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ACTI ON NARRATI VE

TAPE 01-21, SIDE A

Nunmber 001

CHAI RVAN JOHN TORGERSON cal | ed the Joi nt Senate and House Natura
Gas Pipelines Conmttee neeting to order at 10:00 a.m

MR, JOHN WLLI AMS, Mayor of Kenai, commented briefly, but due to
transm ssion difficulties, his testinony is not audible on the
t ape.

CHAI RVAN TORGERSON recapped the Mayor's coments saying that the
mai n enphasis of the neeting was to spend a substantial anmount of
tinme on the resources in Cook Inlet, existing industry, and other
industry that has |ooked at Cook Inlet to either supply the
resource or build their own industry. He continued:

This is very inportant to this community, since part of
our deliberations is how we can [we] give them gas, if
and when we need gas, to the Southcentral Basin. W've
heard sonme exciting news about discoveries that have been
bylines in the press. W hope to el evate those to guide
us over the next couple of days to see what actually
m ght be there and what we can count on for additional
resour ces.

MR JOHN KATZ, Director, State/Federal Relations and Special
Counsel to Governor Tony Know es, testified:

Let me start by briefly describing the public policy
arena here in ternms of five specific factors.

1. In terns of national energy legislation, | think it is
pretty clear now that we will not see that |egislation on
the Senate fl oor before the Thanksgi ving recess. Majority
Leader, Senator Daschle, has indicated five priorities
for Senate action in the imediate future and energy
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| egislation is not one of them It seens increasingly
i kely, though not certain, that there will be a session
of the Senate of the period between Thanksgiving and
Christmas. If that is the case, it is possible that
energy legislation will be introduced and perhaps brought
to the Senate floor for debate and voti ng.

2. The second factor that | wanted to bring to your
attention is that in a very rare parlianentary nmaneuver
the Majority Leader of the Senate has basically brought
t he devel opnent of energy |egislation under his persona
aegis. In essence, he has instructed the chairnmen of the
various commttees that have jurisdiction over energy
i ssues to make recommendations to him He and his staff
have taken the responsibility for putting those various
provisions into final form for debate on the Senate
floor. In the case of the natural gas pipeline, the
Senate Energy Conmittee has discontinued its markup of
energy | egislation. Those markups began in August. Now
the chairman of the commttee, Senator Binganman, and his
staff are in the process of devel opi ng recommendations to
provide to the majority |eader. W've been told that
their goal is to nmake those recomendations to the
Majority Leader in the form of |egislative |anguage by
this Friday. I'lIl conme back to that later.

3. The third point that | wanted to bring to your
attention is that the Republicans in the Senate have
grown increasingly inpatient with the pace of energy
| egislation in the Senate and at various tines they have
indicated their intention to develop an alternative bill
of their own to bring to the Senate floor. That effort
has not been totally successful so far. It has foundered
perhaps on provisions relating to ethanol and to
el ectrical energy restructuring, not anything that
relates specifically to the natural gas pipeline. Another
possibility in this scenario mght be for the Republicans

to take the House bill, HR 4, and propose that as
amendnents on the Senate floor to other fast noving
| egi sl ative vehicles. As many of you will renenber, HR 4

contains a specific prohibition against the over-the-top
route for the natural gas pipeline and also includes
provi sions, which would authorize oil and gas exploration
and developnent in the Coastal Plain of the Arctic
National WIdlife Refuge.

Anot her factor that | think is quite relevant in this
period is the relationship between the natural gas
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pi peline and ANR, itself. | think it is safe to say that
in the Senate, there's broad bi-partisan support for the
proposition of developing and comrercializing Alaska
North Slope natural gas. There are key questions
concerning the legislation to acconplish that purpose,
but the basic proposition is not in question. However,
there are nenbers of the Senate, including the Majority
Leader, and the Chairman of the Senate Energy Conmittee
who would like in essence to renove ANR from the Senate
debate and substitute in lieu thereof the natural gas
provi sions, perhaps sone provisions relating to tax
incentives for heavy oil, treatnent of stripper wells,
and other provisions relating to oil and gas, but not
ANVWR. The Senate Majority Leader in floor statenents and
in press briefings has indicated his strong support for
the natural gas pipeline as a hydrocarbon alternative
along with other provisions for ANNR He tal ks about the
jobs that would be created with the gas |ine and ot her
advantages to the country. Conversely, there are other
menbers of the Senate who want to make sure that that
| i nkage doesn't occur and the parlianentary scenarios
that they envision would ensure that the gas |ine and
ANWR are considered separately and are both voted on in
t he Senate.

The final factor, which is relevant to the specifics of
the natural gas pipeline is the position of the federal
admnistration. | think it's safe to say that the forma
position of the federal admnistration is to be project
and route neutral and not to propose legislation relating
tothe gas Iine at this tine. | believe that there's al so
a great deference to the political |eadership of Al aska,
t he Congressional delegation, the Governor, the state
| egislature in terns of what we think and how that is
factored in by the President and Vice President. They
al so support the commercialization of North Sl ope natura
gas, but their principle focus, I think is safe to say,
has been on ANVR.

There are, | believe, three pivots in the Senate -
Senat or Mur kowski, Senator Bi nganman, and Senator Daschl e,
as we consider natural gas pipeline legislation. There
are several factors, | think to |look at, as those parties
consider the issue. The first is whether to include the
producers' enabling legislation in the energy bill,
itself. I won't elaborate on that |egislation now unless
you want me to since we've discussed it previously or the
alternative to rely on the ANGTA regine, which was
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enacted and decided in 1976 and 1977 by Congress and the
Presi dent.

Anot her factor of chief determinant is whether the gas
pi peline should be considered within the context of
national energy |egislation or perhaps as free-standing
| egislation. A fourth factor is should that |egislation
be route and project neutral or should it prohibit a
particular route, for exanple, the over-the-top route.
Finally, another very inportant determ nant is whether
there will be tax incentives in the final package in
order to pronote commercialization of North Slope gas
generally or to influence the choice of route by perhaps
providing tax incentives to only one route and not to
others. You ve just heard the chairman's coments on
Senat or Murkowski's work with respect to the gas pipeline
and | would not presune to add very nuch to that
description. Senator Murkowski is clearly |ooking at the
advisability of introducing |legislation and, if so, what
t he conmponents of that |egislation should be, whether it
should rely on the matrix of the enabling |egislation or
inthe alternative on the ANGTA reginme. | think it's best
to |l eave that at that junction pending anything further
from Senat or Murkowski or his staff that they woul d want
to share with the commttee | ater on

The second determnant that | nentioned earlier, is
Senat or Bi nganan. Even though markups are no | onger
occurring on energy legislation in the Senate Energy
Commttee, he and his staff are working very diligently
on several different provisions including provisions
concerning the natural gas pipeline and | believe it is
their goal to nmake their recommendations to the Majority

Leader at the end of this week, if that's at all
possi bl e.
My guess, and it is only a guess, and | may be

contradicted by what actually comes out later, is that
that legislation will rely very heavily on the producers'
enabling legislation and that it will at this juncture
stipulate a particular route. | believe that Chairnman
Bingaman is also very interested in devel oping sone
econom c incentives or tax incentives to commercialize
North Slope gas. | know that he and his staff are | ooking
at a spectrumof possibilities which include accel erated
depreciation on construction; secondly, reducing the
comodity risk by establishing sone sort of floor price
and; third, even the possibility of an investnment tax
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credit, but those matters are not within the jurisdiction
of the Senate Energy Commttee. They are, in fact,
provi nce of the Senate Finance Comm ttee, Senator Baucus

Conmittee. It is by no neans clear at this point whether
there will be any of these tax incentives in the Majority
Leader's final bill and, if so, what provisions they
m ght be.

The third pivot is the Majority Leader. He is pivota
obviously in tw respects. One is wthin broad
paraneters, he will control the Senate floor; he wll
control the timng of Senate consideration. He wll
deci de when to introduce |legislation and then | ater when
the debate will occur. O course, those decisions could
be overridden in various parlianentary ways on the Senate
floor, but it is not usual that that would occur.

The second place where he will be very inportant is on
the substance of natural gas legislation, itself. In
various contexts, he has indicated his strong preference
for the southern route. He has not yet, to ny know edge,
i ndi cated publicly whether he would support the ANGTA
regine or the producers' enabling |legislation, but he is
clearly know edgeabl e on this subject and, as | indicated
earlier, would actually like to substitute the gas |ine
and sone other oil and gas provisions for ANNR He wants
to give a broad deference to his various conmmttee
chairnmen as they fornulate different elements of the
energy package, but he has reserved to hinself sone of
the final decisions on what that package will | ook Iike.
There are other nenbers of the Senate who have expressed
an interest in natural gas legislation, sone for the
enabling |l egislation and some for the ANGTA regine, and
specifically for the southern route and they are part of
the dialogue now with Senator Bingaman and Senator
Daschl e about how this will ultimately proceed.

In terms of the various advocates in the process who are
treating the Senate on the gas pipeline issue | think
you' re going to be hearing fromvarious proponents and so
| wll only briefly for the purpose of this testinony
characterize what | understand to be the position of the
parties as they continue to advocate those positions. The
North Slope natural gas producers have renmined very
strong advocates for their enabling |egislation, which
they allege to be route and project neutral and sinply to
present an alternative to the ANGTA regine. They have
also indicated that that |legislation is absolutely
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crucial in their deliberations about whether to go
forward in the effort to comrercialize North Slope
nat ural gas.

Foothills and sone of the other previous partners in the
Foothills project have indicated their strong preference
for the ANGTA reginme perhaps as anended by sone
| egi sl ative |anguage that they proposed, which would
focus on the environnmental process and confirm the
deci sions made by the executive branch in 1977. They
believe that that l|egislation is the quickest way to
commercialize North Slope gas and to generate jobs and
they also feel that if there's any alternative to that,
t he cal endar may then becone free to adopt an alternative
to the ANGTA regi ne and the international agreenents that
form part of that regine. The State Adm nistration has
continued to advocate the Governor's 10 principles as
described in his testinony to the Senate Energy Committee
in Qctober. W continue to place heavy enphasis on the
ANGTA regine and particularly on the southern route. |
think in those respects our advocacy has been quite
simlar to that of Chairman Torgerson and the principles
that the Joint Commttee has adopted. W've also
enphasi zed the other principles in that package or
policy. Recently, we have felt that for the nost part our
position and the position of the legislature are well
under st ood by nenbers of the Senate and so the Governor
has shifted some of our focus to the comercial world. |
shoul d nention that when the CGovernor was here we net
with many nenbers of the Senate Energy Commttee to
express our support for the pipeline for the southern
route and al so for ANVR W' ve since followed up on that.

In terms of the comrercial situation you will hear in
greater detail fromthe pipeline conpanies, thenselves,
but I think they would tell you that they are on track to
reconstitute their partnership and to deal with the very
important issue of the contingent liability, the $4.2
billion matter that we've discussed previously and that
sonetime in the not too distant future they wll be
prepared to discuss nore formally with the producers how
they mght jointly proceed, but ['ll |eave those
commercial presentations to others.

Finally, | wuld say that | think ['ve accurately
described what the situation is today, but it's very
flurd. It could be influenced by any nunber of

permut ati ons and conbi nations in the Senate, itself, and
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it also could be influenced by external events relating
to supply price and possible supply dislocations.

10: 24 a. m

REPRESENTATI VE GREEEN asked if the switch in | eadership was good
news or bad news in ternms of getting this issue to the floor and
not be bottled up in commttee.

MR. KATZ replied that is a good question and that this is only the
second tinme that anyone could recall that this parlianmentary
maneuver has occurred. He thought it was a setback. He said that
Senator Daschle is on record as supporting the southern route and
he thought Senator Bingaman was inclined toward a nore route-
neutral approach. He didn't know how that woul d be resol ved. Al so,
the Majority Leader felt that the pace of activity in that
commttee and other commttees with relevant jurisdiction was quite
sl ow and maybe the best place to speed it up would be in his office
inviting all the relevant conmttee chairnen to submt their
reconmendations to him He commented, "It's not a particularly
denocratic process at this point, but |I think it is an effort to
get a conprehensive bill done.”

