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ACTI ON NARRATI VE

CO CHAIR RALPH SAMJELS called the House Resources Standing
Commttee neeting to order at 11:06:51 AM Represent ati ves
El kins, Gatto, O son, Seaton, Ranras, and Sanuels were present
at the call to order. Representatives LeDoux, Crawford, and
Kapsner arrived as the neeting was in progress.

HB 2004- STRANDED GAS DEVELOPMENT ACT AMENDVENTS

11: 07: 21 AM
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CO CHAI R SAMUELS announced that the only order of business would
be HOUSE BILL NO 2004, "An Act relating to the Al aska Stranded
Gas Devel opnent Act, including clarifications or provision of
additional authority for the devel opnment of stranded gas fisca
contract ternms; making a conformng amendnent to the Revised
Uniform Arbitration Act; relating to nunicipal inpact noney
recei ved under the terns of a stranded gas fiscal contract; and
providing for an effective date."

11: 07: 22 AM

JOSEPH K. DONCHUE, Preston Gates & Ellis LLP, noted that he has
been working with the Departnent of Law on the [Al aska] Stranded
Gas Devel opnent Act (SGDA) conformng anendnents bill. He
i ndi cat ed t hat t he mat eri al s he provi ded i ncl ude a
recommendation that the questions related to the in-state use of
gas [asked during the June 2 House Resources Standing Conmmttee
neeting] be directed to Bob Loeffler, whom he said would be
avai l abl e sonme tine during the neeting. He said a list of those
gquestions was being typed at present [subsequently included in
the commttee packet]. He recollected that one of the questions
had been whether or not there is a term Ilimt for
representatives appointed to the Minicipal Advisory Goup (MAG.
He explained that the group is an informal entity created by
statute and forned at the tine an application is submtted under
the SGDA. He relayed that the comm ssioner of the Departnent of
Revenue notifies effected municipalities, and the mayor of the
muni ci pality appoints the representative, who serves at the
pl easure of the nmayor.

MR. DONOHUE specified that the proposed anmendnent in Section 15
of HB 2004 deals with extending the life of the MAG itself. He
cont i nued:

The MAG ceases to exist under current law at the tinme
the final auction is nmde, wth regard to the
application that the advisory group is formed to
addr ess. So, ... under the current law, the MAG
entity would disband - wuld no I|onger serve the
statutory purpose - at the time the Ilegislature
authorizes the proposed contract wunder the SGDA
statutory provisions. The proposed anendnent would
extend the |Ilife of the Minicipal Advisory G oup
through the end of the distribution of the inpact
paynments, which are provided for under Article 18 of
the proposed fiscal contract, which is a six-period
followi ng project sanction, or, with the comencenent
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of conmmercial operations of the pipeline - whichever
comes first.

11:11: 18 AM

REPRESENTATI VE SEATON said the | anguage reads, "the latter of 90
days after final distribution,” thus he asked if M. Donahue
meant to say, "whichever cones |ast."”

11:11: 47 AM

MR. DONOHUE said he stands corrected; it's the later of the two
events.

11:12: 23 AM

REPRESENTATI VE GATTO asked what happens in a community in which
"the inmpact" still lingers.

11:12: 56 AM

MR. DONOHUE offered his understanding that under the proposed
fiscal contract, the inpact nonies provided by the "md-stream
entities" wll pay out over a six-year period up to $125
mllion. To the extent that there are inpacts after that, he
added, the state would have to deal with that through its own
grant program or mnmany of the political subdivisions inpacted
woul d have revenue-producing PILTs [paynents in |ieu of taxes]
directed to them He said:

So, there will be a constant stream of revenue based
on the conpleted project. So, there wll be an
opportunity for the political subdivisions to offset
those inpacts with that revenue, which is kind of the
nor mal process. During the construction period it's
somewhat abnormal, because there's a limtation on the
ability of the political subdivisions to inpose taxes.

11:14: 07 AM

REPRESENTATI VE GATTO predicted that even with a "start-up,"” it
woul d be years before there would be "a revenue stream from
which to take noney to continue to serve as inpact noney."

11:14: 29 AM
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MR. DONOHUE responded that once a decision regarding project
sanction is made, it is in everybody's interest to conplete the
proj ect expediently.

11:14: 53 AM

REPRESENTATI VE GATTO indicated that he is tal king about the odds
of inpact noney sources continuing or tapering down beyond the
contract period, rather than just ending.

11:15: 34 AM

MR. DONCHUE noted that the schedule of paynents in Article 18
does taper off, but he recognized that that doesn't address
Representative Gatto's concern about inpacts beyond the period
of the contractual paynents.

CO CHAIR SAMJELS noted that property tax noney would start to
fl ow once the gas starts to flow, and that noney would go to the
i npacted comunity al so. He said the inpact noney is for the
construction phase, assuming that it is stretched out |ong
enough to when gas flows and the property tax noney kicks in.

REPRESENTATI VE GATTO asked, "You don't get the property tax
noney when the property's inproved?”

CO CHAIR SAMUJELS answered that it would depend on the value,
whi ch has to do wth when the operating systens are built.

11:16: 53 AM

REPRESENTATI VE SEATON rem nded everyone that in the contract the
noney is paynent in lieu of taxes; therefore, there won't be a
property tax. He asked, "Is that the schedule for through-put
to start - it appears after project sanction, or do we have a
gap there?”

11:17: 03 AM
MR. DONOHUE answered, "I think that's the best estimate of the
construction period, but again, Representative Seaton, | think

it'"s in everybody's best interest to beat that schedule."”

COCHAIR SAMJELS said he thinks "the construction should
actually be shorter.”

11:19: 17 AM
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KEVIN JARDELL, Legi sl ative Liaison, Governor's Legislative
Ofice, Ofice of the Governor, nentioned two questions brought
up the day before that have not yet been answered: One question
is regarding whether the state has ever waived its sovereignty
to the degree that allowed the state to be sued in other
jurisdictions. The other question, he noted, has to do wth
permanent fund assets. The answers to those questions, he said,
woul d be avail abl e soon.

