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"An Act approving and ratifying the sale of royalty
oil by the State of Alaska to Tesoro Corporation and
Tesoro Refining and Marketing Conpany LLC, and
providing for an effective date."

8:33: 52 AM

Co- Chair Austerman provided an introduction to HB 287.

JOE BALASH, COWM SSI ONER, DEPARTMENT OF NATURAL RESOURCES

provided an introduction of the bill. He stated that
Al aska, as owner of oil and gas resources in the state, was
entitled to a royalty share. The anmount or percent of the
share depended upon the specific lease term in question

Cenerally, the state's royalty share at Prudhoe Bay and on
the Alaska North Slope (ANS) was 12.5 percent and higher

He informed the commttee that the state would be able to
take its royalty in-value (RIV) or in-kind (RIK) selling
t he hydrocarbon produced to sonebody el se. He reported that
the Departnent of Natural Resources (DNR) negotiated a
contract with Tesoro for one year. HB 287 would allow the
state to enter into a contract lasting |longer than a year
with legislative approval. He relayed that Tesoro expressed
its need for additional deliveries in recent discussions
with DNR, hence, HB 287. He recounted that the volune of
oil discussed was relatively small; between 5 thousand to
15 thousand barrels of oil per day.

8:37:43 AM

Comm ssi oner Balash asserted that part of the reason for
the Jlimtation on volune was due to the previous
negotiations wth Fint HIlls for 18 thousand to 24
t housand barrels of oil per day. The anount of royalty that
the state had available to sell was limted by production
on the North Slope. The state did not want to oversell its
oil. Relative to the contract sales seen with Flint Hlls
there was a nmarine differential of $2.15 in the fornula to
ensure the state collected the full value for its royalty.

Conmi ssi oner Bal ash continued that in the contract between
the state and Tesoro the differential was $1.95, a $0.20
difference fromits contract with Flint Hlls. He explained
that other special commtnents were included in the
agreement with Flint Hlls relating to the price of
gasoline in the interior relative to Anchorage pricing. The
state was charging Tesoro a slightly higher price wthout
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the same or simlar provisions. He noted that Tesoro
enpl oyed approxi mately 200 Al askans. The Tesoro plant was
the ol dest, l|argest, and nost sophisticated in Al aska. He
cited that it began operations in the late 1960s and
manuf actured | owsul fur diesel, jet fuel, gasoline, heating
fuel, and asphalt. Tesoro expressed interest in additiona
barrels of ANS royalty. He pointed out that the state was
not ready to commt to a |long-termcontract.

8:40:46 AM

Co- Chair Austerman asked about the terns of the contract.
Comm ssioner Balash replied that the contract extended
t hrough January 31, 2016.

Co-Chair Austerman asked whether the tineline was nornal
Comm ssioner Balash replied that HB 287 extended the
contract by an additional year. He elaborated that sales
contracts wth refineries were typically one year in
| engt h.

Co- Chair Austerman asked about the termlength of the Flint
Hlls contract. Comm ssioner Balash responded that the term
of the Flint Hlls contract was five years. The |length of
the prior agreenment was ten years.

8:41: 38 AM

Vi ce-Chair Neunan noted the ability for the Tesoro refinery
to produce jet fuel. He wondered if that would affect jet
fuel supplies at Anchorage's international airport and at
Fai r banks' airport.

Comm ssi oner Balash replied that jet fuel was currently one
of Tesoro's products and confirmed that the jet fuel supply
in Al aska benefited its people. He stated that Ted Stevens
International Airport in Anchorage was one of the |argest
air cargo hubs in the continent and had a | arge demand for
jet fuel. He believed that all of the refineries currently
operating served Anchorage's market. However, he signified
that market fundanentals created a challenge for refineries
in Al aska because ANS pricing was higher than feed stock
available to refineries on the west coast and the Pacific
Rim

Vice-Chair Neunan noted the need for additional holding
tanks for fuel in the Mit-Su region and referenced Port
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Mackenzie. He directed his attention to Alaska' s railroad
and nentioned the loss of revenue from no |onger
transporting jet fuel from Fairbanks to Anchorage. He asked
about the possibility of producing enough jet fuel and
transporting it to Fairbanks to keep its airport full and
the railroad busy.

Conmi ssioner Balash replied that Petro Star, the remaining
refinery in Interior Alaska, would continue operating for
anot her year. However, it did not produce enough product,
such as jet fuel, gasoline, and hone heating oil, to neet
all of the needs of the Interior. He detailed that Flint
Hlls would becone a receiving termnal for tanker cars of
product comng from Anchorage to the Fairbanks area. He
el aborated that the volunme of product carried to North Pol e
woul d be nuch srmaller than what was carried to Anchorage.
He furthered that although there would be additional
business for the railroad, it would not equate to the
amount of today's rail traffic out of the Fairbanks region.

8:45:16 AM

Vi ce-Chair Neunman conmented that it was inportant the state
supported the railroad and airports because of the crucial
role they played in Al aska's commerce.

Representative Gara asked about RIK and whether 25 percent
of the value went into the Permanent Fund. Comm ssioner
Bal ash confirned that RI K was consi dered royalty revenue.

