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Gas and NG Val ue
ACTI ON NARRATI VE

TAPE 02-2, SIDE A
Nunmber 001

CHAI RVAN JOHN TORGERSON cal |l ed the Joint Commttee on Natural Gas
Pi pelines neeting to order at 3:39 p.m and announced the comm ttee
woul d hear comments from the Departnment of Revenue and its
consultants on an ownership study of state financial participation
in the natural gas pipeline, something that was directed in SB 158.

MR. LARRY PERSILY, Deputy Comm ssioner, Departnent of Revenue
(DOR), thanked the commttee for its confidence in the departnent's
abilities to assist themin this work. The departnent believes the
report it gave the conmttee a couple of weeks ago on state
financial participation in an Al aska natural gas pipeline is a
t horough desk reference on the history of gas line plans in A aska,
the latest potential gas line projects, the potential sponsors, the
participants' financing, the investnent risks and possible benefits
to the state.

MR. PERSILY briefed the commttee on the conclusions regarding
dirgct state ownership, one of the key questions in the report by
sayi ng:

First, as an owner, not as an investor and buyi ng shares
in a corporation or as a financing authority, regardless
of the percentage of ownership, we believe the state
would need to conme up with a 30% down paynent and we
couldn't find any exanpl es where you could get away with
borrow ng anyt hing nore than 70% of your investnent as an
owner in a gas line venture. Even if the state's
ownership stake was at 12.5% which would be equal to the
royalty share of North Sl ope natural gas, that 30% down
paynment would be $0.5 billion or so and we just don't see
where the state has that kind of cash sitting around and
avail abl e for appropriation - unless you wanted to take
it fromthe Permanent Fund, which would nmean taking it
fromthe principal or taking it fromthe earnings reserve
account, which would jeopardize inflation proofing, the
di vidends and the avail abl e of earnings to pay for public
services in the event the legislature were to decide to
use sone of the Permanent Fund earnings to close the
budget gap. As for where you would get the other 70% we
believe that could conflict with all the other demands

JNGPC - 2- February 13, 2002



that exist on the state's bonding capacity unless you
count Permanent Fund earnings as available for debt
service. The state's avail abl e bonding capacity is just a
few hundred mllion dollars - assum ng you want to remain
Wi thin the same guidelines we've used in the past to
mai ntain the state's high credit rating.

The other issue to consider as an owner in the gas line
busi ness is what you woul d get for the noney, because you
can be taking the risk and you're certainly going to be a
mnority partner. W found the state just wouldn't get
much that it could not otherwi se obtain inits role as a
| andl ord, taxing authority, and regulator of the gas
line. As a mnority partner, the state would be sharing
inall of the risks the sane as the mgjority owners, but
we woul d have nuch shal | ower pockets than Exxon or BP or
anyone el se on the list to cover problens that m ght cone
up. W would have little control over the operations as a
mnority voi ce.

W believe the state could better influence the project
t hrough statute, regul ations, and permtting than putting
up cash and taking our chances. And as a mnority
partner, we would be in the gas |ine business. Again,
this is as a partner at the table rather than as an
investor in a corporation with stocks or as financing.
Being in the gas line business is nmuch different than
sinply assisting in the financing of the project. Just as
being in business has its rewards, it also has its
financial risks, its demand on capital and the need for
expertise in running that business.

Finally, I'd like to say we could not see where the state
signing on as a partner would in any way help the gas
line get built any sooner. The market and the cost of the
project will determne when it gets built and not whet her
the state is partner. Again, that is separate from
whet her the state could help in financing the project for
ot hers.

CHAI RVAN TORGERSON asked hi mwho wote the executive sunmary.

MR. PERSILY said he wote the executive sunmary personally and the
consultants wote the conclusions at the back of the report. He
mai ntai ned, "W felt the executive summary should cone from the
comm ssioner's office and the conclusions should cone from the
consultants, which in addition to Petrie Parkman included CH2M
Hll, which is a well known engineering firm They hel ped us with
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econom ¢ anal ysis and econom ¢ engi neering on the project.”

