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CHAIR CHARLIE HUGA NS called the Senate Resources Standing
Commttee neeting to order at 3:46:14 PM Present at the call to
order were Senators Wagoner, Welechowski, Stedman, Stevens,
McQui re and Huggi ns.

SB 80-OL & GAS PRODUCTI ON TAX: EXPENDI TURES

CHAI R HUGE NS announced SB 80 to be up for consideration

JASON BRUNE, Executive Director, Resource Developnent Counci
(RDC), said he represents diverse resource businesses including
oil, gas, mning, tinber conpanies and nore. He said they do not
support SB 80. It is bad public policy and potentially
precedent-setting for other industries around the state.

He said that predictability is inportant for his nenbers and
this does not allow predictability. He stated:

Wth the passing of the PPT legislation |ast year, the
state effectively tripled the production taxes on the

oil industry in Alaska. This likely will result in
over $1 billion in additional revenue to the state
this fiscal year. In passing this legislation, the

producers are now allowed to deduct an operating cost
from these taxes. In addition, they are also allowed
to take a 20 percent tax credit for capital
investnments as an incentive for inmproving North Slope
infrastructure. Further, as statute currently reads,
| ease expenditures may not include costs arising from
fraud, wlful msconduct or gross negligence. SB 80
woul d preclude |ease expenditures associated wth
i nproper mai ntenance of property or equi pnment.

3:49: 45 PM
What exactly is inproper naintenance? SB 80 does not
define it. In fact, industry guidelines on naintenance
often change. In many instances, because of new

information, often tines this new information 1is
gl eaned from m scues. These m scues do not inply that
t he facilities wer e not properly mai nt ai ned.
Unfortunately despite t he best of i ntentions,
accidents do happen even with proper maintenance.
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MR. BRUNE said he agreed with the AOGCC s letter from M. Nornman
| ast week on its concern; one of which is that the definition of
“i nproper mai ntenance” is very difficult to find.

Expenses may not include costs arising from gross
negl i gence. Goss negligence inplies a careless
di sregard for the consequences of an action or |ack of
action. The state already has the protection it needs
and SB 80 is, therefore, unnecessary.

Anot her |arge concern SB 80 creates for ny nenbers is

the potential for the endless litigation that it
creates. Even if ‘inproper nmaintenance’ is defined,
our nenbers feel this will just add to the potenti al
for ongoing disputes between the state and the
producers.

RDC nmenbers strive to responsibly develop Al aska’s
natural resources. As we strive to do this, | request
you do not nove SB 80 out of conmttee and give |ast
year’s PPT legislation a chance to work before
changing it. Thank you for the opportunity to conment.

3:51:21 PM

SENATOR WAGONER asked if his nmenbership would be in favor of the
State of Alaska allowing expenses incurred by not properly
mai ntaining a pipeline of this nature. Wuld they be in favor of
the state giving up $40 mllion to $116 mllion, he asked, for
the cost of this project.

MR BRUNE replied that a process is already in place for
determ ni ng gross negligence.

SENATOR WAGONER repeated his question.
MR. BRUNE replied if it is determ ned as gross negligence.

SENATOR WAGONER stated that there is a difference between gross
negl i gence and i nproper mai ntenance.

3:53: 04 PM

SENATOR W ELECHOWSKI asked if the neaning of “1 nmpr oper
mai nt enance” were changed to “negligently maintai ned” woul d that
satisfy sone of his concerns.

MR. BRUNE replied that even the American Petroleum Institute has
a difficult time determning what industry standards are for
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pi peline and corrosion maintenance. It is a vague term and he
probably woul dn't support it even with that change in verbi age.

SENATOR W ELECHOWBKI asked himif he woul d support any changes.

MR. BRUNE replied that the PPT bill that passed |ast year has a
foundation in it that prevents itenms like this from being
witten off and that’s what it was intended to do.

SENATOR WAGONER referenced a letter in his file from BP saying
it is going to wite off these expenses against the credits of

the PPT bill, and therefore, he didn't think the PPT in its
current form prevented these itens from being witten off. He
added this is not a tax bill, but an anmendnent to a tax bill

that clarifies the state did not want to all ow t hese costs.
MR. BRUNE r esponded:

| think the question is, whether it 1is inproper
mai nt enance or not, | think... the question needs to
be asked if what transpired |ast year didn't happen,
and they were just replacing the pipes, would those
expenses be allowed to be witten off. If in another
| ocation, pipes that have a history simlar to the
ones where we had issues are replaced, are those going
to be allowed to be witten off? Wiat is the
definition of when it’s appropriate and when it’s not?
That’s where the predictability is very difficult and
where the certainty isn't there.

SENATOR WAGONER asked if he had an exanpl e.

MR. BRUNE replied, “Since PPT just canme in to play less than six
nont hs ago, no.”

SENATOR WAGONER retorted that M. Brune had nade reference to
ot her places where that had happened and the pipe was downsized
and he wanted an instance where that had actually happened.

MR. BRUNE expl ained, “I was referring to a future potential if
that were to happen. My apol ogies.”

SENATOR W ELECHOWSKI nused that there would be a lot of
di sagreenent whenever expenditures were calculated and that the
better course mght be to go to the gross. He asked if he would
support that.
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MR BRUNE replied that he couldn't say because his diverse
menber ship has different feelings on that.

