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"An Act relating to a credit for certain exploration expenses
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an effective date.”
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W TNESS REG STER

Jerry Burnett, Special Assistant

to the Comm ssioner of Revenue

Al aska Departnment of Revenue

Juneau, Al aska

POSI TION STATEMENT: Presented HB 71 to the commttee and
answer ed questi ons.

GARY ROGERS, Revenue Auditor

Tax Division

Al aska Departnent of Revenue

Anchor age, Al aska

POSI TI ON  STATEMENT: Available to answer questions regarding
exploration credit regul ations.

PAT GALVIN, Petrol eum Land Manager

Division of Gl and Gas

Departnent of Natural Resources

Anchor age, Al aska

POSI TI ON STATEMENT: Answered questions regarding | ease sales and
tax credits.

JI M COMN, Resource Eval uation

Division of Ol and Gas

Al aska Departnment of Natural Resources

Anchor age, Al aska

POSI TI ON  STATEMENT: Answered questions regarding exploration
activities on the Al aska Peninsul a.

ACTI ON NARRATI VE

CHAIR VIC KOHRI NG cal l ed the House Special Conmmttee on Ol and
Gas neeting to order at 5:04:55 PM Representati ves Kohring,
Dahl strom Samuels, Gardner, and Kerttula were present at the
call to order. Representatives McQuire and Rokeberg arrived as
the neeting was in progress.

HB 71 - AK PENINSULA O L & GAS LEASE SALE; TAXES

5:05: 08 PM
CHAI R KOHRI NG announced that the only order of business would be

HOUSE BILL NO 71, "An Act relating to a credit for certain
exploration expenses against oil and gas properties production
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taxes on oil and gas produced from a |ease or property in the
st at e; relating to the deadline for certain exploration
expenditures used as credits against production tax on oil and
gas produced from a lease or property in the Al aska Peninsula
conpetitive oil and gas areawi de |ease sale area after July 1,
2004; and providing for an effective date."

5:05: 30 PM

Jerry Burnett, Special Assistant to the Comm ssioner of Revenue,
Al aska Departnment of Revenue, explained that HB 71 was
introduced by the governor and is intended to encourage
exploration and devel opnent of one of the |argest undevel oped
onshore oil and gas fields remaining in Al aska, outside of the
North Sl ope. He commented that developnent of this field has
the potential to bring stable, high paying, year-round jobs to
an area which has traditionally relied on a seasonal comerci al
fishing econony. He said, "Gas fromthis field can provide an
efficient, relatively |owcost energy source for heating and
production of electricity to the Al aska Peninsula area. And oi
and gas devel opnent can provide infrastructure [and] |ower the
cost of living in the area.” He pointed out that the conmttee
information packets contained letters of support from | ocal
governments and Native corporations who support the devel opnent
of oil and gas resources in this area.

5:06:41 PM

MR. BURNETT stated that today the Al aska Departnent of Revenue
issued its first oil and gas exploration tax credit certificate
under the existing legislation for a well on the North Slope
drilled by Kerr-McGee O 1| and Gas Corp.

CHAIR KOHRI NG asked if this was the result of Senate Bill 185
fromtw years ago.

MR. BURNETT replied that it was.
CHAI R KOHRI NG asked:

Are they about to lose their tax credit availability

on the Sl ope? Because this bill's germane to just
Bristol Bay for providing a tax credit extension, if |
understand. ... | ask that because |I'm just wondering

if we ought to expand the scope of this Ilegislation
and carry it outside of just Bristol Bay.
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MR. BURNETT replied that at this point, the exploration tax
credit is in effect for work done through 2007 statew de; the
Bristol Bay extension was being done because the |lease sale in
the Bristol Bay area will not be done until the spring of 2006.