11:19: 52 AM

MR. DONCHUE directed attention to question 2 on the handout,
whi ch asks whether a tax rate incorporated into a paynent in
lieu of tax provision of a contract ratified by the legislature
can |later be nodified by nutual agreenent of the parties. He
said it is the view of the admnistration that there is no
| eeway for material anendnents to the contract in subsequent
years. However, there is a section in the proposed contract
that deals wth anendnents to the fiscal contract, and that is
in Article 39.1, he said. That |anguage provides that the terns
of the contract could be nodified by nutual agreenent, in
writing. So, theoretically, he relayed, future admnistrations
could agree to a different tax rate than the one proposed and
authorized initially by the |egislature. He reviewed the
adm nistration's suggestion regarding the question, which read
as follows [original punctuation provided]:

To avoid there being such an issue, the legislature
could consider anmending AS 43.82.435 by adding: "A
contract authorized by this section and executed by
the Governor mmy contain provisions that provide for
amendnent of contract ternms w thout further action by
the legislature except that any termrelating to taxes
described in AS 43.82.210(a), or paynents in |ieu of
such taxes, may not be anended wthout further
| egi sl ative authorization under this section.”

11: 22: 42 AM

MR. DONOHUE turned to question 3, which asks for exanples of the
nmodi fications of |ease and unit agreenents contenplated by the
expanded authority proposed by anendnents to AS 43.80.020 and
220. He said the administration sought answers to this question
from the Departnment of Natural Resources, and the deputy
commi ssi oner responded. M. Donohue said, "I think the question
initially was focused on unit agreenents, and the best exanple
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of nodification of wunit agreenments is the exanple | gave
yesterday, which is the Point Thonmson article in the proposed
contract." He continued:

There is ongoing dispute between the |essees of that
unit and the state as to whether or not they have
properly pursued devel opnent of those |eases in that
unit, and the article in the proposed contract
suspends that dispute for a period of tine, sets a
schedul e for devel op of Point Thonmson, pursuant to the

project plan, and, ... to the extent that there is
a dispute about the rights and obligations and duties
of the lessees, that is probably the primary exanple
of nodifications of ... a unit agreenent."

MR. DONOHUE brought attention to the first paragraph of the
response to question 3, which read as follows [origina
punct uation provided]:

The proposed contract provisions (1) redefine upstream
royalty responsibilities of the state with respect to
paynent of gas-related field costs such as cleaning,
gathering, treating, and dehydrati on; (2) assign
responsibility to the state for conditioning of
royalty gas and disposal of inpurities associated with
the conditioning of that gas; (3) limt over the term
of the contract the state's ability to switch between
royalty in kind and royalty in value; (4) define
points of delivery for royalty gas; (5) assign
responsibility for downstream NG. [natural gas
liquids] extraction; and (6) provide an optional
alternate royalty rate for certain sliding scale
royalty | eases.

11:25: 31 AM

REPRESENTATI VE SEATON, regarding the provision to "provide an
optional alternative royalty rate for certain sliding scale
royalty leases,"” asked if that allows a nodification for royalty
rates.

11: 26: 10 AM

MR. DONCHUE said he thinks the answer is yes, but he said that
answer should cone from DNR

11: 26: 33 AM

HOUSE RES COW TTEE -7- June 2, 2006



CO CHAIR SAMJELS proffered, "I believe that had to do with

the net profit share |leases that are already in existence - not
the general leases ..., but there are sone that are sliding

scal e, depending on the profit of the conpany already."

11:26: 57 AM

REPRESENTATI VE SEATON said he would like "a definition of
paranmeters” related to the aforenmentioned provision and what
that could allow as far as changes in royalty rates by the
conmmi ssi oner under the contract.

11: 27: 19 AM

MR. DONCHUE directed attention to question 5 on the handout,
which asks for a conparison of the case law relating to the
phrases "in best interests of the state" versus "in the |ong-
term fiscal interests of the state.” He sunmmarized the answer
found on the handout. First, there is no case |aw outlining
what "long-term fiscal interest" means, although it is a term of
art that is consistently used throughout the SGDA. Conver sel vy,
the term "best interests of the state" has been Ilitigated
within the state of Alaska and has generally been found under
Article 8 of the Alaska State Constitution as mneaning to
"develop the resources for the naxinmum use consistent wth
public interest, and to utilize all resources belonging to the
state for the maxi num benefit of the people.™

11:29: 45 AM

CO CHAI R SAMJELS noted that another new handout from Legislative
Legal and Research Services addresses the sanme topic.

MR. DONOHUE opined that the idea of substituting "long-term
fiscal interest” for "best interest” is still wrthy of
consi deration, because the entire SGDA process is focused on
fashioning a fiscal reginme that both the state and producers can
live with. He continued:

To the extent that each one of these ternms can be
justified either by that or by the |anguage in

.200  (a)(7), as sonething . reasonable and
appropriate for the inplenentation of the various
provisions of the act, such as obtaining an equity
interest, taking your ... production tax paynent in-
kind, and conmitting to shipping positions on the
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proj ect . So, we do believe the |anguage that we've
proposed provides greater flexibility, but we cannot
say that long-term fiscal interest is well docunented
in the casel oad.

11: 31: 26 AM

REPRESENTATI VE LEDOUX suggested changing "the other statute”
that refers to long-term fiscal interest of the state, in order
to make it consistent with "best interest of the state.”

11: 31: 51 AM

MR, JARDELL responded that because prelimnary findings have
al ready been made "under that statute,” it would be problenmatic
to change the standard "after those standards have already been
utilized and the contract is out to the public for review"

11: 32: 15 AM

REPRESENTATI VE LEDOUX asked M. Jardell if he thinks the
findings would have been different if [the Departnent of Law
had used "best interests of the state" rather than "long-term
fiscal interests of the state.”

