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TAPE 04-2, SIDE A

CHAIR BERT STEDVMAN called the Senate Community and Regional
Affairs Standing Cormittee neeting to order at 1:34 p.m Present

were Senators Elton, Gary Stevens, Wagoner and Chair Stednman.

SB 250- NATURAL GAS LEASES ON THE KENAI PEN NSULA

CHAI R BERT STEDMAN announced SB 250 to be up for consideration

The bill establishes a noratorium on shallow natural gas |easing
in the vicinity of Kachemak Bay and asks the state to reacquire
| eases wthin the noratorium area. The bill has revenue

inplications and is of concern to residents in the affected
conmuni ties.

He advised he did not intend to nove the bill that day. The
sponsor would famliarize nmenbers with the issues and Director
Mark Myers woul d speak to the fiscal inpacts. He would not take
public comment that day, but comrents submitted by enmail or FAX
were welcone and the affected communities and others were
invited to listen via tel econference.

SENATOR GARY STEVENS, sponsor of SB 250, thanked the Chair and
said he looks forward to hearing from the public as well. He
restated the purpose of the |egislation and further expl ai ned:

SB 250 reaffirms previous findings of the state that
Kachemak Bay and Honer area are not really appropriate
areas for oil developnent and gas developnent and
there are two instances | present you. The first, in
1976, the state found it in the best interest of the
state to reacquire the oil and gas |easehold interests
in Kachemak Bay and the surrounding upland areas. The
Legi slature approved SB 720 that year for several
reasons, but mainly because it found that the natura
environnent and intrinsic beauty of Kachemak Bay area
supported a conmmunity of economc developnent path
based on renewabl e resources |ike tourism and fi shing.
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The state reacquired these leases later in 1976 so
that the local conmunities would not be encunbered
with the conflict associated wth oil and gas
devel opment in this unique environment. In 1999, the
state again found it in the best interest of the state
to exclude Honer and [Kachenak Bay] area from area-
wide oil and gas |ease prograns. Today, Honer enjoys
the benefits realized by [excluding] Kachemak Bay, Fox
River Flats critical habitat area, the Kachenmak Bay
State Park, the Alaska Maritine WIldlife Refuge and
our only national estuarine research reserve and has
built a thriving econony based on tourism and fishing
and smal | busi ness.

One of the unintended consequences of this 1999
decision was to mnmke the area available for this
streani i ned, |l ess regulated shallow natural gas
| easi ng program under HB 394 that was passed in 1996.
Following the letter of the law in HB 394 but not
really the precedent set in the past three years, DNR
| eased the subsurface rights of 22,000 acres in the

Honer area | ast June. These | eases i ncl uded
predom nantly residenti al ar eas, school yar ds,
muni cipal reservoir, natural environnment that was

excluded fromleases in the past sales. This is a very
serious concern. The benefits of exploiting this
really very small gas reserve - 22,000 acres to a
depth of 3,000 feet - would be nuch smaller than the
econom ¢ and environnmental cost to the comunity would
be.

|"ve heard from dozens, if not hundreds, of residents
of the Kachemak Bay area who are very concerned about
this and are concerned about the fairness of this
streamined process that led to these |eases being
|l et. Many of these citizens feel they are being denied
an opportunity to speak to the |ease sales because of
the fact that no notices or limted notices, and no
notices in the Honmer area newspapers, which have a
very wide circulation and should have been included.
These residents have also raised concern about the
uni ntended statutory preenption of the departnent's
ability to consider public comments, the potential for
adm nistrative override of |ocal ordinances and also
the lack of clear environnental regulations. A lot of
guestions remain about whether the anmount of noney
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paid for these | eases mght be |less than what it cost
the state to adm nister.

There are al so concerns about the patchwork quality of
these leases, which include several surface-rights
owners as well as areas that are in residential areas,
school yards, a muni ci pal reservoir and then the
natural environnent that was excluded from past
| eases.