CHAIR HUGG NS went to M. Banks and asked him to explain the
message in the |ast paragraph of his February 15 nmeno that says:
“may also be difficult for agencies to define or establish
i mproper nai ntenance or inproperly nmaintained.”

3:56: 38 PM

KEVI N BANKS, Acting Director, Division of Ol and Gas, said the
meno addressed a couple of things. First, the question of what
they could ook at in terns of |anguage |ike “standard industry
practices” and “inproper nmaintenance.” H's nenb suggested to
Senator Wagoner and the conmmttee that they would look to
practices undertaken by a reasonable and prudent operator under
the same or simlar circunstances. Furthernore, “inproper
mai nt enance” m ght be indicated by an unanticipated failure.

It’s not necessarily a failure that would be by itself
- the only evidence you'd want to rely on to indicate
i mproper mai ntenance. But you ve now got an event
that’ s caught your attention. Now, the way | see this
bill working is that the Departnment of Revenue, upon
finding some what an auditor may regard as inproper
costs paid to reverse a situation that’'s caused by
i nproper nai ntenance or sonething like that would cone
to the conm ssioner of Natural Resources for advice

In that consultative role, I I mgine that the
Department of Revenue conm ssioner could either have
the choice of asking or not — and also has the choice

of taking that advice or not.

The Departnent of Natural Resources may be in sone
position to help make that case, because we w |l have,
| hope shortly, a fully staffed Petroleum Systens
Integrity Ofice. And the role that office wll have
is to develop, wth industry, internal controls and
gqual ity assurance prograns for each of the facilities
for the pipeline and so forth. And that neans that the
PSIO would review these nmintenance and repair
prograns that the conmpany has inplenented and in a
sense certify, if you wll, whether or not those
prograns neet industry standards just as we know them
from people |like the American Society of Mechanical
Engi neers and ot her third-party certification
or gani zati ons.
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You may decide whether or not the internal controls
and quality assurance program that is inplenented by
the conpany based on their own experience and their
own famliarity with their equipnment is suitable. And
it strikes nme that that kind of, if you wll,
certification would be evidence of facilities that are
properly maintained in that case, because we would
have determned that the conpany is doing what it
should as a prudent operator and is fornmed by the
ki nds of standards that nay be inplenented as part of
their quality assurance program as proper naintenance.
And so costs spent to do that in that sense, | think

we would be advising to our commssioner, of the
Department of Revenue, in that instance, that those
are costs that would be accept abl e.

4:01:49 PM

CHAIR HUGA NS asked if SB 80 was adopted in its present form and
the PSIO matured, what would the cause and effects be to his
organi zation’s operations.

MR. BANKS replied that he didn't think there would necessarily
be conflicts. In its present form words like “inproper
mai nt enance” would be developed and further defined in
regul ati on by the Departnment of Revenue.

Those regul ations would conformto a certain degree to
the same kinds of things that our Systens Integrity
Ofice would be exam ning. For exanple, a reliance on
third-party certification organizations or reliance on
terms like ‘the prudent operator’ in performng
actions in simlar circunstances. That basically is
the same kind of neasures that our quality assurance
peopl e woul d be | ooking to.

CHAIR HUGGA NS asked if SB 80 would nodify what he is doing or
woul d he be doing the sane thing without it.

MR. BANKS replied he would be doing the sane thing without it.

4:04: 23 PM

CHAIR HUGGA NS said he wote a note to hinself that he had heard
M. Banks say he did not want to be a part of determning
standards and neasures by going through the process of
devel opi ng case | aw.
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MR. BANKS said he couldn’t recall making any conment related to
t hat .

CHAIR HUGA NS asked for his thoughts on how case |aw m ght
affect this.

MR. BANKS said he couldn’t help himw th that.

CHAIR HUGE NS again referenced M. Banks neno that stated the
Division of Gl and Gas has no standards currently that would
provide information from which to nake a decision on corrosion
and mai nt enance of the facilities and equi pnent.

MR. BANKS replied that after discussing this with his staff that
the standards for corrosion control are either in their infancy

or not particularly well-developed at this point. It is his
intention for the PSIO to devel op neasures for corrosion control
and rmai ntenance - turning to third-party certification
organi zations to the extent possible - and relying on the

internal control and recommendations that industry in Al aska my
al so be devel oping for itself.

CHAIR HUGA NS asked Ms. Slenmons to comrent on how she thought SB
80 woul d affect her office.

4:06: 09 PM

JONNE SLEMONS, Acting Coordinator, Petroleum Systenms Integrity
Ofice (PSIO, Dwvision of Ol and Gas, Departnent of Natural
Resources (DNR), responded that her assessnment of SB 80 is
simlar to M. Banks'. One of the PSIOs primary functions would
be to assist the Departnment of Revenue in making a determ nation
as to whether certain clainms should be deducted from taxes. She
would do that by sharing the quality assurance plans already
approved for the various unit operators. It is not a perfect
science. The division would not rely on a single quality
assurance standard, but it would do its best wth every
avai lable standard and guideline including the internal
gui del ines established by industry looking into the near term
the md termand the long term Carrying out those plans can be
said to be reasonable and prudent. The state would be putting it
on the table in advance; industry would be signing up to do it;
and that’'s what the office will be inspecting to. Were those
plans are ignored and conpliance is an issue, that could be
identified as a case of inproper or not naintenance.