11: 32: 50 AM

MR. JARDELL noted that the Departnment of Law used the "long-term
fiscal i nterests” as a narrower definition than "best
interests,” thus, he said he does not believe "that woul d change
t he comm ssioner's decisions.” He added, "However, | think it
woul d certainly cast questions as to whether or not you had to
begin the process anew, or what exactly that would entail from a
process and procedural standpoint. So, | don't think there'd be
substantive changes, but | think it could very well ... cause
some questions and concerns over what does it nean if you've
changed it - the process as we go forward."

MR. JARDELL said the case |law was not the only thing researched;
the mnutes of the SGDA were also reviewed to see if there was
any direction fromthe legislature. He said, "W could not find
any direction as to why there would be two different standards.™
He conti nued:

Then, based on the Departnent of Law s review that the

"best interest" is a broader standard than the nore
narrow one, we think the consistency would actually
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just answer the question that, yes, keep consistent,
keep the standard in place, and nove forward. And so,

we think there's still wvalue in that. s it
necessarily sonething that is ... absolutely critical?
Like we said, we think it's broader, so it nmay not be
critical; but it does really ... pose the question,

"Did the legislature intend it, what did they intend?”"
And there is no answer.

11: 34: 14 AM

REPRESENTATI VE GATTO asked, "Is not the Ilong-term fisca

interest included in the best interest?"

11: 34: 28 AM

MR. JARDELL responded that it would be, because the long-term
fiscal interest finding is narrower than the best-interest
findi ng.

11: 34: 36 AM

REPRESENTATI VE GATTO asked, "So, would you say we |ose nothing
by staying with "best-interests,” since we already include |ong-
termfiscal interest?"

11: 34: 48 AM

MR. JARDELL replied:

| think there's value in establishing a clear process
and procedure that doesn't open up questions as to why
the legislature wanted us to use one standard in one
place - a nore narrow one - and then broaden it out to

the other standard ... before you submt the contract.
There is no answer to the question as to why it was
done that way. The question: "Is it just a drafting

i ssue; was there an intent to have a different
standard; what was that different standard?" There is

no direction. And so, by allowing it to remain, you
allow that question to be asked - potentially
litigated - and when we're looking at prelimnary
findings that we've already issued, and that everybody
can ... read ..., we look at it and say, "Well, if
you're making prelimnary findings, you should nove
those findings to final findings." And we think

continuing with the standard makes sense, answers that
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guestion, and provides a nore efficient and thorough
process.

11: 35: 48 AM

REPRESENTATI VE CRAWFCORD opi ned:

It seenms to nme that when the l|egislature used two
different ternms and weren't clear, and there's nothing

to fall back in ... the records, that at that point
you're supposed to fall back to the nobst basic, which
is our constitution. And it's fairly clear that the

constitution says that the best interest of the state
and maxi mum benefit to the people of the state. So,
it would seemto ne that, rather than change it to the
"long-terminterest of the state,"” let's use a defined
term which is the "best interest of the state. I
feel perfectly confortable going with sonething that's
in the best interest of the state. Even if there was
a case where ... we mght take |ess noney for four or
five years, because we were going to get it for 20
years longer, you could nmake the case in a court that
that actually is in the best interest of that state
| don't think that what we want is to be able to nake

the case that, "Well, it's in the ... interest of the
state to take ... less noney for 25 or 30 years,
because we mght not get another chance to get a
pi peline."

11: 37: 37 AM

MR. JARDELL responded:

| disagree that you fall back to the constitution. W
start with the constitution; that's an overriding
principle that we have to conply with, regardless of
what state statute says. And so, the provisions that
you cite in the constitution are always in force, and
are always controlling over this contract, regardl ess
of what standards ... the legislature set in the
statute. C This really gets to when the
comm ssioner is supposed to nmke findings under a
standard, what standard should the comm ssioner use?
And the legislature said, "When you nmake your
prelimnary decision, you should do it in a long-term
fiscal interest.
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It nmakes sense if you look at the context of the
stranded gas Act when it was introduced and as it's
been anmended, because its focus is on the econonics of
the project, the purpose was to negotiate a deal that
changed the economcs so that we can market our gas.
The fiscal nature of the stranded gas Act seens to

make sonme sense. So, we made prelimnary findings.
So, nowit is: "... \Wen you get to the final, do you
want a | esser standard? Do you want to broaden it out
to where you don't really need the ... long-term
fiscal interest?" Now maybe you could do what you
suggested wouldn't be good and say, "Wll, it's going
to extend TAPS [Trans-Al aska Pipeline Systen] for 20
to 30 years; increase production ... through the oil

TAPS pi pel i ne. And that's in the best interests of
the state, and so we're going to find it okay."

REPRESENTATI VE CRAWFORD i nterjected, "That's what | said.”
MR. JARDELL conti nued:

Long-term fiscal interest is a nore narrow definition
- it's actually a higher standard - but for us, it's
one that is consistent, and so we don't have to go
through and ask the question and answer the question,
"Why the difference?"

11: 39: 25 AM

REPRESENTATI VE GATTO remarked that the constitution doesn't use
the term "best interest,"” but it does use the term "maxi mum
benefit." He said, "Best interest could be jobs, it could be

mai ntaining infrastructure; there could be several things that
are not in the long-term fiscal stability interest benefit or
any other term?"” He said he would be anmenable to using "best
interest, including long-term fiscal interest,”" rather than
usi ng one without the other.

11: 40: 54 AM

MR. DONOHUE nobved on to question 6 in the handout, regarding
whet her LLCs could be subject to a corporate incone tax in the
future, specifically, whether LLCs forned to own sone of the
project segnents could be subject to revisions to the corporate
income tax. He continued:
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As a general, theoretical matter, the state could

probably inpose corporate income tax on limted
l[iability conpanies. But specifically with regard to
t hese conpanies, ... [they] would be protected by the

fiscal stability provisions in Article 11. They would
be exenpt fromthe corporate incone tax.

