ALASKA STATE LEQ SLATURE
JO NT MEETI NG
JO NT COW TTEE ON LEGQ SLATI VE BUDGET AND AUDI T
SENATE RESOURCES STANDI NG COW TTEE
Cct ober 13, 2004
9:35 a.m

MEMBERS PRESENT

LEG SLATI VE BUDGET AND AUDI T
Represent ati ve Ral ph Sanmuel s, Chair
Representati ve M ke Chenaul t
Representati ve Reggie Joule, alternate
Senat or CGene Therriault, Vice Chair
Senat or Ben Stevens
Senat or Con Bunde
Senat or Lyman Hof f man

SENATE RESOURCES
Senat or Tom WAagoner, Vice Chair
Senat or Ben Stevens
Senator Kim Elton

MEMBERS ABSENT

LEG SLATI VE BUDGET AND AUDI T
Representati ve M ke Hawker
Representati ve Vic Kohring
Representative Beth Kerttul a
Senator Gary W/ ken

SENATE RESOURCES
Senat or Fred Dyson
Senat or Ral ph Seeki ns
Senat or CGeor gi anna Lincoln

OTHER LEG SLATORS PRESENT

Representati ve Nancy Dahl strom
Representative Hugh Fate (via tel econference)

JT. JBUD/ SRES COW TTEES -1- Cct ober 13, 2004



Representative Carl Gatto

Representati ve Pete Kott

Representative Lesil MQiire

Represent ati ve Nor man Rokeberg

Representative Bill Stoltze

Representative Ethan Berkow tz

Representative Eric Croft

Representative Les Gara

Representative David GQuttenberg (via tel econference)

Senator Gary Stevens
Senator Hollis French
Senat or Gretchen Guess

COW TTEE CALENDAR

OVERSI| GHT ON ALASKA NATURAL GAS PI PELI NE | SSUES
PREVI QUS COMM TTEE ACTI ON

No previous action to record

W TNESS REG STER

Present ati ons by:

GOVERNOR FRANK MURKOWBKI
St ate of Al aska

DR. PEDRO VAN MEURS
Van Meurs & Associ ates

JAMES ZI GLAR, Managi ng Director/ Chief Business Strategist
Muni ci pal Securities G oup
UBS Fi nanci al Services Inc.

CHARLES DAVI S, Managi ng Director
UBS | nvest nent Bank
UBS Fi nanci al Services Inc.

ROBERT DOHERTY, Managi ng Director & Co- Head Nat i ona
Infrastructure G oup
UBS Fi nanci al Services Inc.

JAMVES SCOIT, Managi ng Director
UBS Fi nanci al Services Inc.

JT. JBUD/ SRES COW TTEES - 2- Cct ober 13, 2004



JCE FORRESTER, Managi ng Director
UBS Fi nanci al Services Inc.

PH LI P KOROT, Senior Vice President
Lehman Brot hers

ROBERT M LI US, Senior Vice President
Lehman Brot hers

ACTI ON NARRATI VE

TAPE 04-29, 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 9: 35 a.m
Representatives Samuels, Chenault, and Joule, and Senators
Therriault, Ben Stevens, Bunde, Hoffnan, Wgoner, Elton, and
Gara Stevens were present at the call to order. Also in
at t endance wer e Represent ati ves Dahl st rom Fat e (via
t el econference), Gatto, Kot t, McQuire, Rokeber g, Stoltze,
Berkowtz, Croft, Gara, GQuttenberg (via teleconference), and
Senators Gary Stevens, French, and Guess.

CHAI R SAMUELS acknow edged that there has been nuch concern with
regard to the timng of this hearing. He explained that he set
the date for this neeting and invited the Adm nistration, at the
behest of both the Joint Conmttee on Legislative Budget and
Audit and the Senate Resources Standing Conmmttee, to cone

forward wth an wupdate on the natural gas pipeline. He
enphasi zed that the point of this hearing, knowing the political
downside of it, is to not put it off for two nonths. Chair
Samuel s said, "So, |'ve worked very well, | think, with both

Senators and Representatives, with Denocrats and Republicans to
try to keep politics out of this issue because it is way too
inportant - no matter what happens on the 2nd of Novenber - for
all of us to nmake sure that this project has the best chance of
going forward and shane on all of us if we do anything to stop
the project.”

Number 011

GOVERNOR FRANK MURKOWSKI, State of Al aska, paraphrased from the
followng witten remarks:
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Good norning and thank you for the opportunity to
di scuss with you an issue of significant inportance to
the future of our state.

| would like to thank the Legislative Budget and Audit
Committee for the professional way it has perforned
its task of overseeing the Stranded Gas Act
negoti ati ons. | appreciate the fact that the issue
has not been politicized but devoted solely to what is
in the best interest of Al aska.

While ny Administration and the Legislature share many
common goals and responsibilities ---- none will have
nore jobs inpact on the future of Alaska than the
commercialization of our vast North Slope natural gas
resour ces.

Success in this venture will require nothing |less than
the very best each and every one of us has to offer.

W saw an exanple of this over the weekend when in an
unprecedented action our Congressional Del egati on
managed to obtain the Federal fiscal and enabling
| egi sl ati on necessary for this project to go forward.

So now it is up to us to fulfill the roles set out for
us in the Stranded Gas Act by negotiating the state
fiscal terns necessary to allow the project to go
forward

Qur Adm nistration has worked very hard on this issue.
So far this year the Departnments of Natural Resources
and Revenue have spent nore that 15,000 enpl oyee hours
and over $1.9 nmllion for contractor services; the
Department of Law has expended $295,700 for inside
counsel and an additional $597,200 for contract |egal
servi ces.

GOVERNOR MURKOWSKI interjected [The following state is not part
of his witten remarks]:

Now, the good news is that 75 percent of this is
rei nbursabl e by the applicants.

Before going any further | want to make two things
perfectly clear:
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One ---- | am "not" here this norning to announce any
preference for one gas project over another.

And two ---- active negotiations and discussions are
continuing wth "all™ parties engaged in gas
commercialization efforts.

These i ncl ude the:

Al aska Natural Gas Devel opnent Authority;

Port Authority;

Producers G oup (Conoco/ Phill'i ps, British
Pet rol eum Exxon);

Tr ansCanada;

Enbri dge;

and M dAneri can

Only two groups, TransCanada and the Producers, have
submtted a Stranded Gas Act application and signed a
rei nbursenent agreenment with the State and thus are
entitled to formally negotiate with the State.

In addition, the Alaska Natural Gas Devel opnent
Authority and the Alaska Gasline Port Authority
continue to work on their own plans for an Al Al aska
gasl i ne.

The issue | want to discuss with you today cuts across
all of these comrercialization efforts.

Nunber 069
Si nce becom ng Governor 22 nonths ago, | have hanmered
home one constant and recurring thenme ----- Al aska

needs to nove now on construction of a gas pipeline.

Delay will seriously erode our chances at getting the
line built. | mported liquefied natural gas is our
chief conpetitor, and our nation would be better off
with a stable, donestic supply of natural gas, instead
of relying on overseas supplies.

| strongly believe that any position negotiated by the

state nust reward early construction, and penalize
delay. Qur goal is an in-service date of 2012.
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It is with these thoughts in mnd that | cone before
you today.

One of the very first legislative efforts | undertook
as CGovernor was to work with Representative Bud Fate,
many of you here today and the rest of the Legislature
in reauthorizing and expanding the Al aska Stranded Gas
Devel opnent Act.

Thi s act clearly articul ates rol es and
responsibilities for both the Governor and the
Legi sl ature.

The Act requires ny Admnistration to bring you a
proposed <contract and, followng Ilegislative and
public input, the Legislature will either approve or
di sapprove that proposal.

It is inportant to point out that the crafters of the
| egislation did not provide the legislature with the
authority to nodify any of the elenents of the
pr oposal .

Gven the conplexity and scope of a Stranded Gas
Devel opnent Act contract ---- this provision is
appropri ate. And it places a grave responsibility on
our Administration to advance the best possible
proposal to you for your consideration.

However, given the Act's all or nothing approach if
you di sapprove the contract because of a fundanental
di sagreenent over a mmjor conmponent ---- it could well
be nonths before an alternative is brought back to you
for your further consideration.

Therefore, | want to discuss wth you today a
fundanental concept that wll wunderpin the proposal
which ny Admnistration intended to present to you
during the Legislative session.

I cannot discuss the details of confidenti al
negotiations wth the tw applicants which have
qualified to enter into negotiations with the State

under the Stranded Gas Act - the Producers and
TransCanada - but | can tell you that a critical
el ement of a successful negotiation will involve the
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State taking an equity position and significant |evel
of project risk.

And wth that equity position and project risk comnes
t he associ ated awar ds.

| have made no secret of the fact that 1 believe
Al aska should take an equity participation in the
gasline project ----

W nmay have mssed the boat when the Trans-
Al aska Pipeline was built ---- For exanple, had
we been owners we would have been nuch better
positioned to obtain nore revenue for Al aska even
t hough we woul d have taken a significant risk.

And we have stood on the sidelines for nearly 30
years watching a |l ot of revenue flow to those who
were willing to take the risk

W "did" take the safer tax and royalty route back
then and it "did" provide us with great benefit ----

but I think all of us have pondered from tine-to-tine
what woul d have happened if we had taken sone equity
in the pipeline ---- perhaps equal to our 12 1/2

percent royalty share.

Now the time has conme to address this issue again as
we put together the gas |line structure.

Nunber 124

Whet her we are tal king about an independently operated
gas line or a producer built and operated gas line, it
has become clear to ne that the nost likely path for
starting construction soon will require the State to
take an ownership position in the project and bear a
certain amount of shippers' risk.

This equity interest <could, for exanple, involve
offsets in respect to taxes, royalties, or other
obl i gati ons.

It could nean a bigger share of revenues for the

State, but nore inportantly it my be the only path
forward that gets a pipeline project underway.
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The details of the overall package for a gas line
pr oj ect will be necessary for your final
consi derati on.

As prescribed in the Stranded Gas Devel opnent Act, we
"wll" have all of those details incorporated into the
proposal presented to you for your consideration.

But at this stage, | want to say you are to be
conplimented for holding these hearings and for
ot herwi se working to educate yourselves on the subject
of equity participation and risk taking. You have an
excel l ent two days of presentations schedul ed.

The nore dialogue we can have in the ensuing nonths
about the concepts of equity participation and risk
sharing the easier it will be for the legislature to
anal yze our final proposal.

| also do not want our Administration's team to spend
nonths negotiating a contract wth equity and
shi ppers' risk incorporated into the docunent only to
have you tell nme later that this concept is a conplete
non-starter.

G ven the appropriate caveats, are you wlling, or
perhaps nore inportantly, do you believe Al askans are
willing to consider sharing in the risk and rewards
frompartial ownership?

Are we willing to "risk"” downside potential in return
for the wupside potential and the certainty that
construction on the project will begin sooner?

| personally think the potential risk is worth the
reward.

And there are three reasons why | hold this position.
First, | believe that the gas markets in the Lower 48
are strong and will remain strong for decades to cone
---- gas is the favored fuel for heating and
el ectrical generation.

Anerica's hunger for electricity is grommng and this
is expected to hold true for decades to cone.
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Second, through state's participation and assunption
of risk ---- we make the project both "safer"” and nore
"conpetitive" for the other participants. W may get
a gas line project started this way and no other way.
And that is inportant if our gas is going to conpete
wWith increased LNG i nports.

Sharing investnent cost lowers risk for ot her
participants and provides for a high rate of return
which is necessary in view of other worldw de
opportunities for investnment in energy projects.

Al l of this provides additional incentive for
participation in the gasline project.

And third, | want generations of Al askans to share in
the upside of this project ---- renenber that once the
gasline goes into service it is going to operate for
many decades ---- that 1is a generation worth of

benefit to all of us here today both on the nonetary
return to the State and the availability of gas to

Al askans.

Nunber 184
Sovereign equity participation in energy projects is
common in the world today ---- Governmental assunption
of risk is a regular consideration in many oil and gas
contracts.

Qur principal consultant in the state's gas pipeline
commercialization efforts, Pedro van Meurs, wll be
following ne with a detail ed discussion of what equity
and shi pper risk neans.

We have world class experience available to us through
the testinony of Dr. van Meurs ---- He has gl obal
experience in governnmental risk taking. As you know
he represents only governnents, not energy conpanies.

| would again like to nake it very clear that this
equity issue cuts across "all" of the proposals being
consi dered ---- each and every one of t he

comercialization efforts could contain conponents
that are a departure fromthe traditional taxation and
royalty position held by the state.
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Let me close by saying that tinme is "not" on our side.

The wi ndow of opportunity for the conmercialization of
Alaska gas wll not stay open indefinitely ---- W
cannot afford a lot of false starts in our ongoing
negotiating efforts. Again our goal is an in-service
date of 2012.

The detail, conplexity, and scope of these discussions
is mnd boggling ---- at the end of the day if
Al aska's interests are to be protected to the naxi num
extent possible, every elenent of the contract nust be
intricately woven toget her

As CGovernor | accept the responsibility in mking a
strong recomendation that Al aska consider taking a
significant equity and shi ppers' risk positions.

| invite your input as well on this major policy
deci si on.
Nunmber 241

DR. PEDRO VAN MEURS, Van Meurs & Associates, informed the
commttees that he has been involved in negotiations on the
governnent side for many projects and bidding rounds. In fact,
he related that he has probably been involved with 20 successf ul
projects and bidding rounds in the world. In the case of
Alaska, Dr. van Meurs opined that this project can be a
successful venture, although it will require new thinking. He
began by discussing the risk-reward balance and referred to a
graph in his testinony that illustrates how risk and reward work
around the world. The graph illustrates that the nore risk
there is, the nore profit [investors] want. Therefore, if a
government is wlling to accept nore risk, [there is the
potential] for nore government revenues. "Governments can gain
revenues, if there is less risk," he specified. Dr. van Meurs
turned to the risk-reward balance in relation to stranded gas
and related that wusually there aren't enough profits wth
stranded gas. Therefore, he posed the question of how one would
turn a stranded gas project that isn't profitable into one that
is profitable. Many suggest that the [state] has to give up al

its royalties, taxes, et cetera [in order to be profitable].
Al t hough sonme nations did the aforenmentioned, it is nmuch smarter
to change the risk. The graph illustrates that by |lowering risk
a project can be done wth less profitability. Ther ef or e,
| egi sl atures shouldn't always be focused on the reward rather
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the legislature nust determne how it can alter the risk bal ance
such that the project becones economc. Many nations, he
rel ated, have been very successful when using the graph "R sk
and Reward Bal ance for Stranded Gas" because they understand the
ri sk-reward bal ance.

