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SENATE BILL NO 138

"An Act relating to the purposes of the Alaska Gasline
Devel opnent Corporation to commi ssioner of natural resources on
the custody and disposition of gas delivered to the advance to
develop a large-di anmeter natural gas pipeline project, including
treatment state in kind; relating to the authority of the

conmmi ssi oner of nat ur al resour ces to and i quefaction
facilities; establishing the |arge-dianmeter natural gas pipeline
project propose nodifications to existing state oil and gas

| eases; mmking certain information fund; creating a subsidiary
related to a large-dianeter natural gas pipeline project,
provided to the Departnent of Natural Resources and the
Department of Revenue including treatnment and |iquefaction
facilities; relating to the authority of the exenpt from
inspection as a public record; meking certain tax information
related to an conm ssioner of natural resources to negotiate
contracts related to North Slope natural election to pay the oil
and gas production tax in kind exenpt from tax confidentiality
gas projects, to enter into confidentiality agreenents in
support of contract negotiations provisions; relating to
establishing under the oil and gas production tax a gross tax
rate and inplenentation, and to take custody of gas delivered to
the state wunder an election for gas after 2021; naking the
alternate mninmum tax on oil and gas produced north of to pay
the oil and gas production tax in kind; relating to the sale,
exchange, or disposal 68 degrees North latitude after 2021 apply
only to oil; relating to apportionnment factors of gas delivered
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to the state under an election to pay the oil and gas production
tax in of the Alaska Net Income Tax Act; authorizing a
producer's election to pay the oil and kind; relating to the
duties of the commissioner of revenue to direct the disposition
of gas production tax in kind for certain gas and relating to
the authorization; relating to revenues received from gas
delivered to the state in kind and to consult with the nonthly
instal |l ment paynents of the oil and gas production tax; relating
to interest paynents on nonthly installnment paynents of the oil
and gas production tax; relating to settlenents between
producers and royalty owners for oil and gas production tax;
relating to annual statenents by producers and explorers;
relating to annual production tax values; relating to |ease
expenditures; anending the definition of gross value at the
"point of production' for gas for purposes of the oil and gas
production tax; adding definitions related to natural gas terns;
clarifying that credit may not be taken against the in-kind |evy
of the oil and gas production tax for gas for purposes of the
exploration incentive credit, the oil or gas producer education
credit, and the film production tax credit; making conformng
anmendnents; and providing for an effective date."”

- HEARD & HELD
PREVI QUS COW TTEE ACTI ON
BILL: SB 138

SHORT TI TLE: GAS PI PELINE; AGDC, O L & GAS PROD. TAX
SPONSCR(s) : RULES BY REQUEST OF THE GOVERNOR

01/ 24/ 14 (S) READ THE FI RST TI ME - REFERRALS
01/ 24/ 14 (S) RES, FIN
02/ 07/ 14 (S) RES AT 3: 30 PM BUTROVI CH 205

W TNESS REG STER

JOE BALASH, Conm ssi oner

Department of Natural Resources (DNR)

Juneau, Al aska

PCOSI TI ON STATEMENT: Related how SB 138 related to the MOU and
t he HOA.

M KE PAW.OWSKI , Deputy Comm ssi oner

Depart ment of Revenue (DOR)

Juneau, Al aska

POSI TI ON STATEMENT: Provi ded sectional analysis of SB 138.
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MARY GRAMLI NG Assi stant Attorney Ceneral

Depart ment of Law (DQL)

Juneau, AK

PCSI TI ON STATEMENT: Answered questions on legal issues in SB
138.

ACTI ON NARRATI VE

3:30: 36 PM

CHAIR CATHY GQESSEL called the Senate Resources Standing
Commttee neeting to order at 3:30 p.m Present at the call to
order were Senators French, Fairclough, M cciche, Bishop, and
Chair G essel.

SB 138-GAS PI PELINE; AGDC, O L & GAS PROD. TAX

3:31:17 PM
CHAIR G ESSEL announced SB 138 to be up for consideration and
that today they would get a sectional analysis of it.

3:31:40 PM
SENATOR FAI RCLOUGH noved to bring SB 138 forward. There were no
objections and it was so ordered.

3:32: 50 PM
SENATOR DYSON j oi ned the conmitt ee.

JOE BALASH, Conmi ssioner, Departnent of Natural Resources (DNR),
said he wanted to revisit a couple of high |evel concepts in the
HOA and the MOU to put the legislation into context.

3:33:17 PM

M KE PAWOWSKI, Deputy Conm ssioner, Departnment of Revenue
(DOR), said the HOA describes the roadmap to advance the project
through a phased process, each wth stopping points for
evaluation and with room for legislative input, and then the
decision to nove to the next stage.

The MOU describes the agreenent to transition from the AGQA
license to a nore traditional comercial relationship wth
TransCanada and describes key commerci al termse of that
rel ati onship. Both docunments inform SB 138, which asks for three
basi ¢ t hings:

-state participation in the AKLNG project

-that the state set the appropriate percentage through the gas
share for the state participation in the AKLNG project

SENATE RES COW TTEE - 3- February 7, 2014



-that the state initiate a process for the devel opnment of the
project-enabling contracts that will involve legislative
oversi ght and approval of those future contracts

3:35:47 PM

MR. PAW.OWASKI said that the comng together of the parties to
wor k together on an LNG project |everages all the work that has
happened in the past to date including:

-the settlenment of Pt. Thonson

-the roughly $330 nillion for qualified expenditures under the
Al aska Gasline Inducenent Act (AQ A)
-$130 mllion worth of data collection and work done by

TransCanada and ExxonMobil wunder the Alaska pipeline Project
( APP)

-$200 mllion worth of work performed by BP and ConocoPhillips
under the Denali Pipeline Project

SENATOR DYSON said it would be useful to know at sone point
where the BP/ ConocoPhillips and TransCanada/ ExxonMobil efforts
over | apped.

