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02/ 24/ 11 (H Moved Qut of Conmittee

02/ 24/ 11 (H M NUTE( FSH)

02/ 25/ 11 (H) FSH RPT 4DP 2NR

02/ 25/ 11 (H DP: M LLER, KAWASAKI , AUSTERMAN,
THOMPSON

02/ 25/ 11 (H) NR: PRU TT, JOHNSON

04/ 01/ 11 (H RES AT 1: 00 PM BARNES 124

04/ 01/ 11 (H Moved CSHB 144(RES) Qut of Conmittee

04/ 01/ 11 (H) M NUTE( RES)

04/ 04/ 11 (H RES RPT CS(RES) 8DP

04/ 04/ 11 (H DP: GARDNER, MUNQZ, P.WLSON, HERRON,
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02/ 17/ 12 (S Schedul ed But Not Heard
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BILL: HB 185
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03/18/ 11 (H RES AT 1: 00 PM BARNES 124

03/18/ 11 (H Heard & Held

03/ 18/ 11 (H M NUTE( RES)

03/ 28/ 11 (H RES AT 1: 00 PM BARNES 124

03/ 28/ 11 (H Moved CSHB 185(RES) Qut of Conmmittee

03/ 28/ 11 (H M NUTE( RES)

03/ 29/ 11 (H) RES RPT CS(RES) 7DP 1NR

03/ 29/ 11 (H) DP: FOSTER, MJNOZ, P.WLSON, HERRON,
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03/ 29/ 11 (H) NR: GARDNER
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04/ 01/ 11 (H TRANSM TTED TO (S)

04/ 01/ 11 (H VERSI ON: CSHB 185( RES)

04/ 04/ 11 (S READ THE FI RST Tl ME - REFERRALS
04/ 04/ 11 (S) RES

04/ 13/ 11 (S) RES AT 3: 30 PM BUTROVI CH 205
04/ 13/ 11 (S) Heard & Held

04/ 13/ 11 (S) M NUTE( RES)

02/ 17/ 12 (S) RES AT 3: 30 PM BUTROVI CH 205
02/ 17/ 12 (S Schedul ed But Not Heard

02/ 21/ 12 (S) RES AT 3: 30 PM BUTROVI CH 205

W TNESS REG STER

DAN SULLI VAN, Comm ssi oner

Depart ment of Natural Resources (DNR)

Juneau, AK

PCSI TI ON STATEMENT: Provi ded departnent background on royalty
i ssues and pl ans of devel opnent.

Bl LL BARRON, Director

Division of Gl and Gas

Departnment of Natural Resources (DNR)

Juneau, AK

POSI TI ON STATEMENT: Testified on royalty nodification issues in
Al aska.

KEVI N BANKS, Petrol eum Market Anal yst

Division of Gl and Gas

Depart ment of Natural Resources (DNR)

Juneau, AK

PCSI TI ON STATEMENT: Expl ained royalty as an econom ¢ mechani sm
in Alaska and answered questions about its applications.

JOANNA BALES, Deputy Director

Tax Divi sion

Department of Revenue (DOR)

Anchor age, AK

POSI TI ON  STATEMENT: Answered questions about application of
state's mning tax relative to SB 176.

ASHLEY BROWN, Attorney
G vil Division
Depart ment of Law (DQL)

Anchor age, AK
POSI TI ON STATEMENT: Had no further comments on SB 176.

REPRESENTATI VE LES GARA
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Al aska State Legislature
Juneau, AK
POSI TI ON STATEMENT: Sponsor of HB 144.

ED FOGELS, Deputy Conmi ssioner

Departnent of Natural Resources (DNR)

Anchor age, AK

POSI TI ON STATEMENT: Commented on access issues relative to HB
144.

REPRESENTATI VE TAMM E W LSON

Al aska State Legislature

Juneau, AK

POSI TI ON STATEMENT: Sponsor of HB 185.

KEVI N WARD, regional counsel

U S. Arny, Northern Regional Environnmental Ofice
Denver, CO

PCOSI TI ON STATEMENT: Supported HB 185.

SETH BOSANG, Assistant Attorney Ceneral

Cvil Division

Envi ronnental Section

Depart ment of Law (DQL)

Representing the Al aska Departnent of Environnmental Conservation
(DEQ)

Anchor age, AK

PCSI TI ON STATEMENT: Agreed that HB 185 is intended to nake state
and federal |aw consistent.

KARLA HART, representing herself
Juneau, AK
PCSI TI ON STATEMENT: Opposed HB 185.

ACTI ON NARRATI VE

3:35:26 PM

COCHAIR JCE PASKVAN called the Senate Resources Standing
Commttee neeting to order at 3:35 p.m Present at the call to
order were Senators Wel echowski, MGQuire, French, Stedman, Co-
Chai r Wagoner and Co- Chair Paskvan.

SB 192-O L AND GAS PRODUCTI ON TAX RATES
PRESENTATI ON BY DEPARTMENT OF NATURAL RESQURCES: ANALYSI S OF
ROYALTY MODI FI CATI ON ( FOCUS ON ECONOM C ANALYSI S)

3:36: 30 PM

SENATE RES COW TTEE - 5- February 21, 2012



CO CHAI R PASKVAN announced the consideration of SB 192. He asked
DNR Conmi ssioner Sullivan to provide introductory comrents to
the presentation of the economc anal ysis  of royalty
nodi fi cati on.

3:37: 00 PM

DAN SULLI VAN, Comm ssioner, Departnent of Natural Resources
(DNR), said he had asked permission to provide an overview of
things he is doing in some of the areas this commttee was
interested in. He said an overview is inportant because it wll
put into context some of the nore detailed issues that M.
Barron and his team will soon be testifying on about royalty
i ssues and plans of developnent. He conplinmented his team for
their work today and enphasized that the goal of DNR is to be
responsive, respectful and infornmative wth regard to the
| egislature as it grapples with sone of the nost critical issues
facing the state.

