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ACTI ON NARRATI VE

CHAIR GENE THERRI AULT called the Legislative Budget and Audit
Commttee neeting to order at 10:07:06 AM Senat ors Hof f man,
Wl ken (alternate), and Therriault, and Representatives Kerttula
(via teleconference), Joule (alternate), Meyer (alternate), and
Sanuel s, were present at the call to order. Al so present were
Senators (Gary Stevens, French, Quess, and \Wagoner, and
Represent ati ves Rokeberg, Gardner, Seaton, Ranras, and Gara.

| nt roducti on

CHAI R THERRI AULT announced that the purpose of the neeting was
to hear a presentation of information from |egislative
consultants who have been hired through the Legislative Budget
and Audit Conmitt ee.

10: 08: 03 AM

BARRY PULLIAM  Senior Econom st, Econ One Research Inc.
i ntroduced and offered background information related to hinself
and each co-presenter.

10: 11: 22 AM
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CHAI R THERRI AULT noted that he had received a nunber of e-mails
from |l egislators requesting that as part of the presentation to
occur over three days, there be sone opportunity for roundtable
di scussi on. He indicated that he hopes to accomopdate that
request at the end of the presentation, perhaps by Friday.

10:13: 26 AM

MR. PULLIAM outlined that he would be covering the follow ng
issues during the norning's portion of the presentation: t he
nodel i ng of the gasline, the contract and how such conpares with
the status quo. Dr. Finizza, he said, will cover gas pricing,
investnment analysis, and how the project fits into the
"opportunity set" of projects. Later in the day, he noted, Dr.

Leitzinger will talk about the econom cs of transportation. He
said tonmorrow norning he would readdress the issue of nunbers,
offering further detail. Followi ng that, the presentation wll

conclude with a discussion of fiscal interest finding in general
and ways to think about the various tradeoffs that are involved
froman econom ¢ standpoint.

MR. PULLIAM directed attention to page 6 of the introduction
handout, which lists the following three topic areas: Econom cs
of the Gasline and Conparison to Oher Projects Wrldw de;
Analysis of the Fiscal Terns in the Contract and How They
Conpare to the Current Fiscal System and Analysis of Key
Concl usi ons Contained in the Fiscal | nt er est Fi ndi ngs.
Referring to page 7 of the handout, with the heading of, "ANS
Gas is stranded,"” he highlighted the followi ng key points on the
page: Projects Conpete Wrldwide for Limted Devel opnent
Resour ces; ANS Gas Pr oj ect | nvol ves Rel atively Hi gh
Transportation Costs; H gh Cost makes Economics Relatively
Unattractive; and Oher Wrldw de Project Opportunities WII
Take Priority. M. Pulliam referring to page 8 of the handout,
said state pipeline participation is needed to allow the project
to hit worldwide target econom cs. Furthernore, fiscal
certainty for gas and oil is needed to preserve the upside
econoni cs and bal ance potential downside outconmes. As shown on
page 9, "Contract Protects the State's Fiscal Interest,"” he said
the project will generate substantial benefits for the state,
and the contract is "revenue neutral"” relative to the fiscal
stat us quo.

Returns to State and Producers

10:18: 06 AM
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MR. PULLIAM directed attention to the next handout, entitled,
"Returns to State and Producers.” He addressed the "Key WMbdel
Assunpti ons” shown on pages 2-5. He said his nodel tries to use
simlar assunptions as that conpiled by the adm nistration, and
he said he would highlight where his nodel is different than the
adm ni strations. He continued:

First off, on volunes, we used the sane assunptions

that the admnistration has: about 4.3 [billion cubic
feet (Bcf)] delivered into pipeline, resulting in
about 4.2 [Bcf] delivered to Alberta, [Canada]. | f

you went further to Chicago, that nunber would be
about 4.1 Bcf as a result of |osses.

10: 22: 29 AM

MR, PULLIAM said Econ One has used the sanme construction cost
calculation as that of the admnistration, which, as shown on
page 2 of the key nodel assunptions, would be $13,600 to Al berta
Energy Conpany (AECO and $21,000 to Chicago. The former site

he characterized as the "nost likely case,” while Chicago is
considered "unlikely." He stated that Econ One has calcul ated a
hi gher capital costs than the admnistration has related to
"finding gas further out." He said Econ One and the

adm nistration have the sane pipeline conmm ssion date of 2015
with a full capacity date of 2016. He outlined the m ninum Btu
for low, base, and high scenarios regarding Chicago Citygate
Gas, which are $4.00, $6.00, and $8.00, respectively. He said
the assunption is that the pricing at AECO is approxinmtely
$0.90 below that of Chicago, which is a simlar to the
admnistration's slightly lower differential in that regard. He
conti nued:

As the adm nistration has, we've assuned that gas and

oil trade at a 6:1 ratio. So, for our base case
assunption of $6.00 gas, that would translate into an
oil price of about $36 dollars a barrel, which ..., in
fact, may be a little bit |ow W' ve assuned that
[natural gas liquids (NG&s)] wll be extracted from
the gas - about 2 gallons per Mf. W have also
calculated the value of ... extracting those NG&s ...;

under our base case assunptions we place that at about
$0.12 at Mcf. This is sonething different than what
the adm nistration does; they do not assunme ... an
addi tional value for liquid extractions ....
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MR. PULLIAM referring to page 4 of the key nodel assunptions
said Econ One has assuned an inflation rate of 2.5 percent,
while he offered his wunderstanding that the admnistration

assumes 2 percent. He relayed that ultimtely the nunbers wll
be presented in real, 2005 dollars - inflation adjusted - thus
that difference will not be a "driver." As shown on page 4, he

hi ghlighted that follow ng assunptions: borrowing costs for the
purpose of building the pipeline at 5.5 percent, equity returns
for the pipeline at 14 percent in the US. and 12 percent in
Canada, a debt ration at 80 percent, tariffs in nomnal terns
are assuned at $1.62 to AECO and [$2.17] to Chicago, and in
real, inflation-adjusted terns at approximately $0.90 to AECO
and $1.21 to Chicago. He indicated that these nunbers are
simlar to the assunptions put forth by the adm nistration.

10: 26: 03 AM

REPRESENTATI VE SAMJELS asked if Econ One has figures relating to
"existing pipe capacity to Chicago."

MR. PULLI AM responded, "W have assunmed that in ternms of when we
|l ook at the pricing in AECO we've taken Chicago mnus $0.90 as
AECO value, which would then assune use of existing pipeline
...." He continued with his presentation, noting that, as shown
on page 5 of the handout, the state's gas marketing costs are
listed at $0.055, which matches the nunber the adm nistration
has used. The potential royalty-in-value (RIV) versus royalty-
in-kind (RIK) difference is listed at 2 percent. Also built in
is a 15 percent federal investnment tax credit and a 35 percent
contribution credit on the gas treatnent plant (GIP) and feeder
lines, and he said Econ One has assuned that "those credits
woul d not pass through into lower tariff, thus they would accrue
to benefit the owners of those facilities - the people who put
the capital in place.

10: 28: 19 AM

MR. PULLI AM said Econ One includes the inpact of increnmental oi
production in its nodel, which is one place where the conpany
differs from the nodel that the administration has used. He
st at ed:

W have taken into account here the fact that you'll
get sonme different oil production over tinme at Prudhoe

[ Bay], and at Point Thonpson, of course, you'll get
some oil production along with the gas devel opnent
t here. W've also taken into account in the out
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years, as you start to explore and find gas, that
there'll be sonme increnental oil that'll come along
with that.

MR, PULLIAM in response to a question from Representative
Sanmuel s, confirned that the Econ One's nodel is consistent with
the admnistration’s nodel in regard to the GIP credit not being

passed through [to shippers in tariff]. He said tonorrow he
woul d speak further regarding what would happen to the tariff
and the economc if "that had to be passed through.” In

response to a followup question from Vice Chair Sanuels, he
stated that it is his understanding that the determ nation would
be made by the Federal Energy Regulatory Conm ssion (FERC),
al t hough he added that |egislation passed could have an effect.

10: 29: 47 AM

MR. PULLIAM turned to page 6 of the handout, which shows the
revenues and investnent netrics analyzed under three different
fiscal systens. He nentioned the SGDA proposed contract, and he
said Econ One has | ooked at how that conpares to the ELF-based
system which is currently in place. The third systemlisted is
t he PPT. He said there has been legislation in play to amend
the ternms of the ELF system

MR. PULLIAM reviewed the summary of severance tax treatnent
under alternative fiscal systenms, as shown on page 7 of the
handout . The chart on the page displays the follow ng: a
nom nal rate of 10 percent for ELF, 20 percent for PPT and 7.25
percent for [the Stranded Gas Devel opnent Act (SGDA)]; and an
expected average ELF of mnus .725 for ELF, not applicable for
PPT or SGDA; a gross revenue exclusion not applicable for ELF,
0.67 for PPT, and not applicable for SGDA, a tax rate at
wel | head of 7 percent for ELF, 13.33 percent for PPT, and 7.25
percent for SGDA; deduction of costs not applicable for ELF, 20
percent for PPT, and 20 percent for SGDA; and capital credits
not applicable for ELF, 20 percent for both PPT and SGDA.

10: 35: 15 AM

MR. PULLIAM directed attention to page 8 of the handout, which
he said illustrates what woul d happen under the various systens
in the case of "new gas production.” The effective tax rate for
the ELF-based system would be 7.25 percent of the wellhead
val ue. For the PPT system he highlighted, the effective tax
rate increases as prices increase; the illustrated wellhead
val ues of $2.00, $4.00, and $6.00 result in the effective tax
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rates of 4.63, 6.38, and 8.70 percent, respectively. The reason

for that, he explained, is related to deduction of costs. The
costs are not changing as the prices are noving, thus the anmount
of deduction is smaller, in relative terns, as prices nove up,
he said. Furthernore, using the PPT system includes getting

capital credit, which neans not only deducting costs, but also
deducting 20 percent of capital.

MR.  PULLIAM continuing with page 8, said that under the
proposed contract, the effective tax rates corresponding wth
the wellhead values of $2.00, $4.00, and $6.00 would be m nus
1.45 percent, 2.90 percent, and 4.35 percent, respectively. A
| ower wellhead rate can result in a negative tax rate. He
expl ai ned, "What's going on here is you're fixing your ... tax
at the wellhead that you're taking 7.25 percent, but vyou're
al l owed to deduct for your production costs at the PPT rate [of]
20 percent, and then you're allowed to get your capital costs.
So, that drops your effective tax rate down.™

10: 37: 40 AM

MR. PULLI AM noted that in the case of Prudhoe Bay, that kind of
drop would not be seen, because there are not really any new
costs there associated with production; therefore, the effective

rate in Prudhoe Bay would be nore like the rates under the
current ELF system He concluded, "But under a new field, where
you're going to have to be ... spending noney to develop a new

gas field, you would get an effective lower rate than the 7.25
percent rate."

CHAIR THERRI AULT recalled that M. Pulliam had previously nade
some conparisons simlar to those being shown today. One was
based on the Point Thonpson Field, because there was sone
informati on avail abl e regardi ng the expected expense of building
t here. He noted that M. Pulliam had also shown conparisons
related to an "NPRA-type field,” the nunbers for which were
estimated, because "we don't know exactly what we found out
there.” He asked if M. Pulliam blended together that
information to conme up with "the new gas production.”

MR. PULLI AM answered yes, saying the information in the handout
currently before the conmttee is hypothetical and uses the sane
nunbers that have been used "for a new gas field comng on
line." He said that nmeans about .35 cents per NCF capital costs
and .15 cents in operating costs.

10: 39: 05 AM
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REPRESENTATI VE SAMUELS asked M. Pulliamto confirm that if the
gross revenue exclusion (GRE) were to disappear, the effective
tax rates would i ncrease.

MR PULLI AM answered that's correct.

REPRESENTATI VE SAMUELS observed, "On your proposed cases
you're using, in your nodel, four, six, and eight Chicago, and
then at well head you're going two, four, and six." He indicated
that the Chicago exanple [from the key nobdel assunptions shown
on page 4] shows an anount of $2.17. He asked, "What happens to
the .17 cents then in your nodel ...?"

MR. PULLI AM cl ari fi ed:

This is sinply for illustration here. ... The [$%$2.00,
$4.00, and $6.00] here do not correspond necessarily
to the nunbers used in ... the nodeling. In the
model ing, we'll get a wellhead net back that is equa
to the price at the sales point, mnus the tariff
cost, and whatever that is, that's the one we'll
val ue.

CHAI R THERRI AULT asked M. Pulliam if he would be able to plug
in some of the paraneters related to the last two versions of
the bill - one by the Senate and one by the House - and "run the
nunbers" fairly quickly.

MR. PULLI AM answer ed yes.

10:41: 09 AM

MR. PULLIAM returning to his presentation, directed attention
to page 9 of the handout, which shows estimted project revenues
to state and nunicipalities using a base $6.00 gas case. He
said that in this nodel, the assunption has been nmade that the
project would be constructed to Al berta, Canada, and there would
be "gas blow ng through existing or extended lines from there."
The top section of the page shows the dollars to the state in

various categories in "2005 dollars.”™ The bottom section of the
page, he noted, shows the nunbers in net present value (NPV),
using an 8 percent discount rate for the state. He said the

adm nistration's nodeling used 8 percent for state and 6 percent
for municipalities; however, Econ One used 8 percent for both
"as a sinplifying assunption for the entire revenue stream?”
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REPRESENTATI VE SAMJELS asked if the assunption on the $6.00
Chicago gas is also the assunption used in the admnistration's
nodel .

MR. PULLIAM replied that the admnistration has used several
di fferent nunbers. He offered his wunderstanding that the
adm ni stration’s "base case" was [$5.50], and he stated, "Wen I
get through here, I'm going to have a [$5.50] ... case here as
well, for purposes of conparing.” M. Pulliam explained the
terms on the page 9. He said gas revenues, including royalties
and severance taxes, equal all the cost that the state is going
to have to bear. Regardi ng the negative anobunt shown for the
GIP and feeder credits, he said that reflects a 35 percent
al l onance on the capital for those facilities. The fourth row -
"Revenue Before O Effects” - includes pipeline investnents.
Ol effects, he explained, relate to the anpunt that's due the
i ncremental oil production.

