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ACTI ON NARRATI VE

CHAIR CHARLIE HUGGA NS called the Senate Resources Standing
Comm ttee neeting to order at 3:37:44 PM Present at the call to
order were Senators Geen, MQiire, Wagoner, W el echowski,
St edman and Chair Huggi ns.

SB 80-0O L & GAS PRODUCTI ON TAX: EXPENDI TURES
3:.38:29 PM
CHAI R HUGE NS announced SB 80 to be up for consideration.

SENATOR WAGONER noved to adopt CSSB 80(RES), version M dated
2/21/07 as the working docunent. He objected for purposes of
di scussi on.

MARY JACKSON, staff to Senator Wagoner, cane forward to explain
the CS. She said it anends the PPT legislation that was passed
| ast August and it does that by not allowng for costs of repair
or replacenment of inproperly nmintained or not nmaintained
facilities. She stated:

Senat or \Wagoner believes that the citizens of the
state of Alaska should not be responsible for costs
that are associated with bad maintenance and 16 other
nmenbers in the Senate agree with him and thank you for
t hat .

For the record, she said, that neither Senator Wgoner nor
Representative Curt O son, sponsor of the sanme legislation in
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the other body, ever intended or do intend to have this turn
into a vehicle for a gross tax. Current statutes set out sone
costs that are already not allowed as |ease expenditures and
this bill inserts a new provision on page 3, line 19. The
Depar t ment of Nat ur al Resour ces (DNR) , Depar t ment of
Envi ronmental Conservation (DEC), Departnent of Revenue (DOR)
and AOGCC all worked on the | anguage.

3:41: 00 PM
She went through the changes for commttee. The first change
adds the DNR comm ssioner on page 3, line 21, because that

department handl es the | eases and has a great deal of expertise
in this area. It just made good sense to include them as part of
the consulting group. The term “the chair of” was deleted in
front of the “AOGCC’ and the reason for that was so that any
menber of the AOGCC could be included as part of the consulting

group.

The term “relying on” was deleted and replaced with “taking into
consideration”. It was thought by nenbers of the departnents
that this language was a little nore general in nature and
easier for themto work wth.

Clarifying | anguage was added in (A), (B) and (C) on page 3 so
it didn't just say “inproper nmmintenance”; it says “inproper or
no mai nt enance”.

3:43: 00 PM
CHAI R HUGA NS asked who they envision being the conm ssioner on
page 3, line 20.

MS. JACKSON answered the conmi ssioner of DOR

SENATOR WAGONER added the reason it says just conm ssioner is
that it is a tax bill and, therefore, in his purview

CHAIR HUGA NS asked her where it says “no nmintenance” in the
bill.

M5. JACKSON replied that clarifying |anguage is on page 3, line
24 and 25 and says “(A)related to the repair and repl acenent of
property or equipnent that was not nmaintained or was inproperly
mai nt ai ned; ”.

SENATOR STEDVMAN said the deductions are listed starting on page

2, line 1. He asked how “w | ful msconduct, or gross negligence”
interplayed with the proposed new | anguage on page 3, line 24,
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that tal ks about itenms that were “not maintained” or “inproperly
mai nt ai ned” that sounded |like they were related to negligence.

SENATOR WAGONER answered that basically wlful msconduct and
gross negligence require a higher |evel of proof on those itens
than the ones in the anmendnent.

CHAIR HUGA NS pointed out that the anendnent |anguage was in
addition to and not replacing wilful m sconduct |anguage.

SENATOR STEDMAN asked where the line is drawmn on the cost for
repairs and if all items would be audited or just large itens
that come to particul ar peoples’ attention.

DON BULLOCK, Attorney, Legislative Legal and Research Services,
answered that everything on the PPT return would be subject to
audit by the Departnent of Revenue. “Cbviously, it would neke
good nanagenent sense to put their efforts where they Il nost
likely find errors or parts of the return that need to be
corrected.”

He thought the departnents would set internal standards by
regul ati on, because this |anguage takes into consideration the
standard practices of the industry and recognizes that there are
things one would normally do in maintaining a field to avoid
repairs.

So, the job that the commssioner will have is to
determ ne what those standards are and then to | ook at
what was actually reported on the return and determ ne
the significant variance if any from the standard that
t he conm ssi oner has deci ded shoul d be appli ed.

3:48: 00 PM

SENATOR STEDVAN asked if the state has any idea what it 1is
facing in terns of pipelines and facilities not being maintained
or inproperly naintained.

MR. BULLOCK replied that the scope won't be known until the
conmi ssi oner establishes what the standards are and then nakes
the decision as to how far away fromthose standards one can go.

