HOUSE FI NANCE COWM TTEE
May 2, 2007
Conti nued on
May 3, 2007
1:38 P. M

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 1:38:41 PM

VEMBERS PRESENT

Representative M ke Chenault, Co-Chair
Representative Kevin Meyer, Co-Chair
Representative Bill Stoltze, Vice-Chair
Representative Harry Crawford
Representative Les Gara

Representati ve M ke Hawker
Represent ati ve Reggi e Joul e
Representative Mke Kelly
Representative Mary Nel son
Representative Bill Thomas Jr.

MEMBERS ABSENT

Representative Richard Foster

ALSO PRESENT

Representative Mark Neuman; Representative Anna Faircl ough
Representative Ralph Sanuels; Representative Paul Seaton;
Wendy  King, Manager , Alaska North Slope (ANS) Gas
Devel opnent, ConocoPhillips Alaska, Inc.; Brian Wnzel,
Vice President, Alaska North Slope (ANS) Gas Devel opnent

ConocoPhillips Al aska, Inc., Anchorage; Martin Massey, U S.
Joi nt | nt er est Manager , ExxonMbbi | Cor por ati on; Dan
Di cki nson, Consultant, Tax Division, Departnent of Revenue

SUMVARY

HB 177 An Act relating to the Al aska Gasline I|nducenent
Act; establishing the Al aska Gasline |I|nducenent
Act matching contribution fund; providing for an
Al aska Gasline |Inducement Act coordinator; making
conform ng anmendnents; and providing for an
effective date.

HB 177 was HEARD & HELD in Commttee for further
consi derati on.

#HBL177
HOUSE BILL NO. 177
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An Act relating to the Al aska Gasline Inducenent Act;
est abl i shing the Al aska Gasline Inducenent Act matching
contribution fund; providing for an Al aska Gasline
| nducenent Act coor di nat or; maki ng conform ng
amendnents; and providing for an effective date.

1:40: 17 PM

CONOCOPHI LLI PS ALASKA

BRI AN VENZEL, VI CE PRESI DENT, ALASKA NORTH SLOPE (ANS) GAS
DEVELOPMENT, CONOCOPHI LLI PS ALASKA, | NC., ANCHORAGE, stated
ConocoPhi |l li ps does not support AG A as introduced by the
Governor or the version adopted by the House Resource

Commttee (HRC). The bill requires critical changing in
order to avoid delays. The applicant submitting an
application should be able to obtain the requirenments of
AG A s intent through a conbination of terms and
comi t ment s. There should be a conprehensive package

including critical up-stream resource terms balancing the
risks, while continuing to provide maximum benefits to the
State of Al aska.

ConocoPhillips would like to find a way to make the Al aska
North Sl ope (ANS) devel opnent conmercially viable; then the
pi peline becones an afterthought. He reiterated, first,
resource ternms nust be addressed.

1: 42: 38 PM

M. Wenzel noted the question is in relationship of how to
devel op gas resources for the pipeline to succeed. He
di scussed the need for dialogue with the Administration in
the attenpt to find comon ground fiscal resource terns that
allow for the viability of the project. The process should
i ncl ude negoti ations rather than conpetitive bidding.

1: 44: 38 PM

M. Wenzel encouraged consideration of the full package and
that the proposed version of AG A does not include that.
AGd A stipul at es up- stream terms i nadequat e to
ConocoPhi | |'i ps.

Representative Gara asked what “up-streani neans to
i ndustry. M. Wnzel replied, that is the portion allow ng
production of gas. Up-streamis a tax term

1:46:01 PM

M. Wenzel said ConocoPhillips supports changes to the terns
of AGA wth specific regards to the up-stream fiscal
terms. The inadequate resource terns of the bill creates a

situation of project risks & uncertainties, which nore than
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out weigh the returns. He reiterated, unless AQA is
adj usted, ConocoPhillips is unable to make an application.

1:47:42 PM

M. Wenzel discussed comments fromthe newspaper, indicating
the project has a 50% rate of return. He clained that the
return could be closer to a zero percent and that the clains
that the project is “wildly economc” are m sl eading and are
based on assunptions that can not be guaranteed. There are
ri sks and uncertainties, which out-weigh potential benefits
if there is no clarity incorporated regarding the resource
ternmns.

M. Wenzel comented that the resource risks have always
posed the greatest obstacles. Long-term clarity on State
taxes and royalties is critical to the project.

1: 50: 02 PM

M. Wenzel nentioned previous testinony heard from Ms. King
about AG A s restrictive approach and that she encouraged a
mechanism be in the bill, allowng the resource |essees,
resource terms. He enphasized that AG A s bid requirenents
must be changed and warned about disadvantages to Al aska
awar di ng an exclusive license to a single entity.

There is a fundanental flaw in the AG A plan, which is not

founded on reasonable commerci al expect ati ons. The
devel opnment of the proposed pipeline will be one of the
| argest public construction projects in the world. There

are certain standard practices for structuring, planning and
devel opi ng such a resource; AG A tends to ignore business
realities, requiring certification before all details are

wor ked out . Sanctioning tinelines for commercial projects
this size are unreasonable. He discussed a clause in the
bill, which prevents cost overrides.

1:53:56 PM

M. Wenzel argued ternms used in AGQ A |anguage regarding
i nvestnment business criteria; if HB 177 is adopted as
drafted, the State nmkes the choice to provide inadequate
certainty regarding future tax rates. The manner that it is
structured, every anticipated a tax rate increase would have
to be built into the econom cs of the project.

The ten-year term proposed in AG A does not recognize the
long term role of shipping commtnments and the |anguage
could force a project developer to anortize their 10-year
investnment, increasing the tariff on the pipeline. He
reiterated that AG A does not recognize realities of
financing the structure of such a |arge project.
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M. Wenzel comented on the lack of |ending recognition,
dangerous for Alaska trying to off-set the risks for the
proj ect .

