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ACTI ON NARRATI VE

CHAIR HOLLIS FRENCH <called the Senate Judiciary Standing
Commttee neeting to order at 2:48:56 PM Present at the call to
order were Senator Therriault, Senator Huggins, and Chair
French. Senator Welechowski joined the <conmmttee shortly
t hereafter.

SB 104- NATURAL GAS PI PELI NE PRQJECT

2:49: 28 PM

CHAI R FRENCH announced the consideration of SB 104. He said the
adm ni stration would deliver an overview with respect to what is
in the current commttee substitute and if tine permts there
would also be an overview on the tax freeze issue. In his
opinion that is the largest constitutional issue in the bill.
The projected tineline is for the conmttee to take the tine to
carefully examne the legal issues and give them a thorough
vetting while keeping in mnd the goal of passing the bill
before the end of session.

2:51: 35 PM
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SENATOR THERRI AULT asked which conpanies would be presenting
before the full commttee.

CHAI R FRENCH said he anticipates comunicating the |egal issues
to the interested parties—+the producers, the pipeline conpanies,
and the independents—and giving them the opportunity to weigh in
on each of the legal issues including a long-term tax freeze
triple damages, and confidentiality of the material submtted in
support of the license application. A point and counterpoint on
each issue is not anticipated, but there would be an opportunity
for the parties to express their views on the |egal issues.

SENATOR THERRI AULT asked if the $500 million inducement could be
di scussed even though it is not a specific |egal issue.

CHAIR FRENCH said that while the conmmttee will focus on the
| egal issues, it is each nenber’s opportunity to touch the bil
and discuss any aspect. Nothing is out of bounds, but in the
interest of efficiency he would prefer the time be weighted in
favor of the legal issues since that is the focus of this
comittee.

2:54:13 PM

PATRI CK GALVI N, Commi ssioner of the Departnent of Revenue (DOR)
introduced hinmself and Marty Rutherford, Deputy Conm ssioner
with the Departnment of Resources (DNR). Describing AGA as a
significant opportunity for the state, he stated that the
adm nistration appreciates the opportunity to work wth the
| egi sl ature.

COM SSIONER GALVIN said the overview will provide a general
framework for how the admnistration is approaching the issue
and how AG A fits that approach. He continued to say that:

* AGA is a comercial vehicle that creates a conpetitive
playing field. It allow the state to establish an
opportunity for the comrercial players to nake decisions
that are in their best interest, but that ultinmately |ead
to Alaska fulfilling its needs.

 AGA intends to provide a pipeline sooner and on Al aska's
terns. The state is seeking very specific things from the
pi peline beyond the imediate cash flow from the 1line
itself. The way the ternms are structured will be a driver
making sure the state’'s conplete interest in the gas
pipeline is fulfilled.
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 AGA is a t ranspar ent process, W th t ranspar ent
i nducenents. The issues of transparency and the ultimte
cost to the state were significant 1issues during the
previous gas pipeline process and AG A makes it clear what
the incentives are, and in a manner that is as transparent
as possi bl e.

2:57:50 PM
COM SSI ONER GALVIN said it’s inportant to recognize that AGQA
is not a negotiation. It’'s an opportunity for the state to

establish the terms in statute and create a commercia
opportunity for participants to decide whether they want to
participate or not. In a project of this type it is appropriate
for governnent to establish the rules of the road and allow the
coomercial world to nake decisions as to how it wants to
participate in the process.

COW SSI ONER  GALVIN explained that the state is creating a
conpetitive bidding opportunity and it 1is offering certain
i nducenents, which will be a significant part of the ultimte
success of the project. The inducenents nust provide for a |evel
playing field to get participants in the gane and to create
conpetition that may not otherwi se exist. He enphasized that
there is a very inportant |inkage between what the state is
hoping to get out of AGA and what it needs to put in to have a
reasonabl e expectation of getting that result.

COW SSIONER GALVIN said that AG A has midstream inducenents
that are geared toward the pipeline construction, and upstream
i nducenents that are tied to the gas itself. The intention is to
get the producers to participate in the project through
transportati on conmm t nents.

3:01:11 PM

COM SSI ONER GALVIN relayed that AG A has been structured to
provi de transparency in the inducenents that should be clearly
gquantified so that there are no hidden surprises such that the
state could wake up one day and realize that it is going to cost
a great deal nore than what it was originally told.

AG A puts a nonetary capital contribution on the table, but it
is not in the form of a $500 mllion check. Rather, it is an
opportunity for a conmpany to take certain actions after which it
will be able to get the noney. Part of it is a mtter of
mat chi ng; the conpany will spend its noney to have access to the
state noney. Secondly, the noney is on the table and the
applicants are going to conpete to tell the state how nmuch of
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that noney will ultimately be needed. He enphasized that the
$500 mllion is designed to create the opportunity for a
conpetition that gives everybody an opportunity to conmt to
certain very inportant things.

3:04:19 PM
CHAI R FRENCH asked when the $500 million appropriation would be
made—assum ng that it remains intact and that AG A passes.

