ALASKA STATE LEG SLATURE
SENATE RESOURCES STANDI NG COW TTEE
March 5, 2003
3:30 p.m

MVEMBERS PRESENT

Senat or Scott Ogan, Chair

Senat or Thomas Wagoner, Vice Chair
Senat or Fred Dyson

Senat or Ral ph Seeki ns

Senator Ben Stevens

Senator Kim El ton

Senat or Ceor gi anna Lincoln

MVEMBERS ABSENT

Al l nmenbers present
COW TTEE CALENDAR

SENATE BI LL NO. 74
"An Act extending the renewal period for oil di schar ge
prevention and contingency plans; and providing for an effective
date."

MOVED CSSB 74(RES) QUT OF COW TTEE

SENATE BILL NO. 79
"An Act extending the termnation date of the Al aska Mnerals
Conmi ssi on. "

MOVED SB 79 QUT OF COW TTEE

SENATE BI LL NO. 92

"An Act anending the standards applicable to determning
whet her, for purposes of the Alaska Stranded Gas Devel opnent
Act, a proposed new investnment constitutes a qualified project,
and extending the deadline for applications relating to the
devel opnment of contracts for paynments in lieu of taxes and for
royalty adjustnments that may be submtted for consideration
under that Act; and providing for an effective date."

HEARD AND HELD

PREVI QUS ACTI ON
SB 74 - See Resources m nutes dated 2/24/03.

SB 79 - No previous action to record.

SENATE RES COW TTEE -1- March 5, 2003



SB 92 - No previous action to record.

W TNESS REG STER

Marilyn Crockett

Al aska G| and Gas Associ ati on (AOCG)

121 West Fireweed Lane
Anchor age, Al aska 99503

POSI TI ON STATEMENT: Stated support for Amendnent 2 to SB 74.

Dr. Lance Ml er

Executive Director

Juneau Econom c¢ Devel opnent Counci |
612 W W I | oughby Ave.

Juneau, AK 99801

POSI TI ON STATEMENT:  Supports SB 79

Nei | MacKi nnon

Vice Chair

Al aska M nerals Conmm ssion

Hyak M ni ng Co.

1114 d aci er Avenue

Juneau, AK 99801

POSI TI ON STATEMENT:  Supports SB 79

| rene Anderson

Chair

Al aska M nerals Conmm ssion

Si t nasuak Native Corporation

PO Box 905

Nonme, AK 99762

POSI TI ON STATEMENT:  Supports SB 79

Dan Di cki nson, Director

Tax Divi sion

Departnent of Revenue

PO Box 110400

Juneau, AK 99811-0400

POSI TI ON STATEMENT:  Supports SB 92

Roger Mar ks, Petrol eum Econom st
Departnent of Revenue

PO Box 110400

Juneau, AK 99811-0400

POSI TI ON STATEMENT:  Supports SB 92

SENATE RES COW TTEE - 2-

March 5, 2003



Mark Myers, Director

Ol and Gas Division

Depart ment of Natural Resources
400 W1 | oughby Ave.

Juneau, AK 99801-1724

POSI TI ON STATEMENT:  Supports SB 92

ACTI ON NARRATI VE
TAPE 03-9, SIDE A
CHAI R SCOIT OGAN called the Senate Resources Standing Conmittee
neeting to order at 3:30 p.m Senators Wagoner, Stevens, Dyson,

Seekins, Elton and Chair Ogan were present.

#SB 74
SB 74- DI SCHARGE PREVENTI ON & CONTI NGENCY PLANS

CHAIR OGAN rem nded nenbers that SB 74 was heard at the | ast
meeting and that an anendnent is pendi ng.

SENATOR SEEKINS noved to withdraw his notion to amend SB 74.
There being no objection, the notion carri ed.

SENATOR SEEKINS noved to adopt Anmendnment 2, which reads as
fol |l ows:

AVENDMENT 2
OFFERED | N THE SENATE RESOURCES BY SENATOR SEEKI NS
COW TTEE
TO SB 74

Page 1, following |line 10:

Insert a new bill section to read:

** Sec. 2 The uncodified law of the State of Alaska is
anended by adding a new section to read:

TRANSI TI ON. Not wi t hstanding any contrary provision of AS
46. 04, including the review procedures in AS 46.04.030, and the
regul ati ons adopted under AS 46.04, the expiration date of an
oil discharge prevention and contingency plan approved by the
Departnent of Environnental Conservation before the effective
date of this Act shall be extended for tw years, or for a
shorter period if a shorter period is requested by the hol der of
t he approved plan, if
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(1) the plan is still in effect on the day before the
effective date of this Act; and

(2) the Departnent of Environnental Conservation has
not given a notice of violation of AS 46.04.030 to the hol der of
the plan that has not been corrected to the satisfaction of the
Departnent of Environnental Conservation.

