ALASKA STATE LEG SLATURE
HOUSE SPECI AL COW TTEE ON O L AND GAS
January 17, 2002
10: 03 a. m

MEMBERS PRESENT

Representative Scott Ogan, Chair
Representative Hugh Fate, Vice Chair
Representati ve Fred Dyson
Representative M ke Chenaul t
Representati ve G etchen Guess

VEMBERS ABSENT

Representative Vic Kohring
Represent ati ve Reggi e Joul e

OTHER LEQ SLATORS PRESENT

Representative Joe G een

COW TTEE CALENDAR

OVERVI EW AND UPDATE BY THE DIVISION OF O L & GAS
OVERVI EW ON STATE OFFERI NG TO SELL "ROYALTY" GAS
PREVI QUS ACTI ON

No previous action to record

W TNESS REG STER

PAT POURCHOT, Comnmi ssi oner
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400 WI I oughby Avenue, Fifth Fl oor
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POSI TI ON  STATEMENT: Gave brief overview, introduced speakers
fromthe Division of Gl & Gas, and answered questi ons.
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550 West Seventh Avenue, Suite 800
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POSI TI ON STATEMENT: Gave overview of oil and gas activities and
answer ed questi ons.

KEVI N BANKS, Petrol eum Market Anal yst

Division of Ol & Gas

Departnent of Natural Resources

550 West 7th Avenue, Suite 800

Anchor age, Al aska 99501-3560

POSI TI ON STATEMENT:  Answered questions relating to the contract
bet ween Unocal and ENSTAR [ Natural Gas Conpany].

W LLI AM NEBESKY, Petr ol eum Econom st

Division of Gl & Gas

Department of Natural Resources

550 West 7th Avenue, Suite 800

Anchor age, Al aska 99501- 3560

POSI TI ON  STATEMENT: Ofered information relating to gas
supplies in Cook Inlet.

BONNI E ROBSON, Deputy Director

Division of Ol & Gas

Depart ment of Natural Resources

550 West Sevent h Avenue, Suite 800

Anchor age, Al aska 99501-3560

POSI TI ON  STATEMENT: Gave overview addressing the state's
process for a royalty-in-kind sale in the event of a major gas
sale off Alaska's North Sl ope; answered questions.

ACTI ON NARRATI VE

TAPE 02-1, SIDE A
Number 0001

CHAIR SCOTT OGAN called the House Special Commttee on Gl and
Gas neeting to order at 10:03 a.m Present at the call to order
wer e Represent ati ves Qgan, Dyson, Fat e, and Guess.
Representative Chenault arrived as the neeting was in progress.

CHAIR OGAN rem nded nenbers that the |egislature nust approve
any sale of gas. He noted that the producers had issued a
| etter [dated January 15, 2002] saying they are not in support
of such a sale at this tine.

OVERVI EW AND UPDATE BY THE DIVISION OF O L & GAS

Nunber 0151
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PAT POURCHOT, Conm ssioner, Departnment of Natural Resources
(DNR), offered general coments as a prelude to discussion by
Mark Mers and Bonnie Robson of the Division of Gl & Gas.
Despite recent news of |ayoffs by sone conpanies that operate in
Al aska, he said "we have a lot of good news in the oil and gas
industry in Alaska.” He pointed out Al aska's trenendous, proven
reserves of both oil and gas, "of national scale.”

COMM SSI ONER POURCHOT referred to a handout, "Alaska Ol and Gas
Activities," dated January 2002. He highlighted that [ Al aska]
has 36 percent of the total U S. oil reserves, in the anpunt of

8 billion barrels of oil; has 17 percent of the total U S. gas
reserves, in the amount of 35 trillion cubic feet of gas, al nost
entirely on the North Slope; and is producing 20 percent of the
total U S. oil production [the packet nentioned 1.04 mllion
barrels of oil a day]. Al t hough production is greatly reduced
from earlier days, last year oil production increased for the
first time in many years. Comm ssi oner Pourchot nentioned the

Al pine field, Northstar, and sone snmaller satellite fields that
are adding to the production and countering the decline in the
Prudhoe Bay field.

COWMM SSI ONER POURCHOT referred to the page of the handout titled
"The State Revenue Pie, Petroleum Revenue sources, (FY 2001)."
He clarified that DNR is responsible for the "royalty side of
the picture,” whereas the Departnent of Revenue collects the
tax, particularly severance and corporate tax. Last year saw a
10 percent increase in state revenue fromroyalties, w th about
$1.1 billion collected. Wil e the ampbunt of production and the
price of oil clearly have much to do with that, DNR s D vision
of Ol & Gas has sone very skilled, experienced people doing a

lot of the day-to-day negotiating, unit work, |easing work,
defining of |ease terms, calculating of valuation, and audit of
the royalty function. Commi ssi oner Pourchot told nmenbers that
all of those functions contribute significantly to Al aska's

getting its fair share of oil and gas royalties.
Number 0473

COW SSI ONER POURCHOT offered general remarks about the current
status of the state's royalty gas sale. He noted that in the
| ast | egislative session, the legislature was presented with a
proposal by a group called Netricity and took a keen interest in
the possibilities of using natural gas on the North Slope for
el ectrical generation to run a conputer server. The |egislature
had passed a resolution urging DNR to | ook into ways of perhaps
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providing gas on the North Slope for that activity, with the
mention of a royalty gas sale. He conmented:

W always have the ability, wunder our oil and gas
| eases, to take either our oil or gas in-kind, which
is to take delivery of gas or oil - our, the state's,
royalty share, about, in nost cases, an eighth - and
do what we will with it. ... In the past, on the oil,
for exanple, we've sold to Tesoro. W currently have
a fairly large commtnment of ... royalty oil to
Wllians up in the Interior for [refining]. And so,
in the case of gas, we have those options also.
QO herwi se, we say what we term "in-value,” which is

we just allow our royalty to be shipped along with

the producers' oil, in this case, to market, and then
we get a netback price on the sale of our oil as the
producers sell ... their oil.
Nunmber 0607

So, beginning this summer after the session we
continued to neet with Netricity. There were | ega
issues involved in just taking our gas wthout the
producers' gas. W urged them to talk to producers,
which they did. They began negotiations and

di scussions with producers for possible gas sources on
the North Slope. W have not heard fromthemrecently

any further on their desires for North Slope,
Al aska- owned, state-owned gas.

However, at the sane tine we were hearing from
producer groups about the possibility of an open
season for bidding or nomnating capacity in a
potential gas line, ... last sumrer it was told to us
that it could occur as early as January or February or
the first quarter of '03, today.

W also were hearing from conpanies who were
interested in participating in an open season who were
explorers at this time, who nmay not have proven gas
reserves, who wanted sonme ability to bid in an open
season, on the assunption that they m ght produce gas
or have gas available that they would want to ship
seven or eight years from now, and were interested in
the state's royalty share, bidding on that, as a
backstop for bidding gas.
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W also heard from sone conpanies interested in just
mar keti ng gas, having gas comng through a pipeline
and marketing it into their distribution systemin the
Lower 48. Also, WIllianms had nentioned and expressed
sonme interest in the possibility of utilizing royalty

gas |like they wuse royalty oil for sone potential
petrochem cal devel opnent, particularly in Interior
Al aska. So, we had a nunber of different Kkinds of

interests, and we are also facing a possible open
season the first quarter of cal endar year 'O03.

COW SSI ONER POURCHOT, noting that there is a statutory process
if the state is to sell royalty gas, told nenbers:

It was our determnation, to preserve all options,
that we should start that process this last fall,
which we did. W went through a best-interest

finding, we finalized a best-interest finding under
the Act in Decenber, we held a royalty board hearing,
we took public comment, we took public testinony, and

at the end of last nonth we went out to a fornal
invitation for proposals ... that is running now and
will end at the end of January.

W don't know who ... may participate or nmake a
pr oposal . W don't know what the proposals m ght
consist of. But we will be entertaining those offers,
and we are not conmitted to making an acceptance of a
proposal. Those proposals will be avail able publicly.

And as you stated, M. Chairman, if we were to
accept a proposal, if we were to then follow up and do

a contract with a conpany, that contract would be
brought back to the legislature under state |law for
debat e and approval - or not.

Number 0847

CHAI R OGAN asked whether Conmm ssioner Pourchot anticipates it
wi | | happen before the end of the current |egislative session.

COWM SSI ONER  POURCHOT said the schedule allows for that; the
timeframe probably would be around the end of WMrch, no later
than the first of April.

Nunber 0877
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COMM SSI ONER POURCHOT i ntroduced Mark Mers, Director, D vision
of Gl & Gas, and Bonni e Robson, Deputy Director

CHAI R OGAN noted the presence of Representative Joe G een.

Nunber 0922

REPRESENTATI VE DYSON requested a synopsis regarding Cook Inlet's
present and future gas reserves. He asked whether recent

di scoveries have altered that picture.

COW SSI ONER POURCHOT deferred to Mark Mers, but added that

Cook Inlet activity has increased, with "interesting things"
being found there and interest being shown by a nunber of
conpani es. He also noted that using noney appropriated by the

| egi slature |ast year, [the department] has been conducting an
in-state demand study for gas; the results focus on overal
supply and potential demand for gas if there were a gas line to
the Interior, but also address questions relating to Cook Inlet.
The study's results should be finalized the mddle of next week,
and [DNR] will provide this commttee with copies of that study.

CHAIR OGAN conplinmented the comm ssioner on the |level of
professionalism in the Division of Gl & Gas, especially in
upper -1 evel managenent; he nentioned M. Mers and Ms. Robson.

COWMM SSI ONER POURCHOT expressed pride in DNR s personnel, then
expressed thanks that the legislature has been wlling to
provide funding to allow an increase in salaries of sone of
DNR s nost seasoned, experienced professional people; before
that, the salary structure was far below the private sector's,
and retention and recruitnent was difficult for key people.

CHAIR OGAN remarked that DNR s personnel still work for |ess
than they could receive in the private sector. He wel coned M.
Myers and Ms. Robson to the w tness table.

Number 1128

MARK MYERS, Director, Dwvision of GI & Gas, Departnent of
Natural Resources, noted that on teleconference were other
di vision personnel to answer technical questions. He prefaced
his presentati on by enphasizing how healthy Al aska's oil and gas
industry is, as well as noting the inportance of understanding
where the division sees gas potential and how the RIK [royalty
in-kind] sale fits into the overall scheme of state oil and gas
activities.
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MR. MYERS returned attention to the handout and referenced the
page titled "Historic and Projected Alaska O Production, 1975
- 2022." He stated:

W have sone very, very good news on this slide.
Since 1988, peak production, we've seen North Slope
production fall from over 2 mllion down to 1 mllion
barrels per day. The good news is, we're actually
stabilizing and increasing a little bit of production.