MR, BILL GARNER said he was with the investnent-banking firm of
Petrie Parkman and Conpany in Houston and thanked nenbers for the
opportunity to testify about the report. He told nenbers:

| thought | would supplenent the Departnent of Revenue's
testinony this afternoon with comments on the di scussion
and conclusions within the sections of [the] SB 158
report that | worked upon. To refresh the conmittee's
recollection, ny firm Petrie Parkman and Co., is a ful
service investnent bank that solely focuses on services
to the oil and gas industry. The context of ny remarks is
somewhat unique in that not only do I provide investnent
banki ng advisory services on behalf of the firm but
prior to ny joining the firm | spent 15 years as an
attorney and business executive wth Kaen Energy, the
third largest interstate natural gas pipeline conpany in
North Anerica. In ny years wth Kaen, | developed a
strong appreciation for the chall enges and opportunities
associated with devel oping new natural gas pipelines.
Clearly, the construction of an Al aska natural gas
pipeline is vital to both the future econom c growth of
Al aska and the security of energy supply to the United
States as a whole. The problemtoday, as it has been for
the past 30 years, is to balance those needs with the
practical realities of building the | argest natural gas
pi peline project ever attenpted in North America. The
risks for all stakeholders [are] great. As you know, as
part of this report last fall, we interviewed the then
known commerci al devel opers of the gas pipeline project
to obtain their assessnents of the project risks and how
these risks could be mtigated. The devel opers fell into
three main categories: first, the three nmjor oil
producers; second, the natural gas pipeline group hol ding
the ANGIS certificate; and third, the other new gas
producer entrants on the North Sl ope such as Anadar ko and
Al berta Energy that wanted to ensure access to whatever
gas line may be built.

W Jlearned sone interesting things during those
interviews. In an effort to mtigate risks, sonme of the
conpanies are seeking federal assi stance through
| egi sl ative action that woul d provi de econom c benefits
or accelerated regulatory review, anong other things.
Wth respect to the State of Alaska, however, the
conpanies were only in favor of an indirect state role in
the gas pipeline by the state providing, for exanple,
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clarity on certain of the state's tax and royalty fiscal

terns, acceleration of state regul atory approval s and/ or
for the state to sonehow provide access to tax exenpt
financing. They did not want the state as an equity
partner in the gas line project, although sone would
reluctantly allow some formof mnority participation if
the state forced the issue. They did not see state equity
i nvol venent as assisting the project to get constructed
or constructed any sooner than planned. And several

conpani es saw state involvenent as actually slow ng the
project down. Finally, given the condition of globa

financial markets, we learned that direct state funding
provided from taxable funds was not necessary. Many
conpani es already have sufficient funds avail able from
their current cash flow and the others saw no probl em
with financing a project at favorable interest and upon
favorable terns that could be obtained fromtraditional

banki ng sources.

Despite the private conpanies' thoughts about state
i nvol venent, the ultimate decision as to whether the
state should continue to pursue an equity stake in the
pi peline project rests with the executive and | egislative
branches of the governnent. Sone of the nunerous
practical issues the state nust westle wth in
determning whether to proceed or not included the
foll owi ng: the source of funds, the anmount of investnent
that the state may wish to nmake and its notivation for
doing so, which may not coincide with the role and
ownership percentage that may be offered by any of the
devel oper groups. Another point is the inpact of the
amount and nature of the state's investnment on the
state's credit rating. Another factor is how the state
would weigh its legal obligations to state citizens
t hrough regul atory oversight and access to information
with the fiduciary obligations the state would have to
its private conpany equity partners to keep proprietary
information confidential and to act in a manner best
suited to the success of the joint venture. These
responsibilities may be irreconcil able at tines.

Finally, another exanple would be how the state would
repl ace expected anmounts and timng of revenue fromthe
gas line if the project were not constructed, it was
del ayed or the project did not performas forecasted due
to design defects or market conditions. These and the
other practical issues raised in sections 3, 5 and 8 of
the report are not easily answered.
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Let's turn to the sources of state funds if the state
does decide to proceed wth an investnent or financial
participation in the gas line. As you know, this report
went into sone detail regarding the potential source of
such funds including such sources as the general fund,
t he Permanent Fund, the Earni ngs Reserve Account of the
Per manent Fund, the CBRF, general obligation bonds and
various types of revenue bonds. For various practical and
| egal reasons, sonme of those sources are foreclosed. The
nost vi abl e source of funding probably woul d be through
the issuance of some form of a revenue bond through a
conduit of a state authority. The bonds probably could be
secured by shipper pay contracts. The difficulty,
however, today is that such revenue bonds would be
taxabl e under the current federal revenue code and the
conpanies |likely could issue debt at the sane or a | ower
cost than the state. Nevertheless, if the state could
assist with issuing tax-exenpt bonds, such issuance coul d

help the project's economc feasibility. | personally
have not been part of the Railroad Transfer Act
di scussions, so | can offer no opinion about the

potential use of the tax-exenpt funding nmechanismwthin
that | egislation.

