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ACTI ON NARRATI VE
COCHAIR CARL CGATTO called the House Resources Standing

Committee neeting to order at 9:08:15 AM Present at the call
to order were Representatives Gatto, Kohring, Roses, CQuttenberg

(via teleconference), Kawasaki (via teleconference), and
Johnson. Representatives WIlson (via teleconference) and Seaton
arrived as the neeting was in progress. Represent ati ves

G uenberg, Dahlstrom Fairclough, O son and Gardner were also in
at t endance.

Presentation - TAPS tariff proceeding before the FERC (Ol
Pi peline Integrity and Corrosion.

9:08: 15 AM

CO CHAI R GATTO announced that the only order of business would
be a presentation on the TAPS tariff proceeding before the
Federal Energy Regulatory Conmission (FERC) on oil pipeline
integrity and corrosion.

9:09:11 AM
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CO CHAI R GATTO explained to nmenbers the conmittee would review
the first red binder this norning and then break for lunch and
review the second red binder wth the nunbered tabs this
af t er noon. He asked M. Brena to testify.

9:11: 47 AM

ROBI N BRENA, Attorney at Law, Brena, Bell & Carkson P.C., first
tal ked about his background. He grew up in Skagway, Al aska. He
is an attorney wth the Anchorage firm of Brena, Bell and
Cl arkson. He has an MBA in accounting and finance and a Masters
in Law degree in real estate devel opnent and finance |aw. He
has been involved in pipeline rate litigation for 20 years and
has been involved in 15 to 20 Trans-Al aska Pipeline System
(TAPS) cases. Relative to this particular case, he was the |ead
counsel for Tesoro. He filed a conplaint in 1976 to |ower the
TAPS rates to reasonable levels, resulting in the Regulatory
Comm ssion of Alaska (RCA) lowering rates from $4 to $2. He has
been the |ead counsel for Anadarko-Tesoro' s effort to |lower the
federal rates, which has occurred.

MR. BRENA, in response to Co-Chair Gatto, clarified that he
represents Anadarko-Tesoro, with regard to the Cook Inlet gas
pipeline; Agrium wth regard to Al pine Pipeline Conpany; and
Murphy QG| . In general, he represents independents and val ue-
added manufacturers in Al aska.

9:14: 12 AM

MR. BRENA began his overview, which consisted of 17 slides. He
tol d nenbers:

| wanted to start with just a broad overview and
perhaps just stating the obvious, and that is that our
oil and gas resources in Alaska have to nove through

pi pelines that don't have conpetition. They are
nonopol y-control l ed |ines. Nor mal econom c forces do
not operate wth regard to these Ilines and so

regul ation is necessary of them

In looking at what kind of regulation is helpful for

these lines, there are just two things that | want to
focus your attention on: access and rates. If you
cone away from this presentation with nothing else,
you cone away Wth - get access right, get rates
right. If you acconplish those two things in the
future, it will maximze the developnent of the oil
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and gas resources in Al aska. It will maximze the
state’s revenues and it wll encourage the devel opnent
of jobs and value added manufacturing in Al aska.
Those are inportant bi-products of just getting those
two issues right.

Wth regard to oil pi pelines, they are conmnon
carriers, SO access is not a mmjor issue. That’ s
quite different from gas lines in which they are

contract carriage lines and access is a mmjor issue

So the rest of ny presentation goes to the second
elenent with regard to TAPS, which is rates and
explains how the initial decision fits into this. [|I'm
| ooking at the screen that the people in Juneau nust
be looking at and | realize it’s kind of hard to read
t hat . Let nme start out by just saying that nuch of
the history of TAPS is determned off of a settlenent
that was entered into by the state and the TAPS

carriers in 1985.

9:16:15 AM

The TAPS settlenment — there’'s four aspects of it that
| want to be sure that the conmittee is aware of.
First, | want to be sure that you understand what the
deal was. You're going to hear a lot of rhetoric from
a lot of people that | don't think accurately
represents what the deal was. So the deal was, in
"85, that they settle all prior rate issues, first of
all. Al'l prior rate issues were final. Wth regard
to future rate issues from 85 forward, the deal was
that the state would not protest those rates so |ong
as they were at or below a ceiling rate that was
established wunder a nethodology set forth in the
settl enent, which 1711 refer to as the [TAPS
settl enent net hodol ogy] TSM net hod.

| mportantly, they asked for the comm ssioners at FERC
and the [Alaska Public Uilities Comm ssion] APUC
then, now the RCA, to approve that settlenent under a
public interest standard and not under the just and
reasonabl e standard. Now that is perhaps the
distinction only a lawer could love but it is an
i nportant one for you to understand. Wen you have a
settlenment and you ask for it to be approved under the
public interest standard, you don’t |ook at whether
the rate needs to [indisc.] these criteria under the
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just and reasonabl e standard. They specifically asked
both comm ssions not to take a | ook at their rates and
determ ne whet her or not they were just and
reasonabl e. What they said is, if a financially
interested party in the future had a problem with the
rates, they could protest them and if they protested
them then the regulator would set just and reasonable
rates. That was the deal

Now that’s inportant because that’'s exactly what
Tesoro has done to the state rates and that’'s exactly
what Anadarko and Tesoro have done with the federal

rat es. We have protested those rates as unjust and
unreasonabl e and asked that just and reasonable rates
be set.

Pl ease understand that there’'s nothing in what Tesoro
has done at the state |evel. There’s nothing that
Anadarko and Tesoro have done at the federal |[evel
that resulted in any violation of +the state's
agreenent with the TAPS carriers. They are both
continuing to get the benefit of the deal that they
struck at the tinme in ' 85. From the state's
perspective, they are continuing to get rates at or
bel ow the levels set forth in their settlenent. From
the carriers’ perspective, the state still isn't
protesting those rates as unjust and unreasonable so
you'll oftentines hear that sonmehow the state is
reneging on this deal. It’s not reneging on this
deal . The deal was the third party shippers in the
future could do exactly what we' re doing and nothing
about it is — it’s all consistent with what the terns
of the settlenent were at the tine.

But, that aside, when you try to understand TAPS, the
begi nning point has to be the TAPS settl enent because
that’s the deal that’s determned rates from 1977 to
date on the federal side and that’s the rate that
determ nes the state’s royalty and severance take.

9:19: 38 AM

MR. BRENA continued with his presentation, as follows:

Now, | was asked to go into sone detail and | can’t do
it without talking about it, and just right up front,
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some of these different terms that |1'm going to be
usi ng.

9:19:48 AM

CO CHAI R GATTO asked about the standards used to distinguish the
terms “public interest” and “just and reasonable.”

MR. BRENA replied the difference between the two standards is
the difference in the level of review undertaken by regulators

during the approval process. When determining a settlenent,
regulators look at what is in the public interest. If a
financially interested party protests a rate, that party has a
right to have a just and reasonable rate set. No settlenent is
involved so the regulators |look at what constitutes just and
reasonable and, in general, that neans a cost-based rate. A
cost-based rate was never set in TAPS history until the RCA

established one in the state rate at $1.96 a few years ago. A
cost-based rate has never been established at the federal |evel;

this initial decision establishes that cost-based rate. He
clarified:
So what we want ... by we | nmean anybody that does
business in the state or the state — what they have a
financial interest in — is rates that are actually
based on the cost of providing service and no nore
I’1l get into nore detail in every word | just used in

just a m nute.

CO- CHAIR GATTO asked if [rates] could change with changes of
vol unme shi pped t hrough the pipe.

MR. BRENA said if 2 mllion barrels are shipped per day and the
rate is $1 and everything else is constant, but then the vol une
decreases to 1 mllion barrels per day, the rate doubles to $2,
everything else being equal. Thr oughput | evels have not been
di sputed in any of these cases. He stated:

We have stipulated to the throughput l|evels that the
carriers used so the throughput is constant. When we
tal k about the difference between $2 and $4 between a
just and reasonable rate and the settlenent rate, that
difference is attributable to excessive returns and

not to throughput or operating costs. we'll go
through that in great detail in a mnute.
9:22:14 AM
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MR. BRENA continued his presentation:

kay, |’'ve already started using sone of the ternms and
so on page 4 | define them [l stay with TSM
because [that’s] the nethod for establishing rates set
forth in the TAPS settlenent. It’s inmportant to

understand that that’s a settlenent nethod in that
everyone that’'s taken a |ook at whether that nethod
results in a just and reasonable rate has rejected it.
It’s been rejected by the RCA. It’s been rejected by
the Superior Court. |It’s been rejected in the initial
deci sion by Judge Cintron. The TSM just doesn’'t
result in just and reasonable rates and 1'Il explain
in some detail why. |It’'s fine for a settlenent as far
as — | nean it met the public policy goals of the
state at the tinme, apparently, but it is not an
appropriate methodology to use for actually setting
cost based rates. So that's the TSM and that is the
method that's been used to establish rates for 30
years on TAPS.

The stand-al one cost nethod, or the SAC nmethod - 1’11
talk a little bit about that. The carriers, in
defending their TSM rates, have cone up with different
t heori es. One theory is the SAC nmethod and basically
what that nethod is it ignores the actual cost of
operating TAPS and just builds a hypothetical new |line
and figures out what the costs wuld be and then
charges that cost. It’s a conplete exercise in nmake
believe. 1t’s never been used to establish a just and
reasonabl e rate. It’s never been used to establish a
revenue requirenent. It is one of the theories they
advanced at the federal site to justify their rates

It does result in rates beginning at $6.10 and going
up to $28 over the next 15 years. It is one of the
active theories of the case that they advanced to
justify their rates.

CO CHAIR GATTO asked M. Brena, “Are you saying then that what
they would say is hey, if today we had to build the sane
pi peline, we would have to charge this rate?”

MR BRENA said that is correct. The rate woul d be based on the

cost of building a hypothetical new I|ine today. It is
essentially a replacenent cost approach to value wthout
depreci ati on. He noted as he continues his presentation, the
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committee will see that sone of the rate theories that have been
advanced are so extrenme they beg the question of whether they
are good faith positions.

MR. BRENA returned to his presentation:

Now where the action is “Original Cost-Based Methods”
on the bottom of [page] 4. And there are two and it
doesn’'t really matter what the differences are because
they aren’t that different but 1'Il describe them

A depreciable original cost (DOC) nethod - and what
you do is you just take the anount of investnent. It
cost us $1 mllion to build a pipeline and the
pipeline is going to operate for 10 years and we're
going to use straight line depreciation. W just get
that $1 mllion and then we depreciate it over 10
years. Whatever it cost us to build the line we get
back in our depreciation allowance. What ever it cost
us to operate the line, we get back in our operating
expenses. And then whatever our renmining investnment
is at the tine, we get a reasonable return on it. So
in year 5, we have a half mllion dollars left and
let’s say we get a 10 percent return so we'll get
$500, 000 of return. That is basically how original
cost rate maki ng worKks. It has three basic elenents:
return of investnment, which is [indisc.] allowance,
the operating costs and a return on unrecovered
investnment. Those are the three elenments that make up
a cost-based rate. It’s kind of sinple really.

There are two different ways of applying original cost
met hods. The FERC has adopted one and the RCA has
adopted the other. The one the RCA adopted in its
Order 151 was the DOC — the depreciable original cost.
The difference between the two has to do with the rate
profile you're trying to create. If what vyou're
trying to do is flatten out the rates over the life of
the facility, then one way you can do that is take a
portion of return and push it into the future.

And so what the TOC does, the trended original cost
nethod, is it takes the inflation conponent of return
and just turns it into a deferred return elenent and
recovers it later. And the effect of that is just to
flatten out the rate profile a little bit. That’'s al

it is so it just takes — if you have a 12 percent
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return and 8 percent of it is real and 4 percent of it
is due to inflation, all the TOC will do is take the 4
percent attributable to inflation and recover it in
the future.

CO-CHAIR GATTO noted M. Brena referred to Oder 151 but it has
also been referred to as P-97-4-151. He asked if the “P”
represents pipeline and “97” represents the year.

9:27:48 AM

MR. BRENA said that is the RCA docketing convention. “P’ stands
for pipeline; the docket was opened in 1997 and it was the
fourth docket opened that year. That is a semnal order with
regard to Al aska s pipelines, particularly TAPS. It establishes
the $1.96 rate. He conti nued:

And then with regard to the TOC ... I'll refer to the
FERC s TOC as the 154 B because that is the order in
which FERC adopted the TOC to be applied to oil
pipelines. So, | mght go back and forth a little bit
when |’ m tal king about FERC between the B and 154 B
and the TCC. And | might go back and forth a little
bit between Oder 151 and the DOC but they're
basi cal | y, al | of them are nore simlar than
different and how they’'re the same is that they base
the rate on the cost of providing service under an
original cost nethod. | didn't want the differences
to be confusing.

9:29: 01 AM

My next tw slides kind of summarize the RCA
proceedings and where they're at and the FERC
proceedi ngs and where they’'re at. On Slide 5, in the
RCA we filed a protest of the 1997 rates. W filed in
1996 saying that the TSM rates, the nethod and the
settlenment, wasn't resulting in just and reasonable
rates and since we had the right to protest those
rates, and that was the deal in the settlenment, we
di d. The TAPS carriers and the State of Al aska
defended the TSM rates and asked the RCA to continue
to charge them to us. The RCA decision in Order 151
rejected the use of the TSM for setting just and

reasonable rates. It said the nethod set forth in the
settlenment is not appropriate to use in establishing
cost-based rates. And then they set the rate under
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traditional cost-based principles and |lowered the rate
to $1.96.

To put this into perspective generally, the difference
bet ween TSM rates and cost-based rates is the difference of

$2 or $3 a barrel, depending on the year and
ci rcunst ances.

CO- CHAI R GATTO announced a short at-ease to address a technica

difficulty.

9:30: 45 AM

MR, BRENA conti nued:

So, in Oder 151, the RCA essentially applied cost-
based principles for the first time in the history of

TAPS and set an actual cost-based rate. The cost -
based rate that they set was about half of what they'd
been chargi ng. And to put this in a broader
perspective as we go along, when | talk about $1 a
barrel decrease, the state’s interest is essentially
25 cents a barrel. So if you talk about $1 a barrel
and you've got 1 mllion barrels going through the

line a day, then you're talking about $250,000 a day
the state has an interest in that outcone.

MR, BRENA conti nued:

The procedural status of Oder 151 is that it was
appealed to the Superior Court as an internediate
appellate court and Judge Sedwick affirmed the
decision of the RCAin all respects. Hi s decision has
been appealed to the Al aska Suprene Court. W' ve
argued that and we’'re waiting for the Al aska Suprene
Court to rule.

Wth regard to the FERC rate proceedings ..

9:32: 02 AM

CO- CHAIR JOHNSON interrupted to ask if the $1.96 rate is now a

fixed rate where the previous rate was vari abl e.

9:32:19 AM
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MR. BRENA expl ained that under the tax settlenent nethod that
was in effect prior to setting the cost-based rate at $1.96, the
rate varied greatly, from year to year and from carrier to
carrier. Their rates were $3.96 on average but they ranged from
$3.50 to over $4.00. The TSM resulted in highly variable rates
that were about double the rate set by the RCA He conti nued
with his presentation, as follows:

The FERC rate proceeding — one thing that the RCA s
order did is it caused people to take another | ook at
the rate structure on TAPS to figure out what was
fair. W had done calculations in the rate proceeding
and they suggested that the carriers were earning 100
percent a year on their investnent each year for the
five years before Tesoro filed its protest - over 100
percent a year return for the remaining investnent and
so that’'s one reason we wandered into that.

You mght ask what is Tesoro, a relatively small
pl ayer, doing taking on the conbined resources of
Exxon and BP and ConocoPhillips when it has a
relatively small ampunt of throughput. But there's a
di f f erence. You know, pigs get fat and then hogs get
sl aughtered and the difference between $2 and $4 nakes
a lot of difference to our clients. | f you take $1 a
barrel difference and we ship 25 or 30,000 barrels a
day, and you add $1 a barrel a day, that equals the
average of the profitability of the Tesoro refinery
during this period when we protested the rates. | t
has a huge inpact on local business so you' ve got a
relatively small player with hardly any throughput,
26, 28,000 barrels a day of the mllion barrels a day
at the time it was going through it and saying this is

just way out of line and it making sense financially
for that small player to do that even for those snall
barrel s. The state has a huge financial interest in
this in relative terns. Its financial interest is 25
per cent . It is the big winner or loser in these
cases.

On the FERC side, the independents whose - on the
North Slope, Anadarko in particular, took a |ook at
the RCA ruling and said it doesn’'t nake a whole | ot of
sense for the federal rate to be over $4 and the state
rate to be wunder $2 so maybe it is tinme for the
federal rate to go down too. And so Anadarko and
Tesoro filed in 2005 to lower the federal rate to a
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just and reasonable |evel as well. The rates at the
time, and this is putting it in 2006, ranged from
$3.78 to $4.41 and we stepped forward and asked FERC
to lower those rates to $2.04. The State of Al aska,
because it’s a signatory to the settlenment and |'1I]
discuss the inplications of that nore later, can't
argue that the federal rate or any rate under the TSM
is unjust and unreasonable. But they did argue that
those rates were discrimnatory. And even though they
spent the Jlast five or eight years opposing the
establishment of a just and reasonable state rate,
they said that because the federal rate was higher
than the state rate, that it was discrimnatory and so
the federal rate needed to cone down. And so they
filed a discrimnation action with FERC, asking FERC
to lower the federal rate to the state rate |evel of
$1. 96.

The carriers in turn said the state rate was too |ow
and asked the federal governnent to raise it to the
federal rate |evel. And so those were the three
classes of clains that were there: us, the smallest
fish in the entire ocean saying let’'s set just and
reasonable rates; the state who can’t say that it’s an
unj ust and unreasonable rate - saying it’'s a
discrimnatory rate, let’'s lower it to the state rate;
and the carriers who just lost the state case saying
that the state rate is wong and so we’'re having FERC
raise it to the federal |evel. Those are the three
di fferent classes.

CO-CHAI R GATTO asked whether the market value of a barrel of oil
affects the rates.

9:37:26 AM

MR. BRENA said the nmarket value of a barrel of Alaska North
Slope (ANS_ crude oil is determned in the LA Basin, based on
conpetitive market forces — international and alternative crude
oi ls. He did not believe the transportation rate directly

impacts the price of ANS but it inpacts the profitability of
using ANS for a particular refinery.

CO- CHAIR GATTO commented that shipping a $65 barrel of oil has
added expenses, such as running diesels and conpressors, paying
hi gher salaries and paying for travel. He said $1.96 could
start to look a little thin and questioned whether a conpany
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mght be entitled to an adjustment, depending on the market
price of oil.

MR. BRENA said if transportation rates are reduced by $1, the
value of all North Slope oil and gas resources increases by $1
per barrel in the ground. So the economcs of a 100 mllion
barrel field would increase by $100 nillion. He said although
$1 per barrel mght not make that rnmuch of a difference with $60
per barrel oil, it directly and substantially inpacts the
i kelihood of marginal field devel opnment on the North Slope. He
expl ai ned:

Whenever you can take a buck out of the mddle, then
you add it sonmewhere el se. It’s either upstream or
downstream and so that’s a buck to sonebody’s bottom
line that’s addi ng val ue. So that mdstream if it’'s
based on the cost of providing service, is very, very
i mportant. It’s very, very inportant to the state
because to the degree that as a producer that | can
transfer ny return from upstream to md-stream | get
to subtract md-stream from ny royalty and severance
t axes. So for every buck | transfer from production
to transportation is a quarter | save in taxes. Now
that works as long as |'’m paying nyself the rate and
we'll get into the risks of affiliated lines ... but
the whole gane works as a tax saving nmechanism to
transfer profitability from upstreamto m d-stream and
reducing the State of Alaska royalty and severance
taxes as long as you're paying the rate to yourself.
It doesn’t work when you're not paying the rate to
yoursel f.

9:40: 52 AM
MR. BRENA returned to his presentation:

kay, so those are the three classes of clains.
Tesoro saying the rates are just too darn high. The
State can’t say that — saying it’s discrimnatory and
so lower the federal rate to the state rate. And the
carriers saying the state rate is wong, let’'s raise
it to the federal rate |evel.

And let nme just comment here. You know, Tesoro is
just a small refiner, really. It’s grown since this
case started so it's a pretty big independent. In

relative terns to the people that we're talking to,
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it’s relatively small. Let ne just have you
appreciate for a nonment what a trenmendous effort it
takes for a small mnnow in the ocean to do sonething

like Iower the rates on TAPS. First you have to go
l[itigate between the RCA. Then you ve got to litigate
before the Superior Court. Then you' ve got to

litigate before the Suprenme Court and then you ve got
to beat off whether or not there’s an appeal to the
U S. Suprene Court. Then you've got to go down to
Juneau and you've got to defend what you did in
Juneau. And then you' ve got to go back to the RCA
because they' |l open three or four R dockets and
you' ve got to go through your R dockets. And then, in
this case, we had to go back to FERC and defend the
rate at FERC because the carriers asked FERC to raise
the rate. That’s what soneone doing business in
Al aska has to go through just to get a fair rate off
the North Sl ope.

Pl ease appreciate that and 1'Il get into the state’s
legitimate role in being sure that these things are
done right in the first place so you don't force your
busi nesses trying to add jobs and value in Al aska

to do that kind of thing. | can’t tell you how much
the TAPS carriers — they had to track their expenses
in opposing — just trying to set a fair rate on the
state side they spent over $20 mllion opposed to
setting a rate on TAPS. That’s how nuch they spent
agai nst our position. And, of <course, there’'s an
argunent over how nuch of that we have to pay through
our future rates.

kay, well, 1'm back to the FERC rate proceeding -
three classes, Judge Cintron agreed wth Anadarko-
Tesoro’s position to the penny, to the penny. It’'s

not very often in conplex rate litigation that you get
any regulator to agree with any party to the penny.
In fact, it’s never happened in ny career before.
That’s what just happened at FERC, part of it is
because these clains had al ready been enbedded before
the RCA and so we were pretty famliar wth each
other’s argunments at this point. But part of it goes
to that we put on a fair case in the first place.

The State of Al aska’s discrimnation claim for

dismssed is noot and the reason for that is as soon
as they lowered the federal rate down to a cost-based
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rate and the federal and state rates were about the
sane, then there’s no reason to worry about
di scrim nation anynore. And simlarly, the carriers

efforts at trying to raise the state rate to the
federal rate wunder Section 13-4 of the Interstate
Commerce Act, they were rendered noot too because
there’s no reason to talk about raising the state rate
to the federal rate when they' re both about the sane
t 00.

So, of the three classes of clainms, Anadarko-Tesoro’'s
position was adopted to the penny. The state’ s case
was dism ssed as npbot and the carriers’ counterclains
were - under the Interstate Comrerce Act - were
di sm ssed as noot.

This is an initial decision by Judge G ntron
procedurally where it is. It is a 116 page deci sion
It’s in your binder. It’s very well supported as an
order, as was the Comm ssion’s Order 151. These are
massive rate cases that give you sone idea of the
state rate case is a 65,000 page record. The federa
rate case is another 30 or 40,000 plus to 65,000 in
the state proceedings so the federal case is an 80 to

100, 000 page record. These are massive records and
massive cases. ... The judge did a good job and the
judge got it right. There' s one exception to that we

may conplain about but, with regard to establishing
the transportation rate, the judge got it right.