DR. VAN MEURS expl ained that governnents affect the risk-reward

balance in the following tw ways: equity participation and
production/risk sharing agreenents. Sonetimes the purpose of
equity participation or risk sharing is to create additional
revenues for the state, which is illustrated in the first graph
entitled "Risk and Reward Bal ance.” However, sonetines the
objective is to make a stranded gas project profitable by
lowering the risk, which is illustrated in the second graph
entitled "Risk and Reward Bal ance for Stranded Gas." The two

instrunments that are [npbst often] enployed throughout the world
are production/risk sharing agreenents and joint ventures.

Number 350

DR. VAN MEURS related that typically there are three types of
joint ventures: a joint corporation with shareholders; a joint
operating agreenent; and limted liability conpanies (LLC) or
limted partnerships. He explained that in a joint corporation
there are shareholders and the assets are owned by the conpany
and decisions are nmade by the board. Furthernore, capital is
contributed to share capital. He highlighted an inportant
concept, which is that individual shareholders can't opt out of
the venture. It's also inportant to realize that a single
corporation is a single taxable entity, and therefore when a
joint corporate structure is created it becones a new taxable
entity. For t hat reason, oi | conpanies often enter,
particularly in the upstream into joint operating agreenents.
Joint operating agreenents are a different form of joint
vent uri ng. The [major] difference is that in joint operating
agreenents, the parties renmain independent. Therefore, the
parties pay their own tax and own a proportionate share of the
assets. Furthernore, the decisions are made by working interest
owners in a conmttee. He indicated that one famliar with the
oil industry in Alaska is probably very famliar with joint
operating agreenents.

DR VAN MEURS turned to LLCs, which he <characterized as
sonmething in between [a joint corporation and a joint operating
agreenent] . He explained that wth LLCs, the parties are
i ndependent nenbers. He further explained that the assets are
owned by the LLC and the decisions are nmade by a nmanagenent
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committee. However, the parties remain independent for tax
pur poses. The aforenentioned nmakes the LLC concept attractive
if one wants to invest in pipelines. "An Al aska state conpany,
if it's an integral part of the state, wouldn't pay federal
income tax; so it would be very satisfying if we could earn
return on the profit and not pay federal inconme tax," he pointed
out .

Number 408

DR. VAN MEURS noved on to the international experience wth
joint ventures and addressed why sone nations have been
successful while others have not. The notion of joint ventures
started in 1960 with Egypt and an Italian state conpany. Bot h
of the parties decided that the normal royalty and tax, which

together was 50 percent in Egypt, wasn't a fair reward. Egypt
wanted nore, which led to the decision to do a 50:50 joint
vent ure. However, the question became what to do if one side
votes for sonmething and the other votes against. The

aforenentioned led to the decision for each party to give 1
percent to a Sw ss banker who would solve any gridlock. At that
time Dr. van Meurs was an advisor, nuch |ike Bonnie Robson to

the Alaska State Legislature, in the Netherlands. The
Net her | ands was di scussi ng t he possibility of equity
partici pation. He explained that in 1959, the Netherlands
di scovered the largest gas field discovered in Europe. The

government of the Netherlands realized that the only way it
coul d gain advantage, since it couldn't change the royalties and
the taxes, was to negotiate a very substantial equity
partici pation. However, the governnent of the Netherlands also
realized that all the gas would negatively effect its coal
m nes, which led to placing Dutch State Coal Mnes in charge of
the pipeline distribution system The Netherlands exanple is
one of the nost successful gas field stories in the world.

DR. VAN MEURS continued with an exanple of a joint venture in
Venezuel a, which has stranded oil. Venezuel a has probably one
of the largest oil reserves in the world with 200 billion
barrels of stranded oil in the Oinoco Delta and River Valley.
No one wanted to develop that stranded oil because the royalties
and taxes were too high and too difficult. Therefore, Venezuel a
decided to make a deal with 1 percent royalty and 50 percent
partici pation. The aforenentioned has resulted in 500,000
barrels a day of heavy oil production and conpanies such as
ExxonMobi | Corporation and ConocoPhillips are spending noney on
the stranded oil. Wth the high oil prices, Venezuela had
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announced that it wll increase the royalties to what it
shoul d' ve been.

Number 516

DR. VAN MEURS addressed Russia, which he characterized as an
i nportant conpetitor of Al aska. Al t hough Russia went through a
nunber of joint ventures, what's nobst interesting are its
production sharing agreenents. He explained that in 1992 Russia
realized that it was an enornous political risk because it had
no | egal system and no |aws. However, Russia also realized that
its oil resources were the key to its future and thus Russia is
doing very well wth its oil exports today. Russia was
successful wth production sharing agreenents. He expl ai ned
that Russia agreed to [pay] for a share of the production so
that there's full fiscal stability on a contractual basis, and
therefore the country's instability isn't a worry. The
aforenentioned has led to ExxonMbil Corporation doing the
Sakhal i n project. Dr. van Meurs related that Russia has the
| argest gas reserves in the Bering Sea, which he predicted wll
be one of the largest liquefied natural gas (LNG projects in
the world. The reason the aforenentioned project is going
forward i s because of the production sharing agreenent.

DR. VAN MEURS turned to Brunei in the 1970s, which was faced

with a huge gas resource it couldn't market. Brunei determ ned
that in order to have an LNG project, it had to think
differently, and therefore Brunei |aunched a 50:50 joint venture
with Shell Wstern E&P Inc. ("Shell™"). Brunei's 50:50 joint

venture with Shell has been one of the npbst successful projects
in the world and Brunei is the richest country in Asia because
of this project. The sane happened in Oran, which capped all
royalties and taxes because it is "conpletely at the end of the
trail as far as LNG" Omn also provided 50 percent
partici pation. Now, QOman is exporting gas to the Far East in
| arge vol unes. Qatar is perhaps one of the npbst successful
nations in the world for marketing gas, he remarked. Qatar is
sitting on approximately 700 trillion cubic feet (tcf) of gas,
which is about 20 North Sl opes. Qatar realized it needed to
find a way to market its gas.

TAPE 04-29, SIDE B

DR. VAN MEURS related that ExxonMobil Corporation did a highly
unusual deal in which it agreed to participate with Qatar
sharing an enornous percentage of the risk. [Qatar] agreed to
invest 70 percent of the project with no royalties, just
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corporate incone tax. Today, Qatar is a successful exporter of

LNG all over the world. Qatar is ExxonMobil Corporation's
| ar gest LNG area. He noted that ConocoPhillips just did a dea
with Qatar as well. Dr. van Meurs opined that Al aska's

conpetitors understand the risk-reward bal ance.

Nunber 654

DR. VAN MEURS highlighted that Norway has a long history of
joint ventures. Today, Norway is the richest country in the
Eur opean area. In fact, Norway is so rich that it doesn't want
to join the European common market. He explained that Norway's

successful petroleum policy was initially based on 50 percent
equity participation and a sharing style profit sharing tax. He
poi nted out that BP and ExxonMobil Corporation are investing in
the first LNG project in Norway. The aforenentioned project
isn't that profitable with perhaps only a 15 percent rate of
return, and therefore the question is why those conpanies are
going to Norway rather than Al aska, where a simlar rate of
return could be achieved. The reason those conpanies are going
to Norway is the difference in the risk.

DR. VAN MEURS then turned to Ml aysia and China, which decided
to be involved in both equity participation and production
shari ng. Al t hough Mal aysia had no production of anything in
1970, it is now one of the largest gas exporters in Asia.
Furthernore, Malaysia' s national oil conpany that didn't exist
30 years ago is now one of the |eading conpanies in the world.
He then turned to Colonmbia, a country that faces nuch political
unrest, and pointed out that it has been very successful in
attracting investnment with risk-sharing contracts. In fact,
Col onbi a di scovered so much gas with the oil that it was able to
di stribute gas throughout the country. Col ombia is a wonderfu

exanpl e of how gas can be used to stinulate a | ocal econony.

DR. VAN MEURS highlighted two of his clients, Trinidad and
Tobago, for which he hel ped change their petroleum |egislation

These two countries were sitting on these |arge gas resources
wi thout a narket. Both Trinidad and Tobago decided to go for
production sharing, take a share of the gas and use it as a
basis for LNG projects. Dr. van Meurs noted that Trinidad and
Tobago are conpetitors of Al aska. Both countries are exporting
LNG to the East Coast of the US and other European nations.
Anot her country that has successfully used production sharing is
| ndonesi a. Actually, a part of Indonesia, East Tinor, becane
i ndependent . ConocoPhillips Alaska, Inc. is present in [East
Timor] and investing in a large LNG project to export gas to
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Asi a. Again, the project has a low rate of return. He
reiterated that the reason ConocoPhillips Alaska, Inc. is in
| ndonesia rather than Alaska is because of risk sharing. Al l
countries that have developed their gas with risk sharing or
production sharing are taking their gas in-kind, which can nean
a lot of different things. Taking gas in-kind conpletely alters
the risk balance of the contract and stabilizes the
rel ationship, and therefore a contract can be signed for 30-40
years. The aforenentioned is why 40 countries in the world use
the formula to attract investnent.

Number 733

DR. VAN MEURS noved on to the situation in Alaska and the issue
of risk of which there are two kinds in a pipeline. There is
the shipper's risk. He explained that the shipper commts to
the capacity in the line simlar to renting space in a building.
The pipeline owner constructs and owns the building. Therefore,
if the pipeline ower can obtain a long contract, building the
pi peline wouldn't be difficult and the risk would lay in the
shi pper's contract. He posed an exanple in which there is a $14
mllion pipeline project for a pipeline that runs from Prudhoe
Bay/ Poi nt Thonson to British Colunbial/Al berta border and there
is a tariff of $1.20 MMBtu [mllion British thermal wunits].
Suppose the pipeline conpany wants a 15-year contract for 22

tcf, which anmounts to a $28 billion contract. In such a
situation, the main risk is conmtting to a $28 billion
contract, which is the shippers' risk. The guaranteed incone of
the $28 billion contract provides the pipeline ower the ability
to invest the required $14 billion to build the Iine.
Therefore, the oil conpanies can either spend the $14 billion to
construct the pipeline or commt to a $28 billion contract and

al | ow soneone else to build the |ine.

DR. VAN MEURS addressed Al aska's issues. He expl ained that he
hoped he has denonstrated that all of Alaska' s conpetitors are

doing quite well, while Alaska is not yet out of the "starting
gate."” Therefore, he suggested that Al askans need to |earn how
to nove from one "bar of risk"™ to another. The af orenenti oned

is so inportant for Al aska because the project in Alaska is one
with imrense risks, quite unlike any other project in the world.
The main risks in the Alaska Gas Project are the huge size of
the project; the gas price risk; cost overrun risk; and
regulatory risk. He then referred to a graph entitled, "Capita
Expenditures related to current large world oil and gas projects
(blue) conpared to Alaska (red)". This graph shows the 40
| argest projects in the world that are currently in progress and
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conpared it with Alaska's project, which is three tines |arger
than any other project in the world. The large size of the
Al aska project is a risk itself. If the project fails, the
results for a conpany would be horrible. Therefore, there is no
room for failure with a project that is three tines |larger than
any ot her project being undertaken.

DR. VAN MEURS then directed attention to a graph entitled "IRR
[I ndividual Rate of Return] conparison with Top Ten projects",

which illustrates that the huge up-front capital requirenments of
the Alaska project result in a low rate of return conpared to
conpeting projects. "There's nothing Al aska can do about the

rate of return of this project,” he said. However, the rewards
of the Alaska project are [potentially] huge. He turned to the
pie chart entitled, "North American Gas Market: Even at $3.50
per MmBtu in Chicago it represents a $221 billion opportunity
(nom nal )". The pie chart illustrates how the $221 billion
opportunity would be distributed and highlights why, even wth
only a $3.50 MBtu in Chicago, it's so inportant for the Al aska

project to come to fruition. Dr. van Meurs opined, "A huge
project with a huge risk and a huge benefit, a very ... strange
and difficult conbination.” He then turned attention to a graph

entitled, "NPV@O0% conparison with Top 10 projects", which
illustrates that if the price is low and the cost overruns are
high, the project is dead. The aforenentioned is referred to as
a big downside risk. He stated that the downside risk is large
while the upside is very high provided that there is fiscal
stability.

Number 843

DR. VAN MEURS reviewed the chall enges of the Al aska project: an
extraordinarily large project, a low rate of return, huge
downside risk, and North America' s conplex regulatory franmeworKk.
He related that he was the |ead negotiator for Bolivia on the
Bolivia Brazil pipeline. The regulatory framework took 15
m nutes on that project. The conplexities of the regulatory
framework for Alaska's project nmke the project even worse.
Therefore, unique solutions are required in order to get
Al aska's project under way. In order to nmake Al aska's project
economc it's inperative to lower the risk, he reiterated. Dr.
van Meurs remnded the committees that at the April 7, 2004,
joint caucus he suggested the follow ng strategy. First, a
stranded gas agreenent nust be devel oped. Second, a risk
sharing package between the state and the producers nust be
devel oped. Third and above all else, there nust be a federal
energy bill. The latter, the federal energy bill, was
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acconpl i shed. The Al aska congressional del egation educated the
entire Congress of the need to change the risk in order for
Al aska's project to proceed. "The federal |egislation that was
passed is a classic exanple of a superb risk-reduction package,"
he remarked. He explained that the federal |egislation includes
enabling provisions for a significantly reduced regulatory ri sk,
which is essential when conpeting with countries that have no
regulatory risk at all. The federal legislation also includes
federal |oan guarantees, which reduce the financing risk. The
aforenentioned is essential wth a pipeline of this size. The

federal legislation also contains attractive tax provisions,
whi ch reduce the downside risk and keep the EOR [enhanced oil
recovery] going in the North Slope, including gas. "There is no

guestion in ny mnd that the passing of this federal energy bil
is a gigantic step forward because this was the classic risk
reducti on package, now the onus is on Al aska,"” he opi ned.

DR. VAN MEURS related that [the adm nistration] is negotiating
stranded gas agreenents, which are essential for this project.
A robust stranded gas agreenent wth appropriate fiscal
stability is necessary so that Alaska can conpete with other
production sharing contracts that offer sonetinmes 30-50 years of

fiscal stability. Furthernore, it's necessary that there be a
conpetitive fiscal regine. "The | ast piece in the puzzle is a
risk sharing contract,” he stated. Wthout changing the risks,
there wll be no project because all of Al aska' s conpetitors are

changi ng the ri sk.

Nunber 944

DR. VAN MEURS pointed out that there are two ways for Al aska to
change the risk: equity participation; production sharing by
taki ng gas in-kind. There is also the ability to change the
risk with a conbination of the two, which is what China and
Mal aysia did successfully. Dr. van Meurs opined that if the
risk is changed, the Al aska project wll come about. However
many are concerned that Congress didn't pass the tax credit that
woul d provide the downside price protection. "Personal ly, |

have never been positive about this tax package," he said. As
Al an G eenspan, Chairman, Board of Governors, Federal Reserve
System has related, the tax credit doesn't align the parties.
Furthernore, there is no incentive to save costs nor obtain the
best price. Mor eover, conpanies in a particular price band no
| onger have an incentive to do a good j ob. He opined that the
interests of the US and Al aska would be msaligned [wth the tax
credit]. "Corporate welfare is not a good nethod to align
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interests,” he enphasized. Still, the downside price risk
remai ns.