3:38:43 PM

COWM SSI ONER SULLI VAN said this commttee shares an inportant
strategic goal with the DNR and the Parnell adm nistration: to
increase the nunbers of conpanies and investors in Alaska in
terms of hydrocarbon exploration, developnment and production in
both Cook Inlet and the North Slope. Al kinds of conpanies are
needed to do that from the super majors, the |egacy producers,

to the small and ninble conpanies focusing on all kinds of
resource devel opnent plays whether it's new |arge fields, |egacy
fields, smaller conventional pools of oil or unconventional
pl ays such as shale, heavy or viscous oil. He said the USGS

woul d have estimates of North SlIope unconventional hydrocarbons
com ng out soon.

G ven the inportance of the issue, the conm ssioner said over
the last year that DNR has taken unprecedented actions to
"relentlessly get out and tell the Alaska story to all types of
conpani es"” in the U S. and overseas. They have been focusing on
f our t hi ngs: Al aska's anmmzing resource base, i nvest ment
incentives, tax reform and |ease terns. The departnent had
follow up neetings with its technical |ead by M. Barron.

3:41:52 PM

Wiile the departnment is out meking the case for Alaska, they
gain intelligence on what these conpanies think about Al aska.
Literally all of them see Alaska's resource base as a world
class structure on the North Slope. Sone of the nore negative
feedback was about the cost of doing business in Al aska from
drilling wells, rempteness, infrastructure, short exploration
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season to high tax rates. He acknow edged all the new players on
the North Slope and in Cook Inlet and he vowed to continue
focusing on telling the story.

COWM SSI ONER  SULLI VAN said once they get here he wanted to
advance responsi ble devel opnent policies that help spur action
and M. Barron had done a good job of that over the past year.
In general, that neans using a business-like in dialogues to
establish commtnents and benchmarks for developnment and then
working hard to hold l|lessees to these conmitnents and having
consequences when they are not net. He said the state is aligned
with these conpanies in a lot of areas - for exanple the CD5
i ssues, sonme of the federal OCS issues and EIS issues at Point
Thonson.

O her tines they are not aligned and that is when they try to
guard the state's interest and work constructively. For exanpl e,
the commi ssioner said he revised the lease terns with regards to
the very significant North Slope |ease sale. Some have been as
short as 5 years, which is kind of tough given the short
expl oration seasons and t he di fferent chal | enges W th
exploration on the North Slope, and as long as 10 years. He al so
raised the rent rate from $10 (for the first 7 years) to $250 an
acre for years 8, 9 and 10 if adequate work hadn't been
performed to encourage exploration and production, particularly
on the North Slope, or give up the lease. He also accelerated
work commtnents in last spring's |lease sale in Cook Inlet where
he knew hydrocarbons were present.

3:45:30 PM
SENATOR STEVENS j oi ned the comm ttee.

3:46: 27 PM

COWMM SSI ONER SULLI VAN said the second area he had worked on was
unit applications and that |ast year several applications cane
in to unitize large areas of North Slope acreage, and with M.
Barron's help, they dramatically decreased the size of what
woul d be accepted in ternms of unitized acreage and required firm
and aggressive work commtnents. The acreage they didn't accept
to unitize just went back out for |ease. Several tens of
t housands of acres were denied unit status in the Decenber |ease
sale and were put back out to |lease. One unit application was
denied outright, because the previous work conmmtnents weren't
met and all of that acreage went back out to | ease.

3:48: 23 PM
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COWM SSI ONER SULLI VAN said they have been trying to cooperate
with the federal governnent to accel erated responsible resource
devel opnent by testifying in front of Congress and by neeting
with senior federal officials in Washington, D.C., on a whole
variety of issues. For instance DNR played a very critical role
in developing a white paper that was sent to the federal
adm nistration resulting in a CD5 reversal. He said all of this
relates to the broader strategic goal of his five-part 1 mllion
barrels a day within 10 years strategy.

3:50: 10 PM

BILL BARRON, Director, Dyvision of GOl and Gas, Departnent of
Nat ural Resources (DNR), testified on several aspects of royalty
nodi fication. Basically, he said, royalty is the sovereign's

share regardless of the activity of the developer; it is a
driver of the Permanent Fund and of the General Fund. In the
| ast several years, royalty has gained the state $2-3 billion a
year.

CO CHAIR PASKVAN said in this context, royalty is the
representation of Alaska' s ownership interest in the resource.

MR. BARRON said that was absolutely correct.

CO CHAI R PASKVAN said the term "royalty" mght be used in other
jurisdictions and then it may be applicable to a private
ownership as conpared to state ownership in Al aska. Now they
were |looking at the potential for a conmpany to receive royalty
nodi fi cati on based upon an econom ¢ anal ysi s.

3:52:27 PM

MR. BARRON replied that was correct. He said the unnodified
royalty rates throughout the state are 12-16 2/3 percent. The
el evated royalty (16 2/3 percent) are primarily in the North
Sl ope and portions of the Beaufort, because those areas are very
wel I known hydrocarbon produci ng areas.

He explained that the royalty nodification statute is |ong-
standing but a very much unused opportunity in the state. It was
anended in 1995 and basically gave the DNR the opportunity to
| ook at three classifications of areas: the cost of devel opnent,
the volunme of the oil or gas in the field and the price of the
product, itself. New fields and pools were added, the reason
being that the conmi ssioner at the tinme identified a |ot of new
di scoveries and new devel opnents that were smaller. It was again
anended in 2003 and designed to allow nore public interest and
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participation in the process. Part of that was to push Liberty
i n Badam .

