ALASKA STATE LEG SLATURE
HOUSE SPECI AL COW TTEE ON O L AND GAS
March 11, 2003
3:23 p.m

MVEMBERS PRESENT

Representative Vic Kohring, Chair
Representative M ke Chenault, Vice Chair
Representati ve Hugh Fate

Representative Lesil MQiire

Represent ati ve Nor man Rokeberg
Representative Harry Crawford
Representative Beth Kerttul a

MEMBERS ABSENT
Al l nmenbers present
OTHER LEQ SLATORS PRESENT
Representative Jim Hol m
COW TTEE CALENDAR
SPONSOR SUBSTI TUTE FOR HOUSE BI LL NO. 28
"An Act relating to adjustnments to royalty reserved to the state
to encourage ot herwi se uneconom ¢ production of oil and gas; and
providing for an effective date."”
- MOVED CSSSHB 28( &G OUT OF COW TTEE
PREVI QUS ACTI ON
BILL: HB 28

SHORT TITLE: O L & GAS ROYALTY MODI FI CATI ON
SPONSCR( S) : REPRESENTATI VE( S) KOHRI NG, ROKEBERG

Jrn-Date Jr n- Page Action

01/ 21/ 03 0039 (H PREFI LE RELEASED (1/10/03)

01/21/03 0039 (H READ THE FI RST TI ME -
REFERRALS

01/21/03 0039 (H &G, RES, FIN

02/ 19/ 03 0246 (H SPONSCR SUBSTI TUTE | NTRODUCED

02/ 19/ 03 0246 (H) READ THE FI RST TI ME -
REFERRALS

02/ 19/ 03 0246 (H &G RES, FIN

HOUSE O&G COW TTEE -1- March 11, 2003



02/ 20/ 03 (H) O8G AT 3:15 PM CAPI TOL 124
02/ 20/ 03 (H) Heard & Hel d

02/ 20/ 03 (H) M NUTE( O8G)

03/ 11/ 03 (H) O8G AT 3:15 PM CAPI TOL 124

W TNESS REG STER

MARK MYERS, Director

Division of Ol & Gas

Department of Natural Resources (DNR)

Anchor age, Al aska
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ACTI ON NARRATI VE

TAPE 03-14, SIDE A
Number 0001

CHAIR VIC KOHRI NG cal l ed the House Special Conmmttee on Ol and
Gas neeting to order at 3:23 p.m Represent ati ves Kohri ng,
Chenaul t, Rokeberg, Fate, Crawford, and Kerttula were present at
the call to order. Representative McGQiire arrived shortly after
the neeting began. Also present was Representative Holm

HB 28-0 L & GAS ROYALTY MODI FI CATI ON

Nunmber 0049

CHAI R KOHRI NG announced that the committee would hear SPONSOR
SUBSTI TUTE FOR HOUSE BILL NO 28, "An Act relating to
adjustnents to royalty reserved to the state to encourage
ot herwi se uneconom ¢ production of oil and gas; and providing
for an effective date."

CHAIR KOHRING joint sponsor with Representative Rokeberg of
SSHB 28, noted that substantial testinony had been heard at the
hearing [on February 20, 2003].

Number 0093

CHAI R KOHRI NG offered a recap, noting that the intent of SSHB 28

is to spur devel opnent of marginal oil fields and to establish a
nore understandable and wusable royalty-adjustnment nethod for
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fields that mght otherwi se prove uneconom cal. It clarifies
and sinplifies the 1995 legislation that established the current
royal ty-reduction nmethod, especially with regard to the role of
the comm ssioner of the Departnent of Natural Resources (DNR)

who, wunder the bill, wll be given greater flexibility to
negotiate deals that are nore financially viable for drilling
and exploration conpanies. Existing law is sinply too
burdensonme and costly for industry, he suggested, and thus
di scourages the filing of drilling applications; as a result,
oil is left in the ground that otherw se could be extracted to
add to the state's econom c base. Essentially, the bill extends

the life of existing, uneconom cal fields.
Number 0229

CHAI R KOHRI NG continued with his recap, offering his belief that
[ SSHB 28] protects the public interest by  naintaining
individuals' ability to comment on prelimnary findings of the
comm ssioner; it also maintains the |egislature's involvenent
through the Joint Commttee on Legislative Budget and Audit,
whi ch hol ds neetings year-round. Chair Kohring asserted that
the public process isn't conprom sed by this bill. He also said
Al aska needs to remain conpetitive in the global market by
encour agi ng devel opnent of its oil and gas resources, and that
he believes this l|legislation noves [the state] closer to that

goal . He added that the bill is basically intended to junp-
start drilling activity.
Nunber 0288

CHAIR KOHRING turned attention to the fiscal note [from the
Division of Gl & Gas] for nore than $30 million. He suggested

representatives fromthe division could address it. He offered
his belief, however, that the bill has essentially a zero
[fiscal inpact], because w thout devel opnent of these margina
fields, there won't be oil royalties going into the state
treasury. Suggesting it's another way of |looking at it, he
added, "In my mnd, the note reflects an anount of noney the
state wouldn't get if this bill sinply didn't becone |aw."

