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3:34: 13 PM

CHAIR KURT OLSON called the House Labor and Commerce Standing
Commttee neeting to order at 3:34 p.m Represent ati ves
Rei nbol d, Saddl er, Josephson, and O son were present at the call
to order. Representatives Herron, Chenault, and MIllett arrived
as the nmeeting was in progress.

Al aska LNG Project - Menorandum of Understandi ng - Heads of
Agreenent, Departnent of Natural Resources, and Departnent of
Revenue

3:34:26 PM

CHAI R OLSON announced that the only order of business would be a
present ati on: Al aska LNG Project - Menorandum of Understanding
Heads of Agreenent, Departnent of Natural Resources, and the
Departnent of Revenue.

3:35: 08 PM

JOE BALASH, COWM SSI ONER, Departnent of Natural Resources (DNR),
provi ded an overview of three nmin guidance docunents for the
Al aska LNG Project: the Heads of Agreenent (HOA), the Menorandum
of Understanding (MOU), and [HB 277] [slide 2]. He stated that

the bill contains three parts: partici pation, percentage of
participation, and the process for developing contracts for
| egi sl ative approval. In order to understand the authorities in
the bill, the departnment refers back to the HOA and the M,
which inform the |egislature and the public. In January, both
he and Comm ssioner Rodell signed the HOA - a docunent that
describes the "road nap" project sponsors will follow and the
contracts that wll govern the project as a whole. These
docunents descri be key principles and understandi ngs between and
anong the parties. The MOU describes the manner in which the
state will part ner W th TransCanada Pi peLi nes Limted

(TransCanada) on the mdstream elenments of the project and
i ncludes sone key conmercial terns that are in the state's best
interest. Al actions on whether to advance the LNG project are
dependent upon passage of enabling |egislation, he said.

3:38:33 PM
COWM SSI ONER BALASH di scussed the heads of agreement (HOA) for
the Alaska LNG project [slide 3]. The agreenent was signed by

the state Departnent of Natural Resources (DNR) and Depart nent
of Revenue (DOR), the Alaska Gasline Devel opnment Corporation
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(AGDC), TransCanada Al aska Devel opnment Inc. (TransCanada) ,
ExxonMobi | Al aska Production, Inc., ConocoPhillips Al aska, Inc.,
and BP Exploration (Alaska) Inc. The definition of the HOA from
www. | nvest opedi a. com read, as foll ows:

A non-binding docunent outlining the main issues

relevant to a tentative partnership agreenent. Heads
of agreenment represents the first step on the path to
a full legally binding agreenment or contract, and
serves as a gui del i ne for t he rol es and
responsibilities of the parties involved 1in a
potential partnership before any binding docunents are
dr awn up.
3:40: 13 PM

COWMM SSI ONER BALASH descri bed the organi zation of the HOA [slide
4. The HOA is broken into 16 sections and 13 articles. A set
of recitals outline the history behind this agreenent.
Additionally, an index provides a series of correspondence from
the producers and the governor over the past few years and the
appendi x descri bes the pro-expansion principles for the project.

COWMM SSI ONER BALASH turned to key recitals [slide 5]. The key
recitals |anguage [pages 2-4 of the HOA] recognizes changed
circunstances in the Lower 48 natural gas narket that |ed
Governor Parnell to change direction from the Al aska Gasline
| nducenent Act (AGQ A framework and direct focus on an Al aska
LNG project targeting Pacific markets. Second, another recital
recogni zes that funding from the state under AGQ A has supported
key activities related to the Al aska LNG project. Both the
state and TransCanada believe it is appropriate to back away
from the AGA license and focus on the Al aska LNG project.
Third, the state recognizes that AGC is pursuing the Al aska
Stand Al one Pipeline (“ASAP”) project. Further, the Al aska LNG
project and ASAP intend to cooperate with one another; however,
for now the ASAP remains unfettered, unobstructed, and on
schedul e. Fourth, the Alaska LNG parties wish to ranp up the
Pre- FEED phase of the Alaska LNG project, which is estimated to
cost over $400 mllion using a phased approach.

3:43:19 PM

COWM SSI ONER BALASH hi ghlighted a few key definitions. He said
"enabling legislation" wll provide the DNR and DOR certain
authority to advance the project by negotiating contracts wth
the parties. The "MOU' refers to a separate agreenent between
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TransCanada, Comm ssioner Rodell, and hinself. The pre-front-
end engineering and design or "Pre-FEED' phase is the current
phase, consisting of wrk that wll inform the front-end
engi neering and design or "FEED' phase. He anticipated this
process will take two to three years to conplete and will cost
upwards of $1.5 to $2 billion. This process should generate
sufficient information to nake a conplete application at the
Federal Energy Regul atory Comm ssion (FERC), noting the FERC has

exclusive jurisdiction on |iquefaction termnals and plants.
The "RIK' neans royalty in kind and "TAG' neans "Tax as Gas"
which will be the DOR s share of revenues of the gas production