MR. PAW.OASKI said he would work with the partners on how they
view that work for himand also get a recent report on the AGA
rei nbursenents that have a geographic breakdown of that
spendi ng.

Fol | owi ng passage of SB 138, he continued that the project wll
step into the pre-FEED (front end engi neering and design) stage
which is the point at which all the AGA and Denali work will be
contributed to AKLNG The state and TransCanada w | agree
mutually to abandon the AG A license and that there will be no
nor e rei mbur senent.

3:38: 44 PM

In lieu of taking that step and noving forward, under the AGQA
license the state has an option to buy that $130 mllion worth
of data. AGDC, at this stage, is also progressing towards their
open season in 2015 sharing the work they are doing w th AKLNG
wor ki ng toget her cooperatively as their statute says.

3:39: 33 PM
The pre-FEED stage, expected to last a nunber of nonths, is
estimated to cost around $435 mllion, which does not include

any of the costs upstreamin Prudhoe Bay or Pt. Thonson. He said
the HOA contenplates a range of 20-25 percent for the state's
share of the project; the producers' share of costs in the pre-
FEED stage would be roughly $348-$327 nmillion. The state/ AGDC

SENATE RES COW TTEE -4- February 7, 2014



subsidiary share would be roughly $35-$43 million. This does not
i nclude sone of the agency costs to hire experts and to do a | ot
of the work that a will come along with the devel opnment of the
contracts, nor sone of the contingency for exercising the equity
option, or potential overruns at this stage of the project.

MR. PAW.OABKI said part of what TransCanada brings to the table
is the commtnent of their cash resources to nove the project
forward, because in pre-FEED TransCanada is spending $53-67
mllion. After the pre-FEED period progresses there will be a
point in tinme where the contracts contenplated in the HOA and
enabl ed through SB 138 conme back to the legislature for approval
and are put through the public and deliberative process. At that
point is another gate where everyone will decide if the project
is ready to nove forward. In a go scenario, the state has an
opportunity, per the MU, to step back in and take a share of
the equity that TransCanada is carrying on its behalf in pre-
FEED. Again, if the project decides to stop, there is an
opportunity to pay TransCanada devel opnment costs plus the 7.1
percent AFUDC (al |l owance for funds used during construction).

3:42: 23 PM
SENATOR FRENCH asked what TransCanada is risking if the off ranp
is for the state to pay back all of its costs.

MR. BALASH answered that the nature of this relationship is
differentiated from the AGA license in that it is nuch nore
like a traditional transporter/shipper arrangenent where the
pi pel i ne conpany takes on certain devel opnent costs in order to
provi de service to the shipper, in this case the state agencies.
If the agreenent is termnated, we pay back their devel opnent
costs, and in this case the state receives all of the equity
rights associated with work that was done during the pre-FEED
phase.

He contrasted this with the AJ A process where for the |ast six
years the state has been reinbursing TransCanada at either 50 or
90 percent of their qualified expenditures and not gaining any
equity rights associated with what could be described as
ownership. The state now has a right to an option to exercise
for all of that information, a much nore direct approach where
there is no question of who owns the data at the end of the day
if things don't go forward.

3:44: 32 PM
SENATOR FRENCH asked what risk TransCanada bears.
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MR. BALASH answered the use of their equity to pay pre-FEED and
FEED costs, which they are accustoned to earning a higher return
on, and the AFUDC at 7.1 percent reflects that debt to equity
capital. So, there is a certain opportunity cost associated with
their equity at this point, as well as the wuse of their
experti se.

3:47:49 PM
SENATOR BI SHOP asked if the equity is the docunents, engineering
data, and everything that is tangible.

MR. BALASH answer ed yes.

SENATOR BI SHOP asked if the state would have to pay $130 nillion
for that data if the project would be a no go.

MR. BALASH said that was correct, if we wanted to get that
information fromthem

SENATOR BI SHOP said that information could be plowed into AGDC
advancing to its 2015 open season.

VR. BALASH said that <could be done, but they weren't
recoomending it. However, they are recomending to take this
step forward with SB 138 and then would see that |egacy
information contributed to the joint venture.

SENATOR M CCI CHE remarked that besides risk equity opportunity,
TransCanada is also risking $63-77 mllion in devel opnment costs
that would not be reinbursed, and sinply by executing this
contract, the state absorbs $130 nmillion worth of previous work,
not nentioning the work done by the other conpanies. And the
state's cost at the first off ranp if we decide to back out is
only $53-67 mllion.

MR. PAW.OABKI said that was correct. He said there are a lot of
guantifiable risks which the |legislature's consultants would
review on Mnday and just as TransCanada has an equity
opportunity cost, so does the State of Alaska (SOA). Money that
remains in our treasury and is invested through the
Constitutional Reserve Subaccount and other funds returns 6
percent to the state long term So, the evaluation |ooks at the
spread between what the state is not spending in cash versus the
7.1 percent we would be repaying TransCanada in a devel opnent
cost situation outside of that $130 million for the expertise,
t he data, and the nmonmentum
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He said they would devel op how that plays across tine on Monday,
but today he wanted to bring it back to just the near term and
what is going on in the first two or three stages with off ranps
and legislative approval, so that when they get into the
contracts, nenbers can orient the raw costs with the raw step

3:49: 58 PM

SENATOR FRENCH asked if he saw this potential repaynent avenue
as having been capitalized on the front end or subject to
appropriation.

MR. BALASH replied there are a couple of ways to do that.

SENATOR FRENCH said that nothing in the fiscal note sets out
sonme set-aside for covering the cost of the off ranps.

