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anmendnents; and providing for an effective date."

HEARD AND HELD

SENATE BI LL NO 3002

SENATE NGD COW TTEE -1- July 13, 2006
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Consul tant to the Governor
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PCSI TI ON STATEMENT: Gave a presentation and answered questions
relating to SB 3001.

DR PEDRO VAN MEURS

Consul tant to the Governor

O fice of the Governor

PO Box 110001

Juneau, AK 00911-0001

PCSI TI ON STATEMENT: Testified on SB 3001.

ROGER MARKS, Econom st

Departnent of Revenue

PO Box 110400

Juneau, AK 99811-0400

POSI TI ON STATEMENT: Di scussed differences between a gross tax
and a net tax relating to SB 3001.

KEN GRI FFI' N, Deputy Conmi ssi oner

Department of Natural Resources

400 W I oughby Avenue

Juneau, AK 99801-1724

POSI TI ON  STATEMENT: Answered questions on SB 3001 and spoke
briefly during the discussion of access to the gas pipeline and
basin control.

JI M CLARK, Chief Negoti ator

O fice of the Governor

PO Box 110001

Juneau, AK 99811-0001

POSI TI ON STATEMENT: Presented information on access to the gas
pi peline and basin control.

BOB LOEFFLER

Morrison and Foerster

Consul tant to the Governor

O fice of the Governor

PO Box 110001

Juneau, AK 00911-0001

PCSI TI ON STATEMENT: Presented information on access to the gas
pi pel i ne and basin control.

REPRESENTATI VE RALPH SAMUELS

Al aska State Legislature

Al aska State Capitol

Juneau, AK 99801-1182

POSI TI ON STATEMENT: Asked questions relating to access to the
gas pipeline and basin control.

SENATE NGD COW TTEE - 3- July 13, 2006



SENATOR GENE THERRI AULT

Al aska State Legislature

Al aska State Capitol

Juneau, AK 99801-1182

PCOSI TI ON STATEMENT: Expressed concerns on issues relating to
access to the gas pipeline and basin control.

DONALD SHEPLER

Greenberg Traurig, LLP

Consultant to the Legislature

PCSI TI ON STATEMENT: Di scussed issues relating to access to the
gas pipeline and basin control.

Rl CK HARPER

Econ One Research, Inc.

Consultant to the Legislature

Three Allen Center, Suite 2825

333 Cay Street

Houston, TX 77002

PCOSI TI ON STATEMENT: Di scussed issues relating to access to the
gas pipeline and basin control.

ACTI ON NARRATI VE

CHAIR RALPH SEEKINS called the Senate Special Commttee on
Nat ural Gas Devel opnment neeting to order at 9:16:52 AM  Present
at the call to order were Senators Al bert Kookesh, Fred Dyson,
Bert Stedman, Gary WIlken, Lyda Geen, Thonmas Wgoner, Ben
Stevens, Kim Elton, Donny O son, Lyman Hoffrman and Chair Ral ph
Seeki ns. Also in attendance were Senators Gary Stevens, Cene
Therriault and Charlie Huggins, and Representatives Mke Kelly,
Eric Croft, Ral ph Sanuels, Kurt O son and Paul Seat on.

SB 3001- A L/ GAS PROD. TAX
SB 3002- STRANDED GAS AMENDMENTS

CHAI R SEEKI NS opened the hearing on SB 3001 and SB 3002, which
included a presentation on access to the gas pipeline and basin
control. He invited Commissioner Bill Corbus and M. Robynn
W1l son to present SB 3001.

9:17: 44 AM

WLLIAM A. CORBUS, Conmi ssioner, Departnent of Revenue, inforned
menbers he was appearing on behalf of the admnistration in
support of this petroleum production tax (PPT) |egislation,
proposed to replace the broken tax system currently based on the
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economc limt factor (ELF). It would provide incentives for
badly needed investnment; special incentives for snmall conpanies
to explore Alaska; and increased revenues, especially at higher

prices. He specified that the governor and his admnistration
strongly support the PPT tax as proposed, the "20/20" - with a
20 percent tax rate and a 20 percent tax credit - and don't

support a gross tax.

He highlighted the need to encourage investnent and resultant

oi | production. Comm ssioner Corbus said the Trans-Al aska
Pi peline System (TAPS) now operates at |ess than 50 percent of
capacity. Recent investnent, developnment and production have
been inadequate. Predicting that higher tax rates wll
di scourage new investnent, he cautioned against enphasizing
short-term state revenues instead of long-term wealth. He

opined that the 20/20 fornmula is appropriate to arrest this
trend, but said although the PPT includes investnent incentives,
the stronger link for investnent is the tax rate.

He enphasized that high oil prices eventually wll drop
Conmbined with |ower production, this wll nean substantially
| oner revenues. Conm ssioner Corbus closed by saying investnent
is attracted not by price, but by how Al aska's fiscal reginme and
geol ogy conpare with other opportunities around the worl d.

9:22:45 AM

ROBYNN WLSON, Director, Tax Division, Departnent of Revenue
(DOR), brought attention to a matrix conparing different tax
net hods under consideration: the governor's bill, Version A
the conference commttee substitute (CCS) for SB 2001 from the
| ast special session; and, for informational purposes, the
versions of SB 2001 that passed the Senate and House. She noted

the governor's bill mintains the sane regions of the state:
the Al aska North Slope (ANS); Cook Inlet, where oil and gas each
still have a separate rule; and other "south" devel opnents.

Ms. WIlson said the governor continues to believe 20 percent is
the appropriate tax rate for a balanced fiscal system wth a
credit rate of 20 percent that she hadn't put on the matrix
because it was fairly constant throughout the versions.

She explained that the tax on Cook Inlet oil and gas has a
ceiling and can never be above the ELF rate. In the governor's
bill there is no progressivity, and credits for annual |oss are
at 20 percent - when a loss comng forward is converted to a
credit, it is done at that tax rate. Neither is there a tax
fl oor. Ms. WIson reported that the CCS, by contrast, has a

credit-usage floor such that capital expenditure (CAPEX) credits
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cannot reduce the tax below 3 percent of the gross. She
referred to the line labeled "Gas (GRE)" and said it isn't
appl i cabl e under the governor's bill, but remains on the matrix
because it was in the version that passed the Senate. MVs.
Wl son indicated the transitional investnment expenditures (TIE)
credit is for the last five years' capital expenditures brought
forward

She pointed out that consistent with the |ast several versions
is a two-for-one provision, maintained from the CCS. The base
all omance credit, still $12 mllion, equates to a $60 million
deduction under the governor's bill. Oiginally that was a
deduction; throughout the matrix, therefore, Ms. WIson said she
has shown an equal amount in terns of a deduction. It depends
strictly on the tax rate. The tax rate is different in the CCS
version, although the credit is the sane; hence the equival ent
deduction is different.

She noted that is also based on production, naintaining the CCS
| anguage; also maintaining that |anguage is the newarea
devel opnment credit, $500,000 a nonth, for areas other than Cook
Inlet or the North Slope, with a 10-year rolling sunset. al

spill language and the 10-nonth transition period are consistent
with the CCS. Furthernmore, the April 1 effective date is
consistent with the last several versions. Ms. WIlson offered
to answer questions on other bill sections.

9: 30: 00 AM

SENATOR OLSON asked: |If the nunbers are essentially the same as
previ ous versions, what makes the adm nistration optimstic that
this will pass?

M5. WLSON opined that as nore information is explored and
expl ained, it becones increasingly clear that 20 percent is the

correct tax rate. Referring to discussion of the PPT wth
respect to the contract, she pointed out that in the origina
| egi sl ative session, the contract hadn't been nmade public; in

the first special session, people hadn't had nuch tinme to | ook
at it.

SENATOR COLSON reported that in his travels throughout the state,

he has found this less palatable to the public than when it
first was proposed.

SENATOR BEN STEVENS said he has found the exact opposite and
believes it is a question of political opinion.
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CHAI R SEEKINS surm sed npost people are interested in trying to
get gas to narket. However, he characterized SB 3001 as stand-
alone legislation, not part of a particular gas |ine project.
He suggested keeping questions out of the political arena as
much as possi bl e.

9:33:46 AM

SENATOR ELTON asked what the adm nistration's objection would be
to a gross tax structured to bring in an equivalent anmount of
revenue.

M5. WLSON deferred to M. Dickinson to give a presentation, but
opined that a net tax encourages investnent, which is needed to
boost producti on.

CHAI R SEEKINS asked M. Dickinson what precisely is neant by a
net tax or gross tax, and why the admnistration continues to
propose a net tax.

9:35: 54 AM

DAN DI CKINSON, CPA, Consultant to the Governor, noted he is
former director of DOR's Tax Division and its Gl and Gas Audit
Di vi si on. He provided a four-page docunent he'd prepared, "Net
vs. Goss Gl Tax - Wiy anyone should care,"” dated 7/10/06, as
wel |l as a graph | abeled "ANS West Coast Price & G| Production.”
M. Dickinson pointed out whereas 2 million barrels a day once
went into TAPS, the anount has declined over 18 years and now is
| ess than 900,000 barrels a day; this trend affects jobs and
revenue in the state. However, revenue has risen dramatically
over the last tw years because of prices. He explained that a
net tax makes investnent nore attractive because there is a tax
break for investing; for nore difficult projects, wth higher
costs, the taxes are |ower. A gross tax doesn't reflect the
costs and investnents necessary.

SENATOR DYSON observed that one way to incentivize investnent
for expensive oil under a gross-tax system can be royalty
relief. He asked M. Dickinson to provide an historical
perspective in traditional oil fields worldw de and in Al aska,
and to address whether it is a viable option for the producers
to go through the process of petitioning for royalty relief for
difficult or expensive oil production.

MR. DI CKINSON replied that the oil and gas production tax is the
state's largest single tax. Until 2000, it was the |argest
source of general fund dollars; because the ELF has eaten away
at it every year, however, royalties now take that position.
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Most places in the world have one dom nant way that wealth from

oil and gas resources is shared with the governnment - a
production share, a tax without a royalty or a royalty without a
t ax. In Al aska, however, probably there should be both a

royalty and a tax in order to provide effective incentives.
Noting Ken Giffin of the Departnent of Natural Resources (DNR)
woul d be there later, M. Dickinson said he hinmself didn't know
about royalty relief for heavy oil in particular, but knew about
royalty relief in other situations.

9:43: 59 AM

SENATOR DYSON related his understanding that royalty relief has
worked in Cook Inlet, but the process is cunbersone and doesn't
work well from the producers' perspective. He asked whether it
i s unduly burdensone fromthe state's perspective.

VR. DI CKI NSON acknow edged he hadn't studied this issue
t horoughly, but opined that when the royalty-relief process was
set up, it had a fairly high standard that nust be net: DNR
must be able to denonstrate royalty relief will bring about the
desired result. He surmised this is difficult and burdensone to
nmeet, and deferred to soneone from DNR such as Ken Giffin for
further response.

