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Davi d Houseknecht, Research Geol ogist, US Geol ogical Survey -
Mark  Meyers, Director, Division of QI and Gas, Al aska
Department of Natural Resources (DNR)

Original and Expansion Capacity: What volunmes, when, on what
terme and at what price - Joe Marushack, Vice President,
ConocoPhillips, and Pete Frost, Director of Regulatory Affairs,
Gas & Power Marketing Goup, ConocoPhillips, on behalf of
Producers BP, ConocoPhillips and ExxonMbbi |

Access to Capacity for Producers and Explorers Wthout an
Omership Interest in or Effective Control of the Pipeline -
Mar k Hanl ey, Manager, Public Affairs for Al aska, Anadarko

Access to Capacity for Al askan Communities — Charlie Cole, Board
of Directors, Alaska Gasline Port Authority

Letter from Janmes Wi taker, Mayor, Fairbanks North Star Borough
State Revenue Issues of Gasline Expansion — Larry Persily,
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Access to Capacity for Alaskan Uilities - Anthony 1zzo,
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Federal Law — Bob Loeffler, Senior Partner, Mrrison & Foerster,
for Al aska Departnent of Law
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Vol unmes, Timng, Terns and Price of Access with 36", 48" and 52"
Pipelines - Eric \Watson, Pr oj ect Manager , Al aska (Gas
Devel opnent, Enbridge, Inc.

The Array of State Tools for Inproving Access - Marty
Rut herford, Deputy Conm ssioner, Al aska Departnent of Natural
Resour ces

ACTI ON NARRATI VE
TAPE 04-13, SIDE A [ BUD TAPE]

COCHAIR RALPH SAMJELS called the joint neeting of the
Legi sl ative Budget and Audit Committee and the Senate Resources
Standing Commttee to order at 10:00 a.m Senate Resource
Comm ttee nenbers present were Tom WAagoner, Fred Dyson, Ralph
Seekins, Kim Elton and Co-Chair Scott Ogan. Legislative Budget
and Audit Committee nenbers present were Representatives M ke
Chenault, Mke Hawker, Beth Kerttula, Reggie Joule, Co-Chair
Ral ph Sanuels and Senators Gene Therriault and Con Bunde.
Senators Getchen CGuess and Gary Stevens and Representatives
Bill Stoltze, Les Gara, Beverly Msek, Harry Crawford and Ethan
Berkowi tz were al so present.

CO CHAI R RALPH SAMUELS announced that this neeting is the second
in a series of three interim hearings on the issues surrounding
t he gas pipeline.

CO CHAIR SCOIT OGAN said the decisions the Legislature would be
making in the next nonths regarding the natural gas pipeline
were the nost inportant ones it would be making in the next
coupl e of decades. He noted that statute allows the Legislature
30 days to <consider a negotiated settlenent once it 1is
submtted. So, it’'s inportant to do this work during the
interim

CO CHAIR SAMIJELS said the first segnent is titled In Need of
Access. He wel comed Dave Houseknecht and Mark Mers.

MR. MARK MYERS, Director, Division of Ol and Gas, Departnent of
Nat ural Resources (DNR), acknowl edged that the USGS does a | ot
of cooperative work on resource issues and that Brenda Pierce,
Energy Coordi nator, USGS, is attending the hearing. USGS
assessnents are done independent of him although DNR input is
used. Wrk in the federal governnent is focused primarily on
assessing federal |ands, but includes state lands and is on-

goi ng.
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He said there is a big difference between reserves and
resources. The reserve base on the North Slope is known and
econom c. Undi scovered resources is what you think is there, but
don’t know for sure. Probabilistic nodeling is used for those
resources and has a range of outcones. The North Slope has a
known reserve base that he is confident exists predomnantly in
two fields — Prudhoe Bay and Point Thonpson, although there is
undi scovered resource potential elsewhere. Access and expansion
revol ve around whether or not there is sufficient gas potential.

He denonstrated in a slide the known reserves in bright red at
around 33 — 36 TCF (trillion cubic feet). The proposed project
size, a 4.5 BCF (billion cubic feet) pipeline is only about a 20
— 22 year supply of gas and is insufficient to nonetize a 30-
year or longer project that Alaska would Ilike. If that
undi scovered resource base isn't there, the 4.5 BCF pipeline is
too large. Furthernore, expansion of a pipeline bigger than that
would not be logical or economc, because a 4.5 BCF pipe
expanded through conpression-only nunbers gets you only 16 — 18
years of life. Then the undiscovered resource is |ooked at and
the question is asked how nuch undi scovered resource needs to be
there to justify the project. If 30-plus years is needed, 50 -

60 TCF of gas are needed — a significant anount. However, if
those nunbers are greater than 60 TCF, a 5.6 BCF line could
produce for 50 — 75 years. Early expansion of that pipeline

would be inportant to nmaximze both the economics of it and
maxi m ze the revenue streamto the state and federal governnent
and encourage oil exploration overall.

The issue of undiscovered resources becones the
critical lynchpin if you re worried about expansion,
if you're worried about the economcs, in general the
pipeline, but also if you re worried about access
terns.

MR. MYERS said he used $1.50 per MCF netback to the North Sl ope
for denonstration purposes. A 4.5 BCF netback to the North Sl ope

woul d be worth about $2.4 billion a year or about $6.6 mllion
per day. Expanding to 5.6 BCF by adding pressure to the l|ine
changes the cash flow to $600 mllion per year or $1.6 mllion
per day.

What’s inportant from the state’s perspective on one
front, at least, is the state wll capture part of
that differential. So, early expansion, if the gas is
there, makes a trenendous difference on the econom cs
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of the project and the benefits the state receives....
Al so, the earlier you define those reserve bases, the
nore secure the project is. It is a lot easier to fund
and back a project that has 30 to 50 years of reserves
than it is for one that has 20.

So, understanding what the resource potential is and
how likely you are to achieve that really becones the
critical issue on many of things you Il have to deal
wi th through the Stranded Gas Application process....

MR. MYERS expl ained that an expansion would lead to an overall
|l ower tariff on the pipeline for all shippers, initial shippers
and expansion. If the cost of expansion is nore through | ooping
or other neans, typically the people expanding the pipeline
beyond that bear the full cost of the increnental expansion.

He said that the ability to expand early is alnost required if
the necessary reserve base is there. Exploration can’t occur if
gas is stranded for a long period of tinme, because the econon cs
aren't there for the conpany to drill the exploration wells
until there is capacity in the |ine.

Under the 4.5 BCF/ day proposed scenario for Prudhoe Bay and
Poi nt Thonpson, the initial gas producer who has the open season
will fill the pipeline for the first 12 years. If it take eight
years to build, there is a 20-year period before any new gas can
cone into the line. The state has 10-year |eases and conpanies
sinply cannot afford to expend huge dollars upfront and wait 20
years to capitalize their investnent.

So, it is a chicken or egg situation, unless the rules
on expansion are clear and that access is avail able.
Again, that’'s not an inportant question unless you
believe the gas resources are really there. If they're
not there, then there is really no issue wth
expansion. That’'s why the technical assessnents becone
critical

MR. MYERS believed that the gas resources are highly probable to
be in sufficient quantities for an expanded pipeline to have a
50-year life.

Finally, one of the key things to recognize is there
will be folks who tell you that expansion isn’t that
inportant and that it wll happen naturally. Well, it
won't with enough certainty to get the early
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exploration going. Again, from DNR s perspective, it’s
critical to the state to see that we have good access
terms, that expansion is available for parties that
wish to explore. That confidence, then, leads to
exploration and valuation of state lands and wll
ultimately lead to accelerated revenue stream it wll
lead to nore oil and gas being produced. Because al ong
with that gas, a significant amount of oil wll be
produced, as well.

SENATOR CON BUNDE asked him to explain why expansion mght not
be advant ageous for sone conpani es.

MR. MYERS replied:

If you have down-stream narkets that can take a
limted anobunt of gas and you're selling into that
market, you're conpeting with other gas comng from
the basin. If you own the pipeline and also own the
gas infrastructure, there may be cases where you have
two profit centers and those two profit centers cone
in conflict, if there’s nore gas comng in and
conpeting with your gas.

So, there are natural conpetitive forces, t hat
depending on the ownership and alignnment of the
pi peline, nmake vyour individual conpanies’ econonics
different. I1'Il just say, if a lot of gas cones off
the North Slope, it could have an effect on the val ue
of gas say at the Acho Hub. In which case, the
conpani es that have a lot gas in the Acho Hub now w ||

see an overall lowering of that gas price for a short
period of tinme until the nmarket recalibrates, but it
will affect their market position and other gas they

own within other basins that are affected by the sane
mar kets. So, there’s lots of conplications in here...

He said the state wants all the gas to cone because it hel ps our
econom cs, but the individual conpany nmay have a slightly
different set of economcs. Mich of today’s discussion will be
on the areas in the southern part of the basin that are in the
North Slope Foothills and the NPRA (National Petroleum Reserve —
Al aska) .

In addition to known fields at Prudhoe Bay and Point Thonpson,

there are unconventi onal gas resources. @Gs hydrates are
basically gas that is frozen in a lattice that sits under rmuch
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of the existing infrastructure. Current reserve estinmtes exceed
that of Prudhoe Bay and Point Thonpson conbi ned, about 37 - 44
TCF. He would not talk about gas hydrates today, because they
haven’t been denonstrated from an engineering standpoint to be
commercial, although drilling intervals have determ ned that
they are geologically present.

SENATOR FRED DYSON asked a question about the chart, which M.
Myers explained. He said there is a |lot nore unconventional gas
bet ween coal bed net hane and gas hydr at es.

MR. MYERS further explained that access and expansion issues
affect other basins on the way to the North Slope - the Yukon
Flats and the Nenana Basin, in particular, whose econom cs would
be dramatically inproved if it could not only serve the |oca
mar ket for gas, but could have export capacity all through the
gas line. The Nenana Basin has a significant quantity of gas
present; it’s a question of whether it’s present in comercial
guantities and how it can be nmaximzed. The access issue is
inportant here in ternms of developnent of rural ener gy
strat egi es. Certainly, the best markets are |ocal, but
addi tional capacity could be exported making the project nuch
nore econom c

The Copper River and Cook Inlet Basins have exploration
licensing that wll benefit through access and expansion. A
| arger pipeline gives nore options for marketing gas in nultiple
| ocations and conpanies are actively exploring in these basins
specifically for gas.

MR. DAVI D HOUSEKNECHT, Research Geol ogist, US Geol ogical Survey
(USGS), said he would sunmarize the work it has done to
characterize the resource base of the entire state of Al aska and
the North Slope, in particular. Part of the USGS s mssion
responsibility nationwide is to do assessnents of undiscovered
and other resources that nmay be added to the nation’ s energy
base in the future. The USGS systematically work across the
entire nation with a particular enphasis on federal |ands. The
work is restricted to the on-shore and state waters areas and
his colleagues in the Departnent of Interior, M neral s
Managenment Service, work in the OCS, the federal off-shore
di vision. Their work conplinments each other.

MR. HOUSEKNECHT enphasized that their assessnents are reported

in terms of probabilities. In frontier areas like the North
Slope Foothills, relatively few exploration wells have been
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drilled and there is a range of wuncertainty associated wth
their estinmates.

Associ ated versus non-associated gas is an inportant concept on
the North Sl ope, especi al ly. Associated gas occurs in
association wth oil, such as a gas cap above an oil
accunul ati on. Prudhoe Bay has a huge gas cap. Non-associ ated gas
occurs in the absence of oil and that’s what is in the Brooks
Range Foothills.

Wrldwi de, the |largest gas resources and reserves
typically occur in those geologic provinces of non-
associ ated gas rather than associated. So, it’s really
inmportant to understand that we really don’t know very
much about the non-associated gas on the North Sl ope,
because as wells were drilled and non-associ ated gas
encountered, the conpanies sinply noved on and didn’t
delineate those accunulations because they were
| ooking for oil. I'll come back to that point as we go
al ong.

MR. HOUSEKNECHT next presented a nap of the State of Al aska that
summari zed the estimates of undiscovered conventional natural
gas that was prepared by the USGS for onshore in-state waters
and by the Mnerals Managenent Service (MvS) for offshore. The
point to be made is that first he shows a range for each
provi nce. For exanple, in northern Al aska NPRA he shows a range
of 40 — 85 TCF, which represents a range of 95% probability to
5% probability.

In other words, the USGS says there is a 95%
probability of 40 TCF of conventional, undiscovered,

technically recoverable natural gas resources in the
Nati onal Petroleum Reserve in Alaska (NPRA). On the
upsi de, there’s a 5% chance of 85 TCF. So, again, that

range is quite large because of the lack of drilling
data that exists in those gas prone areas of the North
Sl ope and ot her basins of Al aska.

The single nunber listed behind the nean is the
statistical average or expected value of our
probabilistic distribution. So, if you nust use one
nunber, and certainly legislators and the nedia tend
to use one nunber whenever they can, we estinmate 61
TCF of conventional natural gas that is undiscovered
and technically recoverable in the NPRA, alone.
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MR. HOUSEKNECHT sunmarized that in southern Alaska there are 2
TCF of known reserves in the Cook Inlet and the USGC onshore and
MVE offshore nean estimates add up to about 20 TCF of
undi scovered conventional resources. In central Alaska, there
are no known reserves to date and a nean estimate of about 9
TCF. In northern Al aska, there are nore than 33 TCF of existing
reserves and a nean estimate of nmore than 150 TCF of
undi scovered resources. This shows the inportance of the North
Slope in the natural gas resource base of the state of Al aska
and why northern Alaska is really the driver in terns of the
undi scovered resource base under di scussion.

He enphasized that the estimates in northern Al aska do not
include the Native lands. That study is under way right now and
wll be released later this year.

MR,  HOUSEKNECHT said he would give a mni overview of the
geol ogy and exploration history on the North Slope. The white
dots that are clustered along the coastline near the Barrow Arch
are the over 400 exploration wells that have been drilled to
date. That’'s where the industry has found oil and that’s where
exploration has been focused. He al so showed the pipeline system
and a subsurface regional feature indicating oil mgration and
accurul ation during geologic history. Areas where the state and
USGS would agree are nore favorable for oil versus gas
exploration are on the northern part of the North Slope. In the
southern half of the North Slope, or the Foothills, there's a
greater probability of encountering gas than oil. The Foothills
province is where the oil industry in the early years of
exploration drilled wells, encountered gas, and said oh, shucks,
this isn"t what we're looking for and noved north. For that
reason, there is a lack of drilling data in the Alaska North
Sl ope Foothills that increase the uncertainty of the estimtes
that are made. That’'s why there is such a wi de range between the
95% and 5% probabilities in the nunbers he quoted on the NPRA

The next slide focuses on the nature of the gas resources that
are present. The big red bubbles are known gas accunul ations
that have been discovered as a by-product of oil exploration.
Some of the red bubbles have green rins around them and those
represent associated natural gas, occurring either as a gas cap
above an oil accunulation or as dissolved gas within the oil.
The red bubbles with white circles are non-associated gas, gas
accurul ati ons that have been discovered where the exploration
tested gas at significant rates that signify an accunulation is
probably present, but where delineation of those resources did
not take place because the industry was not interested in
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natural gas. The only non-associated gas resources that have
been delineated are the relatively small resources or reserves
that have been devel oped around Barrow for |ocal consunption.
All of those accumulations that have been discovered in the
Foothills have not been delineated in any substantial fashion
and their size is not known.

SENATOR FRED DYSON asked what DST and RFT nean.

MR, HOUSEKNECHT replied that DST neans drill stem test and RFT
nmeans repeat formation tester.

As a well is drilled, when the well encounters an
interval of rocks in the subsurface and either oil or
gas shows are detected in the cuttings that are com ng
up, the well is sealed off and actually a neasurenent
of the oil or gas flowing out of the formations in
that interval is nmeasured. So, the DST and RFT tests
are the nost direct indication that we have during
exploration drilling of a significant gas or oil
accurul ati on that may be present.

The other thing I wll point out here is that anong
the exploration wells, |1’ve assigned a color code with
yellow being the nost significant test, DST or RFT
indications. A glance across the Slope notices a

significant nunber of t he expl oration wel | s,
especially in the Foothills, have encountered natural
gas shows during drilling, either significant shows in

the tests that we just discussed, or noderate or weak
gas shows indicating nore diffuse gas accunul ations
that may be present. So, the bottom line here is that
nost accunul ations of associated gas are up on the
coastal plane near the Barrow Arch and nost known
accunmul ations of the non-associated gas are in the
Foothills farther south, but significant gas shows are
pervasive in the wells that have been drilled,
especially in the Foothills. Wat the USGS believes
that this really defines is what we refer to as a
natural gas province that has great potential in the
Brooks Range Foothills. | have outlined that province
in yellow on this nap.

Data on sizes of accunul ations that are known on the North Sl ope
is taken from the DNR annual report. Prudhoe Bay and Point
Thonmpson are the largest known reserves at 24 TCF and 8 TCF
respectively. The sizes of the other known accunulations are
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al so shown. The table on the right shows the possible sizes of
sone of the non-associated accunulations that have been
discovered in the Foothills and a couple in the federal
offshore. Size is difficult to estimte, because in nost cases
the accumul ati ons have been encountered by a single well or one
or two delineations wells — because industry was focused on oil.

Finally, in terms of known resources, he pointed out new
di scoveries in the NPRA. The Al pine play represents exploration
for the type of geology that exists in that field. Lease sales
in the NPRA during the last five years indicate that industry
believes there are significant potential reserves extending
westward across NPRA. The blue areas of the nmap show where the
USGS has mapped the extent of the Al pine-type geology using
seismc and wel | data.

Results from new discoveries in that area indicate that
approximately 500 mllion barrels of oil will be recovered at a
40 degree APl gravity (American Petroleum Institute measure for
the lightness or heaviness of oil). Forty-degree oil is very
| ight or watery as opposed to a thick oil. GOR is sinply gas oi
ratio per cubic foot of gas per barrel. Eight hundred is a very
| ow val ue. Westward, a test of the discovery at Spark indicated
55 degree oil, a much lighter oil than at Alpine, probably a
condensate (a petrol eum conpound that is a gas in the reservoir
and precipitates to a liquid at the surface) and a GOR of
10, 000. The Rendezvous Discovery reports 60-degree gravity and a
GOR of al nost 17, 000.

