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ACTI ON NARRATI VE

TAPE 04-20, SIDE A [ BUD TAPE]
Number 001

CHAIR RALPH SAMUELS called the joint neeting of the Joint
Commttee on Legislative Budget and Audit and the Senate
Resour ces St andi ng Comm ttee to or der at 10: 03 a.m
Representatives  Sanuel s, Chenaul t, Hawker , Kerttula (via
tel econference), and Joule and Senators Therriault, Hoffman,
Dyson, Seekins, Elton (via teleconference), and Lincoln (via
tel econference) were present at the call to order. O her
| egislators in attendance were Representatives Gara, Rokeberg,
Seaton, Stoltze, Wyhrauch, Berkowitz, Crawford, Croft, and
@Quttenberg and Senators French and Guess.

CHAIR SAMJELS reviewed M. Brown's background in fixed incone
i nvest nent banki ng. He noted that M. Brown is a consultant to
Al aska's Departnment of Revenue, Departnent of Natural Resources,
and Departnment of Law with regard to financing alternatives for
a gas pipeline.

Nunmber 010

JEFF BROWN, Managing Director, Merrill Lynch, turned attention
to his witten remarks that were included in the commttee
packet . He paraphrased from the following witten testinony

[original punctuation provided]:
sAlaska is a Petro-State with stranded gas. Forget

conparisons to other U S. states. Look at "Petro-
States" |ike Qatar or I|ndonesia.
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sGovernnment stranded gas owners sonetines take a
nmeasured anount of risk to junp start desirable
proj ects.

«Buyi ng 100% of the gas at a fixed price and either (i)
commtting to ship-or-pay contracts for 100% (on
soneone else's pipeline) or (ii) financing 100% of
pi peline would be one option—but it involves a |ot of
risk that would have to be careful |y nanaged.
«Commtting to financing an anount of pipeline capacity
that corresponds to the State's working interest in
the gas seens nmnageable from a credit and econonmc
per specti ve.

sThere are lots of different ownership structures and
different kinds of bonds that can be used. Big
differences revolve around tax-exenption and ability
to shield the State fromri sk

sThere are nmany ways to limt worst possible |osses
from such an investnent, while preserving the fiscal
upsi de.

MR. BROWN said that he would go through the risks and rewards
from the option of the state owning all of the pipeline to
owning a portion of the pipeline as well as the various
structures by which the aforenentioned could occur. He noted
that he isn't going to provide any |egal conclusions, but rather
woul d address [financing] and manageability of econom c risks.
He then turned to the topic of what other state's have done and
paraphrased from the followwng witten testinony [original
punctuation provided]:

sNo State in the Lower 48 has sold billions of dollars
of debt to buy/build an international gas pipeline

But U S  States have not shied away from big
i nfrastructure projects when necessary:

Womng Natural Gas Pipeline Authority--$1 billion
bond authorization to increase gas transm ssion out of
the Rockies (M. is |lead nmanager for this program and
its Executive Director will testify next)

«New York State started Long Island Power Authority to
run electric operations in Long I|Island when LILCO was
goi ng bankrupt (about $8 billion of debt)

«Cal i fornia Departnment of Water Resources has spent $5
billion to transmt water from the wet north to the
desert south

At the end of the day no other state renotely
resenbl es Al aska
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MR. BROWN addressed the difference between oil and stranded gas
by paraphrasing from the followwing witten testinony [original
punctuation provided]:

sEvery nation or province that has oil and gas extracts
taxes and royalties. Typically a producer pays for
100% of the capital to extract the resource and the
Petro-State puts in zero capital.

«Qher than in the US. and other countries wth big
donestic pipeline systens, gas becones stranded
because of the enornmous fixed, inflexible cost of
building an international pipeline or LNG facilities.
Producers are reluctant to take all of the risk when
they only owmn part of the gas (i.e., gross production
| ess royalty and tax).

sPetro-States end up investing capital in the pipeline
or LNG because otherw se they get zero value for their
resour ce.

MR. BROM turned to the Wst Natuna Pipeline and paraphrased
from the followng witten testinony [original punctuation
provi ded] :

sPertam na (Indonesia's oil conpany) |eased blocks of
West Natuna to Conoco, @ulf Indonesia and Prem er.

«The three production-sharing contractors, acting as
the West Natuna Goup, partnered wth Pertamna
(I'ndonesian state oil conpany) to build [the] 656 km
West  Natuna Transportation System wth ultimte
capacity of 1 BCFD

«The total pipeline cost was reported to be $1.2-%$1.5
billion. Reportedly, the Governnent of Indonesia's
i nvestnent was $400 million relating to PGN (state gas
conpany) construction of pipeline infrastructure from
Gisik to Singapore.

MR. BROM highlighted that as a consequence of obtaining the
[West Natuna Pipeline], the gas is shipped directly into
Si ngapore, which uses the gas to fuel industry needs and power
generation in Singapore. Therefore, the gas was near val uel ess,
except [lIndonesia]l] created a long-term pipeline that enabled
[ ndonesia] to enter into long-term fixed-volunme contracts with

Si ngapor e. However, Indonesia put up the noney to "unstrand”
its gas. A simlar situation exists in the Mddle East wth
Qatar, which has a large field. The production in Qatar was
handed off to the Ras Laffan conpany. The Qatar Ceneral

Petrol eum Corporation (QGPC) put up approximtely 66.5 percent
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of the equity, and ExxonMbil Corporation put up the bulk of the
remai ning equity. Together that entity borrowed noney to build
a couple of LNG [liquefied natural gas] trains to "squish the
gas down into a product."” That entity entered into |long-term
contracts for volume with the Japanese and the Koreans.

MR. BROWN drew attention to page 7 of his witten testinony and
referred to the box specifying "KOREA & JAPAN'. Japan and Korea

commtted to volumes rather than price, he reiterated. In this
arrangenent, the price, commonly referred to as the "Japan crude
cocktail,” is [approximately] the price of oil divided by six
per thousand cubic feet (ntf). Therefore, the price in this
arrangenment bounces around. If oil prices go below $12,
approxi mately $2 [per] ntf, the transportati on and manufacturing
process is below the breakeven point. M. Brown clarified:

"Not only did the governnent step up and put in noney, but

put noney up as equity in this project where they took commodity
risk; in other words, their investnent would be valueless if the
price of oil stayed at $9 a barrel for five years."

MR. BROWN pointed out that both the Indonesia and Qatar exanple
raise the follow ng questions: How deep are your pockets and
how big is the risk? 1In discussing the aforenentioned issues he
paraphrased from the following witten testinony [original
punctuation provided]:

sHow deep are your pockets?

«The total State unrestricted revenues are about $2 billion
per year

sRati ng agencies project "total available for appropriation”
of $3.5 billion in 2010

wAl aska' s pockets get deeper i f gas successfully
comerci al i zed

MR. BROM explained that the Departnent of Revenue's bond book
di scusses state debt service and capacity being related to a
percentage of unrestricted revenues. The bond book says that it

has typically bounced around 5-7 percent. Therefore, if the
revenues are doubled from a successful gas comrercialization,
the state's pockets get deeper. He then turned to the issue

regarding the size of the risk and paraphrased from the
following witten testinony [original punctuation provided]:

sHow big is the risk? That depends on how big of a share

you take of the whole enterprise and for any particular
shar e:
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sHow much financing risk you lay off on other participants
t hrough non-recourse debt

sHow nuch <construction risk is laid off through pre-
engi neering, fixed price contracts, insurance, conpletion
guar ant ees, etc.

sHOw nmuch comodity price risk you lay off on other
participants through hedging, fixed price sales
contracts, variable gas purchase contracts, etc.

MR. BROWN specified that the total risk of sonething that | ooked
really large and risky could be tenpered through the financing,
construction, and commodity price. He then posed an exanple in
which the state takes all of the risk in a situation in which

there is a really |arge amount of risk. He clarified that the
followng is nmerely an analysis to give the commttees an idea,
not a proposal. He reviewed the following from his witten

testinmony [original punctuation provided]:

"Pretend producers would sell gas to State for $1
(fixed price) at North Slope. You sign a 20 year @as
Purchase Agreenent with them

"Pretend a well-reputed pipeline conpany will build a
pipeline, with $2 tariff. You sign a 20 year Ship-or-
Pay Contract

"Pretend you know for sure that over the next two
decades there w il be: 15 years when the price in
Chicago will be $6, 5 years when the price wll be
$1.50. You just don't know in advance which years are
going to be the ugly years. You don't hedge and all
your contracts are for spot Chicago prices

*Two bad years in a row (i.e., at $1.50 per MCF) | oses
you $4.4 billion.

MR. BROWN concluded that either the state would have to be nore
careful with regard to all the business deals along the line or
the state would need to consider doing sonmething smaller. Wth
regard to doing something smaller, he explained that the state
could put up capital corresponding to the anmount of the state's
present royalty interest in the North Slope gas. He provided
the specifics of a smaller scale investnment as follows [original
punctuation provided with some formatti ng changes]:

«State Royalty Interest in gas produced on North Sl ope

is now approximately 1/8th. Equi t abl e argunent for
putting up 1/8th of the capital, if deal won't happen
otherwise. |If the project costs $24 billion, 1/8th is
$3 billion.
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sYOu could take your royalty as Royalty-in-Value or
Royal ty-in Kind. We' Il discuss later that RI K nakes
i Ssui hg tax-exenpt bonds easier.

ol f you put up $3 billion (which gains you market
access for 500 mllion cf/d of State gas):

«a | ot (maybe 80% could be in Revenue Bonds (of a new
State Agency or AKRR), where the State is not on the
hook

«20% remaining ($600 mllion) as State-supported
rei nbursable debt (this neans experts forecast that
project revenues wll alnost always carry the debt,
but the State is directly on the hook, in sonme fashion
if things go awy for a | ong period)

Number 256

MR. BROM turned to the question of how large the $600 mllion
woul d be in the context of the overall picture. [ The foll ow ng
information can be viewed in a chart on page 11 of M. Brown's
witten testinony.] Currently, there is about $359 [mIlion] of
general obligation (GO that is directly supported by the state,
excluding things such as GARVEE [Gant Anticipation Revenue

Vehi cl es] bonds. Addi tionally, the costs for school
rei nbursenent and state |eases brings the total to about $1
billion. The state is contingently on the hook for bonds issued

by the bond bank or the Al aska Energy Authority (AEA) or the
Student Loan Authority, and the total debt reaches about $2
billion. Therefore, adding the $600 mllion would anount to
approximately a 30 percent increase, which, he opined, isn't a
ridiculously large increase in the total anmount of securities
for which the state is directly on the hook.

MR. BROWN referred to page 12 of his witten testinony entitled

"Drilling Down to Details on a 1/8th Investnent Exanple,” and to
page 13 which pertained to possible business structures. He
posed the follow ng question: "If you only owned part of the
pi peline, how would you do it?" Clearly it would be "dunb," he
opi ned, to have two pipelines running in the sane trench. In a
muni cipal and private partnership, a typical concept is the
undi vided interest structure, whi ch  has been descri bed

nmet aphorically as a pipe within a pipe. The undivided interest
structure is also known as a tenants-in-conmon structure, under
which the state would own 1/8th of every nolecule of the entire
system The undivided interest structure is comon and provides
a physical asset that can be nortgaged, noved around, and sol d.
M. Brown noted that there is also the option of a limted
liability corporation (LLC) in which the state would contribute
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into the pipeline corporation an anount of noney that purchases

the state's particular interest. He explained that the
af orenentioned option is nore |ike being a partner or
stockholder, in the entire venture, who raises the noney

externally.

MR. BROWN turned to tax-exenpt bonds. One of the reasons the
state may want to be involved is if the state can issue bonds at

5 percent, for exanple, and the typical Feder al Ener gy
Regul atory Comm ssion (FERC) regulated pipeline receives a
"wei ght average cost of capital™ of 10 percent. The state's

noney woul d be nuch cheaper, and if the state can finance with
cheap debt the portion of the capacity that carries the state's
gas, nore noney would return to the treasury. He specified,
"The noney you get is price in Chicago mnus transportation
cost,” and so if the transportation costs are cheap due to cheap
capital, nore noney would be "net backed" to the state. He
provided the commttee with a summary regardi ng what nmakes bonds
t ax- exenpt under federal |aw by paraphrasing from his witten
remar ks [original punctuation provided]:

WAt a bare mninmum to issue tax-exenpt bonds the
| ssuer has to be a governnent entity. A governnental
entity would need to own the pipe and use the pipe for
gas the State owns (RIK gas). That is, under ordinary
circunstances, you couldn't finance 100% of the
pi peline tax-exenpt and then have the three producers
be the sole shippers wunder |ong-term ship-or-pay
contracts

CHAIR SAMJELS asked if the anobunt of the tax-exenpt bond would
only be in the amobunt of the gas [the state] takes, or in [the
state's] ownership in the pipeline.

MR. BROWN expl ai ned that the anmount of the tax-exenpt bond would
be the amount that [the state] uses. He highlighted that for
utility properties such as gas pipelines, the IRS has many rul es
with regard to what is permssible and not permssible when a

government owns utility property. The basic gui dance provided
by the IRS is that an entity cannot sign "ship or pay" contracts
for the usage of the pipeline the entity owns. Furt her nore,

when the physical gas arrives in Chicago, the transportation
costs are already inbedded in the price and thus the I RS doesn't
want an entity to sign a 20-year fixed-price contract with an
electric utility in Chicago. The aforementioned is viewed as
anot her way of paying for the pipeline capacity. He clarified
that [the state] can't do a long-term "ship or pay" contract for
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the tax-exenpt bond portion; [the state] would also be limted
to "sub three years" contracts with nongovernnental entities.
He noted that [the state] can do all it wants with governments
and, for as long is desired, [the state] can do what it wants
wi th industrial customers.

MR. BROMW enphasized that the state will have to review the
contracts for either shipnment or purchase to determ ne whether
the state can go tax-exenpt. He informed the commttee that
included in the nowstalled energy bill in Congress is a
provision for $18 billion in federal guaranteed debt. If the
state otherwise qualified for nmunicipal debt, but a federal
guarantee was placed on top of the bonds, the state couldn't go
t ax-exenpt with those. The aforenentioned isn't necessarily a
bad probl em because there really isn't nuch difference between
where the State of Alaska "tax-exenpt AA" finances and where
financing occurs with a direct government guarantee from the
United States on a tax-free basis. The aforenentioned is even
truer conpared to a tax-exenpt revenue bond, which would be
fairly expensive because of the risk. However, if a federal
guarantee is placed on it, it becones significantly |ower. He
pointed out that there is a provision in the tax code that seens
to allow the Alaska Railroad Corporation to issue tax-exenpt
bonds w t hout many of the aforenentioned provisions applying.

CHAI R SAMUELS posed a situation in which the royalty in-value
(RIV) is taken, and asked if that elimnates the tax-exenpt
st at us.

MR. BROMWN expl ained that at that point, the entity that owns the
gas at the wellhead is ExxonMbil Corporation or BP Phillips
Al aska, Inc., and they are shipping their gas through the pipes,
and therefore there is no good reason to call it a tax-exenpt
bond. He clarified that the aforementioned is what he has been
advi sed thus far.

Number 430

MR. BROMWN, turning to page 15 of his witten testinony, spoke to
the types of bonds available under Al aska |aw. He specified
that the GO bonds and a Certificate of Participation (COP) are
equivalent to the equity investnment that Qatar and Indonesia
make in their pipelines. Theoretically, the aforenentioned
woul d be acconplished through the proceeds of state GO bonds or
appropriation debt, such as the state currently uses to fund the
seafood and food safety | aboratory. Both the GO bonds and the
appropriation debt have different requirenments under state |aw.
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One of the main requirenents for a GO bond is that it nust be a
capital inprovenment, which is subject to nuch interpretation in
Al aska. The key is that GO bonds would be the |owest cost at
about 4.25 percent tax-exenpt.

MR. BROWN then noved on to revenue bonds of the pipeline project
for which the state isn't on the hook, which he estimated to be
approximately 5.25 percent today. For the project portion, the
state could issue revenue bonds with a "noral" obligation, such
as the state currently does wth the bond bank. Usi ng revenue
bonds with a noral obligation neans that the bondhol der has two
sources of noney as follows: the source of noney fromthe basic
revenues produced by the project, and a promse from the
governor that if the reserve funds are depleted, the governor
woul d ask the legislature to fill the reserve fund. Al t hough
the aforenmentioned is a standard nechanism in Alaska, it
i ncreases the ratings and | owers the cost.

MR  BROW reminded the comrittee of the earlier-nentioned
exanple of the LNG project in Qatar for which, depending on the
variable prices for oil, one would either break even or not.
The sane would apply for this project, he said. He then turned
to page 16 of his witten testinony, which read [original
punctuation provided with sonme formatti ng changes]:

»4.1 BCFD delivered Chicago at 1080 Btu/cf

«sTotal Project to Chicago = $24 Billion (inflated plus
capitalized interest). To AECO woul d be | ess.

«State Share = 1/8th or $3 billion

«Fi nance 80% wi t h Revenue Bonds= $2.4 billion
O that $2.4 billion, $2.25 billion could be Federal
Guaranteed (being our share of $18 billion max as was

provided in |last version of Energy Bill)

«S0 anot her $150mm woul d be non- Guaranteed Tax- Exenpt
Revenue Bonds

«The bal ance of 20%$600nm m ght be:

«Gener al Qbl i gation Bonds (subj ect to vari ous
restrictions), or

Appropriation debt simlar to COP.'s

MR. BROWN, turning to page 17 of his witten testinony, reviewed
the nunbers for a bad year. He highlighted that the pie chart

exenplifies the debt structure, which is a total of $3 billion
The flow chart on the right of page 17 begins based on the
assunption of a horrid price - $1.25 for gas in Chicago - in

order to create insufficient funds. The DNR would receive $1.25
in ncf multiplied by the state's share, which produces $253
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mllion. After paying the operations costs, the revenue debt,

and the federal guaranteed revenue debt, only $18 nillion is in
the treasury. He pointed out that the debt service on
appropriation debt would be about $47 mllion. Therefore, from
a commercial point of view, the state will have to find noney

fromother sources in order to cover the appropriation debt. He
acknow edged that technically, the noney is all going into the
general fund (GF) and comm ngling with other things.

