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CHAI RMAN JOHN TORGERSON called the Senate Resources Conmittee
neeting to order at 3:58 pm and announced a presentation on the
Al can H ghway Gas Pipeline route.

MR. KEN THOWPSON, President, Pacific R m Leadership Devel opnent,
explained that Pacific Rmis a consulting firmhe started when he
noved back to Anchorage to provide Al askan busi nesses, nonprofits,
and churches with |eadership advice on setting direction and
strategy for the future and how to build good executive teans. He
is working with 10 conpanies in Al aska. He does not do consulting
with any of the major producers.

"l do have a passion for comrercializing North Slope gas," M.
Thonpson said. He believes that gas prices will |evel at sone point
above $3 and that would nmake it comercial to the Lower 48. In his
| ast two years at ARCO he was executive vice president of their
Asia Pacific region in charge of their conpanies in Al aska, China,
Mal aysi a, Thailand and | ndonesia. He was al so head of gl obal gas
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mar keting for ARCO He was al so appoi nted by, then, Secretary of
Energy Ri chardson as one of two Anericans to assist Asian nations
in forging and fornmulating natural gas policies and power
generation policies, as well as in South Arerica. He wanted, as a
citizen, to step forward and assi st Al aska offering his consulting,
experience and advice to the House and Senate. He woul d waive his
fee over the next few years, because he thought it was, "inportant
to get off on the right foot as Al askans."

MR, THOVWPSON i ntroduced his concept of a "Gas Business Vision" for
Al aska. He thought the state should have a broader vision than just
the individual projects and do things right in the first few years
to make sure they create broader opportunities and multiple markets
in the future

It's inportant to realize the producers are conpleting
their studies to create a vision fromtheir perspective.
| think the state should also proactively conplete its
separate studies and create a vision that's best |ong-
termfor Al askans. | advise the state woul d make m st akes
while waiting for the producers to finish. Wile we my
have a | ot of details we do have to wait to do, based on
what their final conclusion is, there are many things the
state could do proactively regardless of their
recommendat i ons.

He said it's inportant to realize that the state and producers wil |
differ in their perspectives. The producers nust |ook at what's
best froma discounted present value or rates of return. They ought
to focus on that or their boards should run themoff. On the other
hand, the state needs to focus on 50 years of socio-economc
benefit to the state. He thought with planning the state and
i ndustry could cone together in the next few years with a wi n-w n.

MR. THOVWPSON r ecommended:

e (Gas pipeline traversing Al aska - LNG m ght not be viable now,
but it could be in the future. If you accept the gas busi ness
route, the northern route is a non-starter. That woul d not be
best for Al askans. He said we want multiple markets for our
gas. The northern route would hold Al askans hostage to one
mar ket . Access or the potential for access in the future to
mul ti pl e markets, when you go to negotiate terns and price,
you get Dbetter deals if that buyer thinks you can go
el sewhere. If the state takes the northern route, the buyers
will be in the Lower 48 only.

e "Natural gas hub" near Fairbanks or Delta Junction. The gas
hub is physical, but nore inportantly, there is a contractual
principle element of gas trading that is not currently
existing in Alaska that needs to be finalized in the next few
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years.

0 On the physical facilities, "lmagine a hub, a system of
mani f ol ds and val ves near Fairbanks or Delta Junction and
fromthat pipelines could converge." He could envision a
smal | natural gas |iquids plant near Fairbanks that could
manuf act ure propane and butane off gas and ship those
products to interior villages very much |ike what is done
with diesel today. The propane butane would be nuch
cl eaner fuel for those villages. He al so envisioned from
that hub another trunk line into Anchorage that could be
power generation for Anchorage and residential honme use.
This wll be even nore critical in 10 years if the
i ndustry is not successful in its exploration effort for
nore natural gas in Cook Inlet. He envisioned a
fertilizer plant that could ship urea to China, which is
closer to Al aska than Indonesia, which does that now He
envisioned a gas-to-liquids plant in Anchorage or
Fai rbanks sending clean diesel to the west coast. He
noted that cl eaner technology for gas-to-liquids fuels is
pr ogr essi ng.

