August 17, 2011

Mr. Chairman, members of the committee, my name is David
Gottstein. | am the President and Chief Investment Officer of
Dynamic Capital Management, a registered investment advisory firm
headquartered across the street, here in Anchorage. | have been a
successful professional large company stock and market anatyst for
over twenty years, and an expert in logistics and supply chain
management from my management positions as a chief procurement
officer and distribution manager for Carr-Gottstein company. |
appreciate the opportunity to share with you today my thoughts
surrounding the development of a gas pipeline, and what role the
State of Alaska might responsibly take in order to facilitate the
prudent development of a gas pipeline.

| am going to describe (1) The dimension of the problem facing
Alaskan residents regarding our long term fiscal future. (2) The
current problem facing the development of a gas pipeline. (3) What a
prudent investment and serious due diligence effort would look like
regarding the development of a gas pipeline, i.e. one that would
generate the greatest wealth and lowest cost energy. And (4), briefly
introduce an option of how to actually get an efficient pipeline
financed and buiit.

Let me start by saying that absent our North Slope resources of oil,
gas and coal, the remaining parts of our economy would not be large
enough, vibrant enough and profitable enough that we could tax the
non-North Slope economy enough to pay for state government. Only
through the prudent management of Alaska’s natural resources will
we be able to fund State Government long-term, including the
accounting for population growth and inflation.

Please turn to the first page of the handout after my prepared
remarks, labeled “Permanent Fund Value Forecast”. This chart is
intended to paint a broad picture of a twenty-five year fiscal future for
the State of Alaska. On the top left hand corner you see various
assumptions, inciuding population growth of 1% per year, inflation at
2.5%, an annual decrease of oil flow in TAPS at a -4% per year,
which some would argue is too optimistic. There is also an annual
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price increase forecast of crude oil at 5% per year. If you logk at the
lower right hand corner of the chart, there is a 25 year forecast for the
price of oil that reaches about $300 per barrel. Because alternative
energy solutions become more viable as oil prices rise above $150
per barrel, there is a significant possibility that oil will not reach that
high of price, suggesting that this forecast is optimistic at best.

At the time of this analysis, Alaska had over $39 billion in the
Permanent Fund, and over $9 billion in the Budget Reserve; a total
close to $50 billion.

To the right of the assumptions for Popuiation Growth, Inflation, etc.
is a chart titled Permanent Fund Return Forecast that describes the
asset allocation of the Permanent Fund in dollars and percentage, an
expected return after fees, and an attribution analysis that generates
about a 7% composite return forecast as of 2-21-11. (The 2" column
below).

What this analysis attempts to do is calculate a 25 year forecast
taking into account over time, the annual returns of the combined
savings accts, i.e. the Permanent Fund and the Budget Reserve, a
forecast of State oil revenue, the growth in the State funded portion of
the budget, population growth and inflation, along with dividend
distributions.

If you do the math, assuming all we do is maintain the status quo,
and don’t either increase the flow of oil dramatically, generate other
sources of revenue, or drastically cut State spending, all our major
savings accounts will be exhausted within 25 years. Alaska is
already in crisis mode, and in less time since we began pumping our
first oil in 1977, our State is heading for failure on many levels.

~ If we do not improve dramatically the management of our natural
resources, we are facing very serious consequences. Therefore it is
critically important we build this gas pipeline right.

The problem with the lack of pipeline process isn't AGIA, but rather
the price of natural gas. In order to generally finance a pipeline in
North America, in today’s market, you must “Fill it Before You Build
It”. What | mean is at any time, a delicate set of economic alignments
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must ordinarily be in place in order to attract the debt and equity
capital necessary to finance a capital intensive project such as a
natural gas pipeline.

One must have enough proven reserves matched with enough bona
fide demand from credit worthy purchasers, like utilities, and value
added processors, such as a mining operation or a fertilizer producer,
who’s credit standing is of a stature that allows defined benefit
pension funds to purchase the debt instruments (or bonds) with a
certainty that their pension beneficiaries will receive their monthly
checks. That is what we refer to as investment grade bonds.

In addition, the volume of gas committed for purchase and sale
during the Open Season process, must be of sufficient quantity to
justify a large enough pipe, that generates enough economies of
scale, resulting in a low enough tariff or transportation cost, making
the purchase price the best deal for the buyers. The well-head value
must also be high enough for the producers to recover their costs and
garner their desired rates of return.

Unfortunateiy the minimum price necessary for all these economic
factors to be satisfied is between $6-7 per mcf, according to industry
and government information. And the board of directors of these
major companies will not even consider allocating significant
resources for such a project until after their internal forecasters
predict the price of gas will be above $6-7 per mcf, 80% over the life
of the project. And there is no forecast on when there will be a
forecast of that price scenario. Therefore it is critically important to
understand that in the traditional fill it and then build it business
model, there is no project.

