HOUSE FI NANCE COWM TTEE
April 25, 2007
1:46 P. M

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 1:46:13 PM

VEMBERS PRESENT

Representative M ke Chenault, Co-Chair
Representative Kevin Meyer, Co-Chair
Representative Bill Stoltze, Vice-Chair
Representative Harry Crawford
Representative Les Gara

Representati ve M ke Hawker

Representati ve Reggi e Joul e
Representative Mke Kelly
Representative Mary Nel son
Representative Bill Thomas Jr.

MEMBERS ABSENT

Representative Richard Foster

ALSO PRESENT

Representati ve Bob Roses; Representative Anna Fairclough;
Representati ve Car | Gatto; Der ek Mller, Staff,
Representative Mke Kelly; Paul Lisankie, Director, Division
of Workers’ Conpensation, Department of Labor & Wrkforce
Devel opnent; Josh Appl ebee, Staff, Representative Bob Roses;
Anne Carpeneti, Assistant Attorney Ceneral, Legal Services
Section-Juneau, Crimnal D vision, Departnment of Law, Linda
Hal | , Director, Division of [Insurance, Department  of
Commerce, Comunity and Econom c Developnent; Rod Betit,
President, Alaska State Hospital & Nursing Honme Association
(ASHNHA), Anchorage; GCeorge Rhyneer, Cardiologist, Al aska
Physi cians and Surgeons, Anchorage; Sally Stuvek, Human
Resource Director, Fairbanks North Star Borough, Fairbanks;
Pat Carter, Lobbyist, Support Qur Troops, Anchorage; Norm
Cohen, Staff, Representative Max G uenberg

PRESENT VI A TELECONFERENCE

Sally Stuvek, Fairbanks North Star Borough, Fairbanks;
M chael H nchen, Al aska Ti nber Insurance Exchange, Portl and,
Oregon & Ketchikan; Martin Boyer, Executive D rector,
Support Qur Troops, Florida; Bonnie Wl dstad, Fairbanks;
Duane Bannock, Director, Dwvision of Mtor Vehicles,
Departnment of Adm nistration, Anchorage; Keith Sanders, Sr.
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Vice President, Land & Legal Affairs, Cook Inlet Regiona
Inc. (CIRI)

PRESENTATI ON BY SULLI VAN & CROMAELL LLP

Representatives present:

Representative Mke Chenault; Representative Mke Kelly;
Representative David (Quttenberg; Representative Scott
Kawasaki; Representative Anna Fairclough; Representative
Paul Seaton; Representative Berta Gardner; Representative
M chael Doogan; Representative Peggy W/ son; Representative
Bryce Edgnon; Representative Craig Johnson; Representative
Carl Gatto; Representative John Coghill.

Senators present:

Senator Bert Steadman; Senator Joe Thomas; Senator Gary
Stevens; Senator Lyman Hoffman; Senator Gene Therriault;
Senat or Thomas Wagner; Senator Johnny Ellis; Senator Charlie
Huggi ns; Senator Lyda G een; Senator Bettye Davis

SUMVARY

HB 88 An Act relating to televisions, nonitors, portable
conputers, and simlar devices in nmotor vehicles;
and providing for an effective date.

HB 88 was HEARD & HELD in Conmmittee for further
consi derati on.

HB 184 An Act relating to a commenorative troops |icense
plate; and providing for an effective date.

HB 184 was HEARD & HELD in Commttee for further
consi derati on.

HB 228 An Act relating to fees for <certain nedical
treatment and service under the Al aska Wrkers'
Conmpensation Act; and providing for an effective
dat e.

CS HB 228 (L&C) was reported out of Committee with
a “do pass” recommendation and with zero note #1 &
#2 by the Departnment of Admnistration and the
Departnment of Labor & Workforce Devel opnent.

SB 103 An Act authorizing the transfer of land from the
Al aska Railroad Corporation to Eklutna, Inc.; and
providing for an effective date.

SB 103 was reported out of Commttee with a *“do
pass” recommendation and with zero note #1 by the
Departnment of Commerce, Conmmunity & Economc
Devel opnent .
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Presentation by Sullivan & Cromwel | LLP

1: 48: 05 PM
#hb228
HOUSE BI LL NO 228

An Act relating to fees for certain nedical treatnent
and service under the Al aska Wrkers' Conpensation Act;
and providing for an effective date.

DEREK M LLER, STAFF, REPRESENTATIVE M KE KELLY, comented
that in 2005, the Al aska Legi sl ature passed SB 130, a rework
of the W rkers Conpensation statutes. As part of the
rework, nedical paynents were frozen at the 2004 fee
schedule so that a review could be done of the underlying
reasons for premumincreases. The review was to be jointly
done by a special Wrkers Conpensation Legislative taskforce
in concert wth the Departnent of Labor & Wrkforce
Devel opnent Medical Review Commttee. The taskforce was to
devel op recommendations to noderate programincreases in the
future. As part of the conditions of the nedical rate
freeze, the taskforce was to have conpleted their review by
February of 2006; the rate freeze would sunset in August of
2007 (to be replaced by a new fee schedul e).

The taskforce did not conplete the report by that tine;
consequently, the State is faced with the sunset of the
nmedi cal rate freeze in August 2007. There is no plan for
the post rate freeze sunset period.

M. MIller pointed out that under HB 228, the nedical rate
freeze would be extended two years to allow time for

recomendati ons to be devel oped. It inplenments an annua
rate increases based on the Consuner Price Index (CPl). He
added that the bill is not neant to be a long-termfix, but
rather a stop-gap neasure, extending the nedical fee
schedul e, adjusting it for inflation. The bill is supported
st at ewi de.

1: 50: 30 PM

Representative Crawford renenbered when price controls were
put in place to lessen inflation during the N xon
Adm ni stration, which did not acconplish the intent. He
voi ced concern that the legislation does not allow the
mar ket pl ace precedence. He stressed the inportance that

injured workers receive the care they need. He questi oned
the tine table.

M. MIller explained that the Division of Insurance has

indicated that if the neasure is not adopted, nedical care
costs wll increase related to workers conpensation
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insurance. The March 1" tineline places it in the mddle of
the legislative session in order for |ong-term discussion.

Representative Gara acknow edged the need to raise nedica
treatment conpensation rates as costs keep increasing; he
asked if conpensation rates for certain injuries had been
frozen.

1:55: 25 PM

Vice Chair Stoltze asked about restrictions & need
constraints to inportant services. Representative Kelly
said it was not addressed; the bill only recognizes the
sunset and absent that, rates will be frozen. The bill does

not attenpt to fix the system

1: 57: 38 PM

LI NDA HALL, DI RECTOR, DI VISION OF | NSURANCE, DEPARTMENT OF
COMVERCE, COVMUNI TY AND ECONOM C DEVELOPMENT, voi ced support
for the bill and offered to answer questions regarding the
i npact to insurance.

Representative Crawford questioned the timng of the rates.
Ms. Hall did not know why those dates had been chosen. The
Division nmakes their rates effective the beginning of each
cal endar year with the process beginning in April or My,
2007. Any data received by them would be included in the
rate maki ng process. She indicated concern with the md-
termrates.

1: 59: 55 PM

ROD BETI T, PRESI DENT, ALASKA STATE HOSPI TAL & NURSI NG HOVE
ASSCCI ATION  ( ASHNHA) , ANCHORAGE, noted that ASHNHA,
requested the proposed legislation in an attenpt to “fix”
this problem The work of the task force has not been
conplete and with a rate freeze sunset in August, hospita

and physicians woul d get paid on what they had billed, which
woul d result in insurers paying out nore than intended. No
one wants to see that happen. HB 228 addresses these
concerns.