0 He strongly suggested before gas flows, the state should
get the contractual systemdown, which is clear rules and
regulation for the rights of gas access and netback
pricing. Those rules are not clear in Al aska, yet. He
t hought Al askans should be able to buy gas at a hub for
$1 if that's what it's selling for in Chicago, adjusted a
little bit for volunmes. Right now there are no
regul ations and rules in place to govern that. A supplier
right now would be in a position to offer diesel to a
community for only a fewcents less than it would take to
ship it up, but that would still be a lot nore than a hub
price. He reiterated that Al askans shoul d have access to
gas at the netback pricing.

o0 Another thing that's not clear is the rights of other
peopl e and other pipelines to tap into whether it be a
hub or a spur line. He used an exanple in 1994 when ARCO
di scovered a satellite field near Prudhoe Bay. They
want ed access into the Prudhoe Bay processing facilities,
because the field was too small to construct its own
facilities. It took them five years to gain access to
those facilities, because some of the owners differed.
Only during the nerger were clear rules set for facility
access on the North Sl ope.

e The state should retain its 12.5 percent royalty share of gas
"in kind". Leases allow for the state to allow the producers
to sell the gas and send the state a royalty check, but he
favored keeping the gas and nmarketing it ourselves. Initially,
t hat market woul d be the Lower 48, but the state can hire and
contract with conpanies such as Enron Trading or WIIlians
Energy Trading. "W need to iron out gas price valuation
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nmet hodol ogy up front and when we market our gas, we will know
what true market value is in the nmarket. He expl ai ned:
If a producer is selling gas in Chicago at a
certain price and the state is able to have our gas
mar keti ng conpany get a higher price, the producers
must pay, under the |eases at Prudhoe Bay, that
hi gher market valuation. The |eases stipulate
"actual proceeds or market valuation" whichever is
hi gher. In the past on oil, Al aska has never had a
clear way to determ ne that narket valuation. On
gas, because of its liquidity and the | arge anount
of gas trading, we do have a way on gas, but we
need to clarify that up front and we can help do
that by selling our share of gas. Al so, when the
state retains its share of gas, | think that wll
better facilitate instate gas use. For exanple, the
state currently uses about 115 mllion cubic feet
of gas per day (MCFD). The state's share at 12.5
percent at 2 BCFD woul d be roughly 250 MCFD and i f
the gas pipeline ranps up to 4 BCFD, it would be
double that. The state's share woul d be nuch | arger
than current use and we can expand gas industry in
our state.

« The State of Al askan conpanies invest at |east 12.5 percent
share in the gas pipeline fromthe Slope to the hub and hub
facilities. He feels the role of governnent is to provide a
positive business climate and wouldn’t normally recommend a
state or governnent investing in a business venture such as
this. But in this case, the state has had 20 years of
di screpancies and |lawsuits with TAPS owners over cost and

tariffs. "I think Al aska on the gas pipeline needs a seat at
the table.” He recommrended i nvestnent just fromthe hub to the
North Sl ope and he has heard sone estimates of $2 - $3 billion

gross nmaking the state's share about $250 - $400 million. He
t hought that was doable, if the state wanted to use that
alternative. If the governnent decided not to invest, at |east
it could stipulate that Al askan conpanies and corporations
wi th boards in Al aska be able to purchase and invest in that
12.5 percent that would nove the state's share of gas. "That
way we have people at the table that are Al askans and the
deci sions in boardroons woul d be here and not just boardroons
in Bartlesville, Houston, or London.

* The final recomendation is that the state fornul ates policies
and regulations for clear and transparent valuation and
pricing to resolve up front and prevent |awsuits that have
happened on oil.

Page four of his presentation illustrates what could happen in
Al aska with the trading hub concept, particularly with principles

SENATE RES COW TTEE -4- March 14, 2001



for trading. In the future, investors could choose to have spur
lines instead of the physical hub, but we need to have the trading
principles and regulations for trading to nake sure there's clear
access rules and clear valuation rules. It illustrates that there
could be multiple markets over the next 50-years.

