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ACTI ON NARRATI VE

TAPE 03-8, SIDE A
Number 0001

CO CHAIR HUGH FATE call ed the House Resources Standing Conmittee
neeting to order at 1:06 p.m Representatives Fate, Masek,
Hei nze, Wl f, and Guttenberg were present at the call to order.

CONFI RVATI ON HEARI NG

Departnent of Natural Resources

CO- CHAIR FATE announced that the first order of business would
be the confirmation hearing on the appointnent of Tom Irwin as
comm ssioner of the Departnent of Natural Resources (DNR). Co-
Chair Fate noted that everyone on the commttee had heard
Comm ssioner Irwin's presentation and thus he opened the hearing
to questions.

Nunber 0246

REPRESENTATI VE MASEK nentioned the issue in which a strip of
| and between Anchorage and the Matanuska Valley owned by the
Bureau of Land Managenent (BLM) was closed to access for hunting
and target practice due to the anount of lead from the gun shel

cartridges. Representative Masek related her understandi ng that
there could be a land swap such that this parcel of land is
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returned to the state under DNR  Therefore, she requested that
Comm ssioner Irwin review that situation and provide thoughts on
such a swap.

Number 0426

TOM | RW N, Comm ssi oner, Departnent of Natural Resour ces,
related his limted understanding that the BLM is trying to

cleanup this land for transfer. Comm ssioner Irwin said this
would fall in line with the belief that the state wants to
obtain all the land it's due transferred to it. He wel coned

Representative Masek's input.

REPRESENTATI VE GUTTENBERG remarked that DNR is the face of
Al aska and he w shed the conm ssioner the best in nmanagenent of
DNR.

[ Al though there was no formal notion, the confirmation of Tom
Irwin, Conmm ssioner, Departnent of Natural Resources, was
treated as advanced from +the House Resources Standing
Comm ttee.]

HB 16- STRANDED GAS DEVELOPMENT ACT AMENDMENTS

CO CHAI R FATE announced that the next order of business would be
HOUSE BILL NO. 16, "An Act anending the standards applicable to
determ ning whether, for purposes of the Al aska Stranded Gas
Devel opnent Act, a proposed new investnent constitutes a
qualified project, and repealing the deadline for applications
relating to the devel opnent of contracts for paynents in |ieu of
taxes and for royalty adjustnents that may be submtted for
consideration under that Act; and providing for an effective
date. ™

CO CHAIR FATE noted that before the conmmttee is CSHB 16( (&G .
He then turned the gavel over to Vice Chair Masek.

Number 0696

CO CHAIR FATE, Al aska State Legislature, speaking as the sponsor
of HB 16, inforned the conmmittee that [CSHB 16(0&(5 ] enconpasses

six changes to the [Stranded Gas Devel opnent Act]. Thi s
| egi slation doesn't |imt the technology to I|iquefied natural
gas (LNG as was the case with the [current] Act. Furt her nore,

this legislation allows a value-added perspective because [a
qualified project is expanded to include] other nmarkets as well
as those markets within the state. This |egislation changes the
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net worth of a qualified sponsor from 33 percent net worth of
the project to 15 percent, which allows and even encourages

others to do exploration. This legislation also changes the
date for submtting applications from June 30, 2001, to June 30,
2004. He informed the commttee that there will be an amendnent

offered to change the aforenentioned date to March 31, 2005,
because the 2004 date was determned to be too soon. He not ed
that this was discussed with the admnistration, who is in

agr eenent . This legislation changes the "contractor" | anguage
to the plural, "contractors", because there is usually nore than
one contractor w th which negotiations are occurring. Finally,

this legislation changed |anguage relating to a $1 mllion
expense that's rebated to the state when expenses are incurred

by the contractors. In the House Special Committee on QI and
Gas nuch tinme was spent working on this |anguage. Today an
amendment wi || be offered in which the comma between
"reasonabl e, nonredundant” wll be deleted. He expl ained that
the |anguage has been in the Act so that the expenses incurred
by the contractors are reliable, r easonabl e, and not

duplicati ve.
Nurmber 1144

REPRESENTATI VE GUTTENBERG inquired as to the definition of
stranded gas.

CO- CHAIR FATE explained that there is only one place in the
state that has stranded gas, the North Sl ope. Therefore, when
one refers to stranded gas they are referring to gas on the
North Sl ope. In further response to Representative QGuttenberg,
Co-Chair Fate clarified that "stranded" neans that the gas is
going to market while "reinjection" does not go to market.

VICE CHAIR MASEK returned to the gavel to Co-Chair Fate and
testi nony was taken.