MR. BALASH replied that what is reflected in the AGC fisca
note is a capitalization that would assune success in the pre-
FEED stage and cover the state share of costs for |iquefaction
as well as the cost to exercise the option to acquire the 40

percent interest in the mdstream - but nothing for the off
ranps.
3:52: 07 PM

MR. PAW.OMNSKI said slide 5 shows the FEED stage that cones after
pre- FEED and costs that were devel oped by the consultants. The
nunbers are very rough estinmates recognizing that FEED is
sonet hing where you get a better idea both as sponsors of the
project with the legislature of what the costs wll be going
forward. Black & Veatch estimated 4 percent of the cost of the
project or roughly $1.8 billion would go into the FEED st age.

3:53:01 PM

Wthout exercising the equity option the state's share of the
FEED period would be $145-180 nmillion; exercising the equity
option that would increase to $310-390 million, whereas
TransCanada carrying the interest alone would spend $215-270
mllion, but with the option $130-160 nmillion. So, the state
realizes sonme significant synergies and benefits from the
partnership wth TransCanada. And again, after the FEED is
anot her point where all of the parties involved will decide if
the project is ready for financing and advanci ng. That is the
final investnent decision (FID).

MR. PAW.OABKI said the core m ssion of AGDC, regardl ess of ASAP

was thoughtfully described as getting gas to Al askans and that
m ssi on does not go away if the AKLNG project advances. A |ot of
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work will continue being needed, which is not captured in any of
t he estimates.

3:54: 31 PM

SENATOR M CCICHE asked if it was safe to say that prior to the
FID if the state would buy out TransCanada's interest at either
of those two gates [on slide 5] and the project were to go
forward anyway that none of the work including the A A-rel ated
wor k woul d have gone to waste.

MR. PAW.OABKI said he thought that argunment could be nmade;
having that information keeps the project on track. The work
done north of Livengood up to Prudhoe Bay is valuable in any
instance. The big challenges from the state perspective really
start to growin the FID stage with the cash conm tnents coupl ed

with financing. A lot needs to be understood that w Il becone
much clearer during pre-FEED stage and that's where the
partnership will really pay dividends. He sees it using the past

to nove forward as expeditiously and successfully as they can.

3:57: 03 PM

At each stage in the project there are off ranps and decision
points for legislative and public review, he sumrarized, and the
state's commitnments wll be comensurate with the project's
pr ogr ess.

Sectional Analysis of SB 138

3:58: 13 PM
CHAI R d ESSEL announced taking up the sectional analysis of SB
138.

3:58:31 PM

MR, PAW.OABKI started with a presentation prepared by the
Department of Law (DOL). Sections 1-9, on pages 2-10, deal wth
expandi ng the general purposes of the ACGDC to add a subsidiary
corporation of the state to pursue an equity option in the
m dstream portion of a gas pipeline and in the associated
treatnment and |iquefaction.

Sections 10-22, on pages 11-18, anend Departnent of Natural
Resources (DNR statutes), enpowering the conmm ssioner to
negoti ate the agreenents both under confidentiality and with the
ability to work with legislative comrittees and legislators in
executive session relating to the authority of the comm ssioner
to work with lessees to amend certain oil and gas | eases,
provide royalty in kind for the project, and to manage the tax
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as gas (TAG. This is where the authority is found to devel op
the project-enabling contracts that would be subject to
subsequent | egislative oversight in certain circunstances; for
exanpl e, the firm transportation services agreement wth
TransCanada, that final agreenent to enter into the true
commer ci al partnership.

Sections 23-27, anend tax statutes and related authorities of
the comm ssioner of DOR allowng him to participate with the
DNR, it affects confidentiality for the comm ssioner and makes
adjustnments to the corporate incone tax and the oil and gas
production tax, which are the nobst significant changes in the
tax sections. The current production tax is anended to a gross
tax levied on gas after 2022 and allows for certain |eases to
pay that production tax in kind, which is one of the Kkey
sections in the project enabling concepts in the HOA. Those are
the broad three section of the legislation as they related to
t he 3-Ps.

4:03: 05 PM

Key ternms in the | egislation:

-definition of a "large dianeter natural gas pipeline project”
inserted to provide a distinction versus the Al aska Stand Al one
Pi peline Project (ASAP) that AGDC is currently pursuing
-"statutory subsidiary,” in section 7, calls out the bright
distinction the draft contenplates for that AGDC subsidiary
whi ch woul d be participating in the AKLNG proj ect

-"tax as gas" (TAG, in section 29, is a termnot actually used
in the bill, but refers to the concept of production tax being
paid for in gas rather than in paynents under taxes to the DOR

4:04: 14 PM
SENATOR DYSON asked if paying tax with gas is comon in the
i ndustry.

MR. PAW.OABKI answered not to his know edge on this continent.
4:05: 01 PM

SENATOR FAIRCLOUGH asked if there were any federal tax
consequences to the state for taking gas in kind versus dollars.
MR. PAW.OASKI replied none that he was aware of. He added that

i ssues were raised surrounding infrastructure rather than the
actual receipt of revenue through the tax.

SENATOR FAI RCLOUGH asked if the state taking gas in kind would
provi de an advantage to the state's other partners.
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MR. PAW.OASKI responded that the advantage to the other partners
is really in the economcs of the project and the alignnent of
interests in the project. As they get into the specific sections
related to state corporate inconme tax and the tax as gas
sections there are sone inportant points they would want to be
conscious of in the legislative process about how that gas gets
claimed for the purposes of the state's corporate incone tax,
and yet doesn't inadvertently inpact the producers on their
clainms at the federal |evel, because their paynents to the state
for production tax are deductible against federal incone tax. It
is a key point and the valuation needs to be transparent in
order for them to nake that claim That's why they should be
cautious with the | anguage here.

