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REPRESENTATI VE M KE HAVWKER

Al aska State Legislature

Juneau, Al aska

PCOSI TI ON STATEMENT: Presented HB 280 and answered questions as
joint prime sponsor of HB 280.

LARRY PERSI LY, Staff

Representati ve M ke Hawker

Al aska State Legislature

Juneau, Al aska

PCSI TI ON STATEMENT: Testified and answered questions on behalf
of Representative M ke Hawker on HB 280.

ROBERT PI CKETT, Conmm ssioner; Chairman

Regul at ory Conmi ssion of Al aska (RCA)

Department of Commerce, Community, & Economic Devel opnent
( DCCED)

Anchor age, Al aska

POSI TI ON STATEMENT: Provided information and testified on HB
280.

ACTI ON NARRATI VE

CHAIR KURT OLSON called the House Labor and Commerce Standing
Commttee neeting to order at 3:21 p.m Represent atives Buch

Lynn, WIlson, and O son were present at the call to order.
Representatives Chenault, Neuman, and Holnmes arrived as the
nmeeti ng was in progress.

HB 280- NATURAL GAS

3:22: 01 PM

CHAI R OLSON announced that the only order of business would be
HOUSE BILL NO 280, "An Act relating to natural gas; relating to
a gas storage facility; relating to the Regul atory Conm ssion of
Al aska; relating to the participation by the attorney general in
a matter involving the approval of a rate or a gas supply
contract; relating to an inconme tax credit for a gas storage
facility; relating to oil and gas production tax credits;
relating to the powers and duties of the Alaska Ol and Gas
Conservation Conm ssion; relating to production tax credits for
certain | osses and expendi t ures, i ncl udi ng expl oration
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expenditures; relating to the powers and duties of the director
of the division of lands and to |ease fees for the storage of
gas on state land; and providing for an effective date."

3:.22:16 PM

REPRESENTATIVE LYNN noved to adopt the proposed comittee
substitute (CS) for HB 280, Version 26-LS1185\S, Bull ock
2/ 5/ 10, as the work draft.

REPRESENTATI VE BUCH obj ected for purpose of discussion.

3:22:51 PM

REPRESENTATI VE M KE HAVWKER, Al aska State Legislature, as a joint

prime sponsor of HB 280, stated that due to declining
productivity and the overall decline of natural gas production

not enough natural gas will be produced in Cook Inlet to neet
the demand in Southcentral Al aska. This bill would allow for
gas storage, and allow utilities to purchase gas during |ower
demand periods for use during peak use tines. Secondly, the
bill woul d address concerns about the tax incentive prograns and
may help facilitate oil and gas production. The bill wll help

to define specific terns such as facility and types of gas. He
related that HB 280 was pre-filed this legislature but a nunber
of inportant, technical changes were incorporated into a
commttee substitute. He noted that he has been working wth
t he stakeholders in developing this bill.

3:25: 00 PM

REPRESENTATI VE HAWKER asked nenbers to consider adopting the
proposed conmittee substitute, which incorporates a nunber of
i nportant technical changes. As a joint prime sponsor, he would
i ke to comrence the discussion of the bill.

REPRESENTATI VE BUCH asked to renove his objection.

There being no objection, Version S was before the commttee.
3:26:16 PM

REPRESENTATI VE HAWKER stated that this bill would address the
regional problem for primary source of heat and light for the
Sout hcentral Region, which is the natural gas production from

Cook Inlet. This basin was identified 50 years ago and while
the rich fields are being depleted, there arguably renmai ns anple
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nat ural gas. However, gas has beconme nore difficult to extract
from the five major gas dones. The remaining gas wll likely
occur in small stratigraphic traps of gas, simlar to small
bubbl es, instead of the nmassive reserves extracted in the first

50 years of developnment. As the community has grown, the |eve
of consunption has increased at the sanme tine that the
productivity of the basin has declined. The increasing demand

curve crosses the decreasing production curve and the conmunity
is then in a life-safety risk situation. Wiile he offered his
belief that this shortage is not a crisis, the legislature can
facilitate a security plan for the region. He characterized the
process as "getting out of the way of enterprise that has the
capability to address our needs and solve our problens.” He
offered that an alternative viewpoint would be that governnent
needs to step in and take control and try to fix it. He argued
for the legislature to nake a policy call and support the
existing infrastructure, industries, and utilities and let the
private sector address the problem

3:29:42 PM

REPRESENTATI VE HAWKER identified the three areas the bil
focuses on to help facilitate the developnent of additional
natural gas sources to assure peak deliverability requirenents.
He noted the difference between peak deliverability and average
deliverability of gas. Gas wells tend to produce at a fairly
| evel state, but consuners have a |lower demand in the middl e of
summer and a higher demand in winter due to | ower tenperatures.
Thus, gas demand is very high in md-February, he stated. I n
order to neet the peak demand, the producers nust neet the peak
deliverability requirenment year round. Previously excess
natural gas could be burned off, but that is no |onger an
acceptabl e nmethod of handling excesses. In Alaska, in order to
maxi m ze the value of the resource, in the summer the state has
provi ded gas to |arge anchor consunmers such as the Agrium plant
in the Kenai Peninsula. In the wnter, gas has been diverted
from comercial users to Al askan consumers, and the denmand has
regulated the flow, with excesses used by non-residential non-
community consumers. The state is currently approaching the
point in which the ability to produce from the Cook Inlet wll
not neet the peak w nter denand. Sonme energy solutions exist
using a conbination of conservation neasures and alternative
energy sources. However, he stated that alternative solutions
take time and investnent. He predicted that in another two
winters the supply may not neet demand in Sout hcentral Al aska.

