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relating to the production tax and the sharing between agencies
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PO Box 110400

Juneau, AK 99811-0400

PCOSI TI ON STATEMENT: Gave presentation on SB 2001 and answered
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JONATHAN | VERSEN, Director
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PCOSI TI ON STATEMENT: Assisted with presentation on SB 2001 and
answer ed questi ons.

KEVI N BANKS, Acting Director
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Juneau, AK 99801-1724

PCSI TI ON STATEMENT: Answered questions pertaining to SB 2001.

MARCI A DAVI S, Deputy Conmm ssi oner
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PO Box 110400
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Juneau, AK 99811-0400
PCOSI TI ON STATEMENT: Assisted with presentation on SB 2001 and
answer ed questi ons.

ACTI ON NARRATI VE

CHAIR CHARLIE HUGGA NS called the Senate Resources Standing
Commttee neeting to order at 9:02:23 AM Present at the cal
to order were Senators Bert Stedman, Lyda G een, Gary Stevens

Bill Welechowski, and Chair Huggins. Senat or Thomas Wagoner
arrived shortly thereafter, and Senator Lesil MCuire arrived as
the neeting was in progress. Also in attendance were Senators

Hollis French, Kim Elton, Lyman Hoffnman, Joe Thomas, Bettye
Davis, and Johnny Ellis, and Representative Jay Ranras.

SB 2001-A L & GAS TAX AMENDMENTS

9:03: 08 AM
CHAI R HUGE NS announced consi deration of SB 2001

SENATOR WAGONER j oi ned the comm ttee.

CHAIR HUGGE NS rem nded nmenbers that the previous day Dr. Pedro
van Meurs and Dani el Johnston had discussed PPT, known as both
the petroleum production tax and the petroleum profits tax.
Chair Huggins asked Commissioner @Glvin how the position
recormended on behalf of Governor Palin had evolved. In
particular, he wanted to know what tipping points had convi nced
the governor to recommend the net tax concept for the current
| egi sl ation, especially since she'd canpaigned on the gross tax
concept. He also asked the conmmssioner to reflect on the
presentations by Dr. van Meurs and M. Johnston.

9:07:32 AM

PATRI CK GALVI N, Commi ssioner, Departnent of Revenue (DOR), noted
those topics would be covered at the joint neeting Sunday,
Cct ober 21. Today he would give an overview that frames
Al aska's Cear and Equitable Share (ACES) and the oil tax policy
in general; the admnistration's slide presentation on ACES was
provided in hardcopy form dated 10/18/07. He also would
describe sections of the bill. Noneconom ¢ issues would be
addressed, since the followng two days were for fiscal issues.

COWMM SSI ONER GALVI N began the slide presentation. He enphasized
that ACES is about investnent, recognizing Al aska needs to
invest in oil development to maximze the opportunity for
conpanies to pursue new oil resources. In addition, ACES is
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about investing today's opportunities for surpluses to cover

tonmorrow s needs. Wien the State of Al aska noved to PPT there
was a fundanental shift in its oil tax policy, changing its
relationship wth the oil and gas industry. Wth the

conbi nation of deductions and credits, conpanies can reduce
their tax burden or may receive a paynent from the state of 42
to 52.5 percent of their <capital investnent costs in oi
devel opnment. As a result, the state becones the single |argest
investor in new developnment on the Alaska North Slope (ANS),
which entails taking on the risks associated with whether such
i nvest ment deci si ons pan out.

COM SSI ONER  GALVIN showed a graph |abeled "ANS Production
Forecast (Spring 2007)" that depicts historical and forecasted
ANS production scenarios for FY 2000-2020. Slated to be revised
soon by DOR, it reflects the level of production expected with
no additional investnent in the next 15-20 years. The area on
the graph | abel ed "under evaluation,” where investnent decisions
haven't yet been made, is critical to sustaining current
production |evels. Thus the state is putting so nmuch value in
the tax system incentivizing this devel opnent.

CHAI R HUGE NS wel comed Senators French, Elton, and Hof f man

9:11: 57 AM
COWM SSI ONER GALVIN showed slide 5, "lnvesting Today's Surplus
for Tonorrow. " He said in addition to investing in oi

devel opnment, ACES provides a fair share of oil revenues to neet
today's fiscal needs; provides surpluses during tinmes when oil
sells at a premum so this can be saved and invested to protect
the overall econony from the need for future sales or incone
tax; and provides stability in the fiscal system to shelter and
foster econom c diversification.

COM SSI ONER GALVIN turned to slide 6, "State Budget Forecast
(Spring 2007)," which depicts an exanple of revenue shifting.
He noted there currently are surplus revenues - nore than the
state expected - because of high oil prices. If saved for the
future, these revenues can provide economc stability and foster
t hat i nvestment opportunity.

9:13:31 AM
CHAI R HUGE NS asked whether the idea is to tailor the operating
budget and capital budget for a source of savings.

COM SSIONER  GALVIN replied yes. It is a conbination of
bringing in revenue and having the fiscal discipline to not
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spend it all in a current year. That's an inportant mnessage of
the governor and this admnistration: recognizing this time of
prem um revenue because of current high oil prices. In further
response, he affirned that the administration is working on the
upcom ng budget, but he hadn't been involved in discussion of
the target anmount of reduction in the operating budget; rather
he'd focused on oil tax issues. He suggested Karen Rehfeld of
the O fice of Managenent & Budget (OVB) coul d answer.

SENATOR STEDVAN asked when they would get into the definition of
"fair share.”

9:14: 50 AM
COM SSI ONER GALVIN answered that it is reflected in the slide
bei ng shown: striking the balance where the state gets the

additional revenues it can under today's fiscal opportunities,
while preserving investnent opportunity for ANS developers in
order to get the revenues the state can - not |eaving any noney
on the table. He couldn't say what that nunber would be. Over
the next few days the admnistration would provide conpelling
information not available to the legislature or the state
previously; this would assist in evaluating investnent decisions
faced by conpanies today, along with the inpact of noving that
share out, getting nore for future investnent for state revenues
whil e retaining the anbunt of investnment expected otherw se.

SENATOR STEDVAN referenced the previous chart. He asked whet her
the admnistration agrees with the |egislature about trying to
nove forward surplus noneys, as done last year to the tune of
nore than $1 billion, to try to fill that gap. He suggested it
is a continuation of what the |egislature has been doing, not a
new di rection.

COWM SSI ONER  GALVIN concurred, enphasizing the inportance of
recogni zing today's opportunity to capture that surplus and use
it for the future.

9:17: 20 AM

SENATOR W ELECHOWSKI  highlighted figuring out the balance
bet ween investnment and getting the maxi num benefit. He referred
to budget forecasts in the chart and to the $3 billion deficit

shown from 2014 or 2015 to 2020. He expressed concern that
while this budget forecast is using the current PPT - which was
supposed to encourage new investnment and new revenue - it
doesn't appear to be happening in the forecast.
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COWM SSI ONER GALVI N responded that the budget nunbers primarily
reflect two vari abl es: production and price. Those |arge gaps
are because wthin the price nodel it goes out seven years and
then drops to an historical |ong-term expected price, a nunber
half of today's price. That is only changed every other year.
Al though it's an anomaly with how price forecasts are nodel ed

it also reflects that declining production curve. He agreed a
| arge part of the concern is fromthe expectation that ten years
from now there'll be two inportant parts of that investnent
need: 1) there nust be a lot of investnent in order to just

have the expected revenue, and 2) there nust be ways to
encourage it, if there is to be any chance of increasing that or
flattening it out nore.

COM SSIONER GALVIN noted production estimtes haven't been
changed due to altered behavior because of the switch to PPT or
ACES. There is no data yet to indicate whether the changed

behavi or is happening or will happen. However, they are hopefu

and confident that with this |large anmpbunt of investnent, Al aska
will be one of the nobst attractive places worldw de for new
entrants to invest, given the economc benefits up front in
t hese projects. But until that is seen and they actually find
oil - and there are many variables - it cannot be built in to
the production forecast. He expressed hope that through this
shift taking place in investing Al aska's resource into new
devel opnent, that change will begin to be seen. He agreed it's

an inportant part of the discussion.

SENATOR W ELECHOWSKI noted if the state does nothing and the oil
valuation is left as is, the state is |ooking at prolonged
deficits according to DOR estinmates. He asked whet her Al askans
then could potentially be exposed to an incone or sales tax or
| ose their permanent fund dividends (PFDs).

COMM SSI ONER GALVIN replied he believes the change from doing
nothing to going to ACES clearly increases that share and keeps
production opportunities neutral; that will bring in nore noney.
However, he doesn't think keeping things the sanme wll
inevitably lead to the scenario Senator W el echowski described.
There are unknowns. Prices mght stay above $100 for a |ong
time, for exanple. Rather, the belief is that noving to ACES or
sonething simlar would better reflect the opportunity for
bringing in nmore revenue to mnimze that risk

9:22:22 AM
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CHAIR HUGGE NS asked whether the nunber-one variable s
production, and if that isn't addressed it will be hard to get
at the challenge in the next ten years or so.

COW SSIONER GALVIN clarified that production is probably the

one variable which the state has some ability to affect. In
further response, he agreed that the state wants to see
i nvest nent but it's also the issue of targeting that
investnment. Increasing production involves a nunber of factors,
but it boils down to attracting needed investnment and the
factors that drive investnment decisions. One part wll be
econonmic attractiveness. Also playing a role will be nmaking the

| and available, having the permtting system work, and having
facilities avail able at reasonable prices.

CHAIR HUGE NS asked what two things Conmm ssioner Glvin would
choose from SB 2001 if he had to make that choice, from his
perspective as conm ssioner of revenue.

COW SSI ONER GALVIN replied he hoped he wouldn't have to choose
only two. He then said ACES provides two prinmary advantages for
the state: 1) the tools to protect the state's interests with a
net tax and 2) what the admnistration considers a nore fair
share of the revenues in that balance. CQut of the discussion in
the next weeks, he'd like to have the necessary tools identified
and to end with a fair share. He declined to identify a primry
tool, saying they all work together; the absence of one would
make the ot hers neani ngl ess.

9:26:11 AM
SENATOR MCGQUI RE arri ved.

COWM SSI ONER GALVI N el aborated on the presentation schedule for
the next three days. He concluded by saying Sunday's joint
session would include the nuts and bolts of the tax-system
analysis, and he indicated a sectional analysis of the bill
itself would be the final item in the schedul e. I f questions
arose today, he mght ask nmenbers to wait until the experts on
t hat subj ect were avail abl e over the next three days.

9:33:16 AM

SENATOR WAGONER remarked that he looks at PPT as a work in
progress. As he hears fromthe consultants, he sees nore things
W ong. He suggested this is the one chance to avoid bungling
it. He remarked that he'd read the "Qur Fair Share" paper from
the comm ssion working in Alberta, Canada, on its new tax
structure, which was guided by Dr. van Meurs in |arge part.
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SENATOR WAGONER voi ced concern about a lack of willingness to do
different tax rates for various parts of Prudhoe Bay.
Suggesting the need to look at I|egacy fields, regardless of
whether it takes mnmultiple pieces of legislation, he said he
doesn't think there is anything magi c about "one shoe size fits
all" under this bill. He asked if there is anything wong with
having different tax rates in various parts of the state. For
exanple, legacy fields could be at a higher price, nmarginal
fields could be at "20/20," and for heavy oil there could be
incentives when it's under a certain value such as $40.

9:35: 53 AM

COW SSIONER  GALVIN indicated those issues were |ooked at
closely during the admnistration's analysis over the |ast
several nonths. He recognized the need to explore opportunities
that relate to segregating and identifying that one particular
type of developnent is different economcally from another type

and therefore could withstand a different tax system Thus
there is a gross tax floor proposed to only apply to |egacy
fields. And the distinction is recognized in ternms of what

devel opnment is appropriate for what tax system

COM SSIONER GALVIN noted there are practical limtations in
trying to segregate production comng up through the sane pipes
and facilities. This is particularly true for heavy oil or sone
new devel opnent being encouraged within existing |egacy fields.
Especially when costs are added into the mx, a question is
this: At what point is one barrel taxed under one system but
anot her taxed under another system wth different deductions?

COM SSIONER  GALVIN highlighted the <challenges for DNR to
identify new participating areas within an existing unit, and to
say one is a separate developnent - with separate geol ogi cal and

engi neering conmponents - in order to segregate it for a
different tax system He al so proposed imagining the type of
behavi or and decisions by conpanies that would result. He
opined such a system couldn't be admnistered in a way that
preserves the intent. The many limtations would be discussed
Sunday.

SENATOR WAGONER referred to talk of the Ilegacy fields,
10 percent on the gross. He recalled he'd anmended in the gross
floor at $25 a barrel, but now | ooks back and questions whether
it will ever return to $25 unless the bottom falls out of the
wor |l d econony. He added he isn't prepared to say that gross on
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the legacy fields at $40 will ever kick in. It may be a stopgap
measure, but may never do anything for the state.

COM SSI ONER GALVIN clarified that he wasn't saying the gross-
tax floor is the only type of segregation possible. Rat her, it
is one way of recognizing there is a distinction.

9:39: 58 AM
SENATOR W ELECHOABKI recalled yesterday's remarks from Dr. van
Meurs and M. Johnston that some countries' systens deal

differently with various types of oil such as heavy oil, even
within fields. Senator Wel echowski said that seenms to make the
nost sense. If the goal is to maximze profit and investnent,

there could sinply be one valuation rate for |egacy fields that
were designed to make a profit at $10 to $12 dollars a barrel,
and then another system that encourages investnent for heavy oil
and exploration fields. He said intuitively it doesn't seem
that conplicated. He urged exploring that.

COWMM SSI ONER GALVI N noted it woul d be di scussed Sunday.

CHAIR HUGA NS interpreted Dr. van Meurs' remarks to be that he'd
done such a "nosaic" elsewhere, but recommended against it for
Al aska. However, Chair Huggins recalled that M. Johnston had a
contrasting view

SENATOR WAGONER cautioned that it would be a bad mstake if the
| egi slature didn't get advice from Dr. van Meurs, M. Johnston,
or soneone of that quality. He asked for a request from the
Legi sl ati ve Budget & Audit Conmttee chair that someone of that
level, with worldw de recognition as an oil and gas econom st,
be placed on staff so the legislature can have access. He
suggested this should have been done weeks ago.

CHAIR HUGA NS said he respected that. Regardl ess of whet her
sonmeone |ikes them they are experts wth international
expertise, and people should at least listen to them and assess

their nessage, and then continue fromthere.

CHAI R HUGGE NS wel comed Senat or Davi s.

9:43: 30 AM

COW SSI ONER GALVIN turned to slides 11 and 12, "Tools to
Protect the State."

JONATHAN | VERSEN, Director, Tax Division, Departnment of Revenue,
hi ghli ghted four categories of admnistrative tools under ACES:
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1) information, including data collection, wusability of data,
and public disclosure; 2) ensuring there are enough of the right
sort of auditors to protect the state's interests; 3) |ease
expenditures, including refining sone definitions and excl usions
as well as adding sonme exclusions; and 4) credit adjustnents.

MR. | VERSEN addressed slide 13, noting PPT provides for sone
m nimal recording of information, primarily on an annual basis.
There isn't express authority for nmonthly filings of
information, and there isn't a nonthly tax return for PPT.

CHAIR HUGGE NS asked if anything precludes DOR from having nore
stringent requirenments and reporting.

MR. | VERSEN acknow edged it is a good question. There is broad
authority to request information under the general powers of the
conm ssi oner. What is requested here is specific clarity, to
avoi d di sagreenents about what DOR has the power to require.

COM SSI ONER  GALVIN added although it ~can be argued the
authority exists, it can lead to long, entangled discussions
with taxpayers as to whether they view that authority as
including a particular item It makes for a highly inefficient
exchange of information. In a nunber of areas the legislature
needs to clarify that the authority specifically exists.

CHAI R HUGE NS asked if there'd been sone industry foot dragging.

COM SSI ONER GALVIN replied yes. Aspects of the information
descri bed here have been requested, with responses |ess than
ent husi asti c. There is a sense that the taxpayers question
whether the state is in a position to request such information.
Statutory clarity i s needed.

9:47:54 AM

SENATOR CREEN referred to slide 14, "PPT provides for mninal
reporting of information, primarily on an annual basis." The
first bullet read, "Reporting is not comensurate w th other
worl d-wi de net-tax jurisdictions.” She asked what the typical

reporting woul d be.