This is an astoundingly rapid increase in the gravity
of oil and the GOR over a very short |ateral distance,

and frankly, our scientists are struggling to
understand this.... This does lead to the question -
is the big play, or plays, in the NPRA really going to
be predomnately oil or wll there be a very
substantial gas resource that...industry been treating
primarily as an oil play.... So, what |I'm really

saying here is that there are lots of unknowns and
every well that is drilled and the data from every
well that is released gives us additional information
to help us constrain how nmuch oil and gas may be
present on the North Slope and these results certainly
indicate that there may be nore gas present in NPRA
than we estinmated just two years ago.

The estimates we’'ve nmade over the last five or six
years are limted to federal lands. Wuat |I’m show ng
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here are the gas volunes that we estimte to be
pr esent as technically recover abl e conventi onal
resources in NPRA and in ANVR Bear in mnd that we
have not yet released our estimates for the state and
Native lands that are adjacent to the pipeline and
those results will be released later this year.

In addition to the range of nunbers |isted there, 40 -

80 TCF in NPRA and 0 - 11 TCF in ANAR these
hi stograns show you the sizes of gas accumulations
that we estimate to be present.... So, what we are

saying is that the |largest accunulations that we
expect in NPRA are approximately the same size as the
known gas reserve in Point Thonpson field — pretty
substantial accunul ations....

| want to enphasize in red in those little inset maps
in NPRA are the areas we expect the |largest gas
resources to exist and the point here is that every
one of those gas plays extends eastward across the

Coleville R ver and extends all the way eastward
across the stated Native lands to the pipeline
corridor.... So, although I can’t give you specifics,

the geology is essentially identical to the NPRA and
it would not surprise nme if a few nonths from now we
are releasing nunbers that are in the sane order of
magni tude as the NPRA estimates we’ ve nmade and those
would be in addition to the nunbers that |’ve already
reported to you here this norning.

MR,  HOUSEKNECHT summarized that northern Alaska already has
significant reserves that are already known, nore than 30 TCF
and an undiscovered resource base of at least 150 TCF when
conbi ning onshore and offshore estinmates. The onshore nunbers
will grow significantly when they are released for state |ands
|later this year. There is also a huge non-conventional resource
base that is not being discussed because of the engineering
uncertainties in its developnment. A certain portion of the
resour ces IS | ocat ed Wi t hin easy access to exi sting
i nfrastructures.

Central and southern Alaska, in contrast, have relatively nodest

accurnul ati ons, but resources that could add icing on the cake to
the resource base in the state.
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CO CHAIR SAMUJELS thanked him for his presentation and said the
next question to be addressed was original and expansion
capacity.

VR. JOE  MARUSHACK, Vice President, ConocoPhi I l'i ps, Gas
Devel opnment, said his sole objective today is to establish a
comon |ink between the Al aska efforts here and pipeline access
and expansion. He introduced Pete Frost, an engineer for
ConocoPhil i ps, who knows that nechanical and technical reality
must fit into regulatory and political policy. He has al so spent
many years working gas from developnent to marketing to
regul ation; so, he has a broad background into all the issues
i nher ent in this busi ness. Finally, he IS part of
ConocoPhillips’ core Alaska gas team and is famliar wth
federal legislation and the challenges this project faces - and
is trying to help them overcone.

MR. PETE FROST, Director, Regulatory Affairs, Gas and Power
Mar keting  Corporation, ConocoPhillips on behalf of BP,
ConocoPhillips and ExxonMbil (referred to as the sponsor
group), offered a brief overview of the FERC s policies dealing
with access to initial capacity, how expansion capacity m ght be
offered and a summary of the sponsor group’s prelimnary
estimate and toll estinmates. He would also address how FERC s
policies and procedures work to insure that all parties have
equal and fair access to pipeline capacity. H's primry
background is in interstate gas pipeline procedures, rate making
and tariffs and the role of the FERC and his coments were
designed to provi de i nsights into FERC s appr oach in

establishing gas pipeline tariffs and rates as well as its
procedures for obtaining access both for initial capacity and
expansions that wll be required of the Alaska natural gas
pi pel i ne.

Interstate gas pipelines are required to operate as
open-access contract carriers. Capacity on the Al aska
pipeline will be offered and allocated based upon
| ong-established FERC regulations and precedence.
Access to pipeline capacity needs to be viewed in four
contexts:
1. Initial access to a proposed new pipeline
2. Initial access to pipeline expansions
3. Access to pipeline capacity that nmay becone
avai |l abl e because of contract termnation or
expl oration and
4. Access as a result of tenporary or pernmanent
capacity rel ease
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In each of these contexts, any credit-wrthy party
that is wlling to nmake the necessary |long-term
shipping commtnent has an equal opportunity to
acquire pipeline capacity. For those of you who are
primarily famliar wth the Trans Al askan Pipeline
System (TAPS) it is inportant to renenber that the
procedures for allocation of capacity are different
for gas pipelines than for oil pipelines. On gas
pipelines, gas is allocated through an open season
process that allows all perspective shippers to review
the prelimnary rates, terns and conditions and to bid
for capacity on the pipeline.

The open season process 1is instrunental to the
pipeline’s ability to establish the economic viability
for the project and to determ ne the optinmm size of
the pipeline. The open season process is designed to
i nsure nondi scri m natory al I ocati on of pi peline
capacity and significant case |aw and precedent exists
to insure that no shipper that is prepared to nmake the
| ong-term shipping commtnent has any advantage in
taking pipeline capacity from another simlarly
situated shipper. In the United States, the FERC
oversees this process, which nust be open and
transparent.

Al t hough the FERC all ows reasonable flexibility in the
desi gn of open seasons, significant precedent defines
the open season process. Typically, open season
processes are conducted as foll ows:

1. The pipeline will often engage in prelimnary
di scussions wth the marketplace and wll
sonet i nmes use non-binding open seasons or
solicitations of interest. This process helps the
pipeline to judge the extent of the market
support and to insure that the pipeline is
neither too large nor too small for the apparent
demand for the transportation services.

2. The pipeline then issues a public notice to
announce its open season. The open season nust be
of sufficient duration to allow all interested
shi ppers an opportunity to respond. The open
season docunmentation will also outline the rules
under which the pipeline will evaluate its bids.
The pipeline’s open season package typically
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i ncl udes significant i nformation about t he
project including receipt and delivery points,
route, timng, services, pro-forma agreenents, a
proposed precedent agreenent and estinated rates.

TAPE 04-13, SIDE B

3. If there’s insufficient capacity to satisfy all
the bids, the pipeline s open season package w ||
specify the type of tie-breaker that wll be
enpl oyed to allocate the avail abl e capacity.

4. Once capacity has been allocated through the open
season process, the shippers will normally enter
into binding precedent agreenents wth the
pi peline, which denonstrate the need and support
for the project. The pipeline conpany uses these
agreenents to justify the project at the FERC and
to underpin the financing of the construction of
the pipeline. Pipeline owners and financial
| enders require these long-term contracts for
firm capacity to ensure repaynent of the capital
cost of building the pipeline. wthout these
commtnents, gas pipeline projects, which by
their nature involve a |onger payout than typical
oil pipeline projects, could not be financed.
Shi ppers need a contractual commtnent from the
pipeline to ensure capacity is available to
support their own needs.

Once capacity is awarded through the open season and
bi ndi ng precedent agreenents are executed, a shipper’s
cont ract ual right to the reserved capacity is
protected. A shipper’s economcs are founded on the
availability of this contracted capacity. |In exchange
for the pipeline’s commtnment to reserve a specified
gquantity of capacity for a shipper, the shipper agrees
to pay a nonthly reservation charge that is due
regardl ess of whether gas is actually shipped. A
pi peline nust have sufficient bi nding precedent
agreenents or executed transportation contracts prior
to filing its FERC application. |If the pipeline
overbuilds, it is at risk for all unsubscri bed
capacity and cannot recover those costs from the
contracted shi ppers.

The open season process is critical to determning the
ultimate capacity of the pipeline. Wen additional gas
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is commtted to the project, a larger physical
pipeline may be justified (if operationally feasible),
which may yield economes of scale that benefit all
shi ppers.

In some unique cases in the offshore @ulf of Mexico,
pi pelines have offered a pre-subscription open season
to attract sufficient base volumes to underpin the
pipeline. In these cases, the anchor shippers were
pre-assured access to sone of the pipeline’ s capacity
in the open season consistent with the risk associ ated

with their large capital investnments in related
production facilities. It should be noted, however,
that in all of these distinctive cases any party

neeting the base requirenents could be an anchor
shi pper and a neani ngful portion of the total pipeline
capacity was still nade available to any interested
shipper in a non-discrimnatory open season. FERC has
approved this anchor shipper concept in order to
facilitate types of unusual proj ect devel opnent
requi renents.

As proposed, the Al aska pipeline can be expanded to
allow substantial additional capacity. Under FERC
precedent, potential shippers are assured of fair and
equal access to the pipeline expansion capacity
wi t hout undue discrimnation through an open season.

The current process for the allocation of expansion
capacity is very simlar to that described earlier for
the allocation of initial pipeline capacity. However,
prior to the expansion open season, FERC policy
requires that the pipeline poll current shippers
regarding their wllingness to turn back their own
capacity prior to the binding open season. An existing
shi pper does not have priority or right of first
refusal for expansion capacity, but is treated the
sane as anyone else trying to obtain expansion
capacity. Al potential shippers nmust bid on expansion
capacity during the open season and simlarly situated
shi ppers nust be afforded the same rates, terns and
condi tions. Wen a project is economcally and
technically viable, this process allows a pipeline to
efficiently identify customer requirenents and to
i npl enent cost-effective expansions.
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It should also be noted that the FERC has very
specific regulations that deal with the relationship
between interstate pipelines and all of their energy
related affiliates. Under these regulations, known as
Order 2004, pipelines may not treat their affiliates
in a preferential manner. These regulations include
strict limtations on information flow, shar ed
enpl oyees and corporate structure. Virtually every
pi pel i ne enpl oyee nust now be specifically trained in
these affiliate regulations. The penalties for
viol ation are severe.

If a pipeline is expanded, the resulting rate
treatment is dictated by established FERC policy. The
expansion rates are determned based upon the
increnental costs of the expansion. If the resulting
expansion results in a |lower overall rate, then the
cost is rolled in or basically included in the rate
base of the pre-expansion pipeline. In this case, the
exi sting shippers and the expansion shippers all pay a

lower rate. If the expansion would result in an
increase in rates to the existing shippers who hold
the initial capacity, then the expansion rate wll be
increnentally priced. In this case, the existing

shi pper continues to pay their previous rate and the
expansi on shippers pay a rate based on the higher
increnental costs to expand the system The actua
costs of an expansion wll depend upon the design of
the pre existing facilities and the specifics of the
proposed expansi on.

It should also be noted that the proposed federal
enabling legislation has unique and unprecedented
| anguage allowing FERC to require an expansion upon
request if the shipper requesting this service neets
the requirenent outlined in the legislation. These
requi renents incl ude:

1. No subsidization of expansion shippers by
exi sting shippers;

2. No adverse effect on the financial viability,
econom c viability or operations of the pipeline
and

3. No dimnution of the contract rights of existing
shippers to previously subscribed certificated
capacity.
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There are other nmethods of allocating capacity. Any
shipper who is paying the pipeline’s naxinmum rate
under a firmtransportation contract that is 12 nonths
or longer is granted a conditional right to extend its
contract at the expiration of the primary terns. As a
matter of FERC policy, this right of first refusal
(ROFR) exists only at the end of the primary contract
term and allows the shipper the ability to retain all
or a portion of its contract subject to the expiring
capacity if he is wlling to pay the pipeline's
maxi mum filed rate for the greater of one year or the
term offered by a third party. This contract right of
first refusal is not a right to obtain capacity in
either an initial open season or an expansion open
season.

The pipeline is also required to allocate capacity
t hat cones available as a result of contract
expiration on a nondiscrimnatory basis. This can be
done through an open season or by posting the capacity
on the pipeline s public bulletin board. In any event,
the FERC approved tariff wll provide the procedures
consistent wth FERC precedent and regulations for the
nondi scri m natory al | ocation of such avai l abl e
pi peline capacity.

Any nethod by which a shipper can obtain firm capacity
is by obtaining capacity released by a firm shipper.
This release can be for a tenporary term or can be a
permanent release. The FERC has established criteria
that ensure such capacity is allocated to the party
who values the capacity the nost (subject to the FERC
approved mexi mum recourse rate).

As has been previously communicated in other foruns by
the sponsor group, the total <capital cost of the
Al aska gas pi peline has been esti mat ed at
approximately $20 billion in 2001 dollars. This figure
woul d be sonewhat higher in today' s dollars accounting
for inflation since 2001. The figures that 1'll be
sharing with you wll be quoted in 2001 dollars
because they refer back to the joint $125 mllion
feasibility study that was conpleted by the sponsor
group in the 2011 - 2002 tinmeframe. That study
evaluated the feasibility of constructing a pipeline
from Alaska’s North Slope to Lower 48 U S. markets by
way of either a northern route or a southern route
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with the conclusion that the project was technically
feasible, but that the conmmercial risks outweighed the
potential rewards. Because current state |aw prohibits
the state from issuing a right-of-way for a northern
route until a southern route is built, the cost
estimates have focused on the southern route.

The southern route project was estimated to cost
approximately $19.4 billion with an accuracy of +/ -
20% This capital cost estimate resulted in an
estimated toll to the market of $2.39/MCF. This toll
is merely a prelimnary estimate of a toll that m ght
ultimately be approved by FERC [Federal Ener gy
Regul atory Commi ssion] and the NEB [ National Energy
Board] for an Alaska gas pipeline. The ultimate toll

will not be known for sonme considerable tine, that is,
until the pipeline is conpleted and the actual costs
are known and better estimates will require nore work

as the project is further devel oped.

The process of developing and gaining regulatory
approval of this toll and having it approved by the
necessary regulatory authorities is well-established
in both the U S. and Canada. Pipeline tariff rates are
a direct result of the <cost of constructing and
operating the pipeline. The actual formulation of the
toll, indeed the entire tariff structure, of which the
toll is one conponent, is subject to well-established
regul atory standards wth oversight provided by the
FERC in the U S. and the NEB in Canada.

The rate that gas pi pelines wl|l charge for
transporting gas is based on what is referred to as
the cost of service. This cost of service includes
conponents such as operating expense, naintenance,
taxes, depreciation and a fair and reasonable return
on capital investnent consistent with the specific
ri sks of the project.

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 for both initial capacity and
for expansion capacity. Al parties have the ability
to intervene in this process and have the opportunity
to comment on the proposed pipeline’ s tariffs prior to
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regul atory approval. The FERC will consider all such
comments before it approves the pipeline’s rates or
specific tariff |anguage. Once these tariffs have been
approved by the FERC, the provisions would generally
be applicable to all shippers. Furthernore, FERC staff
is charged with representing consuner interest to
ensure that these rates are just and reasonable. The
FERC has outstanding resources and expertise and
furthernore, is also permtted to audit the records of
all regul ated pipelines.

All  parties including the State of Alaska, the
pi peline, gas producers and other shippers benefit by
ensuring that all gas has access to the pipeline on

reasonabl e terns. Exi sting FERC policies and
procedures ensure that all parties have a fair and
equal opportunity to access pipeline capacity.

Mor eover, these policies and procedures help to ensure
that no one class of shipper can be required to
directly subsidize or guarantee access for another. In
fact, this approach advances the national interest in
encour agi ng future i nvest ment in nat ur al gas
pi pelines. FERC recognizes that parties who have the
pot enti al to accept significant risks and nake
substantial investnents in natural gas transportation
systens will not do so if +the benefits can be
transferred to other third parties.

And so, to summarize, |1'd like to offer these closing
comments. First, unlike oil pipelines, interstate gas
pi pelines operate as open access contract carriers.
This nmeans capacity nust be awarded to shippers in a
fair, equal and non-discrimnatory manner. These
shi ppers, however, nust be wlling and able to nake
the necessary contractual commtnents to pay for the
capacity. This open access requirenent is nmet on a new
pi peline through an open season. Once capacity 1is
awar ded, a shipper’s contractual right to the reserved
capacity is protected. Existing shippers, however,
have no preferential rights to ~capacity on an
expansion. Further expansion capacity is allocated
under a non-discrimnatory open season process simlar
to that which is used to allocate the pipeline' s
initial capacity. Al parties, including the State of
Al aska, the pipeline, gas producers and consuners
benefit by ensuring that all gas has access to the
pi peline on reasonable terns. Anbng other things, this

JT. JBUD/ SRES COW TTEES - 20- July 28, 2004



nmeans pipelines generally are prohibited from allow ng
one class of shippers to directly subsidize another
class or from guaranteeing one class of shipper’s
preferential access over another class. In addition,
FERC has regulations that ensure a pipeline owner
oper at es i ndependent |y from its ot her ener gy
affiliates. FERC Order 2004 recently expanded these
regul ati ons to i ncl ude al | ener gy affiliates,
including producer affiliates. This concludes ny
prepared remarks. |’d be happy to try and answer any
guestions you m ght have.

COCHAIR OGAN said he quoted figures from 2001 and that the
benefits outweighed the risks at that tinme, but this is 2004 and
he has heard projections at different conferences that the gas
mar ket has changed. He assuned the producers were recrunching
t hei r nunbers.

MR. FROST responded that the sponsor group is continuing the
analysis and efforts are under way to define the paraneters of
the project and the cost.

