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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
devel op a large-diameter natural gas pipeline project, including
treatment state in kind; relating to the authority of the
conm 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; meking certain information fund; creating a subsidiary
related to a large-dianmeter natural gas pipeline project,
provided to the Departnent of Natural Resources and the
Department of Revenue including treatnent and |iquefaction
facilities; relating to the authority of the exenpt from
inspection as a public record; nmaking 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 under an election for gas after 2021; nmaking the
alternate mnimum 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
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only to oil; relating to apportionnent factors of gas delivered
to the state under an election to pay the oil and gas production
tax in of +the Alaska Net Incone Tax Act; authorizing a
producer's election to pay the oil and kind; relating to the
duties of the comm ssioner 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; anmending 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 TITLE: GAS PIPELINE; AGDC, O L & GAS PROD. TAX
SPONSOR(s): RULES BY REQUEST OF THE GOVERNCR

01/ 24/ 14 (S) READ THE FIRST TIME - REFERRALS

01/ 24/ 14 (S) RES, FIN

02/ 07/ 14 (S) RES AT 3:30 PM BUTROVI CH 205

02/ 07/ 14 (S) Heard & Hel d

02/ 07/ 14 (S) M NUTE( RES)

02/ 10/ 14 (S) RES AT 3:30 PM BUTROVI CH 205

02/ 10/ 14 (S) Heard & Hel d

02/ 10/ 14 (S) M NUTE( RES)

02/ 12/ 14 (S) RES WAl VED PUBLI C HEARI NG NOTI CE, RULE
23

02/ 12/ 14 (S) RES AT 3:30 PM BUTROVI CH 205

02/ 12/ 14 (S) Heard & Hel d

02/ 12/ 14 (S) M NUTE( RES)

02/ 13/ 14 (S) RES AT 8: 00 AM BUTROVI CH 205

02/ 13/ 14 (S) Heard & Hel d

02/ 13/ 14 (S) M NUTE( RES)
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02/ 14/ 14 (S) RES AT 3:30 PM BUTROVI CH 205

02/ 14/ 14 (S) Heard & Hel d

02/ 14/ 14 (S) M NUTE( RES)

02/ 19/ 14 (S) RES AT 3:30 PM BUTROVI CH 205
02/ 19/ 14 (S) Heard & Hel d

02/ 19/ 14 (S) M NUTE( RES)

02/ 20/ 14 (S) RES AT 8: 00 AM BUTROVI CH 205

W TNESS REG STER

JANAK MAYER, Part ner

Enal yti ca

Anchor age, Al aska

PCSI TI ON STATEMENT: Presented information on "Conpetitiveness,
Project Structure & Cash Exposure."

Nl KOS TSAFOS, Part ner

Enal yti ca

Anchor age, Al aska

PCOSI TI ON STATEMENT: Presented information on "Conpetitiveness,
Project Structure, & Cash Exposure.”

ACTI ON NARRATI VE

8:03:49 AM

CHAIR CATHY GESSEL <called the Senate Resources Standing
Commttee neeting to order at 8:03 a.m Present at the call to
order were Senators Bishop, Fairclough, French, and Chair
G essel. Senator M cciche arrived shortly thereafter.

SB 138- GAS PI PELI NE; AGDC, O L & GAS PRCD. TAX

8:04: 47 AM
CHAI R G ESSEL announced that the only order of business would be
SB 138 and the presentation from Enal yti ca.

JANAK MAYER, Partner, Enalytica, Anchorage, Al aska, presented
information on "Conpetitiveness, Project Structure & Cash
Exposure.” said it was his third year working wth the
| egi sl ature on energy issues.

Nl KOS TSAFOS, Partner, Enalytica, Anchorage, Al aska, presented
information on "Conpetitiveness, Project Structure, & Cash
Exposure” and said his background is in natural gas and
consul ting.

8: 06: 05 AM
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MR. TSAFOS said he would address the question of whether Al aska
will be in the noney or out of the nobney and how that related to
"in kind" or "in value," the md-stream options in the MU and
address the state's cash exposure. He showed a chart of places
around the world that have LNG noting that Alaska is conpeting
in a wrld with many choices. However, many of those resources
have considerable risks. The key elenment in looking at this
chart was to reassure Alaska and to draw a key distinction
between an expensive project, a project that is out of the
noney, and a project that doesn't get built.