If, however, tax-exenpt financing could be nade
avai l able, there mght be a strong interest by at |east
sonme of the conpany devel opers in having access to these
funds. The interest rates on tax-exenpt bonds would be
about 25% |less than conventional taxable rates and
assumng the tax benefits were passed through, the
pipeline tariff could be | owered by perhaps 10% Needl ess
to say, the availability of tax-exenpt financing raises

conplex tax securities and fiscal issues that will be
fact-specific to the particular financing plans of the
devel opers. If tax-exenpt financing can be nade

avai | abl e, detailed discussions with the devel opers wll
be required to gauge their interest and to determ ne how
it fits within their overall devel opnent schene.

In summary, the financial and practical risks to all the
stakeholders in this project are material. Should the
state wish to pursue participation in the project, there
are practical and financial hurdles it nmust overcone, but
they are not necessarily insurnountable, just difficult.

3:55 p.m
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CHAI RVAN TORGERSON asked if, in his expert opinion, would the state
i nvol venent in ownership of the pipeline enhance the project's
feasibility since his statenent said that tax-exenpt bonds woul d
nove the project along, but he also stated that there is nothing
they can do to nove the project along.

MR. PERSILY replied that they believe the state participation as a
part owner would do nothing to nove the project along, but tax-
exenpt financing would |ower the rate the borrower has to pay on
the funds, which would lower the tariff and m ght help nove the
project over the hurdle so sonmeone would be willing to build it.

CHAl RMAN TORGERSON asked how much work they did on the port
authority issue.

MR. PERSILY replied that they spent a fair anount of tine
discussing it, but didn't think it would nmake an appreciable
difference. There is a constitutional issue of whether a port
authority could exist as a political subdivision. He noted, "The
Al aska Constitution spells out what is a political subdivision
explicitly and it does not list port authorities.”

CHAl RVAN TORGERSON said he didn't think the port authority was
being organized as a nmunicipality and asked how he nmade that
connecti on.

MR PERSILY replied, "Because it is not a nunicipality; it is not a
political subdivision, which..!

CHAI RVAN TORGESRON responded that it's owned by a nmunicipality.
"So, it theoretically is a quasi-governnment arm of those three
entities that are creating it."

MR. PERSILY replied that argunent could be nade, but the
Constitution says "nunicipalities,” it doesn't say port authorities
or transit authorities or airport authorities. Someone coul d make
the argunent that it's formed by municipalities and it was the
intent of the Constitution, so it should be all owed.

CHAI RMAN TORGERSON sai d he t hought the higher test was that it had
to have a public purpose, but it concerned distribution of the
profits back to the |local governnments. He asked if they had any
di scussions with the RS on the port authority idea.

MR. PERSILY replied that they hadn't.

CHAI RVAN TORGERSON asked if they had an opinion as to whether or
not the port authority's income was tax-exenpt.
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MR PERSILY replied they relied on the opinion that the IRS gave to
the port authority, but there are sone questions as to whether the
IRS had all the facts.

CHAI RVAN TORGERSON sai d he thought the departnment had an opinion
saying the state couldn't issue G O bonds.

MR PERSILY said that they don't believe the state could issue G O
debt and if they could, it would be an intol erable risk.

MR. GARNER pointed out that the state would be pledging the ful
faith and credit of the state behind that sort of funding
mechani sm

CHAI RVAN TORGERSON asked if he was part of the discussion on the
railroad tax-exenpt bonds.

MR GARNER replied that he thought the state woul d have to overcone
many hurdles to issue tax-exenpt financing absent, but using the
Rai |l road Transfer Act is a whole other situation.

CHAI RVAN TORGERSON quot ed page 5 through line 10 saying and read,
"The state would face form dable |egal and practical hurdles to
financing a significant portion of the project wth tax-exenpt
financing."

He said that their statenents don't necessarily fit with sonme of
the other statenents they are hearing today.

MR. GARNER said he hadn't heard about the railroad possibility,
whi ch m ght provide a clear exception to the existing federal tax
laws. It would be difficult to do w thout that.