REPRESENTATI VE LES GARA said he understands that FERC allows a
fair anmount of flexibility in the rules for access. The anpunt
of revenue the state takes in is dependent on the transportation
costs for the particular anount of gas that gets deducted. So,
gas that is 400 mles away from the main pipeline stem may nmake
the state | ess revenue than gas that is five mles away fromthe
pipeline stem |If there is an open season and two conpeting
proposals for the sane anmount of gas are com ng from one conpany
that owns gas 300 mles away and another conpany whose gas is
much closer and would nake the state nmuch nore noney, he asked
if the state would have sonme sort of discretion to choose the
access so that legislators could uphold the state’s interest in
getting the maxi numrevenue possible.

MR. FROST replied that the proposed pipeline would be regul ated
by the FERC, a federal agency. The enabling |egislation includes
a specific provision that requires the FERC within 120 days of
signing the act to pronmulgate specific open season regul ations
that would define how the particular open season process would
be conducted by the Al aska gas pipeline. During the promnul gation
of the rule-making all interested parties would participate.

REPRESENTATI VE GARA focused M. Frost back to his question of
how the state would choose the conpany with gas located 5 mles
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away rather than 300 mles, because it would nake nore noney
t hat way.

MR. FROST replied that the open season process by FERC woul d
have to be conducted in context with existing case |law, which
require that all open seasons be conducted on a non-
di scrimnatory, open access basis. The FERC wouldn’t view any
party with a preference in that process. The parties would bid
on the section that’s available. No particular source or shipper
has any preference to capacity.

SENATOR KIM ELTON said it seenmed that for an initial open
season, the producers would have sonmewhat of an advantage,
because they have know edge of where reserves are versus
i ndependents who would make a bid on undi scovered reserves. He
asked himto comrent on that situation

MR. FROST replied that FERC regul ati ons have no requirenent on
when an open season is to be conducted. A nunber of precedents
define how it should be structured — how long it should be open,
how | ong prior to the opening should the notice occur, etc. The
decision for when the open season takes place is a comerci al
deci si on about when the pipeline feels it has sufficient support
from potential shippers to nove a project forward. FERC
regul ati ons and precedents dictate that certain things have to
happen before the application is submtted to it.

When the open season is made, all parties who have an interest
in participating in a open season have an equal opportunity to
bid at the tinme it is conducted. Different parties will be in a
different position to participate in an open season to develop a
pi peline. To the extent that parties are not able to participate
in one open season, the project sponsors could expand the
pi peline and have an expansion open season. An explorer could
force an expansion under FERC rules at a tinme later than the
initial open season. The pipeline always has an economc
incentive to expand and many expansions result in a lower rate
for all parties.

SENATOR ELTON asked if it is very likely that an independent
coul d become an anchor shipper under an undi scovered resources
scenari o.

MR. FROST replied:

Maybe. |f any shipper has reserves that are known and
confirnmed enough to support their desire to
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participate in an open season, they could participate
as an anchor shipper. The anchor process is open to
all parties....

SENATOR RALPH SEEKI NS asked what he neant by the pipeline, as
pr oposed.

MR. FROST answered that he was speaking generically. He was
referring to any pipeline with an open season.

SENATOR SEEKINS asked if a gasline from Alaska to Canada to a
hub versus one that went all the way through Canada to the Lower
48 woul d be treated the sane.

MR. FROST replied yes. “The Al aska pipeline will be constructed
under federal regulation and will be subject FERC regul ation.

SENATOR SEEKINS said if the sponsor group built the pipeline
the only advantage for them would be based on making a profit on
the construction and operation of the pipeline.

MR. FROST replied that construction of the pipeline would be
first and forenost to nove gas from the North Slope to the
mar ket pl ace — to access the market. There is also an expectation
that there will be a separate pipeline corporate entity. “In
that sense it has a profit center of its own.”

SENATOR SEEKINS nused if a person owned the pipe hinself, he
could see an advantage in keeping construction prices a little
hi gh to keep ot her people out.

REPRESENTATI VE M KE CHENAULT asked if it was true that one had
to be an owner to be able to sit at the table and negotiate
rates and if Alaska is not an owner of the project, where would
it be able to negotiate tariff rates, including in the future.

MR. FROST answered the FERC regulatory process allows all
interested parties to participate.

It is the normfor the individual state public utility
comm ssions and their staff to regularly participate
in these types of proceedings, because of the fact
that the outconme of these proceedings inpact the state
and the state consuners. The state of Al aska would
very nmuch have an opportunity to participate in all
regul atory proceedings at the FERC, both initial open
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season, initial appl i cation, and any subsequent
regul atory proceedi ngs at the FERC.

REPRESENTATI VE CHENAULT asked if it would be in Al aska' s best
interest to have nore say at these neetings if it was part-owner
of the project versus not being an owner.

MR. FROST replied, “If the State of Alaska is an owner in the
pi peline, then they have a slightly different role. They are not
a user of the pipeline; they are part of the pipeline, itself.
The pipeline, of course, does represent its own interests at the
FERC. And so, the State of Alaska, conceivably, would have two
roles — one role as an owner of the pipelines that would be
proposing applications at the FERC and one in your role as
representing the consuners within the State of Al aska, itself.

CO CHAIR SAMUELS asked if who builds the pipeline should be
irrelevant to the producers.

MR FROST answer ed:

From a regul atory perspective at the FERC, the FERC is
going to view the pipeline as a corporate entity in
and of itself. The FERC doesn’'t particularly care who
owns this pipeline. Al of the procedures, all of the
regul ations, all of the case precedent, all of the
judicial case law that has been devel oped over the
| ast 80 years in the natural gas industry is going to
apply to that pipeline regardl ess of who the owner is.

REPRESENTATI VE BETH KERTTULA said that tariffs are affected by
the costs. “If you control the costs, you can control the
tariff.”

MR. FROST responded:

There are various aspects of the cost. There are
operating costs and capital costs. Speaking of capital
costs, when the pipeline files its application, the
capital cost will be a mmjor conponent of the tariffs
that are ultimately reviewed and approved by the FERC.
The FERC has a statutory obligation to insure that the
rates that conme out of the application process are
just and reasonable and they take their role very
seriously. There is a whole host of people at the FERC
in Washington, D.C. who tear those costs apart |ine by
line and argue over literally dollars and cents. Their
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role is to insure those costs, all costs, are just and
reasonable. One of the guidelines is to insure that
the costs have not been inprudently incurred.

SENATOR SEEKINS asked if all costs are reasonable, what is the
percentage of return on capital that FERC allows the owner of
t he pi peline.

MR. FROST answered that there is no specific nunber.

It depends on a nunber of factors, one of which is the
risk associated with the pipeline. The FERC has
recogni zed a direct link between the riskiness of the
project and the return on equity....

SENATOR SEEKI NS asked if he could guess for this pipeline.

MR. FROST replied that it would be within a range of about 12 to
14. 5 percent.

CO CHAI R OGAN observed that one penny’'s difference cost in the
tariff, if it’s higher, lowers the value of the project $155
mllion over its life.

If that’s an accurate figure, based on throughput and
a 30-year life of the project, it equates to — our tax
a royalty on that is roughly 20 percent. Some quick

figuring - that equals a little bit nore than $30
mllion the state will not get for every penny of cost
the tariff goes up.... W obviously have an intense

interest in what those costs are going to be and what
the alignnents are going to be, who owns what and who
is shipping what....

MR. FROST replied, “Pipeline rates and associated costs are
al ways the subject of great debate and scrutiny at FERC. It’s
what they do.”

CO CHAIR SAMJELS thanked M. Frost and announced that Mark
Hanley would give the next presentation regarding access to
capacity for producers and explorers wthout an ownership
interest in or effective control of the pipeline.

MR. MARK HANLEY, Manager, Public Affairs for Al aska, Anadarko
Petroleum said Anadarko is an explorer wth an interest
position, being partners with ConocoPhillips, and owns acreage
at Alpine, NPRA and in the Foothills. Anadarko is very
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supportive of getting a gas pipeline built. He would focus today
on areas of differences and concerns.

You've heard a few things here and one of the issues
you've heard is that FERC will guarantee - FERC is
your protector. | would only say that we all |ook at
what are the exceptions to the rules and where can we
be disadvantaged potentially. Part of the problem in
this process is it’s all speculation. So, we have to
specul ate things that many tinmes they won’t all occur.
But, if we don't |ook at what possibly could occur,
we’'re not being responsible to our shareholders. |
would say for you folks one of the things is that
you've got to listen to all the parties, but you ought
to have your independent folks. Because | would agree
that generally, the FERC is going to regulate this
pi pe; they are going to be the ones that nmake a | ot of
the determ nations. So, understanding the rules of the
gane...and looking at it from nmaybe, the state’'s
perspective, as well, and saying how can we be
di sadvant aged. . . .

MR. HANLEY rem nded the commttee that a few years ago the state
chose its royalty in kind and actually put out a bid for its
royalty gas. Anadarko bid on it successfully — wanting the gas
so it could go to an initial open season. However, Anadarko
doesn’t have reserves right now and is not likely to go to an
initial open season. The three producers really didn't |ike what
Anadarko did a few years ago — because in the ternms of its
contract, it could get capacity and then go out and explore for
the gas. Wien it found the gas, it could return the state’ s gas
wWith certain notice provisions. The state gas would then have to
be carried by the other folks. So, they would get pro-rated even
t hough they have a contractual right to that capacity.

Anadarko was told fromthe beginning to not worry about capacity
because the pipeline could be expanded, but when the shoe was on
the other foot, the producers were reluctant to expand capacity
saying that would increase risk to the pipeline.

That sends a nessage to us. Maybe when they’'re telling
us it isn't a problemto get it, nmaybe it is. | don't
know what, but that gives you an exanple of one of the
concerns that we have about this process when they say
its fair for expansion...
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VR. HANLEY noved to the subject of producer owned or
i ndependently owned pipelines and which is better. H's general
testimony in the March neeting was that Anadarko doesn’t care
who owns the pipe as long as there is fair access terns and
conditions at a reasonable price. But, there’'s always a natura
tension between the shipper, whose goal is to have the |owest
rate, and a pipeline ower, whose actual goal is to nake as much
noney as they can. “This is what all the protections are out
there for.”

MR HANLEY read Bob Loeffler’'s comments in Petrol eum News:

What determines how high the rate of return is on
equity is how risky the pipeline is. Pipelines wll
argue |I'm not an average pipeline. I'mnore risky than
anyone else, so | deserve nore. O course, shippers on
the pipeline argue they' re not risky at all.

MR. HANLEY refl ected:

That’s that natural tension.... If the shippers are
| argely the owners, as well, you ve heard the natural
tendency there — there’s an incentive there to shift

your profit as nuch as possible to the pipeline
system That’'s a concern for nost of us.

For the state it should be a concern because it
decreases the wellhead value and it decreases the
state’s revenue if the profit is taken out of the pipe
instead of out of the gas. For explorers, it means our
costs are higher. So, it’s a concern for us. Wen you
get into a natural system and you’ re going before FERC

arguing what is that rate of return - should it be
12% 14.5% - everybody is arguing that this is a huge
risky pipeline. I’mnot going to argue that it isn't.

But the tension isn't necessarily there, because if
the big shippers didnt own the pipe, they' d be
pushing as hard as they can to have it closer to a 12%
rate of return, because that’'s going to nean the
pipeline tariff is |ower.

In this case, if the pipeline owmers own it, |’m not
sure that the big shippers are not likely to be out
there arguing. In fact, they won't be opposing the

hi gher rate of return on the pipeline, itself, because
they know that it also helps both conpetitively as

JT. JBUD/ SRES COW TTEES -27- July 28, 2004



well as through their overall rate of return, because
the state’s picking up about 20% of any increased cost
in that. That’s sonething that doesn’t have to do with
the pipeline costs.... | think anybody who is a
shi pper would want the pipeline operated at the | owest
cost and not built over cost to try and capitalize
t hat .

TAPE 04-14, SIDE A

MR. HANLEY related also that the Natural Gas Policy Council
sai d:

The state nust develop a clear and sophisticated
under st andi ng of open season rules governing access to
a contract carrier pipeline and devise strategies to
facilitate access to the pipeline for firnms exploring
for or developing new gas discoveries on the North
Sl ope or Interior basins.

The Legislature al so passed a resolution in 2002 that said:

Provisions for access to the pipeline by explorers on
a fair and reasonable basis including a proper open
season with fair and reasonable tariffs and...they and
the state have the ability to obtain expansion of the
pipeline if it’s economcally and technologically
feasi bl e.

A letter from Governor Knowl es to Senat or Bi ngham al so st at es:

Access for new discoveries - is necessary to mandate
that in the event of new discoveries on or around the
North Slope or Interior Alaska. And, whether on
f eder al or state | ands, the owners of t hese
di scoveries will have access to the pipeline in order
to market their gas. It is estimated that undi scovered
gas reserves nmay be in the order of 100 TCF or nore

Legislation should give the FERC clear authority to
require the owners of the Al aska portion of the Al aska
H ghway project to expand the capacity of the pipeline
in order to accommpdate all new discoveries. Absent
such a provision, new gas discoveries could be left at
the back of a long [line] of gas awaiting shipment or
worse, indefinitely stranded in place, because, unlike
nost areas in the Lower 48 states, one pipeline wll
be the sol e source of available transportation.
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MR. HANLEY enphasized that Alaska is different in that it wll
have only one pipeline. Nan Thonpson, who was chair of the
Regul at ory Conm ssion of Al aska (RCA), said:

A pipeline owned by producers wll not have an
incentive to transport gas developed by their
conpetitors to market.... If +the state wants to

encourage conpetition anongst producers and full
devel opnent of its gas resources, we need |egislative
authorization for our regulatory agency to evaluate
the economcs of the proposed expansion and require
support for an application for expansion at the FERC
when expansi on pronotes the state’s best interest.

Aletter from Governor Mirkowski said:

W also believe it is in the best interests of the
state for the pipelines to be owned and operated by an
unaffiliated pipeline conpany assumng that such a
conpany is able to provide the | owest possible tariff.

MR. HANLEY suggested that there’s enough people with concerns
about ownership of the pipeline to urge the Legislature to |ook
at the issue closely. Alaska is different than the Gulf Coast,
which has conpetition, because it has a nonopoly. Three
producers control 90% of the gas on the North Slope. They have
spent many years jointly working on the project.

To be honest with you, there really isn't conpetition
for that gas getting into it, nor can there be and I'm
not saying it's their fault. But, when you're at
Prudhoe Bay, BP can’t just produce its gas and |eave
every body else’s in the ground. There’'s a lot of
| egal precedence about overlift, underlift and |ots of
problens with that. So, there’s going to be an
agreenent from Prudhoe Bay owners about what is the
optimal off-take of gas fromthat field. There has to
be. The sane thing at Point Thonpson - they have to
cone to an agreenent anong the owners on what’'s the
opti mal anpunt com ng out. Wen they know that... they
know how much they need to go to the open season and
nom nate capacity. It’s not a negative thing; it just
shows you they’'ve worked together building the

pipe.... There is one group out there doing this thing
and when you get to the open season, they will say...
typically...it’s conducted to determ ne how big the
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pi peline needs to be, what interest there is going to
be out there, are there other people that are willing
to conmt so they can size the pipe. To be honest with
you, that’s all done. | think they would be very
surprised if anybody other than Prudhoe Bay and Point
Thonmpson owners...if significant gas came in from
somewher e el se.

Whet her or not there is an anchor shi pper agreenent or
whet her they can set aside capacity that isn't in
there really isn't the huge issue, particularly in the
initial open season, because frankly, they are the
only ones that have expansion capacity. | think 1’ ve
explained to you before, as an explorer, wthout
identified reserves, and that’s us or any of the other
people out there, we can't go to the open season,
nom nate .5 BCF a day and nmake a commitnment of $300
mllion a year, in that range, for 20 or 30 years
wi t hout knowing we actually have the gas to put in
there. It’s a chicken or egg thing.

The explorers are going to be focused on the
expansion, what the terns and conditions are, if the
pipe is actually built so it can be easily expandabl e,
how nmuch it can be expanded. Wat those terns and
conditions are are going to rely a lot on FERC and
others to nake sure that we do have that ability.

Again, who is going to look out for our interests? The
FERC is out there looking at this stuff, but | would
say the state has sone ability. There is a Stranded
Gas Act where the state can include provisions; they

do have sone leverage. | would say our RIK (royalty in
ki nd) process has not been finalized and we haven’t
been actually granted, but | would say don’t give up
your right to take your gas in kind. That’s one of the
few | everage points you have. | suspect they would ask
you to not do that, but |I think as a state, you should
not do that.

When you go back to the ownership of the pipe by a
producer, where is the tension in the systen? Let’s
just say that the producers own a third each of the
pipe and | don’t know what the interests are going to
be, and they control 90% of the gas. If you don't
count the state’'s gas, it’s less, but they are
probably going to carry it in value, well they're a
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net owner. Their interests are largely going to be
100% ownership of the pipe, so their interest is going
to be as a pipeline owner. That’s the concern.

MR. HANLEY expl ai ned that Order 2004 (a) tries to put a firewall
between the pipeline owner and the affiliates. There is an
attenpt to not share information, but one nust |ook at the
exceptions. He tried giving the conmttee an idea of how FERC
bal ances this.

Order 2004(a) - The commission (FERC) is balancing its
concerns that a transm ssion provider (the pipeline)
will abuse its relationship with a marketing or energy
affiliate by providing it unduly preferential access
to informati on about potential expansion plans or new
production areas against the need to facilitate
infrastructure devel opnent by al | owi ng t he
transm ssion provider to coordinate construction and
planning with an interconnecting gatherer pipeline or
producers. ..

Therefore, the conmssion clarifies that transm ssion
also includes an interconnection to facilitate gas
transportation service. Thus, discussions between a
natural gas transmission provider and an energy
affiliate to provide an interconnection or expansion
for the energy affiliate would be covered by the
transacti on-specific exception.

MR. HANLEY translated that to nmean that there is a transaction
specific exception to the rule that says you can’t have
conversations out there. They say that interconnecting entities
may discuss the location, practicality and cost of potential
i nterconnections with an affiliated transm ssion provider. The

purpose is to encourage the transm ssion provider and
interconnecting energy affiliate to work together to develop
addi ti onal infrastructure to facilitate devel opnent of

producti on.