Renunber renai ning sections accordingly.

SENATOR LINCOLN objected for the purpose of hearing an
expl anati on of Anmendment 2.

SENATOR SEEKI NS expl ai ned that Amendnment 2 allows a holder of an
approved plan to request an extension for a period of |ess than
two years.

CHAI R OGAN noted that several people were available to testify
or answer questions on Anmendnent 2: Larry Dietrick, Marilyn
Crockett, and Breck Tostevin.

SENATOR LINCOLN renoved her objection. Therefore, Amendnent 2
was adopt ed.

CHAI R OGAN t ook public testinony.

MS5. MARILYN CROCKETT, Alaska Q1| and Gas Association, stated
support for Amendnment 2.

SENATOR DYSON noved SB 74 as anended [CSSB 74(RES)] from
conmmittee with attached fiscal notes.

SENATOR LI NCOLN objected to ask if this legislation will next go
to the Senate fl oor.

CHAIR OGAN said that it has a zero fiscal note so it has no
further referrals, but that the other body will reviewit.

SENATOR LINCOLN felt that since the Senate Resources Committee
is the only commttee of referral, it should do the best job
possi ble on this |egislation.

CHAIR OGAN replied, "For the record I think we have. W held it
up a week and a half and we worked out a good conprom se on the
anendnent. Sonme questions were addressed.”

SENATOR LI NCOLN said Anendnent 2 was a good conprom se but she
still has concerns. She then w thdrew her objection.
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CHAIR OGAN stated that with no further objection, CSSB 74(RES)
noved from conmttee.

#

#SB79

SB 79- EXTEND ALASKA M NERALS COWM SSI| ON

SENATOR BEN STEVENS, sponsor of SB 79, told nenbers this neasure
would extend the Alaska Mmnerals Commission to 2014. It is
currently set to expire February 1, 2004. The Al aska Mnerals
Comm ssion was established in 1986 to make recomrendations to
the governor and legislature on ways to mtigate constraints on
devel opnent of mneral resources in Al aska. The conmi ssion is
conprised of six appointees by the governor and three appointees
each by the Senate President and House Speaker. He believes the
commi ssion has done an excellent job over the last 16 years. He
hi ghlighted sonme of the commi ssion's recommendations that have
been adopt ed:

» Passage of the Mnerals Policy Act.

e Funding for the airborne geophysical surveys.

e Assisting in the creation of a task force for RS2477 trai
i nventory.

» Assertion of RS2477 rights-of-way.

* Legislative Resolution 31 passed in opposition of the
creation of international parks, world heritage sites, and
mari ne bi osphere reserves in Wstern Al aska.

 Extending ternms of permts when |egal inpedinents prevent
use.

SENATOR BEN STEVENS stated the Alaska M nerals Conm ssion has
been working well so he believes the Legislature should allow it
to do its good work. He pointed out the recomendations in the
executive summary of the Report of the 2003 Al aska Mnerals
Comm ssion are val uable. He encouraged commttee nenbers to pass
SB 79 on.

CHAI R OGAN t ook public testinony.

MR. LANCE M LLER, Executive Director of the Juneau Economc
Devel opment Council (JEDC), told nenbers that prior to his
current position, he was the projects manager with Placer Done
and he worked as chief geologist with Echo Bay [Mning] on the
A-J project for nine years. He said SB 79 wll extend the
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comm ssion for a longer period of time than has been done
previ ously. He noted that the mnerals industry is a billion
dollar industry - the third largest in the state. Mning
conpanies are commtting their capital to Al aska over the course
of 10 to 20 years, just to get a project going. Mnes take at
| east ten years to build. He believes if the Commission is in
exi stence for at least ten years running, that will send a good
nessage to the industry. He sumarized that if conpanies are
willing to commt risk capital for that time frame in the hope
of getting a mne going, a ten year extension of the comm ssion
will show good will toward a working partnership with industry.

CHAI R OGAN asked the |l ength of the previous extension.
MR. MLLER said it was five years.

MR, NEIL MacKINNON, Vice Chair of the Alaska M nerals Conm ssion
and President of Hyak Mning Conpany, a small Juneau-based
exploration conpany, told nenbers he has been on the comm ssion
t hrough several five-year extensions and five years passes very
quickly. He said that when it cones tine to wite the Al aska
M nerals Comm ssion report, mnmenbers do a vast anmount of work
that is not accounted for in the budget: they do the work to get
it done.