DR. VAN MEURS concl uded:

In Alaska we can create a risk sharing package that is

in the interest of the state and wll properly align
the interests of the investors and the state, and
wll, to a significant degree, deal wth the downside

price risk. That's the solution. The downsi de price
risk forrmula through equity participation and through

taking your gas in-kind, that wll solve the downside
price risk. How will ... it solve the downside price
risk if we're going for gas in-kind? ... If the state

takes its gas in-kind and the price in Chicago is
$1.00 MmBtu, what is the value of this gas in-kind?

Negat i ve. So, taking your gas in-kind neans sharing
the downside price risk. That is a much smarter
formula than the tax credit. Why, because if the
price is high, Al aska gets the benefit. So, that is
why | believe the fact that the downside price risk
was not dealt wth in the US Congress is not a
di saster. On the contrary, we can use that to our
advantage to create a sensible price risk sharing
formula that will be to the benefit of Al aska and the
pr oducers.
Nunmber 025

SENATOR BUNDE related that Dr. van Meurs seened to interchange
the ternms reducing risk and sharing risk, which Senator Bunde
viewed as very different. Senator Bunde pointed out that if the
state shares the risk, it doesn't necessarily reduce the tota
risk. Perhaps it even increases the risk, he suggested.
Senator Bunde asked if [in the use of the aforenentioned two
terms] Dr. van Meurs is really referring to reducing the risk
for the commercial entity rather than reducing the total risk.

DR. VAN MEURS said that Senator Bunde is correct. Ri sk sharing
between the state and the investors neans that the risk to the
i nvestors i s | owered.

SENATOR BUNDE remarked that it's inportant for the public to
realize that if the state becones involved, the total risk isn't
changed. Senator Bunde requested that Dr. van Meurs discuss the
politics of the state being involved in such a project and the
risk of cost overruns. He reminded the commttees that the
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Trans-Alaska Pipeline was a |arge economc opportunity for
Al aska labor. Simlarly, one of the things being touted to the
public with the gas line is that there will be well paying jobs.
Therefore, he suggested that for sonme Al askans the notion of
cost overruns would be positive because it could nean a higher
paying job or a job that lasts longer. Wth the aforenentioned
logic, there is great pressure on the legislature to keep the
good j obs going, which could increase the risk of cost overruns.

DR. VAN MEURS agreed that the cost overrun risk is imense on
this project. In fact, a 20-30 percent cost overrun could Kkill
this project, he said. He noted that sone have suggested that
wi t hout reducing the estinmated cost by 10 percent, the project
may not be economic. The cost overrun risk is a central issue.
If the state participates, then the state participates in the
cost overrun risk. He acknow edged that there would be pressure
to maxim ze Al aska hire and jobs. In fact, the legislature has
already said that even if it's nore costly, it prefers the
sout hern route. However, there is a balance between excessive,
unjustified, uncommercial, and unconpetitive costs on a pipeline
and the overall broad interest of Al aska. The legislature is
charged with finding that balance, he said. By the state
participating in the process, the aforenentioned becones nore
accessi bl e because the state is on the inside of taking the cost
overrun risk. Furthernore, the state being a partner in the
project provides the ability for the state to have a nore
objective feel of the economc interest of the state.

Number 135

REPRESENTATI VE BERKOWN TZ asked if the admnistration has a
preference regarding a producer-owned pipeline. He al so asked
if there is any inpact on the risk analysis if there is a
producer - owned pi peline. Representative Berkowitz expressed
interest in whether any of the exanples or the risk sharing and
production sharing ventures discussed were producer-owned
pipelines. |If so, he inquired as to the agreenents that protect
[the country].

DR VAN MEURS clarified that the Al aska governnent IS
negotiating in good faith with two parties, and therefore he
opined that it's inappropriate to say whether there's a
preference at this point. Wth regard to risk sharing, he
turned to Thailand for whom he was an econonmic advisor in the
early 1980s when a large gas field was discovered in the mddle
of the @uilf of Thailand. Consequently, Dr. van Meurs was
charged with hel ping the governnent define a new fiscal system
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for gas. However, there was no market for the gas. The
Thai |l and governnment said it would build the entire |ine, taking

the entire risk. At that time, Thailand built the |[|ongest
of fshore pipeline in the world in order to get the project
goi ng. Today, Thailand is one of the nobst successful gas

producers and has introduced gas to the petrochem cal industry
across the entire Eastern seaboard. He also related exanples in
which the producers built the line, such as Vietnam Each
project, he pointed out, has its own fornula, benefits, and
characteristics.

REPRESENTATI VE BERKOWN TZ clarified his question. O the 17
exanples in which there is risk sharing, do the producers own a
majority of the pipeline in any of those situations, he asked.

DR. VAN MEURS said that he hasn't done such analysis, but went
t hrough the countries. He related that in Russia the producers
own a line [as is the case] in Brunei. However, in Oman the
state created a special conpany. In Qatar the situation is one
in which 30 percent of the pipeline is owed by the producers
and 70 percent by the state. Norway is a very mxed picture.
In Malaysia and China sonetines the [pipeline is owned] by the
producers and sonetines independents. He remnded the
commttees that in Colonbia the entire gas distribution system
was done by an independent pipeline conpany that was separate
fromthe producers. The LNG project in Trinidad and Tobago was

entirely done by the producers. | ndonesia has nmany different
proj ects. Bangl adesh, in sone areas, is a nonopoly. In Egypt
and Yenen the producers have successfully participated [in a
pi peline]. Dr. van Meurs reiterated that there is no automatic

f or mul a. VWhat is nost beneficial to the project and the host
nation i s what shoul d happen, he opined.

Nunber 274

REPRESENTATI VE ROKEBERG rel ated his understanding that Dr. van
Meurs seened to have a preference for the distinction between
the shippers' risk reward versus the pipeline owners' risk
reward.

TAPE 04-30, SIDE A

REPRESENTATI VE ROKEBERG further related his understanding that
the federal |oan guarantee helps |lower or underpin the risk as
to the pipeline construction. Ther ef or e, Representati ve
Rokeberg asked if Dr. van Meurs has a preference regarding
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whether the state should be in the shipping nodel or the
pi peline nodel in terms of equity participation.

DR. VAN MEURS answered that if the state wants to help this
project in ternms of equity participation, then the discussion is
regarding the shippers' risk and possibly in the context of
taking gas in-kind. He noted that other solutions are still
bei ng revi ewed. However, if the discussion is about risk
sharing, then it's about shippers' risk. He acknow edged t hat
there is also the pipeline risk. Dr. van Meurs recalled that
Jeff Brown, Managing Director, Merrill Lynch, pointed out to the
commttees that under the appropriate circunstances, the state
could participate with debt financing packages and entirely

finance the venture. The 80 percent federal |oan guarantees,
from the state's perspective, renoves an enornous risk if the
state wants to participate. The aforenentioned is why the

package passed in Congress has an enornous inpact on the
econom cs of Alaska's project because a significant anount of
risk on 80 percent of the state's debt woul d be renoved.

REPRESENTATI VE ROKEBERG surm sed then that Dr. van Meurs is
suggesting that the state should investigate both equity

participation in the pipeline as well as production sharing
activities that would be consistent with the state's royalty in-
kind abilities wunder the <current statute. Therefore, he

understood Dr. van Meurs to be recommending review of equity
participation and production sharing rather the singular albeit
safer option because the singular option may not result in
| owering the risks enough to provide an incentive.

DR VAN MEURS confirmed that nany options are still being
reviewed and serious negotiations have been started with two
parties. One of the options is precisely what Representative
Rokeberg has described, that is taking shipper equity risk plus
gas in-kind risk. The aforenentioned is the strongest risk
reduction formula, if that can be turned into the interest of
the state. Dr. van Meurs said that at this point he isn't in
the position of recomendi ng anyt hi ng.

REPRESENTATI VE ROKEBERG surm sed from Dr. van Meurs' testinony
that he preferred the LLC conbination. He asked whether the
fact that this project will pass through two different countries
with two different business structures will cause any conflict.
I f so, how would such be overcone, he asked.

DR. VAN MEURS confirmed that it's inperative that the US and
Canada sides of this project are understood. Wth respect to
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the LLC nodel, Dr. van Meurs highlighted that it's interesting
in the realm of Alaska's project because it would be good to
obtain incone tax free. \Wether that can be attained has yet to
be seen. On the Canadian side with Al aska participation, Canada
woul dn't allow Alaska to pass through tax free and thus the
formula would be different. From an organi zational point of
view, the limted partnership (LP) would be simlar in structure
to the LLC. Therefore, if the decision is for an LLC on the US
side, then it would be logical to think of an LP on the Canadi an
si de. However, he clarified that he didn't want to advocate at
this tine that there necessarily has to be an LP on the Canadi an
side because there are other possible conbinations. He said
that LLCs and LPs are alnost different nanmes for the sane
concept .

Number 080

SENATOR ELTON posed an assunption that if a portion or all of
Al aska's royalty gas is taken in-kind, it would inpose a duty on
the state to market that gas in the donestic marketpl ace. The
af orenenti oned doesn't seem |ike a typical gover nnent al
function, and therefore Senator Elton inquired as to how other
governnental entities have acconplished such a private sector
duty.

DR. VAN MEURS clarified that the in-kind concept could be taken
broader and the state could even take sone of its taxes in-Kkind.
To the question, Dr. van Meurs agreed that if the state does
take the gas in-kind, it does assune the responsibility to
mar ket that gas. However, some governnents nake arrangenents
such that the producers nmarket the gas for a fee. Assum ng the
marketing is costly and the state assunes the marketing costs,
it's a benefit for the investors who wouldn't have to assune the
mar keting costs and risks. Dr. van Meurs related that countries
have nmade various arrangenents with regard to who pays for
mar ket i ng. He enphasized that this is inportant in Al aska
because if the state is in control of the gas and the marketer
of the gas, the state can take a different approach than would
the conpanies in regard to marketing the gas in the state.
There may be very significant benefits fromthe state being able
to pronote the benefits to a broader group of Alaskans by
controlling a considerable share of the gas and the narketing
obl i gati on.

SENATOR ELTON related his assunption that if the state reduces

the risk for shippers and producers, then the state would have
to have a fairly good idea regarding whether it would work.
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Furthernore, the state would have to have a fairly good idea how
much gas mght be diverted in the state. He asked if Dr. van
Meurs is suggesting that the state will have a good notion of
what the gas needs will be and are in the state. Senator Elton
opined that if in fact the state is to take advantage of selling
gas in state, it would be inportant to know how nmuch gas is
goi ng down the pipeline.

DR. VAN MEURS agreed, adding that the in-state use of gas is a
hi gh-risk proposition for certain markets in the state. "Here
again, Alaskans could increasingly beconme nmasters in their own
home, ... if they |looked at these opportunities ... risks and
make an informed judgnment and say, 'For the benefit of the state
we're going to do X, Y, and X.'," he remarked. However, whether
t hat woul d be recomended depends upon the details.

Nunmber 147

REPRESENTATI VE GARA turned to the royalty in-kind issue, and
asked if the potential royalty in-kind proposals only take the
downside risk or is there also an upside reward. Representative
Gara related his understanding that if the state does royalty
in-value and gas is $1.00, the state wouldn't receive any tax
revenue but wouldn't |ose anything either. If the state does
royalty in-value and gas is at $5.00, the state would receive a
| arge anmount of tax revenue. However, if the state chooses to
go with royalty in-kind, the downside risk is that the state
woul d | ose noney when it tried to sell the gas, while the upside
doesn't seem to be any greater than if the state chose to go
with royalty in-val ue. Therefore, Representative Gara asked if
there has been review of royalty in-kind proposals that also
provide the state with greater upside reward in order to offset
the downside risk or does the royalty in-kind proposal only
all ow the downside risk without an additional upside reward.

DR. VAN MEURS said that Representative Gara's anal ysis/views are
conpletely correct in that if the state takes its gas in-kind
and there is the assunption that there is no negative royalty,
then taking the royalty in-kind is riskier than taking the
royalty in-val ue. The aforenentioned is why these negotiations
are so inportant.

REPRESENTATI VE GARA inquired as to Dr. van Meurs' thoughts on
the equity share risk. The recently passed federal |oan
guarantees have a finite anmpunt and the conpanies have, at
times, said that they would be insane to put in an investnent
wi thout a |oan guarantee. If the proposal is for an equity
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share, in which the state owns part of the pipeline, it seens
that the state should also share in part of the federal |oan
guar ant ee.

DR. VAN MEURS again said that Representative Gara's analysis is
correct. What happened in Congress creates an entirely new
di mrension of state participation because if the state [owns part
of the pipeline], the state should receive a share of the
benefit.

Number 195

SENATOR GUESS surm sed then that the royalty in-kind is riskier
but asked if there is a greater reward in choosing royalty in-
ki nd over royalty in-val ue.

DR. VAN MEURS clarified that his response to Representative Gara
was based on Representative Gara's assunption that the state
would receive the same price for the royalty in-kind gas.
However, the royalty provisions of the state actually have
beneficial clauses permtting the state to obtain sone higher
principle, which would be lost if the state chooses to go wth
the royalty in-Kkind. Consequently, care nust be taken in that
deci si on.

REPRESENTATI VE BERKOW TZ recalled Governor Mirkowski's point
that Dr. van Meurs only represents governnents, not energy
conpani es, and inquired as to why.

DR. VAN MEURS answered that one can't negotiate for a government
unl ess that governnment has conplete confidence in the fact that
the individual 1is fighting for that governnent. If one
negotiates for one side of the matter in one situation and on
the other side in another situation, the confidence in that
i ndi vidual is gone. Dr. van Meurs related that his business
depends on that confidence, and noted that he has had a
successful business for 30 years.

Number 221

REPRESENTATI VE FATE asked if Dr. van Meurs considered treating
the liquid conponents of the wet gas that Al aska, in Point
Thomson and Prudhoe Bay, has in the same manner as it would in
t he negotiations on the gas itself.

DR. VAN MEURS specified that there are two aspects to the liquid
conmponents. In the case of Point Thonson, the Point Thonson
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project involves liquids that would pass through the Trans-
Al aska Pipeline System (TAPS) as well as gas. He clarified that
[the state] isn't negotiating on the liquids part, and therefore

[the negotiations] are concentrated on the gas part. Al t hough
the gas that would cone out of Alaska isn't very rich, the
liquids would remain in the gas. Therefore, the question

regarding what to do with the liquids in the gas is inportant.
Every feasible option is being reviewed to determ ne whether the
liquids in the gas can bring sonme benefit to the state.
"Obviously, if the liquids are part of the gas stream then we
have to ensure for the state that the state gets the best
possi ble benefit out of the value of those liquids," he said.
However, the precise fornmulas are still under discussion at this
poi nt .