CHAIR HUGA NS t hanked her and went to a letter from the director
of the Tax Division, John I|Iverson, and asked him what this | ast
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par agraph neant: “The departnent supports SB 80 with the caveat
that the bill not limt the departnment’s discretion to deny
deductions or credits under current |aw”

4:08:19 PM

JOHN [VERSON, Director, Tax Division, Departnent of Revenue,
replied his concern is that the departnment has a certain anount
of discretion under standards that are currently in existence in
the PPT statute. For instance, he can deny costs based on the
gross negligence standard, costs that weren't necessary business
expenses and costs that would not be properly billed from an
operator to another working interest owner in the context of a
negotiated unit operating agreenent. He did not want this law to

end up confining them only to a standard of inproper
mai nt enance. That is why he suggested to the drafters that the
standard be changed from “relying on” industry standards to
"taking into consideration” - so he has the ability to | ook at

things other than industry standards on inproper maintenance in
case those standards either aren’'t appropriate or sinply don't

apply.

4:10: 38 PM
CHAIR HUGGA NS asked himto clarify paragraph 4 of the same neno
that says, “The departnment concern is not with the intent or

necessity of SB 80; it is with inplenenting the bill.”
MR. | VERSON repli ed:

What |'m getting at there is that if the legislature
deens it's fit to insure that costs for inproper
mai nt enance be excluded from deductibility or from
credit that the legislature needs to pass |anguage
saying so. Wat |I'm saying in that context is that
were we to pass a regulation that expressly
incorporates the |anguage of SB 80, that |anguage
would not find explicit support in the statutory
| anguage and thus be subject to legal challenge. |If
the legislature wants to nake this nore of a bullet-

proof solution, | recomend statutory |anguage or el se
we wll be arguably subject to a greater |ega
challenge after we pass the regulations having this
| anguage.

4:11: 53 PM

SENATOR W ELECHOWSKI asked if SB 80 is passed, would the state
be subject to less litigation.
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MR. |IVERSON replied that he wouldn't go that far. He didn't
think there was a way to get out of litigation over excluding
any of the —costs whether gross negligence or inproper
mai nt enance i s used.

SENATOR W ELECHOWSKI asked if the state would be avoiding one
| ayer of litigation.

MR. | VERSON replied that m ght be closer to what he was getting
at. If the division passes a regulation that explicitly
i ncorporates the |anguage in SB 80, that regulation itself would
be nore easily challenged than if would if it found explicit
support in statute.

CHAIR HUGA NS thanked him and went to M. Nornman and asked him
to clarify his nmeno to Senat or Wagoner dated February 16.

4:13:26 PM

JOHN NORMAN, Chair, Alaska Gl and Gas Conservation Comm ssion
Association (AOCGCC), replied that in that nmeno he was pointing
out there is no precise definition that would tie “inproper
mai nt enance” to standard practices. “There are sonme ways we
could get at it, but it is not quite as neat just sinply saying
that the practices enployed conplied with standards. There is no
readi |y avail abl e manual on the shelf.”

If the AOGCC were given this task he would probably follow the
lead of the other tw agencies that wll pronulgate sone
regul ations “to give some specificity to this.” He said that
al ready subsection (6) addresses a disallowance of costs that
mght result from w lful msconduct or gross negligence — which
cover the obvious things.

MR. NORMAN said that new subsection (19) - to have any neaning -
has to intend sonmething different than what is already enbodied
in (6). So, he would now be |ooking at sonething like “ordinary
negligence” or - said differently - “a mstake.” He was trying
to point out in his letter that m stakes are nade; engineering
isn'"t a perfect science. He was trying to bring sonme balance to
t he concept as they enbark on it.

CHAIR HUGA NS asked him to clarify the first paragraph on the
second page of his neno that says:

Finally, one can never |ose sight of the fact that
significant technol ogi cal advances have occurred as a
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result of innovations, which at the tine were
departures from standard i ndustry practices.

MR. NORMAN replied that there are nunmerous exanples. One of the
best known is Sir Alexander Flemng experinmenting in his
| aboratory and letting it get filthy, but in the course of the
experinment, he noticed certain bacteria were being killed in the
Petri dish. It turned out that he had inadvertently discovered
penicillin.

He has heard from the operators that they felt they had the
corrosion situation under control using their additive. Perhaps
they would have set a standard if it had worked, but it didn't.
He didn't know what kind of negligence it could have been.
Peopl e have experinented. Sonme things have worked and sone
t hings haven't. You don't want to nmake people fearful of trying
t hi ngs because that's where i nnovati on happens.

4:19:53 PM

CHAIR HUGGE NS referenced the second paragraph on the second page
of the sanme nenp that says: “W understand and agree with the
intent of this legislation.” However, the |ast sentence says,
“W do however wsh to point out sone of the practical
difficulties that may arise in determ ning whether naintenance
has been proper or inproper” and asked himto explain.

MR. NORMAN replied at that time he was speaking as if this bil
passed and the comm ssioner of DOR had asked for advice on
standards for mmintenance. He was trying to figure out how he
woul d approach that because there often are not any totally
uniformy accepted industry standards that could be used as a
gui del i ne.

He envisioned, in a dispute between the DOR and the taxpayer,
this would call for “frontloading our efforts” because often in
an administrative proceeding you put your evidence into the
record and an adm nistrative law judge will nmake a decision on
it. Presunmably the state would have “to fire its best shot”
upfront if it felt the operator had enployed |ess than standard
practices of the industry. Consequently, the state would not
have the opportunity to later address this issue at the trial
because there would be no trial.

