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TAPE 03-17, SIDE A
Number 0001

CHAI R SCOIT OGAN called the Senate Resources Standing Conmttee
nmeeting to order at 3:37 p.m Al nenbers were present except
Senat or Lincoln, who was excused. The conm ttee took up SB 50.

#SB 50
SB 50- ROYALTY GAS CONTRACTS

CHAIR OGAN noted the sponsor prepared a proposed conmttee
substitute, |abeled Version H.

SENATOR BEN STEVENS noved to adopt Version H as the working
docunent before the committee.

CHAI R OGAN obj ected for the purpose of discussion.
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M5. MARY JACKSON, staff to Senator Tom Wagoner, sponsor of SB
50, told nmenbers that Version H now confornms to HB 57, conpanion
l egislation that was heard yesterday in the House Finance
Commttee. She referred to a handout conparing SB 50 to Version
H and provi ded the foll ow ng explanation of Version H.

On page 1, lines 10-12, |language was inserted that specifies
that the contract will be used to accept a price for gas on or
after the effective date of this particular act. In addition, it
further defines a manufacturer as a manufacturer of agricultura
chem cals. That is the predom nant change in Version H.

On page 2, lines 10-11 and lines 30-31, and on page 3, line 7,
| anguage was again added to specify a manufacturer of
agricultural chem cals.

On page 3, lines 8-12, the definition was expanded to reflect
"manuf acturer of agricultural chemcals.™

Oh page 3, lines 13-18, new |anguage was added so that
applicability occurs on the date of passage of this act.

M5. JACKSON said the House's intent in making the above
revisions was to clarify what a manufacturer is. House nenbers
had consi derabl e di scussi on about the appropriate verbi age.

CHAI R OGAN renmpoved his objection to the adoption of Version H,
therefore Version H was the working docunent before the
comm ttee.

M5. JACKSON told nenbers that the sponsor statenent for SB 50
still applies. The intent of the bill is to provide certainty of
the cost of the royalty gas to a nmanufacturing entity. That
woul d be acconplished by allowi ng the conm ssioner to enter into
an agreenent wth a mnufacturing entity, simlar to the
agreenents made with utility conpanies. She noted that
representatives from the manufacturing conpany this bill applies
to are present to answer guestions about the fiscal
i nplications.

CHAI R OGAN stated for the record that it is not his intention to
nove this bill out of conmttee today.

SENATOR SEEKINS referred to the |anguage on page 1, line 8, that
reads, "the comm ssioner shall enter into an agreenent with the
| essee to use or accept the price," and asked how the state can
conpel someone to agree on a |lease price within 90 days.
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M5. JACKSON said she doesn't know that the state could conpel
anyone, however the bill requires the comm ssioner to act within
certain paraneters set out on page 2, lines 28 and 29. It also
requires the comm ssioner to enter an agreenent when certain
findings are in place.

SENATOR SEEKINS said the word "shall"” indicates that the
conmmi ssi oner has no choice but to enter into an agreenment within
90 days regardless of where the parties are in the stages of
negotiation. He asked if that is conmmon | anguage.

M5. JACKSON said that is the existing statutory |anguage so the
commi ssioner is required to enter into an agreement with the
utilities NOW. Thi s bi |l i nserts agricul tural chem cal
manuf acturers into the existing statutes.

CHAI R OGAN suggested discussing that point with the conm ssioner
to see if that | anguage has been problematic in the past.

SENATOR SEEKI NS said whenever he enters into a |ease agreenent
with a custoner, both parties have to conme to an agreenent and
no "shall" is invol ved.

SENATOR ELTON asked if the commttee would be hearing from a
departnment representative.

CHAIR OGAN said that M. Mers was avail abl e.

SENATOR SEEKI NS suggested that the | anguage on page 2, |line 23,
"unless the contract price is unreasonably low " mght be the
caveat. He said it appears that the comm ssioner nust negotiate
if a request is nmde and, as long as the price is not
unreasonably low, the comm ssioner is conpelled to enter into a
| ease agreenent.

M5. JACKSON said that is exactly the point; the conm ssioner
does not have the luxury of dragging his or her feet. The
comm ssioner is required to go forward if DNR finds the
agreenent is in the best interest of the state.

CHAIR OGAN asked if the bill contains a provision that allows
the negotiations to be reopened if the economcs suddenly
change.

M5. JACKSON said not that she is aware of, but that does not
mean a provision could not be inserted into a contract.
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CHAIR OGAN said he is synpathetic to Agrium s need to know what
its cost of gas will be and there will be a cost to the state to
provide that. He said part of the problem is the market for
Agrium s product is soft, but if the market suddenly inproves
and the state is taking a loss, he would like to provide a way
for the state to reconsider.

