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ACTI ON NARRATI VE
1: 33:41 PM

COCHAIR ERIC FEIGE called the House Resources Standing
Commttee neeting to order at 1:33 p.m Representatives Seaton,

Kawasaki, Hawker, O son, P. WIson, Saddler, and Feige were
present at the call to order. Representative Tarr arrived as
the neeting was in progress. Representati ve Josephson was al so

in attendance.

OVERVI EWS):  SECTI ONAL ANALYSI S - MEMORANDUM COF UNDERSTANDI NG
STATE OF ALASKA AND TRANSCANADA

1: 34: 02 PM

CO CHAIR FEI GE announced that the only order of business is a
sectional analysis presentation fromthe |legislature' s attorney,
Don Bullock, regarding the Menorandum of Understanding (M)
that the adm nistration and TransCanada Al aska Conpany, LLC have
entered into for the Al aska Liquefied Natural Gas (LNG Project.

1: 34: 19 PM

DONALD BULLOCK JR, Attorney, Legislative Legal and Research
Services, Legislative Affairs Agency, Alaska State Legislature,
i ntroduced hinself, noting he began work as an attorney for the
| egislature in 2001 and has worked on tax and pipeline issues
since 2006. Prior to 2001, he spent 17 years working for the
Department of Revenue, including work as a revenue hearing
exam ner where he figured out what the |aws nmeant and applied
themto the factual situations that canme up. During his tine as
| egi sl ative | egal counsel he has been involved in the petroleum
profits tax (PPT), Alaska's Cear and Equitable Share (ACES),
t he Al aska Gasline |Inducement Act (AG A, and SB 21.

MR. BULLOCK said the focus of his presentation will be how the
responsibility of the legislature fits in wth the Al aska
Gasline I nducenent Act (AG A), which is current law, the January
14, 2014 Heads of Agreenent (HOA) between the producers and the
state; and the Decenber 12, 2013, MU wth the AG A |icensee.
The only thing the legislature will be able to vote on is the
enabling legislation [HB 277 and SB 138], he continued, so it is
good to have an understanding of the MM and the HOA
Legi slators nust figure out what the bounds are for the enabling
legislation - the legislature can anend those bills and set up
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the boundaries wthin which the admnistration can continue
toward devel oping a major gas project in the state.

1: 37: 13 PM

MR, BULLOCK outlined the tineline of where the state has been
under Ad A March 5, 2007, bill introduced; June 8, 2007,
effective date after bill signed into law by governor; July 2,

2007, request for applications under AG A issued by the state;
Novenber 30, 2007, application from TransCanada Al aska Conpany,
LLC [and co-applicant Foothills Pipe Lines Ltd.] received by the
state; January 4, 2008, Comm ssioners of the Departnments of
Nat ural Resources (DNR) and Revenue (DOR) find the application
to be the only one received that conplied with the requirenents;
May 27, 2008, issuance of "Witten Findings and Determ nation by
t he Commi ssioners of DNR and DOR for |ssuance of a License under
the Al aska Gasline Inducenent Act (AGA)"; June 3, 2008, HB 3001
and SB 3001 introduced to approve the license reconmended by the
conmi ssi oners; and, August 27, 2008, HB 3001 signed into |aw by
t he governor. M. Bullock noted that the effective date of HB
3001 failed to pass the legislature, which delayed the issuance
of the <contract and which is of significance because an
effective date could be an issue under the enabling |egislation
given that there are references to when that enabling
legislation will take effect. M. Bullock continued outlining
the tinmelines: Novenber 25, 2008, act approving the issuance of
the AG A license took effect; Decenber 5, 2008, AG A license
i ssued; between April and July 2010, |icensee conducted its
first binding open season; My 3, 2012, announcenent of
unsuccessful results of the open season; and July 30, 2012, non-
binding solicitation of interest announced for the period of
August 8, 2012 through Septenber 9, 2012.

1: 39: 55 PM

MR. BULLOCK pointed out that AGA is the law and is the |aw that
gave the bounds for the admnistration to determ ne what the
license, which is effectively a contract, should I|ook |Iike.
Under this contract the state will reinburse the expenditures in
anticipation of receiving the conmtnents being carried out that
are in AS 43.90. 130. He explained that during consideration of
AGQ A these commtnents were called the "nust haves" and they
were controversial and well discussed. He enphasized that AG A
is not dead yet, it is still in the picture, there are stil
commtnments to pay ongoi ng expenses under AGA in the MOU up to
a certain point. How AGA is going to end is one of the biggest
i ssues needing to be considered and addressed.
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MR. BULLOCK stressed the inportance for nenbers to really
understand the MOU - what it says and how the adm nistration
wi shes to carry it forward. The MOU provides for a transition
from the relationship between TransCanada Al aska Conpany, LLC,
and Foothills Pipe Lines Ltd. The TransCanada corporate group
will continue to participate in the new Al aska natural gas
pi peline project by including another TransCanada affiliate,
TransCanada Al aska Developnent Inc. (TAD ), which is also a
party to the MOU. Under the MJU, the state nust negotiate two
transition agreenents with TransCanada and the affiliate. The
first is the Alaska LNG Project Equity Option Agreenent relating
to how the state will acquire equity ownership in the pipeline
if it so chooses, and which would be through the interest that
is actually held by the TransCanada affili ate. The second is
the Al aska LNG M dstream Servi ces Agreenent.

1:44:11 PM

MR, BULLOCK pointed out that the first binding open season under
AG A was inportant. Expected during that open season was that
shi ppers would conmit to capacity in that pipeline, enter into
Precedent Agreenents, and later enter into Firm Transportation
Services Agreenments in which the shippers use or pay for a
certain part of the capacity. The Al aska LNG M dstream Services
Agreenment is the state conmitting to put its gas through that
part of the pipeline that TransCanada's affiliate continues to
own. Thus, it is just |ike what would happen in an open season
as far as commitnent goes. However, he said, he is unsure
whether in this case it would be subject to the Federal Energy
Regul atory Comm ssion (FERC) or whether it would be subject to
the Regul atory Commi ssion of Alaska (RCA). The concept is that
neither would apply; it would be treated like an industrial
pipeline in which a producer gets the gas to the LNG plant and
then ships it to water with outlets to the state al ong the way.

MR. BULLOCK noted that the governor's enabling |egislation and
the MOU address the state's gas and the issue of taking gas
royalty in-kind or in-value. The bill also proposes to allow
the state to accept [tax] fromthe producers in the form of gas;
therefore, the state could have a significant anmount of gas.
Responding to Representative Seaton and Co-Chair Feige, M.
Bul l ock confirmed that the enabling legislation would allow the
state to take its royalty and its tax in either dollars or gas -
royalty in-kind or royalty in-value, tax in-kind or tax in-
value. That option will be part of the negotiation between the
| ease holders and DNR Under AG A there was a simlar
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incentive for sonmebody that would commit during the first open
season in that it addressed the issue of when the gas would be
taken in kind or in value.

1:46:55 PM

MR. BULLOCK reported that the governor's legislation will change
the taxation on gas and oil, such that it would be separate.
Under the bill, the taxation of gas would be on the gross val ue

at the point of production at the rate of 10.5 percent.
However, the state's [one-eighth] royalty interest is not
subject to tax, so only seven-eighths of the gas will be subject
to that 10.5 percent. He calculated that 10.5 percent of seven-
eighths is roughly 9.2 percent. For purposes of discussion he
assurmed a royalty of 12.5 percent, then calculated that if the
state got all the royalty in gas, assum ng one-eighth, and got
all the tax as gas, 9.2 percent, that would add together to
about 21.7 percent of the production. That percentage is
i nportant because it relates to the equity ownership issue that
TransCanada wll have in the pipeline. If the state has 21.7
percent, it is going to commt to ship 21.7 percent in that
pi pel i ne. That will be the interest that the state has; the
other interest will be divided by the three maj or producers.

MR. BULLOCK said the state is not comng in independently, and
he qualified that he does not conpletely have his "head around”
the option to participate in the equity position of TransCanada.
The project is divided into two major parts, he explained. The

m dstream part goes from the entry to the transm ssion |ines
from Prudhoe Bay and Point Thonson to the inlet at the LNG
plant, currently expected to be at Nikiski. The LNG plant is
the part that will take the gas, chill it, liquefy it, and put
it on ships at the marine termnal. The MOU addresses that
m dstream portion. One option for the LNG plant would be to

have the Al aska Gasline Devel opnent Corporation (AGC) expand
its powers and invest in state's ownership of that LNG facility,
whi ch may possibly be at the same percentage as the state's gas,
al t hough, he added, he is not sure exactly where this part is at
this point in tine. The state is going to have gas and the
TransCanada affiliate will be shipping the gas for the state

Signing of the Precedent Agreenent and Firm Transportation
Services Agreenent will nean the state is going to be paying a
tariff for a period of 20-25 years, and the state will pay that
tariff whether or not it ships gas because that is how tariffs
work. The initial contract termis identified in the MU as 25
years, but the MOU says it could go dowmn to 20. This is nothing
new, this is what A A or any gas pipeline is |ooking at because

HOUSE RES COW TTEE - 5- February 17, 2014



of the significant costs, particularly in the LNG facility.
There has to be assurance of these long-term contracts to
support the financing of the pipeline. The state commtting to
ship its share of the gas in that portion of that pipeline
provi des sone assurance that the owner of that interest wll
recover its cost and will be able to finance it.