In its resolution supporting this buyback, the City of
Homer 1is concerned about the potential affects of
shallow gas drilling on their water supply. They have
a water supply that serves 450 hones and businesses
inside and also outside the <city as well as
groundwater that is wvitally inmportant for private
water wells. The City of Homer is also concerned - in
its resolution - about the general health and general
ecology of the local area economcs. [Residents] are
so dependent on the activities of commercial fishing
as well as sport fishing, <charter guided, [and]
subsi stence fishing. The city is also concerned about
tourism and land values and roads. The Gty of
Kachemak and also the Kenai Peni nsul a  Bor ough
supported buybacks through resolutions and this bill
is supported overwhelmngly by a mjority of Honer
residents. |I've had a chance to attend a couple of
public hearings in Homer and 250 people or so were at
those hearings and virtually to a person, they are
overwhel m ngly in support of this buyback.

You may renenber that Governor Mirkowski indicated at

one tinme that he would at |east consider |ease
buybacks as an alternative. M. Chair, | urge your
support for this extrenely inportant legislation to
the people | represent, to continue the state's 30

year consensus of supporting renewable resources and
the econom c devel opnent path on the southern Kenai

Peni nsula and hope the commttee will hold a further
hearing on this bill to allow for public coment. |
will end by saying we have not received a clear - well

actually the fiscal note we received is indeterm nate
and |I'm anxious to hear of any further devel opnents in
that area

CHAIR STEDMAN stated he would request additional information
regarding the fiscal note. He then advised that when dealing
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with this type of conplex issue he would appreciate having maps
provided to help relay information to the public.

SENATOR GARY STEVENS agreed to provide maps.

CHAI R STEDVAN asked M. Mers to cone forward and speak to the
I ssue.

MARK MYERS, Director of the Dwvision of Ol and Gas, DNR
reported he had geology, natural resource law and |easing
program experts avail able online to answer questions.

He assured nenbers that DNR appreciates the concerns expressed
regarding the environnent and the uniqueness of Kachenmak Bay.
That being said, he advised that the 1979 noratorium from
offshore leasing was justified wunder AS 38.05.184 where
"Kachemak Bay was declared one of the state's nost inportant
commercial fisheries; and that even mnute quantities of oil may
be harnful to larval forms of crabs and other marine life..."
but there was no noratorium established for onshore |easing.

At the tine that DNR switched to area-wide |easing a best
interest finding (BIF) was called for and the conm ssioner nade
the decision to draw the line for the finding at Anchor Point.
Because the docunent did not speak to the area to the south of
the point, no determnation was nmade on the value or |ack of
value of the state's best interest for that area. He enphasized
that DNR has no docunentation regarding the conmm ssioner's
reason for drawing the line at Anchor Point; it was just a
deci si on he nmade.

As a point of clarification he explained that under conventional
oil and gas leasing, the state |eases all mneral rights, not
just gas, which is why the Legislature was concerned about oil
spills into the mnmarine environnent and why they nmade the
determ nation that Kachemak Bay shoul d be protected.

MR.  MYERS acknowl edged the |eases <could be viewed as an
uni nt ended consequence of the 1999 decision because over-the-
counter, shallow gas |ease sales are specifically allowed in
areas excluded from area-wi de |easing. Based on the nature of
the shallow gas |easing program |aw that asks whether the gas
woul d benefit the residents of the |ocal area, the comm ssioner
made the appropriate deci sion.

Wth regard to adequate noticing, he insisted the sale was
properly noticed in the newspaper. The fact that it wasn't in
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the Honmer newspaper was an oversight and he apologized, but
pointed out that notice was placed in the Peninsula Carion in
an effort to reach the area involved. He noted DNR was noti cing
for leases in the Mat-Su Valley at the sane tinme so they did a
single bl anket announcenent and uni ntentionally omtted
publication from the Homer paper. He explained the shallow gas
program doesn't allow a BIF or the typical public process that
people are accustonmed to in the area-wide |easing program or
exploration licensing. DNR s position is that the |eases were
appropriately let, but they realize that there is strong | ocal
opposition to the shall ow gas program

MR. MYERS explained the procedure for evaluating the |leases if
the state were to conduct a buy-back. First, the cost value at
$500 per lease multiplied by eight |eases for a total of $4,000
is established. Next, DNR negotiates conpensation for work done
to the point of buy-back. Finally, if an agreenent cannot be
reached with the |lessee, the wuse of emnent domain is
authorized. If that nechanism is used, the state constitution
requires just conpensation to be rendered, which would include
the cost of the l|ease, the cost of work performed, and the
potential value of the undi scovered resource.