There are exceptions to the rules.... If they do that,
they have to record the neeting, they have to keep a
transcript of it, they have to keep it for three years
and they have to nmake it available to FERC. This is
all intended to nmake sure that nothing goes wong.

The Order of 2004 had a discussion about whether a non affiliate
could voluntarily consent in witing to allow a transm ssion
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provider of the pipeline to share the non affiliate’ s
information with the pipeline owner’s marketing affiliate. He
didn’t know why he would want to get them information that they
could share with their owm affiliate, but it was allowed and
says:

Sever al commenters, including indicated shippers,
urged the conmmssion not to adopt the voluntary
consent provision. They argued that it 1is anti-
conpetitive, because even if a shipper agreed to
di sclose the information, the consent nmay not truly be
vol untary, because the transm ssion provider could be
exercising market power.... That's the normal tension
that occurs in these things....

BP argues that the comm ssion should elimnate the
voluntary consent exenption in the natural gas area
There is no business reason why a custoner would allow
the transmission provider to share that custoner’s
information with a transm ssion provider’s marketing
or energy affiliate.

According to BP, transm ssion providers could coerce a
custoner to consent. Therefore, the consent is not
truly voluntary. So, these are the comments. So, when
people say am | being paranoid, | would just point to
an exanple like this and say....

This is a very conplex field. There are lots of things
that are out there. There are conpanies who are
shi ppers who have very legitimate concerns about the
pi pel i ne conpani es and the power that goes with both.

MR. HANLEY concluded by wurging the Legislature to watch the
terms and conditions closely.

REPRESENTATI VE LES GARA said he also had concerns about letting
FERC control the state’'s destiny, but asked assumng the state
is skeptical that FERC wll get us the best price for
transporting gas, what can the state do to ensure the |owest
possi bl e transportation price.

MR. HANLEY again pointed out l|leverage in the Stranded Gas Act,

but he didn't know if it was significant. The state needs to
understand and participate in the FERC process.
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REPRESENTATI VE M KE HAWKER asked if he had any inmmedi ate concern
that the state is abrogating its responsibility or is he being
caut i ous.

MR. HANLEY replied that he is being cautious. One provision in
the Federal Energy Bill says within 120 days of its enactnent
the comm ssion shall pronul gate regulations governing the
conduct of open seasons for Alaska natural gas transportation
projects, including procedures for the allocation for capacity
and the regulations shall include the criteria and timng for
any open seasons, pronpote conpetition in the exploration,
devel opment and production of Al aska natural gas and for any
open season for capacity exceeding the initial capacity provide
the opportunity for the transportation of natural gas other than
from Prudhoe Bay and Point Thonpson. That’'s part of the federa
package that includes prelimnary judicial review, expedited
permtting, etc. It also has a provision specifically allow ng
FERC to force an expansion of a pipe.

CO- CHAI R SAMUELS announced a recess.

CO- CHAIR OGAN called the neeting back to order at 1:15 p.m He
said that he would be chairing the afternoon portion of the
nmeeting and the next subject to be discussed would be access to
capacity for Al askan conmunities by Charlie Cole.

MR, CHARLIE COLE, Board of Directors, Alaska Gas Pipeline
Authority, said he wanted to talk about the Gas Act’s provisions
at Fai r banks.

I have to say prelimnarily that | have sone
hesitation about speaking critically, you mght say,
about an item of | egi slation that passed the
| egi slature by a vote of 20 — 0 in the Senate and 38 —
O in the House. Oobviously, any bill that passes the
Al aska Legislature with votes like that has strong

support and is viewed by inforned |egislators as good
| egislation for this state. So, with that caveat and

that reservation, | want to speak a little bit today
about the effect of that bill as | see it on Fairbanks
and ot her Interior comunities and in a sense,

conmuni ties down river

One, Alaska is cold and Fairbanks is, on occasions,
very cold. It is one of the restraints on growth that
we have in Alaska and we’ll always have in Alaska — is
the cold weather. Wth that given, |ow cost economnc
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energy is vital for the economc developnent of,
certainly, Interior Al aska and, as we have seen, how
vital and how beneficial that has been to the
Anchorage area. But, Fairbanks has not had that
benefi t and Fai r banks conti nues to struggl e
economcally as respects quality of life for the high
cost of energy there.

So, if one looks to the future of Fairbanks, if
Fai rbanks is going to have any economc growh... it
nmust have cheap economc energy to offset the costs of
living there.

The second given is that these Al aska resources should
be primarily for the benefit of Alaskans. Isn't that
what Governor Mirkowski said? He said one of the
fundament al purposes of the use of these resources of
Al aska shoul d be to benefit Al askans.

Senat or Seekins would know at tinmes in Fairbanks when
it’s 50 degrees below zero, we have people there who
buy 50 gallons of fuel oil to heat their house, to
keep it from freezing, because that’'s all they can
afford, if you can believe that. One of the givens for
t he Fairbanks conmunity is we really need gas. There's
only one place we’'re going to get that gas and that’s
off this gasline, if it’s ever built. Presumably, it’s
going to be built.

Also, if we want to keep the mlitary bases in
Fai rbanks — you know those base closure proceedings
cone up every once in a while. One of the criticisns
we talk about keeping Eielson and Fort Winwight
there is how nmuch it costs to keep those bases open.
If we're trying to reduce the defense budget, maybe
we’'re trying to, I'mnot really sure that we are, but
if we are, we’'ve got to reduce the cost of power and
heating at those bases. So, that should, in ny view,
be given as a policy.

So, what did the Stranded Gas Act do for Fairbanks in
that regard? Gven | think those unani nbus policies —
lets just read what AS 42.06.240 says in that
regard.... starting with section (f).

In addition to the other requirenents of (a) through
(e) of this section, the provisions of this section
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shall apply to a certificate of public conveni ence and
necessity for a North Slope natural gas pipeline
carrier or a person that will be a North Sl ope natura
gas pipeline carrier under this chapter.

(1) The person making the application shall dedicate a
portion of the pipeline’s initial capacity sufficient
to transport the total volune of North Slope natural
gas that has been commtted by the producers and
shippers of North Slope natural gas to tendering for
intrastate firm transportation service at the tine
that the operation of the North Slope natural gas
pi pel i ne conmences.

(2) Upon receipt of the certificate application under
this subsection, the [RCA] shall issue a public notice
inviting prospective intrastate shippers of North
Slope natural gas to file a request for service. A
request for service submtted by a shipper in response
to the notice issued under this paragraph must include
a proof of the shippers commtnent to use the North

Sl ope natural gas pipeline for intrastate firm
transportation service, specifying the volume of North
Sl ope natural gas that the shipper wll tender for

initial intrastate firmtransportation service.

(3) In its review of an application submtted under
this subsection:

(A) For the purpose of evaluating the total volune of
intrastate transportation of North Slope natural gas
to be accepted for initial intrastate transportation

the [RCA] conm ssion shall determne the total volune
based upon witten commtnents to tender North Slope
natural gas for intrastate firm transportation service
continuously for a period of not |less than three years
after the operation of the North Slope natural gas
pi peline comences as follows (the RCA has to
determine the total volune based upon witten
commtnments (before the certificates of public
convenience and necessity are issued and before
pi pel i ne construction begins — day one):

(i) Each request for service by an intrastate shipper
that is a public utility, as that term is defined by
statute, for the purpose of furnishing natural gas for
ultimate consunption within the state by its custoners
that individually consune an average annual vol une of
less than 20 mllion standard cubic feet of gas per
day shall be supported by a witten commtnent by the
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public wutility that sets out the utility's best
current estimte of the average annual volune that the
utility will require during the three-years peri od.

MR. COLE enphasized that a witten commtnent gives the sense of
sonething that is binding and obligatory, but after reading the
next sentence, it may not nean contract.

(11) Each request for service by an intrastate shipper
that is not a public utility, as that termis defined
by law, and each request for service by a public
utility for the purpose of furnishing natural gas for
ultimate consunption within the state by a custoner
that individually consunes an average annual volune of
20 mllion or nore standard cubic feet a day, that
purchases North Slope natural gas from a North S| ope
natural gas producer nust be supported by one or nore
contracts for the purchase of the North Slope natura
gas on a take or pay basis that extends for a period
of not less than three years after the operation of
the North Sl ope natural gas pipeline comrences.

MR. COLE explained that neans that anybody who wants this
natural gas, if it is not a public utility or it is a public
utility with nore than 20 mllion standard cubic feet per day,
you have to reach a contract now to buy natural gas from the
carrier on a take or pay basis. Fairbanks has no natural gas
distribution system or facilities for converting natural gas to
el ectrical energy; so, who in Fairbanks would enter into a
contract like this, he asked. He didn’t know how such a project
woul d be financed and supposed that it woul d be inpossible.

CO- CHAIR OGAN interrupted to say that LNG is being shipped from
the Matanuska Valley to Fairbanks at $7 per thousand CF and it
woul dn’t take too nuch to set up a turbine to turn the natura

gas into electricity.

MR. COLE responded that it wouldn’t be very practical to enter
into a contract now w thout knowi ng what rates the RCA will set
and approve as just and reasonable. Fairbanks needs a whole
di stribution systemfor honmes to be heated and no one knows what
that would cost and no one would finance it. However, he noted
that was only part of the dilenmma. The next section says:

(ii1) The RCA may consider peak volunme specified in

witten commtnents of the North Slope natural gas
producers and purchase contracts; and
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(B) The conmm ssion shall set out in its order granting
a certificate of public convenience and necessity the
total volunme of intrastate North Slope natural gas
that the North Slope natural gas pipeline carrier
shal | accept for intrastate transportation.

MR. COLE said that neans the certificates of public convenience
and necessity shall say the total volune of intrastate gas may
not exceed the volune substantiated by witten commtnents and
contracts that conply with the requirenments of the chapter.
Comm tnents have to be in place, then the RCA in the certificate
of public convenience and necessity says, “You' ve got to send
out X, but you can’t ship any nore for intrastate
transportation.”

He enphasi zed that it gets worse:

If the North Slope natural gas pipeline carrier wants
to transport gas in excess of the amount set forth in
the statenent of total volunme of the pipeline
carrier’s certificate of public convenience and
necessity, the ©pipeline carrier may apply for
authority to transport nore.

MR. COLE expl ained that neans the carrier has to see if it can
get authority to do that.

We're looking at a gasline that’'s going to potentially
be running by Fairbanks for the next 30 years. How are
we ever going to, for exanple, entice anyone else to
conme to Fairbanks and utilized this natural gas for a
petrochem cal facility? Wat about supplying natural
gas to Fort Wainwight? Converting those bases? And
how are we going to furnish natural gas to Eilson Ar
Force Base? Once, ten years down the road, it then
becones up to the gasline to decide whether they want
to increase the intrastate capacity for Fairbanks. And
I’m not talking just about Fairbanks and Eilson and
Fort Wainwight, |I'm talking about Tok, |’'m talKking
about Delta Junction on the way down the H ghway, but
I’m also talking about the developnment of propane
facilities to be able to ship propane down river to
these other comunities. | nmean, once you do this,
[it] is locked in. Then it’s up to the pipeline,
itself, to decide whether it wants to increase the
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capacity — and that’s over the next 10, 20 or 30 years
or maybe 50 years.

This is legislation, which I think is ill-advised, if
| may say. That’s a little strong for people who voted
58 — 0; | realize that. But, | think for the reasons

|’ve given you, this Legislature should take a | ook at
it and decide whether it needs to be revised. Probably
90 percent of what you hear in these hearings you have
no control over. It’s under the control of FERC. This
is sonething you can do sonething about — to encourage
econom ¢ devel opnent, to inprove the quality of Ilife
in the Interior, the Interior villages and down the
hi ghway and down river

SENATOR BUNDE asked if he anticipated that the gas the state
woul d sell in-state, because it’'s in the state’s best interest
to get the highest return, would be at the sane price as the gas
sold out of state, less the cost of transportation. He didn’t
see any incentive to not increase capacity for Fairbanks if the
state would get the sanme net return.

MR. COLE responded:

Way would you allow that decision to be made by the
pipeline, itself? | think one of the vices of this is
for the next 30 or 40 or 50 years, as long as this

gasline is there, it is the pipeline, itself which
makes the decision. Does it want to apply to the RCA
to increase the intrastate capacity? W shouldn’'t, in

ny view, allow that decision to be nade by the
carrier. The decision should be made by either the RCA
or by others and not grant it exclusively to the
pi pel i ne. They can stifle the devel opnents of
Fai rbanks and the Interior and the villages and down
river for the next 50 years by sinply saying if the
North Slope natural gas pipeline carrier wants to
transport nore, it can file the application? Wy do we
give themthat exclusive right?

SENATOR BUNDE responded that a phrase comes from Fairbanks
| egislators fairly often — “A stranded gas tax would encourage
themto be friendly to Fairbanks.”

TAPE 04-14, SIDE B
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MR. COLE responded t hat

he would like to talk to the people from

Fai r banks who voted on this.

SENATOR SEEKI NS said he
but he wants to talk to
He also said that take

the natural gas industry

wasn’t there during that conversation,
M. Cole before the |egislation passes.
or pay contracts are pretty standard in
and you generally need sonme of those on

hand to show banks that you can borrow the noney and repay it.

MR. COLE replied:

Senator, this is
capacity of that

a small i nfinitesinal anount  of

line [BREAK IN THE RECORDING....

It’s not a najor accommobdation to the pipeline carrier

when you consi der

tell you, Fairbanks

over the next 30
reduce the cost of

the consequences to Fairbanks. |
is going to dry up and blow away
or 40 years if sonehow we don’'t
energy there. This is a barrier to

that — plain and sinple.

SENATOR SEEKI NS noted

for the record that al | the new

construction in his area is being heated by Fairbanks natural
gas and their distribution system continues to expand there,
even though they are bringing in LNG

MR. COLE said his statenment proves his point of the crying need
for cheap gas in Fairbanks. He repeated:

It’s a crying need

and why do we want to initiate, by

| egislation, barriers to that devel opnent, our policy
should be the opposite. W should enhance it and

further.

Let ne talk take or pay contracts. The problem with
take or pay contracts is when you have the situation
you have in Fairbanks. Sure, | can see Enstar taking a
take or pay contract. It has the distribution system
it has the industrial developnent here to do it; |
nmean that’s a no-brainer. But, we're talking about
Fai r banks, which has none of that. We're starting from

scratch. We shoul dn
Fai rbanks to have

"t put that burden on the peopl e of

a take or pay contract when they

don’t know the price of it; they don’t know how much

it’s going to cost

to develop the distribution system

in Fairbanks; they know nothing.... The problem is

that it's going i

nto the wunknown. The problem is

pecul iar to Fairbanks.

JT. JBUD/ SRES COW TTEES

- 39- July 28, 2004



REPRESENTATI VE HAWKER said he wasn't in the Legislature when
this bill was adopted and said, if M. Cole s suggested renedy
of repealing the Act would happen, there would be no statutory
requi renent for capacity dedicated to intrastate transportation.

MR. COLE repli ed:

Not to totally repeal it, of course — to repeal this
particular section and revise it wth sonething a
little nore balanced for the need we have in the
Interior. There could be, with expert testinony, the

anount of intrastate <capacity that needs to be
reserved and then, within a given period of time or in
segnents over a period of time, if it’s not wused

within that period of tinme, then it reverts. You see,
I’m looking for 30 and 40 and 50 years. W |ook, too

often, | think, to today and tonorrow and the next
three years, but |I'’m looking for three generations of
Al askans.

REPRESENTATI VE HAWKER asked if he had this conversation with any
of the nmajor players who are proposing pipelines to solicit
their support.

MR. COLE replied enphatically, “No.”

REPRESENTATIVE GARA said he was trying to wunderstand the
disincentive for the pipeline ower to let gas be delivered in
Fai r banks.

Is it, if they are going to carry a full load of gas
fromthe North Slope down to Fairbanks, they nake nore
noney by bringing it all the way down the pipeline
than they do in just charging to drop it off at
Fai rbanks and that’s the disincentive you' re worried
about ?

MR. COLE replied that he hadn’t spoken to prospective pipeline
owners on what they are worried about.

| would inmagine they would want to make commtnents
down-line and they don’t want to have to be nonkeying

around wth this relatively mnute capacity in
Fai rbanks. | can understand their incentives and their
needs. | just think that we need to tinker wwth this a
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little bit to allow Fairbanks and the Interior
communities to have the incentives.

| went down to Tok a couple of years ago and we had a
hearing there. They said, ‘Wiat’'s in this for us? W
want gas here, too.” This gives them essentially no
opportunity to ever have gas. Not today or tonorrow,
but to ever have gas. That’s one of the problens that
| see. It’s sort of shortsighted and | think it’s not
unreasonable to ask the producers, the owners of this
gas, to make these accompdations for the best
i nterest of Al askans.

SENATOR THOVAS WAGONER said N nilchik has sone new discoveries
and it has the sanme scenario - a snmall community and the people
want the gas, but the problem is do they want to pay for a
station to depressurize that gas down to a |ower pressure and
pay for the infrastructure that it takes to distribute that gas.
Do they want to do an LID (local inprovenent district) for 10
years?

MR. COLE responded that his sense is to give the people of this
state the benefit of warm houses and a quality of Ilife that
ot her people in the Lower 48 enjoy.

W re right there on the line and we can't get it?
Now, what are we mssing? | nean, we're right there on
the line — and we can’t get it because we can't tell
the owners of +this gas you have to nmake sone
accomobdations to these Al askans whose natural gas
you' re piping out to the east coast. | don't get it!

COCHAIR OGAN said that the gas in Cook Inlet has a |lot of
| iquids and those have to be stripped out to process the gas.
“Hopefully we’ll have a thriving petro-chemcal industry in
Fai rbanks to get some of those liquids before Alberta gets it
all.”