Representative Gara asked for clarity regarding the formula
used to determne how nmuch noney the state received. He
understood the ANS spot price but inquired if it varied
from day-to-day. Conm ssioner Bal ash responded positively.

Representative Gara asked if a tariff was subtracted from
the total. Comm ssioner Bal ash answered yes.

Representative Gara asked how the tariff was subtracted.
Conmi ssi oner Bal ash referred to slide 5 of t he
presentation: "Royalty In-Kind Sale to Tesoro Refining and
Marketing LLC'(copy on file). He explained that the R K
differential of $1.95, which accounted for marine costs to
transport crude oil from Valdez to different markets on the
West Coast, was subtracted from the ANS spot price. The
tariff allowance was then subtracted for pipeline tariffs
to nove the oil fromthe North Slope to Val dez. Adjustnents
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were also included for Quality Bank purposes and for Iline
|osses. The $1.95 figure was negotiable. The actua
deductions made by the Ilessee under the ternms of the
royalty settlenment agreenent was a nunber that was
currently higher than $1.95. The conmi ssioner reported that
a smaller figure would bring additional revenue.

8:48:35 AM

Representative Gara asked for clarification about the $1.95
marine differential and inquired why the state has to pay
for it. Comm ssioner Balash responded that the state was
entitled to its royalty share under the ternms of its
| eases. The lessee was entitled to a reasonable cost of
transportation to nove the oil from the field to market
The $1.95 accounted for marine transport which included the
tanker cost and market l|ocation differential. The |essee
was also entitled to a Quality Bank adjustrment which
accounted for the differences in crude quality. He
furthered that varying qualities of oil go into the Trans-
Al aska Pipeline System (TAPS) where they blend together. A
gual ity bank adjustnment was a nechanism to ensure that the
producers that brought a higher quality crude oil received
a higher price for their product.

8:50: 33 AM

Representative Gara asked why the state would have to pay a
portion of the tariff for oil traveling to Washi ngton when
it took delivery of its oil in N kiski. He referenced the
$1.95 figure.

Conmi ssi oner Bal ash explained that if the anount was |left
in-value and the state relied on the |essees to take the
oil to market, the state would have a netback at the
Prudhoe Bay or North Slope fields at punp station one. As
long as the state was able to get the netback price or
better, then the state inproved qualitative aspects of its
econony; increasing enploynent, adding to property tax
val ues, etc. He stated that the $1.95 was representative of
a cost less than what the state would otherwi se pay to the
| essees for transporting its oil to market.

Comm ssi oner Bal ash stressed that RIK applied to the sale

of oil. The transfer of title to the oil took place at the
field. He commented that the state was not responsible for
obtaining or mai ntaining capacity in any of t he
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infrastructure. The responsibility fell on the purchaser,
such as Tesoro, as outlined in all of the state's existing
RI K contracts.

Co-Chair Austerman commented that the bill would be heard
again and that there wuld be tine to ask followup
guestions | ater.

8:53: 07 AM

Representative CQuttenberg asked Conmm ssioner Balash for a
copy of "Exhibit A" to the best interest findings.
Comm ssi oner Bal ash affirmed he would provide copies to the
comm ttee.

Representative Wl son asked if there was a royalty contract
with Tesoro for Cook Inlet production. If so, she wanted to
know if there was a price difference between contracts.

Comm ssioner Balash informed the committee that the state
did not have any existing royalty contracts for Cook Inlet
oil sales. He stated that Cook Inlet oil production was
relatively low, 20 thousand to 24 thousand barrels-a-day
range. He relayed that Tesoro was the |argest buyer of Cook
I nl et production at present.

Representative WIlson asked if the state received any
royalty from Cook Inlet production.

8:54:49 AM

Comm ssioner Balash affirmed that the state received
royalty from Cook Inlet production but enphasized the
volunme of royalty was substantially smaller.

Representative Costello asked about the process and
decision criteria. She wondered if the process was based on
previ ous deci si ons.

Comm ssioner Balash replied that all sales of royalty were
guided by the statutes affecting DNR, specifically AS
38.05.183. The departnent was required to follow the
statutes and regulations and stated that the criteria were
the sane for short-term and long-term contracts. GCenerally,
the state favored conpetitive sales but occasionally nade
al l omances for nonconpetitive sales. In the current
instance the state solicited nmultiple buyers. However, only
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two parties expressed interest: Flint Hlls and Tesoro. He
furthered that the statutory criteria had to be considered
by the royalty board for a contract |onger than one year.
The board was required to give notice, hold a public
hearing, and make a recommendation to the |egislature about
the approval of a contract. Once in the hands of the
| egislature, it had to be approved.

8:57:21 AM

DAN RILEY, TESORO, SACRAMENTO (via tel econference), pointed
out that Tesoro was an independent refiner and marketer of
petrol eum products. He comunicated that the conpany
started its Alaska operations when it purchased the Kenai
refinery in 1969. The capacity of Tesoro's Kenai refinery
was 72 barrels per day. He relayed that the Kenai refinery
focused on jet and diesel production. The refinery also
produced gasoline and heating oil. He furthered that Tesoro
operated the 68-nmle pipeline that |inked Tesoro's refinery
to the Port of Anchorage. He testified in support of the
| egislation. He asserted that the price for RIK oil was
fair and provided the conmpany with a sufficient supply of
crude. The availability of the contract would have a
positive inpact on the Kenai refinery operations. He noted
the inclusion of a letter in conmttee nenbers' packets
nmentioni ng further points about Tesoro.

