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11/ 01/ 07 (S) JUD AT 9: 00 AM BUTROVI CH 205
W TNESS REG STER

DAN DI CKI NSQON, Consul t ant

to the Legislative Budget & Audit Conmttee

PCSI TI ON  STATEMENT: Testified and answered questions during
hearing on SB 2001.

STEVE PORTER, Consultant

to the Legislative Budget & Audit Conmittee

PCSI TI ON  STATEMENT: Testified and answered questions during
heari ng on SB 2001.

MARI LYN CROCKETT, Executive Director

Al aska G| and Gas Associ ati on (ACGA)

PCSI TI ON  STATEMENT: Introduced Tom WIllianms and answered
guestions during hearing on SB 2001.

TOM W LLI AMS, Chair

Al aska O | and Gas Association Tax Conmittee

PCSI TI ON  STATEMENT: Testified and answered questions during
heari ng on SB 2001.

JONATHAN | VERSEN, Director

Tax Division

Depart ment of Revenue

Anchor age, AK

PCSI TI ON  STATEMENT: Testified and answered questions during
heari ng on SB 2001.

JULI E HOULE, Section Chief

Resour ce Eval uati on

Division of Ol & Gas

Depart ment of Natural Resources

Anchor age, AK

PCSI TI ON  STATEMENT: Testified and answered questions during
heari ng on SB 2001.

JACKI E STEWART
Juneau, AK
POSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

TI' M ARNCLD

Juneau, AK
POSI TI ON STATEMENT: Testified on SB 2001 during public hearing.
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DONALD BENSON
Mat anuska- Susi t na Bor ough
PCOSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

MARK SHARP
Fai r banks, AK
POSI TI ON STATEMENT:  Voi ced concerns during hearing on SB 2001.

BUzz OTl S

Great Nort hwest

Fai r banks, AK

POSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

JERRY M CUTCHEON
Anchor age, AK
POSI TI ON STATEMENT:  Stated concerns during hearing on SB 2001.

STU GRENI ER
Anchor age, AK
PCOSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

AVES THOWPSON, Executive Director

Al aska Trucki ng Associ ation

Anchor age, AK

POSI TI ON STATEMENT: Testified on SB 2001 and PPT i ssues.

JASON BRUNE, Executive Director

Resour ce Devel opnent Counci

Anchor age, AK

POSI TI ON STATEMENT: Testified on SB 2001 and PPT.

JEFFREY KNAUF
G rdwood, AK
PCSI TI ON STATEMENT: Testified in support of original SB 2001.

EM LY FORD, CGovernnent and External Affairs Manager
Anchor age Chanber of Commerce

Anchor age, AK

POSI TI ON STATEMENT: Testified on SB 2001 and PPT.

JI' M SYKES
Pal mer, AK
PCOSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

DAWN MENDI AS
Chugi ak, AK
POSI TI ON STATEMENT: Testified on SB 2001 during public hearing.
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SI G RUTTER

PCSI TI ON STATEMENT:

MARY AND JI M ODDEN
Nel chi na, AK

POSI TI ON STATEMENT:
read by Mary Qdden.

MALCOLM RAY
Eagle River, AK

PCSI TI ON STATEMENT:

DANI EL B. W NN
Honer, AK

PCSI TI ON STATEMENT:

KELLY WALTERS

PCSI TI ON STATEMENT:

PAUL KENDALL

PCSI TI ON STATEMENT:

TOM LAKCSH

PCSI TI ON STATEMENT:

MARSHALL BYRD
Anchor age, AK

PCSI TI ON STATEMENT:

GLORI A DESROCHERS
Fai r banks, AK

PCSI TI ON STATEMENT:

JARED HAMLI N

PCSI TI ON STATEMENT:

Bl LL WARREN
Ni ki ski, AK

PCSI TI ON STATEMENT:

JI' M ADAMS
None, AK

PCSI TI ON STATEMENT:

RANDY SELMAN
Wasilla, AK
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POSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

SHANNYN MOORE
POSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

JOHN RANDALL
Wasilla, AK
POSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

STEVE MORAW TZ
Wasi |l a, AK
POSI TI ON STATEMENT: Testified on SB 2001 during public hearing.

ACTI ON NARRATI VE

CHAIR HOLLIS FRENCH <called the Senate Judiciary Standing
Commttee neeting to order at 9:05:24 AM Present at the call to
order were Senators Huggins, MGQuire, Therriault, W el echowski
and Chair French. Also in attendance were Senators Stevens,
Davi s, Wagoner, Geen, Ellis, and Thonas.

9:05:42 AM
SB 2001-O L & GAS TAX AVENDMENTS

CHAI R FRENCH announced the consideration of SB 2001. Menber s
woul d hear from the legislative consultants about net-versus-
gross tax systens and other topics including their reactions to
the nodel presented yesterday by Rich Ruggiero and Bob George of
Gaffney Cine & Associates (Gaffney dine). They' d al so hear
from the Alaska OI and Gas Association (AOGA) on net versus
gr oss. Then a few cleanup matters relating to |egal issues
woul d be addressed; these include the size of settlenments from
l[itigation and royalty versus tax. The adm nistration m ght
provi de input about defining the point of production; a handout
was avail abl e. There also mght be testinmony about sharing
information. Public testinony was schedul ed for the eveni ng.

DAN DI CKINSON, Consultant to the Legislative Budget & Audit
Commttee, concurred with yesterday's testinony about net versus
gr oss. He indicated Conmi ssioner Galvin of the Departnment of
Revenue (DOR) had articulated a nunber of things clearly, and
Gaffney Cine had laid out the reasons a net tax is always
preferable to a gross tax when focusing on investnent objectives
and trying to have a degree of progressivity.

MR. DICKINSON told nenbers he'd always heard that the main
reason for wanting a gross tax is because of lack of trust, that
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somehow conpanies will find a way to increase their deductions
and manipulate it so the state gets nothing. He gave an
hi storical perspective, saying he'd spent seven or eight years
involved with the Anerada Hess litigation, which was related to
royalty under the net system

9:08: 32 AM

MR. DICKINSON, in response to Chair French, said he'd worked as
a consultant on that, building nodels and doing quantitative
work, and then as the |iaison between the litigation team headed
by WI Condon and the settlenent team headed by Julian Mason.
He explained that the Amerada Hess litigation was filed in June
1977, within days of the first oil going into the Trans-Al aska
Pi peline System (TAPS), and it proceeded throughout the 1970s
and 1980s. The case was called Anerada Hess because that
conpany was listed first alphabetically; when that conpany
settled in perhaps 1989, it becane the Arco case because Arco
was |listed next; and when Arco settled, it became Anerada Hess
et. al. because people didn't want to keep changing the title.

MR. DI CKINSON said final settlenent of those issues didn't occur
until 1996 or perhaps 1997. Thus there was nearly 20 years of
l[itigation about a so-called sinple gross royalty. Referring to
a question from Senator W el echowski previously, he enphasized
that this wasn't just fighting about one deduction. There were
huge i ssues. For the first 10 or 15 years, the big issue
related to the value of the oil.

MR. DI CKI NSON observed that now people are accustonmed to having
a publicly reported spot price, futures, NYMEX, and a huge
market in what are called "paper barrels"” that are traded - nuch
| arger than the nunber of liquid barrels traded. I n addition,
there are three reporting-assessnent services to which soneone
can subscribe, and many newspapers publish information. There
is constant talk of "the price of oil." In the 1980's, however,
the so-called official price was typically set by Saudi Arabi a,
al t hough ot her conpanies had official prices. "W didn't know
how much our oil was worth,"” he said, characterizing oil as a
barter gane, a barter business.

MR. DI CKINSON explained that conpanies have production and
refineries all over the world. Rather than taking their own oi

to their refineries, they get oil from the nearest production.
Thus barrels get traded, all over the place. For exanple, one
tanker from Saudi Arabia contained oil that had changed hands 27
times before it hit the @lf coast. There also were price
controls. He recalled in 1980, under President Carter's "phased
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decontrol ," every nonth part of a barrel had a price control on
it and part didn't; every nonth it changed. It was a nightmare
to figure out the val ue.

9:12: 09 AM
MR. DI CKINSON continued with the history, noting Mark Rich was
pardoned for the crine of buying tankers of controlled oil and

selling it as wuncontrolled oil. The controlled price was
per haps $6 or $7, whereas the decontrolled price was $30. "Huge
fights,” M. Dickinson remarked. Under President Reagan,

decontrol went away. But the windfall profits tax came in, with
a series of challenges. For exanple, Prudhoe Bay was controlled
under one regine and Kuparuk under another. This required
tracing the oil. A huge panoply of issues focused around price.

MR. DI CKI NSON added that a small group of DOR auditors grappled
wth that issue for 15 years; sinultaneously, it was grappled

with on the royalty side. It never went all the way to court
because both sides had fairly decent argunents. By the tine
those cases settled out, billions of dollars had been paid to

the state, including interest.

9:13:42 AM
CHAI R FRENCH wel comed Senators Stevens and Davi s.

SENATOR THERRI AULT referred to the dispute over the royalty
val uation; he recalled testinony yesterday that because it is a
contractual arrangenent, litigation m ght take |onger. However
what is being discussed with PPT - known as both the petrol eum
production tax and the petroleum profits tax - relates to a
sovereign entity carrying on its duties. Thus there is hope
t hough no guarantee, that the litigation track on that would be
| ess, because the courts give the agencies admnistrative
di scretion.

MR. DI CKI NSON responded that he believes the record woul d al nost
exactly prove Senator Therriault's point. Noting he was talking
about information in the public record, M. Dickinson said if
one | ooks at price control and the "bubble era"” until the price
crashed in 1986 - the first ten years of Alaska North Slope

(ANS) production - two cases, involving BP and Arco, were
resol ved earlier than Anerada Hess. But for Exxon, the third
maj or producer, it took a couple of years longer to finalize

settlenent of the tax issues than for Anmerada Hess.

MR. DI CKI NSON added that said he was being a little sinplistic,
because Anerada Hess had TAPS as the first big issue; then the
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pricing issue, which dom nated that; and then the tanker issues.
I n conclusion, however, he agreed it can go on a quicker track
for tax issues.

SENATOR THERRI AULT surmsed that instead of arguing over a
definition of price or delivery point, for instance, the
standard is whether the tax system is fair or whether it is
applied in an arbitrary or capricious manner; if not, the
decision typically goes with the sovereign entity.

9:16:15 AM

MR. DI CKINSON replied yes and no. If the statute uses a term
like "price" or "value," the question that arises is what was
meant . Those words still have to have neaning brought to them
and the governnent doesn't automatically prevail over the
t axpayer. There is a question of who has the burden of proof
and so forth.

MR. DICKINSON referred to Spencer Hosie's nmeno, saying he was
tal king about how long one goes through the internal process.
In support of Senator Therriault's point, M. D ckinson recalled
that M. Hosie had said once sonething |eaves what was then the
office of tax appeals - now the administrative |law judge - and
goes to court, it is just like any other court dispute, wth
di scovery and so on. It may not be like a contractual dispute
but the state is essentially just another party in court along
with the defendant. The case he'd nentioned earlier would have
nmoved t hrough the internal appeals nore quickly.

9:18: 02 AM

SENATOR W ELECHOWSKI asked whether there are regulations in
effect that deal with wite-offs under the net-profit section in
the royalty statutes, AS 38.05.180.

MR. DI CKINSON affirned that.

SENATOR W ELECHOWSKI asked where those regulations are in the
Al aska Admi nistrative Code (AAC). He suggested M. Dickinson
could tell himlater.

MR. DI CKINSON said those regulations are specifically referenced
in the PPT aw as a standard the state can consider, anong ot her
t hings, when witing its regulations for the tax.

SENATOR W ELECHOWSKI expl ai ned that he has been hearing concern
from people in his district about |ease expenditures as they
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relate to the deductions. He said there are no regul ations,
al t hough regul ati ons were prom sed | ast year within 30 days.

MR. DI CKINSON replied he wasn't sure it was physically possible
to doit in 30 days. The m ni num process i s about 120 days.

SENATOR W ELECHOWSKI recalled hearing they'd be rolled out
wi thin 30 days.

9:18: 50 AM

MR. DI CKINSON said there are regulations in place that deal with
| ease expenditures, although they mght not deal wth great
specificity for those portions. |In further response, he said he
bel i eves those are part of the AAC, fully adopted.

SENATOR W ELECHOWSKI asked whether work currently is being done
on new regul ations to further define | ease expenditures.

MR. DI CKI NSON answered that those specific concerns were put off
"for a phase two." \Wat is expressed in the current regul ations
may be viewed as nore general

9:19:49 AM

SENATOR W ELECHOWSKI explained that the concern relating to
| ease expenditures is this trenendous gray area of what is or
isn't a cost. He asked about ways to tighten it in the current
| egi sl ati on. He asked whether it is possible to tie either the
regulations or auditing requirenents to federal Securities
Exchange Commi ssion (SEC) and Internal Revenue Service (IRS)
filings. Those are nmuch stricter, wth heavier penalties.

MR. DI CKINSON answered not only is it possible, but to the

extent it's feasible, "we've done that." Because the SEC and
| RS are federal agencies, what exists is a negative test. For
exanple, a conpany cannot get a capital credit unless it told
the federal governnent it was a capital investnment. Typically,

conpanies try to nove things to the expense side to get an
i mediate wite-off; for something |abeled "capital”™ there is no
wite-off until it is placed in service, and then there is a 5-
or 6- or 10- or 19-year wite-off.

MR. DI CKINSON noted a conpany |ooks at its worldw de expenses.
The problem is how to parse Al aska expenses from non-Al aska
expenses, because the SEC and IRS don't really care. The large
conpani es have interrelationships in certain fields in Al aska,
and thus they'll look over their shoul der and audit expenses of
the other conpanies. He said this was one attenpt to get at
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that problem Clearly, there are places where that doesn't
work, such as Badam and MIlne Point, which are owned
100 percent by BP; there is no second-guessing there, and nobody
| ooki ng over the shoul der.

MR. DI CKINSON said people can also create scenarios, such as:
What if Exxon agrees to overpay in Prudhoe Bay, neaning the
State of Al aska bears the brunt, and then they get it back in a
different field Exxon operates for BP? He personally believes
such behavior isn't seen frequently. Rat her, auditors from
Exxon typically look at Prudhoe Bay with respect to keeping
costs down.

9:23:32 AM

MR. DI CKINSON suggested what one oil conpany is wlling to
rei nburse anot her conmpany for is a pretty good standard - though
not perfect - of how to capture the costs, looking at the
tensions that exist anmong these different conpanies. He added
that when the departnent wites regulations, he isn't sure how
much nore specific it can get. He expressed hope that the
departnment's list won't be ten pages |ong, because sonme of those
will be vague and folks wll have to figure out whether
something is included or not.

SENATOR W ELECHOWSKI noted the statute says producers' |ease
expenditures for a cal endar year include costs. The question is
how to define costs to be witten off, although there is sone

gui dance and statutory reference. He said this is a highly
i mportant area, and he didn't know that the comrttee had spent
enough tine on it. Potentially. $1 billion could be coming to

the state and yet a conpany could claimcosts of $800 nillion to
wite off.

9:25: 25 AM

MR. DI CKI NSON responded that the |anguage says costs have to be
actual, direct, ordinary and necessary - which ties to the IRS
filter - costs of exploring for, developing, or producing oil or

gas. In sonme sense, it's a broad category, everything necessary
to find the oil, get it out of the ground, and get it into a
pi pel i ne. But it doesn't include the kinds of things people

have tal ked about such as | obbying costs, donations, and so on.
SENATOR W ELECHOWSKI replied, "W've asked DOR about that and

they said, 'Wll, we don't think it is, but we can't really say
for sure.'”™ He reiterated that it is a big gray area.
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MR. DI CKINSON responded that he believes DOR s question was
whet her those have been included in the costs the conpani es have
filed. He indicated the departnent doesn't know because it
hasn't audited yet. He clarified that he'd been tal king about
whether, if DOR found those things, it could sinply say they
weren't all owed. He opined that appeals officers and everybody
who has read the statute should hold the departnent up on that,
agreeing it was inappropriate. Rather than what is or isn't
i ncluded, he was saying what should or shouldn't be, and an
audit would reveal how closely those two match.

9:27: 07 AM

CHAIR FRENCH noted it is easy to neasure gross value at the
poi nt of production. But the new variable, the new black hole
is costs, which were 100 percent over what was projected. Wat
if they're wong again? He said he didn't know whether the
| egislature had the political will to cone back and tinker with
the system once again, and a m stake m ght remain for a decade.

MR. DI CKINSON highlighted two possible interpretations of a

100 percent increase in costs. One is that folks got together
and found invoices they hadn't found before; such issues wll be
addressed by the auditors. The other is that as prices rose

dramatically, those who provide things to oil service conpanies
rai sed prices, and conpanies wanting to get production on line
qui ckly met those prices; thus the econonmic wealth flowing from

having a comodity sell for $80 a barrel - when the investnent
was nmade with an expectation of $30 - was distributed to
everyone who served that industry. He said if the cost

structure has indeed gone up, the state needs to understand
that; it clearly wasn't anticipated previously.

MR. DICKINSON added that the comm ssioner was articulate in
pointing out that if there were a gross tax that couldn't
accomobdat e such change, possibilities mght be elimnated for
developnment in areas that weren't anticipated. Thus it is
important to distinguish between costs rising inappropriately,
which auditors can ferret out, and rising as an unanticipated
consequence of this being a new world, with $90 oil.

CHAI R FRENCH asked M. Porter to comrent on net versus gross and
other aspects of the tax system being contenplated. Then he
asked to hear from M. Porter and M. Dickinson about the nodel
presented yesterday by Gaffney Cine, including internal rates
of return (IRRs) on North Slope production, at |east for Kuparuk
and Prudhoe Bay.
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9:29: 55 AM

STEVE PORTER, Consultant to the Legislative Budget & Audit
Commttee, reinforced what M. D ckinson had said, noting PPT
may have worked exactly as it should have, but "we just were

surprised by the nunbers.” The conpanies can't just come up
with $800 million out of the air. It nmust be actual costs. The
padding will be when they take actual costs from Houston, Texas,

or another project that is marginally related. The question is
whet her there is a direct rel ationship.

MR. PORTER said he'd never seen an audit where the auditor
didn't disallow sonething. A percentage of items wll be
di sal | owed, based on a di fference of interpretation

Corporations are corporations. They' Il look at the |aw | f
they think a cost may be allowed, they'Il put it in. The
state's auditors wll then look at it and may interpret it
differently. This is a common debate.