Representative Gara asked if the nedical cost inflation
adjustnment would be retroactive to the tinme it was frozen.
M. Betit replied it wuld be prospective for the next
ei ght een nont hs.

Representative Crawford inquired about the difference in
rate structure. M. Betit explained that hospital nenbers
foll ow the Consunmer Price Index (CPl) closely. At the tinme
the freeze was put in place, the hospital charges were being
di scounted by workers’ conpensation; he anticipated it would
be in the 25% di scount range.
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Representative Crawford thought that the rate was higher; he
worried about the final disparity. M. Betit commented that

the bill only inpacts the nedical clains of an injured
wor ker, not all nedical clains; no one is happy with it as a
per manent sol ution. Long-term rei nbursenent needs to be

made t hrough negoti ati on.

2: 04: 33 PM

Representative Gara asked if the frozen rates would create
risk for those not receiving treatnment with fees too | ow
M. Betit said no; the providers wll continue to give
treat nent.

Representative Gara pointed out that they would be charging
|l ess than the workers conp arena to private patients and

asked if costs would be passed to other consuners. M .
Betit explained that the same charge is nmade to al
patients. There are different reinbursenent agreenents

reached with different payers; each hospital offers charity
policies, some of which are passed to other payers.

Representative Gara reiterated his query regarding the
workers conp rate being |lower than customarily charged and
causing a rate increase to others. M. Betit reiterated it
was not passed on.

2: 07: 32 PM

CEORGE RHYNEER, CARDI OLOd ST, ALASKA  PHYSICI ANS AND
SURCEONS, ANCHORAGE, testified in support of HB 228, as it
provides the Legislature time to nore fully evaluate the
real cost of workers’ conpensation. He noted that the cost
of mnedical care continued to rise due to technol ogical
advances. Physicians want to determ ne a solution for cost
effectiveness and that HB 228 allows that to happen.

2:10: 19 PM

SALLY STUVEK, (TESTIFIED VI A TELECONFERENCE), HUVAN RESOURCE
DI RECTOR, FAI RBANKS NORTH STAR BOROUGH, FAI RBANKS, testified
that the Fairbanks North Star Borough supports the
| egi sl ation, which provides stability in establishing costs.
The adjustnment appears reasonable as the rates have been
frozen since 2004. She requested that consideration be nade
for March 2009, when the bill again sunsets, there then be a
process in place to address these concerns. A long-term
solution would be the best. It is also an inportant issue
for providers.

M CHAEL HI NCHEN, (TESTIFIED VIA TELECONFERENCE), CENERAL

MANAGER, ALASKA TI MBER | NSURANCE ( ATlI) EXCHANGE, PORTLAND &
KETCHI KAN, stated that he represents a small workers
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conpensati on i nsurance conpany, fornmed in 1980. The conpany
is owmed by the policy holders, who are concerned about
rising nedical costs. [remaining testinony inaudible].

2:16: 28 PM

PAUL LI SANKIE, DI RECTOR, DIVISION OF WORKERS COVPENSATI ON
DEPARTMENT OF LABOR & WORKFORCE DEVELOPMENT, responded to a
guery by Representative Gara, explaining that it would be
lump sum paynents associated wth permanent parti al

i mpai rments, not indexed. Representative Gara asked the
last tine they were updated. M. Lisankie thought it was
2000 & offered to check the precise date. Representati ve

Gara said he was concerned that injured people are being
conpensat ed.

2:18: 16 PM

PUBLI C TESTI MONY CLOSED

Representative Gara asked if workers conpensation rates were
updated, does that affect all rates. Ms. Hall enphasized
that benefits in any one tinme period are aggregated for the
anount that the system costs by a three year |ook-back,
trending for current and projected costs. There are no
single itens, creating a huge cost. Al aska is already
nunber one in the country for premum costs for enployers.
Representative Gara noted that he would speak to the sponsor
regardi ng his concerns.

Co- Chair Meyer referenced the two zero notes.

Representative Gara pointed out the tw CPl rates for
medi cal services, the one used is the Medical Care CPI
index; the other is the Medical Care Services Conponent, a
percent higher. Representative Kelly agreed, noting that
t he one chosen caused the “least consternation”

2:22: 58 PM

Vice Chair Stoltze MOVED to REPORT CS HB 228 (L&C) out of
Commttee wth individual recomendations and wth the
acconpanyi ng fiscal notes. There being NO OBJECTION, it was
so ordered.

CS HB 228 (L& C) was reported out of Commttee with a “do”
recommendation and with zero notes #1 & #2 by the Departnent
of Admnistration and Departnent of Labor & W rkforce
Devel opnent .

2:24: 20 PM
#hb184
HOUSE BILL NO 184
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An Act relating to a commenorative troops |icense
plate; and providing for an effective date.

REPRESENTATI VE BOB ROSES, SPONSOR, introduced his staff,
JOSH APPLEBEE

Representati ve Roses stated that HB 184 brings the Support
Qur Troops commenorative |license plate to Al aska, sponsored
by Support Qur Troops® (SOT) Inc. The plate would happen
through a $40 fee, <collected & appropriated by the
Legi slature to Support CQur Troops for redistribution. SOr
est abli shes an Al aska Disbursenment Board to determne the
best manner to distribute the funds. SOI® began the process
of issuing Oficial Support Qur Troops plates in 40 states.

Representati ve Roses noted that Support Qur Troops® is a
501(c) (3) national public-benefit charity group dedicated

to assisting the troops and their famlies. It provides
sinmple means through which Anerica’s famlies can protect
the integrity of their troops’ famlies. SOTI' s busi ness

model is to create recurring revenue streanms such as |icense
pl ates, t-shirts, & bunper stickers.

Representative Roses added that SOT is one of the safest
national charities, with checks and balances in place to
ensure the accurate collection and disbursenent of funds.
Finally, the bill provides a true form of self taxation &
only those Al askans who want to buy the plates, would agree
to the additional fee.

2:27:15 PM

Representative Gara suggested the noney should go to |oca
veteran organi zati ons. Representative Roses replied that
many | ocal organizations do not have a nechanism to handl e
the funds nor do they have accounts set up. He under st ood
that the dollars gained would nore than off-set costs. He
believed it was a positive cash flow.

Co-Chair Meyer asked the local controls in place to
guarantee that the dollars cone back to Al aska.
Representati ve Roses explained that the Legislature wll
have to appropriate the noney each year & the State Board
woul d be responsible for the State di sbursenents.

Co-Chair Meyer worried about appropriating funds for
somet hi ng outside of Alaska control. Representati ve Roses
understood that they would not have ability to issue w thout
| egi sl ative approval.

2:32: 06 PM
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MARTI N BOYER, (TESTIFIED VIA TELECONFERENCE), EXECUTI VE
DI RECTOR, SUPPORT QUR TROOPS, FLORIDA, offered to answer
guestions of the Commttee.

Representative Roses asked how much M. Boyer was being
paid. M. Boyer responded that he has not been paid for the
past year and half. The funds coming in go toward paying
| obbyi sts and state registration fees. He anticipated that
once noney cones in, his salary would be approximtely
$5, 000/ nonth, established by the board of directors.
Representative Roses added that the Al aska |obbyist, Pat
Carter was volunteering pro bono.

2: 35: 26 PM

Representative Crawford asked about inserting a sunset.
Representati ve Roses noted that had not been consi dered.

Representative Crawford worried about the variety of funds
created within the General Fund & recommended a revi ew date.

PAT CARTER, LOBBYI ST, SUPPORT OUR TROOPS (SOT), ANCHORAGE,
thought that it would be conplex to insert a sunset when a

license plate was no |onger valid. Wen the State stops
appropriating the noney, the D vision of Mtor Vehicles
(DW) would stop selling the plates. It would be annually

revi ewed t hrough the appropriation process.