4:07:22 PM

-"nmodi fications  of | eases,” which is not used in the
| egi slation, but actually refers to sections 13-14 and the power
of the DNR conmmi ssioner to adjust the | ease terns

-"North Slope natural gas project,” which is in section 19 and
covers a generic trigger that is a gate for qualification for
entering into these processes wth the DNR and ultimately the
DOR

4:08:12 PM

Section 1 on page 3, lines 20-27, anmends AS 31.25.005 and is
intended to clarify and expand the authority of AGDC to advance
a large dianeter natural gas pipeline project other than the
instate pipeline project described in one other section and
provides that inportant parallel path for the state. The

addition on lines 24-27 is the power for |I|iquefaction and
treatment in connection with that Ilarge dianmeter natural gas
pipeline project; it's a separate authority but connected to

advancenent of the large scale project as drafted. Section 2 is
| argel y conform ng.

4:09: 36 PM

SENATOR BI SHOP asked him to explain section 3 that renobves the
description of a large diameter natural gas pipeline and asked
if that is taking the |arge dianeter pipeline out of HB 4.

MR. BALASH answered that this section, in particular,
di stingui shes between the two projects that AGC will now have
an interest in in going forward In an effort to make that clear,
the specific language referring to the two projects and the use
of funds for the projects is changed - in part to conform with
the establishnent of a separate fund to capitalize the expenses
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associated with AKLNG Previously, HB 4 was talking about
cooperating with sonme other project that it didn't have anything
to do with, and in this case, they will basically have a foot in
each canp.

SENATOR FRENCH said they just created AGDC |ast year and gave
them the function of building a snall pipe and told them not to
even conpete with the other pipeline, and now they are sort of
shoehorning this nmuch bigger project into the sanme corporation.

MR. PAW.OABKI responded that is an extrenely inportant part of
t he di scussion around SB 138. The A version is drafted with very
bright lines between the AGDC subsidiary participating in the
AKLNG project and AGDC participating in the ASAP project. The
idea is to start froma very bright line and | eave open to the
| egi sl ative process sone discussion about how to westle how the
state's participates in terns of that corporation.

SENATOR FRENCH said he agreed with that but was struck that
money to the large dianeter pipeline subsidiary can never be
used in advancing the ASAP line (page 4, lines 20-24), which
seens to be al nbst the exact opposite of efficiency.

4:14:50 PM

MR. PAW.OABKI said he could see how it would appear that way,
but the intent of the administration in developing this version
was to provide the protection and support for that distinct
Vi si on.

As deputy conm ssioner of DOR, M. Pawl owski said, he serves on
the Al aska Industrial Devel opnent and Export Authority (Al DEA)
Board and he thinks about it potentially in this way: AlIDEA and
the Al aska Energy Authority (AEA) are separate corporations with
separate budgets and separate m ssions that co-locate and share
resources. So, there are exanples, in state, where those
concerns for inefficiency are dealt with, even when there are
separate budgets and distinct protections.

The statutory subsidiary developed in this |language is slightly
different in that in AIDEA he wears the sanme board hat whether
he is on the AN DEA Board or the AEA Board. The |egislature can
then clearly foll ow what noney is devoted to what project.

SENATOR FRENCH asked if he foresaw any possibility that one
state bureaucrat would be forbidden from seeing what another
state bureaucrat was working on in these two subsidiaries or
shoul d they be able to share information freely.
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MR. BALASH answered there may be certain circunstances where
enpl oyees of the subsidiary and enployees of the ASAP effort
don't see information or share information, particularly in the
context of marketing.

4:18: 15 PM
SENATOR FAI RCLOUGH asked what a large dianeter pipe size is
exactly.

COW SSI ONER BALASH answered that the current plan and
configuration for the ASAP project is a 36-inch |low pressure
pi peline; the AKLNG project currently being evaluating is 42-48
inches operating at the significantly higher pressure of 2200

psi .

SENATOR FAI RCLOUGH said the tariff for the |larger dianeter pipe
in theory should be | ower and she thought that was why they were
going after a larger project.

COWM SSI ONER BALASH said that was correct initially. The nore
efficient the pipeline, the lower the cost will be to recover
the cost of constructing it. So, as an initial nmatter, the ASAP
project may experience a higher tariff, but over tine, that
woul d change.

4:21:31 PM

SENATOR FAIRCLOUGH asked if one could report fixed fees to
establish those tariffs or could different costs be blended
across boundaries in a subaccount (referencing Senator French's
comment about efficiencies to be had by mergi ng noney together).

COW SSI ONER  BALASH said she was really "striking at" the
tensi on between efficiency and transparency and that they were
erring on the side of transparency.

4:22:14 PM

SENATOR DYSON nused that he was a late and reluctant supporter
of the ASAP, because he couldn't see how it could deliver energy
anywhere in Alaska at an attractive price, but then realized for
lots of places, a price north of $15/ncf would still be quite
attractive and that with all the uncertainties - geopolitical
stuff and world gas supplies - and significant pushback on lots
of unconventional gas developnment plus extraordinary decline
rates in those fields, plus reservoir dynamcs, and the fact
that this project is out at |east 10 years, and his sense was
that this governor has known that there wll never be two
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pipelines built. But wth the ASAP line going forward if
everything else went in the ditch, Al askans would be working
forwmard to a project that could supply gas for Al askans,
al t hough expensive. It also provides a bargaining point for the
state in talking to the producers. He was also a believer that
the rocks were there in the reservoir in Cook Inlet and two or
three years ago that was very nuch in question.

MR. PAW.OABKI said he thought that |ine of reasoning was sound
and encouraged all Al askans to be very cautious about assum ng
sonmething is expensive or not, and the AGDC should be commended
on all the work it had done to drive those costs down.

4:27:16 PM

SENATOR FRENCH said they were careful |ast year not to nmke the
smal | dianeter a conpeting project of the big dianeter pipe and
asked if that restriction is gone now. Can they actually set
themup as real alternatives?

