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ACTI ON NARRATI VE

3:35:42 PM

CO CHAIR THOVAS WAGONER called the Senate Resources Standing
Commttee neeting to order at 3:35 p.m Present at the call to
order were Senators French, McQuire, Wagoner and Paskvan.

SB  91- SPORT FI SHI NG GUI DI NG SERVI CES

3:36:18 PM
CO- CHAI R WAGONER announced SB 91 to be up for consideration.
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M KE PAW.OWSKI, staff to Senator MGQuire, sponsor of SB 91,
recapped that this measure is this just a pure one-year
extension of the existing program

CO- CHAI R WAGONER found no public testinony and closed it.

CO CHAIR PASKVAN nmoved to report SB 91 from conmittee wth
i ndi vi dual recomrendations and attached fiscal note(s). There
were no objections and it was so ordered.

3:37:35 PM
At ease from 3:37 to 3:39 PM

3:39: 23 PM
SB 85-TAX CREDIT FOR NEW O L & GAS DEVELCOPNVENT

CO CHAIR WAGONER announced SB 85 to be up for consideration
mai nly for questions of the administration. Fromthe AOGCC Cat hy
Foerster and John Norman, from Departnment of Natural Resources
(DNR) Kevin Banks, and from the Departnent of Revenue (DOR)
Jerry Burnett were present.

3:40: 14 PM

He said he had distributed nine issues that he and his chief of
staff came up with while talking to various nenbers of the
adm nistration staff - AOGCC, DNR and DOR But, before they go
there, he asked if there were any other questions.

SENATOR FRENCH asked what it costs to get a field ready for
producti on.

CO CHAI R WAGONER r emar ked that was question nunber 7.

3:41: 20 PM

KEVIN BANKS, Director, Dyvision of GOl and Gas, Departnent of
Natural Resources (DNR), said he didn't have those Kkinds of
figures before himat the nonment. Sonme information may have been
published along with the devel opnment of the Nakiachuk project

and the Oooguruk project, which are tw fairly recent
devel opnents and he renmenbered those nunbers to be in excess of
$1 billion. He said his information will be based on what has

been published in the trade papers and the Anchorage press.
SENATOR FRENCH said that would be very hel pful .

CO CHAIR WAGONER said he asked a couple of people today about
prices of just drilling a well on the North Slope and found a
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range from $12 mllion to $300 mllion depending on the well and
its location.

CO CHAI R PASKVAN asked what the administration mght think is
the correct paraneters for a sunset and then what the interplay
of this credit would be with the other credits. He also asked
about the ring fence issue.

MR. BANKS responded to his first question, how long it takes
sonme projects to get off the ground and said sonme start up
within four years, but the average since Alpine started in the
early 90's is around seven years.

3:44:15 PM
SENATOR W ELECHOWBKI joined the commttee.

CO CHAI R WAGONER said the problemwith Cook Inlet is that it has
no production tax now, so SB 85 wouldn't be applicable there
although it would apply in the rest of the state.

SENATOR W ELECHOWSKI asked if sonmeone did develop in Cook Inlet
could they wite that off of their production taxes on the North
Sl ope.

SENATOR FRENCH said he thought that any conpany operating in
Al aska woul d be able to do that.

MR. BANKS agreed that it was also his inpression that if a
conpany was doing sone work in the NPRA and accruing these
credits over the tinme it took to go from exploration to
production, credits could apply to taxes paid anywhere else.
However, at least the bill does limt how | ong that may be done.

CO CHAI R WAGONER said AOGCC was on line earlier and they talked
about them being the agency to certify the production instead of
DNR.

3:47:43 PM

KATHY FORESTER, Conmi ssioner, Alaska Ol and Gas Conservation
Comm ssion (AOGCC), answered that would be consistent with what
t he agency al ready does and that wouldn't require a fiscal
not e.

CO-CHAIR WAGONER stated that AOGCC certifies statewide, while
DNR does it only on state | ands.

M5. FORESTER said that is a good point.
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CO CHAIR WAGONER asked her to speak a little bit about their
earlier discussion on the "pool" as it applies to shale
producti on.

M5. FORESTER explained that these shales tend to be just
regional trends that cover large areas. Wiile the drainage area
for one well may not inpact other wells, they have the expertise
to be able it say if there is continuity and contiguity, then it
really is one reservoir. Then the onus would be on the operator
to scientifically prove it is a new di scovery.