5:08: 54 PM

MR. BURNETT nentioned that the [House Special Commttee on \Ways
and Means] had a commttee substitute for HB 71 in which there
were technical drafting changes, but no substantive changes.
Revi ewi ng AS 43.44.025 on the Alaska Ol and Gas Exploration Tax
Credits, he expl ained:

[ Under] 43.55.025(a)(1) conmpanies are qualified for 20
percent of exploration expenditures for a well three

mles from an existing well, or 20 percent of
exploration expenditures for a well 25 mles outside a
unit, or both. So it's up to 40 percent of their
exploration expenditures for a well that is [both]
three mles from an existing well and 25 mles
[outside a unit]. And they ... may qualify for up to
40 percent credit for their seismc expenditures not
associated with a well. That credit can be taken
against tax on production that's done after July 1,
2004. ... Current |aw, statew de between July 1, 2003

and July 1, 2007, you could take the credits. Wth
the passage of HB 71 it would extend the credits on
the Al aska Peninsula for the sale which is described
in the bill for a tine period between July 1, 2003 and
July 1, 2010.

5:11: 04 PM

MR. BURNETT explained which types of exploration expenditures
qualify for the tax credits: seismc or geophysical exploration

not connected to a well; and exploration wells, specifically the
reasonably required costs for goods, services, and rentals to
prepare and drill, and the costs associated with abandonnment of

dry holes within 18 nonths. He pointed out that overhead costs
are not allowed to be used toward tax credits.

MR. BURNETT, in response to Representative Sanuels, clarified
that roads and airfields on site would count, but not "the
expenditures back at the head office that are in support of
this."”

5:12:40 PM
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GARY ROGERS, Revenue Auditor, Tax Division, Alaska Departnent of
Revenue stated that he worked on the exploration «credit
regul ations that were drafted as a result of Senate Bill 185
| ast year, and he is responsible for auditing the exploration
tax credits.

CHAI R KOHRI NG comrented that he hasn't heard industry ask for
this bill, and he asked M. Burnett to explain why the bil
shoul d be passed and how tine sensitive the bill is.

MR. BURNETT deferred to Mark Myers, the director of the D vision
of the QI and Gas. [M. Mers was unable to attend the
meeti ng. ]

5:14:49 PM

PAT GALVIN, Petroleum Land W©Manager, Division of QI and Gas,
Department of Natural Resources, explained:

The legislation is needed to facilitate a successful
initial lease sale for the Al aska Peninsula. The
incentive credits [are] an opportunity that we see to
encourage conpanies to look at this new |ease sale
that we're potentially going to offer in Cctober. And
what we recognize is that while we can go through the

Best | nt er est Finding process and develop the
environmental safeguards to hold the |ease sales and
have it be successful in the eyes of the |Iocal

governnments, we need industry to feel that there is an
opportunity for them to go out and have it Dbe

successful for them economcally. And the incentive
credits were put in place to foster exploration
t hroughout the state, and to have them present for the
initial sale is sonething that we feel is really

inportant to really foster a successful first sale.
5:15:57 PM
CHAI R KOHRI NG asked, "How nuch does the industry actually want
this? ... Is this sonmething that would spur them to actually
start sinking wells?"

MR. GALVI N responded:

Wth any new |ease sale, the conpanies are generally
going to be somewhat reserved in their discussion of
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their interest in the |ease sale because, frankly,
they don't want to give any sort of commercia
advantage or indication of their interest in order to

create a conpetitive situation where there may not
be one if they were to keep quiet about their
i nterests. So one of the reasons why we do areaw de
| ease sales is because conpanies are, just by their
nature, reluctant to provide [an] indication of a |ot
of interest in particular areas or particular tracts.
And so with [a] new |ease sale, we would not expect
any particular conpany to conme out and say, ... "Wth
this incentive credit, we will bid on tracts."

5:17:30 PM

CHAI R KOHRI NG commented, "Well, if nothing else this can serve

as a starting point; if it doesn't work we can readjust it next
year."

MR. GALVIN replied:

At this point, we really don't know what Kkind of
interest we're going to get with this sale. It's
really going to be a matter of meking it avail able and
seeing who conmes. And the incentive credits are just
one thing to nmake the offer a bit nore attractive to
the conpanies that are |looking at exploring an
ot herwi se new ar ea.

5:17:56 PM

REPRESENTATI VE GARDNER asked if the existing tax credits have
created any new expl oration.

