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ACTI ON NARRATI VE

TAPE 02-6, SIDE A
Number 0001

CHAI RVAN JOHN TORGERSON called the Joint Commttee on Natural
Gas Pipelines neeting to order at 3:42 p.m Menbers present at
the call to order were Senators Torgerson and dson, and
Representatives Porter and Joule. Arriving as the neeting was
in progress were Senators Halford and Kelly, and Representative
Chenaul t .

UPDATE ON CALGARY CONFERENCE: SENATOR TORGERSON

Nunmber 0039

CHAI RVAN TORGERSON announced the first order of business, an
update on the dobal Petroleum Show to be held in Calgary,
Al berta, on June 11-13, 2002. He surmsed that the show is
probably the largest in North America. [In packets was a
menor andum from Chai rman Torgerson to the conmttee; information
from the International Al aska Highway Pipeline Conmttee,
including a mssion statement and principles; and a registration
packet and rel ated backup materials.]

CHAIl RMVAN TORGERSON informed nenbers that the charge for the
commttee's portion of the conference had been settled on three

days before. Invitations for one panel had been extended to the
chai rman of Canada's National Energy Board (NEB) and to Patrick
Henry Wod 111, Chairman, Federal Energy Regul atory Conm ssion

(FERC) . Also invited were the Regulatory Comm ssion of Al aska
(RCA) and the equivalent provincial and territorial regulatory
agencies fromBritish Colunbia, Al berta, and Yukon Territory.
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CHAI RVAN TORGERSON noted that the focus would be on NAFTA [North

Anerican Free Trade Agreenent] issues, including cross-border
contractors' going back and forth and what kind of problens that
could entail; he said at |east one NAFTA attorney has confirned
thus far. In addition, the wuniversity is to speak about
training and any reciprocity agreenent that mght be entered
into for cross-border training. Furthernore, a panel of the
"mnisters and comm ssioners of labor” will discuss other |abor-

rel ated i ssues.

CHAl RMAN TORGERSON advi sed nenbers of the intention to hold the
foregoing discussions on June 12, although he indicated a
possibility of extending into June 13 if necessary. He said
[the conference] is cosponsored by the international comittee
he'd established [the International Al aska H ghway Pipeline
Commttee], which includes nenbers from British Col unbia,
Al berta, and Yukon Territory. In addition, there wll be
representatives fromthe Northwest Territories, including people
from its wuniversity, although it has no nenbers on the
i nternational conmmttee.

CHAI RVAN TORGERSON noted that the show will be large, but wth
no registration fee because nost of the noney will be nmade from
the trade show itself. There will be a reception for the
i nternational group, which he indicated the show is paying for.

Number 0236

CHAI RVAN TORGERSON advi sed nenbers that he nost |ikely woul dn't
call a neeting of the Joint Commttee on Natural Gas Pipelines
at the show, but encouraged as nany nenbers as possible to
participate. He noted that a booth has been rented and said the

Division of QI & Gas wll hand out pronotional | ease
information in order to foster interest from conpanies; in
addition, the booth will be available to any Al askan busi nesses,

25-30 of which have shown interest so far in sending a
representative. Details are pending, with few people confirned.
Chai rman Torgerson concluded by indicating the process had just
begun, with invitations already extended to many peopl e.

UPDATE ON FEDERAL LEGQ SLATION:  PATRI CK COUGHLI N

Number 0325

CHAl RMAN TORGERSON announced the next order of business, an
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update on federal legislation currently before Congress. He
introduced Patrick Coughlin, a consultant to the Senate
Resources Comm ttee, by saying he has been invaluable in working
wth the attorney hired in Washington, D.C, regarding federal
i ssues. He then explained that the starting point was the
princi ples adopted by the current commttee. "We got a lot of
those in the bill,"” he said. "A lot of the |language in the bill
was ours. So we did relatively good work there - not w nning
every issue, but com ng close.”

Number 0371

PATRI CK COUGHLIN, Special Consultant to the Senate Resources
Commttee, Alaska State Legislature, inforned nenbers that he
woul d go through the federal Alaska Natural Gas Pipeline Act of
2002 ("the Act"), which is part of the national Energy Policy
Act of 2002 being debated by the U'S. Senate now, and would
conpare it wth recommendati ons nmade by the current commttee.

MR, COUGHLIN noted that during February and early March, many
amendnents were nmade to the Act, and there were suggested and
runored anendnents as well. Tracki ng what was going on was
difficult, he said, but was helped by Karol Newran, a |awer
retained by the legislature in Washington, D.C. He noted that
Chai rman Torgerson had spent many hours talking with U S
Senat or Frank Murkowski's staff, other |egislative staff, and
"our attorneys in D.C." to keep abreast of what was happening
t here.

Number 0453

MR. COUGHLIN reported that the nost recent version of the Act
was proposed as a bipartisan anmendnent on March 21 by U S.
Senators Miurkowski and Bi ngaman. He rem nded nenbers that the
first proposal put forth by the Joint Commttee on Natural Gas
Pi pelines, on Septenber 19, 2001, was a provision to ban the
"over-the-top" route; that is currently in the [US.] Senate
version of the Act. Under the next proposed anmendnent, any
certificate FERC would issue for the project "shall"™ require
that access be granted for the state's royalty share of its gas;
the current version of the Act, by contrast, says it "nmay" be
provided, and only if it doesn't increase existing shippers'
costs. M. Coughlin noted that it is a little weaker in
protecting the state's rights than the current provision in
ANGTA [the federal Alaska Natural Gas Transportation Act of
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1976], which says "shall".