MR. BROMWN noved on to page 18 of his witten testinony, which
reviews a good year in which excess noney from selling gas is

| arge and avail able for other prograns. He noted that these
figures use the prevailing gas price of $5.00. At that price,
the state would receive about $1 billion in revenues and the

sane tariffs as in the bad years would need to be paid. After
paying for transportati on expenses [revenue debt and the federal

guarantee], $47 mllion has to be paid out to cover the
appropriation debt. Therefore, $728 mllion is free and clear
and available to expend on other things. M. Brown said,

"Another way to say it is you could ve actually just gotten rid
of all the debt in that year, all that appropriation debt."

MR. BROWN concluded by relating that Alaska is in a position
anal ogous to other countries that have stranded gas.
Furthernore, there is a maximum ceiling with regard to the
anount of risk that can be taken that's not laid off in terns of

proj ect financing. Moreover, it's clear that there are many
alternatives by which the state could reasonably finance an
i nvestnment such as this. He noted that the central forecast

case is sonmewhere around the $3.50 price point in Chicago for
the time period of 2012. M. Brown said, "To ne, the good end
... of the distribution of prices |ooks pretty lovely and the
bad end does not look to ne like it would sink you in a year.

So, to ne, as a finance guy, | see nothing wong wth
continuing to explore this."

Number 589

SENATOR ELTON related his wunderstanding that the state wll
incur debt costs prior to operations and the potential of
profit. Therefore, he requested that M. Brown discuss the
af orenenti oned gap and how nuch it will take to carry the state
until operations begin and profits may or may not materiali ze.

MR. BROWN answered that's probably a mtter that can be

negoti ated between the state and the producers. M. Brown
recalled that in the public and private project financings that
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he has worked on, the private entity often has nore access to
the early capital

SENATOR SEEKINS referred to M. Brown's scenario in which the
state would have actual ownership interest in the physica
pi pel i ne. Senat or Seekins noted that the FERC will allow up to
a 14 percent return on the investnent in the tariff and he
surm sed that the state would share in that return. He asked if
that has been "netted out” in these nunbers.

MR. BROWN clarified that the nunbers he has provided are actua
cash operating cost nunbers not derived from a FERC nodel.
Therefore, under a FERC nodel, presunably there wll be one
tariff that's charged by the entire the pipeline. He noted that
his scenario doesn't include a typical FERC 10 percent "weight
average cost to capital” return. If it was built into the
nunbers, the tariff of $235 mllion would be significantly
| arger, possibly $400 nmillion. Furthernore, the state pipeline
agent ... [tape changed m d sentence].

TAPE 04-20, SIDE B [ BUD TAPE]

REPRESENTATI VE GARA related that during the |egislative session
he spoke with one of the conpany officials, who indicated that a
10 percent state interest in the project would nmake the project
nore economc for the conpany. Representative Gara asked if,
since M. Brown is assumng a 12 percent state interest, the
commttees could surmse that there is sone analysis that a 10-
12 percent state interest will make the project nore viable for
the private entities owning the renainder of the project.
Representative Gara also asked if M. Brown had any concerns
with regard to engaging this project later in tinme, keeping in
m nd the possibility of a rising interest rate environnent.

MR. BROMW addressed the latter question, and inforned the
commttees that when he advises the Departnent of Revenue,
various interest rate scenarios are run. The ultimate results
are sensitive to interest rates, but the main swing factor is
the price of gas and the conpetition from LNG during the year
2012. "The gas price swng factor, in ternms of breakevens, is
sort of an 'order of magnitude worse than interest rate' within

the realm of averages [for] the last 10 years,” he
expl ai ned. In terns of the state's 1/8th interest and whether
it would make the project viable when it wouldn't be otherw se,
M. Brown viewed that as a negotiating province of the state
t hat he shouldn't discuss.
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Nunmber 668

SENATOR HOFFMAN directed attention to page 9 of M. Brown's
witten testinony, and related his understanding that the state

will not take all the risk in this project. However, he
questioned why there has only been review of one scenario at the
low end of the market, $1.50. He inquired as to why there

wasn't review of $3.50 and $5.00 in order to obtain a feel of
the spread between a "$4.3 loss" and potential profits. Senator
Hof fman then turned to the energy bill [at the congressional
|l evel] and the $18 billion federal guaranteed debt, and asked if
there are other, nore advantageous avenues the state can request
the congressional delegation to consider. Wth regard to the
timng of this in relation to the price of steel and interest
rates, Senator Hoffman opined that it seens the near future
woul d be best for this project.

MR BROWN, with regard to the issue of timng, confirnmed that

the price of steel, like interest rates, is a large driver of
the total capital costs. Therefore, starting the project sooner
woul d be significantly better than |ater. However, one doesn't
really know what will happen to interest rates and steel prices

in the next five years. Before the state signed any agreenent,
it would want to perform "sensitivities" that incorporated |arge
steel price increases and high interest rates. Wth regard to
the energy bill [at the <congressional |evel], the project
guarantee is really helpful. There were hardly any specifics on
the $18 billion debt guarantee; it nmerely said that the
secretary of treasury will wite sonme regul ations. M. Brown
informed the conmttees that from the work he has done on
prograns that have involved federal guarantees and federa
| oans, he has gathered that the nore details specified, the |ess
ability a subsequent secretary of treasury would have to "gut" a
provi sion. He agreed that there are many things that Al aska's
congressional delegation could do to help the state in this
vent ure.

MR. BROMWN, in response to a question of why he used the scenario
[wth a very large degree of risk], explained that if one is
taking really large risks, the issue isn't in regard to how nuch
noney can be made in a good year; rather, it's "how | ong you can

stay at the table.” He further explained, "It's the absolute
anount of noney that you're at risk for if you have a couple of
bad years, and so that's what | was trying to illustrate.™

CHAIR SAMJELS asked whether partnering wth producers wll
result in a conflict of interest.
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MR. BROMWN rel ated his understanding that the state has two hats,
one of which collects royalties fromaround the state; the state
is also in a |loose partnership with the entities due to it's
ownership for the physical capacity and running of the pipeline.
However, the aforenmentioned doesn't seemto be at odds with the
goal of extracting all the gas from the land from every other
field within a gathering line distance of this particular I|ine.
He indicated that he is not concerned about a potential conflict
of interest.

Nunber 751

BRYAN HASSLER, Executive Director, Womng Natural Gas Pipeline
Aut hority (WPA), explained that the WPA ("Authority") consists
of himself, an admnistrator, and two technical analysts. The
WPA also has a five-menber volunteer board that consists of
i ndustry executives. Furthernore, a group of investnment bankers
advise the WPA on projects it's review ng. M. Hassler relayed
the goals and mssion of the WPA per his witten testinony,
whi ch read [original punctuation provided]:

Goal s:
> Reduce the price differential for all Womng-
produced gas to historic levels of $0.50 or |ess.

> |Increase the market for and nmarket access to
Wom ng- produced gas by 2 Bcf/d in the next four
years. (Currently produces 4.2 Bcf/d of which 4.0
Bcf/d is exported.)

M ssi on:
> Advance and facilitate all industry sponsored and
supported projects.

> Proactively pronote infrastructure devel opnent
within the state and Rocky Muntain region.

> Pronot e ef ficient utilization of exi sting
infrastructure in a cost effective manner.

> Pronpote developnment of Wonmng's mneral resource

base in a systematic, streamined and environnentally
responsi bl e manner.
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> Utilize $1 billion bonding authority to build or
cause to be built infrastructure projects that wll
enhance state netbacks.

> Pronote devel opnent of an energy resource base that
is in the nation's best interests.

MR. HASSLER sai d:

Based upon what you see in the "potential gas”
comittees' study and National Pet rol eum Counci
studies, you need every bit of gas that you can
produce, not only in the Lower 48 and devel opnent of
the resource base within Wonmng, but you also need
Al aska natural gas and LNG inports to nake this
country ... grow as it has in the past.

MR. HASSLER explained that the WPA is a corporate body wthin
the guise of the state, and therefore the WPA is an independent
body that is |egislatively mandated. However, the WPA isn't a
body within the political infrastructure within the State of
Woming, and this is critical with regard to state investnent in
internal inprovenent projects. The WPA was established in July
1, 1979, after the giant over-thrust fields were discovered, and
Wonming had limted infrastructure in terns of noving production
out of the state. The purpose of the WPA is to plan, finance,
construct, develop, acquire, naintain, and operate pipeline
infrastructure within and without the state of Wom ng. One of
the major attributes of the WPA is its $1 billion bonding
authority. "W can nove a trenendous anount of gas over
relatively short periods, ... at a very attractive tariff and a
billion dollars of bonding authority if we were to serve as a
conduit financer for a nunber of projects in devel opnment, [and]
woul d develop probably three or four ... projects under a
traditional 'debt to total capitalization' type structure," he
highlighted. He reviewed the other major attributes of the WPA,
as specified on pages 3-4 of his witten testinony [original
punctuation provided]:

*Use of bond proceeds immediately after the sale of
the bonds rather than after conpletion of project
constructi on.

ePermits the Authority to sell or |ease capacity.
eStatutes allow the Authority to Ilend the bond
proceeds to other parties.

*Authority can charge fees for the use of Authority's
facilities including pipeline capacity.
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cAuthority can conduct hearings to obtain data,
identify markets for Womng natural gas and be an
advocat e before FERC.

eStatutes allow the Authority to acquire natural gas
supplies to fulfill its capacity comm tnents.

MR. HASSLER pointed out that sone revisions were enacted in
Wom ng's 2004 |egislative session. Those revisions are as
fol |l ows:

Provides the Authority access to pipeline capacity for
its own purposes.

Permits the Authority to have an undivided interest in
pi peline assets.

Al'l ows conduit financings by the Authority.

Clarifies the purchase of the Authority's bonds by the
State treasurer.

MR. HASSLER reviewed the simlarities between the Al aska Natura
Gas Devel opnment Authority (ANGDA) and the WPA by paraphrasing
from the following witten testinmony [original punctuation
provi ded] :

Simlarities:

1) Both the ANGDA and WPA were established to pronote
the devel opnent of their respective State's natural
resour ces.

2) Each was designed to be self supporting.

3) The Authorities can take an ownership interest in a
proj ect.

4) Each Authority <can issue both tax-exenpt and
t axabl e bonds.

Di fferences:

1) WPA does not need |egislative approval to issue
bonds.

2) WA is limted to $1 Billion of bond authorization.
3) WPA can not provide a noral obligation pledge.

4) WPA operations are funded by a state | oan.

Nunmber 854

SENATOR THERRI AULT asked if nunber four in the above-specified
differences refers to the WPA's yearly operating expenses.
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MR. HASSLER explained that the original loan to the WPA was
approxi mately $280,000, which was granted in 2002. The board
operated w thout any permanent staff until |ast My when he was
hired. He enphasized that [the WPA] has been very conscientious
in ternms of where noney has been appropriated and how t hat noney
has been wutilized. In the last biennium the |egislature
aut hori zed the issuance of another $1.7 million loan to the WA
[after reviewing] the WPA's carefully prepared budget, which
specified what projects it was reviewng, the resources the
state mght have, and the increnmental increase of staff
necessary to put together pipeline infrastructure projects
i nside and outside of the state.

MR. HASSLER said that the WPA intends to be self-supporting and
pay back the loan the state has given it. He clarified that the
WPA has five years to pay back the |oan, which was issued with a
4 percent [interest rate], and explained that part of the
reasoning behind [the State of Wonng] |oaning the WA nobney
and allowng it to be a body corporate is that it allows the WPA
to have a direct investnent in the pipeline infrastructure
projects while sinultaneously pronmoting such projects wthout
circunventing constitutional issues within the state.

Nunmber 894

MR. HASSLER returned to his presentation and highlighted the
pictorial map on page 6 of his witten testinony. He expl ai ned
that the nunbers in the circles represent a potential
recoverabl e resource base. He highlighted that Opal, Wom ng,
is a mjor supply hub with approximately 1.5-1.7 bcf through
three to four plants that are active in that area of the state.
As the pictorial illustrates, the bulk of the ©pipeline
infrastructure within the Lower 48 is built to access Texas,
Okl ahoma, and Louisiana in order to nove those gas supplies into
the Mdwest and the East. The pictorial also illustrates the
major trunk line out of Alberta, Canada, which is associated
with the NOVA system TransCanada systens, and the Alliance
pi pel i ne. "When you look at infrastructure within the west,
it's very anemc for the potential resource base that you see
here,” he highli ghted.

MR. HASSLER turned to the question of why one would establish an
authority. The Governor of Womng has said that the WPA
[ should be established in order] to develop the resource base
within Wom ng and help [the state] achieve pricing parity with
ot her portions of the country. M. Hassler relayed that over
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the | ast few years, the |largest problem Wom ng has faced is | ow
gas prices, which were due to growing supplies and lack of
pipeline infrastructure to nove gas supplies out of the state
and the region. As the [graph on page 8 of WA s witten
testinmony] illustrates, in 2002 prices dipped on a nonthly basis
at close to $1. In the winter there is sonme pricing parity with
the NYMEX [New York Mercantile Exchange] equivalent because of
the trenendous swings in terns of the utilization of gas within
the Rocky Muntain states. For instance, Denver consunption in
the summer averages 200-250 mllion cubic feet (mtf) a day.
However, on a peak day in the wnter, Denver consunption can
reach in excess of 2.5 bcf a day. The Salt Lake Gty market has

simlar characteristics. Therefore, consunption with the Rocky
Mountain states increases in the winter, which [imts the need
for pipeline export capacity. He noted that during the sumrer

of 2002, there were daily reports of prices of less than $.25
mcf on certain days, when there were constraints on the
exi sting export infrastructure.

MR. HASSLER turned to the question of the cost of the limted
infrastructure to Wom ng and nentioned that it amounted to $130

mllion-plus in federal and state royalties and severance taxes
in 2002. He reminded the commttees that in 2002, the NYMEX
prices were nmuch |ower conpared to today's prices. In March of

2003, the "opportunity cost” due to the lack of export capacity
fromthe region approached $1 million per day. Furthernore, the
cost of limted infrastructure led to stalled investnment in
devel opment of mneral resources because producers can't be
attracted to a resource base that has very little value. From
the State of Womng's standpoint, low prices and the |ack of
devel opment of the resource leads to limted ability to predict
revenues with certainty and fund those projects the state finds
necessary to fund. Mor eover, growing supplies in Womng also
|l ead to the need for export capacity. He pointed out that the
graphs on pages 11 and 12 illustrate what is happening in Kansas
versus Wom ng, and Okl ahoma versus Wom ng. The graph on page
11 illustrates that Kansas production has declined by alnost 1
bcf a day over the last 10 years, while over that same 10-year
period, Wom ng production has increased by over 2.3 bcf [as
illustrated on the graph on page 12]. The graph on page 12
further illustrates the | oss of productive capacity in lahons,
whi ch, over the last 10 years, anounts to alnost 2 bcf a day.
Therefore, there is a real need for increnental supplies to
backstop declining production in some of the nost productive
areas of the country. Womng's 2.3 bcf a day is representative
of Wom ng's productive capability over the last few years and
of the need to develop increnental export capacity.
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MR. HASSLER then addressed the critical success factors for
resource devel opnent. He explained that the study the WPA
performed |ast year attenpted to illustrate what limts narkets
from entering and requesting increnmental capacity to access a
cheap, long-lived, reliable supply resource base. The study
further |ooked at what limts producers from making conmtnents
to increnental pipeline capacity to fulfill long-term capacity
commtnents and continue to develop, grow, and explore the |and
base. He informed the committees that access to lands in a
timely manner is a critical function associated w th producers
stepping up with capacity, especially in a state such as Wom ng
that is heavily endowed with federal |ands and [considers] the
envi ronnment al inpact associated with assessing the inpact of oil
and gas devel opnent on those federal | ands. There has been a
tremendous lag in the devel opnent of the resource base because
of the environnental inpact, he noted. M. Hassler pointed out
that price, timng of regulatory approvals, gathering system

capacities and pressures, transportation export capacity,
capital efficiency, and public acceptance are all variables that
can limt or accel erate t he devel opnent of pi peline

infrastructure as well as the resource base.

MR. HASSLER continued with [page 14] of his witten testinony,
which is a schematic that illustrates pipeline capacity noving
out of the State of Wom ng, which consunes about 200,000 ncf a
day within the state and exports about 4 bcf a day in natural
gas produced outside of the state. Therefore, Wonming is not a
consuner of natural gas but rather an exporter of natural gas.
He highlighted the Kern River pipeline, which was initially put
in place in 1992 and allowed for export of natural gas supplies
to California. That original pipe had roughly .9 bcf a day in
capacity. In May of 2003, the Kern River pipeline was "Il ooped"
and was able to provide for export of alnost an additional 1 bcf
a day of supply from the state. The schematic also highlights
the EIl Paso Cheyenne Plains project and the WBI [Wnston Basin]
Grassl ands  proj ect, which M. Hassl er reviewed for the
conmi ttees.

SENATOR LINCOLN recalled that one of the <critical success
factors was public acceptance and access to the |ands. She
asked if any of the lands are Indian |ands.

MR. HASSLER answered that the central portion of Womng, the
Wnd River Basin, has a large reservation, and , as the pipeline
noves into Mntana, there are Indian lands there as well. In
further response to Senator Lincoln, M. Hassler specified that
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the individual producers wth concessions negotiate the

provi sions regarding access to those lands for oil and gas
devel opment activity. Pi peline conpanies that want to nove
those supplies [on Indian lands], in conjunction wth the
producer, will negotiate with regard to how those supplies wl|
be noved.

SENATOR LINCOLN asked whether the ability to access the gas
could be one of the provisions that the tribes request.

MR. HASSLER replied yes, but noted that there is very little
industrial activity within Wom ng. Therefore, he suggested,
nost of the natural gas and crude oil discovered and produced
fromtribal lands is looking for a narket elsewhere, and, thus,
[the tribal entities] are probably seeking to achieve the
hi ghest export price possible for the product devel oped on those
| ands.

