M NUTES
SENATE FI NANCE COWM TTEE
April 25, 2007
2:03 p.m

CALL TO ORDER

Co-Chair Bert Stednman convened the neeting at approximately
2:03:21 PM

PRESENT

Senat or Bert Stedman, Co-Chair
Senat or Lyman Hof f man, Co- Chair
Senator Charlie Huggins, Vice Chair
Senat or Donny d son

Senat or Joe Thonmas

Senat or Kim Elton

Senat or Fred Dyson

Al so Attending: MARCI A DAVIS, Deputy Comm ssioner, Departnent of
Revenue; KEVIN BANKS, Director, Division of QI and Gas,
Department of Natural Resources; PAT GALVIN, Comm ssioner,
Depart ment of Revenue;

Attending via Teleconference: There were no teleconference
partici pants.

SUMVARY | NFORMVATI ON

SB 104- NATURAL GAS PI PELI NE PRQIECT

The Commttee heard from the Departnment of Revenue, and the
Department of Natural Resources. The bill was held in Commttee.

#sb104
2:03:31 PM

CS FOR SENATE BI LL NO. 104(JUD)

"An Act relating to the Alaska Gasline Inducenent Act;
establishing the Alaska Gasline Inducenent Act matching
contribution fund, providing for an Al aska Gasline
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| nducenent Act coordinator; making conform ng anendnents;
and providing for an effective date.”

This was the fifth hearing for this bill in the Senate Finance
Commi ttee.

2: 03: 48 PM

MARCI A DAVI S, Deputy Comm ssi oner, Department of Revenue
testified that she would continue her sectional analysis of the
Senate Judiciary Comrttee Substitute.

Section 43.90.320. Gas production tax exenption. (page
22, line 12)

Ms. Davis identified a "rolled-in" tariff rate provision on line
29 of subsection (c), which would disallow protest on the part
of the resource owner when the pipeline |icensee included
expansi on costs in the tariff.

Section 43.90.330. Inducenent vouchers. (page 23, |ine
2)

Ms. Davis inforned that this was a new section added during
hearings in the Senate Judiciary Conmmittee to allow buyers of
gas to purchase the product at the North Slope, and then acquire
capacity in the pipeline as a buyer. This section would allow
those buyers of gas to serve as the shipper of the gas, and
access the resource inducenents offered to the resource owners.

2:05:12 PM

Ms. Davis explained that if the buyers of the gas had acquired
capacity in the pipeline by participating in the first binding
open season, those buyers could receive vouchers from the
Department of Revenue and the Departnent of Natural Resources.
The buyer could then transfer the benefit of the resource
i nducenent in the form of a voucher to the producer as part of
t he gas purchase agreenent.

2: 06: 06 PM
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Co-Chair Stednman exanpled a utility in the Mdwest that needed a
"substantial volume"” of gas, and understood that this provision
woul d all ow that entity access to the inducenent vouchers.

Ms. Davis explained that the entity would first acquire the
capacity in the pipeline for the gas to be shipped, then present
the voucher to the gas producer and negotiate the cost of the
gas by leveraging the voucher's benefit associated with gas
royalties and taxes.

Co- Chair Stedman concluded that a buyer of gas would turn their
firm transportation (FT) commtnent into a voucher, and then
enploy that voucher to negotiate a price with the resource
owner .

Ms. Davis affirned.
2:07:11 PM

Article 4. M scell aneous Provi sions.
Section 43.90. 400. Al aska Gasline |[|nducenment Act
mat ching contribution fund; disbursenents; audits.
(page 23, line 21)

Ms. Davis stated that this section would establish a fund for
the nonies appropriated by the legislature to be disbursed as
mat ching funds to the pipeline builder.

Section 43.90.410. Regul ations. (page 24, |line 10)

Ms. Davis reported that this bill was "unique" in that it
i nvol ved conmi ssioners of two different State departnments, and
this section provided for the two commissioners to jointly adopt
regulations to inplenent the provisions of this chapter
Additionally, this section provided that the comm ssioner of the
Departnment of Revenue wmay meke changes to the existing
regulations in AS 43, and the commi ssioner of the Departnent of
Nat ural Resources nmay nmake necessary changes to the regul ations
of AS 38 to inplenent the provisions of this chapter.

2:08: 21 PM

Section 43.90.420. Statute of limtations. (line 16)
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Ms. Davis infornmed that this provision would accelerate any
| egal challenges to the Alaska Gasline Inducenent Act, or AQA,
by establishing a 90 day tinme |imt for such disputes to be
brought in court.

Ms. Davis noted that the legislature's |egal counsel strongly
advised an anendnment to the current version of the bill to
ensure that challenges to AG A be brought before a court in
"this state".

2:09: 21 PM

Co-Chair Stedman assuned that the Palin Admnistration would
provi de suggestions for "technical clean-ups”" to the bill.

Ms. Davis affirned.
2:09: 40 PM
Section 43.90.430. Interest. (line 20)

Ms. Davis identified differences between the Senate Judiciary
Commttee version of the bill and its conpanion, HB 177, under
consideration by the House of Representatives. The Senate
version that was before the Commttee contained a verbatim
excerpt fromthe current statute while the version in the other
body referenced the statute. Statutory reference was preferable
due to the fact that if the statute was amended in the future, a
reference to the statute would automatically "pick up" the
changes while a verbatim excerpt wuld require further
amendnent. She indicated that the Admnistration would likely
of fer an anmendment to that effect.