MR. MYERS noted that nost of Alaska's initial production was
from fields at Prudhoe Bay and Kuparuk. Although that is stil
true, it is a nuch smaller percentage. There are new fields
com ng online. M. Mers pointed out the significance of this
for the state. Two things have happened, he said. First, there
have been substantial exploration successes "for smaller
subtle, stratigraphic oil traps.” Second, the technol ogy has
changed, as has the creative use of technol ogy. The cost
structure has been driven down on the North Slope, and it nowis
affordable to develop these fields, particularly near the
i nfrastructure.

MR. MYERS pointed out that what is needed is a mgjor field to
anchor that infrastructure; that was Prudhoe Bay initially,
foll owed by Kuparuk, and now Al pine is having the sane effect

nearer the NPR- A [National Petroleum Reserve - Alaska] area.
"Once we do that, we can see nore exploration, and then
devel opnent, through those existing facilities of smaller
satellite fields,” M. Mers conmented. "W're seeing a |ot

nore oil production now comng out of satellite fields, and this
graph doesn't totally capture it all."

Nunber 1260

MR. MYERS referred to the next graph in the handout, "Historic
and Projected Prudhoe Bay QG| Production, 1975 - 2022." He
pointed out the decline in Prudhoe Bay production, from 1.6
mllion barrels a day down to the current 507,000 barrels a day;
he said Prudhoe Bay has been |osing production at an average
rate of 8 to 10 percent a year, a significant loss. In order to

replace that and stabilize production, an Alpine-sized field
must be brought online every other year, or else a Tarn- or
Meltwater-type field must be brought online every year. "We're
going to be able to do that in the short term" he noted. "W\
have Meltwater com ng online; Northstar canme online this year at
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about 24,000 barrels per day, ranping up to 60 [thousand]." M.
Myers enphasi zed how positive this news is.

MR. MYERS told nenbers that as production spreads away from
existing infrastructure and is produced in new participating
areas and new units, the overhead for managenent of these fields

- both for the conpanies and the state - is significantly
hi gher. \Wether a unit produces 500,000 barrels a day or 50,000
a day, it often involves nearly the sanme anount of

adm ni strati ve work.
Nunber 1324

MR. MYERS, in response to a question from Chair QOgan, said it is
usual |y geol ogists who nane the units, starting at the prospect
| evel ; these names typically are unrelated to the geographic
| ocations and often follow a thene.

Nunber 1401

MR. MYERS returned to the presentation and highlighted the good
news regarding the Prudhoe Bay decline: it is "flattening"” and
conpanies are having success in finding and devel oping these
smal ler fields. The chall enge, however, is in admnistering

many nore units, over a nuch broader area.

MR. MYERS turned attention to a map, "North Slope Ol & Gas
Activity and D scoveries, 2002." He enphasized that activity is

being seen over the entire North Sl ope. He drew attention to
the Alpine field, which is exceeding initial expectations and
now is producing alnost 100,000 barrels a day. In addition,

there are two significant "satellite discoveries”" to Al pine:
Nanuk to the south and Fjord to the north. Therefore, there is
potentially anot her 100 mllion barrels of sur roundi ng
"satellite oil." M. Mers enphasized that once there is an
"anchor" field, there will be additional exploration and better
econom cs for smaller fields.

MR. MYERS highlighted a significant event this year, what he
termed a | andmark agreenent between the producers and the state
to expand the Point Thonson Unit; critical devel opnent targets
there need to be net, he noted, including "devel opnent
drilling." He further noted that Exxon, as the operator, has
been going through an "aggressive" permtting schedule now to
develop it, and he indicated there is a desire to see the first
oil flow from there in 2007 - 2008 or slightly later. Li ke
Al pi ne, Point Thonmson is an anchor field. It also is a very
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inportant part of a [potential] gas line because it is a gas
condensate field with an oil rim and a probable gas cap. M.
Myers inforned |isteners:

W'll see both liquids and gas potentially produced
out of Point Thonson. The current plans are gas
cycling, where they l|leave the gas in the ground and
produce only liquids, but it's likely that we wll
see, in a gas-line scenario, gas sales comng out of
Poi nt  Thonson. That wll prove as an anchor. Not
only will that produce ... the 300 mllion barrels of

liquids, but also, potentially, up to 8 tcf
[trillion cubic feet] or nore of gas comng out of
that field. A very substantial portion of the North
Sl ope gas reserves are there. [It's] very good news

that now we're noving forward with devel opnent through
an aggressive permtting schedule, and we have
solid commtnents toward devel opnent.
Nunmber 1518

CHAI R OGAN asked how far east the current infrastructure exists.

MR. MYERS answered that it currently goes as far as Badam,

whi ch has an underutilized oil line that probably will play a
significant role in the devel opnent of Point Thonmson. The "very
good news" is that it wll open up nore exploration for
satellite [fields]. There are many known "satellite

accunmul ati ons"” surrounding and internal to the Point Thonson
area, he noted.

Nunber 1544

MR. MYERS pointed out the anmount of exploration activity: 12 to
13 wells expected to be drilled this year on the North Sl ope
with 5 of those to be operated by Phillips in NPR-A working
both on the successes they've had up to this point in ternms of

delineation of conmercial reserves and on new exploration. He
stated, "They have announced an Alpine-like equivalency ... in
gas, oil, and condensate. So it's very positive news in the
effort in NPR-A" He added that the state took a significant
role, early on, in addressing federal concerns about having a
| ease sale. One role of the division, he pointed out, 1is
advocacy for responsible oil and gas devel opnent, whether in

NPR-A or ANVR [Arctic National WIldlife Refuge].

Nunmber 1586
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MR. MYERS continued, noting other exploration activity south of
Kuparuk, one on "Artic slope land" and one on state land in the

central foothills, also operated by Phillips. He added that
Anadarko is "branching out” and will drill a separate, dedicated
well in NPR-A He said it is "very good news to the state to
get as many operators drilling as we can," because it increases
conpetition, capital, and the likelihood of successf ul

expl oration.

MR. MYERS referred to offshore areas, noting that north of the
Prudhoe Bay Unit is the MCovey prospect; he indicated DNR hopes
to see an exploration well drilled offshore there this winter or
next w nter. Anot her significant event has been that Al berta
Energy Conpany Ltd., a relative newoner to the state, is going
to operate that well.

MR. MYERS hi ghlighted another positive event: BP [ Expl oration
(Alaska) Inc.] is going to operate a well for Alaska Venture
Capital Goup to the north of Prudhoe Bay. This is another set
of independents who got together, fornmed a consortium and are
going to drill on the North Slope, M. Mers told nenbers. He
said the departnent's effort to try to assist "in every way we
can" to get these independent conpanies and other conpetition on
the North Slope "is an extrenely inportant part of our job." He
added:

W take it very seriously, and we're seeing sone
success. And that is particularly inportant when you

have major conpanies like BP pulling nost of their
exploration capital out of Al aska. So, we're trying
to balance and backfill the vacuum | think the

commi ssi oner showed you, on the front end, it's very
positive that we have very good geology and very high
potential . That's our nunber-one selling point it
conmes down to, and a very prolific oil basin and gas
basin on the North Sl ope.

Number 1655

MR. MYERS turned attention to Cook Inlet, noting sone highly
positive devel opnents there. In particular, Unocal, Marathon
[G| Corporation], and Forest G| [Corporation] have stepped up
activities for gas exploration. He indicated four new
exploration units have been fornmed in Cook Inlet. Cosnopolitan
noted on the mp in the handout, is being used for oi
exploration by Phillips, he noted, which is currently drilling a
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well there. M. Mers also nentioned the Deep Creek, Ninilchik
and South Ninilchik Units, just recently forned with Unocal,
Mar at hon, and CIRI [Cook Inlet Region, Incorporated] "in various
portions in various units"; those are exploration units for gas.
Furthernore, Unocal had reached a "pretty lucrative contract for
gas" with ENSTAR [Natural Gas Conpany], which "spurred a |ot
nore desire, higher price levels, it is believed, and ... a lot
nore exploration for gas in Cook Inlet."

MR. MYERS said the primary oil success to this point has been
"Forest Energy - Redoubt Shoals."” He explained:

They had a small, known oil accunulation that took a
fair amount of substantial risk to go in there and set
an actual platform before they'd delineate sufficient

reserves. ... They're drilling a fourth well now
They've announced 50 mllion barrels recoverable,
which makes it an [econom c] proj ect wth a
significant upside, perhaps as high as 190 mllion
barrel s. So, major new oil production you can expect
out of Cook Inlet - very good news on oil, very good

news on gas.
Number 1720

MR. MYERS reported that there is an open season proposed now by
Unocal for a gas pipeline going as far south as Homer. He
commented, "You nmay see not only nore gas produced to the north,
but actually l|ocal energy supply down to Honer, out of this
exploration, should it be successful."”

CHAI R OGAN asked whether there is a possibility that the open
season will be extended |later.

MR. MYERS answered that the pipeline systens under "comon

carrier™ - oil pipelines, basically - involve a nomnation
process that goes on continually. Gas pipelines, in contrast,
are typically called "open-access pipeline." There is a front-
end open season during which people conmt to capacity on that
line, and the line is then built to those specifications. | f
the pipeline conpany so <chooses, it can build additiona
capacity on the line, based on the belief there wll be
addi tional custoners |ater on. The conpany can "preplunb for

expansi on wi thout actually having expansion occur early on," and
there are many different options. That commtnent to ship gas,
however, controls the size of the devel opnent of that pipeline.
"It also has to be backstopped with sufficient reserves to be
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financed for a certain period of tine to get approval," he
added.

MR. MYERS further answered that the second part of the equation,
shoul d additional gas be found, is that people can go to that
pi peline conpany and request that the pipeline be expanded.

Expansion could take place through "looping" the pipeline -
adding pipe in critical sections - or by increasing conpression
capacity; in that case, the pipeline [conpany] nust decide
whether it is going to expand. Generally, if it's in the
pi peline conpany's econonmc interest, it wll expand the
pi peline. "There could be multiple open seasons," he concl uded,
"but that ... capacity in that pipeline's geared toward the

initial nomnation in that first open season.”
Number 1819

REPRESENTATI VE DYSON nentioned a study done by a distributing
conpany indicating the supply could be vulnerable in the 2007 -
2009 tinmefrane. He asked whether that has been pushed back or
ot herw se changed.