REPRESENTATI VE CROFT noted his agreenment with Dr. van Meurs that
the federal legislation is a huge step forward for the state.
He asked if the accelerated depreciation provisions, which he
recalled only started in 2014, in the federal |egislation match
the governor's in-service date of 2012. He expressed concern
with regard to having access in and out of the line for Al aska
busi nesses and independent producers, especially when there are
120 days to enter into the regulatory schenme with Federal Energy
Regul at ory Conmi ssi on (FERC).

DR. VAN MEURS highlighted that accelerated depreciation is of
tremendous benefit wth risk reduction. However, the entire
interaction of the dates nentioned is being reviewed. Wth
regard to access, Dr. van Meurs characterized it as a crucial
concern and a top priority for Al aska. This line isn't being
built just to transport gas from Point Thonmson and Prudhoe Bay,
it's being built because there is at least 50 tcf of gas in the
North Sl ope. The desire is to have the pipeline full for 50
years, if possible. The aforenentioned should be the focus and
Vi si on. He nentioned that the Congressional energy |egislation
i ncludes very hel pful provisions on access, and therefore the
details of the access agreenent need to be reviewed. |In further
response to Representative Croft, Dr. van Meurs said that it was
his understanding that there is a 120-day w ndow for FERC to
wite access regulations after the passage of the energy
| egi sl ati on. He added that |[the state] wll be very
aggressively involved in the process.

Number 293
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SENATOR THERRI AULT asked if Dr. van Meurs has had tine to review
the energy legislation and determne a dollar value of that
package to Al aska's project.

DR VAN MEURS replied no, but added that there have been
i ntensi ve econom ¢ nodel s and estimates of the benefits.

CHAI R SAMUJELS infornmed the commttees that the adm nistration is
| ooking for input for the |legislature regarding whether
[menbers] are willing to take a risk, in general terns. He
charged the nenbers with determning how to obtain constituent
i nput .

The conmttees were in recess from11:40 a.m to 1:37 p.m
Nunmber 342

JAMES ZI GLAR, Managing Director/Chief Business Strategist,
Muni ci pal Securities Goup, UBS Financial Services Inc., turned
attention to the packet of information provided by UBS. Tab 1
includes the resunes of all of the people from different parts
of UBS who have hel ped analyze Alaska's project. M. Ziglar
highlighted the federal | oan  guar ant ee, the accelerated
depreciation wth certain aspects of the pipeline, t he
accelerated permtting and processing, including judicial review
of lawsuits, as well as the application for the enhanced oil
recovery [EOR] tax credit to the gas treatnment plants are all
positive devel opnents enconpassed in the recently passed federal
energy | egislation. M. Ziglar related the hope that he could
shed sone light on sone of the possible unique solutions eluded
to by Dr. van Meurs. M. Ziglar infornmed the commttees that he
and his associates would provide testinony on the follow ng
t opi cs:

An overvi ew of UBS.

The natural gas nmarket, particularly the growth in LNG
and its potential inplications for this pipeline
project and why action is required.

The project itself and the potential risks and rewards
for the state as a participant in the project.
Financing, credit options, and business nodels, in
particular a hypothetical situation in which the state
could participate as an equity partner in a neaningful
way while mtigating some of the risks.

Summary and concl usi ons.
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MR ZIGAR informed the commttees that in 2000 Pai ne Weber was
acquired by UBS AG and together with other firns, it becanme part
of the largest private bank in the world and one of the best
capitalized firnms in the world. He turned attention to pages 3
and 5, which specify sone of the rankings that UBS has in a
variety of areas. "W tend to think that we are now the prem er
i nvestnent banking firmin the world," he related. M. Zglar
highlighted that UBS is ranked first in the nunicipal bond
busi ness, which includes tax exenpt and taxable bond issues.
For at |east the past 20 years, UBS has been involved as either
an underwriter or a financial adviser in over 50 percent of al

the bond issues perfornmed in Al aska. "The breadth and depth of
our structuring experience, particularly in the nunicipal and
corporate area, | think, cannot be overstated when it cones to

putting together a transaction of this magnitude,' he opined
Furthernore, on the corporate investnent banking side energy is

one of UBS' s strongest calling cards as illustrated by the fact
that UBS has managed the |argest energy deals perfornmed in the
corporate market over the |ast few years. Moreover, UBS is a

dom nant player in the energy marketing, trading, and hedging
business all over the world. Pages 7-8 outline UBS' s activities
in the aforenentioned area. M. Ziglar opined that UBS brings
to Alaska the ability to assist the state in managing its
assets, risks, and financings in all their dinensions.

Number 493

CHARLES DAVIS, Managing Director, UBS Investnent Bank, UBS
Financial Services Inc., informed the conmttees that for the
| ast 20 years he has spent nost of his time working with natura

gas pipeline conpanies and integrated energy nerchant conpanies
all over the world. He said he would discuss the conpetitive
environment for natural gas around the world and how it inpacts
the feasibility of a pipeline from Al aska down to Alberta,
Canada. M. Davis opined that there's a significant first-nover
advantage as it relates to conpetition between the LNG nmarket
and Al aska's project because once the project is underway, the
costs become "sunk." \Wen one conpares the conpetitive dynam c
of a pipeline from Al aska into Canada, the cost conpetition wll
be reviewed on a variable basis as opposed to a full-cost basis.
He informed the commttees that the global LNG |iquefaction
capacity is expected to increase from about 6.6 tcf in 2003 to
9.4 tcf in 2007. The aforenentioned is inportant because
somewhere between 75 percent and two-thirds of the costs
associated wth LNG are |ocated wupstream of the re-gas
term nal s. Therefore, once the producers and the countries
develop the Iliquefaction trains and ships, re-gas becones
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relatively inexpensive. He also infornmed the commttees that US
LNG inports are expected to increase to nore than 2.2 tcf by
2010, which will armount to about 8-10 percent of US natural gas
consunpti on.

MR. DAVIS opined that natural gas is probably one of the nost

underutilized natural resources in the world. As of 2003,
natural gas reserves are estinmated at 5,500 tcf, which is about
60 tinmes the natural gas that was used | ast year. Furt her nore,

the 12 countries that currently export LNG hold only about 25
percent of the world' s natural gas reserves, which neans that
there's a lot of gas that isn't being utilized. The
af orenenti oned can be a large conpetitive threat. He i nforned
the commttees that the three countries hol ding about 33 percent
of the world natural gas reserves are currently building

| iquefaction facilities. Al though those [facilities] are very
| ocalized, the LNG is comng and will be a significant econom c
t hreat. He also informed the commttees that the economc

crossover point for transporting LNG via tanker versus via a
pi peline has decreased to a distance of about 1,250 mles for an
of fshore pipeline to about 2,300 mles for an onshore pipeline.
The difference is because offshore pipelines are nore expensive
to build than onshore pipelines.

MR. DAVIS turned attention to page 11 of the UBS packet, which
illustrates that the LNG trade is very localized. The LNG trade
can be broken up into the North Anerican trade; the West African
trade; the Mediterranean trade; and the Pacific trade. However,
there are three geographic regions for LNG export: the Pacific
Basin; the Atlantic Basin; and the Mddle East. He noted that
the thicker the line representing the LNG trade gets the nore
LNG exports it's nmeant to represent. The Pacific Basin accounts
for approximately 50 percent of all LNG exports. However, UBS
believes there wll be significant investnents in the Mddle
East and West Africa that will take advantage of significant gas
reserves that aren't there today. Furthernore, it's estimted
that there will be a 25 percent increase in the nunber of LNG
tankers that will come on line by 2007. Therefore, once the
infrastructure is built, the economcs of the project becone
vari abl e rather than fixed.

MR DAVIS noved on to the inport side of gas, which he
characterized as a regional nmarket. In the Pacific Basin and
Asia, LNG exports account for about 100 percent of the natural
gas utilized in those countries. Gas in that region conpetes
with other fuels as opposed to conpeting wth other gas.
However, in Europe and the United States, LNG is really a
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suppl enent for existing natural gas supplies and thus is nore of
a gas to other conmodities conpetition. Also inportant to know
is that the price of LNG is declining because of better
t echnol ogy. The costs have went from "2.50 ni' to breakeven for
full cycle to "4.00".

TAPE 04-30, SIDE B

MR, DAVIS continued on to the outlook for the US with regard to
natural gas and LNG He informed the commttees that in 2002,
the US used about 60 bcf of gas a day and that's expected to
grow to about 72 bcf in 2010 and to about 86 bcf in 2025.
However, donmestic production in the US and Canada is flat to
declining depending on the [region]. Donestic production in the
US in 2002 was about 52 bcf with expectations of increases to 56
bcf in 2010 and 65 bcf in 2025. Therefore, the US is about 10
bcf shy a day today, which will grow to 15-16 bcf by 2010 and to

20 bcf a day by 2025. The aforenentioned illustrates that
there's a large "hole" to fill, which he characterized as a
positive sign for Al aska' s project. He rem nded the comm ttees

that these LNG projects can be brought on in small discrete
chunks and the relative cost for the re-gas on the LNG is nuch
|l ess significant than on a |arge pipeline. M. Davis related
UBS's belief that LNG will account for about 40 percent of the
US natural gas inports by 2010, which is a |l arge increase.

MR. DAVIS inforned the conmttees that LNG has been in the US
for about 30 years in the form of liquefaction capacity and re-
gas capacity. There are only four termnals in the US today.
Most inportantly, he related that there are over 200 proposals
to build LNG termnals in the US, of which there are probably a
coupl e of dozen serious proposals. Each new termnal wll be
able to inport about 1 bcf of gas a day. M. Davis drew
attention to page 16 of the UBS packet and opined that pricing
is going to be significant with this project. Today the pricing
nodel for LNG or gas around the world is very regional. In
mar kets where LNG and natural gas conpete head-to-head, such as
in the US, it's typically priced off of an index of gas.
However, in Asia, where LNG is only conpeting with other fuels,
it's priced off a basket of fuels. As nore |iquefaction
facilities are built and nore cargos of LNG nove across the
world, a nore worldwi de commobdity price for LNG is devel oped
such that there are spot cargos going into different termnals
and taking an arbitrage of di fferent mar ket s. The
aforenentioned wll make that market nmuch nore conpetitive and
all ow people to hedge going forward in the LNG nmarket.
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MR. DAVI S summari zed by highlighting that tine is of the essence
because conpetition from the LNG narket poses a serious

challenge to the feasibility of this project. As nore LNG
projects are built in the Lower 48, pricing visibility on gas
wi |l becone nore uncertain. M. Davis reiterated his earlier

testinmony that there is a first-nover advantage because once
this project is announced and underway, he opined that it wll
deter several of the LNG projects from being built in the US
"W Dbelieve the state ... needs to continue to adopt its
proactive attitude in developing this project and develop
alternative business nodels that provide for optimal risk
sharing anong all the constituencies here,” he opined.

Number 706

ROBERT DOHERTY, Managi ng Director & Co- Head Nat i ona

Infrastructure G oup, Muni ci pal | nvest nent Banki ng, UBS
Financial Services Inc., directed attention to Tab C regarding
what is involved in building a pipeline and how the state can
utilize its conpetitive advantages to have a profitable project
that's good for the state. [Wth the passage of the
Congressional energy legislation], incredible progress has been
made wth regard to the federal <credit guarantees and a
significant amount of risk is taken off the table. M. Doherty
related that UBS believes there are three critical factors in
ternms of developing a strategy to get a pipeline conpleted. One

factor is notivating all the participants. Anot her factor is
assessing and mtigating the risk to the state. The third
factor is utilizing alternative nodels in order to custom ze a
solution that will notivate [participants] and mninm ze risks.

These factors are discussed on page 18 of the UBS packet.

MR. DOHERTY stated that designing a strategy to notivate all the
participants to commt to the project is the critical strategy
that the state needs to inplenent in the near term |In order to
acconplish the aforenentioned, the state nust understand and
exploit each of the participants' wants, needs, and desires.
The state nust also offer incentives through alternative
business nodels in order to secure the commtnment from the
participants. He noted that part of using participants is using
ot her people's noney first. The aforenmentioned has to be the
state's nunber one goal, he renarked. Frankly, the Al aska
del egation acconplished nuch of that over the course of |[ast
week [with the passage of the energy |legislation]. Ei ghty
percent of the overall project, to a certain extent, is other
peopl e's noney. In terms of this first factor the state nust
al so design a cost-effective transaction from a debt and equity

JT. JBUD/ SRES COW TTEES - 30- Cct ober 13, 2004



per specti ve. He noted that each of the successful projects
mentioned by Dr. van Meurs capitalized on creating a structure
to notivate and incent individual participants to neet their
goals and mtigate their risks. The aforenentioned can be
acconplished in Alaska in a cost-effective and reasonable
manner .

MR. DOHERTY turned to the second factor, which is to ensure that
the state's participation level is optimzed while its risk
assunption is mnimzed. Understanding the level at which the
state can participate and the amunt of risk the state can
assune is paranount. Achieving the second factor requires
guantifying potential risks and rewards; designing a nodel to
alter the traditional risk/return profile for a Petro-State such
as Al aska; selecting incentives that nost closely align with the
state's interests; and understanding the state's "out of the

proj ect box" risks. He clarified that the "out of the project
box" risks neans understanding what happens if the project
doesn't proceed as anticipated and the inpact it will have on
other projects in the state as well as other aspects of the
state, such as its credit rating. He noved on to the third
factor, which is to conbine aspects of alternative business
nodels to customze an optimal solution for the state. He

opined that the key is in regard to how the structure is created
to maxim ze the return with mnimal risk.

Number 777

MR. DOHERTY turned to the state's position and what it has at
stake, which is addressed on page 19 of the UBS packet. He
hi ghlighted that Al aska has a nmassive asset in the ground with a
val ue today of near zero. As M. Davis said, if this project
doesn't proceed relatively soon, it's possible that the
conpetitive forces from LNG may have that asset remain in the
ground with the sanme near zero value for the foreseeable future.
Therefore, if the pipeline isn't built, any in-kind gas,
revenues, and increnental tax [revenues] wll remain zero. [The
chart on page 19 of the UBS packet] regarding the increnental
tax revenues from the pipeline [illustrates] the way in which
one can view the value of the stranded assets from a tax
per spective. The chart points out the variable revenues. " As
it relates to variable taxes, the value of the assets in the
ground are fairly dependent upon commodity price," he related.
For exanple, if the market price per MBtu is $3.00, the
Departnent of Revenue estimates that the state would collect
about $35 million in royalties, $106 nmillion in severance tax,
and about $340 million in corporate tax. For a sum total of
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additional variable revenue, freed stranded assets, in the

amount of about $481 nillion. The aforenentioned doesn't
i nclude the project revenues from the transaction, only the tax
revenues that would be freed from a project. M. Doherty
clarified that there are stranded assets in ternms of tax
revenues, which are sitting in the ground and wll not
materialize unless the pipeline is built as well as additiona
proj ect revenues. He noted that there are additional stranded

assets in terms of the economc benefit from an operational
pipeline in terns of jobs. The key is in regard to how nuch of
the aforenmentioned increnental revenues the state should commt
to the project in the formof equity. He explained that if the
project isn't built, the revenues don't exist. However, if the
project is built, theoretically the state could commt all of
t hese variable revenues and be in no worse of a situation.