COWM SSI ONER GALVI N deferred to the Gaffney, Cine & Associates
Inc. ("Gaffney Cine") experts who would testify shortly.

9:48: 23 AM

SENATOR McGUIRE referred to the first bullet on slide 16, "DOR
may require a producer, explorer or operator to file nonthly
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reports with information necessary to administer the tax." She
asked why it says "may," since she would want it to be uniform
and would be concerned that it would be adm nistered
arbitrarily.

MR. | VERSEN replied that PPT currently doesn't have a nonthly

reporting requirenent. By regulation, DOR has inplenented a
reporting requirement by virtue of its interpretation of that
for oper ators. Non- operators must subm t i dentifying

information with their nonthly paynents.

COM SSI ONER  GALVIN enphasized that the statutory |anguage
generally reflects the legislature's granting of authority to a
departnment or conmmissioner in this way: Rat her than requiring
the conmissioner to require the taxpayer to neke a nonthly
report, it authorizes the comm ssioner to act within his or her
di scretion. There may be questions of what type of reporting it
is, such as whether it is a broad or narrow report. The typi cal
drafting standard therefore is to say the conmmi ssioner nmay
require it. That puts the authority in the conm ssioner's hands
along with the discretion to decide howto inplenment it.

SENATOR W ELECHOASKI  asked how Alaska's current reporting
requi renents conpare wth those worldwide for net profit
syst ens.

COWMM SSI ONER GALVI N deferred to the Gaffney Cine experts.

9:50: 26 AM
MR. | VERSEN returned to slide 14, "PPT provides for m ninal
reporting of information, primarily on an annual basis." He

noted this nmakes it difficult for the state to understand and
respond to dynamic industry needs, and also hanpers DOR s
ability to make informed policy decisions and to adm nister and
regul ate the tax. Furthernore, not having these provisions
clear in statute leads to delay and conflict with taxpayers.

MR. | VERSEN turned to slide 15, "ACES Requires Reporting." He
said currently annual statenents are required to be filed with
the annual tax paynent, but only for those paying the tax. By
contrast, ACES says this also is required for producers and
explorers, regardless of whether a tax paynent is due. The
annual reporting requirements expand the |Ilist of required
information that will have to be delineated on returns. In
addition, explorers and producers that have |ease expenditures
or credits but no production nust still file with the departnent

their rel evant expenditures, adjustnments, and credits.
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9:51: 30 AM
CHAIR HUGGE NS asked whether industry nenbers are objecting to
provi di ng nmore i nfornmation.

MR. | VERSEN replied there are several sides to it. First, DOR
has requested forecast information, which it hasn't received,
and has requested information on a nmonthly basis, which it may
recei ve, dependi ng upon the taxpayer. Monthly reports may be a
stack of papers a foot deep. VWhile information may be there, it
isn't in a usable format and cannot be accessed in a tinely
manner; it would have to be audited and dug into. Hence what is
sought here is nmonthly information, with authority to get the
needed information in a usable formso it can be input into the
dat abase and used to formul ate deci si ons.

SENATOR W ELECHOWSKI asked what forecast information has been
requested and why it is needed.

MR. | VERSEN answered it is budget docunents reported between
wor ki ng-interest owners and operators as part of the unit, or
simlar docunments if the operator is the sane working-interest

owner or for an explorer. These discuss costs, operating
expenditures, and capital expenditures, but not a forecast of
oil prices. The purpose is to help DOR hone its forecasting.

As ACES is drafted for operators, DOR s forecasting information
would be limted to those pieces and exchanges of correspondence
and information currently bei ng generat ed.

9:53: 54 AM
SENATOR W ELECHOWBKI asked how the system works now. Do
producers send DOR a |ist of deductions they're taking?

MR. I VERSEN replied it varies, depending on the taxpayer. There
are described general categories of deductions, but not so DOR
can imedi ately see whether a certain anpbunt has been deducted
specifically for sonething like a pipeline replacenent. And
whil e sonme taxpayers may provide backup for individual nuts and
bolts, it isn't sonmething DOR can just open up the return and
see; he cited corrosion issues as an exanple. Rather, DOR would

see a general sunmary. Wth sonme taxpayers, the npbst adequate
reporting will be at a summary |evel of operating or capital
expenditures by wunit, and then talk about deductions and
credits. Sonetines it isn't that clear, though. Thus the

desire is to conpletely standardize this so the information can
be input and used in the tax system
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SENATOR GREEN asked whether the requirenent that an annual
statenent nust be filed, regardless of whether a tax paynent is
due, extends to any other group of taxpayers in Al aska that DOR
deal s wi th.

MR. | VERSEN acknowl edged it's a valid question, but said he
didn't know because DOR administers so nmany different tax types.
He surm sed there may be sone instance where annual statenents
are provided regardless of whether a tax paynment is due; for
i nstance, regular inconme taxes still have a filing requirenent.

SENATOR CGREEN asked if the extra reporting would seemintrusive.

MR. I VERSEN said that's a good point. Some annual filing is
al ready done by explorers and conpanies that don't owe tax,
because they want the credits. The beginning of the requirenent
for filing credits is Mrch 31. A lot of the information is
al ready being provided. He noted this is with an eye toward
being able to get all the information, have it be usable, and do
it the correct way right now

9:57:01 AM
CHAIR HUGE NS asked why the state can't get a reporting system
froma conpany that makes software such as TurboTax.

MR. | VERSEN replied that although DOR has a tenplate which was
drafted and put together, this has proven exceedingly conplex
for taxpayers to use. And it hasn't addressed the database
i ssue. The departnment has done a scoping contract on the
dat abase; DOR wants to ensure that what it prescribes wll
interface and that there won't be battles to get the needed
i nformati on. The tenplate is on the Tax Division's web site;
there are a nunber of interrelated Excel pages. It's not a
si npl e operation.

9:59: 03 AM
CHAI R HUGE NS agai n suggest ed per haps a pr of essi onal
organi zation could do this for the state.

COW SSIONER GALVIN clarified that DOR is in the mdst of
developing the information system to backstop this whole
information requirenent. It will be akin to TurboTax in that
the information will be input and the tax will be calculated; it
will be in a formthat can be submtted to the Internal Revenue
Service (IRS). The state will tell conpanies how to structure
their information, organize it, and provide it to DOR so the
departnment can quickly integrate it into its system and ensure
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it understands what is being provided. The part of TurboTax
where it gets into |legal nuances of deductions, with a tutorial
for the taxpayer, probably won't happen. The goal is to
organi ze the information and get the conpanies to provide it in
a useful manner.

10: 00: 46 AM

MR. |1 VERSEN noted slide 16 clarifies DOR s authority, show ng
poi nts touched upon already. He said ACES also provides DOR
explicit authority to require producers, expl orers, and
operators to file reports or records needed for forecasting.
Those are the budget documents he'd referred to before.

CHAIR HUGGA NS surmsed there is sonme staffing in the proposal.
He nentioned the producers who would be required to file and
asked whet her feedback had been received fromthem

MR. | VERSEN sai d feedback has been mxed in ternms of the actual
information requirenents. Looking at historical data, there has
been a neasure of conpliance with what has been requested, but
typically at a macro |level; however, sonme have submtted the
i nformati on DOR would need on a nonthly or annual basis, and are
continuing to do so. By contrast, the taxpayers have been very
reluctant to provide forecasting information.

10: 02: 18 AM
SENATOR GREEN asked if M. lversen would be reluctant to provide
the information if he were in their shoes.

MR. | VERSEN answered that w thout express statutory authority,
yes.

SENATOR GREEN asked how he'd feel even with express statutory
authority.

MR. | VERSEN said he'd conmply or else it would violate the | aw.

SENATOR GREEN clarified that she was asking whether there is a
practical standard to ensure cooperation, or whether DOR is
| ooking for information that conpanies mght feel is their own
busi ness, not the state's.

MR. | VERSEN acknowl edged that as a valid question. He said
i ndeed, that has been sone of the feedback. However, what DOR
is requesting isn't atypical in other jurisdictions operating
under a net tax worl dw de. The Gaffney Cline testifiers would
address this.
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COWMM SSI ONER GALVI N pointed out that the issue is whether or not
the state feels there is a legitimte state purpose in acquiring
that information. Thus the effort has been to tailor the
| anguage of the request to focus on just what they think would
have sone state purpose, rather than using it as a fishing
expedition for reasons not directly connected to sonmething for
whi ch the state needs information.

SENATOR GREEN asked whether there'd likely be a variety of
answers to that question if she asked a wi der group of people.

COWM SSI ONER GALVIN surm sed industry folks would be skeptical
about what would be in the state's interest, and may even
downplay the inportance of forecasting to the state. He
i ndi cated the adm nistration would assess how inportant it is to
have information about costs and to forecast future revenue,
wei ghed against the perception of getting too involved wth
respect to individual taxpayers.

COWMM SSI ONER GALVI N noted the other factor is the perceived risk
from providing that information. When a conpany says it sees
the state would have sone public interest but believes it is
outwei ghed by the risk of providing it, it reflects on the
security that the state will hold this information, as well as
whether or not there is a state interest that may conflict with
the conmpany's and that may give the state sonme advantageous
position if it acquires the information. That needs to be
explored to ensure that if there is such a situation, the state
woul d create a safeguard, or else the state would recogni ze that
there really wasn't such a case. He indicated there would be
further discussion of this.

10: 05: 45 AM

SENATOR W ELECHOWBKI said it sounds like the argunent for having
a gross system based on the wellhead price, with no deductions
but incentives for different types of exploration and behavi or.

COM SSI ONER GALVIN agreed it would be preferable to identify a
gross-based system that provides the econonic framework being
sought, wth the balance of getting the investnent but also
getting the revenue; it wouldn't entail deductions and auditing.
However, Sunday's analysis will show that this balance cannot be
found with a gross system There are negative econom c inpacts.
If there is a net tax, they nust ensure that the state is
covered in such a scenario.
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COMM SSI ONER GALVIN returned to forecasting. He reiterated that
the nmove to PPT fundanentally changed the relationship between
the state and the industry. Now the state is a trenendously
active investor in actual expenditures that conmpanies will mnake.
Because the exposure is so significant, it is now alnost
inperative to receive this informtion. The state is 40 to 50
percent invested in these new expenditures that will be nmade
and needs to know how the conpanies plan to expend it. But
while it is a fundanental shift in the relationship, the
industry will react to it slowy.

10: 09: 03 AM
SENATOR W ELECHOWSKI hi ghl i ght ed tal k about encour agi ng
i nvest nent . He recalled that Spencer Hosie, an expert hired by

the state, had said when conpanies take out a |lease there is an
expectation of producing when it 1is reasonably profitable.
Noting Alaska has been an extrenely profitable place to do
busi ness, Senator W el echowski asked why conpanies have to be
given nore when they take out a lease and it is their |egal
obligation to develop the oil. He acknow edged perhaps this
shoul d be discussed in the Senate Judiciary Commttee instead.

COWMM SSI ONER GALVI N responded that one factor driving investnent
decisions will be the legal requirenents or risk of losing a
| ease if conpanies don't nmake that decision to go forward wth
t he devel opnent. That alone nmay not get them to nake the
i nvestnment, though, because they nmay decide it won't make them
enough noney. If there isn't an expectation of sonebody else
waiting in the wings who would cone in, grab that |ease, and
i nvest that noney, then there won't be the investnent.

SENATOR W ELECHOWBKI suggested if a conpany takes out the |ease,
holds it, and can nake a reasonable profit, then it is legally
obligated to develop that resource. A |easehol der doesn't allow
sonmeone el se to devel op that property.

COMM SSI ONER GALVIN replied they are tal king about two different
things. If a conpany is allowed to hold the |ease and exclude
ot her conpanies from that opportunity, he agreed wth the need
to ensure the issue is forced as to whether it wll be
devel oped. That's a separate |ease-related nanagenment issue.
Whet her they'Il actually go forward with that decision is based
upon nore than whether they're legally obligated; it is also
based upon whether they' Il nmake any noney. And they nust be
forced to nmake that choice. He agreed they need to |ook at the
econoni ¢ question and nmake a deci sion.
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COM SSI ONER GALVIN noted the tax policy, however, involves not

just the individual |easeholder and the need to have that
deci si on made. There is also a need to ensure the underlying
project is economic so sonmebody wll invest. When DOR goes
through that seven-field analysis, it doesn't distinguish
whether it's one particular conpany or another and a |ease
obligation for that particular field. | nstead, DOR | ooks at

whet her a prudent investor would make an investnent of this
nature, given the economc factors that can be identified. The
role of the tax in this situation is to ensure that the tax
system doesn't provide a barrier or disincentive to that
opportunity. The state has other tools to try to force that
issue, and to try to force that decision from an individual
| essee' s perspective.

COWMWM SSI ONER GALVIN added that what's inportant when this is
addressed Sunday is to think about it across the board: | s our
tax system going to result in this project being one that
anybody - any conpany that is looking at it reasonably - would
go forward wth? That's the question in this context.

CHAIR HUGGA NS noted several committee nenbers sit on the Senate
Judiciary Committee as well. He recalled that the economc
limt factor (ELF) system was a gross-based system He remarked
that he didn't believe there were any silver bullets.

10: 13: 24 AM
CHAI R HUGE NS wel coned Representative Ranras.

SENATOR McGUIRE referred to Senator Wel echowski's remarks. She
suggested it would be helpful to legislators over the years to
do an econonm c analysis of whether new conpanies are conming in

why, and whether or not the tax system is driving investnent.
It goes beyond whether it's a fair share. Senator McQuire said
she doesn't feel legislators have ever gotten a clear answer as
to whether the state's policies are attracting investnent.

CHAIR HUGGA NS noted the conmittee had requested that DOR take
the elenments of PPT being addressed in the proposed anendnents
and describe the rel ationships and desired results.

COWM SSI ONER GALVI N indicated DOR was close to conpleting that
si de- by-si de conpari son.

SENATOR STEDMAN requested a brief overview of the normal life
cycle of production in the oil basins over the years. He
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observed that this likely would be seen by a lot of people
around the state.

COM SSI ONER GALVIN responded that it would be included in
Sunday' s di scussi on of economc field nodeling.

10: 16: 45 AM

SENATOR STEVENS recalled that for the year 2012 it was predicted
that alnost half the oil going through the pipeline is yet to be
di scovered. He surmsed it gets even worse in the future.

COM SSIONER GALVIN returned attention to the ANS production
profile on slide 4, but surmsed that what Senator Stevens was
recalling was described in the revenue source book put out by
DOR. Looki ng at 2012 on slide 4, Conmm ssioner Glvin noted the
line on the bottom that says "low' is the estimted production
level if no other projects are brought online. For 2012, a
significant anount - perhaps 100,000 barrels a day - is expected
to cone from projects not currently producing but noving towards
devel opnent. Anot her 100,000 barrels conmes from projects not
currently being developed but waiting for that investnent
decision; given the timefrane, these |ikely are discoveries -
the oil has been discovered but there hasn't been a decision on
whether to invest the noney to develop it. Al though it isn't
hal f the production in 2012, at l|least a quarter of the expected
devel opnent that year that will cone fromthese two categories.

10: 19: 04 AM

SENATOR W ELECHOWBKI kept the focus on slide 4. He asked
whet her the |eases exist on the properties described as "under
devel opnent” and "under eval uation."”

COWM SSI ONER GALVI N noted they' re both state and federal

SENATOR W ELECHOWSKI asked whether the cost to the conpanies to
extract the oil is known for these properties.

COM SSIONER GALVIN replied that this is part of the nodels
which will be shown Sunday.

SENATOR W ELECHOWBKI remarked that if the oil can be pulled from
t hese properties and a profit can be made at $60 a barrel - nuch
lower than today's $90 a barrel - clearly these are profitable
projects. He surmsed the ones under evaluation aren't going to
cost a huge anount of noney.
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COWM SSI ONER GALVI N suggested that's overstating the point of

the slide: The admnistration believes, given current
expectations of what wll be deened profitable or not, that
t hese projects should get the green |light and go forward. The

conpani es are the ones that nust make the investnent decisions.

SENATOR W ELECHOWSKI di sagreed on that point, saying the oil
bel ongs to Al askans. If the conpanies take out a |ease and
don't develop it, the state needs to tell them to develop the
property if it's profitable.

COWMM SSI ONER GALVI N added "or give up the | ease.™
SENATOR W ELECHOWSKI agr eed.