COWM SSI ONER GALVI N said at this point there probably won't be a
$500 nmillion appropriation when AG A passes because it won’'t be
know whet her or not the noney will be needed. The expectation is
that the demand for the $500 million will be based upon the
measured success of the project noving forward and the anount
that the state ultinmately needs to put in to get the project to
fruition. Mre than likely an appropriation of a couple hundred
mllion wll be needed wthin the first couple of years. At
about that time there will be a juncture on the project and the
appropriation would be put before the legislature to clarify
progress and determ ne how nuch noney would be needed to fulfill

obligations from that poi nt f orward. The adm nistration
anticipates knowing nore a year from now by which tine the
actual applications will have been submitted, a licensee wll
have been selected, and the adm nistration will be comng to the

| egi sl ature. From that proposal a schedule can be set for when
the appropriations are needed. The expectation is that the
| egislature will basically fill the obligation from there and
schedul e the appropriations.

COWM SSI ONER GALVIN relayed that |ast year the |egislature put
$300 mllion in Al aska Housing Finance Corporation (AHFC) to be
held in the nane of an Al aska gas pipeline project. It was sort
of a down paynent on a previous concept of a state contribution
and the idea is to reassign that noney to AG A, he stated.

CHAIR FRENCH recalled that the Jlast contract had sone
indemmi fications that were identified as constitutional problens
because they bound future |egislatures. He suggested that a
better approach mght be to identify and set aside the noney
ahead of tinme. That way it’'s there when it’s needed and isn’t
dependant on an appropriation froma future |egislature.

COM SSI ONER GALVIN thanked him for the suggestion and said
someone would |look into that. He continued to say that fromthe
admnistration’s perspective no appropriation is needed this
year. After the conpetitive proposal process and when the
| egislature is looking at the proposal itself, the potential
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expenditures wll be nore apparent. At t hat poi nt an
appropriation decision can be made that would set everything up
through to the end and avoid any sort of |egal chall enge.

3:08: 52 PM
CHAIR FRENCH highlighted the idea of reassigning the $300
mllion that had been set aside and calling it AG A noney from

here forward.
COWM SSI ONER GALVI N stated agreenment with that idea.

SENATOR THERRI AULT asked if the request for access to the $500
mllion had been noved into the evaluation criteri a.

COM SSIONER GALVIN said in a way. In the proposal the
applicants can establish the matching rate from zero up to 50
percent before the open season and from zero up to 80 percent
after the open season. The House and Senate versions diverge
with respect to whether the anmpbunt of the contribution is part
of the evaluation or not. He believes it was renoved in the
Senate version. It could factor into the net present value
analysis and the admnistration is open to it either way, he
st at ed.

CHAIR FRENCH asked for an educated guess for the universe of
i kely applicants.

COM SSI ONER GALVIN identified the three major producers, Trans
Canada, M dAnerican, and the Port Authority. He noted that
Enbridge does not intend to participate in the AG A process at
this level. Wen AG A was put together the thought was to set up
a conpetitive environnent to neet the needs of the known
uni verse and perhaps attract interest from others that are
watching from afar. If the conpetitive process satisfies the
known universe, then nore than |likely the needs of those that
are watching from afar can also be net. A though there is a
possibility that everyone will be surprised by an entity or a
consortium of entities comng in and participating, at this
point there is no know edge of that, he said.

3:12: 38 PM

COW SSI ONER GALVI N addressed upstream i nducenents and said the
idea is to have them be as transparent and quantifiable as
possible. “W’re |looking at inducenents associated wth the
commtnment of gas to the licensed project.” They are in the form
of royalty provisions, which provide nore certainty on the
royalty aspects, as well as tax provisions. Those wll be
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addressed in nore detail later, but the idea is to provide sone
predictability with regard to what the tax rate is going to be
for the first ten years of gas flow

CHAI R FRENCH asked him to explain the nmechanics of the royalty
i nducenents.

COW SSIONER  GALVIN reiterated that the purpose of the
i nducenents is to try to get participation in the initial open
season. He said that after |ooking at the discussions with the
producers on a gas pipeline we were able to identify a few
structural issues with our |ease provisions that create sone
uncertainty for the |essees when they think about making
transportation commtnments. One has to do with the way the
royalty is valued. He explained that for Royalty in Val ue—when
paynent is taken in the form of cash--you take the destination
price less the transportation to establish the royalty val ue.

CHAI R FRENCH added that for oil it is a Wst Coast price |less
transportation or tariff.

COW SSI ONER GALVIN agreed. Basically it's the price that the
other lessees within the same field mght get. “Wen you ship
your gas and you sell it for $7, and you subtract back the $2
transportation cost, then your net back royalty value is $5.” To
ensure that the state gets the best value for its resource when
it’s sold in the market, you look at all the sales for gas
within that field. Then the state gets the highest value in that
field. If soneone else sold gas fromthat field for $7.50 then
the state would go back to that original |essee—perhaps a year
or two later—and require a royalty based upon a $5.50 net back
instead of $5. The I|essees have expressed concern about that
uncertainty, he stated. The state negotiated and put that into
its leases as a tradeoff for a relatively lower royalty rate

“But because of the desire to get a gas conmtnment to the
initial shipnment, we're wlling to give them sonething that
provides a bit nore certainty on that value.” For the applicants
that conmit gas in the initial binding open season, the state
will establish, through regulation, a price that is based upon a
conmbination of known index values such that everybody can
anticipate the price for gas for a particular sale. That would
be the price for royalty regardless of what they or sonebody
else sold it for. The applicants get the opportunity to
substitute this language into their |lease to have this different
valuation mnmethodology so that they can have a bit nore
predictability on what their royalty val ue is.
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CHAIR FRENCH asked if there is a legal definition of binding
open season.

COW SS| ONER GALVI N said he woul d defer to M. Scott.

