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CHAIR THOVAS WAGONER called the Senate Resources Standing
Commttee neeting to order at 3:39:11 PM Present were Senators
Guess, Elton, Dyson and Chair Wagoner. Senators Seekins and
Stedman arrived at 3:40:15 PM

CSHB 71(FINyam O L& GAS EXPLORATI ON CREDI T & LEASE TERMS

CHAI R THOVAS WAGONER announced HB 71 to be up for consideration.

3:41: 26 PM
SENATOR BEN STEVENS | oi ned the conm ttee.

BONNI E ROBSON, Consultant to the Legislative Budget and Audit
Commttee, read her testinony, which is as foll ows:

“Reasonably Profitable” Legislation
HB 71, Sections 1 and 2
Testi nmony of Bonni e Robson, Consultant to Legislative Budget &
Audi t,
Bef ore the Senate Resources Committee
May 2, 2005

On April 20, counsel for the Admnistration testified before the
Legi sl ative Budget & Audit Conmittee about a bargain struck when
the state leased its lands at Prudhoe Bay and Point Thonson.
The bargain, he said, was that the state relinquished 7/8ths of
production, retaining only 1/8" to itself as royalty. In
exchange, the | essees prom sed to develop and nmarket the State’s
oil and gas when reasonably profitable to do so. However, HB 71
does not resolve any dispute the |essees may raise over whether
the obligation to develop and market exists, but sinply defines
reasonably profitable and related terns. The definition only
gets used if the obligation does, in fact, exist. Also, if the
obligation does, in fact, exist, the proposed legislation sets a

time clock for getting Al aska gas to market - seven years from
the date of admnistrative decision —because tine is noney —
substantially nore than $1 billion per year to the State at

current gas prices.

This legislation is otherwise nodest in its anbitions. It uses
average prices and average returns. It does not create a new
obligation if one does not already exist. It does not create
new renedies for breach of existing obligations. It sinply

defines an undefined termin both old and new oil and gas | eases
and unit agreenents rather than leaving that definition to other
branches of governnment. It gives the admi nistration gui dance on
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a tool it already has and can choose to use or not in getting
North Slope gas to market. And, if and when the Adm nistration
chooses to use that tool, it sets a seven-year clock on getting
gas to market. The seven-year clock, when and if wused, is
intended to assure not just the promse of a pipeline or an
option on changes to tax and royalties terns in the event a
pipeline is built, but the pipeline itself, at the earliest
reasonabl e date, bringing jobs to Al askans, affordable energy to
Al askans and Anericans, and billions of dollars to the state and
its municipalities before declining oil revenues dimnish our
northern way of life.

For those who wish to explore further sonme of the |egal
under pi nnings of the lessees’ duty to develop and narket gas,
the next page of these prepared remarks sets forth a sanple of
the explicit |anguage contained in the state’s oil and gas
| eases, the Prudhoe Bay unit agreenent, and the Pt. Thonson unit
agr eenent :

Is There a Legal Obligation to Devel op and Market Gas
When “Reasonably Profitable”?

. Spencer Hosie testified that there is an obligation inplied
in oil and gas | eases: to develop and market oil and gas
when “reasonably profitable.”

. The State’'s oil and gas |ease agreenents and Prudhoe Bay
and Pt. Thonmson wunit agreenents also contain explicit
| anguage to the sane or simlar effect. Exanples follow

. The Leases st ate:

> The lessee is granted the exclusive right to state
| ands “for the sole and only purposes of exploration
devel opnment, production, processing and nmarketing oil,
gas, and associ ated substances produced therewith, and
of installing pipe lines and structures...to find,
produce, save, store, treat, process, transport, take
care of and market all such substances”(DL-1, para. 1)

> “This |ease contenplates the reasonable devel opnent
of said land for oil and gas as the facts nmay
justify.”(DL-1, para. 19)

> “Dl LI GENCE. . . . Lessee shal | exerci se reasonabl e
diligence in...producing....” (DL-1, para. 20)
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. The Prudhoe Bay Unit Agreenent states:

> “To the end that Unitized Substances economcally
recoverable may be increased.... Wrking Interest
Omers shall with due diligence develop the Unit Area
in accordance wth good. . . production practi ces.
Such. . .production practices shall include a plan of
devel opment and operation...designed to efficiently
and economcally produce Unitized Substances.”(Sec.
4.2)

> “Rate of Prospecting, Devel opnent and Production. The
Director [of the State of Alaska s Division of Lands,
i.e. DNR] is hereby vested with authority to alter or
nodify from time to tinme the quantity and rate of

production . . . limted to alteration or nodification
in the public interest....”(Sec. 4.3)
. The Pt. Thonson Unit Agreenent states:

> “PLAN OF FURTHER DEVELOPMENT AND OPERATION.... Any
plan...shall be as conplete and adequate as the
Director may determne to be necessary for tinely
developnment . . . of the oil and gas resources of the
unitized area....”(Para. 10)

> “Rate of Prospecting, Developnent and Production.

The Director is hereby vested with authority to alter
or nodify fromtine to tine the quantity and rate of

production . . . limted to alteration or nodification
in the public interest . . . .~ (Para. 21)
. But this legislation does not attenpt to resolve any

di spute over whether the obligation to devel op and narket
gas exists when it is reasonably profitable to do so. This
| egislation sinply interprets reasonably profitable and
related terns where the obligation is found to exist.

Again, this legislation does not attenpt to resolve any dispute
over whether the obligation to develop and market gas exists

when it is reasonably profitable to do so. This legislation
sinply interprets “reasonably profitable” and related terns
where the obligation is found to exist. It allows the

| egislature to voice its opinion on a level of profit above
which the legislature expects the oil and gas |essees who have
signed a contract giving themthe exclusive right to devel op and
market gas from state lands are expected to do just that —
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devel op and market the gas, even if they would prefer to defer
their investnent in Alaska until a |ater day.

How does the legislation interpret “reasonably profitable?” The
short answer is a mnimum of a 14 percent return on capital for
production and processing operations, and the FERC regulated
rate for pipeline operations. But let us also discuss the |ong
answer. The legislation does not use the figure “14 percent.”
Instead, it allows the admnistration to select a sanple group
of oil and gas conpanies and use a sinple average of the sanple
group’s nost recent ten-year average return on capital enployed.
The admnistration has the discretion 1in selecting an
appropriate sanple group for the project under consideration,
but for purposes of discussion today, we assune that the
adm nistration chooses to use a group consisting of the four
| argest international petroleum conpanies and the three |argest
Al askan oil and gas conpanies. For this sanple group, the nost
recent ten-year sinple average of returns on capital enployed is
14 percent, as the follow ng exhibit shows:

3:45: 45 PM
[Insert Excel Spreadsheet on ExxonMbil, Royal Dutch
Shell, BP, Chevron Texaco, ConocoPhillips. The returns

on capital enployed for each of these conpanies from
1995 to 2004 appear by year and are averaged over 10
years individually by conpany and averaged again
across conpanies. The average return on capital

enpl oyed is 14 percent.]

But what does a 14 percent return on capital nean? It does not
mean 14 percent return on shareholders’ equity unless the North
Sl ope producers choose to finance their operations wth 100

percent equity —the nost expensive form of capital. It nmeans
sone rate higher than 14 percent and possibly as high as 46
percent (even higher), in light of the federal |oan guarantee

available on up to 80 percent of the debt used to finance not
only a gas pipeline, but also North Sl ope production operations
and a new gas treatnent plant to be built at Prudhoe Bay. W
turn to another graphic to denonstrate what a 14 percent return
on capital may nean for an Al aska natural gas pipeline project:

How Are | nvestnents Made?

X% Debt (cheap)
+ Y% Equity (expensive)
= 100% Capi t al
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|f Capital Earns 14% How Much Does Equity Earn?

Debt |Is Repaid At Cost

0% Debt

100% Equi ty

14% Return on Equity

+

50% Debt at 6%
50% Equity
22% Return on Equity

80% Debt at 6%
+ 20% Equity
= 46% Return on Equity

W are accustoned to hearing that an Al aska natural gas pipeline
project is a high-risk project, entitled to a high rate of
return, but sone may argue that the rate of return allowed under

this legislation is too rich. Wy ? First, the federal
government has significantly reduced the risks and costs of the
proj ect. The federal governnment wll provide |oan guarantees

for the project, allow accelerated depreciation of the pipeline
over seven years rather than fifteen years, and extend tax
credits for the new gas treatnent plant to be built at Prudhoe
Bay.