Number 0379

CHAIR KOHRING noved to adopt [Conceptual] Amendnent 1, which
read [original punctuation provided]:

Delete all references to: or portion of a field or
pool

HOUSE O&G COW TTEE - 3- March 11, 2003



REPRESENTATI VE CHENAULT obj ected for di scussion purposes.
Number 0440

MARK MYERS, Director, Dvision of GI & Gas, Departnent of
Nat ural Resources, told nenbers that the division and DNR
support Conceptual Amendnent 1. Calling attention to the scale
in terns of size, he pointed out the inherent flexibility in

using "field or pool"” in customzing royalty relief. Pool s are
i ndi vidual, separated reservoirs, whereas a field comonly
consists of multiple pools. In this legislation, the state can
grant royalty relief for a field producing through common
facilities - multiple different reservoirs - and have a royalty
reduction on an individual reservoir. That gives a lot of

flexibility, since it isn't for the entire infrastructure
related to [production] in that field, but can be tailored to a
heavy-oil zone or a gas pool, for exanple, if it's separate from
the main oil reservoir.

Nunmber 0537

MR. MYERS expl ai ned that going to [a portion of a field or pool,
as proposed in SSHB 28], brings up nultiple problens, both

adm nistratively and, to his belief, in [terns] of purpose.
Using an analogy of an oil field as a flying saucer with a thin
edge, he explained that the thicker part - the mddle of the
field - will be developed first, since it is the only econom ca
area to devel op: it has the thickest accumnulation of oil, and
the wells have the highest rates of return and flow rates. As
the field life continues - wth nore infrastructure built,
including drilling pads - thinner and thinner parts of the field

becone econom cal .

MR. MYERS continued, noting that the natural evolution is to
produce the thickest, best, nobst economcal part first, and
|later on to produce the thinner edges of the field. He
expressed concern, therefore, that at sone point in tine an
operator could claim that only the "thickest part of the pie"
was econom cal, and thus request royalty relief for the thinner
edge.

Number 0631

MR MYERS told nenbers:
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Hi storically, what we've seen is, on the North Sl ope,

Prudhoe Bay, originally, the economic limt was 100
feet of oil thickness, of oil colum or net pay. That
is now down to about 10 feet. So both as the field

production noved on and al so as technol ogy changed, it
becanme nore and nore economc, through a natural
evolution of the oil field, to produce the thinner

edges. So ... by using "parts of fields,"” an operator
could always claima royalty relief at any given point
for part of the field: a small, isolated fault bl ock

within the field that mght have thinner
certainly, the fringe parts of the field.

pay" on,

MR. MYERS offered that at sone point in the field life, only

uneconomcal oil wll be left; that is when an incentive is
desi red. Reiterating that the fine scale of "[portion] of a
field or pool"™ is problematic from both an adm nistrative and an
"intent" standpoint, he added, "I could even see cases where it

mght lead to inproper reservoir nanagenent, where you actually
don't produce the core part of the field first, or maximze
production, because you're ... producing those areas where you
get a royalty reduction.™ From an operational standpoint, he
suggested, it doesn't nmake sense.

MR. MYERS pointed out another problem with the |anguage [being

del eted by Conceptual Anmendnent 1]: early in the life of a
field, there isn't the data necessary about the fringe areas to
determ ne whether they are economcally viable. As a field is

devel oped, however, nore and nore information is obtained, he
said, "nmoving out to these peripheral areas of the field; then
you can quantify the value of that."

Number 0772

REPRESENTATI VE KERTTULA i ndicated technological advances start
to make areas economically viable that weren't previously. She
asked M. Mers what the state would have lost in revenues if
econom ¢ incentives had been granted when [the economic |imt
for oil] was 100 feet, rather than the 10 feet it is currently.

MR. MYERS replied:

The only exanple that | know of on a royalty-relief
case where you could have tested that was at M ne
Point, ... prior to ConocoPhillips, when Conoco was
originally operating the field [in] the 1980s, and
they applied for royalty relief, | think, in [the]
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'89-to-'90 timefrane. The state deni ed t he
application, but the analysis showed that if it would
have been granted, it would have cost the state
between $64 [mllion] and $120 mllion. But that was
at Conoco's 20, 000-barrel -per-day rate of production.
Currently, the field produces nearly 50,000 barrels
per day, without that royalty relief.

So, in this case, we could quantify about 128 mllion
[dol I ars]. But, in reality, what we got was a new
operator with additional capital to spend in the field
that has really done a good job of developing it. So

that is sort of the upside risk early in the life
of ... the field, is in the $100 nmillion-plus range.
Later in the I|ife of fields, near the end of
production life, there's nuch better data to quantify,
the risks are significantly lower, and the dollars

involved ... can be significantly | ower.
Nunmber 0886
REPRESENTATI VE KERTTULA asked whether the bill is structured so

this determnation is only nmade at the end of the life of a
field, or whether sonmething may happen at the begi nning. She
noted that page 1 places sone sidebars with regard to economc
feasibility.