MR. PORTER noted each tinme a tax is changed, a level of |ega
uncertainty is created, new interpretations of the |aw It is
to be expected, whether the system is gross or net. The
responsibility with respect to this law is to tighten the range
of things over which there mght be a difference of opinion.
Over the next four or five years, nore certainty will be created
t hrough regulation and litigation. He said it isn't an area he
i s concerned about because it takes tine, noney, and process.

MR. PORTER highlighted a Ionger-termneed to build a system that
stands the test of tine. In his world, that neans 15 years

Whether it's gross or net, the need is for a system that works,
not worrying about gam ng. He said gam ng doesn't occur. \Wat
occurs is people looking out for their own best interests. | f
that occurs, it will happen over the next four or five years and
then get tightened down to where it isn't as big a problemas in
t he past.

MR. PORTER cited oil and gas settlenments as an exanple where

there have been huge fights but a small differential. Al though
the present concerns are valid, he enphasized naking sure the
tax is right. It will bring in many billions of dollars, while
the fights wll be over mllions of dollars. Thus the
| egi sl ature nust recognize the perspective and get the structure
right, ensuring conflict is mnimzed after that. If this is

done, legislators will have done their job.

9:35:19 AM
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CHAI R FRENCH said 15 years strikes him as about the best one can
hope for. In his view, the last significant change was in 1989,
and around 2004 it was tine to make a change. Better late than
never, he added.

CHAI R FRENCH wel coned Senat or Wagoner.

SENATOR THERRI AULT renmarked that the desire to achieve that 10

to 15 vyears - wthout being able to anticipate price,
production, whether it is heavy oil, and so on - has really
factored into his noving from gross towards the net. He

recalled testinmony that a highly workabl e gross-based system can
be perfect for today's scenario with respect to price and
production and yet get out of balance in a year or five years.
Thus it seens the net nechanism is a large part of trying to
achieve 10 or 15 years' worth of stability, because the system
internally corrects for those little things and hopefully treats
both sides fairly so stability can be achieved. He asked
whet her that is true.

9:37: 00 AM
MR. PORTER answered that when he cane up here, he was thinking
about progressivity, initially thinking perhaps it doesn't

matter whether it is a gross or net tax. The nore he works with
the nunbers, however, the nore what Senator Therriault was

tal ki ng about occurs: The gross is nore static, and the net
allows the tax itself to be nore stable for a |longer tinme period
before getting into a discontinuity - a lack of balance -

bet ween what the state and the industry are receiving. Thus he
is now supportive of a net system from a progressivity
standpoint. It provides the nost flexibility.

SENATOR HUGA NS offered an analogy to football posed by sone of
his constituents, concluding that a net system allows sone
dexterity and flexibility so the teamisn't stuck wth whatever
play was called in the huddle.

9:38: 51 AM
SENATOR McGUI RE gave an anal ogy of individual property tax based
on how many inprovenents are nade to ones' house, with a higher

rate unless inprovenents are nmade. The flat rate is like the
gross-based tax, paid no matter what. It is sinple, but there
is no incentive to rmake inprovenents. She highlighted

incentivizing behavior with carrots and sticks, saying hyper-
progressivity is fine, since nore is taken when conpanies nake
nore, but it ought to be based on net.
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CHAIR FRENCH concurred, suggesting inportant "sticks" to
mai ntain are an aggressive auditing capability and aggressive
penal ti es. He cited the IRS as an entity that puts a little

fear into people's mnds about taxes. He estimated that
wor | dwi de Exxon nakes $100 million in profits daily. Requi r ed
is a penalty commensurate with its financial standing. When

| ooking at the broad picture, therefore, the |egislature should
keep everyone on the straight and narrow through auditing
capabilities and penalties.

SENATOR W ELECHOWBKI returned to direct costs. He referenced
AS 43.55.165(b)(1)(A), Section 57 of Version A of the bill,
which read in part:

(b) For purposes of (a) of this section,
(1) direct costs include

(A an expenditure, when incurred, to
acquire an itemif the acquisition cost is otherwi se a
direct cost, notw thstanding that the expenditure may
be required to be capitalized rather than treated as
an expense for financial accounting or federal incone
t ax purposes;

He expressed concern that this |anguage allows a capital itemto
be treated as an operating expense.

MR. DI CKI NSON explained that when a dollar is spent, whether
capital or operating, it is allowed as a deduction. Under
current law, 22.5 cents of that conmes out of the state's pocket.
The conpany immediately deducts both capital and operating
costs. For capital costs, then, there is an additional credit.
But in that first rank they're treated identically.

9:43: 34 AM

SENATOR W ELECHOWSKI asked about tightening the |anguage to
define operating expenses as defined by general accounting
practices, rather than as costs.

MR. DI CKINSON opined that "we have a tighter standard.™ There
are generally accepted accounting principles and the "ordinary
and necessary" test used by the IRS. He said he believes
"ordinary and necessary" wll be a tighter standard. But

there's always a question of whether to | ook at book or tax, and
there are different sets of rules for various things.

MR. DI CKI NSON expl ai ned, "What we opted for, in general - and I
think you'll see this in the regulations as well - is to |ook at
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the tax rules and tax timng, when that was available." The
generally accepted accounting standards won't help in figuring
out what's an Al askan cost and what isn't, for exanple, because
those deal with how a conpany reports its operations and its
bal ance sheet to the rest of the world.

SENATOR W ELECHOWSKI noted Section 56 of Version A of the bill
page 46, talks about a reasonable allowance for the cal endar
year as determ ned under regulations by the departnent.

AN UNI DENTI FI ED SPEAKER said it's Section 19 of Version M which
is CSSB 2001(RES); the language is on page 16. Lines 9-11 read:

(2) a reasonable allowance for that cal endar
year, as determ ned under regulations adopted by the
departnment, for overhead expenses that are directly
related to exploring for, devel oping, or producing, as
applicable, the oil or gas deposits.

SENATOR W ELECHOWSKI interpreted this to be defining it in
regul ati on such that a reasonable allowance for directly rel ated
overhead is 9 percent. But it doesn't say what a directly
related expenditure is when it cones to overhead. He asked
whet her the commttee mght want to tighten it up.

9:46: 08 AM
MR. DI CKI NSON asked whether he was referring to the 9 percent,
to the Departnment of Natural Resources (DNR) regul ations.

SENATOR W ELECHOWEKI affirmed that.

MR. DICKINSON said nost of the rest is saying, "Here are the
direct costs."” He apologized that he didn't have it in front of
hi m He said it is carefully defined, because otherwise it's
not allowed. Wen identifying what's allowable, usually one is
al so defining what's direct. Typically, everything allowed gets
that 9 percent narkup. There isn't really a third category of
things that are all owed but not considered direct.

9:47: 03 AM

SENATOR McGUI RE asked whether joint or conmon costs are excl uded
currently. She referred to page 4 of a neno from Spencer Hosi e,
forwarded by Marcia Davis. Senator McQuire noted the discussion
was about potential conplexities of admnistering a net tax,
including that, through tine and evolution, a heavy audit wll
probably ferret out a |lot of these things. One concern would be
i nappropriate joint or common costs that a company may pass on.

SENATE JUD COW TTEE -16- Novenber 1, 2007



She asked whether there is a way to specify that a direct cost
excl udes a percentage of those, or sone other definition.

MR. DI CKINSON agreed it's possible, but the problem would be
defining joint costs, figuring out how nuch is applicable and
how much isn't. Wth respect to PPT, he said he'd personally
spent a year and got to neet sonme of the world s experts on
joint costs because there was a central gas facility that was

making things for production as well as for sale. For this
billion-dollar facility, the largest of its kind in the world,

they'd had to figure out whether each bolt or nut was
deduct i bl e. This is one reason the legislature passed a |aw

that said there is a circle drawmm around the North Slope and
that all the operations there are deducti bl e.

MR. DI CKINSON surm sed an issue mght occur if a conpany has a
strategic initiative to nonetize heavy gas and has a bunch of
scientists that spend six nonths in Alaska working on the
project and have another denobnstration plant in Calgary, for
I nst ance. Sonmebody would have to figure out how much of their

time is Alaskan and how nmuch isn't. He'd rather have an auditor
do that - with a general prescription that says it has to be a
direct cost of developing, finding, or producing - than to say

joint costs will be split 50-50.

9:50:11 AM

SENATOR MGUI RE asked about creating a rebuttable presunption
that joint or commobn costs are excluded and it is up to the
conpany to prove otherw se. The burden would be on the conpany.

MR. DI CKI NSON said that could be done, but the issue won't be to
exclude them They won't cone in unless they actually have sone
relationship to Alaska; then the question would be what
per cent age applies. He opined that it isn't desirable to say
that if a conpany decides to develop heavy oil and thus spends
half its time looking at Alaska and half |ooking at another
heavy oil deposi t el sewher e, then Alaska would exclude
100 percent of those costs.

SENATOR McGUI RE agreed, saying that is a great anal ogy. Any
conpany's pronotion of devel oping heavy oil, even worldw de, may
ultimately benefit Al aska. However, in the exanple where half
is in Calgary and half in Alaska, clearly the state wouldn't
want to allow for the deduction in Calgary. She again asked:
Gven that the state doesn't have the resources - although it
will try to hire nore expert auditors - what about shifting the
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burden of proof to the conmpany, with a rebuttable presunption
agai nst joint or common costs?

9:51: 59 AM

MR. DICKINSON reiterated that it could be done, but there'd be
separate fights about whether sonmething was a joint and common
cost. There are lots of debates about the point at which sone
common elenents truly beconme common costs, rather than just
corporate overhead that the state excludes. Wil e seeing
Senator MQ@ire's point, he expressed concern about the
applicability. However, the case just tal ked about is one where
it mght work.

SENATOR W ELECHOWSKI referred to Section 20 of Version M
page 17, lines 8-11, which reads in part:

(B) standards adopted by the Departnent of
Nat ural Resources that determine the costs, other than
items listed in (e) of this section, that a |lessee is
allowed to deduct from revenue in calculating net
profits under a | ease i ssued under AS
38.05.180(f)(3)(B), (D, or (E).

He asked how "net profits"” is defined.

MR. DICKINSON replied nost royalties on the North Slope are

under a DL-1 | ease. In the 1980s, people responding precisely
to the concerns nentioned today had asked whether gross-based
royalties are best; they wanted to try net royalties. There'd

be a base rate paid, but also a devel opnent account into which
all costs would go. Wen a profit was finally nmade, the conpany
woul d pay the state some percentage. The bids on that went as
hi gh as 80 percent of those net profits, to his recollection.

MR. DI CKINSON said what this |anguage refers to is the specific
regul ati ons. Mentioning Endicott, a couple of |eases at MIne
Point, and sone left at Kuparuk, he said at the naxi num he'd
guess 7-10 percent of oil production is from | eases defined as
net profit share | eases (NPSLs).

9:54: 56 AM
SENATOR W ELECHOWBKI asked whether there is a definition of net
profits in the regul ations.

MR DICKINSON replied there is a definition of what the net

profit share applies against. These regul ati ons say what costs
can be put into the devel opnent account. There is an inportant
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reason why there are only specific things nentioned. For
exanple, the tinme value of noney is recognized in the net profit

share. As noney sits in the developnent account, it is
multiplied by an interest conponent; there is a carrying cost.
Under PPT, it's explicit that financing costs are not an

al | owabl e deduction. Thus it's alittle different.

MR. DI CKI NSON added that how one | ooks at the value of the oi
or gas is part of DNR s regulations; the amount of profit once
it reaches payout has to do with those things. This is very
different from the standards in the tax statute. The four
sections there focus on cost deductions.

9:56: 17 AM

CHAI R FRENCH asked whether M. Porter and M. D ckinson had been
able to review the nodel presented yesterday afternoon by
Gaffney dine.

MR. PORTER replied no.

MR. DI CKINSON said they'd requested a copy and had heard they
may be able to get it soon. He offered to coment on the
details after seeing it, and said they could comment in genera
now with respect to testinony yesterday.

CHAI R FRENCH noted this conmttee would be forwarding the bill
soon, but wanted to get at |east a general view

MR. DI CKINSON rem nded nenbers about two conclusions drawn by
the presenters of the nodel. First, it perhaps make sense to
have steeper progressivity to capture nore on the upside.
Second, it may nmake sense in this other arena to have a | ower-

based tax rate. He said it is inportant to note that, wunder
current law, investnents are nade with what sone call "30 cent
dollars.” He went to the board to illustrate.

9:58: 55 AM

MR. DI CKI NSON posed a scenario in which he is a conpany deciding
whet her to invest a dollar, |looking at the tax year in which the
i nvest ment woul d be nade. He could deduct that dollar from his
PPT return filed that year, with the deduction at 22.5 percent.

CHAI R FRENCH suggested that the dollar be for steel pipe wth
which to drill a well.

MR. DI CKI NSON expl ained that when he deducts it, he gets back
22.5 cents; his tax bill is lowered that anount. If there is
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5 percent progressivity, the state pays another 5 cents. St ee
is a capital expense, so he gets a credit, another 20 cents off
his tax bill. In an extreme instance, if he has been naking
i nvest ment s bef or e, t here are transitional i nvest ment
expenditures (TIE) credits available; those nust be matched
dollar for dollar by new increnental spending, and since he is
spending this new dollar he gets 10 percent additional credit.
This totals 57.5 cents. He'd spend 42.5 cents out of pocket and
the state would pick up 57.5 cents.

MR. DI CKINSON continued with his illustration. If a 35 percent
federal tax rate is assunmed, not taking into account the ability
to capitalize and take depreciation, the IRS takes 35 percent.
Before that, however, it allows deducting the 57.5 percent,
giving a 35 cent deduction for the out-of-pocket portion. Thus
the federal governnent picks up about 18 cents of that, and his
paynment drops to roughly 23 cents.

MR. DI CKINSON asked who is really spending that dollar. He
answered that it's the State of Al aska, because it's trying to
get investnment by spending 57.5 cents; the federal governnent,
whi ch through the deductions is spending about 18 cents; and the
conpany, spending about 23 cents. The conpany's out - of - pocket
expense would be fairly snmall.

MR. DI CKI NSON asked: Way woul dn't people want to invest under
this reginme? He answered that in year tw, there is no
depreciation and no effect beyond an operating piece. An extra
barrel of oil is generated, and of the profit from that, the
state takes 22.5 percent and the federal governnent takes
35 percent. So the conpany pays a smaller piece, but it isn't
as small a piece as was contributed for the initial investnent.

MR. DI CKI NSON concl uded that for dollars being invested, it's as

if the conpany is investing 23-cent dollars. Those get
recaptured over tine. As that is discounted, when the
recapturing occurs, it's less heavily favored and so the IRR or
net present value (NPV) goes very high because of all this

upfront support fromthe state and the federal governnent.

10: 04: 31 AM

SENATOR THERRI AULT surm sed that the immediate rebate of cash
from the state is what really punps up the conpany's NPV
cal cul ati ons. Those are hard, real dollars returned to the
conpany's pockets inmrediately. The state's benefit is the
additional "22.5 take" on the barrels that then get produced,
year after year, for a nunber of years.
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MR, DICKINSON affirnmed that, saying it's 22 or even the
additional 5 percent. As M. Ruggiero pointed out yesterday, if
the state has a |lower discount rate than the conpanies, it's a
W n-win situation. The imedi ate benefit to the conmpany is up
front, where the discount rate matters nost, and the benefit to
the state, to the conpany's detrinent, is further out, "where
they sort of discount it away and we take full advantage of it."

10: 05: 43 AM

MR. PORTER added it's not so nuch that the conpany gets a return
to its pockets imrediately, because this is all about
expendi t ur es. He said NPV in a layman's world is how nuch |ess
soneone has to spend today for the noney that wll be shared

tomorrow - the shared noney being the state's 57.5 percent, the
federal government's 18 percent, and the conpany's 42.5 percent.
That all has to be put together. |It's nice to have that upfront
benefit, which is the benefit of the net, but as the tax rises
the conpany gets fewer dollars per barrel in those out years

That's the bal ance.

SENATOR THERRI AULT reported hearing that the State of Al aska
under PPT has picked up about 52 percent of the costs, but its
revenue share is only 39 percent; he has been asked where the

fairness is. Under ACES, however - the governor's plan called
Al aska's Cear and Equitable Share set forth in the original
SB 2001 - it was pitched to him that the rebalancing is this:

The state's share rises to 44 or 45 percent, to his belief,
while the state's share of costs cones down. Thus it's nore of
a match. He asked if the testifiers could verify those rough
nunbers.

MR. PORTER replied he couldn't testify directly as to the
percent ages because he didn't know what nodel generated them
In principle, though, one can go back to "a low price world and
a high price world,” since the percentages change around the
worl d based on that due to progressivity. In a high oil-price
world, not a high cost world, the state definitely wants that
i ncreased percentage because it doesn't hurt as badly and the

state wants a fair share. In a low price world, that
progressivity drops out and the state's percentage drops as
wel | . This is the desired bal ance. It actually works. He

added that in a high price world, the state wants to get a fair
percentage while not hurting nore high-cost environnments such as
West Sak where the desire is to help out; the net allows this.

10: 08: 28 AM
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MR. DI CKINSON added he'd have to look at the nunbers, but the
effect Senator Therriault had nentioned would be happening
directionally. Under ACES, in this exanple, 20 percent would
drop out immediately; a little bit nore would be picked up by
the federal governnment; the progressivity might be a little
different; and then, with respect to the terns of recovery |ater
on, the only increase would be 22.5, going up to 25.

SENATOR THERRI AULT referred to the point that the federa
government woul d pick sonething up. He said if the state drops
off an expense, one would normally think it would shift to the
conpany side. But only a portion of it does.

AN UNI DENTI FI ED SPEAKER affirmed that.

SENATOR THERRI AULT said a portion gets shifted to the federa
treasury. He surmsed Alaskans would agree that if sone
i nvestment costs can be shared with the federal treasury, that's
a wn-win situation in Alaska for a conpany and the state.

CHAI R FRENCH asked whether the testifiers agreed.

MR. DICKINSON said it was absolutely correct. It generally
woul d be 35 percent federal sharing.

10: 09: 50 AM

VR. PORTER said he wanted to reinforce a piece that
M. Dickinson had nentioned as well, in ternms of not only what

t he nodel suggested, but also in comng to the conclusion, from
a practical standpoint, of making sure to keep a low stable
base tax as well as a higher progressivity that better matches
the econom cs of projects "on a broader statenent than the other
way around.” He enphasized capturing the progressivity piece,
but al so having a stable tax base.

SENATOR W ELECHOWEKI noted he'd heard conflicting things about a
| ow base price. Whi | e understanding how higher progressivity
keeps nore noney in Al aska, he'd thought a sonmewhat hi gher base
rate would actually encourage investnment with respect to sone of
the nore difficult fields because there is a higher deduction.