So, of course it's going to be appealed to the FERC
It’s called briefs on exceptions and it’s going to go
before the FERC. And then, of course, fromthere it’'s
going to go to the D.C. Circuit and then, of course
fromthere it will probably go to the [U S.] Suprene
Court, which I don’t expect themto hear.

9:45: 38 AM

CO CHAIR GATTO asked if the [D.C.] Circuit Court will definitely
hear the case.

MR. BRENA affirnmed it would. He told nenbers the D.C. Circuit
Court does a great job in rate cases. That court forced the
FERC to do it right in the first place in Farnmers Union 2.

CO- CHAI R GATTO asked if the D.C. Circuit is the Ninth Grcuit.
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MR. BRENA said it is not, and added that FERC sits in the D. C
Crcuit’s jurisdiction. The pipeline is in the Ninth Grcuit
so, arguably the case could be heard there, but the D.C. Circuit
has a lot of experience reviewing agency decisions and
particul arly FERC deci si ons.

CO CHAIR GATTO asked M. Brena if, in his opinion, the D.C
Circuit Court will hear the case.

MR. BRENA said it must because an appeal is a matter of right.
The effective Iife of these cases is about 10 years. He said as
soon as the FERC rules, the rates are likely to go down and the
nmoney w Il go where it shoul d be going.

CO- CHAIR GATTO asked if there will be a retroactive paynent.

MR. BRENA said yes, to January 1, 2005. He said he will discuss
the state’'s interest and refunds.

9:47: 06 AM
MR. BRENA returned to his presentation:

| thought 1’'d just sunmarize the judge’' s decision on
page 7. First, with regard to the TSM the carriers
have never even tried to support the rate elenents
that are conprised in the TSM and that’'s what the
judge held. She held that they didn't support the TSM
so they couldn't very well approve an unsupported
met hod.

One of the mpjor problems with the TSM and | don't
mean for this to be too esoteric, but you renenber |
said that the three elenents of a just and reasonable
— one was return on unrecovered investnent. The idea
is that your return is based on how much noney you’ ve
got out there. And one of the things the TSM di d t hat
was very, very wong was it divorced the return
elenent fromthe remaining investnent and it permtted
an allowance per barrel to be collected. That
al | onwance per barr el | ast year, t aki ng into
consideration the tax inpacts as well, is $1.19 per
barrel of additional returns and it has nothing to do
wi th how nuch investnent they still have in the |ine.
Whenever you take return and you link it to throughput

HOUSE RES COW TTEE - 16- June 7, 2007



instead of to investnment, you're going to get taken to
the cleaners and that’s what happened.

CO- CHAIR GATTO questioned the origin of the allowance per
barr el

MR BRENA said it cane from fundanmentally flawed economc
t hi nking. When the carriers settled in 1985, they did not want
to pay retroactive refunds so they tried hard to get to keep the
revenues they collected and were successful, for the nobst part.
However, they collected very high rates and |lots of revenue, so
determining how to back fill that with a cost-based nmethod was
probl emati c. Essentially, they filled the pot by retroactively
accelerating their recovery of investnent and [dismantlenent,
removal, and restoration] DR&R to the extent possible. By back-
end loading all of this investnent, they did not have to pay
much in refunds but they did not have nmuch investnent |eft over.
In cost-based rate nmking, vyour return is based on your
remai ning i nvestnent. He further related:

And | cross-examned the state’s economi st at the time
on this point for a very long tine, the better part of
half a day, | think. Wy did you do that? Then, the
al l omance per barrel was the crossover point when
their remaining investnment went down below a certain
level that was below what would be an acceptable

return. So then they created this allowance per
barrel to take the place of return based on
i nvest ment . And the justification that the econom st
for the state gave nme from the stand when | explored
this with him was — is they forewent future profits
because they recovered their investnent upfront. What
| explored with him for a very long time was
generally, in Dbusiness, you want your investnent
sooner back. The sooner you get it the better it is

for you. Wiy do you give a return because they don't
have investnment? Wen they take all their noney back
don’t you think they're earning a return on it
somewher e el se?

So, if you have this allowance per barrel to give them
a return because they got the front end |oaded, then
the first step is that’s econonmically flawed because
it’s a benefit to the owner to get his investnent back
qui ckly. But if you' re saying well what about these
profits here? If you give them those profits there,
then in effect you ve allowed them to double recovered
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profit on that same investnent. He took it out of the
pi peline and invested in over in Turkistan and nmade a
20 percent return on it over there and now you're
giving him 20 percent return here because it’s not
here. So what sense does that make?

That’s the history of it. That’s the justification
that the state econom st gave ne on the stand for it.
It doesn’t nmake a darn bit of sense to ne. It never
has. It never will. It’s basically flawed econonic
theory and it goes to — well, that’'s the history of

it.

CO CHAI R GATTO asked if they have recovered 100 percent of their
i nvest ment .

MR. BRENA replied, “I have a slide just on the recovery but the
schedul ed depreciation cost them $9 billion to build this Iine,
there’s about $600 million of investment remaining based on the
met hod that’s been in place for the |ast three decades.”

9:52: 58 AM
MR. BRENA continued his presentation:

|’m back to the sunmary of initial decision. TSM
pinion 154 B - again that’s the federal cost-based
appr oach. She said if we’'re going to use it, we're
going to set cost-based rates and Anadarko-Tesoro got
it right.

DR&R — DR&R is a separate entire conversation but |et
me just say, and | have a slide on it, but she said
that it’s tinme to account for the collections of DR&R
and your earnings on them and that iif you over
collected, they should be refunded. There’s a |ot
nore to it but that’s essentially what she said.

Wth regard to rates, | nentioned earlier that all the
carriers had different rates and they varied year by
year and they varied carrier by carrier in any given

year. She said we're going to set one rate on the
federal side. There’s no justification that’s been
advanced for having these rates bouncing all over the
pl ace.
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The State of Al aska’s discrimnation <claim for

dism ssed is npot. The TAPS carrier Section 13-4
claine were disnm ssed as noot. The renedies for the
refunds — she held that it's the increases in rates

that are refundable in "05 and 06 with the cost-based
rates going forward. So, in effect they raised their
rates from $3 to $4 in '05 and '06, that’'s what’'s
subject to refund. It’s not subject to refund all the
way down to the cost-based rate but going forward
we’'re going to set cost-based rates.

CO-CHAIR GATTO asked if the refund for '05 and ’'06 has been
cal cul at ed.

MR. BRENA said the anobunt depends on how it is calcul ated.

CO CHAIR GATTO questioned if it is between $1.96 or $2.04 and
t he charge.

MR. BRENA said the difference is a couple of dollars between the
filed and collected rate and the J&R rate. He further said,
“But FERC has a policy of only allow ng refunds of increases so
only allowing refunds down to the last clean rate — that’s the
way they referred to it. So there’s a question about whether
t hose refunds should go all the way down to the $2.04 |evel or
down to the prior rate filing level for those two years only and
|’m sure that’s an issue that the state has quite an interest
In.”

CO CHAIR GATTO inquired as to the amount in the nost recent
filing.

MR BRENA said the rates have increased from $3.00 to $5.00 over
the last three years. Five years ago the RCA said the rates
shoul d be $2.00.

CO CHAIR GATTO asked if, “... we can’'t get below the $3.00?"

MR. BRENA answered that renmains to be seen but the judge’s
initial decision only went to the last filed rate for those two
years. The principle benefit to the state under her ruling is
2007 forward and the potential for DR&R refunds.

9:56: 14 AM

MR. BRENA continued with his presentation:
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Slide 8 — I've said this because this is where it
actually fits into ny presentation. “Just and
Reasonable Rates,” - what that neans is cost of
provi ding service and what that neans is if you built
the pipeline, you get your operating costs, you get
your investnent back and you get a reasonable return

on your remaining unrecovered investnment. That’'s what
just and reasonable rates are usually intended to be.
And this is decades and decades of Ilitigation. Thi s

has been the result.

: 57 AM

|"ve talked about the next slide, Slide 9. " ve
talked about the TSM rates are not just and
reasonabl e. They’ ve never been support ed. They’ ve

never asked for a review. There' s never been a review
of the rates prior to these cases as to whether or not

the TSM produces just and reasonable rates. The
owners have never supported their rates, not in a
singl e case. They’ ve never cone in and said these

rate elenments are supported by these costs.

The RCA did a calculation of over collection. I f you
apply the RCA's approach, if you apply the FERC s
approach and you take a | ook backward to take a | ook
at what the collection should have been, then this is
what you end up wth. The TSM has resulted in over
$18 billion of over collections. ... The state’'s
interest is 25 percent of that and that would have
been from '77 to date and you probably would have
earned sonme noney on that difference in the nmeanwhil e.

So — and just to put this in sone kind of perspective,
it cost them roughly $10 billion to build the line

$15 billion to operate it. So all in, they have $25
billion in this line. They’ ve coll ected through 2004

$60 billion ... and all in operating cost investnent
they got $25 billion in. | nentioned that the TSMis
fatally flawed as a nethod to set just and reasonable
rates. | nentioned the all owance per barrel.

There [are] a few other elenments of it that you should
be aware of. One is each carrier can make up whatever
rate he wants each year. He can project any
t hroughput he wants. He can project any |evel of cost
that he wants and he can get any rate that he wants in



any one year. That’s a characteristic of the TSM
Now theoretically, it’s supposed to balance out
because there’s a lagging true-up, where if he' s off
when the actual costs flow through it kind of bal ances
up. But, in fact, that’s just a challenge to change
your projections nore and nore into the future and
there is absolutely nothing that says what happens at

the end of the life of the settlenment when your
projections are all out of whack with reality. It’'s a
ness.

The |line was depreciated over 2011. This line isn't

going to go out of service in 2011. Whien the TAPS
owner put in the right-of-way renewal application,
which by law they could only extend for 30 years, they
extended it to 2034 and in their application they said
the economc life of this line is well beyond 2034. |
just got out of an ad val orem hearing before the state
assessnent review board. | represented the Cty of
Val dez in that case and we were arguing over what the
assessed val ue of TAPS ought to be and the life of the
line was a major issue. W put on a case that, based
on proven producing reserves alone, in 2050 there wll
be 136 barrels of oil flowing through TAPS. This |ine
is going to be around a long, long tinme and all the
rate making prior to these cases was based on 2011 -

way of f. And now the new rates that have been set
have been based on the federal rates based on 2034 and
in the next rate case, | predict that the rates wll

be based on 2050, 2060. That will be conservati ve.

CO CHAI R GATTO asked if the pipes can survive that |ong wthout
requiring repl acenent.

MR. BRENA said reserves nust be properly reported to investors,
based on SEC definitions. People wusually report what they
believe is pretty close to the truth to the SEC and the tax
authorities. Wien it cones to calculating rates, people take a
nore rel axed approach. As an exanple, BP has told its investors
in its fourth quarter 10K report for the BP royalty trust that
it intends to continue producing [in] Prudhoe Bay through 2062.
He returned to his presentation:

So, anyway, going back to the point - the TSM basis

rates on the recovery of investnent through 2011, the
federal rate is through 2034. Everyone acknow edges
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that the 1life of this Iline 1is at | east 2034.
Realistically, | think it is 2050, 2060, 2070.

One of the things that the TSM does is it says that
the way that the nechanism works it establishes a

total revenue requirenent. W ll say it's $1,000 and
then it uses the plug figure, whatever they collect
from the state shippers, let’'s say it's $100 is

subtract ed.

10: 02: 45 AM

That neans they're entitled to collect $900 from the
federal shippers. That's the way the nechani sm works.
Vell, when the state took the $100 they were
collecting from the state shipper and shrunk it down
to $50, then the effect of that was to take the anount
that they collected from the federal shippers from
$900 and $950. So, it doesn’'t make jurisdictional
separations and, in fact, the <costs that were
specifically disallowed by the RCA as unjust and
unr easonabl e costs then automatically flowed over and
reflected fromthe federal shippers and went to reduce
the state’s royalty and severance taxes.

In terms of the over-collections to date, not | ooking
forward, just |ooking back, the TSM has cost the state
about $4.5 billion in royalty and severance taxes plus
earnings on that anount from’'77 to 2004.

10: 03: 54 AM
On page 10 is a copy of the rates. This just
illustrates the different <carrier’s rates by the
different years — year to year and anong the carrier
groups. |’'ve already kind of discussed this. ... Page
11 is kind of the heart of the argunment over the
t heory. | want to draw your particular attention to

lines 1, 2, 3, 7, 9, 10, 12, 13, 14, and 15.

| want to first point out, on line 1, operating costs.
What this is - this is the carriers’ theory of how
cost-based rates should be established on the federal
side based on Opinion 154 B conpared w th Anadarko-
Tesoro’s theory. Here they are just lined up side-by-
si de. Now you can see that the carriers’ net result
on line 15 is the carriers said that their rate under
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cost-based rates should be $5.53. Anadarko-Tesoro and
the judge said it ought to be $2.04. So the carriers
put on a case that said that the TAPS rates, the TSM
rates, were too |ow Their filed rates were too |ow
by a buck and a half and that's the way that they
interpreted Opinion 154 B.

So, if you take a |look at operating expenses, you’'ll
see that both of them have identical operating

expenses. Everybody agrees to give them every penny
that went into operating. If you take a |ook at
t hroughput on line 13, you'll see that they use the
identical level of throughput. So the operating costs

and the throughput Ilevels in both of these nodels
[are] identical but the rates are $3.50 difference.
Okay, well that’s a lot of gamesmanship to get there
when your costs and your throughput are the sane.

You see the depreciation expense iten? They said that
each year they should be entitled to $335 nillion and
we said $13 nillion. They put on a case that said
that they want to double recover their investnent.
That front end | oading depreciation that they got paid
once, they said that it should have been straight
lined and they should be paid that investnent back a
second tine. That was the essence of their federa
case. They said we should get our investnent back
twce. W disagreed and the judge di sagreed.

Deferred earnings: $224 nillion versus $7 mllion.
They actually got deferred earnings in the TSM all the
way back to '77. They said they should be able to go
calculate it and get a second helping of deferred
earnings and so they tried to double recover the
i nflati on conponent.

If you take a |ook at the return allowance, the return
on equity, their return on equity was alnpst $300
mllion. Qurs was 30. |It’'s because of the difference
in the calculation of investnent. | f your investnent
is a lot higher, you get a lot nore return. Al so
their return calculation was high. The total return
al l omance, you can see - well the total revenue
requirement - line 12, they said $1, 750,000,000 a
year. W said $647, 000, 000.
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Take a | ook at
mllion versus
al | onance equal

taxes and so if

the tax allowance on line 9 - $300
$40 nmillion. When you get a tax
— you know, you get to gross up for

your return is higher, this is a

matter of calculation, your tax allowance is a |ot
hi gher. So when you punp up your investnent, you punp
up your return and you punp up your tax allowance.
That’s hundreds of mllions of dollars at each step.

So [those are]

the differences between our cases

before the FERC. The Anadarko-Tesoro case is the one

that the judge

t hought was nobst reasonable and

specifically made a point of saying you don’'t get to
doubl e recover your investnment. You just don’t get to
do that in rate making. You only get it back once.

10: 07: 54 AM

MR. BRENA conti nued:

Slide 12 shows

the build-up from their rate to our

rate and where the noney is and what the differences
are. Pl ease don’t be confused by the revised rate
being $1.98 because that’'s the $2.04 cent rate just
stated on a conposite basis. That is the $2.04 rate.

The $2.04 rate
conposite rate.

is the Valdez rate. The $1.98 is a
It’s the same effective thing.

And you can see that them wanting to get their
deferred earnings twice, the shippers, the ratepayers

pay them their

deferred earnings once and they wanted
it a second tine.

That was $1.78 of the difference.

You can see that they had a starting rate base

adj ust nent t hat

was 29 cents in the difference. And

you see them wanting to recover their investnent
tw ce, a portion of their i nvest ment tw ce,
particularly pretend that they had gotten straight
lined for the last 30 years when they had actually
gotten accelerated, that’'s $1.31 a barrel. And t hose
are the major differences in the theory and the rates.

10: 09: 05 AM

CO CHAI R GATTO questioned whether the accounting procedure rul es

are so flexible that

these nonstrous adjustnents can be made,

i.e. declaring deferred earnings twce. He asked if anyone
coul d make such a statenment without a red face.
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MR. BRENA said they have made that statenent for over a decade
at nultiple proceedings and foruns.

CO- CHAIR GATTO asked if the state could do that with its own
investnments and tell the IRS it wants accel erated depreciation
but in five years change its mnd and take the straight |ine
depreci ati on.

MR, BRENA said it could not. He asserted their theories strain
credibility in his and others’ m nds.

10: 10: 53 AM

MR, BRENA conti nued:

DR&R is a separate conversation but | just want to
bring it to your attention because there is a huge
anount of potential noney at stake for the state and
so | just want you to have sone idea of the magnitude
of the issue.

As | nentioned earlier, this is just the cost of
taking a pipeline out of service at the end of its
economc life. The basic concept is that whatever it
costs you to take it out of service, of course you
can’t collect it from your rate payers because you
don’t have rate payers when you ve taken it out of
servi ce. Even if you did have rate payers, the |ast
person on the line shouldn’t pay all that cost. | t
ought to be paid by everybody because that’s a cost
that everybody should spread over the entire life of

the |ine.

The carriers have collected $1.5 billion from 1977 to
date for DR&R A huge issue in the federal case and
will remain for sonme tine is how do you determ ne what
their earnings have been on those collections because
those are shipper funds. W put on a case that the
judge disagreed with but we showed what they have
actual ly earned. W went back and calculated their

unrestricted return on equity for the conpanies that
were distributed the funds. So this is how nuch they

made actually. They nade $15.7 billion so, in total
t hey have collected and earned $17.2 billion.
Now their need - and this is all in sane termdoll ars,

their need is $2.6 billion. They said they need $2.6
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billion. They have actually collected $1.5 billion

They have actually earned $15.7 billion on the $1.5
billion that they've collected. So they're $17.2
billion richer for a $2.6 billion cost.

Now one of the basic principles of cost-based rate
making is you don't get a profit on your cost, you
just get your costs back. You get a profit on your
i nvest nent . You don’t get a profit on your costs.
Whatever it costs to operate, you get that back.

10: 12: 40 AM

CO CHAIR JOHNSON asked why the judge disagreed with the $15.7
billion if Anadarko-Tesoro laid out a case that definitely said
that is what they made and what the difference would be.

MR. BRENA replied the difference is substantial. He expl ai ned
the judge said, for rate making purposes, there was no authority
to look through the regulated entity to what their parent
conpani es actually nade on distributed funds and attribute that
back to the ratepayer or the regulated entity. She did not want
to trace them all the way to their actual integrated use. The
judge did hold the conpanies collected and earned $2.9 billion
to date and their need is $2.6 billion. She based that on
“Moody’s AA Actual.” He pointed out those funds were not
actually invested in Mody's AA Actual and if one |ooks at the
regul ated entity, their allowed returns were nassive and were
hi gher than the parent conpanies’ 15.2 percent actual use. That
is and will continue to be an issue to the proceeding.

10: 14: 03 AM

CO CHAI R JOHNSON i nqui red whether [a copy of] the judges ruling
of $2.9 billion is included [in the docunentation provided].

MR. BRENA said it is not; that anmount is actually a cal cul ation.

CO CHAIR JOHNSON asked M. Brena if that is his calculation
versus the judge's cal cul ati on.

MR. BRENA clarified the judge did not do a calculation. She
determ ned how a cal culation would be done. | f one does that
calculation, the anmount is $2.9 billion. He asserted this is
the area in the case where he doesn’t agree with the judge.

HOUSE RES COW TTEE - 26- June 7, 2007



CO CHAIR JOHNSON asked if that is the only area where M. Brena
di sagrees with the judge. He suggested 15.7 is a huge nunber
and he wants to deal with information that a judge has found to
be credible, which the $2.9 billion obviously is. He asked M.
Brena to point out his discrepancies with the judge’ s opinion.

MR. BRENA said that is the only issue where he disagreed wth
the judge. He remarked the judge didn't say that earning |acked
credibility. She used it in her reasoning to reject a risk-free
rate calculation. She did not disagree with the earnings anount

of $17.2 billion; she said as a regulator she could not trace
the funds through to their actual use. He stated the conpanies
actually collected and earned a total of $17.2 billion, the sum

of $15.7 billion and $1.5 billion. He didn't want to give
menbers the inpression that the judge disagreed with his

cal cul ati on. She did not. She actually used it to reject one
of their positions. The problem was she could not trace the
f unds. Al of those funds were distributed to the parent

conpani es and use for unrestricted equity. She pointed out that
FERC |ooks to the regulated entity, not to what the parent
conpani es made with the distributed funds.

CO CHAI R GATTO asked if M. Brena calculated the $15.7 billion
by |ooking at the annual rate of return and determning, “this
noney earned the same annual rate of return as the conpany in
general and therefore this noney, even though it’s mxed in the
overall noney that the conpany has, this specific noney, if it
earned only its percentage of all the noney, would have earned
$15.7 billion. |Is that how you arrived at that nunber?”

MR. BRENA replied, “Exactly.”

10: 17: 34 AM

REPRESENTATI VE GARDNER inquired whether the judge said she
| acked jurisdiction to use that cal cul ation.

MR. BRENA said she did not use that term She said no FERC
authority allowed it to use the parent conpanies’ returns to
determine the earnings on the DR&R fund. G ven that she
rejected the parent conpanies’ wuse of capital structure, she
| ooked at Mdody’'s AA actual .

10: 18: 20 AM

REPRESENTATI VE GRUENBERG asked what kind of authority the judge
i ndicated she would need to use the parent conpanies’ earnings.
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He questioned whether any authority exists that prohibited her
from taking action.

MR. BRENA answered the judge said no precedent existed; she did
not say that she | acked authority.

REPRESENTATI VE GRUENBERG asked if that is the point of appeal.
MR. BRENA said the briefs have not been filed yet.

REPRESENTATI VE GRUENBERG asked M. Brena if he plans to include
that point in the brief.

MR. BRENA said he is considering it. He then continued his
presentati on:

Let nme point out too, that we had put on an
alternative case. The $2.04 was what we put on as our
primary case and what we asked her to accept. Wth
regard to the DR&R the FERC deals wth it
conceptually two ways. They kind of create a fund or
they kind of allow a rate-based credit. We did ask
for them as an alternative to apply a rate-based
credit and she didn't like that idea nuch either.

But let me point out that everything that we're
tal king about goes to transportation rates and then
DR&R is not a current transportation rate because she
didn't allow the collection of any DR&R in the $2.04
rate. The DR&R goes, what do you do because you’ ve
collected $1.5 billion over - since 1977 forward and
you haven't accounted for it and you haven't said what
you' ve earned on it and nobody knows how big the pot
is. You guys say you need $2.6 billion but we don’t
know how nuch you have. So what do you do about it?

