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CHAI R SCOIT OGAN called the Senate Resources Standing Conmmttee
neeting to order at 3:35 p.m Present were Senators Ralph
Seekins, Thonmas Wagoner, Fred Dyson, Kim Elton, Georgianna
Lincoln and Chair Scott Ogan. Senator Ben Stevens arrived at
3:40 p.m Chair GQgan announced that M. Mrgan, AGIC, M.
Marushack representing the producers, and M. Hanley, Anadarko

woul d speak before the cormittee and stated:

NALASKA STRANDED GAS ACT APPLI CATI ONS

The purpose is not to Mnday-norning-quarter-back the
events of last week, but to be nore forward | ooking on
where we’'re going, not where we’ve been and to try — |
think it’s inperative upon the Legislature to consider
whet her or not we should nake a policy call on what’s
in the best interests of the state — whether it’'s to
have a producer owned and operated pipeline or an
i ndependently owned and operated pipeline and what do
both groups bring to the table - the pluses and
m nuses and advant ages and di sadvant ages. ..

MR, KIRK MORGAN, Vice President and Project Mnager, Al aska GGas
Transm ssion Conpany, thanked the <chair and commttee for
inviting him to share his views on the proposed Al aska gas
pipeline project and AGICs Stranded Gas Devel opnent Act
application. He stated that he is a former enployee of Northwest
Al askan Pipeline and, in the early 1980s, coordinated all the
field prograns and acquired the estimated 4,000 permts to
execute the project. After it was suspended in late ’'82, he
continued to work wth Northwest Energy Conpany, which was
acquired by the WIIlians Conpanies. Since then, attenpts have
been made to restart the project and reconstitute the old Al aska
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Nort hwest Natural Gas Transportation Partnership. Mst recently,
an attenpt was made in 2001, but the attenpt was not successful.

Today, he is back as a result of sonme of WIllianms’ assets being
acquired by M dAnerican Energy Conpany. M dAnerican believes
that there is a grow ng supply/demand inbal ance in the Lower 48
states from new power generation, general economc growth and
conversions to natural gas (relating to the Clean Air Act). New
devel opnment, like the Alberta Q1| Sands, requires an imrense
anount of gas to produce, for instance. At the sane tine, the
Lower 48 supply basins, except the Rocky Muntain basin, have
been decl i ni ng.

Even the western Canadian sedinentary basin, which
really fueled the growmh of the Lower 48 for the | ast
one or two decades is now in decline. The initial

di scoveries are smaller; the drilling costs are higher
and the decline rates have increased, as well. So,
al though you have record anounts of drilling that

occur in western Canada, they' re just barely able, in
fact, they are not able to keep up with production and
certainly not able to keep up with the export volunes
to the Lower 48.

Predictably then, you see higher gas pri ces,
substantially higher gas prices. They ve doubled in a
couple of years and that’'s contributing to at least a
| evel of demand destruction in the chemical areas — in
the alum num manufacturing, in fertilizer businesses
and that’s certainly not healthy for the U S. econony.
So, the market has recogni zed that and there are now,
since the fanobus G eenspan proclamation, there are now
nore than 40 proposed liquefied natural gas inport
termnals in the US and Mexico that together
represent nore than 30 BCF of potential new supply
that would cone to the U S. That is really what drives
our belief that the timng for the Al aska natural gas
pipeline is critical — it’s inportant and it is now.

Most of those LNG termnals do not propose to be in

service wuntil, perhaps, 2008 or 2009. Those are
probably optim stic schedules, but it’s inportant that
if Aaska gas is to be comercialized, it be

conpetitive with the LNG resources that are being
proposed to cone to the United States. Alaska gas is
wi dely viewed by nost people that forecast gas to be
over the horizon, to be sonething in the 2016 or 2018
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time period. Qur view at Alaska Gas and M dAnerican is
that that schedule needs to be accelerated and that
Al aska gas should conpete head on head wth the
proposed LNG i nport term nals.

The project, however, has started and stopped a nunber
of times and it really suffers from a lack of
credibility. W have believed since we cane up to
Al aska that Al aska really needs a devel opnent partner
that wll be fully aligned with the interests of the
State of Alaska and will actively push this project
forward to an early in-service date, which we proposed
to be Decenber 2010. So, that alignnent 1is very
inportant and in terns of what are the state’s
interests, we feel |ike independent ownership of the
gas pipeline is in the state’s interests.

We think that market structure matters and it matters
a lot. W have extensive experience in California -
and what you saw there contributing to an energy
crisis was a broken market structure. Hopefully, we’ ve
| earned sonme lessons from California about narket
concentration and market power and transparent nmarkets
and we think that an independently owned pipeline wll
enabl e functional gas markets to occur.

Qur proposal is to wutilize existing down stream
pi pelines so that we can access diverse markets across
Canada and the United States. It's a fundanental
di fference between our proposal and a bullet line to
the Chicago area. W think that having greater market
access does a couple of things. It allows there to be
nore shippers on the pipeline whether they' re LDC
shi ppers, whether they' re electric generators — |arge
industrials, whether they' re marketers. If you have a
broader nmarket reach, you <can have nore nmarket
pl ayers, nore shippers on the pipeline. That, in turn,
enables us to spread the risk of holding pipeline
capacity.

It occurs to us that if the producer group owns the
gas, they own the pipelines. Just Mnday, natural gas
intelligence released the top North Anerican gas
mar keters and between the three North Sl ope producers,
they market 40 percent of the gas in North Anmerica. To
us, that seenms like an invitation for excess narket
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concentration and nmarket power and we think an
i ndependent pipeline is in the interest of the state.

The other significant interest is to accelerate the
devel opment of the project. W’ve proposed an in-
service date that is fully five years before you m ght
expect a gas pipeline to be devel oped by the producer
group. That's for a nunber of reasons. W believe that
the producer group has other interests around the
globe — both in LNG inports and MKenzie gas and that
they have to work out where to deploy the capital
necessary and in what order to bring Alaska gas to
mar ket. From an independent pipeline perspective, we
have no interest other than to bring the gas to market
as quickly as possible at the nbost conpetitive rate to
commercialize the project. The neeting we had I ast

Monday wth the governor, | think the producers
outlined a nunber of prerequisites to devel opnent and
they included getting a federal energy bill, getting a

Stranded Gas Devel opnent Act contract, getting a
favorable Canadian regulatory reginme, which would
enabl e sonmebody to build a pipeline outside of the
Northern Pipeline Act, which conveys exclusive rights
to TransCanada and they indicated they needed to
pursue |lower costs. The proposal is a one step at a
time proposal that would result in the project being
in service some time in the 2015, 2016, 2017 tine
frane. We feel, as |’ve nmentioned, that we could do
substantially better than that in accelerating the
timng of the project.

Al aska ownership in the pipeline is another desire
that’s been expressed to us and when we cane to
Al aska, we took that advice and we went out and
devel oped a partnership that does have a 19.9 percent
Al aska Native corporation ownership. So, we think
that’s also an inportant distinction.

W feel I|ike we are very well aligned with the
interests of the State of Alaska and that this is a
very large, conplex project. It has many devel opnent
conponents; it will require a lot of nobney and tine to

develop the project. But, the marketplace needs to
receive this project as serious and we’'ve asked the
State of Alaska to make a serious conmmtnent. W'’ ve
asked to be their sole devel opnent partner. That may
nean different things to different people, but we ve
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| ooked at potentially investing $100 mllion over the
next two years to advance this project and what we
don’t want to have happen is for the state to turn
around and start providing incentives to other
parties, whether they be SDA contracts, whether they
be shipping commtnents or other comercial ways to
support a conpeting project. If we have put that noney
at risk and successfully devel oped a project, we feel
|i ke we should be the ones who are allowed to build
and operate that project.

Having said that, there has been a tendency for
everybody to junmp to the final answer. Wat is it
going to take to commercialize the project? And quite
sinply, that is not knowable at this tine. W didn't
cone to Alaska with a fully baked project ready to go.
It will take three years worth of devel opnent work to
develop a commercial proposal. Qur <concept is to
develop the |owest cost tariff to market by nunber
one, avoiding construction of a new bullet line to
Chi cago, for starters. That will drop about $5 billion
off the capital expenditure for the project, but also,
by utilizing these existing downstream pipelines, you
create nore efficiency. You drive 4.5 BCF of gas on
the pipelines that have existing available capacity.
By increasing the throughput on those pipelines, the
unit cost or the cost per decatherm can be reduced and
we think that’s an inportant conponent to saving
costs.

The integrated system approach is also nore expedient,
because you don’t have to build another 1,500 to 1,600
mles of pipe; you don't have to get into a |egal
challenge with the Canadians over exclusivity on the
Canadi an part of the line. The integrated approach,

again, as | nmentioned earlier, wll access nore
di verse markets. Rather than just dropping gas off in
Chicago, it wll serve the Wst Coast, the md-

Continent, the East Coast, the Canadian nmarkets
t hroughout the Pacific Northwest. That's inportant,
because when you bring in 4.5 BCF of new supply, there
is going to be a nmarket response. If you deliver that
all to one market, that price response will be nore
dramatic - it will lower the prices dramatically. By
maki ng that gas and delivering it throughout the U. S.,
we feel like the price response will be less dramatic
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and that’'s inportant to maintaining the highest
possi bl e net back at the well head.