10: 45: 09 AM

MR. PULLI AM said the sixth row - "Revenues Before P/L Investnent
| ncone” - totals all the "upstreanmt inconme, as well as property
and incone tax, before getting to the category of pipeline
i nvestment income, which is shown in the seventh row

MR. PULLI AM turned to page 10, which shows the estimted project
revenues to the state and nmunicipalities, using a base $6.00 gas
case. He explained that the two colums on the page show a
conpari son between the proposed contract and the PPT-based
system The nunbers go up in the PPT system he noted, which is
a result of the fact that there are generally higher tax rates
as well as cost deductions such as the upstream cost allowance.
In row 3, he highlighted, there are no "GIP/ Feeder Credits" for
the PPT. The oil effects are about the sane. As shown on row
7, there would not be any pipeline investnment inconme for the
PPT, unless the state was to becone an investor in a pipeline

As on the previous page, he relayed, the bottom of page 10 shows
the NPV associated with the same itens.

10: 48: 05 AM

MR. PULLI AM directed attention to page 11 of the handout, which
again shows the estimted project revenues to state and
muni cipalities, with a base $6.00 gas case, but this tine adds
the ELF-based system to the conparison. He observed that the
nunbers shown in the ELF-based system colum are "a little bit
lower and a little bit closer to the proposed contract.” There
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are no feeder credits or GIP credits or sone of the cost
allomances in the ELF-based system Furthernore, the oi
effects are snaller, because there are no PPT rates on oil under
t he ELF-based system

MR.  PULLIAM pointed out that page 12 of the handout - a
continuation of the estinmated project revenues to state and
muni ci palities - shows a line-item conparison of the proposed

contract and the PPT-based system both in 2005 and NPV terns.

10: 49: 24 AM

VR. PULLIAM said page 13 of the handout continues the
conparisons, adding in the difference between the proposed
contract and the ELF-based system Consi stent with previous
di scussion, he noted, the tax rates are |ower under the ELF-
based system thus the difference would be smaller. M. Pulliam
said that on page 14 of the handout, he "turned those
differences into percentages” to nmake it "easier to grasp.” On
page 14, he noted, colums four and five show the percentage
difference for each line item for the PPT-based system and ELF-
based system respectively. He offered further details.

10: 51: 24 AM

CHAIR THERRI AULT asked, "On colum one, ... that pipeline
investnent inconme, ... what calculation is behind that $1.2
billion?"

MR. PULLIAM answered, "$1.2 billion in investnent inconme that
the state would earn as a result of owning part of the
pi peline." In response to a followup question from Chair
Therriault, he explained, "This is in 2005 dollars, over ... the
first 30 years of pipeline operations.”™ He continued:

|"ve broken that out as a separate piece so you could

ook at these effects, both before a pipeline
i nvestnment and after. ... | think before a pipeline
investnment gives you a little nore apples [to] apples
conpari son, because the pipeline investing ... is

a return on sonething ... you're putting your noney

into, as opposed to just return on the gas and
hydr ocar bon resources.

10: 52: 33 AM
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MR. PULLIAM returned to his presentation, directing attention to
pages 15 and 16 of the handout, which show the differences and
percentage differences, respectively, for the estimated project
revenues to state and nmnunicipalities, using a low $4.00 gas
case. He continued:

What you find is that at |ower prices, the percentage
differences are a little bit higher than they are at
hi gher prices, and that's because you' ve got sone
fixed costs that vyou're going to bear wunder the

contract, like wupstream cost allowances [and] GIP
credits that are not going to vary with prices. So

at lower prices, the difference between a the
[ proposed] contract and ... either of the other two
systens will higher ... on a percentage basis,.[while]
at higher prices it'll be |ower.

MR. PULLIAM said pages 17 and 18 of the handout show the
di fferences and percentages, respectively, using a high price
scenario of an $8.00 gas case. In that scenario, he relayed

the percentage differences drop relative to the |ower prices.
M. Pulliam turned to page 19, which shows the aforenentioned
conpari sons, using a gas case price of $5.50, which is the price
the admi nistration has used for its base case. He stated:

W find a little bit higher difference than what the

adm nistration has in its results. This is due to a
coupl e of reasons. One, we have included oil inpact
in our nodel. In addition, there is a difference in
the treatment of costs for new gas devel opnent. In

the admnistration’s work, they have not included
those gas <costs as a deduction against the gas

revenue. | nstead, they have assuned those are just
costs that are going to be deducted ... - oil tax
under the PPT. So, there's a difference in the
t r eat ment bet ween  what the admnistration does
(indisc. -- street noise) with what we have, as far as
new gas C. devel opnent . The adm nistration
essentially puts the gas cost on against the oil, and

what we've done, for purposes of new gas comng on, is
we have allocated a portion of the cost based on the

oil and gas production comng out of the field.
So, for instance, Point Thonpson is going to be
produci ng sonewhere between 80 and 85 percent of that

as a gap. New ... gas fields that are com ng on
are also expected to be about 80-85 percent gas. So,
in looking at gas development costs ... of those
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fields, we have put that same percentage ... as cost
agai nst the gas revenues, and then the bal ance agai nst
the oil.

10: 56: 50 AM

CHAIR THERRI AULT said there had been discussion in the Senate
guestioning if the "build-out"” cost gets subtracted against the
oil stream resulting in the gas being cost-free and "you just
split them according to the ratio that you think the production
off the field is going to bear."

MR, PULLIAM said that's right. He stated that Prudhoe Bay is
not going to incur many, if any, increnmental costs, but Point

Thonpson will require signi ficant costs to devel op
Furthernore, the new gas will have to conme froma new field. He
cont i nued:

The work that the administration has done has assuned
that those are largely gas fields, with nostly gas
production comng out of them wth some associated

oil. So, we have put the cost proportionate to the
barrel of oil equivalent of gas versus oil. W' ve
also included here, in the analysis, ... the oi

effects ..., so, if you include those oil effects in
there, it counted for all the costs regardless of

whether it's oil or gas.

REPRESENTATI VE SAMUJELS directed attention to page 19, and noted
t hat in the row showng "Gl Effects,” [on line 5 of the
section pertaining to 2005 dollars], the amount shown under the
colum for the ELF-based systemis |ower than the anmounts in the
colums for the proposed contract or the PPT-based system
Conpared to that, he noted, the "Gl Effects" anmount shown [on
line 5 of the section pertaining to the NPV] is greater in the
colum for the ELF-based system than for the proposed contract
or the PPT-based system He asked if that has to do wth
upfront costs.

MR. PULLI AM responded, "It's because of the deduction that you
allow." He continued:

Typi cal |y, . [ when] you're thinking about a
devel opnment of a field, the costs are going to cone up
front. So, on a net present value basis, you re going

to be paying nore early, which is one of ... the
attractions, of —course, of the PPT system for
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encouragi ng develop[ing] and investnment, is to allow
t hose deductions up front and hel p the economi cs.

REPRESENTATI VE = SAMUELS, in response to Chair Therriault,
clarified his previous question. He said he had assuned that
the higher anount under "Gl Effects" in the ELF-based columm
for the NPV was due to the upfront costs at Point Thonpson for
devel opment of the credit system

MR. PULLIAM reconfirned that's correct. He offered further
details.
11: 00: 11 AM

REPRESENTATI VE SAMJELS spoke about choosing to raise the tax
rate but not invest in the pipeline conpany, thus getting noney
from the gas, not the pipeline conpany, and he indicated that
this would increase the risk factor. He stated, " | understand
the risk of the cost overruns and all that kind of stuff, but
generally you're going to nmake your 12 or 14 percent, or
whatever (indisc.) wuntil you' ve got a steady cash flow, as
opposed to taking all the market risk on the gas itself."

If you took that pipeline investnent inconme, and
instead of choosing to invest in the pipe, you
chose to take your nmoney -- if you say, "I want 'X
anount of noney total,"” and instead you chose to raise
the tax rate but not invest in the pipeline conpany,
and get your noney - you want your noney from the gas
and not from the pipe co. - you would also, though,
i ncrease your risk, and in ny view, the pipe co. noney
is just going to be instead of the pipeline conpany
makes their noney -- you know, | wunderstand the risk
of the cost overruns and all that kind of stuff. But
generally you're going to make your 12 or 14 percent,
or whatever (indisc.) until you ve got a steady cash
flow, as opposed to taking all the market risk on the
gas itself.

MR. PULLI AM said he does agree that the revenue stream from the
pipeline is less risky than from (indisc. -- overlapping
vVoi ces) .

REPRESENTATI VE SAMUELS asked, "Just on the financial side of
things, if you want to take sone of your noney and mtigate your
risk by buying 'pipeco,' is that incorporated into these nunbers
at all, to where that risk factor -- because now you' ve
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mtigated sonme of the state's risk - the market risk - wth
gas?"

MR. PULLI AM responded that he does not know that "mtigation of

the risk"” is the correct point of view to have. He said he
thinks there is nerit in the state's having investnent in the
pi pel i ne. However, he said the state needs to think about the

return being consistent with the risk of the investnent, and
that consideration has to be nmade against the alternatives.

REPRESENTATI VE SAMJELS asked if Econ One's nodel takes into
account how nuch risk the state is willing to take.

MR, PULLIAM replied that there is no separate conponent in the
nodel reflecting a risk differential, other than to recognize
the investnent revenue. He said the admnistration has done
that, as well in its fiscal interest findings, where it is
possible to find where the investnent incone on the pipe is and
di scern how that is separate from the revenues on the gas. He

said, "I have not seen anywhere in there where ... they've tried
to quantify or suggest that they would rather take ... the
pi peline return as opposed to return on nore risky upstream..."
11: 04: 36 AM

MR. PULLIAM returned to his presentation, noting that page 20 of
t he handout shows "those nunbers in percentages.” Page 21 shows
the estimted revenues and investnent netrics for producers,
using a base $6.00 gas case for the proposed contract. He

related that he has broken down that category into "Upstream"
"Mdstream" and "Conbined Upstream and M dstream i nvestnents.
He said the chart on the page follows the format of previous
pages, but adds a few nore conponents. The categories displayed
for each of the three aforenmentioned investnents are: revenues
in 2005 dollars; NPV with a 10 percent discount rate; NPV
divided by the barrel of oil equivalent (BOE) at production;
profitability ratio; and the internal rate of return (IRR
shown in percentages. M. Pulliam reviewed the nunbers on page
21, noting that the nunbers for the mdstream investnent are
consi derably | ower. He explained, "That's because it's just a
regul ated ... pipeline. It's going to earn a tariff consistent
with the cost of capital for a regulated pipeline, and that cost
of capital is going to be pretty low if you have a high debt
ratio and a fairly |low debt cost." The conbi ned upstream and
m dstream investnments mrror the results the admnistration
chose in its work, he said, and that conbination would have
hi gher revenues and a little bit | ower NPV.
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11: 09: 28 AM

MR, PULLIAM in response to a request for clarification from
Chair Therriault, stated that the investnment in the pipeline
that is contenplated and set out in the fiscal interest findings
will be funded at 80 percent debt. In fact, he added, it is
contenplated that the pipeline conpany will seek a federal |oan
guarantee on that debt, which wll afford it "pretty attractive
financing.” He said, "W've assuned 5.5 percent, which is about
3 percentage points over expected inflation." He said he thinks
that is realistic, given the backing of the federal guarantees.
He noted that the interest paynents on the pipeline debt are
deducti ble, which has an additional favorable inpact on costs.
He stated, "It's contenplated that 20 percent of the pipe wll
be financed with equity - ... nondebt sources. In the U S.,
Burke, Inc. would allow sonething |ike a 14 percent return, and
then Canada, a little less - the NEB sonething |ike a 12 percent
return. Conbine all that and you get a weighted average in the
| ow 6 percent range."

CHAI R THERRI AULT said he wanted it clarified that the 12 to 14
percent that wll probably be allowed by the FERC wll just
apply to the equity portion - the portion related to debt.

MR. PULLI AM relayed that the notion behind FERC regulations is
that they wll allow a return consistent with the weighted
average <cost capital, thus it wll incorporate the debt
financing, which is lowcost, and the equity financing, which is
hi gh- cost .

11:12: 04 AM

MR. PULLI AM turned back to his presentation, directing attention
to page 22 of the handout, which adds to the estinated revenues
and investnent metrics for producers, at a base $6.00 gas case,
t he PPT-based system That system he reviewed, has higher tax
rates and does not have sone of the cost reductions that the
proposed contract has. Furthernore, there is no provision in
the system whereby the state would own a piece of the pipe; it
is 100 percent producer-owned. As a result, in the mdstream
section of the page, higher revenues are shown. The conbi ned
upstream and mnidstream investnent, which is reported in the
fiscal interest findings, shows a Ilittle bit |ower total
revenue, |lower NPVs and lower IRR  The chart on page 23 of the
handout adds in the ELF-based system for conparison. Under the
conbi ned upstream and mdstream investnent, he pointed out,
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there is a little bit higher NPV and |IRR under the ELF-based
system The chart on page 24 of the handout adds to the
previous charts' information the proposed differences between
the PPT-based system and the proposed contract, while page 25
hi ghlights the differences between the ELF-based system and the
proposed contract. He offered further details.

11:14: 27 AM

MR. PULLIAM said the chart on page 26 turns the previously
conpared differences into percentages. Under the conbined
upstream and m dstream section, the ELF-based system has an NPV
about 10 percent lower than the that of the proposed contract,
while the PPT-based system has an NPV about 16 percent |ower
than the proposed contract. Moving on to the chart on page 27

M. Pulliam explained that it shows [estimated revenues and
investnment netrics for producers], using the |ow $4.00 gas case.
Page 18, he noted, shows the percentages for the $4.00 gas case.
He explained that wth the low price case, the percentage
differences are higher due to sone of the features of the
proposed contract, which allow credit and cost deductions that
are not variable to price. He expl ained, "So, at |ower prices,
you're going to provide a higher change on the [market potenti al

value (MPV)] wunder the ... proposed contract.” The chart on
page 29 shows a high $8.00 gas case, and the chart on page 30
“turns that into a percentage difference." He said, "At the

hi gher prices, the percentages are |ower."