MR. NORMAN said he didn't want to |eave any stone unturned in
efforts to support the DOR if it asks himfor advice and advi sed
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W're now down beyond the real easy calls, because |
think they will junmp out — they' |l be filtered out by
subsection (6) — gross negligence. So we’'re now down
to the calls about a m stake may have been nade here.
Was there a mstake? Yes, there was a m stake nmade and
now we have to point it out and then presumably if the

t axpayer disputes it, they wll cone forward wth
their expert and say, ‘No, based upon what was known
t hen.’

MR. NORMAN said the date stanping of the decisions and the
state-of-the-art-at-the-time were just sone of the practical
difficulties regulations for standards would have to overcone.
If this passed, he would pronulgate regulations taking the |ead
from other agencies and try to lay a good foundation for
decision making — so it wouldn't be “arbitrary and capricious
decision making.” To do that he would start by looking at the
American Petroleum Institute standards, specifications and
recommended gui del i nes and t hose of ot her wel | - known
pr of essi onal societies |ike the National Associ ation  of
Corrosion Engineers, the Anerican Institute of Mechanica
Engi neers, and ot her international standards organizations.

MR. NORMAN recall ed that Senator McCGuire asked if he could adopt
regul ations that would give predictability and assurances for
standards of conduct to new investors conming into Alaska. He
remenbered his answer was:

No, we wll never be able to give 100 percent
assurance of that because it’s evolving technol ogy and
it’s virtually inpossible to anticipate every single
failure that is going to occur and then be able to go
back and to be able to pronulgate regulations that
woul d address that. It often is a | earning process.

So ny intention in witing this was to indicate we're
ready, we're willing, we’'re able to work on this. W
do understand the intention of it, but it is not a
si npl e assi gnnent .

4:25:19 PM
SENATOR MCGUI RE thanked him for |ooking into that for her and
said it doesn't look |ike governnment is doing its job if it

doesn’t put together sone standards. In |law you have rules of
evidence that set out the basis for which evidence can be
offered and accepted in a court room It allows predictability
for both the defense and the prosecution.
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She renenbered a tine when DNA evidence was a new concept and
very controversial. Oten judges would di sagree about whether it
woul d be allowed in or not because it was new science. Watever
industry you're in you're going to be dealing wth new
technology and it just nakes sense to have rules or guidelines
by which the state’'s industries can conduct thenselves.
O herwi se the | awers w n.

SENATOR MCGUIRE stated that these businesses are dealing in
nati ons t hat have di fferent gover nment s - sone are
di ctat orshi ps, some are denocracies. Denocracies should be able
to come up with sone level of predictability. She said this
meeting illustrates why a gross tax at a lower rate would have
been the better way to go. The problemis that when you try to
create deductions the idea is to incentivize. But the better way
to do it is through individual |egislation, because you end up
“getting wapped around axel” trying to cover deductions that
woul d work for everybody.

That’s just a little soliloquy, but in the neantine,
your job in this is why you do get paid the big bucks
- and as a lawer, | think, it is to pronulgate a
series of reqgulations based on what you can do - the
best you can do - based on the Anmerican Petrol eum
I nstitute, what ot her states have done, ot her
denocratic nations have done — and |eave a provision
in there for innovation. I nnovation, to ne, is
different than conplete |ack of maintenance. |If you're
trying at sonmething using a different type of parasite
and it fails, that is dramatically different to ne
than sitting back and saying we just won't maintain at
all. And I'm not inplying here today, and |’'ve nade
this very clear, I'mnot inplying that anyone ever did
that. But to the extent that there is a sinple lack of
mai nt enance, that is very distinct from maintaining in
a way and using best efforts based on innovation and
technol ogy that you think is noving forward.

MR. NORMAN responded that he understood what she was getting at.
And if this passes, he would pronulgate regul ations and | ook at
prevailing generally accepted standards. Senator MQuire put her
finger on a key point, he said, because under a gross tax -
where we are now - you get your slice of the gross no matter
what happens.
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He illustrated this concept with an exanple in which he is the

owner of a mall. The mall has a theatre and he has a profits
lease with it. It says in lieu of a fixed rent he will take a
percentage of the theatre’s profits each year. If the theatre

owner hires a kid to run the popcorn machine and he overheats
the machine and starts a fire, ordinarily the mall owner would
| ook at a nunber of things. One of them would be the IRS Code
under which the owner of the theatre would be allowed to claima
deduction for that barring sonething that was intentionally or
grossly negligent. An experienced enployee wouldn't fall in that
cat egory.

Another thing he would |ook at would be the state corporate
income tax and existing partnership agreenents. Mst partnership
agreenents do not say that the operating partner is liable for
ordinary negligence or nmaking a mstake as opposed to gross
negl i gence or wilful m sconduct.

So gross negligence and wilful msconduct are already
covered wunder here. So presumably |I'm thinking in
terms of ordinary negligence - is the term that |
woul d use. Because if it’'s sonmething that goes beyond
that, then it gets already filtered and caught up in
subsection (6) and never filters down to section (19).
But sonebody is going to nake a decision and say well
this is probably not wlful or gross negligence, but
still sonmething went wong here and that’s where |
envision a question being kicked over to us and then
we would look at it and then we would look to the
standards and have to apply them

W can pull in a lot of these codes, but the point |
was trying to nake is as you pull in these codes, you
may make operators - you may constrain their latitude
to experinent. And that nmay or nmay not be good. But
they may think that if we guess wong and we don’t
follow strictly the APl standards — these are nornmally
recommended practices — that there may be a problem
her e.