CHAl RMAN TORGERSON asked M. Persily if it would be a good
investnent for the Permanent Fund (not talking about |arge
w t hdrawal s, but investing) and would such a large investnent
violate the prudent investor oath.

MR. PERSILY asked if he neant as an active business partner rather
than just buying shares in a corporation.

CHAI RVAN TORGERSON said it would be targeted to the actual |ine.
MR. PERSILY replied that they believe investing a |large sum from
t he Permanent Fund woul d violate the prudent investor rule. He told

menbers, "For exanple, if we're 12.5% ownership of the line with
30% equity, that's $0.5 billion and would be 2% of the Pernanent
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Fund's market value and they don't have 2% invested in any one
activity.

CHAI RMAN TORCGERSON asked if the producers sign on the dotted |ine,
whi ch woul d happen no matter what happens if the state | oans noney,
aren't [they] the ones on the hook.

MR. PERSILY replied that they are on the hook, but there are risks
that the project would be del ayed and there m ght be cost overruns
or a catastrophe that would stop the revenue flow.

CHAI RVAN TORGERSON asked if the risk wasn't borne nore by the
producers than by the investors.

MR. PERSILY replied, "They [the producers] mght as well own it
t henmsel ves, if they're going to take all the risks."

CHAI RMAN TORGERSON said he was integrating recent |egislation that
puts the state in that position. He said, "Either the state's going
to do it through the railroad and it's a good thing and there's no
risk and if the state wants to do it sonewhere over here, there's
high risk."

MR. PERSILY replied that the difference is that the state would be
an owner of part of the line as opposed to the railroad just being
a conduit. He explained, "Their nanme would be on the top of the
prospectus, but they would not be liable in any way for that debt."

SENATOR LI NCOLN said she was flipping back and forth between the
conclusion and the summary to see if there were any glaring
differences between the two or if there were any di sagreenents the
department m ght have had with the concl usions.

MR. PERSILY said he wasn't aware of any glaring conflicts between
t hem

MR. GARNER said he didn't recall any either.

CHAI RVAN TORGERSON said, if risk is a known factor, isn't it true
that the nore investors there are the less risk there is per
i nvestor. He questioned, "Wiy wouldn't it |ower the risk?"

MR. GARNER replied that it lowers the risk for the individual
investors, but they are still putting forth their noney and there
is arisk of the project functioning as forecasted.

MR PERSI LY sai d:
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In terns of return on your investnent, ny understanding
of the way FERC sets rates is that investors are all owed
a return on their equity portion. So, | guess you're
saying you're guaranteed a profit of return on your
equity investnent. AIl FERC will allow you on your debt
investnment is a return adequate to cover the debt
service. Bill, correct me if I"'mwong, but if the state
borrows 70% of the noney they need to invest in this
project, FERC will allow us enough to cover the interest
on the debt, but no profit or extra return to the state.
The only return we would get would be on the cash we take
out of our pockets.

MR. GARNER said that was correct, but FERC would allow the state
the opportunity to earn that anount of noney so |ong as the project
functions as it was forecasted. He added, "If there is a problem
with the way the project works, you may not be allowed to earn that
rate of return as a practical matter.”

MR. PERSILY clarified, "So, if you' re looking for a return, you're
only going to get a return on the cash you take out of your pocket
to invest noney you borrow. You just get enough to nake the
nort gage paynent."

MR. GARNER agr eed.

SENATOR LINCOLN said what pops out at her is that the state
participation would do nothing to elimnate the risk, that the
potential conpanies sinply do not need the state's noney to build a
proj ect.

She asked if they had the Al aska railroad bill before themprior to
witing the report, would the conclusion be different than what
t hey have today.

MR. PERSILY replied if producers, or whoever decides to build the
pi peline, used the railroad' s tax-exenpt financing that |owers the
cost of funds, which reduces the tariff they have to charge. This
nmeans the project mght pass their economc test. This risk is
certainly an issue. He explained:

If you're going to risk $15 billion, you want a hi gher

rate of return than if you're just risking $1 billion on
a snmaller project sonewhere else. The market is a
question. Four billion cubic feet per day or six billion

cubic feet per day is a lot of gas to bring into North
Anmerica regardless of projections. Wen that nuch gas
hits the market.You really can't ranp up a gas line
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slowy as you would an oil line. Wen that nmuch gas cones
into the market, depending on the market situation in
2008 or 2009, it could very well depress the price of
natural gas across the country.