11:17: 15 AM

MR, PULLIAM directed attention to the charts on pages 31 and 32,
both of which show the estimated revenues and investnment netrics
for producers, using the $5.50 gas case included in the fiscal
i nterest findings.

11: 18: 09 AM

MR. PULLIAM turned to the issue of cost overruns, which he said
are also called cost sensitivities [shown on pages 33-38 of the
handout as estimated total returns to the State of Al aska and
Muni ci palities]. Page 33 assunmes an asymetrical distribution

showi ng figures ranging froma 10 percent cost decrease up to a
50 percent cost increase. He stated, "It doesn't nean you
couldn't have less of a ... decrease, but this is the kind of
pattern that's included in the fiscal interest finding."
Revenues to the state are shown under the proposed contract in
colums 1 and 2, under the PPT-based systemin colums 3 and 4,
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and under the ELF-based system in columms 5 and 6. He stated,
"While the nunbers are higher in the PPT system and the ELF

system relative to the proposed contract, it changes relative
to ... cost increases. You don't have that big of a percent of
change to the state revenues as costs nove around.” He pointed
to the figures in the lower half of page 33, under the heading,
"NPV (8)," and said, "Those differences get larger relative to
the other two systens, and that is because ... in large part you
are providing capital credit to the GIP and the Point Thonpson
feeder, so those ... costs go up if you provide a higher

amount of credit up front."

11:20: 24 AM

MR. PULLIAM directed attention to the chart on page 34, which
shows the sane pattern of figures, but with a $4.00 gas case
scenario, which results in higher percentage differences due to

cost increases. He explained, "That's because you' ve got |ess
of the revenue comng in from gas; less of it is priced
sensitive with gas, so you'll have ... [a] bigger percentage

decrease wth cost overruns wunder a Jlowprice scenario.”
Referring to the chart on page 35, he said, "You would have a
smal l er decrease ... wth higher prices. So, you get nore of
your revenue comng in that's price sensitive, as costs go up,
the inpact is |less at higher prices.”

CHAI R THERRI AULT asked what is being tracked in colum 2.

MR. PULLI AM answered, "Columm 2 is the percentage difference in
state revenue relative to the cost as projected.” He offered
further details.

11: 22: 37 AM

MR. PULLIAM turned to the chart on page 36, which shows cost
sensitivities related to estinmated producer economcs, [using a
$6. 00 gas case]. There are three colums: the proposed
contract, the PPT-based system and the ELF-based system Each
colum is divided into: revenues and the percentage of change
from that projected. He stated, "As you're putting out nore
cost up front, the inpact on your NPV is higher ...."

11: 24: 30 AM

[ The following discussion is inaudible, but essentially was
repeated for the benefit of those who could not hear it
initially.]
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SENATOR HOLLI'S FRENCH, Al aska State Legislature, regarding the
chart on page 33, observed that wunder the heading of 2005
dollars, with a 50 percent increase in costs, the decrease for
the state is 6.7 percent. He conpared that to page 36, where he
observed that under 2005 dollars, the sane value of a 50 percent
increase in costs cones to mnus 3.9 percent, which is alnost
hal f the amount. He asked if he is reading that correctly.

MR. PULLI AM responded yes. He conti nued:

There's two things going on: One is, ... under
contract you're providing credit for some of the
capital that's being put in, like ... the GIP and at
the feeder line - the 34 percent contribution credit.
And so, as costs go up, ... the state's going to be
putting out a bigger share of that. ... The other
thing is, when I'm |looking at the state revenues, |'m
| ooking at those all after financing, and so on all of
these I'm looking at what's the net factor to the
state after financing. Wen |1'm |looking at the
producer nunbers, these are all consistent with the
way that ... present in the fiscal interest findings

and the way you look at these investnment netrics;
they're all prefinancing revenue streans.

SENATOR FRENCH said he thinks it is inportant for people to keep
in mnd that a cost overrun affects the state worse than it
af fects the producers.

11: 27: 51 AM

MR. PULLIAM returned to his review of the chart on page 36 to
note that each of the different investnent netrics are |aid out
to show how t hey change with a change in costs.

MR. PULLIAM in response to a query from Representative Saruels

related to Senator French's prior question, explained, "The
di scount rates that are used for the state are 8 percent; the
di scount rates that are used for industry are 10 percent. So,

if you have higher cost up front, you're going to have
(indisc. -- street noise)."

11: 29: 46 AM

MR. PULLIAM in response to further comment by Representative
Sanuel s, said, "If you include the capital of the pipeline, and
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look at it on an integrated basis, given the higher discount

rate that's used, you' d get a bigger decrease."

11: 30: 31 AM

REPRESENTATI VE NORMAN ROKEBERG, Al aska State Legislature, stated
his wunderstanding that the state and the FIF were using the

state 5 percent discount rate, not an 8 percent.

MR. PULLI AM r esponded:

Actually, ... the state ..., in different sections of
the fiscal interest finding, ... use 8 percent where
they ... look at the state inpacts of the front

section, and then later on, they switch and use a 5
percent rate. And in both ... cases they say it's an
appropriate rate, so there's a bit of an inconsistency
there. W have used the 8 percent rate, which is, in
our understanding, is consistent with the opportunity
costs - the funds for the state. W think [it is] a

nore appropriate rate than the | ower 5 percent

REPRESENTATI VE ROKEBERG sai d:

rate.

| come down on the side of the state's expectations of

returns on the lower ranges, in ternms of

the cash

flow. ... It's very hard to equate the state as an
entity to a private sector entity in terns of their
return investnments and their capitalization rates when
you build a band of investnent-type theories, or
what ever you're going to use to establish a cap rate,

it's different aninal. I just would hope

that the

statistics are consistent, is all; and there seens to

be sone inconsi stency.

11: 32: 24 AM

REPRESENTATI VE SAMJELS asked if using the 10 percent rate, as

shown on page 36, is a typical industry standard.

MR.  PULLIAM answered yes, certainly for [|ooking at upstream
i nvestment opportunities. M dstream opportunities, he said,
would be a different matter, because as a regul ated asset there

typically is a lower return set.

11: 33: 07 AM
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MR. PULLIAM directed attention to the slide on page 37, which
shows the sane netrics, but at a lower, $4.00 gas case. He
stated, "OF course, at lower prices, the inpacts are going to be
greater, because you don't have as nuch gap income to support

the investnment." Slide 38, he noted, |ooks at the same netrics,
but uses a higher, $8.00 gas case, and there, the differences
are smaller, he said. More of the revenue is being driven by
hi gher gas prices, he added. M. Pulliam turned the chart on
page 39, which shows "Covernnent Take." He said, "W have
| ooked at government take here for the State of Al aska, and for
all governnents, and we've done it using 2005 dollars.” Under

the "All CGovernnents" section of the page, he noted that under
the proposed contract there would be a slightly progressive
government take. The governnent takes would be higher under the
PPT- based system wth a little bit of progressivity. The ELF-
based system he said, would be a slightly regressive system
He noted that the nunbers shown on page 39 are a slightly
different that but not far off from the nunbers found in the
fiscal interest findings.

11:36: 49 AM

The comm ttee took an at-ease from11:35 a.m to 11:41 a. m

VWhat Natural Gas Prices Should Be Used?

11:41:14 AM

ANTHONY FI NI ZZA, Ph.D., Consultant, Econ One Research, Inc.,
said this portion of his presentation will attenpt to back up
the gas price nunbers used in M. Pulliams analysis, speak to
gas markets, and establish price distributions that will be used
in foll owup analyses of the FIF. He stated that gas prices are
the nost inportant variability in the netrics being discussed,
as well as the nost difficult to forecast.

DR FIN ZZA directed attention to the handout entitled, "Wat
Natural Gas Prices Should Be Used?" He noted that the chart on
page 2 of the handout shows that Alaska gas, along with LNG
will be a feature of U 'S gas supply over the next several
decades. Alaska, he related, is projected by the EIA to nmake up
6.5 percent of the total gas supply to the U S. [between 2016-
2030]. As shown on the chart on page 3 of the handout, he said
it is known that the Al aska [North Slope] Resource Potential is
hi gh conpared to the rest of the country. He highlighted that
the known reserves are 35 trillion cubic feet (Tcf).
Furthernore, the USGS estimates 120 Tcf of undi scovered
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reserves, much of which will be econonic. Regardi ng the chart
on page 4, Dr. Finizza said USGS reports that Al aska contains
approxi mately 40 percent of estimated undi scovered U S. reserves

from conventional [gas] resources. As shown on the chart on
page 5, even after adding unconventional gas from the Lower 48
to the totals, Alaska still holds approximately 20 percent of

the U S. reserves.

DR. FIN ZZA said there are critical wuncertainties related to
Al aska gas in the following categories: the strength of natural
gas market, the wextent of the LNG penetration, and the
conpetition of gas with alternative energy. He highlighted the
key points on the chart on page 7, regarding future natural gas

mar kets, including that: the natural gas supply in North
Anerica will be tight; the Lower 48 will be in sharp decline, in
particular from conventional reserves. Furthernore, LNG will be
somewhat limted by existing and planned facilities. El ectric
utilities growh of gas will be limted by high gas prices, he
not ed. There will, he said, be stiff conpetition from coal -

based, electric generation, which was at one point considered to
be a favored market for new gas supply. There is unlikely to be
gromh in the househol d/ comercial industrial |evel beyond the
traditional growth in population or GNP, he relayed, and no one
expects that mmjor inpact in the transportation narket. He
added, "A lot of it is going to hinge on the power ... market."

DR. FINIZZA directed attention to a table on page 8, showing a
U.S. natural gas demand outl ook. He said he presented a table
just like it last August, which offered a |ook at increnental
natural gas demand by sector, as reported by the Departnent of
Energy's annual energy outl ook. He continued:

At that tine, they thought the increnmental increase in
natural gas [fron] 2005-2025 - now that's five years
less than this chart - would be three, four, and now
they've scaled it back to one, because they
recogni zed, as we all should recognize, that higher
natural gas prices reap conpetition, particularly from
using less electricity in one sense, and also from
conpet i ng suppl y sour ces such as coal and
alternatives.

DR FIN ZZA, regarding page 9, said it |ooks |like 3-4 Tcf a year

will be needed in the supply mx for LNG and it that anount
will probably rise. He said it looks I|ike LNG could be
delivered to narket at costs in the $3.00-$3.5 nillion Btu
range, but it will be sold at the prevailing donestic gas price,

BUD COWM TTEE -21- June 14, 2006



which Dr. Finizza said Econ One believes will be set by higher
cost donestic supply, not by LNG prices. He highlighted that
LNG costs from Qatar to the U S. are $2.50/mllion Btu. He
indicated that that breaks down into the state of the raw gas

through Iliquefaction, shipping, regasification, and pipeline
access. In summary of page 9, he stated that LNG will not be
setting future gas prices. The prices will be set by higher

cost, Lower 48 supplies.

11:47:54 AM

DR. FIN ZZA directed attention to a chart on page 10 of the
handout, which shows sanmple LNG costs of transportation of the
gas pipeline versus other gas projects in the world. He said he
obtained the figures from the Canbridge Energy Research
Associ at es. He offered an exanple from the chart, highlighting
figures for shipping costs, gas |iquefaction, "regasification,"
and a pipeline access fee, and conpared that to conparable
figures related to tariff, previously showmn by M. Pulliam and
he stated, "You'd get $3.25 to $3.50, getting gas from the well
in Qatar to the gulf coast of the U S. into a pipeline hub that
woul d be comparable to, say, Chicago or ending up sonething of
that sort."

DR. FIN ZZA, regarding the issue of alternative energy sources,
shown on page 11, confirmed that natural gas will faces threat
from alternative power technologies when prices are high. He
said there are tw technologies having clains of being
"econonic" at prices of $4.00-%$5.00 an higher; thus, he said it
shoul d be expected that natural gas will face conpetition from
other energies over tine. He added, "That should deflate
anyone's idea of having extrenely high gas prices in the
future."

DR. FIN ZZA turned to page 12, showing public natural gas price
forecasts. He pointed to the first bulleted point on the page
which is EIA s annual energy forecast, produced January 2006,
and he noted that Econ One has taken those nunbers and devel oped
sonme probability distributions. He highlighted the next
bull eted point on the page, which is the NYMEX futures nmarket,
but he said those nunbers "don't go far enough,” and there's
sonme debate as to their forecasting content. Pertaining to the
chart on page 13, related to natural gas price outlook, he
enphasi zed the inportance of thinking about the "chances of
prices being a certain level." He explained that to produce the
chart, he used the nethodology he was advised to use by Henry
Hub in conjunction with a Departnment of Energy survey related to
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probabilities of prices, which is yet unrecorded. He offered
further details.

DR FI Nl ZZA di scussed page 14, which addresses the forecasting
content of NYMEX futures, and he said that this forecast,
although reflecting the market's expectation of future gas
prices, has been proved inaccurate. Not wi t hst andi ng that, he
said, the forecast does seem to outperformthe "EIA' s AEO'; but
"there is not enough evidence of its long-term viability as a

forecasting tool." Page 15, he noted, shows Henry Hub
historical prices with "the NYMEX strip" at selected points in
time. He explained that an erratic pattern on the page is
expl ai ned by "the seasonality conponent for the heavy use of gas
in the winter heating season ...." He said, "If you take that
picture and statistically try to determne what that is telling
us, it gives us a view sonmething like ... $5.5-$6.5 dollars in

real terns over that period. O course, that's stock before the
pi peline startup."”

11:53: 04 AM

REPRESENTATI VE LES GARA, Al aska State Legislature, said he would
like Dr. Finizza and M. Pulliam to get back to the conmttee
regarding at what price point the state would start |osing noney
on gas, and to describe what revenue ram fications would affect
the state, should prices continue to be low for one year, for
exanpl e. He explained, "I just want to wunderstand those
downsi de risks of the royalty and production tax in kind issue."”

11:54:14 AM

MR. PULLI AM responded that he would be willing to supply that
information, but would not do it wthout also proffering what
the |ikelihood of such a scenario would be.

