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ACTI ON NARRATI VE

3:39:38 PM
CO CHAIR WELECHOMNSKI called the joint neeting of the Senate
Special Conmittee on Energy and the Senate Resources Standing
Commttee to order at 3:39 p.m Present at the call to order
were Senators Huggins, St edman,  \Wagoner, St evens, French,
McCuire, and W el echowski .

Overview. SB 143-RAI LBELT ENERGY & TRANSM SSI ON CORP.

CO-CHAIR W ELECHOWBKI  announced the first order of business
woul d be an overview of SB 143, also known as the GRETC bill
(Geater Railbelt Energy Transm ssion Corporation).

3:40: 33 PM

JAVES STRANDBERG, P.E., Project Mnager, Al aska Energy Authority
(AEA), said he had 11 power point slides that he hoped to use to
sunmarize the work the admnistration in cooperation wth the
Railbelt wutilities has done to date with the Railbelt G&T
(generation & transm ssion) restructuring effort and what the
new corporation is all about including its initial tasks -
should this bill pass.

He said |ast year he appeared before themwith a very different
GRETC bill. At the end of that session the bill was held in this
commttee at the request of the Railbelt utilities that wanted
to take a year and involve all the boards of directors for the
utilities in a task force to nmake the plan nobre responsive to
their needs. They came up with a conmttee substitute (CS) to SB
143 that has major support wthin this wutility group. His
agency, the AEA, working with the Governor's office participated
in the majority of these task force neetings and acted as both
advi sor and observer as the work on the bill progressed through
the  sunmer. The Attorney General's Ofice provided a
representative as well to assist in drafting changes to the
| egislation. They are awaiting the CS fromthe drafters.

He said the fiscal note will be reduced generally because they
have taken a hard look at the requirenments for formng the
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business and with the new franework there is a |esser fiscal
requi renent. That is also forthcom ng.

MR. STRANDBERG said that AEA acconplished the REGA Study to
understand the econom cs of regional G&T organi zations, and that
study found that formng a GRETCIlike conmpany could save
rat epayers significant noney through reduced rates over the |ong
term AEA also conpleted a regional plan for future generation
transm ssion projects (RIRP) in the late fall, which indicated
several things that add to the urgency of formng a regiona

entity such as GRETC. First this study defined critical near
term projects that a unified G&T conpany should take on from
critical fuel supply projects to near term transm ssion projects
to needed generation additions. It also identified a critical

capital shortfall where the cunulative capital needs for the
region are much larger than the abilities of the Railbelt
utilities to raise capital for projects defined in the R RP.

This plan concluded that a GRETC or GRETC-like unifying
organi zation with state financial backing is the best approach
to achieve a future of reliable and affordable electric service.

It would save the ratepayers a lot of nobney over the long run
and formng that entity will give themthe ability to neet the
capital needs of the future. Wthout that they will have a very
hard tine rai sing noney.

3:46:13 PM
He said he would next explain how the CS is different from the
original bill. He developed four topics in his summary: the

governance of the new conpany, the powers of the corporation,
external controls for the corporate activities and a discussion
of the initial tasks for GRETC

The key points of the Board of Directors nake up are:

e The corporation is a private not-for-profit entity (not a
state corporation).

e Each of the six Railbelt wutilities regardless of size,
generating capacity or transmssion |line ownership, wll
have two board nmenbers and two vot es.

e GRETC has 6 public utility nenbers and 12 board nenbers; it
has one public nmenber that is appointed by the Governor
from a list of three candidates supplied by the public
utility nmenbers. Public utility nmenbers do not have terns
of service, but the public nmenber has a four-year term The
board wll be required to designate a chief executive
of ficer.

3:47: 40 PM
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Types of business GRETC can undert ake:

* Providing whol esale power to its Railbelt customers (one of
the distribution utilities that would buy whol esal e power.)
No retail customer relationship.

e Providing wholesale power is at the center of the
corporation's pur pose and GRETC can undert ake a
considerable nunber of tasks to generate and sell its
whol esal e power that are allowed under the new | anguage in
the bill.

3:48: 27 PM

MR. STRANDBERG said GRETC is now a voluntary organization
simlar to the JAA effort that was nade several years ago, but
there are significant differences in approach now (slide 8).

CO CHAIR W ELECHOWBKI asked why it is in the best interest of
consuners to have an all volunteer corporation

MR. STRANDBERG answered to get to the goal of becomng a unified

operation their st udi es have i ndi cat ed conpani es need
significant flexibility to nake md-term agreenents so that two
utilities can have agreenents but still participate in GRETC

They believe through state funding they will have the ability to
channel the organization nore towards the unified organization
Ext ensi ve conversations with the utilities on these matters have
reveal ed an understanding that they need the flexibility now to
really take up the issues in the Railbelt, as well as a need to
focus over the long run into a tighter integration.

3:52:19 PM

MR. STRANDBERG said that GRETC is now nuch nore flexible so
utilities can act to neet the future whol esale power needs of
their regions. One point is that utilities under this statute
really can undertake their own projects, approach GRETC for
power supply or do any nunber of arrangenments for providing
whol esale power. A critical difference is that the earlier
bill's intent was that the conpany woul d evol ve towards being an
all-requirements provider for wholesale power in the Railbelt.
That | anguage has been left out of the CS that rather provides
the flexibility to make different arrangenents.

Anot her difference is that GRETC now has the Rail belt Integrated
Resource Plan (RIRP), last year it didn't. Another critical
difference is that four utilities now nust agree to join GRETC
before it can actually form
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SENATOR WAGONER asked if Honmer Electric were to join this
organi zation, would its admnistration would have to go to the
annual neeti ng.