Nunber 1272
VENDY KING Gas Strategies, ConocoPhillips, Al aska North Sl ope

Devel opnment Team related ConocoPhillips support of the passage
of HB 16. She provided the foll ow ng testinony:

ConocoPhillips has a three-prong strategy to neke a
gas pipeline through Alaska and Canada a reality.
First, f eder al | egi sl ation to streanl i ne t he
permtting pr ocess. Second, f eder al fisca

| egi sl ati on which provides insurance against the risk
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of extreme price volatility. And third, state
| egi sl ation [ reaut hori zi ng] t he St randed Gas
Devel opnent Act. The Stranded Gas Devel opnent Act is
currently in statute and it provides a framework for
negotiations and reaching an agreement between the
state and other parties |ike ConocoPhillips over a
nunber of i ssues. House Bill 16 is needed to nodify
the Stranded Gas Devel opnent Act; the existing
statute, as currently witten, applies only to an LNG
project and not to a gas pipeline. In addition, the
Stranded Gas Devel opnent Act has a date of June 30th
2001 by which conpanies had to file an application.
If it were not for these two limtations, conpanies
that want to build a gas pipeline could be negotiating
with the state today under the Act and be further down
the road toward creating jobs and revenues through
building a gas pipeline. In conclusion, we support
passage of HB 16 in as clean a form as possible. That
means making the Stranded Gas Act applicable to a gas
pi peline and extending or repealing the date of the

Act . The conmttee substitute for HB 16 addresses
these two requirenents and we urge the conmttee to
pass the bill.

Nunber 1441

DAN DI CKINSON, Director, Tax Division, Departnment of Revenue,
provi ded the follow ng testinony:

Wth nme is Roger Marks, a Petrol eum Econom st with the

Tax Division, who wll speak briefly about the
history, intent, and nmechanics of the Stranded GGas
Act . But first | think it is very inportant to

i ntroduce ourselves, as the Departnent of Revenue has
many responsibilities under the Stranded Gas Act, and
the Tax Division has considerable expertise and
experience in oil and gas natters. Five years ago we
were three different divisions — the Ol and Gas Audit
Division, the Income and Excise Audit Division and the
Charitable Gaming Division. ... What we do can be seen
from the fiscal year 2002 Conprehensive Annual
Financial Report for the State of Al aska. [ You
shoul d] have a copy of an excerpt from Table 1.13 ....
O total governnment fund revenues of $3.5 billion:

e ... $1.3 billion conmes fromthe Feds
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e Taxes are a another [$1] billion
* Royalties are another $900 million

* Interest [and] investnent incone, plus all
the other ways the governnent raises nobney
through charges for services, fines and

forfeitures and "other", is nore than offset
by the investnent losses in the state's
account .

The Tax Division admnisters 19 of the 20 tax types

that nmake up the $1 billion tax figure. O the
billion dollars in taxes, all but a couple hundred
mllion are oil and gas taxes. The state's oil and

gas take is often characterized as four bites of the
apple, and we are experienced in all four bites.

For the first bite: W are charged wth auditing
royalties and net profit share |eases, and we work

closely with DNR on those matters. The other three
bites of the apple cover the three areas that we
anticipate will be our focus in any Stranded Gas Act

negotiation. The second bite of that apple is the oil
and gas property tax. The 2003 tax roll show ng oi

and gas property valued at just about $13.5 billion is
being mailed out ... to neet the March 1st deadline
As petrol eum econom st Roger Marks will explain later,

property taxes play a unique role in determning any
natural gas project's profitability. The next bite of
the apple is the oil and gas corporate incone tax.
I ncone taxes are focused on taxing profits. As Roger
wll elaborate later on — the nore we focus on taxing
profits, the nore progressive our system becones.
That is one of the stated goals of the Stranded Gas

Act . W have a large experienced group 1in our
di vision that works these issues and we expect themto
be critical. The last bite of the apple is the
production tax. Like royalty, the production tax

focuses on the commodity value of the resource at or
near the well head. W have lots of experience in this
area dealing wth rmarket prici ng, I nt er - conpany
transfer pricing, how nmarkets work, how energy
contracts work, business practices, and cost analysis.
| would like to add a personal observation, but one
that | think reflects what many of us in the division
believe the state should be trying to achieve in an
Stranded Gas Act negoti ation.
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Taxes and the governnment take in general ... should

not distort commercial realities. The governnent's
take should not be what is red-lighting this project.
As Roger wll explain, our <current fiscal system

intensifies sonme of the risks faced by the producers.
Ironically, not only the producers but [also] the
state could be better off changing these aspects of
its fiscal system The Stranded Gas Act negoti ations
shoul d be about risk sharing, and who anbng the state
and the commercial entities involved can best handle
what risks. As soon as HB 16 becones |aw we can start
di scussing how price risk will be shared or how return
on the investnent in the pipeline wll be taxed, or
really figure out what each party wants to get from
this project — aside from "nore.” There are lots of
specifics that can be set aside until it's clearer how
our gas wll fit in the market nechanisns that will be
in place when we are finally ready to nmarket.
Fundanentally, the state's role should not be to
increase the risks. And naybe we can neke the project
fly by reducing risk.