MR. KATZ said it was a setback for everyone who supports opening
ANWR, because they thought they had the votes in the Energy
Comm ttee. However, the Majority Leader who opposes ANWR did not
want to see a bill cone out of that conmttee with ANVRin it.

He guessed that there wasn't sufficient tine in this session of
Congress to both introduce a bill and debate it. He thought the

best that would happen is that a bill will be introduced that woul d
be debated some tine next year unless the Senate adopts the House
bill, which is highly unlikely, and then there would have to be a

conference committee. There are a |lot of factors that bear on the
answer to this question.

CHAI RVAN TORGERSON asked if he had heard anything from the
envi ronnment al conmuni ty about routes.

MR. KATZ replied that they had conmented, but not with great vigor
yet. They are very nmuch into the ANWR gas pipeline dynamc. They
object to the northern route, sone support the southern route and
sone sinply don't oppose it. He thought it would help the
denocratic majority if they voiced their opinions.

CHAI RVAN TORCGERSON said he asked that question because the

producers' legislation mrrors many provisions in ANGTA. One is the
limted judicial review process for <challenges, which the
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environmental community is not very enthusiastic about. He
guestioned, ".is it just sonething that we don't have a bill in
front of us where they're holding back in the weeds until they see
sonething actually in witing?"

MR KATZ said it mght be nore of the later and he hadn't seen them
get to the level of detail that is suggested by his question.

For the nost part they're focusing on ANVR to the extent
that they're focusing nmainly on the choice of route.
Al t hough, when the details of the |egislation conme out, I
woul d not be at all surprised to see them focus on the
expedited judicial reviewissue. But it is in ANGTA and
it is in enabling legislation. It's a principle that I
think a | ot of people endorse at this point.

CHAI RVAN TORGERSON asked where the legislation was that the
Governor said he was going to have M. Katz draft and introduce to
Congress as a gui del i ne.

MR. KATZ replied that it is drafted, but it hadn't been given to
anyone. He said it wouldn't be productive for them to propose
actual l|egislative |anguage at this point. If circunstances change,
they can do it.

10: 32

MR. DUNCAN SM TH, Dyer, Ellis and Joseph, Wshington, D.C
(testifying via tel econference) said he placed the call, but C. J.
Zane woul d commrent.

MR C J ZANE reported that, from their perspective, people in
Washi ngton D.C. are trying to figure out how to deal with ANVR He
noted, "There are lots of noving parts here." He said the energy
bill could nove quickly to the floor if ANAR were to be dealt with
in some other way. He said that Senator Daschle was going to put
sonme kind of energy bill on the Senate calendar, so it is available
if favorable circunstances arise. He thought that Foothills would
have nore political nonmentumgoing if it could have the w thdrawn
partners issue resolved and it has been working diligently to pul

t he deal together.

MR ZANE said that Senator Mirkowski had draft |egislation "that he
wants to keep in his hip pocket, but ny latest ‘intel’” is that it
is not being laid on the table in any official capacity at this
point."

MR. SM TH added that the last time a Majority Leader took a bil
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out of commttee and took control of it was in 1960. The situation
is very fluid and it's all within the control of the Mjority
Leader .

REPRESENTATI VE GREEN asked if he foresaw sort of a quid pro quo
that could pull ANWR out of the | oop.

MR ZANE said that the delegation is taking the position that, "You
don't get our gas in exchange for us giving up ANVR You' Il get our
gas, which you' ve already said you need, if we get ANNR In the end
ANVR wi || help continue the potential for even nore gas delivered
to the Lower 48."

He said that Senator Daschle would |ike to use this as a quid pro
gquo and the delegation is aware of that and is working very hard to
see that that doesn't happen. They are considering attaching it to
t he econom c stinmulus package that the President really wants or by
attaching HR 4, the House bill that contains ANWR, to one of the
packages.

MR ZANE said further that:

Al of these noves and counter noves in the end are
interrelated so that you could end up with an energy bill
with ANVR and a gas line provision in it, but only after
Daschl e agrees to sone parlianmentary procedure that lets
ANVWR have its day on the floor. Sonme of the Denocrats
wi |l make the argunment that we'll vote agai nst ANVR and
vote for the gas line. | think that efforts will continue
to separate the issues and | think that our del egation
will not be confortable with a gas |line bill where there
hasn't been sone accommopdati on nmade on ANWR If that
conbi nati on and deal gets made, it could happen this
year. If it doesn't get made, then the idea is to go into
next year.

TAPE 01-21, SIDE B
10: 26 a. m

REPRESENTATI VE GREEN asked what the chances are of it happening
this year.

MR. ZANE said there is about a 20 - 25% chance that the ANWR issue
gets resolved satisfactorily so that we also get an energy bil
this year.

REPRESENTATI VE DAVI ES asked what the chances are that we get
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neither this session.
MR. ZANE repl i ed:

It's too sinple to say it's the reverse of what | just
said - that it's a 75% chance that we get neither,
because | actually think that we have a little bit better
than a 75% - | would say that we have about a 50/50
chance of getting ANR dealt with this year on sone other
vehicle, some other |egislative package. | say that
because the delegation wants it; the Wiite House wants to
see it happen, in ny view W have a 50/50 chance of
getting ANWR, but it doesn't necessarily translate then
that we have a 50/50 chance of getting both. | do think
our chances of getting both are nmuch better once you have
ANVR dealt with.

CHAI RVAN TORGERSON sai d:

well, CJ., you know our position is just to reaffirm
ANGTA. So we're not really pushing for gas |egislation.

|"ve heard two different stories on what mght be in
Senat or Murkowski's legislation. One is starting with the
producers' |egislation and then three or four other
provi sions. The other one reaffirmng ANGIA, well first

t he producers woul d have to [indisc.] Foothills and have
to get their act together within a certain tinefranme. So
they would have the first right of refusal. M
understanding is under the producers' legislation it

woul d transfer to Foothills to do that and the other one
that | heard is actually fromM. Katz and it's just the
opposite of that. It reaffirnms ANGTA for a period of tine
and then if they didn't performunder ANGIA, they would
revert to the Natural Gas Act and approve the producers’

| egi sl ati on.

CHAl RMAN TORGERSON asked them to chase down the answer to that
guestion. He said:

This conmttee has voted to uphold the provisions of
ANGTA, but if it's the wi sdom of Congress to adopt the
producers' |egislation under the Natural Gas Act, then
we've got several hundred pages of anendnents that we
want themto consider along with that.

MR. ZANE responded they understand and they have passed that on.

10:52 - 11: 03 a.m Break
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MR. ZANE continued to say that Senator Murkowski's draft
| egi sl ati on was never sonething he was committed to; he wanted
staff to put concepts down on a piece of paper to see what they
woul d | ook |ike. He has heard from several people on that, but he
is in no way ready to nove. It would bar over-the-top; it would
give promnence to the existing ANGTA law and the Foothills

project, but only for a period of tinme, |like a couple of years. He
conti nued:
If an agency, like FERC, were to certify that an official

application had not been filed by a certain date, then
after that date, certain other provisions in this draft
| anguage woul d becone effective, like the ability to file
for a second southern route under the Natural Gas Act
with its own set of judicial and environnental review
provisions in it that are different than the ANGTA
provisions. In other words, the environnental [indisc.]
and expedited review provisions in ANGTA would stay in
effect through the tine where the FERC conditions would
kick in if nothing gets going on the Foothills project.

CHAI RMAN TORGERSON said he thought there were a couple of other
provi sions; one was access by non-producers into the |line. He said:

I'mnot too sure this commttee woul d oppose that as | ong
as we do it in sequence of reaffirmng ANGIA for a period
of time, giving that period of tine to the owners of the
franchi se, Foothills or whoever ends up gobbling up al
of Foothills, Duke or Wst Coast or TransCanada, and give
them a reasonable length of tinme to fornulate their
proposal s, which we know they' re working on now and t hen
if that all boils up so that the project doesn't
conpletely go away, then it would revert to the same sort
of conditions to the producers. W haven't taken a
position on that as this commttee, but my guess is that
isn't too far fromour original point.

MR. ZANE said the inportant thing about the |anguage is that
Senat or Murkowski is looking for a way to | ock ANGTA in, at |east
for sone period of tinme after which they get sunsetted out.

CHAI RMAN TORGERSON reiterated that they didn't oppose that as | ong
as the tinmelines are right.

REPRESENTATI VE DAVIES asked if after the FERC certification

happened, were the other provisions substantially simlar to the
producers' legislation that the commttee has seen so far.
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MR. ZANE said he thought it was nore likely to be what Senator
Bi ngaman proposes rather than the producers. He wasn't sure that
the producers liked this. He knows they don't Ilike the
reaut hori zati on of ANGTA.

REPRESENTATI VE DAVI ES asked if it wouldn't be hard to actually put
a project together under ANGIA if the producers were dragging their
feet. "It still puts the producers' bill in the drivers' seat in ny
opi nion. Could you conment on that?"

MR. ZANE replied, "I think you have to ask Senator Mirkowski and
his staff those questions.™

He assuned if the Foothills project can really get going, ngjor
US. conpanies wuld be involved who on their own can be
significant in terns of capital for the project and political
clout. It's possible the producers would see that it's not
beneficial to drag their feet.

CHAI RVAN TORGERSON sai d they shoul d renenber that the producers are
aut hori zed to be partners, also. They are the ones who are pushing
for the 82 anendnents. He asked if there were any further
gquestions for M. Zane or M. Smth. There were none and he thanked
them for keeping the commttee informned.

[ END OF TAPE]
11:19 a.m - 1:08 p.m Lunch Break
TAPE 01-22, SIDE A

MR. ROGER MARKS, Econom st, Departnment of Revenue, was the next
speaker. Chairman Torgerson had asked him to put together sone
nodel s on netback and different aspects of the econom cs.

MR MARKS said that he had presented the conmmttee with an economc
nodel in July and was asked to cone back and present it in nore
detail. He said when |ooking at the nodels the focus is on what it
means for sonething to be economcally feasible. He expl ained:

One of the crucial issues that determne economc
feasibility is howrisky a project is and how that cones
into determning feasibility. That's why | really wanted
to spend sone tinme discussing how risk and especially in
the context of this project, how comodity price risk

that is the price of gas and how it affects the riskiness
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of the project and the economc feasibility of the
proj ect.

W're going to talk about the commodity price risk. It's
useful to just pause for a second and di scuss how the
price of gas is established. Getting away from gas and
just tal king about any commodity, the price in the market
for any commodity will equal the | owest cost to produce
new suppli es.

What does that nean? If we take an exanpl e of sonething
that has nothing to do with gas, let's just say | invent
a robot that wll change the oil in your car and let's
say | can produce that robot for $100. | figure people
will pay $500 for this robot, so I manufacture these
robots for $100 and sell themfor $500 and nake a | ot of
noney. Well, pretty soon soneone will cone along and say,
'Cee, this guy is spending $100 to produce sonething and
selling it for $500. | can produce that thing for $100,

too, and I'll sell if for $400 and take all his business
away. Pretty soon, soneone else will conme in and say,
"Well, | can sell if for $300 and eventually the price

will conme down to the cost. In economc terns it's called
the margi nal cost and the margi nal revenue. The nmargi na
cost is the cost to produce the unit and the margina
revenue is the price. Basically, in markets, if they're
operating properly, the price of that commodity will for
the | owest cost to produce new supplies.

