvin explained that the needed opex and
capex investnment of $15 per barrel is simlar to what is being
experienced across the North Slope with $14.56 per barrel, which

equates to alnbst a $2 billion capital expenditure per year.
"We're probably in the ballpark, if not even pushing it a little
bit higher than the billion dollars of reinvestnent required in
order to hit this same nunber. So, | think ... it's a

conpar abl e nunber than what you were tal king about a year ago,"
he sai d.

7:03: 29 PM
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SENATOR STEDVAN asked if there's a chance that the state m ght
be on track with PPT.

COM SSI ONER GALVIN opined that hopefully the state is noving
toward that reinvestnment node and getting [explorers] to

maxi m ze their opportunity to produce oil. Furthernore, perhaps
the net structure and up-front credits will drive the state to
that. The question becone if the aforenentioned will be driven

away if the state noves to ACES, which is what this analysis is
intended to illustrate.

7:04:25 PM

DR. FIN ZZA said that another gage, to determ ne whether the
state is driving investnent away is to review what the producers
are actually keeping out of each additional dollar, which is
illustrated on slide 27. The graph on slide 28 plots all of the
ongoing projects in the PFC database. The graph highlights
where the Alaska |egacy marginal take is relative to mature
fields. He related that the [fields] with the higher marginal
government take are in Norway and the ones that are lower are in
Norway or Australi a.

7:05:40 PM

SENATOR STEDMAN, referring to slide 27, surnmised that it's
speaking to the vast nmpjority of the basin, Kuparuk and Prudhoe
Bay. Under the PPT the governnent take is 61 percent of the
[ $1. 00] whereas | ast year Econ One estimated that the governnent
take at $60 a barrel of oil is 60.4 percent, which he suggested
could be a rounding error.

DR. FIN ZZA said that's fortuitous since the run perfornmed | ast
year was wunder a different cost structure and production
profile. The information being provided today uses the | atest
production forecast as well as the higher costs. Dr. Finizza
said that it was felt inportant to use this nmetric as opposed to
what was used by Econ One last year. Furthernore, it provides a
way of conparing mature fields in other parts of the world.

SENATOR STEDMAN requested witten delineation of the two.
7:08: 30 PM
DR. FI Nl ZZA concluded with slide 30, which uses ACES at $60 and

peel s back sonme of the features of ACES in order to relate how
much each, when relaxed, would change total revenues for the
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next three years. He noted that there won't be a very dramatic
fiscal change in 2008 because half of that year is already
i ncluded. Therefore, he suggested that it nay be best to review
the inpact on fiscal year 2009 to gauge the inportance of sone
of these pieces. For exanple, under fiscal year 2009 ACES is
estimated to have tax revenues in the anobunt of alnost $2

billion. If the tax rate is noved to the PPT rate and
everything el se under ACES renmined the sane, $229 nillion |ess
woul d be produced in fiscal year 2009. If ACES remained the

same save changing the progressivity to the PPT progressivity,
it would result in approximately $150 million less in 2009. He
reviewed the results of various changes to ACES.

7:11:21 PM

DR FIN ZZA, in response to Representative Sanuels, said that
the assunption for [fiscal vyears] 2008-2010 is that it's
declining. The projects all assume the md cost nunbers rel ated
by Ms. Nienhuis.

REPRESENTATI VE SAMUELS then requested the production forecast
for this particular nodel

7:12:29 PM

SENATOR STEDVAN, returning to the governnent take of PPT as
reported on slide 27 and projected under Econ One's slide from
| ast year, reiterated his earlier statenment that the two, in
ternms of the percentage of governnent take, seemto be on top of
one anot her.

DR FINIZZA restated that the tw were calculated using
di fferent nethodol ogi es. Therefore, if the current assunptions
were utilized with the Econ One presentation of [last vyear,
different nunbers would result because of the use of different
concepts. If the same concepts were used, the result would be
fairly close. "So, | would not think they would quibble with
our percentages here," he said.