What we said is regulator regulate. This needs
regul atory oversight. They need to provide an
accounting. W need to set an earnings rate. W need
to figure out how we’re going to figure this out. You
cant wait for 30 nore years and then just litigate
it, so that’s our basic position. So I want to be

sure, too, how the DR&R fits into the case that we
prevailed in the position that there should be no
further DR&R collections in the $2.04 rate because
t hey haven’t denonstrated that they needed t he DR&R
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10: 20: 47 AM

CO- CHAIR GATTO referenced a docunent before commttee nenbers
named “United States of America 119 FERC 63, 000- 007.” He asked
menbers to turn to page 74, “lIssue 3F,” and said it is pertinent
to the current discussion. He read from page 74, “What is the
appropriate rate of investnent?” and said that is followed by a
description of how the conpanies determne that. He read:

The carriers claimthat the cost of capital should be
based on the capital structure of the carriers’ parent
conpani es, the parent conpanies’ cost of debt and a
cost of equity established using the TCF nethodol ogy
with oil pipeline proxy conpanies or wusing a risk
prem um et hodol ogy if appropriate .... Additionally,
the <carriers argued that they should get a two
percentage point equity rate and prem um

MR. BRENA said the consistency of rejecting the conpanies’
capital structure to determne return by tracing through the
DR&R funds was inportant to the judge and is one reason she did
not trace the funds. Regarding what Co-Chair Gatto just read, he
expl ai ned the parent conpanies’ capital structure for major oil
is heavily weighted towards equity. They requested the highest,
nost heavily weighted equity structures that FERC has ever
considered and they lost. The equity decreased from 90 percent
to 45 percent.

10: 23: 53 AM

MR. BRENA continued his presentation:

| wanted to comment on the State of Alaska' s positions
because this conmttee has an oversight function and
the state’s stake and the | essons for the gas line, ny
last slide. Let nme say in the history of the State of

Al aska’s position, or Slide 14 — let ne start out by
saying none of the points |I'm about to nmke are
comments on the Palin Admnistration or the current
attorneys involved in these cases. | know that Phi

Reeves was available to answer questions to this
commttee today or he was going to be. I think very

highly of Phil Reeves and he’s one of the best that
they’ve had on these kinds of issues for sone tine.

And the Palin Admnistration, | believe, is headed in
the proper direction in terns of trying to rein in the
abuses in pipeline transportation. So these are
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cormments on the prior history generally because - and
| go into history because if you don't figure it out,
it’s hard to correct it and so | just want to tell you
my opinions for the value that they contribute and
we' |l kind of go fromthere.

The state has consistently been out-resourced in
pipeline matters — consistently. They’ ve been out-
litigated. They’ ve been out-negotiated. They’ ve been
out-staffed just across the board. So, anything that
you guys can do to get the state the resources they
need to do these jobs right is what they need to do.
They conpete with the best and the brightest in the
wor | d. People that go around and do this, you know,
this is all they do. They know their stuff well.
|’ve been litigating against these guys for a couple
of decades. They are good. They are very, very good
and that needs to be recogni zed.

The state has had very limted success with regard to

the oil pipeline. The state has never established a
just and reasonable rate in Alaska' s history - not
one, not one ever. That’s too bad because if you

establish just and reasonable rates, you establish
principles that apply to pipelines but then you go
back to if what you re always doing is negotiating,

and never — it’s just commbn sense. If you’ re going
to negotiate with me and you know that if our
negotiations break down, |I'm going to take you to

court and beat you, then you negotiate differently
with nme and | do beat you. You negotiate differently
with me than if we're negotiating and | never end up
taking you to court all the way through and forcing
the hard decisions on the system So you’'ve got to
Wi n sone cases to get good deals from major oil. | f
you don’t, you' re not going to get them- period.

The results have been bad settlenents and one of the
things about the settlenents that strikes nme in
particular is that there’s no way to be sure that the

deals stay fair for the parties. You know, |ike the
TSM deal . They took the state out of the gane - a
maj or financial player. They took the state out of

the gane and then they linked return to throughput
that they know a whole lot nore about than you guys
ever will. And then, when the throughput was a whole
| ot higher than what everyone thought it would be,
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then they were making a 50 to 100 percent return a
year on the line while the state sat helplessly by as
a signatory to the settlenment and couldn’t do anything
about it.

wll, if you do a deal, you don't base it on
information that you don’t have control of and you do
it in a way so that if it goes out of sync wth
reality, you can bring it back. You don’t just enter
long term 20 or 30 year deals wthout those basic
pri nci pl es. Nobody does it in business and stays in
business and it’s what the state does, consistently.

10: 27: 52 AM

CO CHAIR GATTO asked, “So making 50 to 100 percent on the line
because the line was entirely wthin the state, then FERC had no
i nfluence?”

MR. BRENA said for regulation to work, soneone has to ask it to
work. The state is the obvious player to do that because it has
the greatest financial stake in the outcone. However, the state
agreed to sit on the sidelines. He pointed out that 30,000 of
800,000 barrels of oil noving through TAPS daily are owned by
i ndependents. The rest of the oil is nmoving through affiliates
so the BP shipper is not going to file a protest against BP
pi peline and the producer is saving 25 cents of every dollar
from the state royalty and severance taxes. They analyze this
on an integrated econom cs basis. When you have affiliated
shippers on an affiliated [ine and not many independents, and
the state is on the sidelines, there is no one to ask FERC to do
its job. No one has, which is why FERC has never established a
just and reasonable rate on an Alaskan line until its initial
deci si on.

MR. BRENA continued his presentation:

kay, sone of the settlements that the state has

entered into, like the feeder lines going into TAPS,
they’ re agreenents on rates. It’s not clear what the
depreciation is that’s in that rate. It’s not clear
what the DR&R is in those rates. G ven the fact that
they go back and restate that — | nmean I’'min a case

where they've said that the depreciation that they
collected wunder a settlenment shouldn’'t be counted
against future rates and therefore we should be able
to collect it again fromfuture rate payers. Well you
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ought to be pretty clear about, in your settlenents,
about what elenments of that settlenment that affect
future rates — about what you're collecting in that
rate. | nean if, for exanple, you don’t know what the
depreciation is, then when that settlenment ends, what
you have is a nmess because you don’t know how nuch
investnment is left in there. You don’t know how much
DR&R has been coll ected. You don’t know what the
earnings rate is in the DR&R Every one of the state
settlenments is |like that.

10: 30: 21 AM

The Murkowski gas line agreenent — the only worse deal
|’ ve ever seen in the past was that one and | won't go
into that anynore.

The state has put itself on the sideline in these old
deals but they are also restrictively interpreting the
terms of those to keep thenselves on the sideline
| onger than they need to be.

The duty to defend the TAPS settlenent, for exanple,
made a major point of saying that third parties had
the right, under the settlenent, to go ask for a just
and reasonable rate and that’s what we’ ve done. The
carriers have advanced argunents and said that under
the TAPS settlenent agreenent we don’t have that
right. The state has sat silently by while the
carriers have msinterpreted the settlenents that
they’ ve entered into with the regul ators.

So | think that they’'re — and the state actively
l[itigated against in-state shippers for a decade
trying to force down our throat TSM rates, which were
far higher for — after, you know, please share wth nme
just for a mnute — | was at the hearing where the RCA
or the APUC at the tine approved the settlenent. I
was there for Tesoro and | said that the APUC shoul d
approve the settlenent. The reason that | said that
is because prior rates were settled and future rates,
if we disagreed with them we could protest them and
get what was fair. So we agreed with it because that
was t he deal

Wen we finally went around to file and to argue that
the future rate was unjust and wunreasonable, the
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carriers started arguing we didn't have the right to

do that. That was a part of the deal. It’s al ways
been part of the deal and so they went back and said
well, Robin, you supported the settlenent. Yes, |

did, but the settlenent said we had the right to
protest future rates and now you're telling ne the
settlement says we don’'t have the right to protest
future rates. That wasn't the settlenent that |
support ed.

10: 32: 30 AM

CO CHAI R GATTO asked if the settlenent was in witing.

MR. BRENA said it is in witing and was stated in testinony and
t hey haven't been able to persuade anyone of their positions.

REPRESENTATI VE GRUENBERG asked M. Brena to describe the deal he
t hought was nade.

MR BRENA said it was described in sworn testinony. The
representations and presentations to FERC and the RCA nade cl ear
that future rates were not settled. They filed a 50-page
explanatory statement of their settlenment in detail and brought
in their experts. The carriers’ argunent metanorphosed from
saying the original deal was sonmething different to the fact
t hat FERC sonehow approved it over the passage of tine.

CO CHAIR GATTO said he is amazed there is no docunment that says
the parties agree to specific stipulations rather than sinply
sayi ng sonet hing was on the record so cannot be di sput ed.

MR. BRENA clarified the settlenent does not settle future rates.
He continued his presentation:

The no clear consistent policy or client — | started
the presentation by saying you need to get two things
right. You need to get access right and you need to
get rates right. If you don't do those two, then you
haven’t got it done. One problem — there’s no clear
policy concerning access and, obviously, to the degree
that Alaska has to rely on independents and is trying
to open up conpetition on the Slope and nmaxinize its
resources, obviously to the degree that it can open up
the Slope to other players is better for the state
So the state should have a clear and consistent policy
for open access to fuel facilities, to pipeline
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facilities, to the whole system necessary to devel op
t he resource.

10: 34: 56 AM

REPRESENTATI VE WLSON recalled that when this issue was debated
during the regular session, the producers were opposed to the
state havi ng access.

MR. BRENA said he did not hear all of the producers’ argunents
so he could not respond. He added that with an affiliated
controlled gas line, there is trenmendous financial incentive to
not open access to that line to a conpetitor.

REPRESENTATI VE WLSON believed the majority of the producers
argued agai nst access but sone did want it.

MR. BRENA agreed that trying to get open access from a
controlled facility would be very difficult.

10: 36: 27 AM

MR. BRENA continued with his presentation:

So no clear or consistent policy or client — you know,
there needs to be a clear policy towards open access.
There needs to be a clear policy on cost-based rates.
People that build infrastructure should be able to get
their investnment back. They should be able to nake a
reasonabl e return. They should be able to recover
their operating costs. But they shouldn’'t be able to
gane it into a tax savings mechani sm agai nst the state

by having such exorbitant returns that, in effect,
they are transferring profitability from production to
transportation and i npacti ng t he ability of

i ndependents to explore on the Slope, inpacting the
state’s royalty and severance taxes, and inpacting the
val ue of those resources to value added manufacturing
in Al aska.

The no clear client corment — the attorney general has
interpreted a statute to nean that the attorney
general is both the attorney and the client on oil
pi peline matters. That's never nade any sense to ne.
| think they are reading the statute wong and what
you have is, over the years you ve had an attorney
general wthout a client. |"ve often tried to say
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okay, well who is your client, who do | sit down and
talk with? Issues with regard to natural resources,
it seens, should be left to the Departnent of Natura
Resources and that should be the client that the
attorney general represents. But they' ve interpreted
that statute to nean the attorney general is the
client and the attorney general is the attorney. It’s
a msreading of the statute in nmy judgnent. It’s
sonething the |egislature ought to clarify — who the
client is to the degree it's being interpreted and
applied that way.

Trying to get accountability for these pipeline calls
— whose making these decisions? |’ve tried to trace
t hem t hrough and good luck. There is a shape shifting
body of people that are involved in decision nmaking
that go - sone are in DOR, sone are in DNR, sone are
in the Governor’'s Ofice, sone are in the Attorney
General’s Ofice. There isn't one consistent |ine of
responsi bility. So it ought to be policy driven, it
ought to be policy driven by the departnment as it is
in every other area that is responsible for the
devel opnent of our resources, which to me is DNR

CO- CHAIR GATTO asked if M. Brena is saying the DNR comm ssi oner
should be the lead player while the attorney general would
assi st the commi ssioner with contract naking.

MR. BRENA enphasized in every other area of |aw, attorneys have
clients, but not thenselves. In gas and oil pipeline policy
matters, the attorney is the policy maker because of how they
have interpreted the statute. The result has been a blurred and
shifting authority within the state as to how the policies are
to be nade and i npl enent ed.

REPRESENTATI VE DAHLSTROM asked who “they” are in regard to
interpreting the statute.

MR. BRENA clarified he was referring to the attorney general’s
interpretation of AS 42.06.140 (a)(10).

REPRESENTATI VE DAHLSTROM asked if M. Brena was referring to the
current attorney general.

MR. BRENA said he was referring to fornmer attorneys general. He

added they do things with a certain anmunt of bureaucratic
momentum  This is an unusual area that needs to be straightened
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out . He finds it amazing that the attorney general, who is the

acting attorney for resource devel opnent agenci es, has
interpreted the statute to nean the attorney general is the
client and attorney. It nmkes no sense.

REPRESENTATI VE GRUENBERG said the nenbers of the House State
Affairs Commttee have pursued other areas where the attorney
general’s role is questionable but he was not aware of a problem
in this area. He then read AS 42.06.140 (a) (10):

The commssion ... [referring to the RCA] shal
provide all reasonabl e assistance to the Departnment of
Law in intervening in, offering evidence in, and
participating 1in proceedings involving a pipeline
carrier or affiliated interest and affecting ... the
interests of the state, before an officer, departnent,
board, comm ssion, or court of another state or the
United States.

He said he reads that as only authorizing the commssion to
assist the attorney general in its representative capacity, such
as an investigator or police officer would assist the district
att or ney.

MR. BRENA agreed with Representative Gruenberg’ s interpretation.

REPRESENTATI VE GRUENBERG asked M. Brena if he has any witten
docunentation to show the Departnent of Law has interpreted the
statute as he descri bed.

MR. BRENA said he would check to see whether he has any witten
information to substantiate his assertions. He has asked the
attorney general’s office who its client was. In P97-4 when the
state was opposed to lowering the rates to just and reasonable
| evels, he raised that issue in the hearing room for the record.
He offered to follow up and get that information to the
comittee.

10: 42: 56 AM

REPRESENTATI VE DAHLSTROM asked the co-chairs to request
clarification fromthe current attorney general.

REPRESENTATI VE GRUENBERG believed the House State Affairs
Comm ttee nmenbers are interested in dealing wth the question of
whether the attorney general represents the state or the
gover nor.
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MR. BRENA asserted resource devel opnent is within the purview of
the Departnment of Natural Resources (DNR) so this is one arrow
DNR should have in its quiver. He then continued his
present ati on:

Slide 15 — thank you for your patience. The State of
Al aska financial stake and | use this as a rule of
thumb, the 25 percent, that’s historically correct.
The new tax regine had made that calculation nore
conplicated and ... so I'’m just using that as a rule
of thunb. But of refunds and interest for 2005 and
2006, and the judge's ruling did say that it’s just an
increase in rates for these years subject to refund

and | suspect that that will be sonething that people
are considering, whether to take a brief on exceptions
for. The state has a huge financial interest in that

issue. M client does not - clients.

Then 25 percent of lower refunds or interests — 2007
going forward — | think we're going to be able to get
the $2.04 rate. Anything above that — | nmean once you

get that in place then the benefit starts flow ng. I
think we’'re going to be able to get there by the end

of the year. | hope we can. The DOR s cal cul ations
that you've seen in the paper and that have been
reported to this commttee | think understate the

benefit to the state and what they assune in their
calculation is that the benefit ends at the end of
2008 because that's the term nati on of the TSM

So they assume that ... beginning in January 1, 2009
that cost-based rates are just magically in effect on
TAPS. Well, | showed you their case that said that a
$5.63 rate was the way they calculated Opinion 154 B
so they put on two cases. They put on two alternative
cases: the SAC that said that the rate ought to be
$6.00 and the Low Cost Method. And their 154 B
calculation said it would be $5.63. They put on a 5
and a half buck case and a 6 buck case to justify a $4
rate.

Now i f you think that in January 1, 2009 wi thout these
decisions all of a sudden Anadarko-Tesoro’'s or the
state’s interpretation of 154 B is going to be
automatically put in effect, then go ask Alice because
that’s just not going to happen. So, the deal where
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our calculations of benefit from just [indisc.], are
going to carry forward.

10: 46: 34 AM

Now there would be a counter-argunent that would
suggest that at the end of the line is agreenment anong
the parties with regard to depreciation bal ances and
property balances and those kinds of things. That’ s
not persuasive to ne. So, the real benefit of this to
the state is on a going forward basis but at |ong |ast
cost-based rates are being set on TAPS and that nmeans
that the tax avoidance gane is ended. That’'s the real
benefit here.

CO CHAI R JOHNSON asked whether the state can sue to recover that
nmoney even though the state defended the producers in the case
and has [offered] a settlenment agreenent.

MR. BRENA responded, “You get your noney despite yourself.”

CO-CHAI R JOHNSON asked whether the state will have to take the
case to court.

MR. BRENA replied:

Anadarko and Tesoro, or their representatives in the
back room ought to get a Christmas card from the
state. ... |’m hopeful that the state will be able to
wal k through the front door and say if the FERC does
establish a J&R rate, a just and reasonable rate, that
refunds ought to be available. Please understand that
it’s Anadarko-Tesoro’s theories that are nmaking the
state noney. Anadar ko- Tesoro doesn’t have a dog in
this fight. 1In fact, we lose a little bit of noney if
the state nmakes noney in these historic years.

CO- CHAIR JOHNSON asked if the state is precluded from taking
| egal action because of its previous agreenent.

MR. BRENA said the assistant attorney general is review ng that
right now. He does not believe a lawsuit will have to be filed.
The mechanism for refunds is to ask for clarification, and when
FERC orders refunds, they are paid. |If FERC establishes a rate
and orders refunds, they are paid, so no independent |[egal
action should be necessary. He said the anpunt of the refund
for 2005 and 2006 is in question because the basis on which it
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will be calculated is unknown at this tine. That is not a
refund issue; it is just a question about the anount.

MR. BRENA continued his presentation:

And then, of course, unless the state has given it
away through the royalty settlenents, there is also an
opportunity for 25 percent of the DR&R refunds. To
take it back to the theories that we advanced, you
know the $17.2 billion versus the $2.9 billion, it
doesn’t matter what nunber you use. If you use the
$2.9 billion, you take the life of this line out 40
years and you use the judge s decision, then earnings
are going to accumulate on the weighted cost of
capital, say at 8 percent. So your earnings are going
to go up for the next 30 years at 8 percent. Your
costs of DR&R are going to go up by 2 or 3 percent so
you are already over-collected. Thirty years from now
you are going to be nmassively over-collected. It
doesn’t matter what cal culation you use. There [are]
massi ve over-coll ections and refunds.

10: 50: 22 AM

If you use how nuch they actually made on it, then
there are 2 or 3 billion at stake now. |f you use the
judge’s calculation of prior earnings, then there' s a
hundred mllion at stake now and refunds, and there

will be 2 or 3 or 4 or 5 billion at the end of the
life of the line. Either way, please pay attention to
it. It’s a whole bunch of noney and it nakes a

di fference.

10: 50: 55 AM

REPRESENTATI VE GUTTENBERG asked M. Brena to address his opinion
of how the attorney general’s office defines its duty to defend.

MR. BRENA said eight years ago he wote an assistant attorney

general a 23 page nenorandum on the duty to defend. He
expl ained the history of the agreenent and his exact position

He agrees and disagrees with parts of the state’ s position. He
agreed that the state cannot sign a deal that says it wll not

protest a rate as unjust and unreasonable as long as it is
operating under the TSM because it cannot sign a deal and then
violate it. He agrees the state cannot say it’s unjust and
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unr easonabl e. He believes locking into a deal like that
di sal l ows any opportunity to assure the deal stays fair.

MR. BRENA then said the state does not have a duty to defend
sonething that is not being attacked. Part of the deal was that
any third party shipper could get a just and reasonable rate on
t hese Iines. The attorney general stepped up at the tinme and
said the state mght not even be involved in those proceedings.
His concern is that since the state did step up, it first read
the duty to defend to nmean it had to oppose Anadarko-Tesoro. He
further said:

Well you don't have to oppose sonebody. W were
getting what they said the deal was. So | think that
they msread their duty to defend 1in opposing
establishing just and reasonable rates before the RCA
and | think — and at this point they changed their

position on nost but not all of that. And | think
t hat t hey are undul y restrictive in their
interpretation of it on the federal side. On the
federal side, for exanple, like — we’'re talking about
refund issues. Let me give sone exanples. | hope
that the state will step forward, even though it says

that it can't say that a J& rate should be
established because it agreed to live with the TSM
rat es. But the question is if the FERC establishes
our J&R rate, then what are ... the |egal consequences
of that? | don't think there's anything restricting
the state from saying that.

So | think the state should speak and hasn’t spoken to
say what the deal really was and what it wasn't. I
think the state should speak and hasn’'t spoken wth
regard to what the deal is silent on. DR&R is a
perfect exanple. The settlenent agreenent says DR&R
will be collected. It doesn’'t say whether it’'s
r ef undabl e. It doesn’'t say how it will be accounted
for. It doesn’t say what the earnings rate wll be

The settlenent that the state entered into is silent
on all those nmassively critical terns. So why shoul d
the state under the duty to defend sit silently by and
not speak on those issues? | think that they shoul d.
So | think that they msread the duty to defend and

by the way, even when we get our rate, our $2.04 rate
or our $1.96 FERC rate, nothing changes the deal that
the state is in. So if nobody is attacking it,

there’s nothing to defend.
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So, in summary, | think the state msinterpreted and
m sapplied the duty to defend in opposing the in-state
refiners trying to get a fair rate on the state side
and | think that their interpretation to date on the
federal side has been nore restrictive than the
contract calls for. | think the state is staying on
the sidelines when it ought to get in the fight,
particularly when the carriers are msrepresenting
what the original deal was or adding terns to it that
weren’'t settled. Does that respond to your question?

10: 55: 55 AM

REPRESENTATI VE GUTTENBERG said it did.

MR. BRENA offered to provide a copy of his 23-page nenorandum on
the duty to defend.

10: 56: 23 AM

REPRESENTATI VE GUTTENBERG noted that under the judge's ruling
the difference between the intrastate and interstate rates is
about $2.00. He asked M. Brena to address how the carriers
justified applying that cost.

MR. BRENA asked for clarification of the question but first
explained when the state said the federal rate was too high
under the discrimnation theory and asked the FERC to | ower the
federal rate to the state rate, the carriers argued that
assum ng FERC has that authority, Section 13.4 of the Interstate
Commerce Act (Interstate Conmerce Act) says the federa
governnent can set aside and establish a state rate if the state
rate i s nonconpensatory and a burden to interstate commerce. He
asked Representative Guttenberg if his question was in regard to
the carriers’ clainms under Section 13.4 of the ICA

REPRESENTATI VE GUTTENBERG said the carriers are adding the
difference onto their interstate rate so he is trying to
determ ne how the carriers would justify that to interstate oil

MR. BRENA said one nechanism of the TSM establishes total
revenue requirenment regardless of jurisdiction. He continued:

Say that’s $1,000 and then whatever the state rate

pays, whatever the state shippers pay, say $100, they
pay and then the rest they get from the federal
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shippers and so the rest in that case would be $900
Wien the RCA lowered the federal rate by half, it took
the $100 and turned it into $50, which neans, because
of the way the TSM works, they are allowed to coll ect
$950 because either way they are still entitled to
continue to collect $1,000, and it’s just a matter of
whom from  Wen the state shrunk the rate, then they
shrunk the state contribution, then they grew the
federal contribution, which cost the state royalty and
severance taxes, which is another flaw 1in the
settl enent.

But, how did the — |I’'m understanding your question to
say how could they justify asking federal shippers to
pay for portions of rates that have been specifically
hel d by the state to be unjust and unreasonabl e.