9:46: 16 AM

SENATOR BEN STEVENS asked Dr. Pedro van Meurs whether his
presentation at Centennial Hall in My had included the
fol | ow ng: Alaska has the only regine with both royalty and

severance tax, and when other regions grant royalty relief, they
don't have a severance systemthat backs it up

9:48: 02 AM

DR. PEDRO VAN MEURS, Consultant to the CGovernor, affirmed that.
He clarified that internationally there normally aren't
severance taxes; those are a unique U S. feature. He said a

nunber of countries have royalty relief to nake royalties nore
flexible, including Canada with its oil sands and Col unbia and

Venezuela with their heavy oils. 1In addition, there are sliding
scales linked to production and so forth. A nunber have sone
form of royalty relief for heavy oils, 1long-distance gas or

|l ocal wells or fields.

SENATOR BEN STEVENS enphasi zed the conplexity of the tax system
in Alaska and North Anerica. Saying there hadn't been adequate
information dissemnated in this regard, he surm sed the public
believes this system under AS 43.55 is the only tax system in
pl ace. However, there are five systens: 1) bonus bidding on
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the lease itself; 2) royalty, never changed on the North Sl ope
and not proposed for change; 3) severance tax, being changed;
4) property tax; and 5) corporate incone tax. He characterized
it as the state holding five levers attached to the purse
strings of the oil conpanies and yet only pulling one; he said
people are concerned that the one isn't being pulled hard
enough, and they forget about the other four, which offer no
i ncentives.

MR. DI CKI NSON t hanked him for that insight, agreeing this is new
information for citizen groups.

CHAI R SEEKI NS reported that has been his experience as well.

9:51: 07 AM

SENATOR STEDMAN noted many Al askans are concerned that
conpanies' records will be manipulated under a net-tax system
and thus the taxes collected by the state will be |ower than
anti ci pat ed. He said the proposed tax will rely on Interna

Revenue Service (IRS) regulations with respect to inclusion of
al |l owabl e expenses and capital expenses. He asked whether it is
correct that if the books were altered to drive apparent incone
down, that would likely violate federal Securities and Exchange
Comm ssion (SEC) and IRS | aws and regul ati ons.

MR. DI CKINSON answered that he believes, in general, there
already are fairly strict crimnal penalties for msreporting
anounts for tax purposes. Noting conpanies keep separate
accounts for tax and financial records purposes, he opined that
Sarbanes-Oxley and the associated strictures that apply to
financi al accounting don't extend into the tax world.
M. Dickinson said he would provide five reasons why the concern
about being snookered is invalid, and would give a presentation
to put those expenses into perspective.

9:53:40 AM
MR. DI CKINSON offered his first point: "Net versus gross" isn't
a totally accurate depiction. Rat her, the state is just

substantially increasing the pool of costs that the taxpayer can
deduct and which the state nust then audit and check. A gross-
receipts tax typically is based on what sonething is sold for,
for exanple, wthout deductions. Under the current nmethod,
however, "gross value at the well head" comes from selling it in
Los Angel es and deducting close to $2 billion in costs between
there and the point at which it is neasured. It's not a pure
system with a sinple nunber that can be |ooked up; billions of
dollars® worth of costs are deducted wunder the system
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Simlarly, "net" typically neans all costs are deducted, and yet
several pages in this legislation specify costs that aren't
deductible, in order to limt themto specific areas.

He addressed his second point: DOR al ready has audited many of
t hese costs. For exanple, from 1979-1981 the state had separate
accounting incone tax, and all these costs had to be audited by
DOR. In addition, net profit share |eases (NPSLs) were audited
by DOR. Relating his third point, M. D ckinson said capital
costs make up the largest portion of the costs. Having a gross
tax and allowing capital credits doesn't avoid auditing, since
it already is required.

He discussed his fourth point: Hi storically, billions of
dollars in the Constitutional Budget Reserve Fund (CBRF) cane
about as a consequence of disputes being resolved. There have
been huge disputes, M. D ckinson told nenbers, sone relating to
royalties, but primarily relating to taxes. Those issues can be
grouped into two areas: val uation and costs. El aborating on
valuation issues, he recalled that during the era of price
controls and no transparent spot prices announced on the narkets
every day, there were huge differences with respect to the val ue
of crudes; this was in 1981-1982, but the amounts didn't go into
the CBRF until 1996. He noted that experts could differ as to
the value of a barrel of oil by as nmuch as $25 a barrel

9:58: 21 AM

MR, DI CKINSON continued with valuation issues, saying although
there still are disputes, they are about 10 cents and 15 cents,
relating to premuns and deductions based on transparent spot
prices. Thus that whole set of billion-dollar issues is off the
t abl e.

He turned to costs, noting such issues haven't related to
audits, for instance, but have been differences of opinion on
transparent issues such as depreciation, return on investnent or
all ocation of overhead. Costs weren't being hidden or
manuf actured. Al though at one point the state alleged fraud, he
said those allegations were wthdrawn and no fraud was proven.
Looking at the history, including the Anerada Hess case and the
litigation which created the $7 billion set of settlements in
the CBRF, M. Dickinson discounted the idea that the earlier
scenario would return

He offered his fifth point: The state has an 11 percent
interest rate. If a later audit finds a conpany has been too
aggressive, the conpany wll pay high amunts of cunulative
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interest on the difference. That rate was put in to try to
resolve sone large outstanding anounts at the tine, and it
specifically exists to try to keep self-reporting in line with

what the state wants to see. M. Dickinson concluded by again
di sagreeing that the state will be snookered and sonehow will
head into nurky waters that will cost billions of dollars in tax

revenues, for all the aforenenti oned reasons.

10: 00: 45 AM
SENATOR STEDMAN requested discussion about the whole accounting
cycle of a field or particular drilling venture, and the fact

that anortization and depreciation |oaded on the front end are
subsequently | ost on the back end.

M5. WLSON pointed out there are tensions - which are a good
thing - for bookkeepi ng purposes. Any mani pul ati on generally
wll be to drive up incone, since conpanies want to present
financial statenments in the best possible light; there are
rul es, and independent accountants go in and ensure those are
properly stated. The other side of the tension is for tax
pur poses: conpanies |l ook for ways to legally take advantage of
the tax code in order to show a | ower incone.

She noted Schedule M1 of the federal income tax return shows
the book/tax differences, item by item it typically is the
first place auditors go to examne those differences between
book and tax. Generally, taxable incone is |lower than the book
i ncone, but the question is why. It may be about depreciation,
and Ms. WIlson said there are nunerous legitimate differences.
In the PPT, however, capital investnents are witten off on day
one; they aren't depreciated. This is specifically to encourage

i nvest nent . That book/tax difference won't be audited for PPT
pur poses because it isn't applicable and there was a policy
consideration behind it. She deferred to M. Dickinson for

further explanation.

10: 04: 56 AM

SENATOR STEDVAN reiterated his desire to show the public the
ram fications through the full accounting cycle when the state
gi ves up revenue at the beginning under a net-tax system

MR. DI CKINSON replied that a frequent issue is timng. There
are real economc effects from being able to take a loss or
receive tax benefits when the noney is spent. If a producer
cones in new, the IRS will say - with certain exceptions - that
costs cannot be recognized until there are revenues, and the
income can be lowered a |little each year over the useful life of
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t hat asset. To encourage investnent and the resulting econonic
benefits, however, the state is saying all that investnent can
be taken up front, which provides the "tine value" of the noney
from the tax break at the beginning. In the out years,
consequently, higher revenues will be taxable. In contrast, the
IRS and SEC attenpt to match the effect of the costs with the
revenues derived fromthose costs.

10: 07: 46 AM
MR. DICKINSON, in further response, said royalties, incone taxes
and property taxes would accrue as well. He enphasi zed naki ng

active investnent nore attractive through the net-tax system
particularly with dollars generated from profits within Al aska
already, thus keeping the noney in Alaska for reinvestnent

because of the tax advantage. Under a gross tax, by contrast,
noney earned in Alaska can be invested anywhere in the world
wi thout affecting the taxes. That is the distinction this
legislation tries to address. In response to Senator Dyson, he

agreed sone historical problenms have been solved, but said
conpanies properly spend a lot of effort on tax-planning
opportunities.

SENATOR DYSON asked whet her t hey are t ax- avoi dance
opportunities.

MR. DI CKINSON pointed out that if there are rules, a conpany
nmust foll ow those. He also indicated that if the desire is to
provide incentives, a line nust be straddled by the state,
trying to not distort the econom cs but positively affect them
The vast majority of decisions that conpani es nmake are | ooked at
and appear to make sense; the state doesn't even |ook at those
every year. The focus is on the small nunber where there is a
chal | enge.

He provided details of his history working on tax issues and
settl enents. M. Dickinson observed that the areas for dispute

have narrowed considerably, especially wth respect to
valuation. |If a new set of costs is brought in, new issues wll
arise and the state wll try to narrow those down; however, he

offered his belief that those couldn't possibly rival the kinds
of dollar-per-barrel issues that arose during the late 1970s and
early 1980s, when there were price-control issues. He concluded
by saying the answer to Senator Dyson's question was yes.

10: 14: 40 AM
SENATOR DYSON expressed hope that the front-end credits wll
simplify the accounting as well as provide great incentive. He
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asked whether the administration has quantified and studied the
range of those credits. He reported hearing that the high side
of credits for the industry m ght approach $13 billion.

MR. DICKINSON affirmed it has been quantified and studi ed. He
pointed out that the analyses do consider the credits. Wi | e
$13 billion - if that's the right nunber - sounds like a lot, he
surm sed everyone agrees it is worthwhile if it's part of the
i nvestnments.

SENATOR DYSON said he'd like to see the admnistration's
nunbers.

MR. DICKINSON replied that if there is $1 billion in investnent
a year, for instance, with a 20 percent credit and 20 percent
deduction, that is 40 percent or $400 mllion a year - about
$13 billion over 30 years, which in broad strokes sounds about
right. At today's prices, it would bring in over $100 billion
Interpreting Senator Dyson's concern to be that this mght not
work out in practice, M. Dickinson suggested that Dr. Pedro van
Meurs speak about the frequency with which net taxes and credits
for investnent are used as tools internationally.

10: 18: 42 AM

DR. VAN MEURS pointed out that Alaska already has a highly
important feature that collects half the royalties, which are
based on gross. The decision was made that conmbining two
systens based on gross would be negative to an investnent
climate, and would hit very hard all the marginal fields, heavy
oils and so forth when prices are |ow Dr. van Meurs reported
al nrost 100 nations have royalties, and nost nations recognize
the benefit of collecting a significant share of income from a
gross feature like royalties. About 70 nations believe anything
in addition to a royalty nust be profit-based. If costs are
high or prices are low, having two systenms based on ggross
doesn't work effectively.

He enphasized the desirability of a total package wth one
feature based on gross and another on net. Dr. van Meurs said
the system based on gross gives protection when prices are | ow,
providing at least a mninmm anmount of incone no matter what,
and the net feature provides benefits when prices are high.
Not hi ng stops Al aska from asking for 20 percent royalties on new
| eases if prices stay high; thus Alaska is well served with a
good royalty system
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He related his international experience that, yes, conpanies
m ght overcharge now and then or slip something in. However,
that is the reason for having auditors, and Alaska is better
prepared in this respect than other places using a net system
Dr. van Meurs said governnments seem to reasonably collect what
needs to be collected - even governnents far less skilled than
the State of Al aska. Thus he denied the possibility that major
anounts of noney could be siphoned off. Apart from that, the
rules contained in the law are patterned on the best rules in
the world; it isn't an open-ended system

10: 24: 08 AM
DR. VAN MEURS opined that all possible |oopholes have been
closed, including ones through which other nations sonetines

| ose noney, and that the system can be adnmnistered well.
However, he then acknow edged sonething always slips through the
cracks, but said on balance it wll be a good opportunity to
create high revenues if econonmc conditions are favorable. Mbst
inmportant, the 70 nations using simlar systens have concl uded
this fornmula encourages reinvestnment in the sanme jurisdiction
ot herwi se, investors will naturally take their capital to where
t hey get the deductions.