7:14:22 PM

REPRESENTATI VE DOOGAN directed attention to slide 18 and rel ated
hi s understandi ng how a conpany woul d rank the various scenari os
relative to Field A He asked if there is any way for the state
to determne if a conpany would be satisfied and nake the
investment with ACES and no floor, although it wouldn't produce
as much as under other scenari os.
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DR. FINI ZZA stated that a conpany should be willing to undertake
a project that has positive NPV at its stress price. In further
response to Representative Doogan, Dr. Finizza said that
basically anything not in parenthesis is an investnent that a
conpany may nmake when viewed on that one netric.

REPRESENTATI VE DOOGAN surm sed that the reason the information
in slide 18 is being discussed at length is because the state
can't do anything about the world market price of oil or
anything to make nore oil on the North Sl ope. The state can
only tinker with the taxes.

DR FI NIl ZZA responded that the state can tinker with the taxes,
whi ch includes providing capital credit investnents and things
of that nature.

REPRESENTATI VE DOOGAN related his understanding that one mnust
keep in mnd that if the price decreases or increases, then, in
terms of investnent decisions, this "goes right out the w ndow. "

DR FIN ZZA replied yes, if the new stress price is $50 or $60.
7:17: 30 PM

CHAIR HUGE NS characterized this as a rather sterile |ook. He
then opined that there are many risks beyond NPV and the tax
structure.

7:19:15 PM

SENATOR W ELECHOWSKI hi ghlighted that the experts he has heard
have said this can be done and nore noney can be nade w thout
di scouragi ng investnent. If the state were to adopt ACES, how
woul d a busi ness person view the situation, he asked.

DR. FINIZZA opined that the financial view would suggest that
the investnents are doable and considered on the worl dw de view
to be projects that woul d be undert aken.

7:21: 02 PM

RICH RUGE ERO, Gaffney, Cdine & Associates, said that the
deci sion "depends upon where you were when." He then recalled
working with an oil conpany on a major project in another part
of worl d. The opportunity for NPV growth was trenendous, but
the conmpany wasn't wlling to nake the decision because the

JT. HO&GE SRES COWM TTEES - 58- Oct ober 21, 2007



conpany had a nunber of other larger opportunities and had, as
do many oil conpanies, Ilimted ability in terns of people
resources. There are a nunber of different factors that are
considered in these decisions, but they probably don't remain
the sanme over time. Wth regard to whether the tax system wl|
be better or worse than the previous tax system M. Ruggiero
related that investnment decisions were being made nuch |ike the
oil conpanies are doing today, that is around a w de range of
tax systenms or fiscal policies. He suggested that businesses
will choose a situation in which they can achieve higher
production within a realm of nmanageable risks, although it may
be at | ower cost return.

7:24: 06 PM

REPRESENTATI VE RAMRAS inquired as to the inpact of changing the
tax policy with such frequency.

DR. FIN ZZA noted that he has reviewed two recent reports on
fiscal stability, the PFC report and the Wod Mckenzie report.
He related his belief that the PFC report is correct in that the
fiscal stability in Alaska is nuch closer to a neutral position
rat her than an extrene change. Dr. Finizza said that personally
he didn't believe one should view Al aska as an unstable
envi ronment . Furthernore, he opined that he didn't believe
producers woul d | eave because of this proposed tax change.

7:26: 28 PM

SENATOR STEDVAN asked if anything, short of nationalization,
could be done to conpletely drive out the producers froma basin
that's 20-30 years old and on the magnitude of Kupar uk.

DR. FINIZZA said that he has no opinion on that, adding that
every change has the potential to be foll owed by other changes.
However, he didn't believe it's at that situation.

SENATOR STEDMVAN related his understanding that the risk is not
the industry leaving the oil basin, but rather not reinvesting
to help slow the decline.

DR. FI NI ZZA replied yes.

7:27:57 PM

REPRESENTATI VE SAMUELS asked if Dr. Finizza does nodeling for
Al aska for the econony as a whole. He asked if the nodels
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review how the spending circulates around the econony. For
exanple, if the state raises the tax to 40, the investnent dries
up and declines to 15 percent. He inquired as to whether any
nodel s review the inpact of the aforenmentioned scenario on the
private sector.

DR. FINIZZA replied that although such hasn't been done, it's
possi bl e. In the exanple cited, there would be an issue and
nmodel i ng shoul d be perforned.

REPRESENTATI VE SAMJELS acknowl edged that his exanple was
extrene, but highlighted that Al aska's econony is small and
susceptible to a [slight deviation] from oil and federa
gover nnent funds.

