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ACTI ON NARRATI VE

CHAIR CHARLIE HUGGEA NS called the Senate Resources Standing
Committee neeting to order at 3:34:04 PM Present at the call to
order were Senators Stednan, Stevens, Geen and Huggi ns. Senat or
W el echowski arrived soon thereafter

ConocoPhi | | i ps

3:34:48 PM
CHAI R HUGE NS announced the first order of business is to hear
from ConocoPhillips on the trends in natural gas pricing. He

invited Mari anne Kah to i ntroduce herself.

MARI ANNE KAH, Chief Econom st, ConocoPhillips, said she is not
testifying about AG A, but rather the huge amount of risk that
exists with building a gas pipeline. She keeps hearing people
say that this project is wildly economc and that troubles her
because she follows the gas narkets and is one of the few people
who think about what the gas market could be doing 50 years from
now and said it doesn’t do anybody a service to tell them there
aren’t huge risks associated with this project. She wouldn't
talk about all of them but only the market risks and the cost
ri sks, because those are the ones she has the nobst expertise in.

3:36: 15 PM

She showed them a slide of the U 'S Departnment of Energy’'s
supply and demand forecast that indicates if everything goes as
they hope it wll, demand wll at |east be stable and grow
slightly. Lower 48 production will be flat or declining and the
gap will need to be filled by new supplies, hopefully which wll
be Al aska natural gas as well as new LNG supplies and Canadi an
Arctic gas. That's the plan, but that could go wong, she
cauti oned.
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M5. KAH showed a slide indicating that the Departnent of
Energy's Annual Energy Qutlook (AEO has reduced its demand
forecast outlook significantly, but not their supply forecast.
She wanted to tal k about what that neans, why they did that, and
what m ght happen in the future.

She showed them the demand forecast by sector and said it used
to be thought that the big growh in gas demand would be in the
el ectric power sector, but in the last tw years, that has all
but flattened out. A nunber of conbined cycle power plants were
built over the last decade and they are running at 20 to 30
percent capacity utilization now. R ght now there is a lot of
built-in demand in the power sector, so the question becones
what happens 5 to 10 years from now when the country goes
t hrough anot her wave of buil ding new power plants.

3:37: 09 PM
SENATOR WAGONER arri ved.

3:37:18 PM

M5. KAH said people will not choose to build gas-fired power
pl ants because gas prices are too high. The Departnment of Energy
is seeing this, too, and she showed the conmittee a nunber of
exanpl es where people are actually already starting to plan to
buil d ot her things besides gas-fired power plants.

The other thing the DOE says is that industrial demand is going
to grow by over 1 percent a year, but she didn't believe that.
She believes that we are |osing energy-intensive demand because
industry is going to places like Trinidad, Saudi Arabia and
Qatar - places that have stranded and very cheap gas.

3:38:16 PM
M5. KAH showed the conmittee a slide of the activity |evel of
the industrial sector in the US. It indicated a conplete

di sconnect in the last five years since gas prices rose to
fairly high levels and this is telling her that the high tech
sector is doing pretty well right now, but the energy intensive
industries that use a lot of natural gas are leaving or
producing less. Mrre inports are conmng in of cheaper products
that can be manufactured sonewhere el se with | ower-cost gas.

These industries were developed in the U S when gas was $2 to
$3/ mbtu, but they cannot survive in the US. wth gas prices
above $5 or $6/mbtu. So, she thinks it inevitable that these
industries will continue to |eave. However her biggest concern
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is the double-whamry that their |eaving would cause. They take
power demand away with them as well, because they are very
power-intensive |like the alum num industry. So, not only do you
| ose, natural gas demand directly, but it’s lost through the
power sector as well. She expl ai ned:

Gas is the marginal power supply and by that what |
nmean is when you're bringing on power |oad, you first
bring on nuclear, because it has zero variable cost;
the fuel is nothing. Then you bring on coal-fired
power plants, because coal prices are fairly |low Then
you bring in the conbined-cycle power plants and | ast
of all you bring in the steamfired gas plants. So if
electricity demand or industrial demand is |ower, you
are going to back down those natural gas plants first,
because they have the highest variable costs and the
vari able cost, of course, is the natural gas price,
itself. So, you lose electricity demand, you | ose
natural gas demand and that’'s a big problem

3:40: 17 PM

M5. KAH said what concern’s her nost right now is that
electricity demand in the US. is slowing. Historically it has
grown at 70 percent the rate of GDP, but over the last five
years it has dropped to 50 percent. The reasons are not known
for sure, but one thing is known for sure and that is that it’s
not caused by weather - because the nobst recent tine period had
6 percent nore cooling degree days which would indicate higher
electricity demand growh. She could also say it’s not due to
the hurricanes from 2005, because if she takes out 2005, she
sees an even-worse picture.

People are just guessing at what’'s going on, she said. One
theory is that it is the loss of the industrial sector. Second,
that the conpanies that are staying are nmaking investnents in
fuel efficiency because of the high natural gas prices.
ConocoPhillips is doing this and it has been corroborated by Dow
Chem cal . Anot her possible reason is the saturation of
residential/comrercial energy-using appliances. Maybe peopl e
have enough appliances now and don’t need to build bigger hones.
The final theory is that consuners are actually conserving by
turning down their thernostats, for instance.

But | think the point, the thread through all of this,

is that if prices stay high for an extended period,
t he wor | d doesn’ t st and still. Consuner s and
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i ndustrial players take action and they do sonething
about it and they reduce their demand.

