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Response to Comments on the Alaska Natural Gas Pipeline Fiscal Contract 
Organization Submitted bv

Doyon, Limited Mery, James

Fairbanks North Star Borough

Haines Borough

Haines Chamber o f Commetcc

Hawk Consultants

Whitaker, Jim

Venables, I. Robert 

Haines Chamber o f Commerce

Tapp, Maynard

Ketchikan Gatew ay Borough and City o f Williams, Joe 
Saxman

0°85

Subm.ssion #

1675

1697

2166

0705

0099

AGPA01 
CNSTL 04 
FIF 02
OWNR1SK02 
WORK COMM 01

OFFTAKE 01

AKH IRE23 
COMM 08 
IMP S 02 
INFRA 04 
OFFTAKE 01

AGPA 02 
FIF 01
GENBENOI 
GENBEN 02 
GENBEN 05 
GENBEN07

EDI 06 
GENBEV’ 04 
OFFTAKE 01 
OTA 01

Subm issions - Organizations onl>

Code

RSC  RSK  01
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Response to Comments on the Alaska Natural Gas Pipeline Fiscal Contract Subm issions - Organizations only

Organization

Municij tl Advisor. Group

Submitted bv

Municipal Advisory Group

Submission # 

2112

Code

LCL X_18

Municipal Advisory Group Municipal Advisory Group 2113 LC LJX J8

Municipal Advisory Group Municipal idvisory Group 2114 IMP S_06

Municipal Advisory Group Municipal Advisory Group 2115 AKHIRE21

Municipal Advisory Group Municipal Advisory Group 2159 IMP S_07

Municipal Advisory Group Municipal Advisory Group 2160 IMP $ 05 
OFFTAKE 01

Municipal Advisory Group Municipal Advisory Group 2161 LCL X I 7

Municipal Advisory Group Municipal Advisory Group 2162 L C L X  07

Municipal Advisory Group Municipal Advisory Group 2163 LCL X 19

Municipal Advisory1 Group Municipal Advisory Group 2164 LEGIS 03 
LEGIS 07

NANA Worksafe Fagnani. Matthew 0843 FIF 01 
FISC 01 
GENBEN 02 
INCNT 01 
PPT 01

North Slope Borough Itta. Edward S. 1695 AKHIRE 16 
DISP 01 
ENVR II 
ENVR 12 
ENVR 13 
LCL X 09 
LCL_X_I0 
LCL X ! 1 
LC'L X 12 
LCL X 13 
L C L X  14 
LCL X 15 
LCL X I 6 
L C L X 1 7  
PPT 07 
UUFC0 I
WORK COMM 07
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Response Comments on the Alaska Natural Gas Pipeline Fiscal Contract 
Organization Submitted bv

Northrim Bank . Langland. Marc

Subm issions • Organizations only
Submission U

0467

Resource Development Council Owens, Tadd 2167

Shell Energy Resources Company Odum. Marvin 1673

Tanacross Incorporated Brean. Robert 1640

Code

FIFO 1 
GENBEN 01 
GENBEN02 
GF.NBEN 05 
LLC 05 
MRKT 03 
PFD 04 
PPT 01 
PPT03 
TIME 01

ACC02 
OWNRISK 02 
RCA 01 
UUFC02

ACC 01 
ACC 02 
ACC 04 
ACC 07 
ACC_ 12 
FERC 01 
FERC 02 
FERC 04 
RC’A 01

A K N A T V 0 3  
AK NATV 04 
AKHIRE 01 
AKHIRE 17 
AKHIRE 18 
AKH IRE19 
AKH IRE20 
IMP S_02 
IMP S_03 
IMP S 04 
INDST 02 
OFFTAKE 01 
SGDA 0 1 
SUBST 02
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Response to Comments on the Alaska Natural Gas Pipeline Fiscal Contract

Organization

Tesoro

Submitted by 

Burden, Gene

I'ongass Conservation Society Vickery. Gregory

TransCanada McConaghy. Dennis

TransCanada Kvisle, Hal

Submission tt Code

1635 ACC03
ACC J 6 
AK DMD O'
FERC 01 
FERC 04 
FERC05 
OFFTAKEOI 
RCA 01 
RCA 02 
REGCON 01

0096 ACC 11
AK DMD 01 
AKHIRE 04 
AKHIRE 05 
CNSTL 01 
CNSTL 03 
CNSTL 07 
DISP 01 
LCL X 01 
LCL X 04 
OTA 02 
OVRRCN 01 
PFD 03 
RCA 01 
STRND 01 
WORK COM.V 01

1212 CAN OWN 01 
CAN OWN 02 
CAN OWN 03 
CAN OWN 04 
CAN OWN 05 
CANREG 03 
CANREG 04

1213 CAN OWN 01 
CAN OWN 02 
CAN OWN 03 
CAN OWN 04 
CAN OWN 05 
CANREG 03 
CANREG 04

Submissions - Organizations only
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Response to Comments on the Alaska Natural Gas Pipeline Fiscal Contract
Organization
Udelhoven Companies

Submitted bv 

Udelhoven. Janies

Submission n

0835

VECO Alaska. Inc. Mai mey. Tom 0834

Code 

FIF O I
OVRRUN 03 
WORK COMM 02

AKHIRE 14 
FIFOI 
GENBEN 01 
GENBEN 05 
MRKT 03 
SGDA 02

Submissions - Organizations only
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P a r t  3

Index of A ll S u b m iss io n s  from  
Legislators or Their C onsu ltants

This index lists submissions from legislators or their consultants. The index is sorted 
alphabetically, and shows the submitter's name, the submission number and the SOCs to 
which the submission was coded. To find the state's responses to the concerns in a 
particular submission, look up the submission by the submitter's name in the appropriate 
index, note the SOCs to which the submission was coded, then look up the state’s 
response to the SOCs in Chapter 3 of the Summary of Public Comments.



Subm issions - Alaska Legislature and Legislative Consultants
To see the response to a submission, find the name of the legislator or legislative consultant in the alphabetical index 
and note the Statement of Concern fSOC) code(s) assigned to it Next, turn to the Response to Comments section to 
read the aefmition of the SOC and the response to the concern.

Response to Comments on the Alaska Natural Gas Pipeline Fiscal Contract

Name Submission # Code

Barnes. James 0804 ACK 01
Legislative Consultant CNSTL 04

CNSTL. 10 
CNSTL. 11 
DISP 01 
FERC 01 
FISC 01 
FI SC. 02 
FISC.06 
GF.NBEN05 
INCNT 01 
INKIND 01 
LLC 02 
LLC 04 
LLC O'7 
RCA 01 
RCA 02 
REGCON 01 
SGDA 01 
STRND 01 
WORK COMM 01 
WORK COMM 02 
WORK COMM 05 
WORK COMM 09

Submissions - Legislators & Consultants

Name Submission it Code

Ellis. Johnny and Ethan 2109 AC’C.07
Berkowitz ACC. 09
Alaska State Legislature dm d oi

AKHIRE 03 
CNSTL. 12 
DISP 01 
FERC 01 
FISCOI 
FISC04 
FISC 05 
FRCE 02 
INCNT 08 
INK IND 01 
LLC 08 
L L C .13 
NATRSC II 
OTA 02 
OWNRISK 04 
PTU 08 
RSRV X 01 
SGDA 03 
SGDA 08 
SGDA 09 
WORK COMM 08 
WORK COMM 09
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Nfi 2 Submission 4 Code

Gildan. Phillip C. 1646 LLC II
Legislative Consultant

Response to Comments on the Alaska Natural G as Pipeline Fiscal Contract

Gildan. Phillip C.
Legislative Consultant

Gildan. Phillip C. 

Legislate e Con sultan I

Gildan. Phillip C.

Legislative Consultant

Gildan. Phillip C.

Legislative Consultant

Gildan. Phillip C.

Legislative Consultant

Gildan. Phillip C.

Legisloth e Consultant

Guttenberg, David

Alaska State 

Representative

1647 LLC 09 
LLC 14

1048 LLC 09

1652 DISP 01

1653 LLC 11

1654 LLC 09

1655 FISC 01 
SGDA 06

1725 AKHIRL 03 
CANREG 01 
FIF 02 
RCA 01 
REGCON 01

Name

Ramras. Jay

Alaska State 

Representative

Shepler, Donald and 
Phillip C. Gildan 
Legislative Consultant

1726 ACC 09
AK .DM D .O l 
CNSTL.01 
FIF.02 
INKIND 01 
LLC .09 
LLC_ 13 
SGDA 14 
WORK COMM 01 
WORK COMM 09

Submissions - Legislators & Consultants

Submission tt Code

1668 ACC 02 
ACC.08 
ACC 10 
AC C J 1 
DISP 01 
FERC 01 
FERC 07 
INKIN'D 01 
L L C .I I 
OTA 01 
SGDA .07 
SGDA 20

Harris, John

Alaska State 
Representative

1018 AGPA .01
AKHIRE 03 
GENBEN 02 
HEARINGS 03 
INDST 02 
NATRSC 01
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Response to Comments on the Alaska Natural Gas Pipeline Fiscal Contract Submissions - Legislators & Consultants
Name
Thcmault. Gene 

Alaska Slate Senator

SubPiami * code 
1019 ACC 03

\GPA_01 
FERC 02

Name

Themaull, Gene and 
Ralph Seekins
Alaska. '* te Legislature

Sutm&Hgn $ Code 

2110 ACC 01
ACC07 
AK DMD 01 
CAN OWN 01 
CANREG02 
CNSTL0 I 
CNSTL 08

GENBEN 03 
GENBEN 05 
MRKT 0 I 
NATRSC 08

DISP 01 
FERC 06 
FISC 01 
FISC 08 
FISC 09 
FISC 10 
FRCE 02 
INKIND 01 
LLC 02 
LLC 08 
LLC 09 
LLC 11 
LLC' 13 
OtL PX 01 
PTU 05 
PTU 06 
RCA 01 
SGDA 01 
SGDA 14 
SGDA 16 
SGDA 17 
SGDA 18 
WORK C’OMM 01 
WORK COMM 03 
WORK COMM 06 
WORK C'OMM 08 
WORK COMM 09
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Response to Comments on the Alaska Natural G as Pipeline Fiscal Contract

Name

Wagoner. Thomas H. 

Alaska State Senator

Submission tt Code Name

Subm issions - Legislators & Consultants

Submission # Code
2111 ACC01 

AK FINC 01 
CNSTLO I 
CNSTL06 
CNSTL08 
LLC J1 
OWNRISK 02 
OWNRISK 04
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A t t a c h m e n t  2 :

State’s Official R e sp o n se s  
to Selected Com m ents



C o n t e n t s

During the course of the Public Comment Process, the State chose to respond 
individually to several comments. This attachment contains the state's official responses 
to these selected comments. It should be noted that all of the comments listed below were 
also includH in the public comment database. It is also important to note that these 
responses were written over the course the public comment and legislative process during 
which several key events transpired, and therefore the content must be understood in the 
context and timing in which they were written. To that end the responses are presented in 
chronological order. Finally, it should be noted that several of the responses have been 
edited from th originals for typographical and grammatical errors. Where words have 
been added or changed they are shown in brackets (*].

• Response to Backbone II; June 2. 2006

• Response to Alaska State Representative Jay Ramras; June 2, 2006

• Response to City of Valdez Mayor Bert Cottle: June 2 1, 2006

• Response to Karen L. Hunt, President of Commonwealth North, with attached 
response to CWN's June 9. 2006 contract comments; July 12, 2006

• Response to Alaska State Senator Gretcheu ('mess' July 2 1. 2006

• Response to Alaska State Senators Ralph Seckins and Gene Therriault, with 
attached response to Memoranda from Rick Harper and Donald Shcpler: August 
23, 2006

• Response to North Slope Borough Mayor Edward Itta; August 31, 2006

• Response to Alaska State Senator Gene Therriault; August 3 1, 2006

• Response to Alaska State Senator Gene Therriault and Alaska State
Representative Ralph Samuels: August 31. 2006

• Response to Alaska State Senator Gary Wilken; September 20, 2006

• Response to Alaska State Senator Gene Therriault and Alaska State
Representative Ralph Samuels with attached response to July 2. 2006 
memorandum from Greenberg and Traurig (legislative Counsel);
September 25. 2006

• Response to Alaska State Senator Thomas Wagoner; September 27, 2006

• Response to Tom Irwin, et. al.; October 18. 2006

• Response to Richard (Dick) LeFebvrc; October 18. 2006

• Response to Legislative Minority; October 20. 2006



B a c k b o n e  I I  R e s p o n s e
J u n e  2 , 2 0 0 6

T h is  is t h e  S t a t e ’s  p o in t  by p o in t  r e s p o n s e  to  th e  B a c k b o n e  II’s
M ay 19, 2 0 0 6  “P re l im in a ry  A n a ly s is  o f th e  P ro p o s e d  N a tu ra l  G a s  P ipe line
C o n t r a c t . ”

T h e re  a r e  n u m e r o u s  a n a ly t ic a l  e r r o r s  in  B a c k b o n e  IPs p re l im in a ry  
a n a ly s is ,  w h ic h  a r e  a d d r e s s e d  a n d  c o rre c te d  in th i s  d o c u m e n t .

B a c k b o n e  IPs p u r p o s e  in p r e p a r in g  its  May 19ll> m e m o r a n d u m  s e e m s  to  
be to s to p  th e  g a s  p ip e lin e  c o n tr a c t :

“T he  f irs t  q u ic k  a n a ly s i s  o f th e  G o v e rn o r ’s p ro p o se d  g a s  
p ip e l in e  c o n t r a c t  s h o w s  m a n y  s e r io u s  p ro b le m s ,  a n y  o ne  of 
w h ic h  s h o u ld  d isq u a li fy  fitl from  c o n s id e r a t io n ” (B a ck b o n e  II 
M ay 19, 2 0 0 6  m e m o r a n d u m  a t  p ag e  1)

M oreover, th e  B a c k b o n e  II m e m o r a n d u m  r e s o r t s  to  th e  u s e  o f  fear, 
h y p e rb o le  a n d  m is t r u t h  to in f lu e n c e  th e  r e a d e r  to  be  a g a in s t  th e  g as  
p ipe lin e  c o n tra c t :

“T he  p ro p o sa l  g ives m o s t  of th e  p ro f i ts  to  th e  oil c o m p a n ie s  
w hile  th e  S ta te  t a k e s  m u c h  m o re  t h a n  i ts  s h a r e  o f  r isk , 
in c lu d in g  the  p o ss ib i l i ty  of e x p o s in g  th e  P e r m a n e n t  F u n d .  
(B a ck b o n e  II M ay 19. 2 0 0 6  m e m o r a n d u m  a t  p a g e  1)

B e c a u s e  th e  c o n t r a c t  is th e  r e s u l t  o f  give a n d  ta k e  n e g o t ia t io n s  w ith  th e  
S ta te  a g re e in g  to i te m s  im p o r ta n t  to  th e  P r o d u c e r s  in e x c h a n g e  for i te m s  
im p o r ta n t  to th e  S ta te ,  we r e q u e s t  t h a t  th e  r e a d e r  c o n s id e r  th e  c o n t r a c t  
a s  a  w hole . Will it r e a s o n a b ly  p ro g re s s  th e  g a s  p ip e l in e  p ro jec t  w i th o u t  
u n r e a s o n a b le  r isk  to  th e  S ta te ?  Will th e  r e w a rd s  rece ived  by th e  S ta te  
o u tw e ig h  th e  r i s k s ?  Is th e r e  a  v iab le , b e t t e r  a l te rn a t iv e ?  We a r e  s e e k in g  
a th o u g h tfu l  d i s c u s s io n  on  th e  m e r i t s  to a n s w e r  th e s e  q u e s t io n s .

We u rg e  th e  r e a d e r  to  s e e k  a d d i t io n a l  in fo rm a tio n  to  t h a t  c o n ta in e d  h e re .

O u r  w e b s i t e  a d d r e s s  is:  h t t p : / / w w w . g o v . s t a t e . a k . u s / g a s l i n e /

P a g e  1 o f  3 2
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B a c k b o n e  I I  R e s p o n s e
J u n e  2 , 2 0 0 6 __________

1. T h e  c o n t r a c t  i s  in  c o n f l i c t  w i t h  t h e  c u r r e n t  l e g a l  d e f i n i t i o n  o f  
“ S t r a n d e d  G a s .”

B a c k b o n e  II c o n te n d s  t h a t  th e  c o n t r a c t  co n fl ic ts  w ith  th e  c u r r e n t  
legal d e fin i t io n  o f " S tra n d e d  G as" a n d  th e  "only w ay  to  p ro ve  th e  
g a s  is s t r a n d e d  is to o p e n  u p  su ff ic ien t  g a s  p u r c h a s e s  to  free 
m a r k e t  fo rces  a n d  to h a v e  so m e b o d y  sh o w  u p . ”

T h e  s u g g e s t io n  th a t  th e  g a s  s h o u ld  so m e h o w  be  "o p en ed  u p  to free 
m a r k e t  forces" m a k e s  no  s e n s e .  T he  large  N orth  S lope  p r o d u c e r s  
h av e  p ro p e r ty  r ig h ts  in th e i r  g a s  le a se s .  D oes B a c k b o n e  s e r io u s ly  
c o n te n d  t h a t  th e  S ta te  c a n  a u c t io n  off g a s  he ld  by  l e a s e h o ld e r s  w ith  
w h o m  th e  S ta te  h a s  e x e c u te d  valid  le a s e s ?  O r s h o u ld  th e  S ta te  
a t t e m p t  to  revo ke  th e  le a se s ,  th e re b y  p ro v o k in g  y e a r s  o f  l i t iga tion  
ove r  th e  b i l l io ns  of d o l la rs  o f v a lu e  th a t  t i io se  le a s e s  r e p r e s e n t?
W hy d o e s  B a c k b o n e  II t h in k  th o se  le a se s  w o u ld  go to  its  c r ?nt g iven 
th e  o b lig a t io n  u n d e r  A la sk a  law to p lace  s u c h  le a s e s  o u t  to  b id ?  In 
a n y  ev en t ,  th e  o b jec t  of th e  SGDA w a s  to find th e  s u r e s t  w ay , g iven 
p rev a ilin g  c o n d i t io n s ,  to m ove th e  g a s  to m a rk e t ,  th e re b y  m o n e t iz in g  
o u r  g a s .  T he  A d m in is t r a t io n 's  cho ice , a f te r  w e ig h in g  th e  
c i r c u m s ta n c e s  a n d  th e  o p t io n s  o f c o m p e t in g  p ro je c ts ,  w a s  to 
n e g o tia te  a  c o n t r a c t  w ith  th o se  w ho  h av e  th e  g a s  b e c a u s e  th a t  w a s  
th e  m o s t  e x p e d i t io u s  w ay  to  s e c u r e  a g a s  p ipe line .

O ver th e  l a s t  3 0  y e a r s  o th e r  p ro je c ts  w ith  low er c o s ts ,  low er r i sk s ,  
h ig h e r  r a t e s  o f  r e t u r n  o r  o th e r  a t t r ib u t e s  h ave  b e e n  d e v e lo p ed  w hile  
A la sk a n  n a t u r a l  g a s  h a s  no t. In fact, n a tu r a l  g a s  p r o d u c t io n  
w orld w id e  h a s  m o re  t h a n  d o u b le d  from  9 7 .2  billion c u b ic  feet p e r  
d a y  in 19 70  to  2 5 8 .8  billion c u b ic  feet p e r  d a y  in 2 0 0 5  T h e  
a v e rag e  g ro w th  r a te  w a s  4 .9 %  p e r  y e a r .  T h u s ,  o t h e r  n a tu r a l  g a s  
p ro je c ts  [likely le ss  expensive] h a v e  b e e n  dev e lo p ed , w h ile  A la s k a n  
n a tu r a l  g a s  h a s  no t.

T h e  G o v e rn o r  h a s  a c k n o w le d g e d  th a t  to d a y 's  p r ice  fo re c a s ts  a re  
e n c o u r a g in g  to th e  p ro jec t.  How ever, b o th  h e  a n d  th e  
C o m m is s io n e r  o f R e v en u e  recogn ize  t h a t  in c r e a s e d  g a s  p r ic e s  a lso  
in c re a s e  th e  v iability  o f c o m p e t in g  in te rn a t io n a l  p ro je c ts .  T he  
A la sk a  G a s  P ipe line  P ro jec t m u s t  be  e n h a n c e d  to  m a k e  it m o re  
com p e ti t ive .

P a g e  2 o f  3 2



B a c k b o n e  I I  R e s p o n s e
  J u n e  2 ,  2 0 0 6

As c o n te m p la te d  by  th e  S t r a n d e d  G a s  D e v e lo p m e n t  Act, th e  
C o m m is s io n e r  o f R e v e n u e  in h i s  "P re l im in a ry  F in d in g s  a n d  
D e te rm in a t io n  o f  th e  C o m m is s io n e r ” u s in g  th e  ab o v e  in fo rm a tio n  
a n d  o th e r  a n a ly s i s  " h a s  d e te r m in e d  t h a t  ANS g a s  is s t r a n d e d  for 
p u r p o s e s  o f  th e  SGDA." FIF S e c t io n  9 .2 .1  a t  2 4 2 ;  see  a lso  S ec tio n
1.4 .3  a t  F IF  2 4 -2 5 .  T h e  e c o n o m ic  a n a ly s i s  t h a t  s u p p o r t s  h is  
c o n c lu s io n  is c o n ta in e d  in  A p p e n d ix  C.

T h a t  a n a ly s i s  s a t i s f ie s  th e  d e f in i t io n  in th e  SGDA.

B a c k b o n e  II m a y  o b jec t  to th e  p ro c e s s  followed by th e  
C o m m is s io n e r  o f  R e v en u e ,  b u t  it is th e  p r o c e s s  t h a t  th e  L eg is la tu re  
s e t  o u t  in th e  SGDA. If th e  r e q u is i te  q u a l i f ic a t io n s  a re  m e t ,  th e  
C o m m is s io n e r  o f R e v e n u e  "m ay  develop  a  c o n tra c t"  (4 3 .8 2 .2 0 0 )  a n d  
in c lu d e  w ith in  th e  c o n t r a c t  a  v a r ie ty  of t e r m s  r e la t in g  to  ro y a lty  a n d  
ta x e s ,  a m o n g  o t h e r  m a t t e r s .  T h e  L e g is la tu re  spec if ica lly  p rov ided  
for c o n f id e n t ia l i ty  to  a t t e n d  to  in fo rm a tio n  s u p p l ie d  in th e  
n e g o t ia t io n s .  A c tin g  w i th in  t h e  c o n f in e s  o f  th e  SG D A ’s 
r e q u i r e m e n ts ,  t h e  C o m m is s io n e r  a lso  k e p t  key  m e m b e r s  of th e  
L eg is la tu re  in fo rm e d  a b o u t  th e  p ro g re s s  o f  th e  n e g o t ia t io n s .  Not 
on ly  w ere  c o n f id e n t ia l  n e g o t ia t io n s  in k e e p in g  w ith  th e  SGDA, th ey  
a r e  th e  n o rm  for b u s i n e s s  n e g o tia t io n s .

2 . T h e  c o n t r a c t  v i o l a t e s  T i t l e  IX  o f  t h e  C o n s t i t u t i o n  b y
c o n t r a c t i n g  a w a y  t h e  t a x i n g  a u t h o r i t y  o f  f u t u r e  l e g i s l a t u r e s .

B a c k b o n e  IPs a s s e r t i o n s  a r e  n o t  g r o u n d e d  in th e  la n g u a g e  or 
h is to ry  of A rtic le  IX a n d  re le v a n t  federal C o n t r a c t  C la u s e  c a se  law, 
w h ic h  co llec tive ly  m a k e  c le a r  t h a t  th e  A la sk a  C o n s t i tu t io n  a llow s a 
le g is la tu re  to  te m p o ra r i ly  c o n t r a c t  aw ay  i ts  ta x in g  pow er.

T h e  A tto rn ey  G e n e ra l  h a s  i s s u e d  a  le n g th y  a n d  well r e s e a r c h e d  
o p in io n  w h ic h  c o n c lu d e s  t h a t  t h e  p ro p o s e d  c o n t r a c t  is in 
a c c o rd a n c e  w i th  s e c t io n s  1 a n d  4  of A rticle  IX o f th e  A laska  
C o n s t i tu t io n .  T h e  A d m in is t r a t io n  h a s  a c k n o w le d g e d  th a t  th is  is a  
c a s e  of f irst im p r e s s io n  in A la s k a  a n d  th a t  it is likely to  be  lit igated .

A l s o  s e e  a n s w e r  t o  i t e m  6 .
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3 . T h e  c o n t r a c t  s t a t e s  t h a t  “ a n y  f a i l u r e  t o  c o m p l y  w i t h  A r t i c l e  6  
( t h e  A la s k a  h i r e  p r o v i s io n s ) ,  d o e s  n o t  c o n s t i t u t e  a  m a t e r i a l  
b r e a c h  o f  t h e  c o n t r a c t . . . ”

B a c k b o n e  m is le a d in g ly  q u o te s  on ly  a  p o r t io n  of th is  s e n te n c e  of th e  
A la sk a  h ire  se c t io n  of th e  c o n t r a c t .  T h e  full se c t io n  r e a d s  a s  
follows: “Any fa i lu re  to co m p ly  w ith , o r  b re a c h  of, A rticle  6  d o e s  no t 
c o n s t i tu t e  a  m a te r ia l  b r e a c h  ju s t ify ing  th e  t e r m in a t io n  of th is  
C o n t r a c t .” ( e m p h a s i s  added).

A b r e a c h  of A rtic le  6  do es  n o t  fall w i th in  th o s e  c i r c u m s ta n c e s  o f th e  
p a r t i e s ’ a g r e e m e n t  to  limit th e  t e rm in a t io n  p e n a l ty  to a  fa ilu re  to 
a d v a n c e  th e  p ro jec t  w ith  d iligence . A rtic le  6 .7  d o e s  s e t  forth  th o se  
r e m e d ie s  a v a i la b le  to th e  S ta te  for b r e a c h e s  o f th e  A la sk a  h ire  
p ro v is io n s .

T e rm in a t io n  o f  th e  c o n tr a c t  u n d e r  A rticle  5 is th e  u l t im a te  
c o n t r a c tu a l  p e n a l ty  th e  S ta te  c a n  seek . It is o n e  th a t  is av a ilab le  
only  p r io r  to p ro je c t  s a n c t io n  — th e  p o in t  a t  w h ic h  FE R C  a n d  NEB 
h a v e  i s s u e d  c e r t i f ic a te s  a n d  th e  e n t i ty  o w n in g  th e  p ip e lin e  h a s  
given n o t ic e  t h a t  it will p ro ce ed  w ith  c o n s t r u c t io n .  B e c a u s e  th e  
c o n s e q u e n c e s  of t e rm in a t io n  a re  so  sev ere ,  th e  S ta te  m u s t  
d e m o n s t r a te  by “c le a r  a n d  c o n v in c in g  e v id e n c e ” t h a t  t h e  P ro d u c e r s  
h av e  n o t  a c te d  w ith  “d i lig en ce”, th e re b y  c a u s in g  a  m a te r ia l  a d v e rse  
im p a c t  o n  th e  p ro jec t.  The p a r t i e s  h a v e  a g re e d  t h a t  th e  
t e rm in a t io n  p ro v is io n  u n d e r  Article  5 s h o u ld  be a  r e m e d y  lim ited  to 
a  very  n a r r o w  se t  o f  c i r c u m s ta n c e s  a s  b e fi ts  a  p e n a l ty  th is  d ra s t ic .

4 .  T h e  c o n t r a c t  f o r b i d s  d i s p u t e s  b e t w e e n  t h e  S t a t e  a n d  t h e  
p a r t i c i p a n t s  r e g a r d i n g  t h e i r  o b l ig a t io n s  u n d e r  t h e  c o n t r a c t  
f r o m  b e i n g  a d j u d i c a t e d  a n d  r e q u i r e s  t h a t  t h e y  b e  d e c i d e d  b y  a n  
a p p o i n t e d  “ T r i b u n a l ” .

