ALASKA STATE LEG SLATURE
JOA NT MEETI NG
JO NT COMW TTEE ON LEGQ SLATI VE BUDGET AND AUDI T
SENATE RESOURCES STANDI NG COW TTEE
June 16, 2004
8:34 a.m

MEMBERS PRESENT
LEG SLATI VE BUDGET AND AUDI T
Represent ati ve Ral ph Sanmuel s, Chair
Representati ve M ke Chenault (via tel econference)
Representati ve M ke Hawker
Representative Beth Kerttul a
Representati ve Reggie Joule - alternate

Senat or Gene Therriault, Vice Chair
Senat or Con Bunde

SENATE RESOURCES
Senator Scott Ogan, Chair
Senat or Tom Wagoner, Vice Chair
Senat or Fred Dyson
Senat or Ral ph Seekins (via tel econference)
MEMBERS ABSENT
LEQ SLATI VE BUDGET AND AUDI T
Representati ve Vic Kohring
Senator Gary W/ ken
Senat or Ben Stevens
Senat or Lyman Hof f man
SENATE RESOURCES
Senat or Ben Stevens
Senator Kim Elton
Senat or CGeor gi ana Lincoln

OTHER LEG SLATORS PRESENT

Representative Les Gara

JT. JBUD/ SRES COW TTEES -1- June 16, 2004



Senat or Gretchen Guess

COW TTEE CALENDAR

ALASKA NATURAL GAS PI PELI NE | SSUES/ PI PELI NE COSTS & TARI FFS

PREVI QUS COMM TTEE ACTI ON

No previous action to record
W TNESS REG STER

Present ati ons By:

MARK MYERS, Director
Division of G| and Gas
Departnent of Natural Resources

DAN DI CKI NSON, Director
Tax Division
Depart ment of Revenue

MARK HANLEY, Public Affairs Manager
Anadar ko Petrol eum Cor porati on

GARTH SALI SBURY, Managi ng Director
JP Morgan Chase and Co.

NANCY ROHMAN, Vi ce President
JP Morgan Chase and Co.

W LLI AM BENHAM Vi ce Presi dent
Regul atory Affairs
BP Ener gy Conpany

DAVE McDOWELL, Director, External Affairs - Gas
British Petrol eum (BP)

TONY PALMER, Vi ce President
Al aska Busi ness Devel opnent
TransCanada Cor poration

W LLI AM WALKER, General Counsel

Al aska Gasline Port Authority;
Attorney at Law, Wl ker & Levesque, LLC

JT. JBUD/ SRES COW TTEES - 2-

June 16, 2004



Rl GDON BOYKI N, Speci al Counsel
Al aska Gasline Port Authority;
Attorney at Law, O Melveny & Myers LLP

DANI EL | VES, Vice President and Principal
Lukens Energy G oup, Inc.
Representing the Al aska Departnent of Law

ROBERT LCEFFLER, Seni or Part ner
Morrison & Forrester, LLP

NAN THOWPSON, Commi ssi oner
Regul at ory Conmi ssion of Al aska (RCA)
Department of Comrunity & Econom c¢ Devel opnent ( DCED)

ACTI ON NARRATI VE

TAPE 04-6, SIDE A [ BUD TAPE]
Number 001

CHAIR RALPH SAMUELS called the joint nmeeting of the Joint
Commttee on Legislative Budget and Audit and the Senate
Resources Standing Conmttee to order at 8:34 a.m Joi nt
Commttee on Legislative Budget and Audit nenbers present were
Representatives Samuels, Chenault (via teleconference), Hawker,
Kerttula, and Joule (Alternate) and Senators Therriault and
Bunde. Senate Resources Standing Committee nenbers present were
Senat ors Ogan, Wagoner, Dyson, and Seekins. Also in attendance
were Representative Gara and Senator QCuess.

CHAIR SAMUELS explained that the purpose of the neeting today
and tonorrow is to attenpt to educate nenbers of the commttee
and the legislature in general with regard to the conplicated
i ssues of the natural gas pipeline and the legislature's role in
approving a contract under the Stranded Gas Act. He noted that
the testinmony is by invitation only and questions from the

menbers should be forwarded to him or Senator Ogan who will ask
the question at the end [of each presentation], if there is
tinme. O herwise, the responses to the questions wll be

provided to the conmttee nmenbers in witing.

Number 012

MARK MYERS, Director, Division of Gl and Gas, Departnent of
Nat ural Resources, specified that he would address the inpact of

pi peline costs on royalty paynents. He provided the committee
with a copy of the slides he will present. He began by pointing
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out that although a producer shipping dowmn a pipeline and a

royalty owner have simlar interests, in sone way the two are
different. Furthernore, royalties are different than taxes in
that the royalties are based on the |ease. Different |eases
have different provisions with regard to how royalties can be
calculated and the allowable deductions. The lease is a
contractual relationship that the |legislature can't change,
which is unlike taxation that the |egislature can change. The

| ease provides some stability for all parties.

MR. MYERS explained that the state has two choices with its
royalty share. The state can physically take possession of the

royalty in-kind (RIK) and sell it, which the state does wth
much of its oil. Al though the state normally takes its oil
upstream and has the purchaser ship the oil, there is nothing

restricting the state fromselling it downstream in the market.
The second choice is taking the royalty in-value (RIV), which
neans that it would leave [the royalty share] with the producer
who would sell it and the state would receive the proceeds from
that sale mnus the deductions. Therefore, if RV is chosen,
the state receives from the producer the value netted back to
the lease, but the state would incur the transportation costs
and additional costs dependi ng upon the | anguage of the | ease.

MR. MYERS specified that the netback equals the destination
value mnus the transportation as well as any field/conditioning

costs. In Prudhoe Bay, the state in 1980 reached a settl enent
in which the state agreed to pay a certain anmount for those
costs. In newer forned |eases, the state wouldn't incur either

cost, no matter whether the royalties are RIK or RIV. However,
for those l|eases forned prior to 1979, DOl |eases, the state
woul dn't incur the costs under RV but would be required to pay
fuel costs under RIK. The aforenentioned is the current view of
the courts. M. Mers highlighted that one powerful protection
the state has built into the lease is that the transportation is
the actual and reasonable costs of transportation from field to
mar ket . On the oil side, the state is, on an ongoing basis

going through the process of determi ning whether t he
transportation costs are actual and reasonable through a
reopener process.

MR. MYERS hi ghlighted the bullet specifying: "Pipeline tariffs
do not necessarily represent the actual and reasonable costs of
pi peline transportation.” He <characterized pipeline tariff

met hodol ogy as an art that can be done in various ways because
there can be a disconnect between the tariff structure and what
is actual and reasonabl e. The tariffs are a direct reduction
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against the royalty value that is netted back to the |ease. The
page entitled "Cal culation of Royalty Netback Value for ANS Gas"
shows the netback the state would hypothetically receive from
various fields wth a destination value of $4.00. He
acknow edged that $4.00 is sonmewhat arbitrary. The illustration
al so assunmes that the trunk pipeline tariff from Alaska to the
Chicago market is $2.00. He pointed out that the docunent
erroneously specifies that the conditioning cost for Prudhoe Bay
woul d be $.20. The conditioning cost for Prudhoe Bay should be
$.40 and the field cost should be $.20. Therefore, the netback
royalty value woul d be about $1.65 per thousand cubic feet (ntf)
at $4.00. For Point Thonpson, the state wouldn't pay fuel costs
if it was left RIV and there would be an all owabl e deduction to
nove the gas from Point Thonpson to Prudhoe Bay, and an
adjustnent for the quality of the gas. The result is a higher
net back. The North Slope Foothills lease is an exanple of a
nodern | ease in which the gas, a cleaner gas, sells for $4.00
with no BTU [British thermal wunit] adjustnment and fuel costs
Therefore, the netback royalty value would be less since the
devel opnent costs wouldn't be incurred. He noted that this is
fromthe royalty perspective.

MR. MYERS clarified that there are two major classes of tariffs.
One class is a recourse rate, which is established by Federa

Energy Regul atory Comm ssion (FERC). The other is a negotiated
rate. Furthernore, the rates can vary dependi ng upon the class
of shippers. Although the rates can't unduly discrimnate, the
rates can discrimnate based on certain factors. He also
pointed out that firm service versus interruptible service can
have different rates. The interruptible service rate is a rate
that is purchased in the market if the space is available,
al though there is no guarantee to ship the gas. Interruptible
service can be nore expensive or cheaper. Pipelines that are
later in life typically have a | ot of excess capacity, as is the
case in the Alberta system in Canada. In that case, nost folks
woul d pur chase interruptible service because of its
availability. However, projects in the earlier stages nay not
have nuch interruptible service, which may mean that nuch of it
may not be available or it mght cone at a prem um cost. M .

M/ers explained that in the rate-setting nmechanism there are a
nunber of variations. The allowed rate of return on equity can
vary quite a bit depending upon the view of FERC The cost of
the debt is a big factor as is the debt equity ratio.

Generally, the rate of return allowed is only allowed on that
capital supplied by the pipeline conpany itself. Therefore, the
rate of return calculation is only on the anount borrowed. How
the capital is structured will be a nmpjor determnant in the
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rate structure, he said. The rates are also affected by the
| engt h and net hod of depreciation.

MR. MYERS turned to the cost of service (COS), recourse tariff,
versus a levelized tariff. The COS tariff, which is a typical
type that FERC would approve as a recourse rate, would start
hi gher and decrease over tine. The aforenentioned occurs
because as the asset depreciates there is less and less rate
base in the capital, and therefore the tariff is designed to

reflect that. In negotiated tariffs, it's not uncommon to
negotiate a levelized tariff in which the tariff is the sane
t hroughout the entire period. Wth a levelized tariff, the
tariff would be lower at first, but later that tariff would be
higher than it wuld ve been under a recourse rate. The

different tariff types provide advantages to different parties.
The state, which doesn't own the pipeline, would want a higher
net back to obtain incone early in the project, and therefore a
| evelized tariff would probably be the preferable nechanism
The gas producers under a third-party pipeline ownership would

also prefer a negotiated, levelized, tariff because of the
desire to receive a higher netback earlier. However, the gas
producers who own the pipeline would prefer a recourse rate, COS
tariff, in order to receive the maximum rate of return upfront.

He reiterated that the state nmay prefer a levelized tariff if
revenue is a priority for the state. Negotiated tariffs, which
are individually negotiated wth each custoner, have been
permtted by FERC since 1996. Negotiated tariffs can be | ower
or higher than a recourse tariff. In the exanple presented in
M. Mers' booklet, the recourse and negotiated tariffs are
approxi mately equal in year nine.

MR. MYERS highlighted that the COS tariff doesn't follow a nice
downward trend. The COS tariff is only adjusted at points when

soneone approaches FERC to request [an adjustnent]. In a
general scenario, the initial rate would hold for an 18[-year]
period and then it would drop. |If two years |ater soneone nakes

a rate case and it takes two years to adjudicate that case, the
adj ustment woul d start at the point of adjudication. Therefore,
[the COS tariff] ends up being a stair step effect that is
dependent upon how often people go before FERC and file.
Generally, the shippers will pay nore under the recourse rate.
M. Mers returned to the state's perspective and recomrended
that in order to receive just and reasonable [transportation] it
will probably be necessary to obtain a pipeline tariff
settlenment or the default will be a COS type tariff.

Number 210
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SENATOR OGAN asked if any other states have an ownership
position in an oil or gas pipeline. If so, what has been the
experience of those states, he asked.

MR. MYERS answered that he didn't know of any other states that
have an ownership position in an oil or gas pipeline, although
he did know of cases in which states have set up authorities
t hat have hel ped finance a pipeline. He noted that states have
taken capacity on pipelines, have bought transport, and have
mar keted their royalty shares down stream He noted that Texas
does the aforenentioned.

SENATOR OGAN offered his understanding that Womnmng nay have
sone sort of ownership in a pipeline recently.

Number 226

DAN DI CKINSON, Director, Tax Division, Departnment of Revenue,
enphasi zed M. Mers' earlier comments that sovereign taxes are
very different than the royalty, which is a contract. He turned
attention to a packet of information |abeled "Al aska Natural Gas
Pi peline Issues,"” and explained that there are four major bites
at the apple on the oil side and the gas side. One is royalty
because nost of the devel opnent has been on land that the state
owns. Additionally, there is a production tax, which is based

on the anmount of oil and gas that's produced. There is a
special income tax that applies to producers of oil and gas.
Finally, there is a special oil and gas property tax. M.

Di cki nson said that he woul d address the production tax.

MR. DI CKI NSON poi nted out that the |egislature set the rules and

can unilaterally change those rules. Currently, there is a 10
percent production tax on gas and a 12.5-15 percent production
tax on oil. He noted that for the economic limt factor (ELF)
for gas he wll wuse an estimate of about 80 percent. He

explained that the 10 percent is nultiplied by the ELF which is
multiplied by the gross value at point of production, which
equal s the tax. In contrast to royalty, the gross value at the
point of production includes no upstream costs that are
deductible. Therefore, he likened it to the newy forned | eases
under royalty. In order to find the gross value at the point of
production, one nust take the value at the destination |ess the
actual costs of transportation. The aforenentioned |ooks a |ot
i ke t he royalty si tuation, al t hough how the act ual
transportation costs are determined is very different.
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MR DICKINSON turned to a docunent entitled, "Potenti al

Production Tax Revenue." The docunent uses a destination val ue
from $2.00 to $10.00 with a tariff of $2.40 and assunes the
fol | ow ng: 4 bcf (billion cubic feet) per day; 365.0 days per

year; 87.5% non-royalty fraction; 10% tax rate; and 80%
estimated ELF. Miltiplying all of the assunptions together at a
$6. 00 destination value would result in production tax revenues
of about $367 mllion. At a $10.00 price, the production tax

revenues will be close to three-quarters of a billion a year.
However, if the price was $2.00 and the tariff didn't cover the
costs, the mnimm of $.064 cents per ncf wll kick in.

Therefore, if the price drops to $2.00, the tariff would no
| onger be relevant and a tax would be collected based on the

$.064 a barrel. The aforenentioned situation results in $2.8
mllion mninum The tax deduction for the tariff would be
about $245.3 billion a year, except for the cases in which the

tariff is larger than the destination val ue.

MR. DI CKI NSON pointed out that there will be sonme issues wth
regard to whether the tariff or sone other neasure would be
used. The law, AS 43.55.150, specifies that [the state] would
be allowed to deduct the reasonable cost of transportation of

the oil or gas. Furthernore, the law specifies that the
reasonabl e costs of transportation will be the actual costs,
except under the follow ng circunstances: when the parties of
the oil or gas are affiliated; when the contract for the
transportation of oil or gas is not an armis |length transaction
or is not representative of the market value of that

transportation; when the nethod of transportation of oil and gas
is not reasonable in view of existing alternative nethods of
transportation. If all three criteria are net, the |aw
speci fies: "the departnment shall determ ne the reasonable cost
of transportation, using the fair market value of |ike
transportation, the fair market value of equally efficient and
available alternative nodes of transportation, or ot her
reasonabl e net hods. " M. Dickinson turned to the part of the
| aw that specifies: "Transportation costs fixed by tariff rates
properly on file with the Regulatory Conm ssion of Alaska or
other regulatory agency shall be considered prinma facie
reasonabl e". The aforenentioned neans that the presunption is
that the filed tariff 1is correct, although that can be
chal I enged by the departnent.

MR. DI CKINSON pointed out that the legislature has the ability
to set what tax is levied on the gas. He inforned the commttee
that in 1977 the Suprene Court laid down the rules regarding
what one state can do when it wants to tax the business of a
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corporation that has interstate business. The Suprene Court
specified that in order to tax the interstate activities of a
corporation, the tax can't be discrimnatory; the tax mnust be
fairly apportioned to the state; the local activities in the
taxing state must establish a sufficient nexus; the tax nust be
fairly related to services provided by the state. M. D ckinson
expl ained, "As you think about the ... tariffs, which is what
this is really about, the irony is you could probably set up a
schene that treated Al aska and | ooked at the Alaskan tariff as
sonething that you could ignore ... whereas you' re going to have
to take [into] account the tariffs that are paid further
downstream "

MR. DI CKINSON informed the commttees that Al berta, Canada, has
a tax that's 1 percent of the gross receipts or 25 percent of
the net receipts. In other words, all the cost deductions of a
project are allowed and after all the costs are deducted there
is a 25 percent tax. However, if the gross receipts are higher,

then that's taxed instead. Therefore, the tariffs, the other
deducti ble costs, becone irrelevant to that «calculation. M.
Di cki nson highlighted the difference between an allowance and a
deduct i on. In conclusion, M. Dickinson turned to the Stranded
Gas Act and explained that "we're" trying to create a contract
which will be used to effect the sovereign's right to tax. The
conpani es have expressed concern that when they develop a
project with a 20-30 year tinme horizon, the sovereign wll cone

in at a later year and effect the economcs of the project.
Therefore, the Stranded Gas Act attenpts to create a situation
in which the sovereign is restraining its right to tax over sone
time period in the hope that there will be a project to tax.

Nunber 420

SENATOR OGAN recalled the Anerada Hess Corporation case, which
was a very expensive and contentious case that resulted in the
constitutional budget reserve. He asked M. Dickinson to review
what was | earned fromthat case.

