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PCSI TI ON  STATEMENT: Provided comments during the roundtable
di scussi on.

ACTI ON NARRATI VE

CHAIR RALPH SAMUJELS called the Legislative Budget and Audit
Conmittee neeting to order at 9:02:49 AM Representati ves
Chenault, Hawker, and Kelly (via teleconference), and Senators
Hof fman (via teleconference) and Ellis were present at the cal
to order. Representatives Joule (alternate) and Senator
Therri aul t arrived as t he neeti ng was in progr ess.
Representati ve Seaton was al so present.

APPROVAL COF M NUTES
9: 05: 02 AM

CHAIR SAMJELS requested the Novenber 7, 2008, mnutes be
corrected on page 8 to reflect that the commttee hired Bob
Pawl oski, not M ke Paw oski .

REPRESENTATI VE HAVWKER nmade a notion to approve the mnutes from
the Novenmber 7, 2008 neeting, as anended. There being no
objection, the mnutes from the Novenber 7, 2008, neeting were
approved as correct ed.

REVI SED PROGRAM - LEG SLATI VE ( RPLS)
9: 05: 43 AM

CHAIR SAMJUELS turned the committee's attention to the RPLs
before it.

REPRESENTATI VE HAWKER nmade a notion that RPL 04-9-1042, HUD -
Nei ghborhood Stabilization Program in the anobunt of $19.6
mllion to the Alaska Housing Finance Corporation (AHFC) be
appr oved.

CHAI R SAMUELS obj ected for purposes of discussion.

9: 06: 36 AM

DAN FAUSKE, CEQ Executive Director, Alaska Housing Finance
Corporation (AHFC), Departnent of Revenue, State of Al aska,

requested that Mark Romick be allowed to explain to the
conm ttee the nuances of this federal noney.
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MARK ROM CK, Director, Planning & Program Devel opnent, Al aska
Housi ng Fi nance Corporation (AHFC), Departnent of Revenue, State
of Al aska, explained that the Nei ghborhood Stabilization Program
was part of the Housing and Econom c Recovery Act of 2008 in
whi ch Al aska was allocated the mnimm floor of $19.6 nmllion.
There are a nunber of requirenments associated with the noney, he
sai d. A specific forrmula directs how the noney nust be
all ocated around the state based on the areas of highest
foreclosure, highest notices of default, highest areas of
| ow noderate incone neighborhoods, and the highest risk of
future potential foreclosure. According to the fornula, those
areas of highest need are the southcentral region, Fairbanks,
and the Kenai Peninsul a. Based on the fornula that AHFC used

there is a distribution for all of those major areas as well as
sone of the outlying areas that had less of a need under the
definition of the federal rules. These outlying areas were all

put together into a "bal ance of state" category. He said AHFC
used $500,000 as the cutoff for inclusion in that "balance of
state" category so that areas outside of those mmjor urban areas
woul d have a sizeable pot of noney to apply for to actually
acconplish sonething. The noney can be used for the acquisition
or rehabilitation of f orecl osed, abandoned, or bl i ght ed
properti es. He noted that commttee nmenbers have copies of the
plan that was approved by the AHFC Board of Directors and
submitted to HUD on Decenber 1, 2008.

REPRESENTATI VE HAWKER asked how much abandoned, foreclosed, or
bli ghted property there is in Al aska.

MR. ROMCK replied Al aska does have sone foreclosed properties.
He said Alaska is one of the 10 | owest states in total nunber of
foreclosures. According to Realty Track, a national foreclosure
tracking system about 1400 properties of all types are in
forecl osure or have been foreclosed on in Alaska, a relatively
smal | nunber conpared to the rest of the United States. He said
there are abandoned properties, although AHFC does not know how
many, and there are blighted properties that AHFC knows of. He
stressed that AHFC is absolutely confident all of the noney wll
be utilized.

9:11:13 AM
MR. FAUSKE added that according to the third quarter 2008
Nat i onal Delinquency Survey, Alaska had 93,537 |oans serviced

with a total past due of 2.66 percent - 1.37 percent past due 30
days, .52 percent past due 60 days, and .76 percent past due 90
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days or nore. The foreclosure inventory at the end of the
guarter was .88 percent and at the start of the quarter it was
.43 percent. Seriously delinquent, 90+ days, is 1.64 percent,
he continued. So, Alaska is well within any kind of historica
nor ns. California is at 6.7 percent and Florida is simlar.
There are areas that AHFC will concentrate, but Alaska is not in
any kind of serious foreclosure situation. He said he thinks it
is inmportant to accept the funds because there are things that
can be done.

9:12: 29 AM

REPRESENTATI VE HAWKER questioned whether Alaska really has a
probl em for which noney is actually needed.

MR. ROM CK responded that on a national scale it is a problem
that had noney applied to it. In Alaska it is probably the
opposite; the state does not have a big problem He said Al aska
has been given an opportunity to nake sone inroads into getting
rid of abandoned and blighted properties in |ower incone
nei ghbor hoods and other places around the state, as well as
making a significant stab at addressing sone issues related to
honel essness.

REPRESENTATI VE HAWKER asked what will ultimately occur with the
property that AHFC acquires.

MR. ROM CK answered that to a certain extent it wll depend on
what is proposed to the AHFC Funds will be made avail able
through a conpetitive process and people will come to the AHFC
and apply under one of the categories. He said that after
talking to the nonprofits expressing interest thus far, AHFC
will likely be able to produce about 186-200 new units of
af fordabl e housing in Al aska and those could be anything from a
single famly honme that was purchased from foreclosure,
rehabbed, and then resold, or the acquisition and renovation of
a blighted or abandoned multi-famly property.