11:43: 21 AM

MR. DONOHUE, in response to a question from Co-Chair Sanuels,
expl ai ned the follow ng:

The ConocoPhillips [Alaska, Inc.] entity that owns a
menbership interest in the main line ... LLC ... would
be affiliated with the production conpany, possibly
the parent, and it's part of the wunitary business
which files a corporate incone tax wunder the PILT
provision - | think it's Article 19, it's called SCT,
the state's corporate incone tax - that affiliate is
subject to corporate incone tax, subject to a PILT

The ... PILT, ... there's a lot of small differences

but the main difference is that the SCIT, Article 19,
|l ocks in the corporate incone tax as of October 2005.
Now, if ConocoPhillips’ affiliate, who owns the
menbership interest in the LLC assigns that to an
entity that is not affiliated with the producer, then
that entity inherits sone of the rights under the

contract ..., except for the corporate incone tax.
So, [an] wunaffiliated, new entrant to an LLC would be
subject to corporate incone tax. | think the way it

actually works, it begins with the SCIT, but there's
no guarantee that that would be limted. So, it could
change during the life for that particul ar conpany.

11:45: 03 AM

REPRESENTATI VE SEATON asked if an LLC nenber whose only business
in the state is under this contract, would be required, under
this contract, to file a separate incone tax.

MR. DONCHUE answered yes, they would be subject to corporate
incone and would have to file and pay, based on their on
activities in Al aska.

REPRESENTATI VE SEATON asked, "Even if those activities are

totally limted to this LLC activity that's covered under the
contract? Because normally LLCs do not pay any inconme tax on
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the distribution. The corporations, if they're here and they
have other activities are filing corporate incone tax."

MR. DONCHUE confirned Representative Seaton's comments are
correct. The nenbership entity would be a taxable entity in the
State of Al aska.

CO- CHAIR SAMUELS asked, "Even if they were an LLC ... not part
of a big LLC ...?"

MR. DONCHUE asked, "Even if they were a single nenber LLC that
beconmes a nmenber in this LLC?"

CO CHAI R SAMUELS answer ed yes.

MR. DONCHUE said, "I think that if the single nenber -- you
still have an entity that is owning the LLC, and | believe would
still be subject to tax in the state, because the distributions

woul d be running through two LLCs."

11:47: 00 AM

REPRESENTATI VE SEATON said there is no other LLC taxing
authority, thus he would like to see the |anguage included that
woul d tax the LLC

11:47:31 AM

MR. JARDELL said he would neke that |anguage available to the
conmittee.

11:48: 04 AM

CO CHAIR SAMUELS, followng up on Representative Seaton's
previ ous question, said:

| own an LLC. The LLC pays no taxes. The incone from

that flows to nme; | pay no taxes. So, if my LLC that
| own bought out ConocoPhillips' ... portion of the
main line entity, would then the state take a hit?

Because Conoco is paying corporate inconme taxes on the
incone fromthe main line LLC, but ny LLC would not,
because | don't pay any taxes.

11:49: 57 AM
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BOB LCEFFLER, Morrison & Foerster, Counsel to the Governor,
Ofice of the Governor, addressed question 4 in the handout,
which asks for a discussion of HB 2004, Section 6(c), AS
43.82.220(1)(c), and the "ranmp up of local gas use." He said he
woul d wal k through the normal sequence: the open season, post-
open season, and what happens after the pipeline is operational.
He conti nued:

What the <contract requires is that the project
conplete a study of the needs for gas in state before

the open season. That's an inprovenent on what the
federal |egislation required, because they had it at a
much later tine. So, the very first step is that
there will be a study either done by the state and

adopted by the project, or done by the project, that
identifies what the excavated in-state needs for gas

are. And ... as you think about that, one of the
paraneters of that study will be when wll gas be
needed and what the ranmp up wll be, wll any be
needed to begin wth? And it's better to have

know edge in the beginning, and you can sort of tailor
the circunstances of tariffs and expansion, and even
design to those needs. So, step one is this study of
i n-state needs before the open season.

Nunber two, the contract requires that the project
consult with the state on the |ocations for taking gas

off inside Al aska. So, that's sort of step two.
Another step is that the project shall fund up to four
off-state points in Alaska. It's clear when you think

about it, but the point there is to get, as nuch as
possi ble, the off-tank points in Al aska designed into
the project to begin with, before it's up and running,
so you don't have to deal with ... tapping into a live
pipe and things like that. Now, the requirenment is
they fund up to four, but beyond that naybe additional
ones agreed upon or even required by FERC [Federal
Ener gy Regul at ory Conmm ssion].

Anot her part of the contract is that the project is
the main line, it is not the lateral that would feed
Fai rbanks or feed wherever. And the laterals can be
owned by anyone. But the project is required to
cooperate with the sponsors of the connecting pipe, in
terms of the plans - the inner connection, and we :
added that to the contract. Wat happens then is you
get to the open season, which, anyone's guess, but it
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m ght be a year-and-a-half to two years from now. And
at that tinme, the FERC regulations require the
pipeline to offer two different categories of service.
One category of service is the long haul out of the
state to Al berta, or wherever. And the other service
that is to be offered is a service for in state

deliveries. And that, of course, should correspond to
what the in state study tells about where the gas is

needed in state. And so, in the open season, the
pipeline will offer a rate for service in state. And
the inportant thing about that rate is that the
regul ations require that it be defined, in terns of

the costs that you incur inside Al aska to deliver gas,
and not the costs of taking the gas |ong haul out of
Al aska. So, there's ... two separate kinds of tariff
offers, two kinds of rates, and then, when they cone
to evaluate the people who have put in bids for those
rates, the bidding evaluation for the in-state service
i s supposed to be separate from the bidding eval uation
for the out-of-state service.

11:55:17 AM

MR. LOEFFLER said people can bid according to what "the
pi peline" offers for in-state service, but bidders can also
suggest the need for different service - at a different point or
tinme. Those bids, he noted, would be nonconformng to the
offering of "the pipeline," but "the pipeline” would be required
to evaluate them He stated that the first critical juncture is
open season, at which not everything will be known about the
specifics of in-state deeds, but at least it may be identified
where the desirable off-take points are or how nuch gas wll be
needed. He said "the pipeline” is offering shipper's rights -
the right to transport gas fromone place to another - it is not
offering the gas itself, which he said is a separate question.