He said that's why it is so inportant to conmbine the system

based on gross - the royalty that will continue to serve Al aska
well - with one based on net, which will serve A aska well in
the future. Dr. van Meurs indicated other options were | ooked
at, including sliding scales for a gross tax and inprovenents to
the ELF, even by the previous admnistration. For the

af orenenti oned reasons, however, and because it is difficult to
design a sinple system based on gross that captures all these
variables, it was decided to base this on net.

SENATOR DYSON asked how well it has worked for regines to give
| arge investnment credits on the front end, hoping to incentivize
further 1investnent and production, wth greatly increased
revenues resulting in the out years.

DR. VAN MEURS replied that typically, in other reginmes, the
concept of a cash flowbased system as proposed here, rather
than one based on depreciation, has worked well. O the 70
nations he'd nentioned, the vast nmjority have such a system
|f capital is invested, 100 percent of the deductions - plus, in

this case, the credits - are taken in the year that costs are
i ncurred. This creates an enornous incentive to reinvest; in
nost countries using that system it has resulted in significant
i nvest nment . Pointing out that Alaska has 5 billion barrels of
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heavy oil and yet remarkably low activity conmpared with other
areas in the world, he lauded features of the proposed PPT
| egi sl ati on and suggested focusing on new investnent, since nore
oil will increase revenues.

10: 31: 04 AM

SENATOR ELTON said he understands the argunments, but asked why
it is sinpler to create a whole new way of doing things instead
of duplicating what is being done under royalty wth gross,
wi thout the ELF conponent. Hi ghlighting the inportance of
M. Dickinson's graph that shows production declining and prices
rising, he said it seens there could be a two-for-one clawback
under gross as well as under net, which would get to the issue
rai sed in the graph.

DR. VAN MEURS agreed a sinple system wuld be to just forget the
production tax and add another 12.5 percent royalty. Venezuel a
did something simlar in 2002; Venezuela is on tidewater,
however, has costs of $2 or $3 a barrel and is near the market.
In Alaska, by contract, there are light and heavy oils as well
as a large distance for transportation; such a system would hit
the heavy oils and smaller fields so nmuch that nobody would be
interested in them If the price dropped, the oil industry
woul d cone back to the legislature and ask for a lower rate

Thus it wouldn't work economically in Al aska.

He noted the ELF worked well for a nunber of years, and
theoretically could be nodified to be nore sophisticated,
formul a- based system based on the gross. However, it would have
many friction points such as defining what a field is or what
heavy oil is. It would becone so difficult to admnister froma
technical standpoint that it would fall apart. Dr. van Meurs
indicated this is why the ELF system becane broken.

He offered his sense that a sinple net system that automatically
takes into account these variations, wthout having to define
them or set formulas or sliding scales, is easier to adm nister

than a sophisticated system based on gross. Wiile an
unsophi sticated system |li ke Venezuela's is easier still, Dr. van
Meurs opined that it would ruin the oil industry in Al aska at

prices under $40. Thus he stated his belief that the proposed
PPT system is sinpler than a formul a-based system on gross for
t he production tax.

10: 38: 29 AM
SENATOR STEDMAN highlighted the concern that as prices rise
under the current system the state's percentage declines. He
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said one drawback to the gross-based system is it doesn't
address it without including so-called progressivity. What ever
system is instituted needs to ensure that as prices rise, the
percentage either rises or stays the same, to protect the
interests of the people of Al aska.

CHAIR SEEKINS expressed the need to define "net" and the
proposed deductions in order to address concerns anong his
constituents, who believe a gross-tax systemis nuch sinpler.

The commttee took an at-ease from 10:41:42 AMto 1:29: 30 PM

M5. WLSON illustrated gross versus net through an anal ogy
i nvol ving a construction busi ness. The net is calculated using
direct expenses associated with each hone, including nails,

| unber and wages; that is akin to | ease expenditures in SB 3001.
Once the hones are built, however, the conpany has expenses that
cannot be tied to a particular home, including nmarketing
expenses or contributions to the Little League. If a house is
sold, a tax on gross would take the sales price tines the tax
rate, w thout deductions. A net tax - including the PPT - is
calculated after the allowable deductions, which in this case
would include nails, lunber and wages, but not advertisenent
costs or donations to the Little League.

1: 33: 59 PM

MR. DI CKINSON turned the focus to Alaska. He showed a series of
slides, duplicated in a handout, that approximte what a PPT
woul d have done in 2005. He told nenbers the first slide, "Sale
at Market," shows an outdated price of about $43 a barrel; if
the 300 mllion barrels were sold this year for $70 a barrel
the total of $14.5 billion for North Slope oil instead would be
$21 billion. This is the value of the oil in the marketplace
prior to deducting any costs. M. D ckinson noted the slide
al so shows Cook Inlet oil and gas, and North Sl ope gas.

He addressed the second slide, "Goss Value at Point of
Pr oduction.” M. Dickinson explained that this shows what is
done today, subtracting the cost of transporting it to market
fromthe North Slope or Cook Inlet; the roughly $1.7 billion is
a fairly small percentage overall. Under the current nethod, a
percentage is taken of what renains; however, what it costs to
get the oil to the wellhead or to get it ready to transport
isn't an allowable deduction. In response to Chair Seekins,
M. Dickinson agreed this is as adjusted by the current ELF. He
added that even though the nomnal tax rate is about 15 percent,
once the ELF is figured in and barrels are taken out, the anount
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taken woul d be about 7 percent of the orange area on the chart,
whi ch depicts $14.5 billion for North Slope oil.

1:37:39 PM

MR. DI CKINSON showed the third slide, "Net Value or Production
Tax Val ue.™ He pointed out that anong the deductions the
producers should be allowed to take is $1.7 billion in capita
costs - investnents needed to continue to get oil out of the
ground - and $1.1 billion in operating costs on the North Sl ope.
Wiile there will be an increase in the anmount audited - conpared
with the $1.7 billion for transportation to market, discussed
previously and also shown on this chart - it is a question of

degree, since auditing has been required all along and people
have al ways been required to cal cul ate expenses.

He also noted there are different conpanies. Sone mght have a
lot of heavy oil in their portfolio and thus higher capital
costs. Under a net system the anount taxed would shrink; with
a gross system M. Dickinson said, it would be identical to
sonmeone who had production fromthe Prudhoe Bay reservoir at |ow
cost and didn't have to nmake many nore capital investnents.

He addressed concerns about clever schenes. M. Di ckinson
indicated a conpany would have to sonehow show capital costs
five tinmes higher than in reality, which isn't what happens.
The larger piece, $14.5 billion from North Slope oil, wouldn't
be wiped out from sone item in the operating costs, capital

costs or transportation-to-market categories. M. Dickinson
reiterated that the slide shows $40 a barrel; if the price were
hi gher or lower, it would affect those anounts. Even so, the

total dollars spent getting the oil up and out and to market
woul dn't cone anywhere near the total val ue.

He showed the fourth slide, also I|abeled "Net Value or
Production Tax Value,” wth a checkered area depicting a
22.5 percent tax. Noting the governor has suggested it should
be 20 percent, M. Dickinson explained that this is what the
state would take in production tax, sinply a percentage of the
$14.5 billion for North Slope oil. The remaining portion is
used by a producer to pay royalties, property taxes and incomne
taxes to the state; to pay federal taxes; to pay back any
borrowed noney for capital costs or investnents; and to show a
return to shareholders. He enphasized that a small shift in the
capital cost or operating cost piece won't w pe out the tax.

1: 41: 52 PM

SENATE NGD COW TTEE -17- July 13, 2006



MR. DICKINSON showed the fifth slide, "Tax Before Credits.”
He told nenbers that had the PPT been in place, at these current
val ues the checkered portion on the previous slide would have
been $2.4 billion. He then showed the sixth slide, "Tax After
Credits," which depicts tax after credits at $1.7 billion. As
to whether the tax will be w ped out if soneone finds a way to
show |l arger credits, he said no. This graph shows the period of
the "5,000-barrel equivalent,”™ and has a bar |abeled "5, 000 bbl
equi valent credit, 8 users at max of 14 mllion - 112 mllion."
He said this is about the size of that credit in relation to the
total taxes against which the credits are being taken.

He turned to the transitional investnent expenditures, depicted
on the sane slide as "TIE credit 1.7 x .5 x .2 - 170 mllion."
M. Dickinson explained, in response to Chair Seekins, that the
TIE portion of SB 3001 | ooks at investnents made for five years
prior to when the legislation conmes into effect; producers are
allowed to get a credit for those, provided they can nmatch it

with new dollars being spent. If a producer is in a "harvest™
nmode and not spending new dollars, there is no TIE If a
producer increases expenditures by about 40 percent - so they're
about 140 percent of what they were - the full TIE can be

claimed in the first seven years of the |egislation.

He noted the other piece shown is the direct qualified capita
expenditure credits. M. Dickinson indicated the previous
Senate bill had those at 25 percent, whereas the governor's bil
is at 20 percent; thus that bar on the slide would be a little
smal | er. M. Dickinson nade the point that if someone cones up
with a different way of doing credits, it won't wpe out the
entire tax burden; it is small in relation to the totals.

He presented the final slide, showng information fromthe sixth

slide - including tax after credits at $1.7 billion - as well as
a new box depicting the tax wunder the status quo at about
$0.9 billion. M. Dickinson pointed out that if legislators
accept what the admnistration and a nunber of experts have
said, this tax will create incentives for further production and
i nvest nent . Whereas under the existing ELF it would collect
about $0.9 billion, the systemwth credits and a higher rate -
even with quite a bit of novenment in the other categories -
woul d still give a better result than the status quo.

1:45: 00 PM

MR. DI CKI NSON encouraged |egislators to not |et concerns about
how to administer this overwhelm the econom c considerations.
If the state is helping to make investnent nore attractive
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through the tax system he surm sed nore investnment will happen
which is really all a net tax is doing.

CHAIR SEEKINS returned to the third and fourth slides, show ng
$1.1 billion in operating costs and $1.7 in capital costs. He
requested confirmation that these costs would be directly
attributed to North Slope operations, with no way a conpany
could use deductions from another state or nation against taxes
owed under this system

MR. DI CKINSON affirmed that, but pointed out that if BP had a

technical problem with heavy o0il on the North Slope, for
exanple, and the best |lab to resolve it was its own |Ilab
overseas, it wuld be charged internally against the North
Slope. In further response, he indicated |osses carried forward

fromel sewhere woul dn't affect the North Sl ope operation.

CHAIR SEEKINS noted his <constituents are concerned that
deductions applied against taxes in Al aska will be conpany-w de
expenses, such as a bonus paid to the chief executive officer.
He surm sed those would be deductible in terns of state incone
tax, but not the severance tax or whatever this will be call ed.