9:14: 36 AM

REPRESENTATI VE HAWKER conmented that AHFC is essentially |ooking
at getting into the turning of real estate.

MR. ROM CK said, "Basically, yes."

REPRESENTATI VE HAVWKER asked what happens to the noney once AHFC
turns the real estate.
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MR ROMCK replied that under the bill there are sone rules
related to program incone. For instance, if sonmeone uses this
nmoney to buy a single famly honme and renovates and resells it,
he or she nust repay AHFC the anmount of noney received fromthe
pr ogr am He said that under the bill there is a four-year
wi ndow in which AHFC can then reallocate that noney for other
purposes within the state. After that period of tinme the noney
must go back to the federal governnent.

REPRESENTATI VE HAWKER asked whether the "acquirer" is AHFC or
can an individual receive this noney to buy property.

MR ROMCK responded that, technically, AHFC could. The
individual nust then resell the property to an eligible
househol d and repay to AHFC the anount of federal noney that was
used to buy and renovate the property. That noney then goes
back into the pool.

REPRESENTATI VE HAWKER i nquired whether the individual can keep
the profits.

MR. ROM CK answered, "If there were any, but it is very specific
in the bill that nobody is going to nake any noney ... off the
resale.” He said this economc recovery act cane out of the

foreclosure crisis that is facing the United States. The intent
of Congress was to take abandoned and forecl osed properties that
are deval ui ng nei ghbor hoods and the market-in-whole and get them
into private hands as fast as possible. There are two
particular thenmes that run through the bill, he continued.
First, is that in the churning of these properties back into
i ndi vi dual honeowner's hands, the banks should not nake any
noney - a provision in the bill says no foreclosure can be nore
than 10 percent bel ow market value. So soneone has to sell the
property at 10 percent discount on average. Second, is that any
proceeds of the sale be recaptured by the federal governnent
t hrough the programincome rules. M. Ronick said he thinks the
program is designed to be focused on nonprofit organizations
that have a mi ssion to provide affordable housing and to cover a
nonprofit's admnistrative costs of nanaging the project or
doing the rehabilitation.

9:17:17 AM
MR. FAUSKE added that this is not dissimlar from what is being

experienced with the federal governnent through the Federal
Nati onal Mortgage Association (Fannie Mae), the Federal Hone
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Loan Mortgage Corporation (Freddie Mic), and others, where the
intent is honorable for what the governnment is attenpting to do.
For exanple, California has been allocated $529 nillion, Florida
$541 mllion, Nevada $71 mllion, and Onhio $258 million. It is
a fairness issue, he said, and he w shes there was nore |eeway
as to what the nonies can be used for in ternms of the absolute

problens facing particular states. On the Fannie Mae and
Freddie Mac side, Alaska is about 140 basis points out of the
mar ket . He said he thinks this noney can be put to good use

but the rules are what they are and AHFC is going to do its best
to apply themdiligently and effectively.

9:18: 50 AM

REPRESENTATI VE JOULE noted there is often a lag tine in Al aska
on sonme of these national issues. |Is a lag tinme anticipated on
this particular issue so that it may cone |ater, he asked.

MR. FAUSKE replied he does not view Al aska as imune. He said

he thinks nore of Alaska's issues wll revolve around the
state's econony and enploynent rates, and not on a financial
coll apse seen in other states. Wiile Alaska's market has
slowed, it is stable and narket values are holding in the vast
majority of the state. He said he does not anticipate a |ag
time unless it is acconpanied by sone other dramatic economc
event. Hi s assessnent is that Alaska is in good shape and has a
vi brant market, but the state should still be cautious.

MR. FAUSKE offered his hope that over time Al aska can cone to
sone agreenent with the federal government as to source of
f unds. He said that right now the tax-exenpt market 1is
basically shut down and experiencing trenendous upheaval . Down
the road that affects municipal and state governnents, student
| oan corporations, and others that access that tax-exenpt

market. "I think we have to get smart about |everaging and
how we access capital and be prepared and ready to access that
capital market," he said. He pointed out that in other states

one of the greatest sources of revenue for city, nunicipal, and
state governnents is sales taxes based on the sales of
aut onobil es - a problemthat Al aska does not have.

9:23:36 AM

REPRESENTATI VE KELLY inquired whether AHFC considered declining
t hese funds.
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MR. FAUSKE responded that AHFC always has discussions as to
whet her nonies would be harder to access and nore cunbersone
than they are worth. Al t hough AHFC concluded there is a need
for it, there was nore discussion on what other uses the noney
could go towards, such as honel ess situations, honeless trusts,
and different types of grants. However, the federal governnent
is fairly stringent as to what it wants this used for. So, yes,
AHFC did anal yze that aspect of it and concluded the noney could
be put to good use.

REPRESENTATI VE KELLY sought assurance that this program w Il not
result in, yet again, making |oans to people who cannot repay
t hem He said he is nervous about the program and would |ike
nore debate, but understands the deadli ne.

9:26: 52 AM

MR. FAUSKE assured the conmmttee that AHFC will apply its norma
due diligence in its grant witing and evaluation of the
projects that are proposed. He said AHFC will not hand out
noney W thout scrutiny. Additionally, AHFC wants to see the
reci pients be successful as it guides themthrough the process.