3:49:49 PM

SENATOR W ELECHOWBKI said the commttee just had a presentation
by G eat Bear on Saturday where they tal ked about the Shugalik
Formation that appeared to run the whole length of the North
Sl ope west to east. Wuld that be considered one pool ?

M5. FORESTER replied that the operator would have to provide
clear proof of an area being a separate pool like a big fault
and seismc data showing a break in contiguity. In the absence
of that proof the agency would say it is one pool.

SENATOR W ELECHOWSKI said they also hear that the Shugalik
Formation flows into Prudhoe. He asked if the Kuparuk and Al pine
are flowwng fromthe sane reservoir.

M5. FORESTER replied that Kuparuk, Al pine and Prudhoe are al
separate pools, but they are all fed by the deeper shales. So,
as the shale goes east to west it would be the source that feeds
all of those pools.

SENATOR PASKVAN said he understands that three |layers of shale
in Alaska are considered the shale source rocks. Wuld each one
of those layers in the east/west "Fairway" be considered one
pool ?

M5. FORESTER answered no. |If they are not continuous and
contiguous with one another, if they are at different vertical
dept hs they woul dn't be consi dered one pool.

CO- CHAIR PASKVAN said he understands that those three source

rocks are on top of one another and asked if an individual poo
can run for 300-500 m|es.

M5. FORESTER answered yes.
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SENATOR W ELECHOWNSKI said they heard testinony that G eat Bear

could drill down and hit the HRZ, the Shublik and the Kingak
pools. So, the way this bill is witten would they get separate
tax credits or would they possibly get additional tax credits
for one drill that went through three different pools?

M5. FORESTER replied that she didn't know the answer. They are
three separate pools. If one well drilled through all three of
them that would be the discovery well for all three. Wether
Great Bear chose to develop the three simnultaneous or separately
woul d be their call. They could develop them separately but they
woul d have one discovery well and each pool would have its
trigger start when that pool produces.

3:54:27 PM

SENATOR PASKVAN asked if the first producer accesses a
particular pool - the three layers of source rock as she defines
it - could other potential developers be able to claim the

credit if Geat Bear were to penetrate all three pools.

M5. FORESTER replied if +the first operator penetrates and
di scovers all three, then they get the credit for the discovery.

The next trigger is when they conplete the first well, and if
they conplete a well in all three, then that starts the clock on
all three. But what she said earlier still holds - those are

three separate pools, but if another operator cones in 50 mles
away and provides data that says their discovery and devel opnment
IS not in comunication with theirs, then they could get it. It
woul d have to be a geological barrier that wouldn't allow them
to comuni cate

MR. BANKS added if the goal of this legislation is to provide
credits for nultiple penetrations in either one of those shale
hori zons, then obviously they wll need sonme work. Everything
Ms. Forester said is correct. If the idea is to provide for a
set of developnent credits for the first discovery of a wel
that is capable of producing in paying quantities, if there were
no faulting or discontinuities in the shale layer that had been
penetrated by that discovery well, it would nmean that no nore
credits would be offered to the other players that may be
drilling into the shal e prospect.

CO CHAIR WAGONER said that is what he was starting to think and
he had gotten past where he wanted to go, because his idea was
to generate activity to fill up the TAPS pipeline. He didn't
want to be concerned over the pool issue because this is
entirely different than a pool of oil caused by a trap. They
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must | ook nore at the |anguage he concluded. He asked him to
tal k about wunitization.

3:58: 13 PM

MR. BANKS responded that typically they want to see a unit
formed by DNR (the AOGCC can do it, too) to assure that the
resources are devel oped and conserved in that devel opment. They
also want to make sure correlative rights are protected where
there may be different ownership of adjoining |eases. The idea
behind wunitization is conservation, correlative rights, and
DNR's interest in the economc developnment of the resource
wi thout duplicative facilities on the surface. |If you can
i mgi ne a conventional pool of oil or gas, the idea is to make
sure that all of the lease tracts that may overlay parts of that
pool that contribute to production get their fair share of the
cost and the revenues fromits devel opnent.

Ol and gas shale nmay be nore conplicated because the wells
produce from a fairly limted distance from the well bore and
don't necessarily drain the oil or gas from another |ease/well
nearby. So, the issue surrounding unitization with shale would
be a little bit nore conplicated and they are considering
whether or not wunitization is even necessary for a shale play
since each |ease can be developed from a set of wells wthout
concern that they may drain the adjoining |eases.