MR. STRANDBERG answered yes; the commtnment would have to be
approved by their board.

SENATOR WAGONER said "Good |uck," because he knows the politics
of the situation in his area.

MR. STRANDBERG said participating with boards' nenbers has been
a very interesting and positive process over the past year. This
flexible platform is what all the groups as a whole saw would
allow themto get through their board processes and really begin
uni fying over the | ong haul.

CO-CHAIR W ELECHOMBKI said he understood that all the utilities
support the CS

MR STRANDBERG said that is correct.

3:55: 05 PM

He went to the External Controls in slide 9 saying a lot of
peopl e have tal ked about rate regulation and the RCA issues. AEA
sees a definite need for oversight for consunmer protection as
wel | as financial oversight to nake sure the conpany is nmanagi ng
nmoney correctly, particularly if the state is going to back it
in sone way. The third thing is to nake sure the corporation is
actually doing its job.

The significant protections in the CS include: RCA econonmic rate
regul ati ons which would sunset at the end of five years unless
the legislature took further action. Aso included is a
requi renent for a managenent audit done in accordance with the
Nat i onal Association of Regulatory Utility Conm ssioners (NARUC)
st andar ds.

3:56: 59 PM

The near term tasks for GRETC (slide 10) are: formng the
conpany, getting the |egal docunentation together, and hitting
the ground running and actually starting the work. AEA has
acconplished the RIRP which is being provided to the utility for
GRETC for its consideration as it starts up its operations. The
plan has a priority list of projects, business functions and
contractual agreenents that need to be acconplished. The AEA has
spent a lot of time over the last three years working with the
utilities with this plan, and clearly utilities take issue wth
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things like commtted units. So, their expectation and hope is
that utilities will take the plan to heart.

Finally, the CS has the requirenents to develop a capital
i nprovenents plan and a financial managenent plan. Last, there
is a critical need to begin generation of transm ssion projects
in the Railbelt.

3:59: 02 PM

SENATOR HUGGE NS said he inplied phases, but he didn't see that
broken down anywhere and asked if he had that somewhere. He
t hought M. Strandberg was expecting this to change over ting;
and that is inplied in the sense that the RCA goes away at the
end of year five.

MR. STRANDBERG said the first five years wll be very critical
They need to induce the utilities to provide their board nenbers
to cone to the table and actually neet and create bylaws. They
will have to hire a CEO, and certainly, if there are mgjor
projects and the utilities actually come to the table and begin
to do major projects with this conmpany and the state begins to
pour noney into that, they are going to need to get the external
controls going right away. A nmmjor anount of oversight is
necessary in these formation phases of the conpany and Ilikely
there will be a need for agency involvenent "to nake sure public
benefit flows."

SENATOR HUGGE NS said he had discussed four big debate points so
far and asked if any are remmining.

MR. STRANDBERG said the RCA was a mmjor sticking point.
Uilities wanted to be able to continue nmaking near term
arrangenments for power. There was concern that if utility
operations were consolidated, one group of ratepayers could end
up paying nore when another group was paying |ess. There was
concern that the evolution to an all requirements provider was
too constraining and it didn't really reflect some of the
arrangenents that would be need to be nade in the near term

SENATOR HUGA NS said it appears the business of being able to
devel op projects outside of GRETC by one of the nenbers is a
fracture waiting to happen.

MR. STRANDBERG said that is always a possibility. If all the
utilities can't see an economc incentive to unified operations
under this arrangenent it is likely that bilateral contracts
will continue. This corporation wll be a success if the

JT. SENE/ SRES COW TTEES -7 March 17, 2010



utilities can see economcally that it's to their benefit to
uni fy.

CO CHAIR WELECHOWBKI said it's an interesting balance they are
trying to achieve. Finding no further questions he ended the
Senate Energy portion of the hearing and announced an at ease
from4:04-4:05 p. m

SB 301- PONER PRQJIECT FUND

4:05:13 PM

CO CHAI R W ELECHONSKI cal l ed the Senate Resources portion of the
neeting to order at 4:05 p.m He announced SB 301 to be up for
consideration saying it's a good bill and he had held it over to
gi ve nenbers the opportunity to review it over the weekend.

COCHAIR MCGU RE noved to report SB 301 from commttee wth
i ndi vidual recomendations and attached zero fiscal note(s).
There were no objections and it was so ordered.

4:07:40 PM
at ease (projector difficulties)

4:08:49 PM
Update: AG A Regul ati ons by the DNR

CO CHAIR W ELECHOMSKI called the neeting back to order at 4:08
p.m and said the next order of business would be an update on
AGd A regul ations by the DNR

ANTHONY SCOIT, Division of QI and Gas, Departnment of Natural
Resources (DNR), said the first part of the presentation is the
val uation principles of natural gas. He would then step through
an exanple of how they would actually value royalty gas under
the regulations - a little nore conplicated process than what
they saw last week with the Departnment of Revenue (DOR). He
would also talk a little bit about the RIV/RIK sw tching probl em
for the state's producers under the |ease and the solution they
are proposing in the regs. Finally, Deepa Poduval, Black &
Veatch consultant, wll give them a sense of the range of val ues
that are provided to the qualifying |essees (producers) who
choose to amend their | eases under the regs.

MR. SCOIT said that the public coment period would close on
March 22, so he has to be sensitive to honoring that process in
treating everyone fairly.