1: 56: 56 PM

M. Wenzel encouraged |egislative consideration of industry
recommendati ons that AG A be changed so that they can submt

a best proposal. As currently drafted, AQA requires
commi ssioner’s to reject any proposal that does not match
exactly A A terns. Al'l processes should be transparent,

allowing the applicant to put forth the proposal, neeting
t he needs of all stakehol ders.

1: 58: 43 PM

M. Wenzel advised the process-forward requires AG A to be
anmended to include the fiscal terns. He surm sed that the

qui ckest way forward woul d be for BP, Exxon & ConocoPhillips
to provide a conbined proposal; conpanies that have nuch
expertise & know edge in gas resources. They should be

i ncluded in the package.

M. Wenzel continued, ConocoPhillips wants to adopt &
develop the State’s ANS gas resources and participate in a
conpetitive process, recomending that AG A be anmended. He
clainmed that no one in the State can afford to wait for the

proposal s. Al aska deserves to see conprehensive and the
best possi bl e proposals.
2:02:15 PM

Representative Gara referenced the up-stream portion of the
project, noting the amount the State has al ready vol unteered
to pay for gas field developnent costs. M. Wenze
responded that all expectations regarding future resource
terms would be built into future econom cs of the project.
Currently, Alaska has an insufficient franmework regarding
resource terns.

Representative Gara pointed out that the State pays 42% of
the gas field devel opnent costs. Additionally, HB 177
reduces royalty by 2% by elimnating the higher overall
costs, worth 2% to the producers. The contract contains a
70/ 30 debt ratio benefiting producers.

Representative Gara continued, included is an $18 billion
dol l ar federal |oan guarantee for the pipeline construction
and a $500 mllion dollar offer to help build a pipeline
with a ten-year tax [|ock-in. He enphasized that HB 177
includes a ot of incentives. M. Wnzel thought the listed

incentives had been m scharacterized. He stated that the
Petrol eum Production Tax (PPT) had been designed with a
dollar goal for the State. Al aska could receive those

dollars by either a production tax, gross revenue or net tax
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and the State chose a net tax because it helped provide
i ncentive investnent.

M. Wenzel referenced the 70/ 30 debt ratio, which he thought
would provide an artificial requirement on the pipeline
owner and would not act as an incentive. At this tinme, the

federal |oan guarantees do not have regulations & the
ability to use them has yet to be determ ned. That creates
anot her uncertainty. There will be benefits to Al aska,

however, producers nust |ook forward to the entire mx of
uncertainties and cost requirenents for any project.

Representative Gara enphasized that the producers get to
deduct 42.5% of the costs, charging it back to the State.
In a normal situation, a profits tax could not be deducted
until there is a profit. Al aska allows the deduction of the
gas field costs even before there are indicated profits.
Al aska has al ways been a reliable partner conpared to other
pl aces of industry investnents such as Argentina, Russia
(nationalization), N geria, & Viet Nam Al aska stacks high
in conparison with those pl aces.

M. Wenzel rem nded nenbers that ConocoPhillips invests
heavily in Al aska and that every |ocation around the world
carries a mx of wuncertainty and promse and that the
recommendations nade at the neeting takes that all into
account. Concerns stemfromthe size of the project and the
dependency Al aska has on the revenue fromoil and gas.

2:09:22 PM

Representative Gara voiced concern with a request for tax
certainty. According to the legislative attorney, a ten-
year lock-in mght be unconstitutional. He questioned if
the Court rules that the Legislature can not |ock-in future
| egislature’s tax rates, will the producer’s back out. M.
Wenzel stated that resolving the up-stream resource terns
i ncludes working with the Adm nistration and Legislature to
find the best nechanism to provide clarity on resource
terns. He knew there could not be a 100% assurance on the
proj ect .

2:10: 58 PM

Representative Gara asked if ConocoPhillips could conmmt to
acceptable terns, without the State fearing they would back
out of the project if tax certainty was not allowed by the
courts. M . Wenzel recommended determning backup
al ternative nmechanisns and encouraged that the State work
jointly with ConocoPhillips (CP) to provide the necessary
confort for the project to nove forward.

2:11:49 PM
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Representative Kelly questioned if CP could alone nake a

pr oposal . M. Wenzel did not know, through AG A, they
coul d. However, their ability to advance a project alone
would be |less stable. He encouraged that the three

producers work together; he wanted the support of the other
two producers.

Representative Kelly worried that a proposal including all
three major producers could not be conpetitive. The
Governor’s attenpt is to take elenents including fiscal
certainty. He asked if it was too early to create such a
“deal ". M. Wenzel did not think that the “deal” had been
|l ost, not8ing that conpetitive could work. He stressed if
A A is changed, including subm ssion of a conprehensive
proposal with the resource terns, could |eave the door open
for conpetitive bidding.

Representative Kelly did not enbrace such a view, he worried
about the “only option” that would be provided by the three
maj or producers. M. Wenzel countered that other bidding
conpani es could attenpt to be included in the proposal. He
warned that there nust be a trade off in ternms and
conditions of the open-season in order to guarantee that
enough risk is mtigated.

Representative Kelly supported Governor Palin’s inclusion of
as nmuch conpetitiveness as possible in the legislation and
worried about the proposal submtted by ConocoPhillips.

2:18:25 PM

M. Wenzel explained in order for the process to nove
forward, AG A needs to be changed to allow for conprehensive
proposal s; then the three major producers will cone forward
with a package proposal. He addressed the advantages of
conpetitive bidding.

Representative Kelly recommended reconsideration of both
proposal s [PPT & AG A] .

2:21:30 PM

Representative Gara asked if the pipeline is devel oped,
could there be a guarantee that gas would be sold. M .
Wenzel stated that CP wants the pipeline. Regarding Prudhoe
Bay, the fastest nove forward would not to be attenpting to
nom nate the gas, which are practical & Ilegal issues
regardi ng gas all ocati ons.