MR. HASSLER returned to his presentation and highlighted that
Womng is endowed with many existing and devel opi ng pipelines
out of the state. Once EIl Paso Cheyenne Plains is "in project,”

Womng will have pronoted al nost 3 bcf a day of export capacity
fromthe state. He then turned attention [to the graph on page
15 of his witten testinony], which illustrates the spread

bet ween NYMEX prices at $9.00 and Wonming prices at $5.00 that
narrowed substantially once "gas on gas" conpetition within the
region is elimnated and the capacity is exported to the market.
M. Hassler noved on to the revenue facts [as specified on page
16 of his witten testinony]. He informed the commttees that
Wom ng receives 50 percent of the royalty on gas produced on
federal lands, and approximately 75 percent of the lands in
Wom ng are federal | ands. Wom ng al so receives approximately
7 percent of the value received fromall production of the state
from a severance tax assessnent. He noted that he hasn't
included the value of royalties from state |ands, which anount
to two sections per township and range, and value created by ad

val orem t axes. He explained that he's attenpting to illustrate
what devel oping increnental infrastructure within the state can
do for the state from a revenue standpoint. M. Hassler

provided the following [witten] exanple:
Wom ng receives 50% of Feder al Royal ti es =

approxi mately 6.25% of Federal |ands. Assune 100% of
production comes from Federal |ands.
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Wom ng receives approximately 7% of the value
received from all production in the State from
severance tax assessnent.

Wom ng's current sal eable production is approximtely
4.2 bcfd.

Wom ng's revenue share of production is approximtely
4.2 bcfd X (.0625+0.07) = 556,500 Mfd.

At gas prices of $2 per MF, Woning could expect to
receive $1,113,000 per day in natural gas revenue. At
$4 per Mf, Woming could expect to receive $2,226, 000
per day.

MR. HASSLER noted that if a 7 percent ad valorem tax is
i ncluded, the state has ownership value in excess of 20 percent
of the production.

SENATOR HOFFMAN inquired as to the life expectancy of the gas in
Wonming; that is, "How long do you see between $1 and $2
billion?"

MR. HASSLER referred back to page 6 of his witten presentation,

which refers to 170 trillion cubic feet (tcf) a day, and
informed the conmmttees that "we" are producing approximtely
1.3 tcf a year from the state. At existing production rates,

there's a 170-year reserve life. M. Hassler offered:

To get into an efficient cycle, we believe that
because of the tremendous resource base, if we can get
access to lands, get producers to develop the resource
base in an environnentally responsive manner,
there's a very real thought process that we can grow
production from the state substantially, relative to
where it sits today. As | indicated, we think we can
go from4-4.2 bcf a day to 6 bcf a day over the course
of five years if ... we are successful in pronoting
the resource in an environnentally responsible manner
and ... working with the environnentalists in terns of
devel opi ng that resource base.

MR. HASSLER pointed out that if Womng' s resource base is
reviewed relative to where Al berta, Canada, is, Womng could be
able to produce 10-12 bcf a day of natural gas resource over the
next 10 years. However, sone of the resource sits in
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environmental ly active areas in which there are problens wth
regard to surface access and water discharge. M. Hassler
returned to [page 17] of his presentation and highlighted
projects that the WA has reviewed [and which are being
forwarded], such as the Cheyenne Plains Project, the Jackson
Hol e Project, and the Rock Springs Project. He relayed to the
commttees that the WPA has found that before such an entity

"swings for the fences” it would be appropriate to get the
i nvestnment banking team and the bond council working on a
smaller project with which it can work through any difficulties
in terns of issuing bonds. The Rock Springs Project is such a

project for Wom ng.
Nunber 172

GEOFF URBI NA, CGeorge K. Baum and Conpany, inforned the conmttee
that for the Halliburton Rock Springs Project, it will be the
first financing for the WPA and the project is a "taxable
| ease” revenue bond. [Referring to page 19 of the WPA's witten
presentation], he indicated that the WPA will be involved in
this project by issuing bonds to do the take-out financing. He
explained that with this project, a limted liability conpany
(LLC) signed a lease wth Halliburton, and a short-term

construction loan was taken out w th permanent financing. The
af orenenti oned, he noted, is typical of pipeline financings that
are perforned in the corporate world. The only difference is

that this is |lease revenue as opposed to revenues resulting from
a tariff or shippers selling gas to the end market.

MR. URBINA turned attention to page 20 of the WPA's witten
presentation, which reviews state financing tools available to
build pipelines. Wth regard to the option of conduit
financing, M. Ubina pointed out that such financing was used
to build the marine termnal for the Trans-Al aska Pipeline
System (TAPS) in Val dez. The Gty of Valdez issued the bonds
for the aforenentioned project. Wth the Halliburton project,
the [Wom ng] state treasurer was involved as an investor of the
bonds. He noted that Wom ng has the Mneral Trust Fund, a fund
simlar to the Al aska permanent fund. The [Woning] state
treasurer considered the Halliburton Rock Springs Project worthy
for many reasons, including [the ability to purchase the bonds
at a conpetitive rate]. Furthernore, this project develops a
tax base in Rock Springs, which he characterized as a boont own.

MR. URBINA highlighted the state financing tool of a "stand-by

bond- pur chase" agreenent. He explained that such an agreenent
can occur when there is no nmarket for the bonds, and the state
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can purchase/hold the bonds while the bankers try to find a
mar ket for them The aforenmentioned is a way in which the state
can provide liquidity or credit.

MR. HASSLER interjected that constitutionally, Womng can't
provide certain [financing tools]. The State of Alaska wll
have to determ ne what fits [for Al aska].

TAPE 04-21, SIDE A [BUD TAPE]

MR. URBINA indicated that [the stand-by bond-purchase agreenent]
has been perfornmed under the state unbrella. He then turned to
the debt service reserve fund (DSRF), which he likened to a
parent co-signing for his/her child s autonobile. Utimtely,
the financial institution will cone after the DSRF if there is a
default on the bonds; this is simlar to when in-kind
state/federal gas is used or there is a noral obligation pledge.
M. Ubina turned to the option of state ownership of the
[ pi peline], which is the riskiest and should be reviewed on a
nunber of Jlevels [as specified on page 21 of the WPA's
presentation]. If the state were to be involved in financing a
portion of the pipeline or buying capacity, then 25-50 percent
of the RIK revenues go to the permanent fund while the remainder
goes into the general fund. There could be "opportunity costs”
related to the [portion going into the general fund] because the
| egi sl ature may want to fund ot her projects.

MR. HASSLER sunmmarized that [the WPA] is serving as a comon
conduit to pronote devel opnent infrastructure within and outside
of the state from a natural gas and resource devel opnent
st andpoi nt . However, he noted that [the WPA] has the authority
and ability to propose pipeline projects in the event that
i ndustry doesn't conme forward and get the job done.

Number 029

MARTY MASSEY, Joint Interest Manager US, ExxonMbil Production
Conmpany, ExxonMobil Corporation, informed the conmttees that in
his position he is responsible for the comrercialization of
ExxonMobi|l's gas resource in Al aska. M. WMassey paraphrased
from the following witten testinmony [original punctuation
provi ded] :

Today | have been asked by ExxonMbil, BP and
ConocoPhillips to provide testinony to you on behalf
of those three conpanies on the topic of possible
State ownership in the gas pipeline project. Joi ni ng
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me today is Richard Guerrant. Richard is Vice-
President Anericas in the ExxonMbil Gas & Power
Mar ket i ng Conpany. He has been involved in worldw de
natural gas nmarketing for 20 years. Richard w |
provi de testinony on behalf of all three conpanies on
i ndustry trends of natural gas and natural gas |iquids
commonly cal l ed NG.s.

Before I turn it over to Richard, let nme begin with a
few remarks on State ownership in the gas pipeline
proj ect. As you know  ExxonMbbi |, BP and
ConocoPhillips submtted an application wunder the
Stranded Gas Devel opnment Act in January of this year.
That application was accepted and the producers, now
referred to as the Sponsor Goup, and the State are
now i n negotiations on a fiscal contract. The Governor
and his staff have indicated an interest in evaluating
the State taking its gas in kind and owning an

interest in the gas pipeline project. Thi s approach
has the possibility of providing greater alignnent
between State and Sponsor G oup interests. It would

also facilitate the State's use of its gas to neet in-
state demand as well as provide a source of revenue
should the State decide to nake the investnent. At
this point we are in the early stages of discussion
with the State and both the Sponsor Goup and the
State are currently evaluating this possibility.
However, mnmuch work remains to be done regarding the
feasibility of this approach and it is premature to

draw any conclusions at this tine. Since this is a
part of the current negoti ati ons, it is not
appropriate to comment on specifics that are being
di scussed. However, the Sponsor Goup is encouraged

that the Governor and the Comm ssioners are focused on
negotiating the fiscal contract wth the Sponsor
G oup.

Nunmber 079
RI CHARD GUERRANT, Vice President Anericas, ExxonMbil Gas &
Power Marketing Conpany, ExxonMbil Corporation, paraphrased
from the following witten testinmony [original punctuation
provi ded] :

North Anerican Supply and Demand
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First, I wll discuss the gas supply-demand outl ook
for North Anerica, and how Al aska gas fits into that

pi cture. Il wll also address the fundanental market
forces that influence how gas markets work. Lastly, |
wi |l cover the marketing of NGs.

It is difficult to accurately forecast the supply,
demand and price future across North Anmerica given all
of the potential scenarios. In 2003, the Nationa
Petrol eum Council (NPC) conpleted a conprehensive
review of the outlook for North America gas supply and
demand t hrough 2025. The study had been requested by
the US Departnent of Energy and has received much
attention and praise for clearly describing the gas
suppl y/ demand chall enges facing North America. The
NPC study was prepared by a broad cross-section of
industry representatives including ExxonMbil that
chaired the Supply Committee. An inportant point for
this committee to understand is that the NPC study
highlighted that the North Anmerican market could
accommodat e Al aska gas.

Starting with the existing supply picture, in 2003,
the US produced about 50 Billion Cubic Feet of gas per
Day (BCFD) wth Canada contributing 17 BCFD and
Liquefied Natural Gas or LNG inports supplying an
addi tional 1 BCFD. This total supply bal anced denand
of about 62 BCFD in the US and 6 BCFD in Canada.
After supplying its local demand, Canada exports about
11 BCFD to the United States.

Looking forward, the North Anerican supply outl ook has
been described as a treadm |l in which new supplies
are needed to offset the decline of exi sting
producti on. Production from existing wells in North
Anerica declines at about 16 BCFD each year and
requires continued new drilling and exploration to
of fset this decline. The recent high prices in North
Anerica have encouraged substantial drilling activity
such that drilling rig counts are now reaching the
hi ghest levels in the |ast decade. Unfortunately, due
to the maturity of North American producing fields,
both reserves and production rate contribution per new
wel |l have declined in recent years. The NPC Study
Qutl ook is that North American production wll remain
broadly flat to slightly declining over the next two
decades. The geographic mx of supply wll change
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sonewhat as growth in production from the Rockies and
deep water @ulf of Mexico will be offset by declines
in the lower 48 states, @lf of Mexico shallow waters
and West ern Canada.

Nunber 107

Demand for gas in North Anmerica has grown from 63 to
68 BCFD over the past 10 years, and the NPC forecasts
that demand will grow an additional 20% to 85 BCFD by
2015 driven in part by annual US GDP growth of 3% per
annum Steady demand growh is forecast in
comrercial, residential and industrial sectors. The
residential and conmmercial sectors accounted for over
one-third of the US natural gas consunption in 2002.
These sectors are expected to grow by 1% per annum in
the NPC study. In part, this is driven by denographic
growh wth new residential construction heavily
wei ghted to natural gas heating. In recent years,
approxi mately 70% of newly constructed hones installed
gas heat. But the main driver of gas demand growh in
North America is expected to be gas-fired power
generati on. Approxi mately 200,000 negawatts of gas-
fired generation are projected to be added by the end
of 2005, representing a 31% increase in total
generation capacity and a 290% increase in gas-fired
generating capacity versus 1998. The result is that
gas denmand is being driven higher as North Anmerican
electricity requirenents grow with the econony.

In 2015, as | nentioned, NPC estimates North Anerican
demand of 85 BCFD with indigenous supply of 68 BCFD,
| eaving a gap of 17 BCFD. The NPC expects that this
gap will be filled by a conbination of new Arctic gas
supplies from Alaska and the Mackenzie Delta, in
addition to significant increases in inports of LNG
and hi gher cost indigenous production. The NPC st udy
predicts that long-term prices will be driven by the
cost of these mmjor new supplies, and constrained by
conpetition from alternative fuels such as oil, coal
and nucl ear. The clear conclusion from the NPC work
is that North Anerica can accomobdate significant
supply additions from a variety of sources including
Al aska gas.

Gas Transportation, Pricing and Marketing
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Next, | would like to briefly discuss how Al aska gas
woul d |likely enter the North Anerican nmarket. The gas
woul d be transported through a large dianmeter, high-
pressure pipeline across Canada and perhaps conti nuing
on to Chicago. This pipeline would pass through the
heart of the Western Canadi an Sedi nentary Basin which
produces about 95% of Canada's gas production. Al aska
gas could be consuned in Western Canada or transported

to other Canadian and U. S. Markets. Five nmgjor
pi peline systenms currently exist in Alberta and
British Colunbia to take gas to nmarkets in Canada and
the Lower-48. These pipelines feed border crossings

with capacity of about 12 BCFD where gas is
transferred to Lower-48 pipelines flowng ultimately
to markets in the Mdwest and on the East and West

Coasts. In order to determ ne which market the Al aska
gas will ultimately serve, we need to discuss narket
pricing and pipeline infrastructure which | wll

addr ess next.

The key participants in the gas market include
suppliers, transporters, and obvi ously buyers.
Suppliers include hundreds of producers and marketers,
and buyers include thousands of industrial consuners,
power generators, and |local distribution conpanies.
Wth the |arge nunber of market participants, and the
significant nunber  of sales transactions, Nort h
Anerica is the largest and nost liquid market in the
world, and has proven very efficient at matching
avai l abl e suppl i es to mar ket demand. These
participants primarily buy and sell gas on a nonth-to-
nonth basis, wth a small portion of |onger-term
arrangenents, and sone daily trading to manage short-
term production and demand vari ati ons.

There is a benchmark gas price - the 'Henry Hub
price, which is simlar in nature to the crude oil
benchmark prices |ike Wst Texas Internediate. Li ke

West Texas Internediate, gas is traded on a futures
mar ket, the NYMEX, and al so trades on physical markets
at specific trading points throughout North America.
Near the end of each nonth, deals are arranged between
buyers and sellers and these trades help set the price

for the following nonth's gas deliveries. The very
| arge nunber of transactions and nmultiple participants
provi de an efficient mar ket , whi ch yi el ds a

conpetitive market price for the product.
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An inportant attribute of an efficient and conpetitive
North American gas market is the high degree of price
transparency. For nore than a decade, industry trade
publ i cati ons have publ i shed price i ndi ces for
physically traded gas on a daily and nonthly basis,
and have recently expanded their reporting to include
details on nunber of trades and volunes. These
publ i shed indices represent actual sales transactions
at about 100 | ocations across North Anmerica.

Prices at these Ilocations vary by region. The
difference between the regional prices reflects the
market's valuation of transporting gas between the

regions to neet demand. In regions wth excess
transport capacity, the price difference nay be |ess
than the actual cost of transportation. In regions
where capacity is tight, the price difference my
exceed the actual <cost of transportation. These

pi pel i ne bal ances can be further inpacted by seasonal
demand fluctuations.

Since deregulation beginning in the md '80s, the
North Anmerican gas market has evolved into a nature

liquid and transparent narket. Consequently, we have
wel | establ i shed market mechani sns, which all ow
suppliers to sell all their production at a narket

price, simlar to other cormodities.
Nat ural Gas Liquids

An additional consideration in marketing Al aska gas is
the salability of the gas in neeting downstream
pi peline and market quality specifications. Field gas
production can contain water, CQO,, Sulphur, and other

conpounds. For Al aska gas, it is expected that nost
of these inpurities would be renoved on the North
Sl ope.

In addition to nethane - the primary conponent of
natural gas - field gas production also includes
varying amounts of ethane, pr opane, butane and
pent ane. Currently, the majority of butanes and

heavi er NG.s are renoved on the North Slope, added to
TAPS, and noved with the crude through the pipeline
system As a result, the gas to be noved on the
Alaska Gas Pipeline will contain a light mxture of
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NGLs, primarily ethane and propane, which will stil
need to be extracted so that the renmmining natural gas
can neet gas pi peline and mar ket qual ity
speci fications.

NG.s are renpbved by gas processing plants, with the
sal eabl e natural gas noved onto market via pipeline.
The extracted NG.s are then transported to an NG
fractionator where they are separated into their
conponents -- ethane, propane, butane and pentane.
The North Anmerican NG narket currently consunes about
3.3 mllion barrels a day of these products.

The ethane is primarily used as a feedstock to
chem cal plants, which convert it to ethylene for

further use in naking plastic products like plastic
bags, mlk bottles, toys, etc. The pricing of ethane
is primarily linked to natural gas. The propane

feedstock has nultiple uses: first, as a feedstock to
chem cal plants to nake propylene, a building block
for plastics used in the production of food packagi ng,
auto parts and carpeting, and second as a residential
and commercial heating fuel principally in rural areas

not support ed by a nat ur al gas pi peline
i nfrastructure. Butanes are typically blended into
notor gasoline to enhance the fuels performance
characteristics. Pentanes are also used as chem cal

plant feed or in the production of notor gasoline.
The prices for propane and heavier NGs are linked to
crude and other oil products.

In addition to the facilities required to renove the
NGLs from the natural gas stream to neet pipeline
specifications, substantial markets and petrochem cal

i nfrastructure, i ncluding pipelines, fractionators,
chem cal plants, storage and conplex refineries are
required to consune the NGs. As with natural gas,

the infrastructure and demand for these products is
primarily available starting in Al berta and nmarkets
further south. Western Canada and Chi cago have about
15 billion cubic feet per day of existing gas
processi ng capacity. Current Al berta chem cal plants
have the ability to consune about 270 thousand barrels
a day of ethane wth the resulting ethylene and
pol yet hyl ene production primarily sold into the G eat
Lakes region. In addition, western Canada also
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provides pipeline infrastructure to nove excess NGs
to Lower-48 markets.