2:10: 32 PM
Section 43.90.440. Licensed project assurances. (line
26)

Ms. Davis comunicated that this "inportant” section would

provide the State's conmtnment to the licensee that it would not
offer preferential royalty or tax treatnment or grants of State
nmoney to a conpeting natural gas pipeline. If the State did
extend preferential treatnment to a conpeting gasline before the
licensee's gasline began operations, this provision would
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provide the licensee paynent equal to three tinmes the anount of
qual i fied expenditures incurred by the |icensee.

2:11:57 PM

Co-Chair Stedman asked why 300 percent of expenditures was
selected for repaynent rather than a lower rate to reduce the
State's potential obligation.

Ms. Davis acknow edged that the question was raised in other
commttees, and shared that 300 percent was the |evel determ ned
by the Administration to be appropriate to prevent the State
from "junping onto" a conpeting project unless it was "extrenely
attractive." That rate wuwuld also signify to producers,
especially independent producers, that the "playing field" was
| evel . A repaynent disbursement of 300 percent would have the
stigma of a punitive damage award, whereas 200 percent m ght not
be great enough to bring sone of the nore cautious parties into
t he bi ddi ng process.

2:15: 24 PM

Co-Chair Stedman assuned that the tax rate, fiscal certainty,
and incentives contained wthin the bill wuld afford the
"attractiveness" necessary to bring applicants into the AJA
bi ddi ng process, and the repaynent assurances were an "extra
carrot".

Ms. Davis affirmed. The $500 mllion matching contribution was
an inportant factor in the devel opnent of the project, as was
the tax inducenent. This provision specifically addressed the
possibility that the |icensee under AGJA could be net wth
conpetition to build a pipeline. If that occurred, this
provision would ensure that the State stay "married" to the
| icensee despite poor market conditions created by a conpeting
project. If, however, the conpeting project was nore successfu
the State could opt to reinburse the |icensee 300 percent of the
qualified expenditures and back the alternate natural gas
pi peline project.

2:18: 12 PM
Ms. Davis advised that if the l|icensee was not successful at

constructing the gasline after seven or eight years, there was a
high 1likelihood that other major economc factors would be
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contributing to the fruitless situation. Alternatively, if the
|icensee was being "highjacked" by the resource owners, the
State may ultinmately be nore successful at developing its gas by
supporting a different gasline project.

2:18: 36 PM

Co-Chair Stednman asked if the Administration considered this a
"must have" in advancing AGQ A

Ms. Davis replied that it was "critically inportant” for the
State to signify its commtnent to a project.

2:19: 08 PM

Senator Huggins assuned that if the AG A contract did not
provi de for conpensation to the licensee of triple the qualified
expenditures, the licensee could sue for an unspecified anount
of danmages.

Ms. Davis agreed that AQ A represented a license fromthe State
to the licensee, and if the State breached that contract, it
woul d be liable for damages.

Senator Huggins surmsed that in the case of a breach of
contract, the licensee would likely receive a court award.

Ms. Davis affirmed, adding that the award could be significant
if based on lost profits.

2:20:12 PM

Senator Huggins asked if the specification of repaynent of
"three times" the qualified expenditures would protect the State
fromadditional liabilities.

2:20:26 PM

Ms. Davis responded that the enunerated conpensation was not
designed to be a "cap".

2:20: 47 PM

SFC- 07 (6) 04/ 25/ 07



Senat or Huggins asked if M. Davis had an estinmate of the
potential Iliability the State could face in the event of a
breach of contract.

Ms. Davis reported that the "ballpark” range could be as little
as $120 mllion if the transgression occurred early in the AGA
process. If the State elected to support an alternate project
subsequent to the licensee receiving a certificate from the
Federal Energy Regulatory Comm ssion (FERC), the cost to the
State could be as high as $1.5 billion.

2:21:49 PM

Senat or Huggi ns projected that the breach could occur even |ater
than the issuance of a FERC certificate.

Ms. Davis informed that nost of the qualified costs would be
incurred prior to obtaining the FERC «certificate, and
expenditures after that point would not be significant.

Co-Chair Stedman perceived the liability anobunt to be a
"substantial sum of nonies" that would potentially affect the
State's operating budget, and asked if the Departnent of Revenue
had fund source recomendati ons.

Ms. Davis qualified that it would be "fool hardy" of the State to
support a conpeting project and inmediately incur a liability of
$1.5 billion if that noney was not inmediately recoverable. The
provi sion was intended to be a "thinking period" to evaluate the
proj ect .

2:23: 06 PM

Senator Thomas shared the sanme concern as Senator Huggins,
coormenting that if the "triple danages" provision would not
preclude a party from seeking an additional award, he was unsure
of the necessity of its inclusion.

2:23: 44 PM

Ms. Davis set forth two solutions to that issue. One would be to
characterize the provision as "liquidated danmages”, which was a
frequent practice when a loss could be difficult to quantify or
agree upon. Another option would be to exclude damage clains for
consequential losses. This wuld provide for out-of-pocket
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expenses, but not future lost profits, thus limting the State's
exposure.

2:24:57 PM

Senat or Thomas opined that such a "waiver" of a party's right to
recover damages shoul d be consi der ed.

2:25:12 PM

Senator Elton asked the Departnent to alert the Conmmttee if
proposed anendnents had the effect of changing an inducenment to
an i npediment for the potential |icensee.