3:18:13 PM

ANTONY SCOIT, Commercial Analyst, Division of QI & Gas,
Department of Natural Resources (DNR), said the notion of
bi ndi ng open season is a term of art and sone binding seasons
are nore binding than others. What typically happens in the
commercial process is that shippers make shipping commtnents
that are subject to conditions precedent being subsequently
satisfied and the nature of those conditions precedent are a
matter of commercial transactions that are sonetinmes fairly
narrow. “So it’s ny understanding for exanple that on certain
LNG projects, conditions precedent include the ability to secure
downstream market to the gas or wupstream supply, which is an
event that 1is actually entirely within the control of the
shi pper making that conmtnent,” he stated.

MR. SCOIT stated that a binding open season need not be wldly
bi nding, which is one reason that it isn't defined in the bill
It’s also why the bill contenplates going toward FERC
certification and continuing the state nmatch even after what
m ght be ternmed a di sappointing open season. Again, he said, the
nature of the success or failure will depend upon the particul ar
open season and it’s possible on this project to imagine a very
early open season with lots of conditions precedent followed by
i ncreasing conmtnents over tine as the conditions are gradually
ful filled.

CHAIR FRENCH asked if he is saying that a binding open season
occurs once the conditions in the shipper’'s offer have been
satisfied.

MR. SCOIT said he didn't mean to convey that. The binding open
season will be an auction. The rules of the auction, including
the conditions precedent that nust be satisfied, will be laid
out during the auction. The question of whether or not the
conditions are satisfied is something that occurs at a later
point in tinme, he stated.

CHAIR FRENCH said so it's an offer and acceptance of those
conditions. You nom nate your gas with certain conditions and if
t he pipeline conpany accepts those ternms you have a binding open
season. |Is that a layman’s definition?
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MR. SCOIT said that's fair.

3:.22:10 PM

SENATOR W ELECHOWBKI asked if the state has any |egal recourse
if there is an open season and the project is economcally
vi abl e, but the |easeholder fails to bid its gas.

MARTY RUTHERFORD, Deputy Conm ssioner, Departnent of Natural
Resources (DNR), said that is one reason the state chose to
pronmul gate regulations. It is to clarify the process by which a
| essee could take advantage of this change to its |ease
structure in exchange for making an FT comritnent. W anticipate
triggering it through sone determnation that the project 1is
going forward under the conditions of the open season, she said.
It wouldn’t be left open as to whether or not there was a
potential failed open season or a shipper decided not to take
advantage of the commtnents that they made. The shipper m ght
have some flexibility in getting away from those commtnents so
it is going to be a rather conplicated process to determ ne how
to protect the state’s interest.

SENATOR W ELECHOWSBKI asked if there is language in the |eases to
require a | easeholder to produce its gas when it is economcally
vi abl e.

COWM SSI ONER GALVIN said one of the issues on your list is the
duty to nmarket/the duty to develop, but generally yes. The
| essee has an obligation under the lease to market its gas when
it has an opportunity to do so. “Wiat we’'re trying to establish
here is a nunber of opportunities and reasons for them to
participate and try to avoid a situation where we have to
exercise our rights to enforce such a duty.” It is clear that
the duty exists and it is clear that the state recogni zes that
the duty is there. But we don't want to end up in a situation
where we are forced through the courts to enforce it, he said.
W would rather it is a comercial decision that is in our
nmutual interest, he stated.

3:25:19 PM

SENATOR W ELECHOWBKI asked why the state would want to provide
incentives for sonmething that the |easeholders are already
required to do.

COWM SSI ONER GALVI N expl ai ned that when A A was put together
there was discussion about what |evel of wupstream inducenents
woul d be appropriate. As part of those discussions the state was
bal ancing that issue. In the end, he said, we recognize that
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reasonable mnds can differ. Also, there is the need to get the
project going as quickly as possible and litigation to enforce
that |ease prerogative is not the nost tinely way to resolve
this issue.

CHAIR FRENCH asked Senator Welechowski to set his question
aside to continue the overview because that issue would be
di scussed at | ength.

SENATOR THERRI AULT asked for clarification that the inducenents
aren't dimnishing that particular |ease requirenent. In fact,
he said, the commttee mght change elenments to increase the
chance of success in the event that that |anguage needs to be
exercised at sonme point in the future.

COW SSIONER GALVIN replied nothing that's included in AJA
di m nishes the state’s option to enforce those sorts of terns.
Utimately providing these opportunities increases the state’s
clainms in that regard, he stated.

SENATOR THERRI AULT sunmari zed that the comm ssioner tal ked about
reviewing the state’'s existing system about determ ning what
i nducenments to offer wupstream and about the provision for
taxing at the “higher-of” selling price. He asked himto address
swi tching between RIK and RIV.

CHAI R FRENCH asked the comm ssioner to continue the discussion
of royalty inducenents.

COW SSI ONER GALVI N said before continuing he wanted to clarify
sonething with respect to a binding open season and the |ack of
a definition. “You indicated that it mght be sonething that
peopl e mght dispute.” He suggested it’s inportant to recognize

that in the proposal the licensee will identify the binding open
season that fulfills the obligation to hold a binding open
season. That is the one that will be identified in the |icense

and that is the one to which the upstream inducenents wll
attach.

CHAIR FRENCH asked if the successful pipeline licensee wll
conduct the open season.

COM SSI ONER GALVIN said yes, but it’s inportant to understand
that pipelines generally have a series of open seasons and sone
are nore binding than others. “People end up focusing on the
idea that there’s a single nmgical open season—that everything
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kind of cones together. | think we need to recognize that that’s
not necessarily always the case.”