Second, the nmajority of gas filling this pipeline will come from
the proven reserves at Prudhoe Bay. Prudhoe gas has been
explored for (and found), developed, and is being produced at
the rate of 8 billion cubic feet per day (bcf) though that gas
is now being reinjected into the ground. Production at Prudhoe
Bay should not be considered high-risk when conpared to many of
the risks voluntarily undertaken by |large oil and gas conpani es.

Yet the reward —the return —included in this legislation is
based on average returns earned by conpanies that anong other
things invest in exploration or wldcat operations — and
sonetinmes lose it all, not just the return on capital, but the

capital itself.

In fairness, it nust be said that the rate of return allowed
under this legislation my enconpass not only the high

exploration risk faced by vertically-integrated oil and gas
conpanies, but the relatively low returns those sane conpanies
earn on certain downstream operations. Still, we think it
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strikes the right balance, and, in fact, wll be viewed as too
generous by sonme when they recognize that the Adm nistration may
be limted in its ability to enforce the |lessees’ duty to
devel op and market gas where the return on equity is |less than
46 percent.

For those who see the returns discussed today as not generous
enough, renenber that the adm nistration will have discretion in
selecting the sanple group of oil and gas conpanies whose
returns are included in the sinple average of returns and it may
choose to use only wupstream conpanies, or only production
conpani es, or any other grouping of conpanies —as long as the
conpanies are oil and gas conpanies —in getting to a fair and
equi table result under the particular facts then at hand.

3:51:05 PM

Some will also argue that the wuncertainty as to future gas
prices inposes a level of risk not adequately conpensated for by
the returns built into this |egislation. Their argunent nay
have been well founded in prior tines. |In prior tinmes, abundant
supply and slack demand nmade for nodest commodity prices. I n
prior times - in fact, in 1998 when the Stranded Gas Devel opnent

Act first became law, the only project then envisioned was a LNG
project, wthout a possible Jones Act exenption, and wthout
possi bl e benefits of tax exenpt status. In prior tines, there
was no federal |oan guarantee for the project, accelerated
depreciation for the pipeline, or tax credits for a new gas
treatment plant at Prudhoe Bay.

But et us look at the current risk that future commodity prices

will not cover the estimated costs for an Alaska natural gas
pipeline project including a regulated rate of return on
regul ated assets and an adequate return at the well head for the
| essees’ gas. W could examine this risk using the
adm nistration’s econom ¢ nodel devel oped under the Stranded Gas
Act. That nodel has been built at significant expense with the
assi stance of outside expertise. It is tailor-nade for an

Al aska natural gas pipeline project and accounts for the vol unes
of gas at issue here, the market inpacts of introducing Al askan
gas, the estimated costs of the project, the effect of future
supply and demand on commodity prices, and the tinme value of

noney, anong other things. Unfortunately, the admnistration’s
nodel is confidential at this time and neither its inputs nor
outputs can be disclosed in this hearing. However, publicly

avai l abl e data can provide a rough sense of whether the range of
uncertainty surrounding future gas prices nakes the mninmumrate
of return included in this |egislation inadequate.
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First, let’s look at publicly available forecasts of future gas

pri ces. W nention here two sets of forecasts, one by
governnent, one by industry. The governnent forecasts cone from
the federal Energy Information Admnistration, or ElIA The

i ndustry forecasts conme fromthe Anmerican Gas Foundation. There
are limtations on conparing these forecasts to the costs we

will discuss in a nonent —inperfect matches on the tine value
of noney and the location of gas sales, anpbng others — but the
conparison wll allow you to get a rough sense of the difference

bet ween projected revenues and projected costs on average over
time. A single page fromthe Anerican Gas Foundation forecast is
i ncluded here, and additional materials from both the EIA and
Anerican Gas Foundation are included at the end of these
prepared remarks:

3:53:41 PM
[ nsert AGF graph of actual and projected natural gas prices]

As you can see, gas prices are expected to exceed $4.50/ mbtu
under any scenari o.

Next, we turn to data the three largest North Slope |essees
rel eased on costs, which include —if menory serves correctly, a
12 percent return on equity invested in the pipeline itself.
After these North Slope |essees spent $125 mllion studying a
gas pipeline project, their best estimate was that the average
toll covering a new gas treatnent plant at Prudhoe Bay, new pipe
not only to Alberta, but all the way to Chicago, and extraction
facilities for the renoval of valuable gas liquids would tota
$2.39/ncf. Wth the +/- 20 percent uncertainty nodel ed by these
| essees, $2.39/ncf becane a range of $1.90 - $2.85/nctf, as shown
in the attached exhibit:

[Insert exhibit on estimated costs]

In Iooking at this exhibit, bear in mnd that $1.90 - $2.85/ ncf
is not the sane as $1.90 - $2.85/mmbtu, and mmbtu’ s are how gas
is sold. Prudhoe Bay and Pt. Thomson gas is rich in liquids,
and contains nore than 1,000 btus per cubic foot. W do not
know exactly how much nore. That information is not public, but
at 1,070 btus/cf, the range for tolls drops to $1.78 -
$2. 66/ mbt u. At 1,120 btus/cf, the range for tolls drops to
$1.70 - $2.54/ mbtu. And, to repeat, that range covers a +/- 20
percent uncertainty and already includes profit on the lion's
share of project costs.
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s $1.70 - $2.54/mbtu or $1.78 - $2.66/mbtu or $1.90 -
$2.85/ncf the right range for project costs? W cannot tell you
in total, in public. But we <can tell you that those
cal cul ations were nmade by the | essees before tax credits for the
gas treatnent plant, federal |oan guarantees, and accel erated
depreciation on the pipeline becane available, and the range

should drop on that account. The cal cul ations al so assune new
pipe would be built all the way to Chicago. Yet nore probably,
Al aska gas will travel from Alberta to the Lower 48 in existing

pi pelines and expansions of existing pipelines, a cheaper
alternative

In fairness, we nmention that these cost-savings undoubtedly are

offset to sone degree by increased steel prices. But renenber
the cost range given for tolls already includes a return — or
profit — for the pipeline, facilities for the extraction of

NGLs, and the new gas treatnent plant at Prudhoe Bay. You may
want to ask one of the |essees here today, but ny recollection
is that their figures included repaynent of debt at cost - and
that would be a higher cost than available wth the federal |oan
guarantees - and a return on equity for regulated assets at 12
percent per year.

So what is the bottomline? Prices are expected to average in
excess of $4.50/mmbtu on costs of |ess than $3.00/ nmbt u. And
the difference between prices and costs 1is indicative of
wel | head value. Again, we caution you this is very rough math.
The real math we nust keep confidential, but we are not here to
m sl ead you today.

One criticism that has been levied at the proposed |egislation
is that it is based on forecasts and estimates and that is true;
we cannot know the future in advance of the future. The
|l egislation is simlar in this regard to the analysis
contenpl ated under the Stranded Gas Devel opnent Act, AS 43.82

and the analysis performed by the Departnment of Natura

Resources when examning applications for royalty reduction
under AS 38.05.180(j). Ol and gas conpanies also base their
business decisions on comobdity price forecasts and cost
estimates for future projects. Forecasts and estinmates are the
way business is done by both industry and gover nnent.

A second and related criticismis that the state rather than the
| essees forecasts prices and estimtes costs under the proposed
| egi sl ati on. However, the |essees have repeatedly indicated in
other contexts that they wll not share their price forecasts
with the state or with each other and they will not share their
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gasline economc nodels either. They have shared cost
information from their $125 mllion study and that information
is reflected in the adm nistration s gasline econom c nodel .

This legislation allows the adm nistration, if it so chooses, to
recogni ze |lessees’ reticence to share certain information, not
force that issue, but still enforce the |essees’ obligation to
devel op and mar ket gas when reasonabl y profitable.
Additionally, the Admnistration is already the arbiter of when
the Prudhoe Bay and Pt. Thonmson | essees nust produce gas. Both
the Prudhoe Bay and Pt. Thonson unit agreenents state that the

director of the Division of Lands —that is the Departnent of
Nat ural Resources, “is vested with authority to alter or nodify
fromtine to tine the quantity and rate of production...limted

to alteration or nodification in the public interest....”

3:59:39 PM

O herwi se stated, DNR is the decision-mker now and remains the
deci si on-maker wunder this legislation (subject, of course, to
reversal by the court system for abuse of discretion). The
| essees may not appreciate that DNR rather than the |essees or
the court system is vested with primary responsibility for
decision-making on this issue, but they granted DNR that
authority decades ago when they signed the unit agreenents.
This legislation does nothing to alter the original bargain over
the party vested with control.