CO- CHAIR WAGONER said it really depends nore on the acres per
wel |l than unitization. In other words they are talking dropping

down to a surface size of about 80 acres and if you're drilling
into an 80-acre spot - the departnent showed a perspective of
what woul d happen - it was kind of a checkerboard. Wuld that

not be the case?

MR. BANKS responded that was nost of the story. In places |ike
North Dakota the average well spacing was sonething under 160
acres. But it's also how close to the |ease boundary the wells
are drilled and that's under the purview of the AOGCC

CO CHAI R PASKVAN asked if essentially the | ease boundaries would
be sufficient in and of thenselves to define access it the noney
fromthat well for a shale play - because it's not draining from
across the | ease boundary.

MR. BANKS responded that is where he is headed with this, and

while his understanding of other jurisdictions |ike North Dakota
and Texas is limted, he didn't think unitization is common with
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shal e plays because there isn't a concern about drainage from
one | ease to anot her.

4:02: 57 PM

M5. FORESTER said the only tine unitization mght be warranted
in this kind of developnent is if there are economes that could
encourage greater wultinate recovery to be gained - in other
wor ds stopping conpetition between checkerboard small | eases.

COCHAIR WAGONER directed t he di scussi on to commerci a
producti on.

MR. BANKS said he was | ooking at "conmercial production” on page
2, line 24, and thought about using an expression |ike "capable
of production in paying quantities" in terns of "expenditures
that are incurred after the conpletion of the first well drilled
that discovers a pool capable of commercial production.” The
department has definitions in its regulations for purposes of
defining what the expression neans that they could use for
production in paying quantities. He also wanted to see
"sustained production® on line 25 as a requirenent before
commencenent of production in "paying quantities". Again, he
said the DNR uses regulatory |anguage for "unitization" and
"sustai ned production” that the conmttee m ght want to | ook at.

SENATOR FRENCH asked him to walk the conmittee through the
timeline or typical stages of developnent that will help him
better understand what they are potentially putting the state on
the hook for - before getting to paying quantities. The seismc
and exploration work has been done, an area has been |ocated
where they think it's worth noney to drill - all of those costs
are excluded by this because they haven't drilled a well yet.

4:06: 21 PM

MR. BANKS replied they are basically talking about a period of
time that could be as little as 4 years to as long as 11 or 12
years, which is what is seen in conventional plays in the |ast
15 years or so. Any seismic and other work that m ght have been
done prior to the drilling of the exploration well would not be
entitled to a credit in this bill. In fact, the exploration well
itself would not be entitled to these credits. They actually
begin when expenditures are being made to go through the next
stages and he defined those as basically two: delineation where
further wells are drilled to get a better understanding of the
extent of the prospect that has been di scovered. The exploration
well tells you that oil is there; now you need to know just how
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well this area can be defined and how nmuch eventual production
can be produced fromit.

And, after delineation, a conpany would be making conmtnents to
begi n devel opnent. This stage includes the construction of many
of the surface facilities and roads, pipelines/flow lines and
processing facilities. Finally it gets to the point where
production begins and the commencenent of "sustained" or
"production in paying quantities" would occur when all of the
kit is in place and ready to go. The period between this
delineation and developnent stage can be anywhere from 4-7
years. Folks at Great Bear think they can get their shale plays
into production nmust faster, but that depends on their ability
to access the wells 365/days a year in order to nove the oi
into a pipeline.

4:09: 30 PM
SENATOR FRENCH asked where Alaska is in this process - where
they know there is a pool capable of comercial production
because a well has been drilled there, but they haven't begun
the surface developnment. |Is there a "perfect poster child" for
this bill?

MR. BANKS replied that he could think of situations where
exploration wells have been drilled and the first question - is
oil there - has been answered. Now the delineation process is
beginning. He just recently unitized the Dewline Unit and the
Beechey Point Unit north of Prudhoe Bay. A couple of wunits in
NPRA have had exploration wells drilled, but the delineation
still needs to occur. The bill as it is now | ooks for prospects
that haven't been explored and exploration drilling hasn't
occurred. He didn't know if they have a lot of candidates in
line for that.

M5. FORESTER added an exanple of sonmething that is already
di scovered that operators are playing with but have never nmade
commercial and that would be the Ugnu. That throws in another
guestion: do you want to incentivize that sort of production as
wel | ?

CO CHAI R WAGONER said that is sonmething to think about.

CO CHAI R PASKVAN asked where Sag River would fit in with the
expl oration delineation devel opnent tineline.