MR. MYERS noted that the results of the exploration drilling
have not been made public, but said [the tinmeframe] could be
pushed back, depending on the results. The two issues are the
anount of available gas and how that gas is used. There are
three major [uses] currently: the local energy nmarket, which is
the highest value per nctf [mllion cubic feet]; the export of

LNG [liquefied natural gas]; and "the fertilizer market, the
mar ket for Agrium?"”

MR. MYERS said the |ower-paying part of the market would suffer
first, depending on how that gas is allocated to those various
resources; it depends on the length of that wvulnerability
peri od. A further elenment is whether there wll be additional
usage and what the increased anmount of denmand will be; that is
what a demand study wll address, in part, which [should be
avai |l abl e] Wednesday. Shoul d these discoveries be successful
he added, "we can be assured that that date will be pushed back
if existing use and reasonable expansion is taken into account;
how far, we won't know until we see the reserve results.”

Nunber 1882

CHAI R OGAN recalled hearing that in 2003 there will be some peak
| oads.

HOUSE O&G COW TTEE -12- January 17, 2002



MR. MYERS replied that there are two issues. First is overall
demand on a yearly basis; at certain tines in winter the | ocal
energy use increases dramatically, and the question is how to

nmeet peak denands. One of the big "drivers" to neeting peak
demands is a price structure that rewards the providing of gas
during those peak periods. He commented, "I think we have a
mar ket -driven structure now, ... wth the higher gas prices."

He noted that although |ocal consuners pay nore for gas under
those <contracts, [the higher price] spurs exploration and
devel opment of additional resources, and it creates additional
capacity in the system

CHAI R OGAN suggested that higher prices are tied to the "Henry
Hub" to sone extent.

MR. MYERS noted that Kevin Banks could address specific details
of ENSTAR s contract, but said basically it is tied to a floor
price and then is indexed to Henry Hub.

Nunmber 1935

KEVI N BANKS, Petroleum Market Analyst, Division of Ol & Gas,
Departnent of Natural Resources, added via tel econference, "The
nost recent contract that we are aware of between Unocal and
ENSTAR provides for a Henry Hub index. It starts at a $2.75
floor, and the Henry Hub index is indexed over a three-year
novi ng aver age. "

Nunmber 1950

REPRESENTATI VE DYSON surm sed that Alaska has no secure gas
supply for future, expanding industrial use; furthernore,
existing fertilizer and LNG uses are in sone ways vulnerable in
the near term

MR. MYERS answered, "I don't think in the near term but in the
long term"™ He nentioned that there are sone nmanagenent issues,
but cited positive devel opnents including shallow gas, potentia
coal -bed n®ethane, addi ti onal expl orati on, and exploration
licensing in areas that are "predomnantly gas." He said the
first response to the need for gas is to "turn up the hunt for
supply.™ He added, "W're seeing that in a lot of different
ar eas. So | think we can find nore gas. How do you quantify
that? It's difficult, but I think potentially that day could be
pushed back significantly." He noted that WII Nebesky was on
tel econference to talk about current usage "and when we see
needs for ... peak-demand gas versus |long-term supply issues.”
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Number 2002

W LLI AM NEBESKY, Petroleum Economst, Division of Ol & Gas,
Department of Natural Resources, told nenbers one way to | ook at
it is that industrial uses of gas have sone "exposure" if new

reserves are not brought online in Cook Inlet. He agreed that
hi gher prices for gas are probably on the horizon for all Cook
Inl et gas consunmers. In terns of annual deliverability to users

in Cook Inlet, he said "it does becone an issue sonetime around
2005." He added:

Basically, it would take about another ... 1-tcf
di scovery of gas, which wuld add the current
approximate 2 to 2-and-a-half (indisc.) of existing
reserves in Cook I nl et, woul d push t hose
deliverability thresholds out about five years; that
is, a tcf would probably extend the demand-supply
bal ance problens out about an additional five years
from the existing point where demand and supply
bal ance (indisc.) beconmes an issue (indisc.).

Nunber 2070

REPRESENTATI VE DYSON suggested that after [the commttee]
recei ves the demand study, nenbers should reconvene on this very

subj ect . He then asked whether the new concerns about honel and
security [following the Septenber 11 terrorist attacks] are
having any inpact in Cook Inlet. He noted that there was a
harsher "ice environnent™ in the upper inlet than before; he

asked whet her there were any concerns there.

MR. MYERS noted that Comm ssioner Pourchot is on the commttee
for honel and security in Alaska. He said there are two thrusts:
the state's issues and the mlitary response. However, he said,

he didn't know in detail what the concerns were. He
acknowl edged that "point sources” |ike LNG plants are of
concern, and he reported that the conpanies have increased
security and that the state has been looking at it. As for how

it affects exploration and devel opnent, he concluded that "we
haven't seen any significant effects to it."

Nunber 2108

REPRESENTATI VE DYSON remarked that in Valdez there is an
"exclusion zone" around the port, and he nentioned the U S
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Coast @uard. He stated his understanding that there hasn't been
any of that in Cook Inlet.

MR. MYERS answered, "Not to ny awareness, but we're in very
close proximty to those F-15s at Elnendorf on alert, so that's
sone confort. ... W certainly have the mlitary force to
respond.” He added that he wasn't the right person to explain
t he details.

CHAIR OGAN announced that there wuld be an overview by
Evergreen Resources, probably at the end of the nonth.

MR. MYERS said [the division] would be happy to present the
results of the demand study to the conmttee, if the commttee
so desires.

Number 2137
MR. MYERS added:

What DNR can do for you is to nmake sure our |easing
program - our unitization issues - work as snoothly as
possi bl e, and to accel erate expl oration and
devel opnent . We definitely have some budget issues
with dealing with the issues, and I know we have sone
potential changes we mght recommend to the shall ow
gas leasing program to help stinulate and bring on

nore gas. W think these prograns are inportant
elements to stinulate nore gas for Cook Inlet, as well
as making sure ... that the exploration prom ses the
state makes, in terns of ... our speedy unitizations

and permtting, take place.

Nunber 2176

MR. MYERS brought attention to the next "slide" in the packet,
whi ch shows the areaw de |easing schedul e. Noting that there
has been an increase to four areawide sales per year, he
suggested it shows that the division "delivers what it
prom ses. " The sales typically are held in Cctober and My,
with two sales at a tine; the next sale is scheduled for My 1.
There will be four sales [a year] into the foreseeable future.
Nunber 2187

MR. MYERS turned attention to a graph titled "Cunulative Bonus
Bi ds." He noted that cunulative bonus bids, over a period of
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time, bring a substantial anmount of inconme to the state. Last
year, for exanple, the sales brought in about $25 mllion.
Al though the major "driver" is royalties, there is "real noney"
to the state treasury in the |easing process itself.

Nunber 2201

MR. MYERS brought attention to the page titled "2001 Areaw de
Lease Sales.” He remarked that the North Slope foothills sale,
in the "gas-prone area," had the |argest anmpbunt of state acreage
- alnbst a mllion acres for 170 bids - ever sold in a sale. He
comment ed:

One of the inportant aspects is we were able to

diversify our base of resale participants. W have
Burlington Resources, Petro-Canada involved, Unocal,
Al bert Energy, Anadarko, as well as Phillips. So
we're ... starting to be able to diversify [the]
i ndustry base, which, again, is a critical conponent
to ... having a healthy industry.

MR. MYERS referenced the North Slope sale highlighted on the
sane page; he noted that Shell had bid on that and remnarked

"It's trenendous to get another ... conpeting 'major' up there -
a high-quality conpany |ike Shell." He also noted that sone
successful "independents” have conme in; in the case of Al aska
Venture Capital Goup, sone have even drilled a well on the

North Sl ope. He enphasized that a nmajor part of the division's
job is not only working to diversify the industry, but also
"getting quality conpanies up here."

Nunber 2247

CHAI R OGAN asked M. Mers whether he foresaw any problens with
operating up there, since "the big three" [producers] operate up
there. He asked whether that is going snoothly.

MR. MYERS answer ed:

| think there's always l|arge commercial issues in
facility-sharing agreenents that need to be ironed
out. ... I'd like to see the state take a proactive

role in the process and support that facilities get
used to their maximum that facility charges are
r easonabl e. But ... those are primarily commerci al
negoti ati ons between the parties.
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The state has |imted authority to do sonething about
it, but it is an area of concern, to nake sure that
i ndependents are ... treated fairly [and] the playing
field is level. | think that's what the state can do,
one thing that's crucial. It's all it can do to
assure that everyone has fair access, whether it be to
pi pelines, oil, or gas, or whether it be to processing
facilities.

Number 2283
CHAI R OGAN asked whether there is a statutory reference to that.

MR. MYERS answered that basically the unitization statutes dea

with [DNR s] ability to expand units when necessary, to maxim ze
production and wuse of facilities. A lot depends on the
"interconnectibility" of reservoirs and exploration processes.
It is very difficult to "force-unitize" an area unless the
geol ogy suggests it is appropriate for unit expansion to occur

because of reservoir managenent issues.

MR. MYERS enphasi zed that the state nust be highly aware that in
order to get nore conpanies on the North Slope, access to the
existing infrastructure 1is of critical inportance. That
i ncludes exploration rigs and permtting expertise, for exanple.
One thing the state can do positively is to educate, "spending
time with these folks in the permtting process, [and to] have a
clear, level, understandable permtting process to go forward,
in all cases.™ In addition to education, the state certainly
can process applications as quickly as possible in order to
accel erate devel opnent and elim nate uncertainty. To that end,
[ DNR] IS aski ng in t he budget for an addi ti onal
"permtter/inspector.”

MR. MYERS cited sone successes, including Mltwater, which
proceeded from di scovery to production within tw years; he said
that is "remarkable” and is a credit to both Phillips and the
state. Some areas, however, perhaps nore environnentally
sensitive, present major challenges. He restated the inportance
of DNR s hel pi ng peopl e understand the "playing field" and doing
what it can to assure people of access to facilities.

Nunber 2354

MR. MYERS, in response to a question from Representative G een
about the cooperation of state and federal agencies, said:

HOUSE O&G COW TTEE -17- January 17, 2002



| think that |evel of cooperation varies at different

tinmes. | think the other agencies are well-
i ntentioned. | think there is coordination through
DGC [Division of Governnmental Coordination] at sone
| evel . W have to renenber, though, that other

agencies have very different statutory requirenents,
and they have to honor those statutory requirenents.

[ The Al aska Departnent of] Fish and Gane, for
exanple, whose job is to protect the habitat --
certainly you can't develop oil wthout sone habitat
di srupti on. So right there, there's always going to
be room for conflict and negotiation about what's
reasonabl e.