MR. MYERS r esponded:

| think ... there is a risk early in the life of the
field, because ... you have wuncertainty about the
act ual recoverabl e reserves, t he changes in
technol ogy, future oil prices. On the other hand, the
bill allows the flexibility to condition royalty
relief, so that when conditions [change] there can be
payback ... if it's deened appropriate in the
mechani sm or the royalty relief can end. So the bil

does allow ... a lot of flexibility and discretion [to
the] DNR commi ssioner to customze it. And | believe

that was Representative Rokeberg's intent, there,
to give those tools for flexibility so it could be
managed in such a way ... to mnimze the risk

But there is risk early in the life of the field. You
sinply ... don't have the data to know, on the other
hand, you risk the field, in some cases - and | can
use a Badami -type-field exanple, where even though
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you're relatively early in the life of the field, it

doesn' t have very good economcs, i.e., have
sufficiency of data to know that it's a very
chal | enged field. So there are cases at all ends of
the spectrum ... This is not an easy thing. That's

why it takes a lot of detailed analysis. That's why
the data requirenents are here in the bill

Nunber 1016

REPRESENTATI VE ROKEBERG joint sponsor of SSHB 28, referred to
di scussion at the previous hearing about the judgment of then-
Comm ssi oner Harold Heinze in denying the Mlne Point
application from Conoco; he asked M. Mers whether the state
woul d have foregone substantial income [if the application had
been approved], and requested details.

MR. MYERS answered that it was for the heavy oil as well as the
Kuparuk River formation, the main producing reservoir; it wasn't
limted to heavy oil. Indicating DNR had reviewed the
substantial technical data that was provided, he said Conoco did
a good job, had identified a lot of additional reserves in the
field, and had actually pioneered sone of the heavy-oil work
However, Conoco determned that its internal economcs were
"nore chal lenged,” particular in relation to the higher tariffs
the conpany was paying TAPS [the Trans-Al aska Pipeline System
and the Kuparuk pipeline. He added:

Wen ... the state reviewed that application, ... the
data showed what the state thought was a reasonable
rate of return for the [operator] at the tine. I
think the operator saw a better economc fit wth
trading that for some property in the Gulf of Mexico;

BP saw a good economc fit. But as far as the
reserves and the technology, BP has done an excellent
job in developing the field. The potential was

clearly recognized by Conoco, which had [itself] done
a good technol ogical job in |ooking at those reserves.

Nunber 1157

REPRESENTATI VE ROKEBERG remarked that M. Mers had refreshed
his nenory. He asked whether the true reason for the original
application [for royalty nodification] was that Conoco wasn't a
participant in TAPS and therefore would have had to "pay through
t he nose" conpared with TAPS partici pants.

HOUSE O&G COW TTEE -7- March 11, 2003



MR. MYERS replied:

It certainly hurt their economcs, although the
state's analysis, and the determ nation, wasn't based

on all those economcs; it was based on [Conoco's]
confidential, internal economcs. ... | think the
public-interest decision by Comm ssioner Heinze was
also based on [the assunption that] ... [little
behavi or nodification was going to occur with Conoco

They weren't going to ... increnentally increase

production in the field, even though they identified
the reserves, by any significant anount.

So ... one of the things, | think, wth royalty
reducti on: if you give the royalty reduction, wll
the field produce longer? And we knew the reserves
were there. So, would it enhance the production?
Wuld ... investnent pour back in the field to

increase and create a win-win situation, a symetri cal
situation where we gave up royalty relief and then
received additional revenue? Conoco's case on that

was pretty poor, in that it was business as usual. It
was clear, even though the anount of dollars for the
royalty reduction were substantial, [that] it was
still less than $10 mllion per year, which wasn't
sufficient noney to allow them to invest ... nore
capital for enhanced oil recovery, which is one of the
limtations, | truly think, the state has, again, wth

our royalty share being a [snmall] percentage of that.
Number 1292
MR. MYERS conti nued:

The relief can help, and it particularly hel ps agai nst

the operating cost standard. But against the total
investnent in the field - which at that tinme, the
royalty reduction had to be used against - it was
relatively small, a small increnental change to the
conpany that couldn't change the behavior. But even

with all that said, the econom c analysis showed that
they made a reasonable rate of return, in the state's
interpretation. And that's why the application was
deni ed.

Nunber 1320
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REPRESENTATI VE ROKEBERG offered his belief that Conoco had
swapped interests with BP, which had a better position wth
regard to tariffs, and |left Al aska because of an inability to do

busi ness here. He said it doesn't speak to this bill, but to
access wth regard to infrastructure, for exanple. He suggested
[ ConocoPhillips Alaska] is back only because of "international

cor porate deal naking."
Nunber 1438

REPRESENTATI VE MGU RE nentioned a concern expressed at the
previous hearing [by Representative Rokeberg] about the concept

begi nning on page 2, line 5 - which refers to delineation to the
satisfaction of the comm ssioner - with regard to whether the
conmm ssioner mght "overdemand for a delineation about fields"
and then never make a decision. She asked if that had been
addr essed.