MR. COUGHLIN highlighted other provisions in the Act dealing
wth state access. For exanple, the applicant for a certificate
to build the pipeline nust conduct a study of in-state needs and
present it to FERC, the study nust include a description of
potential tie-in points wthin Al aska. Al so regardi ng access,
the current conmttee has requested that RCA and FERC jointly
set rates for the in-state portion of the transportation; by
contrast, the Act allows FERC to set the rate by itself, but
FERC must consult with the state before doing so.

Number 0595

MR COUGHLIN turned attention to issues regarding "explorer
access" for oil and gas conpanies. These explorers are
conpanies that have lease rights on the North Slope and that
currently are either exploring or planning to explore for gas;
they would have no ownership interest in the pipeline. M.
Coughlin rem nded nenbers that this commttee has requested an
open-season provision that would allow the explorers to at |east
bid in a consistent or fair mnner. Under the requested
provi sion, FERC would establish regulations to govern an open
season; FERC woul d consider effective conpetition in determ ning
how to conduct the open season - in other words, it would set up
an open season such that it would continue conpetition in the
oil and gas industry in Al aska; and for any open season beyond
the wvery first one, the procedures would nmaximze the

opportunity to ship gas from oil and gas wunits other than
Prudhoe Bay or Point Thonson, which are held by the current
producers. The Act <contains that type of provision, M.

Coughl i n reported.
Nunber 0677

MR. COUGHLIN rem nded nenbers of this commttee's request that
FERC have authority to expand the pipeline under certain
circunstances; he said the Act currently grants that expansion
authority, although it requires FERC to make nore findings than
r equest ed. Wth regard to the request that the explorers only
would pay for conditioning services they use, however, that
provi sion was not adopted and isn't currently in the Act.

MR, COUGHLIN noted this commttee's request that the term
"Al aska North Sl ope gas" be expanded to include gas resources in
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the so-called foothills area of the state and as far south as
Nenana; he explained that there is a potential gas basin in
Nenana that mght benefit if the pipeline goes south and goes
through there; that provision was adopted by the [U S.] Senate.
M. Coughlin pointed out that one of the three purposes of the
Act is to establish a process for providing access to such
transportation projects "in order to pronote conpetition and
expl oration, devel opment, and production of Al aska natural gas."

Nunmber 0805

MR, COUGHLI N rem nded nmenbers that this commttee has wanted to
ensure that supporting this "producers' enabling |egislation”
doesn't hinder "those that had ANGIA rights.” Ther ef or e,
provi si ons have been requested to reaffirm ANGTA and allow it to
be noderni zed; those provisions have been adopted as part of the
Act . Furthernore, he said, the current conmittee was concerned
about the Yukon Pacific Corporation (YPC) project and had
specifically requested a provision to protect the presidential
wai ver granted for the YPC project; that al so has been adopted.

MR. COUGHLIN said the other request relating to ANGTA "fell by
the wayside when the 'foothills group' decided that they

woul d no |onger oppose the producers' |legislation.” He added,
"W did request them but |I'm not sure that they're relevant
anynore."

Number 0830

MR, COUGHLIN turned attention to requests relating to Al askan
jobs. He noted this commttee's request for a provision calling
for approval of a project |abor agreenent "in the sense of the
Senate provision"; he reported that the U S. Senate has said it
urges the sponsors of the project to agree to a project |abor

agreenent."” He noted that Congress didn't grant a preference to
Al askan workers, but passed several provisions to enhance
opportunities for Alaskan enployees and contractors. \V/ g

Coughlin said those include the foll ow ng:

The Secretary of Labor is required to prepare a report
setting forth a program to train Al aska residents in
the skills and crafts required to design, construct,
and operate a pipeline, to enhance enploynent and
contracting opportunities for Al aska residents. The
report should recomend needed changes to laws or
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regul ations that act as a deterrent to hiring Al askans
or contracting wth Al askans. And the Secretary of
Labor nust establish, within one year after preparing
the report, training centers within Alaska to train

Al askans in the skills necessary. ... And $20
mllion is appropriated to the Secretary to carry out
the purposes of this particular provision.

Nunmber 0906

MR, COUGHLI N addressed financing proposals. He rem nded nenbers
that this commttee has recomended opposition to any incentives
for foreign LNG production that is being brought into the United
States; the Act currently provides for none. In addition, this
commttee has supported having an accel erated-depreciation
provi sion; although one was adopted, it was for ten years,
rat her than seven. That di sagreenent between the [U.S.] House
and Senate versions of the bill likely will be taken up in a
conference conmittee if the Senate passes the Act, he noted.
Furthernore, this commttee has supported a provision to reduce
price risk uncertainty so long as state finances aren't harned
by such a provision; that provision is being worked on
currently. He said he expected to see an anendnent to that
effect the com ng Friday.