9:00:17 AM

Co-Chair Stoltze nentioned that he talked with folks from
the Kenai area who questioned why the price of fuel was as
high as it was with the Tesoro Refinery in Kenai. He asked
for Tesoro's wholesale prices and the prices prior to the
per-dol |l ar sales tax added on by the nunicipalities.

M. Riley responded by stating that he was not privy to the
information Co-Chair Stoltze was |ooking for but remarked
that the market was conpetitive. He referred to a
presentation that was provided to the legislature in the
previ ous year which detailed the factors of transportation
fuel in Alaska. Al aspects were considered in determ ning
the price paid at the punp.

Co-Chair Stoltze asked M. R ley to have the appropriate
peopl e provide a witten answer about pricing.
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HB 287 was HEARD and HELD in commttee for further
consi derati on.

9:01: 59 AM
AT EASE

9:04: 00 AM
RECONVENED

A"OVERVI EW CF THE GUI DANCE DOCUMENTS (HEADS OF AGREEMENT AND
MEMORANDUM OF UNDERSTANDI NG)

Comm ssi oner Balash discussed "Overview O The uidance
Docunent s (Heads o Agr eenent + Menor andum o
Under st andi ng) " (copy on file). He stated that the overview
was intended to provide conmmttee nenbers the opportunity
to ask questions of the Departnent of Natural Resources
(DNR) regarding the Heads of Agreenent (HOA) with Trans
Canada (TC) and Alaska's Liquid Natural Gas (AKLNG
Menmor andum of Understanding (MOU). The HOA and MOA hel ped
to support Governor Parnell's efforts to comercialize
Al aska's North Slope (ANS) gas wth a variety of other
parties.

Conmi ssi oner Balash referred to slide 2: " Qui dance
Docunments and HB 277." He identified the HOA and MOA as
support docunments. He specified that the HOA was a roadmap
for the overall activities and authorities of each of the
parties involved in the project: The State of Al aska, the
three North Slope producers [BP, ConocoPhillips, and
ExxonMobi | ], TC, and Al aska Gasline Devel opnent Corporation
(AGDC). He reported that there was also a MOU with TC that
described an agreenent to transition from the Al aska
Gasline Inducement Act (A A into a nore traditional
commercial relationship where the state acted as the
shi pper and TC as the transporter. It also spelled out sone
specific key commercial ternms that would be agreed to that
woul d be beneficial to the state's long-term interest. He
poi nted out that both docunents supported |egislation, HB
277 and SB 138, that he anticipated would be heard before
t he House Finance Committee in the foll ow ng two weeks.

Comm ssi oner Bal ash explained that HB 277 outlined
participation, percentage, and process, the three "P's." He
indicated that the intent of the state was to align the
interests of the state and the other parties allow ng the
AKLNG project to nove forward. He opined that rather than
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struggling over sone of the key terns that mattered to the
state, it devel oped an approach where the state
participated as an equity partner through the state's share
of the natural gas product. The state did not intend for
its agenci es to t ake on cor porate day-t o- day
responsibilities. Instead, it would enter into contracts
with the producers and with TC and AGDC to facilitate the
commercialization of Alaska's gas as well as nmaximze the
val ue of the gas. He continued that the |egislature and the
public woul d deci de whether to advance the project further.
The departnent used a phased approach to allow for decision
making to occur as commtnents were made by all parties.
The state saw a lot of potential and had a deliberate
process to nove the project forward alongside the other
proj ect sponsors.

9: 09: 33 AM

Comm ssi oner Bal ash discussed slide 3: "What is a Heads of
Agreenent ?" He indicated that HOA was a common term used in
the LNG world. He referred to the definition from
www. | nvest opedi a. com

A non-binding docunent outlining the main issues
relevant to a tentative partnership agreenent. Heads
of agreenent represents the first step on the path to
a full legally binding agreenent or contract, and
serves as a guideline for roles and responsibilities
of the parties involved in a potential partnership
bef ore any bindi ng docunents are drawn up.

Conmi ssi oner Bal ash commented that the definition called
attention to key itenms and commented that DNR would be
bringing a full legally binding contract back to the
| egi sl ature as soon as next fall.

Comm ssi oner Bal ash identified all of the parties
participating in the HOA:

HEADS OF AGREEMENT
By and Anpong

The Administration of the State of Al aska
Al aska Gasl i ne Devel opment Cor poration
TransCanada Al aska Devel opnent |nc.
ExxonMobi | Al aska Production Inc.
ConocoPhi |l I'i ps Al aska I nc.
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BP Expl oration (Al aska) Inc.
FOR THE ALASKA LNG PRQIJECT

Comm ssioner Balash confirmed that all of the parties
si gned t he HOA

9:10: 56 AM

Comm ssi oner Bal ash di scussed slide 4: "Organization of the
Heads of Agreenent”:

The Heads of Agreenent (HOA) is broken into 16 sections
t hat i ncl ude:

* Recitals of recent events and understandi ngs between
the parties.

e 13 Articles covering guidelines for the devel opnent of
the project and the roles and responsibilities of the
Parties to the agreenent.