CO- CHAIR OGAN thanked M. Cole for his testinmony and directed
that a letter from Representative Wlitaker be typed into the
record before testinmony from M. Persily, Departnent of Revenue
was taken. The letter foll ows:

July 27, 2004

Senator Scott Ogan
Chair, Senate Resources Conmittee
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Al aska State Legislature
Senat or:

Senator QOgan, the request from Bonnie Robson, the
consultant to the Legislative Budget and Audit
Commttee for Alaska Natural Gas Pipeline |Issues, is
very clear. The subject matter for discussion is to
be: “Wat is your conpany willing to offer on access
beyond what is required by | aw?”

My testinony was going to be and still is as foll ows:

Current Alaska law provides for a broad policy
directive:

e The Alaska constitution, Article 8, sections 1

and 2 that directs: “It is the policy of the
state to encourage... the developnent of its
resources by nmaking them available for maxi num
use consistent with the public interest.” And
that, “The Legislature shall provide for the
utilization, devel opnent and conservation of all
natural resources belonging to the state, ... for
t he maxi num benefit of its people.”

« AS 38.35 The Right of Wiy Leasing Act - “The
natural resources of this state,...and in its
| and for transportation of t hese

resources...toward markets both in and out of the
state are capable of making a significant
contribution to the general welfare of the people
of this state. It is the policy of this state
that the developnent, wuse and control of a
pi peline transportation system be directed to
make the maxi mum contribution to the devel opnent
of the human resources of this state, the
increase in the standard of living for all of its
resi dents, the advancenent of existing and
pot enti al sectors of its econony, t he
strengthening of free conpetition in its private
enterprise system and the careful protection of
its inconparable natural environnent.”

e AS 43.82 Stranded Gas Devel opnent Act — “maxim ze
the benefit to the people of the state of the
devel opnent of t he state’s stranded gas
resour ces”
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Unfortunately, wth the passage of HB 290 by the
twenty-first Alaska Legislature in 2000, that broad
policy directive is precluded in that the law puts an
overwhel m ng burden on local utilities and comunities
to conmmt to purchase for firm transportation a
definitive anmpunt of natural gas w thout know ng what

their future demands will be, w thout know ng what the
tariff rate wll be or the nethodology for gas
valuation will be or from whom they will purchase gas
or even if it will be avail able.

Further, HB 290 exenpts a North Slope natural gas
pipeline from a requirenent to serve as a “conmnon
carrier” for anything other than instate use of gas.
There is no realistic provision in law that requires
the owners of a gas pipeline to provide access for out
of state shipping capacity to any other would be
conpetitor.

Sinply put, despite a broad policy directive to the
contrary, it 1is probably that wunder existing |aw,
Al aska’s communities will have limted access to North
Sl ope natural gas. Further, it is probably that woul d-
be conpetitors will be precluded from shipping natural
gas, thereby elimnating the potential for a
conpetitive free enterprise mnmarket from which all
Al aska benefits.

Fortunately, tinely solutions do exist. Wen HB 290
passed, it was clear that a time of reckoning |ay
beyond; when the | egislation wiuld have to be revi ewed
and changed. W knew that because, while HB 290 was
the best we could do at the time, ultimately it did
not neet our constitutional obligation. That tinme is
now. The first set of solutions will require that the
| aw be changed to provide a nore probable opportunity
for community access and conpetitive access for woul d-
be gas explorers and producers. A second solution is
public ownership of a North Slope natural gas
transportation system The Alaska gasline Port
Authority, a municipal entity created in 2000 by an
overwhel mng majority of voters and the Al aska Natural
Gas Devel opnent Authority, a state entity created by
initiative in 2002, and approved by a significant
majority of voters, are both commtted to ensuring
access to any woul d-be producer and also commtted to
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providing access to supply for all Al askan consuners;
be they utilities, industrial or other user groups.

Ready markets exist for Alaskan natural gas. The
suppl y/ demand dynamic is such that the economcs of a
project are predictable and positive. Supply at a fair
val ue nmust be made available to the project that nost
benefits Alaska and Al askans. It is the Legislature’s
constitutional responsibility to ensure that supply at
fair value be nmade available. That responsibility and
subsequent action nmay from tine to tinme require a
reasonabl e | egal and conmmerci al confrontation or
negotiation between the Legislature and the ngjor
| easehol ders of Alaska’s North Slope natural gas:
British Petrol eum Exxon and Conoco-Philli ps. A
negotiation or confrontation of this nature between
the state as the owner and the |easeholders is
necessary and healthy. After all, nuch can be gained
or | ost on bot h si des. The Legislature’s
responsibility is to fairly gain a maxi mum benefit for
t he peopl e of Al aska.

N. Jim Wi taker, Mayor

MR.  LARRY PERSILY, Special Assistant to the Conmm ssioner,
Departnent of Revenue (DOR), said he wasn’'t at the neeting when
he got volunteered for this subject. H's coments are not neant
to depress anyone or contradict earlier comrents.

All things being equal, collecting state revenues
sooner is better than getting them later. You never
know what the future will bring and, if you need the

cash, you mght say that a royalty or a tax dollar in
hand is worth nore than two in the ground — especially
for a state that is so dependent on each year’s
revenues to pay its bills.

But, on the other hand — the one without the dollar in
its grip — Alaska needs the gasline noney even nore so
in the future, if declining oil and gas production
continues to cut into our state revenues. A steady,
even longer-term stream of cash to the treasury nay
be better than producing nore gas in the early years
and then | ess gas |l ater on.

Just as the Alaska O and Gas Conservation Conm ssion
(AOGCC) is charged wth managing reservoirs for
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opti mal , | ong-term production, shouldn’'t we also
consider the optimal term for namintaining the gasline
revenue streanf? That’s sonmething to consider, since at
this time no one really knows how nuch gas is
economcally recoverable or if and when conpanies

would be wlling to invest in new exploration and
production to prove up those reserves and put themin
the line.

The proposal on nost tables is for a gasline that
would nove 4.5 BCF per day. Wth the current proven
reserves from Prudhoe Bay and Point Thonpson, that’s
about 34 TCF. A full 4.5 BCF a day line would run out
of gas in 21 years. The truth is it wouldn't run at
full speed and then hit enpty one day late in the 21°%
year. The decline would start soon after the half-way
point after which the decreased flow would be steep

The major North Slope producers testified this past
| egi slative session that the gas flow from 34 TCF
would start to decline after about 12 to 14 years,
| eaving plenty of available capacity for new supplies
to nove down the pipe.

Looking at projections at Prudhoe Bay and Point
Thonmpson, a 4.5 BCF project would be down to 4 BCF by
year 15, dropping quickly to under 3 BCF by year 18
wi t hout new di scoveries to feed the |ine.

And, yes, there are sone additional known reserves on
the North Slope, but not nearly enough to keep a 4.5
BCF line full for 30 years or nobre, which is what
we’'ve already gotten out of the trans-Al aska oi
pi pel i ne.

It would take closer to 60 TCF of reserves to keep a
4.5 BCF gas pipeline full for 30 years, after which
the flow would turn sharply Ilower. Consider that
explorers would need to find and develop those new
fields just to keep the line full, nuch less worry
about expansi on.

Notwi thstanding all the estinmates of how nuch gas
m ght be out there, 30 additional TCF is a lot of gas
to find. By conparison, that is nore than three tines
as nmuch gas as has been discovered in the Mackenzie
Delta. At $4 an MCF, that is $120 billion worth of
gas.
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Assum ng explorers find that 30 TCF of gas or nore on
the North Slope and in the Foothills, does it nake
sense to expand the line to nove that gas to market as
soon as the engineers and welders can do the work to
boost the pipe’'s capacity? O is it better to pace
ourselves for the long term thinking of those
additional reserves to extend the life of the Iline
rather than expand its short-term flow? Should the
mar ket decide if and when nore gas i s needed?

We shoul d keep our eyes on what’'s inportant, which is
getting the gasline built sooner rather than |ater and
do whatever we can to ensure that the gas flows for as
many years as possi ble. That seens nore inportant than
del i berati ng expansion requirenments now, especially if
it affects the cormerciality of the line.

It is natural to assune that as soon as the line is

built, there will be an incentive to explore. No doubt
explorers will find nore gas on the Slope. The state’s
interest is to encourage exploration to always keep
that line as full as possible. Mre gas in the line

means |lower tariffs, which means nore royalty and tax
revenue to the state from a higher well head val ue and
nore years of tax and royalty checks. However, too
much expansion early on could lead to |ower
utilization of the Iline later on, neaning higher
tariffs and less revenue to the state in those years.
The pipe should be sized for the long-term efficiency,
not short-term gains.

It also is natural to assune that sone of the nmjor
North Sl ope producers mght be notivated to explore

just as independents will want to find gas once there
is aline to carry it to market. Therefore, the state
should be very careful about creating any nechani sns
to direct expansion capacity to any parties in a
discrimnating fashion — while being just as careful
to ensure that the independents are treated fairly,
with full and realistic opportunities to access the
l'i ne.

But, in inpersonal dollars and cents, as far as state
revenue is concerned, a dollar from a nmmjor producer
is as good as one froma snaller independent player as
| ong as the majors renenber where we are.
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Having said that, | want to stress that conpetition at
| ease sales is good for the state and, for that
reason, the state should take all reasonable steps to
encourage and pronote independents on the North Sl ope.
It’s <clear that the independents wll play an
increasingly larger role in the state’s oil and gas
industry and w thout access to nove their production
to market they and the state would lose. That is
unaccept abl e.

But getting back to the issue of gasline expansion, we

believe conpanies’ wllingness to commt exploration
and production dollars and the market’s need for nore
gas should control expansion of the line. Let’'s be

careful not to let any dreanms of expansion jeopardize
what we really want, which is the gasline.

The line's tariff structure could also affect the
timng of any expansion. By adopting different nethods
for calculating the tariff, the recovery of capital
costs over tine, gasline charges can be decreasing or
| evel i zed. Each has its own advant ages and
di sadvantage for different players and different
times. There are good reasons for each and the state
needs to think carefully about the options and the
effect.

Through a decreasing tariff, where it starts high and
decreases each year as depreciation reduces the line's
cost basis, the project’s equity investors recover
their noney sooner and, over tinme, the tariffs
decrease as there is less cost recovery built into the
transportation charge. Lower tariffs could encourage
i ndependent exploration, but not until those years of
the higher initial tariff have passed. Al so, under a
decreasing tariff the state’'s take is less in the
early years because of the higher tariff as a
deduction against royalties and production taxes.
That’s a trade-off for the lower tariff and higher
state revenues in |ater years.

A declining tariff also |lowers the owners’ production
tax bills early-on assuming the producers are the
owners, which back-end | oads the fiscal system a goa
of the Stranded Gas Devel opnent Act. Because of the
ti me-value of noney, this could help the econom cs of
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buil ding the project. The owners would pay |ess taxes
early on, because of the higher tariffs, but would pay
heavi er taxes as the tariff drops in the |ater years.
So, you could say a decreasing tariff wth heavier
upfront depreciation mght be good for a producer-
owned line and could be good for new producers if they
cone on line in the project’s later years, but bad for
those independents if they want access in the earlier
years.

If a third party owns the pipeline, a decreasing
tariff would put a burden on the majors as the early
gas pays higher tariffs to pay off the pipeline. This
could hurt their econom cs.

A levelized tariff, which is the other option, spreads
out the burden of paying off the pipeline equitably
over tine anong all parties. Regardless of the project
owners’ tax depreciation schedule, the cost recovery
is levelized for the life of the project, neaning the
tariff is the sane in year 1 as in year 20. This would
elimnate any burden on early producers to pay a
hi gher tariff, but also would nmean the |ater producers
woul d not see any tariff benefit from a nore heavily
depreciated |ine.

| ndependent producers that cone on board at any tine
in a levelized tariff project would pay the sane as
the majors. This would be better than a decreasing
tariff for independents that feed gas into the line in
the earlier years of the project.

And, as you heard at last nonths’ hearing, there also
is the issue of rolled-in or increnental tariffs for
any expansion capacity. Wat’'s inportant to renenber
is that the entire issue of tariff structure may be
subj ect to negoti ati ons under a Stranded Gas
Devel opnent Act contract where the state can negotiate
fair access for all parties and help ensure that the
line stays full for a long tine.

SENATOR BUNDE asked if he recommended one of the three options
he just presented on tariffs.

MR. PERSILY said he was sure tariffs were being discussed in
Stranded Gas Act negotiations and he had only been on the job
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for five weeks and didn't want to pronounce what the state's
recomrendation is.

CO- CHAIR OGAN said one of his concerns about revenue is the
effect of the draw down on gas on oil revenues. Currently the
AOGCC can regqulate the waste of hydrocarbons, but not the
econom c waste of drawing down a large anount of gas in units
that would affect oil production and, ultimtely, revenues.

MR. PERSILY said he knows that the AOGCC is | ooking at that.

CO- CHAIR OGAN noted that there were no nore questions and that
the next subject for discussion was access to capacity for
Al askan utilities by Anthony 1|zzo, Enstar Natural Gas Conpany
saying that it is the sole gas distributor to Anchorage, the
Mat-Su Valley and Kenai Peninsula. He said there is a lot of
discussion in his area about whether there will be a spur to
service the Valley.

MR, ANTHONY |ZZO, President, Enstar Natural Gas Conpany, said it
has been serving its Al askan custoners for over 40 years. He
acconpanies his coments with a slide presentation. The first
slide showed a fuel cost conparison. Gas was the cheapest. The
second slide showed Enstar’s pipeline infrastructure; the third
slide showed a graph of the Cook Inlet gas supply from 1958 -
2002 and projects out to 2022, when it drops off significantly.
A fourth slide showed a graph of consuner’s use of Cook Inlet
gas.

MR, 1ZZO explained that Enstar’s supply strategy, as it sees

production dropping off at the end of the decade, has been two-
fol d.

W need to contract for additional supply. The reason
it’s significant is that we’ ve noved clearly from an

excess supply market. Back decades ago - in our
business we call it overhang — there was a |ot of gas
avail able and the demand was nuch |ower and so the
contracts at the tinme were all indexed against prices
of oil. It made sense if oil prices were up, the
econony was doing well, your natural gas bill went up.

If oil prices were down, the econony was down, your
natural gas prices for honme heating and business use
were down. We were not able to secure additiona
supply using that nodel - going back just a couple of
years ago. So, what we clearly identified is the fact
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that we’ ve gone from an excess supply to a supply and
demand nar ket .

The second strategy was to clearly identify what
really is left in the Cook Inlet - is there potenti al
for additional discovery and can the existing reserves
be expanded? What is the real situation from our
perspective in terns of North Sl ope gas?

MR. 1ZZO presented nore slides that graphed Enstar’s gas supply
fromdifferent fields and expl ai ned:

Wth the new strategy, understanding that this was
going to be a supply and demand narket, we had to | ook
at how we contracted for supply very differently. The

good news you' |l see on the chart here is that we're
now filled up to 2007 and what you see in green is
what we refer to as the Unocal contract. It’s not
i ndexed against the price of oil; we couldn't get
anybody to go and look for that. It’s indexed agai nst
a trailing average of the Henry Hub. | guess sinply
put, it is indexed on Lower 48 prices. Wiat we were

able to do was to use a trailing 36-nonth average.

W did not want to subject Alaskans to the volatile
price swings in the Lower 48. There have been tinmes in
California where natural gas prices would be $20 and
then it’s $6 and then it's $10. W didn’t want that to
happen because on a nonthly or quarterly basis, bills
woul d be changi ng; you couldn’t plan or budget. It was
just not sonething we found acceptable. So, the
average allows us to, once a year, nake the adjustnent
to the Regulatory Comm ssion of Alaska and then it
gets passed right through. The consuner pays for it
and it gets passed through Enstar directly to the
pr oducer.

So, the good news is that we’'ve got sonme investnent
going; we’'ve spurred sone exploration. That gas in
green right now costs $4.39. Qur weighted cost to the
consuner is $3.11 and in the Lower 48, they’'re paying
about $6. So, we're less, but prices will increase. As
the Unocal gas nekes wup nore and nore of our
portfolio...we nove away from nost of the supply being
i ndexed against oil prices, which are up by the way,
whi ch nmeans that gas prices wll go up next year. But,
we will be nore and nore connected to that Lower 48
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pricing mechanism Unocal has spent about $110 mllion
in looking for new supply and there has been sone
success we’'re very pl eased about.

Step nunber two is to determine what is really in the
Inlet and what are the options...to serve half the
state’s population in this region. The final report
was released July 6; this was done by the Departnent
of Energy as a result of a federal appropriation to
the DOE's Arctic Energy Ofice in Fairbanks. A |oca
firm in Anchorage actually did the work, brought in
out si de expertise when needed, and worked with all the
various utilities and producers.

There are three observations...in the report that |
think are relevant. One is potential reserves growh

two is new exploration and what is the potential and
three, North Slope gas to Cook Inlet.

MR. 1ZZO expl ai ned sone of the graphs that showed the gas supply
line dipping below the demand for power generation and hone
heating in 2012. His real concern is, looking at fields that are
dedi cated for just power generation and honme heating, that |ine
intersects in 20009.

In terms of reserves growh now, DOCE |ooked at it and

said well, we have these existing fields in Cook
Inlet. Wat’'s the potential if those were to be
expanded — if nodern technol ogy was used and you enter

those fields? So, this is highly speculative. They
just used nodels from other fields around the world
that were just as nmature.... You mght be able to get
another 1.5 TCF out of there. Applying sone of their
information, they canme up with a cost of about $.5

billion...to expand those reserves....

What that would look Iike is a slightly nore
optimstic slide on the next page. If 1.5 TCF were
found in those fields at $500 million, we could be

| ooking at a line that doesn’t dip down below until
the end of the next decade. And so, it’s not a sure
thing by any neans and there’s no guarantee that
trying to increase those reserves will actually result
in this, but a best case scenario is for $.5 billion

that it mght buy us sonme tine to get us through nost
of the next decade.