MR. DOHERTY commented that there needs to be a bal ance between
aligning the participants' desires and interests. He noted the
confluence of events in ternms of high natural gas prices, LNG

conpetition, and the federal credit guarantee. Al t hough there
are a lot of conflicting interests and notivations, the state
can still establish an incentive nechanism that targets what

peopl e consider to be their risks and mtigate them He then
turned to the differing incentives of the producers, shippers,
and state. From the producers' perspective, LNG conpetition
poses the greatest threat to the producers' economcs. As nore
LNG projects cone on-line, the risk [to the producers’
econom cs] beconmes higher and the producers' wllingness to
commt will dimnish. Furthernore, the commodity price risk is
a significant factor. He enphasized that one of the benefits
and downsides of this project is that it's 4 bcf a day and thus
the coomodity risk is "real and large.”" However, there are ways
to mtigate the aforenentioned. One can conclude that an
increase in the supply of natural gas is a benefit and provides
hi gher potential revenue to the producers. However, injection
of 4 bcf of supply into the US could and probably woul d nove the
price of natural gas as a whole in the US. By definition, the

af orenentioned will inpact the other natural gas businesses of
those enterprises. Therefore, there are conflicting issues
within the "sponsors' own house". From the shippers' view,
transportation cost s the |largest issue. Furt her nor e,
commodity price risk is a significant factor with the shippers.
If there is a guaranteed shipping contract, it becones a

significant risk that needs to be mtigated, especially with a 4
bcf project.

Number 849
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MR. DOHERTY turned to the state's perspective, the state has a

significant stranded asset. Furthernore, there is a limted
w ndow of opportunity, given the federal credit guarantee and
conpetition from LNG Mor eover, the participation |level and
risk assunmption mnust be fair. Wth regard to the federal

governnment's perspective, M. Doherty clarified that the UBS
packet was put together [before the passage of the federal
energy legislation], which has resulted 1in the federal
governnment assumng all the risk. The federal governnent's
decision, he opined, is good for the state and the nation as a
whol e.

MR. DOHERTY, directing attention to page 21 of the UBS packet,
explained that once the notivations and risks are identified,

how the "risk box" is assessed is the key. He clarified that
UBS views the risk/reward profile as a box and understandi ng how
that box is shaped will help the state determ ne how it should
proceed with a particular project. He informed the commttees
that there are three areas of risk: type of risk; risk
position; and risk assunption. M. Doherty turned to the types
of risk and began by di scussi ng t he construction

fundi ng/ conpl etion risk. The aforenmentioned risk was discussed
earlier regarding whether cost overruns would actually be a
benefit for the state. Al t hough cost overruns may provide
benefits for a few, it won't for the state. He related that the
construction funding risk is traditionally taken by a sponsor or

equity participant. Wth the federal |loan guarantee, the
federal governnment has assuned a portion of that. If the state
was an equity participant, the state would assune part of that
risk as well. Cost overrun risk is traditionally assuned by the

sponsor or an insurance conpany as it relates to a guaranteed
maxi mum price, although [the latter] is probably not an option
for this size of a project. He viewed the cost overrun for the
state as a one-time [risk] for the state as an equity
partici pant. Wth regard to the permanent takeout risk, M.
Doherty infornmed the commttees that [UBS] wll discuss the
ability to get around the construction funding |oan and enter
into a permanent funding contract. The permanent takeout risk
really lays with the sponsors and the federal governnent through
the federal |oan guarantee as well as the state as an equity
partici pant. The performance/operational risk would lay wth
t he sponsor and woul d be a constant ri sk.

MR. DOHERTY said that production risk at the wellhead would | ay

with the producer, although there is sonme risk associated with
the state if the state takes in-kind gas. He posed a situation
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in which the state, as an equity partici pant and shipper, has a
contract with the producers and the other sponsors that isn't
tight. In such a situation there is the possibility that if
comodity prices fall to a certain level, it would no |onger be
econonm c to produce the gas out of the ground. "By definition,
the state may not have its in-kind gas,"” he clarified. If the
state, as an equity participant and shipper, doesn't get the gas
out of the ground, it's a large problem The details of the
af orenenti oned should receive a lot of focus. The commodity
price risk is a constant risk for the producer, shipper, and the
state. Capacity gaps are related to how the shipping contracts

are set up, that is can it be renewed when it expires. The
initial shipping contracts/renewal risk traditionally lays wth
the sponsor. The state, as an equity participant, would be

classified as a sponsor.

MR. DOHERTY, in response to Chair Sanuels, returned to the
per manent takeout financing risk. He noted that one can
structure around permanent takeout financing risk. He also
noted that [the permanent takeout financing risk] would be nuch
nore significant without the ability to utilize a federal credit

guar ant ee. Traditionally, an entity needs to bear the
construction risk. Once the project is conpleted, shippers can
conme on board, |longer-term contracts can be established, and
| ong-term debt can be issued. O ten bondhol ders aren't wlling

to take on construction risk in ternms of the long-term
fi nanci ng. However, once the project is built, the bondhol ders
will take on a 10- to 15-year investnent as it relates to the
debt . In the current environnent, the federal [|oan guarantee
provides the ability to nove through sone of the construction
ri sk i ssues and permanent takeout financing risks.

Nunmber 944

MR. DOHERTY returned to his presentation and inforned the
commttees that the risks that he nentioned are those that UBS
believes the state should assess and understand in order to
determ ne which to take. M. Doherty stated that the state nust
establish a clear loss position and the duration of the risks
nmust be under st ood. He questioned, "Do you want to be in the
first-loss position so the first dollar of loss is the State of
Al aska's or do you want to get into a position to have someone
else take the first |loss, maybe higher returns, and the state
just pay after that initial loss?" He said there are three ways
in which to view this. There is the first-loss position, which
is simlar to a deductible paynment. The second-loss position is
when another entity incurs the first "X-mllion" in |osses and
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the state takes the rest. The third-loss position is one in
which it's a conbination or parity situation.

MR. DOHERTY related the need for the state to establish
liability limts in the case of a catastrophic event, as well as
potential ongoing exposure. In regard to [the state's] "tail
risk", under a normal distribution curve the state would nake a
"good chunk of noney from the project.” However, there is a
smal |l potential that the state nay | ose noney. There is an even
smal l er potential that could be catastrophic. From a policy
perspective the state isn't in the position of taking the
catastrophic risk, he opined. Wth regard to mtigating that
tail risk, the state would have strong and reasonable returns
while protecting the "out of the box" proj ect risks.
Addi tionally, t he state must addr ess t he statutory,
constitutional, regulatory, federal, and policy issues.

Number 003

MR. DOHERTY addressed sizing the risk box and the amount of
absolute and relative risk the state is willing to assune. He
expl ained that the absolute risk would define the [state's] risk
limt while the relative risk relates to ensuring that given the
state's position relative to other players, the state isn't out-
negot i at ed. Therefore, the state's return, as an equity
participant, is just about as equal or better than the other
equity participants. M. Doherty reconmended that in sizing the
state's risk box it should use its expected benefits to
establish a base amount of risk assunption. He reiterated the
fact that a stranded asset that remamins stranded is worth zero.
Theoretically, all of the [stranded asset] could be pledged and

[the state would] be no worse [off]. The aforenentioned is the
state's baseline, he said. M. Doherty identified the state's
expected benefits to be the excess or net revenues fromthe sale
of in-kind gas; the increnental tax revenues; additiona

econonm ¢ benefits in terns of jobs and the rel ated taxes.

MR. DOHERTY added that to size the risk box the state should
evaluate its own level of risk assunption against that of other
participants. The state, he indicated again, should be equal or
better than the other participants. This is acconplished by
determining the total threshold anobunt of risk as well as the
preferred relative |loss position comensurate wth expected

benefits. He nentioned that one can absorb a first |oss, but
one nust be conpensated for it. Wth regard to risk exposure,
the state should analyze the circunmstances under which the
|l osses may occur, the extent of those |losses, and the
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probabilities of those |osses. He |likened the aforenentioned to

the state's breakeven analysis. Furthernore, the state should
quantify its maximum risk assunption under a catastrophic |oss
situation. For instance, he questioned how the state would

protect itself in a situation in which gas prices drop to $1.50.
M. Doherty highlighted the need for the state to identify and
mtigate ancillary risks, such as the credit ratings of the
state. The federal credit guarantee goes a long way for 80
percent of the project costs, he opined. He identified other
ancillary risks such as the opportunity cost for other state
pr ogr ans/ proj ects. He specified, "ldeally, the state should
structure a business nodel that |imts all these risks to the
proj ect box."

Number 081

JAMES SCOTT, Managing Director, UBS Financial Services Inc.,
began his portion of the presentation, which can be found behind

Tab D of the UBS packet. M. Scott acknow edged that the
passage of the energy l|legislation in Congress changes things and
noves [the state] down certain paths. He explained that UBS's

approach began with a traditional pipeline funding nodel as a
base case against which to conpare the state's options. Al aska
IS unique geographically as well as economcally when conpared
to the Lower 48 and other Petro-States. The alternative nodels
differ depending upon the follow ng dinmensions: the level of
state involvenent/ownership; risk/reward profile of the state;
the nature of federal |oan guarantee/participation; the state's
relationship with other participants; and the capital market
i nplications.

MR. SCOTT directed attention to page 24 of the UBS packet, which
addresses the traditional pipeline funding nethod. He expl ained
that under the traditional pipeline nmethod, the discussion is
about project finance which attenpts to limt the financing to
pr oj ect revenues. Under a traditional project finance
nmet hodol ogy for a pipeline, the sponsors place equity at risk in
the range of 20-40 percent. Wth an 80 percent federal
guarantee, the sponsors' equity would likely be in the 20
percent range. M. Scott highlighted that FERC regul ates
tariffs for the pipeline itself with a return on equity in the
anount of about 12 percent. The aforenentioned is good for the
equity participants because there would be a regulated rate of
return on the investnent. Generally, the project debt is sold
non-recourse to the sponsors and the debt holders look to the
shipping contracts to support that debt. He related that
generally the life of the pipeline is 30 years, the shipping
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contracts wouldn't be longer than 15 years. Therefore, the debt

hol ders take sonme recontracting/renewal risk. However, that
risk is mtigated with the federal |oan guarantee. M. Scott
pointed out that the total funding cost is the primary
determinant of the overall tariff. The capital costs, the

return on capital far outweighs the operating costs of a project
such as this. Therefore, lower financing costs result in |ower
and nore conpetitive tariffs.

MR. SCOTT noved on to the marginal tariff analysis, which can be
found on page 25 of the UBS packet. This page provides an order
of magnitude with regard to changes in the return equity. The

matrix on page 25 illustrates the order of magnitude of the
change in the tariff to recover capital over the |life of the
proj ect. He explained that the matrix assunes the follow ng:

100 percent of the pipeline capacity 1is utilized; tota
t hroughput of 4 bcf a day, with the state's throughput being 1

bcf a day; total all-in cost of debt of 7.5 percent with a 30-
year anortization period; and total project cost of $20 billion
with the state's share being about $5 billion.

Nunmber 159

MR. SCOTT, in response to Representative Croft, specified that
with the federal |oan guarantee, the focus would be on
structures that are 80 percent debt and 20 percent equity. The
nore equity in the project, the higher the tariff. He expl ained
that [in the traditional pipeline funding nethod] the total cost
of capital, 7.5 percent has been assuned for debt. Ther ef or e,
if 12 percent is assumed on the return on equity conponent of
capital, the nore equity in the total capital structure and the
hi gher the blended cost of capital overall results. From a cost
standpoint, it would be better to have nore debt because it
costs less than equity. However, there's a finite limt on the
af orenenti oned because the debt holders look to the equity
conponent to insulate them from | oss. In further response to
Representative Croft, M. Scott agreed that if one goes too far,
the 7.5 percent debt won't be achieved. He noted that the FERC
return on equity has been 12 percent, but it's subject to
change, which is why the 10 and 14 percent returns on equity
were al so |isted.

MR. SCOIT continued on to page 26 of the UBS packet, which
rel ates a hypothetical breakeven analysis for the participants.
The table on the left of page 26 illustrates that in a situation
in which the gas at the wellhead is $1.00 MBtu with a tariff of
$1.73 MBtu, the total breakeven price is $2.73 MBtu. However,
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if the commodity price is higher than the breakeven price, the
producer at the wellhead receives a wind fall. On the other
hand, the producer would suffer if the commodity price is |ess
than the breakeven price. The table on the right of page 26
illustrates the daily and annual aggregations at different spot
mar ket prices. The key question for the state is regarding how
much of the commodity price risk should it assune in order to
advance the project.

Nunber 228

REPRESENTATI VE GATTO pointed out that the table on the right of
page 26 points out that with a spot nmarket price of $3.00 MBtu,
the daily economic gain is $1.1 MBtu. However, a $1.00
increase in the spot market price to $4.00 MmBtu results in a
daily economic gain of [$5.1] MBtu, which seens to be an

increase by a factor of eight. The annual economc gain
changing the spot narket price from $3.00 MBtu to $4.00 MBtu
only seens to be barely one-half difference. Those nunbers

don't seem correct.

MR. SCOIT said that he would have to check with the individual
who ran those nunbers. M. Scott continued wth his
presentation and related that in the current environnent, the
state may need to assunme a portion of this risk in order to nake

this project viable. He then turned to page 27 of the UBS
packet, which discusses sonme of the alternative business nodels
that UBS reviewed in looking to nove the project forward. The
alternative business nodels reviewed are as follows: state

owned/ direct support or equity participation;, federal credit
support; credit support by the state; "pure investor" support by
the state; no credit support by the state; hybrid financing
opti ons.

TAPE 04-31, SIDE A

MR. SCOIT noted that the 20 percent equity contribution that the
state will contribute can't be covered by the federal |oan
guar ant ee.