3:32: 51 PM

HOUSE L&C COWM TTEE - 4- February 8, 2010



REPRESENTATI VE HAWKER descri bed the central elenment of this bil
as a universally accepted nechanism by gas utilities, producers,
and | ocal government to increase anount of gas avail abl e on peak
demand days through storage. Nat ural gas storage has been used
in the Lower 48 for a hundred years, but significant gas storage
has not been used in Alaska since it has not been needed unti
now. Realistically, to hold volunmes of gas to neet peak demand
wi Il require underground gas storage, he stated. The industry
t echnol ogy has advanced to allow natural gas to be punped from a
new well into a depleted reservoir for storage. When natura
gas is needed in the winter to neet peak demand, the natural gas
can be punped from storage, basical |l y doubl i ng t he
deliverability capacity. He stated that gas storage is
universally accepted across the stakeholders involved. Thi s
bill provides a tax-credit incentive program for third parties
to build and operate a storage facility to neet these
deliverability requirenents.

3:35: 50 PM

REPRESENTATI VE HAVWKER pointed out that he is providing details
in his testinmony primarily to provide a foundation for the new
| egi sl ati ve nmenbers.

CHAIR OLSON agreed it was inportant to provide any new nenbers
wi th an overview.

REPRESENTATI VE HAWKER explained that this bill creates cost
incentives and cost benefits to those interested in providing
storage. One key point is that providing governnent support for
the storage is inportant because the cost of storing natural gas
is part of the supply chain of gas to the consuner. Thus, any
benefit provided nust be reflected in the rates ultimtely
charged to consuners purchasing gas noved through a storage

facility. Therefore, any savings created for industry wll be
passed on as savings to the consunmer due to the regulatory
oversight on natural gas and pricing. He recapped that the

state provides an incentive for industry to store gas, but it
results in savings to consuners.

3:37:33 PM
REPRESENTATI VE HAVWKER expl ained the second aspect of the bill
relates to increasing access to existing tax incentives, and

creating tax credit incentives for the developnment of gas by
producers in Cook Inlet. Thirdly, an issue arose wth the
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Regul at ory Comm ssion of Al aska authority. The original bill
intentionally contained limted | anguage since a docket was open
at the Regul atory Commi ssion of Al aska (RCA) to consider whether
it should regulate a proposed gas storage facility in Cook
I nl et. He surmsed that a potential project could be put on
hold if the legislature was going to decide if it should
regul ate the business. The RCA recently canme to the concl usion
that its authority to regulate gas was unclear. Thus, the RCA
requested the legislature provide guidance on the RCA's
authority over regul ati ng gas storage.

3:39:58 PM

REPRESENTATI VE HAWKER requested the commttee consider the RCA' s
request for regulatory guidance. He indicated he will provide a
recomendation on the |level of guidance, and the specific
| anguage. He offered to discuss this conceptually.

REPRESENTATI VE HAWKER, in response to Chair O son, suggested an
anendnent to HB 280 to address the specific guidance.

3:41: 09 PM

REPRESENTATI VE HAWKER recapped that HB 280 provides incentives
for gas st or age facilities, addi ti onal i ncentives for
exploration and devel opment, and enlightened guidance from the
| egislature to the RCA on regulating these facilities. This is
an urgent issue for Southcentral Al aska since its conmunities
are at risk of not being served during the col dest w nter nonths
at sone tinme in the next few years. Passing HB 280 wll not
solve all the problenms but wll give the stakeholders in the
Cook Inlet incentives and represents a positive nobve towards
energy security for consuners in Southcentral Al aska.

3:42:54 PM

CHAIR OLSON remarked that the state is losing its safety val ue,
which has been its ability to reduce the anount of Liquefied
Natural Gas (LNG on tankers destined for Japan to provide
addi tional gas to Southcentral Al aska.

REPRESENTATI VE HAWKER expanded on the LNG describing the safety
buffer that the state has enjoyed is the export of excess
natural gas from N kiski when it was not needed. He expl ai ned
that what has kept natural gas inexpensive in Southcentral
Al aska has been the export of excess natural gas. In March
2011, the export permt is up for renewal and industry is not
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expressing any interest in renewing the permt, nor has he heard
any interest by the admnistration in pronoting the extension.
He characterized the deadline as a "critical deadline."

REPRESENTATI VE NEUVAN asked whether two types of facilities were
under consi derati on, including above ground storage and
under ground storage for gas..