MR SCOIT added that on this project the initial binding open

season will be clearly identified by not only the applicant but
also by the new FERC regulations governing the ternms of a
bi nding open season. Basically there are no regulations

governing the conduct of a binding open season in the Lower 48,
but the Alaska Natural Gas Pipeline Act (ANGPA) in 2004 said
that FERC shoul d promul gate such regul ations. For the first tine
for this project FERC has issued regul ations governing the terns
of a binding open season.

Touching on the commssioner’s point about nultiple open
seasons, he said when projects are trying to get off the ground
it is not uncommon to have a binding open season where the
initial participation is not sufficient to construct the
project. Wen that happens there may be another binding open
season several years later. For instance in Cheyenne Plains he
recalled it was the third binding open season before there were
sufficient commtnments to construct the project.

CHAIR FRENCH noted that AG A ties the upstream inducenents to
the initial binding open season. “There may be three binding
open seasons, but only if you nom nated gas at the first one do
you get the royalty inducenents and the production tax
i nducenents.”

MR. SCOIT agreed that the upstream inducenents will be tied to
the first binding open season.

SENATOR THERRI AULT added that generally the open season process
conveys to FERC the need for the transportation system But this
project passed that hurtle when Congress passed the act and
dictated the need to FERC

3:32:23 PM

COWM SSI ONER GALVIN continued to explain that the royalty has
two aspects. The first is the “higher-of” aspect that refers to
the valuation, and the second has to do with the state’'s ability
to switch between royalty in value and royalty in kind. Royalty
in value neans they ship the gas they sell the gas and they give
the state the noney. Royalty in kind neans that the state takes
possession of the gas at the wellhead and takes responsibility
for shipping and ultimately selling the gas.
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For gas, capacity in the pipeline is reserved and then there is
sonme contract to sell it in spot or through a longer term
contract. Because of the obligations associated wth the
transportation and sale, the state’'s ability to switch between
taking the gas in value and in kind—+n as short a tine as 90
days—puts the lessee in a vulnerable position. They nust react
quickly to either find and buy gas sonewhere else at a |ess
favorable price, or scranble to get capacity, or displace their
own gas. Because sw t chi ng could be comercially
di sadvant ageous, the state recogni zes the value in providing the
| essees with an alternative. By conmtting gas at the first open
season the | essee could take some regul ation generated alternate
| anguage and switch it into their lease to basically protect
their interests through a conbination of having a |onger notice
provision and also the state taking sone of that capacity
responsibility.

CHAI R FRENCH noted that AGQ A speaks to establishing ternms under
which the state will exercise its authority to swtch. He asked
if the terns are set by regulation.

COW SSI ONER GALVIN said they are set in regulation and then if
the | essee nakes a conmmtnent, it could opt to have those terns
set in the | ease thereby becom ng a contractual right.

CHAIR FRENCH summarized it’s first by regulation and then they
beconme contractual through the | ease.

COM SSI ONER  GALVIN  agr eed,; the royalty provisions are
contractual so through this mechanism the state nmakes an offer
to change through the regulation and then the | essee woul d have
the option to accept that and amend its |ease accordingly. That
woul d then becone the |ease provisions that it could rely upon
until it agreed to nmake a subsequent change. He noted there is
| anguage in AG A that allows the comm ssioner to potentially
readj ust those regulations every couple of years. “We want to
make it clear that the changing of the regulations doesn't
change the | ease. It just provides the |essee another
opportunity to accept the changed regulations as part of their
| ease.” Certainty is provided by the fact that once they opt in,

t hat | anguage beconmes their cont ract ual right. | f t he
regul ations change, the I|lessee may have the opportunity to
change again if it mght be nore advantageous. “W’'re trying

to..bal ance those interests of nmaking sure that the state has a
responsi bl e..public process to develop those rules, but that it’s
ultimately the lessee’s decision as to whether or not to
i ncorporate those into their |eases.”
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SENATOR THERRI AULT asked if there’s nothing that times that out
in the alternative |anguage for RIK, RV and higher-of. “That’s
for the rest of the I|ife of production of gas for that
particular field. It's locked in unless the conm ssioner nmakes a
nmodi fication and then it’s optional whether the producer accepts
t he new | anguage.”

COWM SSI ONER GALVI N said yes, but not for all the gas from that
lease. It’s only for the gas that’s conmtted to val ue.

3:37:22 PM

MR. SCOIT added a technical anmendnment to Senator Therriault’s
comment. He explained that the royalty provisions will attach to
capacity that is subscribed for the initial open season. Al gas
that flows through that capacity will enjoy those benefits so it
is not particular |eases that are dedicated. It’'s gas that the
| essee has that flows through the capacity that the |essee
obtained in the initial open season. Those rights would actually
expire with those contracts, he stated.

COWM SSI ONER GALVIN commented that gets down into the mnutia
but it is a volune cal cul ation of gas.

CHAI R FRENCH asked if the part that ensures that the state wl|
stick with the licensed partner is the triple damges.