8:08: 31 AM

MR. TSAFQS showed a simlar map of LNG sites in the md to late
2000's and began with Trinidad that had just brought on a train
in 2005 and were proposing another. At sone point Venezuela laid
out plans for three separate LNG facilities, N geria had just
brought train six on line and it had a nunber of other proposed
projects. (But if N geria built everything it said it was going
to build it would overtake Qatar.) Equatorial Guinea in 2007 had
just brought on a project and in 2008 and 2009 people were
working on a second train. North Africa was "really opening up”
and Algeria was very aggressive. Libya had just opened up the
deal with Kaddafi that brought in EN, Shell, and BP that al
had proposed projects there. Egypt had just started up, Norway
was bringing on line a project, Russia had a just finalized a
project with partners, Qatar had placed a noratorium on new
projects, but Iran was still going. Myanmar at sone point was
t hi nki ng about exporting gas by pipeline or LNG but Australia
was noving very slowy and Russia obviously had a |lot of gas
but at huge costs.

The reason he showed themthis chart with all the projects on it
was because none of them ever happened - none! Algeria finally
built sone projects, but they basically offset sone old
facilities they had but were shut down. Everything happened in
Australia and the reason was because everything else had fail ed.
So, when conpanies were |ooking for supplies, when you start
crossing everything off the list, whatever remains is the place
you go. The key elenent he wanted to point out is that Australia
was "by no nmeans" the |ow cost choice. Al the cheap stuff never
mat eri ali zed. The reason he says that is because it is inportant
to distinguish between an expensive project, a project that is
out of the nobney, and a project that does not get built. Just
because there are a lot of other projects out there that may be
cheaper than Al aska doesn't nean that all are going to happen or
that Al aska can't conpete in that market. At the end of the day
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what really matters is whether Al aska can sign contracts for a
price that nmake the buyers and the sellers happy.

8:12: 09 AM
SENATOR FRENCH asked about the Snofit expansion in 2005, because
their Black & Veatch Royalty study says it went on line in

Cct ober 2007.

MR. TSAFCS agreed that the first train went on line in 2007, but
an expansion was proposed. The reason he said this is because
yes, Alaska is an expensive project, but it doesn't nean that
it's an inpossible project. Alaska, in particular, has a nunber
of attractions; folks in Japan are getting excited about
Al aska's potential. Conpared to the shale gas revolution in the
Lower 48, the route from Al aska to Japan is not only closer, but
it does not cross any "choke points:" territorial waters of any
country that Japan is concerned about. A |lot nore than price
determ nes what Japan gets built, because they worry about the
Strait of Malacca, the South China Sea and ot her probl em areas.

8:14: 32 AM
H s graph was a sinplified version of what the four options - by
no means exhaustive options - and would |ook at how the MU

changes that structure when going through the nunbers for each
opti on.

8:16: 16 AM
MR. MAYER explained the by going to the status quo - taking
royalty and production tax in value - that far from insulating

the state from price exposure actually increases it in many
ways. The reason for that is that by solely looking at the
wel | head for value you have this enornobus fixed cost conponent
(the $66-o0dd dollars of tariff) that would apply to all of the
different mdstream elenents conbined that would actually
anplify the effect of novenment in price.

He asked them to think (abstractly) about the inpact, for
i nstance, of another fixed claim the nortgage that is a fixed
claimon the portion of the value of one's house. For instance,
if you buy a $100, 000 house, put down $10,000 and have a $90, 000
nortgage, and then the value of the house appreciates by
$10, 000, the fixed claim remains that sanme, but your investnent
has doubled. |f the value of the house depreciates by $10, 000
the fixed claimremains the same, but your entire investnent is
gone. So the 10 percent change in value of the house can give
one 100 percent change either way in the wvalue of his
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investnment. So, l|everage in that sense increases exposure to
price risk.

The idea that any form of fixed claim whether it's a |oan from
the bank or having another party build sone piece of
infrastructure and pay them a tariff for that - those are al
fixed clains that are a form of |everage - would increase the
state's exposure to price. So, taking value by solely taxing the
wel | head even though the state isn't directly paying a tariff
itself, by calculating the well head value on the basis of that
inplied tariff s essentially economc |everage, and that
i ncreases the state's exposure to price and price risk.

8:19: 00 AM
SENATOR DYSON asked him to explain the tariff piece on the
graph.

MR. MAYER expl ained that in conparison to the world of oil where
the tariff conbined for TAPS, nmarine transport and everything
el se is maybe $10, here the tariff is as nmuch as $66/BOE. This
means if you take the approach of sinply taxing the well head
value that is the sane as saying this part of the stream -
regardl ess of what the price is - is always going to get its
return first. The state would take what's left over after that
in the sane way as the bank is always going to get its noney
first.