4:09: 37 PM

JT. SENE/ SRES COW TTEES - 8- March 17, 2010



He said that gas is conplicated because how it wll be valued
has to be clarified and then existing |lease terns will have to
be nodified to elimnate initial shipper exposure associated
with the cost of transportation on the mainline. An inportant
difference in these regulations conpared to the DOR regul ations
is that if a lessee qualifies, he may chose to amend his | eases
and have his gas valued under these regulations. If he doesn't
like this framework, he doesn't have to have his gas valued in
this way. This is not sonething they can inpose on |essees.
Simlarly, they cannot inpose the royalty sw tching provisions
on |l essees; that is sonething they have to elect. They can el ect
t he val uation provision, the switching provision or both.

CO CHAIR WELECHOASKI asked him to describe a |essee who
gualifies for royalty inducenent.

MR SCOIT replied a Ilessee nust comit to acquire firm
transportation (FT) in the initial open season of the AGQA
licensed project to have his gas val ued under these regulations.

The qualification language is exactly the sane to get in the
door between both DOR and DNR

4:14: 03 PM

He said Valuation regulations (slide 4) nmust : mnimze
retroactive adjustnents in royalty value, establish fair market
value (FMV) based on reliable trade publications, allow actual
and reasonable deductions for transportation and processing,
all ow reasonable share of unused capacity. So if an initial
shi pper acquires capacity and he doesn't have enough production
to fully fill it the state would pick up a reasonable share of
that enpty capacity and allow deductions under the 1980 royalty
settl ement agreenent.

VR. SCOIT said crafting regulations to neet all t hese
requirenents is not as easy as they first thought. There are
conplications like trying to protect the state and the |essee
while mnimzing retroactive adjustnments while first gas is 10
years in the future. So they canme up with basing royalty val ue
on reliable trade publications as opposed to |ooking to actual
sales. Trade publications are public; you can |ook them up and
know what your royalty value will be. However where the sales
are occurring can't be traced; so there is wuncertainty about
exactly where gas was marketed and how it should be val ued given
they can't be sure what they m ght have received for it and what
they mght have received for it may cone apart, inportantly,
fromwhat the trade publications are.
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4:16: 03 PM

He said that allowing reasonable and actual deductions for
transportation and processing is quite a conplication. One of
the reasons is because it neans they can't sinply deem one price
as the basis for determning all value by assumng all the gas
will go to the Alberta (ACCO market, for instance. The problem
is that Al aska gas may never enter into the ACCO market, but may
interconnect with, for exanple, the Alliance pipeline and nove
on into Chicago. Because the statute says that you get your
actual and reasonable cost of transportation, the |essee gets to
deduct their actual and reasonable cost of transportation to
Chi cago. So, you wouldn't want to value gas in Al bert but allow
a transportation deduction all the way to Chi cago.

Al'l owi ng a reasonabl e share of unused capacity? Define standards
for what is reasonable, he said. They have done that in what
they think is a fair manner, but there were a lot of things to
sort through to get there.

4:16: 50 PM
MR. SCOIT said gas narkets are inherently nore conplicated in
terms of valuing ANS hydrocarbons than oil, which is relatively

straight forward. It gets produced on the North Slope, it goes
down TAPS, it's |loaded on to tankers that are dedicated to the
ANS trade, and they go to refineries on the Wst Coast. You know
where the oil 1is going to a considerably high degree of
certainty. And you know where your markets are.

In the case of gas that's not true. First of all they don't know

exactly what the infrastructure will end up being. They don't
know what will get built. So, clearly they don't know exactly
where it will go - not to nmention that first gas is 10 years

out. Even then, gas may directly flow from this project into
Al berta, into Sumas, Wshington, and go down the Wst Coast
pi peline and bypass the ACCO market. ANS gas nay bypass the
Al berta market and go into Chicago. Further they have to
recogni ze that individual nolecules of ANS gas nay be consuned
in Oegon or New York City, because North Anmerica has an
i nterconnected pipeline grid where nolecules are com ngled. So,
you have to conme up with standards and rules about how you're
going to cut that process off for valuation while also allow ng
actual and reasonabl e costs.

MR. SCOIT said that neanwhile the gas business is dynamc.
Twenty-five years ago natural gas prices were regulated at the
wel | head. The transportation infrastructure was regulated quite
differently. The markets were dom nated by large transm ssion
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pi pelines that purchased the gas at the wellhead and sold it to
consuners. Today it's very different, but the point is that was
only 25 years ago and they are trying to develop a framework
that will be robust for a very long tine.

4:19: 07 PM

An additional conplication is that the North Slope gas will vary
by quality from one property to the next (slides 5 & 6). The
conposition of the gas at Prudhoe Bay is different than the
conposition of the gas at Pt. Thonson. But not only are those
streans being comngled, streans from other systens, quite
possibly from the British Colunbia and Alberta - all of which

has different conpositions - wll be comngled, and the
conposition of the gas has value. The gas that cones out of the
ground will have a different value for the |essee based on its

conposition. So, if the |essee receives differential value, the
statute directs the state to try to obtain that value as well.

Finally, allocating processing costs is conplicated. The statute
says you get processing costs, but in this particular slide (6)
you may well have nmultiple processing plants in a given
| ocation, and how do you allocate the costs of those different
processing plants to Al aska gas which is also comngled with gas
from many other sources? These are the kinds of conplications
they faced in putting these regulations together in a way that
treats all parties fairly.

MR. SCOTT said the legislature was wi se when it passed AGQ A that
directed them to pronulgate these regulations; the state does
not have valuation regulations for gas outside of AGA He said
that real noney is at stake based on the particular nol ecul ar
conposition of the gas that cones out of the ground (slide 7).
No party wants to be deprived of the opportunity to get what
their due is either as a royalty lessor or as a | essee. He then
turned the discussion over to Marty Rutherford.