that is a key part of this project.
3:44:. 47 PM

COWM SSI ONER BALASH reviewed additional key provisions [slide
7] . Some key principles deserved their own article for
recognition, he said. Al of the parties recognize and respect
the authority of this branch of governnent and if enabling
legislation is passed the parties would negotiate contracts to

proceed in the fashion contenplated. Article 3 describes
broadly sone of the key benefits of developing the Al aska LNG
project, including providing gas to Al askans, jobs for Al askans,
revenue to the state, and opportunities for additional
devel opnent . The substantial infrastructure contenplated has
the potential to facilitate an expansion of unprecedented
exploration activities on the North Sl ope. Currently, and for
the last 40 years, a discovery that included nethane had been
consi dered insignificant. When considering the success of an
exploration well, conpanies evaluate the [|ikelihood that
producers will find oil and gas; and for the last 40 years
finding gas was not part of the success case. |If infrastructure
is in place, conmpanies will now have an opportunity to nonetize
gas so the opportunity for success will increase and give nore
positive decisions to put "holes in the ground® on the North
Sl ope. For all the benefits of 3-D seismc and the |atest
i nnovations, it still all comes down to whether you put that
"hole in the ground” and can test what the seismc data
i ndi cat es. He said that additional drilling will lead to

producti on.
3:47:20 PM

REPRESENTATI VE JOSEPHSON, relative to the second key recital,
asked about the treble danages. He said he is not a contract
| awyer; however, it seenms TransCanada said it wll waive the
[AG A] statute and any right and entitlenent. He offered his
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belief that this is called a novation, which takes a previous
agreenent and places a new agreenent on top of it. He asked
whet her any argunment exists that if the enabling statute passes
that there is no | egal repercussion.

COWMM SSI ONER BALASH answered that the departnment has worked hard
not to expose the state to any further Iliability or treble
damages under AS 43.90. He offered to have the DOL explain the
rationale to the commttee; however, he understood that part of
the reason that the state is not in jeopardy is due to
TransCanada's involvenent in the project as contenplated here.
The key el enent of the project assurances clause in AQA is that
the state would not grant benefits or inducenent to a conpeting
project. He asked how a project could be a conpeting project if
the Ilicensee is a part of it. He acknow edged ot her
considerations cone into play. One thing in the MU itself is
that there is a very clear delineation between the parties, and
that [the state and TransCanada] are stepping away from the
[AG Al license and leaving it behind.

3:50: 52 PM

REPRESENTATI VE M LLETT asked for clarification on the state
"stepping away from the AG A agreenent” but the state is not
termnating it.

COWM SSI ONER BALASH answered no; that the state is utilizing the
abandonnent provisions in the Al aska Gasline |Inducenent Act
st at ut es. He advised that at this point the state doesn't have
the authorities granted in the enabling legislation to becone
part of the Al aska LNG project. He stated that the state needs
the enabling legislation to pass and the agreenents contenpl ated
in the HOA to be forned. At that point TransCanada and the
state will "step out of the AGA license and |leave it behind."

REPRESENTATI VE M LLETT asked whether the AG A license would be
term nated at that point.

COWM SSI ONER BALASH agreed that is correct if the enabling
| egi sl ati on passes. He explained that the state is currently
operating under a "project plan anendnent (PPA)- 1 B" that
allows sonme of the pre-planning activities to occur during the
first and second quarter, but it is expected to term nate rather
than finalize the last of the accounting for the reinbursenents
and "buttoning things up."

3:52:39 PM
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REPRESENTATI VE M LLETT asked if this project doesn't go through
but ASAP does occur, whether that is considered a term nation of
the AG A agreenent.

COWM SSI ONER BALASH answered that the MU lays out what the
state will do if the enabling |egislation passes, but not what
will happen if it does not. He said he could not predict what
wi || happen in May.

REPRESENTATI VE M LLETT specul ated that treble damages could be
assessed if the enabling | egislation doesn't pass.

COWM SSI ONER BALASH answered that he can't speak to AGCD, but
the organi zation has "gone out of their way to ensure that they
haven't done anything to cross that |ine and expose the state to
damage." He did not see that happening.

3:53:51 PM

REPRESENTATI VE SADDLER asked to put on the record that this does
not represent a mutual finding that AG A project is uneconomc

but it will represent a nutual abandonnment conditioned on the
| egi slature passing the enabling |egislation. He asked for
clarification on the process for the uneconom c finding.

COWM SSI ONER BALASH answered that the process laid out in AS
43.90. 240 allows either party to deem the proposed Al aska LNG
proj ect unecononmic, followed by the choice to either agree or
di sagr ee, which would take the matter to arbitration.
Essentially, the state has agreed to the nutual agreenent path

that the Alberta project l|icensed under AG@ A is uneconomc.
Thus, the state and TransCanada have "agreed to agree."

REPRESENTATI VE SADDLER asked whether an objective standard
defines "uneconomc."