COM SSIONER GALVIN said the question for this chart isn't
whether the state <can nmandate that conpanies invest and
therefore risk the noney. Rather, in the context of the |eases,
the state can say to invest the noney or get off. The
underlying question is whether the project is economc so that
there'd be sonebody to substitute and nmake that investnent
decision. If the result is that the conpany which has the |ease
- and therefore has the data and understands the geology and
associated costs - decides it's not economc and gives up the
| ease, wll anybody conme in and develop it? For that, the
| easi ng decision needs to be isolated. Hence the nodels to be
di scussed Sunday try to isolate that investnent deci sion.

CHAIR HUGG NS cited Cook Inlet as an exanple where it's
difficult to find sonmeone who wants to develop it, because of

econom c i ssues. He acknow edged the conparison is apples and
or anges.

10: 22: 57 AM

VR. IVERSEN turned to slide 18, "I nformati on Managenent
Dat abase.” Noting electronic reporting would feed directly into

t he database, he said this would acconmodate the ELF-based data
and would be integrated with the division's accounting systens.
Data to be collected includes volunes; wells and production; and
profit-based data, including tracking of credits under ACES.

MR. | VERSEN turned to slide 10, "DOR-DNR Information Sharing."
He said there are current statutory limts, and this addresses
the difficulties DOR and DNR face in their respective regul atory
rol es. There are sone restrictions on what they can and cannot
share. The proposal is to renove those while naintaining
overall <confidentiality of the information. What woul d pass
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between the two departnments would be taxpayer information from
DOR and information related to oil and gas |easing from DNR that
pertains to admnistration of the tax. This information would
still be confidential with respect to the public.

CHAIR HUGGE NS asked why there is a confidentiality requirenent
for departnental research and when it was put in place.

MR. | VERSEN replied it has been in place for a nunber of years.
As for why, ACES anends AS 43.05.230, DOR s confidentiality
requirenents; part of it discusses what can and cannot be
di scl osed.

COWMM SSI ONER GALVI N el abor at ed. He related his inpression that
the rules on confidentiality were witten primarily to separate
the public fromstate information. Wen the question of sharing
was eventually framed between the agencies, sonebody from the
Department of Law (DOL) was asked whether it was allowed under
current statute; DOL said it is pretty broadly witten
confidentiality and doesn't expressly provide for sharing
bet ween the departnents. The issue was dropped because of |ack
of interest in pursuing the change. He surmsed it wasn't
specifically put in place, but cane about through the express
desire to have fairly stringent confidentiality, wth the
subsequent interpretation being a Ilimted ability to share
bet ween the two departnents.

10: 26: 41 AM

CHAIR HUGGE NS observed that the |IRS system tries to be
protective of taxpayer information. He nentioned safeguards and
asked whet her "need to know' still applies.

COWM SSI ONER GALVI N replied yes. One expectation within the two
departnments is that it isn't a free <current of flowng

i nformati on. Rather, it will be based upon a request. There
must be a particular need for it within the context of that
agency's responsibilities. The security of confidential

information is paranount to both departnents. The one advant age
to making the nove at this tinme is that both agencies have
incorporated the inportance of <confidentiality into their
protocols and procedures - and this is inherently within the
recognition of each enpl oyee.

COW SSIONER GALVIN related his experience working at DNR s
Division of Gl & Gas. He said he knows the ends to which
confidentiality is protected with regard to geol ogical and sone
conmer ci al information that conmes through that division.
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| ndi vi dual enpl oyees recogni ze the sensitivity, and he simlarly
sees vigilance at DOR with respect to keeping confidential the

t axpayer information. Thus he's <confortable that the two
departments will retain vi gi | ance and respect for
confidentiality. He noted the flow between the two agencies
will need to be regulated as well, to ensure there isn't a

change in that respect.

10: 29: 00 AM

MR. | VERSEN referred to the last bullet on slide 19. He
indicated this information sharing allows each agency to be a
better and nore informed regul ator.

COM SSI ONER GALVI N pointed out DNR also has a managenent role

with respect to the state's ownership of the resource. It isn't
sinply as a regulator that it would use this sharing of
information. It is a vital part of the state's ownership role.
10: 29: 55 AM

SENATOR GREEN recalled vigorous tension in the past between DOR
and DNR with respect to their roles and responsibilities. She

asked if this exchange of information would have been requested
four to ten years ago.

COW SSIONER  GALVIN replied he couldn't speculate. Havi ng
wat ched the departnment's relationship over the past few years,
he said part of the tension sprang from not knowi ng what the
ot her had. There was a resistance to sharing information
because of what they perceived as their responsibilities to
ensure their own confidentiality. That breeds a certain anpunt
of distrust. As to which caused what, it is difficult to
i dentify. It isn't in the state's best interests to have two
departnments that don't trust each other and share information.
He suggested the need to either renpbve the root of the problem
if it's the sharing of the information, or to assuage the
potential conflict by allow ng the information exchange.

10: 31: 51 AM
SENATOR GREEN asked if any shift in authority cones with the
i nformati on sharing.

COMM SSI ONER GALVI N sai d absol utely not.

10: 32: 18 AM

MR. I VERSEN read from slide 20, "Quideline Interpretation.” He
sai d another aspect of ACES is that DOR would like to be able to
issue advisory bulletins for information and guidance to
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producers, explorers, and other interested people concerning
DOR s interpretation of production tax statutes and regul ations.
He noted that now there arguably is a problem with doing that
because of the Adnministrative Procedure Act (APA). The
departnment wouldn't want to be in the position of issuing a
regul ation without follow ng the procedural course. This woul d
be an informative, advisory, nonbinding type of opinion.

CHAIR HUGE NS, recalling that Deputy Comm ssioner Davis had
mentioned this concept, renmarked that it appears to be comon
sense. He said he'd have thought this was done all al ong.

COWM SSI ONER GALVIN pointed out that although sonething m ght

make sense, DOL mght say there isn't authority to do it. | f
the departnment tries to expand the interpretation, DOL says it
woul dn't advise it. It ends up in a situation where the agency

cannot do what it believes is in the interest of the taxpayer
and the state because the |aw doesn't provide that express
authority. Al though it is a comobnsense answer, there was
resi stance when trying to pursuing it in the past.

10: 34: 00 AM

MR. | VERSEN addressed slide 21, "Statute of Limtations," which
read: "Period within which tax nust be assessed is extended
from 3 to 6 years from date of filing tax return.” He said
before it does the audits, DOR wants the information on how the
joint-interest billing audits between the part-working-interest
owners and the operators have proceeded. Those audits take
years to conplete, and often issues renain. This would give

additional time to obtain the information. Al so, the state is
dealing with upstream costs now. Being able to do this in three
years poses a probl em because both upstream and downstream costs
must be dealt wth. In order to be fully infornmed, DOR wants
Six years as the statute of limtations for these returns. This
would only be for returns filed under AS 43.55, the oil and gas
production t ax.

10: 35: 30 AM
CHAI R HUGE NS asked what "assessed" neans in this context.

MR. | VERSEN noted he'd hesitated to use that word. He expl ai ned
that there would be an audit period, generally a year or nore
for any given year of tax information filed, and then DOR woul d
do the assessnent after that.

10: 36: 22 AM
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CHAI R HUGE NS observed that this doubles the tine. He asked how
the industry views this.

MR. | VERSEN predicted the industry reaction, based on past
experience, wll depend on the individual taxpayer. Sone
t axpayers have no problem granting waivers of additional tine.
Many times it ends up being three to six years anyway because of
amended filings. Already the first filing starts in March, and
then joint partnership returns are filed with the federa
government the followng autum, so the state receives an
anended return already. Sone taxpayers, when the state is in
the audit process and needs additional tine to conplete the
audit, have no problemwaiving additional time. Sone do.

SENATOR W ELECHOWBKI recalled Dr. van Meurs' testinony yesterday
that the PPT |aw weakened the interest for l|ate paynents in
AS 43.55.020(g); that ACES maintains it; and that it's an added
incentive to overdeclare costs. Senator W el echowski asked
whet her DOR agrees and would support increasing the penalties
for overdecl aring costs.

COWMM SSI ONER GALVIN replied this is sonmething they're interested
in looking at. He indicated sonme |anguage has increased
penalties for nonconpliance with respect to reporting and other
things. But they' d be |ooking at ensuring that nonconpliance is
seen as sonething with unfavorabl e consequences.

10: 38: 58 AM

MR. | VERSEN turned to public disclosure, slide 22. He rel ated
that under general authority of the comm ssioner, DOR currently
can disclose information at a high statistical |evel. Wth
ACES, they seek to expressly allow publication of oil or gas
production, production taxes, effective tax rates, gross value
at the point of production, transportation costs for oil or gas,
qualified capital expenditures, production tax values, |ease
expenditures and adjustnents to them and tax credits.

MR. | VERSEN expl ained that the proposal is to do this in a way
that still maintains a |evel of taxpayer confidentiality. They
would use an aggregate of three or nore taxpayers. Thi s
clarifies that sone of the procedures DOR currently enploys in
other tax areas are satisfactory to the legislature, and that
DOR can go ahead and use those procedures for the oil and gas
production taxes.

SENATOR GREEN asked whether the taxpayers are named in the
aggregat ed i nformati on.
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MR. | VERSEN replied no. He turned the presentation over to the
Gaffney dine experts.

10:40: 21 AM

BOB CEORCGE, Gaffney, Cine & Associates Inc., began by offering
background, saying he has a degree in geology but has nostly
been in the comercial and strategic arenas. Much of his
35 years of industry experience has been with Gaffney Cine, a
40-year-old international consultancy wth about 150 people
around the world. Gaffney Cine has major offices in Houston,
the United Kingdom (UK), and Singapore, and offices in Buenos
Aires, Sydney, and Moscow. O fering a broad range of technical
strategic consultant services to nost players in the industry,
it does work for governnents and national oil conpanies as well
as international oil conpanies. Thus he feels there is a fairly
bal anced perspective on what the industry |ooks for, requires,
does, says it likes to do, and so on.

MR. GEORGE noted that with respect to governnent and national
oil conmpany activity, his firm has done a |lot of work on policy,
licensing, and fiscal areas. It has advised governnments in
Brazil, Venezuela, Colonbia, Mexico, Kuwait, Saudi Arabia, and
Timor/ Tinor-Leste on a variety of issues, particularly resource
pronotion; structuring of contracts, which sonetinmes includes
fiscal systens; and helping market those to the conpanies,

hopefully ending up with successful |icensing.

10: 43: 36 AM

RICH RUGE ERO, Gaffney, Cine & Associates Inc., told nenbers
he'd worked 20 years for "big oil" and thus could provide that
perspective on how decisions were made and how activities took
pl ace. He'd been project general manager for Atlantic LNG
conpleting the commercial and financial aspects of sone Trinidad
projects, and could provide background. In 1990-96 he was a

commercial nmanager in the North Sea and thus could provide
perspective relating to the UK and Norway and how deci sions were
made, based on changes or no changes in the tax codes in those
ar eas. In his six-plus years with Gaffney Cine he has worked
predom nantly on the side of governnents in their dealings and
commercial dealings with the international oil conmunity.

10: 45: 23 AM
SENATOR W ELECHOWBKI asked what percentage of Gaffney Cine's
work is for governnments or for the petroleumindustry.
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MR  CGEORGE estimated today it is 30-40 percent in the
governnment/national oil conmpany area, though sonme of that work
may be on a comercial transaction if a national conpany is
|l ooking to nove internationally and acquire properties. The
remainder is for oil conpanies or expert testinony for |aw
firms, service conpanies, or other players in the industry.

CHAIR HUGA NS asked if Gaffney Cdine has conflict-of-interest
concerns.

MR. CGECRCE replied no. During the next few days there'd be a
focus on issues of reporting by conpanies in selected countries
around the world and how sone of that information is used, as
background to sone issues discussed already by Conm ssioner
Gl vin and M. |versen.

MR, GEORCE referred to information in a neno from Gaffney Cine
dated Cctober 19, 2007, and to a handout titled "GOl and Gas
Reporting and Disclosure In Selected Countries"” that acconpanied
the slide presentation. He pointed out that conpanies are very
used to reporting to fiscal and regulatory bodies just about
everywhere they operate around the world. This is nothing new
or unusual . The degrees of disclosure are generally detail ed,
but vary anong jurisdictions. They include  historical
information of what actually took place, prospective activity
such as field-devel opment plans, and ongoing activity including
budgeting activity. This goes down to individual well data and
production data information, which is conmon everywhere.

MR. CGECRCGE noted he hasn't focused on that type of technical
data here, perhaps because it 1is comon and seens |ess
controversi al . Rat her, he has put nore enphasis on the cost
side of information that is disclosed, which seens to raise nore
gquestions about how prevalent it is worldw de.

MR. CGEORCE explained that data is provided both to the resource
managers such as DNR and the fiscal or taxation authorities such

as DOR. Depending on the locale, different setups nay or may
not include a national oil conpany that may act in some or both
of those real ns. CGenerally, there is flow anong the nultiple

organs of the state that nmay be involved in this. Wiere there
is a fiscal authority, perhaps the flow on an individual
t axpayer basis tends to be held reasonably confidential, wth
generally tighter |imtations on disclosure. But a lot of
field-level operating information, which wmy include cost
information, is also disclosed to the resource nanager.
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MR. GEORCE noted Gaffney Cline would talk about what conpanies
report as well as what conpanies disclose, but as two separate
i ssues despite the obvious |inkage, since the information nust

be received in order to report it. Public reporting for
transparency issues, as well as marketing issues, is fairly
prevalent in a lot of countries, and aggregation is fairly
common where that's done. But in sone places and situations,
additional information is provided in greater detail. That is
roughly what woul d be covered, with sone illustrations.

10: 50: 01 AM

MR. RUGE ERO added that a general, overall principle is that
ot her governnents aren't asking the oil conpanies, in their
generosity, to provide this information. Rat her, generally
states are saying these are their resources. The right to
exploit a resource is leased to the conpany under terns of a
contract or concession, but it is still the state's resource.

It is quid pro quo, giving the right to develop and exploit
those resources if the conpany continues to keep the state
updated with all the relevant information. Rat her than the
conpany being asked by the state to do sonmething, it is expected
in these other countries that this type of data flow wi |l occur.

SENATOR McGUI RE pointed out that Alaska has only three main
producers. Referring to the slide shown by DOR that discussed
using an aggregate of three to maintain confidentiality or
generality, she suggested it would be hard to disguise which
conpany was being discussed in Al aska. She asked whet her ot her
countries have that situation.

10: 51: 54 AM

MR. RUGE ERO answered that one of the best exanples, shown in a
meno from his firm talks about Tinor-Leste, the world s newest
country. Gaffney Cline was a primary author of its |egislation

on licensing and petroleum activity in proprietary areas. Its
prime mnister had encouraged Gaffney Cline to sign on to the
Wrld Bank's transparency initiative. In terns of Tinor, the

oi |l conpanies had characterized the degree of transparency there
as providing a sunburn. The law there requires the publication
of contracts and |eases, as well as the total taxes paid by a
conpany. Thus aggregation won't occur in Tinor.

MR. RUGE ERO said al though some conpanies mght say that hasn't
been tested yet, since it's still in its initial devel opnent,
there is production in which it has 90 percent equity, in a
joint treaty area between Tinor-Leste and Australia; one of
ConocoPhillips' crown jewels, it is the Bayu-Undan to Darwin LNG
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devel opnent . The data from that, as it flows to the Tinor
government - which gets 90 percent of the governnent val ue there
- is published under Tinor |aw. He surm sed there is a grow ng
nove to get as much information to the state and to nake that as
transparent as possible, to ensure everything is aboveboard.

10: 54: 09 AM

MR. GEORCGE added that nost countries probably have nore than
three players. He highlighted an exanple from Nova Scotia,
where they have nore players but there are far fewer players in
the producing area. There is an illustration of required
di scl osure for the devel opment plan and an update.

MR, RUGE ERO suggested this gets to a question asked by Senator
McGQuire about disclosure of data. If developing a field a
coupl e of decades ago, he generally had only one market to sell
into or one set of infrastructure to put his production down.
| f he publicly disclosed specifics about his capital
expenditures (CAPEX) or operating expenditures (OPEX), then the
other side he was dealing with, such as a state-run gas conpany,
woul d offer hima price based on what they knew those to be, so
he'd just nmake a profit above his threshold to invest. Today,
however, with world nmarkets and market pricing based on open

conpetition, oil conpanies don't run into that and aren't as
exposed to having their price pushed down, because there isn't
just a single nonopoly buyer or outlet for the product. Thus a

ot of fears that a couple of decades ago were real commerci al
fears may exist to a nuch | esser extent today, if at all.