1: 50: 59 PM

MR. BULLOCK turned to the topic of alignnent, explaining that
al i gnnent gets everybody on the same track and noving forward at

the sane tine. The state's "part of the train" will be between
20 and 25 percent of the gas. To that extent, the state is
aligned with the producers because the state will have gas and
will have to ship it and market it, although the details for how
it wll be marketed remain to be worked out. One thing,
however, makes the state out of alignnment, and that is that the
state is the caboose on the train. |If gas is not produced, the

state does not get royalty and there is no production the state
can tax under the production tax. So, the state's alignnent is
there as a gas owner except that the state does not start off
with having the right to the gas until it is actually produced
or the tax is paid with it.

MR. BULLOCK advised nenbers that the aforenentioned is the
sutmmary of what he considers the npbst significant parts of the
MOUL He then addressed the enabling |egislation, noting that
the MU is in front of commttee nenbers, and nenbers have been
told that if the enabling legislation is not acceptable to the
parties the MU will go away. If the MOU goes away, there is
the issue of AGQA and AGA is the same now as it will be if the
MOU goes away, and that is where the discussion cones out as,
"How does one evolve out of AGQA?" Three statutes describe
ending AG A AS 43.90.230, AS 43.90.240, and AS 43.90. 440.
There are no allegations that the Ilicensee has violated the
|icense agreenent, so AS 43.90.230 is not nuch of an issue.
TransCanada is a good party that does well in the business it is
in and it has stuck to the agreenent. Al aska Statute 43.90. 240
addresses what w Il happen if the licensed project is found
unecononi c. The MOU contenplates that if certain things |isted
in the MOU are done, the commi ssioners will conmit to pursue the
finding that the project is uneconomc, or they will allege that
it is uneconomc, and TransCanada will agree if the conditions
are net. However, he counseled, there is some question as to
whet her that was a statutory way to get out of AGQ A because AG A
is the law that protects the state.
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1:54: 04 PM

MR BULLOCK el aborated regarding an uneconomc situation

explaining that the license will end if both the conm ssioners
and the |icensee agree that the project is uneconomc. They may
use whatever criteria they want, such as the project wll not
make noney or no one wants to use the pipeline. Under AS
43. 90. 240(e), the state is allowed to get the data and
information gathered by the l|icensee during the preparation of
the project by paying the net amount of the |licensee' s expenses
for that data gathering. Drawing attention to page 3 of the
handout in the conmmttee packet entitled, "Authority to end the
AG A project in AS 43.90," he read al oud AS 43.90. 240(e):

If the commissioners and the |icensee agree that the
project is uneconomc or an arbitration panel nmakes a
final determnation that the project is uneconom c,
the licensee shall, upon the state's request, transfer
to the state or the state's designee all engineering
designs, contracts, permts, and other data related to
the project that are acquired by the |icensee during
the term of the |icense upon reinbursenent by the
state of the net anobunt of expenditures incurred and
paid by the licensee that are qualified expenditures
for the purposes of AS 43.90.110.

MR, BULLOCK, continuing, pointed out that if the project is
uneconom ¢ under the MOU, nothing in the MOU addresses what w ||
happen with the information that is gathered. There is probably
a reasonabl e expectation, he advised, that if the AGA |icense
faded away under the uneconomc finding and TransCanada's
affiliate continued as part of the Al aska LNG Project, that the
data woul d be incorporated, but, he qualified, he does not know.

1: 56: 49 PM

MR. BULLOCK said an onerous way for the license to end would be
for the state to provide certain types of support to a conpeting
pi pel i ne. A conpeting pipeline nmeans a project designed to
accomodat e t hroughput of nore than 500 mllion cubic feet per
day of North Slope gas to market. Last year the legislature
passed HB 4, which focused on a smaller pipeline to bring gas to
Al askans soon. It was carefully witten to avoid that pipeline
becom ng a conpeting pipeline by containing provisions that, so
long as sonebody is eligible to receive the inducenents under
AG A the smaller pipeline currently proposed by AGC wll not
becone a conpeting natural gas pipeline.
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MR. BULLOCK noted that if AGQ A goes away, there is always the
option of |ooking at sonebody else to carry the state's interest
forward. Under the MOU, it would be a TransCanada affiliate and
the equity interest would be acquired by buying into that
l[imted partner that is going to hold the percentage in the
project that is equal to the state's gas that it is going to go
t hrough that project. If the legislature wants to continue,
there are other options and AGC is one option; AGDC was part of
t he di scussion in devel oping the Heads of Agreenent.

MR. BULLOCK advi sed nenbers to |ook at the 20-25 year period of
time that the state will be commtting to ship the gas and the
interest that the state will have in that pipeline. The state's
ability to come up with the noney to pay the tariff needs to be
| ooked at because it is a long-term commtnment under the Firm
Transportation Services Agreenent. There will be hefty issues
with appropriations, but he guessed that program receipts from
the sale of the gas would pay for the tariff. The state's |ong-
termfinancial obligation is sonmething to really consider.

1:59:17 PM

REPRESENTATI VE SEATON asked whether the state agreeing to ship
gas for 20-25 years is the sane condition as the "producer ship
or pay." He further queried whether the state could divert an
anount of gas if it were willing to pay or would that be a firm
commtnent that the state is making but [the producers] are not.

MR. BULLOCK replied the state is going to have to pay sonething
because there are certain costs that nust be paid regardl ess of
whether gas is flowing through the pipeline. Exhibit C of the
MOU  incorporates provi si ons pertaining to the state's
relationship with the TransCanada affiliate that is going to
operate the pipeline. Drawing attention to Exhibit C, page 2,
[item 6.2], he recommended that nenbers find sonebody who can
tell them about tolls, what goes into tolls, and what the costs
will Dbe. It is called a "toll"™ rather than a "tariff" probably
because it is not subject to regulation at this point, but a
toll is what a shipper would have to pay to ship the gas. He
par aphrased fromitem 6.2 which states:

Reservation rate, a fixed charge expressed in
$/ Bt u/ nont h, Wil be desi gned to capture
Depreci ati on Recovery, Return on Equity ("ROE"), Cost
of Debt , | ncone Taxes, fixed Qper ati ons and

Mai nt enance Costs ("O&M'), property taxes and other
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non-i ncome related taxes. Reservation rate paynents
will be made by Shipper regardless of actual GIP and
Pipelines utilization by Shipper.

MR. BULLOCK continued his answer, pointing out that item 6.2
includes a usage rate in addition to the reservation rate. The
usage rate is a variable charge expressed in dollars per mllion
British Thermal Units and it is designed to capture the variable
operation and mai ntenance costs of the gasline. So, if there is
gas, it will be subject to both elenents of the toll; if there
is not gas going through at any particular tine, there will be
the reservation rate.

2:02: 18 PM

REPRESENTATI VE SEATON recalled M. Bullock's statenment that the
state would be commtting to ship the gas through the m dstream
Because ship-or-pay is what was previously being |ooked at, he
said he would like to know whether the state is making a
commtnment to ship its gas. He posed a scenario in which the
state wants one-third of its gas to go to Donlin Creek rather
than all the way down and asked whether, in this case, the state
could just pay the differential toll charge. O, he further
asked, has the state made a commtnent to ship so that the
producers would be the only ones that could supply that other
use in Al aska.

MR. BULLOCK responded he thinks that wll be subject to
negoti ati on between the producers. The limted capacity of the
pi peline could be thought about in terns of Al aska Airlines
flying from Seattle to Anchorage, wth a stop in Southeast
Al aska. A seat that is sold to Ketchikan cannot be sold from
Seattle to Anchorage. So, to the extent that not all the gas
goes all the way to the LNG facility and spares the costs, there
m ght be a disproportionate tariff to the outlet points along
the pipeline. The state can sell its gas to who it wants, the
consideration will be what it is going to cost; for exanple,
what the tariff is going to be if it conmes out at Fairbanks.

2:04: 00 PM

REPRESENTATI VE SEATON clarified he wants to be sure that the
state is in exactly the same position as the other parties, that
part of the state's gas could go to other places, and that under
the MOU the state is not conmtting its proportion of the gas to
go for 20 years through the mdstreamto the LNG [plant].
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MR. BULLOCK answered that the initial contract termis going to
be the term that is required to pay for the facility. There
will be cost estimates and that is how the toll charge will be
figured out. What ever the tolls are for short shipping wll

have to be factored in and considered to pay for the project as
a whol e. He brought attention to Exhibit C, page 5, item 6.17

which sets a mninum of five in-state offtake points for non-LNG
consunption and sets three tariff zones, one zone fromthe North
Slope to Nenana, one for deliveries to Big Lake, and one for
deliveries to the LNG plant for LNG exports. Cal cul ations will

be made for what it will cost to ship to those three points.
Once the gas is flowing, the state has gas and the producers
have gas. M. Bullock said he thinks the state is equal from
the standpoint that the state has a quantity of gas to sell. He
recalled that both the August 2013 gas synposium in Anchorage
and the [Novenber 2013] Black & Veatch [report] tal ked about the
various risks that are involved wth the state participation.
The state will have gas and will have to sell the gas. The
Heads of Agreenent nentions that the producers wll negotiate
with the state to sell the gas on the state's behalf. There is
a risk that the state does not have the flexibility that another
producer mght in that the state has to pay sone part of the
toll if it does not have gas to ship. If the state has a
contract for that gas, the state nmay be scranbling, or even
having to buy gas, to nmake its commtnents. The Black & Veatch
report cautions about that when it tal ks about the various risks
that are invol ved. Thus, the optimsm has to be tenpered a
little bit. In all projects, the risks nust be identified and
then the extent nust be identified to which these risks can be
mtigated and get the rewards.