2:39: 32 PM

DUANE BANNOCK, (TESTIFIED VIA TELECONFERENCE), DI RECTOR,
DVISION OF MOTOR VEH CLES, DEPARTMENT OF ADM NI STRATI ON,
ANCHORAGE, addressed the sunset provision, noting there is
no downside to it. In order for a specialty plate to be
successful, it requires marketing by the sponsoring agency;
fromhis research, he did not anticipate that SOT would “I et
the State down”. He noted support for the bill.

Representative Crawford asked if 1,000 plates was the
br eaki ng spot. M. Bannock advised that when the bill
passes, DW w Il not have the plates on hand. The plate
will be ordered and mailed to the addressee. There is a one
time set up fee.

2:43: 18 PM

Representati ve Thomas voiced his support of the troops; he
noted that he has a Vietnam veteran plate and asked if he
could purchase a second plate, placing it in his back
wi ndow. M. Bannock explained that would not be the
appropriate wuse of the plate. DW is looking into
alternatives.

2:45: 39 PM
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Represent ati ve Hawker expressed concern with the addition of
a relationship and dedication of nobney to an independent
or gani zati on. He asked what would happen if the Red Cross
or Boy Scouts asked for simlar treatnent. He enphasi zed
t hat anot her dedi cated fund would be created and questi oned
if there was another nechanism to achieve the desired
results through a nore generic enpowernent for receipt
supported services.

2:50: 55 PM

Co- Chai r Meyer echoed t he concerns expressed by
Representative Hawker. He noted that controls need to be in
pl ace.

M. Carter recommended that the appropriation could be
subject to inspection of the federal 501(c) (3) to nmake sure
the nonprofit is in conpliance with the Internal Revenue

Service (IRS) regulations. Representati ve Hawker stressed
the need for further due diligence and inspection due a
State procurenment contract. He added the nyriad of issues

needed to address a contractual relationship.

M. Boyer spoke in favor of the placing the |anguage in
statute. He observed that the relationship would be |aw,
not contract and that the |language is sinple. The
phi |l osophy of the majority of the states is that the program
would be self policing, because the public would not
purchase the plates if the operation is in question.
Charities and governnent are in the business of benefiting
the public. He maintained that the |[IRS supervises
charitabl e operations.

2:58: 10 PM

Co-Chair Meyer noted that M nnesota passed a simlar |aw,
and that the noney was provided to their Departnent of
Mlitary and Veterans Affairs and appropriated fromthere.

M. Carter stressed that the person spending the extra $40
to support the charity mght question the noney going to a
State organization instead of the charity. He al so noted
t he additional associated costs.

3:00: 29 PM

Representative Gara summarized that the noney would go to
the General Fund, rather recommendi ng | anguage to direct the
dol | ars.

M. Boyer thought that the Departnment of Law s attorney

general’s office would be the best place to exam ne
charitable funds. He enphasized that the bureaucracy could
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prevent the funds from being issued and that there are
conplications. He maintained that we are “neighbors trying
to do sonmething for neighbors” and that it should not be

viewed as a governnental association. He spoke to checks
and bal ances and noted that a disbursenent board had been
creat ed, whi ch someti mes uses exi sting charities.
D sbursenment decisions are nmade based on paperwork that is
filed out. There is no one at the local level witing
checks.

3:06: 00 PM

In response to a question by Co-Chair Meyer, Representative
Rose noted that he supported the disbursenent to go to the
| ocal di sbursement board wthout noving through the
Departnent of Mlitary and Veterans Affairs.

3:08:29 PM

Representative Hawker felt that a solution could be crafted
through a single departnent. He wanted to |ook at
alternative structures for Alaska s constitutional framework
to keep the State away from nmaki ng charitabl e deci sions.

3:11: 30 PM

Representative Gara MOVED to ADOPT new Amendnent #1, 25-
LS0621\ K. 1, Luckhaupt, 4/23/07. Co-Chair Meyer OBJECTED

Representative Gara expl ained new Anendnent #1, which would
correct a problem where people are periodically sited for
driving wi thout insurance when they actually have it. Proof
of insurance nust be filled out at the time of accident. A
form nust be sent as a follow up. The form nust be sent to
the registered address even if a better address is given at

the scene of the accident. The anendnent allows the forns
to be sent to the nobst recent address and prevents
unnecessary felony charges. The anendnent also noves the

sent enci ng | anguage.

Representative Roses stated he did not object to the
amendnent .

Vice Chair Stoltze asked if it had been reviewed by the
Departnment of Public Safety.

3:15:51 PM

Representative Gara stated he had worked with the sponsor &
the Division of Mdtor Vehicles. He added he could submt it
to the Departnment of Public Safety before it noves to the
House Floor. He reiterated that it is technical.

3:18:10 PM
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M. Bannock voiced strong support for the new Amendnment 1.
He added that they al so support Anendnent 2.

Co- Chair Meyer requested that copies of the anendnents be
distributed to both the Departnment of Law and the Depart nment
of Public Safety for their review

Representative Gara WTHDREW the MOTION to adopt new
Amendnent #1. There being NO OBJECTIQN, it was w t hdrawn.

HB 184 was HELD in Committee for further consideration.
3:22: 01 PM

#sb103
SENATE BILL NO. 103

An Act authorizing the transfer of land fromthe Al aska
Railroad Corporation to Eklutna, Inc.; and providing
for an effective date.

Vice Chair Stoltze explained that SB 103 and HB 212 are
identical bills.

REPRESENTATI VE ANNA FAI RCLOUGH understood that there had
been no changes made in the Senate. She reiterated that
they are identical bills and that the action would transfer
6.3 acres to the Alaska Railroad Corporation (ARRC). The
| and has historical value. She noted that she and Vice
Chair Stoltze represent the Village of Eklutna and support
the transfer, which benefits the State of Al aska by bringing
forward gravel renoval for State highway projects.

3:24: 30 PM

Representati ve Hawker requested assurance from the Native
Corporation of Eklutna that they are supportive of the
transfer.

3:25:47 PM

BONNI E WOLDSTAD, (TESTIFIED VI A TELECONFERENCE), FAI RBANKS,
appreci ated that ARRC was working with the property owners
t hat have prior property rights.

3:27:02 PM

KEI TH SANDERS, (TESTIFIED VIA TELECONFERENCE), SR VICE
PRESI DENT, LAND & LEGAL AFFAIRS, COOK INLET REA ON INC
(CRI'), responded to concerns voiced by Representative
Hawker regarding Section 7, stating that CIRl is supportive
of the legislation, noting there are significant issues
regarding the gravel, which has already been renoved from
the site.
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3:29:17 PM

PUBLI C TESTI MONY CLOSED

3:29:49 PM

Vice Chair Stoltze MOVED to REPORT SB 103 out of Conmittee
wi th individual recommendations and with the acconpanying
fiscal note. There being NO OBJECTION, it was so ordered.

SB 103 was reported out of Commttee with a “do pass”
recomendation and with zero note #1 by the Departnent of
Commerce, Community & Econom c Devel opnent.

3:30: 57 PM
#hb88
HOUSE BI LL NO._ 88

An Act relating to televisions, nonitors, portable
conputers, and simlar devices in notor vehicles; and
providing for an effective date.

REPRESENTATI VE CARL GATTO, SPONSOR, noted that the bil
stipulates “No watching television (TV) while driving”. It
has been corrected from concerns previous voiced. 't wil
protect people; when a car is in notion, the driver can not
be watching TV. | mportant | anguage was added to Page 1,
Line 11, “in full view.