M5. JACKSON asked Chair Qgan if his intent is that the state
should share the risk with the manufacturer, but it should also
share any wi ndfalls.

CHAIR OGAN said that is correct. He said that is a concept the
commttee can work on and talk to the manufacturer about. He
then took public testinony.

VR. GARY  CARLSON, Senior Vice President of Forest QO
Corporation, an wupstream producer that concentrates mainly in
Cook Inlet, said the focus of his testinony will be to provide
the viewpoint of an upstream producer that may be entering into
an arns length contract with Agrium for a future gas discovery.
He made the foll ow ng statenent.

Gas exploration is only a recent focus in the Cook
Inlet outside the conpanies that controlled the
mar ket. You now have conpanies |ike Aurora, Evergreen
and Forest GOl beginning to invest in gas exploration
and developnment with the anticipation of supply gaps
in future markets. There is a snmall, but expanding
demand by the utilities, and an anticipated |arge gap
in the anmount of gas conmmtted to keep the Agrium
pl ant at capacity. Forest Gl is actively investing in
gas prospects in part due to this anticipated market.

Field size distribution analysis suggests that there
are 100 BCF to 500 BCF accumulations yet to be
di scovered in the Inlet. The current annual production
rate of 200 BCF can be broken down into service to
various markets. A rough estinmate would be 35 percent
LNG 25 percent fertilizer feedstock, 30 percent
utilities and 10 percent fuel in oil and gas
facilities.

Field size distribution analysis suggests that there
are 100 BCF to 500 BCF accunulations vyet to be
di scovered in the Inlet. The current annual production
rate of 200 BCF can be broken down into service to
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various markets. A rough estimate would be 35 percent
LNG 25 percent fertilizer feedstock, 30 percent
utilities and 10 percent fuel in oil and gas
facilities.

The commerciality of the projects is tied to capital
required, rate that the asset can produce, and price.
As an industry, we are working hard to drive down the
costs using new technology and innovative utilization
of current infrastructure. The gap in supply for the
fertilizer plant is a key driver for the anticipated
market. | will not try to address the price Agrium can
afford to pay for its feedstock except to say that it
ranges from $1.50 to $2.00 MCF depending upon
fertilizer prices.

Under current |aw, these |ow product prices coupled
with the potential of a 20 percent royalty burden
would limt the nunmber of small or noderate gas
devel opnent proj ects t hat coul d be consi dered
commercial. The other threat facing potential upstream
investors in gas potential is the partial idling or
shutting in of the fertilizer plant for Cook Inlet
gas, thus elimnating the near term narket.

The tinmeframe from exploration to first production can
exceed 5 years; therefore, sonme degree of certainty is
essential to encourage investnent. Currently, the
state has the ability and willingness to negotiate an
equitable royalty settlenent and that is a possible
solution to this critical problem however, there
still remains a degree of uncertainty in the process.

As an upstream investor in the Cook Inlet, Forest Gl
supports SB 50. | would be happy to answer any
guesti ons.

CHAI R OGAN asked M. Carlson how much gas Forest Q| supplies.

MR. CARLSON said all of Forest QOl's current gas is being
consuned in lifting the oil production. He said Forest QI has
gas prospects and sonme excess gas production that it is trying
to bring to the market. Right now, the only substantial denmand
is the Agrium plant.

CHAIR OGAN asked if it is fair to say the stability of that
mar ket drives Forest G 1l's investnent decisions in Cook Inlet.
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MR. CARLSON said that is a good description. Forest Ol is
counting on that market being avail able. It could nmake
substantial investnents today but if the market disappears it
would be a difficult problem for the industry so certainty wll
hel p. In response to a statenment by Chair Ogan, he offered to
host commttee nenbers and show them the Gsprey platformand its
facilities. He said after investing $200 mllion in the state,
it has been good to see sone return. Forest QG| began production
i n Decenber.

CHAIR OGAN asked if Forest QI has oil and gas reserves booked
at this point.

MR. CARLSON said Forest QI has reserves booked based on its
ownership in the other fields and, when it purchased Marathon's
oil fields, it had reserves booked in a small field that it
bought from Stewart Petroleum It has just booked reserves at
Redoubt. Forest G l's position is that it hopes the reserves
wi nd up between 50 and 100 mllion barrels but it has only been
in production a couple of nonths.

CHAI R OGAN asked what Forest G l's output wll be.

MR. CARLSON said it is producing around 3,000 barrels a day from

two wells and it has another well ready to produce. The
challenge is drilling wells two to three mles away from the
platform therefore Forest Gl can only drill three or four

wells per vyear. Forest Ol hopes to build its production to
10, 000 barrels per day but that will take tine.