3:41:53 PM

M5. KAH said she is even nore worried about the next 20 years if
high gas prices continue for the next decade. That would
permanent|ly chase away the demand for natural gas. The Anerican
Council for an Energy-Efficient Econony estimates that we could
save 24 percent of electricity demand wth known technol ogy
today and they have been saying this for 10 years, but no one
has been incented to do anything about it. She illustrated this
poi nt by showing a $7-dollar light bulb that she just bought at
a local hardware store. It has only 15 watts, but has the energy
of a normal 65 watt bulb. The DOE says if everyone in the
country would replace their incandescent bulbs with these, it
woul d save 8 percent of electricity use - and that would anount
to a loss of 7.5 bcf/d of natural gas demand — bigger than the
pi pel i ne.

While she didn’t expect this to happen tonorrow, the country of
Australia is thinking of requiring the use of these |ight bulbs
nati onwi de and sone states are considering it as well. In
Germany, 50 percent of their light bulbs are like this one. She
said the GE just had a press announcenent that said all of their
i ncandescent |ight bulbs will have the sane energy efficiency as
this bulb by 2010. So, big technology changes will make a huge
difference. You can’t believe sonmeone who says there isn't any
risk. There is huge risk for sonething of this magnitude that
| asts for this many years.

3:44: 00 PM

M5. KAH said she thought the bigger risks are on the demand
itself, for natural gas and |less so on new supply comng in and
taking away the role of gas. The Departnent of Energy's forecast
for fuel use shows no growh in gas post-2020.

She said the biggest threat in natural gas demand is com ng from
the coal sector and this is because the U S. has a |ot of coal
“W are the Saudi Arabia of coal. W own 27 percent of the
worl d's coal resources — the sanme anount that Saudi owns of the
world' s oil resources.” This is a big incentive along with the
fact that coal prices don't go up as nuch as gas or oil prices.
So, it looks very economic to build a coal-fired power plant.

3:44: 53 PM
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CHAIR HUGA NS nentioned that environmental novenents want to
limt coal use by mandate and asked what her thoughts were on
t hat .

M5. KAH replied that she has spent a lot of tine thinking about
the inpact of carbon |egislation. She |ooked at Europe that has
gone through Phase 1 of the Kyoto agreenent inplenentation and
there has been absolutely no change in coal versus natural gas
use — sinply because the legislation had so nany all owances that
no one had to change their behavior.

So, she would anticipate the first thing that would happen in
the US is that it would likely do sonething that would be
phased in so there wouldn’t be much inpact for a very long tine.
Second, if you do sonmething |arge and have a | arge enough carbon
tax, it suddenly becones economic to do coal gasification and
then capture and sequester the coal. She was not saying we are
anywhere near there, because it would take a very large carbon
tax to get there, but in 30 years it is entirely possible.

M5. KAH said as an exanple, a Dallas utility, TXU, just went
through this. It announced its intention to build 11
conventional coal-fired power plants in Texas where they are
really needed. She pays $.15 a kilowatt hour for electricity
when the national average is $.10 and it’'s because Texas is
dependent on gas-fired power plants which cost a lot. So, the
business comunity and the governor all wanted to see those
plants built. Then every environnmental group in the country cane
to Texas to protest. Some clean air groups even turned out to be
i ndependent gas producers. A private equity fund cane in and
bought the entire utility on the condition that they only build
three of these coal-fired power plants. And this week they
announced they were going to build a new nuclear power plant
“So, again, they're not talking about building gas-fired power
pl ants because states who use a lot of gas want to diversify
away from gas.”

M5. KAH said she didn’t know if the nuclear power plant would
get built, but it mght just be too expensive to build anything
right now. That is where the whole conservation or demand-side

managenent scenario beconmes nore real. It's too expensive to
buil d anything new ri ght now, so business will conserve.
3:48: 16 PM

Slide 10 showed that nost forecasts are |owering natural gas
projections and raising coal globally. And that’'s because
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natural gas prices are too high right now They are projecting

that people will nove away from gas, Ms. Kah reiterated.

3:48: 54 PM

Slide 11 showed the DOE' s forecast for electricity generation by
fuel and today they believe that coal will gain narket share -

from 50 percent today to 57 percent by 2030. Natural gas is
projected to |lose market share and they are show ng nuclear
| osing market share, too, but she didn't believe that because
the federal Energy Policy Act of 2005 has enough incentives for
nucl ear that she is seeing them getting permtted around the
country now. Texas has two other utilities that are trying to
permt nuclear power plants right now The biggest issue today
is cost.

3:49:32 PM

Wod Mackenzie's analysis of all the projects in planning in
North America indicate that post-2010 everything being planned
is either coal or nuclear; it’s not gas. M. Kah said, “M
message here is there really is a sense of urgency in getting
this pipeline comng, because if utilities and industria
consuners don’'t see this gas comng, they wll nake other
pl ans.”

M5. KAH also pointed out that the old gas steamfired power
plants are being retired and even if those were replaced with a
conbi ned-cycl e power, those use less gas, so that would still be
a net reduction in gas denmand.

3:50: 32 PM
SENATOR MCGQUI RE arri ved.

3:50: 38 PM
CHAIR HUGE NS asked her how nmuch gas the gas-fired plants used
that were going to be cl osed.

M5. KAH replied about 25 gig watts of gas. This is not a large
nunber conpared to the fact that ConocoPhillips has a 960-gig
watt electrical system but replacing that with sonmething else
would be taking away the gas demand. She said it’'s a snall
nunber conpared to the additions of 68 gig watts of coal and
maybe 34 gig watts of gas taking place over the next two or
three years. “So, it’'s a small nunber conpared to the addition

but it’s all gas demand and it all counts.”

3:51:49 PM
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SENATOR WAGONER said last sumer the director of the Nuclear
Energy Regulatory Conmission (NERC) presented to the Energy
Council and said that sonmewhere |less than 8 percent of the power
generation in the US. is nuclear and he thought that would
probably be nmaintained, but her slide shows 19 percent in 2005.
He asked where the di screpancy was.