REPRESENTATI VE GUTTENBERG said that is correct.
MR. BRENA replied:

| don’t think that they could do it wthout the — |
nmean how do you say that excessive return on the state
side that was disallowed by the state conm ssion
automatically has to be paid by federal shippers?
That’s not fair and that’s not fair at all. And they
weren't successful in that and that is one of the many
reasons why the TSM jurisdictional allocations are
m sal | ocat i ons. That’s one of the many reasons why
the TSM can't work to set just and reasonable rates
because it disregards jurisdictional integrity.

11: 00: 23 AM

REPRESENTATI VE SEATON asked M. Brena to elaborate on his
statenment about giving away the 25 percent DR&R refund through
royalty settl enent agreenents.

MR. BRENA told nenbers the state has conprehensive royalty
settlement agreenments with all of the nmjor producers. He does
not believe those agreenents contenplate DR&R at all but he
believes [the carriers] would argue that any refunds associ ated
with DR&R should go to the affiliate shippers. In that case, BP
pi peline woul d pay BP shippers a huge refund. That only affects
the state because the well head value of Prudhoe would increase
retroactively. He advised it is necessary to think through
whet her that issue was settled under the conprehensive royalty
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settlenments that the state has entered into and whether funds
are available now, which would inpact the funds for royalty
cal cul ations for those periods or for the current period.

REPRESENTATI VE SEATON questioned whether that is a state issue
and not sonmething M. Brena is concerned wth. He clarified he
is trying to figure out who needs to anal yze that.

MR. BRENA believed the assistant attorney general should be
asked whether the state has a financial interest in DR&R refunds
if they are ordered. Those issues are being decided by the
FERC. The judge suggested putting it off until the end of the
life of the line but he disagrees. However, regardl ess of when
it is addressed, the question is whether it is refundable and
where the econom c benefit flows. He pointed out his clients
have an interest in the state rates for DR&R The RCA put off
the DR&R until the end of the life of the line and closed the
rates down without forcing themto justify the collection of the
rates for prior periods. He agrees with the RCA's actions in P
97-4 but not in P 86-2.

REPRESENTATI VE SEATON asked Co-Chair Gatto to have the committee
foll owup on that issue.

11: 03: 46 AM

CO CHAIR GATTO suggested having a separate fund for DR&R
col l ecti ons.

MR. BRENA said that is an interesting concept. G ven the state
is conprised of 50 percent state-owned |and and the primary DR&R
obligation is contained in the right-of-way agreenents, he
believes the state should strengthen its |eases and right-of-way
agreenents to ensure its financial stakes are protected.

11: 05: 26 AM

CO CHAIR GATTO asked M. Reeves to give his presentation after
M. Brena was finished and the conmttee takes a short break.

11: 06: 20 AM

MR. BRENA continued with his presentation:
Having been in the trenches for a couple of decades,

|"ve learned sone basic |essons. And so | want to
share those with you guys. You can ignore them or
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listen to them It’s clearly your choice but | want
to be sure you hear it. The first thing is don't
| eave anything to FERC.

11: 06: 53 AM

COCHAIR GATTO interrupted to note that Alaska Gasline
| nducement Act (AG A) has rolled-in rates wwth a 15 percent top,

yet shippers are allowed to protest the rolled-in rates. FERC
is involved in the protest wth the words “rebuttable
presunption.” He asked M. Brena to explain the connections

between peaks and rebuttable presunptions and what t he
objections to rolled-in rates could be.

11: 07: 49 AM

MR. BRENA said he was not prepared to comrent directly on the
terms of AG A but he would comment on sonme of the underlying
concepts. He explai ned:

The first, if a shipper wants to protest a rate,
there’s nothing that’'s a deal between the state and
whoever the pipeline owner is that keeps that person
from being able to go to FERC and say the rate is too
high. ... So when | say don't |eave anything to FERC
| don’t mean foreclose a shipper’s rights to take an
issue to FERC. What | nmean by don't |eave anything to
FERC is that one major thing that the Mirkowski gas
contract did was leave a lot to FERC. Al the details
|"m sitting here tal king about weren't addressed and
that’s where the noney is. So, it’s too inportant to
| eave the issues — |let nme back up one nore step.

You need to wunderstand FERC isn’t known as a real
active regulator and FERC s regulatory policies have
evolved within the context of Lower 48 pipelines that
it regul at es, whi ch | argely have conpetitive
al ternatives. So if you develop a policy, you know,
down south, if I’ve got sone gas in the line and you
want to charge too much to put it through vyour
pipeline, 1’'lIl go put it in your pipeline or her
pipeline or 1'll build ny own. Those aren’t options
up here. So at the core, FERC is not, as a matter of
its regulatory structure and mssion and the way it’'s

defined its policies wth regard to pipeline
regulation, is not well suited to the circunstances of
Al aska.
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Secondly, pipeline regulation is the poor step-child
at FERC. They don't like it. They don't like to have
to do it. They view it as disputes between |arge
financially interested parties that have mnim
i npact on custoners and they want to be done with it
as quick as they can. So when you take all those that
we have policies based on an entirely different set of
ci rcunstances that exist in A aska, and the regulatory
hesitance to get involved in these nmassive cases
bet ween wel |l -financed parties, then FERC is not a very
good arbitrator or protector of the state’s financial
i nterest.

So, ny suggestion is that the state takes care of its

own financial interests by contract. These are your
resour ces. You have several opportunities to take
care of and maxim ze the value of your resources and
not leave it to the whimof a regulator in D.C.... The
way the leases are witten and what the terns are -
very inportant powers. You have the right-of-way
agreenents. You have whatever kind of deal gets
struck under whatever |egislation. It should define
the way that FERC will regulate because whatever you

guys agree to, FERC will go along wth. But if you
don’t agree, and if it’s silent, then the carriers are
going to be in a favorable forum to increase the
profitability of these lines to |levels and ways that
forecl ose independence from exploring on the Sl ope,

getting access to this line and paying fair rates.
And that’s not in your interest. It’s not in your tax
i nterest. It’s not in any of our interests that that
happen.

So don’t — don’'t leave inportant issues for the FERC
to deci de because the devil is in the details. Strike

deal s where you agree on what you're going to present
to FERC because whatever you present to FERC is what
FERC will go along wth. If the state and the
carriers agree, whoever the carriers are, if the state
and the carriers agree on cost-based rates, open
access, rolled in rates, FERC is going to go along

with that. | f you guys don’t address it, then you’l

have a huge anmount of unnecessary litigation that wll
probably result in conpromises to the state's
financial interest. So — and |’ve learned long, |ong

ago, don't try to solve a local problemin D. C So
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don’t |leave nmjor, nmjor issues. Access, and this

goes — the second thing, resource the effort. Get the
best and the brightest. Perform your oversight
function. Be sure it’s being done. Have it be an

open process; resource the effort properly.

11:12:46 AM

REPRESENTATI VE ROSES asked if M. Brena neans by “resource the
effort” that the state gets out-litigated, out-negotiated and
out-staffed so it needs to hire sonebody to do it. He noted M.
Brena said don't |eave anything to FERC but he also said the
state is not in the best position to negotiate so the state is
caught between a rock and a hard pl ace.

MR. BRENA said he neans it should be a priority from top to
bottom he believes it is in this Adm nistration. By “resource
the effort” he nmeans hire the best and the brightest because the
opponents will be the best and brightest at every |Ilevel. He
pointed out the expectation has been that people who play
infrastructure ganmes make 50 to 100 percent return and cost the
state 25 cents on every dollar for that access. They control
the North Slope’'s devel opnent t hrough  control of t he
infrastructure and shift profitability away from the devel opnent
of the resources both upstream and downstream The state needs

clear policies on open access and cost-based rates. Those two
things will end the ganes that have cost the state billions of
dol | ars.

11: 15: 05 AM

CO- CHAIR GATTO said the public demands that |egislators take
action so legislators tend to rush. It takes a certain anount
of courage to say we're just not ready. He said it is difficult
for politicians to do both jobs - the economics and politics.
He said he favors an econom c focus because the state does not
want a bad deal. He wants one that wll benefit future

generati ons.

11:16: 35 AM

MR. BRENA said the legislature has a constitutional mandate to
maxi m ze Al aska’s resources.

CO CHAIR GATTO indicated that M. Brena' s argunents bolster the

| egislature’s argunent that it is not ready. Everyone is
wor ki ng together, but it still may take tine.
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MR. BRENA said he favors developnent of the resource and
building a gas line or multiple gas lines and nothing he is
saying should be interpreted any other way. He is saying those
things need to occur but should be subject to contracts that
make sense for Alaska and the independent explorers and
i ndependent refiners.

CO CHAI R GATTO said legislators know that 35 TCF is not enough

| f additional exploration does not occur, the state wll not
have enough resource and will run out before the gas line is
paid for.

11:18: 45 AM

MR. BRENA continued with his presentation:

| think 1 «clarified what | neant by resource the
effort. “Cet Gas for Alaskans.” You know, in third
world countries, they extract the resource and ship it
to sonmewhere else to add val ue. That’ s what happens
in third world countries all over the world. If it’s
possible to add value to that resource before it’s
shi pped, and we’'re seeing, for exanple, Saudi Arabia
noving in the direction of rather than just extracting
and exporting its crude oil, of building refineries so
that it can export products, anything that we can do
to get gas to value-added manufacturing in Al aska
woul d have a huge, huge i npact. | was sitting around
talking with sonebody yesterday and | said what would
happen if they put in the |eases that 30 percent of
the gas and oil had to be processed in Al aska — val ue
added. What would that do to the econony of Al aska -
that one sinple |ease term sentence? Wwo knows? And
|’ m not suggesting that. I’ m just saying think about
it and find ways. We’ve got Agrium running at |ess
than half capacity for gas. W’ ve got Tesoro
constrai ned on gas. The val ue-added manufacturing in
this state adds trenendously to the econony of this
st at e.

Figure out ways that we can maxim ze the value of the
resource in Al aska before it’'s exported. Wiy can't we
do better than a third world country that sinply
exports its gas and crude oil? Wy can't we do what
we need to do to add value to that resource to the
degree it’s possible to get it done? So we need ... a
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fundamental shift in thinking. W’ ve got gas prices
going through the roof for 60 percent of Alaskans
because of these increases in these contracts |inked
to Henry Hub. | was involved in those cases — getting
the nost recent contract rejected by the RCA because
they' re just getting ridicul ous.

So we’'ve got $7 gas, we’'ve got industry shutting down.
We got Tesoro constrained at its refinery because of
its gas constraint. W’ ve got crude oil drawing up to
our own in-value manufacturers in Al aska. Those guys
add a lot of jobs, high paying jobs, to the state.
The future of this state depends on your ability to
shape public policy so that independents can get
access to the Slope and develop those marginal fields
and so the value-added manufacturing has a way to
realize the benefit fromthose resources.

So please get sonme gas for Al askans. Get access
right. There’s no — if people can’t get in the I|ine,
they won’t invest in drilling the holes. And get the
rates right. |"ve tal ked about those issues, rates a
ot nore than access, but those are things you’ ve got
to get right. You’'ve got to get gas for Al askans.
You’'ve got to get access right. You’'ve got to get
rates right. The policies that you devel op have to do
those three things. If they do those three things,
then a whole lot of good things are going to happen.
If they don’t, a whole lot of good things aren’t going
to happen. So when | view, based on ny experience,
what |1’ d suggest, that’s the heart of it.

The last one | changed - | said have a very good
reason. | changed “dam” to “very good reason” but if
you give control of this gas line to a few nmjor
producers, be sure you know what you' re doing and you
have real good reasons for doing it. And | say that
because just on a fundanental economic |evel, you need
to understand the way the gane works. Ckay. | f
Representative Seaton owns the 1line, he 1is the

producer and it’s his line, and I want to ship gas in
it, it has to go to the market that he is serving. He
has no incentive at all to let nme into that line. And
so, he’'s going to nom nate 100 percent of capacity to
the contract carriage provisions to his own arm He
is going to service Chicago or whatever narkets the
pi pel i ne goes t hrough.
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Now | come in and | want to service those sane narkets
but to do that, | need his cooperation. Thi nk about
t hat . | need his cooperation to conpete with him
Now first, there is no capacity in the line because he
has nom nated 100 percent of it. It doesn’t cost him
anything to nom nate 100 percent of it because he pays
it to hinself. So the whole concept of sone sort of
demand charge — he’s paying it to hinmself — so what if
he pays demand charges to hinself. He has to carry
the cost of the |ine. He’s happy to do that to keep
me out of his markets.

kay, so how do | get in? Ckay | can’'t get in. I
asked himto release part of his capacity. He has no

obligation to do that. |’ve got to go litigate it in
FERC for five years in order to get it. That works on
nmy econoni cs? I’m trying to develop a field here.
|"mtrying to bring sonmething on line. |In order to do
it, | either need himto bless it, which neans |’ ve

got to give away a huge anount of the profitability of
the field, or I have to go litigate at FERC for 5 or
10 years before | can even start nmy first [indisc.]
Not a very good position to put nme in.

Then the expansion - okay, well why don’t you, since
you have it all nom nated because you predict you' re
going to need it all Representative Seaton, why don’'t
you double the capacity of it or add 25 percent of it.
Ckay. Are his engineers going to hop right on that
job? COkay. Are those costs going to be penciled out

exactly? No wonder why he doesn’t want rolled-in
rates because rolled-in rates nean that he’ll have to
share the cost. Well he designed this line so it’s
even expandabl e. | f he has choices, okay, he s going

to build the line so it covers his capacity. He can
build that line with the initial design so that it
builds it to that capacity. He can nmke increnenta
expansi on cheap or expensive. Wat’'s he going to do?

Well, 1’m not inpugning bad notives to anybody but |
am saying follow the economcs because he has an
obligation to his shareholders to naxinm ze the value
of their resource. Is he maxim zing that resource by
agreeing to expansion, letting nme conpete in his
mar kets, bring excess gas into those markets — depress
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the retail price of the gas in those nmarkets, cut down
his transportation rates? O course not.

So think about the inpact just on access if he is both
t he producer and the pipeline owmer. FERC never deals
Wth these issues because those third party |ines

in the Lower 48 aren’t owned by the producers. They
are owned by independents so none of the FERC policies
are going to save us. Think about the inpact on

rat es. He’s got this thing going on where he pays
hi msel f the highest rate possible because every dollar
he overcharges hinmself, he saves hinself a quarter in
state royalty and severance taxes. Now | want to cone

in. He's squeezing the economcs of ny field. He's
squeezing it because | can’'t get in. He’' s squeezi ng
it because it’s not cheaply expandable. He' s
squeezing it because it's going to take years of
l[itigation to do that. Now he has a rate. Now |’ ve

got to go into a rate case? So think about the
perfect exanple of the inpact on rates from affiliated
ownership in TAPS. No matter who calculates it,
there’s been billions of dollars of over-collections
and that’'s come right out of whoever wants to devel op
the resource. They can’t develop that resource. It’s
a hurdl e.

And then finally, think about the inpacts on the State
of Al aska’s power to manage and tax its own resources.
When you |ink the producer and the pipeline owner, you
see the negotiations are over producer profitability.
W’'re talking about a highway here. We're talking
about a pipeline. W'’re talking about transportation.
We're talking about mdstream If he is both of
those, then he’'s going to negotiate for a better dea
as producer and so you're going to be talking about
tax systens. You're going to be talking about
arbitration in Seattle rather than in the state
courts. You're going to be talking about all of these
t hings where you're going to be asked to give away the
state’s rights to manage its own resources.

Now let me switch that. Let’s say he’s the producer
but you’'re the pipeline owner and |'’mthe state.

11: 27: 53 AM
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wll then if you can't get in, you're going to
litigate for ne. If the rate is too high, youre
going to litigate for nme. There is a natural balance
when it’s a third party shipper and when the producer
is a third party shipper and the pipeline is owned,
then there’s a natural incentive for regulation to
wor k. |’d just ask you to think through the way that
the ganme actually works in ternms of the fundanental
econom cs for how pipelines work because the
fundamental economics for pipelines say affiliated-
owned lines have restricted access and high rates and
nonaffiliated-owed |ines have open access and | ower
rates.

My last slide is some junp sites to sonme of the orders
and stuff that | thought m ght be hel pful background.
If you choose to, you can go to them and take a | ook
at it.

11: 28: 46 AM

CO CHAI R GATTO thanked M. Brena for his presentation and asked
M. Detrick if he was prepared to talk to the commttee after
its lunch break.

11:29: 34 AM

LARRY DIETRICK, Director, Dvision of GI Spill Prevention and
Response, Al aska Departnent of Environnental Conservation (ADEC)
said he did not have much to add on the pipeline tariff issues
but woul d be avail abl e whenever the conm ttee reconvened.

11: 29: 54 AM

CO- CHAI R GATTO asked M. Reeves to address the comm tt ee.

11: 30: 22 AM

PH LI P REEVES, Senior Assistant Attorney General, Ol, Gas &
Mning Section, Cvil Division (Juneau), Department of Law
(DAL), told nmenbers the foll ow ng:

: |’m the assistant attorney general charged wth
managi ng the current TAPS litigation at the FERC. 1'd
like to start out with a quick review of the state’'s
protest position in the current TAPS-FERC litigation
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then review the judge’ s decision on the discrimnation
cl ai mand explain where we’re | ooking to go from here.

Just real briefly on the duty to defend question — the
state is party to a settlenment agreenent with the TAPS
carriers that was executed by the parties and approved
by the FERC in 1985. 1’Il refer to that as the TSA

The TSA is a legally binding contract between the
parties and its termruns at |east through the end of

2008. It provides a fornmula and criteria under which
the carriers annually calculate and file new TAPS
rat es. It expressly requires the parties to defend

against any litigation that affects the validity and
enforceability of the agreenent or any provision
t her eof . This duty to defend is a contractual duty
and, in essence, requires the state to support and
defend TAPS rates that are filed in conformance wth
t he TSA. If the state were to protest TSA conform ng
TAPS rates at FERC, the TAPS carriers would surely
petition the FERC to dism ss the state protest as they
have repeatedly done in the current FERC litigation
and, in our judgnent, the FERC would likely disniss
the state in order to keep it from breaching its FERC
proof ed contract.

After the current protest in Decenber of 2004, the
TAPS carriers filed 2005 interstate rates for TAPS

shi pments from Punp Station 1 to Valdez that were a
volune rated average of $3.71 a barrel. The RCA
regulated intrastate rates for shipnents from Punp
Station 1 to Valdez have renmmined at $1.96 a barrel

since the RCA's decision on Tesoro's protests in
Dockets P 97-4 and P 03-4. Thus, the 2005 TAPS rates
for identical shipping services varied by $1.75 a
barrel depending on whether the shipnents were in
interstate or intrastate comrerce.

The final paragraph of the TSA rate nethodol ogy,
Section 211 (e), provides that notw thstanding any
other provision of the TSA rates charged for TAPS
services are subject to legal prohibitions on unjust

di scrim nati on and undue preference. I n other words,
rates that are wunjustly discrimnatory or unduly
preferential are not TSA conform ng rates. The TSA

duty to defend applies only to TSA conforming rates
and thus the state was able to protest the TAPS 2005
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interstate rates on t he grounds of unj ust
di scrim nati on.

The legal prohibitions on unjust discrimnation and
undue preference are set out in Sections 2 and 3 of
the Interstate Comrerce Act. [l refer to that as
the 1CA just for shorthand. The 1 CA was enacted in
1885 and so there’'s a long history of rate
discrimnation case law to rely on when applying its
termns. The basic premse of the ICA discrimnation
case law is that rates charged for substantially
identical services nust be substantially identical.
Thus the state’s protest cites to the nearly double
rates charged for interstate versus intrastate
services on TAPS as proof of unjust discrimnation.
The renmedy for unjust discrimnation under | CA Section
2 is to reduce the higher rate to a |level conparable
to the lower rate. The state is therefore seeking to
have the interstate TAPS rate reduced to approxi mately
the level of the $1.96 intrastate rate.

Now the state initiated the current litigation at the
FERC by filing its discrimnation protest to the 2005
TAPS rates. A day after the state filed its protest,
Anadarko and Tesoro jointly filed a protest to the
2005 TAPS rates on separate grounds. The FERC
consolidated the protests for a hearing.

11: 34: 48 AM

MR REEVES conti nued:

The parties have since continued their protests on the
TAPS 2006 and 2007 rates on the sane grounds.
Anadarko and Tesoro are not parties to the TSA and
they are not subject to the duty to defend and have
taken no position in this litigation on whether the
05, 06, and '07 TAPS rates are calculated and filed
in conformance with the TSA

M. Brena has explained again today, obviously well
expl ai ned, Anadarko and Tesoro’s challenges in this
case but | would say that a focus of the case was on
the fact that Anadarko clainmed the FERC rates are not
in conformance wth the FERC non-settlenent rate
met hodol ogy, which is known as the Opinion 154 B
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nmet hodol ogy. That’s the just and reasonable rate
nmet hodol ogy that the FERC utili zes.

In response to the Anadarko and Tesoro evidence
regarding its TAPS 154 B calculation, the TAPS
carriers filed their own nmuch hi gher 154 B
cal cul ati on. In response to t he state’s
di scrimnation protest, the carriers then clainmed that
their 154 B calculation shows that the intrastate rate
is too low and the discrimnation should be alleviated
by increasing the intrastate rate. The state
therefore responded by presenting its own 154 B
reference rate calculation to establish that the
intrastate rate did cover its fair share of costs of
operation of TAPS. The state’s 154 B evidence
presents rates and rate conponents very simlar and
close to those presented by the Anadarko-Tesoro
evi dence.

The focus of the litigation thus becane an argunent
over the proper calculation of the non-settlenent 154
B rates for TAPS. Judge Cintron's decision, follow ng
a lengthy review of the filed testinony and argunents
from all of the parties regarding the appropriate
calculation of TAPS rates under 154 B nethodol ogy,
Judge Cintron ruled in favor of Anadarko-Tesoro' s
protest and found that the carriers should be required
to filed new rates going forward after 2006 at
approximately $2.00 per barrel. She then noved on to
address the state’'s discrimnation claim and in
par agraph 263 of pages 112 to 113, she rul ed:

This decision contenplates new rates that wll be
substantially less than the carriers’ 2005 and 2006
original filings. Anadar ko- Tesoro’s Qpinion 154 B

interstate rate calculation is $2.04 for 2005 and
$1.83 for 2006. The state’s Opinion 154 B reference
rate for interstate rates is $1.96 and $2.05 for 2005
and 2006 respectively. The intrastate rate set by the
RCA is $1.96. The difference between these rates and
the RCA established rate are mninmal. Accor di ngly,
the discrimnation has been alleviated and the state’s
discrimnation clainms are rendered noot.

So, in sunmary, Judge G ntron found that by equalizing

the TAPS interstate and intrastate rates going
forward, her ruling for Anadarko-Tesoro alleviated the
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discrimnation that the state had protested. Now
t hat sounds reasonable as far as it goes, however the
state’s discrimnation protest does not seek relief,
only fromdiscrimnation and rates charged after 2006.
W also seek to cure the discrimnation rates already
charged in 2005 and 2006. And in ordering refunds for
2005 and 2006, Judge G ntron i gnor es our
di scrimnation protest, which she found to be noot,
and relies on a |legal precedent that has applied only
in a select few just and reasonable rate cases - that
is in non-discrimnation cases. The precedent she
relies on limts refunds to the difference between the
rates actually charged and the |ast per manent
unprotested rate that was in effect prior to the
filing of the current protested rate. In this case
she ruled that the 2004 TAPS rate was the |ast |egal
rate for cal cul ati on of refunds.