JT. JBUD/ SRES COW TTEES -51- July 28, 2004



In ternms of new exploration, they found sone good
news. | thought it was sonme good and sone not so good.
They believe that based on the profile of the
endowrent in the Cook Inlet, the Departnent of Energy
thinks that there could be 13 - 17 TCF additional in
the Inlet and that's great. The concern | have is that
once they put sone analysis to the cost and we | ooked
at the protected |ands, we |ooked at the cost onshore
versus offshore, they found that if you could find 50
percent of that potential gas — again, you re throw ng
the dice, in ny view... if you found half of it and
if it were on land, then the investnent required there
would be $5 billion to $6 billion. That would
certainly buy us a decade or two. The concern | have,
again, is the economcs.... It wuld have to be
conpetitive and be passed through to the consuner.

Now, out of ny own business interests, what are the
alternatives? The alternatives, if it isnt natural
gas, there’'s fuel o0il, there's propane, there 1is
electric, but you re talking about three, four, five
and six times as much. You' re tal king about half the
state’s population in ternms of the econom c i npact.
That does not include what it would cost to convert,
what it would cost to put in tanks, to convert
furnaces, etc.

The last observation 1’'Il share with you from ny
perspective was the North Slope pipeline ideally did
have the potential to noderate prices in Southcentra

Al aska. One thing that Enstar knows and that |’m here
to share wth you is that prices are going to
increase. That’s a conclusion. | know they will go up

because | couldn’t get anybody to go and | ook for gas
unless it was economc to go and look for it. So, the
traditional nodel of all this extra gas and we'll sel
it to you at a stranded gas prices. It just didn't
work any nore. So, they'll go and |ook, but we could
end up by the end of the decade paying nore than they
do in the Lower 48. It still mght be less than the
next alternative, but it’s not a good situation.

| was very encouraged that the DOE found that a spur
could provide a $1 per MCF advantage over the Lower 48
pricing and that that could result in some energy
intensive industry and sone econom c devel opnent....
What we’'re showing here is that gas from the Slope
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down into the Lower 48, if it cost $2.58 - $3.00 MCF,
that using the various nodels, conservatively the DCE
believed that it could be, in conparison, $1.50. So

we could enjoy $1 MCF reduction or a lower price
conpared to the Lower 48, which could nmean with our
deep water access and |ogistical advantages here in
Al aska, that we could have an econom c advantage. It’s
not a choice of paying whatever the tariff mght be
from the Slope to Anchorage versus paying the $2 that
we’ ve been paying for years for gas over the decades,
because those days are gone. It’s going to be at sone
point in the next few years, we’'re going to be paying
nore than the Lower 48, because we’'re technically not
connected to them But, for producers to economcally
go after the additional supply, it's the over-ripe
fruit story. The low ripe stuff has been picked...

The conclusions are that | believe from Enstar’s
perspective that access to Slope gas is absolutely
critical. As | stated, | believe that prices wll

continue to rise because we're in this supply and
demand market. That has clearly shifted in ny world.
W could enjoy a 20 - 25 percent price advantage over
the Lower 48, which, | think, instead of being
concerned about an economc decline associated wth
declining reserves, we could be |looking at sone
potential economc boom in terns of energy intensive
i ndustry. To determ ne what that is, we have requested
a phase-two appropriation to study energy intensive
i ndustry, what that mght be and to also | ook at sone
conceptual engineering for a connection from Anchorage

up to Fairbanks or Delta Junction. 1’ve got ny
comercial blurb at the end and now it’s tine to focus
and |I'm preaching to the choir. That concludes ny

presentati on.

SENATOR WAGONER asked if Enstar is still considering a spur
i ne.

MR 1ZZO replied that it is.

That is very real and is in the forefront of our radar
screen in the future. W believe that we have obvious
interest in wanting to stay in business and wanting to
be profitable, wanting to earn our rate of return
that’s allowed, but we have found that wth the
declining reserves in Cook Inlet that our interests
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are simlar and parallel with the economc interests

of this region. So, | wuld use the exanple of
building a house. | don’'t think any of us, if we were
building a home, would wait until the fram ng was up

to pull out the yellow pages and find an electrician
or a plunber. W’'d have the estinmates; we would know
what it would cost. Wd have it ready to go and
that’s how we view the spur line — is that we need to
know what that is and we are currently working such
that we can do the responsible thing and be prepared.

REPRESENTATI VE GARA asked of the gas pipeline owner’s incentive
not to allow a spur to Cook Inlet:

If they fill up the pipeline fromthe North Sl ope down
to Tok, and then dunp off a certain anpbunt of gas in
Tok, then that they're carrying a less than ful
pipeline from Tok all the way down to Chicago and
therefore it makes the transportation in the renmai nder
of the line less efficient? Do they have a
disincentive to allow the spur because of that and
al so because it eats into the anount of gas they get
to charge to pipe from Tok down to Chicago? Is that
the disincentive or does the pipeline not work that
way? Two, do you agree with Attorney General Cole that
we have to take another |ook at the law to make sure
that we guarantee our ability to have the spur |ines
in the state?

MR, 1ZZO agreed on his first point. Various interested parties
have expressed concern to him directly that constructing a
pipeline with X capacity and then finding thenselves in a
situation where only 75 percent or so of that capacity can be
met from Tok or Delta Junction on south. My response to that has
been nore around what the needs of this comunity are as | know
t hem

TAPE 04-15, SIDE A

MR. 1ZZO explained that when the interested parties hear of the
need for power generation and, potentially, sone industrial use
and home heating, which is nuch less than 1 BCF per day, the
reaction has been one of reassurance. To Representative @Gra’s
second point, he said he did not hear M. Cole's presentation,
but, “The legal nature and critical need of a spur line in ny
view is sonething that we should do every bit of due diligence
possible. So, if there’s any doubt that we nay have access, |
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woul d encourage the |egislature or any responsible party to | ook
at that.”

CO- CHAIR OGAN suggested that M. 1zzo review M. Cole's
presentation, which has sonme very good points about Fairbanks’
concerns with the take and pay concept in HB 290 of the 21°%
Legi sl ature.

REPRESENTATI VE CHENAULT said M. |zzo tal ked about the price of
new gas from Unocal being $4.39, which is based on sonme sort of
sliding scale at the Henry Hub, and he projects the price wll
go up because of the price of oil. He asked him how he is tying
the price of oil back to the price of gas when it is based on a
sliding scale at the Henry Hub.

MR 1ZZO referred to the slide of the gas supply in 2003 and
said he refers to those contracts as |egacy contracts. Those
have been indexed, for sone tine now, on the price of Wst Texas
sweet crude between May 1 and June every year. Based on that
index, prices wll change in the follow ng calendar year. He
conti nued:

So as we’'ve noved into where we are here in 2004, 24
percent of ny supply is with the Unocal contract.
That’ s indexed against the trailing average of Henry

Hub. The remainder is still indexed on the price of
oil so what's happening currently is wthin this
transitionary period, is the price of oil is up. That

is putting upward pressure on rates. As the prices are
sustained at high levels in the Lower 48, that drives
that average up over the 36 nonth trailing period...

CO CHAI R OGAN r esponded:

Once we indexed to the Henry Hub, the consuner prices
went up quite a bit based on that — is what’s going to
have to happen to have people |ooking for gas, which
we do have finally for the first tinme ever. People are
| easing for the sole purposes of looking for gas in
Cook Inlet and that was just sonething that happened
with oil before that.

REPRESENTATI VE HARRY CRAWFORD said that he and Senator Bunde
attended a NCSL conference and heard a presentation by the
producers, during which they tal ked about the energy supplies in
the country over the next 25 years. They said they don’'t even
book the North Slope gas supplies in because they expect those
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supplies to be stranded for another 25 years. He asked M. 1zzo
what will happen to Enstar if that gas supply does not cone off
of the North Sl ope.

MR, 1ZZO said Enstar has been undergoing a very aggressive
program It has and continues to neet wth producers on an
ongoing basis. Enstar believes it is responsible to determ ne
what it will take to spur exploration. It would continue as it
has and, although there is a certain anmount of uncertainty about
the future conpared to 20 years ago. He then said he does not
subscribe to the 25-year theory. He believes that with free
mar ket forces, this is sonmething that can happen. He has
di scussed that question with his peers throughout the country
and has asked, at Western Energy Institute Board neetings, how
many of them would have a difficult tinme getting a long term
supply approved at $4 or $4.50 by their comm ssions and everyone
had junmped up. He said he sees the need for sone reassurance of
supply and, to sonme degree, it is a national security issue. He
said because of the volatility his cohorts are experiencing,
they would enbrace the ability to reserve capacity. He said the
true test would be the nunber that would line up if there was an
open season.

MR, |1ZZO said this has been discussed for alnost 35 years and he
is asked what is different now. As he looks at half of the
state’'s population that could see declining reserves, he sees
how that is directly associated with Al aska s econony and yet,
Alaska is the richest resource state in the Union. He thinks
with the confluence of those factors and free market forces,
this is a very viable project.

CO-CHAIR OGAN noted that every expert on energy supply and
demand trends who spoke to the Energy Council in the |ast year
and a half factored in the availability of Al aska gas and that
beyond the year 2020, the United States will have to inport 20
percent of its gas from foreign LNG sources even with 4.5 BCF
from Al aska. He asked M. 1zzo to visit the Mt-Su Borough and
relay his views on the gas supply.

Co- CHAI R OGAN announced an at-ease from 2:30 p.m to 2:45 p.m
Upon reconvening, he asked M. Loeffler to testify. He inforned
menbers M. Loeffler is a senior partner of Mrrison and
Foerster LLP specializing in energy matters and has represented
clients before FERC for nore than 30 years. He has been advi sing
the State of Alaska on oil and gas pipeline issues since the md
1970s.
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MR. ROBERT H LCEFFLER, Morrison and Foerster LLP, gave the
foll ow ng testinony.

In nmy June 2004 testinony to the commttee, I
di scussed the general nethodology and standards that
the FERC utilizes to set gas pipeline rates. M. lves
of the Lukens Group discussed access issues associ ated

with initial pipeline capacity, in particular FERC s
open season process. Today | want to address another
pi peline issue that |oons potentially l|arge and

inportant, nanely, the |law that governs expansions of
an Al aska Gas Pipeline after it is initially sized and
built. I will first address the |law on expansion as it
stands today and then turn to the provisions of the
Energy Act of 2003 that for the first tinme gave the
FERC t he power to order expansion.

Based on information provided in the various Stranded
Gas Act applications, the Al aska Gas Pipeline could be
sized to carry anything from 2.6 to 5 BCF per day,
W th expansion capability designed in of up to 6 BCF.
Any expansion would be acconplished not by replacing
the original pipe wth larger dianmeter pipe, but
rather by adding additional conpression - that is
addi ti onal conpressors at existing stations or
buil ding new conpressor stations — and/or | ooping.
That is adding smaller dianmeter pipe parallel to the
main pipe in particular places. The question is
whet her the Alaska Gas Pipeline owners can be forced
to expand the pipeline in the event they do not
voluntarily agree to do so. Under current law, the
short answer is no. Let ne explain that.

W have to turn to the Natural Gas Act [NGA] and it
does not wuse the word expansions. | nst ead, it
prohibits enlargenents but gives the FERC the
authority to order extensions. Sinply stated, while
the FERC has the power to order extensions or
i nprovenents, it does not have the power to order
enl argements to pipeline facilities.

What’s the difference? It turns out there’s no bright
line, but the courts and the FERC have interpreted
this language in a nmanner that treats expansions as
prohi bited enlargenents. It took awhile after the act
was passed in 1938 for the courts to get to this and
by 1949 the courts were saying, literally, the act
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nowhere defines these terns and it’'s sonewhat baffling
to determne when and under what circunstances an
extension or inprovenent of facilities ceases to be
such and becones enl argenent.

The commi ssion could see that in court way back in
1949 that it does not have the authority to conpel
enl argement by a natural gas conpany of a pipeline.
Yet | think the |anguage of the court is instructive.
It says in light of section 7(a), we are conpelled to
conclude that Congress neant to |eave the question
whether to enploy additional capital enlargenent of
its pipeline facilities to the unfettered judgnent of
the stockholders and directors of each natural gas
conpany involved. So, what you're dealing wth 1is
really the belief that private people are building a
project and you cannot force them to put nobre noney
into a project if they don’t want to. And that really
is the standard under existing | aw

Very recently the commssion reaffirnmed this position
and said it has the authority to order a pipeline to
construct new interconnects or [indisc.] connections
are made, but it also said that it cannot conpel
pipelines to expand capacity on their systens.

Interconnects are literally the physical connection
between two pipelines - if you wanted a | ateral com ng
in or a lateral going off — that’s an interconnect.

And even there where it does have authority to order
i nterconnects, the conmission said in this particular
case, ‘The Comm ssion enphasizes that this new policy,
which relates only to the construction of new
i nterconnections, does not require a pipeline to
expand its facilities, to construct any facilities
| eading up to an interconnection, or even to construct
t he i nterconnection itself....’ Thi s nodi fi ed
i nterconnection policy seeks only to ensure that when
pi pelines respond to requests for interconnections,
they do so in a nmanner that causes no undue
discrimnation and furthers the commssion’s policies
favoring conpetition across the national pipeline
grid.

Vell, in short, a state and any private party who
want ed expansion would be in a tough position to rely
on the existing law to get an Al aska gas pipeline
expanded by the FERC. The good news is that Section
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375 of the so-called Al aska Natural Gas Pipeline Act,
which is the subtitle of the Energy Policy Act of
2003, would grant the FERC the authority to order
expansions subject to <certain conditions. The bad
news, of course, is the legislation is languishing in
Congr ess.

Section 375, if it becomes law, would be the first
time the FERC has been given the power to order
expansion for any pipeline. This represents the
recognition by Congress of the unique circunstances of
an Al aska gas pipeline, and nanely that it is likely
to be the only road to nmarket for North Slope
resources. This provision was fashioned after nuch
di scussion and conprom se of present and future North
Sl ope producers, pipeline owners in the Lower 48,
woul d-be pipeline owners of Al aska and the State of
Al aska. Some urged that the FERC be given greater
powers for expansion; others urged that there be no
change at all. As you wll see by reading the
| anguage, FERC's new powers do not extend to
interstate gas pipelines in the Lower 48. This is a
solution for an Al aska gas pipeline and only for that
pi peli ne.

|’m going to quickly go through critical ternms. The
way it works is that one or nore people would have to
request the FERC to order the expansion of the
pi peline. Before it could do so, it would have to
satisfy eight conditions and they're stated at page 8
of ny testinony. The first condition deals with the
rates — will they be rolled in or increnentally priced

for expansion - make sure rates do not require
exi sting shippers to subsidize expansion — find that a
proposed shipper wll conmply with the tariff that
exists as of the date of the expansion — find that the
proposed facilities wll not adversely affect the
financial viability of the project — find that the
proposed facilities wll not adversely affect the
overall operations — find that the proposed facilities
will not dimnish the contract rights of existing
shippers to previously subscribed capacity — ensure
that all necessary environnental reviews have been
conpleted - and find that adequate downstream

facilities exist outside of Al aska to deliver the
Al aska natural gas.
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Now | want to comment on sone of the details of these
provisions that could affect the issues the conmittees
are concerned with. The | anguage of this new provision
does not nandate how expansion capacity wll be priced
by the FERC. It gives the FERC power to use either
rolled in price treatnent or increnental price
treat nent. This is an issue of consequence to
unaffiliated explorers because they want to know what
the cost of transportation on an expanded pipeline
woul d be.

A parallel provision requires that the rates for
expansion capacity not require that existing shippers
subsi di ze expansion shippers. O course, what’'s a
subsidy rise in the eye of the beholder? In sone
circles what is called a subsidy is viewed as an
entitlement or a natural right by others.

Today, under existing law, the FERC has a clear policy
on how expansion should be priced. It’s changed its
policy a nunber of times but its nost current policy
is that an expansion should be paid for by those
demandi ng the expansion unless there is a systemw de
benefit. A systemw de benefit would nean that when
the costs of the expansion are rolled into the

exi sting costs of operati on, t he costs of
transportation for all is lowered. This is technically
possi bl e in sone ci rcunst ances dependi ng on
engi neering and throughput matters. If, however, the
average transportation cost increases due to the

expansion, then the expansion shippers, under current
policy, would pay a different and higher rate to ship
on expansion space. The rationale, sinply put, is that
those who cause the expansion should pay for it.
I nf ormed observers have noted that there is a ‘heads |
win, tails you lose aspect to this policy. |If
expansion lowers the cost per unit for everyone, then
those causing an expansion |ose that benefit to the
system as a whole. If, on the other hand, expansion
costs are higher per unit than they were before, the
expansi on shippers are forced to bear the higher cost.
Time will tell how this works out on an Alaska gas
pipeline and | repeat that the |egislation tosses that
issue back to the FERC saying it can wuse either
increnental or rolled in pricing.
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There are other limtations in Section 375 worthy of
mention. Parties in the legislative process were
concerned that expansion not affect the financial
underpinnings of the project. Certainly the |anguage
in Secti on 375(b) (4) woul d gi ve fi nanci al
institutions, who presumably wll |oan vast suns for
this project, a voice in any expansion proceedi ngs at
the FERC. Simlarly, the rights of those who have
al ready contracted to ship on the pipeline are not to
be dimnished by any mandated expansion. | suspect
that this neans, at least, that there cannot be any
reduction in existing shippers’ shares of initial
capacity.

Two other aspects of Section 375 are worthy of
coorment. First, the FERC is required to examne
whether there are adequate downstream facilities,
mainly outside of Alaska, for new gas that would be
shi pped through the expanded facilities. This stands
in marked contrast to the process spelled out for
certificating the pipeline in the first place under
this new statute. There Congress directs the FERC not
to look at whether adequate downstream capacity
exists, but to presune it. Second, subsection 375(c)
requires that the party who requests an expansion at
FERC execute a firm transportation agreenent within a
time to be set by FERC, a reasonable tine, after an
expansion order issues or |ose the expansion rights.
This, in plain language, is a put up or shut up
cl ause. The expansion order becones void unless the
parties who sought the order sign a binding contract
to ship on the expanded capacity.

There are other requi renents in the proposed
| egi sl ation concer ni ng non- adver se findi ngs on
financial, econom c, and operational grounds. On their
face, these provisions appear to provide fertile
ground for an opponent of expansion. They certainly
invite litigation.