COWM SSI ONER  BALASH responded that the statute has sone
references to what would be considered under arbitration, but it
is not specified in detail; enough anmbiguity exists that either
party could argue over it.

3:55:47 PM

REPRESENTATI VE SADDLER reiterated that the term isn't clearly
defined, but either party could nake a claim
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COWMM SSI ONER BALASH agreed that is an option avail able under the
statute.

CHAIR OLSON remarked that the legislature tried to clarify that
nore specifically.

3:56: 09 PM

COWM SSI ONER BALASH turned to Article 4, to the project work
contenplated by the parties [slide 8]. He expl ained that the
state is «currently entering the Pre-FEED stage, which is
expected to last 18 to 24 nonths. The information gathered wll
i nclude additional environmental data, baseline data, technical
information, and engineering necessary to refine the cost
estimates to allow all parties to evaluate whether the proposed
Al aska LNG project is viable or if sufficient possibility exists

to warrant spending "the really big dollars in FEED." Duri ng
this phase, key project services agreenents wll be devel oped
with TransCanada and AGDC to carry the state's interest in the
i quefaction plant - | ooki ng downstream The overall

contenplation is that the state would have a portion of the gas
and a proportionate part of the infrastructure in terns of
production tax and royalty interests. So, as the state | ooks
downstream to the GIP, pipeline, liquefaction termnals, and the
project service agreements with the two entities, it nust also
| ook upstreamto the producers.

COWM SSI ONER BALASH said the state wll seek offtake agreenents
and balancing agreenents with the producers, which he
characterized as being a big part of the overall package. In
order for the state to be confortable in taking on the
obligations associated with the mdstream service agreenents,
it's necessary to know that "we're going to have gas and the
right anmount of gas." That's where the offtake and bal ancing
agreenents come in. The state wll need to look to the
conpani es that have the |eases, the working interest owners, and
producers to obtain the state's share of the gas. Since the
state has varying royalty rates between Prudhoe Bay and Point
Thomson, it doesn't know which field wll cone on first or the
anount, it means that the state could be a little high or |ow
In the long run, the state will ultinmately have a 75-25 split
bet ween Prudhoe Bay and Point Thonmson, which is determ ned by
the commercial balancing agreenent. Bal anci ng agreenents are
routinely used by industry to snmooth out sone of the uneven
aspects of production that occur.

3:59: 50 PM
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REPRESENTATI VE M LLETT, referring to the MU, said the |anguage
seens to indicate the state becones part of the licensee, such
that the license will be owned jointly by the state, the users,
and TransCanada.

COWMM SSI ONER BALASH asked whether she was referring to paragraph
8 in the MW, which refers to PPA-1 B referenced previously,
which is a continuation until the end of first quarter. In
order for the licensee to operate under the terns of the |icense
and be qualified or entitled to reinbursenent, the parties nust
have a work plan and budget approved by the DNR and DOR.  Thus,
PPA-1 B was essentially a work plan and budget that covers this
period of time. |In response to a question, he answered that the
current |icensees are TransCanada and Foothills Pipe Lines Ltd.

4:01: 35 PM

COWM SSI ONER BALASH enphasi zed key activity 4 is significant.
The state and each of the producer parties would initiate
prelimnary marketing efforts for LNG He stated that during
Al aska's tortured history when considering North Slope gas for
comerci alization, a nunber of parties sought to sell its LNG to
Pacific markets; however, the parties didn't have the gas to
sel | . In this case all three producers and the state would
initiate the marketing efforts so critical to the success of an
LNG project. He characterized the heart of an LNG project as
being the sales and purchase agreenents (SPA), which are |ong-
term agreenments between the producers and the buyers, since the
financing and the investnent rest on it. Those |ong-term
contracts signal that this project is "real" and neans to do
business with the buyers of LNG in Asian markets.

4:03: 33 PM

COWM SSI ONER BALASH di scussed the state's participation in the
proposed Al aska LNG project [slide 9]. He said, with respect to
the state's participation in the project, the findings and
determnations that he and Conmm ssioner Rodell have nmade show
the project could yield significant benefits. The state wll
participate in the infrastructure as an equity holder of gas,
but will enter into partnerships with TransCanada and AGDC or
AGDC s subsidiary to <carry the state's interest in the
infrastructure. The DNR and DOR aren't equipped to be corporate
pl ayers or infrastructure players in the traditional sense so
the state must rely on an agent such as AGDC or TransCanada to
do so. Finally, the state has agreed that the state's interest
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shoul d be consistent with the state's share of the gas, and when
conbined with the state's royalty will total 20 to 25 percent of
the gas. He noted the Governor's bill "pegs things" at a little
nore than 22 percent. In essence, so long as the figures are
not too low or too high the state wll be ready to nove forward.
Certainly the legislature has a nunber of things it needs to
consider, including the state's debt capacity and where "the
nunber" puts the state relative to the other parties. |In other
words, the party with the biggest share in the gas will have the
bi ggest "say" in the project, he said.