MR. LOEFFLER conti nued:

The next thing that happens is the pipeline assenbles
all these bids and awards capacity to people according
to the nost valuable bid, but again, it has to | ook at
the in-state bid separately. And if it gets enough

long-term bids, it takes those as part of its
financing and puts it into its application to the
FERC.
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Now, it is a requirenment of the FERC regulation that
if ... soneone wants to nake a late bid, and has a
good reason for that, that person can submt a late
bid for capacity, and the pipeline has to consider
that. And that m ght have sonme val ue, because as the
needs beconme clearer for Fairbanks or anywhere in
state, because circunstances develop after the open
season, there is the option - wth conditions - of
putting in a |late bid.

The other thing that is Ilikely to happen is the

pi peline probably w Il design sonmewhat nore capacity
than a 100 percent fit with the bid, because it wants
to have sone flexibility later on. If it designs in

too much extra capacity, the FERC general rules
require that it bears the cost of that extra capacity;
they can't put it on shippers. So, to recap: You' ve
got the open season and the requirements of the
contract and the regulation designed to identify in-
state deeds, in-state service, [and] in-state tariff,
and you can say -- and then you've got this other late
fee. And then the question is what the project mnust
do, even if no one bids successfully for in-state
delivery. And I'Il quote what the FERC s said, and I
had to refresh ny own nenory, but it says, "There is a
continuing obligation for the perspective applicant to
| eave provision for such in-state service available in
its tariff.” They would not have to voluntarily
propose it as part of its initial application. So,
it's sort of a placeholder for |ater service.

11:59: 33 AM

MR. LOEFFLER said once the project is up and running, there are
sonme possibilities for dealing with someone conmng along |ater
who doesn't have in-state transportation rights and wants to get
on the project. He said one possibility is related to extra
capacity that may have been designed from the start or people
rel easing capacity. The second possibility would revol ve around
the need for expansion, and M. Loeffler noted that there are
three types of expansions.

12: 00: 55 PM

REPRESENTATI VE CRAWORD said there is a provision that none of
the entities would be required to sell gas in state, and he said
he was told that the state will have 20 percent of the gas in-
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kind, thus, the state could "fill those needs that are going to
be in state.™ He asked if it would be detrinental to the state
to sell that gas in state - whether other conpanies would nmake
nore selling to Alberta, for exanple, than the state would by
fulfilling the in-state needs.

12: 02: 00 PM

MR LOEFFLER answered as foll ows:

The amount of gas the state will have is 20 percent.
A rough calculation is ... 800 mllion cubic feet per
day, which is four times the current anmount of in-
state use, according to sone nunbers |'ve seen. So,
yes, ... we heard that in the negotiations, the
state's going to have all this gas and it can sell it.

The next question is: [At] what price would the state
want to sell that gas? That's going to be for a
future admnistration to decide, but you ask whether
they would nmake nore noney taking it to Alberta - not
necessarily. The people who ship to Alberta have to
pay all the costs to Alberta, so they pay nore to ship
it there. ... So, whoever sells it to ENSTAR [ Natura
Gas Company], for exanple, should be able to knock off
the price in Al berta, the cost of shipping it beyond
Al aska.

Nunber two, the question of whether ... the state
selling gas would want to reduce the price even
further to neet in-state deeds is a question that a
future state admnistration will have to settle. But
if you believe that it's all based on a netback, so
that the price in A berta, for exanple, is the nmarket
price, if you were selling in Al aska you could nake as
much noney if you wanted to, by knocking off the cost
of transportation to Alberta and selling it for that
| ower anount, and it would work out the sane as a
sel ler.

12: 03: 58 PM

REPRESENTATI VE CRAWFORD asked if the state, as 20 percent owners
of the pipeline taking a portion of the gas off the line in
Al aska, would still share in the profits of taking the rest of
the gas down the line to Al berta, or if, having taken the gas
out, that would go to the other shippers.
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12:04: 26 PM

MR. LCEFFLER answered that the state gets its 20 percent,
regardl ess, which he indicated is different from the way that
TAPS is set up. He explained that all the revenues on shipping
goes into one pot and Al aska gets 20 percent of that pot.

12: 05: 01 PM

REPRESENTATI VE SEATON directed attention to page 5 of the bill,
[ subpar agraph] (C), beginning on |ine 13, which read as foll ows:

(© [(4)] the nodification does not inpair the
ability of the approved qualified project or the state
to neet the reasonably foreseeable demand in this
state for gas within economc proximty of the project
during the term of the contract developed under AS
43.82.020; and

REPRESENTATI VE SEATON said he would like clarification that
"this provision of law would be fulfilled by the terns of the

contract that ... you've just related."

12: 05: 58 PM

MR. LCEFFLER answered that that is his opinion. He stated, "I
don't have the bill in front of nme, but listening to it as you
read it out, it seenms to be an exact copy of what is [AS
43. 83. 224. So, | don't know ... that we're nodifying anything

but restating existing law, and ... it's nmy opinion that the

requi renents of the |aw are satisfied by the contract."”

12: 06: 52 PM

REPRESENTATI VE LEDOUX directed attention to page 4, Section 6,
line 29, and she noted that timng and notice provisions were to
be deleted from the |anguage. She asked for confirmation that
t hat change woul d make t he | anguage broader.

12:07: 38 PM

MR. DONCHUE confirmed that is so. He said the original intent
of [AS 43.82.220] was restricted to the right of the
conmi ssioner to negotiate changes to royalty in-kind rules and
royalty evaluation rules. This set of amendnents broadens the
| anguage to "deal with the ability to negotiate nodifications to
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other portions of the oil and gas |ease agreenment and unit
agreenents, and what have you." He specified that a broader
authority is being sought.

12: 08: 18 PM

REPRESENTATI VE LEDOUX turned back to the handout with answers to
guestions, and brought attention to the answer to question 2,
whi ch read:

This adm nistration does not view the fiscal contract
as allowing for any material anendnents to the tax
rel ated provisions.