MR. ROM CK added that anyone approachi ng AHFC about purchasing
single famly homes for resale would have to use underwiting
gui delines consistent with what AHFC uses for its own prograns
in regard to what a person can afford. Thus, it would be fixed
| oans based on people's actual incone; there wuld be no
subprime or variable rate |ending. He said AHFC agrees
whol eheartedly that there would be absolutely no purpose in re-
creating the situation that got the country here in the first
pl ace.

9:28: 20 AM

SENATOR THERRI AULT said he shared part of Representative Kelly's
concern, but he would support this with M. Fauske's assurance
that AHFC will be careful with how it puts the noney out. He
expressed his concern that the economc decline could be
protracted and cause people to becone overextended.

MR. FAUSKE again assured the conmttee that AHFC will be very
car ef ul

9:29:13 AM
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A role call vote was taken. Represent ati ves Hawker, Joule, and
Sanmuel s and Senators Hoffman, Ellis, and Therriault voted in
favor of approving RPL 04-9-1042. Representative Kelly voted
against it. Therefore, RPL 04-9-1042, HUD - Nei ghborhood
Stabilization Program was approved by a vote of 6-1.

9:30:15 AM

REPRESENTATI VE HAWKER nade a notion that RPL 08-9-0120, Paynent
in Lieu of Taxes (PILT) in the anount of $3,638,623 to the
Department of Commerce, Conmmunity and Econom c Devel opnent
(DCCED) revenue sharing be approved.

CHAI R SAMUELS obj ect ed.
9:30:47 AM

AMANDA RYDER, Director Division of Admnistrative Services
Department of Commerce, Community, & Economic Devel opnent
(DCCED) expl ained that the Departnent of Commerce, Community, &
Econom ¢ Devel opnent (DCCED) is requesting $3,638,623 for the
Paynment in Lieu of Taxes Program She said this is a federal
program designed to conpensate boroughs for |lost revenue and

| ost opportunities for developnent on federal lands wthin
Al aska boroughs. The funding is distributed directly to
organi zed boroughs and the funding being requested by DCCED is
for unorgani zed boroughs, she said. The departnent will then

distribute the noney to comunities in the unorgani zed boroughs
based on a per capita basis.

M5. RYDER, in response to Representative Hawker, related that
the federal governnment appropriated this funding in the $700
billion econom c stinmulus package [of 2008]. The departnent was
m sinformed by the federal governnent that the funds would be
comng in the fiscal year (FY) 2010 budget, so DCCED pl aced the
funding in its FY 2010 budget. The departnent |ater found out
that the stinulus package included funding for FY 2009.

REPRESENTATI VE HAWKER comented that this is definitely nore
than had been anticipated. He asked whether DCCED is taking
steps to assure that the recipients do not rely on and expect
this level of funding in the future.

M5. RYDER responded that DCCED is concerned that conmunities
make good decisions in developing their budgets over the years
and do not put this funding in their base. She said these funds
are authorized through state fiscal year 2013. It is unknown
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whether the funds wll be re-authorized after that and the

department will inform comunities of this. Wen the conmunity
revenue sharing is sent out, the departnment wll wite letters
to the communities discussing the inplications of putting these
funds into their base budgets. Also, Bill Rolfzen, the |oca
government specialist in charge of the revenue sharing prograns,
will be informng each conmunity by phone. Additionally, a
| ocal government specialist in the Dvision of Comunity and
Regi onal Affairs ( DCRA) trai ned communi ties in budget

devel opnent, so |ocal governnent specialists are very aware of
these prograns and that they need to inform their comunities
about the inplications of putting this funding in their base.

9:34: 24 AM

A role call vote was taken. Representati ves Chenault, Hawker

Kelly, Joule, and Sanuels and Senators Hoffman, EIlis, and
Therri aul t voted in favor of approving RPL 08-9-0120.
Therefore, RPL 08-9-0120, Paynent in Lieu of Taxes, was approved
by a vote of 8-0.

EXECUTI VE SESSI ON
9:35:16 AM

REPRESENTATI VE HAWKER made a notion that the conmittee under
Uniform Rule 22 go into executive session for the purpose of
di scussing confidential audit reports under the authority of AS
24. 20. 301. There being no objection, the committee went into
executive session at 9:35 a. m

CHAI R SAMUELS br ought the neeting back to order at 9:59 a. m
PRELI M NARY & FI NAL AUDI TS

9:59: 15 AM

REPRESENTATI VE HAVWKER nade a notion that the prelimnary audit
on the Departnent of Commerce, Community, & Econom c Devel opnent
Board of Public Accountancy 08-20056-09 be released to the
agency and the board for response. There being no objection, it
was so ordered.

9:59: 30 AM

REPRESENTATI VE HAWKER nade a notion that the following fina
audit reports be released as public docunents: Depart nment of
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Adm ni stration (DA , Gover nance Fr amewor k for Sel ect ed
I nformati on System Security Controls; Departnent of Health and
Human Services (DHHS), Statewi de Suicide Prevention Counci
sunset audit; and the Al aska Court System Board of Governors of
the Alaska Bar Association sunset audit. There being no
objection, it was so ordered.

CHAIR SAMJELS noted that those notions were nmade wth the
understanding that the Legislative Audit Division will not post
the security audit report itself to the web site.

OTHER COW TTEE BUSI NESS

10: 00: 08 AM

REPRESENTATI VE HAWKER made a notion that the commttee anend its
contract with Dr. David Wod & Associates for an anount not to
exceed $140, 000.