How mght this cone into affect for North Slope gas?
Let's say the price in the Mdwest in the Chicago area is
$3.00 - the market price for natural gas, whether it
comes from Al aska or whether it conmes from Loui siana.
Let's say that people figure out they can nmake npney
building a North Slope gas |line if the price in Chicago
is $3.00. Then all of a sudden, Venezuela |ooks up and
says, 'Cee, we have a lot of gas here and we're
interested in selling LNG in the United States and we
think we can bring LNGinto the United States at a cost
of $2.00 and make noney selling it for $2.00. So what
happens is at that point, if you have power plants in the
United States or a local distribution conpany, you say,
"Cee, | can buy gas in Louisiana or Al aska for $3.00 or |
can buy gas from Venezuel a for $2.00. At that point, the
sane process that happened with the robot woul d happen
with gas and eventually the price of gas would cone down
to $2.00. Wth that sort of help the price is established
and since if you're sonmeone who's thinking about
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producing gas and building a pipeline to bring North
Sl ope gas to market, you have to be concerned about what
the price of gas is going to be in the future. Because
the price of gas is so volatile and so unknown, there is
significant gas price risk facing soneone who decides to
build a project.

The question then becones who will assune this gas price
risk and how will they assunme it. One way, and this is
how if things are evolving the way | see it, | believe

what wi Il happen at sone point in time is the North Sl ope
producers decide to go ahead with this project, they wll
have a third party build and operate the pipeline and
they will pay soneone to build the pipeline and they w ||
ship the gas, soneone |ike Foothills, Enron, Duke or El
Paso or WI i amns.

If the project is structured like that, the only way a
pi pel i ne conpany wll get financing to go the project is
if the producers nmake throughput guarantees if they
guarantee they will pay to ship a certain anobunt of gas
for a certain amount of tinme. That way the producers
woul d assune the gas price risk. If the producers assune
this risk and let's just decide Duke Energy, for
instance, is going to build this, and they go to the bank
and say we're going to build this and their bankers say
to them 'Okay, what you have to do is get a throughput
agreenment. It's going to be a 4 bcf/d line and we figure
the tariff is going to be $2.50. If the producers, Exxon,
Qul fs and BP, say, 'No matter what, they will pay $2.50
for 4 bcf/d for 20 years, if they guarantee to pay to do
that, then we'll finance the project.’

Vell, if that happens, let's say the producers conmt to
pay $2.50 for 4 bcf/d for 20 years and then the price
drops to $2.00 like we tal ked about a few m nutes ago,
the producers could loose a lot of noney. That's an
extrene exanple, but if they |oose a penny on 4 bcf/d for
20 years, that's $300 mllion they would |ose over 20
years, which is a |lot of noney. If they lost .50, like
t hey have up here that would be $15 billion.

Anot her way gas price mght be assuned if, for instance,
t hese pipeline conpanies instead of having the producers
take the gas price risk, the pipeline conpanies cone in

and say, 'Ckay, we'll buy the gas fromthe producers on
the Slope for .50 or .75 or $1.00, we'll buy it from
them we'll ship it and then we'll sell it ourselves in
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Chi cago. That way the pipeline conpani es woul d assune the
gas price risk. Ether way, soneone assunes the gas price
risk. If the pipeline conpanies assume it, then the
proj ect becones much riskier for them The whole | ynchpin
inthis project is the gas price risk and who is going to
assune it.

|'ve talked to several of the pipeline conpani es over the
| ast couple of years and from what | understand them
saying is they probably are not going to assune the gas
price risk. That's not what they do. They build and
operate pipelines and that's why | said earlier, as this
project structure seens to be evolving, | believe the
producers, if it's built, will probably assune the risk

But it's possible the pipeline conpanies could assune it,
as well.

While thinking about the project and those different
project structures that | presented, the question you
need to ask yourself is who is assumng the gas price
risk. It's also very inportant to understand that the gas
price risk is different than the pipeline risk. If we
have a project structure where if Duke is building the
pi peline and the producers are assuming the gas price
risk, the pipeline risk is nuch, nmuch different than the
risk of the producers would take. The pipeline conpany
woul d certainly face risk. There's cost overrun risk

there's environmental liability contingencies, it's
possible the regulators mght not let them recover all
their costs.

But these risks are much different than the risks assuned
by soneone who is going to live or die with gas price. |
believe these risks are less, as well. It's inportant to
under st and, though, that soneone buil ding and operating
the pipeline is going to face a whole different set of
risks than a producer who is guaranteeing to pay the
shi pped gas, no natter what the price is.

So, if you think about this gas price risk, what
conpanies are going to do is sit down and think about
what m ght happen to the price of gas and even though the
average price mght be $3.00, they mght say, 'Well

there's a 50 percent chance prices mght be $3.00, but
there mght be a 40 percent chance it's $2. 00 and nmaybe a
10 percent chance it's $7.00. That all averages out to
$3.00. But they'll look at that and say, 'Cee, there
m ght be a 40 percent chance we're going to | oose noney
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on this and |l oose a |ot of noney. So, they're going to
| ook at what they see as their distribution of possible
gas prices, look at what the | oses mght be, how big they
m ght be and how frequently they m ght |oose noney and
that's going to sort of shape how they view the whole
ri skiness of this project.

Wen a conpany is doing a feasibility study or an
econom c study on the viability of a project, the way
they address risk is through what's called the di scount
rate. \What the discount rate |ooks at is what kind of
return do we have to give investors to make them feel
confortable investing noney in this project. Every new
proj ect needs cash and they get that cash frominvestors,
probably in the formof debt or the formof equity. The
conpany, when it's getting cash for a project, is going
to conpete with investnents from other projects. An
i nvestor can invest in a gas pipeline in Al aska or he can
invest in an internet startup conpany in Silicon Valley.
Al'l these investnments conpete with each other and the
investors are going to expect a certain rate of return
before investing. The inportant thing about this is the
amount of return that they expect to get for investing is
going to be comensurate with the amount of risk in their
project. For exanple, today | can buy a one-year T-bil
from the federal governnment backed by the US.
governnment. There's practically no chance that they'l
default, so I can invest $100 now and one year from now
get back fromthe governnent, | think interest rates now
are around 2 - 3 percent, and get $102 or $103 back a
year fromnow. On the other hand, if I'man investor and
I"'m trying to find an investnment and | |ook on the
internet, people looking for investors and suppose | see
that sone is starting up a travel agency that's going to
specialize in bringing people to Afghanistan today and
they're going to pay 3 percent. It cost them $100 to
bring peopl e over, but they' Il charge $103. I'mgoing to
| ook at that and say, 'You know, for the sane $100, |
think it's a lot riskier investing in the Afghanistan
project than buying a T-bill fromthe federal governnent.
What kind of return would | expect to invest in the
Af ghani stan schene? Maybe |'d want 100 percent return. |f
| put $100 down, |'d expect $200 back because the odds
are so risky.

The question with this project beconmes what kind of risk

surrounds the price of gas. A project will generate cash
flows. In this project you'll be selling gas in Chicago
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and you'll make noney on that, no matter what the price
and you'll have costs. You'll have your tariff, you'll
have operating costs, you'll have taxes to pay. Wat
comes out of that are the net cash flows. The net cash
flows go to both the debtors and the sharehol ders and
this is the return paid to investors and this is called
the cost of capital. It goes to both debtors and
sharehol ders. It's sonetines called the wei ghted average
cost of capital or the WAC. And the rate of return that
these investors require to invest in this project is
called the hurdle rate or it's also called the discount
rate. In nodeling projects, what a conpany will do is
they' Il have their own assessnent of what kind of return
given the risks that investors will expect frominvesting
in the project and that will become the hurdle rate and
if the cash flows don't generate a rate of return that
exceeds that hurdle rate, they will not consider the
proj ect economic.

W m ght ask what happens if a project generates a rate
of return |less than what the sharehol ders expect. Let's
say | expect a 15 percent rate of return in a project and
| invest $100 and it turns out it's only going to return

110 percent. What will then - if I'm still going to
expect 15 percent, what that neans is that the
sharehol der will only put $95 down, if |'mgoing to get

$110 back rather than $100. In essence, what that neans
is that value of the stock goes down and corporations
these days are structured to make the l|ives of the
managers very mserable if the value of the stock goes
down. So, nmanagenent is not going to do anything to nake
t he val ue of the stock go down, which is why they need to
earn a rate of return that investors expect given the
risk.

Again, I'd like to point out that this discount rate, if
we' re addressing the project where soneone |ike Exxon is
figuring out whether or not to have soneone build the
project so they can sell gas and Exxon is assum ng the
gas price risk, the discount rate they have is going to
be very different from the discount rate soneone |ike
Duke is going to have to build a project. Nunbers have
been thrown around that maybe there m ght be a 9 percent
cost of capital on the pipeline and a 15 percent di scount
rate for the project. Those nunbers are not inconsistent
at all. What they are is tw conpletely different
i nvestment decisions with different sets of risks.
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Now t he question is what m ght be the discount rate for
this project. Generally, when you try to figure out the
di scount rate for a project, you want to figure out what
the risk or discount rates are of conparable projects
wWth simlar business risks. It's not difficult these
days to look at different conpanies just to see what
their costs of capital are and see what discount rates
conpanies use as a whole. One reason is that projects
that have a discount rate, not conpanies. It's not hard
to figure out what Exxon's cost of capital is. However,
if Exxon decided to go into the airline business, they
woul d not use the discount rate they use for exploration
and devel opnent for oil and gas. They would use the
di scount rate the airline industry uses.

This project we're tal king about here is very unique and
it's difficult to find the proper anal ogue busi ness risk
that woul d be conparable. For instance, sonething like
Enstar just has a gas distribution systemin Southcentra
Alaska is not an appropriate risk analogue. The
expl oration and devel opnent arns of these producers are
really not an appropriate dial ogue. One can nake the case
that a well-diversified exploration programis probably
not that risky. If you can nake a | ot of noney off of one
well and you're drilling in five different places and you
think one of themis going to cone in, that's a whole
different set of risks. Even other gas pipeline projects
are not appropriate analogues for this project and the
main reason why is sinply their high transportation costs
for gas from Alaska. If the Prudhoe Bay gas field were
| ocated in Indiana right now and it was 50 mle pipeline
trip to Chicago, that gas woul d be comercialized by now,
because it would be very unrisky. Alaska is
geographically about the end of the line in ternms of
econom cs on gas projects. So, it's really difficult to
say what the discount rate is and each conpany | ooks at

it their own way. Each conpany w Il probably have a
di fferent assessnent about what the discount rate is and
"1l say right up front that | do not know what the

proper discount rate should be for this project. 1'Il
al so say that this whole presentation has been sort of
surrounded in gloom | wanted to represent what the risks
are and how bad the risk could be. Again, this is not to
say that this couldn't be a splendid project and there's
no advantage to conpanies to |look at a project through
nore risky eyes than what it really is, because if
there's an opportunity to nake a | ot of noney, they wll
do that.
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Wat 1'd like to do is also talk about a couple other
concepts before we get going, specifically in the nodel
| would like to put up the nodel to show those ideas.

CHAI RVAN TORGERSON asked if he was going to comment on the press
rel eases where the producers say the gas lines are not econonical,
because they make 11 percent and not 15.

MR. MARKS replied:

Basically, ny nodel if you put the producers inputs into
them | get the sanme outputs the producers get. As | said
in July, we are certainly not specialists on what the
capital costs of the project are and that's a big
det erm nant about what the answer is. So, we really don't
have an opinion on the veracity of the inputs. If the
i nputs the producers have represented are indeed the true
inputs, | believe the outputs they have generated are
i ndeed the outputs. Wen they put up 11 percent as a
return, that is the return with those inputs. Again, |
have no idea what the right discount rate is. That 15
percent is sonmething the three of them put together for
presentation purposes. | think each conpany has their own
different idea on what that nunber is.

CHAl RMAN TORGERSON asked if they would characterize 11 percent
return as a non-profitable project.

MR. MARKS replied, "There's a difference between profit and, again
with ny Algerian project, you could earn 3 percent and not be
profitable. That does not necessarily nake if feasible.”