So | think the ability to do that depends on several
things, [such as] the wllingness of the agencies and
the individuals in the negotiation. It al so depends
on [the] funding level for those organizations as well
as ours. So overall we encourage cooperation, and
certainly at the governor's level 1've seen ... a
strong desire to see this accelerated oil and gas
devel opnent .

Nunber 2405

MR. MYERS referred to the next page in the handout, "QOl and Gas
Leases Sold."” He highlighted the long-termtrend since 1996 of
an overall increase of |eases sold. He noted that the areaw de

sales are helping greatly, and added that "our ability to
adm nister the programis incredibly inportant.”

MR. MYERS turned attention to the next page, "Leases Issued.”
He pointed out the huge overall increase, despite a couple of
"l ow' years. He highlighted the |arge nunber of |eases issued
| ast year [2001] and the nunber of shall owgas | eases. He noted
that the new prograns comng online are a challenge because
[DNR] hasn't increased staffing in order to deal wth either
shal | ow- gas | easi ng or exploration |icensing.

MR. MYERS referred to the next page, a series of nmaps titled
"Shal | ow Natural Gas Leasing Program”™ He noted that these are
primarily in the Mtanuska-Susitna area and in the Big
Del ta/ Fairbanks area, with a few leases in the Red Dog area, as
well as sonme in the |lower Kenai Peninsula. Wth these shall ow
gas |leases, he remarked, "we've seen a pattern that suggests
that the primary use of these leases will be for comercial gas
devel opment - again, inmportant to Cook Inlet and the users down
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there, but also a program that we think needs sonme nodification
into ... a nore comrercial-related program” He expressed the
hope of seeing some | egislative changes to that effect.

Nunmber 2453

REPRESENTATI VE DYSON asked whether the admnistration would
produce legislation this session regarding that.

MR MYERS answer ed:

The adm nistration won't, but ... we're hopeful that
the legislature will have ... a friendly approach to
this. W have sone suggested |anguage that we're
working through a few legislators to see if they're
willing, but as of yet we don't have a sponsor.

MR. MYERS enphasized that the program is about three tinmes as
active as in the past. One consequence is it takes longer to
issue leases - now 12 nonths on the average. This sl ows
exploration and developnment on these leases, and it causes
del ays.

TAPE 02-1, SIDE B
Number 2481

MR. MYERS indicated DNR has a $500,000 proposal to solve that
bottl eneck; it would allow DNR an additional inspector/permtter
and a reservoir engineer. "W think, again, this is a
noneymaki ng proposition for the state,” he told listeners. "And
we can denonstrate that."

MR. MYERS referred to the next page in the handout and said to
the departnment's credit, DNR can routinely put out four sales a
year despite a very small staff; he credited DNR s |ease-sale
per sonnel . Saying the process is "somewhat torturous, but
necessary," he told listeners:

There are a few critical bottlenecks in that process,
and that's what we're looking at for the increnent.
So we're targeting specific positions in areas we know
will speed up the process. So we're not just asking
for noney, but we're targeting it very, very
specifically. And we recognize that we've streanlined
the process as nmuch as we can, and to that end, |
think we're having quite good success. But ... it's
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good news/bad news. ... W're a victim of our own
positive success in the | ease-sal e process.

Nunber 2441

MR. MYERS brought attention to the next page of the handout,
"Title Work." He highlighted the significant anount of new
title work [required] because of the new prograns - the
exploration licenses and the shallow gas | easing. In sone
cases, he noted, those [new prograns generate] the majority of
DNR s title work fromyear to year. "W expect that majority to
continue," he added.

Number 2414

MR. MYERS noted that he would skip over the pie chart on the
next page [titled "New Shallow Gas Leasing & Exploration
Li censing Prograns Dramatically Increase Division Wrkload"].

MR. MYERS turned attention to "Lease Assignnents in Alaska." He
told listeners that one inportant elenment is that once [DNR]

issues a |lease, the departnent has a need to admnister it. He
mentioned reorganizations; nergers; "new independents”; |eases
being transferred and reassigned; and the workload over tineg,
going up dramatically. He remarked, "Again, wthin that

$500,000 increnment is a position for |ease admnistration to
deal with that issue.”

Number 2401
MR. MYERS addressed the next graph, "Unit Actions." He pointed
out the long-termupswing in "unit actions" over six years, wth

a fourfold increase from 1995 to the present. He comrent ed:

We expect this to fully continue. W forned seven new
oil and gas units this last year, which are the core,

basic wunits for exploration and devel opnent. e
formed four new participating areas, which are the
core elenents for production. So now ... the state

has 42 separate oil and gas units and 54 participating
areas for production.

MR. MYERS turned attention to the next page, "Wat Are The
Common Lease/Unit Admnistration Actions?” He inforned the
committee that once the wunits and participating areas are
created, these are the basic building blocks of how [the state]
gets its royalty revenue. These are extrenely inportant,
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conpl ex agreenents. He explained, "W use a commercial asset
team of geologists, geophysicists, engineers, petroleum |and

manager s, comer ci al anal yst s, with assistance from the
Departnent of Law, to create and adm nister these units. These
are really big deals.” He | auded division personnel - enough

people for one asset team - for the ability to manage 42 units;
he added that the [Division of Ol & Gas] personnel |istening on
tel econference deserve a lot of credit for this.

Nunber 2352

MR. MYERS referred to the next page, "D fferent databases and
data managed and nerged to create 3-D [three-dinmensional]

pictures of oil fields and royalty share.” He reported that as
technol ogy has evolved, the division has strived to "keep in
place with the latest and current technol ogy." Last year, he

indicated, the legislature provided noney for 3-D seismc
[technol ogy]; he said he would show the committee how that noney
has been used, if there is tine during the briefing.

MR. MYERS pointed out that in order for DNR to interpret what
the state's royalty share in the subsurface is, as well as "what
our vulnerabilities are in these negotiations," that data nust
be integrated with engineering data;, with seismc data; wth
geophysical data from wells; wth geological data; wth core
data; wth current geographic databases; and wth the |ease
ownership position, which is constantly changing and evolving
with each |ease sale [because of] ownership changes and shifts
by conpani es. The division does that. It has a series of
di gital databases that integrate into a main section.

MR. MYERS told nenbers, "This is one of our successes, that we
have to duplicate what an oil conpany does in order for us to be

effective in our managenent and negoti ation. And | invite al
of you, at this time, to cone into the division to see how we do
it." He noted that Chair Ogan already had conme to the division
MR. MYERS reported that one of [DNR s] critical weaknesses is
| ack of enough engineering support. He added, "W clearly need
a dedicated, nodern, current reservoir engineer to integrate
into our staff. And in that $500,000 request ... the |ast
position is a reservoir engineer."

Number 2285

VR, MYERS turned attention to the next page, "Gas Cap
Mechani sns. " He said another reason [DNR] needs quality
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reservoir engineering support is that anytine there is a mgjor
change in reservoir nmanagenent - such as a potential gas sale at
Prudhoe Bay - the effects are huge. He expl ai ned:

They affect us in ternms of royalty. They affect us in

ternms of proper nmanagenent. We share information on
these issues with the AOGCC [Alaska G| and Gas
Conservation Conm ssion], but we still need to have

internal expertise on nmanaging the effects to the
reservoirs. W also need a determ nation of what the
produci ble part of the oil is, based on royalty tract
vari ation.

So, again, we have a lot of sensitivity as to not only

that oil is ... correctly produced, but the state
receives its fair share of royalty because of the
al l ocation of that production fromvarious ... |eases.

MR. MYERS turned attention to the page titled "PBU [Prudhoe Bay

Unit] Mechanisns." He described the reservoirs as "alnost
living, dynamc organisns." If one thing changes, it changes
everything in the reservoir. Under standing that and adjusting

to it is a very needed specialty wthin the engineering
prof ession "that we badly need to get sone nore assistance on."

Nunber 2234

MR. MYERS turned to the next graph, "Seismic Data Status, 1990 -
2001." He told |legislators:

You gave us noney to acquire additional -- we had a
huge backlog in 2-D and 3-D seismc, which is critical
for interpretation. The line in red and green shows

you just how nuch data we collected wth that
i ncrenental noney: we collected over 10,000 mles of
2-D and over 2,000 square mles of 3-D data. And we
[collected] very little of that in the past. So we
said that was a critical conponent of capturing that
data before we lost it, and the state has a right, via
permt. W went back, took that noney, and got
aggressive on collecting this critical seismc data.

Nunber 2214
MR. MYERS referred to a page titled "C35-T4.1 Wndow Far O fset

Maxi mum Anplitude,” which he said was provided wth the
perm ssion of Phillips Al aska. He noted that it shows 3-D
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seismc [data] over the Meltwater discovery. He enphasi zed how

increnental the picture is, as well as how critical that
[information] is in all aspects of exploration on the North
Slope, in developnent and 1in equity determnations. He

concluded that capturing that data upfront, for the state, pays
huge dividends in all aspects of business.

MR. MYERS turned attention to the page titled "Layered | obe
deposits consisting of waning flow high-density turbidities."
He conmment ed:

You gave us ... sone noney for doing geologic
fieldwrk, to analyze ... potential supply in the

North Slope foothills. W dovetailed the noney we got
to wrk wth the state survey and geologic field

st udi es. So another elenent in the foothills, in
parti cul ar, is integrating surface geol ogy, in
addition to the subsurface information. ... This is

information we can nmake public, which is very useful
in the process of pronoting and getting new conpanies
: up on the North Sl ope. It helps us in our
analysis. So it serves multiple ... functions.

I'"d like to comrend, too, the work the state geologic
survey does on the North Slope as an integral part of
this C effort to pronote understanding and
devel opnent of North Sl ope resources.

W work as closely as we can with the [Alaska] Ol and
Gas Conservation Commission so we don't duplicate
effort on issues. ... Sonetines statutorily we're
required to be separate, but when we can conpare
notes, work together, and share expertise - and where

we have comon interests - we do. And |I'm very
pl eased with our relationship with the AOGCC at this
point in tine. | think it's a credit to the
comm ssioners and to the staff ... that our good

wor ki ng relationship is there.

CHAIR OGAN recalled that it wasn't always so; he said it is good
to see.

MR. MYERS noted that sonme noney for gas-line studies was | oint
f undi ng. For exanple, [the legislature] gave DNR $50,000 for
part of a larger study on reservoir nechanisns for which the
AOGCC is trying to get $500, 000. He added, "W haven't spent
the noney until AOGCC gets coordinated. W wanted to spend it
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jointly, to get the maxinmum value from the studies. That's an
exanple of the coordination. W also do a lot of data
coordinating on information.” He nmentioned creating digital
files together as an exanple.