4:22:52 PM

MARTY RUTHERFCORD, Deputy Conm ssioner, Departnent of Natural
Resources (DNR), said she would speak to the overarching policy
principles sone of which are enbedded in these draft royalty
regul ations: (slide 8)

Overarching Principles:

1. Reduce | essee uncertainty

2. Maintain state’s full royalty value (in statute)

3. Incorporate natural gas industry practices to the extent that
doing so is consistent with (1) and (2)
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4:24:21 PM

She explained that the first two goals especially have a degree
of tension. They want to provide as nmuch adm nistrative ease and
clarity as they can while also ensuring that the state doesn't
make any assunptions that turn out to be very wong and cost the
state substantially down the road; it has happened. (One exanple
will be discussed later on how the 1980 field cost settlenent at
Prudhoe Bay wll actually affect the cost of the gas to the
state.) She noted that not conpletely locking a royalty value
scheme can also benefit the |essees. The requirenment of the
statute is to maintain fair market value and they think the regs
have done that.

The effort to incorporate gas industry standards thenselves
stens from a desire to map the valuation schene to the extent
they can on how it will be necessary for the |essees to account
and manage their gas flows. The departnent's goal is for themto
be able to use their existing gas marketing and accounting
systenms to the extent possible while also conmplying wth the
AG A royalty valuation provisions - and frankly they are hopefu

t hat having nor nal i ndustry practices enbedded in the
regul ations will also reduce roomfor future disputes.
4:24:59 PM

SENATOR FRENCH asked how the departnent neasures and keeps track
of all the gas streams coming into sone inlet header to the new
gas treatnent plant (GIP). Is that taking place upstream of that
facility?

M5. RUTHERFORD answered yes; it is done from the unit as it
enters into the GIP

4:26: 23 PM
She said the overarching principle addressed in slide 9 is to
reduce uncertainty by:

1. Elimnating “higher-of” |ease valuation terns

2. Establishing val ue based on published prices

3. Mnimzing or elimnate retroactive adjustnents

4. Allocating volunes pro rata to increase clarity of gas

val ue and costs of transportation and processing

This does not nean that the |essees will know what they wll pay
in royalty 30 years from now Trying to do that would be
ridi cul ous because of the differences in regulation, markets and
knowi ng that regul ations change over tinme. But what it does nean
is that in any given nonth the |lessee and the state will know
what the royalty value will be for that nonth and what needs to
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be paid. Sonme of the details for how that is done wll follow,
but achieving this principle is not trivial whatsoever. It is a
substantial change from where they are today, she said, and it
prom ses also to reduce litigation that has been a constant so
far on gas issues.

CHAI R W ELECHOWSKI asked her to explain what "elimnate higher-
of | ease valuation terns" neans.

She explained that the current |eases require |lessees to pay on
the highest value of three different neasures. In practice that
neans that a |essee doesn't know what it should pay in a given
nonth because that is a function of what other |essees receive
in value as well. In other words, of three different |essees
getting value for the same oil, whichever |essee gets the nost
noney, that is the basis for the |essees paying their royalty
value. It's a retroactive cal cul ation

CO CHAI R W ELECHOWSKI asked for an exanpl e.

M5. RUTHERFORD expl ai ned for instance the three major producers
are producing oil fromthe sanme unit; they go to the market. BP
has an exceptionally good marketing strategy; they receive a
hi gher value for their oil or for their gas. And in the current
| ease structure the state bases its royalty returns on that
hi gher value, which neans that everybody will mnmake an estimate
or maybe use their own returns as the basis for paying their
royalty in a given nonth, and once they go back and do an
accounting of it and audit the other firnms, they will owe sone
additional nonies to basically bring the into alignnment with the
hi ghest anount of val ue received.

CO CHAI R W ELECHOWSKI asked if the proposed regs elimnate that.

M5. RUTHERFORD answered yes, in fact they go beyond the m ninmm
requirenents of the statute by elimnating the "higher-of" val ue
and they replace it with a systemthat allows the | essee to know
by very transparent and objective neasures what its royalty
obligations for the current nonth are. Under the current |ease
contracts, it could be several years before all the |essees know
through audit what their royalty obligation was previously and
t hey woul d have retroactive paynents to make.

CO CHAI R W ELECHOWSKI asked if this is being elimnating for gas
only or both oil and gas.

M5. RUTHERFORD replied this would be for gas.
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CO CHAIR W ELECHOWSKI asked if she had any estinmates of what
sort of loss this will be to the state.

M5. RUTHERFORD answered vyes; Deepa Poduval would talk later
about the values they believe are being conveyed through these
regul ations to |essees who choose to accept this valuation and
royalty sw tching nethodol ogy.

4:29:18 PM
CO- CHAI R W ELECHOWEKI asked if this is an option they are giving
to the producers.

M5. RUTHERFORD answered yes. Because the state's |eases are
contracts, they cannot inpose this upon them and at the end of
the day they can choose whether or not they Ilike this
met hodol ogy - valuation of transportation costs and sw tching
hi gher-of - better than their existing contract requirenents.

4:30: 00 PM

She said they also established the value based on public prices.
The regulations propose relying only on published prices to
establish a destination value. These published prices are
knowabl e by both the lessee and the state. They have also
recogni zed that published prices evolve over tinme and expect
that will continue in the future years. The regulations contain
a provision to insure that as the publications or their
reliability change the regulations can be anended, but in no
instances will there be retroactive adjustnments to the prices
once that is established by designated publication.

CO CHAIR W ELECHOABKI asked if these regulations apply for the
entire duration of the gas pipeline or do sone of them apply
only to the 10 years under AGQ A

M5. RUTHERFORD replied that they apply to the gas that 1is
committed in the initial open season - for the duration of how
| ong that throughput occurs.