DR. FINIZZA said that there are economc consultants who have
done regional inpact nodels wth input/output analysis, and
there's likely one for Al aska.

7: 30: 04 PM

COWM SSI ONER GALVIN turned the discussion to what ACES provides
as value for explorers. As discussed earlier, ACES primarily
provi des cash for credits earned by explorers and is exercised
through a tax credit fund that would fund the credit paynents
from the state. Another value is the ability to carry-forward
val ue of investnent at the full tax rate. He requested that M.
Ruggi ero conment on isolating Al aska as a place for new entrants
in conparison to the rest of the world.

7:32: 14 PM

MR. RUGGE ERO began by addressing the attractiveness of Al aska or
any regine relative to any other regine. As Dr. Finizza
menti oned, [conpanies] look at the NPV or internal rate of
return (IRR) that can be made as well as whether there are
barriers to entry for new entrants as opposed to an incunbent.
He then recalled an earlier question regarding the expectation
on the tinme to recover an initial investnent. In rmuch of the
devel opnent of oil fields it's not uncommon for it to take 3-6
years to receive the return on the capital expenditure. For
gas, the return on investnent can be 5-9 years as gas generally
has a lot of infrastructure. The question becones where [a
particular project] stands in relation to other countries or
ot her regi nes. Under the production sharing contract (PSC), the
recovery of costs is comonly known as "cost oil" and the
attractiveness of regines is based on how quickly one can
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recover the costs through cost oil. He related that sone
regimes place no annual cap on the ability to recover and thus
every dol |l ar received, as soon as production occurs, goes to the
oil conpany's account to repay it for the capital it spent to
develop the project as well as for current operating costs.
However, in other regines there may be a cap with regard to the
anount of revenue each year that can be used against the cost
oil account, with the remainder going to profit oil and split
with the governnent. Therefore, the result is that countries
will tweak various aspects to make their system | ook better than
others, such as with the uplift and the share of first tranche
petroleum royalty. |In tax and royalty reginmes, the recovery is
basically the corporate <code for depreciation, which also
vari es.

7:37:23 PM

MR. RUGE ERO highlighted another Kkey inpact wth regard to
attractiveness. He related that a situation in Trinidad and
Tobago when then-Anoco was able to advance [devel opnent]
relative to its conpetitors in the country. At that tine Anmpbco
was "Ring Fenced" in the country and thus all the exploration to
find nore gas and any associated costs coul d be deducted agai nst
current income because the conpany had other active operations
in the area. Basically, Anpbco was able to wite off as soon as

there was an expenditure and thus reap the tax benefit. Qhers
who were conpeting to place gas in the train were part of single
field, single-blocked ring fenced PSCs. Therefore, anything

t hose conpani es spent on exploration had to wait until the field
was devel oped, put on production, and had revenue agai nst which
it could be deducted, which may nmean 7-11 years of expenditures
before it could be witten off. Therefore, the type of factor
as well as the timng is a factor.

MR. RUGE ERO turned to the question of how inportant the timng
is to the decision-making of an oil conpany. He posed a
scenario in which in year zero an entity invests 20 and for the
next 10 years that entity has an inconme of 10, for a total of
100. The entity splits that income such that the oil conpany,
contractor, receives 32 and the state receives 68. He noted
that the aforenentioned scenario is a 10 percent |IRR, which
means that the NPV 10 is at zero, the break even point. Onh a5
percent discounting, the state's NPV is 52. At this point, the
entity only has to tweak it a bit, such as by allow ng nore cost
recovery early on, and suddenly with the state still receiving a
total of 68 over 10 years and the oil conpanies still getting 32
units of cash flow, it becones a 14 percent IRR and the NPV
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beconmes positive. He noted that the state's NPV would decrease
with the I|ower discounting, but not as nmuch as the oi
conpani es’ NPV increased. At this point, one can becone
generous and give credits or 100 percent of cash flow in the
early years can go toward recovery of the 20 investnent.
Therefore, a little up-front incentive creates a 19 percent IRR
while the state's NPV 5 didn't drop nuch. In the extrene, if
the oil company was to receive all 32 of its units up-front and
the state receives its 68 units on the backside, a very good
project in terms of IRR and NPV has been created for the oi
conpany. M. Ruggiero said that the way in which a conpany is
allowed to recover its investnents has a significant inpact in
the economics and, from his experience, on decisions regarding
where to invest.