2:25:37 PM

Ms. Davis directed attention to Section 43.90.440.(1) on page
25, line 14 which reads as foll ows:

(1) "conpeting natural gas pipeline project" neans a
project designed to accommobdate throughput of nore than
500, 000, 000 cubic feet a day of North Sl ope gas to market;

Ms. Davis clarified that the definition of a "conpeting natura
gasline project” was designed to allow "spur™ or "bullet" Iines
to operate, provided that they transported 500 mllion or |ess
cubic feet of gas per day.

V5. Davi s furthered her expl anat i on, ref erenci ng Sec.
43. 90. 440. (2) on page 25, line 17 which reads as foll ows:

(2) "preferential royalty or tax treatnment” does not
i ncl ude

(A) the state's exercise of its right to resolve
di sputes involving royalties and taxes;

(B) the state's exercise of its right to nodify
royalties as authorized by law in effect on the effective
date of this section; or

(C© the Dbenefits of a large project permt
coordi nator authorized by law in effect on the effective
date of this section

Ms. Davis inforned that the definitions in paragraphs (A) (B)

and (C) were designed to allow the State and the Departnent of
Nat ural Resources to continue with "business as usual" under
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existing laws, wthout those actions constituting "preferentia
treatnment”.

2:29:50 PM

Senator Huggins asked if the "large project permt coordinator”
in subparagraph (C) was a reference to the pipeline coordinator
position.

Ms. Davis understood it to reference an existing Departnent of
Nat ural Resources statute under Title 38 and not AGQ A

Senator Huggins asked for a conparison of the capabilities of
the Departnment of Natural Resources coordinator and the AdA
pi pel i ne coordi nator.

Ms. Davis would bring forth that information
2:30: 37 PM

Senat or Thomas suggested the inclusion of |anguage all ow ng
normal permtting process" under subparagraph (C) for clarity.

any

Ms. Davis agreed. The consequence of specific references was
that | egal activities not explicitly permtted could be
chal I enged in court.

2:31:52 PM
Section 43.90.450. Assignnents (page 25, |ine 24)

Ms. Davis stated that this section was intended to clearly
address how transfers could occur of the |icense, the resources
i nducenents possessed by the resource owners, and the voucher
possessed by the shipper. In all instances, a transfer would be
al l owabl e but subject to conditions.

Ms. Davis continued that it was "fully expected"” through the
course of the project developnent that the |icense would be
transferred, and that transfer would be allowed as long as it
met the conditions of subparagraphs (1) and (2) of subsection

(a).
2: 33: 38 PM
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Ms. Davis pointed out that | anguage had been added in subsection
(a) during previous committee hearings to stipulate that the
transfer of the license would be subject to the sanme hearing and
approval process as the initial license. This would include
publishing notice of the transfer, providing notice to the
| egislature, and allowing for a 30 day public comment peri od.

2:34: 15 PM

Ms. Davis testified regarding the transfer of the royalty
i nducenent as foll ows.

The transfer of a royalty inducenent is of some concern to
the Departnent, because again, this process has to be
adm ni st er ed. W have to track which |eases have
incorporated the royalty changes. W have to track, as far
as the tax inducenents, which tax payer has the benefit of
a tax, a different tax treatnment than would be the normif
the tax laws have changed. And we have to be able to
admnister this cleanly and have it handl ed and processed
through the audit. So what we determ ned nmade the nopst
sense was to allow the transfer of the resource inducenent
only in connection with the transfer by that tax payer or
royalty owner of their entire North Slope portfolio, or in
connection wth the sale of that conpany out right. So
we've limted the transfer of the resource inducenent
because what we can envision is people starting to slice
and dice their <capacity and spreading it out anongst
multiple parties and it would soon beconme an administrative
nightmare to try to track it.

Ms. Davis continued that the transfer of the voucher was
simlarly Iimted. A utility or other buyer that had received a
voucher after acquiring capacity in the pipeline could transfer
that voucher, but only in connection wth the transfer of the
entire pipeline capacity.

2:35:51 PM
Senat or Huggins quoted |anguage on page 26, line 3 that
referenced the transfer of "all or part of a license". He asked

what the "parts" of the |icense included.

Ms. Davis surmised that the parts of a license referred to a
fractional share of the license in the event that the I|icense
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was granted to a multi-party group. |If an association of

multiple entities was granted the license and one of those
entities decided to transfer its interest in the license, that
transfer would be considered a "part" of the license. The

license would not, however, be divided into discreet portions;
only the license in its entirety could be transferred to another

party.
2:37:21 PM

Section 43.90.460. Conflicting laws. (page 26, Iline
18)

Ms. Davis characterized this section as a "boiler plate"
assurance that nothing in the chapter was intended to nodify or
conflict with existing State or federal [|aw.

2:37:38 PM

Section 43. 90. 470. State pi peline enpl oynent
devel opnent. (line 21)

Ms. Davis informed that this section spoke to the conm ssioner
of the Departnent of Labor and Wrkforce Devel opnent's
commtnment to develop a job training programto prepare Al askans
to perform the jobs associated with the construction of a
nat ural gas pipeline.

2:37:57 PM

Article 5. General Provisions.
Section 43.90.900. Definitions. (line 26)

Ms. Davis called attention to paragraph (3) on page 27 line 2,
whi ch reads as foll ows.

(3) "commencenent of commercial operations” neans the
first flow of gas in the project that generates revenue to
t he owners;

Ms. Davis reported that this was an inportant "tim ng benchmark”
in AG A

Ms. Davis also told that "project” as defined in paragraph (14)
on page 28, line 1 would be wused throughout the bill to
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reference a natural gas pipeline project authorized under this
chapter.