1:48: 04 PM
MR. DI CKI NSON concurred. He nentioned the structuring of the
bill and pointed out that in the Prudhoe Bay Unit, BP does the

check witing and hiring. However, BP only has a 26 percent
interest, and so only 26 cents of every dollar actually cones
from its pockets. ExxonMbbi| and ConocoPhillips each have

sonet hing over one-third; sone of their enployees do nothing but
| ook over BP's shoulder and say, "W're not going to spend this,
we're not going to spend that.” M. Dickinson suggested any
bonus to Lord Browe of BP would catch their attention.
Furthernore, the state could say that one test which nust be
passed is that the other partners nust have been willing to pay
for it; then the state would apply its own tests.

CHAI R SEEKI NS asked whether deductions for operating costs and
capital costs, particularly the latter, are limted to actual
dollars spent, rather than reclassification of the asset. For
exanple, if an oil-producing well is converted to a gas well
can it be recapitalized at that point for what it would cost to
install a gas-producing well? O does it not qualify as a
capital cost in ternms of deductions because it already has been
spent and recaptured ot her ways?
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MR. DICKINSON said it is a good question. One test in the PPT
for a capital cost is whether it could have been capitalized on
the federal tax return. He noted additional dollars at the tine
of conversion mght apply, but indicated the I RS guards agai nst
argunents when conpanies show a series of invoices in order to
prove a transaction carries weight that it perhaps shouldn't.

CHAIR SEEKINS reported hearing that Federal Energy Regulatory
Comm ssion (FERC) rules mght allow for rolling an already
deducted asset into that process. He said there is a l|lot of
suspicion that the State of Alaska mght be gamed with respect
to the PPT as well.

MR. DI CKI NSON acknow edged this issue can arise. However, he
indicated the admnistration isn't |ooking at the rules of FERC,
which generally ains toward treating consuners fairly, but is
| ooking at those of the IRS, which generally doesn't allow a
deduction for depreciation nore than once.

CHAIR SEEKINS summarized that these two deductible expenses -
capital costs and operation costs - are actual dollars spent
that are directly attributable to Alaska North Slope (ANS)
oper at i ons.

MR. DICKINSON affirmed that as the intention, noting it 1is
contained in several places, in several ways, in the PPT.

1:53:16 PM

SENATOR HOFFMAN i nqui red about other North Slope fields such as
the NPSLs in the Beaufort Sea; he nentioned Anmerada Hess and
drilling that led to discovery of the Northstar field.

MR. DICKINSON said he would have to get specific information.
There may be an issue about an "affiliate charge" when an

affiliate conmes in. Federal tax rules are |ooked at wth
respect to who is spending that noney; those rules mght not
have been as clarified in the NPSL regulations. 1In general, the
costs will be allowed, and the only question that arises, from
the sound of it, is whether an Anerada Hess affiliate was doing
the drilling and then the costs were passed through to the

Anmerada Hess affiliate in whose nane the devel opnent account was
bei ng kept.

SENATOR HOFFMAN asked whether that would be acceptable under
current regul ations.
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MR. DI CKINSON answered it isn't done currently for production

t ax. In the incone tax rules that will cone in, typically the
entire entity is |ooked at, and cross-selling between them "just
cancels itself out" if it's part of the wunitary group. He

offered to respond further if Senator Hoffman provided nore
specific information.

1:55:29 PM
CHAIR SEEKINS surmsed a gross tax would drop sone deductions
and woul d be applied at an earlier point and different rate.

MR. DI CKI NSON conmended that observation, saying gross taxes
around the world typically are at a snmaller rate, since the
nunbers they apply to are |l arger.

CHAI R SEEKI NS asked whet her expenses that would end up in these
two categories - operating costs and capital costs - are already
publ i shed or otherwi se available to the state. He noted both BP
and ConocoPhillips had published in their financial statenents
their "operating profits" in Al aska.

MR. DI CKINSON replied yes and no. Qperating costs, which are
i medi ately deductible, are deducted annually, and the state

gets access to federal returns. In addition, in looking at the
PPT the state has pulled together statenments from the Prudhoe
Bay Unit, for exanple, where the operator bills the ower. Each

is constituted as a separate partnership, and the state |ooks at
those partnership returns and the docunents behind them That
will also include cash calls for capital expenditures.

He pointed out that capital expenditures won't be seen in the
RS returns until the asset is placed in service. There will be
reconciliations, but basically under the IRS rules if it takes
three years to develop an asset and there isn't any productive
income fromit, none of it can be deducted until it is placed in
service; it has to be set aside and doesn't show up as either an
expense or a deduction. M. Dickinson said what a producer will
present to the IRS as a capital expense or an operating expense
won't be verifiable by the state until sonme years down the road.

He noted another way is through financial st at enent s.
ConocoPhillips historically has broken out Al aska as a separate
area, and soneone can go through the "M 1 exercise" to conpare
financial statenents with taxes. On sonmething |ike operating
costs, M. Dckinson said it isn't controversial. However,
drilling expenses are treated differently under financial and

tax accounting. Thus there is access to information, and if it
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could be provided through the PPT, it would be available all in
one pi ece.

1:59: 38 PM
CHAIR SEEKINS asked if there are federal penalties for
m srepresentati on on a conpany's financial statenents.

MR. DI CKINSON replied yes. The rules that would apply are SEC
rules and civil fraud that would arise from msstating a
financial accounting docunent. Under SEC rules, which to his
belief follow financial accounting rules, a business nust show
whet her each segnent has a material effect, as it is defined;

m sstating that is msstating part of the financials. He
i ndi cated ExxonMobil wuses the segnent rules, and the Al aska
piece wouldn't have a material effect on its performance; the
same isn't true for ConocoPhillips. "That's why sone conpanies

do and sone conpanies don't," he added.

CHAI R SEEKI NS asked whether there is access to the capital costs
if there is only a single entity.

MR. DI CKINSON answered no, although those expenses could be
found in the federal income tax return if one |ooked deep
enough. He added that conpanies like to share risk, so few sole
operations are found on the North Slope. Right now, BP operates
two fields - MIne Point and Northstar - that are the only
fields there without significant mnority partners.

CHAIR SEEKINS asked whether the conpanies' accounting of
expenses woul d be available for the state for auditing purposes.

MR. DI CKINSON affirned that, noting they'd be available directly
from the IRS through cooperative agreenents that the state has
entered into, and through the regular course of business. He
highlighted a tension that the PPT takes good advantage of: a
conpany wants to deduct expenses inmmediately, classifying them
as operating expenses, whereas the IRS forces capitalization of
expenses that will produce benefits over a period of tine, and
all ows increnental deductions accordingly.

2:04: 24 PM
CHAI R SEEKI NS asked Ms. W/l son whether DOR is able to determ ne
t he amobunt of taxes owed under this system

M5. WLSON replied vyes. She noted DOR has people wth
experience in auditing NPSLs and has income-tax auditors
famliar wth IRS provisions and tax books. She related her
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expectation that the information discussed by Chair Seekins,
i ncluding subledgers, would be provided through course-of-
busi ness audit requests.

CHAI R SEEKI NS i ndi cated the comm ssioner, in Fairbanks, had said
a few nore enpl oyees woul d be needed, at higher pay.

2:05: 33 PM

VR. DI CKI NSON, in response to Senator Elton, said the
$1.7 billion in capital costs shown on the third slide
represents dollars spent in 2005 on the leases on the North
Slope and in Cook Inlet to get further devel opnent. They are

deductible "as they are being made" and don't include pipeline
costs or the kinds of expenditures seen for a gas line, other
than the ones for the | ease.

He used the year 2009 as an exanple, as suggested by Senator

El t on. M. Dickinson explained that if there is a gas |ine,
there would be developnents at Point Thonson. Al t hough the
billions spent there would appear on the graph, neither the gas

line itself nor the gas-transm ssion plant would be shown. Wen
those are operating, they would flow into the operating costs;
they'd have been paid for out-of-pocket, going along. He said
not rnmuch would need to be done at Prudhoe Bay with respect to
capital costs. As to whether operating costs, shown in gold on
the graph, would increase in 2009, he suggested 2011 would be
nore realistic.

CHAI R SEEKI NS i ndi cated that hopefully production will increase.

MR. DI CKINSON pointed out that the graph shows 334 mllion
barrels, but this year fewer than 300 mllion would be produced.
Barring further capital investnent, it is predicted to shrink
even further.

2:10: 43 PM

ROGER MARKS, Econom st, Departnent of Revenue, referenced a one-
page docunent showing light oil and heavy oil under a gross
system versus a net system He explained the scenario shown,
with the Wst Coast ANS price at $30.00, wuntil recently

consi dered high; shipping from Valdez to Los Angeles at $2.00;
and the tax tariff at $3.00. The gross value would be $30.00
mnus the shipping and tariff, $25.00 at the |ease boundary.
Both light oil and heavy oil are put into the pipeline and sold
as a mxture at the sanme price, M. Mrks expl ai ned.
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He pointed out that upstream costs differ, however. M. Marks
estimated light oil would cost about $7.50 to produce, including
both capital and operating costs; heavy oil would cost about
$15.00, since it is nmuch nore difficult to produce. The North
Slope has different classes of heavy oil, he noted, and the
nunber could be higher or |ower. Light oil wunder this exanple
woul d have a net value of $17.50; heavy oil, $10.00.

He continued with the exanple. If a straight 15 percent tax on
gross were enacted and the ELF elimnated, it would be
15 percent of $25.00, or $3.75; this would be 37.5 percent of
the net value for heavy oil, M. Mrks noted, whereas people
have been tal king about a tax on net of 20 to 25 percent. Under
a gross system that doesn't differentiate upstream realities,
heavy oil, which needs the nost help, would get the biggest

"kick in the stomach"” under a sinple gross tax |like this.

CHAI R SEEKI NS asked what the royalty would be at the Wst Coast
ANS price, on average. He gave the exanple of $30.00.

MR. MARKS replied that if this were Wst Sak in the Kuparuk
Unit, which he believes has about a 12.5 percent royalty, it
woul d be 12.5 percent of the gross anmount of $25.00, for a total
of $3.13.

CHAI R SEEKI NS surmni sed on heavy oil it would be under $7.00.

MR. MARKS noted the royalty would be deductible from the
severance tax, so it would be a little |ess.

CHAI R SEEKI NS suggested these nunbers mght be a disincentive to
devel op that field.

MR. MARKS cautioned that nmerely taxing on the gross to provide
sinplicity ignores a very conplicated problem not all oil is
created the sane.

2:17: 50 PM

MR. MARKS turned to exploration economcs, noting the main
drivers are geology and exploration costs. He said the question
is how the fiscal system can help to spur exploration. Because
TAPS is 60 percent enpty, finding new oil is inportant. The tax

rate on oil doesn't have that big a role in exploration
econom cs because no tax is paid if it comes up dry, which
happens nost of the tine. There is a 100 percent chance of

incurring exploration costs, but if there is only a 5 percent
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chance of success, the tax rate fromfinding oil only cones into
play only 5 percent of the tine.

He said while the state cannot affect geology directly, it can
share the dry-hole risk and thus affect costs by sharing them
M. Marks recalled a point nmade by the governor in a speech:
Under the status quo, a wldcatter pays for everything if the
wel |l cones up dry. Under a PPT system where upstream costs are
deductible, in contrast, the state picks up 40 percent of the
dry-hole costs and incurs 40 percent of the dry-hole risk
t hrough deductions, converting |losses to credits and marketing
those credits. In a gross system this is bypassed conpletely.