3:45: 30 PM

LARRY PERSILY, Staff, Representative Mke Hawker, Alaska State
Legi slature, stated that the gas storage could be an underground
storage facility, a nearly depleted reservoir, an above ground
tank, or a pipeline. He explained that a pipeline could be
packed with a snmall anobunt of storage and that the bill does not
provi de any excl usion. He said the storage facility is defined
as a tank, an above ground tank, a nearly depleted reservoir, or
any other structure in the state.

3:45: 59 PM

REPRESENTATI VE NEUMAN recalled [|osses when natural gas is
i njected underground. Thus, if a mllion cubic feet of natura
gas is injected underground sone gas is |ost. He asked who

woul d absorb the | osses.

REPRESENTATI VE HAWKER responded that HB 280 addresses the
technical nature of storage with a series of definitions. It is
recogni zed that when natural gas is placed into an existing
reservoir, sone gas has not been developed or been assessed
production taxes. It's a pressure vessel underground so gas is
punped in, but a base |evel of pressure is provided by "cushion
gas,"” which acts as a spring at the bottomof the well. Cushion
gas is conprised of native gas and non-native gas. Nati ve gas
woul d be conprised of the gas nolecules that have never been
produced, and depending on the specific facility, may provide
enough gas to operate the facility. However, if it is necessary

to punp gas into the reservoir to provide adequate
pressurization, non-native gas is used. This bill operates on
the concept that the last nolecule punped into a facility is the
first nolecule punped out. Thus, production taxes are paid on
vol unetri cs. Production taxes are not paid on native gas unti
an equal volune is renoved from the facility. Thus, if gas is
seeping out underground, that loss will be counted against the
pr oducer.

3:49: 03 PM
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REPRESENTATI VE HAWKER expl ai ned that storage facilities are big.
In order to qualify for incentives, the facility must be |arge
and it nmust be able to deliver gas at a rate sufficient to help
alleviate the peak deliverability problens. Those paraneters
are contained in HB 280. Additionally, limts on the aggregate
anount of credit are intended to reduce overspending on capita
expenditures than is necessary. The arbiter will be the Al aska
al and Gas Conservation Comm ssion (AOGCO), which he
characterized as the single nost respected independent operating
agency in existence in Al aska.

3:50: 59 PM

REPRESENTATI VE HAWKER, in response to Representative Neunan,
expl ai ned how the proposed tax credit would work. This is an
investnment tax credit, so when an owner or investor is building
a storage facility, the conpany can receive a credit against the
investnment as an anobunt against its future state incone tax
obligations wusing a traditional investnent tax credit nodel.
The credit is not given on the nolecules noving through the
facility, but rather is given on the capacity of the facility.

Thus, the goal 1is to provide an income tax «credit of
approximately 10 percent of the cost as a tax credit, which is
based on judgnent. One way to consider creating an investnent

tax credit is to spend noney, send copies of the receipts, and
obtain a ten percent of the qualified investnment expenditures

However, the state has discovered that trying to define
"qualified" has been difficult. The ACES regul ations were just
rel eased, and the Governor has been considering asking for
forgi veness regulations since it took so long to promulgate the
regul ati ons. Meanwhile, the industry has been operating for
three years without any rules. The ACES |aw requires penalties,
but the penalties are due to the state's inability to provide
regul at ory gui dance, he said.

3:53:26 PM

REPRESENTATI VE HAWKER offered his belief that it is urgent to
provide rules to any potential natural gas storage facility
owners. He said he would hate to see the |egislature conprom se
movi ng forward on storage capacity because the governnent cannot
operate nore efficiently. An easier way to calculate the tax
credit exists. By using the volunetric approach, the state
could provide a credit of $1.50 per thousand cubic feet, the
facility could get built, the AOGCC could certify the rate of
the tax credit, which is easy to calculate and would anount to
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approximately a 10 percent tax credit. He stated this process
woul d avoid conplications and sonmeone investing nore into the
facility than necessary due to the structure of cash on cash
investnment tax credit. He restated that the tax credit concept
is volunetric.

3:55: 30 PM

REPRESENTATI VE NEUMAN asked whether the source of the injected
gas natters.

REPRESENTATI VE HAVWKER answer ed no.
3:56: 03 PM

MR. PERSILY al so answered no. He explained that the bill nmakes
no distinction, so long as the natural gas is produced sonewhere
else and is then injected into the storage facility.

REPRESENTATI VE HAWKER added that it nmust be gas for
deliverability through the utility system

MR. PERSILY, in response to Representative Neunman, explained
that the tax credit has to do with the size of the "hole in the
ground” or the above ground tank. The AOGCC will certify how
much produced gas from elsewhere can be injected into that
storage facility. Once the AOGCC certifies the capacity, the
tax credit would be based on the capacity of the facility to
hold "working gas," gas that is produced sonewhere else, non-
native gas, delivered to the storage and owned by the utility.
Wen the utility wants its natural gas back to neet the w nter
demand the gas would be delivered to the utility. Thus, the
credit is based on the capacity of the "hole in the ground" or
the reservoir storage tank to hold gas.

3:57:48 PM

REPRESENTATI VE LYNN stated that the commttee certainly favors
econom ¢ devel opnent. This seens sensible, but the "devil is
probably in the details."™ He asked for any concerns.