Ms. Davis sunmmari zed the definition of "sanction" as set forth
in paragraph (16) on page 28, line 8 which reads as foll ows.

(16) "sanction”™ neans financial conmtnents to go
forward with the project as evidenced by entering into
financial conmtments of at |east $1, 000,000,000 with third
parties;

2:39:10 PM
Section 43.90.990. Short title. (page 28, |line 15)

Ms. Davis acknow edged that this chapter's short title was the
Al aska Gasline I nducenent Act.

Ms. Davis comunicated that Section 2 of the bill would amend AS
36. 30.850(b) by adding a list of contracts that would be exenpt
from the procurenent code. The exenption would include contracts
for the arbitration panel, contracts to devel op the Request for
Applications (RFAs) for the license, and contracts to acquire
the technical and expert assistance needed to evaluate the
contracts.

2:39:49 PM

Ms. Davis spoke to Section 4 of the bill which began on page 28,
line 24 and would anmend AS 40.25.120(a). This section listed the
public records that would not be available for inspection by the
public. Records relating to AGA were specifically listed in
subsection (12) on page 30, line 17 as foll ows:

(12) records that are

(A) proprietary or a trade secret in
accordance with AS 43. 90. 150;

(B) applications that are received under AS
43.90 until notice is published under AS 43.90. 160.

Ms. Davis noted that subparagraph (B) provided that applications
under AG A wuld not be available for review until al
applications had been submtted and a determnation had been
made regardi ng which applications were conpl ete.
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Co-Chair Stedman asked if only conplete applications would be
avai lable for public review or if all submtted applications
woul d be revi ewabl e.

2:41: 20 PM

Ms. Davis was unsure, but would research whether inconplete
applications woul d be made publi c.

Co-Chair Stedman assuned an application would be considered
inconplete if it was mssing a "nmust have".

Ms. Davis affirmed. She directed Menbers to Section 43.90. 160.
on page 11 of the bill, lines 1 through 3. She understood this
| anguage to restrict the public review and conment process to
only those applications deened conplete, but allowed that
different interpretations may be plausible. An anmendnent to the
exi sting | anguage could clarify the intent of the Commttee.

2:42: 26 PM

Co-Chair Stedman declared the Commttee would strive for
"openness and clarity".

Ms. Davis informed that Section 5 of the bill on page 30, I|ine
22 would add a new section in uncodified law. An earlier version

of the AQA bill contained a "hard deadline® for the
comm ssioners to publish the RFAs within 90 days of the passage
of the bill. This section would nodify the absol ute deadline of

the earlier version to instead express that it was the intent of
the legislature that the RFAs be published within 90 days, which
woul d al |l ow for delays due to unforeseen circunstances.

2:43: 23 PM

Ms. Davis stated that Section 6 of the bill on page 30, line 28
was |anguage added by the Senate Judiciary Conmttee. She
classified it as an "aspirational statenent” requesting that the
courts of the State expedite any cases that arose in relation to
this chapter.

Ms. Davis told that the severability clause was outlined in

Section 7 of the bill on page 31, line 5. This provision would
provide that if any portion of AGA was held invalid, the
remai nder of the bill would remain intact and enforceable.
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AT EASE 2:44:27 PM 2:49: 37 PM

KEVIN BANKS, Director, Dyvision of GOl and Gas, Departnent of
Nat ural Resources introduced hinself as the Acting Director of
t he Divi sion.

2:50: 51 PM

M. Banks presented a "catalog" of the tax royalty incentives
avail able to developers and explorers in Alaska utilizing a
handout titled "GOl and Gas Incentives" [copy on file]. The
exploration credits offered to the oil and gas industry to
stinmul ate exploration and devel opment were incorporated in AG A
Those credits would be available to any entity that entered the
mar ket. AQ A contained "upstreani’ benefits, and awarded them in

a manner that further "leveled the playing field". The
exploration and tax incentives he would speak of were avail able
to all parties, and therefore provided no advantage to any

particul ar conmpany or entity.
2:53:13 PM

M. Banks informed that the credits offered thus far were
focused on oil developnment prospects with an expectation that

gas would likely be discovered with oil. Wile physical access
to the pipeline was not currently an issue of concern, access to
facilities may prove to be. He rem nded that the oil "net-back"

value used to evaluate prospects considered as a part of its
calculation a deduction for the cost of transportation, which
was nmuch less for oil than for gas.

M. Banks offered an exanple of the "net-back"” calculation. In
calculating the net-back for oil, approximately $4 to $6 in
marine transportation costs and the Trans Al aska Pipeline System
(TAPS) tariff would be deducted, and would anobunt to
approximately $6 to $7. A tariff deduction of $2 for gas would

be equivalent to a $14 deduction for a barrel of oil. Thus, gas
required nearly twice the amount of energy to transport to
mar ket than does oil. Due to the significance of the

transportation deduction AG A would attenpt to "noderate" the
i npact on explorers by wi dening the incentives relating to gas.

2:55: 35 PM
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M. Banks referred to pages 2 and 3 of the handout. This
consisted of a spreadsheet titled "Incentive Gid" dated 1-24-
07.xls. and provided the follow ng information.