CHAI R SAMUJELS obj ect ed. He said the contract as fulfilled is
slightly over [the authorized anount] and he wants to have
enough to cover any extra work, such as questions from conmttee
menbers that conme in between now and the start of the next
| egi sl ature on January 20, 2009 He said he is also extending
the termnation dates for M. Porter, D. Wod, and M.
Di ckinson until January 31, 2009, to provide transition time for
the next commttee chairman or |egislature.

SENATOR THERRI AULT inquired whether the work that Dr. Wod has
done so far has exceeded the $75,000 that was already
aut hori zed.

CHAI R SAMJELS understood that it is a couple of thousand dollars
over, nostly due to the phone calls nade to Dr. Wod by
comittee nenbers.

SENATOR THERRI AULT surm sed that Chair Sanuels wants to prepare
for covering any additional work that is done between now and
the new | egi sl ature.

CHAI R SAMUELS replied, "Yes."

SENATOR THERRI AULT asked whether Chair Sanuels has had
conversation with the commttee's i ncom ng chairman

CHAI R SAMJELS responded he does not yet know who the incom ng
chairman is. He said he has had prelimnary conversation with
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Representati ve Dahl strom regarding holding a neeting to hand off
information on the variety of issues before the commttee.

10: 02: 26 AM

SENATOR THERRI AULT inquired whether the current contract was
specifically for Dr. Wod s report and presentation. He
understood Dr. Wod is not necessarily expecting anything beyond
t hat .

CHAIR SAMUELS answered correct, but the anount went slightly
over because of committee nmenbers phoning Dr. Wod wth

guestions unrelated to the report. Dr. Wod billed the
committee for those questions at an hourly rate which totaled
$8000 above and beyond. He said that as conmittee chairnman he
is not going to assign Dr. Wod any new work; it wll be the
incomng commttee's prerogative as to whether to extend the
contract with nore work. He said this would conpletely cover

any questions on the report that cone up now or during the first
mont h of the new | egi sl ature.

SENATOR THERRI AULT conmmented that there is a wealth of
information in the report and it is going to take sone tinme to
digest it. He asked how contact with Dr. Wod cane about to
hire him

10: 03: 52 AM

CHAIR SAMIJELS said it was very difficult to find somebody who
had not done a lot of work for say, Exxon at Point Thonmson, or
who did not have a | ot of baggage with commttee nenbers, or who
worked for the adm nistration. The commttee |ooked to find
sonmebody who was qualified but did not have a conflict or so
much political baggage that he or she woul d be disregarded.

10: 04: 52 AM

CHERYL SUTTON, Staff, to Representative Sanuels, Al aska State
Legi slature, concurred with Chair Samuels' explanation. She
said the conmttee was |ooking for soneone with no previous
i nvol venent in these issues and who had worked on worldw de
fiscal design, particularly in gas. There is only a handful of
such people in the world, she said, and it boiled down to Dr.
Wod not having prior involvenent, being nore than qualified to
do this work, and available to do the work.

10: 05: 24 AM
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[ CHAI R SAMUELS renoved his objection.]

There being no further objection, the notion to anend the
contract with Dr. Wod & Associ ates was approved.

CHAIR  SAMUELS reiterated he woul d be ext endi ng t he
aforenmentioned contracts until January 31, 2009.

The commttee took an at-ease from10:06 a.m to 10:12 a. m

10: 06: 00 AM

The commttee took an at-ease from 10:06 a.m to 10:13 a. m

ROUNDTABLE DI SCUSSI ON

CHAl R SAMUELS announced that the commttee would now turn its
attention to the roundtabl e di scussi on.

10:13:49 AM

CHAIR SAMUJELS related, “It’s a decrease in total taxes by
produci ng the gas.”

DAVID WoOD, Ph.D., David Wod & Associates;, Consultant to the
Legi sl ative Budget and Audi t Comm ttee, Al aska State
Legi sl ature, suggested that perhaps the fiscal stability issue
around the world is worth expanding upon. He rem nded the
commttee that there are a nunber situations in which contracts
have been signed wth fiscal stability clauses and the
expectation of the producers was that fiscal stability would be
mai nt ai ned. Over the past four years those guarantees of fiscal
stability have been eroded, and consequently the producers have
settled agreenents to dilute the terns.

CHAIR SAMJELS posed a scenario in a net profit system like

Prudhoe Bay in which all the noney cones from one field. He
recalled that hearing testinony that the problem wth
progressivity is “doing this on a barrel to oil equivalent.”

Chair Sanuels inquired as to the other methods that could be
used with the cost allocations in a net profit system in order
to know what to take off of gas versus oil.

DR. WOOD explained that in nost oil and gas fields nore than one

fluid is produced, and therefore it’s quite comobn to have oil
and gas cone to surface from one well stream However, the
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critical point is that the two are sold as separate revenue
streans in many cases. Therefore, [cost] allocations can be
split on a volunme basis or, nore equitably perhaps, on an energy
content basis. However, there can be nore difficulties if there
are “a lot of historic process facility.” Again, it's a mtter
of being aware of the different revenue streans, of which there
may be nore than two. To |l ook at an existing producing field

it does beconme a nore conplicated accounting matter, he said.
However, it’s not insurnountable as there are exanples of such
fromaround the world. He rem nded the conmttee that the focus
of his report was not Prudhoe Bay.