CHAI RMAN TORCGERSON asked if they could explore that today, because
they need to get past the news rel eases saying that 11 percent is
not a profitable project. He knows the regulatory agencies
generally give pipelines between 8 and 12 percent return as a
built-in profit in their tariff. He assuned that they would |ike a
hi gher nunber because of the risks that m ght be involved, but it's
an uncharacteristically higher nunber as it relates to what our
regul at ory agency gi ves.

MR. MARKS replied:
Let me answer your second question first. Again, if the
regul atory agency gives the pipeline a 9 - 12 percent

rate of return, that is not inconsistent with a producer
who needs 15 percent to nmake this project work, sinply
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because they're two different investnent decisions. One,
the return a regul ator would give a pipeline conpany, if
a regulator is going to give that return to the pipeline
conpany based on the risk they face, the pipeline conpany
is only going to get financing given the throughput
guarantees. Wth those throughput guarantees, the risks
the pipeline conpanies face, | believe, wants a | ower
rate of return than what the producers would want facing
the comodity price risk. That's not to say that the
pi pel i ne conpany doesn't have any risk. They do. There's
cost overruns; there's the possibility the regulators
m ght not let them recover all their nonies and there
could be a gas explosion in the mddle of downtown
Fai rbanks or Ednonton, for instance. So, building a
pipeline is not riskless, but it's a less risky activity.
Again, what we have here are two different projects
facing two different profiles. One is a decision to build
a pipeline with a throughput guarantee. The other is the
decision to meke that guarantee knowing you could
possi bly | oose a |ot of noney if gas prices go | ow

To answer your first question, again, | don't know what
the discount rate is. It would be foolish for nme to try
and say what that is. | could probably give you a w de

range, but the range would be too wi de to be neani ngful.
VWhat we can do with the nodel is |ook at what rate of
return you get on your different inputs and how different
inputs or tax regines or prices affect the rate of return
and see how cl ose you get to a hypothetical target.

CHAI RMAN TORGERSON asked if the 11 percent rate of return includes
things such as the loss of oil production, if any, if we take 4
bcf/d off the fields. Also, he wanted to know if they are including
the netback of gas or is it just strictly pipe Iine econom cs.

MR. MARKS responded that he understood the 11 percent rate of
return is not predicated on any oil |osses. He explained with the
use of his nodel.

REPRESENTATI VE GREEN asked what woul d happen to the rate of return
if they set this up at $2.50 and they find gas at $2.00. He also
wanted to know if the m scible |liquids had been considered in the
net back value to the state. Those |iquids could be extracted before
t he gas goes through the pipeline and noney coul d be nade there.

MR MARKS replied that in the exanpl e he used $2.50 was the tariff.

He didn't think it was possible to enter into real |ong-term gas
sal es contracts for significant vol unes.
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There is no real market out there. You can't go to the
New York Mercantile Exchange and sort of hedge gas 20
years out. | don't think npost power plants and | ocal
distribution conpanies are willing to enter into |ong-
termcontracts on the sal es side.

On the second question, the liquids - this is what the
producers have told nme and this how | believe they have
nodeled it and how |'ve nodeled it. They have told ne
that the conposition of the residue gas would be 1080
BTUs per ntf. However, the gas distribution systemin the
Upper M dwest can only take 1040. For the other 40, they
said the cost of extracting the |liquids would offset the
value of that extra 40 BTUs and it was a wash pretty
much. Sone people have said that the residue gas m ght
have much hi gher BTUs; it's sonething the Departnent of
Revenue is not an expert on. But that's the best
i nformati on we have on that right now.

1:42 p. m

REPRESENTATI VE FATE asked regarding the gas price risk if he or the
producers had a constant in the fornulas which says that in the
future there may be a different process in establishing gas price
making the gas price risk nore tolerable in the conputation of
their return on investnent.

MR MARKS replied, "Yes, if you could lock in $3.10 for 20 years on
4 bcf/d, that would reduce the risk of a project and the hurdle
rate would be reduced as well."

REPRESENTATI VE FATE asked if there had been any constant conputed
on, at least, the expectation that m ght happen. He expl ai ned t hat
he has heard people in the industry say that sone type of pricing
nmechanismis needed to stabilize the price of gas. "If that's true,
then the gas price risk would be leveled at sonme point and the
conputations would be nore bearable relative to the return on
i nvest nent . "

MR. MARKS responded that he was not famliar with any proposed
ideas to stabilize gas prices. Consuners want the price to be as
| ow as possible and there would be resistance if there was any
effort to put a floor on prices.

CHAI RVAN TORGERSON comrent ed t hat one of the producers asked sone
menbers of Congress to entertain a floor on pricing.
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If the price of gas went down to around $1.50, then there
woul d be sone sort of royalty or dollar exchange to give
t hem downsi de protection, but that hasn't materialized.
|"m sure the answer to your question would be yes, it
would be less risky if they would have a governnent
guarantee. That goes wi thout being said. | also don't
think there's anybody entertaining that currently, but we
don't know that either.

REPRESENTATI VE FATE responded that was why he wanted to know if it
had been introduced as a variable in any nodeling.

CHAI RVAN TORGERSON responded that it hadn't been introduced, but it
hadn't been thrown out either. He thought it would be an upward
battle.

REPRESENTATIVE DAVIES clarified that he thought part of the
guestion was whether it was a factor in M. Marks' nodel and he
heard the answer to be no.

REPRESENTATI VE OGAN asked if it was correct that a long term gas
contract was for about one year.

MR. MARKS said he wasn't sure, but probably not much nore than
t hat .

REPRESENTATI VE OGAN asked i f anyone had consi dered what the energy
mar ket woul d be in 2040.

MR. MARKS replied that the reason it's difficult to do that is
because for years the gas price was $2.00 until about a year and a
half ago when prices shot up to $10.00. That happened nminly
because inventories were very low and |ast winter was the col dest
winter in 100 years. "The big unknown is what happens to supply
when you go froma $2.00 well to a $3.00 well. There's basically a
continuous line at any tine the price goes up."”

He explained that all of a sudden the gas that cost $2.50 - $3.50
to produce that wasn't econom c before becones economic. No one
knows what the shape of the Iine would be - whether a whol e bunch
of gas would cone on line or a little bit. He thought that when
prices shot wup, nost analysts underestimated the anount of
additional gas that would cone in. So, it's difficult to forecast
what happens 10 years from now. "Al aska would be just about the
nost expensive gas on the market when it cones in."

MR. MARKS said he wanted to further explain the discount rate
issue. He said that the discount rate represents the return to both
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debtors and creditors. "It's a weighted cost of capital that's an
average of your debt and your equity."”

TAPE 01-21, SIDE B
1:55 p. m

MR. MARKS said there mght be a question of why there are no
interest paynents if you are incurring debt. He answered:

The way corporations do their nodeling is they assunme you
have all equity financing with no explicit debt paynents.
Therefore, your cash flows go to pay off both the debt
and the equity. That rate of return, the 11.1, is called
the return on investnent.

The alternative way to do this would have been to
actually nodel in the debt paynments. What happens then is
since you're |everaging, since your rate of debt is |ess
than your rate of equity, what you're left with then,
your cash flows would be greater; but, since you paid off
your debt, what you're left over with in the net cash
fl ows goes on the equity. So your discount rate instead
of being the average cost of capital, it's your average
cost of equity, which is greater. But, in general, the
results you have would be the same in ternms of
feasibility or not. But, what corporations do is nodel
all equity with an average cost of capital as a di scount
rate.

The other thing I'd like to point out is fromwhat people
say, 'Wiy don't you just |everage the whole project? Wy
couldn’t you borrow 100 percent at a | ow rate?

What happens even if you could get 100 percent debt
financing, which you couldn't, but, iif you could,
theoretically, what happens is that every tinme you incur
nore debt, the next set of debt you incur is nore risky,
because people who are incurring debt in the back of the
line aren't in the back of the Iine. They're going to get
paid off after the people in front of the line. If you
i ncur nore debt, what that does is make your cost of debt
at the end of the line higher. O, if you do have
shar ehol ders behind the debt hol ders, what that does is
make the shareholders' investnment even nore risky,
because there is not only nore debt in line in front of
them but it's higher cost debt. The finance theory says
and actually two econom sts want to help [indisc.] in
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proving this that the weighted cost of that nuch capita
is actually indifferent to your debt equity structure. If
you try to do nore debt to help a project, what happens
is your cost of equity goes up and your wei ghted average
cost of capital is unchanged.

CHAI RMVAN TORGERSON asked how he treated property tax (ad vel orem
tax).

MR. MARKS replied that for the pipeline there was a four-year
construction schedul e and, "each year you start paying property tax
as soon as it goes in the ground even before revenues are
generated. "

He said the nodel shows how things work and answers questions. He
again read a caveat that he had read in July that says, "The
foll ow ng nunbers do not represent what the Departnent of Revenue
bel i eves the economics of the project are. They sinply represent
what the economcs would be and with the specified inputs. The
Department especially clainms |limted expertise as to capital
costs. "

He expl ai ned that he just used the peak revenue year of 2015 for a
project that starts in 2007 and state revenues would be $626
mllion. He continued to explain his slides.

CHAl RMAN TORCGERSON asked if the economc limt factor (ELF) kicked
in imediately on Prudhoe Bay gas.

MR. MARKS replied that there is an ELF on Prudhoe Bay gas right
now, although there are very small volunmes that are sold to the
refinery. The ELF gives approxinmately 300 tax-free barrels of oil a
day or 3,000 MCF/ D of gas.

If oil and gas conme out of the same well, which they wll
inthis case, the tax-free treatnment is pro-rated between
the oil and gas. So, with a gas sale, basically you have
relatively less tax-free oil and so the oil ELF goes up.

CHAI RVAN TORGERSON asked if he was predicting there would be zero
| oss of oil after they depressurize the field. He al so asked what
they should use for a fair conparison of projects, |like LNG Al -Can
route and the GIL project. He asked, "Wich one nakes the producers
nore noney and which one is best for the State of Al aska?”

MR. MARKS replied no to the first question. He said further:
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If the producers are going to do the project, whether
it's GILs, LNG or a pipeline through Canada, there's no
project that they will do if it's not economc to them
don't see the state doing this project. If they're doing
it, it has to nmake sense to them.. So, the first thing
you have to look at is the rate of return. Different
projects, again, are going to face different risks and so
each project will not have the sane discount rate.

CHAI RVAN TORGERSON asked how he got his rate of return.

MR. MARKS replied that the rate of return was the internal rate of
return fromJ[indisc.]. "The reason it dropped from11.11 to 10.77
is because | just put in the oil |osses now.

CHAI RVAN TORCGERSON asked if he conpares three categories, the well-
head, the total state revenues and the rate of return, between the
different projects would they have a good feel for which one pays
the state nost and pays the producers the nost.

MR. MARKS said that was fair, but to keep in mnd that different
projects have different discount rates.

2:06 p.m

REPRESENTATI VE GREEN said the affects the | oss of oil would have
bring to mnd the questions:

WIIl there be and when will there be a loss of oil? Is it
going to be inmediate or is it going to be down the road
a ways. If it's down the road a ways, is the value of the
lost oil discounted at the sane rate that we're
di scounting these other things...

He also asked if the itens in the nodel could be changed one at a
time to find the sensitivity.

MR. MARKS replied, "Absolutely..

He continued to explain that their oil |oss nodel uses information
in a docunment from ARCO s oil |oss announcenents during royalty
litigation in 1992 (with their perm ssion). The Departnent started
nodel ing the commercialization of North Sl ope gas around 1996. ARCO
said that it would be okay to publicly show the oil |osses for this
exercise, but that he couldn't show the actual nodel, itself. He
has been told by oil conpanies now that thinking has changed and
what they thought in 1992 for oil |osses was too high, but they
haven't tal ked about what they think quantitatively the | osses are.
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Hi s nodel shows the oil |osses as a function of when the gas sal es
start, how fast they ranp up, and how nuch gas is sold. It's
basically a total anmpunt of gas that has been depleted fromthe
reservoir over tinme and that's why the | osses start out small and
gr ow.