10: 56: 41 AM

MR, CGEORCGE addressed slide 3 of the Gaffney Cine presentation,
"Why Does Al aska Need to Receive Data?" Saying this relates to
data from the oil conpanies, M. GCeorge enphasized stewardship
of the state's resources. He noted he'd nodified a quotation
from the Alberta Royalty Review Panel that says the energy
resources of the state belong to the people of Al aska, and those
organs of the state responsible for managing that resource have
to have a certain anmount of information in order to manage it

properly. It's always a judgnent call as to what anount is
needed. M. George suggested | ooking at how other places do it
and what a conpany routinely supplies, for instance. This is

the sort of information being discussed now for field, cost,
geol ogi cal, and other infornmation.

MR CEORGE advised nenbers that the state nust have a full

under standing of the technical and conmercial issues surrounding
the operation of the business. Thus it is looking for the
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i nformation. It needs the ability to plan and control the
exploitation policy, and it has budget and financial issues in

order to encourage the activity which goes along with that. He
sumari zed by saying these are fairly universal principles in
countries wth petroleum around the world. It wouldn't be

uni que to Al aska in any way.

10: 58: 51 AM

CHAIR HUGE NS surmsed that societal nornms differ in various
countries with respect to what is divul ged. He cited exanples
asking whether there are factors with respect to the nornms in
Al aska or the United States that may tailor this a bit or even
make it sinpler.

MR. GEORGE answered that he couldn't coment on what |egal
strictures may apply, but nothing proposed here is particularly
out rageous, unusual, or groundbreaking. He'd accept that there
are differences in the ways countries do things in all sorts of
ar eas. Energy - petroleum in particular - has a lot of focus
around the world, and the issues of disclosure around that are
i mportant.

MR. CGECRCE referred to M. Ruggiero's nmention of the Wrld Bank
initiative, saying it 1is ainmed particularly at Third Wrld
countries where there is a lot of tax revenue going in and then
sort of a black hole as to where it all goes. There generally
is a trend, regardless of that, towards issues of transparency,
proper responsibility, and stewardship, so people can see how
things are taking place. From comercial and marketing
standpoints there are sone issues related to that as well.

11: 01: 22 AM

MR. RUGE ERO conveyed an anecdote revolving around an energy
mnister who decided to be the first to try sonething after
research revealed it isn't done el sewhere. M. Ruggiero said
al though there are nornms, changes continue to redefine the
i ndustry and how it works. VWiile norms don't corral something

t hey becone they basis upon which to build.

SENATOR W ELECHOWSKI asked if he thought Al aska was getting the
data it needs to properly manage its resource.

MR. RUGE ERO related that in their first visit here and in their
di scussion with the group, in general he was surprised at the
| ack of data at the disposal of DNR or DOR to run their business
and steward the asset.
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SENATOR W ELECHOWSKI asked if they woul d make reconmendati ons or
whet her such suggestions had been incorporated i nto ACES.

MR. CECRGE replied they hadn't witten any clauses, but had
tal ked broadly about the issues of data capture and what m ght
be reasonable and rational in order to do that. He noted there
was sone discussion of how much is specified in statute versus
what is left to the regul ati ng agenci es.

11: 03: 49 AM
SENATOR W ELECHOWSKI asked how Alaska fits wth net-tax
governments in terns of the information required or received.

MR. RUGE ERO suggested holding that question until they'd gone
t hrough sone exanpl es.

SENATOR STEDMAN indicated his own question about conparisons
with other states also could wait.

COWMM SSI ONER GALVI N pointed out that the experts can discuss the
range worl dwi de for transparency and information required. The
state then has to decide how it wants to fit within that. The
Gaffney Cine expertise is used to provide that sort of safe
harbor, to decide where to confortably place Al aska so the
industry isn't being asked to do anything outside what it
normal Iy woul d be expected to do in other jurisdictions.

11: 05: 38 AM

MR, CGECRCE turned to slide 4 of the Gaffney Cine presentation

"Forms OF Reporting and Sharing." He said production and well
data are routine reporting everywhere. Typically it is nonthly
i nformation. In many jurisdictions it can be pulled off the
Internet, or it may be found in an annual publication. Mor e

germane to discussions here is the annual or sem -annual field-
| evel reporting.

CHAI R HUGGE NS asked what el ements go into well data.

MR, CGEORGE explained that nost if not all countries have
statutory requirenments to subnmit information to the governnenta

regul atory body on drilling of the well, |ogs, perhaps draw ngs
of the wells, and core data. Usually there are confidentially
provisions for tw to five years, sonetines |ess. Better

organi zed countries have organi zations where that information is
collected and collated; this becones a resource for everyone
once the confidentiality period has passed. Countries generally
see this as an inportant aspect of how they get conpanies to
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cone in there, because there is information avail able and new
i deas can be shar ed.

11: 08: 00 AM

COWM SSI ONER GALVI N pointed out that sone of this information is
already collected by DNR and, to sone extent, the Alaska Ol &
Gas Conservation Comm ssion (AOGCC). No changes are being
suggested to the current well data and other requirenents here,
whi ch appear to be operating fine.

SENATOR WAGONER asked: If the State of Alaska has the core
data, would that becone val uable when | eases are reoffered after
a conpany has decided not to proceed?

MR. CGECRCGE answered generally yes. Every reginme he could think
of would see it as good because it wuld help with the
under st andi ng. Usually when there is a relinquishnment, even
within the statutory period, that becones available in the
publ i c domai n. He noted slide 4 doesn't show seism c data, but
this typically would go into the public domain after a period of
time, depending on how it was acquired; this isn't universal,
t hough, since there are places where it is held confidential.

11: 09: 59 AM

COW SSI ONER GALVI N enphasi zed that nost of the authority the
State of Alaska will use to get well data and core sanples, for
exanple, cones fromits ownership of the resource. If a |ease

was on federal |and, however, the state wouldn't have the sane
access to information, since the federal government keeps it
private within its owm system The Gaffney Cine exanple |ooks
at it as if it were a single governnent across the board.

SENATOR W ELECHOWSKI  asked if it 1is fair to assune nost
governnments that own the resource get the information and it
isn't confidential. He al so asked what the rationale would be
for a governnent to keep such information confidential.

MR RUGE ERO replied that nobst governnents around the world
col |l ect extensive anounts of data. Each has slightly different
but fairly simlar rules with respect to the confidentiality.
For exanple, many tines seismc data, core data, and early well
data on exploratory wells may be kept confidential for tw to
five to ten years, depending on what has been negotiated or is
in the legislation. The confidentiality is to allow the conpany
that has spent noney acquiring that data the tine to analyze it
and attenpt to create a comercial operation on the properties
for which there is a |ease. After the l|eases are returned and
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relinquished, that data becones valuable to the state for
encouragi ng new players to try to devel op that acreage.

MR, RUGE ERO answering as to what tine period he would
recomrend that the state set for confidentiality, explained that
if land is currently under |ease, generally the confidentiality
time period corresponds to the period for the |ease. A lot of
the "tw to five to ten" is in the production sharing
agreenents, and generally this coincides with the fact that they
either have to develop it or nust relinquish it within those
time periods. But if there is a lease in perpetuity, for as
long as there is production, then there is no benefit
necessarily for the state to nmke the data public, because no
one else can do anything wth that data so long as the property
is under a |legal |ease.

SENATOR W ELECHOWSKI asked if there is any disadvantage in
making it public at that point. He noted the public could see
that a developnent is economc, for exanple, and ask why it
isn't being devel oped.

11:13: 52 AM
MR. RUGA ERO cited his experience in the North Sea, where data
was held confidential by the DNR equival ent there. If what he

found on his section was very near the |ease boundary, there may
have been discussions and sone release of that information to
the adjoining lessee in order that there could be a conbined
devel opment of that resource, since it was in the state's best
interest that it be developed as a single entity or unit, rather
than having different developnents with various tinefranes on
each side of that |ease |line.

11:14: 34 AM
SENATOR GREEN asked about an advantage gained by a conpeting
bi dder on an adj oi ni ng | ease.

MR. GEORGE replied this goes to the question of how |long the
information is held confidential. It's a period of tine to
protect the reasonable commercial interest. He rem nded nenbers
that the conpanies thenselves engage in extensive scouting
activities and my swap information, sonetines explicitly.
There is a snorgasbord of things that result in the transfer of
knowl edge and so forth, including the novenent of people anpong
conpanies. In that case, the people don't take the information

but woul d have an understandi ng that cannot be erased.

11:15: 46 AM
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COM SSIONER GALVIN clarified that these questions relate to
well data and aren't relevant to the tax legislation. It hasn't
gotten to that aspect. As for having information renain
confidential from other |essees and so forth, there is a fairly
conplex statutory and regulatory franmework related to Kkeeping
confidentiality and the ability of the DNR conm ssioner to
decide whether to extend it, depending on whether there is
unl eased acreage in the area for which the data may provide sone

conpetitive advantage to the conpany which acquired it. The
state wants that opportunity to be maintained so the conpany has
an incentive to make the investnent. Wen it gets to the tax

returns, he anticipated focusing on what the proprietary val ue
is that is being weighed agai nst public disclosure.

11:17: 01 AM

SENATOR McGUI RE highlighted the different philosophical system
in the United States, with its enphasis on capitalism She al so
asked what the federal government and the State of Texas
require, for exanple.

MR. GEORGE replied that ownership and nanagenent can differ.
The state can own it and yet it can be exploited entirely by
commercial enterprises, which happens in many countries. As
owner, the state has a responsibility to see that the resources
are managed and exploited in a fashion that people judge to be
optimum given the social and political values. He cited the
differences between the UK and Norway, which have generally
simlar resource bases. In the UK it isn't the dom nating
econonm c force, whereas Norway has far fewer people and the
industry domnates the econony. They look at it wvery
differently, in a manner deened appropriate by the stewards and,
ultimately, the people.

MR, CGECRCE turned to whether Al aska and the U S. are different.
He agreed sonetines even the donmestic divisions of oil conpanies
seem to consider it un-American to ask for information or to
provide it, even though they're happy to do so el sewhere in the
wor | d. He added that very few areas outside of the U S. have
private |and hol di ngs.

11: 20: 04 AM
SENATOR McGUI RE asked what the federal governnent requires, for
exanple, in the National Petroleum Reserve-Al aska (NPR-A), as

far as transparency and discl osure.

COWM SSI ONER GALVIN replied there isn't an anal ogous production
tax on the federal side, although there is an incone tax.
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SENATOR McGUJlI RE asked about well dat a.

COW SSI ONER GALVIN said he could find out. He added that for
well data there is much nore public release than for taxpayer

information, which currently is kept confidential always. For
well data, both on the state and federal sides, there is
eventual release; it is a nmatter of what the tinmeframe is when
it beconmes public. He noted that seismc data, not under

consideration here, has a different confidentiality restriction
and generally could be held confidential by the state
indefinitely; that is a policy call that may need revisited at
some point in order to encourage investnent. Rat her, the focus
is on the taxpayer and how to balance that interest wth respect
to public disclosure.

CHAIR HUGA NS rel ayed his understanding that the contract for a
| ease i s nany pages thick

COM SSI ONER GALVIN clarified that the | ease agreenents are just
six to eight pages.

CHAIR HUGA NS suggested this would add another half a page to
require the data. He asked whether that is being done.

COM SSI ONER GALVI N said yes, it is part of it.

CHAIR HUGE NS surmsed the new lease part is taken care of
t hrough t he | easi ng process.

COWM SSI ONER  GALVIN explained that beyond the |[|eases, the
primary vehicle for public release of the data being discussed
is AOGCC, DNR doesn't provide that service. Through statutory
authority, AOGCC has the neans to determ ne whether sonething
has beconme eligible or ripe for being nade avail able publicly;
it then goes up on its web site.

COWMWM SSI ONER GALVIN noted the only caveat is this: | f someone
requests extended confidentiality through AOGCC and DNR, the
commi ssioner of DNR currently has authority to grant that in
certain circunstances when there is a proprietary, comercial
interest for the conpany to keep that confidential in order to
exploit an opportunity, usually related to a future |ease sale.
That is an exception to the rule that it becones public after a
certain anount of time. |It's already in place and is statutory,
not part of the | ease.
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11:24: 22 AM

CHAI R HUGGE NS asked: If we didn't do anything being discussed
here, for new leases can DNR take care of it, given its
authority?

KEVI N BANKS, Acting Director, Dvision of G| & Gas, Departnent
of Natural Resources (DNR), answered that it only applies to
state land. He said he thinks DNR has access under arrangenents
with AOGCC for onshore well data. Laudi ng Comm ssioner @Glvin's
earlier replies, with respect to state land M. Banks said AOGCC
collects well data for any wells in the state's jurisdiction

and DNR has access - with sone variation - to all that data for
state land and sone for private and federal |and al so. As for
confidentiality and extended confidentiality that applies,
generally wells are kept secret for two years plus 30 days'

notice, or 25 nonths.

MR. BANKS said the DNR conmissioner has the right under
AS 31.05.035 to extend confidentiality where unl eased acreage is
near by. Basically, a property right is afforded to the person
drilling the well, who has the econonmic incentive then to drill,
knowing there will be an opportunity to have sone advantage in
| easi ng the acreage around the exploration prospect, should that
time cone. CGenerally, he believes - at least for North Slope
state |l and where nuch of the acreage has already churned through
the process - that extended confidentiality wll be granted
under perhaps nore limted conditions. He opined that it is
good for nmore information to be in the public domain.

CHAI R HUGA NS suggested the question now isn't whether the state
has the information. Rather, it is about confidentiality.

MR. BANKS agreed, noting seismc information is generally kept
secret for ten years. There are two aspects to it. It is nore
of a compdity and is nore easily traded anobng conpanies. And
it requires nore process to be very useful, and thus there is a
cost after it is acquired.

11: 28: 26 AM

COWM SSI ONER GALVI N added that AOGCC, the regulator of public
di sclosure of this information, has jurisdiction enconpassing
all land within the state. So the well data that wll be
acqui red and provided includes federal, private, and state |and.
What DNR is managing is sinply the state |land portion of that.
Through the |eases, they have the right to acquire the data
outside of the AOGCC portion as it relates to state |and. But
when it gets to the confidentiality portion of the picture, what
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is being looked at is AOBCC s public disclosure rules, as
opposed to DNR s acquisition rules.

CHAIR HUGA NS asked if offtake as it applies to gas wll be
public informtion.

MR. BANKS replied that the capacity of an oil field to produce

gas sonetinme in the future involves AOGCC s nanagenent. For
state lands, DNR s responsibilities as well to know what that
tradeoff will be is generated from information acquired by the

producers; this has a different order of confidentiality
associated with it because of how the data and the kinds of

reservoir characteristics and so forth are proprietary - not
necessarily well data specifically or information specifically
related to taxpayer information. M. Banks said AOGCC will
govern its role in that and will nodel it independently of the
conpanies or will review the nodels that the conpani es have; DNR
will do the sane. Al though there is an opportunity to share,

this is only to the extent there is cooperation from the
producers collecting that kind of information.

CHAIR HUGA NS took that answer to be no, such offtake
i nformation woul dn't be public information.

11: 31:18 AM

COMM SSIONER  GALVIN responded that there are two different
aspects. When AOGCC determines what it will allow the offtake
to be in a particular field, that is part of a very public
process. What M. Banks was referring to is that information
which wll be wused by AOBCC to evaluate and nake this
determ nation may include sone confidential information which it
will keep out of the public record for proprietary reasons, and
that ultimtely the decision on what offtake is allowed wll be
part of the public record.

The commttee took an at-ease from 11:31:59 AMto 12:32: 26 PM

MR CGEORGE turned to cost information, field-related information
provided to a regulatory body in nmany countries. He said
typically this reporting is annual or sem -annual, perhaps nore
frequently in sonme jurisdictions, particularly if there are
quarterly returns and so forth. Dependi ng on the nature of the
information, it goes to the resource admnistrator such as DNR

or to the fiscal authority such as DOR It depends a bit on
| ocal circunstances. There is sharing between those parties,
with confidentiality issues. The degree of sharing varies by

country. The flow is perhaps greater into the taxation/fiscal
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authority than back out of it. Taxpayer information generally
isn't shared, while field-level information usually is. There
generally is a distinction between those twd, especially
relating to the resource assets thensel ves.