Number 1200

MR. THOWPSON said that the state does not need to do all of the
suggestions on page five in one year, but they all happen daily in
gas basins around the world. They are:

e 2001: Make a resolution supporting principles of a natural gas
business in Alaska in conjunction with a Lower 48 gas line -
in regards to access and trading to give Al askans a broad vi ew
of where the state would |Iike to go.

e 2002 - 03:

Regul ations for clear, transparent netback pricing

Rul es for clear, transparent access for in-state use

Rul es for clear, transparent access for overseas narkets

State finalize decision of investnent in line, gas "in

ki nd"

e 2004 - 06: State attract investors for hub and/or spur |ines,
in-state distribution, <city infrastructure, value added
processi ng

©O0O0O0

He concl uded:
» Lower 48 market appears best currently, but cyclical

* Northern route holds Al aska gas hostage to one cyclical market
| ong-term

e Southern route along TAPS route and Al aska hi ghway provides
access to future nmultiple markets
o Al aska internal markets
0 Asia, Wst Coast U S. - Recently, Phillips announced they
woul d teamup the EIl Paso Natural Gas to provide LNG to
Mexico or California. Peru is also looking at LNG to
Mexico and California. He said with a hub, a conpany |ike
Yukon Pacific doesn't have to | ook at the econom cs of
building the lines all the way fromthe Sl ope. They could
perhaps build a smaller line fromthe hub down to Val dez,
start off wth the snaller |ess expensive project, fit in
to some of the smaller nmarkets that mght be nore
comercial for them

e« State and Producers wll see different calculations for
nort hern vs. southern routes
0 Producers nmust focus on di scounted present val ue, rates-
of -return
o State nust focus on 50 years of socio-econom c benefit to
the state

* Find win-win solution for route traversing Al aska
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MR. THOWSON reiterated the need for establishing a trading hub in
Al aska. He said that sone of the sanme conpanies that are in Al aska
work with the European Union (EU) to fornul ate the European Union
Gas Directive that has clear rules and regulations for trading in
transport of gas and power generation. Sone of the same conpanies
have trading hubs in the UK and he couldn't see why Al aska
couldn't have that. "I think it's inmportant.™

MR. THOWPSON said that exhibit 10 reiterates sonme of the points
made on the state retaining 12.5 percent share. Exhibit 11
highlights key points to consider on the state investing. He
poi nted out:

If the state did not see fit to invest, selecting A askan

conpani es through a bidding process - quality native

corporations, quality Al askan corporations, for at |east

12.5 percent could be very helpful to nove the state's

share of gas. It also nmeans there are nore profits kept

in state. A plus of the state owning the pipeline, you

get advance fees and tariffs that are fairly constant and

not cyclical like the gas prices are.

MR. THOWPSON said exhibit 12 reiterates that the discussion of
val uation and pricing policies has to take place with producers. He
truly thought that would be a win-win situation for both the state
and producers. The lawsuits generated angry feelings and a | ot of
dollars paid. This would resolve that upfront.

Exhibit 13 illustrates that before final rules and regul ati ons were
passed in the EU governing the natural gas business, they
established a set of principles that are very easy to understand
and straight forward. Those EU principles are:

e @Gas transm ssion, distribution interconnected, no barriers
e State regul ates gas business: nondi scrimnatory, clear
e Fair and open access to the natural gas system

* Access to pipelines allowed under set of transparent rules. He
noted that the are forns that protect buyers and sellers and
the EU has that for trading of natural gas.

e Participants in the market wll not abuse their dom nant
position nor engage in predatory behavior

e Participants have open, nondiscrimnatory storage access
e Gas suppliers will conpete freely for "eligible custoners”

MR, THOWPSON sunmari zed that the state doesn't have to do all the
things at once, but he recommended sone steps over the next few
years:

e 2001: Resolution supporting principles of natural gas business
in Alaska in conjunction with Lower 48 gas |line
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e 2002-03:

Regul ations for clear, transparent netback pricing

Rul es for clear, transparent access for in-state use

Rul es for clear, transparent access for overseas narkets

State finalize decision of investnent in line, gas "in

ki nd"

e 2004 - 06+: State attract investors for hub and/or spur lines,
in-state distribution, <city infrastructure, value added
processi ng

e 2007: "GAS TO CASH' for Al aska, Al askan conpani es, Al askans!!

O0O0O0

Number 1600

SENATOR ELTON commented that the producers' tineline is the end of
this year for trying to decide on a project. "Wth these issues
hangi ng out front, they could make an argunent that it's difficult
for themto nmake a deci sion when we don't know what the rules wll
be two years hence.”