4:06: 14 PM

REPRESENTATI VE HERRON referring to key provision 3 asked whet her
going to 22.5 or 22.7 percent would be a tipping point. He
asked for further clarification.

COWMM SSI ONER BALASH responded that as the departnent exam ned
the principles the fundanental goal was an alignment of interest
between the state and the other parties, as well as aligning the

state's interest in the gas wth its interest in the
infrastructure. He acknow edged that at sone point the
percentage is too big or is too small. The departnent has an

opportunity to realize real revenues for the state in the |ong
run relative to the risks the state mght be undertaking as a
participant in the project. He suggested that going to |ess
than 20 percent is probably a big problem He said that going
over 25 percent could also create a problem for other parties
and maybe for the state, too, in terns of what the state can
af f or d.

4:07:47 PM

COWM SSI ONER BALASH said Article 6 relates to the regulatory
framewor k and key access and expansion principles. He pointed
out that one thing the state wants to ensure is to provide
multiple offtake points to get gas to Al askans, but also as a

nmeans to get gas into the project. He recalled the activities
underway by Doyon, Limted in the Nenana Basin. | f Doyon finds
significant gas it will need to get that gas to narket. He

characterized it as being alnobst as inmportant to get gas into
the pipeline as out of the pipeline. The work AGDC has been
undertaking in the open season wll inform the project by
identifying demand points and where to |ocate offtake points.
However, he offered his belief that the key is the overarching
structure. Each party who has a share of the gas is going to
hold its capacity in the infrastructure in the sane basic
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percentage and operate its share of the infrastructure on a
proprietary basis. One of the reasons the state has had so many
di sputes on the Trans-Al aska Pipeline System (TAPS) has to do

with the manner in which tariffs are structured. He recalled
that TAPS cost was approximately $8 billion, but the question is
how was the $8 billion financed and how does that affect the

tariff ultimtely.
4:09: 58 PM

COWM SSI ONER BALASH said that Governor Egan wanted the state to
own its share of TAPS and he fell short a vote in the Senate.
Thus, the state didn't own its share of TAPS and subsequently
has fought with the owners over those tariffs since the tariff

affects the state's royalty and production tax val ue. I n order
to nove past this, the key provisions of the proposed Al aska LNG
are structured so each party wll operate its own share and

finance its own share of the infrastructure. Therefore, it wll
not inpact the state if one party decides on a high equity or to

have a high return on that equity. In the conventional
structure, those decisions would be material, but this approach
woul d allow the state to seek a "live and let |ive" arrangenent.
The other parties will set up business as the parties see fit
and the state will do |ikew se. He noved to key provision 4,
and stated that the portion of the project that the state's
agents - AGDC and TransCanada - share would be committed to
provide access to third parties on terns developed with the
state. He concluded that these are the Kkey provisions of
Article 6.

4:12: 00 PM

COWM SSI ONER BALASH turned to Appendix A [page 21 of the HGOA],
which lays out the principles for expansions in the project. He
enphasi zed that A 1.1 outlines that any party may initiate the
process for an expansion of any conponent, including the GIP,
the pipeline, or the marine termnal. He acknow edged that
there is a "carve out" for the liquefaction trains, which is
i nportant. He pointed out highlighted texts and assuming there
are no negative inpacts on other parties, the expansion can
pr oceed. In essence, it represents a sole risk as the approach
to expansions. For exanple, the state is interested in
expansion in the pipeline, and as long as it doesn't inpact the
other parties, the expansion wll occur and the state wll
benefit from additional gas production.

4:13: 36 PM
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REPRESENTATI VE SADDLER referred to Sections A 2 and A 3, of
Appendi x A and asked for the principle for any nodification of
the LNG | i quefaction plant.

COWM SSI ONER BALASH explained that the expansion principles
differentiate between the |liquefaction trains and everything
el se. Basically, the principle is that any part of the project
except the liquefaction trains can be expanded on the sole risk
basis; however, the trains are the nobst sensitive part of the
infrastructure and any nodification to the original trains nust
be agreed to by all parties. Those agreenents are described in
A.2. He said that A3 allows a party to build a new train if a
nmodi fication of the original train is inpossible or not agreed
upon. The project is being designed around the concept of three
liquefaction trains, with a certain capacity avail abl e. In the
event sufficient additional gas is discovered that can commt to
capacity in the pipeline or the GIP and can fill a new
liquefaction train, the facility can be added at the marine
site. Again, this applies the sanme principles, that if one
party wants to add a liquefaction train, the other parties can
partici pate but don't have to do so.

4:16: 20 PM

REPRESENTATI VE SADDLER understood the GIP plant is either "al
on or all off." He related his understanding that if soneone
finds gas and wants to send gas that requires |iquefaction

services, the party can do so at cost or several parties can
collectively do so. He al so understood one party could pay to
build an additional Iiquefaction train. He asked whether the
parties can sell liquefaction capacity to others.