He said it could very well lower the price on not just the Al askan
gas, but of all the gas that a conpany is selling.

MR. GARNER added that there is no doubt in anyone's mnd that
Al aska gas is needed in the Lower 48 in one formor the other. That
is an absolute given, but the problemis the timng. The other
factor is that this project is going to take a long tine to get
built - a mninmmof four years. He stated,

Hopefully, we won't wait too long to get this pipeline
built when the Lower 48 is going to be denmandi ng the gas
for two years before it actually arrives. W'll just have
to see what people are forecasting when they put the
first shovel in the ground.

SENATOR WLKEN noted that item 5 on page 10 says that the
Constitution does not allow general obligation bonds to finance
state participation of joint business ventures. He asked if that
was a severely limting constitutional prohibition and is it conmon
to see it in state constitutions.

MR. PERSILY answered that it would certainly prohibit G O bonds
and tax-exenpt revenue bonds. Since Exxon, BP, Phillips and others
can obtain debt at a very low rate, if they can find debt at a
| ower price, there is a value to having the state involved. Since a
GO bondis a full faith credit of the state, it nakes sense that
there would be a constitutional prohibition against the state
pl edging themfor joint ventures w th business since joint ventures
have not al ways returned good profit.”

MR GARNER said that many states prohibit the state governnment from
getting involved in private business except for certain economc
devel opnent projects. Sone states are nore severe than the State of
Al aska and sone are | ess. Sone states, for exanple, do not require
a vote of the citizens to issue G O bonds and other states, like
Al aska, do.

REPRESENTATI VE FATE asked if the state had an ownership (as in
partnership) position, would there be a reduction in the tariff.

MR. PERSILY said he didn't think so.

MR. GARNER responded that FERC sets the tariff for the project
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irrespective of the investors. He added that tax-exenpt financing
would result in a lowering of the debt cost and assum ng that was
passed through, that would affect the tariff.

CHAI RMAN TORGERSON t hanked them for joining the commttee and said
t he di scussion was not over yet.

MR KEVI N BANKS, Petrol eum Anal yst, Departnent of Natural Resources
(DNR), said he would talk first about their value study and used
projected slides. The purpose of it was to encapsul ate what they
understand about the markets in the Lower 48 and what kinds of
drivers exist that will influence how the state should value its
royalty gas when it's produced. Page 3 shows a picture of the
natural gas suppliers in the US. He said that nobst of the
production occurs in the western Canadi an sedi mentary basin and the
Rocki es. New supplies of gas will conme fromthe Gulf of Mexico, the
Mackenzie Delta and the North Slope. There is roomfor new supplies
of gas, but in every instance those supplies conme in only after
significant investnment. He said that current supply from the
Rocki es and Canada are in a decline.

The next slide shows consunption, which pretty nmuch happens where
the gas is produced. He noted a | arge network of pipelines wherever
the gas is produced and significant storage areas around the
country in both the consum ng and producing areas. This nakes a
very active and flexible marketplace for gas, which produces
volatility.

TAPE 02-2, SIDE B

MR. BANKS said that NG market is different than the dry gas

mar ket. They recognize that gas shipped from Alaska wll be
enriched with ethane and other gas liquids. The market for those
other liquids is significantly different from the natural gas

market. He infornmed themthat the gas liquids are processed out of
natural gas fairly near the well head and can't be noved to market
until they are renoved.

The processing plants will distribute these |iquids either blended
or fractionated into conponent parts to just basically three market
centers - Alberta, Conway and Mont Bellvieu. This nmeans that there
is a large nmarket of purchasers of processing facilities. The
processors sell into a fairly restricted market. The fol ks who buy
those products are refineries and petrochem cal plants that
represent an even smaller nunber of purchasers. The market funnels
down to fewer and fewer players. Figure 8 shows that one conponent
of NGs is nore valuable nost of the tine than the energy content.
Thi s suggests that when valuing our royalty, we better nake sure we
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pay attention to this uplift. He noted, "It is perfectly reasonable
for the state in evaluating its royalty to try and capture sone of
that val ue.”