3:32: 27 PM

Co-Chair Chenault asked if it would affect the d obal
Positioning System (GPS) display. Representative G@Gtto
responded that the exenptions are listed in Section C, Page
2.

3:33:34 PM

Vice Chair Stoltze MOVED to ADOPT work draft #25-LS0312\Q
Luckhaupt, 3/12/07, as the version of the bill before the
Comm ttee. There being NO OBJECTION, it was adopted.

3:34:25 PM

Representati ve Hawker recomended | anguage “personal data
devi ces” r at her t han “per sonal dat a assi stance”.
Representative Gatto thought that would be a good change.

PUBLI C TESTI MONY CLOSED

Co-Chair Meyer recommended that the bill be held in Conmttee
for final review
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Representative Hawker referenced Section 2, asking why the
definition of physical injury terns had been incorporated.

NORM CCOHEN, STAFF, REPRESENTATI VE MAX GRUENBERG poi nted out
that on Page 3, Lines 5-7, there is clarifying |anguage from
Title 11 to Title 28, noving the physical injury definition.

Representative Hawker inquired if the Departnment of Law
agreed with that definition of physical injury.

ANNE CARPENETI, ASSI STANT ATTORNEY GENERAL, LEGAL SERVI CES
SECTI ON- JUNEAU, CRIM NAL DI VI SI ON, DEPARTMENT OF LAW stated
that the Departnent does concur with that definition

3:38:22 PM

HB 88 was HELD in Commttee for further consideration.

RECESS: 3:41: 28 PM
RECONVENE: 4:11: 29 PM
N

OVERVI EW

PRESENTATI ON BY SULLI VAN & CROMAELL LLP

FREDERI C C RI CH, PRQIECT FI NANCE GROUP, SULLI VAN & CROWAELL,

provided nenbers with a slide presentation: Project Finance
Wor kshop, An Introduction to Project Finance for Gl, Gas and
Pipelines (copy on file.) Sullivan and Cromell is an
international law firm based in New York. Their project
finance practice focuses on |arge projects, averaging over a
billion dollars. He noted that the presentation was based on
a workshop with the Departnment O Energy, Treasury, and
O fice of Managenent and Budget and was intended to give them
the ability to wunderstand in what context federal |oan
guarantees would mght be used and what issues mght arise

The presentation was designed to provide information on
project finance, as opposed to corporate finance and provide
tools for risk allocation and mtigation. He noted that the
presentation would cover current project finance markets,
bui | di ng bl ocks of a typical project and projects specific to
oil, gas and pipelines.

M. Rich observed that there is little precedent for projects
like the Alaskan Natural Gas Pipeline (page 2). He added that
92 percent of closed projects are under a billion dollars.
The | argest previous pipeline financing was the Alliance Gas
project at $2.6 billion. He noted that the |argest project
ever entered was $6.7 billion [Taiwan H gh Speed Rail
Project]. The Al aska Gas pipeline would set a new record.

House Fi nance Conmmittee 13 04/ 25/ 07 1:46 P. M



M. Rich observed that there are many unknowns. He stressed
that what worked for and applied to other deals may not work
in Alaska. He noted that it 1is premature to discuss
specifics, but observed that he could speak to the nain
drivers of oil, gas and pipeline financing in general. He
stressed that bank-ability does not exist. Lenders wll
accept nore if the economcs are strong. Wwen there is so
much “hair on the dog” lenders wll bulk, but the line is
hard to draw. The process tries to determne “hair on the
dog”.

4:21:35 PM

M. Rich spoke to slide 3. Project finance is distinguished
by a project entity that provides a product or service to
buyers. A portion of the sales proceeds are used to repay
debt. Before the project is operational the equity portion of
the capital costs comes from the sponsors. “Sponsors” in
Al aska are generally identified with the producer group, but
“sponsor” is a termof art in project finance, which neans
whoever owns the project entity. Project financing has
previously been applied to power plants. Today project
financing is not a single financing product, but different
products for different markets. He cautioned nenbers to
bewar e of generalizations.

4:24:23 PM

M. Roch noted that project finance is different from
corporate finance. Project finance is tailored to the risk
profile of the individual project, it is highly structured
and engineered, non-diversified credit, and is green field
(once the loan is dispersed there is no way to repay the
| oan; there is no credit.) Project finance is cash-flow based
credit (unlike real estate). Paynents only occur if cash flow
is generated such as gas going through a pipeline. Project
Finance is generally based on contractual commtnents because
project lenders are not willing to take the risk that the
cash flow will be generated. Contracts nust be shown. There
is limted recourse; the single purpose entity does not share
t he | oan.

Project finance is tailored. Lenders design the financing to
reflect the economc profile of the project. Financing is
tailored to the project cash flow and risk profile for the
specific project. Lenders are focused on repaynent. The whol e
project finance field is based on what could go w ong.

4:29:37 PM

M. Rich spoke to the structure. The product credit is based
on conpletion support, who took the risk that the project
woul d be finished, who took the risk for overruns and del ays,
how was the cash flow captured, what were the off take
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commtnents, what did the <contracts say (under what
circunstances do those taking the product have to pay),
security interests, renedies if the loan is not repaid or is
in trouble; and project covenants and structured renedies.
The structure is nade as needed to reflect the risks inherent
in the project.

M. Rch noted that project finance starts with reserves;
soneone is the shipper; someone pays a tariff (the tariff
that they paid to the pipeline conpany is the only source of
debt service). These things are non-diversified, but every
project nust be reviewed for what is in and what is out of
the project: How is credit defined? Wat recourse exits?
Repaynent is dependent on how those outside the project
fulfill their commtnents. Structural issues are created when
things out side the project are needed for repaynent.

4:33:18 PM

M. R ch explained “Geenfield” (page 12), which neans when
the loan is disbursed, the business does not exist. It is
relatively rare. The question is would the project get built
on tinme, wth in budget and wll it work as prom sed,
mnimzing likelihood of force. Lenders do not take this
risk. At conpletion the |oans would be non-recourse. Before
that tinme the project can not provide repaynent because it
hasn’t denonstrated its ability to repay. Conpletion support
is virtually always required in project finance. Conpletion
guarantees occur from the sponsor or shareholders of the
project entity; they guarantee the debt until conpletion. If
conpl eti on does not occur by the “drop dead” date repaynent
would be required. The guarantees are released once
conpl eti on has been certified. He maintained that this is the
main reason why good projects don't occur and provided
exanpl es.

4:37:30 PM

M. R ch spoke to federal guarantees for conpletion support.
He explained that the guarantees are guarantees of
conpletion. Section 1(16) of federal statute requires
conpl etion support and guarantees. The debt is guaranteed
until the conpletion test is net. There is precedent in the
pi peline world for conpletion support that falls short of the
guarantee. In the case of Alliance, the owners of the project
conpany had to tell the lenders that they would commt to
putting in additional equity into the project up to an agreed
level if necessary to fund overruns (30 percent of the base
case capital costs).

4:39:45 PM

M. R ch spoke to pre-conpletion and post conpletion, which
are treated differently. During pre-conpletion shareholders
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or sponsors are putting in equity and the |enders are putting
in loans and paying construction costs. During post-
conpl eti on sales proceeds go in and operation costs and taxes
are paid first; then debt service. Omers receive a
distribution if there is anything |left over. Lenders
proscri be the order that cash can be used.

The main netric used in project finance is called “cash-flow
avai |l abl e for debt service”. The contract produces cash flow
revenues, which are projected. Taxes are fixed. Operating
costs are projected. The balance is the cash-flow avail abl e
for debt service. Lenders require that the cash-flow be
positive for every 6 nonths. The nmeasure of the strength of
the credit is how positive the cash flow If the ratiois 1/0
there woul d only be enough cash-flow to pay the debt. Aratio
of 3/0 neans there is three tinmes nore cash then needed to
pay the debt. This is the cushi on agai nst the unexpected, and
agai nst hi gher than anticipated operating costs. Curtail nents
and interruptions are operating risks for pipelines. There
would be zero cash-flow during interruptions; therefore,

| enders protect thenselves by requiring funded cash reserves.