MS. FORESTER said she wasn't familiar with the details of that
proj ect .
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MR. BANKS replied that Sag River is a tight sand formation that
has been under production at Mlne Point. He didn't know to what
extent this type of play exists in a |ot of other places.

4:12: 39 PM

CO CHAIR WAGONER asked Ms. Forester about the possibility of
overproducing a field to get the high credits to offset gold
pl ati ng devel opment costs. The result would be to deplete the
fields.

M5. FORESTER asked if he was talking about an operator
di scovering the pool and then conpleting the first well but not
establ i shing production until he had put in all the wells.

COCHAIR WAGONER replied no. He is talking about a conpany
getting high credits for its tax liability with overproduction
which would deplete the wells. Wuld a cap help them get away
fromthe risk of gold plating?

M5. FORESTER said if he meant they couldn't recover any nore
than their liability and that would prevent them from gam ng the
system her answer is that she never underestimtes an
operator's ability to get "cagey."

CO CHAI R WAGONER said they are just trying to be careful

SENATOR W ELECHOWBKI said one concern he had was that production
curves typically spike up and then slope downward, and since
t hey have conpanies that will go out and spend maybe hundreds of
mllions of dollars developing the well, he asked if she
foresees a situation where a conpany tries to take out nore oi
and having that potentially damage the field or cause waste down
the |ine.

M5. FORESTER answered that existing statutes and regulations
require operators to come to the AOGCC for pool rules before
t hey begin production and they have to denonstrate how they plan
to drill the field, plunb up the wells and produce them
Prevention of waste is one of the primary things AOGCC does. So,
if an operator cane in with a plan that in sone way |ooks like
it would be causing waste, they would deny it.

CO CHAIR PASKVAN said he didn't wunderstand how gold plating
devel opnent costs fit in.
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CO CHAI R WAGONER gave an exanple of when a conmpany would spend
noney that they don't necessarily have to spend to achieve the
goal - like using a bigger nachine than necessary just to get
nore noney back on the credit side.

SENATOR FRENCH said he had a flip-side question to Senator
W el echowski's one about accel erated production: what incentives
m ght be in the bill to delay commencenent of production because
a conpany would be getting a credit for every nickel of
devel opnment costs they incur.

4:16: 54 PM
SENATOR STEVENS j oi ned the comm ttee.

M5. FORESTER responded that is something an operator would do if
the credit wasn't capped at their tax liability for any given
year as well as capping the nunber of years in which the credit
can be used, which a sunset woul d acconpli sh.

MR. BANKS added that section (c) on page 3, line 2, creates a
tensi on because it says a conpany is not entitled to cash in its
credits until production begins. The other factor is that any
delay in receiving the cash for credits will play against the
net present value of that del ay.

4:19:58 PM
CO CHAI R WAGONER enphasized that the credit is limted by how
much a conpany's production is per year.

CO CHAI R PASKVAN asked again where these credits fit in with al
the other credits the state offers.

MR. BANKS responded that a conpany mght be entitled to sone of
the AS 43.55.025 credits for the exploration well during this
devel opnent state - post discovery - and is not entitled to any
other kind of credit, the capital credits for exanple. And then
post production the tax is calculated on the basis of just the
normal deductions and then as the chairman has pointed out on
page 3, line 23, of SB 85 this credit that is limted by the
production attributable to this particular property. So, the
t axpayer has to nake sone kind of judgnent about whether or not
this bill is nore valuable because they are getting 100 percent
of their devel opnent costs paid for but they have to wait for
the cash and they also have a cap on how nuch they can get
versus just the normal 20 percent capital credits allowed under
AS 43.55. 023.
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4:23: 07 PM

SENATOR W ELECHOWEKI said he had two concerns with the credit
i ssue: potentially delaying well conpletion and gold plating.
For instance, maybe Jeeps are the standard on the North Sl ope
but then they start using Hunvees which are twice the price. He
wasn't sure they had fully addressed either concern.

MR. BANKS said he would have to think about the gold plating
i ssue and conmmented that whenever the state is paying a part of
the cost it represents sone concern and the larger the credit
the bigger the problem Here, even though the state is wlling
to cover 100 percent of the costs during the devel opnment stage,
whet her or not a conpany could get enough production to generate
a tax liability against which the credit will apply remains a
guestion. So, taking a chance that you will sonehow be able to
artificially inflate your credits against potential production
in the first five years of the field seens to be an offsetting
incentive. If you don't think you are going to get all of your
credits back you mght not be willing to artificially punp up
t he cost.