8:20: 22 AM

MR. MAYER said they ran their nodel looking at the world of
royalty and production tax in kind as 25 percent gas share with
a corresponding equity share wth the idea that it's
counterintuitively reducing the state' price exposure rather
than increasing it (precisely because they are renoving a
substantial part of that elenent of |everage fromthe equation).

8:21: 09 AM

SENATOR FRENCH went to the Black & Veatch study and asked if
their nodel took into account the B&/ warning that the state
could lose up to 70 percent of the value of the royalty gas by
taking it in kind. Is there any reduction in the value of the in
kind gas because of the narketing issues and the other factors
that the study pointed out?

MR. MAYER answered that was an excellent question and they had

assunmed parity. And if one were to say there is a specific
impact on the state that it receives a poorer price than others,
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it wouldn't change the slope of the line, but it would bring it
down.

SENATOR FRENCH requested a slide of the state |osing 25 percent
in the translation fromvalue to in kind to get a better idea of
what m ght be our first or second years' experience.

MR. MAYER agr eed.
CHAIR G ESSEL noted the arrival of Senator MCuire.

8:22:59 AM

MR. MAYER continued to explain that the slope of the Iline
depends on a range of other factors: one is the tariff through
taxing at the well head or the physical tariff one has by having
other parties build the infrastructure and paying them for it.
It is a fixed claimthat increases the exposure he stated. There
will be other forns of |everage as the project devel ops. These
assunptions from Black & Veatch assune a 70 percent equity
capital structure behind the project. That neans that the state,
if it's a 25 percent participant, is only on the hook for direct
cash for 30 percent of its total capital call for its share of
the project and the bank has first claimon the cash flows from
the project, increasing the price exposure.

This represents the pure in kind world that the actuary sets out
before getting into the detail of the MO and the question of
what goes to TransCanada. If there is a third party participant
in sone portion of the mdstream you are again bringing back in
sonme elenment of a fixed claimand the question then becones what
is the ideal way of juggling that. Because by going with that
world you are reducing the state's initial upfront cash outlay
exposure (which is inmportant to nanage), but that also gives

soneone else first cash call. There is a balancing act between
what you are doing in that participation versus the decisions
one is making further down the track on things |ike overall

| evel of debt and equity in the project. These could bal ance
each other out. For exanple, a bigger share for TransCanada
could nmean the state needs to take a little less debt in doing
this to even out the risk reward that goes with the price
exposure. It's a question of thinking about all fixed clains as
a form of |everage that can be bal anced against each other to
achieve a degree of price exposure that the state is confortable
wi t h.

8:25:38 AM
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MR. MAYER noted that they had corrected the slide they presented
last tinme that had an error and also updated the nodel to
reflect a few additional things: factoring in the fact that
under SB 138 costs from production tax purposes renain clai nmable
against oil taxes regardless of whether they come from oil or
gas expenses. To that extent, they tal ked about the state having
a 25 percent share in the entire mdstream from gas processing
down to the LNG facility but not having to front other cash for
upstream devel opnent. In fact, effectively by having those costs
be deductible against oil taxes there is an after-tax state
contribution towards upstream expenses and those nunbers are
reflected in this slide.

8:.26:45 AM

SENATOR FRENCH asked about the overall governnent take of the
project. Black & Veatch says it's from 70-85 percent and it
seens like they are splitting the net present value 50/50
between the state, the feds and producers.

MR. MAYER said they would like to discuss that with Black &
Veatch in a little nore detail to understand their nodeling,
because it |ooks like there is a slight discrepancy.

SENATOR FRENCH qui pped that they mght have different ideas

about the word "slight," because they're tal king about $20 or
$30 billion.
8.27.48 AM

MR. MAYER said the MOU starts off with the overall 25 percent
share across the mdstream that the HOA entails and then has a
nunmber of possibilities; option 1 would be that the state
exercises its right to purchase a share of the TransCanada
vehicle that is responsible for the state's 25 percent of the
gas processing plant and the pipeline. If that were exercised to
the full 40 percent envisioned in the M, the state would end
up with a 10 percent stake in that portion of the mdstream but
still 25 percent share in the |iquefaction project.

The alternative is if the state has no stake in the upstream or
in the pipeline and only retains the 25 percent stake in the
i quefaction project. The next slide would show what that would
mean to the state in terns of overall project cash flows and
what the state is on the hook for, particularly in the years of
constructi on.