MR. COUGHLI N concluded by offering his understanding that if
there is a conference [conmittee] between the [U. S.] Senate and
the House on the energy bill, Chairman Torgerson plans to work
Wi th such a conmttee to try to change sone of the provisions in
the pipeline Act portion to further benefit Al askan citizens.

Number 0995

REPRESENTATI VE PORTER referred to M. Coughlin's nention that
[under the Act] FERC is required to consult with the state,
rat her than having RCA participate. He asked whether the Act
says who in the state is supposed to be consulted.

MR, COUGHLIN answered no, specifying that it just says "the
state".

REPRESENTATI VE PORTER asked what the state would do if there

were no guaranteed access for royalty gas. Wuld the state have
to stand in line at the open season, |ike everybody el se?
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MR, COUGHLIN answered that it 1is unclear. Li ke any other
entity, the state would have the right to petition FERC, as |ong
as the state could show that the gas could be taken off wthout
harm ng other shippers, and would pay that cost, it could get
access. He added, "As | understand it, wunder the current
version, there's no special protection for the state as was
contenpl ated i n ANGTA. "

Nunber 1057

CHAI RVAN TORGERSON expl ained, "Clearly, we have in our |eases
that the producers have to ship our royalty gas, ... whatever
our percent is. So the confusion conmes from future discoveries
where we have royalty gas, where it would require an expansion

of the line or less producer gas shipped down the line, to
accommodate our royalty.” He reiterated that he is stil
working on it and that there will be a conference commttee [if

it passes the U S. Senate]. He thanked M. Coughlin.

| NTRODUCTI ON OF SB 360 - "ALASKA NATURAL GAS PROJECT ACT"

[ This was not a schedul ed hearing, but an explanation before the
Joint Conmttee on Natural Gas Pipelines.]

Number 1098

CHAI RMAN TORGERSON announced the next order of business, an
explanation of SB 360, which was introduced that day by the
Senate Resources Committee. As chairman of that commttee as
wel |, he explained the intention behind the |egislation.

CHAI RVAN TORGERSON expressed hope that SB 360 will becone a
vehicle for "passage of any of the work that we're currently

doi ng." He said it acconplishes a l|lot of necessary things.
First, it recognizes that there won't be a project built this
year. There isn't a ot of work that the |egislature needs to
do this year, he explained. However, there has been a public

expectation that sonmething would happen, such as passage of
| egislation to provide incentives or help spur the project.
"lI've said, fromday one, that | would not |eave ny negotiations
with an incentive," he said. "I still believe that, that we
shouldn't wuntil all the details are laid on the table of what
we' re doi ng, what the project economcs are.”

CHAI RVAN TORGERSON noted that the tinmeline for receiving the
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project econom cs has continued to slide backwards, w th nothing
received;, he said he isn't sure that information wll be
received this session, but believes it is inportant to at |east
put the paraneters together that would direct the adm nistration
to start negotiations, for exanple, with nmunicipalities on sone
of their 1issues. In sone cases, he noted, it wll cone back to
the |l egislature for approval later.

Nunber 1194

CHAI RVAN TORGERSON hi ghl i ghted provisions of SB 360. It allows
the project to be phased under the Al aska Right-of-Wy Leasing

Act . It gives all agencies the full cooperation of the
Department of Natural Resources (DNR) conm ssioner, "nore or
|l ess,” for expedited permtting. It allows the governor, if
he/ she finds provisions of the law that inpede the project, to
propose a waiver. Furt her nor e, any decisions by the
conmm ssioner or other agencies shall be subject to |imted
judicial review. He remarked, "These are all part of ANGTA that
we wanted to have part of our laws." It also says that any

judicial action brought nmust be done within 60 days, he noted.

CHAl RMVAN TORGERSON continued, noting that SB 360 allows the
commi ssi oner of the Departnment of Revenue to start negotiations
with | ocal governments on property tax "after they are sure that

the project 1is not economcally feasible, and then the
comm ssioner wll put together a ... [socioecononmc] report on
the inpacts of l|ocal governnents, and then ... he may recomend
to us whether to waive it all, reduce it, defer it, or whatever;
and that would require legislative approval after that work is
done."” The bill also directs the conmm ssioner of DNR to waive,
reduce, or defer all or part of the royalty paynents on the
project; again, this takes legislative approval, he told

menbers, upon discovery that the project is not economcally
feasi ble wi thout taking such action. Furthernore, it allows the
Al aska Railroad Corporation (ARRC) to issue tax-exenpt bonds for
t he project.

CHAI RVAN TORGERSON nenti oned the conm ssioners of the respective
agencies and noted that wunder SB 360, conpanies nust agree,
before receiving any benefits, to train and hire Al askans and
use Al askan businesses in the construction and operation of the
project, consistent with constitutional provisions. They al so
must conplete a study on in-state denmand and submit a plan that
must be approved by RCA, conplete a study on natural gas
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resources in northern Alaska; and submt a plan that nust be
approved by RCA to maximze access to the project so that
conpetition for Alaskan oil and gas can be pronoted.
Furthernore, they nust update the studies after ten years, and
they nmust agree to the provisions in the right-of-way |ease
[providing] for in-state use of gas and expansion of the
proj ect.