CHAI R OGAN agai n asked the anobunt of gas Forest QO produces.

MR. CARLSON said the Redoubt Shoal developnent, which he was

referring to, is primarily oil. The amount of gas is
insufficient to lift the oil so Forest Ol is taking gas from
the Westnoreland field to power the equi pnent needed to |ift the
oil. Forest Ol's anticipated sales in the future would be from

new prospects that have yet to be drilled.

CHAI R OGAN t hanked M. Carl son.

M5. LISA PARKER and MR MKE NUGENT of Agrium AND MR ERIC
MCDOWNELL of the MDowell Goup, introduced thenselves to
menbers.

MR. NUGENT provided the following witten testinony.
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M. Chairman, nenbers of the conmittee, thank you for
the opportunity to testify before you this afternoon.
My name is Mke Nugent and | am the General Manager of
Agrium s Kenai N trogen Operations based in Kenai,

Al aska. Wth nme today is Lisa Parker, Governnent &
Community Relations Advisor for Agrium U S. and FEric
McDowel | from the MDowel | G oup. | am here today to

speak in favor of the bill before you — SB 50.

As | view this legislation, it is just one piece of
the pie, which could provide producers in Cook Inlet
with stability, and Agrium with certainty of what the
costs are to manufacture the products we sell. The
major raw material we use to manufacture our products
is natural gas.

Agrium s Kenai N trogen Operations is one of Al aska's
few nmmjor val ue-added manufacturing operations. The
Kenai plant is the second | argest producer of nitrogen
products in the United States, wth the |argest

facility bei ng in Loui si ana. From Kenai, we
manuf acture 6% of the total nitrogen products in North
Aneri ca.

Wiile we are located in Kenai, the mgjority of our

pr oduct is exported to Pacific R m countries,
i ncluding Korea, Tai wan, Mexi co, Thai | and, and
Australia, to nane a few In total, we exported

product to fifteen different countries and in 2001 the
gross sale value of our product was $210 million (this
is total sales). Kenai has been able to be
conpetitive in world markets

v' because of its |ocation-close to Pacific R m Markets,
v' because there is a skilled workforce, and
v’ because there is a stable governnent.

Countries that conpete with Kenai to sell fertilizer

products - Russia, | ndonesi a, Saudi Arabia, and
Venezuela - do not have these sanme attributes,
particularly a stable governnent. However, what they

do have are extrenely low natural gas prices, which
puts Kenai at a disadvantage in marketing our product.
This di sadvantage is in part due to current provisions
in state contracts, which require the State of Al aska
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to receive the highest prevailing price for the
State’s royalty gas.

The bill before you, SB 50, could help in that it
woul d allow the conm ssioner to accept, as the price
being paid to the state for its gas, the price that
has been negoti ated between Agrium and the producer.

Over the past few weeks there [have] been sone
questions with respect to the fiscal inpact of this
bill. Wth respect to the fiscal inplications, |
would Iike to offer the foll ow ng coments:

1. The Departnent of Natural Resources has supplied

you with a fiscal note. It does not consider the
ot her econom c inpacts such as wages, purchases
of goods and servi ces, t axes, and new

devel opnments, to the State of Alaska; it only
considers the inpact of natural gas val ue.

2. This analysis is based on forecasts and these
forecasts involve several variables such as
vol une, price, ownership, etc., all of which are
very difficult to accurately predict. Thi s
analysis also assunes we are operating at full
capacity or, in other words, consum ng naxinm
vol unmes of natural gas.

3. As opposed to forecasting the future, the reality
of today is Agrium s Kenai operation is currently
curtailed due to the inability of suppliers to
del i ver adequate natural gas supplies. Qur plant
IS operating on average at 75% capacity so there
is currently a real revenue reduction to the
stat e, Agri um and t he | ocal econoni es,
regardl ess of which price forecast is used.

4. Unless we are able to find a producer who can
provide us with a large quantity of natural gas
at a conpetitive price, and in the very near
future, this curtailment wll last for several
years or could even result in our shutdown. Ve
have had repeated discussions with the current
and future producers in Cook Inlet and one of the
primary areas of concern is the additional
royalty the producer is currently subject to. To
guote one of the producers in a letter sent
recently to the Gty of Kenai:
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As a producer |ooking to market our natural gas, there

is great hesitation to enter into a gas sales
agreenent with a purchaser such as Agrium because it
adds yet another layer of risk to the producer. A

producer selling gas to Agrium runs the risk, in fact
the probability, that several years after selling its
gas to Agrium the State wll assert a claim that
royalty needs to be paid on a value higher than the
arns | ength negotiated contract price. This additional
royalty, plus interest accrued at a higher-than-narket
rate, would have to be borne by the producer and/or by
the purchaser. It is for this reason that Aurora Power
and its natural gas nmarketing affiliate strongly
endorse [SB 50] and the concept that royalty should be
paid on the basis of arns |ength negotiated contract
price.