M5. KAH replied the she didn't know where the director got his
nunber, but hers are DOE nunbers. The difference could be
possi bly that he was tal king about capacity versus generation.
But she didn't think that was it because nuclear power plants
al ways run at 92 percent of capacity utilization. He could have
been tal king about a period when a |lot of nuclear power plants
were down. She offered to contact himabout it.

3:53: 25 PM

She continued saying that on the supply side no LNG is com ng
into the U S. she said, and that is the reason the termnals are
hal f-enpty and won’t see supply until maybe 2009. There are cost
overruns and delays in all of the projects, which she estimted
m ght cone on line by 2012. But eventually the supply wll
arrive and the later it arrives, the higher the prices stay and
the nore likely sonmeone will build sonething el se.

She said the second wave of plants now in the planning stages

will cone from devel oping countries where things take |onger to
acconplish — like N geria and the Russian projects. They are
riskier, but they will eventually conme as well. Forecasting is

i npossi bl e because of geopolitics and the huge cost overruns
that people are seeing today. She repeated that the next wave of
power generation will conme in the next 3 to 4 years and that’s
when she wants people to see gas com ng.

3:55:28 PM
CHAIR HUGE NS noted that the Baja and the Gulf have term nal s.

M5. KAH acknow edged that and added that ConocoPhillips has
tried getting termnals on both the east and west coasts and has
not been able to do so. The @ulf of Mexico is a very good place
to bring LNG because you want to bring it to place that has a
ot of industrial demand. You don’t want it to be seasonal
heati ng demand. So bringing it in in a place where Dow Chem ca
can use it all year round is a good fit. On the other, not all
of the LNG needs to be brought in to the Gulf Coast.

3:56:15 PM
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She said the industry is sitting on unprecedented cost overruns,
which is different from what happened in the 70s. The difference
is that in the 70s prices were high, but in the early 80s there
was a gl obal recession that brought them down.

W re in a very different place today. Even if prices
come down, costs are not likely to deflate like they
did in the 80s and the reason is we have China, we
have a strong global econony and there’'s lots of
conpetition for labor and materials and construction
equi pnment .

She said the cost of steel is of huge concern and that isn’'t
driven by our industry; it’s being driven by China’s need to
build things. Again, she didn't believe the cost of steel would
be deflating in the steel industry.

3:57:26 PM

SENATOR STEVENS said as an econom st she should be able to
predi ct cost overruns and asked why they are tal king about cost
overruns as if they don’t know what they are going to be.

M5. KAH replied that for the first time over the last tw years
she has tried to forecast costs to put in ConocoPhillips |ong
range plan along with prices, but costs have suddenly becone a
huge variable that people don't understand. She has been doing
regressi on equations going back to the 70s trying to understand.
Her analysis led to her statenent a mnute ago that costs aren’'t
comng down that nuch - because strong economc growh is
keeping them up there. The next slide showed what appears to be
a 2 to 3-year l|lag between when Wl prices nove and when costs
nove and “Cost follows prices.” Unlike the 80s we have strong
econom ¢ gl obal economic growth that is going to keep those
costs fromdropping with price. That is really what worries her.

3:59:34 PM
She said ConocoPhillips has refineries in the @lf Coast and
they are having to pay craft people to live near them and pay

conpl etion bonuses so they' |l stay until the end of the project
because other people are trying to bid them away. “It’s
unbel i evable what’s happening now.” She said that she had
visitors from Alberta who were telling her they were going into
California to find illegal aliens and bringing them up to
Al berta because they are so short of labor. Drilling costs and

WIl prices nove hand in hand.
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M5. KAH said when EconOne tal ked about “the perfect storni they
meant the possibility that the pipeline would be built in a high
cost environment and be Dbrought on line in a low price
envi ronnment, but they thought that scenario was very unlikely.
That didn't make sense to her and she showed a chart of

investnment cycles for the oil industry and said if history
repeats itself, it is very likely we would be in the perfect
storm

4:02:13 PM

She said that nobst nega-projects that are being undertaken
around the world today are experiencing major cost increases. It
even caused ExxonMobil to <cancel a GIL project in Qatar
recently. Wod Mickenzie just did an analysis of the Mckenzie
Delta project that ConocoPhillips is in and that indicated that
the project was not commercial in its current form It said at
this cost l|level, the break-even Henry Hub gas price for that
project is over $7/mbtu. This is why they hear industry
constantly focusing on this issue.

4:02: 48 PM

CHAIR HUGA NS said Exxon's cost estimate for the project she
nmentioned cane in within 1 to 2 percent, and then they cancel ed
t he project.

M5. KAH replied that is very consistent with how Exxon works

They decided the project wasn’'t econonmic and they weren't going
to do it. People are canceling projects because they aren't
econonmc in today's market. She said, of course, there are
semantics in play. Maybe the original estimte is when the
project is sanctioned or when the first cost estimate was done.
The data they are looking at is just public press rel eases.

4:04: 24 PM

She explained that people used to believe that oil and gas
prices track each other and specifically that gas prices track
oil prices. But the relationship is not between crude prices,
but between | ow sul phur fuel oil and nunber-2 fuel-oil prices

because those are the alternative fuel oils used in a steam
boil er and conbi ned cycle turbine. That idea seened to work fine
for a nunber of years, but in the last two years there has been
a conplete disconnect between oil and gas prices, causing
econoni sts to debate what is going on

4:05:14 PM

SENATOR WAGONER said he thought it was disingenuous for BP to
show the | egislature the one high point that dropped afterwards.
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M5. KAH followed up saying she thinks we are having tenporary
weat her related problens — two warm winters and depressed gas.
However, she said, what is going to set gas prices in the |ong
termisn't oil price, it’s the cost of building coal-fired power
plants. Gas doesn’t conpete with oil anywhere; it conpetes wth
coal. Nobody would ever think of building an oil-fired power
plant. So there is no reason in the future why those prices
can’t be disconnected. In fact right now LNG prices are tied to
oil prices; but eventually she believed there would be a world
spot-market for natural gas and pricing wuld be based on a
world gas price. She said there are spot trades in LNG today,
but she didn’'t see any reason that long-term oil and gas prices
have to be related other than on the replacenent cost of oil and
gas. In a period of high oil prices, equipnent and services
costs go up and that affects gas, too.