CO CHAIR W ELECHOWSKI asked again for <clarification if these
regul ations apply to gas fromthe initial open season.

M5. RUTHERFORD said these regulations apply for the entire
duration. "As long as that gas that qualifies in the initial
open season continues to flow through the AG A pipeline then
they will have the benefit of these alternative regulations,
shoul d they choose them"
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4:31:56 PM

SENATOR STEDVMAN asked if a conpany answers the initial binding
open season and has a 20-year conmitnent, is it normal for them
to have extensions beyond 20 years or would this arrangenent
| ast for 20 years plus any extensions.

MR. SCOIT said the regulations would apply to the initial 20-
year contract period. The open season offering right now
contains options for extension. So a shipper could sign up for a
20-year contract with a 5-year option to extend, but the
regul ations would apply only to the 20 years. If they sign up
for a 25-year contract, the regulations would apply for
valuation for that 25 years. Options to extend are not included
wi thin the scope of the valuation regul ations.

CO CHAIR W ELECHOMSKI  asked if they are still trying to
encourage producers to cone in at the initial open season and
bid gas for the duration of the pipeline.

M5. RUTHERFORD replied yes. These were the inducenents that were
enbedded into AGA - the tax inducenent on gas and the royalty
i nducenents. These regulations flesh out what that |ooks like in
appl i cation.

MR. SCOIT explained that it is fair to say that their burden
isn't that they want people to sign up for exceptionally |ong
contracts, but rather in exchange for making a commtnent in the
initial binding open season they get sonme benefits. Once the
project is launched, then the need for the state to provide
i nducenents for extensions is different. It basically preserves
sonme options for the state to renegotiate whatever deal it wants
to.

M5. RUTHERFORD said the assunption is that the project wll be
capitalized based upon that initial throughput, so there won't
be the same requirenents for the state to provide as nuch val ue
exchange at a | ater open season

4:34: 38 PM

They tried to carry the principle of mnimzing retroactive
adj ustnents through and nmaking revisions to the key concepts
underlying royalty value. For exanple, if a publication changes
or if an appropriate location or quality differential changes,
they don't go back and recal culate royalty. The regul ati ons have
a strong enphasis on identifying forward-I|ooking val ues instead
of retroactive.
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4:35:17 PM

She said there is no way to identify the nolecules that are
nmovi ng through the pipeline in terns of allocating volunes. So,
they have established pro-rata allocations to prevent either
party, the state or the |lessees, from gamng this issue and to
ensure that both are treated fairly. This neans that there is a
recognition that North Slope qualifying gas will only be part of
the total gas stream that reaches the market. The value will go
in various directions, and rather than attenpting to trace
nol ecul es which is inpossible or worse, have the state really do
what it is currently doing - determne that one conpany's
mar keting strategy is better than another's, they have | anded on
a policy where on a pro rata basis an individual's quantity of
gas is proportionately spread across all the markets they m ght
utilize. This is only for the purposes of royalty valuation.
These rules are very clear and mnimze the scope of dispute -
hopefully limting litigation going forward.

SENATOR FRENCH asked how they do that if gas goes to tidewater

M5. RUTHERFORD said they are not speaking here about LNG
valuation and have given thenselves a bye in it wthin the
regul ati ons because there aren't any clear market indicators to
use at this tinme.

MR. SCOIT added that today sonme trade publications publish
prices that give sone indication, but nothing reliable that are
indicative of LNG values l|anded in Japan. The market for LNG
isn"t as mature as the North American market. But that said,
they didn't conpletely throw up their hands. If there were an
LNG cargo shipped today that went to Japan they have an approach
for valuation, but it doesn't honor all of the same principles.
They wouldn't rely on industry trade publications, for instance.
They will if they can, but it wll depend on where the gas goes.
If the cargo goes to Baja, they could establish value on the
basis of reliable trade publications in Southern California with
an appropriate location differential. If the cargo was going to
Japan they would have to do sonething different. Provisions in
t he regul ati ons address that.

4:39:10 PM

SENATOR STEDMVAN said the state loses flexibility after My 1,
the date of the initial open season. Assum ng Ssomeone cones in
and fully subscribes to a project that takes it to tidewater
with the intent of LNG exports to China or sonewhere that could
handl e the capacity (Baja is not one of them, and asked what
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position is the state in after May 1 to deal in the regulatory
environnment with the flexibility restrictions.

VR. SCOIT answered that statute provides for changi ng
regul ations subject to market conditions to achieving fair
mar ket value. In fact the statute actually says that the
commi ssioner has an obligation to revisit the regulations every
two years to ensure that they are achieving fair market val ue.
So, a lessee who intended to ship their gas to China would not
have the sanme degree of flanged up clarity in ternms of how the
state woul d approach their problem because it's not mature yet.
If it were going to China, they would probably elimnate the
“hi gher-of" but they would base royalty on their arnms |ength
sales in China. So there would be one neasure of val ue under the
lease and it would be their arns |length sales, because there
aren't wdely available industry trade publications. If those
evolve and they were able to get there then they would have the
opportunity no less than every two years to address that.

4:41: 36 PM

SENATOR STEDVAN asked for a 30-second blast on where they are in
the regulations dealing with a large export possibility. A
couple of years ago it seenmed rather wunlikely, but today it
seens | ess unlikely.

M5. RUTHERFORD replied that the regulations provide for either
option equally. Should the project nove to an LNG line into
Val dez, one alternative in the AQ A |licensee project proposal,
then the reqgulations have adequate coverage to allow them to
value the royalties during the tw years that wll begin the
process of establishing a viable narket to whatever |ocations
they take the gas. And the state has the responsibility to
determ ne whether their regulations are capturing fair market
value every two years. She said the Canadian market has nore
data available to use for valuation, but either alternative can
be accommodat ed t hrough the regul ati ons.