1. As noted above, the devel opnent of new natural
gas reserves is nore difficult because of the
ri sk of unknown state royalty gas val ues.

2. The risk is associated with the value or price
being set by others in a process we have not
participated in.

3. If we are not successful in devel opi ng additiona
conpetitive gas reserves, we wll not survive as
a business. As a result, the revenues to the
State from royalty gas sales and the added val ue
our business brings to the local econonmes wll

be zero.

4. Natural gas wll have a different value to
different consuners. One price does and will not
fit all.

5. The overall economic benefits that different
nat ur al gas consunmers bring to the |ocal
economes wll be different. So, don’'t just

focus on the value of the gas, |look at the whole
econom c picture.

Eric MDowell from The MDowell Goup is here to
answer any questions you mght have wth respect to
the econom c benefits as well as the econonmic inpacts
this facility has in Al aska. In the study the
McDowel | Group undertook |ast year, they concluded “By
Al askan econonmic standards, the Agrium operation is
exceptional for its conbination of high pay |evels,
anount and concentration of expenditures in the |ocal
area, and the degree of val ue-added manufacturing that
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occurs in Alaska prior to export. The result is a
high multiplier inpact.

M. Chairman and nenbers of the commttee, again,
thank you for the opportunity to speak before you. W
woul d be happy to answer any questions.

SENATOR DYSON asked if Agriumis international product tends to
track natural gas prices.

MR. NUGENT said it does, to sone degree, wthin the North
American market, which Agrium does not participate in. He
st at ed:

Fertilizer prices closely track the value of natural
gas on an international market so the North Anmerican
mar ket does have sone influence on the internationa
market, but on the international narket the prices
tend to not track the value of natural gas. And the

mai n reason f or t hat is nost of t he ot her
manuf acturers or producers of fertilizers on the
international market - the other countries | nentioned

- Russia, Indonesia, Saudi Arabia - they tend to fix
the value of their natural gas and they fix it at a
very low level. They do not - gas in their countries
[ does] not conpete in a free market.

SENATOR DYSON said he has seen a couple of reports that indicate
that as early as five or six years from now, the price of gas
may be $6 per BTU on an international |evel. He asked if Al aska
got its stranded gas to an advantageous narket on the West Coast
or the Great Lakes and it had that kind of value for heating and
power generation, whether Forest Ol would have a conpetitive
advant age.

MR. NUGENT said it could. If the value of natural gas in Cook
Inlet was tied to a bigger market and driven higher by that
mar ket, then Agrium would have to meke adjustnents to either
conpete in that market or not continue as a business.

CHAIR OGAN commented that the value of Cook Inlet gas varies
depending on whom it is sold to. He said if it is sold to the
Enstar system it is nore or less tied to the Henry Hub by a
formula. He asked if Agriumis long-termcontract is quite a bit
| ower than the Enstar price.

MR. NUGENT said that is correct.

SENATE RES COW TTEE -11- March 26, 2003



CHAI R OGAN asked if that puts Agrium at a disadvantage with the
| aw of supply and demand so that if there is nore denmand for gas
than is currently in production, the price of gas is likely to
go up. However, Agrium needs the lowest price gas in the Inlet
to be conpetitive wth Indonesian gas.

MR. NUGENT said that is correct but within the narketplace,
several other variables bring value to producers, one being that
Agrium is a steady consunmer of natural gas throughout the year,
whereas the utilities demand a lot of gas in the wnter and
alnrost none in the sumer. He said different consuners and
producers within Cook Inlet will value gas differently and that
is where the risk cones in if another producer and consuner
strike a contract for a larger value that can have an effect on
Agrium s business in that the state's portion of that gas can be
hired at that higher val ue.

M5. PARKER said Agriumis current contract with its gas supplier
t hrough June of 2009 is not affected by this legislation. This
| egi slation would apply to any future contracts that are entered
intoif this legislation is enacted.

CHAIR OGAN noted that is due to a change in the bill and he
appreciates Agrium s consideration of it as that change nade the
fiscal note nmuch nore pal atable. He then pointed out that Agrium
is involved in litigation about reserves when Agrium bought the
busi ness. He asked if this bill would be in existence if Agrium
believed the reserves it was buying were the reserves it got.