So based on that narrow precedent, Judge Cintron has
l[imted the refunds for 2005 and 2006 to the
di fference between the TAPS rates charged and the 2004
TAPS rate, which averaged about $3.05 a barrel. Her
decision to limt the refunds is subject to a lega

chal l enge even when applied in the context of a J&R
rate protest and the FERC staff presented that

challenge in their reply brief earlier in this
pr oceedi ng. The state has an alternative and perhaps
stronger argunent to raise the refund Ilimtation

ruling through its discrimnation protest.

11:39: 23 AM
That’s  because under Interstate Commerce [Act]
Sections 2 and 3, rates t hat are unjustly
discrimnatory or unduly prejudicial are illegal and
the renedies for such illegal rates is to renove

virtually all of the discrimnation by resetting the
interstate rates at a level conparable to the |ower
interest rate charged for conparabl e services.

Judge Cintron acknowl edged this requirenent for
equivalents in interstate and intrastate rates when
she determned, as | quoted earlier, that by setting
interstate rates that are mninmally different fromthe
intrastate rates, she had alleviated the rate
discrimnation protest by the state. However, the
effect of her proposed refund decision is to allow the
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carriers to retain tariff paynents at a $3.05 rate for

2005 and 2006. This is still one dollar nore than the
$1.96 intrastate rate or than the 154 B rate that she
established as appropriate for 2005 forward. Her

refund deci si on does not create t he m ni ma
differences between interstate and intrastate rates
that she relied upon to support her findings that the
state’s discrimnation claimis noot.

So, where are we going to go from here?

11:40: 31 AM

MR REEVES conti nued:

The state is considering filing exceptions to Judge
Cntron’s decision on refunds on a couple of points.

First, we feel that the state’s discrimnation claim
is likely not npbot since the judge' s refund decision
shows that substantially different rules will apply in
calculation of refunds in a J&R rate litigation as
opposed to discrimnation litigation.

Second, we think that allowing the carriers to retain
a $3.05 per barrel rate in calculation of refunds for
2005 and 2006 does not appropriately remedy the
discrimnation and rates for those years. I n
accordance with a ruling on the discrimnation claim
the refunds nust result in no nore than mnim
di fferences between the TAPS interstate and intrastate
rates for 2005 and 2006, as well as going forward.

So that pretty nmuch concludes ny remarks. I
understand that there are sone people from the
Departnment of Revenue who will be testifying regarding
the nunbers involved in the different refund
scenari os. It’s my wunderstanding the state has a
couple hundred mllion dollars at stake, including
i nterest. That concludes ny testinony. | would be
happy to attenpt to answer questions.

11:41: 47 AM

CO CHAIR GATTO requested that M. Reeves to submit his testinony
in witing to be included in the record.
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11:42: 20 AM

REPRESENTATI VE  SEATON asked if anything in the royalty
settlement agreenents would |imt the state’s ability to recover
25 percent of the DR&R refunds.

MR. REEVES said he recently discussed that issue with Anthony
Scott at DNR They realize the need to go back through the
royalty settlenent agreenents through any tax settlenents to

determ ne exactly what limtations exist and what actions the
state can take once the FERC i ssues an enforceable refund order.
He noted 25 percent is an “off the cuff nunber.” Hal f of that
would be fromroyalties and half would be from production taxes
so both of those agreenent areas wll have to be reviewed.
Because the state is not an actual shipper on TAPS, it will not
receive refunds directly. The refunds wll primarily be
determ ned by recalculating the well head value of the oil and of
t axes owed. He noted the state has many different royalty
agreenments on different fields. Those agreenents may have

[imtations but that has not been the focus up to this point in
time. However, he is working with DNR's Division of G| and Gas
on that.

11:45: 09 AM

MR. REEVES asked to address questions regarding the Departnent
of Law s position asked during M. Brena' s presentation.

CO CHAIR GATTO asked M. Feinberg if he wished to testify at
this tinme.

11:45: 35 AM

RI CHARD FI NEBERG | nvestigator, Research Associates of Ester,
said at this point he would nuch rather Ilisten to the
di fferences between M. Reeves’ and M. Brena s conments. He

thanked the conmmttee for its efforts and strongly encouraged
the committee to obtain the witten materials M. Reeves
revi ewed because of confusion on sone of the points he made. He
said, as a nenber of the public, it is unfortunate as a matter
of public policy that M. Brena had to carry this function when
he has a dog in the fight. He commended M. Brena for his clear
and powerful testinony.

MR. FINEBERG said the testinony presented to the conmttee has

been so excellent, he sees no need to repeat what has already
been presented. He encouraged commttee nenbers to request
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witten responses from the Departnent of Law to ensure they get
cl ear answers on key points. He asserted his questions and M.
Brena' s testinony are very consistent.

CO CHAIR GATTO noted that M. Reeves has agreed to provide the
commttee with his witten testinony.

11: 48: 32 AM

MR. FINEBERG then asked if this hearing will be transcribed into
a witten format. He feels it is inportant for conmttee
menbers to know exactly what they heard today conpared to what
they see in witing.

11:49: 13 AM

CO CHAIR GATTO said notes will be available from House Records
wi thout an official tape. He then asked M. Fineberg if he
agrees with M. Brena's disapproval of a Departnent of Law
attorney acting as both attorney and client.

11:52: 24 AM

MR. FINEBERG said he believes very strongly that a |ine agency
should be meking tariff policy. He expressed concern that he
did not fully wunderstand M. Reeves' testinony about the
di scrim nation charge. He wunderstood one argunent but not
anot her . He felt the public policy needs to be very clear and

he believes the history of the TAPS settlenment clearly states
that policy should drive tariff managenent issues and should be
made by a |ine agency.

MR. FI NEBERG told nenbers he worked at the O fice of Managenent
and Budget in the 1980s and has studied and watched governnent
for 35 years and spent 10 years in Juneau. He stated:

| cannot think of any other place where the Department
of Law is its own client. It serves as the executor
for client agencies and, | believe, that’'s where many
of our problens stem from That is not all of them
and that is why | think we should submit, in witing,

but I strongly believe that policy for tariff
managenment should be vested in a line agency wth
cl ose interagency cooperation. Then we turn the

Department of Law |loose and let them run and get the
j ob done for us.
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MR. FINEBERG clarified that he is the principal investigator in
his own firm He is an independent econom c and environnenta
anal yst . He is a consultant largely to non-profit and
government agencies on North Sl ope and TAPS i ssues.

CO CHAI R GATTO asked if he is testifying for a paid client.

MR. FINEBERG said his testinony and work on petrol eum production
profits tax (PPT) last year and all of the work he has done this
year have been done on his own initiative and at his own
expense. He was a state bureaucrat and is delighted to do sone
public service, so he is not representing any client.

CO CHAI R GATTO expressed appreciation for M. Fineberg' s work.

MR. FINEBERG told the conmittee, for the record, many of the
projects he works on are funded by the environnental community.

11:55: 12 AM

REPRESENTATI VE SEATON asked if M. Reeves had any coments to
make.

11:55: 47 AM

MR. REEVES said he would like to address the question of what
state agencies are involved in tariff practices. He said he
doesn’ t have any policy view or make policy on the
interrel ationship between the various agencies. However, it has
been suggested that statutorily, DNR should be the |ine agency.
He has no problem with that and is working closely wth DNR
However, he pointed out that 50% of the state’'s financial take
conmes from property taxes, which is in the purview of the

Department of Revenue. This issue is overseen by a conmmttee
made up of nenbers from the Department of Law, Departnent of
Revenue, and the Departnment of Natural Resources. He asked

nmenbers to renenber that the Departnent of Revenue does have a
stake in these deci sions.

11:57: 08 AM

REPRESENTATI VE SEATON asked M. Reeves about itens not covered
under the duty to defend the TAPS settlenent agreenent, such as
DR&R and what would be done with those funds. He asked if the
Department of Law assunes if sonmething is not specified in the
agreenent, it is still required to defend that, rather than
proceed forward with further clarification of those itens.
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MR. REEVES said the language in the duty to defend applies to
any litigation that affects the validity or enforceability of
the agreenent. In this case, the state’s protest on
discrimnation grounds was very legitimate. The state is
concerned that it not be dismssed from the case, particularly
si nce Anadar ko-Tesoro i s capabl e of defending itself.

11:58: 56 AM

REPRESENTATI VE SEATON said he would like to see some of the
i ssues brought up in testinony in witing and to know whet her
the current Adm nistration’s position is to defend itens that
are not specified in the TAPS settlenent agreenent or whether
its role is to clarify those itens.

12: 00: 07 PM

REPRESENTATI VE GRUENBERG referred to AS 42.06.140(a)(10), and
asked M. Reeves to coment on the Departnent of Laws
construction of that statute.

MR. REEVES replied that he tried to respond to that issue when
he pointed out that both the Departnents of Revenue and Natural
Resources are line agencies that have roughly equal financial

interests in royalties and taxes. The Departnent of Law s
practical policy is to work with both departnents in all matters
i nvol ving TAPS at the nonent. He said he has not participated
in, nor is aware of, any formal interpretive review of that
statute.

12: 01: 39 PM

REPRESENTATI VE GRUENBERG asked M. Reeves, “Do you believe that
the Departnent of Lawis its own client?”

MR. REEVES repli ed:

The only way | can answer that is the attorney
general, by that statute ... is charged with certain
duti es. | certainly agree, and our practice is, that

the Departnent of Natural Resources and the Departnent
of Revenue both have statutory duties that relate to
this and therefore we work cooperatively on it. So
who is the client? Is it the Departnent of Natural
Resources? Is it the Department of Revenue? Is it
the Departnent of Law? | don't really have an answer
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to that. | think it’s kind of a — you know, it’s not
the typical attorney/client situation that you have in

private practice so I'm not sure that | can answer
t hat . And, to the extent that it requires a policy
decision, |I'm not authorized to really take that on
her e.

REPRESENTATI VE CGRUENBERG asked M. Reeves if he sees any
conflicts between the three departnents and how he would handl e
themif he did.

MR. REEVES answered conflicts occurred when the Departnent of
Law was defending the TAPS settlenent before the RCA based on
its duty to defend. He was not involved in the case at the tine
and does not know the level of the conflicts. As a practica
mat t er now, depart nment representatives have substanti al
di scussi ons on TAPS issues and work to reach a consensus.

12: 04: 07 PM

REPRESENTATI VE DAHLSTROM rem nded nenbers that the co-chairs
have agreed to ask the current attorney general to address
Representati ve Gruenberg’ s questi ons.

12: 04: 51 PM

MR. FINEBERG offered an historical perspective. He said in
1990, the Conmm ssioner of Revenue, the l|ate Hugh WMalone,
recommended that DNR be the |ead agency. He infornmed nenbers
that a conplicated and detailed historical record on this issue
is available and he hoped the commttee would get as nuch
information in witing as it can.

12: 06: 39 PM

JONATHAN | VERSEN, Director, Tax Division, Departnment of Revenue,
told nmenbers he has updated sone nunbers that he previously
presented to the committee based on revised nunbers from the
adm nistrative | aw judge’'s decision. He ran nunbers out to 2008
because, at that time, the state has the option to renegotiate.
He said no one disputes the trenendous benefit the future tariff
reductions wll bring to the state. He expl ai ned:

Wth that assunption, if we also nmake the assunption
that a final refund would be comng based on this
decision after it works its way through the court
system in 2010, we're |ooking at an anmount of roughly
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$500 million. If you add, then, at 10 percent
interest, it’s adding about $100 nmillion in interest
at that point. So that would be about $600 million.

If we took our previous nunbers, which are all based
at the $2 rate, instead of at the "04 rate that the
judge inputed for 05 and ’'06, then that nunber,
including interest, at '10 goes up to around $800
mllion. So those are sone specul ative nunbers and |
just want to clarify that those are speculative but
that’s what we’ve run so far based on the new nunbers.

CO-CHAIR GATTO said that nenbers are interested in the anmpbunt as
they need to be aware of future sources of revenue to run the
state in the future.

12: 08: 55 PM

CO- CHAIR GATTO recessed the neeting to 1:30 p. m
1:44:50 PM

CO CHAI R GATTO reconvened the neeting and introduced M. Brock
and asked himto begin his presentation.

1:45: 00 PM

TONI BROCK, Techni cal Director, BP Al aska, explained his
position is a new one with three prinmary duties. One of his
roles is to provide petro-technical shared resources to all of
BP"s North Sl ope operations. He also defines BP' s tactical and
strategic plans for operations nanagenent systens and processes.
Hs third role is to independently verify that BP s operations
adhere to BP's standard code and policy. He gave the follow ng
testinony:

I’d like to start off — I'd like to introduce mnyself
and ny organization and then, M. Chairman, take this
forward through the events since August of |ast year
with a view to sharing with you the areas that BP has
been in action, and share with you our process for
assuring integrity over the pipeline systens that we
have on the North Slope since the incidents of 2006.
And then | shall take you through a lot nore detailed
presentation on the OIL - oil transit line -system
with the present program that we’ ve been nanaging this
W nter. And then finally I wll take you through BP
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Alaska — our forward plan, actually, just addressing
what have we |earned through 2006 and what are the
issues that we’'re addressing as an organi zation, not
least in integrity nanagenent but as an organization
nmovi ng forward.

Again, ny nanme is Toni Brock. |’ve got 21 years with
BP Exploration and |’'ve worked in operations around
the gl obe during that period of tine. | ve worked the

North Sea, Southeast Asia, Wst Africa, the @ilf of
Mexi co. My last job was as an operations nmanager for
one of our fields in the North Sea before comng to
Anchorage to set up the new position of the Technica
Directorate in Anchorage, Al aska. | nmoved here wth
nmy famly, ny wife and two sons, in August 2006. I
noved from Aberdeen, Scotl and.

My primary role when | noved over here was actually to
start to set up this new technical directorate

organi zation, as | said. The role was seen as a new
role. It was seen to add independent oversight to how
we run our operations. It was set up to | ook beyond

t he day-to-day operations but to be nore strategic on
how are we actually going to set up reliable, safe
operations and manage them for the future |ooking at
BP"s future of 30 years, 50 years future in Al aska.
That was the primary role to do that.

Over the course of the last eight nonths, | actually set up
t hat organi zati on. The organization has in the order of
150 people. O those 150 people, 60 of them are new
positions to BP Al aska. Those positions are primarily
focused at technical authorities and engineering capability
wi thin the organization in Al aska.

Since the end of 2006, we’ ve been heavily engaged with
the other operating entities in Al aska, such as the
ACT business units, such as Northstar, Endicott, and
Badam and also MIne Point and greater Prudhoe Bay,
defining accountabilities and roles wthin our BPX
organi zation to insure we have consistency in approach
and a clear line of accountabilities for managi ng our
day-to-day operations and insuring integrity in our
facilities.

In the course of this I'd like to actually refer to
the presentation that |’ve given out and what 1'd |ike
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to do is just go through the slide packet. There are
a considerable nunber of slides. Wat 1'd |like to do
is go through them and in the course of the
presentation |I’m very happy to take any questions that
you may have and at the end again | wll take any
gquestions you may have.

So nmy primary focus is actually just to give you a
brief update of how we resuned business and restarted
production in greater Prudhoe Bay, then nobve to
operations and integrity assurance and pipeline
renewal and the forward pl an.

1: 49: 42 PM

REPRESENTATI VE GRUENBERG asked if the conmmttee is going to
review activities back to the 1990s to | ook at how the corrosion
was allowed to occur or if the commttee would only be | ooking
at the recent past.

COCHAIR GATTO said the legislature is trying to determne
whether to retroactively disallow the pipeline repair costs as a
credit agai nst revenue.

1:51: 25 PM

MR. BROCK said he is not a tax expert so his presentation is
focused on the future. Hs role is to ensure that BP has
| earned from the past so that this type of incident does not
occur again. He said hundreds of thousands of emails have been
sent over the last seven years related to different discussions
and decisions associated with budgets and activities. CGetting
the right bal ance between the targets set and actual
expenditures is an ongoing part of any business to ensure that
it is safe and viable. He said he has not reviewed all of the
docunents nor does he have the insight to be able to answer
guestions about them He can only assure the committee BP is
| ooking to ensure safe operations in the future.

CO CHAIR GATTO said the legislature would expect no less and
appreci ates his testinony.

1:52: 21 PM

MR. BROCK continued his presentation:
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First of all | just wanted to ... orientate the
commttee nenbers to greater Prudhoe Bay itself and
this slide actually shows you the extent of the OIL
systens ... as they relate to the gathering centers
and flow stations, just to keep everybody up to speed.
On the left hand side of the slide, we refer to CCs

which are gathering centers, these are processing
pl ants. Their primary purpose is to separate oil,
water, and solids from the oil that is produced from
our wells before actually putting them into the
transit line system which you'll see there is red on
t he di agram

The references on the right-hand side of the slide to
FS2, FS1, FS3 - these are flow stations. These have
exactly the sane purpose as gathering centers. Thi s
is just a namng J[indisc.] that cones from the
different heritages of the field when it was ARCO and

BP oper at ed. But, for the purposes of this, | just
want to draw a reference to the GCl; GC2 to FS2 is our
primary oil transit |ine for greater Prudhoe Bay.
Over the course of 2006, we had two |eaks on that
transit line system One was actually one nile
downstream from GC2, between the section of |I|ine
between GC2 and GCC1. The other was actually very
close to the facility at FS2. You can see there's a

line fromeast to west that’s approximately 16 m | es.

What | want to do now, 1'd like to take you through
sonme of the business resunption programthat BP put in
place within 100 days of the incident. Over the
course of that time, to reestablish production at the
facility, and you' |l renenber we shut down production
at the weastern side of the field after the |[eak
because we wanted to provide greater assurance that we
understood the integrity of that line before starting
up production. In the course of that we actually
removed installations and inspected and reinsulated
over eight mles of the transit |ine system The
section that was inspected was actually the section
that is in service today. The section in the west
where we had a leak between GC2 and GCl, and the
section from FS1 to FS2, those sections were actually
put out of service and they’'re not in service today.

In the course of that time, we actually installed five
new bypasses. The issue for us there was that at the
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time we didn't know whether we’'d be able to
reestablish integrity wthin the systens that were
currently in place so we actually noved to put five
bypasses in place to ensure that we could get secure
enough supply in the event that we couldn’t prove
integrity of the existing systens.

Also in the course of this we actually put 34 hot taps
in place in the western area of the field to drain off
oil fromthe line that actually had corroded through
and was | eaking. And the idea was to de-oil that |ine
and give us satisfaction that that line was actually
safe and there was no other threat to the environnent.
In addition to that, wth the isolation of that
section at GC2, we no longer had the ability to pig
that section from west so we actually installed a
tenporary pig launcher in the western side to allow us
to pig that line with the smart and mai nt enance pigs.

By the end of the year, we’'d actually run six cleaning
and one gauge pig and two smart pigs through the
eastern side of the field and simlarly for the
western side of the field to verify the integrity of
that system The results fromthose smart pigs verify
that the sections that we had in service were actually
fit for service. On that basis, we actually started
up at FS2 and our oil <collect wunit, through the
Endi cott bypass system

We actually, at that period, got a lot of cooperation
and support from the regulatory conmttees and
agencies to get our permts and conmercial agreenents
in place and we appreciate what we got from the state
on that. In the course of our inspection, we ve
actually renoved two 40 foot sections fromthe line to
allow us to conduct an in-depth investigation into the
nmechani stic cause of the corrosion itself. Actual |l y
in the course of the 100 days we actually increased
our North Slope count population by 700 personnel.
Today, we’'re actually running at peak personnel
nunbers in excess of 2,000 people that our count set
at the North Slope. That’'s a 44 percent increase over
nor mal nunbers.

Over the course of that period and through the w nter

we actually went through seven mmjor production start-
ups, which was a particular task in the course of the
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W nter. Actually, in January of 2007, we actually
reestablished production rates at a nunber prior to
the | eak, so 430,000 barrels a day.

This diagram that |’'ve showed illustrates the transit
lines and the sinple [indisc.] format. It shows you
the positioning of the bypasses in relation to the
OlLs. Wat I1'd like to refer to there is the red
sections are sections that we have out of service.
The section on the left between GC2 and GCl actually
has been decomm ssioned and it has been deconstructed
t hrough the course of this winter and is no longer in
pl ace. The section between FS1 and FS2 is going to be
decomm ssi oned and deconstructed through the course of
Decenber-January this year and early ’08.

This just gives you a sense of where we are wth
regards to the bypass status and we do have a bypass
in place at flow station 2 but at flow station 1 we
actually have a bypass that’s been built but it’s not

in service. It’s not in service because to put it in
service, we'd interrupt production and we don’t see an
integrity reason for us actually to put that line in
service right now. In the event of an issue, it wll
take us two days of shutdown to actually put that line
in service and conmssion it. Simlarly for flow
station 3, we reckon the line is in place and the

final tinme will take us seven days if need be.

For the western area, we have a fully operational
bypass in GHX, GCl, and that is installed and it’s
going to be in service until we get the replacenent
line in. Simlarly for GC1 and GC3, we have bypasses
in place and constructed and we estimate it would take
five days for us to actually comm ssion those systens
i f need be.

That was really just a very quick overview of what we
did to respond to the initial spill, to reestablish
integrity in the line, and also to provide efficient
redundancy so that we could reestablish reliable oil

flow through Prudhoe Bay. The next series of
phot ographs are really an illustration.
1:59:16 PM

REPRESENTATI VE FAlI RCLOUGH asked for the definition of “OTL.”
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MR. BROCK replied oil transit Iine.

REPRESENTATI VE FAI RCLOUGH asked if the deconstruction costs are
bei ng charged agai nst increnental renoval and restoration on the
pi pel i ne.

MR. BROCK said he would have to refer that question to BFP s
comercial team He offered to get an answer to the conmmttee.

CO CHAIR GATTO asked Representative Fairclough if she used the
word “deconstruction.”

REPRESENTATI VE FAI RCLOUGH said yes, that was the word M. Brock
used. She expl ai ned:

That’s why | was wondering ... earlier this norning we
had a conversation about those costs being fixed and
sort of in an account or what Tran Al aska Pipeline
ownership ... as the oil team takes those dollars,
we're looking at, | believe, $1.5 billion as proposed
to be collected. And I'’m wondering if they are going
to charge that cost of dismantlenent, renoval and
restoration, which would decrease that fund and goes
along with what Max was saying. Wre trying to
determ ne what charges the corporations are going to

come back and charge against the line and | want to
know if we're deconstructing a portion of the pipeline
now, whether we’'ll have increnental hits to the DR&R
and how that wll affect the FERC and the rate

cal cul ations going into the future.

CO CHAIR GATTO asked if DR&R funds are reserved for use when oi
no |l onger flows or whether it is accessible before that tine.

MR. BROCK said he is not famliar with the requirenents of that
act .

CO- CHAIR GATTO thought DR&R applies to deconm ssioning the
pipeline so he would not expect that fund to be tapped for
anything prior to that.