3:58:33 PM

REPRESENTATI VE HAWKER rel ated that during the devel opment of HB
280, the conscious focus was to address the Southcentral
Al aska's needs for natural gas, while working to provide |east
amount of political strife. He sincerely hoped this bill would

HOUSE L&C COWM TTEE - 9- February 8, 2010



have m ninmal "push back" from any stakehol der. He offered his

belief that this bill wll have significant support. He
expressed concern that controversial elenents could be added to
the bill. He related that the conmittee process is the

appropriate process to determine the level of regulatory
oversight for gas storage facilities and aneliorate any
conflicts.

4:00: 23 PM
REPRESENTATI VE  LYNN applauded the sponsor's presentation.
Besi des the stakeholders and the |egislature, he asked whether
the general public or other interested parties are opposed to
this bill.

REPRESENTATI VE HAVWKER stated that he does not believe so. He

stated that he is unaware of controversy. He stated that
differing views on conponents may be present, but he is not
aware of horrendous controversy. He recalled that the initia

response by the MA's Mayor's Energy Task Force was
overwhel m ngly positive for the conceptual view of the bill.

4:01: 41 PM

MR. PERSILY added that the public will need to understand that
natural gas storage is not free, that a cost will be assessed,
and the utilities will roll those storage costs into the rates.
Thus, the public will absorb the costs of natural gas storage or
risk not having natural gas in the winter to provide heating
fuel . He stated that TransCanada's subsidiary and the ENSTAR
Nat ural Gas Conpany [ENSTAR] have been discussing gas storage

but the rates have not been established yet. The cost may be

assessed as a winter surcharge or rolled into the rates, but
costs will be assessed for guaranteed deliverability, he stated.

4:02:40 PM

REPRESENTATI VE BUCH referred to page 3, line 6, and asked for
clarification between native and non-native gas.

REPRESENTATI VE HAWKER offered to present the sectional analysis
for HB 280.

MR. PERSILY referred to the definitions on pages 2 and 3, and
stated that "native gas" is natural gas that exists but has not
yet been produced. "Cushion gas" is the amount of the natura
gas needed to maintain pressure to allow renoval of sufficient
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vol unes of natural gas. The "non-native gas" is the natural gas
that is produced sonewhere else and a utility purchases it,
rents the reservoir, and injects the non-native gas, which is

the working gas. He described a scenario in which an
underground reservoir once held 10 billion cubic feet but has
been produced down to 5 billion cubic feet of gas. The 5
billion cubic feet of native gas still remaining in the
reservoir is injected with 5 billion cubic feet of non-native
gas, which becones the working gas, or the anmount of natural gas
above the |evel of base gas. He offered to explain the basics
of the royalty gas charges wthout discussing the detailed
structure. The tax and royalties are paid at the tine the

natural gas is produced and even if the gas is subsequently
stored in the reservoir, the gas would not be assessed taxes and
royalties a second tine.

4:06: 15 PM

MR. PERSILY presented the section-by-section analysis of HB 280.
He stated that Section 2 describes the process in developing a

gas storage facility (GSF), including presenting the engineering
and hydrology to the AOGCC, which would certify it neets the
m ni mum working storage capacity of 10 mllion cubic feet per

day to be eligible for the tax credit incentives.
4:07:16 PM

MR. PERSILY stated that Section 3 requires the Director of the
Division of Mning, Land and Water to give priority to and
expedite "when reasonably possible"” any applications, permts,
right-of-way's and | ease assignnments needed for devel opnent and
operation of a GSF.

REPRESENTATI VE HAWKER added that Section 3 is an energency
section.

4:07:39 PM

MR, PERSILY related that Section 4 directs the Departnent of
Nat ural Resources (DNR) to waive any state land |ease fees or
rents for the first 10 years of a GSF' s operation. The wai ver
of lease fees or rents would be public record. It requires any
financial benefits of the 10 year exenption flows through to the
utilities for their custoners. Finally, Section 4 clarifies
that any gas wthdrawn is considered to be non-native gas and is
not subject to royalty wuntil all non-native working gas 1is
wi thdrawn, or "last in, first out."
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4:08:47 PM

REPRESENTATI VE NEUMAN recalled that Al aska's constitution
provides a 12.5 percent royalty on resources that are devel oped.

MR. PERSILY explained that this provision does not waive it, but

nmerely postpones it. He related a scenario in which 5 billion
cubic feet of gas has never been produced, and non-native
wor ki ng gas - which was produced and taxed sonmewhere else - is

injected into the GSF, that this provision would provide that
for production tax and royalty purposes, the |ast nolecules are
the native gas nol ecul es. Thus, this provision does not waive
the royalties, but requires the non-native nolecules to be
removed prior to assessing taxes and royalties on the native
gas.

4:09:51 PM

MR. PERSILY, in response to Representative Neuman, answered that
once the natural gas has been produced and taxes and royalties
have been assessed, that even though the gas nmay be stored, no
additional taxes or royalties will be assessed.

REPRESENTATI VE HAWKER characterized this provision as an
i nventory managenent provi sion.