4:27:57 PM
MR. PAW.OANSKI went to page 4, section 3, and said the references
have changed and now includes a "cooperation standard."” The

concept of conpetition really is rooted in an A@ A concept and
with the cessation of AG A that concept of conpetition doesn't
have the sanme issue related to it. However, the question of the
| evel of conpetition going forward that anyone would want to see
is a fair point that needs to have sone discussion, but the

intent for cooperation - not conpetition - is retained in the
| anguage.

SENATOR FRENCH said it's still not clear whether the state is in
AGQ A or not.

COWMM SSI ONER BALASH said the question around conpeting projects
are rooted in the conmitment in the MOU to the state's |icensee
to not otherwi se conpete with them by providing inducenents -
cash or fiscal terns. In the MM the state pre-agreed wth
TransCanada to abandon that |Iicense and nove forward. He
explained that this particular clause about ensuring that the
AGDC project does not beconme a conpeting project had put sone
handcuffs on AGDC in their approach to things, and when AGDC
holds its open season in early 2015, they mght have already
gotten to a point where they know AKLNG is not noving forward
for one reason or another: the market or some fatal flaw
affected cost estimates or design.
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| f, however, AGDC s open season neets with success and they have
bids in excess of 500/ mctf/day, by having the I|icense behind
them AGC wll be able to respond to those bidders and
hopefully develop firmtransportation arrangenments with them

4:32:11 PM
MR. PAW.OASKI went to section 7, on page 6, line 17, that
est abl i shes a statutorily-created subsi di ary as an

instrunmentality of the state to hold the state's equity interest
in the large dianmeter LNG pipeline and associated facilities.
The subsidiary would also act as an investnent entity during the
LNG project and return revenues to the state. The subsidiary is
in the AGDC chapter for admnistrative purposes, but has a
separate | egal existence (the bright line).

Sonme advantages to the statutory subsidiary are that the powers
flow directly from the |legislature over which the state
mai ntains control, including state revenues. They believe in
mai ntaining state revenues' exenption from federal incone taxes
related to gas and the infrastructure, itself. Taking a step
away from traditional instate gas pipelines to a liquefaction
facility requires a higher level of diligence.

4:33.:55 PM

The subsidiary is created as an instrunentality as an integra
part of the state and the state has the authority to termnate
it. Some key attributes are:

-the state directs its revenues

-its enployees are state enpl oyees

-the state retains control over its operation

-it's subject to general laws that apply to other governnental
entities

-the governor retains board nenbers' appointnent and term nation
power s

MR. PAW.OANSKI went back to section 4, because having created
that statutory subsidiary he wanted to focus on separation of
the noney between the two projects. As Senator Bishop pointed
out, Section 3 creates clarity around the instate fund that was
established last year and anmends it to be clear that it cannot
"cross purpose” with the fund created for the new statutory

subsidiary in section 5, on page 5, lines 11-25.

4:35: 38 PM

SENATOR FRENCH sai d | anguage through the top of page 10 goes to
great lengths to keep the different lines distinct, but then it
says "instate natural gas pipeline shall refer to a large
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di aneter natural gas pipeline project described upstream” That
caused him to scratch his head and ask why they are suddenly
conflating the twd. They are bootstrapping the instate natural
gas pipeline and the large dianeter gas pipeline into a bunch of
provisions in HB 4 from last year. |Is the |large dianeter
pi peline exenpt from procurenent, confidentiality and so forth?

4:38:29 PM

MARY GRAM.I NG, Assistant Attorney General, Departnent of Law
(DAL), said Senator French was correct in his interpretation:
where the AGDC corporation provisions say "instate" those powers
need to apply also to the large dianmeter natural gas pipeline
project that would be transferred over to the subsidiary.

SENATOR FRENCH asked if all the provisions, like the instate
natural gas pipeline exenption from the Procurenent Code, apply
to both the large dianmeter pipeline as well or just the large
di ameter one, since it seens |like one definition was substituted
for anot her.

M5. GRAMLING replied that the intent in the current version is
that the ASAP powers stay the sane and the subsidiary would have
all the powers that it needs that are currently in "Sec 4
31. 25.080."

SENATOR FRENCH sai d that section seens confusing.

M5. GRAMLING said the intent was to do mninmal edits to the ASAP
line since they are so close to going to an open season.

4:40: 42 PM

MR, PAW.OWSKI said Sections 10-11, starting on page 10, line 24,

anend the powers of the conm ssioner of Departnent of Natura

Resources (DNR) to enter into short term commercial agreenents
for project services, the precedent agreenent (PA) in the MU
prior to the firm transportation services agreenent, to
negotiate terns for inclusion in proposed contracts related the
North Slope natural gas pipeline, to enter into confidentiality
agreenents related to the negotiations and contracts -
recogni zing that a proposed contract subsequently presented to
the legislature for purposes of obtaining authorization is not
confidential, the developnent of the contract is, but the return
to the legislature is not. The changes are on page 11, lines 27-
31, to page 12, |ine 14.

4:41:54 PM
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SENATOR DYSON asked him to explain why at several points
confidentiality is necessary in building these relationships.
Peopl e want to know why everything can't be in the open.

MR. PAW.ONBKI responded that the DOR thinks, for one, that under
the construct, the DNR woul d be managi ng the taxed gas on behal f
of the DOR, they would be consulting and follow ng al ong because
of their fiduciary duty to that tax revenue to return to the
general fund. He envisioned, for instance, that the DNR through
the HOA is entering into one of those individual negotiations
with one of the producers for disposition or sale of a share of
the LNG - ExxonMobil, for instance - so the state is benefiting
fromtheir expertise (their global supply chain). The ability at
the sane tinme of another party - say ConocoPhillips - who is
al so negotiating with the state in that marketing arrangenent,
to file a freedom of information act and get the terns of the
negotiations with DNR would inhibit DNR s ability to get the
best deal for the state of Al aska. There is constantly a tension
in all of these discussions between the need for transparency
and protecting a very real business interest.

SENATOR DYSON added that these individual conpanies certainly
don't want any of their partner/conpetitors to know much about
their financial situation.