MR. DI CKI NSON expl ained that the Anerada Hess Corporation case
was specifically about royalties, although there were parallel
tax cases that investigated many of the sane issues. He said
that case was fundanentally about value. During the tine of the
case there was no transparent market for oil as there is now for
oil and gas. Therefore, he didn't believe there would be
situations in which one huge exporter says the oil is worth $22
while the other says it's worth $35, although there wll
continue to be conflicts regarding the exact [anount]. The
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other piece [of the case] was in regard to transportati on costs.
In the | ease that governed the royalty obligation there were no
specifics, which resulted in both sides arguing that they had
met the general statenment of principle. From that, one can
learn that it's better to determne [the specifics] beforehand,
to the degree possible. One may hesitate being too specific
when | ooking at sonething 10-15 years down the road because one
may not know the factual situation that will be present. M.
Di ckinson opined that there will always be conflicts, although
hopefully the conflicts can be $10-$30 mllion conflicts instead
of $100 million conflicts.

Nunmber 477

MARK  HANLEY, Public Affairs Manager, Anadar ko Petrol eum
Corporation, said that he would provide the commttees with an
explorer's perspective. This would be an explorer who hasn't
di scovered gas already, but does have significant acreage
positions in gas prone areas. M. Hanl ey pointed out that what
he's heard thus far is that every entity wants to do the best
for its sharehol ders, although there are different notivations.
Therefore, the state needs to understand those notivations, how

they fit together, and whether they are fair or not. Deci si ons
on the aforenentioned will determ ne whether conpanies such as
Anadar ko explore for gas or not. As has been indicated, the
rules in this gane are fairly flexible. For exanple, earlier
M. Mers stated that pipeline tariffs don't necessarily
repr esent the actual and reasonabl e  cost of pi pel i ne
transportation, which is of <concern for an explorer. An

explorer would want the lowest rate possible in order to
generate the highest wellhead, which provides the nbst economc

ability to explore and make the nost noney. In general that
would be true for the state as well. However, if the tariffs
don't represent the actual and reasonable cost, he doubted they
woul d represent [less than] the actual cost. He assuned that
the assunption is that the tariffs would be higher than the
actual and reasonabl e cost. Therefore, the explorer's position
woul d be negatively effected. Furthernore, the rates can't be

unduly discrimnatory, which he surmsed to nean that they can
be duly discrimnatory. Moreover, there can be the "black box"
nmet hodology in which the rates are known, but whether those
rates are fair or not isn't known. The aforenentioned is a
difficult situation.

MR. HANLEY turned to the question of who nakes the decisions on

how these things are set up and said that it depends. Sonetines
the pipeline owners set up things in the tariffs, and other
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tines it can be FERC as part of the regulatory process, or even
the state can specify that charges aren't reasonable for royalty

pur poses. In fact, "they" may be able to obtain a |ower
transportation rate. M. Hanley reiterated that the rules of
the game are very fluid and there is much ability to change
those rules. Therefore, explorers are going to sit back and
wat ch.

MR. HANLEY stated, "If there's no gas pipeline, there's no
exploration.” He acknow edged that people say there is a |ot of
gas out there, and perhaps [Anadarko] could build the pipeline.
However, M. Hanley pointed out that 35 trillion cubic feet

(tcf) of discovered gas that is already being produced and for
which there is no exploration risk "and it's challenged getting
this pipeline going." The odds of soneone being able to find
another 30 tcf of gas to justify this pipeline is next to nil.
Therefore, it is likely that explorers aren't going to be able

to find enough gas nor would they invest the billions of dollars
to do so. M. Hanley related that Anadarko is very supportive
of building a gas pipeline. However, the rate for explorers
needs to be as | ow as possible, which he believes to be true for
producers as well. As in the case of oil, the farther away one
is frominfrastructure, the larger the field needs to be. Wth
a lower tariff, there will be smaller fields that are economc
and create the chance of obtaining nore revenue. Ther ef or e,

generally it's in everyone's interest to have the rate be as | ow
as possi bl e.

MR. HANLEY turned to the issue of reasonable access ternms and
condi tions. He pointed out that the Foothills area tends to be

nore gas prone and not as liquid prone. Al though it's known
that it's a gas prone area, it isn't known if it's commercial
because that wasn't tested. M. Hanley inforned the conmttee

that a couple of years ago Northern Economics did a study for
Anadarko with regard to commercial gas developnment in the
Foothills area. The study goes through the 30-year life of a
gas product in the Foothills area.

TAPE 04-6, SIDE B

MR. HANLEY inforned the commttees that in Prudhoe Bay alone
there is 35 tcf of gas while the estimate for the remainder of
the North Slope is sonewhere between 70-80 tcf of undiscovered
gas potential . In the Arctic National WIldlife Refuge (ANVR)
area and Foothills area, there are [gas] estimates of 8.5-9 tcf.
There is a lot of potential for gas and exploration. Wth all
that, one mght question why a gas line hasn't been built.
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However, typically the largest risk in exploration is the

geological site, the underground side. The [risk surrounds]
whet her gas will be found; whether there is enough gas to flow
in quantities; and whether the gas wll be close enough to
infrastructure to make a comercial gas find. However, the

| argest risk in Alaska is the aboveground risk, the commerci al
risk, [which includes] the risk of the tariff being too high,
construction cost overruns, |legal challenges, permtting, and
price risk. The aforenentioned are fairly significant risks,
but the state can cone in with fiscal security.

MR.  HANLEY addressed the difference between explorers and
producers, which he expl ai ned through an exanple of how capacity
on a pipeline is acquired. This pipeline will be a contract
carrier rather than a common carrier. M. Hanley enphasized
that pipeline ownership has no bearing on capacity ownership.
Capacity is allocated during an open season. Typically, the
pipeline owners wll set the terns, the tariff, and express
i nterest. Then an entity can sign up for capacity, which is
typically a 20-year contract. The entity would be commtted to
pay for that capacity regardl ess of whether any gas noves down
t he pipeline. Al though the aforenentioned is a risk, the
benefit is that the capacity is owned by the purchasing entity
and no one can pro-rate that entity out of that capacity. This
is inportant because explorers are unlikely to explore for gas
before there is sone progress indicating that a pipeline wl

happen. |If the pipeline noved forward tonorrow, the open season
woul d likely happen in a couple of years. However, it takes 3-5
years for explorers to determ ne whether they have a comrerci al
gas find, which neans that all of the existing capacity is
likely to be taken by the existing gas hol ders because they have
the gas and once the terns are known, they can nomnate
capacity. M. Hanley specified that the expansion tariff rate
and the terns and conditions of the expansion of the pipe are
probably nost inportant for explorers. He inforned the
commttee that the design of the pipe and how it's set up can
determ ne the expansion rates. Typically, expansion of a gas
line means adding conpression rather than the pipe getting
| arger or addi ng new pipe. Furthernore, the design of the pipe
can determne the terns and conditions as well as the rates of

any expansi on. Just adding the conpression could result in
initial expansions that should have a tariff rate that would be
| ower than the initial tariff. If the gas line is designed [to
allow for expansion], explorers will have some idea that the
expansion will be no nore than the existing tariff and wll

probably be a little less than the existing tariff. However, he
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noted that pipelines can be designed so that every expansion is
nore expensive, which is of concern for the explorers.

MR. HANLEY nentioned that tariff terns are as inportant as

tariff rates. He recalled discussion with regard to a BTU
tariff versus a ncf. He explained that if [there was a change
to a ncf tariff] wthout having a quality adjustnent, one could
find, on a volunme basis, that the liquid heavy oils with a
hi gher BTU content actually do Dbetter. Therefore, [the
explorers] could end up at a conpetitive disadvantage if the
tariff is set a certain way. Wth regard to expansion, the
terms and conditions can be set such that initial pipeline
owners namintain a right of first refusal on all expansion

capacity. The aforenentioned can styme a conpetitor who would
have to approach a conpetitor that has the right of first
refusal on all the expansion capacity. If such conditions are
included in the tariff, it is of concern. M. Hanley related
[ Anadarko's] view that FERC doesn't have the ability to force
the expansion of a pipeline, which is concerning in a situation
in which the pipeline is owned by the producers who are
conpetitors of the [explorers].

Nunber 772

MR. HANLEY clarified that [Anadarko/explorers] want the | owest
tariff possible and typically would prefer a flat line [a
| evelized tariff] as presented by M. Mers because a nunber [of
explorers] already have exploration acres. A higher tariff in
the beginning could nean that [Anadarko and other explorers]
couldn't explore for that gas. Furthernore, it's a bit nore
costly in the Foothills. He related that Anadarko would incur

costs as far as devel opnment and exploration that don't exist at
Prudhoe Bay because the gas has already been discovered.
Because of the aforenentioned [Anadarko and other explorers]
will be as challenged, if not nore challenged than others. V.
Hanl ey turned to the proposal of 4.5 bcf a day pipe, and pointed
out that a penny a day would nmean $45,000 a day or $16.5 million
a year. Twenty cents, which may be 10 percent of the $2 tariff,
can result in as nuch as $330 nillion a year. Ther ef or e,
penni es on the dollar make big differences on the netbacks.

MR. HANLEY informed the conmttees that there is a nornal
incentive to have a low tariff wth a high netback. However, if
it's a producer-owned pipe and the producers are aligned, there
may be sone incentive to shift as much profit as possible to the
pi pel i ne. There may be a producer interested in obtaining a
much higher rate of return on the pipe because the producer
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woul d obtain the profit from that while reducing the well head

value, which results in a double benefit. Reduction in the
wel | head value results in the pipeline owner paying less in
severance taxes and property taxes. M. Hanley noted that
explorers have a varied interest. However, generally speaking
the explorers want the | owest rate possible and want a pipeline
built. In fact, often the explorers are aligned with the
state's interest in trying to obtain the nobst revenue and the
hi ghest wel | head val ue. Many tinmes the explorers are aligned
with the producers, and sonetines the explorers are aligned with
the pipeline owner. Typically a pipeline ower that isn't a

producer isn't necessarily concerned wth controlling capacity
and in fact, expanding the pipe and | owering the operating cost
is beneficial to themas well. Therefore, a pipeline ower that
isn't a producer may be nore interested in expanding the pipe
sooner than a producer-owned conpany that nmay want to utilize
the pipe to control capacity, which allows control of
expl oration. M. Hanley reiterated that the explorers want a
pipeline to be built, the l|owest possible rate, and fair and
reasonabl e terns. He concluded by highlighting that [the
explorers] believe exploration is good as is conpetition, and
furthernore the nore gas that is put in sooner will result in
nore people involved in the pipeline, which should |ower the
cost.

Nunber 827

SENATOR OGAN inquired as to who would be the operating partner
in the areas |abeled "Anadarko Partial"™ shown on the mp
provided to the conmttees.

MR. HANLEY answered that in sone areas Anadarko would be the
operating partner and in other areas it would be ConocoPhillips
Al aska, Inc. Generally speaking, in Alpine and to the west in
the NPR-A [National Petrol eum Reserve- Al aska] area, Anadarko has
interests with ConocoPhillips, which is the operator. In the
Foothills region, Anadarko has state acres and ASRC [Arctic
Sl ope Regional Corporation] acres in which Anadarko is the
oper at or.

SENATOR OGAN highlighted that currently Alaska QI and Gas
Conservation Conm ssion (AOGCC) has the authority to regulate
the waste of hydrocarbon. Senator Ogan opined that the state
has an interest in which gas is produced first because a conpany
that owns gas in the Prudhoe Bay unit would want to sell that
gas. However, it seens to be in the state's advantage to pl ace
gas that doesn't interfere with oil production in the line first
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because it would mtigate the decline of revenues fromthe oil.
He inquired as to M. Hanley's thoughts on the aforenentioned.

MR. HANLEY suggested that a nodel would need to be run. He said
he would want to support putting in the Foothills gas first
because that's where Anadarko has an acreage position. However,
the state should review it because M. Mers indicated that the
state mght receive a bit |ower netback on [the Prudhoe Bay
unit] gas. He noted that even with a nodel, there would be sone
policy calls. M. Hanley nentioned that the ability to get gas
in that pipeline is going to inprove oil exploration economcs
because when one explores for oil on the North Slope one often
finds gas.

Nunber 0872

GARTH SALI SBURY, WManaging Director, JP Mrgan Chase and Co.,
clarified that he and M. Rohnman are financial experts, and
therefore both would focus on the financial aspects of building
a natural gas pipeline. He utilized a booklet entitled "Interim
Hearings: Alaska Natural Gas Pipeline |Issues" that was provided
to the commttee. He began by specifying that the final outcone
of a gas pipeline wll be dictated by a large group of
st akehol ders, sone of which are |isted on page 4 of the booklet.
M. Salisbury opined that current market prices certainly would
support building a pipeline.

MR,  SALI SBURY turned to sone of the assunptions he [and M.
Rohnman] wused, the largest of which is project cost. The
projections for the cost and scope of the pipeline vary w dely.
For the purposes of this presentation, M. Salisbury specified
that he is assuming a treatnent plant cost of about $2.6 billion
and a project cost assunption of about $11.6 billion. He noted
that he [and Ms. Rohman] have no opinion wth regard to the
actual costs of these facilities, the aforenentioned are nerely

assunpti ons. He enphasized that the focus will be in regard to
the relative differences for various financings of any given
costs. Therefore, the total cost for this entire project is

$14.2 billion with a throughput assunption of 4.5 bcf a day.
The project life/termof debt assunption is 30 years, which is a
bit conservative froma project life standpoint, although it's a
bit aggressive from a debt standpoint. The assunption for the
initial term is 15 years. He highlighted that any pipeline
owner would want to block in shipping contracts before the
contract was conpleted and have an idea of the tariff in order
to obtain financing. The assuned project bond rating for the
entire financial package is an "A". He acknow edged that many
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pi peline projects are in the "B," "AA " or "BBB'" category, which
[ provide] lower rating and higher financing costs. The debt to

equity ratio for the base case will be 60 percent debt and 40
percent equity. The return on the equity will be 12 percent on
the assunption. Furthernore, the depreciation nethodol ogy

assunes a straight line for 30 years.

MR. SALI SBURY echoed earlier remarks specifying that a nunber of
factors go into a tariff, as specified on page 7 of the booklet.
M. Salisbury said that he would like to isolate the financing
conponents of the tariff, and therefore he was going to focus on
the cost of the project, a tax rate, contract ternfasset life,
and the annual throughput. For purposes of this presentation he
focused on the capital expenditure, the return on the equity,
whet her there would be a federal guarantee on the debt, and the
tax status of that debt. He clarified that he is referring to
tax exenpt debt rather than the tax status of the pipeline
owner; this presentation wll strictly refer to the tax
treatment for the debt that's issued. The presentation will not
focus on the operating and nmaintenance costs, gener a
admnistrative costs, or any additional capital expenditures
made to i nprove or expand the pipeline.

MR,  SALISBURY turned to debt to equity ratios. General ly
speaki ng, large gas pipeline projects in the U S. range from 50-
67 percent debt. Therefore, conmmon debt to equity ratios for
pi peline projects range from 50:50 to 70:30 debt to equity. For
this analysis, the range assunmed will be 50:50 to 67.67 and
33. 33.

MR.  SALI SBURY went back to page 9 of the booklet regarding
financi ng assunptions. For a base case, the capital structure
will have a debt of 60 percent and 40 percent equity and the
return on the equity wll be 12 percent. It will also be
assuned that the debt issued wll be standard corporate taxable
debt and that there is no federal |oan guarantee. The
aforenentioned will be the base case from which variations wl|
be taken. He noted that the base case increnental financing
tariff, an average tariff over a 30-year project |ife, produced
a tariff of about $0.79 MvBtu [one million British thernmal
uni tsj]. He returned to the debt to equity ratios, which is
outlined on page 11 of the booklet. From the base case
scenario, as the equity conponent is increased at a 12 percent
return on the equity, the tariff wll increase because the

remai ni ng conponent of that capitalization is at a nuch |ower
cost, sonewhere in the 6-7 percent range. Therefore, how this
pipeline is financed and its capital conmponents are going to be
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very inportant. If the equity is increased to 50 percent, the

tariff would be increased to $0.85. The analysis illustrates a
couple of different debt structures, one of which is anortizing
tranches, which produces a |lower overall debt cost. The base

case scenario uses the anortizing tranches, and therefore the
debt conponent is about 6.4 percent wunder an "A" rating.
Therefore, as the equity conponent is varied from a high of 50

percent to a low of 33 percent, the range is about $0.09. The
devi ation between the equity conponents is $1.2 billion to $1.5
billion.

MR,  SALISBURY noved on to the return on the equity. He
highlighted that FERC allows a specific return on the equity
conponent in the tariff. The return normally ranges from 10-14
percent. Wth the base case, the $0.79 tariff is produced.

However, as the equity conponent is increased to as high as 50
percent and the return on the wequity to 14 percent, the
difference in total debt and equity costs over the life of the
proj ect ampunts to about $6 billion. M. Salisbury stated that
the producers and explorers wll be concerned with regard to the
debt to equity percentage and the return on the equity allowed
inthe tariff.