12: 34: 09 PM

MR. CGEORCE said in ternms of how this information is distributed
beyond the governnent entities - the public reporting - it is
nmostly in aggregate or sunmmary form Cccasionally it goes into
detail; he would show exanpl es. Sonme countries provide field-
| evel sunmaries of reserve information and CAPEX, nore often as
a total, looking at the asset as a whole; he would show an
illustration. In his experience, OPEX usually aren't disclosed
much at a field level; they are a harder |evel of costs to see
in the public domain and therefore tend to be held confidential.

MR. CGEORGE expl ained that there are subscription services where
one can get a good idea about this information; he would touch
on that |ater because it relates to transparency and marketing
issues that arise in conjunction with fiscal and resource-
managenment policy in countries. The data quality varies,
sonetines being accurate and sonetinmes indicative. The oi
conpani es thensel ves engage in guidance to these subscription
services as to the level of information. Wiile they mght not
want to put the information out, they also are recipients and
consuners of it. Thus it is a gray area.

MR. GEORGE said sonetimes that information nmay come out in

statutory disclosures for market |istings, particularly where
smal | er conpanies are invol ved. Those reports frequently have
detailed information on the properties they hold. Where they

may be a partner with a bigger conpany there nmay be sone
detail ed disclosure. Over tine, the system conbines to provide
fairly reasonable ideas of what is going on; he would provide an
exanple later. He noted the rest of the presentation was to
present exanples of the disclosure requirenents thenselves and
how this plays back in the public reporting.

12: 37: 09 PM
CHAI R HUGE NS wel comed Senator Ellis.

MR. CGEORGE highlighted the exanples done for the UK, Norway,
Denmar k, and Nova Scoti a. He said the UK has a requirenent to
di scl ose data, particularly at a field Ilevel. Typi ca
information that 1is disclosed includes detailed devel opnent
pl ans that have econom c information, as well as collated annual
or sem -annual data that conpanies are required to report on.
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There also are tax returns for PRT - the petroleumrevenue tax -
for the equivalent of |legacy fields, the older fields. 1In reply
to Chair Huggins, he said PRT is sonewhat anal ogous to Al aska's
PPT, but is a "nosaic" done on a field-by-field or project-by-
project basis. Conpanies have to disclose that in order to nmake
estimates for returns on the fields at that |evel.

CHAIR HUGA NS inquired about "growi ng pains" and conflicts over
this sort of process in the WK

MR. CEORGE replied it has evolved over 35 years, wth cat-and-
nouse issues between regul atory bodies and conpanies on exactly
how things are disclosed or pricing, particularly for valuation
or royalties at various points in time, although royalty is gone
now. Systens have built up, evolving to where both parties find
it workable; this is anmended fromtinme to tine. As a side issue
relating to fiscal stability, he noted the UK has probably had
nore tax changes than any other country; sone are mmjor tweaks,
every so often, and sone are smaller. Usually there has been a
reasonable basis of expectation and bal ancing. Wil e not
everyt hing has been successful, largely it has been, |ooking at
activity levels and so on. He commented that change doesn't
al ways cause probl ens.

CHAIR HUGE NS asked whether what Alaska is considering is
evol utionary, revolutionary, or in between.

MR. CGEORCGE answered he doesn't think it's revolutionary at all.
The system of information collection reflected how the fisca

system oper at ed. That has changed and requirenents have
changed. In the UK he thinks there is a fair anount of
di scretion passed down to the administrative levels in order to
make it work. If it's admnistered in a confrontational way,

the industry suffers, causing everything to suffer with it. The
way to know whether sonething is workable for both sides is to
| ook at whether activity takes place.

12:43: 13 PM
MR. RUGE ERO expanded on the disclosure of cost data. Rel ati ng
his experience in the 1990s, he said the regulator had ultimte

approval over whether to allow devel opnent to go forward. In
the UK that essentially had beconme a rubber-stanp process
because the application for devel opnent wasn't nade until it was

known it would be approved. There was a review every four to
six nonths about issues relating to operations, corrosion,
expected facilities upgrades, and so forth, all the way to
di scussing work on potential devel opnments such as what geol ogic

SENATE RES COW TTEE - 37- Oct ober 19, 2007



or geoscience work had been conpleted; what this reveal ed about
the prospect's possible size; and, if prelimnary engineering
wor k had been done, what type of developnent it would be, what
the rough cost would be, and what production |evels were being

designed for and why. At each neeting with the ultimte
regul atory body there'd be a frank discussion of exactly what
t he understanding of the nunbers was. Thus the regul ator was

treated nuch as a joint-interest partner would be as far as
projected costs for bringing that devel opnent to market.

SENATOR W ELECHOWEKI opined that the UK had perhaps 15 oil tax
changes in the |last ten years.

MR, CGEORCE said he hadn't counted, but illustratively this was
correct. They were changes or tweaks.

SENATOR W ELECHOWNSKI asked whether he'd wunderstood correctly
that this didn't discourage investnent.

MR, GECRGE answered that he could think of one or perhaps two

instances where it slowed investnent. For the nmjority,
however, no. Even the nore recent upward changes probably
haven't sl owed investnent. Drilling activity still seens to be
t here.

SENATOR W ELECHOWBKI recalled Dr. van Meurs' testinony yesterday
that this is the third tine in three years that Alaska is
changi ng things, which will negatively inpact how investors | ook
at Al aska. He asked whether the current testifiers agree with
that as well as Dr. van Meurs' statenent that oil conpanies | ook
negatively at Al aska as far as investnent.

COWM SSI ONER GALVI N proposed holding that topic until tonorrow,
when it woul d be discussed at | ength.

SENATOR GREEN asked: |Is there a difference in the UK and Norway
as far as ownership by the governnent of the devel opnent and
expl oration conpanies? And is investnment done differently?

MR. GEORGE answered that the resources in the ground are owned
by the state, as in Alaska, where the state or federa
governnment owns the resources. As for ownership of conpanies,
the UK had that starting in 1975 on the oil side, though it was
privatized in 1981 or 1982; for gas, it was privatized in the

1980s. Norway has a nore mxed situation. Its state oi
conpany, Statoil, was partially privatized in 2001 and conti nues
to operate as a global conpany. It is perhaps 70 percent state-
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owned, and although it has state nenbers on its board it
operates fairly nmuch as an independent conpany. The mnistry
awards |icenses and decides who gets them They may nmake a
partner a successor or nmght not put anyone in there; it's an
open i ssue.

SENATOR STEDVAN asked whether the crown or the governnent of
Geat Britain has any equity interest in BP

MR. GEORGE answered it is a fraction of a percent, if any. The
main interest they had - about 30 percent - was sold off in
1987, immedi ately followi ng the market crash.

12:49: 42 PM
CHAI R HUGGE NS asked when net versus gross woul d be di scussed.

MR GEORGE replied it would be tonorrow Concluding wth
slide 7, he said some of this information would be published in
an aggregated form Showing slide 8, "United Kingdom" he noted
this spreadsheet form is what conpanies nust submt on field-
| evel information; to his belief it is done annually, but my be
nore frequent. On the form he'd highlighted production, sales
vol unme, CAPEX, OPEX, and tariffs. It provides an annual tine
series, a best estimte at a point in tinme, although in this
case it isn't sonething a conpany is necessarily held to under

threat of penalty. Rat her, it is the expectation of how the
exploitation on a particular field wll go, what wll be
invested, and so forth. If there are major changes, then
changes are nade on the form He gave details. |In response to

Chair Huggins, he said Alaska's form mght be a bit different as
to the levels of detail provided.

MR, GEORCE showed slide 9, "Annual UKCS Incone and Expenditure
summari zed on an annual basis,” related to 1970-2005. He said
it shows oil and gas produced in the UK continental shelf; what

expenditures were nmade each year, including deconmm ssioning
costs, which are starting to becone a bigger issue as fields
begin to be decomm ssioned; and average prices. This is

publ i shed on the web site and put out yearly in hardcopy form

CHAI R HUGE NS asked whether this information is confidential for
a period of tine.

MR GEORCGE replied no, it 1is straight off the web site.
Continuing with the UK, slide 10, "Mediumterm forecasts derived
from annual returns,” he said this shows that sonme forecast
information put into the public domain, indicating the expected
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| evel of expenditures. Since it is from 2003-2010, it shows
both a forecast and some history, split anong the anounts of
exploration expenditure, devel opnent expenditure, and operating
expenditure. This is based upon conpani es' returns.

MR. CGEORGE addressed slide 11, "Cost trends." He noted one
publication has an analysis of how cost trends have run in
recent years, show ng actual 2005 and 2006 anmounts, as well as
survey results and anticipated costs for fields that are
expected to start up over the next two or three years. Thi s
information is aggregated, relating to the UK continental shelf
as a whol e.

12: 55: 58 PM

MR, GEORCE turned attention to Norway, slide 12. He said there
is asimlar set of inputs to the government. Conpanies have to
make applications for developnent and provide a lot of
information there. Annual |y or sem -annually they also provide
highly detailed breakouts to the Norwegi an petroleum directorate
as to how they see exploitation going, not just for field

reserves but also for resources. This is done to update state
forecasts of revenue for managenent and planning purposes and
for determning trends. The graphic illustrates sonething
published yearly, in this case by the Norwegian petroleum

directorate, with a lot of background information summarized so
peopl e can get a good handl e on what is going on; where noney is
being spent; and issues related to health, safety, and the
envi ronnent, for exanple.

12:57: 31 PM

MR, GEORCGE continued with Norway, slide 13, "Field / discovery
listing of resource volunes." He said this is just one
illustration of field-level information that is published. |t

shows the amount of oil and gas in place. Many pl aces publish
this information fairly readily, so he surmsed there isn't
anyt hing too controversial here.

MR. CGECRCE showed slide 14, "Detail on field-by-field basis,"”
saying it's part of the 2007 book he'd been talking about. |t
depicts the projected production forecast and history, how much
oil is expected to be, how nuch is being produced, how much is
expected to be recovered, and how nuch capital has been spent
and is anticipated to be spent going forward. It has geol ogica
and operational -type summaries about the field, including how it
w Il be produced and where it fits into the big picture.

12: 58: 32 PM
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MR. RUGGE ERO related his experience in the UK and Norway that
there is active participation by various governnent agencies to
| ook at these production forecasts and then nake decisions with
respect to the developnent and timng that will ensure maxi num
utilization of existing infrastructure.

MR. CECORCGE added that Norway has been keen at |ooking at this
aspect, meking sure that costs are kept in check as nuch as
possible and that facilities and infrastructure are utilized in
an optinmum fashion, rather than building new infrastructure or
hauling it too far in one direction or another as a result of
owner ship issues.

MR, CGEORGE continued with Norway, slides 15 and 16, "Mediumterm
forecasts derived from annual returns.” He noted the bar graphs
show the degree of expected investnent. This cones from the
fact that conpanies have submtted detailed information. It is
a year-by-year, field-by-field or resource-by-resource forecast
shown in an aggregated form This is continually updated.
Slide 17, "Source of Investnent," shows where the investnents
cone from in terns of the type of conpany involved, split
bet ween | arge Norwegi an conpani es and other | arge conpanies, and
then snmaller and new conpani es. This gives sone sense of
whet her new players are being attracted and so forth. In this
case, there was an influx of new players after 2000, which
resulted after Norway decided to open things up a little nore
and encourage new conpani es to come in.

1:01:11 PM

MR, GEORGE turned to Denmark, slides 18-21, noting he'd provided
exanples. Although the disclosures are generally the sane as in
the UK and Norway, Denmark has only five nmmjor players, to his

bel i ef . In this case, they are putting out an annual tine
series showi ng noney invested in individual fields; thus what a
particular conpany is doing could readily be worked out. The

ownership interests are well published anyway, so it isn't an
issue. They also put a forecast of expenditures out there. He
pointed out that this is a level of detail beyond what exists in
nost pl aces.

1: 02: 18 PM
CHAIR HUGG NS referred to the field listing of annual capita
i nvestnents shown in the slides for Dennark. He asked whet her

that data is available retrospectively for Al aska.

COM SSIONER  GALVIN said no. He pointed out that cost
informati on would be discussed Sunday, including the nature of
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cost data acquired by the state over the years. The bottomline
is this: There isn't any other cost data for the fields.

CHAIR HUGE NS asked whether this is because it has never been
request ed or consi der ed.

COWM SSI ONER GALVIN answered that clearly it is the fornmer. In
his experience with DNR there was great interest in getting
cost data, which would have been highly useful in some decision
making within the departnent. But there was concern about
facing the question of what the public need is for the
information and whether the state's involvenment mght push
deci si ons. There was trenmendous resistance to using it in the
active managenent of the resource. Now that the tax system
requires receiving this information in order to even understand
the tax system however, it spotlights the fact that the state
doesn't have it, has never gotten it, and needs it.

1: 04: 39 PM

MR. GEORCE continued with Denmark, slide 21, "Detail on field-
by-field basis,”™ noting it is the sanme type of publication put
out in Norway. The governnent puts out detailed information
that anyone can see, relating to individual fields, how they're
perform ng, and how they fit into the bigger picture.

MR. CGECRCE turned to Nova Scotia, slides 22-25, saying there is
a requirenment for public review and there is a detailed
di scl osure available on a web site. There are several parts of
a big publication describing the fields, including devel opnment,
i npact, environnent, and so on. He highlighted one for the Deep
Panuke field operated by EnCana, which has been running 12 to 18
nmont hs and was approved a couple of weeks ago. It shows a | ot
of detailed information that he'd pulled off the web site;
available to anyone, it shows sales forecasts under different
assunptions, a fair amount of cost forecast information, and an
i ndi cation of expected annual operating expenses. He provided
det ai | s.

MR, CGEORCGE addressed slide 25, pointing out that when this was
approved a couple of weeks ago there was a condition put on it
relating to econom c data. It states that the proponent -
EnCana and its partners - shall informthe board of any materi al
changes to the cost information and production profiles that
were submtted with the devel opnment plan; to be submitted with
the annual production report, it should include details of
operating and capital expenditures for the previous two years
and the current year, and projections for the next two years
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Thus it is fairly explicit in terns of requirenments, including
keeping this information up to date.

MR GEORGE turned to the final slide, slide 26, "Publicly

Avai | abl e Sources," which had a subheadi ng that read: " Exanpl e
detailed field cash flow available from Deloitte's subscription
service." Noting it's a different issue, not related to a

mandat e by any governnent body for information sources, he said
this is what is readily available to anyone who wants to pay
noney to a subscription service. Whereas this exanple is from
Deloitte's, there are others.

MR. CGEORGE explained that slide 26 shows one page out of 15-20
for a particular field, in this instance, the Manus field in the
UK North Sea operated by BP. Those pages contain detailed

information on geol ogy; i ndi vi dual wel | s; the reservoir,
including how it has perforned and the way they've gone about
developing it; and associated costs. A summary page shows a
highly detailed cash flow outl ook. In this instance it uses

Deloitte's price assunptions, but it is readily available for
others to strip that out and put in their own price assunptions.

MR. GEORCE said this is a year-by-year forecast of production,
capital and operating costs, and so on. Is this information
exactly what BP and its operating partners believe? It may not
be exactly. But these subscription services have existed for 30
years. This is done for every field in the UK, perhaps a couple
of hundred, as well as those in Norway and other countries. The
source is governnment publications and information put out in
press releases or conpany publications from tinme to tine.
Significantly, the conpanies also give guidance wth respect to
whet her these | ook reasonable. While they probably aren't
perfect representations, they are generally held to be a pretty
good guide to what that individual field looks |like or what a
collection of fields and interests |ooks |iKke.

MR. GEORGE continued, noting these are used heavily by the
conpani es thensel ves when | ooking for opportunities or trying to
decide what would happen if several were conbined or if a
conpany were to be acquired, for exanple. This type of
publication has driven quite a lot of activity in the area
because conpanies can get a fairly good assessnment of what is

goi ng on and what opportunities exist. He described it as part
of a matrix of information that sits there in North Sea
countries and a nunber of others as well, driving the overall

activity level within a country.

SENATE RES COW TTEE - 43- Oct ober 19, 2007



1:11: 07 PM

MR. RUGE ERO summari zed by saying they'd tried to find a nunber
of reginmes analogous to Alaska. He referred to coments
yest erday, enphasizing that in those regimes wth production-
sharing agreenents, nost agreenents require wrk plans and
budgets that are submitted and approved annually throughout the
oper ati on. For exanple, a developnent plan will be not only
what a conpany plans to spend that year, but also likely what is
pl anned to be spent for investnent in that devel opnent over a
series of years.

MR. GEORGE added it would be over the life, in fact.