MR. BURNETT reiterated that Kerr-McCGee O and Gas Corporation
has been issued the first tax credit. He said:

There are a nunber of other conpanies who are doing

it. W can't speak about them wthout their
perm ssi on, for the nost part, so it's really
difficult to publicly quantify ... and to quantify
this ... programthat's only been in place for a short
period of tine. It does appear to be working at this
poi nt .
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CHAIR KOHRING commented that perhaps the legislature should
extend the tax credits nore conprehensively and not focus it
only on Bristol Bay.

5:19:24 PM

REPRESENTATI VE ROKEBERG stated that he would |like to know who
has applied for exploration expenditure tax credits since they
went into effect. He asked if the Kerr-MCGee QI and Gas
Corporation was receiving production tax incentive credits for
activities in the National Petrol eum Reserve, Al aska (NPRA).

MR. BURNETT replied that he didn't know.

REPRESENTATI VE ROKEBERG responded that he would be very
disturbed if that was the case, "given the fact that we hardly
receive a dinme from noney expended on exploration in NPRA. "

5:20: 33 PM

MR. GALVIN pointed out that the Kerr-MCGee wells are on state
| and; they're both of fshore and onshore North Sl ope.

REPRESENTATI VE ROKEBERG asked, "Do these credits that are now
currently existing apply to exploration in NPRA?"

MR. GALVIN responded affirmatively and said that the credits
apply to exploration throughout the state. He stated that there
are three wells in NPRA that have qualified for the tax credit.

5:21:37 PM

CHAI R KOHRI NG commented that he is concerned that the state is
giving a tax credit and a financial break to conpanies that the
state is not realizing a benefit from

MR. GALVIN pointed out that the state does receive a benefit on
NPRA; there is a royalty sharing. He said, "Wen the
| egi slation was first passed, there were discussions with regard
to limting it to nmerely state |ands, but the decision was nade
to make it statewde and not to distinguish between the |and
status."

5:22:19 PM

REPRESENTATI VE KERTTULA asked if the tax «credits apply to
f ederal | eases.
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MR. GALVIN replied affirmatively, that it applies whether it is

a state, f ederal or private |ease. In response to
Representative Rokeberg, he said, "Wen the legislation was
first witten, it was not nade specific to state |ands, which
meant that it was applicable to all lands."

CHAI R KOHRI NG commented, "That one's a bit of a |loophole, if you
ask ne."

5:23:19 PM

CHAIR KOHRING asked if there has been any environnenta
opposition to [HB 71].

MR. BURNETT responded, "We're not aware of any."

MR. GALVIN replied that [the Departnment of Natural Resources
(DNR)] just released a prelimnary Best Interest Finding two
days ago for public comrent. He said that DNR has been worKking
closely with the local governnents and Native organizations to
ensure that it has addressed the concerns of the fishing

industry as well as protected the sensitive habitats. Vi | e
of fshore acreage is available in the |lease sale, he noted, no
of fshore drilling would be allowed; the offshore acreage would
have to be explored and developed from onshore drilling
facilities using directional drilling techniques.

5:24:23 PM

CHAIR KOHRI NG noted that there was a two mle boundary off the
shoreline on the map he was view ng. He asked what this
boundary represented, and if it neant that a conpany could dril
of fshore directionally, potentially as far out as two m | es.

MR. GALVIN answered that the boundary on the map is the three-
mle jurisdictional boundary of the state. He expl ai ned, "Wat
it nmeans is that, while that state subnerged land is avail able
to the lease sale, the only developnment that could take place
... wuld be drilled directionally from an onshore drilling
facility."

CHAI R KOHRI NG asked what the potential is in Bristol Bay.

MR. GALVI N deferred to Ji m Cowan.

5:25:56 PM
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JIM COMN, Resource Evaluation, Division of Ol and Gas, Al aska
Department of Natural Resources commented, "W really don't have
a good fix on this one. There has been no good resource
assessnment done ... on the offshore part of this basin. But it
| ooks like it mght be from35 mllion to 200 mllion barrels of
oil and ... several tcf of gas.”