The c o n t r a c t  d o e s  n o t  forbid th e  a d ju d ic a t io n  of c o n t r a c t  d i s p u te s  
b e tw ee n  th e  S ta te  a n d  o n e  o r  m o re  p a r t i c ip a n ts .  All d i s p u te s  
u n d e r  th e  c o n t r a c t  a re  s u b je c t  to  a d ju d ic a t io n ;  th e  fo rm  of th e  
a d ju d ic a t io n  is a rb i t r a t io n  a c c o rd in g  to  a  c a re fu l ly  b a la n c e d  se t  of 
ru le s  m o d e le d  o n  th e  ru le s  o f  th e  I n te r n a t io n a l  I n s t i tu t e  for C onflic t 
P re v e n t io n  a n d  R e so lu tio n  (“C P R ”). A rb i t r a t io n  is w ide ly  u til ized  in 
US a n d  in te r n a t io n a l  c o m m e rc ia l  c o n t r a c t s  to  reso lve  d i s p u te s .
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T h e  S ta te  h a s  a g re e d  to  a n  a rb i t r a t io n  c la u s e  in  a  n u m b e r  of 
e x is t in g  c o n t r a c t s  a n d  h a s  s u c c e s s fu l ly  invo ked  it— m o s t  rec en t ly  in 
a n  ac tio n  a g a in s t  ExxonM obil.

B ack  one  II s h i f t s  b a c k  a n d  forth  b e tw e e n  th e  g e n e ra l  p ro v is io n s  of 
th e  d i s p u te  r e s o lu t io n  a n d  th e  sp e c ia l  p ro c e s s  for te r m in a t io n  o f 
t h e  c o n t r a c t  u n d e r  th e  w o rk  c o m m i tm e n t s  c la u s e  in a  c o n fu s in g  
m a n n e r .  It a l le g e s  th a t  th e  a rb i t r a t io n  p ro c e s s  is  “heavily  b ia se d  to 
v ir tu a lly  a s s u r e  t h a t  th e  p r o d u c e r s  w o u ld  p reva il  in a n y  a t t e m p te d  
a r b i t r a t i o n .” T h e y  cite  g en era lly  th e  a lleged  a b s e n c e  o f  a  d a m a g e  
rem ed y , a lk  ed  u n f a i r n e s s  in se le c t in g  th e  a r b i t r a to r s ,  a n d  alleged  
u n b a la n c e  in d isco v ery  r ig h ts .  T h ey  a ls o  m a k e  a n  a r g u m e n t  th a t  
th e  p r o d u c e r s  a re  e x e m p te d  from a rb i t r a t io n  for fa i lu re  to m ove th e  
p ro jec t  fo rw a rd .  T h e ir  g e n e ra l  a l le g a t io n s  a b o u t  th e  d i s p u te  
re s o lu t io n  p r o c e s s  will be  a n s w e r e d  first followed by a n  a n s w e r  to 
th e  i s s u e s  th e y  ra is e  a b o u t  te r m in a t io n  u n d e r  th e  w ork  
c o m m i tm e n t s  c la u se .

C o n t r a ry  to B a c k b o n e ’s  a lleg a tio n  th a t  d a m a g e s  c a n n o t  be 
a w a rd e d ,  R u le  C .1 0  p ro v id es  th a t  “th e  T r ib u n a l  m a y  g r a n t  a n y  
re m e d y  o r  relief, in c lu d in g  p ro v is io n a l  re lief a n d  specific  
p e r fo rm a n c e ,  t h a t  is w ith in  th e  sc o p e  o f  th is  C o n t r a c t  a n d  
p e rm is s ib le  u n d e r  th e  Law a p p l ic a b le  to  th e  D is p u te .” D a m a g e s  
a re  av a ilab le  a s  p a r t  o f  “a n y  r e m e d y ” ex ce p t  in  a  few lim ited  
c i r c u m s ta n c e s .

W ith  reg a rd  to  a rb i t r a t io n .  B a c k b o n e  is s im p ly  w ro n g  in  s ta t in g  
t h a t  the  p r o d u c e r s  a re  g r a n te d  g re a te r  r ig h ts  t h a n  th e  S ta te  in 
se le c t in g  a r b i t r a to r s .  D is p u te s  m a y  ta k e  th e  form  of a  d i s p u te  
b e tw ee n  th e  S t a te  a n d  o n e  c o m p a n y  o r  b e tw ee n  th e  S ta te  a n d  m ore  
t h a n  one  c o m p a n y .  In e a c h  c a se ,  th e  p a r t i e s  to  th e  d i s p u te  jo in t ly  
try  first to  a g re e  on  th e  a rb i t r a to r s .  At th is  s ta g e ,  th e re  is n o  vo ting  
p ro c e ss ;  th e  p a r t i e s  d i s c u s s  w h o  is qua lif ied  a n d  se e k  to  a g re e  on 
th e  p an e l .  If a g r e e m e n t  is n o t  r e a c h e d  w ith in  75  d a y s ,  th e n  a  
n e u t r a l  body , n o t  th e  p a r t ie s ,  p ro v id es  a  list o f  q ua lif ied  a rb i t r a to r s  
from  th e ir  s t a n d in g  l is ts  of e x p e r ie n c e d  a rb i t r a to r s .  T h e  p r o d u c e r s  
do  no t  h av e  g r e a t e r  r ig h ts  t h a n  th e  S ta te  a t  e i th e r  s tag e .

A fter th a t ,  e a c h  p a r ty  m a y  s t r ik e  o n e  c a n d id a te .  In  a  s ing le  
p a r t i c ip a n t  d i s p u te ,  e a c h  s ide  g e ts  a  s ing le  s t r ik e  from  th e  lis t.  In a  
m u l t i - p a r t i c ip a n t  d i s p u te ,  e a c h  p a r ty ,  w h e th e r  th e r e  a r e  th r e e  or
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fo u r  p a r t ie s ,  g e ts  a  s t r ik e  b u t  th e r e  is n o  r e a s o n  to  a s s u m e  t h a t  in 
all c a s e s  th e  p r o d u c e r s  will ta k e  a  u n if ie d  p o s i t io n .  In d e e d ,  in a  
d i s p u te  over th e  e x p a n s io n  p ro v is io n s ,  for e x a m p le ,  th e  S t a te  a n d  
o n e  p r o d u c e r  o r even  tw o p r o d u c e r s  c o u ld  lin e  u p  in e x e rc is in g  th e  
r ig h t  to s t r ik e  a g a in s t  a  th i rd  c o m p a n y .  E v e n  so , th e  v a lu e  of 
s t r ik in g  a  p o te n t ia l  a r b i t r a t o r  from  th e  l is t  is  q u i te  l im ited  b e c a u s e  
n e i th e r  th e  S ta te  n o r  th e  c o m p a n ie s  will h a v e  th e  r ig h t  to  n o m in a te  
p re fe r re d  c a n d id a te s  to  th e  n e u t r a l  l is t  p ro p o s e d  by CPR.

B a c k b o n e  a ls o  m i s u n d e r s t a n d s  th e  d is c o v e ry  p ro v is io n s .  D iscovery  
is s c a le d  a c c o rd in g  to t h e  size  o f th e  d i s p u te .  T h e  la rg e s t  d i s p u t e s  
t h a t  c o u ld  a r i s e  u n d e r  th e  c o n t r a c t  w o u ld  b e  d i s p u te s  c o n c e rn in g  
th e  p a y m e n t  in l ieu  of th e  n e w  PPT. T h o se  d i s p u t e s  a r e  n o t  s u b je c t  
to an y  p r e - s e t  lim it on d isco v ery . T he  T r ib u n a l  d e c id e s  w h a t  
d isco v ery  is a p p r o p r ia te  to  th e  c i r c u m s ta n c e s .  T h a t  is  v ir tu a lly  th e  
s a m e  s t a n d a r d  a s  c o u r t s  app ly .

T he  o th e r  la rg e  d i s p u te s  t h a t  th e  S ta te  h a s  faced  in th e  p a s t  s u c h  
a s  th e  d i s p u te s  a b o u t  t h e  v a lu e  o f  oil o r  g a s  for t a x  o r  roya lty  
p u r p o s e s  s h o u ld  n o t  a r is e .  T h e  r e a s o n  is t h a t  th e  S ta te  is ta k in g  
its  ro y a lty  in  k in d  a n d  rece iv ing  t a x  p a y m e n t s  a s  gas ,  n o t  c a s h ,  
a cc o rd in g ly  to  a  p r e - a r r a n g e d  fo rm u la .

For sm a ll  d i s p u te s  — g e n e ra l ly  u n d e r  o n e  h a l f  o r o n e  m illion  d o l la r s  
— th e re  a r e  l im its  o n  d e p o s i t io n s .  T h is  is s e n s ib le  u n l e s s  o n e  
believes in  e n f r a n c h i s in g  law y ers  to  lit iga te  d i s p u t e s  a t  a n y  co s t  
r e g a rd le s s  of th e  s ize  o f th e  d i s p u te .  M oreover, in  m u l t i - p a r t ic ip a n t  
d i s p u te s ,  th e  p r o d u c e r s  a re  n o t  g iven  th r e e  t im e s  th e  n u m b e r  of 
d e p o s i t io n s  a s  B a c k b o n e  c la im s . R ule  C . l  l(b)(iv) (E), s a y s  c lea r ly  
“in a  M u l t i -P a r t ic ip a n t  D is p u te ,  e a c h  s id e  to  a  D is p u te  is e n t i t le d  to 
no  less  t h a n  tw o (2) oral d e p o s i t io n s .” So  if th e  S ta te  is  on  o n e  s id e  
a n d  all th r e e  c o m p a n ie s  a re  o n  th e  o th e r  s id e ,  e a c h  s ide , n o t  e a c h  
p a r ty ,  h a s  e q u a l  r ig h ts .

B a c k b o n e  a lso  d i s to r ts  t e r m in a t io n  u n d e r  th e  w o rk  c o m m i tm e n t s  
c la u se .  T hey  c la im  t h a t  th e  p r o d u c e r s  a r e  e x e m p te d  from  
a rb i t r a t io n  for s u c h  i s s u e s  a s  fa i lu re  to m o v e  th e  p ro je c t  fo rw ard  
b e c a u s e  o f  c o m m e rc ia l  d i s p u t e s  o r  r e g u la to r y  i s s u e s .

W h a t  Article 5 .5  a c tu a l ly  s a y s  is t h a t  in  d e c id in g  w h e th e r  to 
t e r m in a te  th e  c o n t r a c t  d u e  to th e  a b s e n c e  o f “d i lig en ce” th e
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A rb i t r a t io n  T r ib u n a l  sh a l l  “ta k e  in to  a c c o u n t ” v a r io u s  fac to rs .  
T a k in g  r e a s o n a b le  fa c ts  in to  a c c o u n t  is h a rd ly  a n  e x e m p tio n  from  
a r b i t r a t io n .  A m ong  th e  fac to rs  a re  th e  p la in  a n d  o b v io u s  fac ts  t h a t  
p ro je c t  d e v e lo p m e n t  m a y  b e  de lay ed  by  US o r  C a n a d ia n  re g u la to ry  
p r o c e s s e s .  S in c e  c o n s t ru c t io n  c a n n o t  b eg in  on th e  g a s  p ip e lin e  
w i th o u t  p r io r  a p p ro v a l  of th e  US a n d  C a n a d ia n  r e g u la to r s ,  
r e q u i r in g  th e  T r ib u n a l  to ta k e  t h a t  in to  a c c o u n t  is n o t  a  c o n c e s s io n  
b u t  a  fac t  o f  life.

F ina lly , B a c k b o n e ’s a r g u m e n t  a b o u t  th e  b u r d e n  of p ro o f  is eq u a lly  
m is g u id e d .  T he  b u r d e n  of p ro o f  is n e i th e r  th e  h ig h e s t  — b e y o n d  a  
r e a s o n a b le  d o u b t  — n o r  th e  low est — m o re  likely t h a n  no t. G iven 
t h e  h u g e  c o m m i tm e n t s  th a t  all p a r t i e s  a re  m a k in g  to th is  g ia n t  
p ro je c t ,  th e  c o n t r a c t  s h o u ld  n o t  be  too eas i ly  te rm in a te d .  R a th e r ,  if 
t h e  S ta te  feels t h a t  t e rm in a t io n  is  w a r r a n te d ,  it s h o u ld  be 
c o n v in c e d  a n d  be  conv inc ing . A c le a r  a n d  co n v in c in g  s t a n d a r d  fits 
t h a t  goal.

5 . T h e  c o n t r a c t  g r a n t s  t h e  p r o d u c e r s  a n  e x c lu s iv e  r i g h t  a n d
m o n o p o l y  t o  b u i ld  a n d  o p e r a t e  t h e  g a s l in e ,  a n d  t h e  a b i l i t y  t o  
p r e v e n t  a n y b o d y  e ls e  f r o m  d o in g  so .  W i t h o u t  t h e  r i s k  o f  
f o r f e i t u r e  f o r  n o n p e r f o r m a n c e  w i t h i n  m a n d a t e d  t i m e f r a m e s .

T h e  G o v e rn o r  h a s  followed th e  d irec tio n  of th e  S t r a n d e d  G a s  Act to 
n e g o t ia te  a b u s in e s s  d ea l .  B e c a u s e  th e  p r o d u c e r s  a l r e a d y  hold  
r ig h ts  to  th e  g a s  t h a t  w o u ld  s u p p o r t  a n y  p ip e lin e  a n d  h av e  been  
w illing  to  n e g o tia te  a  b u s in e s s  d ea l ,  p u r s u i n g  h y p o th e t ic a l  
a l t e r n a t iv e  p ro je c ts  t h a t  h ave  n o  r ig h ts  to  g a s  m a k e s  n o  se n se .

M oreover, th e  S ta te  h a s  no  r ig h t  to  d isp o se  o f  its  ro y a lty  g as  u n t i l  it 
is p ro d u c e d .  T h e re  a re  legal th e o r ie s  th a t ,  if s u c c e s s fu l ly  p u r s u e d  
in  h t ig a t io n ,  m ig h t  force r e l in q u is h m e n t  of le a se s  o r  th e  sa le  o f g a s .  
B u t  l i t iga tion  w o u ld  ta k e  y e a r s  a n d  a n y  p ro jec t  w o u ld  b e  d e lay ed  
w h ile  co s tly  a n d  co m p lex  litiga tion  p lay ed  o u t  in th e  c o u r t s  w ith  n o  
c e r t a in ty  o f  r e s u l t .  E ven  if th e  S ta te  got b a c k  its g a s  le a se s  t h r o u g h  
l i t ig a tio n , u n d e r  c u r r e n t  law th e  S ta te  w o u ld  h av e  to re -b id  n ew  
le a s e s .  T h e re  is  no  a s s u r a n c e  t h a t  B a c k b o n e  II’s c l ien t  w o u ld  get 
t h o s e  le a s e s  a s  p a r t  o f s u c h  a  re -b id .
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T h e  S ta te  o b ta in e d  a  b u n d le  o f  r ig h ts  in  r e t u r n  for th e  fiscal 
c e r ta in ty  t h a t  t h e  c o n t r a c t  p ro v id es  th e  P ro d u c e r s .  It o b ta in e d  th e  
r ig h t  to  o w n  a  s u b s t a n t i a l  s h a r e  o f th e  p ip e l in e ,  it o b ta in e d  th e  
r ig h t  to  receive  p r o d u c t io n  tax  p a y m e n ts  in  g a s ,  n o t  c a s h .  It 
o b ta in e d  th e  r ig h t  to  h a v e  th e  p r o d u c e r s  e n s u r e  t h a t  its  g a s  will 
h av e  p r o p o r t io n a te  a c c e s s  to c a p a c i ty  to m ove  i ts  g a s  to m a r k e t ,  
a n d  it o b ta in e d  sp e c ia l  e x p a n s io n  a n d  o th e r  r ig h ts .  As p a r t  o f  th e  
overa ll  g a s  p ip e l in e  n e g o t ia t io n s  th e  S t a te  o b ta in e d  th e  p r o d u c e r s ’ 
a g re e m e n t  to  in c r e a s e  t h e i r  t a x e s  o n  oil b y  a p p ro x im a te ly  a  billion  
d o l la r s  a  y e a r .

F inally , on ly  th e  FERC a n d  NEB h a v e  th e  legal a u th o r i ty  to 
a u th o r iz e  c o n s t r u c t io n  a n d  o p e ra t io n  o f a  g a s  p ip e l in e .  T h e ir  
r e q u i r e m e n ts  m u s t  be  sa t is f ie d .  A m ong  th o s e  r e q u i r e m e n ts  a r e  
t h a t  a  p ip e l in e  h a s  f in an c in g ,  g a s  s u p p l i e s  a n d  s h ip p e r s .  T he  
p r o d u c e r  p ro je c t  is  th e  p ro je c t  m o s t  likely  to m e e t  th o s e  t e s t s .

6 . T h e  c o n t r a c t  v i o l a t e s  T i t l e  V III  o f  t h e  C o n s t i t u t i o n  r e q u i r i n g  
m a x i m u m  d e v e l o p m e n t  fo r  t h e  m a x i m u m  b e n e f i t  o f  A la s k a .

We believe t h a t  th e  p ro p o s e d  c o n t r a c t  is c o n s i s t e n t  w ith  A rticle  
VIII’s m m d a t e  to  develop  th e  s t a t e ’s g a s  fo r th e  m a x im u m  b en ef i t  o f 
A la s k a ’s c i t iz e n s .  T he f r a m e rs  rec o g n ize d  t h a t  d e v e lo p in g  A la s k a ’s 
r e s o u r c e s  a c c o rd in g  to th e  m a n d a te  o f  A rticle  VIII m ig h t  r e q u i r e  a n  
in n o v a t iv e  t a x  reg im e  a s  re f lec ted  by th e i r  re je c t io n  o f  a  m o re  
re s tr ic t iv e  v e rs io n  o f s e c t io n  1 o f  A rticle  IX a n d  in s t e a d  p ro v id in g  
t h a t  a  le g is la tu re  m ay  te m p o ra r i ly  c o n ta c t  a w a y  th e  ta x in g  p o w e r  in 
o rd e r  to  m a x im iz e  th e  d e v e lo p m e n t  o f in d u s t r y  in  A laska .

T h ree  k e y  in g re d ie n t s  a r e  r e q u i r e d  to o b ta in  a  g a s  p ip e l in e  c o n tr a c t :  
fiscal c e r ta in ty .  S ta te  e q u i ty  p a r t i c ip a t io n  a n d  th e  S ta te  ta k in g  g a s  
in k in d  a n d  c o m m it t in g  to  s h ip  it  on  th e  p ip e l in e .  T h e  c o m b in a t io n  
o f  th e s e  th r e e  fa c to rs  s ig n if ic a n t ly  im p ro v e  th e  p r o j e c t ’s in te :  n a l  
r a te  of r e t u r n ,  t h u s  m a k in g  it m o re  likely t h a  th e  g a s  p ipe line  
p ro jec t  will in  fac t  be b u i l t .  M oreover, to ta l  s t a t e  oil a n d  g a s  
r e v e n u e s  will be  c o m p a r a b le  to  th o s e  th e  S ta te  w o u ld  h av e  rece ived  
u n d e r  th e  2 0 0 5  fisca l reg im e . T h ere fo re ,  t h e  S ta te  will o b ta in  
s u b s t a n t i a l  r e v e n u e s  from  a  g a s l in e  a n d  e n c o u r a g e  d e v e lo p m e n t  of 
o u r  v a s t  ANS g a s  r e s o u r c e s  w h ic h  will b e n e f i t  a ll  A la s k a n s .
M oreover, t h e  g a s  p ip e l in e  will r e s u l t  in  a  tw e n ty  y e a r  e x te n s io n  of
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u i e  T r a n s A la s k a  P ipeline  S y s tem . F inally , t h e r e  will be  t h o u s a n d s  
o f  c o n s t r u c t io n  jo b s  for w h ic h  we a r e  t r a in in g  A la s k a n s  to fill. 
A la s k a n s  will a lso  be  a b le  to p e rfo rm  p ip e l in e  w o rk  in A lb r r ta .

Also see  A n s w e r  to I tem  2.

'T. T h e  c o n t r a c t  i s  i n c o m p l e t e .

T h e  c o n t r a c t  is co m p le te ,  a l th o u g h  w e ’re  still rev iew ing  th e  
A c c o u n t in g  P ro c e d u re s  in  E x h ib i t  A a n d  E x a m p le  C a lc u la t io n s  in 
E x h ib i t  F to  e n s u r e  th ey  a c c u ra te ly  r e p r e s e n t  th e  p ro v is io n s  o f  th e  
c o n tra c t .  T h e  c o n t r a c t  t h a t  w e p o s te d  o n  M ay 10th in c lu d e d  all 
t e r m s  w ith  th e  e x cep tio n  o f  th e  c o m p le te  in te g ra t io n  of t h e  t e r m s  
a s s o c ia te d  w ith  PPT. T he  u p d a te d  c o n t r a c t  p o s te d  o n  M ay 2 4 th 
a d d e d  p ro v is io n s  in A rticle  11, 2 0 .3 ,  a n d  in  E x h ib i ts  P, Q, R, X, Y, 
a n d  Z. No o th e r  c h a n g e s  w ere  m a d e  to th e  c o n t r a c t .  As th e  
G o v e rn o r  a n d  th e  P ro d u c e rs  a n n o u n c e d  o n  M ay 2 4 th ,  th e  p a r t ie s  
a r e  p r e p a r e d  to sign th e  c o n t r a c t  re le a se d  on  t h a t  d a te .  We h a v e  
a lw ay s  a c k n o w le d g e d  th a t  c h a n g e s  to  th e  SG DA a re  r e q u ire d  before  
th e  L eg is la tu re  c a n  ra tify  th e  c o n tr a c t .

T h e  SGDA w a s  e n a c te d  in  1998  long  before  n e g o t ia t io n s  for a  g a s  
line a c tu a l ly  b e g an , a n d  c e r ta in  f e a tu re s  o f  th e  c o n t r a c t  t h a t  will 
b en e f i t  A la s k a n s  w ere  s im p ly  n o t  a n t ic ip a te d  in  1998 . We a re  now  
in  th e  p u b l ic  c o m m e n t  pe riod  in  w h ic h  th e  c o n t r a c t ,  p ro p o se d  
leg is la t io n  a n d  n u m e r o u s  o th e r  d o c u m e n ts  a r e  a v a i lab le  to g e th e r  
a s  a  p a c k a g e  for th e  p u b l ic  a n d  th e  le g is la tu re  to  review.

8 . T h e  c o n t r a c t  p r o h i b i t s  t h e  s t a t e  f r o m  r e g u l a t i n g  t h e  p i p e l i n e .

Legally, th e  FERC h a s  th e  exc lu sive  r ig h t  to  a u th o r i z e  th e  
c o n s t r u c t io n  a n d  o p e ra t io n  of a n  in te r s t a t e  n a t u r a l  g a s  p ip e l in e  
sy s te m , specifically t h e  A la sk a  n a t u r a l  g a s  p ip e l in e  in  th e  U n ited  
S ta te s .  In th i s  c a se ,  t h a t  a u th o r i ty  e x te n d s  to  th e  g a s  t r e a tm e n t  
p la n t  a n d  g a s  t r a n s m is s io n  p ip e l in e s  b e tw e e n  th e  p r o d u c in g  fields 
a n d  g a s  t r e a tm e n t  p la n t .  T he  FERC h a s  a l r e a d y  e x e rc ised  its 
ju r i s d ic t io n  by  e x te n d in g  th e  o p e n  s e a s o n  r e g u la t io n s  to th e  GTP.
W e a lso  e x p e c t  t h a t  g a s  t r a n s m is s io n  p ip e l in e s  t h a t  s u p p ly  a n  
in te r s t a t e  g a s  p ip e lin e  a lso  will b e  r e g u la te d  by  th e  FERC. T h is  is
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u n l ik e  TAPS in w h ic h  fed e ra l  r e g u la t io n  is fa r  le s s  p e rv as iv e  a n d  
th e r e  is  d u a l  r e g u la t io n  of r a t e s  w ith  RCA.

T h u s ,  t h e  RCA is p o w e r le s s  u n d e r  fed e ra l  law , n o t  b e c a u s e  of th e  
c o n t r a c t  to r e g u la te  th e  g as  m a in l in e ,  th e  G TP o r  th e  g as  
t r a n s m i s s io n  p ip e l in e s .  If t h e  RCA s h o u ld  a t t e m p t  to a s s e r t  
j u r i s d ic t io n  w h e re  it h a s  n o n e ,  i ts  a c t io n s  w o u ld  in te r fe re  w ith  th e  
s c h e m e  o f  fed e ra l  r e g u la t io n  a n d  w o u ld  p re c ip i ta te  u n n e c e s s a r y  
d e la y  a n d  l i t ig a t io n .  Article  8 .3  o f  th e  c o n t r a c t  c o n f i rm s  e x is t in g  
law  a n d  is d e s ig n e d  to avoid  re g u la to ry  m is a d v e n tu r e s .

In th e  to ta l ly  r e m o te  h y p o th e t ic a l  c a s e  in  w h ic h  th e  RCA tr ied  to 
e x te n d  i ts  r e g u la to ry  a u th o r i ty  to th e  p ro je c t  in a  w ay th a t  
c o n fl ic te d  w ith  fed e ra l  p r in c ip le s ,  th e  S ta te  w o u ld  se e k  to c u re  th e  
conflic t .  If it fa iled , th e  c o m p a n ie s  c o u ld  in i t ia te  a  d i s p u te  b u t  
rec o v e ry  in  s u c h  a  d i s p u te  w o u ld  be  l im ited  by  Article  37 .2  
(L im ita tio n  o n  R e m e d ie s  a n d  D am ag es) .

T he  o t h e r  B a c k b o n e  c r i t ic ism s  a re  t ru ly  re m o te  a n d  s p e c u la te .  F o r  
th e  fe d e ra l  g o v e rn m e n t  to  t u r n  ove r  r e g u la t io n  o f  a n  in te r s t a t e  
p ip e l in e  to  th e  S ta te ,  a s  B a c k b o n e  s u g g e s t s ,  is fa r fe tc h e d . It w o u ld  
r e q u i r e  t h e  fed e ra l  g o v e rn m e n t  to e x e m p t  o n e  in te r s t a t e  g a s  
p ip e l in e  from  i ts  c o m p re h e n s iv e  r e g u la t io n  o f  all i n te r s t a t e  g a s  
p ip e l in e s  a n d  th e  o n e  p ip e l in e  t h a t  w o u ld  be  e x e m p te d  w ou ld  be 
th e  o n e  w ith  th e  h ig h e s t  n a t io n a l  in te re s t .

T h e  a n a lo g y  to  th e  RCA’s d e c is io n  o n  TAPS in t r a s t a t e  r a te s  is in a p t  
a lso . Legally, th e  RCA fo u n d  th a t  th e  TAPS in t r a s t a t e  r a t e s  w ere  
too h ig h  b e c a u s e  th e  profit  c o m p o n e n t  o f  th e  r a t e s  w a s  far too  h ig h . 
B a c k b o n e  a r g u e s  t h a t  if a  p a ra l le l  in d e m n if ic a t io n  c la u s e  w ere  in  
effect for TAPS, th e  S ta te  w o u ld  h a v e  h a d  to “e a t  th e  d if fe ren c e .” 
B a c k b o n e  h a s  n o t  ca re fu l ly  r e a d  th e  c o n t r a c t .  Article  3 7 .2  
p r e c lu d e s  a n  a w a r d  o f lost  p ro fits .  So, ev en  if t h e  RCA h a d  
ju r i s d ic t io n  to  d e te r m in e  t h a t  th e  g a s  p ip e l in e  r a t e s  w ere  too h igh , 
w h ic h  it d o e s  n o t ,  t h e  S ta te  w o u ld  n o t  h a v e  to  “e a t  th e  d if fe ren ce” o f  
lost  p ro f i ts .

9 .  T h e  c o n t r a c t  r e q u i r e s  t h e  L e g i s l a t u r e  t o  e n a c t  a m e n d m e n t s  t o  
b r i n g  i t  i n t o  c o m p l i a n c e  w i t h  t h e  law , a n d  o n l y  t h e n  w ill  t h e
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p a r t i e s  a g r e e  t o  i t .  T h e  c o n t r a c t  is  b a d ly  o u t  o f  c o m p l i a n c e  
w i t h  c u r r e n t  law .