MR. BANKS told nenbers the chart on page 10 shows sone of the
probl ens about where they choose to calculate royalty:

Because of the royalty settlenment agreenments we now have,
because of the way we have interpreted them our |ease
contacts are calcul ated as a netback. That nmeans what is
the destination value of the gas in this instance m nus
the transportation and that should give us the val ue of
our gas on the North Sl ope at the well head. A | ot depends
on where you nmake that destination value cal cul ation.

He expl ai ned that sonetines the value of natural gas in Chicago is
hi gher than the value of it in Alberta and that is because, if it's
difficult to get it into Chicago, there would be a response in
Al berta to drive the price down.

I f they choose to value the gas at Al berta, it could be a m stake,
because they have collected in an area that could get backed up
behi nd transportation constraints into the Lower 48. It may be that
there are transportation constraints for nany of the participants
in that market, but not necessarily the Al aska producers. They nmay
find alternative routes or nake comm tnents on transportati on goi ng
to Lower 48 markets either by building a bullet pipeline all the
way to Chicago or by buying substantially in existing pipelines or
by securing shipping on existing pipeline space.

MR. BANKS said the sunmary on pages 12 and 13 says:

As we nove forward there is certainly conpelling argunent
that the state should try to arrive at sone kind of
val uation agreenment with producers to avoid the kind of
task that we had Ilitigating oil for value. That
di scussion and that negotiation certainly require that we
have a consi derabl e amount of information and experience.

The producers need sone tinme to get sonme experience with this
mar ket pl ace as wel |.

CHAl RMAN TORGERSON asked if he neant that gas is always nore
expensi ve in Chicago than Al berta because of transportation costs.

MR. BANKS replied that would be the case.

CHAI RVAN TORGERSON asked what he thought the tariff was from
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Al berta to Chicago.
MR. BANKS replied that he thought it was $0.80 - $1.00.

CHAI RVAN TORGERSON asked i f everything above the $1.00 woul d be
the benefit we'd be losing if we chose the Al berta Hub.

MR. BANKS said that would be right.
CHAl RMAN TORGERSON t hanked M. Banks for his comments.

MR. W LLI AM NEBESKY, Division of G| and Gas, DNR, recognized that
one of the principal authors of the Alaska Natural Gas In-State
Demand Study was David Di snukes with the research firm Econ One,
and he was also on the faculty of the Center for Energy Studies at
Loui siana State University. He noted:

Basically, the purpose of the study was to eval uate the
possibility for meeting Al aska's energy needs through
Al aska North Sl ope gas and that question is divided into
two parts: one is the potential in-state demand out there
today and in the future that a gas source fromthe North
Sl ope could serve - and then, secondly, what is the
ability of Alaska North Sl ope gas to neet that denand.

He said that | ooking at the demand was done two ways. First, they
| ooked at the existing baseline demand for gas in the state and
extrapol ated how that demand woul d grow in the various segnents
that make up that demand, which includes residential, commerci al

i ndustrial and electric power generation.

The study used standard statistical extrapolation tools
to expl ore how basel i ne demand woul d grow based prinmarily
on assunptions that are consistent with the idea that the
past five years of growh and expansion wll be the
under | yi ng assunptions driving future demand. The study
| ooked at specific applications that woul d go beyond the
basel i ne and those include expandi ng residential service
into areas that are currently not served by natural gas -
| ooki ng al so at our existing industrial applications and
what is the potential for those applications to expand.
Two final areas deal with electric power generation - one
called fuel swtching and the other gas by wre.

He gave the commttee a handout, which illustrated the overall
picture of the statistics. The first bar shows in the year 2000,
total in-state demand for gas was about 230 billion cubic feet per
year. It shows that demand would grow to about 360 billion cubic
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feet of demand by the year 2020. So, there is roughly the
opportunity for a 60%increase in the current |evel of demand with
all the applications that were explored in the study. The State of
Al aska demand is about 1% of existing North American demand.
Exi sting usage of gas in Alaska is roughly about one-sixth of the
vol une of gas that would flow through the gas |line at a 4 bcf/d
t hr oughput .

MR. NEBESKY hi ghlighted another bar graph that shows nost of the
current in-state demand centered in Southcentral Al aska and about
65% of the current in-state demand was generated by industri al
uses, consisting nostly of the Phillips Marathon LNG pl ant and the
Agrium Amonia Urea plant, both in Kenai. Electric power uses about
15% and commercial and residential together use about 20%

The potential for baseline growh fromabout 233 bcf is to increase
by about another 27 bcf across all the sectors, a fairly nodest
potential for existing baseline usage to expand.