SENATOR W ELECHOWSKI asked what the mechanismis for resolving a

di spute regarding a decision that is nmade by the conm ssioner in
regards to | anguage on page 3, l|line 19.
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MR. BULLOCK replied that he was a hearing officer in the
Department of Revenue for 13 vyears and the formal appeal
function is now to an independent body. Generally, he expected
the first filing under the PPT to happen on April 1. Statutory
authority exists for soneone to anend a tax return within three
years of the date it was filed. The DOR also has a period of
three years in which it can audit the return. It would then
issue a notice to the taxpayer of the adjustnment it found. If
the taxpayer disagrees with that anmount, he would file an appeal
generally initially at an informal |evel where he would get
together with the people who did the audit. This would be the
first chance to explain why the taxpayer thinks he is entitled
to the deductions he took. They mght continue to consult
afterwards wth other comm ssioners and the AOGCC as to what
standard shoul d be appli ed.

He said the next formal |evel of appeal could involve such
things as expert witnesses that would speak to the issue of what
standard practices wuld be and if what was done was reasonabl e
and if the deduction should be allowed. After that the issue
woul d go to Superior Court and on up the | adder.

SENATOR W ELECHOWSKI asked if it would go to the Al aska Suprene
Court.

MR. BULLOCK replied yes, wunless there is a federal issue
i nvol ved.

SENATOR W ELECHOWBKI asked if the state could have a situation
where a report is filed April 1 and then gets anended three
years later, and therefore, the state would not know the true
expenses for that amount of tine.

MR. BULLOCK replied yes and that is simlar to the federal
system where the taxpayer has the opportunity to correct a
return for three years and the departnent has the sane anount of
time to correct it through the audit process.

CHAIR HUGA NS asked if the term “not maintained” was a common
termthat nost people would cone to grips with

MR, BULLOCK repli ed:
Arguably, inproperly maintained as was stated in the
earlier draft of this legislation wuld have covered

the failure to maintain it at all and this is just to
make sure that as you get into nualfeasance or
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nonf easance issues, that just as one proceeds to say
it’s the belt and the suspenders both. It’s just to
insure that there’s no unnecessary room

CHAIR HUGE NS asked if he as a professional was confident wth
that term

MR, BULLOCK replied, “It’s not a matter of legal interpretation.
Pl ane neaning would apply to this — to these terns.”

CHAIR HUGA NS equated it to mmintaining a vehicle by changing
the oil to nmaking sure the lube job is done. But if you didn't
check the air pressure in your tires and one was 28 |bs. versus
30, would that be splitting hairs and would it be quickly
di sm ssed.

MR, BULLOCK repli ed:

| think when they're looking at this deduction,
they’'re going to develop a |ink between what the error
was and what the result of the cost was. An exanple of
‘not maintained versus ‘inproperly maintained wth
your car is if you didn't ever change the oil, you
didn’t maintain your vehicle. If you put the wong oil
in - put the automatic transm ssion fluid in your oi
pan instead of the oil - then you are inproperly
mai ntai ning — you took sone effort toward it. So, it’'s
a matter of doing nothing as well as the matter of
doing even what you should have done, but doing it
poorly.

CHAI R HUGA NS asked if “not maintai ned” was defi ned sonewhere.

MR. BULLOCK replied it’'s what it is on its face. “It’s either
mai ntai ned or it’s not maintained.”

3:56: 00 PM
SENATOR WAGONER sai d:

This is not saying that BP is not going to be able to
wite off these expenses or the other conpanies
invol ved. What this is is another tool to put in the
tool box to give this a review to see if we think those
shoul d be allowabl e expenses or not. And | don’t want
anybody to think right now that this is going to be a
punitive act to make sure that all this is not a wite
off. It my very well be or a portion of it may be
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allowed. That isn't the point of this. The point of
this is just to give it a final review by a conmttee
that are able to bring to the table during the audit
process certain skills and to take a good hard and
final ook at this.

BP, in a letter the other day, stated that they plan

to wite off up to $11 million in credits. WlIl if
they have 28 percent of the field that |eaves about
another $29 million there that the other conpani es can

wite off. So, that’s alnpst $40 million. That's a
pretty good size chunk of change. So that’s one of the
reasons for this bill - to give that a good review and
see if that is allowable or not.

CHAIR HUGEA NS asked M. Bullock to restate the piece about
clarification and regulations so everybody understands this is
not a stand-al one issue.

MR. BULLOCK clarified that he is participating in this neeting
at Senator Wagoner’s request along with people fromthe DNR DOR
and AOGCC. They are discussing their authority to define in
regulations and to nake the determnations as to what the
standard practices were.

M5. JACKSON inserted that M. Norman, Chair of the AOGCC, spoke
directly to this issue and he would be better able to expound on
it. He talked about developing a standard for reasonable and
prudent operators, which would fit within this framework.

CHAIR HUGGA NS asked M. Norman if he had anything to add to
t hat .

MR. NORMAN said certain standards providing specificity and
gui dance should be developed so they could be relied upon.
Certain standards are in place, but they are generally voluntary
gui delines enacted by the American Petroleum Institute and
societies such as the Anerican Society of Corrosion Engineers.
This would have to be fleshed out in the regulations the
depart ment pronul gates.