MR. MacKINNON told nenbers the Alaska Mnerals Conmssion is
made up of a diverse group of individuals, from placer mners to
representatives of conpanies such as Com nco. Mnbers bring a
vast array of views therefore the Commssion takes an
overarching view of the problens facing the mning industry. The
comm ssion also tries to |ook ahead for potential problens. One
exanple is essential fish habitat, which the conm ssion picked
up on its "radar screen" several years ago. It is a brew ng
probl em that has not cone to the forefront yet.

SENATOR DYSON asked M. MacKinnon to clarify what "essential
fish habitat"” means to the mning industry.

MR. MacKI NNON said that the Stevens-Magnuson Act contains a few
lines that give the National Marine Fisheries Service (NWS)
power over what it deens to be essential fish habitat. He said
when the act was witten, he thinks it was nmeant to address
ground fish and bottom draggers. Wiile the tendency of
bureaucracies is to expand power as far as possible, he sees
NVFS exercising that authority over creeks and any water body.
He noted that nunerous groups are working on the issue,
including U S. Senator Ted Stevens and the Resource Devel opnment
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Council. He repeated that the NVFS policy has not yet been fully
expanded so that keeping the issue on the radar screen may be
enough to control the problem

SENATOR DYSON asked:

So, when you say 'essential fish habitat' you're
tal king about the regulatory problens that cone from
those lines being in the National Marine Fisheries.
And when you talk about wetlands problens, vyou're
talking about the jurisdiction of the Corps of
Engi neers and others over wetlands and how that inpact
m ght - you're not just tal king about the wetl ands.

MR. MacKI NNON stated the Alaska M nerals Comm ssion sees this as
a wetlands problem comng from another angle - the National
Marine Fisheries Service, based on the 'essential fish habitat'
definition, which is a rough definition.

SENATOR LINCOLN noted this will be the fourth extension of the
Al aska M nerals Comm ssion, which she supports. She pointed out
SB 79 does not address the length of the terns of comm ssion
menbers and asked if nmenbers are appointed for a five-year term

MR.  MackKINNON said nenbers serve at the pleasure of the
appointee. He noted the statute is not clear about termlimts.

SENATOR LI NCOLN suggested that the term be clearly defined so
that the people who are serving understand how | ong they will be
in office. She noted that serving for five-years may seemlike a
lifetime to sone people while that anmount of tine passes quickly
for others. She then asked why, if the five-year extensions have
posed no problem the conm ssion believes a ten-year extension
will be nore beneficial.

MR, MacKI NNON repl i ed:
Well, nmaybe it's just a perspective that five years

cones real fast. That was part of the comment that
it's been over and over so let's just put ten years

and go for ten because it gives a little nore
permanence to it and, like | say, five years isn't
t hat | ong.

CHAIR OGAN pointed out the statute says that nenbers serve at
the pleasure of the appointing authority and nenbers nust have
at least five years experience in various aspects of mneral
industries in the state.
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SENATOR LINCOLN asked if the comm ssion has ever recommended
terms for nenbers to the | egislature.

MR.  MacKINNON said that he was appointed by the Senate
President, and if the Senate President chooses to appoint
sonmeone else, that is his choice. He said that one conmm ssion
menber brought up this discussion thinking that the conm ssion
should get sone "fresh blood." However, in the history of the
conmm ssion, there has been enough turnover from people |eaving
to take other positions or for other reasons. As an exanple, Tom
lrwin will no |onger serve on the comm ssion as he has taken the
position as the Comm ssioner of the Departnment of Natural
Resour ces.

CHAI R OGAN asked how often the Al aska M nerals Comm ssi on neets.

MR. MacKINNON said it neets three tinmes per year. Its report to
the legislature is due in Decenber.

CHAIR OGAN asked M. MacKinnon if he feels the report gets
attention.

MR.  MacKINNON said that depends on the meke-up of the
| egi slature, but it has during the |ast few years.

SENATOR LI NCOLN said she is pleased to see that two wonmen serve
on the 11 menber commission but she would like to see that
nunber expanded.

MR. MacKI NNON said that Irene Anderson is the Chair and that the
wonen "probably do nost of the heavy lifting."

SENATOR ELTON said he supports the Alaska Mnerals Conm ssion
and feels it is a nodel that is being |ooked at for other
econon ¢ sector proposals in Al aska.