MR. NUGENT said he believes Agrium would be before the commttee
today but not with the same anmount of urgency. Agriums view of
the reserves it was going to get fromits supplier one year ago
took Agrium further into the future than what the reserves are
now predicted to be. This legislation has inportance for the
devel opment of natural gas in Cook Inlet in the future by making
it easier for the devel opers.

M5. PARKER explained that Agrium began discussions wth the
Division of Gl and Gas over 1 1/2 years ago to try to find a
mechanism to provide stability for the state's royalty rate.
Agrium was not in litigation with Unocal at the tine; that
litigation has nothing to do with SB 50. Agrium is trying to
provide stability and reliability in gas pricing for val ue-added
manuf acturers in Al aska.
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CHAIR OGAN asked for an explanation of how Agrium s current
rates vary and current problens with those rates.

MR, NUGENT said in Agriums contract with its main supplier
Unocal , the price is based upon the value of Agrium s products.

CHAIR OGAN asked if the amount of royalty paid to the state
varies depending on certain factors so Agrium does not really
know what it will pay at the end of the day.

MR. NUGENT said that is correct so, on a day-to-day basis, the
state receives the sanme value for the gas that Agrium pays the
producer. As tinme goes on, the state will nonitor and conpare
that to the prevailing value for that Cook Inlet gas and can
seek additional paynent for the state's portion of that gas.

CHAIR OGAN comented the problem is that Agrium would not
necessarily have that noney budget ed.

SENATOR BEN STEVENS said M. Carlson gave a breakdown of total
Inlet production at 35 percent LNG 25 percent fertilizer
feedstock, 30 percent utilities, and 10 percent for extraction
at oil and gas facilities. He asked if the 25 percent fertilizer
feedstock is at capacity.

MR NUGENT said it is.

SENATOR BEN STEVENS asked if Agrium sees any growh in its
consunption in the future.

MR. NUGENT said as a first step, Agrium would |ike to encourage
and devel op arrangenents with other producers to produce enough
gas in Cook Inlet to get Agrium back to capacity. Hopefully, if
additional reserves are discovered, that additional gas could
either be avail able to Agrium or other manufacturers.

SENATOR BEN STEVENS asked if M. Carlson's rough estimate is
Agrium s consunption at capacity.

MR. NUGENT said yes, and in volunme nunbers, the consunption
wi thin Cook Inlet on an annual basis is about 200 BCF per year.
Agrium consunes about 55 BCF, the Phillips LNG consunes about 80
BCF and the utility system and the oil conpanies consune the
bal ance.

SENATOR BEN STEVENS asked if Agrium buys its consunption from
Unocal who pays the royalty.
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MR. NUGENT said that is correct.

SENATOR BEN STEVENS asked if it is based on the value of
Agrium s product.

MR. NUGENT replied, "The price that we pay our supplier, Unocal,
is based on the val ue of our product.”

M5. PARKER told nenbers the draft contracts that Agrium is
di scussing with the producers have an upside. They contain a set
a base price so if the price of amonia goes up and Agrium is
maki ng noney, the price that Agrium pays the producer for gas
woul d al so increase.

SENATOR BEN STEVENS asked if M. Nugent said the conm ssioner is
required to negotiate for the highest price avail abl e.

MR. NUGENT verified that he did.

SENATOR BEN STEVENS referred to Section 1(B) on page 2, line 9,
and asked if that gives the comm ssioner the latitude to | ook
into other justifications for price negotiations and to take the
price generated from Agrium s product.

MR. NUGENT said there could be. In Agriums existing contract,
the value of the gas is based on the value of Agrium s product.
He noted that as Agrium makes agreenents with other producers in
the future, that would be one way to price gas with a producer.
There would be several ways to price that gas other than a set
dol I ar anmpunt per volune for a set period of tine.

TAPE 03-17, SIDE B

SENATOR BEN STEVENS asked if Section B gives the conm ssioner
the latitude to accept prices other than the highest price.

M5. PARKER said it does. Section B will allow the conm ssioner
to accept the contract that's been negotiated between the
producer and Agrium as opposed to using the higher one.

SENATOR BEN STEVENS referred to | anguage on page 2, |line 29 that

reads, "or other tangible benefits to the state;"” and asked how
t he conm ssioner would quantify those tangi ble benefits.
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MR ERIC McDOWNELL told nenbers in the McDowell Goup's study on
the economc inpacts of Agrium the group |ooked at about 200
econonm c entities in Al aska over the years. He stated:

O all of them this seened to cone out - nost
beneficial in terns of other benefits to the state,
first, in ternms you're earning royalties off of this

operation. Secondly, the stable year-round resident
payroll has wages conparable to the North Slope, which
is not all resident, but the average wage is $84, 000,
it's year-round, it's stable. Taxes that mght -
otherwise the state wwuld bear - are generated
privately $2.5 nmillion per year to the Borough al one,
just on that plant, $50 mllion in payroll, housing
taxes, so on and so forth.