7:42: 01 PM

MR RUGE ERO then turned to the question of +the relative
attractiveness of the credit system on a worldw de basis. From
his perspective, [Alaska's] credit system conpares favorably on
an international basis. Furthernore, it's done in such a way
that the state and the federal government actually becone the
majority investor in exploration that takes place. Mor eover ,
the credit system quite significantly levels the playing field
between a new entrant and an existing player. In Al aska, the
ability to obtain the credits and the ability to take a |oss
forward and turn into another credit nmeans that a conpany can
obtain a return of the mjority of +the investnment rather
qui ckly. After taking into account what can be deducted agai nst
state income and federal income and what can be taken as
credits, the net contractor share of a new investnent, depending
upon the rules related to previous units and existing wells, is
$.21 to $.36 on the dollar. The conbination of the state
through the credits and the federal governnment through inconme
tax deduction of the expenditure result in the tw together
payi ng 64-79 percent of the investnent. The aforenmentioned is
very favorable on a world scale, he enphasized, as very few
countries allow the wite off of <credits or deductions so
qui ckly.

7:44:53 PM
SENATOR W ELECHOWSKI asked if the system can be structured with

the credits up-front in order to sustain governnent at it's
current [budget] plus 3-4 percent inflation and make it to 2020.

JT. HO&GE SRES COWM TTEES - 62- Oct ober 21, 2007



COWM SSI ONER GALVI N explained that the purpose of the analysis
thus far has been to identify the investnent opportunity that
exists in Alaska and to ensure that the tax system provides as
good an opportunity to participate in those investnents as

possible, wth the market driving the rest. He further
explained that the credit program is being utilized to entice
new entrants and attract new investnent. The is goal to strike

a balance that provi des maxi mum opportunity to attract
i nvest nment .

7:47:24 PM

REPRESENTATI VE SAMUELS related his inpression that many of the
true exploratory credits aren't taken advantage of. He then
asked if some of the credit systens Alaska offers is in the
mar gi ns.

7:48: 37 PM

KEVI N BANKS, Acting Director, Dvision of G| & Gas, Departnent
of Natural Resources, infornmed the conmttees that the division
is receiving paperwrk from DOR to validate +the data
requirenents and the targets for which credits are being
appl i ed. Therefore, he said he knows that credits are comng
and thus are being used. However, he said that he didn't know
how much noney the state has paid out for the credits that have
conme in to this point.

7:49:29 PM

REPRESENTATI VE SAMJELS inquired as to the percentage of credits
used in Prudhoe Bay, Kuparuk, and Alpine as opposed to the
credits wused in the outlying areas in the NPR-A and the
foothills.

COWM SSI ONER GALVI N highlighted that it's inportant to recognize
that the 20 percent credit is equivalent to the basic PPT
credit. Therefore, the analysis specifying [that the state
pays] 64-79 percent represents the value of an in-field credit;
the anount of credit being provided to the existing entities
drilling within the existing areas.

REPRESENTATI VE SAMUELS inquired as to whether anyone is doing
wi | dcat expl orati on.

MR. BANKS replied yes.

JT. HO&GE SRES COWM TTEES - 63- Oct ober 21, 2007



7:50:57 PM

CHAIR HUGA NS recal l ed that the conversation of anending the PPT
began because the costs were much higher than thought. However
now the discussion is how attractive and beneficial this will be
to both the state and the industry. He related his assunption
that sone of the nobre generous aspects of PPT are being
wi t hdrawn, such as the claw back. He then requested an
expl anation of the reasoning behind the expansion from 12 to 24
nmont hs for the cost expenditure recovery.

COM SSIONER GALVIN said that for new entrants and explorers,
[ ACES] would be what it [has to deal with] whereas a conpany
that is in the process of entering wll experience a | ower val ue
in the nove fromthe existing PPT to ACES. Conm ssioner Galvin
said that with regard to the new entrants, the focus is on net
positives while for existing players it would be viewed as a net
negati ve. Those in between wll be dependent upon the
i ndi vi dual conpany.