Nunber 2120

MR. MYERS reported that another weakness in DNR is the ability
to analyze comercial pipeline termns. "W badly need a
commercial analyst to look at pipelines,” he noted. For an
explanation, he referred to the page of the handout titled
"Alaska Regulated Pipelines"; it shows that the nunber of
regulated pipelines in which the state ships royalty gas is
i ncreasing dramatically. For exanple, in 2002 there are 16
different regulated pipelines. The reason is that exploration

and devel opnment take place increasingly farther away, requiring
i nt erconnecting pipelines.

MR. MYERS explained that this is inportant to DNR and the state
because the royalty value - and to sone degree, the tax value -
is based on netback val ue. Transportation costs are subtracted
from what [the state] receives as its royalty share. It is in
the state's interests, t her ef ore, to pay as little in
transportation costs as possible.

Nunber 2070

MR MYERS referred to the graph titled "Projected Pipeline
Tariffs as a Percent of ANS [Alaska North Slope] Wellhead

Price." He said as the Trans-Al aska Pipeline System (TAPS)
ages, as its throughput decreases, and as additional pipelines
are needed to get gas to market, "our cost of tariffs, versus
our royalty wvalue, is going up dramatically."” Now at 20

percent, it is projected to rise to nore than 30 percent in the
relatively near future. Therefore, he said, the state needs to
negotiate and understand its comrercial position "so that when
we are represented before regulatory agencies that set rates, we
understand our conmercial position that, then, the Departnent of
Law wi Il negotiate for us."

MR. MYERS explained DNRs need for a full-tinme specialist.
Having such a specialist would bring [the state] a |lot nore
noney in "on the tariff issue,” he suggested. He pointed out
that one penny per barrel on TAPS is equal to about $800,000 a
year to the state. He added:
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It's reasonable the state pay its fair share of costs.
W just have to make sure that that's exactly what we
are paying in these negotiations. So, in mny of
these pipelines, the pipelines are owned by the
produci ng conpanies, and we are a paying client on
those pipelines, in effect. So, again, conmmercially,
it's a very inportant part of our asset team to
include this expertise....

CHAI R OGAN suggested a pipeline conpany has a |ot of incentive
to keep the costs up, then, because they are subtracted fromthe
net back, resulting in less royalty.

MR. MYERS r esponded:

Any good business has a desire to nmaximze their rate

of return ... and it's our incentive to pay the
mninmum tariff that's reasonable. So therein is a
comercial negotiation, or at least ... a commerci al

understanding of the position, so when those tariffs
are negotiated before the proper regulatory [agency],
the state fully understands its comercial position.

Nunmber 1968

MR. MYERS turned attention to a page depicting seismc data
"over ANWR, " prepared by the United States GCeological Survey
(USGS). He reported that the Division of Ol & Gas has taken an
active role in pronoting the opening of ANWR [to exploration and

drilling]. For exanple, he made five or so trips to the North
Slope with various groups last year, and he and staff have
participated in national debat es, addressed congressi onal

del egations, and provided key support to Arctic Power [a
| obbyi ng organi zation that receives noney appropriated by the
| egi slature for the opening of ANAR]. He added that even
national publications |ike The New York Tinmes have used [DNR s]
graphics to develop "frontline articles” and illustrations. He
credited the cartographers, in particular, as well as others
i ncludi ng techni cal experts who testify. He said:

|"ve been told by congressional delegations, tinme and
time again, what's of extrene value that conmes out of
the Division of QI & Gas is that ... we have the
technical expertise to back wup, we've done the
geologic fieldwork, we have the engineering expertise,
we have the |easing background. So when we speak,
general ly, we seem to have a fair anount of
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credibility before those congressional del egations and
bef ore our key business | eaders.

W have permtted ... so many oil and gas devel opnents
in sensitive areas, we have credibility there. ... It
doesn't always get recognized, but these folks in the
division - our technical experts - get called on a | ot
to testify or to provide information to key governnent
officials and ... even to Arctic Power and certainly
to industry groups.

Nunber 1894

CHAI R OGAN poi nted out that the USGS data was from 1984 to 1985,
the Dark Ages as far as seism c work goes.

MR MYERS noted that the data is shown as a 2-D grid of
relatively lowquality data, conpared to that of nodern tines.
Modern 3-D [seismic data]l] clearly is needed for a full
assessnent. In response to a comment from Chair Ogan, he noted
that it would take congressional action in order to allow such
an assessnent of ANWR and to determne the actual reserve
potential there. On the other hand, if there were |easing now,
the first activity of a conmpany would be "shooting 3-D seismc"
in order to assess val ue.

MR. MYERS enphasi zed the necessity of 3-D data. He pointed out
t hat exploration successes have risen on the North Slope, from 3
or 4 percent to about 40 percent. In addition, a 3-D shot
allows one to custom ze and target facilities ahead of time; he
cited Meltwater as a classic exanple of that, indicating there
was little waste of effort or disturbance of the tundra beyond
that absolutely necessary for devel opnent. "So it's a great
tool in mnimzing environnental inpact and for adding geol ogic
certainty," he concl uded.

Nunber 1817

MR. MYERS referred to the next page, "Division of GOl & Gas
Organi zational Links Affect the Bottom Line." As an agency, the
division recognizes the need to mmc an oil conpany-type
structure, with an access team he said. The weakest |links are
engi neering and sone areas of commercial analysis; those need to
be strengthened. Overal |, however, the system works well. He

expressed pride in the division's personnel and their ability to
negotiate these highly technical issues with a high level of
prof essi onal i sm
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MR. MYERS brought attention to the page titled "Recent Dynam c
Changes in Alaska's al and Gas Busi ness REQU RE a
Transformation of the Division of Ol and Gas." Referring to
budget requests from the previous year, he noted the need to
retain highly skilled people; he thanked [legislators] for their
support on that.

MR. MYERS reported that the biggest challenge in the future is
not so much in the exenpt professional ranks; rather, it is in

the "professional, uni on, nat ur al resource nmanager-officer
series" and other series. He expressed the hope of seeing sone
changes in the way that structure is created, "in ternms of
having a professional technical |adder that is equivalent to the
managenent | adder for these nonexenpt enployees.” He added, "W
think that's absolutely critical for us to maintain high-quality
staff"; he cited permtting personnel, |ease-sale personnel, and

highly skilled natural resource officers as being especially
inmportant in this regard.

Nunber 1731

MR. MYERS addressed the |ast page of the handout, "Al aska's
Onshore Basins." He enphasized that Alaska's potential isn't
limted to just the North Slope, particularly for gas. He said
for early exploration in the Interior basins, for the nost part,
the biggest problem was "oil-source-prone source rocks." The
strong evidence was that nany of these basins had "very strong
gas-prone source rocks"; he nentioned "coals" and other rocks,
as well as "thermal maturities that are higher in some of the
nore oil-prone rocks, which would have generated gas." He
st at ed:

W believe there's a lot of potential in the Interior

basins, and certainly a lot of potential in North
Sl ope foothills. | think access to that potential is
one of the issues that is inportant in the southern
[gas] |ine consideration. It's also a very inportant

consideration that when a gas line gets built, that we
have access, that other parties that are exploring can
get access to the transportation system - for wthout

transportation, there is no exploration. ... No one
can expend the mllions of dollars it takes an
exploration program and the hundreds of mllions it

takes to put nmmjor devel opnents online, if they' re not
going to have reasonable assurance they can get into a
pi peline system
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MR. MYERS continued with concerns about access, noting that gas
pi pelines work differently fromoil pipelines. He stated:

One of our nmajor concerns in DNR is a viable, |ong-
termindustry for oil. And as we see the oil maturing
in the ... long-term future, we see gas taking over.

There's a history of that, whether it be in the
Al berta basin or other basins that are mature. It
goes through a cycle of oil exploration followed by a
maj or cycl e of gas.

[ Looking] at a long-term perspective of Alaska' s oil
and gas industry, the gas starts growi ng bigger and

bi gger as an el enent. And to do that, again, it's
absolutely critical t hat i f we  get only one
distribution system which is the nost likely

scenario, that that distribution system has reasonable
access so we can continue the exploration process that
we are so encouraged about today, based on |easing
patterns, based on new conpanies comng in.

MR. MYERS concl uded by saying the concern about the access issue
and open-season timng of the pipeline was one major reason for
the timng of the RIK [royalty-in-kind] sale that [M. Robson]
woul d tal k about. Qoviously, he said, "you have to get the
system built.” He advised nenbers that the inportance of having
that system provide fair, |evel access cannot be overesti mated.

OVERVI EW ON STATE OFFERI NG TO SELL "ROYALTY" GAS

Nunber 1631

CHAIR OGAN turned attention to the overview regarding the
state's offering to sell royalty gas. Noting tinme constraints,
he suggested there could be another hearing in a week in order
to address royalty-in-kind issues in nore depth. He asked that
menbers hold questions until that tine.

Nunmber 1580

BONNI E  ROBSON, Deputy Director, Division of Ql & (@as,
Departnent of Natural Resources, referred to a handout titled
"Alaska Royalty-In-Kind Gas Sale,” prepared by the division and
dated January 2002. She noted that she had been asked to
address the state's process for a royalty-in-kind sale in the
event of a mmjor gas sale off Alaska's North Sl ope.
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M5. ROBSON discussed information on the first page of the

handout. She explained that "royalty" is a share of oil and gas
production; it is reserved for the state at the tine that an oi
and gas lease is issued by the state. Typically, it is one-

eighth of production (12.5 percent), but there are instances in
which it is one-sixth (16-2/3 percent) or one-fifth (20
percent). This royalty share reserved for the state nay be
taken in-value or in-kind.

M5. ROBSON explained royalty taken in-val ue. It sinply neans
that the production is left with the producers, who take [the
state's] share - typically 12.5 percent - to market along with
their own 87.5 percent share. It is marketed, therefore, as an
undi vided 100 percent of production; [the producers] then pay
the state 12.5 percent of the net proceeds or the market value
of that gas or oil, whichever is higher.

CHAI R OGAN requested confirmation that it is the netback on the
wel | head pri ce.

M5. ROBSON affirmed that. She then explained royalty taken in-
ki nd. Under this option, the state physically takes possession
of the oil or gas in the field and sells it, then and there, to
a buyer; this is typically done wunder a contract of sone
duration, made well in advance of the tine when the state
actual ly takes physical possession of the oil or gas.