MR.  SALI SBURY addressed the issue of tax exenption, wth the
focus being on tax-exenpt debt, the debt issued to finance the
pi peline, rather than the tax status of a producer or soneone
usi ng the pipeline. He directed attention to the graph on page
14 of the booklet, which is a conparison of the 30-year Treasury
rate to the 30-year Revenue Bond |Index. As the graph
illustrates, in higher interest rate environnments, the relative
spread between taxable and tax-exenpt rates is higher. Over the
| ast 20 years as rates have steadily declined on average, there
has been a conpression on the tax-exenpt and taxable rates such
that the value of tax-exenption today is worth quite a bit |ess
than it was 10-20 years ago. On average, the spread between a
30-year taxable bond and a 30-year tax-exenpt revenue bond has

been about 50 basis points, one-half of 1 percent. Currently,
the spread is around .3 percent. He noted that there have been
a nunber of tinmes when the taxable rate has been |ower than the
t ax-exenpt rate. Therefore, there wasn't much benefit to

financing the taxes in that narket.
Nunmber 190
MR. SALI SBURY provided the commttees with a basic overview of

muni ci pal bonds. He explained that nunicipal bonds are debt
securities that are only issued in the US by a US state, a
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| ocal government, or a governnental entity. Minicipal bonds are
typically used to raise capital for building roads, schools, and
other public infrastructure projects. He further explained that
the exenpt notion is that the interest paid to investors is
exenpt from inconme taxes. Therefore, as nentioned earlier, tax-
exenpt rates are generally |lower than taxable rates. Since this
tax exenption is considered a subsidy by the U S Treasury,
there are strict regulations governing the use of tax-exenpt

bonds. M. Salisbury highlighted the Alaska Railroad
Corporation's ability to issue tax-exenpt debt for a project
like the gas pipeline, which is inportant and unique. He

specified that nunici pal bonds are often secured by tax
revenues, although in this case the discussion is about a bond
that is secured by a stream of enterprise revenues.

MR. SALI SBURY turned to the reason why investors are willing to
accept a lower interest rate on a tax-exenpt bond. He noted
that the value of the exenption is based on the tax rate of the
hol der of the investnent, which is why certain investors are
part of nmunicipal bonds or not based on their tax rates. For
exanple, the after tax yield of a 35 percent tax rate investor
who woul d purchase a taxable bond at 7.5 percent would be 4.88
percent, and therefore, this particular investor would be better
served by buying the nunicipal bond at 5 percent and paying no
taxes because the net yield is 5 percent afterwards. However
the average investor who is in a lower tax bracket is better
served by purchasing a taxable bond because his net yield after
paying taxes is higher. Therefore, the investors in taxable
bonds are generally wealthy individuals who are paying near the
maxi mumtax rates.

Nunber 234

NANCY RCOHVAN, Vice President, JP Mdrgan Chase and Co., turned to
the value of tax exenption [page 18 of the booklet]. Cbviously,
tax exenption can significantly reduce the interest cost and the
debt service on the financing. Hi storically, tax-exenpt debt
has been worth nore than it is in the current nmarket. As rates
rise again, there may be a return to normal spread |evels where
tax exenption will be worth nore. She conpared the base case

scenario to a tax-exenpt deal and estinmated that the tariff wll
be reduced.

TAPE 04-7, SIDE A

M5. ROHVAN said that if one were to return to the normal spread
rel ati onship, the value would be $0.04. She then turned to the

JT. JBUD/ SRES COW TTEES - 18- June 16, 2004



advantages of tax-exenpt debt, which would include |ower
interest costs. Furthernore, tax-exenpt debt provides nore
structuring opportunities. In municipal finance there is the
concept of "serial" bonds for which the debt can be anortized
qui cker over tine. Anot her advantage is the flexible call
options, which is the notion that once the bonds are issued

muni ci pal tax-exenpt debt typically provides nore flexibility to
restructure financing. Tax-exenpt debt also provides a
favorable "capital charge" and an active "retail sector." She
explained that the corporate market is an enornous narket that
IS run by sophi sti cat ed i nstitutional i nvestors and
cor porati ons. Because of the notion of "Bill Gates versus
Average Joe", there is a very active retail sector in the tax-
exenpt market. A retail buyer base is an advantage because when
one prices a deal, one wuld be dealing with a broader buyer
base. Clearly, the disadvantages of tax-exenpt debt are the
significant tax law constraints that acconpany tax-exenpt debt.
Furthernore, there are fewer "deep pocket" investors with tax-
exenpt debt because the nunicipal industry is a lot snmaller than
the corporate industry.

M5. ROHVAN noved on to the Federal Loan Guarantee, which is
di scussed on page 21 of the booklet. Section 386 of the Energy
Policy Act of 2003 provides for Federal Loan Guarantees.
Basically, [the Act] says that the guarantee can't be greater
than 80 percent of the total capital costs of the project,

i ncluding interest. Furthernore, the Federal Loan Guarantee is
capped at $18 billion and the term of the |oan agreenent shall
not exceed 30 years. Ms. Rohman pointed out that the Federal

Loan Guarantee pledges "the full faith and credit of the United
States to pay all of the principal and interest on any |oan or
ot her debt obligation entered into by a holder of a certificate

of public conveni ence and necessity." Al t hough she
characterized the aforenentioned |anguage as a sure thing, she
noted that it's not a sure thing. In terms of the anount, the

Federal Loan CGuarantee has ranged from $10-$18 billion. She
highlighted that the Federal Loan CGuarantee can have a

significant inmpact on this financing. Since all the pipeline
scenarios call for a debt to equity ratio of less than 80
percent, the pipeline may be able to issue all of its bonds with
a Federal Loan Guarantee. Furthernore, the U S. governnent's
strong credit provides the potential for nuch better financing,
which will reduce interest costs. The tariff with the Federal
Guarantee is $0.78 [as illustrated in the chart on page 24 of
t he booklet]. Wth a $1.00 cost, she estimated $540 mllion.
She enphasized that this is a ballpark estimate that [would
change] based on the ultimate structure of the deal. "Wat you
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actually achieve in the interest rate savings is going to be
hi ghly dependent on the final structure,” she pointed out.
Furthernore, she infornmed the committees that the Federa
GQuarantee should be neasured on the effect of the tariff
reduction as well as whether the deal can be acconplished.

MR.  SALISBURY interjected that the spread presented is very
conservati ve. In the real world the nagnitude of financing a
$15 billion project the value of that exenption would nost
likely be multiples of this.

M5. ROHMAN returned to the booklet, page 25, which discusses the
val ue of the Federal Loan Guarantee on tax-exenpt debt. If the
benefit of the exenption is obtained as is the Federal Loan
GQuarantee, the base case would stay in the sanme spot and the
tariff would be reduced by $.04; it's the conbined value of the
two. She estimated a total debt cost savings of $1.8 billion.

Number 072

SENATOR OGAN related a situation in which a state entity is used
to issue tax-exenpt debt. He asked if it would be comercially
reasonabl e or whether there has been precedence for the state to
receive an equity interest in the pipeline in exchange for
maki ng the project nore reliable.

MR. SALI SBURY replied that there is very little precedent for
state involvenent in a natural gas pipeline. However, there are
exanples of state entities that have assisted utilities. Most
often all of the benefit garnered by having state involvenent
has been passed on to ratepayers/users, such as in the case of
the electric utilities. There isn't a good exanple in which a
state exenption was utilized to garner profits for the state.

SENATOR OGAN turned to M. Salisbury's forecast of interest
rates, and asked if he believes it's inportant to get the
project financed as soon as practical. He also asked if M.
Salisbury feared that rising interest rates would nmake the
proj ect uneconomi c.

MR. SALI SBURY opi ned that JP Mdrgan believes that interest rates
have been and wll continue to increase. However, interest
rates are still very, very |ow Even as interest rates rise
over the next couple of years, they won't have the type of
inpact on this tariff that many other conponents do. Conponents
such as the debt to equity ratios and the return on equity are
much nmore inportant to a project such as this.
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Number 111

SENATOR DYSON directed attention to page 9 of the booklet, which
he understood to nean that over the projected life of the
project it will cost $14.2 billion just to "rent" the nobney to
do the construction.

MR. SALISBURY clarified that the $14.2 billion is the total
project cost, which includes the estimtes for the treatnent
plant and the "A to B" conponents. He further clarified that
doesn't include the interest conponent related to the debt.

SENATOR THERRIAULT turned to the chart on page 25 of the
booklet. He asked if the deviation in costs from the base case
of $1.84 billion is a reduction in the total project cost or
just in the financing.

MR.  SALISBURY answered that it's a reduction just in the
financi ng conponent, the interest costs related to the different
scenari os.

Number 135

SENATOR GUESS, in reference to the chart on page 24, asked if
the financing charge would increase from the base case scenario
to the Federal Loan Cuarantee when there is nore equal debt to
equity ratio.

MR. SALI SBURY replied yes. He added that presumably the Federa
Loan Guarantee is always going to be helpful, but that's rel ated
to the base case scenario of 60 percent debt. If it's 50
percent debt with nore equity with a higher return, it wll cost
nor e.

SENATOR GUESS asked, "If you go over from that base case ... on
a 50:50 Federal CGuarantee to none, ... am | reading it correct
that the difference between those two is an increase in finance
costs of $715 million?"

MR, SALI SBURY replied yes.
SENATOR DYSON recalled the [assunption] that the pipeline costs

would be [$11.6 billion], and asked where the pipeline would
term nate.
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MR. SALI SBURY answered that the pipeline would termnate at the
Al aska- Canadi an border, and therefore he assunmes that Canada
will build the pipeline to the Alberta term nal.

Number 166

WLLIAM BENHAM Vice President, Regulatory Affairs, BP Energy
Conmpany, informed the commttees that BP Energy Conpany is BP's
North American gas and power marketing and tradi ng business. He
explained that in his role at BP he has periodically provided
testinmony to the FERC and on occasion before state |egislatures

on the subject of gas pipeline tariffs. Therefore, he is
presenting testinmony on behalf of BP, ExxonMbil Corporation,
and ConocoPhillips Alaska, Inc., per their request. He
specified that he would refer to the aforenentioned three
conpani es as the Sponsor G oup. He said that he would offer a
brief overview of the Sponsor Goup's prelimnary cost and tol

estimates, the process for establishing a toll and the

allocation of risks, a discussion of the differences between
contract carriage and common carriage, the approval of tariffs,

and a closing sumary. He informed the commttees that his
primary background is in interstate pipeline ratenaking
procedures, tariffs, and the role of the FERC However, he

noted that he has limted know edge with regard to "the Al aska
gas project specifically, and therefore his comments are

designed to provide general insights into accepted tariff
nmet hodol ogy and the role of FERC in establishing gas pipeline
tariffs, as will be required for the Al aska gas pipeline.” He

noted that the commttees should have a witten sumary of the
key generic points covering the topics of building, owning,
operating, and transporting gas on a typical gas pipeline
regul ated by FERC. The witten summary will also review the key
risk factors faced by pipelines, shippers, and producers in
connection wth a typical new pipeline project.

MR. BRENHAM paraphrased from the following witten testinony
[original punctuation provided]:

Prelimnary Cost and Toll Estimates

As has been previously communicated in other foruns by
the Sponsor Goup, we estimate the total capital cost
of the Alaska Gas Pipeline at approximtely $20
billion, in 2001 dollars. This figure would be
somewhat higher in today's dollars, accounting for
inflation since 2001. The figures 1'Il be sharing
with you will be quoted in 2001 dollars because they
refer back to the joint $125 million feasibility study

JT. JBUD/ SRES COW TTEES -22- June 16, 2004



that was conpleted by the Sponsor Goup in the 2001-
2002 ti mefrane. That study evaluated the feasibility
of constructing a pipeline from Alaska' s North Sl ope
to Lower-48 US nmarkets by way of either a Northern
Route or a Southern Route, with the conclusion that
the project was technically feasible, but that the
commercial risks outweighed the potential rewards. As
you and we are very well aware, current State |aw has
prohibited the State fromissuing a Right of Wy for a
Northern Route until a Southern Route is built. \%%
testinmony will focus on the Southern Route.

The Southern Route project was estimated to cost

approximately $19.4 billion, with an accuracy of +/ -
20% The conponents of this cost estimate were as
fol |l ows:

North Sl ope gas treatnent plant $2.6 billion
Gas pipeline and conpressor stations from the North
Sl ope to the Al aska/ Canada Bor der $4.4 billion

Gas pipeline and conpressor stations from the
Al aska/ Canada border to Al berta, Canada $7.2 billion
Gas pipeline and conpressor stations from Al berta to

US mar ket $4.6 billion
NGL extraction facilities $0.6 billion
Total capital cost $19.4 billion

The capital cost estimate resulted in an estimted
toll to the nmarket of $2.39/ncf. This toll is nerely
a prelimnary estimate of a toll that mght ultimately
be approved by FERC and the NEB [ National Energy Board
of Canada] for an Al aska gas pipeline. The ultinmate
toll wll not be known for sone considerable tine, and
better estimates will require nore work as the project
i s devel oped.

The Process for Establishing a Toll and the Allocation
of Risks

The process of developing and gaining regulatory
approval of this toll (tariff rate) and having it
approved by the necessary regulatory authorities 1is
wel | -established in both the US and Canada. Pi pel i ne
tariff rates are a direct result of the cost of
constructing and operating the pipeline. The act ual
formulation of the toll, indeed the entire tariff
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structure, (of which the toll is one conponent) 1is
subject to well-established regulatory standards, wth
oversight provided by the FERC in the US, and the NEB

i n Canada.

The rate that gas pi pelines wll charge for
transporting gas is based on what is referred to as
the "cost of service". The cost of service includes

conponents such as operating cost, nmaintenance, taxes,
depreciation and a fair and reasonable return on
capi tal investnment that is consistent wth the
specific risks of the project. The return to pipeline
i nvestors, consisting of both return on the equity and
the cost of debt, is determned by the risk undertaken
by those pipeline investors. For exanple, if a
pi peline investor undertakes a capital cost overrun
risk, that investor mght reasonably expect to be
conpensated for taking this risk by receiving a higher
return on the equity investnent that s nade

Conversely, if a pipeline investor takes no such
risks, the return on equity mght be reasonably
expected to be | ower.

The specific capitalization structure, which is the
neasure of the relative amunt of equity and debt
financing, wll wvary by project, depending on the
project risk and how this risk is allocated between
the pipeline conpany and those that wll be shipping
gas on the pipeline. The capitalization structure
must ultinmately be within the guidelines established
by the FERC and the NEB and be acceptable to any
involved financial institutions. The factors which
inpact the relative risk of gas pipeline projects
woul d i nclude such itens as:

e the economcally recoverabl e reserves and
deliverability;

e credit risk of cust oners, (the pi pel i ne
shi ppers);

* nature of pipeline investnent (e.g. arctic,
renote, etc.);

e capital cost and schedule risk allocation between
shi ppers and pipeline owers, with the degree of
ri sk depending on how the parties agree to share
these risks, a matter which is first negotiated
by the parties and ultimately approved by the
FERC and t he NEB.
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For the feasibility study work performed by the
Sponsor G oup, which | referenced earlier, the Sponsor
G oup determned a toll using assunptions simlar to
those that were actually inplemented on the Alliance
Gas pipeline, the nobst recent major US-Canadian gas
pi peline project. This was sinply a placeholder, as
it was recognized rates for this line could be
different due to its specific risks. However, for the
Al aska gas pipeline project, the pipeline conpany may
choose to offer negotiated rates. In this event,
shi ppers and pipeline owers may negotiate rates and
choose to allocate risks in a different way for this
specific project, with such negotiated rates of course
bei ng subject to regulatory oversight.

| would point out here that a "negotiated rate" is a
term used by the FERC to describe any toll that is not
tied to the maxinmum toll derived through the cost of
servi ce. "Negotiations" between the parties, in the
traditional sense of the term are not always
necessary to establish such a rate.

| would further point out that even if the pipeline
chooses to offer negotiated rates, shippers would
still have the option to pay what are called
"recourse” rates, these rates being based on the
approved cost of service.

Bot h FERC and the NEB have wel | -established regul atory
processes that balance and protect the interest of all
parties, including consuners. The FERC ensures that
"just and reasonable rates" are inplenented, based on
al nost 70 years of Natural Gas Act precedent, policy
and case |aw. However, Natural Gas Act regul ation of
interstate gas pi pel i nes differs from FERC s
regulation of <crude oil and liquids transportation
established wunder the Interstate Commerce Act in
several inportant respects.

Contract vs Comon Carri age

Let nme briefly explain the difference between the
systens of carriage on gas pipelines versus crude oil
and liquids pipelines, such as the Trans-Al aska
Pi peline System US liquids pipelines that provide
interstate service are regulated as "commobn carriers”
pursuant to regulations derived from the Interstate

JT. JBUD/ SRES COW TTEES -25- June 16, 2004



Commerce Act. Under the common carrier regulations,
shippers are not allowed to contract for specific
guantities of capacity and, therefore, do not pay
related nonthly demand/reservation charges - paynent
is only for capacity wutilization based on actual
t hr oughput vol unes. The advantage for conmon carrier
shippers is that they "pay as they go" on actual
delivered vol unes. The disadvantage is that no
shipper is assured of a specific level of capacity
availability. When new oil supplies are tendered for

transportation on a full oil ©pipeline, available
capacity may be prorated or curtailed anbng existing
shi ppers.