CHAI RVAN TORGERSON asked why there was the NG | oss.

MR. MARKS replied that was because the gas was used to pressurize
recovery in the reservoir for the NGs as well as the oil.

CHAI RVAN TORGERSON said if we're produci ng nore gas, we shoul d have
nore NG.s. He continued to discuss figures in the nodel with M.
Mar ks.

MR. MARKS said that the big utilities in Asia have traditionally
structured their pricing wwth fornmulas tied to crude oil prices,
whi ch had nothing to do with the cost of producing the comodity,
but that was changi ng.

Goi ng forward, the whole gas purchase structure in Asia
is being decentralized on a nuch nore profit-oriented
basi s where individual power plants and individual gas
di stribution conpanies are going to be buying their gas.
It's going to be deregulated. It's going to be nuch nore
conpetitive and | believe a gas structure in Asia wl|
tend towards a structure where a purchase price will have
sonething to do with the cost to produce it.

What that does is put Alaska at a trenendous
di sadvant age, because there's a trenendous anount of gas
in conpeting jurisdictions in the Md-East, Qatar,
Abudabi (ph), Asia, Malaysia, Australia, Indonesia,
Sakhalin Island and basically that gas is sitting at
tidewater and doesn't have to bear the burden of a
pi pel i ne.

Pretty much you can liquefy gas for the sanme cost
anywhere, ship it for the sane cost anywhere. You can say
that Al aska m ght have sonme di stance advantage over the
M d- East. The cost of shipping LNG over the last two
years has cone down drastically, so even big differences
in shipping distances are not t hat i nportant.
Furthernore, what we can tell pretty nuch is all of
Asia's LNG contracting needs, at least to the end of this
decade, have been net. Alaska, to bring the cost down,
woul d have to sell a trenendous anount of LNG which is
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far nore than anyone is going to be Iooking for, at |east
in this decade.

He said using this structure, you go for oil price risk instead of
gas price risk as the risk factor. He thought over tinme, the price
of gas in Asia would represent what the cost to get it there wll
be.

CHAI RVAN TORGERSON asked if he had included the Port Authority
nunbers i n any nodel s.

MR. MARKS replied that they are selling volunes that aren't even
di scovered, yet. Their nodel uses 6 bcf/d for 30 years, which is 65
tcf, alnost twice as nuch as has been di scovered.

CHAl RMAN TORCGERSON asked hi m about the GILs.

He commented on GILs, that once the product is made on the North
Sl ope, you would deliver it to the oil pipeline. So, there isn't
the problem of scale that you would have with LNG or the Canadi an
pi peline. You don't need a huge project to bring the cost down. He
sai d:

The other notable thing about gas to liquids is the big
problemw th Al aska gas that geographically, it's pretty
much at the end of the line. In these LNG and Canadi an
gas projects the transportation costs just chew up the
value. Wth oil, maybe 25 percent of the val ue gets eaten
up by transportation; with gas it's about 90 percent.
Wth a GIL project using the trans Al aska oil pipeline,
the variable costs of using the oil pipeline are fairly
low, in the order of maybe 20, 30 or 40 cents per barrel.
Once you get the gas to tidewater in Valdez, you can
conpete with other projects in the world. You get on
equal footing with other conpeting projects a | ot easier
since you have the oil pipeline to work with and the
costs are low. Again, you don't have the transportation
costs eating up the value like you do on the other one.

What we nodeled was a three-train project - each train
produci ng 100,000 barrels per day of this high val ue
cl ean gas product, part diesel and naptha. The price
Exxon was | ooking at two years ago was about $35, 000 per
barrel capital costs at peak. 1've reduced that to
$30,000. If you read the literature, people are even
t hi nki ng about costs as |low as 20,000 in projects going
on in Africa now. People think it would cost nore to
build something in the Arctic. They put factors up to 50
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percent or so on that. So, |'ve used $30,000 here.
There's talk about Shell and [indisc.] building up in
Ni geria now for $20,000. So, what that ampbunts to with
100, 000 barrels per day peak, a total CAPEX of $3 billion
per train.

What you're getting is about .11 barrels of the product
per thousand BTUs. These are the price premuns in the
mar ket today you can get for clean car diesel on the West
Coast for naptha. In Asia, you get about 30 percent over
crude oil for car diesel and 15 percent over crude oil
for naptha. Again, what you're doing is playing the oi
price risk roller coaster wwth a project |like that.

Pretty much you have the sane tax structure that we had
in the other projects. Looking at the cash flows...

CHAI RVAN TORGERSON asked how many bcf/d 100,000 barrels was or was
it all in BTUs.

MR. MARKS 872,000 MCF going in to produce 100,000 barrels of the
product .

CHAI RMAN TORGERSON asked what the rate of return was.
MR. MARKS replied that it was 8.87 percent.
REPRESENTATI VE FATE asked what the equival ent was in bcf/d.

MR MARKS replied, "Renenber this is only a 2.6 bcf/d, so these are
no conparables in terns of volunes."

CHAI RMAN TORGERSON asked if it is safe to say that the State nakes
nore nmoney on GILs in the pipeline.

MR. MARKS replied:

In general | would say, with all things equal, generally
a product that's tied to oil would probably be nore
profitable than one kind of gas, for no other reason than
you have a cartel propping up the price on oil-based
products. So, if indeed the price is tied to oil, that
will affect the bottomline. It's just what the price of
t hese conmmodities turns out to be.

REPRESENTATI VE GREEN asked, when he did this nodel, if he reduced
the tariff on the oil, because there is nore throughput.
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MR. MARKS said that was right.

REPRESENTATI VE GREEN asked if other considerations were involved in
his nodel, for instance if there were no new di scoveries and they
could still have GILs comng through the pipeline, keeping it
vi abl e.

MR. MARKS showed hima chart of oil volunes and sai d:

Here's an exanple of what tariff reductions are as a
result of the GIL volunmes. It starts at 12 percent, but
after the late years of the North Sl ope when oil vol unes
are low, the tariff reductions get sizeable. Who knows
what the volunmes are going to be, but just with the
inputs | have here, you have a $4 per barrel reduction in
the year 2038. I"'msure it won't turn out that way, but
at least it's being considered.

2:40 p.m

REPRESENTATI VE OGAN asked when he figured the royalties to the
state, whether he figured on well-head price on gas or the royalty
based on a barrel by crude at processing.

MR. MARKS replied that he figured it based on gas:

It's 12.5 percent regardl ess of whether it's oil or gas,
but what you have is gas being produced. You don't have
the well-head, which is the point of production when they
royalty is assessed and going through this processing
activity. Your closest value at the end is just netted
back and that total gross value is divided anong the
total units of gas going in.

REPRESENTATI VE OGAN asked if he was saying it would basically be
awash after they [indisc.] the 40 percent of gas.

MR. MARKS replied:

It doesn't matter, you could take the gas and you could turn
it into chairs and sell the chairs; and you have gross val ue
just divided anong the anpunt of gas going in. You recognize
that it's sold as an oil based product and hi gher val ue, but
interns of admnistering the royalty, it's just divided anong
the gas units going in.

TAPE 01-23, SIDE A
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REPRESENTATI VE GREEN asked, regarding the conversion fromgas to
liquid, whether M. Marks was using conversion estinmates back in
the late 90s or current ones. He thought that ratio is becom ng
nore and nore favorable.

MR. MARKS said he was using what Exxon's technology was in 1999.

CHAI RVAN TORCGERSON thanked M. Marks for his testinony and
announced a short break.

2:43 p.m - 3:00 p.m- BREAK
[ END OF TAPE]

[ THE FOLLOW NG TESTI MONY WAS NOT RECORDED]

DEPARTMENT OF REVENUE DEPUTY COWMM SSI ONER LARRY PERSILY said that
Canbridge Energy Research Associates (CERA) consultants would
present an update on their vision of current and short-term gas
prices in North America.

MR. ED SMALL, CERA, said that one of the nobst obvious things he
sees is overall econom c weakness, but that they expect to see sone
recovery in the md part of next year and certainly in the second
half. Until then, the econom c weakness translates into soft
demand. Demand is down in all sectors, especially steel and
chem cal, but these are the areas in which they expect to see
recoveries in the third quarter. Demand | osses next year due to a

return to normal hydrogenation will offset sonme of the return of
demand that was part of the fuel switching that occurred in the
first half of this year. He clarified, "In other words, we are

going to have offsetting factors next year to a certain extent..

MR. SMALL told nenbers that conservation has been a big factor,
especially in the residential, but also in the conmercial sectors.
This is nost apparent in the Wst where the local distribution
conpany prograns for conservation and the higher prices have had a
big inpact. He advised, "In fact, in the Wst we expect demand to
be down between 1.3 and 1.5 bcf/d through this winter and on
aver age next year."

MR. SMALL noted that CERA expects to see sone demand strength in
the area of power generation. There is a question as to whether the
| ong-term denmand for power generation has been inpacted, which CERA
bel i eves has happened. G owmh has not been as strong as had been
anticipated. He stated, "Cbviously, if you push demand down, it
takes longer to get back to that point and then to grow to a | ower
poi nt than where you had originally expected it to be."
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MR. SMALL said CERA has seen roughly 55 gigawatts of new power
generation this year, alnost all gas fired, and another 95
gi gawatts of proposed and under-construction generation for 2002.
However, about 65 gigawatts wll be built. In 2003, they are
showi ng a | arger nunber of proposed and under-construction projects
of 110 gigawatts, but expect that nunber to get closer to 60.
Certainly, in 2002 and 2003, there is power generation that wl|
demand natural gas. The bigger question is how extensive will be
the operation of those facilities.

[ END OF UNRECORDED TESTI MONY]

TAPE 01-24, SIDE A
3:05 p.m

MR, SMALL informed nenbers if the econony does not recover as
expected, then those facilities will not be operating at full
capacity and will not provide demand strength.

He said the overall picture for the Lower 48 for 2002 is demand
growh of about 1.6 bcf/d from both power and industrial
consunption. Again, nost of the growh is expected to occur during
the last half of the year. In Canada, a simlar demand decline is
expected to couple with a slower recovery. This is due to the fact
that the Canadi an econony |ags the Lower 48 and because there is
| ess power generation built there to provide the demand growth for
the up com ng year

MR. SMALL said that because the injection season in the U S. has
ended with alnmost 3.1 trillion cubic feet (tcf) or close to the
absol ute storage capacity of 3.2 tcf, storage in the Lower 48 wil|
be a big magjor factor this winter and through 2002. There is a net
inventory increase of 733 tcf this year over last. An obvious
inmpact of this increase is to reduce winter prices. It will take an
extrenely cold winter to draw the gas reserves down a significant
anount or to the level they were at the end of last wnter.
Additionally, they estimate that it will take a decrease of about 2
bcf/d to refill the storage reserves to the current |evel by the
end of the 2002 injection season.

The situation in Canada is simlar to the Lower 48 with record high
storage levels in eastern Canada and near record levels in the
west. Here too, prices will be depressed.

Drilling in particular has been affected by the | ower prices. They
estimate grow h of about 400 mllion per day for 2001 and a decline
of about 500 mllion per day in 2002 due to the decline in drilling
t hey have seen over the last three nonths. Unless prices rise to a
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sust ai nabl e $3.00 | evel, they do not believe drilling will recover
to the early 2001 level until later in 2002. However, the 500
mllion decline is nore than offset by the increased storage |evels
outlined earlier.

MR. SMALL expl ained that the Deep Water Qulf and the Rockies are
still growh areas while declines are being experienced in the nore
mature fields, the newer fields that are nore expensive from a
production perspective and the Shall ow Shelf area in Mexico. Later
in 2002 there should be some recovery in drilling levels and w ||
provide a better picture of supply for 2003.