7:54:54 PM

CHAIR HUGGE NS posed a scenario in which a conmpany drills two
holes, which are dry and thus the conpany l|leaves wthin 18
nont hs. In such a scenario would the conpany | ose anything, as
far as cost recovery for the investnment, by departing from the
state, under ACES.

COM SSIONER GALVIN answered that the aforenentioned conpany
woul d receive nore noney back from the state under ACES than
under the existing PPT.

7:56: 16 PM

SENATOR STEDMAN pointed out that there isn't any data on the
mar kets of these credits, and therefore it's difficult to place
a dollar value on it.

COW SSI ONER GALVIN said, "Let's assune $.96 and the question
becones if it's $.96, is it worthwhile to the state to require
an explorer to earn a $1 credit and get $.96 for it and existing
taxpayer to get $.04 and the state to be out a $1 as opposed to
the state giving the explorer the full $1."

SENATOR STEDMAN said he understands the state will be out $1

either way. Senator Stednman characterized the 20 percent credit
as huge and one that will light the gas basin on fire and cause
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the need to return in a few years to ratchet it back. He
inquired as to where in the global oil basins are there 20-40
percent credits. "Isn't this 20 percent credit an aggressive
credit and an aggressive economc stinmulus for that oil basin,"
he asked.

COWMWM SSI ONER GALVIN replied yes. However, with regard to the
nature of the transferability of the credit the question is
whether the state is offering equal value whether its an
i ncunbent or a new explorer. By having that barrier to
obtaining full value to the explorer, the incunbent receives
full value plus the opportunity for a wi ndfall.

SENATOR STEDMAN enphasi zed that the state should be able to see
what kind of market is actually there. Some historic trading
activity should be available prior to nodifying this policy, he
opi ned.

COW SSI ONER GALVI N remarked, "Well, 1 guess the question would
be if the answer was $.98 or $.68 is there going to be a
di fferent answer."

SENATOR STEDVAN related his belief that the less liquid the
credit, the wi der the discount because at sone point there wll
be conpetition between the harvesters to dilute their taxes. He
recalled earlier indications that once HB 2001 was introduced,
the market becane nore |iquid. Is that the case within this
mar ket, he asked.

COWM SSI ONER GALVIN said that the identification of a lack of a
mar ket was nerely a recognition that the situation was worse
t han expected. Even if [the credits] are being sold in a liquid
market, they wll be sold at a discount. The af orenenti oned
results in a policy question for the state regarding whether
it's an appropriate inequality between new entrants and
i ncunmbent s.

SENATOR STEDVAN interjected that the aforenentioned was settled
under PPT and can be settl ed again.

8:00: 30 PM
REPRESENTATI VE DOOGAN turned to the wearned credits of 20

percent, up to 40 percent of qualifying expenses and asked if
that's under PPT or ACES.
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COW SSI ONER GALVIN said that it's under both. He nentioned
that woul d be addressed in the next presentation.

REPRESENTATI VE DOOGAN rel ated his understanding that the farther
out one is drilling, the larger the credit. Therefore, an
i ndependent explorer far fromthe oil fields of the North Slope
can get up to 79 percent of its costs paid for by the state and
federal governnent. He inquired as to what part of that 79
percent is fromthe federal governnent.

COWM SSI ONER GALVI N estimated that about 15 percent of that 79
percent is fromthe federal government.

REPRESENTATI VE DOOGAN surm sed then that the state is paying
$.64 on the dollar for the riskiest investnent that can be nade
in the oil and gas industry in the state, under these credits.

COWMM SSI ONER GALVI N not ed hi s agreenent.

8.02:26 PM

REPRESENTATI VE SAMJELS recalled that when PPT passed, the
| argest | oser was ConocoPhillips Al aska, Inc. because its |arge
field, Kuparuk, had a zero tax while the second |argest |oser
was the federal governnment, followed by BP and ExxonMobil. Wth

regard to buying the credits, he recalled that there was the
desire to ensure to cap the anpunt the state could buy until
2011 because of the concern wth regard to cash flow to the
state. He asked if taking the cap off is of concern under ACES.