Nunber 1501

M5. ROBSON inforned nenmbers that the abbreviations used for
royalty in-kind and royalty in-value are RK and RV,

respectively. She pointed out that the state's right to take
its royalty share in-kind or in-value is a term of the |ease
agreenent. It is also the |lease that allows the state to switch
between taking its royalty share in-kind or i n-val ue.

Typically, that swtch can be nade on six nonths' notice; often,
however, the actual switch is done with much nore advance notice
t han si x nonths.

M5. ROBSON turned to page 2 of the handout. She reported that
this right to take royalty in-kind or in-value, and to swtch
between the two, has been a term of every oil and gas |ease
issued by the state for nore than 40 years. The state believes
its right to take oil and gas in-kind, and to switch between in-
kind and in-value, is a valuable asset owned by the state.
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Nunber 1441

V. ROBSON explained three reasons the state sees the
af orenenti oned as valuable [page 3 of the handout]. First, in
lieu of taking gas in-kind, for exanple, the state may sinply
| eave it in-value with the producers, who then sell it. The
producers are on a self-reporting system for what the proceeds
and nmarket value of that gas would be. If the state has any
reason to believe the reported nunbers don't accurately reflect
the actual value of the gas, [the state] has a couple of

alternatives. One, it can audit the producer - which it does,
although it is an after-the-fact nmethod that often cannot assure
the certainty of catching every possible inaccuracy in

reporting. Two, it can sinply decide to take its royalty share
in-kind; it then can offer that gas to the nmarket, to see what
price the market will pay for it. It is a nechanism to ensure
that the state is capturing the full value of the oil or gas.

M5. ROBSON expl ai ned a second reason. There nay be an in-state
buyer or user of gas who is wlling to pay nmarket value for that

gas and yet is unable to find a producer willing to sell it.
That m ght happen, for instance, if the buyer is also a
conpetitor of the producers. |In that case, the state could step
in and sell its royalty share, or sone portion of it, to ensure

that there is, in fact, in-state access to gas.

M5. ROBSON offered a third reason. It is an opportunity to
capture premium value for the oil or gas. This frequently would
happen because the state my be wlling to offer its
hydrocarbons on terns that are sonmewhat different from the
i ndustry standard. For exanple, if a buyer seeks a long-term
supply of oil or gas, but the marketplace isn't willing to offer
| ong-term contracts for that oil or gas, the state nmay be able
to "sell for a long term but capture additional value or sone
prem um on price because it is willing and able to offer terns

ot her than industry provides." She noted that it has happened
in Alaska repeatedly in the context of oil. She gave an
exanpl e:

W do have two large, nmajor refiners, as well as a
smaller refiner, in-state. And both Tesoro and
WIllians and their predecessor have been |ong-term
purchasers at one tine or another of the state's

royalty share. And that ... certainly has contributed
to their success as in-state industry and the
providers of in-state jobs and inconme and tax
revenues.
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Number 1271

M5. ROBSON referred to page 4 of the handout and asked: Wy
conduct a royalty-in-kind sale for gas now? She enphasized that
the admnistration hasn't nmade any decision to sell [the
state's] gas; rather, it has decided to preserve the option to
do so. She noted that a nunber of factors have resulted in the
adm nistration's having a request for proposals "on the street”
now for [the state's] royalty share in the event of a mmjor gas
sale. She said:

As the comm ssioner indicated earlier, last year, in
2001, the legislature passed a resolution encouraging
the admnistration to explore the possibility of a
sale of royalty gas to an entity willing to build an
Internet data center on the North Slope, who was in
the market for anywhere between 8 mllion and 112
mllion cubic feet of gas per day. And, of course, we
have wanted to be responsive to that. However, we
felt it inmportant to not only deal with one potenti al
buyer on gas, but to seek an indication of the range
of interest across the spectrum from potential buyers
of gas.

Nunber 1191

M5. ROBSON said a second notivating factor is the potential open
season for a gas pipeline. She rem nded nenbers that the three
maj or producers forned a team | ast year; they spent a year and
$100 mllion on studies regarding the feasibility of a gas
pipeline off the North Slope to transport sone 4 billion cubic
feet a day or nore of gas to other markets. [ Those producers]
i ndi cated, perhaps |ast August or Septenber, that there could be
an open season for pipeline capacity as early as January 2002.
Then, in either Septenber or COctober 2001, to her recollection
they indicated that open season mght be pushed back to the
second quarter of 2002. She conti nued:

However, we were privately told that ... the open
season could, in fact, be as early as January of 2002,
once again. Just within the last couple of weeks, one
of the producers [has] indicated that an open season

could be in the second quarter of 2002. Al so, the
pi peline consortium t hat has been recently
reconstituted under Foothills has indicated that if
t hey reach a successful concl usi on to their
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negotiations with the producers, that an open season
could be as early as the second quarter of 2002. Just
this past Tuesday, we did receive correspondence from
the producers’ consortium indicating that t hey
t hensel ves did not have a current intent about an open
season in 2002.

Number 1096

M5. ROBSON addressed the question of what is so critical about
an open season. She called an open season "a vehicle to get
pi peline capacity." Because this gas pipeline would be a
contract-carriage pipeline, the entity that —constructs a
pi peline would - before naking an absolute conmtnent to build

that pipeline - conduct an open season in which those interested
in shipping on the pipeline nust make long-term irrevocable
commtnments to pay for capacity on that pipeline, regardless of
whet her they ship on it or not. The required comm tnent could
be 15, 20, or possibly 25 years. The extent of commitnents nade
during an open season would be a significant factor in deciding
pi pel i ne size. Once the parties make irrevocabl e ship-or-pay
commtnments and the pipeline is sized accordingly, there nay be
no additional way to get other gas into that pipeline for 15,
20, or 25 years.

M5. ROBSON addressed possibilities for getting other gas into
the pipeline beyond that nomnated in the initial open season.
First, someone with existing capacity could resell some of that
capacity. She commented, however:

W don't think that's particularly likely in this
envi ronnent, since those North Slope producers,
particularly the Prudhoe Bay and Point Thonson
producers who are expected to factor predomnantly in
the open season, have the known gas reserves and wl |
want to nove their stranded gas assets off the North
Slope in the capacity they nomnate. So we do not see
them as being significant marketers of secondary
capacity.

M5. ROBSON reported that second, there could be an expansion of
pi peline capacity. She expl ai ned, however:

The problem with expansions of pipeline capacity is
that FERC - the Federal Energy Regul atory Conm ssion -
has at least no certain ability to conpel expansion
over the objection of the pipeline owner. It is

HOUSE O&G COW TTEE -32- January 17, 2002



arguabl e that they do have sone ability, but there is
no certain ability to get an expansi on, when and where
needed, by those other than those who, in fact, own
t he pi peline.

Number 0930

M5. ROBSON agai n enphasized the primary inportance of the open
season, not only to bring as many parties to the table as early
as possible - because they may not have the opportunity l|ater -
but also froma royalty-in-kind perspective. Although the state
has the opportunity, with as little as six nonths' notice, to
switch from RV to RIK it can only sell to a buyer who has
"takeaway capacity” in the pipeline, procured in the initial
open season, or who can use it on the North Slope, which is a
fairly limted nmarket. She added, "There is limted ability for
the buyer after this initial open season to say, 'Yes, | want to
buy gas - | want to buy royalty gas,' and have the ability to,
in fact, deliver that gas to the desired |ocation."

M5. ROBSON concluded that while it's inportant to the state to
have its right for RIK or RIV, and to be able to switch between
the two, there will be a severe |[imtation on the ability to use
its right for RRK and to nmake that switch once this open season
conmes and goes.

Number 0840
M5. ROBSON highlighted differences between pipelines. al
pi pelines are "comon carriers.” Q1 pipelines such as TAPS

allow for a nonthly nom nation of pipeline capacity; anybody who
wants to buy oil on the North Sl ope now can do that, and can get
the capacity and nove the oil to the desired |ocation. She
explained that first, TAPS is not at maxinmum capacity; it was
al ways envisioned that TAPS would operate for a short tine at
maxi mum capacity, but then would have excess capacity. Second

because TAPS is a common carrier and nom nations are done on a
nonthly basis, [a conpany] can always at least get its pro-rata
share of oil into the pipeline.

M5. ROBSON noted that in contrast, natural-gas pipelines are

"contract carriage."” Furthernore, this gas line is envisioned
as being at nmaxi mum capacity for decades to cone. And for a gas
line, M. Robson said, "If you don't participate in the open

season, you don't have any right to access to that line, and you
could not get your desired share or a pro-rata share of gas into
that pipeline at a |later date in tinme."
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Number 0744

CHAI R OGAN asked whether it would be prudent for the state and
the producers to work together to ensure there is enough
capacity - and perhaps even excess capacity - to use a portion
for other uses in Fairbanks or Delta, for exanple, wth LNG
going to Valdez; perhaps there also could be future access to
gas for Anchorage. Referring to testinony in the Joint
Committee on Natural Gas Pipelines hearings [in 2001], he voiced
his wunderstanding that once one nolecule of gas is shipped
interstate, FERC will regulate the whole thing. Noting that M.
Robson is an attorney, he asked whether there is any way to get
state control to a hub point, perhaps statutorily noving the
wel | head down to Fairbanks, for exanple, or using another way to
ensure that open-season issues [don't prohibit] continuing
expl orati on. He asked: Wio will invest in the foothills or
anywhere else to buy leases to look for gas if it can't be put
into the pipeline? He also asked Ms. Robson whether it would
require a change to federal |aw.

Number 0577

M5. ROBSON answered that she personally hasn't done that
research, but understands such research has been done by private
counsel retained by the Departnent of Law. There also has been
sonme exam nation of the issue by the Regulatory Conm ssion of
Al aska (RCA). She offered the foll ow ng:

Unfortunately, we don't have a lot of good news to
offer. W do see that if we are seeking certainty on
access in some of these issues, that a change in
federal law is the best and perhaps the only way to
acconplish that certainty.

The federal governnment, we think, will retain control
over the regulation of this pipeline, and that there
is really not the opportunity, as others have
suggested, of possibly noving the point of their
regul ati on downstream from the North Slope to, say,
Fai rbanks or some other location, that they are going
to have primary control, that they nmay allow sone
input by the Regulatory Comm ssion of Alaska or the
state governnent, but at this stage they are not
conpelled to give equal voice to the State of Al aska,
or primary voice to the State of Al aska. And, al so
they have limtations on their ability to do sone
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things |ike conpel expansions of the pipeline in the
future, even if the party comes forward and proves
that it's econom c to provide that expansion.