Once we get done with defining as nmany potential
problens and the codes, and then continually updating
t hose as those codes are done, we’'re still going to be
left with a residue of situations that are sinply not
defined — that are new situations, a first inpression
— and that’s where the cases fall back upon the terns
of generally, as |’'ve nentioned, wllful msconduct,
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gross negligence - or if it’s not that, then you | ook
and say what would a prudent operator do under the
same or simlar circunstances. And another standard
that’s applied is was the conduct of operations
performed in a ‘good and workman-|i ke manner.

I’1l give you a case cited that’'s interesting because
it’s a side-by-side. The federal fourth was asked to
construe a case where there were two side-by-side
agreenents and in the one, the operator had the comon
clause that said we wll not have any liability to our
partners except for gross negligence or wlful
m sconduct and at the same tinme, the partners were
suing that operator for not behaving as a prudent
operator. And the court was able to work through those
and reconcile them and there is sonme brief discussion
with citations to scholarly articles in the Rocky
Mountain Mneral Law Institute volunmes and |aw review
articles concerning application of these terns.

But | think at the end of the day if we don't define
these standards, we’'re going to wnd up asking
ourselves, ‘Was this what a prudent operator would
have done under sane or simlar circunstances — was it
done in a good and workman-I|i ke manner?’

4:36: 27 PM
The cite on the case before nme — this particular case
is a Uah case, 1990 and the case is Archer .
Grynberg and that citation for that particular
reference i s 738F- Suppl ement 449. . .

MR. NORMAN said these issues often go to the courts and the
courts have to ask what a prudent operator would do. They work
through an analysis. Another phrase they often use is “in
accordance wth good oil field engineering practices.” That
woul d probably be his starting point if he had to find an
operator guilty of waste. He'd ask, “Was this accident an act of
God or did this conme about because the operator failed to enpl oy
good oil field engineering practices?” He said he wasn't
necessarily looking in the rear view mrror, but he was thinking
ahead five or ten years to things that haven't gone wong yet.

SENATOR MCGQUI RE sai d she was thinking that also.

4:38:23 PM
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CHAIR HUGA NS said PPT was a net tax and it had multiple pages
of exclusions to include the IRS. He asked if that was accurate.

MR. NORMAN replied that he wasn't thoroughly famliar with the
PPT.

CHAIR HUGA NS said that was fine, but he recalled the ELF was on
the gross and in the end people said it was broken. But just
because it has a title one way or the other doesn't nean one is
successful and the other isn't. He thanked M. Nornman for his
coment s.

4:39:48 PM

MR. NORMAN added one final point. He supported M. Slenons’
corments and said that the AOCGA is cognizant of the activation
of the PSIO coordinator. He nused that a lot of its assigned
duties would be extrenely useful to his office if the two
of fices could coordinate, he could avoid having to “staff up” on
some of the disciplines he doesn’'t currently have.

CHAI R HUGA NS t hanked him again and asked BP representatives to
conme forward.

BERNARD HAJNY, Manager, Production Tax and Royalty, BP
Expl oration Al aska, thanked the conmttee for being able to
testify on SB 80 and introduced M. Brune, Director, Resource
Devel opnment Council, and Tom Wl lians, BP Senior Counsel for Tax
and Royalty in Alaska. He related that M. WIIlians worked for
the state in the years before during and after the construction
of the oil pipeline and the start of oil production on the North
Sl ope. He was Director of Petroleum Revenue; he is known as the
father of ELF by many and personally wote nearly all of
Alaska’s oil and gas tax regulations and nmany of the key
statutory provisions of the state's tax | aws.

MR. HAINY said they are tax professionals and would, therefore,
offer their perspective on SB 80 as people charged wth
conplying with PPT, not on pipeline corrosion, operation or
pi ggi ng i ssues.

4:42:53 PM

TOM W LLI AVS thanked the commttee for allowing himto testify.
SENATOR WAGONER stated this bill is about inproper maintenance
on an oil line, not about taxes. He thought it would be nore

important for the conmmttee to hear from BP about how the
mai nt enance on this |ine was handl ed.
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SENATOR MGUIRE interjected that their |awers wouldn't |let them
do that.

MR. WLLIAMS resunmed his comments and asked themto |ook at BFP s
presentation. He said the PPT is working for the State of Al aska
and working in three senses of the term

First, it’'s wrking in the sense that the PPT
regul ations by the Departnent of Revenue clarify in
several crucial ways how the pieces of the PPT fit
t oget her. Taxpayers know what is expected of them when
they conmpute and nmake their monthly estimted
instal |l ment paynents and in making the annual true up
on March 31 of the following year. This is a very
conplicated tax and it was a lot of work to put the
pi eces together.

Second, the PPT is working in the sense of providing a
maj or increase in state production tax revenue. For
BP, its production tax nearly tripled from about $180
mllion for the last nine nonths of |ast year to over
$500 mllion for those nonths. This is fully in line
with the legislature’s expectations about the PPT s
revenue effects.

Third, PPT has promsed to work in response to the
question on ny slide that asks, ‘WII Al aska attract
sufficient investnment to stem production decline? The
bulk of the known and likely opportunities in Al aska
for investing in production are concentrated in the
existing fields — that is investing to slow their
decline, to increase the ultimte recovery from them
and to discover ways to develop and produce the 20-
plus billion barrels of heavy and viscous oil that are
known to exi st.