IVB. | RENE  ANDERSON, Chair, Al aska Mnerals Conmi ssi on,
mai ntai ned that a ten-year extension will save a |ot of people
time, such as legislators and staff. She agrees wth M.
MacKi nnon that nenbers cone and go and that the group is very
di verse. She indicated that ten years is not a long tine period
in the mning industry, especially when trying to build
infrastructure in rural Al aska.

CHAI R OGAN asked Ms. Anderson to describe her background.
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M5. ANDERSON said she cones from a famly of placer mners in
the Nonme area. Her husband is originally from McGath. She said
her grandfat her began mining in Nonme in 1905.

Ms. Frankie Pillifant, staff to the Al aska M nerals Conm ssion
was available to answer questions, however there were none.

SENATOR BEN STEVENS noved SB 79 from committee with individua
recommendations and its attached fiscal note.

CHAI R OGAN announced that w thout objection, SB 79 would nove
fromcomittee.
#

The commttee took a brief at-ease.

#SB92
SB_ 92- STRANDED GAS DEVELOPMENT ACT AMENDMENTS

CHAIR OGAN told nenbers that SB 92, sponsored by the Senate
Resources Conmittee, reauthorizes the Stranded Gas Devel opnent
Act. He indicated that he spent hundreds of hours working on the
original legislation several years ago. He explained that he
does not intend to take action on this legislation today, as
simlar legislation is working its way through the House. He
said he would like the commttee to get an overview of what the
original Stranded Gas Act did. He said this Act has had a big
i mpact on the State of Alaska, and especially on the communities
affected by gas developnent. It gives the state a |lot of
latitude to negotiate settlenents that highly effect |oca
communities. He indicated that building a gas pipeline project
through a community causes high inpact to that conmunity, for
exanple by increasing the population. He noted SB 92 only
reaut horizes the original Act. He asked Dan Dickinson to brief
the commttee.

MR. DAN DI CKI NSON gave the foll ow ng testinony.

My nanme is Dan D ckinson, Tax Division director at the
Department of Revenue. Wth ne is Roger Mrks, a
Petrol eum Economist with the Tax Division, who wll
speak briefly about the history, intent and nechanics
of the Stranded Gas Act. But first, | think it 1is
inmportant to introduce 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.
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Five years ago we were three separate divisions - the
Gl and Gas Audit Dvision, the Income and Excise
Audit Division and the Charitable Gam ng Division. W
are now nmerged into a single division. Sone think that
was a m stake. W naned ourselves the Tax Division. It
is what we do but no one wants to be seen talking to
us anynore so, again, | appreciate the chance to cone
before this commttee.

What we do can be seen from the FY 2002 Conprehensive
Annual Financial Report for the State of Al aska. You
should have a copy of an excerpt from Table 1.13. O

total governnental fund revenues of $3.5 billion:
e $1.6 billion cones fromthe feds
e Taxes are $1 billion
* Royalties are $900 mllion
e Interest and investnent incone, plus all the
ot her ways the governnment raises noney - charges

for services, fines and forfeitures and 'other'
were nore than offset by investnent |osses.

The Tax Division admnisters 19 of the 20 tax
types that conprise the $1 billion tax figure. O

the billion dollars in taxes, all but a little
nore than $100 nmllion were oil and gas taxes
The state's oi | and gas t ake IS of ten

characterized as four bites of the apple, and we
are experienced at all four bites.

For the first bite we are charged with auditing
royalties and net profit share |eases, and we
work with DNR cl osely 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 negoti ation.

The second bite of the apple is the oil and gas
property tax. Last Friday, to neet our Mrch 1
deadline, the Division's G| and Gas Property Tax
assessor and his staff nmiled out the 2003 tax
roll, showing oil and gas property valued at
about $13.5 billion. As Senator QOgan pointed out
in his introductive remarks, property taxes play
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a unique role in determining any natural gas
project's profitability.

The next bite of the apple is the oil and gas
corporate incone tax. Inconme taxes are focused on
taxing profits. As Roger will elaborate |ater on
the nore we focus on taxing profits, the nore
progressive our system becones. This is one of
the stated goals of the Stranded Gas Act. W have
a large experienced group in our division that
works these issues and we expect them to be
critical

The last bite of the apple is the production tax.
Li ke royalty, the production tax focuses on the
commodity value of the resource at or near the
wel | head. W& have |ots of experience in this area
- market pricing, inter-conpany transfer pricing,
how markets work, how energy contracts work,
busi ness practices and cost anal ysis.

Now, let me add a personal observation, but one
that | think reflects what many of wus in the
di vision believe about what the state should be
trying to achieve in any Stranded Gas Act

negotiation - taxes - and the governnent's take
in general is the subject of the Stranded Gas
Act. It should not distort comrercial realities.