MR. BARRON said in 1995, product price was $15-18/barrel; today
it's $124/barrel. In 2003, the first wuptick in product price
happened at $25-30/barrel. What was going on in the industry at
those two tinmes? In 1995 MIne Point was shut-in, because the
oil price low There had only been one new unit on the North
Sl ope and that was North Star. Overall world-w de production was
declining primarily due to low oil prices. In 2003, TAPS dropped
below 1 mllion barrels a day for the first time and there
seened to be a bit of a surge on North Slope unit approvals,
probably tied to lease terns that were comng due. Ol prices
were beginning to clinb, but there hadn't been any use of
royalty nodification by the industry.

3:56: 05 PM

MR. BARRON said conpani es have three opportunities to bring in
applications for royalty nodification and the division believes
that it should be the last thing touched in any negotiations
with conpanies in ternms of revenue to the state.

3:56:39 PM

The first <category that a conmpany can apply for royalty
nodi fication in is if it is a field or a pool that has no
previ ous production; it has to be reasonably well delineated
(DNR's jurisdiction), and it has to be a field that in the
conpany's opinion would not otherwi se be economc if it did not
receive royalty nodification. If it is granted through this
process, the royalty can't be reduced bel ow 5 percent.

CO CHAI R PASKVAN commented that means that the conm ssioner as
part of this process can reduce the royalty by nore than 50
percent .

MR. BARRON replied that was correct.

3:57:51 PM

SENATOR FRENCH asked if a conpany says a field is not
econonically feasible, how the division nmakes its decision.

MR. BARRON asked him to hold that question wuntil after the
presentation wal ked through that very point, because is the real
heart of what he was going to tal k about.

SENATOR FRENCH r esponded that he woul d wait.
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MR. BARRON continued that the second opportunity for royalty
nodi fication is when a field is just about at the end of its
life. Again, it is the whole prem se of uneconomc, and then it
can't go bel ow 3 percent.

3:59:18 PM
He said the last opportunity to request royalty relief is when
the field is shut-in and a conpany wants to reestablish
pr oducti on.

CO CHAI R PASKVAN asked what the liability for production tax is
if one is making an application for royalty nodification.

MR. BARRONS replied that as part of the application process, the
department runs the economcs on whatever tax fiscal systemis
in place at the tinme. Royalty nodification is not designed to be
applicable at a project level (pool), but rather to an entire
field. He said the DNR can hire a consultant, if they deened it
appropriate (at the cost of the applicant) to nake sure the
departnment's work is transparent and for verification. He said
the relief nechanism is wusually an adjustnment based on price
change of the oil and gas; it can be based on other relevant
factors including the production rate, the ultimte recovery,
devel opment and operating costs.

4:02:20 PM

So edging in toward Senator French's question about just the
application review process; the departnent doesn't solicit these
applications. The conpanies conme forward asking for royalty
nodi fication. Part of the stipulation is that it is incunbent
upon them to submt a significant anount of technical and
financial data to prove to the departnment that the field is
uneconomc. Al of this information is held in confidence; that
is a very inportant part of this statute.

MR. BARRON said that the departnent does not blindly accept this
information; it goes through an incredibly rigorous process of
"stochastic nodeling” and |ooking at things |ike net present
val ues, rates of return, break even analysis, operating costs of
the area and if capital costs are reasonable. They come up with
their own assessnent of whether or not a prudent investor would
carry the project forward. Sunk costs (costs in the past) are
typically excluded, because the departnment evaluates the
f orwar d- | ooki ng set of econom cs.

4:05: 07 PM

SENATE RES COW TTEE -10- February 21, 2012



CO CHAI R PASKVAN asked him to define "forward-I|ooking" conpany
nmore fully.

MR. BARRON answered that "forward-Iooking”™ nmeans that you are
| ooki ng forward and not including anything in the past. A lot of
times conpanies do two sets of economcs; one is point-forward
econonmcs to see if their investnments from today forward make
sense, and at the sane tinme they will run "full field" or "ful
hi story" economcs for internal purposes (that includes all the
sunk costs). The reason sunk costs are excluded in this
assessnment i s because they are |ooking at costs that inpact net
present value. Once the departnent is done with its nodeling,
M. Barron said, they issue a prelimnary finding as a public
notice and then there is a 30-day public coment period. They
eval uate the public comments and respond to them and then issue
a final finding.

4:06: 38 PM

MR. BARRON next tal ked about the decision paraneters in terns of
economcs. He said they primarily use the "expected nonetary
value (EMV)," a stochastic (statistical) term used when
different distributions of different variables are wused to
deternm ne the expected value of a project. For a sinple exanple,
if you have a decision tree with two branches; one is at 90
percent probability and one is at 10 percent (both adding to 100
percent). The 90 percent probability has a value of $10; the 10
percent may have a value of $100. Your expected nonetary val ue
is .9 times $10 and .1 tines $100, added together.

4:07:42 PM
CO CHAI R PASKVAN said he was describing a Monte Carlo analysis
that | ooks at nmultiple factors to arrive at EW.

MR. BARRON said yes. The key paranmeters they |look at are:
product price, potential reserves and production rates, the
capital costs and the operating costs. The key is that all of
t hese have uncertainty.

CO CHAIR PASKVAN referred to the N kaitchug royalty case from
Cctober 30, 2006, that said "granting royalty nodification
shoul d influence the behavior of the applicant.” Wat does that
mean when performng their econom c anal ysis?

MR. BARRON replied in that docunment, the behavior they are
trying to influence is the decision of the conpany to either
proceed with the devel opnent of the field or not. If they grant
royalty nodification and the conpany noves forward with the
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field, that is the change of decision. O herwise the field would
not be devel oped.

4:09: 34 PM

SENATOR W ELECHOWEKI asked when a conpany takes out a lease in
the State of Alaska, at what point in tine are they obligated to
develop it or can they just sit on it forever.