[ Expl oration Incentive Credits (EIC)

Current Incentives: AS 38.05.180(j)

Conventional Leases: up to 50% of drilling costs
Unl eased State Land: up to 50% of seism c costs
Li censed Land: N A

SNG Leases: up to 50% of drilling costs

Federal & Private Land: N A

Current Incentives: AS 41.09.010 -- expires 7-1-2007
Conventional Leases: NA

Unl eased State Land: up to 50% of drilling & seism c costs
Li censed Land: up to 50% of drilling & seismc costs

SNG Leases: N A

Federal & Private Land: up to 25% of drilling & seismc
costs

Expl orati on Tax Credit

Current Incentives: AS 43.55.025 (03. 185)
Conventional Leases: As much as 40% of drilling costs, or
Unl eased State Land: As nuch as 40% of drilling costs, or

Li censed Land: As nuch as 40%of drilling costs, or

SNG Leases: As nmuch as 40% of drilling costs, or

Federal & Private Land: As nmuch as 40% of drilling costs,
or

Current Incentives: Expires 7-1-2007 for NS (05-286)

Conventional Leases: As much as 40% of seismic costs
Unl eased State Land: As much as 40% of seismic costs

Li censed Land: As nmuch as 40% of seismic costs

SNG Leases: As much as 40% of seismc costs

Federal & Private Land: As much as 40% of seism c costs

Current Incentives: Expires 7-1-2010 for non-NS
Conventi onal Leases:

Unl eased State Land:

Li censed Land:

SNG Leases:

Federal & Private Land:
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Current Incentives: AS 43.20.043 -- expires 1-1-2013
(03.61)

Conventional Leases: 10% of capital investnent

Unl eased State Land: 10% of capital investnent

Li censed Land: 10% of capital investnent

SNG Leases: 10% of capital investnent

Federal & Private Land: 10% of capital investnent

Current Incentives: for bel ow 68°1latitude***(see note)
Conventional Leases: 10% of annual cost

Unl eased State Land: 10% of annual cost

Li censed Land: 10% of annual cost

SNG Leases: 10% of annual cost

Federal & Private Land: 10% of annual cost

Royal ty Reducti on

Current Incentives: AS 38.05.180(j) (03. 28)
Conventional Leases: as low as 5% if new production

Unl eased State Land: N A

Li censed Land: (Applies after conversion to Lease)

SNG Leases: as low as 5% if new production

Federal & Private Land: N A

Current Incentives:

Conventional Leases: as low as 3% if producing or shut-in
Unl eased State Land:

Li censed Land: (Applies after conversion to | ease)

SNG Leases: as low as 3% if producing or shut-in

Federal & Private Land:

Current Incentives: AS 38.05.180(f)(6) (03. 185)

Conventional Leases: As low as 5% for oil production from
Cl platforms if production falls below specified
| evel s

Unl eased State Land: N A

Li censed Land: N A

SNG Leases: N A

Federal & Private Land: N A

Di scovery Royalty
Current Incentives: AS 38.05.180(f)(4) for Cook Inlet only

Conventional Leases: 5% royalty for 10 yrs
Unl eased State Land: N A
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Li censed Land: (In limted area after conversion: T18N)
SNG Leases: (Applies to limted area: T18N)
Federal & Private Land: N A

Current Incentives: Pre-1969 | eases only, statew de
Conventional Leases: 5%royalty for 10 yrs

Unl eased State Land: N A

Li censed Land: N A

SNG Leases: N A

Federal & Private Land: N A

Current Incentives: AS 38.05.180(f)(5) for the followng
fields only: Falls Creek, Nicolai Creek, Starichkof,
North Fork, Redoubt Shoals, & West Forel and
field nust be in production by 1-1-2004

Conventional Leases: 5% on 1st 25 MM bbls for 10 yrs
5% on 1st 35 BCF for 10 yrs

Unl eased State Land: N A

Li censed Land: N A

SNG Leases: N A

Federal & Private Land: N A

Current Incentives: Economic Limt Factor based Ceiling--
AS 43.55.011(j) (k)

Conventional Leases: Yes

Unl eased State Land: N A

Li censed Land: (Applies after conversion to Lease)

SNG Leases: Yes

Federal & Private Land: Yes

Current Incentives: Contract Gas Price with a Uility vs

Royalty Val ue -- AS 38.05. 180( aa)

Conventional Leases: Value of state's royalty share equals
gas contract price

Unl eased State Land: N A

Li censed Land: (Applies after conversion to Lease)

SNG Leases: Value of state's royalty share equals gas
contract price

Federal & Private Land: Value of state's royalty share
equal s gas contract price

Current Incentives: Value of state's royalty gas used for
ag products -- AS 38.05.180(ee)

Conventi onal Leases: Negoti ated Val ue

Unl eased State Land: N A
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Li censed Land: (Applies after conversion to Lease)
SNG Leases: Negoti ated Val ue
Federal & Private Land: Negotiated Val ue

***|f requesting this credit, not eligible for any other
tax credits or royalty nodifications]

M. Banks testified that he would review the information in the
table while "glossing over" issues relating specifically to Cook
Inlet, but comrented that Cook Inlet gas could contribute to a
maj or gas pipeline sonetine in the future under the right market
condi tions.

M. Banks stated that the Exploration Incentive Credits (EICQC
under AS 38.05.180(i) related to credits incorporated into a
lease at the tine the |lease was sold. This was an incentive
credit the comm ssioner could offer in addition to royalty rates
or work commtnents at the tine a | ease was sold. These credits
could also be offered for geophysical work on State |and, but
were limted to 50 percent of the costs.