Nunber 1716
On the other hand, we have to nmake sure that the state
is not naively underwiting a risky project. As the
only ones who will still be around if things go sour,
we don't want to be left holding a bag we didn't quite
understand the dinensions of. That's ny quick

overview of the Departnment of Revenue Tax D vision.
The admnistration strongly supports the conmttee
substitute for this bill. W think it creates a great
mechanismto work these difficult issues we face. The
Tax Division |ooks forward to being able to play our
part in that work.

Nunmber 1756

REPRESENTATI VE GUTTENBERG turned the issue of risk sharing and
asked how the risks are bal anced.

MR. DI CKI NSON answered that the state has to determ ne what it

wants with regard to the stream of revenue it wants, the anount
of built-in progressivism and the risk the state is willing to
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t ake. Ther ef or e, this requires thoroughly airing and
i nvestigating the issues.

REPRESENTATI VE GUTTENBERG asked whether HB 16 places the state
out of the way by opening the definition of stranded gas and
extending the expiration date. He also asked if there is
anything el se that the state can do to avoid being an obstacle.

MR. DICKINSON related his belief that this legislation starts
the conversation and allows the parties to know where the
conversation can go. M. D ckinson said he believes that it's
best to pass the bill with the anmendnents.

CO CHAI R FATE asked if, after passage of HB 16 in both houses,
negoti ati ons woul d begin to explore the aforenenti oned areas.

MR. DI CKINSON said that he hoped that would be the case. He
identified the first piece to be negotiations for large
contracts, which he said could start soon.

Nunber 1951

ROGER MARKS, Petroleum Econom st, Tax Division, Departnent of
Revenue, provided the follow ng testinony:

| worked on the original Stranded Gas Act in 1998 and
am famliar with its history, intent, and nechanics.
And | would like to provide a very brief overview of
the Act at AS 43.82. A nore detailed synopsis is with
the fiscal note.

The Act originated in HB 250 in 1997, whi ch
established a North Slope Gas Commercialization team
in the admnistration to research and recomend
changes to state law to encourage commerci alization of
North Sl ope gas. The team concl uded that the project
faced considerable risk, nanely gas price risk and
cost overrun risk, and that the state's fiscal system
exacerbated those risks. Two of the risks of
particular concern were fiscal wuncertainty and the
state's regressive tax system

A brief comment on the price risk: the cost of the
project is very large: $20 billion. That is a lot of
noney to any corporation. If this project is built

and prices go very |low, the producers face very |arge
| osses which sone of them may not be able to tolerate.
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That is why the price nechani sm proposed in Congress
may be a very necessary linchpin in making this
project a reality. By fiscal uncertainty we nean the
threat of changes in fiscal provisions, after a
project is built, that my change the project's
viability after it is too late to do anything about
it. A project may be feasible under one tax systemif
it is built under the assunption that the tax system

in place will stay in place. But [if] the tax system
changes, the changes could cause heavy financial
| osses.

Nunber 2046
Second, there are two significant elenments of the
state's fiscal system that meke it regressive. By
regressive we nean that the state's take is a high
percentage of incone at Jlow prices, and a |ow
percentage at high prices. First, the property tax is
based on cost. The higher the cost the higher the
t ax. This is a double whamy to an investor who
incurs a cost overrun. Mor eover, the property tax is
payable when construction begins, years before
revenues start accruing. On a time value of noney

basis this dimnishes the rate of return, and
increases the risk of not recovering the investnent.

The second regressive elenents are the severance tax
and royalty. They are based on the value at the point
where the gas conmes out of the ground, and ignore
upstream costs such as capital and operating costs.
Thus when costs are high and prices are low, the
state's take is a high percentage of |ow incone.
Again, this intensifies the danger of |ow prices. I

mght add that a regressive system also limts the
state's take at high prices. Fixing that could be
very inportant to the state for securing nore revenue
when prices are high, wi t hout threatening the

viability of the project.