« And appendix articulating access and expansi on
principles for the project.

* An exhibit that provides copies of the 3 letters to
Gover nor Par nel | from the Producer Parties and
Tr ansCanada.

Conmi ssioner Balash explained that recitals provided a
context for the reader and a history of how the parties
cane to an agreenent. He comented that the 13 articles
listed were very specific about topics within the HOA He
spoke of the appendix which outlined the pro-expansion
principles to be enployed on the project. He enphasized
that there were a nunber of things that were different
about an LNG project from an overland project. The state
exam ned sonme of its policies and considerations of the
past that helped shape the HOA. He reported that in the
back of the docunent there were three letters of
correspondence between the governor and parties. In 2011,
the governor called on the parties to align on an LNG
project as opposed to the overland project that had been
| icensed under AG A. The correspondence showed a history.

9:12:52 AM

Comm ssioner Balash turned to slide 5: "Key Recitals." He
reported that the State of Alaska set out in law [AGA a
specific set of policies and a path forward between years
2007 and 2008. However, the project was targeted at the
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North Anerican gas narkets. The drastic changes that the
state had seen as a result of shale gas devel opnent caused
the market to becone a |ost opportunity for Alaska' s gas.
The Pacific Rim and LNG appeared to be the key opportunity
currently available to the state. He supposed that the work
done and the license under AG A had value and would be able
to be added to the Al aska LNG efforts. He recounted that
the legislature adopted HB 4 [Legislation that passed in
2013 pertaini ng to the Alaska Gasline Devel opnment
Corporation and the Regulatory Conmission of Alaska]
indicating its intention to pursue in-state gas. The HOA
that was signed in January 2014 outlined Al aska Gasline
Devel opnent Corporation's (AGXC) mssion and acknow edged
the state's intent to keep the Al aska Stand Al one Pipeline
(ASAP) and AKLNG projects cooperating. He clained that AGDC
woul d be able to carry the states interest in the project
and that when the agreenent was signed the state was not
trying to obviate AGDC s mnission. The agreenment outlined
ranping up the prelimnary front-end engineering design
(Pre-FEED) phase of +the Alaska LNG project, which was
estimated to cost $400 million. The state's share of the
$400 mllion would be 20 to 25 percent. The other parties'
shares woul d be based on their prospective interest on the
Nort h Sl ope.

9:16: 03 AM

Comm ssi oner Bal ash advanced to slide 6: "Key Definitions:"
He stated that the slide was included as a point of
reference when reading through the HOA. He nentioned that

item five, "TAG'" which stood for "Tax as Gas", was an
i nportant elenment of the agreement and would be discussed
in further detail in the future.

Comm ssi oner Balash discussed slide 7: "Principles and
Benefits":

Article 2: Principles
1. Recognizes that if Enabling Legislation is
passed that the parties would negotiate contracts
that would incorporate the principles in the
agr eenent .

Comm ssi oner Balash elaborated that commercial contracts
the state enters into required |egislative approval. He
expressed the inportance of the public being able to weigh
in on long-term contracts affiliated with the project. He
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conpared it to buying a house. The process included
agreeing to terns, practicing due diligence, and signing
cl osi ng docunents.

Comm ssioner Balash reviewed the benefits of the AKLNG
project which included energy for honmes and comunities,
jobs for Al askans, additional revenue for the state, and
opportunities for additional gas developnent. He stated
that there was 33 trillion cubic feet of proven resource at
Prudhoe Bay and Point Thonpson. Federal, state, and private
geol ogi sts expected trenmendous additional nat ur al gas
resources on the North Slope. He asserted that once the
resource was discovered the state would need to preserve an
opportunity for devel opnent and delivery to market.

9:20: 30 AM

Comm ssi oner Bal ash discussed slide 8: "Alaska LNG Project
Wrk." He referenced Article 4 of the HOA stating that if
enabling legislation passed, work wwuld need to be
conducted by and between parties. Service agreenents for
transportation and i quefaction bet ween AGDC and
TransCanada woul d need to be drafted. O ftake and bal anci ng
agreenents would also be necessary in the upstream The
state would need to ensure that it would be receiving al
of the gas it needed in order to enter into other contracts
related to the project. He comented that LNG projects were
a daisy chain of contracts. He acknow edged that the nost
i mportant contract was the sales and purchase agreenent;
the details of selling the LNG to the buyer. The buyer
woul d want to see the liquefaction plant, the pipeline, the
field, and the specific gas they were buying. From the
state's perspective its share of the gas would cone at the
field. The state would enter into contracts downstream with
service providers as well as upstreamto ensure getting its
share.