REPRESENTATI VE FAI RCLOUGH said BP has renoved a part of the
pi peline and put in a new line, which would be part of the cost
of TAPS as a whole. She said deconstructing part of the I|ine
coul d open up a way to use that fund.
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2:02: 02 PM

REPRESENTATI VE SEATON asked that the commttee get an answer on
whet her the DR&R fund can be used for TAPS and the flow |ines.
He thought the flow lines are not included because TAPS begins
at Punp Station 1.

CO CHAIR GATTO noted if the DR&R fund was used to pay part of
the costs, it couldn’'t be declared as an expense against the
revenues.

2:02:57 PM

REPRESENTATI VE FAI RCLOUCGH t hought Co-Chair Johnson’s analysis is
correct, that being that M. Brock is speaking about a BP-owned
line, not TAPS.

MR. BROCK told nmenbers this line at Prudhoe Bay is owned by the
wor ki ng i nterest owners: BP, ConocoPhillips, Exxon and Chevron.

REPRESENTATI VE FAI RCLOUGH said wunder that scenario, if the
owners deconstruct a portion, they could hit DR&R for a portion
of those funds because that is the purpose of those funds.
However, they could also consider the costs as an expense
because they are creating a new |line.

2:03: 50 PM
MR. BROCK continued his presentation:

As | said, these photographs are really — 1’m not
going to go through them in detail, but they just
reference the scope of the work that was undertaken to
put the bypasses in place. We’ve had sone inquiries
in the past to the extent of these I|ines. These are
relatively short, small bore dianeter pipelines that
give us the extra redundancy to bypass the existing
oil transit lines if need be and I’'ll quickly nove
t hrough t hese.

What | did want to refer to actually is — so in BP's
response to the leaks in 2006, our primary concern was
to reestablish the integrity of the lines and then
reestablish production and | talked to that. In

addition to that actually, there [are] br oader
i nplications of how we operate in Alaska. One is that
we want to actually ensure that we had a good

HOUSE RES COW TTEE - 69- June 7, 2007



understanding of the corrosion nmechanism at hand and,
as such, we’ve done a nunber of things to do that. In
the cause of our investigation, we’ ve determ ned that
there are three factors that contributed to the
m crobi al -i nduced corrosion that we now feel was the
causal factor of these leaks. That is actually in the
build-up of or conbination of sedinents, water, and
lowflow velocities wthin the oil transit lines
t hensel ves.

W also actually started to start a part of the
Department of Transportation correct batching order to
carry regular maintenance pigging on all of our oil
transit lines and also run intelligent pigs to verify
the integrity of those systens. And we’ve also
improved the safety standards that we work to and
integrity standards that we work to as we’ve got all
of our oil transit lines on to the Departnent of
Transportation's pi pel i ne integrity managemnment
program Prior to this, the oil transit lines in
greater Prudhoe Bay weren't covered by this standard
and we volunteered to bring that Iline into that
standard now and, in effect, we're in conpliance now
with that standard

2:05:45 PM

REPRESENTATI VE GRUENBERG noted that M. Brock said BP was just
recently nade aware of the cause of the corrosion, however
according to sone [of BP's] e-mails, BP was aware that corrosion
was |likely if steps to prevent it were not taken. He asked M.
Brock if he was aware of those e-mails.

MR. BROCK replied he has seen nunerous e-mails from different
staff that made different assertions regarding corrosion and

i nspection reginmes within the field. He added the oil transit
lines were lowrisk lines with regard to corrosion. BP renoves
the gases, liquids and solids from the lines at the processing
facilities prior to entering the oil transit |ines. The oil
transit lines only carry sales-quality crude. Those |ines have
been i nspected on a regul ar basis over the past 30 years. Those
i nspecti ons, up until the second half of 2005, showed
insignificant or negligible corrosion within the Ilines. After

that BP did see an increase in the corrosion rates so it
increased the frequency of its inspections and scheduled snmart
pig runs. Unfortunately, the leak occurred in March, prior to
t he schedul ed smart pig run.

HOUSE RES COW TTEE - 70- June 7, 2007



2:07:35 PM

REPRESENTATI VE SEATON referred to a nenorandum he sent to BP
after BP staff testified on Aug 18, 2006 before the House
Resources Standing Conmttee. During that testinony, a BP staff
menber stated what M. Brock just said: that BP didn't
anticipate corrosion because the water is renoved from market-
ready crude before it enters the I|ine. The conmittee’s
information was that the TAPS operators knew the pipeline would
be subject to corrosion if it wasn't pigged regularly and BP
agreed to use cleaning pigs every two weeks, as well as to
regularly use smart pigs. BP says it has the sanme oil in its
gathering lines but didn't pig those lines for years. BP woul d
be responsible for the cost of pigging the gathering lines and
couldn’t charge those costs off to the tariff, as it could with
TAPS. He questioned why Alyeska anticipated the problem on TAPS
but BP did not on its gathering lines. He noted BP has not
responded to his nmenorandum

MR. BROCK said BP runs nmi ntenance pigs every other day at its
BP greater North Slope facilities. Wth regard to its pigging

phil osophy for its transit l|ines versus Alyeska s operations,
pig runs are determned by a nunber of factors, primarily
t hrough operational requirenents or corrosion managenment. Smart
pigs provide information on the line's integrity and identify
corrosion spots. The maintenance pigs used at Alyeska ensure
that lines are clean and are run for operational reasons.
Prudhoe Bay crude is relatively sweet with little wax. O her

North Slope fields feed into Punp Station 1 that have wax in
them That travels down TAPS and cones out of the line itself.
Hi s understanding is that one reason Alyeska pigs so frequently
is to renove the wax build up because it affects the hydraulics.
In the greater Prudhoe Bay' s short pipeline system wax does not
build wup; it is run at higher tenperatures. However, that
phenomenon occurs in TAPS 800 mle pipeline.

REPRESENTATI VE SEATON asked M. Brock if Alyeska s maintenance
pigging is done to test for corrosion as well.

MR. BROCK opined that corrosion could be part of it. He said he
is not famliar wth how Alyeska deals wth its corrosion
systens but believes nany factors are considered when | ooking at
a mai nt enance pi ggi ng operati on.

REPRESENTATI VE SEATON requested a witten response from BP to
hi s menorandum dat ed Sept enber 7.
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MR. BROCK apol ogi zed for the lack of formal response and ensured
one woul d be forthcom ng.

2:12: 35 PM

REPRESENTATI VE OLSON poi nted out the transit |ines have not been
pi gged since 1998. Legi sl ators have been told that one reason
they have not been pigged is because the build up of wax
prevented BP from getting a pig into the pipeline, which
contradicts what M. Brock stated. To ignore that problem for
eight years is, in his mnd, crimnally negligent.

CO CHAIR GATTO agreed it is confusing to hear that the shorter
lines have no wax but that they couldn’t be pigged because of
too nuch wax. He repeated the need for a consistent witten
statenment from BP managenent.

2:14: 52 PM

REPRESENTATI VE DAHLSTROM asked Representative Seaton who the
menor andum was addressed to.

REPRESENTATI VE SEATON replied it was addressed to the chairs of
the House and Senate Resources Committees, the Admnistration
and to BP. He noted Steve Marshall of BP nade the statenment to
the House Resources Standing Conmittee that Ilead to the
menor andum

REPRESENTATI VE  DAHLSTROM noted that V. Brock was not
responsible for the response but asked him for a date when the
commttee could expect to hear from BP

MR. BROCK said he would have a response to the conmttee by the
end of the nonth.

2:16:19 PM

CO CHAI R JOHNSON expressed appreciation for M. Brock’s work to
correct the problens but said the committee anticipated finding
out the cause of and how the |eak occurred. He expressed
concern that the commttee’s questions are not being addressed
to the appropriate person. He asked that the commttee get
testinmony from the appropriate person in the near future to get
t hose questions answered. He suggested directing questions to
M. Brock about what has been done to renedy the probl em
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CO- CHAIR GATTO said the conmittee has access to BP nmnagenent
through M. Brock. He is sure M. Brock can convey the
conmmi ttee’s concerns.

2:18: 41 PM

REPRESENTATI VE GRUENBERG agreed with Co-Chair Gatto and said the
commttee’s questions have nothing to do wth M. Brock
personal |l y. Menbers just want answers to their questions. He
stated his questions relate to a series of emails to and from BP
staff that appear to use a form of conpany shorthand. He asked
M. Brock to provide conmittee nenbers with a key to what was
di scussed; particularly in emails dated June 4, 1999 that refer
to a PWinhibitor and EC 1081A injected at stations GC2 and GC3.

CO CHAIR GATTO asked what docunent Representative G uenberg was
ref erenci ng.

REPRESENTATI VE GRUENBERG cl arified he was |ooking at two e-mails
on the bottom of page 2 in Exhibit 4.

MR. BROCK explained that a PWinhibitor is an inhibitor added to
produced water (PW systens. When oil is produced, water and
gas are produced with it. As the water and gas are separated
out to the export line, the produced water is reinjected to
mai ntain reservoir pressure. That term refers to a produced
water line for transportation of the produced water back for
reinjection. He explained the water is entrapped in the oil
when it is initially produced.

REPRESENTATI VE GRUENBERG asked if a produced water inhibitor is
a type of chem cal

MR BROCK said it is.

REPRESENTATI VE GRUENBERG asked that chem cal would have hel ped
to prevent corrosion.

MR, BROCK said the word “inhibitor” is used in a broad sense in
this case. He expl ai ned:

My understanding is that the chem cals used have got

two purposes. One is actually to aid inhibition in
the line but the system itself is inhibited from the
wel | head. As we produce oil, we inject inhibitor
directly at the wellhead and other parts of the
processing plant. Actual |y, produced water is
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inhibited as it goes into the produced water system
from inhibition injected earlier on in the process.
VWat we're experinenting wth here was actually
enhanced inhibition but also produced water has sone

entrained oil in it and actually what we were noticing
was a build up historically of solids wthin that
line, kind of a film within the line but it does
effect the efficiency of the system and actually the
inhibitor here had a surfactant quality. It is what
hel ped break up that lining in the pipeline itself - a
bit like a washing detergent. Through the course of

our operations in Prudhoe Bay, we continuously | ook
for different types of inhibitors for our produced
water system to just aid the efficiency of that
system Over the course of the years we have nunerous
trials ongoing to find inhibition.

REPRESENTATI VE GRUENBERG asked, “When you tal k about inhibiting
this sort of thing, would it have inhibited and potentially
prevented the type of corrosion that did occur?”

MR. BROCK answered it would not have in this case. The produced
wat er system is independent of the oil transit |line system where
t he | eak occurred.

REPRESENTATI VE GRUENBERG asked if, in M. Brock’s opinion, the
failure to put the inhibitor into the system would not have any
effect on preventing the corrosion.

MR. BROCK replied:

In this particular case, the inhibitor referred to -
as | read through the series of e-mils as |
understand it in the docunent — was part of a trial.
We have ongoing trials in this area and that let’s us
know it had no effect on the corrosion and the |eak on
the oil transit line system

2:24.08 PM
CO CHAI R JOHNSON asked where the August | eak occurred.

MR. BROCK said that |leak was a few hundred yards down the |ine
fromFS 2 to FS 1.
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CO CHAIR JOHNSON noted the e-mail references GS 2, GS 1, and GS
3, so surmsed that the inhibitor was not renoved from the pipe
t hat | eaked.

MR BROCK affirmed that is correct and clarified that BP has

nunmerous pipeline systenms in the field: gas lines; seawater
lines; gathering lines for gas, water, and liquid; the oil
transit lines; and produced water |ines. Those systens are
i ndependent of each other. That e-mail refers to a produced

water line, which is independent of the oil transit system
REPRESENTATI VE GATTO st at ed:

| was shaking ny head because it said being injected

at & and G3. It would have been in the section at &
but it was a different line that they're referencing
here, a line different from the line that did, in

fact, corrode.
MR BROCK said that is correct.

REPRESENTATI VE GRUENBERG said he needed to clarify that the
inhibitor was not put into the line that |eaked; it was renoved
from anot her |ine.

CO-CHAIR GATTO asked if the inhibitor was in the line that
| eaked.

An unidentified speaker said it was not.
REPRESENTATI VE DAHLSTROM asked if the inhibitor nentioned is the
standard chem cal m xture used so that nenbers could assune that

was in the line that | eaked.

MR. BROCK replied:

What | can say is the inhibitor that we referred to in
this e-mail was specific to a produced water system so
it wasn’t in the oil transit line system The oil
transit line system was inhibited with a different
i nhi bitor.

REPRESENTATI VE DAHLSTROM asked M. Brock how nany types of
i nhibitors are used.

2:26: 40 PM
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MR. BROCK said BP has inhibition prograns for all of its |ines.
He furthered:

VWhat we’'ll have is we’ll have inhibition prograns for
all of our lines so we have the lines that cone from
the wells are inhibited so as we get production out of
the well head, we inject inhibitor at that part of the
system That inhibitor is dosed to allow - to keep
retained a percentage of inhibitors to right the
system even as it goes through into the TAPS — Trans
Al aska Pipeline system itself and that’s our primry
inhibition system and that’s the inhibition system
that inhibits the oil transit |Iines. The produced
wat er system has an additional inhibition in that |ine
itself. And the role of that was twofold. One was to
act as kind of a cleaning agent. Secondly was to see
if we could inprove inhibition in that line itself.

One of the challenges we have with this type of tria

is that the rates of corrosion that we have take years
and years to manifest thenselves so short tine trials
take tine to nonitor and it takes us tinme to evaluate
themso it’s quite common we’ll have corrosion coupons
in the line that we' Il put in. We'll do inhibitor
trials for awhile with new coupons and then we'll

retract the coupons and do assessnents on them to
determine if the inhibitor was effective or not.

That’s quite a | ong, drawn out process.

2:28:19 PM

CO CHAI R GATTO poi nted out chem cal corrosion is caused by water
on nmetal but biological corrosion also occurs. He asked if both
types are treated with a different substance or whether BP uses
bi oci des and rust prevention agents.

MR. BROCK said BP's system uses an inhibitor and biocides
conbi ned.

CO CHAI R GATTO asked which is nore severe.

MR. BROCK replied the two have different purposes. The biocides
kill the bacteria while the inhibitor coats the pipe to protect
it.

CO- CHAIR GATTO asked if water corrosion of the pipe is nore
severe than biol ogical corrosion
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MR. BROCK said that depends upon the operating environnent and
other contributing factors, such as tenperature pressure. Al
of those issues need to be addressed in BP' s corrosion program

CO-CHAIR GATTO said he was curious to know whet her answers exi st
at this tinme because he is often asked about how the corrosion
happened by the public. He asked where the bugs cone from

MR. BROCK said the bugs are in the matter that forned the oil.

CO CHAIR GATTO asked if they live in the seans and cone up with
the oil.

2:30:14 PM

MR. BROCK said they do. He added BP evaluates the corrosion
nmechani sms and threats within given systens because each type of
environment in which the corrosion manifests itself is unique to
a certain set of circunstances. BP evaluates the correct
inhibition for a given circunstance and a given system

2:30: 38 PM

REPRESENTATI VE FAI RCLOUGH asked what the capacity volume is on
the lines BP is running.

MR, BROCK said the oil transit lines are currently running at
approxi mately one-quarter of their peak throughput rate with a
current volunme of about 350,000 to 400,000 barrels per day.

REPRESENTATI VE FAI RCLOUGH, for the record, stated:

Some of the wvalidity of using inhibitors versus
pi gging or other things that actually physically touch
the system on the interior of the line nakes a big
di fference on capacity volune and flow through and so

| woul d expect, from what | know about the inhibitors
and the cleaning of the line, that if the line is not
running full we’'re going to have nobre corrosion

because the inhibitors aren’t hitting where they are
supposed to hit anynore.

CO- CHAIR GATTO asked if the replacenent line has a smaller
dianeter so it would fill nore quickly.
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MR. BROCK said reduced volunme inpacts the velocity. BP reviewed
the existing system to determne repair options. Its primry
concern is that Prudhoe Bay is a declining field yet it has a
long life ahead of it. BP wanted to design a system that would
be useable for the next 50 years and a system optimal for the
types of production rates and fluids it would carry. BP felt
the current system design of pigging, chemcal inhibition,
metering and | eak detection needed to be replaced. As such, it
chose to replace the existing systemrather than repair it.

CO- CHAIR GATTO asked if BP has used plastic pipe.

MR. BROCK said it has not used plastic pipe at Prudhoe Bay but

it has commssioned an entire overhaul of its corrosion
managenment strategy of its North Slope operations. BP has the
final draft report for approval and that strategy suggests
considering life-of-field material selection. As BP | ooks for

renewal and to building new facilities to deal wth the
transition from viscous oil to gas, it is looking at stainless
[ steel] materials and plastic for future operations and
r ef ur bi shnent

CO- CHAIR GATTO said he recognizes plastic could fracture at
m nus 80 degrees.

MR. BROCK acknowl edged the basic prenmise is that plastic pipe
has good corrosion resistance but relating that to valves and
safety and pressure systens presents a chall enge.

CO CHAIR GATTO said he was curious because a new hospital
installed an all plastic sewer |ine.

2:34: 24 PM

REPRESENTATI VE GRUENBERG referred to an e-nail on the top of
page 4 in Exhibit 4 from Domnic Paisley (ph) to PBU, etc. He
noted M. Brock said these e-mails referred to a different
pipeline. He asked if the statenents in that e-mail are equally
applicable to the pipeline in question.

MR. BROCK said he was not in a position to review all the
techni cal aspects referred to in the email to determ ne whether
they refer to a likely corrosion assessnent. He is not aware of

what assunptions were used regarding the life of the pipeline
and what inhibition systens were in place at that tine.
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REPRESENTATI VE GRUENBERG asked M. Brock if he knows what caused
the corrosion in the pipeline in question.

MR. BROCK replied:

In the oil transit lines, we feel it was a conbination
of water, sedinent build up and low velocity in the
lines. The low velocity in the lines allow solids to
fall out and water to fall out and they create an
environment that prevented inhibition from working
effectively.

REPRESENTATI VE GRUENBERG asked, “Well, if it was potentially
water, wouldn’'t the sanme kinds of statenents that are nade here
possi bly be applicable there as well?”

MR. BROCK responded, “The case for the oil transit lines is the
conbi nation of the factors.”

CO- CHAI R GATTO conment ed:

|"m guessing the critters need water to survive and
when you get water trapped and the critters are living
in the water, you've got it all precipitated out and
it’s being covered wth solids, that's a great
envi ronment . You get to hide underneath in the |ow
spot of the line and then as the biocides conme through
they kind of float over the top and do not necessarily
penetrate the solids and you have a wonderful set up
for eating away in a very localized area

ultimately causing failure. |Is that how it works?

MR. BROCK said he believes that is how it works. H's primry
goal is to understand the causal factors so that the operating
environment within the pipeline systens can be changed to ensure
the bugs are killed and cannot breed in that environnment. So
far, BP has enhanced the ability to inject corrosion inhibitor
directly into the OIL systens. BP does regular maintenance
pigging right now to renove any water from the system
Mai nt enance pigs are used on the oil transit lines on a weekly
basis. He noted, as a result, the lines have no solid build up
and no bacteria build up.

2:39: 05 PM

CO- CHAIR GATTO asked what BP would do if it discovered the
problem was due in large part to low velocity. He questi oned

HOUSE RES COW TTEE - 79- June 7, 2007



whet her the velocity could be increased by alternating the use
of Line A and Line B.

MR. BROCK said BP is |ooking at two areas; the new system design
has addressed that. The snmaller diameter pipe will increase the
velocity to three feet per second. The punp out at the flow
stations could be increased but that is constrained by the
export punps at the facility at this tine. Those are nmmjor
pi eces of equipnent so the facility would have to be shut down
to replace or upgrade those punps.

2:40: 09 PM
MR. BROCK continued his presentation:

We're probably going to cover sone of the materia
that we’'ve already covered in terns of the causal
effects and, as | said, we actually tried to — we
referenced a conbination of water sedinment bacteria
that led to this particular circunstance occurring and
we are doing a detailed analysis of that so it comes
out again in another slide.

What we |ooked at in our corrosion mtigation
strat egy, we | ooked at a nunber of di fferent
contributing factors. W | ooked at carbon dioxide
build up in lines, which is corrosive. We | ooked at
continuous inhibition against that. We | ooked at
stagnant water or sedinent in lines and we used
mai nt enance pigs to extract that. And like | said
before, in the course of a year, we will run hundreds
of maintenance pigs across a multitude of our |ines.

W' ve got full-time teanms working entirely on that.
That’s their full job at the greater Prudhoe Bay.

And in terns of bacteria ... we'll scrape the side
walls to renmove any bacteria build up with the pigs
and use biocides in there. There are chlorides within
the biocides to kill the bugs.

CO- CHAIR GATTO said when carbon dioxide is added to water,
carbolic acid is created, which eats away netal

MR BROCK conti nued:

Were we’'re at right now — the status — is the lines
were cleaned extensively before the ILIs were run and

HOUSE RES COW TTEE - 80- June 7, 2007



we run weekly and nonthly cleaning pigs, depending on
whi ch system we’'re talking to. We put suppl enent a
corrosion inhibitor into the OILs and we analyze our
returns for bacteria build up and a repeat of the
circunstances we had before. Since August we' ve
actually carried out over nearly 24,000 ultrasonic
i nspecti ons. W do repeat inspections over areas we
know we’ve got known corrosion. The idea there is
that we’'re able to nonitor the rate growh of any
corrosion. W will actually repeat smart runs this
summer and through the third quarter of this year.
That is to further verify that we're in control of any
further corrosion within the system

This slide is really just to illustrate sone of the
techniques that we use to do that ultrasonic
i nspecti on. W do deep ultrasonic inspection a foot
at a tine. It’s a very detailed inspection over this

period and it gives us a representative exanple of the
condition of the line itself.

One of the things that is notable is that unlike other

pi peline systens in the Lower 48, our lines are above
ground and we have access to them As such, we
actually conduct a lot of external UT inspections.
That’s one of the reasons why we talked to — why we
were confortable that we didn't run nore smart pigs

Well, we actually conplinment the smart pig runs wth
extensive UT inspections. That’s not sonething that

ot her systens have got the luxury to do. To do that
you do need to renove the insulation from the system
to get access to the wall of the pipe itself.

This is an illustration of a smart pig. This to
itself is one of the tools that we used on the OIL
syst ens. The brushes you see on the right hand side
are actually giant magnets. They create a nagnetic
flux and that allows us to [see] deviations wthin
that flux and read out — give us an insight to any
wal I thickness and any deviations within the pipeline
itself.

As | said, we've carried out extensive analyses to
det erm ne t he mechani sm  associ at ed W th t hese
failures. On the western operating area of the field,
C2 to GC1, we’ve had a consultant, Dr. David Dukette
carry out a conplete and thorough investigation and he
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has confirmed that it 1is mcrobiological induced
corrosion —is, in effect, the mechani sm at hand here.

In the eastern operating area, we are actually
carrying out a simlar review right now and we hope to
have that report back by the end of the second quarter
of this year. In both cases we took out 40 foot
sections associated wth the | eaks so that we could do
a detailed analysis of the actual leak itself. These
diagrams just illustrate the process for renoving the
pipe and give you an exanple of the pitting. M.
Chairman, you just referred to this type of very
| ocalized pitting that we feel is the | eak path.