He said currently, there are no standard practices that apply
across the board to refer to. In other cases, they are evolving

just as new technological innovations evolved and types of
equi pnrent that were not in use five years ago. Pronulgating
regul ations will take a fair amount of work.
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4:00: 00 PM

SENATOR MCGUI RE referenced a letter dated February 15, 2007 from
Doug Settles saying she could see where the legal argunent was
goi ng. So, she comented to Senator Wagoner that the distinction
woul d be:

If the argument on BP's part was that they were
al ready going to replace certain pieces of equipnent,
certain parts of equipnment that would have been a
standard practice and so forth - is there a place in
your bill that takes that into account? In other
words, that would be the kind of deduction that they
woul d have anticipated to upgrade and expand and go
forward with a regular capital expense. Here what you
want to do is exclude those parts, those expenses,
that go towards inproper naintenance or lack of
mai nt enance. Were does that line fall and do you
t hi nk you have taken care of it in here?

SENATOR WAGONER r esponded:

The partial answer to that question is, in nmy mnd

would BP and the other partners - wuld they be
replacing that 30 inch line with a 20 line had not
these corrosion problenms cone wup. It’'s not the
ordinary thing to do to replace a line like that. If
it was, | think we’'d be |ooking at replacing the TAPS
line and downsizing it, so we’'ve got a nore efficient
flow. Because what they are doing is taking punping
stations off line and putting in new conpressors and
new punps. But they aren’'t downsizing the line. That
line woul d have functioned very well at 30-inch versus
a 20-inch had not the corrosion been so bad that they
decided to take it out. That’s in ny mnd, anyway.

Excuse nme — follow up — the good thing about it is
this panel of seven people aren’t going to have to sit
and nake the decisions. That’'s why this bill is

setting this up. It’s really not our job to do that.
It’s the Departnent of Revenue’s.

SENATOR MCGUI RE commented that she wanted to get that on the
record because she thought that would be the point of
del i neati on.

SENATOR STEDMAN said he and a |lot of other people worked |ong
and hard for nonths on PPT and recalled that the 20 percent
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credit was put in place to stinulate devel opment and expansion
of the state’s oil basin. The intent was to increase the flow of
oil in the TAPS and to share in the cost of exploration and
devel opnent with the industry. That is a little different tw st
than rebuilding infrastructure in an old basin. He added:

But in looking at the — dealing with the ol der basin
issue, we had put in roughly a 30 cents a barrel cost
for just normal maintenance of equipnent — that just
wears out over tine. So, the normal maintenance issue
woul d be dealt with. 1'd like you to stop there for a
m nute because that’s kind of just putting some of
these pieces together for soneone that didn’t recall
or wasn't interested in the other PPT bill, the old
PPT bill, but there’s two pieces and |I’m just Kkind of
curious how that 30 cent exclusion plays into the
issue of inproperly maintained. Cearly, hopefully,
there is no such thing as not maintained and we're
just dealing with poorly maintained. 1'd just like to
hear your thoughts on that.

M5. JACKSON responded that Senator Wagoner devel oped the 30 cent
per barrel (BOCE) wth Dr. Van Murs who had provided a
menor andum t o Senat or WAgoner on that issue. The gist of it was
how to nake the PPT closer to a gross tax system This was part
of the third PPT bill (HB 3001) in August of the second specia
sessi on.

SENATOR WAGONER agreed that the BOE was put in place to bring
the bill closer to a gross bill instead of a net bill.

4:07: 00 PM at ease 4:10: 31 PM

JUDY BRADY, Executive Director, Alaska G|l and Gas Associ ation
(AOGA), said her testinmony today had the consensus of the
association with no descent. She testified:

As pointed out earlier just last August in a third
speci al session, the legislature passed a final
version of the Petrol eum Production Tax, which was set
out to both increase tax revenues to the state in
times  of hi gher prices and to encourage new
exploration and production. That and the tax offered
new credits and shared the risk of certain categories
of costs. So, we're all pretty sure that it certainly
did its job in terns of a higher tax. The letter that
was referred to earlier from BPs president, Ed
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Settles, talked about their tax nearly tripling from
$180 nmillion to over $500 million for the first nine
months of 2006. Not surprisingly, many |legislators
were enthusiastic about the higher taxes for this
state and not so enthusiastic about the credits or the
concept of the state sharing sone of the risk by
provi ding incentive for certain categories of costs.

And those of you who were involved in this and many of
you were, there were literally dozens of concerns
about the new approach - what standards of review
shoul d be used, what costs should be included, how to
prevent the state from being ganmed by the conpanies,
how to prevent the conpanies from being ganed by the
state, how the credits could be used, what the tax
rate should be. And on August 6, BP discovered the
leak at Flow Station 2 with an oil transit line in the
Prudhoe Bay. It notified the appropriate regulatory
authorities and inplenmented procedures to stop the
leak and clean the spill and began the process of
suspendi ng production fromthe entire field.

The House of Representatives was informed just before
its vote on final passage in third reading to enact
PPT and it passed 29 to 10. As nore information was
rel eased, the level of concern regarding the effect of
the spill under the proposed new tax Ilegislation
hei ghtened. Legislators did not want the State of
Alaska to end up paying for the result of the spill
under the PPT if standards had been ignored. As a
result, the section on |ease expenditures, what they
would not include, as well as the standards came in
for close scrutiny [indisc.]