In contrast, because much gas usage is closely related
to critical end uses such as industrial feedstock,
hone heating and electricity generation, and thus
needs the assurance of defined, stable capacity
avai lability, natural gas pipelines under FERC or NEB
authority operate as "contract carriers”. Under
contract carriage, shippers have the opportunity to
contract for a reservation of available capacity on a
firm non-discrimnatory, basis for a specified period

of tine. What we call "open seasons"” are often used
to ensure capacity IS awar ded wi t hout undo
discrimnation to all parties that neet the open

season requi rements.

In the context of gas pipelines, the term "open

access" is wused to refer to the opportunity to
contract pipeline capacity at specific points of tine
under open season processes. Parties who hold firm

contracted capacity are not subject to proration at
the behest of other shippers, thus guaranteeing that
their production will flow As additional capacity is
needed to serve new shippers, open seasons are held to
determine the interest and economc feasibility of
addi ng new capacity.

Pipeline owners and financial I|enders desire these
| ong-term contracts for firm capacity to ensure
repayment of the capital cost of building the

pi pel i ne. Wthout these commtnents, gas pipeline
projects, which by their nature involve a |onger
payout than oil projects, could not be financed.

Shi ppers need the contract quantity commtnent to
ensure capacity is available to support their needs
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A shipper's econonics are founded on the availability
of the contracted capacity. In exchange for the
pipeline's commtnent to reserve a specified quantity
of capacity for a shipper, the shipper agrees to pay a
nonthly reservation charge which is due regardl ess of
whet her gas is actually shipped.

The Approval of Tariffs

The FERC and NEB processes offer an opportunity to all
interested and affected parties, such as the State of
Al aska, to actively participate in the establishnment
of just and reasonable rates on pipelines in which
they have an interest. FERC staff is charged wth
representing consuner interests to ensure that these
rates are established on a just and reasonabl e basis.
The FERC has outstanding resources and expertise and
is permtted to audit the records of regulated
pi pel i nes.

Any gas pipeline project, including the Al aska gas
pipeline project, can only happen if the expected
tariff rate is acceptable to shippers, pipeline owers
and regul at ors. Only reasonable, prudently incurred,
pi peline capital and operating costs wll be allowed
to be included in the tariff. FERC and NEB procedures
are designed to ensure this happens. In fact, |ower
pipeline costs are in the best interest of the State
of Al aska, gas producers and the pipeline conpany,
provided risks are properly allocated between the
pipeline and the gas producer/shipper. This is
because |lower pipeline costs translate into |ower
rates that attract shippers to transport gas on the
pi peline, and thus higher well head netback prices are
realized, which in turn benefits both the producers
and the State of Al aska. Bot h producers of gas, and
the pipeline on which that gas is transported, need
the lowest possible costs to create a financially
viable project and a healthy natural gas business in
Al aska, supporting a full pipeline for decades to
cone.

Let ne just meke sone final comrents about tariff
rates. The tariff rate wll be a function of many
factors. Each of these factors has a certain inpact
on the actual rate. The chief factor, though, in
determning the rate is the anmount of capital cost.
Qobvi ously, the actual capital cost will not be known
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until the pipeline is constructed. Those capital
costs are recovered over tine as depreciation. It is
too early in the process for the Sponsor Goup to
determne how the various factors that recover the
capital cost and provide a return on investnent wll
be cal cul at ed. For exanple, the debt-equity ratio may

be affected by the existence of Feder al | oan
guar ant ees. The depreciation schedule is affected by
its overall inpact on the toll over tine. The | onger
the depreciation period, the lower the toll wll be
over time, all other factors being equal. The
allocation of the risk for cost overruns will be the

result of negotiations between the potential shippers
and the pipeline. However, the FERC, following US
Suprenme Court precedent, nust allow the recovery of
prudently incurred costs even if those costs are in
excess of the estimated costs.

To put it sinply, it is still too early in the process
to provide a definitive outline of the nethod that the
Sponsor G oup, or the pipeline entity, wll wuse to

establish a tariff rate.

Sunmary

And so to summarize, |'d like to offer these closing
conment s. First, gas pipeline tolls and tariffs are
established as a direct result of the associated costs
of constructing and operating the gas pipeline. The
Sponsor Group has conme up with a prelimnary estimate
of what these costs mght be. However, if the project
progresses to detailed engineering and project
pl anning, an effort we estimte would take sonething
like two years, this cost estimte would be refined
and a nore precise basis for the toll defined.

Second, any gas pipeline project can only happen when

the expected tolls are acceptable to all parties:
shi ppers, pipeline owners and the regul ators. These
tolls will reflect appropriate risk sharing between
shi ppers and pipeline owners. The known resource

avai lability, proven deliverability, and excellent
shipper credit rating all serve to reduce the risks
for prospective Al aska gas pipeline owners. Proj ect
risks such as cost overruns and schedul e del ays nust
still be better estimated and appropriately allocated
between the parties. How these risks are allocated
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wll be a key factor in determining the ultimte
pipeline toll.

And third, both the State of Alaska and pipeline
shippers will benefit if the |lowest cost pipeline is
the one that actually is built. FERC s and NEB's
procedures are designed to ensure that only prudently
incurred costs are included in a pipeline tariff,
thereby protecting consuners. As | nentioned earlier

pipeline tolls and other tariff ternms and conditions
are established under well established principles that
all ow recovery of just and reasonable costs, by both
the FERC in the US and the NEB in Canada. Whi chever
group or entity ultimtely builds an Al aska natural

gas pipeline, they wll have to pursue the sane
regul atory process and be subjected to the sane
scrutiny.
Nunmber 600
MR. BENHAM turned attention to the document entitled "U S. Gas
Pipelines - Key Points", which he provided to the commttees.
He specified that the aforenentioned document provides generic
points that aren't specific to the Alaska pipeline. He
suggested that the commttees mght want to focus on Part E,
entitled "Key Risk Factors for New Pipeline Projects;". He
noted that these factors can vary with the project and may be
nore or |less inportant depending upon the project. M . Benham

highlighted the risk for the pipeline, the shippers, and the
producers, which is delineated in the above-nenti oned docunent.

TAPE 04-7, SIDE B

CHAI R SAMUELS asked if one could contract half of the volune and
the other half would be the common carri age.

MR. BENHAM replied no. He explained that under the U S. system

there will be a series of parties that will have firm capacity
in a pipeline. He posed a scenario in which the parties have
firm capacity in the pipeline and the entire capacity is
contracted out to the firm shippers. In the aforenentioned

situation, the firm shippers have a right to utilize all the
capacity for which it has contracted and no subsequent shipper

can enter and take that capacity. However, there nmay be
situations in which not all of the capacity is contracted or al

of the contracted capacity isn't being used. |In such situations
there will be opportunities for other shippers to nake firm
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contracts for unsubscribed capacity or to cone in and transport
on an interruptible basis. M. Benham clarified that in US
pipelines there isn't a hybrid design, that is there isn't a
situation in which soneone can reduce the capacity rights an
exi sting shipper has on a line.

SENATOR BUNDE asked if M. Benham has any experience with state
or any other governnental equity in pipelines.

VR. BENHAM repl i ed no.
Nunber 660

REPRESENTATI VE GARA returned to page 2 of M. Benhamis witten
testinony, which specifies that the conmmercial risks outweigh
the potential rewards of constructing a pipeline. How woul d
passage of the House's version of the |oan guarantee inpact [the
Sponsor Goup's] view of the feasibility of a pipeline.
Furthernore, if the state sought a 10 percent equity interest,
woul d the project be viewed as nore feasible from [the Sponsor
G oup] .

MR. BENHAM reiterated that he isn't famliar with the specifics
of the Alaska arrangenent, and therefore he deferred to M.
McDowel | .

Number 679

DAVE M DOWELL, Director, External Affairs - @Gas, British
Petrol eum (BP), responded that federal |egislation and fiscal
incentives would reduce risk for projects such as this.
However, federal guarantee |oans alone wouldn't be enough to
reduce risk and result in noving forward to the next phase. M.
McDowel |l indicated that U S. federal legislation, a State of
Al aska fiscal contract, a clear and efficient green field
regul atory process in Canada, and cost reduction are all very
i nportant. M. MDowell, in response to Representative Gara's
second question, said that he is ill equipped to speculate on
the matter.

SENATOR BUNDE renarked, "I don't mnd being pioneers, but
somewhere in this world soneone's got a equity in a pipeline
that we should learn from"

SENATOR DYSON returned to his earlier question regarding the
| ocation of the pipeline and recalled that [earlier testinony]
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has related that the $11.6 mllion will build a pipeline from
Prudhoe Bay to the Al berta hub rather than to the border.

Nunber 707

SENATOR OGAN posed a situation in which an explorer doesn't have
gas to offer during an open season, and asked if a producer-
owned pipeline could open a season that's advantageous while
ot hers m ght not even have gas to nom nate to the pipeline.

MR. BENHAM noted that such situations are faced in the US.  He
explained that generally a pipeline ower in a situation in
which there may be an opportunity to increase through-put in the
line |ooks favorably on that. If a shipper is a lateconer to
the process, that shipper can gain access by approaching an
existing shipper to determne whether there is any excess
capacity. In fact, he recalled that the FERC and the NEB have
prograns that allow existing shippers the ability to release
capacity to a new shipper. However, M. Benham highlighted that
the FERC doesn't have any inherent authority to require a
pi peline to expand. Hi storically, the economc incentives to
expand have been sufficient to ensure that all shippers who want
and need capacity have it available to them The FERC and the
NEB woul d al ways review whether there is concern with regard to

di scrim nation. Furthernore, there is the Essential Utilities
doctrine that would presumably come into play in such a
si tuation. M. Benham opined that there are various |egal and

comercial avenues that would be present to allow recourse to
t hose markets.

SENATOR OGAN characterized the situation in Alaska as unique
because he believes that the capacity could be filled wth
existing supplies for quite a few years, and therefore
potentially shut out explorers and snaller independents from
exploration in the Foothills and other areas. However, the
state has an interest in those areas being devel oped. He
indicated the need to keep exploring even with the capacity that
al ready exists. Senator Ogan noted that he wasn't conpletely
confortable that FERC will have the sane "alignnents"” the state
woul d and be as concerned.

MR. BENHAM provided the followng analogy with the offshore
pi pel i nes when the sizing occurs to accommpbdate the expected gas

producti on. The sizing typically isn't restricted to the
shi ppers who are ready to produce and ship on the line at the
time the line is to go into service. Wth the offshore
pi pelines, a pipeline ower wll generally review the resource
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capability in the area to be served by that |ine. Oten, the

line will be sized to neet the needs of those ready, wlling
and able to contract at the tine of the initiation of operation
as well as the potential for future throughput. Therefore, he

suggested that a good nodel with regard to how [Alaska's gas
pi peline] m ght evolve would be the pipeline network in the Gulf
of Mexi co.

MR MDOAELL remnded the committees that as part of the $125
mllion joint feasibility study, the large diameter 52 inch line
[wWwith capacity of] 4.5 bcf a day is designed to be expandable up
to 5.5 bcf a day with the addition of conpression. "Certainly
the line we're contenplating would be expandable as well, and it
really is in everybody's interest; nore volunmes nmean |ower unit
costs. For expansions it nakes sense," he said.

Nunmber 790
SENATOR OGAN i nquired as to who pays for expansion.

MR. BENHAM answered that if the expansion is one that's viewed
as beneficial to all the custonmers in the system the FERC, in
the past, has allowed those costs to be rolled into the existing
costs of the system Therefore, the rate increnment for the new
shi pper is actually sonmewhat danpened because of the spreading
of the costs across the existing system The FERC has indicated
that when the increnmental cost of the expansion is less than 5
percent, it's automatically rolled into the existing costs of
the system However, if the increnmental cost of the expansion
is nore than 5 percent, a test review ng whether the expansion

is beneficial to all the customers in the system occurs. |If the
aforenentioned test isn't net, the FERC nmay determ ne that
increnental pricing is appropriate. Under increnental pricing,

the new shippers would be responsible for the increnental costs
of the expansion or addition to the system The FERC s policy
on [expansion] is sonmewhat flexible in that parties are all owed
to show whether increnmental cost [increases] or a rolled in cost

[increase] is better. He explained that under the increnenta
concept, [FERC] doesn't want the existing shippers to bear the
cost of service that benefits only the new shippers. To the

extent that the expansion of the system includes benefits that
go beyond the services provided to the new shippers, there is
the potential for those costs to be rolled into [the existing
char ges] . The inpact on the new shipper will be less than it
woul d be if the new facility was priced on an increnental basis.

Number 835
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TONY PALMER, Vice President, Alaska Business Devel opnent,
TransCanada Corporation, utilized a slide presentation entitled
"Alaska Gas Pipeline Construction Cost Risks" as he paraphrased
from the following witten remarks [original punct uati on
provi ded] :

The Alaska gas pipeline project wll be a huge
undertaking requiring the skills and initiative of two
nations to bring to a successful in-service. The

sheer magnitude of the project and its risks neans
that no single group can assune the entire project

risk. Like all large pipeline projects, the Al aska
project faces a wde variety of developnment and
operating risks, i ncluding natural gas commodity
prices, gas reserves, custonmer <credit and capital
costs. Gven its scale, the Al aska project has the

potential to strain the world supply of steel pipe
other pipeline materials and construction |abour,
particularly if the project is constructed all the way
to Chi cago. So, an assessnent of capital costs risk
is an appropriate subject for review in this
| egi sl ative proceedi ng.

The question posed by the Conmittee's agenda seens to
suggest that capital cost overruns on the Al aska
project are inevitable and that the only way to deal
with those overruns 1is to increase the tariff.
TransCanada does not agree wth these assunptions.
First, despite the magnitude of the Al aska project, it

is not a foregone conclusion that there will be cost
overruns. Second, even if there are cost overruns,
such costs do not necessarily have to increase the
tariff.
BACKGROUND

TransCanada is a |ongstanding devel oper and operator
of large-scale natural gas transm ssion systens. Ve
undertake a systematic process to address major risks
on our pipeline projects. Firstly, in stage 1, we
identify the conponents of each particular risk. In
stage 2, we quantify the risks wusing probability
assessnent. Finally, in stage 3 we attenpt to
mtigate the risks and assign themto the parties npst
capable of managing or bearing that risk. I will

focus ny coments on construction cost risks today.
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In stage 1, although there are a multitude of small
risks that wll always occur on nmajor construction
projects, the principal capital cost risks for the
Alaska gas pipeline are project delay and cost
overruns. Under the <category of project delay,
subconponents include |egislative or regulatory delay,
environnmental delays, conpetition for resources, and

weat her. In the cost overrun category, there are two
broad subconponents, |abour and materials (including
steel, conpressors, valves, etc.). Il will speak to

how TransCanada proposes to address each of these
categories later in my testinony.

In stage 2, TransCanada utilizes its 50 years of
experience and expertise in the high-pressure natural
gas pipeline business to estimate a range of val ues

for each quantifiable variable or capital cost Iline
item Expert opinions from internal and external
sour ces such as st eel conpani es, contractors,
construction conpanies, etc. are solicited and
conpared wth TransCanada's in-house database on

actual results for other major construction projects
in North America and internationally. Qur engineering
teans assess the risk distribution profile for each
vari able and determ ne a probability assessnent of the
out cone. W then use conputer nodel sinulations to
determ ne P(10), P(50) and P(90) and expected val ue of
the quantifiable risks. Then wusing a TransCanada
econom c nodel, we include these multiple uncertain
vari ables, each wth its own range of values and
probability profile, to determ ne stakehol ders' risks
for overall capital costs.

In stage 3, we attenpt to mtigate and /or assign
project risks to the appropriate stakeholders. | wll
spend the majority of the remainder of ny remarks on
this section as it is the nobst conplex and inportant
part of the process. There are a nunber of ways to
mtigate the project delay and capital cost overrun
ri sks and to assign the remaining risks to

st akehol ders. TransCanada believes the Alaska gas
pi peline can proceed now, if project stakeholders are
ready to restructure the project by Ilimting the

project to the frontier pipeline, using existing
facilities and |legislation where available, Dbetter
matching of risks and rewards and engaging credible
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project proponents to construct the pipeline and
manage the risks.

M Tl GATI ON OF PROJECT RI SKS

There are a nunber of factors, applicable to all |arge
scale pipeline projects, that can be used to contro
capi tal cost overruns on the Alaska project.

TransCanada conducts detailed engineering studies
including the wuse of <contingencies in our cost
estimations. TransCanada's normal practice is to seek
firmprice coomtnents frompipe mlls and contractors

after conpl eti ng pr oper pl anni ng and | ogi stic
arrangenents. Pr oj ect | abour agreenents W th
contractors are sought to ensure construction is not
di srupt ed.

The route selection along the Al aska H ghway provides
al | -weat her access to work sites, winter and sumrer,
to facilitate year-around construction, all subject to
envi ronmental  w ndows. The availability of an all-
weat her road will reduce construction tine and assist
in logistics for the project.

In addition to these factors, there are several
specific steps that TransCanada recommends be taken to
mtigate the construction cost risks of the Al aska
proj ect.