4:45: 06 PM

The PPT is significantly better suited for this future
than the ELF ever was. In addition, through its credit
for capital expansions, the PPT provides an investnent
incentive that was absent from the old ELF-based tax.
Even though the PPT structurally has promse in
attracting the new investnent that would be needed to
deal with the threat of declining production, BP
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believes the PPT is suboptimal for the state because
the tax rate is too high.

4:46: 35 PM

He showed the commttee a graph on which Al aska was at the wong
end of the spectrum relative to other major jurisdictions that
have oil and gas. He conti nued:

I nvestnents in Alaska have to conpete successfully
agai nst opportunities elsewhere and by lowering the
PPT rate, Al aska would increase the conpetitiveness of
its investnment opportunities. The resulting increase
in production will, we are convinced, increase the
total revenues from Alaska’ s property and incone taxes
and royalties by nore than any reduction in the PPT.

[Back to the first page of his handout]

SB 80 and the CS for it would introduce unnecessary
uncertainty. We agree with the AOGA testinony given by
Judy Brady last week about the overlap between
existing terms in the PPT and the new standard of
i nproper mai ntenance under the bill. I wll not repeat
that testinmony now. But the issue of inproper
mai nt enance only governs when the provisions of SB 80
woul d be triggered.

What 1'd |like to focus on now is what happens under SB
80 after the trigger is pulled. In other words,
imagine a hypothetical future situation that by
definition arises from inproper maintenance. |f you
| ook at page 3 of the CS, beginning on line 24, you'll
see subpar agr aphs. ..

If you |l ook at beginning at line 24, you'll see three
subpar agraphs in paragraph (19) that are designated
(A, (B and (©. It's these subparagraphs that
specify what happens once the inproper naintenance
trigger is pulled. For the nonent 1'd like to skip
over subparagraph (A) in order to talk about (B) and
(C because they raise simlar questions about sound
tax policy. Then 1'Il come back to (19)(A), which
presents an entirely different kind of issue.

Subpar agraph (19)(B) disallows any cost determ ned by

the comm ssioner of revenue to again ‘incurred to
mai ntain the operational capability of facilities or
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equi pnent shut down because of |lack of or inproper
mai nt enance of property or equipnent;’

The first thing to note is that the disallowance is

not limted to standby costs for keeping up the
oper at i onal capability of i nproperly mai nt ai ned
property or equipnent. Let me say that [|ine again,

because that was an awkward sentence. The stuff that
wasn’'t properly maintained is not just the subject
here. What is disallowed is the costs of naintaining
shut down facilities or equipnment, but the trigger is
the inproper nmintenance of property or equipment -
not the sane term To the extent they use equipnent,
they could overlap, but the different |anguage neans
clearly that they are not congruent.

CHAI R HUGE NS asked himfor an exanple.

MR. W LLI AMS responded:

Let’s say there’s an Oring that was inproperly
mai ntained and it bursts a leak. In order to be safe,
you have to shut down a whole processing center - a
gathering center. It was the Oring that was
i nproperly maintained. This would disallow the costs
of shut down facilities, so it would be the whole
gathering center. And that’'s the point — is (19)(B)
woul d permt disallowance of all costs of standing by
and staying ready to resune production, even the
portion for facilities and equipnent that were
properly maintained. | don’'t think that’s what you
meant. Certainly, from ny point of view, it doesn't
make sense. It penalizes spending noney....

SENATOR WAGONER said that was not his intent and that is not

what

it says, but he asked himto go on.

MR, WLLIAVMS conti nued:

If I may, through the Chairman, 1'd just like to say
that these comrents are intended to help.

CHAIR HUGG NS said this is being constructive and
under stand that.

MR, WLLIAVS conti nued:
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All | can say is it says you can't get a deduction if
spend noney to nmintain operational capability. If it
were up to nme, as a former revenue conm ssioner, |
would want to feel to get back up and running as soon
as possible after a shut down. But, it doesn’'t seemto
do that.

Subparagraph 19(C) now, simlarly disallows costs
determined by the commssioner of revenue to be
‘“incremental operating expenses incurred as a result
of operating facilities or equipnment at dimnished
capacity when that dimnished capacity is caused by
the lack of or inproper naintenance of property or
equi pnment .’

Here, again, the disallowance is not limted to this
di m ni shed capacity of the property or equipnment that
was inproperly nmintained, but includes dimnished
capacity of any operating facilities and equipnent.
Agai n, does this nake sense froma tax policy point of
view? | don't think so. (19)(C) is effectively saying
that if it costs nore to run a field with dimnished
capacity, the state will deter a producer from doing
so by disallow ng these costs.

| should think that having a part of the field in
production, even at higher than nornal operating costs
is better than having it conpletely shut down -
especially in light of state royalties and incone
taxes which are both enhanced by keeping the field in
production. |If anything, (19)(C) should be reducing
the PPT as an incentive for keeping as nuch of the
field in production as possible, but it does precisely
the opposite instead. Thus, | submt neither (19)(B)
nor (19)(C) is sound tax policy for the state and both
of them should be taken out of the bill.

This gets ne back to paragraph (19)(A) on page 3,
lines 24 and 25. Under this subparagraph, any costs
determined by the comr ssioner of revenue to be
‘related to the repair or replacenent’ of the
inproperly maintained property or equi pnent are
di sal | oned.