MR. BARRON replied when a conpany takes out a |ease, they have
been granted the exclusive right to hold that acreage for the
term of the lease. There is no requirement for them to do
anything during the primary lease term they can sit on it. At
the end of the life of that term the state takes the property
back and it can be put back into a lease sale. As the
commi ssioner nentioned, that is one thing they were very
cognizant of in the current |ease sale and nodified the |ease
terms to increase the opportunity of devel opnment by increasing
the cost after year 7 to $250 an acre instead of $10. There is a
choice: you can hold the land but it will cost you a significant
anmount .

SENATOR W ELECHOWSKI asked if it is the best policy for the
state to lease land that is wildly economic and |et conpanies
sit on that |and for seven or eight years and not develop it.

4:11: 58 PM

MR. BARRON replied that in a primary |lease termthe land nay or
may not be known to be productive. The heart of the |ease sale
is to offer state land to conpanies to do adequate exploration
and to then take that exploration and know edge and, if it is
sonething that can be developed, to nove into the devel opnent
phase.

SENATOR W ELECHOWSKI asked if he knew of other jurisdictions
that try to encourage exploration by different neans through
their | ease terns.

MR. BARRON replied that many jurisdictions, internationally and
donestically, have many different ways of trying to encourage
conpani es to do adequate exploration and devel oprent.

SENATOR W ELECHOWBKI asked if they have no obligation to do a
single thing to develop or do a single seismc test under
current Al aska | aw.

MR. BARRON answered that was correct under the primary |ease
term
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CO CHAI R PASKVAN asked himto define "primary | ease term™

4:14: 00 PM

MR. BARRON said the primary |l ease termin the case of the North
Slope is for 10 years. If a conpany is deened the highest bidder
in a lease sale, they are granted the right for a 10-year
timeframe. During that tineframe, the state's objective is to
have them do as nmuch exploration work as possible to establish
the productive potential of the land. Once they have deened it
to be comercial hydrocarbons, they ask the division for
unitization, which is when they establish work conmtnents and
financing criteria during their first primary phase of
unitization. That's typically a five-year tinmeframe. This 1is
where the departnent has nade nodifications in its negotiations
with conpanies this year to drive that discussion forward. In
the first year or two, they have an obligation to the state and
if they aren't perfornmed (i.e. drill a well), you will |ose the
bond and the acreage. Once that field is in production, that
production holds the | ease.

SENATOR W ELECHOWSKI asked if Kuparuk is producing 150,000
barrels a day and the producer said they were going to |ower
production to 1,000 barrels a day until they get tax breaks, was
he saying the state couldn't take action.

MR. BARRON replied he thought that would be correct; that |and
is held by production. Conpanies have an opportunity to discuss
on an annual basis their plans of developnment (tonorrow s
presentation), but in theory and practice once a |ease has
production on it, it is held by that production.

4:16: 29 PM

SENATOR STEDVAN asked if he knew of any cases when industry
turned down the volune for reasons that weren't mechanically or
constraint driven on a productive | ease.

MR. BARRON answered not that he was aware of.

SENATOR W ELECHOWSKI asked what kind of internal rate of return
he would expect for a project to be deenmed economc for a
pr oducer.

MR. BARRON replied that DNR s keeps its econom c assessnents
very internal in royalty nodification cases. That 1is done,
because they don't want to encourage the industry to work its
nunbers in a way that wuld slant them toward royalty

SENATE RES COW TTEE -13- February 21, 2012



nodi fication. He said the departnment |ooks at each project
differently so that the paraneters they use for one are
different than the paranmeters for another, because their
reserves are different, the product profiles are different, the
escal ation curves may be different and all of their operating
conditions could be different. Each one has its own hurdle rate.
They are trying to find at what point in tinme, if they were to
give royalty nodification, what it wuld be to change the
behavior of that conpany to go from a nonproducing asset to a
produci ng asset.

CO CHAI R PASKVAN asked if a duty to produce is part of that
prudent producer obligation.

4:20: 07 PM

MR. BARRON said that was an interesting question and he was
trying to understand the difference between the two concepts. He
didn't think any sovereign had the right to force a conpany to
produce uneconom c assets. So, while conpany nmay be prudent and
may have a duty to produce, the question would be at what point
in time any sovereign has the right to force a conpany to
produce an uneconom c asset.

CO CHAI R PASKVAN said he assumed that when he does the Mnte
Carlo simulation on granting royalty relief, he would | ook at
net present value and internal rate of return. If he cones to
the determination that a prudent investor would develop this
field based wupon the departnent's nodeling, doesn't that
determ nation also create a duty to produce?

4.22:00 PM

VR. BARRON responded that thinking through the royalty
nodi fi cation context, when the division does its assessnent and
deens that a prudent investor or operator would nove forward
with the devel opnent wi t hout royalty nodification, t he
application is denied. The first threshold of an assessnent is
that it's not on production. At that junction, they then have a
choice to nake: if they choose not to develop the field after a
period of time, that land is relinquished and returned to the
state.

In the case of the other two aspects of royalty nodification, if
the field is already on line and it is essentially either al nost
dead or is dead, that is the state's opportunity to increase
production by nodifying the royalty. It's not reasonable to
think a conmpany is purposely wthholding production. It's not in
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their best interest or that of their shareholders’ and it's
agai nst the concept of capitalismand entrepreneurship.

SENATOR W ELECHOWBKI asked if OPEC had ever withheld production.

MR. BARRON replied that is market manipulation and market

control; and whether anyone in the state is wthholding
production is not the crux of this commttee's question. OPEC is
a cartel; it is not an individual conpany that is based on

capitalism they are trying to control an entire market and not
produce economcally the reserves of the field that they are
oper at or on.

4:24: 47 PM
CO CHAI R PASKVAN said a decade ago the division director said in
a document dated January 3, 2002 that this state had an

ol i gopol y.