MR. PORTER replied he'd struggled with that after hearing it
yest er day. From a nunber-crunchi ng standpoint, he understands
how one can get there. But if he were the taxpayer and the
state raised his tax so there was higher deductibility, it would
take a dollar out of his pocket and give it to the state. On an
i ndi vidual, unique project basis, it's possible to nmake that
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happen on paper. From a broad standpoint, however, he has a
hard tine with those economn cs. He surmsed that if it were
true on a broad basis, the industry would be here | obbying for
hi gher t axes.

10:12: 18 AM

SENATOR W ELECHOWBKI agreed it doesn't nmke intuitive sense.
But when the net present values were shown, for instance, on a
35 percent tax rate with a higher progressivity than ACES, it
actually had a higher NPV than at a 22 percent tax rate.

MR. PORTER replied NPV isn't the only determ nation of project
economni cs. It's only one elenent that an oil conmpany or any
ot her taxpayer woul d use.

SENATOR W ELECHOWSKI asked M. Dickinson what experience he had
with respect to working with oil conpanies in their boardroons.

VR. DI CKI NSON  answer ed none. He then said it IS
counterintuitive, but he thinks the notion is that one can | ook
at an isolated benefit when the conpany makes the investnent,
but the investnent is going to "peel off barrels" and then it is

"a detriment to those barrels.” Thus there is a need to sit
down and do the math. People have to look at those too. | f
people just could invest with 23-cent dollars, they'd run to do
it. But the other shoe falls at sonme point. The desire is to

find that bal ance.

MR. DI CKI NSON surm sed one lesson to be drawn from the nodel is
that for something like infill drilling - where the risks are as
low as they can be for any project in the oil industry - it
makes sense to add a lot of support at the front end and then
capture a | arger piece on the outer end.

CHAI R FRENCH suggested M. Dickinson could nake a case for a
two-tiered tax structure: one for Kuparuk and Prudhoe Bay
infill drilling, the center of the target, and another for new
exploration that is away from existing infrastructure and is
nore risky because of wuncertainty with respect to |ooking for
new oil .

MR. DI CKINSON answered that one could nmake the case. However,
one could also make the case that judgnents can be nmde about
things and how to do them But one way is to just look at the
doll ars spent. He noted that earlier he'd been going to say
that under the reviled economic limt factor (ELF) system costs
were recogni zed. But there was a proxy created for them
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CHAIR FRENCH said it was a mat hemati cal nodel

MR. DI CKI NSON concurred, saying it was a mathemati cal nodel that
required looking at field size and well productivity, believing
that to be a good way to neasure costs; barrels were excluded so
people could recover their costs. It worked in that people
didn't want to change it for many years. But prices quadrupl ed.
Wereas a few dollars a barrel had been excluded previously, it
becane $50 or $60.

MR. DI CKI NSON added that a proxy for costs never works. It gets

away from the basic idea that spending - provided there are
controls to ensure it is real spending on production or
exploration - is the best way to figure out the tax rate and the

rate at which investnments will be neasured.

10: 16: 14 AM

SENATOR THERRI AULT suggested that relates to this idea of the
old severance tax being basically a gross tax with the ELF
nodi fier, which couldn't acconmpdate the higher price. \Wen the
price spiked upward, the system becane unstable because it
couldn't sel f-adjust.

MR. DICKINSON replied he thinks that is exactly right. It
coul dn't acconmopdate changes in technol ogy. He noted there was
an aggregation order that he signed in January 2005, recogni zing
changes in the field that may not have been anticipated fully
when that structure was created, and how that affected costs

He said all kinds of things can happen that make the proxies or
assunptions less valid over tine. He opined that going to a net
system may not be perfect over all time, but goes a lot further
towards providing stability because it recognizes a whol e range
of changes, so long as those changes are always reflected in the
costs and investnents people are willing to make.

SENATOR THERRI AULT suggested part of it was eval uating whether
it was tine to junp to the new system As the price per barre
rose, people realized it wasn't fair to the state. But then the
price would drop. Turning to the concept of a two-tiered tax
system he surmised that further exploration in the |egacy
fields is as close to low risk as can be seen worldwide wth
respect to drilling and getting extra barrels.

MR DICKINSON said he wouldn't even categorize it as
exploration. It's infill drilling.
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SENATOR THERRI AULT asked: Because the expense of doing that is
| oner, does the net system already have a bit of a differential
tax structure for legacy fields, since with |lower costs there
are |lower deductions and so the effective tax rate that a
conpany pays for that infill drilling is higher automatically?

10: 18: 43 AM

MR. PORTER replied that's exactly what the Gaffney dine
presentati on showed. He said it's not perfect, fine-tuned down
to the penny. Roughly speaking, however, with respect to taxing
cash flow generated from these legacy fields - which he
characterized as the sweet spot, with conparatively |ow overhead
on a per-barrel basis - they get taxed a |ot higher because
their cash flow starts sooner. If it costs $20 a barrel for
expenses, they'll start getting taxed on the cash flow at that
poi nt, whereas the Wst Saks of the world start at $40. Calling
the net an equalizer, he said Gaffney Cine did an excellent job
of presenting that ratio, which actually works in a net world.

SENATOR THERRI AULT asked the consultants to really |ook at the
di fferent conponents, the nmathematical cells in the nodel. He
asked whether, in general, there was any conponent from the
di scussion yesterday that they felt was suspect or needed
provi ng up. He noted that even Chair French had said yesterday
that the nunmbers were fairly eye-popping.

MR. DICKINSON replied that he would repeat the cautions from
Gaffney Cine, the builders of the nodel, that this was taking
infill drilling from one project and soneone else's projection
of the barrels, put together wth sone prices. He said it
wasn't neant to be a universal nodel. He then specified that
his biggest concern would be fol ks drawi ng broader conclusions
fromthe nodel than the data m ght support. |If DNR is using the
data and doing things so these nodels can go for nore projects,
he said that's a great anal ytical tool.

The comm ttee took an at-ease from 10:20:57 AMto 10: 37:28 AM

CHAI R FRENCH wel coned Marilyn Crockett and Tom WIlians of ACGA

MARI LYN CROCKETT, Executive Director, Alaska Gl and Gas
Association, noted AOGA is a trade association for the oil
i ndustry in Al aska. She introduced Tom WIlIlians, who would
present AOGA' s testinony today.

TOM WLLIAMS, Chair, Alaska Ol and Gas Association Tax
Commttee, specified that he is senior royalty and tax counsel
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for BP Exploration (Alaska) Inc. and a forner tax adm nistrator
with DOR, but was speaking as chair of the AOCGA Tax Conmittee

He began by addressing a question asked by Senator McQuire with
respect to a presunption. He read the first two sentences from
exi sting AS 43.05.245, relating to assessnent and collection of
t ax:

If a taxpayer fails to file a return or report
required by this title in the time required by |law or
regulation, or nmakes an erroneous or fraudul ent
return, the departnent shall proceed to assess the
license fees, tax, penalties, or interest and make a
return frominformation that it obtains. An assessnent
or a return subscribed by the departnent in accordance
with this section is presunmed sufficient for all |egal
pur poses.

MR. WLLIAVS said "erroneous"” is the operative word in the first
sent ence. If auditors went in and |ooked at sonething, unless
they were convinced the expenditure was appropriate, they could
disallow it and the disallowance would be presuned correct.
That's also why a jeopardy assessnent that DOR can do is such a
power ful tool. Then there is a categorical disallowance, and
the taxpayer has the burden of showing everything, including
even the parts the taxpayer had satisfied the auditor about.
This is existing law. So there is a presunption of correctness
with the auditor.

10: 39: 51 AM

MR, WLLIAVS turned to his testinony. He explained that AOGA
takes "gross" as referring to a production tax levied on the
gross value at the point of production as defined in AS
43.55.900(12). The prior ELF-based tax was such a gross tax.
Furthernore, AOGA take "net" to refer to a production tax |evied
on the value that renmains after subtracting the operating and
capital costs of the oil and gas operation from the gross val ue
at the point of production.

MR. WLLIAMS said the present PPT is an exanple of a net tax,
with the |ease expenditures, as defined in Section 165 of the
statutes, being the costs deducted from the gross value to get
this taxable production-tax val ue. O the production-tax val ue
under PPT is equivalent to a value at the rock face, where the
oil flows into the well and is severed fromthe reservoir.

MR. WLLI AVS suggested the fundanental question with respect to
gross versus net isn't about which tax can generate nore revenue
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for the state. | f one tax generates "x" dollars, it is always
possible to find a rate for the other tax that generates a like

amount . I nstead, the question is how realistic the production
tax should to be in ternms of its effects on the real world. Ql
and gas aren't renewable. No new oil or gas is created to

repl ace what's being taken out of the ground. Consequently, the
nore that is renoved from a reservoir and produced, the nore
difficult and expensive it becones to produce the next barrel of
oil or cubic foot of gas from what remains.

MR. WLLIAMS highlighted the huge resources of viscous and heavy
oil known to exist on the North Sl ope. Because of the physica
characteristics of the oil itself and the reservoirs where it's
found, the oil is physically difficult to produce, starting with
the first barrel. Viscous oil - which flows nore slowy than
conventional oil but can still be pushed through the rock into
the wells by injecting water - is primarily found in the West
Sak formation. The West Sak rock is crunbly; a lot of fine
particles of rock are entrained in the oil as it flows into the
well and then turns into an oily sludge. This sludge has to be
renoved from the oil at the surface. It nmust be handled and
di sposed of with great care, since it is a hazardous nmateri al
for purposes of healthy, safety, and environnental |aws.

MR. WLLIAVS described heavy oil as too thick to be pushed

through the reservoir rock by water injection. It is found in
the Ugnu formation not far below the permafrost. One prom sing
technol ogy for producing this oil involves getting the reservoir
rock to flow like a stream of sand into the well, carrying the

oil with it, and then separating out the oil at the surface.

10: 43: 14 AM
MR. WLLIAVMS pointed out that the same health, safety, and
environnental issues for hazardous materials apply to the

handling and disposal of this sand, which translates into high
production costs, even as production starts.

CHAI R FRENCH asked if West Sak oil is lighter than Ugnu oil.

MR WLLIAVS affirned that. Continuing, he said if the state
didn't want to take such factors into consideration, it m ght
levy a flat tax of "x" cents a barrel over a thousand cubic
feet. Sinmple to administer and forecast, it would resenble the
gross tax discussed. But the discussion here is about gross
versus net.
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MR WLLIAVMS showed a graph illustrating production econonics
for a hypothetical conventional oil field, with a tax on gross
val ue. Five bars depicted the economcs of the field in five
stages of its life. Al so depicted were the state's one-eighth
royalty on the gross value; a flat gross tax; and operating

costs for the field, which rise with time as the oil 1is
depl et ed. In the mddle was an area representing what is |eft
for the producer - in this case, the net operating nargin.

10: 46: 42 AM

CHAI R FRENCH sai d nenbers recogni ze that expenses generally rise
over tine. He asked, however, whether the tiny expenses shown
at the beginning of the illustration take into account the
enornous upfront capital costs of getting to this stage. He

then surmsed it is fromthe first day of production forward.

MR WLLIAVS affirnmed the latter, saying the point is that it

starts off wth those costs. This is shown in percentages
because it holds true no matter what price is assuned. It shows
that costs rise over tine and consune increasingly nore of the
value of the oil. A field will continue to produce until it

starts losing noney on a cash-flow basis. This is barring sone
catastrophi c event such as what happened in 1933 when a refinery
next to the Katalla field, Alaska's first oil field, burned
down, elimnating the way to turn that oil into the kerosene
needed by mners; the field was never used agai n.

MR WLLIAMS continued with the gross-tax graph, showng a
section that depicted a |oss. Up to that point, wealth is
created by producing the oil and gas. Beyond that, wealth is
destroyed by continuing to operate. He said given the enornous
chal l enge that Al aska faces from the decline in North Slope oi
production, one great concern is the effect on investnent as a
field s operating margin is increasingly squeezed by rising
production costs per barrel.

MR. WLLIAVS said while the actual operating margin for the rest
of the field isn't usually a significant factor in the economc

anal ysis for new investnment, the graph can illustrate a genera
deterioration in the quality of new investnents available as a
field ages. For instance, drilling 100 or so infill wells |ast

year added about 70,000 barrels a day to North Sl ope production.
But drilling 100 such wells next year might only add 60,000 a
day; the year after that, it m ght be only 50, 000.

10: 50: 09 AM
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MR. WLLIAVS continued with the gross-tax graph. He said as

margins of increnental investnents becone squeezed, as that
quality deteriorates, fewer and fewer investnent opportunities
remain that are economcally viable. If all North Slope

i nvestnment opportunities in a conpany's portfolio resenbled
Bar 1 in the graph, the conpany would likely go forward with all
the investnments it could; it illustrates a situation not unlike
Prudhoe Bay when it first canme into production and ranped up to
1.5 mllion barrels a day. As the opportunities |ook
increasingly like Bar 2, a conpany still would take nbst, but
not all, of the investnents; the cash m ght not be available to
invest in themall.

MR. WLLIAVS said as the portfolio begins to resenble Bar 3, the
conpany clearly would start having fewer and fewer commercially
vi abl e opportunities; the margin would start to be one-third to
one-quarter of the value that the barrel represents, and
al t hough sone still would pencil out - because of the tine value
of noney, for instance - there'd increasingly be nunbers such
that this timng effect wouldn't be enough. If opportunities
look like Bar 4, with a thin margin, perhaps no investnents
woul d be made. And certainly the conmpany wouldn't be investing
if they look Iike Bar 5.

MR. WLLIAMS contrasted this with what happens when the tax is
on net value, like PPT. He showed a graph depicting the sane
hypothetical field and five stages of rising production costs
For this net tax, by design it starts out with Bar 1 equaling
the gross tax on the first graph. But as the field ages, each
bar on this new graph has a smaller tax segment.

MR. WLLIAMS noted even in Bar 5, a very late stage in a field's

life, there is a positive operating nmargin. Al'l other things
being equal, a net tax allows production to continue |onger than
it would under a gross tax. Furthernore, if investnent

opportunities resenble Bar 1, a conpany would likely try to make
as many investnments as it can. Each succeeding stage is better
than in the earlier graph because of the greater margins. | f
there is a better portfolio of opportunities, a conpany 1is
likely to nake nore investnents at each stage of a field' s life
t han under a gross tax, he concl uded.

10: 54: 02 AM
CHAI R FRENCH asked whether the illustration holds the price and
vol unme the sane across the years.

SENATE JUD COW TTEE - 29- Novenber 1, 2007



MR. WLLIAVS replied that because it's using percentages rather
than dollar anobunts, the point holds true regardless of price.
As fields are depleted, they reach these various stages in their
lives regardless of what the price is. It will only be a nmatter
of how long it takes. In further response, he said if there is
a long-term sustained high level in the value of oil or gas, it
tends to reset the clock back wth respect to the graph.
Conversely, a sustained period of low prices tends to accelerate
it forward

CHAI R FRENCH asked if it could go fromBar 1 to Bar 5 in a year
MR. WLLIAMS said hopefully not, but in theory, yes.

10: 55: 26 AM

SENATOR THERRI AULT surm sed the change in price mght nove the
mar gi n back one bar for a year or two, until the costs caught up
and squeezed the margin.

MR. WLLIAMS affirmed that, but didn't know whether it would be
a year or two or a longer period of tine. It would depend on
the econom cs tal ked about by M. Dickinson. A sudden increase
in demand because of high oil prices mght accelerate the rise
in the price of goods faster than nornmal. But it doesn't
necessarily happen; it depends on how fast the oil price changes
and so forth.

MR. WLLIAVS closed by indicating the decline of North Slope

production is the greatest challenge facing Al askans. He said
the only way to slow the decline and soften its inpacts is to
make investnments to produce nore oil. As shown, a net tax wll
result in nore investnents than a gross tax wll, other things
bei ng equal . That's the reality Al aska faces. This isn't the
first legislature to grapple with this reality, and probably
won't be the |ast. Al'l the industry can do in this process is

to explain what the real-world effects promse to be from tax
policies. The policy choices are up to the |egislature.

MR, WLLIAMS said whatever is chosen, the industry will conply
and continue to do business in Alaska, striving to unlock the

great potential Alaska still has. But it is known that one
choice wll allow the industry to do nore than the other wll,
bet ween gross and net. He expressed hope that the legislature

wi Il choose the better one.

10: 57: 50 AM
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SENATOR THERRI AULT noted a net system self-corrects and so on.
He recalled yesterday's presentation by Gaffney Cine and the
nodeling of this system including the slowng of the decline,
acknow edging that the bulk of the known resource on the North
Slope is in those legacy fields, and nodeling the nunbers for
squeezing out the additional heavy and viscous oil. He asked
M. WIlianms whether he had any criticism of the nunbers shown
yesterday with respect to such a net system

MR, WLLIAVS replied AOGA hasn't yet reached a position to be
able to answer that. He offered to try to respond in a tinely
manner for this commttee. He noted nenbers could ask him about
what was going on in the 1970s and 1980s, the tinme period
M. Dickinson had discussed; he'd had to work with that and
could provide sonme historical facts. As for testifying in
response to Gaffney Cdine's presentation, however, he'd been
preparing his testinony at the tinme and thus wouldn't be able to
comment personally either.

10: 59: 42 AM
CHAI R FRENCH said he appreciated the |ate-breaking nature, but
it is the same for the legislature, which needs to produce a

bill wthin 30 days. The information shown yesterday was a
revelation for many. It was |ike peeling the skin off the
clainms heard about relative risk and investnment needs. For him
at least, it showed what the rate of return is, and it was
stunning. He suggested before too long it will be time for AOGA
and other industry representatives to tell legislators what, if
anyt hing, was wong with those nunbers and why a higher tax rate
doesn't fairly conpensate the state and still allow for enornous
rates of return for conpanies, at least in the center of the
target - the 70 percent range that is represented by infill
drilling in the | egacy fields, Prudhoe Bay and Kupar uk.

MR WLLIAVS replied that in ternms of specific nunbers, they're
as good as the assunptions that went in behind them He had no
i dea whether those assunptions were explicitly shared yesterday
or would becone avail abl e. But AOGA's comments would be of a
gqualitative nature, rather than quantitative.

CHAI R FRENCH responded that he has a disk with the nodel on it
and a disk has been given to BP to anal yze. Furthernore, he'd
been encouraging the admnistration to put the nodel on the
Internet so every Alaskan can |look at it and twrl the knobs.
If there is a profits-based tax, then the State of Al aska
becomes a partner, at sone |evel paying the industry back for
the investnments it's making. The price of that, to him is
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openness: "W see your nunbers, you see ours." That way, it
will be known that the parties are being fair to one anot her.