Speaking of the court system sone argue that the proposed
| egi sl ation pronotes litigation. It does not. Under st andi ng
exactly how this |egislation works should ease concerns. First,
it lets the adm nistration determ ne whether it thinks there is,
in fact, a preexisting duty under the State’s oil and gas | eases
and unit agreenments for the |essees to develop and narket gas

when reasonably profitable. If the admnistration concludes
such a duty exists, it can choose to enforce that duty or not
now or |later. |f, say, negotiations under the Stranded Gas

Devel opnent Act reach an inpasse, the admnistration may choose
to enforce the duty, subject, of <course, to finding that
production and marketing of the |essees’ gas would return at
| east a reasonable profit to the |essees. The adm nistration,
because of the Stranded Gas Act negotiations, is already sitting
on a large body of information from which it could draw
conclusions about whether a gas pipeline project would be
“reasonably profitable.” However, before drawi ng concl usions,
it is apt to wait wuntil the next annual deadline for the
| essees’ subm ssion of their proposed plan of devel opnent for
the Prudhoe Bay unit. Same thing for the Pt. Thonmson unit.
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However, 1’1l continue with the Prudhoe Bay unit as ny exanple.
So, to repeat, before drawing conclusions, DNR is apt to wait
until the next annual deadline for the |essees’ subm ssion of
their proposed plan of devel opnent for the Prudhoe Bay unit. O
maybe DNR would immediately send a letter to the Prudhoe Bay
| essees, advising them that when their next proposed plan of

devel opnent is up for review, DNR intends to make a
determ nation on whether devel opnent and marketing of Prudhoe
Bay gas would be reasonably profitable. In either case, when
the |lessees submt their next annual proposed plan of
devel opnent, that proposed plan together wth supporting

docunentation and other information within the possession of DNR
or requested from the Ilessees by DNR would be reviewed,
anal yzed, and evaluated. Assum ng the |essees’ proposed plan of
devel opment did not commt to produce and nmarket gas wthin
seven years, DNR s decision on the proposed plan would nost
likely condition approval of the proposed plan on a firm
commtnment to develop and market the gas in specified mninmm

quantities by a certain date. The | essees could accept DNR s
conditions and proceed to develop and nmarket their gas or they
could reject the conditions. If the lessees rejected DNR s

conditions, their current plan of developnent would expire
putting the unit in default for operating w thout an approved
pl an. At this stage, litigation is likely, but no nore likely
because reasonably profitable has been defined as a mninum of a
14 percent return on capital than because sonme other standard
was used by DNR in determning what constitutes a reasonable
profit.

4.:03:17 PM

If there is litigation, the | essees have suggested that they may
claim that the legislation is unconstitutional when applied to
Prudhoe Bay and Pt. Thonson because it changes preexisting
contract terns. Again, we think the |egislation does not change

preexisting contract terns and wll be constitutional as
applied. As previously nentioned, the legislation sinply defines
in a reasonable way terns that are currently undefined. It

provi des gui dance to DNR on what reasonably profitable neans.

But I wll not, as | sit here today, guarantee you that the
Al aska Suprene Court will find this legislation constitutional

Still, we believe that the legislation can be applied in a
constitutional rmanner, and in any case, it is a vehicle for

sharing wth the admnistration the Legislature’s thoughts on
what constitutes reasonably profitable and the tinme frame within
whi ch a gas pipeline should be built.
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On a related note, the legislation’s definition of reasonably
profitable is intended to rise and fall independently of the
seven-year clock contained in the |egislation. Thus, on the
chance a court strikes down the definition of “reasonably
profitable” provided in this legislation and instead uses sone
other definition that is nonetheless net by the facts of the

case, the seven year clock still runs from the date of DNR s
initial determ nation. Hence, |essees are encouraged to spend
their tinme after issuance of DNR s determnation working on a
gas pipeline project rather than litigating, particularly if

those |lessees estimate project profits that would neet any
court-inposed standard of “reasonably profitable.”

Before closing, the seven-year clock should be discussed in a
little nore detail. Seven years is the period two of the three
gasline project proponents tell us they need to bring North
Slope gas to market. A longer tine period could be included in
this legislation to enconpass the preferences of the third

project proponent. However, tinme is noney — a |ot of noney.
Every vyear’s delay costs the State and its nunicipalities
hundreds of mllions of dollars per dollar of wellhead val ue.
At current gas prices, the cost of each year’'s delay will exceed
$1 billion and coul d exceed $2 billion.

VWhat happens then, if the |lessees use their best efforts to
devel op and market the gas in seven years, but for sone reason
all of us can synpathize with, it takes them eight or nine
years? First, the state and nunicipalities are out the hundreds
of mllions or billions of dollars regardl ess of good intent and
unf or eseeabl e circunst ances. Second, the state can choose not
to pursue renedies that mght otherw se be available. Third,
the | essees are sure to argue force najeure or “Acts of God,” a
term that is already defined under existing agreenents and in
the unit regul ations.

In summary, this |legislation does not create a new obligation if
one does not already exist. It does not create new renedies for
breach of existing obligations. It sinply defines undefined
terms in both old and new oil and gas |leases and wunit
agreenents, rather than leaving those definitions to other
branches of government. It gives the admi nistration gui dance on
a tool it already has and can choose to use or not in getting
North Slope gas to market. And if and when the Adm nistration
chooses to use that tool, it sets a seven-year clock on getting
gas to market. W believe the legislation is reasonable and
appropriate for the current circunstances.
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4:06: 58 PM
CHAI R WVAGONER asked if HB 71 changes the comm ssioner’s duties.

M5. ROBSON replied no. The commssioner already has the
authority to nodify or alter from tine to time the rate of
production from both the Prudhoe Bay and unit agreenent. He can
do that through annual plans of developnent submtted for the
two wunits. He would now have a standard for “reasonable
profitability” to follow

4.08: 21 PM
SENATOR GUESS asked how she deci ded the best approach to use was
a 10-year sinple average.

M5. ROBSON replied that she has been working with Econ One
Research, Inc. on a nunber of gas pipeline matters and the
deci sion was that a period of tinme should be used to reflect the
highs and lows that oil and gas conpani es experience to get a
representation of the returns on capital that they would
typically earn. Also, she |ooked at the definition of stranded
gas at the very end of the Stranded Gas Act and it refers to
using prevailing costs and prices. It is an average over a |ong
enough period of time to accurately reflect typical returns on
capital for the largest and nobst profitable oil and gas
conpanies in the world.

4:09:49 PM

SENATOR GUESS said the way page 4 is witten, if you don't have
a large enough sanple size, your average could be skewed. She
asked Ms. Robson if she had a reason for using a m ni nrum nunber
of conpani es.

M5. ROBSON replied that the comm ssioner of DNR was vested with
the discretion to cone up with a nethodology he felt best
reflects the appropriate nmeasure for profitability at any tine.

4:10: 51 PM

SENATOR GUESS asked her to explain the thought process behind
overall conpanies’ return on capital versus specific return on
gas capital.

M5. ROBSON replied the she |ooked for a standard that could be
ascertained from publicly available information. Many vertically
integrated oil and gas conpanies do not have that kind of
breakdown and that information is not necessarily publicly
avai | abl e.
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4:12: 03 PM

SENATOR ELTON said Spencer Hosie tal ked about access the state
has to risk/reward scenarios that are held by the producers and
asked what information she is able to get from producers.

M5. ROBSON replied that there nay be a difference between what
you can obtain legally and practically. The |ease agreenents
have existing Ilanguage that entitles the state to obtain
information. It’s well recognized that the |essees do not want
to provide that information and at various tinmes, different
adm ni strations have been reticent to ask for it. So, this
| egislation allows the admnistration to proceed without
information and an incentive is created for the |lessees to share
certain information with the admnistration if it feels its

internal documents will paint a different picture.
4:13: 41 PM
SENATOR ELTON said it still sounds |ike she is saying producers

can share their information as long as it supports their case,
but they may not be required to share if it would not be
beneficial to their interests.

4:13:55 PM

M5. ROBSON replied that she wanted to distinguish the |egal
obligation, which authority she believes the adm nistration has,
to assert, because she has been involved in enough royalty
litigation to know that it is not always easy to get infornation
fromoil and gas conpani es.

4:14:52 PM
SENATOR DYSON asked what renedy investors have if the state
forced theminto a deal and it “went south.”

4:15:53 PM

M5. ROBSON replied there is a recognition that a party other
than the |essees nust nmake the decision about the duty to
devel op and market, because otherwi se the obligation could not
be enforced and effectively does not exist. Potential parties
that could be the decision-maker are the admnistration

judiciary and the legislature. However, she believes DNR is
al ready the one.