MR. SCOIT added that a nunber of aspects of the regulations
apply equally to both - in terns of how transportation
deductions and unused capacity comrtnents are handl ed, how non-
arnms |length costs of various plants - and either |iquifaction or

re-gas facilities if those are owed wthin the chain - are
handl ed. The destination value piece is a little harder for LNG
in ternms  of widely available reliable industry trade

publications, but other than that piece they are "pretty well
flanged up."”
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4:44: 36 PM

SENATOR HUGGE NS recalled they have "watered down" the term
"maximze the benefit of the resources” in AGA by adding the
term "reasonably” and it appears to himthat this is one of the
reasons. It is an interesting concept if constitutionally they
are supposed to "nmaximze" but now we're "reasonably
maxi m zi ng," which | owers the val ue.

MR, SCOIT said he didn't recall |anguage around "maxim ze," but
there <certainly 1is |anguage around "reasonable share of
transportati on deduction.”

SENATOR HUGGE NS comment ed that they debated that extensively.

M5. RUTHERFORD stated that the constitution provides to naxin ze
consistent with the public need, and what they have done is
within those paraneters, because they still have to obtain fair
mar ket value. Existing |ease contracts provide that when one
conpetitor does better than another the State of Al aska benefits
from that inproved marketing situation through its royalties.
She didn't think there was a constitutional issue as l|long as

they are still within the fair market paraneters.
4:46: 14 PM
She said slide 11 illustrates the full value under the |ease. To

comply with A A these regulations nove away from the actual
sales, which is the current valuation nethodology, and instead
they look to published prices to establish value for distinct
conmponents of the gas stream including the residue gas and the

nat ur al gas |iquids. The working assunption wthin the
regulations is that on average a published price in a healthy
well functioning market wll <closely approximte a |essee's

recei ved value in that market.

She said they also have no way of knowing into which nmarkets a
| essee will market their gas. Gven that they sinply assune that
on average "reasonably optinmal decisions” will be nade by the
conpanies, and that is what these conpanies do. She said there
are other conplications beyond not being able to track the
nol ecul es; for instance, they don't know how 1long the
publications will be in print or for how long they wll be
reliable. Also, there gas value has to be established in sone
mar kets that don't have published reliable prices and LNG is one
of those. Because of these various conplexities they tried to
devel op sone nechanisns to ensure that the state doesn't | ock
itself in to sonme decisions today that nay be very wong over
time. They believe that protects both the | essee and the state.
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4:47:39 PM

M5. RUTHERFORD pointed out that a further clarification in these
regul ations says there will be no negative royalty. This neans
that the netbacks on gas conponents cannot go below zero. They
believe this is already the current status within their contract
structure, but that is getting clarified within the regulations.
It hasn't been tested on oil, but it is a point of disagreenent
bet ween the state and sone | essees.

SENATOR STEDVAN asked her to anplify on that issue.

M5. RUTHERFORD responded that basically they are saying in a
cal cul ation, should the cost of transportation should go higher
than eventually where their marketing goes, the state's royalty
can't go |l ower than zero.

SENATOR STEDMVAN tried to clarify further and said the severance
or the production sharing arrangenent would be gone, the royalty
val ue could go to zero, and that is as far south as it would go.
It can't be offset by some other direction into oil, because
that's the only value left.

M5. RUTHERFORD replied, inportantly, it is currently arguable
that if transportation costs exceeded the valuation received at
the other end, the state would be placed in a negative royalty
position where it would actually owe the |essees noney. The
departnent does not believe the state's oil and gas |eases
provide for that, but that has been a question in some people's
mnds. So within this set of regulations they are clarifying
that zero is as low as it can go. That situation exists wth
oil now but arguably wunder oil where it has never been
clarified it could go bel ow zero.

CO CHAIR W ELECHOABKI noted that these regs don't address oil,
and asked if the state could be in a position of losing royalty
val ue there. Does oil need regs?

MS. RUTHERFORD replied that the state doesn't have regs in place
on oil and it hasn't been tested. If they got into a situation
where the value of oil fell significantly, it is possible that
soneone mght bring that argunent forward and take it to the
court. But they do feel the |lease contract is strong enough for
the state to make its case if that should conme up

4:52: 05 PM
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M5. RUTHERFORD said incorporating gas industry practices (slide
11) in determning the cost of transportation is very difficult.
For instance, the original TAPS tariff dispute raged for eight
years and the question of the transportation nethodology was
never settled. The intent wthin the draft regs is to
incorporate generally well established industry practices. One
of these was to use the FERC nethodology to determ ne the cost
of transportation for gas pipelines. They incorporated FERC s
approach in order to be consistent with how they wll approach
thinking about transportation and transportation costs in
mar keting the state's North Slope gas. As well for the main line
they substantially relied on the public offering by TransCanada
to establish a backstop for non-arns length transportation
costs. She said they are not just relying on FERC practice, but
on industry commercial practices as well - as indicated by
TransCanada and ExxonMobil's proposal to the FERC

Addi tionally, in crafting the regulation |anguage, MVs.
Rut herford said they used the Mneral Managenent Service (MVB)
royalty value regulations as a tenplate. Al the North Slope
producers are famliar with the MM5 regulations for their Lower
48 gas production. Sonme MVS regs were nodified in order to
conply with AJA For exanple, the MBS regulations are built
around a gross proceeds neasure of value, whereas AG A requires
the departnent to wuse wdely available industry trade
publications. That said, they have retained a nunber of
approaches to try to ensure it is well understood and that it
[imts opportunities for dispute.