SENATOR W ELECHOWBKI agreed as a policy nmker, saying if there
is acriticismto that nodel, he wants to hear it. To him that
nodel was extrenely conpelling - seeing that capi tal
expenditures (CAPEX) and operating expenditures (OPEX) could be
i ncreased 200 percent at a 15 percent discount rate, there could
be a 30 percent tax rate and 0.5 progressivity, and still
there'd be rates of return in the 50 percent region. If the
nodel is wong, he wants to know, because that nodel will factor
heavily in his decision about what to do with respect to the
val uation rate.

M5. CROCKETT replied AOGA woul d be happy to | ook at the nodel
Al though they'd not been present yesterday and didn't have the
benefit of the slides, there is a hard copy avail able. She
requested a disk as well, to ensure all AOCGA nenbers get a
chance to |look at not only the nunbers that can be tweaked with
the "knobs," but also the structure of the nodel itself, the
mat hemat i cal equations, evaluating whether the risk factor is
part of this consideration, how the heavy oil plays into it, and
so on, which she surm sed were di scussed yesterday.

11: 03: 24 AM
SENATOR HUGA NS announced the Senate Finance Committee would
i ke to hear ACGA's ongoi ng analysis or any critiques.

SENATOR THERRI AULT recalled that sonme nunbers around which the
nodel was built canme from part of AOCGA' s testinmony. He said he
believes the state and the legislative consultants are pulling

information from all different sources. He agreed wi th Senator
W el echowski that the information will shape people's opinions
if not here, then certainly in the Senate Finance Commttee.
Gven that AOGA is a "consensus organization,"” |egislators

certainly want to hear fromthem

SENATOR THERRI AULT noted the nodel specifically tal ked about the
| egacy fields. He recalled he'd asked questions yesterday
relating to the belief that those are where nost of the value is
and the desire to ensure that whatever is set works both there
and for the satellite fields and those beyond the existing
i nfrastructure.

MR. WLLIAMS replied he doesn't know what the nodel said about

| egacy fields, but there are different kinds of investnent that
have been described, including the renewal investnent, the
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infill drilling investnment, and the heavy oil investnent. The
bulk of the heavy oil is wunder what are defined as |egacy
fields. He surmsed that was covered yesterday, but didn't know
whether it was "one size fits all,"” for exanple.

11: 05: 39 AM

SENATOR McGUI RE said she thinks AOGA ends up being the perfect
organi zation to put this into perspective for the |egislature.
New entrants, heavy into exploration, have one position.
Operators of the legacy fields have a different perspective.

And AOGA houses all those opinions. Even if it occurs in the
Senat e Finance Conmittee, she'll be highly interested in hearing
from ACGA.

SENATOR McGUI RE enphasi zed not wanting to put anything in place
that will inpair developnent; it may not be "one size fits all,”
a concern that has been discussed. There also is the
perspective that it's too conplicated to do two separate systens
of taxation. She suggested the need for nore detail, since the

commttee is |looking nore towards the net system and how it wll

i npact developnent for future generations and wth each
i ndi vidual type of industry. She opined that AOGA is the best

entity to do this, since it would be better than hearing from
i ndi vi dual conpani es that m ght be biased.

M5. CROCKETT said AOGA is happy to answer any questions they
can, within the constraints of a trade association organi zation
for which antitrust provisions prevent talking about costs, for

exanpl e. They don't talk about sales, price, or costs within
the confines of the association. But that doesn't nean AOCGA
can't - at a higher level, wthout getting into that I|evel of
detail - pass sone judgnent and provide sonme counsel based on

their perspective and on the industry's perspective regarding
t he proposals before the commttee today.

SENATOR THERRI AULT surm sed AOCGA, as a consensus organi zation,
has come to a consensus on the ads shown around the state.
Characterizing the legacy fields as the goose that l|ays the
golden egg for the state and industry in Alaska, he said the

claimis that what is being contenplated will kill that goose.
However, people who've worked in the industry have put together
nodel s show ng: 1) it isn't close to the tipping point with

regard to that production and 2) the rates of return, even wth
what is anticipated and tal ked about, are such that any conpany
woul d decide to invest the next dollar to produce new barrels of
oil. Suggesting the clainms in the ads therefore mght not be
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true or mght not befall the state, Senator Therriault said
heari ng some comment in reply would be useful.

11: 09: 31 AM

M5. CROCKETT replied that a nunber of ads are being run and so
there may be sone confusion about which ones AOCGA is running.
That aside, the focus of AOGA s advertising or educational
canpai gn has been to nmake folks aware that the top issue facing
Alaska today is a decline in production. Setting aside the
fiscal reginme, Alaskans need to pay attention right now to
stemm ng that decline.

M5. CROCKETT again noted she hadn't seen the presentation
yesterday and coul dn't respond. But with respect to the fields
just nentioned, she said for the easy barrels, clearly the bulk
of new production that wll save the industry from a steep
decline is in those fields. The different kinds of new oil that
will cone on are all critical. She cited exploration; heavy
oil; bringing new fields on line; and production from existing
fields, which wll provide nost of that production in the near
term She said that's been the focus of AOGA s nessage.

11:10: 50 AM

CHAIR FRENCH wapped up by saying that, to him that's the
beauty of the nodel. It was |ooking exactly at those |egacy
fields and the infill drilling that wll produce the biggest
bang for the buck over the foreseeable future. The committee
was very excited and interested in seeing what was revealed
yest er day. He agreed with Senator Huggins' earlier statenent

that ACGA will be facing nore questions about it in the future.

The conm ttee took an at-ease from 11:11:25 AMto 11:24:54 AM

CHAI R FRENCH wel coned Senat or G een.

CHAIR FRENCH noted the commttee wuld address two topics:
1) how litigation under a tax system differs from litigation
under a royalty system and 2) information sharing. He invited
M. lversen to give his presentation.

JONATHAN | VERSEN, Director, Tax Division, Departnment of Revenue,
began with sone history, noting the state has operated under
varying paraneters over tine. Now it is entirely different in
terns of what the state knows and its standards, both in the
market and in statute and regulation; this contrasts wth
standards in the |late 1970s, when production started ranpi ng up,
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and the 1980s and then the 1990s, when sonme settlenents of
really big cases happened.

MR. | VERSEN el aborated, saying it's a different world than in
the late 1970s and early 1980s, when the state was entering
entirely new royalty and tax territory. The state |acked a
substantial body of case law and regulations. O primary
inmportance was that it |acked objective neasures of value.
These were new issues, and it was a gray, murky area wth
respect to production conpanies as well as the State of Al aska
The | ack of objective neasures of value perhaps had the greatest
impact. There wasn't a defined market or price set for ANS oil.

11:27: 23 AM

CHAI R FRENCH suggested this is hard for the public to grasp,
since people are used to seeing the price of a barrel of oi
published daily in the newspaper, for instance. He asked why
oil prices weren't as quantifiable previously.

MR. | VERSEN noted he isn't an oil narkets expert. He surm sed,
however, that because there wasn't an established narket,

particularly for ANS oil, what caused nuch of the conflict
bet ween taxpayers and the state was this: It required using an
establ i shed area such as Wst Texas internmediate oil or some

ot her regular market value; doing a regression analysis or sone
other analysis or else using a "nmarket basket"” of different
types of crude oils with known markets from different parts of
the country or the world; and then inputing a value for ANS oi
based on that. There weren't a lot of sales of ANS oil. There
weren't established contracts. And there wasn't an established
pattern of how nmuch the oil would go for.

MR. | VERSEN continued, saying when Platts cane out wth its
index in the md-1980s, setting an ANS spot price, it changed

the world. In times of high production, with 2.2 mllion
barrels running down the pipeline annually, a variation of one
cent or five cents a barrel in the value of oil nmakes a

tremendous difference. This is a huge risk area for the state
and for those paying tax and royalty.

11:29: 10 AM

SENATOR THERRI AULT referred to M. Iversen's remark that there
weren't a lot of sales at the tine. He gave his understanding
that oil was being shipped and going to market, but conpanies
were selling the oil to thensel ves. There weren't nmany at-
arms-length sales to determne the true nmarket price. The

sales price couldn't be used because if a Sohio tanker was
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taking it down for sale to a Sohio refinery, for exanple, people
guesti oned whether to trust that price as the true price.

MR. | VERSEN replied that was an astute clarification. There
weren't a lot of third-party contracts for setting market val ue.
Because of not having established values or an established
regul atory framework, there were aggressive assessnents by
auditors who were protecting the state's interests. That is the
auditor's job. Where there was a lot of gray area, sonetines
the auditors pushed to the edges of that gray area to benefit
the state, to represent the state in those transactions.

MR. | VERSEN said, furthernore, the state was entering an era of
digging into taxpayer records. Taxpayers weren't accustoned to
t hat , and there was sone reticence to provide needed
i nformation. Thus there were aggressive, so-called blue sky
audits that resulted in an inputation of tax liability.

MR. | VERSEN el aborated, noting fromthere a process woul d begin.
Some cases involved trenmendous dollar anmounts; those would
linger for decades or a decade and a half and then settle at

some point. The litigation costs had to be considered,
particularly for the enornous cases. These gray areas
eventually reached "some sort of strong franmework." In

addition, many tines the strong issues for the state would be
settled first.

MR. | VERSEN added that historically, with respect to discussions
or runors about |ow settlenent values such as values below
50 percent, that m ght be just for issues that were weak for the
state to begin wth. The auditors did their best to represent
the state's interests, and as they went through a |earning curve
and pulled through the issues that are strong for the state

t hose woul d be at higher settlenent val ues.

MR. | VERSEN pointed out that royalty cases suffered sone of
those sane issues, but there was an additional inpact because

royalty is based on a contract, a |ease agreenent. Thus there
have been contractual interpretation issues that are another
step away from regul ati ons and statutes. He offered to address

that in a couple of mnutes.

MR. | VERSEN reiterated that the world has changed since then.
In the m d-1980s Platts canme out with its reporting for ANS oil

and there were nore defined regul ations. The state also has
gained respect from pushing back all those years and being
aggressive in its audits. Furthernore, the state and the
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t axpayers understand where they need to be, so there isn't as
much gray area between the two positions.

11: 33: 19 AM
SENATOR W ELECHOWSKI asked how nuch has been recovered through
the audits.

MR. | VERSEN said he didn't have that figure. This norning he'd
consulted with the Departnent of Law (DOL), which doesn't keep
statistics conparing the settlement amount wth the original
claim What ends up happening is that during these assessnent
periods after an auditor makes an assessnent, the taxpayer
submits additional docunentary evidence substantiating the
claim There is an all owance for corrections through that.

SENATOR W ELECHOWEKI explained that he'd asked because of a

statenment nmade previously. The discussion had been about an
overall anount of billions of dollars and that by going to a net
system perhaps there'll be argunents over mllions of dollars.

He asked M. Ilversen whether that's reasonable, judging by his
experience, or whether audit disputes may involve hundreds of
mllions of dollars.

MR. | VERSEN said that is a good point. Conpared with historica
nunbers, risk in ternms of dollars is substantially |ower now
When a dispute is based on the value of oil - the basis for al
the <calculations in a gross tax system - and there are
transportation costs and other costs to get to that gross-val ue
point of production, it's a nuch bigger inpact, particularly
when |ooking at mllions of barrels being pushed through. By
conparison, for the downstream portion there'll always be areas
of di sagreenent.

MR. | VERSEN added that historically, the departnment has taken
one position and the taxpayers another; it's the nature of doing
busi ness. But the major issues are defined. There is clarity
now with respect to the nmjor downstream cost issues. The
upstream issues aren't as global or significant nonetarily as
t hese enornous cases that began in the 1970s and 1980s. Now the

state will be looking at nore discrete cost issues. Therefore,
dollar for dollar on the issues, it will be a snaller anount.
11: 36: 06 AM

MR. | VERSEN returned to his presentation, saying now there are
nore objective market neasures; there are credible markets for
ANS crude; the state knows what the third-party contracts are
saying; and there isn't a need to assert so aggressively in a
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gray area, since the gray area is nuch smaller. Thi s narrows
the room for dispute. Now nost cases settle in DOR unless the
departnment is just wong; if that happens, it acknow edges the
m stake. Unless there's an actual m stake, nost cases settle at
80-100 percent, a nuch higher settlenent nunber than previously.

CHAI R FRENCH asked whether that is for audits of tax nmtters
bet ween DOR and the oil industry.

MR. | VERSEN affirned that.

CHAIR FRENCH explained that a lot of folks conme to him wth
concerns about a net system worried there'll be fights for
years and the state will end up settling for 10 cents on the
dol | ar. He gave his understanding that M. I|versen was saying
his experience over the last few years, however, is that the
settlenments are between 80 cents and full value on the dollar.

MR | VERSEN concurr ed.

SENATOR W ELECHOWEKI noted another concern he hears is that
argunents have been over one item the tariff rate, whereas now

there'll be hundreds or thousands of itens. Al t hough there
m ght not be one large nunmber, DOR potentially will get fl ooded
with wvarious issues. He asked M. Iversen whether he'd

consi dered that and whether DOR has the auditors required, since
the nunber of auditors isn't increasing a trenmendous anount
under this |egislation.

11: 38: 08 AM

MR. | VERSEN answered they've thought about those pieces. There
certainly will be areas of dispute for upstream costs under PPT
and ACES. But what exists is a much nore established real m of
authority, even for wupstream costs. Internal Revenue Code
standards are referenced by statute; there are net profit share
regulations; joint billings and audits are already being done

bet ween unit operators and working interest owners; and a |ot of
what's happening upstream boils down to accounting, not
necessarily the vagaries of the nmarket, where there's just
sinply not an input they need to nmake the tax calculation in
term of how nuch a barrel goes for.

MR. | VERSEN further replied, with respect to auditors, that they
hadn' t expressly asked for addi ti onal posi tions. He
acknowl edged the need to have the crew fully manned in order to
adm nister this tax. R ght now, they're down 6 positions out of
18, including the specialist position and audit supervisor.
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That is the issue they're trying to hit with sonme of the
statutory requests for the exenpt positions.

SENATOR W ELECHOWNSKI recalled that from data he has seen
recruitnment was opened Cctober 12, four applications were
received, and then recruitment was closed the day before the
speci al session started. He asked why. He also recalled
there'd been another area where there was a pending hire and
then recruitnment was cl osed the day before the special session.

11:40: 21 AM

MR. |VERSEN replied he didn't know which instance Senator
W el echowski was referring to with respect to the pending hire,
but he was aware of sone applications for the Auditor 11l or
flex positions. Recruitnment closed because of the special
session, since those were positions the departnent had | ooked at
and was submitting for exenpt treatnent. Qut of fairness to the
applicants, to the departnment, and to the state, they'd wanted

to ensure it was clear and aboveboard. They've recruited
rigorously, certainly for as long as he has been on board and
wel |l before that, spending nore than $100, 000. It has been
spotty, however. There are very good-quality folks on board

but there isn't a full crew. They' re down one-third.

CHAIR FRENCH segued from the conplexity of l|egal disputes to
their duration. He asked why legal disputes won't last for a
decade under a net tax system

MR. | VERSEN replied that he had a couple of answers. First,
whereas the ANS royalty litigation spanned decades, in the tax

realm now the cases nove fairly quickly. There is a well-
established adm nistrative process. An audit is done, and a
t axpayer that doesn't like the audit can appeal and have an
informal conference in the departnent. |If the taxpayer is stil

dissatisfied after that step, having submtted evidence and
information for DOR to make a decision, the case nobves out of
DOR to the Ofice of Administrative Hearings for presentation to
an admnistrative |law judge. Then it can go to court.

MR. | VERSEN expl ai ned that although it still takes time to work
through the system the state doesn't have to go through
nunmerous notions for sunmary judgnment and huge, deep discovery

requests in gray, nuddy areas for a typical case. O course
sone cases have areas of dispute that need to be taken to
superior court and require tine. But there has been a

fundamental change in the standards conpared with the historica
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situation of Ilitigation spanning decades. The standards have
changed and the world has changed.

11:44:15 AM
MR. | VERSEN referred to a nmenorandum from Spencer Hosie that had
been provided to the commttee.

CHAI R FRENCH requested a summary for the public. He opined that
M. Hosie has a fair anount of «credibility in the area of
l[itigation and willingness to take on the industry. He said he
was heartened to see M. Hosie's estimate of how long litigation
woul d take, given that he believed M. Hosie had every reason to
push it to the high side.

VR. | VERSEN summarized that in his nenporandum M. Hosi e

conpares  what happened wth the ANS royalty litigation
M. lversen had referenced earlier. It was filed by the state
in 1977. The oil phase was resolved in 1992, and the gas case
was resolved in 1995. That's a |ong case. There were sone

reasons, as M. Hosie points out.

MR. | VERSEN said, first, the state wasn't acting as a sovereign
in that case. As a taxing authority, the state acts as a
sovereign. Then, however, the state was acting as a party to a
commercial contract; this put it into a realmof litigation, as
for any breach-of-contract claim where there isn't authority to

serve and enforce subpoenas. He told nenbers, "W've got
express statutory authority to do that." He indicated now the
state's regulations are clear and can be relied wupon in
expedi ting dispute resolution. In a civil lawsuit, by contrast,

ongoi ng di scovery can take a |l ot of tinme and noney.

MR. | VERSEN noted, second, the ANS royalty case involved a
nunmber of matters of first inpression, which he'd touched upon
bef ore. Those were issues of valuation, transportation costs
and so on. They relate to contract interpretation because the
royalty suit is based on contract.

MR | VERSEN said, third, there was an issue of market value in

order to establish that. The state had to track every barrel of
ANS oil produced to its market destination, an incredibly
wei ghty undert aki ng. Fourth, rather than having a tax dispute
between a taxpayer and that state, the ANS royalty litigation
involved all the ANS producers. Thus there were multiple
opponents, different angles on the sane issues, and different
i ssues. In such a case the difficulty, conplexity, and length
of time multiply exponentially. During that Ilitigation, the
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state approached the industry as a whole. This was a matter of
first inpression; the state was breaki ng new ground.

MR. | VERSEN turned to the tax. He noted M. Hosie wites -
which M. Iversen agreed with - that it isn't royalty and the
state is acting as a sovereign. The basic rules wll be set
forth in statute. M. JIversen said this goes to Senator
W el echowski's earlier question. The disputes will be on the
mar gi n. They won't be based on the fundanental principles of
what's going on. For instance, it will be a question of whether
a cost is properly classified as a capital expense as opposed to
an operating expense, or that it isn't a direct cost but should
be over head.