Representative Gara asked if the pipeline proposal was
passed, including a Ilow enough tariff to qguarantee
production is economc, could Al aska count on an agreenent
with CPto sell gas to that project. M. Wnzel pointed out
t he anount of specul ation regarding that concern. He noted
that the goal of CP is developnent of gas resources. | f
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there was a nmechanism to acconplish that with the criteria
needed, CP will undertake it; economcs drive it. There are
bi g concerns regarding the capital costs of the project.

Representative Gara discussed the determnation of the
anticipated profit margins and that the State has determ ned
the net present value, profit margins, gas production and
best estimated tariff rates. He asked what the current net
value ratio required by CP. M. Wnzel explained the rates
can not be disclosed. The best way for the State of Al aska
to manage a devel opnent project such as the proposed would
be to align with the project devel oper and commodity seller.
Al aska obtains revenue fromthe net cash flow and profit of
t he producers.

2:26:16 PM

Representative Gara advised that producers need to inform
the State of the benchmarks in order to address the internal
profit needs. M. Wenzel nmaintained that the Governor has
been attenpting to “get around that”, offering only
conpetitive bidding. He argued, a new agreenent nust be
det er m ned.

Representative Thonmas voiced frustration with the process,
pointing out the limted tine left in the session. M .
Wenzel indicated that producers raised their concerns during
initial discussions & recomrended switching bid requirenents
to bid variables as a way to provide flexibility. He
recogni zed tine is short & that there is not sufficient tine
to deal with changes needed in AGQA. He urged an alternate
pr oposal .

Representati ve Thonmas asked that the producer’s anmendnents
be brought forward. M. Wnzel offered to provide |anguage
creating an alternate proposal.

2:31:33 PM

Representative Joul e inquired when the “w ndow closes. M.
Wenzel did not know. He suggested there is a sense of
urgency to nove the project forward; ConocoPhillips wants to

see that happen.

Representative Kelly asked about the bid alternate approach

and the econom cs of the project. M. Wenzel advised that
if the project does nove forward, ConocoPhillips is willing
to be creative during the negotiating process. He hoped

that applicants would be encouraged to submt nultiple
proposals. He spoke against the conpetitive bidding process
established in AG A

Representative Kelly asked if current |anguage prevents that
from happeni ng. M. Wenzel indicated for ConocoPhilli ps,
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there is not adequate resource funding and that there are
too many risks and uncertainties.

Representative Kelly suspected that the gas price and fi scal
certainty were the big issues. M. Wenzel pointed out in
the current draft of AG A the producers were prevented of
from proposing any alternate up-streamterns.

Representative Kelly referenced the production gas tax

i ssue; he did not think ConocoPhillips was prevented from
offering bid alternate approaches. M. Wnzel responded
t hey woul d | ook at that.

2:42: 30 PM

Representative Joule questioned the Legislature’s role in
this process. M. Wnzel responded that the Legislature has
a role in structuring the basic needs for citizens and al so
provi di ng checks and bal ances between the Adm ni stration and
the industry. The Legislature nust | ook at diversifying the
State’s econony and notivate projects which provide new
i ndustry.

2:46:10 PM

Representative Gara noted that the Governor’s proposal seeks
additional bids; it includes twenty terns w shed for the
contract to nove forward. M. Wnzel thought there could be
delays if sufficient bids were not received. He reiterated
the need to receive all bids up-front.

2:48: 39 PM

In response to a question by Representative Gara, M. Wnzel
stipulated that the procurenment process seeks to achieve
uncertainty anong the bidders. The applications nust
conformto the criteria and create the notivation.

EXXONMOBI L CORPORATI ON

MARTI N MASSEY, U.S. JONT |INTEREST MANAGER, EXXONMOBI L
CORPORATI ON, advi sed that ExxonMbil has been in Al aska for
over 50 years and has been a key player in Alaska' s oil
i ndustry devel opnent. ExxonMobil holds the |argest working
interest at Prudhoe Bay [36.4% and their current net
production in Alaska is approximately 150,000 barrels per
day. ExxonMobil has benefited fromtheir involvenent in the
State of Alaska and believes Al aska has Dbenefited.
Commercializing Alaska’s North Slope (ANS) gas would allow
continuation of a mutually beneficial relationship.

2:53: 06 PM
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M. Massey continued that AGA is inportant to Al aska, the
nati on and ExxonMbbil . The project has the potential to
generate billions of dollars in revenues for the State, the
U S. federal governnment and Canada; it could provide a
stable and secure source of clean energy for Al aska and
North America for decades to cone. For ExxonMobil, the
project is significant and has the potential to add over 1
billion cubic feet per day of gas sales, which would be nore
than a 10% increase to the current worldwi de daily gas
producti on. The project could add over one billion oil-
equi valent barrels to proved reserves, nearly enough to
repl ace a year of production. Gven the significant inpact
the project could have, ExxonMbil supports efforts to
advance a pipeline project.

ExxonMobi | has spent nore than $180 million dollars studying

ways to comercialize Al aska gas. Since the 1970's,
ExxonMobil has evaluated LNG gas to liquids and gas
pi peline alternatives. Based on those studies, it was

determ ned that a project would result in the best value for
the State & the producers.

M. Massey stated that as witten, AG A does not encourage
mar ket - based conpetition due to its prescriptive nature.
AG A does not adequately address the significant up-stream
i ssues and risks associated with the scale and magnitude of
the project. ExxonMbil believes that A A would not create
an acceptable framework for the world-scale nega-project
unless it allows parties wundertaking risks to nake a
proposal that properly manages the risks.

The Adm nistration’s nodel fails to recognize the nature of
such a basin-opening project. The up-stream pays for the
m d- stream whi ch cannot be split when eval uati ng commerci al
viability. The State’'s economc nodel needs to be
corrected. For best results, AG A nust establish the
State’s key objectives, allowng applicants flexibility to
conpete and define the paraneters that are necessary to make
the project comercially viable. Amending AJ A nust be
obj ectively driven, al I owi ng for open conpetition,
maxi m zing the nunber of applicants and allow ng those
applicants to propose innovative solutions to neet the
State’s needs.