MR. BARRON responded by urging them to think back a little bit
about what that neant. In terns of operations on the North
Slope, clearly there are three primary players; there are two
new players and there is an opportunity to have at |east one
nore this year two nore after that. At the tine that docunent
was presented, there were issues on access, cost structure and
avail abl e resources for new entries into the market to break in.
The context was a little bit different and the thrust of that
di al ogue probably had nothing to do with royalty nodification.
It had to do with if there was a need for additional conpetition
on the North Slope, and the DNR and the DOG have nmde great
strides in the last several years to increase the conpetitive
nature on the Sl ope.

CO CHAI R PASKVAN said he had tal ked about his in-house economc
nmodel s for performng the analysis for royalty nodification and
he assumed that he believed it's reasonably accurate and
effective.

MR. BARRON agreed yes.

CO CHAI R PASKVAN asked if the DOG used that nodel to assess the
honogeni zed oil industry in Al aska, for exanple taking FY13 and
using the paraneters the departnent knows about the oil industry
to determne net present value, internal rates of returns and
those types of Monte Carl o anal yses.

4:28:11 PM
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MR. BARRON replied no, not to his knowl edge. That would be a
huge undertaki ng and be exceptionally conplicated for one field,
to say nothing of how nuch nore conplicated it would be to do it
for the whole state of Alaska. The next slide showed nunerica
distributions of various variables; the first one was product
price and was basically a normal distribution of production
rates and production, operating costs and capital costs, which
in this presentation are denonstrated as triangular, and they
all have high end and low end truncations. Each one of those

could be looked at a little bit differently. In sone areas
operating costs can be used as a uniform distribution (the sane
t hroughout tinme). A Mnte Carlo run wuses all of these
distributions; and including a production decline is very
conplicated if you want to take it to a well level or a field
level. "Doing it on a statewide basis would be an incredible
task. "

4:36: 08 PM

SENATOR W ELECHOWSKI said they have heard talk that if they pass
an oil tax reduction there will be an investnent of $5 billion
over five years and it wll generate 90,000 barrels of oil a

day. Sonme of them in the building also ran sone nunbers and
concluded that the state would pick up 60 percent of the costs,

so it would actually be an investnent of $2 billion by the oil
i ndustry. That would generate a net present value of over $3
billion and an internal rate of return of about 92 percent.

"Does that sound |like an econom c project to you under ACES?"
MR. BARRON answer ed yes.

SENATOR W ELECHOWSKI asked if he thought that project should go
forward under ACES and the terns of the | eases.

MR. BARRON responded that part of the answer is the discussion
of what it is being conpared to relative to the conpany and its
desire to advance its comerciality. The DOG doesn't necessarily
look at that. In terns of royalty nodification, if a project
came to them and had a 92 percent rate of return in its
application, he guessed it would probably be rejected.

SENATOR W ELECHOWBKI asked if sonething was wong wth the
system assuming the nunbers are correct, that there are fields
out there that can generate a net present value under ACES of $3
billion at a rate of 92 percent ROR and they are not being
devel oped.
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MR. BARRON replied that he would wel come the opportunity to | ook
at the facts and figures he was discussing. He didn't know of
any field that is not currently producing with those econom cs.

4:33: 08 PM

SENATOR FRENCH asked what sorts of inprovenents he sees in
taking royalty from 12 percent down 5 percent (if that's a
typi cal case).

MR. BARRON answered that involves a field-by-field assessnent of
how big the resource plays in it and the longevity of that
field. The current product price and what it's going to do may
actually have a greater swing than the royalty nodification
itself. Wiat you think the escalations or de-escalations on
operating costs and capital costs are, what the conpany's plans
are over the next 10, 20 or 30 years in terns of what they think
is required for capitalization. These are the kinds of in-depth
di scussions the departnment has with these conpanies in terns of
overall long-termfield devel opnent.

SENATOR FRENCH said many of their questions cone back to the
current ACES debate and the fact that the state has suddenly

gone from one exploration well last year to a nmuch nore robust
exploration season this year and maybe next, and now they are
hearing questions about whether they will develop. It seens |ike

this is exactly what royalty nodification is for and he was
trying to a get a feel for how big a lever royalty nodification
iS.

MR. BARRON asked M. Banks to field that question.

4:35:37 PM

KEVI N BANKS, Petroleum Market Analyst, Division of G| and Gas,
Department of Natural Resources (DNR), explained that D rector
Barron's caveats about responding to the question were
i nportant, because every project is so different. Looking at
Pioneer's application in the Oooguruk Unit, their royalty relief
(12.5 to 5 percent) noved the IRR dial only a couple of
percentage points at relatively higher prices (for the tine). At
a $60 price, the IRR change was about 1.5 percent; at |ower
prices it was a little bit nmore. The royalty relief mechani sm
because a fairly small slice of the pie is being changed, has a
sonmewhat noderated effect on the econom cs.

4:37:10 PM
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SENATOR W ELECHOWNSKI asked if he was aware of any projects,
fields or devel opnents under current |ease that are uneconomc
under the current tax structure.

MR. BARRON answered that the Pioneer project nmay fall wthin
that category, because it has been granted royalty nodification

The Eni or any project even though it has royalty nodification
probably is not in that category because it takes effect at a
$40- $43 basenent. Sone fields in Cook Inlet possibly, but they
are under a conpletely different royalty and tax code and
probably shouldn't be part of the dialogue at this juncture. He
didn't know of any uneconomic fields that were uneconom ¢ under
the current tax structure, because no one has cone forward to
apply for royalty nodifications.

SENATOR W ELECHOWSKI asked if the admnistration had done any
analysis of fields to see whether they are economc or
unecononm ¢ under the current tax structure.

MR. BARRON replied that he was not aware of any activity like
t hat bei ng done or not being done.

4:39: 09 PM

MR. BARRON reviewed a short |[|ist of royalty nodification
applications that had cone in:

-BP at MIne Point in 1995 - that was deni ed.