DR. FI NI ZZA continued with his presentation, directing attention
to page 16 in the handout, which is entitled, "National Ol

conpany Price Views." He said the top three bullet points on
page 16 are inferences about what conpanies nust have been
thinking about oil prices in recent asset acquisitions. He

offered further details. At the bottom of the page, he noted

is a quote attributed to Jim Milva, the Chairman of
ConocoPhillips, which was reported in the Petroleum News and
read in part: "What we really look at is prices of $7 to $8 ..

and if they're north of that, that's all the better for the
transaction. W tested also at about $5 per nctf." Dr. Finizza
stated, "Those would be higher than we would think would be a

BUD COWM TTEE - 23- June 14, 2006



reasonabl e pl anni ng case and hi gher than the ones we used as our
"most likely.""

11:55: 59 AM

DR. FINIZZA, in reference to the graph on page 17, said he
attenpted to put together a way of conparing natural gas price
forecasts. He continued:

It took two things to do that: One was we had to put
them on the sane year's dollars - 2005 - to nmake them
conpar abl e. Also, you'll notice or recall that the
ElIA shows rising gas prices, and that's a feature of
EIA fromyear to year. W also had sone anal yses done
for the state by Lukens, which also showed rising real
gas prices. But the fiscal interest findings, PFC,
Infor Insights use a flat price, so |'ve converted
these rising real prices into flat equivalents by
maki ng sure that the present value of the result would

be the same under both cases. So, I've put it, |
believe, on an apples to apples basis. I"ve also,
where there was an ability to see if there was a
distribution around their ... mean value, | indicated

that on this bar chart.

So, in the fiscal interest findings, ... we see them
use a $3.50 nunber and [an] $8.50 nunber, and also a
$5. 50 nunber neans. | interpreted that ... as P20,
Mean, and P80; | put that on 2005 dollars, since they
their analysis in real terns with no inflation, | cal
that 2005 dollars, as well. PFC used a price case in
their evaluation of the LNG option - a piece of work
done for the Departnment of Revenue - and they used the
nunber around $6.50 ... 2005 dollars. Lukens Energy
had a price distribution which ... | converted into
flat nunbers again. They used a nean that's very
close to $6.00, $7.50 for their P80 case that is

[an] 80 percent chance prices will be at that or | ower

or 20 percent at that price or higher. They use a P20
at about $3.50, $3.60.

11:58: 17 AM

DR. FI Nl ZZA continued revi ewi ng page 17 as foll ows:

The EIA nunbers - the three there - | converted that
chart | showed you earlier into ... a flat equivalent.
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They get nunbers a little below $5.00, and little
below $6.00, and a little above $6.00, in terns of

that distribution. You'l|l note that it's a tighter
distribution than any of the other ones who have
di stribution. In the fiscal findings there was sone
work on the workforce piece at the end. | nf ormati on
inside used a nunber in 2005 dollars that would be
sonething a little above $5.00 for their ... nmean

val ue - $5. 25.

We've concluded from |ooking at al | of these
variations that the anenable distribution would be the
one that we have here: $4.00 of the P20 case, $6.00
nean expected value, and ... a P80 at $8.00. It fits
in fairly nicely, | think, wth the other groups,
taking fromall of them

DR FINI ZZA, in reference to page 18, continued as foll ows:

So, how would we wuse these prices? | think best
practices would require evaluation of projects ... at
a range of prices - no one just does one - and

particularly looking at a low price, as well as the
expected price, recognizing that with the low price
case you would expect not to have any negative net
present val ue, obviously, naybe a nodest return, [and]
not a lot of economic rent avail able. So, we're
saying that expected prices would be sonething around
$6.00 mmBtu, and a |low stress-price case wuld be
about $4.00 mBtu, and a high one at $8.00 [ mBtu].

DR, FIN ZZA said producers would possibly be nore conservative

than Econ One regarding these nunbers. |In reference to page 19,
he first noted that producers have been burned by forecasts of
high gas and oil prices in the past. He nentioned the

rollercoaster of prices fromthe high in the 1970s to the | ow of
the 1980s. He conti nued:

There is a lot of institutional know edge about those

boom busts, and | think it does continue to perneate
t he busi ness. ... I"'m thinking that they wll test
their projects against the tacit to be below this nost
likely view. So, that mght be sonewhere around

$36.00-worth of oil, and nmaybe $6.00, if they use the
6:1 ratio, or it could be a slight bit |ower.
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Producers wll certainly stress-test their projects;
ny guess would be sonewhere around $4.00 mBtu. [11]
m ght be higher if Jim Mildon's right, but | think
[ $4. 00 mBtu] mi ght be a reasonabl e guess from someone
who can't see into oil conpanies. | nmean, you could
ask them but this is a trade secret, and it's an
inmportant thing to keep secret. And [1'n just
reacting to what | renenber when people had best-guess
views out there in the past we would try to be nore
conservative, because the consequences of error are

not symetric. It's much easier to take credit if the
price [is] higher than you called; that's because it
was your good worKk. But if they're nuch |ower, you

obvi ously woul d be punished by your board of directors
as well as Wall Street.

DR.  FINIZZA concluded by reviewing the upside, nean, and
downsi de prices covered previously.

12: 02: 23 PM

REPRESENTATI VE SAMUELS, followng up on Representative Gara's
guestion as to when the state would go "into the red," stated
his assunption that if the gas is shipped to Chicago, the anount
at which the state begins |osing noney would be at a rate bel ow
$2.17. He asked if he is oversinplifying the case.

DR. FINIZZA concurred that that calculation is "approximately
right."

REPRESENTATI VE SAMJELS noted that that information conmes from
page 4 of M. Pullians previous presentation.

REPRESENTATI VE MEYER asked what the current gas price is.

DR. FIN ZZA said he does not watch the current gas price and,
t hus, doesn't know that answer to that question.

REPRESENTATI VE MEYER asked if gas prices tend to follow oil
prices.

DR. FIN ZZA replied that in general, gas prices are positively
correlated with oil prices, although not perfectly, and there
have been dramatic differences. He offered exanples. He said
sone people think the "they are converging." Part of the
difference is due to the higher cost of transportation for gas
than oil.

BUD COWM TTEE - 26- June 14, 2006



12: 04: 24 PM

REPRESENTATI VE ROKEBERG, in response to Representative Gara's

"wel | -placed question,” said he thinks one of the biggest
concerns Al askans have related to "guarding the contract" is the
shi pping capacity issue. He said, "But they all vary -- 1| think

they relate around the price sensitivity, and | appreciate your
comments on the |ow stress prices in |ooking at your projections

here." He stated that it is clear that when Alaska gas is
delivered to market it wll have an inpact on narket prices;
there will be a "substantial anount of absorption.” He said he

would like to know how other gas shippers hedge their pricing
pr obl ens.

DR. FI NI ZZA responded as fol | ows:

| f you believe that the distribution of huge prices is
something like any of these distributions here that
have the statistical distribution, the chance of ...
market price being at $2.00 is fairly |ow [ That i s]
not to say that that can't happen for periods of tine,
[but] it certainly won't likely average that for 20
[or] 30 years. So, whatever you think that risk is

in terns of dollars, nake sure you multiply it by a
smal | nunber.

A second thing is, if you wanted to hedge that, you
have an option of hedging at one place, and that's on
the NYMEX, but we have a little problem here: you
don't generally see the strip going out far enough; it
certainly isn't even at the point of the pipeline

bui | d. So, you'd have to figure out sone other
way. Let's say the pipeline started up in 2006. You
woul d have an option, | suppose, of - if you saw a

strip like this - to hedge that. The cost of that
is going to be determined by the markets perception of

how probable is ... $2.00 ... [per ntf]. It mght be
a very inexpensive insurance policy to buy; one you'l
never use.

12:07: 13 PM

REPRESENTATI VE ROKEBERG said he didn't want to take nore of the
commttee's tinme, but is curious as to "how you absorb 4.5
billion [Btu] into the nmarket in one fell swoop and how you can
hedge that." He questioned where the ultra |low stress price
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woul d be found and whether it has to be planned for on a cash-
fl ow basi s.

DR. FINIZZA, in response to Representative Rokeberg's concern
about absorption into the market, said people who put together
price views of the future "believe it's going into the market."
He added, "So, they ... you can actually see sonme of the price
forecasts that are nmade, when it enters the market, it actually
depresses in."

REPRESENTATI VE ROKEBERG observed that this is an influence to
the North American gas narket.

DR, FI NI ZZA concurr ed. He said, "This is not a small -- 6.5
percent of total supplies. So, its inpact on prices, and the
fact that it's going to Chicago through [the] Al berta hub is
recogni zed when nodelers look at ... the price inplications of
this. Prices would be different if you had nore gas or |ess.

So, it's already taken into account."”

12:08:42 PM

SENATOR W LKEN reported that the current gas price is at $6.59.

The commttee took an at-ease from 12:08:57 PMto 1:22:31 PM

Ri sk Anal ysis of Al aska Gasline Project

DR. FINl ZZA commenced the first afternoon presentation
pertaining to the fiscal interest findings related to project
risks, and he used the correlating handout to outline the key
poi nt s. He highlighted page 2, which shows the project risks

identified in fiscal interest findings. Economi c risks, he
reviewed, included market risk, cost overruns, and conpletion
risk. He then brought attention to page 3, which shows

testimony by Pedro van Meurs, Ph.D., from May 10, 2006, at which
time Dr. van Meurs stated that the conbination of cost overrun

and price risks - cost overruns being too high and prices too
low - result in a 20-30 percent chance that a gasline project
will not be built with a stranded gas project.

DR. FI Nl ZZA said he quantified the two risks - cost overrun and
price - using some aforenmentioned scenarios, and he concluded
that the probability of having an uneconom c problem on the two
risks together would be smaller than stated in the fiscal
i nterest findings. He then addressed the earlier questions of
Representatives Gara and Rokeberg regarding the risk of the
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proj ect econom cs being poor in any given year, which he said is
different than asking about the project as a whole being
uneconom c over the entire life of the project. He continued as
foll ows:

If, ... whatever the tariff lost cost would be in a
given year ..., you believe that there's only a ... 1
percent chance that prices would be below that in a
gi ven year, over a 30-year period ... the chance of at
| east one year being wunder $2.00 ... would be
sonmething like 25 percent - a one in four chance that

at |l east one of those years would be bel ow that point,
al t hough the project could be, on average, good.

I f you thought that as a chance of 5 percent of risk
prices in any given year would be below the $2.00

level, it would be sonething |like a 75 percent chance
that there would be at |east one year in 30 that you
woul d be there. So, ... when asking the question, be

clear whether you're talking about an entire 30-year
period or just the random occurrence of one price,
which won't ruin the project, but it could put you
into a bollixed situation for a given one-year period.

REPRESENTATI VE JOULE, [referring to page 15 of Dr. Finizza's
prior presentation, which shows the Henry Hub natural gas price
di stribution], observed a downward turn in the price outlook to
about 2015, and he asked if the cost associated with building
al so comes down.

DR. FINIZZA surmsed that costs are highly correlated wth
demand and activity in the industry, thus, he said he inagines
costs would go down [with the price outlook], although he added
that "it's not entirely comensurate.”

DR. FIN ZZA returned to the current presentation and directed
attention to page 4, which provides a probability renm nder to
avoid a "perfect storm analysis. He explained that he is
war ni ng against picking all the things that can go wong and
thinking there is a high probability of that happening. He
offered further details as shown on the page and through
anecdotes. Regardi ng page 5, which addresses resource risk, Dr.
Finizza said there is a risk related to the inability to have
gas available to fill the line for the full Ilength of the
contract; however, he said he does not think the risk is high
enough to "continue with it in this analysis.”
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DR FIN ZZA, skipping to page 7, talked about price and cost
overrun risk, explaining that he used the Monte Carlo technique,
whi ch uses "the probability distributions of these two vari ables

to see if | can ascertain the likelihood that the project would
be negative." He said he used the three price distributions

EIA, PVYM and Econ One. The Lukens price scenario was close
enough to that of Econ One, which is why he said he chose not to
include it. He also noted that he used the cost overrun risk
distribution that "seenms to be indicated in the fisca

findings."

DR. FIN ZZA, in reference to page 8, said he used a "lognormal"
distribution in the price cases. The chart on the page reflects
the <chance that +there may be higher prices than |ower,

general ly. He turned to the triangular distribution used for
cost overruns, shown on page 9, which provide the mninmm and
maxi mum val ues and |ikeliest points. The graph, he outlined

shows a distribution where the mninum cost overrun is 90
percent of the one assunmed, and the maxinmum is 150 percent of
the nost |ikely. He said, "Wth an asymetric risk like this,
the expected value actually is higher than 100; so, this
analysis is going to give you a cost overrun on average that's
hi gher than the nost likely value." On page 10 continued wth
the cost overrun risk information. He said the two
af orenenti oned risks were nodeled jointly. He continued:

We assuned two things: one was that the two risks
were correlated, so that ... when you had higher
prices, you generally had higher cost overruns, to ...
reflect the idea that higher ... prices are generally
a result of greater activity in the industry and costs
go up when they're conpeting for scarce equipnent, et
cetera. And also, assuming that they weren't
correl at ed. So, you can do it either way, and the
conclusion isn't that different. | then calcul ated
the financial netric, using ... that distribution

of the prices ... for cost overruns, jointly, in that
correl ation.

DR. FIN ZZA said the first set of results are in the chart on
page 11, which shows the producer net cash flow (NPV10) under
various gas price and overrun distributions. The high axis
shown on the page is the net present value, and the "x" axis is
the accunul ative distribution of occurrences of those val ues of

probability distribution. The point where that distribution
crosses the zero NPV10 line, he said, "would give you sort of
the indication of the <chance, over all those distribution
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randomy drawn sanples, of this project over that tinme period
having an uneconom c feature.” He said in the case of the FIF
scenario, "you're talking sonmething that's in the 5 percent
range. " Chart 12, he relayed, shows the NPV10 under two
[alternative] sets of fiscal terns: the 2005 ELF term and the
proposed contract. The chart shows that the proposed contract
is less risky, but significantly so. Page 13, he noted, |ooks
at the IRR under the sane aforenentioned gas price and overrun
di stributions. If you were to conpare the nunbers wth an IRR
of 10 percent, for exanpl e, the bottom tw cunulative
distributions cross the 10 percent |ine on the "y" access,
roughly at 6-7 percent. He explained that for the chart on page
14, he expanded the graph from page 13. He nentioned a
probability regarding the chart on page 14, and he offered an
estimated of 5 percent or higher.