MR. RUGE ERO said there'd be limts. Even within an approved
pl an, any expenditure above a certain level would require the
preapproval of a regulatory body. As stated yesterday, there is
much nore control from a state perspective in a lot of the
production sharing contract (PSC) environnments. What ever was
seen here, there'd actually be a much higher |evel of subm ssion
and control in PSC environnments.

CHAIR HUGA NS recalled discussion that the nost inportant
vari abl e was production. He also recalled that yesterday M.
van Meurs recomrended not maki ng any changes to the PPT and had
said with respect to auditors that "you don't know what you
don't know because you haven't audited." Chai r Huggi ns asked
whet her that was correct.

COM SSI ONER GALVIN asked whether Chair Huggins was talking
about the current situation.

CHAIR HUGE NS said yes. He gave his understanding that Al aska
is alittle nmore blind than it could be if there were a system
i ke those just described in other countries. He asked for the
conmmi ssi oner' s opi ni on.

COM SSI ONER GALVIN answered that the oil industry is conducted
the same way around the world, incurring the sane types of costs
and having nostly the sanme types of operations in an anal ogous
envi ronnent . Thus the type of information generated by these
conpani es and provided el sewhere is known, which is why Gaffney
Cline was asked to provide this information. Also known is the
type of information the State of Al aska wants to receive.

COWM SSI ONER GALVI N pointed out, however, that the fine-tuning

and inner workings aren't known by the state for each field with
respect to how the ANS fields operate and the econom cs that
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drive them Clearly lacking are an historic reference and a
nore recent snapshot. Now the information is just based upon
one year, which the state was able to use to provide a picture
going forward; that has hel ped trenendously over the last 12
nmonths to recast the state's expectations.

COW SSI ONER GALVI N continued. As to whether the state will be
better off in tw or three years reconsidering the decisions,
based upon better information, he said this is a legitimate line
of inquiry. There will be nore known in ternms of economc
nodels in two or three years. But the balance is this: Do we
recogni ze that there's a need to nmake a change, based upon what
we know now? And what is the cost associated with waiting?
Suggesting this can be further explored another day, he gave the
adm nistration's perspective of recognizing significant costs
associated with waiting one to three years and then neking a
dramati ¢ change, versus doing what it can now, knowi ng what it
does now, which is nore than was known a year ago.

1:16: 38 PM

MR. RUGE ERO added that this is an evolutionary process, but
nmust start sonewhere and sonetine. He cited the handling of
corporate overhead as an exanple where he has seen evolution
when they started getting this cost information. For instance,
the Tinor accounting rules have a cap of 2 percent of qualified
CAPEX and OPEX to be charged as corporate overhead. He recalled
working in venues where the corporate overhead charged was
anywhere from plus or mnus 2 percent to as high as 15 percent
of actual in-state, direct capital and operating expenditures.

MR. RUGE ERO asked: What is a fair allocation of corporate
overhead for a nunber of these large, major oil conpanies
against their tax liability in Alaska? And are they allocating
to Al aska the sanme percentage they allocate under the sane rul es
that they allocate to all their other operations around the
world? By getting this basic data, he said, he wouldn't go to
where Dr. van Meurs did, that the oil conpanies have included
itens that shouldn't be there. By contrast, what he saw was
that as profit-m nded conpanies, they pushed it to what they
believed to be the fence line of the law, staying just inside
t hat . As DOR gathers data, it will be able to nake better-
informed decisions as to what is fair and reasonable wth
respect to those types of deductions, M. Ruggiero predicted.

CHAIR HUGE NS gave an anal ogy, suggesting the question is at

what point people have the necessary information to rmake a good
deci si on.
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1:19: 02 PM

SENATOR WAGONER surm sed two inportant questions to conpanies
will be as follows: How nmuch did you deduct against your
l[iability with the State of Al aska for corporate overhead? And
what percentage of your corporate inconme cane from Al aska
deductions? He asked if that is a way to figure out whether
they're taking a fair share or nore than their fair share of
corporate costs off of the Alaska tax bill.

COW SSIONER  GALVIN clarified that the exanple wused for
corporate overhead doesn't reflect Alaska's current tax |aw
Under PPT, they aren't allowed to deduct for overhead. Rat her ,

they can take a percentage allowance, up to 3 percent. He
suggested there is a sense that in noving to a net-based tax,
calls will be nade based upon the perceived public interest of

allowi ng certain deductions but not others. The end result wll
be a systemthat is different fromwhat it was thought it would
be initially, because nutually everyone wll Iearn nore about
t he acceptance |evel for certain costs.

SENATOR WAGONER said his question wasn't about PPT, but was an
anal ogy, asking whether it would be a fair way to arrive at a
point to say that something is a fair anount to deduct from the
corporate overhead, versus the ~corporate incone from the
production in Al aska.

MR. RUGE ERO opined that there are a nunber of ways to determ ne

what is fair. Anot her way he has seen it done is this when
gat hering such information: Conpany A says it's X percent,
Conpany B say Y, and Conpany C says Z. They're all listened to
as to why they believe their nunbers are right. The deci sion

makers start to educate thenselves, take that data in, and then
make an assessnent from the State of Alaska's position as to
what is believed fair and correct.

CHAIR HUGEA NS thanked M. George and M. Ruggiero for their
present ati on.

1:24:11 PM

MR. |VERSEN returned to the admnistration's presentation on
ACES, slides 24-28, "Auditors.” He explained that DOR has 18
auditor positions with 5 vacant, and DNR has 7 royalty auditor

positions with 2 vacant. Lately there has been difficulty in
recruiting auditors. One problem is Dbel ow market-1evel

salaries, and the enployee classification system doesn't allow
for a targeted increase. Demand in the oil and gas arena has
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raised salary levels, and the state isn't as conpetitive as it
shoul d be.

MR. BANKS agreed, saying he and M. Iversen have practically
traded auditors in recent nonths. They've tried different
remedi es: DNR now has its own authority to audit royalty and
net profit shares, and a classification review a few years ago
resulted in all auditors getting a pay raise. However, he stil

views the pay as inadequate to attract the kinds of enployees

needed to fill these positions. The attenpt is to cone up with
creative solutions to fill gaps and conplete a backlog of
audi t s.

CHAIR HUGEA NS reported he'd talked to Marcia Davis about this.
He suggested the need to | ook at inflation.

MARCI A DAVI S, Deputy Comm ssi oner, Department of Revenue
indicated DOR is mndful of the challenge of balancing the need
to hire individuals wth a high Ievel of experience and
credentials in order to position the state to be efficient at
this high-value function; this relates to both the production
tax side, which delivers alnost half the state's revenue, and
the royalty side. This small group of auditors nust defend and
protect the line on probably 80 percent of the revenues that
conme in. At the same tine, DOR appreciates the talent and hard
work of its other auditor staff on the corporate incone side who
do valuations for property tax and so forth.

M5. DAVIS explained that DOR has been forced to hire junior
people with little or no experience on the industry side, and to
"grow thenmt internally. Wiile they gain exposure to the other
auditors, they lack the depth to be efficient. She enphasi zed
the state's pay scale for others el sewhere in the system who are
tasked with such enornous responsibility. She said it is a
chal l enge and the departnent will hold the line as far as other
staff. There is an issue in all departnments as to whether state
enpl oyment has kept pace with the private sector and so forth.

There will be an overall review and solution to the broader
issue, but this is seen as a separate issue. She indicated DOR
is highly concerned about holding that line as well, because

otherwi se this effort cannot nove forward.

MR. BANKS added with respect to inflation that clearly - as

reflected in the departnent's fiscal note - there is a tine
during this transition when a lot of effort wll be needed.
There will be in-house people, but also contractors brought in
to assist. Wile the departnment will avoid bringing on a |ot of
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people who require future enploynment, a balance nust be struck
in bringing in outside help so that they don't imediately walk
away with the intellectual property that the departnment wants to
keep in-house.

CHAIR HUGE NS explained that he'd asked because of earlier
comment s about saving noney for a rainy day.

SENATOR W ELECHOWBKI agreed with the concept of raising benefits
and salaries to attract nore auditors. However, he cautioned
against noving them into the exenpt classification. Cting his
experience as a hearing officer for the state, he recalled that
when he wote a decision that a party didn't |like there'd be a
call to his boss. An auditor shouldn't serve at the will of the
governor, w th an unpopul ar decision perhaps resulting in being
fired. He said maybe it can be structured so these auditors
aren't exenpt and have sone protection.

M5. DAVIS replied that she appreciated that concern, which she'd
heard expressed from ot hers. However, she noted that auditors
are certified public accountants (CPAs) and have explicit
prof essional standards to conply with in performng audits. She
related her sense that auditors have two gears: right and
W ong, with nothing in between. She acknow edged the
di fferences anong adm nistrations, though, and suggested perhaps
nmechanisms could be put in place to ensure that those
pr of essi onal standards are never conprom sed.

MR. | VERSEN | auded the ethics and dedication of DOR s auditors
intrying to do the right thing and reach the correct result.

SENATOR W ELECHOWSKI clarified that he wasn't inplying that
wasn't the case. Rather, the systemis working well, and he was
cautioning against changing it, jeopardizing it by having the
fear that if an audit isn't done as a higher authority would
i ke, the person's job would be on the line.

CHAIR HUGE NS asked whether there are other mechanisnse to
acconplish this w thout exenpt status.

M5. DAVIS highlighted the constraint: The job classifications
have been set up, the Departnment of Admnistration (DOA) has a
fairly rigid system and she didn't know how to get around
trying to force a reclassification.

1: 36: 30 PM
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MR. | VERSEN el abor at ed. He said the state's classification and
pay plan applies to job class famlies. So in order to raise
wages for oil and gas auditors, the state would have to raise
wages for all auditors in all jobs that generally fall wthin

that sane category. For instance, people who serve a quasi-
auditing function would arguably be part of that, including the
chief of operations and deputy director. The oil and gas
auditors are sort of a special case right now because of market
demand. It has created a niche market for that type of
experi ence. They can't be kept in the classified service and
still retain internal alignnment. Thus the issue would involve a

highly detailed classification study that also |ooks at all
those other positions, which would essentially water down the
validity of what they're trying to get at here.

CHAIR HUGA NS countered that by looking three years into the
future, when there are new adm nistrators who want new auditors
because they work for sonmeone they're trying to get rid of. He
expressed concern that the potential is there, but there is a
need for continuity in the workforce and for the enpl oyee.

SENATOR WAGONER said he finds it shocking that the |egislature
and DOR can't create another classification of auditors wthin
the existing system with good enough pay to attract corporate
auditors into the system Citing the University of Al aska as an
exanple, he suggested there is always a way W thout going
through a total salary study if there is a need to hire specific
people for a specific task. He asked why this is different.

M5. DAVIS gave her initial reaction that this is a conplex area
because of all DOA s pay classifications and the various union
agreenents in place. The state has entered into contractual
arrangenments with the unions as to how, when, and where they'l
deal with job classifications and any nodifications to those,
for instance. There nmy be constraints wthin current
contracts. However, she proposed com ng back to the |egislature
with a witten statement from one of the departnment's experts on
adm nistration and either describing an alternative neans to
change the pay within that narrow band, if there is one related
to legislation, or else identifying constraints wthin the
contracts.

CHAIR HUGGE NS requested that DOA be brought to the table al ong
wth DORin order to continue this conversation

1: 41: 33 PM
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MR. | VERSEN returned to the presentation, slide 27, "ACES
creates exenpt class of Ol and Gas Tax and Royalty auditors.™
He explained that current auditors would have the option of
nmoving to exenpt status or staying with the union. Showi ng
slide 28, "Contract Auditors," he said ACES provides funding for
contract auditors over the next four years to assist and/or |ead
in auditing and also to bring departnent folks up to speed with
respect to training and actual field training and field audits,
wor ki ng hand- i n- hand.

CHAI R HUGE NS asked whether this may be a nmechanism to nake the
transition work if that concept is expanded and the "personnel
lag factor” gets up to a speed such that folks could be hired
appropriately for the welfare of all.

MR. | VERSEN replied this raises a good point. He nentioned the
possibility of havi ng t he commttee hear from union

representatives. However, he noted there is an argunent
relating to union contracts: The state cannot contract for
services when it would cost nore for those services, if the
state can do those services itself. It would drive the exenpt-

status issue, because an exenpt salary would nean not paying
nore than for in-house folks.

1:43: 45 PM

VR. | VERSEN addressed |ease expenditures, beginning wth
slide 29. He explained that PPT uses general categories of
al l owabl e | ease expenditures, with a set of exclusions. Under
ACES, those exclusions would be retained and added to. The
departnment would have statutory power to delineate allowable
| ease expenditures via regulations. This allows operating in
world where there are inclusions, rather than exclusions, in

order to have clarity and reduce conflicts with taxpayers once
audi ts begin.

CHAI R HUGA NS asked whether the followi ng take on the PPT debate
the previous year was correct: The legislature's expectation
was that it was creating those general categories and that DOR s
task was to create regulations and inplenenting instructions to
provide clarity and nake this enforceabl e.

M5. DAVIS answered that was the underlying prem se. However,
PPT was witten to be self-inplenenting because of the need to
nove quickly. Even without regulations, it defined the scope of
what was perm ssible: it had to be directly related and
reasonably related to the wupstream expenditures. Al t hough
further delineated by the departnent's regulations, it didn't
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require such regulations to get it going. By contrast, ACES
would require the departnent regulations to affirmatively
describe that deduction as well. It is no longer self-
inmplenenting as a statute, but places the burden on the
departnment to further enunerate and flesh out those authorities
for a deduction.

M5. DAVIS, in further reply, said whereas PPT set out the broad
scope of the type of deductions allowed, ACES tries to address
the following concern: An  adm nistration that doesn’ t
aggressively manage those deductions essentially allows industry
to come in and deduct anything and everything that fits within
the broad statutory definitions. Thus the desire is to be clear

as to the allowable deductions. There will be an opportunity
for public conment, by industry and concerned citizens as to
whet her what is or isn't a deduction has been clarified. It's a

mnor word change but may have a big effect, depending on
whet her or not the job is being done properly.

CHAIR HUGE NS commented it's a little nore proscriptive than
he' d envi sioned; he suggested visiting about it |ater.

MR. | VERSEN added although the authority is arguably there
already, this makes it crystal clear so that when they describe
sonmething there won't be an argunment as to whether the authority
exi st s.

1:49: 50 PM
MR. | VERSEN continued wth |ease expenditures, slide 31,
"Repeal s," which read:

Provisions allowing the departnent to substitute cost
billings under unit operating agreenents in place of
general standards for allow ng | ease expenditures

- 43.55.165(c) and (d).

He explained that subsections (c) and (d) are proposed for

repeal from AS 43.55.165, |ease expenditures. These allow the
departnment to substitute cost billings under wunit operating
agreenents in place of general standards for allowable |ease
expendi t ur es. Under (c), if DOR finds that parts of an

operating agreenent are substantially consistent with general
standards for allowing |ease expenditures, then DOR nay
authorize a producer to treat as |ease expenditures the costs
that are billable under the operating agreenent.
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MR. |IVERSEN noted that (d) takes that sanme principle a step
further. If the departnent nakes that sane finding of
substanti al consistency wth the general standards for
deducti bl e | ease expenditures, and also makes a further finding
that one of the working-interest owners other than the operator
has the incentive and ability to effectively audit, then the
departnment accepts as allowable |ease expenditures the costs
that are billed and not disputed by the working-interest owners
under the agreenents.

MR. | VERSEN went on to say these provisions essentially sidestep
the state's ability to audit. They also add a subjective
finding, potentially forcing the state to accept a joint-
interest audit, findings that may not be in the state's best
interests, given that resolutions to disputes under these
operating agreenents aren't nade with the state's interests in
m nd. The concern, as a policy matter, is too nmuch control by
the taxpayers and too little control by the departnment once
these findings are made - especially under (d), where the
auditing power would be restricted to looking at the specific
exclusions in the statute and restricted to confirmng what is
actually billed under the agreenent.

CHAIR HUGA NS renmarked that what M. lversen was saying seened a
bit greedy. He then asked whether this is a revolutionary
change or an evolutionary process being entered into here.