The governnent's take should not be what is red-
lighting this project.

As Roger will explain, our current fiscal system
intensifies some of the risks faced by the
producers. lronically, not only the producers but
the state could be better off changing those sane
aspects of its fiscal system Stranded Gas Act
negoti ati ons should be about risk sharing and who
anong the state and the comrercial entities
i nvol ved can best handle what risks. As soon as
SB 92 beconmes law, we can start discussing how
price risk will be shared or how return on the
investnment in the pipeline wll be taxed, or
really figure out what each party wants to get
from this project, aside from nore. There are

| ots of specifics that can be set aside until it
is clearer how our gas wll fit in wth the
mar ket mechanisnms that will be in place when we
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are ready to market it. The state's role should
not be to increase risks. Maybe we can nmake the
project fly by reducing risk.

On the other hand, we have to make sure that the
state is not naively underwiting a risky
project. As the only ones who wll still be
around if things go sour, we don't want to be
|l eft holding a bag we didn't quite understand the
di mensi ons of.

That's ny quick overview of the Departnment of
Revenue Tax Division. The adm nistration strongly
supports reaut hori zi ng t he St randed Gas
Devel opnent Act. W believe 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.

Thank you for the opportunity to testify and to
i ntroduce the people who will be doing a lot of
the foot slogging in any stranded gas act
negoti ati on.

CHAIR OGAN asked M. Dickinson to give the conmmttee an
overview of what he envisions the state negotiations -
pretty much on the part of the nunicipalities - to |ook
|i ke at the end of the day, including the sticking points.

MR. DICKINSON said Chair Ogan correctly identified what
will be going on with the nmunicipalities. Property taxes
could form a very large piece of the fiscal take. Property
taxes are set up so that they are due as soon as the
project begins. It may be six years before any gas or
profit flows to the project, but the project is taxable.
Early property taxes can harm the rate of return on a
project. On the other hand, those taxes are the sole source
of revenue from those projects to the nunicipalities. In
addition, the nunicipalities need those revenues to deal
Wi th population pressures and disruptions. Those are the
tensions the state nust balance. The nunicipalities nust
participate through a formal committee but ultimtely the
state is charged wth mking judgnments on behalf of the
muni cipalities and striking a delicate bal ance.

CHAI R OGAN comrented that if all of the taxes are due when
the materials and equipnment hit the ground, it adds an
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extra expense for the builders of the pipeline so the state
allows themto negotiate a paynent in |ieu of taxes.

MR. DI CKI NSON agr eed.

CHAIR OGAN said if he was the mayor of a municipality, he
mght not have a high confort Ilevel wth the state
negotiating paynents in lieu of taxes on his behalf. He
asked M. Dickinson if he has heard any feedback from the
muni ci palities.

MR. DI CKI NSON sai d he has, but he would first like to share
sone observations. First, the Stranded Gas Act will have to
be passed by the legislature so if sonething is really
askew, the legislature will have a role in making sure that
muni cipalities have not been |eft out. The | aw specifically
states there wll be a fair and reasonable share of
paynments, so if there is a paynent in |lieu of taxes, the
focus nmay have been on how that was arrived at. He thought
the law establishes that the communities need to get a
pi ece of that. As an exanple, M. Dickinson said:

Under our current oil reginme, about 80 percent of
the governnment's take is based on the value of
the wellhead. About 10 percent is based on
profits and about 10 percent is based on property
taxes. If we were to look at a profit like this
and say gee, let's switch it over and nmake it 80
percent based on profit and smaller pieces on
wel | head value and property taxes, what we m ght
do is nmake sure that the comunities got those
early dollars when they will need them but the
state would not be taking those early dollars and
we would be hoping to be repaid or to make up
[indisc.] by getting a piece of the profit later
on. So, those are the kind of |larger questions
that we've got to deal wth conceptually in the
Stranded Gas Act negoti ations.

CHAI R OGAN asked how it has been working out, as tinme goes
on, that the state ends up with its share of these types of
taxes and revenues due. He asked whether that keeps a
project from being front-end |oaded and how it has worked
out at the end of the project after the pipe has been
anortized and is profitable.
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MR DICKINSON said that is one of +the things to be
determ ned. The division could |ook at an income tax built
on a rate of return built into the tariff or it could have
a sinple neasure that defines the neasure of possibilities
so that if prices go above x, the paynents wll be a
certain anmopunt. He said all kinds of nechanisns can be used
depending on the amount of price risk the state is wlling
to share.