REPRESENTATI VE LeDOUX asked i f t hat answer i's t he
adm nistration's noral view of the contract, or if it's a lega
view of the contract.

12: 08: 52 PM

MR. JARDELL answered as foll ows:

The view of the admnistration is that the taxing
power is a legislative power by constitution and that
you cannot delegate that to the state adm nistration
to change that. W don't have the constitutional
authority, and it's very clear through the Stranded
Gas Act. And | think if you |look at the discussion
when the legislature added legislative ratification

they added legislative ratification to the
original Stranded Gas Act [because] it had to do with
the taxation powers and the need for the legislature
to weigh in on taxation. And so we do not view the
adm nistration as having the ability to negotiate tax

rates to change this. However, we went back into
researching it, as good attorneys do. They said, "You
know | can <certainly nmke an argument that the
contract allows it, in which case sonebody could try

it, and then you could go to the court and see what
the [Alaska] Suprene Court says. And so, what we've

done is recognized that to ... provide a confort
factor, there is a solution to kind of do a "belts-
and- suspenders" and say very clearly, "You can't do
it."

12:10: 11 PM
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REPRESENTATI VE LEDOUX asked for an exanple of an immterial
amendment .

12:10: 46 PM

MR. DONOHUE stated his belief that the general provision to
all ow for anmendnents to the contract would deal with things |ike
who to notify when a dispute begins. |If some entity is sold to
anot her, an anendnent that is admnistrative in nature would be
necessary to ensure that the project goes forward with the new
entity.

REPRESENTATI VE LEDOUX pointed out that the answer to question 2
in the handout refers to "material amendnents to the tax-rel ated
provisions."” She explained that her prior question had been an
effort to find out the definition of immterial anendnments
relating to tax-related provisions.

12:11: 42 PM

MR. DONOHUE responded that he can't think off-hand of an
exanple, but he suggested that possibly a creation of a new
political subdivision mght require redistribution of sone of

the PILT paynents. He indicated that an immterial anmendnent
would be admnistrative and wuld not affect the "tota
obligations running ... to and fromthe parties."”

12:12: 52 PM

REPRESENTATI VE LEDOUX expressed concern over leaving "wggle
roonf in tax provisions.

12: 13: 10 PM

MR. DONOHUE r esponded:

Again, the |anguage we've proposed would not have a
materiality standard; it would sinply say, "If you
change a tax provision, it wuld be subject to
reaut hori zation by the |egislature."

12: 13: 28 PM

REPRESENTATI VE SEATON referred to the previously noted deletion
from Section 6, on page 4 of the bill and asked M. Donohue what
provisions other than those related to timng and notice he
antici pates coul d change.
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12:14:15 PM

VR. DONCHUE expl ai ned that the provision for contract
adm nistration and notice under Article 30 of the contract is a
standard provision for when parties enter into a deal, and he
indicated it relates to categories such as change of address,
phone nunber, or conpany nane.

12:14: 55 PM

REPRESENTATI VE SEATON said he is confused. He referred back to
Section 6 and said, "... W're taking out, on line 29, ..
timng and notice provisions." He said the resulting |anguage
woul d allow the nodification of provisions of the applicable oi
and gas | eases. He explained, "So, what I'm trying to do is
figure out what are the provisions to the oil and gas |eases
that this will now all ow nodification?"

12:15: 51 PM

MR. DONOHUE said the answer to question 3 in the handout is a
general one. He said, "This outlines the primary nodifications

of |lease and unit agr eenent terms that are presently
incorporated in the proposed fiscal contract.” He continued:

The deletion of the term "timng and notice,"” ... on

page 4, line 29, that you're referring to ... Is a

specific reference to the royalty in-kind, royalty in-
value provisions in which the state has to provide
several nonths' notice before it changes the form in
which it receives its royalties. This deletion of
this ... particular timng notice was ... a
consistency edit to nmake it clear that not just R K
[royalty in-kind] provisions can be nodified by the
contract, but [also] other provisions in the oil and
gas | eases and unit agreenents.

Per haps what your question is: Wth the nodification
that we're proposing to [AS] 43.82.435, the issue
m ght arise, "Well, what if the future adm nistration
wants to neke further nodifications to oil and gas
| eases that are not in the current proposed contract?"
And the answer would be, "This legislation ... would
all ow nodifications of those ternms in subsequent years
wi t hout comi ng back to the |egislature.™
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12:17:52 PM

REPRESENTATI VE SEATON asked if changes in royalties would be
considered nodifications to the oil and gas |eases, or sonething
separ at e.

12:18: 06 PM

MR. DONOHUE replied that under the proposed contract, the state
has agreed "to take its royalty in-kind," thus there would be no
opportunity to renegotiate royalty valuation nethodol ogies, for
exanpl e.

12: 18: 31 PM

REPRESENTATI VE SEATON asked M. Donohue to confirm that he is
saying what would be allowed under the new provision is
contained in the answer to question 3.

12: 18: 59 PM

MR DONOHUE cl arifi ed:

My testinmony is that the answer to [question] 3 is a
summary of the primary nodifications to |eases and
unit agreenments that are [contenplated] by the
exi sting proposed fiscal contract to the extent that
there's an anendnent opportunity provided in Article
39 and you're foreclosing the use of that anendnent
opportunity for tax PILTS.

The issue remains whether or not sonme royalty
provi sions, further nodifications of |ease agreenents,
could be entered into subsequent to the authorization;
t hat woul d not be addressed by this |egislation.

12:19: 39 PM

REPRESENTATI VE SEATON asked M. Donohue if he could give the
committee a list of those nodifications that would be possible
to oil and gas | eases under the new | anguage adopted through the
change of Section 6.

12: 20: 21 PM

MR. JARDELL said the admnistration would provide a list of
possi bl e paraneters, as well as a nore detail ed explanation of
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what is in the contract for which the admnistration thinks it
needs authority.

12:21: 08 PM

MR, DONCHUE, in response to a question from Representative
Neurman, offered his belief that progressivity rates are related
to the PPT negoti ations.