COM SSI ONER GALVIN said that is part of it. Basically it is a
| i nkage between the fact that we’ve got upstream inducenents
tied to the licensed project. Al though they are identified as
upstream inducenents, it nust be recognized that because they
are tied strictly to the open season of the |icensed project,
they are also very valuable to the licensee. That’'s a particular
value that the state is also providing the |licensee, he stated.
Wthin AGA there is a state obligation not to provide nonetary
value to a conpeting project so from the prospective bidder or
licensee view this ensures certainty that the terns aren’t going
to change. “So there is a tie between both the upstream and the
m dstream that create what we consider to be an opportunity for
driving this project ahead fromthe get-go,” he stated

COM SSI ONER  GALVIN enphasized that this is geared toward
getting that initial open season to be a success. In the end
getting gas conmitted in the initial open season is what keeps
us on the best tineline for this project and provides the
maxi mum val ue to the state.
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3:40: 24 PM

COWMWM SSI ONER GALVIN continued to say that the state needs to
mai ntain the option of proceeding past an open season if it does
not get those commitnents. It is not in the state’s interest to
have an all or nothing open season. If the producers choose not
to participate or if the potential commtnents do not cone in,
the state does not want to be where it is now A vital part of
the AG A nodel is that when the |icensee accepts the inducenents
“they are going to commt to not only get to an open season, but
if it is unsuccessful they are conmtted to continue to nove
that project ahead so that the focus stays on the project, stays
on the economcs of that project and people are talking about
how do we get the gas in the context of the project that is
movi ng toward a FERC certificate.”

3:41:49 PM

COW SSI ONER GALVI N explained that the state’s “nust haves” are
intended to be a big part of the tradeoff in return for the
i nducenents. They are geared towards a vision the state has of
the future of the North Slope, “which is a vibrant conpetitive
mar ket where there is oil and gas exploration that is being done
with the confidence that if they have a discovery they know t hat
they will be able to get that to market in a reasonable period
of time at a reasonable price.” The jobs that are discussed wll
come not only from construction of the gas pipeline, but also
from the vibrant conpetitive oil and gas fields on the North
Slope. “That’s the vision that our nust haves are geared to
trying to fulfill,” he stated. Finally, he said, the state wants
to ensure that as the line comes in and the gas begins to nove
south, that there is an opportunity to use that gas for Al aska's
needs as wel .

SENATOR THERRI AULT thanked him for clarifying the issue of the
royalty nodifications applying to the capacity. “That's to
prevent sonmeone from comng in and nomnating gas in the first
open season for only a five-year period. “You want them in order
to get that incentive to nomnate capacity for a |onger period
of time because that is critical for the econom c underpinning
of that investnent decision.”

MR. SCOIT said the nechanism he is referring to is a beneficia
consequence of how AG A is designed. In truth, the reason the
incentives are tied to capacity is because capacity is what is
subscribed for and reserves are not typically coupled wth
capacity. “The design was a function of the practical realities
that the state faced, but you are correct that it does have the
sal utary econom c incentive.”
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SENATOR THERRI AULT added that is because the FT is basically a
contract for capacity, the way this will work is that it wll
incent themfor a long tine.

COWM SSI ONER GALVIN said it’s a form of durability. The way it
is linked to the | ease provides the expectation that it will be
there for the Iength of the project.

3:45: 12 PM
CHAI R FRENCH asked himto flesh out gas for Al askans and whet her
he was referring to the deliver points.

COM SSI ONER GALVI N explained that gas for Al askans has three
conponents. The first is the off-take points and it’s inportant
that the | essee recognizes that it has an obligation to provide
of f-take points. The second part is what AGQA calls distance
sensitive tariffs. Using a toll road analogy he said that
sonmeone who gets off at the first exit shouldn’t be expected to
pay the sane anpbunt as soneone who drives the entire |ength of
the road. The applicant would need to accept the idea that the
tariff for an off-take point within Alaska wll reflect that
distance and not the entire line. The third conponent is the
expansi on provi sions. There needs to be an expansi on expectation
on the line such that Al askans can take advantage of that gas in
a manner that fulfills their needs.

COWM SSI ONER GALVEN said taken together those three conponents
make up the package that wll provide the opportunity for
econonmi ¢ gas to Al askans.

CHAIR FRENCH said his constituents are nost interested in the Y
or spur line.

COWM SSI ONER GALVIN said ANGDA (Al aska Natural Gas Devel opnent
Authority) did an instate gas demand study and it provides a
| ook at what Alaska's future could be in terns of energy use
within the state and how a gas pipeline could fill a nunber of
different uses. There could be an off-take at the Yukon River
for propane that would lead to a facility that barges it on the
river to comunities that would be able to substitute the
currently barged-in heating fuel for the lower cost fuel. There

could be lines into Southcentral, the Fairbanks area, and to
tidewater. The latter could be for export out of Alaska and for
coast al comuni ti es. Ther e are a number of di fferent

opportunities for Alaska once a gas pipeline is being pursued.
The adm nistration believes that A A has the needed tools to
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ensure maxi mum opportunity for Alaska to pursue those options,
he stated.

3:48: 46 PM

COW SSIONER GALVIN said sone of the state “nust haves” are
acconplished structurally. One is through low tariffs. The
primary driver for that is the debt to equity ratio that the
tariffs are based on. It's the cost of the project and how it
will be financed, but it isn’t how it is actually financed so
much as the proposal to FERC to get your noney out. That will be
based upon a weighted average of the cost of debt, which is
basically at that cost. It’'s going to be |lower than what you
expect to get as the return on equity. “Depending on how nuch
you slide your weights between the |ow cost debt return and the
hi gher cost equity return is going to be the anount of noney
that you expect to get.out of this project.” In |ooking at any
nmodel for any pipeline youll find that the |ine between debt
and equity is going to be a primary driver of the tariff. A
70/ 30 debt/equity ratio was selected because it seens to be a
reasonably comrercial term that many pipelines neet. The
adm nistration believes that 70 provides an assurance to the
state that it wll have a commercially reasonable tariff
structure, but the applicant wll be allowd to conpete to
provi de a potentially higher |evel.