COW SSI ONER BALASH answered in essence; yes. He said, "He who
owns the infrastructure owns the capacity."” He acknow edged
that the state would need to be sensitive to the other parties
in terms of the operating agreenents and ensure the agreenents

do not cause harm or probl ens. If the party wanted to take the
risk of building an entire liquefaction train, even wthout
enough gas for the train, and was willing to speculate and sel

the capacity later on to soneone else, it represents a business
proposi tion.

REPRESENTATI VE SADDLER assuned that it could happen in severa
ways.

4:18: 02 PM
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REPRESENTATI VE JOSEPHSON related a scenario in which the state
owned 25 percent for royalty and production tax of the
nmol ecul es. He surmsed the state could narket it to third
parties who were not parties of the initial agreenent.

COW SS|I ONER BALASH answered that is correct.

REPRESENTATI VE JOSEPHSON wondered if the state's 25 percent
expands to 30 percent meking 105 percent, or alternatively, does
the state surrender 5 percent of its capacity to an independent.

COWM SSI ONER BALASH acknowl edged his questioning is a very
interesting line of questions. It has to do with is how the
capital cost and operating costs will be reallocated anong the
parties. He stressed this is sonmething that is going to require
very careful crafting of the operating agreements in the next
phase of devel opnent, which is the type of detail that will need
to be worked out. He agreed that the project does not becone a
105 percent project, but would necessitate a reallocation or
recal cul ation of the equity interest.

4:20:02 PM

REPRESENTATI VE JOSEPHSON said when he thinks of conpression he
thinks of it as putting nore nolecules in the sanme space in the
pi pel i ne.

COW SS|I ONER BALASH answered that is correct.
4:20: 33 PM

COMM SSI ONER BALASH continued with Article 7, which is related
to enabling legislation and the tineline [slide 12]. He said
this describes the enabling legislation, which requires other
parties to take a "leap of faith.” Wile the |anguage appears
in the HOA itself, the other parties did not review the bill
until it was introduced. However, the actual drafting and
| anguage fell on the DOR, the DNR, and the Departnent of Law.
He hoped the legislature would pass the enabling |egislation by

Apri | 2014 and that over the next 12-18 nonths the
admnistration and other parties would develop all of the
contracts necessary to advance the Alaska LNG project to the
[front-end-engi neering design] FEED phase. He also said the
departnment will keep the legislature informed as these contracts
are devel oped. In terns of the tineline, in 2015 the
| egislature will consider the project enabling contracts and if
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approved, all parties will be ready to nove to FEED phase |ate
in 2015 or early in 2016.

4:22:48 PM

COMM SSI ONER BALASH di scussed royalties and production taxes in
Article 8 [slide 13]. He indicated that the conbination of
those two interests represents the "state's gas share.” He
noted that the royalty share for Prudhoe Bay is generally set at
12.5 percent while a few | eases have sliding scale royalty and
net profits share royalty provisions. Point Thonson royalty has
generally been a little higher. Thus, by blending the rates
together the state royalty interest is slightly higher than 13
percent overall. Under the Alaska LNG project, the state is
asking for a gross determnation for production taxes, which in
conbi nation would total sonewhere between 20-25 percent. In
order to facilitate this, the state nust manage the gas, take
responsibility for the gas, and ultimately narket the gas.
Under state |eases, the state can take its gas royalty in kind
(RIK) or in value (RIV). He said he was surprised to |learn that
the statutes direct the state to take its royalty in kind unless
the state determines it is in the best interests of the state
to. Thus, the starting point will be to use R K

4:24:49 PM

COWM SSI ONER BALASH pointed out that in 2013, Black & Veatch
identified potential risks and opportunities related to R K
Many of the state's risks would be aneliorated or mitigated if
it has an interest in the infrastructure, but B&V identified the
state marketing its gas as the biggest risk due to the state's

i nexperience in marketing liquefied natural gas (LNG. The
state would need to establish an organization to market its gas,
but would likely suffer a discount in doing so. The producer
parties have committed per the HOA [8.3.3], which read, in part,
as follows: "... negotiate separately with the State in good
faith to enter into an agreenent with the state regarding the
purchase or other disposition of a portion of the LNG ...." He

offered his belief that a significant nunber of anti-trust
| awers crafted the |language since this area of law as a
delicate area of lawin the US and in Asia. He cautioned that
the state nust be very careful not to collude or "trip over" the
conpl ex | aws. This nmeans that the state should be able to
| everage the marketing expertise and the specific terns that the
producer parties use to sell Alaska's LNG He said the
departnment believes this approach wll protect the state in
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termse of the RIK investnment identified by the 2013 Black and
Veat ch st udy.

4:27:42 PM
REPRESENTATI VE HERRON asked whether the "the delicate bal ance”
nmeans the state is saying it won't be short changed, that the

rate will be nearly identical to the partners' rates.

COW SS|I ONER BALASH answered that he is correct that this is the

intent going forward. He said the state held initial
conversations with each of the parties to investigate this. As
part of the Pre-FEED process, the state wll develop nore

specific agreenents the legislature will reviewin 2015.
4:28:31 PM

REPRESENTATI VE HERRON asked whether the state can negotiate
separately with the three individual parties so it has the
uni que position of having access to specific know edge.