10:18: 35 AM

DAN DI CKINSQN, CPA;, Consultant to the Legislative Budget and
Audit Commttee, Alaska State Legislature, offered that one
exanple is fromAlaska. In the late 1990s there was the Centra
Gas Facility which produces gas as part of +the production
process for which no charges accrue and the facility also
produces natural gas liquids (NG&s) and gas that’'s sold for
which the costs were deductible for tax purposes and royalty.
In this process, how nmuch was part of production or post
production had to be determi ned for every piece of equipnment and
cost. After several years and lawsuits, finally a position was
settled upon. M. Dickinson said:

| t is very conplex to do allocations Dbecause
ultimately al | al I ocati ons are arbitrary. C
all ocations are done all the tinme and you sinply have
to figure out what nmeakes the nobst sense, whether it’'s
vol umes or economcs or sone conbination of the two
and you cone up with sonething that you hope won't
produce bizarre results when the allocation is
supplied over a wide variety of circunmstances. So, we
have sone history with that.

10: 20: 02 AM

LARRY PERSILY, Consultant to the Legislative Budget and Audit
Commttee, Alaska State Legislature, inquired as to whether the
all ocation would be changed nonthly as the split of British
thermal units (Btus) between gas and oil changes as a field
ages. He related his understanding that as a field changes
there would have to be a system that updates the allocation,
whi ch coul d cause nore probl ens.
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DR. WOOD offered that if [the allocation] was done on a vol une
or energy basis, it would be fairly straight forward because
each nonth the appropriate volunes or energy contents for the
two streans would be avail abl e. Going forward, the allocations
woul d be on that basis. Usi ng such an approach builds in the
fact that over tine there will be changes.

CHAI R SAMUJELS surmi sed that from the onset there’s a flaw in a
scenario in which the costs in a net profit systemare allocated
on a barrel of oil equivalent (BOE) basis, but the progressivity

isn't [allocated] in that manner. He recalled that Dr. Wod
cautioned the comrttee wth regard to the BCE in the
progressivity tax on gas. “So, if you do that when you're

allocating costs in a net profit system it's all about the
costs, then how do you get to the next step then of a
progressive system on knowi ng how nuch each one is making,” he
asked.

10: 21: 49 AM

DR WOOD clarified that the problem isn't with the BOE, but
rather the problem is that the tw streans are being put
together in the BCE. Wth an allocation of costs, the energy
that’s being split out can still be used. The opposite thing is
bei ng done, he said.

MR. PERSILY offered that by separating the two streans, the gas
revenue 1is being taxed separately from the oil revenue.
Therefore, the problem of the less profitable gas when it’s
conbined with oil that drives down the oil tax is avoided.

MR. DI CKINSON pointed out that Dr. Wod' s first three exanples
retain the BOE equivalency, the [two streans] are separated so
that if one goes negative it goes to zero but the other [streani
doesn’ t. M. Dickinson reiterated M. Persily’s statenent that
the critical point is the separation, not the allocation nethod
to achi eve the separation

10: 23: 25 AM

REPRESENTATI VE HAWKER surm sed, then, that if there were a
perfect alignnment and consistency between the price equival ency
and the energy equival ency, then “who cares.” However, there’s
a disconnect that sonetinmes is extrene. The separation, he
further surmsed, is necessary so as to be able to address the
| ack of price equivalency with energy equival ency.
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DR. WOOD concurred; the ability to treat the two streans
separately, in cases of extrenme disconnect, is the key.

10: 24: 31 AM

REPRESENTATI VE SEATON inquired as to how that applies to the
cost allocation and the credit on cost. He posed an exanmple in
which there was a lower tax on gas and credits that are
all ocated against oil, which has a higher tax. In such a
situation, he inquired as to how that would be justified so that
industry isn't allowed to take costs from the lower tax rate
agai nst the higher tax rate in which the state woul d pay nore.

DR. WOOD explained that in the case of new capital investnent
specifically focused on one stream it would be appropriate that
the investnment credits wuld also be allocated to that
particul ar stream In the case of a shared facility that’'s
being used for oil and gas, clearly there could be a situation
in which one stream has preferential relief as a consequence of
using the credits. Therefore, it becones nore conplex in those
situations, although such could be addressed in regul ations.

10: 26: 17 AM

CHAI R SAMUELS recalled fromthe prior day's testinony that with
current progressivity, the tax on progressivity of oil would be
reduced by producing the natural gas unless sone changes were
made. He related his understanding that it would have to be
reduced so that the entire total tax burden would decrease.
Therefore, all the gas would be produced, but |ess noney would
be received.

MR. DICKINSON, referring to a handout entitled “Alaska G| and
Gas Taxes Additional Roundtable Exanples,” directed attention to
[the slide entitled “How did we get here - 4 fold increase in
tax UPDATED']. He highlighted that between 2004 and 2008, the
tax paid by industry increased by 11 tinmes, a 1,100 percent

increase in total taxes paid between 2004-2008. In that sane
timeframe, the tax base, the value times the volune, increased
2.2 times. Therefore, the taxes are five tines higher in 2008

as they were in 2006 as a consequence of the tax changes. Over
that sanme tinme period, the royalty increased by 2.3 versus 2.2
in the base test with no changes. The aforenentioned confirns
t hat fundanmentally it is correct to assert t hat t he
progressivity and the other changes as a consequence of 2006-
2007 reforns was a five-fold increase in the production tax.
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MR DICKINSON, referring to the slide entitled *“Conbined