Number 1545

CHAI R KOHRI NG asked M. Mers whether he had any concerns about
t hat provision.

MR. MYERS replied:

No, | don't. I think, actually, the sufficiency-of-
data standard's inportant here early, particularly
because that results ... in potential royalty

reduction early in the |life of the field. So you need
to have an idea of the size of the reserves, the

econom cs, the production. And we need to ... do a
"due diligence" to be reasonably ... confident that we
can either agree wth their nunbers or do sone
i ndependent assessnent of that. So ... it's always
going to be a judgnent as to the sufficiency of data,
and it's a professional judgnent. But ... early in

the life of the field you're going to have a |ot |ess
data to work with.

| think the bill has ... a real positive aspect [in
that] it allows you to customze the relief ... to
deal with some of those uncertainty issues. But you
still fundanentally need to ... know whether your
field is 200 mllion barrels or 400 mllion barrels
recover abl e, the gravity of the oil, C t he
producibility, the net cost for producing that oil.
So ... there is definitely a sufficiency-of-data
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standard [and] that any prudent operator wll have
that data if they' ve sanctioned the project and

are going ahead with devel opnment of that project. So,
again, | think it's sort of ... self-policing. I
guarantee you, the conpanies can't make those
decisions ... on skinny data. They're spending
hundreds of mllions or billions of dollars, and they
will have ... that sufficiency of data.
Nunmber 1646

REPRESENTATI VE McGUIRE, again referring to her notes from the
previ ous hearing, nentioned a concern about the appearance or
reality of a guaranteed result in picking from a |list of
qualified consultants.

REPRESENTATI VE ROKEBERG requested that attention return to
Conceptual Amendnent 1.

REPRESENTATI VE CHENAULT renoved his objection.
Number 1722

CHAI R KOHRI NG asked whether there was any further objection to
adopti ng Conceptual Amendnent 1. There being no objection, it
was so ordered.

CHAI R KOHRI NG  suggest ed t hat Representati ve Rokeberg' s
Amendnent 2 shoul d address Representative McQiire' s concerns.

Nunber 1736

REPRESENTATI VE ROKEBERG noved to adopt Anendnent 2, |abeled 23-
LS0177\ D. 3, Chenoweth, 3/11/03, which read:

Page 5, line 20, following "data;":

Insert "the conm ssioner nay require use of the
servi ces of an i ndependent contractor i f t he
conmi ssioner determnes that the estinmated costs of
the contractor's services do not exceed 10 percent of
the estimated value of the royalty reduction to the
| essee or |essees mmking application for it, except
that the conmm ssioner may require use of the services
when the estimated costs of the services equal or
exceed 10 percent of the estinated value of the
royalty reduction with the applicant's agreenent; if,
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under this paragraph, the commi ssioner requires
paynent for the services of an independent contractor,

CHAI R KOHRI NG obj ected for di scussion purposes.
Number 1759

REPRESENTATI VE ROKEBERG said this is in the sanme area brought up
by Representative MQiire. He pointed out that there is a
difference in the view of the Division of Ol & Gas and his own
view of the bill. He explained, "They' ve requested that the
comm ssioner have the right here to nmake the selection of the
consul tant. "

REPRESENTATI VE ROKEBERG tol d nenbers that Anmendnent 2 really has
to do with use of the services of an independent contractor. He
offered for the record a three-page letter from Kevin Tabl er of
Union G| Conpany of California (Unocal) dated March 7, 2003
[which al so contained testinony by Unocal submitted on March 16,
1995, to the House Special Commttee on G| and Gas and on Apri
28, 1995, to the Senate Resources Standing Commttee with regard
to HB 207].

REPRESENTATI VE ROKEBERG told nenbers the issue is that if the
comm ssioner had full sway to select the contractor and to
determ ne the relevant scope of work, [the conm ssioner] could
ask the contractor to spend nore noney than the royalty relief
woul d be worth. He suggested that mght have happened wth
regard to the only application he was aware of under HB 207, the
current |aw. Referring to M. Tabler's letter, Representative
Rokeberg said the consultant cost something Iike $250, 000,
whereas the total benefit to Unocal was only about $600,000. He
suggested a 5-to-1 ratio might be worthwhile, and nentioned high
hurdl e rates because of the higher |evel of risk. He suggest ed
taking great care when drafting the statutes to try to nmake them
reflect the real world.

Number 1950

REPRESENTATI VE ROKEBERG noted that Amendnent 2 restricts the
cost of these contracts, and that the comm ssioner can still
determ ne the rel evant scope of work to be perforned. He asked:
if the relevant scope to be demanded by the comm ssioner exceeds
a valuation and there is no cost-benefit ratio here, why proceed
with the application? He said the 10 percent admttedly is "an
estimate of a reasonable nunber,"” and that although he wasn't
"wed to that nunber,"” it has been recomended. He called it a
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commonsense addition, suggesting that there could be a scenario
wherein a comm ssioner demands that "you study this thing to
death"” and it costs nore than it is worth.