Nunber 1329

CHAl RMAN TORGERSON characterized SB 360 as a carrot-and-stick
approach intended to bring everybody to the table. He noted
that it would be heard [by the Senate Resources Comittee] on
Monday [4/15/02], when the conm ssioners and so forth, along
with the oil conpanies, if ready, would testify by invitation
only; he expressed the hope of noving it from comrttee at the
following hearing so it could go to the Senate Finance Conmttee
for debate. Again suggesting that SB 360 is the vehicle to use,
he acknow edged that it is mpjor legislation to get through the
process in the tinme renmaining. He concl uded the discussion of
SB 360 by encouraging nenbers of the Joint Conmttee on Natural
Gas Pipelines to read it and provide any suggesti ons.

ECONOM C MODELS OF PI PELI NE PRAQJECTS: DR DOUG REYNCOLDS

CHAI RVAN TORGERSON announced the final order of business, a
presentation by Dr. Douglas B. Reynolds, whose Fairbanks-based
economc firmwas hired by the commttee in February through the
work of the Legislative Council. He nentioned the series of
nodel s that have been reviewed and the frustration from not
having figures from the producers. He explained that there had
been a need to narrow it to a few nodels, rather than having so
many vari ations. Therefore, a couple of weeks ago he'd asked
Dr. Reynolds to have economists from the Departnent of Natural
Resources (DNR) and the Departnent of Revenue neet along with
Bonni e [ Robson] of [the Division of] Gl and Gas.

CHAI RVAN TORGERSON indicated that the handout provided to the
commttee, which duplicates Dr. Reynolds' slide presentation, is

the product of that discussion. Indicating there wasn't
agreenent on every point, he said Dr. Reynolds would highlight
the parts for which there is insufficient data. He al so noted

that extensive work had been done with Yukon Pacific Corporation
(YPC) on its nodel, as well as with the [Al aska Gasline] Port
Aut hority, which had provided a |ot of data and information. |In
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addition, there has been input from Canada. "They kind of took
the best of all inputs,” he added, turning the presentation over
to Dr. Reynol ds.

Number 1501

DOUGLAS B. REYNOLDS, Ph. D., Nor t her n Econom ¢ Resear ch
Associ ates (NERA), cane forward, noting that he is a professor
of economcs at the University of Alaska Fairbanks (UAF) and is
working as a consultant for the legislature along with Dr.
Robert R Logan and Dr. H Charlie Sparks of UAF. He introduced
his assistant, M chael Backus, noting that he is an Al aska
Schol ar. El aborating on the slide presentation, Dr. Reynolds
tol d nmenbers:

Building a nodel has been really conplicated, because
what we're trying to do is conpare three different
types of nodels. And there's a lot of ... issues
i nvol ved. Before we started, we |ooked at a |arge
nunber of other nodels. W |ooked at Canadi an nodel s,
Canbridge Energy Research Associates nodels, YPC, and
many others, and also the Departnment of Revenue,
Departnent of Natural Resources, and worked with their
econonmi sts. W had updates with Senator Torgerson and
Patrick Coughlin. And ... we finally cane down to ...
the three major nodels, because you can always change
things - and we can change things ... in our basic
nodel - but we had to narrow it down to three basic
nodels to | ook at.

Number 1581

DR. REYNOLDS presented a slide [page 3 of the handout] that
called rate of return (ROR) "a cash flow concept.” Noting that
this is a general concept with many variations, he said it would
be used to conpare the projects. He paraphrased from the slide
from page 4 of the handout, which provided the follow ng
information: ROR is |like interest from a bank; higher ROR neans
a better investnment and nore profit; if RORis low, then firns
choose alternative investnents; and producers want to sell gas
to high-ROR projects. He said producers will want to sell their
gas to the best project out of all possible projects, and
usually will want a higher rate of return.

Nunber 1629
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DR. REYNOLDS turned attention to the first issue that can affect
ROR, which is leveraging [page 5 of the handout]. He expl ai ned
that nost conpanies start with 100 percent equity to conpare

projects, but then nmay do sone |everaging - sone debt, sone
equity - once they actually do the project. He added, "And then
when you do the leveraging you'll have to weight-average what

your whole return is."”

DR. REYNOLDS turned to the second issue, natural gas |iquids
(NG.s) [page 6 of the handout]. He said:

Now, NG.s are already used for mscible injectants on

the Slope for producing nore oil. And the heavier NG.s
can ... already be shipped down TAPS [ Trans-Al aska
Pipeline System ... because they're heavy enough to
get into the ... pipeline, and they can be sold. The

lighter NG.s would go through the pipeline with the
met hane - which is the usual gas for natural gas - and
then be stripped out at the end of the pipeline. The
NGLs are nore val uable. So, obviously, if you sell
nore NGs, you're going to nake nore noney. So that's
a bigissue in a lot of these different projects. And

if you sell nore, you'll get a higher rate of return.

However, one of the last things | should say is that
it's questionable how nuch these NGLs are sustainable
In other words, ... if you start taking a |lot of NGs,

especially propane, the anount of propane's going to
start to decline over tinme. And so, sone of the nodels
... that we've |ooked at have very high propane |evels
that they're trying to extract and use, and those high
| evel s cannot be sustained for ... a long tinme. So it
woul d i npact their nodels.