There was discussion of a lot of other standards,
various words were used and finally settled on |ease
expenditures would not include costs arising from
fraud, wlful msconduct or gross negligence. Al of
those words have neaning in law with lots of court
cases behind them It was further decided that costs
incurred for containnent, control, clean up or renoval
in connection with any unpermtted release of oil or a
hazar dous substance woul d not be incl uded.

On August 9, the Senate Special Committee on Natura

Gas Devel opnent reviewed a new anendnent w th al nost
the sane | anguage as SB 80, which is in front of you
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today. The |anguage was introduced twice, first as
Amendnent 9 and then as Amendnent 13. Its difficulties
were imrediately apparent - what does inproperly
mai nt ai ned nean — what does di m ni shed capacity nean —
who decides in the first place? An auditor? Does there
have to be an incident like a spill? If so, that’'s
al ready taken care of under unpermtted releases. |If
an incident takes place, does that nmean the state can
deci de what nmaintenance costs are appropriate under
every circunstance? And if no incident takes place,
does that nmean the state can decide what maintenance
costs are appropriate under every circumnmstance?

Both legislators and State Departnent of Revenue
per sonnel expressed concern about the difficulties and
after a discussion, neither anendnent was adopted.
Instead, the Senate Special Conmttee adopted an
anmendnent proposed by Dr. Pedro van Meurs and he
explained in the hearing on August 9, according to the
m nutes, that nmaintenance is a reasonable deduction
for PPT, but sonetines [its] hard to decide which
expenditures fall into that cl assification. The
sinplest solution is to take some base expenditure and
over the next 20 or 30 years disallow a floor for the
capital expenditures. A flat 30 cents per Dbarrel
exclusion, which sets a floor for nmaintenance costs
according to Senator \Wagoner and avoi ds the problem of
a case by case decision as to whether nmintenance,
repair or replacenent is required because equi pnment or
facilities have been inproperly nmaintained, was
adopt ed.

Amendnent 13 requiring case by case decisions as to
the reason for the repair or the replacenent, alnost
identical to SB 80, was not adopted. Dr. van Meurs
favored using a proxy in order to have clarity and
certainty and to avoid disputes. Now the I|egislature
is again debating the same anendnent that failed on
August 9 and the sanme problens with it exists. | would
note that the legislature is not debating whether or
not to anmend the PPT legislation to drop the 30 cent a
barrel proxy cost which [indisc.] for every producing
conpany whether there is an incident or not.

4:16: 00 PM
What is being proposed here is a per-activity decision
every tinme of proper maintenance in addition to the
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flat surcharge that was intended as a proxy for such a
decision. However, it my be helpful that this
anendnent be debated again. For PPT to function
effectively, it is inportant that both |egislators and
the industry understand how the |egislation works and
why it should work as intended. If either side feels
ganmed, we wll not be in court forever regardless of
what kind of tax it is.

AOCGA opposes SB 80 for four reasons. First, we believe
that the state is already protected from being
i nappropriately charged with |ease expenditures as a

result of spill incidents wunder the current |[|aw
Second, SB 80 has unintended, but potentially
significant inplications that will extend far beyond

Prudhoe Bay, particularly troublesone in Cook Inlet.
Third, this is an ex-post facto law that is forbidden
under the federal and state constitution. And fourth,
and continually troublesome, is SB 80, because of the
anbiguities of 1its language, it creates anbiguity
t hroughout the entire PPT legislation related to costs
and credits.

Before going into our specific concerns, we'd like to
express our general concerns wth the premature and
possi bly unwarranted assunptions regarding the Prudhoe
Bay oil leaks. SB 80 is ained directly at Prudhoe Bay.
There have been lots of coments about what was done
and not done and appears to be based on the assunption
t hat because corrosion on a Prudhoe Bay transit line
was nore severe than expected and those lines were
i mproperly mai ntai ned.

This is to judge BP' s conduct and that of Atlantic
Richfield, as the operator of the eastern side of the
Prudhoe Bay field before the BP/Arco nerger in 2000

wi t hout having the decisions of the federal and state
regul ators and/or the courts. W like to believe that
conpanies |ike individuals are innocent until proven
guilty. There certainly does need to be the |evel of
concern and scrutiny exhibited they industry and the
state and federal regulators. \What we hope to avoid is
| egi sl ati on based on an assunption of wong-doing that
will not only not solve a problem but will create new
ones.
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Real shortly here 1'Il go through our four concerns.
W believe the state is already protected from
i nappropriately being charged wth |ease expenditures
as a result of spill incidents under the current |aw.
The PPT laws already specifically disallow costs
arising from fraud, wlful m sconduct and gross
negligence. SB 80 in contrast would introduce a
conpl etely new and subjective term for judgi ng whether
mai nt enance-rel ated costs would be | ease expenditures.
And this new term would be the inproperness of the
mai nt enance in question. Al of the other terns are
cormon law terms, specifically the law of court and
the judicial precedents, that establish their nmeaning
go back literally thousands of years. To the extent
t hat t he concept of i mpr oper mai nt enance is
enconpassed by any or all of +the other already
existing statutory terns, it is superfluous. To the
extent it may nmean sonmething different from the term
already in the statutes, the concept of inproper
mai nt enance i s anbi guous because there is nothing to
gui de taxpayers or tax adm nistrators about which of
the existing terns it is different from and in what
ways it is different from each of them And in effect
waiting for this to go to be spelled out by regulators
by three different departnments turns the whole
guestion of whether the PPT as an act that is supposed
t o encourage new production over to regulators.