8:29:24 AM
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MR. MAYER showed a graph of the pure world of the SOA 25 percent
stake in gas treatnent and processing, pipeline and LNG and the
effect on total cash flows of TransCanada having 100 percent of
gas treatnment and pipeline on one line (red) and if the state
exercises its equity option and TransCanada only has 60 percent
of that 25 percent share the effect on the cash flow is another
line (yellow). GCbviously having an additional partner in this
decreases the cash exposure in the early years and
correspondingly neans that one takes less of the cash in later
years. He said it was easier to conpare cash flows to what one
m ght get from anot her investnent.

8:31:19 AM

SENATOR MCGQUI RE asked if he had a position on the 7.1 percent
that TransCanada wants to assess the state (because it's an
equity loan). Is that fair market val ue?

MR. MAYER said that was an excellent and relevant question. It's
a fixed claim on the cash flows of the project. Under the MU
there is a 12 percent cost of equity and a 5 percent cost of
debt; a 70/30 percent split between those two in weighted
average cost of capital is 7.1 percent during construction, and
for any subsequent expansions once the pipeline is in service is
a 75/ 25 percent split.

The MOU also has the rate tracker differential that gets set at
the time of final investnent decision, so they know what the
actual rate is depending on how the 30 year treasury has noved
bet ween now and the tine of final investment decision. There is
risk in both directions, but he suggested primarily upward risk
in where that may nove over the next several years, but that
deci sion can al so be made based on conditions at that time.

MR. MAYER said there are a nunber of questions: one what
limtations there are on the state's total ability to carry debt
for such a project and the difference in that sense between
TransCanada doing this versus the state doing it through debt
and all the other issues they have talked through in previous
sessions in terns of having a professional pipeline operator
that makes its nmoney by noving nol ecules, not by selling them
However, he said, you can't look at this only in cash terns have
a stake in the project. TransCanada brings a premum to the
tabl e that one needs to wei gh.

8:34:41 AM
SENATOR BI SHOP said you can't |ose sight of the |everage (having
a lower tariff rate for instate use of gas to Alaskans) by
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having TransCanada able to negotiate it. Alaskans want to see
sonmething else out of this project besides cash to the treasury
as direct cash back in their pocket at the burner tip. That
value is here and it's not showing up. But if that was nodel ed
over 40 years it would equal a real nunber

MR. MAYER said that was true, but the counterpoint is whether
the state could take that 25 percent stake itself and (arguably
charge a very low tariff) and also be a good pipeline manager,
particularly when it comes to expansions. If it is a sole
partner in an expansion, does it really want to get into a
business like that in the future by itself?

8. 36: 36 AM

MR. MAYER addressed what the state is potentially "on the hook
for" saying they |ooked solely at net cash flow out in the first
years of a project's lifespan in a nunber of different
scenarios. The first thing they noticed was that even in the in-
value/no equity world there is negative cash out. That conmes
back to the question he nentioned previously: because costs are
deducti bl e against oil production tax as well as both state and
federal corporate incone tax, sinply fromtheir being investnent
(in this case) in the upstream there is effectively a negative
cash inpact of that to the state. Investnent, particularly at
this level by itself creates an inplicit liability to the state.

The state could have close to $3.5 to $5 billion in total cash
call for the capital outlay in a 25 percent equity across the
value chain. The path of the MO reduces that by up to $1-1.5
billion by having another partner to share some of that capita
burden with.

He said this shouldn't be taken as gospel in terns of how cash
is actually spent through the project; those plans are a |ong
way off and it's hard to know how they will |ook. Enalytica is
trying to be conservative as possible by saying that nmaybe 30
percent of the cash could be spent in one year, which is how you
get to the negative $1.5 billion in 2023.

8:39:24 AM

SENATOR FRENCH said he liked the slide, but he inagined David
Teal, a legislative financial analyst, sitting in the audience
and devel oping a big stomach ache as he envisioned the State of
Al aska spending $1.2 billion in 2023 on a project in a year when

they will be looking at deficits and worrying about how | ong our
savings will last. The public should be thinking about where the
nmoney will come fromin these |ong out years.
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8:40: 21 AM

SENATOR M CCI CHE said what the slide covers is the variation in
the potential cash outlay depending on what deal gets entered
into and he asked M. Mayer to talk a little bit about the
sliding scale of the lowest to the highest potential outlay in
t hose years on this slide.