Number 1710

DR. REYNOLDS turned to the third issue, economes of scale
[ page 7]. He enphasized the inportance of this big factor in
terms of costs, as brought up by the port authority, since for a
| ar ger-di aneter pipeline, costs per bcf [billion cubic feet] wll
be | owered. Wth regard to liquefied gas (LN, however, he
sai d:

As far as LNG - liquefied natural gas - plants, you
will usually build one plant, and then, when that's at
capacity, you'll build another plant, and you' re not

going to get a lot of economes of scale, especially
for the larger Al askan projects, because they have to

build these LNG plants all at one tine. They can't
build one and then build another and then another,
which is what is usually done. In order to make the
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econom es of these projects work, they ... basically
have to build themall at one tinme. O course, if you
get | ower costs, you increase your rate of return.

Nunber 1752

DR. REYNCLDS addressed a graph | abel ed "Econom es of Scal e" [ page
8] that he described as an exanple of how economies of scale
work. As the bcf output increases, he noted, costs per bcf for
[LNG plants and tankers won't decline, but costs for the
pipeline will.

DR. REYNCLDS di scussed a di agram | abel ed "Typi cal Y Line Concept"”
[ page 9]. He asked that nenbers not focus on the nunbers, but
focus instead on the big circle on the |ower right-hand side,
which read, "Total cost of Valdez LNG line: $7.2 billion."™ He
reported that in this particular nodel, that $7.2 billion is for
the 2 bcf going fromDelta Junction to Japan. It takes 4 [bcf a
day], with a split after Delta Junction that provides 2 bcf to
Japan, at a cost of $7.2 billion, and 2 [bcf] to Alberta. There
are economes of scale fromthe North Slope to Delta Junction, he
added.

DR. REYNOLDS addressed a diagram | abeled "Typical ALCAN Route"

[ page 10]. If all 4 bcf [a day] went to Al berta, he noted, the
cost of getting that extra 2 bcf to market in Al berta would be
$3.2 billion, less than half [of the cost to Japan], because the

pi peline would be made larger from the planning stages onward.
That will be a big factor for the rate of return.

Nunmber 1853

DR. REYNOLDS turned attention to the fourth issue, the price of
the product [pages 11-12]. He noted that there are two
different markets: the Pacific Rimand North America. Although
potentially there is "20 new mllion tons of LNG per year demand
in the Pacific Rm" there is a lot of supply, especially from
the Mddle East; he cited Iran, Saudi Arabia, and Qatar as being
on or close to the shoreline, so that a large pipeline isn't

needed. He also nentioned Indonesia, Australia, and Russia.
Dr. Reynolds said the only way to outconpete those is to have a
| ower price. The problem with the nodels or projects wth

Al askan LNG is the need to sell a lot of LNG once the pipeline
is finished; it needs to be sold all at one tine, which is a |ot

for that particular market. He added, "You also have to do it
for Alberta, but the percentage of the market is a little |ower
for Al berta than for ... the Pacific Rm" Hi storic prices

cannot be used to determne the price of sale for the Pacific
Rim he added, noting that lower prices reduce the rate of
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return.

DR. REYNOLDS expl ai ned why he believes North America is a better
mar ket . In the North American market, demand is increasing at
about 2 percent [a year]. One advantage Alaska wll have is
that the md-continent supply is close to or on the verge of
being in decline. He nentioned onshore natural gas supplies and
then said LNG inports are "difficult to do into the US."
because of difficulties with permts or high expense, and they

take time. He said there probably will be 1 or 2 new bcf a day
of demand in the U'S. every year, "and so prices in the US
could ... be a lot higher." Indicating Alaska's primry

conpetition would be Texas, he said:

Texas has saturated everything they've |ooked for,
everything there, and they're on the verge of decline,
just like in 1970, when their oil production went in
decl i ne. And once it went in decline, it ... went
down pretty fast. And the sane thing s probably going
to happen with their gas supply, and that's where

Alaska wll have a great advantage. So, in ny
opinion, the North American market is a mnuch better
mar ket .

Number 1980

DR. REYNOLDS turned to the fifth issue, risk [page 13]. He told
menbers:

Producers have to guarantee a "ship or pay" contract.
It really doesn't nmatter who owns the pipeline.
They're going to take the risk; they have to guarantee
t he contract.

Anot her part of the risk is that this is a very l|arge
... project. Not many projects have been done that are
this large. ... Really, the only conparable projects
are the TAPS oil pipeline and the natural gas pipeline
... built in the Soviet Union to Western Europe back in
the '80s. But both of those projects had better )
econom cs than this project. For exanple, the oil
pi peline had tremendous revenue potential conpared to
the costs; even though the costs were high and they
coul d have been higher, you' d still nake noney on ...
that oil pipeline. On the Soviet ... gas pipeline,
they had nuch |ower costs conmpared to Wstern Europe
because in the '80s the Soviet Union had a closed
market; its ruble was nonconvertible, and so, in
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essence, they had nuch lower costs ... than what was
avai lable for their revenues ... in Wstern Europe.

This [Alaska] gas pipeline has huge costs, and the
revenues are just on the verge of making or breaking

the economcs of building that. And so it's a much
... tighter fit between revenue and costs than either
of those large pipelines. So you have a large
pi pel i ne. It has to be all or nothing: you either
build it or you don't. And you have to sell that gas
once it's built or you're not going to nake nobney, so
you have to sell it right from the start. And t hat
makes it ... a pretty risky affair. ... If you have a
lot of risk, then you have to have a higher rate of
return to conpensate for that risk.