Progressivity Exanple 1,” explained that it illustrates how
progressivity mght work for an oil producer and what would
happen if gas was added and what woul d happen to the taxes under
the current regine. He recalled that M. Davis presented
sonmething simlar to the legislature back in January. The slide
assunes .7 mllion barrels a day, which anmounts to 255 mllion

barrels for the year, which for oil translates into 255 mllion
barrel equivalents. The Al aska North Sl ope (ANS) price used was
t he Decenber 2007 price of $79.72. The transportation cost to
get the oil from the North Slope to the nmarket used was $6. 00.
Therefore, the gross value at the point of production was
$73.38, which when multiplied by the barrel equivalent anmounts

to $18.7 billion of gross value at the point of production.
Since only the royalty portion is being taxed, 87.5 percent is
taken and thus there’s $16 billion. The upstream costs were $4
billion. Therefore, the taxable value (PTV) amounts to $12
billion. To determine the progressivity on that one nust divide
through by the barrel, which anmounts to 223. The Dbarrels

divided through the dollars results in a progressivity base of
$53. 98. He reminded the conmttee of the $30.00 collar that
isn't subj ect to progressivity, whi ch results in [ a
progressivity base of] $23.98. Once the starting rate of $23.98
is multiplied by .4 percent it results in a progressivity rate
of 9.59 percent that is then added to the 25 percent base rate,
whi ch anbunts to a total rate of 34.59 percent. That total rate
is multiplied by the PTV [of $12 billion] and results in a total
tax of $4.2 billion.

10: 31: 28 AM

MR. DICKINSON then noved on to the slide entitled *Conbined
Progressivity Exanple 2,” which assunmes that sone gas is being
pr oduced. For the exanple, the assunption is that the gas and
oil will be equal anmbunts at about 4.2 billion cubic feet (bcf).

Once the bcef is converted to a daily amount and then converted
into a BOE, the result is the exact sane amount of gas in barre

equi val ent. He noted that nunbers were designed to do so, with
the 50:50 mx of gas and oil. He then offered the assunption
that ring fencing existed and the gas was being produced in a
stand-al one field. He noted that all of the figures were from
the TransCanada application and the figures are a |ot |ower than
the Black & Veatch nunbers used yesterday. TransCanada used the
Henry Hub price of $6.00 and the $.75 adjustnent to reach the
Al berta price, a tariff of $2.88. Therefore, the gross value at
the point of production is $2.45, which when multiplied by the
volunme anounts to about $3.7 billion and the taxable well head
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pi ece is deterni ned. He noted his assunption that there are no

costs involved for gas. If this exanple were in Prudhoe Bay,
fundanentally when gas is being produced there wll be very
smal |l increnental costs. In response to Chair Sanuels, M.
Di ckinson confirmed that he’'s assumng the gas treatnent plant
(GTP) is rolled into the tariff. In fact, the $2.88
transportation to market tariff does include a conmponent for the
GIP in TransCanada' s anal ysis. The notion is that 8.5 cubic

feet a day [of gas] is being pressured and put back into the
ground, and essentially some pipelines and renoval of sonme of
the conponents and [the gas] is ready to go into a gasline with

m ni mal additional costs. Any additional costs would make the
exanple nore extreme, he related. He then continued his
calculation by pointing out that there is $3.5 billion of

taxabl e value and the sane calculation is perforned in order to
determ ne the nonroyalty piece, which results to an equival ent
of $14.70 BOE. The aforementioned, he clarified, neans there is
no progressivity because there’s nothing over 30, which neans
t hat stand-al one gas woul d pay no progressivity.

10: 34: 44 AM

MR, DICKINSON, referring to the slide entitled *“Conbined
Progressivity Exanple 3,” explained that it calculates what

happens if oil is being produced in Prudhoe Bay and then the gas
is added. To deternmne the total annual barrel equivalents, the
oil and gas as barrel equivalents are added together, which

anmounts to 511 mllion annual barrel equivalents. Then the two
t axabl e val ues are added together, which anpbunts to about 15, 300
billion. M. Dickinson then performed the sanme progressivity
calculation on the conbined barrel equivalents of oil and gas.
The sane process is followed such that the total barrels are
taken and the nonroyalty portion is determned, which is then
turned into a dollar per barrel anmount of $34.34 from which the

$30 collar is renoved. Therefore, the starting point is $4.34
multiplied by the .4 percent, which anounts to 1.7 percent
additional that’'s added to the 25 percent rates. The
aforenentioned results in a total tax rate of 26.7 percent,
which ultimately anmounts to total taxes of $4.1 billion. The
taxes have decreased by $69.4 nllion. “So, | was paying
sonmething for oil. The day | turned the gas on, the day ... we
got the gas ... state revenues go down,” he stat ed.

CHAI R SAMUJELS surm sed, though, that state revenues decrease for
the tax portion, but the royalty portion would remain.
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MR. DI CKINSON noted his agreenment that for this one piece, the

revenues woul d decrease. He related the expectation for the
revenues to increase for royalties and for property taxes. He
further related his belief that income taxes will decrease in

t he af orementi oned scenari o.

CHAIR SAMJELS noted that M. Dickinson’s exanples use an ANS
price of $80 and a Henry Hub price of $6.00. If those prices
were nore equalized in an environment with progressivity, he
related his assunption that the problem would correct itself.
“If there's a 6:1 ratio, there’'s not a problem But every tine

it splits, there is a problem |Is that ...,” he asked.

MR. DI CKI NSON acknow edged that there is a point at which the
problemw Il fix itself. However, it’s not 6:1 in the price but
rather 6:1 in the PTV. The problem is that there is a huge
difference in the transportation costs. In other words, $6
barrel equivalent is being subtracted fromoil. For the gas, $6
multiplied by $2.88 would be subtracted or sonething close to
$18 per unit. Even if those were 6:1, the subtraction wouldn't
be. He then acknow edged that there are other equally rational
nunbers for which one can find nonths with a gain. He then
highlighted that in the oil there is a higher rate tinmes a | ower
tax base while on [the gas side] there is a lower rate tines a
hi gher base. There is nothing that automatically says there
will be an increase until the size of each [stream] and the
per cent age bei ng taken of each.