Page 3 of the study shows a map of the State of Al aska, which
identifies the local distribution utility conpanies that provide
gas service in various locations and the 340 settlenments that nake
up the state's population. There are five natural gas service
providers in the state. R ght now three out of four households in
the state receive gas service. The potential to expand is into the
| ast 25% He pointed out, "So, you could say on a statew de basis
right now, natural gas penetration rate is about 75% statew de."

MR. NEBESKY said that nine out of ten communities do not receive
gas service in the state. That illustrates there is only so nuch
potential to expand and nost of the gas in the state is
concentrated in Southcentral.

To show the potential to expand into the residential sector, they
used a kind of geographic analysis called the Residential Proximty
Anal ysi s, which explored geographically occupi ed househol ds that
currently don't have access to gas service, but are relatively near
existing local distribution conpanies that do provide that service
and near where the Al aska H ghway route would fall. They found (on
page 6) that there is potential in both the Interior region, which
i ncreases fromb5,000 - 8,000 households within a 20-m | e zone that
could be potential custoners for gas service. Simlarly in the
Sout hcentral region, there's about 11,000 occupied househol ds
within 20-mles of existing facilities. This is about 10% of the
exi sting 105,000 Enstar custoners now.

The chart on page 7 shows an area graph of the various major
segnments of gas usage in the state over tine. Even the snall anount
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of residential usage has potential for a gas line to supply it. The
charts on the next two pages continue to illustrate potential for
expansion in the different segnents. A large facility |Ilike
Netricity woul d use about 400 nctf/y of gas to generate the power to
run conputers. This is close to the size of a small electric power
generation plant for a small community. That application doesn't
inply a lot of additional use of gas in the overall schene of
things, but it is one to consider. They considered the gas usage of
a petrochemcal facility simlar to the proposal that Wllianms is
in the process of studying now.

MR.  NEBESKY explained that on=page 9 they |ooked at two
applications that involved electric power generation. The first is
fuel switching where they conpare the new applications to the
exi sting baseline usage. This application involves converting
exi sting coal and diesel driven power generation facilities into
natural gas power generating facilities. They have identified 20
power utilities in eight conmunities in the Interior region that
m ght have sone proximty to the pipeline. Finally, the gas by wire
application is an idea where there is a central power station
| ocated near the pipeline in a community |ike Fairbanks which is
gas-fired electric power generation and then the power is
distributed by wire into communities. That was the demand side of
t he study.

The supply side of the study explores the potential for a gas |line
to serve these kinds of demands. The chart on page 10 estimates the
cost of delivering natural gas to a residential or comercial user
in the Interior region (the greater Fairbanks area) taking into
account all of the transportation, all of the step-down neter
station costs in connecting to the gas |ine, depressurizing and
extracting liquids possibly, also the local distribution charges
for a local distribution gas line into the comunity, as well as
commodity cost for the gas itself. A couple key assunptions are a
tariff of $1 to get the gas from the North Slope to the neter
station in Fairbanks where it's taken off the gas |ine and used for
sone | ocal distribution application. A portion of the tariff on the
whole gas line is applied for that first 400-m|e segnent fromthe
North Sl ope to Fairbanks. The other key assunption is the comodity
costs of $1.91, which reflects the prevailing value of gas in the
Cook Inlet Basin that produces the gas to sell to electric and gas
service utilities.

MR. NEBESKY said they found that even in the case of a snall
application to maybe 8,000 households that currently don't have
access to gas, but are within 20-m|es of an existing | ocal service
provi der and the highway route, the study shows that gas coul d be
delivered to those retail users for about $5.87. This result is
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sonewhat encouragi ng because the graph on page 11 shows delivered
cost and penetration rates.

If 80% of the households hook up and all the other
assunptions built into the cost side are satisfied, then
that indicates the delivered cost. But as we nove down,
in terns of the proportion of households that hook up
(penetration rate), we see that the delivered cost rises
nore steeply as we nove toward lower rates of
penetration.