Nunber 2062

DR. REYNOLDS addressed the sixth issue, federal tax exenptions
[ pages 14-15 of the handout]. Mentioning tax-free [bond
financi ng] proposed for the Al aska Railroad Corporation (ARRC)
he said tax-free bond financing could |ower the financing costs
and help the rate of return sonmewhat. However, a tariff incone-
tax exenption "may or may not really help.” For exanple, one
idea for a port authority or other authority would be having an
i ncome-tax exenption to |ower costs. But the problem is that
there needs to be a way to hand that value over to the producers,
who otherwise don't Dbenefit. Al though that mght not be
inportant to the State of Al aska, he suggested, it probably is
inportant with regard to the desire to do "one or another
project.” He said it isn't possible to hand over a tax benefit
to the producers without its being taxed in sonme way; if it is
handed to the producers as a fee or a higher wellhead [price],
then it will be taxed.

Nunber 2119

DR. REYNOLDS turned to the seventh issue, in-state denand
[ page 16]. Noting that in-state demand obviously is inportant to
the State of Alaska, he said one problem is when it wll be
needed. He expl ai ned:

W have Kenai gas right now, and eventually sonetine
it's ... going to run out, and so ... the state is
going to want sone gas fromthe North Slope. Wll, if
you build a pipeline with sone extra capacity for that
i n-state demand, you have to pay [for it]. And if it's
not used right away, then you have a lot of cost that
is not productive; it's |Iike nonperform ng assets. And
that's going to lower the rate of return for the entire
project. So either sonebody has to pay for that extra
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capacity or it has to be used right away. And si nce
right now the Kenai does have gas reserves for at |east

... five or ten years, then ... it mght potentially
sit idle.

According to the Departnent of ... Natural Resources,
they had a ... demand scenario, and ... by maybe 2020,

i f Kenai gas does decline, the in-state demand coul d be

1 bcf per day. And the nornmal project for this gas
line is somewhere around 4 bcf per day. So you're
tal ki ng about an extra bcf. You either have to take it
out of that capacity - which would nean there's a ...
|l ot of pipeline ... going to Alberta that's not being
used, and so you're not paying for that asset - or you
have to build the extra asset and pay for it sonehow.
So that's inportant to renenber.

Nunber 2185

DR. REYNOLDS turned attention to the next slide [page 17 of the
handout], "Producer Nunbers,” which read sinply, "W asked for
but have not vyet received producer study nunbers for their
projects.”

DR. REYNOLDS discussed the next slide [pages 18-19 of the
handout, | abel ed " Approxi mate Mddel Cost Assunptions”]. He said:

After looking at a lot of different ... engineering
reports and estinmations, we cone out wth about
$140,000 per inch mle, less in Canada. This includes
the pipe and conpressor and installation. You can
separate these costs, but when you put them back
t oget her again, you get roughly 140,000 [dollars], give
or take - obviously, it's only an estinate. Now,

for exanple, if we have a ... 4-bcf project, you m ght
need a 46-inch pipe. One mle of that would cost $6.4
mllion. You just nultiply ... 46 times ... $140, 000
tines one mle. ... So if you had a thousand-mle

pi peline, that's $6.4 billion.

DR. REYNOLDS offered the follow ng estinates: for conditioning
pl ants, roughly $600 million per bcf plus sone fixed costs; for
LNG plants, roughly $1.6 billion per bcf; and for LNG tankers,
approximately $170 [listed as $175 on the handout] mllion per
ship, with about three ships needed per bcf. He alluded to the
follow ng statenent on page 19: "There are sonme gas | osses
during gas shipping which reduces revenues." He remarked that
these were just the rough nunbers used in the nodel.

Nunber 2252
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DR. REYNOLDS di scussed the final nodel [page 20 of the handout],
noting that for conparing the different projects, the sane cost
structure and "rate of return” concept was used for all.
However, there will be a higher amount of NG.s sold for smaller
projects than for bigger ones, and it is tough to conpare them
for these different projects. He indicated that after talking to
a lot of people to try to figure out the best way to conpare
them he believes this is the best conpari son possible.

[Dr. Reynolds continued his slide presentation, discussing the
unnunbered three pages of nodels found at the back of the

handout . At the top of weach page it said "30 Years of
Production” and l|listed the followng categories from left to
right: Capital Cost (mllions) (2002%), bcf/day, Return on

Equity, Return to Project, Wllhead, State Revenue (mllions)
(2002%), Federal Revenue (mllions) 2002%), Canadian Revenue
(mllions) (2002%), and Undi scounted Profit (mllions) (2002%).]