REPRESENTATI VE ROKEBERG requested feedback from [M. Mers] on
Amendnment 2 and the relevant section of the bill, but again
referred to M. Tabler's letter, page 2 in particular, about why
M. Tabler believed this to be necessary.

Number 2060
MR. MYERS r esponded:

| believe this anendnment creates an on-off sw tch
of whether or not the state can hire a contractor, not

the expenses the contractors can [incur]. I n other
words, | don't believe, under this anmendnent, we could
actually hire them unless we've denonstrated the 10
percent, which you won't know until you've hired the
contractor. So ... | believe that ... probably isn't
the intent, but, again, | don't see that as very

workable in the sense it wouldn't allow us to hire the
contractor at all.

|"m synpathetic to the concern that the costs, with a
contractor, ... can be quite expensive. ... 1'd like
to note, though, that on the Unocal case, the state
did not hire a contractor, so M. Tabler nust be
referring to internal costs [incurred] ... by Unocal.
Again, we had no contractor on board for that.

REPRESENTATI VES McGUI RE and ROKEBERG referred to the fact that
M. Tabler's Iletter says Unocal hired its own consultant,
Gaffney dine.

Number 2116

MR. MYERS said that was for [Unocal's] internal analysis, not
for reinbursable expenses to the departnent. "So, again, we
handled that case internally,"” he said. He added that it's

likely, for a field late in its life, that [the departnent]
woul d have sufficient data and the costs in the contract would

be |ess. On a larger field early in its life, however, the
anount of analysis inevitably would be a lot nore and the
potential [royalty] reduction would be nore. He said he is

synpathetic to Representative Rokeberg's <concern that [the
state] not charge too much or do extensive analysis that isn't
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necessary, and has sone synpathy for the applicants if the costs
are large for a contractor. If a royalty structure were
designed with a payback or shut-off mechanism however, it would
be price-dependent, and estimating 10 percent of the relief
woul dn't be an easy task, either.

MR. MYERS reiterated his two concerns. First, this sets up a
situation whereby [the departnent] isn't allowed to hire a
contractor unless it either denonstrates or estimates that the
costs don't exceed 10 percent. And, second, it will be hard in
sonme cases, depending on how the relief is structured, to
actually quantify the value of that relief, because of using a
sliding-scale nmechanism a price-sensitive nmechanism or a
payback - all of which could be used under this.

Nunmber 2198

REPRESENTATI VE ROKEBERG responded that he didn't entirely agree.
He said he'd seen no evidence that the Division of Gl & Gas is
reluctant to create fiscal notes with estimtes with regard to
potential oil revenues lost; he cited [this year's] HB 57 as an
exanple. He disagreed with the characterization that this is an
on-off switch, unless the desire is to use it as a nmechanismto
foil the attenpt of the applicant.

REPRESENTATI VE ROKEBERG offered his belief that the |anguage [in
Amendnent 2] is sufficient to provide flexibility, and that the
10 percent could be exceeded if the applicant gave consent.
Noting that he'd worked on it for a couple of weeks, he said it
seened easier to try to set sonme quantifiable standard based on

prelimnary estimtes of what could happen. He added, "This
could be really problematic because the bill does provide for
this to an undeveloped field." Suggesting that the word
"estimates" is clear statutorily, he offered to nodify the
| anguage if it could include the concept of "cost-benefit
anal ysis of value engineering."” He cautioned that great harm
could result if two parties in a sem -adversarial situation were
saying who could be used as consultants, what lists were to be

chosen from and so forth; he suggested that is a collateral
i ssue about which there has been past di sagreenent.

Nunmber 2332
MR. MYERS replied:

If I have an ... initial application for this and |
know |I'm going to need a consultant, I'm ... probably
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going to hire the consultant on an hourly basis, based
on how much analysis he's going to be doing. Thi s
says that | have to know what these costs are going to
be ... ahead of tinme, prior to it, and have done
enough analysis to know what the royalty relief is
going to be worth, all of which ... wuld be
preconditions for ny authority ... to hire the
contractor or to get a contract with him

So I'm stuck in the case of ... thinking, "How do I
possi bly, going into [an] application, know what data,
(a), is available to nme through the applicant, and,

(b), what sort of analysis |I'm going to need, and what
that analysis is going to cost ne." In addition, |
don't know what the royalty relief is, because |I'm
first seeing this application cold, with a lot of

dat a.

So, under this scenario |I'd have to work the data
internally, extensively, [to the] point that | was
confortable enough that ... the 10-percent nunber
would work, and then | could hire the consultant to
work on those particular problens. That's going to

cause a lot of internal analysis, a lot of delay
in the work on the application.

MVR. MYERS offered to work wth Representative Rokeberg,
reiterating that he understood and synpathized with the intent
from the applicants' standpoint of wanting certainty that [DNR]
won't use this as a nmechanism to deny it; M. Mers said that
clearly isn't the intent.