There are other possibilities; | think one you
mentioned is negotiations wth the producers, and
certainly this is sonething that we've ... raised with
the producers, and we are optimstic about future
conversations with the producers. It would, at |east
theoretically, be possible that - short of federal
|l egislation - there could be a binding, witten

comm tnent by the producers to provide access on terns
that are acceptable to the state, in lieu of giving
FERC the ability to conpel access on terns other than

al l oned under current law. ... W have encouraged [the
producers] to conme up with a proposal on what they
would be willing to offer, and we have yet to receive

such a proposal .

Nunber 0421

CHAI R OGAN suggested the capacity would have to have been built
in from the beginning, however. If the pipeline were full,
access issues wouldn't be nmuch of an issue, he suggested.

M5. ROBSON offered her wunderstanding, based on conversations

with both the producers and the pipeline consortium

t hat

bot h

groups now are looking at a pipeline with initial capacity of

about 4.5 billion cubic feet a day. She added:

Now, you would be able to optimze that pipeline or
tweak the system a little bit and raise the capacity
up to 4.6, possibly 4.7 billion cubic feet a day.
After that, you would be |ooking at one significant

expansion on the order of about 1 billion cubic feet a
day, bringing the capacity up to 5.5 - 5.6 billion
cubic feet a day. And that would cone by putting

conpressor stations between the existing or initial
conpressor stations, and the system would be plunbed

to make that easy.

That woul d be an expansion that would be avail able at
a cost roughly equal to the initial cost of providing
we can
choose any (indisc.) we want for that initially for
the 4.5 billion cubic feet of capacity; you could make
one one-tine, substantial expansion of 1 billion cubic

capacity. That is, if you have a fixed tariff,
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feet and retain approxinmately the sane tariff. After
that, my understanding of what you're |ooking at is,

then, what they call full-line looping - running a
duplicate pipe. That's not cheap; you can't do it for
smal | amounts. And so just the very physical nature

of this pipeline puts substantial restraints on the
ability to put additional gas in at a future point.

Nunmber 0265
For exanple, if you start out at 4.5-billion-cubic-

feet-a-day capacity, you tweak the systema little bit
and get up to 4.6, and then you have other groups that

cone and are ready, willing, and able to pay the exact
sane tariff to put their gas in the pipeline - but
they only have, for instance, in "increnmental,"” 300
mllion cubic feet a day, or 500 mllion cubic feet a

day, or even 800 mllion cubic feet a day, that alone
is not at a level that may justify an expansion. And
it's possible that they could group their gas wth
incremental gas fromthe three nmajor producers off the
North Slope, but, again, that requires the full
cooperation and consent of those producers on the
timng and quantity.

So we have very real concerns about access. ... W
would like to see sone changes made, whether it be in
federal law or through agreenent with the producers,
that it would at |least mnimze sone of these adverse
consequences of limtations on access.

Nunber 0178

CHAI R OGAN requested that Ms. Robson provide a |ist of suggested
changes. He added that perhaps the commttee could assist in
formul ating a resolution, for exanple.

M5. ROBSON agreed to his request. She then said it raises the
guestion of when the open season is going to be - if it is
inportant to at |east proceed with the R K procedures, prior to
an open season, in order to allow any prospective purchaser to
participate nmeaningfully in that open season. She added:

W have, as | indicated, a statenment from the
producers, two days ago, that they do not currently
envision that they wll conduct an open season in
2002. There's at least three problens that we have
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Wi th just postponing a royalty-in-kind sale, based on
that statenent. The first is that it's not an
absol ute guarantee that the producers won't conduct an
open season in 2002. So while they do not currently
envi sion an open season this year, that vision nmay
change, for instance, wth the passage of federal
enabling |[|egislation. As | indicated earlier, it
wasn't so long ago that they were |ooking at an open
season in either the first or second quarter of 2002.

The second is that while the producers nay not conduct
an open season in 2002, they are now in discussions
with the pipeline consortium of Foothills, and that
entity could conduct an open season in 2002.

The third is that because any royalty-in-kind contract

nmust be approved by ... the legislature, it has to be
presented and approved in advance of an open season,
to provide the confort ... [ends m d-speech].

TAPE 02-2, SIDE A
Number 0001

M5. ROBSON nentioned that Decenber 2002 or January 2003 woul dn't
provide sufficient tine to take up this issue and still allow
certainty to a prospective buyer.

M5. ROBSON highlighted the inportance of not taking any action
that m ght delay an open season. For exanple, if the RIK sale
were postponed at this time, based on the producers' statenent
that they don't currently envision an open season this year, the
producers then could obtain the desired federal enabling

| egislation and their vision would change; in that case, the
state wouldn't want to be in the position of asking them to
del ay that open season. She remarked, "I think the division,

and departnment, has been very conscious of taking no action
which would in any way obstruct or delay the construction of
this pipeline.™

Nunber 0087
CHAIR OGAN reiterated his concern about how the anount of gas
produced woul d affect oil production and the revenue stream as a

result.

MR. MYERS responded that [the division] had very little
information until recently on how a proposed gas sale would
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affect the Prudhoe Bay Unit and oil [production], or on what
m ght be done to mtigate oil loss. He stated:

Very recently, ... we've had people involved, again,
with this cooperative effort with AOGCC, with a joint
neeting, where we got fairly good information fromthe
producers ... on the effects. And ... it's not an
easy equation because it's a very dynamc thing

t hat depends on what mtigation neasures you do. For

pressure |oss in Prudhoe Bay, for exanple, ... gas cap
injection of water will keep pressure up and mnimnmze
oil loss. So ... that project's going forward, called
the "pressure support initiative." That's a good
thing to mtigate oil loss either way - either with a
gas line or [not] - but particularly with a gas line,
it helps mtigate oil | oss.

Anot her big issue is gas has other use on the Sl ope
now, for a mscible injectant to enhance oil recovery.

And it's not just in ... Prudhoe Bay, the main
reservoir, but it's in lots of reservoirs on the North
Sl ope. So ... the conposition of that injection gas

varies; it varies not only the recovery rate, but the
ki nd of equipnment you use to do that sort of mscible

i nj ectant. And we expect, at sone point in tine,
ultimately, the producers would start using nore CO2
for mscible injectants ... and then actually produce
and sell the gas that they're using. But ... when and

how that occurs requires nodifications of facilities
and optim zation, based on production scenari o0s.

So ... that one diagram | showed about ... a gas sale,
that was one of the reasons for showing you the gas
cap, the dynamc nature of the changes. There are
multiple ways to mtigate it. We're starting to have
t hose conversati ons. AOGCC and we believe we both

have to approve any sort of [gas] offtakes; so that's
anot her reason the engineering part is critical to it.

Certainly, ... the higher rate of offtake you do, the
nore you have to do to mtigate oil loss. But | think
we're pretty confident there are ways to ... really

| ower or nmake that loss-oil a fairly small nunber.

In converse, at Point Thonson we really have not had
those discussions, so we don't have any idea at Point
Thonson. And, of course, we're very early in the
devel opnent st age.

HOUSE O&G COW TTEE - 38- January 17, 2002



So, | think those conversations are starting to occur
now, for the first tinme. And ... that's very positive
news.

Number 0310

CHAI R OGAN surm sed that the Departnent of Revenue m ght have to
crunch sone nunbers, depending on the engineering studies, for
exanple, to figure out the loss of revenue. He asked M. Mers
about it.

MR. MYERS replied that certainly both DNR and AOGCC woul d have
to approve the plan of production for gas offtake. There would
be a major discussion of those effects and approval of the plan.
Those would be the |ead agencies on the issue, he added. He
conti nued:

The tricky thing is, we could start getting involved
with very confidential data, and our ability to share
that with you is limted. That would have to cone ...
via the producers, other than general [information].
The Departnment of Revenue does run a nodel; the node
is entirely too sinplistic to answer this question and
doesn't necessarily integrate the latest changes in
technology the producers are [using]. So we
definitely need nore than a back-of-the-envel ope nodel
to deal with this issue.

Nunmber 0376

CHAIR OGAN suggested although the data is confidential, the
bottom line of how it wll affect production shouldn't be
confidential.

MR. MYERS r esponded:

Vell, | think it's an appropriate discussion for the
producers to bring up again; where ... we're using
confidential data provided by them we can't really
di scuss the conclusions of that data, other than the

parts of the conclusions we can mneke public. So |
think it's a very appropriate issue to bring up again
with the operators of ... both the Prudhoe Bay and

Poi nt Thonson fi el ds.

Number 0425
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M5. ROBSON returned to page 4 of the handout:

Let ne just nention briefly two other reasons why we
felt it inportant to begin with the process for a
royalty-in-kind sale now One is that the governor's
policy council on the gas line indicated that the
state's right to take in-kind was inportant, should be
retai ned, and recomrended sone split of how the state
takes its royalty between in-value and in-kind. And,
again, to effectuate that reconmmendati on would require
selling at a time for a buyer to participate in the
open season.

And the final reason is sinply that we have had nmany
expressions of interest by potential buyers in
conducting a royalty-in-kind sale, and we think it is
inportant to respond to their interest.

Nunmber 0483

CHAIR OGAN remarked that timng is everything with regard to
buying or selling. He said, "Basically, what we're doing is
we're selling gas that can't be marketed at this point, on
speculation that it mght be narketed. And would ... we get
nore noney for the gas ... if we waited until we know it could
be marketed? It seens to ne it would be worth nore if they know
they have a pipeline.” He noted that there has been talk of

mar keti ng the gas for 25 years.

M5. ROBSON replied:

In terms of what we obtain for the gas, | think there
are a couple [of] elenments of the terns on which the
gas is being offered ... that play into the
consideration that would ... be received. First of
all, the floor or base price, in any proposal that
m ght be accepted by the state, would be the royalty-
i n-val ue nunber. So we do not do a royalty-in-kind

sale unless we're going to get at least as much or
nore than we would get if we left the royalty share
in-value with the producers (indisc.--coughing).

Now, the producers are sophisticated nmarketers of
their gas. And you can bet that they're going to
obtain if not the best price, one of the best [prices]
in the marketplace for the gas. And because there are
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a nunber of them between the several of them you can
expect that they're going to be conmmanding the prem um
prices in the marketplace when and if that gas gets
delivered to market. So if that's our base - that's
our floor value for a royalty-in-kind sale - any buyer
must pay "that amount plus" to obtain this royalty
share.

Number 0603
The second is that we are asking potential buyers to
offer a premum- in ternms of cents per ncf or mBtu -

on top of the royalty-in-val ue.

And the third is that we're asking that they provide -

or indicate whether they are willing to provide - sone
special conmmtnents to the state that my take the
form of in-state investnent, whet her, as you
indicated, in a petrochemical plant or additional

exploration in the state, whether it would be for in-
state use of gas or supply to in-state buyers of gas.