-Unocal for 10 platfornms in Cook Inlet 1997 - did not pursue
but it wouldn't have fallen into any of the buckets, because 10
pl atforns was beyond the scope of any specific field or pool.
-Phillips' application for Tyonek Deep in Cook Inlet in 1999,

but it was wthdrawn voluntarily. It mght have qualified,
because the Deep wunit had never been produced from that
facility.

-Pioneer for Oooguruk in 2005 - it was granted and royalty was

reduced to 5 percent until their NPSL | ease has payout.
CO CHAI R PASKVAN asked himto define NPSL payout.

MR. BARRON answered that neans "net profit share |ease,"” the
| ease term for payout. There's one |ease within the QOooguruk
field that is an NPSL | ease and when that |ease has payout, the
reduction goes away; the state has audit rights on Pioneer's
books to nake sure the payout has taken place.

-Kerr-McCGee cane forward in 2006 with the N kaitchug and Kaki vi k
Units and the application was denied. After looking at it very
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seriously, the departnment felt it could have noved forward
wi thout royalty relief.

-Chevron canme forward with Ivan R ver and Stunp Lake in the
Kenai area in 2007 and it was w t hdrawn.

-Eni came forward with the N kaitchug Unit again in 2007 - this
was approved based on a different assessnent and anal ysis that
had the nost to do with the trigger point of product price and
volune. If the field falls below 4,000 barrels a day within the
first 120 nonths, they get their royalty nodification. If the
product price drops bel ow $42. 64, they get royalty nodification
He said Eni's production to date is around 7,000 barrels a day
and they do not enjoy royalty nodification, because neither one
of the two triggers have been satisfi ed.

4:43: 54 PM

He said two nodifications have been granted since 1995 and only
one is being used. The division is very careful to not grant
reduction to a field forever; at sone point the state has to
recapture its sovereign share.

CO CHAI R PASKVAN asked if he assuned that all other operations
are currently economcally profitable.

MR. BARRON replied that one could make that assunption and that
conclusion, but it's inportant to understand that the three
categories of applications fall wthin very discreet bounds;
that a field has never been on production and the other two are
at the very end of field life or when a field has been shut in.
Wiile they could assune that all fields are currently
econom cally viable, none of them are at the end of the life of
the field and don't qualify to nmake an application for
reducti on.

SENATOR W ELECHOWSBKI asked if he saw any benefit to changing the
law to allow for royalty relief in the case of a heavy oil
proj ect, for exanpl e, within Prudhoe Bay that 1is very
profitable.

MR. BARRON replied that they would have to be incredibly
cautious about structuring sonething like that. Heavy oil m ght
be a good exanple of royalty nodification by a participating
area (PA). It wuld be very difficult to structure the |anguage
if someone were to put gas injection in the crest of a
structure. The question would be how to assess what production
to apply royalty relief to; that production would also have to
be audited for accuracy in a greater field.
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CO CHAI R PASKVAN said one of the Nikaitchuq applications had an
analysis that indicated at $60 a barrel that the operator would
experience "very large profits.” Is that accurate?

MR. BARRON deferred to M. Banks.

4:48:19 PM

MR. BANKS said that was in reference to the Kerr-MGCee project
that was eventually denied. He recalled that that project was
quite a bit different than the one proposed by Eni sonmewhat
|ater. A couple of factors forned the conclusions for the Kerr-
McGee application. One had to do with the taxpayer situation at
the time. Kerr-MCee was owned by Anadarko and had existing
production going on; so their PPT tax situation was different
than Eni's sinply because there was an existing tax upon which
credits and deductions could be taken (that weren't available to
Eni in the same way). The other inportant factor for the Kerr-
McGee project was the prices at the time were relatively |ow
($40-3%$50) and the costs they had predicted in the go-forward
econom cs were substantially less than what Eni pr oposed
somewhat later. So at just a slight increase in price the
project would be profitable and the downside risk for the
project was rather small as well. The two conclusions were
conbined in evaluating this project.

[ SB 192 was held in conmittee.]

4:51: 11 PM
At ease from4:51:11 to 4:51:43 p. m

SB 176- EXEMPTI ONS FROM M NI NG TAX

4:51:43 PM

CO- CHAIR WAGONER called the Senate Resources Conmittee neeting
back to order and announced SB 176 to be up for consideration.
It had been heard on February 17 when there was sone discussion
about whether the tax would still apply to possible future
mning of rare earth elements by renoving "narketable earth”
fromthe definition of "mning." He asked Ms. Bales if she could
respond to that concern.

4:52:39 PM

JOANNA BALES, Deputy Director, Tax Division, Departnment of
Revenue (DOR), said she did confer with the Departnent of Law
(DOL) about Senator Wel echowski's question and apol ogi zed that
the confusion was nore hers, but they agreed that rare earth
el enents are taxable under the current definition of "mning" as
a "valuable netal ore or a mneral." Their interpretation of
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"marketable earth,” historically, has been that it is things
such as top soil and peat. She said whenever they have confusion
with interpretations, they also go to the dictionary definitions
and in this case the definition of "earth" is "soil." So they
felt confident that excluding "marketable earth" does not
exclude the rare earth el enents.

4:54: 05 PM
ASHLEY BROWN, Attorney, Civil D vision, Departnment of Law (DCL),
said he didn't have any nore comments [on SB 176].

CO CHAIR PASKVAN noved to report SB 176 [CSSB 176( ), 27-
LS1201\B] from conmttee wth individual recomendations and
attached fiscal note. He disclosed that he has an interest in a
gravel operation in Interior Al aska.

CO CHAIR WAGONER wi t hdrew his objection to adopting the CS, and
finding no further objections, announced that CSSB 176(RES)
noved fromthe Senate Resources Standing Commttee.