COW SSI ONER GALVI N expl ai ned that under ACES there is a vehicle

to provide the funding. He said that the issue is cash
managenent, in terns of whether the state has the noney with the
authorization to make the paynents. The adm nistration has

recognized that it's a nmanagenent issue in terns of the
appropriation process and thus has been addressed by the
establishment of that credit fund. Currently, there is a mni
version of the sane issue because the admnistration has to
anticipate from one year to the next, wthout that fund, what
authorization will be requested looking a year-and-a-half in
advance to obtain the authorization to pay off the credits.
Having the fund in place provides a buffer in order to have a
m ni mal affect.

The comm ttees took an at-ease from8:06:21 PMto 8:07: 03 PM

8:07: 04 PM
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MR. BANKS directed attention to his PowerPoint presentation
titled "Alternative Tax Credits for Ol and Gas Exploration ACES
Amendrments to AS 43.55.025". He noted that he wll be
di scussing credits that were established prior to PPT. He said
that he sonetines thinks of these «credits as exploration
incentive credits (EICs) while others refer to them as the 20:40
credits because of the fact that on sone wells one can receive
as nmuch as a 40 percent credit, which is determ ned by how far
away the site is from existing units. In the amendnent [to AS
43.55.025] a tinme dinmension would be added to the nunber of
wells for which a credit could be received from 50 days to 540

days. The aforenentioned provides an explorer the opportunity
to work a simlar prospect over two drilling seasons on the
North Sl ope. There is also a definition for targeting

distinctly separate targets, which neans that in addition to
being 3 mles from an existing well the sane horizon shoul dn't
be penetrated. In spite of the fact that these are sone of the
riskiest investnents on the North Slope, the state should be
able to be sure that new opportunities are being targeted. The
40 percent credit is allowed on wells drilled nore than 25 mles
froman existing unit in the North Slope and nore than 10 mles
from an existing unit in the Cook Inlet. He then rem nded the
commttees that under the existing law there is a 40 percent
credit for seismc surveys and ACES adds a new credit for old
seismic data, data collected prior to 2003. This new credit
provides the state the opportunity to purchase old data. He
noted that the comm ssioner of DNR has to nmake a determ nation
that the data is of appropriate quality, is for a location in
which the state is interested, and is in a readily usable
format.

8:10: 54 PM

REPRESENTATI VE SAMUELS asked if Point Thonson is considered an
existing unit.

MR. BANKS answered that Point Thonson is considered an existing
unit as it is under PPT.

8:11:18 PM

REPRESENTATI VE DOOGAN asked if the reference to within 25 mles
refers only to onshore units.

MR. BANKS said that it would only be within state waters and
onshor e.
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8:11:34 PM

MR. BANKS, in response to Representative Sanuels, related his
understanding that the federal governnent doesn't have simlar
credit provisions for offshore units. He rem nded the
commttees that in the Gulf of Mxico the mnerals managenent
offers a royalty holiday on the first several mllion barrels of
oi | produced. There is no pre-production exploration offered.
The state can offer royalty relief, which offers a simlar
effect, but it's only the success leg that the relief is
of f ered. Therefore, when it's factored into an explorer's
econonmi cs, they are discounting the value of that credit or
| ower royalty on a basis of the percentage of its success. The
royalty discount doesn't have as much "horse power" as a credit
awar ded up-front.

8:13:19 PM

SENATOR W ELECHOWSKI asked if the 5 percent credit for old
seism c surveys i s nmandatory.

MR. BANKS said he interpreted to be left to the discretion of
the applicant to sell the old seismc surveys. In further
response to Senator Welechowski, M. Banks stated that the
commi ssi oner of DNR woul dn't purchase bad sei smc dat a.

8:14:11 PM

CHAIR HUGA NS asked if HB 2001 conprehensively covers the entire
st at e.

MR. BANKS replied yes, noting that there are provisions that
apply outside of the North Slope and into the Cook Inlet.