CHAIR OGAN referred to Sec. 43.82.210, Contract terns
relating to paynent in lieu of one or nore taxes, which
lists nine taxes. He said that section essentially gives
the comm ssioner broad sweeping authority on behalf of
affected nunicipalities. He noted the "circuit breaker"
protection is that the legislature has to approve the deal.
He said he wanted to bring that to conmttee nenbers

attention because the conm ssioner will have broad powers
if agas lineis built in Al aska.

MR. DI CKINSON pointed out that item (3), the oil and gas
conservation t ax, was repeal ed and repl aced by
other state or nunicipal taxes. He said the Chair correctly
pointed out that the comm ssioner of the Departnent of
Revenue has enornous powers under this act. He observed
that the Departnent of Revenue assesses the values of the
properties for which it levies taxes so it already plays a
critical role in determning the revenues that flow to the
depart nment. The affected municipalities will be able to
communi cate with an advisory board that can relay concerns
to the conmm ssioner. He again agreed that this essentially
identifies the sources from which the affected localities
finance their |ocal operations. The negotiations wll be
curious for the municipalities because they will have a | ot
to do with whether a project ends up being a net benefit
for them

4:10 p. m

CHAIR OGAN asked M. Di cki nson to consi der t he
| egislature's role in this. He noted the legislature wll
have a role in approving the deal but the idea of making
sure that a legislator is appointed to the commttee or in
sone oversight capacity over the negotiations has been
suggested. He is opposed to putting that into the bill
because he feels it is a separation of powers issue.

TAPE 03-9, SIDE B
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CHAIR OGAN said the Admnistration has the authority to
negotiate. However, he believes it wuld be in the
Adm nistration's best interest to have soneone from the
| egislature be at the table, if not as an active negoti ator
as a participant in the discussions, so that the |egislator
can report back to the |egislature and provide infornmation.
He asked M. Dickinson if the Admnistration has taken a
position on that.

MR. DI CKI NSON said he cannot speak for the Adm nistration
but st at ed:

No administration wants to bring a bill to the
House and then sit down and - first inpression -
try to explain it. Cearly, the legislature wll
be involved. They'Il get reports. There are a
nunber of very big picture decisions about the
shape of the state's revenue, whether - just how
many risks it wants to bear that | think clearly
we're going to be getting input - you know, the
Adm ni stration's going to want input from across
a spectrum especially the legislature, because
if suddenly the |legislature's unhappy with the
conceptual basis on which a negotiation is being
made, we mght as well not show up with a bill
later. So, | think if the Administration wants to
get this stranded gas tax negotiation going once
it's [indisc.], if they do, clearly they' re going
to be involved with the legislature so that when

that bill cones, you'll certainly get all of the
oversight you need but there basically is
sonething that they're fairly certain will result
into the fiscal systemthat will then lead to the
project. So, | think just as a matter of self

interest, they are certainly going to keep the
fol ks who get to vote on it involved.

SENATOR ELTON said he is assumng the broad powers as
exercised by the conmm ssioner under this act include his
ability to negotiate different Ilevels wth different
municipalities. For exanple, the comm ssioner could charge
X mls in one jurisdiction and y mls in another
jurisdiction under a rnunicipal property tax.

MR. DICKINSON said he did not see why not. H's personal
opinion is the focus would be on issues such as inpact
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rather than on mls. For exanple, one community m ght have
acres covered by piles of steel but no one near, while
anot her community has a work canp of famlies with children
in school and drawing on nedical resources, therefore
| ooking at the straight ml rate wuld not serve the
probl ens of both conmmunities.

SENATOR SEEKINS referred to Article 3 on page 10 of SCS
CSHB 393(FIN) and read, "If the conm ssioner approves an
application and proposed project plan under AS 43.82.140,
the comm ssioner may develop a contract that may include”
specific provisions. He asked if the comm ssioner is under
any obligation to include any of the terns in that chapter.

MR. DI CKI NSON replied:

Absol utely. Looked at one way, the State of
Al aska has a set of taxes in place that are - get
to be applied as is. The question is can the
comm ssioner use the power here to nake a better
project that is both better for the state and
better for the folks who want to do the project.
Qoviously the negotiator, if he doesn't see
anything worth negotiating, wll [J[indisc.]. |
think that's entirely correct.

SENATOR SEEKI NS mai nt ai ned that the comm ssioner could nake
a very sinple contract or a very conpl ex one.

MR. DI CKI NSON agreed. He said the departnent doesn't really
know how many things it wll want to bundle into the
proj ect yet.

Wth no further questions of M. Dckinson, CHAIR OGAN
asked Roger Marks to testify.