4:10: 20 PM

MR. PERSILY continued. Section 5 would direct the Regulatory
Comm ssion of Alaska (RCA) to consider the inpact on consuners
in the event the comm ssion would reject a utility's gas supply
contract, which is simlar to the EIS process in that one nust
consider all of the alternatives. Before the RCA denies a gas
supply contract, it mnust consider the effect this will have on
consuners. Secondly, the RCA nust also recognize the value of a
utility holding a diversified portfolio of gas supply contracts
with different pricing nechanisns, in order to protect consuners
from i nadequate gas supplies and the risk of a single pricing
mechani sm This means that not every contract nust be the sane.

REPRESENTATI VE HAWKER interjected that this bill was originally
drafted prior to the RCA' s request for clarification. The
purpose of this section was to address concerns raised as a
result of the RCA' s denial of procurenent contracts by utilities
in Southcentral Alaska in recent years. Sone people thought the
RCA's denial of contracts was unreasonable and resulted in
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conprom sing the gas deliverability capabilities. However, at
the tinme, the RCA did not have any |egislative guidance, he
st at ed. This bill was structured to provide a skeleta
framework to give the RCA guidance, without too many strictures,
to eval uate the consequences of any contract denials.

4:12:55 PM

MR. PERSILY explained that Section 6 requires that a utility's
cost of gas storage reflect the financial benefits of any tax
credits or state |ease exenptions provided in this bill.
Section 7 specifies that the RCA has jurisdiction over gas
storage services provided for gas that is owed by a regul ated
utility. The nanme of the taxpayers, the anpbunt of the tax
credits issued for storage facilities will be public record.
Section 8 covers the actual credit, which is $1.50 per 1,000
cubic feet of working gas storage capacity, and is only applied
to GSF developed in Al aska during the period 2011 - 2015. He
stated that since an urgency exists, it is inportant not to
| eave the credit "on the books" for 20 years, but to acconplish
this sooner rather than later. The maxinumcredit is limted to
$30 mllion per GSF and allows the credit to be transferred or
sold to another taxpayer, simlar to how other oil and gas
credits are currently handl ed.

4:13:55 PM

MR. PERSI LY explained Section 9 sunsets a statute on January 1,
2011, which essentially nmeans that the Petrol eum Production Tax
(PPT) and Alaska's Cear and Equitable Share (ACES) do not
apply, so the rate that will be used is the Economc Limt
Factor (ELF) rate, which is a maxi mum of $.17 per thousand cubic
feet for the production tax.

4:14: 38 PM

REPRESENTATI VE HOLMES asked whether this section would allow tax
to go bel ow zero.

MR. PERSILY answered no. He explained that currently a producer
m ght have $2 nmillion in tax credits, but because the tax in
Cook Inlet is set so low, the conmpany could only use $250,000 in
tax credits in Cook Inlet. If the Cook Inlet tax had been set
at full value the producer could have used $ 1 mllion against
the tax liability. The difference between $250,000 and $1
mllion would be lost. This section would repeal that provision
and allow the entire $2 nillion in tax credits to be used
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against the conpany's tax liability in Alaska, but the tax
cannot drop bel ow zero. In further response to Representative
Hol mes, he agreed the $2 mllion in tax credits could be applied
to the conpany's tax liability outside of Cook Inlet.

REPRESENTATI VE HAWKER affirmed that the provision reeval uates
the PPT and ACES that would apply to a producer who has a GSF in
Cook Inlet. The goal is to put the Cook Inlet on a par with the
rest of the state in terns of exploration incentives.

4:16: 48 PM

MR. PERSILY, in response to Representative Neuman, clarified
that this section does not affect the anobunt of the tax, but
elimnates the limtation on the use of tax credits. The tax
would remain at a very low rate on gas that is produced in Cook
Inlet or produced in Al aska and used in Al aska.

4:17: 35 PM
MR. PERSILY explained that Section 10 clarifies the "last in -

first out"™ accounting principle for determning the production
tax on native gas. Gas withdrawn froma GSF is considered to be

non-native gas until all the non-native gas is wthdrawn, at
which point the gas wthdrawmn is native gas. He expl ained the
effect of Sections 11 - 13, such that currently the production

tax credit nust be spread over two years, but this provision
allows producers to receive their full production tax credit in
the first year. Section 14 provides a 40 percent credit for
expl oration expenses in Cook Inlet against production taxes,
rather than the two-tiered 30 percent/40 percent credit in
existing statute depending on how far the new well is from
existing wells. Non-capital well-related |ease expenditures in
Cook Inlet also qualify for the credit.

4:18: 27 PM

MR. PERSILY highlighted that Sections 15 - 16 allows the
producer the option of selling the tax credit back to the state.

4:18:44 PM

REPRESENTATI VE HOLMES asked whether these credits function the
same way, for use in Cook Inlet or elsewhere in the state
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MR. PERSILY answered yes, and if the producer does not have a
tax liability, it can sell the tax credits to someone else or
back to the state.

REPRESENTATI VE HAWKER recal l ed that in drafting this section, it
was easier to create a parallel structure that mrrored the
existing statute but was |limted to Cook Inlet.