The problem with this new disallowance, from ny point

of view, is that it double dips on the flat rate 30
cents a barrel disallowance under paragraph (18). Last
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week, Judy Brady explained how this 30 cent
di sal | onance proposed by Pedro van Meurs was directed
at exactly the sanme issue that (19)(A) addresses and
how the Senate Special Comrittee on Natural Gas

Devel opnent then rejected a proposal Ilike (19)(A
tw ce in favor of the van Meur s’ flat-rate
di sal | onance in paragraph (18). 1’'Il not repeat those

details now.

Even paragraph (18) went too far, in BP' s opinion, and
was ill-advised. Oher provisions in the PPT [|aw
already address and deal wth the questions about
adequate maintenance and they do so in a fair and
reasonable way. If the objective is to make the PPT a
better law for the future, then SB 80 should repeal
paragraph (18). Instead the CS proposes to conpound
the error, not only by keeping paragraph (18), but by
addi ng paragraph (19)(A) to double-dip on the sane
costs. This concludes, M. Chairman, our testinony on
SB 80 and the conmmttee substitute and | thank you
again for this opportunity to be before you.

SENATOR W ELECHOWBKI asked how much nore Al aska would nake at
$50/ barrel if it charged the world average for its oil.

MR. WLLIAMS replied that he didn't know what the world average
iS.

SENATOR W ELECHOWSKI asked if other fees and royalties were paid
to private |landowners in Texas and Ckl ahona.

MR. WLLIAMS said those are included in his figures.
SENATOR STEDVAN asked if the Qulf of Mexico is on his chart.
MR. WLLIAM replied yes.

SENATOR MCGUI RE said she understands the ELF was a hybrid and
that M. WIllianms had studied tax systens all over the world
that BP and other conpanies have entered into agreenents on or
been subject to as a result of them existing by dictatorship or
on the statutes in denocracies. Her question related to a
statenent she mmde earlier about the ease of taxing the gross
anount and figuring out what deductions the state would like to
give in a nore controlled legislative way to offer incentives.
Her concern is that she wants to encourage the conpanies to
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maintain their facilities and operate. She saw good |awering
going on with his argunments on (B) and (C). She said:

The overall goal is to have safe, good, well-
mai nt ai ned operations in Alaska. So, if you were king
for the day, what type of a tax system works the best?
And we know we’ve never seen anything like this. |
mean, that testinony is on the record — and Pedro and
others have said they’ ve never seen anything like this
PPT. Can you answer it?

MR. WLLIAMS answered it's not so much what fits the rest of the
wor |l d, but how Al aska wants to manage its resources. He rel ated:

When | was conm ssioner, the costs of getting the oil
and gas out of the ground were inmaterial relative to
the value of the oil and gas and a gross tax made
sense. The reason we put an ELF in was to take
advantage of while it was a very small percentage to
have a very high rate on that oil and gas. But over
time, what’s really available in an econom c sense is
the margin, you know, after you' ve got the costs taken
out of getting it out of the ground. That’'s really
what’s available. You can still say, ‘Wll, we'll tax
on the gross,” but if you do, it threatens to end up
| eaving oil and gas production in the ground.

And you can |l ook at the 1977 study that | co-authored.
It’s too long to read; it’s a couple hundred pages. It
tal ks about this issue - about a gross tax and its
affect on investnent and its affect wultimately on
production and when you push a field across the break-
even point prematurely. And the ELF was the response
of the Departnent of Revenue then. It’'s very clear.
|’ m not making this up now with 25 years of hind sight
- or 30 years. Heavens! But that system was how it was
desi gned t hen.

Qoviously, since then there were problens that crept
in with the ELF. Now, which is the worse set of
problens? One of the things that Bernard didn't
mention is that when | was director of the Petrol eum
Revenue Division, | got to admnister the separate
accounting tax where all these types of deductions
entered into the situation. It was the super tax on
the net and we nmade it work. | nean it can be done

And I'm not a rocket scientist. So, | think that there
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are rockets scientists now who are working for the
state and advising the state and the adm nistration.
And so | have every confidence that they can | ook and
see how we nmde separate accounting work back then;
| ook and see what the tools are the |egislature gave
them in the PPT and neke this one work, too. And
structurally for the future where <costs are not
immaterial as we |ook at what are the opportunities -
heavy oil, fields are in decline. Those are chall enges
and this is a better suited structure for that type of
future than if you were talking about a brand new
provi nce where you just discovered Prudhoe Bay.

5:00: 58 PM

SENATOR MCGUI RE asked if he believed the existing statute that
gives the standard for fraud and gross negligence covers the
hypot het i cal si tuation, and the alleged situation of no
mai nt enance or inproper naintenance, that has been described
wi t hout adding nore clarifying | anguage.

MR. WLLIAMS said he couldn't form an opinion because he didn't
know enough of the facts. Nothing now indicates it was gross
negligence; so BP thinks it is entitled to take a deduction. It
doesn't rise to the level of willful m sconduct.

CHAIR HUGA NS asked him to think about SB 80's retroactive date
back to April 2006 and how it relates to ex post facto and
federal | aws.

5:03:13 PM
SENATOR WAGONER stated that it looks like they are letting
t hensel ves be dragged back into a debate on PPT and not just
this amendnent to it. He remi nded them that PPT, boiled down to
its Jlowest concept, was credits for exploration and new
producti on.