2:56:10 PM

M. Massey noted the tendency to underestimate the size and
risk of the project, the largest in North Anerica. Due to
the size, there is a greater chance of cost over runs; steel
prices have doubled since 2001 and worldw de projects are
putting pressure on other resources.

3:05:34 PM
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M. Massey addressed the inportance of alignnent between the
State and the producers and the benefits of a producer
proj ect . Maxi m zing the value to the State of Al aska and
the resource holders neans selecting the right design
concept and then executing it to deliver |ow cost and fast

conpl eti on. On this size & magnitude of a project,
construction and operating experience nust be a significant
consi der ati on. Only a limted nunber of conpanies can

denonstrate the capabilities, financial strength and arctic
experience to effectively participate in and nmanage worl d-
scal e nega- proj ects.

M. Massey pointed out that the three producers have nega-
proj ect experience in nunerous places throughout the world
and have denonstrated success in nmeeting project objectives.
ExxonMobi |’ s arctic experience IS ext ensi ve, W th
devel opnents in nultiple types of arctic environnents.
ExxonMobi | *s gl obal project devel opnent |eads the industry

in project cost and schedul e perfornmance. ExxonMobi | has
also denonstrated |eadership in safety, health and
envi ronment al performance. ExxonMobi| has the financial

strength to nmake the project a reality, maintaining one of
the strongest financial positions of any conpany in the
wor | d. He added that they maintain the highest credit
rating from Standard and Poor's (S&P) & Mody's triple A
list.

M. Massey pointed out that it is inportant to renmenber that
the project is a basin-opening project, benefiting the State
and the industry for decades. Basi n-opening projects
t hroughout the world have progressed and been successful
when there is alignnment between the host governnent and the

| easehol ders. The producers and the State both want a
pi peline project to comercialize the ANS gas resources and
open the basin to gas exploration. ExxonMobi | believes a

producer gas pipeline project would result in maxi num val ue
to the State with nmaxi mum incentive to control costs. Low
capital and operating costs will result in lower treating
and transportation costs and access to prem um market price.
The State will receive the majority of the revenue fromthe
value of gas sales via revenue received under the |ease
royalty agreenents and from production taxes; valued based
on net-back received fromthe gas.

M. Massey comented 3 party owners do not share the same
incentives; they actually benefit from increased capital
costs. Based on the demand for workers which the project
generates, Alaskans are primary to successful project
executi on. Fi nanci al strength, experience and the ability
to get the job done should be the critical conponents of any
eval uation of proposals. When available options are
considered, a producer pipeline wll provide maxi num val ue
to the State of Al aska.

House Fi nance Conmmittee 10 05/02/07 1:38 P. M



M. Massey addressed the fiscal predictability inportance
for a mega-project. ExxonMobil nust work with the State to
explore inportant fiscal issues. Because of the nature and
magni tude of the risks associated with the project, fisca
terns that are predictable and durable are necessary. The
two risks:

» Ceologic and cost risks; and

e Market risk is inevitable in a comobdity business such
as oil and gas.

The risk of fiscal terns changing is of a different nature
and outside the producer’s control. There nust be
agreenents allowing developnment of the project under
predictable and durable ternms with an adequate degree of
certainty. It does not nean that taxes cannot change over
the life of the project. Predictability neans that the
State’s tax and terns are understood, defined and nodel ed
for the purpose of evaluating the overall project econom cs.
If fiscal terns can change in unpredictable ways in the
future, then the industry is not able to make well -founded
i nvestment decisions on behalf of their sharehol ders, nor
woul d |l enders be as confident in providing financing for a
project that size. The project requires massive investnents
before any revenue is generated fromthe investnents. As a
result, increases in taxes on oil and gas related activities
during the life of the project could inpact the comrercial
viability of the project and could increase |ender concern.
Because the fiscal terns can be nodified under the proposed
AG A |egislation, it does not provide the fiscal
predictability necessary to ensure a comercially viable
proj ect .

M. Mssey pointed out, it is inportant to recognize that
for mega-project developnment, governnments need to provide
long-termfiscal stability. Contracts should include fiscal
stability protection and in sonme cases, it will run for the
length of the contract; others for 40+ years. AG A nust
all ow applicants to put forward the best proposal on what is
required to make the project commercially viable, allow ng
the State the opportunity to consider the proposals that
have the best chance of actually delivering an Al aska gas
pi pel i ne.

M. Massey outlined thoughts on how AG A could be nodified
to ensure the best chance of a successful result, allow ng
the State to maxim ze val ue. Al i gnment between the State
and the | easeholders is essential to a basin opening project
of such magnitude; therefore, establishing the right
approach when noving forward is the nost inportant activity
for a project. In cal cul ati ng up-stream revenue, everyone
must be aware of the taxes and royalties from oil and gas
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operations and set at a |level, making the project viable and
shoul d be addressed at the begi nning. To ensure that the
project is constructed, it nmust be comercially attractive
to the shippers at the tinme they make their transportation

conmmi t ment s. Shi pper s, particularly those who nust
substantially invest, develop and produce gas resources,
will not be wlling to enter into a long-term financial

commtnment for the transportation of gas if there is
likelihood that initial rates would be increased in the
future to accommopdat e expansi ons.

Under the Al aska Natural Gas Pipeline Act, Congress struck
what the proper bal ance between encouraging investnent by
those wlling to conmmt to pay for initial capacity and
encouraging exploration by providing an opportunity for
future access to the pipeline. Because of the unique nature
of the Alaska gas pipeline project, the Federal Energy
Regul at ory Conm ssion (FERC) approved policies to enable a
mandat ed expansion benefiting explorers. In addition, a
pi peline entity should not be required to accept a FERC
certificate irrespective of inposed conditions.

e Under AG A, the proposed up-stream inducenents would
require significant nodification to ensure that a
commercially viable project is obtained.