4:06: 58 PM

M5. KAH cane to the controversial slide, slide 22, that she
created by taking a point from a NYNEX futures graph to
illustrate a point, but she didn't know why it was
controversial. She renenbered talking to a lot of foreign LNG
suppliers who were very enthused about sending LNG to the U'S

because prices were inflated as a result of the hurricanes in
2005. The suppliers | ooked at the forward curve and thought life
is good. Econom sts, however, didn't think the price would |ast
even though the forward curve was saying it woul d.

Looki ng at what happened one year l|later you can see that nobody
would be able to get that price right. She said she actually
trusts the futures market nore than consultants’ forecasts
because they are putting real noney on the |line based on their
view of price. So, what she is saying is that if you can't even
get the price right, because of things that change within one
year, how could you do that over a 30-year tine period — when
you have things like the light bulb on the horizon.

4:08: 47 PM

M5. KAH went to slide 23 that showed the volatility of the Henry
Hub price over 30 years. She said she used a statistical
definition of wvolatility which 1is “the standard deviation
divided by the average price for that period.” *“Standard
deviation” is the variants of each of those nonths relative to
the mean of that nonth. So you're trying to understand the
di spersion of all the nonths relative to the average. The slide
showed that wvolatility for gas prices, both on a one-year a
five-year average basis, has been increasing over tine.
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She expl ained that when ConocoPhillips mekes investnents they
don’'t care about prices going up or dow within a year or two,
but the problem with volatility is you can't even tell what the
basic average (or equilibrium price is today let alone what it
will be 10 or 30 years from now. She showed the Departnent of
Revenue's projection of |ower prices saying she is not the only
one concerned about the increase in volatility. She summari zed:
“So, wvolatility masks our wunderstanding of what the average
price is.”

4:11: 17 PM

M5. KAH ended with slide 25 of the U S DOE s forecast for
natural gas well head prices that she said was extrenely hunbling
because it was conpared to a line that showed what actually
happened. It the early 80s they were clearly wildly optimstic
about what the price would be and in the late 90s and 2000 they
grossly underestimated what the price would be. Her only point
is that no one can predict the price of gas and certainly not a
decade or 20 years later

So, this project which depends on prices and price
ri sks which nobody can take away - which the conpanies
that need to sign the take or pay shipping agreenents
need to bear this risk — this project is very risky.

She asked people to renmenber this as they review the framework
that is necessary to go forward with the pipeline.

4:12:10 PM
SENATOR W ELECHOWSKI asked if page 7 shows an ongoi ng decline of
natural gas production in the U S.

M5. KAH replied yes. Three years ago when the National Petrol eum
Council did the gas study, they believed that existing wells in
the Lower 48 were declining by 30 percent per year. This neans
you have to replace 30 percent of production each year before
you can even talk about growh. This is huge and is what
convinced her there is a need for this natural gas pipeline. She
did point out, though, that the decline rate is actually slow ng
and today it looks nore like 12 to 15 percent. Wat has changed
is the anmpbunt of unconventional gas, |ike coal bed nethane, that
is increasing rapidly - and it has a nmuch slower decline rate

Econom sts know that conventional gas production in the Lower 48
is tapped out and that additional supplies are not comng from
there either.
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SENATOR W ELECHOWSKI said the ConocoPhillips website from a
report dated April 9, 2007 said “The ongoing decline in the
United States natural gas production is a significant concern
anong industrial gas wusers, the natural gas industry and
governnent bodi es” and asked her if she agreed.

M5. KAH replied, “Absolutely.” She said she probably wote that
st at enent .

SENATOR W ELECHOWSKI asked if she also agreed that there is a
tremendous need by electrical industry to obtain new natural gas
because of its clean burning characteristics.

M5. KAH answered yes, but she fears that other consunmers wll
make different choi ces.

SENATOR W ELECHOWEKI asked if she had advised ConocoPhillips to
stop exploring for natural gas in the US. based on the
incredible risk there.

M5. KAH replied that first of all, exploring for gas in the
Lower 48 over the next 5 years has virtually no risk. The risk
comes when you're talking post-2012 when people would be
bringing on these new power plants. So, it nakes her nervous
when people are working on LNG projects to bring gas to the U S
post 2012.

SENATOR W ELECHOWEKI said in spite of that nervousness,
ConocoPhillips has proceeded with LNG facilities in GQatar,
Ni geria and ot her pl aces.

M5. KAH replied yes it is and the reason is because they think
that the fiscal and regulatory frameworks of those arrangenents
they have with those countries make the overall risk/reward
profile acceptable enough that they are willing to take that
risk. “Because, renenber, our business is to do nega-projects
and to take price risks. That’s what our sharehol ders want us to
do.”

SENATOR W ELECHOWSKI said just last year ConocoPhillips was
willing to sign a contract with Alaska to build the gasline and
he asked if the risk changed a whole Iot in the past year.

M5. KAH replied yes it had on the cost side. Absolutely! They
are seeing continuing double-digit inflation.
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SENATOR W ELECHOWSKI asked why she couldn’t predict that |ast
year when she did her econom ¢ nodel i ng.

M5. KAH replied that last year she didn't predict that costs
would rise at the rate they did.

SENATOR W ELECHOWSKI said she was saying that her predictions
were off significantly last year and asked if it was fair to say
her predictions could be wildly off in the future.