The conmm ttee took an at-ease from 12:21:58 PMto 12:32: 35 PM

12: 33: 55 PM

DAVID VAN TUYL, Commercial WMnager, Al aska Gas, BP, said he
woul d attenpt to add context to yesterday's conversation about
the various options available in providing an unknown in-state
demand. He recalled that M. Loeffler had nentioned that a
| ocal distribution conpany (LDC), such as ENSTAR Natural Gas
Conmpany woul d have the opportunity to talk to "the pipeline" at
the time of +the open season wth a view to getting a
specifically structured service. He said that is comonly done.
He noted that such consultation can actually take place before
t he open season. In response to a question from Chair Samuels,
he explained that there is a specific process within the FERC
construct, whereby the pipeline conpany has to nake itself
avai lable to potential participants in the open season, prior to
t he open season, on a consultative basis. That, he said, would
be the first opportunity an LDC would have to make its w shes
known, so that perhaps during the open season the pipeline
conpany may offer the specific service that a local distribution
conpany had in mnd, rather than, during the open season,
saying, "I have sonmething different in mnd that's not the
service you're offering.”

MR. VAN TUYL reviewed the follow ng eight options: First, the
| ocal distribution conmpany buys its ultimate anticipated demand
and any amount not used can be released back to "the pipeline,"
whi ch could then auction it off to other interested parties. 1In
response to a question from Representative Seaton, he clarified
that all the options are related to capacity. He continued with
the options, the next two being related: Second, the entity
could negotiate a seasonal transportation services agreenent or
"structured capacity,” which would allow varying capacities over

periods of tine. Third, the entity could negotiate a
transportation services agreenment that has a limted term but
with renewal rights built into it. Fourth, a local distribution

conpany can negotiate an agreenent that allows increnental
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increases at the shipper's option. The local distribution
conpany would pay a premum for that option. He inserted: "
believe all of these services would be cheaper than purchasing
| ong- haul capacity all the way to Al berta to acconmopdate the
same thing." He continued with the |list: Fifth, a Ilocal
di stribution conpany could contract with a third party that has
capacity. Sixth, the entity could take advantage of authorized
overrun service - a service often offered by pipeline conpanies
in the north. A pipeline conpany wll offer for firm
transportation service what it is confident it can nake
avai lable daily and long term He offered further details.

12:42: 24 PM

MR. VAN TUYL, in response to a question from Co-Chair Sanuels
confirmed that, in general, there is nore capacity wth
aut hori zed overrun service in the wnter because conpressors
work nore efficiently when the gas is cold and the outside
anbient tenperature is cold, and presumably that is when peak
demand woul d occur in a place such as Fairbanks.

12: 42: 43 PM

MR VAN TUYL, in response to a question from Representative
Seaton related to tenperature variation, explained that the
pipeline is carefully designed so that the tenperature is
neither too hot nor too cold. The conpressors are above ground,
but the anbient tenperature inpacts the efficiency of the
conpr essors.

MR. VAN TUYL returned to his list of options. Seventh, a
pi peline service may offer interruptible transportation service.
He explained, "If soneone else needs that capacity, then the
person buying the interruptible transportation would -- that
capacity would get called fromthem They' d be able to nake use
of it in the nmeantine. It's generally |ess expensive, because
sormeone else has a call right on it." The eighth option is to
expand the system itself overall, in which case, he said, there
would be a (indisc.) open season, when local distribution
conpanies would be able to go through the process again, state
their needs, and bid for capacity accordingly.

12:44: 33 PM

CO CHAIR SAMUELS asked if there is a nmenu listing the options
for the buyers to view. He also asked who nakes the deci sions.
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12:44: 58 PM

MR. VAN TUYL responded that the pipeline conpany will nake the
decisions as to what sort of service it offers; however, any
custonmer also has recourse with the regulatory body, which in
this case is FERC As M. Loeffler had nentioned, he said the
opportunity to bid for capacity after open season is totally
unpr ecedent ed.

MR. VAN TUYL continued to discuss related points. He nentioned
M. Loeffler's summation of the various provisions in Article 9
of the contract that relate to facilitating getting in-state gas
through off-take points, doing an in-state needs study, and
having a mleage-sensitive service offered for Alaska, and
requiring cooperation with local distribution conpanies to bring
that gas in state. He noted that there is language wthin
Article 9 that says no party is obligated to provide gas for in-
state use. He noted that the provision goes on to say, "but any
party may supply [gas].” He said BP has an interest in bringing
energy to custoners and wuld certainly conpete for any
opportunity to supply gas to custoners.

12:47: 22 PM

CO CHAI R RAMRAS noted that of the eight options, sonme cost nore
t han ot hers. He asked if a study would be able to rate those
options to find which has a lower premum for the user.
Regarding the contract, he asked, "Wwo is Pipe Co. |ooking out
for? Are they looking out for the consunmer, or ... is Pipe Co.
part of the ... Alaska Natural Gas Conpany - whatever the |arger
entity is?"

12: 50: 10 PM

MR. VAN TUYL responded that there will be opportunity to | ook at
t hose issues and nmake estimates, but he enphasized that any such
anal ysis woul d be an estinate.

12:51: 27 PM

MR. VAN TUYL, in response to Co-Chair Sanuels, addressed sliding
scales versus [net profit share |eases] NPSLs, the latter of
whi ch he said would be | eft unchanged by the contract.

CO CHAI R SAMUELS asked what the percentage of |eases have "net
profit share on them"
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MR. VAN TUYL answered that he doesn't know but he estinated

that it is a small, single-digit percentage. He said there is a
fixed royalty, which, for exanple, is 12.5 percent at Prudhoe
Bay. On top of that, he said, certain |eases have an

increnental royalty, and there are three types: a sliding scale
| ease; net profit shares, which have a "step up" in the royalty
rate once payout occurs; and supplenental royalties, as exist at
the Northstar Unit. He said the contract provides for
conversion of sliding scale leases to a fixed royalty
per cent age.