MR. PERSILY continued. Currently if a conpany has exploration
credits that it wants to sell back to the state, the conpany
must prove that it has spent an anobunt equal to that within two

years of the work that obtained the credit. Thus, if a conpany
has a $10 mllion credit, the conpany nust denonstrate that it
has spent at least $10 mllion in Al aska. Section 17 would
elimnate the requirenent for Cook Inlet. He related a scenario
in which a conpany drills but hits a dry hole and decides not to
cont i nue. The goal of this provision is not to penalize
explorers who are unsuccessful. Thus, if a producer spends the

noney exploring, but is unsuccessful, the credit could be sold
back to the state.

4:20:49 PM
REPRESENTATI VE HAVWKER clarified that the notivation behind the

salability and transferability of the credits is due to the
changi ng geology in Cook Inlet. He offered his belief that none

of the mmjor producers believe Cook Inlet s currently
attractive nationally or internationally conpanies that produce
or explore for gas. The large dones that were internationally

conpetitive are now depl et ed. No one, including the AOGCC, has
given any indication that Cook Inlet gas is interesting to |arge
i nternational conpanies, he restated. He then suggested that
the future of exploration and development in Cook Inlet lies
wWth the state's ability to attract well capitalized independent
exploration and production conpanies who "nake their business
out of chasing those stratigraphic traps" - the small bubbl es of
gas trapped in the Cook Inlet basin. Most of the basin is
underwater, which makes it difficult and expensive to access.
Again, this bill is structured to create an environnment to
attract the well capitalized independent producer to the Cook
I nl et basin.

4:23:04 PM

REPRESENTATI VE BUCH asked whether it is a common industry-w de
practice to reward a conpany even if it fails.
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REPRESENTATI VE HAWKER related that is the foundation of the
structure of the PPT and ACES. He nentioned that capex [capital
expenditure] credits do not require successful efforts. The
l[imtations were put in place to nake |arger conpanies take a
greater share of the risk penalty for their exploration
decisions on the North Slope. The state standard al so captures
the independent. This bill would not elimnate, but would rel ax
the standard for producers in the Cook Inlet.

4:24:54 PM

REPRESENTATI VE LYNN renmarked that it is not exploring if vyou
al ready know where sonething is | ocated.

REPRESENTATI VE HAVWKER agr eed.
4:25:20 PM

MR. PERSILY stated that the last section, Section 18, directs
the Ofice of Public Advocacy (OPA) in the Departnent of Law,
when considering whether to participate in a utility rate case
regarding a gas supply contract before the RCA, to consider the
impact to consuners if the commssion rejects a utility's gas
supply contract, and to recognize the value of a utility hol ding
a diversified portfolio of gas supply contracts with different
pricing mechanisnms in order to protect consuners from inadequate
gas supplies and the risk of a single pricing nmechani sm

4:26:12 PM

REPRESENTATI VE HAWKER concl uded his remarks. He stated that
numer ous anal ysis and background information was avail able, but
the bill packet was limted to several outstanding but brief
analyses that resulted in the bill. He pointed out three
articles that provide analysis and background information,
including an article witten by Rena Del bridge dated Decenber
27, 2009, which appeared in the A aska D spatch, a second
witten by Tim Bradner dated June 12, 2009, which appeared in
t he Al aska Journal of Commerce, and the third article, which was
prepared by the University of Alaska's Institute of Social and
Econom ¢ Research (ISER) 2006, at a Southcentral Energy Forum
sponsored by the AOGCC. He related that these articles can
provi de a foundati on on these issues.

4:28:58 PM
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ROBERT PI CKETT, Conmi ssioner; Chairman, Regul atory Commi ssion of
Al aska (RCA), Departnent of Comrerce, Comrmunity, & Economc
Devel opnment (DCCED), prefaced his comments. He offered that he
is not speaking for state governnent outside the Regulatory
Conmi ssion of Alaska (RCA), which is an independent quasi-
judicial agency. The RCA does not take an official position on
a specific matter until the comm ssion takes a vote. Thus, he
cannot take an official position, but can discuss the issues.
He related that Representative Hawker's remarks set the context

for the natural gas situation in Cook Inlet. He acknow edged
that while he previously had a general awareness of the issues
he did not know the extent of the problens until he began

wor ki ng for the RCA
4:30: 34 PM

MR. PICKETT characterized the past five years of the history of
Cook Inlet's natural gas as a dysfunctional one, in part due to
actions by the RCA the legislature, and the utilities. The
public has not been brought along very well with the realities
of Cook Inlet gas issues. The RCA strongly wel cones |egislative
clarity and direction on key issues. He said that HB 280 is a
very good step and while it is not a "silver bullet,” the bil

represents a good start. The status quo is not acceptable. The
RCA recogni zes the critical nature of deliverability when ENSTAR
experienced a deliverability crunch, that even though the
tenperatures were not that <cold their systens reached a
t hr eshol d. Since then the utilities approached the RCA on four
separate occasions w th contingency planning. Mayor Sul livan,
Anchor age, has f ocused hi s attention on Anchor age' s
pr epar edness. And al though the five largest Cook Inlet fields
are declining, he said he thinks the solution for Cook Inlet gas

problems will be Cook Inlet gas. Currently, gas prices are |ow
the contracts signed with the utilities were full deliverability
contracts. These contracts will be unlikely to happen again.
The bill addresses the portfolio of different contracts and
future contracts wll probably be a mx of provisions.
Qoviously the utilities will need some stable, |ong-term base-
| oad contracts. But shorter-term contracts and very short-term
contracts will also be necessary to obtain price signals on the

value of gas to encourage snaller independent producers to
participate in Cook Inlet.