MR. | VERSEN said because a tax dispute is confidential and
taxpayer information is confidential, it also narrowmy confines
this to a single-taxpayer dispute. This is unless, for sone
reason, the taxpayers want to get together on an issue; however,
M. lversen didn't know of such an issue, since they don't I|ike
to share each other's confidential information

11:48: 30 AM
SENATOR MGURE asked why the state chose to waive its
sovereignty in the 1970s when it entered into those |ease
agr eenent s.

MR. | VERSEN replied he didn't know specifically. A royalty
dispute in the United States typically is a contractual matter
the terns are negotiated. Historically, those royalties started
out at one-eighth, whereas now nmuch higher royalty rates are
seen nati onw de, depending on how hot the prospect is.

SENATOR THERRI AULT surmsed it wasn't necessarily a decision to
wai ve sovereignty. Rather, a lease is a contractual docunent.
There isn't any sovereignty invol ved.

SENATOR McGQUI RE said she gets the |ease idea, but wants to know
what went into the decision naking, since other nations choose
to exert their sovereignty.

CHAIR FRENCH remarked that it's fascinating as a matter of
hi storical perspective. H's msperception, as he'd said
yesterday, was that a royalty is the npost powerful taking. He
said it seens funny that it would be resolved as an equal
partner with the person from whomit's being taken, rather than
as a king reaching down to his subject.
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SENATOR THERRI AULT suggested it isn't a reaching out. Rat her ,
that royalty share is agreed wupon through a contractua
arrangenment, not through the exercise of soverei gn power.

11: 50: 51 AM

MR. | VERSEN added that the royalty contract is a negotiated
deal, nore so with private |andowners. There isn't a lot of
private royalty in Alaska, but in Texas, Gklahoma, and Wom ng
one sees a |lot nore negotiated deals. That's where the terns
start to vary. Although it is an "historic creature,” he didn't
know when it was decided to take it as a |andowner or royalty
owner, rather than a sovereign taxing entity.

MR. | VERSEN closed by saying while DOR is open to discussing
settlements with taxpayers on issues where there may be doubt as
to the state's position - for exanple, if DOR perhaps has been
too aggressive with respect to an item - it always considers
that litigation is time consum ng and expensive. However, the
state never enters into settlement |ightly.

11:52: 32 AM
SENATOR THERRI AULT referred to CSSB 2001(RES), Version M of the
bill, page 15, which rewites AS 43.55.165(a). He drew

attention to |anguage beginning on line 30 that reads in part,
"all owed by the departnment by regulation”, as well as |lines 9-10
on the following page, which reads in part, "(2) a reasonable
al l omance for t hat cal endar year, as determined under
regul ati ons adopted by the departnent”.

SENATOR THERRI AULT asked: Since the beginning of AS 43 says
DOR, as nost departnents, has a general granting of power to
wite regulations, why does this bill specifically include this
| anguage twice? And why isn't the |anguage at |east consistent
bet ween the two sections?

MR. |IVERSEN replied that this is to conpletely clarify it.
Al though DOR has general authority to draft regulations
i npl enenting the tax and interpreting it, the desire is to make
it abundantly clear that for purposes of allowable |ease
expenditures, DOR intends to affirmatively set forth - through
regul ation - what costs are allowed, thus narrowing the room for
di spute and for gray areas. By contrast, PPT has a gray area of
al lowabl e itens but specific exclusions. The intent here is to
mai ntai n t he specific excl usi ons and t hen del i neat e
affirmatively, by regulation, what is included. To the extent
that the |anguage nmay differ, he said this particular
affirmative regul ation would be toward | ease expenditures.
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11:55:10 AM
SENATOR THERRI AULT again asked why the termnology differs
bet ween the two pages.

MR. | VERSEN noted the two places are Section 43.55.165(a)(1)(B)
and (a)(2), which talks about overhead. Overhead is addressed

separately. It is a formatting change as well. In PPT,
overhead was allowed as sort of a separate category: "direct
costs shall include overhead." Typi cally, however, overhead
isn't considered a direct cost. So that has been noved. Thi s

woul d be a separate regulation and has al ready been pronul gated
for overhead itself. This is to clarify that.

MR. | VERSEN added that there are direct costs and |ease
expenditures, and then, as seen here, the difference lies in
subsection (a)(1)(B)(iii), page 16, lines 7-8:

(i) the costs must be direct costs of exploring
for, developing, or producing, as applicable, oil or
gas deposits; and

He said one qualification for |ease expenditures is that costs
must be direct costs of exploring for, devel oping, or producing.
This gets into "direct cost land,” and then it is recognized
that overhead isn't a direct cost. The overhead allowance is
di scussed starting on line 9 of that sanme page.

11:57:17 AM
SENATOR THERRI AULT reiterated that having such |anguage inserted
like this is a little wunusual. He referred to subsections

(a)(1)(B)(i), (ii), and (iii) on page 16, which read:

(1) the costs nust be incurred upstream of the
poi nt of production of oil and gas;

(iit) the costs mnust be ordinary and necessary
costs of exploring for, developing, or producing, as
applicable, oil or gas
deposits; and

(i) the costs must be direct costs of exploring
for, devel oping, or producing, as applicable, oil or
gas deposits; and

He asked whether inclusion of this |anguage my enpower a
comm ssioner sonetinme in the future to just change the
regul ations and perhaps start dropping things off the list or
changing it so that it no longer matches up with the policy. He
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noted this gives a policy direction, with DOR to work out the
details. This mght be fine now, while there 1is an
under st andi ng, but what about in the future? \Wat power does
t hat | anguage give to a future comm ssioner?

MR. |IVERSEN replied that he anticipates over tinme DOR wll
change regulations as the departnent |earns about the process.

But under all ~circunstances DOR nust obey the statutory
di rectives. These directives - wth the exception of this
provi sion about "setting forth affirmatively by regulations” -
are the sane as in PPT. 1In terns of having a dramatic change as
far as what is or isn't allowed, nothing like that is being
done. There still must be conpliance with the statute.

MR. | VERSEN pointed out a further delineation in Section 20 of
CSSB 2001(RES) as to what direct costs include. Thi s | anguage
is in PPT, the current |aw, but has been noved as a conformng
change. Page 16, starting at |ine 30, talks about what the
departnent has to consider in determning whether costs are
al l onabl e | ease expenditures. Looked at are typical industry
practices and standards in the state that determ ne the costs,
other than the exclusions that wll be allowed, and also the
standards adopted by DNR for its NPSL | eases. These itens shal
be consi dered anong ot her factors.

MR. | VERSEN al so noted that direct costs include some reference
to the Internal Revenue Code for what is being done for federa
income tax purposes; that is on page 16. And there is sone
ot her guidance, that activity doesn't need to be physically
| ocated on or near the actual prem ses of the |ease or property
necessarily, as long as it still is a direct cost.

MR. | VERSEN concluded by saying there is substantial statutory
gui dance as to what DOR can or cannot do. If at sone point a
commi ssioner set forth regulations outside the statutory bounds,
the regulatory process would have to be approved by the Ofice

of the Attorney GCeneral and the |ieutenant governor. | f
sonmething were out of line, it wuld be challenged and the
regul ati on woul d be declared illegal.

12: 01: 04 PM

SENATOR W ELECHOABKI noted the law currently says costs of
arbitration, litigation, or other dispute resolution activities
are not |ease expenditures. He asked whether that includes
audi ting costs. For exanple, if DOR has audited a conpany and

the conpany then uses its own auditors, can those expenses be
witten off?
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MR. | VERSEN answered that to sonme extent, those sorts of costs
will be overhead. Overhead includes advertising, |obbying,
litigation at a corporate level, auditing at a corporate |evel
and so on. Overhead is set in statute as an allowance rel ated
to direct costs. By regulation, DOR sets forth what that
al | onwance is. So the actual anmount spent on overhead doesn't
affect what the conpany is allowed to deduct as overhead. \What
matters is what the conpany spends on direct costs, because
overhead is only a percentage of that.

SENATOR W ELECHOWBKI asked whether a conmpany can wite off the
ads being run on television right now, for instance, or |obbying
costs.

MR. | VERSEN replied no. He clarified that the overhead
al l owance is a percentage of both direct and indirect costs. It
doesn't matter how much is spent for itens 1ike |obbying,

advertising, health club fees, and so on.

SENATOR W ELECHOWBKI asked whether those itenms he'd nmentioned
could be included in a conpany's over head.

MR. | VERSEN answered that what a conpany does for corporate
bookkeepi ng purposes has no bearing on what the state allows as
a deduction for overhead.

12: 03: 27 PM
CHAIR FRENCH requested a ballpark figure for the overhead
al | owance.

MR. I VERSEN replied in the typical case it will be 3 percent of
direct costs for exploration, devel opnent, and operations in the
state, plus 9 percent of indirect costs for exploration,

devel opnent, and production in the state. For production of
hydrocarbons, it's narrow. Lobbyi ng expenses and adverti sing
aren't costs associated wth exploration, developnent, and
production of hydrocarbons. In response to Senator Therriault,

he provided a brief exanple.

SENATOR W ELECHOWSKI asked whet her DOR audits direct and
i ndi rect costs.

MR | VERSEN affirnmed that.

SENATOR W ELECHOWSKI  surm sed DOR hasn't seen advertising
| obbyi ng, or public relations costs included.
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MR. | VERSEN replied he hasn't, but DOR hasn't done any audits
yet under PPT. The departnent would be | ooking for those sorts
of things certainly.

SENATOR W ELECHOMNBKI surm sed those woul d be di sal | owed.

MR. | VERSEN affirmed that, saying overhead is an area DOR is
al ways wat ching for.

The commttee took an at-ease from 12:05:59 PMto 1:31:37 PM

CHAI R FRENCH turned attention to information sharing.

MR. | VERSEN referred to CSSB 2001(RES), Version M noting
information sharing appears in two separate sections. The first
covers information from DNR to DOR and the second from DOR to
DNR. These provisions clarify that DOR can share with DNR tax
returns, reports, and other docunents filed under AS 43.55, the
production tax statutes. The first provision is found on
page 3, Section 1, new paragraph (12).

CHAIR FRENCH asked what the situation has been between the
departnments until now.

MR. | VERSEN replied that several statutes govern confidentiality
for each departnent. The agencies have been extrenely guarded
because of that <confidentiality and the severe crimnal
penal ties for disclosure of taxpayer information, in particular,
as well as a lot of concerns relating to DNR and proprietary
i nformati on. The lack of clarity has led to an artificial wall
between the agencies in terns of what can and cannot be
transmtted. When this bill was being devel oped, for instance,
it becane apparent that this can pose sone real problens in
terms of smart policy making.

MR. | VERSEN el aborated, saying when a certain anmount of taxpayer
information cannot be shared wth the resource-nanagenent
agency, and l|likewise a certain anount of resource-nanagenent
i nformati on cannot be shared with the taxing authority on a tax
related to resources, it creates sone real problens. These are
seen through the nodeling and sone of the visual aids put forth.
There is a certain anount of information about the inpacts on
certain fields, for exanple; the background and nodeling for
that are driven by DNR because it involves resource-based
i nformati on. Certain confidentiality restrictions apply wth
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respect to taxes as well, and DNR folks cannot get that
i nformati on.

MR. | VERSEN expl ained that what is sought with this |egislation
is to be able to share that information so both agencies -
pursuant to their respective functions - can be smart, can be up
to speed, and can be good regulators in their respective
capacities w thout being hanmstrung by the inability to receive
information that is necessary for a regulatory call or to
fulfill statutory obligations.

CHAIR FRENCH returned to page 3, observing that paragraph (12)
appears to be a directive to the conm ssioner of DNR which says
the director shall, on request - which he surmsed neans a
request from DOR - furnish records, files, or other information
related to the adm nistration of AS 35.05.180. He asked what
that statute refers to.

MR. |VERSEN replied that is oil and gas | easing. In that
context, it's leasing, unitization, and those issues.

CHAIR FRENCH continued reading from paragraph (12), provided
bel ow:

(12) on request, furnish records, files, and
other information related to the admnistration of AS
38.05.180 to the Departnent of Revenue for wuse in
forecasting state revenue under or admnistering AS
43.55, whether or not those records, files, and other
information are required to be kept confidential under
(8) of this subsection; in the case of records, files,
or other information required to be kept confidential
under (8) of this subsection, the Departnent of
Revenue shall maintain the confidentiality that the
Department of Natural Resources is required to extend
to records, files, and other information under (8) of
this subsection

He noted AS 43.55 is the tax statute.
MR. | VERSEN specified that it's production tax.
CHAI R FRENCH summarized by saying if DNR is supposed to keep

sonething confidential, DOR also wll. But it's allowed to be
transmitted fromone to the other without restriction.
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MR. | VERSEN concurr ed. He said this is based upon the prem se
t hat both agencies have been dealing wth confidential

informati on, have protocols, and are very concerned - each in
its respective realm - about confidential information. That
overall unbrella of <confidentiality would still exist, but

bet ween the two agencies there woul d be passage of information.

1:37:15 PM

SENATOR THERRI AULT recalled recent testinony about concern that
the two departnents perform different functions for the state
Whereas DOR collects revenue, DNR negotiates to get the I|and
into production. Wth respect to sharing of information, it was
alleged that DNR would go to DOR and get all kinds of
i nformati on on conpanies' future plans and thus DNR could tailor
or change the acreage |leasing and so on, to take advantage. He
asked whether M. Iversen had heard this concern in other
commttees and whether there is sone protection against it.

MR. | VERSEN answered that he hadn't heard that particular
concern. But there has been concern that DOR would pass
information on oil pricing to DNR for wuse in royalty-in-kind
(RIK) sales and purchases. He said that's kind of a red herring
because DOR isn't asking for actual price infornmation. Rat her,
DOR is looking for cost information, including forecasted cost
information, in order to do nore accurate forecasts and inprove
its audit functions.

MR. | VERSEN hi ghli ghted another aspect: There's a conpetitive
mar ket already for buying and selling oil. The conpanies are
sharing that same information with other working interest owners
who are, in turn, buying and selling oil on the market. Thus he
opined that the concern with respect to DNR at least in terns
of RIK, is a non-issue. He added that DOR doesn't anticipate
abuse of the information. The goal here is for each departnent
to be educated to the extent necessary for performng its
duti es. If some know edge will help DNR nmake a decision on
unitization that is appropriate for the state, then this would
further that goal

SENATOR THERRI AULT asked if there is |anguage M. Iversen could
identify that limts the informati on DOR can request.

MR. |IVERSEN replied that for the purposes of DNR providing
information to DOR it has to be for use in forecasting state
revenue under AS 43.55 or adm nistering AS 43.55. That, in and
of itself, is a restriction. It has to be for those legitinate
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pur poses, rather than rooting around for inconme tax information,
for exanpl e.

1:41: 06 PM

SENATOR THERRI AULT explained that he wants to be sensitive to
the fact that the state needs information but not nore than
necessary, such as bank records. He asked whet her this changes
t he dynam cs of the negotiation.

MR. | VERSEN suggested it mght help to junp to the second
section, which is Section 12 in CSSB 2001(RES), Version M

CHAI R FRENCH noted this relates to DOR s reciprocal requirenents
and abilities. He asked M. lversen to describe those.

MR. | VERSEN read from Section 12, which states:

* Sec. 12. AS 43.05.230(h) is anmended to read:

(h) The comm ssioner shall, upon request, furnish
to the Departnent of Natural Resources copies of tax
returns, reports, and other docunents filed wunder
AS 43.55 or AS 43.65, and the Departnent of Revenue's
determ nations and workpapers under those chapters.
The Departnent of Natural Resources shall naintain the
confidentiality that the Departnent of Revenue is
required to extend to the returns, reports, docunents,
determ nati ons, and workpapers furnished to the
Departnent of Natural Resources under this subsection

MR. | VERSEN reiterated that AS 43.55 is the production tax.
Here it's being limted to matters filed under the production
tax statutes. That then links with DNR and its adm nistration
of oil and gas properties in the state. Al so, AS 43.65, the
mning license tax, currently is in statute.

MR. | VERSEN pointed out that the new |anguage "under those
chapters” on line 10 was inserted in the conmttee substitute in
lieu of, to his belief, what was in the original ACES bill,

"AS 43.55 or AS 43.65". He surmsed it doesn't nake any
di fference substantively, but is different |anguage that
prevents having to cite the statutes again. He indicated the

reci procal confidentiality requirenent in the latter half of
Section 12 is what Chair French referenced a few mnutes ago.
He summari zed by saying there are limts.

1: 43: 15 PM
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SENATOR HUGGE NS recalled that one major limtation on exchanging
i nformati on seenmed personality-driven, rather than statutory.

MR. I VERSEN replied it's a bit of both. The ultimte basis for
the confidentiality is statute-driven. Folks in DOR are very
wary of the penalties inposed by statute. But because there
isn't a bright line for information that can be shared, they
don't want to get 1into a gray area. That's where the
personalities cone in. There nmay have been sonme issues wth
that in the past, with the two agenci es perhaps being at odds.

MR. | VERSEN said although DOR is trying to work cooperatively
now, the agencies' natural cautions that have devel oped over
time are part of the issue here. Wthout the clarity, it wll
be difficult to get around. Wth penalties like those DOR has
to deal with, unless there is clarity it is a very, very, fine
line, and they don't like to get too close to it. In response
to Senator Huggins, he said there are no additional penalties
under ACES with regard to these particul ar provisions.

SENATOR asked himto review the penalties.

MR. | VERSEN noted several provisions in current |aw address
confidentiality; he would nmention the main ones. There are
several DNR confidentiality provisions. Three in particular
are: AS 38.05.035(a)(9), with respect to maintaining records;
AS 38.05.036(b), regarding royalty, net profit share | easing,
and exploration-incentive credits; and AS 38.05.036(f), which
addr esses audi ting.

MR. | VERSEN said for DOR there are a couple of statutes. The
primary driver here is AS 43.05.230, which sets out penalties.
That section relates to disclosure of tax returns and reports.
Subsection (a) says in part that it is unlawful for a current or
former enployee or agent of the state to divulge the anount of
income or the particulars set out or disclosed in a report or
return made under this title. He noted "title" neans the DOR
st at ut es. Subsection (f) of that statute says a wlful
violation is punishable by a fine of not nore than $5,000, or by
i mpri sonment for not nore than two years, or both.

1:47:50 PM
CHAI R FRENCH requested confirmation that someone can be put in
jail for divulging this information without statutory authority.

MR. | VERSEN affirmed that for a wilful violation. He al so said
there is an express exception to the Public Records Act for
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confidential taxpayer information. Those are the main operative
statutes in ternms of confidentiality.