Val ui ng the undi scovered resource base depends on the quality of
data available and the interpretation of that data. In this
case, DNR would | ook at anal ogs onshore in Cook Inlet. The Homer
area is on structural trend for conventional gas with sone known
gas fields and reservoirs. Using that nodel and hypothesizing
that one-fifth of the state's 22,000 acres is productive and
there is a 50 foot pay sand, DNR estimates that there is a
conservative 20 bcf of recoverable gas and an optimstic 100
bcf. Assumi ng a conservative $1 net per thousand cubic feet, the
ground val ue would amount to roughly $20 nmillion. The applicants
could claimsignificant resource value, he said. It follows that
the fiscal note is indeterm nate because it is dependent upon
what is negoti at ed.

MR. MYERS specul ated that nmany of the |eases won't be explored
and will probably be turned back to the state. They're 3 year
| eases and about 2 years are renmaining. Wen reviewng the
conventional 7 year |eases, nost see no exploration activity for
one reason or another and for 3 year |eases the process is even
nmore difficult.

SENATOR KIM ELTON nused he was puzzled as to why the | eases were

let for $500. The price for the lease isn't predicated on the
val ue of the resource yet the repurchase figure is predicated on
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the projected value of the resource. This, he asserted, is
particul arly perplexing when the fiscal gap is considered.

MR. MYERS acknow edged his point was good then noted that the
intent of the non-conpetitive shallow gas |easing programwas to
provide rural energy in renote areas. In a conpetitive program
multiple conpanies may bid and when that occurs, the state
receives the nost optimstic view of the value of the |ease
which is typically better than market value. The shallow gas
program is different so the cost of acquiring the |lease is not
in proportion to the value of the lease in a conpetitive market.

Keep in mnd, he said, the state would also receive royalties
and severance taxes from the production. Using the estimted $1
per 1000 cubic feet net for an optimstic 100 bcf reserve, a
12.5 percent royalty would result in receipts of $12.5 mllion

However, if the gas was wused for |local sources and wasn't
conpeting against other gas, just half that anount could be
expect ed.

SENATOR ELTON asked if there had been any effort to work wth
the community and buy back just those |eases that were of
speci al concern.

MR MYERS replied the points were good and the issue and
concerns were simlar to those expressed in the Mit-Su Valley
where drilling activity has begun. He advised that Pat Galvin
has been named state coordinator for coal bed nethane and he is
leading a series of workshops to get public input and
involvenent in the process of |ooking at the public notice
procedures as well as the stipulations and mtigation neasures.
The initial stages of exploration and drilling spurred
involvenent in the Mat-Su Valley and residents weren't sure DNR
had covered the full spectrum of regulatory issues with coal bed
met hane.

He informed the conmttee that the comm ssioner of DNR schedul ed
four major workshops and several additional public neetings in
the Honer area to go through the process to assess how the
stipulations and mtigation neasures work. He warned that it's
difficult to foresee what neasures mght be required until there
is a proposed activity, but the details are attached to the
| ease and give the state great power and | atitude.

For exanple, if <coal bed nethane is developed and water
produced, they would expect to be required to reinject water.
Surface entry mght be limted in certain areas as well. In the
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Homer area, where conventional gas is the primary target,
directional drilling is the appropriate use of technology. So
they're abl e to of f set sensitive habit at s and dril
directionally under as they do further north on the Kenai
Peni nsul a.

He repeated that no one has proposed a well yet and since the
| eases are short termit is likely that no drilling will occur
If it does, there wll be full comunity involvenment and
stipulations and mtigation neasures will be used. Finally, the
governor did state that he would consider buy back as a |ast
resort if it's shown that you can't drill with mniml risk to
t he environnent.

SENATOR GARY STEVENS agreed with Senator Elton that the process
for buy back doesn't inmmediately junp to the highest value
because there is room for negotiation between the state and the
| easehol ders al ong the way.

He told M. Mers that the comunity was advised that this
devel opment would be shallow gas yet the testinony indicated
that the | easehol ders were | ooking at conventional gas. He asked
how a shallow gas permt that is limted to 3,000 feet could
beconme a nuch deeper, conventional gas devel opnent.