MR. ROGER MARKS, Petroleum Econom st wth the Tax Division
at the Departnent of Revenue, gave the follow ng testinony.

Good afternoon, M. Chairman and nenbers of the
commttee. MWy nane is Roger Marks. | am a
petrol eum econonmi st with the Tax Division of the
Department of Revenue. | worked on the original
Stranded Gas Act in 1998 and amfamliar with its
history, intent and nechanics. | would like to
provide a very brief overview of the Act at AS
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43.82. A nore detailed synopsis is wth the
fiscal note.

The Act originated in HB 250 in 1997, which
established a North Slope Gas Commercialization
team in the Admnistration to research and
reconmmend changes to state law to encourage
comercialization of North Slope gas. The team
concluded that the project faced considerable
risk, namely gas price risk and cost overrun
risk, and that the state's fiscal system actually
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
|l ot of noney to any corporation, even ones the
size of Exxon, BP or Conoco Phillips. If this
project is built and sonething goes wong, such
as low prices, the sponsors face very Ilarge
| osses. And even if these are relatively |ow
probability events, the project nmay not be built
if a conpany cannot tolerate a |loss of that size.
That is why the risk reduction nmechani sm proposed
in Congress, which is currently in place for non-
conventional gas in the Lower 48, nay be a very
necessary linchpin in nmaking this project a
reality.

By fiscal wuncertainty we nean the threat of
changes in fiscal provisions after a project is
built that nmay change the project's viability
after it is too late to do anything about it. A
project may be feasible under one tax system |If
it is built wunder the assunption that the tax
system in place will stay in place, but the tax
system changes, the changes could cause heavy
financial | osses.

Second, there are two significant elenents of the
state's fiscal systemthat nake it regressive. By
regressive we nean that the state's take is a
hi gh percentage of income at |low prices, and a
| ow percentage at high prices. First, t he
property tax is based on cost. The higher the
cost, the higher the tax. This is a double whanmy
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to an investor who incurs a cost overrun

Moreover, the property tax 1is payable when
construction begins, years before revenues start
accruing. On a tinme value of noney basis, this
dimnishes the rate of return and increases the
ri sk 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 cones 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 inconme. Again, this intensifies
t he danger of |ow prices.

| mght add that a regressive systemalso 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, wthout
threatening the viability of the project.

The Stranded Gas Act was the result of trying to
fix these shortcomngs. The Ilaw provided a
mechanism for converting the state's fiscal
system from a statutory basis to a contractual
basis. This wuld 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 period. Paynents to the state would be
made in-lieu of taxes. And per the Act, the
contract terms  would provide for a nore
progressive or |less regressive system

Most of the provisions subject to the negotiation
are the tax provisions. Gven 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 the gas valuation method,
and the timng of royalty in-kind and in-value
noti ces.

The Comm ssioner of Revenue would be the primary

agent for negotiating and inplenenting the
contract. However, the Conmm ssioner of Natural
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Resources is also responsible for reviewng the
pr oj ect pl an for acceptability, and for
negoti ati ng any changes in those royalty issues.

There was concern by nunicipalities that a
contract could conpromse their property tax
revenues. Accordingly, the Act created a
muni ci pal 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
municipalities with regard to the size of the tax
base that may be exenpted, and the econom c and
soci al burdens inposed by construction and
oper ati on.

The Act also has provisions for sponsors to help
make gas available to communities, to pronote
|l ocal hire, to deal with confidential information
provided by the sponsors, and to reinburse the
state for contractors it may use to assist in the
negoti ati on process.

Finally, there were sonme questions raised as to
whet her this would surrender or contract away the
power to tax, which is forbidden by our
Consti tution. It was t he Admi ni stration's
judgment that this would not preclude future
| egi sl atures from inposing other taxes, but this
contract would represent a solemm pledge, a noral
commtnment by the state, and a nessage to future
| egi slatures that, once it agrees to the ternms,
it will not change them

CHAIR OGAN asked what provision of the Constitution M.
Mar ks was referring to.

MR. MARKS said questions have been raised about swtching
the tax system from a statutory to a contractual basis.
Article I X of Alaska's Constitution forbids that. He said
it was the judgnment of the Attorney CGeneral's Ofice that a
contract would not prohibit future legislatures from
inposing taxes. Insofar as it would not prohibit the
| egi slature from inposing taxes, the contract would not be
airtight.
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There being no further questions of M. Marks, CHAIR OGAN
asked M. Myers to testify.