We have proposed a project plan for the next two years
and that involves validating the construction costs.
There’s been a lot of work done on this project, but
we are aligned primarily on work done by TransCanada
over the last couple of decades. The nobst recent cost
estimates that we have are 2002. There’'s a lot of
things that have changed since then — the dollar has
declined significantly. A lot of the pipe and steel
pl ate conpressors could be purchased overseas for this
type of project equipnent and we need to assess the
impact of that. W need to assess what’s happened in
just the last quarter with steel prices. W need to
know that the capital costs that we’ ve proposed are
valid and that is sonmething that we plan to undertake
this year.

There is also a wde range of environnental and
engi neering studies that have to be perfornmed so that
we have confidence in the nunber and that when we go
to commercialization, the market is not just signing
up on, you know, maybe it’'s close to $6.3 billion — we
have to know that. W intend to put in tariff
provisions that include capital discipline so that
there are rewards or penalties for mssing that
nunber. So, it’s a very inportant nunber to us.

There’s also a |ot of environnmental work that is done
that is necessary to support the FERC filing. In our
case, that was proposed after two field seasons or
sone tine after had we gotten started on tine. Sone
time after the 2005 field season we’'d be filing with
FERC. They require about 18 nonths to process that and
that would allow us to get a financial close and a
final certificate for the project in the first quarter
of 2007.

There are a lot of other elements as far as
negotiati ng agreenents in Canada to nmake sure this is
a seamess project all the way from Prudhoe Bay to
mar ket and we have to lock down a lot of variables. W
need to | ock down what the tax reginme will be; we need
to lock down what the financing costs would be. W
have been discussing the possibility of getting tax
exenpt financing either through the Alaska Railroad
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Corporation [ARRC] or other entities to conmbine wth
the | oan guarantees that we hope will be included as
either part of the energy bill or a separate rider.

The <cost of capital 1is sonething that 1is very
inportant. Interest rates are very inportant to the
ultimate tariff and when you hear us being criticized
for not offering a proposal, it’s because there are a
|l ot of variables that we want to |ock down and nmake
sure that we have base case nobdels with assunptions in
them but we need to validate all of that.

W also need to validate the downstream tariffs. Wen
you tal k about an approach that utilizes the existing
infrastructure that’'s there, that’s many pipes and
there should be incentives offered by those pipes to
drive this kind of new volume on to the project. There
are things |ike identifying operating costs and
project |abor agreenments, in negotiating shipping
contracts and helping to facilitate the gas supply
requirenents. It’s a lot of work; there’'s a lot of
risk; there’s a lot of variables and that’s what we
were proposing to do in our project plan.

There’s also the nmarket side, knowi ng that the cost of
gas plus the tariff, the cost to nove the gas, wl
clear the market. Predicting gas prices is certainly
sonething that doesn’t have a consensus and the
project needs to be economc in a wde range of
assunptions. Sone of the things that are critical to
assessing the predictive nodeling that we’ ve been
doing are a variety of demand growh scenarios,
various levels of market penetration by the LNGs.
Certainly, not all 40 are going to be built; sone
anmount wil .

But, what happens if 5 BCF or 10 BCF is built? Wat
does that do to market pricing overall? Wat does the
decline in donestic production do to price? The 13,000
wells that are drilled in Canada every year have a
decline rate of between 22 and 25 percent. Wen the
Al aska gas |line becones a certainty, what will that do
to those drillers’ allocation of capital? WII they
quit drilling? Once the pipeline is built, that gas
will flow and if producers stop drilling or reduce
drilling when we begin construction, there wll be a
| arge decline in the volumes available for western
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Canada. So, we have to assess that and generally
assess the inpact on prices that this large volune of

gas will have. So, that is part of the devel opnent
effort, as well. It’s a long-term devel opnent process
and it involves significant expenditures. So, where we
cane to in all of that is really there are two

principles that are inportant — the policy issues that
have to be dealt with by the state and the first one
is an independently owned pipeline in the state s best
interest. W feel very strongly, for the reasons |
have stated, that it is. W can accelerate the
construction schedule. W wll |imt the anount of
mar ket concentration or market power that is held by a
new party and the nunber of shippers that we envision
getting in our marketing plan will allow the risk to
be spread of holding that capacity and allow for gas
markets to function nore properly.

The second question is the period of exclusivity that
we have asked the state for. W ve called it by
different nanmes; we’ve probably nmade a m stake using
that word, but we want to be the state’'s sole
devel opment  partner. W don't want them to Dbe
assisting in any neani ngful manner conpeting projects
and that’s because the costs to do this devel opnent
are so high and the risks are so high, as well.

Exclusivity is not new. The ANGDA [ Al aska Natural Gas
Devel opment Authority] partnership granted exclusivity
to the ANGIS |[Alaska Natural Gas Transportation
System partnership; TransCanada has exclusivity on
the Canadian part. That exclusivity has given those
partners the confort that was required to spend the
$400 mllion in Alaska that was spent in the early
80s. So, it is not a new concept and we think that if
you want the project to be accelerated, it’s essentia
to us to have sone level of protection for our
i nvest ment .

Unfortunately, that’'s where our negotiations have
broken down. As you know, we’'ve withdrawn our Stranded
Gas Act [SGA] application. W nmade it clear that that
i nvestnent protection and exclusivity was crucial to
us noving forward. W are now on the sidelines, but we
do continue to believe that the project is essential

both for the Lower 48 and for Al aska. W believe that
the timng is critical, that it needs to be initiated
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now, that it needs to be taken seriously in the
mar ket pl ace. And, if there is a path forward that
involves Alaska Gas Transmission and M dAmerican
Energy, we'd be wlling to listen to what that path
forward is. Unfortunately, we’'re unable to get there
with the state at this tinme. That concludes ny opening
remarks. |1’'d be happy to invite your questions now or
after the other presenters.

CHAIR OGAN noted that all commttee nenbers were in attendance,
as well as Representative Eric Croft and Senator G etchen Cuess.
He stated that commercializing the state’s gas is one of the
Legislature’s biggest priorities. As chair of the Energy
Council, he has found one of its dom nant discussions confirns
that both market and price are there.

So, the timng is very good. | think we, as a state,
need to nmake a statenment and maybe it’'s the
Legislature that nakes the statenent, that | believe
we appear dysfuncti onal to the rmarket and to
investors.... And it’s tinme that we have sone
| eadership and give sone clear direction....

SENATOR KIM ELTON asked what is a reasonable tineline for
establishing an appropriate tariff |evel.

MR. MORGAN replied:

There are representative tariffs today. | think
there’s been a proposal submtted to the state that
shows a tariff from Prudhoe Bay to Alberta Hub of
$1.10. That’s what we need to validate. W certainly
have replicated that rate nodel. W don’t have any
reason to believe that rate nodel is inappropriate,
but there are a lot of assunptions in a rate nodel.
Billing determinants are one and that’s one difference
bet ween our proposals. W' re proposing initially a 4.5
BCF per day project conpared to a 4 BCF project.
General | y speaking, you get economes of scale out of
increasing the size of the project in that you would

expect to have lower wunit costs - all things being
equal .
The financing, as |1’ve nentioned, is extraordinarily

inportant. On the project that we just conpleted at
Kern River we lowered rates by 11.4 percent on the
first day of operation because  of successf ul
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financing. W were able to close financing on al nost
$1 billion of debt at 4.89 percent — conpared to the 7
percent we had projected in our tariff. Al those
benefits are straight pass through; there’s no benefit
to the conpany other than it mkes a nuch nore
conpetitive pipeline and that’'s always to the benefit
of the conpany.

What interest rates are going to be when we get the
financing? W won’t know until we have daylight on the
two issues — the loan guarantees and the possibility
of tax exenpt financing. But, what is in the nodel is
7 percent interest rates and there’'s an ability to do
better than that.

On other things like taxes, we were engaged in the
Stranded Gas Act negotiation - that’s another |arge
conponent, operating costs are a |large conponent,
capital structure and return on equity. Wien we get to
a point of sitting down to negotiate with shippers to
see what the tariff will take to clear the market and
how the risks of holding capacity should be allocated,
it’s not just necessarily a low tariff, it my be a
friendly tariff. It mght be occasionally there are
excess volunes that could be transported and who gets
the revenue off of that. W’ ve got revenue-crediting
mechani sms on other pipes. There are a nunber of
issues. It would probably be when we file with the
FERC [ Federal Energy Regulatory Commssion] - we'll
have a proposed tariff there. That was planned to be
in the beginning of the fourth quarter 2005, but we
need to have two full field seasons before we can be
in a position to rmake the environnental and
engi neering representations in the FERC filing. What
is occurring here is we are standing a very high
chance of losing the 2004 field season and all of the
dates woul d progressively nove back.

SENATOR FRED DYSON said the McKenzie Delta pipeline is estimted
to bring 1 BCF to market and sonme think that “will get soaked up
in the tar sands.” British Colunbia thinks it is going to be a
maj or gas producer and he enjoyed M. Mrgan’'s comments on how
t he Canadi an producers wll affect the market.