10: 39: 25 AM

CHAIR SAMUELS offered an exanple in which there isn't a gas
pipeline, but instead a gas to liquids (GIL) or LNG plant.
Therefore, there would be huge costs wth relatively small
transportation costs. He related his understanding that with a
GIL plant, the Trans-Al aska Pipeline System (TAPS) tariff would
be paid, the GILs would be shipped, and there would be a huge
cost to use this huge anmount of gas. Furthernore, 40 percent of
the royalty would be lost. “So, if that changed ... one of the
exanples was that your transportation for gas is so high that
that’s what kind of skews this. I f your transportation was
| ess, but you had to spend $40 billion upfront on Slope work to
build the GIL plant ...,” he remarked.

MR. DI CKINSON stated his agreenent that there would be a huge
cost deducti on.
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CHAI R SAMJELS poi nted out that the transportation costs would be
exactly the sane as oil.

MR. DI CKINSON added that the oil transportation costs would
decrease because if the nunber of barrels in TAPS increased
because nost of it's a fixed cost. He offered to run such and
provi de an exanple in witing |later.

10: 42: 04 AM

MR. DICKINSON, in response to Representative Seaton, offered his
belief that should a process with a 40 percent gas loss be in
pl ace, the State would review point of production issues. If it
wasn’'t a process they hadn’'t envisioned and the |egislature
hadn’t thoroughly vetted, the rules in place now wouldn't
necessarily be applied.

10: 43: 16 AM

MR. DI CKI NSON added that Senator Therriault was accurate in his
comment yesterday that now gas has been incentivized, but Dr.
Wod is also correct in saying that such a situation mght be
unst abl e.

10: 44: 26 AM

CHAI R SAMJELS observed that in the assunptions in today’s prices
a 6:1 ratio cones back into play and there is no progressivity.
Therefore, if gas is at 6 and oil is at 36, this beconmes |ess
rel evant because both are at the base.

MR. DI CKI NSON specified that the progressivity is the problem
The 6:1 doesn’t matter because if neither gas nor oil triggers
progressivity, then it's a non issue.

10: 45: 04 AM

MR. PERSILY, referring to the Conbined Progressivity Exanple 3,
pointed out that the state would really notice a loss of oil
progressivity revenues, if the environnent was such that oil was
at $120-$140 a barrel and gas was at $6 or $7. In such a case,
the state would | ose a significant anount of noney.

MR. DI CKINSON said that he can't agree with M. Persily because

the rates would be higher. In working with these nodels, he
related that there are so nmany noving parts that one has to
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“l ook and see.” If oil is at $150, the progressivity is so high

MR. PERSILY interjected, “that even when you factor in gas,
you' re still comng out with a |lot of noney in the bank.*

MR. DI CKINSON characterized it as a fairly conplex set of
i nteractions.

MR. PERSI LY surm sed:

So, it also depends not just ... at a very high oi
price we're going to get so nuch progressivity. But ,
as you said, it’s not so nmuch the Henry Hub price of
gas, but the price after tariffs. So, if it ends up
costing $4 or $5 to nove gas to market, that would
| oner the production tax value point of tax value on
the gas, which would also then effect that bottom line
quite a bit. Another one of the noving parts.

MR. DI CKI NSON noted his agreenent. He then relayed that he had
attenpted to set up sinplified fornmulas to isolate which factors
are controlling. He said he wasn't able to sumarize in a
sinplistic way such that he could say if “X increases then "Y’
decr eases.

10:47:24 AM

REPRESENTATI VE SEATON questioned whether this is a restatenent,
the sane effect, of the presentations from other consultants
during which there was discussion about noving progressivity
down t he scale.

MR. DICKINSON answered that it’'s the sane effect as the
presentation that didn't address the interplay between oil and
gas but rather the point at which increnmental effects yield
results counter to what is desired. |In other words, incrementa
increases in revenues g¢generate nore tax than noney to the
conpany. He indicated [the exanple he provided today] is a sub-
exanple of the aforenentioned. The concern is about the
increnental effects, which are different from average effects.

REPRESENTATI VE SEATON asked whether conpanies would only
experience |less revenue if there were low oil prices and very
high gas prices, including a fairly low transm ssion price on
gas. He requested a scenario in which the conpany is better off
not producing gas if progressivity is applied.
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10:50:17 AM

MR. DICKINSON declined to do so at this tinme, but offered to
provi de the answer in witing.

REPRESENTATI VE SEATON related his understanding that the
conbination of the two could reduce the state's take, but he
said he didn't recall presentation of a situation [in which the
conpani es woul d receive | ess revenues].

CHAIR SAMIJELS recalled that yesterday Senator Therriault said
that one could argue that this entire feature is an incentive to
start devel opi ng gas. However, politically the question is how
long will a systemin which the gas isn't flowing but the [o0il]
is, in the amunt of 300,000 barrels a day, |ast. The
aforenentioned then leads to a discussion regarding fiscal
certainty and whether it’'s a stable system He then requested
that M. Dickinson run some nunbers for a situation in which gas
prices spike, but oil prices do not. He suggested that M.
Di ckinson prepare an interactive nodel in which nenbers could
plug in production nunbers and prices such that nenbers could
run a suite of options.

MR. DI CKI NSON agreed to do so.