Canada differs in that drilling declines are typical in the fal
and increase in the winter for renote and exploratory | ocations.
Al though it m ght be expected that renote and exploratory drilling
woul d decline with |ower prices, all of the deep grades were fully
contracted | ast year for two and three year terns. Producers wl|
pay for the drilling rigs whether they use them or not, but the
odds are that they will use them Wth the forgoing in mnd, prices
shoul d decline but not as nmuch as in the Lower 48. Next summer
should not see a l|arge drop because nost of the drilling will be
shal | ow and nore than econonical at today’ s prices.

Because of the decline in Canadian denmand and the | ower storage
injection requirenents for 2002, nost of the anticipated 850-
mllion supply-gromth wll be exported to the Lower 48. 1It’s
expected that the decline in Lower 48 supply wll be nore than
of fset by Canadi an growt h next year

MR. SMALL said the conbination of demand decline and hi gh storage
| evel s and increase in Canadian inports indicate continued soft
prices. They have declined from$3.25 to $2.75 and they expect them
to stay that way through the winter. Wth oil prices being |ower
and gas prices close to $3.00, fuel switching becones nore
attractive. Therefore, oil will probably provide a ceiling for gas
prices through the winter.

Spring will bring even lower prices because there is a typical
softening of demand at that time and the econony probably won’t
have recovered. This <coupled wth |ower storage injection
requi renents for next year will probably see prices pushed to $2.25
through early sumer. If there is an econom c recovery and the
typi cal sumrer denmand for power generation occurs, then they expect
to see prices strengthen through the sumrer. A typical wnter
season in conjunction with a Lower 48 supply decline and the
expect ed economi c recovery should see prices back up to the $3.00
to $3.25 level for the winter period. This scenario should bring
back fairly robust drilling activity in 2003.
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The price of Henry Hub is expected to average $2.71 in 2002 but for
the longer termthere are adequate drivers to keep prices above
$2.00. O equal inportance, there are drivers that will keep prices
from staying much above $3.00 for the long term Although there
will be sonme price volatility, they expect prices to range between
$2.50 and $3.50 between now and 2005.

CHAIRVAN TORGERSON said the last wupdate outlined severa
opportunities for Al aska gas to enter the market in 2008 and 2010.
He asked for the current projection for opportunities for Al aska
gas.

MR. SMALL thought the wi ndow of opportunity has shifted by about
one year. Wen demand decreases, it takes awhile to get back to
previous |levels before you can grow beyond that point. Current
expectations are that there is probably opportunity for frontier
gas in the 2009 to 2010 tine frame. Then in 2012 to 2014 there
shoul d be need for additional gas. It’s the sanme issue of where the
frontier gas will conme from but this is where the opportunity may
lie for Al aska and Arctic gas.

CHAI RVAN TORGERSON t hen wanted to know how t hey were pluggi ng LNG
inports into their thought process.

MR SMALL replied they were seeing the existing four LNGfacilities
in the Lower 48 all conme back on stream Three are active now and
the last wll cone on stream next year. They expect those
facilities to expand in 2003 to 2005. They also expect to see
Geenfield LNG facilities built in the last half of this decade.
They do see that new facilities will be built, but don’t know how
many.

Because of the Septenber 11 attack, they are | ooking at the gl oba

econony. The fragile nature of the Mddle East could inpact both
oi | exports and LNG devel opnent fromthat region. This could have
an inpact on the entire global LNG balance in the latter part of
this decade, but LNG is seen as being an integral part of new
supply in the Lower 48 in that tinme frane.

CHAI RVAN TORGERSON coment ed that he sees LNG inports rather than
other frontier gas as Al aska s bi ggest conpetition.

MR. SMALL responded that their definition of frontier gas is Artic
gas, which is both A aska and Mackenzie, off shore East Canada and
LNG O those three, they see growth in LNG inports and offshore
East Canada. The questions now are what are the conpetitive forces
of LNG? Is Arctic gas able to conpete and if so how wll it
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conpet e?

CHAI RMAN TORCGERSON then asked whether CERA tracks the petro-
chem cal industry.

MR. SMALL said it does.

CHAI RMAN TORGERSON asked if there is a market for polyethyl ene and
the anticipated delivery date.

MR. SMALL said there is always the opportunity for a market, but
here too the question of how the petro-chem cal industry in Al aska
woul d conpete globally nust be addressed. Due to the cost of
transportation fromthe North Slope to tide water, Al aska would be
at a di sadvant age because there are cheaper sources of stranded gas
globally. He was not sure about the w ndow of opportunity, but
doubted it would be before the latter part of this decade.

CHAI RVAN TORGERSON then asked whether they were tracking the
fourteen countries that are starting GASPEC, which is patterned
after OPEC and would control world gas prices. He first heard of
this organi zation during his last trip to Washington D. C

MR. SMALL replied that was outside his area of expertise, but that
he would have soneone from CERA investigate. He added that the
success of such an organi zation would be nore tenuous than OPEC
because it’s a snmaller part of a global nmarket and transportation
costs would be nore difficult to control. This said, it’s not
beyond the real mof possibility.

CHAl RMAN TORGERSON sai d because energy security is such a large
issue, it’s of greater concern that they are trying to do this than
the possibility that they will be successful.

REPRESENTATI VE DAVI ES asked what major risk factors CERA is | ooking
at in terns of economc recovery in the next six nonths and if the
recovery doesn’'t occur, what price sensitivities CERA 1is
forecasti ng.

3:20 p.m

MR. SMALL said consunmer confidence and enploynent are nmajor
signposts and the current stock market mal aise figures heavily in
consuner confidence. In general, conpanies [are] starting to report
positive earnings even though they aren’'t the earnings anticipated
a year ago, which is a positive sign. Consuner confidence and
spending are critical in terns of bringing back demand in steel and
petrochem cal sectors.
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CERA does have a scenario that predicts recession |lasting through
2004 and it shows prices of between $2.50 and $3.00 through that
period. In the context of Arctic gas, the wi ndow of opportunity is
pushed well beyond 2010, possibly to 2015.

CHAI RMAN TORGERSON thanked M. Small for his testinony and
announced the pipeline ownership study woul d be di scussed next.

MR. LARRY PERSI LY expl ained part of his testinony would duplicate
part of Roger Marks’ testinony because risk is key in determ ning
whet her the state should becone an owner or financier of the
project. He then gave the follow ng report:

Pursuant to your instructions in Senate Bill 158, the
Department of Revenue and its consultants have been worKking
for the past few nonths conpiling a report for the |egislature
on the nerits of state or public ownership and/or financing of
a natural gas project. In addition to consulting with experts
on debt financing and project financing, we’'ve interviewed
nore than 30 individuals plus representatives from 10
conpanies in the oil and gas industry — not just the producers
but the large and not-so-large players in the pipeline
busi ness. Qur list of interviews also has included nany
Al askans involved in banking, the oil and gas industry,
| egi sl ators and busi ness | eaders.

Certainly, the Alaskans we interviewed all would like to see a
gas line built to create jobs in Alaska, to generate tax
revenues to pay for public services, and to pronote the
economc activity that wwuld conme wth such a |l|arge

construction project. Qoviously, we don’'t need a study to
tell us that. What we’'re looking at are the risks to the
state — and the benefits — of becomng a nenber of any
partnership that builds and operates the I|ine. And we're
| ooki ng at how —and what woul d happen —if the state wanted
to raise the hundreds of mllions or billions of dollars

needed to buy into the project.
Here are sone of the questions we’'re trying to answer:

What if we sign on as a partner and there are serious cost
overruns during construction? Wat if the partners are all
required to pay in nore noney to cover those overruns? WII
the state be able to conme up with the noney? It’s always
possi bl e that federal regulators —FERC —may not allow the
pi peline owners to recover 100% of the cost of any overruns.
Is it smart to commt to sone possi ble unknown expense in the
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future, given that the state already is running short of cash?
Even worse, what if sone unforeseen event blocks or stalls
conpletion of the line? Ganted, the risk is small judged by
the odds of it happening, but the risk does exist. W need to
consider that the Constitutional Budget Reserve Fund is at
$2.8 billion and falling. W're looking at less than $2.5

billion by the end of the fiscal year next June 30, and
perhaps as low as $1.5 billion one year later. The Pernmanent
Fund Earni ngs Reserve Account, which had $6.1 billion just a
coupl e of years ago, is around $2.7 billion this week after a
bad year in stocks while still <continuing to pay full
di vi dends.

After the pipeline is built and the gas is flowing, there are
still risks to the owners of the Iline and/or the owners of the
gas. This is the cost of getting the gas to market, and
whet her the market will be willing to pay that cost in ful

year after year. Wiereas the cost of noving North Slope oil to
mar ket i s about 25% of the sales price at the refinery, the
cost of nmoving gas to Chicago is closer to 80% There just
isnt that nuch margin left after paying the transportation
tariff on a gas pipeline. A small swing in the market price
for gas could nmean a loss for whoever is carrying the risk.
That’s the central issue in all this. Wwo takes the risk that,
in any given year, the price for gas in Chicago will not be
sufficient to cover the tariff of nmoving it fromA aska to the
M dwest, plus the cost of production, taxes and a profit?
General ly, gas producers (the shippers) take this risk, but in
the case of the Al aska project, because of its size, we expect
there may be sonme risk sharing between the producers and
pi peline owmers. Certainly, if the producers agree to take al
of the price risk, pipeline ownership could be a good
investnment for the state, consistent with Permanent Fund
earnings on a risk-adjusted basis.

As | said, we expect that the three North Sl ope producers are
hesitant to take all the risk — the risk of construction cost
overruns if they build the pipeline and the larger risk that
sone years the market will not pay enough to cover the $2 plus
pipeline tariff plus other costs. Even if you |l ose just a dine

on every thousand cubic of gas in a 4 billion cubic foot per
day line, that loss could total $400,000 a day, or al nost $150
mllion over a full year.

O course, pipeline conpanies would be happy to build the Iine
if producers agree to take all the risk, signing “ship-or-pay
contracts,” conmtting to pay the pipeline conpanies a fixed
tariff regardl ess of the market price.

JT NAT. GAS PI PELI NES CMIE -37- Novenber 7, 2001



The deci sion whether to build the gasline, and who w ||
build it, will conme down to a deal over who is willing to
share how nmuch of the price risk

Al so thinking about risk, does it nake sense for the state,
which is already heavily dependent on oil revenues, to take
a large investnent in gas? Should we instead diversify from
the oil and gas sector in generating state revenues?

It’s one thing for a corporation to take a risk that could
mean no dividends to shareholders if it goes sour one year
It’s another thing for a state to take a risk with providing
essential public services. Renenber, we expect the Budget
Reserve to hit enpty in 2005, and the Pernmanent Fund earni ngs
reserve has taken a major hit in the stock market.

Wuld the state be better off letting soneone el se take all
the risk, and we then would do what we do best — and that is
tax the profits?

Putting aside the risk issues, we next will have to answer the
guestions: What can the state bring to table as a partner in
the project? Wuld state governnent involvenent actually sl ow
down a commercial operation? Does the state gain anything
worthwhile for taking a share of the risk?

In our research and analysis, and our interviews wth
producers and pipeline conpanies, here is what we’ ve | earned:

Proj ect sponsors — be they gas producers or pipeline
conpani es —al ready have access to all the capital they
need if they decide to build the project. State

i nvol venent just isn’'t needed for financing.

State investnment doesn’'t do anything to |essen the
financial risks for the other partners, so they don't
gain anything from having us as a partner. The
mar ket pl ace dictates project risk, and the state has no
control over that.