| mplications extend statewide. Corrosion is not a
probl em unique to the fields on the North Slope. It’'s
a chall enge everywhere. Sonetines you can slow it down
a great deal, but you cannot stop it conpletely. That
means the older an iron or steel structure or facility
is the greater the cumulative effects. Prudhoe Bay
will mark the 30'" anniversary at the start of this
year; in Cook Inlet the nunber of fields wll have
their 40'" and a few even their 50'". And our nenbers
with Cook Inlet interest are concerned that this
| egi sl ation, which seens ained at a particular
situation that rules on the North Slope, wll affect
them as wel | .

4:21: 00 PM

There are operations in the Inlet area that wll
eventually need to be replaced or significantly
repaired in order to remain in operation. Wen these
facilities and structures are eventually replaced,
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there is nothing in SB 80 to protect them from cl ai nms
that they were inproperly maintained - unless the
costs of repairing or replacing them are limted or
di sallowed altogether. This wuncertainty over whether
the costs will be fully recognized as deductions and
whet her the tax credits or capital portions of these
costs will be fully allowed could lead to fields and
facilities being permanently shut in instead of
remai ni ng in production even | onger.

Third, ex-post facto legislation is forbidden under
both the federal and Al aska Constitutions. Section 10,
Article 1 of the US Constitution declares that no
state shall pass any ex post facto law. And according
to Black’s Law Dictionary, an ex post facto law is a
|aw passed after the occurrence of a fact or
commi ssion of an act which retrospectively changes the
| egal consequences or relations of such a fact or deed
— and certainly SB 80 does this. W are going to be
assum ng that you have talked to the Departnent of Law
or will about this issue.

The last one is SB 80's anmbiguity that threatens the
effective inplenmentation of the PPT. Wth respect to
providing clarity about how taxes work, SB 80 prom ses
to create anbiguity between its inproperness standard
and the other well-defined statutory standards already
in place for determ ning which expenditures are proper
under PPT. Wth respect to providing certainty about
what a taxpayer owes, the anbiguity under SB 80
prom ses countless disputes about whether maintenance
was inproper or not and, to the extent it was, how
much of the cost repairing it or otherw se dealing
with the situation should be disall owed.

The question of what costs are deductible is centra

to the concept of the PPT as an incentive to new
i nvestnment and new production. The tax rate under the
legislation is extrenely high. The trade off was in
part related to cost sharing and credits. AOGA has
already testified that we believe the tax rate is too
high and now we are replacing the position and
testifying that along with the high tax rate the
determ nation of cost and credits will spiral off into
a black and never-ending hole of Ilitigation. | wll

tell you that we have done this before from the 70s

80s, and 90s we’ve spent mllions and billions on the
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tabl e because of disagreenents about what words neant
and if we do that again after having just got through
with the last 10 years, then shanme on us.

4:24: 00 PM

We strongly believe that SB 80 is a step backwards in
achieving effective clarity in the PPT. W all are
concerned about declining oil and gas production.

That’s the only reason the legislature took such a
huge leap to nmke this law that is unique in the
world, that has a very high tax rate in times of high
prices and also where the state takes some of the
risk. There is no other reason to do that if we
weren’t concerned about production. That’s why we're
so concerned about having a gas pipeline as well. To
add | anguage that deliberately adds new anbiguity is
truly a step backwards in this whole novenent towards
i ncreasi ng production and naking Al aska a place where
people can do business with surety that they know
what’s going to happen in a fiscal sense. That
concl udes ny remarks.

4:25: 00 PM

SENATOR WAGONER nentioned that M. Brady brought up the fact
that there are sone lines in Cook Inlet that are 50 years or
older. He said the first two platfornms were set by Shell in Cook
Inlet and are 50 years old. To this date they have not had a
probl em of the magnitude of the one on the North Slope. The oi
is different, but the lines are pigged on a schedul ed basis,
chem cals are injected and those lines are very operable to this
day. They haven’'t seen the necessity of resizing those lines
putting new lines in or anything el se.

| don’'t know when, if ever, those lines will need to
be replaced. And that gets to the crux of this whole
amendnent. And | just checked on that |[|ast week,
because | happened to know the people who set those
pl at f or ns.