MR. MORGAN responded that the oil sands in eastern Alberta is a

big market and maybe MKenzie gas would get “soaked up there.”
Maybe the project will need nore gas.
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It probably depends on the price of oil and how
aggressively the tar sands are developed there. The
other Canadian market 1is really power generation.
Except for a small anmount of renewables, nost of the
base power generation is gas fired these days. But, as
a practical matter, nost of the gas we anticipate,

Canadi ans will supply thenselves, and nost of the gas
will be marketed in the Lower 48. But, we do see a
decline in the anount of export capacity that will be

avai l able from Canada to the Lower 48.

SENATOR THOVAS WAGONER noted that M dAmerican had asked for a

five-year exclusive contract and asked how a spur line off the
main line going into the Cook Inlet Basin played into that
request.

MR. MORGAN replied:

As | nentioned, we probably nmade a m stake using the
exclusive word and not defining what that meant, but
we have been clear with the admnistration all along
that the exclusivity provisions that we sought were
with regard to a Prudhoe Bay to the Yukon border
pi peline. W have no interest in seeing the efforts of
the Port Authority or ANGDA get derailed. Frankly,
theres nothing that we’'re doing with the Al aska
pipeline that would in any way disturb the plans of
those two projects. Exclusivity did not apply to in-
state uses at all. It was for the line from Prudhoe
Bay to the Yukon border.

SENATOR WAGONER asked how knowing the state has first call on
the 12.5 percent of their royalty tied into demand for gas in
t he pi peline.

MR. MORGAN replied:

W nmet with the Port Authority and understand their
plans. It’s that the Al aska H ghway Gas Pipeline was
big enough by itself to take on without trying to nake
it bigger; and so we’'ve solely focused on that. But,
we’'ve also assured the Port Authority that there’'s
nothing we were doing that would in any way conflict
with their ability to tie into the pipeline at Delta
and bring gas to Valdez, to Anchorage, to Kenai,
wherever it needed to go to. It is an open-access
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pipeline. It is FERC regulated. W provide both
receipts and deliveries to anybody who wants it on a
non-di scrimnatory basis. So, we don’t actually know
until we hold what’s called an open season where the
market wll be. But, if the Port Authority were to
take a B or a B and a half of gas, that would
fundanmental ly change the design of the pipeline. You
want to keep the economes of scale the sane on the
Canadi an end. So, it mght be that we’'re |ooking at an
i mredi ate expansion case to expand the Al aska end of
the pipeline to accommobdate the Port Authority.

CHAIR OGAN said an independent only nakes noney on the tariff
and asked him what would stop him fromtrying to build as nuch
profit as possible into the tariff.

MR. MORGAN replied:

Vell, the project has to be conpetitive. W nake zero
if we can’'t commercialize the project and so our
interest is in getting the |owest-cost comrercially
viable tariff so that it will aide in getting shippers
to take capacity on the pipeline. The tariff wll be
set by FERC who is charged with insuring that there
are just and reasonable rates. But, you know, if we
fully develop the project and sonebody cane in and
says we’'ll do it for 1 percent less on return on
equity, that would be unfair to the devel oper, in our
view W would set out from the beginning what our
rate assunptions are and the state or the shippers -
anybody is free to intervene at FERC - and say you
guys are neking too nuch noney. But, | don’t think we
are or we’'re not proposing to. W’re looking for a
very |l owcost commercially viable project.

CHAIR OGAN asked iif FERC adjudicates the tariff of this
pi peline, would it be set by agreenent or by FERC.

MR. MORGAN replied:

There [are] generally two types of rates. One is a
recourse rate, which is set by FERC and approved and
it has rate design principles in it and it’'s available
to any custoner on a non-discrimnatory basis. There
could also be negotiated rates, so that we sit down,
whether it’s with the State of Alaska or with an LDC
[local distribution conpany], with a large electric

SENATE RES COW TTEE -13- March 31, 2004



gene
The

rator or industrial custoners or the producers.
FERC allows for parties to sit down and negotiate

a rate. Those rates are then, at |east the recourse

rate
i nsu

s, are subject to periodic review by the FERC to
re that they are just and reasonabl e.

SENATOR GEORG ANNA LI NCOLN asked what in his negotiations wth

the state
of his pr
forward
does t hat
proj ect,

led himto believe that a little nore tinme for review
oposal by his conpany and the state wasn’t needed to go
“Also, when you speak about being on the sidelines,

mean that you would be willing to cone back into the
if the two negotiators can cone back together again?”

MR. MORGAN replied:

The
Gas
with

process that we started with was not the Stranded
Act application. W filed a devel opnent proposal
the state — a joint devel opnent proposal - back

in Decenber — asking us to actually be partners — to

shar

e developnent costs — for the state to be an

equity owner in the pipeline. That was not possible

beca
thro
need
prop
t he

succ
on t
pol i
init
requ
si de
can

t he

fron
t hat
wor k

As r
si de
appl
stru

use the state didn’t have funds appropriated
ugh the Legislature and felt like naybe it didn’t

to be in the developer role. So, we anmended our
osal to say, well, we wll bear the risk of all
devel opnment, if at the end of the day, if we're

essful, we get to build it. That proposal has been
he table for four nonths and it’s a pretty basic
cy decision to make. And, when we sat down and
ially went through a work plan, at the governor’s
est, to conplete a Stranded Gas Contract, both
s agreed to a work plan and to dates. | think you
see in the series of press releases that it was
intention of all parties to get a contract in
t of the Legislature this legislative session. And
s the schedule we all committed to and we’ ve been
i ng on.

egards to your last question about being on the
lines — it’s sinply because we’'ve wthdrawn our
ication. But, if it can be shown that there is a
cture on the deal that will achieve the protection

of our investnent dollars, we'd be willing to listen

to t
time

hat. W haven’'t been able to get there at this
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CHAI R OGAN noted that Senator Con Bunde and Representative Bruce
Weyhrauch had joined the conmittee.

SENATOR RALPH SEEKINS asked M. WMrgan how a snall i ndependent
m ght benefit from independent ownership versus producer
ownership of the pipeline.

MR. MORGAN replied:

As | said, we are an open-access pipeline or would be
an open-access pipeline, which neans we would accept
gas from any party who is wlling to sign a shipping
contract on a non-discrimnatory basis. | think being
i ndependent is really — that’s our primry business -
just noving gas. Qur view is, if you had a producer-
controlled pipeline, there may be inherent conflicts.
Do they nove their gas? Do they nove sonebody else’s
gas? Maybe there’s conpetitive issues there. | don't
know. But, by getting a |arge nunber of shippers, |
think David Sokol has used the nunber 30, shippers on
there — a mx of shippers, of producers, perhaps the

state, LDCs, power generation conpanies, industrial
users, you have a much nore functional market, an
active market, a transparent market - rather than
having a few shippers that control all of the
capacity. You know, perhaps regulations should nmake it
work, even if it is a producer pipeline, but | think
we’'ve all learned that regulation is inperfect and
there are instances where abuses and conflicts can
ari se.

SENATOR ELTON said that M dAnmerican’s original pr oposal
envisioned the state as an equity partner in the pipeline and
TransCanada had suggested the state share sone risk by being a
gas owner

W can easily define exclusivity — your ability for
five years to not have conpetitors - we can define
that as the state sharing some of the risk. | mean, do

you envision that the state needs to assune sone risk
beyond giving a conpany five years exclusive right to
construct a pipeline, such as taking equity in the
project or buying gas?

MR. MORGAN replied:
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The TransCanada proposal was that the state take the
full shipping risk, 4.5 BCF a day. If that happened,
the project is comercialized overnight and there
woul d be no need for exclusivity. Wd sinply sign a
shi pping contract and the project would nove forward.
That would be the best of all worlds from a pipeline
standpoi nt. However, we did not sense that the state
was up to nmaking that large of a conmmtnent and our
concept was to bring in nore shippers from the
mar ket pl ace, from the producers. W would very nuch
wel come and encourage the state to take a capacity
position. And as David Sokol has said, we'd consider
at the appropriate tine taking a capacity position
ourselves, not as Alaska Gas Transm ssion, but as an
affiliate of Berkshire Hat haway.

And so, our original view was that if TransCanada and
Alaska Gas Transmssion and the state were all in
perfect alignnment and willing to share sonme risks and
make sone commtnents, we could send a very strong
nessage to the marketplace that the project was
serious, credible and being advanced very deliberately
on a very deliberate schedule and that would junp-
start the project and help others — whether they be

LDCs or nmarketers or whatever — to join in that
process and bring t he proj ect to an early
comercialization. So, | do think the state should
take sone risk — whether it’'s just in the anount of

their royalty position, which has been discussed, or
in some |arger ampunt, which would enable it to offer
i medi ate capacity to an explorer, for instance. If an
expl orer canme on and the pipeline were full, the state
could sinply release part of its capacity to that new
person or that new explorer would have to wait unti
we could expand the pipeline. But, having capacity
would give them that ability to make it available on
an i medi ate basis.

CHAIR OGAN jested, “How do you break QOgan’s golden gas rule -
that if the guys with the gas nmake the rule, how do you get them
to cone to the table?”