2:06:52 PM

CO CHAI R SADDLER inquired whether the context of M. Bullock's
points is to provide discussion in a general sense, or to
hi ghl i ght problem areas, or to provide a wal k-through.

MR. BULLOCK replied he is doing both; for exanple, just now he
was specifically referring to the docunents. However, he
continued, he is nostly concentrating on the issues that these
agreenents rai se because nenbers do not have the opportunity to
anend these agreenents. Menbers will have the opportunity to
look at the enabling legislation and decide whether that
legislation is giving a franework with it in which the state can
negotiate for this pipeline to go forward. For particul ar
issues that conmittee nenbers are concerned about after this
overview, nenbers need to talk to the adm nistration about what
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the |l anguage is, where it is, and how the admi nistration intends
to use it.

2:08: 01 PM

MR.  BULLOCK, responding to Co-Chair Feige, confirned he is
tal ki ng about additional boundaries that |egislators may want in
the future to add to the enabling |egislation. For exanpl e,
right now the MOU has an affiliate of TransCanada owning the
interest that the state will buy into. This has not gone to a
conpetitive process and the conpetitive process mght be del ay,
but he advised that nmenbers should still consider whether this
is the best deal that the state is going to get. If the
enabling legislation is anended to say it is not the affiliate,
which is what the MU is based on, this would probably go away.
Menbers need to consider what effect that is going to have on
AG A and the length of delays in trying to figure out who else
m ght be interested. Regarding who else mght be interested,
M. Bullock noted that sone things are not known. There was a
fail ed open season. TransCanada has talked with the producers
all along, but it is not known how the producers and TransCanada
necessarily get along and "whether they are, for exanple, the
partner that they would choose.”

MR. BULLOCK said that the producers are going to have at |east
three-quarters interest in the pipeline, and they have their own
pi pel i nes and their own ener gy experi ence. Anot her
consideration is TransCanada's interest in the pipeline project
in British Colunmbia to Prince Rupert and whether Alaska will get
TransCanada's full attention and how TransCanada w |l protect
itself when it is involved in a conpeting project. British
Colunmbia is pretty nmuch in the same position as Al aska as far as
the timng of each project and what it will take to grab part of
t he market. TransCanada is followng an aggressive tineline in
devel opment of its Prince Rupert gas transmi ssion project; the
conpany vice president has said that time is certainly of the
essence because growing demand in Asia, and particularly in
Chi na, nmeans huge new volunmes of LNG wll be needed.
"TransCanada is a pipeline conpany, this is what they do, it is
not a problem here, but it is sonething you mght wish to
consider,”™ M. Bullock advised. When | ooking at conpeting
gasline projects, he continued, Alaska has an advantage over
British Colunbia because Alaska's North Slope fields are pretty
much ready to produce gas whereas British Colunbia' s gas fields
are not devel oped. A disadvantage is that British Colunbia's
pipeline will be 460 mles long while Alaska's wll be 800.
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When |ooking at the conpetition, the cost of getting the gas
fromthe field to the LNG tanker nust be consi dered.

2:11:16 PM

REPRESENTATI VE KAWASAKI inquired whether anending HB 277 is at
all a possibility.

MR. BULLOCK said that the legislature wites the |aws, but there
are repercussions from an anendnent. For exanpl e, an anendnent
to the legislation to require simlar terns in the contract that
overlapped with the conmtnents in AGA mght be considered by
the participants to be too nuch of a change. However, that type
of amendnment is not as harnful as precluding a participant in
the MOU from parti ci pating.

REPRESENTATI VE KAWASAKI said he sees the MOU, HOA, and HB 277 as
a "take it or leave it" scenario. He asked whether M. Bull ock
al so sees it this way. He observed that Article 4 of the MW
provides that any of the parties can say the enabling
| egislation is not acceptable and void the MOU

MR. BULLOCK confirned that any party can say no; if the enabling
legislation is different than introduced, the parties have the
option of deciding whether they can still work with it and
continue. It is inportant, he advised, that nenbers sonmehow get
gui dance fromthe parties to the agreenent as to what is open to
change and what is not. One big thing, he counseled, is how the
state's interest is going to be handled, who is going to handle
it, and whether the state should get involved directly or
t hrough sonebody else as is currently in the MOU.

2:13: 25 PM

REPRESENTATI VE SEATON requested M. Bullock to el aborate further
regarding the state being the caboose on the train and what the
state will remain commtted to if there i s nothing.

MR. BULLOCK replied the agreenment has certain cost recovery
provisions for TransCanada, but that he does not conpletely
understand how they go. Regarding being the caboose, he pointed
out that while a lot is heard about it being Al aska's gas, only
part of it is Alaska' s gas. As the sovereign, the state is in
an interesting position. The state owns the resource when it is
in the ground. The state issues |eases for sonebody else to
take the gas out of the ground. The state is not in the gas
busi ness, just like the farmer with mneral rights in the Lower
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48 who does not want to develop the gas under his or her own
| and. Therefore, the state needs sonebody else to produce the
gas and turn it into noney. The producers enter into |ease
agreenents and the state's conpensation for entering into the
| ease agreenents is that the state gets its share of the gas,
which is the royalty gas and which is constitutionally required
to be paid to the state.

MR, BULLOCK said that as sovereign, the state also needs noney
to run governnment, and production taxes pay for the cost of

government. It is simlar to an occupation tax; if an entity is
producing oil and gas, then the entity pays the tax on producing
oil and gas. However, the state does not get anything unless
there is production. Even though the state may have 21.7

percent interest in the gas, the state does not get that unti

the gas is comng out of the ground. That is why the three
engines of the train are the three major producers and they have
to all agree for this project to go forward, he explained. The
fourth partner is the limted liability conmpany; it would be the

only interest that does not directly own gas because it wll be
shipping the state's gas, not TransCanada's own gas. I n that
respect, the state is separated from the producers; that 1is
where the state's interest diverges. The producers can decide

to sell gas and their decision determ nes whether the state is
going to get gas or noney for the gas. So, the state is aligned
in ownership percentages once the gas is produced, but until it
is produced the gas in the ground is |like noney in the bank.

2:16:45 PM

CO CHAI R SADDLER requested an explanation of the structure and
how the structure would work given that TransCanada's subsidiary
woul d be the general partner in a limted partnership in which
the state would own all the structure and | easing.

MR. BULLOCK responded that a limted liability conpany has
characteristics that are simlar to a corporation in that the
limted liability partners are like shareholders and are not
actively involved in operation of the business. Under the MU
the general partner will be an affiliate of TransCanada and the
affiliate will have a mninmum interest in the entire project

which is about 1 percent or |ess. The percentages of ownership
of this limted partnership are a critical elenent of the MU
because there is a limt in how much of this partnership the
state can buy. Under the MM, TransCanada wants to keep a
m nimum of 14 percent interest in the project as a whole.
Available to the state, then, is the difference between that
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fl oor amount of 14 percent and the percentage of the ownership
that reflects the percentage of state gas that is going to go
through this pipeline. If it is 21.7 percent, the maxi num state
interest under this agreement would be the difference between
the state's share and the 14 percent, which is [7.7 percent].
M. Bullock qualified that he does not know whether the 1
percent attributed to the general partner is part of the 14
percent or whether it reduces the margin that the state will get
above 14 or 15 percent.

2:18:51 PM

MR. BULLOCK, responding further to Co-Chair Saddler, said the 14
percent interest that TransCanada wants to keep is 14 percent of
the Al aska LNG Project as a whol e.

CO CHAIR SADDLER asked what percentage of the entire project
woul d represent Al aska's quarter.

MR, BULLOCK answered that it could go to the sanme percentage of

14 percent. To better provide an answer he noted that under the
Pi peline Leasing Act the general requirement is that pipelines
built across state |ines nust be common carriers. 1In this case,
if a shipper is Exxon, sonme of Exxon's gas wll go through
Conoco's part and sone will go through BP's part - there are no
assigned seats on the airplane. Last year the possibility of a
contract carrier was introduced in the Alaska Gasline

Devel opment Corporation (AGC) changes in HB 4, which would
allow parties to break out of the common carrier and by entering
into contract would be guaranteed a certain part of the
transportation capacity without being at risk of getting bunped
by some new gas producers. A disadvantage of the common carrier
is that it is open to all shippers. This is a third approach in
that this pipeline is just like a pipeline froma field to the
dock and in this case the dock is 800 mles away. It is being
characterized as an industrial pipeline; it is just part of this
whol e structure for a producer to get its own gas to market, the
producer has a definite percentage. The ideal situation for a
producer is to have the sane percentage of ownership in a
pipeline as it has in the resource so that the producer has sone
confort in knowing that if it produces its share it is going to
have a way to ship the gas to market and turn it into noney.