4:17:02 PM

SENATOR DYSON asked what the current definition of “reasonably
profitable” is without this bill
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M5. ROBSON replied that that would be left to DNR to determ ne
on a case-by-case basis. Lessees have to annually submt
proposed plans for developnment and if DNR chose to press the
issue of a failure to include devel opnent and marketing of the

gas within a reasonable tinefrane, it could evaluate whether
production and marketing would be reasonable profitable. It
woul d then | ook for an appropriate standard in the

ci rcunst ances. Since that process has not been gone through, she
could not tell them what standard would be used. She suggested
that the DNR or the Departnent of Law perform that analysis and
i ndependently see what they think is the appropriate standard to
exercise in trying to enforce a duty to develop and market. |If
the Legislature passes this bill, it has guidelines and lets the
adm nistration know that it is interested in seeing the duty
enforced and what it thinks is a reasonable rate of return. She
al so suggested that the admnistration look at a nunber of
different standards and wite an opinion that covers all those
st andar ds.

4:20:10 PM

CHAIR WAGONER said a lot of people have been tal king about a
reserves tax to force developnment and asked what affect this
| egi sl ati on woul d have on the option of |evying a reserves tax.

M5. ROBSON replied that this wouldn't inpact continuing efforts
either by the legislature or by voter initiative to go forward
with a gas reserves tax. Typically a gas reserves tax is thought
of as a property tax and typically property can only be taxed if
it has val ue.

If gas is valueless on the North Slope, then the
property tax on sonething that is valueless nm ght be
zero. This mght be used as an indicator of whether or
not there is, in fact, value to the North Slope gas
reserve, but, again, it does not directly relate to
and has not been intended to either advance or thwart
any effort for those parties interested in progressing
a reserves tax to go forward with their efforts.

4.21:28 PM
SENATOR STEDMAN asked why the return on capital was selected
versus some ot her measure.

M5. ROBSON replied that oil and gas |essees have told her
frequently that they exam ne and conpare potential projects for
i nvestment based on a return on capital or an assunption of 100
percent equity.
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It is not how they actually invest and nake noney.
They will typically use at |east sone percentage debt
and so their return on equity rises above the return
on capital used in naking decisions on investnent. So,
this was done in recognition of sone of the practices
enpl oyed by oil and gas conpanies in nmaking investnent
deci si ons.

However, in that regard | need to note that |if
conpanies do, in fact, choose to conpare projects or
potential projects based on the assunption of 100
percent equity, that assunption may or nmay not have
been appropriate as of Septenber 2004. But by Novenber
of 2004 the United States governnent had passed
| egislation providing up to an 80 percent |oan
guarantee to the tune of $18 billion to make this
project possible. And with 80 percent debt avail able
for this project, one has to ask whether it s
appropriate for a decision to be nmade on whether to go
forward with this project on the assunption of 100
percent equity when that’s the npbst expensive form of
capital

4:24:11 PM
SENATOR STEDMAN asked if her chart on capital returns for each
conpany was for the entire conpany or just the gas division.

MS5. ROBSON replied that they are conpany-w de overal |l returns.

4:24:46 PM
SENATOR STEDVAN asked if the ACRS is factored in with the
departnment’s analysis along wth the Jlower interest rate

assunption on debt for each of the conpanies.

M5. ROBSON replied that the nunbers she used are publicly
reported return on capital enployed. “There was no effort to go
in and mani pul ate these nunbers. | believe they are as published
in “Value Line.’”

SENATOR STEDMAN asked if she just used the average tax rates for
conpari son

M5. ROBSON replied that the econom c nodeling would be used to
determine the rates of profitability for specific projects to
conpare them to the sinple average of conpanies’ return on
capi tal enpl oyed.
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If | understand that correctly, at least with regard
to the nodeling that has been done now by the
adm nistration for a gas pipeline, | believe there has
been extensive efforts to make sure that tax burdens
and tax benefits are accurately reflected in that
nodel i ng.

CHAl R WAGONER t hanked Ms. Robson for her comments and announced
that he woul d take public comments next.

4:26:45 PM

TADD OWENS, Executive Director, Al aska Resources Devel opnent
Council (RDC), said he has serious concerns with CSHB 71(FI N)am
which was radically altered on the House floor |ast week. New
| anguage requiring standards for interpreting existing state oil
and gas | eases and unit agreenents signifies to himthat a mjor
policy decision was made on House floor after 10 mnutes of
debate and with no commttee hearing. Neither the public nor the
directly inpacted stakeholders were given an opportunity to
comment. RDC fears that the decisions may change the terns of
existing state oil and gas | eases and unit agreenents.

I f one concedes that this argunent is even a debatable
point, then one nust also concede the bill is likely
to have a detrinental effect on the state’'s ongoing
negotiations wth those parties that have filed
applications under the Stranded Gas Devel opnent Act.

If a l|lessee questions the constitutionality of the bill or
disagrees wth the state’'s interpretation of “reasonable
profitability” or other ternms, litigation could follow and that

does not bring Alaska closer to comrercializing its natural gas
resour ces.

MR. OWNENS said this bill is inconsistent with the state’ s goal
of i denti fying and encouragi ng the best possi ble gas
comercialization project and in the end may create uncertainty
rat her than establishing certainty.

4:30: 01 PM
LARRY HOULE, Al aska Support Industry Alliance, said the Alliance
supported the bill until it was anmended on the House floor and

stressed that it nust be entirely renoved.

Most apparent is that the language is totally inconsistent with
and contrary to free market principles. He asked the conmttee
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to examne whether it is the proper role of governnent to
dictate to any industry when a market exists and what a
reasonable rate of return should be. No other state governnent
exercises that latitude and this would set precedent.

MR HOULE sai d:

You need to know that the <construction community
represented by the Alliance nenbership is extrenely
concerned wth this increasing anount of adverse
| egi slation that appears to be comng through
adm nistrative orders and out of Juneau these days. W
are concerned because we continue to see every effort
to single out the State of Alaska s largest industry,
an industry that enploys the bulk of our nenbership

Even t oday sever al Al liance contractors are
experiencing incredible slowdowns specifically in the
area of engineering - all due to the Governor’s

aggregation of the Prudhoe Bay satellites. This type
of legislation before us in HB 71 is nothing nore than
an add-on.

4:34: 41 PM

KEN CONRAD, Senior Vice President, BP Al aska, strongly opposed
Amendrment 1 to HB 71, but liked the rest of the bill and would
support it if the anendnment were to be deleted. He related that
the anendnent was passed w thout prior discussion or commttee
work and sets an ugly precedent for gas and oil devel opnent in
Al aska - and for business in general. It seeks to alter existing
contracts entered between the state and | easeholders and woul d
make the DNR the all-powerful decision-nmaker regarding project
devel opnent, determ ning what | evel of profitability is
accept abl e regardl ess of the risks invol ved.

It suggests that governnent and governnent alone
shoul d be able to force investors into a nulti-billion
dollar project that is by all accounts a project with
significant risk. O course, the anmendnent does not
suggest conpensating investors when the governnent’s
assunptions in its all-knowing economc nodel are
wrong. The anendnment hands the critical roles of
i nvestment evaluation and field regulation directly to
the conm ssioner of the Departnent of Nat ur al
Resources in an entirely one-sided process...

The HB 71 anendnment violates basic state and federal
constitutional prohi bitions agai nst | egi sl ative
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inpairment of contracts. This is a fundanental
principle intended to insure the sanctity of contracts
and is a cornerstone of the U S. econonic system..

The anmendnment seeks to strip away the | essee’s ability
to evaluate and act on investnent decisions. Changing
the rights and obligations of the |essees years after
the contract was entered fails this nost basic
constitutional premse. This legislative effort to
alter contracts after the fact sends a chilling signal
to industry at the very point in time when we're
| ooking for clarity and durability through a fiscal
contract for gas devel opnent.

The anendnent also violates fundanental governnent
separation of power principles by infringing on the
role of courts in adjudicating contracts. W would
suggest the chairman request a bal anced and thoughtf ul

| egal evaluation of this bill from the Departnment of
Law.
Gven the clear constitutional issues raised, it is

safe to assune that any effort to actually invoke the
anmendnent to challenge existing |ease contracts would
spark a marathon of litigation. As a matter of fact,
sone have suggested this bill be renaned “The Lifetine
Enpl oynment For Lawyers Act....”

VR. KONRAD explained that there would be constitutional
chal I enges through state courts, then nore litigation as simlar
i ssues are addressed through a variety of federal courts. *“And
while the lawers are doing fine, the gas project, itself,
| angui shes.”

4:41: 33 PM

He said the anendnent is in stark contrast to the sound and
t hought f ul approach that was previously developed by the
Legi slature and supported by industry under which in January
2004, BP, ConocoPhillips and ExxonMobil submitted the first
Stranded Gas Act application received by the state.