Number 2409

REPRESENTATI VE KERTTULA asked how many tinmes this actually has
been a problem that [DNR] has asked for [a consultant] and been
told it would be too expensive.

MR. MYERS indicated that the times when DNR went through these
anal yses, it never hired an independent assessnent. He said, "I
do note, the Conoco case took a long tine to do internally.” He
reiterated that if there is a lot of data late in the life of
the field, this is not a difficult problem Early in the life
of the field, however, engineering analysis and technical,
upfront analysis nust be done. It really will vary, he added.

Number 2449
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REPRESENTATI VE ROKEBERG replied to Representative Kerttula by
referring to [AS 38.05.180(j)] and saying the provision that
requi red the independent consultant was added in 1995 by HB 207;
thus the commi ssioner [of DNR] under the Conoco scenario didn't
have this nmandate. He suggested that any hiring of consultants
is "probably discretionary as to the conm ssioner on any other
type of circunstance,” but said only the Conoco application, to
his knowl edge, has done this in eight years. He added, "That's
why we're doing this bill. The statute doesn't work now. W're
trying to clean it up so it's workable and so it can have sone
inpact and effect on our oil and gas production here in the
state."”

REPRESENTATI VE ROKEBERG indicated he could envision what M.
Myers was thinking, although he didn't entirely agree. He did
agree that in a new field, in particular, or where there isn't
sufficient data, it can be extrenely difficult to make sone of
these estimates, even wth regard to the amount of royalty
reduction. He suggested that both [he and M. Mers] agree wth
the need for sone sideboards wth regard to "val ue engi neering"
and how to acconplish that.

Number 2541

REPRESENTATI VE ROKEBERG requested, rather than holding the bil
further, that the commttee accept Amendnent 2 in order to
i ntroduce the concept into the bill, but with the proviso that
he'd work with Chair Kohring and the Division of Ol & Gas to
try to make it workabl e.

MR. MYERS of fered technical support.
Nunber 2583

REPRESENTATI VE KERTTULA obj ected, stating her preference for not
i ncl udi ng Amendnment 2, which could be added on the House fl oor
i f necessary.

CHAI R KOHRI NG wi t hdrew his own obj ecti on.

A roll call vote was taken. Represent ati ves Rokeberg, Fate,
McQuire, and Kohring voted in favor of Amendnent 2.
Representatives Crawford and Kerttula voted against it.
Representative Chenault was absent for the vote. Ther ef or e,
Amendnent 2 was adopted by a vote of 4-2.
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The commttee took an at-ease from4:02 p.m to 4:03 p.m
Nunber 2624

REPRESENTATI VE ROKEBERG referred to M. Tabler's letter and
conversations with Ken Boyd, M. Mers' counterpoint when the
original |egislation came before the House Special Commttee on
Ol and Gas eight years ago. Wth regard to paragraph (6) on
page 5 of SSHB 28, Representative Rokeberg said it reads that
the applicant pays for the services of an independent contractor
selected from a list of qualified consultants provided by the
conmi ssi oner. In existing law, by contrast, the conm ssioner
selects the consultant and the applicant has to pay for it. He
offered his belief, from past conversations, that M. Mers and
his staff were in disagreenent [with Representative Rokeberg] on
this point.

REPRESENTATI VE ROKEBERG said he would "stick by this position
because it's been reconfirnmed by the testinony, in talking to
various people ... in the industry that have ... gone through
the situation, where | think that wultinmately the conpanies
paying for the contractor - who's going to be working under the
direction of the conm ssioner - should be the one to select
whoever they're going to be paying for." Calling it a "basic
axiom of business,” he also offered his understanding that
relatively few conpanies would even qualify [for the list].

REPRESENTATI VE ROKEBERG noted that proposed |anguage on page 5,
lines 20-21, of SSHB 28 [which imediately follows the |anguage
inserted by Anmendnent 2], says, "the comm ssioner shall
determ ne the relevant scope of the work to be perforned by the
contractor". He pointed out that [DNR] would wuse this
information to evaluate the application. He said he saw no
reason to change this, but acknow edged that M. Mers m ght
feel otherw se.

Nunber 2776

REPRESENTATI VE CRAWFORD said it seenms this will be a somewhat
adversari al relationship between the contractor and the
applicant, and that the nost qualified contractor that the
[ comm ssioner] chooses might be unacceptable to the applicant
because of being too tough an adversary. He asked the reasoning
behind all ow ng the applicant to choose who the adversary is.