In the end, the proposed legislation allows, but does
not mandate or require FERC to order an expansion.
That’s a better situation than the status quo but it’s
not perfect. | do not have to be a prophet to nake the
observation that in granting expansion rights to the
FERC for, and only for, an Al aska Gas Pipeline, the
| egislation would lay a careful path wth several
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potential hurdles to clear. How high those hurdles

will be is left to the informed discretion of FERC
Based on everything else connected with this project,
the first time around and again now, | would not

expect the expansion proceeding to be short,
unconpl i cated, and uncostly. Nonetheless, the power to
order expansion would exist for the first tinme. That
alone will influence how parties approach expansi on on
a voluntary basis because the prospect of involuntary
expansion lurks in the background.

|’mgoing to add a couple of points that are not in ny
prepared testinmony that | thought would be of interest
to the conmttee. If you recall, in June | comrented
on how the legislation would require the FERC to adopt
quickly to situations that would govern open seasons
on an Al aska Gas Pipeline. These regul ations woul d not
apply, that is they would not apply to any mandatory
expansion of the pipeline. For reference, that’s
Section 373(e) (3). They woul d apply only to
i nvoluntary expansion of the pipeline. The rationale
of Congress, | suspect, is that an expansion order
woul d be sought by a specific shipper or group of
shi ppers that had been unable to convince the pipeline
to expand voluntarily. In those circunstances, those
seeki ng expansion would have to convince the FERC to
order this one-of-a-kind expansion and they would be
responsible for signing binding contracts for the
expanded capacity. Thus this appears to be a different
kettle of fish than the normal allocation of capacity
and open season process. FERC still mght want to hold
sone kind of open season to see if anyone behind those
seeking expansion also desire capacity in the event
this pipeline is expanded. But it’s not required to.
It’s [ ndisc.] from the nor mal open season
requi renents and we have to wait and see how the FERC
interprets these provisions.

Second, the legislation also addresses access for in-
state users. In Sections 375(g), Congress requires the
applicant for FERC authorization under the Natural Gas
Act, to denonstrate that the holder has conducted a

study of Alaska’'s in-state needs, including tie-in
points along the Al aska natural gas transportation
project for in-state access. | believe the state would

expect the study to cover access at least two to three
points along the pipeline route in Southcentra
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Al aska. Second, the special provision in Section 373
uses | anguage that addresses access for royalty gas.
That provision requires the FERC, after a hearing, to
provi de reasonable access to the State of Alaska for
shi pnment of the state’s royalty gas for the purpose of
neeting local consunption needs wthin Alaska. The
| anguage is specially designed to ensure that Al aska
royalty gas could be used for in-state needs. The
absence of new federal | egi sl ation does not
necessarily mean there wll be no expansi on
requirenents for an Alaska gas pipeline. As |
indicated a few nonents ago, the expansion |anguage in
the pending federal l|egislation reflected a consensus
that was reached anong interested parties. These
parties thought they could live with the expansion
concept in specific conditions attached there, too. It
woul d appear there would be no insurnountable obstacle
to interested parties contracting to the very sane
terms contained in the proposed |egislation, or even

different ones. It is a fair bet to say that the
exi stence of the conprom se |anguage, whether adopted
or not, will also provide a franmework for voluntary

expansi on negoti ati ons.

The ongoing Stranded Gas Devel opnent Act contracting
process could serve as one vehicle to ink an expansion
agreenent. Another contracting opportunity will arise
in the negotiations attendant to the various ownership
agreenents. If the state is not a pipeline owner, its
interests will probably not be directly represented in
t hose ownershi p negotiations.

Wul d FERC honor such contractual agreenents? | see no
reason why the FERC would reject an agreenent that
required the owners to seek expansion authorization
from the FERC after negotiations in the event that
certain agreed wupon conditions or events were to
occur. So long as FERC rermained free to nmke its
normal certificate inquiry about the public interest,
| think it would Iikely applaud rather than di sapprove
a voluntarily reached expansi on agreenent.

That concludes ny presentation. | appreciate the

ability to do this by teleconference and |I’'d be happy
to entertain any questions.
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SENATOR WAGONER asked if there is any chance of action being
taken on the Alaska Gas Pipeline Act before the Novenber
el ection.

MR. LCEFFLER said there is a slim chance it will be brought up
as a rider or on a special basis, but only a slimchance.

SENATOR WAGONER asked his opinion of action after that tine.

MR. LCEFFLER said he believes it will conme up again in the sane
exact form because a lot of people worked long and hard to
conprom se and there is no known opposition to the enabling
provi sions that contain this expansion authority.

CO- CHAI R OGAN asked what the best-case scenario is.

MR. LOCEFFLER said the best case would be if sonething happened
before the Novenber election. He believes it is nuch nore likely
that sonething will happen next Spring, but no one knows who the
president will be or who will be in Congress.

CO CHAIR SAMJELS asked M. Watson to testify and inforned
nmenbers that M. Watson is the Project Mnager for Al aska GGas
Devel opnent for Enbridge. He is actively involved in all aspects
of project assessnment and currently |eads the coordination of
mar ket participation on behalf of Enbridge. Prior to his
enpl oynent at Enbridge, he spent 10 years directly involved in
the Canadian energy industry, nost recently as the vice
president of corporate developnent for a leading solution
provider to the North American energy industry.

MR ERIC WATSQN, Project Manager, Alaska Gas Devel opnent,
Enbri dge, rem nded nenbers that Enbridge has proposed a neasured
approach in its Stranded Gas Act application. It includes a 36-
inch pipeline design, which contrasts with the 48 and 52 inch
pi pel i nes proposed by other parties. Enbridge views the 36-inch
design as a better economc alternative to neet the pipeline
needs. He asked to delve into that topic today and descri be sone
of the factors that will drive the volunmes and how that wll
inpact the pipeline design and, inevitably, +the cost of
delivery. He began

For the benefit of those who could not attend the June
hearings, | wll spend 30 seconds just as a quick
overview of who Enbridge is, just in case you don't
know about the conpany. W operate the world s | ongest
crude oil pipeline system W have assets in excess of
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$13 billion, a stable A credit rating, lots of cash in
the bank and, as it relates to the Al askan project,
gas now makes up 40 percent of our earnings. Included
in that is a 50 percent ownership in the Alliance
pi peline, which is one of the mpjor transporters of
natural gas and liquids for the Chicago market and
al so the owner and operator of Canada's |argest LDC
serving over 1.7 mllion customers in Ontario and
northern New York State. So, we also have a bit of a
mar ket perspective on the other end as well.

As you nmay be aware, we’'re pursuing a greenfield
project through FERC and the NEB. W are the only
pi peline conpany W th ext ensi ve experience in
continuous and discontinuous permafrost construction
operations [indisc.] pipeline. W have the nost recent
cross-border, |arge-dianeter, high-pressure, rich gas
pi pel i ne experience, which is nore than likely to be a
simlar scenario to the Alaska pipeline. W' ve
participated in both study and field trials in Alaska
to exam ne the practice of trenching in pernafrost

As | nmentioned, we also have a nmarket perspective
t hrough ownership in Canada’s | argest LDC.

As | nentioned at the outset, we’'re focused on a
measur ed approach that reduces the risk of the project
and aligns the interests of the stakeholders. | want

to clarify t hat a measur ed approach doesn’ t
necessarily nean a phased approach and that we are not
stuck or bent on 36-inch as the only solution. W
believe it is a potentially viable solution, depending
on the volunes and timng of the volunes that conme out
of Alaska and that’s really what | want to |ook at
today. Based on what happens with these volunmes and
these timngs is really going to drive the economcs
of this project and within that 36-inch is an option

that we should still be looking at. So with this,
we’'re seeking to add value wthin the project by
working closely wth other st akehol ders in a

col | aborative and cooperative manner. Gven the size
of the project, we believe that not only the producers
will have a role in it, but there wll be other
parties that are needed to also nmake this project a
success and take on the substantial risk that it
presents. W need to nmaximze econom c opportunities
for Alaskans and continental North Anerica - | put a
coupl e exanpl es, such as steel supply and |ocal | abor.
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W' ll get into a little bit of perhaps sonme of the
benefits that a 36-inch line mght nmean to North
Anerica and Al aska versus the alternatives. Investing
resources into local comunities and First Nations
groups is sonething we’ve done in the past with all of
our projects. The last point is fully |everaging
existing infrastructure only to the extent that it
reduces costs, mnimzes tolls, and maxi m zes netbacks
for Al aska gas.

During the last hearing we presented on the supply
outl ook within the Wstern Canadian supply basin and
how it was starting to ranp down after 2015 and what
the avail abl e ex-Al berta hub take-away capacity | ooked
like. W do want to make sure that we reiterate that
while generally an existing pipeline could be a cost-
effective alternative, depending on where the gas is
delivered and a nunber of other factors that may not
be the nost cost-effective, it could call for a new
build as well.

Utimately, the state and shippers are interested in a
pipeline that’s designed to offer the |owest cost of
delivery — whether that’s 36 inch or 52 inch. In order
to achieve this, we need to understand a nunber of
factors that inpact the design capacity and ultimately
the cost of delivery. So we’ve heard a fair bit today
about open season contract commtnents. Inevitably,
the project needs to be underpinned by these long-term
shi pping contracts and with that, from this process,
that’s going to really decide what the volunes | ook
like and what the contract length is going to | ook
| i ke and where the gas actually needs to nove to. And
from that, we're going to be able to tell what the
best design and what the nobst economi c design |ooks
like. And you ve heard lots before what the rest
i ncl udes. Real | y, it’'s driving out what t he
expectation level of unproven reserves are going to
| ook like into the future, what people believe the gas
price is going to |ook like....

One thing we haven’t talked about a lot is where the
market is for the gas as well. Is it all in Chicago?
Is it in the Northeast US. or is it even in
California as well? It’s going to play a role. W’ ve
also spent a lot of tine talking about expansion as
well, so we believe that exploration success wll
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drive out the expansion volunes and the timng beyond
the initially accepted risk. So whatever the market is
going to accept initially, |1 think is going to be
representative of what they believe can actually be
delivered and then expansion beyond that, depending on
how successful, how nmuch investnent is nade into the
state in refining resources and start to drive that
expansion. Cbviously, as an independent party, from
our own selfish perspective, we’'d always be | ooking at
trying to add capacity for shippers as long as it’s
under pi nned by a contract.

And the other elenent that goes with that is the take-
away capacity that is actually available from Al berta.

Qoviously we can talk about noving all of these
volunes into the Alberta nmarket, but Al berta is a
| arge net export market, therefore we need the
capacity to actually nove the gas out of Alberta as
wel | . Based on when we nove that gas and how nuch of

it we nove, it directly inpacts the economcs as well,
whether we’'re able to use existing pipeline, where
that gas is going, and how nuch gas we can actually
send out.

And then construction factors - how wll t he
construction costs be inpacted by conpetitive supply
if this project is, let’'s say, delayed or it’'s really
the MacKenzie Valley — what is the l|abor availability
going to look like? WIIl there be conpetition?

So let me just nention, the nost inportant note, and
we’'ve heard it sever al tinmes today, is that
regardl ess, the pipeline needs to be underpinned by a
long term shipping contract. Enbridge is currently
working wth certain parties wthin the market,
including our own distribution. W try to align and
see what the feel is for the demand and where that
demand m ght be and what the overall conmtnent m ght
be as well. But, once again, that mght get fleshed
out until the open season occurs.

The length and volune of the shipping contracts, as
we’ve discussed, are inpacted by such things as
expected wellhead price, tolls, reserve life and
governnment relations. Inevitably, if we get into what
drives the volune’s timng and design capacity has to
do with our expectation of the reserve...
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What |1’ve done is taken three different exanples -
practical exanples of the potential reserves that the
mar ket may expect and how that flushes out volunes
over service life. If you actually ook at what we're
getting or expect or the proven out of Prudhoe Bay and
take the volunes over the different service lives, we
see that it ranges anywhere from2 to 3.3 [BCF]. Based
on the economcs we've run, this drives preferably
towards a dual 36-inch pipeline would actually provide
you with the |lowest toll. Mre reasonably, we' re not
going to be looking at just the 24. W’ ve talked a | ot
about the 35 area and here we’ve got a range of the
2.7 to 4.8 [BCF]. This is where you get into a
situation where the economcs actually start to
transition as you nove up anywhere from a 36
potentially to the 52 inch line. If you actually get
beyond the 35 TCF, and how much risk the market 1is
willing to take, beyond what’s proven into the realm
of the probable, we’'re |ooking at volunmes in excess of
potentially 5.6 to 9.7, which really goes back to what

was said earlier. If we're delivering all that up
front, a 52-inch pipe is nost likely the economc
sol ution.

TAPE 04-15, SIDE B
MR. WATSON conti nued.

If you ve got a ranp-up that exceeds — and we did it
on the basis of 5.2 BCF starting at 2.6 — as per our
application, you actually ranp that up over a course
of four years or nore — once again the dual 36 inch
pipeline from an economc perspective |ooks nore
attractive than the 52. So it all goes back to the

sanme things you' ve been hearing earlier. If we send
bi gger volunmes and we send them earlier, economcally
you're |looking at a 48 or 52-inch option. If we're
going through a phased ranp-up, or if we're starting
at smal | er vol unes, the 36-inch becones nor e
practical .

CHAIR OGAN asked if Enbridge would build both pipelines
si mul t aneousl y.

MR, WATSON said if he is referring to dual 36-inch pipelines,
the nodel Enbridge used had the [second pipeline] starting two
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years later but that wll depend on the market commtnent. He
st at ed:

So when we actually nodeled it, let’s say on the 52 or
48 inch basis, you'd put in all the pipe but youd
only put in enough conpression that you need to start
at 2.6 and then you ranp the conpression up. Cbviously
you're not going to just — with the line you ve got to
put the whole line in first. Wth the 36-inch option

you build the first line and then after you' re done,
the first line you actually start to go through the
construction of the next line using the sane right-of-
way. What that does...is it actually enables you to

actually get gas to market...about one year earlier.
If you use the 36-inch, you re going to get |ess
volune to market earlier, but you' re actually going to
get gas to market earlier and to the extent that it’s
a benefit, it’s going to potentially prolong the
construction period as well, which is going to be nore
revenue for a sustained period on the construction
phase within the state of Al aska.

As we talked about earlier, one thing we obviously
need to do is we need to align it with not necessarily
avai l abl e ex-Alberta take away capacity, but we need
to understand what the actual take away capacity | ooks
| i ke and where we’'re actually shipping the gas to. If
you kind of inplant the supply forecast versus what’s
avail abl e out of the Al berta market right now, and the
right graph there really extrapolates from the |eft
graph, it shows us when and how nuch take-away
capacity is available within Alberta — and you Il see
here that up until around 2018, 2019, it’s less than
the 5 BCF we’'re talking about. So what that neans is
we’'re going to need to add new capacity out of Alberta

into specific markets — Chicago, it could be west. It
shows us when and how nuch take-away capacity is
available within Alberta and you Il see here that up

until around 2018, 2019, it's less than the 5 BCF
we’re tal king about.

So what that neans is we're going to need to add new
capacity out of Alberta into specific markets. It
could be Chicago, it could be west — it’s either going
to go one of two ways but regardless, we’'re going to
need to add new capacity if we’'re shipping those
vol unes when we’'re expected to actually comrercialize
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gas within Alaska within the 2012 to 2014 tinefrane.
The question becones is it worth phasing it in,
starting with, let’'s say, 2.5 BCF per day, know ng
that you ve got the ex-Alberta capacity available
there. You can use existing pipe and then ranp up the
vol umes, either through conpression or through the
construction of another 36-inch line, so that you
start to match the available take-away capacity and
which one of those is cheaper. W don't know that
because you don’'t know — we’'ve got an idea where the

market is for the gas, but wuntil the open season
happens, wuntil you know what the volunme commtnents
are like, until you know where you actually want the

gas delivered, we don’t also know from the ex-Alberta
perspective where we need to get that gas.

So, in the event that the MPS 36-inch pipe does nake
sense and that we're starting with |ower volunes and
ranping up over tinme, sone of the advantages of the
36-inch line, one is the greater certainty around the
cost estimates that we have. There are a nunber of
conpanies wthin North America right now that
manuf acture 36-inch. There are none that actually
manuf acture 48 or 52-inch pipelines wthin North
Anerica so there’s a greater supply risk around the 48
or the 52- inch option.

A big benefit potentially to the state is that we're
in service one year earlier so you re making revenues
one year earlier as well. It’s easier to perform
mai nt enance w thout service interruption. You re going
to find a nore experienced and skilled |abor force
that’s actually worked with the construction. The big
bang here as well is...nore supplies can be sourced
from Canada and the U S. versus overseas. W’'re just
going to have a nore positive inpact on the North
American econony, and potentially wthin Alaska as

well. W’'re going to be able to keep nore of the
revenue wthin the state and in the construction
process as well, versus having to go over to Japan or

Ger many or Russi a.
One of the disadvantages that we talked about is

really just the reduced econony of scale if you're
able to bring on higher volunes right away.
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So...just to wap up sone of the key points here...is
that one, and we’'ve heard it all today, is that the
open season volune commtnents and ranmp-up timng wll
drive the nobst econom c pipeline design and we don’'t
know what that |ooks |like yet. The Alaska to Alberta
volunmes and timng need to be matched with the | owest
cost Alberta to market take-away capacity and, as |
mentioned, that nay nean existing pipeline or that
could be new pipeline. Alliance Pipeline, which
Enbridge has a 50 percent ownership in, for exanple,
has .5 BCF of cheap expansion — the cheapest expansion
avai lable into the Chicago market through conpression.
O her than that, we need to |ook at a new build out of
the Al berta market, whether it’s through TransCanada,
t hrough Northern Border, or through other options.

So our neasured approach is - it’s not a phased
approach, we’'re really just aimng to align the Al aska
vol unes, whatever they are, whatever the market’s
wlling to step up to, what they’'re willing to take as
far as risk and provide, either, you know, through an
existing or for optimal cost efficiency and narket
alignnment....