The need to adequately process Alaska gas to neet
mar ket and pipeline specifications is a key part of
the project, and there are adequate markets and
infrastructure in Canada and the Lower 48 to handle
the volunes of NG.s in the Al aska gas.

Nunber 204
Sunmary

I'd like to now sunmarize mnmy remarks regarding the
North American natural gas and NG narkets:

e First, as detailed by the NPC Study, the supply /
demand balance in North Anerica signals the room for
additional supplies, such as Arctic gas, LNG and
hi gher cost indigenous production in the next decade.

e Second, the North American gas nmarket is a mature,
liquid market with well established mechanisnms to
ensure suppliers can sell all their product at a
transparent and conpetitive market price.

e Third, the NGs wll need to be renoved to achieve
downstream pipeline specifications, and the Dbest
approach IS to t ake advant age of exi sting
infrastructure close to available market for the
pr oduct s.

Before closing, | would like to point out that it wll
take a conbination of factors for an Alaska gas
pipeline project to be comrercially viable. Those

factors include a fiscal contract with the State of
Al aska, U S. federal enabling legislation, a clear and
predi ctabl e regul atory process in Canada, a
significant reduction in project costs, and a narket
outlook that 1is sufficiently encouraging over the
projected life of the project.

Nunber 237
CHAI R SAMJELS asked if ExxonMobil's conpetitors, when it sells

the liquids or the gas itself, are BP, ConocoPhillips Al aska,
I nc., Texaco, and Chevron. He further asked if ExxonMbil sells
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[the Iiquids or the gas itself] to a broker or is in a situation
in which the conpany is "vertically integrated" and in charge
t hroughout the process. Chair Sanuels posed a situation in
which the State of Alaska owns a |lot of gas, and asked if the
state would be conmpeting with sone of the |argest corporations
around on sonething that [such conpanies] have done throughout
their entire existence.

MR. GUERRANT reiterated his earlier testinony with regard to the
fact that there are nmany, nmany participants in buying and
selling gas. There are buyers who want to purchase gas directly
from the producer or owner of the gas. There are also marketers

who want to purchase gas from other producers and resell it.
Furthernore, there are producers who sell their product; there
are also producers who buy and sell. M. Querrant explained

that ExxonMobil Corporation has a diversified slate in which
nost gas is sold on short-term contracts, which range fromdaily
to nonthly to yearly. ExxonMbil Corporation has very few | ong-
term contracts because today's custoners in the narketplace
aren't wlling to sign up for long-term contracts. Wth regard
to the type of custonmers to which ExxonMbil Corporation sells,
M. Querrant specified that it sells to a portfolio of
cust oners, i ncluding |ocal distribution conpanies (LDCs),
i ndustrials, and marketers. M. Querrant posed a situation in
whi ch each of the producers and the state is taking its gas in
Chi cago. In such a situation there wll be plenty of
opportunity to sell. He noted that the mechani sns regardi ng how
the market works are well established, although the key to that
is the governance. "The buyers need the gas; ... they will be
wanting to buy the gas fromyou," he added.

MR. MASSEY relayed that the state has the option to determ ne
how it wants to handle the sale of its gas. The state could
devel op such expertise internally and sell the gas itself, or
the state could contract out that responsibility. He echoed M.
Guerrant's comrent that in the current nmarket, there are plenty
of buyers for gas and well-established indices upon which to
sell it.

MR. GUERRANT said that the state wll develop its own expertise
at sone | evel, dependi ng upon how far downstreamthe state goes.

Nunber 291
SENATOR ELTON remarked that ExxonMobil Corporation's testinony

was fairly dismssive of any discussion regarding advantages to
the state's owning or not owning a portion of the pipeline. He
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asked if the ExxonMobil Corporation representatives could
provide the committees with even a hint on that matter.

MR. MASSEY apol ogi zed and reiterated that ExxonMobil Corporation
is in negotiations with the state on this topic. From a broad
vi ewpoi nt, though, the advantage is that if the state takes
ownership in the pipeline, the state and the sponsor group would
be aligned. Furthernore, if the state elects to take the gas
in-kind, it can use it as it sees fit, such as neeting in-state
demand. Moreover, if the state elects to invest in the
pipeline, the state wll receive the revenues from that
investnment. The reason the discussion isn't occurring in a nore
detailed fashion is that it would depend upon the deal nade with
the state. M. Massey inforned the conmttees that ExxonMbobi
Corporation is encouraged with the discussions it's having with
t he state now.

SENATOR ELTON pointed out that a deal with the state would have
to be consunmated with the |egislature. At sone point, there
wll have to be a discussion with regard to the advantages and
di sadvant ages of state participation in this pipeline. Senat or
Elton said that it would be helpful to hear that there are clear
advant ages or di sadvantages related to state participation.

Nunber 334

SENATOR FRENCH expressed concern wth regard to the state
obtaining a fair deal for its resources. Therefore, he
questioned where the liquids would be taken out. Currently, the
heavy |iquids are being taken out at the North Sl ope. He
related his understanding that the "somewhat wet gas" wll be

shipped to Alberta and the remaining |iquids would be taken out
in the Al berta gas processing facilities.

MR. GUERRANT confirned that the aforenentioned is the base plan
because there is existing infrastructure [in Alberta] that is
close to the market and will provide the best value for the gas.

SENATOR FRENCH interjected t hat t here are exi sting
transportation infrastructures to nove the separated products to
mar ket from that point on. He then questioned whether there is
a price difference between the sonmewhat wet gas that would be
shipped to Alberta and the separated conponents. In other
words, which is nore valuable, the wet gas or the separated
conponents, he asked.
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MR. GUERRANT pointed out that sone of "it" has to be taken out
in order to neet the pipeline specifications. There is another
| evel of extraction, which is primarily the ethane extraction

that is based on nmarket conditions. After the pipeline
specifications have been satisfied, the anount of ethane
extraction can be expanded or contracted based on the econom cs
of extraction wunder the current market prices for ethane.
Therefore, an economc optimzation has to be perforned in the
mar ket pl ace. M. CQuerrant specified that secondary extraction

that occurring after the pipeline specifications have been
satisfied, occurs in order to obtain nore value for the product
stream than it would have if left in. The aforenentioned, he
explained, is why he nentioned the gas processing capacity in
Al berta that could be utilized. That econom c optim zation wll

ensure that the maxi mum value for the product is obtained. I n
further response to Senator French, M. Guerrant specified that
all involved wll have such decisions to nake. The first
decision wll be in ensuring the gas neets the pipeline

specifications, then the question is regarding how deep of a cut
does one nmeke to obtain the best value for all the players. The
aforenentioned is usually done on an individual-entity basis,
al t hough each individual involved will optimze the stream based
on the market pl ace.

Number 399

REPRESENTATI VE HAWKER echoed the concerns expressed by Senator
Elton and then turned to M. Cuerrant's <closing conments
regarding the factors necessary to have a commercially viable
proj ect. He recalled that M. Guerrant's testinony relayed the
need to have "a clear and predictable regulatory process in
Canada" and asked if that statenment inplies that such a process
doesn't already exist in Canada. Conversely, is that statenent
acknow edgi ng that Al aska has a clear and predictable regul atory

process? He also recalled that M. CQGuerrant's testinony
suggested that "those factors include a significant reduction in
project costs". Does this nean that under the current

anticipated cost structure by the sponsor group, this isn't a
feasi bl e project? he asked.

MR. GUERRANT confirnmed that predictable processes are necessary
for permtting, in both the US and Canada. The US federal
enabling legislation allows that predictable process. Al t hough
there is knowl edge with regard to how the National Energy Board
(NEB) does its pipeline permtting, fitting this all together
must come to fruition in an orderly fashion in that specified
cost estinmates are met as well as the desired econom c benefits
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and value for the gas are obtained. M. Guerrant said that nore
of an understanding of the Canadian side of the project has to
occur.

MR. MASSEY opined that the sponsor group has been clear that
today, the project isn't cormmercially viable. One of the things
within the control [of the sponsor group] is to try to be able
to drive down the costs of the project, and nmuch effort anongst
the sponsor group is being expended to that effect. For
exanple, both BP and ExxonMobil Corporation have spent a great
deal of noney and effort to conmmercialize a higher strength
steel, which would allow the [sponsor group] to not have to
purchase as nmuch steel in the pipe to nake this project occur
Much progress has been nade in that effort as test |ines have
been put in place in one of TransCanada's systens in order to
test this high-strength steel technol ogy. M. WMassey reni nded
the conmttees that this is a huge, conplex project that no one
has done. Furthernore, as the situation noves closer to
buil ding such a project, the costs increase, and therefore the
cost reduction itens have to be in place in order to offset the
I ncreases.

Nunber 472

REPRESENTATI VE ROKEBERG recalled M. GQuerrant's testinony
regardi ng wel |l -established nechani sns, price transparency, and a

hi gh degree of confidence in those. He asked if, in the
negoti ati ons between the sponsor group and the admnistration,
it wll be necessary to adopt/use any of the benchmark pricing

in dealing with a contractual agreenment with the state.

MR. MASSEY specified that it would depend upon the structure of
t he project. If the project is a royalty in-value structure in
whi ch the sponsor group pays the state cash, the sponsor group
wll have to determ ne the value of the gas. The value of the
gas can be determned in a variety of ways, including benchmarks
or actual revenues based on the sale of the gas. |If the project
is under an ownership structure and the state basically sells
the gas, then sone of the need to deternmi ne the value of the gas
wll be elimnated. The aforenentioned is the topic of the
current discussions with the state.

REPRESENTATI VE ROKEBERG expressed concern with regard to the
presentation from M. Massey and M. Guerrant in relation to the
[ sponsor group's] high degree of confidence in the transparency
of gas pricing in the US He inquired as to whether the FERC
study on the matter of transparency has been conpleted. He
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noted that as a nenber of the Energy Council, he has been privy
to studies that have indicated there are substantial problens
wi th the published prices, plats, and other publications.

MR. GUERRANT opi ned that over the past two to three years, there
have been questions with regard to price transparency that have
primarily been related to entities that have financial problens
and have had players that have inaccurately reported things into

i ndexes. Wrk was done with the FERC, which perfornmed an
extensive investigation along wth the Coomodity Futures Trading
Comm ssion (CFTC) and other jurisdictions. He offered his

belief that inprovenents nmade to the indices, particularly
revol ving around the nunber and volunme of trades for each sale,
have provided the industry nore confidence that the indices
work. A survey was perforned and reported to the FERC, and this
survey rated the confidence in the indices at 7-8 on a scale of
1-10. However, he acknow edged that sonme indices are nore
liquid than others; for exanple, one of the nost Iliquid
transparent indices in North Arerica is the Al berta index. The
Henry Hub index is a physical trading point as well as a NYMEX
regul ated trading point. He characterized the Henry Hub index
as a very valid index. In sunmary, M. GQuerrant shared his
belief that the difficulties with regard to price transparency
are past and everyone feels good with regard to the indices. He
surm sed that sending the signal to the industry that those
m sreporting wll pay the price has nmade a mmjor |inprovenent
with regard to governance procedures. Still, the FERC and the
i ndustry continue to nonitor this issue.

Nunmber 597

REPRESENTATI VE GARA noted that many in the legislature want to
access gas for in-state uses such as for the spur line to
Val dez. Therefore, he inquired as to [the sponsor group's]
t houghts on such access. He recalled testinony that [the
sponsor group] doesn't believe this project is comercially
viable at this point. However, he noted, the governor says that

he will make an announcenent with regard to a prelimnary deal
in Septenber. Therefore, he requested follow up on this
project's commerci al viability. Representative Gara also

inquired as to whether [the sponsor group] has any hesitance in
selling its gas [on the North Slope] to an entity that believes
the project is commercially viable.

MR. GUERRANT began by pointing out that "we all want to try to
nonetize and sell this gas". Furthernore, he said, [the sponsor
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group] recognizes that the in-state demand issue has to be
addr essed.

TAPE 04-21, SIDE B [ BUD TAPE]

MR. GUERRANT then turned to Representative @Gra's question
regarding [the sponsor group's] propensity to sell gas to an

entity that believes this project is comercially viable. He
said that [the sponsor group] would entertain any realistic
pr oposal . However, realistically, those who own the reserves,

the state and the project sponsors holding the |ease, are those
who can take the risk to get the gas to the first liquid market
poi nt . After the first liquid market point, it's a different
matter. M. QGuerrant opined:

| think we'll all listen ... to any proposal ... any
party brings to the table. And if they add val ue and
they're durable [and] ... they can [actually] deliver
what they say they can deliver ... and [it] doesn't
[put] undue risk on all of us ..., we'll consider
t hat . But ... | haven't really seen those kinds of
opportunities in all of the projects that |'ve worked
on, that ensure that you get the right value. Those
are things that you've got to be careful in )
consi dering because they nmay not be durable. C In
other words, ... soneone comng in and [saying] that
they [will] build and [then] buy your gas ..., that's
a difficult issue to consider because you don't know
what the value [is]. If you're down in the
mar ket pl ace, you know what the cost [is]. W can

build the pipeline to the first market point to where
we know that there's a very liquid transparent market
there. We know what the value of that is, and that's
what you want to nmake sure that you're getting full

val ue for.
Nunmber 028
MR. MASSEY turned to the question regarding whether the project
is comercially viable. He reiterated that since the sponsor
group has conpleted its study, it has held the position that the
project isn't commercially viable. "It doesn't mean we're not
trying to nake it comercially viable - we are," he relayed.

Trying to nake it comercially viable is the subject of the
negoti ati ons occurring wth the adm nistration. Furt hernore, he
said he is encouraged by the governor's coment that there wll
be something in Septenber. However, there's a ot of work to do
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to reach that point. M. Massey nentioned that it's probably
within the [sponsor group's] control to nake this project
comercially viable. He also nentioned that the sponsor group
would like to reduce the cost, and so nmuch work is going on in
that vein. M. Massey concluded with the foll ow ng:

Just because we say it's not comercially viable
doesn't nmean we're not trying. W've got a |lot of gas

resource up there. We've got indications from the
market that it can accommobdate Alaska gas if we can
get the cost down at the right level, ... nake it get
into the market at a good economic rate. So, the

conditions are right to try to nake it happen, and a
| arge part of it hinges on the negotiations we have
right nowwth the state.

SENATOR DYSON asked about in-state sales.

MR. MASSEY said that one of the advantages of the state taking

an ownership position in taking its gas is that it will have gas
available to neet in-state demand and divert [the gas] to
wherever it wants, and that wll depend upon where the best

val ue for the gas lies.

MR. GUERRANT concurred and suggested starting at a baseline in
which there is review of getting value from the marketpl ace and
then backing up to review what things can be added to the
project in order to create nore value for the various parties.
The study is conplete and there is a plan, and therefore he
suggested that now is the time, through these discussions and
negoti ations, to inprove on the plan.

Number 059

SENATOR LINCOLN shared her frustration regarding the points
stated in the last paragraph of M. CGuerrant's witten
t esti nony. She questioned what a "significant reduction in
project costs" would entail. The exanple of using high strength
steel as sonmething that could reduce costs isn't under the
control of the state. She asked what [the sponsor group] wants
the state to do that would significantly reduce the project
costs and is sonething over which the state has control. She
then turned to extracted NG.s and commented that the best val ue
certainly isn't going to be in-state in Al aska. She surm sed
that when [the sponsor group's] testinony refers to rural, it's
probably referring to rural Anerica rather that rural Al aska
and therefore she didn't think in-state uses would neet the
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"bottom |ine" for the sponsor group. Senator Lincoln recalled

the following testinony: "In a market outlook that s
significantly encouraging over the projected |ife of the
project."” She inquired as to the "projected |ife" that the

sponsor group woul d envi si on.

MR. GUERRANT said that the NPC study was one of the nost
conprehensi ve studies that has been done. That study provided
the sponsor group and the entire industry with a nuch nore
encouraging view about the need for the future supply.
Furthernore, the study extended into 2025, and has provided the
sponsor group WwWth the encouragenent to start this process.
Wth regard to in-state demand, M. GQuerrant said that the
sponsor group recognizes that that is sonething which has to be
di scussed and addressed in order to develop an acceptable
package. When there is a full view of the project, there wll
be a discussion regarding how to make the project actually
happen.

MR. MASSEY said that he is as frustrated as Senator Lincoln is
in regard to the <continuing need for these itens to be
di scussed. He stressed that for three years it has been his job
"to try to check one of these off the list." However, that
hasn't been achi eved yet. M. Mssey said that there needs to
be a catalyst to get this project going. The one thing that is
within the control of the sponsor group is the negotiation of

the fiscal contract with the state. If the aforenentioned can
be negotiated and an agreenent that the project is commercially
viable can be achieved, it will provide great nonmentum for the
proj ect. So with regard to what Alaska can do, M. Massey

suggested negotiating a fiscal contract.
Number 129

SENATOR SEEKINS recalled that the sponsor group has said that
there is room for additional supplies of Arctic gas, LNG or
"hi gher cost" indigenous production. However, Arctic gas isn't
economcally viable, he opined, and so he questions what the
sponsor group is planning.

MR. GUERRANT said that the market side is starting to |ook
encouragi ng, such that the [process should npbve to the next
| evel], that being the fiscal contract. But first many issues
need to be sorted out in order to determ ne whether the project
is commercially viable. Once the fiscal contract is in place,
the regulatory issues could be tackled. In further response to
Senat or Seekins, M. Guerrant confirmed that [the sponsor group]
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is looking into other areas as a contingency. He noted that
[ ExXxonMobi | Corporation] has nmajor |and holdings and |eases in
Canada and the US, and drilling is taking place on the good
prospects. Furt hernore, [ExxonMobil Corporation] is involved in
the LNG business and is looking to expand it in the right
mar ket s. [ ExXxonMobi | Corporation] is also pushing ahead wth
Arctic gas. M. CQuerrant highlighted that the NPC study
specified the need to push ahead on all fronts, which is what
[the sponsor group] is doing. The pieces of work for these
projects have to be prioritized, which is what's occurring now.