As n o ted  ab ove  in o u r  a n s w e r  to  I tem  #7 , w e h a v e  long 
a c k n o w le d g e d  th a t  c h a n g e s  to  th e  SGDA w o u ld  b e  re q u ire d .  In 
fac t,  th e  A G ’s R e sp o n se  to  C o m m is s io n e r  I rw in ’s  m e m o  s t a te d  th a t  
th e  p o te n t ia l  n e e d  for c o n fo rm in g  a m e n d m e n t s  to  th e  SGDA w as  
recog n ized  e a r ly  on  in  th e  n e g o tia t io n  p ro c e s s .  T h o se  a m e n d m e n t s  
w ere  p r e s e n te d  to th e  L eg is la tu re  o n  M ay 3 1 , 2 0 0 6 .

10. T h e  c o n t r a c t  c o n t a i n s  n o  s t a r t  d a t e ,  n o  r e q u i r e m e n t  t o
a c t u a l l y  s p e n d  t h e  s e v e r a l  b i l l i o n  d o l l a r s  t h e  c o m p a n i e s  s a y  i t  
w il l  c o s t  t o  p e r f o r m  t h e  f i r s t  t a s k s  t o  d e s i g n  a n d  b e g in  
p e r m i t t i n g  t h e  p r o j e c t  m u c h  l e s s  a  c o m m i t m e n t  t o  a c t u a l l y  
b u i ld  a n d  c o m p l e t e  a  g a s  l in e .

T h e  c o n t r a c t  in c lu d e s  a  specific  s t a r t  d a te  for th e  w o rk  to beg in , 
w h ic h  is 9 0  d a y s  a f te r  th e  effective d a te  of th e  c o n t r a c t .  T he  
c o n t r a c t  a lso  r e q u ire s  th e  S p o n s o r s  to d il ig en tly  im p le m e n t  th e  
Q ua lif ied  Pro ject P lan  from  th e n  o n w a r d s  u n t i l  P ro jec t S a n c t io n .  
P ro ject S a n c t io n  is th e  d a te  o n  w h ic h  th e  P r o d u c e r s  will dec ide  
w h e th e r  o r  n o t  to bu ild  th e  p ro jec t .  It is n o t  u n t i l  th e n  t h a t  th e  
S ta te  a n d  P ro d u c e r s  will h av e  c o m p le te d  th e i r  d e s ig n  e n g in e e r in g  
a n d  p e rm it t in g ,  a n d  t h u s  k n o w  th e  c o s t s  o f th e  A la sk a  a n d  
C a n a d ia n  p o r t io n s  of th e  p ro jec t  a n d  th e  c o s t s  a s s o c ia t e d  w ith  
F E R C ’s ce r t if ica t io n .  O n  Project S a n c t io n  d a te  th e  S p o n s o r s  m u s t  
dec ide  w h e th e r  o r  no t  to  a c c e p t  th e  t im e  ta b le  s e t  by FERC a n d  
th e  NEB for c o m p le t in g  th e  p ro jec t .  T h e re fo re ,  th e  w o rk  
c o m m itm e n ts  u n d e r  th e  c o n t r a c t  a re  s t r o n g e r  t h a n  a n y w h e re  e lse  
in th e  w orld . T he P ro d u c e r s  d o  n o t  h a v e  a n  o p e n  e n d e d  c o n t r a c t .

In a d d it io n ,  th e  p ro jec t s p o n s o r s  will b e  p ro v id in g  a n  a n n u a l  
u p d a te  o f  th e  P ro jec t S u m m a ry ,  w h ic h  is  a  p u b l ic  d o c u m e n t .  T h e  
m a jo r  c o m p o n e n ts  of t h a t  u p d a te  will in c lu d e  a  d e s c r ip t io n  o f th e  
w o rk  a c c o m p l is h e d  a n d  a n  u p d a te d  p ro jec t  s c h e d u le .  T h e s e  
u p d a te s  will p ro v id e  all A la s k a n s  th e  o p p o r tu n i ty  to u n d e r s t a n d  
th e  p ro g re s s  t h a t  is  b e in g  m a d e  o n  th e  p ro jec t.

M any  p ro je c ts  in th e  w orld  a r e  in d ee d  b u i l t  w ith  in te r m e d ia te  
s t e p s  a n d  g a te s ,  s a n c t io n e d  by  b o a rd s .  T ypically  in  o th e r
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c o u n t r ie s ,  a  p ro je c t  p la n  is p r e s e n te d  a f t e r  th e  c o n t r a c t  h a s  b e e n  
s ig n e d . T h e  d e c is io n  p o in ts  o f  th e  A la sk a  G a s  P ipe line  a re  c learly  
la id  o u t  in th e  Q ualified  Pro ject P lan  a n d  w ere  p r e s e n te d  a n d  
a p p ro v e d  p r i o r  t o  th e  effective d a te  of t h e  c o n t r a c t .  No m a jo r  
p ro jec t  h a s  c o n t r a c tu a l ly  r e q u ire d  t im e lin e s  a s  is c la im e d  by 
B a c k b o n e  II.

No in v e s to r  in  th e  w orld  w o u ld  a g re e  to a  c o n t r a c t  in w h ic h  it w a s  
o b l ig a ted  to b u ild  th e  line  by so m e  specif ied  d a te  fo u r  y e a r s  p rio r 
to h a v in g  th e  c o s t  a n d  o th e r  in fo rm a tio n  th e  S ta te  a n d  P ro d u c e r s  
will h a v e  a t  P ro jec t S a n c t io n .  F o u r  y e a r s  from  now  g a s  p r ice s  
c o u ld  be  $ 2 .5 0  p e r  m m B tu  o r  th e  p r ice  o f s tee l  c o u ld  h av e  gone  
u p  d ra m a t ic a l ly  a n d  th e  p ro jec t  w o u ld  be  co m p le te ly  u n e c o n o m ic  
for a n y  in v e s to r—in c lu d in g  th e  S ta te .

T h e  P ro jec t  in c lu d e s  th e  M ain line . T he  M ain line  is  c learly  d e fin ed  
a s  th e  A la sk a  H ighw ay  R o u te  in  th e  d e fin it io n  of M ain lin e . So th e  
c o n t r a c t  d o e s  n o t  ap p ly  to  a n  o v e r- th e - to p  ro u te .  Nor d o e s  th e  
c o n t r a c t  p ro v id e  a n y  r ig h ts  for a n  o v e r - th e - to p  ro u te .

T he  S ta te  is n o t  giving u n  e n u m e r a b le  r ig h ts  a n d  h u g e  e co n o m ic  
v a lu e s  a s  B a c k b o n e  II c la im s .  T he  S ta te  will receive  
a p p ro x im a te ly  th e  s a m e  r e v e n u e s  o n  g a s  a s  it w o u ld  h a v e  received  
u n d e r  th e  2 0 0 5  fiscal te rm s .  F u r th e r m o r e ,  th e  A la sk a  G a s  
P ipe line  s h o u ld  in d u c e  m o re  e x p lo ra t io n ,  a n d  th e  S ta te  w o u ld  
benefi t  from  th e  r e s u l t in g  oil a n d  g a s  d isco v eries .  T h ere fo re  it is 
m is le a d in g  to s a y  th a t  th e  S ta te  rece ives  a b s o lu te ly  n o th in g  in 
r e t u r n  for th is  c o n tra c t .

Also see  a n s w e r  to I tem  13.

11 . T h e  c o n t r a c t  i s  b e in g  f a l s e ly  p o r t r a y e d  a s  t h e  o n l y  o p t i o n  
A la s k a  h a s  t o  b u i ld  a  g a s l in e .

T h e  S ta te  h a s  a lw ay s  b e e n  w illing to c o n s id e r  all a p p l ic a t io n s  
u n d e r  th e  SGDA. A review  of th e  rec o rd  s h o w s  t h a t  th e  S ta te  
e n g a g e d  in s e r io u s  d ia lo g u e  w ith  all a p p l i c a n t s  a n d  se r io u s ly  
c o n s id e re d  all p ro p o sa ls .  B a se d  on  th e  S t a t e ’s d i s c u s s io n s  a n d  
n e g o t ia t io n s  w ith  all SGDA a p p l ic a n t s ,  it b e c a m e  c le a r  th a t  
b e c a u s e  th e y  [the  P ro d u ce rs )  h a d  th e  g a s  a n d  w ere  re a d y ,  willing
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a n d  ab le  to  n e g o tia te  a n d  bu ild  a  g a s  p ip e l in e  w h ic h  w o u ld  a llow  
th e  S ta te  to  m o n e tize  i ts  g a s ,  p u r s u i n g  a  c o n t r a c t  w i th  th e  
S p o n s o r  G r o u p  w ou ld  b e  th e  m o s t  e x p e d i t io u s  w a y  to  s e c u r e  a  
p ro jec t  u n d e r  t e rm s  favorab le  to th e  S ta te .

T h e  S ta te  h a d  n u m e r o u s  d i s c u s s io n s  a n d  n e g o t ia t io n s  w ith  
M id A m erican  E n e rg y  H o ld ings  C o m p a n y .  T h e  S ta te  h a s  a lw ay s  
b e e n  w illing to  exp lo re  a  c o n t r a c t  for fiscal t e r m s  re la te d  to  th e  
g a s  p ip e l in e  p ro jec t.  H ow ever, in th e  S t a t e ’s view, w i th o u t  a  
c o m m i tm e n t  from  th e  N orth  S lope  lea se  h o ld e r s  to  s u p p ly  g as ,  
M id A m e r ic a n ’s  d e m a n d  for a n  exc lu s ive  r ig h t  to b u ild ,  o w n  a n d  
o p e ra te  th e  g a s  p ip e lin e  w o u ld  n o t  h av e  r e s u l te d  in  a  p ro jec t.  
M id A m e r ic a n ’s d e m a n d  for e x c lu s iv ity  w a s  n o n -n e g o t ia b le  from  i ts  
p o in t  of view  a n d  it th e re fo re  w i th d re w  its  a p p l ic a t io n  w h e n  the  
G o v e rn o r  r e fu s e d  to ag ree .

S im ila rly , th e  S ta te  e n g ag ed  in  n u m e r o u s  a n d  s e r io u s  d i s c u s s io n s  
w ith  T r a n s C a n a d a .  W hile  th e  S ta te  a n d  T r a n s C a n a d a  a c h ie v e d  
c o n s e n s u s  on  m a n y  m a jo r  i s s u e s  a n d  b e g an  d e v e lo p m e n t  o f  a  
c o n tr a c t ,  th e  S ta te  d e te rm in e d  t h a t  it w a s  in A la s k a ’s long  te rm  
in te r e s t s  to  c o n c e n t r a te  on  th e  S p o n s o r  G r o u p  a p p l ic a t io n  
b e c a u s e  th e  N o rth  S lope  P ro d u c e rs  h av e  th e  r ig h ts  to ANS g a s  
t h a t  is n e c e s s a iy  to  u n d e rp in  th e  p ro jec t.  T h is  will lead  to m o re  
t im ely  d e v e lo p m e n t  of th e  g a s  p ipe line . T he S ta te  h a s  a lw a y s  
s o u g h t  T r a n s C a n a d a ’s in v o lv e m en t in th e  p ro jec t .  T he  S ta te  
be lieves t h a t  T r a n s C a n a d a ’s in v o lv e m en t  in th e  C a n a d ia n  p o r t io n  
c o u ld  e x p e d i te  th e  p ro jec t.

E n b r id g e ,  Inc. a lso  s u b m i t te d  a n  a p p l ic a t io n  a n d  th e  S ta te  held  
p re l im in a ry  ta lk s  w ith  it. E n b r id g e  w a s  n o t  w illing  to i n c u r  
s ig n if ic a n t  e x p e n d i tu r e s  re la te d  to its  a p p l ic a t io n  a n d  d id  n o t ,  
th e re fo re ,  e n te r  in to  a  r e im b u r s a b le  a g re e m e n t  w ith  th e  S ta te .  A 
r e im b u r s a b le  a g re e m e n t  w o u ld  h a v e  e n a b le d  th e  S ta te  to  r e ta in  
i n d e p e n d e n t  c o n t r a c to r s  to review  th e  E n b r id g e  p ro p o sa l .  T h u s ,  
n e g o t ia t io n s  w ith  E n b r id g e  h av e  n o t  a d v a n c e d  b e y o n d  th e  
a p p l ic a t io n  s tage .

12 . T h e  c o n t r a c t  p r o h i b i t s  t h e  S t a t e  f r o m  e n f o r c i n g  P o i n t
T h o m s o n  l e a s e h o l d  d e v e l o p m e n t  a n d  p r o d u c t i o n  r e q u i r e m e n t s
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T he  a m e n d e d  DNR d e c is io n  of O c to b e r  2 7 ,  2 0 0 5  fo u n d  t h e  P o in t 
T h o m s o n  U nit  (PTU) A g re em en t to  be in d e fa u l t .  C o n t r a r y  to 
B a c k b o n e  IPs im p lied  c o n c lu s io n ,  t h a t  d e c is io n  d id  n o t  call  for th e  
r e tu r n  o f  t h e  PTU le a s e s  to  th e  s ta te .  T h e  d e c is io n  d id  c a l l  for “a  
p la n  to  b r in g  th e  PTU in to  c o m m e rc ia l  p r o d u c t io n  w i th in  a  
r e a s o n a b le  t im e  f r a m e ”, a n d  p ro v id ed  d a te s  for in i t i a t io n  o f  
d e v e lo p m e n t  o p e ra t io n s ,  c o m m e n c e m e n t  o f  d rill ing , a n d  
c o m m e n c e m e n t  o f  p ro d u c t io n .  B e c a u s e  th e s e  d a te s  a r e  
in c o n s i s te n t  w ith  th e  w o rk  c o m m i tm e n t s  c o n ta in e d  in  t h e  c o n t r a c t ,  
t h a t  d e fa u l t  d e c is io n  h a s  b e e n  s ta y e d ,  p e n d in g  c o n c lu s io n  of 
d e l ib e ra t io n s  on  th e  c o n t r a c t  by th is  le g is la tu re .

T he  s t a t e  rec o g n ize s  th a t :

1) h is to r ic a l ly ,  c o n t i n u a n c e  o f th e  PTU u n i t  a n d  l e a s e s  h a s ,
u n t i l  t h e  l a t t e r  h a l f  of 2 0 0 5 ,  b e e n  w ith  th e  c o n c u r r e n c e  of 
DNR c o m m is s io n e r s  of se v e ra l  a d m i n i s t r a t i o n s  o f  v a r ie d  
po lit ica l  p e rs p e c t iv e s ,

2) PTU g a s  is c ri t ica l  to  s u c c e s s f u l  c o n c lu s io n  o f a  g a s  
p ip e l in e  c o n t r a c t  a n d  to  c o m p le t io n  o f th e  p ro je c t ;

3) no  DNR o r  S ta te  r ig h ts  h a v e  b e e n  given  a w a y  o r  
e x t in g u is h e d  by g r a n t in g  th e  s tay ;  a n d

4) if t h e  c u r r e n t  o w n e rs  fail to m e e t  PTU c o m m i tm e n t s  
spec if ied  in th e  c o n t r a c t  (com m it PTU g a s  in th e  in itia l 
o p e n  s e a s o n s  a n d  a p p ly  w i th in  6 m o n th s  to  A O G C C  for 
pool ru le s )  o r  if th e  c o n t r a c t  fails a f te r  e x e c u t io n  for a n y  
r e a s o n ,  th e  c u r r e n t  o w n e r s ’ r ig h ts  to Pt. T h o m s o n  
e x p a n s io n  le a s e s  t e r m in a te  u n l e s s  th e y  in i t ia te  
d e v e lo p m e n t  w ith in  o n e  y e a r  o f  th e  c o n t r a c t  t e r m in a t io n .

T h e  s t a t e  c a n  a lso  e m b a r k  o n  th e  p ro c e s s  o f  t e r m in a t in g  t h e  u n i t  
a n d  re c la im in g  th e  r e m a in in g  lea se s .

1 3 . T h e  o n l y  w o r k  c o m m i t m e n t  i n  t h e  c o n t r a c t  i s  f o r  t h e  
p a r t i c i p a n t s  t o  “b e g in  p r o j e c t  p l a n n i n g ” .

P ro d u c e r  c o m p a n y  w o rk  c o m m i tm e n t s  to th e  A la s k a  G a s  P ip e line  
p ro jec t  h a v e  a l r e a d y  b e g u n ,  a n d  h a v e  b e e n  ac tive ly  p u r s u e d  by  
th e  p r o d u c e r  c o m p a n ie s  for sev e ra l  y e a r s .  T h ey  s p e n t  1 2 5  m illion  
d o l la rs  in  2 0 0 1  a n d  2 0 0 2  to  develop  a  p re l im in a ry  p r o je c t  p la n ,
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in c lu d in g  a s s e s s m e n t  of co st, tech n o logy , regu latory  and  
en v iron m en ta l is s u e s  a sso c ia ted  w ith th e  project. In 2 0 0 4 , th e  
produ cer co m p a n ie s  paid the sta te  1.5 m illion  dollars to 
reim b u rse  s ta te  con tract n egotia tion  c o s ts . In add ition , each  
com p an y  h a s  incurred  its  ow n su b sta n tia l on go in g  c o s ts  in 
su p p ort o f  n eg o tia tio n s, d evelop m en t o f the con tract and o th er  
ag reem en ts , an d  related A lask a  G as P ipeline m atters.

The w ork c o m m itm en ts  co n ta in ed  in the con tract are sim ply  the  
next sta g e  in th e  com m itm en t a lready sh o w n  to -d ate  by the  
produ cer group  to com p lete  th e  A laska G as P ipeline project. The 
work co m m itm en ts  con ta in ed  in th e  con tract are com p arab le , and  
actu a lly  stron ger, th an  th o se  con ta in ed  in a g reem en ts w ith o ther  
go v ern m en ts for d evelop m en t o f  large an d  very large, com p lex , 
in tern ation a l projects.

The p rod u cer  group h as com m itted  to start the “Project P lan n in g” 
o f  the project w ith in  9 0  d ays o f execu tion  o f th e  project, and  then  
to  ad van ce  the project a s  d iligently  a s  is p ru d en t u n der the  
c ir cu m sta n c es . In fact, th e  p rod u cers m u st  c o n tin u e  to ad van ce  
the project even in th e  even t o f a  ju d icia l ch a llen g e , until e ith er  
th e  project p lan n in g  p h a se  is com p leted , $ 1 2 0  m illion have been  
sp en t, or 15 m o n th s have p a sse d .

Proper project p la n n in g  is critica l up -fron t to revalidate th e  2 0 0 1 -  
2 0 0 2  w ork and  to prepare for th e  m ajor in v e stm en ts  and  
com m itm en tb  m ade d u rin g  the next stages: front-end engineerin g , 
field ev a lu a tio n s , the O pen S e a so n , and perm itting . As project, 
d evelop m en t proceeds; particu larly  on  a project o f th is  m agn itu d e, 
sco p e , an d  com plexity; in form ation  m u st be con tin u a lly  in tegrated  
an d  in corp orated  into the project scop e , d esig n , tim ing, and  co st  
forecasts. C ontrol o f the p r o c e ss  will be d o cu m en ted  w ith periodic  
u p d a te s  to th e  project plan.

If, in stead  o f  w ork com m itm en ts appropriate for su c h  m ega­
projects, sch ed u le-d r iv en  co m m itm en ts  are im p osed , the project 
d evelop m en t b eg in s to be driven by sc h e d u le , rather than  so u n d  
p lan n in g , a s s e s s m e n t , en g in eerin g , im p lem en ta tion  and  
c o n str u c tio n  p ractices . E xp erience h a s  sh o w n  that the resu lt is  
a lw ays c o st  overru n s -  u su a lly  m a ss iv e  c o st  overru n s on a m ega-
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project su c h  a s th e  A laska G as P ipeline. B e c a u se  o f  th is  
exp erien ce , the p rod u cers ca n n o t p ru d en tly  com m it to build  the  
A lask a G as P ipeline if th ey  are co n tra ctu a lly  com m itted  to a strict 
d evelop m en t sc h ed u le . No p ru d en t corporate m a n a g em en t could  
com m it to a tight tim etab le  before it k n o w s the term s and  
c o n d itio n s o f  the federal au th oriza tion  (FERC) or perm its it m u st  
receive before it can  start co n stru ctio n .

Any ap p lican t w h ich  c la im s to be w illin g  to do so  sh ou ld  be  
view ed by th e  s ta te  very critically , b e c a u se  th at ap p lican t h a s  
d em on stra ted  w illin g n ess  to violate stern  le s so n s - le a m e d  from  
m any m ega-p rojects in the p a st, and , by doing so , to m agnify the  
likelihood that th e  sta te , d irectly  or ind irectly , w ill bear th e  brunt 
o f m ajor project co st overru n s and  d e lays.

The work com m itm en ts con ta in ed  in th e  con tract w ere crafted  to  
e n su re  the next stage  o f  the project is started  prom ptly, an d  that 
a d isc ip lin ed , thorough  project m a n a g em en t p ro cess  is 
im p lem en ted  and  m ain ta in ed  to control d evelop m en t and  
co n stru ctio n  o f (he A laska G as p ip eline, e n su r in g  the m ost cost-  
effective and tim ely  project com p letion  p o ssib le , and  m in im izing  
risk  to both  th e  sta te  an d  th e  produ cers.

A lso see  a n sw er  to Item 10

1 4 . T h e  c o n t r a c t  p r o v id e s  f o r  A la sk a  h i r e  o n ly  i f  A la s k a n  w o r k e r s ' 
r a t e s  a r e  e q u a l  t o  o r  le s s  t h a n  t h e  c o s t s  o f  n o n - A la s k a n s  a n d  
c o m p a n ie s .

This is  a m islea d in g  sta tem en t. Article 6 .1  requires, to the exten t  
perm itted by law , th e  em p loym en t o f A lask a  res id en ts  an d  
con tracts w ith  A laska b u s in e s s e s  provided, am on g  other th in g s, 
that th ey  are “com p etitively  priced in th a t they offer good s or 
serv ices ... at a tota l cost that is  equal to or le s s  th a n  the total cost  
o f eq u iva len t good s or serv ices offered by a  non -A lask a  resid en t or 
a n on -A lask a  b u s in e s s .” B ack b on e II in terp rets th is  to m ean  that 
A lask a w ork ers’ “r a te s” m u st be equal to or le ss  th a n  th o se  o f non- 
A lask an s. P resum ably , by u s in g  the term  “r a tes”, B ack b on e is  
su g g es tin g  that if  an  A laska labor rate is, sa y ,” $ 2 0  per h ou r an d  a 
L ouisian a  labor rate is, say , $ 1 0  per h ou r, the A lask an  need  n ot be
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hired. T h is is  not correct. The lan gu age  o f Article 6.1 sp ea k s to 
com parab ility  in term s o f “total c o s t” to the project, not ju s t  hourly  
labor rates. T h u s, travel c o sts  to and  from A laska, a s  well a s  food 
an d  h o u sin g  c o s ts  to th e  project w ou ld  all en ter  into  a 
d eterm in ation  o f w h eth er  the total c o s ts  of h iring a L ouisiana  
w orker exceed ed  th o se  o f an  A laskan.

C ertainly, B ack b on e II can n ot be tak in g  a p osition  that if an  A laska  
worker or b u s in e ss  c o s ts  the project m ore th an  a n on -A lask a  
w orker or b u s in e ss  the project n ev erth e less  m u st hire the A laska  
worker or b u s in e s s , and  even  be required to do so  regard less of 
how  large the d isparity . F in ancin g  o f th is  project, of w h ich  the 
S ta te  is a  2 0  p ercen t ow ner, requires that c o s ts  be kept to a 
m in im u m  an d  if w orkers or b u s in e s s e s  m u st be hired even if they  
are not com p etitively  priced, fin an cin g  m ay becom e im p ossib le . No 
resp on sib le  organization  sh ou ld  be advocatin g  a provision that 
cou ld  m ake th e  project u n econ om ic . As now  w ritten, the A laska  
hire provision fully m eets  the G overnor’s Principle #6 that A lask an s  
d eserve and will be trained  for p ip eline job s.

15 . T h e  c o n t r a c t s  a llo w s  t h e  p a r t i c i p a n t s  to  a m e n d  t h e  p r o je c t  
p la n  e a c h  y e a r .

All a m en d m en ts  to th e  Q ualified Project Plan are su bject to the  
d iligen ce stan d ard . Producers ca n n o t am en d  the plan ju s t  to 
delay th e  project. As anyw here e lse  in the world, a project plan of 
su ch  a large project is am en d ed  w h en ever  to do so  is prudent 
under the c ir cu m sta n c es . The co m p a n ies  receive fiscal certain ty  
under the con tract and  provide an  active w ork com m itm en t and  
high g a s  rev en u es to th e  S tate  an d  m u n icip a lities as agreed in the  
contract.

A lso see  a n sw ers to Item s 10 and  13.

16 . T h e  c o n t r a c t  s p e c i f i c a l ly  s t a t e s  t h a t  t h e  p a r t i e s  a re  n o t  
r e q u i r e d  t o  s e l l  n a tu r a l  g a s  t o  a n  A la s k a n  p u r c h a s e r .

Again B ack b on e II m is lea d s by en gag in g  in se lec tive  q u otation  from  
the contract. W hat th e  con tract sa y s  is th at “Any Party m ay su p p ly
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G as to A laska p u rc h a ser s , but no Party is required to se ll G as to an  
A laska p u rc h a ser .”

First, the S ta te  will itse lf  h ave  n early  2 0  p ercen t o f the g a s  to 
m arket. It can  elect to  sell g a s  from its sh a re  to  serve in -sta te  
m ark ets a s  needed  an d  on s u c h  com m ercia l term s a s  the  
d ic ta tes  o f the A lask a  c o n stitu tio n  and  S ta te  law  require.

S econ d , B ack b on e II ignores th e  fact th a t the con tract  
provides for:

(1) a stu d y  o f in -sta te  n e e d s  before th e  o p en  se a so n ,
(2) for four offtake p o in ts  for in -s ta te  delivery at th e  

e x p e n se  of th e  project,
(3) m ileage sen sitiv e  in -s ta te  ra tes in the op en  se a so n , 

an d
(4) coop eration  by th e  m a in lin e  over in te rc o n n ec tio n s  

w ith  p arties w ho d esire  to build
in -sta te  la tera ls.

Potential in -sta te  b u yers will face the com m ercia l reality that  
no party will w an t to se ll g a s  for le s s  th an  its m ark et va lu e . A 
co n tra ctu a l requ irem en t o th erw ise  w ould  have required an  
econ om ic  c o n c e ss io n , or su b s id y , th at w ou ld  h ave  co st th e  
S ta te  an  equal eco n o m ic  c o n c e ss io n  e lsew h ere  in the  
con tract.

1 7 . T h e  c o n t r a c t  d o e s  n o t  r e q u i r e  t h e  p r o d u c e r s  t o  e x p a n d  t h e  
p ip e l in e  to  t a k e  t h i r d  p a r t y  e x p lo r e r  g a s ,  o r  fo r  i n c r e m e n t a l  
e x p a n s io n s  fo r  i n s t a t e  u s e .

B ackb one II a rg u es th at b e c a u se  th e  p rod u cers will bid for cap acity  
in the S ta te ’s n am e, the S ta te ’s g a s  w ill go to A lberta an d  th e  S ta te  
will have to pay  th e  full c o st  to A lberta if it w a n ts  to tak e  its  g a s  off 
in A laska. B ack b on e a p p ea rs to be argu in g  ab ou t ex p a n s io n  in the  
above bold face type but th e  text th a t fo llow s d ea ls  w ith  the entirely  
different su b ject o f  how  th e  cap ac ity  m a n a g em en t artic le  op erates.

Again B ack b on e II h a s m isread  th e  con tract and  its p o in t is  
m islead in g . F irst, the p ip elin e  m u s t  offer in the open  se a so n  a 
tariff for in -sta te  u sa g e  com p u ted  w ith o u t regard to c o s ts  o u ts id e
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A laska a s  well a s  a long hau l tariff. U nder the cap acity  
m an agem en t article , the S tate  h a s  the right to bid for so m e sh ort- 
h au l capacity  (with a  sh ort h au l rate) a s  well a s  long  h au l cap acity  
accord in g  to the S ta te ’s d esires  at th e  tim e o f the open  se a so n .
T his carve out for in -sta te  cap ac ity  m ea n s th at th e  S ta te ’s g a s  will 
not au tom atica lly  go to Alberta if th e  S ta te  w a n ts  part o f it to travel 
to in -sta te  m arkets. B e ca u se  there will be a sh ort h au l rate by 
order of the FERC, th e  S tate  ca n  tak e ad van tage o f  that rate for 
sh ip m en ts  in A lask a  and will not pay th e  full co st o f sen d in g  the  
g a s to Alberta.