He reported that an average exploration well on the North Sl ope
costs $10 mllion to $20 mllion. If the state picks up 40
percent of $20 million, it costs $8 nmillion. Sharing that risk
can nmake a big difference in whether the well gets drilled,
M. Marks said, since it naterially affects the exploration

economi cs. All it takes is to find one field like Al pine -
where a $20 million exploration well found half a billion
barrels, worth $30 billion - for that kind of policy to pay off
enormously for the state. M. Marks enphasized that a gross

system woul d bypass that risk sharing conpletely.

CHAIR SEEKINS returned to the chart provided by M. Marks. He
surmsed the differential isn't as great at higher prices.

MR. MARKS agr eed.

2:22:51 PM
KEN GRI FFI N, Deputy  Comm ssi oner, Depar t ment of Nat ur al
Resources, offered feedback on issues raised this norning. He

i nformed nenbers there are a nunber of NPSLs on the North Sl ope,
adm ni stered by DNR These are a "net profit royalty" to the
state, and they require an audit process simlar to what 1is

envisioned on the PPT side. Seven of these |eases are in
“payout,"” neaning the operator nmakes a net profit from them as
defined in regulation; those seven return about $7 mllion a
month to the state. They are audited by DNR s royalty and

audi ti ng section.

He reported about 95 percent of the value audited, in general

is closed wthout dispute. Hi storically, the state and
producers have successfully resolved the renaining issues. To
his know edge, M. Giffin said, none have been elevated to the
| evel of the conmm ssioner or have gone to court. There is
concern about setting up PPT rules that will last a long tine.
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These NPSL rules were set up in 1979 and 1982, are archaic and
don't fit wel | with how the conpanies operate today.
Nevert hel ess, DNR and the conpani es manage to resolve issues and
come to a common understanding of how to interpret and apply the
rules to neet the needs of the producers and the state.

SENATOR DYSON asked whether statutory authority is needed to
updat e t hose rul es.

MR GRIFFIN affirnmed that as his personal view. He reiterated
it has been workable and thus isn't urgent. He noted the rules
are witten into the leases and thus it is a contractual
relationship rather than a statutory or regul atory one.

2:28:21 PM

MR. CRIFFIN addressed the relationship of royalty reduction to
tax credits. He explained that the purpose of royalty-reduction
regul ations, as well as tax-credit provisions in the PPT, is to
change a project's bottomline economics in order to change
conpani es' investnent behavior. The goal is long-term benefits
to the state by increasing exploration and production, and thus
| ong-term revenues. The tax credits are designed to shift broad
investment patterns in Alaska. There is a 6 percent decline in

oil, and yet conpanies invest nore than a billion dollars a
year; to arrest this decline and nonetize gas reserves, a broad-
based, substantial increase in investnent in oil is needed,
perhaps two to three tinmes the current amount, in addition to

gas-rel ated investnments including the proposed pipeline.

He contrasted that with royalty relief, a specific, project-

oriented opportunity i nt ended to provi de i ncrenment al
encouragenment to a specific project. M. Giffin said the
result of that royalty relief should be that a project becones
feasible, where without the relief it would not. If relief

won't change the result, it isn't the right answer.

SENATOR WAGONER asked: If the PPT is passed, what wll
guarantee that the major producers on the North Slope will use
it to do nore exploration? He said ExxonMbil isn't doing any

exploration, for instance.

MR. GRIFFIN replied there are no guarantees, but in his 25 years
of industry experience he has seen significant growh in areas
that have adopted tax regines such as this. First, if a conpany

isn't doing exploration and investing, it will have no
deductions and wll pay the full tax rate, which is a
substantial increase over what is being paid today. Second,
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there isn't sole dependence on these three conpanies for
exploration; other conpanies are here or want to be here, and
sone are the nobst aggressive explorers in North Anmerica. Third,
the type of tax regime being talked about under PPT has been
used in Norway, England and Alberta to stimulate investnent in
sone higher-risk, higher-cost projects. He suggested the need
to hear from sonmeone with expertise on those, perhaps Dr. van
Meurs or M. Johnston.

SENATOR WAGONER questi oned whet her Al berta has a production tax.
MR GRIFFIN clarified that Alberta has a credit system

SENATOR WAGONER specified it's a 25 percent royalty system wth
only a 1 percent royalty charged until the conpany recoups its
costs.

MR. GRI FFI N suggested that is something Al aska could do as well.
SENATOR WAGONER said Al aska already has the ability to do that
with its royalty for heavy oil. He indicated it has worked well
for Alberta' s tar sands.

CHAI R SEEKI NS concl uded di scussi on of SB 3001.

The comm ttee took an at-ease from2:35:09 PMto 2:50:53 PM

Presentati on on access to the gas pipeline and basin control

CHAI R SEEKINS informed nenbers there would be a presentation on
access to the gas pipeline and basin control, as requested
during the roundtabl e di scussions.

2:51:28 PM
JIM CLARK, Chief Negotiator, Ofice of the Governor, inforned
listeners that M. Loeffler has been the state's attorney on oil

and gas, particularly FERC matters, since 1974. He said
M. Loeffler and M. Giffin of DNR are the right people to
address these elenents. Thus there would be an extensive

presentation to assure nenbers of what the rules of the road
are, in order to help in assessing the problem

BOB LCEFFLER, Morrison and Foerster, Consultant to the Governor,
noted when this topic cane up the previous week, Chair Seekins
and Senator Ben Stevens had requested that nmaterials be nade
avai lable for the record. Accordingly, he was providing:
1) FERC Orders 2005 and 2005-A, regulations governing an open
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season for an Al aska gas pipeline; 2) excerpts from the Energy
Policy Act of 2005, which increases penalties under the Natura

Gas Act and other relevant Acts from $5,000 to potentially
$1 mllion a day; 3) a chapter describing lengthy Oder 636,

from a treatise entitled "Energy Law and Transactions";
4) excerpts relating to the federal M nerals Managenent Service
(M) royalty-in-kind (RIK) program and some results show ng
i mproved performance; and 5) Monday's report from FERC to
Congress on progress on the Al aska natural gas pipeline, which
has good projections but warns of threats to this project from
the increasing role of liquefied natural gas (LNG.

2:55: 37 PM

MR. LOEFFLER told nenbers he would tal k about the framework for
regul ation of pipelines and their marketing affiliates; penalty
schemes; special additional requirenents that apply to an Al aska
gas pipeline; and two related concepts that have gained sone
currency, so-called basin control and basin mastery. Fol | owi ng
that, M. Giffin would provide observations gained from his
experience in the industry.

He gave an overview from his handout, "Access to Alaska Gas
Pipeline and 'Basin Control.'" M. Loeffler noted an Al aska gas
pipeline will be a tightly regulated, open-access pipeline,
nmeani ng capacity is available to all coners through an open
season auction process. The pipeline sells "transportation
tickets" and by law, since Order 636, gas nust be sold as a
separate product; FERC no |longer regulates the price of gas, and
has separated gas and the transportati on on the pipeline.

He explained that there are restrictions on passing advantageous
i nformati on between the pipeline and the marketing affiliate, if
a pipeline has one. Last year, Congress enacted heavy penalties

- up to $1 mllion a day - in reaction to problens with Enron in
Cal i fornia. M. Loeffler said FERC wll review conpetitive
i ssues when the open season notice cones through; when the
pi peline application cones through after that; and later on. In

addition, FERC has unique powers to mandate expansion of this
pi peline to protect shippers, potential shippers or independents
not affiliated with the pipeline. M. Loeffler enphasized that
over its life this pipeline wll be the nost scrutinized
pipeline in the U S and probably Canada.

He provided sonme history, including that then-President Carter

wanted to ban producers from equity ownership in an Al aska gas
transportation system and that Congress, by contrast, passed

SENATE NGD COW TTEE - 28- July 13, 2006



legislation in 2004 making the application process open to
anyone, including a producer.

2:59: 44 PM

MR. LCEFFLER hi ghlighted core features of Order 636 from 1992, a
fundanental restructuring of the U S. gas pipeline business. He
said pipeline conpanies provide transportation services and
don't own or sell gas, although they could have nmarketing
affiliates. Separate conpanies, sone affiliated and sonme not,
sell gas. Omwming a pipeline doesn't give an automatic right to
capacity, or a bidding advantage; the affiliated production
interest nust bid in the open season to get capacity to ship
gas. Simlarly, owning the gas in the basin connected to the
pi peline doesn't give an automatic right to capacity. Many FERC
requirenents for this pipeline are designed so bidders are on
equal footing for the open season. M. Loeffler said Order 636
went to the court of appeals and was sustained in all nmajor
aspects; it has been the basis of the nobdern gas pipeline
industry in the Lower 48 since 1992.

3:03: 02 PM

MR. LCEFFLER, in response to Senator Ben Stevens, explained that
widely used in the industry is a "net present val ue" nethodol ogy
that |ooks at the present value of a bid, including how | ong
sonmeone is wlling to bid, and for how nuch capacity. The FERC
open season regul ations require disclosure of that methodol ogy,
by the pipeline, to all bidders. The pipeline chooses the
nmet hodol ogy, but in the case of this particular pipeline nust
put out notice in advance of the open season, with a simlar
notice to FERC, that contains 21 kinds of information including,
to his belief, the valuation nethodol ogy.

SENATOR BEN STEVENS requested clarification about the neaning of
"bid" in this instance.

MR. LCEFFLER suggested thinking of a train, acknow edging it's a
bit sinplified. He said it's how nany seats on the train one
wants to buy, for how long. Each unit of gas is akin to a seat.
In the open season notice, the pipeline also puts out its
estimate of the tariff, the cost of the seat. Then an entity
bids for how many seats it wll buy, for how nany years. In
further response, he said the pipeline proposes a price
consistent with FERC rate naking. | f the pipeline doesn't cone
through at this estimated price, then the deal is off and
shi ppers usually can get out of the contract.

3:08: 02 PM
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MR. LCEFFLER returned to his overview. Wth respect to the
application for this certificate to build the pipeline, he said
FERC reviews it to a fare-thee-well. An application is vol unes,
going into engineering design;, permtting;, size, including
expandability; and proposed tariff rates. One cannot add
conpressor stations or even go out of the natural gas pipeline
busi ness w thout perm ssion from FERC Typically, this isn't
true of an oil pipeline. Under its regulations for this gas
pi peline, FERC will |ook at how the project design considers the
capacity needs of future shippers as well as the first shippers.
When the open season ends, if successful, there will be bidding
for capacity. If some bidders are a bit late but have a good
reason, FERC has said it will make the pipeline show why that
cannot be accommopdat ed.

He characterized the open season process as the first public
step, groundwork preceding an application to FERC. The pipeline
tests the market, ensuring there are enough shippers that want
to ship gas. M. Loeffler said those commtnents are |ike
| eases for anchor tenants in a shopping center that can be taken
to the bank to permt financing.

He reported that FERC s expectation is that an Al aska gas-
transportation project will be designed and built, to the extent
possi ble, to accommpdate all qualified shippers ready to sign
these firm transportation (FT) agreenments, since this wll be
the only pipeline for many years to bring gas from the North
Sl ope. M. Loeffler noted that bidding nethodology in the
Lower 48 usually includes tie-breaking nethodol ogy; net present
val ue is one way of deciding that.