2:22: 01 PM

CO CHAI R SADDLER asked whether the 14 percent is 14 percent of
the entire pipe or 14 percent of the one-quarter of the pipe.
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MR. BULLOCK replied it is 14 percent of the whole Al aska LNG
Proj ect. He said that if all the gas is produced on the North
Slope and the state gets, for exanple, a 12.5 percent royalty
and 9.2 percent of the seven-eighths that the producers have as

gas, the state wll have 21.7 percent. That 21.7 is the
interest of the total project and the state can buy that
fraction of the 21.7 percent that is above 14 percent. Usi ng

rounded nunbers, he explained that if the state's share is 22
percent of total gas production, the state's pipeline share
woul d be 22 percent; if TransCanada keeps 14 percent, then the
state can buy in at 8 percent of the total project. Thi nki ng
aloud, he recalled that Al aska has seen scenarios where the
wel | head val ue of gas was very snmall or nothing. For exanpl e,
in 1986 oil prices were rock bottom While he was working at
the Departnment of Revenue, the departnent was speculating as to
whet her an integrated conpany could continue to produce oil at
bel ow wel | head val ue. In some cases an [integrated] conpany
probably could because that is not the conpany's only source of
revenue - under the pipeline tariffs, a conpany is entitled to a
certain rate of return and the tariff is going to provide for
that. |If a conpany is refining, there is sone profit to be nmade
there; the sane for if a conpany is retailing or whol esaling.
Thus, there are different points in which an entity can recover
its cost.

2:24: 24 PM

REPRESENTATI VE HAVWKER stated he is still trying to get his head
around whether this is the right thing to do. Observing that
TransCanada's 14 percent mninmum ownership provision and the 1
percent general partner provision are part of the Alaska LNG
Project Equity Option Term Sheet [MOUJ, Exhibit B, page 1, itens
2 and 3], he concluded that this neans those are right up front
in priority. He pointed out that the 14 percent is equity
participation interest in the mdstream conponent and does not
i ncl ude bel ow t he m dstream

MR. BULLOCK agreed the aforenentioned is correct and said the
m dstream conponent is from transm ssion |lines from Prudhoe Bay
and Point Thomson down to the LNG plant inlet. Addi tionally,
there is a possibility that, under a different nechanism the
state would acquire ownership interest in the LNG plant. The
Heads of Agreenment (HOA) contenplates that AGDC or sone other
party m ght have a representation for the state in that project.

2:26: 03 PM
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REPRESENTATI VE HAWKER stressed that one must be cogni zant of the
necessity of preserving the occurrence of that percentage
t hroughout the value chain. He asked whether M. Bullock has
identified anything magi c about that 14 percent nunber.

MR. BULLOCK answered he is unaware of any particular reason for
14 percent. TransCanada is a pipeline conpany, he continued,
and that 14 percent will be a factor if the gas is flow ng. | t
is probably the interest that will keep TransCanada i nterested
and as long as the pipeline is operating TransCanada will get a
share of any noney that it m ght generate.

2:27: 13 PM

REPRESENTATI VE HAVWKER observed the | anguage in [Exhibit B of the
MOU, Alaska LNG Project Equity Option Term Sheet, item 2]
definitively states "nust not" be |less than 14 percent. He said
he would like to identify the reason why this is so definitive.

MR. BULLOCK offered his belief that those points which are put
forth so strongly in the MOU are red flags for the enabling

| egi sl ation. For exanple, AGQ A required commtnments in certain
things. One thing that would be related to a commtnent is the
state would be able to buy all of its interest of this
partnership. |If the state were to consider other people who nmay

participate or represent the state in the Al aska LNG Project -
that would be a negotiating factor depending on what the
interest of the state was to acquire a percentage of ownership,
it would be a variable. The way it is presented in [Exhibit B]
is "kind of a flag" that says do not do anything in the enabling
| egislation that would reduce that particular point. For
exanple, if the enabling legislation says the state would work
toward 20 percent ownership, it would cut out the 14 percent.

REPRESENTATI VE HAWKER renmarked it is a bit nore than a fl ag.

MR. BULLOCK qui pped there are flags and then there are "al nost
guns to the head."

2:28:51 PM

REPRESENTATI VE HAWKER surmised the 1 percent general partner
provision in Exhibit B, item 3, is a nmanagenent provision to

allow one partner that will have preferential voting rights in
the nmanagenent and affairs of the entity that ends up owning
this piece of the project. The general partner for that 1
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percent wll make all decisions on behalf of the limted
partnership, with a couple of caveats. The only thing profound
about that is that even though the state may own 40 percent
equity in that portion of the project, all the control and
decision making is being handed to a general partner that is
owned 100 percent by TransCanada.

MR. BULLOCK confirnmed the aforenentioned is correct and stated
the general partner wll have responsibility for actually doing
the work of the limted liability conpany.

MR. BULLOCK then advised that there is another red flag and that
this flag arises partly because of the delay between when the
AG A license was issued and when it was known that the open
season had failed. He read Exhibit B, page 3, item38

The Parties acknow edge the confidentiality provisions
of the Alaska LNG Project agreenents to which the
Limted Partnership may becone a party nmay prohibit or
restrict disclosure of Project information to the
State. The parties agree to use reasonable efforts to
allow for disclosure to the State (including on a
restricted basis) as required under applicable Al aska
I aw.

MR. BULLOCK continued, saying that because the state does not
have a direct interest in the ownership, as the state is
effectively buying into this limted liability conpany, there is
certain information that the state would not have access to. He
qualified he does not really understand this option for the
state to enter in. At sone point, he said, the state will say
it wants to have the option to buy into the partnership, but he
is unclear as to when the state would actually exercise the
opti on. It seens to be a two-step process: the first step is
the state gets an option, and the second step is when the option
is actually exercised and the state actually becones part owner
of that partnership.

2:32: 17 PM

CO- CHAIR SADDLER inquired who the partners would be in the
limted liability partnership.

MR. BULLOCK replied he is unsure. He added he is unsure that by
buying into the limted liability partner, the TransCanada
affiliate, whether the state is just conbining interest with the
affiliate or the state is becomng a separate |limted partner.
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Wiile it is possible the MOU may say that, he said he is unsure
whet her there would be "limted partner Al aska, limted partner
TransCanada affiliate, general partner TransCanada affiliate.”
Responding further, M. Bullock clarified he does not know
whether it would be two Iimted partners and one general partner
or one limted partner and one general partner, of which Al aska
is part of the limted partner.

CO CHAIR SADDLER asked whether a general partner normally has
the authority to speak for the other partners or whether it is
just specifically this agreenment |anguage that gives this power.

MR. BULLOCK responded that limted partners are like investors,
and general partners are like the executive officer who is going
to run the business. "The risks in that type of business
structure are different,” he continued, "depending whether you
are general or limted partner.”

2:34: 10 PM

MR. BULLOCK began a Power Point presentation, stating he will be
mentioning things for nenbers to think about as they nove
forward. Drawing attention to slide 2, he noted that not in the
MOU is Exxon, the party that was working with TransCanada as the
Iicensee on the Al aska Pipeline Project, and that Exxon may not
be there because it is nore directly involved with the Heads of
Agr eenent . The new party in the MO is [TransCanada Al aska]
Devel opnent Inc. (TADI) which is participating in the Heads of
Agreenment with the producers but was not previously part of the
AG A project. Moving to slide 4, M. Bullock addressed the
question, "Gven the MW, what changes could be made to the
enabling legislation [HB 277, SB 138] w thout causing the MU to
fail?" He said red flags that nenbers mght see are the
specific 14 percent interest or the specific partner and that
there may be others. He urged nenbers to | ook at any provision
that raises a red flag [slide 6] and to consider whether
anending the bill to change the <criteria under which the
adm nistration negotiates will cause the MU to go away. M.
Bul | ock enphasized that it is inportant for the separation of
powers to distinguish what the legislature does from what the
executive does - the legislature |egislates, executive executes
[slide 5].

2: 36: 06 PM

REPRESENTATI VE HAWKER, addressing slide 5, stated that the
| egislature gets one vote on the enabling |egislation, which
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then "shoots this whole thing off into the administration" to
conplete it, exercise the option agreenent, and go forward. He

gueried whether this is truly an option agreenent. Nowhere in
the legislation or el sewhere is noney being provided to exercise
the option agreenent. He understood the admi nistration would

need to conme back to the legislature for an appropriations vote
in order to successfully exercise that option agreenent, of
whi ch the provisions are the earlier of Decenber 31, 2015 or the
date of the commercial agreenents from conmmencenent of Front-End
Engi neering and Design (FEED). From a practical standpoint,
that seens to throw a |evel of risk, doubt, and uncertainty into
giving the adm nistration the commtnent to proceed, he opined.

MR. BULLOCK answered by directing attention to the terns defined
in the MU on page 5. Enabling | egislation, he pointed out, is
defined to include the giving of authority to the conm ssioners
to negotiate and enter into the transition agreenents that are
described in the MOU.  The transitions agreenents are the option
agreenment to require equity interest and then to the Precedent

Agreenment and Firm Transportation Services Agreenent. The
definition of enabling |legislation also includes authorizing the
conmi ssi oners to negoti ate and ent er into commer ci a
arrangenents with the Alaska North Slope (ANS) producers for the
Al aska LNG Project. The third part of the definition for
enabling legislation is the appropriation provision referred to
by Representative Hawker. He said he does not know, however,

what the approach will be, whether this part is in [HB 277 and
SB 138], or in a fiscal note to the bills, or sonme other
appr oach. Regardl ess, he continued, there must be a bill that
will fund the state's contingent and direct paynent obligations
of the costs under the Precedent Agreenent.