Nunber 2292

DR. REYNOLDS noted that the first set of nunbers relates to YPC
He pointed out that the "Return to Project"” category should be
"Return to Earnings." Including tax exenptions and so forth, he
said [YPC] would get about 14.8 percent, whereas [the state]
woul d get about 13.21 percent. Mre inportant, he said, is that
on the basic nodel, "our 1.5 nodel" [l abeled "NERA LNG 1.5 on the
handout], at 100 percent equity, uses the sanme kinds of inputs as
for the next nodels, and shows about a 12 percent rate of return.
He said there are simlar costs for the NERA nodel versus the
YPC, but that YPC s uses a higher price in Japan. He expl ai ned
that the gas mnmust be sold wthin a year of the end of
construction; otherwise, noney is lost quickly and the rate of
return starts going down. To do that, he suggested, there nust
be a little lower price. He said YPC deals with that issue [in
its nodel] by selling sonme to Japan and sone to California; the
second price is a California price. By contrast, Dr. Reynolds

said, "W just ... sell it all to Japan at one price, so it's
kind of a nedium ground for that. They also sell sone to
Al aska." He said the "outputs" are fairly cl ose.

TAPE 02-6, SIDE B
Nunber 2352

DR. REYNOLDS turned to the next slide [the second page of the
nodel s] . He noted that the port authority nodel [for a "Y-Line
6"] is a huge, 6-bcf project, although the producers also
envi sion having 6 bcf going to the Lower 48; therefore, he said,
it isn't out of the question. He pointed out that the port
authority's capital costs are only for Alaska, so it's hard to
conpare them exactly because the [NERA] nodel includes all the
Canadi an costs. He expl ai ned:
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They don't have a rate of return because ... they have
theirs 100 percent debt financed, which is hard to

conpare. In order to get close to their nodel, we put
85/15 ... debt/equity. And we get maybe ... a higher
wel | head [price]. And as far as state revenues are
concerned, ... in order to get what they got, we had to

put it at a 7.3 percent net present value, and we get a
little bit |lower than what they got. Wen you put it
on a 100-percent-equity basis, we get a rate of return
of 4.31 percent; that's conpared to about a 12 percent
for the YPC project.

| know this whole thing is conplicated, but what you
m ght want to look at is this "ALCAN marginal" [listed
under "NERA Y-LINE 6"] and what that is saying is, what
if, instead of having a 6 bcf where 3 goes one way and
3 goes the other way, let's put the 3 to the LNG in
with the 3 to Alberta and nmeke it a total 6 [bcf]
project, and what's the margi nal benefit for those 3
bcf that went to the LNG? And we would get a higher
return on that. Now, that's assum ng that prices don't
change in the Lower 48, ... which could be the case.
Anyways, the total 6, if we just did an ALCAN 6 [shown
on handout], we would get sonething on the order of
al nost 17 percent rate of return. And ... the costs
are pretty simlar, only they don't have the Canadi an
costs, so we had to put those in. They think they can
get a $3.35 price in Japan; we say $3.10.

Number 2259
DR. REYNCLDS conti nued conpari ng nodel s:

The port authority used to say that they could get a
$3. 10, and then recently - because of violence in the
M ddl e East and so on - they think they can probably
get a higher price, which may be true, but if ... you
get a 20-year contract with a Ilittle higher price
because there's violence in the Mddle East, what
you're saying is that you think there's a lot of risk

involved with not getting ... gas fromthe Mddl e East.
If you're saying you can't get the gas, you m ght not
be able to get the oil. And if you can't get the oil

the price of oil and gas is just going to go sky high
And then you get a high price in the Lower 48 too - a
much hi gher price.

So I"'mreluctant to go with the $3.35; | would go with

$3.10, and even that's going to be ... hard to sell.
I"'mthinking I'"m giving the benefit of the doubt;
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they mght argue it's just my opinion |I'm giving the
benefit of the doubt to give a $3.10 price. It could
be lower because ... that's a very high nunber, 14
mllion tons per year, when we only expect maybe 10
[extra] mllion tons in the next 10 years to be needed.

So they're going to have to sell a lot of gas; they're
going to sell it to China, Korea, and so on, and China
could be a problem In their basic nodel, they're
selling 14; in our basic nodel, we're selling upwards
of 18. They're selling a lot of propane; we cut down
t hose nunbers because we don't think ... their nunbers
are sustai nabl e. W do give a lot of ethane - this
"NA." is the ethane - which nmay or may not be possible.
And then they sell a lot of pentane, which we believe
the producers would just take for thenselves, because
it's not hard to take out ... the pentane. It's the
heavier NGs. ... It doesn't really nake too nuch
difference on the rate of return, but for their project
it ... probably nmakes a lot of difference. Anyways,
the nunber to renmenber is 14.31 percent rate of return

Nunber 2114

DR. REYNOLDS addressed the final slide [last page of nodels in
the handout], calling it a "basic ALCAN 4." He said the nunbers
are fromthe producers' mdsumer report |ast year, and that the
$13 billion includes Point Thonson's devel opnent, which wasn't
included in the ["NERA ALCAN 4"] nodel in order to get close to
[the producers'] nunbers. He explained, "If we tried to get as
close to what they are doing as possible, we get ... alnost [a]
15.5 percent return.”