3:12: 42 PM

MR. LOEFFLER gave sone history and then explained that the
Al aska Natural Gas Pipeline Act (ANGPA) of 2004 is a special set
of provisions renoving sone bureaucratic hurdles and ensuring
conpetitive access. It also provides regulations for an open
season; such regulations don't exist in the Lower 48, although
there is a lot of case |aw For this pipeline, Congress wanted
regul ations that control access to the pipeline, and a |evel
playing field for potential shippers.

He continued, saying the Energy Policy Act of 2005 vastly
strengt hened the penalties. It also created a new section 4(a)
of the Natural Gas Act, which prohibits market nmanipulation,
covering not only jurisdictional entities, but also related
activities. It nmakes it unlawful for any entity, directly or
indirectly, to use in connection with the purchase or sale of
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natural gas - or the purchase or sale of related transportation
services subject to FERC jurisdiction - any manipulative or
deceptive device or contrivance. M. Loeffler referenced the
SEC Act and said the commssion has inplenented this with a
definition of fraud that he'd show nenbers | ater

3:15: 02 PM
MR. LCEFFLER di scussed FERC orders. He informed nenbers that
the only FERC orders specific to Alaska are Oders 2005 and

2005-A; the others apply to all interstate pipelines. He
characterized FERC as the "cop on the beat” at the various
st ages: 1) the open season notice, 2) the application to FERC
resulting in a certificate, 3) pipeline construction and

4) pipeline operations. A FERC certificate typically has pages
of construction conditions, and a notice-to-proceed process wll
be done wth other federal agencies. Typical in the Lower 48 is
that a deadline is established by which the pipeline nust be
built after the certificate is accepted.

He noted Oder 436 was the predecessor to Oder 636, which
required t hat any transportation of fered nmust be
nondi scri m natory. Pi peline custoners that used to buy bundl ed
service thus could contract directly with producers; this was to
encourage conpetition. M. Loeffler referred to the Al berta Hub
and said the whole idea of trading natural gas evolved from the
separation of transportation and gas narkets; that was what FERC
want ed, and people quickly set up affiliates. Wth respect to
i ndependent pipelines, he pointed out that many have marketing
affiliates that sell gas.

He skipped over capacity release, turning to Order 637, which
put in nore stringent standards on proper conduct and
scheduling, for instance, separating it into fine gradations of
servi ce. M. Loeffler said Oder 2004 filled in the content of
the standards of conduct; the idea was to not give preferentia
treatment to the affiliated gas marketer. Sonme were expressly
adopted in Oder 2005, but apply regardless; he gave details.
Before the nost recent statute, he noted, FERC could order
di scouragenent of unjust profits and could revoke various
authorities i ncl udi ng t he basi c certificate of public
conveni ence and necessity.

He reported that the penalty or forfeiture provisions, however,
were trivial and |acked teeth. In 2005, M. Loeffler said,
penalties increased to $1 mllion a day for civil penalties and
the same for crimnal penalties, in addition to possible prison
time of five years.
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3:20: 06 PM

MR. LCEFFLER el aborated, pointing out that anyone who inproperly
mani pul ated transportation rights or contrived to nanipul ate gas
sales could face huge penalties and a lot of tinme in jail. He
said FERC would ook at how the markets were harned, what the
harm was, whether the conpany did anything to cure it, whether
it was fraudulent and whether it was a repeat offense. He
hi ghlighted inprovenent at FERC followng what happened in
California, noting FERC has becone strict in enforcing even sone
of its sinplest rules, a real change from Chairman Wod to the
current chairman.

He said Oder 670, the latest one, inplenents new 4(a), on
energy market nmanipulation, which applies if sonething is even
connected wth a jurisdictional transaction and nakes it
unl awf ul to: defraud using a device, schene or artifice; make
any untrue statenent of material fact or omt a material fact;
or operate or engage in any act, practice or course of business

that operates as a fraud or deceit. M. Loeffler also
enphasi zed the breadth of the definition of fraud: any action
transaction or conspiracy for the purpose of inpairing,

obstructing or defeating the honest functioning of the market.

He turned to special regulations for an Al aska gas pipeline,
sunmarized in Part 1V of his handout. M. Loeffler said the
orders thenselves exceed 100 pages and are specific. For
enforcing penalties, the nore specific the regulation is, the
easier it is to show whether a violation occurred. He indicated
FERC wanted to: provide certainty for this pipeline; pronote
conpetition and prevent wunduly discrimnatory behavior; and
prevent a project applicant from unduly favoring its affiliate.
Wth respect to the words "undue" and "unjust,” he reported that
the federal statutes use those terns, as well as "unreasonable."

He explained that the pipeline nust construct an open season
notice that conplies with the 21 requirenents. To put everyone
on equal footing, this is given to bidders in advance so they
can prepare by running economic nodels and so forth. Then FERC
will review that, in advance of the open season, to ensure its
regul ations are conplied with. M. Loeffler noted FERC reserves
the right to reject the certificate application.

3:25:56 PM

MR. LOEFFLER advised nenbers that in the open season, by |aw,
i nformati on nust be provided about in-state bidding and tariffs,
because interested parties nmust be ready to bid when the open
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season notice goes out. He cited 18 C F.R 157.34 as an

important catch-all that says all information regarding the
proposed service to be offered - including pipeline capacity,
the proposed tariff, design and cost projections - nust be

avai l able to, or in the hands of, any potential shipper prior to
public notice of an open season; this is to provide equal

footing. For the sane reason, affiliated marketing units must
be identified and are prohibited from obtaining nonpublic
i nformati on. The open season during which parties can bid is
open at |east 90 days by regul ation. Usually there is a fine-

tuning period for the bids.

He referred to undue preference and discrimnation, saying
general requirenents under 18 C F.R 157.35 include that there
shall be no preference in rates, terns, conditions of service or
all ocation of capacity, and that the conmm ssion shall use its
fast-track procedures to resolve any conplaint. In addition,
(c) provides that those connected with the pipeline who conduct
the open season nust function independent of any other division
of the project applicant. M. Loeffler alluded to information
in his handout relating to subsections (d) through (g) of
18 C. F. R 157. 35.

3:29: 30 PM
MR. LCEFFLER turned to basin control, the idea that those wth
war ehouse capacity would sign up for nore "tickets" than they

need, for a | onger time than needed, thus excluding
i ndependent s. Al t hough there mght be a business reason, it
m ght be done to | ock out a conpetitor. He said FERC will | ook

for that and be suspicious if someone takes capacity for a |long
time while having no nore resource to shinp. He noted FERC has
suggested it wouldn't be in the shipper's economc interest to
bid for capacity beyond the projected life of its reserves.

He expressed confidence that there is a big tool kit to respond
to this concern. For exanple, FERC can force separation of the
marketing affiliate from the pipeline affiliate and from the

entity that conducts the open season. In addition to the
special requirenents for this gas pipeline he'd discussed,
M. Loeffler indicated FERC has said it wll review anti-
conpetitive behavior - both in a letter from fornmer Chairnman
Wod in response to a query from the Alaska State Legislature
and "because it wll do it naturally" - and wll be on the

| ookout for unusual occurrences.

He enphasi zed that FERC has the power to order expansion of this
pipeline - which isn't true for any pipeline in the Lower 48 -
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if someone is excluded down the road, at a time when there is
nore gas to ship than there is capacity. Showi ng a slide
| abel ed "Daniel Johnston Testinony on SB 305 and HB 488,
April 9, 2006," M. Loeffler recalled M. Johnston's use of the
term "basin master"” in the context of projects around the world
where there are cozy relationships between governnents and
proj ect devel opers, for instance. M. Loeffler recapped points
from M. Johnston's t esti nony, enphasi zi ng t hat wher eas
M. Johnston had said early infrastructure corridors often are
overbuilt, the concern for this current project has been the
opposite, that it won't have enough capacity.

He quickly addressed the appendix to his presentation, show ng
open season notice requi renents in 18 CFR 157. 34.
M. Loeffler explained that those are so detailed because the
state, the legislature and the shippers wanted to know there was

a fair playing field. He drew attention to item (15),
specifying to Senator Ben Stevens that one requirenment 1is
di scl osure of the nethodol ogy by which capacity will be awarded.

M. Loeffler turned the presentation over to Ken Giffin, deputy
commi ssi oner of DNR

3:35:16 PM
MR. GRIFFIN said he didn't have nmuch to add, but enphasized his
belief that explorer access has been dealt wth effectively

through this. Equal opportunity on the North Slope is
mai ntai ned, largely through DNR s |leasing program that s
unchanged by the proposed fiscal contract. |In addition, primry

| ease terms, royalties and so forth remain under DNR s purview.
The uniform upstream fiscal contract, proposed through separate
legislation in the past session, provides "equal footing to the
econom ¢ benefits of exploration,” M. Giffin said, agreeing
with M. Loeffler that FERC rules provide equal access to the
infrastructure system through the open season process and FERC s
uni que expansion authority. He turned the presentation back to
M. Loeffler.

MR. LOEFFLER recalled that FERC s open season rules say, in
essence, that in any expansion it wll |ook to be sure that
shi ppers other than for Point Thonson and Prudhoe Bay have
capacity available to them He characterized it as another
check, since FERC will look at who has the gas today and who
m ght have it in the future.

3:37:23 PM
SENATOR BEN STEVENS referred to the open season notice
requi renents in 18 CFR 157.34 in the appendix to
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M. Loeffler's presentation. He called attention to item (15),
whi ch read:

(15) The nethodology by which capacity wll be
awarded, in the case of over-subscription, clearly
stating all terms that wll be considered, including

price and contract term |f capacity is oversubscribed
and the prospective applicant does not redesign the
project to accommpbdate all capacity requests, only
capacity that has been acquired through pre-
subscription or was bid in the open season on the sane
rates, terns, and conditions as any of the pre-
subscription agreenments shall be subject to allocation
on a pro rata basis; no capacity acquired through the
open season shall be all ocat ed;

He asked whether "applicant” in the second sentence of item (15)
woul d be the state and the producer group.

MR. LOEFFLER affirnmed that, specifying it would be the pipeline
LLC.

SENATOR BEN STEVENS requested a definition of "pre-
subscription.”

MR. LCEFFLER replied there was a lot of comrent about whether
"anchor shipper"” agreenents should be permtted on this
pi pel i ne. The comm ssion struck a bal ance. An anchor shi pper
is soneone willing to sign up before the open season, and there
are special requirenents. The conpetitive concern was that
large North Slope producer marketing affiliates would strike
deals with the pipeline prior to an open season. M. Loeffler
i ndi cated "pre-subscription” refers to those anchor shi ppers.

SENATOR BEN STEVENS interpreted the |anguage followi ng "pre-
subscription” in item (15) to nean that any pre-subscription or
open season subscription is treated the sane way.

3:40: 29 PM
MR. LOEFFLER answered by highlighting the clause "no capacity
acquired through the open season shall be allocated". He

explained that while FERC has said it wuld permt these
controversial pre-subscriptions, the terms nust be disclosed
within 10 days of execution, and other shippers can piggyback
and get the sane terns. Thus sonmeone could either bid
i ndependently in the open season or acquire those sane terns on
a pro-rata basis if there were a shortage of capacity.
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SENATOR BEN STEVENS asked: If there is over-subscription, are
al | subscri pti ons, whet her pre-subscription or post -
subscription, treated the sanme?