M5. KAH retorted that she hadn't shown them any of her
predi ctions and expl ai ned:

And actually I'’m a scenario planner. | don’t believe
anyone can predict the future. So, what | do is |ook
at a series of scenarios of what could happen to gain
an understanding of what the risks are in the future,
but | don't pretend to be able to predict any of these
things. And anyone who clainms they do, | wouldn't
bel i eve them

4:16: 49 PM

SENATOR W ELECHOWSKI said the state in its presentation had
tal ked about the rates of return for the upstream producers, net
present value and the financials. The rates of return ranged
from 29 percent when gas was at $3.50 up to 90 percent when it
was at $8.00. He asked if she had any data that would dispute
t hat .

M5. KAH replied that she was sorry she mssed the presentation
and hadn’t done that analysis herself. She countered by asking
him if he would believe those nunbers given all the cost
i ncreases she had just shown them

SENATOR W ELECHOWBKI replied that he was not an econom st and
relies on experts and this expert was hired by the legislature
last year and he had to put sonme faith in him He was
i ndependent and didn’t have a reason to be biased.

M5. KAH said she would have to see the assunptions he used.

VENDY KI NG Manager, ANS gas devel opnent, ConocoPhillips, said
they had not seen the materials, but she had sone questions with
what she had heard.

4:18:42 PM
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SENATOR WAGONER said the nmain difference he sees in the ability
to build a coal-fired plant versus a gas-fired plant is going to
be CQ2. “That’'s going to rule the day one of these days.” He
asked what she thought would happen legislatively wth
sequestration of CO2.

4:19:43 PM

M5. KAH replied that we appear to be noving towards sone kind of
a econony-w de cap-and-trade system and maybe a carbon tax. The
guestion is at what level it is set. She has heard tal k about $5
to $10 a ton of CO2 avoi dance and at that |evel she wasn't sure
it would have any inpact on the decision of whether to build a

coal or gas-fired power plant. It would have to be set high
enough to naeke people change their investnent decisions. So the
guestion then becones does the U S. have the political will to

actually set those CO2 avoidance values at a high enough |evel
to actually make people change their behavior. That is a big
guestion in her mnd.

4:20: 09 PM

SENATOR STEDVAN said that slide 8 conpared CGDP growh and
electric sales in a decade and he asked if she could give them a
| onger tine frame.

M5. KAH said she would do that and added that what they would
see going back far enough is a one-to-one relationship between
electricity growh and GDP growh. Over tine as the U S. has
becone nore of a service econony and less of an industrial
econony, it would come down. But, again, she said:

It’'s the abruptness of what happened in the |last five
years that | find disturbing and probably related in
some ways that 1’ve speculated due to higher prices,
but | would be happy to find that data for you.

CHAIR HUGE NS thanked her very mnuch for her presentation and
invited M. Hartig to introduce hinself.

4:21:22 PM

SB  91- POLLUTANT DI SCHARGE PERM TS

4:21:42 PM
CHAI R HUGGE NS announced SB 91 to be up for consideration

LARRY  HARTI G, Comm ssi oner, Depar t ment of Envi ronnent a
Conservation (DEC), introduced the SB 91. He said this issue is

SENATE RES COW TTEE -16- April 11, 2007



inmportant to the Governor because it is essential for the state
to gain NPDS prinmacy — that’s the right to issue water discharge
permts in the state of Alaska. Currently, EPA does that out of
its offices in Seattle. Primacy in this bill is also very
inmportant to the public and it is one of the top five issues
raised in the transition teams report to the Governor.

COM SSI ONER HARTI G said primacy is inportant to industries in
the state that require NPDS permts. A series of workshops has
been going on for the last three years in which industry has
gone through the issues it sees with the state gaining prinmcy
and they are very supportive of it and are even willing to pay
fees just to see it happen.

Primacy is not new, he said; it goes back at l|east to the
Know es Admi nistration and perhaps further than that. In 2005
the Alaska legislature directed the DEC to pursue prinmacy. Since
then a lot of effort has been put into getting it and it the
state has spent about $3.7 million so far in hiring people and
training them getting the regulations and statutes drafted and
preparing the application to EPA

COMWM SSI ONER  HARTI G  enphasi zed that this is not nmaj or
legislation, but it is critical. It is part of the state's
application for primacy, which also includes the regulations,
the statutes, description of program and a statenment from the
Attorney general that DEC has the necessary authorities. The EPA
| ooks at that as a whole package as it decides whether to allow
the state primacy or not. |If a piece is mssing, the whole
process i s stopped.

4:26: 53 PM

CAMERON LEONARD, Assistant Attorney General, Departnent of Law,
highlighted the three major and the three |esser changes. He
began wth section 1, which he said should be read in
conjunction wth section 5 because they both deal wth
nmonitoring, sanpling and reporting the DEC can require of
permtees or of facilities outside of the permt. This is
i nportant because conditions that are placed in permts can be
enforced by third parties through what are known as citizen
suits. So, DEC needs to have the sanme authority that EPA has to
require nonitoring either in permts (the part addressed in
section 5) or outside of permts (address in section 1). EPA
raised the concern that the state’s |law was not as stringent as
the federal law in these sections. So all sections of the bill
are designed to align state law with the federal requirenents.
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4:28:42 PM

MR. LEONARD said that section 2 was |ess substantive and 1 of 3
sections that deal wth termnology. The federal |aw uses
somewhat different termnology from state |law and speaks of
“di scharges of pollutants” whereas Alaska law talks about
“di sposal of waste material”. EPA's concern again is that the
state’s terns be as broad as theirs. So the state’s |aw has been
t weaked to borrow federal term nol ogy.

4:29: 39 PM
SENATOR STEVENS asked him to define what the waters of the
United States neans in terns of Al aska.