If a third party ca n n o t find cap ac ity  on the A laska portions o f  the  
project o n ce  it is operational, th e  contract g ives th e  S ta te  th e  right 
to in itiate the e x p a n sio n  p ro cess  w ith in  the en tity  ow n in g  th e  
pipeline provided certain  co n d itio n s are m et. The exp an sion  
p rocess th en  b ecom es su b ject to th e  FERC p ro cess , in c lu d in g  its 
open  se a so n  req u irem en ts. As a general m atter, th e  open  se a so n  
p ro cess is  availab le to all so  th e  third party explorer m u st bid  
a g a in st o ther p otentia l u sers  o f th e  capacity . To require that the  
open  se a so n  for the exp an sion  capacity  be lim ited to in d ep en d en t  
explorers w ould  raise an is su e  o f p otentia l un law fu l d iscr im in ation . 
So the contract goes a s  far a s  it reason ab ly  can  by giving the S tate  
the right to in itiate a n  ex p a n sio n  on b eh a lf o f an  in d ep en d en t  
sh ipper.

The in d ep en d en t explorer a lso  h a s an  a lternative rem edy. It can  
invoke the u n p reced en ted  m and atory  ex p a n sio n  p rov ision s o f the  
A laska N atural G as P ipeline Act (ANGPA) en acted  by C on gress in 
2 0 0 4 . If it m a k es it c a se  at the FERC, th en  ANGPA provides that 
the ex p a n sio n  cap ac ity  m u st be con tracted  for by th e  sh ip p er  that 
filed the ex p a n sio n  ap p lica tion . In th is  c a se , th e  sp ecific  sta tu tory  
provision  ap p ears to override th e  m ore general prohib ition  aga in st  
un law fu l d iscr im in ation .

1 8 . T h e  c o n t r a c t  r e q u i r e s  t h e  S t a t e  t o  d e fe n d  a n d  in d e m n i f y  t h e  
p a r t i c i p a n t s  a g a i n s t  a n y  lo s s  a r i s in g  o u t  o f  t h e i r  f a i lu r e  t o  
p e r f o r m  a n  o b l ig a t io n  u n d e r  t h e  c o n t r a c t .

T his is  a va st oversta tem en t at b est. Contrary to B a ck b o n e’s cla im , 
th e  contract d o es not allow  “an o u trageou s transfer o f poten tia lly
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im m en se  risk to th e  S ta te”, nor d oes it “allow  th e  in d u stry  to act 
reck lessly  a t th e  e x p e n se  o f th e  S ta te .” Rather, th e  con tract  
req uires the p artic ip an ts to perform  m a n y  ob liga tion s (e .g ., build  
the project w ith  d iligence) w h ere  in d em n ifica tion  by th e  S ta te  is  
sim ply  not relevan t.

In a few sp ecific  in s ta n c e s , there are in d em n ifica tion  p rov ision s  
added , an d  for good reason . For exam p le , u n d er  Article 10 d ealin g  
w ith cap acity , th e  S tate  h a s agreed to indem nify  ea ch  producer and  
produ cer ca p a c ity  holder a g a in st lo s se s  arisin g  o u t o f the producer  
cap ac ity  h o ld er’s  action  or in action  regarding its cap acity  
ob ligation s, ex cep t w here fraud is involved. The quid pro qu o  for 
th is  is th e  u n p reced en ted  ob liga tion s th a t th e  prod u cer  cap acity  
holder w ill a s s u m e  in order to en su re  th at the S ta te  can  acquire  
and  m ain ta in  cap acity  righ ts on an  equal footing w ith the  
produ cers.

B ack b on e II fu rther c la im s th at th e  S ta te  “alarm ingly  in d em n ifies  
the prod u cers from the c o s ts  a sso c ia ted  w ith sta te  regulatory  
a c tio n s and a c tio n s  by o th er  g o v ern m en ts .” This p resu m a b ly  is a  
reference to A rticle 8 .3 , w h ich  a d d re sses  the RCA’s au th ority  over 
the project, an d  to Article 2 1 .3 , w h ich  a d d r e sse s  a c tio n s  th at m ay  
be taken  by politica l su b d iv is io n s.

As a lready d is c u sse d  in Item  8 , th e  RCA h a s no regu latory  
au th ority  over th e  p ip eline itse lf, th e  GTP or in tersta te  gas  
tra n sm iss io n  lin es . If n o n e th e le ss  the RCA a ss e r ts  ju r isd ic tio n  and  
ta k es  a c tio n s in c o n s is te n t w ith  federal regu latory p r in c ip les, and a 
lo ss  to th e  c o m p a n ies  re su lts , th en  the co m p a n ies  cou ld  in itia te  a 
d isp u te  to recover from th e S ta te  lo s s e s  th ey  incurred . (Those  
lo s se s  w ould  n ot in c lu d e  an y  lo st profits.) The p o ten tia l S ta te  
liability u n d er  th is  provision m u st be con sid ered  in light o f th e  
a lm ost n o n -ex iste n t likelihood that th is  str in g  o f e v en ts  will occu r.

With regard to lo s s e s  incurred  on a c co u n t o f a c tio n s tak en  by  
political su b d iv is io n s  (e .g ., a new  tax  forbidden u n d er  the contract), 
the S ta te  h a s agreed  to ind em n ify  the p artic ip an ts a g a in st an y  
lo s se s  th ey  m ay in cu r  in sofar  a s  th ey  relate to the p a r tic ip a n ts ’ 
fiscal ob liga tion s u n d er  th e  con tract. In the con tract, th e  S ta te  is  
agreein g  to provide fiscal certa in ty  to th e  p artic ip an ts an d  it is
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reason ab le  to ind em n ify  them  in the event a political su b d iv is ion  
tak es an  action  th at a ttem p ts  to u n d ercu t th at certa in ty .

Finally, tne con tract a lso  provides for S tate in d em n ifica tion  in 
s itu a tio n s  w here the S tate  fails to m ake full p a y m en ts of a m o u n ts  
d u e. Article 22  provides that in th o se  s itu a tio n s a prod u cer  m ay  
recoup or affect an  am ou n t due by either receiv in g  p a y m en ts  d u e  
un der a S ta te  g as sa le s  contract or red u cin g  the vo lu m e o f g as that 
th e  producer w ould  o th erw ise  deliver to th e  S tate. The con tract  
further provides that w here the producer red u ces the vo lu m e, the  
producer sh all acquire from the S tate  the cap ac ity  related to th e  
reduced vo lum e and  m ay acquire an a ss ig n m en t o f S ta te  g a s  sa le  
con tracts  a lso  related to that reduced  volum e. For a n y  su ch  
cap acity  or a ss ig n m en t action s, the S tate h a s  agreed to indem nify  
th e  producer from any lo ss  (as lim ited u n d er  Article 3 7 .2 ). By 
m aking full and  tim ely  p aym en ts, the S tate is entirely  in control o f  
w h eth er it will have to indem nify.

1 9 . T h e  c o n t r a c t  f o r c e s  t h e  s t a t e  t o  a g re e  t o  b in d in g  “ t a k e  o r
p a y ” s h ip p in g  c o m m i tm e n t s  c o s t in g  b i l l io n s  fo r  a  q u a n t i t y  o f  
g a s  i t  d o e s n ’t  c o n t r o l .

In order to further the project, the sta te  h as agreed to take ga s in- 
kind for both royalty and  tax paym en ts. That d ec is io n  requires  
that the sta te  m ake long-term  sh ip p in g  com m itm en ts ju s t  th e  sa m e  
a s  w ould  any o ther m ajor sh ip p er of gas. T h ose co m m itm en ts  will 
be paid from the reven u es gained  by m arketing sta te  g a s . As a 
resu lt, th e  sta te  is  accep tin g  risk that gas m ark etin g  rev en u es  
m ight be in ad eq u ate  to m eet th ose  sh ip p in g  co m m itm en ts. T his 
risk is m itigated , a s  provided for in  the contract and  a s  d isc u sse d  
in the fiscal in terest finding, in several w ays:

1) b e c a u se  th e  m agn itu d e  o f the m on th ly  sh ip p in g  
com m itm en t is d irectly  related to the total co n stru c tio n  co st, 
in c lu d in g  all co st overruns, work com m itm en ts m u st provide  
the flexibility for the sta te  an d  the o ther parties to  p lan  and  
m an age th is m ega-project in the m ost d iscip lin ed  and  
effective m an n er to en su re  co n stru ctio n  c o sts  are m inim ized;

2 ) the con tract e n su r e s  that the sta te  d oes not in cur  
disproportion ate sh ip p in g  com m itm en t (“C ap acity”) risk  -  th e
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con tract e n su r e s  th e  sta te  can  get our g a s  to m arket w h en  
produced  and th a t the sta te  d o es not bear d isp rop ortion ate  
risk, w ith  resp ect to the prod u cers, o f h o ld in g  u n u se d  
capacity;

3) th e  PPT leg isla tion  an d  the Uniform  U p stream  F iscal 
C ontract provide in cen tiv es for in v estm en t an d  a level p laying  
field for n ew  exp lorers -  m in im izing  the risk  th at th e  p ip elin e  
m ight not be kept full for the term  o f the contract;

4) th e  s ta te  “rid es th e  c o a tta ils” of th e  p rod u cers w h en  it 
co m es to m an ag in g  sh ip p in g  co m m itm en ts in th e  p ipeline; 
and

5) u n d er  th e  term s o f  the contract th e  s ta te  m arketer will 
receive the sa m e inform ation (production  forecasts, field 
m a in ten a n ce  an d  p ip elin e  operational b u lle tin s) a t th e  sa m e  
tim e a s  p rodu cer m arketers.

The s ta te ’s  r isk s incurred in a ccep tin g  sh ip p in g  
co m m itm en ts, an d  th e  s ta te ’s r isks w ith resp ect to the  
p rod u cers have been  eva lu ated  and have been  found  to be 
m ea su ra b le  and lim ited , w h en  com pared w ith  the b en efits  
and  rev en u es availab le  to the sta te  a s  a resu lt o f th e  project.

2 0 .  T h e  c o n t r a c t  r e q u i r e s  t h e  S t a t e  t o  i n v e s t  2 0 %  o f  t h e  c o s t s  in  
a l l  u p s t r e a m  p ip e l in e s  b e tw e e n  t h e  g a s  t r e a t m e n t  p la n [ t]  a n d  
t h e  p r o d u c in g  u n i t s .

The S ta te  p artic ip a tes in the g a s  tra n sm iss io n  p ip elin es in 
proportion  to its  exp ected  sh are  of ga s in th o se  p ip e lin es, no m ore  
and no le s s . That varies by field. The S tate  h a s  the right to back  
out o f  participation  in an y  ind ividual com p on en t o f the project 
after it ta k es  ca p a c ity  in the O pen S ea so n  for that com p on en t.
The p articu lar  project en tity  agreem en ts will define th o se  rights.
If the S ta te  believes th at it is not in its in terest to co n tin u e  to  
in vest in o n e  o f the g a s  tra n sm iss io n  p ip elin es, all it h a s  to do is 
invoke its w ithdraw al rights u n d er the en tity  a greem en ts . 
S p ecifica lly , th e  S ta te  will have the right to w ithdraw al from  
p articipation  w ith full recovery of its prior in v estm en t in th e  event  
the S ta te  d ec id es  n ot to proceed  w ith the in v estm en t on th e  
project sa n ctio n  date . If it c o n tin u es  as an  ow ner in  the u p stream
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p ip elin es, the sta te  will receive the c o m m en su ra te  reward for its  
in vestm en t b ased  on  the tariffs th at have been  e sta b lish ed . 
Therefore, th e  S tate  receives the sa m e  rew ard a s the other  
in vestors w ith  resp ect to su c h  in v estm en ts .

U nder the current S ta tu s  Q uo, the S ta te  a lready p ays for th e  
p rocess in g  c o sts  o f  the g a s  in P rudhoe B ay th rou gh  a red u ction  of  
royalty v a lu es , w h ich  is 2 / 3  o f  the g as in th e  p ip elin e  d u rin g  th e  
first 2 0  years.

The 35%  com m itm en t a llow an ce  is in ten d ed  to in crea se  the  
in ternal rate o f return on th e  project in th e  m ost efficient m an n er  
w ith ou t giving up  in total general govern m en t reven u es. The 35%  
com m itm en t a llow ance is d esign ed  to rew ard all sh ip p ers w h o  
have m ade a firm tran sp ortation  com m itm en t to the project.

2 1 . T h e  c o n t r a c t  r e q u i r e s  t h e  s t a t e  t o  t a k e  i t s  r o y a l ty  a n d  t a x e s  a s  
g a s - in -k in d  a n d  d i r e c t l /  c o m p e te  in  t h e  m a r k e t  w i th  t h e  
p r o d u c e r s  w h e re  t h e y  a r e  a d v a n ta g e d  b y  p o s i t io n ,  s p e c ia l  
k n o w le d g e  a n d  m a s s .

The fisca l in terest finding, in se c tio n s  6 .3 .1 , 6 .3 .2 , and 8 .2 .3 .4 ,  
provides ex ten d ed  d is c u ss io n s  o f m arket r isk s and  the o p tio n s  
availab le to th e  sta te  to m arket our gas. The sta te  will ind eed  
com p ete  directly  w ith  the p rod u cers. The prod u cers are not likely  
to  be advan taged  u p stream  d u e to the u n iq u e  p osition  o f th e  sta te  
m arketer, w h ich , a lon e, will enjoy th e  p ersp ective  from u p stream  
in form ation  received from each  of the North S lop e p rodu cers.

Producer m arketers are not treated the sa m e. Their in tera ctio n s in 
the m ark etin g  world are tightly  co n stra in ed  by regu lation . They  
em p loy  very different m arket stra teg ies  all the w ay from h igh ly  
proactive m arketing op eration s to sim p ly  delivering ga s for sp o t  
sa le s  at availab le m ark ets. In add ition , m an y  o f the largest n atu ra l 
g as m ark etin g  en titie s  do not produ ce their  ow n g a s , b u t se e k  and  
enter in to  con tractu a l com m itm en ts to su p p ly  their  m arket delivery  
req u irem en ts.

P artn ersh ip s, jo in t ven tu res or contract m ark etin g  arran gem en ts  
w ith su c h  en tities  have the p oten tia l o f com b in in g  the s tr en g th s  of
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the sta te  (large, stead y , long-term  su p p ly  o f gas) w ith  the s tren g th s  
of th o se  en titie s  (highly refined m ark etin g  ca p ab ilitie s, p resen ce  in  
m ultip le  m ark ets, forecastin g  and lon g-ran ge m arket d evelop m en t  
sk ills , etc.). Som e o f them  have a lready con tacted  the S tate  w ith  
the idea o f en terin g  a m ark etin g  agreem en t. The r isk s incurred  by 
the sta te  by th e  d ec is ion  to m arket our ow n g a s  are m an ageab le  
and  reason ab le , and , a lth ou gh  o f m u ch  greater m agn itu d e, are n e t  
that d issim ilar  from p ast d e c is io n s  to m arket som e o f our ow n sta te  
oil, rather th an  leaving it in va lu e  w ith  th e  produ cers. For exam p le, 
the S tate  currently  tak es royalty oil in k ind an d  se lls  it a t a 
prem ium  to Flint H ills an d  Tesoro.

M oreover, the S ta te  h a s  a key com p etitive  advan tage relative to the  
produ cers -  th e  I ta te  p ays no federal in com e tax, giving the S tate  
an edge in com p etin g  for c u sto m e r s  and m ark ets. The S tate  can  
a lso  preferentially  d irect its  sa le s  to in -sta te  m ark ets.

F inally, th e  con cep t o f RIK /  RIV sw itch in g  is in com patib le  w ith  the  
contract carriage o f ga s p ip e lin es an d  th e  SGDA recogn izes th is .

2 2 . T h e  c o n t r a c t  b a s e s  c o n s t r u c t i o n  i m p a c t  p a y m e n t  a m o u n t s  o n  
2 0 0 1  p r i c e s  w i th  n o  a c c o m m o d a t io n  fo r  i n f la t io n .

T his is  factu ally  in accu rate . Inform ation Insight did a stu d y  (that 
is on the M unicipal Advisory G roup w eb site , an d  all the n u m b ers in  
th is  paragraph are on  page 94) and  co n c lu d ed  that im pact c o s ts  to 
M unicip alities w ould  ab ou t 1 2 0 .6  m illion  dollars in 2 0 0 4  dollars, 
offset by ab ou t 10.7 m illion dollars in in creased  property ta x es  
(though no a n a ly s is  w as d on e of in c r e a se s  from other tax sou rces.)  
T h u s the m axim um  in crem en ta l c o s ts  to m u n ic ip a litie s  w ou ld  be 
ab ou t 109 .9  m illion in 2 0 0 4 , (not 2 0 0 1 ) dollars.

Instead  u n der Article 18, ow n ers o f the p ip elin e  are m akin g  six  
p a y m en ts that total 125 m illion  in m on ey  of th e  day (a lthough any  
p aym en t m ade m ore than  9 y ea rs after th e  effective date is a lso  
esca la ted .) R ecent h istor ica l in flation  rates su g g e s t  the 125 m illion  
dollars a s  defined  in the con tract m ay yield  a h igh er dollar figure 
than  the actu a l 109 .9  m illion  d o llars identified  in the stu d y .
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2 3 . A ll t h e  r i s k s  t h a t  t h e  S t a t e  o f  A la s k a  i s  b e in g  a s k e d  to  t a k e  o n  
a r e  d e s ig n e d  t o  p r o t e c t  t h e  o il  c o m p a n ie s .  I t  p u t s  t h e  
P e r m a n e n t  F u n d  a t  r i s k  o n  m a t t e r s  o v e r  w h ic h  t h e  S t a t e  h a s  n o  
c o n t r o l ,  a s  t h e  o il c o m p a n ie s  w ill  b e  in  c o n t r o l .

N othing in the p roposed  con tract invo lves p a y m en ts  or in v estm en ts  
by the P erm anent F und. In fact th e  op p osite  is true. The royalty  
con tr ib u tion s to the P erm anent F und are sp ecifica lly  a ssu r ed  in the  
con tract. T h ese  co n tr ib u tio n s will be e sse n tia lly  the sam e a s  
u n d er  the S ta tu s  Q uo s in ce  there w a s no ch an ge  in the royalty  
p ercen tages.

The S tate  is not b eing  a sk ed  to protect th e  P roducers. The S tate  
on ly  a s s u m e s  r isk s w ith  resp ect to its ow n sh are  o f the ga s an d  its  
ow n sh are  o f th e  m id stream  in v e stm en ts . The S tate  h a s full 
control over how  it w ish e s  to m an age  its ow n risk  exp osu re , it is 
not d ictated  by an yon e. In fact, th e  S tate  h a s  sp ecifica lly  
n egotiated  p rov ision s u n d er the con tract u n d er  w h ich  the S tate  
gets  favorable treatm en t from the co m p a n ie s  in cap acity  
m a n a g em en t an d  o p tio n s in cap ita l co n tr ib u tio n s during the  
in v estm en t in th e  g as line.

The S tate  h a s  full ab ility  to red u ce m u ch  o f th e  risk  sign ifican tly  u 
it so  w ish e s  by se llin g  large v o lu m es o f g a s  at the w ellh ead  u n d er  
la ig e  co n tra cts  and  th ereb y  avoid ing  sh ip p ers and  m arketing  risks.

2 4 . T h e  c o n t r a c t  c o n t a i n s  n o  f i s c a l  c e r t a i n t y  fo r  t h e  S t a te .

T here is com p lete  certa in ty  that th e  S ta te  will receive all the  
p a}an en ts th a t have been  agreed to. There is com p lete  fisca l 
certa in ty  for th e  S ta te . In add ition , the Political S u b d iv is io n s will 
a lso  have stab ility  in th e  portion o f PILT p a y m en ts m ade payab le  
directly  to th em .

2 5 . T h e  c o n t r a c t  lo c k s  in  o i l  a n d  g a s  t a x  b r e a k s  fo r  u p  t o  4 5  y e a r s ,  
w i th  o r  w i t h o u t  a  g a s  l in e .

T here is a b so lu te ly  no provision  in th e  con tract th a t gives the  
co m p a n ies  a m on op o listic  right to m arket the g a s  o f the S ta te  or
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the g a s  in A laska. The PPT tax  regim e u n d er  very con servative  oil 
price forecasts will in crease  S ta te  rev en u es by a billion a year. It is  
therefore not correct to call th is  a  low tax rate sch em e. And if 
fu ture leg isla tu res see  fit to a d ju st PPT dow nw ard s to attract 
additional in vestm en t, the p rodu cers will co n tin u e  to pay PPT 
u n der the contract rate.

The fiscal stab ility  period for oil is not 4 5  y ea rs but 3 0  y ea rs. If the  
project sp o n so rs  do not d iligen tly  ad van ce  the project in 
accord an ce w ith  Article 5, the fisca l con tract will be term inated , 
in clu d in g  the p rov ision s for fisca l stab ility .

It is not correct to proclaim  tl.a t the S ta te  h as con clu d ed  th e  
contract in exch an ge  for a b so lu te ly  n o th in g . U nder average gas  
price forecasts th e  S tate  will receive $ 1 . 7  billion per year in  
c o n sta n t 2 0 0 6  $ .

It is com p letely  norm al to d ed ica te  g as reserves to a project o f th is  
m agnitud e. Finally, if  the p rodu cers do not develop  the project 
w ith d iligen ce, th e  S tate  can  term in ate  th e  contract by the term s o f  
the con tract an d , once term in ated , th e  co m p a n ies lo se  the b en efits  
o f fiscal stab ility . They a lso  lo se  the b en efits  o f fiscal stab ility  if 
they w ithdraw  from the con tract.

2 6 . T h e  c o n t r a c t  a llo w s  t a x  b r e a k s  to  a p p ly  to  p r o d u c e r s ,  a f f i l ia t e s  
a n d  s u b c o n t r a c to r s .

The harm  from th is, B ack b on e II goes on to a sser t is  that “there is 
a  m ultip lier effect of the cred its th at w orks a g a in st the revenu e  
in terests  o f the S tate , the im p acts  o f w h ich  can not be fo reca st.”

The con tract m in im izes ta x es  on  the project w h ile  u n d er  
con stru ction , recapturing  th at va lu e  in P aym en ts in Lieu o f Tax 
(PILTS) once th e  project is  up  an d  ru n n in g  and prod u cin g  c a sh  
flow. To do th at effectively, (and not m ak e it le s s  a d v a n ta g eo u s  
for th e  project sp o n so rs  to u s e  local con tractors and  
su b con tractors) the con tract is stru ctu red  w here a tax m ight 
in crease  the c o st  o f th e  project, w hoever is paying it in th e  first 
in s ta n ce  gets th e  “tax break”. A contractor will on ly  have the  
exem p tion s in th is  con tract if th ey  can  d em on stra te  that th e  c o s ts  
w ere directly p a sse d  on to the Project or the properties.
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On a general note, w hile the A laska portion o f  tb̂ * project is 
estim a ted  to co st 7  (or 9 or so m e other figure) bh.ion dollars, we  
do not k n ow  how  m u ch  o f  th a t will be sp en t in sta te  an d  how  
m u ch  o u t o f s ta te , and  th u s  ca n n o t p recise ly  forecast all the  
p otentia l tax effects. More sp ecifica lly , a s  there are n o  tax cred its  
created  u n d er  the con tract it is e a sy  to forecast their effect: zero.

2 7 .  T h e  c o n t r a c t  a llo w s  t a x  b r e a k s  t o  a p p ly  t o  f a c i l i t i e s  a n d  
a c t i v i t i e s  o u t s id e  t h e  s t a t e  o f  A la s k a . (S e c t io n  9 .5 )

S ection  9 .5  o f the con tract req uires the ow n ers of the g a s  line to 
co n d u ct a  feasib ility  stu d y  for NGL p ro cess in g  op p ortu n ities in  
A laska. T his is  in ten d ed  to create  econ om ic  opportunity  for 
A laska. W ithout the required stu d y , som e o f the p rod u cers’ 
p reju d ices m ight on ly  be to exam in e  NGL p lan ts c lo ser  to ex istin g  
NGL in frastru ctu re  farther so u th . If the p lan t is located  o u ts id e  of 
A iaska, A laska can't tax it so  there w ould  be no taxes to give 
inappropriate break s on. If the NGL p lan t is  located in A laska, its 
PILT p aym en t will be negotiated  u n d er artic le  16.6

2 8 . T h e  c o n t r a c t  w a s  u n f a i r ly  n e g o t i a t e d  a s  a  s o le - s o u r c e  c o n t r a c t .

The S ta te  h a s scru p u lo u sly  follow ed the req u irem en ts o f  the  
SGDA in n egotia tin g  the current contract. It is  not so le  sou rce. As 
d is c u sse d  earlier, th e  S tate  accep ted  n u m ero u s SGDA  
a p p lica tio n s. It engaged  in ser io u s and  su b sta n tia l d is c u ss io n s  
w ith  all a p p lican ts . The S tate  th en  f o c u ^ J  its  resou rces on th e  
proposal m o st likely to resu lt in tim ely  co n stru ctio n  o f a  gas 
p ip eline project w ith ou t u n d u e  litigation  delay.

B ack b on e II se em s to rep resen t that all p rop osa ls are easily  
com p arab le . The fact is, how ever, th at th e  p ro d u cers’ proposal is 
the on ly  o n e  th at brings th e  lea seh o ld ers to the table and com m its  
their ga s to  the project. T his is a d eterm inative advan tage over all 
other p rop osa ls.
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The m ax im u m  benefit for r es id en ts  o f A lask a  o c c u r s  a s  a r e su lt  o f  
a con tract th at lead s to a g a s  p ip elin e  project b e in g  tim ely bu ilt, 
n ot a s  a  resu lt o f a  contract that m ay so u n d  attractive  b u t d o es  
n ot com m it ga s to and ad van ce  the project. The con tract is  noi 
so le  sou rce , b u t recogn izes th e  d esirab ility  o f  n eg o tia tin g  a n d  
reach in g  agreem en t w ith  p arties that a c tu a lly  h ave  g a s  to com m it  
to the project.

2 9 .  T h e  c o n t r a c t  p r o h ib i t s  t h e  r i g h t  t o  s e e k  c o u r t  a c t i o n  r e g a r d in g  
t h e  l e g a l i ty  o r  c o n s t i t u t i o n a l i t y  o f  t h e  c o n t r a c t .

Any party excep t th e  p arties to  the con tract m ay ch a llen g e  th e  legal 
or co n stitu tio n a lity  o f th e  con tract. It is n o n se n s ic a l to a llow  a  
party to a con tract to ex ecu te  it and  th en  turn  arou n d  and  
ch a llen ge  it in court. If a  party  h a s  su c h  grave d o u b ts  a b o u t a  
con tract, it sh ou ld  not en ter  in to  it in  th e  first p lace.

It sh ou ld  a lso  be noted  that th e  S ta te  w an ted  to m ak e su re  th a t if a  
ju d ic ia l ch a llen g e  is filed, th at th e  project c o n tin u e s  to w ork on  
project p la n n in g  and  d evelop m en t. For th is  rea so n  the con tract  
provides th at work on  the project c a n n o t be su sp e n d e d  u n til fifteen  
m o n th s h a s  e lap sed  w hile the ju d ic ia l ch a llen g e  p roceed s.

3 0 .  T h e  c o n t r a c t  t r u m p s  t h e  r i g h t s  o f  A la s k a  c i t i z e n s  t o  im p o s e  a  
t a x  b y  t h e  i n i t i a t i v e  p r o c e s s .

It is th e  op in ion  of the A ttorney G eneral that it is en tirely  
C on stitu tion a l to provide fisca l stab ility  for oil an d  ga s a n d  protect  
in vestors from ch a n g es  in fu tu re  tax  law s e ith er  a s  a  resu lt o f  the  
in itia tive  p r o c ess  or a s  a resu lt o f leg isla tion  by th e  L egislature. It 
is  not a ch a llen g e  to the sovereign ty  o f A laska.