MR. MAYER explained that there is always sone outlay even in a

case of not participating in kind at all. So, in a peak year
that could be half a billion or just over that in a peak year of
construction versus $1.5 billion in the case of equity at a 25

percent |evel throughout the value chain. By having another
partner, TransCanada as proposed in the MO, that $1.5 billion
peak spendi ng annual exposure could then be clawed back to $1.1
to $1.2 billion,

8:41:41 AM

SENATOR M CCICHE said with all due respect to Senator French it
sounded |ike a scary statenent; the reality of it is that
Al askans would |ike gas available so that their futures could
look a little brighter and they could have sone potential
i ndustrial activity. But there is a cost all the way across the
val ue chain no matter how the state chooses to participate. This
di scussion is about if we want to share on sone of the upside or
sit back and have it all sort of be outside of our control.

CHAIR G ESSEL said the other inplication is if the state doesn't
participate if the project would even go forward at all

8.42:33 AM

MR. TSAFOS added that the other part they have tal ked about in
previous presentations is there is nothing that prevents the
state from offloading part of that 25 percent along the way if
it gives heartache to too many people. The state could think a
little nmore strategically; it my nmake sense to have 25 percent
share today and for the first one, two, three years before the
project has nonentum but the state could also decide at that
point that it's a lot of noney to invest. He opined that there
woul d be a lot of conpanies that would be happy to take sone of
that share off our hands and that there are multiple ways to
mtigate the state's cash exposure.

8:43:53 AM

SENATOR M CCICHE said he assunmed that in nost of the anal yses
the state's cost of capital is 6 percent and the cost of capital
from TransCanada at 7.1 percent.

SENATE RES COW TTEE -11- February 20, 2014



MR. MAYER asked him what he neant by the state's cost of
capital

SENATOR M CCICHE said he neant our Triple A rating where the
cost of our capital is |ower than TransCanada's.

MR. MAYER answered the cost of debt entailed in the MU for
TransCanada wll cost the state 5 percent and conme up to 7
percent when blended with the 12 percent cost of equity. The
nodeling in their recent slides |ooked at the returns rather
than the cash outlays in the early years. For sinplicity's sake
they went with a 5 percent cost of debt for their anal yses, but
t hey coul d use ot her nunbers.

8:45: 49 AM
SENATOR M CClI CHE asked what he would call a realistic scale for
the cost of capital over the next 30 years.

MR. MAYER said 6 percent could be called the state's opportunity
cost of capital, but it can borrow capital at substantially |ess
t han that.

SENATOR M CCICHE said it is inportant to really understand that
in conprehending the full value of TransCanada's rel ati onshi p.

MR. TSAFCS agreed. The way they look at it, the state has two
nunbers: what it can borrow (cost of debt) and its opportunity
cost (alternative uses for funds). They wll definitely work
through that analysis. That is why chart 11 shows bigger
variations. They are not assumng that it's just a 1.1 percent
difference. He wunderscored the difference between opportunity
cost and borrow ng cost.

8:48: 02 AM

MR. MAYER concluded with a slide showing that 70/30 percent
debt/equity ratio would be 30 percent of the corresponding
capital call. This is sinply to say what the maxinum in a base
cost scenario would look like what if the state decided that it
wanted to reduce price risk and do this all through equity.

8.49:12 AM

SENATOR FRENCH said he appreciated the "base case," because if
there are 20 percent cost overruns, everything gets multiplied
by 20 percent. He asked if that would be from the $60 billion
figure.
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MR. MAYER replied $45-65 billion cost of the mdstream incl uding
$3-4 billion in upstream costs above that (GIP, Pipeline, and
LNG pl ant) .

8:49: 47 AM
SENATOR M CClI CHE asked if the initial outlay is higher going in-
kind if the state would gain nore downsi de protection.

MR. MAYER said that was correct. There are nmany ways to change
that red line.

SENATOR M CCICHE asked if slide 11 cash flows for the state
between the two cases of in value and in kind were fairly
substantial for the long term

MR. MAYER responded particularly if one is |ooking solely at the
undi scounted cash flows. |If one |ooks at the net present value
of what the state is giving up, they could present sonme anal ysis
on that, but it is a relatively small piece of the total value
of the project. It is a significant reduction in the upfront
capital required, but it's a significant reduction in the tota

cash flows for the project (it's giving a piece of the m dstream
to athird party in the in kind world).

CHAI R G ESSEL held SB 138 in conmttee.
8:52:13 AM
There being no further business to come before the commttee

Chair G essel adjourned the Senate Resources Standing Conmmittee
at 8:52 a.m
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