MR. MORGAN countered, “Those are questions for another speaker,

|’m afraid. For us it's getting an economc gas tariff. That’s
what the pipeline can do.” [END OF Sl DE A]
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MR. MORGAN continued saying that over the years, the producers
have said they didn't want the entire risk of the pipeline to be
on their back and needed a val ue proposition for soneone else to
build it besides thensel ves:

That’s what we're trying to offer here. Certainly,
they have access to capital at low cost. W think we
can duplicate that cost of capital through |oan
guarantees, through the strength of Berkshire and
M dAnmerican Energy and through tax-exenpt financing.
So, that wouldn’t be an issue. W think we have the
expertise, as do they, to bring additional market
participants to the table to take and share sone of
the shipper risk by holding capacity. W think the
state has a role in that and, as we’ ve said, Berkshire
woul d al so consider that. Those are the elenents. W
expect to have to earn the business and provide a |ow
cost tariff so that they wll ship and get a
reasonable netback for their gas. That’'s what we’ ve
set out to do.

CHAI R OGAN t hanked M. Mrgan very nuch for being at the neeting
today and extended his thanks to M. Sokol for his cooperation.
He announced that Representatives Ethan Berkowitz, Beth Kerttula
and M ke Chenault had joined the commttee. He introduced the
next speaker, Joe  Marushack, Vice President, ANS Gas

Devel opnment, ConocoPhillips Alaska, Inc., who would represent
the producers, saying, “W’ve been sitting across the table on
this issue for nmany vyears. Joe, it’s time we get past the

tal king part.”

MR JOE MARUSHACK, Vice President, ANS Gas Devel opnent,
ConocoPhillips Alaska, Inc., vowed, “Wll, we’'re trying to,
Senator.” He thanked the commttee for allowing him to address
this issue and noted that Ken Conrad, Vice President, BP, was on
t el econference. He began:

| think the response to this question really has four
i nportant conponents. First, the only successfu
project will be one that has the |owest cost of
service to market. Wether a pipeline conpany is
affiliated or wunaffiliated with the gas shippers,
producers, or others, is really not as critical as
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getting the project developed. And in this regard,
what matters nost is how nmuch it costs to transport
gas to market. The |owest cost solution advances the

state’s best interest, because it wll provide the
greatest royalty value. It provides the greatest tax
base; it provides the greatest incentive for

expl oration.

From a producer’s standpoint, the |owest cost of
service project wll maxi mze the value of the
resource and, as the major explorer investor in the
state, we need a cost of service that’s |ow enough to
encour age expl oration - expl oration for us,
exploration for other conpanies.

One needs to consider the question - who is nost
i nterested in devel opi ng t he | owest cost
transportation system and who wants to see the | owest
cost tolled. The answer — the producers and the state
want the lowest toll, because it neans higher netbacks
and higher revenues. A pipeline conpany does not
necessarily share that incentive, because its profits
cone solely from the toll and the greater the
investnent, the larger the return. But, the inpact to
the producers and the state is a small er netback.

Second, it’s nmuch too early for any one pipeline
project or project sponsor to be commtted on an
exclusive basis. The state needs to know whi ch project
will maximze the value of the state’s resources. This
needs to be an infornmed choice. W can’t inmagine that
after so much interest in developing the state’ s gas
resources, that the state would wish to sideline any
party from devel oping a project.

One of the key factors we continue to pursue in
Washi ngt on IS t he enabl i ng | egi sl ati on. That
| egislation would provide a clear regulatory process
for the pipeline and care has been taken to craft this
| egislation so that any project sponsor, not just
producers, could use it as a framework for a pipeline
project. Additionally, we specifically request the
state, that any pipeline specific terns negotiated
under the Stranded Gas Act be fully assignable to any
party, including independent pipeline conpanies to
allow for the wi dest participation possible.
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The third issue is the extent to which ownership
affects access to and nmanagenent of the pipeline.
Agai n, whether the pipeline conmpany is affiliated or
unaffiliated with the gas owners is not the critical
issue. The pipeline wll be regulated by FERC
regardless of who owns it. FERC wll insure that
access is fair and that terns and conditions are
consistent, regardless of the sponsor, and the rates
of return to pipeline owners are reasonable. FERC
insures that the pipeline owers do not discrimnate
in providing access or admnistering expansions. This
is an inportant point.

The producer pipeline proposal envisions transporting
50 TCF of gas over the project life. Currently, only
about 35 TCF of gas has been discovered on the Sl ope.
Thus, our proposal is dependent on additional gas
bei ng discovered and access to the |ine being nade.
There [would be] no procedural differences between
producer-owned pipeline and an independent owned
pi peline. Under any case, the pipeline would be open
access regulated by the NEB, the National Energy Board
of Canada, and FERC. (Open access neans any party can
purchase pipeline capacity wthout discrimnation

This may include, but not be limted to producers,
| ocal di stribution conpani es, utilities, gas
mar keters, explorers, the state or even specul ators.
All that’'s needed is credit worthiness and a promse
to pay for the capacity. FERC and NEB processes for
securing capacity have been in place for several
years. In addition, FERC in Novenber 2003 issued a new
regul ation, which establishes a code of conduct
governing activities between FERC regul ated pipelines

and all other energy affiliates. This [indisc.]
regulation requires that firewalls be established
bet ween pi peline per sonnel and their ener gy
affiliates, i ncl udi ng produci ng affiliates and

marketing affiliates. These rules recognize that
pi peline operators may have affiliates that operate in
segnents of the energy industry and are designed to
insure pipelines operate inpartially.

Any mandate of ownership requirenents at this stage

does not make the project nore likely, rather it
threatens project viability. Indeed, FERC encourages
conpeting pipeline proposals. FERC views this as
hel pful in developing a project that neets the
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obligations to protect the nation’s interests. FERC

recogni zes that limting project sponsors  from
conpeting may result in a poor project or even no
project at all. A recent exanple is conpeting projects

pi peline projects have been proposed to transport
[gasified] LNG from the Bahamas to Florida. FERC has
approved both projects relying on narket forces to
determ ne whi ch project proceeds.

Fourth, and by no neans last, is the question of
allocation of risk. As explained, the producers are
aligned wwth the state in ensuring the nost efficient
and |lowest cost of service. Independent pipeline
owners who do not have a stake in other parts of the
value chain earn profits solely from the toll
Mortgage investors assunme cost risk or sinply pass on
risk to the state and producers. There's the potenti al
for a lack of alignment that can further jeopardize
the project. This is because neither the state nor the
shi ppers would be in a position to manage or limt
cost overruns, yet we wuld remain liable for the
overruns through the pipeline rates. Wile there m ght
be an opportunity to challenge the prudence of the
pipeline’s actions, the burden of proof is on the
challenger. This issue nust be considered in the
overal | context of developing a viable pipeline
project. So, in short, we believe that the best
interests of the state, the producers and the natural
gas consuners, is that the process for developing a
pipeline project be allowed to run its course under
the terns of the Stranded Gas Act w thout any grant of
exclusivity. As legislators looking out for the
state’s interests, we suggest the key considerations
are which project has the |owest cost to nmarket,
i nsures open access, and includes risk-sharing, which
supports project viability.

Just a couple other comments on sone areas |1’'d like to
get clarified a bit. There is a question about when
this project can be done and |’ve heard 2016/18 is the

producers’ nunber. 1’'d ask you to go to the 2003 NPC,
Nat i onal Petroleum Council, study that was done for
Secretary Abram that addressed supply and demand
issues. In that, you' |l see that Al aska gas is assuned
to come on in 2014. The people who worked that process
under the NPC were ExxonMbil, BP, ConocoPhillips, as
well as others. So, | would point out to you that |
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think the producers’ view, the md-2013, 14, 15 is
when we hope that this project can cone on |ine, not

2016/ 18.

Furthernore, the question about <can people invest
before w thout exclusivity. 1'd like you to recall
sonet hing. ConocoPhillips, at the tinme Phillips, BP
and ExxonMobil| spent $125 million about two years ago
devel oping the feasibility study that resulted in this
project assunption of roughly $20 billion-to-nmarket,

2.3 BCF-a-day pipeline. W did not have exclusivity;
we did not have any way of recouping that; we invested
that just as we |ooked at devel oping other projects.
And we think putting that at risk and pulling that

away from us isn't really in your best interest. In
addition to that, ConocoPhillips has spent tens of
mllions nore trying to develop the project from that
tinme.

Finally, 1'd like to give you a personal view of what

exclusivity does. To ne, exclusivity nmeans costs are
going to be higher and you' re going to have del ays

And if that isn’t the case, one could |ook at what's
happened with ANGTA [Al aska Natural Gas Transportation
Act of 1976], which really isn’t exclusive, or the NPA
[Northern Pipeline Act] in Canada, which also really
isnt exclusive, but [are] classified as franchises.
Those projects, those |egislations, have not resulted
in a pipeline to date. So, in the best interests of
time, 1'Il stop, but | look forward to any questions
and any clarifications I may offer.

CHAIR OGAN said if the pipeline is filled to capacity from
conpani es that have gas available to ship at the tinme of the
open season, that limts the ability of other explorers to cone
on line and mght Ilimt the investnent by independent gas
explorers on the North Slope. The producers already have
capacity. He asked about conpanies that aren’'t yet exploring in
Al aska and that mght not cone at all because there is no
pi peline capacity.