Just two nonths after the U S. Congress passed the gas
pi peline | egi sl ation, BP, ConocoPhi I l'i ps and
ExxonMbbi|l submitted a detailed and conprehensive
proposal to the state that would allow a gas project
to advance to the next phase of activity. The proposal
enbraced the Governor’s desire for direct state
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participation in the project. The opportunity for gas
comercialization is at our door st ep. Det ai | ed
di scussions with the state are, of course, ongoing. It
should be clear that we are doing exactly what that
| egislation intended — exactly. Negotiating towards a
clear and durable fiscal contract that enhances the
prospects for a comercially viable Alaska gas
pi peline project....

In the short period of tine since this amendnent

crawl ed out of the shadows on April 28, we’'ve had an
opportunity to discuss with many |egislators what this
anendnent actually neans. It has becone very clear

that few nmenbers in the House appreciated the ful
meaning or the wde-ranging consequences of the
anendnent when the vote was held. This is not entirely
surprising given that there was no prior debate, no
prior discussion, no prior commttee work in advance
of the very sudden House floor vote....

M. Chairman, nmenbers of the conmttee, the anmendnent
to HB 71 is an unworkabl e, unhel pful, unconstitutiona

approach that will at best set the stage for years of
litigation. It creates an i mrensel y danger ous
precedent that has inplications for all |eases, all
contracts, including the gas pi peline contract
currently under negotiation. For all of Al aska
i ndustry, the bill casts serious doubt on the sanctity
of any contract at any tinme. | urge this commttee to

strip this anendnent fromthe otherw se sound bill....

4:46: 27 PM

SENATOR ELTON t hanked him for

his testinony and remarked that as

a former newspaper editor, a couple of things bothered him about

hi s

| anguage - “Are we still in America? Ugly amendnent

cavalier, shortsighted, an anendnent that craw ed out of
shadows. ”

He

testinony and suggested the following rewite:

It would meke the resource owner a partner and
deci si on- maker r egar di ng proj ect devel opnent by
allowing the resource owner to help determ ne what
| evel of profitability is acceptable given the risks
i nvol ved.

t he

referred to the last paragraph on page 1 of M. Konrad s
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SENATOR ELTON asked M. Konrad if he would agree with that.

MR. KONRAD replied that he didn't agree with the rewite. He
wanted to go back to the terns of the existing contracts.

4:49: 00 PM

SENATOR ELTON said when he reads the |eases, he interprets them
to give the state certain rights as a resource owner and asked
how he thought the bill contravened that.

4:49: 37 PM
MR KONRAD cl ari fi ed:

W have a contract. W have nutually agreed over 25 to
30 years that those contracts are being net and we're
saying let’s not change the contract. The conm ssioner
of Natural Resources currently has the ability to nake
his own judgnents around that. The courts wl]l
adj udi cate whose opinions around the contract may be
right or wong, but to date there has been no
conflict. If there ever is a conflict, we would see it
as the role of the judiciary to settle that dispute,
not the role of the Legislature to presuppose that a
dispute is actually going to occur or to create the
probability for a dispute.

4:50: 40 PM
SENATOR ELTON observed that he and M. Konrad m ght
fundanental | y di sagree:

But it seens clear that there are obligations that the
| easehol der has that the state nay not have exercised
as a resource owner in the past. But, |I'm not sure
that you hel p your argunent by using sone of the terns
that you did in the course of your presentation.
Because they were very |oaded words; they didn't speak
to the language in the leases and it just seens to ne
that the |oaded words may have been designed to not
talk about policy, but to stigmatize |ease |anguage
that you didn't...

MR. KONRAD clarified that the | anguage in the |eases is fine.
|’ m not suggesting in any way shape or form to change
that. What we’'re proposing is that this is a backdoor

way to try to change that at the very tine we're
contenplating a 35-year contract for the devel opnent
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of gas to suggest that sonme subsequent legislature in
5 years, 10 years, 20 years, 30 years can cone in and
seek to reinterpret that contract is problematic from
an investor’'s point of view The entirety of what
we're trying to seek here is clarity and durability
and predictability.

4:52: 03 PM
SENATOR GUESS asked him to expand on how the anendnent changes
the contract.

4.52:48 PM

MR. KONRAD replied that it doesn't literally change it; that’s
not allowed, but it is an indirect effort to tell DNR to push a
button on a nodel to say whether the project should go forward
or not and that’s not in the contract today. The contract today
represents bal anced and reasonabl e judgnent.

4:53:48 PM

SENATOR SEEKINS said they were now tal king about contracts that
were negotiated sone tinme ago when he wasn’t around and he is
assum ng that they were negotiated by both parties and this was
not a take it or leave it contract. He asked if the ternms of the
| ease negoti ated openly between both parties.

MR. KONRAD replied that he wasn't here then either, but he
believed the terns were set out and industry fit around them

4:54: 31 PM

PATRI CK COUGHLI N, Senior Counsel, BP Al aska, responded that that
preci se question was considered by Judge Carpeneti in one of his
decisions regarding the neaning of this lease. Here’'s what his
deci si on sai d:

At the outset it should be noted that in the typical
oil and gas lease, the |lessee dictates the ternms. This
case is different fromthe typical case as was in the
case of Davis GOl. The lease formis “take it or |eave
it” for oil conpanies who do business with the State
of Al aska. Mreover, the contract is an el aborate one,
whi ch undertakes to define the respective rights and
duties of the parties where contracting parties are
sophi sticated, represented by highly conpetent counsel
and have denonstrated that they are capable of dealing
in the witten word. A court should be hesitant to go
outside the witten contract in search of an inplied
relationship. Gven its authority under the |ease, the
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state was hardly at the nercy of its lessee as is
soneti mes the case.

4:56:12 PM

SENATOR SEEKINS sunmarized that the |ease agreenents were
drafted by the state on a “take it or leave it” basis and the
producers did not have an opportunity to define the terns.

MR. COUGHLI N replied that was right.

SENATOR SEEKINS said if any clarification of ternms is necessary
it wasn’'t because the producers, thenselves, had an opportunity
to define or redefine them

MR. COUGHLIN replied that is correct.

SENATOR SEEKINS asked if the effect of this anendnent is to
provide a definition to a term that has already been contained
in an adhesi on contract.

MR. COUGHLI N replied:

It’s ny view that the words are in this contract and
the state drafted them The state wasn’t sone poor,
innocent little farmer in Kansas that was taken
advantage of by an oil conmpany. The term is in the
contract and the proper place to determne the
nmeaning, if there is a dispute about this provision is
in the court system |It’'s not for the Legislature to
decide 25 or 30 years after the fact..

SENATOR SEEKINS interrupted to say that he understands that, but

wanted to know if there was a definition section in the
contract.

MR, COUGHLI N replied yes.

SENATOR SEEKI NS asked if this definition was provided.

MR, COUGHLIN replied that it wasn't.

4:58: 33 PM

SENATOR STEDVAN said he was still struggling with tying return
on capital into a rate that would stinmulate or notivate a gl oba

conpany who is subject to currency exchanges and different
governnmental requirenments.
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MR. KONRAD replied that return is a function of risk. The
rewards go up for riskier projects. It's not a sinple average as
was proposed.

At the end of the day, people need to nake judgnents
around the risks and rewards of this particular
project and hopefully that balance will be right and,
| think, we’ve tried to send a nmessage as clearly as
possible. W think we’'re on the doorstep of actually
doing this. W’re working very hard to bring it to
reality. And if we can get that balance right, we're
in the business of producing oil and gas...

5:01: 36 PM

SENATOR STEDVAN asked if his conpany operates anywhere in the
world that has something inplenented |ike this proposal - where
the governnent can cone in and do a calculation and tell it to

devel op or not to devel op.

MR. KONRAD replied that it is wunprecedented in the United
States. dobally, he is not personally aware of any that would
attenpt to boil it down to this sinple equation. He offered to
get back to himw th an exanple if he could find one.

SENATOR ELTON said that it sounds like he is suggesting that the
risk/reward analysis be done by the people who hold the |ease
despite the fact that the | eases say:

The lessee is granted the exclusive right to state
| ands for the sole and only purposes of exploration

devel opnent, production, processing and narketing of
oil, gas and associated substances produced therewith
and of installing pipelines and structures to find,
produce, save, store, treat, process, transport, take
care of and market all such substances.

He asked why the risk/reward analysis stays just wth the
resource hol der and why the owner of the resource doesn’t have a
role in making those determ nations.

MR. KONRAD replied that the owner does have a role — he has the
power to challenge the |essee, but that hasn't been done to
dat e.