COW SSI ONER GALVI N said that the netback value to the state and
the tariff that’'s used will be a very significant portion of the
eval uation criteria. “If they propose a 75 percent debt |evel or
an 80 percent debt level it is going to have a very |arge inpact
on their tariff and a very large inpact on the net value of that
to the state.” Establishing 70 as a mninmnumis a reasonable term
and it would allow themto conpete at a |evel higher than that,
he stated.

3:51: 32 PM
COW SSI ONER  GALVIN said expansion requirenents, which were
nmenti oned previously, are a critical conponent of the vision for

a vibrant North Slope gas field. “W fulfill this through a
nunber of requirenents in the AG A application process to be
soliciting demand, be fulfilling that through an expansion if
the demand conmes in at an appropriate level, and to provide

rolled-in rates.” He explained that describes how the cost of
the expansion is going to be shared anong the shippers. Under a
rolled-in rate scenario the cost is spread across all the
shippers after the expansion, including the ones that were
shipping prior to the expansion. The alternative is referred to
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as increnmental and under that system only the expansion shippers
carry the cost of the expansion.

COM SSIONER GALVIN said we strongly believe that it’s in
Al aska’s interest to provide for maxi mum econom c potential for
explorers at reasonable terns. Rolled-in rates do that. They
have been used in Canada and various other areas and have led to
a great deal nore expansion and exploration. “Utimately it
serves Alaska’'s interest to see that fit into our gasline and so
when we put this inducenment in there we're expecting to get in
return a gasline that nmeets our interests.” Rolled-in rates are
a critical part of that interest, but the admnistration does
recogni ze that there is sone concern. Initial shippers that are
not expansion shippers may, in their view, be economcally
i npacted under rolled-in rate treatnent.

CHAI R FRENCH added that their view is they are suddenly paying
for a new shipper to bring gas to narket.

3:54: 25 PM

COWM SSI ONER GALVI N said yes; they had the expectation that they
woul d pay a certain amount when they canme in. Once the expansion
takes place they can opt out of their contract, but they
woul dn’t be able to ship. If they want to continue to ship, then
under rolled-in rate treatnment they would have to pay the price
t hat everybody el se is paying, which is potentially higher.

COM SSI ONER GALVIN said there are a couple of different things
to point out with respect to rolled-in rates. First there is the
cap. That obligates the pipeline conpany to use rolled-in rates
until it gets to 15 percent above the initial shipping rate.

CHAIR FRENCH asked if that is the initial tariff or the initia
vol ume.

COW SSIONER  GALVIN said it'’s the initial tariff. Pipeline
expansions wusually takes place through conpression initially.
Wth rolled-in rates that reduces the cost for everyone and you
end up wwth a J curve. “Through the first one or two expansions
the tariffs go down for everybody. Then as you go into...|ooping
where you add actual pipe. You end up with the cost starting to
move up.” AG A provides the obligation to use rolled-in rates.
“You follow that J curve down and you' d continue to follow it as
you nove up, but once you reach a point where you.have returned
back up and gone past your initial tariff level - up to 15
per cent above that—then the obligation to use rolled-in rates no
| onger applies.”
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3:56:40 PM
COW SSI ONER GALVI N enphasi zed that this can’'t be a mandate. The
tariff treatnent is either 70/30 or under the rolled-in rate

treatnment it’s a decision that wll be mde by FERC for an
interstate line, or by the Regulatory Comm ssion of Al aska (RCA)
for an instate line. They will ultimately decide what the tariff

should be and whether the rolled-in rate should be used at a
particular level. But the state is requiring that anybody that
takes the inducenent has to conmit that they are going to apply
for arolled-inrate treatnment up to the 15 percent cap.

COM SSI ONER GALVIN said that FERC has a rebuttable presunption
of rolled-in rates and hopefully that wll stay in place.
Utinmately that will help support what is being proposed by our
applicant, but it isn't appropriate to rely on that. “W want to
have a contractual obligation on the part of those who are
getting our inducenent to fulfill it.”

3:58: 01 PM

SENATOR W ELECHOWNSKI asked what the renmedy is if there are
rolled-in rates, but the explorer or producer doesn't conply
with the contract and actually requests increnental rates before
FERC.

COW SSI ONER GALVIN said under AG A the license would still be
in place and they would be found in violation. The comm ssioners
woul d give notice of that violation and the opportunity to cure.
If they didn't cure, the state would be able to seek damages
associated with that violation.

COM SSIONER GALVIN said the corollary to the rolled-in rate
di scussion as it relates to the pipeline conpany is the
obligation that the state is placing on those who take advantage
of the upstream inducenents. “If they conmt their gas to the
line, in order to get those royalty and tax provisions that were
di scussed, they would have to conmit to not oppose the rolled-in
rate treatnment proposed by the l|icensed project, up to that 15
percent maxi num

COM SSIONER GALVIN noted that the language in the current
commttee substitute says that the obligation not to oppose the
rolled-in rates only applies if the FERC rebuttable presunption
goes away. “W'd like to talk to you about that,” he said.

3:59:49 PM
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CHAI R FRENCH acknow edged that is an item of concern and said it
woul d be addressed at length at a later tine.