2:39: 02 PM

REPRESENTATI VE HAWKER remarked it seens like a gap in the
docunentation that the conmttee currently has, including the
bill and the MOU.

MR. BULLOCK replied this relates to another part of the MOU that
is confusing - page 7, Article 4.1, Term and Termi nation, which
states that the "MOU shall commence on the effective date hereof
and shall termnate upon the earliest of" the seven actions
listed below it. Action (a) is execution and delivery of all of
the transition agreenents, in which case, he said, everything
just goes along. However, he continued, if it termnates for
actions (b) through (g), noney will be changing hands from the
state to TransCanada as guided under Article 4.2. Currently,
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AG A is still in effect, there is an agreenent that the state

will continue to pay reinbursenent costs after Decenber 31,
2013. So, he advised, this ongoing potential cost liability is
a red flag to think about - not only from the standpoint as to

whether the MOU is going to go because the enabling |egislation
passes or not, but also from the standpoint that if the MU
fails, what happens to AGQdA because AG A has not been
termnated. The Alaska Gasline Inducenment Act wll only be
termnated under the terns of the MU if the MU is in effect
and this liability for devel opnent cost reinbursenent survives
the MOU specifically [Article 4.3].

2:41: 07 PM

REPRESENTATI VE HAWKER recalled that in a previous conversation
between the commttee and M. Pawl owski [Deputy Conm ssioner,
DOR], it was determned that there is nothing truly definitive
about the state exiting ADA that it is a soft provision the
conmmttee was invited to keep in mnd as it goes forward in
devel oping the enabling legislation. [The MU, page 3, recitals

11-12] state that the conmi ssioners will initiate the process of
making a determnation, but it does not talk at all about
concluding that process or in fact naking it happen. Thi s

causes him trouble, he said, because it seens to be very open-
ended, there is no mandatory exit from AGQ A

MR. BULLOCK explained that AS 43.90.240 is the agreenent that
says AGA will end if the project is found to be uneconomc.
That statute is set up such that iif TransCanada, as the
licensee, and the state agree that it is wuneconomc, both
parties wll wal k away. There is no specific guidance for the
state or for TransCanada to decide it is unecononic. It is a
busi ness decision for TransCanada, and reasons that would
probably be good enough could include that there is just not
enough noney, or it is not going happen, or it is going down the
wrong pat h. But, if the state and TransCanada disagree in this
regard, it goes to an arbitration panel. Certain facts nust be
found for the panel to conclude that it is uneconomc. Those
are nore black and white, and clearer, because in that case it
is a third party naking the call as to whether the project is
unecononi c. In the MOU, these provisions partly do what the
uneconom c/ abandonnent provision does. They say that the
commi ssioners make a decision after the enabling |egislation
beconmes effective and the commercial agreenments are executed
commtting the ANS producers to initiate the pre-FEED phase of
the Al aska LNG Project. The commi ssioners wll initiate the
process of making a determnation for purposes of AS
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43.90.240(a), which is the allegation that the project 1is
uneconom c. There are always different ways to wite things, he
not ed. Not counting the licensee not living up to its terns,
the recitals do not refer to the other way of getting out and
that is conpeting pipeline, which is not nentioned in this
agreenent . "There is no agreenent that if the MOU fails that
TransCanada woul d not seek to recover treble damages by all eging
that the Al aska support for the LNG project is support for a

conpeting pipeline," M. Bullock said. "That is an issue that
will continue.” It could be that this is a very anenable and
friendly agreenent that says "rather than litigate we wll
wel come you to a part of this next project,” but he does not

know. Wiile TransCanada has worked in this state probably since
before AGA it is an issue as to why TransCanada' s invol venent
is characterized in the terms of these recitals.

2:46: 09 PM

REPRESENTATI VE P. WLSON understood M. Bullock to be saying
there is nothing in the MU that says what wll happen if the
state wal ks away.

MR. BULLOCK posed a scenario in which there is no MU and it is
the AG A project that is being |ooked at right now First, he
said, it is unclear what the AGA project is, which is sonething
that he discussed in his [February 15, 2013, nenorandum to
Representative Hawker] during the consideration of HB 4. The
project pitched to the legislature in the AG A application and
approved by the legislature - so it is the AGA |license project
- would have gone to the Al aska/British Colunbia border and on
t hrough Canada. Is that still a good business option? Wthout
finding that that project is uneconomc, the findings and the
project plan amendnents have said it does not |ook like that
project is going anywhere, but this other project is going to be
done. Doing this other project and forgetting about the
uneconom c part of the original one is fine in sonme ways. But
AG A is a law and the AG A |aw delineates specific ways to end
the AG A |icense. Sonetines a contract can be entered into
where both parties find that the contract is not working for
them and ask if the other party would be open to changing it.
In a general contract environnent those kinds of changes can be
made. However, in the <case of a governnment agency in
procurenent there are certain changes the agency cannot nake;
for exanple, can a change be nade after entering into a contract
that would have been nore favorable, that if at the tine the
procurenent was done there would have been five other people
that were interested? At sone point the change is too great.
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Continuing, M. Bullock explained that in the concept of AQA,
particular bounds for the AGA Ilicensee were set - the
commtnments in AS 43.90.130 - the safety of the state to say
that it is not going to continue to fund a project that is not

showi ng val ue. Regardl ess of the contract the |egislature can
al ways review the appropriations and evaluate the project. The
responsibility for defining the project as uneconomc is placed
with the comm ssioners. Under Ad A, the duty of the

conmi ssioners is to consider the economcs of the project along
t he way. Recital 11 is consistent with AG A because it says to
keep looking at it and if at some point it is seen as
unecononmic, not going to go, it raises the issue. Then, after
that, it is an issue of how it wll be handl ed. In this case,
it says that the licensee is conmtted and that if all the
things that have to happen before the comm ssioners can commt
to allege the project is wunecononmic are in place, that
TransCanada will agree that it is uneconomc as well. It is
kind of based on the AG A provision, but it is silent on whether
the state will buy the information paid for by TransCanada by
payi ng TransCanada its net cost. However, it probably covers
nost of the spirit of the abandonnent provi sion.

2:50:41 PM

REPRESENTATI VE P. WLSON surm sed the state would have to pay a
ot of nmoney and it is unknown whether the state would get the
dat a.

MR. BULLOCK replied, "Right - that is another whole gane."
Conti nuing, he rem nded nenbers that the state is only paying
for those qualified expenditures that were pinned down in the
i nducenent provisions of AS 43.90.110. Up to open season, the
licensee can get wup to 50 percent reinbursenent of those
qualified expenditures. After open season, TransCanada can get
90 percent reinbursenent of the qualified expenditures, but now
TransCanada is going to have other costs that are not qualified
expendi t ur es. Thus, "it is not all the qualified expenditures;
it is just the noney that TransCanada has put out."

CO-CHAIR SADDLER wunderstood that TransCanada's unrei nbursed
qual i fied expenditures are at about $130 mllion.

MR. BULLOCK answered he has heard that figure but offered his

belief there has not been a report on the status of the project
si nce January 2013.

HOUSE RES COW TTEE -22- February 17, 2014



CO CHAI R SADDLER requested that a firm nunber be provided to the
conmittee.

2:52:29 PM

CO CHAI R SADDLER i nquired whether M. Bullock's legal opinion is
that the Alaska LNG Project is not a proper |egal descendant of
the AG A process and does not extinguish AG A

MR. BULLOCK responded he is saying that because of the way AGQ A
is witten, and because AGA is still active since there is
still a licensee that the state is still reinbursing for
qualified expenditures, the issue is raised of the extent to
which the state is pronoting this parallel pipeline. A certain
anount of protection is probably there because an affiliate of
the licensee is part of this new project. Wen everybody is in
agreenent, he continued, things go along fine, but not so when
somet hi ng br eaks.

CO CHAI R SADDLER understood that the MOU provides a way for both
the State of Alaska and TransCanada to slide on past AG A and
not let go of the trapeze handle that is AGA until a firm grasp
is had on the next trapeze handle that is the enabling agreenent
and so forth.

MR. BULLOCK agreed the aforenentioned netaphor is a reasonable
reading of the situation. He said TransCanada as the |icensee
continues to have an interest in the pipeline project. He
rem nded nenbers that AGA was not to build a pipeline, but to
work toward a pipeline. So, the issue of who would actually own
part of that project would continue. This MO, in a way, covers
that because it allows TransCanada to continue to be involved
and it actually clarifies nore than did AGA as to what
ownership interest TransCanada would have in the ultimte
proj ect .

2:54:38 PM

CO- CHAI R SADDLER asked whether M. Bullock, as the conmttee's
att or ney, S advi si ng t he comittee to clarify t he
extingui shnment of AG A, or to proceed with the MOU and get past
the whole AG A question, or to be cautious and cognizant of all
the elenments at play as the conmttee nmakes a deci sion.

MR, BULLOCK replied he is advising to be cautious. He urged the

committee to remenber executive power versus |egislative power.
The |l egislature cannot find that the project was uneconom c, the
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| egi slature cannot find that the licensed assurances have been
viol ated; those are executive branch functions. Recital 11 is
consistent wth the executive branch function because it
requires the comm ssioners to nove forward on the unecononic
aspect after all these other conditions have been net.