1: 37: 03 PM

DR, FIN ZZA turned to the conclusions on page 15. He related
that - looking at the price risk inherent in any project of this
type and the cost overrun risk as overstated in the fiscal
interest finding - the risk of having an uneconom c project
woul d range between 1-5 percent. If the oil effects and the
effect of getting value from extracting natural gas liquids from
the gas are ignored - as they are by Dr. van Meurs - then the
risk [of being uneconomic] rises to approximately 7.5 percent -
not the 20-30 percent that has been depicted.

SENATOR W LKEN asked Dr. Finizza to illustrate where on pages 13
and 14 the conclusion on page 15 i s support ed.

1: 40: 37 PM

DR. FINI ZZA first addressed the second bullet point on page 15,
which has to do with the aforenentioned 1-5 percent risk. He
directed the commttee back to the chart on page 14 and
expl ai ned:

You can see ... the crossover point; 1've drawn a
hori zontal line on graph 14 at the 10 percent internal
rate of return, assumng that would be the hurdle rate
used. So, if the ... IRR goes below 10 percent, one

would argue that that's not recouping the cost
capital, so it would be a negative and uneconomc
project. And I'm saying that these are slightly above
10 percent - this ... fiscal interest finding's |ine
So, ... it's right about at the 5 percent |evel.
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If you want ... to see how | get the |ess than one

percent, | note that there is nuch smaller than 1
percent if | draw the line on page 14 - the blue |ine
is the EIA - that one would not hit 10 percent unti

sonmewhere close to zero. There's no such thing as

zero, so | can't report it at zero change.

DR, FI NI ZZA next addressed the third bullet point on page 15,
which is in regard to the risk rising to 7.5 percent. He said
he does not have a graph that shows that the 7.5 percent would
be a result of taking out the oil effects and the positive
uplift effects from NG.; however, returning to the graph on page
14, he showed the commttee where the line would be drawn if it
were there.

DR. FIN ZZA finally addressed the conclusion expressed in the
top bullet point on page 15. He stated:

There's no way we saw you could get this 20-30 percent
chance with those two critical assunptions of the
price scenario and the cost overrun scenario. You
could get it if, one, you believe that the risk of a
crossover run is nmuch greater than stated in the
fiscal interest finding, or if you thought prices were
going to be significantly lower than stated in the
fiscal interest findings, or a conbination of the two.

1: 42: 08 PM

REPRESENTATI VE ROKEBERG pointed to the chart on 13 and said it
appears that as prices and cost overruns increase, so does the
| RR.  He asked for clarification.

DR FIN ZZA used the EIA |line on page 13 as an exanple. He said
taking the EIA nean val ue of roughly $6.00 and adding on top of
that the chance of an overrun going between 90 and 150 percent
of the stated assunption - [as shown on the chart on page 9] -
would result in the RRs shown on page 13. He said the fiftieth
percentile would be sonewhere around an |IRR of 20 [percent],
which he clarified nmeans that 50 percent of the tinme, IRRs wll
be approximately 20 percent.

REPRESENTATI VE ROKEBERG asked Dr. Finizza if the IRR increases
with the increase of prices and cost overruns.
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DR FIN ZZA said the chart doesn't specify that, but in general,
t he higher the prices, the higher the IRR

REPRESENTATI VE ROKEBERG asked, "What about cost overruns."”

DR. FI Nl ZZA responded that, taken out of a statistica
di stribution analysis, cost overruns do not help the IRR - they
lower it. He continued:

That's not what this chart is nmeant to say. This is
saying if you looked at all the possible futures of
the ... existence of the gap pipeline, what is the
nost likely IRR you would get, given these
distributions of prices and overruns? And the answer
is 20 percent. And what's the chance that you would
get an IRR below 10 percent? ... If you had the price
view of the fiscal interest findings, it would be
something like 5 percent. That's what this is telling
you.

VR. FI NI ZZA, in response to a followup question from
Representative Rokeberg, explained that an overrun does not
generally increase the IRR - it does the opposite. Turning back
to page 8, he said, "This is a distribution of how prices m ght
look ... if you wanted to say for a given year there's a chance
it would be at $6.00; there's a smaller chance it would be above
[$8.00]; there's a snmaller chance it would be below [$4.00]."
He conti nued:

You also, at the sanme tine, are asking yourself while
that's happening - and I'm going to nove to page 9 - |

have a potential cost overrun for whatever reason. It
could be that I ... didn't realize it would be as nuch
money as ... | thought, et cetera. And in fact, we
think that generally ... we would agree wth the
fiscal interest findings that the risks are nore
asynmetri c. There's a higher chance that ... costs
will be higher than you believed than | ower, although
it's not inpossible to have |ower <costs than you
expect .... W' ve nerged those two facts together to

get your sinultaneous | ook at the future. And one of
the ways of depicting the results of that world,
rat her than just give one nunber for a given price and

a given cost, I'magiving it for everything; |'m giving
it for the whole distribution of all possibilities.
This is to get away from people picking the ... worst

possi bl e price and the worst possible case and getting
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pani cked. ... It turns out there's a low probability
of that, so we want to avoid that in assessing the
ri sk view You want to say, "Wuat is the real risk
here?" If you believe those views, the real risk here
is nore in the order of 5 percent.

1: 47:40 PM

DR. FINIZZA, in response to a question from Chair Therriault
regarding the [left-hand] side of [the chart on page 13], said,
"Between ... the 0 and the 10 percent are nore likely the events
that have low prices and high overruns."” In response to a
foll owup question from Chair Therriault regarding probability,
he nmentioned a figure of 5 percent on the aforenentioned chart.

1: 48: 04 PM

REPRESENTATI VE MEYER surm sed that there is a 90 percent chance
that the IRRw ||l be a 25 percent or greater.

DR. FIN ZZA said that's correct.

REPRESENTATI VE ROKEBERG asked Dr. Finizza to confirm that he
selected his fiscal nodel for the purpose of denonstrating that
the fiscal interest findings "overstate the case" in regard to
cost overruns and pri ces.

DR. FI NI ZZA answered that's correct. He indicated that the 20-
30 percent risk assessed through the fiscal interest finding
does not seem consistent with "these independent views of the
world of how cost overruns ... or how prices would work." He
added, "You'd have to assunme ... the chance of cost overruns
much higher, which is not stated (indisc.). ... It says there's
a good chance of 150 percent of the base case, perhaps [it]
woul d have to be nultiples of that.”

1:50: 18 PM

REPRESENTATI VE ROKEBERG observed that on the charts on pages 13
and 14, "the slopes are relatively consistent, except when they
spi ke. " He said, "It seenms to ne in nost case scenarios when
they diverge we have |ower prices and higher cost overruns, but
here you have a statistical, relative slope on the curve ...,
and | guess ... | ... find it alittle bit troubling.” He asked
Dr. Finizza to speak to that issue.
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DR. FINI ZZA said he doesn't think nmuch can be gained from "the
real slope,” because in a netric such as this "they do have a

| ar ge, ... flat piece." He suggested, "What could be
constructive is to find out what happens at the tail ends of
that, and that's what ... | +think you' re addressing.” He

directed attention to the bottom graph line on page 13, which
shows the FIF price scenario and cost overrun distribution
conbi ned, and said that the |left-hand portion of the graph shows
that it is lower than all the others, thus, one could conclude
that it holds a higher risk than all of the other price
scenari os.

1: 51: 58 PM

JEFFREY LEITZI NGER, Ph.D., Senior Econom st & President, Econ
One Inc., offered the following clarification:

Let ne make a suggestion about the shape of that and
what might lie behind it; | think I could help answer
your question. As [Dr. Finizza]l] described, the
nunbers that are being plotted here come about by
drawing randomy from a distribution of prices and a

di stribution of cost overruns. A lot of the tinme in
that process, when you randomy draw a good price
case, you'll randomy draw a nediocre or a poor cost
overrun case, and the results will tend to wash out.

So, you have a lot of this distribution which is flat
range in the mddle of the page, where nuch of the
time it's not very sensitive, because the results are
tending to offset each other. You have a few cases in
either tail where you draw a very favorable price
scenario and a very favorable cost scenario. That
doesn't happen very often that you're going to get out
on those tails of ... both distributions at the sane
tinme. When that happens, the IRR in the project is
going to spike way up, and that's what you see on the
very right-hand side of table 13.

And then there are a few situations where you draw a
very bad price scenario and a very high cost overrun

and part of the point that [Dr. Finizza] is nmaking is
that it doesn't happen very often that both of those
things cone true at the same tine. And so, you have a
[imted nunber - and that's the downward turn in the
curve at the left-hand side of the page - where you
really get very poor internal rates of return. And
the lesson from it is ... these distributions are
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i ndependent for nmuch of the tinme you're going to fal
in that flat mddle range, and the project results
aren't going to be very sensitive.

DR. FIN ZZA indicated that one of his considerations in making
the graph was to "give it a greater chance that when we have
high prices, we have (indisc.)." He added, "But actually nade
those two of them nore |ikely to happen, because | believe that
hi gher prices and higher cost overruns tend to go together,
because they cause the increase in the activity in the
i ndustry."

1: 54: 35 PM

CHAI R THERRI AULT asked Dr. Finizza to clarify that on chart 13,
where a line hits the sixtieth percentile at 20 percent IRR

that neans that "the chances are 60 percent it wll be below
that point, and only 40 percent that it wll be above that
poi nt."

DR. FI NI ZZA responded that's correct.
1:55:08 PM

SENATOR W LKEN, regarding page 15, asked if the word
"overstated" really neans "slightly overstated" or "grossly
overstated,” or whether the word as used is "pretty close for
our purposes."

DR. FI NI ZZA responded by noting that the chart on page 14 is a
closer view of a part of the chart on page 13. He said:

If the statenent that there's a 20-30 [risk], so let's
round it off to ... an average of the two - 25 percent
chance of it being economic, | wuld say that this
distribution would have to intersect with [the] 10
percent IRR line at [the twenty fifty percentile] ...
and it doesn't.

DR. FINIZZA, in response to a followup question from Senator
W ken, he expl ai ned:

If I were to conclude fromthese charts that there was
a 25 percent chance of the project being economc,
rather than what | say is 5 here, the curve would have
to be significantly lower and it wuld have to
intersect this line at 25.
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CHAI R THERRI AULT asked whether the curve would cone straight
down.

DR. FI Nl ZZA answered, "Possibly."

SENATOR WLKEN asked Dr. Finizza again to qualify the word
"overstated."

DR FIN ZZA replied that he would use the adverb, "greatly." He

added, "And by the way, when | say, 'FIF here, | nean the
fiscal interest finding scenario. They don't have these graphs
in there." He said he doesn't know what assunption was made to

cone up with 20-30 percent.
SENATOR W LKEN asked, "Did they run a Monte Carl o sinulation?"
DR. FI Nl ZZA answered, "Not to nmy know edge."

SENATOR WLKEN said, "You took the difference [and] |ooked at
it."

1: 59: 02 PM

DR. FINIZZA, in response to a question from Senator G etchen
Guess, Alaska State Legislature, explained that he chose 10
percent as the nunber at and above which the idea of the project
should be entertained, and said "The targets you tal ked about
were developed in concert wth (indisc.) projects that DOC

provided the admnistration, and we'll talk about that |ater
on."
2:00: 28 PM

CHAIR  THERRI AULT, regarding prior information discussed,
clarified that the findings pulled from the FIF were gleaned
fromthe findings of the adm nistration.

2:02: 41 PM

| nvest nent Performance Metrics and Deci si on- Maki ng: How Do Q|
and Gas Conpani es Make | nvest nent Deci si ons?

2:03: 04 PM

DR.  FI Nl ZZA began his next presentation regarding how oil and
gas conpani es make investnent decisions. He directed attention
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to page 2 of the handout, which addresses how those conpanies
| ook at projects, and he said the questions asked are whether
the project: offers a strategic fit, offers diversification,
and creates wealth. He enphasized the inportance of treating
investnment and financing as separate decisions to ensure that
all investnments are evaluated on a consistent basis. He said
projects are conmpared using the same ground rul es. Turning to
page 3, which addresses the choice of the discount rate, he
reviewed that currently, 10 percent is being used for the
gasline discount rate. He said that seens to be commobn nunber
used in the fiscal interest findings, and he finds no fault with
that. He relayed that there is a risk associated beyond what is
assunmed "here,"” which must be taken into account sonmehow. Page

4, he said, lists financial criteria as: net present value
(NPV), NPV per barrels of oil equivalent (BCE), profitability
index (PI'), IRR and undiscounted cash flow He stated his
intent to talk about sone of those criteria and how they play a
role in judging or conparing anbng projects. Some of the

criteria play a stronger role than others, he added.
2:05:20 PM

DR. FIN ZZA directed attention to page 5, which offers nore in-
depth infornmation related to the financial criteria for the NPV.
He indicated that included in the present value of future cash
flows is the capital invested in the project. He stated, "By ny
way of thinking, this is the suprene financial netrics, since a
project with NPV adds value to the firm" He said future cash
flows should be discounted to reflect the uncertainty of those
cash flows and "when they are going to be expected.™
Furthernore, if a project generates cash in excess of "that" to
conpensate for the risk, the value of the firm increases, he
sai d. He added, "So, when we say, 'NPV10,' it neans we have a
NPV of the stream of cash flow discounted at the 10 percent
di scount rate."

DR, FI NIl ZZA di scussed page 6, which is related to stylized cash

flow and shows a chart of expected project cash flows. He
explained that a big investnent is made in year one, and then,
as tinme goes on, cash flows from the project. He said, "These
are going up, probably, with inflation.” He continued:

W do these in nominal dollars .... If you took this

stream of cash flows - one negative and the rest

positive - and discounted it at 10 percent, you get

$6.5 billion dollars .... That is ... above zero;

that would be ... if you had a project |like this and
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could get these cash flows in this manner, this would

add value to your firmand you would undertake it. |If
your discount rate was 5 percent, you know sone people
may think that ... 5 percent ... would be worth nore
to them

DR. FINIZZA, in regard to the information relating to financia
criteria of the NPV per BOE, found on page 7, said people wll
try to view the NPV of the cash flows in relation to how nuch
reserves are found. He said this neasure is highly sensitive to
price forecasts. Directing attention to page 8, and listed the
financial criteria for the IRR as follows: the discount rate at
which the NPV of a project's cash flow equals zero; all projects
with an |IRR greater than the risk-adjusted cost of capital
shoul d be accepted when there are no capital budget restraints;
and an IRR of 10 percent currently indicates a good threshold
rate of return

CHAI R THERRI AULT surmised that the aforenmentioned issue of [no
capital budget restraints] has to do with having to weigh the
opportunity costs.