COW SSI ONER BALASH answered that he wll spend a significant
amount of tinme wth anti-trust counsel to ensure that the
departnment doesn't expose the state to anti-trust jeopardy. He
agreed that the state will be able to identify opportunities
with each of the three conpanies. Additionally, the state wll
al so have opportunities to independently market its LNG
Certainly, the state may find good reason to independently
mar ket sone vol une of its LNG product, he said.

4:29:35 PM

REPRESENTATI VE HERRON asked whether the opportunity is unique to
the state or if it can negotiate wth another partner
i ndependent of the state.

COWMWM SSI ONER  BALASH responded that the state needed this
specific provision in ternms of the RIK approach. He said that
how parties market respective volunmes of LNG is left to each of
t hem He related he is famliar with joint marketing, which is
where all project sponsors cone together and form a new
mar keting conpany to rmarket the total out put . Those
organi zations have to be "hived off" or separated from the
parent entity. That type of approach is not universally used,
but it has been used by these conpanies in other projects.

4:30: 57 PM
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REPRESENTATI VE  SADDLER  asked for clarification of t he
di sposition of a portion of the LNG under Article 8.3.3.

COWM SSI ONER BALASH expl ai ned an outright purchase woul d consi st
of purchase at the outlet of the LNG plant. Another disposition

woul d be "anything else.” For exanple, the state mght sign on
as a co-party in an individual sale agreenment with one of the
entities. In essence, the state would be marketing side by side

with the other parties. He related that from conversations with
each of the three conpanies, that the departnent heard three
di fferent approaches to solve the marketing issue. He stated
t hat di rectionally, the solutions were simlar but t he
differences were in the details. He offered his belief that the
| egislature has nmuch to look forward to in learning about
portfolios of contracts, the managenent of portfolios, and the
di fferences each conpany takes on nmarketing.

4:32:30 PM

CHAI R COLSON asked whether the state will market gas on a BTU
basis or a vol une basis.

COWM SSI ONER BALASH answered that every SPA is a unique deal
Thus the broad netric for the sale of LNG is neasured in tons
per annum

CHAIR OLSON interjected a question on how the LNG would be
t axed.

COWM SSI ONER BALASH answered that the contract itself wll
likely contain heat contract requirenments so the gas that is

produced at North Slope and converted to LNG will have range of
heat that will help market the LNG The state will take a gross
vol une approach for tax purposes so the state will get a gross
volume rather than sonething that wll vary volunetrically

dependi ng on the heat.

CHAI R OLSON asked whether it wll be simlar to the way it has
been handl ed out of Nikiski to Japan for the past 42 years.

COWM SSI ONER BALASH answered that he is not famliar wth
production taxing aspects, although he is nore famliar with the
royalty aspects. He said the state uses a sinple nethod and
takes a percentage of the calculation on the Japan Crude
Cocktail price (JCO).
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4:34:20 PM

REPRESENTATI VE SADDLER understood the tax will be based on gross
volune and the contracts will be based on heat value or BTU
val ue. He asked whether the bal ancing agreenent would be used
in instances in which the tax is based on certain BTU val ue, but
over tine the BTU varies fromthe contract.

COWMM SSI ONER BALASH answered that this could potentially be an
aspect of a balancing agreenent; however, the state seeks to
ultimaitely solve the wvolunme issue through the Dbal ancing
agreenents by using a series of debits and credits to ensure
that "everyone gets their due."” Thus, no one over produces or
under produces from their respective share, he said. He
acknow edged that the bal ancing agreenents can have a variety of
mechani sns, features, and commercial solutions to deal with an
i mbal ance. He offered his belief that the state will want to
pay close attention to the offtake agreenment specifying the heat
content of the gas.

4:36:11 PM

REPRESENTATI VE JOSEPHSON said he thinks of RIK as being a tank
of natural gas in the sky, in terns of the state's accounting

He related "scuttlebutt” exists regarding the constitutional
prohi bition provision that does not allow | egislatures to inpact
future legislatures from changing the gross production tax rate.
He understood the constitutional provision would not apply if
the state take uses RIK, but it would apply if the state were to
take its royalty as cash. He asked why RIK would be different.
He expressed concern that if this legislature [passed HB 277] it
m ght inadvertently "tie the hands" of subsequent |egislatures.

COWM SSI ONER BALASH replied that he is touching on a point that
is critical to the success of this project, which is how any

parties - including DOR and the DNR in their fiduciary roles -
can enter into the types of contracts necessary for an Al aska
LNG project to go forward. However, the state has as nuch an
interest in the durability in the terns as the other parties,
since the state will take out long-term financing, |ong-term
capacity, and long-term sales of LNG It will also want to
count on things occurring as expected. He enphasized the

i nportance of being able to survive the constitutional questions
in a denocratic form of governnent. He acknow edged that RIK is
not the magic key, but the crossover between nultiple agreenents
will provide an avenue of opportunities for the parties to solve
the durability problem and chall enge. He referred to the tank
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described earlier, and visualized it being filled and delivered
5 times a day for 25 years. It's inportant that happens so the
state can neet its obligations to the buyers. He surm sed that
if a future legislature were to change taxes the agreenents wl |
need to contenplate this in advance, to predict how the
agreenents would change. In order to get to "yes" on the
initial agreenents, everyone will need to be confortable wth
how t he specific nmechanisns will work.