The Stranded Gas Act was the result of trying to fix
t hese shortcom ngs. The | aw provided a mechani sm for
converting the state's fiscal system from a statutory
basis to a contractual basis. This would provide for
greater fiscal certainty. The fiscal system would be
negoti ated between the state and the project sponsors,
and approved by the legislature, after a public review
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peri od. Paynents to the state would be nade in-lieu

of taxes. And per the Act the contract terns would
provide for a nore progressive or |less regressive
system

Most of the provisions subject to negotiation are the
tax provisions. G ven that the royalty represents the
state's ownership share, there was not interest in
making the royalty rate subject to change. The only
royalty provisions subject to negotiation would be gas
valuation nethod, and the timng of royalty in-kind

and in-value notices. The comm ssioner of [the
Department of] Revenue would be the prinmary agent for
negotiating and inplenenting the contact. However,

the commssioner of [the Departnent of] Nat ur al
Resources is also responsible for reviewng the
project plan for acceptability, and for negotiating
any changes in those royalty issues.

There was concern by local nunicipalities that a
contract could conprom se their property tax revenues.
Accordingly, the Act <created a nunicipal advisory
group to participate in devel oping contract terns, and
the Act requires that a fair and reasonable share of
the paynents due wunder the <contract be paid to
affected nunicipalities with due regard to the size of
the tax base that nmay be exenpted, and the econonmc

and soci al burdens inposed by construction and
oper ati on. The Act also has provisions for sponsors
to help nmake gas available to conmunities, to pronote
local hire, to deal wth confidential information
provided by the sponsors, and to reinburse the state
for contractors it my use to assist in the

negoti ati on process.

Finally, there were sonme questions raised as to
whether this would surrender or contract away the
power to tax, which is forbidden by our constitution.
It was the admnistration's judgnment that this would
not preclude future legislatures from inposing other
taxes, but this contract would represent a solemm
pl edge, a noral commtnent by the state, and a nessage
to future legislatures that once it agrees to the
terms it will not change them

Nunber 2252

HOUSE RES COW TTEE -11- February 28, 2003



REPRESENTATI VE GUTTENBERG rel ated the notion that a gas project
will occur when the market allows it and inquired as to M.
Mar ks' opi ni on of that.

MR. MARKS highlighted that a significant linchpin is what occurs
i n Congress. The price risk here is very scary for conpanies,
even those the size of ConocoPhilli ps.

REPRESENTATI VE GUTTENBERG asked if there will be a conflict wth
the comm ssioner of the Departnent of Revenue being the primry
negot i at or for negotiation and inplenmentation since the
comm ssioner of DNR is responsible for reviewing the project
plan for acceptability.

MR MARKS clarified that both comm ssioners would review a

project application for suitability. He expressed confidence
that both conmi ssioners will "land on the sane page in that
j udgment . "

CO- CHAIR FATE interjected that at one point the comm ssioners
were separated, but that |anguage wasn't brought forth because
it was determned that was an internal nmatter for which a
menor andum of understanding would be witten between the
depart nments. This is an admnistrative issue that shouldn't
receive legislative interference.

Nunber 2394

REPRESENTATI VE  MASEK  highlighted the inportance  of M.
Di ckinson's earlier statenent: "As soon as HB 16 becones |aw we
can start discussing how price risk will be shared or how return
on the investnent in the pipeline wll be taxed, or really
figure out what each party wants to get from this project -
aside from'nore.'" She expressed the need to expedite HB 16 in

order to begin working on an LNG or natural gas project.

MR. DI CKINSON said that clearly there are a gamut of issues that
woul d be addressed and the earlier [discussions] start the nore
likely they will be productive.

CO-CHAIR FATE, in response to Representative Masek, clarified
that the proposed date change that was nentioned earlier refers
to the application deadline. He reiterated that the date change
will be offered as an anendnent.

Nunber 2529
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KEN KONRAD, Senior Vice President, BP Exploration (Al aska) Inc.
provi ded the follow ng testinony:

Est abl i shi ng a cl ear, si npl e, and predi ct abl e
framework regarding royalty and taxes is essential if
the gas pipeline project is going to advance to the

next phase of activity. Wthout knowi ng what the
rules are in advance, a project of this magnitude wll
not be able to attract investnent. BP has been a

supporter of the Stranded Gas Act since its
devel opment many years ago and we continue to be a
supporter. And as such we support HB 16. However

) we would be prepared to sit down at any tine and
begin these discussions and don't necessarily feel
that we need to wait too long to begin these
di scussions because we are concerned that we can't
finish the discussions until we begin them So, we
are ready at any tine to nove forward. And | would
echo what Ms. King conveyed earlier that as the bill
passes through the legislative process that we ensure

that it remain a clean bill and that you don't ... add
anendnents that could inadvertently lead to being a
di sincentive for the project. But, as the bill stands

now, we are firmy in support.
CO CHAIR FATE, wupon determning that no one else wshed to
testify, closed public testinony. He then turned the gavel over
to Representative Masek
The conmittee took an at-ease from2:46 p.m to 2:50 p. m