4:44:21 PM

M. R ch discussed page 14, contractual conmtnents. There
will be sonme projects wthout contractual commtnents,
especially in the oil industry or in nerchant risk. However,

project finance is based on contractual conmtnents. The
credit worth of the parties nmaking the commtnent, terns of
the commtnent, and the underlying fundanentals of a |ong
term project are considered. Contractual commtnents are, in
general, an amount sufficient to cover debt service and an
agreed cushion, for a termno shorter than the term of debt.
Terms of the commtnent are reviewed, as are underlying
f undanent al s.

4:46: 23 PM

M. Rch noted that “limted recourse” neans that after
conpletion “you” can look only to the project. He R ch
observed that there is only one reason for project finance:
for funding. Project finance often occurs in the oil business
as a tool to mtigate risk or for opportunistic reasons. |f
sonething goes wong it hits the equity. If partners are
brought in, they share the risk, which limts the owner’s
| oss.

4:48: 56 PM

In response to a question by Representative Sanuels, M. Rich
expl ai ned that the shareholders are on the hook during pre-
conmpletion through their conpletion guarantees. After
conpletion the lenders can only look to the asset of the
project, which includes a contract. Lenders can force owners
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to enforce contracts. The off take contract is not a
guarantee, but a commercial agreenment that provides that a
certain price at certain tinmes under certain circunstances,

with certain exceptions. The person nmaking an off take
contract takes the risk of their own business. A utility
takes the risk that their custonmers will need the electricity
in the case of a wutility that enters into a long-term
contract to buy electricity from a power plant. They still

have to pay if their demand forecast is wong. If a power

pl ant goes bad: doesn't get their environnental permts, or
is built wong or is not working right, the risk is born by
the lenders. The contract is only one part of the entire
package that the | ender considers.

4:52: 07 PM

M. R ch spoke to 19, risk allocation and mtigation. R sk
allocation and mtigation starts by keeping in mnd the
di fference between debt and equity. “Sponsors” refers to the
sharehol ders. Leverage is of great inportance to |enders; the
nore equity the better. The concept is to have “skin in the
gane”. Lenders l|look at the percentage and quantum of the
equity. Equity is the first layer of loss in a project.
Equity suffers |osses before the debt. In the case of a
billion dollar of debt on an $800 mllion dollar project, the
debt receives all the val ue.

M. R ch observed that |awers nmake sure that projects are
non-recourse post conpletion, but that bankers have every
expectation that the owners will conme in and fix the problem
due to their “skin in the gane”. He referred to a project in
the Caspian Sea. Underwiters used Chevron’s |ogos on the
bond issuance prospectus to enphasize that, even though
Chevron did not owe the noney, it was a Chevron project and
they had a billion dollar of “skin in the gane”. Lenders | ook
at sharehol ders through their equity stake as for risk, the
lower the gearing, the lower the l|leverage. A project wth
50% 50% equity/debt is nore attractive than a project wth
20% 80% equi ty/ debt .

4:56: 14 PM

M. Rch spoke to risk allocation. There is no risk
allocation fromthe equity. Every risk is born by the equity,
but within the debt portion, risks are allocated. Project
financing is nore about risk allocation than fund raising
since it allows “you” to nmake a list everything that could go
wong and allocate who bears the risk. In a gas market the
| enders require others through commtted contracts to bear
the risk. Tax and regulatory risk is often shifted to or
assuned by the host governnent through stability insurances.

M. Rch reviewed risk allocation and mtigation (slide 22).
The focus is on conpletion risk because |enders |ook at risk
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in tw stages. Mtigation answers the question: Has
everything been done to mitigate the risk? Conpletion risk
(the risk that it is going to get done on tinme and on budget)
| ooks at: quality and feasibility that the work will be on
budget; <contracting strategy (if available); quality of
proj ect execution; and budgeted contingency. He observed that
with the Alliance project, 87 percent of the costs were under
fixed cost contract for procurenent: pipe, heavy equipnent.
Wth fixed cost contracts the supplier is taking a risk that
prices will increase. The Alliance project still required 30
percent in overrun commtnments from sharehol ders even though
87 percent of the costs were fixed. Contracting strategy is
not usually an option on big projects. Quality of project
execution, the track record of the project sharehol ders, the
size of the budgeted contingency and pre-conmtted overrun
financing are mtigates. Lenders wll not take the risk if
there are cost overruns in excess of the amount of avail able
funds; the allocation is through sponsor conpletion support
or guarantees. R sk is allocated away from lenders to
shar ehol ders.

5:00: 55 PM

M. Rich discussed the risk matrix. The risk matrix, in which
risk is identified and mtigation considered is the first
step and determ nes risk allocation.

5:02: 47 PM

M. Rich explained that any project starts with the reserves,
which are either there or not. Decisions can be nmade in the
area of: project structure, comercial and governnental
arrangemnents, and contractual conmi t ment s. All t hese
decisions affect the mtigation and define the project
credit. There is a natural (givens) a synthetic credit (due
to the decisions made). Financing terns and conditions can
only be tailored once the credit is identified.

5:04:40 PM

M. R ch noted that the guarantor (federal or other), to the
extent of the guarantee, is the lender and has the same debt
as the owner. The lender (and worrier) is the governnment if
the debt in a project is fully guaranteed [by the federal
governnent]. He gave exanples of federal guarantee criteria:
reasonabl e i nsurance of repaynent of the guaranteed debt, and
the ternms and conditions nust provide adequate terns and
security to appropriately protect the financial interests of
the United States. The federal governnent hires bankers and
comercial advisors to tell it what is required. The
exi stence of a federal guarantee does not change anything. I|f
the entity defaults, the federal governnent would pay the
| ender and then own the asset and would have all the same
rights as the lender, to <create a change in |[|ender
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transactions. Al the conditions renain. The federal
governnent has responsibilities to be fiscally responsible as
an arnms length transaction. From the borrowers perspective
t here woul d be no change.

5:09: 05 PM

M. Rich discussed the global finance market on page 27. Ql
and gas is growing in the market. QG| and gas pipelines are
still a small portion. D stribution changes from year to
year. The size of the market changes dramatically as there is
high volatility and is driven by demand. He referred to the
graph on page 28. Small projects can be conpleted in 6
nont hs, which provides greater odds that the market wl]l
remain in the sane proportion. Mega projects have no idea
what the market will look like by the tine the project cones
to conpletion. Today's markets are good for project
financing, but it is inpossible to predict the future. Large
projects are based on nmarket neutral decisions. Only 15.7
percent is donestic US value. The global market is largely
outside of the US. The [AGA] project is not going to |ead
the market increnmentally into new territory; it wll be a
quantum leap. AGA wuld be a nultiple of the |[argest
financing done to date. It would be an increnental |eap that
IS unprecedented. What is necessary to nmake it bankabl e? Sone
things may be easier because it is a high profile strategic
project; some things will be hard because of the size.

5:14:15 PM

M. Rch reviewed slide 30. Project finance is market
dependent. The bond nmarket is considered nore desirable for
| arge projects. Capital markets are deep. Large liquid bonds
are attractive. The bank market is generally a 10 to 12 year
market. Large projects beyond 15 years are alnost forced to
be done in the bond market. The capacity of the bank nmarket
has increased, but depending on the length of maturity it may
be the only option. The bond nmarket is even nore volatile.
They may be tinmes when the bond market is not available. The
general approach is for multi track finance plan to nmake it
work for both the bank and bond markets. The federal
guar ant ee woul d nake the bond market al nost irresistible.