MR. PAW.ONSKI said that was a good point and that Section 10 has
that balance and confidentiality that is critical in noving a
project forward in a way that protects the project from
conpetitors and protects the state interest within that project.

Language on page 12, lines 11-13, provides the ability for the
| egislature (as the state's board of directors) to get a w ndow
into these discussions by extending confidential information
into executive sessions. The next step wll demand a different

| evel of engagenent between the admnistration and the
| egi sl ature that they were | ooking forward to having.

4: 46: 16 PM
SENATOR FRENCH said three sections - section 10, subsection 13
on page 12, line 14, and section 11 that nodifies subsection 13

and adds a 14 - seemto nodify the sane existing |law and asked
why that was done.

M5. GRAMLI NG expl ained that when sections appear to repeat each
other it's often because they have different effective dates.
Section 10 would be effective imedi ately; section 11 would be
effective January 1, 2015. In this bill the reason for the
occasional delay in the effective dates is that the tax
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provi sions would take effect January 1, 2015. So, any section of
the bill that refers to the tax provisions has the simlar
del ayed effective date.

4:47: 43 PM

SENATOR FRENCH said page 12, lines 3-13, talk about the
| egi slature authorizing the contracts and there is no procedure
set out for how that happens: how nuch tinme they m ght have for
what sort vote or whether or not the contracts are negotiable at
that point, and asked what the mninmum tine would be for the
| egi sl ature to consider this proposal.

4:48: 27 PM

COWMM SSI ONER BALASH answered that the adm nistration envisioned
| everaging the state's royalty disposition process that they
rely on for purposes of selling royalty oil to Tesoro, for
instance. In those cases they provide a public notice -
opportunity for coment and review by the public - and
subsequent review by the Royalty Advisory Board, and then that
process finally culmnates in the introduction of |[|egislation
approving said contract. In this case the public notice
opportunity is a mnimum of 30 days, the notice and neeting
schedule for the Royalty Board is also required to be publicized
on line and in numerous publications; the opportunity then for
the legislature is a function of the |legislative process and how
long it will take to do the work.

SENATOR FRENCH asked if he would object to them making sone of
t hose provisions explicit to this decision.

COWM SSI ONER BALASH answered that they would be open to consider
those things, but they don't want to set out conflicting
processes.

4:50: 55 PM

MR. PAWOWSKI said the addition in section 11 is where in
consultation with the conmm ssioner of DOR, the conm ssioner of
DNR takes possession of that tax as gas, works it through the
sanme process that the DNR and policies use for disposal of the
tax as gas with the royalty gas. Here they are |everaging DNR s
expertise, and the reason for the repeat of the section is the
effective date of that tax provision is January 1, 2015,
happening after the powers granted to DNR are effective in the
legislation with that i mredi ate effective date.

4:51:51 PM
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MR. PAW.OABKI went to Section 23, on page 20, lines 23, to page
21, line 30, where the comm ssioner of DOR s directions and
powers reside. He explained in the previous sections the
| egi sl ation anends the powers of the conm ssioner of DNR and
some key elenents need to be expanded in the powers of the
comm ssioner of DOR The authorization for the comm ssioner of
DOR to consult with the conm ssioner of DNR on the devel opnent
of those contracts is on page 21, lines 28-30. A simlar
situation exists in section 24 on page 21, line 31, to page 23,
line 11, where DOR needs the ability to wrk wth DNR
i medi ately on the beginning of the devel opnent of contracts,
recogni zing that the tax provisions don't come into effect until
January 1, 2015. So, then the powers to direct the disposition
of revenues received fromthat tax as gas need to be authorized.

4:53: 51 PM

The purpose of sections 10 & 11 and 23 & 24 are really to
describe the relationship between DNR and DOR He said the DNR
today has people who work through the contracts and manage the
resources and the DOR does not do that; it has auditors,
accountants, and economists. So, they are leveraging DNR s
expertise in managing the resource by creating these sections
where t hey cooperate together.

Sections 13-14 that begin on page 14, line 26, give additiona
powers to the conm ssioner's powers to nake nodifications to
| eases. There are specific instances in the HOA where the
particular inpacts to things |ike switching between in value and
in kind where the departnment needs to really have upgraded
powers to deal wth gas. He asked Comm ssioner Balash to
describe the real inpacts of this section.

4:55: 26 PM

COWM SSI ONER BALASH said over tinme considering the inpacts of
certain lease terns on the operation, conmercial and otherw se,
of large dianeter natural gas pipelines they have seen a need to
make changes driven by the contractual needs of the players in
the project. Wen they considered an overland project to North
Anerica, the ability of the state to switch fromin value to in
kind on relatively short notice could create a real challenge in
managi ng capacity on the pipeline. So, the solution in that
particular instance was to seek from the Federal Energy
Regul atory Commission (RCA) a linmted waiver of the rules on
capacity or lease, so that in effect, capacity for royalty could
nove fromthe shipper to the state.

4:56: 58 PM
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In an LNG context, Conmm ssioner Balash said they have a
different challenge stemring from the nature of the sales and
purchase agreenents that the gas holder is likely to enter into
with LNG buyers and how much of their reserves are being
commtted in the sales contract. Prudhoe Bay, as an exanple, has
24 tcf of proven resource that will hopefully be sold under |ong
term contracts to buyers in the Pacific Rm If all, 24 tcf of
that gas is sold under SPAs and the state is taking in value

that is fine; but if in sonme other year the state suddenly
decides to switch and take our gas in kind, the producer will be
short of proven gas resource. That neans a couple of things: the
seller of the gas and potentially the buyer nmay take that right
to switch into account by striking a lower price for the gas.
That is not necessarily in our interest and would put the state
in the position of having to accept the terns of that SPA in
order to facilitate the switch. So, then what's the point of
swwtching back and forth from in value to in kind?
Realistically, there my need to be sone linmtation on the
state's right to switch, and in certain cases it may be an
elimnation of that right, but only if talking about the
comm tnent of all of the reserves.