MR. | VERSEN answered that the departnent has not accepted any
of the joint operating agreenments under these provisions; that
bridge hasn't been crossed. But these two provisions shift
responsibility from DOR to the taxpayer as to the fina
determ nation of what <costs are billable and allowable as
deductions for purposes of |ease expenditures. In drafting its
second set of regulations - yet to be conpleted - DOR has had
tremendous difficulty interpreting what these provisions nean
and what its duties will be under them

MR. | VERSEN el aborated, saying this puts DOR in a strange and
difficult position: To ensure there 1is proper auditing
undert aken between the working-interest owners and the operator,
DOR nust check, keep control of, and have continuous working
know edge of the operating agreenents. The accounting
procedures under those are evolving or in flux, and DOR
essentially has to audit the auditing. And the determ nation of

"substantial consistency” isn't exact conpliance wth the
general ternms of the statute, so it could lead to disparate
treatnment anong taxpayers. M. Iversen highlighted the gap
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between general allowables under the statute and what s
actually intended to be disallowed under it.

M5. DAVIS added that DOR has tried to find ways to not nake nore
work for itself, with the goal of setting good standards and
having nore certainty for taxpayers and DOR In | ooking at
these two provisions under PPT, it found a disconnect with how
they relate to operating agreenments, and there was no basis for
making a particular call. One wunit agreenment would beget
anot her, and these have a bit of a life of their own. For DOR
to sit and cast judgnent was too cunbersone. Thus | anguage is
inserted that captures the ability to |look at these operating
agreenents, but on a cost basis, to say DOR shall consider,
anong other factors, typical industry practices, which include
the operating agreenments in place in Alaska, as well as
standards done before under the net profit share |ease (NPSL).
The departnent has nmade it an obligation to look to those, as
gui des, and can efficiently reach in, target a cost, see how
it's handled under the operating agreenment, and decide that
indeed it is in step. It keeps DOR from being dragged into a
process that doesn't yield as nmuch benefit as what is proposed.

CHAIR HUGGE NS sunmarized that this reduces anbiguity on both
si des.

M5. DAVI S agreed.

MR. | VERSEN concurred, noting it isn't a huge change as to what
is or isn't allowed. In further reply, he surmsed the
taxpayers would resist having these provisions repeal ed because
they all ow taxpayers nore control over what costs are all owabl e.

M5. DAVIS added that it says DOR "may" choose to do this, if
convinced by all these various proofs and standards. She
suggested industry nenbers mght ask how long they'd have to
make their case to try to have DOR sanction the operating
agreenent as the definitive statement of what is or isn't
al | oned. And if the agreenment is nodified, that battle would
have to be waged again. Thus while it may be nice in a utopian
government -i ndustry rel ati onship, pragmatically it probably
doesn't have any |ong-term val ue.

2:00: 46 PM
MR | VERSEN turned to exclusions for |ease expenditures,
slide 32, indicating this relates to AS 43.55.165(e). | t

di sal | ows deductions of costs incurred for repair, replacenent,
or deferred maintenance of facilities and equi pnent, other than
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a well, that results in or is undertaken in response to an event
that results in an unscheduled interruption in production or a
release of oil and gas. M. lversen noted this takes a policy
tack simlar to Senator Wagoner's SB 80 in terms of addressing
sonme nmintenance costs that have caused problens. Thi s
particular provision would trigger based on an unschedul ed
shut down, reduction in production, or spill.

MR | VERSEN predi ct ed this woul d encour age proactive
mai nt enance. Furthernore, there is an exclusion in the statute
for Acts of God: I nevitable or catastrophic occurrences that

couldn't be prevented through proper naintenance and reasonabl e
behavi or on the part of the operator.

SENATOR W ELECHOWSKI recalled yesterday Dr. van Meurs had said
this was already taken into account when PPT was constructed

| ast year. There was 30 cents a barrel taken in order to deal
with it. Senator W el echowski asked whether the testifiers
agr eed.

M5. DAVIS recalled that Conmissioner Galvin testified on that

point, likely during hearings on SB 80, and that the information
from Dr. van Meurs in the record showed that the 30 cents was
intended to cover the routine and ordinary - not extraordinary

and excessive costs. Wth respect to Dr. van Meurs' testinony
yest erday, she opined that he'd m sunderstood the scope of the

current bill and had been stating concern that a 24-year-old
auditor wuld have to determine what is or isn't good
mai nt enance. Ms. Davis said that's why ACES was witten as it

was: They don't want that kind of judgnent call nmade.

M5. DAVIS noted while it would be sinple to strike "gross" in
front of "negligence"” and then to battle about whether sonething
was negligently maintained, this wuld lead to a long, costly
|l egal battle, pitting DOR against the industry on inportant
issues as to what the standards should be. Rat her, the desire
is to have a bright-line test for the following inpacts to the
state: 1) disrupted production and 2) spills and environnenta
contam nati on

M5. DAVIS explained that the state isn't an expert on field
oper ati ons. It is up to the industry to figure out how to get
t here. |f either inpact happens, there will be an economc
consequence, since imediate repair and replacenent costs cannot
be deduct ed. I ndustry w1l have to decide the |level of
proactive nmintenance to avoid those. Some mai ntenance issues
don't inpact production or create spills. The state wouldn't
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get into the industry's business to that degree. | nst ead, the
line would be drawn where it hurts the state deeply: in its
pocket book because of production or in contamnation of the
envi ronment .

SENATOR WAGONER rel ated how the 30 cents cane about. He said it
had nothing specifically to do with BP's North Slope oil spill
In his office one Saturday, Senators Wagoner, Dyson, and WI ken
had discussed with Dr. van Meurs how to get closer to a gross
system with the PPT. One scenario was using an anount, and
Dr. van Meurs later came up wth 30 cents after studying
i nformation. The anendnment they discussed was a deduction in
the overall cost of maintenance, period. The followi ng Monday
BP announced the oil spill. Dr. van Meurs then sent a nmenpo to
Senat or Wagoner that nentioned the spill and indicated the
30 cents would take care of it. Senator Wagoner said there was
no intention for the 30 cents to take care of the BP spill due
to lack of maintenance. But this would handle SB 80 and all
ot her occurrence in the future of that nature. Senator \Wagoner
said he'd be happy with this if it passes.

2:08:41 PM

CHAIR HUGGE NS responded that he didn't disagree, but had heard
Dr. van Meurs say it was a nechanism that potentially could
address such things. He asked Ms. Davis about her use of the
term "extraordinary" with respect to costs, since the |anguage
doesn't specify that.

MS. DAVI S apol ogi zed for using that term but said it is clearly
what would catch the state's intention. A disruption or
cessation of production usually won't be a tiny cost item

CHAIR HUGE NS asked whether there is any risk that having nore
schedul ed mai nt enance m ght interrupt production.

M5. DAVIS noted this is a good question. Cearly, DOR wll need
to inplement this through regulation, and there are threshold
guestions of what is considered unplanned. For exanple, soneone
could "plan" a production shutdown if there were a perceived
pr obl em Thus DOR is considering what the standards should be
for the reactive phase, for exanple, within 24 hours of an event
or two days, l|ooking at the zone of typical events and how they

play out. The state wants to reward proactive and not reactive
behavi or. | f soneone experiences a problem steps in, and nust
shut down and react, that cost itself won't be deductible. | f

the conmpany then decides this <could happen elsewhere and
proactively takes neasures, however, the state is confortable
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sharing those costs because at |east the conpany is managi ng the
producti on shut down. O 1 conpanies are intelligent in how they
reroute or otherwise mtigate production inpacts when they have
time to do so. Thus the state encourages such behavior. As for
the reactive phase, it needs further delineation.

M5. DAVIS expressed confidence that the industry is as profit-
notivated and as interested in not having disrupted production
as the state is. Therefore, rational business mnds wll
prevail and intelligent choices will be nade as to how and when
shutdowns occur and how spills are avoided. She opined that the
i ndustry is doing a decent job of it now.

SENATOR McGUI RE remarked that because Prudhoe Bay is a 30-plus-

year-old field, she is concerned there'll be a reaction the
ot her way, shutting the entire thing down and then doing the
scheduling; she trusts that the state will work through that.

She then asked whether this conpletely supplants the gross-
negl i gence concept.

M5. DAVIS answered no. This would be apart from that standard,
which mght apply to a broader range of things. This just
targets the specific repair/replacenment deferred naintenance
costs that people have concerns about.

SENATOR W ELECHOWSKI recalled that the SB 80 debate was over
negli gence. He asked whether the sane standard is in here.

M5. DAVIS replied it's strict liability. Wether the disruption
is caused by an intentional act, a negligent act, or a
reasonabl e, responsible act isn't gernmane. If there is a
di sruption to production or a spill, the cost isn't deducted.

SENATOR WELECHOANBKI recalled that the previous discussion
i ncl uded encouragi ng conpanies to act proactively; he suggested
that having nore of a negligence standard is a little nore
proacti ve. Also recalling discussion of |anguage that said a
responsi bl e operator should act, he said it seens a little nore
fair.

M5. DAVIS responded that it may cut it too close to the bone
This was |ooked at when analyzing SB 80; the discussion was to
take the existing PPT law, which has a gross-negligence
standard, and establish a negligence standard. Referring to the
"reasonabl e operator” standard on the North Slope, she pointed
out that there aren't a |lot of standards, and those which exi st
are ones they've established. Thus DOR found a bit of a |egal
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norass in this challenging area that probably won't be clarified
until there've been nmany years of litigation and debate.

M5. DAVIS reported it was felt that this needed to be addressed
quickly, and this alternative to the approach described by
Senator Welechowski wll get a quicker response for the
behavior the state is |ooking for. She observed that financia
incentives wusually drive behavior nore strongly than |egal
nuances and threats of being sued for negligence.

SENATOR W ELECHOWSBKI asked what happens if sonmeone shoots a hole
in the pipeline.

M5. DAVIS indicated the Acts of God standards were adopted from
the Conprehensive Environmental Response, Conmpensation and
Liability Act of 1980 (CERCLA) |aws, the Superfund requirenents.
What this does is say a third-party act won't be considered
unless it could have been anticipated or prevented. There is a
fairly good body of |aw around these Acts of God standards, wth
a requirement to mtigate and prevent such acts if they are
predi ctabl e or reasonably foreseeabl e.

2:16:56 PM

CHAIR HUGA NS recalled a trip last sunmer to the North Slope
where an operator nentioned schedul ed maintenance for a hol ding
t ank. He surmised if he hinmself were an operator, he'd perhaps
double the size of the holding tank and deduct the cost because
it is part of maintaining the flow so there is no disruption.
He asked whether that is a stretch

M5. DAVIS indicated the operator would pay 60 percent of the
cost of doubling that holding tank, balancing it against the
possibility that the existing tank is adequate. She expressed
confidence that a conpany would correctly size the operation for
what it needs; oil conpanies are rational and intelligent in how
t hey approach their facilities and equi pnent needs. \Wile they
m ght build in a 5-percent cushion in certain areas for a safety
margin, it's probably in the state's best interests. She opined
that the state is probably nore affected by |ost production than
a conpany is, because it is the state's revenue stream whereas
t he conpany has other operations to mtigate cash flow.

CHAI R HUGGE NS requested confirmation that the adm nistration has
di scounted using "gross negligence" as an operative term

M5. DAVIS explained that gross negligence is currently the
standard anong working-interest owners, even in terns of their
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ability to push back against an operator and refuse to pay a
bill because the operator was grossly negligent. To her
knowl edge, there has never been an instance where that has been
established by a working-interest owner against an operator,
however . It is a very difficult standard in terns of
establishing what the nornms are for an appropriate operator on
the North Sl ope.

SENATOR STEVENS noted his concern had been about excessive

mai nt enance. However, he interpreted Ms. Davis's testinony as
being that gold plating won't be an issue because the conpanies
will pay the lion's share of those repairs.

M5. DAVIS agreed gold plating isn't expected. As for a

5 percent or 10 percent margin to mtigate risk because of
concern about downtinme on production, some may be seen. But it
would be in the state's best interests, for the reasons she'd
st at ed.

SENATOR STEVENS asked  whet her t here S over si ght for
mai nt enance.

M5. DAVIS answered that as a result of an inportant initiative
brought last year, DNR s Petroleum Systens Integrity Ofice
(PSIO now works nmore closely in nonitoring and being engaged in
t he nai ntenance standards of the ANS industry. It is a grow ng
office and will be working out its relationship and how it
nmoni tors and manages the industry.

MR. BANKS el abor at ed. He said PSIO will work with the industry
to find gaps in the state's regulatory process with respect to
oversight responsibilities for the equipnment, oil spills, and so
forth on the North Slope, and to |ook for any gaps in conpanies

internal systens. It will rely on industry standards for third-
party-type certification and internal nechanisnms wthin the
conpanies to establish maintenance schedules and the managenent

of safety issues. It may participate and then validate whether
conpanies are neeting those standards. This may be at a high
level at first, but will drop down as needed. This is where
PSIO is headed; it isn't there yet, but will provide a view into

how t he producers are taking care of their equipnent.

M5. DAVIS added that as the departnent inplenents regulations to
manage this there'll be some areas of facilities or
infrastructure that the industry has specific concerns about.
It may give rise nore frequently to issues about production
di sruption or slowdown, and the departnent wll be very
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interested to engage with them Great care will be taken to
design the rules so they are clear, make sense, and achieve the
i nt ended pur pose.

CHAIR HUGA NS requested confirmation that regardl ess of whether
a conpany has done the right thing, no deductions for costs
could be taken if there was a shut down.

M5. DAVIS affirnmed that. The goal is that if an inpact to
producti on happens once, the conpany wll becone proactive as a
result and will figure out to prevent it elsewhere. In further
response, she opined that it's even nore inportant with aging
infrastructure, which truly requires proactivity. Also, if
sonething has aged out in one part of the infrastructure, it
very likely exists in several other places. The state wll
allow a deduction if a conpany learns froman event and tries to
get ahead of it. Even if there are production inpacts, the

state probably wants to know it's nanaged and that these inpacts
are comng, rather than being continually surprised.

2:25: 39 PM
CHAI R HUGE NS wel comed Senat or Thonas.

SENATOR WAGONER asked what happens, for exanple, if there is a
shut down because of a faulty hose on a turbine, when the
mai nt enance program being wused had been defined by the
manuf act urer of the turbine.

M5. DAVIS answered it doesn't matter whether an operator had
behaved perfectly and bought a faulty hose. The standard is
whether there is a production inpact, period. What it does
i nfluence is whether the conpany has a spare hose on the shelf,
whi ch would nake the inpact short-lived and easy to fix. The
beauty of having strict liability is that the state won't be
spending years in court and so forth, arguing about whether the
field managenent was reasonabl e.

SENATOR W ELECHOMSKI  surmised there'd likely be a lawsuit
agai nst the conpany that produced the faulty hose.

The comm ttee took an at-ease from2:27:24 PMto 3:12:53 PM

M5. DAVIS noted M. lversen had left to join Comm ssioner Galvin
on the House side. Continuing with |ease expenditures and
repai r/repl acenent issues, she turned to slide 33, "Exclusions,"
which said this clarifies that costs to construct, acquire, or
operate a refinery or crude oil topping plant are not
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deductible, but that the cost of diesel used for production can
still be deducted as an operating expense.

M5. DAVIS explained that a refining process happens in place on
the North Slope, adjacent to fields where oil conmes out of the
ground or is piped froma |lease area; it is processed and turned
into diesel, which is then used at the |ease site or by third
parties and so forth. Diesel gets used in the trucks and in
power plants to power sone facilities there. There is a
significant crude oil topping plant at Prudhoe Bay and one at
Kupar uk; those supply the needs of the operators as well as
third parties. Bef ore these plants existed, ANS operators used
to truck diesel up from Fairbanks.

M5. DAVIS said the challenge for these plants is due to concerns
about air em ssions, containnment issues, and sulfur. There is a
ot of sulfur in ANS oil. As it is refined and turned into
diesel it has fairly high em ssions. Thus they are running into
[imtations and being phased out because of air quality contro

regul ati ons. So the choice for the producers wll be to build
new plants or upgrade plants to renove the sulfur - a very
expensive process - or else to truck fuel up from Fairbanks,
resulting in higher operating costs and potentially higher
envi ronnmental exposure because of the trucks. She recalled
heari ng anecdotally that ConocoPhillips, if it doesn't nodify
the Kuparuk plant, wll be bringing up about ten trucks of

di esel a day.

3:16: 02 PM
SENATOR GREEN asked why it woul dn't be deducti bl e.

M5. DAVIS noted one challenge is that the existing PPT |aw
allows deduction of |easehold expenses if they are direct
expenses upstream of the point of production. However, oil that
comes out and then goes into a refinery process is really nore
of a mdstream process, an offline manufacturing process not
seen as part of the direct flow from the well to the point of
production, which is what was originally envisioned as a cost
that should be deducted. Clearly, however, the use of diesel
fuel is an expense of operation.