4:54:12 PM
FRED HAGEMEYER, Bl ack & Veatch Corporation consultant, said he
woul d tal k about five of the key val uati on concepts:

1. Destination where gas is val ued
2. Publishing value at destination
3. Backstop neasure of FMV for residue gas
4. Actual and reasonable transportation and processing costs
5. Appropriate deductions for unused capacity
4:56: 24 PM

A lessee's gas is valued for royalty at destination, he said. In
determning destination a lessee's qualified gas is generally
considered to be at destination when it first:
1. enters a first destination narket (defined in regulation)
2. has been sold in a arms I ength transactions; or
3. has been processed to extract residue gas and gas plant
product (this gas will have a ot of NGs so there wll be
a |l ot of processing).
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MR. HAGEMEYER said the key around first destination markets is
that they are looking for is sonmething the state can rely on
that has a lot of liquidity, an area where they believe that ANS
gas is physically transported, and where it can be bought and
sold, there is processing and where they can find published
i ndices available. As an exanple the Al berta nmarket, which is
referenced often, is clearly a first destination market.

4:58: 32 PM
He said one of the things that is key throughout parts of the
regul ations is being able to put on the DNR website el enents and
information prior to the royalty reporting period so the |essee
can value royalty during the nonth in question, and |ocations of
the first destination markets is a key concept. They w Il have
all the elenments to value the gas even if gas goes beyond that
i ncl udi ng:

* The nane of the source of the published price for residue

gas, gas plant products at the first destination narket

» Appropriate location or quality differentials to establish
FMW with reference to first destination market

* Reasonable gas treatnment, processing, or re-gasification
cost al |l owances.

5:00: 23 PM

Alternative Destination Value for residue gas (slide 15) is
found using a basket of published indices to calculate a
backstop fair market value to published index prices at
destination narkets - publi shed ahead of tine. These
publications will provide the range of fair market value in that
mar ket. A nunber of market centers have interconnectivity to ANS
gas that could go off into different areas after or before being
processed. Each one would have publications that would qualify
under the criteria of publication. A weighted average of the
vol une on the basket would be conpared to the price at ACCO (for
instance) and a b5-percent buffer accounts for nonth to nonth
fluctuations. The basket is relied upon only when the published
price at a destination market is |ess than 95 percent.

Anot her transportation concept is around the non-arnms |ength
transportation cost. A unique thing about these regulations is
that they have had the luxury of know ng what has been offered
in the TransCanada ExxonMbil open season offering so they
suggest that they provide a watermark for reasonable non-arns
length transportation costs. During the process of the open
season they will see if a shipper can negotiate a better rate
than can be calculated from the basic ternms in it now, and the
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state would take the lower rate. As a general principle they are

goi ng W th FERC- based nmet hodol ogi es to cal cul ate
"r easonabl eness, " even t hough ot her pi pel i nes segnent s
particularly out of the Al aska/Canada main pipeline will have

cost deducti ons.

5:03: 18 PM

The last point he wanted to nmake about sonething that is a
reasonabl e and actual cost has to do with processing costs and
in this case they have used the tenplate of what the MVB is
allowi ng; typically those plants are not regul at ed.

5:04: 38 PM

MR. HAGEMEYER said the last major bullet in this area is around
unused transportation capacity which is designed to bal ance the
need and mitigate the producers' risk associated with taking out
that capacity as well as help protect the state from unintended
costs associated with that. A detailed exanple of how it would
wor k was on slide 18.

5:08: 05 PM

MR. HAGEMEYER went to slide 19 on the royalty in kind (R K)
royalty in value (RIV) switching issue. He explained that under
the lease, the state has the option of taking its share of
royalty either in RIK or RIV. This can in the case of taking out
firmcapacity (FT) in the open season create a risk for shippers
along the lines of if the state takes its RIK during a period of
time when the shippers my have excess capacity and that
capacity could be fairly expensive (for the shipper). But if the
state were in RIK for a period of tinme and wanted to switch back
to RIV and now the timng is fairly short (maybe 90 days) then
t he shi pper may not have capacity to take that back in, and they
woul d have to acquire capacity sonmewhere or do sonething else
In addition, producer marketers will put elenents in place, sone
short term sone long term over the course of the volunes they
are noving (no matter which market it may be); so there needs to
be some tine to adjust those volunes if the royalty portion is
not there. Gven that, they have tried to work through ways of
mtigating that risk while protecting the state.

SENATOR WAGONER said he thought if the state would take RIK it

woul d be for a specific length of tine and a specific anmount by
contract.

MR. HACGEMERYER replied it can do that, but it is not required
right now according to the | ease.
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SENATOR WAGONER stated that it's at the state's option not the
producers' then.

5:09: 02 PM

MR. HAGEMEYER said in switching from RV to RIK the regulation
is set up so that the state would be obligated to seek capacity
corresponding to the state's RIK share from the producers in a
prearranged deal. This nmeans the state would take the rel eased
capacity that they acquired at original contract rate and in
doing that, the state risks foregoing a potential better dea
that could be negotiated. The state would be taking capacity

from the shipper sort of |ike the capacity is going with the
gas. If the gas went to the state the capacity goes to the
state, too; if capacity is switched from RIK to RV that

capacity goes to the producer. They felt it was reasonable for
both sides to do this, and he nentioned both sides wanted it to
happen.

SENATOR WAGONER asked what if the producer in the neantinme has
filled that capacity with other gas.

MR. HAGEMEYER responded that when a shipper takes capacity and
that capacity is released to another party, it goes through the
carrier to the third party. So now the state would have that
capacity. The producer doesn't have the capacity to refill, but
it doesn't nean they can't acquire other capacity for other
reasons.