Fai rbanks Natural Gas Utility serves 400 custoners or about 1% of
t he occupi ed households in the greater Fairbanks area. It provides
gas to its custoners at about $8 ntf. This gas is shipped in the
Enstar systemand |iquefied at a small facility at Pt. Mackenzie
and trucked up the Parks H ghway to Fairbanks. Tapping the gas |line
and providing gas by that nechanism if penetration rates could
exceed 30% that systemcould conpete with the existing shipage of
gas from Sout hcentr al

Most Interior residents heat with heating fuel and by conparison
the ntf equivalent cost of heating your hone in the Interior at
$1.23 per gallon is $10 - $12 ncf. It wouldn't take very nuch
penetration into those occupied households to conpete with the
heating fuel alternative.

MR NEBESKY said the chart on page 13 | ooks at prices in Cook Inlet
Basin, which has enjoyed a |long history of excess supply of gas.
Both industrial and residential gas has had relatively inexpensive
costs. Today Anchorage residents pay about $4.27 ncf. The forecast
going forward into the future is based on the Departnent of
Energy's nost recent forecast of gas prices with adjustnments to the
Henry Hub. He expl ai ned:

Pricing in the Cook Inlet Basin as evidenced by this new
Unocal Enstar contract, which wll provide service
begi nning in 2004 are going up. There's sone recognition
in the market place to the |oom ng potential demand and
supply in the Cook Inlet Basin.

Anot her chart shows that in 2005 there is an inbal ance between
demand and supply. This makes the assunption the energy prices
remain the sane as they have been in recent history. They see a
shortfall in the supply and a steady gradual increase in demand.

MR. NEBESKY said assumi ng an additional 1 tcf of reserves com ng

into service around 2004 in the Cook Inlet Basin is a very
reasonabl e assunption considering the stepped up exploration
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activity and the studies that explored reserves in great detal
(connected with the | ast go-round for the LNG plant export |icense
extension in 1996 and 1997). Therefore, the inbalance is del ayed
until the year 2009 or 2010. But, it doesn't go away with the
addition of 1 tcf of gas. If the LNG plant does not receive a
renewal for continued LNG exports beyond 2009, when the current
license expires, there will be a significant reduction in demand,
but even then the inbal ance between demand and supply isn't erased
entirely. It's just further out in tine.

The study also explored to what extent gas from the North Sl ope
could interface with the demand supply balance in the Cook Inlet
Basin. The results were sonmewhat encouragi ng. For exanple, on a 16-
inch pipeline, the unit cost would fall from$3 ntf at 10 bcf/y to
| ess than $1 once there is nore than 40 bcf/y.

MR. NEBESKY said a nunber of assunptions were behind the capital
cost for the lateral spur Iline that connects Fairbanks and
Anchorage drawi ng heavily froma study by Stone and Wbster Co. (in
connection with the Susitna Hydro project in 1989). They gave it a
25-year life, assuned a 10% regulated rate of return, which is
consistent with the rules of thunb that experts use in designing
pipelines. It mght not answer all of the Cook Inlet inbal ance
guestions, but for a lateral line to nmeet the cost that neets an
econom ¢ curve that m ght convince an investor to invest in this
line, you would need to get 30 - 40 bcf/y. Al the applications
they | ooked at and studied would not be enough to bring those
volunes up to 30 - 40 bcf/y. If there is not sufficient replacenent
to cover all the inbal ance, that m ght speak well for the latera
spur line com ng out of Fairbanks sonetine in the next decade.

CHAI RVAN TORGERSON asked if his assunptions were identified.
MR. NEBESKY said they were.

CHAI RVAN TORGERSON asked who devel oped the assunptions on the
capital costs for Fairbanks.

MR. NEBESKY said he had help fromWIIlians and Econ One Research.
He said they used a high-pressure dense phase gas |ine, stepping
that down into sone kind of |ocal system

REPRESENTATI VE GREEN asked, regarding the slide on page 17, how far
out would a bigger line have to go to achi eve econom es of scale.
He thought that should happen sonmewhere in the future or they
shoul d be building a smaller |ine.

MR NEBESKY replied that was a good question and the answer is that
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the volunmes on the graph don't go far enough to the right. A 16-
inch pipeline is nore than capable of handling 40 - 100 bcf.

TAPE 02-3, SIDE A

MR. NEBESKY said if the charts went nore to the right, they woul d
begin to curve up at different rates. The green curve representing
the 24-inch pipeline would probably continue to decline while the
blue and red curves started to turn up steeply.

CHAI RVAN TORGERSON t hanked everyone for their presentations and
adj ourned the neeting at 5:18 p. m
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