* AGA prescribes activities that nust be conpleted
within a specific tineframe or date certain. Setting
arbitrary target dates is not consistent with good
proj ect managenent practices.

» Mlestones are not necessary if the project s
commercially viabl e.

» AGA lacks specifics on key fiscal terns and other
requirenments.

» Because of the conplexity and risk associated with the
project, the parties nust have an efficient and
inmpartial neans of handling disagreenments when they
arise. Arbitration is the nethod used to resolve
di sput es under t he State’s Royal ty Settl enment
Agr eenent s.

3:16:48 PM

M. Massey concluded that ExxonMbil is commtted to the
Alaska Gas Pipeline Project noving forward; however, the
project cannot nove forward if it is not comrercially

vi abl e. AGA as witten, does not provide for a
comercially viable project. The Administration’s stated
goal for AGAis to increase conpetition through an open and
transparent process. The current AGA formwll result in
| ess conpetition because it fails to adequately address the
issues raised by parties who wll ultimately pay for the
proj ect . AG A appears to be based on flawed economc
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assunptions. The existing prescriptive terns in A A would
preclude ExxonMbil from being able to nmake an open,
conpetitive and conform ng proposal. ExxonMobi | possesses
the financial strength and project experience required to
make the project a success. He suggested that AG A be
anended to provide for a broad, objective-driven process

establishing how the State wants to achieve the goals and
al l ows each applicant to propose how to neet the objectives
and identify what is required of the project.

Representative Crawford asked if the criteria were changed,
woul d ExxonMobil then teamup with the two other mjor
producers. M. WMssey anticipated that they would work
together, pointing out that nothing prevents submtting
their own proposal. 1In the end, the final deal needs to be
acceptable to all three mpjors and the State before a
pipeline is built.

3:24:12 PM

Representative Thomas questioned what wll happen if the
Adm ni stration does not accept the industry s proposal and
decides to use the earnings from the Permanent Fund for
financing the project. M. Massey stated that a decision
could be nmade from an analysis of comercial viability and
det erm nation

3:26:22 PM

Representative Thomas inquired if ExxonMbil had amendnents
pr epar ed. M. Massey responded that they would provide
recommendati ons for |egislative consideration.

3:28:05 PM

Representative Gara suggested that the producers shoul d take
their recommendations and concerns to the Admnistration
rather than to the Legislature. He asked how |ong
ExxonMobi | has known that they would not submt a bid under
the AA plan. M. Massey indicated they have nade it clear
since the beginning, they would not apply under the AGQ A
form

Representative Gara noted for the record, he was nore
confortable wth the AGA proposal and feared that

ExxonMobi|l would not be willing to sell gas to any of the
ot her bidders; he asked if ExxonMbil would be willing to
make a public conmmtnent. M. Massey proposed that the
process be open and that all bids are public record. AGA
does not allow for that. At this tinme, ExxonMobil can not
determine if they will commt their gas and wll |ook at
each proposal for commercial viability.

3:32:29 PM
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Representative Gara asked if Exxon would commt to sell gas
to any pipeline project that provides an econom c return
M. Massey reiterated, they would |ook at each project as
proposed and woul d nmake a determ nation then.

Representative Gara grilled ExxonMbil regarding w thhol ding

of gas. M. WMassey informed nenbers, he would want to
consult ExxonMbobil’'s attorneys.
3:34:29 PM

Representative Gara agreed that a predictable, fiscal system
is inportant. M. Massey nmaintained that in any nega
project, fiscal certainty is the norm He would not address
specifics & ternmns.

Representative Gara nmentioned the 10-year tax |ock-in and
that it mght not be enforced by the Al aska Court System
M. Massey comented that the State could maintain their
| ong-range, predictable ternms under the State Constitution
and acknow edged it coul d be chal | enged.

3:38:16 PM

Representative Kelly understood that each contract has terns
and conditions; he questioned which itens are of concern to
t he producers. M. WMssey stated the structure is too
detailed and that the State should establish objectives. He
addressed the inappropriate target dates, which would | ead
t o poor managenent.

3:41:17 PM

In response to a question from Representative Nelson
regarding deadlines, M. Massey responded that producers
would be dictated by attenpting to neet the unreachable
deadl i ne. The project wll be conpleted at the mnmaximum
vi abl e pace; deadlines are not necessary.

Representative Kelly asked the greater issues. M. Massey
responded that the expansion requirenents are too detail ed.
Additionally, the rolled-in rates need work. He added that
the $500 million dollars is not in the State’'s best interest
and establishes an opportunity for those that should not be
i nvol ved, to be players. Representative Kelly indicated
that the $500 nmillion dollars is not mandatory.

M. Massey spoke to the Alaska hire, indicating that any
applicant should propose how they would nmaximze Al aska
hire; however, there nust not be a Project Labor Agreenent
(PLA) .

3:46:59 PM

In response to further questioning by Representative Kelly,
M. Massey noted the PPT gas tax rate that is too high. He
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observed that the Adm nistration has acknow edged a need for
predi ctabl e and durable ternms; he enphasized that all terns
must be predictable throughout the agreenent and nust occur
in all forms.

Representative Kelly asked when the industry needs to know
about the PPT taxes. M. WMssey replied, they nust know
before the project is started.

3:49:46 PM

Representative Kelly asked about any “sweet deal” supported
by the industry. He questioned how Exxon justified a no-
agreenent with a 15% floor, inquiring if that would affect
the project. M. Massey stipulated that the 15% was not the
only variable but significant. Currently, there are only 35
TCF di scovered resources & 50 are needed to keep it full

There nust be a structure which encourages exploration. He

noted that up-stream ternms wll determine if & when
expl oration is done.
3:55: 54 PM

Representative Kelly asked if the PPT up-stream el enents
were set aside, would Exxon then accept the floor and

provi de bid vari abl es. M. Massey advised they could not
present a “commercially viable proposal” wth those
restrictions and that the 15% nust be renpved.

3:58:13 PM

Representative Gara inquired if ExxonMobil operates in other
pl aces around the world that are subject to rolled-in rates.
M. Massey comented that the difference is the significant
size of the proposed project.