Comm ssi oner Bal ash expressed the inportance of the |ast
point on slide 8 The state and each of the producer
parties would initiate LNG nmarketing for Al aska gas,
sonething that was new and key to the present opportunity.
In the past two decades certain organizations or
individuals from Alaska had traveled to markets in Asia
trying to sell product they did not have. He opined that
the conversation would take another shape wth available
pr oduct .
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9:23: 39 AM

Comm ssi oner Bal ash di scussed slide 9: "State Participation
in t he Project." The state's parti ci pation woul d
potentially help to maxim ze the value of its resource. He
noted an in-depth study about the differences in an LNG
project versus an overland project. The differences started
with the way in which the gas was sold. He reported that
LNG sales contracts between buyers and sellers were unique
and proprietary. He furthered that al t hough  broad
characteristics carried from one contract to another, there
was not a transparent market clearing price nechanism for
LNG. He opined that another difference between an LNG and
an overland project was in the nature and regulation of

infrastructure. In the overland context the narket was
t ranspar ent and hi ghl y liquid in a regul at ed
infrastructure. In an LNG project the pipeline may or may
not be regulated, but the I|iquefaction plant was not

regul ated for access or rates, presenting a black box to
the State of Al aska from a val ue perspective.

Comm ssioner Balash relayed that the state was seeking a
way to participate for its share of gas. Under the terns of
the state's leases it was entitled to its royalty share.
However, t he | essee was entitled to reasonabl e
transportation costs. He indicated that the state paid for
its share of the infrastructure either upfront or through
deductions over tine. He explained that the state would
experience a better outcome by being involved on the front
end of +the project, structuring the financing of the
state's share.

Comm ssioner Balash noted that the alignnment of interest
achieved was an inprovenent in serving the state in the
| ong-run.

9:28: 05 AM

Comm ssi oner Bal ash  discussed slide 10: "Regul at ory
Framewor k, Access and Expansi on”

Key Provi sions

1. A least five Alaskan offtake points for
Al askans to get their gas.

2. Locations of offtake points wll be developed in
consultation with AGC. AGC s work on ASAP wll
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greatly benefit the State and Alaska LNG Project in
devel opi ng these | ocations.

3. Each Party’s shares in capacity woul d be nanaged on a
proprietary basis; essentially «creating “projects
within a project.”

4. AGDC and TransCanada's shares of capacity in the
project are commtted to provide access to third
parties on ternms developed wth the State.

Comm ssioner Balash stated that the regulatory franmework
was a key point which he alluded to earlier in describing
sone of the differences between an overland versus an LNG
project. Another critical factor was the state's access
into and out of the pipeline. He also nentioned that
opportunities for expansion were essential. He expounded
that if a party owned 32 percent of the project it would be
obligated to finance 32 percent of the project overall. The
state, as a 25 percent owner, would be responsible for
raising the capital or finding the partners to raise the
capital for its 25 percent. It would not matter how any of
the parties structured their financing. He reported that
there would not be a single tariff for the pipe. Each party
woul d have its own set of terms. Although physically there
woul d only be one pipe, netaphorically there would be four,
one for each sponsor. He believed that nmanaging the
parties' shares on a proprietary basis would help to solve
some of the commercial problens that have plagued efforts
in the past. He continued by stating that the state's
interest was in low tariffs. They were good for the state's
bottom line and helped to make wunexplored I|ands nore
attractive. Meanwhi | e, those sponsors who did not
necessarily have the sane interest as the state would be
able to set up their finances and their tariffs higher than
the state's. The state would not be affected by any prices
set by other investnment parties because of how the
agreenent is structured.

9:31:11 AM

Comm ssioner Balash noved to Appendix A on slide 11
"Appendi x A Pro-Expansion Principles.” He indicated that
expansion issues were so fundanentally inportant to the
State of Alaska and its long-termfuture that it wanted the
terns detailed in the agreenent with the other parties. The
key principle was that parties would be able to expand the
project wthout being vetoed by the other parties. For
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exanple, if tw of four partners wanted to expand, they
could do so as long as the expansion did not conpron se the
ability to neet long-term obligations or negatively inpact
the other parties. However, the cost and the risks of the
expansi on were borne by the expansion parties. He nmentioned
i quefaction trains.

Co-Chair Austerman asked for a definition of trains.

Comm ssioner Balash replied that trains were equipnent
units that allowed for a given process to take place. There
woul d be trains located at the North Slope to be used for a
gas processing plant (GPP) and trains located in N kiski
used for the gas |iquefaction process. He continued that
they were units of infrastructure that would be able to be
pl ugged together simlar to nodules. The capacity of the
trains woul d be significant.

9:34: 14 AM

Comm ssi oner Bal ash el aborated that the Iiquefaction
equi pnrent was fundanental to the ability to deliver to
buyers and would only be affected if all of the parties
agreed. If one of the parties had nore gas to take to
market it would be able to propose adding a train and the
other parties would have the choice to participate. The
ability to expand the liquefaction termnal with additional
trains was essential especially since the state did not
have regulatory ©protection from the Federal Ener gy
Regul atory Commi ssion (FERC) or the Regulatory Conmm ssion
of Al aska (RCA).

9:36: 22 AM

Comm ssi oner Bal ash noved to slide 12: "Enabl i ng
Legislation: The Tineline":

e April 2014: Legislature passes enabling |egislation.

e 2014-2015: Administration and Alaska LNG Project
Parties devel op project enabling contracts, including,
but not limted to, agreenents with TransCanada and
AGDC for project services for the State Gas Share, gas
of ftake and balancing agreenents wth the Producer
Parties, and prelimnary LNG or gas sal es contracts.