M. Banks remarked that AS 41.09.010 provided for a simlar
incentive program designed to conplinent the State's |icensing
program and was also applied to non-state land. This program
allowed the State to pay up to 50 percent of drilling and
seismc costs in the form of royalty or tax credits, as
determ ned by the comm ssi oner.

2:57:48 PM

Senator Huggins noticed an expiration date attached to the
af orenentioned incentive credits. He asked if that was of
concern to the Departnent.

M . Banks responded that no applications had been nmade for those
credits, which he assumed was due to the requirenent in the
statute that information provided to the Departnment of Natura
Resources in the course of the application be made public after
a |lease sale occurred. He opined that the "potential exposure"
acted as a disincentive for the use of the credit.

Senat or Huggi ns concl uded the credit was "dysfunctional™

M. Banks agreed. He went on to note the inportance for the
State to acquire the information, and expressed that sone other
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mechani sm should be designed to facilitate the sharing of
information. He stated: "It is in sharing information in this
busi ness that, actually, sone of the best incentives can occur
for new players.™

2:59: 25 PM

Senator Thomas asked regarding the commencenent date of the AS
38.05.180(i) tax credit.

M. Banks shared that the credit had been available throughout
his enployment with the State.

Senator Thomas asked if the witness would estimate the credit
exi sted prior to the devel opment of the Prudhoe Bay oil fields.

M. Banks told that the statutes effecting the Departnent of
Nat ur al Resources were changed drastically in 1979 and
specul ated that the statute in question was nodified at that
time. He would research that issue.

Senat or Thomas asked the establishnent dates of all the credits.
3:00: 19 PM

M. Banks spoke to the Exploration Tax Credits offered by the
Department of Revenue. He referred to AS 43.55.025 as the "20/20
exploration tax credit", and told that the anpbunt of the credit
depended on the distance between the producer and existing
infrastructure. Exploration taking place between July 1, 2003
and July 1, 2016 would be eligible for credit for drilling or
ot her seismc geophysical work provided that the exploration
occurred outside of units in existence on My 13, 2003. A 20
percent credit could be granted by the comm ssioner of revenue
for exploration nore than three mles away from an established
well. An additional 20 percent credit could be granted if the
drilling occurred nore than 25 mles away from an existing unit
on the North Slope, or ten mles in Cook Inlet.

3:02:47 PM
M. Banks noted that AS 43.20.043 applied to Cook Inlet or other
areas south of the 68° latitude, and represented a capital credit

of up to ten percent of qualified capital expenditures and ten
percent of annual costs. That credit becane available in June
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2003 and could not exceed 50 percent of the tax liability.
"Carry forwards" were allowed wunder this provision, and
transfers were prohibited unless in connection wth the sale of
t he property.

3:03: 51 PM

Senator Elton asked how AS 43.55.025 related to the Petrol eum
Profits Tax ( PPT) | egi sl ation passed by the previous
| egi sl ature.

3:04: 05 PM

M. Banks replied that it was "additive", as conpanies could
benefit fromboth credits.

Senator Elton asked for confirnmation of whether credits could be
"stacked".

3:04: 52 PM

M. Banks pointed out that under AS 43.20.043, a producer could
not take any additional credits.

M. Banks reported that AS 38.05.180(j) related to the royalty
nodi fication offered by the Departnent of Natural Resources for
three types of projects. This change in the royalty rate was
available for new fields that were "sufficiently delineated” to
denonstrate that they had not been previously produced and woul d
not otherw se be economcally feasible; to extend a field s life
at a tine when revenues were less than the operating costs of
mai ntaining the field; and for fields that were currently "shut-
in" but could resune production.

M. Banks admtted this was "one of the l|longest provisions in
our oil and gas statutes”™ and that eligibility for this credit
required clear proof that the project needed royalty relief. A
"sliding scale" royalty would replace the fixed royalty, and
woul d be adjusted by price and other factors, but could not be
less than five percent. The benefit was not assignable to
anot her | essee without perm ssion fromthe conm ssioner. It also
required a public finding that the royalty relief was in the
State's best interest, and that provided for public coment. In
the past 18 nonths the State had reviewed applications and
awarded a royalty nodification to Pioneer for activities
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conducted at the Oooguruk unit, and denied a requested
nodi fication to another conpany at a different |ocation.

3:08:47 PM

Co- Chair Stedman asked M. Banks to "junp" to the second page of
the tabl e where PPT credits were addressed.

M . Banks agr eed.
3:09: 35 PM

M. Banks directed Menbers to the second page of the
spreadsheet, which contained the follow ng information.

Current Incentives: Qualified CapEx Credits (PPT) -- AS
43.55.023(a)
transferrable credit against PPT

Conventional Leases: up to 20% of capital expenditures

Unl eased State Land: N A

Li censed Land: up to 20% of capital expenditures

SNG | eases: up to 20% of capital expenditures

Federal & Private Land: up to 20% of capital expenditures

Current Incentives: Loss Carry-Forward Credits (PPT) -- AS
43.55. 023(b)
transferrable credit against PPT