M5. DAVIS said by allowmng it here, the state clearly 1is
allowing diesel costs as part of the OPEX; that is not being

excl uded. But if a conpany has a crude oil topping plant and
decides it is in its economc interest to nodify it or do
something with it - but not on the state's nickel - the conpany
can still deduct the cost of that fuel. The oil is essentially
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free, since the conpany doesn't pay tax on it. Thus the
calculation of a deduction, if the conpany operates such a
topping plant, wll be the fair market value of diesel on the
North Sl ope, calculated by figuring how nuch it costs to buy it
there, which includes the transportation cost and purchase
price, but not the fair market value of the barrel of oil that
is essentially passing through the system free, wthout tax.
The choice is this approach or, if the conpany doesn't run such
a plant, deducting the actual cost of the diesel and trucking.

M5. DAVIS further explained that the state doesn't see the net
tax as designed to handl e these manufacturing or nidstreamtypes
of things. The hope is that producers will be thoughtful and
creative, as they always are when facing high costs. Sone
t echnol ogi cal solutions on the horizon nay |ower the cost of the
di esel plant, perhaps sonme gas-to-liquids ideas or transitioning
to powering with gas as well. The state wants to encourage
anything that inproves air emssions and so on. If the full
cost is borne by the industry, the state hopes it wll lead to
the nost efficient long-term solution. | f governnent steps in
and pays 50 percent, by contrast, it may perpetuate a solution
that m ght not be the nost economically efficient.

3:19: 04 PM
SENATOR WAGONER asked how many of these topping plants are on
the North Sl ope.

M5. DAVIS answered there are two prinmary ones; there may be
smal l er ones as well. She reiterated the challenge of dealing
with sulfur and looking for ways to handle the fuel needs.
Qobserving that when the oil conpanies face a challenge they
usually come up with good solutions, she enphasized that the
state doesn't want to inpede the process, but also doesn't want
to throw noney into a system that leads to an inefficient
sol uti on.

SENATOR STEDMAN asked whether M. Davis was talking about
excluding a credit or excluding a credit and also declining a
deducti on.

M5. DAVIS answered it wuld be excluded as a |easehold
expendi ture. So it would be the cost associated wth operating

as well as building or nodifying. Thus it would be the
operating expense and the capital expense associated with the
pl ant . Wth that said, the state would still allow as an

operating expense the value of the cost of the diesel itself.
The cost of the "outflow product” woul d be deducti bl e.
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CHAI R HUGA NS asked about trucking fuel to the North Sl ope as an
alternative. He recalled hearing about a |larger nunber of
trucks than Ms. Davis had nentioned, and also recalled hearing
that sone resource states aren't allowng trucks on roads
because of maintenance issues. He suggested that inviting nore
trucks to drive the Dalton H ghway is counterproductive both
environmental |y and because the state's depart nent of
transportation has to maintain it.

M5. DAVIS concurred, noting it is a tradeoff. The state would
i ncur higher costs on nmaintaining and repairing the haul road
but it would be offset by the consideration that the |egislature
woul d have to nake in deciding whether the state should pick up
t he approxi mat el y 50 percent cost associ at ed Wi th t he
$300 million plant. The question is what would really drive the
correct policy choices in each instance.

MR.  BANKS el abor at ed. He noted the federal Environnental
Protection Agency (EPA) wll require ultra-Ilowsulfur diesel,
whi ch truck engines being built now are designed to burn. In
sonme respects the choice is up to the conpany: nodi fy the
topping plants to nmake ultra-lowsul fur diesel, truck it up, or
seek another alternative. The state will allow a deduction for

the cost of buying diesel to run in the trucks, because it is a
gqualified |ease expenditure, but the conpany provides the
sol uti on. Al though it would great to have sone kind of |ow
sul fur credit that takes into account what the trucks are
burning on the way up and down, it really isn't an option.

3:22:52 PM

M5. DAVIS turned to slide 34, which read in part, "D sallows
deduction of Dismantlenent Renoval and Restoration (DR&R)
expenses."” She said this exclusion from | easehol d expenditures
was substantially disallowed with PPT. It disallows abandonnent
costs associated with the North Slope. The PPT disallowed costs
associated with the anount of production as of the effective
date of the PPT bill, so the lion's share wll likely be
hi storical production, not that fromApril 1, 2006, forward.

M5. DAVIS explained the internal state governnment conflicts that
were discovered. It wll be a big challenge if the state allows
a deduction for the renmining abandonnent costs associated with
production from April 1, 2006, forward. The arbiter for |ooking

at the level of abandonnment - the threshold of whether enough
has been done both under the |ease and under the statutes - is
DNR, it will be |ooked at under that standard. However, the
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state will be paying about half those costs, and thus there wll
be an inclination to nmake decisions based on whether they affect
state revenue in that respect. Meanwhi |l e, the Departnent of
Envi r onnment al Conservation (DEC) wll be looking at its
st andar ds.

M5. DAVIS further explained that the state wll be either
di shonoring one policy or the other within its governnent, which
IS untenabl e. Furthernore, when these investnents were nade
they fully were recognized to have the obligation of the
abandonment costs, and depreciation has been taken all along for
these costs. Thus the tax benefits have been received already.
Therefore, it was felt that the appropriate solution was to get
rid of the rest of the abandonnent costs for this.

3:25:27 PM
SENATOR GREEN asked whet her initial contracts or | ease
agreenents sai d abandonnent costs are to be shared by the state.

M5. DAVIS answered no, it was actually the opposite. It was
fully their burden. She turned to slide 35, which read:

Di sal | ows t ax- exenpt entities from obt ai ni ng
transferable credit certificates under AS 43.55.023,
and from transferring production t ax credit
certificates under AS 43.55.025

She explained that this provision is a little archaic, not

affecting many entities. It stemred from a nmunicipal entity
that has gas leases and interests and is in a position to be
paying some costs in generating credits. However, it isn't
subject to the production tax law in the first place. It's not
in the ganme for the burden part, but potentially could be in the
gane for benefits. Thus this would level the playing field,

saying that if there is no participation in paying tax, then
there is no ability to nonetize credits.

CHAI R HUGGE NS asked which municipality this applies to.

M5. DAVIS said the Municipality of Anchorage is the one entity
she knows of.

3:26:49 PM

M5. DAVIS junped ahead to slide 38, relating to Cook Inlet,
noting it was put in the wong place, as a credit adjustnent,
but is actually a |easehold expenditure issue. The body of
slide 38 read:
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Clarifies that deductions arising from Cook Inlet
operations nust first be used up in Cook Inlet and may
not be shielded by tax ceilings

- Consistent with existing regul ations

She explained that this issue was found when witing the

regul ati ons. There is a right way to do it under the
regul ations, and all parties involved in Cook Inlet understand
how it needs to be. But the statute wasn't clear. Thus this

clarifies that when there are |easehold expenditure deductions
relating to a Cook Inlet operation, those nust be absorbed and
used up to the PPT tax level, even though the ceiling is under
ELF. It reduces the anpbunt available as a "carry forward | oss”
for future years. The goal is not to have the ceiling escal ate
as to how nmuch cost is available to carry forward; it needs to
still track what would be allowed under PPT, even though that
bill wouldn't be paid. So this is a cleanup, keeping it
consistent with the regul ati ons.

SENATOR W ELECHOWBKI hi ghlighted capital investnent credits. He
recalled yesterday Dr. van Meurs had said that beyond the
20 percent capital investnment credit there is, in his view, no
need for further exploration incentives; he'd provided exanples
of the state paying 70, 80, or 90 percent of the cost of

expl oration. Senat or W el echowski also recalled hearing talk
that if new gas wells are developed, the state gets nothing
because so many credits would apply. He asked whether ACES

corrects that in any way.

M5. DAVIS noted on Sunday M. Banks would address exploration
credits and how ACES nmekes changes to either enhance or |eve
the playing field for explorers. She turned to slides 36 and
37, "Credit Adjustnents.” Slide 37 read:

Elimnates Transitional Investnment Expenditure (TIE)

Credits

- Credits are based on expenditures from as far back
as 2001 and are not transferable

- TIE credits are available only to incunbents and not
new entrants

She clarified that this is the TIE credit in PPT. This all ows
producers who had |easehold expenditures - <capital credits -
five years prior to the passage of PPT to capture those past
investnments and to cast them forward as capital credits at a
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rate of 20 percent of those each year, not to exceed 10 percent
of the total tax bill.

M5. DAVIS recalled that Dr. van Meurs and perhaps M. Johnston
had spoken about this yesterday. She said there are differing
views. However, econom sts largely ask why state funds woul d be
used that do not serve as an incentive. When these funds were
spent, there was no expectation of credits. The state is trying
to tighten it up and get nore bang for its buck on things that
actually yield a future benefit. The recomendation is that TIE
credits be elimnated going forward.

3:30: 37 PM

SENATOR STEDMVAN recalled that the TIE credits were examned in
several commttees and that the departnment had been supportive
of this and had worked through nodeling exercises with the
| egi sl ature. He asked whether the expectations in the nodeling
were fairly close to what has been clainmed or whether there was
some huge di screpancy.

M5. DAVIS responded that she'd get back to him on this. She
opined that the state received about $45 million in credit
requests under this in the first year, but couldn't say whether
it matched the forecast. In further response, she said if they
get a breakdown for different areas, they'll provide it. But
they don't always have that |evel of detail.

3:31:41 PM
SENATOR WAGONER asked whether the final PPT bill version |ast
year retained a two-to-one on the "look back": to get a one-

dollar credit, a conpany would have to expend two additional
dol | ars.

M. DAVIS affirned that.

SENATOR STEDVAN asked whether there was any indication that this
particul ar section had encouraged expansion and devel opnent to
get the two-to-one.

M5. DAVIS said she'd take a look, but the departnment keeps
comng up dry when asked whether it is increased spending or
just higher costs. She surm sed the answer wouldn't be found
until books could be | ooked at and so forth.

3:33: 03 PM
SENATOR STEDVAN asked whether a policy call nust be made w t hout
numeri ¢ backup, then. O are there nunbers that aren't in the
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state's best interests and thus the desire is to change the
policy? He asked who is driving the train.

M5. DAVIS acknow edged these are good questions. She said even
if there were precise nunbers about capital expenditures, tying
this to the notivation - whether or not a capital expenditure in
a forward year is attributable to the TIE credit nmatch or to the
capital or exploration credit itself - would be difficult. Mny
elements in PPT and the ACES revisions were designed to notivate
future investnent. For the state to pick which it was would be
chal | engi ng. In response to Chair Huggins, she indicated DOR
woul d bring a side-by-side conparison tonorrow. She pointed out
that there is one other credit, not included in the slides.

CHAIR HUGA NS asked to hear Senator Welechowski's questions
first.

3:34:29 PM

SENATOR W ELECHOWSKI asked whether it is true, as stated by
Dr. van Meurs vyesterday, that the gas line is dead and
unecononi c. He al so asked whether ACES inpacts construction of
the gas line in any way. He suggested at sonme point Al askans
need a response.

M5. DAVIS replied that the adm nistration wouldn't support the
broad statenent that Dr. van Meurs nade regarding the gas line

econoni cs. It is hard to judge what he is conparing, although
clearly he's looking at a line from Al aska through Al berta and
Back East. She said the netbacks from Back East are sone of the
ol d dat a. It also ignores that the Al aska Gasline I|nducenent

Act (AG A set up an application process designed to elicit
applications not only from the North Slope to the Mdwest, but
also that could potentially be driving gas to Valdez for a
liquefied natural gas (LNG plant, for instance. There are
vari ous options.

M5. DAVIS said Dr. van Meurs' statement that North America's
mar ket s have changed ignores that Alaska's gas has nore than the
North American market. She cited the "hungry" market for LNG in
Asia and other parts of +the world. Ms. Davis expressed
confidence that there'll be sonme interesting proposals, a
variety of applications that reflect different markets and
structures; those are expected by the end of Novenber.

SENATOR W ELECHOWSKI asked whet her ACES inpacts AG A or the gas
l'ine.
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3:36:48 PM

M5. DAVIS answered that the focus in the bill is oil. The
admnistration doesn't want to ask the legislature to change
things in an air of speculation or hypotheticals. A lot nore
will be known in the next few years about a potential gas
commerci al i zation project. There'll be a much clearer view of
how industry |looks at +the weconomcs and who the state's
conpetitors are worldw de. Al though PPT and ACES both treat oi
and gas the sane, gas has sone different econom cs. She
predicted a directional change in the next few years that wll
be favorable to industry in terns of nmaking the tax structure
nore facilitative of the process.

3:38:44 PM

CHAIR HUGGA NS referred to slide 21 shown by Dr. van Meurs
yesterday, recalling the follow ng: He'd said the gas pipeline
isn't economcally feasible now, based on two variables, gas

price risk and cost overruns; he'd nentioned about $20 billion
and that this had at |east doubled; and he'd said "it's dead
unl ess you liquefy the gas." Noting the state would spend huge

anounts in pursuit of a gas pipeline, Chair Huggins expressed
hope that people are working hard to ensure the state doesn't
get blindsided and would consult wth such experts. For
exanple, what if there is an encouraging application and the
state spends its noney, but Dr. van Meurs was correct?

M5. DAVIS enphasized that before the state nakes a nonetary
commtnent, it will have to have been verified by state experts
to be credible, realistic, and designed to provide a path to an
econom c project. This is part of the admnistration's
obligation in making a presentation to the |I|egislature when
comng forward with a proposal believed to do that. At that
point, the adm nistration will have to show why it believes that
application is credible and addresses precisely these risks
relating to gas prices, cost overruns, and other market factors.
These key questions nust be addressed first.

3:41:16 PM

CHAIR HUGGE NS pointed out that the admnistration's task, within
a hundred and sone days, is to choose sonebody's application and
then hand it to the |legislature. It is a big task. He
encouraged using all available assets, including Dr. van Meurs.

SENATOR WAGONER urged Chair Huggins to wite to Dr. van Meurs on

behal f of this commttee, asking himto specify what pipeline he
was tal king about. For instance, was it a 52-inch pipeline from
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the North Slope to Chicago, or a 48-inch pipeline fromthe North
Sl ope to Al berta?

SENATOR STEDVMAN related his understanding that under the AGA
process soneone doesn't have to own gas reserves. The state
could still issue the license to sonmeone who has no gas to go in
the line at all.

M. DAVIS affirned that.

SENATOR STEDMVAN added to Senator Wagoner's point, suggesting the
need for a conversation with the Legislative Budget & Audit
Comm ttee about having sone further work done on that coment so
it can be addressed during this special session.

3:43: 00 PM
CHAIR HUGA NS noted they're viewing a snapshot today to | ook at
the tax issue, but it cannot be done in a sterile environnment.
He suggested the departnent's task is to help bridge this
through multiple years to ensure this is economcally viable for
the state.

M5. DAVIS returned attention to the final credit, saying it
woul d be addressed further on Sunday when there is discussion of
ACES and the structure of the different economc settings,
including how it changes PPT. One slight change in the way
credits are handled is the 10 percent gross-tax floor for |egacy
fields. One aspect is that capital credits that arise in those
fields stay in those fields. Thus Prudhoe Bay and Kuparuk
credits would stay within those two fields, although they could
cross over. Oherwise, it defeats having a floor.

SENATOR STEDVAN requested that the side-by-side conparison,
which M. Davis would try to provide tonorrow, address "ring
fencing" and why it was excluded last tine. He clarified that
t here had been discussions when | ooking at PPT and setting a tax
rate as to whether particular areas such as Prudhoe Bay and
Kuparuk should be treated differently from the rest of the oil
basin, or whether everything should be aggregated to get an
average calculation that would be easier to adninister. He
recalled there'd been sone conplexities with the ring fencing
approach, although it would allow a tiered tax structure.

3:45: 54 PM

M5. DAVI S acknow edged the request. Concluding the presentation
on ACES, she advised nenbers that tonorrow there would be
di scussion of Alaska's position in the global conpetition,
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focusing on the net tax and the changes suggested w th ACES,
including how it positions Alaska to conpete wth other
jurisdictions. Sunday there would be a | ook through the eyes of
the industry wth respect to how it views Alaska and the
opportunities for reinvestnment and new i nvest nent.

CHAI R HUGGE NS t hanked the participants. SB 2001 was hel d over.
There being no further business to conme before the commttee,

Chair Huggi ns adjourned the Senate Resources Standing Conmmttee
meeting at 3:47:06 PM
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