SENATOR MCGUI RE thanked Ms. Brady for her coments. She added
that an amendnent already clarifies that costs arising from
fraud - wilful msconduct or gross negligence - will be a part
of that. She thought failing to maintain at all or inproperly
mai ntai n structures was gross negligence.

| f anything, the bill here — it’s just sonmething to
consider, Judy - but maybe [it’s] a clarification of
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an earlier statenment nmde by the legislature. G oss

deviation — is deviating from the standard of care
that somebody would not normally do and | think the
argurment could be nade if it’'s proved or not — |’ m not
the judge or jury here — that the line was not

mai ntai ned or inproperly maintained. That would |ikely
be gross negligence. That was just sonething to add.
You tal ked a | ot about going back in time and ex post
facto laws and things |ike that. One other thought
would be that it’'s a clarification of an earlier
statenment we made as a | egi sl ature.

SENATOR W ELECHOWSKI asked Ms. Brady if she considered BP s
actions to be gross negligence in this matter.

M5. BRADY replied her point was that there are three standards
in the law as it stands now and BP will have to play against
them for it to use the credits and deductions. These standards
have a long history in law and any conpany wanting to use the
credits will have to play against them

SENATOR W ELECHOWSKI asked if it is industry standard to not
i nspect lines for over a decade.

M5. BRADY replied that right now people are meking assunptions
and asking questions about issues that are being |ooked at by
regulators wth both the expertise and the authority to | ook at
them There will be decisions about what was done or not done in
the proper place and at the proper tine.

4:30: 00 PM
CHAIR HUGA NS asked M. Bullock to comment on his view of what
“not mai ntai ned” or “inproperly maintained” neans.

MR. BULLOCK recapped there were discussions of gross negligence,
which is a higher standard of negligence. This bill offers a
| oner standard and it cones down to what extent a poor decision
was made and should the state shoulder the cost. Prior |aw when
the tax was on the gross value at the point of production had
elenments like what was the sales price at the refinery, what
were the transportation costs from Valdez to the refinery, what
was the pipeline tariff. There was a prevailing value backstop
that if sonmebody made a bad decision, |ike underpricing the oi
relative to other sales, that the prevailing value of that oil
woul d be the applicable standard rather than the state sharing
in the cost of a mstake or sharing in a negotiation.
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He said this language is simlar in that it sets up a standard
whi ch the comm ssioners will decide. If there is a variance from
the standard practice, perhaps the state shouldn’'t share the
cost of the decision to vary fromthe standard practi ce.

This bill doesn’'t say that BP didn't maintain their
pi peline. What this bill says there’s a problem and
that the comm ssioner will look at it and say this was

fully expected - at the end of the life of a field -
it’s expected that the pipelines mght be changed or
downsi zed. | don’t know what the answer is, but what
this bill does is it allows the comm ssioner to nake
that decision and really nmake a decision as to whether
the state should share in the burden of these costs or
not .

4:32:00 PM
CHAIR HUGE NS asked him to comment on the retroactivity of the
st andar d.

MR. BULLOCK replied that tax |aw has exceptions, but he couldn’t
guote them The PPT, itself, was a retroactive law - passed in
August and nmade retroactive to April 1 of 2006.

CHAIR HUGGE NS asked about the case where the standard was not
mai ntai ned to the occurrence.

MR. BULLOCK replied AS 43.55.165(a) allows |ease expenditures
that are ordinary and necessary and even under that standard the
issue is raised of whether an extraordinary repair would be an
ordinary expense. The 18 exceptions from allowable |[ease
expenditures are already in the statute and they are effectively
provi sions where the legislature has taken the step of saying if
there’s any doubt as to ordinary or necessary, these are not
ordi nary and necessary and nay not be deduct ed.

SENATOR MCGUI RE renenbered that civil gross negligence is a
consci ous disregard of a known ri sk.

MR. BULLOCK agr eed.

SENATOR MCGUI RE expl ained that her argunent earlier that to the
extent that an ex post facto |aw were espoused, it seened that

the earlier version of the bill on page 2, line 6, discussing
costs arising fromfraud, wlful msconduct and gross negligence
seens to dovetail wth page 3, lines 24-25. She asked if
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something is not being maintained at all or being maintained
improperly and a conscious disregard of a known risk can be
shown, where the standard is being | owered.

MR. BULLOCK replied that it’s the awareness of the risk. He used
t he anal ogy of shooting a bullet into a train or into a field as
having a different risk. Foresee ability is used in defining
gross negligence as opposed to sinple negligence.

SENATOR MCGUI RE asked if this is where the conm ssion would ask
whether or not not mamintaining it at all or inproperly
mai ntaining a |ine consciously would be a known risk. Has anyone
done it successfully?

MR. BULLOCK replied that part of the issue is identifying the
standard that says the state expects certain things have to be
done and if those things aren’'t done, it doesn’'t necessarily
nmean it’s gross negligence. It goes back to torts and what woul d
t he reasonably prudent person do.

4:36: 00 PM
SENATOR GREEN asked if no incident takes place and changes or
repairs are nade, would that be reviewed by this panel. “Are we

doing sonething that would deter or discourage soneone from
doi ng aggressive repairs, replacenent - maintenance?”