CHAIR SAMUELS recalled the [Qatar] exanple and posed a simlar
situation in a Wstern denocracy in which the [producer]
partners with the regulatory agency. He inquired as to [the
sponsor group's] experience in other governnental partnerships.

MVR. GUERRANT said that in the early days, ExxonMbbi |
Corporation, Shell, and the Dutch governnent canme together in a
joint venture to nonetize the large field in the Netherlands.
In this venture, the parties own [it] throughout the chain, and
this venture has been successful. Recent |l vy, ExxonMobi |
Corporation and Qatar are expanding the largest natural gas
field in the world, which is the North Field in the Mddle East.
He noted that the country of Qatar is investing throughout the
[ project]. M. CQuerrant said that in the relationship wth
Qatar, there are nore advantages to the joint venture because
the groups have to be aligned as the process proceeds.
Furthernore, all the parties know the value of the product in

t he market pl ace. And although the aforenentioned approach is
difficult, it builds trust. Such an approach is being utilized
with the producers in Wst Africa. Being aligned with a

governnent partner is overall a good thing because it allows the
[ producers] to know what's going on throughout the life of the
proj ect.

CHAI R SAMUJELS announced, at 12:42 p.m, that the commttee would
recess for [lunch. At 1:30 p.m, Chair Sanuels called the
nmeeti ng back to order.

Nunber 227

JOHN CARRUTHERS, Vice President, Upstream Devel opnent, Enbridge
Pipelines, Inc. ("Enbridge"), echoed earlier coments stating
that the Lower 48 market is large and grow ng. He said that

Enbridge recognizes the inportance of Al askan gas to those in
Al aska based on the attendance of these neetings. However, it's
nore inportant for the Lower 48 consuners, who need to play a
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role. Al though there needs to be greater recognition of that
role, there are significant hurdles to achieve it. In fact,
Enbridge would be one of the players. In order to place
Enbridge's position in context, Enbridge participated as an
owner in the Alliance Pipeline Systemthat noves liquid rich gas
from the western Canadian sedinentary basin to Chicago. The
af orenenti oned gas has characteristics simlar to those one
woul d see in Alaska gas. Furthernore, Enbridge brings market
perspective to the table in that Enbridge is the owner of
Canada's | argest LDC. In that vein, M. Carruthers turned to
the earlier concern regarding the viability of the indices. He
pointed out that Enbridge participates in those indices as a
buyer, and characterized the indices as generally a very
sufficient and sophisticated tool, though there has been sone
i nprovenent with regard to [the transparency of the indices].
As long as the [indices] are liquid enough, which can be the
case for Alberta and Chicago, it should be sufficient for
[ Al aska] .

MR. CARRUTHERS noted the follow ng potential end-use shippers:
LDCs, power generators, marketers, large industrial users, and

government as a commercial entity. He then focused on LDCs
since they will be the key [end-use shipper]; as stated in a
Purvin & Gertz study: "LDCs are one of the few nmarket
participants wth the creditworthiness, client base, and
commercial interest to encourage investnents wth long-term
contractual support and/or equity participation. Their support

is required to ensure adequate gas supply in a tinely fashion.”
M. Carruthers opined that the aforenentioned sunmmarizes the

issue from a Lower 48 narket perspective. He said that there
isn"t much argunent with regard to the need for gas in North
Aneri ca. In fact, nost studies would say that over the next 10

years, approximtely 15 bcf a day of new supply is needed, which
woul d include Al aska's supply. Wlat's inportant to note is that
Al aska gas can economcally access a lot of the narket, the
M dwest and Northeast in particular.

MR. CARRUTHERS turned to who could and who is going to take the

risk on a pipeline. If one thinks of the benefits to consuners
of an Al aska gas project with costs approaching $20 billion, the
benefits to consunmers are far nore [than the cost]. The NPC

study specified that consumers would see a price reduction of
$.60-%$.80 for three to four years after the arrival of Al aska
gas to the market. Therefore, Al aska gas would be positive for
consuners in the anount of approximtely $50 billion. He noted
that further studies have supported the aforenentioned anal ysis.
Al t hough Al aska gas would be approxinmately 5 percent of the
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total supply, it inpacts all gas. M. Carruthers specified that
sonme consideration should be given with regard to the vol une and
the price that can be commtted, as well as to contract | ength,
delivery points, and regul atory acceptance of |ong-term capacity
commi t ment s. He noted that during the era when there was nore
supply than denmand, contract |engths were shortened and sone
utilities were penalized for having | ong-termcontracts.

MR. CARRUTHERS addressed market participation in supporting and
taking on sone of the risk in Alaska gas. Marketers have played
a dimnished role and they are unwilling to conmt to long-term
contracts. Therefore, sellers would probably hesitate to sell
to marketers on a long-term basis unless they net sone credit
hurdles. The LDCs would like to commt to long-term contracts,
but are restricted from doing so by public utility comm ssions.
In order to conmt to a long-term contract, there nmnust be
assurances that those contracts would be supported in future

rate cases. However, there have been cases in which there
weren't assurances and, as a result, there was an economnc
I npact . Based on today's market, there has been little
willingness to coommit to fixed-price commodity contracts. It's

easier to have floating price contracts with the liquid hubs.
The aforenentioned is exacerbated by the fact that Al aska gas
remains in the future. "So, you' ve got the added conplexity

[of] going into a long-term contract but the first day of that
isn't for a few years, so that does nmake it even nore

difficult,” he opined. Even with the FERC s attenpts to
streanline, there has been an increase in legal challenges
resulting in delay. However, the energy bill, should it pass,

addr esses a nunber of those issues.
Number 320

MR. CARRUTHERS rel ayed that Enbridge does see a need for |ong-
term contracts. Al t hough historically the producers have been
the one to take the position on the pipe, he opined that in this
case there is the potential, because of the significant benefits
to consumers and |ack of known |long-term resources, for the
consuming end to take a position on the pipeline. The
af orenenti oned would require a shift in policy. The NPC study
enphasi zed the aforenentioned in the foll ow ng quote:

New pipeline and storage infrastructure are generally
financially supported by long-term contracts for a

period of ten to twenty years. Conpanies are |ess
willing to invest dollars in needed infrastructure if
contract durations for exi sting or new
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pi pel i ne/ storage capacity are shortened by the inpact
of regulatory policies.

MR. CARRUTHERS said, therefore, that [Enbridge] has been
focusing on whether the regulatory policies can be changed such
that people could take a position. Because Al aska's resource is
| arge and well known, there isn't the risk that occurs in sone
basins in which the gas still has to be found. He further
explained that in Alaska's case, the cost of the pipeline is the
mar ket ri sk

MR. CARRUTHERS noved on to in-state narket participation, and
informed the commttee that currently, Enbridge is actively
reviewing a spur line to Anchorage/ Kenai. The spur |ine depends
upon the quality of gas on the narket side, the projected growh
rate, and the existing infrastructure in terns of distribution

If the aforenentioned 1is considered during the initial
devel opnent of a gas pipeline, it could be nore econonmc than if
it is sinply an add on. M. Carruthers noted that Enbridge wll
continue to also |ook at the Lower 48 nmarket. He expressed the
need to reaffirm that Enbridge believes there is potential for
the market to share a risk in the Alaska gas pipeline by taking
a shipping conmtnent. Al though it nakes sense conceptually,
there are many regulatory hurdles that would be fairly tine
consuni ng. "But we do think that does align Al aska and the
producers interests in the pipeline, and we could share risk
nore broadly,"” he said. He noted that Enbridge is reviewng
that very notion to determne the anmount of risk it mght take
and under what conditions.

Number 365

SENATOR SEEKINS turned attention to the Enbridge slide entitled,
"Alaska Gas is Good for Lower 48 Market". He said he understood
M. Carruthers to say that delay in this construction project
rai ses prices for the consuner in the short-term Wuld that be
the case in the long-term if this project canme on-line in two
years, he asked. If so, would it be in the best interest of an
owner of a large supply of natural gas to delay construction of
t he project.

MR. CARRUTHERS replied no, adding that one would have to have an
expectation that prices wll i ncrease at an even nore
significant rate. M. Carruthers said that he didn't expect
people to delay [construction]. Furthernore, if prices increase
too highly, demand will go offshore, from which it takes sone
time to recover. H gh prices could also result in fue
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substitution or other "infrastructure builds." Therefore, if
peopl e don't foresee Al aska gas on the horizon, nore LNG coal,
or nuclear may be devel oped. M. Carruthers opined that there
is sone risk of waiting too |ong.

SENATOR THERRI AULT asked if there is anything that the state
controls in its regulatory schenme that could be problematic.

MR. CARRUTHERS reiterated that |ong-term commtnents on gas have
been discouraged. In this era, he said, he believes the utility
comm ssions need to review things that support new sources of
gas.

SENATOR THERRI AULT posed a situation in which there is nore of a
push for new power generation to use natural gas. However ,
natural gas isn't tied into long-term contracts, and this
results in price fluctuations. The Anerican consuner is
accustonmed to, and expects, a very level price per kilowatt from
the producers. He asked if that dynamc will have to change as
nore generation noves over to natural gas, and therefore nobves
to nmore long-termcontracts in order to ensure stability.

MR. CARRUTHERS opi ned that consumers would become nore and nore
frustrated with the high prices and the volatility, both of
which are [reduced] by long-term secure sources of gas, adding
t hat Al aska provi des the aforenentioned.

Number 435

TONY PALMER, Vice President, Alaska Business Devel opnent,
TransCanada Corporation, began by reviewing gas prices. He
informed the commttee that the long-term forecasts of NYMEX for
natural gas is in the $3.00-%6.00 range and nost forecasts
converge near $4.00 after the current price spike subsides. He
then turned attention to a graph on page 3 of his presentation
which is entitled "Conparison of Recent NYMEX Gas Price
Forecasts." The graph provides forecasts from the NPC Bal anced
Future, the NPC Reactive Path, TransCanada, DOE ACE 2004, and
six consultants. Although he didn't believe any party woul d say
that the prices can never go outside the $3.00-%$6.00 range, he
said he would agree that the price would generally converge
within that band. As the graph illustrates, the majority of the
forecasts are in the $4.00 range in 2002 doll ars.

MR. PALMER said that gas demand continues to grow, although

current high prices are causing sone demand loss, primarily in
the industrial market. The expectation for |ong-term net growh
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continues to be nore than 1 percent, and this is significantly
i nfluenced by power denand. He noted that the US and Canada
demand growth from 2003-2015 is in the 15 bcf a day range. The
graph on page 5 of the presentation provides a visual indication
of wvarious forecasts. The graph illustrates that denand has
historically been in the 70 bcf a day range for the last five or
so years, and a comon forecast projects growmh to 80-85 bcf a
day in 2015.

MR. PALMER focused on the Wstern Canada gas demand, which is

illustrated in a chart on page 6 of the presentation. In 20083,
the Western Canada demand was at 4.4 bcf a day. Over the next
decade, the primary sources of new denmand growh wll be
el ectric generation, mnable oil sands, and in situ heavy oil.
There are nodest increases for residential, comercial, and
ot her industrial denands. M. Palmer turned to oil sands gas
demand, which is a source of l|arge demand grow h. From the

graph on page 7 of his presentation, he renmarked, one can see
that [ TransCanada] has nodified its gas demand in the oil sands.
Wth the use of existing technology, current growth would range
fromvolunes in 2003 of just above .5 bcf a day to 2.5 bcf a day
wi t hout technol ogical inprovenents. He noted that there are
initiatives by a nunber of oil sands proponents to use the
actual bitunen as a fuel source by upgrading it. The graph also
illustrates TransCanada's change in forecast from 2003, which is
significantly noderated from a year ago although it's still
gr owt h.

MR. PALMER noved on to the North Anerican gas supply, and
pointed out that the supply/demand is precariously balanced.
Furthernore, new supply sources are required, but the only
grow h basin TransCanada sees are in the Rockies, although there
is some nodest growth on the East Coast. Moreover, existing LNG
termnals are operational again and are planning expansions. In
fact, there is either a plan or approval for expansion for about
2.3 bcf a day at the existing termnals, which have capacity of
about 2.5 bcf a day. He noted that the MicKenzie gas is on
track for 2009 in-service. M. Palnmer directed attention to the
Lower 48 dry production forecast conparison. Over the |ast
decade, the Lower 48 supply has been in the 50 bcf a day range.
Going forward, the US Departnment of Energy EIA forecast is very
optimstic in it's forecast of gromh toward 57 bcf a day. The
af orenentioned forecast is very different from nost every other
forecast.

MR. PALMER directed attention to page 10 of his presentation,
entitled "WCSB [Wstern Canada Sedinmentary Basin] Production
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Forecast." The graph illustrates TransCanada's predicted
decline from 16.9 bcf a day down to 16.3 bcf a day over the next
decade. Basically, the production would experience a nbdest
decline, wth sone replacenent of conventional gas wth
unconventional gas - coal bed nethane. Page 11 of the
presentation illustrates why the Wstern Canadi an supply nay be
flattening over the past decade in the 250-275 tcf range for
nost every forecaster. Page 12 of the presentation specifies
TransCanada's view of the supply change. The green section of
the graph illustrates that if one takes the WCSB, the Lower 48,
East Coast, and existing LNG termnals plus expansions, it is
fairly steady in terns of overall supply to the market. The
af orenenti oned conbination will be able to supply in the 70 bcf
a day range and nodestly decline beyond the year 2015. The
af orenenti oned |eaves an opportunity for new LNG and northern
gas.

MR. PALMER continued with page 13 of his presentation, which

reviews global LNG dobal LNG could fulfill 100 percent of the
supply gap. Clearly, MacKenzie and Al aska gas are conpetitors
for that market opportunity as is other donestic gas that was
menti oned earlier. The existing [LNG term nals have about 2.5
bcf a day of existing capacity and expansions in the 2.0 bcf a
day range have been announced. Furthernore, there are proposed
or approved projects for nore than 30 bcf a day. TransCanada

believes that those projects have a fixed <cost structure
conparable to Al aska gas, but they have scal e advantages in that
these [LNG projects] can be built in smaller nodules than the
Al aska project. The nodules for these [LNG projects] can be
0.5-1.0 bcf a day whereas an econom c increnment for Al aska gas
is nearer 4-4.5 bcf a day. M. Palnmer informed the commttees
that today, those facilities need liquefaction facilities in the
produci ng country, [as well as] ships and re-gasification.

TAPE 04-22, SIDE A [BUD TAPE]
001

MR. PALMER conti nued:

Those issues are being resolved, slowy - sone people
woul d say - but in our view, as nore and nore projects
get approved, project four, five, and six wll be
easier than [projects] one, two, [and] three. The
| arge stranded gas reserves available worldw de:
you've heard representations from others as to .
[the] magnitudes of those volunes available to the
mar ket, and they have strong support of their honme or
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host governnents. To show you a forecast - on page 14
- [is] a representation of a nunber of forecasters as
to the actual magnitude of LNG into the marketpl ace.

| would point [out] to you that the black line here is
the [U S.] Departnent of Energy - they have just over
8 bcf a day of new LNG and | believe they have only 8
bcf a day ... because they have a very optimstic
Lower 48 nmarket. They have bal anced the market, wth
the remai nder being LNG You can see that the bal ance
future for the NPC [National Petroleum Council] also
has both "Mackenzie" and Alaska in this tinmeframe, and
they have in the order of 9 bcf a day. Qher parties
have in the order of 10 to 12 bcf a day of LNG in
their forecast.

The next slide, which is a ... [Federal Energy
Regul atory Comm ssion (FERC)] map published in July
just indicating to you ... [that] at that tinme, there

were 44 projects proposed or approved in the Lower 48
- that's in addition to the existing termnals wth

approved expansions. About 5 bcf a day, today, has
received approval from either the [U S.] Coast Cuard
or the FERC. ... [This is] just a representation of

the conpensation in effect in the LNG market and for
t he mar ket pl ace.

And to wap up, ... we believe the U S. and Canada
mar ket opportunities [are] in the 10 to 15 bcf a day
range for new gas sources through 2015. You wll see
[that] some parties may have it slightly below 10 and
sone parties wll have it slightly below 15. And :
if I were to exclude the U S. Departnent of Energy,

nost people would be in the 15 bcf a day range -
that's the market opportunity if gas prices are in the

$4 range. Clearly, if you have prices higher or
| owner, you change t hat mar ket opportunity.
"Mackenzi e" gas appears on track for about 1 bcf a day
by 2009.

Nunmber 029

MR. PALMER went on to say:
As | said earlier, the new LNG re-gas sites ... have

had approval in the order of 5-plus bcf a day by the
FERC and the U S. Coast CGuard, and that |eaves, in our
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view, a conpetition between the Al aska gas pipeline in
the order of [4.5] bcf a day and 25 bcf a day of

addi ti onal proposed gl obal LNG projects. Those
projects, in our view, wll conpete for the renuainder
of the supply gap, and if they over or under supply
the market in total, they will affect market prices,

and that will affect demand overall.

That's clearly what wll happen. We Dbelieve that
there will be a "first nover" advantage for those
projects able to get a green light in the near term
and once those projects are in service, they are |long
service projects; they could be expected to supply gas
into the market place for 20 or 30 or nore years, just
as "Alberta gas" has served the market for 50 years
and [Lower 48] gas has served the nmarket, now, in the

order of 75 years. These are |long service projects
with good gas supply behind them M. Chairman,
that's ny present ati on, t hank you for this

opportunity.

SENATOR SEEKINS surmsed, then, that wunless Alaska gas 1is
visible to the marketplace in the near future, it could never be
viable in the marketpl ace. In other words, the LNG expansion
will fill the demand such that Al aska gas is no | onger needed.