SENATOR WAGONER asked what woul d happen to Enbridge’s interest
in this project if, in fact, the gas liquids were stripped out
in Fairbanks and shipped down the TransAl aska pipeline to be
used for other industries.

MR. WATSON said that would not have any inpact on Enbridge’s

decision in the project. He noted, “It’s really what’s best for
the producers, where they're going to get - and the state
itself, or the gas owners, wherever they're going to get the
best net backs, I  think there potentially <could be sone
resistance from the Province of Alberta itself....” He said
whether it is noved into the Al berta market or not will have no

bearing on whether it’s good or bad for Enbridge. He continued:

So if Alaska wants to build a petrochem cal industry
up here and the gas and the liquids need to be left
within the state, that's fine, or, if the producers in
the state feel that liquids need to go into the
Province, certainly the infrastructure exists there to
handl e the |iquids.

SENATOR ELTON asked M. Watson to discuss the tension between
access and capacity and those with the proven reserves and those
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who may be nore dependent on undi scovered resources with a 36-
inch pipe. He asked what happens wth a snaller pipeline
transm ssi on system

MR. WATSON said he does not see a snaller pipeline making it
nore challenging to get access. Initially there would be |ess
access because of the smaller design capacity but the plans
could allow for a ramp up to 5.2 over the course of 3 to 4
years, so that capacity would becone available at the sane tine
as a 52-inch line.

SENATOR ELTON said during testinony by Departnent of Revenue
staff, nenbers learned they may need to have a discussion on
smal |l er anobunts of gas noving over a longer period of tinme. It
woul d seem easier, during an open season for those with reserves
but less capacity to have it easier than those w thout, because
if capacity is increased over time, that would nmeke it nore
difficult for explorers who have to wait.

MR. WATSON said Senator Elton hit the nail on the head when he
said the producers or shippers thenselves would decide during
the initial open season because:

You hit a crossover there where the 52-inch I|ine
becomes a nore economical choice. It really depends
what the market’'s willing to step up to initially so
you don’t go into the open season and say, okay, we're
proposi ng a dual 36-inch pipeline. The market comes to
t he open season and [you] say, okay, here’s the gas we
need within the Lower 48 and then you take that away
and say okay, what’s the nobst econom cal pipeline
design.... So, to that extent, that’'s where we're
coming with the nmeasured approach, is that we need to
come in wth an wunderstanding of what the market
needs, what volumes they need and really where they
need it as well. GCbviously, it’s not going to inpact
the design from Alberta or [indisc.] from Alaska to
Al berta but also what needs to happen from Alberta to
mar ket as wel | .

CHAI R OGAN expressed concern about the disadvantages of higher
capital costs, which wll translate into higher tariffs, and
questioned whet her Enbridge has run any nobdels on the
di ff erences.

MR. WATSON said Enbridge has and [the answer] depends on the
volunes. As you start to shift into |ower volunes, that’s where
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the 36-inch will come up with a smaller capital cost because an
asset will be buried in the ground that is not being utilized.
The other consideration is the ranp-up tine. It gets back to the
open season and nmatching a design that produces the |owest toll
for what’s needed in the marketplace. That is why Enbridge is
not saying the 36-inch pipe is the npbst econonmc; other
alternatives may be nore econom ¢, depending on what the market
needs. He pointed out:

And from our nunbers, once you get... over 4 BCF a
day, if you can take that initially, and that’s what
the market is willing to accept, that’'s kind of the
crossover where it becones nore economc to |ook at
the larger line. If the market’s stepping up for |ess
initially, you ve got kind of two factors. If they're
stepping up for a lot less for a long period of tine,
the dual 36-inch is nore econonmic. If they' re stepping
up for less initially and you ve got a ranp-up that
occurs over a period of four nore years, the nunbers
we used were 2.6 up to 5.2 over the course of four
years, you're pretty nmuch at a break even as far as
the tolls that work out. So, a 48 or 52-inch option
would conme up with about the sanme toll as a 36. A |ot
has to do with being able to bring the capacity to
mar ket a year earlier and sone of the economc factors
and depreciation as well.

REPRESENTATI VE GARA said it seenms counter-intuitive to him that
if Enbridge plans to build two 36-inch pipes, that it would be
as efficient to come up and down the corridor with a crew of
workers twice. He asked M. Watson to give an estimate of the
production costs of the dual 36-inch pipe and one 48-inch pipe.
He then said that many people want to be able to tap into the
pi peline to use sone of that gas, but M. Watson said that would
not inpact Enbridge. He questioned how that could not but i npact
Enbridge since it would create less capacity after the tap-in
poi nt .

MR. WATSON responded, in regard to Representative Gara' s first
question, Enbridge has estimated the cost of construction at
$1.3 billion nore to build the dual 36-inch pipe versus the 48-
inch option. He noted from a total capital cost in-the-ground
perspective, it mght cost a little nore, but there would be
| ess risk. Regarding the second question, he said his point is
it is the sane issue for Enbridge as a pipeline conpany as it
would be for any other. If gas was taken out of the system at
Fai rbanks, that would definitely have an inpact on the total
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system but he can’t answer what the industry would plan to do
to make concessions for that.

CO CHAIR OGAN asked if it would be a matter of stationing the
conpressors a little farther apart after Fairbanks.

MR. WATSON said a nunber of things could be done but that he is
not in a position to say what the best alternative would be.

REPRESENTATI VE BETH KERTTULA asked if the dual pipelines would
require two open seasons and two tariffs.

MR. WATSON replied there would be one open season - the dual
pi peline would be a design elenent that would entail |ooping the
| ine. He expl ai ned,

Now it depends, if it’s not part of the initial open
season for the conmmtnent, then yes, if it was |abeled
expansion, you'd certainly have to go back, but I
think the intent would be to include it. If you don't
need the 5.2 BCF a day right now, but you need it in
the four years, you may apply saying okay, this is all
part of it. W’'re building from 2.6 up to 5 and it’s
going to take four to five years longer to build it so
you nmake that all part of the initial commtnent....

REPRESENTATI VE KERTTULA said she understands the argunents but
it seenms that right from the beginning, it undersells Al aska s
resource. She explained that she understands the market but it
makes her nervous because Alaska’s best interest is to get the
gas up and to the market.

MR. WATSON said it is not the pipeline conpany that deci des what
the reserves are and what the market is willing to take. They
are trying to get nore commtnent. Building bigger and sooner is
a benefit to his conpany.

W just want to present that as a potential economc
alternative, if the case happens that the market only
steps up for this or you need a phased approach -
because we also need to |look at the econom cs, as well
as what the tolls look like, not only from Al aska to
Al berta, but what the tolls look like from Alberta to
the market, as well. If we can use existing pipelines
and fill existing pipes, it could reduce tolls or
tariffs from Al berta to Chicago by, who knows, naybe
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five or ten cents.... This is just one potentia
opti on.

M5. MARTY RUTHERFORD, Deputy Comm ssioner, Departnent of Natura

Resources (DNR), said her presentation addresses both the
regulatory and commercial tools available to the state to
inprove access to pipeline capacity, i ncluding expansion

capacity. She would discuss the Stranded Gas Devel opnent Act as
a key commercial tool giving the state the ability to negotiate
conditions for access along with other contract ternmns.

Anot her key tool are the oil and gas | ease provisions,
specifically the state’'s ability to take its royalty
either in value or in kind and our discretion to
swi tch between these periodically.

On the regulatory front, the state has the opportunity
to influence other policy makers, both the regulatory
and the legislative arnms, including Gtawa, Canada and
Washington D.C., also the US Feder al Ener gy
Regul atory Conm ssion (FERC), Canada’s National Energy
Board (NEB), which is an independent federal agency in
Canada that regulates several aspects of Canada' s
energy industry and the Regulatory Comm ssion of
Alaska (RCA). M conmments are organized around the
structure of relationships, specifically, governnent
to industry, government to agency and governnent to
gover nnent .

So, let ne begin with the first category, which is

government to industry. | mght note here that the
first category will take the bulk of ny tinme, the
second and third categories will be pretty brief....
As | said previously, and other parties like Bob

Loeffler from Mrrison and Forester has said,
negoti ati ons under the Stranded Gas Devel opnment Act do
provide significant comrercial tools that could, not
necessarily should, include schedul ed open seasons for
expansion with, of course, very specific ternms that
are fair to all parties. | want to note here, and I
think that Bob Loeffler noted it as well, that
scheduled open seasons are not standard FERC
practices. Another potential Stranded Gas Devel opnent
Act tool is our ability to require pipeline design
specifications that are favorable for expansions. For
exanple, the initial design should allow for efficient
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expansion. It should be preplunbed for intake, off-
t ake and expansi on points. These coul d incl ude:

1) An intake in the Foothills in order to by-pass the
Prudhoe Bay Unit gas treatnent plant

2) An intake at Fairbanks for the Nenana and Yukon
Flats Basin devel opnent when it occurs as well as
an off-take at Fairbanks for several possible
pur poses, including various spur lines, such as to
Valdez in the Cook Inlet, for petrochemcals and
for rural Alaska. | believe that ANGDA has probably
tal ked about sone of the ideas that group is
di scussing for providing rural Al aska energy such
as propane shipped in tanks or barges to rura
Al aska and conpressed natural gas

3) Future conpression stations for expansi on purposes

4) Intakes for other gas basins, such as Susitna and
t he Copper River Basin.

In addition to requiring open seasons for expansion
and design specs, the state could consider ensuring
through the Stranded Gas Devel opnent negoti ations,
tariff structures that are favorable to the entry of
new gas. There are known devices that coul d
assist...rolled-in tariffs, for exanple, for both
expansion of the main line and for feeder pipelines.
Rolled-in tolls for expansion neans that the cost of
expansion are rolled into the existing base rates.
Then, even if the expansion is expensive, the overall
tolls only increase nodestly. The effect of this is to
pronote exploration and devel opnent of new gas. This
is Canada’s National Energy Board policy, but not the
usual U S. FERC policy. FERC s policy provides that
expensi ve expansion costs are assigned to only those
parties who will use the new capacity, in other words,
t he new guy on the bl ock.

When this sanme rolled-in tolls approach is extended to
new feeder pipelines, such as at National Petroleum
Reserve Alaska (NPRA), and they are treated as an
expansion of the existing nmain project, then the cost
of bringing new gas to market will also be reduced
Here again, the effect is to pronote exploration of
new gas. Canada has, in one circunstance that we are
aware of, adopted such a policy as this.

JT. JBUD/ SRES COW TTEES - 76- July 28, 2004



Conversely, an increnental tariff structure, which is
the normal approach that FERC assigns to extensions,
and to expensive expansions, is to assign costs to
only those parties who will be using the new capacity.
| want to enphasize that both of these rolled-in toll
approaches could be a very difficult exercise to sell
to FERC, because it is outside their normal policy and
they nust approve all tariffs including negotiated
tariffs.

Anot her exanple of a tariff structure that could favor
entry of new gas into expansion capacity is a
negotiated levelized tariff rate. The wuse of a
| evelized tariff allows any producers |lower costs in
the early years, maintaining this rate over tinme. This
may inprove exploration and devel opnment economi cs.
Conversely, a recourse rate will start off high and it
may be reduced if shippers successfully request | ower
tolls with FERC

One additional point here on tariffs, one neans of
improving the use of a recourse rate mght be regular
updates of that rate. As you heard at your |ast
hearing and today, again, the FERC hasn’t been
exercising authority wunder the Natural Gas Act to
require a pipeline conpany to periodically file new
rates. A shipper can protest rates, but relief is
provi ded only prospectively, not retrospectively. As a
result, recourse rates paid by shippers on a pipeline

such as this one can often be too high. As well, there
is sonme incentive for pipeline conpanies to prolong
litigation. However, iif +the pipeline conpany were

contractually required to periodically file new rates
with the FERC, then nuch of this problem mght be
resol ved.

The final point | want to make under tariff structures
is that it mght be appropriate for the conditioning
plant rates to also be reasonable and transparent.
Agai n, this could be acconpl i shed ei t her by
negotiations or by nmaking them subject to a rate-
maki ng process.

Moving away from the Stranded Gas Devel opnent Act,
anot her key tool available to the state is the oil and
gas |lease provision. That provides the state its
ability to take its gas either in value (RIV) or in
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kind (RIK) and our discretion to switch periodically.
This tool could be used to pronote explorer access to
early open season. This term of the state’ s |ease
could be used to backstop explorer commtnents to
initial pipeline capacity and this was the concept
that DNR invented in the proposed RIK gas sales to
Anadarko and EnCana [USA, Inc.] in 2002. That was
never noved forward for |egislative approval or even a
royalty board approval, but we did send it out for RFP
and EnCana and Anadarko did win that. This could all ow
explorers to ensure they have the necessary gas
available to fill an open season commtnent if there
is insufficient time to explore and develop their own
| ease acreage prior to open season. In the interests
of full disclosure here, | want to note that this
proposed RIK gas sale in 2002 was endorsed by
i ndependent explorers and opposed by the producer
sponsor group.

The last two itenms | would like to briefly note under
the governnent to industry category are the state’'s
right-of-way |easing provisions. It is conceivable for
the state to condition a state pipeline right-of-way
approval on reasonable access provisions and we could
encourage the federal governnent to do the sanme wth

their federal rights-of-way. | nust note that we have
not so conditioned any right-of-way such as this to
dat e.

And finally, using our oil and gas |lease terns, it is
al so conceivable that we could develop provisions in
new | eases that require facility sharing and pipeline
access, but again that would be prospectively, not for
exi sting | eases.

So, nmoving on to ny second category of tools, or what
| call governnment to agency, the first of these are
the state admnistration’s existing ability to provide
input to FERC on rate cases. This is an opportunity
that the state may avail itself of currently. It
provides no surety that that input is welconed by the
FERC and as Bob Loeffler nentioned a little bit ago,
under the vyet to be adopted U S. federal -energy

| egislation, that |legislation provides that open
season regul ations shall (mandatory) be pronul gated by
FERC and, of ~course, the state wll have the

opportunity to affect those regulations to our
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benefit. That |egislation provides capacity expansion
regulations may (this is discretionary) be pronul gated
and it mght be possible to encourage FERC to
pronul gate these optional regs and if they do to try
to affect that package of regulations to the state’s
benefit.

The final issue that | mght note in this area, and
|’ve never discussed it with Mrrison and Forester,
but that would be to approach FERC regarding open
season regulations in advance of U S. federal energy
|l egislation. If the legislation passed this fall or
early next spring, it mght not be necessary, but if
it does not, it is sonething that | think the state
m ght pursue.

Anot her tool available to the state under governnent
to agency category is the Regulatory Comm ssion of
Al aska’s influence wth FERC. Under the existing
Natural Gas Act, the FERC nmay establish a FERC RCA
joint board for consultation purposes. Wiile this is
currently an option under the Natural Gas Act, it
beconmes a mandate under the proposed federal energy
| egi slation and we have successfully used this device
in the past on at |east one tariff structure on the
Al pi ne pipeline, | believe.

Finally, | think it’s appropriate to reiterate the
obvious. A tool available to the state is to maintain
our options for all gasline projects. This includes
LNG the natural gas pipeline into or through Canada
and ot her pipelines within Al aska.

My final category is what | refer to as governnent to
gover nnment . Briefly, this category includes the
state’s influence on the federal energy |legislation
provi sions that support access. This influences has
been and continues to be, wuntil passage, extrenely
inportant. Finally, the state has begun to develop
relationships wth Canada to encourage favorable
outcones for design and access of a Canadian portion
of the natural gas pipeline. This can be pursued both
on a federal level in both the U S. and Canada as well
as in the Canadian provinces and with the First Nation
Tribal entities.
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In closing, while |I’'ve identified a whole suite of

tools the state has available to it, | also believe
there are a |limted nunber of truly effective tools
that are under the state’'s direct control. You'll note

| spent nmore tine focusing on the Stranded Gas
Devel opment Act negotiations and the RIK/RIV sw tching
option because | Dbelieve these offer the greatest
| everage to the state. Therefore, it is inportant that
the state has full know edge of what they ' re worth.
That conpl etes ny testinony.

SENATOR ELTON asked if the state can condition right-of-way
approval on reasonabl e access provisions.

M5. RUTHERFORD replied, “lI believe that is a possibility, yes.”
SENATOR ELTON said that seenmed to be a rather bold intrusion
into sonething FERC has control over. “Wuld FERC have to
endorse any provisions that were contractually agreed on in a
right-of-way contract?”

M5. RUTHERFORD answer ed:

FERC has to approve of tariffs, no nmatter whether they

are negotiated or not. | know they have policies on
open seasons; | don't think they have regulations on
open seasons. | believe they would probably be open to
a negotiated agreenent on open seasons for expansion
pur poses.

SENATOR ELTON asked if that was included under right-of-way
agreenent s.

M5. RUTHERFORD responded, “Well no; | think that would be under
the Stranded Gas Devel opnent Act negotiations.”

CO CHAIR OGAN plugged the up-com ng Septenber Energy Council
nmeeting in Anchorage with Alberta and British Colunbia attending
as official first-tinme nmenbers

W literally run coast to coast from Canada now — Nova
Scotia and Newfoundland to British Colunbia. So, it’s
a good opportunity to get to know sone of our Canadi an
friends and hel p keep those rel ati onshi ps goi ng.
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He thought a pipeline would provide better opportunities for
creating long-term jobs once it was built and gas had gone down
it.

M5. RUTHERFORD agreed that a lot of jobs in the future would be
associated with looking for new gas and trying to fill the
pi peline. “Based upon what USGS said earlier today and in which
DNR concurs, that we feel there are significant undiscovered
resources, nore than adequate to fill expansion capacity.”

CO- CHAI R OGAN said the AOGCC regul ates the waste of hydrocarbons
and DNR deals nmore with the economc waste issues and asked if
she has the statutory authority to insure the state has no
econoni ¢ waste.

M5. RUTHERFORD replied, “W believe we do, Senator.”

CO CHAIR OGAN said there were no further questions and adj ourned
the neeting at 4:05 p. m
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