Al aska al ready has a significant future inconme risk in
the energy sector. Wiy woul d people want to conpound the
situation by nmaking a | arge, discretionary investnent in
energy? An executive said by investing in a project that
will not be cash-flow positive for a nunber of years, the
state is depriving its citizens of the present-incone
value of its limted investnent capital.
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Al t hough some may believe the state would gain a “seat at
the table” as a partner in the pipeline, we wouldn't
really gain any nore information than we woul d be able to
get on our owmn —through the Federal Energy Regul atory
Comm ssion, which would regulate pipeline tariffs, and
through the state’s own regul atory agencies. W couldn’'t
use confidential, proprietary information fromthe table
agai nst conpanies in tax cases, and we couldn’t use the
information to out-nmaneuver our partners in gas narketing
opportunities.

As a partner, the state mght face the political
tenptation to nmeddl e in the busi ness operation.

As one pipeline conpany said, the state would need to
recogni ze that board discussions are open, frank and
confidential. Decisions would need to be nmade for the best
interest of the project, not necessarily the state.

Deci sions of and debate of the joint venture board cannot be
shared publicly. This m ght not be conpatible with state
owner shi p.

Anot her executive explained that a seat at the table is a fine
political concept, but the state’'s participation |ikely wll
hurt the viability of the project. The deci si on-nmaki ng
process of the state on the joint venture governing board
likely will be influenced by political, not business, concerns
and will be slow. Mnagenent of any joint venture is, by its
very nature, very difficult. A governmental entity will only
i ncrease the conpl exity because governnents are not accustoned
t o maki ng qui ck, unenotional deci sions.

The state al ready can regul ate much of the operations of the
line through right-of-way permts and regulatory oversight
functi ons.

Being a partner could put the state into a conflict of
interest situation. Wat would be nore inportant to the state
— running the line at maximum profit, or follow ng new,
per haps costly environnental or safety or regulatory rules?

A final question is, should the state own a piece of a project
in a foreign country?

If the state decided to go ahead and take the risk as a

partner in the project, where would we get our share of the
cash to buy into the Gasline?
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Under existing federal law, the state or any other public
entity could not issue tax-exenpt debt except for a very smal
portion of the project. Only those facilities available for
public use, such as a dock or highway or distribution hub
available for all users, would qualify under federal |aw for
t ax-exenpt financing. Everything el se would be financed with
t axabl e bonds.

Federal |aw does allowthe state to issue a limted anmount of
t ax- exenpt debt for private-activity uses, but that currently
is set at $187 million a year, and is used in full by AHFC,
Al DEA, the student |oan corporation and ot hers.

Congress could change the tax laws as it has for other
projects, but without a change in federal |aw, tax-free bonds
do not appear to be possible for raising the state’s share of
buying into the project. The sanme restriction likely would
apply to a port authority or other, simlar public corporation
or agency.

Anot her issue is that we don’t believe the state could issue
general obligation bonds for this project. State ownership in
the Gasline likely would fail to neet the required standard of
a capital inprovenent or public inprovenent.

But if we could issue GO bonds for our investnent in the
pi peline —assum ng the state wants to preserve its existing
AA credit rating — a conservative estimate of our debt
capacity would allow us to commt no nore than 5%to 8% of our
general fund revenue streamto debt payments. That’s been the
state’s target for years, and it has served us well in
mai ntaining a good credit limt. At alimt of 8% of genera
fund revenue, the state could issue sonewhere around $200
mllion to $300 mllion in 10- or 15-year bonds over the next
Si X years. Those nunbers are based on the state’ s current
fiscal situation, nmeaning the budget gap. |If the state were
to adopt new revenue sources, be it taxes or using sone
Per manent Fund earni ngs, we woul d have the capacity to issue
significantly nore debt by the end of the decade.

But also keep in mnd that any estimte of Al aska s bonding
capacity today does not yet account for bonds under
consideration, such as the new DEC seafood |ab, deferred
mai nt enance on public buildings, schools and harbors. The
Gasl i ne woul d have to conpete with all those other needs for
GO debt .

The state or another public entity could issue revenue bonds,
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pl edging the future revenue fromthe Gasline to pay back the
debt. But there are sone problens here, too.

One, if the state backed the revenue bonds with a noral
obligation, we'd have to use tax noney or Permanent Fund
earnings if gas line revenues were insufficient in any given
year to cover debt service. If we sold the bolds based solely
on the gas line revenue —with no other assets or incone at
risk —we’d probably have to pay much higher interest rates to
borrow t hat noney. Much hi gher than what the producers or
pi pel i ne conpani es woul d have to pay on their own debt.

Two, the state would be at risk if the gas flow or revenue
streamwere disrupted. W would no | onger have the revenue to
pay back the debt.

Three, even with pledging future gas |line revenues, the state
still couldn’t match the excellent credit rating and | ower
interest rates that conpanies such as Exxon and BP coul d get.

For exanpl e, |ooking at taxable bonds, the difference between

Exxon’s AAA rating and the state’s AA rating —if we could
maintain that grade — would be $20 million in interest
paynents in the first year on a $10 billion debt.

Four, we don’t believe 100% project financing is feasible for
this project for any governnental entity. Regardless of what
the port authority is told by its lawers and financial
advi sers, our research indicates it is close to inpossible to
obtain 100% debt financing for a project operated by a
government entity with no experience in such projects and with
just a single source of revenue to repay the debt. The answer
m ght be different if the producers were willing to absolutely
guarantee a hi gh enough price for a high enough vol une of gas
for a |l ong enough period of tine to pay back the debt, but if
they’re going to take all the risk, why would they want to
work through the state or a port authority when they could
issue their own debt at a | ower cost?

One other comment | want to nmeke is that back in 1978 the
pi pel i ne conpani es were encouraging state investnent in the
proj ect. Federal |aw back then prohibited oil and gas

producers from owning a pipeline, so that source of funding
was not avail abl e. The project was estimated to cost $20

billion or nore, and that was nore than the pipeline conpanies
could afford. Sinply put, they needed the state. But the | aw
has changed and the producers can own the |ine. And the

financial strength of many of the conpanies involved has
grown. And the cost is nuch lower. No one really needs us
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any nore.

These are our prelimnary findings and thoughts to date, and
coul d change as we continue with our work. Qur final report
wll be delivered in January, and we would be happy to give
you an update next nonth at your conveni ence.

3:39 p.m

CHAI RVAN TORGERSON conmented he hoped the departnent and its
consultants would be able to work through the concerns and list the
pros and cons for each of the points set forth.

There are additional suggestions in SB 158 that he would like to
have each addressed individually. One was the feasibility of
formng a public corporation and anot her was whether form ng a port
authority is a good idea or not.

MR. PERSILY said they would address the other questions and I|i st
the pros and cons for each and | ook for solutions to problens.

CHAI RVAN TORGERSON pointed out this is the third report of its kind
and none have recommended state ownership so it’'s doubtful that
there woul d be a change but sone of their questions are different.

The comments about “seat at the table” were interesting but nost of
the information is confidential not public. It is available to the
Department of Revenue of course but he has not been able to get
much tariff information on the oil pipeline due to the
confidentiality requirenent. Tariff fluctuation of one half of a
percent could be a determ nant. The shroud of confidentiality is
certainly not good for those making decisions because they nust
sinply accept figures given to them

MR. PERSILY asked if this nmeant they needed to consider naking as
small an investnent as possible in order to gain access to that
confidential information.

CHAl RMAN TORGERSON said that has been suggested and perhaps the
information woul dn’t be avail able even then but he would like to
know. He does |ook forward to state legislation in the upcom ng
session to deal with sone of the shroud.

3:45 p.m
REPRESENTATI VE GREEN said there was a strong difference of opinion

on the tariffs on the oil pipeline and subsequent litigation. For a
nore open policy there would need to be sone degree of ownership.
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If this is a good idea and the accessibility question is not
adequat el y addressed, then by owning 12.5 percent the State m ght
be able to allow access. On the con side, the State usually does
not conpete with free enterprise.

MR PERSILY said the | aw does not allow owers of a project to give
any preference to thenselves for capacity. If the State wants
capacity, regardless of whether it’s an owner or partner in the
pipeline, it would have to bid for capacity during open season |ike
everyone else. Then it is committed to filling that capacity just
| i ke anyone el se. Therefore, 12.5 percent ownership could not be
translated to 12.5 percent capacity of a regul ated pipeline.

CHAlI RVAN TORGERSON poi nted out they have di scussed owning a certain
capacity in a certain location if they wanted to do a |l arge vol une
user sonewhere al ong the route.

MR. PERSILY replied that if the State was a contract carrier, it
woul d have to bid for capacity, it would not get it by owing 12.5
percent. You could own it wi thout having capacity or you could pay
the capacity |ike any other shipper without owming it. It is his
understanding that for a contract carrier, capacity does not cone
w t h owner shi p.

CHAI RVAN TORGERSON t hought that was correct for going from Al aska
to Alberta but a question arises as capacity is added interstate.

REPRESENTATI VE DAVI ES asked whet her shared risk wasn’t a val uabl e
el enent .

MR PERSILY thought it mght be but if there were so nmuch risk that
it’s desirable to dilute it, then the project probably wouldn't be
built. If they feel there is small enough risk to go ahead and
build then they m ght not want to share the wealth by taking in
ot her partners.

The State mght bring nore to the table w thout taking on risk by
wor ki ng federal angles, such as accel erated depreciation. Because
producers have tal ked about fiscal certainty, the State could
certainly bring that to the table w thout being a partner

3:50 p.m

Tape 01-24, SIDE B

REPRESENTATI VE DAVI ES t hen asked whet her the di scount rate woul d be
affected to the extent that the State shares ri sk and whet her an
i nvesting conpany woul d be | ooking at this.
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MR PERSILY said that is a question for Roger Marks but the conpany
woul d be putting less of its own noney at risk.

REPRESENTATI VE DAVI ES said transportation costs are of concern with
the oil pipeline with conpanies that both transport and distribute.
Some suggest that if the State had sone ownership, it could
insulate itself fromthat concern because it would benefit in the
same way. He asked if the State could shield itself if it had sone
ownership and, if so, what percentage ownership woul d be opti nmal

MR PERSILY replied that if the State were absorbing 100 percent of
the transportation tariffs, the only way to offset that would be to
get 100 percent of the profit on the other end owning the entire
line. If the State took all the risk at the well head out but only
got 12.5 percent of the pipeline profits because it owned just 12.5
percent, it would conme up short.

The gas line will be different than the oil Iine because it wll be
regul ated at a rate of return. No one foresees the problens that
were encountered with the oil pipeline in ternms of cost shifting.

Al'l Al askans interviewed wanted the State to have a seat at the
table for the gas |ine because they thought there woul d be val uabl e
information avail able and they | acked that information on the oi
line and |ikely were cheated on the oil tariffs.

CHAI RVAN TORGERSON sai d there were al so di scussions about the State

owning the oil line 25 years ago and it wouldn’t have been a bad
investnment. He agreed that he wants a seat at the table but isn't
sure what he will learn. AOder studies say that the state shoul dn't

be an owner in the line, but that we should i ssue seni or debt and
he hoped their report would | ook at that concept.

He remar ked:

The barrier to the pipeline is how to manage risk -
whether it be fiscal [indisc.] fromthe state, whether it
be environnmental |laws or whatever it is. Back to what
Representative Davies said, if you have nore folks to
share that risk, your exposure is |less. Not that that
makes it a good deal, because | agree with you on that
statenment, but at sone point in tine, the report said
that we shoul d consider not owning the line, but helping
control the risk by issuing senior debt if they had cost
overruns.

CHAI RMAN TORGERSON said the oil pipeline started out costing $700
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mllion and ended up being $10 billion. "They had a little bit of
cost overrun on the pipeline, so it was a very serious problem on
how t o manage that cost overrun.™

MR. PERSILY said that taking senior debt on this project m ght be
an attractive option for the state.

CHAl RVAN TORCGERSON comment ed, "OF course, that was before Exxon was
making $5 billion per quarter. So, they can pay for this in one
year's profit.”