Representative Gara asked iif there was a risk for
af f ordabl e, new shipper pipeline expansion. He thought
there would be conpeting economc interests and asked if
they were subject to rolled-in rate requirenents for
expansi ons around the world. M. Massey did not know. He
said he has discussed regulating facilities throughout the
United States (U. S.) and Canada. The State has avail able
options for addressing that scenario & requires, initially,
the shippers to subsidi ze. In dealing with the up-stream
concerns, dictates if the project will nove forward.

Representative Gara acknowl edged the State mght need to
adjust the gas tax; however, did not accept the industry’s

unwi | I i ngness to discuss |ack of up-streamincentives. PPT
subsidizes the gas field devel opnment cost by 42.5% He
reiterated that the incentives are substantial. M. Massey

replied that the PPT taxes had increased and that there is
no way to know the ternms; wthout knowing the terms, the
econoni ¢ projection is un-determ nable.
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4:04: 30 PM

Representative Crawford realized that consumers would end up
paying for the pipeline. |If AGQ A does not pass, perhaps the
State could initiate a reserves tax. He observed that the
i ndustry has not conmpromsed with the State. M. Massey
agreed with Representative Crawford for a need of good-faith

negoti ati ons. He acknowl edged that the project is huge,
conpl ex and involves significant risks.

4. 08: 37 PM

Representative Kelly concurred that a deal should not happen
until it is favorable for both sides. M. Mssey stated
that ExxonMobil w Il not give up because of the inportance

of the pipeline to the State, the industry and the nation

but reiterated the need for producers to have a commercially
vi abl e project. He |obbied for further consideration to
open-up AG A to a nore flexible process.

DAN DI CKI NSON, LEG SLATI VE BUDGET AND AUDI T
4:10: 39 PM

Co-Chair Chenault summarized previous questions received
fromthe Adm nistration

* How gas was taxed under the PPT and the PPT credit
i mplications of the gasline;

* Are PPT gas credits applicable to GIP in the AGA bill;
» How does PPT progressively work on gas;
 What is the link to oil; and

* How attractive is the pipeline using the I RR nethod.

DAN DI CKI NSON, CONSULTANT, LEG SLATIVE BUDGET AND AUDI T
(LBA) DIVISION, referenced the questions, indicating that
gas is taxed the sane as oil, on net value. When the net
value is calculated, if there are investnents down-streamto
the point of production, they would not be eligible for the
credit. In order to determne how gas is taxed under the
PPT, it is inportant to look in five different places.

AT EASE: 4:14: 57 PM
RECESSED: 4:15: 20 PM / MAY 2, 2007
RECONVENED: 8:29:42 AM / MAY 3, 2007
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DAN DI CKI NSQN, CONSULTANT, LEG SLATIVE BUDET & AUDT
COWM TTEE, present a power point addressing answers from
guestions asked by the Legislative Budget and Audit (LBA)
Di vi si on.

The first question:

* How gas is generally taxed under the PPT and what were
the PPT credit inplications of gasline work

M. Dickinson stated that gas is taxed the sane as oil on
net val ue. He added that investnment down-stream of the
poi nt of production is not eligible for credit. He pointed
out how gas taxed occurred under the PPT and that oil and
gas are taxed under five different measures:

22.5% of net val ue

North Sl ope floor triggered by oil price
Progressivity triggered by single taxpayer net val ue
Private royalty @1.67%for gas — 1/3 of oi

Cook Inlet ceiling

Representative Hawker noted that progressivity is a
production tax and in addition to royalties. M. Dickinson
said correct, pointing out that royalties are a | arge piece.

8:33: 39 AM

M. Dickinson added that production taxation anobunts to
22.5% of the net value. To calculate net val ue:

e Total up-stream costs deducted fromthe revenue streans
fromoil and gas sal es

* Gs Revenue Exclusion (CGRE) nechanism provides an
adm nistratively sinple way of adjusting the effective
rate w thout changing the nomnal rate or making many
al l ocati ons

8:35:23 AM

M. Dickinson directed comments to the North Slope floor
which is triggered by the oil price including an alternative
fl oor and applicable to those prices.

* In considering the future, if Prudhoe Bay is producing
250, 000 bbls oil and 3 bcf of gas and

e |If the heating value is 1,000,000 btu per ntf, that
translates to the equival ent of 500,000 bbls a day

One-third of the field s production would be used to
establish the trigger.
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8:36: 53 AM

M. Dickinson noted that Question #3 addresses how PPT
progressivity wrks on gas and the [|ink to oil.
Progressivity is triggered by a single taxpayer net val ue.

* Progressivity is determned for each taxpayer on its
total mx of oil and gas and all up-stream costs.

e It is calculated on a nonthly basis & nonthly up-stream
costs are one twelfth of the total annual costs.

Slide 8 indicates an exanple of the progressivity triggered
by a single taxpayer’s net value with a destination val ue of
$63. 76 dollars; the gross value left to the State would be

$58. 76 dollars and a 2.94% progressivity percentage. He
t hought that gas price could “drag down” progressivity on
oil. A significant influx of gas will probably reduce the

progressivity paid on oil.

8:41: 06 AM

Representative Gara noted that at this tinme, there is no
proposal to rewite the PPT, he asked the value of M.
D ckinson’s presentation conparison to PPT. M. Dickinson
stressed that there needs to be a change nade to the PPT.
From conversations |ast year, there was discussion on the
conparison of distance gas to oil and assunmed it was part of
Question #3. Representative Gara asked if the intent was to
“gear up” for another special session in order to discuss
PPT. Co- Chair Chenault thought eventually that would need
to be di scussed.

8:42: 58 AM

M . D ckinson referenced Slide 9, which establishes
progressivity charges at various destination values,
i ncl udi ng net deducti ons.

Representative Gara inquired about the tax rate charged
during those periods tax paynents had been nade. M .
Di cki nson coul d not respond.