Nunmber 002

MR, DAVIS said that he would now discuss a potential business
nodel that would be well-recognized and well-received by the
financial comunity. He explained that he would wal k through a
project finance structure that outlines equity ownership, flows
of gas, and flows of noney. He clarified that there are two
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streans of noney. One stream of noney is from the comodity,
which is the sale of gas. There is also a stream of nobney that
cones into this nodel by virtue of a tariff that the shippers
pay. He noted that through both of the aforenentioned streans,
the state receives noney. He related the financial community's
perspective of a FERC-regulated pipeline in which the shippers
bear all the comodity risk while the owners of the pipeline
bear no commodity ri sk. He enphasized that it's all about the
contracts. Therefore, the people who ship the gas down the
pi peline are on the hook to pay the tariff regardl ess of whether
the gas flows or doesn't. If this pipeline is 100 percent
contracted, the only thing the debt holders and the owners of
t he pi peline should care about is the contract.

REPRESENTATI VE CROFT asked if it has to be that way. He asked
if there's ever been a profit-sharing [contract].

MR. DAVIS said it's never done that way. |In the US, natural gas
pipelines are regulated by FERC There is a debt/equity
structure and a reasonable rate of return on the equity is
allowed and one is allowed to recover his or her debt and al

the operating expenses. The operating expenses include the
variable and fixed operating expenses, which neans a return on
and of capital. Theoretically, if a pipeline is fully

contracted and it doesn't run full out, then [the state] wll
earn a fixed return on its noney.

REPRESENTATI VE CROFT surmsed, "I don't care if my tenants are
maki ng noney or not as long as they pay the rent."

MR. DAVIS agreed, but noted that there is a risk that the tenant
could default and the [leaser] would be on the hook for that.
M. Davis noted that the Al aska project poses a unique situation
in that it's likely that the owners of the pipeline wll be the
shi ppers, and therefore there would be a perfect alignnment of
interest between gas flowing down the pipeline and noney being
pai d. However, he posed a scenario in which a third-party
conpany ran the pipeline and related that there mght be a risk
that the third-party conpany had to build this pipeline and only
75 percent of the capacity is contracted. Therefore, 75 percent
of the risk is covered and [the third-party conpany] would be on
the hook for the remaining 25 percent, which he said it would
try to sell on the spot market. Furthernore, [the third-party
conpany] would have to obtain a tariff bel ow market because the
shipper realizes that [the third-party conpany] needs the
shipper nore than the shipper needs the [the third-party
conpany] . Therefore, although the tariff nay be $1.75, the
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shipper will offer to pay $1.00 tariff. The conpetitive dynam c
will be such that the [the third-party conpany] wll realize
that $1.00 is better than zero, and therefore the tariff will be
bel ow the market tariff.

REPRESENTATI VE CROFT related his understanding that the vast
majority of pipeline projects are such that the shipper carries
the ri sk.

MR DAVIS reiterated that a FERC-regulated pipeline has to
follow certain rules. However, there is no requirenent for the
[the third-party conpany] to contract for the capacity; [the
third-party conpany] could take 100 percent spot risk, but the
nost that can be charged is the maximumrate that he assuned the

state would contract wupfront in this deal. Therefore, the
upside is capped and the downside is |imted by zero, and
somewhere in between is where the rates will be established. He

reiterated that this is a unique situation in that the equity
hol ders of the pipeline are also the shippers and producers of
the pipeline, and therefore have the risk up and down the val ue
chai n. M. Davis suggested that commttee nenbers separate the
returns from the pipeline and the returns from the commodity
because the pipeline wll be a fixed charge on which [the state]
will be on the hook and can't get off regardl ess of whether [the
state] sells or ships gas.

Number 069

REPRESENTATI VE CROFT recall ed that the governor was very careful
to say that he and the |legislature haven't decided whether it
will be a producer-owned line or not. He opined that the
shi ppers and owners aren't necessarily the producers.

MR. DAVIS related his understanding that there is 4 bcf a day of
production and it works out nicely with three producers wth 25
percent and the state at 25 percent. He noted that these
nunbers are interchangeable. In fact, the state could own the
pipeline entirely and all the benefits and risks would go to the
state. The difference is that the state wouldn't have natural
gas to go on the pipeline to ship. Therefore, the exanple M.
Davis is laying out is that if the state owns 25 percent of the
pi peline regardl ess of who owns the other 75 percent, the state
woul d have 25 percent of the gas that it would have to get to
mar ket . The state would have to be the shipper on sonebody's
line. Therefore, he questioned why the state wouldn't becone an
equity owner if the state is a shipper accounting for 25 percent
of the revenue. He rem nded the commttee that the state would
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sign the sane gas contract regardl ess of whether the state owns
the pipeline or is part owner of the pipeline, although the
|l ength and terns of contract may differ. In all |ikelihood the
state will want to sign a long-term gas contract because the
state will want that portion of its econom cs fixed.

MR. DAVIS [referring to page 28 of the UBS packet] explained

that in a traditional pipeline funding nodel, there wll be a
LLC with a non-recourse to the sponsors, which wll actually
build the asset. He assuned that $20 billion would be required

to build the pipeline. The scenario presented assunes the state
and three sponsors each have 25 percent ownership in the
project. Each sponsor is obligated to put in $5 billion. There
is also the assunption that the state has 1 bcf a day of in-kind
gas, which is inportant because it mtigates the state's risk
from a shipping standpoint. The scenario assunmes that the state
enters into a shipping contract for 1 bcf a day. On the sponsor
side, the producers with the other 3 bcf a day of gas can enter
into a shipping contract as well. He noted that there continues
to be the assunption that the pipeline will be financed on an
80: 20 project basis. He also noted that the equity participants
woul d be obligated to pay the tariff whether the gas is shipped
or not.

MR. DAVIS, in response to a question, clarified that the state
woul d be on the hook for only its portion of the tariff. |If the
tariff is a $1.50, then [the state] would be on the hook for a
$1.50 tines a bcf a day, which ampunts to $1.5 nmillion a day.
The inportant thing to note is that the state, as a 25 percent
owner, would suffer the consequences if it ships its 1 bcf of
gas a day, but the other shippers don't live up to their end of
the bargain. However, that would be highly unlikely because one
woul dn't enter into shipping contracts with an entity that isn't
i nvestnment grade and can't pay its obligations.

Number 136

REPRESENTATI VE GATTO posed a situation in which there are four
partici pants, one of which goes bankrupt. In such a situation
woul d the same anount of gas be produced or would the anount of
gas owned by the bankrupt participant not be available, he
asked.

MR. DAVIS related that in such a situation, the bankruptcy judge

and the creditors want to maximze what they wll receive.
Therefore, if there are reserves behind the pipe, the bankruptcy
court will want to ensure they nove those reserves to nmarket to
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be sold. Therefore, those reserves will flow down the pipe and
the tariff will be paid. He clarified that his point is that if
one of the participants is in bankruptcy, the gas doesn't have
to be transported for free. The difficult situation is one in
which the gas marketer, who isn't naturally (indisc.) on gas,
goes broke and there is no gas to flow down the pipe. In that
instance, it's nore likely that the bankruptcy court aggregates
t he contract.

REPRESENTATI VE GATTO inquired as to the state's liability if
ot her participants wi thout reserves go bankrupt.

MR. DAVIS answered that the state would be liable for its
portion of the tariff. G ven an 80:20 debt/equity structure

the state could probably afford for one of the equity holders to
go bankrupt. He remnded the committee that the way these
contracts are structured "that is not non-recourse, the equity
IS non-recourse.” No one can force [the state] to put another
dollar into the [corporation] once it's built. However, with a
contract, the state can be forced to perform wunless in
bankr upt cy. If all three shippers went bankrupt, the state
would only be liable for its portion of the tariff and in all
| i kelihood, the state's equity would be elimnated because the
project would go into receivership because it couldn't repay its
debt obligations based solely on the state's portion of the
tariff. He suggested that there would probably be debt service
reserves built into the structure such that the state could
stand | ow comodity prices for sone nunber of years before [the
project noved into receivership].

CHAI R SAMJELS surm sed that could be considered the "tail" that
was nentioned earlier, and therefore sonething would be given up
at the high end.

MR. DAVIS agreed, and noted that the extent of the liability
would be the state's equity in continuing to ship gas.
Presumably, the state would continue to ship gas. However, in
all likelihood if gas prices went to a $1.00 and stayed at that
price from 2011-2050, building the pipeline would be a huge
m stake. "I don't think there's any way you' re going to be able
to structure yourself around that outconme, unfortunately,” he
sai d. In further response to Representative Gatto, M. Davis
stated the state would likely be required to purchase business
interruption insurance by the debt holders. Therefore, if the
pipeline is irreparably damged, the insurance would pay to
rebuild the pipeline which would be recoverable in the rates.
Mor eover, the shippers would pay for it.
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Number 196

MR. DAVIS continued his presentation and directed attention to

[ page 29 of the UBS packet]. He explained that the state
receives 25 percent of the gas in-kind and the state sells that
gas, the proceeds of which will likely be used to pay the tariff
and any excess funds wll flow back to the state on the

coommodity side. The nobney going into the operating entity wll
be used to cover the operating costs of the pipeline conpany.
Any excess funds will flow back out as dividends. In response
to Chair Sanuels, M. Davis said that FERC [filed tariffs]
provide for a 12 percent [return on equity].

CHAI R SAMUELS surmi sed, "In your scenario on the three-quarters
and one-quarter, we'd get our 3 percent, they'd get their
(indisc.) percent and the profit on an ongoing basis."

MR. DAVIS explained that if there is a $1 billion equity
conponent, each year the state would receive $120 mllion in
return on the equity that the state invests. Furthernore, as
the pipeline depreciates, the state will receive [a portion] of
the state's capital. Therefore, of the $5 billion the state's
"notionally" investing, the state wll annually receive one-
thirtieth of that back as well. At the end of 30 years, the
state would ve received all of the noney that it invested plus
the equity and a 12 percent return. What happens in the real
world is that entities continue to invest in pipelines after the
30 years. "Utimately, no governnent agency is going to let
sonebody run this pipeline for free and so there will be sone
type of incentive rate structure put in; you'll always be able
to earn a return on the pipeline,"” he expl ai ned.

Nunber 228

MR. DAVIS turned to a hypothetical way to fund this hypotheti cal
case [which is discussed on page 30 or the UBS packet]. In the
hypot heti cal case the state would enter into a shipping contract
for 1 bcf a day with the operating conpany. One way to fund
that obligation would be to issue $4 billion of revenue bonds,
which is 80 percent of the project debt, backed by the federal
| oan guar ant ee. The state would also have a $1 billion tax-
exenpt revenue bond backed by various sources of credit support.
The $1 billion would "notionally" be the state's equity portion
of the project. M. Davis noted that rather than funding the $1
billion with debt, the state could wite a check for all or a
portion of it. He noted that there are various ways in which to
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protect that, such as the general fund, the property taxes, the
permanent fund, et cetera. The dividends that would conme out of
the operating conpany would be used to pay back the revenue
bonds because that wll be the return on the capital. He
characterized the equity side of this as the "freeboard" because
the state would receive say 12 percent annually plus one-
thirtieth of the noney back every year. The aforenentioned
would go straight into the state's [coffers] or be used to pay
of f these bonds. M. Davis explained that the state m ght need
this other credit support because the other source to pay off
the debt is the tariff, which allows the state to capture 100
percent of its costs. Therefore, this would be geared to a 1:1
ratio, which is frowed upon in the financial market because the
state wouldn't be able to cover its obligations if anything went
wrong under such a scenari o.

MR. DAVIS pointed out [referring to a chart on page 31 of the
UBS packet] that if one |ooks at the excess revenue to the
state, one sees that the gas price in Al berta has to be around
$2.00 ncf for the state to breakeven. He noted that this
project probably wouldn't be built unless the project is 100
percent contracted. M. Davis then turned attention to page 32
of the UBS packet, which outlines the expected benefits and
potential risks to the state. One obvious benefit to the state
would be the freeing of significant stranded assets that would
provide a lot of liquidity to the state. Furthernore, the
state, as an equity participant, would be able to contribute in-
kind gas in order to support the state's portion of the
pi pel i ne. Moreover, the state, as an equity participant, would

have limted its risk exposure to $1 billion with a $20 billion
project. "If you look at that risk-reward conti nuum you get 25
percent of the upside, you' re bearing 5 percent of the cost in a
di saster scenario,” he related. He highlighted that the

conbi nation of shipping contracts, federal |oan guarantees, and
the state's noral obligation creates a clearly financeable
structure in the current narket.

MR DAVIS said that npbst of the risks to the state have been

revi ewed. However, he remnded the committee that if other
sponsors don't perform on their obligations, that would be bad
for the state. If the volume of equity gas produced by the
shi ppers doesn't neet its contractual shipping obligations to
the pipeline, the state will still have to pay its contractual
obl i gati on. Al though there will be various sources of excess
revenue to make up that difference, the state would still have
to pay its contractual obligation. He noted that the state

could sell that capacity to sonmeone else. Again, it would be a
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bad outcone for the state if the revenues from the sale of the
gas are less than the [shipping] tariff and the state would
suffer directly the difference between the sales price for a
nol ecule of gas and the cost to ship it down the pipeline.
Therefore, UBS s analysis has determned that the gas price
would have to go to less than $1.73 in Alberta. However, he
rem nded the commttees that other sources of revenue in the
project would help mtigate the aforenentioned to sone degree.
M. Davis said that the state should also keep in mnd that the
state, as a shipper, wll want to mnmake sure that whoever
contracts for the tariff within the state has the financial
resources to neet that obligation. Agai n, he highlighted that
it wll be difficult to input an equity conponent in the capital
structure of higher than 20 percent if the state has an 80
percent federal debt guarantee.

SENATOR THERRI AULT requested [referring to page 31 of the UBS
packet] sone clarity regarding when the state is in the bl ack.

MR DAVIS clarified that the state would be in the black at
$2. 00. However, if the price of gas falls below $1.73, the
state would have other sources of noney to offset that [price].
He, remnded the commttees that other producers wouldn't be
able to avail thenselves of those other sources of noney.

SENATOR ELTON pointed out that if the state is an equity owner,
it would al so receive revenue fromthroughput.

MR. DAVIS agreed, but characterized it as "it's like losing

noney and naking it up on volune." He posed a situation in
which the state's tariff obligation to itself and its
bondhol ders is $1.75. If the state can only sell the gas for

$1.50, then for every nolecule of gas shipped down the pipeline
the state would | ose $. 25.