4:40:44 PM

COW SSI ONER BALASH related a scenario in which the state's
[royalty and production] is 20 percent, but 15 years from now
the rates change from 20 to 30 percent. In that scenario, the
state would have 50 percent nore volune on hand and
consequently, the state would need to find capacity for its gas.
However, the parties whose taxes are being raised have the
capacity so it is likely the parties would charge the state the
same as the increase. He concluded that how this all fits
together will be explored over the next two years.

4:41: 33 PM

REPRESENTATI VE SADDLER asked whether he was saying there is a
constitutional obligation to preserve the right of future
| egi sl atures to change taxes. He understood the comm ssioner
envisioned a network of agreenents that would danpen out the
effect of any future changes to end up "not nullifying"” but
mnimzing it to the point that all the parties will ultimtely
still be in agreenent.

COWM SSI ONER BALASH responded that rather than describe it as
"nul lifying" he would describe it as understandi ng consequences.
He said the state incurs consequences when it changes its taxes

and in this instance the consequences will be specific and may
affect other agreenents the state may care about. He indicated
that exactly how nmany places "we'll have to work with" in the

overall conplex network of contracts is sonmething the state wll
be expl ori ng.

4:43: 01 PM

ANGELA RODELL, Comm ssioner, Departnment of Revenue (DOR),
expl ained the contracts will be specific and targeted contracts
that are in place. These provisions don't apply to all the oi

and gas production across the entire state and there are
opportunities for the state and future legislatures to take

HOUSE L&C COWM TTEE -17- February 19, 2014



various actions, just as the legislature does now, and to
recogni ze any distinction between the oil and gas production
occurring in different areas. For exanmple, this is how it
happens with respect to Cook Inlet and the North Slope
producti on. She rem nded nenbers that while these contracts
have consequences, the |egislature can examne a variety of tax
plans in the future as they see fit.

4:43: 56 PM

COWM SSI ONER BALASH referred to Articles 9 and 10 [slide 14].
He indicated sone other project enabling terns are found in

Articles 9 and 10. The departnent believes that a paynent in
lieu of tax (PILT) system wll serve the state and
muni ci palities very well. The departnment has committed to work
in consultation with local governnents to develop a system of
PILT that will go into effect on operation of the pipeline.
Preceding that, there will be inpact paynents provided to the
affected comunities as well. He said that is an undertaking
that will begin if this enabling |egislation passes. The

departnment did not envision the need to engage with conmunities
until the project is viable.

4:45: 37 PM

REPRESENTATI VE SADDLER wunderstood the statew de rmunicipal or
| ocal property taxes are paid in cash. He asked for
clarification on PILT.

COWM SSI ONER RODELL answered that rather than having a mll rate
that resets every year based on valuation changes and potenti al
debates on valuations, the parties would have an agreenent on
t he paynment of property tax not based on a m!| rate calcul ated

against a valuation, but as a flat paynent. The parties wll
conme to an agreenment as to how the paynment will be calcul ated
and what is taken into account. It would identify what type of

i npact paynents would occur prior to inprovenents to valuation
and property, but there is trenendous inpact on infrastructure
and communities due to the work that has happened. It's a
negoti ati on, she said.

4:47: 05 PM
REPRESENTATI VE SADDLER asked whether the departnent currently

has this power or if it wll be granted by the enabling
| egi sl ati on.
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COWM SSI ONER RODELL answered neither. The departnment doesn't
currently have the power to negotiate that and doesn't
contenplate it in the enabling |egislation. Rat her, the
department would like to work with nunicipalities and other
| ocal governnments and cone back with a conprehensive property
tax proposal in 2015.

4:47:47 PM

CHAI R OLSON asked whether the initial structure will be set for
the Iife of the project.

COW SSI ONER  RODELL answered that she was unsure since the
departnment will want to take into account the various stages of
the project, including but not Iimted to what the inpacts are
when revenues begin flowng, when the valuations wll take
effect, and when people can expect to receive property taxes off
t hat project. The project will generate revenue and becone a
source of paynment for the property taxes. At this point the
departnent doesn't know the answers, but it wants to develop a
f ramewor k. She envisioned the admnistration comng to the
| egi slature every single year until gas flows, adjusting and
anmendi ng the contract structure.

4:48: 58 PM

COWM SSI ONER BALASH, in response to a question on whether the
Trans- Al aska Pipeline System is bal anced every five to 10 years
by the Federal Energy Regulatory Conmission (FERC) and the
Regul at ory Commi ssion of Alaska (RCA), suggested it mght refer
to the tariff setting.