MR. LOEFFLER said the set isn't 100 percent. VWiile it is true
that pre-subscribers can get |ess capacity, as is true for
anyone who piggybacks, there is a third class of people who
didn't piggyback and aren't "cut down."

CHAI R SEEKI NS surm sed that sonmeone who bids in the open season
and thereby causes over-subscription isn't subject to proration.

MR LOEFFLER affirned that.

SENATOR BEN STEVENS asked: If an independent conpany waits
until the open season and puts in a bid that causes over-
subscription, that Jlater bid isn't prorated, whereas the

previous bid is?

MR. LCOEFFLER affirned that as the design. He said the idea is
that prior bids are potentially anti-conpetitive and hence
shoul d be subject to proration.

3:42: 51 PM
SENATOR BEN STEVENS suggested the |ater soneone cones into the
bi ddi ng process, then, the better. A person would know the

rates and that there wouldn't be proration.

MR. LCEFFLER responded that someone woul dn't know whether there
woul d be over-subscription. Noting there was a qualification
that he would put aside, he explained that if there are a |ot of
roughly equal bids, too many for the available capacity, the
pre-subscribers are the ones subject to being reduced. He noted
there had been an argunent that pre-subscribers are entitled to
equal or better treatnent because of being the first to sign up;
t he argunment against that, however, was that those would be the
North Slope producers, who would have nore information and
shoul dn't receive an advantage. Then FERC said it wouldn't
prohi bit pre-subscriptions, but would require disclosure within
10 days of execution, and in case of a shortage those would be
t he ones reduced.

He said there is another catch in the clause, if the prospective

applicant doesn't redesign the project to accommobdate all.
M. Loeffler added that he believes the pressure from FERC woul d
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be to ensure it could be |arge enough to acconmpdate everyone so
the "cut down" situation isn't reached.

3:45:14 PM

SENATOR BEN STEVENS voiced his understanding, then, that the
intent is to build the project to neet capacity, but if that
doesn't happen, it wll be addressed such that those who nmake
the commtnent first will be prorated, as opposed to those who
make a commtnent at the sane rates later on, with the caveat
that it won't be known whether there is over-subscription.

MR. LOEFFLER indicated there was a technical point he'd have to
work on, relating to whether the bids would be exactly the sane.

SENATOR BEN STEVENS requested a witten answer from M. Harper
and Econ One to the follow ng: G ven (15), how can anybody
exerci se basin control ?

MR. LCEFFLER replied by reading the last sentence of his
slide 5, a quotation from FERC Order 2005-A: "Qur expectation
is that an Alaska gas transportation project wll be designed
and built, to the extent possible, to accommobdate all qualified
shi ppers who are ready to sign firm transportati on agreenents.”
He remarked, "Hopefully, you don't get to the prorationing
step.”

SENATOR BEN STEVENS restated his request: If M. Harper is
hired to say how to nmanage basin control, perhaps he could
outline sonething to be taken to FERC so that FERC could
i npl ement the changes on basin control, since FERC - and not the
Al aska State Legislature - obviously controls the basin and the
regul ati ons surroundi ng access to the pipeline.

CHAIR SEEKINS suggested that be |ooked at. He noted one
guestion has been where FERC control begins and thus where the
equal - access poi nt begins.

SENATOR BEN STEVENS al so asked what |evel of authority the state
has in basin control related to this project.

CHAI R SEEKINS opined that the state has no authority, but said
it could be |ooked at. El aborating on the open question of
where FERC control cones into play - whether for the gathering
system or upstream or downstream from the gas-treatnent plant -
he indicated that if entities <conspired to block out a
conpetitor at the pre-subscription point, for exanple, he
bel i eved they would be the ones to pay the price.
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3:49: 29 PM

MR, LOEFFLER, with respect to where FERC jurisdiction begins,
clarified that al | the open season orders deal Wi th
jurisdictional facilities. When Congress anended the Natural
Gas Act, adding 4(a) in the Energy Policy Act of 2005, it
created a new tool in the toolbox. The order bars energy market
mani pul ati on by any entity, not just jurisdictional entities, if
it's in connection with a jurisdictional transaction and if
there is contrivance, manipul ation or fraud.

SENATOR HOFFMAN asked if a producer can participate in both the
pre-subscription and the open season.

MR. LOEFFLER replied yes.

SENATOR HOFFMAN asked whether soneone could participate nore
than once in either one, submtting separate proposals.

MR. LCEFFLER answered, "In sone sense, yes." He said he was
struggling with how it would operate. He surm sed there could
be a pre-subscription agreenent for sone part of the capacity,
and then a bid with a different term a longer tinme, for
exanple. M. Loeffler recalled a practice in sone Lower 48 open
seasons of getting local farnmers to submt artificial bids,
which Enron did, but said he believed the 2005 statute would
prohi bit that.

3:52: 38 PM

REPRESENTATI VE RALPH SAMJELS, Al aska State Legislature, asked
whet her BP, for exanple, could cone in with a low bid as an
anchor shipper and then a high bid in the open season that
couldn't be prorated. He asked why soneone would want to be an
anchor shipper at all. If the price was unknown and there was
the possibility of proration, why not just wait?

MR. LOEFFLER noted this gets into bidding theory and indicated

he'd have soneone else answer. He added that in the pre-
regul ation world, anchor shippers helped to get pipelines built;
thus they got a preference. Because agreenments nust be

di sclosed and so forth, however, he wasn't sure why soneone
woul d want to be a pre-subscriber in this pipeline.

CHAI R SEEKINS said he didn't know their bidding strategy either,
but woul d be nervous about it.

3:54: 28 PM
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SENATOR GENE THERRI AULT, Al aska State Legislature, recalled that
the state, federal agencies, independents and the |egislature
had submtted comrents to FERC during its developnment of this
package. Wile he was satisfied with the results, the producers
initiated litigation to get FERC to back off on issues they
believed problemtic; that was deened wuntinely and was
di sm ssed, and the producers canme back after paring it down to
one issue.

He explained that a concern of his, and of the independents in
Al aska, is how the contractual | anguage may |imt ful
application of the FERC rules detailed here. Senator Therriault
i ndi cated the independents' success, through robust exploration
and unfettered access to the neans to ship gas to narket, would
be good for the state. Noting he'd asked M. Harper and
M. Shepler to attend today, he agreed with Senator Ben Stevens
that it would be good to have sonething submtted in witing.

3:57:30 PM

MR. CLARK, with regard to the contract, reported there was a
recent full-day discussion at the Resource Devel opnent Counci l
(RDC) that representatives from Anadarko and Tesoro attended.
Two issues raised are relevant to Senator Therriault's concern

One involves Article 8.7, state-sponsored access for expansion

which provides opportunity for both voluntary expansion -
covered in FERC regulations - and mandatory expansi on, unique to
the Al aska situation. Anadar ko had concerns about the state-
sponsored opportunity, while recognizing the intent to provide a
third means of access pursuant to dispute resolution provisions
of the contract. |In that forum and in other foruns attended by
Anadarko, M. Cdark said no other issues were raised by Anadarko
regarding this issue.

He explained that, second, Tesoro was concerned about
avai lability of access prior to the open season. M. Cdark
noted the state said several things in terns of policies to be
devel oped, which can be found in the fiscal interest finding

these aren't in the contract because how the state uses its gas,
taken in kind, is up to the state and not the producers. He
indicated the state, as it develops its policies, intends to
make state gas available for in-state use, which is the in-state
portion Tesoro is concerned about; it also intends to assist
anyone wanting to bid in that first open season in understanding
the rules if there is in-state usage for which there is a
separ at e open season under FERC.
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He specified that the aforenentioned concerns are the two the
state has heard up to this point. M. Cark concluded by
saying, "W are aggressively addressing those concerns, and wl|
address any others that come up as we get to the end of the
public conment period."

SENATOR THERRI AULT opined that M. Harper would bring a good
perspective to the discussion, as former head of a pipeline
operation, and could speak to how a conpany can use its
i nfluence, for exanple.

4:01: 46 PM

SENATOR BEN STEVENS returned to earlier discussion and asked
M. Loeffler: Do the rates submtted by the pipeline in a pre-
subscription period have to be approved by FERC? And if FERC
does an analysis of the applied-for rate and says it isn't
adequat el y devel oped, can it say to go back and change it?

MR. LOEFFLER replied it's nore conplicated than that. The open
season rates that are offered are subject to a lot of
conditions, and the rates proposed with the application ought to
be consistent with the successful bids in the open season. He
said FERC really reviews the rates in the application, although
it has the power, to his belief, wunder the open season
regul ations, to look at the proposed rates that are put in the
open season noti ce. He added that this was untested ground

fromhis experience, and he wasn't sure.

SENATOR BEN STEVENS clarified his point: The applied-for rates
must be approved by FERC. They nust be legitimte and detail ed,
and nust neet criteria on how the rates are determ ned.

MR. LOEFFLER affirnmed that, but explained that when FERC grants
an application for a new pipeline usually there is a settlenent
with FERC staff that requires the pipeline to come in with a

rate case within three years. The Section 7 rates that are
approved are "public interest" rates, rather than the "just and
reasonabl e" rates under Section 4 or 5. As general |aw, FERC

approves the project, grants the certificate and approves the
rates initially, but the pipeline nmust come back with the rate
case - that is the usual conpromse, he said - wthin three
years of the startup of operations, to see how experience has
af fected those rates.

CHAI R SEEKI NS surm sed FERC | ooks to see whether those rates are
in the best public interest.

SENATE NGD COW TTEE - 40- July 13, 2006



MR. LOEFFLER answered that it starts out "in the public
interest,” but "just and reasonable” is a higher standard.
There is a |l ot of scrutiny.

CHAIR SEEKINS invited Donald Shepler and Rick Harper to the
w tness table.

4. 05: 57 PM

DONALD SHEPLER, G eenberg Traurig, LLP, Consultant to the
Legi slature, explained that he is an attorney from Wshi ngton,
D.C., who represented the Legislative Budget and Audit Committee
in the FERC proceedings that gave rise to the regul ations being
di scussed today. Speaking in favor of addressing expansion
issues in the contract, he told nenbers that, wth all due
respect to M. Loeffler, he believed the problem to be further
down the road than suggest ed.

He proposed thinking of basin control as exercising control over
this essential pipeline facility so as to disadvantage
conpetitors in producing natural gas on the North Slope; this
could include trying to drive conpetitors out of the business or
acquiring a conpetitor's |eases over tinme. After a pipeline is
built, the risk is that owners will engage in practices which
make it difficult to obtain access, or will delay or refuse to
engage in expansion; thus in |ater years producers would have no
pl ace to take their production.

He asked to put this in witing at a |later date, as requested by
Senator Ben Stevens and seconded by Senator Therriault, but
offered an oral sunmary. M. Shepler agreed that in the 1970s
there was a prohibition of producer ownership of any interest in
the pipeline; this was waived in the 1980s, but wth the
condition that there be no risk of Dbasin control by any
producer-owners wth a stake in the pipeline. That was under
t he guise of the 1977 statute.

He said now, in addition to the 2004 statute, there is FERC s
reaction to the January 2005 letter from Representative Ethan
Berkowitz to the chairman, asking about the status of the 25-
year-ol d prohibition and waiver; the chairman had responded that
this will be addressed by FERC when it issues its orders in this
pr oceedi ng. M. Shepler made the point that the issue of basin
control, in one formor another, goes back 30 years.