MR. BULLOCK speculated that current law lists 18 things that
can’t be deducted or |limts them to 30 cents. That obviously
tells the departnment to | ook for those things first to see if a
return is inconsistent with the expectations of the law. |If they
find things in that group, they would pursue it further. In the
case of a major capital expenditure that mght be subject to
this provision, they may |ook at an extraordi nary expense nore
carefully to see if it fits in wth the reasonable, ordinary and
necessary expenses that are | ease expenditures.

SENATOR GREEN went to page 3, line 19, that talks about the
commi ssioner in consultation with the comm ssioner of DEC and
DNR and the AOGCC and asked if that neant that all of 18 things
are going to go through a different review group

MR. BULLOCK explained that the standards all have standards
within them as to whether or not they are deductible. This one
says the state is concerned with how a field should be operat ed.

What this does in particular — what is the industry
standard for taking care of it. And these other
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conmi ssioners each cone to the table wth their
expertise that can help the comm ssioner of Revenue
determ ne what the reasonable standard is before the
conmi ssioner then determnes whether there was a
variation from that standard. It’s unique, you know -
this consultation with the other comm ssioners rel ates
to developing the standard of what should have been
done.

SENATOR GREEN asked wthout this |anguage, would everything
through 18 just be done however they do it with their tax review
panel now.

MR. BULLOCK replied yes. It’s basically a tax issue |ike any
other tax issue. There are deductions you can have and
deductions you're not allowed to have. This case deals w th what
the standard is and if it has been varied. It involves nore than
just the Departnment of Revenue conducting an audit.

SENATOR GREEN asked if it's still for purposes of tax.

MR. BULLOCK replied yes. This is a deduction to get to the
t axabl e value of oil that is subject to the PPT.

SENATOR W ELECHOWSKI asked if an oil conpany or producer was

mai ntaining their lines, running pigs and inspecting lines, but
the line was old, then potentially they could wite that off
under this bill. However, if they failed to inspect their |ines

or inproperly maintained those lines, the state is saying that
can’t be deducted. “Alaskan residents shouldn’t bear the burden
of having to pay it. Is that an accurate framng of what we're
trying to do here?”

MR, BULLOCK repli ed:

It is, but you always keep in mnd whatever the
standard that these conm ssioners expect would be
normal would be the starting point. They' d say what
shoul d have been done and then in fact, what wasn’t
done — and if what wasn’t done — does it amount to not
doi ng nmi ntenance or doing what would be expected to
be normal nmaintenance, but they didn't do what was
expect ed.

SENATOR W ELECHOWSKI said there are probably mllions of mles

of pipeline across the world and they had probably been in
exi stence for decades. So, there is probably a well-established
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body of how they are taken care of. He asked if that was fair to
say.

MR. BULLOCK replied that he couldn’'t speak to that. That’'s why
this legislation is directed at the people who would be in a
better position to answer that question.

SENATOR MCGUIRE followed up on Senator Geen's coment saying
that a concern she has is this mght beconme a general deterrent
to general maintenance for the existing operators as well as
those who mght want to conme to Al aska and invest. She asked M.
Norman after this issue is resolved with BP, was it his intent
and did he think it was prudent to set out guidelines for what
is proper maintenance. She asked if a log that should be kept,
for exanple. She asked what could be done in the future to set
up some kind of paranmeters by which resource devel opnent
conpani es could have sone expectati ons.

4:44:. 00 PM
MR. NORMAN r esponded:

The way | would perceive this is there’s no question -

this will be a difficult assignment because in |ooking
for inproper naintenance, substandard naintenance.
Sonme nmai ntenance operations wll be obvious, but as
has been discussed by the commttee already, nany of
those will fit wunder subsection (6). They nay even
rise to the level of wilful msconduct — and | want to
add a disclainer here. | am not speaking to any
specific situation and so | do not want to prejudge

any situation at this point because should the
| egislature enact this and task wus wth this
assignment, then | want to be able to look at it
wi t hout having previously expressed any opinion as to
any particular maintenance situation as to equipnent.
| think you can appreciate that.

But the point I want to nmake is that the obvious cases
of inproper naintenance, very obvious ones, wll
certainly be picked up already under subsection (6)
and | would expect themto rise to the level of gross
negligence and in sonme instance, perhaps even wlfu
m sconduct .

What we’'re | ooking at right now under subsection (19)

is beginning to slice the bread pretty thin and it is
a very difficult assignnent that wll be presented to
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us, one which we will do to the best of our ability.
The way that | would approach it if it is presented to
us would be to begin work on pronul gating regul ations
to address the question that was put to nme to try to

give sone predictability. But | have to say right now
on the basis of having practiced |law for many years
that I do not believe it will be possible to foresee

every situation, every conpressor, every pipeline,
every inproper additive of lubricant and so forth and
| think that we would have to fall back upon sone of
the general standards - and there are many - that
exi st in case |aw.