MR. COMN, in response to Chair Kohring, stated:
There has been very little seismc wrk onshore;

there's been a lot of seismc work adjacent to the
state lands, offshore on the federal OCS [CQuter

Continental Shelf] acreage. ... There have however
been about 13 wells drilled along that side of the
peni nsula dating back to as far as 1903, | believe

but the last one was drilled in 1985. ... They have
oil and gas shows, alnost all of them ... W had a
field party out there for alnmbst a nonth, ... two

sessions last sumer with the Division of Gl and Gas,
and the DGGS [Division of Geological and Geophysical

Surveys] in Fairbanks. ... Lot of oil seeps. They
cane back ... pretty encouraged about the reservoir
potential. ... There were field parties out there this

sumer fromtwo nmgjor oil conpani es al so.

CHAIR KOHRING commented, "Wth such limted information out
there and little or no seismc work done, other than test wells,

I'"'m kind of curious as to why there's such a concerted
effort here to proceed. ... It seens like we're giving a |lot of
enphasis to Bristol Bay based on really nothing that we have so
far."

5:28: 06 PM

MR. COMN replied that it's been dormant out there for about 20
years. He said, "There was sone activity out there about 25
years ago, 20 years ago, but [due to the] noratorium the
concerns about the fishing and the environment, it's just been
put aside until just nost recently.”

REPRESENTATI VE MCGUI RE coment ed:
Part of the reason there isn't any seismic data is
just what was eluded to; this was a controversial

i ssue 20 years ago. There was extensive seismc that
was done and a lot of interest, and frankly the

HOUSE O&G COW TTEE - 9- February 17, 2005



st akehol ders could not cone to an agreenent at

t hat

point in tine. And so ... you had various Native
groups, you had various fishing groups, and the oil

and gas industry infighting, and at the end of

t he

day, the noratorium went into effect, and so here we
are now. | remenber |ast year before this commttee
there was a |lot of discussion about new seism c being
done and frankly it's very expensive. But | think we

all know from the information we've been able

to

gather that this is a phenonenal resource waiting to

happen.

REPRESENTATI VE MCGUI RE cont i nued:

Let e clarify sonet hi ng t hat ['"'m maybe
m sunder st andi ng here. This bill does not extend the
three-year date to the NPRA areas, does it? Isn't

this just expanding the production tax credit to 2010
of July 1 for those conpetitive oil and gas areaw de

| eases that are on the Al aska Peninsula? |'m just
concer ned. |"ve heard a lot of referencing of NPRA
and things like that, but I think we kind of need to
stick back to what this bill is doing. W may have
regrets about the way that the bill itself cane
together in years past, but this particular bil
really is sinply a recognition of the fact that many

of the folks that are interested in this conpetitive

oil and gas areawide lease sale ... my not

have

things in place by 2007. And so we're tal king about

expanding it out three years.

5:30: 27 PM
MR. BURNETT replied that this was exactly the purpose of the
bill: to allow a very specific area to have an extension because

it has not been | eased yet.
CHAI R KOHRI NG asked why there is a tineline at all.

MR. BURNETT responded that this was a policy decision.

REPRESENTATI VE GARDNER conmented that a time limt is inportant

because otherwise it's not an incentive.

5:31:10 PM
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REPRESENTATI VE ROKEBERG stated that he would like to see a
report on the initial bill's inpact on exploration activity and
investnments, and on those credits that have been granted under
this legislation. He said:

VWiile | agree with Representative McQuire that we need

to focus ... and | support the bill itself, | am nost
di sturbed because we have this before us, that there
was controversy about the language and | find it a
little bit disturbing ... that the admnistration
woul d interpret |anguage ... wthout |egislative input
to apply to f eder al | eases, particul arly in
consideration of the fact that we have Ilimted
revenues from those area. In other words, we're
subsidi zing; we're giving out nore noney than we even
take in. ... I"mnot going to support noving this bill
until we get sonme answers on this and that can be
clarified.
5:32: 53 PM

CHAI R KOHRI NG decl ar ed:

| pledge we will follow up on that; we wll get sone
information from DNR including a witten report as to
the effect of [Senate Bill 185] and so forth, and a

clarification as to why they interpret the law to read
that we can expand this to places |ike NPRA which
really wasn't our intent.

CHAI R KOHRI NG opened the neeting to public testinony. [ No one
w shed to testify. HB 71 was held over.]

ADJ OQURNMVENT

There being no further business before the commttee, the House
Special Committee on QI and Gas neeting was adjourned at
5:34: 08 PM
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