You're not going to prorate it like a true comon
carrier pipeline, are you? ...I'’m worried about that
di scouragi ng i ndependent investnent, especially in the
Foothills.
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MR. MARUSHACK stated that the pipeline project has been
di scussed in earnest for about three years.

Conmpanies had the ability to explore for gas to be
r eady for an open season whenever it is.
ConocoPhil | i ps has explored for gas and we continue to
explore for gas on the Slope. So, first of all,
conpanies can explore for gas so they're ready to
participate in the initial open season.

The second way is there’'s the possibility for sone
multiple open season process that allows a firm
shipping conmtnent so that the pipeline <can go
forward followed up, then, with sonme tinme after that
with a second open season that would allow for the
final design so that exploration gas ~could Dbe
i ncl uded.

Third, conpanies can take capacity on-the-come, what |

call on-the-conme, which is - | think I’m going to have
success — this is what happens in the Gulf of Mexico,
this is what happens in the Rockies — so, I'Il make a

shi ppi ng conm t nent .

Fourth, this pipeline that we’ve talked about - the
48-inch, the 52-inch, 4.3 BCF a day pipeline - is too
big for the base volune that we have. What it does is
it al | ows i ncrenent al expansion that is very
efficient. So, conpanies can go out there after the
initial volumes have been conmitted and they can nake
their exploration successes. W could have an
expansi on open season; they can get access to it then.
| think ConocoPhillips 1is probably one of those

conpanies that will be in the position [where] we hope
we have exploration success. W wll ask for an
expansion. Hopefully, we wll have enough gas to do

so. There’s a nunber of ways.

The fifth possible way is the 35 TCF that we know
about right now, assumng the wunderpinning by Pt.
Thonmpson and Prudhoe Bay puts us on a decline around
year 12, year 13 - sonmewhere around that - maybe year
14, but there is a big wedge in the base 20 years that
we need new gas. The way conpanies can get access to
that is they can either buy that from conpanies who
have made the firm shipping commtnents already or it
can be sold and it could be under duress, it could be
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at a premum W don’'t know, but we do know for sure
that in the 20-year period, we do not have enough base
gas. So, hopefully there’s a nunmber of ways conpanies
coul d get access to that, sir.

CHAIR OGAN said there is also the issue of whose gas is going to
get wused first and he was legitimtely concerned about the
effect on the pressure reservoir and, ultimately, production.

So, if you guys have gas for sale, which you can
nomnate for the pipeline and the guys up in the
Foothills don't have it, the state has an economc
interest in nmaking sure that we get the best return on
the well, as you do, too. | think we share that
interest in a way.

MR. MARUSHACK agreed, “Absolutely.”
CHAI R OGAN cont ended:

But, | think our interests aren't totally aligned,
because you have that X amobunt of gas that you want to
sell and you’'re probably going to sell your gas first,
before these other people, these ancillary fields get
on line, and that affects production, which affects
the state’s bottom line. Wen you |ose the pressure
reservoir, the perfornmance goes down. AOGCC [ Al aska
Ol and Gas Conservation Conm ssion] has done a study
on that...

MR. MARUSHACK t ook that point and ran:

Your point is excellent. So, let ne give you sone
exanples and then |I'’m going to go through what has to
happen in the future. But, the exanple | want to give
you is if you go back to the decade of 1990 to 1999
and you | ook at what gas prices were. Gas price, NYMEX
basis, was $2.07 [MCF]. The base tariff we’ve talked
about is $2.40. Had the pipeline been built and up and
running in 1999, the state and producers would have
lost a half billion dollars a year. Wen that
happened, had we done that also, your point is even
nore in effect, because we would not have, at that
point, alnost three billion barrels of oil that’s been
traded by Prudhoe Bay through the pressure nmintenance
that you' re talking about. So, that’s a valid point;

SENATE RES COW TTEE -23- March 31, 2004



we’'re nore fortunate the way we have managed toget her,
managed this process.

Now, | ooking forward on your issue, by the tine first
gas arrives, we think it’s going to be 9 to 10 years
for first gas sales from today. That neans that not

only wll we be able to continue the pressure
mai nt enance and the increnmental oil production, but
we’'re going to get to the point where you are getting
to dimnishing returns. Now there is still t he
possibility for sone mnor amount of |oss on the oil,
but I don’'t think it’'Il be very significant by the
time first gas is out there. | think we’'ll be at the

point where it makes a | ot of sense.

MR. MARUSHACK said the project is so conplicated that know ng
Prudhoe Bay and Pt. Thonpson have 30 to 35 TCF of resource is a
bl essing that other places don't have. It is the Dbase
under pi nning volunme that would nmeke this project happen. “The
other thing we know, though, is we don’t have enough [gas] to
make this a long-term viable project wthout exploration
success.”

SENATOR RALPH SEEKINS asked how nmany of the 40 proposed
liquifaction plants that were to go into service in 2008 and
2009 are owned or planned by the producers as part of their plan
to meet their 40 percent marketshare.

MR. MARUSHACK replied that he didn't know how many of the
proposed plants were legitimte. He expl ai ned:

[ ConocoPhillips] has an asset in N geria that is an
LNG possibility and we were working on a re-gas
facility in Harpswell, Miine. Wre actually a partner
on that deal wth TransCanada. W were not able to
secure the necessary permtting in Harpswell, Mine,
on an existing industrial site to make that happen.
So, the point I"'mtrying to nake here is — and we had
the financing to do it, we had strong partners, we had
the gas, we still have the gas - ny point is it’s not
very easy to get the re-gases. Let ne point out some
others to you. In Al abama, ExxonMbil 1is having
trouble getting their permt for that process. They
have the gas; they have the wherewithal to do it. In
California, we're seeing a new environnentalist wave
is starting to limt to see whose got rights to put
the permtting process in place - be it the state or
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be it the federal government through FERC - and that’s
going to take some delays. In Baja, we’ ve seen
conpani es cone out of that.

|’ m not sure how many there will be, but 1'Il tell you
this. W all need LNG to be successful and the reason
we do is - because we need MKenzie gas, Al aska gas,
Rocki es gas, @ulf of Mexico, LNG gas - if we get gas

prices conpletely out of the range of reasonabl eness,
we’'re going to see demand destruction. That’s a bigger

threat to you and | than LNG termnals into the
country.

Denmand destruction — once you turn and go from gas
fired to coal fired to oil fired, it’'s very difficult
to go back in the other direction. So, |I'’m not worried
about LNG | hope LNG happens, but our focus is still
Alaska gas. W need Alaska gas to happen.... The
bottom line is |I don’t believe that anywhere near 40
of those re-gases are going to happen and | don't

t hi nk too many ot her people do, either.

MR. KEN KONRAD, Senior Vice President, Business Unit Leader, BP,
interrupted to say that BP currently inports gas to two existing
termnals on the US. East Coast and is |ooking at one
additional BP-owned termnal in New Jersey. BP also has
capacity, but not ownership in a proposed project on the Baja.

CHAIR OGAN said all assunptions he has heard at the Energy
Council indicate that even with 4 BCF per day of Al aska gas, the
US would have to inport 11 to 20 percent of LNG from foreign
sources by 2020.

SENATOR WAGONER said he is having a hard tine determning the
difference between a pipeline that would be built by the mgjor
producers on the Sl ope now and one built by M dAmerican, because
on the TAPS [TransAl aska Pipeline Systen] he has seen the
producers set up a separate conpany to build and operate the
line. They’'re both going to be controlled by FERC, because the
tariff would be controlled by FERC. He wanted to know what the
difference in ownership really neant.

MR. MARUSHACK repli ed:
The FERC process for access and expansion are exactly

the sane. The idea that the producers can set
sonething up so that they have preferential rights is
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— | don’t believe that's right. | <could tell you
that’s not our mndset. So, one of the differences,
and 1'd like to say that the first thing is if
conpani es can provide increnental value, we need to
talk to them W need to have a seat at the table
This is why | don't think exclusivity is in your best
interests at all. So, if that’s a pipeline conpany, if
it’s a comercial conpany, whatever it is — a Native
corporation or Alaskan individuals — there’s a seat at
the table to make that di scussion happen.

| think what you're going to find is the big
difference between the two, possibly, is the focus on
having the |owest-cost pipeline and the ability to
manage project costs.

MR. MARUSHACK said the producers believe overruns can be
mnimzed by doing the upfront work — getting the engineering
the logistics and steel procurenent done right and within the
first three to five years.

So, it’s project managenent and project execution that
| suspect is going to be the big difference. 1’'1II
point out sonething else to you. Alaska isn't |Iike
Wom ng. ... Per maf r ost i ssues, t echni cal i ssues,
working in the wintertine — it’'s very, very different.
BP and ConocoPhillips are operators on the Slope and
that’s it. So, | think we have sonmething to bring to
the table. So, the answer to your question here is
from the state’'s perspective, | think again, the
difference you need to think about is who can do the
| onest -cost project and how can that be done - and
then you just nmake it happen. In ternms of is there an
i nherent advantage one versus the other, at this point
in time, | don't think you can say there is. Hence,
everybody shoul d be pl ayi ng.