Conventional Leases: up to 20% of capital expenditures

Unl eased State Land: N A

Li censed Land: up to 20% of capital expenditures

SNG | eases: up to 20% of capital expenditures

Federal & Private Land: up to 20% of capital expenditures

Current I ncenti ves: Transition | nvest nent Expendi ture
Credits (PPT) -- AS 43.55.023(i)
non-transferrabl e credit agai nst PPT
Expires at the end of 2013
Convent i onal Leases: up to 20% of 2001-2006 capita
expendi tures
Unl eased State Land: N A
Li censed Land: up to 20% of 2001-2006 capital expenditures
SNG | eases: up to 20% of 2001-2006 capital expenditures
Federal & Private Land: up to 20% of 2001-2006 capital
expendi tures
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Current Incentives: Frontier Basin Production Credit -- AS
43.55. 023(a)
non-transferrable credit agai nst PPT
(for production south of 68 latitude and outside Cook
I nl et basin)
Expires at the end of 2016

Conventional Leases: up to $6MV

Unl eased State Land: N A

Li censed Land: (Applies after conversion to Lease)

SNG | eases: up to $6MWM

Federal & Private Land: up to $6MV

Current | ncenti ves: Smal | Pr oducer Credit -- AS
43.55.023(c)
non-transferrabl e credit agai nst PPT
($12 MM for production <50,000 BOE/ day, declining on a
sliding scale to $0 for production >100, 000 BOE/ day)

Conventional Leases: up to $12MV

Unl eased State Land: N A

Li censed Land: (Applies after conversion to Lease)

SNG | eases: up to $12MV

Federal & Private Land: up to $12MV

I ncentives as Part of a Program Exploration Licensing AS
38. 05. 132

Conventional Leases: NA

Unl eased State Land: N A

Li censed Land: Up to 500,000 acres per |icense
One-tinme $1/acre license fee
No bonus bid
No annual rental
Sole right to O & G | eases

SNG Leases: N A

Federal & Private Land: N A

Incentives as Part of a Program Nonconventional Gas
| ncentive-- AS 38.05.180(n)(2) (04.531)

Conventi onal Leases: reduced rental
6.25% royalty if no conpetition with 12.5% | easee

Unl eased State Land: N A

Li censed Land: (Applies after conversion to Lease)

SNG Leases: N A

Federal & Private Land:
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M. Banks infornmed that the PPT offered capital expenditure
credits of up to 20 percent, and "carry forward" credits of up
to 20 percent, both of which were transferable. Transitional
| nvest nent Expenditures, or TIE, credits were also applicable
for up to 20 percent of qualified capital expenses for the years
of 2001-2006, but were not transferable. The Frontier Basin
Credits were not applicable to the Cook Inlet or North Slope
ar eas, but provi ded an addi ti onal deducti on in sone
circunstances. He remarked that the sum of these available
credits was "sizeabl e".

3:11: 29 PM

M. Banks set forth that the "small producer credits" were
avai l abl e under AS 43.55.023(c) for fields that produced |ess
than 100,000 barrels of oil per day. The credit ranged from $6
mllion to $12 mllion and dimnished as the anount of
production increased. The credit was applied to the conpany

producing the oil, not specifically to a project.

3:12:52 PM

M. Banks referred to the final type of incentives as
"programmatic credits". These «credits included exploration

licensing and the Nonconventional Gas Incentive wunder AS
38.05.180(n)(2). The exploration licensing credit was beneficial
to explorers in that it allowed |eases wthout the "bonus
bi ddi ng" t hat occurred in traditional practices. The
Nonconventional Gas Incentive was available for |eases in areas
that did not conpete wth existing producing |eases, and
provided for a reduced royalty rate of 6.25 percent rather than
the standard 12.5 percent.

3:14: 25 PM

M. Banks shared that he had been asked to speak to CQuter
Continental Shelf (OCS) and National Petroleum Reserve-Al aska
(NPR-A) incentives that nay be available to producers operating
in those areas. On April 18, 2007 the U S. Mnerals Mnagenent
Service (MM5) held a sale of lease tracks in the Beaufort Sea
The sale resulted in the collection of $42 million in bonus bids
and the sale of 92 |ease tracks. The area was divided into two
regions: one that was close to infrastructure, zone A, and one
that was not, zone B. The zone A | eases that were near the shore
and existing facilities were offered at a 12.5 percent royalty
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and approximately a $5 per acre mninum bid, as well as a
royalty suspension program Under that program the first volune
of gas produced would be royalty free, depending on the size and
| ocation of the | ease.

3:16: 15 PM

M. Banks continued by providing an exanple of a zone A |ease
totaling less than 2,000 acres, in which the first 10 mllion
barrels of oil would be free of royalty. A |lease of equal size
in zone B, farther from existing infrastructure, would enjoy
royalty-free production on the first 15 mllion barrels of oil.
He noted that tracts larger than approximately 3,800 acres also
received increased royalty suspension benefits.

M. Banks qualified that the royalty relief applied only to oil
production, and if the price exceeded $41.50 per Dbarrel
standard royalty rates applied with any production counted
agai nst the royalty suspension volune. The |ease agreenent also
included a "floor"™ for the price of oil, wth all royalties
deferred if the price per barrel of oil fell below $21.
Production in that instance would not be cal culated towards the
suspensi on vol umne.

3:18: 14 PM

M. Banks characterized the | ease agreenents offered by the MW
as "aggressive", but pointed out that the reward was earned by
the | easehol der after production had occurred. He stated that
the State's incentives differ in that they assuned sone of the
exploration risk, and could result in no net gain if oil or gas
was not identified. The NPR-A incentive credits were not as
"aggressive" as the OCS program The State PPT credits would
apply and the federal Bureau of Land Mnagenent (BLM offered
slightly | ower royalty rates for leases in the nore
"prospective" areas, as well as sonewhat |ower mninmm bids on
t hose | ands.