Reduci ng the Scal e of the Project

Limting the project to the frontier pipeline would be
a significant step to controlling construction costs
overrun risks by reducing the scale of the project.
Constructing a new pipeline from Prudhoe Bay to
Alberta for approximately US$12-13 billion [2004

dol | ars t hat recogni ze inflation 2001- 2003],
connecting to an extension of the Prebuild and using
spare capacity on existing infrastructure would

diversify pipe and |abour requirenents, allow for a
staged planning process and provide a broader
selection of suppliers to the construction project.
TransCanada would propose to retain the pipeline
economes of scale by constructing a 4.5 bcf/d
pi peline designed for cost effective expansion. W
woul d, of course, be prepared to construct a different
pi pel i ne design should custoner needs change.
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Use of Existing Infrastructure

Once the new pipeline reaches Al berta, it should
connect to exi sting Al berta-to- market pi peline
infrastructure, supplenenting when and if necessary.
The existing Al aska H ghway Prebuild facilities have a
capacity of 3.3 bcf/d to markets east and west of the
Rocki es. The current total export capacity of
pipelines from Al berta is approximately 15 bcf/d.
Significant spare capacity is available today and is
expected to be available at that |evel or higher when

the Al aska project is in-service. Spare capacity on
facilities to renove natural gas |liquids is also
avai lable within Al berta. M nim zing downstream new
construction from Al berta by integrating with existing
infrastructure wll reduce the conpetition for
resources thereby reducing capital cost overrun risk
for the project. In addition, the tariff for Al aska
gas on the existing infrastructure will be |ower than
it would be on a newy constructed pipeline. For

t hese reasons, TransCanada believes that Al askans and
Canadi ans can achieve a win-win solution by utilizing
t hat spare capacity and constructing only the
necessary facilities downstream of Al berta.

Use of Established and Tested Regul atory Franmework
TransCanada also firmy bel i eves t hat wth a

construction project of this scale and risk level, it
is inportant to act consistently wth existing
| egislation and treaties. The wuse of existing
| egislation provides a significant tinme advantage and
assurance of approval s ver sus new cont est ed
pr oceedi ngs. TransCanada's proposed in-service date

of 2012, if a comercial deal is struck by 2005, is
evi dence  of the efficiency of using existing
| egi sl ation and certificates.

Canada and the United States signed a Treaty sone 25
years ago setting out the principles for the
transportation of Al askan gas from Prudhoe Bay through
Canada to the Lower 48. This agreenment established
the rights and benefits for each nation from this
proj ect. The Treaty is a fundanental foundation for
the project. Subsequent to the signing of this
agreenent, the United States and Canada each passed
|l egislation to expedite the project, and create a
single wi ndow regulatory structure on both sides of
the border. They also granted certain corporations
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the right to construct the pipeline in Canada and the
u. S. The Canadian legislation is the Northern
Pi peline Act (NPA) which granted Foothills Pipe Lines
Ltd., a TransCanada subsidiary, the right to construct
the Canadian section of the pipeline. Those
certificates are valid and are in full effect today.
Foothills utilized these certificates to construct the
Prebuild sections of the Al askan project in 1981/82
and has relied upon the NPA to expand the Prebuild
five tinmes to transport western Canadian gas in
anticipation of the Al askan project.

The United States Governnent passed the Al aska Natural
Gas Transportation Act (ANGIA) to facilitate the
construction of the Al aska H ghway Pipeline in the

United States. TransCanada and its subsidiaries hold
the ANGIA certificates to construct the Al askan
section of the pipeline. In recent years, the ANS

Producers have sought enabling legislation in the U S
Congress as an alternative to the wuse of ANGTA
TransCanada believes that if enabling legislation is
passed in the United States, then either ANGIA or
enabling legislation can be utilized for the Al askan
section of the project.

It wll also be inportant to |everage the use of
existing rights of way to expedite the project and
avoid cost overruns and project delay. Tr ansCanada

and its subsidiaries were granted the U S. Federal
right of way in Al aska many years ago and these remain
valid today. On June 1, we reactivated our pending
application for a right of way on State |lands w thin
Al aska. The State has commenced re-processing of our
right of way application and we wll continue to
diligently pursue this right of way to create another
val uable asset to advance an Al aska gas pipeline.
TransCanada has indicated that it is prepared to
convey the State right of way to another party subject
to that party successfully comrercializing the Al askan
section of the project and that party interconnecting
with Foothills at the Al aska/ Yukon border. Foothills
has held a valid right of way through the Yukon for 20
years. Seeking new rights of way in the U S. and
Canada can be a tinme-consumng and costly process and
can increase the risk of capital cost overruns.
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TransCanada has had a longstanding relationship wth
the First Nations in Canada along the project right of
way. The regulatory proceedings that led to Foothills
being granted its certificates from the CGovernnent of
Canada commtted Foothills to provide training,
enpl oynent and  busi ness opportunities to First
Nat i ons. W have communicated the |ong-term project
benefits to communities along the pipeline and we w ||
continue to conduct conmunity consultations. W have
comenced signing protocols wth First Nat i ons,
including negotiations on participation agreenents
with the Kaska, one of the First Nations in the Yukon
and north B.C. TransCanada will negotiate with other
First Nations when they are ready to proceed.

Use of Advanced Technol ogy

For the Alaska gas pipeline project, TransCanada has
selected a pipe platform of 48" and 2500 psig to
transport an initial volume of 4.5 bcf/d with an
I nexpensive expansion up to approximately 6 bcf/d.
This pipe platform is optimal for these volunes and
uses a pipe size that TransCanada has years of
experience with and pipe strength of X80. TransCanada
first installed X80 pipe on its systemin 1994 and has
since installed several hundred mles of |arge-
dianeter X80 pipe from nultiple steel suppliers.
TransCanada is the only pipeline conpany in North
Anerica that uses X80 for | arge natural gas
transm ssi on projects.

We have recently installed the world's first X100 line
pi pe (next generation of high-strength steel) in 2002

with a second installation in 2004. 1In early 2004, we
also installed a section of X120 pipe in coll aboration
w th ExxonMobil. TransCanada has |ed the devel opnent
and installation of hi gh-strength steel and is

optimstic that X100 pipe may be wutilized for the
Alaska gas pipeline in order to Ilower steel and
construction costs.

TransCanada has also l|led the advancenent of |arge
conpressor installations. W have installed a 33 MV
conpressor in 2003 on our system in Alberta to test
the size conpressors needed for the Al aska H ghway gas
pipeline. This size conpressor will |ower the overall
cost of the project and reduce the nunber of
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conpr essor stations, t her eby reduci ng t he
envi ronnment al inpact of the project.

TransCanada firmy believes in testing all the major
conponents to be installed on a project of this scale
bef ore commencing construction. W are a world | eader
in both pipe strength and conpressor technol ogy

construction and operation. W also have nade
significant strides wth partners in advanci ng wel di ng
and trenching technology as well as testing pipe

strength, fracture arrest, etc.

Rel i ance on an Experienced and Credi bl e Devel oper

To construct a project of this conplexity and scale,
it is inportant that credible project proponents |ead
the construction and operation of the pipeline.
TransCanada believes it has an unparalleled record in
constructing and operating hi gh—pr essur e, | ar ge
di aneter natural gas pipelines in cold clinmates.

TransCanada 1is a successful devel oper  of nmega-
projects, world class in both scale and experience.
This is well-illustrated by our massi ve system
expansion projects of the 1990s. Qur project teans
directly managed | ar ge- scal e Canadi an facility
expansion prograns with costs totaling approximtely
C$14 billion. These capital progranms included nearly
11,000 km (7,000 mles) of l|large-dianeter pipe (30" to
48"), 2,361 negawatts of conpression, and 376 custody

transfer meter stations. The work stretched across
the continent. The largest single project was the
C$1.8 billion Ilroquois project, carried out in the
early 1990s. It included 1,200 km of pipeline |oop

and 17 MW of conpression power.

W have designed, constructed and operated pipelines
in virtually every type of topography of the world

Through alnost 50 years of donestic experience and
approximately 20 years of international experience, we
have succeeded in the discontinuous permafrost of
northern Al berta, the jungles of Mal aysi a, t he
prairies of southern Saskatchewan, the nountains of
Chile, and the nmuskeg and bedrock of northern Ontario.

W operate one of the world' s largest fleets of gas

t ur bi ne- powered natural gas conpressors. Over 90% of
the total conpression power on TransCanada's systemis
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produced from 222 gas turbine drivers, ranging in
power up to 32 MW wth fuel efficiencies up to 40%
In addition, at certain sites, we operate a nunber of
el ectric and reciprocating conpressor drivers.

Aero derivative and light-industrial-type gas turbine
units are the current turbo-conpressor standard at
Tr ansCanada. This type of wunit allows for mninal
outages for heavy nmintenance or unschedul ed repairs,
due to their nodular design and the resultant ability
to change out defective nodules at site. Availability
rates of over 96% are typically achieved on the
TransCanada fl eet.

The results from a 2001 benchmark study confirm that
TransCanada has been, and continues to be, the |owest
cost provider of safe and reliable natural gas
transm ssion facilities. Qut of nore than 1,000 of
the top quartile (lowest cost) projects in NEB and
FERC dat abases, TransCanada's total installed capital
costs were | ower than those of any of the conpetitors.

In addition to installing these facilities at the
absolute |lowest cost, TransCanada's overall project
devel opnment efforts have been consistently on budget
and on schedul e. During the 1990s, our C3$14 billion
capital program was delivered within 0.6 per cent of
the budgeted anount. Qur projects were ready for
service generally on or before originally schedul ed
dates and in no case did we experience substanti al
schedul e set backs. In a world where major project
overruns are not uncomon, we are proud of our track
record of tightly controlling schedule, budget and
risk on all of our nmajor projects. Qur success can be
attributed to our extensive project managenent
experi ence, our ability to devel op effective
rel ati onshi ps W th key st akehol ders and our
i npl enentation of |eading-edge pipeline technol ogies
such as high-strength steels and nmechani zed wel di ng.

ASSI GNMENT COF CAPI TAL RI SKS

Once the mtigation initiatives are inplenented, there

will remain residual capital cost overrun risks
despite the best efforts of experienced pipeline
conpani es, construction conpani es, regul at ors,

shi ppers and governnents. However, these risks do not
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necessarily result in higher tariffs and |ower
net backs to the shippers or gas or royalty owners.
The original Al aska H ghway gas pipeline contenplated
capital cost risk sharing by the pipeline owners.
TransCanada is prepared to share that risk with other
proj ect stakeholders. W believe it is inportant that
ot her project stakehol ders and beneficiaries including
governnments share in capital cost and overrun risks to
ensure an alignment of interests and to mnimze the
ri sks of project del ay.

Nunber 224

SENATOR DYSON, referring to the chart on page 4 of the
presentation, asked if the new pipe would have to go all the way
to Caroline.

MR. PALMER clarified that TransCanada suggests constructing a
new pi peline to Boundary Lake, which is on the border of Alberta
and Saskat chewan, and extending the existing prebuild north from
Caroline, as necessary, because there is spare capacity on the
Al berta system

SENATOR DYSON surm sed then that the green lines on the chart on
page 4 represent what nust ultinately be expanded. Ther ef or e,
he further surm sed that the Pacific gas transm ssion |ine would
have to be expanded in capacity.

MR. PALMER confirnmed that if gas is to go to California, it may
need expansion. However, at this point it's difficult to
determ ne whether there will be sufficient spare capacity to the
mar ket or markets that Al askan gas w |l seek.

SENATOR DYSON asked if the sane would be true from the portion
from Monchy to Chicago. "That's a alternative that nmay or may
not need to be built depending on the varieties of the market,"
he surm sed.

MR. PALMER replied yes, adding that [in Monchy] the Northern
Border pipeline was built as part of the prebuild, which has

capacity of nore than 2 bcf a day. There may or nmay not be
spare capacity at the time Al askan gas comes to narket, and
therefore it may need to be expanded. In further response to
Senat or Dyson, M. Palmer clarified that the Foothills

agreenents go to the border of the Lower 48, which is Mnchy and
Ki ngsgat e. He specified that [the Northern Border pipeline]
runs from Beaver Creek to Monchy, and Kingsgate.
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TAPE 04-8, SIDE A

MR. PALMER, in continued response to Senator Dyson, related that

the forecast is that there wll be significant increases in
demand for natural gas in western Canada, particularly in the
areas of oil sands, heavy oil, and electric generation. M.

Pal mer infornmed the conmttees that a couple of years ago there
was projected growh in oil sands gas demand to [nore than] 2
bcf a day. As a result of inproving technology and high gas
process, the aforenentioned has been reduced to 1.5 bcf a day.

TransCanada believes that the MKenzie Valley gas will be used
within Alberta, the market from which it wll be distributed.
However, he noted that it wll increase the pool of gas in
Al bert a.

SENATOR DYSON recalled that Premier Cine wanted to ensure that
any northern gas was available for Alberta' s value-added
processing. Therefore, he asked if M. Palner anticipated that
Canadi an gas wll neet Alberta's need for gas as a feedstock for
its petrochem cal industry.

MR. PALMER said that today there is a lower quality |iquids
stream of gas than there was five years ago, which is the nature
of additional pipelines being built out of the basin to narket.
Furthernore, the liquids content in Alberta gas is declining.
Therefore, there is spare capacity at those large plants
identified on page 4 of the presentation. M. Pal ner opined
that he expected the owner's of those facilities to conpete very
vigorously for the renoval of Alaskan |liquids as the gas passes.

Nunber 022

SENATOR OGAN rel ated that he has heard from various sources that
[ TransCanada's] tariffs are a bit on the high side. Ther ef or e,
he questi oned whether TransCanada could be conpetitive, tariff-
W se, with the proposed bullet line or the other applicants.

MR. PALMER said that he wasn't present today to identify the
tolls that have been discussed with potential custoners, as

those are private at the nonent. As the devel opnent process
proceeds he said he wwuld be pleased to discuss that.
"Fundanentally, we ... believe that we wll build the npst
conpetitive, cost conpetitive, and toll conpetitive project from
Prudhoe Bay to Alberta.... And we're prepared to do that under
different tariff nethodologies that will suit the custonmer and
the pipeline conpany.” Wth regard to the tariffs from Al berta
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to market, if spare capacity is available it wll be the | owest
cost alternative and wll give Alaskan gas the nobst nmarket
diversity, the highest netback. M. Palmer pointed out that
from TransCanada's system the gas can either be sold wthin
Al berta or markets from San Francisco to New York could be
sought . If additional pipes are built from Al berta to market,
those mght result in a new single line to a particular market
or they may be expansions of individual pipes. Therefore, it's
difficult to predict the tolls w thout knowi ng where Al askan gas
wll go. He noted that after conparing the costs of integration
with existing systens versus a new line, TransCanada believes
integration is a much lower cost alternative as well as a higher
net back alternative for Al askan gas.

Nunmber 052

SENATOR OGAN conmented that it wuld make sonme sense that
plugging into an existing infrastructure would result in sone
cost savi ngs. He recalled briefings from the Energy Council
during which there has been speculation that Al berta wll
possi bly export less gas to the Lower 48 because it wll require
nost of the gas it produces for donestic use. Furt hernore, he
recalled reading sonewhere that coal bed nethane may be 20
percent of the gas that's exported in the near future.
Therefore, he inquired as to the anpunt of gas that TransCanada
woul d have to export.

MR. PALMER agreed that Alberta will consune nore gas than it

does today. In the [comng] 8-10 year tinefrane, he predicted
that Al berta gas will peak and then start to decline, in terns
of  supply. The aforenentioned is wth conventional and
unconventional reserves being produced. He indicated that there
[will be] a very significant demand growth in western Canada for
natural gas. Wth increasing demand and flat to declining

supply there is less gas to nove through the existing pipes.
However, he expected the MKenzie Valley pipeline to be in

service by the end of this decade, which wll [increase the
suppl y] . That gas wll be placed in the Al berta pool. M.
Pal mer opined that Canadian gas will decline significantly, in

terms of supply, over the course of the next decade. Al t hough
the forecast is for unconventional supply to increase, it won't
i ncrease enough to offset declines in conventional production.
M. Palnmer enphasized that the aforenentioned are forecasts,
whi ch can change. Part of the value of integrating into the
existing system is that the decision regarding what pipes to
build away from Al berta can be deferred by a couple of years.
In further response to Senator QOgan, M. Palnmer said that he
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wasn't qualified to answer how nuch of the Iliquids can be
renoved in Al berta.

The committee recessed until 1:33 p.m at which tinme Senator
Qgan reconvened the joint neeting. From this point, Senator
Qgan chaired the neeting.

Bl LL WALKER, General Counsel, Alaska Gasline Port Authority
(AGPA); Attorney at Law, Walker & Levesque, LLC, infornmed the
commttees that the AGPA was forned in 1999 by the North Sl ope
Borough, the Fairbanks North Star Borough, and the City of

Val dez. The purpose of AGPA was to cause a gas line to be
built. After formation of AGPA, it applied for and received an
IRS ruling stating that only the income to AGPA would be tax
exenpt . Wiile the application process was occurring, AGPA put
together a teamto determne the viability of the project. M.
Wal ker showed a slide that illustrated that the AGPA project
consists of one line and two trunk I|ines. The main line is a
LNG (liquefied natural gas) line to Valdez with a |ine through

Canada on the Canadian Hi ghway route and a line from d ennallen
to Palnmer to tie into the Southcentral gas grid. The goal is to
obtain the maxi mum di stribution of gas throughout Al aska.