REPRESENTATI VE ROKEBERG replied that it is supposed to be an
i ndependent consultant - a gatherer of technical data and an
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anal yst . He suggested an adversarial relationship, if any,
would be between the conm ssioner and the applicant.
Characterizing this as a "pretty small business sphere,” he
remarked that if the conmssioner told himto hire a particular
person that he'd had a bad experience wth, he wouldn't

appreciate it. He offered that the comm ssioner has a say in
the selection process by providing the list; the applicant
selects [fron] the list and pays for [the consultant]; the

comm ssioner then gets to use the consultant.
Number 2890

REPRESENTATI VE FATE said it seens that allowing the contractor
to assune the selection and to bypass the departnent renoves the
responsibility of the division and per haps even sone
responsibility from the [Alaska GOl & Gas Conservation
Comm ssion (AOGCC)] when it comes to production. It is placed
solely in the hands of the [applicant], he suggested, by
allowing that person to select the consultant to do the very
things specified in the bill. He asked whether his reading was
correct.

Number 2955

REPRESENTATI VE ROKEBERG replied that perhaps Representative Fate
was reading too much into it, since he didn't believe AOGCC had
anything to do with it. He said it is an application nade by
the | essee to the comm ssioner of DNR He added, "Frankly, the
testinony | have is that the people in the industry believe that

the comm ssioner and [the Division of Ol & Gas] should be
able to do this in-house. They don't even need to hire a
contractor." He pointed out that "may" is in the |anguage; it
is discretionary, therefore, driven by whether the conm ssioner
believes there is a need for an independent consultant.

TAPE 03-14, SIDE B

Nunber 2974

REPRESENTATI VE ROKEBERG said the applicant pays for it, under
the current statute or the bill. The question is who nakes the
shortlist and who gets to nmake the decision. He clarified, "I'm
saying that the applicant should nmake the final decision because
he's paying for it." He asked that M. Mers address the issue.

The commttee took an at-ease at 4:11 p.m that lasted a few
seconds.
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Nunber 2913

MR. MYERS told nenbers:

W can live with ... the anended version. Again, it's
not ideal, but we understand Representative Rokeberg's
concerns, and it's workable. | wll say that we have
a ... fairly small consulting comunity in Al aska.
It's one thing to consider, that nost of the work for
t hat consulting comunity wll cone from the
producers, of various sorts. So contractors have to
be careful ... when they work for us that they don't

hurt their other business opportunities out there.

So, the nore [autonony] we have to select contractors,

the better. Again, we would be |ooking for someone
who' s obj ecti ve, soneone t hat can mai nt ai n
confidentiality, above all, because that's absolutely
critical. ... W very seldom bring in contractors on
detailed technical evaluations. ... One thing 1is
funding, but the second thing is the ... concern over

confidentiality of data. You are allowing themto see
sone very sensitive data, both from a sense of
t echni cal i nformation, but also from conmercial
economc information on an individual conpany:
information on their rates of return, information on
the profitability of the field, et cetera. So this is

a very, very sensitive analysis. And to that point,
we can understand the conpanies' concern, but it's our
concern as well. There's a liability for show ng them

that data and allow ng themto use that data.
Number 2851

MR MYERS conti nued:

The quality of C consultants varies wdely,
depending on their experience, their background. So
all we want is to get ... a good, unbiased, qualified
person - ... or people or firm - in there. And,
again, one of the issues is, that's a pretty short
list in Alaska. I|"m not trying to defane anyone, but
[this is] very specific, narrow, technical expertise,
and there's only a limted market. So we have limted
folks in-state. ... So chances are, our shortlist and
a producer's shortlist would be very simlar, but not
i denti cal
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And, | think. the conpatibility for us to work wth
folks - it's [nice] to know that ... they are high-
quality [and that] | won't be spending all our staff
time bringing soneone up to speed in ternms of training
them to get them to the point they can do the
analysis, and then that we can trust them forward

| ooking. So, ... again, froma selfish standpoint, we
like to maintain the flexibility. But | understand
Representati ve Rokeberg's concern, and ... we could

work with it.
Number 2800

REPRESENTATI VE KERTTULA requested confirmation that the idea
behind the contractor is soneone who basically takes the
division's place in order to provide the information so the
comm ssi oner can nmake a reasonabl e deci sion.

MR. MYERS r esponded:

The way | wunderstand it is, ... it won't be a broad-
based, do-everything kind of consultant, necessarily.
It may be ... specific aspects. There nmay be a

guestion on recoverability of the reservoir, reserve
estimates, in which case you mght bring a reservoir
engineer in. It nmay be an econom c run, in which case
you mght want to bring ... an economcs firmin to do
it. ... There's seldom "one size fits all." If so,
) if we hire one of these all-enconmpassing firns,
typically, the cost wll be very expensive to the
applicant, and that's ... not the intent here at all
So we'll probably narrow the focus, when we hire
consultants, to specific issues where either our in-
house expertise is not available in a tinely manner or

it's specific issues where it doesn't exist. So |
see it as augnenti ng, C not repl aci ng, t he
di vision's anal ysi s.

Nunber 2728

REPRESENTATI VE McGQUI RE said she'd struggled with this issue and
supports Representative Rokeberg's position. She offered an
anal ogy from her childhood: when two kids fight over pieces of
pie, the parents can resolve it by having one child cut the
pieces and the other choose which piece he or she wants.
Returning to the bill, she said this gives each an opportunity
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to enter into the equation when both have a |lot at stake, both
froma proprietary point of view and fromthe desire to have the
results be good.