It is  an integral sovereign  right o f the S ta te  an d  c o u n tr ie s  to 
co n c lu d e  lon g  term  co n tra cts  an d  provide the related  fiscal 
stab ility . The railroads w ou ld  have never been  b u ilt in th e  U nited  
S ta te s  w ith ou t S ta te s  ex erc is in g  the sovereign  right to en ter  in to  
su c h  co n tra ctu a l arran gem en ts.
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3 1 . T h e  c o n t r a c t  r e q u i r e s  t h e  S t a t e  t o  p a y  t h e  p a r t i c i p a n t s '  
m u n ic ip a l  t a x  o b l ig a t io n s  a b o v e  a  c e r t a i n  c a p  s e t  in  t h e  
c o n t r a c t  ( s e c t io n  1 1 .)

On th is  m o ra l/e th ic a l is su e , B ack b on e h a s  it exactly  backw ard. 
U nder section  11 .3 , w ith certa in  ex cep tio n s , m ost a lready ex is t in g 
in law , partic ip an ts will pay a n y  m u n icip a l tax  levied on  them .
The local tax in g  ju r isd ic tio n s are kept w h ole , and  can  m ake su re  
they  are kept w hole u n d er  their ow n o rd in a n ces, boards of 
eq u aliza tion  an d  other d em ocratic  in s titu tio n s . Then u n d er  the  
con tract, if  th o se  p a ym en ts have exceed ed  certain  a m o u n ts  or 
other te s ts , the sta te  will reim b u rse  the taxpayer. The sta te  is 
never paying a  m u n icipality  for “a p artic ip an ts m u n icipal tax  
o b liga tion .” That rem ain s the ta x p a y ers’ ob ligation .

3 2 .  T h e  c o n t r a c t  p r o h ib i t  m u n ic ip a l i t i e s  f ro m  s e e k in g  c o u r t  o r  
o t h e r  a d m i n i s t r a t i v e  a c t io n  r e g a r d in g  t h e  p a r t i e s ’ f u l f i l lm e n t  
o f  o b l ig a t io n s  u n d e r  t h e  c o n t r a c t .  ( S e c t io n  2 1 .3 )

D esp ite  th e  fact the m u n ic ip a litie s are not parties to the contract, 
“B a ck b o n e” go es on to su g g est that “th is is  an oth er  tak in g  o f our  
norm al an d  traditional dem ocratic  righ ts o f  d u e  p rocess , on ly  to 
benefit th e  oil in d u stry .” T axpayers -  in c lu d in g  the oil in d u stry  -  
e ith er  pay ta x es to local ju r isd ic tio n s  u n d er  local ord in an ces, or 
m ake P aym en ts in Lieu of Tax (PILT) u n d er  the contract. In the  
form er situ a tio n , for sa le s  taxes , gravel sev era n ce  taxes , ex c ise  
ta x es  etc. th e  local ju r isd ic tio n s  retain all the r igh ts th ey  currently  
have. In th e  latter s itu a tio n  a ser ie s  o f tax  p aym en ts th at cou ld  
have been  app ealed  by either s id e  are rep laced  by a ser ie s  of 
pred ictab le  PILTs driven by the variab les o f  inflation  and  
th rou gh p u t.

3 3 . T h e  c o n t r a c t  r e q u i r e s  t h e  S t a t e  to  o w n  a  p e r c e n ta g e  o f  t h e  
t o t a l  p r o j e c t  in c lu d in g  p ip e l in e s  a n d  f a c i l i t i e s  in  C a n a d a  a n d  
t h e  lo w e r  4 8  s t a t e s .

T his s ta te m en t ignores the right of the S ta te  to w ithdraw  from the  
project w ith ou t cost. To begin w ith , th e  con tract com m its the  
S ta te  to tak in g  a sh are  of the variou s p ip elin es and facilities equal
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to its exp ected  sh are  o f  g as in ea ch  e lem en t o f th e  project. T h is is  
so u n d  from an eco n o m ic  po in t o f  view  and is w h at prod u cers aim  
for in a project. E ven so , th e  S ta te  can  w ithd raw  from its 
participation  in ea ch  e lem en t accord in g  *o th e  term s o f the LLC 
a greem en ts for e a ch  e lem en t o f th e  project. In th o se  ag reem en ts , 
if, at th e  tim e of th e  vote on project sa n c tio n , th e  S tate  d o es not  
w an t to go ah ead  w ith  the project, it will have the right to 
w ithdraw  from th e  project w ith full recovery o f its  in v estm en t to  
date.

The S ta te  is not required to take a n  o w n ersh ip  in terest in the  
Alberta to Lower 4 8  Project if no firm sh ip p in g  co m m itm en ts  for 
S ta te  G as are m ad e on that portion  o f th e  project. The p rov ision s  
in ArJ jle 7 regarding th e  A lberta to Lower 4 8  Project preserve an  
ow n ersh ip  right in an y  new  in frastru ctu re  th at m ight be bu ilt if it 
is n eed ed  for ad eq u ate  tak eaw ay  cap ac ity  o u t o f A lberta.

3 4 . T h e  c o n t r a c t  p r o t e c t s  t h e  p r o d u c e r s  f ro m  b e in g  l ia b le  t o  t h e  
S t a t e  fo r  a n y  lo s s  a r i s in g  o u t  o f  t h e i r  f a i lu r e  t o  p e r f o r m  t h e i r  
o b l ig a t io n s  r e g a r d in g  c a p a c i ty .

No fair read ing o f Article 10, w h ich  d ea ls  w ith  cap acity  
m an agem en t term s, can  lead to the c o n c lu s io n  th a t only  the S ta te  
h a s ob liga tion s and  on ly  the prod u cers have c h o x e s ,  a s  B ack b on e  
ch arges. C apacity  m a n a g em en t is s u e s  w ere p a in sta k in g ly  
n egotia ted  over m an y  m o n th s a s  th e  p arties so u g h t to create  a  
u n iq u e  b u t ev en -h a n d ed  w ay for so lv in g  th o se  is s u e s .

The oil co m p a n ies have a ssu m e d  ob liga tion s to the S ta te  that are  
u n p reced en ted . For exam p le, th ey  have agreed  to p rov ision s th a t, 
on ce  th e  p ip elin e  is le s s  th a n  fu ll, e n su re  to th e  ex ten t p o ssib le  that  
th e  S tate  an d  ea ch  com p an y  will sh are  an y  e x c e s s  cap ac ity  
proportionally . T h u s, if th e  S ta te  o w n s 20%  o f  th e  cap ac ity  an d  
there are 100 u n its  o f  e x c e ss  ca p a c ity  for the en tire  p ip eline, th en  
th e  S ta te ’s sh are  of th a t e x c e ss  sh o u ld  be no greater  th a n  2 0  u n its .

A s a n o th er  exam p le, th e  producers' cap acity  h o ld ers have agreed to  
provide the S tate  the sa m e  cap acity -re la ted  in form ation , and  to do  
so  prom ptly, that th ey  b ecom e privy to from e ith er  an  operator or 
their  related  producer. In th is  m a n n er  th e  S ta te  and th e  p rod u cers
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will be on equal footing in resp on d in g  to c h a n g in g  p rodu ction  levels  
that in turn will affect capacity  n eed s.

It w as b e c a u se  the P roducers w ere a ssu m in g  cap ac ity  ob ligation s  
and  resp on sib ilities greater th an  for an y  o ther in tersta te  p ip eline in 
th is  cou n try  that they  in sisted  on  lo ss  in d em n ifica tion , excep t in  
the c a se  o f fraud. In th e  S ta te ’s  ju d g m en t, th is is a reason ab le  
tradeoff.

3 5 . T h e  c o n t r a c t  w a s  n e g o t i a t e d  in  s e c r e t .

The SGDA se ts  out sp ecific  req u irem en ts w ith resp ect to ap p lican t  
confidentia lity . W hen it en acted  the SGDA in 1 9 9 8 , the  
L egislature recognized that for n eg o tia tio n s th a t involve h igh ly  
con fid en tia l com m ercial term s to be su c c e s s fu l, th e  S ta te  w ould  
have to be able to in su re  con fidentia lity  o f  proprietary and  
com m ercia lly  sen s itiv e  inform ation. The S tate  sim p ly  cou ld  not, in 
good faith , nor c o n sis te n t w ith th e  term s o f the SGDA. n egotiate  
w ith a i.y  SGDA sp o n so rs  u s in g  con fid en tia l in form ation , and th en  
reveal that inform ation .

However, w h en  n ego tia tion s w ere con c lu d ed , th e  S tate  
im m ed iately  p u b lish ed  the con tract an d  a m u ltitu d e  of relevant 
d o cu m en ts . The S tate  a lso  arranged for ex ten siv e  p u b lic  
ed u cation  on the co n ten ts  o f th e  con tract, both on th e  in tern et  
and through  n u m ero u s pu blic  h ear in gs th rou gh ou t th e  S tate .

T h u s, the n ego tia tion s w ere con d u cted  in su ch  a w ay a s to protect 
the leg itim ate com m ercia l co n cern s o f a ll a p p lica n ts . But the  
con tract will not be authorized  u n til it is  fully d is c u sse d  and  
analyzed  by the p u b lic  and the A laska L egislature.

3 6 . T h e  c o n t r a c t  d o e s  n o t  p r e c lu d e  a n  “ o v e r  t h e  t o p  p i p e l i n e '’ a s  
p r e f e r r e d  b y  E x x o n .

The A laska N atural G as P ipeline Act o f 2 0 0 4  proh ib its the federal 
governm ent from perm itting  an  over the top p ipeline. This 
provision  w as en acted  at the b e h e st of th e  G overnor w h en  h e w a s  
in the S en ate . No over the top project is law ful. F urther, the
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privileges, r igh ts and  b en efits  o f  th e  co n tra c t ex ten d  only to the  
“project” defined  in th e  con tract. The “M ain line” o f th e  “project” is  
defined  a s  a  “large d iam eter  p ip eline th a t is  routed  generally  a long  
th e  TAPS p ip elin e  and  the A lask a  C an ad a  H ighw ay.” The contract 
provides b en efits  on ly  for an  A lask a  H ighw ay route. That is a 
com p lete  an d  total proh ib ition  a g a in st an  over th e  top route.

3 7 .  T h e  c o n t r a c t  s u b j e c t s  c o n s t r u c t i o n  i m p a c t  p a y m e n t s  t o
m u n ic i p a l i t i e s  t o  a p p r o p r i a t i o n  a n d  d e b a t e  b y  t h e  l e g i s l a tu r e .  
( S e c t io n  1 8 .1 )

“B a ck b o n e” go es on to su g g es t  th a t “m ovin g  the v en u e  o f th e se  
d e c is io n s  to th e  ... L egislature, w here th e  oil in d u stry  h a s great 
sw a y ” is  unfair  to ind ividual ju r isd ic tio n s . S ection  18.1 o f the  
con tract e s ta b lish e s  1 25  m illion  dollars in im pact p aym en t w hich  
will be appropriated  by the leg isla tu re  to th o se  c o m m u n itie s  being  
im p acted . The co n tra ct can  hardly d irect th e  p a ym en ts to the  
affected  m u n ic ip a litie s  s in ce  w e do not n ow  know  w h ich  
c o m m u n itie s  will feel w h at effects . The leg isla tu re  can  look at and  
b alan ce  relative n e e d s , and coord in ate  th o se  fu n d s w ith other  
program s an d  sp en d in g . The leg isla tu re  is only go ing  to be 
d irectin g  the u se  o f th e  fu n d s. It will not - u n d er  the sw ay  o f the oil 
in d u stry  -  be allow ed to ch a n g e  th e  term s o f  the contract an d  only  
a sk  for im pact p a y m e n ts  o f 110 m illion , or 100 m illion . T his will 
m ost likely be a le s s  ch a o tic  p ro cess  th a n  havin g  every im pact 
m u n icip a lity  trying to ch a n g e  its fiscal sy s tem  for ju s t  the several 
years o f co n stru c tio n , w ith  all th e  a tten d a n t effects on other  
taxp ayers w ith in  th e  m u n icip a lity .
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June 2, 2006

The Honorable Jay Ramras 
Alaska State Representative 
State Capitol, Room 104 
Juneau, AK 99801-1182

Dear Representative Ramras:

This letter contains the questions posed during yesterday’s House 
Resources Committee’s hearing on the Stranded Gas Development Act 
Amendments (t-IB 2004) and the corresponding answers.

1. W L a t a r e  t h e  t e r m s  o f  m e m b e r s  o f  a M u n ic ip a l  A d v i s o r y  G r o u p  
(MAG)?

Representatives are appointed to a MAG by the mayor of a m unicipality. 
AS 43.82.510(b). State law does not prescribe a term for the representatives. 
The SGDA does require that a MAG itself is to serve only until lined action is 
taken on the application for which the group was appointed. AS 4 3 .8 2 .5 1 0(n).

Section 15 of HB 2004 will amend the law to provide that the MAG serves  
until the final distribution of impact payment m oney or until com m encem ent of 
commercial operations.

2. W h e th e r  a  t a x  r a t e  in c o r p o r a t e d  i n t o  a  p a y m e n t  in  l i e u  o f  t a x  
p r o v i s io n  o f  a  c o n t r a c t  r a t i f i e d  b y  t h e  l e g i s l a t u r e  c a n  b e  l a t e r  m o d i f i e d  b y  
m u tu a l a g r e e m e n t  o f  t h e  p a r t i e s .

This administration does not view the fiscal contract as allowing for any  
material am endm ents to the tax related provisions.
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However, after careful review of the contract, we believe there is an 
argument that such an am endm ent is, at least theoretically, possible. Article 
39.1 allows the contract to be amended in writing by mutual agreement o f the 
parties.

To avoid there being such an issue, the legislature could consider  
amending AS 43 .8 2 .4 3 5  by adding: “A contract authorized by this section and  
execuLed by the Governor m ay contain provisions that provide for am endm ent 
of contract term s without further action by the legislature except that any term  
relating to taxes described in AS 43.82.210(a), or paym ents in lieu of such  
taxes, may not be amended without further legislative authorization under th is  
section.”

3. T h e  p r o p o s e d  a m e n d m e n t s  t o  A S  43 .82 .020, i n  S e c .  2 o f  H B  
2004, a u t h o r i z e  t h e  c o m m i s s i o n e r  t o  n e g o t i a t e  t e r m s  fo r  i n c l u s i o n  i n  a  
p r o p o s e d  c o n t r a c t  fo r  c e r t a i n  a d j u s t m e n t s  r e g a r d in g  o i l  a n d  g a s  l e a s e  
a g r e e m e n t s ,  u n i t  a g r e e m e n t s  a n d  o t h e r  a g r e e m e n t s .  W h a t  a r e  s o m e  
e x a m p l e s  o f  m o d i f i c a t i o n  o f  l e a s e  a n d  u n i t  a g r e e m e n t s ?

The proposed contract provisions (1) redefine upstream  royalty 
responsibilities of the state with respect to payment of gas-related field costs  
such as cleaning, gathering, treating, and dehydration; (2) assign  responsibility  
to the state for conditioning of royalty gas and disposal of im purities associated  
with the conditioning of that gas; (3) limit over the term of the contract the 
state’s ability to switch between royalty in kind and royalty in value; (4) define  
points of delivery for royalty gas; (5) assign responsibility for downstream  NGL 
extraction; and (6) provide an optional alternative royalty rate for certain sliding  
scale royalty leases.

The contract also contains provisions that amend the requirem ents for 
the Point Thomson Unit lessees to submit further plans of development and 
establishes certain work com m itm ents for the Point Thomson Unit lessees.

4. T h e  i s s u e  o f  S e c t i o n  6(c) o f  H B  2004, 43.82.220(l)(c), a n d  r a m p  
u p  o f  l o c a l  g a s  u s e -

Many questions were raised concerning the availability’ of gas for in -state  
use. The am endm ents to the Stranded Gas Act are intended to ensure the State  
has the necessary authority to provide opportunities for in state gas use.
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We will have FERC counsel from Morrison Focrster available 
telcphonically to respond to Lhese questions and d iscu ss opportunities for in 
state gas use under the contract.

5. C o m p a r e  t h e  c a s e  la w  r e l a t i n g  t o  “i n  b e s t  i n t e r e s t s  o f  t h e  s ta te * *  
t o  “i n  t h e  l o n g - t e r m  f i s c a l  i n t e r e s t s  o f  t h e  s ta te * * ?

AS 43 .8 2 .2 0 0  sets standards under which the com m issioner of Revenue 
may develop a contract, under the Alaska Stranded Gas Development Act. 
Under current law', the com m issioner may include terms or conditions 
“necessajy to further the purposes of [AS 43.82]; or in the best interests of the  
state.”

Once a contract is developed, before the com m issioner presents h is  
preliminary and final findings and determinations to the legislature, he m ust 
determine that the contract term s are “in the long-term fiscal interests of the 
state.” AS 43.82.400(a); AS 43.82.430(b).

In our viewy having a standard to be met for developing contract term s 
that is potentially different that the standard necessary to be met for 
forwarding contract term? is am biguous and confusing. To date, we have not 
been able to find any legislative history on the SGDA that d iscu sse s  why there 
are different standards for conti act terms contained in the act.

It is difficult to describe precisely the practical difference between the 
standards because the standard “long-term fiscal interests of the sta te” neither  
appears elsewhere in Alaska statu tes nor has it been interpreted by the Alaska 
Supreme Court.

The standard “in the best interests of the state,” however, does appear in 
statute and has been interpreted num erous times by the Alaska Suprem e  
Court. The statute most analogous to the SGDA is probably AS 38.05 .035(e). 
Under that statute, the com m issioner of Natural Resources m ay approve 
contracts for sale, leases or disposals of state land “upon writLen findings that 
the interests of the state will be best served.”

The Alaska Suprem e Court has found that this standard can be traced to 
Art. VIII, of the Alaska Constitution. Art. VIII, sec. 1 says that “fi]t is policy of 
the State to encourage . . . the development of its resources by m aking them  
available for maximum u se  consistent with the public interest.” In turn, sec. 2 
of Art. VIII authorizes the legislature to provide for the utilization, developm ent, 
and conservation of all natural resources belonging to the state . . . for the
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maximum benefit of its people.” Kachem ak B ay C onservation Soc ie ty  v. S la te , 
Department o f  Natural R esources, 6 P.3d 270, 2 76  (Alaska 2000).

In our view, the standard “long-term fiscal interests of the sta te” would 
probably be traced to the sam e constitutional provisions a s  the “best interest 
standard” described above, although it may be a som ewhat narrower test than 
“best interests of the state .”

This is because a “long-term fiscal interests of the sta te” standard  
focuses on fiscal interests (although it should be noted that the Stranded Gas 
Development Act requires the commissioner to consider factors su ch  as safe 
management and operation of the project, mitigation of increased dem and for 
public services. AS 4 3 .8 2 .120(b)), while a “best interests of the sta te” standard 
is, arguably, broader.

Because the Stranded Gas Development Act deals primarily with fiscal 
issues, the “long-term fiscal interest of the state” standard is arguably more 
relevant and in keeping with the purposes of the Act.

Again, including two distinct standards in the Stranded Gas 
Development Act raises the issue of why the legislature ch ose  to include a “in 
the best interest of the sta te” standard for lerms and conditions in AS 
43.82 .200  and a “long-term fiscal interests of the state in AS 4 3 .8 2 .4 0 0  and AS 
43 .82 .430 since all three sections deal with the developm ent of the sam e 
contract. There appears to be no particular reason in either the legislative 
history or from a reading of the rest of the Stranded Gas Developm ent Act. The 
language change proposed in section 3 of SB 2004 will merely insure that a 
court considers the com m issioners’ proposed contract term s and preliminary 
and final findings under the sam e standards.

6. C o u ld  s t a t e  la w  b e  a m e n d e d  t o  im p o s e  a  t a x  o n  l im i t e d
l i a b i l i t y  c o m p a n i e s  (LLC) o w n in g  a  p o r t i o n  o f  t h e  p r o j e c t ?

Under Article 11.1 o f the fiscal contract, participant’s in terests are 
exempt from taxation except for income tax PILT (SCIT) set forth in Article 19 of 
the fiscal contract, which is  limited to the law in effect as of October 1,2005. If 
the state were to impose a general income tax on LLCs it is unlikely under the 
terms of the contract that it could be made to apply to the LLCs that are 
midstream entities under the terms of the contract.
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The members of t he LLCs which would be affiliates of the producers 
would pay corporate income tax under the terms of Article 19 a s  part of the 
unitary business of the producer.

In accordance with Article 31.1(b) an assignee of a m em bership interest 
in an LLC, that is not an affiliate of a producer, would not receive fiscal 
certainty with regard to corporate income tax.

We hope this answ ers the com m ittee’s questions.
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Sincerely,

Kevin Jardell 
Legislative Director

Cc: Representative Jam es Elkins
Representative Carl Gatto 
Representative Gabrielle LeDoux 
Representative Kurt Olson 
Representative Paul Seaton 
Representative Harry Crawford 
Representative Mary Kapsner



DEPARTMENT OF REVENUE
OFFICE of the COMMISSIONER

State Office Building 
PO Box 110400 

Juneau. AK 99811-0400

FRANK MURKOW SKI, G O VERNO R

Telephone 907-465-2300 
Fax: 907-465-2389

June 21, 2006

The Honorable Bert Cottle 
Mayor of the City of Valdez 
P.O. Box 307  
Valdez, AK 99686

Dear Mayor Cottle:

Enclosed is the sta te ’s reply to the points raised in your Ju n e 7, 2006, 
letter regarding the gas pipeline contract. We would welcome any additional 
thoughts on these issu es you may have.

We know Valdez w ants the “all-Alaska” Alaska Gasline Port Authority 
(AGPA) line. But please consider: to provide the state’s gas to AGPA, it would 
take years of litigation by the state, followed by a successful AGPA bid for the 
oil and gas leases made available by such successful state litigation. The 
likelihood of both of these events occurring is low.

Instead, why not have AGPA work with this ongoing process, reserve 
capacity during the FERC open s :asrn, and build a spur line from Glennallen  
to Valdez? W'e would like to d iscuss this with you at your convenience.

Sincerely yours,

s / s  W il l ia m  A . C o r b u s

William A. Corbus 
Commissioner of Revenue

cc: The Valdez Alaska Gas Pipeline Public Hearing Attendees



R e s p o n s e  t o  M a y o r  B e r t  C o t t l e ’s  J u n e  7 ,  2 0 0 6  L e t t e r

1. No C o m m i tm e n t  t o  B u ild  a  G a s l in e

T his a sser tio n  reflects an  in ad eq u ate  u n d ersta n d in g  o f the con tract  
term s and  so u n d  m an agem en t o f m egap rojects. The work  
com m itm en ts con ta in ed  in th e  con tract are th e  next sta g e  in 
com m itm en t a lready being exh ib ited  by the p rod u cers to com p lete  
the project. The produ cer com p an ies have been  actively  p u rsu in g  the  
A lask a  g as p ip eline project for several y ears. T hey sp en t $ 1 2 5  m illion  
in 2001  and 2 0 0 2  to develop a prelim inary project p lan , in c lu d in g  
a s s e s s m e n t  o f  project c o st, technology, regulatory and en v iron m en tal 
is su e s . In 2 0 0 4  the produ ct! com p an ies  paid the S tate  $ 1 .5  m illion  
to reim b u rse  S ta te  contract n egotiation  c o sts . In add ition , each  
com p an y  h a s  incurred  its  own su b sta n tia l on go in g  c o s ts  in su pp ort 
of n eg o tia tio n s, develop m en t o f th e  contract an d  other a greem en ts , 
an d  related p ip elin e  m atters.

The work co m m itm en ts con ta in ed  in the con tract are b u t the next 
stage in th e  com m itm en t already sh ow n to -d ate  by the prod u cers to 
com p lete  th e  project. T h ose com m itm en ts are com p arab le, and  
actu a lly  stronger, th an  th ose  con ta in ed  in a greem en ts w ith  other  
govern m en ts for d evelop m en t o f large and  very large, com p lex , 
in tern ation a l project. For exam p le, the p rodu cer group h a s  
com m itted  to start th e  “project p la n n in g ” of th e  project w ith in  90  
d ays o f execu tion  o f the con tract, and th en  to ad van ce th e  project a s  
diligently  a s  is prudent u n der the c ir c u m sta n c e s . In fact, the  
p rodu cers m u st co n tin u e  to ad van ce  the project even  in the even t o f  
a ju d icia l ch a llen g e , u n til e ith er the project p lan n in g  p h a se  is 
com p leted , $ 1 2 0  m illion have been  sp en t, or 15 m o n th s have p a ssed .

Proper up-front project p lan n in g  is critical to revalidate th e  2 0 0 1 -  
2 0 0 2  work an d  to prepare for the m ajor in v estm en ts  and  
co m m itm en ts m ade du rin g  the next stages: front-end eng in eerin g ,
Field ev a lu a tio n s, the open  se a so n , and perm itting. As project 
d evelop m en t p roceed s - particu larly  on a project o f th is m agn itu d e, 
sc o p e , and com p lex ity  - inform ation m u st be con tin u a lly  integrated  
a n d  incorporated  into the project scop e , d esig n , tim ing, and  co st  
forecasts. C ontrol o f the p ro cess  will be d o cu m en ted  w ith  periodic  
u p d a te s  to th e  project p. n.
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The project tim elin e  is in c lu d ed  in  the Project S u m m ary  (Article 5 .4) 
and  m u st be u p d ated  a n n u a lly  a n d  sh ared  w ith  the A lask a  pu blic. 
The m ost recent tim elin e  w as provided ju s t  la st m on th . T h is  
d o cu m en t is th e  m ech a n ism  by w h ich  the project en titie s  will 
co m m u n ica te  to all A lask an s how  they have been  d iligen tly  
ad van cin g  the project. They will provide in th is  plan a project 
overview , a  d escrip tion  o f  th e  w ork that h as been  a cco m p lish ed  in the  
la st year, the e stim a ted  project sc h e d u le  w ith p roposed  d evelop m en t  
activ ities , and a d escrip tion  o f  ex p en d itu res and program s  
im plem ented  u n d er  the A lask a  hire p rov ision s o f the con tract.

It is  im portant to rem em b er th at a s  a 20%  ow ner o f th e  LLC and  a 
m em ber o f  th e  LLC’s m a n a g em en t com m ittee , the S ta te  through  
A laska PipeC o. will p articip ate  in th e  project p lan n in g  an d  oversigh t  
of th e  operator that b u ild s th e  p ipeline. S ta te  o w n ersh ip  w ill provide  
A laska PipeC o. a c o n tin u in g  op p ortu n ity  to know  w h at is go ing  on  
in sid e  th e  project com p an y , be heard on  key is s u e s  an d  in flu en ce  the  
cou rse  o f  the project develop m en t.

Providing hard d a te s  in the co n tra ct to begin  co n stru c tio n  w ould  be 
contrary to all in d u stry  best p ra c tices  for project m a n a g em en t. A 
sch ed u le  driven co n stru ctio n  project w ill not deliver th e  highest, v a lu e  
project to  the co m p a n ie s  or th e  S ta te . If, in stead  o f w ork  
com m itm en ts appropriate for su c h  m ega-p rojects, sch ed u le -d r iv en  
con stru ction  co m m itm en ts  are im p osed , the project d evelop m en t will 
be driven by fixed d a te s  rath er th an  so u n d  p lan n in g , en g in eer in g , 
and co n stru ctio n  p ractices . E xp erien ce  h a s sh ow n  th a t the  
inevitab le resu lt will be co st overru n s -  u su a lly  m a ssiv e  cost  
overruns on a m ega-project su c h  a s  th is  one. B eca u se  o f  th is  
exp erien ce , the prod u cers c a n n o t p ru d en tly  com m it to bu ild  the  
pipeline if  they are co n tra ctu a lly  com m itted  to a strict c o n str u c tio n  
sch ed u le . Indeed, n o  p ru d en t corporate m an agem en t w ou ld  co m m it  
to a  tight tim etab le  before it k n o w s the term s and c o n d itio n s o f th e  
federal au th oriza tion  (FERC) or other federal and sta te  an d  C an ad ian  
perm its it m u st receive before it can  start con stru ction .