CHAI R FRENCH asked whether there were further questions about
confidentiality or information sharing. He then turned
attention to seismc data. He specified that the discussion
woul d be about the original version of SB 2001, Version A,
rather than CSSB 2001( RES).

SENATOR THERRI AULT hi ghl i ghted Sections 36-44 of Version A

1:49: 18 PM

JULIE HOULE, Section Chief, Resource Evaluation, D vision of
Ol & Gas, Departnent of Natural Resources, noted that Kurtis
G bson, the division's deputy director, would try to join in but
had another conmmitment. Ms. Houl e explained that she would talk
about the ACES bill with respect to Sections 36-44, which were
removed fromthe bill and relate to AS 43.55. 025.

CHAI R FRENCH asked her to focus on information sharing rather
than financial aspects, which would be left to the Senate
Fi nance Conmittee.

M5. HOULE told nmenbers AS 43.55.025 is a program with DOR  The
Division of Ol & Gas gets involved because it collects the

confidential seismc or well data for DOR and nakes the
determination for DOR under this program that, yes, the
conpanies have turned in the data. In general, DOR, which
adm nisters this program wll ask questions of the division;

DOR determ nes whether or not the conpany gets the noney.
CGenerally, DOR doesn't |ook at the data unless a question arises
as to whether sonmething should be an allowable cost. Part of
the | anguage in the ACES bill was just to shore up sone of these
requi renents that the division has found, in collecting data, to
be troubl esone.

M5. HOULE noted it added two other things to the bill
5 percent «credits for all seismc surveys and an extended
tineline for drilling wells, from 150 to 540 days. As an
investor with all these exploration-incentive credits, the state
is one of +the largest investors in Alaska for wells and
"seismc." Wth the 5 percent credit for a seismc survey shot
prior to 2003, there is value, not for whoever shot the data
but for the explorer years from now who wants that data w thout
the restrictions of a licensing agreenent.
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M5. HOULE explained that with the 5 percent credit, the state
woul d be purchasing data that the comm ssioner deenmed of value
to future explorers. The state would own the data and then hand
it out to conpanies interested in exploring. That was the
intent. She noted people in her group are petrol eum geol ogi sts,
geophysi ci sts, and engineers; they'd said if they were explorers
comng to Alaska they'd want access to data to get started and
then could decide where to then focus their exploration. Dat a
like this woul d be of huge val ue.

1:52: 37 PM

CHAIR FRENCH asked to what extent this data has Dbeen
comerci ally abandoned. Wiy is it no |longer the property of the
seismc crew or the conpany that enployed the seismc crew?

M5. HOULE answered that the conpanies still have the data.
However, it is of little value to them at this point because
t hey have newer surveys. The older data is likely sitting in

their vaults. VWile it's not of nuch use to them it can be of
great value to a new conpany comng in.

CHAI R FRENCH asked where this is in the process of |easing.

M5. HOULE answered that sonmeone interested in an area in Al aska
would first want to acquire seismc data. This allows | ooking
at the big picture of what potentially exists underground,
| ooking for the older wells drilled in the area, and conbining
those to cone up with prospects. Wth respect to exploration
nost fields on the North Sl ope have been discovered | ooking for
sonething else; fortunately, the original objective was deeper
She enphasi zed that much of it is happenstance in exploration.

1: 53: 59 PM

M5. HOULE referred to the extension of the tinme to drill wells
from 150 to 540 days. She noted Arnstrong, which cane in to
drill the Oooguruk area, was able to drill three exploration
wells in one season, all within three mles of each other. The
extension would give an incentive to an explorer who is actively
trying to explore an area.

M5. HOULE i ndicated another predictability process DNR wanted to
describe was to allow conpanies to cone in for preapproval.
This is for two reasons. First, now sone seismc data is
partially shot over state land and partially over private |and.
The state only gets the data shot over state acreage and thus
the survey is of little value; credit is provided, but it isn't
as useful to a future explorer. So private owners need to be
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made aware, up front, that if they want this credit, the whole
survey will be provided to the state and in ten years it will be
avai l able to the public.

M5. HOULE explained that currently the only way seismc data can
be available publicly is through the exploration incentive
credit (EIC) process. 1In response to Chair French, she said the
EIC is an incentive for explorers to look for oil and gas
outside of the existing units. Now if soneone cones in to apply
for a seismc permit from the State of Alaska and the permts
group, that data never beconmes public. Through this EIC
process, the data becones public in ten years.

1:56: 10 PM

SENATOR THERRI AULT gave his wunderstanding of the current EIC
process: The conpany decides to spend the noney and then cones
to the state to request reinbursenent after the fact. Part of
the effort with this set of statutory changes is to have a
process wherein the conpany conmes to the state first for
preapproval for whatever the conpany will do for the credit.

M5. HOULE affirned that, enphasizing predictability. She said
if the state is investing up front, it wants to be able to know
what is being invested in. And the conpany knows, up front,
that its credit will nore than likely be given.

SENATOR THERRI AULT surmised if the conpany follows through on
the plan it has been presented and that has been preapproved,
then the conpany will qualify.

M5. HOULE affirmed that, adding that preapproval won't be an
oner ous process. Her group has people who know the State of
Al aska well and can easily assist in the process in a fairly
short order. This reduces uncertainty, and the conpany knows it
will get the credit. Wth respect to data sharing, this way the
state acquires seismc data that can be provided to the public
in atinmly manner: ten years for newly shot seismc data, and
within a nonth of getting a credit for the older seismc data
from before 2003.

SENATOR W ELECHOWBKI asked what an average seisnic survey costs.

M5. HOULE indicated geophysicist Paul Anderson works for her
group and is famliar with it. She said on the North Slope it
is $25,000 to $35,000 a square mle, actually less than at Cook
Inlet, where it is $90,000 to $120,000 a square nile. I n
further response, she said if the seismc survey is outside of a
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unit and 25 mles away frominfrastructure, the conpany receives
40 percent credit. If it's within 25 mles of existing units,
it is 20 percent. "Simlar to the wells also, wunder that
program " she added.

The commttee took a brief at-ease.

1:58: 36 PM
CHAIR FRENCH wel coned Senator Ellis and Senator Wagoner to the
nmeeting, indicating they'd been present for some tine.

M5. HOULE, in response to Senator Therriault, explained that
it's easier to shoot seismc data on the North Sl ope because in
the winter the geophones can be set out and it can be done
qui ckly. At Cook Inlet it can only be shot at slack tide, and

the terrain is nmuch nore difficult to shoot on |and. Al so,
there are a couple of other types of data that DNR is asking
for. One is fluid anal yses, very inportant for heavy oil. The

other is core data, which the state would then provide to future
explorers. The reason to provide this data to the public is so
future explorers can have a good data set to start wth.

CHAI R FRENCH asked: It isn't as if the state is selling
sonmeone's proprietary information, is it?

M5. HOULE replied no, they're not looking at it that way.
Rat her, they're viewing it as the state investing by giving
credits in a proper tinmefrane. Two years within drilling of a
well or ten years within shooting seismc data, the data becones
publi c. The conmpany that shot the data may no |onger be
interested in the area, but soneone else mght be. It nakes the
prospectivity better for new explorers comng to Al aska.

CHAI R FRENCH asked: What if whoever shot the data is stil
interested and i s perhaps just proceeding slowy?

M5. HOULE answered that if they had the leases all tied up, it
woul dn't be a problem And if they wanted to keep the data
confidential, they wouldn't have to apply for the exploration
incentive credit. If they didn't want the noney, they wouldn't
have to provide the data.

SENATOR W ELECHOWBKI asked: If a conpany wants to keep this
information confidential, it just doesn't take the credit?

M5. HOULE said yes. But under the rules of the Alaska Ol & Gas
Conservati on Comm ssion (AOGCC), which permts wells, within two
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years of drilling a well, in general, the well "becones public."
In further response, she said except for wunder this current
AS 43.55.025 program there is no other way that seismc data
beconmes publicly avail abl e. There is one caveat: The charter
data from the BP nerger is available, but soneone nust sign a
licensing agreenent, and soneone who gets that data after
si gning such an agreenent cannot hand it to someone el se.

2:02: 05 PM

M5. HOULE concluded by saying the data sharing was to shore up
the language in the EIC program which is working pretty well
Most of the EICs applied for generally have been for seisnmc and
wells in the National Petroleum Reserve-Al aska (NPR-A) area.

SENATOR THERRI AULT said it seens this is one thing the state can
do to help new entrants. He referred to the nodeling done by
Gaffney Cine yesterday on the legacy fields, noting this is
potentially very meani ngful outside those fields.

M5. HOULE concurred, saying this is very inportant for new
entrants who want to get started in an area but don't have any

data to begin with. It is definitely outside the |egacy fields.
In order to qualify for the credits, it must be greater than
three mles from an existing well, and nore than 25 mles from

an existing unit to get the additional 20 percent.

SENATOR THERRI AULT gave his understanding that there was sone
criticismof the 5 percent credit allowance that a comm ssioner
can use to get access to the old data. The comm ssi oner now
woul d have power to issue these credits. He asked Ms. Houle to
touch on that.

M5. HOULE agreed there was an objection raised about that. She
said there is a process that her Resource Devel opnment group has
to go through to evaluate whether that data is indeed in the
best interest of the state. There would have to be a finding

and deci sion, and then it would be presented to the
conmi ssi oner . But the conm ssioner couldn't willy-nilly just
give credit for data if soneone in her group deened it not
usable to future explorers. She indicated her group had been

| ooking at this from the point of view of a potential explorer
and what type of data such an expl orer woul d want.

M5. HOULE, in further response, said that would be available

within 30 days after purchase, because basically the state woul d
be purchasing it without a |icensing agreenent restriction, and
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after 30 days the older data would then become publicly
avai | abl e.

SENATOR THERRI AULT noted it would be a quick turnaround. He
again highlighted the change in the current system that would
give applicants preapproval instead of having to request a
credit after the fact.

M5. HOULE said the preapproval would be for new seismc shoots

and new wells. That data would be confidential for ten years
In further response, she said currently who applies for an EIC
whether it was granted or not, and when the data wll becone
avai lable aren't in the public record. Language in this bil
would require that DOR put it on its website so conpani es know
certain data will be available. Nowit's all confidential.

CHAIR FRENCH surmsed if it can be listed publicly, then folks
can see what's available, make an informed choice, and actually
access the data in a nmeaningful way.

M5. HOULE agreed, noting it wll help people know what areas
they mght want to explore. Oherw se, they'd have to go to the
different conpanies to get data. If three conpanies had
participated in a seismc shoot, for exanple, two m ght be okay
with trading the data but the third mght not; then it wouldn't
becone avail abl e.

The commttee took an at-ease from 2:07: 06 PMto 6:06:42 PM

CHAI R FRENCH opened public testinony.

JACKI E STEWART, Juneau, infornmed nenbers that she was speaking
as an individual but has been in business in Al aska over

20 years. The last 8.5 years she has been the business
counselor for the Small Business Developnent Center, which
serves all of Southeast Al aska. Because financial statenents

are difficult, she spends a lot of time consulting with people
about them including the difference between gross revenue and

net profit. She expressed amazenent that the |egislature would
consider taxing on net profit, which she characterized as
"whatever you want it to be." She invited nenbers to attend a

class she was teaching Novenber 28 on the subject and also
offered to consult with nenbers individually; she clarified that
she didn't intend it to be deneaning.

M5. STEWART said conpanies always conplain when taxed. Last
year they conplained about the taxes they wound up getting; now
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they seemto think it was a sweet deal and continue to conplain.
She recalled a Chanber of Comrerce neeting where a wonan said
this is about jobs, not taxes, and the state is taxing oil
conpanies at 64 percent; M. Stewart had asked what percentage
of that is royalties, but the woman had said she didn't know.

M5. STEWART surmsed legislators wunderstand the difference

between royalties and taxes, though. Royalties pay for the
resource, which the conpanies don't own; it's their cost of
goods. To her wunderstanding, the state has arranged to tax

partly on royalties and then have a tax that is basically a
sharing of the risk. At the Chanber of Commerce neeting the two
wer e confused, however, as if the 64 percent were all taxes.

M5. STEWART urged legislators to do what she believes should
have been done | ast year: tax based on gross revenue, not net
profit. The latter only leads to lots of work for attorneys.
She said any conmpany can claim expenses that are legitinate; she
cited an exanple. She then asked: Do we really want to argue
with oil conpanies over what their expenses are and whether
they're legitimte?

M5. STEWART recalled Governor Palin said she wants this tax to
be transparent, be fair, and encourage resource devel opnent.
Ms. Stewart agreed, but enphasized keeping it sinple and easy
for Alaskans to understand. If it is sinple, it will be fair
and will elimnate having to spend tinme and noney on litigation.

M5. STEWART also suggested if oil conpanies want the tax
per cent age reduced, taxing the gross does that. She opined that
oil conpani es nake 30-34 percent profit, but posed a scenario in
whi ch a conpany nmakes 10 percent profit, average for a conpany.
I f 100 percent is gross revenue and the conpany nmekes 10 percent
profit, then 1 percent of gross revenue is the sane as
10 percent of profit. Taxing on gross reduces the percentage.

6:13: 31 PM

TI M ARNOLD, Juneau, speaking on his own behalf, said he has been
enployed in the mning industry 30 years and canme to Al aska from
Nevada four years ago, thinking the state was pro-business and

pr o- m ni ng. Al though he still feels that way, other factors
have him worried about doing business in Al aska. Asserting al
is not well in the private sector, he cited inpacts to the

Sout heast Al aska tinber industry, mning, fishing, and tourism

MR. ARNOLD expressed appreciation for |egislators' concern with
ensuring the state is funded adequately and the grow ng needs of
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its citizens are net. But he said the private sector actively
generates the bulk of the state's revenue. Thus it is critica

that Alaska have a healthy business climate, positioned to
conpete on a global scale for the investnent necessary to
develop small and big projects in Alaska's resource industries

These projects wll keep local and state governnent revenue
streans and will provide jobs for Al askans.

MR. ARNOLD said there are plenty of hurdles for the private
sect or. He hopes legislators are cautious about creating new
ones through new taxes, higher taxes, or any other neasures. He
opined that the nost |earned body to nake |laws was designed to
be, and is, the state |egislature. Legislators should craft a
proper message about how willing Alaska is to pronote business

Al aska fell to 47 out of 50 states in a recent Forbes nmgazi ne

ranking of business climates, he recalled. He said the
| egi slature's decisions in this historic session should be ones
that will preserve and attract a business climte, whittling

t hat nunmber down a few notches.

6: 16: 56 PM

DONALD BENSON described hinself as a 55-year lifelong Al aska
resident and third-generation descendant living in the Matanuska
Valley. He strongly encouraged nenbers to add back key el enents
of the ACES plan that were stripped out 1in the previous

comittee: the .02 progressivity; the $30 trigger; the
25 percent tax rate; and the nost inportant administrative tools
that expand the list of reporting, return, and expenditure

i nformation, which the adm nistrative accountants need badly.

MR. BENSON requested passage of ACES to restore public trust and
bring Alaska its fair share of oil and gas revenues. He said
the governor's plan will do this. He recalled polls in the past
weeks showi ng 72 percent or nore of the public agree that Al aska
isn't getting its fair share and that PPT is broken in sone
manner; the latest poll shows 83 percent approval for Governor
Pal in and her adm nistration. He said Al askans are telling the
| egislature their position; they are the voters. He asked
menbers to follow the will of the people by nmaking ACES the new
tax system It is an accounting system and nmust be intact in
order to work for Alaska and the admnistration. He said ACES
ensures Alaska will be treated as an equal partner.

CHAI R FRENCH not ed Senator Thomas of Fairbanks was present.

6: 20: 04 PM
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MARK SHARP told nenbers he was representing the future of the
state: his children and grandchildren. A 52-year Fairbanks
resident, M. Sharp said he counts hinself anong the grow ng
nunber of Al askans who've becone disenchanted or disgusted with
the integrity and ineffectiveness of the legislature. He opined
that nost Al askans sinply don't trust |egislators; that many
representatives are ignoring the governor; that the legislature
has abdicated responsibility to police its own, and thus the
federal governnment has had to step in; and that the |egislative
branch has becone paralyzed. He indicated he'd provided
testinmony and input about tax ideas several tines but felt he
wasn't being |istened to.

MR. SHARP said Al askans face a staggering energy crisis, wth
Cook Inlet gas drying up and Railbelt heating oil at $3 or $4 a
gal l on, higher at Dutch Harbor. He nentioned ranpant greed of
the "big three" oil conpanies, which have set another record for
profits while crying inpoverishnent. Referring to his previous
testinmony, he said both resources comittees have abdicated
responsibility to assess the value of the oil resources and to
develop a fiscal policy to maxim ze the benefit to Al askans -
which he surmsed is being interpreted as maxi num benefit to the
oi | industry.

MR. SHARP suggested | egislators who aren't corrupt are conplicit
for closing their eyes to the crimnal activity. Wrse, as they

sequester thenmselves in Juneau with scores of oil |obbyists,
Al askans are frozen out of their own political process and thus
have lost control of their economc future. He asked what it

woul d have taken to schedule a commttee neeting or two along
t he highway system rather than having legislators listen over a
crackly intercom perhaps then they'd hear folks say to keep it
si nmpl e. Mentioning a point-of-production-based tax and
capturing Alaska's fair share, M. Sharp said allowing the oi
conpanies to "wite the PPT legislation and then use it as a
starting and finishing point was, and is, insane."

6: 25: 52 PM

BUzZzz OTlS, Geat Northwest, noted Geat Northwest 1is a
construction group; he indicated he has been in business in
Fai rbanks 33 years. Unli ke the previous speaker, he believes
nmost politicians in Juneau are there to do a good job for Al aska
and are honorable people; he thanked them for their service.
However, he believes Alaska is at an econom c crossroads.
Federal funding is being challenged, which likely will continue.
He cited challenges to the mning and housing industries,
predicting the construction industry will follow soon.
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MR. OTlI S urged caution, asking nenbers to cone up with a formula
that is stable and wll encourage long-term investnent in the
oil fields, not only on the North Slope but also in Cook Inlet.
He noted Doyon and sone of its partners are exploring in the
Nenana Basin, for instance. He al so expressed the need to not
have to revisit this issue. A busi ness person whose taxes are
revisited every year or 18 nonths would be nervous about making
an investnment for the long term It's all associated with risk.

6: 28: 24 PM
JERRY McCUTCHEQN, Anchorage, representing hinself, said the use
of ridiculous illustrative exanples needs to stop because they

have a bad habit of |ater becomng facts. He asked: Wiy do you
think the oil conpanies are using DNR/ DOR nunbers rather than
their owm? Referring to Exxon's testinony today, he said sone
state enployees put out an illustrative exanple that proves the
oi | conpani es' case better than industry nunbers do.