Nunmber 387

JOE FORRESTER, Managing Director, UBS Financial Services Inc.,
highlighted the significance of the federal |oan guarantee in
terms of changing the state's risk profile and guaranteeing
mar ket access at the best possible rates. M. Forrester
suggested that the commttees bear in mnd that under existing
| aw, federally guaranteed debt for a project of this type nust
be taxabl e. "You can do a piece of a project with the federal
guarantee debt on a taxable basis and the renminder of the
portion on a tax-exenpt basis, if you conmply wth applicable
rules,” he related. In the hypothetical case presented by UBS,

JT. JBUD/ SRES COW TTEES -45- Cct ober 13, 2004



if the state attenpts to do any portion of the $1 billion on a
t ax- exenpt basis and are subject to the general rules applicable
to other Kkinds of tax-exenpt financing by other tax-exenpt
issuers there will be constraints upon the business structure
the state devel ops. In this context, if one is discussing 25
percent ownership by the state, the inpact of the private
activity bond rules is the nature of the sales contracts at the
other end of the pipeline. Generally speaking, the private
activity bond rules, in the context of a revenue producing
project, restrict the anmount of the project that can be financed
W th tax-exenpt bonds that are subject to private business use.
"And if you have a long-term contract, the tail end of the
pipeline to sell gas to other than a state or |ocal governnent
unit or a 501(c)(3) entity, that represents tainted private use
and you fall into the trap of issuing taxable private activity
bonds, " he expl ai ned.

MR. FORRESTER, referring to page 34 of the UBS packet, stated
that he would be remiss in not nentioning taking advantage of
the unique status of the Al aska Railroad Corporation under the
| RS code. Prior to 1984 and again in 1986, a nunber of entities
were entitled to issue tax-exenpt bonds for purposes beyond the
constraints and limtations inposed by the RS code on donestic,
state, and local governnment units. He noted that in the case of
the ARRC, the Railroad Transfer Act contained Iimted exenptions
from those constraints. At least for railroad purposes or
projects connected to the railroad, ARRC should be able to issue
t ax- exenpt bonds free of the private activity bond limtations.
If one just |ooks at the words, there are no limtations at all.
Therefore, ARRC would be authorized as a matter of "black letter
wit" to finance the entire $1 billion of remaining non-
federally guaranteed state contribution on a tax-exenpt basis

Furthernore, it could finance the ExxonMbil Corporation equity

contribution on the federally guaranteed part. Whet her the
af orenenti oned authority could be used on a real world matter
is a political decision the state faces. M. Forrester

concl uded as foll ows:

Nonet heless, | think it's inportant to realize that
the inportant thing from the standpoint of the state
ought to be to develop a business plan that nmakes
sense away from tax-exenpt financing, see if you can
then tweak that business plan to enable you to take
advant age of tax-exenpt financing or to finance pieces
of the project on a tax-exenpt basis that don't
involve the kinds of private business issues that the
pipeline itself m ght present.
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Number 471

SENATOR GUESS requested that M. Forrester review the nodel in
which the state wouldn't use ARRC for the $1 billion of equity
the state nust provide in the hypothetical case.

MR. FORRESTER clarified that the followng is his personal view,
not that of UBS. He opined that Alaska has gained a great
victory with the federal |oan guarantee, which he characterized
as the linchpin around which the state should build its business
nodel . He foresaw the US Departnent of Treasury and the I|IRS
getting very wupset with an attenpt to finance free of the
private activity bond rules a project that wasn't a "twinkle in
the eye of Congress” when the special |anguage was inserted for
[ ARRC] and the Railroad Transfer Act. The state nust ask itself
whether it wants to fight the aforenentioned battle in order to
achieve only increnental financing cost benefit when the state
can develop its business nodel such that 20 percent of the sales
are at the tail end of the pipe into the spot nmarket and clearly
fit wthin the private activity bond rules and not rely on
ARRC s exenpti on.

REPRESENTATI VE CROFT noted that the aforenmentioned refers only
to the bonding part [of the project] and there's another tax
advant age, whi ch IS t he [state's] t ax- exenpt st at us.
Representative Croft related his understanding that the state
woul d decide not to take advantage of the state's tax-exenpt
bondi ng status, and therefore the state |oses sone tax benefit
there while retaining its [tax-exenpt] entity status. He asked
if those two status are roughly equal or is one nore inportant
than the other in terns of long-termprofitability.

MR. FORRESTER opined that the [tax-exenpt] entity [status] is
much nore inportant than tax-exenpt bonding, although he
mentioned that it would be nice to have both.

Nunmber 522

MR. DOHERTY provided the follow ng conclusions [referenced on
page 35 of the UBS packet]. He related that optimal risk
sharing is critical to the project's success, which he indicated
meant using other people's noney first. He highlighted the
benefits of securing the federal |oan guarantee for a portion of
the project; securing non-recourse project financing; securing
|l ong-term fixed commodity price and throughput contracts from
producer s/ sponsors; securing a portion of contingent commodity
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risk protection from shippers. M. Doherty turned attention to
page 36 of the UBS packet, which relates UBS s conclusions

regarding the state as an equity participant. He opined that
the state as an equity participant is viable if structured
appropri ately. Wth the state as an equity participant the

state frees its stranded assets; can contribute its in-kind gas
to purchase 25 percent of the project as an equity participant;
can create effective and appropriate risk sharing anong the
state, other equity participants, and the federal governnent;
and can mtigate sone of the commodity price risk.

REPRESENTATI VE CROFT turned attention to the follow ng statenent

on page 36 of the UBS packet, which read: "State effectively
contributes its in-kind gas to buy into 25% of Project as an
equity participant.” He questioned how the state will use its

in-kind gas to [buy into 25 percent of the project].

MR. DOHERTY explained that if the state is a 25 percent owner of
the project, the state needs to contribute 25 percent of the
gas. Therefore, if the state structures its royalty reginme such
that it has beneficial interest in 25 percent of the gas being
produced, the state would be on equal footing with a one-quarter
participant in ternms of the gas being contributed to the project
or an equival ent shipping contract rate as well as an equival ent
return on capital in the program

REPRESENTATI VE CROFT surmi sed that the state has a royalty share
of about one-eighth and a severance [tax] that approximtes that
in ternms of inpact. However, he didn't believe that the state
owned one-quarter

MR. DOHERTY agr eed. He specified that UBS is suggesting the
state review the overall Stranded Gas Act as well as the overal
negotiating position of the state's potential returns and taxes
for this gas to possibly conbine [the severance tax and in-kind
royalty] for a |arger percentage. M . Doherty posed an exanple
in which the percentage is 15, and suggested that the state
could nmodify its equity level participation.

CHAIR SAMUJELS surm sed then that M. Doherty is saying that
under the state's current deal, the state could take its eighth
and the severance tax and property tax and could roll it "on to
a ball" and say that [the state] gets 25 percent of the gas.

MR. DOHERTY agr eed.

JT. JBUD/ SRES COW TTEES -48- Cct ober 13, 2004



REPRESENTATI VE CROFT surm sed that would nodify every |ease [the
state] has now. He commented that the Stranded Gas Act woul dn't
just be rewiting the tax structure.

MR. DOHERTY interjected that there would be a different regine.
Nunmber 647

MR. DCHERTY pointed out that on page 37 of the UBS packet it
lists aspects that UBS hasn't addressed today. The detail of
those are found in Appendix 2 of the UBS packet. He said that
there are other avenues available to mtigate risk or contribute
to the overall pipeline system in ternms of alternative business
nodels, that although ancillary to the federal guarantee and
equity participation, can still bring val ue. M. Doherty said
that UBS has attenpted to provide a road map with regard to the
ri sks, assessing those risks, mtigating risks, establishing a
hypot heti cal business nobdel from an [equity perspective that is
viable and provides significant return to the state in nearly
all comodity price environnments].

TAPE 04-31, SIDE B

SENATOR GUESS inquired as to how a situation would be structured
such that there would be access for future devel opnent as well
as the ability to use natural gas in-state.

MR. DOHERTY suggested that there are several factors already in
pl ace and can be put in place to ensure that access. First, if
the federal |oan guarantee is wutilized, it includes several
provi sions that ensure Al askans can participate from an equity
perspective and utilize the gas from the North Slope for |oca
Al askan use. Furthernore, [the federal |oan guarantee] includes
significant ability for Alaskan corporations to participate. As
it relates to how the state decides to negotiate the underlying
contracts wth the participants, the state clearly has
significant latitude to incorporate policy and econom c isSsues
as well as other inportant aspects that aren't financial.

MR. DAVI S addressed the issue of expansion. He expl ai ned that
once the base pipeline is in place, expansions are econonic
because they increase conpression on the pipeline or can |oop
the pipeline. Therefore, every expansion to the pipeline
results in a decrease in costs for all the shippers. Therefore,
he suspected that there may be the opportunity to expand the
pi pel i ne. He related that in his experience with pipeline
expansions, the first couple of expansions are very economcC.
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CHAI R SAMJELS interjected, "Everybody wins if it goes down, and
then there's an argunent on increnental after that, | believe is
what we've been told."

Number 690

SENATOR ELTON recalled that on page 35 of UBS s packet it
di scusses risk sharing and expresses the need to secure |ong-
term fixed comodity pricing for shipping contracts. He
inquired as to the duration of a typical shipping contract now.
He al so asked if a typical shipping contract spreads the risk

MR. DOHERTY turned to the hypothetical case in which the state
is an equity participant, and related that there is a natura
hedge in terns of entering into a long-term contract for that
gas because that equity participant owns it. Furthernore, if
the sponsors and the current owners of the reserve participate
as shippers, there is a natural hedge there as well. If the
contract is less than the term of the debt, there is sone
renewal risk. However, from the bond market perspective, that
renewal of the contract risk can be noved through structurally.

SENATOR ELTON asked if the aforenentioned is predicated on the
producers being the pipeline sponsors. Furthernore, wll the
answer remain the sanme if it isn't a pipeline by the producers,
he asked.

MR. DOHERTY said that the state would receive significant
benefits fromthe federal |oan guarantee.

MR. DAVIS interjected that Alaska is a unique case. If the
sponsors of the project are the producers, the sponsors wll be
willing to enter into much |onger contracts than the state would
be able to under a third-party shipper scenario. He opined that
in today's market, the Ilikelihood of getting users to sign up
for a significant portion of the capacity say 12 years hence for
15 years in the future is renote. Therefore, he suggested that
it is going to be the producers. He related that in today's
market, a very long-term contract is 10 years and for a pure
proj ect advance pipeline a 15-year contract would be long-term
The mar ket has becone much shorter termin the |last five years.

Number 721

MR. ZI GLAR concluded by saying that the UBS presentation has
tried to provide the conmttee with "the good, the bad, and the
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ugly.” He noted that although there is a lot of good with the

project, there are sone risks. He opined that nost people as
well as the US Congress would agree that this pipeline is good
for national energy security. Furthernore, this project would

have a great positive inpact on the state and its econony. The
congressional action was positive and seens to express the need
for the state to nove along [in constructing the pipeline].
Based upon a nunber of scenarios reviewed by UBS, UBS believes
that the Alaska project is both feasible and financeable.
Furthernore, UBS believes that the state can participate as an
equity participant with reasonable risk and an attractive return
to the state if the state decided to be an equity participant.

The conmittee took an at-ease from3:40 p.m to 3:54 p.m
Nunmber 761

PHI LI P KOROT, Senior Vice President, Lehman Brothers, inforned
the commttees that the commttee packets should include fairly
extensive witten testinony from Lehman Brothers, from which
Lehman Brothers representatives intend to highlight key issues.
He explained that Lehman Brothers' comments are directed at an
overview of the capital nmarkets and public-private partnerships
in the capital markets concerning the energy sector. He related
that since 2003 Lehman Brothers has been the nunber one
underwiter in the US equity and energy new issuance nmarket.
Furthernore, it has acted as a book-runner on 39 transactions
worth almost $6 million. During that sane period of tine,
Lehman Brothers has been the nunber one wunderwiter of US
i nvest nent grade energy debt, acting as a book-runner on over 20
transactions worth $9.5 - $10 mllion of debt issuance. Lehman
Brot hers has al so been naned project finance house of the year.
He noted that Lehman Brothers is involved on the equity side as
well as the fixed inconme side with nost of the major projects
around the world as well as with nost of the energy sector
pl ayers around the world. M. Korot characterized the
di scussion [on Alaska's project] as a conbination of what the
state can do from a public finance standpoint or from a public
venture standpoint, either in partnership or coordination wth
the energy sector, the producer, or the pipeline.

MR. KOROT announced that he would provide an overview of the
mar ket, sone observations of the market, how those would
general ly inpact Al aska's project, and how those would generally
i npact sone of the negotiations and decisions yet to be nade.
Until the details are decided, it's hard to know exactly what
direction the project or projects should take. In general
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terms, the projects that have been discussed, whether the LNG
project or the pipeline through Canada, are economcally
feasi bl e and financeable in the capital markets.

Number 793

ROBERT M LIUS, Senior Vice President, Lehman Brothers, said that
he would begin by relating sone general conditions in the
capital markets as well as certain trends that will inpact the
financings of the Al aska project. He noted that nost of the
time and effort spent on this matter was done before the federal

guarantee was avail able. Therefore, the framework was in regard
to what could be acconplished in the private sector capital
markets w thout nuch governnent support or incentives. He
related that he would also focus on how he believes the Al aska
project will be received by the capital markets and the handfu

of issues that will require significant managenent in terns of
driving the marketability and financability within the capita

mar ket s. He said that he will also discuss specific financing
structures, options, and alternatives available as well as how
the Lehman Brothers sees the role of the state and federal

governnments in noving this project forward.

MR MLIUS turned to the general thenmes of the capital narkets,
and acknow edged that sonme of the thenes are fleeting. The
first thenme is that over the last year and a half the econony
has been strengthening, although there has been a fair anmount of
volatility. The second thenme is that energy has been "red hot"

in the capital markets. Never before has there been such
appetite for exposure to the energy sector, within the equity
capital markets as well as the fixed incone side. Virtually,

all sectors of energy is trading at all tinme highs in the equity
mar ket .

REPRESENTATI VE CROFT asked if people want to push noney into
this or is there a lot of noney that wants to enter into the
energy equity market.

MR. MLIUS answered that he believes some of it has to do wth
commodity price fundanentals. Interestingly, if one were to
| ook at the stock for Chevron Texaco, it recently reached nore
than $50 a share. The last time that stock was at that point,
it was spring of 1999 when oil prices had dipped to about $10 [a
barrel] at the end of 1998. When oil prices recovered and the
price [per barrel] hit the md to upper teens was the last tine
Chevron Texaco was at the price it currently sits in the equity
markets. Now it's a very different comodity price environnent,
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and therefore one could argue that this market is under bought
rat her than needing to be sold. More relevant to this project
is the nost recent time of strong gas prices, which was 2001.
At that point, gas prices were backward aided and the forward
curve was a declining forward curve. However, today gas is in
the $5-%$6 range and oil prices five years out are in the $30-$35
range. There is no precedent for such perceived sustainability
of commobdity prices in the history of the energy markets. In
fact, across the board this is an all time high of comvodity
prices and there's a strong view that these conditions are

sust ai nabl e. The key nessage is: "The capital markets are very
much aware of these trends in comodity prices, obviously, and
also have a view with both equity analysts ..., fixed incone
analysts on Wall Street, and other industry experts sort of

share the view that cormodity prices are sustainable.™

MR. MLIUS turned to interest rates, which are at close to 40
year | ows. However, wthin the energy [market] the supply of
new corporate debt issued into the capital markets has declined
meani ngful ly. Just a couple of years ago, new supply was in the
$30-$35 billion a year range, while today it sits at $12-%$15
billion. There is a fundanental supply-demand tension that
works to the benefit of issuers, and because of the strength of
the commodity prices, he viewed it as sustainable. What ' s
happening is that all +the energy conpanies are generating
tremendous anounts of cash that they are using to pay down their
debt or buy back stock. For exanple, Chevron Texaco, ExxonMobi |
Corporation, and BP all have negative net debt, which neans
their debt 1is approximately zero. The aforenentioned 1is
important to understand because investors in the fixed incone
mar kets essentially have no opportunity to gain exposure to big
oil because there are no bonds to buy. Therefore, the only
opportunity the capital markets have for exposure to these
conpanies in the fixed incone side is this type of non-recourse
project financing type debt that my be issued for Alaska's
proj ect.