4:33:16 PM

MR. PICKETT related that storage is acknowl edged as one of the
key legs by those famliar with Cook Inlet natural gas. ENSTAR,
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after working with TransCanada's wholly-owned subsidiary, ANR
Pi pel i ne Conpany (ANR), requested assistance by petitioning the
RCA on Decenber 21, 2009, to obtain a declaratory judgnent to

clear up jurisdictional, regulatory issues. The RCA held
several proceedings and a workshop in m d-Decenber addressing
the storage issue. The petition asked whether the RCA was

regul ating the project or would provide a Certificate of Public
Conveni ence and Necessity (CPCN) in the matter or not. Thus

ENSTAR and ANR did not want their project to commence and
di scover the rules had changed m dstream The ENSTAR asked for
a ruling by January 23rd, which RCA did not neet, noting the
fairly aggressive schedule, including issuing orders on Decenber
24th and Decenber 31st. He related that as the filings were
returned, a clear division ensued. The statutes, wunder AS
42.05, relating to utilities, or AS 42.06, the pipeline statute
was uncl ear. He said:

W could not in good conscience make a definitive
judgnment saying - yes, this is going to be regul ated

or not - knowng full well when it cones to issues of
interpretation of law, it's the courts that wll
ultimately decide it. If you have this nmnuch

uncertainty and lack of clarity, what you're doing is
getting intervenors down the road that may be opposed
to storage, a gigantic hammer to cone in and "nuck up

the works." And trust ne. Havi ng been through a
couple of gas supply agreenments, it's fairly easy to
"muck up the works." And that absolutely is not what

we need at this point.
4:35:17 PM

MR. PICKETT related that the RCA has not taken an "up or down"
vote on whether third party independent storage should be
regul at ed. The RCA believes that decision is appropriate for
the legislature to make. The general consensus has been that it
will be difficult for the RCA to insure that the public benefits
from tax credits that flow through to the ratepayer if it is
totally unregul ated. Just to decide the baseline and how to
apply credits, and what is a reasonable |evel. Initially, it
was ENSTAR s clear wunderstanding that it would nake cost to
service showng and have an open and transparent process.
| ndependent storage will require long-term contracts, spanning
from 15 to 20 years, wth sonme key anchor wutilities. The
utilities wll need a baseline commtnent, wth the assurance
that they can recover their storage costs in their rates. The
public will need to realize there is no "free lunch.” In
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essence what has been happening is the natural gas services are
bei ng unbundled and storage is one elenent. In closing, he
offered his belief that it 1is absolutely critical for the
| egislature to weigh in and provide direction on AS 42.05 and AS
42.06, and clarity will be nost hel pful to the RCA

4:37:10 PM

CHAIR OLSON stated that during the first 30 years of production
in the Cook Inlet fields, nost of the natural gas was produced
by the sane conpany that also purchased the gas, so the price
was sonmewhat neani ngl ess. He recalled that 80 to 85 percent of
the gas went to the fertilizer plant, Agrium |ncorporated
[ Agrium. He further recalled that nost of the gas was sold by
ENSTAR at prices simlar to the Agrium prices. Per haps the
Beluga Hills field set a nore accurate price but the rest was
based on the Agrium Inc. urea plant. He did not think the RCA
could be blaned for the pricing, adding that problens started
happeni ng when natural gas services were unbundled and no one
could figure out how to val ue the gas.

MR. PI CKETT agr eed.
4:38:18 PM

REPRESENTATI VE BUCH stated that the price for Liquefied Natura
Gas i s known.

MR. PICKETT explained that the RCA is not privy to the contracts
bet ween Conoco Phillips Al aska Inc. and Marathon G| Corporation
with the Tokyo Utilities. He commented that the cost structure
when the five fields were discovered were entirely different
than today's costs. He reaffirmed his belief that the solution

for the Cook Inlet gas problem is Cook Inlet gas. However,
producers al so need the assurance of a market for their gas. |If
the LNG plant ceases to export gas sone people wll think that
nore gas will be available for ratepayers, but what will Iikely

happen is that producers have |less incentive to explore for gas
wi thout the anchors. He agreed with the val ues and pricing.

4:39:52 PM
REPRESENTATI VE BUCH understood the value of having the LNG
pl ant . He related that the RCA showed interest in protecting

ratepayers, in particular, the residential ratepayers and vi ewed
this bill as a starting point at |ooking at overall costs.
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MR. PICKETT asked whether he was referring to gas storage
facilities or gas prices in general.