MR. MCUTCHEON referred to the Gaffney Cine exanples and said
250,000 barrels a day as the oil-pipeline mninum flow and
shutdown point is nuts and stupid, even iif it's only
illustrative. He suggested trying 50,000 barrels a day at $80
oil, for $1.5 billion a year; at $40, for $750 mllion; and at
$20, for $375 mllion. M. MCutcheon negated the idea that oi
conpani es would shut down the line if the throughput were only
50,000 barrels a day at $20 a barrel, abandoning billions of
dollars of North Slope infrastructure and then having to pay for
its renoval.

MR, MCUTCHEON recalled today Exxon told the House Resources
Standing Conmittee there's another 53 billion barrels to be
di scovered in Alaska, not counting 30 billion of viscous oil or
30 billion of heavy oil. He said a perfect exanple of "no
abandonment” is the Cook Inlet platfornms, where not one of them
makes econom c sense "the way you people have been calculating
things." He said it costs nore to renove the platfornms than to
keep them which is why they're still there.

MR. MCUTCHEON opined that Prudhoe Bay has already produced

6.1 billion barrels, nore oil than would have been produced if a
gas line had been constructed in the 1980s; at |east another
9 billion barrels remain to be produced. It is a good tinme to
di scuss the Cook Inlet platfornms, he said, for those who persi st
in demanding a gas |line and expensive oil recovery. He added
t hat there is nore "once-recoverable oil t hat IS now

unrecoverabl e” under the platfornms than was recovered, over a
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billion barrels, worth at least $80 billion at today's prices.
He explained that the gas that came up with the oil had been

sold off. He cited the exanple of Swanson River, where the
percentage of oil recovery was three times that of the
pl atforns.

MR. MCUTCHEON suggested since Alaska will own Point Thonson if
Governor Palin doesn't sell Alaska out, Al aska should sue the
Prudhoe Bay owners for a realignnent of Prudhoe Bay interests

with Point Thonmson - just as Prudhoe Bay owners have sued one
anot her several times to sort out ownership, the last tine being
a decade ago. He concluded by saying the injection of Point

Thonmson gas into Prudhoe Bay would nmake the State of Al aska the
| ar gest sharehol der of Prudhoe Bay.

6: 33:42 PM

STU GRENI ER, Anchorage, recalled yesterday hearing on the radio
that Al berta, Canada, raised its royalties by 20 percent. He
said that is very sinple. Everyone understands what it neans.
By contrast, ACES has a |lot of people scratching their heads.
He noted at a neeting at East High a few weeks ago there was
mention of raising royalties or sonething equivalent for the two
bi g producing fields, Kuparuk and Prudhoe Bay. That is sinple.
Peopl e woul d understand and support it.

MR. GRENIER simlarly proposed giving tax breaks on what hasn't

been produced yet and raising royalties, or somet hi ng
equi valent, for those fields. He expressed concern that the
ship is going down economcally because of the oil flow

Legislators nust start making hard decisions so Al aska doesn't
end up with infrastructure it cannot pay for. They also nust do
sonmething to help the state in the long run, 30 or 40 years from
now, such as taking the increased royalties fromthe big fields
and then devel oping hydro projects along the Railbelt. At |east
then there'd be usable energy for future Al askans.

MR. GRENIER pointed out that whatever doesn't get devel oped
because of raising taxes or royalties wll still be in the
ground for future generations to devel op. Not hing says this
generation has to develop everything now for its own benefit.
He expressed <concern that the legislature isn't fiscally
conservati ve. What ever conmes from future taxes or increased
royalties should go into |ong-term productive projects that wll
benefit future generations, rather than just having "a big
party" now. Saying the oil conpanies are snpboth, getting their
tax breaks and producing propaganda, he asked for sonething
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sinple and clear, increasing royalties as he'd discussed, wth
t he hope of having sonething to show for all this noney |ater.

6: 38: 37 PM

AVES THOWPSON, Executive Director, Alaska Trucking Association
(ATA), Anchor age, said ATA is a b50-year-old statew de
organi zation representing trucking interests from Barrow to
Ketchikan. [Its nore than 200 nmenber conpanies represent all the
di verse trucking operations in the state, and many associate
nmenbers provi de goods and services to this industry. In Al aska,
trucki ng enploys over 20,000 people, 1 out of every 14 in the
wor kf or ce. Payrolls total over $900 mllion annually. Most of
the several t housand famly-owned and corporate trucking
busi nesses have fewer than 10 enpl oyees.

MR. THOWPSON turned to PPT issues and SB 2001. He said while
the enphasis seemngly has been on raising taxes to increase
state revenue, ATA believes the better way to naxim ze benefits
to Alaska is to provide good-paying, long-termjobs for this and

future generations. The state needs to focus on slowing the
production decline. Investnents need to 1) continue in existing
fields, 2) be made in heavy oil, and 3) be nade to pronote

devel opnent of new fields. Existing field devel opnment should be
the first priority, since nobst new production in recent years
has occurred in such fields. Wthout this base production,
heavy oil and other new field developnent wll face nmajor
addi ti onal chal |l enges.

MR. THOVPSON said the oil and gas business is capital-intensive;
it takes many years for a return on investnments. I ncreases to
taxes lengthen that recovery time and can negatively inpact
proj ect economcs and investnent decisions. Wiile tax policy
shoul d produce state revenues, it is nore inportant to encourage
future investnent to develop Al aska's abundant resources. He
urged keeping the tax rate |low and using incentives to increase
such investnent, thereby providing good, long-termjobs for this
and future generations.

6:41: 33 PM

JASON BRUNE, Executive Director, Resource Developnent Counci
(RDC), Anchorage, noted his wife works for Alyeska Pipeline. He
described RDC as a business association wth a diverse
nmenbership including conpanies and individuals from all the
state's natural resource industries, as well as Native regiona
corporations, |local governnents, organized | abor, and nore.
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MR. BRUNE enphasi zed sending a positive nessage that Alaska is
open for business. He said Alaska was allowed to becone a state
because of its rich natural resource wealth, but it appears its
i ndustries are under attack; he gave exanples. Turning to the
oil and gas industry, he expressed concern that yet another tax
i ncrease would send a bad nessage. Bal | ot Measure 2 |ast year
sent a nessage that Alaska nmay in the future tax reserves that
are in place; although it failed, it could cone forward again.

MR. BRUNE said Alaska lacks the infrastructure and has high

costs of doing business. Total governnent take presently is
around 64 percent. Under Governor Palin's bill it could
approach 68-70 percent, even higher wth progressivity. He

urged commttee nenbers to reject any anmendnents that would
increase it further.

MR. BRUNE noted this norning forner Governor Know es spoke to
RDC. M. Brune encouraged reading comments at akrdc.org. He
said forner Governor Know es stressed the inportance of the
partnership between the state and the oil and gas industry, and
al so enphasized - as RDC has done for years - the inportance of
putting a long-term fiscal plan in place. He nentioned
incredible oil revenues of the past two years, matched by the
two | argest budgets ever.

MR. BRUNE acknowl edged the state's sovereign right to raise
taxes, but said this doesn't nmean it should. As for Al aska's
fair share, he asked what a fair share is and what |egislators
pay, for instance, as a fair share to help run state governnent.
He said Alaska is the only state in the US without either a
state income tax or a state sales tax, and Al askans al so receive
per manent fund divi dends (PFDs), $1,654 each this year.

MR. BRUNE said RDC believes a fiscal plan nust include not only
i ndustry taxes, but also a broad-based tax, sone use of the
permnent fund, and spending restraints. "Industry tax after
i ndustry tax" does not a fiscal plan nake. Nor does it send a
positive nessage to those contenplating investing in Al aska,
bringing future jobs. He urged legislators to put all this
together as part of a fiscal plan. He also urged them to |et
PPT, put in place |ast year, work.

6: 46: 51 PM

JEFFREY KNAUF, G rdwood, said he really likes the ACES bill as
it was presented, believing it provides for the fair and
equi tabl e taxation Al askans are |ooking for. He views the oil
industry as looking a hundred years ahead, and he finds it
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exceptionally hard to believe the reserves aren't there, for
i nst ance.

MR. KNAUF predicted any anendnents to the original ACES bill
would likely result in a petition process, which he'd strongly

support. He said he knows what it is like to be inpacted
dramatically by the Exxon Valdez incident and how it was
handl ed. He doesn't feel adequately represented. Exxon is a

substantial part of an industry that he doesn't believe can be
t rust ed.

MR. KNAUF said he believes ACES nore than adequately addresses
that, and in the long term it provides good revenue to the

st at e. Because oil conpanies cannot regulate thenselves, he
counts on the state to present sonething such as ACES and foll ow
t hrough; otherwise, he believes there wll be an aggressive

petition process to put it on the ballot.

6:51: 57 PM

EMLY FORD, Governnent and External Affairs Mnager, Anchorage
Chanber of Commer ce, said her menber - dri ven, nonprofi t
organi zation has nore than 1,200 nenbers representing 75,000
enpl oyees. She read a condensed version of a letter recently

approved by the board of directors and sent to the governor and
the legislature. M. Ford said while appreciating the desire to
ensure that the nost vital conponent of Al aska's petroleum tax
regimen was the result of sound public policy, they have
significant concerns regarding the review.

M5. FORD therefore requested the follow ng actions: 1) review
PPT to ensure it is sound public policy, but don't discard it
sinply because of circunstances involving dishonest |awrakers
surrounding its passage; 2) if there are legitimate doubts
concerning the effects of PPT, don't be afraid to allow it to
exist for a sufficient time to allow reliable data to be
generated, consistent wth the original |egislation, which
provided for review after five years; 3) take all appropriate
caution to protect Alaska's reputation as a stable tax
envi ronnent that encourages and pronotes business opportunities
and investnment; and 4) consider any revenue enhancenents only in
conjunction wth developing a fiscal plan, a spending-and-
savings plan for the State of Al aska.

6:55:17 PM

JIM SYKES, Palner, representing hinself, said he was forner
executive director of Gl Watch Alaska, formed in the md-1990s
to ensure the state gets its fair share and oil conpanies are
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treated fairly as well. He referenced a report released
Decenber 9, 1998, by Richard Fei nberg of Fairbanks, "How Mich Is
Enough,"” which said the state wasn't getting enough oil revenue.
On that day, oil hit $10 a barrel. M. Sykes said the industry,

while still making a profit at $10 a barrel, denied it was
maki ng noney. However, it was |learned fromoil conpany insiders
and governnment officials that the report - which was based on
publicly available information - was close to the mark. Even at
extrenely low prices, oil is extrenely profitable.

MR. SYKES surm sed oil conpanies have the ability to nove |ess-

profitable heavy oil, especially at today's sky-high prices.
Had the report's six recommendations been followed, there' d be
no need to be here today. It centered on a "wi ndfall equal-
sharing tax" under which "x" amount is taken out of the ful

price of oil. If the state is an equal partner, its share
should rise and fall along with the oil industry, resulting in a
fair share no matter what the price of oil is. The report
called for a surcharge to kick in at about $18.50 a barrel. The
current discussion is about adding a surcharge after $40, $50

or $60 a barrel. He opined it should be closer to $25 a barrel.

MR. SYKES hi ghlighted problens. Long term the aging oil fields
and infrastructure are increasingly expensive and thus a net-
profits tax wll assuredly result in greater wite-offs against
profits. Short term Exxon, BP, and ConocoPhillips could rig
the system and take advantage of profits they nake on behal f of
t heir sharehol ders. Wth respect to information not provided
from the conpanies, he said if the state doesn't have the tools
to nonitor a net-profits tax, those should be enacted; it may
requi re a conm ssion.

MR. SYKES agreed with M. Benson that the portions stripped out
of ACES shoul d be put back. M. Sykes said deductions on newer
and smaller fields should only be allowed for verifiable, cash-
only field expenses. There should be nore public disclosure of
i nformation. And wite-offs for |obbying, nedia canpaigns, and
so on should be prohibited. The cost of cheating and del ay nust
be greater than the cost of proper reporting and the paynent.
Al so, access to North Slope facilities by new explorers nust be
guar ant eed.

MR. SYKES asked legislators to look at actual transportation
costs related to TAPS; for conpanies that both produce oil and
ship it through the pipeline, there nust be a real cost
attached, not just what they say costs are. At the sane tineg,
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those costs nust protect independent conpanies, which are aced
out of the pipeline because they' re not owners.

MR. SYKES disagreed with the contention that taxes prevent
investing and further exploration on the North Slope and that
the oil producers may |eave. He said they won't |eave at $80 or
$40 a barrel. Mentioning fornmer Governor Walter Hickel, he said
a partnership with the oil conpanies nust be equal. He asked
| egi sl ators to reexam ne the situation thoroughly.

7:02: 54 PM

DAVWN MENDI AS, Chugi ak, a retired teacher, said the profit notive
is strong and the state shouldn't underestimate its resources.
As long as any profit exists, the oil conpanies wll stay.
Al aska is a known and stable location, unlike many other places
where these conpanies still operate. M. Mendias al so cautioned
against thinking of this as a partnershinp. Rather, it's a
busi ness rel ati onship. The state owns the resources, which
constitutionally are for the benefit of Al aska's people.

VB. MENDIAS said PPT is flawed, passed in haste and
chor eographed by the oil conpanies. Corporations have one goal
profit for their sharehol ders. Fairness isn't included.
Because legislators are dealing wth agents of the oi
conpani es, however, they tend to personalize it and be fair.
I nstead, |egislators should get as nmuch as possible for Al aska,
especially since the oil is declining. As for giving PPT tineg,
time is noney. The state cannot afford to lose billions of
dol l ars waiting.

M5. MENDI AS said these conpanies have slick public relations
accounts that can play wth net profits, and sonme Al aska
| egislators who are weak, stupid, pliant, or corrupt to help

achieve their goals. She asked how it can be that while
conpanies rake in record profits - which they won't even revea
upon questioning - Alaska's schools, swinmng pools, social

programs, village health prograns, and infrastructure scranble
for funding.

M5. MENDI AS encouraged |legislators to raise taxes and take back
what belongs to Al askans, now and for the future. A 25 percent
tax m ght not be enough. She said ACES is okay unless sonething
even nore beneficial for Alaska' s bottom line can be brokered.
Whatever it is, choose sonething sinple. Tax the gross.

7:06: 50 PM
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SIG RUTTER, a 30-year Alaska resident, said after construction
of TAPS was conpleted in 1976, he went to work on the pipeline
in 1977. The construction canps were full of people and yet
little was being done. They were flown to renote hilltops by
helicopter and then sat around canpfires telling stories all
day; at night they returned to canp, where a big spread awaited.

MR. RUTTER said the workers knew sonething extraordinary was
going on, but didn't know what. Later, |lawsuits clainmed that by
wasting noney, the industry majors were able to drive the tariff
up so high that only they could afford to bid on future | eases.
| ndependent drillers from Texas, lahoma, and Womng were
unabl e to conpete because only the pipeline owers could afford
to ship their oil profitably through TAPS. The state and its
peopl e, because of the royalty, paid for all the waste.

MR, RUTTER said he believes all this talk about providing a
fertile investnent climate is poppycock, whether it's com ng
from the Chanber of Commerce or others. Expressing disgust with
the legislature, he discredited the idea of a partnership with
i ndustry; opined that a profits-based tax will result in a |ot
of nonsense, crinme, and corruption; and said it is about tine
the oil conpanies start paying their own way.

MR. RUTTER recall ed when TAPS was built, workers expected it to
| ast 20 years; he surmised that figure cane about because the
| egi sl ature provided a 20-year depreciation schedule. Now TAPS
has gone 10 years beyond its projected life. The oil conpanies
have basically received a free ride, because they were allowed
to subtract costs fromthe state's royalties. Strongly bl am ng
t he Republicans, he asked: How nmany tinmes do we have to pay for
this pipeline? He said once the depreciation ran out, the
conpani es started tal king about new incentives and whatnot, and
he believes sone fields pay no royalties at all.

7:11: 01 PM

MARY AND JIM ODDEN, Nelchina, testified via a joint statenent
read by Mary QCdden. They've lived in Alaska since the md-
1970s, working 1in the public and private sectors. They
currently own and operate a community newspaper serving the
Copper River Valley; their business is tied to the |ocal econony
and to sone intangible qualities of Ilife in Al aska. They
consi der thenselves fiscal conservatives who al so recognize that
state governnent bears responsibility for maintaining public
educati on, safety, resource managenent , transportation
infrastructure, and care for the weakest citizens.
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M5. AND MR  ODDEN, through Mary Odden, said they support a
careful design of a fiscal design for Al aska. The best | ong-
term interests of Alaskans aren't necessarily those of the oi
producers; legislators should determ ne where those diverge.
They support the governor's ACES plan, which they don't believe
will hurt the oil and gas industry. | f the ACES tax percentage
is lowered, a progressivity conponent should balance it. They
request a price or cost protection for |legacy fields such as
Prudhoe Bay. They also ask that reporting requirenents for
conpani es be preserved. Transparency is critical. Al aska needs
the tools. Finally, |legislators should adopt sone form of
Senat or Dyson's anendnent which asks that a future percentage of
the progressivity conmponent be dedicated to repaying the
constitutional budget reserve (CBR) account.

7:15: 06 PM

MALCOLM RAY, Eagle River area, described hinself as an oil and
gas owner with properties in 14 states in the Lower 48. He pays
from 3 percent production tax in sone states up to 7 percent in

1 ahoma. He considers a tax over 10 percent to stifle his
conpany's ability to explore for oil and gas, or even to conduct
lower-risk oil and gas projects. He would never bring his

conpany to Alaska under the current circunstances and fiscal
situation, M. Ray told nenbers. He has lived in Alaska three
times; this tinme, he's been here 10 years.

MR. RAY said there is an initiative in Al aska currently being
chanpioned by a self-righteous governor with no know edge of
private industry. Changing the tax rate for a single industry
three times in as nmany years is an atrocity against the state
and its future well-being, and is a direct attack on people in
the Lower 48 who nust pay even higher prices for natural gas to
heat their hones. He predicted Alaska will be |like a Third
World country if this continues.

MR. RAY said he has personal knowl edge of the waste and
corruption in this governnent, beyond what has nade the news in
the |ast few years. He opined that the real corruption is in
the governor's office, not the few legislators who may have
worked with their buddies for a few thousand doll ars.