MR. LEONARD replied that the definition of “waters of the US.”
is dynamc and controversial and is the subject of recent
Suprene Court opinions. He didn't know that there was any
significant difference. But in order to get a program approved
by EPA the state has to essentially have the sanme scope of
coverage that it has and the easiest way, and maybe the only
way, to do that is to use the sanme term nology. The definition
used by the EPA is in federal regulation and goes on for one and
a half pages. So, he wouldn’t read it at this tine.

4: 30: 56 PM
SENATOR W ELECHOWNBKI asked what was deleted at the end of
section 2.

MR. LEONARD replied that redundant |anguage was taken out and it
was meking it consistent with federal |anguage. He said the
reason the change is proposed for section 4 is the DEC cannot
exclude activities fromthe permt requirenment any nore broadly
than federal |aw does. Under federal |aw, persons discharging
donmestic sewage into a publicly-owed treatnent work (POTW
don't need a permt. The way it reads now if a person is
di scharging into a sewerage system he doesn’t need a permt,
but that termis defined broadly in state |aw and woul d i ncl ude,
for exanple, conduits that didn't require any treatnment at all.
So, this is one area where EPA said that state law is not as
i nclusive as federal |aw

4:32:49 PM

MR. LEONARD said that section 3 is less substantive and sinply
clarifies that the departnent is the one that decides what form
of authorization to use for a particular activity - again,
respondi ng to an EPA concern.
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MR. LEONARD said section 4 is substantive with and deals wth
three issues. They are all exclusions to the requirenent that
people obtain a permt. He' d tal ked about the one for donestic
sewerage into POTW where “surface water of the state” was
changed to “waters of the United States” to make it align wth
the federal term nology. The third issue, “(e)(7)”, in section 4
has to do with munitions, which are included in the definition
of a pollutant under the Clean Water Act. So if one discharges
munitions at an active range and that discharges into waters of
the Unites States, you need a permt. So, again, the breadth of
stat e exclusion | anguage had to be cut back.

CHAIR HUGGA NS asked if EPA does the permtting for Eielson Ar
Force Base and if the state wll be taking over permtting on
mlitary ranges.

MR. LEONARD replied that it’s all done through EPA right now,
but if this bill passed, the state would take over permtting on
the mlitary ranges.

4:34: 41 PM
SENATOR W ELECHOWBKI asked what if the nunitions were discharged
into a sal nron stream not waters of the United States.

MR. LEONARD replied if this change were to be nmade, the
exenption would only apply if it wasn't into waters of the
United States.

SENATOR W ELECHOWSKI asked what kind of pollutants are in
muni ti ons.

MR. LEONARD replied white phosphorus, but he wasn't an expert.

SENATOR W ELECHOWSKI asked if pollutants from nunitions were
significant.

MR. LEONARD replied that he couldn’'t speak to that. |It’s
included in the definition of pollutant so it has to be covered.

CHAIR HUGA NS added that there is lots of pollution from
muni ti ons.

4:36: 13 PM

MR. LEONARD said that section 5 was tied to nonitoring
requirenents and he characterized sections 6 and 7 as
clarification of termnology that “waste materials” includes
“pol lutants” which is what federal |aw uses.
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4:36: 46 PM

He said section 8 deals with a substantive issue. He explained
that under the Cean Water Act, negligent violations of the NPDS
can subject the violator to crimnal enforcenent. Under state
law in contract, DCOL could only pursue crimnal enforcenment if
the violations were done with gross negligence and those are
defined differently in the law — gross negligence being a higher
| evel of negligence. EPA pointed out the DEC was requiring a
hi gher state of culpability to support crimnal enforcenent than
was required under the federal law. So, the bar needed to be
| onered. Section 8 changes current state l|law that provides for
crimnal penalties for violations of DEC statutes and says for
this program only nere negligence would support crimnal
sancti ons.

4. 37:58 PM
CHAIR HUGE NS asked where the provision is that requires

sanpl i ng.

MR. LEONARD replied section 1 deals wth it outside of the
context of a permt; section 5 deals with the same subject, but
wi thin the discharge permts.

4:38:17 PM
SENATOR W ELECHOWSKI asked how many additional state enployees
will be needed to assune prinacy.

4:38:39 PM

LYNN  KENT, Director, Division of Wat er, Depar t nent of
Envi ronnmental Conservation (DEC), answered that the |egislature
passed SB 110 in 2005 that directed her to proceed with primacy
and it had a fiscal note. So, inplenenting this program is
already in DEC s base budget. Hence, this bill has a zero fiscal
note. She clarified that the resources cane with SB 110 and the
nunber of positions that include both the existing program and
the new positions that wll inplement the program when it’s
approved by EPA total 43 positions.

SENATOR W ELECHOWSKI asked how rmuch assuming prinacy woul d cost
t he state.

M5. KENT replied that the existing program requires that the
state review all of the EPA permts and certify that they conply
with the state’s water quality standards. It is kind of a
par al | el program in ternms of permtting wth EPA The
increnental cost to get fromthe programto the NPDS program is
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about $1.5 mllion. That was the anmpunt that was in the SB 110
fiscal note.

4:40: 16 PM

SENATOR STEVENS said he understood that industry would pick up a
maj or share of the cost. He asked if the state assunes prinacy,
woul d industry still pick up a major share of the costs or is
t he state assum ng nore.

M5. KENT replied that the program is designed to rely upon the
existing state policy for the fee it charges for direct
services. So, under SB 361 a nunber of years ago, DEC charged
for its direct services, which they do for state certifications
of the federal permts today. Wth NPDS primacy, that sane fee
structure will apply, but it will go up a little bit to reflect
the state’s additional work |oad. The fiscal note for SB 110
estimated that at full inplenentation of primcy, about $300, 000
of the $1.5 mllion would be replaced with fees as opposed to
general funds.