CHAIR OLSON offered his belief that it is based the agreenent on
the valuation of the pipeline and the recalculation of the state
t axes.

COW SSI ONER BALASH answered that sone of those valuation
determnations factor into the full and fair value that is
assessed but he was unsure how those interrel ate.

COWM SSI ONER RODELL said she was unsure but will look into it.
COWM SSI ONER BALASH, in response to a question, recalled the
rate-making trial that the Federal Energy Regul atory Comm ssion

and Regul atory Comm ssion of Alaska (RCA) jointly conducted as
| asti ng several nonths.
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4:50:51 PM

COWM SSI ONER BALASH, in response to a coment, agreed since
significant noney is involved disputes arise. He renmarked that
the state ships its oil on the producer's pipeline. He offered
his belief that one benefit of the Alaska LNG project is that
the state wll be shipping gas on its own share of the
i nfrastructure. Previous types of disputes, protracted trials,
and adjudications will hopefully be a thing of the past.

CHAIR COLSON renmarked that he'd be really inpressed if that
happens. He said, "In fact, quite frankly |I'm inpressed that
we' ve gone as far as we have on this one...."

REPRESENTATI VE HERRON remarked that literally this neans "real"
nmoney for local projects and the product that the state wll
sel | .

4:52: 05 PM

COWMM SSI ONER BALASH di scussed the key provisions in Articles 9
and 10 [slide 14]. He touched on the need for PILTS, that the
need for the project enabling contracts which will allow each of
the parties to take the kinds of investnents necessary for this
to cone together and nove forward. An expression of general
support fromthe state will be needed in this agreenment in order
to develop the necessary infrastructure and permtting, as well
as the need for a healthy long-term oil business in Alaska to
support the proposed Al aska LNG project. Wth respect to the
overall econom cs, the economics of gas relies on oil to carry
the costs of operating Prudhoe Bay and Point Thonson so the oil
busi ness nmust be healthy or the gas revenue will need to support
the costs and the state could "start to get into trouble.”

4:53:59 PM

COWM SSI ONER BALASH turned to the topic of Alaska hire and
content [slide 15.] He said the adm nistration has identified
sone inportant things for the nen and wonen who will be working
on this project. He said that Article 11 [page 16 of the HOA]
provi des gui dance on the hiring of Al aska residents, contracting
with Al aska businesses, and participation of the Departnent of
Labor & Workforce Developnent in providing training for
occupations needed to support the project, and a commtnent by
the project sponsors to negotiate in good faith project |abor
agreenents for the project. He pointed out Kkey points,
including the estimated total project cost at $45-65 billion.
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He stated that at peak construction the state will enjoy 15,000
jobs in Alaska. Once the project is in operation it will result
in 1,000 long term jobs, noting that the Kenai comunity wl|
benefit from many jobs due to the operation of the LNG plant and
associ ated marine term nal and vessels.

4:55:58 PM

REPRESENTATI VE JOSEPHSON comrented on the bullet commt to
negotiate good faith project agreenents. He related his
understanding that the |anguage "commt to negotiate in good
faith" is not strong enough. He recalled that an amendnment nmade
it into AGA, signed by nmenbers of both parties in the House.
He offered his belief that this language is not in HB 277. He
asked whether this is correct, and if so, if there is sonething
t hat can be done to enhance the | anguage.

COWMM SSI ONER BALASH t hought he m ght have a couple of pieces of
the history wong and offered to neet to discuss this nore fully
at a later tine.

COW SSI ONER BALASH said that the effort in the original AGA
statute and HOA is to try to recognize project |abor agreenents
could be helpful tools to avoid work stoppages. However, if the
state obligated the project sponsors to sign a PLA there
woul dn't be much room to negoti ate. In other words, they would
have to agree to whatever terns were laid out. Thus, the
concept of negotiating in good faith is to nake sure the
opportunity happens and is fully explored by the relevant
parties. He cautioned not to "put our thumbs on the scale" to
determne the outconme of the negotiations. He said that the
state is trying to keep things on an even fashion. He offered
his belief that when the legislature discusses the bill, many
provision are not contained in the bill since the enabling
| egislation creates a general |aw. Therefore, the state hopes
to avoid putting significant detail in the underlying statutes.
The HOA is a guidance docunent the parties can rely on to
negotiate, which is available to the legislature to use as a
measuring stick.

5:00: 34 PM
REPRESENTATI VE JOSEPHSON conment ed. He said, "In order to nake
t he biggest tent you can make, there are going to be colleagues

who even at this early stage are going to be looking for that.
Thanks. "
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CHAIR OLSON remarked that he recalled the anmendnent being
di scussed but he did not recall "21 signatures” on that
particul ar anendnent.

5:01: 50 PM

ADJ OURNNMENT

There being no further business before the commttee, the House
Labor and Commerce Standing Conmttee neeting was adjourned at
5:01 p.m
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