 2015: Legi sl ature consi ders proj ect enabl i ng
contracts.

e 2015-2016: Parties deci de whether to advance to FEED
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Comm ssioner Balash stated during the intervening period
the state would be keeping the legislature infornmed of
progress. The departnment did not want to cone out of the
process in FY 15 with legislation that would not pass. The
departnment believed the cost of the front-end engineering
and design (FEED) phase would be approximately $2 billion

The state would be looking at its portion of the cost, not
the full $2 billion.

Conmi ssioner Balash pointed to slide 13: "Royalties and
Production Taxes: Key Provisions." He informed the
commttee that royalty and production taxes needed to be
examned in order to establish the state's share. The state
woul d receive cash revenues from corporate income tax
paynents and property tax paynents. However, royalty and
production tax revenues would be handled such that the
state's royalty interest, 12.5 percent at Prudhoe Bay and
14 to 16 percent at Point Thonmson, would be conbined wth
the state's production tax interest to equal the state's
gas share. He reported that the production tax would fall
within a range from7 to 13 percent as outlined in the HOA
The state's share would fall wthin 20 to 25 percent
overal | .

Comm ssi oner Bal ash addressed that taking the state's gas
i n-kind would not be a problem except that because the LNG
business required a look through to the specific reserves
and resource, all of the gas at Prudhoe Bay and Point
Thomson would be required to support the particular
project. If the state switched back and forth from RIK to
RIV, it would create sone significant conmercial hardships
and obstacles for the |essees. The result would likely be a
decline in the state's value. He reported that the state
was considering the in-kind approach. The statutes directed
the state to take its oil and gas revenue in-kind unless
taking it in-value would be in the state's best interest.

Comm ssioner Balash recounted that DNR conducted an in-
depth study exanmining the state's options of taking its gas
royalties in-kind or in-value. The departnment found that
being paid in-kind presented challenges that woul d
potentially result in the state receiving a |lower price
than producers. A provision was included in the HOA in
Article 8.8.3 that required a stringent attorney review to
avoid any violations of anti-conpetitive rules in the
United States or in other countries. He noted that each of
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the producers were willing to negotiate separately with the
state on the sale or disposition of its share of gas. The
state would have an opportunity to |everage the producers’
mar keting expertise which led DNR to think differently
about the option of being paid in-kind. Agreenents were
currently not negotiated. He pointed out that the HOA was
premsed on the state receiving its royalties in-kind.
However, the state had not commtted itself to receiving
its share of royalties in-kind. The state would have to
feel satisfied with the marketing aspects prior to any
conmi t ments.

9:43:19 AM

Comm ssi oner Balash discussed slide 14: "Qther Project
Enabling Terns and Additional State Support for the Al aska
LNG Project: Key Provisions." He addressed the first item
on the slide regarding property taxes. He indicated that
there would be a large benefit to structuring a paynent in
lieu of tax, which would provide certainty to |ocal
governments and project sponsors. He furthered that the
paynent in lieu of tax could be structured in a variety of
ways and chosen by local governnments. He referred to
Article 9 of the HOA which stated that the adm nistration

in consultation wth Jlocal governnents, would devel op
paynents in |ieu of taxes. The state would al so exam ne the
inpacts of related construction on comrunities throughout
the Railbelt region. The state would have to account for
the inpacts and help |ocal governnents address any
addi tional burdens and costs associated wth the project.

Co-Chair Stoltze asked for detail on project benefits.

9: 45: 24 AM

Conmi ssioner Balash noted that benefits would come wth
some inpact. He continued that the state did not want to
repeat sonme of +the sane experiences that occurred in
Fairbanks in the 1970s when the Trans-Al aska Pipeline
System (TAPS) was being constructed. He referenced the
donmestic violence and sexual assault that occurred during
t he construction of TAPS.

Comm ssioner Balash nentioned that the devel opnent and
installment of infrastructure and a healthy |ong-term oil
busi ness would be fundanental to the overall econom cs of
the project. He discussed that the revenues from gas woul d
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be used to account for the cost of infrastructure. The
upstream costs of nmaintaining Prudhoe Bay and other
producing fields were borne by oil. He asserted that if the
oi | business was not healthy enough to bear the costs, the
gas business would have to which would be problematic for
the state.

9:47: 59 AM
Conmmi ssi oner Balash detailed slide 15: "Alaska Hre and
Content." He pointed out that the estimated total cost of

the project was $45 billion to $65 billion. He noted that
there would be as many as 15 thousand jobs associated with
the project during construction. He reported that roughly 1
t housand | ong-term operating and naintenance jobs would be
generated and would command high salaries. He noted that
Article 11 was found on page 16 of the HOA and provi ded key
direction for the Alaska LNG parties in developing the
proj ect .

ANGELA  RODELL, COW SSI ONER, DEPARTMENT OF REVENUE
recounted three points relating to the HOA and MU
participation, percentage, and process. She stated that as
the state developed the HOA with the other parties, it had
to consider its participation not only from a percentage
standpoint but also from human capital and devotion of
resources perspectives on the part of DNR and the
Departnent of Revenue (DOR). In its review, DOR recognized
the opportunity to continue the state's relationship with
TransCanada noving forward. The state chose to enter into
an MOU with TransCanada.