MR. RAY referred to a five-page report dated August 3 from
Governor Palin's admnistration, surmsing it's a hoax and
cannot be substantiated; M. Ray said he is very professional
when requesting information and has had a request in for over a
week, but DOR won't send data supporting how this report was
arrived at. Also, while a net-profits tax is in line with how
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i ndi viduals pay federal incone tax, and while other states have
net - based inconme tax, the report says the State of Al aska
doesn't know how to adm nister this tax. He cl osed by saying
other states aren't nearly so greedy wth respect to this
particul ar industry.

7:19: 42 PM

DANTEL B. WNN noted he has lived in Alaska 38 years, nostly
around Honer. A comercial fisherman, he also is a retired
| aborer out of Local 341. He believes a gross-based tax is
best . A net-based tax pits the state against sone of the best
| awers and accountants in the US;, he questioned whether the
State of Al aska has the resources to deal with that. He wants a

tax to be straightforward, based only on the gross.

MR WNN said there are shortcomngs with respect to state
oversight of the oil industry. The pipeline is 10 years beyond
its expected life, he indicated. He'd worked in Val dez severa
years ago, and the place isn't well kept. Cting the settling
ponds as an exanple, he expressed concern that there will be
massi ve expenses for Valdez and all along the pipeline. He
suggested considering that while figuring the tax out, and
putting noney away for further inspections and so on.

MR WNN also said the systemis a little flawed because each
year the legislature decides how much noney goes towards

over si ght. That nmakes it difficult to hire outside consultants
or engineering conpanies that could actually do the work and
i nspect it. He agreed with fornmer Governor Jay Hanmond, saying

i ndustry should pay its own way, including comrercial fishing.

MR. WNN opined that Al aska hasn't been getting its fair share

from the oil industry because of their accounting procedures.
He hopes legislators will pass sonething based only on the
gross, even for new fields. If they want to specify certain

areas where deductions can be nade, that is fine, but it should
be really clear and sinple. He added that he can't believe sone
people think the oil industry is being overtaxed by the state.

7:23:56 PM

KELLY WALTERS spoke in favor of a tax on the gross. He said
when PPT passed l|ast year, originally there weren't enough
votes. Before that, under then-Governor Mirkowski, the deal was
negotiated in secret with the oil conpanies; at the last mnute
a special session was called and it was revealed to be tied to a
proposed gas pipeline. It wasn't really covered in the
newspaper that this was a net-profits tax, he said, or that
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85 percent of the state's revenue would be tied to the

efficiencies of the oil producers. He indicated it provided a
disincentive to efficiency, since the higher the costs they can
wite off, the lower their taxes - and hence the I|ower the
state's revenue - wll be.

MR. WALTERS said with a net-profits tax, the state absolutely
needs a legal and accounting infrastructure to ensure it's
getting a fair share. It is a bad idea. He recalled CGovernor
Pal in had canpai gned on taxing the gross; he'd seen a couple of
her presentations. In terms of the investnment discussed by the
nmedia, he opined that if there is profit to be nmde, the oi
conpanies will find a way to do so. However, it doesn't appear
there has been significant investnent, even with incentives.

MR. WALTERS referred to the recent trials involving Al askan
| awmakers, saying there has been a nerger of the interests of
the government with those of the oil producers. Suggesting this
is fascist, M. Wilters concluded by asking legislators to not
be fascist and to tax the gross.

7:27:07 PM
PAUL KENDALL began his teleconferenced testinony by protesting
t he process.

CHAI R FRENCH acknow edged the frustration of not being able to
testify in person, but pointed out that no matter where the
commttee nmet, nost of the state wouldn't be there.

MR. KENDALL thanked Governor Palin, saying he thinks she is

wel | -i ntended, but specified that he supports a gross-based tax.
He disagrees with PPT's conplexity. Today the pipeline is two-
thirds enpty; it has taken several years to get there. One
would think oil conpanies would be knocking at the door, but
t hey haven't. Nor does he see the three nmmjor oil conpanies
having a lot of contractors |ooking for nore oil. He asked
whet her what goes in the pipeline is neasured agai nst what goes
out, for exanple. He also noted that the oil conpany
representatives aren't sworn in when testifying. He suggested

t hat shoul d happen.

VR. KENDALL expressed concern about Commissioner @Glvin's
testinmony, since he represents the state's interests, does oil
forecasting, and also acts as an investnent banker and so on.
M. Kendall said it seem every form of testinony is suspect,
including his own. The legislature has failed to make these
peopl e stand up and be accountable. They should be sworn in and
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should be asked to testify. He said he believes Al aska has a
bright future, but he's frustrated when |looking at the totality
of events, such as not opening the Arctic National WIldlife
Refuge (Arctic National WIldlife Refuge (ANWR)) to devel oprent.

MR. KENDALL |eft his phone nunber, 222-7882, suggesting people
need to reach out to formtheir own neans of dial ogue, which is
what happens when |eadership seens to fail to represent the
peopl e because it has no vision and no foundation. He clarified
that he believes there is a bright, magnificent future close at
hand. He acknow edged that many are well-intended and do shine.

7:33: 14 PM

TOM LAKOSH asked nenbers to consider his witten and oral
testinmony as well as critical docunents and comrents attached to
an e-mail he'd sent.

CHAI R FRENCH noted his e-mails would becone part of the record.

MR. LAKCSH said al though there are many issues, he would correct
m srepresentations in rmaterial publicly dissemnated by a
| egi sl ative consultant and DOR Presented yesterday, this is
the representation that PPT and the anmended ACES system of tax
deductions and credits are necessary and/or the preferred
mechani sm to advance legacy oil field infill drilling that is
designed to stemoil-field production decline.

MR. LAKOSH told nenbers the material omssion is that the |ease
provisions for the fields already require the lessee to "dril
those wells as a reasonable and prudent operators would drill,
having due regard for the interest of the state". That is from
the standard | ease form page 6. They also omtted that "the
conm ssioner wll require amendnents that the conmm ssioner
determ nes necessary to protect the state's interests" in
consideration of |essee's plan of operations. That's from
page 4 of the standard |ease, and the same |anguage is found at
11 AAC 83.158(e).

MR, LAKOSH said a fair legislative investigation mndated by
Article I, Section 7, of Alaska's constitution would necessarily
require the following three actions: First is a full apology on
the commttee floor and in all Al askan publications of record.
Second is a presentation by Gaffney Cdine depicting the
necessary infill drilling and heavy oil extraction required of
| essees pursuant to the diligence and prevention of waste
provisions in section 13 of the |eases in question.
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MR. LAKOSH told nenbers the nodeling should assume nultiple
standards of "reasonable profit" as garnered by all other
Al askan corporations and showng utilization of all w ndfal

profits above such reasonable rates of return already garnered

to date, and it should incorporate existing DOR oil price
projections and any necessary extrapolation into the future, to
show a projection of lifetime field-decline rates and projected

revenues conparable to the presentation in question.

MR. LAKOSH said the third action required is calling the DNR
conmmi ssioner and his know edgeable Division of Ol & Gas staff

before the conmttee to explain: 1) the relevant |ease
provi si ons; 2) his admnistration of these | eases, bot h
consistent and inconsistent wth constitutional, statutory,
regul atory, and contractual mandates to preserve the state's
interest; and 3) in cooperation wth Gaffney Cine, what
specific operational plans he'll develop in admnistration of

| essees' duty to fully extract all hydrocarbons on their |eases,
in conformance with the applicable | eases.

MR. LAKOSH referred to discussion in the House Resources
Standing Commttee today, where he said legislators finally
recogni zed | eases are an inportant part of this discussion. He
also referenced a presentation by Pioneer that explained the
other side of the sane coin; he said they have a net-profit
| ease provision being inpaired by a net-profits tax. Expressing
concern t hat | eases whi ch typically addr ess drilling,
exploration, and production costs are being inpaired by this net
tax/credit legislation, he opined that this is prohibited by
Article I, Section 15, of Al aska's constitution.

7:39: 27 PM

MARSHALL BYRD, Anchorage, on behalf of his famly's future,
expressed discouragenent with the governnment's ability to |ead
this great state and to lay a foundation for the future. He
sai d | eadership has been overreacting and | eading from enotions.
He cited exanples involving Mtanuska Miid; Point Thonson; and
the Alaska Gasline Inducenent Act (AGA), which he said
effectively shut out those conpanies with the resources to

deliver such a huge project. He suggested these send a clear
nmessage, beyond just the oil industry, that Alaska isn't the
place to invest and do business. Now under consideration is

what he considers the knockout blow. raising taxes a third tine
before the ink has dried on PPT.

MR. BYRD asked that the legislature lead with |ogic and vision
securing his famly's future by sending a nessage that Al aska is
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a place to do business. He asked that PPT be left in place |ong
enough to see whether it works, and asked |egislators to focus

instead on diversifying Al aska's econony. He asked: If the
current tax structure is creating a budget surplus, why take
nore? And what will it be spent on? He requested that future

jobs for his three sons not be traded for a bl oated governnent.

7:41:21 PM

GLORI A DESRCCHERS, Fairbanks, an Al aska resident since 1960,
said it appears |awrmkers have been sweet-talked by the oil
i ndustry. They should put the interests of Alaskans ahead of
the oil conpanies and should act as the parent, not the child.
She lauded Frank DelLong, indicating he'd said Indonesia has
taken control of its own resources, for instance, wth positive
results for Indonesia, and with "big oil" making enough profit
to stay.

M5. DESROCHERS said oil conpanies have no allegiance to anything
but profits. Al askans should have at |east as nmuch desire and
duty to thenselves wth respect to their owm profits. She urged
menbers to be open and listen to the wi sdom of those |ike Frank
DeLong, whom she called a goldm ne of experience and know edge.
She also wanted to know the sources and reasoning behind
information on oil-resources issues that have controlled
| egi sl ative decisions thus far.

7:46: 30 PM

JARED HAMLIN told nmenbers he was also representing his wife and
young daughter; all three were born in Alaska and want to see
Al aska "continue on with its resources.” He said the oil tax is
being revisited because the |ast change occurred under a cloud
of corruption and bribery. When any industry nakes accusations
about instability because of revisiting sonething, it should be
consi dered whether the industry itself is the reason behind it.
He asked for legislators to put sonething in place such that it
doesn't have to be revisited again.

MR HAM.IN said the problem with PPT is it requires nassive
anounts of accounting and so on, for which the state has to
attract workers to go up against |awers and accountants for the
oil industry. Another flaw is the nassive amunts of wite-offs
the industry can do. As far as CGovernor Palin's tax plan, he
said he likes sone portions, but others seem junbled up and
t echni cal . Al askans need sonething sinple, nore like a gross
t ax. However, he disagreed with even wusing the word "tax"
because it's nore like a fee, since the state is paying the
industry to take the oil out.
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MR. HAMLIN said Alaska is unique and utilizes those resources,
under the constitution, for Al askans to live. It also has a
uni que product to offer. The state needs to get the best val ue
for the long term He agreed with earlier testinony that it
doesn't all have to be produced today. If the oil conpanies
don't want to play ball, they' Il cone back sooner or |ater. He
proposed having a higher tax than currently; getting a fair
share based on the world average; and having this happen sooner
rather than later - not waiting to see what PPT will do. He
surmsed it costs a lot every day while people sit and wait for
a broken plan to try to fix itself.

MR. HAMLI N suggested noving forward. He agreed with wanting to
have busi nesses invest in Al aska;, he enphasized sending a clear
nmessage. He referred to ads fromthe oil industry, saying a |ot
of people are scared the industry wll |eave. "We know that's
not true," he told nenbers, surmsing they all know the oil
industry won't |leave Alaska if they institute a world average or
fair share, whatever those nean. M. Hamin said he wants an
increased share to go to Alaska for its product and to still
keep a good, healthy relationship with the oil industry. He
expressed hope that this will help in the future with respect to
mning as well.

7:51: 48 PM

BILL WARREN, N kiski, said he came to Alaska in 1951 and was
representing his three-year-old son; he doesn't want the state's
resource to be dried up like a prune when his son reaches
M. Warren's age, as is the case in Cook Inlet. He opined that
that State of Alaska is in big trouble. The "big three" are in
Prudhoe Bay, which has led to a chain of events and a nonopoly,
with little conpetition. There is no Railbelt energy policy.
Agrium has fail ed. Gas prices are rising. There is a failed
gas line contract. He nentioned shenanigans going on and so
forth, saying if Exxon doesn't like the risk, it should get out
of the business and manufacture shoes.

MR.  WARREN highlighted public suspicion of the governnent,

saying all this corruption, indictnents, and convictions give
reason for suspicion. He nentioned fear of ongoing tax
l[itigation by entities |ike Exxon. Recalling his own work on

the pipeline and doing maintenance work at Valdez, as well as
working from Ketchikan to Barrow, M. Warren predicted a
tremendous anmount of wite-offs for maintenance because of the
mat ur e nechani cal and el ectrical systens.
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MR. WARREN hi ghly recomended a gross tax with very nice credits
to those "who actually do things in the state of Al aska, and not
Ckl ahoma or Texas." The extra noney from this tax increase
shoul d be used wi sely. There should be a plan devel oped for in-
state gas use immediately, appointing the Alaska Natural Gas
Devel opnment Authority (ANGDA) to be the vehicle; he alluded to
Harol d Hei nze of ANGDA.

MR. WARREN also nentioned training and true apprenticeships,
saying there won't be a need to conpete later if everything is

prebuilt in Alaska, whether for a spur line or a stand-alone
line to Prudhoe Bay, which the tariffs have proven econom cal.
He concluded by saying the big three oil conpanies have an

increasingly smaller "grazing range" in the world.

SENATOR THERRI AULT agreed about the increasingly smaller grazing

range, saying there have been national articles about it. He
al so agreed that with the trials of |awrakers, there is reason
for suspicion. Alluding to the debate on PPT last year,

however, he said there were people in the building asking
guestions, trying to expose what they felt was going on; he said
Senator French was right there with him He opined that going
t hrough this new process will |ift that cloud.

7:56:41 PM
JIM ADAMS, Nome, indicated this is the state's opportunity to
receive a portion of its due.

7:57:14 PM
RANDY SELMAN, Wasilla, gave sone personal history, noting he now
has descendants working on the North Sl ope. He said he feels

PPT isn't tainted and that taxes do affect capital projects
because they're a liability and correspond directly to the net
present value and return on capital for any project.

MR. SELMAN said North Slope payrolls are probably in the top 5
or 10 percent in the US wth respect to net incone for
i ndividuals; they're also nore than 50 percent of the operating

cost of doing business there. North Slope construction and
drilling costs are some of the highest in the world, and
facilities are sone of the nost expense as well. This is due to

the extrene environnent there.

MR. SELMAN recalled two weeks ago, two strong conpanies in the
oil business gave back 300,000 acres to the Bureau of Land
Managenent (BLM because they'd decided those were uneconom ca
to explore. He said the oil business is highly conpetitive and
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conpani es are investing worldw de. He chall enged nenbers to
hel p Al aska stay conpetitive, which he believes nmeans |owering
taxes, not raising them

MR. SELMAN enphasized getting new oil into the pipeline and
keeping folks enployed in Al aska until a gas pipeline can be
built, which wll get Alaska to the next 50 years. | f

| egi slators do anything with respect to ACES, he asked that they
pick up sone of the inportant admnistrative portions that can
i mprove PPT. Pl ease don't raise taxes, he concluded, saying
Alaska is headed in the wong direction and wll be
nonconpetitive worl dw de.

8:00: 27 PM
SHANNYN MOCRE, describing herself as a lifelong Al askan and
concerned citizen, said she is tired of the "jellyfish approach”

to Alaskan politics, the lack of spine. "This is our state,”
she sai d. "This is our resource. And this is our future. e
are the shareholders - not the shareholders of Exxon, not the
sharehol ders of BP nor anywhere else." | ndi cating forner
Representatives Tom Anderson and Pete Kott as well as
Representative Vic Kohring had been found guilty, she said this
| egi sl ature has been corrupted. This tax is being revisited
because of it. And it isn't known whether nore indictnments are

com ng. She asked whether this tax, if it goes through, will be
revisited as well.

M5. MOORE suggested the Anchorage Chanber of Commerce should
talk to the Chanbers of Commerce in Cordova, Valdez, Kodiak,
Homer, and so on to see how reliable oil conpanies are to them
"Don't blink," she said. "Don't |ook away." She said the
testinmony heard during the daytine hours came from oil conpanies
that lie, saying they'll have a hard time paying their bills and
won't be able to explore; she totally discounted this, surm sing
$94 a barrel should be enough incentive.

M5. MOCRE enphasized that legislators are there for Al askans.
This is Alaska's oil. Just because the oil conpanies are taking
it doesn't nmean they get to negotiate what part they'll give to
Al aska. She said the oil conpanies trying to manipulate the
| egislature are the sane ones that lie to Alaskans; she cited
al nrost 19 years of manipulation by Exxon, alluding to the Exxon
Val dez di saster, and said ConocoPhillips rallied the |egislators
and won PPT; she questioned how anyone could want to keep it.
She concluded by saying legislators only owe Al askans. They
don't owe the oil conpanies.
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JOHN RANDALL, Wasilla, noted he has called Al aska hone since
1949 and was president of the first borough assenbly on the
Kenai  Peni nsul a. He recomended scrapping PPT and giving
consideration to a policy they'd used in those first few years:
paynment in lieu of taxes. Under this, taxes on certain parts of

the facilities are excused for a period of tine. In this way,
Alaska wll be - at least in part - indemified against
occurrences such as the Exxon Valdez oil spill or mal feasance in
mai nt enance of property. Whet her the price of oil is high or
low won't matter. An agreenent should be reached that they pay
in advance a sum that he reckons to be in the billions of

dollars, paid into both the permanent fund and the CBR

MR. RANDALL said he'd talked about this with now Governor Palin
when she first was running for office and passes it along to
| egi sl ators now. He offered to talk further wth anyone about
this. He also noted that today a legislator from his district
is a convicted fel on.

8:07:52 PM
STEVE MORAW TZ, Wasilla, a 49-year Alaska resident, said he
believes there needs to be a vote on PPT. The oil conpanies

used wunethical mnmeans to influence the Ilegislature, and he
surmsed it's likely that nore senators are on the payroll of
big oil. The voters of Al aska need to know where |egislators
stand so they can be held accountable. He specified that he
favors the recomended 25 percent.

CHAI R FRENCH asked whether anyone else wi shed to testify. He
hi ghlighted the lack of trust of the legislative process that
had been heard, acknow edging it's sonewhat understandabl e.
Speaking for the commttee, however, he said he didn't see any
di shonesty or m sdeeds here. Rat her, he sees a lot of hard
wor k. He thanked the testifiers and held SB 2001 in conmttee.

There being no further business to conme before the committee
Chair French adjourned neeting at 8:09:33 PM
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