REPRESENTATIVE MGU RE said she'd originally been concerned

about it, but likes how broad and general it is: a list is
chosen, but there aren't limts on how many or where they are
chosen from for exanple. She suggested this gives [the

comm ssioner of DNR] a great anount of power because of the
unli keli hood of putting sonmeone on the list wthout believing
the person would protect confidentiality requirenments and so
forth. She al so said she'd been concerned about the appearance
of inpropriety; given how much discretion there is in creating
the list, however, Representative McQuire said she believes that
giving [the applicant] the opportunity to pick [the contractor]
- since the applicant is ultimtely paying the bill - is
probably a fair tradeoff.

Number 2649

REPRESENTATI VE CRAWFORD expressed concern about the timng of
the "pick" because it seens there could be too nuch allegiance
[by the contractor] to the applicant who nmade the final choice
fromthe list that was put forward. He offered that it would be
fairer if the applicant put together the shortlist and the
comm ssi oner selected the final contractor.

REPRESENTATI VE ROKEBERG sai d that's what current |aw says, which
he doesn't |ike.

Nunmber 2604

REPRESENTATI VE CRAWORD renarked, "I think that our job here is

to make sure that the state's interests are best protected. And
I believe that iif we change it to the way that

Representati ve Rokeberg wants to, that ... the pendulum sw ngs

towards the side of the applicant.”

REPRESENTATI VE  ROKEBERG acknow edged t hat this can be
contentious, with the applicant on one side and the conmm ssi oner
and the state on the other. Noting that the independent
contractor is intended to provide an independent voice, he
agreed with Representative Crawford about the question of bias.
He suggested, however, that the state should be able to do this
i n-house, and only use an independent contractor for sonething
highly technical, if staff is tied up elsewhere, or if there is
"a failure by DNR to be able to neet its requirenments.” He
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asked why an applicant should be penalized by "giving the
default benefit to the commssioner rather than to the
applicant, when the comm ssioner should have done the job in the
first place and ... it's going to cost the guy noney."

Nunber 2507

REPRESENTATI VE = CRAWFORD, noting that this is an honest
di sagreenent, surmsed that the reason for wusing an outside
contractor was to enhance or speed up the process because the
Division of GOl & Gas, from what he has been told, is
short handed. This slows the process because the division
doesn't have enough staff to handle these, he suggested. He
again expressed concern that it could tend to bias the outside
contractor who was chosen by the applicant. He reiterated his
belief that the outside contractor should be chosen by the
state, which is doing the hiring. "This is for the state's side
of the argunent,"” he added.

Nunber 2452

REPRESENTATI VE KERTTULA remarked, "They're asking for a huge
break in some cases. ... It's to their benefit to be able to get
sonmeone that the conm ssioner feels confident of, and it's the
state's responsibility.” She said Representative Crawford's
point was well t aken. She asked M. Myers whether the

adm ni stration supports the bill

MR. MYERS said that to his know edge, the adm nistration hadn't
taken a position on the bill

REPRESENTATI VE KERTTULA asked what the positions of previous
adm ni strati ons have been on simlar |egislation.

MR. MYERS responded, "I think it's been recognized by previous
adm nistrations that we needed an effective royalty-reduction
bill as a tool." He indicated the division was only providing

techni cal support on the current |egislation.

CHAIR KOHRING pointed out that the original legislation was
signed into | aw by then-CGovernor Know es.

REPRESENTATI VE ROKEBERG said HB 207 in 1995 was the centerpiece
of the entire Knowes Admnistration, but that the Senate
Fi nance Commttee "screwed it up."

Number 2335
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REPRESENTATI VE KERTTULA referred to the analysis on page 2 of
the division's fiscal note, which says HB 28 opens the door to
the possibility that every oil or gas reservoir wuld be
eligible. She asked whether that stands.

MR. MYERS specified that with [Arendnment 1, deleting "or portion
of a field or pool”] it wouldn't stand. He added the follow ng
with regard to i ndependent contractors:

Qur goal is not to have [an] independent contractor as
an advocate for a state position. It's to do the
techni cal anal ysis. Again, the state's not opposed

to royalty reduction. W just want to nmke sure
it nmeets the statutory requirenents and we give the
comm ssioner the ability to do the analysis. So,
again, ... we're not hiring a law firm to advocate a
position for wus. We're [hiring] technical experts.
We're just trying to get "the best"” to verify the data
and to do the proper analysis. That determ nation has
to be nmade by the commssioner; it won't be nade by
t he contractor.

Nunber 2271

REPRESENTATI VE CHENAULT noved to report SSHB 28 [as anended] out
of comittee W th i ndi vi dual reconmendat i ons and t he
acconpanyi ng fiscal not e(s). There being no objection

CSSSHB 28(&G) was reported from the House Special Committee on
Ol and Gas.

ADJ OQURNVENT
There being no further business before the commttee, the House

Special Conmmttee on QI and Gas neeting was adjourned at
4:29 p.m
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