Cormmi ssioner Rodell transitioned to slide 16: "What is a
MOU- Menor andum of Under st andi ng":

The MU outlines the terns of the State of Alaska's

relationship wth TransCanada in the M dstream
conponent of the Alaska LNG Project; however, the MU
will not be binding until the Legislature enacts

“Enabl ing Legislation.”

Comm ssi oner Rodell el aborated that the MOU only applied to
the pipeline and the gas treatnent facilities. The MU did
not apply to the Iliquefaction facilities, an additional
part of the project.

9:50: 54 AM
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Conmmi ssioner Rodell directed the committee's attention to
slide 17: "Key Terns of the MOU. Key Terns of Exhibit C'

1. Favorable Debt to Equity Ratio

e 75/25 ratio for rate-making purposes reduces the
State's tariff.

e Lower tariffs inprove the State’'s overall cash
flows.
2. Cash Contributions by TransCanada
* TransCanada as project developer reduces the
State’s exposure to cash calls and obligations
until the pipeline is in service.
3. Improved Value to the Treasury
 Wien you consider the opportunity cost of
utilizing the State’'s capital (which earns 6% in
the treasury), our NPV is inproved overall.
4. Expansi ons
e TransCanada conmitted to 70/30 capital structure
f or expansi ons.
5. Gas to Al askans
At least 5 offtake points

« Distance sensitive rates with three zones for
delivery

Conmi ssioner Rodell enphasized the value of TransCanada
commtting to sonme of the key terns inportant to the State
of Alaska. She comented that during Pre-FEED the state
woul d gather additional information and be in a better
fi nanci al position to commt its limted financial
resources to the project. The state would also be able to
t ake advantage of TransCanada's expertise. The MU al | owed
the state to maintain reserves and to earn an attractive
interest rate. She assured the group that TransCanada's
75/ 25 ratio for rate-nmaking purposes and its 70/30 capita
structure conmmtnment would not dictate what TransCanada
woul d ultimately finance.

9:53: 06 AM

Conmi ssioner Rodell advanced to slide 18: "Were W Are
Today?" She noted the Point Thonson settlenent and the
joint work agreenents. She furthered that TransCanada and
ExxonMbbil had been working together under the AGA
license. She reported that the state had invested $330
mllion and TransCanada and that ExxonMbil had contri buted
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an additional $130 mllion into AGA There was also work
done in Denali by British Petroleum (BP) and ConocoPhillips
equal to $200 mllion. The investrment by the parties led to
the concept selection of the AKLNG project; creating a gas
t r eat ment facility, an 800-mle pi pel i ne, and a
liquefaction facility to be | ocated at N ki ski .

Conmi ssioner Rodell pointed next to HB 277, legislation
that would be brought before the conmttee, to enact the
MU between the State of Alaska and TransCanada. She
reported that the HOA had been signed. She specified that
currently the legislature had to decide whether to go
forward with the Pre-FEED phase, as the adm nistration had
envi sioned, and contribute all of the AG A and Denali work
to the Alaska LNG project. The other option was for the
state to refrain from going forward, agreeing to purchase
the $130 nmillion worth of work from TransCanada that was
spent on AG A In the neantine, AGDC planned to advance to
a 2015 open season wth ASAP (sharing with AKLNG) .

9:54: 46 AM

Comm ssi oner Rodell discussed slide 19, "What Happens if HB
277 Passes?" She relayed that if the |egislation passed the
state would enter the pre-FEED stage that would last 12 to

18 nonths. The estimated cost would be $435 mllion. The
producers would contribute about $327 million to $348
mllion of the costs. The state's share would be $35
mllion to 43 mllion and TransCanada would contribute $53

mllion to $67 mllion. At the end of the pre-FEED stage
the admnistration would return to the legislature wth
information and contracts to continue into the next phase.
Al so, the adm nistration would seek |egislative approval to
exercise the option to increase its investnent to 40
percent. The state's cost would equal $21 nillion to $27
mllion for previous costs. The state would also have the
option to stop the project entirely at which point the
state would be I|iable to pay TransCanada for its
devel opnment costs incurred on behalf of the state. Lastly,
the state would have the option to continue wth the
project at its current |evel of investnent.

9:56: 54 AM

Comm ssi oner Rodel |l discussed slide 20: "Wat Happens after
FEED?" She stated that in tw to three years the
adm nistration would return to the legislature to make a
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final investnent decision. The FEED costs were currently

estimated at $1.8 billion. The producer share would be
approximately $1.4 billion. The state would cover
approximately $145 nmillion to $180 mllion of the costs.

She interjected that the range in dollar anmounts reflected
the state's percentage of investnment to be between 20 to 25
percent. TransCanada would be investing between $215
mllion to 270 mllion for the liquefaction facility. |If
all parties approved going forward with a final investnent
deci sion the next phase would be construction. The state
woul d be obligated to make a final investnment of about $10
billion. The state would again have the option of ending
the project prior to construction but wuld have to
rei mourse TransCanada its investnment of $183 nillion to
$337 million incurred on behalf of the state.

9:58: 34 AM

Conmi ssi oner Rodel | discussed slide 21: "Sunmmary":

 The Heads of Agreenent (HOA) and Menorandum of
Understanding (MOU) provide guidance on how the
powers provided in HB 277 will be used.