People act like we don't want to do this project. Yet,

we’'re actually busting a gut to make it happen and we
feel like we’'re on the doorstep of actually nmaking it

SENATE RES COW TTEE - 26- May 2, 2005



happen with a concrete proposal. People are frustrated
that 30 years ago a project didn't go ahead. The
reason it didn't go ahead was because it cost $4 to $5
to get gas to market and gas was selling for $2...

It didn’'t nake people happy necessarily that it didn’t
go ahead, but that was the reality. As for when the
risk/reward picture cones into balance, we’'re going to
want to do it. If the Departnent of Natural Resources
ever feels that we're not doing that, the contracts
are there and they actually have nore freedomto raise
an issue if they feel so inclined.

SENATOR ELTON count er ed:

You can respond to this or not, but it just seens to
me that section 1 and section 2 of this bill gives the
owner of the resource the right to participate in the
risk/reward analysis and that right seens to be
inplicit in the | eases that you hol d.

MR. KONRAD replied it looks like a sinplistic push the button
get the answer out of a nodel as opposed to using good judgnent.

5:05: 30 PM

CHAI R WAGONER asked if the conm ssioner doesn't have the right
already to define what is “reasonably profitable” and this just
puts it in statute.

MR COUGHLIN replied once the state enters into a private
contract, if there is a dispute about what a term neans, both
sides go to court to present what they think it neans. This bil
fundamentally says the conm ssioner gets to decide what the
standard is and to decide whether or not the producers have to
build the pipeline. It fundanmentally changes the balance in the
| eases.

5:08: 02 PM
SENATOR SEEKI NS said he thinks the state should enforce existing
agr eenent s.

If it has powers within an agreenent to enforce it, it
should do so with the full power of that agreenent.
However, if |’'m asked whether or not | would support
giving even greater power or authority to the
admnistrative branch, which is already the nost
powerful adm nistrative branch in terns of its bal ance
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of power of any state in the nation, | wuld be
conpelled to say "'mnot willing to do that.

It basically comes down to ne that | have a
fundanmental objection, M. Chairman, to a party who
has presented a ‘take it or leave it’ contract to
after execution of that contract attenpting to define
terms within the contract especially when there's
already a definition section within that contract. The
entire advantage here, |legal advantage, was wth the
state when they authored the |ease and they presented
it on a ‘take it or leave it’ Dbasis to the oil
conpanies. In that case, fundanentally, | would wanted
to be treated as a contractor, and | believe we shoul d
be treated as a party to a contract, any terns that
need to be defined relating to the performance of the
| essee would properly be defined in court, not by
subsequent | egislation...

5:10:10 PM

SENATOR STEDMAN said the anendnent m ght be creating
notivational |everage, but it seens odd that a relationship has
been built up and over 30 or 40 years and the producers are
al ready interested. The tim ng seens odd.

JUDY BRADY, Executive Director, Alaska Ol and Gas Association
(AOGA), agreed that there are a couple of things that are odd
about the amendnent. This is the biggest pipeline in the world
and the state is in the mddl e of negotiations now

| can't tell you how very clear it is that when
anyt hing you say, anything the Governor says, anything
the Legislature says is carried in every big financial
insider reporter in the world. People are interested
in this pipeline, because if this pipeline goes, other
things are not going to go. If this pipeline goes,
pi pe from Japan or Korea is going to be a huge deal

This has international interest. Wen an anendnent
cones on with this kind of affect and it cones on the
way it did — from friends, from people | consider

bright people — so | know they were trying to do the
right thing — comes on the way it did with no hearings
and people still have a lot of questions. People don't
know how the system works now. A |ot of the questions
are how does this system work now under the terns of
t hese | eases. ..
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She related that if Governor Hickel could have done sonething
like this, he would have done it at the tine the |eases were
negot i at ed.

There have been four serious attenpts to do a gas
pipeline. Every time the people who wanted it done
believed it was economic and believes the conpanies,
whoever they were, were dragging their feet. |If
soneone could have done this in the past legally, they
woul d have tried it and of course now we’'d either have
bankrupt conpanies or a pipeline that was half built.

W re at a tine for the first time that | can see in
the history of this state where we really do have a
chance for a pipeline. The MicKenzie pipeline is
i npl odi ng because people can’t get along and they're
acting like a bunch of amateurs. If we start acting
| i ke amateurs, we are going to lose this pipeline —
and if there are people who believe that the conpany
interests are not aligned with the state interests, if
the conpanies pieces of gas up here is not as big as
they are other places, which is not true, that’s where
the interests align, because it’s so inportant to them
and so inportant to us. Then | don’'t know what they
could look at, but they shouldn’t do it like this. It
shouldn’t be sonething that was passed at the | ast
mnute wth people kind of giggling about, °‘Boy,
there’s sonething comng that’'s really going to hurt
you guys.’ Wlat is that about? Wiy would you go there
for a pipeline this big? This is not a little
sonething that is not going to nake a difference in
the world. This is sonmething that is going to nmake a
difference to us for the next hundred years. This is
too inportant to be treating like sonme kind of throw

away ganbit. |1'm not very often really unhappy wth
sonething, but I'm really unhappy with this — as an
Al askan and everything else. |[If people have real

concerns, they need to treat it as a real concern.
There need to be hearings, people need to know how it
wor ks now. . . .

The way it works now - it was put in for a good
reason. It was put in to protect the interests of the
state. Wien there are issues, it does go to court.

5:17:12 PM
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It was never intended to try to force a multi-billion
dollar pipeline that a financial comunity also has to
agree to. Sone asked about risk. The financial
comunity has said over and over again that because of
the risk involved here, the internal rate of return
has to be at least in the $20s and they have said it
over and over and over again.

And do you want to talk about the federal governnent’s
80 percent, $18 mllion grant? It hasn't Dbeen
appropriated. The noney is not there; the pronmise is
there. People don't know how to put the package
t oget her because it has never been done before.

M5. BRADY said further that this would have the conmm ssioner of
DNR pre-guess what FERC is going to do. She expl ai ned:

FERC has a staff of 400 people. That’s all they do.
They spend their time on pipelines and we're going to
pre-guess what RCA does? W're going to pre-guess what
a return should be and that wll somehow — |’ m not
even talking about the conpanies - that will sonmehow
force the financial markets to take sone action when
their sharehol ders are going to say, ‘Are you Kkidding
nme?” Do you know what a shareholder would say if a
conpany took a $20 billion risk because a conmi ssioner
of Natural Resources from the State of Alaska ran a
nodel and said yeah, there’s enough out there for 30
years from now? You re going to neke noney. Do you
know what woul d happen with their stock?...

5:19: 36 PM

She said she liked the original bill and advised them to start
with the way the process works now. She said the original bill
does sonme inportant things in ternms of incentive.

5:20: 52 PM
SENATOR STEDVAN said she nentioned a 20 percent rate of return
and he has heard of different expectations - that 18 to 20

percent is in the venture capital range.

5:22:42 PM

MS. BRADY responded that sone venture capital people say the
risk of building this pipeline is too high because if gas prices
fall, the project would have to be finished anyhow. Sone of them
didn't believe it could ever be done anyway. She said that
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Alaska hears a |lot of positive things, but at big gas
conferences in other places, you hear other things.

5:23:37 PM

SENATOR ELTON said he agreed with her on one issue and that is
that the anendnent was a surprise. There could have been nore
di scussion of the policy inplications.

5:24:32 PM

SENATOR SEEKINS agreed, but denied that sneaking anything
t hrough coul d happen here where finding out which runmor is true
is the problem

5:26:45 PM

JCE FERRELL, Managi ng Attorney, ConocoPhillips, urged the Senate
to reject the last-mnute changes to HB 71, because they are
ill-conceived and not needed. He said the Stranded Gas
Devel opnent Act (SGDA) is working as it is.

My testinmony will address the follow ng points:

1. The interpretation of |ease obligations
is ajudicial function.

2. The substantive provisions of t he
anendnent are not supported by the
terms of the lease or general oil and
gas | aw.

3. The substantive standards created in
the legislation are inappropriate for
judging the comercial viability of a
pi peline project.

4. Finally, the bill is not needed. The
Stranded Gas Act is working as intended
and ConocoPhillips is working hard in

negotiations with the state team to
make the Al aska gas pipeline a reality.

The first point is that the changes to HB 71 are not a
pr oper subj ect for | egi sl ative action. The
interpretation of |ease obligations is a judicial
function. As the Al aska Suprene Court reaffirmed just
this year, oil and gas |eases are contracts, which
becone fixed when originally signed. Mreover, the
contracts clause of both the federal and state
constitutions prohibit the state from passing |aws
inpairing the obligations of contracts. As a result,
the state legislature is sinply wthout power to
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nodi fy existing oil and gas |eases to the detrinent of
the |essees by inposing any new duties upon them or
decreasing any of their right under those |eases.