So, we find that the multiplier effect to 300 jobs of
this kind of that pay scale that are all resident
through both - through all the mltiple inpacts,
generate another 700. In this day and age, where we're
nmeasuring economc progress in Alaska in terns of
MacDonal d's jobs, to have this situation here that can
be stabilized and enhanced by policies you can nmake is
certainly an opportunity in favor of the kind of
val ue- added manufacturing you would like to see a |ot
of in Al aska.

So, while the report is full of various nunbers about
the economi c inpacts of what we can say, it certainly
is an operation that generates a |lot of noney fromthe
private sector that goes to pay for public services
and so forth.

A second comment |'d like to make - not directly part
of our study but in looking at the fiscal note and in
doing sone analysis of our own, you have a peculiar
mar ket situation in there. You essentially have three
buyers, and they're buyers for different purposes -
utilities, LNG and fertilizer. Wat he's saying is
there are different prices for each of those uses and
they're consuming - they're kind of |ike a COSTCO -
they' re consum ng 25 percent of the production of the
Inlet. If that buyer drops out, what happens to the
pricing structure of the state's royalties overall? It
goes down to zero and the whole pricing structure,
based on the way the state does it, sort of coll apses.
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And, so, what they're asking for, as |I'm hearing it
is, rather than a subsidy, is stability. By supporting
this particular situation before you, where you're
| ooki ng where you can continue an exceptional economc
situation that has these other benefits that the
comm ssioner is required to consider that we've
quantified in this study, guarantees that you'll have
continued royalty paynents from a quarter of the gas
produced in the Inlet plus encourage other production.
So, there seens to be a lot of benefits to the state.

The risk, on the other side, is either decreased or no
production by Agrium in which case there are |ess
royalties to the state and when, in the future, you
m ght find another buyer for sonme other purpose you
woul d have that gap of perhaps years of no revenue -
royalties from that.... So, from an economc
standpoint, 1'lIl conclude ny comments, and that is
that there are some very substantial and positive
econom ¢ benefits, especially in this time with the
burden you have of considering the econony in Al aska.
A maj or private operation IS contributing
substantially in lieu of noney the state would
ot herwi se have to contribute to support that region.

Secondly, recognizing that this is kind of a unique
market - very limted consuners and that it probably
is appropriate state policy to arrange it so that you
can insure both revenue directly to the state and al so
the bigger issue of the economc benefits that are
currently accruing and we hope would continue to
accrue.

CHAI R OGAN noted that Senator Stevens zeroed in on the heart of
the issue, that being that the state would give the sane deal to
a private conpany that it gives to the utilities: accepting the
contract price as the royalty calculation. The justification for
the wutilities is that the break wll trickle dowmn to the
custoners who actually own the public utilities. Therefore, a
little less noney goes into the state treasury, but the noney
froma public resource is going back to the public. He noted the
justification of SB 50 is that the legislature will adopt that
sane policy for a private conpany so the state will receive a
smaller royalty in exchange for enploynent opportunities or
other tangible benefits. He felt that the commttee nust decide
whether this is a good public purpose for a public resource and
justifies less noney to the state treasury.
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SENATOR BEN STEVENS noted the difference between Sections A and
B, in terns of affiliation, and asked why an affiliated interest
is defined as substantial influence of a famly interest or
common stock interest.

M5. JACKSON said the House was attenpting to grasp a nunerica
value, which is the reason for the 10 percent factor. Beyond
that, the parties becone affiliated and could be gaining the
i nterest.

SENATOR SEEKINS thought the intent appears to be that a
manuf acturer cannot buy gas at an advantageous price to
wholesale it to itself. He comented [that addresses] the
threshold of a relationship in which a conpany could get a good
price fromthe state to wholesale it to itself to make a profit
i n anot her market.

SENATOR BEN STEVENS questioned why the tw sections have
different definitions but said he would research that question
hi nsel f.

SENATOR ELTON said the relationship is defined on page 2, |ines
9-21, which says it cannot be over 10 percent of the
manuf acturer's val ue-added product. He then referred to the
exi sting | anguage on lines 30-31, that says, "(C) the |essee and
the wutility are related in nmanagenent, ownership, or other
aspect; and." He asked if this legislation sets up two different
standards, one that seens to allow the comm ssioner to find that
any relationship is a reason to make a witten finding denying
the royalty provision, yet the earlier |anguage defines it by 10
percent .