DR. FINI ZZA replied yes. He stated, "If you have a constraint

., you have to do sonething about picking the right project.
Even though they may be good projects, you may want to figure
out a way to maximze your portfolio. This would not be a
measure to do that, just to give you a heads up."

2:08:49 PM

DR. FINIZZA continued with his presentation. As shown on page
9, he related that the NPV and IRR netrics can be in conflict.
If that conflict exists, the NPV dom nates, because it is the
metric that offers nore val ue. He reviewed when the IRR should
not be used: to conpare nutually exclusive projects; to conpare
i ndependent projects that are of different scale or have vastly
different cash flows; to conpare independent projects wth
different risks unless the cash flows have been risk adjusted or
if the IRRs are conpared to different risk-adjusted hurdle
rates, and when the IRR is considerably higher than the cost of
capital, since it assumes that proceeds are invested at the IRR
rate.

DR. FINIZZA directed attention to page 10, which shows a

financial criteria profitability index (Pl). He defined Pl as
the present value of cash inflow, divided by the present value
of all cash outflows. He said the hope is that the Pl is
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greater than 1 - the higher, the better. Dr. Finizza said,
"It's not going to give you any different answer than your NPV
nunber . " He explained that the Pl neasure is helpful in
allocating capital if there are capital restraints. He referred
to the chart on page 11, which is titled, "Useful To Allocate
Avai l able Capital,"” and which shows information pertaining to a
profitability index and cunul ative capital. He tal ked about the
[vertical] line called, "Available Capital program"” and said
the projects that fall on the graph |line between the avail able
capital line and the unacceptable project Iline are good
projects, but will not produce a "big bang for the buck."

2:14:17 PM

DR. FIN ZZA then turned to the table on page 12, which shows the
conparison of the gasline project wth other opportunity
proj ects. The two columm headings on the table are: proj ects
that are independent, when nore than one can be done; and
projects that are nutually exclusive, when only one or the other

can be done. He said an exanple of an independent project is
the conparison of the gasline with other international projects.
In this exanple, he continued, iif there are no capita

constraints, then any of the discounting methods would work,
such as the NPV and IRR Furthernore, the project could be
undertaken with an NPV greater than zero, but the IRR would not
be valid if projects were of different scales. If there is a
capital constraint, the NPV nethod would be preferred for
i ndependent projects, and that NPV would be ranked by the PI
Regarding projects that are nutually exclusive, Dr. Finizza
relayed that if there is no capital constraint and the projects
are of the sanme scale and risk, the one with the highest NPV
shoul d be chosen. When the risk is different, cash flows for
ri sk should be adjusted and the NPV used. Furthernore, in this
scenario, the IRR would not be valid for conparing nutually
excl usi ve projects.

DR FIN ZZA turned to page 13, which is a graph illustrating the
project net cash flow for tw stylized projects: an early
project and a |ate project. He said he made up the projects for
t he purpose of producing this exanple. He pointed out that the
NPV of the project that starts earlier is higher than the NPV of
the one that starts later, whereas the IRR is the sane, because
it is the sane project. On page 14, he noted, is a graph
illustrating undiscounted project cash flows. He stated, "Page
14 is a financial criteria that I'm so glad has di sappeared from
the face of the fiscal interest findings; | actually don't think
undi scounted project cash flows [have] any nerit. | didn't
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think so [on] August 30 of |ast year. Sonmehow it was thrown
ar ound. | think that it is often used for presenting to
unsophi sticated folks, and that certainly cannot be the case
here. ™"

DR. FINI ZZA noved on to page 15, which offers a summary of the

use of financial netrics. He said if he were to conpare the
gasline with other projects in the portfolio, he would conpare
on the NPV and wuse the Pl to allocate if necessary. | f

conparing the gasline proposal w th another gasline proposal or
[evaluating the effect of] a delay in the gasline, he said he
woul d use the NPV.

2:18:31 PM

DR FIN ZZA turned to the subject of page 16: i ncor porating
risk in the discount rate. He enphasized the inportance of
handling risk in analyses, and he said there are two nethods of
doing it. He said adjustnent nust be made to cash flows that
are risky, for exanple when the average is known, but not the
volatility around it. Adj ustnent nust be nade for risky cash

flows. He st at ed:

| think a |ot of people, rather than adjust the cash
flows for riskiness, tend to adjust the discount rate
they have to ... junp over - nmking it higher. So,
for exanple, if you were looking at a project, and you
wanted to see its wviability in a highly risky
political situation, you may demand a higher IRR than
if you had it in a ... nonthreatening, nonrisky
environnent, such as maybe a pipeline project or
sonething |ike that.

DR. FI Nl ZZA addressed page 17, which |lists potential constraints
that he said are not "captured in netrics.” He said there could
be reasons people want to put one project ahead of another, even
though it nay have a worse IRR or NPV. For exanple, the project
m ght be lost if del ayed. O her considerations include whether
the producers have the skill set, the tine to focus, and a
conpetitive advantage in the project, and whether the project
of fers inproved diversification

2:21: 09 PM
CHAI R THERRI AULT recalled that the aforenentioned Dr. van Meurs

had once spoken about the size of a project and the cash that
woul d "be spun off of this,” and he said the doctor's conments
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had taken into account that the overall NPV mght be |ower, but
woul d be overconme by the size of the project. He asked Dr.
Finizza to address that topic.

DR. FINIZZA said that if he had to conpare tw differing
projects, the snmaller project my have a high IRR while the
| arger one may have a |arger NPV. In trying to choose one
project over the other, he said, "it would seemlike a high IRR
one mght tell nme to do that expense of one that adds nore val ue
to the firm"

2:23: 05 PM

SENATOR W LKEN referred to the | anguage one page 16, which shows
that the [Ilbbotson Associates] work indicated the follow ng
international costs of capital, based on market data and country
credit ratings: US. - 12 percent; Norway - 13 percent; Qatar -
21 percent; and Venezuela - 25 percent. He said there has been
di scussi on about an 8-10 percent discount rate. He asked, "And
so, if we were going to build this project in ... Venezuel a,
instead of using a 10 [percent discount rate], we'd be using a
25 [percent rate] ?"

DR. FI Nl ZZA answered yes. He conti nued:

Let's say you had an IRR froma project in ... Norway,
and it had an IRR of 15, and you had an IRR in
Venezuel a of, say, 20. You would probably say, "I'm
nore happy wth the Norwegian one, because of :
[the] risk premium ... and | would reject, perhaps,
t he Venezuel a one, even though it had a higher IRR at
the same discount rate, but it didn't pass the hurdle
of 25.

SENATOR W LKEN turned to page 6, regarding the stylized cash
flow, and he noted that an inserted box in the |ower right-hand
portion of the page shows NPVs of 0, 5, and 10 percent. He
i ndicated that he would like to know how that would effect the
exanpl e of Venezuela at 25 percent.

DR. FI NI ZZA responded, "Yes, you'd probably end up with a pretty
| ow nunber - possibly negative - and you'd be saying to your
self, "Wuld | put that kind of noney in Venezuela when | know I
won't have 30 years of stable governnment to get it back? And
the answer is: | wouldn't put that noney in Venezuel a."

Al aska Project Rank with O her Investnent Opportunities
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2:26:37 PM

DR. FI NI ZZA began his next presentation, regarding conparisons
of the Alaska project to other investnent opportunities in the
wor | d. He said the conparisons use PFC s database of nodeled
projects with the following criteria: capi tal expenditures of
at least $1 billion, production start date of 2006 or later, for
the purpose of making |evel conparison. He expl ained that any
project started prior to 2006 would have been advantaged by the
high prices. He said projects can be identified as
predom nantly oil or gas, and they can be split by country -
Organi zation for Economc Cooperation and Devel opnent (OECD)
ver sus non- CECD

2:27: 47 PM

REPRESENTATI VE SAMJELS asked if there is another cutoff other
than the capex of $1 billion.

DR, FINIZZA answered that there are two projects over $10

billion, but at a $3.5 billion capex there are 16 projects. He
indicated that wusing the other capex does not change the
concl usi on. He noted, "It's ... the largest capex in the
dat abase; we have reason to believe that there's another project
in the database that ... has a higher capex, but they didn't
fully capture it." He stated:

W have [been] led to believe that these are projects
that are currently underway, sanctioned. Sone of them
may fall off, of course, because they're not in
producti ons. Some of them have capital investnents
already ... made, and ... they've made sure for us
that they've captured what we asked them to capture -
all of the capital that's relative to the project - so
that we can nmake conparisons with the gasline, saying,
“If ... the gasline were to conme to fruition now,

it wwuld be evaluated in the sanme way that these
projects on the board - sone of these that are
starting up in 2009 - how do hol di ngs stack up?"

DR. FINI ZZA directed attention to page 3, entitled, "Conposition
of PFC Database Used in Analysis,” which shows projects over $1
billion in CAPEX with production starting after 2005. The total
shown is 55, which he said is rounded up to 60. He said, "It
turns out that sponsors are in 32 of those 55." He said the PFC
data is confidential and, thus, he has not been privy to view ng
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cash flows or project details. As shown on the chart on page 3,
he reviewed that [18 of the 55] projects are in industrialized

CECD countries; 10 of those are oil projects and 8 are gas
rel at ed. [37 of the 55] projects are non-OECD, with 26 being
oil-related and 11 gas-related. He explained that the

parenthesis in the chart show how many sponsors there are.
2:31:31 PM
REPRESENTATI VE MEYER surm sed that the mpjority of the projects

are in the higher risk countries, which relates to the need for
a higher IRR in those areas.

2:32:18 PM

DR. FI NI ZZA agreed. Regarding page 4, he stated that he has to
take sone issue with [the PFC analysis]. He noted that the work
done in My, using the sane database, was done in real terns,
but discounted at 10 percent. He said that is equivalent to
"NPV 13.5," not "NPV 10." He explained that this biases results
agai nst the Al aska gasline project. Econ One's work corrects
t hat . Furthernore, he said, as a rule, transportation and

regasification capital is excluded for the gas projects in the
PFC dat abase. As a result, he relayed, any IRRs that do not
have capital in themw |l "look higher than it should."

DR, FIN ZZA presented a map of all the PFC projects, shown by

dots on a map on page 5. Most of the areas are under water.
Page 6 shows that there are two projects over $10 billion, |,
which illustrate that nost are in water. Slide 6 shows the PFC
projects in relation to their CAPEX by using different size dots
on the nap. The |argest dot represents projects with a CAPEX
over 10 billion, the mddle-size dot represents projects with a
CAPEX over $3.5 billion, and the snallest dot represents those

projects with a CAPEX under $3.5 billion.
2:35:40 PM

DR FINNZZA then turned to page 7, which shows project
conpari sons where the producer net cash flow is NPV1O0. Dr .
Finizza explained that the chart shows both a $35 and $25 gas
level and a 6:1 oil/gas price ratio. He said he purchased the
cal cul ations from PFC and added the | abels. Superinposed on the
chart is Econ One’s nodel analysis of the Al aska project. He
noted where the Alaska gasline to Alberta and Chicago show on
the graph line, which he said "should cone as no big surprise
that the Al aska gasline would be on the top of the list on that
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NPV10. " In response to a question from Chair Therriault
confirmed that "2005 fiscal ternms" nmean ELF terns.

DR.

FINIl ZZA directed attention to page 8, whi ch

profitability index (PIRLO), with the sane $35 and $25 oi
6-1 oil:gas price ratio as the chart on page 7. He said:

Using the same two prices and using the sanme array,
... we get different |ocations here. So, this is a
nmeasure of the biggest bang for the buck. The array
is such that | can identify percentile, so if you | ook
at, for exanple, the first large ... dot for the
Al aska gasline, it would say that on a profitability
index it would rank roughly in the top 25 percent of
the project at $35, and it would be in the ... 60-
sonmet hing percentile ... under $25. If I want to see
the inpact of going to Chicago, which has

additional <capital cost, et <cetera, to build that
line, the ranking of the Al aska gasline would slide
pretty nmuch to the right as you can see. So, the big

[square] on the left ... is the Al berta project, and
if I were to take it out of the list and put it back
in as a Chicago gasline, it would slip one whole

gquartile, at |east.

But on the basis of these first two indexes - these
are now, renenber, ongoing ... sanctioned projects -
those two netrics would, | think, place the Al aska

gasline under a 2005 fiscal ternms in a very favorable
conparative situation

2:39:44 PM

SENATOR WLKEN, referring to slide 8, asked Dr. Finizz
confirmthe foll ow ng:

DR FINI ZZA answered that's correct. He stated, "I picked these
two prices because ... in the PFC work it would be closest to
our $6.00 gas and $4.00. So, this is like best-guess in stress
price."

On slide 8, if we're going to build a gasline to
Al berta under the 2005 fiscal terns, and ... | ooking
at all 50 of those sanctioned projects - three of
which are nega projects - the Al aska gasline, 75

per cent of t hose sancti oned proj ects have a
profitability index | ess than the Al aska gasline.
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2:40: 52 PM

SENATOR HOFFMAN asked Dr. Finizza if he would be providing
conparisons related to the PPT.

DR, FINlZZA answered, "I wll show you the ... difference
between ELF and PPT, and | wll show you also the proposed
contract one by one."

2:41:21 PM
DR. FIN ZZA noved on to page 9, which shows a conparison that
uses NPV10, divided by the BOE found in the project. He
conti nued:
It appears at the ... low half of the percentile of
sanctioned projects. In the inmpact of Chicago versus
Al berta, it's not as great, in terns of the ranking
change.

CHAI R THERRI AULT asked, "So, this is just graphing the NPV10?"