5:16:59 PM

M. Rch explained that the statutes state that the
Departnent of Energy (DOE) may guarantee up to 80 percent of
the total project costs. The intent of the statute is to
provide an incentive. He maintained that the DOE shoul d cover
100 percent of the debt portion subject to the limt that it
can't be nore than 80 percent of the project cost. Standard
practice in the federal governnment is for 80 percent of the
debt. The federal governnent wants the |ender to have “skin
in the gane”; it’'s an insurance deductible. The federal
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governnent woul d have the entire burden for making decisions
regarding financing, what’'s adequate and required, what is
good enough and what the risk is, and the admnistration of
the loan if the federal governnent guarantees 100 percent.
This is enornmous. The uncovered portion of 80 percent of 80
percent could be the largest oil and gas financing ever done.
O her projects have tried to engineer a federal guarantee for
t he uncovered portion through bonds and trusts, but this has
now been outlawed. He concluded that there are a lot of
different forks in the road, but the 80 percent federal
guarantee is one of the |argest.

5:20: 02 PM

M. Rich discussed slide 31. The S&P credit was found to be,
in general, better than anyone thought. Any owner of the
pi peline would want the guarantees to be appropriated, in
which the U S government pays the price of the credit risk
t hrough appropriation or the borrower has to pay. Any owner
woul d want the guarantees appropriated or the price paid to
be the | owest possible.

5:21:29 PM

Representative Sanuels referred to the 80 percent of 80
percent and questioned if the federal determ nation has been
made. M. R ch noted that it is yet to be determined if it is
80 percent of 80 percent of the total costs. The statute does
not answer the question; the statute sinply gives a nmaxi num
and is silent on what percentage of the debt can be
guar ant eed. He felt that allow 100 percent would be in
keeping with legislative intent, but cautioned that universal
practice is 80 percent of the debt.

5:23:14 PM

Senator Therriault questioned if anything could be read into
the lack of clarity in statute. M. R ch could not comment on
the politics, but felt it was a big problem and creates
uncertainty. The ability to fully understand the issues
awaits clarification.

Representative Doogan referred to slide 28 and asked how an
Al aska gas pipeline would conpete. M. R ch pointed out that
only a small portion of oil and gas projects only $15.7 of
the $180 billion was U S. donestic. The ANGA is larger than
the entire relevant market. The issue is conplicated. A 100
percent federal guarantee has different risk, since it is
l[iquid and deep and large. It would be a chall enge under any
scenario without the federal 100 percent guarantee. Market
conditions are inportant. People tend to tackle each point as
t hey can. Low prices equate to low tariffs, which is good for
everyone. There is conplete alignment on the things that
reduce pricing. “In a normal nega project what everyone does
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is just gets as many of them as they can and tries to nake
sure they have the best possible product, the best mtigates
to those risks, when they approach the financing nmarkets.”

Representati ve Doogan summarized that if the noney is there
it’s not a good deal. M. R ch added that there could still
be a scenario with nmarket challenges even if it’'s a good
deal. Unlike other project financings that happen all at
once, the construction period for the pipeline is
consi derabl e. The demand for capital would be sequenced over

a period. The entire $18 billion would occur over a series of
years.
5:28:58 PM

M. R ch explained the three phases of a typical project
financing: structuring of the project, finance plan (when the
project and risk is known and the best financing is
determned), financing project (the actual execution). He
noted the process is conplicated and gave exanples of pass
t hrough structures. Pass-through structures tend to be highly
tax efficient, froma federal prospective. Milti sharehol der
projects are conmmon with: utilities, gas nerchants, producers
and pipeline developnment conpanies. Each has different
obj ectives, tax consequences and different ways of | ooking at
the world. In the oil and gas business severalty tends to be
key, so that they are not |ocked into a single entity or a
single set of decisions. Alot of time is spent figuring out
what the project is. There is generally sonme kind of
governnent agreenment at the base such as: concessions and
resource project for infrastructure Ilike toll r oads;
investnent agreenents, and investnent incentives. Federal
| egi slation successfully mtigates licensing and permtting
ri sks. The project has structure, agreenents and conmerci al
contracts. The nodel can’t be designed until these itens are
known. Agreenents between the participants can be quite
conpl i cat ed.

5:32:56 PM

M. Rich spoke to | everage and how the debt is raised and how
much. Questions about |everage and gearing are part of the
FERC net hodol ogy, which are assunptions nade for calcul ating
the returns and the rate base. The assunption does not equa

the real world. The optimm nodel for project financing is a
conplicated question; it is not always the highest degree of
| everage. The cash fl ow nodel determ nes how nuch debt can be
borrowed and over what period it can be borrowed. Leverage
and debt are conputed based on the ability of the
sharehol ders to bear the conpletion risk, based on the down
side scenarios and other factors. The |everage or gearing in
a project can not be assuned to be the |everage or gearing
permtted for regulatory purposes.
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5:35: 00 PM

M. R ch spoke financing plans. Strategic projects have
speci al challenges. He questioned if it would ever be the
right thing to allow lenders to take the project off the
market. There are a whole set of reasons in strategic
projects why a typical finance plan mght not work, which is
not good for |enders, because it is not the typical package.
The challenge is to design a finance plan that produces “our
relatively un-hairy dog,” neets state and federal statute
restraints, and is acceptable to all concerned including the
federal guarantor if there is one.

5:36:42 PM

M. Rch discussed the *“waterfall”: slide 41. Al the
projects assets are required to be set aside in a separate
account, in which the |enders have an interest. The |enders
or trustees that act for themset the rules for how the cash
flow wll be applied. D stributions to owners occur after
t hese operating costs, taxes, and |large debt service reserves
have been net.

The upstream and mdstream mght be financed separately.
Pipeline lenders will not get a penny unless upstream is
brought into production; the upstreamlenders will not get a
penny unless the pipeline is built and the gas can be
transported to market. Waterfalls are considered on an
i ntegrated basi s. The upstream | enders are al ways
subordinated to the md-stream | enders. The super-priority
for the upstream lender is to pay the tariff. Everything is
enbedded in the tariff; all of the mdstream waterfall is
enbedded in the tariff and is a priority in the upstream
Transportation costs have to be paid first. The tariff
constitutes a pass through. M dstream |enders think
holistically because they are not paid until the upstreamis
a success. The likelihood of paynent is dependent on the
success of the project.

5:40: 26 PM

M. Rich explained that additional debt is one of the hardest
fought covenants in any project financing, since the only
thing left after the conpletion guarantee is the project.
Additional debt adds a burden that was not anticipated.
Lender consent is the norm Capital nmarkets get sonetines get
objective tests based on pro fornma of debt cover and |everage
tests. He gave exanpl es based on borrow ng for expansion. The
maturity of the debt cannot be shorter. The wei ghted average
life cannot be faster, and an independent debt nodel nust be
run. The nodel nust denonstrate that the expansion and
expansion debt will not inhibit the paynment of existing debt.
Project shareholders want maxinum flexibility, but |enders
want protection.
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5:42: 54 PM

M. Rich observed that another hard fought conponent of the
finance plan is the conpletion test, which has physical,
oper ati onal , and financial elements (slide 43). An
i ndependent engineer checks the project from the startup
period. The financial test nust denonstrate that the off
takers are still credit worthy. Assunptions on the off take
contracts are based on credit. Credit ratings are exam ned on
t hose invol ved before the guarantee is renoved.