He agreed FERC extensively regul ates the gas-pipeline business,

as summarized by M. Loeffler, and has regulations specific to
the Al aska pipeline. M. Shepler pointed out, however, that
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FERC is far away; its proceedings are expensive and tine-
consumni ng; and the final outcone is always uncertain.
Therefore, he suggested the sinpler fix to the risk of basin
control is to address it in the contract now under negoti ation.

He proposed that the state negotiate firm binding commtnents
with the producers that voluntary expansions wll occur in
comercially reasonabl e ci rcunst ances, in "engi neeringly
reasonabl e increnents of capacity,”" with rates that acconmpdate
the FERC presunption of rolled-in pricing. Thus M. Shepler
said future explorers, in later years, would know they could
gain access to the pipeline wunder reasonable terns, wth
reasonabl e, nondiscrimnatory rates that don't put 100 percent
of the burden of expanding the pipeline - once it gets to be an
expensi ve expansi on - on NewcoIrers.

He suggested dealing with this in the negotiation phase would
put the state in the best position. It could take control of
its own destiny, rather than relying on the vagaries of
expensive and |engthy FERC proceedings where the outconme is
uncertain. Al though FERC is a powerful agency wth extensive
tools and regulations, M. Shepler pointed out that such a
contractual provision could ensure expansion under reasonable
terms through the life of the pipeline, and FERC regul ations
woul d exi st as backup. He reiterated his desire to flesh this
out in witing.

4:14: 05 PM
SENATOR BEN STEVENS suggested "future access" is perhaps a
better term than "basin control” for the issue. He requested

that M. Shepler's witten coments include that the designed
pi pe woul d have cheap expansion built in. He said proven gas is

only two-thirds of what is needed at 4.2 billion cubic feet
(Bcf) a day, at this point. He asked to see justification for
concern about future expansion above 6.0 Bcf, since there is
about a 40 percent expansion capacity already. He opined that

this allows for "exploration capacity" as well.

He expressed appreciation for the deliberations behind FERC
decisions and their longevity, but pointed out FERC was given
direction by Congress in 2004, cane up with two major decisions
and is about ready to make a third and has submitted two reports
to Congress on the Alaska natural gas pipeline. Yet |egislators
are still struggling through their own first decision. Senat or
Ben Stevens commented, "W may be the nore expensive and the
nore uncertain body in determination of what's the outcone of
this process, versus the FERC "
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4:18: 04 PM

MR. SHEPLER responded to Senator Ben Stevens' first comment. He
said during last week's conversation he was pleased to hear the
project characterized as a 5.9 Bcf pipeline, starting at 4.2 but
anticipated to expand to 5.9 or 6.0. He related his first
reaction: If that's the intention of all the parties, then the
adage "trust but verify"™ from fornmer President Reagan suggests
putting it in the contract.

He also pointed out differences between deliverability and

reserves. V. Shepl er expl ai ned that the Ilevel of
deliverability - how much gas can cone out of the ground on a
given day - is used to size a pipeline, but reserves are relied
upon for a pipeline's |ongevity. The problem now is reserves.
Deliverability, however, is an issue down the road as new gas

wells are drilled, perhaps adding to the reserves, but adding to
the gas available to flow on a day-to-day basis.

He said the expansion issue doesn't need to wait for an extra

15 trillion cubic feet (Tcf) to be discovered; it can appear
now, wth the next well drilled. M. Shepler also said
expandability - wup to 6.0 Bcf and beyond, to the naxinmm
capability of the pipeline - is in the long-terminterest of the
state, a crown jewel the state should capture to guarantee that
t hose expansions take place. He opined that the state is

probably better off fixing the problem now, in the contract,
rather than relying on either the lengthy Article 8.7 process or
FERC s regul atory process.

RICK HARPER, Econ One Research, Inc., Consultant to the
Legislature, agreed with M. Shepler and told nenbers his own
coment s woul d preface testi nony anti ci pat ed from the
i ndependents, the real voice in this issue, whom he'd talked
wi th but wouldn't speak for.

4:22:39 PM

VR. HARPER concurred wth M. Loeffler's testinony today
relating to FERC, particularly comending the job he'd done of
addressing concerns relating to marketing affiliates and so
forth. M. Harper pointed out that natural gas pipelines are
contract <carriers, for-profit enterprises that are granted a
great deal of latitude in the operation of their businesses
through FERC and state regul ation. They pursue self-interests
wi th great vigor, although there are checks and bal ances.
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He said the business nodel energing here is different from what
is seen elsewhere in North America; he has no quarrel with that,

but it raises issues and concerns. M. Harper explained that
pi pelines must construct tariffs, rate structures and expansion
policies on a case-by-case basis. Noting there is a reason

conpani es want to own pipelines, he provided an anal ogy of being
a nenber of an inportant committee or chairing such a commttee,
whi ch gives standing and a seat at the table.

He said FERC is an extrenely effective body, wth a rich
history. But this current situation hasn't been seen before, at
| east not for a long tinme. Producers want to own a pipeline as

wel | as subscribe to the capacity. Because they have discrete
geographic positions at this tinme, and because others eventually
will be involved and will have different positions, M. Harper
suggested the need to be careful. Wiile agreeing wth

M. Shepler to a great extent, M. Harper surm sed much of their
concern probably arose because the contract itself is silent in
a nunber of key areas.

He highlighted crucial elenents that should be known from the
start: the size of the pipeline; how nuch conpression will be
in place from the beginning; how expansions wll occur, on a
voluntary basis and otherwise; and that there wll be an
expansion-friendly system M . Harper observed that nothing
precludes a change in the configuration of this system Thus it
is inmportant to know these elenents from the beginning, to know

initial expansions will be inexpensive and friendly to those who
don't currently have a seat at the table. He listed unknown
factors: the tariff, which he said could be known; the capita
structure; and the debt-equity ratio, which wll have a

significant inpact on the tariff.

He explained that nornmally an independent pipeline conpany
wi thout any interest in the production doesn't have a position
in consunption |ike ownership of power generation, and doesn't
have an extensive narketing affiliate; one can presunme the
interests align in a certain way. However, M. Harper said, he
doesn't conme to that sane concl usion about |arge producers such
as ExxonMobil and BP. They aren't precluded from owning this
pi peline, which he believes is fine. Nonet hel ess, their
interests are different from and broader than, those of
i ndependent pi pel i ne conpani es.

4:28:21 PM

MR. HARPER continued, saying one would presune it would be in
their interest to have a high tariff, but they mght not seek

SENATE NGD COW TTEE -44- July 13, 2006



t hat . This agreenment has gaps and doesn't reveal the tariff
structure or the ternms of participation in firm capacity, at
| east as recommended to FERC He suggested those should be
included or, if not, there should be an understanding that the
risk exists for the state, and that the disadvantaged ones wl |
be future explorers and devel opers.

He noted there is a reason why a producer wants to be an
operator in a field, getting back to his earlier analogy, and
why a particular pipeline owner mght want to operate the
pi pel i ne. There are distinct advantages. VWiile that's okay,
M. Harper reconmended erring on the side of caution, putting
the "belt and suspenders” in the agreenent in those key areas of
tariffs and expansi on.

He explained that relying on FERC processes can be tine-
consum ng and cunbersone. Characterizing tine as both a friend
and a weapon, M. Harper pointed out there could be a conpany
t hat discovers a new field and has 3 Tcf of gas. If there is
requirenent to sign up for 30 years for firm capacity, or to
agree to ternms that don't fit that conpany's business reginen -
and if the conpany running the pipeline isn't anenable to

changes - then there are renedies, yes, but they are expensive
and tinme-consum ng. Thus he indicated it would be advantageous
to fill the voids in the agreement now, as nentioned by

M. Shepler, to the extent reasonable. M. Harper requested the
right to submt a witten docunent to add to his comments.

SENATOR THERRI AULT suggested that as a past chief executive
officer of a pipeline conmpany, M. Harper could provide a
glinpse into how things really operate, with concrete exanples.
He noted there is a spirited debate going on now about who wl|
be the operator, a position that carries advant ages.

4:32:31 PM

CHAI R SEEKI NS observed that the governnment process is slow and
cunmbersone conpared with rapid decisions possible in a small
busi ness. He offered his experience that all parties in a
busi ness rel ationship, even the independent conpanies in this
situation, are notivated by self-interest, although they nust
operate within the boundaries of the regulatory process. He
opined that the pipeline is fairly lowrisk, whereas getting the
gas to narket carries higher risk; he surm sed that bal ancing
those is one notivation. Chair Seekins also said he understands
the forces in the business process, but there is a boundary of
reasonabl eness and regul ation, which is where he sonetinmes has a
pr obl em
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He announced he would ask soneone from FERC to speak to the
commttee on this issue, though not because he was discounting

the testimony from the FERC attorneys. Chair  Seeki ns
acknowl edged the varying interests of the producers and
i ndependents, saying that is business - not bad, but sonetines

t ough. He highlighted the state's need to ensure that whoever
finds gas has a way to get it to market so the state can tax it
and get its royalty, but w thout sonehow degrading the val ue of
the gas before it is taxed. Chair Seekins concluded by
enphasi zing the need to bal ance these interests, expressing hope
that this is what the administration is trying to do with the
contract as well.

MR. CLARK responded, "W are trying to bal ance these things up."
He said it would be hel pful when the witten comments cone in to
have nore specificity. Wth regard to looking at Article 8.7,
he indicated the administration is doing that. He also noted
Anadarko has raised the issue of how to get ready for the first
open season, and that the admnistration's response is that it
wi |l provide sone help.

4:38:18 PM

MR. CLARK continued, saying he'd also heard today that there
should be a "tariff target"” in the docunents, and a bit nore on
debt-equity structure. In addition, rolled-in rates should be
covered, up to the anmount of the expansion. He noted he was
listing the admnistration's itenms for discussion wth the
producers. He said it would be helpful if that list could be
expanded beyond the nore general t opi cs, because the
admnistration is trying to find ways to address access,
expansion and other highly inportant issues for the state.

CHAIR SEEKINS remarked that he doesn't think it is wong to ask
the state to try to intervene in sone of those relationships;
ot herwi se, he hinmself wouldn't have been before the |egislature
previously asking for franchise laws to be passed to help
protect himfromone of the |largest corporations in the world.

MR. CLARK said that was the purpose of Article 8.7 in the
contract. He indicated the admnistration had asked Anadarko
how that m ght be changed, and he said there are a nunber of
requirenents in that article, which is designed to provide a
contractual way to speed the process before FERC, it deals wth
sonme of the issues raised by M. Shepler and M. Harper.

4:39:48 PM
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CHAI R SEEKI NS expressed hope that Anadarko would be ready to
testify soon on these matters.

MR. LCEFFLER added to M. Cark's comments, saying a nunber of
i ssues such as voluntary expansion and a "capital structure
target" are addressed in the LLC, which admttedly M. Shepler
and M. Harper hadn't seen. He said nore is com ng.

CHAI R SEEKINS expressed appreciation to the participants and
i ndicated SB 3002 woul d be discussed specifically tonorrow. He
cl osed the hearing, with both SB 3001 and SB 3002 held over.

There being no further business to cone before the commttee,
Chair Seekins adjourned the Senate Special Committee on Natural
Gas Devel opnment neeting at 4:42:35 PM
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