10: 53: 51 AM

REPRESENTATI VE KELLY surmised that there is a definite inpact
when one crosses the line between natural gas and oil. There
seens to be the need for a placeholder for gas pricing, but the
consultants have seenmed to suggest [there should be clear
lines]. Therefore, as the nenbers listen to the presenters,
there should also be some comon notion wth regard to the
deci sion path regarding whether the current system will work as
is or whether it needs to be altered. He expressed his hope
that the administration is involved so as to be nore efficient
with this.

CHAIR SAMJELS cautioned the comrittee against addressing
matters, such as the <cost allocation nethod and fisca
certainty, one at a tine as it may result in a never-ending
debat e. Therefore, he suggested nenbers think of all the
matters at once in the context of one fix.

REPRESENTATI VE KELLY concurr ed.
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10: 57: 37 AM

REPRESENTATI VE  SEATON expressed concern wth the split
allocation and trying to cost allocate and credit allocate. He
asked that sone general principles be laid out on the table with
regard to cost and credit allocations.

MR. DI CKINSON agreed that those issues should be reviewed. He
said that although he hasn't reviewed these issues, it seens
that credits should be reviewed but nothing done with them He
pointed out that credits are always in dollars. Currently, a
credit can be generated for a new endeavor that is in the mddle
of the National Petroleum Reserve-Al aska (NPR-A) and be applied
to oil that’'s being generated from Prudhoe Bay. If the
legislature is confortable with such ring fencing, such can
conti nue. The critical point is what happens when two streans
with different characteristics are conbined and odd things

result. The notion, he opined, is that once there is separation
bet ween oil progressivity and gas progressivity, it can
ultimately be conbined for the credit worth. M. D ckinson

expressed the need to exam ne the notion of separating the two
streanms for purposes of determining the credit because there is
no i nherent reason to do so.

11: 01: 11 AM

DR. WOOD concurred, adding that the conplication is primarily
with existing fields that already have sone historical equipnent
in place. The aforenmentioned will have to be addressed on a
field-by-field basis. He pointed out that there are several
di fferent nechanism that can be and are used to allocate costs.
Al though credits <conplicate the process, they shouldn’t
invalidate the process, he renmarked.

REPRESENTATI VE SEATON posed a scenario in which oil had a higher
tax rate and gas had a lower tax rate. He inquired as to how to
allocate those costs in order to ensure that the state isn't
reducing the tax on sonething that’s very profitable to
conpensate for sonmething that isn't quite as profitable.

DR. WOOD pointed out that ring fencing is used in many parts of
the worl d. If there’s a chance that there wll be a large
di screpancy between the two streans and the equi pnment involved,
usually sonme ring fencing would be applied to limt that.
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REPRESENTATI VE SEATON asked how one would allocate the costs of
infield drilling for oil and gas in a place |ike Prudhoe Bay if
there are different tax rates on the two streans.

11: 04: 17 AM

DR WOCOD said it is difficult to answer specifically on Prudhoe
Bay wi thout having the opportunity to review the field. He said
he believes that rules can be established that clearly specify
that there are sone restrictions on what can be allocated
specifically to oil and allocated specifically to gas. It is a
guestion of setting up a set of fairly generic rules and
applying those. The fact that they are shared facilities should
not necessarily be a problem

MR. DI CKINSON explained that there are two basic kinds of
al I ocati ons. There is a volunetric allocation based on sone
count of sonething and there is an econom c allocation. In the
econom c allocation, the driver would | ook at the total value of
two sets of products, and if it is a 9:1 ratio then costs get
al l ocated 9: 1. Sonehow "wi dgets” and "nonw dgets"” nmust be on a
same basis and throughout the world that is typically done on a
dollar basis - what is the val ue. This sometines has very
bi zarre results as values change dramatically. However, bizarre
results can also happen if wunits are used and values change
dramatically. The classic case is a joint process where one
product is |losing noney and one product is making |lots of noney.
So the losing product is shut down "and it turns out in the
joint process you were naking it and the only costs were what

was selling it, so it shouldn't carry any cost." So, the
debates go on and on, but every exanple will fall into one of
those two baskets. Second, there is a fixed and a variable

pi ece. The fornulas can get very conplex. Utimtely a formla
is arrived at "that doesn't make sense to everyone" and then
that is what gets applied.

11: 07: 08 AM

SENATOR THERRI AULT inquired whether there are reginmes that use
vol une of Btus produced. Since each separate stream generates a
fixed unit of Btus, would that be a sensible way to separate
t hose costs, he asked.

DR. WOOD expl ained that different reginmes use different systens.
Sone use vol une, sone use energy values or Btus. A case can be
argued both ways. Anonmaly situations can cone up in both cases
as M. Dickinson said. One nust cone up with a set of rules and
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accept that there is going to be sone anomalies for that, but

overal | it should be rules that achieve the long-term
expectation, rather than saying that for this particular piece
of equipnent it does not work very well. He opined that in the
longer term sinple rules can be set up that wll work using

ei ther volune or energy values and factoring in a whole range of
different fixed variable costs.

SENATOR THERRI AULT suggested that the |legislature not nove
forward in a pieceneal fashion. He said he thinks whatever the

| egislature does, if it is deenmed sensible and politically
possible, that it be viewed as a package that noves the state
toward success in open season. Legislators are now getting

information on how to evaluate the current system and are
understanding that there is an incentive built into the current
system to get gas into production at high oil prices, in which
case the price of the tax is diluted.

11: 09: 36 AM

ADJ OURNVENT

There being no further business before the conmttee, the
Legi sl ative Budget and Audit Committee neeting was adjourned at
11: 09 a. m
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