W never intended - through PPT - there was never
di scussion on the PPT legislation — and | sat through
nost of it and | know Senator Stedman did. You sat
through a lot of it - never anything discussed or

brought to the commttee about a naintenance item of
this size and of this expense. Just to add one other
thing, Wve all got a letter from Don Bullock
addressing your question and |I’ve already read that.

SENATOR STEDVMAN nentioned that at sone point he wanted to talk
about Pedro van Meurs’' consultation with the adm nistration and
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the legislature in dealing with this aging field and the
pot enti al costs of up to $2  billion in infrastructure
i nprovenents and the effect the PPT would have on that as far as
potentially putting the state at a disadvantage if PPT wasn’'t
nodified to disallowthe 30 cents.

CHAIR HUGE NS said he understood that and they would have that
di scussi on on anot her day.

MR WLLIAVMS replied that ex post facto laws are prohibited
under the federal constitution, as well as the state
constitution. An ex post facto law is a law that changes the
legal effect of an action or an omssion. Sonetinmes in a
crimnal context, it nmeans the sentence or fine is changed after
the act. Usually it means a specific fact, act, omssion or
person is in mnd. The closer to the action, the easier it is
for an ex post facto |law to be found.

The question of due process is raised in naking an act
retroactive. If a law is nade retroactive to an earlier date in

the sane year, that doesn’'t offend due process. If it’'s a
general law, like the PPT that didn’t have any specific person
or event in mnd - that’s when due process principles would

apply. The farther back in time you go with legislation, the
hi gher the risk can becone of having a due process issue. He
sumari zed that an ex post facto law is about specifying who or
what you are trying to change the rule on.

5:07: 58 PM
CHAIR HUGA NS asked if SB 80 is a violation of ex post facto
I aw.

MR. WLLIAMS replied that he thought there was a serious risk
that it is an ex post facto | aw

CHAIR HUGE NS asked M. M ntz's opinion.

ROBERT M NTZ, attorney with K& Gates, said he is working with
the Departnent of Law and the Departnment of Revenue on
production tax matters. H s understanding of the constitutional
prohibition of ex post facto laws is that they are limted to
crimnal penalties and don't apply to civil law. He agreed with
M. WIlianms that due process is a civil |aw issue.

He stated no law absolutely prohibits retroactive changes.

Retroactive changes to taxes, in particular, have generally been
upheld in court. Courts have said as long as you don’'t go too
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far in the past that there is no due process problem but

he

didn't know how far back you could go. He thought it nore likely
that the change discussed in SB 80, if enacted now, would be

uphel d. However, he said:

M. WIlians, | think, was also kind of focusing on a
slightly different issue, but — which mght also have
due process ranmfications. And that is when the
| egi sl ature makes such a change, are you really
focusing on a particular event, a particular
i ndi vi dual entity, and that could be somewhat
probl emati c.

| wouldn't view it that way. Firstly, what | think it
was Senator Stedman a few mnutes ago explained that
when the legislature was |ooking at issues such as
gross negligence, what costs would be deducti bl e under
the new law. It hadn’'t necessarily focused on the
guestion of the major cause of an event that mght be
due to sonme sort of failure to observe industry
practices. So, | think that the legislature should be
cautious about naking changes in the law, particularly
retroactive changes that are targeted at a particular
entity or a particular event, but | wouldn't view it
that way here. To nme it seens that basically the
| egi sl ature has becone nore educated about sone of the
i ssues and sone of the factual situations that m ght
arise under the law and there nmay be a gap in the way
that the current law deals with sone situations — or
there may be policy questions that were not clearly
before the legislature’s — that the |legislature hadn’t
focused on when it was originally considering the
| egislation. And from that standpoint, it's perfectly
legitimate to beconme informed based on nore recent
events and for the legislature to consider what the
appropriate policy is based on the additional
i nformati on.

5:12:49 PM

SENATOR WAGNER read a nmeno from Don Bullock, legislative

counsel, dated February 26, 2007, into the record as foll ows:

‘You asked whether enactnent of SB 80 would violate
the prohibition against ex post facto laws in the
United State and Al aska Constitutions because of the
di sal | owance of certain deducti ons appl i ed

SENATE RES COW TTEE -25- February 28, 2007



retrospectively to April 1, 2006, the effective date
of the PPT.” And then he said, ‘The answer is no.

5:13:31 PM

SENATOR MCGUI RE added for clarification that the conmmttee is
di scussing the specific case of BP only because it has been
described or alleged in the news. But what the commttee is
generally discussing is what would happen to any conpany that
failed to maintain, properly or at all, any line.

So, to be clear, | don't regard this bill as a
specific response to a specific situation, but rather
a recognition that an allegation, if true, could occur
in the future - mght have occurred - and we should
address it.

5:14: 36 PM
CHAI R HUGE NS sai d:

| do not want to allow the people of Alaska to be

exploited. My take is nuch different than yours. 1’ ve
got to say that in all candor. | nean |I think this is
event-driven. My good friend, Meryl, there — we were

talking about it today - about BP - and, you know,
taking the citizens of Alaska based on the event that
happened. So | just had to say that in all candor.
That’s ny take on it. It’'s different and that’s just
the way it is.

SENATOR MCGUI RE responded that it certainly got the conversation
goi ng.

There being no further business to cone before the conmttee
the chair adjourned the neeting at 5:15:15 PM
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