4:55: 05 PM
At ease from4:55 to 4:57 p.m

HB 144- REPORT ON FI SHI NG STREAM ACCESS

4:57:27 PM
CO CHAIR WAGONER announced HB 144 to be up for consideration
[ CSHB 144(RES), 27-LS0220\1, was before the commttee].

CO- CHAI R PASKVAN noved to bring HB 144 before this commttee for
pur poses of di scussion.

CO CHAI R WAGONER obj ected for discussion purposes.

4:58: 25 PM

REPRESENTATI VE LES GARA, sponsor of HB 144, testified that
people have lost their public access to fishing streans
t hroughout the country. For instance, people can no |onger
access 180 mles of the Mssouri R ver and in Womng and
Mont ana, ranchers and novie stars are fanous for being able to
close off fishing streans’ access to people. Al askans are | ucky,
but we're slowy losing fishing stream access, especially along
the road system where roughly half of the Salcha River in
Fairbanks is thus endangered, along with over one mle of
Montana Creek and WIllow Creek in the Valley and over one mle
of the Anchor River on the Kenai Peninsul a.
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REPRESENTATI VE GARA said when the state owns the land there is
access in the smaller rivers where one can wade up to the high
water mark, but other big rivers are nostly in wlderness status
(nobody has wanted to develop them) and privately owned by
Native corporations and other private property owners. And one
day they wll be developed, which is fine. That is the private
property owners' right. But HB 144 asks the Departnent of
Nat ural Resources (DNR) and the Alaska Departnent of Fish and
Gane (ADF&G to say what they have done to nmaintain and protect
public access in the prior year and what their plans are for the
next year. The goal is to remnd them that they have a duty to
pronote and maintain public access, and if we are going to start
to lose it, it's nmuch cheaper for the state to try and negotiate
a voluntary easenent purchase before the land is devel oped
rather than after. That is the problemin Mssouri, Womng and
Mont ana. Once the | and has been devel oped, you can only buy tiny
parcel s back. In Alaska, before the |andowners decide they are
going to do sonething with the land, it would be snmart for the
state to at |east approach the |andowner, and the |egislature
could appropriate whatever funds it thought appropriate, about
the public access. If they say yes, easenents are wanted to the
river and along it and in places where the rivers are too deep
to wade. He said this is a sinple bill and it mintains the
state's heritage of sport and other sorts of fishing and hel ps
i n subsistence fishing, too.

5:02: 06 PM

Wth time being too short for a lot of testinony, he |isted
letters of support from the Alaska Fly Fishers, the Qutdoor
Council, the Kenai River Sportfishing Association, and a nunber
of other individuals.

SENATOR STEDVAN said this request is for an annual report and
that seened like a lot of work and asked if it could done every
four or five years.

REPRESENTATI VE GARA replied that the departnent already knows
where public access is being lost and the report won't change
much from year to year unless new access has been successfully
accurul ated. It takes a long time to negotiate a piece of
easenment and having an annual requirenent will force them to
think it through every year.

5:04:18 PM

ED FOCELS, Deputy Commi ssioner, Departnent of Natural Resources
(DNR), said the conservation of public access is a very
inportant part of DNR s obligation and they take it very
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seriously. Wenever they sell land, they nake sure to conserve
access to public waters, whether they are streanms or |akes; also
when they convey |land out of state ownership, to nunicipalities,
for instance, they retain easenents for public access to public
water bodies. This bill wouldn't significantly affect their
wor kfl ow or workload and it would give the |egislature an
accounting of what they had acconplished over the year and what
t hey hope to acconplish for the follow ng year.

CO CHAI R WAGONER cl osed the public hearing.

CO CHAI R PASKVAN noved to bring CSHB 144(RES), version |, before
the comittee. There were no objections; Co-Chair Wgoner
removed his objection.

SENATOR W ELECHOWSKI noved to report CSHB 144(RES) from
commttee with individual recomendations and attached fiscal
note(s). There were no objections and it was so ordered.

5:07:23 PM
At ease 5:07 to 5:10 p.m

HB 185- EXEMPT DI SCHARGES FROM USE OF MUNI TI ONS

5:10:49 PM
CO CHAI R WAGONER announced HB 185 to be up for consideration.

CO CHAIR PASKVAN nmoved to bring CSHB 185(RES), 27-LS0506\ X,
before this committee for purposes of discussion.

CO CHAIR WAGONER objected for discussion purposes. He invited
t he sponsor to present the bill.

5:11:43 PM

REPRESENTATI VE TAMM E W LSON, sponsor of HB 185, explained that
in 2008 the state sought Environnental Protection Agency (EPA)
approval of its Clean Water Act program Title 46 now excl udes
the firing or other use of nunitions in training activities
conducted on active ranges including: active ranges operated by
the U S. Departnent of Defense or a mlitary agency unless it
results in a discharge into waters of the United States.

She said that HB 185 was vetted by the EPA, the Departnment of
Environnmental Conservation (DEC), the Departnent of Defense
(DOD), and the state Departnent of Mlitary & Veterans Affairs
(DWA). It clarifies section (e)(7) such that it cannot be
msinterpreted to restrict mlitary exercises on ranges other
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than i nstances where the federal Cean Water Act would apply. It
reduces the chance of litigation in trying to interpret waters
within the U S

5:12:55 PM

KEVIN WARD, counsel, U S. Arny, Northern Regional Environnmental
Ofice, Denver, said he was representing the Departnent of
Def ense Regional Environnental Coordinator and the mlitary
services in Alaska, and that they all supported HB 185. The
committee had a couple of questions at the last hearing and he
reiterated his answer that HB 185 adds clarity to current Al aska
Clean Water Act statute so that application of it to mlitary
ranges will be determned in accordance with the federal d ean
Water Act. Secondly, he said this bill has absolutely no effect
on Alaska's prinmacy of the Clean Water Act program which it
received from the EPA. This anendnent has been coordinated with
the EPA and it has no objection to it.