2:44:33 PM

REPRESENTATI VE GRUENBERG asked if the photograph on the left
shows a segnent of the pipe being renoved.

MR BROCK said that is correct.

REPRESENTATI VE CGRUENBERG asked for a description of the
phot ograph in the m ddl e.

MR. BROCK said the pipe was actually cut into sections to
anal yze sanpl es. The m ddl e phot ograph shows sections from the
pi pe sanple that were renoved being cut. The |ast photograph is
an exanple of pit and corrosion.

REPRESENTATI VE GRUENBERG asked about the size of the pit.

MR. BROCK estimated the pit to be 1/4 inch.

REPRESENTATI VE GRUENBERG asked if it goes through the pipe.

MR. BROCK said that particular pit did not.

CO- CHAIR GATTO asked if the photograph was on the inside or
out si de of the pipe.

MR. BROCK clarified it is on the inside of the pipe.

CO CHAIR GATTO noted a lot of gauging around the pit and asked
if that is additional corrosion or was caused by the pig.

MR BROCK said he is trying to determne whether that is
resi dual water fromwashing the sanple. He was not sure.
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MR. BROCK continued his presentation:

One of the areas | wanted to show is — in carrying out
our investigations, we' ve actually determ ned that
we'd look at a broader, holistic corrosion control
strategy for all of our facilities on the North Sl ope.
W’'ve called in an external team of BP experts and

i ndustry experts to do that. We’ve also brought in
our working interest owners - ConocoPhillips and
ExxonMobil. W' ve actually been through and devel oped

a new strategy for our operations in the North Sl ope
that’s at the final stage of sign off.

In addition, we're actually increasing our Corrosion
| nspection and Chem cals team That’'s what the CC
stands for. W'’ ve increased by 60 percent and we w ||
i ncrease that team by 100 percent. Here in Anchorage
they wll have over 30 permanent BP staff nenbers
wor ki ng on that team Their primary role is actually
to take the strategy and develop specific plans for
each of our facilities with regard to the systens and
processes that they nanage. This system will cover
all of our operations fromdrilling to oil production
to water handl i ng.

In addition to that, we're going to put additional

positions on the North Slope. These additiona
positions will be lead corrosion positions and their
job will be to coordinate our inspections and our

corrosion nmonitoring at our North Slope facilities.
This is a new position to enhance our understandi ng at
the facility I|evel

In addition now we're also working on a new snmart
pi ggi ng phil osophy. W have a new strategy that's
being delivered. This year we'll be running
approximately 18 smart pigs and we just ran the first
of those additional smart pigs this week.

In addition to that, we're commtted to inproving
overall awareness of corrosion in the North Slope
envi ronnment and, as such, BP had actually sponsored a
program t hrough NACE to devel op a new week |ong cl ass,
whi ch our personnel wll go through and it wll be
open to all of the nenbers of the industry to actually
raise awareness with regard to corrosion beyond the
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prelim nary understandi ng. BP is funding 100 percent
of that.

2:48:39 PM

REPRESENTATI VE SEATON asked if 18 smart pig runs wll occur in
2007.

MR, BROCK said 18 individual smart pig runs are programed to be
run in the overall pipeline system That will cover gathering
lines, the OILs, and the produced water systens.

REPRESENTATI VE SEATON asked if 18 smart pigs wll be used
continuously in the field.

MR. BROCK said a nunmber of pigs could be run on different |ines
multiple tines. They will be different sizes and run through
di fferent systens.

REPRESENTATI VE SEATON inquired whether BP's entire system wl
be covered in one year.

MR. BROCK said it will not. It will cover the area BP believes
needs to have smart pigs. That is determned by the program
schedule or fromreview information fromthe | eak.

REPRESENTATI VE SEATON asked what percentage of BP's lines in the
Prudhoe Bay unit will be covered.

MR. BROCK said he could not answer that question at this tine
but woul d provide the infornmation at a |ater date.

CO CHAI R GATTO asked how M. Brock woul d respond.

MR. BROCK said he would send a letter to Co-Chair Gatto for
distribution to conm ttee nenbers.

2:50: 55 PM
REPRESENTATI VE GRUENBERG referred to an e-mail at Tab 3 dated
July 27, 1997 and asked if the e-nmail related to the line in the

first diagram under discussion.

MR. BROCK said the e-mail contains no reference to a specific
system but he does not believe it is referring to TAPS.
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REPRESENTATI VE GRUENBERG said it looks like BP cane up with a
|l ong-term smart pigging contract 10 years ago. He asked M.
Brock if, prior to 2006, BP had a smart pig contract in the
section of the line under discussion.

MR BROCK did not know.
2:52: 52 PM

REPRESENTATI VE SEATON said, regarding his Septenber menorandum
workers at Alyeska said they were extrenmely concerned for
several years that BP had no way to handle an anticipated |arge
anount of sedinment that could not be handled by Punp Station 1
filters. He said the e-mail refers to Punp Nunber 1 so it
appears that is the line under discussion. He asked M. Brock
to incorporate that iteminto his response. He stated:

Thi s is  what is very much  of concern, as
Representative O sen had said earlier and we had
information from other sources at Alyeska that the
concern was that BP couldn’'t run a smart pig because

they couldn’'t handle all of the sedinent that was
going to conme out of that line. It seenms like this e-
mail here, and this is way back from 97, is

indicating that this has been a problem that had been
anticipated fromthe Prudhoe Bay unit for a long tine.
So if you would find out exactly which lines these are
tal king about, and if this anticipated the identica
probl em of not being able to run those pigs because
there was no contingency for handling the solids other
than slugging Punp Station Nunmber 1 and shutting it
down.

MR. BROCK agreed to do so.
2:54:57 PM

CO- CHAIR GATTO referred to the first page of Exhibit 23, which
was a 2005 e-mail from Ki p Sprague. He read:

Bitch, bitch, bitch. | will try to westle down sone
m ddl e ground between the reality of the situation and
sonme feel good place holders just to get people off of
your back. However, | wll not run or sacrifice an
i nspection strategy and programwith limted resources
based on the conveyance of nmaintenance and our
oper ati onal inpact.
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COCHAIR GATTO said that is negligence in his opinion and
expressed concern that a better response was not provided. He
asked what a BP administrator would do with such a statenent.

MR, BROCK stated it is disappointing to hear an enployee so
frustrated by the process. BP needs to create an environnent in
whi ch enpl oyees can voice their concerns and issues so they
don’t get to that stage of frustration

CO- CHAIR GATTO said the e-mails capture his attention because
they show BP's record rather than glossy photographs that show
what BP is doing now to correct problens. He asked M. Brock to
express his concern that BP hears conplaints and then produces
beauti ful brochures to respond to them

MR BROCK said he would do that. He told nenbers:

I mean wor ds are wor ds, present ati ons are
presentations and they actually don’t nean anything
unl ess you take action. Wiat |I'd |like to tell you is

that there are a nunber of things that we ve taken
real clear action on. One is we set up the technica
directorate as such it’s an independent body. So
these types of inquiries and queries actually have got
a functional oversight rather than being buried in the
I ine organization. So we have that independence when
it comes to issues of safety or the integrity of our
facilities. W have an independent body now that has
oversight on the decision naking process. That’ s
first and forenost.

Two, this body that Kip Sprague worked for, CC [is]
enbedded in the greater Prudhoe Bay organization.
That organization reports directly to ne. Bill
Hedges, who is the CIC nanager, reports to ne and Kip
reports to Bill Hedges. | report directly to Doug
Suttles. So we have greater transparency to the
organi zation so that these issues aren't left buried
in the organi zation itself.

Finally, | think one of the issues for us is ... our
full understanding of risk. Wen we |ook back at the
anal ysis from Bruce Allen into the concerns we had and
how these |eaks occurred, their reference was that
this wasn’t actually about cost cutting or such. Their
evidence pointed to our overall awareness of risk
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within the system itself. And on that, in effect,
what we’ve actually done is we've actually put in
place a rigorous risk register, risk review process.
That process is being enbedded at the field |evel.
It’s been enbedded at the technician level, the
operator |evel and, as such, is managed up through the
field line to the senior nenbers of the nanagenent
team in BP Al aska. That system will be there. Ve
review it on a regular basis. It’s ny role to present
t hat . Doug Suttles is President of BP Alaska and |’ m
to ensure that we take proper action on these types of
i ssues so they get resolved and overall we' re focused
on reducing risk within our field.

These are the things that we’ve done as part of our
overall package to actually address the |earning of
t he past.

3:01:39 PM

REPRESENTATI VE SEATON referred to Tab 18, page 2, regarding the
analysis of risk fromRi chard Rollun (ph) to CIC and others. He
read:

John and Ri ck,

Please see below a request from Roger. As wth
previous years, our variable costs are in basically
two areas: inspection scope - reduce scope and
increase risks, inhibition levels - reduce inhibition
| evel s and increase risk. And then when outlining
risks it would be inportant to nake sure that we note
all the potential risks and not just the increased
corrosion and leak risks, including commtnents to
ADEC, reputation issues, workforce perception if
reduci ng inspections, inhibition Ievels and regulatory
requi renents — any risks there.

REPRESENTATI VE SEATON then said it sounds |ike BP had fully
anal yzed the inpact of the budget cutting risks. The next part
of the e-mail read:

| want to see what it will take in terns of actions
and risk mtigations to those risks to reduce your LE
by $1 mllion by Wdnesday norning .... W are in the

process of shutting down nmmjor repair wrk to
contribute $2 to $4 mllion.
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REPRESENTATI VE SEATON noted that e-mail was sent in 2003. He
said that correspondence discusses a conprehensive | ook at risk;
not just inspections, inhibitions, and |eaks. The author was
al so concerned about reputation and workforce perception. He
guestioned how the new analysis differs from that one and the
differences in treatnent.

3:04:17 PM

MR. BROCK repeated it is disappointing to see the frustration in
t he workforce. The workforce was trying to find the bal ance
between the right anmount of expenditure to ensure the systemis
safe and viabl e. The concern is that workers felt frustrated
that they were conproni sing choices. He pointed out:

Looking forward — and there’s a multitude. You have a
docunent here that references nunmerous e-nmils and, as
|’ve said, there's probably hundreds of thousands of
docunents where if we take at any given point there’'s
a reference to sone cost cutting and peopl e s concerns
and opinions relating to that. W can go back in
these in depth, but actually I think what we need to
do is actually look forward to see what have we heard.
There’s a |eadership team in BP Al aska and we’ve been
listening really hard, not just to the concerns of our
enpl oyees here, and we have taken these on board, but
also to the findings of Bruce Allen, which we
comm ssioned to actually get to the root cause of
| eaks here in Alaska to nove beyond the mechanistic
causes to go on to the systemc issues and the
organi zati onal issues within BP Al aska.

As such, we’'ve listened to them W’ ve |ooked at the
recommendations and we're taking action wth those

recomendati ons. From my perspective, |'m actually
pr oof . |’m the technical director. | have, at this
moment in time, over 150 technical experts reporting
in to ne. That s different. The Corrosion
Managenent Team reports in to ne. If they have
concerns about conpromse of their program then |
will address them and 1’1l address them independently

of the line, whether it relates to production or to
cause. M/ primary concern is the integrity and safety
of our operations. That’s a denonstration of what’s
changed.
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In addition to that, our |eadership teamis conmtted
to changing some of the processes that we use to
manage and nmake decisions. Risk is actually nmuch nore
transparent in our business from the |ine up. It’'s
captured in a systematic way and it's reviewed on a
regul ar period. We | ook for resolutions of issues.
W | ook to engage t he corporation’s open
conmmuni cat i ons. If our enployees have concerns, we
want them to be able to communicate them to senior
| eadership without fear or concern as it relates to
t hem W actually want to encourage people to raise
t hese i ssues so they can be addressed.

So what I1'd say is we’'re in the early stages. | can
show you presentations but really we have to go beyond
wor ds. | feel that we're now starting to get into
action. W’ve reorganized ourselves. W’ve put a new
| eadership team in place. W' re starting to address
the issues of the systemic culture and what it needs
to be to be a leading operator in Alaska for the next
30 years.

In the course of the presentation I'd like to get to
the last slide where | can talk to you nore
specifically about some of the — where we’re in action
and what actions we’'re | ooking to do.

3:07:12 PM
CO CHAIR GATTO referred to Section 26, m d-page and read

| just have a couple of concerns, the biggest thing
that we haven't pigged our sales transit line in over
15 years and | really don’t know what to expect.

COCHAIR GATTO said that is a frightening statenent. He
continued reading, as foll ows:

Ignition of the launcher, the |auncher door seal, O
ring, the sunp punp and all of the associated piping
are unknown. We can functionally check the drain sunp
system but it would probably be prudent to have all
the associated lines inspected prior to returning the
systemto service as they are at a |ow point and have
been stagnant for years. | need to spec out and order
sonme replacenent Orings for the |launcher doors.

HOUSE RES COW TTEE - 89- June 7, 2007



CO CHAI R GATTO pointed out the e-mail also reveals the |auncher
doors hadn’t been opened for 15 years.

3:08:14 PM

REPRESENTATI VE GRUENBERG asked if BP is faced with the choice of
doi ng preventative maintenance or setting aside clean up funds
for use in the case of a spill, whether a tax structure that
allows BP to deduct preventative nmi ntenance costs but not clean
up costs due to negligence would encourage BP to take
preventative steps.

MR. BROCK said BP's primary focus is on safe operations. If it
needed to invest in preventative maintenance to ensure the |ine
is safe and integral, that is the action it woul d take.

REPRESENTATI VE GRUENBERG referred to an e-mail at the bottom of
Tab 5, which talks about 10 percent across-the-board cuts and
says, “...which we are nost confident would allow significant
measur abl e corrosion danage to occur.” He said that illustrates
to himthat safety was not BP' s priority; its policy was driven
by the bottom i ne.

MR. BROCK said that e-mail was sent in 1999; his statenent
referred to BP's priorities today. He repeated BP' s first
priority is the safety of its enployees, the integrity of its
plants and the inpact its operations have on the environnent
BP will take whatever actions are necessary to ensure it
operates to that standard.

3:11: 43 PM

REPRESENTATI VE DAHLSTROM reiterated her concern that M. Brock
is not the appropriate person to ask certain questions of
because he is being asked to make policy statenments for the
company. She stated the need to hear from higher |evel
managenent .

3:12:36 PM

REPRESENTATI VE SEATON rem nded the conmittee that these e-mails
were sent when ELF was in place. Under the PPT, any spill
related costs are non-deductible while preventative maintenance
costs are deducti bl e.

3:13:26 PM
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REPRESENTATI VE ROSES felt it is inportant to discuss the e-
mails. He continued:

First of all, if we address these and we know t hat
we have an issue over whether we have negligence or
not and we get back to dealing with the bills that are
out there to determ ne whether or not there’s going to
be the allowance of the deduction over those costs to
replace the pipe, which 1is part of what this
conversation is about, | think the next question that
we would be asking themis okay, we've identified the
problem in the past. Now what are you going to do to
prevent it from happening in the future? And | think
that’s what he’'s here to tell us but we keep
continuing to go back to trying to hanmer away on what
caused the problem rather than answering the question
of what are we going to do to prevent it in the

future. So, | would hope that we could at |east
finish this presentation before we keep going back to
this part.

3:14: 32 PM

MR. BROCK continued his presentation:

...This was just a reference to the pipeline
surveillance that we have right now that gives us a
hi gher level of assurance that the systemis integra
but 171 nmove quickly on to the current OIL
construction and then talk a little bit about the oil
transit line systemitself and the replacenent of that
transit |ine system "1l try and capture the main
points. There [are] a lot of slides here and I’ m very
happy to take any questions but first and forenost if
| could just dwell on this particular slide and spend
alittle bit of tinme onit.

We’ve |ooked at the operation of this |ine. W' ve
| ooked at the state of this line through extensive UT
i nspection and from smart pig inspections. Actual |y,

we’ ve determ ned, looking at the longer life of field,
the next 50 years that now is an optinum nonent, given

the condition of the line. [It’s been in operation for
30 years in one of the harshest operating conditions
in the world. It’s operated well for those 30 years

up until 2006
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This system though, is a big system It was nade for
four tines the <capacity that it had previously.
Looking at the | essons we have | earned, and we need to
actually redesign this system so that it actually
provides the right |evel of operability, the right
| evel of managenent and nmintenance that we feel is
now necessary to take us through for the next 50
years.

And, as such, we’'re building a new system \W’re not
repairing the existing system And we're building a
new system because one, we want to size it right so we
get the right nmaterials and we get the right
velocities in that line to mtigate against an
occurrence simlar to the leaks we had in ’06. In
addition, we want to put in permanent pig |aunching
and receiving at facilities that they would turn to
the doors and the catchers that you referred to in one
of the previous e-mails. [ These are] permanent pig
l aunching and receiving facilities, facilities that
can be accessed and used year-round, not just in areas
when the weat her is conducive to operations.

W want to put in place a new |eak detection system
We have an existing |eak detection system that neets
our requirenents right now but want to put in place a
new | eak detection systemthat is nore robust and want
to actually trial some new | eak detection technol ogies
to see if we can inprove what we al ready have.

In addition to that, it wll take the building of, not
only an addition to put the pipeline but we’ re |ooking

to building 20 nmodules on skids that wll provide the
facilities that we talked about above. And ... |
think our lines right now are 34 inches nomnally
across the field, with the exception with FS 1, which
is 30 inches. These lines are going to be sized for
the full life of field, which will be 20 inches, 28

15 and 12, respectively for it to cross the west to
the eastern side of the field.

As | said, we talked to the new system as we’ re going
to put it, so we talked to the pig launchers and
receivers for all sections. W' ve tal ked about
dedi cated automated chem cal injection in these lines
and we talked to a nore sensitive, repeatable, turbine
full meter systens and a software package that is

HOUSE RES COW TTEE - 92- June 7, 2007



consistent with other software systenms that we use in
the Lower 48 and in the trial of the LEOCS sensitive

early detection system All of the new pipelines
[being put] in place will be in conpliance with DOT
195. They wll be carbon steel but they wll be

fusion epoxy resin coated for external coating.

Installation of these will be in higher ... vertical
support nenbers (VSMs) to facilitate wildlife access
around the pipelines thenselves so that we’ve el evated
the systens where possible to avoid any clash with the
wildlife and create a better environment for that -
and also raising them higher to get away from snow
drifts or ponds associated with the lines thensel ves.
In addition, that will give us better access to our
corrosi on coupon systens and nmai nt enance.

3:18: 26 PM

CO CHAIR JOHNSON asked if M. Brock is classifying the rebuild
as nmmi nt enance or reconstruction.

MR. BROCK said he would classify it as reconstruction of a new
systemwith a gross cost of approximately $250 mllion.

CO- CHAIR JOHNSON asked if the new system would fall wunder the
repl acenent category under PPT and whether a tax deduction could
be claimed in the future under PPT. He questioned whether this
system is necessary and whether BP is building a Cadillac when
sonet hing | ess expensive woul d suffice.

MR BROCK said he wll refer those questions to BP' s tax
experts. He said BP does need a new system for continued
operations at Prudhoe Bay for the next 30 years. The pipeline
systens need to be nodified to handle nore viscous fluids and
heavy oil on the western side of the field. He noted DOT and
ADEC have established new standards that require nodifications.

3:21:11 PM

REPRESENTATI VE DAHLSTROM |ikened the project to residential
reconstruction in which various types of funding are sought
depending on the project and tax benefits. She said the state
may have to provide nore exact definitions of such projects so
that the state and conpanies are using the correct term nol ogy.

3:22:23 PM
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MR. BROCK continued his presentation:

This is just an insight into one of the new pig
| aunchers that we've put in place. Some of the
facilities that we have right now are tenperate and
adverse weather conditions are difficult for the
operators to safely operate. Qur proposal is that we
will actually put - these new facilities wll be
permanent, wll give us year-round access and we're
using the operating groups and the operating teans to
actually help us design these so that these are
actually easier to operate and maintain and give them
year-round access to the facility.

| guess the comment here is we’'ve had extensive
requirenents fromlocal, state and federal agencies to
allow us to have pernmits to go ahead and start the
construction of the new system As such, we’ve had
great cooperation fromthe agencies as such and | just
wanted to recognize that as seeing it firsthand.

3:23:15 PM

CO- CHAIR GATTO referred to page 31, and said two points are
worth noti ng. At the top, it says, “Prior to the arrival of
Tony Brock and the creation of the Technical Directorate, there
was no formal process for assessing risk.” Further down the
page, it reads, “Risk register is developed under Techni cal
Director Tony Brock.” He pointed out M. Brock is on the “good
page.”

3:24: 01 PM

MR. BROCK continued with his presentation:

...This is really an overview of the |eak detection
system and we’'re putting in new hardware, new reliable

systens. W re putting in a new software package.
These are, what we believe, are the best available
technologies within the industry. The industry has
noved on quite a bit. These are systens that will be
in place and reliable for 30, 40 years. The | ower
reference is actually to a pretty unique technol ogy.
It’s a LEOCS system It’s a system that is sensitive
to very snmall |eaks. | don’t know if you can recall

back to the eastern operating area, but we actually
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had pinhole |eaks of drops of oil that were coning
t hrough and, as such, the l|leak detection system — it
went bel ow the radar of that type of system So we're
actually trialing this new technology to determne if
this nore sensitive technology is applicable. It is
the first time that it’'s been deployed in an Arctic
environment in this circunstance. W have a simlar
systemin our Northstar transit |line but that’s buried
in the seabed. This is exposed to a nuch harsher
climate and greater swings in tenperature. This is an
interesting trial for us. It wll take us a couple of
years to prove it through wi nter and sumer operations
but I think it’s a unique systemand | |ook forward to
seei ng what the findings are on that.

On the transit line systemitself, we had an extensive

construction season through January and April. W' ve
constructed two sections of the pipe. It has not been
put in service yet. It needs nodules to be
constructed to allow us to do that. The overal
repl acenent of the 16-mle sections will be conpleted
and we hope to comm ssion those in the fourth quarter
of 2008.

This is really just some of the nmgjor project
acconplishnents and this, to date, took considerable
effort by BP and it was driven, in part, by the fact
that — one is the existing systemis we are carrying
out extensive tests and inspections at the nonent to
ensure integrity of that system We do believe that
it is an old system and we do want to put a new system
in place. W put a lot of engineering effort into
designing a new system and starting the construction
and the project, so we nade great progress on that

but, as | said, the 20-inch and 18-inch sections are
installed and 1'Il reference those and then — a foll ow
up slide.

The next series of photographs are really — |I’m not
going to go into detail, they really give you an idea

of the scope. This is really just an exanple of just
a piece of insulated pipe at the gathering center 2-1.

These are the VSMs | spoke to. I"mreally just going
to nove through these unless soneone has a specific
guestion but it’s just an illustration.
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This is the welding of the pipe itself and these
wel ds, when we put them in place, actually the
procedure and the welding itself is checked thoroughly
not only by BP experts but by Houston construction
experts and Departnent of Transportation experts.
This is just, again, sandblasting to allow us to coat
the weld after the weld s been conpleted. This is an
exanple of the techniques we use for weld inspection.
This is the follow up insulation and covering of these
wel ds. I’m really trying to denonstrate here that
we're extremely thorough in the construction and the
guality assurance process associated wth these

pi pel i nes.