4:25:24 PM

M5. FORESTER added that the risk of gold plating is low on
Senator W el echowski's exanpl e because the operator still has to
get a return on his investnent. If he buys a Hunvee he still has

to get a return on that Hunvee. If he could make nore noney
buying a Jeep he's not going to try "to screw the state” with a
little tax credit. But she thought the gold plating could becone
an issue if the operator says he only has the potential to have
20,000 barrels/day of production for 10 vyears on what he
currently has |eased, but he thought he could expand in the
future and wants to put in a huge facility right now (to be
ready to handle all of that extra production). And she wasn't
sure they don't want to encourage an operator to hope he can get
80, 000 barrel s/day instead of 20, 000.

4:27:14 PM

SENATOR MCGUIRE said on the unitization issue she has heard that
the downside of ACES has really fallen on the satellites in the
unit, and that areas in Kuparuk and Prudhoe Bay would be
devel oped but for the tax system She wondered if they want to
tal k about that at some point because this new credit applies
only to areas that haven't been within a unit.

CO CHAIR WAGONER said the bill currently excludes them and he

want ed soneone to "work that portion of it" and volunteered her
to do it. Several plays in currently unitized areas are not
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commercially feasible to produce because of the tax structure or
a couple of other itens, and they hadn't cone up wth any
recommendati ons yet.

CO CHAIR PASKVAN asked if one system would be preferable to
anot her system for either an unconventional or a conventional
oi | play.

M5. FORESTER stated that he should ask the operators for their
advice on that because they are nuch nore famliar with their
econom c situations that she is.

MR. BANKS offered that it cones down to the two issues they have
al ready tal ked about: how nuch of the 100 percent credit wll be
realized in the first five years of production given that sort
of caps the size of the cash flow one would get fromthe state
and also the fact that you have to wait between the tine of
maki ng those expenditures and the start of production. Having

said that, if you have a prospect that will require significant
challenges in terns of what the devel opment mght look like - it
m ght be something like an offshore prospect or sonmething on

federal land that may be fraught with permtting issues - that
nmeans you're going to be waiting a long tinme before you are able
to realize any kind of benefits fromthe credits. Shale oil has
high initial rates of production, but then very quickly drops
down to a nore steady rate - Bakken 1,000 barrels/day initially
but within two years or so it dropped down to a couple hundred
barrels a day. Depending on how many wells fit under sone Kkind
of project like this it may be defined as a property that
qualifies for this kind of tax, but an operator may find that
the amount of tax liability he is accruing in the first five
years of production mght not be enough to make up for the
initial investnment, and the 100 percent credit is |ess valuable
for that reason

CO CHAI R WAGONER stated that this credit isn't neant to pay 100
percent of their costs, but it's supposed to incentivize and
hel p a conpany get financing to do a project.

SENATOR W ELECHOWBKI said they should be very careful in terms
of expansion. He said he had pulled up an old presentation from
the Departnment of Revenue that showed the state currently picks
up 76 percent of the costs of an exploration well. If they are
now going to pick up 100 percent of the devel opnment costs, at
what point do they say let's just pick up the other 24 percent
and end up socializing the entire risk and privatizing all the
profits.
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He asked M. Banks how to define "sustained production” in the
context of Point Thonmson that is supposed to start producing
10,000 barrels of condensate per day; would that be considered
sust ai ned production?

MR. BANKS answered that he had suggested earlier using |anguage
from +the departnent's unitization regulations that say
"sustained unit production” means, "continuing production of oil
or gas from a reservoir in the unit area into a pipeline or
other neans of transportation to nmarket, but does not include
testing, evaluation or pilot production.” So, depending on how
they view the 10,000 barrel/day project in the Exxon Point
Thonmson case, that may al nost be regarded as pilot production,
but that determ nation hasn't been nmade yet.

4:36:41 PM

SENATOR W ELECHOWSKI said they hear testinobny on wells that are
mar gi nal and he wanted to get as nuch data as possi bl e about why
that is so. So he asked the DOR to provide as nuch data as they
could on why are the fields marginal. What |ever can the state
pull to get them in production? Roads? Royalty relief? A tax
break? He didn't feel they had the data that is needed to nake a
| ot of these decisions.

4:37:34 PM

Finding no further comrents, Co-Chair Wagoner thanked everyone
for comng and adjourned the neeting at 4:37 p.m
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