He contrasted that with a different sales scenario and using the
same 24 tcf/gas. If only half of it is commtted to SPAs, then
the state switching fromin value to in kind won't necessarily
create the same challenge in terns of total reserves avail able.
There will be an inpact on production and how quickly the field
could potentially ranp up production and produce one-eighth nore
on a daily basis for the state's taking, but in that particular
circunstance there mght need to be sone reasonable limtation
on the duration of the notice the state nust provide before
switching, but not necessarily an elimnation of that right to
switch. So, here they ask for sonme flexibility in how those
prerogatives the state currently has under the |ease mght be
l[imted to fit the commercial needs of the circunstance in
guestion and the vol unes under consideration.

5:00: 25 PM
SENATOR M CCI CHE said he wanted to know what the calculation in
nunber 3 providing revenue to the Permanent Fund is.

5:01:18 PM
COWM SSI ONER BALASH responded that all of the |eases provide
revenue (25 percent of the | eases) to the Permanent Fund.

5:01: 26 PM

SENATE RES COW TTEE -19- February 7, 2014



SENATOR M CCI CHE said section 13 (page 14) starts by saying the
conmmi ssioner may propose nodifications to existing |eases that
relate to: (3) establishing fixed royalty rates and nodifying
net profit shares under |eases subject to this subsection (page
15, lines 12&13) and it seens to himthat it should also state
"not to go below 12.5 percent royalty rate.”

COWM SSI ONER BALASH said he understood what he was asking, but
in this item they have a desire to seek a fixed nunber in
i nstances where the state has |eases that pay a net profit share
or that has a sliding scale royalty. As they talk about
establishing a fixed position equity-wise in the project, if the
state winds up in a situation where our royalty paynment of gas
is going up or down, that is something that is going to affect
the producer as well as the state. So, they want to establish a
fixed nunber sonewhere between the base royalty rate and
whatever the high end is. The counterparty would want the
m ni mum and the state would want the maxi mum so they would find
sonething reasonable in the mddle. He would entertain |anguage
t hat provides nore confort.

SENATOR M CCICHE asked if he would feel confortable at |east
mat ching this code to the base royalty, so that people realize
t he Permanent Fund is protected.

COWMM SSI ONER BALASH replied he would be happy to provide waders
in addition to the belt and suspenders.

SENATOR FAI RCLOUGH said she thought that was a good idea and
likened it to a floor for the boots to wal k on.

5:04: 16 PM

MR. PAW.ONSKI said preserving the state's royalty share is very
inportant and this is an appropriate place to put a floor for
the boots to walk on. He said tax provisions cone in on January
1, 2015, and a conformng anmendnent (to the comm ssioner's
authority) was made in AS 43.55.014(b), which is the "taxed as
gas" where the departnent gets a share of the nol ecul es instead
of a tax paynent.

5:05:17 PM

SENATOR DYSON said he was worried about the scenario where the
capacity of the pipe is not fully conmtted and the state is
receiving both royalty and tax in nolecules and it has elected
to get its gas in value, so our gas is being marketed for us

but there is nore supply than we have long term contracts for.
So, then there is the opportunity for gas to be sold on the spot
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market. |f our gas is being marketed in long term contracts, he
was worried about l[osing the opportunity to sell it in the spot
market at two or three tines the fixed price, because of
choosing to sell our gas in val ue.

MR. PAW.OASBKI said that was a good question that is solved in
the contracts related to the LNG sales thenselves. The state
could decide to subscribe only 90 or 95 percent of its gas in a
long term fixed contract and keep sone for the spot market. DNR
mght be a little nore confortable with that concept today and
DOR would be a little cautious - part of the tension that wll
continue. That issue will be developed in the pre-FEED stage
with nore expert advice and work with people on the appropriate
| evel of what the spot market in LNG m ght evolve to.

SENATOR DYSON asked if it was possible for the state to say
we'll take ours in value and we want you to market ours just the
way you do.

COWM SSI ONER BALASH said that was sonething he would expect to
achieve in an arrangenment with any one or all three of the
producers for marketing purposes. Utimtely, the state wll
want to get to a place where it has a portfolio of contracts

then the question wll be how many of them will simlar and
which ones will differ and why. The issue is if the state wll
be putting all of its eggs in one marketing basket and taking
our tax as gas puts a lot of it there. The state hopes to
continue receiving corporate inconme tax paynments and property
tax paynents in cash and those are not insubstantial revenue
streans.

5:10: 14 PM

SENATOR FAI RCLOUGH said Asian markets do not have spot pricing
and Al aska has not been a partner before. So, they nust proceed
very cautiously in nmarketing on behalf of Al askans so that they
can provide sustainable energy across the state. There are both
ri sks and rewards.

MR. PAW.OWSKI agreed that this is a najor step for the state

with it comes risks and the opportunity for nore substantial
revenues than we would see in playing it safe and trying to make
a project conpetitive. That is why they envision a very phased
approach where these issues continue to be worked with the
| egislature and cone back to it for approval; the state's
commtnment grows as its wunderstanding grows, but it's not a
decision to wunilaterally take today. That is why there are
requests in the fiscal notes for additional experts and very
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good staff to work on these things. The opportunities are
substantial, but they are not sonething that should be entered
into lightly.

5:12:49 PM

MR. PAW.OASKI said a key point in the nodification slide [12] is
the step that needs to be taken before the processes are
initiated: the comm ssioner of DOR needs to nmake a witten
determnation that the North Slope natural gas project really
has sufficient financial commtnent for a work plan, sufficient
comm tnment of gas by |essees, and the concurrence of |essees to
the proposed nodifications. It's a trigger to start a process so
that not just any idea draws staff tinme and resources. The
royalty study the DNR did this sumrer cost several hundred
t housand dollars' worth of detail work plus staff tine.