MR. WALKER said that AGPA has nmaintained the premse that a
wor | d-cl ass team nust be assenbled, and therefore AGPA net with
the board of directors of Bechtel Corporation in Cctober 1999 to
present the concept of AGPA and explained that a cost estinmate
for the project was necessary. Bechtel Corporation put together
a very detailed cost estimte for the project. He noted that
Bechtel Corporation was told that wth this project, cost
overruns couldn't occur. Therefore, Bechtel Corporation built
in cost overruns of $1.8 billion and owner contingencies of $900
mllion. Additionally, the corporation was instructed not to
assume any infrastructure Dbenefits on the North Slope.
Furthernore, 8-10 percent inflation was included as were all the
soft costs, such as interest during construction, |ine pack,
i nsurance, et cetera. The aforenentioned has resulted in very
conpl ete nunbers. M. Wl ker noted that another nenber of the
team is Tayl or-DeJdongh, Inc., which, for the third year in a
row, was voted the nunber one investnent banking oil and gas
firmin the world. The information from Tayl or-Dedongh, Inc. is
constantly updated to provide the best available information.
The ot her nenber of the teamis O Melveny & Myers LLP.

MR WALKER inforned the conmmttees that the Al aska Gasline Port

Authority filed a stranded gas application. However, subsequent
neetings with the state indicated that a protocol agreenent
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would be nore appropriate, which lead to entering into a
pr ot ocol agr eenent and wi t hdrawal of the stranded gas
application. Initially, AGPA |ooked at only an LNG project. He
explained that the concept is project finance, which is 100
percent financed with a high debt service coverage ratio.
Initially [in 2000], AGPA was advised that the project would
require 1.7 and the first run on the LNG went over that. Si nce
that tinme the "Y' line concept has been added in order to share
the costs of the gas conditioning plant on the North Sl ope and
550 mles of pipe from Prudhoe Bay to Delta, where the "Y' would
take place with roughly three lines to Canada and three I|ines
down to Valdez and also the leg over to Cook Inlet. M. Walker
noted that AGPA has net with Agrium representatives in order to
di scuss ways in which Agrium could have access to the gas under
AGPA' s concept. He said that there are approximtely four
benefits to AGPA's structure, each of which wll inpact the
tariff. M. Wal ker opined that AGPA's structure wll provide
the lowest tariff with the maxinmum return to Al askans. I n
closing, M. Wilker highlighted that AGPA has worked with all
parties. He nentioned that the benefit of the IRS ruling of the
tax exenption is huge because it places what would normally be
paid in federal taxes back into the project. Therefore, AGPA s
debt service ratios are phenonenal, as illustrated on page 25 of
t he booklet he provided. M. Wil ker specified that the base
case assunes a $3.75 price in Chicago, a $2.75 price with the
LNG in Val dez. Such a base case would return a well head price
of $1.48, which he believes to be fairly significant.

Number 236

RI GDON BOYKI N, Special Counsel, Al aska Gasline Port Authority;
Attorney at Law, O Melveny & Myers LLP, began by informng the
commttees that AGPA is not prepared to provide the conmttee
with a tariff today. However, AGPA can informthe commttees of
the inplicit tariff within AGPA's structure. He expl ained that
the assunption is that AGPA would purchase the gas at the

wel | head and sell it to the wultimate consuner. The
af orenentioned was in response to being told that the project
cost too much and that there was no narket. The only way to
prove whether there is a market is to find a buyer for the gas
and determne what that buyer is willing to pay for the gas.
From a tax perspective, the assunption provides the nmaxi mum bang
for the buck. | f AGPA owns everything down to the conditioning

plant, nore is saved for the ultimte consumer and nore is
produced for the producers in terns of netback. Therefore, the
focus is on the netback for the producers at various cost
| evel s.
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MR. BOYKIN turned to the benefits of AGPA. First, there is the
"Y' line, which saves $6 billion in AGPA's particular cost
nodel . The aforenentioned produces significant cost advantages.
Second, AGPA can sell a percentage of the debt on a tax-exenpt
basi s. He acknow edged that the Alaska Railroad Corporation
(ARRC) bonds nmay be used on a tax-exenpt basis, although it

would require a difficult IRS ruling. Therefore, it was not
assuned that the ARRC bonds could be used. However, as a
muni ci pal organi zati on, AGPA can use tax-exenpt debt as |ong as
the IRS rules on private use are satisfied. Basically, AGPA
believes it could obtain tax-exenpt debt for about 30 percent of
the debt that would be used on this project. More than that
can't be used because nost of the gas is being used by private
entities rather than nunicipal uses. The tax-exenpt debt is
worth between $200-$400 nmillion a year depending upon how nuch
is actually used. He also noted that AGPA's inconme is tax
exenpt . Therefore, the msmatch between depreciation, interest
rates, and taxes is elimnated. M. Boykin said that nost

inmportant is that AGPA is charging economc rent of $370 million
for the use of this structure. He explained that 60 percent of
the $370 nmillion goes to the state, 30 percent to all the
muni cipalities on a per capita basis, and 10 percent to equalize
energy prices for communities that couldn't take advantage of

the pipeline corridor or other pipeline benefits. "The net - net
of this is unless our project ends up having a huge cost ... it
has to be automatically the |owest cost, inplicit tariff because

of these advantages,"” he renarked.

MR. BOYKIN acknow edged that there are issues that need to be
addressed; such as how should gas from a pipeline such as this
be priced in state. He said there are alternatives on that.
For exanple, the nbost nornmal way to price gas for in-state usage
is to price at the cost or just under the cost of alternative
fuels. Another way, albeit nore controversial, would be to take
Chi cago prices and subtract the transportation costs to Chicago
and utilize that as the in-state price. He opined that one of
the | argest potential benefits is if one can determne a way in
which to have relative cost advantage on gas versus the Lower
48, and this is a potential opportunity for that.

MR. BOYKIN turned to the issue of cost overruns. The sinple
answer that nost want is that the state or the producers should
handl e the cost overruns. However, he didn't believe that to be
vi abl e. Indirectly, cost overruns inpact the producers nuch
nore than the state. M. Boykin said he didn't believe it would
be typical for the state to undertake backstopping the cost
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overrun unless the cost overrun was caused by sonme action at the
state |evel. If the construction is parsed into pieces, the
cost of many of the pieces is certain. However, there will be
sone pieces for which the cost isn't known as well as the
weat her. M. Boykin inforned the comittees that he has
performed sone sensitivity studies with regard to what happens
W th overruns. On port authority's base case of $1.58 netback
to the producers, a $4 billion overrun reduces the netback to
$1. 34. Therefore, he suggested that there's enough in the
net back pricing to allow absorption of sone very |arge overruns.
The $4 billion overrun was on top of $2.7 [billion] of
conti ngency. M. Boyki n enphasi zed, "l think that the
contingencies that you have in these things are very significant
and we all ought to work our tails off to try and mtigate them
If they do materialize, though, it's not necessarily a project
killer." M. Boykin concluded by offering to provide the
commttee with the results of different types of inputs that he
has acquired from Tayl or-DeJongh, Inc.

MR. WALKER commented that for the first tinme, Al aska has a
distinct advantage from the market side. The stability of
supply is becom ng nore inportant than it was four to five years
ago. A nunber of conpanies have suggested that there should be
a premum attached to the LNG from Al aska. He noted that in
nost joint ventures the governnment owns 70 percent and the
private sector owns 30 percent. Therefore, the criticismthat a
guasi governnmental industry shouldn't be involved in this project
because that's the typical way it's done. [ The tax exenpt
status] available from the federal governnment nakes this an
extrenely profitable project to all of Al aska. As page 25 of
the "Alaska Gasline Port Authority February 2004" illustrates,
the annual return to the state is $1-%$2 billion in revenue.

MR. WALKER nentioned that AGPA participated in a round table
di scussion wth US Secretary of Energy Spencer Abraham in Los
Angel es. He informed the commttees that California consunes
8.5 bcf a day of gas and Al aska reinjects about 6.5 bcf a day of
gas. Secretary Abraham said there has to be a way that this
need and market opportunity can be filled from Al aska. M.
Wal ker acknow edged that although there are issues that have to
be resolved, for once Alaska's proximty and tenperature 1is
advant ageous. In fact, the last 90-120 days have been extrenely
active and encouraging. He noted that AGPA has entered into one
menor andum of understanding (MOU) on a gas receiving facility in
California. Furthernore, AGPA has net with a nunber of the
Governor of California' s advisors on a nunber of occasions and
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have been advised that the offshore [facilities] "have a |eg up”
with regard to the permtting process.

MR.  BOYKIN explained that although AGPA is a governnental

entity, it isn't planning on building an infrastructure to
manage construction or operate the facility. The aforenentioned
woul d be contracted out to other parties. If [the structure

proposed by AGPA] were used, the pipeline construction and
operation could be nmnaged by an entity such as Enbridge,
TransCanada, or M dAnerica. M. Boykin clarified that AGPA is
trying to create a structure and a situation that produces
significant benefits that can be shared between the producers

and the ultimte consumer. M. Boykin then enphasized the need
to take into consideration the value of the liquids that would
be taken down the gas |ine. In AGPA's nodel, the liquids are
worth $1.75 billion per year. Furthernore, this pipeline has

recently been nade nore viable because on the Lower 48 leg it's
now possible to get some contracts on a long-term basis in
Chi cago, which wasn't possible as recent as a year ago. He
noted that public service comm ssions are now pushing utilities
to fix gas prices on a long-term basis and ensure access to gas
on a | onger-term basis.

Number 565

SENATOR DYSON related that he is quite inpressed by the
evolution of the process. He opined that a hub or manifold
somewhere in the Interior that allows the distribution of gas to
wherever the market dictates is w se. Senat or Dyson noted that
he was also inpressed by AGPA seeing the need to bring gas to
Sout hcentral Al aska. However, he expressed surprise that the
maj or portion of AGPA's plan is the sale of LNG on the Pacific
Rim [which flies] in the face of other experts saying that LNG
receiving facilities on the West Coast are slimto none and that
the chance to conpete against the very low cost LNG will nmake
Al aska's LNG nonconpetitive.

MR. BOYKI N expl ai ned that the revenue split between the two | egs
of the project is probably 60:40. As for the market, AGPA is

pricing it at $2.75 at Valdez as the base case. The
aforementioned has created a lot of interest around the world.
He related his belief that there will be two to three facilities
on the Wst Coast, regardless of what others are saying. The

[O Melveny & MWers] firm is working on three of them and the
clients are spending tens of mllions on the permtting process.
However, he opined that those facilities in California will be
of f shore. For exanple, OCrystal Energy would use an old
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abandoned oil platform brace, he predicted. Many of the
objections about LNG would be satisfied by putting those
facilities off-shore, although he acknow edged that not al

[ obj ections] would be net.

TAPE 04-8, SIDE B

MR. BOYKIN related that those heavily dependent on LNG are
i ncreasingly becom ng concerned with regard to the stability of
LNG from sonme of the countries with nuch unrest. Also Al aska's
proximty [is advantageous] and could result in LNG swaps. In
response to concerns regarding the Jones Act, M. Boykin
enphasi zed that the ships cannot be produced in the tine
requi red under the Jones Act. Therefore, it is believed that a
nunber of the provisions of the Jones Act would be waived. He
noted that there has been nuch support on this fromthe maritine
unions in Al aska, who have said they would work on this to avoid
the Jones Act becomng an inpedinent to the devel opnment of LNG
and the West Coast.

Number 670

CHAIR OGAN inquired as to how one gets past the [reality] that
the guys with the gas nmake the rule.

MR. WALKER expl ained that the first few years of the AGPA was to
acquire a relationship and gas from the producers. The focus
has been to sell the gas to the market so that the price is
known and work all the pieces up to the wellhead, and then nake
a presentation to the producers. The goal would be to make an
offer to the producers that they can't refuse because the
econom cs would be so strong. M. Wal ker opined that with the
structure AGPA has, it wll return a higher wellhead than the
producers could achieve on their own and it elimnates as nuch
risk to the producers as possible. Therefore, "it's basically
to present on a conmercial basis, an offer to purchase.” The
af orenenti oned has been done in the past wth one producer,
al though it was probably premature because AGPA didn't have al

t he pi eces together.

MR. BOYKIN interjected that as far as he knew no one has nade a
bona fide offer to the producers. Until that occurs, the
response [is unknown].

Nunmber 698
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DANI EL I VES, Vice President and Principal, Lukens Energy G oup,
Inc., informed the commttees that he is representing the Al aska
Department of Law. He said he would address the specific
question regarding the agreenents that nust be reached before
FERC weighs in on tariff issues. To answer that question, he
provided a brief evolution of the natural gas transportation
mar ket and new pipeline capacity planning, specifically focusing

on the open season process. [ Throughout his presentation he
referred to a packet of information from the Lukens Energy
G oup, which is contained in the conmttee packet.] He

explained that in the md 1980s FERC issued Order 436, which
[required] open-access non-discrimnatory transportation for
those parties that sought to provide transportation. As M.
Pal mer mentioned earlier, quite a nunber of narket centers have
been devel oped in Al berta. The Al askan gas woul d cone through
the aforenentioned area and flow down to Chicago through the
Northern Border Pipeline, the Alliance pipeline, and the G eat
Lakes Gas Transmi ssion pipeline. On the Wst Coast there is the
PGT pipeline, which brings the volunes down to Los Angeles and
San Di ego. M. Ilves highlighted that the opening up of the
pi peline markets has begun to create vibrant market centers.
Mar ket centers typically have interconnections of nultiple pipes
and there may also be processing plants and access to gas
storage facilities. Al of this is the result of the unbundling
of the sales and transportation of natural gas. Therefore, the
mar ket becanme very robust as market centers were created around
the country. He mentioned the Henry Hub, which he referred to
as ground zero for natural gas pricing in the Lower 48.

MR. | VES explained that with the issuance of Order 636 the open
access order was taken one step further by requiring nmandatory
unbundling of the sales and transportation of natural gas and
rel ated services, such as storage, peaking service, gathering,
and processing. As the market centers evolved, nuch activity
has occurred wth price risk managenent. M. 1lves highlighted
that with the inplenentation of Order 636, all of the pipelines
in the country were required to conpletely redo their tariffs

and inplenent the open-access service. The aforenentioned
process was nmanaged on a settlement process basis, in which FERC
was very active. He said that FERC has been very active in
regul ating the natural gas markets and helping to facilitate the
i npl enentation of its policies. Order 636, he noted, also
provided for a capacity release program in which shippers could
rel ease their capacity. Therefore, the parties, on an open

access fully disclosed basis, could offer up capacity for the
hi ghest bi dder.
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MR IVES turned to FERC s Order 637 in 2000. Order 637 sinply
provi ded a nunber of enhancenments to Order 636. For instance,
t he scheduling provisions for natural gas were enhanced and thus
provi ded shippers the ability to fine-tune daily nom nations.
Moreover, the order provided enhanced capacity segnmentation
rights such that custoners could take the contract path fromthe
wel | head to the burner tip, section it off, and release the
capacity to those wanting to pay for it. Furthernore, there was
increased informational reporting requirements for interstate
pi pelines, which resulted in enhanced information for firm
interruptible, storage, and capacity release transactions and
for the Index of Custoners. Therefore, Oder 637 provided
enhanced transparency to the contracting process.

MR IVES recalled the Natural Gas Act of 1938 (NGA), which
provided for the regulation of natural gas conpanies. One of
the provisions of NGA requires conpanies to obtain a certificate
of public convenience and necessity (CPCN) from FERC prior to
the construction, extension, or acquisition and operation of
pipeline facilities. Part of the process requires the applicant
to denonstrate the need for the new capacity, which is typically
denonstrated by the evidence of contracts, market studies, and
reserve studies. He noted that the exact process with regard to
determining the need isn't mandated by FERC Therefore, it's
i ncunbent upon the pipeline operator or project sponsor to put
together a market study to denonstrate the need for the project
and that it's been offered on a nondiscrimnatory basis to all.

MR. | VES proceeded to provide a quick overview of the typical
FERC application process. Typically, the pipeline would hold an
open season to determne a market need, then select a pipeline
route and perhaps sone alternative routes. The pipeline would
identify |andowners, start easenent negotiations, and hold
public neetings wth the public and the various agencies
i nvol ved. The environnental surveys would begin and ultimately
file an application with FERC However, FERC has nodified the
process such that it has inplenmented a process to speed up the
certification process by FERC being involved earlier in the
process and working with the conpanies on a prefiling basis.
The aforenentioned, he opined, would be particularly inportant
in the Alaskan project considering the nagnitude, the nunber of
agencies involved, and the countries involved. The process is
fairly conplex, and therefore any help in conpressing the
timeline will be inval uable.

MR. | VES noved on to the open season process, which is discussed
on page 8 of the booklet he provided to the commttees. He
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explained that the open season process provides shippers the
opportunity to express their interest in transportation capacity
on a pipeline. The process is open to all shippers who want to
provide natural gas supplies or take gas deliveries on the

pi pel i ne. He noted that many producers hold firm capacity on
interstate pipelines in order to nove the gas from the
production area to the market centers. A nunber of the "LDC

type custoners purchase gas at market centers rather than at the
production area. He highlighted that the open season process is
held at the discretion of the pipeline. At least one of the
agreenents filed wunder the Stranded Gas Pipeline Act has
mandated an open season process for its application. He
explained that typically the open season projects are posted on
the Internet web sites of the pipeline sponsors. He recalled
one of the Stranded Gas applications that he reviewed, which
required that six nmonths prior to an open season there would be
notice such that the entire world would know about an upcom ng
open season. The aforenentioned is encouraging. Pages 10-12 of
the Lukens Energy G oup booklet specifies what may be contained
in an open season announcenent, which may include descriptions
of alternative projects.