5:11: 45 PM

One of the tools to do this is having a contract rate, so
whatever rate they have is what is transferred over. The state
requested a waiver from FERC in Novenber (approved by FERC in
January) that essentially allows for this transfer to occur at
that contract rate. The regulations increase the notice period
trying to allow nore tine to arrange other marketing situations
for that royalty gas that may be taken. If it's over 200,000
Mrbtu/day it would be 180 days noti ce.

5:12:38 PM

DEEPA PODUVAL, Black & Veatch consultant, said she would walk
the conmttee estinmates of what quantitative values are being
provided to the producers through these proposed AG A royalty
regul ations (slide 21).

She said one of the ains of the regulations was to provi de val ue

to the producers while protecting the state's interest. In going
through the process of developing the regulations one of the
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exercises they did was to find how much value was being
transferred in sone of the key provisions; they |ooked at four
mai N provi si ons:
* Valuation - noving away from the higher-of provision
e Transportation - adopting a FERC-1ike approach for non-arnms
length transportation deductions rather than the MV5-1ike
approach, and all ow ng deductions for unused capacity
 RIK/RV switching - FERC wai ver allows capacity transfer
deal at contract rates

5:15:19 PM

M5. PODUVAL said one of the challenges in quantitatively
anal yzing the value to the producers is the level of uncertainty
about certain factors that influence the project going forward:
prices, project costs, volunmes that may be found, reserves and
uncertainties related to R KRV switching. So rather than
attenpting to create base |ine assunptions on how sonme of these
uncertainties may evolve they nmde aggressive assunptions to
establish an upper bound on what the value to producers could be
(slide 22). In other words they | ooked for the highest value the
producers could get, but the actual value they would get would
be sonething [ower than that depending on how the uncertainties
evol ved. Sonme of the assunptions they nade were:

» Methane valuation — Assuned inpact of noving away from the
hi gher-of provision is not offset by market basket concept.

e Transportation deduction for non-armis length transactions
Assuned that alternative was MVS net hodol ogy.

Two key provisions were related to MVS that were
different in the proposed regulations. The first is
that MVB does not recognize taxes as a valid way of
determ ning cost when creating the cost of service
nmet hodol ogy and second that the return on equity that
MVS allows on pipeline is calculated taking 1.3 tines
the Bbb bond rating. The proposed regul ations allow 12
percent. Based on recent data the MVS nethodol ogy
would allow a little |l ess than 7 percent.

e Unused capacity deductions - they assunmed a worst case
scenario where the only gas that flows through the pipeline
are from the proven reserves, essentially no yet-to-find
gas is found, and so there is a significant amunt of
unused capacity on the pipeline and the state does not pay
for any of it. Essentially the producers bear 100 percent
of the cost of commtnents they have nmade related to that
capacity.
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5:18:46 PM

* RIKRIV switching - Assuned that the state takes its entire
royalty volume in-kind for the entire 25-year period. They
further assumed that the producers are unable to take any
mtigating actions to offset the cost of the capacity they
are now stuck with (they don't try to acquire gas from a
third party to flow through that capacity).

» They | ooked at what the value to the producers is fromthe
1980 royalty settlenment agreenent (slide 23).

5:19: 57 PM

She estimated the quantitative value from different provisions
that could potentially be given to the producers as a result of
t he proposed regul ations. The biggest contributor conmes fromthe
FERC waiver that mitigates the capacity risk that the producers
have from the state's option of switching between R K and RIV.
It can range anywhere from zero dollars if the state never takes
RIK to up to $17 billion if the state takes all of its gas in
RIK and the producers are unable to offset their capacity costs
in any way. The second |argest conmponent is from the 1980
royalty settlenment agreenent where three different conponents
were considered: field cost allowances, GIP cost allowances and
the central conpression plant allowance. That anobunts to about
$6 billion of value for the producers.

M5. PODUVAL said the wunused capacity is the next biggest
contributor of value to the producers. It is a range from zero
if there isn't any unused capacity and yet-to-find gas is found
and keeps the pipeline full to the other extrene; if no yet-to-
find gas is found and there is significant amount of unused
capacity on the pipeline this could be wrth as nuch as $3
billion to the producers.

Transportation deductions, the proposed cost of service
nmet hodol ogy related to non-arnms |length transactions provides
about $2.8 billion of value to the producers. This is relative

to a benchmark where the state could have adopted an MVS-1ike
nmet hodol ogy that is used for federal royalty purposes and been
much | ess generous in what cost conponents are included as well
as what is allowed for return on equity.

The | ast value conponent is from noving away from the higher-of
provisions and is a range of zero up to $1.4 billion. The | ow
end is theoretically possible if all the producers get the same
value in each nmarket and the state wouldn't be nmaking that
hi gher - of conpari son.
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In concl usi on, MVs. Poduval sai d signi ficant pot enti al
quantitative value is provided to the producers from the various
provi sions of the proposed AG A royalty regulations and it is
good to keep in mnd that they would be in addition to the
qualitative benefits of inproving their certainty as well as
clarity.

5:23:21 PM
CO- CHAI R W ELECHOWBKI asked if these values were cal cul ated over
t he course of the pipeline.

M5. PODUVAL said it is dollars of the day over a 25-year period.

5:24:24 PM

CO CHAIR W ELECHOWNSKI said this is an inportant slide that shows
sone pretty significant sweeteners being added to encourage the
producers to have an open season. He calculated $8.8 billion to
$21.4 billion of incentives. He thanked everyone for their work
on this issue and adjourned the neeting at 5:24 p.m
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