It has been suggested that these changes are
aut hori zed because they really only restate existing
contract terns under existing law. This leads to ny
second point: that the substantive content of these
changes are not supported by the terns of the |ease or
general oil and gas law. The fundanental proposition
proposed by these changes is that |essees nmust build a
pi peline project based on the state’'s estimate of the
rate of return for the pipeline project, based on the
state’s nodeling of future costs, production and
prices exceeds the historical return on capital
enployed (ROCE) achieved by the Ilessees on their
wor | dwi de activities.

The fact is that there is not a single lease termor a
case that has been identified by those testifying
before the |egislature and we have been able to find
none that support this astoundi ng proposition.

I ndeed, the attorney for the Port Authority confirned
in his testinony that no court has ever found an
inplied duty under an oil and gas lease to build
anything nore than a short connector pipeline. Nor has
any proponent of this l|egislation shown a single case
where this kind of test was applied to determ ne
whether a |lessee could be forced into risking its
noney in an investnment for the benefit of the Iessor,
| et alone any support for the proposition that this
mechani cal , but hi ghly mani pul able approach is
legitimate or appropriate as a general test for when
i nvestnment duties are created.

There is a good reason for the fact that the tests
that appear in the revised bill are not to be found in
the lease itself or in case law. The reason is that
the tests put forward are not rare and do not nake
econom ¢ sense. There is no mathematical formula or
nodel under the |ease or general oil and gas |aw that
determnes when a duty arises. It is always fact-
specific analysis and depends on all pertinent factors
i ncluding ri sk.

SENATE RES COW TTEE -32- May 2, 2005



This makes sense, since a prudent |essee assesses each
project on the basis of its particular circunstances
and risks. In that regard, it is critical that the
Legi slature understand that decisions to develop or
construct projects cannot be determined by reference
to a single financial paranmeter, in this case the
historic Return on Capital Enployed (ROCE) for a group
of oil conpani es over the last 10 years.

First, let’s address what a conpany ROCE represents.
Each conpany’s ROCE is the output or result of a wde
variety of very separate corporate decisions. The ROCE
for any given vyear reflects the results of past
deci sions over the course of many years and
conprehends not  just decisions to proceed wth
i ndi vi dual projects based on their intended return on
i nvestnent, (which in any event, were based upon each
project’s unique factors, in particular the risk
associated with each project), but also decisions on
exploration drilling (which has a high |ikelihood of
failure), capital projects inplenmented to conply with
new environnmental laws or for other reasons that are
recogni zed as non- payout , for mai nt enance and
accounting treatnment on corporate nergers. Al these
end up blending into a ROCE output that varies for any
given year and is highly dependent on upon actual
mar ket prices.

Second, let’'s address what factors a prudent conpany
nmust take into account in naking investnent decisions.

Any decision to invest in a nmjor potenti al
devel opnent project nust address a wde variety of
risks and uncertainties, including the potential or

low prices, capital cost overruns, regulatory and
permtting problens and schedule delay. No prudent
operator |ooks at a single financial paranmeter such as
ROCE to decide to invest. And as the cost and scal e of
the project increase, the risk associated increases
and so does the rigor to address uncertainties, which
take hi gher priority.

The Al aska gas pipeline project is currently estinmted
to cost $20 billion. The size alone, not to nention
the governnental regulatory, technical and commerci al
conplexity, requires it to address a nmssive nunber of
i ssues outside of a single point ROCE cal culation. W
have had to address the US regulatory process through
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congressional acts to pass the enabling |egislation.
To help mtigate sone fiscal issues, we worked for
passage of the |oan guarantee provisions, credits for
the gas treatnent plant simlar to those for other Co2
renoval facilities and depreciation provisions simlar
to those allowed for gas pipeline gathering systens.
To address the uncertainty related to nmaking such a
| ong-term and unprecedented investnment in Al aska, we
have been working with the admnistration on a fisca

contract as contenplated by the Stranded Gas Act.
These actions have all been undertaken consistent with
analysis to address major risk elenents far outside of
any single econom c data point.

To summari ze:

This proposed anendnent attenpts to quantify which
projects should be developed based on what would
appear to be sufficient in the state’s eyes to provide
“an adequate rate of return.”

The project’s projected return is to be calculated
based on estinmates nade by the |essor, who does not
have to make the required investnent. The anmendnent
defines an “adequate return” be referenced to a single
data point, an average historic ROCE.

Reliance on this single financial paraneter is a gross
oversinplification of the actual process that a
prudent operator would use to determne to progress a
proj ect.

G ven the size of major projects in Al aska, including
the Al aska gas pipeline, such oversinplification could
do nothing but add confusion about what is really
necessary to progress the project.

I believe that what was intended through this
anendnent was an indication of the desire to progress

the devel opment of Alaska's resources. ConocoPhillips
shares these goals and believes that they can be
acconpl i shed t hr ough pr udent expl oration and
devel opnent of oi | resources and through the
devel opnment of the gas pipelines. ConocoPhillips is
working hard and will continue to work hard to nmake
the Alaska gas pipeline a reality. However, this
proposed anendnent wll only create uncertainty and
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i npede progress toward attainnent of that goal. W
respectfully urge that the Senate elimnate sections 1
and 2 fromHB 71. Thank you.

5:34:49 PM

SENATOR DYSON said earlier testinony from producers suggested
that if they don't agree on the financial basis on which the DNR
commi ssi oner reached his conclusions, they could provide other
information that would inpeach those assunptions - or provide
better information. He asked if there was a reason why that
m ght be inpractical.

MR. FERRELL replied that oil and gas |eases are contracts
between the state and the producers and those contracts contain
rights and obligations on each of the parties.

To interpret what the parties’ rights and obligations
are initially the parties wll discuss those things
j ust as they would in any other cont ract ual
relationship and if they could not agree, after that
exchange of information, after that exchange of views,
then the proper forum to decide whether the state's
interpretation or the producers’ interpretation of the
contract is correct would be through the courts....

SENATOR DYSON clarified his question and asked if another way to
solve the situation would be to give the state better data to
use in its nodel. He understood that his answer is that's not
the way it's done; you go to court.

MR. FERRELL replied that the term that has been defined in the
bill is “reasonably profitable” and he could not find that term
in the DL1 | ease form

SENATOR DYSON interrupted to say that he is answering a question
he didn’t ask right now He repeated his question, which is, if
the state is using a nodel that has bad data, isn’'t part of the
way to solve that to give the state correct data.

MR. FERRELL responded by saying again that:

You discuss it with your contract counterpart.... You
try to reach agreenent on what the words of the
contract nean, what obligations are inposed, what
rights you have under the contract and that’'s exactly
what we’'re doing. W are working hard to progress the
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gas pipeline project and we're trying to avoid
litigation...

SENATOR DYSON sought to clarify one nore tinme asking:

kay, but ny question was couldn’t you help to get a

fair process by giving the best data and | hear you
saying that’s — | haven’t heard you say, ‘Yeah, that’s
what we should do,” so that all the decision-nmakers
have the best data. At first | thought you were
saying, ‘Wll, you go to court.” Now | hear vyou

sayi ng, ‘No, you get together and negotiate.’

But ny question was is there sonmething that keeps you
from giving the state the best data you have so that
they can have the best presuppositions on which to go
forward

MR. FARRELL responded:

W are in negotiations. The content of t hose
negotiations are confidential, but we are working hard
to address the enornmous risks that this project
represents — to try to nake the Al aska gas pipeline a
reality. And it’s |ike any other negotiation and it is
a long process and we’'re working very hard at it.

5:41: 07 PM

CHAI R WAGONER said he wanted to follow up on the definition of
"reasonably profitable"” and that the state m ght be using faulty
data. He asked if that's the case, why don't the mmjors cone
forward with the right data. The state has said that 14 percent
return on a project is reasonably profitable to it, but the
producers can take their funds they were going to invest in the
pi peline and go to Indonesia or soneplace that has a 24 to 30
percent return on their investnent.

If that the way this is going to be determ ned?
Because if it is, | have a problem with that. Because
if the state says according to our best data, this is
reasonabl e profitable at this tine to build a gasline
and to produce the gas, we're entitled to that gas
being produced and the incone from it that we have
com ng by | ease agreenent. Is there a flawin ny...
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MR. FERRELL quickly went back to the fundanental proposition
that the producers have a series of contracts that inpose rights
and obligations on the parties.