SENATOR STEVENS asked if industry would pick up about 70
per cent .

M5. KENT couldn’'t recall the actual percentage, but it was
somewhat | ess than 70 percent.

4:41. 48 PM
SENATOR STEDMAN asked how many states have primacy and how many
don't.

M5. KENT replied that 45 states already have primcy; Al aska
will mke the 46th. She said the Cean Wter Act actually
envi sioned that states would run the programrather than EPA

CHAIR HUGA NS asked what the state has learned to date in terns
of industry support.

4:42:56 PM

COWMM SSI ONER HARTI G replied that nore people in industry support
this than ever before. Timng is everything and if you have a
real large project, no matter what the industry is, even one
month's delay is extrenely expensive. He said one of the other
primary drivers is getting nodifications to permts. He
expl ained that the permts have a five-year life under the C ean
Water Act. So, any tinme there is any mnor change to a discharge
even the frequency, a nodification is required. Under EPA
regul ations, you have to go through the sane public process as
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getting the original permt. So, they are very reluctant to
i ssue nodifications, which holds up businesses, too.

COMM SSI ONER HARTI G said the DEC is getting a | ot of cooperation
from EPA in turning this program over to the state. During all
the discussions, an awareness has devel oped about the benefits
of having | ocal people be responsive to the |ocal businesses and
governnent in witing these permts. So, there has been nore of
a consensus and people are becoming nore confortable with the
state’s | evel of conpetence.

4: 46: 37 PM
CHAIR HUGGE NS asked, assuming this bill passes this session,
when woul d the state actually take primacy.

COW SSI ONER HARTI G replied that the plan right now is to go
back to the EPA with revisions to the draft application this

fall and they wll turn it around and the state wll have
primacy by this time next year. There wll be a three-year
phase-i n.

CHAI R HUGGE NS asked if EPA woul d retain oversight.

COMM SSI ONER HARTI G replied yes EPA retains the authority and
duty to review permts. EPA can veto permts.

4:49: 15 PM
CHAIR HUGA NS asked if he had concerns about operating in the
mlitary environnent in the state.

COM SSI ONER HARTI G replied no; his own experience with DEC is
that the mlitary has worked with themif sonething cones up.

4. 49: 53 PM
SENATOR GREEN asked if any changes that are made to the U S
code woul d automatically be picked up by the state.

MR. LEONARD replied yes.
SENATOR GREEN asked if the term “waters of the United States”
has any reference in SB 91 that would |ead soneone to the
definition in U S. Code.
MR. LEONARD replied that actually that term is not defined in

the U S. code; it is defined in the federal regulations and it
is also not defined in this bill; it is defined in the state
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regul ations that inplenent this bill. He offered to get those
for her.

SENATOR W ELECHOWNSKI asked if all little creeks in Al aska, |ike
Chester Creek, are considered waters of the United States.

MR. LEONARD replied that generally they are all considered
waters of the U S, but it is an area of ongoing litigation.
Chester Creek is definitely waters of the US. - as long as it
is atributary.

4:51:44 PM

VI CKI  PORTWOOD, Executive O ficer, Al aska State Honebuilder’s
Associ ation, supported SB 91. She explained that right now her
menbers struggle with having any kind of a relationship with EPA
personnel who cone up and get off the plane, inspect the job
sites, fine the conpany and then get back on the plane and go
back to the Lower 48. There is no one to talk things over with —
to help mtigate their problenms and to learn what it is that
they are doing incorrectly.

4:54:17 PM
CHAIR HUGE NS asked if the EPA scenario M. Portwod talked
about was conmon.

COM SSIONER HARTI G replied that his inpression is that it is
fairly common. EPA has one permit witer in the state of Al aska
and he didn’t know how many in Seattle, but a majority of the
permts are witten out of Seattle and a mjority of the
enforcement is out of Seattle as well.

CHAIR HUGA NS asked if Al aska had this authority, what would its
presence | ook like to industry.

M5. KENT replied that DEC intends to have a conpliance and
enforcement that is as stringent and as expansive as EPA's
program So their goals would mrror EPA's and that is to
i nspect every mmjor facility once a year and to inspect the
mnor facilities once every five years - so they would
definitely have a field presence. She intends to have staff
| ocated i n Anchorage, Fairbanks and Juneau.

4:55:18 PM

SENATOR CGREEN noved Anmendnent 1 as follows: On page 4, line 4,
to delete “listed” and insert “as  defined” foll ow ng
“pol lutants” and on page 4, line 10 insert "“and(d)” follow ng
“(a)”.
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MR. LEONARD said that both changes are minor tweaks and really
just reflect the fact that they were running out of tinme between
concluding their discussions with EPA and getting this bill
introduced. EPA mnmade these suggestions a few days after
di scussi ons were finished.

4:56: 37 PM

On the first change the EPA didn't want it to be inplied that
only the |list was incorporated. The second one only makes sense
if you look at AS 46.03.790 to see what it says now, but the
basic concern underlying this change was section 790(d) that
deals with oil spills. The EPA was concerned that because oil
spills are in violation of the act when there’s no permt for
sonmeone to discharge oil into the water, that they have the sane
state of mnd of negligence to enforce crimnal enforcenment for
oil spills. Their concerns were addressed by adding “and (d)”
after “a”.

SENATOR W ELECHOWSKI asked if this nmeans that an organization
that negligently spilled oil would still potentially be qguilty
of a Cass A m sdeneanor.

MR. LEONARD replied yes. Basically, it neans there is a choice
of which enforcenent tool to use. You can only get up to a C ass
A m sdenmeanor under new section 790(i).

If the spill is big enough, you can go under the
existing 790(d) and pursue felony charges, but then
you woul d have to neet the higher standard of crim nal
negligence or alternatively, you <could do civi
enforcement and seek penalties. So, the state would
have that choice if this bill were to be anended and
passed.