That delicate set of circumstances does not exist, and there is no
forecast as to when it will. That is why Denali pulled out, the
producers are resisting gas commitments, and TransCanada can’t
create a market of buyers and sellers. The pipeline must be
sufficiently filled with tariff producing gas volumes to cover the debt
service, operations and maintenance, and provide the guaranteed
rate of return. The inability of the market to produce willing sellers of
natural gas at current forecasted low prices explains the lack of
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prices.

The problem is how does Alaska get an efficient pipeline constructed
in a low price environment? If we don’t understand the problem, we
can't devise a solution. in the meantime, a proper analyses should
be undertaken to assess what the best options are regarding the
development of a gas pipeline, hopefully long before our potential
demise in less than 25 years.

In my opinion, the Alaska Gasline Pipeline Development Corporation
team did an admirable job under the “Limiting” circumstances of what
they were asked to do. Unfortunately, they were only asked to deliver
a recommendation on how to get North Slope gas to tidewater in the
quickest and lowest cost manner. They were not asked to compare
the benefit of efficiencies and economies of scale, and the potential of
larger projects, against any possible time increase and associated

- costs. No analysis of any alternative projects were considered, even
those requiring an extra year for design and construction including
the cost for importing LNG, regardiess of a final outcome that would
likely give the State billions of dollars in additional wealth. This
approached eliminated 90% of the potential opportunity set for
maximizing our State wealth.

What | am offering you today is a much broader analysis approach
that should be made available to the State before any serious
decisions are made. When added to the already excellent work
delivered by the Alaska Gasline Development Corporation, when
teamed with other resources readily available to the State, this
analysis could be accomplished within six months by building on the
work already accomplished. This comprehensive comparative
analysis would identify the best options available to maximize our
natural resource benefits for all Alaskans.

The Proposed Alaska Energy Complex Project Analysis chart
included in your packet represents a Blue-Print Financial Analysis
that would ordinarily be a standard private sector analysis tool
necessary for any serious due diligence process involving billions of
dollars of investment. At a minimum the State of Alaska should
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prepare a 30 year cash-flow analysis including tariffs that might be
forthcoming to the State should it participate in a pipeline, any
enhanced oil and gas revenues, plus the energy cost savings through
lower cost energy made possible by a more efficient gas pipeline
distribution network. Every dollar increase in tariffs reduces
dramatically the number of value added processors that are able to
utilize North Slope gas as a competitively priced feedstock in their
product offerings. This analysis envisions 24 scenarios, twelve
distinct options, each including assumptions with the Susitna hydro
project, and without.

The Scenarios are the following:

» Base case for importing LNG indefinitely.

« Forecasts regarding the new jack rigs and their potential
success. ‘

o Small diameter or so called “Buliet-ling”.

« Initial small diameter line; larger line later assuming export
markets come to fruition.

s 36 inch pipe.
s Initial 36 inch pipe; additional pipe for exports.

o North Slope to Fairbanks gas pipeline — Hub Concept with
conditioning plants with sufficient capacity to fill the pipeline

o North Slope to Fairbanks gas pipeline — Hub Concept with
staged capacity conditioning plants.

e Small diameter oil pipeline and a conversion of TAPS to gas.
¢ North Slope LNG due to Global Warming
e The All Alaska Line

¢ Gas to Liquids
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s With each prior scenario duplicated with and without Susitna
assumptions.

By having the proper inputs, such as those suggested in the
Proposed Energy Complex Project Analysis, we can forecast and
stress test assumptions that will lead to results such as the Internal
Rates of Return prospects and probabilities for each scenario, on a
cash out, cash in basis for the State, and the prospective rates of
return for extra dollars invested when compared with importing LNG.
Through this kind of standard analysis, one can better calculate an
optimal solution. 1 would respectfully urge the committee to move in
a direction of expanding the already completed analysis to include the
Alaska Energy Complex Project scenarios. If done efficiently and in
the proper manner, this analysis could yield far superior decision
information in as little as six months.

To conclude, | want to suggest an approach that is mentioned in the
scenario set:

The North Slope to Fairbanks Gas Pipeline - Hub Concept -

This Is a gas pipeline “Build it and then Fill It development project
and Plan of Finance that proposes the State of Alaska does the Least
necessary to Insure that an export capacity gas pipeline is built that
delivers Alaskan gas to Alaskans in the shortest amount of time
possible, while maximizing the opportunity for exporting gas in the
most economical fashion, if and when an export market comes to
fruition, while doing so in a way that does not compete with

the private sector. In a manner that requires no State subsidy, but
instead is likely to generate high returns. This is a tall order, but we
can do this. The alternative is failure.