M5. JACKSON said she sees that as a doubl e-edged sword because
there would be two ways for the conmm ssioner to deny a contract
using either the 10 percent provision or because of a
rel ati onship to the nmanagenent/ownershi p.

SENATOR ELTON responded, "O, you could set up a situation in
which it's 8 percent, which would be allowed under (B), but may
not be all owed under (C)."

MS5. JACKSON said that would be correct because the comm ssioner

woul d have to make a witten finding if it was under 10 percent
but there was managenent ownership and "other."

SENATE RES COW TTEE -17- March 26, 2003



SENATOR ELTON noted that M. Carlson outlined the percentage of
gas that was going to the three different uses. He said the
| egi slature has created this benefit for the utilities and this
| egi sl ation extends that benefit to the fertilizer feed stock
i ndustry. He asked what effect that will have on the conponent
of gas that is going into the LNG market and whether it wll be
di sadvant aged because the legislature has created opportunities
for two of the custoners and not for the third.

M5. JACKSON said that is a good question.

CHAI R OGAN suggested asking a representative of the Division of
Ol and Gas.

M5. JACKSON sai d regarding Senator Stevens' question about other
tangi bl e benefits, the one that has always cone to her mnd as a
resident of the Kenai Peninsula is the 20-m| cap for oil and
gas properties. The Kenai Peninsula is not at the 20-m | cap so
the State of Alaska gets the difference right now That can
anount to 8 to 12 mls, which is a substantial anmount of noney.

M5. PARKER asked to clarify that the purpose of the |anguage in
Section 1(B) is to nake sure the transaction is an arnms-length
one between the producer and the consuner, in this case the
agricultural chem cal nmanufacturer. She then said with respect
to Senator Elton's question about disadvantaging the LNG
conponent, the LNG plant is also in the exploration and
production business. It supplies its own product as the Tyonek
platform is dedicated strictly to the LNG plant. The negoti ated
settlement between the State of Alaska and Conoco-Phillips over
the royalty share will provide benefit to Conoco-Phillips.

MR BILL POPP, Gl and Gas Liaison for the Kenai Peninsula
Bor ough, gave the follow ng testinony.

The Kenai Peninsula Borough supports in principle the
passage of SB 50 and views this legislation as an
inportant step towards providing a stable business
environnment for the val ue-added manufacturing industry
in the Cook Inlet basin.

Agrium is a key conponent of our econony of the Kena
Peni nsul a  Bor ough. It's the third largest |oca
enployer. It generates nearly 300 direct high paying
jobs and several hundred additional jobs wthin the
| ocal support industry and it does account for nearly
$25 mllion in direct payroll in our comunities. The
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Agrium facility generates nearly $2.5 mllion in
property taxes to the Kenai Peninsula Borough, which
equates to approximately 9 percent of +the total
property taxes collected by the Borough in 2001. That
nunber is holding true again this year.

SB 50 addresses the issues of price certainty and
pl anning stability for Agrium by providing a
consistent and reliable ©price structure for any
royalty natural gas purchased by the plant for
conversion into fertilizer or amonia, products that
conpete for buyers in a highly conpetitive world
market with razor thin margins at tinmes. Wile SB 50
will not solve all the issues that face Agrium as it
noves forward to conpete for sales in the future, it
does elimnate a significant uncertainty factor from
its future business planning.

The Kenai Peninsula Borough supports the passage of SB
50 and has stated that support through the Kena
Peni nsul a Borough resolution 2003-024. So, on behalf

of the Kenai Peninsula Borough, | do ask the Senate
Resources Commttee to support passage of this bill
and | thank you for the opportunity to testify in

support of SB 50.

SENATOR ELTON said it would be helpful to |learn about the other
incentives the state may offer for exploration and production in
the Cook Inlet fields to put this legislation in context.

CHAI R OGAN suggested the conmttee get an overview of the oil
and gas situation in Cook Inlet. He then asked M. Mers if he
wi shed to comment on SB 50 today.

MR MARK MYERS, Director of the Dvision of QI and Gas,
Department of Natural Resources, said he could clear up sone
guestions about the criteria and how the negotiations would take
pl ace. He said the first m sconception is that actual
negotiati ons occur. Basically, in an AS 38.05.180(aa) treatnent
[ hereafter referred to as (aa) treatnent], the state accepts the
contract price that the lessee has with the buyer. There is no
negotiation involved, therefore the 90 days provides plenty of
tinme. The state has no nechanism of negotiation; the state
accepts whatever the parties negotiate external to the state.
Regarding the criteria, the statute is rather wunusual in the
sense that (B)(2) Ilists the criteria the conm ssioner nust
consider as follows:
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(A) Is the contract price is unreasonably |ow?