DR. FINIZZA replied, "It's ... per unit of reserve found." He
added, "ldeally you'd like to see this larger - in the |large end
of the range .... For large projects | can imgine it's not

easy to do."
2:42: 49 PM

DR FINIZZA nmoved on to page 10, which shows the project
conparison, using the IRR with the $35 and $25 oil and 6:1
oil/gas ratio. In response to a previous query by Senator Guess
regarding the fiscal interest findings' target, he said:

It seenms that the target was done the follow ng way:
Take all the projects and find the lowest twentieth

percentile and say, "To be a good project you have
to be ... above the worst 20 percent."” And that's how
the target was picked for each of these netrics - not
being the top 20, being the top 80.

DR, FIN ZZA explained that he chose to use quartiles, rather
than quintiles in charting the netrics. He continued:

So, it's only on this measure and this neasure alone
that puts it in the last quartile of sanctioned
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proj ects. And so, | think, given the genera
weaknesses of the IRR in conparing, when you don't
have all the things right, makes it problematic that |
would call this disadvantaged on this neasure -
basically this nmeasure al one.

DR. FIN ZZA said one concern with the IRR would be not having
all the capital for the projects. He directed attention to the
chart on page 11, which shows the effect of the proposed
contract on the IRR using $35 oil and a 6:1 oil/gas price
ratio. He pointed to the right-hand dot along the graph line
[which shows the Alaska Gasline to Alberta in 2005 fiscal
ternms], and conpared that with [the dot to the left, which marks
the point on the graph line for the Al aska gasline to Alberta in
t he proposed contract]. He said, "You noved this project, in an
| RR sense, up three points.” He said he does not think that is
a significant nove, given the uncertainty of neasurenents.

DR. FINIZZA turned to the graph on page 12, which shows the
effect of fiscal terns of the IRR using $35 oil and a 6:1
oil/gas price ratio. He said:

Simply moving the Alaska gasline to the Alberta hub
from the ELF, which is the left-nost of those two

| arger dianonds [on the graph Iine] to ... what | cal
the 2000 fiscal terms - the PPT, wthout the proposed
contract, noves it down, of course. Hi gh tax rates,
| ess cash flows. It only noves it two positions.

2:46: 52 PM

DR. FI NI ZZA said another way to |ook at the ranking is found on
the table on page 13, which shows a ranking of the Al aska
gasline by size class. He said the chart conpares the 2005 ELF
fiscal term the 2006 PPT fiscal term and proposed contract
under the categories of all 56 projects and the 16 projects over
$3.5 billion in CAPEX Under each fiscal term and projects
category are nunbers under the follow ng headings: NPV10,
Pl R10, NPV10 per BOE, and IRR

2:48: 46 PM
DR. FIN ZZA, in response to Chair Therriault, confirmed that in
one exanple, under the PIRLO and the 2005 ELF fiscal term the

Al aska gasline project to Alberta would rank 14 out of 56 anong
t he sancti oned projects.
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2:49:28 PM

DR. FIN ZZA directed attention to the table on page 14, which
shows a sumary of the ranking of existing projects at $35 oil

and a 6:1 oil/gas price ratio. He highlighted the use of
ranki ng quartiles shown in nunbered boxes on the right-hand side
of the table. The IRR category shows as being in the bottom

guartile. He stated:

Now that bottom quartile, as | said, is the main -
Achilles' heal | think was the termused in the fiscal
finding book - and it's solely on that basis, it seens
like, that this has been deened to be a troubled
project in conparison.

DR. FINI ZZA turned to table on page 15, which is the sane as on

page 14, but wuses $25 oil. The only difference shown, he
pointed out, is that the PIRIO is shown in the first ranking
quartile [from the second]. Directing attention to page 16,
which includes a table illustrating political risk, he

enphasi zed the inportance of conparing IRRs in relation to their
ri sk-adj usted cost of capital.

DR. FIN ZZA noved on to the topic of incorrect ranking by the
IRR, illustrated on pages 17-19.

| took the PFC database and elimnated the top siXx

projects, only because | want to get everything on
kind of the sane scale, so that brings things between
$1 and $4 billion, ... and | ran the projects two
ways. | said, "I'mgoing to do a hypothetical capita
budget,” ... rank them by profitability index -
bi ggest bang for the buck - and then do it by

descending IRR .. ..

It turns out the portfolio ranked by Pl provides
hi gher net present value, brings in nore reserves, and
uses less capital, than you would [have] hoped it
woul d do.

DR, FIN ZZA offered exanples from page 18. He said he ranked
the various projects on the profitability index. He reviewed
the totals for the first three projects on the top half of the
page. The projects shown on the bottom half of the page are
ranked by the IRR highest to lowest, and the result is |ower
BCE, |ower NPV10, and higher capital. Page 19 repeats the
illustration, again the top half of the page is ranked by PIR10
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and the bottom half is ranked by IRR The totals for the forner
are greater in NPV10, less in BCE, and less in CAPEX He
expl ai ned:

So, if I were trying to optimze the portfolio and |
believe these to be the cash flows and IRRs, | would
do it the first way and get better results. ... So,
that's a denonstration of that one caveat | gave
earlier about ranking projects. ... 1t seens Ilike
there's sone elenent of that in the fiscal interest
findings, and a lot of the things were done to
mar gi nal increases in the IRR that don't even get you
into the top quartile. They wused, of course, the
quintile as their target. ... That boundary is
arbitrary, by the way; it's lousy either way.

2:56: 39 PM

DR FINI ZZA then reviewed his conclusions as related on page 20,
which are that the Al aska gasline: is the largest project; has
the best financial performance at NPV10 at best estimate prices,
is not falling out of the top quartile at low prices; has the
biggest PIR, ranking in the top half; is in the third quartile
of NPV10 per BCE; and has a low IRR That IRR, he said, is not
useful for conparison between projects that do not include all
the capital, are of different scale, or have different risk. He

added, "And | think all three of those <conditions could
conceivably hold here, and [it's] certainly not sonething to put
your hat on." He said it seens that the project, as defined by

current fiscal terms, is not disadvantaged on nmajor financial
metrics.

2:57:55 PM

REPRESENTATI VE BERTA GARDNER, Al aska State Legislature, referred
to page 3 and asked Dr. Finizza to offer a definition of the
word "sponsors" used there.

DR. FINI ZZA indicated that the word is used to nean a variety of
things. He said that Exxon Mobile, ConocoPhillips Al aska, |nc.
and BP are involved in 32 of the projects, either individually
or in partnership.

REPRESENTATI VE MEYER asked if there is no other project at this
magni t ude.
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DR FINIZZA, in terns of the CAPEX, noted that the Kashagan
project [in Kazakhstan] is listed in the PFC database at $24
billion. He added, "But in talking with Daniel Johnston and

also ... '"Googling it through the wvarious (indisc. --
coughing), it seens |like Kashagan has [an] ... estimated capita
of $29 billion; ... that would make it pretty nuch | arger."

REPRESENTATI VE MEYER asked, "Are the sponsors in that one?"

DR.  FINIZZA answered yes. To an inaudible question he
responded, "That's in oil."

The commttee took an at-ease from3:00 p.m to 3:13 p. m

3:13:47 PM

CHAI R THERRI AULT announced that that there would be an officia
Legi sl ative Budget and Audit Committee neeting during the |unch
hour break the follow ng day, Thursday, June 15, as well as a
round table discussion at 3:00 p. m

Econom ¢ Rel evance of Transportation Costs

3:14:58 PM

DR LEITZINGER conmenced his presentation regarding economc
rel evance of transportation costs. He directed attention to the
chart on page 2, which illustrates a breakdown of net capita
expenditures as reflected in the fiscal interest findings and
represents, in 2005 dollars, a total of approximately $21
billion. He said the pie chart adds up to $18 billion dollars,
all related to transportation costs. He stated, "The findings
observe that this anpbunt would make the Alaska natural gas
transportation project one of the nbst expensive projects in the
world froma transportation standpoint. The findings then go on
to make the point that this unusually high transportation cost
hurts the project from a financial and econom c standpoint, and
on that basis, as | would understand the findings, concludes
that the gas has been stranded in Alaska.” He said that is the
topi ¢ on which he woul d focus.

DR. LEITZI NGER said the first observation he woul d nake based on
the nodeling efforts and having reviewed the information and
findings and conferred with his colleagues, is that there is
anple revenue from the projects, based on expected prices and
production, to support the transportation costs. Accordi ng the
findings there are over $120 billion in 2006 dollars in expected
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net cash flow to the producers from the project if the gasline
is built to Alberta. He said that would be the highest net cash
flow project in the world. Furthernmore, in light of that
revenue, and after fully recognizing all of the associated
transportation costs, the project is, by any normal economc
metric, very attractive, he said. Dr. Leitzinger continued:

[Dr. Finizza] spoke earlier in his presentation about
the net present value of the project based on a
di scount rate, 10 percent, which reflects adjustnents
for risk and cost of capital. That net present val ue,
according to the findings, under the base case prices,
is $12.7 billion. That $12.7 billion net present
value would neke the project anong the highest
wor | dwi de. ... Under the base case assunption, rates
of return on invested capital for the project range
between 15 and 20 percent, and that's on all of the

total capital. Those 15 to 20 percent rates of return
greatly exceed conpany cost of capital for the
sponsors. Clearly there is enough return to warrant

and support the investnment of capital.

The findings go on, however, to make a slightly
di fferent point. It's not that the project won't
stand on its own economics or that there isn't enough
revenue to support the required transportation costs,
but rather, as [Dr. Finizza] was explaining ..., they
put the project on the world stage and conclude that
because ... resources for energy developnent on the
world stage are limted, and because Al aska has high
transportation costs, the Alaska project wll be
conpetitively di sadvant aged.

Vel |, let me ask this question: Di sadvant aged
relative to what? One ... conparison that appears and
it would seemto ne to be the answer for this question
in some significant part in the findings that appears
frequently is a conparison between the average
transportation cost projected for the Al aska natural
gas project just over $2. W talked $2.17, | think

earlier today. The findings report a nunber of $2.25.
That nunber is conpared in turn against an LNG cost of
approximately $1.20, and those two nunbers - as |
woul d understand the findings - are held out as the
denonstration of the disadvantage that the Al aska
Nat ural Gas project suffers on the world stage because
of its transportation costs.
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DR, LEI TZI NGER suggested that it is inportant to closely view
t hat conparison, because he said he thinks there are problens
inherent in it related to the way it is measured and in the
conceptual framework behind the conparison.

3:21:41 PM
DR LEI TZI NGER conti nued as fol |l ows:

The first thing to note - and this Dr. Finizza touched
on in his presentation - is the LNG costs that are
guoted in the findings reflect the cost of tanker
transportation. Those LNG costs do not reflect the
cost of liquefaction; they don't reflect the cost of
regasification at the point of delivery; and they
don't reflect the cost of then transporting the gas
fromthe regasification facility to the nmarket. Based
on the estimates that Dr. Finizza provided, if you
i nclude those other costs, the cost to bring LNG from
overseas to the Lower 48 is nore on the order of $2.50

per mmBtu - if anything somewhat higher than the
transportation costs projected for the Al aska Natural
Gas project.

The second problem  The $2.17 or $2.25 figure that's
di scussed for the Al aska Natural Gas project is a :
| evelized, nomnal dollar figure that applies to the
life of the Alaska Natural Gas project. So, we're
tal king about a project that doesn't come on screen
for 10 years or so, under the projected tineline, and
then continues into the future for 30-35 years, or
nor e. So, we're talking, then, about a $2.00 cost
that ... extends on into the future wth the effects
of inflation at 2, 2.5 percent a year for 45 years.
The fact of the matter is the LNG costs that people
also talk about in the conparison today are current
mar ket costs for LNG so you have a serious timng and
appl es and oranges problem You're conparing today's
dollars against tariff dollars for this project which
are going to occur 20-40 years in the future.

If we take the $2.17 levelized tariff and bring it
back into 2005 dollars to nmake it conparable to a
current LNG cost nunber, that figure is about $1.20.
So, ... either way, if you <correct the timng
differences or ... be sure and put all of the LNG
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costs into the conparison, | see no denonstration in
t he conparison of the ANS project against LNG that its
transportation costs [place] it at a disadvantage.

The other thing | would note in that regard: The
NPV10 per BOE is going to reflect the net value for
the energy - each unit of the reserve that's
produced - including the cost of transportation
That neasure of performance for the gas project
achieves the target level set forth in the fiscal
findings at gas prices anywhere above $4.00 for
Al berta and anywhere above $4.50 for Chicago. For
base case prices for gas in the findings of $5.50, it

woul d seem that the project - just |ooking at whether
or not there's enough noney |left over after
transportation costs on an NPV10O basis - there's

pl enty of revenue to support those costs.

One final, ... passing observation | would make before
| nove to another aspect of this: If relatively high
transportation costs were a barrier to the devel opnent
of the project, | suggest to you that there would
still be 9 billion barrels of oil on the North Sl ope.

3:25: 57 PM

DR. LEITZINGCER talked about the investnent inplications of
transportation costs. He said that many  si de-by-side
conpari sons can be done, but ultimately the decisions nmade are
t hose based upon investnent. He stated that the question is
whether this project, given its transportation costs, nmakes
sense as an investnment matter. He said one nust wunderstand
where the $18 billion to build the line is going to conme from
The FIF indicated that 80 percent of the transportation cost
will be supplied by lenders, and those |oans are expected to be
l[imted recourse and, thus, the lenders wouldn't be able to
reach the sponsors to secure the | oans. Furthernore, the | oans
are expected to be supported by federal |oan guarantees, which
w Il reduce the cost of the |oans. Finally, the loans will be
secured by conmmitnent on the part of the owners of the resource
who agree that they are going to pay to use the pipeline over

its lifetine. From an investnment standpoint, he said, the 20
percent of the $18 billion pipeline that is equity financed
woul d provide a 13 percent rate of return on equity. |If that 13
percent is spread over the entire $18 billion, the resulting

rate of return would be roughly $2.5 billion. He noted that
shippers on the pipeline wuld need to commt to pay between
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$1.2 and $1.8 billion a year in transportation paynents,
dependi ng upon the route of the pipeline.