MR THOWPSON responded that getting final regulations could require
conpl ex negotiations. He suggested having the principles of fair
net back pricing in the resolution and principles for 2001. Know ng
net back pricing at a hub or wellhead wll be based on actual
proceeds mnus auditable transportation costs and would give
producers a good feel for their economcs as to what to use in
their calculations. There are a |ot nore details behind that that
could be in the regul ations nmade in 2002 and 03.

SENATOR ELTON asked if the state has an equity investnent in the
line fromthe Slope to the hub, would we be | ess subject to |ess
cyclical changes in gas prices because we would always be
collecting a certain anmount of revenue fromthe transportation of
gas. He al so asked why had M. Thonpson strongly suggest "at | east
12.5 percent” for a state stake.

MR. THOWPSON responded that 12.5 percent would give the state
ownership that is capable of noving all of their share of gas. That
could be inmportant in the future. "If the market swi ngs down in the
Lower 48, the producers may (and this could be a valid case, if the
prices cycle low reduce their flow "™ But if Al aska has established
with this royalty share of gas contracts in Al aska to nove its ful
share, having that capacity to nove the gas w thout having to
purchase capacity from others would be w se. The state could
increnentally nove the volunes it sees fit and sonetines our
perspective may differ fromthe producers.

He explained that they way TAPS ownership was originally split,
each conpany coul d nove about its equivalent. They wanted a straw
bi g enough to nove their share of oil and not have to pay others.
He woul d use the sanme reasoning for the state.
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SENATOR ELTON asked if our position at the table dimnished if we
only own a percent of a segnent and how do the regulatory
authorities handle that?

MR. THOMPSON answered, "I think the regul ations should be on the
whol e system and it be in a departnent that's separate from one
that may nmanage the ownership of the line, as well as nmanagi ng the
royalty shares.™

SENATOR ELTON asked if we only own a percent of a section, would we
still be treated as an owner in the systemfor the purposes of rate
setting and the other regulatory functions.

MR. THOWPSON replied that was correct. It's hard to say where the
producers' studies wll lead, but they may size the line for what
they see is the market in the Lower 48 and not be as interested in
the Al askan or Asian markets. |If Al askan's wanted to have capacity
on the 50 year horizon, Alaskan conpanies and others have to
recommend sizing that pipeline in a larger size fromthe Slope to
the hub to allow for those future possibilities. If producers don't
want to do that, they could fall back on other investors, maybe
foreign investors who were interested in LNG It is inportant for
Al aska to own a part of that segnment to size the future pipe.

CHAI RVAN TORGERSON said under that scenario, the state would be
payi ng for the excess capacity.

MR. THOWPSON replied that was correct, but we might find pipeline
conpanies that could also invest in that. It could be that the
reason we're using that extra size, is for LNG in the future.
"Yukon Pacific or even Japanese buyers mght be interested in that
i ncrenental capacity."”

CHAI RMVAN TORGERSON asked if he foresaw problens wth the
realignment with smaller operators in getting access to the Prudhoe
Bay facilities, the way the lawis currently witten.

MR. THOWPSON sai d the nerger agreenent on the existing production
facilities had that as a key elenent that resolved nuch of the
access issues.

Wiile there is still sone negotiation on value, there is
a clear formula as to what rate of return producers are
allowed. If you pay that fee that gets themthat rate of
return and there is capacity, then a snall producer is
allowed into the facility. It's very inportant. Take the
reverse of that. \Wat are the rules to allow a small
entrepreneur in Fairbanks to build a spur line and create
their small business near Fairbanks? The rules are not
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clear. A producer could say no, |'ve got better markets
south. Wiereas, if there are rules that they did a
conpetitive price and can be shown they have the
financial capability and the capacity is there, they
ought to have right to access the gas and do their
proj ect.

CHAI RVAN TORGERSON asked if hubs were the creature of |egislation
or negoti ati on between conpani es.

MR, THOWPSON expl ai ned that sone elenents are negotiations. Yet
there are clear operating rules around in the UK, the EU and in the
Lower 48. The mechanisnms for trading in hubs in the UK is called
the Natural Gas Trading Arrangenent, a very clear set of
principles. In the EUit"'s principles he enunerated on page 13, a
Eur opean Natural Gas Directive. In the Lower 48 hubs, the rules and
| egal arrangenents are known.