The form of the shareholder conpletion support is highly
negotiated. Ten years ago there was little worry about |arge
projects, but unexpected bl owuts have occurred. The current
mar ket focuses strongly on conpletion support. He didn't
think a deal such as Aliance’s with 30 percent overrun
commi tnents could be negotiated in the current clinmate.

The federal statute requires the DOE to have conpletion
support and guarantees. He expected financial and comrercia
advisers to the DCE aspect to be anong the toughest in
negotiations. It is in the interest of the shareholder not to
have guarantees, since normal conpletion guarantees are
guarantees of indebtedness and go on to the financial
statenents. They would result in a huge debt |oad through
conpletion, since they only fall away when the conpletion
test is nmet. The agreenent is to pay back the entirety of the
debt if conpletion is not reached. On the other hand, equity
overrun commtnent support is limted risk, since it is a
capped anount. He anticipated that pipeline devel opers woul d
prefer to make equity overrun conmtnents.

Representative Kelly asked how the federal guarantee ties
into the debt. M. R ch explained that the |anguage in the
statute referred to “conpletion support and guarantees”. He
interpreted the statute to nmean one or the other: either the
debt is guaranteed until the conpletion test is met or the
debt is not guaranteed, but an additional anount of equity is
guaranteed in the case of overruns. He stated that it would
be rare to do both. He suggested that DCE regul ati ons coul d
clarify market practice. He noted that 30 percent of the base
case capital cost is nore than the entire capitalization of
nost of the players in the market. The need for the financial
engineering around neeting the conpletion requirenent is
formdable. The guarantee doesn’t change anything and the
ability to deal with the conpletion support requirement is
what allows projects to succeed or causes themto fail. Good
projects fail due to an inability to neet the conpletion
support requirenent.

Representative Coghill concluded that the supports that fal
away after the conpletion can carry their own costs; supports
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fall on conpanies that needed to put up the equity prior to
conpl eti on.

5:51:56 PM

In response to a question by Representative Kelly, M. Rich
explained that, if there are conpletion guarantees, pre-
conpletion the margin on the loan reflects the person giving
the guarantee. A higher margin is paid in post conpletion.
The federal government could give 100 percent guarantee
either after conpletion or on day one. The federal governnent
woul d require the conpletion guarantee from the sharehol ders
of the pipeline conpany if their guarantee occurred on day
one. Under the first alternative (the guarantee occurs on
conpl etion) the borrower pays the cost of the credit. Under
the second alternative (the guarantee occurs from the first
day) the borrower only pays the |owest cost because it is
covered by the guarantee. The cost difference results from
the federal charge for its risk. The federal governnent
pl aces a value on the guarantee depending on the strength of
the conpletion guarantee. The U S. tax payer bears the cost
if the guarantee is appropriated. The project conpany shoul d
pay a higher price pre-conpletion if the guarantee is not
appropri at ed.

5:55:16 PM

M. R ch explained that the Departnment of Energy (DCE) put
out a NO (notice of inquiry) asking if regulations should be
promul gated; the DOE decided not to do so at this point. He
recommended that financing regulations remain flexible to
al | ow whoever the owners are to go to the DCE and try to get
a guarantee that they can actually use.

M. Rich observed that it is not easy to put together a nega
project financing plan. Success depends on good managenent
and | eadership; the financial costs are high. He advised an
early start. The cost of delay in a nmega project is huge.

5:59:54 PM
M. R ch referenced Page 48: Wiy lenders like oil, gas &
pi pel i ne projects. He observed that past experiences have

been good; l|enders |ike resource based |ending for upstream
projects and contractual based Ilending for pipelines;
technol ogies are usually well proven; there is clarity in the
cash flow, and the upstream has comobdity products. Price
risk is the main concern, however, |enders believe that risk
can be understood and priced with the use of engineers and
ot her advisors. Lenders also like the sponsors: big oil.
Strategic projects are preferred.

M. R ch reviewed Page 49 — upstream versus the mdstream
pi pelines. Upstream projects are sinple. Gas projects depend
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on avail abl e transportation and markets. The fundanentals are
the sane for upstream and md stream Lenders want to know
about reserves and narkets. Gas is harder to finance than
oi l.

6: 03: 01 PM

M. Rch addressed the mdstream credits - Page 50.
Mdstream is often developed in an integrated fashion wth
the upstream (outside of North Anerica). A lot of mdstream
i s devel oped separately, but with producers as owners (either
in whole or part). It is inportant to |ook at the nature of
the links on the upstream Downstream adds a | ayer of credit
risk. He spoke to the nature of transportation conm tnents.
Projects where the downstream buyers are the shippers | ook
different to lenders than commtnments from the upstream
producers. The downstream adds another |ayer of credit risk.
The nature of the transportation commtnments and tariff
structure nmust al so be consi dered.

6: 06: 39 PM

M. Roch referenced Page 51 - nmain pipeline financing
approaches. Pressure for integration [of mdstream and
upstrean] cones from both sides. Producers worry about tinely
devel opnent of transportation, control of construction and
operating costs, and reliability. WMny of the overseas
projects are done on an intergraded basis, where the up and
md streans are devel oped as part of a single project or the
upstream producers play a large role in the ownership and
devel opnment of the mdstream Lenders have a simlar set of
concerns because they are dependent on the upstream and
reserves. The contracts are the only Ilink between the
m dstream | enders and upstream producers. Al the risks that
| enders want mtigated have to be in the contracts.

M. R ch spoke to Dual Project Risk - Page 52. In this case,
the lenders to the mdstream are exposed to the upstreamri sk
without being in their projects. Representation of the
upstream reserves is inportant for |lenders. The conpletion
test will determne if the upstream has been successfully
devel oped and produced because “if it isn't they don't get
paid”. Unless there is a guarantee there is no “hook” into a
corporate credit. The contract is the beginning of the story.
Lenders look at the credit behind the contract and the
ci rcunst ances under which the contract would or would not be
performed. Credit risk is the anmount paid when owed.

Representative Sanuels asked if the | ender would | ook at the
depth of the worl dwi de pockets where a pipeline entity had a
shi ppi ng contract. M. Rch replied that the |enders would
ascertain the identity of the conpany, their assets and
credit, guarantees and the rate to which they allow their
affiliates to fail. The second question is how likely, as a
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commercial matter, that it would be economcal for the
contract to be perfornmed. These cal cul ations on the upstream
are the heart of the mdstream credit determ nation. He
concl uded that the Al aska project would need to be economni cal
for the next 30 years.

Representative Kelly asked if the project was a double green
field project. M. Rchreplied that it has the qualities of
a green field project. Representative Kelly asked if he knew
of any projects that were economcal based solely on the
m dstream conponent. M. R ch replied that he did not.

6:17: 28 PM

M. Rich highlighted Page 53, transportation agreenents. The
length of transportation conmmtnents should be |onger than
the length of the debt. Volune, shipper credit, force nmajeure
and federal guarantees are reviewed. Blended credit is the
starting point for the credit analysis. The percentage of the
total capacity and credit rating behind each commtnent is
reviewed and are calculated on an average weighted blend.
“The strength of the credit they are looking for will be a
function of how they perceive the risk of the project and in
particular the tenor of the loan”. COverall, they wll | ook
for the cost structure. The pressure will be greater if they
are looking at 30 years rather than 10 - 15 years. He
observed that the general FERC schene is to pass through
costs in the rate base. The netback and the economc
viability of the whole schene are considered. In terns of
cash flow available for debt coverage, they will focus on
whet her the cost lands in the md or up stream overall they
are |ooking for cost reduction in a total cost picture that
denonstrates that the whole enterprise is sustainable. There
are occasions when shippers prefer not to enter into shipper
pay conmtnents. They are not required overseas and there are
i nstances where pipeline devel opers cannot get producers to
t ake these types of risk.