The question would be, ‘Wat do those contracts
require the lessees to do.” Now the words ‘reasonably
profitable’ don't appear in those contracts. That’s an
interpretation of what our obligations are that was
put forward by one side in testinony before the Budget
and Audit Commttee. Now, the |eases do provide

certain grants of rights to the producers. | think
they were enunerated earlier to explore, produce and
market. It also inposes obligations including - |

don’t really thinks it’'s appropriate to go through
that right now because that's really a judicial
proceeding. Basically, what they do is it obligates
the producers to drill wells to prevent drainage and
to drill additional wells for if a reasonably prudent
operator would do so in all the circunstances. Wat
you have to do is you have to go back and say, ‘Wll,
what obligations are actually under the |ease.’ Now
the proponent of this |egislation has suggested that
what this legislation does is it takes away the nornal
course of procedure for deciding that question — which
would be if there’s a disagreenent after the parties
to the contract have discussed that, then it would be
sent to court. And it said, we want the Legislature to
decide that question — not only an interpretation of
an undefined term but the creation of a term and an
interpretation of what the obligations are rather than
| eaving that definition to other branches  of
gover nnent .

That’s not the way it works. This bill attenpts to
take a contract dispute and solve it in favor of one
party to the contract.... That’s the effect of this

| egi sl ati on.

5:45: 21 PM
SENATOR SEEKINS asked him to explain what he thought section 2
does.

MR. FARRELL replied that section 2 purports to interpret the
provi sions of the existing contracts between the state and the
producers in a one-sided way wthout an opportunity for the
other party to the contract to present its views in a proper
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forum The Suprenme Court has recently reaffirmed they are
contracts.

5:46: 47 PM
SENATOR SEEKINS asked if the contracts ConocoPhillips signed
were “take it or leave it” contracts.

MR. FARRELL replied yes.

SENATOR SEEKINS asked if the oil conpanies were allowed to
negotiate the terns or were they just allowed to accept the
terms that were already in the contract.

MR. FARRELL replied to his know edge it was a take it or |eave
it contract.

SENATOR SEEKINS asked if that is still a standard form of
contract between the state and soneone el se.

MR. FARRELL replied yes.

5:47.:59 PM

SENATOR BEN STEVENS said that it's fair to say the negotiations
are taking place and that there are three separate nodels for
each applicant being constructed right now - the Legislature's
under Econ One Research, Inc., the Departnent of Revenue or the
Stranded Gas application team and the applicants.

5:49:57 PM
He observed that “Standard and Poor’s” has different reports on
equity on global positions than “Value Line” and there wll be

different outputs and different interpretations regardless of
who does the nodel s.

The question in nmy mnd is does this anmendnent have an
impact on who nakes the determination of those
results? Is it the free market? Is it the applicant?
O, in fact, is it the commssioner? So, if that’s
what we’'re contenplating, the variables circulating
around this process are yet to be fully conprehended
by me.... | think we need to think about the inpact of
what this does and fully digest it before — personally
before I can nmake a full determ nation on it.

5:51:41 PM
CHAI R WAGONER asked which is the nore conservati ve.
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5:51: 54 PM
SENATOR BEN STEVENS replied that “Standard and Poor’s” is
considered to be nore conservative than “Value Line.”

5:52:39 PM

SENATOR ELTON said testinmony has indicated that the benefits of
the loan guarantees are nore epheneral than he originally
t hought and asked M. Farrell how confortable he was with them

MR. FARRELL responded that he wasn’t prepared to testify on that
issue, but he was prepared to talk about how the bill was
fundanentally flawed and would do nothing to advance the Al aska
gas project.

5:.54:16 PM

SENATOR ELTON countered that M. Farrell brought up the fact
that the guarantee provisions may not be as solid as assunmed and
before the next hearing, he wanted an understanding of how
confortabl e ConocoPhillips is with that provision.

MR. FARRELL said he would follow up on that for him

5.5:48 PM
VI CE CHAI R SEEKI NS t hanked M. Farrell for his testinony.

5:54:59 PM

KEVIN TABLER, Land and Governnent Affairs Mnager, Unocal, said
that Unocal is the predom nant operator in the Cook Inlet, but
it also has sone small interests on the North Slope in the
Kuparek and Endicott fields and in TAPS. He related that Unocal
and other producers participated in a Joint Senate and House
Resources neeting in Kenai to discuss the need for enhanced
exploration and devel opnent within Cook Inlet and other areas.
The intent was to provide incentives to encourage earlier

exploration of the state’s oil and gas resources. The bill’s
original intent provided incentives to explore in the Bristol
Bay area. Oher bills involved incentives as well and were

rolled into one — HB 71.

The anendnent that was attached |ast week has
absolutely nothing to do with the intent of that
original legislation. The unintended consequences of
this amendnent are unknown. Due to the hasty creation
of the anmendnment and the lack of input from those
directly affected by it, we really don't know all the
consequences intended or unintended. W do know that
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it does create an wuncertain investnent environnent
after the investnents have al ready been nade.

It appears that the anendnment is targeting certain
| eases. The fact is this anmendnent applies to all
| eases statewi de. The anendnent is not clear that it
excludes oil. It speaks to oil and gas throughout
sections 1 and 2, in particular page 3, line 17 at the
end refers to ‘“at a mninmum’ That |anguage woul d | ead
us to believe that the DNR would have the unlimted
authority to create their own standards.

Thi s amendnent was put on wi thout any input from those

that it will directly affect. W question the state’s
authority to unilaterally anmend the contractual
obligations wth existing |eases through either
mani pul ati on  and/ or interpretation  of the unit

agreenents and their corresponding admnistration of
the plan of devel opnent. By inposing an interpretation
after the fact to address current |legislative desires
could be perceived as a constitutional taking by the
state. One party to a contract cannot inpose an
interpretation on that contract when the contract
specifically provides for consent as does the DL1
| ease form

The inplied covenant to explore is part and parcel
under the state’'s oil and gas l|lease and all other
| eases and is further offset by the paynent of delay
rentals. The right of the state to dictate the rate
and timng of devel opnent, production and marketing is
less well-defined. It is not the state’'s absolute
right to dictate these paraneters. If the state is
unhappy with the proposed future plans and agreenent
cannot be reached between the |essor and the |essee
it is the courts that wll wultimtely decide the
appropriate rate, timng and nmarketing paraneters
after hearing both sides of the discussion.

As witten, HB 71 has producers taking all the risk
whi l e using soneone else's forecast. The oil conpanies
make a living making forecasts. | question how
accurate has the state been at forecasting price of
oil and gas futures. W question the state’'s ability
to forecast these futures better than the producers.
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What happens when the state’'s forecast is wong? Wo

assunes liability then? WIIl the state offer up its
royalty share to cover the downside of a faulty
anal ysi s?

MR. TABLER said that the anendnent raises nore questions than it
provi des answers. Wth the anendnent this bill is no I|onger
incentive legislation, but disincentive to future exploration
and investnent in Al aska and Unocal no |onger supports it.

6: 00: 31 PM

SENATOR ELTON asked if his concerns would be mtigated if there
were a process in which the state's forecast could be
arbitrated. Oherwise they would be in a situation in which any
ot her producer can, in effect, make a “no decision” based on
sone information that they keep internal.

MR. TABLER replied that is correct.

SENATOR ELTON stated he thought that was fundanmentally unfair to
t he resource owner.

6: 02: 57 PM

MR. TABLER replied that it also seens unfair when the |ease
requires consent of the lessee or the lessor to establish the
criteria that wll force the Iessee to nmake significant
investnments at the threat of taking the |ease back. He related
that even the working interest owners sonetinmes don't agree to
econom ¢ nodels that are used in their investnent profiles. They
have different nmarket constraints and different contracts they
have to produce to. He thought an arbitration process m ght work
if all the parties could agree on that approach beforehand, but
rem nded the commttee that the |l essee is the risk taker.

6: 04: 24 PM
SENATOR GUESS asked if this bill doesn't pass, would the Cook
Inlet tax credits still be in place, but the Bristol Bay tax

credits woul dn’t because they were new.
VMR. TABLER replied:

No, ny wunderstanding is that the Bristol Bay tax
credits wll be new, but the existing tax credits that
are in place under statute now would be in place. This
augnents and changes and creates a true incentive that
we didn’'t have when SB 185 two years ago was rolled
out, when it was originally a Cook Inlet bill and then
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turned into a statewide North Slope bill. Sonme of the
provisions we tried to get in that bill we're trying
to get back in through these credits here.

CHAI R WAGONER thanked M. Tabler for his testinmony and closed

the public hearing. Wth that, he adjourned the neeting at
6: 06: 18 PM
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