3:20: 18 PM

Senator O son asked if significant differences existed in the
exploration incentive credits offered for onshore and offshore
| eases. As a representative of the area with offshore potential,
he informed that his constituents had expressed "hostility"
towards the prospect of offshore drilling.
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3:21:26 PM

M . Banks responded that all the incentives offered by the State
applied equally to onshore |eases and offshore |eases wthin
three mles of the coast. Leases farther than three mles
of fshore were under federal jurisdiction

3:22: 06 PM

Senator Elton voiced interest in the "stack” provisions, and how
the PPT credits could be enployed in conjunction with other
incentive credits.

3:22:32 PM

M. Banks referred to the Oooguruk project as an exanple in
which royalty relief was awarded to the |lessee by the State,
resulting in the "transformation” of the area, with construction
and drilling currently underway. The PPT provisions applied to
that | essee interacted with the royalty nodifications in two
ways. First, the State's royalty was reduced from 12.5 percent
to five percent, which had the effect of increasing the revenues
for the resource owner. That revenue would be included in the
calculation of the production tax owed to the State. The credits
offered by the Department of Natural Resources for up to 50
percent of capital expenditures related to drilling costs would
reduce capital expenditures that would qualify for PPT, thus
reducing costs that would be available for tax deductions. He
summari zed that no "doubl e dipping" occurred, as the Departnent
of Natural Resources' incentives operated in accord with the PPT
tax credits.

3:25:11 PM

Co-Chair Stedman asked that the conm ssioner of the Departnent
of Revenue speak to fiscal inplications.

3:25:38 PM
Senat or Huggi ns deduced that "sone of the tools at the disposa

of the Departnent are nmuch nore robust than PPT," and asked if
M. Banks would agree with that statenent.
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M. Banks replied that the Departnent of Natural Resources had
only the ability to reduce royalties from approximately 12
percent to five percent. He observed that fluctuations in the
price of oil had a greater influence on the value of a project.
The 50 percent exploration credits applied only to the first
well drilled in exploration, and only to the geophysical
efforts. He opined that the 20 percent capital expense credits
under PPT had "a lot nore horsepower” than the incentives
of fered by the Departnent of Natural Resources.

Senator Huggins clarified that he was referring to the 40
percent exploration tax credit.

M. Banks informed that the Departnent of Natural Resources did
not automatically offer that credit.

3:28: 00 PM

Co-Chair Stedman asked that Conm ssioner Pat Galvin provide
information to the Conmttee regarding the relationship between
the PPT credits and a gas treatnent plant (GIP)

PAT GALVIN, Comm ssioner, Departnent of Revenue, responded that
no such credit was associated with the PPT.

Co-Chair Stednman corrected that he was referring to "AGA" as
the gasline, and asked how the credit could and could not be
appl i ed.

3:28: 54 PM

M. Glvin set forth that under PPT, capital expense deductions
were allowed for a "lease hold expense”, which was defined as
any expense upstream of the point of production. The point of
production was where the product changed custody at the first
metering station. It was the Departnent's expectation that gas
woul d pass through the first netering station before entering
the GIP. Thus, the GIP would be downstream from the point of
production and not eligible for the capital expense deduction
under PPT.

3:30: 08 PM

M. Glvin explained that PPT would allow upstream expenses
related to an exploration well to be deducted from a conpany's
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profits at a value of 22.5 percent. An additional capital credit
of 20 percent would be available, and for next seven years that
exploration well could be used to "pull in" expenditures that
preceded the enactnment of the PPT legislation, resulting in an
further 10 percent reduction.

3:30:49 PM

M. Glvin estimated the total deductions in the aforenentioned
scenario would range from 42.5 percent to 52.5 percent,
depending on the tine the exploration occurred. In conparison to
the exploration tax credit available through the Departnment of
Nat ural Resources, the PPT structure was preferable to the
producer. Seism c operations would likely not be included in PPT
deductions, thus the 40 percent credit under the Departnent of
Nat ural Resources incentives would be preferable.

3:31:51 PM

M . Banks spoke of the Qooguruk project as an exanple of the use
of the credits under consideration. The project was exan ned
with the existing lease royalties, excluding the PPT credits,
and then conpared the calculation to the enploynment of royalty
relief. The result was that at a nean price of $33 per barrel,
the use of the PPT provisions increased the producer's net
present value (NPV) by approximately $21 mllion, and added 1.3
percent to the rates of return. He summarized the findings as
indicative that royalty nodifications inproved the economc
situation of the producer. Wen PPT was conpared to the prior
tax structure referred to as the Economc Limt Factor, or ELF,
without the inclusion of royalty relief provi si ons, t he
producer's NPV increased $89 mllion at a price of $33 per
barrel, with an additional rate of return of approximately 6.5
percent .

3:33:51 PM
Co-Chair Stedman st at ed:

More on point to what we're dealing with with AQGA is PPT
relationship to the GIP plant, the gasline, feeder I|ines,
how all that interexchange, and then also offshore gas
com ng onshore and the inpact on rolled-in rates and vol une
and is it going to squeeze out and inpact exploration on
land wth the huge volunes offshore and sone |imted
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capacity of the size of whatever line is gonna be built
More in that direction than heading down into the whole PPT
conpari sons.

#
ADJ OURNIVENT

Co-Chair Bert Stedman adjourned the neeting at 3:37:21 PM
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