MR. PERSILY said, "They owe us sone of that."
CHAl RMAN TORGERSON sai d, "About all of that."

REPRESENTATI VE GREEN said the state has been historically getting
about 8 percent.

MR PERSILY responded that 8.25 percent is the | ong-term assunption
for the Permanent Fund.

REPRESENTATI VE GREEN asked, "Since the state is obviously satisfied
with a much lower rate of return, would that nmake a difference in
maki ng an i nvestnment in a portion of the pipeline?”

MR. PERSILY said it mght, but the Pernmanent Fund Corporation’s
8.25 percent long-term [indisc.] is nmuch lower risk than the
assessed base they are working on. The state |ooks at how this
seni or debt would conpare to other debt the state is investing in
as part of its portfolio. He noted, "It mght be very attractive."”

CHAI RVAN TORGERSON asked if they decide to do a state ownership,
whet her they are considering going through the Al aska I|Industri al
Devel opnent & Export Authority (Al DEA).

MR. PERSILY replied that they are | ooking at the difference in tax
| aws. He expl ai ned:

If the state owned shares in a corporation, which we do
through current [indisc.] other investnents, we don't
have to pay any federal incone tax, but what if there
were limted liability conpany or a limted partnership
in those projects, would any of those projects flow to
the state? Wuld they put us in a taxable situation
that's any different if the state owns it or if we set up
a corporation simlar to what we do with the Northern
Tobacco Securities Corporation, which is a dumy
corporation to shield the state if there's any default on
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t he tobacco bonds. But it really is a state corporation.
So, we'll be | ooking at those, too.

REPRESENTATI VE DAVIES asked if they were considering possible
conflict of interest. The Alaska Railroad has the citizens
interest in environmental regulation handl ed by one state agency
and the citizens' interest in efficient economc operation by
anot her.

MR PERSILY replied that was certainly possible, particularly after
all the spills on the Railroad | ast year. The conflict issue is not
an i nsurnountabl e one, such as federal |aws that woul d prohibit tax
exenpt financing. The conflict is nore of a public policy question
to the legislature and to the governor. Is this such a concern that
you don't walk into it or do you walk into it know ng the issues,
knowi ng what you need to avoid with your eyes open?

CHAI RMAN TORGERSON t hanked M. Persily for his testinony and asked
if he could have a draft of his responses ready by the end of
Decenber or early January before he rel eased the consultants.

MR. PERSILY agreed to do that.
4:02 p.m

MR. BILL BRITT, Director, Pipeline Coordinator, reported that in
January, the Governor signed Adm nistrative Order 187 that set up
the Gas Pipeline Ofice as a division of DNR and he assuned the
directorship of that. In July, he testified before the commttee
and gave a sunmary of the proposals that were in play. None of that
has really changed since that tinme. He told nenbers:

Ri ght now we are working with Foothills and the producer
consortiunms. Wth Foothills we are working on advanci ng
their right-of-way applications. Wth the producers, it
continues to be permtting for various aspects of their
feasibility studies. Just as an aside, | am frequently
asked about Yukon Pacific's conditional right-of-way and
that's being admnistered in the Joint Pipeline Ofice as
an existing | ease. Should they choose to prove that up to
an unconditional |ease or otherw se nove that forward
aggressively, it mght [indisc.] to hear, but for the
time being it's in the Joint Pipeline Ofice.

Again, by way of background, we were provided wth
general funding by LBA in July. W signed rei nbursenent
menor anda of understanding with Foothills in July and
with the producers in August. Qur funding is through the
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ending of this calendar year and we are setting up
di scussion right now with our three funding sources for
Novenber and early Decenber to discuss what happens in
the second half of this year.

Staff at this point consists of nine folks. Four
desi gnat ed agenci es have four additional people who have
been hired and wll report this nonth. The three
remai ni ng designated agencies are presently recruiting
[indisc.] and that recruiting in some instances is
proving to be fairly challenging. W have two assi st ant
attorney generals assigned to assist us. W have |iaisons
fromBLM and MV5. W are performng work with six other
divisions of DNR - Mning, Land and Water for land title
wor k, Land Records Information for |and status work, the
Ofice of Hstory and Archaeol ogy for permtting support,
DGGS for research, Gl and Gas for technical assistance
and the State Pipeline Coordinator's Ofice continues to
provide us with adm nistrative support. We're presently
in the Atwood Building. W'll be noving toward the end of
the year. The letter of interest has gone out, there have
been I think around a half dozen expressions of interest
and formal proposals will be received and eval uat ed next
week.

The work planning with Foothills is probably the nost
intense effort that we have ongoing. In July, | received
fromFoothills a reconstituted application, which was a
resubmttal of those aspects of the tons of papers we
received previously that Foothills considered to be
applicable to the existing project and applications.
We've nmet and identified high priority itenms. Sonme of
those are ongoing. A larger discussion is over the
process itself that will take place and those things are
now occurring about every other week in order to try and
pin this stuff down and keep it noving.

Doing ancillary stuff, we're working on our directory,
nunbers and types of permts, not only for the state, but
for the feds and we will soon be noving to Canadi ans -
[indisc.] and private land owners as well. Critical
i ssues associated with each - we're flow charting out
these permts and begi nning the process of synchronizing
them W' re outreaching federal governnent in attenpting
to organi ze them since they are having difficulties in
organi zi ng thensel ves. W've nade contact with the EPA
FAA, Coast Guard, Fish and WIldlife Service, DOT,
Nati onal Marine Fisheries, FERC, the FCC and the Corps of
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Engi neers and are getting information fromeach. | expect
Canada to be next. Probably toward the end of the year

and early next year | plan to travel to Calgary and
Otawa and begin to nake exactly the sane sorts of
cont acts.

The next step is to begin working with | ocal governnents,
native corporations, travel counsels. W need to do work
with the [indisc.] and the Railroad Corporation, both of
whi ch we believe have |land along the right-of-way. The

University my as well; that's now being checked.
Legi slative session is comng up and | expect there to be
probably nore than one bill relating to gas pipelines.
So, I'mexpecting that to take sone time. And in the next
year | hope to begin a reasonably serious outreach
program

CHAI RMAN TORGERSON asked what was going on with YPC. He heard they
had downsi zed their office.

MR. BRITT replied that he was neeting tonorrow with the R ght-of-
way Chief of the Joint Pipeline Ofice to get a briefing on that.
They have submitted a request for about 17 m nor realignnents of
their rights-of-way, which is now being processed. He hasn't heard
that this is setting off anything large, such as a |arge deep
eval uati on over any serious reconsideration.

CHAI RVAN TORGERSON asked himto email anything he finds out about
that. He asked where they are at in the Foothills process.

MR. BRITT replied Foothills submtted a nulti-volume collection of
exhibits that had been submtted previously that [Foothills]
t hought was applicable to the questions that are asked in a right-
of -way | ease application form He is beginning the review

CHAI RVAN TORGERSON asked what they were, stream crossing perhaps.

MR. BRITT replied that some of it is engineering work, a lot of it
is like an engineering design criteria handbook. The federal grant
of right-of-way under Stipulation 161 required in the nei ghborhood
of 30 separate plans for a whole variety of topics fromresources
in Alaska to | ocations and excavations - a broad variety of topics.
Sonme of those plans were nothbal |l ed.

CHAI RVAN TORGERSON asked if they were review ng the engineering
studies to see what needed to be repeated.

MR. BRITT replied that they need to critique them and determ ne
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whet her they are adequate and, if they are not, why. Perhaps they
are out of date or nore information is needed or the world has
changed.

CHAI RVAN TORCGERSON asked why they have nore attorneys than
engi neers.

MR BRITT replied that attorneys are easier to find.

CHAI RVAN TORGERSON t hanked M. Britt for his testinony and asked
himto keep the comm ttee inforned.

4:09 - 4:19 - BREAK

MR JOHN LARSON, Ceol ogist, U S. Mnerals Managenent Service (MVB),
said they have two off shore | eases sales in Cook Inlet schedul ed
for 2004 and 2006. Existing reserves in the Cook Inlet region have
been explored and are 2.564 TCF of gas, about a 12 year reserve if
gas in the area. There are about 6.6 years of oil reserves.
Further, exploration shows that the Cook Inlet Basin has
significant untapped natural gas resources.

Very few structures in the perspective OCS | ease acreages invol ve
tertiary age formations that are so productive in the Upper Cook
Inlet. There are potential oil traps that can be seen on data, but
they don't have reservoir characteristics. Hypothetical coal bed
nmet hane resources depend on the tertiary formations in Upper Cook
Inlet. He had projections done by the U S. Geol ogi cal survey that
he presented in a slide to the conmttee.

REPRESENTATI VE GREEN asked how they estimated their cal cul ations.

MR. LARSON said they tried to use nean levels for their
cal cul ati ons.

REPRESENTATI VE GREEN said that they seenmed to be specific nunbers,
but were still “guesstimtes.”

MR. LARSON concluded that the Cook Inlet basin has significant
unt apped natural gas resources and the MVB is proposing two gas
| ease sales in the area in 2004 and 2006.

CHAI RVAN TORGERSON asked what their responsibilities were for the
state and whether they just guess at the resources fromoil and gas
nunbers or do research

MR. LARSON replied that the estimates on his slides were generated
by the U S. Geol ogi cal survey, which has done sone research
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CHAI RVAN TORGERSON asked about Phillips' drilling.

MR LARSON replied that their target depth as a vertical concern is
not that deep. "It's just that they're having to drill from on
shore a |l ong distance off shore in order to get to it."

REPRESENTATI VE GREEN asked if the estinmates were prinmary reservoirs
or oil associ at ed.

MR. RANCE WALL, Regional Supervisor, MMVS, replied that his
estimates were the oil and gas plays they had analyzed in the
northern part of the basin. It consisted of an interlude of a | ot
of oil; those have very little associated gas with them There is a
gas play in an interval above that which is nearly all gas. In that
case, one wouldn't think about using the gas for oil
pressuri zati on.

REPRESENTATI VE GREEN asked if the gas would be avail abl e soon after
devel opnent .

MR. LARSON said that is correct and that "Some of the deeper oi
woul d have associated gas with it dissolved in the oil."

REPRESENTATI VE DAVI ES said he thought the Inlet resources would be
all used up in 17 years.

CHAl RMAN TORGERSON asked how cl ose their Cook Inlet estinmates were
in the past.

MR. WALL responded that they started out being a | ot bigger than
t hey are now.

CHAI RVAN TORGERSON asked if they were sure that the 10 holes
drilled in the OCS area were unecononm ¢ so the chances of | easing
in Shelikof Straits are probably slim

MR WALL responded that is correct. He also said the five-year plan
is not official, it's just proposed.

REPRESENTATI VE DAVI ES asked if there were any estinmates that m ght
significantly alter the nunbers.

MR. WALL responded that it depended on what deci sions were nmade on
what to offer as they go through the NEPA process. One of the key
issues will be what the State wants themto do.

CHAI RMVAN TORGERSON said the tri-borough conm ssion (Kodiak,

JT NAT. GAS PI PELI NES CMIE - 50- Novenber 7, 2001



[indisc.] and the Kenai Borough) net in the early ‘90s on how t hey
wanted to see devel opment go forward. He thought that nost of that
information would be the sane, like restrictions in the fishing
areas and that kind of thing.

SENATOR OLSON asked if there were known reserves on federal | ands.
MR. WALL responded that he thought there were, but they don't do
assessnments for that area. He suspected there would be potential in
sone areas if they were offered.

CHAI RVAN TORGERSON sai d he thought they did the work for BLM

MR. WALL responded that they work with them

CHAI RVAN TORCGERSON asked if there were any further questions and
there were none. He adjourned the neeting at 4:45 p. m

JT NAT. GAS PI PELI NES CMIE -51- Novenber 7, 2001