CHAIR OGAN said the FERC doesn’'t entirely control the tariffs.
They review it after negotiations and producti on.

Then if sonebody conplains about it, they wll weigh
in and adjudicate it, but they're not really in a
position of setting the tariff per se. You guys
present your costs and the reasonable costs and they
kind of overview it and as long as no one is
conplaining, there’'s probably not going to be any
action on the part of FERC. |Is that correct?
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MR. MARUSHACK agreed and said that was a good clarification.

But, I wll say this. Wat’'s really, really inportant

about this process in ny mnd is that

Al aska and the project sponsor together
agree on what those terns are so that

the State of

go to FERC and
there isn't a

train weck in front of FERC and FERC gets put in a

position of seeking w nners and | osers.

So, | think

that a proposal from whatever the pipeline actually is
in terns of the rate and the recovery and those sorts
of things will be inportant to go forward with the
state. But, in terns of access and discrinmnatory
practices, FERC is the governing body on those, not

t he pi peline owner.

SENATOR ELTON stated that M. Mrgan testified that the majors

on the North Slope are now producing about
U.S. donestic gas.

40 percent of the

When | hear that, it suggests to ne that when it cones
to timng issues, when we wll be able to nobve our
stranded gas to the market, it suggests to ne that the
inperative to get the gas quickly to market is maybe

less for you than it would be for

an i ndependent

pi peline owner. You obviously have gas that 1isn't

stranded. You're obviously domnant in

the donestic

mar ket pl ace. So, why should we assune that your

inperative is the sane as the state’s

get Al aska’s gas to market?

i nperative to

MR. MARUSHACK replied that the reason the producers have 40
percent marketshare is three years ago nany gas traders, like

Enron and Dynergy, went out of business.

So, in particular, the reason that nunber

| ooks big is

because of what '’ s happened historically and

fortunately your partners are stil
t hat gas.

In regard to your question about

here marketing

who is really

notivated to sell the gas, we are notivated to sell
that gas. The reason is our share price is driven by

the profitability of our conpany.

W nmake noney

primarily by finding, developnent and selling oil and
gas. W have nmany priorities. One of a nunber of our

priorities is comrercialize Al aska gas.
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sell Alaska gas in what we see as the best market in
the world, which is the Lower 48. W are highly
notivated to sell that. It drives our share price.

SENATOR ELTON followed up saying that earlier M. Mrushack
suggested the price of a producer-built pipeline would be in the
nei ghbor hood of $20 million and he understood the profit notive,
but the cost of infrastructure eats into a conpany’s profits.
“I't seens to ne that you could easily nmake a decision that a $20
billion cost may eat into your profits a little bit nore than
LNG from sone ot her non-stranded gas regine.”

MR. MARUSHACK supposed he could be right, but said the $20
billion is assumng a pipeline is built all the way to Chicago.

There seens to be some question about that nunber and
why you say that. The fact is you have to build all
the way to Al berta, to start out. From that point in
Al bert a, you m ght be able to use existing
infrastructure, but the reason we’ve designed a system
all the way to Chicago is because that provides us

with a toll that we can conpare to using existing
infrastructure. So, if existing infrastructure 1is
cheaper, we will do that. If it’s not, you build all

the way to Chicago. The whole point is to get the
| owest cost to market.

Now, your question about our project versus LNG - the
reason. W want to bring in as much ConocoPhillips LNG
as we can and we want to bring in as nuch Al aska gas
as we can. This is a fiercely conpetitive business and
we want to sell as nmuch oil and gas as we possibly
can. Again, we don’'t make noney by holding assets; we
make noney by commercializing those and selling those
and, frankly, we want to out-conpete everybody. W
want to sell everything we possibly can, sir.

CHAIR OGAN said that the TAPS is an affiliated North Slope
project and recently the RCA [Regulatory Comm ssion of Al aska]
found that its tariff exceeded just and reasonable rates and
| egi slation was introduced to try to deal with it. He asked why
a producer-owned pipeline in Al aska would be different and what
assurances would the state have that that wouldn't happen in
this case.

MR. MARUSHACK said that was a difficult question, but attenpted
to expl ain:
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TAPS is a conmopn carrier and this project is an open
access contract carriage. The regulatory process is

significantly different and | am not an expert on
TAPS, but | can tell you that on this pipeline, we
wll have commtnents nade, we wll have agreenents

made with FERC that provide the kind of access, the
kind of tariff structure, that we think we’'re talKking
about here. Furthernore, one of the things that we ve
long held is that this particular project needs to
probably have sonmething that’s unique, which is nore
or less a flat tariff — not an escalating tariff, not
a declining tariff — because a flat tariff allows us
to capture sone value right now and have that remain
stable over tinme. If we were to decline this issue
with a normal pipeline, the cost of the tariff up
front would be too high.... So, this is a flat type of
tariff that we’'re assumng, which allows us, then, to
make this, hopefully, an econom c project.

This isn't a trust ne one, but the FERC process
provi des the nechanism that | think we all need to
make you confortable and it’s an education process,
sir. It’s a long process.

SENATOR GEORGA ANNA LI NCOLN prefaced her concern saying she was
bot hered that M. Mrushack now says the pipeline could be in
operation between 2013 and 2015 when she renenbers talking with
her fornmer colleague, Ranpbna Barnes, about how to notivate the
producers to sell their gas over six years ago.

We have been talking for years and years about getting
the producers notivated.... Wat notivation do you
have to get that to market at this point that | can
feel assured that we are not going to be here 10 years
fromnow with you at the end of the table telling ne
you are going to be notivated?

MR. MARUSHACK r esponded:

When you’'re tal king about six years ago, seven years
ago, whatever it was, the frustration in Al aska that
gas that’s been stranded hasn’'t sold, | would Ilike
again to go back to the *90s. The *90s woul d have been
a very bad tine to be commercializing gas. You woul d
have had negative royalty, negative severance, we
woul dn’t be investing in satellites right now.
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What’s different now? Well, what's different now is
though the volatility has got a lot nore extrene on
gas, the prices are higher right now They ve been
hi gher, on average, for about the last three years.
Whet her that’s sustainable or not, we don't know for
sure. What we do know is that our base tariff...is
about $2.40 off this project. Prices are higher than
that now and there is a supply demand i nbal ance, which
we hope allows us to nove forward. But, the key issue
on nmoving forward is to nmake sure that we have the
| owest cost project, that we’ ve got fiscal certainty
with the state - so we know how we're going to be
taxed - so those things don't change. W’ ve got a
process in the federal governnent that allows us to
get the permtting through and then we can |ook and
see does this nake sense. Have we got our toll |ow
enough? Have we got enough certainty on this project?

If you re looking for certainty — anybody to give you
certainty on this pipeline project, | would ask you to
think about this. The next step in this project is
probably $1 billion in pernmitting and design
engineering and...that’s going to take about three

years. |If this project isn't economc after we’ ve
spent another billion dollars, it still won't get
done, but we hope it will be.

SENATOR ELTON was incredul ous about M. Marushack’ s conparison
of pipeline building prospects now to the ones in the |ast
decade.

If six years ago, if you had nade a decision to build
a pipeline, we wuwuld be close to conpleting a
pi peline, we would be selling very expensive gas in
the market pl ace and the pipeline would have cost |ess.
So, | don’t wunderstand why we keep conparing what
coul d have happened in the ‘90s.

CHAI R OGAN nused that hindsight is always 20-20 and about the
current high price of gas contended, “A lot of people who are
nore educated than nme were analyzing [gas pipeline feasibility
i ssues] and didn’t see that com ng.”

MR. MARUSHACK vouched that the supply demand forecast back then
didn’t support this project.
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REPRESENTATIVE ERIC CROFT conpared an independent pipeline
conpany wth the producers saying that it would have every
interest in pushing as nuch gas, regardless of who owns it, as
qui ckly as possi bl e.

And yet, a producer on-line would be interested in,
you said, out-conpeting everybody with Conoco’ s gas
and Conoco’s LNG At sonme point, you could have an
interest in limting or delaying production to bring
on other assets worldwide. And if that nade nore
noney, that would not only be in your interest, it
woul d be your statutory duty to your shareholders to
do. Isn't that a mpjor difference between a producer-
owned |ine and an i ndependent |ine?

MR. MARUSHACK repli ed:

That would be illegal. Wat the process under the
pipeline is, if people have gas and they ask for that
capacity and you can expand, then you have to do that.
The other point is the nore gas you get down that
pipeline, the lower the tariff should be - the nore
economc it should be. So, the nore gas you put down
there, the lower that tariff could be for everybody,
i ncl udi ng ConocoPhi |l |ips.

REPRESENTATI VE CROFT asked if producers owned the |ine, they
m ght have a big interest in negotiating upstream collatera
issues to the line (severance or benefits in royalty), but an
i ndependent conpany woul d have no interest in those issues.

We could end up in a situation where we had a very | ow
tariff, but had given away so nmuch in the upstream
that the input to the state was nuch | ess.

MR. MARUSHACK responded that this project needs to be | ooked at
as a ringed fence around the entire gas developnent, which
i ncl udes the resource and the pipeline.