MVR. PALMER expressed reluctance about characterizing the
situation in that nmanner. He added:

What |I'm saying is that if we're seeking to hit the
mar ket for this project by 2015, ... | believe there's
a conpetition between this gas and gl obal LNG And
clearly those projects are conpeting to attract narket
and to obtain sighting and to conplete their projects
[just] as Al aska is. And | believe that the parties

that are approved first have an advantage. "' m not
suggesting to you that they are the only ones that can
be constructed, not at all. But clearly they have an
advantage if they're approved by their regulators
[ and] - proj ect proponents and they're going
forward. They, as you' ve heard other people represent
to you, may affect the way other people will play in

t he mar ket pl ace.
Number 059

REPRESENTATI VE GARA asked:
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At what point in the Stranded Gas Act application
process do you have to have an agreenent from the
producers to actually sell the gas to you so you can
decide to build the pipeline? ... At what point can
you not go any further in deciding whether or not
you're going to build a pipeline? By when do you need
to know, in the process, that you'll have gas nade
avai | abl e?

MR. PALMER replied:

TransCanada, at this point in the stranded gas
negotiations, is negotiating in effect what |evel of
taxation ... the governnent of Alaska will apply to a
pi pel i ne project. So we can continue with that, and
are continuing to do that. But we need to have a
custonmer, we need to have a shipper for this project,
to make it proceed. And we'll continue to try to

attract the North Slope producers as well as other
(indisc.) producers to becone our custoner, or other
parties. And we will reach a point where we will not
be able to proceed any further. W are also, as
you're aware, proceeding to try to obtain the state
right of way; that's also neaningful work that we are
going to continue with because we think that that wll

accelerate the project when the comercial deal is
ready to go.

W've also said publicly ... that if there's a
comercial deal [that] can cone together in 2005, we
can have a project in service in 2011-2012. But
there's about a seven-year tinefrane between reaching
a comercial deal, and by that | mean [having] ... a
custoner, and having a project in service. If we do
not conplete work like the Stranded Gas Act
negotiations and the right-of-way negotiations, that
woul d extend that tinefrane. " m contenplating that

we would conplete that work by 2005, we hope, and be
in a position to nove forward on a seven-year basis if
t here are comer ci al parties r eady to sign
transportation contracts with us.

Number 080
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SENATOR ELTON asked whether there are things the state can do to
encourage producers to ship gas in a pipeline built by
Tr ansCanada.

MR. PALMER replied:

| would say that the state conpleting its negotiations
on [the] stranded gas Act itens |ike what royalty take
will be, what you're production take [will be], is a
fair thing to ask - conpletion of that is sonething
that is appropriate that the state can do. The state
defining its overall fiscal issues is an appropriate
thing for you to do. And the state, in our view,
needs to consider how best you ... can encourage the
overall project to proceed, and that's everything from
encouragi ng producers to becone a custonmer on the
pipeline to deciding if the state has the appetite for
any of the risk conponents you heard testified to by
sone ot her participants this norning.

SENATOR ELTON asked: "Are you avoiding reserves tax on
pur pose?"
MR. PALMER replied: "I wasn't avoiding it on purpose. Cearly

| don't profess to be an expert in what taxing authority the
state of Al aska has, but clearly the state has a nunber of tools
at hand that it can decide to use. You have everything from
carrots to sticks, and | don't profess to give you advice as to
how best you should do that."

CHAI R SAMUJELS asked what the tinmefranme is of the conpetitors for
capital dollars on LNG projects.

MR. PALMER offered that it mght be a five-year tinefrane,
though the issue is really one of, "Can you ... get [sighting]
with access in the Lower 48?" He relayed that such can take a
consi derabl e anmpbunt of tinme - perhaps as long as two years for
approvals of 5 bcf a day - and this needs to be factored into
the timefrane <calculations; this project has, if not the
| ongest, then nearly the longest lead tinme due to the magnitude
of the project.

Nunber 120
EDWARD M KELLY, Vice President, North Anerican Natural Gas and

Power, Wod Mackenzie, relayed that Wod Mackenzie would be
considered consultant nunber two or three in the previous
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presentation [provided by M. Palner]. M. Kelly nentioned that
his presentation offers greater detail on sone of the supply and
demand factors previously spoken to by other presenters. Gas
prices, now, are responding very directly to oil, and this is
both a psychological and a fundanental reality with regard to
the way markets are working now, he remarked, adding that Wod
Mackenzi e expects that |inkage to continue, fairly consistently,
due to that fact that there is approximately a trillion cubic
feet of market that can switch from gas to oil products at
various pricing |levels.

MR. KELLY said that on the low price side, that's gas to

residual fuel oil, and on the high price side, that's gas to
distillate fuel oil. So either way, if gas nobves into those
alternative fuel prices - nobves in one direction to conpete
agai nst those alternative fuels - it tends to | ose approximtely
a trillion cubic feet in annual market, and that's a strong
force keeping gas bound in close relationship with oil. I n
addition, they're both traded on the NYMEX [ New York Mercantile
Exchange], and that creates a strong psychological |inkage
factor - excitenment in one pit tends to lead to excitenent in

other pits. Also, noncommercial interests are trading both sets
of products at once, so there are psychological correlations
there as well. He said that from a fundanental standpoint, for
the next decade or nore, Wod Mackenzie doesn't see that
changing a great deal - "there's not so nmuch gas sl oshing around
that gas can price consistently below the level of oi
products.”™ Wth regard to outl ook, as goes oil in the next 10,
15, or nore years, so goes gas, he predicted.

Nunber 157

MR. KELLY then referred to page 3 of his presentation, and said
it focuses on the Organization of Petroleum Exporting Countries
(OPEC) spare production capacity, which is set to grow He
pointed out that in the third quarter of this year, spare
capacity for "OPEC 10" was approximately 800,000 barrels per
day, which is not a lot in the context of a 29-mllion- to 30-
mllion-barrels-per-day OPEC production capability. Still
referring to page 3, he pointed out that spare capacity for
"OPEC-10" in the fourth quarter was approximately 2.2 mllion
barrels per day, and suggested that one could expect spare
capacity to expand a great deal. Ceopolitical uncertainty being
what it is, he remarked, oil prices can sustain at high |evels
due to psychological factors and the reality of geopolitical
uncertainty; nonetheless, spare productive capacity is set to
i ncrease substantially in the fourth quarter of this year.
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MR, KELLY referred to page 4 of his presentation, and said that
as a result of [this increase], the oil price outlook does tend
to decline significantly, beginning in the early part of 2005.
Price outlooks for natural gas, he remarked, assune a |ong-term
real, oil price outlook of about $22.75, in 2004 dollars, per
barrel - that's for Wod Mackenzie's Wst Texas Internediate
(W) . At that price level, he noted, the gas price range is
very consistent with that which has been presented by previous
speakers - a gas price of between $3.50-%$5.00. This is based on
conpeting oil products in the end-use market in much of the U S
In addition, one nust also consider what is on the margin for
suppl y. He relayed that Al aska gas would not be conpeting with
LNG so nuch as with the cost associated with sustaining U S. and
Canadi an producti on.

MR. KELLY said he concurs with sonme of the figures provide by
prior speakers wth regard to declines in North American
production, adding that the cost associated with replacing 16
bcf per day of North Anerican production essentially sets the
floor price for natural gas. Therefore, if the cost associated
with replacing that anount of production is $3.00, for exanple,
then a price above $3.00 will encourage the drilling necessary
to get that 16 bcf a day produced. Evidence in the narketplace
now suggests that as prices decline below $4.00, a lot of
activity "canme off," which inplies very strongly that at that

point, in 2002, the cost associated with drilling many of the
marginal wells in North Anerica was between $3.50 and $4. 00 per
mllion Btu [British thermal unit]. This sets a pretty strict
| ong-term floor price for gas, he renmarked, under current
drilling costs regines, under current technology, and once the
price declines below the cost of drilling marginal wells, native

supply will decline pretty fast.
Nunber 231

MR. KELLY, on the issue of risk that Alaska and producers m ght
face, indicated that residual fuel oil can also be a factor in
setting the floor price - currently that is $3.00 to $3.50 in a
$23 oil environnent. Also, the cost of replacing production can
be a factor, as can the type of technology being used. As
technol ogy inproves and producers are able to extract nore
product, the floor price could decline as a result. He remarked
that Wod Mackenzie is of the view that North American
productive capability can be sustained as long as gas prices
remai n high enough to encourage marginal drilling, but that wll
require $3.75 to $4.00 gas under current conditions. He noted
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that various entities predict a range of Lower 48 production
declines, and Wod Muckenzie is about in the nmddle of those
predi ctions.

MR. KELLY detailed some aspects of Wod Mckenzie and the work

that it does. He nentioned that the nature of production and
the | ocation of production wll change over tine. Also, changes
in location will affect changes in the nature of production.
For exanple, production could shift from historically defined
conventi onal reservoirs W th better porosity, better
perneability, to unconventi onal reservoirs, whi ch are

historically defined as relatively tight reservoirs, coal bed
nmet hane (CBM, and shale. These unconventional reservoirs wll
make up over 40 percent of U.S. production by the year 2010, he
predi cted, whereas current production of these unconventi onal
reservoirs ranges in the upper 20 percent.

MR. KELLY detailed aspects of the "Rocky Muntains," nentioned
that the obstacles to increasing production are becom ng nore

meani ngful as the opposition to drilling activity becones nore
organi zed and efficient, recounted sonme of the efforts put forth
by those in opposition to drilling, and noted that the risk
associated with attenpts at increasing production is sonetines
dependant on the pace at which drilling can actually occur. He
also nmentioned that alnost all of the increase in the "Rocky
Mount ai ns" will be from unconventional sources.

Nunber 278

MR. KELLY indicated that with regard to Canada and Mexico, there
is simlar outlook through 2010 and beyond. Currently, the U S.
is exporting about 1 bcf per day into Mexico, even at $5.00 to
$6.00 prices, but that should decrease due to Mexico inporting
LNG He relayed that Wod Mckenzie expects the flow between
the U S. and Mexico to reverse by the year 2010, though this
reversal won't be the result of an increase in native Mexican
production. He nentioned that Mexico's upstream industry is the

nost closed in the world; at this point, it is wvirtually
inmpossible in Mxico to get effective private investnent in
drilling. Mexico's potential to increase beyond 2010 depends on

structural change in the Mexican upstream if such a change
occurs, Wod Mckenzie's production outlook for Mexico could be
substantially exceeded, and this could provide a critica
i ncrenent of supply into the North Anmerican marketpl ace, though
it won't solve the gap.
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MR. KELLY referred to page 11 of his presentation, and said that
Wod Mackenzie's view on LNG and Arctic projects is that they
are highly unlikely to fully address the supply/denmand gap.
Al t hough the nunber of proposals has exploded in recent years,
there are a couple of limting factors that intersect, the first
being the availability of l|iquefaction capacity on the upstream
end, the second being re-gas permtting capability. Each re-gas
project that's permtted has to have a supply source, but
suppliers aren't necessarily rushing to do business with a re-
gas project just because it's permtted, especially since sone
permtted re-gas facilities are expensive. "You' ve got to have
both to make an LNG value chain work," he concluded. He
menti oned that W.od Mckenzie anticipates that by 2010, there
will be 6 bcf per day of LNG total, in the US min grid.

MR.  KELLY remarked, "Qur assunption on Alaskan gas, in our
nodels, is 2015; that's a nodeling artifice ... based on
feasibility." One reason that many are rushing to build LNG
facilities is that the cost basis for delivering LNG into a re-
gas facility on the East Coast varies between $1.00 and $3. 00,
so there is a lot of noney in the remainder of the value chain.
This [cost basis] already assigns, to the producers, a 12
percent rate of return towards the upstream activity necessary
to get the LNG into the ship. Although doing sonmething simlar
on the West Coast is sonewhat nore risky, it has attracted a | ot
of LNG devel opnent interest. He nentioned that LNG wll
continue to be a seasonal fuel for a long tinme to cone because
Asi an and ot her markets have no storage; since LNG [delivery] in
those regions has to ranp up in the winter and ranp down in the
sutmer, this leaves a lot of cargoes available for sumrer
delivery to other places such as the U S

Number 356

MR. KELLY said that the supply/demand gap in the US. is large
enough that it won't be satisfied only by either Al askan gas or
LNG particularly given that the speed at which an LNG val ue
chain can be built is somewhat |imting. Al so, the U S. gas
market is limted by the nunber of nolecules available to it; it
would be nmuch larger today if there were nore nolecules
available to it. That limtation won't be overcone in the
future, he predicted; instead, the gap will only get w der. He
al so predicted that although there is currently an overbuild of
gas- based power generation facilities, nore such facilities wll
have to be built beginning in 2010 in order to neet increased
regi onal demand; he characterized natural gas as the default
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source for the majority of those yet-to-be-built power
generation facilities.

MR, KELLY said that this is an organic growmh in gas demand that
is dependant on the growh of the econony, though the US. is
consum ng electricity much nore efficiently and is not devoting
energy to industrial usage as nuch as it had been in the past.

He predicted that economc growh to energy usage will drop to
3:1.6, though regardless of this drop in increasing power
consunption, demand w Il continue to increase depending on

regional differences and seasonal changes. He went on to detai
sone of the uses for gas consunption, for exanple, in the making
of steel, fertilizer, and paper. Broadly speaking, he renmarked,
this year is a strong year for industrial gas consunption,
though it may be the last strong year for a long tinme to cone.
Referring to page 22 of his presentation, he relayed that the
average "Henry Hub Spot Price Qutlook"™ for 2005 is listed as
$5.36 per mBtu [mllion British thermal wunits], though that
depends very strongly on a "$35 oil price."

MR.  KELLY said that through 2010, it wll be difficult to
sustain gas above $4.00. He spoke of residual fuel oil and
distillate fuel oil, and nentioned that gas gets priced between
those two and that roughly a trillion cubic feet (tcf) of demand
would go away if gas "went below [residual] or above
distillate.” Referring to his presentation, he stated:

Longer term Flat picture for supply. Wth Al aska
again, by assunption, comng in at 2015. Thi s
requires, again, that $3.75 to $4.00 mni mum kind of
price to sustain a heavy pace of drilling to replace
that 16 billion cubic feet a day each year; that heavy
pace of drilling has to continue to sustain U S. Lower
48 and Western Canadi an supplies, and that's the floor
price setter for much of our gas price outlook - [it]
is the price required to sustain that Ievel of

drilling.
Number 0488
MR.  KELLY nmentioned that a heavy effort wll be required to
sustain Western Canadian production, though there wll be a

slight increase in Eastern Canadi an production through 2011-2012
due to "Arctic Canada" comng in. He predicted that Mexican

production can increase, though that wll depend very nuch on
the structure of the business. Referring to Mexico, he
mentioned "privatized upstream structure,” "nultiple service

JT. JBUD/ SRES COW TTEES - 55- Septenber 1, 2004



contract structure,” and that Mexico suspects the U S. of
draining sone reservoirs that are co-termnus wth Mxico's
portion of the deep water @ulf of Mexico. He concl uded that
Mexi co has strong incentive to either allow a private structure
or gain the expertise to access its own reservoirs, and
predicted that it will be "a leftist" [government] that wll
al I ow such structural change.

MR. KELLY said that sonething to be aware of is that

politically, "we" don't l|like to drill, and yet any of the
anticipated increases that he's nentioned are based on the
premse that drilling wll continue. From a geol ogica

standpoi nt, uncertainty exists in "the deep water,"” though from
a financial standpoint, "the financial stars have aligned for
producers” and this has resulted in the kind of [drilling]
activity currently taking place. Currently, long-term capita

is plentiful, cheap, and available; this is because, relative to
ot her sectors of the econony, producing energy is "sonewhat hot"
and the investor community is a very trendy and fickle
comunity. "Right now, it's the best of all possible worlds for
getting capital into the North American upstream [but] that can
change, " he renarked.

TAPE 04-22, SIDE B [ BUD TAPE]
Number 001

MR,  KELLY, referring to "our”™ LNG outlook, said that an
inpending reality of an Alaskan gas pipeline would make other
markets nore attractive to LNG producers and would cause a
slowdown in the increase in LNG deliveries directly into the
North Anmerican continent. By the year 2020, the power sector
will reign, he predicted, unless and until an alternative means
of producing electricity 1is found or until there is a
revolutionary shift in patterns of energy consunption. "W need
the stuff for power generation, and power generation beconmes by
far the largest consuming sector by 2020," he remnarked. He
mentioned that Canadian demand is simlar though Canada has a
strong industrial demand as well.

Nunmber 019
SENATOR THERRI AULT asked what the effect will be of "purchasers”
going to longer-term contracts and whether this has been

factored into possible price stability.

MR, KELLY said it is difficult to foresee that there wll be
| onger-term fixed price contracts for the natural gas commodity.
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He pointed out that when the Enron Corporation fell, the ability

and willingness to take that kind of long-term price risk fell
with it. The ability to "hedge forward" is a real service that
requires a great deal of credit behind it. He predicted that
utilities will hedge a portion of their gas price portfolio in
order to limt [price fluctuations], and nentioned that he'd
received a hedged deal from his conpetitive service provider in
Texas that he'd taken advantage of. He suggested that [the
state] will have nore choice than it will know what to do with
in the sense that some wll provide a high fixed price and
others will provide a floating price; the latter is already
occurring at the "small customer” |[evel. He opined that the
ability and willingness to sign long termfixed price deals wll

not enmerge as a mgjor aspect of the supply business, though it
may be a part of a portfolio strategy for producers and
consuners.

MR. KELLY, referring to page 37 of his presentation, said that a
strong catalyst to demand is the fact that a lot of the coal
infrastructure is "old stuff,” as are a lot of the oil and gas
steamunits. So by the tine an Al askan [pipeline] canme on |ine,
"you're" going to be retiring fairly significant anounts of coa

units, which nust be replaced "one for one." Additionally, the
likelihood that there wll be a coal shortage east of the
M ssissippi River and Illinois/Indiana border is real, so even
if new coal-burning plants are developed, there may not be
enough coal to supply them Referring to page 39 of his

presentation, he said:

The mddle tw bars are gas fired, so you ve got
anot her 150, 000-plus negawatts  of new gas-fired
generation by the year 2020, assum ng that sonehow we
build 80,000 negawatts of coal-generation. And it
will be very clean-burning coal relative to what coal
is today, but that's a lot of coal, that's a lot of
time, [and] a lot of permtting efforts required.