6:21:11 PM

M. R ch reviewed force majeure. Force majeure is one of the
circunstances in which the firm transportation contract, buy
it’s ternms, doesn’t provide cash flow to pay the debt. These
contracts are intended to not forgive the shippers (in this
case the producer) for problens wth the upstream reservoir
if the reserves or market are not present. They do forgive
the shipper if +the pipeline has been interrupted or
curtailed. Lenders to the mdstream are taking pipeline,
technical performance risk over a long period of tine.
Assunptions have to be nmade about the people who have
engineered and developed or wll operate the project.
| npl enent ati on varies by contract. Shippers are not obligated
to pay if the m dstream cannot accept the gas.

House Fi nance Conmmittee 26 04/ 25/ 07 1:46 P. M



6:22: 54 PM

Representative Doogan provided a hypothetical situation
regarding firm transportation contracts: one wth an
i ndependent pipeline conmpany and the other with a limted
liability corporation connected to the parent conpany. He
questioned which would be nore bankable. Nr. Rich explained
that the later would be nore bankable. The projects would
still be separate in regards to regulation. The owners of the
upstream woul d be shareholders in the pipeline, which would
add confidence to the project. The big upstream conpanies
would be in a position to nmake sure the md stream was
developed in a tinmely way wth the least cost. R sk
allocation, allocates the risk to the parties that are in the
position to control the risk. Capital cost of the project is
one of the biggest risks born by the shippers, since it goes
right into the tariff. Shippers are not in a position to
control the mdstream if they are not shareholders. They
woul d prefer sharehol ding as a | endi ng manner.

6:26: 10 PM

Represent ati ve Doogan understood that integration would cone
i f production and pipeline construction were the sanme conpany
or if there were sone other |egal connection, but questioned
where the market would get its confidence in the case where a
limted liability conpany or other free standing conpany were

created in order to build a pipeline. M. Rich explained
t hat proj ect finance is based on expectations and
calculations of what will notivate people in the future and

t he percentage of ownership. In sone instances, |enders have
required upstreamowners to retain at |east 51 percent in the
m dstream They were counting that the upstream would have a
controlling position. The nentality is: Are those bearing the
economc risk in the position to exercise control ?

6: 28: 35 PM

Representative Sanuels noted that in sone foreign conpanies,
shippers are not required to pledge firm transportation
commtnents and questioned if governnents finance these
projects. M. Rich explained that the circunstance would be
rare. There are sone circunstances where the reserves have
been sufficiently guaranteed, but it is not normal.

Senat or Steadman questioned if downstreamutilities have ever
financed a nega project wthout a firm transportation
commtnment. M. R ch responded that there was a period (in
the | ower 48 states) when it was nornmal for the utilities and
downstream wusers to be the parties contracting for
transportation services for snaller projects. None of them
wer e nega projects.

6:31:16 PM
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Representative Coghill asked for nore information regarding
the scope of other nega projects with a mdstream force
maj eure. M. Rich could not speak to current events. He noted
that concerns during force majeure contracts are curtail nent
and interruption from uninsured events, environnmental and
permtting pr obl ens, and t echni cal and operating
difficulties: anything that could result in the pipeline not
being in a position to except volune fromthe upstream

Representative Coghill surmsed that they would | ook at the
track record and credit worthiness. M. R ch noted that
operating reputation, track record and capability of the
m dstream operators mnake a large difference since the
m dstream | enders are not covered by the firm transportation
commtnents. Al project financing bets on the sponsors
(proj ect shar ehol ders and pronoters.) The technica
reputation and track record of the devel opers is considered a
risk mtigant.

Representative Coghil spoke to international issues. M. Rich
observed that firm transportation commtnents are very

comercially sensitive and confidential, and are heavily
negoti ated. The contract has the effect of having the |enders
bear the risk. Qperating agreenents will work hard to mnake

sure the pipeline entity is engaged in superior expertise.

6:38:12 PM

Representative Sanmuels spoke to the firm transportation
contracts, which are witten between the shipping conpanies
and the mdstream conpanies. M. Rich noted that guarantees
are critical. There 1is a tension wth comerciality.
Everything is a trade off. Wthout Dual project risk, the
shi pper, utility or producer is in a commercial agreenent and
is not part of the financing process.

6:41: 08 PM

M. Rch reviewed page 56, cross boarder pipelines. Cross
board pipelines <create interesting structural I ssues.
Al'liance had two separate partnerships, each borrowed their
own noney, but both are dependent on the other. Lenders
reintegrated the Canada and U. S. portions. Lenders don’t care
that it crosses a border. Lenders consider the financial risk
for the entire project. Single financing is preferred since
separation would add to the | evel of conplexity.

6:43: 18 PM

M. Rch discussed slide 57, the 10 largest oil and gas
pi pel ine project financings. The Alliance Pipeline Project is
the largest at $2.59 billion of debt on a $3.73 billion
project. Project shareholders are a mx of upstream nerchants
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and devel opers. The slide shows that sonme sharehol der groups
are domnated by upstream oil conpanies. The #10 project
contained $480 mllion in debt. The big projects have been
entirely out of the US., with the exception of Alliance and
the Kern River Expansion

6:44: 52 PM

Co-Chair Chenault noted that the project is a nega project.

Senator Huggins referred to the world market and its affect
on procurenment issues. M. Rich noted that the nunber of nega
projects around the world has created stress on resources,
especially the steel industry.

6:47: 00 PM

Representative Coghill noted that mega projects create their
own econony. He asked if the focus is narrow M. R ch noted
t hat banks are al ways | ooking at opportunities to make noney.
Banks ook at soft factors including strategic and economc
fundanmental s. However, they also |look at the benefit of the
project to the |ocal econony and the support and
sustainability of the project.

Representative Coghill observed that once a project 1is
fornmulated a value can be attached, but questioned if there
is value from pre-conpletion. M. R ch explained that there
must be a bottom line of cash flow available for debt
servi ce.

6:49: 38 PM

Senator Elton asked if it is fair to look at the debt ratio
and conclude that lenders typically define “skin in the gane”
as between 50 — 65 percent. M. R ch stressed that |ender
expectations are driven by what is possible. He noted that
peopl e do project financing for a variety of factors. Nornal
| everage varies by country and market. He agreed that from a
pure “skin in the gane” perspective, 30 percent is okay, but
added that the nore, the better. Mre equity can nmake the
difference in difficult projects.

6:51:52 PM

In response to a question by Senator Thomas, M. Rich noted
that the first financing for the Canadian Alliance Pipeline
project was in the early to md 90's. It was quite successful
and had multiple refinancing. Senator Thomas noted that the
Al askan pipeline would be 10 tinmes the cost. He questioned if
Al aska is dreaming too big. M. Rch was not in a position to
comment. He conceded that it is the nost anbitious and
chal l enging project that he has encountered. He felt that the
proj ect woul d doable with the right |egal framework.
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Senator Thomas questioned where the noney canme from on the
top 10 projects. M. Rich observed that the noney canme froma
variety of areas and that it is a conpletely global nmarket,
which is domnated by non U S. banks. It is inpossible to
predict where the noney would come from [in terns of an
Al aska gas pipeline project], but he did not think that it
woul d be exclusively fromU. S. banks.

6: 56: 40 PM

Senator Therriault noted that the FT commtnents are heavily
negotiated. M. Rich stressed that open seasons are different
and it is hard to predict when it would occur, but enphasized
that lenders would not sinply accept contracts put in front
of them

In response to a question by Senator Thomas, M. Rich did not
know of an expiration date for federal |oan guarantees.

#

ADJ QURNMENT

The neeting was adjourned at 6:58 PM
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