3:29:48 PM

DR. LEITZINGER turned to the subject of the investnent
inmplications of the aforenentioned facts, in terns of how the
cost will be paid. He asked the question of whether or not the
project would have to support a 2.5 percent rate of return on
$18 billion, and he said his answer would be no. He expl ai ned,
"The project sponsors do not have to spend $18 billion to build
this project, and | think any investnment netric or conparison

which, in effect, is dragged down by a 2.5 percent rate of
return on $18 billion isn't providing the proper picture.” He

posed the question as to whether a 13 percent rate of return
woul d be enough if 20 percent of the cost is comng through
equity, or if the need to invest that equity would be a drag on
the econonmics of the project. He proffered that if the
regul ators do their job in assigning rates of return so that the
facilities they regulate are sufficient to attract capital, the
13 percent figure should not be too low, it should not be a drag

on the project. He added that there is evidence to support
t hat . He said other independent pipeline conpanies have cone
forward and expressed a wllingness to build the pipeline,
subject to a regulated return. Furthernore, he said, it is
known that the findings conclude that it would be a good
investnment for the state to own 20 percent of the Iline, and
there has been discussion related to the difference between the
13 percent equity return and the state's cost of capital. He
said, "Clearly, it seens that that's enough ... return ... on an
i ndependent basis to support that kind of investnent." He

relayed that in the discussion about having another conpany
potentially build the pipeline there is a recognition in the
findings that the producers would not be willing to supply their
gas for that kind of project, and that it would take sone years
for the state, in that case, to legally "westle the gas away
from the producers.” He said based on the years that would
take, the findings reach the <conclusion that it wuld be
uneconom ¢ to have soneone else attenpt to build the pipeline.
He continued as foll ows:

At the sane tinme, as | further wunderstand it, the
producers are saying in this case, "Wll, if we're
going to build the pipeline" - which parenthetically,
according the findings, they won't I|et anyone else
build - "if we're going to build it, we're ... an ENP
conpany, and in ENP, ... we're not designed to obtain
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pi peline level returns. If we're going to build a
pipeline, we need ENP-level returns to nake it
wort hwhile."

And so, part of ... what's driving sonme of the
underlying analysis in the findings is how can one
overcome the financial disadvantage posed by only
receiving 13 percent rate of return on the equity
investnment in the pipeline. I  would suggest that
that's not a problem of the return being inadequate,
but a question really of which conpanies are building
and what their business nodels and expectations are.

3:34: 13 PM

DR, LEITZINGER directed attention the chart on page 6, which
shows the capital structure of the mjor three sponsors
associated with the pipeline project. Based on current
information, he noted, those sponsors have approximtely a
conbi ned market capitalization of $676 billion, |ong-term debt
of $28.8 billion, which, in ternms of their capital structure as
a group, positions them as conpanies with 96 percent equity,
roughly, and 4 percent debt. Even if all of the cost associated
with the project were assigned to these three conpanies, it
woul d increase the debt percentage of their capital structure by
2 percent. He stated that he does not see any evidence
presented in the findings to suggest that the difference between
a capital structure that is 4 percent debt and one that is 6
percent debt would have any significant consequences on the
conpani es' availability of capital or cost of raising capital.

3:36:18 PM

DR. LEI TZI NGER addressed the risk inplications in transportation
costs. As previously nentioned, the manner in which
transportation costs will be paid is by conmtnment on the part

of the shippers over the |life of the project to pay for the use
of the pipeline. Commtnent, he said, is known to create risks.
Dr. Leitzinger drew attention to the chart on page 8, which
shows gas prices and netbacks w thout a capacity conmtnent.
The vertical axis of the chart shows different Alberta gas
prices in nomnal levels ranging from zero up to $16. The |ine
on the chart shows the netback to the shipper faced with the
prospect of a $2 tariff. At an Alberta price that is any anount
above $2, the shipper would send the gas down the line, pay the
$2, and that shipper would achieve the net result reflected in
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the [area of the chart |abeled "B"]. Dr. Leitzinger noted that
t he horizontal axis shows the nom nal product netback.

DR LEITZINGER turned to the next chart on page 9, which shows

the gas prices and netbacks wth capacity commtnent. The
difference shown in this chart occurs when Al berta gas prices
dip below $2. In that case, the shipper would not have the

option of sinply shutting down production and not paying, but
presumably would continue shipping the gas and suffer negative

net backs. He pointed out that the chart shows area "B" -
reflecting all circunstances where there is a positive netback -
to be a large area relative to area "A" - the area affected by

t he shi ppi ng comm t nent .

DR, LEITZINGER said, "One could say, 'Wll, that's just a
guestion of how you draw your graph.'" In response to that
hypot hetical remark, he turned to the next chart on page 10,
whi ch shows the sane chart as on page 9, but with information
pertaining to expected prices added. He conti nued:

The prices that we have been tal king about as expected

prices in this case are the $6.00 gas price. Oh a
nom nal basis going forward over the life of the
project - and renenber, since |I'm talking about the
nom nal $2.00 tariff | need to put it on that sane
basis - that over the life of the project is a $10.35
pri ce. The stress price scenario that we've used in

the findings of $3.50 works out in nominal terns over
the life of the project to be $5.65. Dr. Finizza's
T20 price, from his discussion earlier today, was
around $4.00. The point is, the probability, | think,
based on all the information people have today about
markets - that we're going to be seeing $2 gas prices
in Alberta for any sustained period of tinme, and
certainly for enough tinme to turn the economcs of
this commtnent into ... a substantial risk exposure -
seenms to me to be renvote.

And now |'lIl add one other piece to thinking about
t hat : The NPV10 analysis that we have been using to
talk about the project - the 10 percent discount rate
- includes within it adjustnment for tinme value of
noney and ri sk. Chart 11 is a chart that | believe
M. Pulliamused last ... sumer ..., and it shows his

cal cul ated weighted average cost of capital for the
t hree sponsor conpanies. And you note they range from
a low of 7.6 percent for ExxonMbil [Corporation] to
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9.3 percent for ConocoPhillips [Alaska, Inc.], and
that weighted average cost of capital is going to
reflect the normal risk ... associated with their
busi ness. The 10 percent discount rate that we're
using to evaluate this project has, at the very |east,
a full 1 percent ... extra premum associated wth
risks specific to Alaska, and if we ... take the NPV
calculations for the gas project, and instead of using
a 10 percent di scount rate to evaluate those
econonmi cs, we had used a 9 percent discount rate, that
1 percent difference would increase the project net
present value by $5 billion. And the point of that is
by using ... a discount rate for this project of 10
percent, which is higher than the conpanies' weighted
average cost of capital by at least a point, the
anal ysis already builds in sonething like a $5 billion
adj ust nent to account for the risk associated
specifically with the project. To ne, that Kkind of
adjustnment is nore than adequate to pick up the snal
chance - going back to chart 10 - that for sone
material period in tine, the shippers who enter into
ft commtnents end up in the small box over on the
| eft-hand si de. There is risk associated with the FT
commtnments. The manner in which people have done the
econom cs here, the discount rates that have been
used, | think are nore than adequate to account for
it.
3:44:35 PM
SENATOR W LKEN asked if the additional $5 billion associated
with using 9 percent rather than 10 percent is added to the $120
billion nmentioned frompage 3, or to the $12.7 billion.
DR. LEI TZI NGER answered $12.7 billion.
SENATOR W LKEN surm sed that that neans $7-8 billion would be
added to the $12.7 billion if the actual cost of capital was
used.
DR, LEI TZI NGER replied yes.
3:45:30 PM
DR LEITZINGER directed attention to the "Achilles heal" of the

project - the IRR calculation. He reviewed some of Dr.
Finizza's previously stated information regarding IRR First,
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he noted that as an weconomc nmatter, the IRR is a poor
investnment netric, particularly in conparing projects wth
different time frames, costs, |ocations, and risks. Second, as
a conceptual nmatter, the IRR is designed to capture the
rel ati onship between cash outflow at the early stage of the
project and inflow once the project is on and commerciali zed.
The internal rate of return calculations that are used in the
findings and conpared against projects in the rest of the world
to reach the conclusion that Al aska is disadvantaged, he said,

treat the entire $21 billion in pipeline costs as a cash outfl ow
at the front end of the project. He stated, "As an investnent
netric - since those dollars are not outflows, as far as the
potential sponsors of this project are concerned - | don't think
that's a correct use of IRR for this purpose.” Another problem
he noted, is that a nunber of the other projects - particularly
the other LNG projects on the list - do not include the ful

capital costs. He explained that those projects do not include
the cost of tankers or the cost of regasification at the point
of delivery. He related, "Unless you put all the right costs in
the other projects, you are not going to get a valid conparison

to an IRR calculated ... for the Al aska project, which has all
of the costs included as a cash outlet." Furthernore, the
projects to which Alaska is being conpared are oil and gas

projects, and the transportation economcs are fundanentally
different between oil and gas. Expected returns and investnent
profiles in gas projects are different than they are in oil
projects, worldw de. He continued:

Now, you mght think, "Well, if that were the case,
woul dn't conpani es just pursue the highest, pursue the
best, and | eave the others?" WlIl, the fact is there
are different uses for oil and gas around the gl obe
There are different markets for oil and gas. ' m not
saying their prices nove independently, but there are

separate markets for both of them and there is
reason - even if the returns are different for the two

types of investnment - to pursue both. So, | don't
think that if you' re going to be ... doing conparisons
of the Alaska Natural Gas project in terns of
econonmics - particularly |IRR neasures - that vyou

shoul d be conparing it against oil prices.

DR LEITZINGER stated that even if it were true that by sone
perspective it made sense to put all the transportation costs
into an internal rate of return calculation for the Al aska
Natural Gas project and then run the nunbers and start conparing
it to projects elsewhere around the world, | think one of the
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fundanmental things you would have to recognize is that a
regul ated gas pipeline business and ... investnent involves a
fundanmentally different risk profile - a fundanentally | ower
risk than in energy marketing or energy developnent. And if you
have an Al aska project, which in its IRR calculation is heavily

wei ghted to pipeline investnents, ... returns, and costs, you
sinply have to take that into account when you' re doing your
conpari son. You cannot hold that up against another project

el sewhere in the world which does not have that kind of
conponent with the sanme risk profile; it is purely and sinply
appl es and oranges.

3:51: 37 PM

DR LEI TZI NGER summarized that he failed to see the case that
the Alaska Natural Gas transportation project is challenged
based on nmarket prices and costs. Rather it's economcally
viable on its own ternms. Furthernore, in today's market there's
a growing focus on the part of major oil conpanies to find nore
reserves and replace those reserves being used. Al aska 1is
offering one of the largest reserves wth the |argest net
present cash flow of any in the world. He said he finds it hard
to believe that a project like that is challenged. He said
there is no shortage of capital to build the necessary pipeline
and there is no reason to believe that the 13 percent return on
equity would pose a drag on the project. He stated, "One of the
striking things to ne is that all of those other projects have
al ready received project sanction; they are already underway.
Vell, where's the next project going to cone from What is it
that Alaska is standing behind in line, in that regard?" He
opi ned that the 10 percent discount rate that has been used and
the values that flow fromit are nore than enough to offset and
conpensate for the risks involved in the project; they are
substantially nore than conpany costs of capital. He finished

"It's hard to see where the challenge is."

3:54:31 PM

SENATOR WLKEN returned to page 3, for which he noted Dr.
Leitzinger had listed 5 points that supported the statenent that
there is anple revenue to support expected costs. He asked Dr.
Leitzinger to confirm that his recollection is correct that
those five itens are as follows: there would be a $120 billion
cash flow to producers if the pipeline is built to A berta; the
project would result in potentially one of the greatest cash
flows in world; by any financial nmetric the project is very
attractive; there would be an NPV of 12.7 billion; and 15-20

BUD COWM TTEE - 59- June 14, 2006



percent rates of return greatly exceed the cost of capital for
t he producers.

DR. LEITZI NGER confirmed that Senator WI ken had noted the five
points correctly. He added that at |east four of those five
points cone directly fromthe FIF.

3:55: 55 PM

DR, LEITZINGER, in response to a question from Chair Therriault
regardi ng LNG costs, said Dr. Finizza had provided the foll ow ng
information [on page 9 of his presentation entitled, "Wat
Natural Gas Prices Should Be Used?"]: [ $0.80] Iiquefaction,
$0.40 regasification, and $0.10 transportation from the point of
regasification to market.

3:57:18 PM

SENATOR HOFFMAN noted that the presentations highlighted
positives, and he asked about negatives, such as high |abor and
mat eri al costs.

DR.  LEITZINGER responded that the cost of a project is a
significant question. He said he thinks some of the analysis
provided by Dr. Finizza showed that even with a fairly wde
range of cost overruns, there would not be a substantially
negative effect on econom cs. He said he does not have a view
as to whether or not the $21 billion estimate is a good one in
today's market conditions. He stated his assunption that people
will be Ilooking at the issue nore closely "as they nove
forward."

SENATOR HOFFMAN stated, "The success and failure of projects
being conpleted on tinme is probably nore critical than the cost

overruns on getting the project to be successful. This is what
we had heard in testinony from [International Profits
Associates, Inc. & Integrated Business Analysis, Inc. (IPA-

IBA)], and none of that is really taken into consideration
here."

DR, LEI TZI NGER acknow edged that Econ One did not run nodels
with regard to an extended schedul e.

CHAIR THERRI AULT recalled M. Pulliams chart regarding a
project that was del ayed by ei ght years.
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SENATOR HOFFMAN poi nted out that the exanple was of delaying the
start of a project, not delaying after it had already been
started. He said, "And that, | think, is the big question."

4:00: 36 PM

SENATOR GARY STEVENS, Al aska State Legislature, inquired as to
the federal |oan guarantee and whether it can be expected that
addi tional funds would be available "if and when the cost of the
proj ect increases.”

DR LEITZINGER said his answer is based on the review of the
FIF. He said there was an expectation that the project would be
able to nake use of the federal |oan guarantee. He stated that
he does not renenber a discussion regarding when those funds
woul d be made available relative to the expense; however, he
noted that he also does not renenber an issue being raised on
t he subj ect.

4:01: 52 PM

CHAI R THERRI AULT reviewed the previously announced schedule for
t onor r ow.

4:03: 05 PM
ADJ OURNNMENT
There being no further business before the conmttee, the

Legi sl ati ve Budget and Audit Committee neeting was adjourned at
4:03:16 PM
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