The fact is  that no o n e  can  g u a ra n tee  a date  for delivery o f  g a s  from  
th is project. Nor c a n  an yon e be a ssu r ed  on w h en  they w ill receive  
the n e c essa ry  p erm its from th e  U .S . federal govern m en t, the  
C anadian  govern m ent, and  from provincial an d  sta te  g o v ern m en ts for 
the project, or know  w h at the term s of th o se  perm its w ill be. G iven

J u n e  21 , 2 0 0 6 P age  2  of 17



th e  u n certa in ties  on perm itting , no  on e  today can  know  th e  desired  
delivery d ate  of the 5 to 6 m illion  to n s of s tee l th a t w ill be n eed ed  for 
th is  project. Finally, no o n e  today  can  hire the th o u sa n d s  o f sk illed  
w orkers to co n stru ct th e  project in the an tic ip ated  tim e fram e.

Any ap p lican t w ho c la im s to be w illing to provide hard d a tes  sh ou ld  
be view ed by all very critically , b e c a u se  su c h  an ap p lican t will have  
d em on stra ted  a w illin g n ess to  violate stern  le sso n s-lea rn ed  from  
m an y  m ega-p rojects in the p a st, in c lu d in g  th e  early a ttem p ts to build  
th e  ANGTS, and , by doing so , will m agnify th e  likelihood th at the  
S ta te , d irectly  or indirectly , will bear m u ch  o f the m ajor project cost  
overru n s an d  delays.

The work com m itm en ts co n ta in ed  in the con tract w ere crafted to 
e n su re  the next stage o f th e  project is started  prom ptly, an d  th at a 
d iscip lin ed , thorough  project m an agem en t p ro cess is im plem ented  
and  m ain ta ined  to control d evelop m en t and  con stru ction  o f the  
p ip eline, en su r in g  the m ost cost-effective  an d  tim ely project 
com p letion  p ossib le , and  m in im izin g  the risk  to both th e  S ta te  and  
th e  produ cers.

If, at an y  tim e, the S tate d o e s n ’t believe th at the project is b eing  
ad van ced  d iligently , it can  term in ate  the fisca l con tract. The 
poten tia l for term inating  th e  very deal that the p arties have sp en t 3- 
y ea rs negotia tin g  is s ign ifican t leverage over the prod u cers, a s  th e  
p rodu cers w ill lo se  all o f the b en efits o f fiscal certa in ty  if th is  con tract  
is term inated  by th e  State.

2 . I n t e r f e r e n c e  w i th  T a x a t io n  o f  O il P r o p e r ty  in  V io la t io n  o f  AS 
8 4 3 .8 2

a . I t  e s t a b l i s h e s  a  n e w  v a lu a t i o n  m e th o d o lo g y  fo r  T A PS.

The c a sh  flow from the PILT on  TAPS in the con tract tra n sla tes  into a 
va lu e  for TAPS higher th an  an y  va lu e  seen  s in ce  1995  -  3 .5  billion  
dollars. N o n e-th e-less , it d o es  not rep resen t the 2 0 0 6  va lue o f $ 4 .3  
billion w h ich  is found in the d ec is io n  -  now  u n d er  app eal by the  
ow n ers in Superior Court - from  th e  S ta te  A sse ssm e n t Review Board. 
O ur m odeling , w h ich  S tate  Petroleum  Property A ssesso r , Randy  
H offbeck, h a s  sh ared  w ith  y o u , sh o w s th at som e y ea rs  out, the  
in flation  and  th rou gh p u t driven ca lcu la tion  b ased  on a ^006 va lu e  of 
$ 3 .5  billion resu lts  in h igh er  c a sh  flows to th e  tax in g  ju r isd ic tio n s
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th en  th e  trad itional in flation  an d  d ep recia tion  driven ca lcu la tio n  
b a sed  on $ 4 .3  billion  in 2 0 0 6 .

A lth ou gh  everyone can  fully agree th a t th e  con tract w ou ld  p resen t a 
ch a n g e  in th is  aren a , given that v,e d o n ’t k n o w  the o u tco m e  o f the  
cu rren t court ap p ea ls  and other difficu lt to  forecast e v e n ts  su c h  as  
p o st TSM va lu a tion , I urge y o u  to w ork w ith  u s  on th is  problem  before  
rejecting th e  co n tra ct’s so lu tion . The follow ing ch art sh o w s the ca sh  
flow s from th e  s ta tu s  quo an d  the PILT stru c tu re  u s in g  a $ 3 .5  billion  
dollar b a se  and a $ 4 .3  billion  b ase .
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b. C o n t r a c t  t a r g e t s  t h e  V a ld e z  v e s s e l  ta x .

We do not agree th a t th e  ou tcom e you  d escr ib e  is p o ssib le  u n d er  the  
w ords w e have drafted. And s in ce  that ou tco m e w as not ou r  in ten t  
w e can certa in ly  resta te  the con tract se c t io n s  so  there is n o  ch a n ce  
for the scen a rio  y o u  have laid out. As w e exp la in ed  to V a ld ez’ 
attorn ey , Bill W alker, la s t  m on th , our in ten tion  w a s to treat th is  tax  
like any o th er  tax u n d er  AS 2 9 .4 5  w ith two ex cep tio n s: The first is 
th a t u n lik e  an y  o th er  ex is tin g  tax, the fu n d a m en ta l q u es tio n  of 
w h eth er  the tax  itse lf  is  c o n stitu tio n a l m ay still be op en . If the tax  is  
declared  u n co n stitu tio n a l th e  con tract w ou ld  no* require th e  
p rod u cers to keep  p ay in g  th o se  a m o u n ts  to th e  sta te  for th e  
rem ain d er o f the fisca l stab ility  period.
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The seco n d  d ifference is that b e c a u se  certa in  taxpayers have sign ed  
se ttlem en t a g reem en ts , it is ou r  in ten t to treat th o se , and  not the tax  
a s  en acted  by th e  V aldez a ssem b ly , a s  th e  b aselin e . The contract 
d em o n stra tes  th e  S ta te ’s determ in ation  n o t to reim burse a produ cer a 
pro form a prem ium  th at it had avoided by s ign in g  a  se ttlem en t  
agreem en t w ith  the City. S in ce  you  have read a  different 
in terp retation  in to  the con tract, we w ou ld  like to work w ith  you  to 
m ak e th ese  o u tc o m es crystal c lear in  the contract.

c . C u r r e n t  c a p  o n  o i l  a n d  g a s  p r o p e r t y  is  3 0  m il ls .

W hile you are correct th at u n d er  law  there is 3 0  mill cap  for op eratin g  
fu n d s in law  an d  no lim it on ta x es  to repay d eb t, for all practical 
p u rp o ses there ap p ears to be an  effective inform al 2 0  m ill cap. A 
h isto ry  of the City o f V ald ez’ m ill ra tes w h ich  rose stead ily  until 
b u m p in g  into th e  inform al cap m ay be a s  p ersu a siv e  a p iece  o f  
ev id en ce  a s  any. T h u s w e believed th a t fixing th e  va lu ation  by 
rem oving d ep recia tion  from th e TAPS ca lcu la tio n  is a  w orth w hile  
t^ade for th e  cap . D epreciation  h as in fact b een  eating  u p  the va lu e  o f  
TAPS over the prior d e c a d e s  w hile  over th at sa m e tim e period a mill 
rate above 2 0  h a s  never been m ore th an  a  hyp othetica l p ossib ility .

3 . S ig n i f ic a n t ly  W e a k e n s  t h e  P r o d u c e r s  O b l ig a t io n  t o  D e v e lo p  P o in t  
T h o m s o n

Point T hom son  will be developed  m o st efficiently  with a gaslin e . In 
th e  a b sen ce  o f a  gaslin e , the g a s  w ould  have to be re-in jected , w h ich  
d u e  to the very high p ressu re  required w ould  be very costly . With a  
g a slin e , m u ch  o f the gas w ould  com e from Point T h om son , and  h igh  
p ressu re  re-in jection  w ou ld  be u ’n ecessa ry . A ccordingly, the  
grea test in cen tiv e  to develop  Pt. T h om son  is a  gasline.

P oint T hom son  develop m en t co m m itm en ts  have been su b su m e d  to  
th e  term s o f con tract -  but on ly  as long  a s  the contract is  in force, 
an d  only u n til after co m m en cem en t o f com m ercia l op eration s o f th e  
pipeline. If th e  contract fails for a n y  reason , sp ecific  Point T h om son  
d evelop m en t co m m itm en ts fall back  u p on  the p rodu cers and the  
S ta te  reta in s its  full u n it m an agem en t authority . W ithin the term s  
o f th e  con tract, the prod u cers have recognized  their d u ty  to d evelop  
P oint T h om son  a s part o f their  overall work co m m itm en ts.

J u n e  2 1 ,  2 0 0 6 Page  5 o f  17



A ttem pts to in d ep en d en tly  enforce a “d u ty  to d evelop ” w ill r esu lt in 
protracted legal action , a s  the p rod u cers po in t out th e  su b sta n tia l  
tech n ica l h u rd les facing Point T h om son  d eve lop m en t, a s  th ey  a sse r t  
th e  S ta te ’s on go in g  a ccep ta n ce  through  2 0 0 4  o f  their Point T h om son  
d evelop m en t efforts, an d  a s  they  provide su b sta n tia l ev id en ce  th at  
sin ce  2 0 0 4  they have exerted  good faith a ttem p ts  to d evelop  Point 
T hom son  a s  an integral part o f m ajor gas sa le s . A lso, it h a s  y e t to 
be determ ined  w h eth er  a Point T h om son  d eve lop m en t a b se n t m ajor  
g a s sa le s  is c o n s is te n t w ith S ta te  con servation  regu la tion s -  b e c a u se  
o f th is, it is not clear that th e  prod u cers ca n  even  ob ta in  S tate  
approval o f a Point T h om son  d evelop m en t scen ario  in  w h ich  
produced  g as ca n n o t be so ld .

The am en d ed  DNR d ec ision  o f O ctober 2 7 , 2 0 0 5  found th e  Point 
T h om son  U nit (PTU) A greem ent to be in d efau lt. That d ec is io n  
called  for “a p lan  to bring th e  PTU into com m ercia l prod u ction  
w ithin  a reason ab le  tim e fram e”, and provided d a tes  for in itia tion  o f  
d evelop m en t op eration s, co m m en cem en t o f  drilling, an d  
com m en cem en t o f  production . B e ca u se  th e se  d a tes  are in c o n s is te n t  
w ith the work com m itm en ts con ta in ed  in th e  con tract, th a t d efau lt  
d ec is io n  h as been  stayed , p en d in g  c o n c lu s io n  o f d e lib era tion s on  th e  
con tract by th is  leg isla tu re.

The S tate  recogn izes that:

a) h istorically , co n tin u a n c e  o f the FRJ u n it an d  le a se s  h a s , u n til 
th e  latter h a lf  o f 2 0 0 5 , been  w ith the con cu rren ce  of DNR 
c o m m iss io n ers o f several a d m in istra tio n s o f varied politica l 
perspectives;

b) PTU gas is critical to su c c e s s fu l c o n c lu s io n  of a ga s p ip elin e  
contract and to com p letion  o f th e  project;

c) no DNR or S tate  r igh ts have been  given  aw ay or ex tin g u ish ed  
by granting th e  stay; an d

d) if th e  current ow n ers fa ils to m eet PTU com m itm en ts sp ecified  
in the con tract (com m it PTU gas in th e  initial op en  se a s o n s  
and  apply w ith in  6  m o n th s to AOGCC for pool rules) or if th e  
contract fails after execu tion  for an y  rea so n , the cu rren t 
o w n ers’ r igh ts to Pt. T h om son  ex p a n s io n  lea ses  term in ate
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u n le ss  th ey  in itia te  d evelop m en t w ith in  on e  yea r  o f the  
contract term ination .

T he S tate can a lso  em b ark  on the p r o c ess  o f term in atin g  the u n it
and  recla im ing the rem ain in g  lea ses .

4 . E l im in a t io n  o f  J u d i c i a l  B r a n c h

All d isp u te s  u n d er  the con tract are su b jec t to arbitration  accord in g  to 
a carefu lly  b a lan ced  se t  o f ru les m odeled  on  th e  ru les  of the  
In ternational C enter for D isp u te  R eso lu tion  (“CPR”). A rbitration is 
w idely  utilized  in US an d  in tern ation a l com m ercia l co n tra cts  to  
resolve d isp u tes . In a n u m b er  o f  ex is tin g  con tracts th e  S ta te  h a s  
agreed to an  arbitration  c la u se  and h a s  su c c e s s fu lly  invoked it.
W hile som e m ay argue th at the S tate  is  g iving up  “h om e court  
a d van tage” by agreein g  to arb itration , it m u st be kept in m ind that 
th e  arbitrators will be app ly in g  th e  su b sta n tiv e  law o f  A laska. In an y  
even t, the relevant q u estio n  critics sh o u ld  a sk  is w h eth er  the S ta te  
w ill be d isad van taged  u n d er  th e se  arb itration  ru les. We su b m it that 
th e  an sw er is clearly n o  a s  th e  ru les w ere sp ecifica lly  d esign ed  to 
treat all parties in an even -h a n d ed  m an n er.

For on e, the very se lection  o f  arbitrators w ill con tr ib u te  to a fair, n on -  
partial p rocess. D isp u tes m ay take th e  form o f a d isp u te  b etw een  th e  
S ta te  and  one com p an y  or betw een  the S ta te  and  m ore th an  o n e  
com p an y . In ea ch  c a se , th e  parties to the d isp u te  jo in tly  try first to 
agree on  the arbitrators. At th is stage , there is no votin g  p rocess; th e  
p arties d is c u ss  w ho is qualified  and  se ek  to agree on the p an el. If 
agreem en t is not reached  w ith in  75  d a y s, th en  a  neutra l body, not 
th e  parties, provides a list o f  qualified arb itrators from their sta n d in g  
l is ts  o f exp erien ced  arbitrators. After th at, each  party m ay strike on e  
can d id ate . In a single p articipan t d isp u te , each  side gets a s in g le  
str ik e  from the list. In a  m u lti-p artic ip an t d isp u te , e a ch  party, 
w h eth er  there are three or four p arties , g e ts  a strike but there is no  
reason  to a ssu m e  that in all c a se s  the p rod u cers will take a un ified  
p osition . Indeed, in a d isp u te  over th e  ex p a n sio n  p rov ision s, for 
exam p le , the S ta te  and one producer or even  two prod u cers cou ld  
lin e  up in exercisin g  th e  right to strike a g a in st a third com p an y .
E ven so , the va lu e  of str ik in g  a poten tia l arbitrator from the list is 
qu ite  lim ited b eca u se  n e ith er  the S ta te  nor the co m p a n ie s  w ill have  
th e  right to n om in ate  preferred ca n d id a tes  to the n eutra l lis t  
prop osed  by CPR in th e  first in sta n ce .
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L ikew ise, d iscovery is even  h an d ed  a lth ou gh  you  apparently  
m isu n d ersta n d  th e  d iscovery  provisions. D iscovery  is sca led  
accord in g  to the size  o f the d isp u te . The largest d isp u te s  th at could  
arise  u n der th e  con tract w ou ld  be d isp u te s  con cern in g  the paym en t  
in lieu  o f  the new  PPT. T h ose  d isp u tes  are not su b ject to a n y  pre-set 
lim it on d iscovery . The T ribunal d ec id es w h at d iscovery is 
appropriate to the c ir cu m sta n c es . That is v irtually  the sa m e  
stan d ard  a s  co u r ts  apply. T he other large d isp u te s  th at th e  S ta te  
h a s faced in th e  p a st su c h  a s  the d isp u te s  ab ou t the value o f oil or 
gas for tax  or royalty p u rp o se s  sh ou ld  not arise  b e c a u se  the S ta te  is 
tak in g  its royalty in kind an d  receiving tax p a y m en ts a s  g a s , not 
c a sh , accord ingly  to a pre-arran ged  form ula.

For sm all d isp u te s  — gen era lly  u n der o n e  h a lf  or on e  m illion  dollars - 
- there are lim its on  d ep o sitio n s. T his is  se n s ib le  u n le s s  on e  believes  
in en fra n ch isin g  law yers to litigate d isp u te s  at an v  cost regard less of 
the size o f  the d isp u te . For d isp u te s  over one m illion dollars, 
d ep o s itio n s  are generally  lim ited  to five per party, but the T ribunal 
m ay enlarge th at. And, “in a M ulti-Participant D isp u te , ea ch  sid e  to 
a D isp u te  is en titled  to no le s s  than  two (2) oral d e p o s itio n s .” In 
other w ords, there is no m axim u m  lim it in th ese  d isp u tes  for any  
party. It sh o u ld  be noted  th at the A laska Civil ru les a lso  con ta in  
lim ita tion s on d ep o sitio n s . H ence there is no “ab so lu te ly  a s to u n d in g  
giveaw ay” a s y o u  charge.

With regard to m o st ta x es , m u n is  w ill still have their full r igh ts under  
their  own ord in a n ces and p roced u res, and  ap p ea ls  m ay proceed  
th rou gh  th e  norm al court p r o c esse s . For th o se  taxes su ch  a s  the  
4 3 .5 6  property tax you  are correct that, a s  exp la in ed  above, w e have  
opted  for a va lu e  tied to in flation  and  th rou gh p u t rather th a n  an  
u n certa in  va lu e . B ut for sa le s  taxes, ex c ise  ta x es  and  m ost property  
ta x es  u n d er  2 9 .4 5 , th e  m u n icip a lity  sh o u ld  n otice  no d ifference.

5. E l im in a t io n  o f  t h e  L e g is la t iv e  P ro c e s s

The eco n o m ics  o f th is  project are very fragile. With high p rices and  
no co st overru n s it w ould  be a very good project. With low p rices  
an d  a s izeab le  overrun it w ould  be a very bad project. The 
p rod u cers are w illing to tak e  the d ow n sid e  risk , but it m u st be 
offset w ith  u p sid e  poten tia l. If the u p sid e , sh o u ld  it m ateria lize, will
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be taken  aw ay w ith  h igh ta x es , th e  r k sym m etry  will be destroyed . 
That is  w hy the con tract c o n ta in s  the fiscal stab ility  period.

6 . C i t i z e n  L e g is la t iv e  I n i t i a t i v e  P r o c e s s

The S tran d ed  G as Act w a s stru ctu red  to rep lace the sta tu to ry  b a s is  
o f  ad m in ister in g  ta x es w ith a co n tractu a l b a s is . That is  the  
m ech a n ism  by w h ich  fiscal stab ility  is  created . If the ballot 
in itia tive  p ro cess  can override th e  con tractu a l term s, th en  there  
w ould  be no fiscal stab ility .

M oreover, w e believe th e  reserves tax w ou ld  be very harm ful to the  
S ta te . Even th ou gh  there is am p le  ev id en ce  the prod u cers are  
ser io u s a b o u t the project, th e  tax  ap p ears a s  a p u n itive  m easu re  
for not h av in g  built it p rev iou sly , even th ou gh  it did n ot m ake se n se  
to ser io u sly  co n sid er  b u ild in g  the project u n til recently . M oreover, 
th e  p rod u cers w ould have to pay th e  tax even  w hile b u ild in g  the  
project. T his w ould  create  a m orbid in v estm en t c lim ate  in A laska, 
an d  d ep ress th e  project eco n o m ics . In ad d ition , la w su its  by the  
prod u cer  co m p a n ie s  to overturn tl ‘ reserve tax cou ld  delay the  
project a s  w ell.

7 . E l im in a t io n  o f  t h e  S t a t e  A s s e s s m e n t  R e v ie w  B o a rd  P r o c e s s  in  t h e  
V a lu a t io n  o f  t h e  T ra n s -A la s k a  O il P ip e l in e

You have correctly  characterized  th is  for th e  sign a tor ies to the  
con tract, th o u g h  not to th e  other ow n ers o f TAPS. Interestingly , 
w h ile  som e ow n ers o f TAPS m av qualify u n d er  the m odel u p stream  
con tract, o th ers , w h ich  are not p rod u cers, m ay not qualify  an d  m ay  
c o n tin u e  to h ave  their portion o f th e  p ip eline valued  u n d er th e  
gen era l law . You a lso  exp ressed  con cern  th at the con tract w ou ld  not 
a c co u n t for reserve a d d ition s, p resu m ab ly  by not reflecting  th e  
longer p ip eline life. The resu lt o f b asin g  th e  PILT on th rou gh p u t  
a c tu a lly  crea tes a m ore rob u st and resp on sive  cash  flow a s  n ew  
d isco v er ies  are brought on  line, w ith  the resu lt being add ition a l 
reven u e  th at w ill far exceed  w h at w ould  be gen erated  by m erely  
ex ten d in g  field lives. Again, w e urge you  to c lo se ly  exam in e the  
p o ss ib le  o u tc o m es  w ith ou t a con tract w ith  the o u tco m es u n d er  the  
con tract.

8 . E l i m in a t io n  o f  t h e  R e g u la to r y  C o m m is s io n  o f  A la s k a ’s  
J u r i s d i c t i o n  O v e r  I n - S ta te  U se

J u n e  2 1 ,  2 0 0 6 P ag e  9 o f  17



T his charge reflects a m isu n d ersta n d in g  o f  federal an d  sta te  
ju r isd ic tio n  over gas p ip elin es. Legally, th e  FERC h a s  the ex c lu siv e  
right to au th orize  the co n stru ctio n  an d  operation  o f an  in tersta te  
n atu ra l ga s p ip eline, sp ecifica lly  the A laska natu ral gas p ip elin e  in 
th e  U nited S ta te s . In th is c a se , that au th ority  ex ten d s to the g a s  
treatm en t p lan t (“GTP”) an d  the FERC h a s already d em on stra ted  its  
ju r isd ic tio n  by ex ten d in g  th e  open  se a so n  reg u la tio n s to the GTP. 
F eeder p ip elin es that su p p ly  an  in tersta te  g a s  p ip eline a lso  will be 
regu lated  by the FERC so long a s  they are not gath erin g  lin es. T his 
is  u n lik e  TAPS w here federal regu lation  is far le s s  pervasive an d  there  
is  d u al regu la tion  of rates by th e  FERC an d  th e  RCA.

T h u s, the RCA is  pow erless u n d er  federal law , not b e c a u se  of the  
co n tra ct, to regu late the g a s  m ain lin e, the GTP or th e  feeders, even  if 
so m e  of the gas in th ose  facilities will be “g a s  d istr ib u ted  in A la sk a .”
If the RCA sh o u ld  attem pt to a sser t ju r isd ic tio n  w here it h a s  n o n e , its  
a c tio n s  w ould interfere w ith  the sc h e m e  o f federal regu lation  and  
w ou ld  p recip itate  u n n e ce ssa ry  delay  and litigation . Article 8 .3  o f the  
con tract con firm s ex istin g  law  an d  is d esign ed  to avoid regulatory  
m isa d v en tu res . In the totally rem ote h yp oth etica l c a se  in w h ich  the  
RCA tried to ex ten d  its regu lation  to the project in a w ay th at  
con flic ted  w ith federal p r in c ip les, the S ta te  w ou ld  seek  to cure the  
con flict. If it failed, th e  co m p a n ies  cou ld  in itia te  a d isp u te  but 
recovery in su c h  a d isp u te  w ou ld  De lim ited  by Article 3 7 .2  
(L im itation on  R em edies an d  D am ages). Article 3 7 .2  p reclu d es an  
aw ard o f  lost profits. So  even  if the RCA had  ju r isd ic tio n  to find the  
g a s  p ip eline rates too h igh , w h ich  it d o es n o t, the S ta te  w ould  not  
have had to “eat the d ifference” o f  lost profits.

F inally , the con tract d oes not prohibit RCA “ju r isd ic tio n  over g as  
p ip e lin es  for gas d istr ib u ted  in A laska, a s y o u  c la im .” S ection  108 o f  
ANGTA reserves ex c lu siv e  ju r isd ic tion  to the RCA of an y  local 
d istr ib u tion  facilities, for exam p le , a sp u r  lin e  from th e  gas m ain lin e  
to th e  A nchorage area. H ence, w hile th o se  facilities u p stream  o f the  
sp u r  lin e  w ould  be regu lated  by FERC to the ex ten t they  are not 
ga th er in g  lin es , th e  RCA will have ju r isd ic tion  o f all local d istr ib u tion  
facilitie s  w h ich , by defin ition , will transport “ga s d istr ib u ted  in 
A la sk a .” Sim ilarly, if there are local d istr ib u tion  facilities b u ilt in  
V aldez, th ey  w ou ld  be RCA ju r isd ic tion a l.

9 . A u d i t in g
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It is  true that the prod u cers ca n  require the S ta te  to au d it for targeted  
taxes. H ow ever th is  will se ld om  occu r b e c a u se  (i) ex istin g  ta x es  (su ch  
a s the tan k er  tax) can , by defin ition , never b ecom e targeted taxes , and  
(ii) if it tu rn s out that the tax in q u estio n  w a s not a  targeted tax, the  
p rod u cers m u st pay for th e  c o st  o f  the au d it. A lthough w e believe the  
concep t o f  a targeted tax is  a w orthw hile idea to keep in the contract, 
we invite you r  th ou gh ts a s  to better w ays o f en forcing  it.

1 0 . R o y a l ty  In -K in d  v s . R o y a l ty  in  V a lu e

The d ec is io n  to take royalty in-k ind  is related to the d ec ision  to 
accept tran sp ortation  sh ip p in g  co m m itm en ts, thereby  relieving the  
produ cer com p an ies of th o se  co m m itm en ts  an d  providing  
im provem ent to th e  project eco n o m ics w ith ou t giving up  the S ta te ’s 
sh are  o f the resou rce. Federal regu la tion s governing the sh ip p in g  
o f oil a n d  th ose  govern ing th e  sh ip p in g  o f  gas are very different. 
The benefits o f sw itch in g  the tak ing o f royalty g a s  and the tak ing of 
royalty oil betw een  in -va lu e  and in-k ind  are very different b ecau se  
of the sep arate  an d  very different regulatory reg im es. B eca u se , 
accord ing  to federal regu la tion s natu ral ga s is sh ip p ed  under fixed  
contract arran gem en ts, ex is tin g  lea se  r igh ts to sw itch  the tak in g  of 
royalty g a s  betw een  in -va lu e  and  in -k in d  are of little or no practical 
va lu e to th e  S tate. A ccep tan ce o f royalty in -k in d  requires that the  
S ta te  e sta b lish  a g a s  m ark etin g  fu n ction , but it a lso  frees th e  S tate  
to obtain  value for our gas accord ing  to our ow n priorities and  
stra teg ies .

T aking S ta te  ga s in -k ind  provides th e  sta te  th e  b est opportunity  to  
en su re  th e  m ost benefit ou t of ou r  royalty gas. For in stan ce , a  
producer m ay be w illing to accept h igher r isk s w hile  seek in g  higher  
va lu e for A laska gas, w h ereas the S ta te  m ight find th ose  
in crem en ta l r isk s u n a ccep ta b le . C onversely , a producer m ay be 
w illing to accep t lower g a s  p rices, w h erea s the S tate  w ould prefer to 
m arket m ore aggressively . R ather th an  a ttem p tin g  to enforce  
“h ig h er -o f’ lease  p rov ision s in a ‘royalty in -v a lu e ’ world, and  
incurring th e  legal c o s ts  an d  co n tin u in g  co n ten tio u s  re la tion sh ip s  
w ith  the very producers w e are exp ectin g  to becom e our partners, 
th e  S tate h a s  the opp ortu n ity  to help  en su re  the p ip eline is built 
an d  to m arket our ga s to b est m eet the stra teg ies and policies o f  
the State.
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The S tate  h as a  su c c e s s fu l record tak in g  so m e  o f our royalty  oil in - 
kind and m arketing it o u rse lv es . A w ide variety o f  a ltern a tiv es ex is t  
for develop in g  a  S ta te  g a s  m ark etin g  auth ority . M ajor th ird-party  
gas m arketers ex ist w illing  to partner w ith  th e  S ta te , w h o are not  
produ cers of their ow n g a s  and  by the very n a tu re  o f  their  
com p an ies  w ould  be n atu ra l p artners w ith  priorities w h ich  w ould  
be c o n s is te n t w ith  th o se  o f th e  S ta te . G as m ark etin g  ex p erts , both  
w ith in  th e  S ta te  and  o u ts id e , have c o n s is te n tly  confirm ed  th e  
opportunity  an d  poten tia l va lu e  ava ilab le  to th e  S ta te  by tak ing ou r  
gas in -k ind .
T aking S tate  g a s  in -k in d  a lso  e n h a n c e s  th e  S ta te ’s ab ility  to  m eet  
the critical n e ed s of A lask an s. The S ta te  can  a scer ta in  th e  n e ed s o f  
in -sta te  u se , deter, line th e  p o lic ies to be m et to m eet th o se  n eed s, 
and determ ine the sh a re  of S ta te  ga s to be com m itted  to in -sta te  
u se.