8:44:15 AM

M. Dickinson highlighted the private royalty anount of
1.67% of the gross for gas. The Cook Inlet area has
specific ceilings:

* Wth no direct effect on North Sl ope gas;

* Expiring in 2022;

* If a gas line is built from the North Slope to Cook
Inlet, it could effect the differential taxation rates;

 Aceiling is potentially different for each producer
with an average of 4.947% of $3.585 per ntf.
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8:45: 29 AM

M. D ckinson pointed out that Slide 12 addresses Question
#2, regarding PPT gas credits being applicable to the GIP in
the AGA bill, and that under the PPT, the GIP was not
eligible for the credits. He added there are only up-stream
costs qualifying as credits indicated in AS 43.55.023 (a),
AS 43.55.023 (k) & AS 43.55.165 (a).

M. Dickinson addressed “point of production”, noting those
areas are defined so that the gas processing is up-stream of
the point of production and gas treatnent is down-stream of
t he poi nt of production.

I n AS 43.55. 900

(21) gas processing

(23) gas treatnent

(27) point of production

8:47:16 AM

M. D ckinson provided the definitions from Statute (AS
43.55.011(27) of the point of production for oil:

e (i) not subjected to or recovered by nmechanica
separation or run through a gas processing plant, the
first point where the gas is accurately netered;

* (ii1) subjected to or recovered by nechani cal separation
but not run through a gas processing plant, the first
point where the gas is accurately netered after
conpl eti on of mechani cal separation;

* AS 43.55.011(27) *“point of production” neans

« (B) for gas;

e (ii11) run through a gas processing plant, the first
poi nt where the gas is accurately netered downstream of
t he pl ant;

e« (O for gas run through an integrated gas processing
plant and gas treatnent facility that does not
accurately neter the gas after the gas processing and
before the gas treatnent, the first point where the gas
processing is conpleted or where gas treatnent begins,
whi chever is further upstream

AS 43.55.011 (21) provides definition of gas processing:

* (A) neans processing a gaseous m xture of hydrocarbons;

e (i) by neans of absorption, adsorption, externally
applied refrigeration, artificial conpression followed
by adi abatic expansion using the Joul e-Thonmson effect,
or another physical process that is not nechanical
separation

e (ii) for the purpose of extracting and recovering
i quid hydrocarbons [producing ngls/oil].
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The PPT definition for gas treatnment is found in AS
43.55. 011 (23):

* (A neans conditioning gas and renoving from gas non-
hydr ocar bon substances for the purpose of rendering the
gas acceptable for tender and acceptance into a gas
pi peline system

* (B) includes incidentally renmoving |iquid hydrocarbons
fromthe gas.

M. Dickinson referenced Slide 20, which defines gas
treatment, |anguage taken from AS 43.55.011 (23):

* (O does not include
— (i) dehydration required to facilitate the
novenent of gas from the well to the point where
gas processing takes pl ace;
— (i1) the scrubbing of liquids from gas to
facilitate gas processing.

He continued that under current | aw

» (@As Processing: Starts wth gaseous mxture of
hydr ocar bons, producing natural gas liquids and gas by
renovi ng hydrocarbon |iquids.

e (@As treatnent: Starts with produced gas and renoves
non- hydrocarbons to prepare the gas for tender to the
pi peline. Nothing is produced.

8:49: 29 AM

M. Dickinson explained that Slide 22 denonstrates the
definition of gas processing taken from AS 43.55.900 (7)
“Gas processing” neans the treatnment of gas downstream of
the point of production to extract natural gas liquids”; &
AS 43.55.900 (7) “Gas processing” nmeans post-production
treatnment of gas to extract natural gas |iquids”.

M. D ckinson pointed out the AGA definitions of gas
processing found in AS 43.55.900 (7) has the sane neaning as
“gas processing” in AS 43.55.900 (21). He noted the graph
on Slide 24 of the PPT point of production chart for gas.

8:53:51 AM

M. Dickinson stated that if gas sinply cones out of the
ground, the point of production is nmeasured from where it
comes out, the first tine. If there is a mechanical
separation, it is again, the first point neasured after
nmechani cal separation. He referenced Slide 27, indicating a
gas processing plant. Slide 28 is the nost inportant focus,
the integrated gas processing and treatnent plant, with a
point of production furthest up-stream where either
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treat ment begins or processing ends. Slide 29 indicates the
Prudhoe Bay point of production under the PPT, central gas
facility.

8:56:31 AM

M. Dickinson explained that if CGF remains a separate plant
and sends gas to a Gas Treatnent Plant (GIP), gas would be
produced as it is metered out of the plant. The GIP would
be down-stream of the point of production for the gas and,
thus, associated operating and capital costs would not
qualify as |ease expenditures under AS 43.55.165 (a) nor
woul d capital costs qualify for credit treatnent under AS
43. 55023 (a).

8:58:13 AM

If CGF remains integrated into a gas treatnent plant (GIP)
(produced gas is not netered), then the gas would be
produced within that integrated facility, at the furthest
poi nt up-stream of the begi nning of gas treatnent or the end

of gas processing. If the plants are integrated, the risk
is that sone gas processing wll nove downstream of the
poi nt of production, not that gas treatnment will nove up-

stream of the point of production.

Slide 35 uses Prudhoe Bay as the point of production under
the PPT with an integrated GIP. If the two processes were
to becone intertwined or integrated, the point of production
woul d nove into the central gas facility, up-stream As
currently witten, the law protects from situati ons where
gas treatnment plants are eligible for up-streamcredits.

8:59:29 AM

M. Di cki nson di scussed Question #4, regar di ng a
determ nation of how attractive an investnent pipeline would
be. Previous testinony by Antony Scott, Commercial Analyst
in the Departnment of Natural Resources, indicated that by
using the IRR netric, the project could have high rates of
return particularly, when a third party line is involved

That would not include the cost of the shippers’
transportation commtnents when conparing the independent
pipeline with a producer owned pipeline. The question

surrounds how that could affect the results.