CO CHAIR SADDLER inquired whether, during M. Bullock's tine
with the legislature, a nore conplicated deal has ever been
presented to the |egislature.

MR. BULLOCK responded no, wusually it would not for the reason

that |aws can be conplicated, but wthin the Ilaws the
| egislature has set boundaries wthin which the executive
oper at es. For exanple, the state has a procurenent code that

tells state agencies what they nust do. What nakes this a big
deal is that the legislative branch has overlapping functions
with the executive branch. The approval of the AG A |icense
passed without a two-thirds vote to have an i medi ate effective
date, so there was not wuniversal acceptance of the AGA
appr oach. The issue cane up then as to whether the governor
could have done it anyway. There is a possibility that that
could have happened because the |egislature, by saying what all
the rules are, and the adm nistration, by operating within al

the rules, had carried out its executive function. It is
contenplated that the contracts wll cone back to the
| egi slature for approval , plus the legislature has to

appropriate noney anyway and therefore the |egislature always
has that hook on a project.

2:57:45 PM

CO CHAIR SADDLER asked whether M. Bullock has been involved
before with agreenents that are this conplicated, cascading, and
conti ngent.

MR. BULLOCK answered he has not been involved in agreenments |ike
this, but he has helped clarify sone of the laws as they have
gone through the | egislative process.

CO-CHAIR SADDLER noted that the flow chart the conmmttee has

requested wll show all the different contingencies, noving
pi eces, decision flows, and inplications of those decisions.
The chart will help nmenbers as well as the public to understand

such a conplicated transaction

MR. BULLOCK pointed out that there also needs to be "a seat belt
and airbag analysis" [slide 10]. Everything may | ook great
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right now if the enabling |egislation passes and the MOU and the
option agreenent just click along, but [there should be analysis
of] how the state is covered should they not. Thi s uneconom c
i ssue under AS 43.90.240 is going to continue, so there nust be
a plan for that.

2:59:12 PM

REPRESENTATI VE  SEATON expressed his concern about giving
perm ssion to the executive to negotiate terns, including terns

outside those that were specified. Noting that the enabling
legislation, as witten, would separate the oil and gas tax
formats, he inquired whether the bill would give |egislative

approval to the executive to negotiate terns of the oil tax.

MR. BULLCCK replied there are two aspects of that issue. There
have been many discussions about setting tax rates by contract
so that the state cannot change them over a period of tine.
However, the law is pretty clear that [the |egislature] cannot
do that, not only in the state's constitution, but the state's

own experience between floods and earthquakes. The state has
had to have the flexibility to inpose the $10 disaster tax when
the state needed the noney. Agreenments are going to be
di scussions in quiet rooms behind |ocked doors. There may be

factors that affect what the tax rate is going to be, but the
adm nistration or the executive branch cannot set tax rates;
that is the legislative branch. The adm nistration has
flexibility to establish how royalty is going to be established
and collected because that is a contract and those contracts
must be within AS 38.05.180, the oil and gas |easing statute.
It depends on how the legislature gives the authority to the
adm ni strati on. Under AG A there were the nust-haves in AS
43.90.130 that required an applicant to comnmt to those things.
| f the applicant did not conmmi t to those things the
adm nistration did not have the power to say the applicant did
nost of the things so the state would go with it. The tax rates

are going to be just like they are wunder the governor's
| egislation, which is proposing a new tax rate and different
met hod of tax on gas. Menbers do not know how it got there - it

may be that 10.5 percent was a conprom se between the state
getting that percentage of the gas production on the North
Sl ope, or maybe at 11 percent the project mght not have been
able to go forward, or maybe 9 percent was giving too nuch away.
It is hard to say because what goes into the governor's bill is
negoti ation and thought from [the executive' s] standpoint as to
what is in the best interest of the state. But, particularly in
tax, it is the legislature that decides which rate, what nethod
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of taxation, and what is taxed, that is in the best interest of
the state. So, tax rates are not negotiated, but the
| egislature may get a bill that proposes a change in tax rates.
For exanple, in SB 21 |ast year the proposed rates and proposed
change in structure were based on the information that was
presented to the legislature; that [information] was the
adm nistration's basis for selecting that nethod and those tax
rates.

3:03:18 PM

REPRESENTATI VE SEATON clarified he is asking for M. Bullock's
| egal opinion as to whether the |egislature, under the enabling
| egi sl ation, would be giving the authority to the executive to
negotiate additional ternms and would those additional terms, by
giving that authority, be to set in contract a tax for oil.

MR. BULLOCK answered the contract cannot set the tax rate or the
tax system But, the way it can be done is by calling it
enabling legislation and setting up that this is agreenent that
requires certain changes to be nade. The enabling |egislation
includes nore than just giving the conm ssioners the authority
to negotiate these comercial agreenents. It addresses re-
defining the point of production for gas and provides for taxing
gas on the gross value at the point of production rather than
the production tax value. When considering this bill that
states a tax rate, legislators nust determ ne whether that is
the appropriate tax rate and look at why it is being offered.
Last year, legislators were shown that the tax rate was to nake
Al aska nore conpetitive. This year, legislators are going to be
showmn that the MOU and Heads of Agreenent require a different
nmet hod of taxation and the opportunity to pay the tax with gas.

3:05:12 PM

CO CHAIR FEI GE understood M. Bullock to be saying that, in the
enabling legislation, legislators can either give the authority
[to the executive] to renegotiate oil royalties or not, and that
that authority should probably be just for gas royalties.

VR. BULLOCK said the proposed enabling legislation only
addresses gas, but noted there is an overlap between gas and oil
that would continue in the governor's legislation and which wll
be seen when the legislation is before the conmttee. He said
his first thought was about |ease expenditures when he heard the
proposal that the gas would be taxed on gross value, because
| ease expenditure reduces the gross value at the point of
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production down to the level that the state would be taxing, so
that would be the deducti on. Because the state woul d be taxing
on gross, the I|ease expenditures would go sonewhere and he
believes they would be taken against the gross value at the
point of production for oil to determne the production tax
value. The cost for processing gas is generally not as great as
oil; however, at the LNG facility those costs are very high

3:06: 43 PM

REPRESENTATI VE SEATON concl uded, then, that all production costs
on gas would get accounted for in oil, reducing value for oi
taxation, that that is the interchange between gas and oil.

MR. BULLOCK agreed, saying the whole theory of the petroleum
profits tax (PPT), Alaska's Cear and Equitable Share (ACES),
and SB 21 is that there are so many common facilities and common
costs in a field that it is very difficult to divide them
bet ween gas and oil. Legi slators | ooked at the conbination of
gas and oil in the progressive part of ACES and how the nore gas
produced dilutes that average and brings the tax down, which is
known as the decoupling issue. However, it is not anywhere near
the inpact of mxing oil and gas val ues when just taking sone of
the | ease expenditures and using them against the oil tax. It
is an incentive for producers with oil and gas deposits to
produce gas, which would help this project al ong.

3:08:10 PM

MR. BULLOCK, responding to Representative O son, noted the date
of [July 31, 2014] is a trigger date. If the enabling
legislation is not actually in effect as of that date, i.e. if
the effective date fails, the legislation nmust be signed 90 days
before that date, otherwse the parties wll look at it and
deci de whether it has triggered the abandonnent of the MOU

MR. BULLOCK, responding to Representative Hawker, agreed the
date has a provision that allows it to be extended with the

joint approval of the parties. That date is one of the
flexibilities, he said, and there is also flexibility on the
parties' interpretation of whether the enabling legislation is

satisfactory.

REPRESENTATI VE TARR posed a scenario in which enabling
| egi sl ation goes through, but sometinme l|ater the process is
di srupted and does not continue. She asked whether there is a
grey area in those transition agreenents for getting out of the
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AG A license and whether the legislature could be given a
financial liability because of actions by the executive branch.

MR. BULLOCK responded there are liabilities in this agreenent if
things do not happen as expected. Drawing attention to the
seven contingencies in Article 4.1 of the MO, he said only one
[4.1(a)] does not put the state at risk of having to nake
paynment s. Article 4.2(a) recognizes that certain things are
continuing to happen under AG A as it nentions "net of AGA
rei mbursenent...." Enabling legislation gives the authority to
the admnistration to make it work, but it wll have to be
wi thin the bounds of the |egislation passed by the |egislature.

3:12: 00 PM

CO CHAI R SADDLER understood that TransCanada would receive a 7.1
percent return on its devel opnment expense [Article 4.2(a)]. He
i nquired how nuch devel opnent expenses are likely to be and
whet her 7.1 percent is reasonable.

MR. BULLOCK deferred to the admi nistration for an answer, saying
he is not sure about the 7.1 percent but that it probably is a
negoti ated percentage based on cost plus. He noted that "AFUDC
stands for Allowance for Funds Used During Construction.

CO CHAIR SADDLER understood M. Bullock to have earlier said
that the enabling legislation wuld allow qualified |ease
expenditures for gas production to be deducted from oil incone
for tax purposes.

MR, BULLOCK confirmed that is the way |ease expenditures are
handled in the enabling legislation, but it could change. | t
comes back to the issue of whether those costs can really be
separ at ed.

CO-CHAI R SADDLER understood that would be after the initial
contract period.