11 . N o P e n a l ty  fo r  N o n - P e r fo rm a n c e

If the con tract is term in ated , the p rod u cers lo se  fisca l certa in ty  on all 
their oil and gas op era tion s in A laska. That is a  su b s ta n tia l “p en a lty ” 
b e c a u se  ob ta in in g  fiscal certa in ty  w as one o f th e  prim ary, if  not the  
prim ary, objective of their n eg o tia tio n s. T erm ination  w ou ld  leave the  
L egislature free to en act c h a n g e s  in th e  S ta te ’s tax  law s th a t w ould  
be in th e  b est in terest o f th e  S tate  in light o f  ch a n g ed  c ir cu m sta n c es . 
Sim ilarly, if one or m ore o f the p rod u cers w ith d raw s from th e  
con tract after the open  se a so n , there is  a d ifferent p en a lty  -  they  
m u st relin q u ish  their h o ld in gs in A laska e ith er  by sa le  to a  third  
party or by forfeiture. The ex c lu s io n  from th e  p en a lty  c la u se  of 
co n seq u en tia l or p u n itive  d a m a g es w orks both  w ays -  it is  protective  
o f the S ta te  b e c a u se  co n se q u en tia l or p u n itive  d a m a g es c a n n o t be 
recovered aga in st the S ta te  if it fa ils to perform  on e  o f  its ob liga tion s  
u n d er the con tract. Suffice it to say , th e  S ta te  a lw ays h a s availab le  
th e  rem ed ies o f th e  a n titru st law s if th e  p rod u cers co llective ly  en gage  
in an ti-com p etitive  behavior

1 2 . L o c a l H ire

Article 6  requires, to  th e  ex ten t perm itted  by law , the em p loym en t o f  
A laska resid en ts  an d  co n tra cts  w ith  A lask a  b u s in e s s e s . T he SGDA, 
in turn , requires th e  h iring o f  A lask a  w ork ers an d  the con tractin g  
w ith  A laska b u s in e s s e s  “to th e  ex ten t th e  r e s id en ts  an d  b u s in e s s e s  
are availab le, com p etitively  priced , an d  q u a lified .” T h is d o e s  not 
m ean , a s  som e have c la im ed , th at A laska w o rk ers’ labor ra tes  m u st
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be at the sa m e price or ch ea p er  than  labor ra tes from o u ts id e  A laska. 
Travel c o s ts  to an d  from A lask a, a s  well a s  food and h o u sin g  c o s ts  to 
th e  project w ould  all en ter into a determ in ation  of w h eth er  the A laska  
w orker or b u s in e s s  w a s com p etitively  priced. The p resen t w ording of  
6.2(b) will be ch a n g ed  to a ssu r e  A lask an s o f you r  in ten t that 
A lask an s are hired for th ese  jo b s . There will be no repeat o f w hat 
h ap p en ed  on  TAPS. We will have A lask an s now  in m iddle sch oo l 
tra in ed  and  ready to work on th is  project.

In ad d ition , w e propose, o n ce  th e  contract b ecom es effective, to begin  
n eg o tia tio n s w ith  the producer co m p a n ies  regarding a project labor  
agreem en t that w ou ld  exped ite  the co n stru ctio n  of the project.
F inally , we a lso  in tend  to p ropose in itia tin g  d isc u ss io n s  and  
n eg o tia tio n s w ith the governm ent o f C anada con cern in g  a  cro ss-  
border labor agreem ent.

13 . G a s  i s  n o t  “ S t r a n d e d ”

“S tra n d ed ” is defined in th e  S tranded G as Act a s  not being m arketed  
d u e to prevailing cost and m arket con d ition s. We interpret 
“p revailing” to m ean  du rin g  the con stru ction  an d  operation  of the  
project.

No on e  can  predict w ith  an y  a ssu r a n c e  the level o f g a s  prices over the  
next 4 5  years. It is p o ssib le  to presen t rationale for prices being  
an yw h ere  from $1 to $ 2 0  or m ore. W hat are now  con sid ered  low  
probability  ev en ts  will no dou b t unfold  a s h istory  p roceed s over this 
tim e period . A ccordingly, prices could  be very h igh or very low. And 
cou p led  w ith  w h eth er  c o s ts  com e in on  budget, or w h eth er  there are 
o verru n s, th is  cou ld  turn out to be eith er a  very good or very bad  
project.

The p rosp ect o f a very bad ou tcom e, in recognition  o f the great size of  
th is  project, ra ises  particu lar con cern . A bad ou tco m e cou p led  with  
th e  s ize  o f th e  project could  be a financial ca ta strop h e . Investors look 
at risk  asym m etrica lly , a s  w ell. D ow nsid e risk , if it ca n n o t be  
to lerated  by the com p an y , is  w orse th an  u p sid e  p otentia l is  good. It 
is for th e se  rea so n s  that the gas is con sid ered  stran d ed  from an  
eco n o m ic  p erspective. T his is d escrib ed  in m ore detail in th e  F iscal 
In terest F inding.
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B ut there is a n  add ition al d im en sio n , a s  well. G iven th e  factors above, 
prod u cers are w illin g  to take the d ow n sid e  risk , but th ey  m u st have  
u p sid e  p o ten tia l to b a lan ce  it. If th e  u p sid e , sh o u ld  it m ateria lize, can  
be tak en  aw ay by h igher ta x es , the risk sym m etry  of th e  u p sid e  
p otentia l and d o w n sid e  risk is  d istorted . It is for th is  reason  that the  
lack  o f fiscal stab ility  itse lf  a lso  co n tr ib u tes to the g as being stran d ed .

1 4 . S t a t e  O w n e r s h ip

The conflict o f  in terest a llegation  is  not correct. The LLC will be 
e sta b lish ed  in D elaw are. In the draft LLC A greem ent u n d er  
n egotia tion , th e  S ta te  can  exerc ise  its voting  righ ts in th e  LLC 
sp ecifica lly  in the b est in te re sts  o f  the S ta te  w ith ou t an y  fiduciary  
ob liga tion s to th e  o th er  parties, b eca u se  D elaw are corporate law  
p erm its th e  p arties to w aive fiduciary d u ties  in an LLC; A laska law  
d o es not. T his is an  im portant benefit to the S tate  o f h av in g  a 
D elaw are LLC. N othing in th e  fiscal contract restr icts th e  S tate's  
righ ts in th is  regard and it w ould  be free to term in ate  th e  fiscal 
con tract accord in g  to its term in ation  prov ision s. Further, the S ta te  
in ten d s to have the right u n d er  the LLC agreem en t to w ithdraw  from  
the project at project sa n ctio n  and be paid back  for its in v estm en t to 
that date.

The q u estio n  a lso  refers to "other con flic ts  o f interest" in areas of  
regulatory oversigh t. As exp la in ed  previously , by long e sta b lish ed  
federal law  *he RCA h as no law ful regulatory resp on sib ility  w ith  
resp ect to an in tersta te  ga s p ip eline. The S tate  is a lso  com p lete ly  free 
u n d er  Article 8 .4  to ch a llen ge  or com m en t u p on  tariffs or other  
regu latory m atters a t the FERC. Again, there is no conflict. The 
S ta te 's  a u th o rity  for other a rea s o f en forcem en t of its police pow ers, 
su ch  a s  en forcem en t of its en v iron m en ta l law s, is in tact and not 
m odified in  an y  w ay by th e  fisca l contract.

1 5 . T h e  S a le  o f  N a tu r a l  G a s  in  A la s k a

D u ring  th e  con tract n ego tia tion s G overnor M urkow ski an d  h is  S ta te  
team  in s is ted  on  sp ecific , s ign ifican t term s to provide for in -sta te  
n e ed s. A key  d istin ctio n  o f ea ch  of th e se  producer c o n c e ss io n s  is that 
they  have b een  agreed u p on , rath er than  relying u p on  som e form o f  
forced tak in g  o f  the g a s, in fringing on  the p ro d u cers’ ex is tin g  lea se  
righ ts and  inv itin g  protracted  an d  exp en sive  litigation  w h ich  will on ly  
further delay  an  A laska g a s  p ip eline project.
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The con tract provides for in -sta te  u se  in at least 8 sep arate  
provisions:

•  It reiterates that the pipeline will traverse A laska thereby  
providing cost-effective , local a c ce ss .

• It in c lu d es a com m itm ent to support fu n d in g  of four ga s off­
take p o in ts  in A laska at location s selected  after co n su lta tio n  
w ith th e  S ta te , to be inclu ded  in the in itial co n stru ctio n  d esign .

•  It in c lu d es com m itm en t to a new  stu d y  o f in -sta te  g a s  n eed s, 
m ade availab le before open se a so n  p lan s are filed w ith  the  
FERC.

• It in c lu d es a com m itm en t to con d u ct a  feasib ility  stu d y  for in ­
sta te  NGL p ro cess in g  opp ortu n ities before co m m en cem en t of 
the open  sea so n .

• It provides for m ileage sen sitive  in sta te  gas tran sp ortation  rates  
to be offered at th e  open  sea so n .

• It in c lu d es a  com m itm en t to cooperate in p lan n in g  a n d  d esign  
with sp o n so rs  of facilities dow nstream  of an  off-take poin t.

•  It provides for the S tate  to bid at the open  se a so n  for in -sta te  
capacity , sep arate  from export capacity .

It is  true that the contract does not force any  produ cer to se ll g a s  to 
in -sta te  u sers: how ever, each  producer, and the S ta te  itself, h a s  the  
right to com p ete  for in -sta te  gas sa le s . Taken together, the above  
p rovisions e n su re  that a healthy in -sta te  m arket sh o u ld  develop , to 
the m axim um  benefit o f  all A laskans.
C on cern s ab ou t th e  depend ab ility  o f the S ta te ’s g a s  su p p ly  have  
been  carefu lly  exam in ed  by G overnor M urkow ski and h is team . The 
gas sh ip p in g  com m itm en ts m ade by the p rodu cers en su re  th at they  
will deliver th e  g a s  needed  to keep the pipeline full during th e  term  o f  
th o se  sh ip p in g  com m itm en ts. Further, the con tract sp ec ifie s  that  
th e  S ta te ’s 20%  sh are o f  the gas m u st be transported  w h en  it is  
produced  to m arket a lon g  w ith producer gas. W ith its control o f th is  
large volum e o f g a s, the S tate  can en su re  th at all o f  the in -sta te  
m arket n eed s are m et.
The contract sp ec ifies a lso  that the S tate  gas m arketer receives the  
sa m e inform ation with w h ich  to m an age S tate  g a s  m arketing  
activ ities a s produ cer m arketers receive. F inally, if  the u n foreseen  
h a p p en s, the contract sp ec ifies  that the S tate  will not bear a  
d isp roportion ate  sh are  o f the cost o f unfilled  sh ip p in g  co m m itm en ts.
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Finally, it sh o u ld  be kept in m ind th at ANGDA - a S ta te  agen cy  - is  
currently  active ly  w orking to e n su re  delivery o f ga s for in -s ta te  u se s . 
M any o f their s tu d ie s  are currently  u n d erw ay  and will a d d re ss  in 
detail in -sta te  u s e . In ad d ition , ANGDA w orked w ith  the D epartm ent 
o f  Energy on  its ju s t - is s u e d  (June 2 0 0 6 ) s tu d y  o f in -sta te  ga s n eed s.

1 6 . T a r i f f  fo r  I n - S t a t e  O f f - ta k e  P o in t s

T his c o n c lu s io n  th at in -S ta te  sh ip p ers will pay the full fare is 
incorrect an d  reflects a m isu n d ersta n d in g  o f w h at Mr. Loeffler said . 
U nder its op en  se a so n  regu la tion s for the p ip elin e , FERC requires the  
p ip elin e  to offer e stim a ted  rates for in itial cap acity  a s  w ell a s  for 
volun tary  ex p a n s io n  cap acity . 18 CFR § 1 5 7 .3 0 . W ith regard to 
estim a ted  ra tes for cap acity  for in -S ta te  delivery p o in ts, they “m u st  
be b ased  on  the c o s ts  to m ake su ch  in -sta te  deliveries and  sh a ll not 
in c lu d e  c o s ts  to m ak e deliveries o u ts id e  th e  S ta te  o f A lask a .” 18 CFR 
§ 157 .34 (8 ). H en ce, in  th e  in itial open  se a so n  a s  w ell as any  
su b se q u e n t op en  se a so n  in con n ection  w ith  a vo lu n tary  ex p a n sio n , 
in -S ta te  sh ip p ers  will be offered rates that are con sid erab ly  le s s  than  
th e  full len gth  ra te  to A lberta or C hicago.

M andatory e x p a n s io n s , Section  105 o f  ANGPA sp e a k s  directly to that. 
W hile th e  FERC c h o se  not to m ake th e  recen tly  en acted  open  se a so n  
regu la tion s ap p licab le  to su ch  m and atory e x p a n s io n s , it did so  with  
th e  caveat th a t th e se  regu la tion s are not ap p licab le  on ly  “(ajbsent a 
C o m m issio n  order to th e  con trary .” 18 CFR § 1 5 7 .3 2 . S ection  105(e) 
further provides th at the FERC “m ay is su e  su ch  regu la tion s a s  are 
n e c essa ry  to carry out their  se c tio n .”

FERC therefore h a s  two a v en u es  to provide for low er in -S ta te  rates in 
c o n n ec tio n  w ith  a n y  m and atory  exp an sion : 1) it can  sim p ly  is su e  an  
order m ak in g  18 CFR § 157 .34(8) app licab le  to a n y  m andatory  
ex p a n s io n  op en  se a so n , or 2) it can  prom ulgate  new  m andatory  
ex p a n s io n  op en  se a so n  regu la tion s an d  in clu d e the sa m e or sim ilar  
in -S ta te  rate req u irem en ts that are in the e x is tin g  op en  se a so n  
regu la tion s.

G iven th at FERC h a s  now  forcefully sp o k en  ab ou t th e  need  for lower 
ra tes  for in -S ta te  offtake p o in ts in  co n n ectio n  w ith  a n y  in itial and  
volu n tary  e x p a n s io n  op en  se a so n s , it is  hard to en v isio n  an y  
c ir cu m sta n c e  w h ere  a m and atory  ex p a n sio n  ordered on  a cco u n t of a 
sh ip p er  req u est for in -S ta te  deliveries w ou ld  not im p o se  th e  sa m e  in-
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S ta te  rate m eth odology . Even in  th e  even t th a t a m and atory  
ex p a n sio n  p roceed ing  w a s in itiated  b e c a u se  o f a  req u est by a  full 
len gth  sh ipp er, if there w a s  an in -S ta te  need  for g a s  at th a t tim e, an  
in -S ta te  sh ip p er  cou ld  participate in the m an d atory  ex p a n s io n  
proceed ing and seek  the sa m e low er in -S ta te  ra tes . The S ta te  w ould  
exp ect that su c h  a req u est for a low er in -S ta te  rate w ou ld  be granted  
by the FERC given its p ro n o u n cem en ts to d ate .

17 . P r o h ib i t s  i t s  M u n ic ip a l i t i e s  f ro m  S e e k in g  C o u r t  o r  
A d m in is t r a t iv e  A c t io n  u n d e r  t h e  C o n t r a c t

T his is  true -  but on ly  for m atters u n d er th e  con tract. For 
rem ain ing  local taxes w hile n o  co u rse  o f a c tio n  is availab le  u n d er  
the contract, n on e  is  needed  b e c a u se  the m u n ic ip a lity  (o; th e  
producer a s  a  taxpayer) h a s a ll the trad itional en forcem en t and  
protest p a th w ays still open  to it u n d er law.

18 . S c h o o l  F u n d in g

We agree w ith your a n a ly s is  o f the sch oo l fu n d in g  is su e , an d  it w a s  
never our in ten t to d im in ish  the sch oo l fu n d in g  m e c h a n ism s. T h u s  
a s th e  o u tlin es  o f th e  contract becam e clear, w e req u ested  (and  
both the b od ies of the leg isla tu re  accepted ) la n g u a g e  to m ak e su re  
the a s s e ts  w h ich  th ou gh  tax free had  a sso c ia ted  PILTs, w ou ld  
rem ain in the tax  b a se  at full and  true va lu e . W hile th is  bill did not 
p a ss  out o f  the leg isla tu re  in th e  first sp ecia l s e s s io n , w e en cou rage  
you  to su pp ort th is bill w h en  it co m es up  in th e  next sp ec ia l 
se ss io n .
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Ms. Karen L. H unt 
P resident, C om m onw ealth  North 
8 10  N Street, S u ite  2 02  
A nchorage, AK 9 9 5 0 1 -3 2 9 3

Dear Ms. Hunt:

RE: J u n e  9, 2 0 0 6  C ritique of th e  Stranded G as Fiscal C ontract

E nclosed  p lease  find the ad m in istra tion ’s  resp on se  i ihe J u n e  9 
critiques o f the proposed Strand ed  G as F iscal C ontract a s  reported in the  
m edia. I w ould a lso  like to raise a m ore fundam ental concern  (hat contract 
critiques have tended to neg lect the bottom -line question: W hai is ih e  overall 
risk and return to the sta te—w ith  and w ithout th is g as p ipeline project?

From the ad m in istra tion ’s  perspective, wc arc confident that the r isks to 
the sta te  of not approving fins contraci lar outw eigh any r isk s in th is contract. 
We believe that this fiscal contract provides the best ch a n c e  o f getting  North 
Slope gas to m arket a s  soon , and as econ om ically , a s  possib le . Our a n a ly ses  
show  that the sta te  h a s  retained its fair share o f the resource value, w hile  
providing Ihe producers the econ om ic  in cen tives and fiscal stab ility  they need  
to proceed w ith th is en orm ou s u n d ertak ing  and invest su b sta n tia lly  in the  
North Slope.

For the purpose of public policy debate am ong your m em bers, 1 am  
en closin g  other resp on se  d o cu m en ts , which the ad m in istra tion ’s team  h as  
prepared. I encourage you to p ost th e  adm in istration ’s  w h ite  papers on your  
w eb site  and give co p ies  to your m em bersh ip . Wc w ould be happy to provide 
any other follow -up papers for additional d iscu ssio n .

We greatly app reciate  the opportunity  to participate in the ed u cational 
briefings that your organization h a s held during this past m onth , providing a
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M s. K a r e n  L. H u n t
J u l y  12 , 2 0 0 6
P a g e  2  o f  2

forum for the a d m in istra tion ’s  g a s  team  to d is c u s s  the con tract, our rea so n s  
for arriving at th is agreem ent, and  the im p lica tion s to the sta te  w ith and  
w ithout a contract.

E nclosures:
( la s  Pipeline C ritic ism s R esp onse  
B ackbone 11 R esp on se  
Mayor Bert. C ottle R esp onse

cc: Rick B a r r ie r -  E xecutive D irector, C om m onw ealth  North
Kay C ashm an -  Petroleum  News 
Rose R agsdale - A laska Jou rn a l o f C om m erce  
Larry Persily -  A nchorage Daily N ew s 
Rod B oyce -  F airbanks X ewsM iner

Very tru ly  yours,

. Clark



Responses to Contract Criticisms 
Presented on June 9, 2006 to Commonwealth North

The Murkowski administration has presented a proposed Stranded Gas Fiscal Contract 
between the state and the producers. The case for this contract has been presented in 
the related fiscal interest finding, in presentations to the legislature, and during eight 
public hearings and numerous community presentations held around the state. 
Nevertheless, I feel it necessary to respond specifically to statements attributed to 
former DNR officials in the June 18, 2006 issue of Petroleum News. In that article, 
subtitled “Contract a bad deal”, I counted well over 20 specific misrepresentations or 
unsupportable conclusions presented as fact. These can be summarized in five general 
categories:

• The contract includes unacceptable risks and costs to the State
• The state isn’t getting the best deal
• The contract isn't fair
• The state is giving up its sovereign rights
• The state is accepting a disadvantaged position

Each of these categories is discussed below, providing a concise rebi'ttal to each 
nisconception. and explaining the agreement negotiated with the producer companies.

‘‘The contract includes unacceptable risks and costs to the State"
At a gas price of $3/mmbtu, the state makes 47 billion dollars. At a gas price of 
$5.50/mmbtu, the state makes 100 billion dollars. Both figures are net of all costs to the 
State and are far from the negative position portrayed for the state. In fact, the terms of 
the fiscal contract align costs and risks, allowing the producers to move forward with the 
costs and risks of pipeline investment and providing the State a major source of new 
revenues for the future. The terms of the fiscal contract also provide the state with 
bottom-line economic benefits similar to those benefits which woulJ be available to the 
state in the illusory ’status-quo’ world.

Acceptance of specific costs within the contract, portrayed as a “S 13.25 billion dollar 
cost to the State”, has been criticized -  in particular the upstream cost allowance (UCA), 
processing subsidy, marketing costs, loss of the ‘higher-of benefit, and upstream and 
midstream credits -  while the fact that all of these costs are in fact incorporated in th . 
bottom-line benefit to the state, discussed above. The UCA continues an ex sting 
upstream payment structure imposed . s the result of court settlement. Under the 
contract, though, the state obtained other contract benefits in exchange for expanding 
the UCA. The processing subsidy, estimated to be $440 million dollars, is incurred over 
35 years at the rate of about 4 cents/MCF shipped and sold. The cost of marketing 
state gas, reported as $1.4 million, was estimated by DNR analysts to be $310 million in 
undiscounted dollars. These costs, taken together, are part of the overall contract 
balance and are incorporated into the overall benefits to the state, as discussed in the 
fiscal interest finding.

July 12, 2006 1



The history of the ‘higher-of benefit is that, for oil, it has been highly contentious. The 
state and the producers have spent millions of dollars, and many years in multiple court 
battles arguing over just w.iat this provision means and what that value is. For that 
reason, the ‘higher-of benefit for oil has largely been contracted away in royalty 
settlement agreements unrelated to this contract. In each of these agreements, ihe 
DNR has determined that it is in the state's best interest to give up the lease “higher-of 
provision in exchange foi clarity in the determination of oil value.

The Fiscal Contract makes a similar trade for gas -  but in this case the “higher-oF 
provision is of far less value to begin with. The benefits of switching state take of royalty 
gas and the benefits of switching state take of royalty oil between in-value and in-kind 
are very different because of the separate and very different transportation regulatcy 
regimes. Because, according to federal regulations, natur? gas is shipped under fixed 
contract arrangements, existing lease rights to switch the taking of royalty gas between 
in-value and in-Kind are of little or no practical value to the State.

The upstream and midstream credits actually are part of the proposed PPT tax 
structure, and are available only once investments are made. The PPT raises the tax 
rate. As a result, in addition to the benefits of the fiscal contract, at current prices the 
State will make, through 2050, over $50 billion more under the governor’s 20/20 PPT on 
oil with a gas pipeline than under the status quo ELF system.

These payments and costs have been mischaracterized as subsidies. They are not. 
The Contract is a business arrangement between the state and the producers to 
promote construction of an enormous gas pipeline project where otherwise one may 
well not oe built. Payment: Tom the producers to the state and from the s*ate to the 
producers occur ai muitiple points along the construction, production, treatment, and 
transportation process defined in the Contract, but the economic return to the state is 
maintained. These payments are also each clearly spelled out. They recognize the 
varying risks associated witn costs at various stages of the project. They also recognize 
the existence of multiph entities with diverse interests including the state; several 
separate affected municipalities; and the producers, shippers, and pipeline owners 
which may be affiliates or each other in the beginning, but need not be affiliated as time 
goes on. The complexity of these relationships demand that the provisions be 
extensively described in the Contract, to ensure that they are clear and that nothing is 
hidden or left to dispute.

The decision to take royalty in-kind is the result ot the decision to accept transportation 
shipping commitments thereby relieving the producer companies of those commitments 
and improving project economics without giving up the State’s share of the resource. 
Taking State gas in-kind also enhanc s the State’s ability to meet needs of Alaskans. 
The State can ascertain the needs of in-state use, determine the policies to be met to 
meet those needs, and determine the share of State gas to commit to in-state use.

Firm transportation costs are incurred as gas is transported to market. The only 
significant risk related to those firm transportation commitments which the state would 
not incur in a ‘status-quo’ world, is the cost of meeting unused pipeline transportation 
commitments if inadequate gas reserves exist to keep the pipeline full for the term of 
commitments. This risk has been evaluated and found to be extremely low. In addition, 
through state leasing practices, tax rules, and the Uniform Upstream Fiscal Contract, 
the state can adopt policies which encourage the exploration and development to 
further marginalize the risk of unused pipeline capacity commitments.
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It seems to be generally assumed that construction of an Alaska gas pipeline is just 
another project which should be put out to bid so that the most competitive applicant 
can be accepted. This assumption ignores basic facts. One basic fact is that the 
producers hold a contract right to the gas through the leases which they won in 
competitive bidding. A second basic fact is that the producers have spent billions of 
dollars developing the oil potential and recycling gas to increase oil production and total 
oil reserves recovered from these same leases. Rather than seek another entity to ship 
the gas reserves to which they hold rights, the producers have already spent 125 million 
dollars in 2001 and 2002 pre-planning this pipeline project, and have continued 
spending millions of dollars moving this project forward.

Granted, much has changed in just the three years since the SGDA was last amended; 
however, it is incorrect to assume that the fact those changes have occurred means 
Alaska North Slope gas is no longer stranded. Gas prices have climbed, but steel 
prices have also risen, and are forecast to rise significantly again by year-end. Labor 
costs have climbed, and the ve-y availability of adequate skilled construction labor is in 
question. The uncertainty of forecasting all of these prices and costs over the next 
decades is tremendous; and the fact is, the cfianges over the last three years have led 
to greater -  not less -  risk to those constructing the pipeline.

The fact is that, even though numerous economic price forecasts have been developed, 
nati,ral gas prices ten years from now, and through the remaining 35 years of the 
coniract, are unknowable. The history of price forecasting has proven that the ability to 
foresee long-term prices is poor, at best. The drivers of high gas prices are well known; 
limited supply, cost of supply, demand growth, infrastructure constraints, and 
international tensions. Reasons also exist for why gas prices could be low, including 
technological shifts, re-emerging acceptance of nuclear energy, global warming 
concerns which affect hydrocarbon consumption, and other low probability events which 
have ample opportunity to materialize over the term of this Contract.
In addition, given the high cost and complexity of the pipeline, large cost overruns could 
occur. Coupling the reasonable ranges of price outcomes and of cost outcomes suggast 
the economics of this project could turn out very positively or very poorly. This economic 
uncertainty, coupled with the severity of a negative outcome, is one of the primary 
reasons Alaska North Slope gas is stranded.

Another primary reason the gas is stranded is fiscal instability. The producers are 
willing to make huge long-term capital investments, accepting the downside risk 
associated with the range of economic outcomes discussed above, but they must also 
have the upside potential from the investment. If the upside, should it materialize, be 
taken away by higher taxes, the expected risk balance is destroyed. This is the reason 
fiscal stability was called for in the Stranded Gas Development Act, and this is the 
reason fiscal stability is in the Fiscal Contract.

"The Contract isn’t fair”
As written, the Contract is predicated upon the producer companies moving forward 
diligently to project sanction. The contract inclines a specific start date for the w-ork to 
begin, which is 90 days after the effective date of the contract. The contract also 
requires the Sponsors to diligently implement the Qualified Project Plan from then 
onwards until Project Sanction The effort required to demonstrate that diligence is

“T h e  s ta te  i s n ’t g e tt in g  th e  b e s t  d e a l"
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massive. The Alaska gas pipeline project will be one of the largest, most complex 
projects ever undertaken. Planning alone will require multi-million dollar annual 
budgets; a large, integrated project organization with clear authorities and 
accountabilities established; long-term, short-term, and immediate-term planning 
functions with clearly established deliverables; and constant measurement of project 
team performance vs. those established deliverables. The State, as part of the pipeline 
LLC, will be part of all of this. Such a massive effort cannot be disguised -  nor can it be 
'faked' by window dressing. Lack of diligence, if it occurs, can be clearly established by 
the absence of key project management components. Once the project is sanctioned, 
substantial commitments will exist such that the producers and the state are equally 
motivated to complete the project as quickly and as cost-effeuively as possible.