5:15: 02 PM
MR. PAW.OABKI said the heart of the tax section is in section 29
on page 26, line 17, to page 27, line 13, and the opportunity

for a producer to elect to pay production tax wth nolecules.
So, the state gets a larger share of the gas than the regul ar
tax paynents. The trigger is on page 26, lines 18-20. The oil
and gas that is eligible to be paid in nolecules cones from a
| ease that has been nodified by the comm ssioner of DNR to
recogni ze that these are production tax paynents.

But the DOR doesn't have the same interaction in the civil
arrangement with the |lessees. The in kind sections of the HOA
recogni ze there are still a few major issues that need to be
wor ked out: marketing (the downstreanm) and what happens to the
LNG sal es, what happens on the upstream (around the off take and
bal anci ng agreenents) that provide the gas custody transfer from
the producer to the DNR. The option to pay tax as gas is limted
to production fromthose | eases where the DNR has entered into a
nodi fication agreenent. The DOR saw that as a gate to limt the
scope of where this ability to elect by a producer to pay their
tax as gas provides some protection to the DOR

5:17: 27 PM
SENATOR FRENCH asked how many |eases have the opportunity of
changing rates referred to in sections 13 & 14.

MR. PAW.OWBKI answered the ones they contenplate in |ooking at
this project have been Prudhoe Bay and Pt. Thonson, particularly
the Pt. Thonson | eases, because that's the gas that is commtted
to the AKLNG project.
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COWMM SSI ONER BALASH agreed and added that this is a general |aw,
which nmay be wuseful again further down the Iline by other
conpanies or for other |essees at other fields. That is why they
tried to make it a fairly flexible tool to use depending upon
t he circunstances that come through the door

SENATOR FRENCH asked if there is any oil and gas |ease on the
North Slope to which that could not be nmade to apply.

MR. PAW.OABKI answered that the paynent of tax as gas woul dn't
be possible on a federal |ease, because the DNR doesn't have any
relationship to nodify.

5:19: 32 PM
SENATOR FRENCH said it could apply to any |ease where the state
is the primary |and owner. M. Paw owski nodded yes.

MR. PAW.OABKI said the first instance of a gross tax rate of
10.5 percent (not the variable net tax rate) was on page 26,
lines 24-27. The HOA envisioned a tax rate sonewhere between 7
and 13 percent and on Mnday he would discuss why the
adm nistration introduced the legislation at 10.5 percent.
Language on page 27, lines 2-7 (slide 16) says if there is
sonehow a tax deficiency related to the TAG that the tax
including interest and penalties would be paid in val ue.

Also, he said it's inportant to know that TAG will be reported
in annual filings where the producer will be required to note
the gross anount of gas produced from each |ease or property
subject to the election of paynment (in section 37). He nentioned
it now because nenbers and the DOR hadn't worked wth this
concept before. Wile DNR is fairly used to accounting for
barrels in kind, the DOR has to adjust its systemto account for
how nuch gas was produced that was taken in kind because a
producer might actually have another |ease where they are not
produci ng production tax as gas. That is why their fiscal note
has an addition of nobney to reprogram the tax revenue nanagemnent
system The bill has sonme conformng section to detail how that
w Il be reported.

Oten nmenbers are concerned about Section 25 (page 23, lines 12-
16) that states the anpbunt of gas produced from each |ease, and
the nane of the person - in tax law a producer is a person -
will be public information. This is inportant for the Revenue
Sour ces Book.

5:23:16 PM
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MR. PAW.OANBKI said Sections 27-47 are about the inplenmentation
of this tax for North Sl ope gas. He explained that two taxes
are happening: one is the ability for tax as gas and the other
is setting a basic fixed tax of 10.5 percent on gas recogni zing
that there may be opportunities for in value production to be
contributed. It does not anend the 35 percent production tax
value on oil but rather separates out the tax on gas throughout
t he sections of the bill.

The additional conform ng anmendnments are in places where, for
exanple, in the mninum tax section it nmakes no sense to have a
mnimum tax of 4 percent on the gross when the tax is 10.5
percent on the gross. So, a conformng anend is in the m ninum
tax sections. Also, recognizing that the Mddle Earth oil and
gas production may be subject to the tax ceiling and credits
there is conformng |anguage to adjust to what really is a
sinple settling of the gross tax rate for the production tax.

5:24:50 PM

Wen they get into the nodeling next week, M. Paw owski said,
he woul d tal k about the inpact of sonme of the sections - section
43 (AS 43.55.165(e) - on page 44, line 21, which discusses how
the cal culation of |ease expenditures is done and the fact that
the production tax as gas is not included in as a deductible
| ease expenditure. M. Pawowski said the dilema for the
department and the policy call is that |ease expenditures do not
apply in a gross world, but vyet they are still |[ease
expenditures related to the production and devel opnent of gas.
So, they l|ooked at the inpacts of |ease expenditures on the
overall production tax system and next week they would walk
t hrough how that push and pull around |ease expenditures affect
the gross tax rate on gas. He pointed out that this section
| ooks conform ng but in economic terns it's actually not. It has
sonme substantial issues to understand from a tax perspective

For instance, SB 138 does not change several pieces of statute
like the Alaska Gasline Devel opnent Corporation's (AGC) core
m ssion, the property tax for oil and gas exploration production
pi pelines, what happens with royalty for Permanent Fund (PF) or
tax revenues for general fund (GF), or sone of the oil and gas
production tax limtations. There are sections that have an
i nportant inpact on revenues that they would also highlight for
t he menbers.

CHAIR GJESSEL thanked the presenters and held SB 138 in
comm ttee.

5:28: 28 PM
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CHAIR G ESSEL found no further business to come before the
Senate Resources Standing Conmttee and adjourned the neeting at
5:28 p.m
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