MR. BULLOCK replied that the current tax provisions in the
governor's enabling legislation have an effective date of

January 1, 2015. In the bill the present tax rate is referred
to as the tax in effect on and after January 1, 2014 and before
January 1, 2022. The bill adds a section that will tax oil at
35 percent of the production tax value and will tax the gross at
10.5 percent. A new provision in the bill, AS 43.55.014, would
allow a taxpayer to elect to pay its tax in the form of gas
instead of dollars. To be able to mmke that election the
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t axpayer has to be a taxpayer that had its |eases renegotiated
under the authority of the bill. |[If the |legislation passes with
t hose changes, then starting January 1, 2015, negotiations wth
the producers who want to pay their tax with gas will comrence
and the state will l[earn how nuch gas percentage it is going to
get from the total production on the North Slope, as well as
what gas it will get as royalty in kind rather than value. Once
this gas percentage is known, the ownership options discussed in
the MOU can be considered and the state will have a better idea
about the actual percentage of the project that the |imted
l[iability conpany would own that the state could buy into. I t
is a chain of events. One thing leads to another and they all
have to happen in a certain order.

3:15: 50 PM

MR BULLOCK turned to his presentation to address state
ownership in the mdstream part of the Al aska LNG Project [slide
17]. He said there seens to be two options - an option to pick
up the option to buy in and then a point at which the state
actually requires the equity interest. However, he said, he is
unsure how that works and what the timng is. Regardi ng state
owner ship, he paraphrased from slide 18 which states:

Under the MU an affiliate of TransCanada would hold
that portion of the mdstream project equal to the
percentage of North Slope gas the state nmy receive as
royalty in kind and production tax on gas paid as gas.
May be 20-25 percent depending on amount of royalty
gas in kind and production tax paid as gas.

MR. BULLOCK, addressing slides 19-21, urged conmittee nenbers to
be aware of the econom c inpacts of an agreenent to pay for the
gas transportation cost over [the 20-25 year] period of tine.

3:16: 44 PM
REPRESENTATI VE HAWKER of fered his understanding that a sole-risk
expansion would be another way that the state could acquire

ownership in the project.

MR. BULLOCK responded the expansion cones up once the state has

this percentage of ownership. The state can open its interest
to other producers in the state and if that requires expansion
of the pipeline, then how it will be paid and how it wll be

done is anot her subject.
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REPRESENTATI VE HAWKER said he is looking for affirmation that
instead of acquiring a greater interest in the partnership with
the TransCanada entity, the State of Al aska could actually own a
direct equity interest in the mdstream part of the project by
t aking a sol e-ri sk expansi on.

MR, BULLOCK confirned this is addressed in Exhibit C of the M,
[ Alaska LNG M dstream Services Term Sheet], page 7, item 7. In
further response, he said he is unsure how it works and that the
people who wote the agreenent would be able to give a
definitive answer.

3:19:12 PM

REPRESENTATIVE P. WLSON surmsed a sole-risk expansion would
cost the state nore because there would need to be conpression
resulting in [the state] not getting as nuch for its gas.

MR.  BULLOCK answered that expansion by adding conpression
capabilities can actually reduce the cost. However, expansion
by 1 ooping, which is the building of another pipeline next to
the current pipeline, can have costs that get quite high. Under
AG A a person is required to comrit to rolled-in rates in which
the existing shippers help pay for the cost of expansion wthin
certain bounds; however, that conm t nment is not really
enforceable because it is wup to the regulatory agencies.
Cenerally, he continued, any cost of adding capacity is passed
on to whoever will be shipping their gas through.

3:20: 37 PM

CO- CHAIR FEIGE pointed out that a main feature of the Heads of
Agreenent is that the cost of any expansion will be borne by the
party doing the expansion and the original equity owners wll
not see an increase in their cost unless they elect to buy into
t he expansi on. Thus, the future expenses of the equity owners
are protected.

MR. BULLOCK replied that is a good observation and said the
conmon situation between HB 4, which allowed for contract
carriers, and this situation, which is an industrial approach to
getting gas, is that the people wth gas know they will be able
to ship it. A North Slope producer is not precluded from buying
gas from a new producer and shipping that gas, which would be
anot her way that new gas could get into the project. The state
woul d have the option of adjusting its capacity to accept new
gas in the part of the midstream project that it owns. Al so,
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AGDC could participate in the LNG plant [slide 21] as another
way of state ownership. Gas not sold instate would go through
the LNG plant, so the state would becone part of all of it.

3:22:34 PM

REPRESENTATI VE SEATON posed a scenario in which the state, to
pronote econonic devel opnent, sells gas to various devel opnent
projects around the state, thereby reducing the throughput to
the LNG pl ant. He asked whether this scenario would require a
subtraction or addition of tariff to the price of the gas for
the state's capacity on the pipeline.

MR. BULLOCK responded that would all be part of it. For
exanpl e, the proposed terns in the MOU allow for three different
tariffs depending on where the gas is going to be delivered,
whi ch woul d affect the cost.

REPRESENTATI VE SEATON surmsed that if the state did not have
the additional 25 percent of the gas to go down the pipeline
because the Alaska G| and Gas Conservation Conmm ssion (AOGCC)
did not increase the available gas off the North Slope, the
state would have to decide whether it wants to stinulate that
econonmi ¢ devel opnment and tack on the additional capacity that
woul d then not be used going down to the LNG pl ant.

MR. BULLOCK replied this is where the state is the caboose.
Wether the state gets anything at all depends on whether the
three producers are producing. He recalled there was discussion
in the terms of Point Thonmson as to whether the state would take
its royalty of the gas at the tine it came out of Point Thonson
and went to pressurize Prudhoe Bay and that the tax would not be
due until it came off the cap in Prudhoe Bay, but added that he
does not think anything cane of the discussion. Cenerally, the
state does not get gas and does not get tax unless there is oi
or gas produced. This is why the state is the caboose, not the
engine. The state cannot say to start producing the one-eighth
of the gas because it wants its royalty now.

3:26:16 PM

MR, BULLOCK returned to his presentation, saying that the state
does not know why the first open season failed [slides 26-29].
For exanple, did the producers think TransCanada's project was a
good one but the taxes were not worth it, or that the market was
not pretty enough, or that the producers, being the ones wth
the gas, wanted to pick who to go into business wth? The

HOUSE RES COW TTEE -31- February 17, 2014



producers may not know the details of building a gasline through
permafrost |i ke TransCanada does, he continued, but they are not
part of the process of who is going to represent the state in
this project.

COCHAIR FEIGE inquired whether there were specific statutory
requirenents in AG A nandating that that open season information
remai n confidential.

MR. BULLOCK answered AGQ A had a nunber of confidentiality
provi sions that were necessary because an entity does not want
to publish why the open season failed and possibly jeopardize
the next open season. Communi cation would be hel pful. The
license was issued in 2008, open season ended on July 30, 2010,
and appropriations wer e bei ng made for rei mbur senent
expenditures for that period without [the |egislature] being
able to know whether the state was getting the bang it expected

for the buck. A reason HB 4 was attractive is that there is
nore open comunication and nore open reporting requirenments
al ong the way. He advised that information is going to be a
problem - these are billion dollar business decisions that
peopl e want to hold <close to their wvests, which is
under st andabl e. But at some point legislators need to know

enough information when trying to determ ne how nuch noney to
appropriate, what the state's noney is going for, and what can
be expected fromit.

3:29: 15 PM

MR. BULLOCK, turning back to his presentation, said the |licensed
AG A project was, in his opinion, the Alberta project [slides
26- 29] . But, he said, TransCanada always said that it would
solicit information to Valdez at the sanme tine, Valdez being the
focus for the LNG facility. So, there was discussion about LNG
facilities. Wile it was a different format than the Al aska LNG
Project, the pros and cons nust have conme up in conversation and
t hose would be good things to know. Also inportant is the big
di fference between the AGQ A project and the Alaska LNG Project -
the AG A project was nostly a pipeline. In the past, the
producers have been reluctant to participate in a project that
they could not own a part of; that, plus other terns |ike conmon
carriage, nade a stand-alone pipeline project less attractive

The negatives of the AG A project go away with the Al aska LNG
Project where the producers are part owners. He pointed out
that he is tal king about the producers because they are the ones
that are going to decide whether or not gas cones out of the
ground, although the AOGCC will say when and how nuch. The
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producers will have the Alaska LNG Project all the way to the
LNG facility and into the tanker.

3:31: 37 PM

CO CHAIR SADDLER brought attention to slide 28 and queried
whet her the question regarding what happened is about whether
interest was or was not expressed.

MR. BULLOCK answered yes. A question is whether changes were
identified that would have nmade the AG A project viable; for
exanpl e, maybe the project was too snmall. Respondi ng further,
he noted there was a formal open season in 2010 and a
solicitation of interest in 2012. The state does not know, for
exanpl e, whether conditional commtments were made, such as the
agreenents would be signed if the tax rates on gas were reduced.
O perhaps it was a dislike of the way the project was forned.
The information required for an LNG project was as conplete as
for an overland project, but there was never full information
for an LNG project |ike there was for the overland project.

CO- CHAI R SADDLER, regarding the question asked on slide 28 about
whet her changes were identified that would make the AQ A proj ect
viable, inquired which route is specifically being referred to
as the AQ A project.

MR. BULLOCK replied both. He noted the interest is that the
overlap was solicitations to Valdez and the Al aska LNG Proj ect.

3:33:51 PM

CO CHAI R SADDLER suggested that the question could be better
expressed by asking whether changes were identified that would
make "an" AG A project viable.