This is just an illustration of the pipe being lifted
into position. W really had phenonenal performance
from the team working on this. The nmgjority of the

staff came out of the Fairbanks union holds. A lot of
the extra workers cane up from Anchorage and Fairbanks

to help us in this construction operation. This is
just an illustration of the line to Flow Station 1.
This is ... an illustration. The yellow sections show

you the sections of pipeline that we have currently
constructed and are in place.

This is one of the final slides to give you an
overview of the contracting parties that have cone
into play here. The highlighted ones are actually
Al askan busi nesses that have supported this operation.
You can see an extensive nunber of people in that and
the conpanies in that. And we had, working on the
pipeline itself, something in the order of 300 to 350
at peak working specifically on this pipeline
installation and that wll carry through and sone
appeared as we start to look at construction of pods
and nodul es.

This is the final slide, ... we're actually just
really starting to address sone of the queries that
the conmttee had. These series of leaks actually
have — were a surprise to us. We pride ourselves in
being a lead operator in Al aska and we have a huge
role to play. W’ ve had a huge role to play in the

last 30 years and we want to be here for the next 50
years and be seen by the state as a respected and
trusted operator. W want to be a lead operator in
Al aska. That’s our goal and it's a priority of the
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| eadership team that’s in place and (indisc.) here
today. Events of 2006 show that we’ve got sone things
to learn and we need to change how we operate and
we're committed to doing that. In the process of
reacting to these spills, we’'ve done a lot of
listening, a lot of |earning. We know that there are
corrosion gaps that we need to address and we know we
need to inprove our risk managenent. If you | ook at
our overall infrastructure and ensure integrity of
that entire system and we have the balance right with
cost managenent. We invest on our facilities and get
the balance right between safety integrity and the
busi ness. W need to get our organization right so
that the organization functions and the issues that
are raised are addressed in a tinely manner. W need
to pay attention to communication of culture. W’ ve
got a series of docunents here that relate to the
frustration of our enployees. That’ s not acceptabl e.
W need to create the right culture and environnment
where people can openly address their issues and voice
their concerns and they need to be addressed in a
timely manner.

So what we're focused on right now is we' ve talked
about organi zational changes. W’ ve got the technical
director but also in the greater Prudhoe Bay
organi zati on we’ve added a nunber of positions to give
us greater supervisory control and a better span of
control. W’ ve put area nmanagers in place to address
some of the issues about a scale as conplex and as big
as greater Prudhoe Bay.

We’ve got an extensive program for workforce renewal.
[W recruited] 50 technicians last year and we're
bringing in another 40 this year and we’'ll | ook beyond
that to ensure that we have the right workforce in
pl ace goi ng forward.

W’'re expanding our comunications to encourage
br oader open conmunications wthin our wor ki ng
envi ronnent . And [indisc.] the place of addressing
the cultural issues that prevailed to ensure that we
have one BP that’s trusted and respected to deliver
safe, reliable operations.

In the plant we’'re taking imedi ate actions to manage
our oil transit I|ines. W' ve nodi fied our operating
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practices. W’ve nodified sone of our naintenance

practi ces. W have this greater control and
assur ance. W' re carrying out conpr ehensi ve
i nspections. In that we’ve actually conmm ssioned a

new corrosi on managenent strategy and in that strategy
we’'re |ooking at short term needs to address any
specific risks that are out there in our facilities.

W're replacing our oil transit Iline systenms in
greater Prudhoe Bay and we’'ve actually brought a team
in under Gary Bugel (ph), to set up a renewal projects
team and that teamwi |l be dedicated to |ooking at the
| onger term renewal requirenents of the greater
Prudhoe Bay facilities and the North Slope in its
entirety.

W're introducing new standard technical practices
that are BP practices in the technical directive to
ensure that these standards are enforced. W’ve got a
process. W're looking to conply with new regul ations
with the Departnment of Transportation but also the
| ocal ADEC offices and also the regulatory office
Process Safety and Integrity Managenent. As we talked
to, we’'ve got a new, inproved risk managenent process.
W' ve got a new corrosion nmanagenent strategy. W’'re
|l ooking at putting in place rigorous performance
nmeasures so that we can actually nonitor integrity
managenent across our facilities, not only in
integrity nmanagenent but also in corrosion so that |
get to see, on a regular basis, are we conducting the
i nspections we said we were going to conduct. Are we
acting on the result of those inspections where they
rai sed concerns?

So our overall goals are to establish trust from the
public, be an industry |eader in Al aska, transform our
culture to one that’'s going to prevail for 50 years,
and provide sustainable performance through a new
oper ati ons managenment system

3:33: 33 PM

CO CHAI R GATTO t hanked M. Brock.

3:33:48 PM
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REPRESENTATI VE SEATON requested a witten response from BP
regardi ng whether BP has billed the other Prudhoe Bay partners
for the repair and maintenance work required by the shut-down.
He commented that one of the criteria under the PPT is that if
the partners decline to pay for certain itens, those itens would
not be eligible for a state [deduction]. It was his
understanding, as of a nonth ago, that no billing had been sent
to the other partners. He pointed out the |egislature needs to
know whether it needs to create another way to address the
system possibly by inproper nmintenance criteria, or whether
that is covered under existing |aw. He then asked whether BP
enpl oyees have received any comrunications telling them not to
put their concerns in e-mail nessages.

MR. BROCK replied none whatsoever and, in fact, enployees have
been encouraged to voice their concerns and pursue them unti
resol ved

3:37:24 PM

COCHAIR GATTO clarified Representative Seaton questioned
whet her enpl oyee concerns are in witing.

MR. BROCK said he was clarifying that BP enpl oyees have not been
told to not put their concerns in witing.

3:37:44 PM

CO CHAIR GATTO said the legislature is working with the federa
governnent to obtain as nuch information as possible. He asked
Ms. Slenons of the PSIO to give her presentation

3:38:14 PM

REPRESENTATI VE GRUENBERG said it 1is his wunderstanding that
various state officials gave BP the “okay” to not perform
mai nt enance and i nspections. He asked M. Brock if he could
comment on how that affected the conpany.

MR. BROCK said he can’t coment on that specific exanple but
said BP is comitted to working wth state regulators,
particularly with the new PSIO office to ensure that appropriate
standards are in place and that BP adheres to those standards.

REPRESENTATI VE GRUENBERG asked if, in the future, BP knows an

action should be taken but a state official says that action is
unnecessary, BP should be let off of the hook.
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MR. BROCK t hought BP woul d operate to the higher standard.
REPRESENTATI VE GRUENBERG asked if that is a new policy.
MR. BROCK sai d that has al ways been BP' s policy.

3:40: 22 PM

The commttee took an at-ease from3:41 p.m to 3:48 p. m
3:48:16 PM

CO CHAIR GATTO called the neeting back to order and asked M.
Sl enons to brief the commttee.

3:48: 23 PM

JONNE SLEMONS, Coordinator, Petroleum Systens Integrity Ofice
(PSIO, Dvision of Gl & Gas, Departnent of Natural Resources,
told nenbers she was not expecting to testify today. She
offered to answer questions or address a particular topic if
request ed.

3:48: 50 PM
CO-CHAIR GATTO referred to a letter and read:

Quest i ons:

What did BP tell the Alaska  Departnment of
Environnental Conservation in order to justify its
request that ADEC waive the pigging requirenent in the
May 29, ' 02 conpliance order by consent?

3:49: 31 PM

M5. SLEMONS told nenbers on WMy 16, 2007 the Congressional
Commttee on Energy and Commerce and Subcommttee on Oversi ght
| nvestigations requested that the State of Al aska respond at a
follow up hearing to an initial hearing held imediately after
the partial shutdown of the Prudhoe Bay Unit. She thought the
initial hearing was held on My 15, 2006, and that the
commi ssioner of ADEC testified at that hearing. She testified
at the May 16, 2007, hearing along with a representative of the
Pi pel ine and Hazardous Materials Safety Adm nistration from the
U.S. Departnent of Transportation, a representative from the
Chem cal Safety Boar d, and a representative from the
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Cccupational Safety and Health Adm nistration. The commttees
were reviewing the Texas City refinery explosion and whet her any
simlarities to the Prudhoe Bay spill existed. The two
guestions in the letter Co-Chair Gatto referenced were asked of
her at the hearing. She answered them to a degree so the
commttee requested nore detailed information. She noted that
letter was sent to the congressional conmmttee nenbers with a
list of enclosures over one page |ong; House Resources Standing
Conmm ttee nmenbers do not have those encl osures.

REPRESENTATI VE GRUENBERG interrupted and inquired as to what
letter Co-Chair Gatto was referring.

3:52:35 PM

M5. SLEMONS noted that she provided Co-Chair Gatto with her copy
of the letter [to congressional committee nenbers]. She then
told nmenbers, regarding the first question about what BP told
ADEC about the pigging requirenent, she does not work for ADEC
and that M. D etrick may have nore information to offer. She
conti nued:

In our letter, which was, of course, coordinated with
t he Departnent of Environnental Conservation [DEC] and
ot hers in t he st at e, we ref erenced vari ous
docunent ati on t hat out|ined a seguence of
communi cations from BP that began several years
earlier, or at |least one year earlier wth their
indicating that there was significant sedinment in the
lines, to the point that the testing of the |eak
detection system which DEC was requesting -
requiring, would be conprom sed. Let’s renenber too
that DECs focus was on insulation and proper
operation of a |eak detection system Their primry
focus at that time was not sedinment or pigging or
anything of the sort. So the pigging requirenent was
included in their consent order as a prerequisite to
ensuring that the |eak detection system could be
properly tested and operate properly.

So, BP had told them that there was so nuch sedi nent
in the line that they did not feel that the |ead
detection system could be properly tested and
oper at ed. So DEC included the pigging requirement in
the consent order to solve that problem After the
consent order was issued, BP canme back to DEC and said
in fact, we were mstaken, there’s not nearly as nuch
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sediment in those lines as we thought originally and
there’s probably a half inch of e-mail docunentation
that captures the internal discussions within BP on
that issue. So they told DEC that the sedi nent wasn’'t
nearly the problem that they originally thought that
it was. In addition, they told DEC that they had
installed pig launching and receiving facilities,

adequate to allow pigging at any tinme in the future

This was inportant information for DEC to know because
it could have elimnated in their mnds any concern
that they mght have had renmaining about what |[|ow
sedinment levels they believed were still in those
l'ines.

CO CHAI R GATTO asked whether DEC requested the data to back up
BP' s statenents about the sedinent |evels.

M5. SLEMONS said she was not sure what back up infornmation was
provi ded to DEC. She offered to look into that. She then
conti nued her response, as foll ows:

So, that’s what BP told DEC and that was — they then
followed that up with a request — a witten request,
that the pigging requirenent be waived and DEC agreed
that that was appropriate and waived the pigging
requi renent in the consent order.

CO- CHAIR GATTO remarked that BP told DEC it overestimated the
problem so wanted to be excused from the requirement and DEC
agr eed.

VB. SLEMONS said that is correct but , regarding BFP' s
overestimation of the problem BP also said it had installed the
pig |aunchers and receivers, which would allow them to pig at
any tinme and would address the remai ning sedinent levels. Wth
t hat information, DEC agreed.

3:56: 37 PM

REPRESENTATI VE SEATON asked if the pigging requirenent was put
in place for testing and |eak detection purposes. Initially,
DEC was told there was too nuch sedinent to pig, but was |ater
told the sedinent |evel would not nake the | eak detection system
i noperable so, because DECs focus was the |eak detection
system it waived the pigging requirenent.

3:57:27 PM
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M5. SLEMONS said that is correct but again added that DEC was
also told pigging facilities were now available and pigging
could occur any time in the future and took that into account.

3:57:49 PM

REPRESENTATI VE GRUENBERG asked M. Slenons to describe the
initial requirenent.

3:58:12 PM

M5. SLEMONS noted a copy of the consent order was in nenbers
packets and that it contains several requirenents for certain
actions by certain dates.

REPRESENTATI VE GRUENBERG asked if it required that a certain
anount of pigging be done.

M5. SLEMONS said it did.
3:58: 29 PM

REPRESENTATI VE GRUENBERG asked if DEC was told the pigging could
not be done because of too nuch sedi nent.

M5. SLEMONS said DEC was originally told that there was a great
deal of sedinent in the line, which is why DEC required the

pi ggi ng.

REPRESENTATI VE GRUENBERG said DEC decided the pigging was
unnecessary when the anount of sedinment was found to be |ower
t han esti mat ed.

M5. SLEMONS replied, “In conjunction with the information that
pi ggi ng | aunchers and receivers had been installed, that pigging
could be conducted at any time in the future, DEC agreed that it
was not necessary for purposes of testing the |eak detection
system’”

REPRESENTATI VE GRUENBERG surm sed that BP never followed through
wi th the pigging.

M5. SLEMONS said that appears to be the case.
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REPRESENTATI VE GRUENBERG asked why DEC did not take the
additional step of ensuring that at least a mniml |evel of
pi ggi ng was done.

M5. SLEMONS rem nded mnenbers that prior to 2006, people were
ignorant of the regulatory gap on the North Slope on the OIL
lines [and], in fact, were jurisdictional for the Ofice of
Pipeline Safety and the U S. Departnent of Transportation. She
conti nued:

DEC s authorities would extend to those lines only for
purposes of environnmental protection of air quality
and land and so forth and so they did not have a
requirenent to ensure systemintegrity of the lines in
their ordinary course of business. UsS DOr would
have had that authority. Now the gap arises in that
there were sonme exenptions wthin the federal
regul ations that allowed those lines to fall through a
gap — create the gap, if you will, in that l|ines that
were in renote areas of very |low populations were
allowed to be exenpted, as were — there were a couple
of exenptions as | understand it and another one was
that — let’ see, the population and the renpteness
were the two that these lines were ...

4:00: 59 PM

REPRESENTATI VE CGRUENBERG asked if BP was aware of the gap in
regulatory authority at the time DEC waived the pigging
requi renment. He stated, “Because it would seem to ne if they
were involved in regulating this, then they nust have thought
they had required — they had the authority.”

4:01:16 PM

M5. SLEMONS said it is her understanding that DEC believed that
U.S. DOT had and was exercising regulatory jurisdiction and that
both parties were unaware that the regulation was not be
properly exercised.

REPRESENTATI VE GRUENBERG asked if DEC was de facto regulating up
to that point

M5. SLEMONS replied DEC was regulating pipelines from its
perspective as an environnental safety agency, to her
under st andi ng. DEC was inplenenting its mssion via oversight
of the |eak detection systenms. Therefore, the consent order by
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decree focused on that system The DEC was not so much
interested in overall operation and regulation; it was
interested in ensuring that any breach of integrity was
i medi ately identified and renedi ed.

REPRESENTATI VE CGRUENBERG asked if the legal gap has been
remedi ed.

M5. SLEMONS answered that it has, to her understanding.
Congress passed the Pipes Act in |ate 2006, which expands the
Ofice of Pipeline Safety’'s authority and puts the lines in
guestion within the jurisdiction of the Pipeline and Hazardous
Materials Safety Administration and that agency is actively
pursuing regulatory authority over those |ines now When the

first bill was enacted in 2006, DEC was in the process of
promul gating regulations to bring flow Iines under its
aut hority. She believes all regul atory gaps have been

addressed, however one of the prinmary tasks identified in
Adm nistrative Oder 234, which established the Petroleum
Systens and Integrity Ofice, requires that PSIO do a statutory
and regul atory gap analysis to ensure that any remai ning gaps on
state lands regarding oil and gas are addressed. PSIO is
currently doing a gap anal ysis.

REPRESENTATI VE GRUENBERG asked if a copy of that analysis wll
be presented to the | egislature.

M5. SLEMONS said she would be happy to provide the |egislature
with a copy and that she has committed to make annual reports to
the legislature on the PSIO s activities and findings.

CO CHAIR GATTO asked whether DEC and the PSIO believe the one
percent threshold is adequate. He said the spill was detected
by a workman who snelled oil and the anpunt discovered on the
ground was the equivalent of six or seven days of | eaking. He
noted a significant anount of oil |eaked before it was detected.

M5. SLEMONS deferred that question to M. Dietrick of DEC. She
said DEC has been looking at its requirenents for the detection
systens and the best avail abl e technol ogy.

REPRESENTATI VE GRUENBERG asked if federal |aw preenpts state |aw
or whether they have concurrent jurisdiction.

M5. SLEMONS said she was uncertain but believed federal |aw

preenpts. She drew nenbers’ attention to the fact that the
Pi peline and Hazardous Material Safety Admnistration and DNR
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have signed a letter of intent to cooperate in sharing
information and findings to prevent m scommuni cati on.

REPRESENTATI VE GRUENBERG asked that Co-Chair Gatto request a
witten response to that question.

REPRESENTATI VE ROSES asked whether BP ever actually nmade a
determnation that the anmount of sedinment was |ower than
expected. He asked:

Wasn't it BP stating that they had an excessive anobunt
and then therefore, it was stated that a pig needed to
be used to clean it up so that the system could be
tested properly and then they l|later on cane back and
said oh no, there wasn’'t as nuch as we said there was.
So, the only really determnation we have is their
first statement and their second statenment and no
proof of anything in between.

M5. SLEMONS pointed out that BP reported to DEC through the
annually required charter agr eenent report t hat routine
mai nt enance pigging was part of BP's program for its OIL |ines.
Wthout jurisdictional authority, DEC would have assuned that
regul ar mai nt enance piggi ng was bei ng done.

REPRESENTATI VE ROSES asked if that kind of a discrepancy occurs

in the future, something will be done to verify the correct
st at enent .
M5. SLEMONS said it will; the agencies are trying to learn from
m st akes.

CO CHAIR GATTO asked if a canera travels through the pipeline to
measur e sedi nent |evels.

M5. SLEMONS said the smart pigs collect and communicate data
Wen a smart pig energes from the pipe, the anmount of
information it provides about the condition of the pipe is very
det ai | ed.

CO CHAIR GATTO asked, “I inmagine they have arnms on springs and
if they don't quite reach the end of the pipe, now they're on a
bunch of rocks that get all neasured — not measured - recorded
so that at the end of the pipe you ll say at Section 142D we
certainly seemto have an inch and a half of sedinent?”
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M5. SLEMONS said it is her understanding that a smart pig can
report a location and other information about obstacles or
obstructions.

REPRESENTATI VE GRUENBERG asked if BP made any factually
incorrect statenents in the key correspondence about pigging.

M5. SLEMONS said it is difficult to know exactly what
information was available to the people naking the statenents

However, the correspondence does seem to inply that the pigging
activity was either pl anned and never carried out or
m srepr esent ed. She said it is inpossible to say whether
pur poseful msstatements were made from the docunentation she
has seen.

REPRESENTATI VE GRUENBERG poi nted out the statutes prohibit false
st atenents. He questioned whether those statutes adequately
cover this type of correspondence and whether the departnments’
procedures follow the statutes. He wants assurance that the
factual information provided in future correspondence can be
relied upon and, if not, legal consequences wll ensue. He
asked Co-Chair Gatto to request an answer to that question from
t he PSI O

CO CHAIR GATTO asked if Representative Guenberg is asking
whet her the penalty should be a fel ony.

REPRESENTATI VE GRUENBERG sai d the consequence could be a felony
or a msdeneanor. Under statute, false swearing is a
m sdeneanor . He noted his questions are whether a situation
like this is covered by statute and whether the departnents’
procedures follow the statutory requirement so that if factua
information is not provided, the Departnment of Law can take
action. Then, the legislature could determ ne whether the
penal ti es are adequate.

CO CHAIR GATTO remarked, “And | could see the problem as a |ot,
there’s less, and neither termis quantifiable if, indeed, those
were the terns that were sent as part of the correspondence that
was i nvolved in canceling the operations.”

REPRESENTATI VE GRUENBERG said in matters of this type, it may be
a matter of crafting the statutes with nens rea, so that
crimnal intent is not required; reckless behavior could be
penalized. He said his concern is whether the |egislature needs
to take a | ook at whether the statutes are properly crafted.
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M5. SLEMONS related that DOL is looking closely at the 2006
events on the Prudhoe Bay unit. She felt confortable that DOL’ s
findings wll provide a detailed answer to Representative
Gruenberg’ s questi on.

REPRESENTATI VE SEATON asked Ms. Slenons if she is confortable
with the sufficiency of the changes proposed by BP.

VS. SLEMONS noted that BP is inplenenting far reaching
organi zational changes, largely in response to requirenents
placed on it by the Ofice of Pipeline Safety. She believes BP
is sincere. She noted her personal concern is that “a ship the
size of BP doesn’t turn on a dine.” It is difficult to change
an organi zation’s culture. She said BP has been responsive to
the different agencies; she is hopeful BP is successful.

REPRESENTATI VE SEATON asked if the Ofice of Pipeline Safety
oversees the nodules and all other infrastructure on the Sl ope.
He said he is concerned because the fire prevention and control
offices have |lost people with knowl edge of very intricate
syst ens.

4:18: 54 PM
MS. SLEMONS tol d nenbers:

The O fice of Pipeline Safety, as per its nane,
| ooks at pipelines and their jurisdiction do stil
have sonme limts. The letter of intent benefits not
only the petroleum systens integrity office at DNR by
being able to look at the federal information that
they have, it also benefits them at being able to | ook
at what we gather and find in the wupstream for
[indisc.] fields. In fact, facilities thenselves,
such as production centers, nodules, gas processing
facilities and those kinds of things, are one of those
things that have escaped regulatory oversight, |
believe, for quite sone tine other than elenents |ike
| abor, [CGccupational Safety and Health Adm nistration]
OSHA, fire protection, that kind of thing. It is one
of the mssions of the PSIO to fill those gaps and we
will be looking at facilities, not just pipelines, in
the system integrity plans that we will be requiring
from the wunit [indisc.]. W' |l be assessing the
technical sufficiency of those plans and then we wl|
be performng on-site assessnents to ensure that
operators are conplying with the system integrity
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pl ans that are established. So, in short, to answer
your question, yes, we intend to ook at facilities as
wel | as pipelines.

REPRESENTATI VE SEATON expressed concern about the staff cuts in
the upgraded systens because, to his understanding, proper
training to operate those systens has not occurred.

4:20: 50 PM

VR. FI NEBERG comended Co-Chair Gatto for the commttee's
efforts.

4:21:29 PM

M5. SLEMONS told nenbers it is her hope that the Petrol eum
Systens Integrity Ofice will be reporting its findings to the
| egi slature routinely. She appreciates the comrittee’ s interest
inits work.

4:22:02 PM
CO- CHAI R GATTO asked how the PSI O cane about.
M5. SLEMONS repli ed:

M. Chairman, it’'s had two life tinmes already in its
short history. It was originally fornmed under the
Mur kowski Admi nistration under a different nane. You
may renmenber it as the Lease Mnitoring, Engineering
and Integrity Coordinator’s Ofice - LMl CO That
concept, while the goal and the mssion remain the
same, the admnistrative structure and so forth have
been changed pretty significantly. Under Gover nor
Palin, it is the Petroleum Systens Integrity Ofice
and that’s where we’'re going forward with it.

4:22:48 PM
ADJ OURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 4:22 p.m
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