Nurmber 066
MR, KELLY remarked that "we're stuck on fossil fuels,” so any

risk the state mght face by taking ownership of a pipeline and
taking royalty in-kind (RIK), or taking a contract position on a

pi peline, would be based on whether "we're" still dependant on
fossil fuel consunption. Currently, he renmarked, "we need nore
gas, ... and we need nore ... than even LNG and Al aska are
likely to provide." He predicted that in real 2004 dollars, the
price will hang above $4.00 until an Al askan pipeline is brought
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online, at which tinme the price will drop by about a $1 over two
years due to annual declines not being replaced. He concl uded
that with regard to the state taking a contract on a pipeline,
or having ownership of a pipeline, it's difficult to see the
state's cash risk as being anything nore than mniml unless
there is sonme significant, fundanmental transformation in the way
North America consunes or produces energy.

REPRESENTATI VE GARA asked whether bringing Al aska gas to narket
w Il have a long-terminpact on Lower 48 gas prices.

MR. KELLY predicted that after the first four to five years

after Al aska gas cones to market, the price will begin an upward
trend that will continue. In response to another question, he
said, "I wouldn't characterize it as a race between Al askan gas

and LNG because it's just difficult to see LNG accunulating
fast enough to drive gas prices down bel ow conpeting products,
to result in a North American supply that's great enough for gas
to recapture oil-based markets."

REPRESENTATI VE ETHAN BERKOW TZ, Al aska State Legislature, asked
whet her any consideration has been given to the role that gas-
to-liquids (GIL) mght play in terns of filling markets.

MR. KELLY said that Wod Mackenzie has addressed GIL as a
nonetization option for stranded nethane pools worl dw de. He
menti oned that because the western world is relatively energy
short, there is every incentive to invest in whatever nmeans can

noneti ze distressed nethane pools worldw de, and so GIL will be
used.
Number 0161

RICHARD BONE, Director, State Energy Marketing Program Texas
General Land Ofice (GO, offered a [PowerPoint] presentation
and said that he would speaking about Texas's "take in-kind"
program public custonmer gas program and state power program
He went on to say:

The take in-kind program ... was started in 1983
through state appropriations bills. The program
operates by taking royalty paynents in [the] form of
production instead of receiving nonetary paynents.
The program then sells the mneral interest, oil or

gas, to custoners, ei t her retail custoners or
whol esal e custoners. The program contracts out wth
mai nl i ne transportation and | ocal di stribution
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conpani es throughout the state of Texas. VWhat | nean
by that is, we hold approximately 26 different
contracts with either intrastate, interstate, or |ocal
distribution conpanies to get service all the way to
t he end users.

Nat ural gas value is established by using ... location
differential pricing points around Texas that are then
equated back to ... Houston ship channel [prices]. In
Texas we have several receipt points for natural gas
) or oil, and ... one of those points is very
liquid, which is Houston ship channel. So basically
we have production in Wst Texas, South Texas, sone in
t he Panhandl e, and some in East Texas. Wat we do is,
we've [taken] historical differentials off of each one
of those locations and did a conparison back to
[ Houston] ship channel [prices] to try to arrive at a
price for the sale of the product.

Otentines, the product price is actually |ower than
NYMEX. In 1983, state agencies were directed to
reduce their utility cost by buying |ower priced gas
that was being produced on state lands - that was one

of ... the effects of the whole bill. [ General Land
Ofice] contracts went into effect in 1985 for state
agencies; in 1985 we had contracts with 33 state
agenci es. That included our |argest custoners which

[were the] Texas Departnent of Crimnal Justice, [the
Texas Depart nent of Ment al Heal t h and Ment al
Retardation (TDVHWR), the Texas Departnent of Public
Saf ety (DPS), and t he Texas Depart nent of
Transportation (DOTl), anong ot hers].

Nunber 194

MR. BONE, referring to his presentation, said:

This is a list of some of our producers that we
actually have agreenents with to take natural gas and
oil from all these producers are either on state

lands or in what we call the "8(g)" territory, which
is a [conmobn] royalty share territory between Texas
and the U S. governnent. [Wth regard to the] type of
contracts, we use several different types. One is
[an] "interlocal" contract; that's between the General
Land O fice and other sister agencies or other state
agenci es such as universities.
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The second one is [an] interagency, which is between
state agencies. You'll notice there that [it says]
"Last Look" ...; what that neans is . [that] the
General Land Ofice has the right to look at the

contract prior to it being signed by any state agency
to see if we can get a better deal for them [If they
gas can be
sold cheaper and [transported] ... to them cheaper,
then we have the right to conme in and actually bunp
the conmpetitive bid and take the business. Ve

go out for an open bid and we believe our

[North American Energy  Standards Boar d

do

( NAESB)

contracts], which is a standard in the gas business

t hese days.

One of the questions that was asked of

me was who

negoti ates contracts for the General Land Ofice.
staff has traditionally al ways negoti at ed

contracts for the General Land Ofice.

| ess take care of the day-to-day business,
up" the oil producers for natural gas and oil,
with the agencies, we work wth our

The
al |

W nore or
we "notice

custoners [and] our buyers of our excess natural

we wor k
whol esal e
gas

and oil, and then, when it comes down to it, we send
it up for the comm ssioner for signature. Who are
our whol esal e purchasers? Sonme of the |larger nanmes in
Texas: "Reliant, Houston Pipeline, Energy Transfer,
Ki nder Morgan, Fornposa, CrossTex, Trammo." " Tr amo,
Pl ains, [Sunco], and Senpra" are our oil buyers -

they're the ones that buy about 750,000 barrels of oil

a year fromus.
Number 223

MR. BONE, on the issue of pricing nodels, said:

Over the last three years, our pricing nodel has
changed significantly. | was hired three years ago

and my job at that tinme was to treat the program
and try to make it nore |ike industry. I n other
words, [mrror] ... the current marketing practices
[of] the natural gas business and the oil business.

When | canme on board, ... the nodel

we had was,

basically, we would just sell it for a price

equivalent to what we were getting

[in]

royal ty

paynents. Part of the legislative appropriations bil
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stated that we were actually supposed to enhance that
value - not just take it, but actually enhance it.

The way we did that is through several different
nmet hods. One, we streanl i ned transportation
agreenents all across the state with a network of
pipelines to try to get our gas from one |location to
another in a cheaper way, mnaybe by swapping it from

one l|location; [for exanple], ... if we had gas in far
South Texas ... [and] "Kinder Mrgan" ... needed that
gas to go into Mexico, then we would ... swap that gas

[to them and they would] give it back to us at
Katy, which is a nore |ocational sensitive point for
us to get to our custoner base.

Wth that said, we continued to nove from there and we

went to a narket-based pricing. And what | nean by
that is, ... we actually |ooked at the market, we
trended what the current nmarketing conpanies were
doing in Texas ..., and we really went after that sane
type of market. So what you actually have is ... a
state agency nore or less conpeting in a deregul ated
mar ket . ... W also used ... differential base
pricing points. ... [And] a lot of our product is
conpetitively priced; in other words, ... we don't

have a ot of our gas exposed to high-risk maneuvers
in the gas market, we're not in the business to
specul ate on what it nmay be ... six nonths from now.

Qur fiduciary duty for the [General] Land Ofice is
directly to the [Texas] Permanent School Fund, so we
have to be as risk adverse as possible. And the other

pricing nodel ... is "request for proposal" [RFP]
pricing: we'll actually go out once a year to sell
our oil. W have sonme very specific things we do with
our oil; we sell our oil to the four [entities] that
we nentioned earlier, and ... we ... ask themto
give us the paynent in natural gas at a point that we
request

Nunmber 261

MR BONE, on the issue of annual revenue, referred to
presentation and sai d:

You can see that we've grown sonewhat. In [fiscal
year (FY)] 02, there was a drop, nore or less, in the

hi s
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market ... for natural gas and oil prices that

sonmewhat ... put a dent in the program ... [though]
vol unes were still up. The percentage point on the
right-hand side of the screen actually represents the
percent royalty versus "take in-kind." In other
words, ... in FY 01 we took 45 percent of our natural
gas in-kind versus [55] percent in royalty. ... Total
gross production for the state of Texas is about

150 bcef on state | ands. O that, we take
approxi mately 15 percent. That's about [an] average
royalty.

[Wth regard to] annual volunes, you see [that it has]
significantly increased from FY O01: 16 bcf; 788,000

barrels of oil. Qur oil program because of the
reservoir activity in Texas, has ... been dropping
fairly steadily. ... [W're still] doing a lot of
expl oration; however, the reserves we're finding are a
lot smaller and they're ... being depleted a |ot
qui cker . Expected gas for FY 04 is about 36 bcf, so
basically what we've done since FY 01 [is] ... nore or
| ess doubled the size of the program as far as gas.
How do we pay for this progran? ... Wat we do is we
... have an admnistration fee; we actually charge a
fee of [$.03] ... on every mBtu of gas that goes

t hrough our program whether we buy it in the market
or whether we take it in-kind.

In addition to that, we charge a [$.05] per barre

adm nistration fee. \Wat that does is it goes to our
conptroller and then it's redistributed to the general
| and office for it's admnistrative program during the
year, specifically for the state energy marketing

program [Wth regard to] state energy marketing
custoners, we have a w de spectrum of custoners. We
supply gas ... and electricity to city and county

governnments, school districts, and other custoners.
From the gas side, we now serve about 587 neters
at 24 wuniversities, 2 school districts, 1 city, 39

prisons, and 18 state agencies. ... | would say we're
the largest supplier of natural gas to public retail
custoners in Texas. W sell gas or oil to 10
whol esal e conpanies or oil conpanies and over 26

pi pelines and [local distribution conpanies (LDCs)].

Number 307
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MR. BONE added:

In 1986, we took approximately 2.2 bcf of gas, [and]

we saved state agencies over $1.1 mllion. In 1991
the legislature expanded the program to give us the
| ast | ook that we tal ked about earlier. In FY 03,

t he annual volume was 25 bcf, total ... gross revenue
was $119 million, and savings to our ... public retai
custoners ... was $62 mllion a year.

MR. BONE relayed that the state power program was authorized in
1999 by the 76th legislature via a conprehensive electric
restructuring bill. This included authorizing the state power
program to sell electricity via exchanging mnerals from state-
owned |l ands for electricity. He went on to say:

W started that program a full year and a half before
deregulation in Texas; it's been very successful. The
state power program ... began in June of 2000, full
conpetition started in January of 2002. The mandat e
within the [legislation] ... says that we nust take
in-kind royalties from state mneral production, mybe
convert it into other fornms of energy, including
electricity, for sale to public retail customers.

Let nme define public retail custoners: that is a
city, county, ... school district, ... university, or
ot her state agency. More or less, any taxing entity
in Texas, we have the right to sell electricity to.
W don't sell electricity to [restaurants, for
exanple, only to entities] where public tax dollars
are used to pay the bills - that's all we do.

Nunmber 339
MR. BONE rel ayed:

These royalties are also defined as royalties from
[ Permanent] University Fund lands - ... in Texas we
have a Permanent University Fund adm nistered by the
"UT systens,” which basically takes control over the
oil and gas on lands that have been granted to the

universities - and also [fron Ce the Quter
Conti nental Shelf known as the "8(g)" and that's the
comon area | talked about wearlier that's shared

between the state of Texas and the federal governnent
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- it's a three-mle-wde strip on the edge of our
territory.

The program objectives [were], one, to increase
revenues to the [Texas] Permanent School Fund, which
we have done to the tune of about $32 nillion since
1999 - that has been what we've contributed as far as
electricity proceeds - J[and] 100 percent of the
proceeds go directly back to the [Texas] Pernanent
School Fund; [two], wutility savings to public retail
custoners conmbined wth natural gas savings ... -
that's about $62 mllion in savings for public retai

custonmers, minly school districts ...; and [three],
to share the experience of conpetition in the retail
mar ket pl ace prior to and cont i nui ng t hr ough

deregul ati on

What we found ... was that the average retail person

[doesn't] have the expertise ... to know where the
market's going, what it's doing, [and] what different
product types [are available], so ... we kind of |ead
the state agencies and the public retail custoners
through that process all the way to contract and
delivery. ... In the last [legislative] session ...,
the comm ssioner ... was able to have mlitary bases
and federal vet er ans' facilities added [to the
program. ... W've successfully ... contracted wth
two separate military bases in Texas ... and we're in
negoti ations for others at this tine.

Number 360
MR. BONE conti nued:

The state power program originally focused [on] and
currently serves many of the independent schoo
districts ... and other public retail custoners in the
Houston area. ... Today, under deregulation, we serve
custoners in all areas that are currently deregul ated
by the public utility comm ssion. W had 93 custoners
prior to deregulation, we've added [or re-signed] 180
custoners ... under the new market value contracts.

Prior to deregulation, we sinply gave the public
retail customers a discount off of their tariff rates;
after deregulation, we actually started conpeting ...
through RFP responses, with all the mjor marketing
conpani es in Texas.
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W have to take nore gas, every day, off of our state
|l ands to provide nore power to our custonmers, SO
of denonstrate the
effect of natural gas on the electric market as we see

felt this is a good way to kind

it. ... W now serve 238 school districts

that's out of 1, 040, and out

receive der egul at ed power -
universities, 5 state agencies, 40
municipal utility districts.

in Texas

we

of 1,040 school
districts, only about 550 of them are able to actually

29 cities,
counties, [and]

W're the largest supplier of public retail power

13
30

in

the State of Texas. [ The state] power program has
increased the value ..., by 50 percent, conpared to
the nonetary royalty paynent that we would have
recei ved. [What] that neans is, we've actually
i ncreased our earnings on that sanme nonetary royalty
paynent by 50 percent over the nonetary paynent, so

we' ve actually had what we call an enhanced val ue.
we were to [have] put it in the treasury and earned 5

or 6 percent on it, it wouldn't

| i ke we' ve done [through the progran.

[Wth regard to electricity, in]

FY 01,

megawatts of power in our program [in] FY 02,
after deregulation

[megawatts]; and [in] FY 083, .
started, we have junped to 1,200

megawat t s.

| f

have done anything

we had 200
400

You

can alnost see the direct result tied back to the gas

page [of the presentation] ..., where we went

from

about 18 bcf wup..., this year, to 36 bcf. So it's
quite a significant increase and a way for us to
mar ket our gas ... to our own custoners, be less risk
versed for the [Public School Fund], and ... at

sane tine be able to save nobney for
|'d take any questions.

t he

the public sector.

he indicated that

Nunmber 393

CHAI R SAMJELS surm sed that Texas's program does everything in
state.

MR. BONE concurr ed. In response to a comment,

the Texas program is conpetitive wth
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contract |engths rangi ng anywhere fromtwo years to four years.
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SENATOR LI NCOLN asked whet her Texas would have |ost sone of its
mlitary bases if it had not been able have them as public
retail custoners.

MR. BONE said that he couldn't speculate on that point, but
noted that having mlitary bases as public retail custoners
ensured that they got lower utility costs.

SENATOR LI NCOLN asked how nmuch of a savings this generated.

MR. BONE indicated that he would research that issue, and
mentioned that the Texas program was able to sell mlitary bases
"green" sources of power. In response to a question, he said
that from a marketing standpoint, there are five different
geographical points that traded all the gas in Texas, and by
dividing Texas into five geographical areas and taking the
hi storical data regarding price from each of those areas, the
take in-kind program has been able to calculate a take in-kind
value at each of the five locations. That calculation was then
equated, on a nonthly basis, to the value at Houston ship
channel , which was one of the geographical points. For exanple,
i f Houston ship channel gas is valued at $5.00, the value of gas

from anot her geographical point mght be $5.00 mnus $.50. In
ot her words Houston ship channel provides a single point of
reference for the purpose of valuating gas prices. This sane

type of calculation is also being used to cal cul ate RI K val ues.

MR BONE said that this nmethod has allowed the program to
provide its consunmers with cheaper gas and oil then they would
have gotten from conpeting comercial providers. He nentioned
that since the Texas Ceneral Land Ofice has production and
transportation capabilities, the Texas program affects pricing
froma tariff standpoint.

Number 545

REPRESENTATI VE HAVWKER asked whet her, because everything is done
in state, the Texas program avoi ds oversight fromthe FERC.

MR. BONE said that is correct, and nentioned that some LDCs in
Texas do not allow conpetition, and so the state is the only
other entity that can provide gas or oil to such areas. He
noted that the state energy program also operates within an
existing grid with regard to [electrical] power, and pays the
sane tariff rates as all other conpetitors. One advantage the
state program has, however, is that it doesn't have to pay state
taxes, and so this results in a savings of approximately 2.5
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percent on both the commodity and the wire side of the business.
Therefore, comercial power providers have to automatically
| ower their price by 2.5 percent in order to conpete with the
state program though, again, the state program only provides to
a certain segnent of the narket: the public retail custoners,
which are the custoners that actually pay their bills with tax
dol | ars.

REPRESENTATI VE CHENAULT asked where the progranmis funding cones
from

MR. BONE reiterated his coments detailing how the program is

sel f-funded via adm nistrative fees. In response to a conment,
he nentioned that in the Texas program a lot of the oil is
converted into natural gas because there is no need for oil. In

response to a question, he noted that the aforenentioned 50
percent increase in value is strictly a revenue stream and
reiterated that any noney the state power program nakes goes
directly to the Permanent School Fund, which only funds K-12
educati on.

TAPE 04-23, SIDE A [ BUD TAPE]
Number 001

The comm ttee took a brief at-ease.

KEVI N BANKS, Comrercial Section, Central Ofice, Division of GOl
& Gas, Departnent of Natural Resources (DNR), relayed that his
[ Power Poi nt] presentation would touch on the devel opnent and
status of Alaska's current royalty in-kind (RIK) program on a
couple of royalty contracts that the state has recently entered
into, and on a possible future direction that the state m ght
choose to go in. He explained that royalty is a share of
producti on: the ownership of the oil or gas that the state
keeps in a contractual arrangenent with its |essees. The state
can choose to take royalty in-value (RIV) or in-kind; when taken
i n-value, the nechanism used to calculate the value is subject

to a "higher of" calculation. That [was] the case for Al aska
North Slope (ANS) gas, al though through various royalty
settl enment agreenents and arrangenents with respect to oil, that

has changed.
MR. BANKS went on to say:
W can | ook to how the producers, or the |essees, are

selling oil and gas, conpare that to what the market
is, how others in the sane field are doing, and [then]
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we're entitled, under the provisions of our |ease, to
get the highest of those values. The |ease also
requires that the producers/|lessees assunme the
responsibility of [marketing] our oil and gas along

with their own ... share. And | think that's an
inportant feature to nmake [note of], because if we
take gas or oi | i n- ki nd, C then it's our

responsibility to market our royalty share.