Incentives “tied to completion of the project" -  in other words incentives which decline 
with project delay 01 with cost overruns add risk to the producer companies, and also 
add risk to the State. Such incentives ensure the producer companies that if this 
unprecedented, massive, complex project encounters difficulties, their costs will not only 
increase in order to respond to the delays or overruns -  but, they will be further 
penalized by the incentive provisions for the difficulties. Such incentives also create a 
tendency to try to ‘force’ the project to stay on schedule. History and experience with a 
myriad of large and smaller projects has taught industry that this tendency is the single 
direct cause of many projects going terribly awry and destroying massive amounts of 
value for both industry and government. This sort of incentive is exactly the type of 
provision which the State does not want in this Contract -  and for these reasons 
intentionally did not include.

If, instead of a di igence standard appropriate for such mega-projects, schedule-driven 
commitments are imposed, the project development may tend to be driven by that 
schedule, rather than sound planning, engineering, and construction practices. 
Experience has shown that the result is always cost overruns -  usually massive cost 
overruns on a mega-project such as the Alaska Gas Pipeline. Because of this 
experience, the producers cannot prudently commit to build the Alaska Gas Pipeline if 
they are contractually committed to a strict development schedule. No prudent 
corporate management could commit to a tight timetable before it knows the terms and 
conditions of the federal authorization (FERC) or permits it must receive before it can 
start construction.

Any applicant which claims to be willing to do so should be viewed by the state very 
critically, because that applicant has demonstrated willingness to violate stern lessons- 
learned from many mega-projects in the past, and, by doing so, to magnify the 
likelihood that the state, directly or indirectly, will bear the brunt of major project cost 
overruns and delays.

The diligence standard and work commitments contained in the contract were crafted to 
ensure the next stage of the project is started promptly, and that a disciplined, thorough 
project management process is implemented and maintained to control development 
and construction of the Alaska Gas pipeline, ensuring the most cost-effective and timely 
project completion possible, and minimizing risk to both the state and the producers,

The contract does provide for a 60-day termination period (Article 5.5(c)(i)). This 
applies only to termination initiated by the State and consented to by all of the producer 
companies -  in other words, a mutual decision by all to terminate This is far from the 
lopsided provision it is characterized as.
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The Fiscal Contract is an exercise of the State’s contracting authority to offer fiscal 
certainty for a period of time to those companies willing to make the commitments and 
invest the enormous sums of capital necessary to build the Alaska gas pipeline project.

The Contract does change the relationship of the state -  as the royalty owner and 
taxing authority -  with the producers for the term of the Contract. It is, however, not a 
“total rewrite" of the relationship. Contractual commitments are made by the producers 
as well as by the state. With the exception of specific provisions supplanted by 
Contract, DNR authorities remain intact. Other State regulatory authorities, including 
environmental permitting, remain unchanged. Those DNR provisions which are 
supplanted are supplanted only for the Contract term or until Contract termination.

The State's leasing programs remain intact. The Fiscal Contract does not constrain the 
state's leasing authority, nor does it destroy the normal competitive leasing 
environment. The state’s competitive oil and gas lease sales are unaffected by the 
contract. The state’s abilities to set royalty rates, the length of primary lease terms, and 
conditions for lease-term extension are unaffected by this contract.

The Uniform Upstream Fiscal Contract legislation submitted to the legislature along with 
this contract ensures a level upstream playing field for all producers and explorers. The 
contract provides that if gas is committed to the Alaska gas pipeline project from a lease 
and deliveries start within a specific timeframe, the producer receives fiscal certainty 
under the contract. This provision does not affect lease primary term provisions.

“The State is accepting a disadvantaged position"
Article 10 of the Contract explicitly recognizes that the State, because it does not 
directly control production, development or explorations decisions, could be 
disadvantaged with respect to making and meeting gas transportation commitments on 
the pipeline. The provisions of Article 10 were demanded by Governor Murkowski’s 
negotiating team, in order to compensate for this situation. Those provisions ensure 
that, throughout the term of fixed transportation commitments, the state obtains shipping 
capacity to transport state gas to market when it is produced, and that the state does 
not hold a share of shipping commitments disproportionate with the state's share of 
production. Mechanisms are defined within Article 10 by which the State and a 
producer can adjust shipping commitments to maintain this equity.

Acceptance of royalty in-kind does require that the State establish a gas marketing 
function, but it also frees the State to obtain value for our gas according to our own 
priorities and strategies. By taking gas in-kind, the State is better able to meet in-state 
needs, and to market State gas consistent with State risk vs. return priorities. The State 
has a successful record taking royalty oil in-kind and marketing it ourselves. A wide 
varidiy of alternatives exist for developing a State gas marketing authority. Major third- 
party gas marketers exist, who are not producers of their own gas and by the very 
nature of their companies would be natural partners with priorities which would 
complement, lather than compete with, those of the State. Gas marketing experts, both 
within the State and outside, have consistently confirmed the opportunity and potential 
value available to the State by taking our gas in-kind.

“T h e  S ta te  is  g iv in g  u p  its  s o v e r e ig n  r ig h ts ”
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D E P A R T M E N T  O F  R E V E N U E

OFFICE OF THE COMMIf SIONEH

FRANK H. MURKOWSKI, GOVERNOR

P O  BOX  110400 
JUNEAU. ALASKA 99611-0400 
TELEPHONE (907) 465-2300 
FACSIMILE: (907) 465-2369

The Honorable Gretchen Guess July 27, 2006
Alaska State Senator
716 West Fourth Avenue, Suite 410
Anchorage, Alaska 99501-2133

Dear Senator Guess:

In response to your follow-up question:
"Were upstream costs associater w ith gas development fo r the proposed 
pipeline included in your analys s? If so, would you provide me the 
assum ptions behind these cost >.

The answer is Yes -  upstream costs for g _s development were included in the analysis.

The costs that were included in the analy; is are the following:
• Point Thomson capital costs = $2.0 billion
• Yet-to-Find oil capital costs = $3.0 billion
• Feeder line capital costs = $600 million
• Upstream gas operating costs = (about) $300 million
• Upstream Payments in Lieu of Tax [PILT] payments per gas contract = (about)

$90 million per year

With best regards,

Bill Corbus 
Commissioner

(M-D2LH pnniod on locycloo pope



Fr a n k H. Mu r kow s k i
GOVERNOR 

GOVERNOR«GOV STATE AK.U5

PO BO* I lOOOl Juneau. Alaska 99811-0001 (807) 4l S 3500 FA* (907) 485-3932 WWW UOVBTATE AK USS t a t e  o f  A l a s k a
O f f ic e o f t h e  G o v e r n o r 

J u n e a u

August 23 , 2006

The Honorable Ralph Seekins  
] 19 North C ushm an Road Suite 201 
Fairbanks, AK 99701

The Honorable Gene Therriault 
716 West 4tb Avenue, Suite 6 6 0  
Anchorage, AK 9 9 5 0 1 -2 1 3 3

Dear Senators:

Thank you for having Rick Harper and Donald Shepler docum ent their 
concerns related to “basin control”. The Murkowski Administration takes 
seriously any suggestion that the parties to the proposed Alaska Stranded Gas 
Fiscal Contract would use ownership of the pipeline for anti-com pctitive  
purposes. It is in tne best interest of the State of Alaska for there to be fair and 
reasonable access to the Alaska G as Pipeline for owners of gas yet to be 
discovered as well a s  owners of existing natural gas resources. As a basin- 
opening infrastructure, we expect the pipeline to spawn a vibrant natural gas 
industry on the Alaska North Slope and encourage further exploration for new  
gas resources.

A ddressing issu es  raised by these consu ltan ts retained by the Legislative 
Budget and Audit Committee has been som ew hat of a moving target. One 
reason for this is that “basin control” is not a legally established concept.
There are no FERC cases or oil or gas treatises that address that concept. 
Neither M r.Shepler nor Mr.Harper m ade clear w hether they thought any of the 
issu es that they raised under the um brella of basin control were either illegal 
or legal but otherw ise undesirable for various reasons. If they are illegal, there 
is a wide variety of legal controls and sanctions that apply. If they are not 
illegal but undesirable in their personal views, then one m ust exam ine whether 
the problem s are real or fanciful and whether the rem edies are appropriate or 
do more harm than good.

Initially', Mr. Harper and Mr. Shepler were concerned that BP, 
ConocoPhillips and ExxonMobil would use their majority interest in the 
proposed Alaska Gas Pipeline to prevent non-affiliated producers from getting 
capacity in the initial open season. Following com prehensive testim ony by the 
S tate’s counsel, Bob Loeffler of Morrison Foerster, tne concern shifted to the 
way potential future expansions of the pipeline could be m anipulated by these  
three producers to harm non-affiliated producers. Fuilowing testim ony by Rob 
Cupina of the Federal Regulatory Energy Com m ission (FERC) and based on the
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Harper and Shepler m em os of July 31 , 2006 , we have sum m arized the 
following concerns related to com petition that these gentlem en have identified:

1. The specific design param eters of the initial pipeline should be
specified in the Fiscal Contract to ensure expandability.

2. The State may want to prohibit a design pressure that is
supercritical (dense phase) because the pipeline may not be as
expandable.

3. The take-in-kind point for State gas should be moved to Alberta to 
dispense with the anti-». ompetitive Capacity M anagement 
provisions.

4. The preclusion of RCA regulatory oversight should be removed 
from the contract.

5. Ident' al fiscal terms should  be offered to all other ANS producers 
without the requirement for firm transportation com m itm ents.

6 . Fiscal Contract provisions should provide for a mandatory  
“voluntary” pipeline expansion under certain conditions.

7. All expansions m ust have proposed rates that are on a “rolled-in" 
basis, no matter the financial impact on existing shippers

8 . The State should not rely solely on the FERC to prevent an ti­
com petitive behavior of the producer-owners of a pipeline.

9. An independently-owned pipeline is preferable over a producer- 
owned pipeline.

R esponses to each of these concerns are provided in the attachm ent.
You will see that many of the recom m endations from Mr. Harper and Mr. 
Shepler in their effort to address “basin control” actually run counter to the 
in terests of the State o f Alaska as an owner and shipper of natural gas and as  
an owner in the pipeline.

If you would like the Administration to appear before your com m ittees to 
d iscu ss  this analysis, please let me know.

Sincerely,



R e s p o n s e  t o  M e m o r a n d a  f r o m  R ic k  H a r p e r  a n d  D o n a ld  S h e p le r
D a t e d  J u l y  31, 2006 

I s s u e s  o f  B a s in  C o n t r o l  A r i s in g  f r o m  t h e  A la s k a  S t r a n d e d  G a s  F i s c a l
C o n t r a c t

1. T h e  s p e c i f i c  d e s i g n  p a r a m e t e r s  o f  t h e  i n i t i a l  p i p e l i n e  s h o u ld  b e  
s p e c i f i e d  in  t h e  F i s c a l  C o n t r a c t  t o  e n s u r e  e x p a n d a b i l i t y . ____________

The Alaska Natural Gas Transportation Act (ANGTA) of 1976 specified all 
the design parameters for that originally proposed gas pipeime. That 
design is of course now out of date. The Sponsors also considered a 
certain pipeline configuration during their 2001 study but new 
engineering studies will be conducted following execution of the Fiscal 
Contract and com m encem ent of Project Planning. Initial pipeline size 
will be a direct function of AOGCC approved offtake rates for North Slope 
fields and results of the binding open season. A pre-delermiwed design  
could result in a suboptimal design that could jeopardize the project. In 
any event, the FERC has stated in its open season orders that when it 
receives the application for the project, it will review the design and size 
of the pipeline to ensure th -t the needs of present and future shippers 
can be accommodated.

As indicated in the Qualified Project Plan and the Project Summary, the 
Sponsors and the State have stated their intention to design the initial 
pipeline to be expandable. Even though these three com panies have 
significant discovered natural gas resources, they too will have the 
incentive to explore for additional natural gas once the pipeline is 
advanced. Additionally, the Sponso s may consider marketing their 
interest in the pipeline once it is operational. A pipeline that lacked the 
ability to be expanded would have a lower market value.

2. T h e  S t a t e  m a y  w a n t  t o  p r o h ib i t  a  d e s i g n  p r e s s u r e  t h a t  i s
s u p e r c r i t i c a l  ( d e n s e  p h a s e )  b e c a u s e  t h e  p i p e l i n e  m a y  n o t  b e  a s  
e x p a n d a b l e .______________________________________

Gas that is above its critical point (i.e., supercritical) is in a dense phase 
where all the hydrocarbon com ponents of the gas have the sam e physical 
characteristics. That m eans the liquefiable hydrocarbons (e.g., ethane, 
propane and butane) would behave like the gaseous methane. This 
design feature is necessary’ in order to transport liquefiable hydrocarbons 
that cannot otherwise be injected into TAPS or can be commercially 
extracted on the North Slope. Using high strength steel and high- 
pressure would allow such a design.
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Contrary to the suggestion of Mr. Harper, the gas will not be in a 
“plasm a” phase. Rather, the gas will be at high pressure, and will have a 
high BTU content, containing primarily m ethane, but also ethane, 
propane and perhaps a sm all amount of butane. Special mr tallurgy or 
sta in less steel pipe will not be required, a s suggested by Mr. Harper. 
System s for in-state distribution will need to be designed to receive the 
gas at the operating pressure of the mainline, currently expected to be 
2500 psi.

We know of no reason why a dense phase pipeline would be less 
expandable As previously stated, the lowest cost expansion would be to 
install intermediate compressor stations. These intermediate stations 
would operate under the sam e conditions as the initial stations -  both 
would be designed to handle natural gas that is above the critical point.

The fact is that substantial North Slope reserves will remain stranded if, 
as Mr. Harper recommends, a sub-critical pressure gas pipeline is built. 
TAPS, the only pipeline existing from the North Slope, is currently 
transporting the maximum amount of high vapor pressure petroleum  
com ponents it is capable of handling. If the gas pipeline is built without 
dense phase capability, these com ponents -  the heavier com ponents in a 
gas pipeline -  will remain stranded, thereby denying the producers, 
future explorers, and the State of Alaska revenues from a substantial 
proportion of North Slope hydrocarbon resources.

3. T h e  ta k e - in - k in d  p o i n t  f o r  S t a t e  g a s  s h o u ld  b e  m o v e d  t o  A lb e r t a  
t o  d i s p e n s e  w i t h  t h e  a n t i- c o m p e t i t i v e  C a p a c i t y  M a n a g e m e n t  
p r o v i s i o n s . _________________________________________________________

The Capacity Management provisions of the Fiscal Contract are not anti­
competitive. The only objections received to this provision were from 
Anadarko and Shell and these vere  based on a concern that they could 
not participate in the capacity transactions between the State and a 
producer. Article 10 was negotiated and designed to comply with all 
applicable FERC regulations. As stated in testim ony, the Administration 
views the terms of Article 10 as a “pre-arranged deal” which is provided 
for under current FERC policy. In addition, the Administration plans to 
have Article 10 vetted with the FERC.

The Capacity Management provisions of the Fiscal Contract are 
structured to be as close as reasonably possible to the current “royaity- 
in-value (RIV)” structure. Article 10.3 in the Fiscal Contract provides 
that if a producer and the State are not in need of Capacity, the producer 
and the State can release that capacity through normal posting  
regulations. This provides the State the ability to follow producer
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transactions, comparable to the RIV world, but also allows the market to 
work if there is unused capacity. Therefore, we don’t see how this 
arrangement could be viewed as anti-competitive.

Further, bv virtue of the provisions of Article 10, the State will be a 
competitor in the gas market, so the Administration believes the 
provisions of Article 10 are actually pro-competitive, not anti-competitive.

Notwithstanding the Capacity Management provisions, moving the take 
point for State gas away from the unit boundary to delivery points in 
Alaska or Alberta would fundamentally alter the commercial 
arrangements at the heart of the Fiscal Contract. State gas, State 
transportation com m itm ents and State ownership in the pipeline are 
inextricably linked. If a producer transported State gas to a delivery 
point downstream of the Mainline, that producer would have to hold 
corresponding am ounts of firm transportation rights. FERC does not 
allow shippers to ship third-party gas. Shippers m ust have title to any 
gas they ship. If the State takes delivery of State gas at AECO, the 
producers will hold the shipping com m itm ents for the State’s gas. As 
has been testified to repeatedly, removing that responsibility from the 
producers is the basis for improving producer econom ics, and that 
provided the breakthrough needed to give the State the best opportunity 
to get a pipeline built through negotiations with the sponsors

4. T h e  p r e c l u s i o n  o f  R CA  r e g u l a t o r y  o v e r s i g h t  s h o u ld  b e  r e m o v e d  
f r o m  t h e  c o n t r a c t .

The Fiscal Contract does not prohibit the regulation of the project by the 
Regulatory' Commission of Alaska. If the FERC does not regulate a 
portion of the Alaska Gas Pipeline Project, the RCA would not be 
precluded from asserting jurisdiction. However, it is the Adm inistration’s 
expectation, as stated in Article 8, that the project will be regulated by 
FERC. In that context, it should be noted that Congress gave the FERC 
unique powers to order expansion of this pipeline. The RCA does not 
have corresponding powers.

5. I d e n t i c a l  f i s c a l  t e r m s  s h o u ld  b e  o f f e r e d  t o  a l l  o t h e r  A N S  p r o d u c e r s  
w i t h o u t  t h e  r e q u i r e m e n t  fo r  f ir m  t r a n s p o r t a t i o n  c o m m i t m e n t s .

The Stranded Gas Development Act provides for the development of a 
fiscal contract with project sponsors. The main purpose of the act is to 
grant fiscal stability to sponsors as a way to encourage development of 
an Alaska gas pipeline.
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In order to address any inequities associated with giving fiscal stability to 
the producers who are the Sponsors, the Administration has developed 
the Uniform Upstream Fiscal Contract (UUFC). We will subm it a 
separate UUFC bill to the Legislature and request enactm ent concurrent 
with the approval of the Fiscal Contract. This bill will provide an 
opportunity for other ANS producers to receive essentially the sam e fiscal 
(stability) available to the Sponsors.

As a matter of policy to encourage investm ent in and development of a 
gas pipe line, the State did not want simply to grant fiscal stability to all 
ANS producers without a com m itm ent from them to support the project 
financially. In order for a producer to qualify for the UUFC, that 
producer m ust underpin the Alaska Gas Pipeline with a firm 
transportation comm itm ent. While many of the UUFC terms will be 
identical to those in the Fiscal Contract, because the other producers will 
not actually be participating in the building of the pipeline, som e of the 
provisions, although substantially similar, will be modified, and others 
will not be applicable.

6. F i s c a l  C o n t r a c t  p r o v i s i o n s  s h o u ld  p r o v id e  fo r  a  m a n d a t o r y  
“v o lu n ta r y * *  p i p e l i n e  e x p a n s i o n  u n d e r  c e r t a i n  c o n d i t i o n s .

The Administration is comfortable with FERC policy and FERC 
regulation. Mr. Shepler and Mr. Harper, however, appear to lack 
confidence in FERC’s ability to implement appropriate regulation:

“I recommend not presum ing that existing FERC regulations 
and policies will protect the S tate’s interest and prevent 
basin control, either overtly or through subtle device.” (Mr.
Harper, July 31 , 2006 to Sen. Therriault)

“If there is reasonable certainty that: (1) the line will be 
expanded to meet new demand; and (2) the pricing of 
expansion capacity will be appropriate, m ost of the concerns 
about Basin Control will be resolved.” (Mr. Shepler, July 31,
2006  to Sen. Therriault, Sen. Seekins, and Rep. Samuels)

The State and the independent producers were very successfu l in 
lobbying the U.S. Congress to add the mandatory expansion provisions 
to ANGPA of 2004, thereby granting FERC the unprecedented authority 
to force the expansion of a gas pipeline. The Mainline LLC agreement 
also includes a voluntary expansion provision. These two added vehicles, 
and the enforcement provisions available under FERC regulation, will 
protect the interests o f non-affiliated producers.
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Mr. Shepler’s recommended changes, which are also collateral attacks on 
ANGPA and FERC Orders 2005  and 2005-A, are not necessary and could 
work against the interest of the State.

• “Mandatory period open season s” - Requiring periodic open 
seasons would be costly and un necessaiy  in light of FERC’s 
authority and other contract protections.

• “Sole-risk expansion” - Giving a single LLC member, whether the 
State member or a producer member, the unilateral right to cause  
the LLC to take action that could foster a bad commercial 
arrangement. The LLC will be most successfu l in an environment 
that fosters con sen su s building.

7. A ll e x p a n s i o n s  m u s t  h a v e  p r o p o s e d  r a t e s  t h a t  a r e  o n  a  “ r o l l e d - in ” 
b a s i s ,  n o  m a t t e r  t h e  f i n a n c i a l  im p a c t  o n  e x i s t i n g  s h ip p e r s _________

The State and the independent producers were successful in including 
the rebuttable presumption of “rolled-in” rates in the recently released 
FERC open season rules for the Alaska Gas Pipeline. The LLC m ust 
propose rolled-in rates for a pipeline expansion unless it can p n /re that 
rolled-in rates would not be appropriate and would qualify as a subsidy.

Obviously expansion shippers would want rolled-in rates when they face 
the potential for paying higher incremental' rates when an expansioii is 
inefficient. For the State, this is not necessarily the case. Based on 
taking our share of gas in kind, we expect to receive and transport about 
20% of ANS gas production. The State has a financial interest is 
protecting its transportation costs for State gas committed in the initial 
open season. Mandating rolled-in rates could increase the 
transportation costs for State gas, lowering net back values and reducing 
the benefits to the people of Alaska, including reduced Permanent Fund 
deposits. Because there can be no assurances that the volum es that will 
be proposed for the expansion will be from State lands or even State 
waters, there is financial exposure to the State.

Mr. Shepler believes that an independently-owned pipeline would always 
fight for rolled-in rates for expansions. This is not necessarily true 
because there is the potential for shippers to enter into negotiated rate 
agreements with pipeline operators. These negotiated rate agreements 
can, and often do, provide rate certainty to the shipper. This m eans the 
shipper is not exposed to rate increases except as defined in the 
agreement. If such a provision can be negotiated, this would allow the 
shipper to be isolated from the effects ol rolled-in rates. This would 
mean the pipeline operator would be the one exposed to absorbing the 
cost of inefficient expansions if the rate charged to the new shipper can 
only be on a rolled in basis. Mandating rolled-in rates in all
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circum stances would expose all LLC members, including the State, to a 
loss.

The Adm inistration’s objective in developing contract term s is to reduce 
risk to enable a gas pipeline project to proceed, not to create additional 
risk. Mandating rolled-in rates creates the risk that terms of a long-term  
deal (shipping comm itm ents) entered into by the State (and others) at the 
open season could be changed by the action of a third party. This 
creates additional commercial risk associated with entering into these  
essential long-term agreem ents, and also raises a simple question of 
fairness. FERC has a policy in place to deal with the issu e  of rolled-in 
versus incremental rates that will effectively deal with this concern. Rate 
issu es should be addressed at the appropriate time in the appropriate 
forum, once all the relevant facts are available.

In ANGPA, Congress struck what it de'.ermined was the proper balance 
between encouraging investm ent by those willing to commit to pay for 
capacity to get an Alaska pipeline built and encouraging development of 
additional gas resources in Alaska by providing an opportunity for future 
access to the pipeline. Congress addressed the issu e of how potential 
shippers may access initial capacity and, if needed, expansion capacity 
on the pipeline. Competition for initial capacity and voluntary 
expansions is to be guided by the open season regulations. In any 
voluntary expansion, the regulations would “provide the opportunity for 
the transportation of natural gas other than from the Prudhoe Bay and 
Point Thomson u n its .” Potential shippers who want more capacity than  
is available or voluntarily proposed can apply for a mandatory expansion

To ensure that a pipeline is constructed, it m ust be economically 
attractive to shippers at the time they make their initial commitm ents. 
Shippers, particularly those who m ust invest so substantially to explore 
for, develop and produce gas resources, may not be willing to enter into 
long-term financial com m itm ents for the transportation of gas if they 
believe there is a substantial likelihood that their rates will be increased  
in the future in order to accommodate expansions. A com ponent of fiscal 
certainty for the producer m ust include rate certainty for the 
transportation of its gas. Increasing uncertainty for initial shippers 
regarding future rates is inconsistent with the overriding goal of 
facilitating the timely permitting and construction of an Alaska pipeline 
project. Mr. Harper and Mr. Shepler appear to ignore the implications 
for those shippers who are making the pipeline a reality and “opening the  
basin” in the first place.

8. T h e  S t a t e  s h o u ld  n o t  r e l y  s o l e l y  o n  t h e  F E R C  t o  p r e v e n t  a n t i-  
c o m p e t i t i v e  b e h a v i o r  o f  t h e  p r o d u c e r - o w n e r s  o f  a  p i p e l i n e .
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The Administration fully expects FERC to regulate the Alaska Gas 
Pipeline and is confident with FERC’s ability to adjudicate pipeline- 
shipper disputes fairly and effectively. There is no plausible reason to 
disregard or discount the FERC's ability to regulate the gas pipeline 
industry. It has been doing so since the Federal Power Com m ission  
(FERC’s predecessor agency) was given authority over natural gas 
transm ission in the Natural Gas Act of 1938.

Following the Western energy problems of 2000-2001 , the FERC affiliate 
rules were made stronger than ever. FERC Order 2004 is extremely 
powerful and gives FERC significant tools to ensure pipelines operate 
without discrimination.

Mr. Shepler has suggested that pursuing a complaint with FERC is very 
costly. The State has had a lot of experience pursuing com plaints before 
FERC and has not been deterred by the cost. It would expect to pursue 
complaints vigorously against any pipeline where the State’s interests are 
being damaged. Further, it is not the case that formal com plaints are 
the only method by which the State can seek rem edies. As d iscussed  by 
Mr. Loeffler and FERC Staff official, Mr. Cupina, FERC has a Hotline' 
which has a good record of resolving issu es without a formal proceeding. 
FERC’s Office of Enforcement will rigorously and promptly act if there are 
questions of noncompliance.

To reiterate earlier testimony, remedies available to FERC for violations of 
affiliate rules and other regulations include:

• Civil Penalties of up to $1 ,000 ,000  per day per violation
• Divorcement (prohibition against pipeline providing 

discriminatory services to affiliates)
• Incarceration - criminal penalties for willful and knowing 

violations (5 years per violation)
• Disgorgement of illegal profits

The severity of these penalties provides a substantial incentive to ensure  
that the producer-owners of an Alaska gas pipeline do not discrim inate 
against other producers.

One point made by Mr. Shepler is that if the Sponsors agree in advance 
to a position favorable to a non-affiliated producer, that non-affiliated 
producer would save the cost of FERC counsel and the risk of an adverse 
FERC decision. This argument does not hold true as other shippers 
could protest or the FERC could reject on its own motion.
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9 . An in d e p e n d e n tly -o w n e d  p ip e lin e  is p re fe ra b le  o v e r a p ro d u ce r-  
ow ned  p ip e lin e ._____________________________________________________

By arguing for an independently-owned pipeline, Mr. Harper and Mr. 
Shepler seem to ignore the reason the producers and the State want to 
own the pipeline in the first place. A producer-owned pipeline only 
recognizes the obvious fact that a pipeline will not be built without the 
backing of the owners of the gas. The right to produce and develop ANS 
gas is held by the producer Sponsors with the State having the royalty 
interest. A producer and State-owned pipeline is the m ost economically 
efficient way to develop the State’s natural gas resources and manage the 
risk and minimize the costs of that project. There is no independently- 
owned pipeline company with a balance sheet strong enough to build 
this pipeline without firm transportation com m itm ents. The way FERC 
rates are structured, the costs to the shippers are based primarily on the 
actual cost of the pipeline. If there are cost overruns, normally the 
shippers, not the pipeline owner, are required to pay. As a matter of fact, 
the pipeline company has exactly the opposite commercial incentive to a 
shipper in that if the pipeline costs do grow, the pipeline can actually 
make more money with a larger rate base. The cost of a higher rate base 
would be a direct reduction in the value both the State and the 
producers receive for their gas.

Given the substantial risk of cost overrun on the Alaska Gas Pipeline, the 
Sponsors and the State are motivated to own the pipeline so they can 
control the costs. It m akes sense for the one who bears the risk of 
overrun to manage the risk of overrun. BP, ConocoPhillips and 
ExxonMobil have worldwide experience m anaging mega projects.
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