CO CHAI R PASKVAN said he was trying to figure out why they were
going through this process and asked what differences there are
between the federal and state standards for discharge into
wat er ways.

MR. WARD replied that this bill changes |anguage in the existing

Al aska statute that reads: "Unless it results in a discharge
into waters of the United States.” to: "Unless otherw se
regul ated by the federal Water Pollution Control Act."” This wll
not result in any different standards, effluent limtations or

water quality criteria between the mlitary and any other nenber
of the regulated community. The real purpose for this change is
at the phrase "waters of the United States,” which is a term
t hat has been nuch debated and di sputed not only in Congress but
within EPA, the Corps of Engineers and the courts. The courts
deci sions, despite their many efforts, have not resulted in
great clarity as to what the neaning of that phrase is and its
meaning may change over tinme. So rather than have the
application of the state Cean Water Act be determned by a
phrase that is anbiguous and nay be further be interpreted in
different ways by the courts, he sinply felt that they would
have nore clarity and confidence in what situations need to
conply with the state act if it sinply refers to the generic
federal act.

CO CHAIR PASKVAN said he was trying to understand how Al aska

would retain its primcy position as permtting agency if it
defers to federal standards (as conpared to state standards).
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MR. WARD replied that this anmendnment will not have any effect on
Al aska's primacy. Al aska received primcy from the U S EPA
forward state program about two years ago. EPA has reviewed this
proposed anendnent and does not object to it. So Al aska wll
remain the permtting agency. The way the requirenments wll

apply to the mlitary ranges will be if and when the federal act
woul d apply, so there will be consistency between the Al aska act
and the federal act. The reason that is inportant to the
Departnent of Defense is so that it will not be faced wth

different requirenents when they do or don't have to obtain
permts for their ranges in different jurisdictions in different
states. But if a permt is required, it would be a state permt.
The state departnents will also take over the schedul e conponent
for looking at mlitary ranges and determning which permts
will be required in about Cctober 2012.

CO CHAI R PASKVAN said he understood what he was saying in terns
of primacy in the sense that the State of Alaska retains its
position as the permtting authority, but he perceived the
substantive issue beyond who processes the paperwork was that it
removes substantive Al askan standards and defers them to the
substantive standards of the federal governnent. And the river
ways and the federal government has been a hot topic in Alaska
over the | ast year.

5:21:42 PM

MR. WARD responded with an exanple of how this mght apply. If a
citizen group wanted to assert that a mlitary range required a
Clean Water Act permt pursuant to the state act, they m ght
assert that there is a discharge to waters of the United States.
Since it is an anbiguous termand is interpreted different ways,
an Al aska court mght say yes, this is a "waters of the United
States" under Al aska statute even though it mght not be waters
of the United States under the federal act.

5:22: 03 PM

SETH BOSANG Assistant Attorney General, G vil Di vi si on,
Environnental Section representing the Al aska Departnent of
Envi ronmental Conservation (DEC), said he agreed wth the
testinmony so far that this bill really is intended to nake state
and federal |aw consistent. As it stands right now, there is at
least a potential that state law on this subject would be
broader than federal law and the intention is to make state and
federal |aw consistent.

CO CHAI R PASKVAN said this where he was trying to understand the
difference between the Alaska law on this subject and the
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federal law that Alaska is ceding to it. Wy does it need to be
done?

5:23:21 PM

MR. BOSANG responded that this would not affect the state's
primacy and the state would continue to be the permtting
agency. The only thing it would affect is whether or not a
permt is required and it renoves sone potential anbiguity where
a court could construe the terns "waters of the United States”
in a way that people may not have intended or anticipated. So
t he substantive standard that would apply would remain the sane.

SENATOR W ELECHOWSKI said that |last year, they asked the
| egislative drafting attorney, Al pheus Bullard, about it and he

said the definition of "waters of the U S." is actually found in
Al aska regulations at 18 AAC 83.990(77). Did M. Bosang agree?
M. Bullard was al so asked to explain what the bill does and he

said it wasn't clear to him
MR BOSANG said he didn't know t he answer.

MR. WARD answered that he believed that was correct. If it is
not in the state regulations, there is certainly a definition in
the federal regulations. The term has been defined various ways
t hrough policy and court decisions; but a definition that may
| ook sinple on its face has over tinme beconme not as sinple as
peopl e woul d Iike.

CO CHAIR PASKVAN asked if this addresses whether a permt
application even needs to be presented. In other words, if it's
under the federal law and it’s a discharge into federal waters

there is a potential that there would be no permt application
necessary; but assuming that there was one, the only invol venent
that the state has is that it would be the permtting agency
applying purely federal |aw.

5:27:16 PM

MR. WARD answered that he had accurately stated that the
threshold issue that this addresses is whether or not a permt
is required. Because if a permt is not required as a threshold
matter pursuant to the federal Clean Water Act for a mlitary
range, then one would not be required pursuant to the state act
and that is the consistence they were looking for. If a permt
is required, then it is a state permt and state standards,
procedures and criteria apply to determine the terns of the
permt.
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5:28: 07 PM
KARLA HART, representing herself, described herself as a private
citizen with a passion for clean water. She was concerned that

this bill was a bit of a sleeper that because of its conplexity
mght bite us at some point when water is polluted potentially
with very persistent and dangerous toxins, |eads and other

things that could be with us for a long tinme. Alaska' s clean
water is too inportant to its econony and allowi ng an exenption
to mlitary ranges of our clean water standards seens like a
degradation of the state's regulation over clean water overall.

CO CHAIR WAGONER cl osed public [testinpbny] and held HB 185 in
conmittee.

5:29:58 PM

Finding no further business to conme before the Senate Resources
Standing Commttee, Co-Chair Wagoner adjourned the Senate
Resources Standing Commttee neeting at 5:29 p. m
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