MR. IVES pointed out that an alternative in the open season

process would be a nonbinding letter of interest. A pipeline
would "pre-float” the open season process and letters of
interest are sent out for response. After that process, the
full open season process would occur. He noted that new

projects are typically conditioned on the pipeline's ability to
tinmely obtain FERC certification without material nodifications
to the project and upon conpletion of the construction. The
aforenentioned indicates the need to have the regulators
involved at all levels and very early in the process. He turned
attention to page 15, which has an exanple of rates from an open
season docunment for Kinder Mdrgan. The exanple illustrates that
the open season was shopped wth various alternatives for
various levels of interest. He noted that econom es of scale
could be seen in the chart. He also noted that FL&U rates, the
fuel use and unaccounted for gas, can be a significant factor in
the era of $6 gas. The aforenentioned plays into the
construction of the pipe and whether one would put in nore pipe
or nore conpression.

MR. I VES noved on to precedent agreenents, which is an interim
contract that is a legally binding contract wth terns,
conditions, penalties for nonperformance, and nmandates for
per f or mance. The ultimate nmandate is that when FERC issues the
certificate on ternms that are generally consistent with the open
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season, the shipper will ultimately sign a service agreenent at
the various rates and quantities for the various receipt and
delivery points. Typically, the precedent agreenent outlines
what the shipper wants, the path, the quantities, the agreenent
to enter into a service agreenent, and the pipeline s agreenent.
M. lves pointed out that there are "conditions precedent” that
nmust be done. The pipeline nust obtain rights-of-way for the
route on acceptable terns and conditions, FERC s approval wth
the issuance of a certificate by a date certain upon terns and
condi tions consi st ent W th t he pr ecedent agreenment .
Furthernore, the pipeline's board of director and the shipper's
board of director nust approve entering into the project and the
service agreenent, respectively. The shipper nmust also satisfy
credit requirenents, the standards for which have tightened
significantly. Moreover, the project must remain economcally
vi abl e. Precedent agreenents also include efforts and timng

termnation rights for the shipper and the pipeline, a
termnation fee, and other provisions. The ultimte goal is to
have a project that's approved with the shipper wunder the
service agreenent wunder the pipeline's tariff. He nentioned
that a precedent agreenent would typically include force
maj eure, assignnent, a nost favored nations clause, governing
| aw, and noti ces.

MR. |IVES highlighted that the precedent agreenents typically
mrror the pipeline service agreenent. In review ng the project
and whether to authorize it, FERC reviews the firm comm tnents
by the shippers pre-construction and pre-certification in order
to determne the market interest in the project. Fur t her nor e,
FERC nay also have narket studies done in order to review the
gl obal market versus what specific shippers are wlling to
purchase. The FERC may al so review the supply end of the market
as well in order to determne whether the project is well
supported in that area. One of FERC s conditions in the filing
process is that the pipeline or sponsor nust file the agreenents
in support of the project as one of its exhibits.

MR |IVES turned to FERC s policy statenent. The FERC did have a

presunption for the roll-in pricing of expansions of pipelines,
assunmng they didn't go above a 5 percent limt. In 1999, FERC
changed its presunption from roll-in pricing to increnental

pricing, which essentially left the pipeline responsible for the
cost of new capacity if it weren't fully utilized. Wth respect

to project enhancenents, if the increnmental rate exceeds the
recourse rate, then the increnental rate is charged. However

if the increnental rate is less than the recourse rate, the
recourse rate is charged and the project is rolled in. | f
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nothing bars the aforenentioned, he expected that policy to be
applied to the Al askan project as well. M. Ilves pointed out
the board's goals and objectives for certificate policy, which
are listed on page 23 of the Lukens Energy G oup bookl et.

MR. I VES noved on to page 25 of the Lukens Energy G oup bookl et,
whi ch discusses the certification process. He infornmed the
commttees that 18 CFR [Code of Federal Regulations] provides
the basic regulations for FERC and Part 157.6 describes the

general content of applications for each project. He expl ai ned
that essentially one would file a mni rate case. Utimately
one would show who would pay and under what rate schedul es, and
the contracts that support this. Certain information regarding
the applicant and | andowners. M. lves related a story that
illustrated that FERC is very interested in what [the average
citizen] thinks about running pipes. He pointed out that page
27 specifies the exhibits are required to be filed with each
application. Exhibit I, mar ket data, would contain the

requi renent for the contracts and the market studies to be filed
as evidence that the project is bona fide. Exhibit P contains
the tariff and all the effective rate schedules. Exhibit P wll
al so provide information relating whether the proposal of a new
rate is the result of negotiation, a cost-of-service rate, or

the involvenent of discounting. One nust also consider the
conpetitive factors and was the rate nmde available to all
simlarly situated custoners. Therefore, Exhibit P is fairly
conpr ehensi ve. In addition to FERC s traditional filing

process, FERC has recently adopted the National Environnental
Policy Act (NEPA) prefiling process in which FERC and the

rel ated agencies will be involved nmuch sooner. He noted that
many of the [|andowner relationships and the environnental
scoping studies wll be started nmuch earlier in the project; the
government wll be brought in early to expedite the process,
identify the critical 1issues, and determine how to resolve
t hose.

MR. |IVES directed the commttees to page 34 of the Lukens Energy
G oup booklet, which has a tineline. The tineline illustrates
that under the expedited process, the order is issued nuch
earlier. In this case, about six to seven nonths are shaved off
the process. Furthernore, the scoping studies are conducted
much earlier in the process. Under the expedited process, FERC
is involved in a nuch earlier stage of the process. After going
through the entire process, FERC has wide latitude with regard
to setting the ternms and condition of the certificate. The FERC
wi || review and analyze the application and supporting
information. The FERC may require the applicant to make changes

JT. JBUD/ SRES COW TTEES - 54- June 16, 2004



to the project such as alternate routing in order to aneliorate
envi ronmental and/or | andowner concerns. O her changes may be
in regard to configuration and sizing, based on variance in
routing or design load, or rates to reflect the final costs

Moreover, FERC may require that there be a rate-refresher after
a certain period of time, which has typically been three years.

Number 233

SENATOR BUNDE turned to the tineline and surmsed that the
wor st-case scenario would result in a two-year process whereas
an expedited process would be a year process. He assuned the
aforenentioned would relate to a typical pipeline. However
Al aska's project would be a large project that he didn't guess
woul d be typical. Senator Bunde inquired as to the tine
involved in actually dealing with a project the magnitude of
Al aska' s project.

MR. | VES agreed that Alaska's project is of a large scale and

scope. One of the factors that helps expedite the process is
that this project would predom nantly deal with the operations
within one state versus nultiple states. Furthernore, he

related his understanding that FERC i ntends on being involved in
this project early.

TAPE 04-9, SIDE A
Number 0001

MR. IVES highlighted that there have been agreenents signed by
Canada and the United States that wll pronpote cooperation
between the two countries in ternms of expediting the project.
Furthernore, he opined that any enabling |egislation my put
FERC under considerable pressure, either by |law or by inference,
to speed their process. "So | think you're going to see a 'al
hands on deck' effort by the [FERC]; | do have a certain anpunt
of confidence in them having worked with them for a nunber of
years," he said.

SENATOR BUNDE r enar ked: "But in the worst-case scenario, two to
three years."

MR. IVES replied: "Yeah, | think you're right."
Number 0015

ROBERT LCEFFLER, Senior Partner, Mrrison & Forrester, LLP,
of fered the foll ow ng:
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Before | get to the assigned topic, | want to pick up
on the Senator's last question. | had the privilege -
or "msprivilege" - in 1974 or [1975] of going to the
first of 18 nonths of hearings on the Al aska gas
pi peline. To give you an idea of the speed of FERC at
the tinme, it took one day and a half for all the
attorneys to enter their appearances - that was just
the token. Because of that, Congress intervened
before to pass legislation - the Alaska Natural Gas
Transportation Act of [1976] - and, indeed, the
federal energy bill, and there's consensus on the so-
call ed enabling provisions, provide essentially for a
t wo- year process.

Indeed, FERC is required to grant the certificate
within 60 days, the conmpletion of the inpact
st at enent . So if that |l|egislation passes, Congress
has provided a solution to what otherwise can be a
slow process; if the legislation does not pass, [the]
FERC has taken steps to inprove the process from the
| ate 1970s - nuch needed st eps.

Number 0049

MR. LOEFFLER turned to the range of permssible nethodol ogies
that the FERC m ght apply in setting tariff rates for an Al aska
gas pi peline. He specified that he is going to speak generally
about the nethodology and standards the FERC uses to set gas

pi peline rates. He pointed out that in the appendix, there is
material from a sanple rate case at FERC There is also a
hypot hetical illustration and a range of results in a large
nunber of recent FERC cases that will provide sone paraneters.

However, with Alaska everything's a little bit different, which
is also true [wth regard to how] FERC [deals with Alaska]. The
magic standard is that of ANGIA and many other regulatory
statutes, which 1is that the rates have to be just and
r easonabl e. However, there's a lot of flexibility in those
standards. He recalled when TAPS started operation, there was a
huge controversy regarding the proper way to set the rates on
TAPS and that controversy continues to this day. The good news
is that gas pipeline rates are set on [a] standard utility
rat emaki ng basis, which is "original cost" ratenaking. Still,
there are a lot of details, which have sone real dollar
consequences wth regard to what happens in Al aska.

Nunmber 0062
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MR. LOEFFLER enphasized that there are different regulatory
reginmes for oil pipelines and gas pipelines. For oil pipelines,
dual jurisdiction exists. Therefore, the Regulatory Conmm ssion
of Alaska (RCA) sets rates for shipnments inside Al aska while
FERC sets rates for shipnents that go into interstate comrerce.
However, for gas pipelines FERC sets the rate for the gas that
goes from Prudhoe Bay outside Al aska, and the rate for any gas
that's taken off in Alaska, as long as that gas travels on the
mai n pi peline. M. Loeffler remarked that the conmttees have
probably noticed a relative absence of discussion related to the
role of the RCA [because its] role will not correspond to what
it was for the oil pipeline. He noted that "there's established
[US.] Supreme Court law on that: ... once the FERC is in
there, it's in there conprehensive on any rate that goes for the
mai n pipeline, whether that gas is taken off inside or outside
Al aska. There's a second consequence: for an oil pipeline to
go into business or to exit the business, you do not need
perm ssion from the FERC, [but] for a gas pipeline you do."
When TAPS started out, the FERC didn't have any process that
corresponds to what there will be for the gas [pipeline]. For
gas pipelines, one applies to FERC, which regulates the size and
pressure of a gas line as well as whether it serves the public

i nterest. Furthernore, [FERC] has a huge environnental inpact
process. "It's a conprehensive form of regulation,” he
remar ked.

Number 0089

MR. LCEFFLER specified that gas pipeline regulation is the
"bread and butter" of what the FERC does. "They really don't
like to do very much with oil pipelines, which was one of the
probl ens,"” he comrented. Therefore, one nust renenber this

framewor k when thinking about fighting the last war, which is
the TAPS war, and fighting the wars that are to cone on the gas
[ pi peline]. M. Loeffler pointed out that the [U S.] Suprene
Court has said that the FERC has very broad discretion in
rat emaki ng; there's no single formula or conbination of formulae
for determ ning just and reasonable rates, although the origina
cost is the overarching thing. However, that's not true for oi
pi pelines, and therefore, again, there's a difference in the
t wo.

Number 0093

MR. LOEFFLER remarked that the objective is to strike a bal ance
between rates that protect consuners from excessive rates, and
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those that reward investors for the risks of investing in the
pi pel i ne. In the [Hope Natural Gas] case, the [U S.] Suprene
Court teaches that the rates should attract capital to the
regul ated enterprise and allow it to earn what other projects

facing the sanme risk do. Furthernore, rates are set "in the
first instance" by the pipeline rather than FERC Therefore
the pipeline puts out a set of proposals and will file proposed
rates in the open season. The FERC reviews [those], and

certainly the pipeline cannot depart wldly from FERC precedent
in figuring out what the rates are. Agai n, one nust renenber

that there's considerable leeway in how a project wll design
and negotiate its rates wth its proposed shippers. M .
Loeffler returned to a point that M. Ilves nmade regardi ng when
the FERC approves the facilities. Wen FERC grants a

certificate of public convenience and necessity, it does a mni
rate review. He explained that FERC expects to have a rate case
sonetime [in the future], and therefore rates are set in line
with FERC precedent. However, there's a lot of discretion in
that FERC precedent and one doesn't get to litigate rates unti

| ater in the process.

Number 0139

MR. LCEFFLER turned to the details in setting rates, and said
that it's basically a cost-plus system The rates are designed
to recover the operating costs, depreciation, taxes, and return
on capital investnent. This process is called, "calculation of
a cost of service, or revenue requirenment.” He nmentioned the
revenue requirenment set forth in appendix A He expl ai ned that
the rates are designed to allow a pipeline to recover all the
costs as well as an opportunity to earn a return on the invested
capital . However, nost of the energy in ratemaking is spent on
the following three things: determining the return/profit
conponent; the depreciation; and the rate design. He expl ai ned
that the rate of return calculation is basically one in which
the conmission is trying to determine the "overall cost of
capital"™ the enterprise should receive. In order to determ ne
the return, the cost of capital is nultiplied by the rate base,
which is the property devoted to public utility service. The
rates are designed to capture all that return, he noted.

Nunber 0161
MR. LCEFFLER noved on to steps [necessary to achieve a rate].
He turned to [one of the steps] the capital structure of the

asset, that is the percentage of the asset that is debt and the
percentage that is equity put in by the investors. Once that's
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determ ned, the cost of each class of asset nust be determ ned.
He remarked that it's fairly easy to determ ne the anount of
debt of a pipeline. Preferred stock goes into debt, he noted.
M. Loeffler explained that to determne the return on equity,
the earnings of other pipelines in the industry are reviewed and
used to set up a proxy or standard. After the pipeline entity
argues about what [constitutes] the right proxy group, the right
year, and the right factors, then a proxy reference point is
est abl i shed. A proxy reference point is really a range of
returns. However, then the pipeline entity argues that it's not
an average pipeline, but rather nore risky and thus deserves
nor e. The shippers, on the other hand argue that the pipeline
entity isn't risky at all and thus the pipeline entity should
earn |ess. "That's the nature of the fight,"” he said. The
FERC, since at |east 1998, has used this discounted cash flow
met hodol ogy, which is referenced on page 9 and in appendix B.
The proxy idea is to review what investors in pipeline stocks
expect to earn. The FERC has gone to a nethod that is sort of
front-wei ghted, which places nore weight on recent earnings than
| ong-term earni ngs because everyone's nore anxious to earn noney
t hese days.

Nunber 0181

MR. LCEFFLER mai ntai ned that selection of the proxy group is not
a science: there's a lot of argunent that goes into how you do
it. Appendix [C] is a list of about 60 cases, which highlights
that the rate of return on equity has ranged from 12.38 percent
to 14 percent. M. Loeffler said he expected there could be
sonme point of contention between the state and any pipeline
project regarding what is considered the appropriate rate of
return on equity. He pointed out that in the early 1980s, when
the Alaska gas pipeline last nmade its way through the FERC, it
created an incentive rate of return nechanism to try [to]
control costs. The center point of that was a 17.5 percent rate
of return on equity. However, that was during a tine when all
returns were at [a] historic high; long-term U S. governnent
bonds were at 15 or 16.25 percent. Although that's not today's

environment, it's one reference point that he was sure soneone
will nention. He recalled that in the TAPS rate case, there
were many argunments that it was the "first of it's kind, cold
and dark, it deserved a particular sort of return.” \Vg

Loeffler said that when FERC analyzes the risk, it |ooks at
various types of risk such as the risk during the construction
period, the operating period, and the financial risk relating to
capital structure. The aforenentioned is reviewed in order to
determ ne the right nunber for the risk. Wether the project is
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[project] financed or financed off the balance sheet s
i nportant when determning the correct rate of return or the

overall return on capital for a pipeline. M. Loeffler
explained that project finance neans that it's essentially the
earnings from the pipeline that will support the debt. Pr oj ect

financing is very conmmon in real estate as well as in pipeline
proj ects.