At each stage in the project there are “off- ranps”
and decision points for Legislative and public
revi ew.

e Conmmitnents by the State will be made commensurate
W th progress by the project.

Comm ssioner Rodell added that conmmtnents by the state
woul d al so be comrensurate with the investnents being nmade
by the other three sponsors of the project; ExxonMbil, BP,
and ConocoPhilli ps.

Co-Chair Austerman asked about the 20 to 25 percent
ownership in-kind and gas in lieu of taxes. He asked how
t he noney already invested in AGDC and the work that it had
done played into the 20 to 25 percent ownership. He
wondered about a percentage of value that the state was
assumng within the 20 to 25 percent.

10: 00: 28 AM

Comm ssi oner Bal ash responded that the work AGDC did was
focused on environnental and engineering work tied to an
instate standard as conpared to a FERC standard. He opined
that some things would fit well with AKLNG such as AGDC
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sharing the state right-of-way. Each party's share of the
costs would be accounted for as the project noved forward
in devel opnent. The | egislation specified that AGC carried
the state's interest in the liquefaction for AKLNG but
woul d sinul taneously continue to pursue ASAP. He indicated
that there would be a need to continue to separate the
projects until it was clear that AKLNG was going forward

at which tinme the state would be able to focus on just one
proj ect .

Co-Chair Stoltze indicated that HB 277 was currently in the
House Resources Conmittee and would be heard by the House
Labor and Conmerce Conmittee before being heard in House
Finance Committee. However, he wanted to take advantage of
getting the questions answered early and while sone of the
consultants were in Juneau for other hearings. The overview
was to help everyone fornulate questions in preparation of
receiving the bill later on in session.

10: 03: 29 AM

Representative Gara noted that with oil the bulk of the
state's revenue was production tax and royalties. He
understood the concept of taking the tax and royalties in
the form of in-kind gas and indicated that royalty was
approximately 13 percent. He asserted that production tax
had al ways been greater than 13 percent but in the case of
the project it would be half or equal to the royalty. He
wanted to know how the comm ssioner had cone up with his
figure.

Comm ssioner Balash contended that tax was not always
| arger than royalty. He clainmed the opposite was true for
the vast majority of the history of North Sl ope production.
He explained that it was inportant to note the difference
bet ween gross and net tax in reference to gas. He furthered
that the nunbers would |ook different even though the
outputs from a cash flow perspective would potentially be
unequal ed. He remarked that the state was not asking to
negotiate tax rates. He informed the conmittee that
according to the constitution only the legislature was able
to set tax rates. The departnent was asking that a tax rate
be established as part of the |egislative package.

Comm ssioner Bal ash reported that in identifying the range

that is seen in the HOA the state conducted a royalty
study with Black and Veatch in 2013 review ng a nunber of
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options and opportunities. The study revealed that under
the status quo, wthout the state naking any changes or
participating at all, the project would have a difficult
time conpeting for market and capital. The state had sone
work to do if it wanted to bring its financial take down so
that it was nore conpetitive and to achieve an environnent
where the project was nore |likely to nove forward. He
recommended that the state nodel its royalty after the
royalty rates of other projects. As the conmm ssioner of
DNR, he did not think it was a good idea, nor did he
bel i eve nost Al askans would want the state to reduce its
interest in the royalty.

Comm ssioner Balash opined that alternatives included
participation and the process of back calculating the
percent age expected from production tax and royalty. He
wanted to make sure the state was not needl essly reducing
its overall interest. He enphasized that value and cash
mattered and that the cost and charges of |iquefaction
W thout participation would potentially yield higher rates.
He alleged that if all of the value was being drained
because of the <charges for [liquefaction, then a high
percentage of a thin margin would not be beneficial to the
state. He continued that the legislature's consultants had
done a good job of illustrating the risk to the state from
a wel | head perspecti ve.

10: 09: 12 AM

Co-Chair Austerman clarified that the project was not
vi abl e wi thout state participation.

Comm ssioner Balash replied that if the project was to nove
forward now, the state needed to take reasonable steps to
maximze its value. He stressed that the state's value
should not be consunmed by transportation and |iquefaction
costs.

Representative Gara agreed that at |low prices royalties
could be higher than production taxes and at higher prices
the production tax was higher. He asked if the state was
bound to a tax rate in the agreenent and inferred that an
expectation had been created with the oil conpanies that
the state would not adopt a tax rate higher than the
royalty. He asked for clarification.
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Comm ssioner Balash replied that the |egislation contained

provisions on production taxes for natural gas. He
explained that the HOA represented the circunstances under
which all of the parties were prepared to nove forward

together. The parties would have to decide how to proceed
if the legislature decided to set a nunber that was higher
or lower. He reported that as long as the nunber fell
within a specific range all parties were ready to nove
forward under the current terns set forth in the HOA He
did not recomrend noving forward with the project if the
| egislature set a nunber that fell below 20 percent total
for the state gas share. He anticipated that other parties
would object to the state receiving higher than a 25
percent share, sonething that would need to be confirnmed
with the other signatories.

10: 13: 01 AM

Co-Chair Austerman noted that nultiple discussions would
occur when the bill came before the conmttee.

#
ADJ OURNVENT

10: 13: 49 AM

The neeting was adjourned at 10:13 a.m
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