REPRESENTATI VE BUCH clarified that his interest is in providing
a reliable natural gas source for the Cook Inlet region. Since
the producers also live in Anchorage, and are Al aska residents
and communities menbers, they also are interested in reasonable
costs to heat their hones. Additionally, for over 20 years

Sout hcentral Al askans have had the cheapest gas in the country.
He stated that when prices were dramatically adjusted, that
consuners did not understand the increased costs.

MR. PICKETT agreed that the public does not understand because
the RCA and others have not comunicated well, that the RCA
routinely receives calls from ratepayers who make all manner of
accusations, as well as hearing conplaints from producers.
Thus, openness and transparency is critically inportant. He
characterized the RCA's relationship with the public as a nmjor
trust issue. Any decisions that are not nmade in the open, no

matter what the intention, wll be subject to criticism He
prefers some |level of regulation over gas storage to give the
public some |evel of confidence since one conponent wll be

| ocked into their rates for the next twenty years.
4:42:51 PM

REPRESENTATI VE NEUVAN asked how the RCA would insure that the
tax credit is passed on to consuners and whether any |limt
exists for the percentage rate of the utility's profit.

MR. PICKETT stated that the utility's rate is set through a
rat emaki ng process, which is a well-established nethodol ogy.
The rate base 1is the physical investment and allowable
depreci ation schedul es and operating expenses. The RCA would
review the capital structure of the conpany, the breakdown
between the debt and equity ratio, typically the debt is
significantly cheaper than the equity contribution. The return
on equity for pipeline conpanies routinely ranges between 12 -
14 percent, while the return on equity for wutilities would
typically be less than that, depending on the size and type of
the utility, and risk factors. Storage facilities would likely
fall in the range simlar to pipelines.

MR. PICKETT related his understanding that the intent of the
proposed tax credit is to make sure the benefit flows through to
t he ratepayers. Thus, a baseline rate wuld need to be
established for the storage services, keeping in mnd that the

HOUSE L&C COWM TTEE - 20- February 8, 2010



utilities own the gas. The wutility would contract with the
producer for fixed amounts of gas and would store a portion of

the gas in the storage facility. Thus, a rate would be
established per volume per unit of tinme. The utility would need
to conmt to a certain mninmal level, since the project's

sponsor needs to have assurance of sufficient business. He said
he hoped that the storage project wuld allow for comon
carriage type of storage for smaller producers. However, wth
respect to the regulated ratepayers, if storage was unregul ated
it would be quite difficult, and if it is regulated, with sone
baseline to draw from the application of the credit itself is a
mat hemat i cal cal cul ati on. He provided an exanple. He stated
that he managed the |owincone housing tax credit program for
the state during his time at the Al aska Housing Finance
Cor porati on (AHFC). Over a 15 year period, as credits were
sold, the programinitially offered a high discount, but once it
was established, the discounts were reduced, and it received
$.95 to $.96 on the dollar. He offered his belief that anount
has dropped back nore recently. Thus, clarity in the regulation
will help define the net credit or provide guidelines on what
should flow through to the ratepayers. It should not be
difficult to figure out, he offered.

4:47:06 PM

REPRESENTATI VE NEUMAN asked in an instance in which a producer
was selling native gas to a utility under these contracts, and
non-native gas was being injected into the storage facility,
whet her the RCA would need to calculate the tax credits to the
utility conpany or to the party that owns the gas storage
facility (GSF).

MR. PICKETT responded that once the facility operates with a
certain amount of native gas, depending on the reservoir, the
proj ect sponsor would need to provide an additional anmount of
gas to obtain the cushion gas that stays in place. This becones
part of the cost structure. The working gas is the gas that is
punmped in and out of the GSF and is gas actually owned by
utility. He related that the volunme of the working gas and the
length of tinme the working gas is "parked" wll determne the
storage cost.

REPRESENTATI VE NEUMAN rel ated that he was trying to clarify the
cushion gas since the conpany would not put in 100 and take out
100. He said he was interested in howthe tax credit works.

4:48: 49 PM
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MR. PICKETT pointed out the necessity to distinguish between the
project itself and what the utilities are "putting in and out."

REPRESENTATIVE T. WLSON remarked that the Interior does not

currently have natural gas. She asked if the Interior obtained
nat ural gas, whether additional |egislation would be required.

MR. PICKETT agreed that this bill is focused on Cook Inlet and
it would depend on conpani es |i ke Doyon di scovering natural gas.

4:49: 39 PM

REPRESENTATIVE T. WLSON related that it does look like a GSF
will be built on the North Sl ope.

MR, PICKETT asked for clarification if she is referring to FNG s
project on the North Slope, explaining that it is a little
different than the Cook Inlet issues.

4:50:11 PM

REPRESENTATI VE HAWKER clarified that the incentives available
for GSF's would apply statewide as the bill was crafted to
facilitate developnent of storage as appropriate to the
Fai r banks regi on.

4:51:25 PM

[ HB 280, Version S, was held over.]

ADJ QURNVENT

There being no further business before the commttee, the House

Labor and Commerce Standing Conmttee neeting was adjourned at
4:51 p. m
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