Nunmber 0216

VR. LCEFFLER explained that typically a project-financed
pipeline wll borrow 70-80 percent of the cost of a project.
The last time the gas pipeline went through, it was a "75

percent debt:25 percent equity" structure, he noted. He related
that debt alnobst always costs |less than equity. Therefore, if
one has a lot of debt in the capital structure, the anmount of
the return that is assigned to debt is large and the overall
amount of the return is |ess. On the other hand, if one has a
huge anmount of equity, it receives a higher rate of return,
which "tends to drive up a pipeline.” In review ng pipelines
that weren't project financed recently, one finds capital
structures in the industry of 50 or 60 percent equity, which

isn't atypically. However, in reviewing project finance, one
finds nuch |ess. Al though there's no universal rule as to
what's acceptable, it nekes a big difference in the return
el enent . Therefore, a critical decision to ask is, how wll
these projects be financed: project financed with a |ot debt;

or financed on a recourse basis with a lot of equity?
Number 0243

MR. LOEFFLER addressed the question regarding how FERC deci des
whet her a capital structure is appropriate, that is whether it
has too nuch debt or too nuch equity. Basi cal |y, FERC reviews
how the project was actually financed. [If the project was]
fi nanced, hypothetically, at the parent conpany |level, as
opposed to the pipeline conpany level, then FERC will say maybe
it's the parent conpany's capital structure that should be used.
However, FERC reviews whether the debt was reasonable. He noted
that FERC prefers actual as opposed to hypothetical capital

structures. Wth a hypothetical [capital structures], "it would
have to construct what it thinks the world should be as
[ opposed] to what it is." Al t hough FERC does this sonetines,
it's rare. Now, when you actually go through the math, which
this does, it's sort of interesting because what | did was take
a hypothetical pipeline - mllion-dollar pipeline - and | have

t hr ee cases.
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MR. LOEFFLER directed attention to a conparison chart, which
utilizes three cases for a hypothetical pipeline. The project-
financed pipeline is three-quarters debt wth lots of noney

borrowed from the bank. For the equity-rich pipeline he
proposed that it's a very large, worldwi de oil conpany worth a
lot of noney and with very little debt. He also proposed

hypot hetically that two of the three conpanies on the North
Slope are in this position of being an equity-rich pipeline with
only 10-20 percent debt. He explained that he assigned the
project-financed project slightly different equity nunbers
because the FERC tends to | ook at such a project as riskier than
[an equity-rich pipeline project] with the equity of a very rich

conpany behind it. He explained that [the chart] uses the sane
cost of debt. Therefore, the return, which goes into the rate
with the costs and depreciation, before accounting for interest
on the project-financed pipeline, is $95,000. However, the
[return for] the nmiddle of the road pipeline is "about [$]105
and [$]104." Still, one has to deduct, from that return
element, all the noney necessary to pay for the bonds.

Therefore, one finds [that] the equity-rich pipeline brings nuch
nore noney hone to the parent conpany than the project-financed
pi pel i ne. However, one nust [renenber that] in one case [the
pi peline owner/investors] used 80 percent of their own nobney
whereas in the other <case [the project-financed pipeline
owner/investors] borrowed three-quarters of the noney from the
bank. "So they're the two polar extremes, and that's the point
of ny illustration,” he said.

MR. LOEFFLER directed attention to a chart that follows his
prepared statenents; it lists many rate cases. He said that one

must not take too nuch confort in this long list of cases
because Alaska is the largest project to go through FERC, "and
it wll set it's own rules.” The cases are sorted by whether

the pipelines were project financed or not project financed.
Therefore, one can see, in the last columm, that npst of the

project-financed pipelines have an overall cost of capital
around 10 percent. The chart further relates the pipelines that
were not project financed but rather financed off the balance
sheet of their owners have a higher return "on that." Al though
one would have to adjust for the tinme of the case and the
particular circunstances of the corporation, it's illustrative

of how the process works at FERC [and] the advantages of project
fi nanci ng.

Number 0329
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MR, LOEFFLER turned to the question of why wouldn't everyone
with the resources put 80 percent of the equity in the project.
He explained that in wunregulated businesses, nany conpanies
don't view 14 percent return on equity, which is about as high
as the FERC has awarded in any of these cases, is not as good as
they can do with other investnent of their noney. Ther ef or e,
sone may prefer a project-finance route and thus tie up as
little noney as possible in this project.

MR LOEFFLER said he needed to make a few corrections to his

t esti nony. He provided the follow ng qualification: "pi peline
conpanies are allowed to earn this return after taxes, so
there's a step that | omtted.” A tax allowance or tax gross-up

(ph) is added on top of the ampbunt of the return so that after
tax, on a hypothetical stand-alone basis, the anmount earned is
the identified return. "And there are a lot of dollars involved
in that," he remarked. He then commented on open seasons as
they apply to this pipeline and the [Congressional] |egislation
that provides that FERC w Il adopt open season regul ations for
this project, although normally there hasn't been anything that
resenbled detailed, open season regulations. He pointed out
that although there are a lot of FERC rulings, they occur after
the pipeline arrives when soneone conplains that the open season
was unfair or performed incorrectly. If this legislation is
passed, he predicted that FERC would be nore proactive. The
FERC will be required to adopt the set of regulations within 120
days of the legislation governing open seasons for this
pi peline, and therefore there will be regulations in advance of
open seasons for this pipeline. He noted that there are other
provi sions of the enabling legislation that address such issues
as expansions, lateral service in Al aska, et cetera.

The conmittee took an at-ease from3:25 p.m to 3:45 p. m
Number 0380

NAN THOMPSON, Conm ssioner, Regulatory Conm ssion of Al aska
(RCA), Departnent of Conmunity & Econom c Devel opnent (DCED),
said she would be offering a historical perspective on what rate
regulation on pipelines has neant under Alaska law, and her
experience regarding regulating pipelines. She began by talking
about the AS 42.06, which sets a standard for rates as just and
reasonabl e and based on cost. The aforenentioned statute states
a clear policy that parallels the policy for rate setting on
pi pelines, both for utilities and pipelines across the country.
That statute created a regulatory agency wth authority to set
cost-based rates. She related that the reason agencies |ike the
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RCA exist at all 1is because utilities and, in some cases,
pi pelines are nonopolies. Therefore, regulation is necessary to

ensure that prices are fair. Agencies such as the RCA are
t hought of as a replacenent, economcally, for the market, which
doesn't exist in nonopoly services like utilities. "It's the

responsibility of the regulatory agency in this context to | ook
at the costs of the pipeline, or the utility, the cost of
bui l di ng the pipeline, and provide them a reasonabl e opportunity
to recover their investnent," she explained. The agency nust
review the ongoing costs and the original cost of construction
in order to determ ne how the entity can recover a return on its
investnent, all of which is factored into the rates.

M5. THOWPSON said, "There isn't a perfect answer to rates.”
However, wunder the law there is a zone of reasonableness for
which there is considerable case |aw across the country. The
case | aw specifies that conpensatory rates are those that aren't
| ess than conpensatory. In other words, the [pipeline
owner/investors] are allowed a reasonable opportunity to recover
costs "and they're not excessive." Therefore, RCA's role is to
review the detail of the costs and strike the bal ance. Ms.
Thonpson added that AS 42.05 addresses affiliate costs, which is
applied to pipelines and utilities in Al aska. When sone of the
costs included in the operations or construction of a pipeline
are incurred by an affiliate, this statute ensures that the
pi peline rates don't include any costs higher than woul d' ve been
paid if those sane services were performed by a third party.

M5. THOWPSON infornmed the commttees that the RCA uses a fornula
to determine rates for a utility or pipeline. Basically, the
return is determned by reviewng the capital structure, the
cost of debt, and a risk adjustnent if that's appropriate. That
return is nmultiplied by the rate base, which is what it costs to
build the asset mnus depreciation. Then, the aforenentioned is
added to the operating expenses, depreciation, and taxes.
Therefore, a rate case before an agency like the RCA is |awers
and experts presenting evidence with regard to what the nunbers
that get plugged into that equation should be. Therefore, the
RCA uses the fornmula consistently to ensure that the rates are

just and reasonable. She said, "It's really the determ nation
of what those different inputs are that's the challenging part
of a rate case." She provided an exanple. On depreciation
utility [owners and pipeline owers] are entitled to recover the
costs they put into building the asset. Therefore, questions
arise regarding the tine period [of recovery] and the schedul e
[of recovery]. The RCA reviews what is going to be fair to the
shippers, now and in the future. If all of the costs are
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recovered early in the life of the pipeline, then arguably the
earlier shippers bear nore of +the burden than the Ilater

shi ppers. However, if much of the costs are recovered early,
then what incentive will the pipeline owners have, in later
years, to continue to operate the line, she asked. She

highlighted that it's not uncommon for the expected |life of a
pi peline to change over tine.

M5. THOMPSON turned to the litigation history of TAPS, which she
suggested would probably be a good case to understand while
contenplating the gas [pipeline]. She infornmed the conmttees
that when the pipeline was constructed, there was a lot of
di spute regarding what rates would be charged for shipnment on
it. The legislature becane involved in hearings, and there was
much fact-finding before the RCA Litigation, in several
different forums, went on for about 10 years when the parties
settled. The aforementioned resulted in what's know as TSM or
the TAPS settlenent nethodol ogy. Due to the statute that
specifies the regulatory comm ssion has a responsibility for
just and reasonable rates, it was presented to the agency for
approval. The APUC [ Al aska Public Uilities Conm ssion], as the
RCA was naned at the time, accepted the TSM "They didn't
approve it - they accepted it," she enphasized.

Number 0501
M5. THOVWPSON added:

They said ..., "All the parties who are here before us
today are telling us this is a good idea, [and] we're
not going to take the tinme" for whatever reason "to do
the type of analysis we normally do to ensure that the
rates are cost-based; we're going to accept this

settlenent [because] the parties agree.” It was an
ef ficiency decision. But they said, "If there's ever
a protest, we're going to have to revisit this

because we don't know ... a lot about what we're

approving, we don't know exactly what sonme of the
nunbers are in this settlenment, but it's okay because
the parties agree.”

M5. THOWPSON related that there was a nethodol ogy under which
filings were made annually, with sonme cost information, by the
TAPS carriers. The rates were adjusted based on those. In 1997
one of the shippers protested and charged that the rates were
too high, and therefore the process began for reexamning [the
nmet hodol ogy] . Eventually, there was a five or six week |ong
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hearing to gather evidence in order to nmake a decision. She
noted that there were a lot of pretrial notions. Ms. Thonpson
sai d:

But the difficulty in that case, which explains why
the order concluding it was so |ong and the proceeding
was so conplex, was that when the original settlenent
was approved, they never had clear pegs for sonme of
t he nunbers. The agency had not made a finding,

for exanple, [that] the amount of depreciation [in]
the order was just and reasonable. Nobody knew. They
were ... nunbers that the parties had agreed on, but
the agency hadn't done what it was supposed to do
[per] the statute in nmaking a just and reasonable
findi ng.

Number 0532

M5. THOMPSON explained that in order for the RCA to determ ne
what the rate should have been in 1997 when the protest was
filed, it had to determ ne how nuch of the asset the pipeline
had already recovered through rates. Therefore, much of the
testinmony in that proceeding was reviewing a lot of detailed,
historic records to deternmine a fair place to start from The
af orenenti oned necessitated deterring how the rates calcul ated
under this TSM conpared to cost-based rates, which was the
directive in the statute. Upon reviewing the evidence to
conpare those two types of costs, it was determned that the
[ pi peline owners] had a significant opportunity for recovering
nore than the costs they had incurred to date. Therefore, the
rates were set going forward.

Number 0571

M5. THOWSON stated that the biggest adjustnent was in
depreci ation. The [carriers] argued that what had been
characterized as depreciation, the TSM filings for 20 years,
wasn't really depreciation after all. [ The carriers argued]

that they hadn't really recovered as much as they had been
identifying as depreciation over the years, and therefore the
RCA should allow them to recover nore. However, the agency
didn't find that argunment plausible and decided to use the
anount that the [carriers] had already charged shippers for
depreciation while using straight-line depreciation going
f or war d. She expl ained that when the RCA conpared cost-based
rates to TSM rates, the TSM rates were 57 percent higher over
that period of time, which was a rather significant difference
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between what the settlenent nethodol ogy produced and what the
RCA thought fair, cost-based rates should have been. Therefore,
the RCA set the rates going forward as it would in any other

rate case. "I think the inportance of this case and the |esson
for you when you're considering how the gas [pipeline] tariff
should be set, and | think probably even the carriers would
agree that going through that process is sonething they would
want to avoid the second tinme, ... [is that] it was enornously
expensi ve," she highlighted. In fact, at one point in the
process the carriers were required to file litigation-cost
reports because those are arguably recoverable in rates. She
recalled that the last Ilitigation-cost report was about $14
mllion, which is a huge sum of noney that m ght have been nore
productively spent on sonething else. "The inportance of
process ... is sonmething to think about when you're thinking

about how you mght avoid this circunstance again," she said.
She further said:

What that case told us is that as a result of the

comm ssion deciding, "Well, we'll just accept the
settl enment because everybody agrees,” and they were
under enornous pressure at the tinme from fol ks who had
been litigating for 10 years and saying, "Look, we
agree, it's all over, don't look at this,” it created
a problem that has taken ... it's successors many
years to live (indisc.) ... [tape changed sides m d-
sent ence. |

TAPE 04-9, SIDE B
Number 0643

M5. THOVPSON continued [tape begins md-sentence]: "... the
settlement methodol ogy produced. The cost based rates were
significantly Iower." She remarked that transparency in the
process has been a problem throughout. The RCA makes sure that
services provided on a nonopoly basis are at a fair price and
understandable to the public or anyone who has to pay those
rat es. However, when things are filed at settlenent, often the
settlement docunents are not always public. Furthernore, the
pipeline tariffing process is less transparent than the utility
tariffing process. Ms. Thonpson related her personal belief
that a public process is often fairer. "Sonetimes you need to
have information in order to be able to file an appropriate
protest or in order to be able to certainly put on a good case
before us,"” she explained. Therefore, the rules need to be fair
and allow potential shippers the opportunity to beconme involved
in the rate-setting process while providing information about
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what they think is fair or not. She encouraged the conmttees
to ask questions, explaining that reasonable rates are inportant
because when encouragi ng devel opnent one needs to be think about
who the shippers are in the line right now as well as the
shi ppers who may be or want to be in the future. She al so
encouraged the committees to make sure that the rates are
reasonable so that in the long term devel opnent can be
encour aged.

M5. THOMPSON opined that if she had been on the conm ssion at
the time the settlement was presented, she would' ve argued that
the comm ssion should ve reviewed the settlenent under the just
and reasonable standard rather than accepting the settlenent

because everyone agreed. "It's always going to be guesswork to
sone extent when you're setting rates,” she renarked. Under a
normal wutility context rates are adjusted every four or five
years or if there's a major change. "You don't have to guess

what the rates are going to be for 20 years, you have to guess
over a reasonable tine horizon, which varies with the utility,
depending on what their operations are like," she said. She
noted that the decision in this case is on the RCA's web site.

M5. THOWPSON noted that the other argunent/discussion one may
have in the context of gas line rates, is regarding conparison
to FERC and why other RCA's processes are different than FERC
She explained, "There's one inportant significant difference
bet ween what FERC does and what we do as a state regulatory
agency and that is nost of FERC s pipeline regulatory structure
in the Lower 48 is very different but that's because there's
conpetition. There's often down there nore than one-way to get
the gas to market." However, it's unlikely that there's going
to be nore than one gas pipeline fromthe North Slope, at |east
in the foreseeable future. Therefore, some of the narket-based
rate-setting nechanisns that FERC uses probably aren't
appropriate in this context because there are no conpetitors to
di scipline prices. She concluded by relating that continued
enforcement of the just and reasonable rate wll best ensure
|l ong-termstability in the gas narket.

CHAIR OGAN said that previous speakers have testified that
ratenmaking is very transparent so there should be no overriding
tariff issues. The FERC would regulate the pipeline while the
RCA woul d have a seat at the table and play nore of an advisory
rol e. He asked Ms. Thonpson what rate-setting nechani sm she
woul d suggest if FERC s process is not appropriate to Alaska's
single gas line.
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M5. THOWSON said RCA's only jurisdiction wll be over
intrastate shipnents - gas that cones off the line within the
state. The RCA collaborated with FERC on the TAPS case and
others, and the tw agencies have signed a nenorandum of
understanding to work cooperatively on pipeline issues. She
noted, as an exanple, the Quality Bank case has been before both
agencies for many years; the RCA and FERC held concurrent
hearings on the case last year. FERC and the RCA have a history
of cooperation that has been sonewhat institutionalized. She
said the RCA has no interest in regulating interstate rates.

CHAIR OGAN asked Ms. Thonpson to el aborate on her conmment that
FERC s regulatory process is designed for the Lower 48 where
conpetition exists and on howit will consider the Al aska rates.

M5. THOWPSON expl ai ned:

VWat | was trying to articulate was that the
nmet hodol ogi es they use for setting gas pipeline rates
in the Lower 48, not necessarily their jurisdiction
over this line — | don't know how they're going to
regulate this Iline, whether they wll apply a
different regulatory review standard than they do in
the Lower 48 gas pipeline. But in the Lower 48, gas
pipeline rates are set under a very different
mechani sm and there's a mninmal standard of review at
| east econom cally, because there are market forces

that operate there to keep those lines reasonable -
there's conpetition. ... The owners of the pipeline
have incentives that don't exist when there's only one
route to keep the rates |ow I don't know what they
Wil use to set rates for this Iline. That nmay or may
not be true. | wasn't trying to draw a conparison

between their regulation of this gas pipeline but nore
gas pipeline regulation in general.

CHAI R OGAN t hanked Ms. Thonpson for her presentation and service
to the state. He then announced that the commttee would recess
until 8:45 a.m the follow ng norning.

[ Al though the beginning of the June 17th neeting starts on Tape

04-9, Side B, it was placed on a separate tape, Tape 04-9A for
ease. |
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