12:53: 22 PM

VENDY KING Director, External Strategies, ANS Gas Devel opnent,
ConocoPhillips Alaska, Inc., pointed out that at 12.2(c) in the

contract there is conversion for sliding scale |eases. She
explained that a sliding scale lease - at least those of
ConocoPhillips Alaska, Inc. - is dependent upon the price of

crude to determne the royalty rate. Ms. King, in response to
Co- Chair Sanuels, said she doesn't know what the range is, but
she noted that the reference price is directly from the |ease.
She said there may be a point in time when ConocoPhillips
Al aska, Inc. wants to produce gas from a certain field, and in
the RIK world, a variable royalty changing with tinme nakes it
difficult to book capacity. She explained, "So, what we put in
here was an option to say, ... 'If we decide to produce gas from
that field, ... we'll go grab what the historic prices has been
for those previous six nonths and you have the option to convert
that to a fixed royalty percent - to just facilitate fixed
royalty in-kind comng up in time."

CO CHAIR SAMUJELS asked, "The industry has the option, or the
state has the option?"

MS. KI NG answer ed:

It's upon notice by a producer, so it's our option to
say, "We would like to convert this to a fixed royalty
percent, and here's what the price has been. There's
nmet hodol ogy clearly outlined in here using the sane
price marker that would have been with the new |ease

provisions to just convert that over." And it is for
a small portion of leases, as | highlighted before,
and ... specifically the reference in here ... to

12.2(c) is to facilitate converting those sliding
scales over to a fixed royalty rate percent.
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12:55:19 PM

REPRESENTATI VE SEATON asked, "And so that's a 12-nonth | ook-back
at prices fromwhatever tinme the industry decides for that |ease
that they want to start production, or even ... just apply at
any tinme during the | ease?"

12:55: 35 PM

M5. KING responded that there is requirenent that an entity has
to be capable of delivering gas from "that asset” wthin 365
days of making the notice. Regardi ng Co-Chair Ranras' previous
comment s, she stated:

If we know that there's going to be off-take at any

initial open season in state, ... the engineers wll
account for that in the design. And that is why,
sonetimes if you use the term "telescoping,” that's
not exactly an accurate term because - ... for the
order or magnitude of the volunes that we're talking
about - you won't change the pipe size, but you'll
change maybe your conpressor stations at different
pl aces along -- to acconmpdate sone off-take in state.

So, that's exactly why, in mleage-sensitive service,
part of that initial open season can offer a distinct
cost advantage, is that we designed that fromthe very
begi nni ng. And so, | just wanted to ... highlight
that point to nmake sure it was clear why there was a
difference between the initial open season and
aft er war ds.

M5. KING stated that Article 8.8 addresses authorized overrun
service, and the |anguage there ensures that if the pipeline
[ conpany] chooses to offer authorized overrun service, it be
all ocated in a nondiscrimnatory fashion. She offered further
details.

12:58:19 PM

CO-CHAIR RAMRAS asked if it would be wrthwhile to direct
aut hori zed overrun service toward in-state service first.

M5. KING replied that that decision would be one for the state
to make with respect to its capacity hol di ngs.

MR. VAN TUYL added that it is up to each individual shipper to
determine how it wuses its capacity to be able to match its
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markets to neet its gas supplies, and that would include its use
of aut hori zed overrun service or | T interruptible
transportation, if it was nade avail abl e.

12: 59: 21 PM

REPRESENTATI VE SEATON, returning to the discussion of conversion
and the sliding scale, asked if it has to be done at the initia
start up of the field or can it be done at any tine.

12:59: 44 PM

M5. KING answered that the conversion itself is "upon notice
from the producer” that gas will be delivered wthin a year.
She clarified, "You can nake the conversion at any tinme, but if
you haven't produced gas from that field within a year, then
that provision would go away, you' d have to re-notice again if
you haven't delivered gas within that tinme franme."

1: 00: 17 PM

CO CHAIR SAMJELS asked if the Alaska G| and Gas Conservation
Comm ssion (AOGCC) gets involved in the process.

1: 01: 01 PM

MR. VAN TUYL explained that AOCGCC wll typically establish
"pool" rules for an entire field - a maximum efficient rate for
the entire pool - and the operator of each unit wll provide a
plan of developnment that nust be consistent wth DNR s
regul ations, as well as the regul ations set by AOGCC.

1: 02: 32 PM

M5. KING in response to a question from Representative Seaton,
reviewed that when gas is expected to be produced froma field

the entity would send notice "for that provision"™ and then be
required to deliver the actual gas wthin 365 days. She
conti nued:

| would struggle as to why you wouldn't do right when
you ... think you're going to start gas production,
because the very issue you were trying to solve is:
capacity doesn't work on a variable basis. So, if I'm
fluctuating how nuch royalty gas there is wth oil
prices, it's difficult to ... manage the capacity in
the total production from the field. So, it would
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seemto ne ..., if this was your choice to exercise
this option, you'd want to do that right when you
start produci ng gas.

1:04: 02 PM

MR. VAN TUYL noted for Representative Seaton that Section 6 is
the language in the bill related to [AS] 43.82.220(a), as
anended, and it provides for a broader revision to the terns of
the oil and gas | eases. To enphasize M. King's point, he
st at ed:

The whole reason we created the defined term
"incremental royalty" in the contract, and set that
aside from "fixed royalty," was to facilitate this
whol e capacity managenent. The increnental royalty is
going to be the gas taken in-Kkind. The NPSLs that
have ... a fixed royalty is the gas taken in-kind.
The increnental royalty that's above the fixed royalty
would be paid in cash, specifically to avoid the
problem as they vary around, "How do | handle
capacity that's, you know, one nonth it's up, one
nonth it's down?"

1:04:55 PM

CO CHAI R SAMUELS announced that he would open public testinony
the followng norning. He reviewed the schedule for hearing the
bill.

ADJ OURNMENT

There being no further business before the conmttee, the House

Resources Standing Conmttee neeting was adjourned at 1:05:55
PM
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