(B) WII i ncreased enploynent opportunities or other
tangi bl e benefits result?

(© Is the relationship an arns | ength one? and

(D) Is it in the best interests of the state?

He said it is inportant to note that line 29 contains the word
"and." Therefore, all four of the criteria nmust exist for the
comm ssioner to deny a contract, which nmakes it alnpst

i npossible for the commi ssioner to do so. He pointed out that
| anguage provides an automatic grant under alnost anything but
t he nost unusual circunstances.

MR. MYERS then clarified that the word "and"” is on page 3, line
1 of the conmttee substitute.

CHAI R OGAN asked M. Mers if he would recommend using the word
"or" instead.

MR MYERS said he would if the commttee's intent is to
disqualify an applicant for any one of those conditions. He
repeated that the standard is that the contract nust be an arns-
l ength contract. One reason the state uses the market value
approach is that it is very difficult to denonstrate arns-length
contracts. Alnpost all royalty contracts use market value rather
than just the contract price. That is true of the state-federa
| eases in Cook Inlet. That provides additional value to the
state, but it also provides confidence that the contract is not
an arms-length one. He said the third thing to note is that the
certainty goes to the |lessee, not to the buyer of the gas under
the contract. The state is not subject to the negotiations
between a Cook Inlet producer and a buyer. Wether or not that
benefit is passed on to the purchaser is purely due to that
contract. Therefore, it is quite possible an Inlet producer
m ght keep all of the value under the (aa) treatnment and
legitimately so. That is not for the state to judge. M. Mers
said that the (aa) treatnments are a bit wunusual because the
relief does not go to the intended party. However, it is passed
on in utility cases but that would not necessarily be the case
in a private manufacturing contract.

MR. MYERS said DNR feels confortable with the fiscal note. It
does not | ook at the upside potential of the plant remaining in
exi stence, but that is not allowable in a fiscal note. The
fiscal note contains sone assunptions but outcones were derived
from various scenarios, which all have less royalty value to the
state. That is sinply because the state would have kept the
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contract price if, in fact, it was higher. There are no cases in
which this will provide nore royalty value other than the plant
either taking less gas from the state or the plant shutting
down. He noted DNR s econom st spent a lot of time working on
this fiscal note with Agriumto do a solid anal ysis.

MR. MYERS said DNR is aware of the inportance of the Agrium
pl ant and a val ue added industry, however it does recognize that
the value here, approximately $2 mllion annually, has the
equi val ent effect of lowering their gas price by about 3.6 cents
per MCF on Agriums total gas take. He offered to answer
questi ons.

CHAI R OGAN commented that he suggested the bill should contain a
provision for a negotiation reopener if there is an upside to
the market and Agriunis response was the price it pays is based
on the price it gets for its goods. He asked M. Mers if he
concurs that an upside is already built in.

MR. MYERS said it all depends on the contract Agrium has wth
the producer. Agrium can enter into a long-term fixed price
contract where conpensation for adjustments in price value could
be conpensation other than gas price. Agrium could enter into a
contract where it is directly proportional to the gas price and
the gas price does go up. On the other hand, Agrium could enter
into a contract price based on spot or market value in the Inlet
or Henry Hub. Therefore, it would be fairly speculative to say
how the state would benefit from that and, again, DNR is not a
party to that contract.

MR. MYERS said his last point is on the question of how the
state deals with the value of gas for the LNG facility. The
state reached a settlement with the producer so it gets about
hal f of the value of the gas delivered in Japan. In that case,
the state recognized that it is dealing wth a different market
and different conditions. Oher nechanisnms could be used, as M.
Carl son suggested, and sone of those nechanisns could capture
the upside. He repeated that the (aa) treatnent was never neant
to capture the upside. It was neant to provide a stable, |ower
price of gas, which passes on the benefit to the user of the
gas.

CHAIR OGAN asked M. Mers if he sees any potential liabilities

in the future due to this legislation setting a precedent for
ot hers.
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MR. MYERS said that is a good question and certainly other
val ue- added uses for natural gas exist. One of the issues is the
hi gher value has brought in significantly nore revenue. A
rolling of that contract, under the lease form wll have a
| arge-scal e economc inpact if applied to other users. He said
this is a policy call, sort of an insurance policy that
increases value to the gas producers selling to Agrium That
anount will vary depending on the contract price versus the
mar ket  val ue. Simlar treatnent would provide additional
econom ¢ value to any | essee.

CHAIR OGAN said the construction of a natural gas pipeline is a
possibility so the legislature needs to be mndful that there
will be other value added industries when it decides on this
policy. There being no further questions, CHAIR OGAN adj ourned
the neeting at 5:00 p. m

#
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