SENATOR THERRI AULT asked if the presunption is only on voluntary
expansi ons.

COWM SSI ONER GALVI N said yes; the FERC presunption is only for a
vol untary expansi on. That nmeans the pipeline conpany is
requesting from FERC an expansion at a particular rate. The
alternative is a FERC inposed expansion that would occur when
sonmeone wants the pipeline conpany to expand and it is unwilling
to do so. He said he views expansion requirenments as goi ng hand-
in-hand with the rolled-in rates. “W shouldn’t reach the
rebuttable presunption because our expansion provisions are
probably going to result in it being extremely unlikely that
there would be an involuntary expansion inposed by FERC W
believe they would have a contractual obligation to us to expand
before we woul d reach that point,” he stated.

4. 00: 55 PM
COWMM SSI ONER GALVI N expl ai ned that transparency associated wth
the level of inducenents is to nake sure that everyone knows

what the state is offering and what it will cost. In addition
the state is trying to ensure that the process to advance the
project and select the licensee is equally transparent. He

enphasi zed that AG A sets up a very public conpetitive process.
“I't is not a negotiation; it is not an individual discussion
with any particular entity.” Everyone is given a change to
conpete. The public provides comment to the conm ssioners, the
commi ssioners make a decision and provide an explanation to the
| egislature, and the |egislature decides whether or not it was
the right decision. Although everything associated wth the
project that the state backs wll be available for public
review, he said that “we do nake sone recognition of commercia
reasons and conpetitive reasons why certain aspects of the
proposals may have to be held confidential during the
conpetitive portion of the process.”

4:03: 06 PM

SENATOR THERRI AULT asked if all information, including the
confidential information, will be available to the |egislature
i medi ately when the bids are opened. “W should start our

i ndependent process as soon as you open up the envel opes on al
of them” he stated.

COWMWM SSI ONER GALVIN stated agreenent. “W crafted an anmendnent
on the House side just yesterday to ensure that the bil
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reflects the opportunity for legislators to access even the
confidential information.” Wth respect to the timng, he said
there will be sone give and take between the departnents and the
applicants during the initial process to make sure that all the
information clear. “So we see the start of the opportunity for
the legislature to see even the confidential information being
at the notice that there is public comment.” He estimated it
m ght take a week or two to ensure that the applications are in
order and that there is a fully conpetitive process. “Once we
have the conpleted applications, they beconme public and the
| egislature will be able to see everything,” he stated.

SENATOR THERRI AULT asked what the estinmated tineline is between
opening up the envelopes and the executive reaching a final
deci si on.

COW SSI ONER GALVIN said the applications are due Cctober 1 and
they becone public October 14 so it's a fairly quick turn
around. “Everything beconmes public, absent the confidential
i nformati on, and at that nonment iin tine the legislature
woul d..have the opportunity to sign the —confidentiality
agreenents and see the confidential information.”

SENATOR THERRI AULT asked how quickly he expects to get to the
final selection of a proposal.

COM SSI ONER GALVI N said there is a 60 day public comment period
from October 14 to Decenber 14. Then we anticipate up to siXx
weeks for the comm ssioners to nmake a decision and give the
notice to the legislature with the finding and other things. O
course if there’'s just one application or if the applications
are so disparate that one clearly stands above the others, then
the decision-making timeframe from the close of the public
coment period could be shorter, he stated.

4:07:34 PM

SENATOR THERRI AULT recapped that “at the very least there wll
be 90 days that the Ilegislature could be running nunbers,
gquestioning or maybe even making comment in the public coment,

but it'’s not l|ike.we don't do anything until you nake your
deci sion.”

COM SSIONER  GALVIN said correct. “Regardless of what the
timeframe is, the legislature will have probably 30 nore days
than the conm ssioners would to nmake the evaluation.” The review
time will be basically the sanme, but the legislature will have

the extra tine on the end.
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CHAI R FRENCH stated that Senator Therriault raises a good point
because nothing in AG A says that all the information that the
commi ssioners have is forwarded to the legislature for
consideration. “W wait until you issue the prelimnary notice
that you want to issue a license.”

COWM SSI ONER GALVIN restated that |anguage was crafted and put
into the House version to clarify that point. The Senate could
consider and add simlar |anguage providing the legislature with
access to all the information from the beginning of the public
revi ew process.

CHAIR FRENCH said it seens |like a sinple clarification.
COWM SSI ONER GALVI N agr eed.

4:09: 14 PM

SENATOR HUGE NS said t here isn't parity because t he
comm ssioners are working full time and the legislature isn't in
session fulltime. The wearlier the legislature starts its
eval uation process the better, but there is reason for restraint
until it’s clear that an application is conplete.

CHAI R FRENCH agreed “you don't want to waste tine.”

COM SSIONER  GALVIN  said eval uati ng t he proposal s for
conpleteness will take place before the clock starts running on
the public review process. That isn't specified in the bill, it
simply allows the commssioners the tine it takes to get
conplete information. Once notice is given of the conplete
applications then the 60 day clock starts running.

He clarified that the original bill allowed 30 days for
| egislative review and the current conmttee substitute [CSSB
104(RES)] has a 60-day period for |egislative approval.