Wiy take RIK? ... The conmm ssioner ... nmay only award
a contract if it serves the maxi num benefit of all
citizens. And even in the enabling legislation for
the Alaska Royalty QI and Gas Devel opnent Advisory
Board, which we <call the Royalty Board, ... [it
states] that the decision to take royalty in-kind or
in-value falls on whether or not it pronotes and
facilitates w se developnent of our resources and
provides for economc growh and other kinds of

benefits ... within the state.

Nunmber 029
That's an inportant feature. ... The state devel ops
this right ... by the arrangenents we have with the
| essees in a |ease agreenent. ... W offer |eases for

sale in a closed-bid auction; the |essees agree that
we nmay take our royalty in-kind or in-value at our
el ection, [and] ... the only provision that encunbers
that right is that we have to give them appropriate
notice. Under the old leases that are on the North
Sl ope, that used to be six nonths' notice. The newer
| eases are three nonths, and, as far as oil is
concerned on leases ... in Prudhoe Bay, it's been
changed to three nonths as wel|.

MR. BANKS conti nued:

So we get a little [bit] of flexibility. As |ong as
we tell the producers, with appropriate notice, that
we want to take our oil in-kind or switch it back to
in-value, that's something that they have to do. ...
The rules [that] apply to oil and gas, wunder the
| ease, are the sane, although, as |'ve said, various
agreenents have been entered into over the years wth
the producers that have changed the nom nation
procedures for oil. And this has been part of our
| easing program for [40] years - all of the |eases
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have a [simlar] condition ..., you see it in |eases
in the Lower 48 as well.

| nportantly, it gives us the right to switch from
royalty in-kind [to] in-value, and we regard that as
having value in and of itself. ... If we think that

what we're getting for in-value is too low, for
exanple, and we think we can do better if we take it

in-kind, ... we can take it in-kind - and sell oil and
gas - and inprove our position. If we think that
keeping it in-value is a better deal, ... we can

switch it back to in-value. So that by itself inparts
a certain value to the state in terns of revenues for
its royalties.

Number 061

Switching on and off, or raising or lowering the
anount of royalty in-kind, is inportant to us because
that gives us the opportunity to sell to custoners
that the producers mght not be willing to sell to -
in-state refineries is a good [exanple] - and we can
also offer terns that are different than what woul d be
nore normal contracting arrangenents. And "Il give
you two exanples ... in a nonent, but even about 12
years ago we entered a 10-year contract to sell oil to
Petro Star [Inc.] to supply their refinery in Val dez.

They never took any oil under that contract, but just
t he possession of our contract and the assurance of a
supply of oil for a period of 10 years was sufficient
to get the financial backing they required to get the
refinery paid for and constructed. And simlarly we
offered [Flint HIlls Resources, L.P.] a long-term
contract, which you don't normally see in the
mar ket pl ace, so that they too could finance ... the
purchase of the refinery. O course, | believe the
state was able to get a premum for that Kkind of
arrangenent, and al so now we have a viable and what |
think will be a fairly good custoner in [Flint Hlls
Resources, L.P.] at the North Pole refinery.

MR. BANKS, referring to his presentation, said:
Just to give you an idea of what our swtching has

been like in the past, this chart shows that at tines
we've taken alnost all of our royalty in-kind. The
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green area represents basically the total anount of
oil that's produced on the North Slope ... since 1979
through 2002, and, as you can see, we've kind of
junped up and down over tinme in taking royalty in-
ki nd. We've offered it in conpetitive sales, nost
often we've sold it to local refineries, and the
situation now, if you were to forecast that out, wll
|l ook a bit as it has been in the recent past, where a
little over half of our royalty will be sold to [Flint
Hlls Resources, L.P.].

Now, there was a question earlier about whether or not
RIK and RIV are equal, and [whether] the price we
receive for our royalty should be the sane. | think
it's a principle that's stated in sonewhat elliptical
ways in our regulations and our statute that that
should be a requirenment, that when we decide to sell
royalty in-kind, that we should at |east get as much
for it as we would have in-val ue. Arguably, ... we
m ght even |ook to court decisions that would have
said the sane thing.

Nunmber 082

MR. BANKS, referring to different pages of his presentation,
sai d:

This chart gives you an indication of how well we have
done. W sonetinmes mss, we sonetines do better.

[ This graph] says about the sane thing, except in
terms of differentials, that on balance, in the |ast
25 years of a royalty in-kind program on the North
Sl ope, we've just about broken even. And that's in
spite of the fact that there were tinmes when we had
contracts that had distinct [prem uns] associated with
t hem There have been other times when we've just
mssed it, nost notably when we sold oil to [Al aska
Petrochem cal Conpany (Al petco)] in Valdez and the
conpany went belly up and couldn't pay for the oil
that we had nom nated and dedicated to them and [we]
ended up having to resell it back into the market and

to the producers at a |oss.

Now I'Il get to the recent contracts. .. As you know,
we brought to you last session the [Flint Hlls
Resources, L.P.] oil contract, and, a couple of years
ago, the departnent negotiated a contract wth
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Anadar ko Petrol eum Corporation and EnCana Corporation
- EnCana used to be [Al berta Energy Conpany Ldt., AEC]
before [it] was purchased by EnCana - and I'Ill touch a
little bit on the terns of those agreenents. Al of
our contracts have simlar ternms, and of particular
inportance are the four 1've listed here for [Flint
Hlls Resources, L.P.]: price, special commtnents,
the kind of quantity that we're going to supply, and
for a certain length of tine - [tern.

Nunmber 099
MR. BANKS rel ayed:

Flint HIlls's price is not what [we] have normally
charged "royalty in-kind* kinds of customers for oil.
The norm had been, since the very beginning on the
North Slope when we first started selling oil to
[ MAPCO Al aska Petroleum Incorporated] in 1979, that
the price would be based on what we would have

received for the royalty in-value. ... It specifies,
"You pay us the in-value price." In the Flint Hlls
contract, | think owing to the fact that we have a

much better understanding of oil markets now for North
Sl ope crude then we could ever have had in 1979, we
nodel ed the pricing termfor Flint HIlls in a way that
mrrors the sanme calculation that we nake for our in-
value oil, which, in turn, mrrors the calculation
that the | essees thensel ves use when they sell oil.

So we have a market standard, so to speak, in the way
oil contracts are priced, and the Flint HIls contract
is priced off of an ANS spot price, so it's an index

price - it wll follow the market - and we believe
that the term and the calculation that we' ve devel oped
in this contract will yield a premium for our oil in-
kind [versus] ... having kept it in-value. Fl i nt
Hlls also promsed to give us special commtnents,
and these are ..., | think, very inportant but are [of

a] non-nonetary value to the state.

In the Flint Hlls contract, that included upgrades to
the refinery for it to nmake clean fuels, :
voluntarily hiring Al askans where they could, taking
reasonable efforts to use all of the royalty oil that
they buy for us to nmake products here in Alaska and to
supply the jet fuel and consumer gasoline nmarket,
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[promsing] to abide by the commtnents that WIIlians
[ Conpanies] had mde ... as they [proceeded] to
upgrade the tank farmin Anchorage, ... [promising] to
ship [oil] ... and other products on the railroad, and
) [ prom sing] to pronote devel opnent of t he
international airport in Fairbanks and ... provide
gasoline in Fairbanks and Anchorage at parity.

MR, BANKS renar ked:

And while those are non-nonetary kinds of values to
the state, it's sonething that we were able to
negotiate with them In return for the price and
those kinds of special commtnments, Flint Hills
receives from us assurances of a quantity of oil that
basically neets their requirenments and with sufficient
flexibility to adjust for seasonality, and we've also
commtted to supply them oil for 10 years. And so
under those circunstances, | think we struck a fairly
good deal for the state with Flint Hills.

Nunmber 144

SENATOR THERRI AULT asked for nore information about the MAPCO
contract.

MR. BANKS said that there were two contracts with MAPCO The
original 1979 contract had a "schedule B" pricing mechani sm
which was intended to capture an anobunt that matched what was
anticipated would be received via the ANS royalty litigation.
He noted that as a result of this mechanism there was a fairly
close match with RIV but not with R K A second contract wth
Wl lians [Conpanies] - the successor to MAPCO - was signed in
1998 that agreed to RIV plus $.15, and this outright prem um had
no restrictions with regard to retroactive cal cul ati ons.

MR. BANKS, on the issue of the Anadarko Petroleum Corporation
and EnCana Corporation contract, said that after negotiating the
agreenent, the departnment submitted, for review by the public, a
prelimnary best interest finding on March 29, 2002. No further
action has been taken on the agreenment, however. The two
conpani es had had concerns about how they could nom nate for
firm transportation commtnents in a pipeline when they didn't
have any gas to nomnate - they hadn't gone out and begun to
explore for it; furthernore, how could they go out and explore
for it if they didn't have the neans to transport their gas off
the North Slope. The departnent saw an opportunity to go about
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maki ng arrangenents to help them out for a price. The response
from Anadarko Petroleum Corporation and EnCana Corporation
i nvol ved a proposed contract that included a price equal to RV
plus a premum and a cash option price to exercise a renewal on
the contracts every five years for as long as it took to get the
pipeline built, get their gas into the pipeline, and back out
the state's RI K gas.

MR. BANKS said that the advantage of this type of contract is
that it would give Anadarko Petroleum Corporation and EnCana
Corporation the opportunity to take the state's gas and fill
their pipeline space with it while they proceeded to devel op
their own gas supplies; then, upon discovery and devel opnent of
their own gas, they would have the option to take the state's
gas off the pipeline and replace it with their gas. At that
point, the state could sinply switch back to RV and benefit
from having two nore gas producers on the North Slope wth
access to markets for selling gas.

Nunber 219

MR. BANKS, in response to questions, said that there are FERC
regulations in place that are designed to offer open access
through an open season process, though there are sone
shortcom ngs, since those regulations are designed to work in
situations where there are nore conpetitive opportunities to

nove gas from a particular place. Additionally, there are
provisions in the federal energy bill that nay inprove access
opportunities for folks |ike Anadarko Petrol eum Corporation and
EnCana Corporati on. He reiterated his coments regarding

aspects of Anadarko and EnCana's proposed contract.

MR. BANKS, in response to another question, said that the point
the state would deliver gas to Anadarko and EnCana woul d be the
sane place, as yet undefined, where the state would receive its
royalty if it were taken in-value, and it is as yet unknown
whet her the state would take gas as royalty before it npves
through the treatnent plant or whether it would take it after.
Anadarko and EnCana could then acquire firm transportation
capacity for the state's royalty gas and send it all the way to
the marketplace, wherever that ends up being. The proposed
contract also anticipated that there m ght be sone offtake of a
smal|l volunme of gas that Anadarko and EnCana would be willing to
sell back to Alaskan communities if necessary. "It's a kind of
a 'take or pay' capacity agreenent, you see; they would commt
to nove 350 mllion cubic feet of gas down this pipeline [and]
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if they didn't have it, they'd still have to pay for it," he
expl ai ned.

MR. BANKS said it is not an automatic decision that expansion of
the pipeline would occur sinply because there are custoners
avai l able and looking for it to happen. The FERC cannot require
such an expansion, and so normally Anadarko and EnCana would
have to go to the producers and ask for expansion to take their
new gas; thus the decision would be left up to the producers to
a certain extent - they would have to find that it would be
economcally viable to take that gas. Under the proposed
contract, however, it would be the producers that would have to
take the royalty gas back in-value and find space for it, either
by expansion or by backing out their "working interest" gas. He
added, "We tried to accommobdate for that eventuality in the
contract by changing the nom nation schedule that is currently
enbedded in the contracts.”

Number 315

MR. BANKS said that under the proposed contract, Anadarko and
EnCana would be required to give the state a nuch |onger |ead
time to change the percentage of royalty gas that they were
taking, and if their own gas were to be put into the pipeline in
place of the state's gas, the state would get a two-year
nom nation notice period. This would give the producers
sufficient time to nmke adjustnents, to either plan for an
expansion or otherwi se acconmpdate the switch back to RIV. The
proposed contract with Anadarko and EnCana contai ned comm tnents
simlar to those in the Flint Hlls contract, including an
expl oration program of $50 mllion a year, instate preference
for contracting and local hire, and a $25,000-a-year training
program which would last 10 years and train Alaskans [in the
i ndustry].

MVR. BANKS, on the issue of future R K challenges and
opportunities, said:

|'"ve made two points about royalty in-kind that |
think are inportant. The fact that we take royalty
in-kind and have historically taken it at the point
where it's delivered to us as in-value, is a rather

i nportant issue. Wth respect to oil, it's fairly
easy for us to do that because the |[Trans-Al aska
Pi peline System (TAPS)] ... is a comon carrier. Qur
custoners have the same access to the TAPS ... as

anyone else, and so they can step up and buy our oil
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in Prudhoe Bay or at the inlet of a pipeline and
pretty nmuch be guaranteed the opportunity to deliver
it to their refinery down the pipeline. ... As the
Anadarko and EnCana contract illustrates, that's not
the case for gas, where, if we were to take our gas at
a delivery point upstream of the pipeline - either at
the inlet of the gas treatnent plant, or at the outlet
of the gas treatnent plant but ahead of the pipeline -
our custoners are going to have to find a way of
noving it, [of] taking the gas away to market.

Nunmber 341
The second issue that | think is inportant is that in
the pricing nechanism for oil, we're now able to sell

to Flint HIlls mrroring what we appreciate is going
on in the marketplace. The nmechanism of relying on an
ANS spot price, for exanple, is a very good indicator

of what the market of ANS oil is, and so it's easy for
us to point to that and say, "Here's how we'll i ndex
the price of our royalty oil."" Gas is not there yet

because we're not there yet; we haven't begun
delivering gas to Alberta or Chicago or wherever it
may go, and haven't vyet established the kinds of
mar ket indicators that we mght want to apply to a
royalty in-kind contract.

MR. BANKS conti nued:

[ So] where we take the gas and how we price it wll
becone fairly inportant. If we take gas at the inlet
of the pipeline, our custonmers will have to assunme the
risks of taking a firm transportation conmtment on
the pipeline, and the risk that when they sell gas

in the marketplace, they' Il get enough to pay for the
transportation charges. The state could, as an
option, assune that risk by delivering ... our royalty

gas at the "ACO (ph) hub in Al berta and assune the
transportation risk ourselves and, presunably, we
would then be able to charge our cust oners
accordingly.

So now, as we nove forward, we're going to be facing

guestions about how rmuch risk the state is willing to
take when it sells its gas, ... are we a "price taker"
as we have been in the oil business for 25 years, or
would we be willing to step out into the narketpl ace.
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If we do [the latter], what kind of marketing
organi zation do we think ... we would like to devel op.

[Also, we should recognize] that people and
expertise and t he functions of a mar ket i ng
organi zation all cone with a cost. ... | think those
are the questions [reflecting] where we are right now,
trying to deal with those kinds of issues. If you
have any nore questions, |'d be happy to take them at
this tine.

SENATOR LI NCOLN noted that there were only three nonths between
the tinme the final finding and solicitation for offers was
published and the tine the contract negotiation w th Anadarko
and EnCana was conpleted, and said this seens |ike a very short
timefrane. She asked whether such a short tinefrane is nornal
for DNR

Nunber 412

MR. BANKS said that the tinefrane has historically been governed
by the notivation of the custoners, and the state takes a
passive position with regard to selling royalty. And while the
state will nomnate oil when it can and sell it to sonmeone, the
terms of an agreenment are designed to strike a balance of risk
that favors the state, for exanple, by avoiding default risk.
He characterized the aforenentioned three nonths as incredibly
long in ternms of how producers and gas suppliers and oi
suppliers behave in a regular market, where deals are done in a
matter of hours depending on the quantity and the term of the
agr eenent . For exanple, it mght take three to four weeks, at
the outside, to establish a one- or two-year contract between a
producer such as ConocoPhillips Alaska, Inc., and a custoner for
oil in California. Those [producers] know their custoners,
they're in the business of selling, and, hence, they' re mnuch
nore ninble in the marketpl ace.

SENATOR LI NCOLN asked whether the aforenentioned commtnents
with Flint HIls and Anadarko and EnCana regarding Al aska hire
and utilizing Alaska businesses are "set in stone" or involve
certain percentages.

MR. BANKS replied:

In the agreenents that we've had and that |'mfamliar
with, going back to ... 1990, ... [they] all have sone
| anguage with respect to local hire. And ... at this
poi nt, | think, the state, 1in its role as a
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governnment, can run afoul of constitutional problens
in enforcing sonme kind of very specific local hire
rul e. | suppose [in] a deal between BP and ... Flint
Hlls, they could say anything they want about who to
hire, but we can't. And so the agreenents have al ways
stressed, "To the nmaxinmm extent possible,”™ or "As
available,” and "At tines, ... [you] voluntarily wll
hire Al askans."

SENATOR LINCOLN asked whether the local hire commtnent is
nonitored by the departnent.

MR. BANKS said it is to a certain extent.
Nunmber 467

SENATOR THERRI AULT asked why no further action has been taken on
t he Anadar ko and EnCana contract.

MR. BANKS indicated that that decision was nade during the
previous admnistration and probably involved a variety of
factors, adding that it was not an uncontroversial issue. "I'n
the request for comments that acconpanied the RFP, the producers
all objected to the RIK sale,” he noted, and so the attendant
controversy pronpted the parties involved to wait. In response
to another question, he explained that the current contract,
which is as yet unsigned by either party, contains sone
provisions regarding timefranes within which the parties could
Wi t hdr aw.

ADJ OQURNVENT
There being no further business before the commttees, the joint

neeting of the Joint Commttee on Legislative Budget and Audit
and the Senate Resources Comm ttee was adjourned at 4:20 p.m
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