MR. MARK MYERS, Director of the Dvision of Gl and Gas,
Department of Natural Resources (DNR), told nenbers it is
hard to overestimate the inportance of the gas line. Wth
over 35 trillion cubic feet (TCF) of proven and over 100
TCF of additional potential gas, a gas pipeline will enable
devel opment of Alaska's incredible gas resources for the
next 50 plus years. The stranded gas bill sets the stage
for a broad based technical negotiation. It is strongly
supported by the Adm nistration as a vehicle to accelerate
the construction of the North Slope gas line. In addition
to dealing with issues of oil taxes, it also addresses
maj or royalties and resource ownership issues managed by
DNR, including royalty in-kind and royalty in-value, the
eval uati on nethodology used for calculating the state's
royalty share and appropriate transportation charges for
royalty gas. On the oil side, the state's sale of royalty
in-kind oil has stinmulated Al aska's refining industry wth
a huge positive effect on the state's econony. The state's
royalty in-kind sales for its gas could be used as a
vehicle for opening a nmjor petrochemcal business in
Al aska or for exploration on currently untapped basins. The
Stranded Gas Act al so opens the door for other negotiations
in key areas involving DNR s resource managenent role wth
respect to oil and gas production on state land. As the
state's manager of the state's oil and gas, the Division
under st ands project risk and economc drivers from both the
i ndustry and governnent perspective.

SENATOR STEVENS asked if, during the enactnent of HB 393,
under the tariff settlenent nethodology (TSM wth the
pi peline, the state would get its noney at the front end
and then the anbunt woul d shrink as the project aged.

MR. MARKS replied:

In the oil pi peline, actually the original
tariffs were very high, in the order of upwards
of $6 as filed by the pipeline owners. Wat that
did was actually lead - and since our wellhead
values derived after subtraction of the tariff,
what that did was create |ower values for
severance tax and royalty early on.
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What happened in TSM in the settlenent - the
settlement nethod that you refer to, what that
did was actually lower tariffs and it partially
conpensated for the high tariffs that were
derived early on. So, it wasn't really - it
didn't really start out to be that way
intentionally but, as a matter of history, the
pipeline tariffs were actually, as far as the
state's concerned or as far as the sponsor - or
who built the pipeline, that was back end | oaded
as well because they got to recover a big chunk
of their nmoney in the early years.

SENATOR STEVENS said that when the TAPS began operation, it was
back-end | oaded.

MR. MARKS said the tariff itself was front-end |oaded but what
that did was create a back-end |oaded fiscal system because a
high tariff on the front end resulted in | ow severance taxes and
royalties for the producers.

CHAIR OGAN asked if the tariff is |ower because the costs are
| ower, nore revenue should be generated for the state in the
front end of the project, regarding well price and netback.

MR. DICKINSON said an inportant observation is if the state
chooses to get nost of its revenue fromthe well head, the tariff
will beconme very inportant. He said the higher the tariff, the
| ower the well head. He expl ai ned:

Let's propose that a portion of the pipeline is in

Al aska and it costs $10 billion. A very |arge piece of
the tariff is going to be the interest on that $10
billion, it's like the first couple years when you buy

a house nost of the nortgage paynents are interest.
That interest is going to be taxable. If you |ook at
it from an income tax point of view, we say that's
return on investnent. So, for folks on that piece,
then in fact what happens at the wellhead is |ess
inportant. And those are the kind of nechanisns that
we need to trade off as we | ook at how we are going to
quantify our fiscal [indisc.].

MR. MARKS commented that if the [gas] pipeline goes to Chicago
and the upper Mdwest, the Federal Energy Regul atory Conmi ssion
(FERC) will establish a tariff. He does not envision that a
tariff would come out of this negotiation process. That is not
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to say that another way of accounting for the pipeline costs
could not conme out of the negotiations, but the official tariff
that shippers wll have to pay to the pipeline wll be
established in a federal jurisdiction.

SENATOR STEVENS thanked M. Marks and said he was trying to
clarify back-end loading in relation to the other |arge pipeline
project in the state and how it conpared.

CHAIR OGAN said that SB 92 extends actions taken by the
| egi slature before for North Slope gas, contains a provision
banning an over-the-top route and contains a deadline for the
application. He expl ained, regarding the deadline:

W're saying we'd like to - if we don't have a project
in the next few years, whether or not the legislature
wants to take up the issue again. So, those are the
policy calls | think we need to nake on this bill.
And, to be honest with you, | kind of picked a date
out of the - kind of an arbitrary date so that's open
for discussion and | expect we'll get some conmments on
t hat .

Wth no further questions or comrents, CHAIR OGAN adjourned the

neeting at 4:52 p. m
#
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