The approach is to have the State of Alaska partner with
TransCanada, through a re-negotiation of the AGIA licensee, as
permitted by the license, to build such a pipeline. Through these
renegotiations, Alaska could eliminate the 500,000 per day mcf
limitation. Let me be clear; The State of Alaska does not design,
build, own, or operate the pipeline in this approach. That could still be
left to TransCanada. Instead, in this approach, in exchange for loan
guarantees likely to cost no more than $2-3 Billion in cash over time,
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the State of Alaska, through a security interest, owns the rights to the
excess capacity of an export sized gas pipeline from the North Slope
to Fairbanks that neither the pipeline owners nor other interested
parties, wish to absorb or incubate. The State would commercially
release the excess capacity into the market, when the market has the
ability to absorb that capacity. Allowing local utilities the opportunity
to work with private sector partners, such as TransCanada or other
pipeline companies, to develop a companion project allowing
connection to the Hub concurrently, will likely be a considerably lower
cost option in securing affordable long-term gas supplies when
compared to importing LNG or the building of an inefficient small
diameter pipeline that does nothing to enhance North Slope oil
recovery.

Let me also offer, in terms of the re-negotiation of the TransCanada
license. TransCanada can't forward any hint of a lack in project
economics, as it might risk losing their monopoly license if they do.
On the other hand, | would suggest that they would respond to a
private request for re-negotiation in a way that could serve the State’s
interests much better, and allowing them to maintain the license.

For as little as a $2-3Billion investment, the State of Alaska could
alter our future from having a 90% chance of failure in the next 25
years, to a 90% chance of vibrant success. A full list of the benefits of
such an approach is included in your packet. Let's do a proper
analysis, make a decision, and get going please. | am available to
the committee to discuss further details at some future date on how fo
insure that an economically efficient pipeline actually gets built.

Thank you!
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Propesed Alaska Energy Complex Project Analysis  08-17-11
{30 Yr. Cashfiow and IRR Analysis of State Oil & Gas Rev., Tariffs, & Energy Savings)

Scenario 1A Status Quo that leads to Long-Term Importation of 1LNG
Scenaric 2. Status Quo With Jack Rig Success W/importing Some LNG
Scenario 3: Small Diameter N.S. Line

Scenario 4: Small Diameter NS, Line Early, Export Capacity Line Later
Scenario 5. 36 Inch Pipe

Scenario 6: 36 Inch Pipe early and 2nd Pipe Later

Scenario 70 Export Hub Mode! with Staged Conditioning Plants

Scenario 8: BExport Hub Mode! with Full Capacity Conditioning Plants
Scenario 9 New Small Diamter Off Line with Conversion of TAPS to Gas
Scenario 10: N.S. LNG Terminal

Scenario 11: State Owned Big Pipe From N.S. to Valdez

Scenario 12: Gas to Liquids Infra Structure

Scenarics 13-24; Repeat Each Analysis with Susitna Completion Assumptions

Draft Scenario Inpuis

Cil Price/Barrel

Oil Price Infation

Cook Inlet Gas Pricesimef

Gas Price Inflation

Rural Diesel Cost/Gallon

Diesel Price Inflation

Traditional Propane Cost/Galion

Propane Price infiation

State Railbelt Gas Consumpiion Equivalents-amcii¥r  Pre-Value Added
State Railbelt Gas Consumption Growth/Yr Pre-Value Added
Value Added Gas Consumption/Yr Mining, chemical processing, efc.
State Rural Diesel Consumption Gallons/Yr  Daily Per Capita Consumption >>
State Diesel Consumption Growth/Yr

Marginal Capital Costs Compared to Base Case

Conversion Cost from Diesel

Conversion Rate Geiling from Diesel to Gas/Propane

Gailons of Diese! Per mef of Gas Equivalent

mcf per gallon of propane

State Rural Propane Consumption/Yr

State Propane Consumption Growth/Yr

Year To Start importing LNG

Cook Inlet Gas Annual Decay Rate onge Importation Begins
Imporied LNG Transportation & Facility Costs/mmef To Tidewater
Imported LNG Cost of Transporiation Delivery to Bush Per mef
imponted LNG Cost Inflation

Morth Slope Gas Costs/mcf

Year to Start Producing N.S. Gas through Small Diameter Pipe
Year to Stari Producing N.S. Gas through Large Diamier Pipe
Year to Start Producing Electricity from Susitna

Conversion Rate from natural gas to Susitna

Conversion Costs {0 Susfina

Total In-State Energy Consumption Costs Pre-Value Added
Value Added Gas Consumption/Yr Mining, Chemical, Fuels, etc.
Deveiopment Costs of Finance

Beginning Gas Flow

Gas Flow Growth Assumptions

Gas Production State Revenues

Gas Pipeline Tariffs to State

Beginning Oil Flow

Ol Flow Growth Assumptions

Marginal Oll Revenue to State

Total State Energy Costs Saving VS Scenario 1 Base Case

NPY Discount Rate

Draft Scenario Qutputs

Tota! In-State Energy Consumption Costs Savings VS Base Case

Marginat Tariffs to Stafe VS Base Case

Marginal O Revenues o State VS Base Case

Marginal Gas Revenug to State VS Base Case

NPV Energy Costs '

Net Marginat Cashflows of Energy Savings, Tarifis, Oil & Gas State Revenue
Project IRR

IRR of Marginal Costs VS Marginal Gaing & Savings VS. Base Case
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