9:00: 14 AM

M. Dickinson addressed the firmtransportati on conm tnent.
» The shipper nakes a transportation commtnent (FT) to

pay the capital portion of the tariff whether they use
t he pipeline or not.
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* It is that financial commtnent that underwites the
pi pel i ne:
— Required by FERC before approving a project and
— Required by lenders before lending noney to a
proj ect .

9:02: 52 AM

Representative Gara comented that the shipper only cares
about the costs of getting the gas out of the ground,
shipping it and knowng what the tariff is. Once costs
equal the tariff, the shipper’'s costs are free. He
referenced previous coments made by M. Scott. M.
Di ckinson noted the figures in doubling the internal rate of
return (IRR). [ Addendum Page #7 & #9].

Vice Chair Stoltze asked if it was fair that no negative
rate of return had been indicated, only profits. M .
Di cki nson agreed; however, pointed out that there have been
negative rates of return and that a low rate of return is
enough to “kill” any project.

Representative Gara noted that in last year’s proposal, the
State was responsible for selling the gas. In the current
proposal, the producers will be selling that gas and the
risk of low prices has taken precedence. An entity could
make a lot nore noney if they are both producing and
pi peline owners of the gas, but the profit margins decline.
The profit margins on production are higher and conbi ning
the two makes nore absolute noney. M. Dicki nson pointed
out that the attached slides indicate the opposite.

Vice Chair Stoltze observed that M. Scott had rolled-in the
risk factor into the nodel. M. D ckinson disagreed.

9:09: 01 AM

M. Dickinson provided an overview of the follow ng slides,
whi ch denonstrate the internal rate of return (IRR)

* Slide 40 - Calculated IRR at various price |evels
 Slide 41 — The IRR on a nodel of an owned project

e Slide 42 — The IRR for a nodel capital conponent of
tariff

« Slide 43 — The IRR nodel 3 party line with no FT but
with a tariff

« Slide 44 — The IRR nodel 3 party line with sone
addi ti onal capital

« Slide 45 — The IRR nodel 3 party line with even nore
addi ti onal capital

« Slide 46 — The IRR nodel 3 party line with even nore
addi ti onal capital
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9:16: 50 AM

Representative Gara understood that the FT was a significant
cost to the producers. Last year, under the proposed PPT
contract, the State had to cover 12.5% of the FT conmm tnment
— royalty in-kind. No one nentioned that could be a very
risky cost to the State and asked M. Dickinson why it had
not been indicated at that tine. M. D ckinson responded
that had been a 20% conmm tnment for the FT. He agreed that
it had been very risky and that he was sorry that it had not
been identified. Representative Gara acknow edged that he
had known it was risky and had asked those questions. M.
Di cki nson responded that the State concluded it was a risk
the State could assune.

9:20: 08 AM

M. Dickinson continued, Slide 47 addresses the disclosure
of long term obligations. The statenent requires that an
enterprise di scl ose comm t ment s under uncondi ti ona
obligations that are associated with suppliers financing
arrangenent s. Such obligations are often in the form of

t ake-or-pay contracts and throughout.
Slides 48-51 provide exanpl es of disclosure.

9: 23: 44 AM

M. Dickinson referenced Slide 53, wusing a financial
statement from BP, listing the unconditional purchase
obl i gations, representing any agreenent to purchase goods or
services, enforceable and legally binding and specifying
significant terns. The amounts shown include arrangenents
to secure long-termaccess to supplies of crude oil, natural
gas feed-stocks and pipeline systens. The obligations are
set out for five year periods of tine. That information is
required for disclosure.

Slides 55 — 59 explain why that information matters to
conpanies [listed below] who sell their investnent services:

« Mody’ Investors Service
« Standard and Poor (S&P)

9:27:34 AM

M. Dickinson summarized by reading froman article witten
in the 1980's from the nmagazine “Society of Petroleum
Engi neers”, addressing the perspective of people within a
conpany, meking errors in an anal ysis.
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M. D ckinson pointed out that even wthin the large
conpani es, there is discussion regarding “creative financing
solutions”; typically involving a lease |like structure and
not representing the true costs to the conpany. | nst ead,
when those types of commtnents are nmade, they need to be
properly val ued. He suggested that when the high rates of
return are indicated, it could be because costs of the FT
comm tment are not properly val uated.

9:29: 40 AM

Representative Gara referenced comments made previously by
M. Scott regarding the profitability analysis. M.
D ckinson attenpted to denonstrate how that presentation
omtted the rates of return.

Representative Gara questioned the accuracy of the proposed
nunber . M. Dickinson suggested that there are problens
wi th any anal ysis recommendi ng avoi dance. He encouraged FT
be i ncorporated correctly.

Representative Gara stated that it wll be a profitable
project at those prices and asked if M. Dickinson would
di spute that. M. Dickinson acknow edged that it could be
profitable, however, challenged the idea that it is “wldly”
profitable.

Representative Thomas believed that in theory, the State
owns over 12 years worth of gas in Prudhoe Bay and asked why

the State should not own those rights. M. D ckinson
responded that such questioning was “treading on |egal
ground”. The State of Al aska owns 12.5% of the hydrocarbons

produced — when they cone out of the ground.

M. Dickinson advised that there are two aspects and one is
putting the gas back into the ground, which helps the oil
flow. The State receives 12.5% of those benefits. The
State does not own any percentage until the gas is actually
pr oduced.

9: 35: 08 AM

Co-Chair Chenault referenced Slide 42, inquiring how to
identify the 10% interest charge on the FT. M. Dickinson
explained that the assunption was using sone information
fromthe nodel. By using any arbitrary nunber & placing it
into the formula, changes the paynent anount.

Representative Kelly asked 10% was the conbined interest
rate and profit. M. Dickinson replied it is.

9: 36: 37 AM

HB 177 was HELD in Commttee for further consideration.
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#
ADJ OURNVENT

The neeting was adjourned at 9:36 A M
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