The standard of the prudent operator is a standard
that is repeated. Also the standard of good and
wor kmanl i ke manner are in accordance wth best

engi neering practices. These again are general
standards that would lead us in some instances to
cases — | know the FERC has its own definitions of

prudent operations that they do apply to pipelines. So
we would do our best to incorporate sonme of those
definitions and also we would look at the API
American Petroleum Institute, and other professional
organi zations that have conmttees of experts that
works on what constitutes nmaintenance. But again,
having said all of that, technology is constantly
evol ving and whatever standard you |ay down today may
not hold true five years from now.

As | indicated in ny letter also, there wuld be a
guestion about the time that a particul ar decision was
made to configure a systemin such a way that sets in
notion a chain of events and that nmay not be the best
standard in light of today, 2007, but perhaps at the
time the decisions were nade, that was a good
standard. So, there are an awful |ot of subtleties and
nuances once you get outside gross negligence, wlful
m sconduct, obvious maintenance, and we would do our
very best to do exactly what the question anticipated.
And that is to try to describe in regulations sone
standards that would give predictability. But | know
before we even start that it would be an inpossibility
to anticipate everything that m ght go w ong.

W would also try to do it with a neasure of conmon

sense and try to avoid the tenptation to apply
hi ndsi ght because we do not live in a perfect world
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and things don't always go right. | do know there

are

sone parallel decision makers that would be | ooking at

the same things. Certainly for federal incone
purposes certain deductions would have to
classified one way or another and the fed
government would have an interest in this certa
over and above the PPT for state corporate incone
pur poses.

Agai n, decision makers would have to make a deci
as to whether this is an allowable deduction
finally under applicable unit agreenments, which e
on virtually nost of the field in Al aska,

operator has a partner and for purposes of determ
whet her you can allocate these expenses across
different partners, the question normally is as

tax
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There are different standards in different operating

agreenents, but the question does cone down to -
this conduct that would rise to the |level of
woul d have been done by a prudent operator.

In some agreenents, ordinary negligence is recogn
as sonmething that does occur and it’s neglig
outside that standard that is disallowed. The re
that that has developed in the law is that o
operators woul d be rel uct ant to assurme
responsibility if they knew they were going to,
effect, becone an insurer of a perfect result.
that’s sonething that would be on ny nmnd as cha
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So,
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of this commssion if this passed and we set about as

best we can. And | want to underscore, we would do

our

best to inplenent it, but we would try to strike a

proper balance. W would try to incorporate and r
out to adopt professional well thought-out stand
and we would |ook at the case law, specific
definitions of the prudent operator standard and
good and workman |i ke nmanner standard that have
repeated. And then by applying those, we would
our best j udgnent and render advice to
comi ssi oner of Revenue.

4:52: 00 PM
SENATOR GREEN quoted M. Norman’s letter on page 2:

One can never lose sight of the fact that signifi

technol ogi cal advances have occurred as a result
innovations which at the tinme were departures
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standard industry practices. Also engineers sonetinmes
learn nmore through failure than success. Oten there
is no indication sonething is being done inproperly
until a failure has occurred that is through anal yzing
the failure that root cause can be determned and
changes nmade goi ng forward.

MR. NORMAN said what he was trying to indicate with those words
is that if this assignnment is given to them they w Il undertake
it and carry it out to the best of their ability, but they would
do it in an atnosphere where they apply commobn sense.

That paragraph that was just quoted was intended to
remnd all of us again that |life and technology is a
constantly evol ving | earning experience and so what we
woul d do, perhaps, foresee-ability is a term that is
famliar to lawers and that is one of the basic
el enents in conducting a negligence analysis — is -
was this foreseeable. And if a prudent operator or an
operator functioning and carrying out operations in a
good and wor kmanl i ke manner could not be said to have
foreseen this particular outcone, then it would be
unfair to penalize that operator. And that’s what |

was attenpting to address here. | don’'t know that |
wote that as clearly as | perhaps could have, but
that was the tone - | was trying to give sone bal ance
to this, which would be a fairly difficult assignnment
for us.

4:54: 00 PM

CHAIR HUGA NS referred to the statenent in his letter:

W do, however, wsh to point out some of the
practical difficulties that may arise in determ ning
whet her mai nt enance has been i nproper.
He asked if defining the term *
conplicates his life.

not nmaintained” sinplifies or

MR NORMAN replied that it sinplifies it. It covered the
i nstance when sonething is sinply not maintained period - to use
the analogy of a car that mght call for a particular weight of
oil and a frequency for changing it; and should you fail to
change it, you risk damage to the engine. Not changing the oi
at all is an easier call than if someone added 40-weight oi
when 30-weight is called for.
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CHAI R HUGA NS t hanked everyone for their comments. He enphasized
how i nportant getting this bill right is to all the players. He
agr eed W th Senat or McGuire about t he i nportance of
predictability and people being able to understand what the
state wants so they can neet those expectations and declared,
“W want to be custoner friendly, not scaring custoners away.”
He then adj ourned the neeting at 4:58: 00 PM
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