DR. REYNOLDS told nenbers, "There's been a | ot of confusion about
the state and federal revenues. These nunbers are not adjusted
for inflation, whereas we always adjust for inflation." He said
although it wmy be commobn practice elsewhere not to use
inflation-adjusted nunbers, he wouldn't feel confortable doing
that. He then explained that the base nodel ["NERA ALCAN 4"] was
made to conpare with the other nodels; he pointed out the 100
percent equity and over-15-percent rate of return. He added, "W

have very simlar costs, very simlar prices, and ... |'m not
sure if we have exactly all their nunbers on propane and such
and they may or nmay not sell ethane.” He then said:

If this is a conparison with the other projects on ...
an equal footing where propane and et hane are sold, and
C in sone sort of proportion - not exactly
proportional to the size of the project, but in sone
sort of conparable basis - then the "ALCAN 4" [has] got
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the better nunbers. It's got a 15.5; the ... port
authority had about a 14.5; and the YPC had about ... a
12 percent. So, in a conparison basis, wth al
simlar costs - simlar way of adjusting for NGs and
so on - the ALCAN 4 is about the best way.

Nunmber 2060

CHAI RVAN TORGERSON inquired about the loss of oil [in the
calculations relating to gas].

DR. REYNCOLDS answer ed:

W did not include the loss of oil. W are going ...
to try and include that right now W had it included
previously, and it was very conplicated to put in
because this is already a conplicated nodel. W' re
trying to nodel three different scenarios; actually, we
have many scenarios we could do, but we're trying to
focus on the three scenarios. And the problemw th the

oil loss is, you'll have a snmall project versus a |arge
project, and you'll probably have |ow |osses, |arge
| osses, but it's not going to be proportional.

And a lot of the oil losses tend to happen later on in
the years, and so ... the effect on the rate of return

was very mninmal; so we decided to take it out, and
we' re thinking about putting it in - we're starting to
try and put it in again. But | don't think it's going
to make nuch difference, especially on the conparison

of these. And | also believe that they're going to
mtigate those losses, and it's just a matter of how

much cost to mtigate them- nore than the ... val ue of
the lost oil is the cost to mtigate, and, again, then
I'd have to have nunbers from the producers on those
costs.
Nunber 2010
CHAl RMAN TORGERSON asked, "Just to be fair, because you said the
YPC has the lowest rate of return, ... isn't it because the port
authority has a higher volunme - isn't that the primary reason?"

DR. REYNCOLDS answer ed:

To be fair with the port authority, there's a coupl e of
things that you should be fair about with them Nunber

one, ... we're ... doing |arger anobunts of propane and
ethane, and ... how nuch propane and ethane is
sustainable is a big issue; it's not been resolved, or
it's not officially resolved, and from what | hear,

JT NATURAL GAS PI PELI NES CMIE - 20- April 10, 2002



it's not even resolved between the different producers.
So to be fair, theirs probably has a better chance ...
of sustaining the levels of propane and et hane.

The other thing is, because they have a smaller
project, they probably have |ess risk. A smaller
project is a little less risky than a larger project.
And, to be fair, even if they get a lower rate of
return, they probably would have a lower hurdle rate,
and, therefore, have possibly a little bit better
chance of succeedi ng.

Nunber 1964

CHAl RMVAN TORGERSON turned attention to the interactive nodel [a
conput er program whereby scenarios can be plugged in to produce
rel evant nunbers that are shown on the slide screen].

DR. REYNCLDS, using "the basic 4-bcf ALCAN," plugged in property-
tax incentives, using the assunption that during the construction
period of about four years, and for ten years afterwards, there
woul d be no property tax. He pointed out that there would be a
higher rate of return; whereas it had been 15.5, wunder this
scenario it would rise to alnbst 16.5. He suggested the need to
| ook at the rate of return, not the wellhead [price], because
there are differences of opinion on how the well head will work.

DR. REYNOLDS then plugged in nunbers [relating to bond financing
through the ARRC]. Using 70/30 debt/equity, he said it will be a
little nore conplicated "than what we have" because there are

many different tax inplications. "Roughly, you get alnost a half
percent better rate of return ... on a railroad financing," he
sai d.

[ There were ot her nunbers plugged in, but the discussion on tape
wasn't clear wi thout seeing the slide screen.]

DR. REYNOLDS remarked that the producers never do a conparison
with debt/equity; rather, they go with 100 percent equity. I n
response to Chairman Torgerson, he said that if there is 100
percent equity, the railroad bond cannot be shown [in the
interactive nodel]; the only way to showthat is if there is sone

debt . He offered to show it with the property-tax incentive.
Plugging in nunbers, he said, "W're at about a 15 percent rate
of return with 100 percent equity." He plugged in further

nunbers and then said, "On an equity basis, which is what they
would normally do, you'd get at least a half percent better.
And, again, that could be the difference, depending on hurdle
rates and so on, between a good project and a bad project,
depending on their risk analysis.”
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Nunmber 1695

DR. REYNOLDS asked his assistant to change the price in Al berta
[in the interactive nodel]. He said:

A 5 percent change in Chicago is about 15 cents - so
put $2.45. And it goes up a half percent. So no
matter how nuch we give to this project, a 5 percent
change in Chicago is probably going to be bigger than
what we can do in Alaska, incentivew se. And a 10
percent change in Chicago is going to be really big.
So, obviously, that price in Chicago - or whatever we
get in Alberta - is going to have a big effect.

CHAIl RMAN TORGERSON asked if there were questions; none were
offered. He thanked Dr. Reynol ds.

ADJ OQURNVENT
There being no further business before the commttee, the Joint

Commttee on Natural Gas Pipelines neeting was adjourned at
4:48 p. m
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