MR MLIUS turned to the re-enmergence of non-recourse project
financed debt, specifically within the energy sector. The |ast
time there was a significant anmpunt of new issuance of this non-
recourse debt was in the late 1990s when there were a nunber of
project financings in Venezuela to finance the public-private
partnerships in the oil sector. At about the sane tine, the
first LNG project in Qatar was financed in the capital markets.
However, in the late 1990s there was a tough period in the
econony when Russia defaulted on its debt and the capital
markets had limted appetite with regard to placing noney in
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energing markets. Cbviously, Alaska is in a different situation
than in other parts of the world. He predicted that in the near
termthere will be a significant anmount of new issuance of this
sort of project finance debt. He provided exanpl es.

Nunber 811

REPRESENTATI VE CROFT renmarked that those exanples could nean
that there's a market for it or that it has been used up. He
surmsed that M. MIlius neans that there is significant unmnet
dermand for even a project of the size of Al aska's project.

MR, KOROT answered, "Significant capacity to take it in." He
estimated that the cost of capital for a project of this size
and conplexity is probably in the 8-9 percent range on a bl ended
basi s. Qovi ously, the aforementioned would vary dependi ng upon
when the project cones to market, the interest rates at that
time, the extent of the federal |oan guarantees, and the various
participation of other pieces of debt. "There's a significant
positive aspect in the market, both for this type of project
finance as well as the various segnents of the project finance,
whet her or not they have federal guarantees,"” he said.

MR MLIUS, in further response to Representative Croft, related
that Lehman Brothers believes that [the Al aska project] is
em nently financeable in the capital markets, both in the fixed
income side and the equity side. The later is inportant because
there still remains a fair anount of uncertainty regarding who
will ultimately own the equity in this project. There is the
potential for a significant anmount of equity ownership in this
project in the capital markets. He reiterated that he sees an
incredi bly robust appetite for exposure to a project like this.
| nvestors understand the dynamcs in the natural gas nmarkets in
the US and increasingly understand the structural deficit that
is faced in the US The investors also see this as a market
that wll <continue to be strong from a conmodity price
st andpoi nt .

Number 950

VR. MLIUS turned to the key selling points and key
considerations with Alaska's project as well as the framework
Lehman Brothers woul d suggest. |If one observes the fundanentals
in the US natural gas narkets today, one would see that the
production in the Lower 48 market is in the neighborhood of 19
tcf a year and pipeline inports from Canada have been fairly
consistent over the last 2-3 years at about 4 tcf per year,

JT. JBUD/ SRES COW TTEES - 54- Cct ober 13, 2004



whi ch anobunts to a market of about 22-23 tcf a year. He related
that LNG has been a mniscule part of the equation and only in
the last two years has it averaged 400-500 bcf total, which is
| ess than 2 percent of the total market. Over the next 15 years
or so, Energy Information Adm nistration (EIA) projected data
shows production in the Lower 48 at about 18-19 tcf and pipe
inports from Canada at about 4 tcf per year, both flat.
Assum ng demand rises to 30-35 tcf, there is a potential gap of
12-16 tcf per year that needs to cone from sonewhere. \Wile the
first-nover advantage is very inportant, he enphasized that it's
al so inmportant to remenber that if the true projections are that
demand will rise to 32-35 tcf per year and if EIA data is
correct that Lower 48 production is flat, the US will need all
the gas it can find from all possible sources. Therefore, even
with the potential in Al aska of a 4-5 bcf per day range, which
woul d increase [the Lower 48 production] to about 2 tcf per year
with LNG inports of 6 tcf per year 7-10 years out, there is only
9-10 tcf total and that amounts to about 32-33 tcf per year
goi ng forward.

REPRESENTATI VE CROFT asked if 6 tcf is an optimstic nunber for
LNG

MR MLIUS replied yes, for the near termin the next five to
seven years.

REPRESENTATI VE CROFT related his understanding that M. MIius
believes there is a potential market with just equity investors.

MR MLIUS said that what he is talking about is simlar to
i ndependent pipeline conpanies. The potential market that is
potentially interesting is the master limted partnership (MP)
market, which has growmn to be about a $60 billion nmarket.
Hi storically, the MP narket has been sold into the retai
mar ket pl ace and its investors seek vyield. The MPs are tax
efficient entities that are publicly traded partnerships that
don't pay taxes at the corporate level, although the partners
are taxed individual. The MP nmarket is potentially a very
"deep one" for a project such as this, although he surm sed that
there mght need to be changes to parts of the tax code to
broaden the nmarket to potentially draw nore noney into a project
like this. The Al aska project is exactly one in which the MP
market wll be very interested. Therefore, he related that
there are pockets of equity capital beyond the sponsors and
i mredi ate stakeholders who are interested in owing a piece of
this project.
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MR, KOROT remarked that just as there are different types of
fixed income or debt instrunents in financing the project,
Lehman Brothers believes there are different ways in which to

bring the parties together to provide the equity. Having a
capital market conponent of the equity is an alternative that is
attractive. The question is how to bring the |owest cost of

capital to the project on a blended basis while taking advantage
of all of the benefits available so that the tax |aw changes on
depreciation nean that the dividends on an MP are basically
equivalent to a tax-free return for a potential equity investor.
Therefore, the rates of return could be offset because [the
investors] are Ilending the noney, putting in equity, and
receiving a tax-free return.

REPRESENTATI VE CROFT surmsed, "In effect, the accelerated
depreciation cannot just be an incentive to get this thing
started; we can alnost sell it. ... that beconmes sonething that

can |l ower our cost of capital because of its tax advantages to
i ndi vi dual investors."

MR. KOROT agreed with Representative Croft to the extent that
the producers don't own the equity in the project. "And we've,
in essence, securitized it in the capital markets; that sort of
benefit which we pass through to those owners on their pro-rata
share basically gets their returns to be |owered based upon the
fact that those returns now are sheltered or tax free." The
goal is to bring down all of the costs of capital such that the
project is at a lower [risk] point.

Nunber 080

MR MLIUS reiterated that to sone extent there is a first-nover
advant age. However, he predicted a very neaningful structural
deficit that worsens over tinme and thus results in trenendous
potential for Alaska's project. M. MIlius announced that he

woul d now discuss how this project would be perceived in the
capital markets, the strengths of the project, the risks of the
project, and general ideas regarding how the risks could be
managed. He opined that this project would be very well
received in the capital markets on the equity and the debt side.
| ndustry fundanentals are conpelling and robust and many believe

those fundanentals are sustainable and will potentially inprove.
Anot her positive for this project is the incredible sponsorship
this project will have when taken to the capital market. He
clarified that the sponsorship refers to the state, all three of
the producers, and the pipeline operator. M. Mlius related
the belief that the capital markets wll be sonmewhat route
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neutral when viewing this project. In addition to this
tremendous stranded gas resource being comrercialized and
devel oped, there is the national energy security aspect to this
proj ect. Whet her the project is a pipeline that noves through
Canada or an LNGoriented project, it wll sell well in the
capital markets if it's structured appropriately.

MR. KOROT interjected that either of the routes, froma capita
mar ket standpoint, can be financed for both the debt and the

equity. Certainly, the guarantees and the accelerated
depreciation nmake it nore financially attractive while |owering
the cost of capital. M. Korot related that the ability to

structure both in today's narketplace mnekes them attractive
investnments for the various classes of investors. Moreover, the
ability to start a project relatively soon would be of utnost
i nportance froma capital market standpoint.

Nunber 137

MR MLIUS turned to the risks associated wth a project the
size of the Alaska project. There is sone resource and geol ogy
risk associated with the North Slope gas reserves, as well as
environmental, regulatory, legal, and permtting risks. To a
| esser extent there is sone political risk. Mor eover, there is
technology- and facility-related risk related to whatever
project is devel oped. M. Mlius said that he wanted to focus

on the project conpletion risk and market risk, which will drive
the marketability and financeability of the Al aska project. The
aforenmentioned wll be the tw things on which the rating
agencies will focus the npbst when rating the project. Wth

regard to the construction risk and the conpletion guarantee

project finance lenders don't typically take construction risk

Usually a conpletion guarantee from credit worthy parties would
be required in order to provide a standby equity commtnent to
pl ace nore noney in the project to fund cost overruns. Although
it's nost likely that the equity holders of the project would
provide the conpletion guarantee, it doesn't necessarily have to
be. A conpletion guarantee is also [required] because the debt
hol ders want to know in a "doons day" scenario how they would
obtain their noney back. The potential for federal |oan
guarantees is very significant, although there is probably a
fair ampunt of details regarding how they exactly work

Prelimnarily, M. Mlius said that the federal |oan guarantee
will make investors confortable during the construction period
because those investors will receive their noney back. However,
because only up to 80 percent of the overall cost is being
guaranteed, all of the cost overrun risks associated with the
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project haven't be underwitten. Therefore, the equity holders
or whonever would provide the conpletion guarantees would bear
the cost overruns. The federal |oan guarantee has significantly
cut the level of risk for whonmever bears the conpletion
guar ant ee. The nost logical parties to bear the conpletion
guarantee would be the equity holders, who would |ikely include
t he producers.

MR, KOROT clarified that Lehman Brothers' views the pipeline as
a transportation nechanism VWile it's logical for the
producers to be involved in that transportation mechanism to get
the assets out of the ground, it isn't the only way to do it.
Still, it remains reasonable to assume the producers would
participate and their participation has been significantly
reduced by the participation of the federal governnent.

MR MLIUS reiterated that whomever provides a conpletion

guarantee wupfront wll expect a disproportionate share of the

rewards on the backend. "Those rewards conme in the form of

participating sone way in the benefits of this overall project
when gas prices are above the ... operating costs and

capital costs of the project ...," he said.

Nunber 002

MR MLIUS infornmed the coommttee that there is precedence anong
gas devel opnents and pipeline financings in which fixed incone
capital market investors have taken on some of the risk. For
exanple, the Express pipeline done in 1988 had nmultiple
traunches of debt of which sone of the nore senior traunches of
debt were secured by contracts that were taker pay, hell or high
water, floor price type contracts. The sane pipeline had a nore
junior traunch of debt in the capital structure in which
investors were taking "merchant risk." More recently and nore
relevant to Alaska's project, Qatar's initial financings back in
1996 and 1997 were all supported by fixed-price contracts wth
specific off-takers and | ong-term contracts.

TAPE 04-31A, SIDE A

MR MLIUS related that the direction that market is nmoving in
and the structure in which it looks to put in place is one in

which nore of the risk will be borne by the capital market
i nvestors around gas prices, which he said is true for a variety
of LNG projects around the world. Furthernore, the trend is

that LNG contracts are shorter in duration while the spot narket
for LNG is grow ng. M. MIlius opined that the markets are
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noving in a direction in which nore nmerchant risk is sonething
the capital projects will be willing to bear around gas projects
or LNG projects. A key question that will drive an investor's
wllingness to take on that risk is regarding where the project
fits on the overall global cost curve for gas on a delivered
basis to the end narkets.

MR MLIUS turned to the issue of nmanaging the risk and how it
woul d be apportioned anong the stakeholders, and related that
there are a lot of options. The nost obvious option is that the
state or federal governnent would underwite sone floor price

for natural gas. However, he said he understood that the
federal governnent isn't interested in the aforenmentioned for
this project. Therefore, he opined that Al aska would al so want

to avoid that option. Anot her option would be in which off-
takers of the gas would provide a floor, which would be done

through a taker-pay contract. 1In the aforenentioned option, the
investor would need to closely review the creditworthiness of
the off-taker. A third option would be a "collar structure” in

which there would be a floor and ceiling price for gas. Under
the aforementioned option, the [producers] would approach the
off-takers and in turn for a long-term conmtnment to a price,
the producers would be willing to cap the price. Ther ef or e,
there woul d've been sone discussion regarding how to structure
the risk and whether a governnent would need to bear sone of the
risk. Effectively, the risk would be apportioned to the private
sector, who would bear it through conmmercial arrangenents
through which they shared [the risk]. Wth gas prices in the
$5-$6 range, there is the potential that wutilities and
municipalities in the Lower 48 would have significant
[incentive] to sign long-term contracts with favorable prices.
The challenge is that the trend with gas supply contracts has
been toward shorter duration. Therefore, the utilities and the
municipalities in the US will likely view that as a significant
risk for a 20-year contract. The fourth strategy would be one
simlar to that of the Express pipeline in which there were
multiple tiers in the capital structure and each supported by
different kinds of contracts wth different elenents of
certainty around gas prices.

MR MLIUS said that UBS didn't cone with all the answers
regarding how [a contract] could be structured. However, the
issue around gas price risk is one that the capital narkets
increasingly understand and are wlling to bear a neaningful
anmount of risk around gas prices, provided that the project is
reasonably conpetitive on the cost curve. Furthernore, he
opined that there are many potential solutions and routes to be
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explored where this risk would be borne anong the comerci al
private sector parties rather than in the public sector.

MR. KOROT opined that the biggest risk is to do nothing because
the long-term economc viability of the state and its revenues
will be inpacted if nothing is done. The risks associated with
this project don't jeopardize any of the state's other prograns
or revenues. The question is how to take an asset in the ground
that doesn't have a value and nove it to market so that it
generates revenues and provides the services in a tinely
fashion. The w ndow, he opined, isn't open forever. The types
of financing one reviews for the Alaska project are bifurcated
and structured such that the cost of capital is |owered, but not
by increasing the risk on a recourse basis to the state or
potentially putting the future prograns of the state at risk.
Rat her, he suggested creating a financeable project that can be
split into many segnents, including a public-private venture.
This is a process done in many industries. M. Korot said that
it's not Lehnan Brothers' job to tell the state what to do, but
rather to relate that the capital markets understand that this
type of project is feasible and can be done in today's market
with relatively attractive overall costs of capital.

ADJ QURNIVENT
There being no further business before the conmttees, the Joint

Commttee on Legislative Budget and Audit and Senate Resources
Standi ng Conm ttee neeting was adjourned at 4:43 p.m
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