8:15: 09 PM

MR. BANKS returned to his presentation. He inforned the
commttees that ACES requires preapproval of exploration well
pl ans or seismc survey plans, and therefore there is a judgnent
up-front so that an applicant doesn't have to worry about being
turned down after drilling due to a msinterpretation of the
statute or regulations. Furthernore, it protects the state from
being obliged to pay a credit on a prospect that wasn't
appropriately drilled. M. Banks, referring to slide 4
“Informati on Requirenents”, noted that many of the changes to
[ AS 43.55.025] have to do with what the state receives in turn
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for its investnent in exploration. To date, the aforenentioned

has been relatively limted. The state, he opined, should
strive to acquire the information and provide it to others, if
the state so desires. More information would, in general,
enhance the value of the state's prospects and be of interest to
potential explorers. Therefore, rules wll be established so
that the state obtains core information, acquires test fluids,
and obtains seismc data. Normal 'y, DNR receives seismc and
well information on all wells drilled in the state. However,
the well information is made public after two years.

8:20: 38 PM

REPRESENTATI VE SAMJELS posed a scenario in which DNR acts as a
commercial agent and sells royalty-in-kind (RIK) oil in the
mar ket pl ace. In such a situation, the departnent having access

to tax information may be construed as an advantage in the
mar ket pl ace over those who are now the comercial conpetitors.

MR. BANKS pointed out that there are differences in the m ssions
of DOR and DNR that inpact the cultures. Wen DNR was given the
ability to audit its own royalties, it changed DNR s culture.
He explained that if DNR acquires any taxpayer information in
the pursuit of an audit in a royalty case, DNR faces the sane

crimnal penalties as DOR if that information is reveal ed. He
then turned to the issue of whether the state receives an
advantage when selling RIK gas or oil because of access to

taxpayer information. Now that DNR audits its own royalties and
because of the provisions of several of the royalty settlenment
agreenments, DNR does receive contract information about oil and
gas sales fromthe | essees. He pointed out that the information
is received after it has already happened in the narketplace.
He further pointed out that DNR enters this commercial space

very rarely. In fact, the last tinme DNR engaged in RIK activity
was when DNR sold oil to Flint Hlls for a 10-year contract in
2004. M. Banks opined that it's not an issue because the

department so seldom participates in that narketplace and the
information DNR has is of relatively Iimted valuable. He added
that since 1984 [DNR] has only sold oil to in-state refineries.
Furthernore, the last time DNR sold oil to an entity that would
export it to the Lower 48 was done in a bidding process, which
resulted in fairly transparent pricing. M. Banks noted that
when DNR sells in-state, it takes into account the economc
benefits beyond royalty revenues.

8:25:13 PM
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REPRESENTATI VE RAMRAS recalled a conversation with Jeff Cook,
Flint Hlls, who related that Flint Hills is nervous that if
there continues to be a decline in oil production, the state
will have difficulty selling an adequate armount of oil to Flint
Hlls and Alyeska Pipeline Service Conpany may opt to batch oi

t hrough TAPS every 2-3 days. He highlighted the risk to the
econony as there are 450 direct jobs in the Fairbanks North Star
Borough and the proximty of a refinery to Eielson Airforce
Base. He requested comment about the issues surrounding Flint
Hlls and the result of declining production of TAPS.

MR. BANKS specified that currently, the contract obliges the

state to deliver between 56,000 and 77,000 barrels a day. | f
the state fails to neet that, Flint Hlls takes the risk. Wen
the pipeline went down |ast August, it was a fairly significant
risk for Flint Hlls and DNR scranbled to obtain nore oil from
other units in order to supply the refinery. The producers
cooperated by excusing sone of the notice requirenents. It's

possible that in the future, before the expiration of this
contract in 2014, the state may not be able to neet the
af orenenti oned requirenents.

REPRESENTATI VE RAMRAS related that Flint Hlls is concerned that
there could be a situation placing them at risk in about 3-4
years. Wth regard to the different regions in the state that
are vul nerable, Representative Ranras enphasized the inpact to
Fai rbanks in ternms of jobs and adding a risk factor to Eielson
Air Force Base. He then expressed the need for stability.