To the extent that the resource becones |ess burdened,
if there's enhancenment on the resource, then that
makes the well head higher, that neans it’s nore likely
that we can nomnate and we can nove this project
forward. So, there’s two conponents. It’s a total
economc issue. The one thing we my be able to
control is the cost of the pipeline. That needs to be
as low as possible. You are right, at the sane tine,
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we need to look at how we can enhance and nake the
project nore conpetitive and that does include sone of
the resource issues. That’'s inportant for anybody that
owns the pipeline, though. They need to have the
| owest cost pipeline and the resource has to nake
sense. You want it that way so people explore.

REPRESENTATI VE CROFT surm sed that another difference is that an
i ndependent pipeline conpany would be interested in having
mul tiple shippers whereas the producers’ best interests would be
served by owning the shipping rights on their pipeline to give
t hem nore contr ol

MR. MARUSHACK parri ed:

Shi ppi ng during the open season, anybody can sign up

for shipping commtnments - a local distribution
conpany can do it, a producer conpany can do it....
Vell, let’s assune that you get enough capacity so

people say they want 6 BCF a day. Wen the pipeline
gets built, it’s a 6 BCF a day pipeline. The issue
you’ ve got, however, though, is sonebody is taking a
heck of a risk because there isn’'t enough resource to
justify a 6 BCF a day pipeline. But, anybody can take
shipping conmtments on that pipeline; it does not
have to be a producer.

SENATOR SEEKI NS said he had not been around the Legislature that
| ong, but he didn’t see any way a sitting Legislature can tell a
future body what they can or can’'t do with regards to the tax
stability issue. “So, it appears to ne that you' |l never get
that. \What are you going to do?”

MR. MARUSHACK professed that was one of the issues to be
di scussed under the Stranded Gas Act.

| think it’s inportant that we understand the base
obj ective here. Then, we try to figure how we can nake
that happen. What we’'re really saying here is, if we
invest in this long-term shipping commtnent.... [W
need to know] that the tax rate doesn’t go up directly
after that and take back any profit that we thought we
were going to make on that - given that you ve got
mar ket uncertai nty anyway.
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He felt that the admnistration understands this issue and
everyone is trying to find a way of doing that so the project
can nove forward.

SENATOR SEEKINS reiterated his concern that he didn’t know how
that was going to be acconpli shed.

CHAIR OGAN inforned himthat the state enters into contracts all
the tine.

SENATOR SEEKINS said he didn’t know how a future |egislature
could be restricted.

CHAI R OGAN repeated that that is done by contract and a future
| egi sl ature could undo the contract, but “that would be a | awer
enpl oyer act.”

5:08 ppm - 5:10 p.m - at ease

MR. MARK HANLEY, Public Affairs Manager, Anadarko Petroleum
gave the final presentation. He said that Anadarko shares its
enthusiasm for the pipeline project wth the previous two
speakers.

As an explorer, our interests are also simlar to
those of the state. W want the |owest cost
transportation system Nunber one, we want a gasline
built; nobody gets its gas to market if a gasline

isn't built.... It’s one of the better incentives you
can do to inprove oil exploration, as well, because
you find as you explore for oil, you often find gas.

If that gas can be commercialized, you can recover
sone of your investnent.

He agreed that getting the | owest rates possible for
transporting gas to the Lower 48 is inportant. [END OF TAPE]

TAPE 04-34, SIDE A

5:13 p.m

MR. HANLEY said if the Legislature wants to insure access, it
needs to understand the FERC process. He explained that the

person who builds the pipeline designs the open season process.

FERC doesn’'t really regulate it. You can appea
afterwards for problenms that have occurred, but they
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don't regulate it. The terns and conditions of that
open season are set by the people holding it. If the
state were going out for request for proposals (RFP)
for pens and you want 100,000 pens for the state, and
| was a pen dealer, would you think there mght be a
conflict if I got to wite the rules for the RFP?
That’s the concern that we see with a producer-owned
pipeline. W see sone concerns where there are
conpetitive advant ages.

VR. HANLEY expl ained that the FERC allows for “undue
discrimnation,” which he interpreted to nean that sone
discrimnation is allowed. Also, he revealed that terns and
conditions of the tariff give the right of first refusal for
expansion to the people who nomnate the initial capacity.

It’s been done; FERC has allowed it.... | wll just
tell you there are circunstances where things that
woul d discrimnate against an explorer who mght not
be in the initial [open season], who wants to go
explore for gas and be able to expand, wouldn't be
able to — because the ternms and conditions set by the
owners of the pipe make it difficult.

How | ong the open season is open is another issue that could be
appealed to the FERC. Sone open seasons have |asted a day, but
if a conpany wants to nomnate .5 BCF per day on a pipeline and
therefore needs to nmake a $300 nillion comitnent over a 20-
year period, tinme is needed to look at all the ternms and
conditions before signing on the dotted I|ine.

Even the timng of the open season can be, if other
peopl e have worked a lot of the details out ahead of
time and set the ternms and conditions of that and they
al ready know what they are, of course, they' ve got an
advantage. If you don’t have adequate tine, it nmakes
it difficult.

MR. HANLEY said there are discussions about setting a tariff for
this pipeline on a volunetric (MCF) basis versus a thermal basis
(MVBTU). Normally, FERC uses MVBTUs.

Sonme gas, particularly on the North Slope, as it cones
out is pretty liquid — has a lot of liquid content,
has a high heat content and in many cases, tends to be
nore valuable. If you [set the tariff] on a volune
basis, other gas that’s drier - actually there's a
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conpetitive disadvantage there. So, if you set the
terms one way or the other, vyou can create a
conpetitive disadvantage for a conpany that may be
exploring in a different basin. Those are just a
coupl e of exanpl es.

| just want to raise that as a concern for you fol ks
to ook at as people say that open access neans that
everybody can get in. Sonetines you can wite the

rules and FERC will allow them such that it would be,
in our view, discrimnatory and we would be at a
significant disadvantage to other people.... As a
producing conpany, | <can tell vyou we have that

perception, that M. Marushack said, of sonetines
pi peline conpanies get a return on their investnent,
so they don’t necessarily have the biggest desire to
have the |owest cost. They can’t exceed the cost so
much that it creates a problem and it makes the
proj ect unecononi c. | don’t know whether that’s
reality or not, because in nost places we deal wth,
it is pipeline conpanies that build these things, but
[11 just tell you that’s a perception within the
industry if you want to talk about a concern the
people have on the tariff side. On the other hand,
pi peline conpanies build pipelines all the time. To
give you an exanple, we’'re an exploration conpany. W
don’t drill wells. You mght think we drill wells. W
manage the wells. W go to Doyon neighbors or
sonething |ike that.

MR. HANLEY said he didn't know if the producers have their own
conpany that would build the pipeline or if they would contract
with soneone else to do it. “Qur view is that there is an
advantage to a pipeline conmpany building the pipeline, because
t hey have that expertise.”

He said there mght be an issue with the tariff if a pipeline
conpany builds the pipeline, but he didn't believe it would be a
very strong one. Anadarko’s view is that the pipeline conpany
doesn’t care whose gas it carries as long as the noney is good.
So, they would be interested in having conpanies that explore
for and put nore gas down the pipeline.

On the other hand, | guess, we are less confortable
with a producer-owned pipeline, because we see what's
in their best interest and their sharehol ders’ best
i nterest.
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There’s a trenmendous value of gas out there to be
di scovered in Al aska. The discovered resources are in
the range of 35 TCF, estimates are there are another
100 TCF of gas yet to be discovered. W would like to
go out and explore for sone of that. W are in a

catch-22; we’'re not going to go drill wells and have
stranded investnent — nunber one - until the gasline
| ooks like it’s going to be built. That’s a tough one
and nunber two, until we can see what the rates are
and nunber three, until we feel |ike we can get access
to that, because we’'re not going to go drill a well

and have to go to sonebody else who' s our

conpetitor

and ask them if we can get capacity on their 1line.
That won’t happen. That’'s the concern that we have.

MR. HANLEY said he is concerned about a producer

owner pi peline,

but it really doesn't matter so much who owns the pipeline as
long as it has the |owest rate for transportation and as |ong as

the terns and conditions for access are fair.

W mght think that an independent pipeline would be
nore willing to do that, but | would also warn you
that, in this case in Alaska, the producers have all
the gas. They control it. As we have heard earlier,

there will be a comercial negotiation over

that. W

are also not so naive as to think that if an
i ndependent pipeline conpany starts negotiating wth
the producers for the terns and conditions of this
tariff that the producers mght ask for right of first

ref usal on expansion capacity, whi ch

necessarily be a good thing for us. And,
| everage that people have, they mght get it.

woul d not

with the

So, our view as an explorer is that you should | ook at

fundamentals that you think are inportant.

11 tell

you ours are, as sone other people have said, that
you've got to get the lowest rate, absolutely. There

is no question about that.