MR. MYERS conceded there is considerable confusion due to the
nonencl ature used on shallow gas, coal bed nethane and
conventional gas prograns. He expl ai ned:

The shall ow gas | eases contenplated all gas at shall ow
depths so when | use the term conventional gas | nean
gas that's present in a reservoir that's typically a
sandstone at nore conventional play. The gas is not
found in the coal seam itself as it is in coal bed
met hane or in a fractured shale as it is in some other
non-conventional gas sources. So conventional gas
sinply refers to the nore traditional reservoirs where
it's nore like a tank. You have sand grains and in
bet ween those sand grains are spaces and there is gas
in those sand grains. The gas was created in a
different source and it mgrated out of that source
into a trappi ng nechani sm of sone sort. Those type gas
fields typically recover the gas wth very little
produced water and they are generally produced at nuch
hi gher production rates than do non-conventional gas
met hods such as coal bed nethane. In coal bed nethane,
the gas is trapped in the coal seam |It's physically
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within the coal and not within the cracks in the coal.
When you pull water out of the cracks, it |lowers the
pressure in the coal and gas actually conmes out of the
matrix of the coal into these cracks and then gets
produced along with the water. So, it's sort of like a
bottle of soda; with an unlimted supply of CO you
shake it up and produce the gas and out cones the gas
with the water and you separate those two.

Wth conventional gas, the gas is typically by itself
in the reservoir, sonmetinmes with a little bit of water
underneath it, but normally just a pocket of gas in
the sand grain. So you produce that, you just produce
the gas. The advantage of conventional gas is the

rates are nmuch higher; it takes nuch fewer wells to
drill it and generally it's nore economc if it's
present.

The conventional gas in this program has to be at
shal |l ow depths in order to qualify - at |east part of
the reservoir. One of the problems wth the shall ow
gas programis it made sense froma point of trying to

mtigate oil spill risk by limting depth so you have
| ess chance of encountering oil, but it doesn't nake
any sense from a production, conservation of resource,
maxi m zation of producing the gas [standpoint]. It

al so creates huge quarrel ative rights problens between
owners at different depths. The difficulty is it uses
3,000 feet above the surface, true vertical depth. If
your surface is |like Honmer and you have bluffs and
sand, where difference in depth mght be 400 to 500
feet. [Indicated a rolling wave variation] Underneath,
geologically you could have a flat line reservoir and
you could be in and out of the coal seam based on the
undul ation of the hills [with areas] |egal to produce
[and] not |egal to produce. The well doesn't care; you
don't produce just around the well bore but in a
radius of investigation of significant distance from
the well bore. Coal bed nethane typically [has] five
wells per square mle [and] it would be |ess than that
for conventional wells. So you have a well that is
draining an area of say one-quarter to one-half mle
radius around that area. Sonme of the gas they would
legally have in a 3,000-foot Ilimt; sone of which
woul d be 100 percent unleased state gas rights. On
sone of that gas sale it's 12.5 percent or 6.25
percent and sonme vyield it's 100 percent. Huge
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quarrelative rights huge disincentive for nmaxim zing
production of the reservoir and all these other issues
that we have to deal with as an agency to protect the
maxi mum recovery of resource and maxi mnum by the state.
It creates a huge problem

So, two years ago the statutes was anended to say that
if part of the field was above 3,000 feet, you could
produce the deeper gas and that was ained from a
practical standpoint. The only logical way to see
further devel opnent, so when that was passed, it does

allow - if part of that field is above 3,000 feet -
for you to follow that same field down to deeper
depths. | would advocate that is the only responsible

way to develop the gas resources; otherwise you're
going to leave a |lot of value in the ground. You won't
maxi m ze recovery. | think that 1is one of the
uni ntended consequences of the shallow gas |easing
program It really didn't contenplate beyond |easing -
to the next stage of what do you do. In coal bed
nmet hane, when you get below about 4000 to 6000 feet,
the pressures of the earth on top collapse the
fractures in the coal that are necessary to get the
gas out of the coal. Realistically there is a limt of
depth between 4000 and 6000 feet depending on geol ogy

in which coal bed nethane sinply wll not work no
matter what you do. Conventional gas, that can go as
deep as 20,000 feet - so a big difference in how you
woul d produce it - but still all that gas above 3000
or 4000 feet depending on definitions of what part of
the field 1is still definitely shallow gas and

all owabl e to be produced fromthe | ease.