4:10: 57 PM

COM SSI ONER GALVIN summarized AG A s purpose is to create a
conpetitive opportunity for comercial entities to participate
in a process that has a level playing field. The inducenents are
geared towards getting as nuch participation as possible and
getting the participants to neet the state’'s “nust haves” wth
regard to expansions and tariff, and the expectation of
commtting to get to an open season and a FERC application
within a certain tinefrane. The intention is to get a pipeline
as soon as possible, to provide for a pipeline that neets the
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state’s long term interests, and to have it all in as
transparent a process as possible. In the end this is all geared
toward inproving the state's position with regard to getting a
pi peline under our terns, he said. “lIt’s a matter of providing
the state with better leverage as it relates to our options for
getting a pipeline.”

COW SSI ONER  GALVIN acknowl edged that right now there isn't
novenent from any participants but, he said, we have experienced
what it may cost if we ask the producers what it’ll take to nove
this project ahead. The previous contract provided a clear
exanple of the price, but it didn't get a commtnent to do nore
than just continue to study. “W believe that the state needs
nmore than that and we believe that through AGA we wll
establish a process that will provide the |everage necessary to
get this project noving and to ultimately result in a project
that nmeets the state’'s interest,” he concl uded.

CHAI R FRENCH t hanked Conm ssioner Galvin for the overview and
asked M. Ostrovsky to preview the constitutional issues that he
woul d tal k about next week.

4:14: 11 PM

LARRY  OSTROVSKY, Chief Assistant Attorney General, G vil
Division, Ol, Gas & Mning Section, Departnent of Law, said he
would briefly discuss the context of +the issue of fiscal
certainty with respect to AGA and how the Departnment of Law
anal yzed it.

He referenced Article 3 on page 19, which says essentially that
an entity that conmts gas in the first binding open season is
entitled to an exenption from the state’'s gas production tax
that holds it harmless fromincreases in that tax. The exenption
is good for 10 years from the comencenent of comerci al
operations and it applies only to tax levied on North Slope gas
that is commtted to the pipeline during the first binding open
season. Also, the exenption constitutes a “contract” between the
entity and the state.

CHAI R FRENCH asked what | egal issue that raises.

MR, OSTROVSKY said although it does raise a legal issue, AGA
has been carefully crafted and the belief is that the approach
is consistent wth the state constitution and wth past
practices of the state as well as other legislation. To reach
that conclusion the first place we | ooked was Article 9, Section
1 of the state constitution.
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Article 9 — Finance and Taxation

§ 1. Taxi ng Power
The power of taxation shall never be surrendered.
This power shall not be suspended or contracted
away, except as provided in this article.

MR. OSTROVSKY said he provided the wunder lining in the |[ast
cl ause because that is where the entire debate rests. If it
wasn’'t there | wouldn’'t be here, he said. If the sentence ended
after the word “away” everyone would agree that there could not
be a contract. It’s interesting that when the Constitutional
Convention originally considered this section for inclusion in
the <constitution, that Ilast clause was not included. The
Nati onal Municipal League provided the first nodel of this
article and it ended with the statenent that “This power shall
not be suspended or contracted away.” The final clause was added
during the conventi on.

What does the clause nean? He explained that a basic tenet of
statutory construction is that “every word sentence or provision
in the statute was intended to have sonme useful purpose, have
sonme force and effect.” Not only can that clause not be ignored,
he said, it nust be given some neaning. "Unfortunately Article 9
doesn’t go on to describe specific circunmstances where that

clause takes effect. But | think that pretty much..every |awer
who's | ooked at this provision believes that it probably takes
effect, if at all, in Section 4 under exenptions."” That’'s the

only place that’s relevant to it, he stated.

4:18: 04 PM
Article 9 - 84. Exenptions
The real and personal property of the State or
its political subdivisions shall be exenpt from

taxation ... [P]roperty used exclusively for non-
profit religious, chari tabl e, cenetery, or
educational purposes, ... shall be exenpt from
taxation. Oher exenptions of |ike or different
kind may be granted by general law Al wvalid
exi sting exenptions shall be retained until

ot herwi se provided by | aw.

MR. OSTROVSKY said he underlined the sentence “Qther exenptions
of like or different kind may be granted by general law.” to
enphasi ze that general law is |law that has general applicability
as opposed to a special law that applies to a particular person
or class of people. W believe that AGA is a general |aw, he
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sai d, because it is open to any participant that can cone in and
apply for the inducenents. W believe that to give effect to the
cl ause “except as provided in this article” in Section 1, you
must read Sections 1 and 4 together and the power of taxation
may be contracted away or suspended through other exenptions of
like or different kind in general |aw

MR. OSTROVSKY said this is also supported by another tenet in
statutory construction. That s that statutes should be
construed so that effect is given to all the provisions and no
part is inoperative, superfluous, void, or insignificant. Under

Section 1, if you had no circunstance where the power of
taxation could be suspended or contracted away, the portion
followng the comma - “except as provided in this article.” -
would have no neaning. “So we find nmeaning in the other

exenptions by general |aw, " he stated.

4:20: 06 PM

CHAI R FRENCH summari zed that we are operating in the exception
to the rule. The issue is, “Can we drive a gas pipeline through
t hat exception?”

MR. OSTROVSKY conmented that that is a provocative note on which
to | eave the conmittee.

CHAI R FRENCH recogni zed the excellent work that his staff, G ndy
Smth and Andy Moderow, had done in putting together the very
conpl ete conpendium of all the legal opinions rendered wth
respect to the constitutionality of a long-term tax freeze. He
noted that copies are available to the public.

Chair French announced that the commttee would take up SB 104
after the | ong weekend. He adjourned the neeting at 4:21:23 PM
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