SENATOR PEARCE asked if the rules at Henry Hub, for instance, are
state or federal.

MR THOWSON answered that at the Henry Hub they are federal (FERC)
on sone of the pipelines because of their crossing interstate
lines, but nost of the rules and regulations are state. It's clear
rul es when you know how to bal ance. So, if one producer can't make
a contract and soneone else is making up that volune, the gas is
bal anced later. This would be an issue at Prudhoe Bay for the
state, if others cut back on production, because we still have our
instate market. There are formulas for that; trading hubs do al
those transactions for conpanies in the Lower 48.

SENATOR PEARCE asked once those rules are in effect, who regul ates
t hem

MR. THOWPSON answered that to his knowl edge in Texas, it's the
Texas Railroad Conm ssion. Sone aspects of the netback val uation
are regul ated by the Texas Royalty Board. He was contacting themto
see if there were | essons that woul d be valuable to Al aska.

SENATOR ELTON asked what he neant by clear access to gas. Was he
tal ki ng about just the 12.5 percent royalty gas or any of the gas.

MR THOWSON replied that it could be any of the gas. If a producer
for sone reason nmekes a bid, it could be for the state gas or the
producer gas, as well. He thought it would be nore clear cut if the
state coul d nake decisions on gas in A aska. "The state's not going
to pay federal taxes on its proceeds. They nmay have an advant age
for nore sales in state that could be hel pful."

CHAI RVAN TORGERSON said he didn't see how a hub woul d hel p unl ess
the state built in additional capacity of I|ine.
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MR. THOWPSON responded that even if there's not any additiona
capacity and the line is sized for just 4 BCFD, the state's share
is 500 MCFD. That could generate additional new businesses in
Al aska maki ng a hub. "Regardl ess of the physical hub being built,
this issue of the contractual and the principles for trading are
going to be inportant to be clarified before gas starts.”

CHAI RMAN TORCGERSON asked what he was using for a reserve nunber up
Nor t h.

MR, THOWSON answered that he had heard estinmates that proven
reserves were in the 35 TCF range. He knows that's there, but he
has heard tal k of 100 TCF. Sone of the gas areas on the Sl ope are
yet to be explored. "Just 35 TCF could be a 50-year Kkind of
busi ness. "

SENATOR PEARCE asked how the state would nanage to pay for 12.5
percent or part of a pipeline. Wiy would sonebody want you to do
that, just fromthe Slope to the hub.

MR. THOWPSON answered that that happens in the Lower 48. Different
conpanies will have different ownership froma field |line to a
junction point. If the Iline splits, they can do different
interests. It can be structured any way. He reiterated that the
segnent of at least 12.5 percent fromthe Prudhoe to the hub was
inmportant for the state to own for instate business. At this early
stage, the state could work with producers to structure it if the
state wants to invest.

SENATOR PEARCE asked historically how the hubs cane to be.

MR, THOVWPSON expl ai ned that nost of his experience is in the Lower
48, but he has had nine years in Al aska.

Back in the 70s alnost all gas was traded by nmediumto
| ong-term contracts and we didn't have the natural gas
trading that's happening now. There were just pipelines
that were owned by pipeline conpanies and sonetines
producers owned interest and sonetinmes they didn't. The
pi peline conpanies would take gas froma field to the
market in cities and power plants, etc. As businesses
grew, nore fields were discovered and nore natural gas
was used and nore pipelines were built. Hubs cane about
because major lines found thensel ves crisscrossing and at
one point, it was realized there would be a lot nore
flexibility if these |lines could be interconnected in a
way that people could supply into that hub. They could
have access to not just the three markets off their one
line, but nmaybe to nine or 10 if the lines were
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i nterconnected. That was the physical reason for hubs.
That is a factor here, but the other purpose of hubs was
the contractual arrangenents and setting rules of the
trading price. Then you know the netback prices for
taxation and royalties, as well. Also, at the hub you
have control of gas bal anci ng.

TAPE 01-20, SIDE B

CHAI RMAN TORGERSON t hanked M. Thonpson for his presentation and
adj ourned the neeting at 4:45 pm
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