Then on the access provisions, you need to nmake sure
that those are included in the Stranded Gas Act
negoti ati ons whether it’s a producer-owned pipe or an

i ndependent owned pipeline. | can tell you that’s kind
of what went on as we went through the federal energy
bill on the federal level. W have |anguage that was

negotiated wth a whole bunch of | parties. Not
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r egul

everybody is exactly happy with exactly what is in
there. Right now FERC does not have a regulatory set
to tell you what happens in an open season. To address
sonme of the concerns | raised with you about tim ng of
open seasons, the ability to get the information you
need, to have tinme to do it, to have access, |'Il| just
read you a quick thing. It says:

The comm ssion [ FERC shal | promul gat e
regul ati ons gover ni ng conduct of open
seasons for t he Al aska Nat ur al Gas
Transportation project including procedures
for allocation of capacity. If +the bil

passes, that wll be in. The regulation
shall include the criteria for and timng of

any open seasons, pronote conpetition in the
expl oration, developnent and production of
Al aska natural gas and for any open season
for capacity exceeding the initial capacity,
provi de t he opportunity for t he
transportation of natural gas from other
than the Pt. Thonmpson and Prudhoe Bay units.

HANLEY said that it’s inportant for FERC to adopt
ations to inplenent those principles.

If we can get, as an explorer, a low rate, which |
think is in nost people’s interest, and fair access
provisions, we're willing to pay our fair share. W
just don’t want to be opted out or have things that
are not fair to us. | think you will find conpanies
like ours, and others out there, wlling to explore
for gas.

CHAIR OGAN sunmarized that FERC currently doesn’t have

r egul

ations on the books to regulate the open season for the

Al aska gas pipeline and asked if any protocols at all exist now.

MR. HANLEY replied:

There is a general requirenent that an open season
occur and there are precedents based on issues that
have happened. It’s an appeals process. I|If you feel
like you were aggrieved in an open season, you can
appeal that process to the FERC. There’'s no question
about it. People generally understand what the
gui delines are — what FERC would and woul dn’t accept,
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but | just gave exanples of things that FERC has
accepted that we would feel would create a conpetitive
advantage for one side against us - that would not
necessarily be in our interest and we don’t think it
would be in the state’s best interest to have those,
as well.

SENATOR SEEKI NS asked:
Because of the |everage the producers may have, you
don’ t see any real clear advantage to either

i ndependent|y-owner or producer-owed in terns of
being able to get access at this tinme?

MR. HANLEY replied:

Not necessarily.... W don’t know that the producers
are necessarily going to ask for these things that
we’'re concerned about, but they could.... If they do,

they’ ve got a | ot of |everage.

SENATOR DYSON said he heard earlier that the FERC process is
i nadequate protection for conpanies |ike Anadarko and asked him
to comment on that. He also didn't see why the producers
couldn’t nake the same argunent - that they should have priority
access because they have risked billions of dollars to build the
pi peline and Anadarko that hadn’t risked anything, but could get
in on the same per unit volune rate. “It only nakes sense for
those who have risk to get a leg up on being able to ship and
recover.”

MR. HANLEY deftly replied the current FERC process is a |lot nore
flexi ble than m ght be thought.

| think it came out that people file rates and if
nobody challenges them FERC doesn’t necessarily go
through a rate case of determining a just and
reasonable rate.... It’s usually done on an appeals
basis.... It doesn’'t necessarily guarantee us access
or the rates we think [are fair]....

As far as the risk and reward thing, | would say it’s
interesting as a producer, and we woul d agree sonewhat
with the producers, that a large risk is actually in
the production. You take the price risk. The pipeline
has risk in overrun and other things, but in the end,
sonebody has signed a contract to guarantee that
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capacity. So, the people taking the biggest risk are
the people getting that capacity and having to neet
those terns whether or not you have gas to put down
[the pipe] and whether or not that gas covers the
agreed-upon tariff or not. So, | would agree that they
are taking a significant risk. If they can justify the
initial pipe, they should have the right to that

initial pipe.

On the expansion capacity, on the other hand... if we
cone to the table and we want to nom nate capacity, we
are going to take that risk. WIl pay for the
expansion costs and we will take that sanme risk. |I’'m
not sure that it’'s fair necessarily.... That's a
policy call that people can neke.... Do you want them
to have the right to have all the capacity, because
they took the initial risk? I wll tell you this, it
doesn’t take a genius to figure out that conpared to
our risk - we’'ll have actually in some respects |arger
ri sks, because we’'re going to go out and explore for
gas - we don't know for sure if it's going to be
there. W take that risk.... W go out and do raw
exploration. They're going to want to produce cheaper
gas; it's already discovered; there’s investnents
already made. They wll have a significant econom c

advant age over our raw exploration gas. If we go drill
new wells down in the foothills, we're going to have
nore costs than they wll overall, probably. So, |
think their interests are going to be to produce that
gas first and, you heard them there’ s a wedge com ng.
Their interests may be waiting to explore for new gas.
| mean, why would they want to find new gas that’'s
nore expensive than producing the gas they have?
They’'re going to wait ‘til that wedge and deci de when
it’s in their interest to build that.

Qur [best interest] is if we can get a reasonable rate

and we think we can nmake it economic, we’'ll go out and
explore right now and we mght expand that pipeline
sooner than they would or fill in that pipe sooner.

think that’s probably in the state’s interest. As you
said, you have to balance that against the policy

call, but they will decide when it’s in their interest
to either explore for nore gas or fill in that wedge.
Whereas, if we have fair terns, | think we’'ll be out
there, if we think there’s a reasonable chance of

success finding gas as soon as we can getting it into
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the market — either expanding that pipe sooner [than
the producers would]. So, | think there’s a value in
letting, at |east, everyone have fair access to that
expansi on capacity on an equal basis...

SENATOR WAGONER asked how many ot her conpani es he thought would
be willing to explore for gas or currently have |eases on the
Sl ope that are thinking about exploration.

MR. HANLEY replied:

Renmenber, it’s not just exploring for gas. A lot of
guys are exploring for oil, because it 1is nore
profitable and they're going to find gas. If they can
make sone noney on it, put it in the pipe, it’'s going
to benefit everybody. There's a | ot of conpani es.

He naned Encana, Pioneer, Kerr-MGCee, Burlington Resources,
PetroCanada, Wndstar, ABCG Total and nore.

There are sonme conpanies that bought significant
positions in the gas areas of the foothills that
haven't really done an awful lot, but I think they're
doing what we are. W don’t drive the process of the
gasline, but we're kind of waiting to see what goes
forward

CHAIR OGAN added that a true comon carrier pipeline has the
access prorated based on whether there’s nore supply than
capacity. “l haven’t heard anybody say that’s going to happen
here.”

MR. HANLEY responded that he didn’'t know of any gaslines that
are common carriers.

They’re all contract <carriers, as far as | know.
People talk about the open contract carriage system
It is alittle bit different. You go through this open
season. Once you get that capacity, it’s yours. As you
said, on a comon carrier, if youre at a mllion
barrels a day and that’'s the capacity of the line and
sonebody else finds 100,000 barrels, they get to put
it in. Everybody is going to get prorated 10 percent.
So, they'Il only get 90,000 in and that’s how conmon
carriage works.
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On the contract «carrier side, ownership of the
pi pel i ne doesn’t guarantee you — if you own pipe on a
common carrier, there is a little bit of a difference.
You get to nomnate on your own capacity. On a
contract <carrier, you can own 100 percent of the
pipeline and it doesn’t give you any capacity on that
pi pe. You get the capacity by bidding at these open
seasons where the ternms and conditions are set,
typically, by the pipeline conpany, but as you heard
here, sone of those things are said in negotiations.
They’ Il sit down wth the larger shippers that are
expected to nom nate and negoti ate sonme of those terns
and conditions. So, what those ternms and conditions
are are critical under a contract carrier for people
that are explorers.

CHAIR OGAN said he hoped Anadarko <could work wth the
adm nistration to nake sure adequate access terns are negoti ated
in any kind of an agreenent and let the Legislature know if they
dont. I think that’'s probably key to the future of devel opnent
on the North Sl ope, jobs, access...”

MR. HANLEY said the governor has made nunerous public statenents
about needing access for explorers and is conmitted to that
idea. Since Anadarko isn’t in the negotiations, it doesn't see
the specific ternms and conditions. He told them that the FERC
terms in the energy bill he just read to the conmttee were put
in by US. Senator Lisa Mirkowski and the admnistration
supported it at the time. The state understands Anadarko’s
concerns and he hoped it would continue with what it has said is
i nportant.

SENATOR ELTON asked if he thought the timng right now was
better for a producer-owned conpany that nmay be narketing 40
percent of the gas than for an independently owned conpany.

MR. HANLEY replied:

| don’t know. | can tell you in the wend the
i ndependent conpany is going to have to go to these
conpani es and get the gas. Either get themto sell it
to a shipper or get their own capacity. They have the
gas and 1’'ve heard them say when it’s economc,
they’re going to do it. Now, are their economc terns
different? The pipeline conpany will do it when they
think they can get the contracts. In the end it cones
down to a pretty limted nunber of sellers deciding
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when they want

to sell their gas and | think it’s

going to be difficult.... | don't know who has the
best timng. In the end it cones down to if sonebody

cones to them w
m ght sell then.

at this point, when that

they control the
CHAIR OGAN said that
build it instead of
part over with. Wth t

5:30 p.m

SENATE RES COW TTEE

th a better nousetrap,

t he producers

It’s really their decision, it seenmns,

gas.

maybe soneday soon

gas gets devel oped, because

they would actually

talking about it. “Let’s get the talking

hat, we’re adjourned.”
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