8:30:18 PM

MR. BANKS returned to his presentation and directed attention to
slide 5 titled "Timng Requirenents”. Currently, it's possible
to receive a credit for a well that's suspended or in sone sort
of operational shutdown. [Under ACES], the credit wll be
l[imted to ensure that the wells are conpleted or abandoned.
Currently, wells are kept confidential for 24 nonths and after

30-day notice the information can be nmade public. The
aforenentioned may be extended by permssion from the DNR
conmi ssioner if there is land near the well that remains
unl eased. He noted that it applies to the state as well as

private and federal land within the state. Under ACES, if one
applies for a credit that potential extended confidentiality
isn't received. Simlarly, seismc surveys aren't governed by
any limts to confidentiality. He explained that the state only
acquires seismc surveys if they were shot over state |[|and.
However, under ACES all seismic information, no matter from
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where, would be given to DNR and the confidentiality would be
offered for 10 years. Under the [AS 43.55.025] credits the
applicant was required to give information to the state within
30 days, which is changed to six nonths under ACES. When the
data is remtted the state offers the credit certificate.

8:33:17 PM

MR. BANKS referred to a map titled "North Slope QI and Gas
Activity 2006-2007". He directed attention to the cluster of
reddish wells in the center of the map, which represent wells
permtted by Chevron in its Wiite Hlls prospect. He said that

Chevron probably won't drill all of those wells and would be
lucky to drill half of them in the time during which their
permts apply. Focusing on activities in the last year, he

hi ghl i ghted Cronus, Noatak, and wells drilled by Fedex (ph) and
PetroCanada not on the map that are deep in the NPR- A He then
turned attention to the Colville River area where ConocoPhillips
has drilled exploration wells wthin that unit. He continued to
review the various wells and the stages in which they are at the
moment. Wth regard to an earlier question, M. Banks said that
there has been a fair anmount of drilling and exploration
activity.

8:39: 07 PM

REPRESENTATI VE NEUMAN hi ghlighted that Chevron's Wite Hills
wells are away from devel oped infrastructure. He asked if the
PPT credits could account for the increase in activity away from
known i nfrastructure.

MR. BANKS said that he doesn't know because he said he didn't
know how | ong ago those wells were planned.

8:40: 41 PM

REPRESENTATI VE NEUVAN expressed the hope to see nore [of such
devel opnment away from existing infrastructure] in the future as
it wll spread the infrastructure and make it nore feasible for
nore wells to be drilled.

MR. BANKS pointed out that in the lower left area the shaded
areas illustrate gas accunulations that Anadarko intends to
drill. Therefore, in addition to credits, gas is becomng a
nmore likely possibility for devel opnent on the North Slope, he
opi ned.
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8:42: 06 PM

SENATOR WAGONER inquired as to the percentage of liquids in the
Anadar ko | eases as they were drilled in the past.

MR. BANKS said that if that information is available and not
under confidentiality restrictions, he wll provide it to the
commi ttees.

8:42:43 PM

CHAIR HUGA NS, referring to the distribution of exploration and
potential production, said that it |ooks like there wll be
quite the spider web of infrastructure for delivery to nmarket.

MR. BANKS said that the Wite Hlls prospect is one in which
fol ks have known about for sone tinme and it hasn't been proved

up.

CHAIR HUGE NS opined that it wll take noney and people to
develop these wells located far from the infrastructure. He
inquired as to the tineframe of permtting and construction,
assumng that there is success in 90 percent of what was
descri bed on the map.

MR. BANKS said that probably the fastest developnment in recent
years is the Oooguruk project, followed closely by the Colville
Ri ver Al pi ne prospect. Those cane online in a matter of seven
years or |less. Those two represent an unusual situation because
they were located relatively outside of existing infrastructure.
For prospects |ike those of Wiite Hlls, it wll obviously take
| onger .

CHAIR HUGGA NS clarified that his point is that it wll take
time, noney, as well as permtting. He then comented that the
nunber of jobs involved for Al askans is dramatic.

8:45:50 PM

SENATOR STEVENS asked if it's true that as one npbves west to
east there's less gas and nore oil.

MR. BANKS said that he wouldn't make that generality. However
north to south one finds nore of the gas prone options because
the geology of the foothills represent sonething simlar to the
Amer i can Rocki es where nmuch gas is found.
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The commttees took a brief at-ease.
8:47: 20 PM

CHAI R OLSON announced that the sectional analysis will be heard
in separate commttees.

[ HB 2001 was hel d over.]
ADJ OURNNMENT
There being no further business before the commttee, the House

Special Comrmittee on Ol and Gas neeting was adjourned at
8:48: 18 PM
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