SENATOR GARY STEVENS remarked that the understanding that the
| eases are shallow gas and are limted to 3000 feet s
incorrect. In fact the depths could be considerably deeper and
there coul d be conventional gas devel opnent.

MR MYERS replied there is no nore environnental inpact from a

deeper well and a I|ot of advantages because production is
maximzed wth fewer well bor es. "From a technical and
environnmental standpoint, | think the 3000 foot depth didn't

make a whole |ot of sense and | think that is why it was anended
two years age."

SENATOR GARY STEVENS noted that t he Homer area was
unintentionally excluded from the public notice process for the
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| ease sales while Talkeetna was properly noticed. Talkeetna
expressed concern and they were renoved fromthe |ease sale and
he questioned whether that m ght have happened in Honer as well
had they responded simlarly.

MR. MYERS pointed out there is little geologic potential in the
Tal keetna area and DNR mnmade the determination that |eases
woul dn't benefit the area residents. In contrast, there is a
geologic trend in the Honmer area and the area has a popul ation
of 15,000 and no source of natural gas. Although community i nput
is taken into consideration, the standard isn't a best interest
finding standard. It is a standard that is nmuch nore focused to
the benefit of gas and, he maintained, the conm ssioner had
little discretion but to grant those | eases.

PIRTLE BATES, leasing program expert, DNR testified via
tel econference and explained the notices for Tal keetna, Mat-Su

and Honmer were identical. "For the Tal keetna area, it was done
in the statewi de paper, which was the Daily News as well as the
Frontiersman for the Mt-Su Tal keetna area. Wereas on the
peninsula we did notice in the Peninsula Carion.” In addition

| ocal community councils, nunicipalities, |ocal boroughs as well
as regional and village Native corporations were notified. He
reported they received no response fromthe core Mat-Su area or
the Kenai Peninsula other than from the borough and several
state agencies whereas Talkeetna residents registered a
significant nunber of comments after the original public notice.
As a result of the concerns expressed, DNR attended |ocal public
neetings and responded to a nunber of comrents from Tal keet na.

It is a msconception that the bill prohibits DNR from
considering public coment, but the legislation creating the
program does require the use of decision criteria that weights
geologic evaluations. As a result of the work done by DNR
resource evaluators, the director decided not to issue |eases in
the i medi ate Tal keetna ar ea.

SENATOR WAGONER asked for a specific list of which publications
were notified of the proposed | ease sal es.

MR. BATES agreed to provide a conplete list to the conmmttee.
CHAI R STEDVAN asked M. Myers if he had additional conments.
MR. MEYER stated DNR is sensitive to the need for balance

between the environnental and resource needs, but they are
concerned about the gas reserve base in Cook Inlet and they do
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see geologic potential in the Kachenak Bay area. He concl uded,
"As we're learning in the Mat Valley, the public process is very
inmportant and we don't intend to short it to the extent we're
al l oned under the [aw. "

CHAI R STEDVAN noted supporting resolutions from the Cty of
Honer, Kenai and Kachemak were in nenber's packets.

SENATOR GARY STEVENS asked whether there were other |eases south
of Anchor Point and outside the scope of SB 250.

MR. MYERS replied DNR isn't aware of any other applications in
the Homer area. Since it's an over-the-counter program
applicants are free to apply any tine, but there is currently a
noratorium on |eases until the coal bed nethane process in the
Mat-Su Valley is conplete. He continued to report there aren't
any conventional |eases offshore, but there is a federal OCS
[outer continental shelf] sale scheduled in Iower Cook Inlet in
May 2004.

CHAI R STEDVMAN r ecapped several points:

* There is considerable public concern regarding this issue
* DNRis looking for ways to mtigate potential inpacts

e The | eases have approximately two years |eft

e Drilling has not begun

He held SB 250 in committee.
CHAIR STEDVMAN announced the next neeting would be held on
February 9, 2004 at which time the conmttee would take up SB

260. Wth nothing further to conme before the comittee, he
adj ourned the neeting at 2:21 pm
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