So we feel that this is actually an optimumtine to be
offering the gas, because of the keen interest of a
nunber of parties and the ability for those parties to

plan ahead ... for the utilization of that gas, as
well as the absolute floor on price: we can get no
|l ess for our royalty-in-kind than we do for royalty-
i n-val ue. And | think we have very good

protections, in t he producers' own mar ket i ng

practices, providing that floor.

And again, there would be the obstacle, if we decided
|later we wanted to market it: how do we get the
pi peline capacity to nove that gas to market?

Nunmber 0694

CHAI R OGAN asked, "Where did you come up with 70 percent?"

M5. ROBSON answer ed:
That is what we set as the ceiling on what will be
sold. There, again, has been no determ nation to sell
any volune at all or, if there are sales, to cone up

with 70 percent. ... We think it inportant to keep
sone in-value, for several reasons. Let's just [look
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at] nunbers on the 70 percent. If we're looking at a

4-billion-cubic-feet-per-day pipeline - and | use that
instead of 4.5, even though that's nore probable,
because the math is easier with 4 billion cubic feet -
the state's royalty share is a half billion cubic feet
per day or 500 mllion cubic feet per day; 70 percent
of that is 350 mllion cubic feet per day. |If ... one

of your buyers is a large, commercial entity, they
need substantial volunes; they may need volunes in
that vicinity to be of value to them So there was
one concern of offering enough to attract the |argest

buyers.

The second was that by retaining the 150 mllion cubic
feet per day, we have anple additional gas to sell at
a later point in tine, if we can overcone these
pi peline-capacity problens for in-state use. For
instance, the Fairbanks market 1is envisioned |[to
perhaps] ... wuse 10, maybe 20 mllion cubic feet a

day. Again, we'd be reserving 150 mllion cubic feet
a day. Anchorage, if we could get additional gas to

it, ... could theoretically take 100 mllion cubic
feet a day. Again, we're reserving 150 mllion. So
there's plenty for increnental, in-state use of future
buyers at a later point in time, and yet it is still a
quantity that wuld draw the biggest and nost
attractive buyers willing to of fer t he nost
significant premum or special commitnments to the
state.

Number 0828

MS. ROBSON conti nued:

The next slide [page 5] just shows a series of
processes that are part of any royalty-in-kind sale
And, in fact, we have nmade a special effort to double
up on sone of the findings and public comment for this
process, to nmke sure that we get nmaxinum input,
maxi mum interest from potential buyers, and maxinmm
hearing on what 1is the public's interest, the
| egislature's interest, [and the] industry's interest
in this sale.

W have currently a solicitation of offers on the
street requiring the subm ssion of proposals the | ast
day of this nonth. There will be an opening of those
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proposals on the first day of February, to be followed
wi th negotiations based on those proposals, additional
public coment peri od, addi ti onal royalty board
hearing, additional findings by DNR and, of course, a
submi ssion of any contract to this legislature for
approval or disapproval by April 1st for action this
year.

Again, one of the ternms for the offering is that a
contract must be approved, if at all, wunder this
offering by - | believe it is - August 1st of this
year; otherwise, we would have to repeat the process
at a later point in tinme, or we could, prior to
January 31, extend that deadline.

Number 0911

M5. ROBSON addressed basic ternms incident to the offering. She
pointed out that the offering is for up to 70 percent of
production from the Prudhoe Bay Unit and Point Thonmson Unit,
which the division understands wll be the "cornerstone" for a
pi peline. She told nenbers:

The price, as indicated, includes a nunber of
conponent s, the base being the royalty-in-value
nunber, any premum a bidder's wlling to offer, as
wel |l as a bonus. And the bonus bid, which would be
due upfront, is an anmount equal to $1 per 1 nctf of
daily delivery.

M5. ROBSON inforned nenbers that the terns of sale aren't
summari zed in the handout, but the offering and a sanple draft

contract can be found on the division's web page. She noted
that there were approxinmately 100 pages and offered to nmake hard
copies available, if requested. She called it a "detailed

solicitation and finding."

CHAIR OGAN said he had a copy but offered to ensure that other
menbers get a copy as well.

MS. ROBSON conti nued:

["11 just nmention a couple of other key terns in our
proposed di sposition. One is duration. W' re asking
that those interested in purchasing indicate what
duration they are interested in purchasing the gas
for. And we are willing to consider sales for as |ong
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as that period for which pipeline capacity nom nations
are required in the initial open season. W don't
know what that period will be yet, but whether it's 15
or 20 years, that is the maxi num duration we would
consider for initial sale, because a buyer nmay be
constrained by the need to nomnate and fill pipeline
capacity for that duration. But we are also wlling
to consider offers for a shorter duration.

The point of delivery for the gas would be on the
North Slope, at the sanme place that the gas is
tendered by the producers to the state. So the state
never gets in the business of itself transporting the
gas.

And finally, another provision that we have put in the
request for proposals is - as an accommobdation to the
producers, as | indicated before - the state has the
right to switch between royalty-in-kind and royalty-
i n-value on six nonths' notice. Oten, a royalty oil
or gas purchaser wll know well in advance of six
nonths of change in plans that substantially affect
how much oil or gas they want to buy. So we built in
a nechanism to encourage them to give two years

advance notice of significant changes in the quantity
of gas that they do want to take.

Number 1097
MS. ROBSON conti nued:

Il will just touch on one additional point: t he
remaining ten or so pages [of the handout] all are
based around a single scenario, and | don't think we
want to explore that scenario this week; you may want
to do it at a later point in tine. But they are
designed to show the inpacts of a royalty-in-kind sale
on the sizing [of] the pipeline, on the pipeline
conpany itself, and on the Prudhoe Bay and Point
Thonmson producers.

And | will just summarize the conclusions, and then,
if there are specific questions, |1'd be happy to
address those now or, if you want to go back, take a
| ook at this graphic, have sonme nore conservations,
and we can pick up the conversation |ater.
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W think, if anything, that the inpact a royalty-in-
kind sale will have on ... the sizing of the pipeline
is to provide for a larger-size pipe and, ultimately,
nore flow of Alaska's gas to market at a sooner point
in time, and early nonetization of our stranded gas

resour ces.

W think there will be no or a positive inpact on the
pi peline conpany itself. VWile there may be sone
i npact on the size of the pipe, what will happen in an
open season is there will be nomnations for specific
quantities of gas, and the pipe wll be built to
accommobdate those quantities. And so the pipeline
conpany wll have ship-or-pay conmtnents for the
entire volune, from day one, and so there will not be

a negative inpact on the pipeline conpany itself.

There may be an inpact on the producers at Prudhoe Bay
and Point Thonson. There are sone aspects in which
the inpact would be positive, and there are sone
possi bl e aspects in which the inpact may be negative,
although we think any negative inpacts could be
m tigated.

Number 1205

M5. ROBSON summarized possible inpacts, whether positive,
negative, or neutral:

First, it's possible that the inpact on the Prudhoe
Bay and Poi nt Thonmson producers might be that ... sone
portion of their stranded gas reserve could be
brought to market sooner and they could nonetize that
stranded asset at an earlier date and tine, and due to
the tine value ..., actually increase the value of the
project to thensel ves.

The second way in which it nmay affect [the producers]
is that if we wind up with a larger pipeline as a
result of this royalty-in-kind sale, due to econom es
of scale the pipeline tariff may, in fact, be |ess.
And that would, of course, work to the benefit of the
Prudhoe Bay and Point Thonson producers, as well as
all other shippers on that pipeline.

The third way in which they may be inpacted is the
| evel of use of the planned gas-treatnent plant nmay be
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i npacted by a royalty-in-kind sale. And, again, |

won't go through the hypothetical here, but we do
think there are ways to acconmpdate or nminimze that

I npact .

So while we do note that the producers have indicated
a reluctance for the state to conduct this sale, we do
think that it could have a positive or neutral inpact
on the desirability of the project to the producers.
And we do think there is room to accommobdate their
concerns.

W have also asked the producers to quantify any
negative inpact that this sale may have, and they
have, at this st age, declined to make that
guantification. So while there [are] sone purported
negative aspects of a royalty-in-kind sale to the
producers, we are synpathetic to any negative concerns
but we want to see a quantification and identification
of those negative aspects, and we have yet to receive
t hat .

CHAIR OGAN asked whether [the producers] have indicated they
will provide that [quantification or identification].

M5. ROBSON sai d no.
Nunmber 1326

MR. MYERS added:

Anot her factor IS C we' ve had ext ensive
conversations with potential buyers of gas, one of
t hose buyers' groups being a consortiumof ... various
explorers for gas. They have expressed to us their

nunber-one concern and risk is in exploration for new
resources in the sense of finding, discovering, and
producing those resources - it's getting those
resources to market. ... So it is a risk that's shared
by other conpanies that have a |ot of expertise in
finding, producing, and shippi ng gas.

Nunber 1354

M5. ROBSON concl uded:
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| do not want to end on a negative note by indicating
the producers have not gotten back to us on that
issue. W have had a nunber of conversations with the
producers on many isSsues. I think we are
"progressing” the issues in nany areas; there are
areas where there is still disagreenent or [where]
interests are different. Access and this royalty-in-
kind sale is one of those. But | do think that the
interests of the state and the producers are being
advanced by the conversations and the cooperation to

dat e.
Nunmber 1387
CHAIR OGAN asked whether there were further questions. He
remarked that he would |like to hear from the producers and
possi bly take some public testinony at the next neeting, if

anyone wi shed to speak on the issue.

CHAIR OGAN pointed out that commttee packets contain the
followwng: a letter fromthe Al aska Gas Producers Pipeline Team
[representing BP Expl orati on (Al aska) I nc., ExxonMbbi
Production Conpany, and Phillips Alaska, Inc.] to [Comm ssioner
Pourchot of] the DNR, dated January 15, 2002, asking for a
reconsi deration of the best-interest finding;, an e-mail from Ken
Thonpson [dated January 14, 2002, to conmttee aide Linda Hay]
relating to the issue and sone findings from a comm ssion that
M . Thonpson had worked on regarding in-kind sales and so forth;
and a copy of [AS 38.05.183] dealing with the sale of a royalty
and | egislative approval . He requested that commttee nenbers
beconme famliar with those material s.

CHAIR OGAN thanked the commttee aide for the House Speci al
Committee on Ol and Gas, Linda Hay, for the excellent job she
has done.

ADJ OQURNVENT

Nunber 1495

There being no further business before the commttee, the House

Special Conmittee on Ol and Gas neeting was adjourned at 12:01
p. m
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