Nunmber 2666

REPRESENTATI VE HEI NZE noved that the commttee adopt Anendnent
1, which reads:

Page 3 Line 6
Change date from June 30, 2004 to March 31, 2005

There bei ng no objection, Amendnent 1 was adopt ed.
Number 2689

REPRESENTATI VE HEI NZE noved that the committee adopt Amendnent
2, which reads:

Page 3 Line 12
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Del ete commua bet ween reasonabl e and nonr edundant

REPRESENTATI VE GUTTENBERG objected and inquired as to what
Amendnent 2 woul d acconpl i sh.

CO CHAI R FATE expl ained that the [deletion of the comm] ensures
that there won't be duplicate billing. This is a protective
mechani sm he sai d.

REPRESENTATI VE GUTTENBERG w t hdrew hi s obj ecti on.

There bei ng no objection, Amendnent 2 was adopt ed.

Nunber 2839

REPRESENTATI VE GUTTENBERG turned to AS 43.82.200 and referred to
the follow ng |anguage: “"terms regarding an equity or other
participating interests in a project by one or nore Alaskan
based corporations or business." He interpreted that to nean
that Al askan-based corporation or business is guaranteed
i nvol venent . Representative Guttenberg inquired as to how that

woul d i npact the negotiation.

MR. MARKS related his belief that the process would be such that
a sponsor group would conme forward to the state wth an
application and whoever is going to have an equity interest in
the project would be part of the sponsor group approaching the
state for a stranded gas contract. He said he didn't believe it
to be appropriate to bring in further equity participants in the
contract devel opnent process. \Whoever is going to be a sponsor
should conme in at the beginning to negotiate as one body.
However, nothing precludes multiple sponsor groups from com ng
in to negotiate contracts if there is nore than one possibility
avai | abl e.

REPRESENTATI VE GUTTENBERG expressed concern that an oil and gas
field developer will cone in after the fact and not have a gas
line to take his/her product to nmarket. In that case, what
woul d happen; would that devel oper have access to the pipeline,
he asked.

VR. MARKS explained that at the time the pipeline is
constructed, there will be an open season. This is due to the
Feder al Energy Regulatory Comm ssion (FERC) |aw. Anyone
anticipating having gas to ship to the pipeline at that tine
[during the open season] can secure capacity. He related the
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[departnment’'s] judgnment that having the original sponsors build
for capacity that m ght not be there is [inappropriate].

TAPE 03-8, SIDE B

MR. MARKS clarified that building for capacity that m ght not be
there would add additional cost and risk to the project.
Furthernore, pipelines could be <constructed to have sone
expansi on of capacity.

Number 2965

MARK MYERS, Director, Dyvision of QI & Gas, Departnent of
Nat ur al Resour ces, returned to Representative Quttenberg's
question regardi ng contract devel opnent. He said, "The contract
devel opment part there in three and four under the Act, doesn't
address the issue of access really."”™ However, issues of access

could be addressed under the nore general provisions under the
other conditions. M. Mers noted that access is of concern for
all parties involved wth the gas Iine. He related his
interpretation that access could be included as part of the
negotiations, although it isn't inplicit in the Act that
[ access] woul d be negoti at ed.

Nunmber 2895

CO- CHAIR FATE inforned the committee that |ast year during the
di scussion of HB 519, two of the nobst critical issues were the
frequency of open season and access to any proposed pipeline

The negotiators and the industry are aware of these issues. As
has been expressed by the major producers, we need and want a
second level md-cap oil industry. Co-Chair Fate related his
belief that the legislature could still weigh in wth
| egi sl ation should [there be the need]. However, Co-Chair Fate
mentioned that he didn't want to interfere wth these
negoti ati ons. Co-Chair Fate also nentioned that he didn't have
a concern with regard to access and open season as he did a year
ago and thus he hoped that this legislation could be forwarded
to the House Finance Conmittee.

Number 2811

REPRESENTATI VE HEI NZE noved to report CSHB 16(0%5 as anended
out of committee wth individual recomrendati ons and the
acconpanying fiscal notes. There being no objection, CSHB
16( RES) was reported from the House Resources Standing
Commi ttee.
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ADJ OQURNMVENT

There being no further business before the commttee, the House
Resources Standing Committee neeting was adjourned at 2:03 p. m
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