4:59: 40 PM
Amendrent 1 was adopted wi t hout objection.

4:59: 55 PM

SENATOR STEDVAN noved to pass from commttee SB 91, as anended,
wi th individual recommendations. There were no objections, and
CSSB 91(RES) noved fromcommttee.

5:00: 21 PM at ease 5:05:26 PM

SB  44- APPROP: FI RE | SLAND W ND FARM
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5: 05: 37 PM
CHAI R HUGGE NS announced SB 44 to be up for consideration

SENATOR MCGUI RE, sponsor of SB 44, said the history behind the
i ssue began in the 1970s when oil revenue cane on |ine through
TAPS and $500 nmillion was set aside for what was called the
Susitna Rive project, a specific project, but the concept was to
help fuel the Railbelt. Later, in 1985, the Susitna project was
cancelled and $340 mllion was left and that is when the
Rai | belt Energy Fund was created. The idea behind it was that
the Fund would fuel projects that help inprove the grid along
the Railbelt. They talk about the Northern Intertie and the
Southern Intertie. The Northern Intertie consists of Fairbanks
and friends and they have succeeded in using a large portion of
that nmoney to help inprove their grid. She provided the
commttee with a list of projects and noted some projects were
off the Railbelt - places |ike Kodiak, Valdez, ddennallen,
Sout heast Four Dam Pool and power/cost equalization (which has
nothing to do with the Railbelt).

SENATOR MCGUIRE said SB 44 proposes to use a portion of the
Rai | belt Energy Fund for what it was created for and that would
be to help inprove power production and distribution to
Sout hcentral Al aska. The concept is that $24 nmllion would be
distributed through the Departnment of Commerce, Comunity &
Econom ¢ Devel opnent through a system that was set up by the
| egislature by which grants are distributed. So, she is not
proposi ng sonething unusual. This noney would go towards the
buil ding of critical infrastructure.

The federal governnent also has an incentives package that
expires on Decenber 31, 2007. So, there is an opportunity to
have sone federal assistance in this project. The partners in it
now include Cook Inlet Regional Incorporation (CIRI) that owns
the land the wi nd generators woul d be | ocated on.

5:09: 35 PM

The concept is that roughly 33 wind turbines would be built on
Fire Island on a site that has been carefully crafted to
maxi m ze a desirable level of wind. She pointed out that Al aska
is well behind the alternative energy curve and 30 states now
have wind turbines as a major source of energy for their
communities. She said that Canada and Europe have used w nd
power for over a decade.

SENATOR McGUI RE expl ained that what is unique about Cook Inlet
is that their homes are sitting either directly on or close to
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some very serious hydro-carbon reserves, but devel oping that gas
won’ t happen in enough tine to serve the needs of the conmunity.
Ri ght now Anchorage depends on natural gas for 85 percent of its
residential and commercial needs. It is estimated that in the
next seven years, they will not have the energy they need.

She said depending on their size, turbines generate 1.5 to 3.6
megawatts  of electricity that could extend service to
Sout hcentral and as far north as Fairbanks. This is the reason
Golden Valley Electric is interested in this project. That
comunity is suffering nore than hers.

5:12: 33 PM

She said there is a lot of politics in this area and she would
hate to see a good idea that follows the principals of the
Rai | belt Energy Fund to fall by the wayside because of it. She
concluded that it is time to do this project. It isn't replacing
t he hydro-carbon industry in this state, but supplenmenting it.

SENATOR MGUIRE said the planning and feasibility are well under
way and a contribution of $24 nmillion from a fund that was
designed to help put power into the grid seenms to her to be a
pretty good bill.

5:13:53 PM
MARI T CARLSON- VAN DORT, staff to Senator McCGuire, said she was
avai l abl e to answer questi ons.

JAMES POSEY, General WManager, Anchorage Minicipal Light and
Power (M.&P), said he is an officer with the Al aska Railbelt
Energy Authority (AREA). He said M&P serves about 29,000
custoners in Anchorage and the AREA was formed by three of the
|argest utilities — Golden Valley Electric, Chugach Electric
(CEA) and M.&P one and a half years ago.

He said the wutilities have concluded that Fire Island could
provide good wind and renewable energy. It would have anple
expansi on acreage to support a major wind facility and one that
woul d be |ocated near the Railbelt systemis |argest |oad center
and which would provide a source of clean renewable energy.
CEA, M.&P, CIRI and Honmer have continued research on the Island
this year to keep the project going. Getting clean power is
i nportant; infrastructure support is i nport ant for t he
connectivity that is required in this nediumsized |oad center
call ed the Railbelt area.

5:16:38 PM
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CHAIR HUGGE NS asked after the first few years of the project
what woul d the price per kilowatt hour be.

MR. POSEY replied 6.5 cents to 9 cents per kilowatt. He
currently charges 8.5 cents.

SENATOR WAGONER asked what costs are figured into that kil owatt
price.

MR. POSEY replied that the kilowatt price is just the cost of
putting up the turbines and delivering the power that conmes out

of them The infrastructure support is the connectivity — the
line to the Island and transforners, as well as roads and a
little dock. He said the nerchant industry puts them up and owns
them for 6 — 12 years until the tax credits are done and then

generally his area would ook at running them for the next 30 to
40 years. There are lots of different ways to approach that. The
6.5 cents to 9 cents would be a long term pri ce.

5:18: 13 PM
SENATOR WAGONER asked if that figure included the price to be
paid to CIRI for the |location |ease.

MR. POCSEY replied yes, and they would be an owner of the w nd
turbines as well.

CHAIR HUGGE NS explained that the comrittee had to adjourn for
ot her neetings; public testinony on SB 44 would continue at the
next hearing. He then adjourned the neeting at 5:19:30 PM
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