MR. BULLOCK agreed, but added that because the open seasons and
the solicitation of interest were related to the AG A project
the discussion would have been to the AQ A project. But, at
that sane tine, the Valdez LNG option would have been di scussed.
Wy the AGQ A project was not viable would have been because the

LNG was a better option. In further response, he clarified that
2010-2012 is the tineline being referred to in his question
about whether any changes were identified. Regardi ng what

changes were identified, he said he is nmeaning what would have
to change for sonmeone to sign up to ship gas.
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CO- CHAIR SADDLER surmised M. Bullock is saying that he is
unsure whether a viable deal was presented and negotiated but
not commtted to.

MR. BULLOCK replied that if it was not conmtted to, then it was

not a deal. He said he thinks it was nore of the terns and
conditions during that discussion of what it takes to nmake a gas
project in Al aska work. Because there were not commtnents

during the open season, sonething was mssing and it would be
nice to know what that was.

MR. BULLOCK urged commttee nenbers to renenber that the nost
control they have over this process is being nenbers of the
|l egislature that will wite the laws and appropriate noney to
make anyt hi ng happen.

3:36: 01 PM

REPRESENTATI VE P. WLSON requested M. Bullock's opinion on
whet her the HOA and the MJAU provide the state wth assurances
that any other pipeline the state is doing does not kick in the
cl ause that woul d nmake the state pay triple damages.

MR. BULLOCK responded he thinks the state has to be careful as
specific things under AS 43.90.440 are the trigger. The AG A
i nducenments were to provide the services of an AQ@ A coordi nator
to help nove things along. The royalty and tax incentives in
AG A were to induce producers to make a commtnent during the
first binding open season, and the benefits of when and how to
take gas as royalty in kind or royalty in value. The tax
incentive to a producer commtting during the first open season
was that the producer would be exenpt fromincreases in the tax
rate. That was one of the ways the constitution allows for
exenptions; it does not allow for contracting it away. Another
i nducenent was the grant of state noney, the reinbursenent of
costs. A further assurance to the |icensee was that the state
would not also give to a conpeting natural gas project, a
project of nore than 500 mllion cubic feet a day. A concept
behind the 500 mllion cubic feet was that it was the anmount of
gas identified that the state would need, but that anmount was
also related to the amount of gas that the AG A project would
need to be viable. Regarding the Al aska LNG Project, he said
there are many good |lawers in the Departnment of Law, the
governor's bill is well witten, and he trusts those |lawers to
make sure the state is not approaching that point, particularly
since the MOU does not address the risk of providing incentives
to a conpeting pipeline. He qualified that the statute nust be
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| ooked at and he does not know everything that is going on in
t he background. The agreenents can be |ooked at, the products
of discussions can be seen, he said, but he does not know "what
i s behind these or how they got there.”

3:40: 06 PM
REPRESENTATI VE P. W LSON commented that the pages of information
provided by M. Bullock do not state exactly what she wants to

hear .

MR. BULLOCK stressed he is not going to say the state's

i kelihood of success in any litigation. The |l egislature and
its lawers wll defend legislative contracts, but it is the
Departnment of Law that represents the state's interest. He

pointed out that the information he provided the conmttee
refers nmenbers to, [and includes], his [February 15, 2013]
menor andum to Representative Hawker that is part of the HB 4
record, which discusses the assurances in AS 43.90.440 and what
has to be in place. For exanple, TransCanada would not be
eligible for treble danages if it is out of conpliance with the
terns of the AGA license or if it is not in conpliance wth

applicable state and federal |aw Anot her set of conditions
that would have to be nmet is that the state has provided
benefits to a particular conpeting project. But it also has
exclusions - Jlowering the tax for everybody would not be a
benefit to a conpeting pipeline and renegotiating a |ease
agreenent under existing |law would be okay. The state would

only have exposure if it has provided particular incentives to
sonmebody that would threaten the project that was contenpl ated
under AG A

3:42: 01 PM

CO CHAI R SADDLER inquired whether TransCanada is in conpliance
with AG A

MR. BULLOCK replied he thinks it is safe to say TransCanada is
in conpliance with AGQ A Through TransCanada's partnership or

wor ki ng arrangenment with Exxon, it still files quarterly status
reports with the Federal Energy Regulatory Conm ssion (FERC).
The Al berta project is still alive and in the background and in

the future that may be the nore econom cal option because things
change. For exanple, in 2008, shale gas was not an issue and it
| ooked like Alaska's nmarket was going to be in the M dwest.
Wthin a couple of years, the Mdwest is where nost of the shale
gas becane available and gas prices went up enough that it was
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wor t hwhi | e. Hydraulic fracturing (fracking) of shale is nore
expensive than producing from Alaska's fields which have
sufficient pressure to not need fracking. Alaska's advantage in
the LNG nmarket is that its cost of production could be nore
conpetitive against a fracking operation.

3:43: 33 PM

CO CHAIR SADDLER inquired about M. Bullock's earlier statenent
that the enabling |egislation would change the location of the
poi nt of production.

MR. BULLOCK confirmed that is one of the amendnments in the bill
There are additional costs with taking custody of the state's
gas, he explained. For exanple, if the state takes its gas
where it enters into the transmssion lines from Prudhoe Bay or
Poi nt Thonson, that gas will then need to go to what may be a
conmbined gas processing and gas treatment facility. Gas
processing takes the liquids out, so the gas generally going
into the pipeline is nmethane, a single carbon and four
hydr ogens. Gas treatnment has to nmake the gas of pipeline
quality. There will be other things besides hydrocarbons in the
gas, such as sulfur or carbon dioxide. The farther up the line
the state gets its gas, the nore costs associated with actually
transporting that gas. The point of production is inportant for
tax purposes, because that is going to be the point where the
gross val ue is determ ned.

3:44: 54 PM

CO CHAI R SADDLER understood the state currently takes possession
at the point of production at the well head. He asked what
| ocation is proposed in the enabling |egislation.

MR. BULLOCK addressed page 48 of HB 277, noting current |aw
states that for gas that is not subjected to or recovered by
nmechani cal separation or run through a gas processing plant,

"the first point where the gas is accurately netered". So,
traditionally, he explained, the gas is nmeasured as it conmes off
the |l ease. The bill changes that | anguage to:

the furthest upstream of the first point where the gas
is accurately netered, the inlet of any pipeline
transporting the gas to a gas treatnent plant, or the
inlet of any gas pipeline systemtransporting gas to a
mar ket .
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Thus, he elaborated, instead of one particular point, the
enabling legislation would establish a new point of production
relative to the gas treatnent plant. The bill also redefines
gas treatnent plant and gas processing plant. Thi s provision
does not apply to the state's royalty, he pointed out, or to
where the state takes possession of the gas, which is sonething
else to look at. This provision addresses for tax purposes
where the value is going to be determned at the point of
pr oducti on.

3:46: 59 PM
REPRESENTATI VE SEATON, [referring to the enabling |egislation],
understood that in the future these terns would apply not just

to the North Slope but to all of Al aska, including the Cook
I nl et sedi nentary basin.

MR. BULLOCK replied that the bill as currently witten provides

that, on and after January 1, 2022, oil wll be taxed at the
rate it is now, the rate applicable to oil and gas wll only
apply to oil. Gas tax will be on gross value and will be 10.5
per cent . Peopl e not having a |ease nodified, or people wth a
| ease nodified but not electing to pay the tax as gas, wll
continue to pay the tax in dollars and it wll be at 10.5
percent of the gross value at the point of production. Wi | e
this nmay be changed after the first version of the bill, it is

sonmething to | ook at.

REPRESENTATI VE SEATON concurred it is something the commttee
needs to |look at because it is quite a change from current
treatnment of gas in Cook Inlet.

MR. BULLOCK, in regard to the amount of gas the state could
receive, pointed out that the state only gets royalty off of

state || and. So, those are the only leases that can be
renegotiated and the only |eases that could pay the production
tax as gas. Production off of Jland clainms, oil and gas

reserves, and federal oil and gas reserves is subject to tax but
not to royalty.

3:48: 58 PM
CO- CHAIR SADDLER inquired whether the MOU provides enough
information to able to calculate whether there is going to be

resi dual val ue. He said he is concerned that |egislators know
before making commtments in legislation whether there is going
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to be residual value for the state and that it will not all be
eaten up in transportation, processing, and other costs.

MR. BULLOCK answered that the February 14, 2014 presentation by
the legislature's consultants is probably the nost significant
of what has been heard. He said it all conmes down to what the
gas can be sold for, who is going to buy it, and what has to be
done to get it to the buyer. For exanple, the state's barley
project created a great product wthout a market. The state
must be careful to do everything it can, as soon as it can, to
identify its markets and try to get itself in a position to
del i ver. These are long-term contracts. Gas prices are in
fl ux. As seen by the graphs [on February 14, 2014], the ol der
contracts were tied to oil wvalue, the newer contracts,
especially from some of the LNG exporters in the Gulf of Mexico,
will be tied to the Henry Hub. It is a conpetitive market.
Each of the many LNG suppliers have different costs and a
buyer's approach nmay be to look at the cost of production and
base what the buyer is willing to pay on that rather than tying
it to oil.

3:51: 07 PM
ADJ OURNVENT

There being no further business before the commttee, the House
Resources Standing Commttee neeting was adjourned at 3:51 p.m
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